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Abstract

We discuss dynamic hedging of counterparty risk for a portfolio of credit derivatives
by the local risk-minimization approach. We study the problem from the perspective of
an investor who, trading with credit default swaps (CDS) referencing the counterparty,
wants to protect herself/himself against the loss incurred at the default of the counter-
party. We propose a credit risk intensity-based model consisting of interacting default
intensities by taking into account direct contagion effects. The portfolio of default-
able claims is of generic type, including CDS portfolios, risky bond portfolios and
first-to-default claims with payments allowed to depend on the default state of the ref-
erence firms and counterparty. Using the martingale representation of the conditional
expectation of the counterparty risk price payment stream under the minimal martin-
gale measure, we recover a closed-form representation for the locally risk minimizing
strategy in terms of classical solutions to nonlinear recursive systems of Cauchy prob-
lems. We also discuss applications of our framework to the most prominent classes of
credit derivatives.
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1 Introduction

Counterparty credit risk receives a lot of attention after the global financial crisis of
2007-2009; since then, the management of counterparty credit risk has become a key
issue for financial institutions. This risk refers to the possibility that one of the con-
tracting parties of derivatives transactions, carries out over the counter, defaults before
maturity. The vast majority of literature has focused on the valuation of counterparty
risk, i.e., credit valuation adjustment, abbreviated with CVA throughout this paper;
see also Capponi [14] for a survey. Despite the importance of dynamic hedging of
counterparty risk across policy makers and the financial industry, the literature on the
subject is still not as well developed.!

A larger body of literature has investigated dynamic hedging of defaultable claims
using mean-variance strategies, but without accounting for counterparty risk. Bielecki
et al. [7] and [8] introduce a framework for hedging risks in incomplete markets,
building on the classical Markowitz mean-variance portfolio selection framework.
They analyze quadratic hedging methods and consider strategies adapted to the default-
free market information as well as to the enlarged filtration inclusive of default events.
Bieleckietal. [9] consider areduced form framework driven by a Brownian motion, and
show that perfect hedging can be achieved by continuously trading rolling credit default
swap (CDS) contracts. Frey and Backhaus [21] analyze hedging of synthetic CDO
tranches under a dynamic credit risk model with incomplete information, allowing
for default contagion and spread risk. They use the risk-minimization approach, and
choose single name credit swaps as their dynamic trading instruments.

In this paper, we study unilateral hedging of counterparty risk associated with
portfolio credit derivatives traded between a default-free investor and a default-
able counterparty in the local risk-minimization sense. The risk-minimization is a
quadratic hedging method, proposed in Follmer and Sondermann [19] in the local
martingale case. It is extended in Schweizer [27] to the semimartingale case by intro-
ducing the weaker concept of the local risk-minimization. For the martingale case, the
risk-minimizing strategy can be characterized via the Galtchouk—Kunita—Watanabe
(GKW) decomposition. When the hedging instrument is a semimartingale, the locally
risk-minimizing strategy can be obtained in terms of the Follmer-Schweizer (FS)
decomposition. In general, the FS decomposition is difficult to derive except the case
where the hedging instruments have continuous trajectories since it coincides with
the GKW decomposition under the minimal martingale measure (MMM). This is no
longer true in general if the hedging instrument has jumps, as in our framework. We
refer to Schweizer [29] for a survey. The methodology has been subsequently extended
to a multidimensional setting including payment streams in Schweizer [30]. However,
in presence of jumps, the MMM and GKW-decomposition are still key tools to derive
the locally risk-minimizing strategy as proved in Choulli et al. [18].

We propose a general model of direct default contagion by extending the one con-
sidered in Bo et al. [11], which accounts for the impact of past defaults on the default
intensity of surviving firms. Our model can be specialized to capture the main sources

1 Canabarro [13] argues that the high market volatility experienced during the global financial crisis created
challenges for the dynamic hedge of CVA.
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of default correlation identified by empirical research. For instance, Azizpour et al.
[3] document the time decay effect of default contagion via a statistical analysis based
on historical corporate default data. As it is shown in Bo et al. [11], by choosing a
linear specification for the default intensity function, after a ramp-up for the instanta-
neous impact of a default, the default intensities of surviving firms would, over time,
mean revert to their long run averages. We consider the counterparty risk hedging of a
portfolio of defaultable claims of generic type, including classes of credit derivatives
routinely used by risk management divisions such as CDS portfolios, risky bonds port-
folios and first-to-default claims. Moreover, the involved payments are also allowed to
be dependent on the default state of the reference firms and counterparty. We choose
the hedging instrument to be a CDS written on the (defaultable) counterparty. Our
choice is in line with current market practises. Major derivative desks routinely use
credit swaps to hedge counterparty exposures (see Chapter 2.4 in Gregory [23]), and
these contracts are highly requested by market participants during periods of con-
siderable market distress. The liquidity of credit swaps, typically higher than that of
the corresponding bonds, make them better instruments to implement cost-effective
hedging strategies. Hedging is only performed up to the earliest of the maturity of the
portfolio and the counterparty’s default time, that is hedging terminates if the portfolio
expires or if contingent payments are triggered by the counterparty’s default.

The main conceptual novelty of our paper is the development of a comprehen-
sive framework which simultaneously handles (i) a default intensity model enhanced
with feedback from defaults, and (ii) a dividend process for the hedging instrument
(CDS) whose dynamics is of the jump-diffusive type. Earlier studies [4—6,16] consider
hedging instruments with continuous trajectories by using an enlargement of filtration
approach. Ceci et al. [15] study the hedging of a default-free contingent claim via
trading instruments following a jump-diffusion process. Frey and Schmidt [22] also
employ the risk-minimization approach, but assume conditionally independent default
times whose intensities depend on an unobservable stochastic factor. Differently from
Frey and Backhaus [21] and Frey and Schmidt [22] who work directly under the risk-
neutral martingale measure used for pricing, we study the hedging problem under the
real-world probability measure. Other related studies on quadratic hedging approaches
to credit risk modeling include Okhrati et al. [25] who employ structural default mod-
els, and Wang et al. [32] who study vulnerable European contingent claims.

There are several technical contributions in our efforts, outlined next. We consider
the locally risk-minimizing hedging of the counterparty risk under the real-world
probability measure. This implies that we need to identify two additional probabil-
ity measures under our default contagion market model: the risk-neutral measure for
pricing purpose and the MMM for hedging purpose. In the discontinuous case, the
integrand of the GKW decomposition under the MMM differs from the integrand of
the FS decomposition. Hence the establishment of the hedging strategy in terms of
the predictable covariation between the hedging instrument and CVA prices under
the MMM can not be applied in our framework. We provide a model-independent
formula on the unique locally risk-minimizing strategy under the real-world measure
(see Proposition 3.4). Tankov [31] also uses a similar approach to hedge default-free
contingent claims in an exponential Lévy model. Finally, we characterize the locally
risk-minimizing hedging strategy in closed-form by deriving the martingale represen-
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tation of the conditional expectation of the counterparty risk price payment stream
under the MMM (see Proposition 3.7 and Theorem 3.9). This representation is given
in terms of the unique smooth solution to a nonlinear recursive system of Cauchy
problems. These Cauchy problems are defined on an unbounded domain, have non-
Lipschitz coefficients, and are linked through the default states of the economy. The
nonlinearity of this system of PDEs is inherited from the nonlinear structure of the
CVA. Our paper also makes other technical contributions related to the theory of
nonlinear PDEs. Our solution approach is to prove the uniform integrability of the
family generated by Feymann-Kac’s representations of the solution at any neighbor-
hood of a fixed space-time data point. Such a property allows us to apply existence
and uniqueness results from Heath and Schweizer [24] to our specific setting.

The rest of the paper is organized as follows. Section 2 develops the model and
formulate our hedging problem. Section 3 studies the locally risk-minimizing CVA
hedging strategy. Section 4 specializes our framework to concrete portfolio credit
derivatives. Some technical proofs are delegated to the Appendix.

2 The Model and Hedging Problem on CVA

In this section, using the intensity-based approach, we propose an interacting default
intensity model which accounts for the impact of past defaults on the default intensities
of surviving firms. We assume the existence of N > 1 risky entities, referred to as
name “1”, name “2”,..., name “N”. We use “N + 1” to denote the counterparty of the
investor in the contract. Section 2.2 develops an interacting default intensity model.
Section 2.3 gives the representation of a general defaultable claim.

2.1 Notations and Definitions

Let Ry := (0,00) and S := {0, 1}¥*!. The vector z = (z1, ..., zy+1) € S is used
to denote the default state of the portfolio with counterparty, with z; = 0 if the firm i
is alive and z; = 1 if it has defaulted. For each z € S such that z; = 0, we use

= zjmts L 2t s 2Ng1), S =1, N +1 (1)

to denote the vector obtained from z by setting its jth component to 1. Let [ €
{1,...,N+1}and ji,...,j; € {1,..., N + 1} be [ distinct integers. Given z € S
suchthatz;, = --- = z;, = 0, we use z/!"/ for the vector obtained from z by setting
its components ji, ..., j; to 1. Namely, z/!>~/I denotes a default state where the firms
j1. ..., j; have defaulted. We set z/1"+/l = zif | = 0. Clearly, 0/1+/N+1 = ey
where ey 1 denotes the canonical row vector with all entries equal to 1. Let f (¢, x, z)
be a deterministic function on € [0, T'] x Rﬁ“ xS.Forji,...,jpef{l,....,N+1}
withl=1,..., N + 1, set

FO@, x) i= f(e,x,0000y fUFDE Gy i= f(e, x, 070000 i (G, i)
)
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We also set (s, x) := f(z, x,0), and define | f|so 1= Sup( xS (@, x, 2| if fis
bounded on [0, T'] x Rﬁ xS To lighten notation in (2), we use the superscript / to
denote the number of defaults, but we are not specifying which firms have defaulted.

2.2 The Interacting Default Intensity Model

Let (2, F7,P) be a real-world probability space. Under this space, we give a d-
dimensional Brownian motion W(t) = (W; (t));.—:1 7777 s»1 =0, and x1,..., XN+1»
N + 1 square-integrable positive random variables (r.v.s) independent of W. Here
T denotes the transpose operator. Let F = (F(t));>0 with F(t) = o(W(s); s <
tyVo(yi; i=1,...,N+1).Denoteby H(t) = (H((t),..., Hy+1(t)) the N + 1-
dimensional default indicator process, i.e., H; (t) = 1if the name i has defaulted before
or at time #, and zero otherwise. This implies that the state space of H = (H (¢));>0 is
given by S = {0, 1}V+1 Define the filtration H; = (H; ®)sofori=1,...,N+1,
where H; (1) = o (H;(s); s < t). The global market filtration, including default event
information is given by G = (G(¢));>0 = F VH; v --- vV Hy41 augmented by all
P-null sets so to satisfy the usual conditions.

In our model, the default intensity process is assumed to follow a jump-diffusion
process, where jumps capture the contagious impact that the default of a firm has on
the default intensities of the surviving firms. For ¢+ > 0, the impact of all defaults
before or at time ¢ on the default intensity of name i is captured by the following pure
jump process:

N+1
Ji(t) := Z winj(t). 3)

j=1

The i-th entry of the weight vector w; = (w;;)i=1,...n+1 € [0, 00)V+! measures the
extent to which the default of name i impacts the default intensity of name ;.

Next, we introduce the interacting intensity model used in the paper. Under P,
the default intensity process satisfies a system of interacting SDEs given by, for i =
1,....,N+1,

d
dX; () = pi(XO)dr + Y 0w (X)) dWe(t) +d T (1), Xi(0) = xi.  (4)
k=1

and X(r) = (X; (t));'—:1 .... vy forz > 0. If the weight w;; is high, the default of
name j increases substantially the default intensity of name i. If w;;’s are high for
sufficiently many i, the probability of multiple firms defaulting within a short time
after the default of name j is high. This captures the default clustering phenomenon,
empirically documented in the literature (see, e.g., Azizpour et al. [3]). Throughout
the paper, we impose the following conditions on the coefficients of Eq. (4):
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(A1) The coefficients (x) = (i) yy and  o(x) =
(0ik(x))i=1... N+1:k=1,....a are locally Lipchitz continuous with linear growth
inx € Rﬁ“. Additionally, det((co ") (x)) # 0 forx € ]Rf“.

(A2) For (t,x) € [0, TIxRY ™ let X' (s) = (X[ ()L, satisfy X' (1) =
x and for s € [t, T,

dX" (s) = (X" (5))ds + o (X" (s)d W (s5). )

Then it holds that P(X"*(s) € RY ™! forall s € [1, T]) = 1.

By Theorem V.38 in Protter [26], the condition (A1) implies that SDE (5) has a unique
(strong) solution, while the condition (A2) guarantees that Xx = (X' (5))s>: 18
always strictly positive if the data is strictly positive at time ¢. Further, this implies
that the i-th default intensity process X; = (X;(f));>0 is strictly positive, see also
Proposition 2.1 below. The condition det((co ") (x)) # 0 in (A1) implies that the
infinitesimal generator of X is uniformly elliptic, see also Lemma 3 in Heath and
Schweizer [24].

Proposition 2.1 establishes the existence of a default model (X, H) where the
N + 1-dimensional default indicator process H has the intensity given by X (t) =
(X; (t))lT:L__”NH. The proof is similar to that in Bo et al. [11] and hence we omit it.

Proposition 2.1 Under assumptions (A1) and (A2), there exists a unique IR_]\,:+1 x S-
valued and G-adapted Markov process (X, H) satisfying (3), (4) and such that

t
M; (1) := H; (1) —/ (I = Hi(s)Xi(s)ds, =0 (6)
0

is a (P, G)-martingale.

From now on, we denote by t; the default time of the i-th name, i.e., 7; := inf{¢ >
0; H;(t) = 1} where inf ) = 400 by convention. By the construction made in Bo et
al. [11], simultaneous jumps are not allowed, i.e., P(r; = ;) = O forall i # j, and
further, by Bo and Capponi [10], W is also a (P, G)-Brownian motion.

2.3 Defaultable Claims

We introduce the formalism to describe the class of defaultable claims treated in this
paper. The specification is general enough to accommodate a large class of portfolio
credit derivatives, of which the credit valuation adjustment can be computed. In par-
ticular, we allow the dependence of payments on the default state of the portfolio with
counterparty.

Definition 2.1 A defaultable claim maturing at T > 0 is a quadruple (£, a, Z, K),
where the r.v. £ := £(H(T)), the processes a(t) := a(H(t)) and Z(t) := Z(H(t))
for t € [0, T]. The process K (t) := K(H(t)), t € [0, T1], is the indicator function of
a positive G-stopping time 7, i.e., it holds that K () = 1z<,. Here, with slight abuse
of notation, £(z), a(z), Z(z) and K (z) denote deterministic functions on z € S.
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The financial meaning of the components of a defaultable claim becomes clear from
the definition of the dividend or total cash flow process. Such a process describes all
cash flows generated by the defaultable claim over its lifespan (0, 7], that is, after the
contract was initiated at time 0.

Definition 2.2 The dividend process D = (D(t));>0 associated with the defaultable
claim (¢, a, Z, K) maturing at T equals, for every t > 0,

tAT

tAT
D) =§(1 - K(T)l=r +/ (I = K@u))a(u)du +/ Zw)dK (u). (7)
0 0

It is clear from the above definition that D is a process of finite variation. It admits
the following financial interpretation: the r.v. £ is the promised payoff paid at the
maturity 7 if default has not happened before orattme 7', a = (a(t))>o represents the
process of promised dividends paid until the earliest of 7" and default, and the process
Z = (Z(t)):>0 specifies the payoff delivered at the default time if it has happened prior
to at time 7". Notice that we allow for (£, a, Z, K) to depend on the default indicator
process H, and that the process Z is not assumed to be G-predictable. Such a setup
differs from earlier works, see for instance Bielecki et al. [9], and allows us to use
the same general framework to hedge counterparty risk of a larger set of defaulable
claims, including those whose recovery process depends on a totally inaccessible
stopping time.

2.4 Examples

The proposed framework can be specialized to deal with a class of credit derivatives,
which are routinely used by investors to hedge risks. We assume that the notional
amount of the considered contracts is one.
Default intensities. Fori = 1,..., N 4+ 1, assume that the default intensity of the
i-th reference entity follows the dynamics:

K
dXi(t) = (k; — viXi(0)dt + Y ox/Xi(OdWi () +dJ; (1), Xi(0) = xi. (8)

k=1

The parameters «;, vi,i = 1,..., N+ 1,and oy, k = 1, ..., K, are positive constants
satisfying the Feller’s boundary classification condition: 2x; > Z,le akz, fori =
1,..., N + 1. This implies that Assumption (A2) holds. The default intensity mean
reverts to its long-run level given by '% > ( between two consecutive default events.
This captures the empirically observed time decaying effect of default intensities.
When a firm i defaults, the default intensity of firm j instantaneously jumps upward.
The contagion effect decays at an exponential rate, see also Bo et al. [11].

CDS portfolio. Consider a portfolio of CDS contracts whose reference entities are
denoted by “17, “2”, ..., “N”, and recall that the counterparty of the investor is denoted
by “N + 1”. Fori = 1,..., N, a CDS on the entity i is a contract between the

protection buyer (the investor) and the protection seller (the counterparty), where the
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protection leg commits to paying a contractually specified spread premium &; > 0
until the earliest of the default time t; of the reference entity or the maturity 7' of the
contract. The protection seller pays the loss rate L; (t) := L; (H(¢)) € (0, 1] times the
given notional amount at 7; that the i-th reference entity defaults. We also allow for
loss rate to depend on the default state of the portfolio.

Consider the case that all CDSs have the same maturity 7 > 0, and we view the
payoff from the point of view of the protection seller. The quadruple (&;, a;, Z;, K;)
fori =1,..., N + 1, is specified as follows:

& =0, a;(t) = —¢;, Z;i(t) = L; (1), K;i(t) = H;(1),

i.e.,, K;(t) = H;(t) is the indicator of the default time of the i-th reference entity
(7; = ;). From Definition 2.2, the dividend process of the i-th CDS is given by

tAT

tAT
Di(t) = —Sif (I = Hi(u))du +/ Li(u)d H;(u)
0 0

=—&UUANT A1)+ Li(t)1g<inT- ©)]

Risky bonds portfolio. Consider a portfolio of coupon paying bonds underwritten
by firms “17, “2”, ..., “N”. The seller of the bond of firm i receives the promised
coupon payments &; > 0 until the earliest of maturity or default of firm i. If the firm
i has not defaulted by T, then the seller also receives a notional payment equals to
1. If the firm i defaults before T, the owner of the bond receives the recovery rate
Ri(t) :=1—L;j(H(¢)) € [0, 1) at 7; that firm i defaults. This recovery rate may
depend on the default state of the portfolio. Then the quadruple (&;, a;, Z;, K;) for
i =1,..., N, can be specified as follows:

& =1, a;(t) = ¢, Zi(t) = Ri(t) =1—L;(1), K;(t) = H;(1),

ie., K;(t) = H;(t) is the indicator of the default time of the i-th reference entity
(i = t;). Following Definition 2.2, the dividend process of the i-th risky bond is
given by

INT tINT
Di(t) = (1 — Hy(T) oot + & / (1 — Hy(uw))du + / Ri(u)d Hi (u)
0 0

=0 -HM)li=r + & AT A7) + Ri(t) 1 <inT- (10)

First-to-default claim. 1In a first-to-default swap, the protection buyer will make the
spread premium payment ¢ > 0 to the protection seller. The protection seller, in return,
will be required to pay the loss rates times the given notational to the protection buyer
if and when any one of the reference entities “17, . . ., “N” defaults before the contract
expires at 7. The payment will only be made for the first entity to default, i.e., the
payment will be L;(¢) := L;(H(t)) € (0, 1] if i is the first entity to default. This
deal is typically executed by a firm which wants to hedge its exposure to a number of
different firms. Assume that the notional amount is 1, and we view the payoff from
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the point of view of the protection seller. Then the quadruple (&, a, Z, K) is specified
as follows:

N N
£=0, a)=-s, Z0 =) LiOH@), Ko=1-]]0-H),

i=1 i=1
where T = 11 A - - - A Ty is the first-to-default time.

Lemma 2.2 The dividend process of the first-to-default claim admits the representation
given by

N
D(t)=—et AT AT) + Y Li(@)ly=g, Lz <in7- (11)

i=1
2.5 Risk-Neutral Pricing and Gain Processes

Let (¢, a, Z, K) be adefaultable claim as in Definition 2.1. For a fixed time ¢ € [0, T],
the process (D (u) — D(t))c[:, 7] tepresents all cash flows generated by the defaultable
claim (¢, a, Z, K) in the interval [z, T']. Such a process may depend on the past
behavior of the claim as well as on the history of the market prior to time ¢. Clearly,
the past cash flows are not valued by the market, so that the market value at time ¢ of
a defaultable claim only reflects future cash flows to be paid/received over the time
interval (z, T]. We set the interest rate to be zero. Such an assumption allows us to
avoid unnecessary clutter of notation, and to highlight the main probabilistic forces.
The whole analysis can be generalized in a straightforward fashion to the case of
nonzero interest rate.

The price process (S(¢, T')):c[o,1] of the defaultable claim (§, a, Z, K') equals Z(7)
at the default time 7, and zero after the default, that is S(#, 7) = O on {t > 7}. On
{t > t}, the pre-default price is given by its risk-neutral expected payoff of divi-
dend payments. Since our market is incomplete, the relation between the risk-neutral
probability measure Q and the actual probability measure P can be characterized by
the market price of (diffusion) risk and the default risk premium. More precisely, let
respectively, the market pricém(’)f (diffusion) risk and the default risk premium. We
assume that

(A3) For z € S, g(x, 7) = (§j (x, z));.r:l ’’’’’ 4 € R is a bounded function such that
o (x)0(x,z)is Clinx, and O (x, 7) = Wi, ),y oy € (1,00 isa

bounded and C'-function such that 9; (x, z)x; is bounded fori = 1, ..., N+ 1.

Then

dQ

=& /‘5 Taw —l—/.z? Tam ) tel0, T 12
d]P)|gt z(o (s) (s) A (s) (s) [0, T] (12)
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identifies the risk-neutral probability measure Q corresponding to the risk premium
(6, v), where £(-) denotes the stochastic exponential. Moreover, we have that, under
the risk-neutral measure Q,

t
WQ(I) = W() —/ 0(s)ds, tel0,T] (13)
0
is a d-dimensional Brownian motion, and fori =1,..., N + 1,
t
M,Q(t) = M) —/ (1 — Hi(s)0i(s)Xi(s)ds, 1€]0,T] (14)
0

is a G-martingale. Then, on {7 > t},
S, T)=E%[D(T) — D®)|G:]. (15)

where EQ denotes the expectation under Q. Correspondingly, the gain process of the
defaultable claim (&, a, Z, K) (see also Frey and Schmidt [22] for a related definition)
is given by, for ¢t € [0, T,

Y (1) := EQ[D(T)|G]. (16)

Note that Y () = S(¢, T) + D(¢) on {T > t}, i.e., the gain process is given by the sum
of the current market value and the dividend payments.

We next give the representation of the price S(¢, T') given by (15), which will be
used to characterize the CVA representation of the portfolio of defaultable claims in
the following subsection. The proof is provided in the Appendix.

Proposition 2.3 Let t € [0, T']. Then the price S(t, T) given by (15) admits the fol-
lowing representation:

S, T) =1z M (2, X (@), H@)) + Aa(t, X(1), H(1)) — Z(1)K (1), (17)
where, for (t,x,z7) € [0, T] x Rﬁ"'] x S,

At x,2) = B2, [0 — K(T))],

T
Aa(t, x,2) = E?X’Z[Z(T)K(T) +/ (1 — K(u)a(u)du
t

N+1

T .
—Z/ K@[Z! () — Zw)](1 —Hj(u))(l+ﬂj(u))xj(u)du]. (18)
j=1"

Here we used E%,Z[-] = EQ[|X(t) = x, Ht) = 2], Z/ () := Z(H'(u)) and
HY(u) has been defined in (1).
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In order to characterize the price S(¢, T) and the CVA representation, we next
study the functions A1, A, given in (18). More precisely, for @ = (a1, a2, ®3) € R3,
consider the following Cauchy problem, on (¢, x, z) € [0, T) x IE{_A(+1 x S,

N+1
<% +A@> Fo(t,x,2) + a3(1 — K(2)a(z) — 3 ; K@IZ()

—Z@))A —z))A+Dj(x,2)x; =0 (19)
with the terminal condition
Fo(T,x,2) =a16(2)(1 — K(2)) +2Z(2)K(2), (x,2) ElRﬁH xS, (20)

The operator AQin (19) is the generator of Markov process (X, H) under Q, i.e., for
any function f(-, z) € CZ(RQ’“) withz € S,

N+1
ARf(x ) = ALf (L )+ ) [fa w2 = fx, 2] = 2) (149 (x, 2)x;.

j=1
2D

The vector of weights w; = (w;;)i=1,..,n+1, and recall that the default state z/ has
been defined in (1). The operator AQ is defined by, for (x, z) € Ri\_’ s,

AQf(x,2) == (u(x) + 0(x)0(x,2)) Dy f(x, 2) + %tr[(ooﬁ(xwmf(x, 2.
(22)

......

(A2), the operator AQ s uniformly elliptic. In terms of (21), we can rewrite Eq. (19)
in the following equivalent form:

0— (% N A@) Folt, . 2) + 31 — K(@)a(z)

N+1
—a3 Y K@IZE) = Z@)1(1 = 2))(1 +9(x, 2)x;
j=1
N+1 )
+ O [Falt,x +wj, 27) = Fo(t,x, 9](1 = 2))(1 + 95(x, 2)x,. (23)
j=1

Recall that z = 0/1>J! denotes the vector with zero entries except for the compo-
nents ji # jo, -+ # j; which are set to one. We distinguish two cases:

e [ = N + 1,1i.e., all names have defaulted. In this case, the Cauchy problem (23) is
reduced to
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0 ~
(5 + A@> END@ x) +az(1 — KNTD) VD — ¢ (24)

with the terminal condition F\" (T, x) = a e V+D (1 — KNV+D) 4 g z(V+D
KWNFD forall x e ]Rﬁf *1 It can be easily seen that the solution admits the closed-
form representation given by, for (¢, x) € [0, T'] x ]Rﬁ“,

FO(lNH)(t,x) — al%-(N+l)(1 _ K(N+1)) +OQZ(N+1)K(N+1)
+oa3(1 — KNFDYN+D (), (25)

e 0 </ < N, ie., the names ji, ..., j; have defaulted. Then the Cauchy prob-
lem (23) becomes

d -
0= (E + AQ> Fogl)(t’ x) — Z 1+ ﬁ](l)(x))x] FDEZ)(Z‘, X)
JEtin.. i}
tas(1 =KD —as 3 KOOI — 2010 49V ),
JEln i
+ > FI e+ wp)+ 00 (0)x;. (26)
JEtin it

The terminal condition is given by FDEZ) (T,x) = ocl.f(l)(l — K(l)) +arZO KO for
all x € RY*!. Notice that FS "7 (1, x) = FSN TV (1, x) given in (25)if I = N.

We next prove that the Cauchy problem (26) has a unique bounded classical solution
F (1, x) (whichbelongs to C12([0, T) x RY *1)NCO([0, T]x R¥*1)) if the Cauchy

problem (23) admits a unique bounded classical solution FS ™7 (¢, x) if 7 = 0J1+isJ
for j ¢ {j1, ..., ji}. The main result is stated in the following proposition whose proof
is postponed to the Appendix.

Propo;ition 2.4 Let assumptions (A1)—(A3) hold. Assume that at the default state
z =0/ for j ¢ {j1, ..., ji}, the Cauchy problem (23) admits a unique bounded

classical solution FOEZ—H)’] (t,x) on [0, T] x ]Rﬁ“. Then the Cauchy problem (26)
admits a unique bounded classical solution FOEZ)(Z, x)on[0,T] x Rﬁ“.

Proposition 2.4 and the Feynman—Kac’s formula yield that
Ai(t,x,2) = Fa00,x,2),  A2t,x,2) = Fo,1,1({, x, 2). 27

For the hedging purpose, the risk-neutral dynamics of the gain process ¥ =
(Y (t))re10,71 can be obtained from Proposition 2.4. The proof is provided in the
Appendix.

@ Springer



Applied Mathematics & Optimization (2020) 82:799-850 811

Lemma 2.5 Letassumptions (A1)—(A3) hold. The gain process defined by (16) satisfies
the following dynamics, fort € [t, T],

Ay () =V, X1), H®) o (X1)dW(r) (28)
N+1
+ Y G XU, H(™) — K@)IZ (7)) = Za )1} dM P @),
j=1

Recall that Z(t) = Z(H(t)) and ZI(t) = Z(H/(t)), W2 = (We(1®)ici0.7)
is (Q, G)-Brownian motion defined by (13). For j = 1,...,N + 1, M}@ =
(M;Q(t)),e[oj] is the (Q, G)-martingale defined by (14). For (t,x,z) € [0,T] x
RYT! < S,

V(t,x,z) .= Dy Faa,n(t, x,2),
Gj(t,x,2) = Fain(t,x +w;,z/) — Fui(t, x, 2), (29)

forj=1,..., N+ 1. The function F11,1)(t, x, z) is the unique classical solution of
Cauchy problems (19) and (20), in which we set « = (1, 1, 1).

2.6 Formulation of Hedging Problem on CVA

Our aim is to study dynamic hedging of the counterparty risk for a portfolio of credit
derivatives according to Definition 2.1. A portfolio of defaultable claims with coun-
terparty is defined as follows:

Definition 2.3 Let N > 1. Foreachi = 1,..., N+ 1,let (&, a;, Zi, K;) be a default-
able claim as in Definition 2.1, where K; () = K;(H (¢)) = 15,<; fort € [0, T], and
f’s,i=1,...,N+1,are positive G-stopping times such that K (¢), .. ., Ky, ()
do not jump simultaneously. We call (§;, a;, Z;, Ki);_; .y, a defaultable claim
portfolio.

,,,,,

We consider the problem from the perspective of a default-free investor who is trad-
ing with CDS referring the counterparty and wants to protect herself/himself against
the loss incurred at the default of the counterparty, this quantity is called the credit value
adjustment (CVA). Let S; (¢, T) be the price of the defaultable claim (§;, a;, Z;, K;)
in the portfolio, we define the exposure of the investor to the counterparty at time
t €0, tv41l,

N
eg(t. T) =Y biSi(t. )Lz (30)

i=1

The weight b; € R denotes the number of contracts referencing the entity i purchased
(bi > 0) or sold (b; < 0) by the investor. Let Ly41(¢) := Ly+1(H(t)) be the
percentage loss rate incurred by the investor when counterparty “N + 17 defaults on
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its obligations. Here Ly (z) is a deterministic functionon z € S. Set x; = x v 0 for
x € R. Then the CVA of the defaultable claim portfolio is given by the market value
of the counterparty risk loss, i.e., the replacement cost incurred by the investor at the
default time, 71, of the counterparty (see Brigo et al. [12]):

CVAz (1, T) = EQ[LN+1(TN+1)1{t<rN+.5T}{8;\7(TN+1, T)}+|Gi]- (31

Since our credit market is incomplete, perfect replication is not possible and we choose,
among the quadratic hedging methods, the local risk minimization approach. Locally
risk-minimizing hedging strategies for contingent claims can be characterized via the
FS decomposition of their payoff, see Schweizer [28,29]. This approach has been
extended in Schweizer [30] for payment streams and in Biagini and Cretarola [6] who
allow for payment streams over a random time horizon. Differently from the hedging
instrument with continuous trajectories considered in Biagini and Cretarola [6], we are
using the CDS referring the counterparty as the hedging instrument whose dynamics
is of jump-diffusion processes, see (44) below. In the credit hedging literature (see,
e.g., Frey and Backhaus [21], Frey and Schmidt [22]), hedging instruments are usually
modeled directly under the risk-neutral measure. This avoids finding the MMM and
hence the risk-minimization hedging is performed under the risk-neutral measure (not
under the real-world measure). In this paper, we consider the locally risk-minimizing
hedging under the real-world measure. This implies that we need to identify two
additional probability measures: the risk-neutral measure Q introduced in Sect. 2.5
for pricing purpose and the MMM P. We will study the MMM in the forthcoming
section.

Remark 2.6 From a practical point of view, the choice of the counterparty is also
important to decide how to trade CDS. By considering this point, the framework may
be formulated as a coupled optimization problem, however, in general, it is difficult
to solve. Frei et al. [20] study how banks manage their default risk before bilaterally
negotiating the quantities and prices of OTC contracts resembling CDS. Therein,
Traders maximize their expected utility and find the equilibrium quantities that they
want to trade, which is based on comparing the certainty equivalents. In this paper,
we will not consider the choice of the counterparty and assume that the investor buys
a fixed portfolio of credit derivatives from a defaultable counterparty.

3 Locally Risk-Minimizing Hedging for CVA

This section studies dynamic hedging of CVA for a defaultable claim portfolio for-
mulated in Sect. 2.6.

3.1 Representation of CVA and Gain Processes of CDS
We give the representation of the exposure of the investor (see (30) in Sect. 2.6) at the

counterparty’s default time. Lett € [0, T]. Fori =1, ..., N + 1, recall that S; (¢, T)
is the price of the defaultable claim (&;, a;, Z;, K;) in a portfolio. By Proposition 2.3
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and (27), on {7; > t},

Si(t, T) =127 Fi:1,0,00(, X(8), H(t)) + Fi;0,1,1)(, X(1), H(t)) — Z; (1) K; (1).
(32)

Here F;.(1,0,0)(f, x, 2) and Fj.(0,1,1) (¢, x, z) are the unique bounded classical solutions
to the following Cauchy problems in which we set, respectively, « = (1, 0, 0) and
a=(0,1,1): fora = (a1, 2, @3) € R?, on (1, x,2) € [0, T) x RY™ x S,

<% + AQ> Fig(t,x,2) +a3(l — Ki(z))ai(2)

N+1
—o3 Y Ki@IZi@) ~ Zi@I( —z2))(A + 9, (. ) =0 (33)
j=1

with the terminal condition
Fig(T,x,2) = 15 (D) (1 — Ki(2) + @ Zi (DK (z),  (x,2) e RYT x S. (34)
We obtain from (30) that

N N
eg(t,T) =Y biSi(t, )iz = Y _biSi(t ATi, T)lg»
i=1

i=1

Il
M=

bi[(1 = Ki(0)Si(t, T) + Zi(T)15=]. (35)
1

Note that Ky (¢), . .., Ky, (#) do not jump simultaneously. Then, the exposure of the
investor at the counterparty’s default time is given by

N

ey, T) =Y bi(l = Ki(tn110))S;i (tn1, T). (36)
i=1

A popular approach to mitigate the counterparty risk loss is to account for dynamic
trading with CDS on the counterparty (see Chapter 2.4 in Gregory [23]). We are ready
to derive the dynamics of the gain process Yyy1 = (Yn41(t))ref0,77 of the CDS.
Recall Cauchy systems (33) and (34). Fori = 1,..., N + 1, consider the Cauchy
problems associated with the CDS portfolio: on (¢, x, z) € [0, T) x IR{X'H x S,

(% + AQ) FES@,x,2) — (1 — zj)ei — ;mLi(zj)
J#i
—Li@]d—-z)A+3j(x,2)x; =0 37
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with the terminal condition
Ff™(T,x,2) = Z;(DKi(2) = Li(@)zi,  (x,2) eRYT' xS (38)

Lemma 2.5 leads to the following result.

Lemma 3.1 Under the assumptions (A1)—(A3), fori =1, ..., N+1, the gain process
Yi(t) = EQ[D;(T)|G] of the i-th CDS, i.e. associated with the defaultable claim
&, ai, Z;, K;) specified in (9), admits the following dynamics, fort € [0, T],

dY;(t) = VES (e, X(1), H0) o (X (6)dW (1)
N+1
+ > G X @) H™) — Hi( )L, 7)) = L)1} dM P (1), (39)
j=1

Here recall that L;(t) := L;(H(t)) and Llj (1) := L;(H/(t)). For (t,x,7) € [0, T] x
R x Sandi, j=1,...,N+1,

VES(t, x,2) 1= D FP%(1, x, 2),
Gi* (1, x,2) 1= F{®(, x +wj, ) = FF¥(, %, 2). (40)

Remark 3.2 Consider the special case that Z;(t) = L;(t) = L; fori =1,...,N + 1,
i.e. they are constants and independent of the default state 7 € S. The Cauchy system
(37) then reduces to, on (¢, x,z) € [0, T) x ]RTrl x S,

(% +AQ> Ff®(x,2) — (1= zi)ei = 0 (41)

with the terminal condition F[CdS(T, x,z) = Lizjfor (x,z) € ]RﬁJrl x §. Correspond-
ingly, the gain process Y;(¢) = EQ [D;(T)|G;] of the i-th CDS admits dynamics:

N+1

dY;(t) = Vi“ds(t, X(@), H®) o (X(1)dW(r) + Z fos(t, X)), H(t_))dM;Q(t).
j=1

(42)

3.2 Payment Stream and CDS Hedging Instrument

The hedging instrument used by the investor is the CDS written on the investor’s
counterparty “N + 17 and a riskless asset. As we consider dynamic hedging of the
CVA, this may be seen as a payment stream on the random interval [0, T A ty+1].
More precisely, its payment stream © = (®(¢));¢[0,1] 1s given by
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{ O(t) = Ly+1(tn+ ) ey, <leg (i1, T}, 1 €0, T), @)

O(T)=0, t=T.

The exposure &5 (ty41, T) is given by (36). Hedging is performed until the CVA
payoff is triggered. Hence, we work with hedging strategies only up to T A Ty +1,
i.e., the minimum between the maturity of the CVA claim and the default time of
the investor’s counterparty. As in Frey and Schmidt [22], Frey and Backhaus [21],
we use CDS as hedging instrument by considering the associated gain process: in
our framework, this is described by the process Y41 = (Yn41(t)):e[0,71 whose Q-
dynamics is given in Lemma 3.1 under the choice of i = N + 1. Differently from
the above papers, we discuss the hedging problem under the real-world probability
measure P. We then rewrite the dynamics of Y1 under PP as:

dYy 41 (t) = — | Y(t, X(6), HE)O(X (1), H())

N+1
+ Z W, X(1), H@)0;(X(1), H@))X (1) | dt
j=1
N+1
+ (X, HO)W (@) + Y Wi, X(7), H)dM;(1).  (44)
j=1

Here the coefficients, for (¢, x, z) € [0, T] x Rﬁ“ X S,

Y(t,x,2) = VX,dil(t,x, 2) o (x),

Wj(t,x,2) = G, (. x.2) — iy [Lys1 () — Lyi ()], (45)

N+1,
We remark that if Yy satisfies the so-called the structure condition (SC), the

locally risk-minimizing strategy can be characterized by the FS decomposition of the
CVA claim. This is equivalent to finding a strategy which perfectly replicates the CVA
claim, is self-financing on average and the associated cost turns out to be orthogonal
to the local martingale part of Yy 41. For hedging instruments whose dynamics have
continuous trajectories, the FS decomposition coincides with the GKW-decomposition
under the MMM. This is no longer true in our framework because Yy 41 exhibits jumps.
However, the conditional expectation of the counterparty risk price payment stream
under the MMM (see (53) below) plays an essential role to derive the locally risk
minimizing strategy in our framework (see Proposition 3.4 below).

and V,f,djl (t,x,z) and GS% j(t, x, z) are given by (40), choosingi = N + 1.

3.3 The Minimal Martingale Measure

In order to establish the MMM for Yy 1, by the Ansel-Stricker Theorem (see Ansel
and Stricker [1]), we decompose the gain process Yy 41 as, P-a.s.
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Ynp1(t) =Yny1(0)+ Q@) + B(1), 1€[0,T] (40)

Here O = (Q())te[0, 7] 1s the local P-martingale part of Yy 1 and B = (B(?)):¢[0,7]
is the finite-variation part of Y41 under IP. We define the real-valued function by, for
(t,x,z) € [0, T] x R x S,

Y(t,x,2)0(x,2) + Ziv:ll Wi(t,x,2)(1 — z))0(x, 2)x;

Mt x.2) =
T, x, D2+ Y0 020, x, (0 = 2))x;

(47)

It is not difficult to verify that B(t) = — f(; i(s, X(s7),H(s7))d(Q) (s) fort €
[0, T, i.e., the structure condition (SC) holds. Here (Q) denotes the predictable
quadratic variation of Q under P. Then, we have the following lemma whose proof is
provided in the Appendix.

Lemma 3.3 Let Assumption (A3) hold. Suppose that, for j = 1,...,N + 1 and
(t,x,2) € [0,T] x RYT' xS, 0 < 14 A(r,x,2)¥;(t,x,2) < v, for some

v; > 0. Then the MMM P is given by Z_ﬁf;@, = &(t) fort € [0, T], where the
density process & = (§(t)):ef0,1] is given by the stochastic exponential £(t) =

E(fo M, X(s7), H(s7)dQ(s)).

Under the conditions of Lemma 3.3 and the (SC), the ]@’-dynamics of Y1 is given
by

N+1

dYn1(t) =T, X(0), HOYW(6) + > Wi, X(t7), Ht™)dM;(1).  (48)
j=1

The process W= (W(l))ze[o,T] is a d-dimensional (I@’, G)-Brownian motion defined
by W(t) = W(t)—fé As, X(s), H(s)Y (s, X(s), H(s))"ds.Forj=1,...,N+1,
the process Mj = (Mj (t)iefo,1] 15 @ (If”, G)-default martingale defined by Mj (1) :=

Hj(t)— [y (L= H;())F(s, X(s), H(s))ds. Here, for (¢, x,z) € [0, T] x R} ™ x S,
the function

Fj(t,x,2) = xj(1+ A0, x, DV, (1, %, 2)). (49)
We remark that if one takes the risk premium (6, ¥) = (0, 0), then P = Q=P

3.4 Locally Risk-Minimizing Hedging: Setup and Tool

The definition of admissible hedging strategies is given by
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Definition 3.1 Let (Q, B) be defined in (46) and W be the space of all G-predictable
processes 6 = (0(t))re[0,TAry4,] Such that

TATN+1 TATN+1 2
E / 92(t)d (0) (1) + <f |9(t)|dB(t)) < Q0. (50)
0 0

Here [E denotes the expectation under IP. An admissible strategy is a process ¢ = (6, 1)
where 6 € W and 7 is a real-valued G-adapted process such that the associated value
process V¥ (t) := 6(t)Yn1(t) + n(t) is right-continuous and square integrable over
[0, T Atv4l

Here 0(¢) denotes the number of shares of the gain process of the risky CDS contract
referencing the counterparty held at time ¢, while 7 (¢) is the amount invested in the risk-
less asset at time 7. Note that for any 0 € W, the stochastic integral fot Ow)dYny1(u),
t € [0, T Aty+1]is asquare-integrable semimartingale (see Schweizer [29]). Follow-
ing Schweizer [30] who investigates the case of payment streams over a deterministic
time horizon, and Biagini and Cretarola [6] who allow for a random delivery date
which can be seen as a payment stream over a random time horizon, we assign a cost
process to each admissible strategy:

Definition 3.2 The cost process C¥ of an admissible strategy ¢ = (6, n) is given by

1
C¥t) == 0@)+ V) —/ O)dYny1(u), te€[0,T ATyl (G
0

where © (t) is defined in (43). An admissible strategy ¢ is called mean self-financing
if its cost process C¥ is a P-martingale. The risk process of ¢, that is the conditional
variance of the hedging error, is given by

RO@) = E[(C(T Aty = CY0)’[G]. 1€l0.T Atvial (52)

Similarly to the local risk minimization hedge of European contingent claims, the
final cost has to equal the final payment minus gains by trading, thatis ® (T Aty41) —
fOTMN 0 (u)dYy 1 (u). Thus, Definition 3.2 requires to look for admissible strategies
with the 0-achieving property, i.e., V¥ (ty4+1 AT) = 0, P-a.s. (see also Schweizer [30]
for further details). We will not give the original definition of locally risk-minimizing
strategy that formalizes the intuitive idea that changing an optimal strategy over an
infinitesimal interval increases the risk process given by (52), because it is rather
technical. We here use an equivalent definition of the pseudo-locally risk-minimizing
strategy given below. Theorem 1.6 in Schweizer [30] proves the equivalence between
the local risk-minimization and pseudo-local risk-minimization if the (SC) and the
continuity of the mean-variance tradeoff hold.

Definition 3.3 Let © be the payment stream given in (43). We say that an admissible
strategy ¢* is locally risk-minimizing for ® if the following conditions hold:
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(i) ¢* is O-achieving, thatis V¥ (ty41 A T) = 0, P-a.s.
(ii) ¢* is mean self-financing and C " is strongly orthogonal to the martingale part
Q of Yn1, (ie., (C¥, Q) = 0).

We next prove the main tool for deriving the locally risk-minimizing hedging strat-
egy. For this, define the process

V@) =E[OT AtvilG], 1 €10, T Atvil. (53)

Here [ denotes the expectation under the MMM PP. Then

Proposition 3.4 Let assumptions (A1)—(A3) hold. Let MV be the local P-martingale
part of V. Then, the payment stream © given by (43) admits a unique locally risk-
minimizing strategy ¢* = (0*, n*), where P-a.s.

aMV, o)1)

CO="row

tel0, T ATyl (54)

Moreover V¢ )=V(@E)—0@),t [0, T Aty+1], P-as.

Proof Note that © is square integrable w.r.t. I’ because the price representation S; (¢, T')
given by (32) is bounded for alli = 1,..., N by Proposition 2.4. Assumption (A3)
implies that the mean-variance tradeoff process (see also (99) in the Appendix) is uni-
formly bounded. Then, there exists 675 € W such that the following FS decomposition
of O(T A ty+1) W.r.t. Yy41 holds, P-a.s.

TATN+1 »
O(T Atys) = O+ /0 OFSWdYN11 () + AT Atysr).  (55)

Here, ®y € R and A is a P-martingale null at time zero, strongly orthogonal to
the local martingale part Q of Y| under P. Using Proposition 3.7 in Biagini and
Cretarola [6], we have that the payment stream ® given by (43) admits a unique locally
risk-minimizing strategy ¢* = (6*, n*), where, fort € [0, T A Ty+1], P-a.s.

0% (1) =0"5(1), and 5 (1) = V¥ (1) — 07 ()Y N1 (D). (56)

and
t
Ve (1) = ©0) +/ 0F5(W)dY 41 () + A1) — O@). (57)
0
The minimal cost is then given by C ¢ (1) =00) + A(t). We next prove that, P-a.s.
VI =V@6) =00, e[0T Ayl (58)

First, let us observe that fo'MN“ 0FS(u)dYn,1(u) is a P-martingale, because
Jo ™1 07 (u)d Q(u) and the density process & = (£(t))rejo,7] (see Lemma 3.3)
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are square integrable P-martingales. The definition of the MMM (see also Defini-
tion 2.2 in Arai [2]) yields that A = (A(?))se[0,7] is a P-martingale and hence the

process vy’ (t)+0O()fort € [0, T Aty41] turns out to be a P-martingale. Recalling
that V¢ (T A wv+1) = 0, P-a.s., we get that

V) +00) =BOT Atne)IG1=V @), 1[0, TAtneil

Recall that M"Y is the local P-martingale part of V. Then, it follows from (57) that,
P-a.s.

t
MV(t):®(O)+/ 675 (w)ydQu) + A(t), t€[0,T ATyl
0

Then we deduce (54) by the orthogonality between A and Q. This proves the propo-
sition. O

3.5 Locally Risk-Minimizing Strategy

The aim of this section is to provide an explicit representation for the strategy 6*.
We start providing the martingale decomposition of the process V defined by (53)
under the MMM, which will be given in Proposition 3.7 below. Toward this goal, we
consider the existence and uniqueness of classical solutions to a recursive system of
Cauchy problems, which will play an important role for the representation of 6*.

3.5.1 A Related Cauchy Problem

Consider the following Cauchy problem, for (¢, x, z) € [0, T) x Rf“ x S,

0 N
0= (E +.A> g(t,x,z2)

N
+ Ly GNTH Y bl = KV Fi e x4+ w2V
i=1

x (1 —znp1) Ens1(t, x, 2) (59)

with g(T', x, z) = 0 for all (x, z) € Rﬁ“ x S. The operator A is defined by

N+1
=1

Af(t, x,z) = (u(x) —l—):(t,x, 7)o (x)Y(t, x, Z)T)TDXf(t,x, 2)

+ %tr[(aaﬁ(x)Dmf(r, ) (60)
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The function F; (¢, x, z) is the unique bounded classical solution to the system (33) in
which we take @ = (1, 1, 1). Rewrite Eq. (59) in a more convenient form:

N+1
Jd , .
0= (— —i—A) gt.x, )+ Y [t x+wj. /) —gt. x. 2)](1 — 2))Fj(t, x, 2)
at o

N
+ Ly VY Y b= K@V Fi, x + wy g, 2N

i=1 +

x (1 —ZN+1)ﬁN+](t,va)' 1)

Similarly to the recursive system (19), we study the solvability of Eq. (61) recursively
through the default states z = 0/1+J/ forl = 0, 1, ..., N+1. We also define g (¢, x)
and g+ 11 (¢, x) by (2) with f replaced by g. It may be easily seen that when/ = N+1,
Eq. (61) simplifies to

9 _
(N+1) _
<_8t + A) g (t,x)=0

with g™V +D(T | x) = Oforallx e ]Rf‘“.lt can be immediately verified that this admits
the solution gVt (¢, x) = O forall (r, x) € [0, T] x ]Rﬁ“. In the more general case
that z = 0/1>J/l where ] = 0, 1, ..., N, we need to deal with the following Cauchy
problem defined on the unbounded domain: on (¢, x) € [0, T) X Rﬂ‘“,

a - A
0= (5 +A) a0 Y Flux |V
JEs it
+ oy s ex v wpFa
JE -t

N
I+1),N+1 I+1),N+1 1seees i
+ Ly b = KTV Fi x w070V

i=1 +

~(
x EQ (0,01, N (62)

with g (T,x) = 0 for all x € RY™!. The function g1/ (z, x) is the unique
classical solution of the Cauchy system (61) when the default state z = 0/1-/1>/,

for j ¢ {ji,...,ji}. Recall the notation L%frll)’NH = Ly41(071it:N+1y apd

kTN — g0t NE Y for L i £ N+ L

Existence and uniqueness of (nonnegative) bounded classical solutions to Eq. (62)
can be proven inductively as stated in the following theorem. The proof is reported in
the Appendix.

Theorem 3.5 Let assumptions (A1)—(A3) hold and the condition of Lemma 3.3 is
satisfied. Assume that for j ¢ {j1,..., i}, L =0,1,..., N, the Cauchy system (61)
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admits a unique (nonnegative) bounded classical solution g'+V-J(t, x) when z =
0/t Jt:J . Then the Cauchy system (61) also admits a unique (nonnegative) bounded
classical solution g(l)(t, x) when 7 = 0Vl (j.e., the Cauchy problem (62) above
admits a unique (nonnegative) bounded classical solution).

3.5.2 Martingale Decomposition of V under the MMM P

In this section, we apply Theorem 3.5 to prove the martingale decomposition of the
process V defined by (53) under the MMM P. We need the following auxiliary lemma:

Lemma 3.6 The stopped payment stream of the CVA of a defaultable claim portfolio
&i,ai, Z;, Ki)i:l,...,ﬁ-i—l before maturity admits the representation, P-a.s.

T

Otysi AT) = f 1, LY 0)
0

N
x 4D bi(1= KN ) Fis, X(7) + wngr, HNTUsT)) b dHya(s). (63)
i=1 +

Here Fi(t, x, z) is the unique bounded classical solution to Cauchy problem (33) in
which we set a = (1,1, 1), i.e., Fi(t,x,z) == F;;q,1,1)(t, x, 2). We also used the
notations K/ (t) = K (H/(t)) and L] (t) = L; (H/ (1)).

Proof We have from (43) that, for ¢ € [0, T],

) =011« = Lvt1(on e D ey <oy Gner, T L.

Then we have

OGN AT) =0O@n )1y, <7
= Lypi(onve D oy <oy ey Ovats DY doy <1 Loy <1
=Lypi(oyelegnvet, Dipley <1
= Lny1(ev+){eg (an1, D41y, <7,

where we used the fact that S;(7,T) = 0 foralli = 1,...,N using the price
representation (32). Hence, it holds that ¢ 5 (7', T) = 0. It thus follows from the price
representation (32) that

T
O(tya1 AT) = /O L1 () e (s T))adHy1(5)

i=1

T N
= /0 Li<rLnti(s) IZbi(l — Ki($))Si(s.T) ¢ dHyy1(s)

+
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N

T
= /(; LicrLyyi(s) IZbi(l — Ki())[ L1 Fiy1,0,0) (s, X (5), H(s))

i=1

+ Fi;0,1,0) (1, X(s5), H(s)) — Zi(H(S))Ki(H(S))]] dHyy1(s)
+

N

T
= fo 1S<TLN+1<s>IZbi(l—K,-<s>>[Fl-;<1,o,o><s,X(s>,H(s))

i=1

+ Fi; 0,1, (1, X(s), H(S))—Zi(H(S))Ki(H(S))]] dHyn1(s). (64)
+

Note that Fi;(l,()y())(l‘, x,2)+ Fi;((),l’])(t, X,7) = Fi;(l,l,l)(ts x, z). Thus, it holds that

O@n+1 AT)

T N
=/0 LirLygi(s) § Y bi(1 = Ki(9) [Fiq1.n(s, X (), H(s))
i=1

—Zi(H$)Ki()] ¢ dHy11(s)

+

T N
= / Lir Ly (HN T ) D bl = Ki(HN ' (s7)))
0

i=1

x| Fin (s, X67) + wnen, BV 7))

= ZiHN T K EY P )|} A ).
+

This yields the representation (63) using that F; (¢, x, z) = Fi.(1,1,1)(¢, x, z) and (1 —
K;(2))K;(z) = 0. Therefore, the proof of the lemma is completed. O

We prove the martingale decomposition of the process V under the MMM PP, which
is given by

Proposition 3.7 Let assumptions (A1)~(A3) hold. The process V defined by (53)
admits the martingale decomposition under the MMM P, given by, for t € [0, T],
P-a.s.
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t
V() = V(O)+/ Dy g(s, X(s), H(s)) o (X(s))dW(s)
0

P N
+ [ Laitien) IZbi(l — K ) FiGs, X657
0

i=1

+wN+1,HN+‘<s—>>] dMpy+1(5)

+
N+1

t . A
+ Z/O [0, X(57) + wj, HI 67 = (s, X(7) Hs ) | dM(5). (69)
j=1

For (t,x,z) € [0,T] x Rﬁ“ x S, g(t, x, 2) is the unique nonnegative bounded
classical solution to Eq. (59). The function F;(t, x, z) is the unique bounded classical
solution to the system (33) in which we set o = (1, 1, 1).

Proof We first have that ©(T) = @(ty+1 A T) and O(T) = O on {ty4+1 > T}. By
Lemma 3.6, for ¢ € [0, T A tv41], it holds that
gl}v

T
V() = B[Oy ATIG] =1 [ /0 L7 TydHy1(s)

where the G-predictable process

N
Ty = Lyt (HY ' s7) 3 D bi(1 = Ki(HN (7)) Fils, X(s7)

i=1

+wyi1, HY T (s7)

Then

T
V) = E|:/ 1x<TFSdMN+1(S)
0

g

A T A
+E[/O Fs(l = Hyy1(s7) Fnti(s, X(s7), H(s7))ds

o]
t

t
= /o LicrUsdMy4i1(s) + /0 Ls(1 = Hy41($) F (s, X(s), H(s))ds + Va(t), (66)
where MN_H = (A;IN_H),E[(),T] isa (I@’, G)-martingale defined by

t
My11(1) := Hy41(0) —/0 (I = Hy11(s) Fn11(s, X(s), H(s))ds, (67)
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and the process V» = (Va2(?))s¢(0, 7] is defined by

gt} .

We next prove an explicit characterization of V. For (¢, x, z) € [0, T] x Rﬁ s s
define

T
Va(r) :=E [/ Ly(I — Hy41() Fn1(s, X(s), H(s))ds
t

T
g, x,2) ==K «; [f Ts(1 — Hy41(5) Fn11(s, X(s), H(S))dS} . (68)
t

Because (X, H) is a G-Markov process, we have that V5 (1) = g(¢, X(¢), H(t)) fort €
[0, T']. Using Feymann-Kac’s formula, g(¢, x, z) satisfies the Cauchy problem (59),
ie.,on (r,x,2) € [0, T) x Rt x S,

0 n
0= <§ +.A) g(t,x,z2)

N
+ Ly VYD b (1= KGN Fi(tx + w2V
i=1

x (1 — 2y Fyg1(t,x,2)
with g(T, x, z) = 0 forall (x,z) € RZH x §. Thanks to Theorem 3.5, we can apply

1t6’s formula and obtain

t

a N
g, X(1), H(r)) = g(0, X(0), H(0)) +/0 (& +A> g(s. X(s), H(s))ds

t
+/ Dyg(s, X(s), H(s)) "o (X (s)dW (s)
0

N+1

l .
+ Zfo 2G5 X(57) + w0y, H6)
=1
— g5, X(57), H(s7) | L (s).
Using (59), it follows that

dg(t, X (1), H(t)) = =Ly (HV T (1))

N
Y o bi(l = Ki(HN T O) Fi(, X () + wy 1, HN (1)
i=1
x (1 = Hy+1(0) En1(t, X (1), H(1))dt
+ Dyg(t, X(1), H(1)) "o (X (1))dW (1)
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N+1 ‘
+3 [g(t, X)) +w;, HI (1))

j=1
—g(t. X(t7), H(t™)) ] dM; (). (69)

By applying the decomposition (66), we obtain the martingale representation (65)
under the MMM P. O

3.5.3 Representation of the Locally Risk-Minimizing Strategy

In this section, we will characterize the locally risk-minimizing strategy for CVA and
prove that it is admissible. Prior to stating the main result, we first have the following
lemma. The proof is provided in the Appendix.

Lemma 3.8 Let assumptions (A1)—(A3) hold. Recall that g(t, x,z) is the unique
bounded classical solution of Eq. (59). Assume that (1 + 6)|AT|§OT < 1 for some
& > 0. Then, there exists a constant C = C (e, T) > 0 such that

T
E U ‘ng(s, X(s), H(s))Ta(X(s))‘2dsi|
0

T N+1
<C(e,T)+C(e, T)E / > X3(s)ds | . (70)
R

We next state the main result of this section.

Theorem 3.9 Let the conditions of Lemmas 3.3 and 3.8 be satisfied. The unique locally
risk-minimizing strategy 0* € W associated with the investment in the risky CDS
contract referencing the counterparty “N + 17 is given by

3
e Ui X)) H1))
0*(t) = ; S0 X ) T ATl 71)
For (t,x,z) € [0, T] x ]Ri\fJrl x S, the functions

Ui(t, x,2) == (Drg(t, x,2) "o (x), T(t,x,2));

N+1 '
st x,2) = Y [ x+wj2) = g%, D) | W05, (0 =2 (72)

j=1

N
Us(t,x,2) o= Ly MY Y Tbi(1 = KiGVPY) Fi(rx + wngn, 2V

i=1

X Wyt x,2)(1 — 2N41)XN+1-
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Here (-, -); denotes the scalar product in R4 and

N+1
O, x.2) = Y2 + D Wi x, ) a1 —z)). (73)
=1

For (t,x,z) € [0,T] x Rf‘“ x S, the functions Y (t, x, z) and V(t,x,2), j =
1,..., N+1, aregivenin(45). Recall that g(t, x, z) is the unique nonnegative bounded
classical solution of Eq. (59). The function F;i(t, x, z) is the unique bounded classical
solution of Eq. (33) in which we set @ = (1, 1, 1).

Proof Itfollows from (46) thatd Q(£) =Y (z, X (1), H(t))dW(t)~|—Z§-V:+11 Wit X(t7),
H(t™))dM;(t). Thend (Q) (1) = ®(¢t, X(t7), H(t7))dt, P-a.s.. In view of Proposi-
tion 3.4, recall that M"Y is the local P-martingale part of V. Then, fort € [0, T Aty +1],
P-a.s.

t
MY (1) = V(0) +/ D.g(s, X(5), H($) o (X(5))dW (s)

/ LNTIGT) Zb — KN (s Fis, X(s7)

+wysr, V7)) b dMygi(s)

+
N+1

+ Z/ g5 X7 Fwy, HI(57) = gls, X(7), HG 7)) | dMj (o).

This gives that d(M", Q)(1) = S Ui(t, X(t7), H(7))dt. In terms of (54) in
Proposition 3.4, we deduce that, for ¢ € [0, T A ty+1],

0*(t) =

d( ) i Ui (e, X (1), H(t™))
(t) O, X(t7), H1t™))

i=l

Then we arrive at (71) under P. We next verify 6* € W. Below, we use C to denote a
generic positive constant, which may be different from line to line. It is easy to have
that, for some C > 0,

TAty 1 , 3 TATN U (2, X (17), H(t7)]?
E 0" (> d E —~ 0 dri.
[/0 6" ()] d (Q) (I)} =C) [/O O, X(t7), H(t™)) t]

i=1
(74)
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First, using the Holder’s inequality, we have on [0, T A ty41] that, P-a.s.

U6 XG0, HGODP [T XG0, HaOD| | Dagt, X, Ha ) To (X[
O, X)), H(t™)) — ‘T([, X(@t), H(t_))|2

T 2
= |Daglt, X4 HE) To (X))

Using Theorem 3.5 and the Cauchy’s inequality, there exists a constant C > 0 such
that

Ua(t.x, )17 _ |ZN+1‘I’ (. x, 9xj(l — Zj)| %x
o, x,2) N+1 @ x, z)| xj (l—z,) !

Finally, it holds from (73) that

N+1
Dd(t,x,z) > Z “I'j(t,x, Z)|2xj > ’\IIN+1(t,x, Z)|2xN+1.
j=1

Then, it follows from Proposition 2.4 that,on ¢ € [0, T A ty+1], there exists a constant
C > 0 such that

2 v t 2
U3, x, I _ C’ N1t X, DX 41|
@, x, 2)

3 < Cxn41.
W1 (t, x, 2)| XN

By applying (74), we deduce the existence of a constant C > 0 such that

TATN+1 5 T T 2
IE[/O |0 ()| d (Q) (t)} <C+CE [/0 ‘ng(t,X(t),H(t)) cr(X(t))‘ dt]
N+1 T
+C ZE[/ Xj(t)dt] : (75)
j=t 0
It follows from Lemma 3.8 that there exists a constant C > 0 such that
N+1 T
U ‘ng(t X(0), H@)) G(X(t))‘ dt] <cli+ Z E [/ X?(r)d;]
0
Thus, the estimate (75) implies that there exists a constant C > 0 such that

N+1

TATN 41 T
]EU 0 (t)| d (Q) (t)i| <Cql+ Z [/ X?(t)dt} ) (76)
0 0
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We next prove E[( fOT”N“ |6*(1)|d B(1))*] < 0o, where

dB(t) = Y(t, X(1), H(t))g(X(t), H(t))dt
N+1
+ Z W, X(1), H@))0;(X (1), H())Xj(t)dt.
j=I1

Assumption (A3) yields that for some C > 0,

|: TATN+1 2
E ( [ |9*(r>|dB(r>)]
0
TAtng1 3 Ui(t, X (1), H(1)) 2
CE L 2R T, X (1), H())d
- |:/0 ,-g;@(t,X(t),H(f)) RO HO

/T“NH i Ui(t, X(t), H(t))
0 £ D, X (1), H(D))

+CE

2
N+1
x (Z Wi(t, X(0), H(@0)Dj(X (1), H(z))xj(z)) dt

J=1
2:|

- /TAWH 23: Ui (1, X(0), HO)* | Y, X (1), H(t))|2dt
A ~ 0@, X(1), H1) 1, X(0), H())

First of all, for some C > 0,

|

/TMN“ i—Ui(t’X(t)’H(t))T(t X(t), H(t))dt
0 o e X0, Hw) T

IA

IA

3 TAt 2 N+1 T
N (8, X (1), H(@))| )
CEEUO (. X(1), H(1)) dt}SCI“F;EUO Xj(t)dtu,

and also by Assumption (A3),
2]

E {
. { /TAW Ui, X(6), He) 2 2000 W2, X(@0), HO) (@ (X (1), HO)X ()X, (z)dt}
0

TAty41 3 Ui(t, X(t), H(t)) &
/0 ;m ;‘l’j(t,X(t),H(t))ﬁf(X(f)»H(’))Xf(t) a

3

<cy’

i=1
O(1, X(1), H(1)) &(1, X (1), H(1))
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3
<cy’
i=1

5 /TMNH U; (1, X (1), H(1))[2 NZ“ X;(0) 0
0 Q. X0, H®M) \ i X;(nA + A X (0, HO)Y, (1, X(0), H(1)))
: TR (U (8, X (1), H@) P [ ew
cY E sttt Y s 1 a
=CL Uo o x0. a0 |20 |
N+1 T
<C 1+ZE[/ X?(t)dt] .
j=I 0

We hence have that

N+1

T/\‘[N_H 2 T
E [(/ |9*(t)|dB(t)) } <C{l1+) E [/ X?(z)dt} . (77)
0 = 0

From (76) and (77), it suffices to estimate Z;V;ll E[fOT X?(t)dt] < +o00. Recall the
default intensity process given by (4) under the actual probability measure P. Using

1t6’s formula, for j = 1,..., N+ 1andt € [0, T],

' K
X5(1) = X35(0) +2 / Xj(©)pj(X(s)ds +2 / 0 jk(X(5))X j (s)d Wi (s)
0 k=1 0

N+1

K o t
+ Z/O 0% (X()ds + Z/O (X167 + win) = X767 o).
k=1 =1

Using the linear growth condition satisfied by (i, o) in Assumption (A1), there exists
aconstant C > O such thatfor j =1,..., N+ land¢ € [0, T],

N+1

E[X20] 5E[X§(0)]+C+c/0t1[<:[x§(s)] ds+cj§/0’E[X?(s)] ds
N+1

+2 /Ot E [(w,?z + 2wlez(S)) Xz(s)] ds.
=1

Forj=1,...,N+ landt € [0, T, this leads that

N+1 N+1 N+1

Y E[X0] = Y E[XO]+cv+nrcw+2 Y] fot E[x3w)]ds
j=1 j=1 j=1
N+1

+cy /OIE [X,Z(s)] ds + Ct.
=1
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The Gronwall’s lemma implies that for all t € [0, T,

N+1 N+1
Z E [Xf(t)] <{C(T+N+1)+ Z E [X?(O)] cCNADT
j=1 j=1

The initial data X ;(0) = x; > Ois square integrable for j =1, ..., N +1, this yields
that

N+l .7 N+1
Z / E [X?(t)] dt < {C(T+N+1)+ Z E [ij] TeCNHIT — 4 o0,
j=170 j=1

(78)

Thus we proved the validity of (50) in Definition 3.1 using (76) and (77). This com-
pletes the proof of the theorem. O

4 Applications

We specialize the locally risk-minimizing strategy 6* € W in the CDS contract refer-
encing the counterparty “N + 1" obtained in Theorem 3.9 to the case when the underly-
ing traded portfolio consists of credit default swaps, risky bonds, or of a first-to-default
claim. Recall the function F;(z, x, z) satisfying the recursive system of the back-
ward Cauchy problems (33), in which @ = (1,1, 1) fori =1, ..., N and g(t,x,2)
satisfies the recursive system (59). We here take the risk premium (5, ¥) = 0 for
convenience.

4.1 CDS Portfolio

In view of Definition 2.3, The CDS portfolio implies that N = N and for i =
L,...,N+1,

& =0, a(t)=—¢, Zi(t)=L;@), K;(t)=H).

Fori =1, ..., N, the recursive system (33) reduces to the Cauchy system (37), i.e.,
on (t,x,z) €[0,T) x R_’XH x S,

(% + AQ> FES(r,x,2) — (1 — zi)gi — gz,»[u(zf) — Li(@1(1 —z))x; =0
J#Fl

with Fl.CdS(T, x,2) =Li(2)z;.On (t,x,2) € [0,T) x R_’X“ x S, the Cauchy system
(59) becomes
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0 )
0= <E + A@> ¢t x,2) + Ly VT

N
x :Zbi(l — ) FS0 x +wyen, 2N A= avg)av,
i=1 +

and g°%(T, x, z) = 0. The unique risk-minimizing strategy is given by

3

e U X)), H(t7)
WO =2 50 X, A

€0, T ATyl (79)
i=1

For (¢, x,z2) € [0, T] % Rﬁ“ x &S, the functions

UsS(t, x,2) = (Drg®(t, x, 2) o (x), Vi (1. x.2) To (1) ;
N+1

USS 2,2 = 30 [0 x w0y 2l) — g%, x, 2) (80)
=1

X {G?\‘,ii],j(t, x,2) — an+1[Ln+1(@) — Ly @1 (1 = 2));

N
UsS(t, x,2) i= Ly (2N {Zbi(l — Z)FES @, x + wy, ZN+1)}
+

i=1

cds
X GN+1,N+1(I’ X, 2)XN41-

Consider a portfolio consisting of a single name CDS, thatis N = 1, traded against
the risky counterparty ‘“2” of the investor. In this case, we obtain closed-form solutions
for the two types of recursive Cauchy systems. Using these closed-form solutions, one

can derive the risk-minimizing strategy 6%, (¢) using (79). We distinguish the following
cases:

ez = (I,1). We have Ff%(r,x,(1,1)) = L;((1,1)) for i
g%, x, (1, 1)) =0.
e z = (1,0). We have g°%(z, x, (1,0)) = 0 and

= 1,2 and

Fi(, 2, (1,0)) = Li((1,0)E [ h 170 ]
T s (1,x
+Li((1,0)E U X (s)e i %2 )(”)d”ds};

t

T v (t,x
ngsa,x,(l,O)):E[ / [La((1, 1R (5) — ea}e ' 5o )(”)d“ds]
13
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e z=(0,1). We have g°%(z, x, (0, 1)) = 0 and

T s < (1, x
FeS(,x, (0, 1) =E [/ (L, )X () — ey} X )<”)d“ds} ;
t
F§®(, %, 0, 1)) = Lo((0, DB [~ h X0 ]

T s (1,x
+ Ly((0, 1)E U X0 ()= i K >(“)d”ds:| .

t
e 7z =(0,0). We have
T ~ ~
g (1, x, (0,0)) = La((0, 1)>E[ [ 206 {6 206 +un 0.1
t
o= B @ ) ds}

and finally Fl.CdS (t, x, (0, 0)) can be computed by the knowledge of FiCds(t, x, (1,0))
and FF%(t, x, (0, 1)), i.e., fori = 1,2,

t

T 2
FP®(t,x, (0,00) = / Y OEEGs, XD (s, (0,00) X (s) — &
j=l1

Xeffls()?gt‘x)(u)+)~(§t’x)(u))duds

4.2 Risky Bonds Portfolio

In view of Definition 2.3, the risky bonds portfolio implies that N = N and for
i=1,...,N,

& =1, a®)=¢, Z®)=1-L;(t), Ki@)=H@),
while for the counterpary
Eny1 =0, an1(t) = —eny1, Zn+1(0) = Ly11(), Kn41(t) = Hy11(2).

Then fori =1, ..., N, the recursive system (33) reduces to the Cauchy system given
by, on (£, x,2) € [0, T) x RY™ x S,

(3 +A@) FOoM (24 (1= 2 + 3 ailLie) — Li@I(1 = 2))x) =0
o1 J#i
(81)
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with FP"4(T x, z) = (1 — z;) + (1 — L;(2))z;. The Cauchy system (59) is reduced
to, on (7,x,2) € [0, T) x RY ! x S,

9
0= <5 + AQ) g™ (t, x,2) + Ly M

N
x {Zblﬂ — ) FM e x +wygn, 2V (= avgDavn
i=l +

and g®"(T', x, z) = 0. The unique risk-minimizing strategy on risky bonds portfolio
is given by

) 3 Uibond(t’ X)), H(t™))
gbond(t) = Z S, X(t™),H(t™)) ’

i=1

tel0, T A TN+1] (82)

For (¢t,x,z) € [0, T] x ]Rﬁ+l x S, the functions

U})ond(L X, z7) = <ngbond(t’ x, z)To’()C), V[f/%il(t’ X, Z)Ta(x)>d§
N+1

Ué)ond(t’x7 ) = Z [gbond(t’x + wj, 7)) — gbond(t’x’ Z)]
j=1

x {G38 (6%, 2) — ey [l @) = Ly @1 (1 = 2));

N
UM(t, x,2) i= Ly (M {sz‘(l — z)FPM(t, x 4+ wy 1, ZN+1)}
+

i=1

X G%lil,N+1(t,x,Z)xN+l- (33)

Consider a portfolio consisting of a single name risky bond, that is N = 1, traded
against the risky counterparty “2” of the investor. Again, the two types of recursive
Cauchy systems admits closed-form solutions, and thus allows us to derive the risk-
minimizing strategy 0, (¢) using (82). We consider the following cases:

ez = (I,1). We have F*M(t,x,(1,1)) = 1 — L;y((1,1)) for i = 1,2 and
g™ x, (1,1)) = 0.
e z = (1,0). We have g*"(z, x, (1,0)) = 0 and

FPord(e, x, (1,00) = (1 — Li((1,0)E [ef i X§f~x><s>dx]

T s v (1,x
+ (= Li((1,0)E U XU (sye I x§ ><u>duds] .

t
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e z = (0,1). We have g™ (s, x, (0, 1)) = 0 and
F]bond(t’ X, (0! 1)) — E I:e—flT X%"X)(u)du:l
T s v (,x
—HE[/ {1 = L@ DRIV )+ e >(”)d”ds].
t

e 7 =(0,0). We have

T
2%, x, (0,0)) = La((0, 1>>JE[ / X5 s) {blF}”“d(s, X9 (5) + wa, (0, 1))]+
t

%ol (f(ﬁt'x)(u)+)~(£l'x)(u))dudsi|7

and finally Fl.bond (t, x, (0,0)) can be computed by the knowledge of Fibond (t, x,
(1,0)) and F™M(z, x, (0, 1)), i.e., fori = 1,2,

FPM(t, x, (0,0))
-F [e—,/;T(J?i"“‘“(u)w?;”“(u))du ds]

T 2
E| [ [ 30 A6 X6, 0,00 X6+ e
t .
j=1

xe~ s (f(gm)(u)+)~(g'x)(u))duds

4.3 First-to-Default Claim

In view of Definition 2.3, the first-to default claim implies that N = landfori = 1,2,

N

N
§=0, a)=¢, Zi()=) LiOH®), Kit)=1-[]0-H©);

i=1 i=1

5 =0, ax(t)=—eng1, Z(t) =Ly11(t), Ko(t) = Hyy1(2).

The recursive system (33) reduces to the Cauchy system given by, on (#,x,z7) €
[0,T) x RY*H xS,

N

d

<5 + AQ) FY(, x,2) 4 ¢ H(l —zi)
i=1

N+1 )
=Y Ki@IZ1() = Z1@)1(1 = zj)x; =0 (84)

j=1
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where
N+1 )
Z Ki([Z1(z)) = Z1()1(1 — zj)x;

=1

N N+1 N
= (1 -[Ja- zi)) Do =zx; Y [Lie)ziljw + LizH(1 = z2) = Li()zi]. (85)
i=1 j=1

i=1

The terminal condition is given by
N N
FT ., x,2) = (Z L,»<z>z,»> (1 -[Ta- m) : (86)
i=1 i=1
The recursive Cauchy system (59) is reduced to, on (¢, x, z) € [0, T) x Rﬁ“ x S,

ot

X [bl(l — K1 VY)Y FM x + wig, ZN+1)}+ (I —zn+1)xXN 11,

d
0= <_ + A@> ¢t x, ) + Ly 2V Th

and gftd( T, x,z) = 0. The unique risk-minimizing strategy of the CVA on the first-
to-default claim is given by

2 UM, X (), H(t™))

Oa (1) = Z @, X(1t), H(t)) '

i=1

tef0,T ATyl (87)

For (1, x,2) € [0, T] x RY ™' x S, the functions

UM(t, x,2) i= (Dyg"(t, x, 2) "o (x), VIS (1, x, Z)Ta(x))d;
N+ .
Utx ) =) [gﬁd(’vx +wj, z/) — g™, x, z)]
j=1
< {G35 (. x.2) — av il 1) = Ly @1}x (1 = 2));
U3t x,2) == Ly GV {b1(1 = K1) FY G, x + wN+1,ZN+1)}+

X Gy v (6 %, XN (88)

Consider a first-to-default claim in a basket of two names, that is N = 2, traded
against the risky counterparty “3” of the investor. Both types of recursive Cauchy
systems can be solved in closed-form, and the risk-minimizing strategy 0, (z) can
then be computed using Eq. (87). We have 7; = 11 A 172 and 75 = 73. We separately
treat the following cases:
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e z = (1,1,1). We have Fftd(t,x, (1,1,1) = Li((1,1,1)) + Lp((1,1, 1)) and
g, x, (1,1, 1) = 0.
e z=(1,1,0). We have

2
g, x, (1,1,0) = Ls((1, 1, 1)) <Z Li((1, 1, 1))) {b1}s

i=1

T ~ s o (t,x)
«E |:/ Xét’x)(s)€7I' X3 (u)du] ’

t

and

2 v (. x
F{td(t,x, (1,1,0) = (Z L;((1,1, 0))) {E [e*sz xg‘ )(s)ds]

i=1

T S o (1,x
o] [ s ]

t

e z=(1,0,1). We have g™(z, x, (1,0, 1)) = 0 and

T $(t.x), .
FiY@, x, (1,0, 1)) = Li((1,0, 1)){E[ef, X3 (A)ds:l
g S X wyd
+IE|:/ X5 (s)e_fr ERC)) ”“
t

e z=(0,1,1). We have g™(z, x, (0,1, 1)) = 0 and

Fi(, x, (0,1, 1)) = Ly((0, 1, 1)) {E [e—f,T XY’%)ds]

T -
cu[ [ e i)

t

e z=(1,0,0). We have
g, x,(1,0,0))
T ~(r x -
=E [/ X9 ()" (s, X9 (s), (1,1, 0))8—f,“(XY"”(u>+X£"")(u))du} ’
t
and
fid — [T &S )+ X0 (s)ds
Fi(,x, (1,0,00) = Li((1,0,0)E [~ b 27 0+X5 0]

T
+]E[/ {Xg”")(s)(F{td(s, X9 (), (1,1,0)) — L1((1, 1, 0))
t
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— Ly((1,1,0)) + L1((1,0,0)))
+ XU (FI9(s, XO9s), (1,0, 1) = Li((1,0, 1))
— Lp((1, 1,0)) + L ((L, 0, 0)))}

% o= f;'(f(;m<u>+ng~x><u>>du}.

e 7 =(0,1,0). We have
g™, x, 0, 1,0))
T oo~ -
— E [/ X}l,x)(s)gftd(s’ X(I,X)(s), (17 1’ O))ej;ﬁ(XY,X)(M)+X§t.X)(u))du} ,
t
and
fid — [T & @+X ()ds
F x,(0,1,0)) = Ly((0, 1, 0)E [e S Ao ]

T
+ u«:[ / (X090 (F4. X095, (1. 1.0))
t

— Li((1,1,0)) — La((1, 1,0)) + L2((0, 1,0)))
+ X0 () (F (s, X(s), (0,1, 1))

— L1((1, 1,0)) = L2((0, 1, D)) + L2((0, 1, 0)))}

« e—f,‘(ffﬁ"”(u)+ff§"‘”)(u))du}.

e z=(0,0,1). We have g"(z, x, (0,0, 1)) = 0 and
T ~ ~
FY(, x, (0,0, 1)) =E[/ {X?’”(s)F]f‘d(s, X9, (1,0, 1))
t
+ XV F 6, X0 6), 0,1, 1) fe” ﬁ(}?i"‘%wﬂ?é””<u>>du].
e 7z =1(0,0,0). We have

T
¢, x, (0,0, 0)) = IE[/ {)}Y’X)(s)g{td(s,X(l’x)(s), (1,0,0))
t

+ X5 ()8 (s, X (5), (0, 1,0))
+ L3((0,0, )XY () {b1 Ff9(2, x + w3, (0,0, 1))}+}

x e—ffo?i”'”(u)+5f§"‘>(u>+5f§””<u>>d“}
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and

T
e, 0.0.0) = EU [0 @Fs, Xs), (1,0,00)
t
+ X0 () Fl9(s, X9 (s), 0,1, 0))

+ XY 6 Fl(s, XT9(s), (0,0, 1)) + 8}e’ F& Y'X)(”)+>~(g'x)(M)+)~(§t’x)(u))dui|.

The probabilistic representation of the above quantities makes it possible to develop
efficient Monte-Carlo simulation methods to approximate the risk-minimizing hedging
strategy.
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A Proofs

Proof of Lemma 2.2 By Definition 2.2, we have the representation of the dividend
process of the first-to-default claim given by

AT N AT
D(t) = —8/ (1 — K(u))du + Z/ L;(H(u))H;(u)dK (u). (89)
0 —Jo

The third term of the above dividend process is in fact given by

M=

L;(H(t1))H; (T)17 <A1

N AT
Z/O Li(H(u)H;(w)dK (u) =
i=1

I
—

L;(H(t1)1g <z 15 <int-

Il
.MZ

I
-

Notice that foralli = 1,..., N, we have t; > 7 = 71 A --- A Ty, a.s.. Hence
1; <z, = 13,23, a.s.. Thus the above equality becomes that

N AT N
Z /0 Li(Hw))H;(w)dK (u) = Z Li(H(t1)1g <z 15 <tnT
i=1

i=1

N
=Y Li(HE)y=z 1z <inT
i=1

This results in the dividend representation given by Eq. (11). O
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Proof of Proposition 2.3 Using (7), it holds that, for ¢ € [0, T'],
T
D(T) — D(t) = &EH(T)(A — K(T)Hixr +/ (I — K(u))a(u)du
t
T
—|—/ Z(u)dK (u).
t

Then, it follows from (15) that, for ¢ € [0, T,
T
S, T)= EQ[S(H(T))(l — K(T)lizr +/ (1 — K(Hw)))a(H (u))du
t

o]

Recall that Z(z) and K (z) are deterministic functions on z € S = {0, 1}V +1.
Using integrations by parts, it follows that

T
+ / Z(Hu))dK (H(u))
t

T
Z(H(T)K (H(T)) =Z(H(t))K(H(t))+/ Z(Hu))dK(H (u))
t
T
+f K(Hu™))dZ(H (u)). (90)
t

On the other hand, 1t6’s formula gives that for u € [¢, T'],

N+1
dZ(H () = Y [Z(HI (™)) — Z(H (u™))ld H;(u)
j=1
N+1 ]
= > 1Z(H (7)) — Z(H (u™))IdM ()
1

j=
N+l '

+ Z[Z(H/ () — Z(Hw) (A — Hj )1 + 0 () X j(u)du.
j=1

Forj=1,...,N +1, M;.@ = (M?(t)),e[oyr] is the G-martingale given in Proposi-
tion 2.1. Hence, Eq. (90) yields that

T
/ Z(H(u))dK(H(u)) = Z(H(T)K (H(T)) — Z(H (1)) K (H (1))
t

T
—/ K(H (u))dZ(H (u))
t
=Z(H(T)K(H(T)) — Z(H (1)) K (H (1))
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N+1

T .
- Z/ K(H(u’))[Z(H’(u’))—Z(H(u*))]dM;Q(u)
j=171

N+1

T .
- Z[ K (H@)[Z(H ()
j=1""
— Z(H )] = Hj@)(1 + ;)X j(u)du.

This results in the price representation given by S(t,T) = F(t, X(t), H(t)) —
Z(H(t))K(H(t)), where

F(t,x,2) = E%,Z[E(H(T))(l — K(H (M) lier + Z(H(T))K (H(T))

T
+/ (1 —=K(H@u)))a(Hu))du
t

N+1

T .
-3 [ kewzaiw)
j=1""

— Z(H @)1 — Hju)(1 + ﬁj(“))xj(u)d”} O

using that the pair (X, H) is a G-adapted Markov process. Then the price representa-
tion (17) follows from the decomposition of F (¢, x, z) given by

F(t,x,2) = LigrAi(1,%, ) + Aa(t,x,2), (6,x,2) € [0, TT x RY ! x 8.

(92)
This completes the proof of the lemma. O
Proof of Proposition 2.4 On (¢, x) € [0, T) x IR_AKH, we rewrite (26) as follows:
9, j0
8_t+A u(t,x) +hult, x)+wE,x)=0 (93)

with u(T, x) = a1 P (1 = KD) + ap 2O K for all x € RY ' The coefficients

1
hx) == > A+,
JEU1 i}
wt,x) =y 40V ) [FI 1 x +w))
J#Urnit)

— (X3K(l)(Z(l+l)’j _ Z(l))] +o3(1 — K(l))a(l).
We will apply Theorem 1 of Heath and Schweizer [24] to prove existence and

uniqueness of classical solutions to Eq. (93) by verifying that their imposed con-
ditions [A1], [A2], [A3’] and [A3a’]-[A3e’] hold in our case. Consider a sequence of
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bounded domains D,, := (}l, n)N *1 n e N, with smoothed corners and satisfying
UZOII D, = IE{S\_’H. Thus we verified that the condition [A3’] on the domain of the
equation holds. By the assumptions (A1)-(A3), the conditions [A1] and [A2] for the
coefficients p(x)+o (x)5 (x, z) and o (x) can be satisfied. This also implies that [A3a’]
holds. Moreover, since UO'T()C) is continuous and invertible under the assumptions
(A1) and (A2), 00 " (x) is uniformly elliptic on (¢, x) X D,,, i.e. [A3b’] holds. Notice
that FOEZH)’j (t,x + w;j) is bounded and C 2 in (1, x) by the induction hypothesis.
Additionally, notice that 2 (x) is linear in x. Then the conditions [A3c’] and [A3d’] on
the coefficients /(x) and w(z, x) on (¢, x) € [0, T]x D,, are satisfied. Finally we need
to verify [A3e’]. For this, it suffices to prove the uniform integrability of the family

r S v (,x
{/ w(s, X9 (s))e™ I HXET Mg ¢ x) €10, T] % Rf“}' (94)
t

Here, the underlying R_’X +_valued process (}v( %) (5)) se[+,T] 18 the unique strong solu-
tion of

X0 (s) = (X" (9) + 0 (XD (5)FX 0 (5), 01T ds
+o (X ()dW(s), X0 @) =x.

By the inductive hypothesis that Félﬂ)’j (z, x) is nonnegative and bounded on [0, T'] x
Rﬁ“ for all j ¢ {j1,..., i}, there exists a constant C > 0 independent of (¢, x)

such that for all (¢, x) € [0, T] x RY ™,
2]

d

T ¢ ~
/ w(s, XO0 (s))el MXT@du g
t

2

<1+ Y (1+z9,~()?<f’X>(s))))?j."x>(s) ds
JE st}

<2CT?
T S v v X
+2CE / o N Sty i AFORE D @) X ))du
t

2

x d / Yo U+ XD @)X (w)du

Ll et}

@ Springer



842 Applied Mathematics & Optimization (2020) 82:799-850

|

< 2CT* +4cC. (95)

This yields the existence of a constant C > 0, independent of (¢, x), such that

T .
/ U)(S, )V((t,x)(s))efts]‘[(X(lv)‘)(u))duds

t

2
sup E |: :| < C < H4o0.
(1,x)€[0, TIxRY !

This yields the uniform integrability of the family (94). It implies the condition [A3e’]
of Heath and Schweizer [24] is satisfied. Using Theorem 1 of Heath and Schweizer
[24], Eq. (93) admits a unique classical solution u(z, x) on [0, T] X IRQYH.

Further, the estimate (95) implies that this solution is bounded for all (7, x) €
[0, T] x Rﬁ“. This completes the proof of the proposition. O
Proof of Lemma 2.5 1t follows from Eq. (7) that

T

D(T) = &(H(T))(1 — K(T)) + /OT(I — Kw)a(u)du +/O Zw)dK (u).
Using integration by parts (90), we have that
D(T) =§H(T)(1 — K(H(T))) + /OT(I — K(Hu)))aw)du + Z(H(T))K(H(T))
— Z(H(0))K (H(0)) — /OT K(Hu™))dZ(H (u)).
Since K (0) = 0, it follows from Proposition 2.4 that

t t
Y(t) = Fu1,n@, X(@), H(1)) +/0 (I = K(u))a(u)du —/0 K(H(u"))dZ(H®u)).
(96)

Above, F(1,1,1)(t, x, z) is the unique bounded classical solution to the recursive system
of the backward Cauchy problems given by, on (¢, x, z) € [0, T) x ]RTrl x S,

ot
N+1 )

~ Y K@IZE) — Z@)(1 = 2))( + 9;()xj =0 97)
j=1

(3 + AQ> Fain(t.x.2) + (1 - K(@)a)

with the terminal condition
Fain(T,x,2) =6@(1 - K@)+ Z@DK@), (x,2eRYT'xS. (98
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Applying Itd’s formula and (97), we obtain that

Faa,n@, X(@®), H()) = Fa,1,1)(0, X(0), H(0))
N+1

t .
+ /0 3" K(H@)IZ(H ) — Z(H@)I( — Hj(w)

j=1

I+ ?;)X;(w) — (1 — K(H@)))a(Hw)) ¢ du

1
~|—f0 Dy Fay(u, X (), Hw) "o (X u)dW(u)

N+1

Z .
+Z/0 [Fa,nu, X(u ) +w;, H (u™))
=1

— Fai(u, X @), H@ )M ().

Using Eq. (96), we deduce

dY(t) = Dy Fi1.1)(t, X(0), H®)) "o (X(0)dW(r)
N+1
+ Z[F(l,l,l)(t» X(t7) +wy, HI(t7)) — Faa1)@t, X(t7), H(t_))]deQ(t)
=1
N+1 '
- Z KHGE NDIZH (7)) — Z(H(t_))]dM}@(t)

j=1
This yields the dynamics (28) of the gain process. O
Proof of Lemma 3.3 We first verify that the density process & is strictly positive and
square integrable. The assumption of 0 < 1+ A(¢, x, 2)¥; (7, x, z) < v; implies that

& is strictly positive using the SDE-representation of the stochastic exponential. We
next introduce the so-called mean-variance trade-off process given by

t
E(t) = /0 A(s, X(5), H($))2d (Q) ()

/, IT)() + XV ()1 = Hj()9()X () s
0 IT@P+ X W) — Hi(9)X(s)

t t
< 2f |5(s)|2ds+2N+1/ 93(5) X j(s)ds. (99)
0 0

Then Assumption (A3) yields that & = (E(?));¢[0,7] is uniformly bounded. Using
Proposition 3.7 of Choulli et al. [17], the process & satisfies the reverse Holder inequal-
ity, see also Assumption 3.2 in Arai [2]. On the other hand, the structural condition
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given by B = — fo i(s, X(s7), H(s7))d (Q) (s) implies that Yy41& is a local P-
martingale (see Ansel and Stricker [1]). Using the arguments in Sect. 3 of Arai [2],
we have that & is the density process of the MMM P w.r.t. P. O

Proof of Theorem 3.5 Without any loss of generality, weset Ly11(z) = 1forallz € S.
Then, in the default state z = 0/1'-/I| we rewrite Eq. (62) in the following abstract
form: on (¢, x) € [0, T) x Rﬁ“,

(%—i—fi) u(t, x) 4+ h(t, x)u(t, x) + w(t,x) =0 (100)

with u(T,x) =0forall x € I[{f'“. The coefficients are given by

h(t,x) =~ Y ﬁ;l)(t,x),

N
I+1),N+1
w(t,x) = 1> b= KNI F i x
i=1

j i [+1),N+1 [+1),N+1
+U)N+1,O]1 vvvvv ]1,N+1)_Zi(+)’ + Ki('f’)’ +]

+

JEn, i}

We next apply Theorem 1 of Heath and Schweizer [24] to prove existence and unique-
ness of classical solutions of Eq. (100) by verifying that their series of conditions [A1],
[A2], [A3’] and [A3a’]-[A3e’] hold in our case. We first consider bounded domains
D, = (%, )N+ n e N, with smoothed corners such that | J2, D, = Rﬁ“. We
can then verify that the condition [A3’] holds in the domain of the equation. Using
assumptions (A1)-(A3), the conditions [A1] and [A2] hold. The same assumption also
implies that [A3a’] holds. Moreover oo (x)is uniformly elliptic on (z, x) x Dy, ie.
[A3b’] holds. Notice that the solution g*+1+/ (¢, x +w)) is bounded and C"-? in (t, x)
by the induction hypothesis for j ¢ {ji, ..., ji}. The function F(y 1,1); (¢, x) is also
bounded and C12 in (t,x)fori=1,..., N by Proposition 2.4. Note that the positive
I:"j@(t, x) is Clin (¢, x). Then the conditions [A3c’] and [A3d’] on the coefficients
h(t,x)and w(t, x), (t,x) € [0, T] x D, are satisfied. It is left to verify [A3e’]. For
this, it suffices to prove the uniform integrability of the family

r s g (f,x
{/ w(s, XD (s))e™ i 1w XV @ xy €10, T) xM“}. (101)
t

Here, fort € [0, T], the N 4+ 1-dimensional Markov process ()A((t’x)(s))se[,,r] satisfies

a SDE with XY (1) = x such that its infinitesimal generator is given by A in (60).
Consider first the case N + 1 € {1, ..., ji}. Because g(l“)’j(t, x) is bounded on

[0,T] x ]RTrl by the induction hypothesis, there exists a constant C > 0 such that
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2
’ A0 Ptx) I et B @ XD @))du
=cE / 3 ED(s, ROV () | e F Bastiin Fi ds
13

JEU 1)

T ~
/ w(s, RO (s))eli 1@ X0D @du g
t

2

2
T S I v (t,x s A A~
—CE / e—f, Zkgé(i]....,j/) kan(u,x(r..)(u))dud (/ Z F;l)(u, X(’vX)(u))du)
t

! JEU et}
2}

where C > 0 is independent of (¢, x). Next, consider the case N + 1 ¢ {ji, .. . Ji}-
Also notice that F(j,1,1); (¢, x) is bounded and cl2in (t,x) fori = 1,...,N by
Proposition 2.4. Then there exists a constant C > 0 such that

d ]

=C,

T A
/ w(s, KO0 (s))elt huw X0 wdu g
t

< | B X096+ Y BV, XU (9)) | ds
J¢in i}

. ; ; £~ o Al 5
Since N+ 1 € (i i, Fy . XE99)) = Yogisy iy B 5. XD (),
a.s.. This implies that

2}

E|:
T St EO @R wnau [ [ Y 0w %
/ e Jr Zkglinip Tk U d / F; (u, X)) du
[ ’
i

< 4CE
! Jtsesdt}
2}

where C > (O1isindependent of (¢, x). Thus we have verified the existence of a constant
C > 0, independent of (¢, x), such that

T A~
/ w(s, KO0 (s))el M X w)du g

t

2

=4C,
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T N
/ W(S, )%(t,x) (s))e/zT h(u,XU'x)(u))duds
t

2
:|§C<+oo.

sup E [
(t,x)€[0, TIxRYH!

This yields the uniform integrability of the family (101). It implies that the condition
[A3e’] of Heath and Schweizer [24] holds. Using Theorem 1 of Heath and Schweizer
[24], we conclude that Eq. (100) admits a unique classical solution u(#, x) on [0, T'] x
RYT.

We next prove the solution is nonnegative and bounded on [0, 7] x Rﬁ + Using the
Felzfgllann-Kac’s representation of the classical solution u(t, x), for (¢, x) € [0, T'] x
RY™,

T D s
u(t, x) = ]E|:/ o I Tkt i B @ XD )
t

x( > E6 X0 1, X0 6) + w))

JE1s-i}
N
1+1),N+1 >
+ 3 b = KNI R s, XOY(s)
i=1

Jleeod, N¥1y (D, N+1 - (+1),N+1
+wyn+1,0 ) Zi K,' ]

x I:"]E,ll_l(s, f(m(s))ljwl#NH)ds}. (102)
ItEN+1e€{j,..., i}, then Eq. (102) reduces to

T y ) e
u(t,x)=E / o= I gty B @ X0 )
1

A, 1+1).j
|3 O RO () (1 ROV (s) + w)) | ds
JE st}

Since the nonnegative function g(l“)'j (¢, x) is bounded on [0, T'] x ]R_Z;Z‘|r1 by the
inductive hypothesis, there exists a constant C > 0 such that

t

T oo, ¢ = I Sgtiginy B @, XD @) du
O<ut,x)<C Y E [ FP (s, X0 (s))e i 2tetinnin Fi 00 ds
JE. i}

=C {1 -E [e_ K kgt ﬁk{”(”’)}(m(u»d”] } '

Obviously, the above inequality yields the existence of a constant C > 0 such that
0 <u(,x) <Cforall (t,x) € [0,T] x ]Rﬁ“. Next, consider the case N 4+ 1 ¢
{j1, ..., ji}. It follows from (102) that
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T ; . oiix
u(t, x) = E[/ o~ Tisti g B @ XD @)
t

(X AR K06 4y

JEU i
N
I14+1),N+1 >
3 b= KON F i X0 (s)
i=1

JleeJtuNH1N U1, N+1 - (14+1),N+1
+wy+1,0 )= 7 K; ]

x B (s, )?"v”(s)))ds]
Then there exists a constant C > 0 such that

T 0 s
0<u(t,x) <CE / ¢ I Enstir.ip P @ X0 @) du
t

A l A A l A
<| >0 FP6 XV 6) + Y s, XEV(s) | ds
J#eni)

Since N+ 1 € {Ji, ..., ji}°, we have that
— 1 i B @, X0 ) du
0<u(t,x) <2C il —E|e ' =ktlrid Tk 5 .

The above inequality gives a constant C > 0 such that 0 < u(z,x) < C for all
(t,x) e [0, T] x R_IXH. This completes the proof of the theorem. O

Proof of Lemma 3.8 It follows from (69) that

¢
/ D,g(s, X(s), H(S))TO' (X($)dW(s)
0

t
= f Daog(s, X(s), H(s)) "o (X (s)(AX) (s, X(s), H(s)) ds
0

' N
+ / L1 (HY* () [me — Ki(HY () Fi (0, X () + w1, HY ()
0 i=1
+
x (1= Hy+1() Fy1(s, X(s), H($))ds + g(t, X (), H(1)) = g(0, X(0), H(0))
N+1

t .
+ Z/O (565, X ) 4wy, 1T (5) = g5, X(), Hs))|
j=1
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x (1 = Hj(s)0;(X(s), H(s))X(s)ds
N+1 )
= 3 (86 X6 +wj HI 7)) = g0, X7 HGs™) | dM; ()

j=1

t
= / Dyg(s, X(s), H()) "o (X (s)AX)(s, X(5), H(s)) "ds + E(2).
0

|
t A

=E |:'/ Dag(s, X(s), H(s) "o (X(s)(AX) (s, X(s), H(s)) "ds + E(z)
0

Then, for any ¢ > 0,

t
E U / Dyg(s, X(s), H(s) To (X())dW (s)
0

]
|

< +eE

t
/ Dyg(s, X(s), H(s) "o (X (s)AY)(s, X (s), H(s)) " ds
0

1 2
+ 1+E E[E(®)]7]

r t
<(1+8E (/ ‘(XT)(S, X(s). H(s)))zds)
L 0
t
x ( / |Dyg(s, X(s), H(s))To(X<s>)|2ds)}
0

1 2
+ 1+E E[E®]7].

By the assumption of the lemma, we have that E[fOT |():T)(s, X(s), H(s))|2ds] <

|):T|gOT. Since g(t, x, z) is the unique bounded classical solution of Eq. (59) by
Theorem 3.5. Further, by Proposition 2.4 and Assumption (A3), there exists a constant

C = C(T) > O such that E[|E(T)|*] < C(T) + C(T)E[fOT 2?’:11 X?(s)ds]. This
gives that

(I

T
+ (1 +e)AT3TE U
0

Dya(s, X(s), H(s))Ta(X(s)))zds:| < <1 + é) C(T)

Dyg(s. X(s). H(s))Ta(xm)\2 ds}

1 T N+1 5
+(1+E>C(T)IE fo ;Xj(s)ds )

Using the condition (1 + e)|iT|§oT < 1 for some ¢ > 0, we get the estimate (70).
O
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