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Abstract

In this paper we study the pricing and hedging of typical life insurance pay-
ment processes for a homogeneous insurance portfolio by means of the well-
known risk-minimization approach. We find the price and risk-minimizing
strategy in a financial market where we allow for investments in a risky asset
and a bank account, as well as a hedging instrument based on a longevity
index, representing the systematic mortality risk. Main features of this work
are that we allow for hedging of the risk inherent in the life insurance liabili-
ties by investing not only in the risky asset and the money market account,
but also in an instrument representing the systematic mortality risk. Thereby
we take into account and model the basis risk that arises due to the fact that
the insurance company cannot perfectly hedge its exposure by investing in a
hedging instrument that is based on the longevity index, not on the insur-
ance portfolio itself. The dependency between the index and the insurance
portfolio is described by means of an affine mean-reverting diffusion process
with stochastic drift.
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1 Introduction

Mortality and longevity is a primary source of risk for many insurance and pension
products. The traditional method of dealing with mortality risk is through suit-
able insurance or reinsurance contracts. However, reinsurers are often reluctant
to take on the aggregated bulk risk typical of these transactions, thus leading to
securitization as a new form of risk transfer and consequently to the creation of a
new life market, see, e.g., Blake et al. [I0]. In this context pricing and modeling
of life insurance liabilities has been studied extensively in the literature, for an
overview on the valuation and securitization of mortality risk we refer to Cairns
et al. [12].

Mortality risk can essentially be split into systematic risk represented by the mor-
tality intensity, i.e. the risk that the mortality rate of an age cohort differs from
the one expected at inception, and idiosyncratic or unsystematic risk, i.e. the risk
that the mortality rate of the individual is different from that of its age cohort.
The first kind of risk may be hedged by investing in a longevity bond, see, e.g.,
Cairns et al. [I2]. This bond pays out the conditional survival probability at ma-
turity as a function of the hazard rate or mortality intensity, which is given by a
so-called longevity or survivor index. Survivor indices, provided by various invest-
ment banks, consist of publicly available mortality data aggregated by population,
hence providing a good proxy for the systematic component of the mortality risk.
One of the important features of our approach is to allow for hedging of the risk
inherent in the life insurance liabilities by investing not only in the stock and
money market account, but also in the longevity bond, accounting for the system-
atic mortality risk.

Besides that we explicitly model the longevity basis risk that arises due to the fact,
that the hedging instrument is based on an index representing the whole popula-
tion, not on the insurance portfolio itself. Because of differences in socioeconomic
profiles (with respect to e.g., health, income or lifestyle), the mortality rates of the
population typically differ from those of the insurance portfolio. Hence the hedge
will be imperfect, leaving a residual amount of risk, know as basis risk. There exist
a number of empirical studies concerned with quantifying and modeling mortal-
ity basis risk, see, e.g., Cairns et al. [I3], Coughlan et al. [14], Dowd et al. [19],
Jarner and Kryger [25], Li and Hardy [27] and Li and Lee [28]. Li and Lee [28]
are the first to study the mortality rate of closely related populations within a
global modeling context. They extend the well-known Lee-Carter model by intro-
ducing the concept of a global improvement process together with mean-reverting
idiosyncratic variations for each population. Cairns et al. [I3], Dowd et al. [19]
and Jarner and Kryger [25] model the mortality rates of a small population that is
a subpopulation of a larger reference population, where the relationship between
the large and small population’s mortality rates is determined by a mean-reverting
stochastic spread. In this paper, similarly as in Biffis [9], we model the mortality
intensity of the insurance portfolio together with the intensity of the population
by means of a multivariate affine square-root diffusion. The dependency between



the two populations is captured by the fact that the intensity of the insurance
portfolio is fluctuating around a stochastic drift, which is given by the mortality
intensity of the reference index. This model is intuitive in its interpretation, as
well as analytically tractable through its affine structure. Affine models have re-
cently become very popular in many areas of applied financial mathematics, such
as exotic option pricing, or interest rate and credit risk modeling. An overview
of the theory of affine processes can be found in Duffie et al. [21], as well as in
Filipovi¢ and Mayerhofer [22] for the case of affine diffusions.

When modeling life insurance liabilities we make use of the similarities between
mortality and credit risk and follow the intensity-based or hazard rate approach
of reduced-form modeling, see, e.g., Bielecki and Rutkowski [8]. Since it is impos-
sible to completely hedge the financial and mortality risk inherent in the liabilities
of the insurance company, even in this setting where we allow for investments in
a product representing the systematic mortality risk, the market is incomplete
and it is thus necessary to select one of the techniques for pricing and hedging in
incomplete markets. Here we make use of the popular risk-minimization method
first introduced by Féllmer and Sondermann [23]. The idea of this technique is
to allow for a wide class of admissible strategies that in general might not nec-
essarily be self-financing, and to find an optimal hedging strategy with “minimal
risk” within this class of strategies that perfectly replicates the given claim. For
a survey on risk-minimization and other quadratic hedging methods we refer to
Schweizer [33].

There exist a number of studies that focus on applications of the risk-minimization
approach in the context of mortality modeling or in related areas such as credit
risk, see, e.g., Barbarin [2], Biagini et al. [3], 4 5] 6] [7], Mgller et al. [I5] [16] 29, 30]
and Riesner [32]. However, some authors such as Mgller [29] 30] and Riesner [32]
assume independence between the financial market and the insurance model. Fur-
thermore, most authors consider very specific payoff structures. Here we work in
a more general setting, i.e. we allow for mutual dependence between the times
of death and the financial market, as well as for more general payoff structures
similarly as in Barbarin [2] and Biagini et al. [4], 5, 6]. Besides that, similarly as
in Biagini et al. [6] [7] and Dahl et al. [16], we allow for hedging of the insurance
liabilities by investing not only in the primary financial market, but also in an
instrument representing the systematic mortality risk. Dahl et al. [16] also model
the dependency between two death counting processes, the first one represent-
ing an insurance portfolio and the second one the whole population. They allow
for dependency between the mortality intensities via correlated diffusion terms.
Here we consider an affine mean-reverting diffusion model with stochastic drift
and model the portfolio mortality intensity as depending on the evolution of the
intensity of the population. This has the great advantage, of capturing the basis
risk between the insurance portfolio and the longevity index in a very natural way,
thereby offering an intuitive interpretation while remaining analytically tractable
due to the affine structure. Also in this way it is not necessary to artificially in-
troduce a second death counting process representing the population.



Hence in this paper we extend earlier work on risk-minimization for insurance
products in several directions: we provide explicit computations of risk-minimizing
strategies for a portfolio of life insurance liabilities in a complex setting. Thereby
we explicitly take into account and model the basis risk between the insurance
portfolio and the longevity index and allow for investments in hedging instru-
ments representing the systematic mortality risk. Besides that we allow for a
general structure of the insurance products studied and we do not require certain
technical assumptions such as the independence of the financial market and the
insurance model.

The remainder of this paper is organized as follows: Section [2| introduces the
general setup, including the structure of the insurance portfolio and the financial
market. In Section [3| we compute the price and the risk-minimizing strategy of
the life insurance payment streams. We also provide specific applications in the
context of unit-linked life insurance contracts.

2 The model

Let T > 0 be a fixed finite time horizon and (2, G, P) a probability space equipped
with a filtration G = (S¢).e[o,r) which contains all available information. We define
9t = F VHy, and put G = G, where H = (H;)e(o,7) is generated by the death
counting processes of the insurance portfolio (see Subsection . The background
filtration F = (F})¢cpo,7] contains all information available except the information
regarding the individual survival times. Here we define F; = o{(W,, WH, WE) :
0<s<t} tel0,T], where W, W# and W# are independent Brownian motions
driving the financial market and the mortality intensities (see Subsections
and . In the following we introduce the three components of the model: the
insurance portfolio, the financial market and the combined model.

2.1 Insurance portfolio and mortality intensities

We consider a portfolio of n lives all aged = at time 0, with death counting process
n
Nt - Z :H.{Tx,igt}, t S [O,T],
i=1

where 7%¢ : Q — [0,7] U {oo}, and for convenience in the following we omit
the dependency on x. We assume that P(7¢ = 0) = 0 and P(7! > t) > 0 for
i=1,...,nand t € [0,T]. Note that since the time horizon T is usually fixed as
the maturity of the life insurance liabilities, in order to ensure that P(r? > T) > 0
for i = 1,...,n (the remaining lifetimes are not necessarily bounded by T'), it is
necessary to allow 7° to take values larger than T, indicated here by the convention
that 7° can assume the value infinity. We define H; = H} V --- vV H?, with
Hi=0{H!:0<s<t}and H = Liri<yy. We assume that the times of death T



are totally inaccessible G-stopping times, and an important role is then played by
the conditional distribution function of 7, given by

Fl =P <t|F), i=1,...,n,
and we assume F} < 1 for all ¢ € [0,T]. Then the hazard process I'* of 7¢ under P
Ii=—In(l—F}) = —IE[Li | F, (2.1)

is well-defined for every t € [0,7]. Since the insurance portfolio is homogenous in
the sense that all individuals belong to the same age cohort, we set I'* = I', where

¢
I’t:/usds, te[0,T].
0

Similarly as in Biffis [9], we assume that the mortality intensity p is given as the
solution of the following set of stochastic differential equations:

dpe = 1 (i — pr)dt + o1y/pe AWY, (2.2)
dfie = y2(m(t) — fir)dt + o2/ AW, (2.3)

for t € [0,T] and o = o = 0, where 1, 72, 01, 02 > 0, and m : [0,T] — R
is a continuous deterministic function. The existence and uniqueness of a strong
solution (u, ;1) to the set of stochastic differential equations - is proved
in Appendix E of Biffis [9] by using Proposition 2.13 and 2.18 in Chapter 5 of
Karatzas and Shreve [26], as well as results of Deelstra and Delbaen [I8]. The
process it represents the mortality intensity of the equivalent age cohort of the
population, and can be derived by means of publicly available data of the survivor
index

S = exp (— /Ot fis ds) , te0,T). (2.4)

According to Cairns et al. [I2] survivor indices can be seen as basic building blocks
for many mortality-linked securities. The need for standardization in the life mar-
kets has led to the creation of various such indices by investment banks and many
market traded securities have payments linked to survivor indices. The dynamics
of i in are given by a non-negative affine square root diffusion, mean-reverting
towards the deterministic drift m, which can be seen as best estimate for [, such
as an available mortality table. Hence y as defined in is a non-negative affine
process, fluctuating around a stochastic drift given by the mortality intensity p
of the respective age cohort of the population. Note that many empirical studies
have shown that the mortality of life insurance portfolios is often lower than that
of the equivalent age cohort of the population due to socioeconomic factors such
as lifestyle, income, etc. This characteristic feature can easily be incorporated in
our model e.g., by replacing the stochastic drift u by g —e and m by m — ¢ for a

constant € > 0 in (2.2 - (2.3).

We also assume that for i # j, 7%, 7/ are conditionally independent given Fr, i.e.

Ellgrisnylirissy | Fr] = E[ling [ F7]E[lrisg [Fr], 0<s,t<T. (2.5



This assumption is well-known in the literature of credit risk modeling, see, e.g.,
Chapter 9 of Bielecki and Rutkowski [8]. All individuals within the insurance
portfolio are subject to idiosyncratic risk factors, as well as common risk factors,
given by the information represented by the background filtration F. Intuitively,
the assumption of conditional independence means that given all common risk
factors are known, the idiosyncratic risk factors become independent of each other.

2.2 The financial market

Since our focus is on modeling the basis risk between the insurance portfolio and
the longevity index, for simplicity we consider a rather simple model of a financial
market defined on (€2, G, G,P) consisting of a bank account or numéraire B with
constant short rate r > 0, i.e.

By, = exp{rt}, te]0,T],

as well as two risky assets with asset prices S and P. We assume that S follows
the P-dynamics

dsS; = S (Tdt + J(t, St) th) , te [0, T], (26)

with Sy = s and we assume that o satisfies certain regularity conditions that ensure
the existence and uniqueness of a solution to (2.6). We denote by X = S/B the

discounted asset price, i.e. the dynamics of X are given by

S,
dX; =d (Bt) = O'(t, St)Xt dWw,, te [O, T] (27)

t
Following Cairns et al. [12] we assume that P is the price process of a longevity
bond with maturity T" representing the systematic mortality risk, i.e. P is defined
as a zero-coupon bond that pays out the value of the survivor or longevity index
as defined in (2.4) at 7. This means the discounted value process Y = P/B is

given by

|t o [exp(= Jg s ds)
ool o]

94 . telo,T). (2.8)

Thus the discounted asset prices X, Y are continuous (local) (P, F)-martingales,
i.e. the financial market is arbitrage-free, since the physical measure P belongs
to the set of equivalent local martingale measures. Note that the asset prices are
F-adapted, however the trading strategies are allowed to be G-adapted, i.e. in the
following sections we consider (discounted) hedging portfolios

Vilp) =& X+ Y + &, te[0,T],

where ¢ = (6%, &Y, ¢Y) is a G-adapted process (see also Deﬁnitionin Appendix
. This implies that all agents invest according to information incorporating the
common risk factors such as the financial market and the mortality intensities, as
well as the individual times of death.



2.3 The combined model

We consider the extended market G = IF V H, such that the information available
in the market at time ¢ € [0,7] is assumed to be G, = F, vV H;. All filtrations
are assumed to satisfy the usual hypotheses of completeness and right-continuity.
We postulate that all F-local martingales are also G-local martingales, and in the
sequel we refer to this hypothesis as Hypothesis (H). This hypothesis is well-known
in the literature on enlargements of filtrations, for a discussion of this hypothesis
we refer to Blanchet-Scalliet and Jeanblanc [I1] and Bielecki and Rutkowski [8),
Chapter 6]. In this setting we study life insurance liabilities in form of insurance
payment streams as introduced by Mpgller [30]. It is now widely acknowledged
(see, e.g. Barbarin [2], Biffis [9] and Mgller [29]) that most payment streams of
practical relevance are covered by the three building blocks pure endowment-, term
insurance-, and annuity contracts. Following Barbarin [2], the pure endowment

contract consists of a payoff
CP¢(n — Nrp) (2.9)

at T, where CP° is a non-negative Fpr-measurable random variable such that
E[(CP¢)?] < oo, i.e. the insurer pays the amount CP¢ at the term T of the con-
tract to every policyholder of the portfolio who has survived until 7. The term
insurance contract is defined as

T n T ) n .
/ ClidN, — Z/ ClAH! =S 1oy Ol (2.10)
0 i=170 i=1
where C* is assumed to be a non-negative F-predictable process such that

< 00,

E l sup (Cf')?
t€[0,T

i.e. the amount CZ is payed at the time of death 7% to every policyholder 4,
i =1,...,n. The annuity contract consists of multiple payoffs the insurer has to
pay as long as the policyholders are alive. We model these payoffs through their
cumulative value C{* up to time ¢, where C'® is assumed to be a right-continuous,
non-negative increasing F-adapted process such that

E [ sup (Cf)2] < 0.
te(0,7)

The cumulative payment up to time 7' is then given by

/OT (n—Ns)dC?:iz:/oT (1—H§) dce. (2.11)

Similarly as in Mgller [29] or Riesner [32] we also provide specific examples (see
Corollary Corollary and Corollary|3.10) where in the context of unit-linked
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life insurance products we set CP¢ = f(St), Cf = f(S;) and C¢ = [J f(S,)du
in - for a function f that satisfies sufficient regularity conditions.
Recall that (X,Y) is a (P,F)-local martingale, i.e. the market given by (P,F)
is arbitrage-free, and Hypothesis (H) implies that the extended financial market
defined by G = F Vv H is also arbitrage-free. However, the market is not complete
since the times of death occur as a surprise to the market and hence represent a
kind of “orthogonal” risk. In particular any derivative relying on information of
the individual times of death such as the insurance liabilities introduced in -
cannot be perfectly hedged by investing in (X, Y). Therefore in the following
section in order to find a price and hedging strategy for the insurance payment
processes, we make use of a well-known quadratic hedging method for pricing and
hedging in incomplete markets, the risk-minimization approach, a brief review of
which is given in Appendix [A]

Remark 2.1. We would like to briefly comment on the fact that the insurance
payment streams introduced in - can actually also be interpreted as T'-
claims, i.e. non-negative Gr-measurable random variables, hence the risk-minimizing
strategies may equivalently be found by means of the original method by Foéllmer
and Sondermann [23]. To this end note that the pure endowment contract consists
of a single payoff at time T, hence it is a Furopean type contingent claim by defi-
nition. Furthermore, the discounted term insurance contract has the same payoff
as the discounted T'-claim

n ) oo ) r .
H:B;lzn{ﬂg}csz—lBT:Z/o ctB;ldH! :/0 CtB;1dNy,
=1

i
i=1

where the insurer’s liabilities C** are deferred and accumulated using the riskless
asset B. By the same arguments the annuity contract can also be interpreted as
discounted T-claim. In Remark A.3 of Mpller [30] it is shown how in this case
the approaches of Follmer and Sondermann [23] and Moller [30] coincide in the
sense that they deliver equivalent risk-minimizing strategies. In particular the in-
vestment in the risky assets is equal in both settings. The portfolio value process
and investment in the riskless asset differ only in the sense that the portfolio value
in the payment stream setting is seen as after the insurance payments have been
settled, whereas the value process in the setting of Féllmer and Sondermann [23]
accounts for the insurance liabilities by accumulating them on the bank account as
deferred payments.

3 Risk-minimization for life insurance liabilities

In the setting of Section [2] we now compute the price and hedging strategy for
the life insurance liabilities by applying the results of Appendix[A] We start with
some preliminary results.



3.1 Preliminary results

For i =1,...,n we consider the finite variation process
Li=(1—-H)e", telo,T),

then by Lemma 5.1.7 of Bielecki and Rutkowski [8] we have that L' is a local G'-
martingale, where G' := (G})seo,r] and §; = F VH}, ¢ € [0,T], i =1,...,n. Since
the hazard process I'y, t € [0,7], of 7* exists and is continuous and increasing,
by Proposition 5.1.3 of Bielecki and Rutkowski [8] we have that the compensated
process M* given by

M} = H} —T,p i, te[0,T], (3.1)
follows a local G*-martingale, such that
M} = —/ e’ t=dLi, telo,T], (3.2)
10,2]
and
Li=1- Li_dM!, telo,T).
10,2]

Furthermore, since
E[[M]7] =E[Hf] <1<o0, i=1,...,n,

e.g., by Protter [31, Corollary 4 after Theorem 27 in Chapter II] M? is a square
integrable martingale. From we have that the F-hazard process I' and the
(F, G')-martingale hazard process A* of 7% coincide. By (see, e.g., Lemma
9.1.1 of Bielecki and Rutkowski [§]) M® is also a G-martingale, i.e. T is also
the (F,G)-martingale hazard process of 7¢. Note that it is easily seen that for
j #1, implies that LL? is a local G-martingale (see also Proposition 6.1 in
Chapter 3 of Barbarin [2]), hence L and L’ are strongly orthogonal. Then by
we have that M*® and M7 are also strongly orthogonal. Note that since M?®
are G-martingales and

n ] t
Mt :ZMZ:Ntf/D (n*st)Hsta te [OaT]v (33)
i=1

is a G-martingale, the process (fét(n—]\fs_),u,S ds)se[o,7) is the G-compensator of N.
In the following by making use of the affine structure of (u, i) as introduced in
and we compute the dynamics of different processes related to (u, i), such as
the longevity bond introduced in , that will be needed for the computations
in Sections [3.2]- B.4]

Lemma 3.1. For the longevity bond as introduced in (2.8) we have the dynamics:
t _
Y, = Y, +/ Yoe T BT ()0 /i AWE, ¢ € [0,T],
0

9



where BT is given by the following differential equation:

057(1) =1+ 6" (0) - 50357 (W) BT(T) =0, (34)

Proof. We rewrite (u, i) as introduced in (2.2)) and (2.3) as

e\ 0 -1 M i o1/t 0 wi
d (ﬂt) N (’Yzm(t)> * < 0 —72> <ﬂt> di ( 0 02\/17t> d <Wtu>

fort € [0,T7], i.e. (1, 2) is affine. By equation (B.1]) in Appendixwe immediately
obtain

T
Y;:=E |fpr <_/t Hs dS) ’?t‘| = eXp(OzT(t) + 5T(t)ﬂt)7 te [O,T],

where )
OB (1) = 1+ 78" (1) — 5o3(8T ()%, BH(T) =0,

and
dra’ (t) = —pm(t)8" (1), o' (T)=0.

Then by Itd’s formula we obtain

dY; = Yi(0,a” (1) + 0,87 (1) fu)dt + V35" (H)djue + %YG(BT(t))Qd@h
= Yi(fi dt + BT (t)oo/fir AWY'),
and by we have that
AY; = Ve 7T BT () oo/ dWF,  t €0,T],
hence the result follows. O
The following lemma will be needed in the proofs of Corollary [3.6] and
Lemma 3.2. Fiz u € [0,T]. For

2y = Elexp(-T) |5 =B [exp (~ [“uds) |51] . ¢ 0.0l

we have the following dynamics:

t t _
2t =z + [ 28 e dWe + [ Zis)omavE, @)
0 0

where BY and B3 are given by the following differential equations:
1
AP () =1+ mpPrt) — 50%(5?@))2, B (u) =0, (3.6)

0B (1) = =By (1) + 72B5 () - %05(53@))27 By(u)=0.  (37)

10



Proof. Fix u € [0, T]. With the same arguments as in the proof of Lemma by
equation (B.1)) in Appendix [B| we have

20 =B |exp (= ["peds) | 3] —expla’(®) + SO+ 07 (39)

for ¢t € [0, u], where the functions a*, 5} and 5§ are given by

QBL() = 1+ mBL(0) — 5o (BHOR, BEw) =0,
D) =~ BL(E) + 2B (0) — JoR(B(0), BEw) =0,
B0 (1) = —m(BE (D), () =0.

Then, again by an application of It6’s formula, we obtain that
AZ}! = Z}'[ (00 (t) + OB (£) e + 0uB3 (D)) dt + B (8) dpue + B3 (t) iy
1 u 1 u = u u =
5 (B Al + 5 (B () Ay + B () BE(E) Ay iy
= Z{(mdt + By (o1 AW + B (t)oz/u AW]')
for t € [0, u], hence the result follows. O

The following lemma will be needed in the proof of Corollary 3.8

Lemma 3.3. Fiz u € [0,T]. For

u
ZP=F {exp <—/ s ds> Ly
0

we have the following dynamics:

g:’t:|a tG[O,u],

t A A
zp =25+ [ 22 (Br(s) + B(6) 22) o /i W

t “ A _
+ [ 2 (B3(s) + B3() 22) oo AW, (3.9)
where Z¥ is given by
Z{ = &"(t) + Byt + By (e, t € [0,ul, (3.10)

and &*, Bi‘ and Bé‘ are given by the following differential equations:

OBL(t) = M BL(t) — oI BLBL(E),  Bi(u) =1, 3.11)
OBy (t) = —BY(E) + 1285 (t) — o3BY (1) By (E),  BY(u) =0, (3.12)
BN (L) = —yem(t)BY(L),  a"(u) =0,

and By, BY, and Z}* are given in (3.5)) - (3.7)).

11



Proof. Fix u € [0, T]. With equation (B.1)) in Appendix [B| we immediately obtain

E [eXp (— / s d8> o
t
where Z is given in (3.8)) and

A

7% = &% (t) + B () + BL®) e, t € [0,ul,

:ﬂ] = Z02¢, tel0,ul,

with
OB (t) = mBY(t) — o1 BYBI(),  BY(u) =1,
0B (t) = —m1 B (t) + 1285 (t) — o3B3 (1) B (1), By (u) =
DG (t) = —am(D(E), %(u) =0,

Then, again by an application of Itd’s formula, we obtain

dZzy" = [0pa"(t) +6t61( Viat + Ou P () i) At + BY(t) dps + BY(t) Aty
[ By (t) ()Ulﬂt—52( )3 ()U2Mt] dt
+ B (t)or /i AWH + By (t)ora /i AW,

and
d(ZpZy) = ZpdZy + 20 AZE + (2, 2",
= Z{mZ; At + (BY (1) + 51 () 21") o1 /jue AW
+ (B3 (1) + 85 (1) 2") o2/ iy AW
for ¢t € [0, u], hence the result follows. O

The following remark elaborates more in detail on the technical assumptions re-
garding the model choice for (i, i) in . .

Remark 3.4. As stated in Biffis [9], from a technical point of view for the exis-
tence and uniqueness of a solution (u, ) of the set of stochastic differential equa-
tions - it 1is not necessarily required that the Brownian motions WH
and WH are independent. In fact from an intuitive point of view it is plausible to
actually allow for correlation between the two Brownian motions driving p and [.
However, we would like to remark that relaxing the independence assumption de-
stroys the affine structure of (u, i) (see, e.g., Dai and Singleton [17], Duffie et al.
[21] or Filipovié and Mayerhofer [22]), hence in order to obtain analytical expres-
sions for the conditional expectations in Lemmal[3.3 and[3.3 it is in fact necessary
to assume that W* and W* are independent. Also note that in , and
(13.39) we will make use of the fact that the Brownian motions W driving the asset
price S as introduced in and (WH, WHE) driving (u, i) are independent. Of
course it is possible to relax this independence, however then in order to evaluate

12



the conditional expectations in (3.23)), (3.29)) and (3.35) it is necessary to define

(S, u, 1) as a multi-dimensional affine diffusion (with respect to correlated Brow-
nian motions). This is only possible if the diffusion coefficients are constants for
all three processes, in which case p and p are no longer non-negative and for the
volatility of the asset price we have o(t,S;) = o, t € [0,T], for a constant o > 0.

In the following we calculate the prices and hedging strategies of insurance pay-
ment streams as introduced in (2.9)) - (2.11)) by means of the risk-minimization
approach (see Appendix . We start with the pure endowment contract.

3.2 Pure endowment contract

For the pure endowment contract introduced in (2.9)) we define the payment pro-

cess
cre

By

where CP¢ is a non-negative Fp-measurable random variable and E[(CP¢)?] < oc.

AP = (n— Ny) —-Lygy, t€0,T], (3.13)

Proposition 3.5. In the setting of Section[] the payment process AP¢ introduced
in (3.13) admits a risk-minimizing strategy o = (£,£%) = (6€X,&Y,€9) given by

§ = (§X SY) _ (n - Nt)eftwt (n _ Nt)erTJrrtz/Jf
| o o(t, X)Xy~ YT (t)oov/me |’
&=VFe -§X -gv

for t € [0, T], with discounted value process
t t
VPG =l + [ XX, [ v+ I - A,
0 0

where .
LY = /0 (n — Ny)el =t dWh — / UPeel's dM,

10,¢]

for t € [0, T, where BT (t) and My are defined in (3.3)) and (3.4) and UP®, 1, y*,

and Y" are given by

e
Br

where ¥, Y* and Y* are F-predictable processes satisfying

E [ / T(%)stl E [ / ng‘)?ds] E [ [ wras

The optimal cost and risk processes are given by
CY(¢) = nU{“ + LY*,
Ry (p) = E[(Lf — LY)*| G,

t t t _
or =B e 5] = vp e [ocawer [orawe s [uraws, @
0 0 0

< Q.

forte[0,T].
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Proof. Let t € [0,T]. Then we have that

n Cpe
pe _ )
E[A7 | G = ;E [1{71>T} By

9t:| )

and by Proposition 4.10 and 5.11 of Barbarin |2, Chapter 3], as well as Corollary
5.1.1 of Bielecki and Rutkowski [8] and (2.5 we have

)

t .
o / Lidure - / Ureels am, (3.15)
0 10,4]

. Cre
JP = {11 gy
t { >T} BT

where
'pe

Ufe =E [e_FT%
T

gjt], tE[O,T],

is a square integrable martingale, since E[(CP¢)?] < co. By the martingale repre-
sentation theorem for Brownian filtrations (see, e.g., Theorem 43 of Protter [31),
Chapter IV.3]) we have that

t t t _
ure =ul +/ s AW +/ wg‘dwgur/ YEAWE,  t € 0,7,
0 0 0
where 1), " and " are F-predictable processes satisfying

E VOT(%)%S] E VOT(wg)“’ds] E VOT(«st

Hence by (2.7) and Lemma [3.1] for ¢ € [0, T] we have that

< oQ.

n

t t
E[Agf | 925] = Z (Uge +/ :H_{Ti>5}ers¢s dWs —|—/ ]1{7_1'>S}6Fs¢é" dWsu
i=1 0 B 0 -

t _ _ .
+ / Liisgpe gl AW — / UPeels dM;) (3.16)
0 - 10,¢]
t t
:nU5’6+/ gde5+/ ¢y av, + e, (3.17)
0 0

where

(TL — Nt)eFt@Dt
U(t7Xt)Xt ’
(n— Np)er Tty

VBT (t)oa/1i

& =

& =

and

t
LY = /0 (n— No)e syl AW} — 10,¢] Ureels dM. (3.18)

14



It remains to prove that (3.17) is indeed the GKW decomposition of E[AZ" | G,],
i.e. that all integrals are square integrable and that

t t
(/ sfdxs+/5§dn)-L€e, te (0,7,
0 0

is a (uniformly integrable) martingale for all G-predictable processes X e L2(X),
€Y € L%(Y). To this end note that since JP*! is a square integrable martingale,
we have that E[[JP%!|7] < co. Then from (3.15) we follow that

E[[Jpe’i]T] —E l/OT(LQQ d[Upe]s +E /()T(U§66F5)2 d[Mi]S < o0,

i=1,...,n, since [UP*, M*]; = 0, t € [0,T]. Hence by Lemma 2.1 of Schweizer
[33] we have that

£
/L;dUg’@, teo,1],
0

and .
[ urean, te o1,
0

are square integrable martingales. Again by the martingale representation theorem
we have that

t t . t o t__ _
| riavre = [Giawos [gpiaw s [opaws, ce .1 (3.19)
0 0 0 0
where ", "¢ and )" are F-predictable processes satisfying

ol [[wra] e[ [Tl | [fwrre

Hence by comparing (3.16|) with (3.19) fori =1,...,n and ¢t € [0,T] we have that

< Q.

U= Lirisge 0, O = Lipisge el O = Lisge ),

since W, WH and W# are independent. Hence (¢X,¢Y) € L?(X,Y) and LP¢ as
defined in (3.18)) is a square integrable martingale as the sum of square integrable
martingales. It remains to prove that

t t
(/ gfdxs+/§§dys>-Lfe, te 0,77,
0 0

is a (uniformly integrable) martingale for all G-predictable processes £X € L?(X),
€Y € L*(Y). However, this follows directly from the fact that for ¢t € [0,7],
(W, M]; = [WFE M]; = 0 and [W, WH], = [WF WH]; = 0 and by using Proposition
4.50 of Jacod and Shiryaev [24, Chapter I]. O
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Note that the cost process is the sum of two orthogonal martingales, the first of
which is related to the fact that due to the structure of (u, 1) as defined in
- the financial market given by the filtration I is not complete. The second
integral is related to the unpredictability of the times of death.

In the following (see Corollary and |3.10) we now consider special payoff
structures in the context of unit-linked life insurance products, where the life

insurance liabilities are given in terms of a non-negative Borel measurable function
f(St) of the asset price S, t € [0,T]. Then following Mgller [29] for fixed u € [0, T]
the arbitrage-free price process

FU(t,5;) = Elexp (= (u = 1)) f(Su)[F], ¢ €0,4], (3.20)

associated with the payoff f(S,) at time u can be be characterized by the partial
differential equation

1
—rF"(t,s) + F(t,s) + rsF(t,s) + ia(t, $)2s?FL(t,s) =0, (3.21)

with boundary value F“(u,s) = f(s), where we denote by F}(t,s), F*(t,s) and
F(t, s) the partial first and second order derivatives of F" with respect to ¢ and
s.

The next corollary provides an application of Proposition [3.5| where we set

P = f(Sr)
in (2.9) and (3.13), where f : Ry — R, is a Borel measurable function such that
E {f(ST)z} < 00,

i.e. we define the payment process

f(St)

Afe“f = (n — Nt) Bt

Lyory, tel0,7). (3.22)

Corollary 3.6. In the setting of Section |9 the payment process AP®T introduced
in admits a risk-minimizing strategy ¢ = (&,€0) = (€X,¢Y,£%) given by
&' = (n— Ny Z[Fl(t, ),
gr = (- Nt 05T ) FT (1, S1) 2
b Y, 5T (t) ’
& =V"p) & X~V

fort € [0, T], with discounted value process

t t
VPl (p) = nZ{ FT(0, So) + / & dX, + / & v, + Ly — aped,
0 0
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where
¢
Lfe’f _ /0 (n—Ns)er‘g_Tsﬂf(S)Ul\/lTsFT(s’Ss)ZZdWS“

- / e T (s, 8) 21 dM,
J0.4]

fort e [O,T}, where ﬁT( ) 51 (t), pI(t), FT(t,S;), FI(t,S), ZI' and My are
defined in . and -

Proof. By the 1ndependence of the underlying driving processes, for UP¢ as defined

in (3.14]) we have

U =E [e—FTf(ST) j fﬂ] =E[e 7| F|E {f(ST) ] 33} , (3.23)

for t € [0,T], and by (2.6) - - (3-20) - and It6’s formula the discounted

arbitrage-free price process (t St) ,t € [0, T], follows the dynamics

d (FTgSt)) = FI(t,S)o(t, S) X, dW; = FL(t,S;)dX;, te[0,T], (3.24)

and by integration by parts and (3.5 and (3.24)) we obtain that

t
UF = Z§FT(0,80) + [ ol X)X (5.5 27 dW,
0

t FT A t FT A B
+ / BT (s)or i 858) 5 gy . / BT (s)oan/ s 5255) 7 gy
0 Bs 0 BS
for t € [0, T}, hence the result follows by using Proposition O

3.3 Term insurance contract
For the term insurance contract introduced in (2.10]) we define the payment process
t Ctz Ctz

) t it
A?: 0 C dN Z/ Vs de Z]]_{Tz<t}B te [O,T], (325)

where C* is assumed to be a non-negative F-predictable process such that
E | sup (C)?| < oo.
te[0,T]

Proposition 3.7. In the setting of Section @ the payment process A% introduced
in ([3.25) admits a risk-minimizing strategy o = (&,£°) = (6€X,£Y,€0) given by

& = (SX &)= (niNt)ertwt (n—Nt)eFt+rT¢f
s U e XX, YT MoV
&=V - X - &'
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fort € [0,T], with discounted value process
, . 3 3 ) .
Vi) =l + [ e¥ax,+ [ av+Lf - A,
0 0

where

, t ti T (i
L?:/0 (n — Ny) stdwwr/ (C E[ G e g,
S

B,

])or.

for t € [0,T], where BT (t) and My are defined in ([3.3) and (34) and where U,
¥, W and PP are given by

. T ot
Ul =E / B%e—Fs dr (3.26)
0 s

. t t t
gw/ wdes+/ wgdW;‘+/ i AW
0 0 0

where ¥, Y* and PP are F-predictable processes satisfying

E l/{JT(ws)st] E [/OT(wg)st] E VOT(@z)g)?ds

The optimal cost and risk processes are given by

< oQ.

CF(p) =l + 14
Ri'(¢) = E[(LT — L")*| Gl
fort €10,T).

Proof. By Proposition 4.11 and 5.12 of Barbarin [2, Chapter 3], as well as Corollary
5.1.3 of Bielecki and Rutkowski [§] and . we have

E[AL|G,] = nUL +/ n— N,)els Ut
Ctz C 1" r
+ Zs R —Zu ols=Tu qr, dMs,
10,¢] (Bs L By, D

where

€ [0,T7],

, T (i
U“:EV %e’rsdfs 1
0 s

is a square integrable martingale, since by Jensen’s inequality for any ¢ € [0, T] we

have
sup ( (/ de™ FS) ] <E [ sup (051)2] ,
tefo T] t€[0,T]

18
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and E {supte[O’T] (CEZ)Q} < 00. By the martingale representation theorem for Brow-
nian filtrations we have that

. . t t t _
U“:Ugwr/ wdeS+/ ngdwy+/ YEAWE, te(0,T),
0 0 0

where 9, ¥* and 1* are F-predictable processes satisfying

T T T ~
E l/ (ws>2ds] , E l/ (wg‘)st] , E V (Y2 ds| < oco.
0 0 0
Hence by (2.7) and Lemma we have that
, , t t ,
E [Agz 9t] =nUs + / X dX, + / eYay, + LY, (3.27)
0 0
where -
X — (n— NeJe*9i”
Lot X)X
¢ = (n— Np)e Ty
' Y, BT (t)o2 /i
and
] t
Lt = [ (n— Ny)elsyt dWH
0

Cti T Cti
+ / s —E|[ —LelsTwdr, |F| | dM..
10,1] (Bs [ s Bu

By the same arguments as in the proof of Proposition we obtain that all
integrals in (3.27) are square integrable and strongly orthogonal, hence (3.27)) is
indeed the GKW decomposition of E[A% | Gy]. O

Note that Corollary 5.1.3 of Bielecki and Rutkowski [§] requires C* to be bounded.
However, it can be easily seen that this result also holds if E[sup;c(o 1 (CI)?) < o0
and we may therefore apply it in our setting.

The next corollary provides an application of Proposition [3.7] where we set

Ci' = f(Sy), telo,T],
in (2.10) and (3.25), where f : Ry — R is a Borel measurable function such that

E l sup f(S;)?| < oo,
te[0,7
i.e. we define the payment process
t n ‘
g " f(Ss) B f(Sn)
At = A Ts dNs = Zz::l ]-{Tlgt} B.. , te& [O,T]. (328)
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Corollary 3.8. In the setting of Section @ the payment process A introduced
in ([3.28) admits a risk-minimizing strategy o = (&,£°) = (6€X,£Y,€0) given by

T
&= (n— Nt)eft/ FU(t,S) Z!"" du
t

& = (n = Np)e Iy (5T (1) / FU(t, S0 21 (B3 (8) + B3 (1) 27) du,
& =Vip) ~ 6 X - fyt

fort € [0, T], with discounted value process

. T t t . .
Vi () =n / ZYMF™(0, So) du + / ¢ dX, + / ey av, + Ly — AP,
0 0 0

where

. t T pu ~
rf = [ e / I 50 2u(Bp(s) + B4 20001 i duaw

o[ ]
10,2]

A

for t € [0,T], where 87(t), Bi(t), B3 (t), BY(t), BY(1), F(t,S), FX(t,S), Z¢,
Z{", Z¢ and My are defined in (3.3) - 3.7), (3.9) - 3-12), (3:20) and (3.21).

Proof. For U" as defined in ([3.26) we have
, T
Ul =E V (5) F“,uudu’ff]
o DBy

- [T [Ls
0 Bu
where we have used Fubini’s theorem and the independence of the underlying

driving processes. By the same arguments as in the proof of Corollary [3.6] we have
that

3%} E e ", \ 5| du, t€[0,7], (3.29)

o[£

u

t

] = FU0.50) + [ F(s.800(5, X)X Ly dWe (3:30)
0 <

for 0 <t, uw <T, where F*“(u,S,) = f(Sy). Furthermore, by (3.9) we have

Zp =B [e T

=20+ [ 20 () + B16)22) o Ty ATV

+ / 72 (B3 (s) + B3(5) 22) o2/ iisLpscay AWE, 0<t,u<T,
0

where B, 8%, Bt, By, Z* and Z* are given in (.5) - (3.7) and (3.10) - (3-12).

Then since all integrands are continuous (see Theorem 15 in Chapter IV of Protter
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[31]), once again by It6’s formula and by the stochastic Fubini theorem (see, e.g.,
Theorem 65 in Chapter IV of Protter [31]) we obtain

Ut — /OT ngpu(o,so)d“/ot /T F(s, S5) 21" (5, X)X du dIV,
" /ot /ST FU(;;SS)ZE (B (s) + Bi(s) 22y o1+/1as dudW
[ TS 230 4+ 8060 2902 s v
for t € [0, T], hence the result follows by using Proposition O

3.4 Annuity contract
For the annuity contract introduced in (2.11]) we define the payment process

a t ]' a - t ]' a
A —/0 (n—Ns)E Aoy = Zl/o Lirisey g 405, € [0, 77, (3.31)

where C* is assumed to be a right-continuous, non-negative increasing F-adapted
process such that

E [ sup (CH)?| < oc.
t€[0,T]

Proposition 3.9. In the setting of Section [] the payment process A* introduced
in ([3.31) admits a risk-minimizing strategy o = (&,€°) = (€X,£Y,€0) given by

&t = (gX gY) _ (n_Nt)CFt,(/}t (n—Nt)eFt"’TTl/}f
t &t o, X)X: | YiBT(Ooair )’

&=V - X — ¢

fort € [0, T], with discounted value process
t t
Vi(e) =nlUs + [ €Xax,+ [ € avi+ 1g - A,
0 0

where

t T er_Fu
L?:/(niNS)erslbgdWy,/ E / ace| g, | an,,
0 10,4] s By

fort € [0,T), where BT (t) and My are defined in (3.3) and (3.4) and U®, ),

and Y* are given by

T T4
a — E d a
vp =E| [ S ac

t t t _
&"tl :U5‘+/ wsdws+/ wgaww/ Wi AWE, (3.32)
0 0 0
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where ¥, Y* and Y* are F-predictable processes satisfying

E l / T(stl E [ J Twzfds] E [ [ wras

The optimal cost and risk processes are given by

< 0.

Ci(p) = nUs + L,
Ri(p) = E[(LT — L) | Gl (3.33)

forte[0,T].

Proof. By Proposition 4.12 and 5.13 of Barbarin [2, Chapter 3], as well as Propo-
sition 5.1.2 of Bielecki and Rutkowski [§] and ({2.5)) we have

t
E[AS% | G,] = nUS + / (n — Nyl dU
0

T ers _Fu
| S ace s
10,¢] s B,

where

S

T ,—Ds t t t _
U;‘:EV —ace 33] =Ug+/ deWS+/ wgdwy+/ YE AW,
0 0 0 0

t € [0,T7], is a square integrable martingale, since E {supte[O,T](Cf)ﬂ < oo and
where v, ¥* and # are F-predictable processes satisfying

E l / T(%)?dsl E l J Twzfds] E [ [ wras

The result follows by the same arguments as in the proofs of Proposition [3.5| and
3.7 O

< 0.

Note that Proposition 5.1.2 of Bielecki and Rutkowski [§] requires C* to be
bounded. However, it can be easily seen that this result also holds if

E [ sup (Cf)ﬂ < 0.
te(0,7)

The next corollary provides an application of Proposition where we set

co — /Otf(Ss)ds, te0,T],

in (2.11) and (3.31), where f : Ry — R is a Borel measurable function such that

< 00,

E [ sup f(St)2
te[0,7]
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i.e. we define the payment process

a, ! f(S5s =~ [ f(Ss
At /= /(; (n - NS) (Bs ) ds = ;/0 ]]'{Ti>s}(BS)d5a te [O7T] (334)

Corollary 3.10. In the setting of Section@ the payment process A%T introduced
in ([3.34) admits a risk-minimizing strategy o = (&,€°) = (6€X,&Y,€0) given by

T
X = (n— Nt)eft/ FU(t, ) 7" du

€ = (= NOEH IO @) [ R, 502 du,
& =Vi(p) - & Xi - tYY%

fort € [0, T], with discounted value process

T t t
Vil =n [ ZgF0 s dut [ €XdXo+ [ avi+ Lpf - ap,
0 0 0

where
t T Fu
e = [o=Noe [ prorm 2 g auamy
T ers_ru
—/ E [/ dcy, 3’5] dMs,
10,¢] s B,

fort € [O,T] where BT() Bi(t), BY(t), F“(t,St), F¥(t,St), Z* and My are
defined i @) - @), B2 and (2).
Proof. For U as defined in (3.32)) we have
T
a __ —I'y f(SU)
Ut_}E|:/O e ‘Budu‘?t‘|
T
:/ Y RACD S"t]E[e_F“
0

where we have used Fubini’s theorem and the independence of the underlying
driving processes. By (13.5) we have

:ﬂ] du, te0,T] (3.35)

t
Z¢ =B [ |F] = 2+ | 228t (5)01 i sy WY
t _
+ /0 2882 ()02 TiaL {scag AWE (3.36)
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for 0 <t, u < T, where $1(t) and f2(t) are given in (3.6)) - (3.7), and by the same
arguments as in the proof of Corollary [3.8 we have that

T t T
Ug:/ ngu(o,so)du+// o (s, X)X F2 (s, 55) 2% du dWW,

+// By (s)o1 MSL (éS)Zud dwt

+// BY(8) 02/ Tis <SS)Z“d AWE, teo,1),

S

where we used ((3.30)), , 1td’s formula and the stochastic Fubini theorem.
Then the result follows by using Proposition [3.9] O

We conclude this section with a remark regarding the hedging error of the risk-
minimizing strategies as computed in Propositions and Following
Barbarin [2], Mgller [29] and Riesner [32] we take the initial intrinsic risk Roy(p) as
a measure of the total risk associated with the non-hedgeable part of the insurance
claims. In the case of the annuity contract, for Rj(y) as defined in we have

(/OTcdesﬂ

2
R3(y) = E[(L4 ~ L§)") = B [( [t Ny dWé‘) +E

_9F K/OT(n — Nl dWs“) (/OT ¢ dMS>

where ¢; = E[f, r eFtB‘ZF" dC¢ | F¢], t € [0,T], and since WH* and M are strongly
orthogonal, the square integrable martingales

(/Ot(n — Ny)el sl dst‘) , (/Ot Cs dMS) . tel0,T]

are strongly orthogonal, and e.g., by Proposition 4.50 in Chapter I of Jacod and
Shiryaev [24], we have that

E K/OT(n — Ny)elsypt dWSH) (/OT Cs dMsﬂ =0

Furthermore

T 2 n T 2
E[(/O (n—NS)erwgdW5> ] :;E (/0 1{Ti>s}efs¢gdwy> ]

e ([ tmtan) ([ 3]

i#]
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and by , (2.5) and Fubini’s theorem we have that

n n T

> E (/ Lrisapel 94 dW“) =) E VO 1{7i>s}62rs(wé‘)2d81
=1

n T T
=2 /0 E [E[1(ris) | TJe? (41)?] ds = nE [ /0 e“wg”)?ds] :

=1

as well as

r r r
ZE [(/ ]]'{Ti>8}e KA dWs“> (/0 :H'{Tj>s}e s dW£>‘|
- ZE [/ ]1{7' >s}:|]'{7'3>s}6 (wlﬁ) ‘|

= Z/ ]]'{7'1>5}]l{7'7>s} |3~] 2 (dju) } ds = (TL - n) [/()T(wg)2ds‘| :

2
E </0T(n—Ns)eFS¢§dW§‘> ] =nE VOTer(wg)st + (n? —n)E VOT(ng)?ds].

Besides that

E:(/()T@d]‘@)?] ZE[(/ gde@>

and since M* and M/ are strongly orthogonal for i # j, by Proposition 4.15 in
Chapter I of Jacod and Shiryaev [24] it follows that

el o) ([ eo)] =0

7]

() (o)

i#j

hence

2 n n
E [(/OTCdeS> ] :;E [/OTC§d<M1>51 — ;/DTE [Cz]l{ﬂ->s},us} ds
=nE VOTCSQG_FSMst].

Putting the results together we obtain that

R(¢) = nE VOT el ()2 ds +nE

+(n? —n)E l/OT(qu)st

T
/ CZe e d81 :
0
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hence

lim W = JE [/T(lbé”)?ds}. (3.37)
n 0

n—oo

The analogous results hold for the pure endowment and term insurance contract.
Therefore, in contrast to the setting in Mgller [29], with increasing portfolio size
the hedging error cannot be fully eliminated. As noted already in Barbarin [2]
the non-diversifiable term in is related to the incompleteness of the market
given by the filtration F.

Appendices

A Risk-minimization for payment processes

The (local) risk-minimization method is a quadratic hedging approach that was
first introduced by Follmer and Sondermann [23] in the case of European type
contingent claims and later extended to the case of payment processes by Mgller
[30] and later Schweizer [34] and Barbarin [2, Chapter 4]. In this section of the ap-
pendix for the readers convenience we briefly review all aspects of the theoretical
background that are relevant for our purposes. Note that this borrows extensively
from Mgller [30] and Schweizer [33].

For a finite time horizon T' > 0 consider a financial market defined on a filtered
probability space (Q2,J,F,P), where F = (F});¢[o,r) fulfills the usual conditions,
consisting of one risk-free asset or numéraire B = (By);c(o,1), as well as d risky
assets S = (Sf)te[o,T]a i =1,...,d. We denote by X = (X1, ..., X% the di-
scounted asset prices, where X* = S"/B, i = 1,...,d, and we assume that X
is a local P-martingale. In particular we assume that the market is arbitrage-
free and we are working under a risk-neutral measure, i.e., the measure P itself
belongs to the set of equivalent local martingale measures. In this setting we
would like to find a hedging strategy for an F-adapted, square integrable pay-
ment process A = (A¢)ejo,7], Tepresenting cumulative discounted payments up to
time ¢, t € [0,7]. Since the market is not necessarily complete, it is in general
not possible to find a self-financing hedging strategy that perfectly replicates the
payment process A. In this context the idea of risk-minimization is to relax the
self-financing assumption, allowing for a wider class of admissible strategies, and
to find an optimal hedging strategy with “minimal risk” within this class of strate-
gies that perfectly replicates A. In the following we now explain how to find the
risk-minimizing strategy and explain in what sense this strategy is optimal. We
begin with some definitions.

Definition A.1. An L%-strategy is a pair ¢ = (&, £Y), such that ¢ is a d-dimensional
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process belonging to L?(X), with

T 1/2
LA(X) := {g‘g F-predictable, (]E [ / ¢ d[X, X]SgsD < oo},
0

and &9 is a real-valued F-adapted process, such that the discounted value process
W(‘P) =&§X + 51?7 le [OvTL
is right-continuous and square integrable.

For an L?-strategy ¢ the discounted (cumulative) cost process C(y) is defined as

t
@w%ﬂﬂw—Aéﬂ&+Aut€WfL

describing the accumulated costs of the trading strategy ¢ during [0, ¢] including
the payments A;. Note that V;(¢) should therefore be interpreted as the discounted
value of the portfolio ¢; held at time ¢ after the payments A; have been made.
In particular, Vp(¢) is the value of the portfolio upon settlement of all liabilities,
and a natural condition is then to restrict to 0-admissible strategies satisfying

Vr(p) =0 P-as.

The risk process of ¢ is given by the conditional expected value of the squared
future costs
Ri(p) = E[(Cr(p) = Cul9))? | F4), t€[0,T), (A.1)

and is taken as a measure of the hedger’s remaining risk. We would like to find a
trading strategy that minimizes the risk in a sense we define now.

Definition A.2. An L%-strategy ¢ = (£,€%) is called risk-minimizing for the
payment stream A, if for any L*-strategy @ = (£,€°) such that V(@) = Vi(p) =
0 P-a.s., we have

Rt((tp) < Rt(@% te [OvTL

i.e., @ pointwise minimizes the risk process introduced in (A.1]).

The key to finding the strategy with minimal risk is the well-known Galtchouk-
Kunita-Watanabe (GKW) decomposition, see Ansel and Stricker [I]. Since A is
square integrable, the expected accumulated total payments may be decomposed
by use of the GKW decomposition as

E[Ar|F)] = E[Ar | Fo] + /] XL tefoT) (A2)
0,t

where ¢4 € L?(X ) and LA is a square integrable martingale null at 0 that is
strongly orthogonal to the space of stochastic integrals with respect to X

7() = { [ wax|ve 20},

ie., for ¢ € L*(X), L{* [{ ¥ dX, t € [0,T], is a (uniformly integrable) martingale.
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Theorem A.3. There exists a unique 0-admissible risk-minimizing L?-strateqy
¢ = (&¢°), given by

é-t = &24’
g? = ‘/%(SO) - é.tXtv

with discounted value process
Vilp) = BlAr | ] — A= ElAr|Fo] + [ 60X, + L~ 4,

discounted optimal cost process
Ci(p) = E[Ar | Fo] + Li = Colp) + L{,
and minimal risk process
Ri(p) = E[(L7 — L{)? | F4),
t € 10,T], where €4 and LA are given by (A.2).

Proof. See Schweizer [33] for the single payoff case or Mgller [30] and Schweizer
[34] for the extension to the case of payment streams. O

Note that the preceding approach relies heavily on the fact that the discounted
asset prices are local martingales under the original measure P. In a more general
setting, when the discounted asset price is merely required to be a semimartingale
under P, one finds the price by following the local risk-minimization technique,
see Schweizer [34] or Barbarin [2, Chapter 4]. For more information on (local)
risk-minimization and other quadratic hedging approaches we would like to refer
the interested reader to the survey paper of Schweizer [33].

B Affine diffusion processes

In this section of the appendix we give a brief review of some aspects of the
theory of affine processes that are relevant for this work. Note that this borrows
extensively from Section 3 and Appendix A of Biffis [9]. We would also like to
refer the interested reader to Duffie et al. [2I] and Filipovi¢ and Mayerhofer [22].
An affine diffusion process X = (X¢);e[o,r) with values in R" is a Markov process
defined on a filtered probability space (2, F,F,P), where F = (F¢),¢[o,7) fulfills the
usual conditions, solving (in the strong sense) the stochastic differential equation

dX, = 6(t, X;) dt + o(t, X)) dW,, t€[0,T],

where W is an n-dimensional standard Brownian motion, and (¢, X;) and o (¢, X¢)
are “affine” in X in the sense that

d(t,x) = do(t) + di(t)x,
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where dp : [0,7] — R™ and d; : [0,7] — R™*™ are continuous functions and
(o(t,x)o(t,z)); = (vo(t))iy + (vi(t))y; @, 5 =1,....n,

for continuous functions vg : [0,7] — R™*™ and v; : [0,T] — R™*™*". Let ¢ € C,
a,b e C" and
A(t, ) = Xo(t) + M (1),

for Ao : [0,7] — R and A; : [0,7] — R"™ continuous. Under certain technical
conditions (see, e.g., Duffie et al. [20]) for 0 <t < u < T the following expression
holds:

E e [ A(s,Xs)ds ja' X, (b’Xu +o) ‘?t] — oM (MHB (1) X {d“(t) + B“(t)’Xt} (B.1)

where a* and " are functions uniquely solving the following ordinary differential
equations:

08" (1) = M(1) — da (8 B"(6) — 5" (1) 0a (15" (1),
010" (t) = Molt) — dolt) B*(£) — 3 B"(1) (1) 5" (1),

and &* and B* are functions uniquely solving the following ordinary differential
equations:

for t € [0,u] with boundary conditions a%(u) = 0, 8%u) = a and B%(u) = b,

a'(u) = c.
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