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Abstract: To describe the movement of asset prices accurately, we employ the non-extensive statistical
mechanics and the semi-Markov process to establish an asset price model. The model can depict the
peak and fat tail characteristics of returns and the regime-switching phenomenon of macroeconomic
system. Moreover, we use the risk-minimizing method to study the hedging problem of contingent
claims and obtain the explicit solutions of the optimal hedging strategies.
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1. Introduction

Describing asset price changes accurately is a basis for pricing and risk management of financial
derivatives. Usually, a geometric Brownian motion was employed to portray the changes of asset
prices [1-3]. The assumption that the asset price obeys the geometric Brownian motion means that
the distribution of the asset returns is normal. However, many empirical results have shown that
the distribution of the yield rate has the characteristics of high peak and fat tail, it is not a normal
distribution [4-6].

Fortunately, in the field of non-extensive statistics, several scholars have found that the Tsallis
distribution derived from non-extensive Tsallis entropy can depict the characteristics of high peak and
fat tail of returns. For example, Kozuki found that the Tsallis distribution qualitatively agrees with the
fat-tailed data of foreign exchange market [7]. Tsallis et al. found that the distribution of stock yield
obeys a Tsallis distribution [8]. Moreover, Borland proposed an option pricing model, in which the
underlying stock price was driven by a stochastic process constructed by the maximizing non-extensive
Tsallis entropy. Furthermore, he obtained the formula for pricing European options [9]. Those studies
showed that the Tsallis non-extensive statistical theory is better than the classical extensive statistical
method in the financial field.

In addition, the above asset price model is a short-term microcosmic model and ignores the
impact of long-term macro-economy, such as the adjustment of the economic structure, the change
of the market system and the cycle of the business cycle. However, several empirical studies have
shown that there is a phenomenon of regime switching in the long-term financial market. For example,
Mary proposed a regime-switching lognormal model and found that the fitting of stock prices is more
accurate using the regime-switching model than other common econometric models [10]. In recent
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years, the pricing and the optimal investment of financial derivatives based on the regime-switching
model have been paid more and more attention by financial scholars. Elliott considered the pricing
problem of European options when the risky asset was driven by the regime-switching geometric
Brownian motion [11]. Chi studied the pricing problem of barrier and lookback options when the
underlying assets were driven by the regime-switching jump-diffusion process [12]. Yiu and zhu
proposed an optimal portfolio selection model with a value-at-Risk constraint. In the model the risky
assets were driven by the regime-switching geometric Brownian motion [13,14]. Zhang considered the
mean-variance portfolio selection problem when the risky assets were driven by the regime-switching
geometric Brownian motion [15].

In this study, to describe the movement of asset prices accurately, we employ the Tsallis entropy
distribution and the semi-Markov process to establish an asset price model. The model can depict
the characteristics of high peak and fat tail of asset returns and the regime-switching phenomenon of
macroeconomic system. Moreover, we use the risk-minimizing method to study the hedging problem
of contingent claims and obtain the explicit solutions of the optimal hedging strategies.

The paper is organized as follows. In Section 2, we use the non-extensive statistical theory to
establish the asset price model that can depict the phenomenon of high peak and fat tail of asset
returns. In Section 3, we embed the semi-Markov process into the above model so that it can be
developed to portray the macroeconomic impact. In Section 4, under the framework of minimizing
risk, the hedging problem of financial derivatives is studied. Furthermore, the explicit solutions to the
optimal hedging problem are obtained by the use of the minimal martingale measure method and the
Follmer—-Schweizer decomposition technique. In the last Section 5, the summary of the paper is given.

2. Asset Price Model

It is well known that the price movement of risky assets is affected by many interrelated factors,
which brings about the fat-tail characteristics of return distribution. However, the asset price driven by
the classical geometric Brownian motion is normal, which cannot describe the fat-tail characteristics
of returns. Thus, to accurately fit the price changes of risky assets, we employ a stochastic process
derived from the non-extensive statistical theory to replace the classical geometric Brownian motion
(see [9]). Furthermore, the price process of risky asset can be written as

dS(t) = uS(t)dt + oS(t)dQ(t) 1)

where .
dQ(t) = P(Q, 1) = dW(t) @)

W (t) is a Wiener process. P(Q), t) is a probability density function satisfying the maximum Tsallis
entropy. It is given by:

P(O,1) = th)u — B()(1— q)02) T 3)
with :
2(t) = (2 9)(3 — q)ct) 7 @)
B(t) = 71 (2 g)(3—q)t) 7 (5)
and r2( 3711))
c= T~ 21
L) (6)

In the limit g — 1, the above probability density function degenerates into a normal distribution,
which is the case of the classical geometric Brownian motion. However, when 1 < g < %, it has
a sharper peak and thicker tails than a normal distribution. Hence, the asset price model can depict
the characteristics of high peak and fat tail of returns and accurately fit the changes of asset prices.
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3. Regime-Switching Asset Price Model

Let T be a positive number, denoted a finite time horizon. Let (Q, F, (F;)o<t<T, P) be a probability
space. The above probability space satisfies the usual conditions of right-continuity and completeness.

In the market, we suppose that there are two underlying assets: a risk-free bond and a risky stock.
The price process of the risk-free bond is written as follows

B(0) = By @

{ dB(t) = rB(t)dt,t € [0, T]
where 1 is a positive constant called the risk-free interest rate. The price process of the risky stock is
given by

ds(t) = u(Ye)S(t)dt + o (Y1) S(H)dO(t) ®)

where

dO(t) = P(Q, 1) 2 dW (1) )

W(t) (0 <t) is a Wiener process. P((),t) is the Tsallis distribution of index g, which can
depict the characteristics of high peak and fat tail of the stock returns. Y; is a semi-Markov

n
process at the phase space (Y,Y),Y: = Yy, «(t) = max{n : ty < t},7 = ) 0. Suppose that
k=1

P{w: Yui1 € B,Oui1 <t|Ya=y} =P(y,B) x Vy(t),B €Y, y € Y. Vy(t) is a differentiable function
of tand v (t) = d‘%’t(t) . This semi-Markov process can describe regime switching of the macro economy.
In addition, we suppose that the Wiener process W; and the semi-Markov process Y; are independent,

a semi-Markov process. The filtration F; is generated by the random processes W; and Y;.

4. Risk-Minimizing Hedging

Now, we consider the hedging problem of the European call option. That is, we try to hedge
against the contingent claim by means of portfolio strategies. Let K be a strike price and T be a maturity
date. Then, at the maturing time T, the payment of the European call option is H = (S(T) — K)*.
The hedging portfolio strategy defines a portfolio with the number of units of the stock a; and the
number of units of the bond B;. Let ¢ = (&, B¢) represent a portfolio strategy and satisfy

T T
E [ a2? (V)P skt + E[ [ Jasl|u(¥o)[Sidt)? < +oo (10)
0 0
Then, the discounted value process V;(¢) of the portfolio can be written as follows

Vi(e) = S + Bt (11)

where the discounted process S} = ISTZ‘
Thus, the cumulative cost process C;(¢) can be given as follows

t
Culg) = Vilg) = [ modS}, 0<H<T. (12)

The Ci(¢) is the total cost generated by the portfolio strategy ¢ over the interval [0, t|, which is
from trading because of the fluctuations of the asset price process S; and not due to the transaction
cost (see [16]). Since the payment of the European call option H = (S(T) — K) ™ is Fr-measurable and
the strategy p; is adapted, the hedging portfolio policy ¢ = (ar, Br) with V1 (¢) = H = (S(T) — K)*
P — a.s. exists. Thus, when the cost process C;(¢) is square-integrable, the risk of the hedging portfolio
strategy ¢ can be defined as follows

Ri(@) = E[(Cr(¢) —Ci(@))* | Fi], 0< t <T. (13)
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Then, the problem of the optimal hedging portfolio strategy becomes an optimization problem

min Ry (¢) = min E[(Cr(¢) - Ci(9)* | Fi], 0<t<T. (14)

From the literature [17], we know that, in a complete market, we need to construct a new
probability measure P* and the new probability measure is equivalent to the original probability
measure P. Under the new probability measure P*, we can employ a martingale to represent the
original asset price process. Then, we can replicate the contingent claim by a self-financing policy.
That is, the risk R;(¢) of the contingent claim H can be reduced to zero by a suitable self-financing
portfolio policy ¢. However, in an incomplete market, this is no longer possible. In this paper,
the market is incomplete owing to the embedded semi-Markov process Y;. Thus, we cannot find
a self-financing portfolio strategy ¢ to reduce the risk R;(¢) to zero. However, we know that the
existence of the optimal risk-minimizing hedging portfolio policy is equivalent to the existence of the
Follmer-Schweizer decomposition of the contingent claim H = (S(T) — K) ™ (see [18]). Furthermore,
the Follmer-Schweizer decomposition of the contingent claim H = (S(T) — K)™ can be written
as follows

T
H = H, +/ aflds, + LH, (P —as.) (15)
0

where Hy € L*(Fy, P), aff € L?(S), and LY € M3(P) is a square-integrable martingale orthogonal
to S. Then, the optimal risk-minimizing hedging portfolio policy ¢* = (a, Hy + L). Thus, we can
derive the optimal risk-minimizing hedging portfolio policy by means of the Follmer-Schweizer
decomposition approach. To obtain the Follmer-Schweizer decomposition, we will employ the
minimal martingale measure method introduced in the literature [17]. Let

T on(_ [T HY (@) L Ye)
=P [ e ™0 2k e ™ 1o

Then, we can define the minimal martingale probability measure P* equivalent to the original
probability measure P as follows

_ T

Below, it is our work to find the Follmer—Schweizer decomposition under the equivalent minimal
martingale probability measure P* as follows

t
E*(H|F) = E*H+/ w:Has, + LH (18)
0

Let the jump probability measure of the semi-Markov process Y; notate as follows
—+o0
A0 xA) =) I(Ys€ A1, <t) (19)
k=0

Then, we can obtain the dual predictable projection measure (see [19]) for the probability measure
A as follows

< = P(Yy, dy)vy, (t)
_ < n
A(dy, dt) = kEZOI(Tn <t TnH)—1 o) dt (20)

and the Follmer-Schweizer decomposition of the contingent claim H = (S(T) — K)™* as follows

t t
E*(H|F) = E*H + /O w:Hds, + /O / M(o,y)(A — A)dody 1)
¥
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Hence, the optimal risk-minimizing hedging portfolio strategy is
9" (t) = (B E"(H|F) — ai"'S1) (22)

To obtain the exact representation of the optimal risk-minimizing hedging portfolio strategy ¢*(t),
we need consider that the following differential equation exists a solution.

Lemma 1. Let the function g(x) satisfy | g(x) | < c¢x (14 | x [)", 0 < n. Then, the following
differential equation

t oh(t, (t)
{ P 3 x PR b S [Pl E) b)) =0
W(T,x,y) = g(x)
has a solution as follows
ht,xy) = Eg(5rY) 24
where
8(t) = §(0) @¢{ff/ ygplq%4f/ (Ys)P 2 dW(s)} (25)
Proof of Lemma 1. Firstly, we can easily verify that the solution of the following Equation (26)
4S(5) = o (Y)P 2 S(H)aW (1) (26)
is
3() = $(0) exp{—f/ (Ys)P' qu+/ (Ys)P 2 dW(s)} 27)
This is because, using the Ito formula, we can get
dInS(t) = —%UZ(Yt)Pl—th+a(yt)P1%‘7dW(t) (28)
Integrating both sides of Equation (28), we can obtain
t t _
In$(t) — In§(0) = —%/ (5P tds + [ o(¥s) P aw(s) 29)
0 0

Calculating exponential function both sides of Equation (29), we obtain Equation (27). Substituting
Equation (27) into Equation (24), we obtain

WT—txy) = Eg Ax’y) (30)
= /g u(zt,x,y)dz (31)

where

1
u(zit,xy) = /90 nin >+ EW)Fy(dﬂ) (32)
z
= Eg(x{,In~ T 2xt) (33)
X2

and ¢(t,x) = \/%me"?t, F/ is the distribution function of Z] = Ot OZ(Y;{ )P1~4ds. Considering the

following equation
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:(1,6,9) = P WP9:0,89) + 1y [ Pde) 90,6,2) ~ 9(1E )] + 0e(06)

In(¥)4¢ (34)
9(0,Ey) = p(& — In(%), “55)
and using the Ito formula, we can obtain
o () 4e+z)
6(t,2y) = Elge + 2 ~In(}), ———") (3)
Thus, we have .
u(zt,x,y) = ¢(In Y t,y) (36)
Substituting Equations (35) and (36) into Equation (34), we obtain
= o2(y) P E[py (2, In(2) + & 7Y, In(2) + &
ut(zf)x y) =02 (y) [9+(Z{, In(3) + F) + 39x(Z{,In(3) + 5]
t
_’_1'01%/ 70 fP y,dz [ ( Z) —u(t X, ]/)} +2ut(z,t,x,y) (37)
In(5)+¢
waaw::<¢—m@> Ly
From Equation (33), we have
ou(zt,x,y) _o..0¢ 0@
x2
Because of the function ¢(t,x) = \/;Tﬁe"?t, we have
dp 1d¢
a 2o 9

Substituting Equations (38) and (39) into Equation (37), we obtain
1 oy (t
u(z;t,x,y) + Eaz(y)Plquzuxx(z; t,x,y) + 1—yl(/)(t) /P(y, dz)[u(t,x,z) —u(t,x,y)] =0  (40)
Y
Y

Hence, Equation (24) is the solution to Equation (23). O

Theorem 1. The optimal risk-minimizing hedging portfolio strategy ¢*(t) = (af,B;) of the model in
Equation (14) is

0(? = hx(t, St, Yt) 41)
Bt = E(g(St) | Ft) — ;'S (42)

where
8(8) =H = (S(t) —K)* (43)

t b, 5
E(g(St) | Ft) = E*g(St)-i—/O hy (v, Sv,Yv)dSv+/() /(h(v, So,y) —h(v, Sy, Yo )) (A = A)(dv, dy) (44)
%

(The Follmer—Schweizer decomposition of the contingent claim g(S¢) = H = (S(t) — K)™.)
Under the optimal risk-minimizing hedging portfolio strategy ¢*(t ), the residual risk process in
Equation (13) can be given by

T

mwwzﬂtng*/Pth@&w Ry 2ty 49)
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Proof of Theorem 1. By Lemma 1, we know
g(ST) = h<T/ ST/ YT) (4:6)

Using the Ito formula, we have

2(S7) = h(0,%,1) +/ I (0, So, Yo) d5v+/ (0, S0, Yo )+

1 2 2pl (47)

57 (Y0)SyP'  Thax (v, Sy, Yo)dv + Y | [h(v, So, Vo) — h(v—, So—, Yy )]
v<T

since the function h(t, S¢, Y;) is continuous over ([0, T] x Y). It is right-continuous and left-limit too
(see [19,20]). Hence, we can write the last part of Equation (47) as follows

Y [1(v, S0, Yo) — h(v—, Sy, Yo )] =

v<T

T
/0 Y/ (h(0, So,y) — h(v—, Su_, Yo_))A(d0, dy)

- /OT /(h(v, So,y) — h(v—, So—, Yo_)) (A — A)(do, dy)+

Y T . (48)
A /awaaun—h@—swﬂnF»Auadw

_/‘/ (0, S0, 4) — h(v—, So—, Yo )) (A — A) (do, dy)+

v
/ /1_Y‘0/Yv © P(Yy—,dy)[h(v, Sy, y) — u(v—, Sp—, Yo_)]dv

Substituting Equation (48) into Equation (47), we can obtain

T T
g(St) = h(0,x,y) ‘1'/0 hyx(v, Sy, Yv)dsv+/() [ht (v, So, Yo )+

1
70’2(YU)S%P1_qhxx (7), SZ}/ YU)]dU+

T < (49)
/O / (h(v, So,y) — h(v—, So_, Yo_))(A — A)(do, dy)+

Z)yu _ _
/ /Y T VYD > P(Yy_,dy)[h(v, Sy, y) — u(v—, Sp—, Yo—)]dv
Combining the third and fifth formulas of Equation (49), we have

2(S7) = 1(0,x,y) +/ (0, S0, Yo )dSu+

T ~
/O /(h(v, So, 1) — h(v—, So_, Yo ))(A — A)(dv, dy)+
Y . . (50)
/O [e(0, S0, Yo) + 502 (Y0) STP e (0, S0, Vo) +

/Y %P(Yv—,dy) [1(v, o, y) — u(v—, So—, Yo—)]]dv
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Using Equation (23), we know that in Equation (50) the value of the last formula is zero. That is,
Equation (50) becomes

T T ~
2(51) = h(0,%, ) + /O (0, So, Yo )dSy + /O / (h(0, So,y) — h(v—, Su_, Yo_))(A — A)(do, dy) (51)
Y

Furthermore, Equation (51) is the Follmer-Schweizer decomposition of the European call option
payment g(S¢) = H = (S(t) — K)*. Hence, using Equations (21) and (22), we can obtain Equations (41)
and (42). O

5. Summary

We propose an asset price model and consider a hedging problem for European call option.
In the model, to accurately depict the price changes of risky assets, we employ a stochastic process
derived from the non-extensive statistical theory to replace the classical geometric Brownian motion.
Moreover, we embed a semi-Markov process into the model so that it can be developed to portray
the macroeconomic impact. The regime-switching asset price model is an interesting topic. As future
work, we will do further empirical research and option pricing problems under the model.
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