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Hedging for European contingent claims with default risk

based on a stochastic volatility model

HUANG Peng-fei, WANG Wei"
( Faculty of Science, Ningbo University, Ningbo 315211, China )

Abstract: An optimal hedging problem of the European contingent claims with default risk is probed in this

work. The underlying asset of the European contingent claims with default risk is assumed to fit a Heston

stochastic volatility model. Using the local risk minimization method, we obtain an explicit closed-form solution

for the optimal hedging strategies of the European contingent claims with default risk. Further, we consider a

special case, in which a problem of hedging for a European call option with default risk is considered. Explicit

expressions for the local risk minimization hedging strategies are derived using the characteristic functions and

Fourier inversion formula.

Key words:. default risk; local risk minimization; hedging; stochastic volatility



