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Abstract
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problem is how to deal with claims on ‘non-traded’ assets. Often there is another
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We introduce a second (non-traded) log Brownian asset into the well known Merton
investment model with power-law utility. The investor has a claim on units of the
non-traded asset and the question is how to price and hedge this random payoff.
The presence of the second Brownian motion means that we are in the situation of
incomplete markets. We propose an approximation to the solution for the ‘optimal’
reservation price and hedge which is accurate when the position is small in comparison
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1. Introduction

In the Merton investment model (Merton, 1969) the agent seeks to max-
imise expected utility of terminal wealth, where utility is constant relative
risk aversion, U(x)=x'"%/(1 — R). Under the assumption of a log-Brownian
share, the optimal behaviour for an agent in the model is well known: a
constant proportion of wealth is invested in the risky asset.

Now introduce a second log-Brownian asset into this scenario, on which
no trading is allowed. Suppose the investor has an option on this second
asset, payable at time 7. The problem is how to price and hedge this ran-
dom payoff when trading in the second asset is not permissible. The pres-
ence of the second Brownian motion means that we are in an incomplete
markets situation and replication is not possible. The risk that arises from
being unable to hedge perfectly in this situation is often referred to as ‘basis
risk’.

This is a mathematical idealisation of a so-called ‘real options’ problem. Of
course in practice, the two assets are specified in reverse; the agent expects
to receive an unhedgeable claim on an asset, and chooses a correlated asset
with which to hedge. We are particularly interested in the case where the
correlation between the two asset price processes is close to 1. An example
given by Davis (2000) is an option on Dubai oil, where the liquid market is
in Brent crude. Other examples are a portfolio of illiquid shares hedged with
index futures, or a five year futures contract hedged with a one year futures
contract.

In finance, the term ‘real options’ covers a wider range of problems, see the
recent article by Dunbar (2000) and the book by Dixit and Pindyck (1994).
Busby and Pitts (1997) describe real options as focusing on the value of
managerial flexibility in handling real asset investments. Some examples of
real options problems include extraction rights to an oil reserve or the option
to start up an R& D venture. Often development can be immediate, delayed
or abandoned, until either a fixed date, or an open period in the future. More
pertinent to our analysis of real options is the study by Johnson and Tian
(2000) of executive stock options. These are options on the stock of the
company, and are given to executives as part of their compensation package.
However, frequently executives are not permitted to trade away the risk using
the stock or derivatives on the stock, so that they are essentially receiving
options on a non-traded asset.

This paper will consider the specific real options problem of an option on a
non-traded asset and will use the modelling framework outlined in the opening
paragraphs. A starting point in solving this problem might be to investigate
pricing using only the assumption of no arbitrage. However, Hubalek and
Schachermayer (2001) showed that this gives no information about the price
of the claim, leading us to consider a utility based approach.
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For a general utility function it is possible to characterise optimal hedging
behaviour in terms of the value function, see for example Duffie (1992).
Duffie et al. (1997) attempt to characterise solutions in a Markovian model
and Cuoco (1997) considers a more general model. Zariphopoulou (2001)
uses separable utility to model prices with additional stochastic factors. In
order to determine the value function it is necessary to specify a particular
utility. Duffie and Jackson (1990) and Svensson and Werner (1993) each
consider a number of simple examples and Duffie and Richardson (1991)
find explicit solutions under a quadratic utility.

An attractive utility for which explicit solutions can sometimes be found
is the exponential utility which has constant absolute risk aversion. The
choice of exponential utility yields a separation of the value function into
wealth and trading components which makes it particularly tractable. Davis
(2000) applies the ‘dual approach’ to non-traded assets with this utility. With
lognormal asset prices he obtains an expression for the optimal hedge in-
volving the solution to a non-linear pde. The dual approach converts the
problem into a minimisation over measures, see Schachermayer (2001) for
references.

In this paper, we consider agents with constant relative risk aversion or
equivalently a Cobb—Douglas or power-law utility. It seems there is no closed
form solution for the general utility maximisation problem facing the agent in
our model. Consequently we make two simplifying assumptions. Firstly we
assume that the option on the non-traded asset is a multiple /4 of units of the
share, and secondly we assume that / is small, or rather that the position in
the non-traded asset is small compared with wealth. Under these assumptions,
we obtain a series expansion for the optimal hedge and reservation price. See
Rogers (2001) for a recent use of such expansion techniques in a liquidity
problem. Since our payoff is proportional to the asset price, we may use
scaling in the style of Davis and Norman (1990) to reduce the dimension of
the problem.

Although our series expansion is only an approximation to the true solution
we can use it both to value claims and more importantly to examine the
sensitivity of options prices to changes in parameter values. Without a series
expansion we would be forced to examine the problem numerically, and it
would be much more difficult to interpret our results.

The remainder of the paper is organised as follows. Section 2 outlines
the original Merton problem for later reference and to establish notation.
The next section sets up our model with an additional non-traded asset and
defines the value function for the problem. We consider a power law utility
of the form U(x)=x'"%/(1 — R). It should be noted that the case R=1
corresponds to logarithmic utility. All our pricing and hedging results extend
to this utility function on substitution of R=1. The complete markets case
when the non-traded asset can be perfectly replicated is treated in Section 4.
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Section 5 considers the incomplete case and we give an expansion for the
value function of the agent as well as for her reservation price and the optimal
strategy. In Section 6 we give a discussion of the results obtained from the
model and in Section 7 we compare our results with exponential utility. In
the penultimate section we consider the effect of hedging with a suboptimal
strategy. Section 9 concludes, and an appendix contains the proofs relating
to the expansion and approximation.

2. The Merton investment problem

The classical Merton wealth problem involves an agent investing in a risky
share with price P, growth rate u and volatility o, and a riskless bank account
with constant interest rate . Here ¢ and p are constants and we assume » =0
for simplicity. This is equivalent to using discounted variables.

The agent chooses to invest the cash amount 6, in the risky share and
starting with initial wealth x, her wealth evolves as

dp
dX,:9,7:6,(0dB,+udt), (1)

where B is a standard Brownian motion. The agent’s aim is to maximise
expected utility of terminal wealth

sup EU(Xr) (2)
{0,,0<t<T}

with T > 0, a fixed horizon. A closely related problem is to maximise ex-
pected utility of consumption over a finite or infinite horizon, see Svensson
and Werner (1993) and the references therein.

In (2) the supremum is taken over a suitable class of trading strategies. In
this case we mean that 0 is previsible with respect to the agent’s filtration, or
equivalently the filtration generated by the Brownian motion (Brownian mo-
tions in later sections). Further 6 is such that [F[ fOT 62 ds] < oo; see Karatzas
and Shreve (1987), Chapter 5.8.

We will primarily consider utilities with constant relative risk aversion of
the form U(x)=x'"%/(1 — R) for R >0, R#1. For this choice of family
of utility functions, utility is only defined for positive wealth. Hence, the
class of admissible strategies 6 is the set of adapted strategies for which the
corresponding wealth process, defined via (1) is non-negative.

Let

1-R 201
V(t,x)= f_Rexp{;gz(l RR)(Tt)}. 3)




V. Henderson, D.G. HobsonlJ. Economic Dynamics & Control 27 (2002) 329-355 333

Then, applying 1t6’s formula to V(#,X;) we find, with m = p?/26°R,

dV = (dX R(dX)* 2 dt> Y1 Rem(1=RT—0)

X 2 X2 2R

0 R/ u Oo 2
_ y1=R_m(1—R)T—1) t I N
=X ""e (X,GdB 5 <0R Xz> dt) “4)

so that V' is a supermartingale for any strategy 6 and a martingale for the
optimal strategy 6 = (u/a*R)X,. In particular,

V(t,X;)=sup &,V (T,Xr)=sup E,U(Xr)
0 0

so that V' as given in (3) is the value function for the utility maximisation
problem.

Note that if ©, =6,/X, is the proportion of wealth invested in the risky
asset, then

_ MK

T = 2R (5)
which is constant, the so called ‘Merton proportion’, see Merton (1969). In
particular in a complete market an agent with constant relative risk aversion
has a simple optimal strategy.

3. Merton with an additional non-traded asset

The purpose of this section is to introduce another risky share with price
S on which no trading is allowed. We seek the answer to the question: how
best to price and hedge a random payoff on this non-traded asset? In this
article we are interested in the problem where the random payoff is units of
the underlying asset itself.

Assume S follows

d?S:vdt—l—ndW*,

where W is a Brownian motion and v,n are constants. We assume W1 is
correlated to the Brownian motion B, the process driving P, with correlation
p. It is convenient to think of W™ as a linear combination of two independent
Brownian motions B and W. Thus

VV[+:pBI+ V 1 _pZW[.
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For |p| < 1 the presence of a second Brownian motion W, and the fact that no
trading is allowed on S, means that we are in an incomplete market situation.

In this problem, our agents’ aim is to maximise expected utility of wealth,
where, in addition to funds generated by trading, the agent is to receive A
units of the share S. The value function of the agent is given by

V(t’)(t’St,;L):sup ugt[U(XT +2,ST)] (6)
0y

which is a modification of (2) to include the additional payoff. Here X7 =X, +
ftT 0.(dP,/P,) for some adapted 6@ which is constrained to ensure that X7 +
ASt > 0 almost surely. The definition of the wealth process X reflects the
fact that the only strategies available to the agent involve investment in the
share P alone, and these strategies must be used to hedge the position in S.
Again 0, is the cash amount invested in the asset P at time u.

When 4 is positive it is not too difficult to show that V' exists in (—o0, o).
Firstly note that, for A > 0, we have V(¢,X,,S;; 1) > V(t,X,,S;;0), which we
determined in the previous section. Secondly we can get a simple upper bound
for V' by considering the dual problem; we show later that

) 1-R
V(t,x,s;4) < V(tx,s;0) (1 + ;[E?(Sr)> ,

where P is the minimal martingale measure which makes the price process
P into a martingale without affecting the Brownian motion .

However, when 4 <0 (and |p| < 1) we have that ' is identically mi-
nus infinity. (This problem is common to many utility functions.) This is
because the potential obligation AS7 is unbounded, and no hedging strategy
can completely remove this risk. Henceforth we will assume that 4 > 0; this
corresponds to an investor who is receiving a positive number of units of the
claim Sy.

The main purpose in finding the value function is that it can be used to find
the price that the agent is prepared to pay for the claim AS7. Given an initial,
time 0, wealth of x(, the reservation price is the solution to the equation
V(0,x0 — p,so; 2)=V(0,x0,50;0), see Hodges and Neuberger (1989). In other
words the reservation price is the price which leaves the agent indifferent (in
the sense that her expected utility is unchanged) between paying p to receive
the claim AS7, and doing nothing.

4. The complete markets case
If p=1 then Wt=B and we have a complete market, with only one

source of risk. In this case, the price and hedge may be computed directly,
as there will be a unique martingale measure. We discuss this case as a useful
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point of comparison for the next section, the incomplete case. If p=1 then
dS/S=ndB + vdr and the share prices S and P are related by

ds ndP ( %)dt.

S oP +
Further, since S can now be replicated using P, it must follow that the
change of measure which makes P into a martingale, must also make S
into a martingale. Hence v=nu/o.
Now consider the utility maximisation problem (6). By writing X and S
in terms of the Brownian motion B and considering the new wealth variable
Y, =X, + AS, we can solve the problem explicitly in this case. ¥ solves

dy = <0+ }SO_’”> odB + (0+ ;”S’”) pdt=0,(cdB + pdt),

where 0= (0 + AS,n/c), and the agent seeks to maximise EU(Yr). This is
exactly the usual Merton problem as stated in Section 2, with a modified

strategy. So, from the results of Section 2, the optimal 0 is (1/c*R)Y; and
0*, the optimal amount of cash invested in P, is

£ x, + s, (7—2). (7)

0, = ”;LS,

R G*R

We can also write down the value function for this problem:
x!1-R U Rm(T—1) s \A=R)
V(t,x,s;A)=——=e!7OmI=0 (] 4 —
(x5 )= (1+2)

and use this formula to find the price the investor is prepared to pay at time 0
to receive ASy at time 7. Following the arguments at the end of the previous
section, the price is p=Asy independently of the initial wealth x,. This is
the expected value of the claim under the risk neutral measure, as is to be
expected as we are in a complete market.

5. The incomplete case

We return to the case of interest, when |p| < 1. As described earlier, the
market is incomplete as the position in S cannot be replicated with P. To
begin with, we look for solutions when the size of the claim ASy is small
relative to current wealth x. Later we will investigate the common practice
of attempting to hedge the claim when the true correlation is high using the
p=1 hedge given in (7).

The reason that we concentrate on the case where the claim is proportional
to the share price Sy is that this allows us to exploit scalings within the
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problem to reduce the dimensionality by one. Specifically the value function
can be written

1 Xy 28, S:\'7F
X, S; ) =sup——F [ X8 (2L 4 2028
V(t, X, S 2) Sl;p(1 ~R) ‘ ( f (X, + X S

1-R
_. 75(1 2T —1.2), (8)

where ¢g(0,z)=(1+4z)'"® and Z, =,/X,. Using Itd on ¥ and the fact that V'

is a supermartingale under any strategy 6, and a martingale under the optimal
strategy, gives

1-R
t

(1-R)

z2anp lyg zg.Ra> 1 g%z?
— =)+ 07 (=551 —R)Ra* + == g || <0.
7has) + 0 (- et - ke + 2+ 5500 )| <

. 15, H Z
- = L1 -Ry-= R
{ g+VZgz+2nzgzz+6()(t( )g X,gZ(/hL anp)

Optimising over 0 and substituting this value into the above equation gives
the pde:

o1 2 9
_g + Egzzz 7] + gzZV

_ 1(opn(=9=2* +2g:(=R)) + p(=zg: + (1 = R)g)* _
2 0-2(22ng + gzzZ2 - g(l - R)R)

with boundary condition g(0,z)=(1+ iz)'~%.
Given the form of the boundary condition, it is convenient to use the
substitution g(t,z)=h(t,z)' R where 1 is defined to be t=T — ¢, giving

A 1 2.2 @ li E’(hahzahzz)2 o
_h+2z n (hzz—Rh + zvh, — 252 7D(h,hz,hzz) =0, 9)

where E = — z2apnh.. + zzo'an(%) + zh.(—u — Ropn) + ph and D=z*h_, —

(“2)22R + 2Rzh. — Rh.

We are interested in solutions for the problem where the exposure is small
relative to current wealth, or equivalently when Az is small. Accordingly, we
consider solutions of the form

h(t,2)=A(t) + AzB(t) + 222*C(1) + - - - .

We show in the Appendix A that such an expansion exists, at least when
A>0.
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Proposition 1. The coefficients in the above expansion for the value function
h(t,z) are:

A(r)=¢"",
B(‘E) _ emre()"r’

C(‘[): — %R (W) emzeZér[eFT . 1]

with m= 51 /a®R, d=v — upn/a, I' =n* — (2upn/oR) + (u*/a*R?).

Remark 2. We can place interpretations on these parameters as follows.
(1 — R)m 1is the rate of growth of the expected utility in the Merton problem
with no random endowment. ¢ is the rate of growth of E°(S,), or equivalently
the expected rate of growth of the claim under the minimal martingale mea-
sure. Finally, I" is (the square of) the volatility of the process formed by the
ratio of S and X where X° is the optimal wealth process when 4= 0. Some-
times a more convenient expression for I' is I' =#*(1 — p?) + (np — p/oR)>.

Proof of Proposition 1. 1f we substitute 4(t,z)=A(t) into the Eq. (9) above
and neglect terms of order 4 and above we find that 4 solves the differential
equation

12

A= A.
202R
Further, from the boundary condition we want the solution for which 4(0)=1.
To find the next term we proceed inductively. Letting A(t,z)=A(t) +
JzB(t), and ignoring terms of order /?> or above, we find that the constant
terms cancel, and that the terms of order /1 give an equation

s (v teny L
B—<(v o )+202R>B'
The solution with B(0)=1 is B(t)=e"*9",
Higher order terms can be found in a similar fashion. O

We can now compute the value function. Define

xR
Va(t,x,857) = ﬁe(lfze)mf

(I-R)
_ 2 (1p2R(1 — p2 )
w(1425e0 2 (2 2F) (=57 el —1) )
X x2 r

(10)
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Theorem 3. For 1 > 0 the value function V(t,x,s; 1) is given by
V(t,x,8;0)=Va(t,x,5, ) + 0(7?). (11)

The time t reservation price p the agent would be willing to pay for A units

of S delivered at time T is

3R —p?)

2
7)) = p=ise” — 2T
p(t,x,5;2) = p=Ise ix T

) eZér[eI"r _ 1] +0()M2)‘

(12)
The expansion for the optimal strategy 0/, the optimal cash amount invested
in the traded asset is

2
0"(t,x,5, 1) = K et (—% + L) — 2;}1@

2R *R x R
2 2
. w N (R =P\ osepre 22
x ( o 02R) <2F e“le 1] + o(4%).

(13)

Proof. The result for the value function follows from Proposition 1, provided
that the expansion is valid. We provide a full proof of Theorem 3 in the
appendix. [

Remark 4. Note that when p =1 we recover the price in the complete market
case, provided 6 =0. However, as was argued in the previous section, in a
complete market 6 =0 is necessary to preclude arbitrage.

The first term in the expansion for 6* is the wealth multiplied by the
Merton proportion given in (5). In contrast to the Merton result, for A0,
we have that the optimal 0 is not a constant proportion of wealth. If p=1
we recover the expression in (7) which was obtained directly. Whether the
agent’s strategy is to invest more (or less) than the Merton proportion of her
wealth in the traded asset depends on the sign of (pR — p/an).

6. Discussion

If we consider the reservation price for the random payment of ASy, as
given in Theorem 3, and convert it into a unit price, we find

. 2 ([ Ln2p(1 — p2
%p(t,x,s;i):se‘” - /IS; <2”I(FP)> ¥ [e™ — 1]+ o(2).

The ‘marginal’ price of a derivative is the price at which diverting a little
money into the derivative at time zero, has a neutral effect on the achievable



V. Henderson, D.G. HobsonlJ. Economic Dynamics & Control 27 (2002) 329-355 339
utility. This is given by

limZ = se. (14)

In particular, the marginal price is independent of the risk-aversion parameter
R. This is an example of a general result which states that the marginal price
is independent of the utility function. See Davis (1997, 1999), or Hobson
(1994). Further the marginal price is the expectation of the payoff under a
risk-neutral measure. Indeed the marginal price is the expected payoff under
the minimal martingale measure P of Follmer and Schweizer (1990).

Under the minimal martingale measure, processes contained within the span
of the traded assets (such as oB, + ut) become martingales, and martingales
which are orthogonal to this space are unchanged in law. Thus

d?S:vdt—l—nde—l-n\/l—pde

=(v- %) dr + %(adBJrudz)Jrn\/l —p2aw,

where the final two terms in the last expression are both martingales under
the minimal martingale measure P°. Hence E%(S;)=S,e’"=9, which is the
marginal price of the claim.

Importantly, and unlike in the complete market scenario of Section 4, the
marginal price the agent is prepared to pay for Sy depends on the drift u of
the traded asset. Ceteris paribus, if u > 0, then the marginal price decreases
as the correlation p increases. Intuitively, converting to a risk neutral measure
generally deflates the price P and if p > 0 this also deflates S. Hence, the
expected value of ASy decreases as p increases, see Fig. 1. This appears
paradoxical, as one might expect the price to drop with lower correlation and
perceived higher risk. This effect however, is a second order one. In (12) we
see the A term is an increasing function of p.

As is to be expected, the marginal price is increasing in v, the drift of
the non-traded asset. Again this contrasts with the complete market situation
where the parameter v must be related to the other drift and volatility pa-
rameters to preclude arbitrage. As we remarked above, conclusions about the
marginal price the agent is prepared to pay for the asset are independent of
the agent’s utility. However the reservation price for a non-negligible quantity
of non-traded asset does depend on the utility as expressed in the A% term in
the expansion (12).

First, note that the correction term to order /* is negative. This is because
utilities are concave, so that the agent is prepared to pay a lower (unit)
price for larger quantities. Second, note that the order of the correction term
expressed as a proportion of the leading term depends on the variables 4,S;, X,

2
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1.014

1.008 -

1.006

Price

1.004

1.002

07 075 08 0.85 09 0.95 1
P

Fig. 1. The reservation price of the claim for 0.70 < p < 1. Parameter values are Aso=1.0,
xo=500, T=1, R=05, pn=0.04, n=0.30, 0 =0.35 and v=pun/o =0.0343. Note that since
0=0 in this case, the price when p=1 is unity.

only through the ratio AS,/X;. Thus the key variable is the ratio of the claim
value and the current wealth.

We can also note the effect of initial wealth on the price, for various risk
aversion levels, R. In Fig. 2 we graph the reservation price as a function
of initial wealth X, for R equal to 0.1, 0.5, 1.0 and 2.0. As expected, for
each R, the larger the proportion of wealth held in the non-traded asset, the
lower the buying price, i.e., the agent is less willing to take on more risk.
On the graphs, if wealth increases, with fixed S and A, then the holding
in derivatives is diluted, and the price larger. This is as expected with our
choice of the power-law utility function. For the exponential utility which has
constant absolute risk aversion, the price would be independent of wealth.
For the Merton utility, the absolute risk aversion —U"(x)/U’'(x)=R/x is a
decreasing function of wealth and thus the higher wealth, the higher price
the agent is willing to pay.

Now we consider the dependence of the reservation price on the risk aver-
sion parameter with surprising results. In Fig. 3 we graph the reservation
price as a function of R. We see that over most of the parameter range, as
risk aversion increases so the reservation price falls. The agent is willing to
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Price

200 400 600 800 1000 1200 1400 1600 1800 2000
X,
0

Fig. 2. Price p for initial wealth 100 < x¢ < 2000. In fact, in order to show clearly the scale of
prices the graph shows (Price — 1) x 103. Parameters are A=0.01, p=0.8, s =100, p=0.04,
n=0.3, 6 =0.35, v=0.0343.

pay less for the non-traded stock as she becomes less tolerant of risk. How-
ever, unexpectedly this relationship reverses as R gets very small. For the
parameter choices in Fig. 3 this happens for R below approximately 0.1. As
R decreases below this value the agent is prepared to pay less for the risky
non-traded asset even though she is becoming more tolerant of risk.

A clue to the cause of this surprising result is given in the expression for
the optimal strategy given in Theorem 3

0r = %x + Ase®T=0 (ﬁ — %) + O(2%).

As R | 0, both the first term, the Merton proportion, and the first order cor-
rection term become large. Fluctuations in the value of P and S are magnified
into large fluctuations in the final wealth. The price an agent is prepared to
pay for a random payoff depends on two factors. The first is her level of risk
aversion, but the second is the magnitude of the unhedgeable component of
the random payoff. Thus even though the agent is only mildly risk averse,
the large fluctuations in final wealth have a non-negligible effect on expected
utility, and hence price.



342 V. Henderson, D.G. Hobson!J. Economic Dynamics & Control 27 (2002) 329-355

6.89

6.885

6.88

Price

6.875

6.87

6.865

02 04 06 038 1
R

Fig. 3. The quantity {(Price — 1) x 10°} as a function of the risk aversion parameter R for
0.05 < R < 1. Parameters are p=0.8, Aso/xo =0.002, T =1, v=0.0343 =nu/o, £=0.04, r=0,
n=0.30, 0 =0.35.

7. A comparison with exponential utility

Another popular utility function widely used in the literature is the expo-
nential utility, U(x)= — (1/y)e™ ", see for example, Hodges and Neuberger
(1989), Svensson and Werner (1993), Duffie and Jackson (1990) and Davis
(2000). This utility has constant absolute risk aversion, and its popularity is
derived in part from its tractability. In particular, it is separable in the sense
that current wealth can be factored out of any problem.

By analogy with previous sections but now with utility U(x)= — 1y~ 'e ™,
let V(t,X;,S;; 4) be the value function for the agent who at time ¢ has wealth
X; and who will receive AS7 at time 7. Then

—1

V(t,X,,S;; 2) = sup E,U(X7 + AST)
0

L i g (e T Ouenim Sy
0

1 _.
=: —;e_’x’g(T—t,logS,),
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where ¢(0,z)=e %, Using the fact that V' is a supermartingale for any
strategy, and a martingale for the optimal strategy, we find that g solves the
pde:

1 (onpg: +19)* _

j—v +12 L +
= Vg: + 50z = 5M 9=+ 5 g

To solve this equation we mimic Hobson (1994). If we set ¢g(t,y)=
e”G(t,y + Br)’ then we find that G solves

2

'_1 2 _1 2 _ — 2p2) 2
bG 211 bG,, 211 bb-1) pb)G
+ {b(ﬂ—f—zn v+ 6‘ )] Gy—f—{oc—{—zaz G=0.

In particular, if we choose parameter values

“(-py T2

1 o 1T UP S

we find that G solves
.
G: El/] ny.

This is the heat equation, with solution
e—zz/2nzr

dz
nv2mnt

G(r,y) = /_ G(0.y +2)

so that

1/1—p?

[e%S) clo 5 1 ) e—zz/2112'c d
,Vy+|10—= T+z | ———dz ,
/—oo ( 4 ( 2”/) ) nv2nt

1/1—p?
e e o o) conia)]

where N is a standard normal random variable. This solution was given in
Hobson (1994) and extends to general payoffs which are functions of S7. In
particular, using the boundary condition G(0, y)= e~ (b}’ = g=4(1-p")"

g(r,y)=e

1 v
V(6K 5 4) = = eI Eexp(=2n(1 — p*)S,

T =) IV T=IN~— %nz(rfz)))] =g
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It follows that the reservation price for receiving a random payoff ASr,
given as the solution to V' (0,xo — p,so; 4) =V (0,x0,50,0), is

N 1
(0,050, ) = log £ {eXP {M(l — pP)soe’T T N‘zﬂ”” .

1
(1= p?)
We want to find an expansion in terms of small A which we can compare
to our results using the Merton utility. The expansion is

p=Jsee’T — %ﬁsgem(l — )T — 1)+ 0(3).

Note that the expansion is only valid for positive A.

Again we find that to leading order the price is precisely the expected value
of the claim under the minimal martingale measure. Hence we concentrate
on the correction term. Note that the second order correction is linear in the
risk aversion parameter y. To facilitate comparisons it is convenient to equate
the local absolute risk aversion in the Merton and exponential utility models.
This involves identifying the parameter y with R/xy. The price becomes

R 52 )
p=Jsee’T — Eﬁi—‘éez”(l — )T — 1)+ 0(3). (15)

If we compare this price with Theorem 3 we find that the prices under the
two models agree if

or equivalently if #?> =TI". This happens in the limit as R T oo, but also, since
I' is non-monotonic as a function of R, when R=(u/2anp).

From Fig. 4 we see that when the risk aversion factor is large, the price
correction under the exponential utility model is larger, but that the price
corrections under the two models are of comparable size. For small values
of the risk aversion parameter the price correction under the Merton model
is significantly larger. In particular the remarkable feature of the power-law
utility, namely that the price for the random endowment is not monotonic
in the risk aversion parameter, is not a feature of the constant absolute risk
aversion model.

It is interesting in this context to compare the forms of the exponential and
power-law utilities in the limit as the risk aversion parameter tends to zero.
In both cases

1 —e ™ xlfR
Iim—— =x=1lim ,
710 Y R0 1 —R
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Fig. 4. A comparison of the reservation price for Merton (power-law) utility and exponen-
tial utility, over a range of values of risk aversion parameters. The solid line represents the
price under power-law utility, and the dotted line exponential utility. The vertical scale is
(Price — 1) x 103. Parameters are p =0.8, iso =1, xg =500, T =1, v=0.0343 = yu/c, u=0.04,
r=0, n=0.30, ¢ =0.35.

but in the former case the domain of definition is R whereas in the latter it
is R*. Hence there is no reason to expect identical behaviour in the limit as
risk aversion decreases to zero.

8. The effect of using the ‘wrong’ hedge

In this section we wish to consider the pricing decisions of an agent who
uses a suboptimal strategy when hedging the claim. This may be because
of a lack on information on parameter values, and especially the correlation
coefficient p. We are interested in finding the impact this has on the agent’s
expected utility, and on her reservation price for the random payment.

The strategies we consider have the form

H(Z,x,s;l)zﬁx—l-lsw, (16)

where  =(¢) is a function of time alone. For example, the choice =0 is
equivalent to using the hedging strategy which would have been optimal had
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there been no random endowment, and the choice
(", K
lp(t)_< 0+02R) a7

corresponds to using the strategy which is optimal if the traded asset is
perfectly correlated with the non-traded claim.

Let V(y)=V(t,x,s; ;) be the expected final utility of an agent with
wealth x at time ¢z who is due to receive the random payment ASy at time T
and who follows the strategy given by (16). Let t=T7 —¢.

Theorem 5. The value function of the agent who uses the strategy Y is
given by

V(tx,s525)

K (1—R)m S 5 s 26 22 o
- T "7 T _ T _
=1 Re (l—l-A e 5-¢ (T t)—l—o(v)) R

where f(t) solves f(t)=Tf(t)+ A(t) subject to f(0)=0, with
A(t)= %FR — e WY(T — 1)(1u — Ropn) + %e*zénp(T —1)%6?R.
This has solution
f(t)=e" /01 e SA(s)ds.
The price the agent is willing to bid for the claim ASt at time t is

) 2
p=se T — 2210 (T — 1) 4 o(i2).

Proof. The proof proceeds as the proof of Theorem 3 except that it is not
necessary to optimize over strategies 0. [

Corollary 6. If y = 0 then the price this agent is prepared to pay is

2
R
pt,x,s; 20 =0)= p=Ase®T=0 — izsze””_’)z(e”“’) — 1)+ 0(2?).

Note first that to order A the price the agent is prepared to bid for the claim is
independent of 1. Again this reflects the fact that perturbations in the strategy
of order A only have a second order effect on pricing decisions.

The function f* is minimised by choosing ¥ to minimise A4(-). With this
choice of Y, f solves f(t)=Tf +%112R(1 —p?) and we recover the expression
in Theorem 3. In this way we can deduce the optimal strategy to first order
in A
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We concentrate in the above theorem and corollary on calculating the price
the agent will charge because the difference between the price bid by the
agent who hedges optimally, and the price bid by an agent who hedges
in an alternative fashion represents a loss of initial wealth from hedging
suboptimally. By expressing quantities in terms of wealth they can be more
readily compared across different utilities.

Corollary 7. Using the strategy given in (16) is equivalent to a reduction
in initial wealth of magnitude A*(s3/x0)e*TL(T,\y) + o(/?) where

L(T,y)=e!T /OT e’”%R{(% - np) - e’éfuﬁo‘}z ds.

L is necessarily non-negative.

Consider first the loss that arises from using the Merton hedge which takes
no account of the random endowment. Applying Corollary 7 with y =0 we
find a loss in wealth of

izs%ezw R rr 1 IN? 22
Tz(e - )("IP‘&) + o(4%).
In particular, if p=(u/onR) then there is no loss to order A>. This is to be
expected since if p=(u/onR), the optimal strategy to order 4 (as given in
Theorem 3) is to invest the Merton proportion of wealth in the traded asset.

Now consider the impact of using the strategy presented in (17). This is
the strategy of the naive investor who follows the strategy which is optimal
in the case when the market is complete, even though in this case the market
is incomplete. The resulting loss in wealth is given by A2(s3/x)e* T L(T, )+
o(A%) where

L(Ty)=e'" /OT e‘”%R { (ﬁ - np) (1 — e %T=0)

2
+n(1 - p)e_é(T_t)} dz. (18)

We are interested in the dependence of this quantity on the correlation p.
If p=1 then arbitrage forces that 6=0 and we find that L = 0. Now
suppose |p| < 1. The dependence of L on p is complicated by the fact that
0 and I' both depend on p. If v=nu/ao, then 6=(1 — p)nu/c. If 6 is small
then (1 —e°"=9) ~ §(T —t) and we can remove a factor (1 — p)> from
the integrand in (18). Essentially, for reasonable sets of parameter values, the
loss will grow as the square of (1 —p), i.e. L ~ co(1 — p)?. This behaviour is
illustrated in Fig. 5. This observation supports the use of the naive strategy
when the correlation is close to unity, but warns that the performance deterio-
rates markedly as the correlation decreases. If v=£nu/o then the loss will not
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Fig. 5. A plot of the effective loss suffered by an agent who hedges the random endowment
St using the trading strategy which is optimal in the complete market case. The plot shows
the loss (as represented by the function L given in (18)) as a function of the correlation p.
Parameters are 7 =1, v=0.0343 =nu/o, u=0.04, n=0.30, 0 =0.35, R=0.5.

decrease to zero as the correlation increases to unity, except for some special
choices of parameter values. However, if p, v<#?, 62, then for p not too close
to 1, the dominant term in the loss L will be of order Ry*(1— p)*T, so that
again L ~ ¢ (1 — p)>.

9. Conclusion

In this paper, we have addressed the problem of pricing and hedging a
random payoff on a non-traded asset by making use of another, correlated,
asset which is traded. This situation is very common in the area of real
options, where one of the assets involved cannot be traded.

By extending the investment problem of Merton (1969) to include an addi-
tional asset, we formulated a utility maximisation problem. Since the random
payoff was units of the non-traded asset (rather than, for example, a call
option on the non-traded asset) we could use a scaling to reduce the di-
mensionality of the problem. This allowed us to express the solution of the
utility maximisation problem as an expansion in the number of units of the
non-traded asset which formed the claim.
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The disadvantage of using a random payoff which was a multiple of the
non-traded asset, was that this claim is unbounded. As a consequence, if
/. < 0 no expansion exists. However, when 4 > 0, or equivalently when the
agent receives units of the non-traded asset, an expansion does exist. This
expansion was used to derive expressions for the reservation price of the
agent, and the optimal strategy she should use.

Our expansion can be used to deduce the marginal price for the non-traded
asset. As shown by Davis (1999) this price is the expected value of the claim
under the minimal martingale measure of Follmer and Schweizer (1990). In
particular the marginal price for the asset is independent of the utility function.
However, unlike in the complete markets case, the marginal price does depend
on the real world measure and the drifts of the two assets.

If we consider the reservation price as a function of 4 we find that the unit
price of the claim per unit of claim is a decreasing function. This represents
the phenomena of diminishing marginal returns, or convexity (in A) of the
value function V.

An unexpected result was that the reservation price is a non-monotonic
function of the risk aversion parameter, R. There is a value of R for which
the price is maximised. This seems to be a peculiar property of the power-law
utility since it does not occur with the exponential utility.

The paper also examined the effect of using a suboptimal hedge on the price
the agent is prepared to pay. If the agent uses the strategy which is optimal
when the two assets are perfectly correlated, then the effect is that she needs
to overcharge for the claim by an amount proportional to A*(1 — p)?. This
lends some support to the practice of using this naive hedge when correlation
is very high, but warns of significant losses as the correlation falls.

In this paper we have concentrated on the linear payoff ASy. This linearity
has greatly simplified some of the analysis, at some technical cost. It is natural
to consider option payoffs such as A(K — S7)". Since this payoff is bounded
some of the technical problems will not arise (but note that the payoff from a
call option is not bounded). However, the loss of the scaling property would
complicate the computations. This is left for further research.
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Appendix A.

In Section 5 we derived expansions for the value function to order /%. In
this appendix we prove that these expansions are valid for positive 4. This
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is a subtle question, since if |p| <1 and 4 < 0 then the expansions do not
exist.

We begin by justifying this last remark. If |p| < 1 then the market is in-
complete and S7 is the product of a variable which is measurable with respect
to the filtration of B, or equivalently P, and the random quantity e’V !=/*/r,
This last quantity is independent of B and unbounded above, so that it is im-
possible to super-replicate Sy using trades in P alone. In particular, for any
Xr which can be generated from a finite initial fortune xy, and investments
in the traded asset P, we have

P(Xr+ ASr <0)>0
for 4 < 0. Since U = —oco on the negative real line, we have
Vitx,s,A)=—o00, |p|<l,t<T, A<0.

It remains to show that, for 4 > 0 the expansion in Theorem 3 holds. We
demonstrate this by exhibiting upper and lower bounds for the supremum of
expected utility which agree to order /2. For the lower bound we use the fact
that AS7 > 0 almost surely.

A.1. The lower bound

Consider first the zero endowment problem where (X, 0°) is the optimal
wealth, strategy pair. Then dX”=0°dP,/P, with ° = (uX?)/(¢*R) and

. 12 12
X, =Xxpex B —=——=t].
0 p( R 2 )

Now consider the problem with a random endowment of ASy at time 7. We
would like to consider the strategy in Theorem 3 to order A. However, with
this strategy we cannot guarantee that wealth remains positive, so we use a
localised version.

Fix K and let

. “8,e0T=D sonu dP  pudt
Hy=infdu [ 26 (P10 _ E N _RUY_ gl
k=1 {u o X0 ( o 0'2R) P R
Suppose A < (1/2)K~!. Consider the wealth process XX generated from an
initial fortune x, using the strategy

0t1,1< LXIK_i_/L( P’7+

R )Szea(T )1(1<H )

2R
Then X" is given by

NS, dp
LK _ 30 Sugor—uy (_P1 K\ [95 K
X Xt{H’I/O x0° (-5 +02R)(P R4
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Note that on Hx < T we have X}* =X2(1 — JK) and indeed more generally
XTI’K > X?(1— AK). In particular the localisation times Hy allow us to bound
the wealth process from below.

Now consider the sum of the wealth process and the random endowment.
It is convenient to consider Z** = X" 4 )5,e°"~9. On t < Hy we have

dz}K = 2R ﬂif + 28,79\ /(1 = p2)dw

so that, still with ¢t < Hg,
K 0 SoeéT ! u QI(T—
VARED¢ {1 +/1<x + | %5 ( “>71\/(1—7dW>}

Also, ZpX = X% + 2Sr > X2(1 — AK) + 2Sr > X2(1 — 2K). This inequality
makes crucial use of the fact that ASy > 0.

From Taylor’s expansion we have U(y-+h)=U(y)+hU’(y)+1/202U" (y+
h) with &= E(L,K, ) €[0,1]. We will take y=X? and h=Z;* — X2, and
consider the expected value of this expansion term by term. The first term
yields E(U(X?))=V(0,x0,50;0). For the second term, note that

1 —R)._\ dpP°
U'(X2)=x; exp(z“ ( - )T) 35

where (dP°/dP)=exp(—(u/o)Br — 1/2(u*T/a?)) so that P° is the minimal
martingale measure. Then since both X° and XX are martingales under P,
we have

E[(Z7" — XU (XP)] =xq " M EO (487 ) = g Re! =0T 50e0T

For the final term in the Taylor expansion we have that for ¢=¢(4, K, o)
€[0,1],

X0+ 2K — x0) > X0(1 — JK).
Then, since U” is increasing,

L
(7 = XU + L2t - X))

oT T 2
> {(ng)2 (soe +/ i[oe's(r_')ﬂx/(l - pz)dW) L >m)
X0 0 X -
+(St — XPK YLy <1y} U"(XP(1 — JK)).

By the dominated convergence theorem, on taking expectations and letting
210, we find for each K that A72(EU(Z;) — EU(X?) — AE[SrU'(X})]) is
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bounded below by
soe” T s, 2
E|ayure) (2o + [ Jiet o T= ) e,
0 t
+ E[(Sr — X2 K Y U" (XD sz <))

Letting K 1 oo this expression becomes

or T S . 2
U (X7)(Xp ) (”e + [ o= p?) dW) ] .19
0 t

X0

E

We can interpret U”(X?) as a constant multiplied by a change of mea-
sure which affects the drift of dP/P. With this interpretation it is a long
but straightforward exercise to show that (19) becomes

0\1—R soe’” TS (T —1) 2 ’
x?) +/O N (o
t

—RE

X0

_ 7Rx(1)—Rem(17R)T[E -

5067 TS, sr 2
<+/0 Fa ’)n\/(lpz)dW)
t

2,26T 201 _ 2
== R e [1 + TP err 1)} , (20)

where P is the measure under which both B, = B, — (u(1 — R)/oR)t and
W, = W, are Brownian motions.
In conclusion

lim sup 11?3%(@(2;) — EUXY) — AE[U'(X2)S1])
Kloo 4
is greater than the expression (20). Further manipulations yield that

sup EU (X7 + AS7) > EU(Z3) > V2(0,x0,50; 4) + 0(42),
Xr

where V; is as given above Theorem 3. Hence V, is a lower bound to order
/2. Note that we can extend this result to prove that the correction is O(/4*)
rather than just o(4?) by considering higher order Taylor expansions of the
utility function.

A.2. The upper bound

We find an upper bound on the value function by considering the dual
problem. For each ¢ > 0 we show V,+¢/? is an upper bound. This argument
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is easier than the lower bound in the sense that no restriction on the sign of
/. is necessary.

The problem is to maximise F(U(X7 + ASt)) over feasible values of the
terminal wealth X7. For a positive random variable A consider

[E{U(XT+AST)A(XT(x0+/O %))}

=E{U(Xr + iSr) — A(X7 + AS7)}
+E{A(xo + AS7)} + E {A/ 0; dP}
0

Suppose A is of the form A=o0dQ/dP for some change of measure Q@ and
some positive constant o.. Suppose Q is such that P is a Q-martingale. Then,
with U(.y) = Supx(U(x) - x)’)>

sup E{U (Xt + ASr)}
Xr

< inf E{U(A) + A(xo + 4S7)}

~ ( dQ
— 3 : P Bt Q
—;I;f(;l%f {[E <U <ad[|3>)> + oxg + Aok (ST)}.

For the power law utility U(x)=x'"R/(1 — R) we have U(y)=(R/(l —
R))y"®=D/R The problem is now to choose A in an optimal fashion.
Let M, =n\/1— p? [/(S;/X?)e’" =" dW, and for any K > 0 define

u Seé(T—t) u Szez(S(T—z)
T, —inf{u: ! dl—l—/ tdt—K}.
: 0o X 0o (X0

Now choose K large enough so that

T S(T—1) T Q2.28(T—1)

N S.e o Sce

[E/ tiodt—i—[E/ S dr<e,
7 T,

kAT t kAT (‘tho)z
where P is a measure under which Bt — (pn — pfo)t and W, =W, —
n\/1 — p2t are Brownian motions, and P is the measure which arose in the

calculat10n of the lower bound.
Let Qk be given by

dQg _ K ©w 120
dp-exp( —Br — Z—GZT exp| —RAMy, — ER A [M]g, ).

(045 2
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where

(0 o2

exp ((1 —R)A (MTK + ;R;L[M]TK>>:|

— oImI—RYRYT {exp(é(l _R);vz[M]TK>} .

Here [M];, is bounded and Ax may be written as
{m(1—R)R}T 1 220 ap [ 51T dt+o0(*
Ag =et"' ™ 1+-(1—-R 1—p°)E ————dz
= 150 RZR - [ o)
S e{m(I—R)/R}T

s% Q20T <err o

1) —alee) 00
1)

1 2.2 2
x[H—Z(I—R)/ln(l p)( p
Similarly,

. 1
E9%(S7) = s0e’" E [exp (—RAMTK — 2R2/12[M]Tk)]

< 5ol (1 IR - ) (S‘f:T ("FTF‘ 1) . g>) @)

The minimisation over o involves finding the minimum of

%N*U/RAK + a(xo + AE%%(S7)).

The minimum is easily seen to be

1
AR (o + AE¥(S7))! R
1-R
Substituting the expansions we derived in (21) and (22) above we find

S)l(lp E(U(Xr + AS7)) < V2(0,x0,50; 4) + coeld?,
T
where V, is as given at (10). Hence ¥, is an upper bound.
A.3. Higher order expansions
By combining the upper and lower bounds we conclude that, for 4 > 0, the
expansion given to order A? given in Theorem 3 is valid. In order to extend

this result, and to prove that the expansion can be continued to higher orders,
it is necessary to refine the strategy 0! used in calculating the lower bound,
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and the martingale measure @ for the upper bound. There are no obvious
problems with this approach, although the calculations would become very
involved.
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