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Preface

This book deals with the notion of ‘risk’ and is devoted to analysis of risks in nance
and insurance. More precisely, we study risks associated with future repayments
(contingent claims), where we understand risks as uncertainties that may result in
nancial loss and affect the ability to make repayments. Our approach to this anal-
ysis is based on the development of a methodology for estimating the present value
of the future payments given current nancial, insurance and other information. Us-
ing this approach, one can adequately de ne notions of price of a nancial contract,
of premium for insurance policy and of reserve of an insurance company. Histor-
ically, nancial risks were subject to elementary mathematics of nance and they
were treated separately from insurance risks, which were analyzed in actuarial sci-
ence. The development of quantitative methods based on stochastic analysis is a
key achievement of modern nancial mathematics. These methods can be naturally
extended and applied in the area of actuarial mathematics, which leads to uni ed
methods of risk analysis and management.

The aim of this book is to give an accessible comprehensive introduction to the
main ideas, methods and techniques that transform risk management into a quanti-
tative science. Because of the interdisciplinary nature of our book, many important
notions and facts from mathematics, nance and actuarial science are discussed in
an appropriately simpli ed manner. Our goal is to present interconnections among
these disciplines and to encourage our reader to further study of the subject. We
indicate some initial directions in the Bibliographic remark.

The book contains many worked examples and exercises. It represents the content
of the lecture courses ‘Financial Mathematics’, ‘Risk Management’ and ‘Actuarial
Mathematics’ given by the author at Moscow State University and State University
— Higher School of Economics (Moscow, Russia) in 1998-2001, and at University of
Alberta (Edmonton, Canada) in 2002-2003.

This project was partially supported by the following grants: RFBR-00-1596149
(Russian Federation), G 227 120201 (University of Alberta, Canada), G 121210913
(NSERC, Canada).

The author is grateful to Dr. Alexei Filinkov of the University of Adelaide for
translating, editing and preparing the manuscript. The author also thanks Dr. John
van der Hoek for valuable suggestions, Dr. Andrei Boikov for contributions to Chap-
ter 3, and Sergei Schtykov for contributions to the computer supplements.

Alexander Melnikov
Steklov Institute of Mathematics, Moscow, Russia

University of Alberta, Edmonton, Canada

© 2004 CRC Press LLC



Introduction

Financial and insurance markets always operate under various types of uncertain-
ties that can affect nancial positions of companies and individuals. In nancial and
insurance theories these uncertainties are usually referred to as risks. Given certain
states of the market, and the economy in general, one can talk about risk exposure.
Any economic activities of individuals, companies and public establishments aiming
for wealth accumulation assume studying risk exposure. The sequence of the corre-
sponding actions over some period of time forms the process of risk management.
Some of the main principles and ingredients of risk management are qualitative iden-
ti cation of risk; estimation of possible losses; choosing the appropriate strategies
for avoiding losses and for shifting the risk to other parts of the nancial system,
including analysis of the involved costs and using feedback for developing adequate
controls.

The rst two chapters of the book are devoted to the ( nancial) market risks. We
aim to give an elementary and yet comprehensive introduction to main ideas, meth-
ods and (probabilistic) models of nancial mathematics. The probabilistic approach
appears to be one of the most ef cient ways of modelling uncertainties in the nan-
cial markets. Risks (or uncertainties of nancial market operations) are described in
terms of statistically stable stochastic experiments and therefore estimation of risks
is reduced to construction of nancial forecasts adapted to these experiments. Us-
ing conditional expectations, one can quantitatively describe these forecasts given
the observable market prices (events). Thus, it can be possible to construct dynamic
hedging strategies and those for optimal investment. The foundations of the modern
methodology of quantitative nancial analysis are the main focus of Chapters 1 and
2. Probabilistic methods, rst used in nancial theory in the 1950s, have been devel-
oped extensively over the past three decades. The seminal papers in the area were
published in 1973 by F. Black and M. Scholes [6] and R.C. Merton [32].

In the rst two sections, we introduce the basic notions and concepts of the the-
ory of nance and the essential mathematical tools. Sections 1.3-1.7 are devoted to
now-classical binomial model of a nancial market. In the framework of this sim-
ple model, we give a clear and accessible introduction to the essential methods used
for solving the two fundamental problems of nancial mathematics: hedging con-
tingent claims and optimal investment. In Section 2.1 we discuss the fundamental
theorems on arbitrage and completeness of nancial markets. We also describe the
general approach to pricing and hedging in complete and incomplete markets, which
generalizes methods used in the binomial model. In Section 2.2 we investigate the
structure of option prices in incomplete markets and in markets with constraints.
Furthermore, we discuss various options-based investment strategies used in nan-
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cial engineering. Section 2.3 is devoted to hedging in the mean square. In Section 2.4
we study a discrete Gaussian model of a nancial market, and in particular, we de-
rive the discrete version of the celebrated Black-Scholes formula. In Section 2.5 we
discuss the transition from a discrete model of a market to a classical Black-Scholes
diffusion model. We also demonstrate that the Black-Scholes formula (and the equa-
tion) can be obtained from the classical Cox-Ross-Rubinstein formula by a limiting
procedure. Section 2.6 contains the rigorous and systematic treatment of the Black-
Scholes model, including discussions of perfect hedging, hedging constrained by
dividends and budget, and construction of the optimal investment strategy (the Mer-
ton’s point) when maximizing the logarithmic utility function. Here we also study
a quantile-type strategy for an imperfect hedging under budget constraints. Section
2.7 is devoted to continuous term structure models. In Section 2.8 we give an ex-
plicit solution of one particular real options problem, that illustrates the potential
of using stochastic analysis for pricing and hedging long-term investment projects.
Section 2.9 is concerned with technical analysis in risk management, which is a use-
ful qualitative complement to the quantitative risk analysis discussed in the previous
sections. This combination of quantitative and qualitative methods constitutes the
modern shape of nancial engineering.

Insurance against possible nancial losses is one of the key ingredients of risk
management. On the other hand, the insurance business is an integral part of the
nancial system. The problems of managing the insurance risks are the focus of
Chapter 3. In Sections 3.1 and 3.2 we describe the main approaches used to evaluate
risk in both individual and collective insurance models. Furthermore, in Section 3.3
we discuss models that take into account an insurance company’s nancial invest-
ment strategies. Section 3.4 is devoted to risks in life insurance; we discuss both
traditional and innovative exible methods. In Section 3.5 we study risks in rein-
surance and, in particular, redistribution of risks between insurance and reinsurance
companies. It is also shown that for determining the optimal number of reinsur-
ance companies one has to use the technique of branching processes. Section 3.6 is
devoted to extended analysis of insurance risks in a generalized Cramér-Lundberg
model.

The book also offers the Software Supplement: Computations in Finance and In-
surance (see Appendix A), which can be downloaded from

www.crcpress.com/e_products/downloads/download.asp?cat_no = C429

Finally, we note that our treatment of risk management in insurance demonstrates
that methods of risk evaluation and management in insurance and nance are inter-
related and can be treated using a single integrated approach. Estimations of future
payments and of the corresponding risks are the key operational tasks of n ancial and
insurance companies. Management of these risks requires an accurate evaluation of
present values of future payments, and therefore adequate modelling of ( nancial
and insurance) risk processes. Stochastic analysis is one of the most powerful tools
for this purpose.
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Chapter 1

Foundations of Financial Risk
Management

1.1 Introductory concepts of the securities market. Sub-
ject of financial mathematics

The notion of an asset (anything of value) is one of the fundamental notions in the
financial mathematics. Assets can be risky and non-risky. Here risk is understood
as an uncertainty that can cause losses (e.g., of wealth). The most typical represen-
tatives of such assets are the following basic securities: stocks S and bonds (bank
accounts) B. These securities constitute the basis of a financial market that can be
understood as a space equipped with a structure for trading the assets.

Stocks are share securities issued for accumulating capital of a company for its
successful operation. The stockholder gets the right to participate in the control of
the company and to receive dividends. Both depend on the number of shares owned
by the stockholder.

Bonds (debentures) are debt securities issued by a government or a company for
accumulating capital, restructuring debts, etc. In contrast to stocks, bonds are issued
for a specified period of time. The essential characteristics of a bond include the
exercise (redemption) time, face value (redemption cost), coupons (payments up to
redemption) and yield (return up to the redemption time). The zero-coupon bond is
similar to a bank account and its yield corresponds to a bank interest rate.

An interest rate v > 0 is typically quoted by banks as an annual percentage.
Suppose that a client opens an account with a deposit of By, then at the end of a
1-year period the client’s non-risky profitis ABy = By — By = rBy. After n years
the balance of this account will be B,, = B,,_1 + rBy, given that only the initial
deposit By is reinvested every year. In this case r is referred to as a simple interest.

Alternatively, the earned interest can be also reinvested (compounded), then at the
end of n years the balance will be B,, = B,,_1(1 +r) = By(1+r)". Note that here
the ratio AB,, / B,,_1 reflects the profitability of the investment as it is equal to r, the
compound interest.

Now suppose that interest is compounded m times per year, then

T(m) m T.(m,) mn
Bn:Bn1<1+ ) :BO<1—|— ) |
m m
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Such rate (") is quoted as a nominal (annual) interest rate and the equivalent effec-
. . . (m) m
tive (annual) interest rate is equal to r = (1 + %) -1
Let ¢ > 0, and consider the ratio

Bt-‘,-i — Bt r(m)

m

Bt m’

where (™) is a nominal annual rate of interest compounded m times per year. Then

po BupoBe L 1dB
= Im ———— = l1m 7r = =
" m— 00 %Bt m—00 Bt dt

is called the nominal annual rate of interest compounded continuously. Clearly, By =
BQ e” .

Thus, the concept of interest is one of the essential components in the description
of time evolution of ‘value of money’. Now consider a series of periodic payments
(deposits) fo, f1, ..., fn (annuity). It follows from the formula for compound inter-

est that the present value of k-th payment is equal to fx (1 + 7’) 7k, and therefore the
present value of the annuity is >, _, fx (1 + r) "

WORKED EXAMPLE 1.1

Let an initial deposit into a bank account be $10,000. Given that r(™ = 0.1,
find the account balance at the end of 2 years for m = 1,3 and 6. Also find
the balance at the end of each of years 1 and 2 if the interest is compounded
continuously at the rate r = 0.1.

SOLUTION Using the notion of compound interest, we have
(1 _ 2 _
B = 10,000(1 n 0.1) — 12,100

for interest compounded once per year;

3) 0.1 2x3
By =10,000( 1+ = ~ 12,174

for interest compounded three times per year;
0.1\ 26
BSY = 10,000 <1 + 6) ~ 12,194

for interest compounded six times per year.
For interest compounded continuously we obtain

B =10,000¢" ~ 11,052, B§™ = 10,0006 ~ 12,214,
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Stocks are significantly more volatile than bonds, and therefore they are char-
acterized as risky assets. Similarly to bonds, one can define their profitability
pn =AS,/Sp—1, n=1,2,..., where S, is the price of a stock at time n. Then we
have the following discrete equation S,, = S,,—1(1 + p,), So > 0.

The mathematical model of a financial market formed by a bank account B (with
an interest rate ) and a stock S (with profitabilities p,,) is referred to as a (B, .S)-
market.

The volatility of prices S, is caused by a great variety of sources, some of which
may not be easily observed. In this case, the notion of randomness appears to be
appropriate, so that S,,, and therefore p,,, can be considered as random variables.
Since at every time step n the price of a stock goes either up or down, then it is natural
to assume that profitabilities p,, form a sequence of independent random variables
(pn)S2, that take values b and a (b > a) with probabilities p and ¢ respectively
(p + q = 1). Next, we can write p,, as a sum of its mean u = bp + aq and a random
variable w,, = p, — p whose expectation is equal to zero. Thus, profitability p,
can be described in terms of an ‘independent random deviation” w,, from the mean
profitability .

When the time steps become smaller, the oscillations of profitability become more
chaotic. Formally the ‘limit’ continuous model can be written as

where p is the mean profitability, o is the volatility of the market and w, is the
Gaussian white noise.

The formulae for compound and continuous rates of interest together with the
corresponding equation for stock prices, define the binomial (Cox-Ross-Rubinstein)
and the diffusion (Black-Scholes) models of the market, respectively.

A participant in a financial market usually invests free capital in various available
assets that then form an investment portfolio. The process of building and managing
such a portfolio is indeed the management of the capital. The redistribution of a
portfolio with the goal of limiting or minimizing the risk in various financial trans-
action is usually referred to as hedging. The corresponding portfolio is then called
a hedging portfolio. An investment strategy (portfolio) that may give a profit even
with zero initial investment is called an arbitrage strategy. The presence of arbitrage
reflects the instability of a financial market.

The development of a financial market offers the participants the derivative se-
curities, 1.e., securities that are formed on the basis of the basic securities — stocks
and bonds. The derivative securities (forwards, futures, options etc.) require smaller
initial investment and play the role of insurance against possible losses. Also, they
increase the liquidity of the market.

For example, suppose company A plans to purchase shares of company B at the
end of the year. To protect itself from a possible increase in shares prices, company
A reaches an agreement with company B to buy the shares at the end of the year for
a fixed (forward) price F'. Such an agreement between the two companies is called a
forward contract (or simply, forward).
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Now suppose that company A plans to sell some shares to company B at the end
of the year. To protect itself from a possible fall in price of those shares, company
A buys a put option (seller’s option), which confers the right to sell the shares at the
end of the year at the fixed strike price K. Note that in contrast to the forwards case,
a holder of an option must pay a premium to its issuer.

Futures contract is an agreement similar to the forward contract but the trading
takes place on a stock exchange, a special organization that manages the trading of
various goods, financial instruments and services.

Finally, we reiterate here that mathematical models of financial markets, method-
ologies for pricing various financial instruments and for constructing optimal (mini-
mizing risk) investment strategies are all subject to modern financial mathematics.

1.2 Probabilistic foundations of financial modelling and
pricing of contingent claims

Suppose that a non-risky asset B and a risky asset S are completely described at
any time n = 0,1,2, ... by their prices. Therefore, it is natural to assume that the
price dynamics of these securities is the essential component of a financial market.
These dynamics are represented by the following equations

AB, =B, 1 , Bo=1,
ASn pnsnfl ) SO > 07

where AB, = B,,—B,_1, AS, =85,—5,_1,n=1,2,...; r > 0isaconstant
rate of interest and p,, will be specified later in this section.

Another important component of a financial market is the set of admissible ac-
tions or strategies that are allowed in dealing with assets B and S. A sequence
T = (7)1 = (B, 1n)5% is called an investment strategy (portfolio) if for any
n = 1,2, ... the quantities 3,, and ~,, are determined by prices S1,...S5,-1. In
other words, 5, = (,(S1,...5,-1) and vy, = 7,(S1,...S,—1) are functions of
S1,...5,—1 and they are interpreted as the amounts of assets B and S, respectively,
at time n. The value of a portfolio 7 is

X:; = ﬁan + 'Ynsn 5

where (3, B, represents the part of the capital deposited in a bank account and ~,,.S;,
represents the investment in shares. If the value of a portfolio can change only due
to changes in assets prices: AX? = X7 — X" | = 3,AB,, + v,AS,,, then 7 is
said to be a self-financing portfolio. The class of all such portfolios is denoted SF.
A common feature of all derivative securities in a (B, S)-market is their poten-
tial liability (payoff) fy at a future time IN. For example, for forwards we have

fnv = Sy — F and for call options fx = (Sy — K)T = max{Sy — K,0}. Such
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liabilities inherent in derivative securities are called contingent claims. One of the
most important problems in the theory of contingent claims is their pricing at any
time before the expiry date N. This problem is related to the problem of hedging
contingent claims. A self-financing portfolio is called a hedge for a contingent claim
fn if X7 > fn for any behavior of the market. If a hedging portfolio is not unique,
then it is important to find a hedge 7* with the minimum value: X7 < X7 for
any other hedge 7. Hedge 7* is called the minimal hedge. The minimal hedge gives
an obvious solution to the problem of pricing a contingent claim: the fair price of
the claim is equal to the value of the minimal hedging portfolio. Furthermore, the
minimal hedge manages the risk inherent in a contingent claim.

Next we introduce some basic notions from probability theory and stochastic anal-
ysis that are helpful in studying risky assets. We start with the fundamental notion of
an ‘experiment’ when the set of possible outcomes of the experiment is known but
it is not known a priori which of those outcomes will take place (this constitutes the
randomness of the experiment).

Example 1.1 (Trading on a stock exchange)
A set of possible exchange rates between the dollar and the euro is always
known before the beginning of trading, but not the exact value.

Let Q) be the set of all elementary outcomes w and let F be the set of all events
(non-elementary outcomes), which contains the impossible event () and the certain
event ().

Next, suppose that after repeating an experiment n times, an event A € F occurred
n4 times. Let us consider experiments whose ‘randomness’ possesses the following
property of statistical stability: for any event A there is a number P(A) € [0, 1] such
that n 4 /n — P(A) as n — oo. This number P(A) is called the probability of event
A. Probability P : F — [0, 1] is a function with the following properties:

1. P(Q) =1and P(0) = 0;
2. P(Uk Ak) = ZkP(Ak) forAiﬂAj = 0.

The triple (2, F, P) is called a probability space. Every event A € F can be
associated with its indicator:

1,ifweA
IA(“)_{o,ifweQ\A '

Any measurable function X : Q — R is called a random variable. An indicator is
an important simplest example of a random variable. A random variable X is called
discrete if the range of function X () is countable: ()52 ;. In this case we have the
following representation

Xw) =Y anla (@),
k=1
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where A, € F and Ui Ay, = ). A discrete random variable X is called simple if the
corresponding sum is finite. The function

Fx(z)=P{w: X <z}), z€R

is called the distribution function of X . For a discrete X we have

Fx(@)= Y PHw: X=m})= > p.

k:x <z kxp <z

The sequence (py)72; is called the probability distribution of a discrete random
variable X. If function F'x(-) is continuous on R , then the corresponding random
variable X is said to be continuous. If there exists a non-negative function p(-) such
that

mmzjzmw%

— 00
then X is called an absolutely continuous random variable and p is its density. The
expectation (or mean value) of X in these cases is

E(X) =) ok

E>1
and

B(X) = [ apla)d,

respectively. Given a random variable X, for most functions g : R — R it is possible
to define a random variable Y = g(X) with expectation

E(Y) =Y g(z)px

k>1
in the discrete case and
E(Y) = [ glalpla)ds
R
for a continuous Y. In particular, the quantity

V(X) = E|(X - B(X))’]

is called the variance of X.

Example 1.2 (Examples of discrete probability distributions)

1. Bernoulli:
po=PHw: X=a})=p, pp=PHw: X=0b})=1-p,

where p € [0,1] and a,b € R.
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2. Binomial:
pm=P{w: X =m}) = (Z) p"(1—p)"—™,

where p € [0,1], n>1and m=0,1,...,n
3. Poisson (with parameter A > 0):

pm=PHw: X =m}) = e_)‘%

form=0,1,....

I

One of the most important examples of an absolutely continuous random variable
is a Gaussian (or normal) random variable with the density
1 _(e=m)?

p(x)zie 202, x,mER,a>0,
2ro

where m = E(X) is its mean value and 02 = V(X)) is its variance. In this case one
usually writes X = N(m, o?).

Consider a positive random variable Zona probability space (€2, F, P). Suppose
that E(Z) = 1, then for any event A € F define its new probability

P(A) = E(ZI,). (1.1)
The expectation of a random variable X with respect to this new probability is

:Zxkﬁ({w: szk} —ZxkE Zf{u X= rk})
—ZE Zxkf{w X= a:k} ( Zxkl{w X= $k})

= E(ZX) .

The proof of this formula is based on the following simple observation
E<ZciXi) = ZC,E X
i=1 i=1

for real constants ¢;. Random variable Z is called the density of the probability P
with respect to P.

For the sake of simplicity, in the following discussion we restrict ourselves to
the case of discrete random variables X and Y with values (z;)$2; and (y;)32,
respectively. The probabilities

Pw: X =a;, Y =yi}) =pij, pij >0, Zpijzl,

4,J
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form the joint distribution of X and Y. Denote p; = > ;pijand p; = >, Dij» then
random variables X and Y are called independent if p;; = p; - p;, which implies that
E(XY)=EX)E().

The quantity

Pij
E(X|Y =) = Zmi??
4 J

is called the conditional expectation of X with respect to {Y = y;}. The random
variable F(X|Y") is called the conditional expectation of X with respect to Y if
E(X|Y)isequal to E(X|Y = y;) on every set {w : Y = y;}. In particular, for
indicators X = I4 and Y = I we obtain

P(AB)

BXIY) = P(AIB) = 55

We mention some properties of conditional expectations:

l. E(X) = E(E(X|Y)), in particular, for X = I, and Y = Ip we have
P(A) = P(B)P(A|B) + P(2\ B)P(A|Q\ B);

2. if X and Y are independent, then E(X|Y) = E(X);

3. since by the definition E£(X|Y") is a function of Y, then conditional expecta-
tion can be interpreted as a prediction of X given the information from the
‘observed’ random variable Y.

Finally, for a random variable X with values in {0,1,2,...} we introduce the
notion of a generating function

We have N
d”¢
)=1, — = k!

¢( ) ) L Pk

and
k
¢X1+“'+Xk (Z) - H ¢’X7~, ($)
i=1

for independent random variables X1, ..., Xj.

Example 1.3 (Trading on a stock exchange: Revisited)
Consider the following time scale: n = 0 (present time), ...,n = N (can be
one month, quarter, year etc.).

An elementary outcome can be written in the form of a sequence w =
(w1,...,wN), where w; is an elementary outcome representing the results of
trading at time step ¢ = 1,...,N. Now we consider a probability space
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(Q, Fn, P) that contains all trading results up to time N. For any n < N we
also introduce the corresponding probability space (2, F,,, P) with elementary
outcomes (w1, ...,wy,) € Fn € Fn.

Thus, to describe evolution of trading on a stock exchange we need a filtered
probability space (2, Fn,F, P) called a stochastic basis, where F = (F,,)n<n
is called a filtration (or information flow):

Fo={0,Q} CF C...C Fy.

For technical reasons, it is convenient to assume that if A € F,, € F, then
F, also contains the complement of A and is closed under taking countable
unions and intersections, that is F,, is a o-algebra.

Now consider a (B, S)-market. Since asset B is non-risky, we can assume that
B(w) = B, for all w € Q. For a risky asset S it is natural to assume that prices
Si,..., Sy are random variables on the stochastic basis (2, Fn,F, P). Each of
S, is completely determined by the trading results up to time n < N or in other
words, by the o-algebra of events F,,. We also assume that the sources of trading

randomness are exhausted by the stock prices, i.e. F, = o(S1,...,5,) is a o-
algebra generated by random variables S1, . .., S,.
Let us consider a specific example of a (B, S)-market. Let py,...,px be in-

dependent random variables taking values a and b (¢ < b) with probabilities
P{w: pr =b}) =pand P{w : pr = a}) = 1 — p = ¢. Define the prob-
ability basis: Q = {a,b}" is the space of sequences of length N whose elements
are equal to either a or b; F = 29 ig the set of all subsets of ). The filtration F is
generated by the prices (.S,,) or equivalently by the sequence (p,, ):

Fpn=0(51,...,8)=0(p1,.-.,pn),

which means that every random variable on the probability space (2, F,,, P) is a
function of Sy, ..., .S, or, equivalently, of pq, ..., p, due to relations

ASE
Sk—1

l=pp, k=0,1,....

A financial (B, S)-market defined on this stochastic basis is called binomial.

Consider a contingent claim fx. Since its repayment day is N, then in general,
fn = f(S1,...,SnN) is a function of all ‘history’ Si,...,Sn. The key problem
now is to estimate (or predict) fy at any time n < NN given the available market
information F,,. We would like these predictions E(fy|F,), n = 0,1,..., N, to
have the following intuitively natural properties:

1. E(fn|Fy) is a function of Sy, ..., S,, but not of future prices Sy, 11, ..., SnN.

2. A prediction based on the trivial information Fy = {(}, 2} should coincide
with the mean value of a contingent claim: E(fn|Fo) = E(fn).
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3. Predictions must be compatible:

B(fn|Fa) = B(B(fy|Fas1)| 7).

in particular

E(E(fnlF)) = E(E(/NIF2)

Fo) = E(fw).
4. A prediction based on all possible information Fp should coincide with the
contingent claim : E(fy|Fn) = fn.
5. Linearity:
E(ofn + Ygn|Fn) = GE(fN|Fn) + E(gn|Fn)
for ¢ and 1) defined by the information in F,.

6. If fn does not depend on the information in F,,, then a prediction based on
this information should coincide with the mean value

E(fn|Fn) = E(fN).
7. Denote f,, = E(fn|Fn), then from property 3 we obtain

E(fasslFa) = E(E(NIFain)|Fa) = EGNIF0) = fu

for all n < N. Such stochastic sequences are called martingales.

How to calculate predictions? Comparing the notions of a conditional expectation
and a prediction, we see that a prediction of fx based on F,, = o(S1,...,5,) is
equal to the conditional expectation of a random variable fn with respect to random
variables Sq,...,S,.

WORKED EXAMPLE 1.2
Suppose that the monthly price evolution of stock S is given by

Spn=5m-11+pn), n=1,2,...,
where profitabilities p, are independent random variables taking values 0.2

and —0.1 with probabilities 0.4 and 0.6 respectively. Given that the current
price So = 200 ($), find the predicted mean price of S for the next two months.

SOLUTION Since

E(p1) = E(p2) =0.2-0.4 — 0.1-0.6 = 0.02,
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then

E(Sl + S5
2

Sy = 200) - E(So(l +p1)+ 502(1 + p1)(1 4 p2)

So = 200)
S
= 2B+ p0) + B+ p) EQ + p2)]
=100[1.02 + 1.02 - 1.02] = 206.4 ($).

I

‘We finish this section with some further notions and facts from stochastic analysis.
Let (Q, F,F, P) be a stochastic basis. For simplicity we assume that  is finite.
Consider a stochastic sequence X = (X,,, F,,)n>0 adopted to filtration F and such
that F(|X,,|) < oo for all n. If

E(anfn_l) = Xn—l a.s.
for all n > 1, then X is called a martingale. If
E(X,|Fno1) > Xp—1 as. or E(X,|Fno1) < X,_1 as.

forall n > 1, then X is called a submartingale or a supermartingale, respectively.
Let a positive random variable Z be the density of the probability P (see
(1.1)) with respect to P. Consider both these probabilities on measurable spaces
(Q,F,), n > 0, and denote the corresponding densities Z,,. Then Zn = E(Z|F,)
gives an important example of a martingale.
Any supermartingale X admits the Doob decomposition

Xn:Mn_An7

where M is a martingale and A is a non-decreasing (AA,, = A, — A,—1 > 0)
(predictable) stochastic sequence such that Ag = 0 and A,, is completely determined
by F,,—1.This follows from the following observation

AX, =AM, — AA, = [Xn — E(Xn|}'n,1)] + [E(Xn\}"n,l) — Xn,ﬂ .
Since M? is a submartingale, then using Doob decomposition we have
M? =m,, + (M, M),

where m is a martingale and (M, M) is a predictable increasing sequence called the
quadratic variation of M. We clearly have

(M, M),, = ZE((AMk)2|fk_1)
k=1

and
B(M2) = B((M, M),)
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For square-integrable martingales M and N one can define their covariance
1
(M, N), = 1{<M+ N,M + N)p — (M — N, M — N>n} .

Martingales M and N are said to be orthogonal if (M, N),, = 0 or, equivalently, if
their product M N is a martingale.

Let M be a martingale and H be a predictable stochastic sequence. Then the
quantity

n
H*xm, = Z HiAmy,
k=0
is called a discrete stochastic integral. Note that

(H+m,H+*m), = ZH,%A(m,m)k.
k=0

Consider a stochastic sequence U = (U, ), >0 with Uy = 0. Define new stochastic
sequence X by
AX, =X, 1AU,, Xo=1.

This simple linear stochastic difference equation has an obvious solution

n

X, =[] (1 +AU) =e.(U),
k=1

which is called a stochastic exponential.
If X is defined by a non-homogeneous equation

AXn :AN71+Xn—1AUn7 XO :NO’

then it has the form

X, =¢,(U)

" AN
No +
’ ,;Ek(U)

Stochastic exponentials have the following useful properties:

1.

Sn(U) :gn(iU )a

where AU
AU = —2 .
v 1+ AU, ’

2. ¢(U) is a martingale if and only if U is a martingale;

3. e, (U) =0forall n > 70 := inf{k : (U) = 0};
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en(U)en(V) =e,(U+V +[U,V]),
where

U V] =) AULAV;
k=1

is the multiplication rule.

1.3 The binomial model of a financial market. Absence
of arbitrage, uniqueness of a risk-neutral probability
measure, martingale representation.

The binomial model of a (B, S)-market was introduced in the previous section.
Sometimes this model is also referred to as the Cox-Ross-Rubinstein model. Recall
that the dynamics of the market are represented by equations

AB, =rB,_1, By=1,
AS, = ann—l s So > 0,

where r > 0 is a constant rate of interest with —1 < a < r < b, and profitabilities

oy = {b with probability p € [0, 1] n=1.. N

a with probability g =1—p’

form a sequence of independent identically distributed random variables. The
stochastic basis in this model consists of Q@ = {a,b}?, the space of sequences
x = (x1,...,zy) of length N whose elements are equal to either a or b; F = 20,
the set of all subsets of €. The probability P has Bernoulli probability distribution
with p € [0, 1], so that

P({(E}) = piV:1 I{b}(wi) (1 —p)zf\le [{a}(m) .

The filtration I is generated by the sequence (py,)n<n : Fn = 0(p1,-- -, Pn)-

In the framework of this model we can specify the following notions. A pre-
dictable sequence ™ = (T )n<n = (Bn,Yn)n<n 18 an investment strategy (portfo-
lio). A contingent claim fy is a random variable on the stochastic basis (2, F, F, P).
Hedge for a contingent claim fy is a self-financing portfolio with the terminal value
X7 > fn. Ahedge 7* with the value X ) < X for any other hedge T, is called the
minimal hedge. A self-financing portfolio w € SF is called an arbitrage portfolio if

X§=0, X;>0 and P({w: X§ >0}) >0,

which can be interpreted as an opportunity of making a profit without risk.

© 2004 CRC Press LLC



Note that the risky nature of a (B, S)-market is associated with randomness of
prices S,,. A particular choice of probability P (in terms of Bernoulli parameter p)
allows one to numerically express this randomness. In general, the initial choice of
P can give probabilistic properties of S such that the behavior of S is very different
from the behavior of a non-risky asset B. On the other hand, it is clear that pricing
of contingent claims should be neutral to risk. This can be achieved by introducing
a new probability P* such that the behaviors of S and B are similar under this
probability: S and B are on average the same under P*. In other words, the sequence
of discounted prices (S,,/By)n<n must be, on average, constant with respect to
probability P*:

Sn So
* —_— = * —_— = :1 P .
E (Bn) E (Bo> So forall n soo, N

For n = 1 this implies

B (le) — Sy E* (111’:) = So[(1+B)p* + (1 +a)(1 - p)] = So.

where p* is a Bernoulli parameter that defines P*. We have
p +bp*+1l+a—p" —ap*=1+r

and therefore

*

_r—a
p T h_—a’

which means that in the binomial model the risk-neutral probability P* is unique,
and

pP* ({1‘}) = (p*)zi\[:l Iipy (@) (1 _p*)Zil Tiay (i) .

Note that in this case we can find density Z3; of probability P* with respect to
probability P, i.e. a non-negative random variable such that

E(Zy) =1 and P*(A)=E(Zy1a) forall Ac Fy.

Since (2 is discrete, we only need to compute values of Z3; for every elementary
event {«}. We have

P*({z}) = E(Zy I{ay) = Zxn(x) P({z}) ,

and hence

Z* (1‘) = w — (ﬁk)zyl I{b)(wi) (1 —p*)NZ?f1 I{b}(wl)
YOI T\ e |
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To describe the behavior of discounted prices S,, /By, under the risk-neutral prob-
ability P*, we compute the following conditional expectations for all n < V:

E* — 1) =FE* — | Fn_
(Bn]:n 1) (SOH o, [Pt
k=1
So -
=2 g 1 F
S n—1
0 *
= 1 E* (1
147" kl;[l( +Pk> ( +pn)
o Sn—l E*(1+pn) o Sn—l 1+T’
_anl 1+7r _anl 147
_ Sn—l
B anl .

This means that the sequence (.S,,/By,)n<n is a martingale with respect to the risk-
neutral probability P*. This is the reason that P* is also referred to as a martingale
probability (martingale measure).

The next important property of a binomial market is the absence of arbitrage strate-
gies. Such a market is referred to as a no-arbitrage market. Consider a self-financing
strategy ™ = (T )n<N = (Bn, Yn)n<n € SF with discounted values X /B,,. Us-
ing properties of martingale probability, we have that for alln < N

X7
foud el -
(5 7o)
* * S’Vl
=F <6n|fn—l) + ’YnE = fn—l
Sn-1 _ BnBrn—1+ YnSn-1

B,
an 1 anl

* STL
fn—l) =K (ﬂn + Tn Fn

= ﬁn +Tn
Xi1
anl ’

which implies that the discounted value of a self-financing strategy is a martingale
with respect to the risk-neutral probability P*. This property is usually referred to
as the martingale characterization of self-financing strategies SF.

Further, suppose there exists an arbitrage strategy 7. From its definition we have

X3\ _ E(XR)
B(5E) - 200,

On the other hand, the martingale property of X7/ B,, implies
X5 X7 -
E( ) =B (22 ) =FEY (X)) =0.
(50) == (&) ==
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Now, for probabilities P and P* there is a positive density Z* so that P*(A) =
E(Z}14) for any event A € Fy. Therefore

_ - L XT
0=X) =Xi/Bo=F (BN>
N
_ E*(X}) _ E(Z5XR)
By By
- min,, [Z} (w)] E(X})
> B

>0,

which contradicts the assumption of arbitrage.

Now we prove that, in the binomial market framework, any martingale can be rep-
resented in the form of a discrete stochastic integral with respect to some basic mar-
tingale. Let (p,,)n<n be a sequence of independent random variables on (2, F, P*)
defined by

_ | a with probability p* = ;==
Pr = {b with probability ¢* = 1 — p* ’

where —1 < a < r < b. Consider filtration F generated by the sequence (p,,) :
Fn = 0(p1,...,pn). Any martingale (M,,),<n, My = 0, can be written in the
form

M, =Y dplmy, (12)

k=1

where (¢,,),<n is predictable sequence, and
n n
(Zom) .~ (Ze)
k=1 n<N k=1 n<N

is a (‘Bernoulli’) martingale.

Since o-algebras F,, are generated by py, ..., p,, and M,, are completely deter-
mined by F,,, then there exist functions f,, = f,(z1,...,2,) with z; equal to either
a or b, such that

My (w) = fulpr(w),-. - pn(w)), n<N.
The required representation (1.2) can be rewritten in the form
AM(w) = ¢ (w)Amy,
or
falpr(w), s pna1 (@), 0) = fro1(p1(W), - pu—1 (W) = Sn(w)(D— 1),
falpr1(@), - pn1(w), @) = fa1(p1(w), .., pa—1(w)) = dn(w)(a — 1),
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and therefore

_ falpr @)y pnm1(W),b) = fama(pi(w), - - s prmi1(w))
On(w) = b1

fo(p1(@), .- pn1 (W), @) = fra(p1(@), - - s pr1 (W)

- (a—r1) ’

which we now establish. The martingale property implies

E* (fn(pla oo Pn) = fn-1(p1s - 7pn71)’~7:n71> =0,

or

P fn(pt, s pne1,0) = (L=p") fulp1,- - s pn1,0) = fno1(p1y- s 1) -
Therefore

fn(pl(w)7 s 7pn*1(w)vb) - fnfl(pl(w)v s 7pn*1(w))
1—p*
fn(,Dl(W), t pn—l(w)va) - fn—l(pl(w)v ce ’pn—l(w))

= s

p*

which in view of the choice p* = (r — a)/(b — a) proves the result.
Using the established martingale representation we now can prove the following
representation for density Z3; of the martingale probability P* with respect to P:

Zz*v=:1< M;T(pk—u)>=sw( 2 )

where 1 = E(pi), 02 =V (pr), k=1,...,N.

Indeed, consider Z; = E(Z}|F,), n = 0,1,...,N. From the properties of
conditional expectations we have that (Z7),,<n is a martingale with respect to prob-
ability P and filtration F,, = o(p1,...,pn). Therefore, Z; can be written in the
form

Zn =1+ (pr = w)ér,

k=1

where ¢y, is a predictable sequence. Since Z > 0, we have that it satisfies the
following stochastic equation

z _1+ZZk 1;2 (pr — 1)
k=1

=1+ZZ?£71¢k(pk—u)7

k=1
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and hence
n

Zy =TT (0 + vk (e — ) -

k=1
Taking into account that Z5; is the density of a martingale probability, we can com-
pute the coefficients ¢, = ¢1/Z}_,. For N = 1 we have

0=E*((pr = 7)|Fo) = E*(pr =) = E(Z{ (p1 — 7))
= E((l + 1 (p1 — 1)) (1 *7")>

= (u—7)+1ho’,
thus ¢y = —(u —1r)/02.
Now suppose that 1, = —(u — r)/o? for all k = 1,..., N — 1, then using
independence of p1, ..., pny we obtain

E(Zy(pn — )| Fn-1)
231

= E((l +¢n (o — 1)) (pv — r)lfzv_l)

= E((PN —7r)+ N (py — 1) (pN — T)]]-'N,l)
= B = 1)+ on (o = n) ow = 1) - )
= (u—r)+no?,

0= E*((pw — )| Fo1) =

which gives ¢y = —(u — r)/0? and proves the claim.

1.4 Hedging contingent claims in the binomial market
model. The Cox-Ross-Rubinstein formula. For-
wards and futures.

In the framework of a binomial (B, .S)-market we consider a financial contract
associated with a contingent claim fx with the future repayment date V.

If fn is deterministic, then its market risk can be trivially computed since
E(fn|Fn) = fn. In fact, there is no risk associated with the repayment of this
claim as one can easily find the present value of the discounted claim f/By.

If fy depends on the behavior of the market during the contract period [0, N],
then it is a random variable. The intrinsic risk in this case is related to the ability to
repay fy. To estimate and manage this risk, one should be able to predict fy given
the current market information F,, , n < .

We start the discussion of a methodology of pricing contingent claims with two
simple examples that illustrate the essence of hedging.
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WORKED EXAMPLE 1.3

Let Q = {wy,ws} and Fy = {0,Q}, F1 = {@,{wl},{wg},ﬁ}. Consider
a single-period binomial (B, S)-market with By = 1($), So = 100($), By =
Bo(14r) =1+r = 1.2($) assuming that the annual rate of interest is r = 0.2,
and

g 150 ($) with probability p = 0.4
L7\ 70(8) with probability 1 —p = 0.6

Find the price for a European call option f1 = (S1—K)T = max{0, 51— K} ($)
with strike price K =100 ($).

SOLUTION Clearly
50 ($) with probability 0.4
0($) with probability 0.6.

fi = (S; —100)* = max{0,5; — 100} = { $§

The intuitive price for this option is

4
p ) 2 04x50 6
1+r 1.2

Now, using the minimal hedging approach to pricing, we construct a self-
financing strategy mo = (80, 70) that replicates the final value of the option:
XT = f1. Since XT = Bo(1 + r) + 7051, then we have

Bo 1.2 4 0 150 = 50,
Bo1.24+770=0,

which gives Sy = —36.5 and y9 = 5/8. Therefore, the ‘minimal hedging’ price
is

X7 = fBo + 7050 = —36.5 + 100 x 5/8 ~ 26.

Note that this strategy of managing risk (of repayment) assumes that the
writer of the option at time 0 sells this option for 26 dollars, borrows 36.5
dollars (as [y is negative) and invests the obtained 62.5 dollars in 5/8 (=
62.5/100) shares of the stock S.

Alternatively, we can find a risk-neutral probability p* from the equation

150 p* 1—p*
100:50:]5*( Sl>: 50p° +70(1—p*)

1+r 1.2

So p* = 5/8 and the ‘risk-neutral’ price is

E*< fi >_50X5/8z26.

1+7r 1.2
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WORKED EXAMPLE 1.4
On the same market, find the price of an option with the final repayment
fi =max{So, 51} — S1.

SOLUTION Note that

= 30 ($) with probability 0.6
1= 10($) with probability 0.4.

The intuitive price for this option is

fi ) 0.6x30
E<1—|—7’ =1 Y

Using a minimal hedging self-financing strategy mo = (0o, 70) we have

Bol.2+7150 =0,
Bol.2+ 7070 = 30,

hence v9 = —3/8 and By = 3/8 x 150/1.2 = 450/96 =~ 46.8 . Therefore, the
‘minimal hedging’ price is

X§ = Bo + 7050 = 46.8 — 100 x 3/8 = 9.3.
Finally, the ‘risk-neutral’ price is

E< . >:30X3/8_90%9.3.
147

1.2 96

In contrast to the previous example, this strategy assumes that the writer of
the option at time 0 sells this option for 9.3 dollars, borrows 3/8 shares of the
stock S (worth of 37.5 dollars) and invests the obtained 46.8 dollars in a bank
account.

Note that in both examples the ‘minimal hedging’ price coincides with the ‘risk-
neutral’ price and they differ from the intuitive price for the option. This observation
leads us to a more general statement: the price of a contingent claim is equal to the
expectation of its discounted value with respect to a risk-neutral probability.

To verify this, we consider a contingent claim fy on a binomial (B, S)-market.
The conditional expectation (with respect to a risk-neutral probability) of its dis-
counted value

M;—E*(fl\[’}"n>, n=0,...,N,
By

is a martingale with the boundary values M = E*(fy/Bn) and M¥, = fn/Bn.
It admits the following representation

M= Mg+ ¢ (or — 1),
k=1
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where ¢} = ¢5(S51,. .., Sk—1) are completely determined by Si, ..., Sk—1. Let

* * B S —1
Tn = (bn ~ and ﬂ n 1 :‘LB" )
n—1 n—1

then we obtain a strategy 7* = (7)) = (8%, ;) with values

* . Xﬂ'*
X! =pB,Bn+7,S, and M = —" n=0,...,N.

In particular,

By fn _f
BN N »

which means that 7* is a hedge for fy. For any other hedge 7, from properties of
conditional expectations we have

Xﬂ'* XTN *
=g ‘]-" >pr (X |7 ) = M = X7 B
B, By

X™ =By MT =

Thus 7* is the minimal hedge for a contingent claim fy .

The initial value C'y(f) := XZ of this minimal hedge is called the price a con-
tingent claim f. As we observed before, it is equal to E*(fxn/Bny).

Now we compute the price of an arbitrary European call option on a binomial
(B, S)-market. In this case fxy = (Sy — K)* = max{0, Sy — K}. Recall that a
European call option gives its holder the right to buy shares of the stock .S at a fixed
strike price K (which can be distinct from the market price Sy) at time N. The
writer of such an option is obliged to sell shares at this price K.

Using the described above methodology we have

SN —K)+> . E*((SN _K> I{w: SNZK})
(1+r)N )~ (147N '

CN = CN((SN — K)+) =FE* ((
To compute the latter expectation we write

E*((Sy — K)*) = E(Zx(Sy — >+)

:E(EN( ) (Snv — K) I SN>K}>-
k=

Denote
ko :=min{k <N : So(1+b)*(1+a)¥ > K},
then K 1+b
ko= g/l L

where [z] is the integer part of a real number z. Now since

r—a

p*:b—a’ /u':p(bia)+aa 0—2:(1770’)21)(17}))7
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then we have

&
7N
™
2
N
|

=
Bl
[\v]
<
i\gE

(px — M)) K I, SN>K}>

1= M_zr(b—u)rp’“ [1— “;T(a—u)}Nk(l—p)N’“

Next, usinﬁ properties of stochastic exponentials and the representation S, =
Soen (D p_y pr), we obtain

N
E(ézv( - MUQ - Z(Pk - ,u)> SN I SNzK}>

k=1
w—r N N
:SOE<5N<_ 3 Z(Pk—u)) EN(ZPk) It SN>K}>
g k=1 k=1
bt N N b N
= SOE<5N ( -3 Dok =+ pr— = > (on - u)m«) I, SNEK}>
k=1 k=1 k=1
N N nw—r nw—r k
k=ko

—r —r N=k
- e e -p

s 8 () o] P o]

k=ko
=50 i\’: (JZ) [p*(1+b)]k[1_p*(1+a)]N—k
k=ko
s 2 (W) bl ]

k=ko

Introducing the notation

1+b (N
ﬁ;:l p*, and B(j,N,p) :=Z<k>pk(1_p)Nk7
+T k=j
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we arrive to the Cox-Ross-Rubinstein formula
CN = SO B(kO7N7m -K (1 + r)_N B(k07N7p*) .

The obtained formula gives the price of the call (Sy—K )™ at time 0. More generally,
the price of this call at any time n < N is given by

ONm =8y B(kn, N —n,p) — K (14 7)™~ B(k,,N —n,p*),  (1.3)

where k,, := min{n <k <N : Sy > K}.

The price C,, is equal to the value of the minimal hedge at time n < N. We
also observe that the risk component of the minimal hedge 7* = (5, 7 )n<n is
related to the structure of Cy,, in formula (1.3): v} = B(k,, N — n,p). The
other component 3} is determined by the condition of self-financing. Thus, the Cox-
Ross-Rubinstein formula gives a complete description of risk-neutral strategies for
European call options.

Next, we consider a European put option with contingent claim fy = (K —Sy)™,
which gives its holder the right to sell shares of the stock .S at a fixed strike price K
at time N.

Denote the price of a European put option by Py . Taking into account the martin-
gale property of Sy /By and the equality (K — Sy)* = (Sy — K)* — Sy + K,
we obtain

Py — E*<(K—SN)+> _ E*<max{0, K—SN}>

(1+r)N (14

. S K . K
:CN_E <(1 N >+(1—|—T)N_CN_E(SO)+(1+T)N

This connection between the prices Py and Cy is called the call-put parity rela-
tion. It obviously allows one to express the price of a European put option in terms
of the price of a European call option (and vice versa). Further, we note that this
holds true not just for a European put option, but also for a whole class of contingent
claims of the form fy = g(Sn ), where g(-) is a smooth function on [0, c0). Indeed,
from Taylor’s formula we have

o@) =9(0) + 5 O)a+ | (@~ y)g" Wiy,
0
and therefore

Calf) = COx(0(53)) = 2% 4506/ 0+ [ xS = 0)*)a" Wy,

So one can use the Cox-Ross-Rubinstein formula for a European call option to find
Cn(f) = Cn(g(Sn)) for any smooth (twice continuously differentiable) function
g.
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Now we can summarize that the price Cn(f) := E*(Sy/By) if an arbitrary
contingent claim fy has the following properties.

1. Tt is “fair’ both for the writer of the contract (as it is always possible to invest
amount C'y in order to gain the amount fx and to make the payment at time
N) and for the holder (who pays the price that is equal to the minimal amount
necessary for hedging). Note that this minimizes risk for both parties.

2. If the writer sells the contract at a price z > C, then there is an arbitrage
opportunity: the amount C'y; can be invested in a minimal hedge, and z — C'y
is a guaranteed non-risky profit.

3. Conversely, if x < Cp, then the holder of the contract can gain an arbitrage
profit Cy — x> 0.

Thus, the set of all possible prices consists of two regions of arbitrage prices that
are separated by C'y, which is therefore referred to as a non-arbitrage price.

buyer arbitrage prices seller arbitrage prices

In the following example we demonstrate an elegant application of the theory of
minimal hedging and of the Cox-Ross-Rubinstein formula to pricing equity-linked
life insurance contracts, where terminal payment depends on the price of a stock.
This contract is attractive to a policy holder since stock may appreciate much faster
than money held in a bank account. Additionally, this contract guarantees some min-
imal payment that protects the policy holder in the case of depreciation of stock. On
the other hand, a competitive market environment encourages insurance companies
to offer innovative products of this type. Thus, they face a problem of pricing such
contracts.
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WORKED EXAMPLE 1.5
In the framework of a binomial (B, S)-market an insurance company issues
a pure endowment assurance. According to this contract the policy holder is
paid
fN = maX{SN, K}
on survival to the time N, where Sy is the stock price and K is the guaranteed
minimal payment. Find the ‘fair’ price for such an insurance policy.

SOLUTION Let I, be the number of policy holders of age z. Each policy
holder i, ¢ = 1,...,l; can be characterized by a positive random variable
T; representing the time elapsed between age x and death. Denote p,(n) =
P ({w 1> n}), the conditional expectation for a policy holder to survive
another n years from the age of . Suppose that T;, i = 1,...,[,, are both
mutually independent and independent of pq,..., pN.

According to the theory developed in this section, it is natural to find the
required price C' by equating the sum of all premiums to the average sum of
all payments:

Ly
~ /N
C x E*( 2 ?Nf{w: T;>N} | »
1=
where expectation E* is taken with respect to a martingale probability.
Taking into account that max{Sy, K} = K+(Sy—K)*, and independence
of T;’s and pg’s, we use the Cox-Ross-Rubinstein formula to obtain

1
1 @ i 1 K+ (Sy — K)*
==Y B2 L, == N)pr( = T82N )
C L 2 <BN {w: T1>N}> L lo pz(N) ( B

:pw(N) K N -i—pw(N) |:SoB(k0,N7ﬁ) _

K *
RS0 ~ B(ko, N, p )] -

(1+7)

I

Next we illustrate how arbitrage considerations can be used in pricing forward and
futures contracts.

A forward contract is an agreement between two parties to buy or sell a specified
asset .S for the delivery price F' at the delivery date N. Let us consider forwards as
investment tools in the framework of a binomial (B, S)-market. Since such agree-

ments can be reached at any date n = 0,1,..., NV, it is important to determine the
corresponding delivery prices Fy, ..., Fy. Note that we clearly have Fy = F' and
F N = S N.

Consider an investment portfolio 7 = (3, ) with values
Xthr = ﬁan + ’YnDn s

where -y, is the number of units of asset S, Dy, = Oforn < k < N, and Dy =
Sy — F,.
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Taking into account that for a forward contract traded at time n, v, = 0fork <n
and 7, = 7yp41 for k > n + 1, we compute the discounted value of this portfolio:

NE I

By, By’

N
X%  XT AD,  XT Sy — Fy
By B *k;jk Br B, "' By

FTL n FTL
0= g (2 Fo)=on I

By B, DBy
hence g

Therefore, we have

X7 Xr
(o)== (5)

which guarantees that 7 is a no-arbitrage strategy.

A futures contract is the same agreement but the trading takes place on a stock ex-
change. The clearing house of the exchange opens margin accounts for both parties
that are used for repricing the contract on daily basis.

Let Fy, ..., Fy; be futures prices. Suppose that the parties enter a futures contract
on the stock .S at time n with the strike price F)*. At time n + 1 the clearing house
announces a new quoted price F;, . If )y, > Fy, then the seller of S loses
and must deposit the variational margin F;,; — F};. Otherwise the buyer deposits
Fy—Fii.
Denote 0y = F{j and

bn=Fi—F' 1, Dy=0+00+ 406, AD,=56,

for n > 1. Consider an investment portfolio 7 with (3,, representing investment in a
bank account and ~y,, equal to the number of shares of S traded via futures contracts.

Then
- N

X% X7 AD,
FN =B + Ynt1 Z B
N n j—) k

fn)zov

which is equivalent to the fact that (D,,), < n is a martingale with respect to P*, and
hence D,, = E*(Dy|F,). Taking into account the equalities Dy = F% = Sy and

From the no-arbitrage condition we have

N
E*( Z ABDk

k=n-+1 k
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Dn:50+51+...+5n:F;,weobtain
* * * SN
F* = E*(Sy|F.) = By E Fo
By
Sn
=By - =Fu.

Thus, we arrive at the following general conclusion: on a complete no-arbitrage
binomial (B, S)-market prices of forward and futures contracts coincide.

1.5 Pricing and hedging American options

In a binomial (B, S)-market with the time horizon N we consider a sequence of
contingent claims ( f,,),,< n, Where each f,, has the repayment date n = 0,1,..., N.
Managing such a collection is not difficult, as we can price each claim f,,:

and therefore the whole collection:

N

(fnn<N) ZC (fn) = (gm{w})

In elementary financial mathematics a series of deterministic payments f, is called
an annuity. Thus, using this terminology, the latter formula gives the price of a
stochastic annuity. Note that the linear structure of the collection of contingent
claims was used in the calculation of this price. In general, the structure of a se-
ries of claims can be much more complex.

Let (f,)N_, be a non-negative stochastic sequence adopted to filtration F =
(Fn)N_y, where F,, = (S0, ..., Sn). Arandom variable 7 : Q — {0,1,... N}
is called a stopping time (or a Markov time) if {w : 7 = n} € F,, i.e., it does not
depend on the future. Using sequence (f,,)_, and a stopping time 7 we define the
following contingent claim

f( ) fT(w an I{w T=n}*

It is clear from the definition that this claim is determined by all trading information
up to time NV, but it is exercised at a random time 7, which is therefore called the
exercise time.

According to the described earlier methodology of managing risk associated with
a contingent claim in the framework of a binomial market (B, S)-market, we can
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price this claim using averaging with respect to a risk-neutral probability P*:

=7 (5) =7 (i)

Denote M} the collection of all stopping times, then we have a collection of
contingent claims corresponding to these stopping times 7 € M}, which is called
an American contingent claim. Since C(f;) are risk-neutral predictions of future
payments f, then the rational price for an American claim must be

fr
Cy" = sup C(f;)= sup E*( .
N My remy (I+r)7

Now, since the collection (C ( fT))
7* € M} such that

. * f‘r* o . * fT o am
o) =5 (7 ¥5) —ah " () e

~ 1s finite, then there exists a stopping time
TEM

which should be the exercise time for an American contingent claim ( fT) rEMN -
0

Note that, from a mathematical point of view, the pair (C’}‘{}“J*) solves the
problem of finding an optimal stopping time for the stochastic sequence ( fu/(1+

r)”)nzo. The financial interpretation of this mathematical problem is pricing an
American contingent claim with an exercise time up to the maturity date N. More
than 90 % of options traded on exchanges are of American type.

Example 1.4 (Examples of American-type options)

1. American call and put options are defined by the following sequences of
claims:

fn=(S,—K)" and fo=(K-8,)", n<N,
respectively.
2. Russian option is defined by

fn = max Sk .
k<n

I

Now we describe the methodology for pricing such options. As in the case of
European options, we use the notion of a strategy (portfolio) 7 = (m,)"_, =
(B, ¥ ), with values X™ = 3, B,, + 7 Sy. A self-financing strategy is called a
hedge it X7 > f, foralln = 0,1,..., N. In particular, X7 > f. for all stopping
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times 7 € ./\/lév . A hedge 7* such that X ) > X7 foralln < N for any other hedge
m, is called the minimal hedge.
Let MY, 0 < n < N, be the collection of all stopping times with values in

{n, ..., N}. Consider the stochastic sequence
Y, := sup E¥ L]—'n , n=0,1,...,N,
TeMY (1 + T)T

which has the initial value Yy = C3™ and the terminal value Yy = fn /(1 + )V,

To find the structure of sequence (Y;,))_, we write
In
Y=Y = ——
N ™ (1 + T‘)N )

where 73 = N is the only stopping time in class MY . Now, forn = N — 1 we have

i o L
Y= Mﬁ if Oﬁlﬁ =0 (ﬁLFN—l)
) E*((H{%‘}-Nq) otherwise

)

which is equivalent to the formula

IN-1

YNfl = max {(1—|—’I‘)]V_l s

E* (YN\le)} :
Putting

)

: fn—1 * f
o = AN SV e 2 B (e [ )
B N otherwise

we obtain that Y-+ is equal either to

In-1
(14 r)N-1

or

fn .
Y, = , E* (Y, n
max{(lJrr)” ( +1|.7:)
and
75 = inf k:Y,= I .
n<k<N (1+47)
Finally,
Cy" =Y, T =170
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Now, using sequence Y,,, we construct a hedging strategy. Since
Y, < E*(Yaq1|F,) forall n< N -1,
then (Y}, )< is a supermartingale that admits Doob decomposition:
Y, =M, - A,,

where (M,)n<n is a martingale with My = Yp, and (A4,),<n is a predictable
non-decreasing sequence with Ay = 0. We also have the following martingale rep-
resentation

" Sk—1
Mn = My + ’Y* k—T),
0 ]; * Be (p )
where y; is some predictable sequence.
Using these +;:’s we define a self-financing strategy 7* = (5%, ;) with values
X =B, M,.
This gives us the required hedge, as for alln < NV

X" =M,B,=(Y,+A,)B,>Y,B,= sup E* (fT ]-"n> B,
TEMN (1 + T)T
T Bn
= sup E* (f fn) > fn,
TeMN B;

and

* f‘l’ >
X5 =Yo= sup E°(—_)=cy.
§=vo= B () <o

WORKED EXAMPLE 1.6
On a two-step (B, S)-market, price an American option with payments

fo=(So—90)* fi=(S1—90)" fo=(Ss—120)*,
where Sy = 100 (8), AS; = S;_1 p;, with

pi = {0.5 with probability 0.4 i=1.2,

—0.3 with probability 0.6 ’

and annual interest rate r = 0.2.

SOLUTION It is clear that the risk-neutral probability is defined by
Bernoulli’s probability p* = 5/8. We have that

(Sz —120)" (1 (1+pp) —120)*

o= 1+r2 (1.2)2 :
= max 7f1 *
= { A i)},

Yo = max { fo, E*(Y1|Fo)} -
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Computing

*(225—120) _ 5/8x105 . q
B (Y| 1) = P T ) — /(12)2 ~~ 44 on the set {w : S; = 150}
0 on the set {w : S; =70}

b

we obtain

yi max{lstl)j)o ’ 5/(%)155} =50 = 1’::7, on the set {w : S; = 150} .
on the set {w : S; =70}
Taking into account that E*(Y1|Fy) = E*(Y1) = 31, we obtain
Yy = max{0,31} =31 # 10 = fo,

and the optimal stopping time

I

We complete this section with the following general remark regarding situations
when the optimal stopping time for an American option is equal to the terminal time
N. Let f, = g(Sn), where g is some non-negative convex function. Suppose for
simplicity that » = 0. We have

C¥(f) = SLEN E*(f:) = SLEN E*(9(S-)).
TeEM| TEM

Since by Jensen’s inequality (g(ST))n < 18 @ submartingale, then for any 7 < N

N
E*(g(S-)) < B*(9(Sn)) ,

which implies that 7% = N is the optimal stopping time.

1.6 Utility functions and St. Petersburg’s paradox. The
problem of optimal investment.

In the previous sections we studied investment strategies (portfolios) from the
point of view of hedging contingent claims. Another criterion for comparing invest-
ment strategies can be formulated in terms of utility functions. A continuously differ-
entiable function U : [0,00) — R is called a utility function if it is non-decreasing,
concave and

limU'(z) = o0, lim U'(z) =0.

x|0 T—00
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An investor’s aim to maximize U(X7) can lead to a difficult problem, as X7 is a
random variable. Therefore, it is natural to compare average utilities: we say that a
strategy 7’ is preferred to strategy 7 if

E(U(XE)) > B(U(XE)).

One of the fundamental notions in this area of financial mathematics is the notion
of risk aversion. Its mathematical description is given by the Arrow-Pratt function

v ()

Ral) ==

(in the case when U is twice continuously differentiable). This function characterizes
decreasing of risk aversion if R/, < 0, and increasing of risk aversion if R’y > 0.
Thus such utility functions allow one to introduce a measure of investment prefer-
ences for risk averse participants in a market.
Historically, the theory of optimal investment with the help of utility functions
grew from the famous Bernoulli’s St. Petersburg’s paradox.

WORKED EXAMPLE 1.7 (St. Petersburg’s paradox)

Peter challenges Paul to a game of coin—toss. The game ends when the
tail appears for the first time. If this happens after n tosses of a coin, then
Peter pays Paul 2"~ dollars. What price C should Paul pay Peter for an
opportunity to enter this game?

SOLUTION Let X be Paul’s prize money, which is obviously a random
variable. An intuitive way of finding C' suggests computing the average of X:

BEX)=1x1/24+2x1/4+---42" 12" ... =1/24 - +1/2--- =00.

Thus, since the average of Paul’s prize money is infinite, then Paul can agree
to any price offered by Peter, which is clearly paradoxical.
Bernoulli suggested that the price C' can be found from the equation

E(lnX) =InC,

which implies C' = 2, as

n=1 2" n=1 2"
> n-—1
:lHQZ =In2x1=In2
n=1
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In general, given a utility function U, consider a problem of finding a self-
financing strategy 7* such that

max E(U(X}{,(x))) = U(XE (). (1.4)

For simplicity, let U(z) = Inz. Then

Xﬂ'
In X3 (z) =1n KR () +In By,
Bn

and therefore, the optimization problem (1.4) reduces to finding the maximum of

X3 (@)
E 1p =M/
(n By )
overall m € SF.

Denote Y, (x) := X (x)/B, the discounted value of a self-financing portfo-
lio 7. Recall that (Y;,),<n is a positive martingale with respect to a risk-neutral
probability P*. Thus, we arrive at the problem of finding a positive martingale
Y*(x) = (Y} )n<n with Y = z, such that

m}ng(lnYN(x)) =E(InYy(z)),

where the maximum is taken over the set of all positive martingales with the initial
value z.

Let Yy (z) = x/Z%, where Z}; is the density of the martingale probability P*.
All other values of Y*(x) are defined as the following conditional expectations with
respect to P*:

€T
*
ZN

W —o. Vi)=&

fn>, n=1,...,N.

For any other martingale Y we have

E(InYy(z)) = E<ln Z‘”}FV {mYN(x) ~In Z:CND
co{m)oo(EE e £

Thus, Y*(x) is an optimal martingale. Recall that, for such a martingale, Y3 (x)
necessarily coincides with the discounted value of some self-financing strategy 7*.
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To find this optimal portfolio 7* = (37 , 7)<, wWe introduce quantities

Sn—l
T )
Xr

* *
an T ’Yn

which represent the proportion of risky capital in the portfolio.
Using mathematical induction in /N, we obtain

and on the other hand
. N -1
X7 (2) x ( p=r
= =7 H 1- 2 (pk - ’I") 3
BN ZN Pt g
where 11 = E(py,). This gives us the following equation for o

zﬁ<1 1(%574(%7“)) X <1 #U;T(pkr)> =1.

Let N = 1, then the latter equation reduces to

(1- =) < (1= 255 =) = 1,

and on the set {w : p1(w) = b} we have

<1 1ifr(br)) x (1 “O_zr(br)> ~1,

which implies that

L (At (p—r)

“a= (r—a)(b—r)"
On the set {w : p1(w) = b}, the expression for « is exactly the same. Next,
suppose that o = a5 = --- = ay_;, then by induction we obtain that o}, is also
given by this expression.
Thus, the constant proportion of risky capital
1 —
o= EEN =) (1.5)
(r—a)(b—7)
is a characteristic property of the optimal strategy 7* that solves the optimization
problem (1.4) with the logarithmic utility function. Therefore, in this case, man-
agement of the risk associated with an investment portfolio reduces to retaining the
proportion of risky capital in this portfolio at the constant level (1.5).
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Note that management of this type of risk differs from hedging contingent claims.
To illustrate this, we revisit Worked Examples 1.3 and 1.4. Recall that in these
examples we consider a single-period binomial (B, S)-market with the annual rate
of interest r = 0.2 and with the profitability of the risky asset

_J 0.5 with probability 0.4
P17\ —0.3 with probability 0.6

The average profitability
m=F(p1) =05x%x0.4-0.3x04=0.02
is less than » = 0.2, and the optimal proportion of risky capital

*

1.2 —0.
0.5 x0.3

is negative. This indicates that an investor should prefer depositing money in a bank
account.
Recall that for the contingent claim in Worked Example 1.3 we have

50 with probability 0.4
_ _ +_
fr= (81— 100) {0 with probability 0.6
and its minimal hedging price is 26. For the contingent claim in Worked Example
1.4itis
0 with probability 0.4

i =max{So, 51} = S = {30 with probability 0.6

and 9.3, respectively.
Now we compute terminal values of optimal investment portfolios with a* =
—1.5, and the initial values X§ = 26:

XpT = XgT 4 AXT = X+ (r X a0t X (o - r))‘ )
X" =26

__ ] 33 with probability 0.4 ” 50 with probability 0.4
™| 52 with probability 0.6 0 with probability 0.6 ’
and X§ = 9.3:

X¢7 = Xg 4+ (r X8 40t X6 (o - )

X8"=9.3
4 with probability 0.4 ” 0 with probability 0.4
14 with probability 0.6 30 with probability 0.6

~
~

Thus, the optimal strategy of managing the investment risk differs from both strate-
gies of minimal hedging.
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REMARK 1.1 In a single-period binomial (B, S)-market, every portfolio
can be associated with the pair («g, 1) of non-negative real numbers ag, a1 €
[0,1], ap + a1 = 1, that represent the proportions of the capital invested in
assets B and S, respectively. Then the profitability of a portfolio is equal to
the weighted sum of the profitabilities r and ps:

plag, 1) = agr + a1 pr .

In this case, the optimal portfolio (og, af) can be found as a solution to the
following optimization problem

E(p(ag, 7)) = max E(p(ao, 1))

(ev0,001)
under assumption of either
V(p(a, 1)) < const
or
P({p(ao,al) < const}) <e¢, ce€(0,1).

Solving this type of optimization problem leads to the introduction of a
notion of optimal (effective) portfolio, to the Markovitz theory and to the
Capital Asset Pricing model. The concept of Value of Risk also originates from
this type of problem, and it is widely used in financial practice.

1.7 The term structure of prices, hedging and invest-
ment strategies in the Ho-Lee model

Recall that bonds (debentures) are debt securities issued by a government or a
company for accumulating capital. Bonds are issued for a specified period of time
[0, N1, where N is called the exercise (redemption) time, and they are characterized
by their face value (redemption cost). Payments up to redemption are called coupons.
We consider zero-coupon bonds with face value 1. To satisfy the no-arbitrage condi-
tion one has to assume that

0<B(n,N)<1l, n<N,

where B(n, N) is the price at time n of a bond with the exercise time N. Suppose
that the evolution of these prices is described by the Ho-Lee model:

B(n,N)

B(n+1,N) = Blont D)

h(£n+1;n + 17N)a

where (£,,)n<n is a sequence of independent random variables taking values O or
1 with probabilities p and 1 — p respectively. The perturbation function h has the
properties: h(-; N, N) = 1and h(1;n,N) > h(0;n, N).
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As in the case of a binomial (B, S)-market, we can take the probability space
(Q,F,P) with @ = {0,1}V" | F, = 0(&,...,&) and with probability P de-
fined by a Bernoulli parameter p € [0, 1]. The family (B(n, N))n<N* is said to be
arbitrage-free if for any n < N* the stochastic sequence B

k
(B,'B(n,N)), ., where B.'=][B(k-1k),

is a martingale with respect to some probability P*.
The no-arbitrage condition implies the existence of p = p* such that
p*h(0;n,N)+ (1 —p*)h(0;n,N)=1.
Further, there is a §,. > 1 such that
h=H(0;n, N) = p* + (1 = p*)al ",

h(1;n, N) = 6" (p* +(1 —p*)éiv‘”)il 7

and
SN=" = h(1;n, N) L= (0;n, N).

Now consider the introduced family of bonds (B(n, N ))n <~ and a bank account

(Bn)n<n~ with the rate of interest » > 0. For a perturbation function

(&35, N) = 68 ™% B(0: 4, N),

we have

3

B(n N §]7]7 (£J7J7N)

Further, introducing a new parameter § = Ind,, we can rewrite the perturbation
function h in the form

—1
h(&nin, N) = e(N‘")5“5<p* +(1-p") e(N‘""S)

We obtain the following term structure of bond prices in the Ho-Lee model:

ﬁ L H" L 5(N—i)5i
B(n,N) = B(O,N) || B(i = 1,i)7" — =1 - —
i=1 [Ti=, (p* +(1— p*>5>(kN ))

~ B(0,N) B, [66 ErA-06 /(e zy_luv—i)gi)}

_ BON) sx-my sy 6 Hp +(1—pr)stnd
B(O’n) i= lp +( )6( -
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Now let us choose a particular bond (B (n,N 1))n <n1 from the family
(B(n, N))H<N<N*. Using it as a risky asset, and a bank account (B,,),<nt as a

non-risky asset, we can form a financial market. A portfolio 7 is formed by /3, units
of asset B,, and y,,(N') bonds B(n, N') with the exercise date N*. The values of
this portfolio are
X»:: = ﬂn Bn + ’Yn(Nl) B(?’l, Nl) .
The portfolio 7 is self-financing if
AXT = B, AB, +v.(N*) AB(n, N').

Thus, this (B, B(n, N')) _,-market is analogous to the binomial (B, S)-market
with the unique martingale measure P*.
Let us consider a contingent claim
fx=(B(N,NY) - K)", N<N,
which corresponds to the European call option. Its price is uniquely determined by
Cx = B* (B3 (BIV.NY) = K) ).

Taking into account the term structure of bond prices, we have that B(N, N') > K
if not less than ko := k(N, N', B(0,N), B(0, N')) quantities &, . . ., { v take value
1, where

k(t,T,B,B')

, 1 B 14 p*+ (1 —pH)sT—9
= f < : >71 K .
o {k—t TR n( B e (1= pr)at=i)

Denote

t 5aci(T—t)

B(ko,t, T, p) := Z { [Tiy &

t—> x; o\ T
—Pp (1-p) ,
[Ty (" + (1= p)at" ) }

where summation is taken over all vectors (z1, ..., 2;) consisting of Os and 1s and
such that > x; > k.
We obtain that

Cx = B*(By! (B(V.NY) - K) )

= B*((By' BIN.N') - By K) ")

T, g5 (=9

=1

1Y, (p + (1= p*)s™ )

mi( —i) +

= B(0, NY)B(ky,N,N*',p*) — K B(0, N) B(ko, N, N, p*).

B(0,N1)
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Now denoting k, := k(N —n, N' —n, B(n, N'), B(n, N')), we obtain the structure
of the minimal hedge 7*:

X" = B, E* (B;V1 (B(N,NY) — K)+‘}'n)
= B(H,NI)B(]{Z",N - nle - n7p*)
—K B(n,N)B(kp,,N —n,N —n,p*).

On the same market, we now solve the optimization problem (1.4) with the loga-
rithmic utility function. Note that the density Z3; if probability P* with respect to
probability P has the form

Z]’i,—eN(p*p)Z(fn(lp)))'

p(l—p

Hence, the discounted value of the optimal strategy 7* = (3%, v5) is

);fjvv - Z”;V :x/eN<—pp(t];) Z(én—u—p)))-

Let the proportion of risky capital be

_ (M) B(n —1,N)
X ’

n

then, since 7* is self-financing, we obtain

X B(n,N) XF_,a%(N) . B(n,N)
A n — * N A — n n A ? .
B, ~ WNA—E B(n—1,N)" B,
Using structure of (B(n, N)) we write
AXE _ XIDian(N) { gNTme }
Bn B’n—l p* + (]. — p*) &{an

and

XJ7\r[* 5(N_”)5n

=zen o (N * — 1]) ,
By (Z 2 ){p*—k(l—p*)div_"
and therefore arrive at the expression

SN g

. p*—p
N) = .
A G s S
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Chapter 2

Advanced Analysis of Financial
Risks

2.1 Fundamental theorems on arbitrage and complete-
ness. Pricing and hedging contingent claims in com-
plete and incomplete markets.

Let (Q, Fn,F, P) be a discrete stochastic basis with filtration F = (F,,)n<n:
Fo={0,Q}CFH C...CFn.

Consider a (B, .S)-market with a non-risky asset B defined by a deterministic (or
predictable) sequence of its prices (B,,)_,, By = 1. A risky asset S is defined by
a stochastic sequence (of prices) (S, )2, adopted to filtration FF.

Further, consider the sequence (Sn / Bn) nN: o- We say that a probability Pisamar-

tingale probability if (S, / Bn)i:’:0 is a martingale with respect to P. The collection
of all such probabilities is denoted M (Sn / Bn).

As in the case of a binomial (B, S)-market, one can consider the notions of a
self-financing strategy, a portfolio, etc. Recall that we say that there is an arbitrage
opportunity in this market if there exists a self-financing strategy 7 € SF' such that
X§=0(s), X§ >0(as)and P({w: X% >0}) > 0.

THEOREM 2.1 (First Fundamental Theorem of Financial
Mathematics)
A (B, S)-market is arbitrage-free if and only if M(S,/By) # 0.

PROOF  We prove the ‘if” part of this statement. For simplicity, suppose
that B, = 1 for all n. Let P € /\/1(Sn/Bn)7 then for any self-financing
strategy ™ = (83, 7), its discounted value

X7 = X7+ wAS)
k=1

is a martingale with respect to P. Recall that, in the case of binomial markets,
this fact is referred to as the martingale characterization of the class SF of
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self-financing strategies. Now suppose that 7* is an arbitrage strategy. By its
definition we have E(X% ) > 0. On the other hand, the martingale property
of (X,T{) implies E(Xj{,) = E(Xg*) = X§ = 0, which contradicts to the
assumption that 7* is an arbitrage strategy.

The proof of the converse is technically far more complex. It can be found,
for example, in [42]. I

We say that a (B, S)-market is complete if every contingent claim fy can be
replicated by some self-financing strategy, i.e., there exist 7 € SF and z > 0 such
that

X; =z and Xy =fn (as).
The sequence of discounted prices (S, / Bn)fj:0
probability PeM (Sn / Bn). It turns out that, in the case of a complete market,
it forms a basis for the space of all martingales with respect to P: any martingale
can be written in the form of a discrete stochastic integral with respect to S/B. This
property of a market is called the martingale representation property.

is a martingale with respect to any

PROPOSITION 2.1
A (B, S)-market is complete if and only if it possesses the martingale repre-
sentation property.

PROOF For simplicity, suppose that B,, = 1 for all n. Consider a com-
plete (B, S)-market. Let (X,)Y_, be an arbitrary martingale and define a
contingent claim by fy = Xy. The completeness of the market implies that
there exist m € SF and x > 0 such that

Xy =fn=Xn and X;Lr:a:—i—nykASk (a.s.).
k=1
Since 7 is a self-financing strategy, the later equality means that (X,)N_,
is a martingale with respect to any probability P € M(Sn/Bn). Thus we
have two martingales with the same terminal value fn, and therefore for all
n=0,1,....,N

which gives us a representation of X in terms of the basis martingale S/B.
Conversely, consider a contingent claim fy and a stochastic sequence
(Xn)A_g, where X,, = E(fn]|F,) for any fixed probability P € M(S,/B,).

n=0>
Then we can represent this martingale in the form

Xn=Xo+ Y _ ¢rASk,
k=1

© 2004 CRC Press LLC



where (¢5)Y_, is a predictable sequence. Now let

'Y:L:(bnv ﬁZ:Xn_’Y:Sna n<N.
Note that
n—1
ﬂ: = Xn — ’)/:; Sn = Xo + Z’YZ Sk +7:L(Sn - Sn—l) - PY:SH

k=1

n—1

= Xo+ ) 7k Sk — 1 Sn-1
k=1

is completely determined by the information contained in F,_;, that is,
(B2)N_, is a predictable sequence. This implies that 7 = (8%,7)Y_, is
a self-financing strategy such that for alln =0,1,..., N

*

*

X =X, (as.).

n

In particular, we obtain that X}{; = Xy = fn, i.e., an arbitrary contingent
claim fy can be replicated and the market is complete. 0

The essence of complete markets is characterized in the following result.

THEOREM 2.2 (Second Fundamental Theorem of
Financial Mathematics)

A (B, S)-market is complete if and only if the set M(S,/By) # 0 consists
of a unique element P*.

PROOF Consider an arbitrary event A € Fy and let fy = I4. This
contingent claim can be replicated: there are z > 0 and m € SF such that
X =z, Xp(x)=fy,and XJ =x+ Y ,_; 7 ASg foralln=0,...,N.

If P, P, € M(Sn/Bn)7 then X form martingales with respect to both
these probabilities. Therefore

v =X{ = Ei{(X{|Fo) = Ei(XR) = Ei(1a) =P, (4), i=1.2
Hence, P, = Ps.
Now we sketch the proof of the converse. Let P* be the unique martingale

measure. Using mathematical induction, we will show that F,, = F5 =

o(So,...,SN). Suppose F,_1 = F2 ,. Let A € F, and define a random
variable

7 = 1+%{1A—E(1A\f§)} >0.
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Clearly, E* (Z) = 1 and E* (Z‘.F;?) = 1. Now define a new probability
P’(C) = B (Z IC). We have

E'(AS,|Fuo1) = E*(ZAS,|Fuoi) = E*(ZAS,|F3 )
= B (B (228,|Fam) | Faca )
= B (A8 B (2] Fa) | Fua)
= E*(AS,|F3 ) =0,
which implies that P’ is a martingale measure. Using the uniqueness of the
martingale measure P* we conclude that Z = 1 (a.s.). Hence, 4 = E (4| F5)

and therefore F,, = F5.
Next consider the following conditional distributions

ASy n=1

LN
Sn717 ) )

pP* ({w D pn € dz}|_77n_1) , where Pn =

It turns out that these distributions have the following structure: there are
non-positive predictable sequence (a,)n<ny and non-negative predictable se-
quence (by)n<n such that

pP* ({w D opp = an}|fn_1) + P* ({w D opp = bn}|.7-'n_1) =1, n<N.

The later equality follows from the following result from the general probabil-
ity theory: the set of all distributions F' (on real line) with the properties

(o) o0
/ |z| dF(z) < oo and / xdF(z) =0,
—0 —o0

consists of a unique distribution F* if and only if there exist a <0 and b > 0
such that F*({a}) + F*({b}) = 1.
Now let

py = P* ({w D P = bn}|fn_1) ,
1 _p:z = P*({w Y Pn = a'n}|]:n—1) .

We have E* (pn|}"n_1) = 0, or equivalently

bn (W) pp, + an(w) (1 = pp) = 0.

Thus
o —ap(w)
Pr = (@) = an (@)
{— p: by (w)
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Now, if (Xn,F ) n<N
functions f,(z1,...,x,) such that

Xn(w):fn(pl(w)v'”vpn(w))v n<N.

As in the case of the binomial market, we then arrive to the following mar-
tingale representation

is a martingale with respect to P*, then there exist

n
Xn=Xo+ Y 7 ASk,
k=1
where (x)r<n is a predictable sequence. Since this is equivalent to the com-
pleteness of the market, the proof is completed. 0

Now we discuss general methodologies of pricing contingent claims in complete
and incomplete markets. We start with a complete (B, S)-market that admits a
unique martingale measure P*. Let f be a contingent claim. Note that if the prob-
ability space (€2, F, P) is not finite, then one has to assume that E* (fx /By) < oo.
Consider the martingale

M} = (}J;VV 7) n=0,1,...,N,
which has the initial and terminal values

M = E*(fN/BN) and My = fn/Bn,
respectively. By theorem 2.2 M* has the following representation

MO+Z B—’“ n=0,1,...,N,

where (7;)r<n is a predictable sequence.
Define a strategy 7* = (3%, v, )n<n with 3% = M — ~} S,,/B,,. Then we have
that
- S,
= M} A— —y
ot Z’Yk B, Tn B,

n—1

—MO+Z A

is a predictable sequence. Hence, we constructed a self-financed strategy 7* € SF
with values (a.s.) given by

Xq
-0 _— M
By 0>
X S
AR — A 20— AM <N
Bn 771 Bn n n )
X In
n —M* —E* 7‘ ” ,
B, " (BN f)
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and, in particular, fy = By a.s.
Thus we proved the following result.

THEOREM 2.3 (Pricing Contingent Claims in Complete Markets)

Let fn be a contingent claim in a complete (B, S)-market. Then there exists
a self-financing strategy ©* = (8*,7*) so that it is a minimal hedge with the

values ;
* N

X5 =B B (5| 7))

(BN f)

n

and B*, v* are defined by relations

In ‘ ) (fN) & Sk
(BN " BN kX::lf}/k Bk
XZ:* :ﬁ;:Bn_F’Y:; S -

In particular, the price of fn is

_ gk fN
vor (1)

Note that the fact that 7* is the minimal hedge follows from the following
inequalities:

X (X%
B, Bx

T > E il T = .S. 71—“ -
n) - (BN n Bn (as)7 717 7N7

for any other m € SF hedging fn.

Now we consider incomplete markets. In this case, not every contingent claim can
be replicated by self-financing strategies. Consider a strategy m = (8, ¥n)n<n that
is not necessarily self-financing. We can write

AXT = By ABy + Y ASy + Bpo1 ABy + Sp—1 Ay,
= ﬂn ABn + Tn ASn - Acn ’

where
—Acp ;=B 1ABp +Sp_ 1Ay, n=1,...,N; ¢y=0.

Let ¢ = (¢, )n<n be a non-decreasing stochastic sequence (consumption process).
A class of strategies (, ¢) is then called consumption strategies. Clearly we have

M=

X7t = X5+ (Be ABy + 9 ASk) — cn

k

Il
_

NE

= X5+ > (B ABy + v ASk)

ES
I
—
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where A
’_ _ Ck
B, = Bk B

is not necessarily predictable since the consumption c¢,, is determined by the infor-
mation in F,, O F,,_1.
The discounted value of a consumption strategy (7, ¢) has the following dynamics:

Xre . Ai 3 Acy,

A .
Bn Bn anl

Now let f be a contingent claim in an incomplete (B, S)-market. If it is possible to
find a consumption strategy (7*, ¢*) that replicates fy, then the value of this strategy
will be the natural choice for the price of fy.

Consider the following stochastic sequence

Y,= sup E(fN’fn> n=1,...,N, 2.1)
PeM(S/B) By

Yo = sup E(JCN) ,
PeM(S/B) By

Yy = é—lj\; a.s.

Note that here one has to assume that

sup E(ﬁ\[) < 00,

PeM(S/B)

which is obviously satisfied in the case of discrete markets.

It turns out that this sequence (Y")n < 18 a positive supermartingale with respect

to any probability P e M(S/B). Therefore, for a fixed P we can write the Doob
decomposition:
YVL:YO+M7L_ATL7 n <N,

where M is a martingale with respect to Pand Ais a non-decreasing predictable
sequence. Clearly, this decomposition depends on the choice of P. The following
optional decomposition is invariant on the class of martingale measures M (S/B):

Y,=Yy+M,~¢c,, n=0,....,N; Mj=c=0,

where M’ is a martingale with respect to any probability from M (S/B) and ¢’ is a
non-decreasing (but not necessarily predictable) stochastic sequence.
Furthermore, M’ has the following representation

n

Sk
M=S " AZE
n ;’Yk Bk ’
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where (7},) is a predictable sequence.
Now we define a consumption strategy:

n

* * S * =
’7;::77/1a ﬁn:Y’n_’yn an Cp = E kalAcgﬂ'
k=1

We have
Xﬂ*,c* Y, "'< fN )
0 = Yo = sup E Bf ,
PeM(S/B) N
X7et S Ack
A2 =~FAZE n =AY, < N.
Bn n Bn Bn—l "=
Thus )
Xy © In
=Yy =+— as.
Bx N= gy %

which means that fy is replicated by the consumption strategy (7*, c*).
We almost proved the following result.

THEOREM 2.4 (Pricing Contingent Claims in
Incomplete Markets)

Let fn be a contingent claim in an incomplete (B, S)-market. Then there
exists a consumption strategy (m*,c*) so that it is a minimal hedge with the
values

XZ{*’C* =B, sup E‘(éN ’fn> ,
PeM(S/B) N
where B, v* and c¢* are defined from the optional decomposition of the positive
supermartingale Y (2.1):

~( In ) - Sk~ Agg
Y, = sup E( + Vi A= — ,
Pem(s/p) \BN kE::l B kz::l Br—1

D

In particular, the initial (upper) price of fn can be defined as
Ciy= sup E (fN) .

PeM(S/B) By

PROOF We need to show only that hedge (7*, ¢*) is the minimal hedge.
Let (m,c) be an arbitrary consumption strategy hedging fy. Then for any
P € M(S/B) we have

e N T,c
X7 - B Xy
B, — By

fn) zE(fN\fn), n< N,
By
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therefore for alln < N

X e _ Xﬂ'*,c*
> sup E(fN ‘ ]-'n) =2 a.s.,
By PeM(S/B) By By,

which proves the claim. I

2.2 The structure of options prices in incomplete mar-
kets and in markets with constraints. Options-based
investment strategies.

Consider an incomplete (B,.S)-market. As we noted in the previous section,
there may be more than one risk-neutral probability P, and therefore the quantity
E(fN/BN) is not unique.

In this section we discuss arbitrage-free pricing of a contingent claim fy in the
case of incomplete markets.

It is intuitively clear that any number from the interval
mﬁin E(fN/BN) 5 m}gx E(fN/BN)

can be considered as an arbitrage-free price of a contingent claim fy .

On the other hand, if we denote X7, (x) the terminal value of a strategy with the
initial value z, then we can define quantities

C* =min{z : X{(z) > fy forsome =€ SF},
C.=max{z : XJ(z)> fy forsome =& SF}.

If the set of all risk-neutral measures P consists only of one measure P*, then there
exists a hedge 7* with the initial value C'y = E* ( fn/B N) and with the terminal
value X}{,*(C’N) = fn. Inthis case C* = C, = C.

In general, C;, < C* and the interval [C, , C*] contains all possible arbitrage-
free prices for fy, i.e., prices that are not risk-free for both parties involved in the

contract. Note that intervals (0, C,) and (C*, c0) represent arbitrage prices for the
buyer and for the seller of an option, respectively.
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buyer arbitrage prices arbitrage free prices seller arbitrage prices

For example, if x > C*, then the seller of the option can use y € (C*,z) for
building a strategy 7* with values X " =yand X }\T,* > fn, which is possible by
the definition of C*. Then

= )+ (XE —y=(@-y+XF —fy)=a-y>0

is a risk-free profit of the seller.
It turns out that the intervals [C,, C*] and

mjn E(fN/BN) , Inax E(fN/BN)
P P

are the same, which gives a method of managing risks associated with a contingent
claim fy even in the case of incomplete markets.

Now we describe super-hedging, which is an effective methodology for deriving
upper and lower prices C* and C',. Given a contingent claim fy of possibly rather
complex structure, one can consider a dominating claim f '~ > fn (a.s.), that can be
replicated by a self-financing strategy. Then the initial value of such a strategy can
be taken as a super-price of fx, which naturally may be higher than required. Next,
for any martingale probability P we have E fy > E fn, which by definition of C*
and C, implied that the quantities in the latter inequality coincide with the upper and
lower super-prices respectively.

We now use the European call option to illustrate this result. We have fy =
(Sy — K)™. Since Sy is non-negative, then (Sy — K)* < Sy. Using Jensen’s
inequality and the fact that S,,/B,, is a martingale with respect to any martingale
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probability P, we obtain

(54 - (R(3) -4 <552 =2(32)
= B(So) = So.

Thus N
K
<So—) <C, <C*< Sy,
By

where due to the properties of the market, the first and the last inequalities become
equalities and give us the lower and the upper prices of the option. The quantity
C* — C,, called the spread, is a measure of incompleteness of the market.

Note that complete (B, S)-markets give an idealistic model of real financial mar-
kets. Incomplete markets can be regarded as a step toward more realistic models. A
further step consists of introducing markets with constraints. Now we consider one
of the simplest models of this type. We refer to it as a (B!, B?, S)-market:

ABl =r'B.,_,, Bi=1, i=1,2,

AS, =ppSn-1, So=>0,
—l<a<rt<r?<b,

where (p,,) is a sequence of independent random variables (representing profitability
of asset .5) that take values b and a with probabilities p and 1 — p respectively.
Assets B! and B? can be interpreted as saving and credit accounts and S repre-
sents shares. It is natural to assume that ! < r2. If ! = 2, then B! = B? and we
arrive to a (B, .S)-market.
A strategy (portfolio) m = (7)< in a (B, B2, S)-market is defined by three
predictable sequences (3%, 32, v, )n<n- The values of this strategy are:

X7 =By B+ B2 B2+ 7, S -
A strategy 7 is self-financing if
AXT = 3L AB) + B2 AB2 + 7, AS,, .

A strategy is admissible if its values are always non-negative. If credit and saving
accounts have different rates of interest, then this creates an arbitrage opportunity.
To avoid this, we assume that 3 > 0 and 52 < 0.

A strategy 7 will be identified with the corresponding proportion of risky capital
Qp = Yo Sn—1/X7_;. Let (1 — )t and —(1 — «v,)~ represent an investor’s
deposits in savings and credit accounts, respectively. Then the dynamics of the values
of such admissible strategy is described by

AXJ(x) = X7 (@) [(1 = an)"r! = (1= an) ™ 1® + o pa]
Xy=z>0.
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Recall that, in a complete arbitrage-free (B, S)-market, contingent claims can be
priced uniquely. In the case of incomplete markets one can find an interval [C.., C*]
of arbitrage-free prices. The following methodology demonstrates that a similar re-
sult holds true in the case of (B!, B2, S)-markets.

Suppose that fy is a contingent claim in a (B*, B2, S)-market. We will introduce
an auxiliary complete market and find conditions that will guarantee that strategies
with the same proportion of risky capital will have equal values in both markets. Let
d € [0,72 — r!]. Define a (B, S)-market:

AB{ =r? By Bi=1,

n—1>

ASn = Pn Snflv SO > 07

with rate of interest r¢ = ! + d.
Since the (B?,S)-market is complete, the price of a contingent claim fy is
uniquely determined by the initial value of the minimal hedge:

On(f.r) = Ed(;;;v) ,

where expectation is taken with respect to a martingale probability P.

Now let @ = (@, )n<n be the proportion of risky capital, and 7(c) and 7 (e, d)
be the corresponding strategies in the (B, B2, S)-market and (B¢, S)-market,
respectively.

LEMMA 2.1
Suppose Xg(a) = Xg(a’d). Then X = X5 for alln < N if and only
if

(P —r'—d)(1—ay)” +d(1—a,)" =0 22)

foralln < N.

PROOF  The dynamics of X7 “? in the (B4, S)-market are given by the
following recurrence relation

AX;:(OZ,d) _ ﬂ;il ABg + Y AS,, = 52 rd Bz—l + Y P S,
=14 (B2 BI_; +4n Sn=1) + Y (on — %) Sn1
=r? ng(i’d) + Y (P — Td) Sn—1
=r? XZ(_Oi’d) + oy (pp — 19) Xs(_al’d)

_XTD (1— a1+ an ).
Similarly, in the (B!, B2, S)-market we obtain

AXF@ = X7 (1= o)t rt = (1= an) "1 + an pa) |

© 2004 CRC Press LLC



which proves the claim. I

This result suggests the following methodology of pricing contingent claims fx
in a (B', B2, S)-market. For any d € [0,72 — r!] we consider a (B?, S)-market,
where one can use the initial value of the minimal hedge as a price Cn(f,7?) for
fn. Then quantities

mdin Cn(f,r?) and max Cn(f.r?)

are obvious natural candidates for lower and upper prices of fx in the (B!, B2, S)-
market.

Now we apply this methodology for pricing a European call option, i.e., f N =
(Sy — K)7. The Cox-Ross-Rubinstein formula gives us prices Cn (f,7?) for r? €
[r1,72]. Also, itis clear that the function Cx (f, -) is increasing on [r!, 72]. Thus, the
lower and upper prices in the (B!, B2, S)-market can be computed by applying the
Cox-Ross-Rubinstein formula in (B9, S)-markets with interest rates ! (in this case
d = 0) and r2 (d = r? — 1), respectively:

CN(TZ) - SOB(kOaNaﬁi) _K(l +Ti)_NB(k0aNap;‘))

r—a - 1+

b=y BT 147t

Note that prices Cy (') and C'y (2) illustrate the difference of interests of a buyer
and a seller in a (B, B2, S)-market. Price Cy(r?) is attractive to a buyer because
it is the minimal price of the option that guarantees the terminal payment. Price
Cn (r') reflects the intention of a seller to keep the option as an attractive investment
instrument for a buyer.

pr, i=1,2.

WORKED EXAMPLE 2.1
Consider a (B, B%,S)-market with v* = 0 and r*> = 0.2. Suppose Sy =
100($) and
g { 150 ($) with probability p = 0.4
! 70 ($) with probability 1 —p=10.6.
Find the upper and lower prices for a European call option f1 = (S; — K)* =
max{0, 51 — K} with strike price K =100 ($).

SOLUTION From the Cox-Ross-Rubinstein formula we have

rt—a 140 rl —a
C1(0) = Sg ——— —K(1 L) Il p—
1(0) "b—a 1471 (1+r) b—a
0.3 1.5 1 0.3
=100 55 =2 ~100 (1) T~ 19,
0.5 1.5 1 0.5
2)=1 1 1.2 ~ 206.
€1(02) = 10072 35 — 100( ) 08 > 20
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Thus, the spread in such (B!, B2, S)-market is equal to C1(0.2) — C1(0) =
26-19="17.

Now consider the same market with »! = 0.1 and 2 = 0.2. Then we
compute
0.3 1.5 0.7
1) =100 —= —= —100(1.1)"} == ~ 22
C1(0.1) =100 52 75 —100(L.1)7 7 ’
and the spread in this case is C1(0.2) — C1(0.1) = 26 — 22 = 4. I

Note that in this example the condition (2.2) from Lemma 2.1 is satisfied, and the
example illustrates that if the gap 72 — r! between the rates of interest on saving and
credit accounts become smaller, then the spread decreases. Spread can be regarded
as a measure of proximity of (B!, B2, S)-market to an ideal complete market.

Next we consider a problem of finding an optimal strategy (a strategy that max-
imizes the logarithmic utility function) in a (B, B2, S)-market. By Lemma 2.1 it
is equivalent to solving an optimization problem in a complete (B¢, S)-market. The
optimal proportion is given by

(1419 (=1

m, dG[O,T —T}.

O

For the boundary values d = 0 and d = r2 — ! we have

. (@) _ @)
a(z):(lfﬂ“ ) (1 7"_)’
(7’(1) — a) (b — 7’(1))

i=1,2,

given that o)) < 1and a(® > 1.
In Worked Example 2.1 with 7! = 0 and r? = 0.2 we compute

o= 002 3o, @ o ZL02-0.18
0.3-05 0.5-0.3

Thus, the optimal proportion is 0.13 and the rest of the capital must be invested in a
saving account with the rate of interest .

Another step in studying more realistic models of a market consists of an intro-
duction to transaction costs. Consider the binomial model of a (B, S)-market:

< 1.

AB, =rB,_ , Bo= 1,
ASn = ann—l y SO > 07

where r > 0 is a constant rate of interest with —1 < a <r < b,and1 <n < N.
Now we suppose that any transaction of capital from one asset to another attracts
a fee or a transaction cost (with a fixed parameter A € [0, 1]): a buyer of asset S pays
Sy (14 A) at time n, and a seller receives S, (1 — A) accordingly.
Recall that a writer of a European call option is obliged to sell at time /V one unit
of asset .S at a fixed price K. After receiving a premium x, the writer hedges the
corresponding contingent claim by redistributing the capital between assets B and S

in proportion (3, ).
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Suppose that, at terminal time IV, both sell and buy prices are equal to Sy . Then
the contingent claim corresponding to this option can be represented here in an ap-
propriate two-component form:

(—K/BN,].) if Sy > K
f=04r =
(0,0) ifSy <K,
where f! and f? represent the number of bonds and shares, respectively, necessary
for making the repayment.

We claim that this model admits a unique ‘fair’ arbitrage-free price Cy for such
an option. First, we describe a transition from portfolio 7 = (3,7) to portfolio
7' = (8',7') at some time n < N. Clearly, there are two cases in a situation when
buying and selling shares attract transaction costs:

1. If v > ~/, then we have to sell v — / shares and use the received capital
for buying the corresponding number of bonds. This leads to the following
condition

(B'=B)Bn=(y=7)Sn(1=X).
2. If v < 4/, then we arrive to condition
(B=B)Bn=(=7)Sn(1+}).
Combining these conditions results in
(8" =B)Bn+ (v =) Sn = =AY =] Sn.

Our claim follows from the following theorem (see [10]).

THEOREM 2.5 (Boyle-Vorst)

In the framework of a binomial (B, S)-market with transaction costs, for any
FEuropean call option there exists a unique replicating strategy. This strategy
coincides with the strateqy that replicates the same option in a (complete)
binomial market without transaction costs, where values b and @ of the prof-
itability sequence p are defined by

1+b=(1+b0)(1+A) and 1+a=1+a)(l-N).

PROOF We use the method of reverse induction. First, we introduce the
following useful notations for values of F,-measurable quantities (3,41 and
Yn+1 on sets {w: p, =b} and {w: p, =a}:
ﬂn-i-l(pla <oy Pn—1, b) )
ﬂn—i—l(pla ce. 7pn—17a) )

n+1(p17 ceey Pn—1, b) )
- ’Yn+1(p17 cee 7pn—17a) .

n+1(/?1, <oy Pn—1
n+1(p1v <oy Pn—1
(
(

Il
2

’Yn—o—l Ply---5Pn—1
’Yn-&-l Ply---5Pn—1

)
)
)
)
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Then redistribution of capital can be expressed in the form:

( 2+1 — Bn) By + ('Yfz-s-l —Yn) Sn—1 (14+0b) ==\ |’YZ+1 — Yn|Sn—1 (140),
(2.3)

(ﬁg+1 - ﬁn) B, + (’7?1«%1 - 'Yn) Sn—1 (1 + a) =-A |7?L+1 - ’7n| Sn-1 (1 + a) .
Subtracting the second equation from the first, we define function
9(¥n) = ¥ Sn—1 (b= a) = 41 Sne1 (140) + 7141 Sn1 (1 +a)

—B% 41 Bu + B4 Ba
=Xl — ’YZ+1| Sp—1(L+) + Ay — vmq1l Sn1 (1 +a) .

Thus, the problem of finding f3,, and ~,, given values of 3,1 and 7,41, reduces
to the question of solvability of system (2.3), or equivalently, to finding number
if zeros of function g(7,). Note that this function is continuous and linear
on intervals (—o0, 74, 1), (Y¢41,7541) and (¥5, 1, 00) with positive derivative
equal to

(142 (1+8) = (1+X) (1 +)] Sus,
(142 (1+8) = (1= X) (1L +)| Sus,

and
(1= A+ = (1= 2 (1 +0)] S,

respectively.

Hence ¢(v,) is a strictly monotone, continuous, piece-wise linear function,
which implies that there is a unique solution to equation g(vy,) = 0. Now we
have to show that v, € [v2,1,7%,1], or g(72,1) < 0 and g(74 ;) > 0. It is
clear that

b b
9(vmi1) = (Ve = Yng1) Sn1 (1+0) (1 4+ X) = Bn By, + Bn By -
Taking into account
’Yfﬂm < ’ngrl < ’Yzb+2 and 4o <y < Vgiz < 72(}%27

we can rewrite equations (2.3) in the form

( fﬂ-z - Z+1) B, (1+r)+ (72(}1-2 - ’YZ+1) Sn-1(1+0)(1+a)
= A (7’2+1 - 72‘12) Sp-1(1+b)(1+a),

and

( 212 - ZH) B, (1+r)+ (’Yfﬂw - ’YZH) Sn—1(14+0)(1+a)
=A(72%s = 20iy) Suor (1+b) (1 +a),
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respectively. Subtracting the second equation from the first, we obtain

(Baii— /634-1) B, (1+r)= (’YZH —Yay1) Snc1 (T+a) (1+0) (1= N),
and hence

(I+a)(1-r) <0

g(’YZJrl) = <7§+1 _'75)1+1) Sn—1 (1+b) <1+)‘)_ 1+r >

since 7%, > 2, and a <r.

Similarly, one can prove that g(y2 4+1) = 0. To complete the proof, we
need to check the base of induction. At the terminal time, there are two
possible types of portfolios. First: yny11 =1, Byy1 = —K, second: yny1 =
Bn+1 = 0. Note that in both cases 7%, > 7%, . Suppose V&1 = 7%i1,
then vy = 7%.,, Bv = —K/By is a unique solution of system (2.3) and
'YJ%.H < < 7?\/4-1-

If 7%, = 1 and 7%, = 0, then the unique solution has the form

_ Syo1(1+b)— K
Sy_1(1+b)—Sy_1(1+a)

TN

with 7%, =0 < <1:’yf’v+1.
The case when 7%, = 7%, ; = 0 is trivial:
I~ =0Bn=0, '7]0<I+1§’7N§75)\7+1'

I

Finally, we give examples of typical investment strategies that are based on options
(see, for example, [42]).

Straddle is a combination of call and put options on the same stock with the same
strike price K and the same expiry date N. The function V(Sy) := f(Sn) —
Cly is called the gain-loss function. For a buyer we have

V(Sy) =[Sy — K| - Cy .

Strangle is a combination of call and put options on the same stock with the same
expiry date IV but different strike prices K7 and K5. The gain-loss function in
this case has the form

V(Sn) = ISy — Ka| I1w: sy> kot + 1SN — K| Iy sy <k} — Cn -

Strap is a combination of one put option and two call options on the same stock
with the same expiry date N but possibly different strike prices K7 and K. If
K, = K>, then the gain-loss function has the form

V(Sn) =2|Sy — K| I sy>ky + 1Sy — K| Iy sy<ky —Cn -
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Strip is a combination of one call option and two put options on the same stock with
the same expiry date NV but possibly different strike prices K; and K>. The
gain-loss function is given by

V(Sn) = ISN — Ka| Iy sy > kot + 2SN — Ki| Iw: sy <ry — Cn -

‘Bull’s’ Spread is a strategy that consists of buying a call option with a strike price
K5 > K. In this case

V(SN) = |K2 — K1| I{w: sy > ko) T IS8 — Ki| Ijw: k< Sy<Ky) — CON -
It is usually used in a situation when the stock price is expected to rise.

‘Bear’s’ Spread is a strategy that consists of selling a call option with a strike price
K5 > K;. Then

V(SN) = —|K2 — K1| I sy > Koy + 198 — K| Ifw: ky <5y <ks}y — Cn -

2.3 Hedging contingent claims in mean square

Consider an incomplete (B, S)-market with the time horizon N. As we discussed
above, for (perfect) hedging of contingent claims on such markets, one has to con-
sider strategies with consumption.

An alternative approach to hedging of contingent claims was suggested by
Foellmer and Sondermann. It is a combination of the ideas of hedging and of in-
vestment portfolio with the quadratic utility function.

First we consider a one-step model. Let H be the discounted value of a contingent
claim f;. At time n = 0 the seller of the claim forms a portfolio o = (5o, 7o) with
value

Xg = Bo Bo + 70 So,

and the discounted value

X7 S
VoﬂzbﬁzzﬂoJr’YoBf(;:ﬂoJr’YoXo,

where X = S/B.
At time n = 1 we replace 3y with 31, so that the value of the portfolio becomes
V" =1+ 70 X1,

where ; is determined by the replication condition:

ViT=H or X7 = fi.
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Thus, for finding an ‘optimal’ strategy 7 one has to determine vy = ~y. We define the
following price sequence C™:

Cr =V, CT =V —y(X1 - Xo) = H—yAX].

This choice has an obvious interpretation: the amount V" = H must be paid to the
holder of an option, and v A X is the gain-loss implied by strategy . To determine
an optimal -y, one has to solve the following optimization problem: find 7 such that

v(cT) = inf v (CT).
Further, if V (AX1) > 0, then the variance
V(CT) =V (H) —2yCov(H,AX) +7v* V(AX,)
attains its unique minimum at the point

COU(H, AXl)

T TV

and therefore
V(CT) =V(H-4AX,) =V (H) - Coi((f}é)xl)
=V(H)[1 - Cov*(H,AXy)].
Another natural optimization problem of finding
inf B(CT - Cj)°
is obviously solved by
C§ = E(CT).

Now we consider an arbitrary time horizon N > 1. It is clear from the one-step
case that strategies m = (0, n)n<n must be such that v, are predictable (i.e., de-
termined by information F,,_1) and [3,, are adapted (i.e., determined by information
Fn).

We have the following discounted values

AVI=VT -V | =X 1 Ay + 7 AX, + A
We say that a strategy 7 is admissible if
Vi=H or XN =fn.
The price of such a strategy at time n is

Cr=Vr=Y wAX,, n<N.
k=1

© 2004 CRC Press LLC



For simplicity, we assume that the original probability P is a martingale probability
i.e., P = P*. Now we define the following risk sequence

RT = E* ((C}{, - C;;)zlfn).

Its initial value
N

2
o :E*<H— Z’YkAXk —Cg)
k=1
is referred to as risk of strategy .
Note that discounted values of a self-financing strategy 7 have the form

Vi =V =Y wAXy,
k=1

which implies that it has a constant price sequence: C] = C§ foralln < N.

Now we solve the minimization problem in the class of all admissible strategies.
Suppose that X is a square integrable martingale and E* (H 2) < 00 (note that in the
case of a discrete probability space (€2, F, P*), these integrability assumptions are
trivially satisfied).

Consider another martingale

Vi =FE*(H|F,), n<N.

The following decomposition is a key technical tool for solving our problem.

LEMMA 2.2 (Kunita-Watanabe Decomposition)
The martingale V* admits the decomposition

Vi =Vi+ Y w AXe+ Ll
k=1

where (’yf)n is a predictable sequence and L™ is a martingale orthogonal

to X:

<N

(X, L), =o0.

PROOF Define sequence (751 ) by

n<N

u EY(HAX,|F. 1)
T B ((AX2[F )

n <N, (2.4)
which is clearly predictable. Also let

L=V vy =) AX,,
k=1
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which is a martingale being a difference of two martingales.
Using Cauchy-Schwartz inequality we obtain

E*("}/H AX”)Z — g E*(|:E*(HAX7L|«FTL—1) AX”:|2
" E*((AX0n)?|Fno)

_ e (B HAXF )
= F ( E*((AXn)Qf}—nfl) )
< E*(E*(H?|Fp-1)) = E*(H?) < o0

)

which implies that L¥ is a square integrable martingale.
Now we show that the product

Lx, = (E*(H|]-' ka AXk)

forms a martingale. This follows from the definition (2.4) of 7 and the
equality

B (E*(H\Fn)XnUfn_l) - (% AX, X, | F 1) — E*(H|Fo1) X1 .

Since sequence v is predictable and L¥ X is a martingale, then

B (Lt iwﬁ“’ AXy|For)

n—1

= E* (LY |Foa) D AXe + 4 E* (LY AX,|Foa)
k=1

n—1

=L Y Al AX.
k=1

Hence, L7 is orthogonal to X and (ZZ:1 v AXk)
' n<N

Finally, we note that it is not difficult to prove the unigueness of Kunita-
Watanabe decomposition.

Now, since Y ;_; 7x AX) is a martingale, then to minimize risk R§ we must

have C§ = E*(H). Furthermore, Rj does not depend on changes of 3, the non-
risky component of strategy 7. We can rewrite ] in the form

N N
Ry = E*<H—Z%AX1¢ —E*(H))2 :E*(Z(’Yf—%)Axk+L%)2
k=1

k=1

N
= B (L) + Y B (6 =) (AX0)?),
k=1
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and therefore the required risk-minimizing strategy is uniquely determined by
Yn :'yf, n=12,...,N.

Similarly, we obtain the risk sequence

R = E*((Lﬁ - Lf)2\fn).

Thus we obtain the following formulae for the optimal strategy @ = (3, ¥):
'?n:'wl;lv Bn:V:_’?an; n < N.

The price of this strategy

Cr=Vi-> AXy=V; =) 4 AX,
k=1 k=1

n n
= B*(H) + Y ' AXp+ L = Y ol AXy = B*(H) + Ly
k=1 k=1

is a martingale. Such strategies 7 are referred to as self-financing in average.

WORKED EXAMPLE 2.2
Consider a one-step (B, S)-market with the rate of interest r = 0.1 and prof-
itability
[ 0.2 with probability 0.7
p=r= { —0.1 with probability 0.3

Consider a pure endowment assurance with the claim
fi=max{l+r, 1+ p},

which is paid to the policy holder on survival to time N =1 (year). Suppose
that the probability of death during this year is 0.004, and let By = Sp = 1(3).
Find v and policy’s initial price Cy.

SOLUTION Denote C(y) = C™, where 7 = (,v). We need to minimize
V(Ci(v)) and E(C1(v) — C’o(v))Q. We have

E(max{l+r, 1+p})=11-03+12-0.7=1.17
and
V(p—r)=V(p) =0.0189.

If H is the discounted value of the payoff and Iy = I4, where A is the event
of policy holder’s survival for at least one year, then

max{l +r, 1+ p}

=1 1+7r
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Further, for discounted prices of S we have

S1 50_1—|—p_1 p—r

Bl Bo_l-l-’l" :1+’I”

and therefore

_ Cov(H,(p—r)/(1+7)) _ Cov(Iy max{1+r,1+p}, p—r)

V(p—7)/(1+71)) Vip—r)
(1.2 — 1.17) (0.1 — 0.01) (1.1 = 1.17) (=0.2 — 0.01)
—0.996 |0.7 0.3
0.0189 + 0.0189
~ 0.382.
Hence 0.996 - 1.17 — 0.332 - 0.01
Co=E(Ci(7)) = — ' ' — =1.0624.

1.1
Note that if there is no additional source of risk related to the survival of a pol-
icy holder (i.e., if probability of policy holder’s death is 0), then a replicating
self-financing strategy can be easily found from the system

1.].-00 + 0.1 Y = 1.2
11-Co—02-v=1.1"

which gives v = 0.333 and Cy = 1.06. I

2.4 Gaussian model of a financial market and pricing in
flexible insurance models. Discrete version of the
Black-Scholes formula.

Since prices S,, are always positive, we can write them in the exponential form:
Sn:SQEW", So >0,
where W,, = >, wi, Wy =0, and

Sn AS, B
wn—AWn—lnS —ln<1—|—S>, n=1,...,N.

n—1 n—1

On the other hand, from the definition of stochastic exponentials and from the recur-
rence relations AS,, = p,, S,,_1, we obtain

Sy, :S()En<zpk> :So€n(V)>

k=1
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where we introduced the notation Y ;. _, pr = V,, = > p_; AV, = Y7, vx with
Vg = Pk = AVk > —1.

Hence, we obtain the following connection between the two stochastic sequences
W and V:

Soer =8, =Soen(V) = Soe e W [ (14 AW)
k=1

n
=5 e H (1 + AVk) e AWk ,
k=1

SO
n

W, = Z In (1+ AV;)
k=1

and
_ AW _ AWp _ .
V = kEZI (e 1) Wy + 311 (e AW, 1)

Now, using Doob decomposition, we can write
Wp=M,+A,, n=1,...,N,

where Ag = My = Wy = 0, E(|AW,|) < oo, sequence AA,, = E(AW,|F,_1)
is predictable and AM,, = AW,, — E(AW,,|F,,_1) forms a martingale.
Thus, prices S,, can be written in the form

Sp =Sy exp{M,, + A,}

is a filtration with F,, =

on the stochastic basis (2, F,F, P) where F = (’7:”)77,<N

U(Sl, ce ,Sn)
Suppose that sequence (wy)r<n consists of Gaussian random variables with
means /i, and variances o7

wkNN(,LLk,O'I%), k:].,...,N.

We can then write
k= Mk + Ok €k, k:17"'7N7

where €, ~ N(0, 1) are standard Gaussian random variables. In this case (determin-
istic) sequence A,, and Gaussian martingale M,, have the form

:En:/lk and Mn:iakeka

k=1 k=1

and quadratic variation of M is deterministic: (M, M), =>"}_, ox, n < N.

© 2004 CRC Press LLC



We assume that F = Fy = o(eq,...,en). Define a stochastic sequence

b 1 ()
Z’VL: — —_— . — — — 5 Zzl, :1,...,N.

We show that (Z,,, F,), _, is a martingale with respect to the initial probability P.
Indeed, taking into account independence of €1, . . ., €y, we have

andforalln=1,...,N

E(Znu:n—l) = E<Zn—1 eXp{ — Hk € —

1
= n—1E<eXp{_‘uk€k_
(o 2

= 4n-1 (a.s.).

Now, since Zy > 0 and E(Zy) = 1, then the following probability
P*(A) Z:E(ZNIA), AeF

is well-defined. Computing

1 2
E* (e”‘“’") = E(exp { <z)\an — Mn) €n + W\Up — = ('L}m) })
On 2 \o,
2
= E((z)\an - Mn) €n — 1 (z/\an - M") )
On 2 On
1 2 1 2
X exp { (zAan — Mn) + 1\, — = ('IM) }
2 On 2 On

)\2 2
exp{ 20”}, A>0 n=1,...,N,

we conclude that (wy,) k< is a sequence of Gaussian random variables with respect
to P*, with mean zero and variance o2. Note that independence of (wy, )< follows
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from the equality

e (snf S < (sn{ Erm 0
(p{ Aw}) S

1
= exp{ —3 Z)\kwk}
k=1

As a corollary we obtain the following version of Girsanov theorem.

H

PROPOSITION 2.2
If under probability P random variables

wkNN([Lk,Uz), kil,...,N

are independent, then they are also independent and normally distributed un-
der probability P*:

wy, ~N(0,0%), k=1,...,N.

Next we consider the following discrete Gaussian (B, S)-market:
:H1+r;€ —exp{ k}
SnSoexp{Zuk+Zakek} So >0,

k=1

where non-negative deterministic sequences (ry) and (dy) represent the rate of inter-
est and are such that
l+r,=¢%, k=1,...,N.

Now our aim is to construct a martingale probability P* for this market. We are
looking for a probability of the form of Essher transform:

P*(A) = E(Zy L),

where N
— : _ exp {an(wn - 5n)}
ZN = gzn, with 2z, = E(exp {an(wn — 5n)}) ,

and (a,)n<n is some deterministic sequence. To find (a,, )<y We use the martin-
gale property of (S,,/By,)

nSN:
Sn Sn—l
Ef(22\F ) = . n=1,...,N,
(Bn % 1) Bn—l "
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which is equivalent to
E*(exp{ﬁn + o en}) =1,

where i, = pt, — 0, n=1,..., N.
Taking into account the expression for Z,,, we obtain

E( exp{a, (fin + on €n) + fin + on en}) = E( exp{an(fin, + on en)})
and
E(exp{(an + 1)(fin + on en)}) = E(exp{an(ﬂn + o, €n)}) )
Since €, ~ N (0, 1), then
E(exp{a, o, €n}) = exp{(an0,)?/2},

which implies

eXp{(an + l)ﬁn} exp{(an + 1)2 ‘7721/2} = eXp{an/jn} exp{ai 0'121/2} )
2
153

,En + ?n = —0Qn 0'721-
Thus ~
w = _Hn L on 1
" o2 2 o2 2

Now using this a,, we compute

E(exp{an(w, — 6,)})

- E(exp{ _ (gg + %) (ﬁn+0nen)})

which gives us

and
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Now for simplicity we consider a special case of our Gaussian (B, S)-market. Let

By=(14r)"=¢e" with §=In(1+7r), r>0,

S, = SoeVr, Sy >0.

Here W,, = >}, wi, wy = p+ o ¢ and €, ~ N(0,1) are independent random
variables on the stochastic basis

(QI7F17]F1uP1>7

where Fy = (F}) _ is a filtration with 75 = {0,Q}, ) = o(e1,...,€,) and
F' = Fl.

WORKED EXAMPLE 2.3
As in Worked Example 1.5 we consider a pure endowment assurance issued
by an insurance company. According to this contract the policy holder is paid

fn =9(Sn)

on survival to the time N, where Sy is the stock price and g is some function
specified by the contract. Suppose E(gQ(SN)) < 0o. Find the ‘fair’ price for
such insurance policy.

SOLUTION Recall that if [, is the number of policy holders of age x,
then each policy holder ¢, ¢ = 1,...,l; can be characterized by a positive
random variable T; representing the time elapsed between age x and death.
Suppose that T}’s are defined on another probability space (Q2, F2, P») with
the filtration 72 = o(T; <k, k<n, i=1,...,1,).

Denote p,(n) = Py ({w 2T > n}), n=0,1,..., N, the conditional expec-
tation for a policy holder to survive another n years from the age of = (clearly,
p2(0) =1).

From Bayes’s formula we have

_P({w: Ti>y+a})  paly+n)

pern(y) - Py ({w T > n}) B p$(n) )

and hence
Px(y +n) = pz(n) Patn(y).

Denote l
Ny = ZI{w: T;<n}
i=1
the counter of deaths in the given group of policy holders. Then

Ey(ly = No|FZ) = (lo = Ni) pase(n — k), k<n<N.
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Therefore the discounted value of the total payoff is given by

!
- l, — Nn
H:ZYk =9(Sn) —%—,
=1 Bn
where 7
Vi = g(Sn) 2= k<t
N

Since we have to price a contingent claim with an insurance component, we
introduce the following stochastic basis

(Q,F,F,P)=(Q x Q, F! x F2, Fy xFy, P, x P,).

Clearly we have that stochastic sequences (€,) and (T;) are independent on
this basis.
Now, since probability P;* with density

uw—0 o N 1/p—§6 o 2
ZNZGXP{‘(UH)Z%—Q(UH) N}
k=1

is a martingale probability on the (B, .S)-market, then the probability P* :=
P x P, on (€, F, P) is such that (S,/By) is a martingale under this
probability.

Next, using the methodology of hedging in mean square, we obtain

n<N

Vi = E*(H|F,) = E*(9(Sv)By'|F1) E* (I — Ny |F2)
= E*(9(Sv)1%3) By [le = No] pon(N —n),

and

. _u_ BN E(9(Sn) AXW|F) ) [l = Nvoa] posna (N —n +1)

’YH ,777, X72171 I:eXp{O'z} _ 1} .
Here we also used independence of sequences (S")n <y and (Tk) w<)» and the
equality - -

E*((AX,)?|Fh 1) = X2y [exp{c®} —1].
The optimal strategy # = (¥, 3) and its values have the form

Vi=V* & Bp=V'—4X,, n=1,....N.

n n

The quantity )
Vo' = pa(N) Lo E* (9(Sn)) eV

determines the total premium received by an insurance company.
Now we consider three particular cases of function g and compute premiums
there.
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Case 1. Let g(Sy) = Sy, then

Vi = [le = Nu| X Pogn(N —n),

An = [le = Nn—1] Pogn—1(N —n+1),

B = Xn{ [le = Nu| pein(N —n) = [lo = Np_1] pagn—1(N —n+ 1)}

= Xn Prin(N —n) {[l_,,: — Nyo] = [l = No-1] pm+n71(1)}
n=1,...,N.
Premium is therefore determined by
Vi = pa(N) 1, So.

We can compute risk of such strategy:

R = { S g )pM(N—k)}

k=n+1
X Pyin(N —n) [l — N, e 7" X2,

ny
SN

{Ze qre+k—1 )pw-l‘k(N_k)}piE(N)lmSg’

where g, (1) is the probability of death during the year following year y.
The latter formula also implies
\1/2
(R7)
L

which means that if there are enough policy holders, then the company’s
risk associated with this contract is infinitesimal.

—0 as [ — o0,

Case 2. If g(Sy) = K = const, then

Vi=V:=Ke N[l, — Ny| popn(N —n),
An =0, Bn:Vf for n=1,...,N;
Voir =Ke N ly pe(N),

which indicates that in this case one has to invest money in a bank
account. The risk-sequence here:

Rl = K? e ?N[l, — Ny| pogn(N — ) guin(N —n), n<N.

In particular
g =K?e 2N ly px(N) Qx(N)7

and again (R(’;’)I/Z/lac —0 as I, — oo.
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Case 3. Let g(Sn) = max{Sy, K}. We can write
max{Sy,K} =K+ (Sy — K)",
and therefore we have to compute
E*((Sn — K)" AX,|Fo—1) and E*((Sv — K)T|F.).  (2.5)
For the latter we have

E*((Sy — K)*| )
e
= E* ((Sn ON=m) eN(fé(N*n)’a2 (v=m) _ K)Jr

]—'n> ,

where wy = p—86+oe, ~N(— %2, 0?) with respect to probability P*.
Note that for £ ~ N(0,1) and constants a,b and K one has

() oo (ML) ()

where

1 * 2
O(z) = — eV /2d
(@) = 7= /_ _ y
is a standard normal distribution. Hence, we obtain
E*((SN - K)+|]-'n)

=5, @

In(S,/K)+ (N —n) (d +0%/2)
ovN —

3

In(S,/K) + (N —n) (6§ — 0%/2)
o Rl )

Note that for n = 0 we have

o < (SNeéNKﬁ) 5@ <1H(50/K) :jﬁ(é + 02/2))

B n(So/K) + N (6 — 02/2)
‘KeSNQ( o VN )

which is the discrete version of the Black-Scholes formula for a European
call option.
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Now we compute the first expectation from (2.5):
E*((Sy — K)" X, | Faot) = X1 E* (e (Sy — K) 7| Fazi)

= Xp-1 E" (E* (ewfb (Sp_q N7 gupttuwy _ K)ﬂ]—‘n> Fn_

=X, 1 E* (ew; lsﬂl eé(N—n-‘rl) ew:;

xq><ln<sn_1/m +wh + <]va_— n) (0 +0°/2) +02)
ﬁn—l) .

_K(I)< (71 1/K)+wn+(z‘]\\][_ )(6_02/2)+U2)

Since for £ ~ N( — %2, o?) we have

y+02m/2>

E(f ®(z&+y)) = ‘D(m

then

E*((SN - K)+Xn|]:n—1)

- X, 4 lxn_lew eXp{O,Q}(I)(ln(Sn—l/K)JF(N’n+1) (5+02/2)+02>

ovN-—n+1
n(S,_1/K)+ (N —=n+1)(0 —0?/2) + o
wa( oVN -0+l )|

Thus, we obtain the following formulae for the optimal strategy and its
capital:
V=

n

Vi =e "Nl — No] posn(N —n)

~ Kq)(ln(sn/m +(N —n) (8- 02/2))]7

VN —n
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Ve = N Lpa(N) [ K + Spe’ N @(111(50/10 - \f/VN(é + 02/2>>
In(So/K)+ N (6 — 0%/2)
K<I>( N >]’

[la: - NNfl] szrnfl(N —n+ 1)
X1 [exp{o?} — 1]

X{Xn—l €5N [exp{02}¢<lll(snl/K) + (N*TL‘Fl) (6+02/2) +02)

,A}/n:

ovN—n+1
_(I)(ln(Snl/K) + (N —-n+1) (5+02/2)>
ocvVN—-n+1

+K

(I)<ln(5n1/K) +(N—-n+1) (5—02/2))
ocvVN—n+1

_q,(lnwn_l/K) +(N-n+1)(5—0/2)+ 02) }
ocvVN-—-n+1 ’

Bn =V, — 40 Xn, n=1,...,N.

2.5 The transition from the binomial model of a financial
market to a continuous model. The Black-Scholes
formula and equation.

In previous sections we dealt with discrete markets, where time horizon is de-
scribed by integers 0, 1, ..., N, representing some units of time (e.g., years, months
etc). Now suppose that we wish to consider a market with time horizon [0, T for
some real number 7" > 0. We can divide this interval into m equal parts, so that we
will have a time scale with the step 7 = T'/m > 0. Thus, it is natural to consider the
following (B, S, T)-market:

Bf —B] _=r(t)B_., Bj>0,r(t)>0,

SZ— - SZ-—T = pt(T) SZ-—T7 Sg > O’
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where ( pt(T)) is a stochastic sequence of profitabilities that generates the following
filtration

Fl=0(pu(r), n<t), t=0,727,...,(m—1)7,(T/7)7T.

This discrete market can be extended to the whole of [0, T']: for s € [t,t + 7), where
t=0,7,...,mr,define

B{=B], S{=5, Fi=F, pi=pi

so that all stochastic sequences become stochastic processes and we obtain a (for-
mally) continuous model of a market.

Consider a European call option on a (B, S,7)-market. In this case fr =
(S(T /e — K )+, and let C7. be its price. If we consider a one-parameter family
of (B, S, T)-markets with respect to 7 > 0, then we expect processes that form and
characterize these markets to have ‘reasonable’ limits as 7 — oc.

Suppose that sequence (pt(T)) b= consists of independent random variables
that assume values a(7) and b(7) with probabilities p, and 1 — p., respectively (here
a(t) < b(7)). Let (1) = r 7 and

pi(r) = pur + 0 A,

where E(p;(1)) = p7, V(Aw]) = 7 and V(p,(7)) = o 7. Then we can rewrite
a (B, S, 7)-market in the form

B =rB]_ T,
ST = (ur +0 Auf) ST,

where B]_ := B]__, S{_ = S]_., and process w; has independent increments.
If 7 — o0, we arrive to a natural limit model:

dBt = TBt dt7
dSt = (/1, dt + wat) St7

with differentials dt, dw;, dB;, dS; being formal limits of 7, Aw], B] and S} .

It is well known in the probability theory that Bernoulli random variables are re-
lated to two ‘limit’ distributions: Gaussian and Poisson. Thus, it is natural to assume
that the limit process w; has properties

wo =0, E(w)=0, V(w)=t,

and its independent increments are either Gaussian or Poisson. In the Gaussian case,
wy is a Wiener process (or Brownian motion), and the corresponding model of a
(B, S)-market is the Black-Scholes model. In the Poisson case, w; is a (centered)
Poisson process, and this corresponds to the Merton model.

We now concentrate on the former case. Parameters r, p and o are usually referred
to as interest rate, drift and volatility, respectively. Consider a European call option
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on this continuous market, with the claim fr = (Sp — K )+. We will find its price
using the passage to the limit:

CT = lir% C;w
Suppose that parameters of the (B, S, 7)-market and of the limit market satisfy the
relations
14+r(r) =€, 14+b(1)=e"VT, 14a(r)=eV", o>0.

Using the Cox-Ross-Rubinstein formula we obtain

CF = So B(ko(7), m, p;) — K (L+7(r))” " B(ko(7), m, p),

where
In (K/So(1+a(r))™
m:z, ko(r) =1+ ( /0(+())),
7 In (1 + a(r)]/[1 + b(7)])
e (r) ~ a(r) 1+ b(r)
) P Tra(n T

By the De Moivre-Laplace limit theorem we have

B(ko(1), m, p%) ~ <I>< mpr —

mp; 1—pT )

B(kO(T)v m, ﬁ‘l‘) ~ ®< mpT
mpT 1 _pT

®(y

Also, for 7 — 0

n(K/Sy) +moy/T
20T ’

Finally, taking into account relations

TT(r—o?/2)+Toy/7T

ko(T) ~ (1 + 7‘(7’))_m ~e T,

T7(r—o02/2)+7 In(S/K)

mpr 20 713/2 ’ m pr—ko(r) ~ 20 13/2 ’
and

Vmps (1= pz) ~ /T/4r,
we obtain

. mpk — ko(T) _ln(So/K)+T<r—a2/2) o

im = =y*,
=0 \fmpr (1 - py) o VT !

im mp, — ko(T) :ln(S’O/K)+T(r+02/2) _ 7

™0 /mp; (1 —p;) oVT
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Thus, we arrive to the celebrated Black-Scholes formula:
lim CF. = Cr = Sy ®(y) — Ke " To(y). (2.6)

In general, one can replace interval [0, 7] with [t, T], where 0 < ¢ < T'. In this
case we consider a contract written at time ¢ with time to expiry 7" — ¢. Replacing T’
by T'—t and Sy by S; =: = in formula (2.6), we obtain the corresponding version of
the Black-Scholes formula:

In (S¢/K) + (T —t) (r+07/2)
oI —1

_Ke—rT(I><ln(St/K)+(Tt) (1"(72/2)>7

C(I,t) = St(p(

ovT —t

which also indicates that price C'is a function of time and price of the asset Sy = .

PROPOSITION 2.3

Suppose that function C(-,-) is continuously differentiable in t and twice con-
tinuously differentiable in x. Then it satisfies the Black-Scholes differential
equation

2C
— 4rr—+-0c2 —— —rC=0. 2.7
2 x

PROOF Consider a (B, S, 7)-market with parameters
1+r(r)=¢€", 140b(r)= VT, 1+ a(t) = e VT o>0.
For the martingale probability p; we have

*_(erT—l)—(l—e_”ﬁ) 1 r

Since prices of asset S can take only two possible values on this (B, S, )-
market, then

€T Oz, t) = pEClze®VT b+ 1)+ (1 —p2) Clze VT L+ 7).

Using Taylor’s formula we can write
e C(z,t) = (14+r71)C(x,t) + o(7),
Clze’™V t+7)

B ac oc 1, , 9°C

_C(l',t)—f—g“y‘xg\/;aix“rig X 7_76:62 4‘0(’7—)7
Clze "V t+7)

- oc oc 1, ,

_C(.’E,t>+§—$0\/;aix+§o' X T@"‘O(T)
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for 7 — 0, and hence

2
(L4rr)Clant) = Clest) +7 9% 4 arr 08 1 15242, 9C

ot or T3 T gz Tl

which implies the claim. I

2.6 The Black-Scholes model. ‘Greek’ parameters in risk
management, hedging under dividends and budget
constraints. Optimal investment.

This section is devoted to the rigorous study of the Black-Scholes model of a
(B, S)-market with time horizon T’ < co.

Let (2, F,F, P) be a stochastic basis. Here filtration F = (F;),<7 represents a
continuous information flow that is parameterized by a time parameter ¢ € [0, T]. It
is natural to assume that F; (being the information up to time ) is a o-algebra, i.e.,

1. @, Qe .7:15;
2. Ae F; = Q\ A € F; (closed under taking complements);
3. (AR, C Fr = U Ay € F; (closed under taking countable unions);

4. (Ap)2, C Fr = N2, A € F; (closed under taking countable intersec-
tions).

The initial information is usually considered to be trivial: Fo = {0, Q}.
On this stochastic basis we consider a Wiener process (Brownian motion) wy, i.e.,
a process with the following properties

(W1) wo = 0;
(W2) w; —ws and w,, — w,, are independent for s < ¢t < v < u;
(W3) wy —ws ~ N(0,t — s).

It is assumed that all ‘randomness’ of the model is generated by this process, and
therefore

Fi =o(ws, s <t)=:F".

Note that any stochastic process w is a function of two variables: elementary event
w € Qand time t < T. For a fixed w, the function w(w, -) is called a trajectory.
Without loss of generality one can assume that trajectories of a Wiener process are
continuous in ¢.
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Let us divide interval [0, 7] into n parts: 0 = tg < t1 < ... < t, = T, and define

= or1(w) Iy 1 (1), (2.8)
k=1

where ¢j,_1 are square-integrable random variables that are completely determined
by o-algebras F;, , (in other words, ;1 are F;, _,-measurable square-integrable
random variables).

Now we define a stochastic integral

t
(w*w)tE/ (s,w) dws := Zwk 1(w) (Wepnt — W,y ne)-
0

It has the following properties
D) ((ap+B¢)xw) = a(prw)+ B xw)s

12) E((ap*w Tlft) (*w);

@) E((p*w)e- (¥ +w)) =EF (fov )

for any functions ¢ and v of type (2.8), and any constants « and 3.
Next, consider a stochastic function (process) (cpt) (< thatis adapted to filtration
F = (Fi)i<rsie. ¢ = ¢(t,w) is Fr-measurable for each ¢ < T If

E(/Otgoz(s,w)ds< oo),

then the stochastic integral is well defined for such function ¢ as a mean square limit
of integrals of functions of type (2.8), and properties (I1) — (I3) hold true.
Thus, one can consider stochastic processes of the following type

t t
X; = Xo —l—/ b(s,w)ds —|—/ a(s,w) dws , (2.9)
0 0
where fot b(s,w) dsis a usual Lebesgue-type integral and fot a(s,w) dws is a stochas-
tic integral. Note that equation (2.9) is often formally written in the differential form
dXt = bt dt —+ a; dwt .

Let F(t,z) be a real-valued function that is continuously differentiable in ¢ and
twice continuously differentiable in z. Then the process Y; := F(t, X;) is also of
type (2.9), which follows from the celebrated Kolmogorov-1t6 formula:

LTOF OF 1 4, 0%F
Fit,X0) = F(0.X0) + | [83 (5, X2) by O (5, X.) + 5 02 2 (5, X, s
t9F
+/O s 5 (s, Xs) dws . (2.10)
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To sketch the proof of this formula, we note that, by Taylor’s formula, increments
of a smooth function F' can be written in the form

2 2p
3 Az At—!—la

_OF oF 10°F (
8 ot 2 o2

At)2+

Since Aw; ~ N(0, At), then increments AX; of process X are equivalent (in dis-
tribution) to random variable b At + a e vV At, € ~ N (0, 1). Further

(AXt)2 =02 (At)? +a? 2 At + 2bae (At)%/?

and

B((AX,)?) = B(a?c? At) = a® At.

up to terms of higher order in At.
Thus, we obtain the following approximation

1 9*°F

AF(t,Xt)—g [SERTR ]+—At ia—a 2 At
OF  OF 1°F OF
_<8x +3t+26x2a>At+8xa€\/At’

which implies (2.10).
We say that a process M = (M, F{")i<r is a martingale on (Q, F,F, P) if
E(|My|) < oo, and forall s <t

E(M|F,) = M, a.s.

If filtration F is generated by a Wiener process w, then any martingale M can be
written in the form

t
Mt=M0+/ pa dty @.11)
0

for some stochastic function ¢ that is adapted to filtration F and ‘stochastically’
integrable with respect to w.

Note that the very construction of a stochastic integral with respect to a Wiener
process w originates from the martingale property of constructed process. The mar-
tingale representation (2.11) is a subtle result saying that stochastic integrals are the
only martingales that exist in this case.

Now we proceed to the Black-Scholes model. Suppose that on a stochastic basis
(Q, F,F, P) processes By and S; are given by

Bt — e’r‘t
S, = Spelh=o/Dtrow. g~

where 4 € Rand o > 0.
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Applying the Kolmogorov-It6 formula to the process

2
S, = SpeXt with Xt:(u—(;)t—&—awt,Xo:O,

we obtain

t 2 1 t
Sy = Sp + / {SO eXu (u — 02) + 3 eXu 02} du + / o Sp e du
0 0

t t t
:SO—I—/ Su,udu—|—/ Suodwu:So+/ S (udu—i—adwu).
0 0 0

Thus, the Black-Scholes model can be represented in the following differential form

dBt :TBtdt7
dSt:St(udt+O'dU)t), S()>O,

Parameters 7, 1 and o are referred to as rate of interest, profitability and volatility
of the (B, S)-market. In practice, parameters  and o are unknown and ought to be
estimated, say, from the statistics of prices S;. If time intervals between observations
are 7, then we have

S, = S,_, el where Ry ~ N((,u —0?/2)71, 0? 7') ,
and therefore 1 and o can be estimated using the fact that process R is normally
distributed with parameters (y — 02/2) 7 and o 7.
REMARK 2.1 Consider the following linear stochastic equation
dXt = Xt (/.tt dt + o dwt) = Xt d}/t 5

where X is a finite (a.s) random variable,

t t
Y;:/ psder/ s dws,
0 0

and (in general, random) functions p; and o; satisfy some integrability condi-
tions (e.g. p; and oy are bounded). Now we introduce the stochastic exponential

1t
&iy) exp {¥i - 5 [ ods},
2 Jo
It is not difficult to check that
X, =Xo&(Y), t>0,

and that the following properties hold true (compare with the discrete case
in Section 1.2):
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(D) &(Y) >0 (as.);
(£2) 1/&(Y) = &(Y), where
dY, = —dY, + o2 dt ;

(E3) If uy = 0 (which implies that Y; is a martingale), then &(Y) is a mar-
tingale;

(£4) The multiplication rule:
EYHEY) =&Y+ Y2+ YY),
where

dYti:,uidt—FUZdwt, i=1,2, and d[Yl’Yz]t:atlthdt'

As in binomial case, we can write the Black-Scholes model in terms of
stochastic exponentials:

Bt = Bo gt(’l“t),
St = S’o&(ut—i—awt).

This representation is useful for studying martingale properties of S; and
St/ Bs.

Now we introduce the standard basic notions related to a (B, S)-market. If
processes 0 = (Bt)i<r and v = (7)< are adapted to filtration I, then 7 =
(mi)e<r = (B, v )e<r is called a portfolio or strategy on a (B, S)-market. The
capital (or value) of strategy 7 is given by

X[ =B By +v S

A contingent claim fr with the repayment date 7’ is defined to be a Fr-measurable
non-negative random variable. We say that a strategy  is self-financing if

dX] = (i dBy + v dSt .
A self-financing strategy 7 is called a (perfect) hedge for a contingent claim fr if
X¢>fr  (as).
We say that a strategy 7 replicates fr if
X =fr.
A hedge 7* is called the minimal hedge if for any other hedge 7 and forallt < T

X[ < XT.
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The price of a contingent claim fr is defined as
Or = X7 .

A (B, S)-market is complete if every contingent claim fy can be replicated by
some self-financing strategy. We say that a probability P* is a martingale probability
if S;/B; is a martingale with respect to P*. Similar to the discrete case, P* is
completely determined by its density Z7.:

2
N —r 1 —-r
ZT:eXp{—MU wT—2<MU )T}

The Girsanov Theorem states that in this setting the process

por,

*
wy = wg +

is a Wiener process with respect to the new probability P* and the initial filtration F.

Let Fy and Fy be distribution functions of a random variable Y with respect to
probabilities P and P*, respectively. Then the equality

MT+0wTTT+UwT+(ur)TTT+0(wT+MTT)
o

=rT+owyp

implies that
* o _F
puT+owr — FrT+owy — rT+owr »

and therefore
F§T = [

So EXp{(ufé)T+awT} - FSOCXP{(#—g)T-‘erT} ’

From the general methodology of pricing contingent claims in complete markets

we have
* fT
S Tl
Cr (BT

for any claim fr.
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For a European call option with f; = (S7 — K) " we obtain

Cr=E" (éf;) =T E*((ST - K)+)

where a = Spe”, b= o+/T and & ~ N(0,1). Here we also used the following
property of a Wiener process:

wT:\/Twl.

Taking into account that

E((aebf—b2/2 _K)+> _ “(P(W) —K@(W) |

we arrive to the Black-Scholes formula:

In(a/K) + ;b2> B KerT(I)<ln(a/Kb) - ;b2>

CTSOCI>< b

=S50 <I>(y+) — Ke_rTq)(y,),
with ~ In(So/K)+T(r+0?/2)
Y+ = m/T .

Thus, we found the ‘fair’ non-arbitrage price of a European call option. As in the
case of binomial markets, we have the following call-put parity relation:

Pr=Cpr—Sy+Ke T, (2.12)

where Pr is the price of a European put option. Relation (2.12) allows us to compute
PTZ

Pr=-5(1-®(@y))+Ke ™ (1-2(y-))
= —So®(~y1) + Ke T d(—y_).
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Note that prices Cr and Py are functions of K, o and Sy. Dividing both sides of the
identity
(St —K)t — (K-St =Sr—K

by €T and taking expectations with respect to the risk-neutral probability P*, we
obtain

CT(K, g, So) - PT(K, g, SQ) = FE* (ST) 67TT - KeirT = SO - KeirT.
Finally, using the Black-Scholes formula we write
Pr(K,0,80) = Cr(K,0,50) — So + Ke ™
=-So(1-@(ys)) + Ke ™ (1-@(y_))
In(—So/(—K))+T(r+(—0)?/2
—<sm@<“< o/ (1)) +T(r (<ﬂ/)>
—oVT

T ln(—SO/(—K))+T(r—02/2)
—(fKe )<I>< CoT >

= CT(_Ka —0, _50)7

which represents the duality of prices of European call and put options.
We also can write the price of a European call option at any time ¢ € [0, T):

Cr(t,St) = Se @ (y+(t)) — Ke " T ®(y_(1)),

where )
ye (1) = In(S;/K)+ (T —t)(r £0°/2) '

ovT —t

This suggests the following structure of the minimal hedge 7*:

7 =0 (0) = S0,

6 =—-K e (M) q)(y_ (t)) .
Since the option price Cr(t, St) is a function of time ¢, price S, rate if interest

r and volatility o, one can consider the following ‘Greeks’ often used by the risk
management practitioners:

Theta: ( )
00 Spop(ys(t) —r (T—1)
N -1,
Delta: 5C
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Rho:

=2 (e Ty (1)
or
Vega:
oCr
T = o :St@(er(t)) VT —1t,

where ¢(z) = \/% e /2, (Note that since there is no Greek letter ‘vega’, we use

upsilon instead.)
LetY; = Y, := X[ /B, > 0 be the discounted value of a portfolio 7. The the
Kolmogorov-1t6 formula implies that

dY; = ¢ dwi Yy = X7,

where ¢y = 0 Si/B: and dw; = dw; + t(u — r)/o is a Wiener process with
respect to probability P*.
The set

A=A, fr)={w : X[(2) > fr} ={w : Y[ (2) > fr/Br}

is called the perfect hedging set for claim fr and strategy 7 with the initial wealth x.
The theory of perfect hedging that was discussed above allows one to find a hedge
with the initial wealth Xo = E*(fr/Br) and P(A) = 1. However, it is possible
that an investor responsible for claim fr may have initial budget constraints. In par-
ticular, an investor’s initial capital may be less than amount X, which is necessary
for successful hedging.
Thus, we arrive at the following problem of quantile hedging.

QUESTION 2.1 Among all admissible strategies find a strategy 7 such
that

P(A(z, 7, fr)) = Ingxp(A(x,W,fT))

under the budget constraint

x§x0<E*(g> = Xy,

where xq s investor’s initial capital.

The following lemma addresses this problem.

LEMMA 2.3 N
Suppose perfect hedging set A is such that

P(A) = max P(A) where E* (fT IA> <z.

™
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Then a perfect hedge %@ for the claim fr = fr I3, with the initial wealth z,
yields a solution for the problem of quantile hedging. Furthermore, the perfect
hedging set A(x, 7, fr) coincides with A.

PROOF

Step 1. Let m be an arbitrary admissible strategy with the initial wealth

Its discounted value

t
Y}:x—i—/ s dw}
0

is a non-negative supermartingale with respect to P*. For a perfect
hedging set A = A(z, 7, fr) we have

Y;>f—TIA, (P —as.).

Hence

and P(A) < P(A).

Step 2. Let 7 be a perfect hedge for the claim fr = Jr I3, with the initial
wealth x satisfying the inequality

E(é’; ><1'<1'0<E*(£2>:X0.

We show that this strategy is optimal for the problem of quantile hedg-
ing. Since

a:+/ bs dw? >E*< ) /(bsdw —E*<fT ’ft>_ )

then 7 is an admissible strategy. Denote
T ~
A =A{w: x+/ ¢sdw? > fr/Br}
0

the perfect hedging set for 7. Since 7 is a perfect hedge for claim fr,

we obtain N
AD{w: fri;>fr} 2A,

and hence P(A’) > P(A).
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Step 3. Now we observe that
A=A, (P-as),

and taking into account that Aisa perfect hedging set for 7, we conclude
that 7 is optimal strategy for the problem of quantile hedging.

I

Next, we will use the fundamental Neumann-Pearson Lemma (see [19]) for con-
struction of a maximal perfect hedging set.

Suppose that distributions Q* and P correspond to hypothesis’ Hy and H1, re-
spectively. Let o = Eg«(¢) be the error of the first kind and 5 = Ep(¢) be the
criterium’s power corresponding to a critical function ¢. The Neumann-Pearson cri-
terium has the following structure:

1, dP/dQ* >c
¢ = ;
0, dP/dQ* <c

and it maximizes 3 given that the error of the first kind does not exceed a set level a.
Here c is some constant, and values 0 and 1 in the critical function ¢ indicate which
of the hypothesis’ Hy or H; should be preferred.

If we introduce a probability Q* by the relation

aQ_ fr_ fr
iP* ~ By E*(fz/Br)  E*(fr)

then the constraint in Lemma 2.3 can be written in the form

dQ* x
*(A) = dP* < ——— = .
@ ( ) A dP* B E*(fT/BT)
The solution of the corresponding optimization problem is given by
~ dP dP fr
A=<w: >c}:{w: >c }, (2.13)
{ dQ* dpP* Ex ( fT)

where

c:inf{a : Q*({w : 55* >a}> Sa},.

The proof of this claim follows from the fundamental Neumann-Pearson Lemma and
from the equalities

a=FEg(¢)=Q"(A) and B = Ep(¢) = P(A) = max P(A).

T

Thus we arrive at the following theorem.
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THEOREM 2.6
An optimal strategy 7 for the problem of quantile hedging coincides with the
perfect hedge for the contingent claim fr = fr I3, where the mazimal perfect

hedging set A s given by (2.13).

Next we consider the problem of quantile hedging for a European call option with
fr = (St — K)*. The initial value of a perfect hedge in this case is

Xo=S80®(dy)—Ke T d(d_).

Suppose an investor has an initial capital x < Xg. By Theorem 2.6 the optimal
strategy for the problem of quantile hedging coincides with the perfect hedge for the
contingent claim fp I 4> Where

dP dP T
A_{w.dQ*>c}—{w-dP*>01fT€ }7

Since density Z7 has the form
1/p—r 2
w%—i-Q( . ) T}, (2.14)
then

_ 1/ u—r\2
A:{w:exp{u Tw}—('u T) T}>01(ST—K)+}
o 2 o
—{w T s N+ 0w
=qWw :exp o2 n 0—&—(7"—7) + o wr
x R IS+<—U—2)T L=y > ¢ (57— K)t
exp o2 n oo r B D) pu C1 T

_ _ _ 2
= {w : St NU2T exp{— MUQT(IHS()+/W20> T} > (ST_K)+}.

Now we consider two cases.

—Tr

Zik«:exp{—'u

Casel. =5 < 1.

Set A can be written in the form
A= {w St < d} = {w Fwp < b} = {w : St < Sy exp{(r—g2/2) T—l—bo}}

for some constants b and d under the constraint
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Taking into account that

St =Sy exp{(r—f)T—i—ow}},

we obtain

P(A) = @(W) .

Constant b can be found from the equality

To = E* (e—T»T fT) IA — e—'r'T F;(ST)7

F%: f(SO exp{aﬁy+(r—a2)T}> e*%dy

m/b/f (SO exp{aﬁy—i— (r—";)T} —K>+e_y22dy;
I (K/Sy) — T (r — 02)/2

d p—
0 o T

Hence

=000 VT - do) - 0 (v~ )] = K oy (- )]

=S [@(dg - @(af— \/bfﬂ —Ke T [<I>(d) - <I><— \/bT)} .

Set A can be written in the form
A={w:wj<b}U{w: wj > by}

for some constants b; and b. Solving the problem of quantile hedging, we
obtain

P(A)(p(blT\(/uTr)/a>+q)<b2T\(//%r)/a>'

Constants b; and by can be found from the same equality

= E*(e™"" fr) Ia = ™" F1(Sr),
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where now

1 VT g STy T 2
Fp = — e Ty+ Tt)e ®
’ \/ﬂ/m f( ’ XP{U T }>6 ’

1 /°° < r—o? _u?
+— fls exp{Uva—i— T})e z dy.
NCZ N S 2

Similarly to Case 1,

xo = So [‘I’(d+) _<1)(a\/>— \l;lf) +¢(0\/T— j%ﬂ

—Ke‘TT[d)(d_) ~o( - \I;IT) +o- %)] .

__ Next, we consider the case when an owner of asset S receives dividends. Denote
S; the process that represents the wealth of the owner of asset S,andletd Sy, § > 0,
represent the received dividends. Then the evolution of S is described by following

stochastic equation
S Sy S,
dl = | =d| = 0—dt, §>0.
<Bt> (Bt> Top 0=

Using
dSt = St (,u dt + O'd’ll)t)
and g s
t) Pt _
d(Bt) =35 ((p=r)dt+odw,),
we obtain

S\ S
d<Bt) =B ((p—7+0)dt+ o duwy) .

We can notice the analogy of

ufr+5t w—r

with ’lT)t = Wt + t

W = Wt +

and of

_ —r 45 1/ p—r+06\2
ZT;:exp{_M(fw%?(uf)T},

with Z7. (see (2.14)). - -
We now define a new probability Pr with density Zr. By Girsanov Theorem,
(Et) 1< 18 @ Wiener process with respect to Pr. Distribution functions are given by

F[LT+O’U}T = F(r—ﬁ)T-{-o’ET = F(r—&)T—i—o’wT
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and
Fs; = Fsyexp{(r—6-02/2)T+owr} -

We compute then the price of a European call option

_ + _ 5
Cr(d) = E<<STB K) ) — e_TTE((So elr=o" /AT +owr _ K)+)
T

=e"TE ((So e(r=0-0%/ATtowr _ K)+>

_ e—rTE((SO e(r—6—02/2)T+a VT wy _ K)+>

B _ In(So/K)+T (r—6+0%/2)
=5 T )

In(So/K) + T (r — & — 02/2))
oVT '

In Section 2.2 we studied the binomial model of a market with transaction costs.
It was shown in Theorem 2.5 that if the terminal buy and sell prices of stock S are
equal, then there exists a unique strategy that replicates the European call option.
This strategy is related to a binomial market without transaction costs where values
of profitability (and therefore, of volatility) are increased.

In the case of the Black-Scholes model, a similar result was proved in [25]. For
simplicity, suppose that B; = 1, ¢ < T, and that capital in portfolio 7 = (5,~) is
redistributed at discrete times t; = i T/N, i < N.

Constraints on redistribution of capital X[ = [, + v S; of portfolio 7 can be
written in the form of proportional transaction costs with parameter A > 0:

—Ke T <I><

AXZT = ’)/t ASt — )\St |A"}/t| .

Now consider a European call option that will be hedged in the class of strate-
gies described above. Denote CBS(ti, St,), @ < N, the capital of a Black-Scholes
strategy. Then an appropriate hedging strategy 7 must have capital X[ such that

X7 =C%(t;,8,), i<N,
and approximately (up to infinitesimals of high order of At) satisfy equation

OX™(t,8;) | 0% o O?°X™(t,S;)
o TS T a2 0

with parameter

- 8
02202(1—1—/\ )>U2.
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Thus, for pricing European call options in this case one can use the Black-Scholes
formula with the increased volatility.

Next, we consider an optimal investment problem in the framework of the Black-
Scholes model, where the optimal strategy is defined by the relation

sup E(nX7)=E(lnX}), XJ=X] =u.
TeSF

We sketch the solution of this optimal investment problem: find

Yi(z) = st;pE(ln YT(x)) ,

where supremum is taken over the set of all positive martingales with respect to P*,
starting at x.
Let the optimal martingale be

* * m
Y/i(z)=FE (Z*
T

]—'t>7 telo,7],

where

. p—r 1 (u - r)“‘
Zp = — — = T
T = €exp { Swr— 5
is the density of the unique martingale probability P* with respect to P.
As in Section 1.6, it can be shown that

E(InYr(z)) < E(InYg(z)).

Then using the martingale characterization of self-financing strategies, we obtain

LX)
Y = tBt =X;
for some self-financing strategy m* = (ﬂ;f, ’yt*) <7 Denote
* ’Yt* St
oy = X7

the proportion of risky capital in portfolio 7*. By the Kolmogorov-Itd formula we
have

dXt* = X: O[:wat,
and therefore
1
Xr=z exp{aa*wTJra* (w—r)T — 502 (a*)zT},

where o = .
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On the other hand,

X7

— 1/ —7r\2
:;L'exp{’uer—i—(M T) T}
o 2\ o

Comparing these formulae, we deduce the expression for the optimal proportion:

L=
o = T
o

which is often referred to as the Merton’s point.

So far we were studying markets with information flow F = (.7-}) ;< defined by

prices of asset S: F; = U(So, ceey St). When one wants to take into account the
non-homogeneity of the market, this leads to the assumption that some (but not all!)
of the market participants have access to a larger information flow. Mathematically
this can mean, for example, that the terminal value St is known at time ¢ < T or
that St will belong to some interval [S’,S”] etc. Let & be a random variable that
extends market information 7 to F; = o'(F;, €). Then F¢ = (F7),_,. is called the
insider information flow. Now we investigate how this additional information can be
utilized by a market participant.

For simplicity let » = 0. Using the formula for Merton’s point and the martingale
property of the stochastic integral, we obtain that the expected utility is given by

vp(xz) = sup E(lnX%(x))
TESF(F)

for the information flow F = (}"t) s<T

When using the insider information flow F¢ = (F} one cannot assume that

)th’

the process (wt, ff ) is a Wiener process. Nevertheless, it is natural to assume

t<T
that as in Girsanov theorem, there exists a F*-adapted process u& = (,uf) <7 such
that -

T
/ || ds < oo (as.),
0
and the process

t
’[Dt:wtf/ugds, t<7T,
0

is a Wiener process with respect to [F&.
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In this case the additional utility can be expressed in terms of the ‘information
drift’ p&. Indeed, for a self-financing strategy m € SF(F¢) the terminal capital can
be written in the form

T 1 /T T
X;E(a:):a:exp{/ asadﬁs—g/ ozso'2d3+/ ozs(;H—a,uﬁ)ds}.
0 0 0

Taking into account that

E(/OTgugds) —E</OT/;(dws—d{ES)) —0,

we find the expected utility

st(x)zx—F;E(/OTst) :1:+;E</OT [Z;—F(ug)ﬂ ds),

given the insider information F¢. Thus, the additional utility is given by formula

Avpe = vge(2) — vr(z) = ;E(/OT (M§)2d8>7

which can be written in more detailed form in many particular cases (see, for exam-
ple, [3]).

WORKED EXAMPLE 2.4

Find prices of European call and put options on a Black-Scholes market if
r=0.1, T =215/365, So=100($), K =80(%), p=r, c =0.1.
SOLUTION By the Black-Scholes formula we have

Cr=Cr(K,Sy,0) =Sy ®(y;) — Ke ™ d(y_)

004 In(100/80) + 22 (0.1 + (0.1)2/2)
a 0.1./215/365

215
000188 o '000/50) = 30— (01272
0.1+/215/365

=100 ®(3.177) — 80 01568 B(3.64) ~ 24.57.

The call-put parity can be used now to find the price of a European put
option:

Pr = Pr(K,Sy,0) =Cr — So+ K e " =24.57— 100 + 80 e 01563 ~ 0.
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If we increase the rate of interest to » = 0.2, then
Cr ~28.9 and Pr=0.
Increasing volatility to o = 0.8 implies higher prices:
Cr =~ 35.55 and Pr ~10.97 for r=0.1,

and
Cr =~ 38.05 and Pr ~9.16 for r=0.2.

Finally, for the model with dividends we have
Cr(6,r)=e T Cp(0,r—6) and  Ppr(d,r) =e T Pr(0,r — ).
Let 6 = 0.1, then

Cr ~ 18.86 and Pr=~0 for r=0.1,

and

Cr ~ 23.17 and Pr=0 for r=0.2.
For § = 0.2

Cr~13.5 and Pr =~ 0.04 for r=0.1,
and

Cr~17.8 and Pr=~0 for r=0.2.

2.7 Assets with fixed income

Consider a zero-coupon bond maturing at time 7' < T, i.e., a claim that pays 1 at
time 7. Let B(t,T) be its price at time ¢ € [0, 7). Naturally we have B(T,T) = 1
and B(t,T) < 1forallt <T.

The price B(t,T) can be written in three equivalent forms:

B(t,T) = eXp{ —r(t,T) (T—t)}7

B(t,T) = exp{ - /tT oD ds},

B(t,T) :exp{ —(T -1 1n(1+p(T—t,t))}.
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Functions r(-, T') and p(T —-, -) are called yield and yield to maturity, respectively.
Function f (¢, s), called the forward rate, represents the instantaneous interest rate at
time ¢ < s for borrowing at time s.

Under some reasonable assumptions we have the following relations

~ InB(t,T)
r(t,T) = T
f@&,T) = fglnB(t T)=rtT)+ (T —1) ir(t T)
’ ot ’ ’ or

Denote 7, = f(t,t) the instantaneous short rate at t. This rate of interest can be a
stochastic process, therefore bonds must be studied as risky assets since their prices
depend on interest rates.

Let » = (r;);>0 be a stochastic process on some stochastic basis (2, F,F, P).

Defining a bank account by
t
B, exp{/ rsds},
0

we arrive at the notion of a bonds market as a family (Bt, B(t, T)) . As
t<T<T*

in the case of the studied above (B, S)-market (‘shares’ market) , we can consider
discounted bond prices:

and construct a probability P* that is equivalent to the initial probability P and

such that the process B = (E(t,T)) +>o 1s a martingale with respect to P*. If

such probability exists, then we say that the bonds market is arbitrage free. We can

interpret the absence of arbitrage as the impossibility of making profit without risk.
Taking into account that B(T,T') = 1, we obtain

B(t,T)
B;

E*(B;'|F) =

and therefore we have the representation

B(t,T) E*(exp{ - /Otrsds} ft) ,

which allows one to study the structure of prices B(¢,T) by specifying process r =

(T’t>t20~
Here we list some of the frequently used models.

Merton
dry = adt + ydwy , a, v €R;

© 2004 CRC Press LLC



Vasicek
dry = (o — Bry) dt + v dwy , a, B, v €R;

Ho-Lee
dry = ot) dt + v dw,, v eR;

Black-Derman-Toy
dry = a(t) dt + ~y(t) dwy

Hull-White
drt:(a(t)_ﬂrt)dt+’ydwt7 ﬂ7’yeRa

Another way of specifying process 7 is given by the Schmidt model: let functions

f and g be continuous, and functions 7" and F' be continuous and strictly increasing.
Then define

re=F(f(t) +g(t) wre)) -

All the models listed above can be obtained from the Schmidt model by choosing
appropriate functions F, f, gand T'.

An equivalent alternative way of describing the structure of bond prices is based
on specifying the evolution of forward rate:

df(t,T) = o (T — t)dt + o dw,

or
ft,T) = f(0,T) 4+ 0*t (T —t/2) + cw,

where f(0,T) is the present forward rate. This implies

dry = (gtf((),t)—i-02t> dt + o dwy ,

or
2

rt:f(O,t)—F%tQ—Fowt.

Substituting the expression for f(¢, s) into formula

B(t,T) :exp{ —/tTf(t,s)ds}7 t<T,

we obtain
/tTf(t,s)ds :/t {f((),s)—i—a%(s—t/?)} ds+ o (T —t)w;

T
T o2

:/ f(O,s)ds+?tT(T—t)—FU(T—t)wt,
t
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and hence

B(t,T) :exp{—/tTf(Qs)ds—U;tT(T—t)—i-a(T—t)wt}

- 265 eXp{ - ZtT(T‘””(T_”“’t}'

We can also rewrite it in the form

B(t,T) = BB((%? exp{(T—t)f(O,T) - T~ (T 1) rt}.

Note that this model is a particular case of the Heath-Jarrow-Morton model, and
it is not difficult to check that the initial probability is a martingale probability.

Now we proceed to detailed study of the Vasicek model. According to this model
the interest rate oscillates around o/ 3: r; has positive driftif r; < a/(3, and negative
ifry > a/B. If /B = 0, then 1y is a stationary (Gaussian) Ornstein-Uhlenbeck
process.

Applying the Kolmogorov-It6 formula we obtain

¢ ¢
re=e Pt [ro +/ ae’t ds+/ v el dws} .
0 0

Using the Markov property of r;, we can write

T T
B(t,T)—E(eXp —/ reds ’.771>—E<exp —/ reds T{)
{~] ras}ln {=] raslr
2 T T 2
— T —B(u—s)
exp{ 5 /t (/5 e du) ds
T u T
704/ / e Blu—s) dsdufrt/ eﬁ(“t)du}
t Jt t

= exp{a(t,T) —r b(t,T)},

,.YQ T T 2 T u
a(t,T) = 5 / (/ e Plu=9) du) —a/ / e P9 ds du
t s t t

T
b(t,T) ::/ e Pt dy .
t

where

This gives us the general structure of bond prices. Now, in the framework of the
Vasicek model, we consider a European call option with the exercise date 77 < T <
T™* and payoff function

f = (B(T/vT) - K)+ )
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where K is the strike price.
The price of this option is given by

C(T',T)=B(0,T)®(dy) — K B(0,T")®(d_),
where

2
T _Bu—T'
In 80 & 42,7 (e )

o(T",T) fTT, e~ Pu=T") dy

T T 5 N\ 1/2
o(T',T) = </ (/ v e Alu=s) du) ds) :

We need to compute

dy =

b

(T, T) = E<e [ rede (BT T — K)+>
.T/
= E<I{w:B(T’,T)>K} e Jo Tudu B(T/,T)>

_KE(I{w:B(T/,T)>K} e o du)

Note that
{w: BT',\T)>K} ={w: a(T",T) —rp b(T",T)) > n K }

:{w:rTlgr'},

where
,  InK —a(T',T)
- =T, T)

Let

T T’

E=rp 77:/ Ty du Cz/ 7 du,

0 0

we obtain

(T, T) = E(I{wﬁgg/} e—’?) _ KE(I{MST,} e—f) .

To find the final expression for the price, we need the following lemma.

LEMMA 2.4
Suppose X and Y are Gaussian random variables. Then

E(I{w:Xga:} eXP{—Y}) = exp {% - ,UY} (7),

Bl xen X (=Y} =exp{ % v} [(nx - o) 8(@) - ox 0(2)]
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where

fzﬂi—(/ﬁx—l)xy)
ox ’

0% and 0% are variances of X and Y, pxy = Cov(X,Y) and

Note that the quantitative characteristics of £, n and ( are given by

T/
e = E(?"T/) = PT (ro + / e P ds) ,
0
T T T pu
[y :E(/ rudu> =1y / e Pldu+ a / / e Pu=9) ds du,
0 0 0o Jo
T T’ T
fi¢ :E(/ Tudu> =7y / e PUdu+ a / / e P=8) ds du,
0 0 o Jo

Ug _ V(TT/) — A2 / e~ 28(T"—s) ds,

T’ T’ , T’
pec = COU(TT/, / . du) — 42 / o BT —s) / e PU=5) du ds |
0 0 s

T T
pen = Cov (rT/, / Ty du) = pec + a?/ e BE=T") gy .
0 T
Thus
O, T) = B(Iwery ¢7) = K B(Iwezrry ¢ )

e

g¢

0'2 'r'/_ _
_Kexp{gc_uc}q,((%ﬂsd)_

g¢

Substituting expressions for yi¢, fiy, pic, 0F, 05, 02, pec and pey into the latter for-
mula, gives us the final expression for the price C(T",T).
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Using the observation
(K - B(T",T))" = (B(T', T) - K)" = B(T',T) + K,
we compute the price of a European put option in a (Bt, B(t, T))—market:
P(T',T)= K B(0,T")®(—d_) — B(0,T) ®(—d) .

Now we discuss one of the approximation methods for pricing such assets with
the fixed income. Consider a zero-coupon bond with face value 1 and terminal date
T = 1 (say, year). For simplicity, suppose that P* = P (i.e., the initial probability
is a martingale probability; see for example the Vasicek model). The bond price is

given by .
B(t,T)zE(exp{—/ rsds}‘}'t>.
¢

In our case t = 0 and T' = 1, hence

B(0,1) :E(ro exp{ —/Olrsds}’}'o> :E(exp{lnro—/o

Suppose that the evolution of the interest rate is described by

1

re ds}> .

=70 eat—i—awt — eln b+Yy —_ beY‘ ,

where
ro=>= and Yi=at+ow;.

Our further discussion is based on the following methodology, which can be found,
for example, in [4]. Let f = f(x), € R, be a convex function, (£;)o<s<1 be a

Gaussian process, X := fol et dsand £ ~ N(0,1).
From Jensen’s inequality we have

B(f(0) = E(B(F(0)[¢) = B((E(XI9))-

Now choose

fla) = et

éz/olwsds/\/v(/olwsds»

which is clearly a Gaussian random variable. Then

E(g):E(/Olwsds/,/v(/olwsds»
_/OIE(wS)ds/,/V(/Olwsds) ~0.

and
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Using the Kolmogorov-It6 formula we write

1 2 1 gt t 1 gt
(/ wsds> :2//w5dsd</ wudu>:2//wsdswtdt
0 o Jo 0 0o Jo
1 gt 1 gt
:2//wtwsdsdt:2/ / [ws—i—(wt—ws)]wsdsdt.
o Jo 0o Jo
Since increments of w are independent and V (w;) = t, then
</ wsds> —2// dsdt-?//sdsdt
o Jo 0
1
:/ 2 dt =
0

Using the Theorem on normal correlation (see [41]) we can write
E(Yi|€) = at + ke,

where

1 1
ki = Cov(Ys, 5):\/5000v<wt,/ wsds):\/gcr/ (1—s)ds
p 0 0

V(Y| =V(Yy) — ki =0 (t—3t2+3t3 —3t4/4> -
Cov(Yt Yslf) = 0% min{t, s} — ki ks = 145 .

Also

Now consider

1 1
e = E(/ o d8‘£> :/ e EtYe/2 ds.
0 0

00 67z2/2

gives us the lower estimate for the bond price.
To find the upper estimate U B; we note that there exists a random variable 1 such
that

Computing

E(f(X)) = B(F(E(XI9)) + B([X - BE(X9)] ' (B(X[¢))
+5 B([X - B(XI9) £ 0)
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This implies the estimates

B(£(x) < F(B(X19) + 5 B([X - BXI9) ()

and
B(7x) < B(F(BX19)) + 5 B([X = EXIO) sup s (@)
Thus )
UB = LB + ;¢ E(V(X|§)) ,
where

c? =sup f’(z).
x

One can compute L B; using standard approximation methods for computing inte-
grals. Thus this methodology allows one to approximate bond prices and to compute
the corresponding error estimates.

This methodology can also be used for computing prices of options. For example,
for a European call option we have

f(z) = (e_b’” —K)—s_7

and one has to approximate

[es} e—z2/2
LB, :/_ f(h(2)) N dz.

2.8 Real options: pricing long-term investment projects

Long-term investment projects play a significant role in modern economy. Devel-
opment of a new enterprise is a typical example of such a project. A company that
plans an investment of this type is often not obliged to realize the project. In this
sense such investment activities are similar to a call option on a financial asset. In
both cases an investor has the right to gain some outcomes of a project in return for
invested capital (e.g., buy shares at a strike price). Such investment programs in ‘real
economy’ are referred to as real options (see, for example, [13]).

This similarity suggests that methods of managing risk related to contingent claims
may be helpful in managing risk related to long-term investment projects.

Let us consider a project with a fixed implementation date 7'. As before, we will
use the notion of a basic asset, which represents the expected result of the project.
Let S; be its price, then it is natural to expect that the price of the project is given
by some function F'(St). Clearly, this quantity must reflect the discounted yield
generated by the basic asset S.
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Studying the profitability of the investment project is essential for making a deci-
sion about its realization. If I is a fixed capital of a proposed investment, then it must
be compared with some level of profitability R, which depends on F'(St):

If I <R, then the projectis accepted for realization;
If I> R, then the project is rejected.

How to find sensible values of R? If evolution of the basic asset is deterministic,
then its price can be written in the form

S;M =exp{s:},

where s; is a deterministic function of ¢ € [0, T]. If r is the rate of interest, then the
level of profitability can be defined as

R=R{" =e " F(S¢").

If evolution of price of S is not deterministic, then we model it in terms of Sﬁet
perturbed by a Gaussian white noise with mean zero and variance 0. Then the
expectation of price S;°'° will coincide with price’s deterministic component:

B(Sp¢) = St = exp{s;}, So=1.

The evolution of prices is given by
) 2 2
gnoise — gdet oy {0 wy — % t} = exp {st +ows — % t} ,

where w is a Wiener process.

S:jel SFolse

© 2004 CRC Press LLC



Then it is natural to define

Rgoise _ E<€7TT F(S%et))

. S et \/7 o2 e—w2/2
=e " F(Se e { T x——T}) dx
/_oo TP 7 2 V2T
e—T'T [e’e] 0.2 5
= F(ex {s +VTox——T )e_I/de
V2T J—so b 2 }

— R as o —0.

Alternatively, one can define R as the expectation of F (ST) with respect to a
risk-neutral probability P* (see [26]) whose density with respect to P is

T 1 /7m\2
75 oo (5)'7)
T=exp_wr =5
By Girsanov theorem, the process

N r
w, =wy — —1t
t
o

is a Wiener process with respect to P*. Thus, we obtain another value of R:

2

R=R'=F* (e*TTF(ST)> = FE* <eTTF(exp {ST +owp — % T})>

2

=e T E* <F (eST”T exp {J wp —rT — % T}))

2

=t (T o o (wr - L7) - S 1))
o 2
o2
=e "TE* (F(eST”T exp {0 wp — = T}))

efrT 00

V2T oo

In some types of long-term investment projects it is natural to assume that the total
value of an investment and the implementation date are not known in advance. For
example, investments in scientific research or in the production of energy are projects
of this type.

Suppose we know the final cost of the basic asset, and let X;, ¢ > 0 be the amount
of capital necessary for completion of the project. As a particular example, consider
the Pindyck model, where random process X satisfies the following stochastic dif-
ferential equation

2 2
F(exp{sT—FrT—F\/TUx—%T}) e v 2 dy.

dth—oztdt+6\/atXtdwt, X():.I’,
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where G > 0 and « is the intensity of the investment flow.

Since investment potential is often limited, and it is not possible to reverse the
investment flow, then it is natural to assume that &« = (ay) is a bounded random
variable. For simplicity, say «; € [0, 1]. Process « plays the role of control in the
process of spending the investment capital X; = X;*. Choosing « from the set of all

admissible processes
I={a: a,€[0,1]}

implies defining a natural implementation time
T:T"‘:inf{t: Xt:Xto‘:O}

for a project.
If V is the final cost of the project and r is the rate of interest, then the quantity

-
Ve 7/ a, e "t
0

represents the profit gained by choosing the investment strategy «.. The average profit
is given by

v¥(z) = B, (V e’ — /OT ap et dt) ,

where notation E, for mathematical expectation indicates that the initial investment
x was necessary for completion of this project.

Since all control strategies belong to the class J, it is natural to define the optimal
strategy o from

v(z) = supv®(z) = v* (z). (2.15)
a€l
Problems of this type are usually solved by the method of dynamic programming,
where one of the main tools is the Bellman principle. Here we briefly sketch this
method (for more details see [23]).
Suppose that the controlled process X; = X[* satisfies the stochastic differential
equation
dX; =dXy =bo (X)) dt + 00(X)) dwy, Xo =1,

where b,, and o, are some reasonable functions (for example, satisfying Lipschitz
condition), and « is a control process that is adapted to a o-algebra generated by X;.

For estimating the quality of control o we introduce a function f(z), a €
[0,1], = € R, which is interpreted as the intensity of the profit flow. Then the
total profit on interval [0, t] is equal to

/ e xe) ds.

oo =B [ e as)

Denoting
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its expectation on [0, co), we will find the optimal control o* from condition (2.15):

*

v(z) = supv®(z) = v (z).

a€l
We use the Bellman principle:
t
v(x):supE$</ fa(X;’)dS—i—v(Xf‘)), t>0, (2.16)
a€ld 0

for determining the price v(z). We briefly explain the motivation for using it. Let us
write the total profit of using strategy « in the form

/Ooofa(Xs)dsz/otfa(Xs)ds+/toofa(Xs)d8.

If this strategy was used only up to time ¢, then the first term in the right-hand
side represents the profit on interval [0, ¢]. Suppose the controlled process has value
y = X, at time ¢. If we wish to alter the control process after time ¢ with the aim
of maximizing the profit over the whole of [0, c0), then we have to maximize the

expectation
B [ o),
t

where « also denotes the continuation of the control process to [t,00). Changing
variable s = t 4 u, u > 0, and using independence and stationarity of increments of
the Wiener process, we obtain

B ([ 0 as) = o) < o),

Thus, a strategy that is optimal after time ¢, gives the average profit such that

e t PR ds 4 0(XD)) 2 07 0).

One can choose a5, s > t, so that the corresponding profit is close enough to the
average profit. Hence, taking supremum of both sides of the latter inequality yields
the Bellman principle (2.16). If we a’priori assume that the Bellman function is
smooth enough, then the Bellman principle can be written in the following differen-
tial form

N “Tow a1 0% 5
oXE) = ote) + [ |G+ G oRx)]

L ov
a_ aXad S
+ [ Groa(xs)du
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where Kolmogorov-Itd formula was used. Since the last term in the right-hand side
is a martingale, then we obtain

o) =smp ([ 7o) ds - o(xi) )

a€l

= sup&(/ot BZ bo (X$) + % g— 2(X2) +f“(Xa)] ds+v(:1c)> :

aeld
Hence
sup [ La v(a) + ()] =0,
a€cl]
where )
0 1 9%v
Lov= & otz 5 02

Ox 2 Ox2

The latter relation is usually referred to as Bellman differential equation.
Note that the considered investment problem controls process X;* only up to the
time
T=1TpH

of its exit from region D. Thus this problem can be written in the following general
form

T N

o(z) = sup E, ( [ e as+ o) ) 7
a€el 0 o

where g = g(z) is some function defined on the boundary 0D of set D. In this case

we again arrive at a Bellman differential equation

sup

a€ld

1 0% 2 ov
l 02 (x)—i—%

ba(x) = ro(z) + f“(w)] =0,

which is satisfied by Bellman function v for sufficiently wide class of coefficients
bo(z) and 04 (z), o € [0,1], z € R.
Consider again an investment problem in Pindyck model (see [36]). We note that

fY@)=a, g(x)=V, D={zr:z>0}.

Then Bellman differential equation has the form

(@) v N p? 0%
rv(xr) =su - — —_
e oz 2 “Toa2 |’
or, taking into account linearity in «
d 8> . 8 : [3 82
0 0therw1se
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It is clear that the investment strategy

Lo 1 it X<
tT0 if X, > a2,

where z* is a solution of v(z*) = 0, is a candidate for being optimal.
Consider differential equation

Its general solution has the form
v(z) =22, (2 = Vo) + a2 H (2V=bx) + (1 - v)b,
where v =1+ 2/3%,b=2r/3?,

> x/Q)"+2k
= k'I‘ v+k+1)

is Bessel function of the first kind, I" is gamma-function and H, l(,l) is Hankel function
of the first kind.
This solution can be also written in terms of modified Bessel functions:

e (m/2)”+2k

L(w) = — KTy +k+1)’
n—1 k n—k_—
Ko(z) = (-1 (o) nGey2) + 3 3 CU ORI gy

(1) = (/2
2 e kl(n+h)

{\If(n+k+1)+\1/(k+1)], nez,

where U is the logarithmic derivative of I'. We have

v(z) = c1 (=12 2”2 I,(2Vbx) +eo % (—1) 2072 K (2 Vb ) +(1-v) /b.

el bl,)u/2+k
v/2 I.(2vb — /2 (
w1, (V) = L RIT(v+k+1)

—0 asxz—0,

then the initial condition v(0) = V" allows to compute

sin(mv) D(1 — v) b/2 (—1)~@+D)/2 (v + %) ifv ¢ 7

Coy =
am b (1) (Vg 1) ifv ez,

© 2004 CRC Press LLC



Note that we are solving a problem with an unknown boundary. In the theory of dif-
ferential equations, such problems are referred to as Stefan problems. The method-
ology of dealing with such problems involves the ideas of continuity and smooth
gluing on the boundary = = x*:

This implies
o = (e K2,
IV,1(2 b.’E*)

K, (2 \/W)

zv/ r)+c T —v
AV 21,(2Vba) + c K, (2Vbz) + (1 — v) /b,

v(z) =

where ¢ = % Co.

Now we have to check that the constructed function v and control o* indeed solve
the initial investment problem. The ‘verification conditions’ in this case are

1) v*(z) < v(z) for any « and «;
2) v (z) = v(x) for z > 0.

Here is the sketch of this verification. From the properties of Bessel functions we
have that the solution to

5—2:68—20—@—7"1)—1—0
2 " 0x?2 O B
is a smooth function. Also
2 2
5 azx ﬂf @—rvfa<0

Ox? Oz

for a € [0, 1]. Further, using the Kolmogorov-Itd formula, we have

tAT
e~ T(tAT) U(Xt/\r) =v(x) + / e "BV as Xsv(Xy) dws
0

tAT 2 2
I} o0“v ov
+/0 [2 o X, @(XS) o, %(XS) rv(Xs)} ds

tAT tAT
< w(z) —|—/ e " B as Xsv(Xy) dws + / e " asds.
0 0

Taking expectations and using the martingale property of stochastic integrals, we

obtain o
’U(.’,E) Z Eﬂ" (efr(t/\‘r) U(Xt/\T)) - E’c (/ 677“5 Qg dS)
0
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and hence
v(z) > v*(z)

due to convergence
E, (efr(t/w) v(XMT)) — Ve T as t— oo.

Establishing second verification property, we note that it clearly holds true for
Xy > z*. For X; < z* we use the Kolmogorov-It6 formula:

v(z) = E, (e*”(tm) v(XMT)>
tAT
+Ex</ e "B as X, v(XS)dws>
0

tAT 2 2
N N L
+Ex</0 e [ 5 os X 22 (Xs) — as 895(XS) T’U(Xs)} ds)

= B (e 0(Xis))

tAT 2 5
s [0 X P )l 2 x
+E1‘</O (& |: 9 Qg XS 81'2 (XS> g o (XS) ’["’U(XS):| d8> X

Passing to the limit as ¢ — oo and choosing & = a* completes the verification.

Finally, we note that the existence of z* as a solution to v(z*) = 0, follows from
analyzing this equation with the help of the following asymptotic representations of
the modified Bessel functions:

e.l‘

Jy(x):ﬁ(uo(ux)) and K,,(x):\/%e—”’ (1—1—(9(1/1‘))

2.9 Technical analysis in risk management

The study of market action is an essential part of analysis of financial markets.
The collection of methods and tools of qualitative analysis of market prices forms
an important part of modern financial engineering and is usually referred to as tech-
nical analysis. Recent developments in financial mathematics provide significant
theoretical support to empirical methodologies of technical analysis, and hopefully
will encourage development of new trends in this area.

Technical analysts believe that market prices depend on psychology of market
participants, and therefore various types of financial information are often used in
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technical analysis. Forecasting future price trends is the major goal of technical
analysis. All relevant current information is represented in the form of indicators
and expressed in graphs, mnemonic rules and mathematical functions.

To make an informed investment decision, one has to identify the most probable
trends in the market, estimate effectiveness of operations and risk of having losses,
determine volumes of transactions given information on the liquidity of stocks taking
into account transaction costs and other factors.

Charts are traditional forms of visualization of dynamics of prices and indices.
The most widely used forms of charts are bar charts and (Japanese) candlestick
charts. For example, the candlestick consists of a line that represents the price range
from the low to the high, and of a rectangle that measures the difference between
open and close prices: it is white if the close price is higher than the open price, and
it is black otherwise.

The most important elements of a chart are trend lines, support lines and resis-
tance lines. Uptrends have ascending sequences of local maximums and minimums,
downtrends correspond to descending sequences, and sideways trends correspond to
constant sequences. Support is represented by a horizontal line that indicates the
level from which prices start growing. It ‘supports’ the graph of the price trend from
below. Resistance is represented by a horizontal line that bounds the graph of the
price trend from above. It indicates the price level when selling pressure overcomes
buying pressure and prices start going down.

Support and resistance lines can move up and down, which corresponds to in-
creasing or decreasing price trends. It is extremely important to identify the mo-
ments when a trend line breaks, i.e., becomes decreasing after being increasing or
vice versa, since most financial gains and losses happen at such moments.

More complex patterns on charts are usually described in terms of figures. The
most popular are head and shoulders, various types of triangles and flags (see, for
example, [34]).

One of most essential axioms of technical analysis is that prices ‘remember’ their
past. This makes the concept of trend the key element of technical analysis: one has
to identify trends in the appropriately chosen past and use them for forecasting future
prices.

Quantitative realization of these ideas is given by indicators. One of the most pop-
ular indicators is moving average, whose simplest and most commonly used version
is defined by

Sip Ao+ Sein
2n+1

)

where ¢ is the current time, n defines time horizon, S is the price of stock S at time ¢.

Moving average is widely used in identifying trends, in making decisions about
buying or selling stock and in constructing other indicators. If the stock’s price
moves above moving average, then it is recommended to buy this stock, and to sell
otherwise. Thus, moving average is designed to keep one’s position in the boundaries
of the main trend, and parameter n must correspond to the length of the market cycle.
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Another important indicator is divergence. Fluctuation of prices reflects the insta-
bility of the market and is represented by a sequence of rises and drops. It is essential
to determine as quickly as possible which of the rises or drops indicates a change in
the main trend. If the price line reaches its new peak but the indicator does not, this
indicates that the market activity is becoming slow and is called bearish divergence
(or negative divergence). The symmetric bullish divergence (or positive divergence)
corresponds to a situation when prices continue to drop but the indicator does not.

Technical analysis of various averaging indicators and individual stock prices is
often complemented by the study of trading volumes. Volume-based indicators are
based on the hypothesis that changes in trading volumes precede changes of prices.
Thus, observation of a change point in the dynamics of a volume indicator can be
naturally interpreted as a change in the price trend. One of the key indicators here is
called the accumulation-distribution indicator, which is defined by the formula

Sy — 5

——— V+1
max S — min S 45

where 57 and Sy are open and close prices, max S and min S are price’s maximum
and minimum taken over a specified period of time, V is trading volume and I is the
previous value of indicator.

We can summarize that one of the key problems of technical analysis consists in
detection of change points in price trends. We will use quantitative methods for deal-
ing with this problem, for which we need to introduce some notions and assumptions.
Let a stochastic process X = (Xt) te(0,T] represent the evolution of prices. We
wish to identify a moment of time 6 when process X changes its probabilistic char-
acteristics. This can be a point in [0,7] where X attains its maximum, i.e., prices
change the ascending tendency to descending.
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Then we need to choose a stopping time 7* adapted to the observed information,
such that 7* is sufficiently close to # and the values of X at these points are also close
in some sense; for example, the variance of the difference Xy — X~ is minimal. In
1900 Bachelier suggested that the evolution of prices can be modelled with the help
of a standard Wiener process (Brownian motion): X; = wy, ¢ € [0,T].

For simplicity, let ' = 1. We construct an approximation of quantity wy using
w,, where stopping time 7 is adapted to filtration F = (.7-}) +>o generated by Wiener
process w:

Fi = o(wy), t>0.

Let us introduce the following notation:

S¢ := max ws,
0<s<t

and
V* = iI‘}fE(G(Sl — wT)> ,

where G is an observations cost function, and the infimum is taken over all stopping
times 7, i.e., over all random variables such that

{w: 7<t}eF forall t>0.

Our aim is to find an optimal stopping time 7%, so that
v = B(G(S - w)).

The existence and structure of quantities 7* and V* is given by the following
theorem [43].

THEOREM 2.7
For the cost function G(x) = 2 the optimal stopping time T* is defined by
the formula

T*:inf{tglz St—wtzz*\/l—t}.

Here z* = 1.12 is a solution to equation
4P(z) —2z¢(2) —3=0,

where

d(z) = /_Z o(x) dzx and d(z) = — e 12

In this case
V' =2®(z")—1~0.73.
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REMARK 2.2

1. The quantitative characteristics of the optimal stopping time are

2*2

E(m) =17

~ 0.55,
22*4

Vi(r*) = ~ 0.05.
) = A G 6757

2. For an arbitrary time interval [0, T] the optimal stopping time and price
are given by

) =inf{t<T: Sy —w, >2"VI—t} and V(T)=V*T,

respectively.

PROOF (of Theorem 2.7) From the strong Markov property of the
Wiener process, for any stopping time 7 and for any cost function G = G(z)
with E(|G(S1 — wy)|) < oo, we have

)

r=w;,s=S,,t=T

E(G(51 - wT)|_7-'T) = E(G(max { mMax wy, Trgia,i(l wu} — wT)

E(G(max {s, Ogrggﬁth + x} — x)

)
T=w,,s=Sr,t=7

E(G(max{s, 7)+:r} —x))

where random variable

7= max w,
0<r<1—t

has the following distribution

dF,(t.y) = 2¢(\/1y7t> %.

Thus
E(G(51 - wT)|.7:T> =G(s—a)Fy(t,s—x) + /io G(y) dF,(t,y)

=G(s—x)+ /s_z [G(y) - G(s— 95)} dFy(t,y)

where z =w,, s=S5,, t=r. [
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Using this representation, we compute

V' = inf B(G(S) - w))

ing(G(ST —w,) {m(%) - 1] +2 /i Gz VI —7) 6(2) dz).

In particular, for G(z) = 22 we have

v irTle<(1_T) <b}_“’;)2 [2@(%)-1} +2 /Oow 22 ¢(2) dz).
T

Taking into account that distributions of processes S —w and |w| coincide, we obtain

V*

:irTle<(1—T)< |i”:|7)2 {2@( |i”:|T) —1} +2/:17W 22q§(z)dz>
Vier

S (TACES)}

where Ha(z) = 2% +4 [ u (1 — ®(u)) du.
Let us introduce new time s > 0 by

1—t=e2°, te[o,1],

then

Using the Kolmogorov-Ito formula we represent Z; in differential form:
dZy = Zsds +V2dp,,

where

1 1—e™? dw;
s — T = 9 5207
=75, =

is a new Brownian motion.
Let Zyg = Z and

V*(z) = ing(e—QS HQ(\ZS|)) :

then V*(0) is a solution to the initial problem.
The optimization problem for diffusion process Z; is reduced to the following
Stefan problem:
L;V(z)=2V(z), z € (—=z",2"), (2.17)
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V(£2") = Ha(2"), V'(£z*) =+ Hy(z"),
where Ly = z % + % is generating operator of the diffusion process Z,, s > 0.
General solution of equation (2.17) is given by

V(z)=cre® 2 M(3/2,1/2;2%/2) + caze ™ 12 M (2,3/2;2%/2),

where

L a ala+1) 2
M(a,b,(ﬂ)—1+g$+mi+...

is the hypergeometric Kummer function.
Since V*(z) is even function, we have c; = 0. From boundary conditions we also

have
2*2/2 HQ(Z*)
M(3/2,1/2;2%2/2)

where z* is a strictly positive solution of equation

C1 =

Hi(z) 4 =32 M(5/2,1/2;2%/2)
Hay(z) ~ 77 M(3/2,1/2;22/2)

Thus we obtain the following expression for the price V*(z):

2 )

HQ(Z) eXp{Z*z_zz} M(3/2,1/2;z2/2) if |Z| <
Wiy M(3/2,1/2i2%2/2) =
Vi(z) =

Ha(l2]), if [z = 2
The corresponding stopping time is then defined as the first exit time from the ball
o* :inf{s >0: |Zs| > z*}

with radius z*.

The standard verification procedure can be used now to prove that these quantities
are optimal. Then we can write solutions to the initial problem. Indeed, changing
back to time t = 1 — e~ 2% and using the facts that Z; = w;/+/1 —t and that the
distributions of S — w and |w| coincide, we obtain an expression for the optimal
stopping time for the initial problem:

T*:inf{t§1: St—wtzz*\/l—t}.

Since evolution of prices in the problem of quickest detection of tendencies is
described in terms of a stochastic process, one can consider a slightly different setting
of that problem. Namely, one solves a problem of quickest detection of time when
the probabilistic characteristics of the stochastic process change. This problem is
referred to as a change point problem, and it was introduced by Kolmogorov and
Shiryaev.
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It is convenient to specify process X in the following way:

_ Jodw, if t<6
dXt_{rdt—&—adzm, if t>0

The stopping time 7 adapted to observations of process X can be interpreted as an
alarm time by considering the following events:

{w: 7 <0} and {w: >0},

where the first event corresponds to a false alarm, and the second indicates that the
change point has been passed and one has to make a decision as promptly as possi-
ble. One of the natural criteria for making such a decision can be formulated in the
following form: for a fixed ¢ > 0,

(a) find
V(e) = inf {P({w <0} +cB((r— 9)+)},

where 7 is a stopping time adapted to filtration (]-'tX ) generated by the ob-
served price process X;

(b) find a stopping time 7* such that
Vie)=P({w: 7 <0}) +cE((" - 0)").
This criterium has a clear and natural meaning: the decision to stop is made at
a time when the probability of a false alarm and the average delay after the change
point § are minimal.

Suppose that random variable 6 has an exponential a priori distribution with pa-
rameter A > O:

P{w: 6=0})=m€[0,1]

P{w: 6>t]0>0}) =e .
Posterior distribution of 8 is denoted
m=P{w: 0 <t} FY).

It gives rise to a new statistic
Tt

gpt:l—ﬂ't’

whose structure we now study.

Denote P, the conditional distribution of X with respect to 6. Note that Py corre-
sponds to the case when d X; = r dt + o dw;, and P, corresponds to the case when
dXy = o dwy. Introducing statistics

_dP

Li=—(tX
t dPQQ(? )7
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we can write
dPy Ly

dPs, Ly’

By Bayes’s formula we obtain

0<t.

_ P({w:0<t}|FY)
b P({w: 6>t} | F¥)

wt(N) = ¢

m At AP0 At /t dPy Y
= — (t, X — (t, X
. P (t,X)+e | dP (t,X) e "7 do

t
L
T eMLt—F/\e)‘t/ ZLeMyag.

Now, taking into account

dL; = — Ly dX,
g

and using the Kolmogorov-Ité formula, we obtain

™

dpy = X1+ @) dt +

r
— o dX = .
P PtaXe, Po -
Taking into account the relationship between ¢, and 7, and using the Kolmogorov-
1t6 formula, we arrive at a stochastic differential equation for the posterior probability
Tt

T2

r
dmy = (x\—;ﬂt) (177Tt)dt+?ﬂ't(1fﬂ't)dXt7 T = T .

Now we solve the problem (a)—(b) in this Bayes’s setting with the a priori proba-
bility 7. Rewrite V' (¢) = V/(¢, ) in the form

Vie,m) = infE((l —m)+c / Ty ds) = p*(m).
T 0
Consider the following innovation representation of process X :

dXt :T7rdt+adﬁt,

where  is some new Brownian motion with respect to filtration (7).
Using this representation we can rewrite stochastic differential equation for 7; in
the form ,
d’iTt :A(l—ﬁt)dt-f— ;’ﬁ't(l —’/Tt)d@t.

Noting that

t t
— 1
/Wst:TrO Trt+*£/7rs(1_7rs)dmt+t7
0 0
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we arrive at the following expression for the price function
N . c c
Vie,m) = p*(m) = me((l—i— Xw) — (1 + X) T —|—c7') .
Thus, m, is a diffusion process generated by operator
d 1, d?
o T2t Mg
where a(m) = A (1 —m)and b(n) =7 (1 —7)r/o.

Now we can apply the standard method of solving the change point problem,
which reduces to the Stefan problem

L =a(n)

Lp(n)=—cm, mel0,B),
p(B)y=1-B, w¢€|[B,1],
p'(B)=~1, p'(0)=0.

A general solution of this problem depends on two unknown constants. Another
unknown parameter is constant B, which defines the a priori unknown boundary of
the region in this free-boundary problem. Having one boundary condition for p at
7 = B and two conditions for derivatives p'(B) and p’(0) (conditions of smooth
sewing of a solution), we can write solution in the explicit form:

(1-B") - [ y*(@)de, 7e[0,B)
p(m) =
1—m, 7 € [B*,1],
where J
_ —c/ G@)-Gw) __ Y
y(1—y)?
with ) N
Yy c
G(y) =1 -—=, A=——+, C=——
) Ogl—y Y’ r2/20"’ r2/20"’
and B* is a solution to
c/ AGBY -G W
y(1-y)?

The standard verification technique can be used to show that found function p(7)
coincides with p*(7), and

™ =7%B) =inf {t : m > B*}

is an optimal stopping time, such that

*

p*(7) :E((I—WT*)—i—c/OT 7rsds>,
Vie,m)=Pr({w: 75 <0}) + cE-((" = 0)1),
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where notation P, and FE reflects the presence of an a priori distribution with
P{w: 6 =0}) =

Finally, we note that the same methodology can be applied when the evolution of
prices is represented by process X; = ut + w;. Using Girsanov theorem, we can
construct a new probability P* such that process p ¢t + w, is a Brownian motion with
respect to it.
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Chapter 3

Insurance Risks. Foundations of
Actuarial Analysis

In this chapter we discuss insurance risks, methodologies of premium calculations
and of estimation of reserves. In particular, we focus on actuarial analysis of risks
that takes into account the investment strategies of an insurance company.

3.1 Modelling risk in insurance and methodologies of
premium calculations

Insurance is a contract (policy) according to which one party (a policy holder)
pays an amount of money (premium) to another party (insurer) in return for an obli-
gation to compensate some possible losses of the policy holder. The aim of such
a contract is to provide a policy holder with some protection against certain risks.
Death, sickness, disability, motor vehicle accident, loss of property, etc. are some
typical examples of such risks. Each policy contract specifies the policy term and the
method of compensation. Usually compensation is provided in the form of payment
of an amount of money. Any event specified in the policy contract that takes place
during its term can result in such an insurance claim. If none of the events specified
in the policy contract happen during the policy term, then the policy holder has no
monetary compensation for the paid premiums.

The problem of premium calculation is one of the key issues in the insurance
business: if the premium rate is too high, an insurance company will not have enough
clients for successful operation. If the premium rate is too low, the company also may
not have sufficient funds to pay all the claims.

To study this problem we need the following basic notions:

e 1z, the initial capital of an insurance company;
e non-negative sequence of random variables g = 0 < 07 < ..., time moments
of receiving claims. Sequence T,, = o, — o,—1, n > 1, represents time

intervals between claims arrivals;

e N(t) = sup{n : o, < t} is the total number of claims up to time ¢. It is
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obviously connected with sequence (o,):
{w: Nt)=n}={w: on <t <on_1};
e sequence of independent identically distributed random variables (X, ), where

each X,, represents amount of claim at time o, ;

e X(t) = Zﬁ({’) X is the aggregate claim amount up to time ¢. Usually X is

referred to as a risk process. Note that X (t) = 0if N(¢) = 0;
e denote II(¢) the total premium income up to time ¢ > 0;

o the capital of an insurance company at time ¢ > 0 is given by
R(t) =x +TII(t) — X(1).

Naturally, we want to measure and to compare risks. The most common measure
of risk in insurance is the probability of bankruptcy:

1-P({w: R(t) >0, t[0,T]}),

where T is some time horizon.
Next we introduce some natural assumptions regarding process N (-):

1. N(0) = 0;
2. N(t) €{0,1,2,... };
3. N(t) < N(t+h).

Thus, the quantity N (t+h)— N (t) describes the number of claims received during
the time interval (¢,t + h).

N(Y)
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Usually it is assumed that process N(-) can have only unit jumps, i.e., it is not
possible to receive two or more claims simultaneously. Consider the distribution of
N(-):

i =rtio: w0 <) =(for Srs<$n)).

Probabilities py(t) can be explicitly computed under the additional assumption on
sequence (T,). If (T,) is a sequence of independent identically distributed random
variables with the distribution function

Fr(z)=P({w: T, <z}),

then sequence (o) is called a renewal process. A typical example of such a pro-
cess is a Poisson renewal process, when (7;,) has an exponential distribution with a
parameter A > 0, and therefore the distribution of N (¢) has the form

In this case E(N(t)) = Xt, V(N(t)) = At.

For example, if A = 2, then we have the following values of py(t):

k t=01 t=02 t=1 t=2
0 0.8187 0.6703  0.1353 0.0183
1 0.1637 02681 0.2707 0.0733
2 0.0164 0.0536  0.2707 0.1465
3 0.0011 0.0072  0.1804 0.1954
4 0.0001 0.0007  0.0902 0.1954
5 0 0.0001  0.0361 0.1563
6 0 0 0.0120 0.1042
7 0 0 0.0034  0.0595
8 0 0 0.0009 0.0298
9 0 0 0.0002 0.0132
10 0 0 0 0.0053
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We will assume that claims are paid instantaneously at the time of arrival, al-
though in reality there may be a time delay related to estimation of the amount of
a claim. Sometimes these delays can be rather significant, e.g., in insurance against
catastrophic events.

The exact distribution of claims is often unknown. It is assumed that it can be
described by some parametric family. Hence, one of the primary tasks in modelling
insurance risks is estimating these parameters.

Here are examples of some widely used distributions

Poisson

P({w:X:x}):e‘Ag, r=0,1,2,...,

is often used for modelling the number of claims;

Binomial
. — — m x m—x _
P({w.X—m})—(x>q (1—q)™ 2, rz=0,1,2,...,m,

represents the number of claims for a portfolio of m independent policies,
where q is probability of receiving a claim (if m = 1, then it is called Bernoulli
distribution);

Normal
1

Pw: X <a}) = / Tora e~ (@—p)?/20° d

Exponential
P({w:Xﬁx})zl—e‘M, x>0,A>0,
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has various applications, for example, models the distribution of jumps of a
Poisson process with intensity A;

Gamma
xT ﬁa 4 _
P{w: X <z :/ 2 e P 4y 8>0;
({ }) 0 F(a)
Papeto
)\ (07
P({w:X<m}):1—</\+x) , x>0, a>0, A>0,

has a ‘heavy’ tail, and hence is often used in modelling large claims;

Lognormal
s X <ot) = [ tmeon g
w T}) = —e T .
- 0o V2mo

Denote

Fx@ = P({w: XS:E}):P({w: ngx}>

the distribution of the risk process.
To compute Fx ;) () one needs some additional assumptions. Usually processes
(X,) and N(-) are assumed to be independent. Then we can write

Fxo(x) = P(fw: X <x}) Zm () P (x)

where
FFa)=P{w: Xi+...+ Xp <2}).

Premium calculation or determination of process II(¢) is one of the most essential
and complex tasks of an insurer. Premium flow must guarantee payments of claims,
but on the other hand, premiums must be competitive. One of the most widely used
ways of computing IT on interval [0, ¢] is given by

(1) = (1+6) E(N (1)) E(X),

where X is a random variable with the same distribution as X;, and 6 is the security
loading coefficient. This formula says that the average premium income should be
greater than the average aggregate claims payment. If they are equal, then such
premium is called net-premium and the method of its computing is referred to as
equivalence principle.

The bonus-malus system is an example of a different approach to premium calcu-
lations. In this case, all policy holders are assigned certain ratings according to their
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claims history, and they can be transferred from one group to another. This system
is typically used by the motor vehicle insurance companies.

Calculation of adequate premium consists in construction of process II(¢) given
Fx (1), the distribution function of the risk process. In this case we will write IT1(Fx)
or simply II(X).

Process IT has the following properties

)

X)=all(X) for any constant a;

II(a) = a for any constant a if § = 0;
e Il(a

(X +Y) <T(X) + I(Y);
o II(X +a)=1I(X)+a forany constant a;
o if X <Y, then II(X) < TI(Y);

e for any p € [0, 1] and any random variable Z

implies that
MpFx+(1—p)Fz) =H(pFy + (1 —p)Fz).

We list some widely used actuarial principles of premium calculations:
Expectation principle

II(X)=(14+a) E(X), a>0;

Variance principle
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Quantile principle

Absolute deviation principle

I(X)=FEX)+akyx where rx = E(|X — Fy'(1/2)

)i

Zero utility principle

where v is a given utility function.

Note that the exponential principle is a particular case of the zero utility principle
with
1 _ efaz
v(r) = ——
(1) = —

The notion of risk is the key ingredient of insurance theory and practice. Risk
exposure gives rise to insurance companies that manage risks and provide some pro-
tection against these risks to their clients. Reinsurance companies provide similar
services to insurance companies. There are several approaches to modelling the risk

process.
Consider a portfolio that consists of n policy contracts with claim payments
(‘risks’) X, ..., X, being independent non-negative random variables. Then the

risk process
n
ind
X =3"X;,
i=1

has distribution F'x, * ... * Fx . This model of risk is referred to as individual.

Suppose that an insurance company issues n insurance contracts that terminate at
some time ¢, e.g., in one year’s time. Each contract allows no more than one claim.
Claim payments X, ..., X, are non-negative random variables. The total amount of
claims incurred over this period is represented by the risk process X "4 = S X
It is also assumed that all claims are payable at the termination time. Therefore, the
probability of bankruptcy (or insolvency) is given by

P({w: X > x+11}),

where z is the initial capital of the company and II is the premium income.
Thus, the model of individual risk is based on the following assumptions:

e time horizon is relatively short;
e number of insurance contracts is deterministic and fixed;
e premiums are payable at the time of contracts issue;

o the distribution of claim payments is known.
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Example. Consider a model of individual risk with a sufficiently large number of
insurance contracts. Since exact calculation of probability of bankruptcy is techni-
cally complicated, we use the Central Limit Theorem for its approximation.

Using the net-premium principle we have that IT = X9, Then we compute the
probability of bankruptcy:

P({w: XM >T10}) = P({w: X™ - B(X™) > 0})
- . Xind _ E(Xind)
= P<{w : —V(Xi“d) > O})

where

1 T e
@(x):ﬁ/ eV /2y,

This means that the net-premium principle cannot be used in this situation.
The standard deviation principle gives

II = E(X™) +ay/V(Xn)

and

P({w: XM >1I}) = P({w : Xnd‘;(i(jg;d) > a}) ~1—®(a).

In this case, for any fixed level of risk £, we can find a parameter a such that ®(a) =
1 — ¢, so that the probability of bankruptcy is

P({w: XM >T1}) ~e.

Now we consider a situation when NV, the number of possible claims, is unknown.
We can single out two types of insurance contracts: static and dynamic. In the static
case, claims are payable at the terminal time, and therefore N is an integer-valued
random variable. In the dynamic model, N = N(t) is a stochastic process that
counts the number of claims incurred during the time interval [0, t]. Both these mod-
els of risk are referred to as collective. The risk process has the form

N
Xcol _ ZX7 ,
=1

where claims amounts X; are positive and independent of N. Clearly, the collective
model of risk is more realistic than the individual model, and it gives more flexibility
in managing risk for an insurance company.

Some essential differences between the two models are summarized in the follow-
ing table.
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individual model collective model

n, the number of insurance the process of receiving claims
contracts is known a priori is represented by a stochastic
and all claims are payable process

at the same time
each contract admits no more there is no restrictions on

than one claim number of claims per contract
all claims are assumed to be it is assumed that the amounts
independent of incurred claims are independent

WORKED EXAMPLE 3.1
Suppose an insurance company issues 1-year contracts. All policy holders are
divided into four groups:

ko ak b  ng

1 0.02 1 500
2 0.02 2 500
3 0.1 1 300
4 0.1 2 500

Here ny, is the number of policy holders in group k, q is the probability of
making a claim by a member of this group and by is the amount of the cor-
responding claim. Using normal approximation, find the value of the security
loading coefficient that will reduce the probability of insolvency to 0.05.

SOLUTION The total number of policy holders is 1800, so the total
amount of claims is
S:X1+...+X1800.

We will find parameter 6 from the equation
P{w: S<(1+6)E(S)}) =095,

which can be written in the form

p({w; SJ‘%) < 3@%}) —0.95.

Since the total number of policy holders is reasonably large, then the quantity
(S — E(S))//V(S) can be accurately approximated by a standard normal
distribution. Hence we obtain the equation

OE(S) 1 .645.

=
&
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The following table contains expectations py = by, gx and variances o7 =
b2 g1 (1 — gx) for each policy.

Eoq b g o} ng
1002 1 002 00196 500
2 002 2 002 00784 500
301 1 01 009 300
4 01 2 02 036 500
Thus
1800 4
E(S)=> E(X;)=Y_ nyu =160,
=1 k=1
1800 4
V(S) =Y V(X)) =) ngoi =256,
=1 k=1
and
V(S) 16
0~ 1.64 = 1.645 — = 0.1645.
65E(S) 645 1 = 0.1645

I

Note that situations where the number of claims is a random variable are typical
for life insurance, and they are studied in Section 3.4.

Another example of a collective risk model is the Cramér-Lundberg model. The
claims flow is modelled here as a Poisson process N (¢) with intensity A, and claims
amounts are independent random variables that are also independent of N (¢). The
premium income is a linear function of time ¢: II(¢) = c¢. The risk process

N(#)

Xt => X

is a compound Poisson process. It turns out that if the initial probability P that
describes the distribution of claims is replaced by an equivalent probability ) un-
der which X is also a compound Poisson process, then applying the equivalence
principle with respect to this new probability (), we obtain all the above mentioned
traditional principles of premium calculations.

Indeed, define a positive process

MP = exp {Xﬁ(t) — Mt Ep(exp{B(X1)} — 1)}, M{=1,tel0,T),
where XP(t) = Z,]j:(tl)ﬁ(Xk), function § : Ry — R is such that

Ep ( exp{3(X1) ) < 00, and the expectation Fp is taken with respect to proba-
bility P.
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Process M7 is a martingale since for s < t we have
EP(MtBU:S)
= MJ Ep(exp{X”(t) = X" (s)}) e ") Ep (exp{B(X1)} — 1) = M[.

Hence, Ep (M,g6 ) = 1, and for each such function § one can define new probability

@ with density Mtﬂ . Note that any other probability () under which the risk process
X (t) is a compound Poisson process must have exactly the same structure with some
appropriate function § (for details see [31]).

Thus, we can use this function  and the corresponding probability @ for calcu-
lating premium. This calculation is based on the condition that the difference

X(t)—ct

between the total amount of claims and the total premium income is a martingale
with respect to (). This agrees with the equivalence principle in insurance and with
the no-arbitrage principle in finance.
So we obtain that
c=FEg (X (1)) ,

and since X () is a compound Poisson process, then

Eq(X(1)) = Eq(N(1)) Eq(X1),

where

Eq(N(1)) = AEp(exp{8(X1)})

Eq(X1) = Ep(X1 exp{B(X1)})/Ep(exp{(X1)}).
Finally, we deduce
C = )\EP(Xl exp{ﬂ(Xl)}) .

Choosing appropriately /3, we then obtain all the traditional actuarial principles of
premium calculations. For example, the expectation principle corresponds to G(x) =
In(1 + a), and we have

c=AEp(X1 exp{B(X1)}) = AEp(X1(14a)) = (1 +a) Ep(X1) =II(X).

3.2 Probability of bankruptcy as a measure of solvency
of an insurance company

Consider a collective risk model with a binomial process N (t) representing the
total number of claims up to time ¢:

N(0)=0, Nt)=&+...+&, t=1,2,...,
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where (£;)22, is a sequence of independent Bernoulli random variables such that

Pw: &=1}) =¢ and Pw: &=0})=1—gq.

Sequence of independent identically distributed random variables (X;)$°, with
values in the set of all natural numbers N, represents the amounts of claims. Denote

fo=P({w: Xi=n}), f(z)=)_faz" and p=E(X)
n=1
the distribution, the generating function and the expectation of (X;)2,, respectively.
Assuming that sequences (X;)$°, and (&;)$°, are independent, let

X(k):X1€1+---+Xk£k

and
gn(k) =P({w: X(k)=n}), n=0,1,2,....

Then the sum

is the distribution function of X (k), the sum of independent identically distributed
random variables X; &, [ = 1, ...k with generating functions

S P({w: Xig=i}) 2 =1-q+q Y P{{w: X;=i}) 7
i=0 i=1
=1—q+qf(z).
Therefore

~ 5 \1k
9z k)= [1—q+qf(z)]" .
is the generating function of X (k).
Consider a stochastic sequence

Rk)=z+k—X(k), k=12..., RO0)=z€{0,1,2,...},

which represents the capital of an insurance company, where z is the initial capital, k
is premium income (i.e., at each time k = 1, 2, . . . the company receives the premium
of 1). This model is referred to as a compound binomial model.

Functions

O, k) = P({w: R() 20, j=0,1,....k}) and 6(x) = lim o(z,k),

are called the probabilities of non-bankruptcy (probabilities of solvency) on a finite
interval [0, k] and infinite interval [0, co), respectively.

Clearly, knowing the analytical expressions for this functions, one can estimate
the solvency of the company.
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To find an expression for ¢(x, k) we assume that the initial capital is  — 1, where
x > 1. We also accept that the probability of solvency of a company with negative
initial capital is equal to zero. Then for any integers k and = we have the following
recurrence relation:

6z —1,k) = B(¢(R(1),k — 1))
=(l-q) @ k—1)+q Y dlx—yk—1)f,.

y=1

Further, using the technique of generating functions, we obtain the following ex-
pression for the probability of solvency of a company with zero initial capital (for
details see Section 3.2.2: Mathematical appendix 1):

Sk ok +1—m)gu(k+1)

¢(0,k) = , k=0,1,....
(05 T—a G+
If the initial capital x = 1, 2, .. ., then we have
k—1
(k) = Goyr(k) — (1 —q) Z¢O k—1-m)geymyr(m),
m=0

for k =1,2,... (see Section 3.2.3: Mathematical appendix 2).
In the case of the infinite time interval [0, 00), we use the following formula from
Section 3.2.4: Mathematical appendix 3

1—qp Z:::kqtl (1 — Gm(k+ 1))
1—gq (1-gq)(k+1)

Taking limit as k — oo, we obtain (see Section 3.2.4: Mathematical appendix 3)

¢(0’ k) =

Now we establish a relation between the initial capital and probabilistic charac-
teristics of claims, which guarantees the solvency of an insurance company over the
infinite period of time with the probability that corresponds to a chosen (fixed) level
of risk e > 0:

P(0) >1—¢.
This implies
€
p<l—e+4+-.
q

The case when the initial capital is greater than zero is illustrated by the following
example.
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WORKED EXAMPLE 3.2
Consider function

3z) =3 d(x) =~
=0

Let X; =2, then f(2) = 22 and p = 2.
Find values of the initial capital that guarantee that the probability of insol-
vency is less than the chosen level of risk.

SOLUTION Note that function ¢(z) can be written in the form (see
Section 3.2.5: Mathematical appendix 4):

o)=L Lo
#) =15 s
where 1) ~( )
=0 gz 1) -1 f(z)—1
"= G- T ho1)
In our case b(z) = (1 + z)/2, hence
3(2) 1 g(1—¢q)~"

T 12 1—qz(l—q)~ "

Expanding (25(2) in powers of Z, we obtain

== (i)

Positivity of the security loading coefficient 1 — g u > 0 implies

1
q< = and 4

— <1,.
2 1—g¢q

The following table and figure give probabilities of insolvency for four dif-
ferent values of ¢ with accuracy 0.0001.

Initial capital ¢=0.1 ¢=02 ¢=04 ¢=049

0 0.1111 0.25 0.6667  0.9608
1 0.0123 0.0625 0.4444 0.9231
2 0.0014 0.0156 0.2963  0.8869
3 0,0002 0.0039 0.1975  0.8521
4 0 0.001  0.1317  0.8187
) 0 0.0002 0.0878  0.7866
6 0 0.0001  0.0585  0.7558
7 0 0 0.0390  0.7261
8 0 0 0.0260  0.6976
9 0 0 0.0173  0.6703
10 0 0 0.0116  0.6440
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For a given level of risk € we solve the following inequality for x
p(zr)>1—¢.

We have

In(e)

In (¢/(1—q)) b

x >

The next table and figure give the minimal values of the initial capital x
for various values of ¢ and e.

q e=005 £=0.03 £=0.01
0.05 1 1 1
0.1 1 1 2
0.15 1 2 2
0.2 2 2 3
0.25 2 3 4
0.3 3 4 3
0.35 4 5) 7
0.4 7 8 11
0.45 14 17 22
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—t+— €=0.05
—-©— £=0.03

Initial Capital

i i i i i i i
0.05 0.1 0.15 0.2 0.25 0.3 0.35 0.4 0.45

3.2.1 Cramér-Lundberg model

Let (2, F, P) be a probability space. Consider a Poisson process N (t), ¢ > 0,
with intensity A: N(0) = 0, E(N(t)) = At, and an independent of N sequence
(X;)$2, of independent identically distributed random variables with expectation y
and distribution function F'(z), F'(0) = 0.

The claims flow (number of claims received up to time t) is represented by the
Poisson process N (t). The amounts of these claims are represented by sequence
(X;)22,. The premium income of an insurance company is given by II(t) = ct,
where c is a constant. If z is the initial capital of the company, then the dynamics of
the company’s capital is given by

N(#)
R(t)=x+ct— ZXi'
i=1

Since N (t) and (X;)$°, are independent, then the expectation of the risk process
X(t) = >N X, is E(X(t)) = At . Setting the security loading coefficient at

9:

II(¢) _1:(:—/\;4
E(X(1)) Ap

we obtain ¢ = (1 + 6) A .
Now we compute the probability of solvency

¢(x) =P({w: R(t) >0, R(0) =z, t >0}).
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First we investigate smoothness of function ¢(x) assuming that the distribution
function F'(z) has density f(x). Since bankruptcy cannot occur prior time 73, when
the Poisson process N has its first jump, then we can write

o(x) = E(gzﬁ(x +cT) — xl))

o) xr+cs
2/ )\eﬁ‘s/ oz +cs—y) fly)dyds.
0 0

Making a substitution ¢ = x — y, we can rewrite the latter equality in the form

¢(:c)=/ooo/\e_>‘s ’ d(g+cs) f(x—q)dgds.

—CS

Thus, if F(y) € C™[0, ), then ¢(z) € C"~1[0,00). In further discussion we
assume F(y) € C3[0,00).

Using properties of the Poisson process and the formula for total probability, we
obtain

¢(x) = ¢p(z + cAt) [1 = XAt + o(At)]
T+cAt
+A At / Oz + c At —y)dF (y) + o(At) .
0
By Taylor’s formula we also have
o(z) = [qs(x) +e¢/(z) At} [1— At + o(At)]
T+cAt
+A At / d(r + c At —y) dF (y) + o(At)
0

hence
d(x) [NAL+ o(Al)] = c¢(z) At [1 — NAL + o(At)]

z+cAt
+AAL / d(x 4+ cAt —y)dF (y) + o(At) .
0
Dividing the latter equality by At and taking limits as At — 0, we obtain
B =cd @)+ X [ oo - dF ). G.1)
0

In the case of an exponential distribution function F, it is not difficult to find an
explicit solution of this equation. Indeed, if F'(y) = 1 — e~*/#, then equation (3.1)
is reduced to

Hx)N=cd'(x)+ X /O‘"” oz — 1) % e Vi dy.
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Differentiating and integrating by parts, we obtain

>\ x
Ao (x) = co”(z) + ;gﬁ(O) +)\/O &L (x —y) ie*y/u dy
=co¢" A _ ml —y/u _
c¢’(@)+ 2 9(0) A/O Lo rdsla—y)
c¢//(x)+2¢(x)+)\/or¢(xy)idey/ﬂ

Y/ i x—l ’ T — lefy/u

=c¢ (x)+u¢() M{A/Oé( y)u dy
1 i T E /xié T

:0¢(w)+u¢()+M¢() Maﬁ()

=c¢’(z) + m ¢'(x).

Thus we arrive at the following differential equation

o'@)+ @) - 2] =o.

whose general solution is of the form

A1
¢(a:):B+AeXp{a: [—}},
c p
where A and B are some constants. The inequality
A1
c p
can be written as
Ap—c<O0,

which reflects the positivity of #, and therefore ¢(o0) = B.
Unknown constants A and B can be found from the following relations

L. ¢(o0) = 1;

2. Substituting = 0 into equation (3.1):

oa)h=co'(a)+x [ "ol — y) dF(y)

implies
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Thus we arrive at the following expression

s ooty 2}

In general, for an arbitrary distribution function F’, it may be difficult to find an
explicit expression for ¢. In this case one can look for various estimates of ¢ (x) =
1 — ¢(z), the probability of insolvency. The main result here is usually referred to
as the Cramér-Lundberg inequality:

P(x) < e BT (3.2)

where R is a positive solution to the equation
)\—l—cr:)\/ e"*dF(x).
0

Note that so far we have dealt with the classical insurance models, where one does
not take into account the investment strategies of an insurance company.

3.2.2 Mathematical appendix 1

Consider equation
¢z = 1,k) = E(¢(X1,k — 1)) (3.3)

=(1-q o k-1 +q> ¢@—yk—1)f,,

y=1
and

(&1(2’, k) = Z ¢(l‘, k) 2",
=0

the generating function of (¢(z, k)) .
Multiplying equation (3.3) by 2, and summing in x from 1 to co, we obtain

20u(zk) = (1= @) [Bi(2,k = 1) = (0, — 1)]
+41(2,k = 1) f(2)

or
Z¢~51(Z7k) = g(Z, 1) (Z;l(ZJf - 1) - (1 - C]) ¢(0,k - ]-) . (34)

Introduce two auxiliary functions:

Bz t) =Y bz, k) tF =" " d(z,k) 2" 1
k=0

k=0 z=0
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and

=> (0,k)t". (3.5)
Multiplying equation (3.4) by t*, and summing in k from 1 to oo, we obtain

2d(2,k) — 241(2,0) = t§(2,1) d(2, k) — t (1 — q) do(t). (3.6)

From the definition of function ¢ we have that ¢(z,0) = 1 forallz = 0,1,2,....
Hence 1
$1(2,0) = T— for |z| <1.
Then equation (3.6) can be written in the form

Bz h) [z = t3(2,1)| = 75— — (1= q) (). (37

Fix ¢t with [¢t| < 1. Consider function
F(2) = 2 — t§(2,1),
then

F(0)=0  and F(l):lft[lfq+qifn}:1—t>0.

n=1

Also
o0 o0
F(z)=1-1tq annz”“l >1—gq annz’%l >1—qu>0.

The inequality 1 — g > 0 is equivalent to positivity of the security loading
coefficient, and we assume that it is the case.
Thus, for each fixed ¢ with || < 1 the equation

z=1tg(z,1) (3.8)

has a unique root z = z(t) € (0,1). Therefore function z(t), |t| < 1, is a solution
to (3.8).
Now, for any analytic function & with h(0) = 0, we have

e tn gqn—1

A=) = Y — = [W() (3(s,1) "]
n=1

; (3.9)
s=0

where z(¢) is a solution of (3.8). Note that (§(s,1))" = g(s,n).
If h(z) = z, then the solution to (3.8) has the form

oo

t’n
Zﬁgn—ln

n=1
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where

(n—1 n)fédniilxs n)
g T (n—1)! dsn! A 50
Substituting h(z) = z/(1 — z) into (3.9), we obtain
2(t) =t drt g(s,n)
= — 3.10
1—2(t) nz::l n! dsn=1 (1—-5)%|,_, (3.10)

For s with |s| < 1, we have

g(s,n) _ Yprogr(n) s
(I-s) (1-5s)
= [go(n)+91(n)8+gz(n)82+...} X [1+s+s2+...]

= go(n) + s [g1(n) + go(n)] + s* [g2(n) + g1(n) + go(n)] + - ..

+5* [ge(n) + gr1(n) + ...+ go(m)] + ...,

so the coefficient in front of s* is

k

> g(n) = Giln).

m=0

Similarly, for s with |s| < 1, we obtain that the coefficient in front of s* in the
expansion

g(s,n) _ glsin)(1—s)7"

(1) (1)

is equal Zﬁqzo G (n).
Thus we can write (3.10) in the form

Z(t) B [e%e] n—1 ng
1_z(t)_n; ;Gm(n) — (3.11)

If we substitute z = z(t) in (3.7), then the left-hand side of this equation vanishes,
so we can find an expression for ¢ (¢):

which in view of (3.11) becomes

k

> Gm(k+1)

m=0

By = S
0 S l-g &kl
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Since representation of ¢ (t) in form (3.5) is unique, then

Zﬁ:o Gm(k+1)

0,k) = , k=0,1,... . 3.12
Finally, taking into account that
k k
> Gulk+1)=> (k+1—m)gm(k+1),
m=0 m=0
we write
k
k+1-— m(k+1
¢o(0,k)zzm:°( Flomgnkt1) k=01,... .

(1-q)(k+1) ’

3.2.3 Mathematical appendix 2

In the case when the initial capital is greater than zero, equation (3.7) implies

Js(z,t)=<1i 1_q ())/(1—#}(2’1)) (3.13)

To represent the right-hand side of this equality as a series in powers of ¢, we write

(112) (r5) - o rtzestn )

1 g(z,1 2
_ (Htg(z, L Hkg(zkk)%)
1—-=2 z

z

and
1-— ~ g(z,1 = 1- > m 9(z,m
<qt¢o(t)>/<1 —tg( )> = Ziq%(oak)tkﬂ Z t 9(77”)
o z k=0 z m=0 z
= Ztl ap,
=1
where
-1
a=(1-q) g(z,m) do(l =m —1) 27",
m=0
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Substituting these in (3.13) we equate the coefficients in front of t*, k > 1:

~ k—1
€Z~51(Z7k)=(1g<z’) —(1-9) Z z,m) ok —m—1)z —-m—1
m=0
or
~ k—1
Far k) = 280 ) Y s my btk —m 1) )

If k = 0, then (3.13) reduces to

> x x 1
Z;QZ)(x,O)z :Zz =71

Noting that

and
9z k) _ i\
1-2) = ;gi(k)z z_:zj
= 7=0
— [go(k)+gl(k)z+gg(k)22+...] X {1+z+22+...]
= go(k) + z [g1(k) + go(k)] + 2% [g2(k) + g1 (k) + go (k)] + . ..
= Gi(k)#,
i=0
and
k—1
(1—q) > g(z,m)¢o(k —m —1) !
m=0
k—1 (o'}
(1-19q) Z ?(0,k—m—1) sz"’k_"L_lgj(m),
m=0 j=0
we can rewrite (3.13) in the form
> AT G( k) = Gilk) 2’
=0 i=0
k—1
—(1=q) > ¢(0,k—m—1) Zzﬂ*’“ "l gi(m).
m=0 7=0
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Changing summation indices to ¢ = j+k in the firstsumandtoi = j+k—1—m
in the last sum, we obtain

> 2 (i — k, k) Z Gi(
i=0
k—1 [e%S) .
—(1—gq) ZgbOkfm—l) Z 2" Gitm+1—k(m).
m=0 i=k—1—m
We rearrange the last term in the latter relation:
> Fgli—k k)= Gi(k)z
i=0 i=0
k—1 k-1
(1_q) Z Z O k — m_l)gz-i-m-i-l k( )
m=0 i=k—1—m
k—1 oo
—(1-q) Zzl¢0k m —1) gitms1-£(m),
m=0 i=k
and change the order of summation:
oo
> stoti— k) = 3G
i=0

(I—Q)

—(1-9),
Equating coefficients in front of 2%, we have

k—1
G(i—k, k) =Gi(k) = (1—q) > ¢(0.k —m —1) giyms1-r(m)
m=0

for ¢ > k > 1. In other words, forx =0,1,...and k =1,2,...

E

-1

¢(x, k) = Gori(k) = (1 =q) } ¢(0,k —=m —1) goymi1(m) .
0

3
Il
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3.2.4 Mathematical appendix 3
Equation (3.12) implies

Sheo 1= (0 =Guk+ )] pi1-%F (1—Gnk+1)

P0.k) = ISy - Ty
7 k+1—(k+1D)qu+> i (1-Gm(k+1))
- Tk + D) '

Here we used the relation

oo

> (1=Gmlk+1) = (1-Golk+1))+ (1 - Gak+1)) +...

m=0

=P({w: X(k+1)>0}) +P({w: X(k+1)>1})+...

=3 Y P({w: X(k+1)=1i})

=1 i=j

=E(X(k+1)=(k+1)qp.

This latter relation also implies the convergence of the series

3 (1-Gn(k+1))

m=0

since the sequence of its partial sums is monotonically increasing and it is bounded
from above by (k + 1) q p.
Thus, the probability of non-bankruptcy on [0, k] has the following analytical form

Cl—qp Yo (1= Gr(k+1))
0K = T )

An expression for the probability of non-bankruptcy on an infinite interval can be
obtained directly from (3.1) by passing to the limit as k — oo:

O +1) = 60) =a [0 +1) ~ E(6(i+1-X1)], j=012....

Summing in j from 0 to £ — 1, we obtain

k k
¢(k)_¢(0):q[Z¢(])_E(Z¢<]_Xl)>]a k=1,2,...
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or

k k
¢<k><1q>¢<o>qlzqs(j)E(Zgb(jxn)], k=12 G15)

Introduce function

1, 7=0,1,2, ...
14.(j) =
0, j=-1,-2....

For a pair of integer-valued functions f and g we define their convolution:

(f*9)( ij—z

1=—00

If f(i) = g(i) =0fori=—1,-2,..., then

(f*9)(j) = Zf(j—z‘)g(i).

Now, since
Z $(j) = (6 14)(k),

k
Z¢(j —X) =) ¢ —X1)= (¢ 1) (k—X1),
=1 7=0
then we can rewrite equation (3.15) in the form

o(k) = (1= ) 9(0) = q | (6 L4) (k) — E((6+ 1) (k= X)) | B.16)

= q[ (0% 14) (k) = (% Lo ) (B)]
k=1,2,...;5f(n) = fn.

Since f(0) = 0, then (3.16) also holds for £ = 0. Now we can extend (3.16) to all
integers k:

o) — (1= ) o) 1o (k) = q [(6 1) (B) = (x 1y = R . 317

Introduce function

6(.7')::{(1); 20,
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Then (3.17) can be written in the form
oK) + [0(k) = a [11. (k) * (6(k) = F(R))] | = 14(k),

where ¢ = (1 — ¢) ¢(0).
A solution to this equation can be written in the form of the following Neumann
series

o(k) = ¢ > q" [(3(k) = f(R) ™ <15 P (1)

n=0

where g** =6, ¢*" = g*(" VD xg n=1,2,....
If £ — oo, then (3.16) gives
1=(1=q)60) =q > [1.0) = (s * £)()]
j=—o00
=q [I*P({w: X, Sj})} =qp.

=0

Hence 1

1-qu

o0) = L1

3.2.5 Mathematical appendix 4

Introduce function -
P(z) == dx) 2"
x=0

Taking into account

lim(t=1) (2, 1) = gi/quzﬂémk) t*(1-1)

= lim [él(z,om—t)+951(z,1)t(1—t)+...+a31(z,k)t’“(1—t)+...

~ lim {(El(z,O) +1 (d1(2,1) — 61(2,0)) +]

= d~>1(z, o0) = qz~5(z)

and equation (3.13), we obtain

3(2) = Lt — 1) _ e g
¢(z) = lim(t — 1) ¢(2,1) = T 3G lim (# — 1) do(t)
1-—gqup 1 1—gqp

gD~z 1-21—qub(z)’
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where

o g(zvl)_l _ f(Z)—].
"= G- T ho)
Also note that B ~
o) = L0220

3.3 Solvency of an insurance company and investment
portfolios

As in Chapter 1, we consider a binomial (B, .S)-market. The dynamics of this
market are described by equations
AB, =rB,_1, By>0
ASn:ann—h SO>07 nSN7

where r > 0 is a constant rate of interest with —1 < a < r < b, and profitabilities

oy = {b with probability p € [0, 1] n=1...N.

a with probability g =1—p’

form a sequence of independent identically distributed random variables.
Suppose that an insurance company with the initial capital z = Ry forms an
investment portfolio (031,71 ) at time n = 0, so that

RQ:6130+’Y1S().
At time n = 1 the capital of the company is
Ri=6Bi+mS1+c—21,

where c is the premium income and Z; is a non-negative random variable repre-
senting total claims payments during this time period. This capital is reinvested into

portfolio (B2, 7v2):
Ri=0B2B1+v5.

At any time n we have
R, :ﬁan +7nSn+c_Zna

where predictable sequence m = (83, Yn)n>0 IS an investment strategy and Z,, is
a non-negative random variable representing total claims payments during the time
step from n — 1 to n. The distribution function of Z,, is denoted Fz;, = Fy. It
is assumed that sequence (Z,,),>o of independent identically distributed random
variables is also independent of the dynamics of market assets B and S.
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Thus, the dynamics of the capital of the insurance company have the form
Rn+1 = ﬁn Bn+1 + Tn Sn+1 +c— ZnJrl
=Rpy(1+7)+ 9 Sn (Pnt1 — 1) +¢— Znyr -

As we discussed in the previous section, the probability of bankruptcy (or insol-

vency)
P({w: R, <0 forsome n >0})

is one of the typical measures used in the insurance risk management. Now we study
this measure taking into account the investment strategies of an insurance company.
We start with the case when a company invests only in the non-risky asset B. In
this case
R,+1 =R, (1 + ’I“) +c—Zpyr-

First we compute the probability of insolvency over the finite time interval [0, k]:
Yr(Ro) = P({w: R, <0 forsome n <k}).
Note that 7 is an increasing function of k and Ry.

The probability of insolvency after one time step is given by

1[)1(R0):P({w2 R1<0}) :P({w: R0(1+7")+C—21<0})
=P{w: z1>Ry(1+7r)+c}) =1-F.(Ro(1+71)+c).

The probability of insolvency after two steps is
¥a(Ro) = P({w Ry <0}U{w: R, >0, Ry < o})

=P({w: Ri <0})+P({w: Ry >0, Ry <0})
= Y1 (Ryp) +/ dFyz, dFz,
{w: R1>0, R2<0}
Ro(1+4r)+c
=11 (Ro) + / / dFz,dFz,
0 Ry (1+4r)+c

Ro(1+4r)+c
= Y1 (Ro) +/ Y1 (R1) dFz,
0

Ro(1+4r)+c
:7//1(R0)+/ ¢1(R0(1+T)+C—Zl)dFZI.
0
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And after three steps:

3(Ro)
:P<{w: Ri<0}U{w: R >0, R <0}U{w: Ry >0, R2>O,R3<O})
{w: R1>0, R2<0}
= Y1(Ro) + / dFy, dFy,

—|—/ dFZ1 dFZ2 dFZ3
{w: R1>0, Ro>0, R3<0}

Ro(1+4r)+c
= ¢1(Ro) + / / dFy, dFy,
0 Ri(1+4r)+c

Ro(1+4r)+c Ry (14r)+c 0o
+/ / / dFyz, dFy, dFy,
0 0 Ro(1+4r)+c

Ro(1+4r)+c
= 11 (Ro) +/ Y1 (R1) dFz,
0

Ro(1+r)+c Ry (14r)+c
+/ / 1(R2)dFy, dFz,
0 0

= 1(Ro)

R0(1+7 )+C
+/
0

Ro(14r)+c
= 11 (Ro) +/ Yo(R1) dFz,
0

Ry (14r)+c
’1/11(R1)+/ 1/11(R1 (1+7’)+07Z2) dFZ2 dF21
0

Ro(1+4r)+c
:wl(R0)+/ ¢2(R0(1+T)+C*Zl)szl.
0

Using mathematical induction we obtain that the probability of insolvency after
k + 1 steps is

Ro(1+47r)+c
¢k+1(R0> =1- Fz(Ro(l + ’I“) + C) + / ¢Jg(R0(1 + 7") +c— y) dFy s
0

with
Y1(Ro) =1—Fz(Ro(1+7)+¢).
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The probability of solvency over the time period [0, n] is
¢n(z) =P({w: R1 >0,Ry>0,... R, >0,}).
For illustration we consider a particular example of
Fr(z)=P({w: Z;<z})=1-e"".
The capital of the company can be represented in the form

R, =R 1(1+7r)+c—2Z,
=(1+4r) {Rn_g(l—i-r)—i—c—Zn_l} +c— 7,

=Ry a1+ +c[l+1+7)]—Zia(1+7)—Z,

=Ro(14+n)"+c[l+1+r)+1+r)2+...+(1+r)"""]

—Z1(1—|—’f‘)n—1—Z2(1+T)n_2—...— n—1(1+r)_Zn

14+r)"-1

=Ry(1+7r)"+c "

- Sna
where
Sn=Z1(1+r) "'+ Zo(1+r)" 2+ 4 Zy (L +7)+ 2,

Note that
n(x) = / Ne A Gitetzn) gon o dz,
D

where

D = {0<21<R0(1+T)+C,

(1+r)k—1

0<z<Ry(1+7)f+c .

The integral equation for the probability of insolvency has the form

z(1+4r)+c
Yrr(z) = e Mo / (el +7)+ec—y) Ae MWdy
0
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with
¢1 (.Z‘) _ ef)\[m(1+r)+c] )

Compute the probability of insolvency after two steps:

z(14r)+c
Ya(z) =w1(:c>+/0 ¢1($(1+T)+c—y))\e_’\ydy

z(14+r)+c )\( . ) )
= '(/)1(I) —|—/ e~ [x(1+7r)+c—y](1+r)+c—y /\e_)\y dy
0

z(14r)+c
= ¢1 (Z‘) + e_>‘(37(1+7’)2+0(2+7”)) / AeV" dy
0

) Ar | z(14r)+c
_ A4+ 67)\(:1:(1+r)2+c(2+r)) e

r

0

“Ae A(e(14r)? +e1+(14r)))
— o Ma(1+r)+0) <1 48 > e

r r

For probability of insolvency after infinite number of steps we have (see Section
3.3.1: Mathematical appendix 5)

Yoo ()
> =M@ (@)™ e(L+(L+r)+. A (1) ™)
= b eiA(w(l‘H”)ﬁ’C) + Z(_l)mfl e ( )
m=2 r[(l“‘r)z—l}><...><[(1_|_7~)m—1_1} ’
where
0o 7)\C(l+(1+’I“)+“.+(1+T)m—1) —1
b= (1 Z(fl)mflr[(l_ir)Q_l] X % [(1+T)7”—1]> .
m=1 .

If the rate of interest r = 0, then the equation for the probability of insolvency has
the form

dune) = @)+ [ duletey)dF()
0
with ~
Y1) =1—F(x+c).
In the case of the exponential distribution function F'(y) = 1 — e~*¥, we obtain

Bu(a) = 0,

and

x+c
ba(x) = Pr(z) + / e MRy N e dy
0

— ef)\(:chc) + 67A(90+25) A (iE + C) )
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Note that these formulae can be also obtained by passing to the limit in expressions
for 11 and s:

lim 1 (z) = e A+

r—0
—A(z(1+r)2+c(2+r)) o —Xc
lim tha(z) = €M) — lim = r :

— e—A(m-&-c) _ e—)\(x(l+r)2+c(2+r))
r=0

= e M@ L X (2 +2¢) e @) = gy ().
Next we consider the case when an insurance company invests in both risky and

non-risky assets. By

’7n+1 Sn
Oy = ———
" R,

we denote the proportion of the risky asset in the investment portfolio. Let us con-
sider a class of strategies with constant proportion o, = c. In the case of the expo-
nential distribution function F', we will obtain an estimate from above for function
10, and hence for 1y, since

P1(x) <tho(z) < ... <Yp(2) < ... <too().

Note that ~,,41 is the number of units of asset S that a company buys at time n after
collecting premium c and making claim payment Z,,, so that its capital is R,,.

The dynamics of the capital are given by

Rn+1 :Rn(1+r)+7nsn (pn*"’)“i’C*Zn-&-l
:RTL(1+T+04(pn_T))+C_Zn+1-

Hence the probability of insolvency after one step is

1/11(R0) :P({w: R < 0})
=P{w: Rel+r+a(p—r)+c—Z; <0})

=1—Fz(Ro[1+r+a(p1—r)]+c)
:1—pF2(R0[1+T+a(b—T)]+C)

—sz(R0[1+r+a(a—T)]+c).
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As in the previous case, we obtain the following integral equation

¢k+1(R0) = 1—sz<R0 [1—|—7‘+oz(b—7‘)]—|—c)

—qFZ(RO [1+r+a(a—r)]+c>

Ro [14+r+a (b—7)]+c

—|—p/ 1/)k<R0[1—|—7’+oz(b—r)]—|—c—y)dFZ(y)
0

Ro [14+r+a (a—7)]+c

+q/ wk(RU[1+r+a(a—r)]+c—y)dFZ(y).

0

For the exponential claims distribution function F'(y) = 1 — e~*Y, we have the
following estimate

e r—l—pa(b—r)—&—qa(a—r)]_l
]

woo(x)swl(x)ll—e r+a—r)]r+ab-r)

under condition that

gab—r)+pala—r)+r
eMr+ab-—r)r+ab-—1r)]—-1r—qalb—1r)—pala—r)

>0.

In particular, for o = 0 (i.e., when investing in non-risky asset only), we have

—Ac -1
Yoo () < 01 (2) [16 A]

r

under condition 7 > e~ ¢,
If a = 1 (i.e., if investing in risky asset only), then

—1
| _rebbtan

Yoo() < W51 (0) =

under condition
gb+pa

baer —qgb—pa

>0.

We can give the following interpretation of these estimates. Clearly, for all £ and
x we have

h1(z) < Pa(z) < ... <Yp(z) < ... <o(x).
Hence

oo () < Chr(x),

where C is independent of z, i.e., the probability of insolvency after infinite number
of time steps can be estimated in terms of the the probability of insolvency after one
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step. Note that due to our additional assumptions, constant C' is always positive. And
since 1o, () is less or equal to 1, then these estimates are satisfactory if

6’(/11 (3?) <1,
which holds true for sufficiently big initial capital x.
WORKED EXAMPLE 3.3
Let r = 0.2, ¢ =1, A = 2, a = 1. Given values of the initial capital:

0, 0.1, 0.2, 0.5, 1, 1.5, 3, compute values of 11 (x), ¥2(x) and upper estimate
for Yoo with accuracy 0.0001.

SOLUTION The results are given in the following table and figure.

Initial capital Lower bound Upper bound 5(x)

0 0.1353 0.4186 0.1655
0.1 0.1065 0.3293 0.1325
0.2 0.0837 0.259 0.1059
0.5 0.0408 0.1261 0.0538
1 0.0123 0.03797 0.0171
1.5 0.0037 0.0114 0.0054
3 0.0001 0.0003 0.0002

—+— Lower Bound
—o— Upper Bound
‘P2 X

0.35

o
i o
o w

o
N

Probability of Insolvency

4

0.15

i i
[0} 0.5 1 1.5 2 2.5 3
Initial Capital

I

Consider a generalization of the Cramér-Lundberg model when it is assumed that
an insurance company has an opportunity to invest in the framework of the Black-
Scholes model of a (B, S)-market. Recall that the dynamics of the risky asset in this
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model are described by the following stochastic differential equation (see Section
2.6):

dSt:St(,LLdt+O'd’lUt), S()>0
Then the capital of the company can be written in the form (see [17] for details):
t t N(#)
R(t):x+p/R(s)ds+a/R(s)dwercthXk.
0 0 —1

In this case the probability of solvency ¢ satisfies the following integro-differential
equation

506 0) + (4 )9/ (a) ~ X0+ [ ola ) aFy) = 0.
0

Analyzing the behavior of function ¢ as x — oo in the case of exponential distri-
bution function of claims

Xp~Fz)=1-—e%*  z>0,

leads to the following result. If the profitability x of asset S is greater than o2 /2,
where o is the volatility of the market, then the probability of insolvency ¥ (z) =
1—¢(x) converges to zero according to the following power law (not exponentially!):

bla) = Oz /7).
If asset S is not profitable enough: u < o2 /2, then for any initial capital z > 0 the

probability of bankruptey v (z) = 1.

3.3.1 Mathematical appendix 5

We will look for a solution of the form

Yr(z)

k
— ¢~ Ma(4r)+e) yk k
= J’_ b7n — ,
1 mZ:2 ri(l4+r)2—1]x...x[(14+r)m-1-1]

6—/\(m(1+r)m+c(1+(1+r)+...+(1+r)m*1))

where (b,’fn) is a two-parameter sequence independent of x. Here parameter k corre-
sponds to function ), and parameter m corresponds to factor

6_)\(37(1+T)7'L+c(1+(1+7’)+...+(1+r)’"*1))

rl(1+7)2 -1 x...x[(1+7r)m1-1]"

Expressions for probabilities of insolvency after one and two time steps imply that

by =1

e—>\C

b =1+ b3 =—1.
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It is convenient to write sequence (b%, ) in the form of a triangular table:

From the recurrence equation we have

7)\(a:(1+7“)m+7‘+c(1+(1+'r’)+...+(1+T)m71)7y (1+r)*”)

k
=2 W A2 =1 % ... x [(L+r)m T —1]

+bh e~ AMa(1+r)? +e(1+(1+7))] 7

and

z (14r)+c
/ ez (14+7)+c—y)de Mdy
0

k e_>\(w(l-l-r)"”rl+C(1+(1+T)+.,.+(1+T)m)) o (147)+e
= Z bm / )\ e)‘y [(1+T)7YL_1] dy
m:2kr[(1+r)2—1]><...><[(1_|_7«)m—1_1] )
2 xT (1+T‘)+c
+b11€ e—)\[al(1+r) +c(1+(147))] / )\GAyT dy
0
- e_/\(m(HTWH+C(1+(1+T)+~-+(1+r)m)) M ()™ =1] = (L+r)+e
= bm
7nz::2 P42 =1 x... x[(1+r)m1 —1] X i
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2 6)\T z (147)+c
4_()]1C e Az(14+r) 2 +e(1+(1+r)] &

T o

*/\($(1+T)+C(1+(1+7‘)+ 4™ )

Thus

Yrp1(w) = e

k
+ Z b e~ M@(14m)+o)

m=1

= eiA(aj(lJFT)JFC) 1+ Z pm

which implies

[(T+r)2—1x...x[(1T+r)m™—1]

B oA ™ e () 4t (140)™) )

Z:QT 147r)2—-1] x x [(1+7)m —1]

e—)\[:c(1+r)+c+c] L e—)\[m(1+r)2+c(1+(1+r))]
k . + O,

r

(@(14+7)+c)

e~ A (1 (1Hr) 4. H(14+r) ™)

r(1+7r)2—=1] x...x[(14+7r)m—1]

k A(e(r) ™ (14 1)+ (141)™))

_;bzn’r‘[(l‘FT)Qfl]X...X [(1+T)m71]

~ e— A c(lH(14r)+ 4 (14+r) ™)

m=1 k T[(l—‘v‘?")Q—l]X...X[(1+r)m_u

k41 X —)\("c(1+r)m+(~(1+(1+r)+ A(1™Y)
bm
Z 1—|—r) 1] [(1+7~)m 1_1]7

i —Xe(1+(14r)+...4+(14r)™ 1)
e
bl = 1 bm
A PR e TR P (e |
el = —bZL_l.

So sequence (b%,) has the following structure
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by
ba  —b1
b3 —by by

by —bz b2 —bi

where we introduced the notation: b; := b} with b; = 1,

e—)\ c(14+(147)+...4+(14+r)™" 1)
7’[(1"‘7’)2—1] X ... X [(1+7~)m_1] )

k
bryr =1+ > (=)™ by

Properties of
0 <yn(z) <ta(z) <...<¢px) <
imply that sequence (b;);_ is positive and increasing.
Condition

—Ac

e —Inr

A )
is sufficient for boundedness of (bi)zl and therefore for existence of finite b =
Then passing to the limit in

<1l ie. Pfw: Zy>c})<r or c>
,

e*A(1<1+r)’”+c(1+<1+r>+...+<1+r>m—1>)

L+ m2 1 x ... x [(L+r)m1 1]

k
7/’]@(37) _ 67)\(95(1+7‘)+c) bllc + Z bITcn
m=2

we obtain
Yoo ()
b[ it Z 1:(_ (1+r)m+c(1+(1+7‘)+.~-+(1+;):n1_1)) ]7
r)Z2 =1 x...x[1+7) —1]
where

> —Ac(1+(1+7-)+A..+(1+7~)"H) -1
Z m 1
m=1 rl(l+r)2—=1]x...x[(1+r)m—1]

3.4 Risks in traditional and innovative methods in life
insurance

Life insurance clearly deals with various types of uncertainties, e.g. the uncer-
tainty of future lifetimes, variable interest rates etc. Thus it is natural that stochastic
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methods are widely used in life insurance mathematics. In this section we discuss
some survival models as one of the key ingredients of the stochastic approach.
Introduce a random variable 7" representing the future lifetime of a newborn indi-
vidual, i.e., T is the time elapsed between birth and death. The distribution function
of T'is
F@)=P{w: T<=z}), x>0.

Define the survival function as
s(x):l—F(x):P({w: T>m}), z>0.

In practice one usually introduces the limiting age (i.e., the age beyond which
survival is supposed to be impossible). Traditionally it is denoted by w. To avoid
ambiguities, we will use letter w instead. Thus, we have that 0 < T < w < 0.
Clearly, function F'(x) is increasing and continuous.

Next we define a random variable T'(z) to be the future lifetime of an individual
of age x. Obviously, T'(0) = T

There is standard actuarial notation for probabilities in survival models: ;p, de-
notes the probability that an individual of age x survives to age x + ¢t. Again, in
order to avoid ambiguities, we will write p,(¢) instead. Also ¢, (t) := 1 — p,(t), and
P2(1) = pay (1) 1= ¢o.

From the definition of a conditional expectation we have

p2(t) = P({w: T(x)>t}) =P({w: T >z +t|T > a})

_ po(x+1t)  s(z+t)

po(x) — s(x)
and (x+1) (x+1)
—q_ P+t . s@TY
q.(t) =1 20(2) 1 @

One of the most widely used actuarial representations of the survival model is the
life table (or mortality table). Suppose that [y is the number of newborn individuals,
and let random variable L(x) represent the number of individuals surviving to age .
The life table consists of set of expected values of L(x):

l. = BE(L(z)) =l s(x)

forall 0 < x < w.
The following relations hold true

Li=l(l—q)=1lpo,
lo=1(1-q)=1l(1-q(2)=1lopop1,

lo =loc1 (1= gze1) =lo (1 — qo(= pr lopo(x
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Example.

1. The probability that an individual of age 20 survives to the age of 100 is

5(20) a l20 ’

P20(80) =

2. The probability that an individual of age 20 dies before the age of 70 is

it - A0t

3. The probability that an individual of age 20 survives to the age of 80 but dies
before the age of 90 is
8(80) — 8(90) o lgo — 190

8(20) l20

Introduce the notion of the force of mortality at age x as

. PHw:T<z+h|T>a})
e = lim )
h—0+ h

0<r<mw.

The following laws for (i, are widely used in actuarial theory and practice
e Gompertz’ formula: p, = B c*,
e Makeham’s formula: p, = A+ Bc*.

Now we obtain an expression for density of the distribution function of 7'(x):

Falt) = %P({w: T(z) < 1})
P{w: T(z) <t+h}) — P({w: T(z) <t})
h—0+ h

Plw: T<z+t+h|T>a})—P{w: T<az+t|T>a})
h—0+ h

P{w: T<az+t+h})—P{w: T <a})
h—0+ s(z) h

7P({w: T<z+t})—P{w: T<a})
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Plw: T<z+t+h})—P{w: T <az+t})

= lim

h—0+ s(z)h
_slztt) P{w: T<z+t+h})—P{w: T <z+t})
 s(x)  hoo+ s(x+t)h
Pw: T < t+h|T > t
=p,(t) lim (fe Sa+tthl ild))
h—0t h

:pm(t),uch»ta 0<t<{w-—u.

Further

w0 = [ L aeras= [ 1o = [ puonerads,

hence

0 0
%px(s) = _EQI(S) = _pw(s) Hzts -

Solving this differential equation for p, () with the initial condition p,(0) = 1,

we obtain
t
pz(t) = exp{ - / Hz+s ds} .
0

These expressions for g, (t) and p,(t) are widely used for premium calculations
in standard life insurance contracts.

We also introduce an integer-valued random variable K (x) := [T(z)], which
obviously represents the number of whole years survived by an individual of age x.
The set of its values is {0,1,2,..., [ — «] }. We have

P{w: K(z)=k}) =P({w: k<T(z) <k+1})
=P({w: k<T(z) <k+1}) = ps(k) guir -

It is more convenient to use quantities K (x) when using life tables.

A standard life insurance contract assumes payment of b, at time ¢. If v, is the
discount factor, then the present value (at time ¢ = 0) of this payment is z; = b; 1.
Since the amount of payment b, is set at the time of contract issue, then without loss
of generality we can assume that b; = 1.

First we consider contracts when benefits are paid upon the death of the insured
individual (i.e., life assured). Let Z = bT(x) Vr(z), Where x is the age of the life
assured at the time of contract issue. The equivalence principle is used for premium
calculations.

Term-life assurance pays a lump sum benefit upon the death of the life assured
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within a specified period of time, say within n-years term, i.e.,

b, — 1, t<n
7o, t>n,

The net-premium in this case is

0 0

Whole life assurance pays a lump sum benefit upon the death of the life assured
whenever it should occur:

=1, t>0,
v=uv, t>0,
Z=vT®  T(z)>0.

The net-premium is

WORKED EXAMPLE 3.4

Consider 100 whole life assurance contracts. Suppose that all life assured are
of age x and the benefit payment is 10. Let discount factor be v = e =
e %% and p = 0.04. Compute the premium that guarantees the probability of
solvency at 0.95.

SOLUTION For an individual contract we have

b, =10, t>0,
v=v, t>0,
Z =100 T(x)>0.
. . . . 100
The risk process in this case is S =) . Z;.

1=
For individual claims we have that payment amounts in the case of death
are

A, = e Ot gmht dt:L
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then

_ 0.04
E(Z) =104, = 10 =4,
(2) 0.1
> 0.04
E(Z? :102/ 2=t dt =100 ————————— =25
(Z°) , - 0.04+2x006

which also implies that V(Z) = 9.
The premium payment h can be found from the equation

P({w: S<h})=0.95,

which can be written in the form

(2 ) o

Since random variable (S — E(S))/1/V(S) is normal, we obtain

h — 400
30

~ 1.645 and h ~ 449.35.

Thus we have that the premium is higher than the expected claim payment.
The corresponding security loading coefficient is

_ h=E(S)

0= ~ 0.1234.
) 0.123

I

Pure endowment assurance pays a lump sum benefit on survival of the life assured
up to the end of a specified period of time, say up to the end of n years term:

b — 0, t<n
71, t>n,

vp=v", t>0

Net-premium is
Al E(Z)=v"pg(n).

zm|

Endowment assurance pays a lump sum benefit on death of the life assured within
a specified period of time, say within the n years term, or on survival of the
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life assured up to the end of this period:

bt:17 t207

. vt t<n
L t>n,

7 vI@  T(z)<n
v, T(x)>n.

This contract is obviously a combination of a pure endowment assurance and
a term-life assurance:
_]o0, T(x)<n _[VT@ L T(x)<n
Zl{y”, T(z)>n and Zz{O, T(z) >mn,

respectively. Therefore the net-premium is

— —1
Aw:ﬁ| = E(Z) = E(Zl + ZQ) = Aw:ﬁ\ + Ai:ﬁ| .

Deferred whole life assurance pays a lump sum benefit upon the death of the life
assured if it occurs at least, say, m years after issuing the contract:

b, — 1, t>m
=0, t<m,

v=v, t>0,

_[VT@) T(x) >m
10, T(@)<m
The net-premium in this case is
m|As = E(Z) = / V() ppye dt .

Next we consider contracts with variable amounts of benefit paid upon the death

of life assured.
Increasing whole life assurance :

be=[t+1], ¢>0,
v=v, t>0,
Z =[T(z) +1]v7®  T(x)>0.

Net-premium is

(1), = B2) = [ "I+ 10 pa(0) .
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Decreasing term-life assurance :

b — n— [t], t<n
70, t>n,

Net-premium is

(Dz)i:m = /0% vt (n = [t]) px(t) prote dt .

One can consider variations of these contracts in the case when benefits are paid
at the end of the year in which death occurred, i.e. at time K (z) + 1. Some of them
are presented in the following able. Note that we write k for K (x) here.

Type of
insurance b1 Zk41 Premium
Whole life 1 s A,

. 1,k e Ky I/k+1,k€K0 1
Term-life {O, ke K, {0’ ke K, Az:m
Endowment

k+1
v , k€ Ky
assurance 1 {yn7 ke K, Ayl
Increasing

: n+1,ke€ K (k+1) v ke Ky 1
term-life {O, ke K, {O, ke K, (IA)g;:ﬁl
Decreasing

. n—1,ke Ky (n—l)l/kJrl,kGKo 1
term-life { 0) ke K, { 0. ke K (DA)z:m
Increasing
whole life k41, k=0,1,... (k + 1) vFtt (IA),
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Here Ky = {0,...,n—1}and Ky = {n,n+1,...}.

Note that traditional insurance contracts considered in this section have an essen-
tial common feature with financial products studied in the first two chapters: contin-
gent payments at some future dates. In traditional insurance theory it is assumed that
the amounts of these payments are deterministic and all randomness is due to the un-
certainty of future lifetimes. Due to market competition, some insurers (particularly
investment companies, hedging funds, merchant bank, etc.) now offer more attrac-
tive (from the investment’s point of view) ‘options-type’ insurance contracts whose
structure depends on risky financial assets. These ideas gave rise to a new approach
of innovative methods in insurance, which is usually referred to as equity-linked life
insurance.

We begin our discussion of such flexible insurance methods by revisiting Worked
Example 1.5 from Section 1.4, which is concerned with a pure endowment assurance
contract in the framework of a binomial (B, S)-market.

Let (Q1, F5,F1, P1) be a stochastic basis. Consider a binomial (B, S)-market
with

AB, =By 1, By>0
ASn:ann_l, S()>0,TL§N,

where r > 0 is a constant rate of interest with —1 < a < r < b, and

oy = {b with probability p € [0, 1] n=1...N.

a with probability g =1—p’

form a sequence of independent identically distributed random variables.

Suppose that an insurance company issues [,, contracts with policy holders of age
x. As before, random variable T'(x) represents the future lifetime of an individual of
agez and p,(t) = P({w: T(z) > t}).

Introduce a process

l

Ny = ZI{W; Ti(x)<t} »
i=1
that counts the number of deaths during the time interval from O to ¢.

Random variables T3(z),T2(z),...T;, (z) are defined on a stochastic basis
(Q2, F%,Fa, P5), where F2 = o(NF, k <n), n < N.

Thus, we have two sources of randomness: the future lifetime of life assured and
the prices of assets of the financial market. It is natural to assume that these sources
of randomness are independent. Hence, formally we have two probability spaces.
One of them describes the dynamics of the market, and the other describes lifetimes
of the life assured. The following stochastic basis

(2 ®Q, Fy @ Fr,F1 ®@F2, PL® Py),

naturally corresponds to the problem in consideration.
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Consider a pure endowment assurance contract that pays a lump sum fy upon
survival of the life assured to the time /N. The total amount of claims at time IV is
given by

I
N
Z Bf I{w Ti(z)>N} -

Consider the case when fy = max{Sy, K}, where K is the guaranteed min-
imal payment. We wish to price this contingent claim, i.e., to calculate premium
U.(N). One approach consists of applying the equivalence principle for the risk-
neutral probability P; ® P». Since S and T" are independent, we have

lo .
Uz(N) = 1E*<Z£]JVVI{W; T,¢>N}> = p.(N) E* (W>
i=1

Iy By
— pa(N) +po(N) [ S0 Blkos N, B) — — 2 B(ko, N, p")
= Pz (1+T’)N Pz 0 0,4V, P (1+7’)N 0,4V, P
where p* is a risk-neutral probability:
* r—a and ~ 1 + b «
b b—a P=1 +a

Recall (see Section 1.4) that
N
B(j,N,p) : Z( > -p)NE,
k=j
constant kg is defined by

kozmin{k: N : So(l+b) (1—|—a) 2K}

K 1+
= |1 1 1.
o [nSo(Ha)N/nHa}+

Alternatively, one can use hedging in mean square for computing the premium.
Suppose that the discounted total amount of claims is

so that

. g9(S
H = ZK with )/»L = (B;V) I{w: T;(z)>N} >

where function g determines amount of claim for an individual contract.
It was shown in Section 2.3 that the unique optimal (risk-minimizing) strategy

# = (3,4) is given by

’AYn:'Vfa Bn: :_'AYnXm n<N,
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where X, represents the capital of the portfolio, VT represents the discounted capital
of the portfolio, and

Vi =E*(H|F.), n<N,

with respect to a risk-neutral probability P*. Sequence v’ and martingale L’ are
uniquely determined by the Kunita-Watanabe decomposition (see Lemma 2.2).

Also we have the price-sequence
n

Cr=V7-> 4AX,=E"(H)+L,
k=1

and the risk-sequence
Ry = B (L - L)| 7).

Note that this strategy @ = (/3,%) is not self-financing, but it is self-financing in
average.

As an illustration we consider a lognormal model of a financial market:
S, = SpeMtFhn h—=p+oe, and B, = Bo(1+7)",

where ¢,, are independent identically distributed normal random variables.

Let

9(Sn) :maX{SN, K} =K+ (Sy—-K)*,

where K is a constant.

Denote

hi=p—06+oe, and S,::Z—Z,

where 6 = In(1 + r). The discounting factor is v = 1/(1 + r) and Nf =
Iy
2ok s @y <y
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From properties of expectations we have

Vi = (I, — NY) Byt vN poyi(N —t)

x| K +5; (1 +T>th><1“ (5:/K) t_%j)ﬁ(éw?p))

Vi =1, By v po(N)

X K+SO(1+7~)N<I><

In (So/K) + N (6 +0%/2)
o VN

_Kq)(ln (SO/K);\j\TN(cS—ﬂ/Z))].

Also

,YH (l —Ng”)BO N pusi 1I((N—=t+1)
¢ S; 1(exp{02}71)

X{Sf_lBo(1+r)N T

q><1“ (Si-1/K) +0* + (N —t+1) ((5+02/2)>

o In (S;—1/K) + (N —t+1) (6 4+ 02/2)
ovN—-t+1

+K

o (Si1/K) + (N —t+1) (6 — 0?/2)
ovN—-t+1

o In (S;—1/K) 40>+ (N —t+1) (6 —0?/2)
- oVN—t+1 ’
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and
gl =vr 4155, t=1,2,...,N.

WORKED EXAMPLE 3.5
A one-step model with I, =2, N = 1.

SOLUTION The contingent claim is

H =

max{Sl, K} I{w: T,>1} + maX{Sh K} I{w: To>1}
By By .

Let
By =100, Sy =100, K =100, r =0.01, =5, ¢ = 0.5, p,(1) = 0.999996,

then

100
6 ~ 0009957 V= ﬁ,

and
Vi ~2.383,  ~f =1.245.

Note that since ¢(c0) =1 and ¢(—o0) = 0, we obtain
1
V' =(2-NY{) B max{Sy, K}.
1

Here max{Sy, K} is the amount of an individual payment, (2 — NY) is the
number of survivors, B; is a discounting factor, and B = Vi© — ~v# S5.

Note that since sequence v is predictable then value of 44 is chosen at
time 0, i.e., when the value of S; is unknown. The value of 5f depends on
S7 and therefore it is a random variable.

Now we consider a pure endowment assurance contract in the framework of a
continuous Black-Scholes model of a (B, .S)-market.

Recall (see Section 2.6 for all details) that dynamics of asset S are described the
following stochastic differential equation

dSt = St (/,L dt + wat) s
and for a bank account B we have
dBt:TBtdt, B():l,tST

As in the case of a binomial model, we assume that the Black-Scholes model
of a (B, S)-market is defined on a stochastic basis (1, 5%, F1, P;), and random
variables T4 (z), T(x), ... T}, (x) are defined on a stochastic basis (Q2, 3, Fa, P2).

T
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Then on the stochastic basis
(1 ®Q, Fy @ Fr,F1@F2, PL @ Py),

we consider a pure endowment assurance contract with the discounted total amount
of claims
la
max{St, K}
Z 5. Iiw: 7y (2)>TY -

k=1 T

To calculate premium U, (T), we compute the average of the latter sum with re-
spect to probability P* = P ® Py:

l,

1 (= max{St, K

U.(T) = B (Z{B;}I{“’: Tm)ﬂ}) (3.18)
z k=1

= pe(T) K e 4 po(T) [So ®(d (0)) — K e~ @(d_(0))]

where
de(t) In (S;/K) 4+ (T —t) (r £ 0%/2)
* oVT —t ’
and p, (7)) is the probability that an individual of age x survives to age « + 7.

This formula for premium U, (T") has the following obvious interpretation that is
based on the structure of the payment max{Sy, K} = K + (Sy — K)™. The first
term p,.(T) K e~"T reflects the obligation to pay the guaranteed amount K. Clearly,
K is discounted and multiplied by the survival function. The second term takes
into account both the risk of surviving and the market risk related to the payment of
amount (St — K)T. The second risk component is estimated in terms of the price
of a European call option. Hence, the Black-Scholes formula is naturally used for
calculating U, (T).

REMARK 3.1

1. The discrete Gaussian model of a market gives the same results as hedg-
ing in mean square in the Black-Scholes model if the discrete time t < N
is replaced with the continuous time ¢ < T

2. In practice, the premium sometimes is not paid as a lump sum at time
0, but is arranged as a periodic payment. In this case, it is natural

to characterize the premium in terms of its density p(t), which can be
found from the following equivalence relation:

T
UL (T) = /0 (1) e~ pu(t) db.
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3. Recall that the contingent claim max{Sr, K} can be perfectly hedged
in a complete market (see Section 2.1). The same hedge can be used
for the mixed claim max{Sr, K} I1,. 7, (x)>7}, but it turns out that
premium U, (T) is insufficient for perfect hedging since

U.(T) =p,(T) E* (maX{ST, K} e_TT> =19 < E*<maX{ST, K} e_TT)

which can be interpreted as a budget constraint. Thus, one can use
the methodology of quantile hedging (see Section 2.6) to minimize risk
related to such a contract.

I

The notion of reserve V; is an important ingredient of actuarial mathematics. The
reserve at time ¢ is defined as the difference between the value of future claims and
the value of future premiums:

T
Vi = ppat(T—t) E* (maX{ST, K}e ™ ’ftl) —/ p(u) e (U=t Dott(u—t) du.
t

Assuming that

palt) = Palfes Tie) > 1) =exp { - / —at

and using the Kolmogorov-1t6 formula, we obtain the following equation for V; =
V(t,s):

ov 1, ,0%V
E(t, $) =p(t) + (patre +7) V(t,s) — 305 57
Note that since V' is a function of the price of asset S, then naturally the latter equa-
tion is a generalization of the Black-Scholes equation. Otherwise, it reduces to the
well-known Thiele’s equation

ov
ap = PO+ (pare +7) V.

On the other hand, if insurance characteristics p(t) = p,4++ = 0, then equation (3.19)
reduces to the Black-Scholes equation. Thus, we can summarize that equation (3.19)
for the reserve reflects the presence of both insurance risk and financial risk.

(t,s)—rs %—‘:(t, s). (3.19)

3.5 Reinsurance risks

Reinsurance is a mechanism that insurance companies use to transfer some or all
of their risks to reinsurance companies. The primary aim of reinsurance is to protect
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the solvency of the insurance company by minimizing the probability of bankruptcy.
Some typical examples of situations when such solvency protection is required in-
clude receiving very large claims (e.g., in the cases of big man-made disasters such
as an aeroplane crash, etc.); receiving a large number of claims from policies af-
fected by the same event (e.g., in the case of natural disasters such as earthquakes,
hurricanes, floods, etc.); sudden changes in the premiums flow (say, due to inflation)
or in the number of policy holders; the need to access some additional capital so that
the insurance company can take on larger risks and therefore attract more clients.
As in Section 3.1 we consider a risk process

N(t)

X(t)=3 X,

which represents the aggregate amount of claims up to time ¢.

One of the main characteristics of a reinsurance contract is quantity h(X) that
determines the amount of claims payment made by the insurance company. The
remainder X — h(X) is paid by the reinsurance company and is naturally referred
to as an insured proportion of risk X. The insurance company pays premium to the
reinsurance company in order to transfer this part of its risk.

Function h(X) is called the retention function. It has the following properties:

(@) h(X) and X — h(X) are non-decreasing functions;
(b) 0<h(X)< X, h(0)=0.

There are two basic forms of reinsurance: proportional reinsurance and non-
proportional reinsurance. The main types of proportional reinsurance are guota
share and surplus. A quota share reinsurance transfers all risks in the same pro-
portion, whereas in a surplus reinsurance proportions of transfer may vary. The typi-
cal examples of non-proportional reinsurance are stop-loss reinsurance and excess of
loss reinsurance. They provide protection when claims exceed a certain agreed level.

The following retention functions

l. h(z) =ax 0<a<l,
2. h(z) = min{a, z} a >0,

correspond to the quota share reinsurance and the stop-loss reinsurance, respectively.

From the point of view of the reinsurance company a reinsurance contract is just a
usual insurance against risk X — h(X). Hence one can calculate the corresponding
premium level using the methodology described earlier in this chapter:

I =I(X — h(X)).

Let us consider a quota share reinsurance contract in the framework of the indi-
vidual risk model. If X; is the amount of an individual claim, then a X; is paid by
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the insurance company and (1 — a) X; by the reinsurance company. Thus the total
amount of claim

S=X1+...+ X,

received by the insurance company is reduced to
aS=a(X;+...+X,).

Suppose both insurance and reinsurance companies use the Expectation principle
in the premium calculation (see Section 3.1), and the security loading coefficients
are 0 and 6*, respectively.

Prior to entering the reinsurance contract the capital of the insurance company is

z+ (14 0) E(S).
After paying the premium (1 + 6*) (1 — a) E(S), the capital becomes
z4+[0—0"+a(l+6%)] E(S).

Now we compare the probabilities of insolvency as measures of risk to which the
insurance company is exposed when it purchases the reinsurance contract and when
it does not. In the first case it is

P({w:aS<a+[0-0+a(1+6] E(S)})
x+|0—0"+a(l+6%)| E(S

a

and in the second:

P({w: S<x+(1+9)E(S)}).

This allows us to manage the risk of the insurance company, since if (6 —6*) E(S) <
x, then the probability of bankruptcy can be reduced by purchasing the reinsurance
contract.

Next we consider a stop-loss reinsurance contract with the retention level a. Ac-
cording to this contract, if the amount of an individual claim X; < a, then it is paid
by the insurance company, otherwise the insurance company pays a and the rein-
surance company pays the remainder X; — a. So by purchasing such a reinsurance
contract the insurance company protects itself from paying more than a per individ-
ual claim.

Suppose that the insurance company issues /N identical insurance contracts, so
that the independent identically distributed random variables X1, ..., Xy represent
the amounts of corresponding claims. Under the stop-loss reinsurance contract the
total amount of claim

S=X1+...+ Xy
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received by the insurance company is reduced to
S =x 4 4 x, where X9 =min{X, a}.

For example, the sequence of payments made by the insurance company may look
like
Xla X21 a, a, X5a BRI

and the corresponding sequence of payments made by the reinsurance company is
0, O, Xg—a, )(4—0,7 O,... .

Note that the number of claims paid by the reinsurance company may be less than
N. Nevertheless we can represent the risk process of the reinsurance company in the
form vazl Z;, where some Z; may be equal to zero.

Again we assume that both insurance and reinsurance companies use the Expec-
tation principle in the premium calculation, and that the security loading coefficients
are 0 and 6*, respectively.

The capital of the insurance company prior to entering the reinsurance contract is
given by

Np=N{1+0)pp=N(1+0)E(X).

After paying the premium
N(1+06%) (BE(X) - EX®)),
it becomes

N(1+0)E(X) — N(1+6) (E(X) - E(X))
=N(@—-60")E(X)+N(1+6)EX9).

Hence the probability of insolvency is
P({w : SO S N@O—-0)E(X)+ N1+ 9*)E(X<a))}>.

It is rather difficult to compute this probability explicitly. We use the Central Limit
theorem for computing its approximation:

P({w' S(a) —E(S(a)) - N (6 - 6*) BE(X) + N 6* E(X(“)) })

1 @(W (6 — 6") B(X) +9*E(x<a>)> |
V(X@)

where

1 x
d(x) = E/ €_y2/2dy
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is a standard normal distribution.

Suppose that the insurance company can vary the retention level a (variation of a,
of course, changes the premium payable to the reinsurance company). Suppose that
a is the maximum of function

[(9 — 0*) E(X) + 0* E(min{X, a})] ’

wla) = V(min{X, a}) ’

then the stop-loss reinsurance contract with the retention level @ minimizes the prob-
ability of insolvency.

WORKED EXAMPLE 3.6
Suppose that a random variable representing the amount of an individual claim
is uniformly distributed in [0, x]. Consider a stop-loss reinsurance contract and
find the value of a that minimizes the probability of insolvency.

SOLUTION Clearly, we can assume that the retention level a < x. Then

we have ) )
_z 2y _ ¥ _r
and
2 3 3 4
@) gy & (@)2) _ 42 _ 20 @y_ & _ @
E(X ) a 57 E((X )) a a3z V(X ) 57 122’
which implies
2
0—0)2+0" (a—2
w(a)=[ _( )L

Due to no-arbitrage considerations, we have that § < 6*, since otherwise
the insurance company can transfer all the risk to the reinsurance company
and make a non-zero profit with zero initial capital. If we additionally assume
that 0* < 36, then it is not difficult to see that function ¢(a) has a unique
maximum on [0, z]:

32 [0% — 0]
20+

*\2 _A*
so that ¢(a) = (99) %

d:

I

There are large risks (e.g., a jumbo jet or an oil drilling platform) of a magnitude
that makes it impossible for most single insurance companies to insure the whole
risk without sharing this risk exposure. In this case, an insurer transfers some risk to
areinsurer. The reinsurer itself may also reinsure this risk, which is often referred to
as retrocession. Thus, one can summarize that the insurance market has at least three
levels:
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1. Primary market (insurance companies)
2. Reinsurance market (reinsurance companies)

3. Retrocession market (reinsurance companies that provide insurance to other
reinsurance companies)

Clearly, the retrocession market can consist of more than one level. For each
n'® level reinsurance company, the risk transfer time, i.e., time between receiving a
risk from a (n — 1)5t-level company and passing it to a (n + 1)t-level company, is a
random variable with some distribution F, and it is independent of risk transfer times
of another companies. Denote ¥(X,,) the total number of n*-level companies,
and R, ; the number n"-level companies that insured the i*" company from (n —
1)5t level. We assume that R, ; are independent random variables with distribution
(Pk)k=0,1,.... Note that

Xn
Xn = 17 X7L+1 = ZRn,i .
=1

Denote jx, (s) and gr(s) the generating functions of X, and R, respectively.
For |s| < 1 and all n € N we have the following relation

9X,4: () = dx,, (9r(s)) = Gr(9x,(s)) = 9r (QR(~-~§R(8))) ;

n times

which follows from the equality

o0
o (s) = B(sX) =30 E<Szf‘z R

X, :j) P({w: X, =j})

applied n times.
Using the latter formula and taking into account that

E(X,1) = E(X,) E(R) and V(X,11) =V(X,) (E(R)*+ E(X,) V(R),

we obtain

and
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Let ©(X(t)) be the number of companies involved in the contract up to time ¢,
and X, ;(t) the number auxiliary companies that insured the i*" company from n'®
level after time ¢. It is clear that

1, t<T
X(t) =

S Xai(t=T), t>T.

Let pu(t) = E(X (t)), the average number of companies involved in a reinsurance
project at time ¢. The following results hold true.

PROPOSITION 3.1
We have

u(t) = F(t) + un / u(t — v) dF(v), (3.20)

where F(x) is the distribution function of the risk transfer time, and F(x) =
1— F(x).

PROOF Let random variable T represent the time between issuing the
primary insurance contract by a primary insurance company and the time
when this risk is reinsured by a next level company. Then, using properties
of conditional expectations, we obtain

ut) = E(B(X0)17)) = [ B(X@)IT=v)arw)
- /O/E(X(t) 1T = v) dF (v) + /too BE(X(t)|T = v) dF(v).

Note that the conditional expectation in the second integral in the right-hand
side is equal to 1. To compute first term we write

EXt)|T=v)= ij | T=v, R=j),

where R is the number of reinsurers of the primary company. Each second-
level reinsurance company generates an independent chain of reinsurers.
Hence

( O T=v, R—j (ZXQZt*I/)‘T—I/ R7]>
i=1
:j/i(t_l/)a

which implies the result. I
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The following result is typical for the theory of branching processes (see, for ex-
ample, [40]).

PROPOSITION 3.2
If distribution F is continuous then the following statements hold true.

1. If pugp =1, then u(t) =1 for allt > 0.

2. If up > 1, then
pt) — pr—1

tim vt 2 |7 ’
oo e Y g ()]
where v is the unique solution of equation

iny) = [ e dF() = g,
0
3. If ur <1 and there exists a positive solution v of equation

ur(y) = / V7 dF(z) = gt
0

then
p(t)  1—pr
t=oo ety pi [ (7))

otherwise this limit is equal to zero.

)

PROOF We prove here only the first statement. If pp = 1, then u(t) =1
is a solution of equation (3.20). Thus, we need only to establish the uniqueness
of this solution to

u(6) = F(0)+ [ ult =) aF).

Suppose that both () and us(t) are solutions of this equation. Then

pa(®) = m2(t) = [ (pa(t =) =t = ) dF()

0

if and only if
pa(t) — pa(t) = (p1 — p2) * F(t).
Further

1(t) = p2(6)] = (1 — p2) * F()] = (11 — p2) * F + F(1)]

= [(u1 — p2) * (1) < F™(1) sup, I (v) = p2(v)] .
ve|0,
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Now, since F*"(t) < [F(t)]n, then

lim F*™(t) =0,

n—oo

which proves the claim. I

WORKED EXAMPLE 3.7
Describe the asymptotic behavior of u(t) if the risk transfer time has an ex-
ponential distribution.

SOLUTION We have

~ 0 o0 )\
h%y)::(/m e’$deTx)::t/) eIV Ne A dy = b
0 0

and

rr (y) :=/ e“dF(:B)Z/ ey”’)\e_“da:Zfiy,
0 0

so that their derivatives are

A, )\ )\
I Y) = —7v—3 and m/ Y) = ——=
W=y W) = -Gy
Since )
vy=Apr—1) is a solution to iT(y) = ,uiR ’
and 1
v=A1—-pr) is a solution to mr(y) = e

then we deduce that
1) if ugr =1, then p(t) =1 for all ¢ > 0;
2) if up > 1, then

. pt) , ,
th_glo YOPE T 1 (exponential growth);
3) if ur < 1, then

)

Jim o = 1 (exponential decay).

In this case we can also find an exact expression for u(t). Substitute F(y) =
1 — e~ into equation (3.20):

¢
w(t) :ef)‘t—k,upb/ pt —vyXe Mdy.
0
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Differentiating in ¢ and integrating by parts, we obtain

t
f(t)=-Xe M+ pppu0) e ™ — ug / Ne M du(t —v)
0

¢

= Xe My uriplt) — Aug / pt —v) e N dy
0

=pt) A (ur —1).

The Cauchy problem

pt)=pt)N(ur—1), t>0, p0)=1,

has the unique solution
/,L(t) — e)\ (pr—1)t ,

which implies the asymptotic behavior as described above. 0

The structure of the traditional insurance market provides reasonable protection
to insurance companies against ‘moderately’ large risks. There are events (catastro-
phes) that can give rise to giant claims, when the total claim amount can be compa-
rable with the total premium income. For example, Hurricane Andrew (1992, USA)
gave rise to the total claim equivalent to 1/5 of the combined total premium income
of the insurance market of the USA. Floods in Europe in 2002 caused a situation
where insurance companies had to rely on the financial intervention of governments
and other organizations in order to stay solvent. Furthermore, some catastrophes may
cause insured losses that are comparable to the capacity of the whole of the insur-
ance industry. For instance, computer simulations of some earthquakes in California
suggest that they could cause losses up to $US 100 billion, whereas in the mid 1990s
the combined capital of the insurance industry was less than $US 300 billion.

Risk securitization is one of the possible ways of dealing with this situation. It
consists of introducing insurance securities: catastrophe (CAT) bonds, forwards, fu-
tures, options etc., as derivative instruments in catastrophe reinsurance. This form of
reinsurance is viable due to the 1:100 ratio of insurance industry to finance industry.

The first step in the process of risk securitization is related to choosing an under-
lying asset that can be used to construct the corresponding CAT derivative securities.
At the beginning of the 1990s it was the ISO-index (introduced by the Insurance
Services Office statistical agency, USA) that reflected the losses of a pool of most
significant insurance companies of the USA. From the mid 1990s the PCS-index
(introduced by a non-profit organization Property Claim Service, USA) is the most
commonly used. The PCS-index is based on actual losses from a catastrophic event
over some period of time. During the initial risk-period one assesses the catastrophic
event. This is followed by the period of losses development when the initial informa-
tion is refined. At the beginning of the risk-period the PCS-index is set to be zero.
Each point of it corresponds to US$ 100 million. The total amount of claim pay-
ments is restricted to US$ 50 billion. Thus, we have the following expression for a
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PCS-index L at time ¢:
Xy
Ly =—
t C ’
where X is the loss process and C = US$ 100 million. Then, given a specific
structure of the loss process X;, one can price CAT derivative securities using the
pricing methods of financial risk management.

3.6 Extended analysis of insurance risks in a generalized
Cramér-Lundberg model

As we discussed earlier, solvency of an insurance company is a natural character-
ization of its exposure to risk, and the traditional actuarial measure of such exposure
in the probability of insolvency (or bankruptcy).

Representing the capital R of the insurance company as the difference between the
premium process II and risk process X, we can define the probability of solvency on
finite and infinite intervals as

o(t,z) = P({w: R(s) >0 forall s<t}), R(0) ==z,
p(r) = P({w : R(t) >0 forall t> O}) , R(0) =z,
respectively.
Suppose that

E(II(t)) > E(X(t)),

i.e., pure income is positive.

This section is devoted to generalizations of the Cramér-Lundberg model. In par-
ticular, we study the probability of insolvency as a measure of exposure to risk in
situations when the premium process II has more complex structure than in the orig-
inal model. We also will take into account various factors of financial and insurance
markets.

First we consider a case when premiums are received at some random times and
their amounts are also random. The capital of the company has the form

Nl(t

) N(¥)
R(t)=z+ Z ci — ZX"’
i=1 i=1

where N; and IV are independent Poisson processes with intensities A\; and A, re-
spectively, and (¢;) and (X;) sequences of independent random variables with dis-
tribution functions G(-) and F'(-), respectively.
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Hence

Ni(t)

Mt E(c;) = E< > ci) = B(1(t)) > B(X(t))

i=1

N(t)

= E(ZX) =M E(X;).

i=1
Therefore the condition of positivity of pure income is reduced to inequality
A1 E(Cl) > A E(Xl) .

Under these assumptions we have that the probability of solvency satisfies the
inequality
o(x)>1—e B2,

where constant R is a solution of the characteristic equation
M [E(e o) = 1] 4 [B(e ) —1] =0,
For exponential distribution functions G(-) (premium process) and F'(-) (risk pro-

cess) we have the following result.

PROPOSITION 3.3
If

G(JC):P({w cigx})zl_e—bx’
.F(ZL'):_F)({(A)I)(Z'Sx})zl_e*am7
a>0, b>0’ x>0’

then we have an exact expression

(a+b) A o )\b_)\la:v
MrNa P TN S

PROOF  Using the independence of II(¢t) and X (t), we have

E(e—R [n(t)—X(t)})

007t>\1tk _ L ooit )\tk
<Ze e k!) B(e )) <§)e " (k:!)

k=0

E(eRzzuxi)>

= exp Mt [B(e ) — 1] + At [B("Y) — 1]},
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for any constant R. Now let R be a solution of the characteristic equation,
then for t > s we have

E(e—R [m(6)—x (1)) ’ﬂ)
_ R [(s)-X ()] E(e*R [11(8) ~I1(s) — X ()+-X (s)] ’]_-S>

_ R [(s) - X (s)] E((fﬁ [H(tfs)fX(tfs)]) _ R [11(s) - X (5)]

Y

where F; is a o-algebra generated by processes I1(s) and X (s) up to time t.
Hence the process

V() = e & [ —x (1))

is a martingale with the initial condition Yz(0) = 1.
Consider the bankruptcy moment

T=inf{t >0 : R(t) <0}.
Since the average value of a martingale is constant, we obtain
1=E(Yr(rAt)) > E(Yr(T At) Iu: r<iy)
— B(c R [1(r)-x(r)] . ren) > e P({w: 7 <1)),

where we also used the fact that II(7) — X (7) for 7 < co. Passing to the limit
as t — 0o, we obtain
o(x) >1—e f7,

Note that if distribution functions G(-) and F(-) are exponential, then the
condition of positivity of pure income has the form

At A

> —
b~ a’
and the characteristic equation is
b a
A -1 A —1| =0.
1[b+R } * [aR }

Hence constant R is either equal to zero or to

Aa—Ab
A1+ A

Thus, we have that either ¢(co0) =1 or

o(x) > 1—exp{)\b_/\1ax}.

AL+ A
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As in Section 3.2 one can use the formula for total probability to obtain the
following integral equation for p(x):

© xT
A+ A1) p(@) =X\ / p(z+v)be " dv+ A / p(z—u)ae ™ du.
0 0

Changing variables v1 = v+ z, u; = ¢ — u, we can write ¢(x) in the form

)\1 o b( ) )\ z ( )
— be™ v —T d —a(x—uy d
o(x) o /x p(vi)be v+ /0 o(ur)ae u

which, in particular, indicates that function ¢ is differentiable. Also note that

0 4 oo
(/ oz +v)be dv) =—by(x)+b oz +v)be " dv,
0 . 0

T ! T
(/ olr —u)ae ™ du) =ap(x)—a / olx—u)ae ™du.
0 o 0
Differentiating the equation for p(z), we have
A+ M) @' () + (M b—Aa) p(x)
:b)\l/ cp(:chv)be*b”dvfa)\/ plx—u)ae” *du.
0 0
Differentiating second time, we obtain
A+ A1) ¢ (@) + (A b — Aa) @' () + (A b” + Xa?) p(2)
:bQ)\l/ cp(x+v)be_b”dv+a2)\/ plr—u)ae *“du.
0 0

This implies that
Ab—A1a
" o ’
This equation has a solution of the form

o) =C1+ Cy exp{/\b_/\lax}.

A+

It is clear from the statement of the problem that

Substituting this expression into the initial integral equation for ¢(x), we
obtain that for x =0

A+ A1) p(0) =\ /000 w(v)be " dv,
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and hence
(@+b)A

(/\ + /\1) a ’
which completes the proof. 0

Cyp=—

REMARK 3.2 Similar results can be obtained for a discrete version of
the Cramér-Lundberg model, when II(¢) and X () are independent compound
binomial processes.

Now we consider a generalization of the Cramér-Lundberg model that takes into
account the insurance market competition. Suppose the pool of insurance compa-
nies is large enough, and each company has only limited influence on the insurance
market. Then it is natural to use Gaussian diffusion for modelling the capital of an
insurance company:

R(t) = o + TI(t) — X () + 0w,

where
Ni(t)

II(t) = pt + Zci, w>0,

i=1

is the premium process,
N(#)

Xt =Y X;,
i=1

is the risk process, wy is a standard Wiener process and o > 0.
It is assumed that all processes II(¢), X (¢) and w; are independent and the condi-
tion of positivity of income:

W+ A E(Cl‘) > )\E(Xi),

holds true.
In this case the probability of solvency again satisfies the estimate

80(33) Z 1- e—R.’I: ’

where R is a solution of the characteristic equation

Ru+02R2+)\1[/ eR“dG(v)l}Jr)\{/ BV dF(y) — 1| =0.
0 0

Another generalization of the Cramér-Lundberg model takes into account the fact
that insurance companies are active participants of the financial market. Earlier we
discussed several discrete models of this type. Now we consider a version of Cramér-
Lundberg model in the framework of a Black-Scholes market:

dBt:T'Btdt, B():].7
dSt:St(,udt—Fodwt), So > 0.
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Suppose that the initial capital of an insurance company is x, and the capital of the
investment portfolio 7 = (3, 7) is

R(t) = B¢ By + v St
whose dynamics are described by
dR(t) = By dBi + v dSy + By dBy + Sy dyy -

IfII(t) = ZNll( ) ¢; is the premium process and X(t) = Zf\;(f) X; is the risk
process, then the following constraint

Ny (t+dt) N (t+dt)
By dp, + Sy dye = Z Ci — Z Xi,
i=N1 (t) i=N(t)

is natural for the class of admissible strategies. It means that the redistribution of the
capital in the portfolio happens due to premium and claim flows.

Suppose that all capital is invested into a bank account, then its dynamics are
described by equation

Nl(t

N(t)
R()—JH—/ ds+2cz > X,
0 i=1

whose solution has the form

Nl(t

N(t)
R(t) |:$+ZC7, ”—ZXie_m],
i=1

where o; are jumps of process N1 (t) and 7; are jumps of N (t).
Since random variable

T=inf{t >0 : R(t) <0}

represents the bankruptcy time, then the probability of solvency
o(z) = P({w DT = oo})

is established in the following theorem.

THEOREM 3.1
Suppose that all capital of an insurance company is invested in a bank account,

then the probability of the company’s solvency satisfies the integro-differential
equation

re gl (2) — (4 A) o) + A / "ol — ) dF(y) + A / " (a4 v)dG() =
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PROOF Since for a fixed R(t) = x the further evolution of the process
depends neither on ¢ nor on its history, then using the equation for R(t) we
can write for a small time interval At:

o) =[1- M +N)]ol@+rzAt)+ X\ / oz +rzAt+v)dG(v)
0
+A / olx + 1At —u) dF(u) + o(At) .
0
Since by Taylor’s formula we have

olx+rxAt) = p(x)+r Aty (x) + o(At),

then dividing the latter equality by At and taking limits as A — oo proves
the claim.

To estimate the probability of solvency on a finite time interval we consider the
discounted capital R(t) = R(t)e™".
Clearly, for any finite interval we have

P({w: R(s)>0 forall 0<s<t})
=P({w: R(s) >0 forall 0<s<t})=¢p(zt),

since processes R(t) and R(t) are positive multiples of each other.
Then we have the following estimate from below.

THEOREM 3.2
For all R such that

f(R; 1)

= exp { /Ot M+ A= 2 B(exp{-Re;e™}) = AE(exp{R X e} ds}

< o0
and for all t > 0, the process e‘RE(t)/f(R, t) is a martingale and

o(x,t) >1— f(R,t)e B,

PROOF  Denote g(R(t),t) = e~RE® and compute
E(g(z,t+ At)) = [1 = (A + ) At] E(g(, 1))

+A1 At / g(x+ve ) dG(v)
0

+AAL / g(x —ue " t)dF (u) + o( At).
0
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Hence we obtain the following integro-differential equation
0
5 E (@, 0) + (+ A g(x,1)
=)\ / gl +ve 1) dG(v) + A / g(x —ue " t)dF (u).
0 0

Let us find a solution of the form E(g(z,t)) = b(t) e 7. We obtain that b(t)
satisfies the equation
V(t)=bt)[— M — A+ M E(exp{—Rcie”™}) + AE(exp{RX; e ""})]

with the initial condition b(0) = 1.

Further
E<6_RR(t) ]_-S> _ e ARG E(G—R(ﬁz(t)—ﬁf(s)) ]_-S) f(R,s)
f(R,t) f(R,s) f(R,t)
e—RR(s)

—REW-R(s) LB 3)
7(R,s) B(eRO-R )f(R,t)’

where the latter equality holds true due to the independence of increments of
R(t). Also note that random variables R(t) — R(s) and R(t — s) e~"* have the
same distribution function. Hence

E(e—mé(t)—é(s))) _ E<6_mfz(t_s))

t—s
= ¢~ MFN(E=9) oxp { / [)\1 E( exp{—R¢; 67T(S+l)})
0

+AE(exp{R X; e (D })} dl}

t
- 67()\1+)\) (t—s) exp {/ |:A1 E(exp{—R C; e*’l‘l})

+AE(exp{RX; e_”})] dl}
f(R, 1)
f(R,5)’

and therefore the process e_Rﬁ(t)/f(R, t) is a martingale.
Using martingale properties we obtain

E(e"RE®)  E(eREtAT)  B(e~RROAT [ )
F(Rt)  f(R.tAT) = f(R,tAT)

1=

S e P({w: 7<t})
- f(R; 1) ’
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which proves the result. I

Now suppose that all capital of an insurance company is invested in stock. The
dynamics of prices of stock .S are described by the Black-Scholes model (with Gy =
0). In this case the capital of the insurance company satisfies the equation

N1 (t) N(®)

R(t) :p/o R(s)derU/O R(s) dws + Z ci — ZXi'
i=1 i=1

We have the following result.

THEOREM 3.3
Suppose that all capital of an insurance company is invested in stock, then the
probability of company’s solvency satisfies the integro-differential equation

2
T @ (@) + pa (@) = + N (o) (3.21)

+A / oz —y)dF(y) + M\ / oz +v)dG(v) =0,
0 0
which in the case of
Glr)y=1—et and Fu)l —e ",

can be reduced to a third order ordinary differential equation. For p > o2/2
we have the asymptotic behavior

() = Ky + 27207 (K, +o(1)).

PROOF  (see, for example, [17]) As in Theorem 3.1 we can write
p(z) =[1— (M +N)] @+ pz At + oz At)

+)\1/ plx+prAt+oxAt+v)dG(v)

0
r4px At+o x At

+/\/ o(x+ px At + oz At — u) dF(u) + o(At) .
0

Using the Kolmogorov-Ité formula we obtain

p(w) = [1 =+ 2 A (4(0) + o gl (@) A+ 5 2% (2) A1)

+A1 At /000 olx+v)dG(v) + A At /OI ol —u)dF(u),
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which implies (3.21).
Now consider the case of

Gv)=1—e"™ and Fluy=1—e".

Equation (3.21) becomes

2
M+ N o(z) —prd(z) — %xz Plx)y= 11+ NI, (3.22)

where
11:/ ox+v)be " dv and Iz/ plr—u)ae ™ du.
0 0

Since
I =-bp(x)+bl and I'=ayp(x)—al,

then differentiating (3.22) we obtain

(4N ¢ () = (@) = (@) — ot @) -

2% @ (x)
=alp(z) —all —bAp(z)+bN

or

0.2

M+ A= p) (@) = (n+ o) w " (z) — 5 2% (2) (3.23)

=(aA—bA)p(x)—arXI+bN\ 1.
Further differentiation gives

M+ =) (@) = (n+0%) " (x)

2
g
—(p+ 0?2 (@) - 0?26 (2) — o 2® oW ()

=(aX=bX\) (@) — (DN +a D) p@) +a* A T +02 M T

or
2
o
M +A=2p—02) " (x) = (u+20H) 2 (x) - > 2% oW () (3.24)

=(aX—b\) ' (x) — (bA +a ) p(x) +a* AT +0* M\ 1.
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Now we multiply equation (3.22) by (a — b), equation (3.23) by ab, and add
both to equation (3.24):

o)+ [(a-0) + 22T o

2 a—-1b 2(A\ +A—2pu—o?
o[ape 2@l 20040 2um o)
g°x ag°x

{_2abu_2()\1a—)\b+u(b—a))

o2z o2 z2

}cp’(m):O.

Making substitution G = ¢’, we obtain

o2
2 _ _ _ 2
+[_ab+2(u+02)(a b)_2(A1+A2 3“ 0)]6,/(35)
o2x o2z

+[_2ab,u_2()\1a—)\b+u(b—a))

o2z o2 22

et =0,

We can use standard methods of theory of ordinary differential equations
(see, for example, [20]) to find the asymptotic behavior of a solution of the
latter equation as z — oo. We use the substitution G(z) = €™ G1(x) where
7 is chosen so that the constant coefficient in front of G;(z) vanishes. This
implies that 7 satisfies the equation

T3+7'2(a7b)—7'ab:0,

which has solutions 7 = 0, —a, b. The case of 7 = b is not suitable as p(z)
is a bounded function. If 7 = 0, then the equation stays unchanged. Next,
we use the substitution G;(z) = 2" Ga(z) with r such that the coefficient in
front of Ga(x)/x is zero. Hence r satisfies the equation

2abp

—rab—
o2

0,

which implies r = —2 u/o?.
Thus, we find a solution in the form of the series

which, in general, may be divergent, but it gives us the following asymptotic
representation

GQ(J?) =co+ 0(1) .
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In this case

If 7 = —a, then

I

Note that this theorem reiterates the following important observation: if an in-
surance company has investments in risky assets of the financial market, then the
asymptotic behavior of the probability of its solvency cannot be exponential as it
was in the standard Cramér-Lundberg model.
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Appendix A

Software Supplement: Computations
in Finance and Insurance

The software is offered in the form of an open source code. It can be downloaded
from

www.crcpress.com/e_products/downloads/download.asp?cat_no = C429

Any C++ compiler can be used under a Linux or Windows operating system. This
code can be easily read and modified.

Software berprog.cpp: Forecast of stock prices in a
Bernoulli market

Suppose that price dynamics of stock S in a Bernoulli market are given by the
following recurrence formula

Si+1:Si(1+P)a OSZSTL,

where p is the profitability of .S and it takes values b or a with probabilities p and
(1 — p), respectively. Assuming that the initial price is Sy, we forecast the average
price of S at time n.

The inputs are:

1. S, the initial price of .S;

2. a and b, values of possible change (as a percentage) in price of S
3. p, the probability for p to take value b;

4. n, time horizon.

The forecast is based on the properties of conditional expectations E(Y|X) of
independent random variables. Namely, we compute
so> .

SavE<S1+SQ+"’+Sn
n
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In a two-step case we have

50> _ E<So(1+ﬂ1)+502(1+,01)(1+P2) ‘&))

= 22 [B(U+ 1) + B+ 1) E(1L+ p2)]
(L4 a)p+ (1+)(1-p)
H((L+ap+ (1+0)(1=p) (1+a)p+ (1 +5)(1 - p))]

= % [(1 +a)p+(1+b)(1—p)+ (L+a)p+ (1+b)(1 —p))ﬂ

Software binoptprice.cpp:Pricing options in a binomial
market

Consider a one-step binomial (B, .S)-market. Dynamics of a bank account and
stock price are given by

BlzBo(1+T), and 51:;5’0(1+p),

where 7 is a fixed rate of interest and p is the profitability of .S that takes values b or
a with probabilities p and (1 — p), respectively. Quantities a, b r must satisfy the
inequality —1 < a < r < b. Suppose that By = 1. Consider a European call option
with the contingent claim

f1 = (Sl —K)+ :maX(O,Sl —K),

where K is a strike price. Let K = Sp. The intuitive price for this option is

E<f1>pwwﬁ+u.px%@+
147 1+7r '

Alternatively, using the minimal hedging approach (see Section 1.4), one can con-
struct a strategy mo(bg, go) such that

XT(XT) = f1-

In this case
X§ =By Bo+ 7 So,
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where

1(1) — 1(2) 1 (1)
5= o /- N\ and * - _ *S 1 + .
o So(p1 — p2) Fo (1+7) B, (fl 7050( p1))

Finally, consider a risk-neutral probability E* such that

This implies
« (1+T‘)Bo—1—a
p = b
—a
If By = 1 then
« T—a
L

Thus, risk-neutral price is given by

o () W K0 )
147r 147r ’

The inputs are

1. Sp, the initial price of S;

2. a and b, values of possible change (as a percentage) in price of S;
3. p, the probability for p to take value b;

4. r, the rate of interest.
The outputs are

1. values of the contingent claim;

2. intuitive price;

3. initial capital of the minimal hedge;

4. risk-neutral price;

5. risk-neutral probability.
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Software CRRoptprice.cpp: Call-put parity in a Cox-
Ross-Rubinstein market

Now we consider a N-step binomial (B, S)-market. The Cox-Ross-Rubinstein
formula
C'N = SO B(k07 N)ﬁ) - K (1 + T)_NB(ko, Nap*)

gives the risk-neutral price of a European call option. Here p* is a risk-neutral prob-
ability:

r—a d . 1+b
b—a an p= 1+ ap

*

pt=
Recall (see Section 1.4) that

N
B(j,N,p) =Y _ (J,D p* (1 —-p)N 7,
e

J

constant kg is defined by

kozmin{k‘gN:So(l—l—b)k(l—l—a)N_k QK}

K 1+0b
= |l 1 1.
o [nSo(Ha)N/anJ+

Using the call-put parity, we can price a European put option with the claim

so that

fn=(K-Sy)*".
Namely, price of this option is given by
Py=Cn—-So+K1+7r)",

The inputs are

1. S, the initial price of .S;
2. K, the strike price;
3. a and b, values of possible change (as a percentage) in price of S;
4. r, the rate of interest;
5. N, the terminal time.

The output contains prices of the European call and put options.
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Software amoptprice.cpp: Pricing an American call op-
tion

Consider an N-step binomial (B, S)-market. Recall (see Section 1.5) that price
of an American call option with the sequence of claims

er:(Sn_K)+a ’I’LSN,

is defined by
Cr = sup C(f,) = sup E* ( . > '
remy remy (1+7)
Computing
f .
Y, = max { a _’_nr)n  E* (Yaq1|Fn)
we obtain

The inputs are

1. Sp, the initial price of S;

2. K, the strike price;

3. a and b, values of possible change (as a percentage) in price of S;
4. r, the rate of interest;

5. N, the terminal time.

The output consists of a price of the American call option.

Software spread.cpp: Computing spreads in a market
with constraints

Let (B, B2,S) be a Cox-Ross-Rubinstein market with constraints (see Section
2.2). We find the interval [C\, C*] of all arbitrage-free prices, and therefore compute
spread C* — C as a measure of incompleteness of the market.

The inputs are

1. Sy, the initial price of .S;

2. K, the strike price;
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3. a and b, values of possible change (as a percentage) in price of S;
4. r; and 79, the rates of interest on saving and credit accounts, respectively;
5. N, the terminal time.

The output contains prices of the European call option corresponding to given rates
r1 and 73, and the spread of the market.

Software BandSgreek.cpp: Pricing contingent claims us-
ing the Black-Scholes formula and computing Greek pa-
rameters in the continuous case

In Section 2.6 we studied pricing of contingent claims in a Black-Scholes model
of a (B, S)-market. The ‘fair’ arbitrage-free price of a European call option is given
by the Black-Scholes formula:

Cr =5 <I>(y+) — Ke_TT@(y,),

where
~ In(So/K)+T(r+0?/2)
Y+ = m/T .

The price of a European put option:

PT(K, g, So) = CT(—K, —0, —S())

is derived from the call-put parity relation.
The following ‘Greeks’ are used by the risk management practitioners:

Theta: ( ( ))
N oCr . Stop(y+(t —r(T—t)
0= o 2Tt —Kre D(y_(t)),
Delta: 50
T
A= 55 = D(y+ (1)),
Rho: 90
= LK@ —t)e " T Da(y_(1)),
r
Vega:
oCT
T = e St@(y+(t)) T—t,

The inputs are
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1. Sp, the initial price of S;

2. K, the strike price;

3. o, the volatility of the market;
4. r, the rate of interest;

5. T, the terminal time;

6. t, intermediate time.

The output contains prices of the European call and put options and values of
‘Greek’ parameters.

Software BandSdiv.cpp: Pricing contingent claims using
the Black-Scholes formula in a model with dividends

In the case when a holder of asset .S receives dividends, the Black-Scholes formula
gives the price of a European call option in the following form

Cr(6) = SoeéTq)(ln(So/K) —|—T(T—5+02/2)>

o VT
In(So/K) +T(r—(5—02/2))
o T .

—Ke T @(

The inputs are

1. S, the initial price of S;

2. K, the strike price;

3. o, the volatility of the market;
4. r, the rate of interest;

5. T, the terminal time;

6. 9, the dividends rate.

The output contains price of the European call option in the market with dividends.
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Software Indicators.cpp: Some indicators used in techni-
cal analysis

This software supplements Section 2.9. We compute the following indicators:

1.

2.

7.

8.

Simple Moving Average (SMA);

Weighted Moving Average (WMA);

. Exponential Moving Average (EMA);
. Bollinger Bands;
. Moving Average Convergence/Divergence (MACD);

. Relative Strength Index (RSI);

Parabolic Time Price system (PTP);

Volume Price Trend (VPT).

The user has to specify which indicator must be calculated. The software contains
two data files: ‘data.txt’ and ‘datav.txt’. File ‘data.txt’ contains close prices from
daily bar charts for shares of Microsoft for the period from April, 2001 till April,
2002. File ‘datav.txt’ contains the complete information of the same bar charts:
daily open, close, low, high prices and trading volumes. First six indicators use file
‘data.txt’, and the last two use file ‘datav.txt’. The resulting text file can be processed
by various graphical tools, e.g. Gnuplot, MetaStock etc.

Simple Moving Average represents the average value of a quantity during a speci-

fied period of time. At time j it is computed as

J

1
SMA; = + > v,
i=j—N

where v;, j — N < ¢ < 7, are values of this quantity. Input IV defines the time
horizon. The output file ‘series’ contains the initial time series, and file ‘ma’
contains the time series for moving average.

Weighted Moving Average is a modification of the SMA:

N
WMAJ = Z’ZDZ Vi,
=1
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where w; are weights with Zfil w; = 1. As above, time horizon N cor-
responds to some analysis time j. Usually, time points that are closer to the
analysis time 7, have heavier weights. We use the following formula
7 )
Wi = —— t=1,...,N.

Sik

The output file ‘series’ contains the initial time series, and file ‘wma’ contains
the time series for weighted moving average.

Exponential Moving Average is the most widely used modification of the WMA.
It uses all preceding values, but times that are distant from the analysis time j,
correspond to very small weights. The Exponential Moving Average is defined
by the formula

EMAJ = (1 — Oé) EMAj_l + Oé’Uj s

where
2

N+
Clearly, this is the simplest Moving Average indicator. File ‘ema’ contains the
time series for exponential moving average.

Bollinger Bands. First, one can use any of the Moving Average indicators to con-
struct a Middle Band with values m;. Then Upper and Lower Bands are de-
fined by

uj:mj—i—k‘aj and lj:m]‘—k‘O'j,

\/ZZ]N J)2.

The inputs include the order of averaging N and coefficient k£ which reflects
the sensitivity of the indicator. The output file ‘bbands’ contains Middle, Up-
per and Lower Bands.

where

Moving Average Convergence/Divergence is constructed in the following way:

1. compute short Moving Average;
2. compute long Moving Average;

3. compute quick line by subtracting long Moving Average from the short
Moving Average;

4. compute signal line by smoothing quick line with the help of Moving
Average;

5. compute MACD as the difference between signal and quick lines — this
is contained in the output file ‘macd’.
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Relative Strength Index is computed in terms of average increase and decrease of
price over some period of time.

Average increase is given by

Uj_1(N=1)+(vj—vj_1) e )
: RACL if v; > v

U, =

Uj-1(N—-1) :
- N lij < Vj—1 -

Similarly, for average decrease we have

Dj 1 (N=D)+(vj—1—v;)

N if?)j < Vi1
D; =
W ifvj > Vj—1 -
Then
100
RSI; =100 — ————.
/ 1+U;/D;

The output file ‘rsi’ contains the values of RSI.

Parabolic Time Price system is represented by a line that is positioned either above
or below the price graph, which identifies decreasing or increasing trends, re-
spectively. The close price C}; is determined daily by the recurrence relation

Ci=Cj1+A(Ej-1—Cj1),

where £ is the critical level of daily trading: in a long position it is equal to the
highest price since buying, in a short position it is the lowest price since selling.
Constant A is the averaging factor. It determines how fast the close price
should be shifted toward open position, and it depends on the number of new
peaks since buying and new lows since selling. The initial value of A4 is usually
set to be 0.02. Increase or decrease of the initial value respectively increases
or decreases the sensitivity of PTP line. Note that in this computer version
of constructing PTP lines, by open position we understand the corresponding
dynamics of a trend.

This software does not have any input parameters, but the input data in file
‘datav.txt” must be in the form (open, low, high, close).

Volume Price Trend reflects overbuying or overselling in the market. It is com-
puted as
P G P j—1

VPT; =VPT; 1 +V, :
ijl

where V; and P; are values of volume and price respectively.
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Software elenshure.cpp: Pure endowment assurance

This software is the computer realization of Worked Example 1.5 from Section
1.4.

The inputs are

1. S, the initial price of .S;

2. K, the strike price;

3. a and b, values of possible change (as a percentage) in price of S;
4. r, the rate of interest;

5. N, the terminal time;

6. p., the probability of surviving.

The output is the price of the insurance policy.

Software var.cpp: Computing the Value at Risk

This software uses historical modelling and Monte-Carlo modelling for computing
values of Value at Risk. Both approaches have similar structure, the only difference
is that in historical modelling one uses the real data for determining the distribu-
tion of losses and profits, whereas, in Monte-Carlo modelling, it is assumed price
movements are normally distributed.

The software computes the Value at Risk for one asset. File ‘vardata.txt’ contains
the input data. After assessing the volume of the input data, the software asks to
define the time horizon. Given this information it then determines the number of
possible scenarios. Depending on the number of scenarios requested by the user,
the software creates as many independent scenarios as possible and computes the
distribution of profits and losses. Further, it requests the value of probability for
which we compute the Value at Risk, i.e., losses that correspond to this probability
will not exceed the corresponding value of the Value at Risk. Finally, since the input
data is discrete in time, the software requests the size of the data confidence interval
in terms of probability of being in this interval and then calculates the confidence
interval for the Value at Risk.
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Software RiskPremlInd.cpp: Computing premiums in the
model of individual risk

This software is the computer realization of Example from Section 3.1. It requests
the level of bankruptcy’s probability and n, the number of policies. The initial data
is contained in file ‘RPIdata.txt’ and it consists of uniformly distributed indepen-
dent random variables that are used for computing the distribution of X4, the total
payoff to the policy holders. The output is the price of the insurance policy.
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Appendix B

Problems and Solutions

B.1 Problems for Chapter 1

Problem B.1.1 Suppose that the effective annual rate of interest is 10%. Find the
present value of a 3-year bond with face value $500 and with annual coupon pay-
ments of $100.

SOLUTION We have

100 100 100 500

B =
0= T 01 T U t012 T T101)? T (140.0)

~ 624 (8).

I

Problem B.1.2 An investor buys two European put options with strike price $40 and
one European call option with strike price $50 on the same stock S with the same
expiry date N. The total price of these options is $10. Write down the gain-loss
function and discuss the possible outcomes.

SOLUTION If Sy is the price of the asset at time IV, then the gain-loss
function has the form

V(Sn) =2 (40 — Sy) " + (Sy —50)" — 10.
We have the following cases.

(1) If Sy < 40, then the put options are exercised and the call option is not.
In this case

V(Sy) =2 (40 — Sy) " =10 =702 Sy,
and a profit is earned if Sy < 35.
(2) If 40 < S < 50, then none of the options are exercised, and the premium

is lost:
V(Sn) = -10.
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(3) If Sy > 50, then only the call option is exercised:
V(Sn) = (Sv —50)" — 10 = Sy — 60,
and a profit is earned if Sy > 60.

Thus, this investment strategy reflects the investor’s expectation that the
price of S will be less than $35. Note that the maximal possible loss cannot
be higher than the amount of premium.

Problem B.1.3 The joint distribution of profitabilities « and [3 is given in the fol-
lowing table.

aN pl-01 0 o1

—-0.2 0.1 0 04

0.1 03 01 0.1

Find their individual distributions, average of § and the conditional expectation

E(Bla).

SOLUTION From the given table we compute:

P{w: a=-0.2})=0.1404=05
({w: a=01})=03401+01=05
P({w: f=-0.1}) =0.14+0.3=10.4
({w: B=0}) =01

({w: =01})=04+0.1=05,

which implies
E(f)=-0.1x%x04+40.1x05=0.01.

The conditional expectation E(8|a) can be written in the form (see [41], for
example):

E(Pla) = E(ﬁ’{w Pa= —0.2}) Iy, a:,o_g}—l—E(ﬁHw Ta= 0.1}) Iy a=0.1} -
Computing
E(ﬁ|{w o= —0.2}) =-0.1 P({w s f= —0.1}|{w o= —0.2})

+0.1P({w: B=01}{w: a=-02})

~ —0.1x0.1+0.1x0.4
B 0.5

=0.06,
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and
E(B{w: a=0.1}) =-01P({w: ﬁ:—O.l}’{w: a=0.1})
+01P({w: B=01}{w: a=0.1})

~ —0.1x0.3+0.1x0.1
n 0.5

= —0.04,
we obtain

E(ﬁ‘a) = 0.06 I{w: a=-0.2} — 0.04 I{w: a=0.1} -
Note that

E(E(Bla)) =0.06 x 0.5 —0.04 x 0.5 = 0.01 = E(f).
I

Problem B.1.4 Suppose that analysis of the market data suggests that the price of
a certain asset S will increase by 2% in one month’s time with probability p, or will
decrease by 1% with probability 1 —p. Find all values of p such that an investment in
this asset will be, on average, more profitable than an investment in a bank account
with effective monthly interest rate of 1%.

SOLUTION The average monthly profitability of an investment in asset
S is equal to
0.02p —0.01(1 —p) =0.03p —0.01.

Hence p must satisfy
0.03p —0.01 > 0.01,

orp>2/3. [

Problem B.1.5 As in Section 1.3 we consider a binomial (B, S)-market. Suppose
we are given the following values of its parameters:

a=-04, b=06, r=02, Bo=1, So=200.

Find the price and the minimal hedge of a ‘look back’ European call option with
the contingent claim

fo= (SQ - K2)+, where Ko = min{Sy, S1, S2} .

SOLUTION First we compute the risk-neutral probability

« Tr—a 02404
Py T T 06104

0.6.
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Now we write all possible prices of S and values of claim f5 in the following
table.

event | probability  p; 02 So S1 Sy Ko f
w1 0.16 -04 —-04 200 120 72 72 O
wa 0.24 —-04 0.6 200 120 192 120 72
w3 0.24 06 —04 200 320 192 192 O
Wy 0.36 0.6 0.6 200 320 512 200 312

We compute price of this claim:

oo Ef(f2) _016x0+024x72+4024x0+036x312 _
T+ 1.44 -

Next we find the minimal hedge 7* = (ﬁn, 'yn) , that replicates claim f.
Consider time n = 1. Since the value of proﬁtablhty p1 is known at this time,
we can construct the pair (ﬁg, ’)/2). Indeed, we have that hedge 7* replicates
f2: )

X3 =f2,

which can be written in the form of the following system

X3 (1) = Pa(wr) (1+7)° + 72(w1) Sa(wr)
X3 (w2) = Ba(w2) (1 +7)% + Y2 (w2) Sa(w2)
X7 (ws) = Ba(ws) (1 +7)% + 72(ws) Sa(ws)
X3 (wa) = Ba(ws) (1 +7)% + 72(wa) Sa(ws)

Substituting all known values we obtain

0= 62(0.)1) (1 + 0.2)2 + ’)/2(0.)1) 72

72 = ﬁg((,«)g) (1 + 02)2 + ’)/2(012) 192

0 = Bo(ws3) (1 +0.2)2 + y2(ws3) 192
312 = Ba(ws) (1 +0.2)% + y2(wyq) 512.

Since random variables 32 and 72 do not depend on ps, we also have
Ba(wi) = Ba(w2), B2(ws) = Ba(wa)

and
Yo (w1) = Y2(wa) Yo(w3) = Y2 (wa) -

Hence
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The pair (61,71) is chosen at time n = 0 and does not depend on prices of
S. Since 7* is self-financing, we have

{51 (1+7)+ 7 S1(wi) = Ba(wr) (1 +7) +y2(w1) S1(wr)
B1(1+7)+ 71 S1(ws) = Ba(ws) (1 +7) +y2(ws) S1(ws),

which reduces to
B1(1+0.2)+7 120 =36
B1(1+0.2) + 7 320 = 156.

Hence
/61 =-30 and Y1 = 0.6.

Note that the initial capital of this hedging strategy

*

X5 =—30+0.6 x 200 = 90

coincides with the price Cs. 0

Problem B.1.6 Let the rate of interest be r > 0 and suppose that the price of an
asset S has the following dynamics

Q|n=0 n=1 n=2

w1 80210 51:12 82215
w2 50:10 51:12 52:10

w3 S():].O 51:6 SQZ].O

W4a 80:10 S1=6 52:3

1. Find an expression for risk-neutral probability.
2. Find all values of v > 0 that admit the existence of a risk-neutral probability.
3. Consider an American call option with the sequence of claims
+ + +
fo=(So-9", hA=(H-9", fr=(S%-10)".

Price this option, find the minimal hedge and the stopping times for r = 0.

SOLUTION

1. An  expression for  risk-neutral  probability = P*(r) =
(p3(r), p3(r), p3(r), pi(r)) can be found from the equalities

S Sa 51
E* = E* =
(1+r> So and <(1+T)2‘a(51)) T+r
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which reduce to the following system

12 (p1 +p3) +6(p3 +pi) =10(1L +7)

15p;+10p; _
iy - = 12 (I+7r)

10p5+3p; _
st - — 01 +7)

pi+ps+ps+pi=1.

Solving this system, we obtain

*()_2—1—57“ 24127 *(T)_2+5r 3—12r
pi(r) = 3 5 ) b2 - 3 5 )
() 1—-5r 3+67r () 1-5r 4—-6r

= T) = .
p3\r 3 7 Py 3 7

2. The fact that all these probabilities must be strictly positive:
pi(r) >0, p3(r)>0, p3(r)>0, pi(r)>0,
implies that 0 < r < 0.2.

3. Now since P*(0) = (4/15, 2/5, 1/7, 4/21), we can compute all possible
values of our contingent claim:

event | probability Sy fo S1 fi So fo
w1 4/15 10 1 12 3 15 5
wo 2/5 10 1 12 3 10 0
w3 1/7 0 1 6 0 10 0
wy 4/21 0 1 6 0 3 0

For pricing this option we compute

.y x 5p1 +0p5
B (Y {w: S1=12}) = E LSy =12)) = 2P
(V5 {w: S1=12}) (fol{w: S1=12}) P
E* (Y5 [fw: 81 =6}) = B*(fol{w: S1=6}) = 2 P1_g,
2

where YZ—”* is the capital of the minimal hedge 7* at time ¢. Hence

V7 (1) = Y] (wy) = max { fi, E* (YQTF* {w: S1=12})} =3,

Vi (w3) = Y7 (wa) = max { f1, B* (V5

{fw: S =6})} =0.
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This implies

* * * * * * 4 2
E (Yl ’.7:0)=3(p1+p2)+0(p3—|-p4)23(15)—1-5) =2,

and
Yy =max {fo, E*(Y] |Fo)} =2,

therefore the price is Cy = 2.

To construct the minimal hedge 7* we first compute the stopping times:
T::min{i: n<i<2 and Yf* :fi},

SO

Tr=1=1 T75=2.

Now due to equality Yfr* = f1, we have
V7 (W) =B +m S1(w) = fi(w)
or ) )
Y (@) =Y (wo) = B+ m12=3
Y7 (w3) =Y (wi) =B1+716=0.

Hence #; = —3 and 7; = 0.5. Also note that the initial capital YJ7 =
—3 410 x 0.5 = 2 coincides with the price of the option.

I

Problem B.1.7 Consider a single-period binomial (B, S)-market with By = 1,
So = 300, r = 0.1 and

g — 350 with probability 0.6
171 250 with probability 0.4 .

As in Section 1.6 use the logarithmic utility function to find an optimal strategy with
the initial capital 200.

SOLUTION First we compute parameters

a_250—300__; and b_350—300_1
300 6 300  6°

The average profitability of S with respect to the initial probability is

4 -1
m=— —

_ 61 _ 1
10 6 106  30°
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Then, according to formula (1.5), the proportion of risky capital in the re-
quired strategy must be

oF = W = —4.195.

(r—a)(b-—r)

On the other hand,
5o

* *

a =7 =
ra

XO

hence,

200
f 412520 — 975,
7 300

The non-risky component 5* can be found from the condition of self-financing;:
X5 =8"+7" S,

which implies
B =200+ 2.75 x 300 = 1025.

0
Problem B.1.8 Repeat Problem B.1.7 with By = 1, So = 100, r = 0.2 and
g - 150 with probability 0.7
17180  with probability 0.3 .
SOLUTION In this case we have
80 — 100 150 — 100
=——— =-0.2 d b=———=0.5.
“T 7100 an 100
Then
m=0.7x0.5-0.3x0.2=0.29,
and
1 _
oF = w =09,
(r—a)(b-—r)
Thus
X5 200
f=a* =09—=1.8
T e 100 ’
and
B = XTI —~"Sp=200—1.8x100=20.
0
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B.2 Problems for Chapter 2

Problem B.2.1 Consider a single-period (B, S)-market with By = 1, Sy = 10,
r=10.2 and

Sl(wl) = 63 SI(WQ) = 127 Sl(w3) =18.

Find risk-neutral probability P*.

SOLUTION An expression for P* can be found from the equality

S
E* =
(1+’I”) 507

which can be written in the form

p1 Si(wi) + p3 S1(wz) + p3 Si(ws) = So (1+7).
Since p} + p5 + p5 = 1, we have
6p1 +12p; +18(1 —py —p3) =12,
and therefore p5 = 1 — 2p]. Now let pj = A, then we have
ps=1-2X, Py = A.
Since all these probabilities must be strictly positive, this implies that
0<A<1/2.

Thus, we obtain a one-parameter family of risk-neutral probabilities

Pr=(A\1-2X1), 0<A<1/2.

I

Problem B.2.2 Consider a single-period (B, S)-market with a non-risky asset B
and two risky assets S* and S?, where

By=1, r=02,
St =150, S}(w1) =200, Si(wz) =190, S](ws)=170,
S2 =200, S%(wy) =270, Si(ws) =250, S7(w3)=230.

Find risk-neutral probability P*. If it does not exist, find an arbitrage strategy.
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SOLUTION If there exists a risk-neutral probability P*, then we must

have
St 52
* 1 _ 1 E* 1 — 2
E (1—|—7"> So and <1+r> S5,

which can be written in the form of the following system

pi Si(wi) +p5 St(w2) +p3 Si(ws) = S5 (1 +7)
pi St(wi) +p3 S (wa) +p5 SF(ws) = S (1+7).
Since p} + p5 + p5 = 1, then this system reduces to
200 p; + 190 p5 + 170 (1 — p7 — p3) = 180
270 p5 + 250 p3 + 230 (1 — p3 — p5) = 240,

or equivalently
30p7 +20p5 =10

40p7 +20p3 =10,

which implies p] = 0. This contradicts the assumption that all initial and risk-
neutral probabilities must be strictly positive. Thus, there is no risk-neutral
probability P* that is equivalent to the initial probability P.

An arbitrage strategy m = (8, 71, 72) can be found from the system

B+mSs+725 =0
B(L+7)+7 51 (w1) +725F(w1) >0

B(L+7)+m 5t (w2) + 72 ST(w2) >0

B +7)+7 8i(ws) +72 57 (ws) >0,
that reflects the fact that a strategy with zero initial capital can have non-

negative values at time 1. We are looking for strategies such that at least one
of the inequalities above is strict. Substituting given data we obtain

B =—1507 — 2007,
1.2(=1507; — 20073) + 2007, + 27072 > 0

1.2 (=150 — 20072) + 19071 + 2502 > 0

1.2 (=150 —20072) +170y1 + 230+, > 0,
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or
B =—1507, — 20072

201 +30v >0

10y + 102 >0

—10y; — 10 > 0.
This system is satisfied by
B = —50 a, Y1 = —a, 72=4a,

with any @ > 0. Hence we obtain a one-parameter family of arbitrage
strategies:

ﬂ':(ﬂv 71572):(7500’7 —a, CL), a>0.

In other words, at time 0, an investor borrows a units of asset S!, sells them
at current price, also borrows 50 a ($) from a bank and invests all this capital
in asset S2. At time 2 the investor makes a strictly positive profit in the case
of wy and otherwise loses nothing.

Problem B.2.3 Consider a single-period (B, S)-market with By = 1, So = 100,
r=0and
51(&11) = 80, Sl(WQ) = 90, S1(W3) = 180.

Is there a hedging strategy for a European call option with

fi= (S —100)"?

SOLUTION We have the following possible values of claim fi:
filwr) =0, fi(w2) =0, fi(ws) =80.
Suppose that © = (3, 7) is a hedging strategy, then
BL+7)+751(w1) = fi(wr)
B(L+7)+7S1(w2) = fi(w2)

B(L+7r)+7vS1(ws) = fi(ws)

or
54807 =0
B+90y=0
54180~ = 80,
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which is an inconsistent system. Hence, there is no strategy that can hedge
this claim.

Problem B.2.4 Consider a single-period (B, S)-market with By = 1, Sy = 200
and
Sl(wl) = 150, Sl (u}g) = 190, Sl(wg) = 250.

Find all values of r that admit the existence of a risk-neutral probability P*.

SOLUTION We have the equality

St
E* —
(1+r) S0,

which can be written in the form

p1 S1(w1) +p5 S1(w2) +p3 S1(ws) = So (1+7).
Since p} + ps + p5 = 1, we have
150 p} + 190 p5 + 250 (1 — pt — p}) = 200 (1 + 1),
and therefore
. 5—10p] — 65
N 20 '

We also have
p1 >0, p3>0, pi+p3<1,

which implies

I

Problem B.2.5 As in Section 2.6 consider the Black-Scholes model of a (B, S)-

market, and compare the optimal investment strategy with the minimal hedge of an

European call option with fp = (ST — K)+.

SOLUTION As we showed in Section 2.6, the proportion of risky capital
in the optimal investment strategy is given by

a*:'u_zr.
o

Observe that if p =17, then v =0 for all ¢t <7T.

On the other hand, for the minimal hedge of an European call option we

have
o In(S;/K) + (T —t)(r + 02 /2)
"= VT —1 ‘
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In particular, if Sy > K, then

In(So/K) + T (r + 02 /2) 1
Yo < U\/T 2 Yo
which means that these two strategies do not coincide. I

Problem B.2.6 Consider the Black-Scholes model of a (B, S)-market with T =
215/365, So = 100, u = r. Calculate premium for a pure endowment assurance
with a guaranteed minimal payment K = 80 in the cases whenr = 0.1 or r = 0.2,
ando =0.1oro =0.8.

SOLUTION In Section 3.4 we derived formula (3.18) for calculating
premiums:

Up(T) = po(T) K e 4 po(T) Cr,

where p,(T) is the probability that an individual of age x survives to age
x+ T, and

Cr = [50 ®(d4(0) —Ke T ®(d- (0))}

is the price of a European call option with the strike price K. Recall that all
required values of C'r were computed in Worked Example 2.4, Section 2.6.

Now, let x = 30, for example. Then from a life table one can find the value
of ps3o(1), say p3o(1) = 0.9987. Thus, for given values of r and o we obtain
the following values of Usg(1):

r~o |01l 08

0.1 99.87 110.78

0.2 99.88 109.01

I

Problem B.2.7 Repeat the previous problem for the discrete Gaussian model of a
(B, S)-market.

SOLUTION  Using results of Sections 2.4 and 3.4 we obtain
Un(T) = po(T) (1 + 1)~ [K + S0 (1477 @(dy(0)) — K (d_ (0))] .

For psp(1) ~ 0.9987 and for given values of r and o we obtain the following
values of Usp(1):
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r\ o |0.1 0.8

0.1 99.87 110.92

0.2 99.87 109.32

I

Problem B.2.8 In the framework of the Black-Scholes model of a (B, S)-market
consider an investment portfolio m with the initial capital x. Estimate the asymptotic
profitability of :

1
lim sup T 1nE(X¥(x))5, 0 € (0,1].

T—o0

SOLUTION First we note that by Lyapunov’s inequality (see, for exam-
ple, [41]), we have

E(XT(x)) = (EXT(x)) :
Suppose that the initial probability P is a martingale probability and that
strategy m is self-financing. Then

lim sup % In E(Xz,i(x))a

T—o00

1 1 X
< ¢ limsup — In E(X7(z)) =6 limsup — In |E 7() By
T—oo T T—o00 T BT

. 1 ) rT
= ¢ limsup T {lna—l—lnBT} = ¢ limsup T = or,

T— o0 T—o0

where a is some constant.
On the other hand, if we invest only in non-risky asset B, we have

X7(z) =2 Bye™",
S0 5
InE(X7(z))" =In [m‘s B} e‘srT] =b+0rT
for some constant b.
Thus
. 1 5 1
limsup — In E(X7(2))" > limsup — [b+0rT| =6r,
T—oo T T—o0 T

so therefore )
lim sup T lnE(Xéi(:c))(S =dr,

T—o0

and it does not depend on the initial capital x. 0
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B.3 Problems for Chapter 3

Problem B.3.1 Consider the binomial model of a (B,S)-market with Sy =
100, Bo =1, r =0.2 and

| 0.5 with probability 0.4
~ | —0.3 with probability 0.6 .

Calculate the premium for a pure endowment assurance with a guaranteed minimal
payment K = 100 in the cases when N = 1 and N = 2.

SOLUTION First we compute risk-neutral probability

. 02403 5
P = 05+03 " 8"

As in Problem B.2.6, suppose that the age of life assured is z = 30, so that
the probabilities of survival to age 30 + N are

p3o(1) ~ 0.9987 and p30(2) ~ 0.997,

for N =1 and N = 2, respectively.

Computing
max{S;, K} 5 100(1+0.5) 3 100
E* = - - — =109.375
( 1+7r ) 8 1.2 + 8 1.2
and
P max{Sy, K}
(L+7)2
B § 2 100(1+0.5)2 +2§ § 100 (1 +0.5)0.7 § 2 100
S \8 1.44 8 8 1.44 8) 1.44

~ 87.89,

we calculate the required premiums:

S, K
Uso(1) = p3o(1) E* <mxl{+1r}> = 0.9987 x 109.375 ~ 109, 23
and
So, K
Uso(2) = pso(2) E* (m) = 0.997 x 87.89 ~ 87.63 .
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Problem B.3.2 Suppose that an insurance company issues 90 independent identical
policies, and suppose that the average amount of claims is $ 300 with standard de-
viation $100. Estimate the probability of total claim amount S to be greater than
$29, 000.

SOLUTION We compute expectation and variance of S:
E(S) =300 x 90 = 27,000 and V(S) =100 x 100 x 90 = 900, 000 .

Since S is a sum of 90 independent identically distributed random variables,
then normalized random variable

S — E(S)
V(S)

is asymptotically normal. Thus the required probability is

29,000 — 27, 000
~1-o 2202 20T« 0.02.
“ ( /900, 000 )

I

Problem B.3.3 Suppose that an insurance company issues 100 independent identi-
cal policies. Find probabilistic characteristics of an individual claim X given the
following statistical data:

amount of claim number of claims
1 0 — 400 2
2 400 — 800 24
3 800 — 1200 32
4 1200 — 1600 21
5 1600 — 2000 10
6 2000 — 2400 6
7 2400 — 2800 3
8 2800 — 3200 1
9 3200 — 3600 1
10 > 3600 0

SOLUTION Let us assume that both claims from the first group (0-400)
were 200, all 24 claims from the second group (400-800) were 600, etc. Then
we compute

2 24 1
E(X) =200 — +600 — + ...+ 3400 — = 1216
(%) 100 + 100 ot 100 ’
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and

2 24 1
X) = (2002 =— 2 T 434007 — | — 12162 = 362944 .
V(X) 00 100+600 T + 3400 00 6% = 3629

I

Problem B.3.4 Suppose that an insurance company issued 1000 independent iden-
tical policies, and as a result, 120 claims were received during the last 12 months.
Find the probability of not receiving a claim from an individual policy holder during
the next 9 months.

SOLUTION

1. Suppose that the number of claims received from an individual policy
holder during any 3 months is modelled by a Poisson distribution with
parameter g. Then, assuming that numbers of claims that correspond
to non-intersecting periods of time are independent, we have that the
number of claims received from an individual policy holder during any
12 months can be represented by a Poisson distribution with parameter
4q. For a portfolio of 1000 policies we have a Poisson distribution with
parameter 4000 q. Thus

120
7= 1500 = 0.03,
which implies that the number of claims received from an individual
policy holder during any 9 months has the Poisson distribution with
parameter 0.09. In particular, the probability of not receiving a claim
from an individual policy holder during the next 9 months is

0
a= % e 009 ~0.91.

2. Alternatively, we can use the Bernoulli distribution for modelling &;, the
number of claims received from an individual policy holder during any

3 months:
£ = 1 with probability p
171 0 with probability 1 —p.

Then the number of claims received from an individual policy holder
during any 12 months has binomial distribution

S+ +E+E,

and the total number of claims has binomial distribution

S=& +8&+8&+ ...+ 000,
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where all §; are independent and distributed identically to &;. Thus

120
E(S) =4000p = 120 and hence P= 1000 = 0.03.

We then have

Plw: &+&+&=k}) = <Z> (0.03)% (0.97)37*, k=0,1,2,3.

In particular, the probability of not receiving a claim from an individual
policy holder during the next 9 months is

P{w: &G +&+&=0}) =(0.97)° ~ 0.91.
I

Problem B.3.5 Suppose that the following table describes the frequency of receiving
claims by an insurance company during one year:

number of claims number of policies

0 3288
1 642
2 66
3 4

Find the probability of receiving only one claim from two independent policies
during the next year.

SOLUTION

1. Suppose that the number of claims received during the year is modelled
by a Poisson distribution with parameter q. Let N be the number of
claims received from one policy. Then

E(N) =642 ! + 66 2 +4 3 =0.1965
~ 74000 4000 4000 ’
which implies that the number of claims received from two independent
policies has Poisson distribution with parameter 0.393. Therefore, the
probability of receiving only one claim from two independent policies
during the next year is
(0.393)*

_ —0.393 .
o= I e ~ 0.265.

© 2004 CRC Press LLC



2. Alternatively, suppose that the number of claims from one policy per
year has binomial distribution:

Plw: &+&+&=k}) = <Z> (0.03)% (0.97)3* k=0,1,2,3,

where &; are independent Bernoulli random variables:

¢ = 1 with probability p
* 1 0 with probability 1 —p.

Then the average number of claims from two independent policies per
year is 0.393.

On the other hand,

Efw: &+&+...+&}) =6p,

therefore p = 0.393/6. Hence we obtain the following distribution

Plw: &+t tEs=k}) = (Z) (03693)k <10'293>M,

k =0,1,2,...,6. In particular, the probability of receiving only one
claim from two independent policies per year is

1 5
P arerrrenm 1= (0) (22 (- 929 < oo

I

Problem B.3.6 Suppose that an insurance company issued 4000 independent iden-
tical policies. Find the expected number of policies that will result in 0,1,2 and 3
claims per year if

(1) the number of claims from one policy per year has Poisson distribution with
parameter 0.1965;

(2) the number of claims from one policy per year has a binomial distribution with
the average 0.1965.
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SOLUTION

1. We compute the probabilities of receiving 0,1,2 and 3 claims from one
policy per year:

(0.1965)°

po= g ¢ P ~082,
o= (0-1?!65)1 e~ 01965 ~ (.16,
Dy — (0-13!65)2 =0-1965 1 0 016,
ps = (O1965)° o106 0.001.

3!
Multiplying these probabilities by 4000 we arrive at the following table.

number of claims number of policies

0 3280
1 640
2 64
3 4

2. In the binomial case we have

k 3—k
P({w : £1+£2+§3 = k}) = (2) <03693> (1_03693> ; k= 07 1a2a35

so that the probabilities of receiving 0, 1,2 and 3 claims from one policy
per year are given by

3
P({w: & +£2+§3:0}) = (10?&93> ~ (.82,

2
P({w: §1+§2+£3:1}):3(0.3693) (1—0.3693) ~ 0.17,

2 1
P({w §1+§2+£32})3<03693) (10%93> ~ 0.012,

3
P{w: &1+&+&=3}) = (0‘293> ~ 0.0003.
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Multiplying these probabilities by 4000 we obtain

number of claims number of policies

0 3280
1 680
2 48
3 1

I

Problem B.3.7 Suppose that an insurance company issued 1000 independent iden-
tical policies. Further, suppose that the probability of receiving a claim from one
policy is 0.5, and that each policy allows no more than one claim to be made. Find
the probability of the total number of claims to be between 470 and 530.

SOLUTION The required probability is equal to

% 1000 1 k 1 1000—k
k 2 2 ’
k=470
We can use De Moivre-Laplace Limit Theorem to compute an approximate
value of this expression. Let S be the total number of received claims, then

E(S)=1000/2=500, and  /V(S)=4/1000 = = ~ 15.81.

N | =

1
2
So

530 — 500+ 0.5 (470 — 500 — 0.5
P({w:470<s<530})m1>< * ) ( >m0.95.

15.81 15.81

I

Problem B.3.8 An insurance company estimated that the probability of receiving a
claim from one policy during one year is 0.01 and the average amount of a claim is
$980. Suppose that the company issues 1000 independent identical one-year poli-
cies. Find the probability of the total amount of claims to be more than $14, 850.

SOLUTION We use the individual risk model. Let S be the total amount
of claims, and suppose that its normalized value has a standard normal dis-
tribution. Then

E(S) =0.01 x 980 x 1000 = 9800,
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and

VV(S) = 0.01 x 0.99 x 980 x 980 x 1000 ~ 3083 .

Therefore

S — 9800
P({w: S>14,850}) = P({w P> 1.64}> ~1— $(1.64) ~ 0.05.

Problem B.3.9 Suppose that the following table describes q, the frequency of
receiving claims by an insurance company during one year:

number of claims number of policies

0 3280
1 640
2 64
3 4

Determine a 95% confidence interval for q.

SOLUTION Let N be the number of claims. Suppose that N has the
Poisson distribution with parameter q. Then

E(N)=14000¢ and V(N)=4000¢q.

Hence, the random variable
N —4000¢q

20/

is asymptotically normal. Since

N =642 +66x2+4x3 =786,

we obtain :
— 4
196 < 2640000 46
20,/q
which implies
0.19<¢<0.2.
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Problem B.3.10 Consider three policies with claims X1, Xo and X3, respectively.
Suppose

P({w: X1 =0}) =05, P({w: X; =100}) =05,
P{w: X2 =0}) =08, P({w: X, =250}) =0.2,
P{w: X3=0}) =04, P({w: X3=100}) =04, P({w: X3=>50})=0.2.

Find the most and the least risky policy.

SOLUTION Clearly, the average value of each X; is 50, so we will compare
their variances:

V(X;1) = 0.5 x 100 x 100 — 2500 = 2500,
V(X2) = 0.2 x 250 x 250 — 2500 = 10, 000,
V(X3) = 0.4 x 100 x 100 4 0.2 x 50 x 50 — 2500 = 2000 .

Thus, we conclude that the second policy is the most risky, and the third is
the least risky policy.

Problem B.3.11 Consider two independent policies with the following distributions
of claims

P({w Xy = 100}) =0.6, P({w X1 = 200}) =04,
P({w: X5 =100}) =0.7, P({w: X3 =200}) =0.3.
Suppose that the probability of receiving a claim from the first policy is 0.1 and from

the second one is 0.2. Find the distribution of claims for the portfolio formed by
these two policies.

SOLUTION The possible amounts of claims for this portfolio are
0, 100, 200, 300 and 400. So we have

po=P{w: X1 +X,=0})=0.9x08=0.72,

pioo = P({w: X1+ X2 =100}) = 0.9 x 0.2 x 0.7+ 0.1 x 0.8 x 0.6 = 0.174,

p200 = P({w: X1+ X, = 200})
=0.1x0.2x0.6x0.7+0.9x0.2x0.34+0.1 x 0.8 x 0.4 =0.0944 ,

P300 = P({w X1+ Xo = 300})
=0.1x02x0.6x034+0.1x0.2x0.7x0.4=0.0092,

paoo = P({w: X1+ X, =400}) = 0.1 x 0.2 x 0.4 x 0.3 = 0.0024..
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Problem B.3.12 In the framework of the individual risk model consider a portfolio
of 50 independent identical claims. Suppose that premiums are calculated according
to the Expectation principle (see Section 3.1) with the security loading coefficient
0.1. Assuming that exactly one claim is received from each policy holder, find the
probability of solvency in the following cases:

(a) each claim has an exponential distribution with average 100;
(b) each claim has a normal distribution with average 100 and variance 400;

(c) each claim has a uniform distribution in the interval [70, 130].

SOLUTION First, we observe that the total premium income in each of
the cases is
IT=100(140.1)50 = 5500.

The total claim amounts are all 100 x 50 = 5000 and their standard deviations
are

(@) oy = 100+/50 ~ 707.1;
(b) 05 = 20+/50 ~ 141.4;

(¢) o3 = 60/50/12 ~ 122.5.

Now, since normalized total claim amounts are asymptotically normal, then
the required probabilities are

(@ ar~1- @(EW) ~1—®(0.707) ~ 0.24;

(b) ar~1-— @(5500—5000> ~1— ®(3.54) ~ 0.0002;

141.4

(© az=~1-— @(W) ~ 1 — ®(4.08) ~ 0.00002.

I

Problem B.3.13 In the framework of a binomial model consider two insurance com-
panies. Suppose that the claims of the first company are distributed according to the
Poisson law with average 2, and that the probability of receiving a claim equal to
0.1. For the second company we assume the same probability of receiving a claim
and the following distribution of claims: P({w : X = 2}) = 1. Given that both
companies receive the premium of 1 and have zero initial capitals, find the corre-
sponding probabilities of solvency: ¢(0,1), ¢(0,2) and ¢(0). (See Section 3.2 for
details.)

© 2004 CRC Press LLC



SOLUTION Clearly, the first company will be solvent after one time step
if it receives either a claim of 1 or no claims. The second company will be
solvent only if it receives no claims during this period. Hence

2
$(0,1) = 0.1 T e 24+09~094

for the first company, and

$(0,1) =0.9

for the second company.
Next, the first company will stay solvent after two time steps if any of the
following events will occur

A: no claims on step one, no claims on step two;
no claims on step one, a claim of 1 on step two;
: no claims on step one, a claim of 2 on step two;

: a claim of 1 on step one, a claim of 1 on step two;

"7 QF

a claim of 1 on step one, no claims on step two.
Computing the probabilities of these events:
P(A)=09x%x0.9=0.81,
P(B)=0.9x 0.1 x % x e~2 ~0.037,

22
P(C)=0.9x 0.1 x 5 X e ? ~0.061,

P(D) =0.1 x % x e ¥ x 0.1 x % x e %~ 0.002,
P(E)= P(B) = 0.037,
we conclude that the probability of solvency after two time steps is
#(0,2) = P(A)+ P(B)+ P(C)+ P(D)+ P(E) =~ 0.91.
For the second company we have events
F: no claims on step one, no claims on step two;
G: no claims on step one, a claim of 2 on step two;
with probabilities
P(F)=081, and P(G)=0.9x0.1x1=0.09.
Therefore the probability of its solvency after two time steps is

3(0,2) = P(F) + P(G) = 0.9.
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Finally, we compute

1-01x2

1-0.1x2
(0) = 1-0.1

~0.89 and ¢(0)= o N 089

I

Problem B.3.14 Consider the Cramér-Lundberg model (see Section 3.2) with the
premium income 11(t) = t and with the claims flow represented by a Poisson process
with intensity 0.5. Suppose that the average claim amount is 1 with variance 5.
Estimate the Cramér-Lundberg coefficient (see Cramér-Lundberg inequality (3.2)).

SOLUTION We have that the Cramér-Lundberg coefficient r satisfies
the equation

0.5—}—7‘20.5/ e""dF(x),
0

where F satisfies the following conditions:

o o0
/ xdF(z)=1 and / 2?dF(z) =5+1=6.
0 0

Hence

[eS) [eS) 2 .2
/ e”dF(:v)z/ (1+rw+rx)dF(:v):1+r+3r2,
0 0 2

and therefore
0.54+7>054+05r4 1.5

or 0 > 372 — r. Since 7 is positive, we conclude that r < 1/3. [

Problem B.3.15 Consider the Cramér-Lundberg model (see Section 3.2) with the
premium income I1(t) = t and with the claims flow represented by a Poisson process
with intensity 0.5. Suppose that claim amounts are equal to 1 with probability 1.
Find the Cramér-Lundberg coefficient.

SOLUTION We have that the Cramér-Lundberg coefficient r satisfies
the equation
0.5+r=05¢",

which we can write in the form
f(r):=05e"—r—0.5.

It is not difficult to find an approximate solution to this equation (using
Newton’s method, say): r ~ 1.26.
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Problem B.3.16 Consider 50 independent identical insurance policies. Suppose
that the average claim received from a policy during a certain time period is 100
with variance 200. Also suppose that the equivalence principle is used for premiums
calculations and that all premiums income is invested in a non-risky asset with the
vield rate of 0.025 per specified period. Estimate the probability of solvency and the
expected profit.

SOLUTION The collected premiums are 50 x 100 = 5000. At the end of
the specified period this accumulates to 5125. Then we compute the proba-
bility of solvency:

5125 — 5000
10 v2 V50

where S is the aggregate claims payment. The expected profit is the differ-
ence between the premium income and the expected aggregate claims pay-
ment: 5125 — 5000 = 125. Note that without the investment opportunity, the
probability of solvency is 0.5, which is not acceptable.

P({w: S <5125}) = <I>( > ~ 0.89,

Problem B.3.17 Repeat the previous problem assuming that there is an opportunity
to invest in a risky asset with profitability

_J0.06 with probability 0.5
~ | —0.005 with probability 0.5 .

SOLUTION We have that the collected premiums amount of 5000 accu-
mulates to

{ 5000 (1 4+ 0.06) = 5300 with probability 0.5
5000 (1 — 0.005) = 4975 with probability 0.5,
therefore the expected profit is
0.55300 4+ 0.54975 — 5000 = 137.5 > 125
and the probability of solvency is
0.5 P({w: S <5300})+0.5P({w: S <4975}) ~ 0.5®(3)+0.5®(—0.25) ~ 0.7.

Note that the probability of solvency in this case is less than in the previous
problem in spite of the fact that the expected profit is higher. This is one of
the reasons that insurance companies may have restrictions on proportions of
their capital that can be invested in risky assets. 0

Problem B.3.18 Consider an insurance company whose annual aggregate claims
payment has an exponential distribution with the average of 40,000. Suppose that
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this company operates in the framework of a (B, S)-market, where the profitability
of a risky asset is

| 0.1 with probability 0.5
P = 0.3 with probability 0.5 ,

and the rate of interest is 0.2. Suppose that Sy = 10, and that all premium income
is invested in a portfolio. Find an investment strategy m = (83, ) that minimizes the
probability of bankruptcy.

SOLUTION If II is the collected premiums income, then at time 0 we
have a portfolio with
(IT—-10v) + 10y =1I.

It time 1 the value of this portfolio is

(II-=104)1.2 4 13+ = 1.2I1 + v with probability 0.5

—10v)1.2+9y=1. — 3~ with probability 0.5.
II-10v)1.2+9 1211 -3 ith probability 0.5
Hence the probability of bankruptcy is
0.5€7>\(1'2H+7) + 0.567>\(1‘2H737) )
Minimizing function
f) = e N 4N,

we obtain
In (1/3)
4\

N = ~ —10,986.

I

Problem B.3.19 Find the probability that a newborn individual survives to the age
of 30 if the force of mortality is constant ji,, = p = 0.001.

SOLUTION We have (see Section 3.4)
Po(30) = e~ 5" 0.001dt _ ,—0.03 o, (97

I

Problem B.3.20 Explain why function (1 + x)~2 cannot be used as the force of
mortality.

SOLUTION By contradiction, suppose

1

b= T
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Then

polt) = e~ Jo () Pds — o~ (1_ﬁ>

and therefore
tlim po(t) =e 1 ~0.37,

i.e., a newborn individual survives to any age with the positive probability
0.37.

Problem B.3.21 Consider the survival function (see Section 3.4)

X
—1- 2 0<az<100.
s(z) g 0@ <100

Find the force of mortality and the probability that a newborn individual survives to
the age of 20 but dies before the age of 40.

SOLUTION We have

(t)_l—(x—l—t)/lOO_lOO—x—t_ o
Pl =" "0m00 ~ T100—2 © 100—=z°
Then
¢ t
- etsds =1 1- )
/O’”” § n< 100:5)
therefore
(o -t
Hatt ="\ 100 — 2 100 — =
and

B 1
He = q00— 2"
Finally, the required probability is
-2y g
100 100

Problem B.3.22 Consider the Gompertz’ model with . = [1.1]*. Find po(t).

SOLUTION We have

t z4s _ z [1.1]t =1
pz(t) = .fo [1.1] ds _ e [1.1] n[1.1] ,

hence

po(t) = e—ﬂi;ﬂt.fﬂl ~ o—10:492 (rap-1) .
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Problem B.3.23 Consider an insurance company with the initial capital of 250.
Suppose that the company issues 40 independent identical insurance policies and
that the average claim amount is 50 per policy with standard deviation 40. Premi-
ums are calculated according to the Expectation principle with the security loading
coefficient 0.1. The company has an option of entering a quota share reinsurance
contract with retention function h(x) = x/2 (see Section 3.5). The reinsurance
company calculates its premium according to the Expectation principle with the se-
curity loading coefficient 0.15. Estimate the expected profit and the probability of
bankruptcy of the (primary) insurance company in the cases when it purchases the
reinsurance contract and when it does not.

SOLUTION If S is the aggregate claims payment, then
E(S) =40 x50=2000 and +/V(S)=40v40 = 252.98.

Since 2000 (0.15—0.1) < 250, then the purchase of the reinsurance contract
reduces the probability of bankruptcy of the insurance company. Indeed, we
have that the premiums amount is

IT = 40 x 50 x (14 0.1) = 2200.

Therefore, in the case when the reinsurance contract is not purchased, the
expected profit is IT — F(S) = 200 and the probability of bankruptcy is

250 4 2200 — 2000
252.98

P({w: S >250+2000}) ~1— <1>< ) ~ 0.03764.

Otherwise, the premium
IT; =40 x 50 x (14 0.15) x 0.5 = 1150

is paid to the reinsurance company. Hence the expected profit is [I-0.5 E(S)—
II; = 50 and the probability of bankruptcy is

_ ~ 1100 \ 6
P({w: 0.55 > 500+ 1050}) ~ 1 @(252.98) ~Tx107°.

I

Problem B.3.24 Suppose that annual aggregate claims payments of an insurance
company are uniformly distributed in [0,2000]. Consider a stop-loss reinsurance
contract with the retention level 1600. Compute expectations and variances of ag-
gregate claims payments of both insurance and insurance companies.

SOLUTION Let S and R be the aggregate claims payments of insurance
and insurance companies, respectively. Then

1600 2000
1
E(S):/ der/ 1600 5 — 960,
, 2000 1600 2000
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and therefore
E(R) =1000 — E(S) = 40.

Further
1600 .'I/'2 2000 16002
V(S) = /O 5000 dx + /1600 2000 dx ~ 1,194,667,
and 2000 (2 1600)>
V(R) = /1600 5000 dx ~ 10,666.7 ,
so that

V(S) ~ 273,066.7 and V(R) ~ 9066.7.

Note that variance of the risk process without the reinsurance contract is
2000 x 2000/12 ~ 333,333 > V(S) + V(R).
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Appendix C

Bibliographic Remark

Chapter 1

We introduce the notions of a financial market, of basic and derivative securities;
we discuss the probabilistic foundations of financial modelling and general ideas of
financial risk management (see [7], [22], [29], [42]).

Quantitative analysis of risks related to contingent claims and maximization of
utility functions is described in the framework of the simplest (Cox-Ross-Rubinstein)
model of a market (see [11]).

As in the probability theory, where many general ideas and methods are often first
explained in a discrete (Bernoulli) case (see [41]), in financial mathematics binomial
markets are considered to be a good starting point in studying such fundamental
notions as arbitrage, completeness, hedging and optimal investment (see [1], [14],
[16], [18], [24], [27], [28], [30], [35], [37], [42]).

Chapter 2

This chapter begins with a comprehensive study of discrete markets. We give
proofs of two Fundamental Theorems of financial mathematics, and discuss a
methodology for pricing contingent claims in complete and incomplete markets, in
markets with constraints and in markets with transaction costs (see [10], [16], [29],
(301, [37], [42]).

Next, we study financial risks in the framework of the Black-Scholes model [6],
[32]. The celebrated Black-Scholes formula is first derived in the discrete Gaussian
setting. Then we demonstrate how the Black-Scholes model, formula and equation
can be obtained from the binomial model and the Cox-Ross-Rubinstein formula by
limit arguments. [27].

Methods of stochastic analysis are commonly used in the analysis of risks in the
Black-Scholes model: for pricing contingent claims with or without taking into ac-
count dividends and transaction costs, for various types of hedging, for solving prob-
lems of optimal investment, including the case of insider information (see [3], [5],
[14], [21], [24], [25], [31], [42]).
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Further, we discuss continuous models of bonds markets and pricing of options on
these bonds, including computational aspects (see [4], [35], [38], [42]).

One section is devoted to real options that we associate with long-term investment
projects. The Bellmann principle is one of the main tools in studying real options
(see [8], [13], [23], [26], [36]).

Technical analysis (see [34]) is a very common tool in investigating the qualita-
tive structure of risks. We demonstrate how probabilistic methods can add some
quantitative aspects to technical analysis (see [43]).

Handbooks [2], [20] are the standard sources of information on special functions
and differential equations that are useful for solving the Bellmann equation, optimal
stopping stopping time problem, etc.

Chapter 3

Complex binomial and Poisson models are used for modelling the capital of an
insurance company. Actuarial criteria in premium calculations are presented (see
(91, [31], [39D.

Probability of bankruptcy is used as a measure of solvency of an insurance com-
pany. Various estimates of probability of bankruptcy are given, including the cele-
brated Cramér-Lundberg estimate [12], [15], [39], [44], [45].

We discuss models that take into account an insurance company’s financial invest-
ment strategies (see [17], [29], [30], [31]).

Another important type of insurance that is related to combination of risks in in-
surance and in finance is represented by equity-linked life insurance contracts and
by reinsurance with the help of derivative securities. Analysis of such mixed risks
requires a combination of modern methods of financial mathematics and actuarial
mathematics (see [29], [30], [31], [33]).
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Glossary of Notation

= equality by definition
a.s. almost surely

) the empty set

a the end of proof

{x ceA|Z } the subset of A whose elements possess property Z
Ax B the cartesian product of sets A and B
I the indicator function of set A
fla the restriction of function f : X — Y to the
subset A of X
(ax), (ar)?2, the sequence aq, ... ,ag,. ..
N,Z,R the sets of natural numbers, integers
and real numbers
RN the set of all real N-tupels (71, ...,7y)
24 the set of all subsets of A

f(@) =20 O(g9(x)) |f(2z)] < const |g(z)| in a neighborhood of a

o(x) a function satisfying |o(z)/x| — 0asx — 0

[=] the integer part of x € R

TAY := min{z, y}

C™[0,0) the space of n-times continuously differentiable functions
on [0, o)

P(A) the probability of event A

P(A|B) the conditional probability of event A
assuming event B

P(A|F) the conditional probability of A
with respect to a o-algebra F

P a martingale probability

M(Sn/Bn) the collection of all martingale probabilities

E(X) the expectation of a random variable X

V(X) the variance of a random variable X

N (m,o?) a Gaussian (normal) random variable

with mean value m and variance o2
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E(X]Y)
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the conditional expectation of a random variable X
with respect to a random variable Y

the conditional expectation of a random variable X
with respect to a o-algebra F

the covariance of X and Y

= max{X,0}

a filtration (information flow)

the quadratic variation of a martingale M

a discrete stochastic integral

a stochastic integral

a stochastic exponential

a stochastic exponential

the collection of all self-financing portfolios

the collection of all stopping times
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