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Introduction

Option pricing and hedging in a complete market are well-studied with nice
results using martingale theories. However, there remain many open questions
in incomplete markets. In particular, when the underlying processes involve
jumps, there could be infinitely many martingale measures which give an interval
of no-arbitrage prices instead of a unique one. Consequently, there is often no
martingale representation theorem to produce a perfect hedge. The question of
picking a particular price and executing a hedging strategy according to some

reasonable criteria becomes a non-trivial issue and an interesting question.

One conservative choice and a natural extension of the Black-Scholes theory, as
studied in Karoui and Quenez (1995) and Kramkov (1996), is to eliminate any
risk for selling the option at expiration by super-replicating the option payoff.
However, this often turns out to be too expensive to be practical. For example,
as shown in Eberlein and Jacod (1997) and Bellamy and Jeanblanc (2000), in a
wide range of pure-jump models and in the case of jump diffusion models, the
super-hedging prices for European options are equal to the trivial upper bound
of the no-arbitrage interval. Take the most common example of a call option.
The super-hedging strategy is to buy and hold, and therefore the price of the

call is equal to the initial stock price.

Follmer and Leukert (2000) proposed an interesting partial-hedging strategy
for European type options to reduce the initial capital charged while bearing
some residual risk, as financial institutions usually function. Their optimality
criterion for measuring a hedging strategy is to minimize the shortfall risk at
expiration. More formally, assume at time 7T the option payoff is a nonneg-
ative random variable H. The final wealth X is produced by an admissible

self-financing strategy trading between a money market account and a stock
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starting with initial capital X¢ = . Then the optimal strategy is the one which
minimizes the expected shortfall under the physical measure at expiration:

min E¥ [1((H - Xr)")],

where the loss function [(x) is increasing and convex. Notice that, unlike vari-
ance minimization, there is no penalty in case the hedging portfolio overshoots
the option payoff. The existence of the optimal trading strategy when the stock
price follows a semimartingale process is proved in Follmer and Leukert (2000)
using the Neyman-Pearson lemma. In a complete market, explicit solutions in
terms of the Radon-Nikodym derivative between the risk-neutral measure and
the physical measure were given. As an example, they showed how to compute
the hedging strategy in the Black-Scholes model with insufficient initial capi-
tal. In the more interesting case of incomplete markets, they took the convex
duality approach and provided an example of a geometric Brownian motion
model where the volatility jumps from one constant to another according to

some distribution at a deterministic time.

We are interested in doing some explicit computations in a simple incomplete

market model. Our stock price follows a jump diffusion process:
dSt = St_[ﬂtdt + O'tth - (1 — O[t)(dNt — )\tdt) ],

where W; is a standard Brownian motion, and N; is a Poisson process with
intensity process A;. Assume py > 0,04 > 0,0 < oy < 1, Ay > 0 to be predictable
processes. Note that the stock price is an Ito6 process driven by the Brownian
motion until a jump occurs in the Poisson process. When that happens, the
price jumps to a fraction of itself. We study the particular case where the loss
function is linear: {(z) = x. Adopting the convex duality approach as in Féllmer

and Leukert (2000), we define a random function
U(z,w) = Hw) — (H(w) —2)" = Hw) Az.

The shortfall minimization problem can then be transformed into the utility

maximization problem:

u(z) = max EF [U(X7)].

First we extend the duality results in Kramkov and Schachermayer (1999) to

utility functions which are state dependent and not necessarily strictly concave,
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as our model requires, and in the generality of a semimartingale setting.! Then
we specialize the results to the problem of minimizing shortfall. The by-product
of the duality result is an alternative way of proving the existence of optimal
solutions. In addition, it gives the structure of the optimal primal solution in
terms of the dual solution.? We compute the optimal strategy, check the dual-
ity relationship and derive the HJB equation from the dynamic programming

principle in three complete market cases.

We next focus on the more interesting jump process case where we explicitly
characterize the primal and dual sets in terms of the characteristics. We provide
upper bounds for the value function w(z) using duality results. Each upper
bound produced in this way corresponds to a dual element. In particular, in
the case of constant parameters, we provide two solutions in closed form that
correspond to the Radon-Nikodym derivatives

_ _Llg2
Zp = e Wr—3¢ T where 6= H,
o

and

A\ 1—a)X
ZT = _— e_(A _A)T7 Where )\* — M7
A 11—«

with which we are familiar from the complete cases. For lower bounds, we
pick a particular strategy which we call the ‘bold strategy’ and compute the
corresponding value function in closed form. Numerical results are shown for

the cases of bonds and call options.

This research provides for the first time a method of checking the quality of a
hedging strategy according to the principle of minimizing shortfall in an incom-
plete market model. Although in order to get closed-form solutions, we provide
numerical examples in the case of constant parameters, the theory for choosing
upper and lower bounds works for general semimartingale models. Better upper

IThere have been a few articles on extending duality theory so it could be applied to the
shortfall minimization problem, although we are not aware of any results that cover the linear
case in the semimartingale setting we study here. Cvitanic (1998) worked out the duality
results of the linear case [(z) = x under a multidimensional Brownian motion model with
portfolio constraints. Follmer and Leukert (2000) and Leukert (1999) proved duality results
for state dependent utility function resulting from strictly convex loss function I(z). Bouchard,
Touzi and Zeghal (2002) extended duality results to a finite deterministic utility function
defined on the real line that is not necessarily smooth, but in their shortfall minimizing case
the loss function I(z) cannot be linear near infinity.

21t is well-known in the complete market case that the primal optimal terminal portfolio

value is a constant times the marginal utility of the Radon-Nikodym derivative.
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bounds can be chosen by picking the dual element using a more sophisticated
technique, and better lower bounds can be chosen by varying investment strate-

gies. The results can be easily extended to more general convex loss function

I(x).



Chapter 1

Duality Theory for Shortfall

Risk Minimization

1.1 Setup

Suppose the discounted asset price process is a real-valued semimartingale S =
(St)o<i<r on the stochastic basis (Q, F,F = (F;)o<i<r,P) that satisfies the
usual conditions. Assume Fj is trivial. Let M denotes the set of equivalent

local martingale measures.
Assumption 1.1. M # ().

Remark 1.2. This assumption is closely related to a version of the no-arbitrage
condition for continuous-time semimartingale models; see Delbaen and Schacher-
mayer (1994).

Assumption 1.3. The utility function U(z,w) : ([0,00) x Q) — [0,00) satis-
fies: U(-,w) is a continuous, increasing and concave function for any fized w
and U(0,w) = 0. The right-hand derivative also satisfies * U (0,w) > 0 and
U™ (00,w) = limg 0o U (z,w) =0 for all w € .

Since we are mainly interested in extending the duality theory to solve the
particular problem of shortfall risk minimization, the following assumption is
reasonable to make instead of posing restrictions on asymptotic elasticity of the
utility function as in some other references.? It simplifies the task of existence

proofs because we can invoke the dominated convergence theorem.

Its existence is guaranteed by the concavity of U.
2They are mentioned in the footnote on page vii.
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Assumption 1.4. The utility function is dominated by an integrable random
variable measurable with respect to Fr, t.e., there exists an Fr-measurable ran-
dom wvariable H such that E¥[H] < oo and U(z,w) < H(w) for all w € Q and
x> 0.

As usual, we use stochastic integrals to represent the wealth process from invest-
ment strategies and impose non-bankruptcy condition for admissibility. There
will be no endowments and consumptions. The process £, represents the number
of shares invested in the underlying asset, and is assumed to be integrable with
respect to S. The set of admissible self-financing portfolios starting at initial

capital = is defined as:
t

(1.1) X(z) = {X ‘ Xt:a:+/ £,dSs >0 P—a.s., for OStST}.
0

The primal problem is to maximize the expected utility at final time 7"

(Primal) u(z)= sup EF [U(X7)], for z>0.
XeX(x)

The stochastic conjugate function of U(z,w) is

(1.2) V(y,w) =sup [U(z,w) —zy], for y>0.
x>0

Remark 1.5. V(-,w) is a continuous, decreasing and convex function for any

fized w. Note that V(0) = U(o0) = limg—,oo U(z), and V(y) > U(0) = 0.
As in Kramkov and Schachermayer (1999), define the dual space to be

(1.3) Y(y)={Y >0 | Yy=yand XY is
a P-supermartingale for any X € X (1) }.

Then the dual problem is to minimize the expected value of the conjugate func-
tion:

(Dual) wy)= it B [V()]

There are a few natural questions that arise at this point:

1. Are the primal and dual value functions u(x) and v(y) conjugates?

2. Do optimal solutions to the primal and dual problems exist? (Since we do
not have strict concavity in the utility function, it will be too optimistic to ex-
pect uniqueness.) How are they related to each other? What are sufficient and

necessary conditions for optimality?
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1.2 Bipolar theorem

To give positives answers to both above questions, we need a bipolar theorem
proved in Kramkov and Schachermayer (1999). Let us first fix some defini-
tions. LY(£2, F,P) denotes the set of random variables and L> (£, F,P) includes

bounded ones only. Let
C(z)={geL’(QLF,P)|0<g< Xy for some X € X(z) }

denote the set of contingent claims super-replicable by some admissible self-

financing strategies with initial capital x. Let
D(y) ={heL’(QF,P)| 0<h <Yy forsomeY € Y(y)}.
Then the primal and dual value functions can be written as:

u(z) = sup E¥ [U(g)] and v(y) = inf E¥ [V(h)].
geC(z) heD(y)
Notice the scaling property C(z) = xC(1) and D(y) = yD(1). We will define
C :=C(1) and D := D(1). The novel choice of sets X and Y by Kramkov and
Schachermayer (1999) gives the perfect bipolar relation between the solid sets
C and D. Recall a set C € L(, F,P) is solid if 0 < f < g and g € C implies
fecC.

Proposition 1.6 (Proposition 3.1 in Kramkov & Schachermayer (1999)).
Suppose Assumption 1.1 hold. The sets C and D have the following properties:
(i) C and D are subsets of LY (Q, F,P) which are conves, solid and closed in the

topology of convergence in measure.

(ii)
geC iff Elgh]|<1, forall heD and
heD iff E[ghl<1, forall geC.

(i1i) The constant function 1 is in C.

Remark 1.7. Notice Assumption 1.1 used in the bipolar theorem assumes the
existence of some equivalent local martingale measures, and therefore is only
dependent on the exclusion of certain arbitrage opportunities in the model. It

has nothing to do with utility functions.

The following lemma is quite powerful, yet surprisingly not very hard to prove.
For interested readers, a proof is given in the appendix of Delbaen and Schacher-
mayer (1994).
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Lemma 1.8. Let (f)n>1 be a sequence of non-negative random variables. Then
there is a sequence gn, € conv(fn, fas1,---), n > 13, which converges almost

surely to a random variable g with values in [0, o0].

1.3 Duality theorems

Now we are ready to prove the first major theorem.

Theorem 1.9. Suppose Assumptions 1.1, 1.3 and 1.4 hold. Then

(i) For x > 0 and y > 0, the optimal solution §(x) to (Primal) exists, and the
optimal solution h(y) to (Dual) exists. The set of optimal solutions is convez.
(1) u(z) < 00,v(y) < oo for all x > 0 and y > 0. The value functions u and v
are conjugates:

(34) v(y) = 31;}3 [u(z) —xy] forany y >0, and
(3.5) u(z) = inf [v(y) + zy] for any = > 0.
y>0

u s concave,continuous and increasing; v is convex, continuous and decreasing.
The right-hand derivatives exist and satisfy
u"(00) = lim u"(x) =0, v"(c0) = lim v"(y) =0
T—00 y—oo

Remark 1.10. Since the proof is fairly long, we will divide it into a few steps

and throw some tricky lemmas into the Appendiz.

Proposition 1.11. Suppose Assumptions 1.1, 1.8 and 1.4 hold. Then forz > 0
and y > 0, both the optimal solution §(x) to (Primal) and the optimal solution
h(y) to (Dual) exist. Furthermore, u(x) < E¥[H] < 0o is concave and increasing
on [0,00), and therefore is a continuous function on (0,00). The right-hand
derivative u” exists and satisfies

u"(00) = lim u"(x) =0.

Tr— 00

PRrROOF. Let (fn)n>1 be a sequence in C(x) such that the expectation of the

utility function increases to the value function u(x):

(3.6) E¥ [U(fu)] /u(z) as n— oc.

3This is the notation for finite convex combination.
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By Lemma 1.8, there exists a sequence

n € conv(fn, fas1,---), and g, — g as.

By Theorem 1.6, we know C(x) is closed and convex, and therefore g, § € C(x).
Let gn =Y, Gm fm. By the concavity of U,

EF [U(gn)] 2 Y anE" [U(fm)] = EF [U(fa)].

By Assumption 1.4 and the Dominated Convergence Theorem,
EY [U(ga)] — E" [U(9)].
Comparing to equation (3.6), we get

EF [U(9)] = u(w).

By definition, u(z) = sup,ec(s) E® [U(g)]. We conclude that § is optimal. The
existence proof in the case of (Dual) is similar using Fatou’s lemma and the fact
V >0 by Remark 1.5.

By the definition in (Primal) for u(z) and Assumption 1.4, we know u(z) <
EP[H] < co. Notice that for any optimal §; € C(x1) and g2 € C(z2), we have
@ € C(&£22). By the concavity of U,

u(=ge) 2 B7 U (252) |

3 (E° [U(g)]+E" [U(g2)])
_ 1L(£E1);u($2)

Y

Therefore u(z) is concave on [0,00). It is a trivial consequence that u(z) is
continuous on (0,00). Suppose 0 < z1 < x2. We know that z1 C(1) = C(z1),
22C(1) = C(z2) and C(1) is solid. Therefore, C(x1) C C(x2). By definition,
u(z1) < u(xe). It remains to show that u"(oco) = 0. Suppose not, i.e., there
exists some € > 0 such that u"(z) > e for some large constant X and any > X.
Then the following would be true

u(z) :u(X)—i—/;uT(z)dz > u(X) +e(z — X).

This is a contradiction to Assumption 1.4, u(x) < EF[H] < co. We conclude

u”(00) = 0. o
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Proposition 1.12. Suppose Assumptions 1.1, 1.8 and 1.4 hold. Then

v(y) = sup [u(z) —xy] forany y >0, and
x>0

u(z) = inf [v(y) + zy] for any = > 0.
y>0

Also, v(y) < oo is convex, continuous and decreasing for all y > 0.

Proor. We follow the proof of Lemma 3.6 in Kramkov and Schachermayer
(1999) very closely, filling in some details, and extending the results to state-

dependent utility function U(-,w). For n > 0, define
B,={ge L>®(Q,F,P):0<g<n}.
Lemma A.1 gives the following equality for fixed n: 4

3.7 sup inf EF [U(g) —gh]l= inf sup E¥ [U(g)— gh].
(3.7) sup Il [U(g) —gh] hair) Sup [U (9) — gh]

Remark A.2, Lemma A.3 and A.5 give that

(3.8) lim sup inf E¥ [U(g) —gh]=sup sup E* [U(g) —azy].
n—0 gep3, h€D(y) x>0 geC(zx)

Then by the definition of u(x), equation (3.8) and equation (3.7), we have

sup [u(z) — zy] =sup sup E" [U(g) — ay]
z>0 >0 geC(x)

= lim sup inf E¥ [U(g)— gh]

n—0o0 g3, heD(y)

= lim inf sup EF [U(g) — gh].
nﬁmhep(y)gwpn [U(g) — gh]

Now define

V'(y,w) = sup [U(z,w) —zy] and o"(y)= inf EF [V™(Rh)].
0<z<n heD(y)

Then we have

inf sup E¥ [U(g) —gh]= inf EF [V*(h)]=v"(y).
nalk,) Sup (U (9) — gh] nont [V"™(h)] ()

To finish the first part of the proof, it is sufficient to show that

v(y) = lim v"(y).

n—oo

4The sets By, are o(L>, L')-compact. By (i)and (iii) of Proposition 1.6, D(y) is a closed
convex subset of L'(Q2, F,P). The proof in Kramkov and Schachermayer (1999) uses the
Minmax Theorem (Theorem 45.8 in Strasser (1985)) to get the desired equality.
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Evidently, v™ is an increasing sequence and v" < v, for n > 1, so lim,,_, v"(y) <
v(y). Let f, be a sequence in D(y) such that

(3.9) lim EF [V™(f,)] ./ lim v"(y).
Lemma 1.8 implies the existence of h,, € conv(fn, fn+1,--.) such that h, —

h a.s. By Proposition 1.6, we know D(y) is closed and convex, and therefore
h e D(y). Let h, = > fm- Since V*(y) /" V(y) are convex, we have

(3.10) EF (V™" (hn)] <Y amE" [V (fm)]

<Y am B [V (fm)] < sup BF [V (f)].

m>n
Applying (3.9) and (3.10), and Fatou’s lemma, we have

lim E¥ [V"(f,)] = sup E¥ [V™(f,)] > liminf E¥ [V™(h,)]

n—oo mzn n—oo

> EP [limian”(hn)} = EF [V(h)} > ().

n—oo

So we have the desired inequality lim,,_,o, v"(y) > v(y) and therefore

v(y) =sup [u(z) —zy] for any y > 0.
>0
By Proposition 1.11, we know that u(x) is an increasing and concave function
such that 4" (c0) = 0. In the case u"(0+) > 0, Theorem B.6 gives
u(z) = inf [v(y) +zy] for any =z >0,
y>0
as well as v(y) < oo is convex, continuous and decreasing for all y > 0. Suppose
u”(0+) = 0. Since u(x) is concave and increasing, u(z) = u(0+4) is a constant
function on (0, 00). We have just proved that v(y) = sup,~ ¢[u(z)—zy], therefore
v(y) = u(0+) is also a constant function for all y > 0. Then inf,so[v(y) +2y] =
v(04) = u(0+) = u(x), and all the above results hold. o

PROOF OF THEOREM 1.9. We still need to prove v"(c0) = 0. Since v is convex,
the right-hand derivative v”(y) exists and is increasing. We’ve proved that v
is decreasing; therefore v"(y) < 0. Suppose there exists some € > 0 such that
v"(y) < —e for some large constant Y and any y > Y, then the following should

be true Y

v(y) =v) + /Y v(2)dz <v(Y)—€e(y—Y).

This is a contradiction to the fact v(y) > 0. We conclude v"(c0) = 0. o
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The next theorem gives a sufficient and necessary condition for optimality. Note
that we define OU(0) = [U"(0), 00) and 9V (0) = [V"(0), o0).

Theorem 1.13. Suppose Assumptions 1.1, 1.8 and 1.4 hold. Suppose x > 0
and y > 0 such that y € du(z). Let § € C(x) and h € D(y). Then the following
two statements are equivalent.

(i) § is an optimal solution to (Primal) and h is an optimal solution to (Dual).
(ii) E¥ [§h] = zy and h € OU(§) —P a.s., or equivalently, § € —V (h) —P a.s.

PROOF.“(i) = (4¢)”:  From Theorem B.6, when y € du(z),

v(y) = 21;15 [u(z) — zy] = u(x) — ay.

(i) implies,
EF[V(h)] = E"[U(9)] - y.
Since j € C(z) and h € D(y), we have EF [§h] < zy. Therefore,
(3.11) EF[V(h)] < E¥[U(9)] — E¥ [gh].
By definition V(y) = sup,~o [U(x) — xy]. Therefore
V(y) >U(z) —zy forany x>0,y>0.

Consequently,
(3.12) V(h) >U() —gh P as.
Equations (3.11) and (3.12) gives the equality:

V(h) =U(§) — gh P as.
By Assumption 1.3 and Theorem B.6, the above equation is equivalent to he
U (§) — P a.s., or equivalently, § € —0V (h) — P a.s. Taking expectation of the
above equation, we get EF [gh] = zy.
“(ii) = (i)”:  Since h € dU(§) — P a.s. , we have

U(g) =V(h)+gh Pas.

Taking expectation, and using the definition of v(y), (i), Theorem 1.9 and
Theorem B.6 , we get

EF[UG)] = EF[V()] + E7[§h] = v(y) + zy = u().

Therefore, § is an optimal solution to (Primal). Similarly we can prove that h

is an optimal solution to (Dual). o
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1.4 Minimizing shortfall risk in a semimartin-

gale model

We will follow the set up in Section 1.1. Consider a contingent claim given by
a nonnegative, Fp-measurable random payoff H. We would like to hedge this
option optimally by solving the problem of minimizing shortfall risk °
. P

(4.13) Xren}(r(lz) E'[(H - X7)*].

where X (z) is the set of admissible self-financing portfolios defined in (1.1).
Recall Assumption 1.1 that the set of equivalent local martingale measures M
is not empty. We make the following assumptions to ensure that the value

functions will turn out to be finite.
Assumption 1.14. The super-hedging price T for this claim is finite, i.e.,

72 sup EQ[H] < oo.
QeM

Assumption 1.15. EF[H] < oco.
Kramkov (1996) and Follmer and Kabanov (1998) showed that there exist both

a wealth and a consumption process to super-hedge the claim with initial capital

xZ:

W,=esssup EC[H|F | =X, —C;, Wo=2, Wr=H,
QeM

where X € X(z) and C; is a nonnegative, increasing optional process with
Co=0.

To fit into the utility maximization framework, we define the state-dependent
utility function
Ulz,w) = Hw) — (Hw) —2)" = Hw) A z.
By definition in (1.2), the stochastic conjugate function is
Viyw)=1-y)"Hw).

Our primal problem in the case of minimizing shortfall risk can be written as

(Primal-Shortfall) u(z) = sup EF [HAXr]
XeX(x)
= sup E" [HAg].
geC(x)

5Fsllmer and Leukert (2000) and Leukert (1999) studied the duality problem of minimizing
shortfall risk for a strictly convex loss function I(z): minxex () EP[I(H - X))
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The dual problem is

Dual-Shortfall = inf EF[1-V)tH
(Dual-Shortfall) v(y) yot [( )tH ]
= inf EF[1-RTH].
pouf [1-h)tH]

Remark 1.16. By Assumption 1.1 and the discussion of super-hedging, we

can easily see that
#=min{ z : u(z) = E¥[H] is a constant function on [x,00) }.

Notice that U(z,w) < H(w). With Assumption 1.15, U satisfies both Assump-
tion 1.3 and 1.4. Therefore, all the duality results (Theorem 1.9 and 1.13)
developed in section 1.3 apply in this case. We will restate them in a stronger

sense with the following assumption. Recall that we define du(0) = [u"(0), o0)
and dv(0) = [v"(0), c0).

Assumption 1.17. The discounted asset price process S is locally bounded.

Theorem 1.18. Suppose Assumptions 1.1, 1.14, 1.15 and 1.17 hold. Then
(i) For x > 0 and y > 0, the optimal solution §(x) to (Primal-Shortfall) exists,
and the optimal solution h(y) to (Dual-Shortfall) exists.

(i) u(z) < 00,v(y) < oo for all x > 0 and y > 0. The value functions u and v

are conjugates:

v(y) = max[u(z) —zy] forany y =0, and

u(z) = min [v(y) + zy] for any x> 0.
y=>0

u(x) is concave,continuous and increasing for x € [0,00); v(y) is convex, con-
tinuous and decreasing for y € [0,00). In particular,
u(z) = E¥[H] = v(0) is a constant function on [T,00);
v(y) =0 =u(0) is a constant function on [u"(0), 00);
The right-hand derivatives satisfy
v"(04+) = limv"(y) = —Z and v"(c0) = lim v"(y) =0
y\O y—o0

(11i) v(y) = u(z) — zy if and only if y € Ju(x), or equivalently, x € —Ov(y).

PrOOF. (i) and (ii): Recall the results from Theorem 1.9 and Theorem B.6.

We need to take care of the cases at 0.
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When z =0, X = 0forall X € X(0). The optimal solution to (Primal-Shortfall)
is X7 = 0, and u(z) = 0. Corollary 1.2 in Delbaen and Schachermayer (1994)
says, under Assumption 1.17, Assumption 1.1 is equivalent to the condition that
S satisfies No Free Lunch with Vanishing Risk (NFLVR). Corollary 3.7 in the
same paper implies that, for any > 0 and for all X € X(z), ¢ — 0 implies
X7 — 0 in probability. In particular, the optimal solution Xex (x) such
that u(x) = EF[H A X7] satisfies X7 — 0 in probability. By Assumption 1.15
and the Dominated Convergence Theorem, u(x) — 0 = u(0) as ¢ — 0, and
therefore, u(x) is right continuous at x = 0.

When y = 0, Y = 0 for all Y € Y(0) because they are nonnegative super-
martingales. Therefore, the optimal solution to (Dual-Shortfall) is Y7 = 0, and
v(0) = EF¥[H]. For any fixed y > 0 and for all Y € ))(y), since Y are nonnega-
tive supermartingales, y — 0 implies Y7 — 0 in probability. In particular, the
optimal solution ¥ € Y(y) such that v(y) = EF[(1 — Y7 )" H] satisfies Yo — 0
in probability. By Assumption 1.15 and the Dominated Convergence Theorem,
v(y) — EF[H] = v(0) as y — 0, and therefore, v(y) is right continuous at y = 0.
Remark 1.16 tells us that u(z) = EF[H] for z > 7, and since u(z) is continuous
and increasing on [0, 00), the sup in (3.4) is obtained and therefore can be written
as max. Since v(y) is continuous and decreasing on [0, 00), and v"(00) = 0, the
inf in (3.5) is obtained and can be written as min.

Lemma B.4 and Theorem B.6 shows that v"(0+) = —Z.

(iii) This is true by Remark B.7. o

Theorem 1.19. Suppose Assumptions 1.1, 1.14, 1.15 and 1.17 hold. Suppose
y € Ou(x) where x >0 and y > 0.

(i) If § € C(z) is an optimal solution to (Primal-Shortfall), then there is an
optimal solution to (Dual-Shortfall) h € D(y) such that

(4.14) h=1{0<g<my +01lig=py, and EF[gh] = xy,

where 0 < 61 < 1 is an Fr-measurable random variable.
(ii) If h € D(y) is an optimal solution to (Dual-Shortfall), then there is an
optimal solution to (Primal-Shortfall) § € C(x) such that

(4.15) §=Hljoyy + 021y, and E°[gh] =y,
where 0 < 0o < H is an Fr-measurable random variable.

Remark 1.20. There exist optimal solutions that do not have overshoots, i.e.,
G<Hand h<1.
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Remark 1.21. Rewrite equation (4.14) as

(4.16) §=0H = (Igejary + Mgy B,

where 0 < v <1 is an Fr-measurable random varitable. This gives the structure
of the optimal test qg whose existence is derived in Proposition 3.1 and Theorem
3.2 of Féllmer and Leukert (2000) in the case when the loss function l(x) = x.
In the notation of our paper, they proved that there exists an Fr-measurable
random variable ¢ € [0,1] that solves the problem

(4.17) min EF[(1 - ¢)H] s.t. sup EQ¢H] <,
¢€[071] QemM

and (/;H is the optimal solution to the (Primal-Shortfall). This result also gener-
alizes Proposition 4.1 in Follmer and Leukert (2000) from the complete market
to the incomplete market case where they give the same form of equation (4.16),

only in the complete market.

PROOF. (i): Theorem 1.13 and the following equation

0, if g > H;
. ) 1, if0 < g < H;
oU(g) =0(gNH) = o
[0,1], if g = H;

[1,00), ifg=0;
gives that i € D(y) is an optimal solution to (Dual-Shortfall) if and only if
h=hlg_oy + ljo<gem) + 01lg—my, and EF[gh] = zy,
where 0 < §; < 1 is a random variable and h > 1 on the set § = 0. Obviously,

h =hA1is also an optimal solution to (Dual-Shortfall) since D(y) is solid.
(ii) This is similarly proved with the following equation

0, if h > 1;

. H, if0<h<1;
)= —0(1— h)*H = o
0,H], ifh=1

[H,00), ifh=0.

>

—ov(
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1.5 Discrete case

We will write a necessary and sufficient condition for optimality in a finite
dimensional case where we replace the condition of expectation with maximality.
Define the set of maximal elements to be

C'(z)={geCx) : f=zg,feClx)=f=g}

The model is set up as follows. There are two times ¢t = 0 and t = 1. The prob-
ability space is @ = {w1,ws, ...w,} with probability distribution (p1,p2, ..., Pn).
There are m risky securities S',S2,...,S™ and a derivative security H. The

interest rate is zero. Assume the model to be arbitrage free. Define
sij = Si(wj)— Sy for i=1,2,...,m and j=1,2,..,n.

Let
(hl, hQ, cony hn) = (H(wl), H(WQ), veny H(wn))

Suppose we invest (61, 60s, ..., 0,,) shares in the stocks. A self-financing strategy
X is Xo =z and X (wj) =z + >, 0;s5 for j =1,2,...,n. Define X (z) to be

the set of the wealths of admissible strategies at time 1:
Xi(z)={X; : X € X(x)}.
The primal sets are

1 (x) = C*(x)

= (;E + Z@p?m’) : (Gj)j:L___m € R" and = + Z 97;81‘3‘ >0 VJ
=1

Jj=1,....,n i=1
Define
Mily) ={"1: Y ey}

The dual sets are

n
Wi(y) =9 W1y2, - yn) ERY - ijﬂﬁjyj <azy Y(z1,22,..,2,) € Xi(x) 2;
=1

n n
D*(y) = q (W1, 42, Un) €RT Y piyj =y, Y _piyisi; =0 Vi
j=1 j=1
The primal problem is

u(z) = sup ij (hj Nzj).

(Z1,22,...,xn ) EX1(T) J=1
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The dual problem is

n
vy) = inf hi(1 =yt
i (1,92, yn)€y1(y);p] i(1—y;)
n
- inf > pihi(1 =yt

1Y2,--,Yn ) ED* °
(Y1,925--,Yn) € (y)gzl

Theorem 1.22. Suppose y € Ju(x) where x > 0 and y > 0. Then for
V(y,w;) = hj(1—y)* and an optimal solution to the dual problem Y = (01, Y2, --Un),
C*(x) N —dV (Y) is the set of optimal solutions to the primal problem.

PROOF. In our finite dimensional discrete model
n
(xlax%"wxn) 66*($) g ijxjyj =2y v(yl,y%"'vyn) e D",
j=1

Applying Theorem 1.13, we get the desired result. o

Here we give a very simple incomplete market example in a discrete time setting
with finite state space to illustrate the duality theory we have just developed

for the case of minimizing shortfall risk.

Example 1.23 (Trinomial Tree). There are two timest = 0 and t = 1.
The probability space is Q = {w1,ws,ws} with probability distribution P(wy) =
P(wz) = P(ws) = 5. The stock price follow the process

So = 1, S’l(wl) = %, Sl(wg) = 1, Sl(w) = %
The interest rate is assumed to be zero. The model is obviously arbitrage-free.
If we purchase & shares of stock at time t = 0 with initial capital Xg = x, then

at time t = 1 we have
Xi(w1) =z — 1€ Xi(wo) =, Xi(ws) =2+ 3
For this self-financing strategy to be admissible, we must have
Xi(w)>0 YVwed & —22<¢< 2.

If we let (z1,x2,x3) = (X1(w1), X1(w2), X1(ws)), we can write the primal sets
as
Xy (z) = { (x1,x9,23) € R;‘ c T +x3 =27, Tg = Jc};
C(x) = { (z1,72,73) ERY @ @1 + 23 < 27, 13 < x}
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It is easy to compute that the dual sets are

Vi) ={(,y2.93) ERT : Zy1+ 3o <y, 2o+ 2y <y}
=D(y),

where (y1,y2,y3) = (Y1(w1),Y1(we),Y1(ws)). We can check that the bipolar
relationship in Proposition 1.6 is satisfied

o Let (y1,y2,y3) € RS be given.
Then (y1,y2,y3) € D(1) < %2;?’:1 vy <1, V(wy,19,13) € C(1).

o Let (z1,22,23) € R; be given.

Then (z1,x2,23) € C(1) < %Zle xy; <1, V(y1,y2,93) € D(1).

Suppose the option payoff is

and the stochastic conjugate function is
V(y,wi) = $(1=9)*, V(y,ws) =0, V(y,ws) = (1 —9)".

The primal problem can be stated as

u(z) = sup E"[U(g)]

g€eC(z)

S s l(@=397 1)+ ((@+39)11)]

= O<iug21% [(xl A %) + ((Qx —x1) A %)] , for x>0.

The optimal solution § € C(x) is

where € € [(—22) V (22 — 3), (22) A (=22 + 2)]. Obviously, the solution is not
unique on the set H > 0 except for x =0 and z = % The primal value function
18

u(xz)=2(xA3), for x>0

Obuviously, u(x) is concave, continuous, increasing, piecewise linear, and equal

to a constant on [%,oo) where T = % 1s the super-hedging price. Similarly, we
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can compute the optimal strategqy h € D(y) and the value function v(y) for the
dual problem

wy)=, inf ET[V()]

_(1_1

_<§_§y) 1{05y§%}’ for y>0.

Obuiously, v(y) is convez, continuous, decreasing, piecewise linear, and equal to

o00) where u”(0) = 2. Note that v"(0) = —3 = —2.

a constant on [2 5

3

e ye0,3]: h(w) =3y, h(ws) =0, h(ws) = 3y;
oy € (3,00): h(wr) € [1,5By =), hlws) =1, hiws) € [1, 53y — )],
where 1 € [0,3y — 2.
The optimal solution is not unique on the set H > 0 unless we take h AL
When z € [0,2) = [0,3), then y = du(x) = % and when x € (Z,00), then
y = Ou(x) = 0. Therefore, the relevant interval for dual optimal solution is

y € [0, %] and iﬁ obviously defines a martingale measure that is absolutely

continuous with respect to the original measure P. It is not difficult to check
that
o(y) =max[u(z) —zy],  u(e) = max[vy) + 2],
and for y € du(x), we have
hedu(y), §e—ov(h).

In particular, we can always find a pair of optimal solutions that have the form
(4.15) and (4.14). Also, E¥[§(z)h(y)] = zy is always true. When x = 1, the
maximal set is

C*(3) ={(z1,22,23) ERY : w1 +a3=1,22=73}.
Fory € ou(3) =0,2], h(y) = (3¢,0,2y). Therefore, when y = 2,
OV (h(y),wr) = [=1,0], OV (h(y),wa) = [~1,00), OV (h(y),ws) = [-2,0],
and when y € [0, %),
OV (h(y),wr) = =1, OV (h(y),ws) = [~L,00), OV (h(y),ws) = —3.
Obviously,

93) = (3,3.9) =C"(5) N =0V (h(y)), Yy € du(3).
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Next we give an example of an infinite dimensional tree where the dual optimal
solution does not define a martingale measure. More discussion in a continuous

time model is given later in Section 3.3.

Example 1.24 (Infinite Dimensional Tree). There are two timest =0 and

t = 1. The probability space is Q = {wo, w1, ...} with probability distribution

P(wo) =1 —¢, P(wn) = 57 for n> 1. The stock price follow the process
So=1, Si(wo) =2, Si(wn)=2, for n>1

n’

The interest rate is assumed to be zero. The model is obviously arbitrage-free. If
we purchase & shares of stock at time t = 0 with initial capital Xg = x, then at
time t = 1 we have X1(w) = x + £(S1(w) — So) Yw € Q. For this self-financing
strateqy to be admissible, we must have

Xi(w)>0 YVwe & —zx<<a.

We can write the primal set as
Xix) = {z+ €51~ S0) €€ [-mal}, for w>0.
It is easy to compute that the dual set is
Vily) = {Y =0 EFY] <y, 2" Y] —y < EF[S,Y] <y}, for y>0.

Suppose the option payoff is

H(wp) =4, H(wp)=0, for n>1.
Then the super-hedging price is T = 2. The state-dependent utility function is

U(z,wo) =z A4, U(z,w,)=0, for n>1,
and the stochastic conjugate function is
V(y,wo) =4(1—9)", V(y,wn) =0, for n>1.
The primal problem can be stated as
u(z) = sup EFU(X)]

X,eXxy (T)

= |§|u<p (I—e)[(z+& N1,
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When x € [0,2], the optimal strategy is unique, & = x, and the optimal solution
to the primal problem is X, (w) = 25, (w) Yw € Q. When z € (2,00), the optimal

strategy is not unique anymore § € [4 — x,x]. The primal value function is
u(z) =2x(1 —€e) ANd(1 —€), for x>0.

Obviously, u(x) is concave, continuous, increasing, piecewise linear, and equal
to a constant on [T,00) = [2,00). Similarly, we can compute the optimal strategy
Ye) (y) and the value function v(y) for the dual problem
v(y) = inf EP[V(Y
)=, it EV(Y)]
= inf 4(1—-¢e)(1—-Y(w))t, for > 0.
Lt 41— 91 =Y ()t for yz

Obviously, y = 2(1 — ¢€) € du(x) for any x > 0. It is easy to check that

Y(w) =1, Y(wn)=0, for n>1,
is the unique optimal solution to the dual problem in the set Y1(2(1 —¢€)). How-
ever,

PlY| _1
E [ﬂ =3 <1,

and % does not define a martingale measure. In general, the dual value function
18

v(y) =141 —¢€) —2z] V0, for y=>0.
It is convex, continuous, decreasing, piecewise linear, and equal to a constant
on [2(1 — €),00) where u™(0) = 2(1 — €). Note that v"(0) = —2 = —Z. It is not
difficult to check that

vly) = maxfu(x) —xyl,  u(z) =maxv(y) +y],

and for y € du(x), we have
Y e dU(Xy), Xpe—-av(Y),

such that E¥[X7(2)Y (y)] = zy. The mazimal set is the same as the admissible
set

C*(z) = X1(z).

When z € (0,2), and for the scenario w = wy, we have Xr(x) = 2. However,
Xy (x) = [0,22] and -0V (Y) = [0,4]. Therefore, Xp(z) € C*(z) U (—aV (Y)) is

not sufficient for Xp(x) to be an optimal solution to the primal problem. o



Chapter 2

Complete Market Models

In a complete market, we have a unique martingale measure, i.e., M = {Q*}.
Let the Radon-Nikodym derivative be

dQ*

P’

Lemma 4.3 in Kramkov and Schachermayer (1999) proved that Z dominates all
elements in the set V(1) as well as D 2 D(1) defined in Section 1.2. Therefore
the optimal solution to (Dual-Shortfall), i € D(y), is unique and can be written

7 =

as

h=yZ.

In light of Remark 1.21, there is an optimal solution to (Primal-Shortfall), g €

C(z), that can be written as

0.1 G=1{(1_ 1 +~71 1>H=(1 a1 )H
0.1 g ( z<3y " Tz=y) o> " =
where y € du(z).

Remark 2.1. Notice that when we fix the initial capital x for hedging the option
H, it is hard to compute the derivatives of the primal value function to get the
dual variable that satisfies y € Ju(x). However, in the case of a complete
market, it is intuitively clear what the dual variable y represents. Recall (4.17)
of Chapter 1. When the local martingale measure set is a singleton, it is more

cost effective to reduce the shortfall risk when d‘g* is large. So y is the cut-off

level of the favorable scenario set where we should perfectly hedge the option
payoff. This result of course holds for the incomplete market as well, although
in which case it is more difficult to find the optimal dual solution which might

not define a local martingale measure as shown in Example 1.24 of Chapter 1.

19
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For the rest of this chapter, we will present three complete market models where
optimal solutions can be explicitly computed. We will check both the duality

and the HJB conditions in each of these cases.

2.1 Poisson jump model
Suppose the dynamics of the discounted! asset price process under PP are

= St_ [Cdt - (1 - a)dNt} y
where N is a standard Poisson process with intensity A, and ¢ = p+ (1 — a)A.

Assume the constants satisfy p > 0,0 < a < 1,A > 0. The Doléans-Dade
formula gives the solution to the above stochastic differential equation

S, = SpetalVr.

Note that the price goes up exponentially with parameter ¢ when there is no
Poisson jump. In the case when a jump occurs, the price jumps down to a

fraction of itself a.S.

2.1.1 Optimal Strategy

The intensity for the Poisson process under the risk-neutral measure Q* is A\* =

c
l—«

> A and the price process can be written as
dSt = Stf [-(1 — Oé)(dNt — )\*dt)} .
The Radon-Nikodym derivatives are

* =\ IV N
2, 200 (AN oo L dP (AN g
dP ) C o Zp Ao e '

Suppose the option payoff is a function of the underlying H = H(St), and
define Hy, to be the payoff when there are k£ jumps in the underlying

(1.2) Hy = H(Spe“Ta*), for k=0,1,2,..

LFor simplicity of notation, we start with discounted prices to get rid of the interest rate.
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Define
2, (T) = Q"(Nr = k)
= Q*(St = SpeTak)

=Q" (ZT = ()\T)k e_(’\*_A)T>

oy *pyk
AT )

k! ) fOI‘ k:O7172,...

Proposition 2.2. Suppose the initial capital x satisfies 0 < & < EQ” [H]. There

exists a nonnegative integer n and a v € [0,1) such that

n—1
v =Y ap(T)Hy + 7y n(T)H,.
k=0

The wealth of the optimal strategy at time 0 <t < T is
Xe=EY[Xr NH|F]=EY[§| 7]
O, Zf Nt >n;
= VxO(T)an if Ny =n;
2o (D) Hy Y @, (1) H, i Ny <
where 7 =T — t s the time to maturity. In particular, when 7 =0,
0, if Np >n;
XT: ’)/Hna ifNT:n;'
HNT7 ’Lf Np < n.
The optimal strategy is to invest A, shares in the underlying, where

X(t,aS,_) — X(t,5:_)

A =
K aS,_ — S,_

07 Zf Nt— >n,

. zlzfég?gljfv Zf Ntf =n;

- 1 n—2—N¢
a5 { k=0 Te(T)(HN,_+x — HN, 4rt1)
+2p-1-N,_(T)(Hp-1 — vHp) + 7 Tn-n, _ (T)Hn} , if Ni_ <n.

Recall S;— = SpetalNt—.

Remark 2.3. For the wealth process to remain nonnegative, we have the fol-
lowing admissibility constraint on the trading strategy
X

A< —2
"= (1—a)S._
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When there have already been n downward jumps in the price process by time
t, the value process of the optimal strategy is X, = yxo(T)H,, = e NT~yH,, and
the optimal strategy is to use the mazimal admissible strategy so that the wealth
approaches vH,, at maturity as an exponential function if there would be no more
jumps; otherwise, the wealth hits zero. When there have been i < n downward
jumps in the price process by time t, the wealth approaches H; for a perfect
replication if no more jumps occur in the future. If one more jump occurs, we
come to the case of aiming for H;_1. We can name this as ‘dynamic aiming
for the corner strategy’. This strategy also satisfies the dynamic programming
principle developed in Theorem 6.4 of Kirch (2002) when we seta = —b, l(z) = x
and F(z) = 1.

PROOF. In general, we know the optimal solution to (Primal-Shortfall) is

g=(1 1 H.
) ( (z<ky 7 {z—§}>

By the Arbitrage Pricing Theory, the wealth process is a martingale under the
risk-neutral measure
Xe=E¥[§|F]

such that the budget constraint is satisfied,
=Xy =EY[g).

Obviously we can find 0 < n < 0o and 0 <« < 1 such that
n—1
T = Z xk(T)Hk + ’Yxn(T)an
k=0

because of the assumption 0 < z < EQ'[H]. The formula for X; can be com-

puted using conditional expectation. If Ny < n, we have

X, =EY[§|F]
=EY [HNTl{NT<7L} + ’YHnl{NT:rL} | j:t]
=EY [HN, 4 Nr— N Np—Ny<n—N} + YH Y Np—Ny=n—nN, | Fi ]

n—1—N;

= Z i (T)HN, 4 +VTn-n, (T)Hpy.
k=0

It is simpler to compute the case when N; > n. By the Markovian structure of

the process X (t,S;), the martingale property of the value function X, and the
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It6-Doeblin formula, we can compute the optimal strategy A, from the SDE
dX (t,8;) = (X (t,Ss_) — X (t, S;_))(dN;y — A*dt),
and the self-financing condition
dX(t,S;) = AydS, = —AS,_ (1 — a)(dN, — N*dt).
o

Corollary 2.4. In the simplest case when the option payoff is a constant, which
we assume without loss of generality is H = 1, suppose the initial capital

satisfies 0 < x < 1. There is a nonnegative integer n and a vy € [0,1) such that

x = z_:xk(T) + vy x,(T).
k=0

The wealth of the optimal strategy at time 0 <t < T is

0, ’Lf Ny > n;
Xy = yao(r), if Ny =n;

Po NV (r) Y Ty (T), i Ny < s

where T = T — t is the time to maturity. The optimal strategy is to invest A,

shares in the underlying, where

0, Zf Ni— >n;

Ap=q ms), if Noo = n;
A=) zn_1-~n, (T)+YTn-n, (1) .

il . év—a)S,,,W o , if Ny_ <mn.

We can also write the wealth in the integral form

07 Zf Nt >n,
Xi = yao(r), if Ny =n;
1= N [ 21 (T — w)du+ v 20-n, (7), if No <n.

and

0, Zf Nt > n;
Xe = qv0(r), if Ny = n;
1—\* ftT TN, (T —w)du — (1 — ) zp_n, (7)), if Ny <n.



24 CHAPTER 2. COMPLETE MARKET MODELS

Proor.The optimal wealth process and strategy are obtained by a direct ap-

plication of Proposition 2.2. To get the integral forms, we need the equalities

s k
)\*/ xk(T—u)du:in(T—u)ﬁ,
¢ i=0

2.1.2 HJB Approach

Another standard approach to solve the optimal control problem is to check the

HJB equation. Rewrite the self-financing strategy as
dXt = AtdSt = AtSt_(Cdt - (1 - O[)dNt) = Wt(Cdt - (1 — O[)dNt),

where m; = ApS;_ is the monetary amount invested in the underlying. As
defined in (1.2), let the option payoff be a function of the value process X
through its dependence on the number of Poisson jumps. Our optimal control
problem can be written as
max F [XT A H] s.t. dXt = Wt(Cdt - (1 — Oé)dNt)
e o
Define the value process as
u(t, X;) = max E [ X7 N H|F,
t

ST g

where X € X(z) is the optimal solution. Suppose u(t,z) and u,(t,z) exist.

Using the usual verification lemma argument, we derive the HJB equation:

max (u¢(t, z) + empug (t, x) + Au(t,x — (1 — a)m) — u(t, x)]) =0,

< 1ia

with the boundary condition u(T,z) = z A H. Define
a(t,Xy) = E Xy ANH | F,

where X, is the wealth process defined in Proposition 2.2, associated with the

strategy ;. We will check their optimality in the following lemma.
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Lemma 2.5. The value function a(t,z) satisfies
U (t, ) + ety (8, ) + Aa(t, z — (1 — a)fry) — a(t, x)] =0,

with 4(T,z) =x N H.

PROOF. Suppose X; € {22;10 2 (7)Hr, Z;ZO xk(T)Hk), or equivalently,

n—i—1

X = Z oi(T)Higk +yTn—i(T)Hp, 0<y <1, i>1
k=0

We can write
_ Xt — Z;éil $k(7’)Hl‘+k
I]Sn_i(T)Hn

We know the optimal strategy is
7(t, Xy) = ApS,_

— ﬁ { _Zf 2 (7)(Hitr — Hivry1)

k=0
+$n7i71(7—)(Hn71 - PyHn) + ’}/{,Cn,Z(T>Hn}

n—i—2 n—i—1

1 X

- (1—a) { Z 2 (7)(Hivr — Hivp1) + Xo — Z 2 (T)Higk
k=0 k=0

X _ n—i—1 Hi.
+£L’n7i71(7') (Hnl - ! k=0 xk(T) Z+k> } .

Tp—i(T)

Therefore,

(t, ) = (1_1(1){ S k() (Hisk — Hisnrr) o — S aa(r)Hiy

k=0 k=0

n—i—1
_ H;
+$n—i—1(7') (Hn—l T k=0 xk(T) +k> } .

Lp—q (’7’)

Define

y(T) =P(Nr = k) = e_AT%, for k=0,1,2...
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Then the value function 4(t,x) can be computed

ﬁ(t»Xt) :E[XT/\H|-7'—1§]

E[Hit Ny N Np—Ny<n—iy T YHR YN - Ny =n—i) | Ft ]

n—i—1
= Z yk(T)Hi+k +’7yn—z(7)Hn
k=0
"=t X; — Z:é_l @ (T)Hiyk
= yr(T)Hipr + = Yn—i(T).
k=0 Zn—i(T)
Therefore,
n—i—1 n—i—1
. T — _ (7)) H;
at,x) = Z Yi(T)Hivr + e — (1) (7,
k=0 Zn—i(7)
N yn—i(T)
x tv = Y
iy (t, ) P
. . n—i—2 T — Z;é—l I’k (T)Hz_;’_k
’LL(t,fE — (]. — Ck)’]'(') = kZ:O yk(T)Hi+1+k + xn_i(T) yn,i,l(T).
To find (¢, z), we need
dxy (T dyi (T
WOy -aia @) 2D ) (), for k=012,
where we define z_1(7) =0, and y_1(7) = 0. Then
n—i—1
a(t, ) = Y Ayr(r) = yr—1 (7)) Hivy
k=0
n—i—1 (7_)
9= D N @k (7) = o (7)) Hig p 2=
k=0 Tn—i(T)
n—i—1
+ {(E — Z (Ek(T)Hi+k}
k=0
AWYn=i(T) = Yn—i=1(7))Tn—i(7) = XN (2n—i (1) — Tp—i—1(7))yn—i(7)
Tn—i(T)?

It is routine to check the value function (¢, z) and strategy 7 (¢, x) satisfy the
HJB equality
U (t, @) + cirptin (¢, o) + Aa(t,z — (1 — a)7y) — a(t, z)] = 0.
The case
Xt = ")/tIE()(T)Hn, 0 S Yt < 1

can be similarly checked. o
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2.1.3 Duality

Recall in the proof of Lemma 2.5, we have computed the value function to the
(Primal-Shortfall) in the case z € {ZZ;% e (T)He, Yoo :L‘k(T)Hk>:

w— S0 e (T)Hy
xn(T)H, ’

n—1
u(x) = a(0,2) = > ye(T)Hi + vyn(T) Hy, where 5 =
k=0

yn(T)

u'(z) = 1,(0,2) = (D)’

At the beginning of Chapter 2, we have shown the optimal value function to the
(Dual-Shortfall) is

v(y) = B[(1 - yZr)" H].
We would like to check the duality results we have derived in Section 1.4.

Lemma 2.6. The optimal value functions computed in the previous two sub-

sections satisfy the duality equality

v(y) = u(z) — 2y, when y=u'(z).

PRrOOF. Note that when y = u/(z) = z”g)) as computed in Lemma 2.5,

v(y) = E[(1 —yZr)" H]

+
(1 -3 (%)NT e‘(**‘”T> H}

=F

- A\ AT (AT)*
= (1 — (T) > e THk

k=0
= u(x) — xu'(x)
= u(z) — zy.
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2.2 Geometric Brownian motion model

Suppose the dynamics of the discounted? asset price process under P follows the
Black-Scholes model

1
dS; = S pdt + odW;],  S; = Spe”WVrtn—307)

where W, is a standard Brownian motion. Assume the constant drift and volatil-

ity satisty u > 0,0 > 0.

2.2.1 Optimal Strategy

Under the risk-neutral measure Q*, W;* = W, + 0t is a Brownian motion, where

6 = L. The price process can be written as
« 1 9
dS; = SodW;, Sy = Spe”Vr 727,

The Radon-Nikodym derivatives are

dQ* 12 « lg2
7.8 Q _ o OWr—30°T _ —OW;+50°T

dP ’
L _dPr _ OWr+50°T _ OW;i—56°T
—=— .
Zr _ dP;

Proposition 2.7. Suppose the initial capital 0 < x < EY [H]. There exists a
y such that

— g
r=F [1{ZT<%}H:|7

and the wealth of the optimal strategy at time 0 <t < T is

X, = EY| L H | F).

1{ZT<§

Suppose the payoff is a function of the underlying price process H = H(St).
Then the usual delta hedge is optimal

Ay = 2 X(t,5).

ProoOF. The distribution of the Radon-Nikodym derivative is diffuse. There-

fore the optimal solution to (Primal-Shortfall) is ¢ = 1 H. Nothing else

1
{Zr<y}
is new in this proposition. o

Follmer and Leukert (2000) computed the optimal strategy for a call option

under this model. We will give an example of a bond.

2For simplicity of notation, we start with discounted prices to get rid of the interest rate.
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Corollary 2.8. In the simplest case when the option payoff is a constant, which
we assume without loss of generality is H = 1, suppose the initial capital
satisfies 0 < x < 1. Let y be the solution to

r=1- N(d+(0,y)),
where N(-) is the c.d.f. of a standard normal distribution and

Iny + 16%(T —t)
dJr(tuy) = 0 QT—t .

The wealth of the optimal strategy at time 0 <t <T is

o 1 1027 — 2 (In S, —In Sy + 202t
thl—N(d+(t,th)):1_N<ny+2 z (IS —n Sy + 50 ))

0VT —t
The optimal strategy is

. 1 dy (t,yZe)?
7ATt = AtSt = —— € 2
o/ 2n(T —t)

PRrROOF. The existence of y follows easily from the fact 0 < = < 1.

X, = EY

*

| Fe] =B y | Fel =1 N(d+(t,yZ)).

[1{ZT<%} l{ZT—t<yLZt

Noticing that
Z, = e~ 2 (InSi=InSo)—500t+356%t

)

we get the two expressions for X,. The delta hedge is derived by simple differ-

entiation. o

2.2.2 HJB Approach

Another standard approach to solve the optimal control problem is to check the

HJB equation. Rewrite the self-financing strategy as
dXt = AtdSt = AtSt(,LLdt + O'th) = Ft(ﬂdt + O'th)7

where m; = A.S; is the monetary amount invested in the underlying. In the
simplest case when the payoff function is a constant H = 1, our optimal control
problem can be written as

maXE[XT/\].} s.t. dXt :Wt(ﬂdt+0'th), Xt ZO, 0 §t§ 1.
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Define the value process as
u(t, X;) = max E[Xp A 1]F],
where X € X(z) is the optimal solution. Suppose u,(t,z) and wu,(t,z) exist.

Using the usual verification lemma argument, we derive the HJB equation:

max  (u(t, ) + prpug(t, ) + 1027Tt2um(t, x)) =0,
admissible 7

with the boundary condition u(T,x) = x A 1. Define
a(t, X;) = E X7 A 1]F),

where X, is the wealth process defined in Corollary 2.8 associated with the

strategy 7;. We will check their optimality in the following lemma.
Lemma 2.9. The value function u(t,x) satisfies
Uy (t, x) 4+ piyliy (t, @) + 202770, (t, 2) = 0,

with the boundary condition 4(T,z) =z A 1.

PrROOF. The value function 4(t,z) can be computed as follows:
a(t, Xy) = E¥[ X7 A 1| F]
—1-N (d+(t,th) - 9\/T——t)
—1-N (N—1(1 ~X) —Wﬂ) .
Therefore,
a(t,e)=1— N (N’l(l ) — 9\/T——t)
Aa(t,2) = —N' (N1 (1 —2) — VT 1) ———

t )_N'(N_l(l—x)—ev —1)
Ualtr ) = N'(N-1(1—2))
:eemN_l(lfm)f%OQ(Tft)

2\/

0T —1

NI Y

PN, el G Gk el L}
(VN1 — 2))

Uy (t, ) = Uy (t, )
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Recall
1 (v ta-o)° 1
Fta) = — T = — L NN (1 —a)),
o/ 2n(T —t) ovT —t
then

ity (t, ) = \/%N’ (Nfl(l —z) — 9@) .

It is routine to check the value function @ and strategy 7; satisfy the HJB
equality
Uy (t, ) + pitig(t, ) + 20?720, (8, z) = 0.

2.2.3 Duality

Recall in the proof of Lemma 2.9, we have computed the value function to the
(Primal-Shortfall)

u(@) = a(0,2) =1 - N (N*1(1 ) eﬁ)
N’ (N—1(1 —z)— WT)
N/'(N-Y1—xz))

At the beginning of Chapter 2, we have explained the optimal value function to
the (Dual-Shortfall), when H = 1, is

v(y) = El(1 —yZr)"].

We would like to check the duality results we have derived in Section 1.4.

u'(2) = 1, (0,2) = _ OVT NN (1-2)-30°T

Lemma 2.10. The optimal value functions in the case of H = 1 satisfy the
duality equality

v(y) = u(z) — 2y, when y=u'(x).
(.’E) _ eeﬁN71(17I)7%92T

Proor. Note that when y = v’

)

v(y) = E[(1 —yZr)"]

=F (1 — eaﬁN_l(lx)%WTeOWT%e?T) +1

=1-N (N71(1 —z) — Gﬁ) — xeeﬁNﬂ(l—z)—%ezT

= u(x) — zu'(z) = u(z) — zy.
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2.3 Geometric Brownian motion with Poisson

jump model
Suppose the dynamics of the discounted® asset price processes under PP are

dS} = S} [prdt + o1dWy — (1 — a1)(dN; — Adt)],
dS? = S? [padt + o2dW; — (1 — a)(dN; — Adt)],

where N, is a standard Poisson process with intensity A, and W; a standard
Brownian motion. Assume the constants satisfy p; > 0,0; > 0,0 < a; < 1, A >
0 for ¢ = 1,2. The Doléans-Dade formula gives the solutions to the above

stochastic differential equations
Y N
Stl _ S&eothJr(p«l 5o1+(1 al))\)tall\ft 7
1
St2 _ Sgeﬂz Wit(p2— §0§+(1—a2)/\)taé\7t )
Note that the prices follow geometric Brownian motions when there is no Poisson

jump. In the case when a jump occurs, the prices jumps down to a fraction of

themselves ;S for i =1, 2.

Kirch et al. (2002) and Nakano (2004) computed the shortfall risk minimizing

strategy when the loss function is I(z) = % where p € (1,00). We present, in

this section, the results for I(z) = .

2.3.1 Optimal Strategy

Assumption 2.11. Suppose (¢,v) are given as the solutions to the following

equations
i+ o1y — (1 —a)Av =0 N Y= _71190;?023:?122;?;3
p2 + o2tpy — (1 — az)Av =0 v= _/\((17521)602;—;221(:1041)02)‘

We assume 1) < 0 and v > 0 for computational reasons.*

Under the risk-neutral measure Q*, Wy = W, — ¢t is a standard Brownian

motion, and Ny—\*t is a compensated Poisson process, where \* = (14+v)A > A.

3For simplicity of notation, we start with discounted prices to get rid of the interest rate.
4These conditions can be relaxed and the corresponding optimal solutions can be computed.



2.3. GEOMETRIC BROWNIAN MOTION WITH POISSON JUMP MODEL33

The price processes can be written as
(1 *

dS! = 8L [o1dW; — (1 — a1)(dN, — A*dt)], S! = Skem Wi —(3oi-(—anAMt N,
w1 *

dS? = 2 [o2dW; — (1 — an)(dN; — Ndt)], S7 = SZemi~(27a= (=020l N

The Radon-Nikodym derivatives are

* x\ N1 . 1 1
Zr = dQ = )‘_ e~ (A —/\)TewWngwQT =1 +V)NT e—)\uTewWngdﬂT’
dP A
A" Nr . w1 9 N R
= <7> e~ W' =NT YWr+59°T _ (1+ )7 e~ MWT Wit 5 T,
N N
1 o ( : > ' 6’(’\*)‘*)Te_wWT+%w2T = ( : ) : eAVTe_"/)WT*‘%sz

Zr  dQ*  \ I+wv
N N
i : e*()\*A*)Te_wW;“_%sz = L ’ eAVTe_wW;_%sz.
A\* 1 +v

The Radon-Nikodym derivative process satisfies the SDE

dZt = Zt,[idet + I/(dNt — )\dt)]
Proposition 2.12. Suppose the initial capital = satisfies 0 < z < EY [H].
Then there exists a y such that

— pQ”
r=F [1{ZT<5}HL

and the wealth of the optimal strategy at time 0 <t < T is
X, =EY

1 H | Fe .

[I{ZT<§}

Suppose the option payoff is a function of the underlying price process H =
H(SL, S2). Then the optimal strategy (AL, A2) is defined by

Alo S} 4+ A20582 = Xa(t,8),52 )o S} + X2 (t, S}, 52 )0y 82,
Al(1 —a))SE + A2(1 — )82 = X(t, S}, 82 ) — X(t,nSL_, apS2 ),
where X1 (t, S}, 52 ) and X, (t, 8L, S2 ) denote the partial derivatives, and
dX(t,S},82) = AldS} + A%2dS?.

The solution of the optimal strategy can be written as

Al _ (1—2) (X1 (,87_,87 )01 87 _+X,2(,S)_,S7_)0257_)
Lt St_(1—az)o1—(1—a1)o2)
o2 (X (t,a18;_ 0087 )—X(t,8]_,57))
S%_((lfaz)o'lf(l*al)o'z) ?
A2 (1—01) (X1 (6,87 _,87 )o18;_+X,2(+,S;_,S7 )o257 )
t Sfi((l—al)ag—(l—az)ol)
o1 (X (t,a187_ 0287 )—X(t,S}_ .57 ))
+ S? (1—a1)oz—(1—az)o1) :
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ProOOF. The distribution of the Radon-Nikodym derivative is diffuse (¢ # 0 by
Assumption 2.11). Therefore the optimal solution to (Primal-Shortfall) is § =

1{Z 1 }H. By theorem 1.19, we know there is a y € du(x) such that E¥[gh] =
oL
Y

xy where h is the optimal solution to (Dual-Shortfall). By the discussion at the
beginning of Chapter 2, we know h = yZr. Therefore there exists a y such that

v = BlgZr] = 515 = B (1, 1, H)

Since
Sl Sl oW —(201 (1—ap)X* )t Nt

52 SQ oo W[ 7(202 (1—a2)A")t é\’,

In cuo (ln Si—In Sé+(§aff(lfa1))\*)t> —Inoy (ln S2—1n S2+(
o1lnas—osInaq
o2 (ln S;—In Sé—&-(%af—(l—al))\*)t) —o1 (ln SZ—In Sg—&-(%ag—(l—ag))\*)t)

oo lna)—oq Inas )

Zi= (14 0)™ ef)\ytellth*+%¢2t _ eth*Jrln(H»u)NtJr(%wzf)\u)t

%agf(lfoq))\*)t)

Wy =

Nt:

b

we can see that Z; is a function of (¢, S}, S?). By the assumption H = H (S}, 52),
we know the process X possess the Markovian property and can be written as
a function of (¢,S},S?). Since we have a complete market, the optimal value
function can be replicated by trading in the stocks,
dX(t,S},8%) = AldS} + A2ds?
= (AloySE + A26yS2 )awy
— (Ap(1 = 1) S+ AF(1 = a)S7)d(N, = A"1).
On the other side, It6-Doeblin formula and the martingale property of X, give

dX(t,S},S? t,8% 82 )dt + X (t, S, 82 )dS}t + X2 (t, S, 82 )dS?
t t t t t

Xogr(t, 81,82 )d(S*), + Xy1,2(t, 8L, 82 )d(Se, 52¢),
Xz (t, S\, S7)d(S%)s

=X,
n
n
+ (X (t, 0151, 0082) — X (t, S, 53_)) dN,

(t
1
2
1
2

51 (t7 Stlfa S?f)AStl - XS2 (t’ Stlfv Sz?f)AS?
= (Xt S, S )0 S + Koot S, SE)oaSE ) Wy
+ (X(t, 8L asS2 ) — X(t,SL Sf_)) (dN, — \*dt).

Therefore, the optimal strategy (A%, A?2) satisfy the given equations. o
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Remark 2.13. If

1—0(1 _ (t Stl 752 ) (t Oélstl ,05252 )
o1 Xa(t,SE,82 )01 St + X (t, SL, 82 )ouS2
then A .
Al X1 (¢,8;_,S2 )o1S}_+X 2(t,S;_,S7_)o2S7_
At = G’lst17 ’
A? = 0.

In this case, the first stock has the same ratio of quadratic variation between
jumps and the continuous variation part as the option does, and is the only
instrument necessary for hedging. However, the price movement of the second
stock still affects the hedging ratio.

Define
xp(T) = P*(Nr = k)
=P (ZT = (A_/\*)ke(A*A)Te¢W;+%w2T>
= e NI g = 0,12,

Corollary 2.14. In the simplest case when the option payoff is a constant,
which we may assume without loss of generality is H = 1, suppose the initial
capital x satisfies 0 < x < 1. Let y be the solution to

T = Zxk N(dy(y,T))],

where T =T —t is the time to maturity, N(-) is the c.d.f. of a standard normal
distribution, and
Iny+kIn(l+v) + (392 — )7

e |

The wealth of the optimal strategy at time 0 <t < T is

dy (y’ T) =

Zxk N(dx(yZs,7))]-

The optimal strategy (A%,Af) can be explicitly computed from the formulae in
Proposition 2.12 with the equations

N 1
Xa(t, S, ST )onSi_ + Xea(t,Sp_, 57 )0 87 = Zwk N'(di(yZi-, ))F;
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X(t,alStl ,O[QS2 ) — Xt(t Stl ,52 )

= —Zfﬂk N(dk1(yZe—, 7 +Z$k N(d(yZi-,T))
> k

= (1 - W) g (T)N(dg(yZi—, 7)) + 2o(T)N(do(yZi—, 7).
k=1

Proor. The existence of y follows easily from the fact 0 < z < 1. The value

function of the optimal strategy is the expected value of (discounted) payoff in
a complete market,

X(ta‘s’tlaSE)ZEQ*[ {Zp<= }|]:t]
— Q"
=BT [ {Z- <th ‘}—t]
Z N(di(yZe, 7))]-
Therefore,
Xa(t,S,82)
1
—Zxk N'(d(yZ: -, ))]W
In as 1 02 1
- Ty —— —1In(1 —_—
K (wallnagoglnal Stl_ n< +V)011H04270'21H041 St1—>
1 (Ylnay —oosIn(l+v)\ — , 1
= — N'(dg(yZ,_ —
St1< orlnas —oslnog kZ:Om(T) (dr(yZi ’T))wﬁ’
X (t, St ,52%)
1
—Zxk N'(dk(yZ:-, ))]W
71110[1 1 —01 1
Zy_ —— —In(1 —
¢ (¢011DCK2—0‘21H041 S2. n( er)allnag—aglnale)
1 YInag + o1 In(1 1
= — Z I p——
Stz_( 0'11110[27021110&1 >Zxk dky b= ))1,[}\/;
We get,
1 Q2 2 2 1
Xa(t,8) .82 Vo 8} + X (t, S}, 5% )0y 82 = Zxk N'(dy(yZo—, 7)) —=

%
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Since
Z(t,alstlfa 0425152—) = Z(tv Stlfa 51527)(1 + V)v

X(t alStl ,01252 )—Xt(t 5751—’52 )

—Zwk N(dp(yZe—( Zxk N(dp(yZ:—, ))]
:—Zxk N(dp(Zi—(1 +v), +Z«Tk N(dk(yZ:-,))

- _Zxk(T) dk+1 th s T +Zxk dk th ) ))

=3 N T Zxk N(di(yZe 7))
k=1
> k
= Z (1 T) i (T)N(dp(yZe—, 7)) + 2o(7)N(do(yZi—, 7))

2.3.2 HJB Approach

Another standard approach to solve the optimal control problem is to check the
HJB eqaution. Rewrite the self-financing strategy as
dX, = AldS} + A%4s?
= AlS} [pydt + o1 dWy — (1 — o )d M)
+ A28 [padt + o9dW; — (1 — ag)dM;]

= ﬂ'g [prdt + o1dWy — (1 — aq)dMy] + 7rt2 [padt + oodWy — (1 — ag)dM],
where dM; = dN, — \dt is the compensated Poisson process under P and 7} =
AiSt, ¢t = 1,2 are the monetary amounts invested in each underlying. In the

simplest case when the payoff function is a constant H = 1, our optimal control
problem can be written as

max E[X7 A 1],

where dX; = 7} [uldt+alth — (1 — a1)dMy) + 72 [podt + o2dWy — (1 — ag)d M),
X; >0, forall 0<t<T.

Define the value process

u(t, X¢) = max E[X7 A 1|F],

‘ﬂ't ’Trt
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where X, € X (x) is the optimal solution. Notice that X, possesses the Marko-
vian property. Suppose u:(t,x) and u,(t, ) exist. Using the usual verification

lemma argument, we derive the HJB equation:

max  wy(t, ) + [m) (1 + (1= an)A) + 77 (p2 + (1 — a2)A)]ug(t, )
admissible 7}, w2
+ %(thal + 7r25202)2um(t,x) + AMu(t,z — (1 — oz1)71'1‘5l —(1- ag)ﬂf) —u(t,x)] =0,
with the boundary condition u(T,x) = x A 1. Define

a(t, X;) = E[Xp A 1|F),

where X, is the wealth process defined in Corollary 2.14 associated with the
strategies 7} and #Z. We will check their optimality in the following lemma.

Lemma 2.15. The value function 4(t, x) satisfies

Gy (t, @) + [y (pn + (1= a)A) + @ (u2 + (1 — az)N)]a. (t, z)
+ %(frtlal + 7209) 2 lige (t, ) + At 2 — (1 — aq) 7} — (1 — ao)7?) — a(t, x)] = 0,

with the boundary condition 4(T,x) = x A 1.

PRrROOF.Define
ye(T) =P(Np = k) = e*AT%, for k=0,1,2...
The value function derived from X; in Corollary 2.14 can be computed as follows:

a(t, Xy) = E[Xp A1|F]

= "k ()[L = N(di(yZe,7) + /7).

k=0

Recall from Corollary 2.14 that X, and Z, are related by

oo

X(t,2) =Y an(r)[1 = N(di(yZ:, 7)))-

k=0

We can see that both @& and X are functions of Z. Therefore,
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Zyk N(d(yz,7) + V7)),

where z = Zxk N(dp(yz,7))],

i, Zneo (NN (i (y2,7) + VT =57
D Y X o S A e

(DN (delyz,7) + /)
S0 2k (1N (di(yz,7)

Uy (t, ) =

itz — (1 - an)n} — (1 - a)n?) Zyk Ny 7) + 0V

= Zyk N(dpt1(yz, 7) + V7)),

where x — (1 — aq) 7} — (1 — o) = Zxk(T)[l - N(dk(:yzl Jlr Vﬂ'))]

= ka(T)[l — N(dk41(yz,7))],

o ¥k (TN (di(yz 15, 7) + VT
o Xiowk()N(dk(yz 7))
_ 2o k()N (diia (yz, 7) +V/7)
Do Tr(T)N (A1 (y2, 7))

dgs (t2) _ 1 1
(o 2w (T)N'(di(yz, 7)) Xizo @r(T) =N (di(y2, 7)) ==

{Zyk dyorm) + ) (—diyz,m) — VT s S op (TN (A7)

k=0 k=0
—Zyk N'(di(yz,7) + V1) Zxk N'(dr(yz, 7))(=dx(yz, 7))
1

T (O wk (DN (dr(yz, 7))

{Zyk (dr(yz, 7) + V) (di(yz,7) + PV/T) Z:vk N'(dy(yz, 7))

Uy (t, ) =

—Zyk N'(di(yz,7) + ¥V/'7) Zxk N'(di(yz, 7))dr(yz, T))}
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To find 4 (t, x) we need

dxzt(ﬂ = N2k (1) — 2p-1(7)), dyfhET) = AMyr(1) = yg—1(7)), for k =0,1,2...,

where we define z_1(7) = y_1(7) = 0, and

Ddp(yz,7) (37 = A (=vT) = (Inyz + kIn(1+v) + (39° = A)7)5 =
ot T P27
_ di(yz,7) %wQ — A\
21 VT
Then
g(ty ) = g+ s - 2 = Uy + s - — b = @y — 11y - g
= > AMuk(1) = yk—1(7))[1 = N(dp(yz,7) + v/7)]
k=0
di(yz, % — A
Zyk N'(dg(yz, 7) + Y/T)] < k(gj o de)ﬁv - 23;)

_ Zk:o ye(T)N'(di(yz, 7) + ¥V/7)
> oo 2k (T)N'(di(y2, 7))

A (2 (7) = 21 (7)1 = N(di(yz,7))]
+

M8

=
Il

0

2, (T)[=N'(di(yz,7))] <dk(y2,7') Ly? - Ay)}

NE

2 —0VE

k

2
M8°

yk(T)N(di(yz,7) + Pv/7) +A2yk N(dy1(yz,7) +YV/T)

k=0 k=0
_Zyk dk?ﬂﬂ*‘ﬂ’f)(%)

Zk o Yk (T)N'(dr.(y2, 7-)+¢\/_ i .
> neo ke (T)N(dr(yz, ) {)\ Z k(T)N (di(yz, 7))

—\* Zxk N(dgs+1(yz, 7))

—&—Zxk YN’ (di(yz, 7)) <W+2i/;;>}
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Recall
) _ 1 (1 —as)
7r1(t7x)— 0o —(—ano {Zxk "(di(yz, 7)) \/Fz

< vak N(dp41(yz, 7)) + ka (dk(yZaT))> }a

k=0

(1 — 051)

) = " (1-ag)ar — : (1—aq)o {Zxk (dlyz,m)

o1 (—Zxk(T) (di+1(yz,7) Zxk N(dg(yz, T)))}
k=0

%

We have
frl(t,x)ol + 72 (t,z)og = Zxk N’ (dy(yz, T))\%
w(t, JJ)(M + (L= a)A) + 72t @) (pa + (1 — az)))

Zxk N'(dg(yz, 7))

¥ (Z 2k (T)N (di+1(yz, 7) Zxk N(dg(yz, T))) .
k=0

It is routine to check the value function @ and strategy m; satisfy the HJB
equality

Uy (t, @) + [77 (p1 + (1 — 01)A) + 77 (2 + (1 — a2)A)]da (t, x)
+ %(frtlal + ﬁfag)zam(t, x) + A[a(t,z — (1 — aq)7 tl -(1- C¥2)7Tt2) —a(t,z)] =0.

<

2.3.3 Duality

Recall in the proof of Lemma 2.15, we have computed the value function to the
(Primal-Shortfall)

U( = ﬂ 0, 1' Zyk dk(y’ )+1/)\/T)],

where x—Zwk N(dk(y,T))], and

W (2) = 1, (0,2) = S22y (T)N' (di(y, T) + v/T)
o e ok (T)N'(di(y, T))
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At the beginning of Chapter 2, we have shown that the optimal value function
to the (Dual-Shortfall) is

v(y) = BE[(1 - yZ7)"],

when H = 1. We would once again like to check the duality results we have

derived in Section 1.4.

Lemma 2.16. The optimal value functions in the case of H = 1 satisfy the
duality equality
v(y) = u(z) —xy, when y=u'(x).

PROOF. Note that when y = v/(z),

El(1—yZr)*) = E

+
QT
1
=F [E [(1 —y(1+ l/)k e_A”TewWTEWT)

1{%>dk(y,T)+wx/T} ’NT - kH

=3 " y(D)[L - N(di(y, T) + $VT)]
k=0



Chapter 3

An Incomplete Market
Model

3.1 Set up of the mixed diffusion model
Suppose the dynamics of the discounted! asset price process under P are
(11) dSt = St_ [/J,fdt + O'tth — (1 — Oét)th] s

where M; = N; — fg Asds is a compensated Poisson process, and W; a standard
Brownian motion. Assume pu; > 0,0 > 0,0 < ay < 1, A; > 0 to be predictable
processes. The Doléans-Dade formula gives the solution to the above stochastic

differential equation

. . . 1
St o S(O)ejot In ozSdNSJrj[f O'SCIWSJrJOt(,qu§J§+(17QS))\S)dS.

Note that the price follows an It6 process when there is no Poisson jump. In
the case when a jump occurs, the price jumps down to a fraction of itself aS.

Remark 3.1. Since we have two sources of uncertainty and only one price

process for hedging, the market is incomplete.

Proposition 3.1 in Bellamy and Jeanblanc (2000) uses the martingale repre-

sentation theorem to characterize the Radon-Nikodym derivatives of the local

IFor simplicity of notation, we start with discounted prices to get rid of the interest rate.

43
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martingale measures with respect to P

é . B P d@ B t t
M—{Q.Zt_E [ﬁ)ft}—exp{/o wdes—g/ongds

—i—/ot In(1 + vs)dNs — A /Ot Z/Sds] is a martingale,

and the predictable processes v; and vy satisfy

et oty —M(l—a)ry =0 and v > -1 dP®dt a.s.}.
Obviously, the Radon-Nikodym derivative satisfies the SDE

dZt = Zt, [’(/)tth + thMt] .

3.2 Characterization of primal and dual sets

Recall the set of admissible self-financing portfolios starting at = defined by
(1.1) in Chapter 1 is

t
X(x):{X’thx—I—/ £,dSs >0 P—a.s., for OStST},
0

where ¢ is a predictable process. The dual set defined by (1.3) in Chapter 1 is
Y(y)={Y >0 | Yy =y and XY is a P-supermartingale for any X € X(1) }.

We will derive some general results characterizing these sets in the setting of
chapter 1 based on the assumption of the price process dynamics (1.1) which
are independent of the problem of minimizing shortfall risk raised in Section
1.4.

Lemma 3.2. Assume (1.1). Xy =z + fot &sdSs is an element of X(x) if and
only if
& < chiﬁ on the set {X;— >0}, and

& =0 on the set {X;_ <0}.

PrROOF. When X;_ >0 and AN; =1,

X, =X, +AX, >0 & AX,>-X, &

—(I—a)&S- > =Xy & & < uja(ﬁ
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In this particular model, we can characterize the dual set Y (y) by the following

lemma and proposition.

Lemma 3.3. Assume (1.1). Yy € Y(y) if and only if Yy > 0 has the decompo-
sition

Yi=2 — Ay,

where Zy is a local martingale under P starting at Zy = y with the representation
dZt = Zt— [¢tth + thMt] ,

where Wyand v, are predictable processes, and Ay is a predictable and increasing
process with Ag = 0 which can be decomposed into the part that is absolutely
continuous with respect to the Lebesgue measure, the singularly continuous part

and the jump part, i.e.,
dAt = atdt + dAi + AAt,
so that the following equation holds true

(22) 0 < 015 = /«Lty;tfﬂ‘th {Utwt - )\t(l — Olt)l/t} < (1—at)at, dP®dt—a.s.

PrROOF. Let Y € Y(y). Since 1 € X(1), Y is a supermartingle. Using the

Doob-Meyer decomposition we can write
}/t = Zt - At7

where Z is a local martingale with Zy = y and A is a predictable and increasing

process with Ay = 0. The martingale representation theorem gives
dZt = Zt— [¢tth + thMt] y

where v; and v, are predictable processes. Obviously, A; can also be decomposed
into three parts
dAt = atdt + dAz + AAt,

where the first part is absolutely continuous with respect to the Lebesgue mea-
sure, the second is the singularly continuous part, and the last is the pure jump

part. Notice that since A is predictable, N and A do not jump at the same time
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P — a.s.. Therefore for any X € X(1) and Y € Y(y), Ito’s lemma gives

t t t
Xth:/ Xs,dY';Jr/ Ys,dX§+/ AXEY) o+ Y (XY, - X, Y,)
0 0 0 0<s<t

t t
= / Xs-Zs_ (0sdWy — Asvsds) — / Xs—(asds + dA?)
0 0
t t
+ / Yo &sSs—[pnsds + osdWs + A (1 — o )ds] + / 0sZs_1sSs_Esds
0 0

/t [(Xsf - (1 - as)gssz)(szf + Zsfys) - Xsfyvsf] st
0

+ 3 X (Ve — DA — XY, ]

0<s<t

t
= “local martingale part 7 — / Xs_dA; — Z X ANA,
0 0<<t

t
+ / [_Xsfas + ,U/sYstfssz + UsZsfwsszgs - As(l - as)gsssfzsfys] ds.
0
XY} is a supermartingale if and only if
(2.3) —Xs—as + &Ss— { usYs + Zs_ [o51hs — As(1 — as)vs] } <0

holds dP ® ds — a.s. Therefore, Y € Y(y) if and only if (2.3) holds for all
X € X(1). Let

0 2 wYim + Z_ {ophy — M(1— ) } .

We now show how to use Lemma 3.2 to prove that the inequality (2.3) which
can be written as

(24) —Xt,at + ftSt,Ot S 07 dP X dt — a.s.
is equivalent to
(2.5) 0<0; <(1—ap)at, dP®dt—a.s.,

and therefore finish the proof of this lemma. Let 7 = inf{¢t : 6; < 0} and
7=1inf{t > 7:6 >0} AT. Suppose P(7 — 7 > 0) > 0. Define

a X
& = (QttStt_ - 1) Tix, >0y l{r<i<s)-

Note that & is a predictable processes and X; = 1 + fot £5dS; is well-defined.
Since & < 0 < O—iﬁ on the set {X;_ > 0}, & is an admissible strategy
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by Lemma 3.2, and X € X(1). Let 7/ = inf{t : X; < 0}. Because £ = 0
on [0,7], X; = Xo = 1. Since & < 0, X; does not jump to 0, and therefore
P(+'—7>0)=1and P(7"A7—7>0) >0. On the set [r,7" AT],

—Xi—ay + &S5 0; >0,

a contradiction to (2.4). Therefore, P(7 —7 > 0) =0 and § > 0 dP ® dt — a.s.
Let B = {(t,w) : 6, > (1 — oy)a; }. Define

X
ft = ml{m_>o}13-

Again by Lemma 3.2, & is admissible and X € X'(1). Then on set BN{X;_ > 0},

X;-0 0
~Xpar + &S0y = —Xpap + = Xy | —ap + — >0,
1-— Qg 1-— Qg
a contradiction to (2.4). Therefore, P(BN{X;_ > 0}) = 0. Since the first jump
of the Poisson process is not predictable, P(B) = 0. We have (2.4) = (2.5). For
the reverse direction,

0. X
—Xi—a; + &S50 < —Xy_a, + 1t L

— oy

0
Xt—< ! at>§07
1—04,5

by Lemma 3.2, and (2.5). Thus we have (2.5) = (2.4). o

Proposition 3.4. Assume (1.1). Let Yy = Z;— A; € Y(y) be given. Then there
ezists a local martingale Z, € V(y) such that Zy >Y,. Z; has the decomposition

dZt = th[itth + Dtht] on [O,T), s.t. ot + O—t’(/’}t — )\t(l — Oét)Dt = 07
Zy=0 on [r,T),

where the stopping time T is defined as T = inf{t > 0: Z < 0}.

Remark 3.5. Recall from Theorem 1.18 in Section 1.4 that the (Dual-Shortfall)
problem has an optimal solution. A consequence of this Proposition when applied
to the shortfall minimization problem is that the optimal solutions are obtained

by local martingales of the above form in this mized diffusion model.
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PrOOF. Define the stopping time
Ty =inf{t>0:Y,=0}.

Since Y; is a nonnegative supermartingale, we have Y; = 0 on [r,T]. Define Z;
to be a process with Z(0) = y satisfying

dZt = Zt—['(;tth + Dtht] on the set [O, Tz),

Z; =0 ontheset [r,T],

where

T, =inf{t > 0: Z <0},

. w 7
wt i ]-[O Ty))
- Vtth ¢ H
= 1 —1
vy { Y, + /\t(l — Oét)}/t— } [0,7y) + At(l — Oét) [Ty,m2)>

“Z,>Y7: On[o,7,):

t t
. 1 - 11 - i i
log Z :10gy+/ ~—dZ§——/ A2+ Y (1ogzs—1ogzs,)
t 0 Zs— 2 0 ZSQ* 0<s<t

t t t t ~ ~
= [Fdaaw.— [ pds - / iy [og B2y,
0 o
'l;[)s s— / A Vs s— /t 93
A 4
/ e 0 (1_045)}/5— °

w2z2
_ 5/0 vz ds+/ log(1 + 74)dN,

L S B | .
log Y, = 1ogy+/ YﬁdYng/O Frd e+ 3 (oge —log¥ic)

E NV Zs
— —d
o /0 v "

sZ AY, AY,
_5/0 vz ds—i—/log(l—i-ys_)d]\fs%—Zlog(l—{—YS_)AAs

0<s<t

Notice that at the jump times of A, AY; = —AA; < 0, P — a.s. because A is
predictable and thus A and N do not jump at the same time. By Lemma 3.3,
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0s < as(l — as), P— a.s.. Therefore,

lo ——/ti as.ds + dA% — s ds
A S T 1-a,

! _ AY; AY,
+/0 [log(l—l—%)—log(l—&— v )] dNg — Z log<1—|— Ys_>AAS

s—

0<s<t
t
AYs
> / [log(l + ) — log (1 + )] dN
0 }/s—
But at the jump times of N,
ANYs NZg wvsZs
= = < Vs,

Yoo Yo Y-

because Lemma 3.3 gives 0, > 0, P — a.s.. Therefore, log )Z;—; >0, ie., Z; > Y,
on [0, 7).

On [1,, T}

Z>0=Y,.
“Z, €V Zy>Y,>0.0n the set [0,7y),

~ 5 O Ly M(1 — o) 2y 0
e

1
=y (Yoo + o Zo — N(1 — a)vy Zy— — 0]
t7

=0.

On the set [7y,7.), 1 + Ut’lzt — M(1 — o) = 0 by definition. By Lemma 3.3
we conclude that Z; € Y(y).

“Local martingale property ”: Since a stopped local martingale is a local

martingale, by construction, Z, >0 is a local martingale. o

3.3 An open question - Is the solution to (Dual-

Shortfall) a martingale?
Recall the (Dual-Shortfall) problem from Section 1.4.

= inf EF[QA-Y)tH|= inf EP[(1-h)TH].
v(y) youd [( )YH ] et [( )YH ]
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From Remark 3.5, we know that there is an optimal solution to (Dual-Shortfall)

that is a local martingale Z € )(y) with the decomposition

(36) dZt = Zt—[qﬁtth + ﬂtht] on [O,T), s.t. 125 + O't’(zt — )\t(l - (Jét)ﬁt = 07
Z,=0 on [r,T),

where the stopping time 7 is defined as 7 = inf{t > 0 : Z < 0}. If ¥ and ¥
are bounded processes, then Z; will be a martingale?. Since we are maximizing
a convex function (when H = 1), this reminds us of Hajek’s mean comparison

theorem from Hajek (1985) in the Brownian case:

Theorem 3.6 (Hajek’s Mean Comparison Theorem). Let x be a contin-
uous martingale with representation r, = xo + fot osdWs such that for some
Lipschitz continuous function p on R, |os| < p(zs). Let y be the unique solu-
tion to the stochastic differential equation ys = xg+ fot p(ys)dWs. Then for any

convex function ® and any t >0

E[®(x)] < E[®(y:)].

If we could extend the comparison theorem to our case, then the following lemma
would be sufficient to prove that there indeed exists an optimal Z € Y(y) satis-
fying dZ, = ZAt_[QZJtth + dMy ] when Z;_ > 0, for some bounded predictable

243

processes ¥ and © as long as - and C

—+t—— are bounded processes. This Z;
1—o) At

would be a martingale.

Lemma 3.7. Suppose an optimal solution Z € Y(y) to (Dual-Shortfall) has the
decomposition (y, ;) of (3.6). Define (14, 04) to be
h 5 Mt N M + oy
= (P AO) vV - — T
Yy = (Yr ) o, Vi 11—\
Then [{;| < |1y| and |04] < || Obviously, (b, 01) lies on the line between the

two points (—ﬁ—LO) and (O, uf’;ﬁ

However, counter-examples can be constructed to show that Hajek’s mean com-
parison theorem only holds in very specific cases and cannot be extended to

jump processes in general, see Vecef and Xu (2004).

2See corollary 3 in section 6, Chapter II of Protter (1995).
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3.4 Upper and lower bounds of the value func-
tion

From Remark 3.5, we know that there exists a dual optimal solution that is a

local martingale. Define the following set of interest
L={Z: Zy=1 and for the stopping time 7 = inf{t > 0: Z < 0}
Z has the representation dZ; = Zy_ [y dW; + v, dM; ] on [0, 7),
sty oy — (1 =)y =0,and Z; =0 on [1,7T]. }
We know that £ C Y(1) from Lemma 313 and there exists an optimal solution
Y € Y(y) to (Dual-Shortfall) satisfying % € L, for y > 0, from Proposition 3.4.

Theorem 3.8. Let x < T where T is the super-hedging price defined in As-
sumption 1.14. There exists some y and an Fp-measurable random variable 4
such that there is an optimal solution X € X(z) to (Primal-Shortfall) that can
be written as

XrANH =¢H = (1{0SyZT<1} +’Ay1{yZT:1})H7

where Z € L, and yZ € Y(y) is an optimal solution to (Dual-Shortfall). Pur-
thermore,

EP[XTZT] = 2.
PrOOF.It is a direct application of Theorem 1.18, 1.19 and Proposition 3.4. ¢

Recall the primal and dual value functions defined in Section 1.4 for (Primal-
Shortfall) and (Dual-Shortfall) in this mixed diffusion model are

uPP(x) = sup E¥ [HAXp]= sup EF [HAg];

XeX(z) g€eC(x)
BP : P + . P +
= f F 1-Y)"H| = f F 1—h)TH|.
V) = f BT A-DTH] = G B[R]

Here we use superscripts BP to indicate that the price process involve both
Brownian motion and Poisson process. We know from theorem 1.18 that they
satisfy the duality equality
vPP(y) = max{uPP (2) — zy] forany y >0,
Tz
uP(z) = m;{)l[vBP(y) +ay] forany z>0,
’UBP(yBP)

uBP(&BP) — 4BPyBP  when ¢BP €9

BP).

_ uBP ($BP)

)

or equivalently, 227 e —OUBP(y
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3.4.1 Upper bounds

For any Z € L, we can define

(4.7) v (y) = B [(1 - y2)" H],
(4.8) u?(z) = inf [vZ(y) + zy)].
y>0
Since vZ(y) is convex, decreasing with the right limits for the right-hand deriva-

tives, similar results can be derived as in Appendix B so we know u?(z) is

concave and increasing such that:
u? (y?) = v? (x?)+a?y? when y? € ou? (x?), or equivalently, 27 € —9v? (y?).

Lemma 3.9. u?(z) = E¥ [H] for z € [E¥[ZH], o).

PROOF. From (4.7), —v7(04) = EF[ZH]. Therefore
u?(E¥[ZH]) = v#(0) = E*[H].

From (4.8), u?(z) < v#(0). Since uZ(x) is an increasing function, we get the

desired result. o

Proposition 3.10. For any y > 0, we have

0B (y) < vZ(y).

Proor. By Remark 3.5, we know

vBP (y) = Jnf, EF [(1—yY)TH].

Since Z € L, we easily conclude vBF (y) < v?(y). o

Lemma 3.11. Suppose u; and ug are concave functions on [a,b] and there exist

some z* € (a,b) such that
(4.9) uy(z) —uz(z) < uy(z”) — uz(e”), Vo € [a, b],

then duy (z*) D Oua(z*) #£ 0.
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PRrROOF. For a concave function us(x), and an interior point 2* € (a,b)
Qua(z”) = {y|uz(z) < uz(z”) +y(x —2%),Va € [a, 0] }.

For any y € Qus(x*), (4.9) implies

uy(z) < up(2%) —uz(2”) + up(z) < w(2”) +y(e —27), Vo € [a, b,

thus y € duq (z*). o

Recall from Assumption 1.14, the super-hedging price Z is assumed to be finite

z2 sup EQ[H] < oo.
QeM

Theorem 3.12. Suppose 0 < z < Z. Then uPF(z) < u?(z).

B

PROOF. Since uF and u? are continuous functions on [0, Z] by Theorem 1.18,

we can define

ot 2 argmax {uBF (z) — u?(z)}.
z€10,7]

Suppose z* € (0,Z). By Lemma 3.11, we can pick y* € ouBF (z*) N ou? (x*).
From the duality relationship, we know uZ (z*) = vB (y*)+2*y*, and u? (z*) =

vZ(y*) + x*y*. Then for any = € [0, z], we have

’LLBP((E) o uZ(x) S UBP(:L'*) o ’LLZ(.’E*)
=P (y*) + 2yt — (WP (y) + 2ty) < 0P (y") — 07 (YY) <0,
by Proposition 3.10. Suppose z* = 0.

uP (2) — u?(z) < uBF(0) — u?(0) :071}1;% vZ(y) = 0.

Suppose x* = Z. Lemma 3.9 gives u?(z) = EF[H] and
uBP (z) —u?(z) < uPP(z) —u?(z) = E¥[H] — E*[H] = 0. o
Remark 3.13. Notice that we did not use any specific property from the jump-

diffusion price process in the above proofs. Therefore, this theorem can easily be

extended to the semimartingale models.

Remark 3.14. By Lemma 3.9 and Theorem 3.12, we know the upper bound is
effective on the interval x € [0, E¥[ZH]].
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We can specialize the above results to two familiar cases: the exponential Brow-
nian motion model and the exponential Poisson model. For the first one, the
stock price process is

dS; = Sy pedt + oy dWy .

There exists a unique Radon-Nikodym derivative process

where 60, = &.

1
ZtB — e Jo 0sdWs—5 [J 9?ds7
Os

For the second model, the stock price process is
dSt == St[utdt — (1 — Oét)th ]
There exists a unique Radon-Nikodym derivative process

ZN — eJgnA AN {020 where  AY = fhs +1(1 - Oés)>\s.
—a,

Obviously, ZB € £ and ZN € L. We can define the corresponding value

functions
vP(y) = E"[(1 - yZ7)* H], vN(y) = E"[(1 - y27 )" H,
uP(z) = inf [vB(y) + zy], uN () = inf [V (y) + 2y)].

y>0 y>0

Corollary 3.15. For any y > 0, we have

vPP(y) < min{v” (), v" (y)}-
Suppose 0 < x < min{ E¥ [ZBH], E¥[ZNH]} <Z. Then

uPP (2) < min{u®(z),u” (x)}.

3.4.2 Lower bounds

Recall from Lemma 3.2, X; =z + fot &sdS, is an admissible strategy if and only
if
X

A= oS on the set {X;_ >0}, and & = 0 on the set {X;_ < 0}.
— )5

& <

This is to make sure that X; does not jump below 0, and once it hits 0, it stays
there. In the case of option payoff H, the primal problem is

U(x) - admrirsls%t))(leX EIP [H A XT]
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Therefore, each particular strategy gives a lower bound for the value function
u(z). In the next section, we choose the strategy to invest the maximal amount
of capital in the stock to take advantage of the upward drift which, we call the
‘Bold Strategy’.® As in Section 1.4, define the super-hedging wealth process to
be

W, =esssup EC[H|F], Wo=2, Wr=H.

QeM
Define
Bold A& Xi— .
T T on the set {0 < X, < W, };
[Bold 20 on the set {X;— =0}

Bold 2 super-hedging strategy on the set {X;_ > W;};

where 7 is the super-hedging price, and
t
uP?(z) £ B [H A XE], where X £ & + / gboldys,.
0

Then w9 (x) < uPP(z) for all z > 0.

3.5 Numerical results

3.5.1 Call option case

Let H = (St — K)*. For the purpose of obtaining closed form solutions for
our numerical example, we let the parameters of the mixed-diffusion process be
constants. The stock price process therefore is
dSy = S;_[udt + odW; — (1 — a)dM,]
= Si_[odW;] — (1 — a)dM]
= S;_[odW; — (1 — a)dM]],

_L1,2 -
Sp = Soe[ﬂ 50 +A(1-a)][T+oWr+NrIna

1 2 *
_ —50°+AN(1—-a)|T+ocWi+Nrlna
—_ §pel-3ot A0 iNrino

where p > 0,0 > 0,0 < o < 1,A > 0. W} = W, + 6t is a Brownian motion
under EB[] when the Radon-Nikodym derivative is

oWy _Lg2
Z?zeeWT 20T g=".
o

3Intuitively, a more conservative strategy should work better because we don’t need to take

extra risk of bankruptcy for overshooting our goal too early.
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M = N, — \*t is a compensated Poisson process under EV[] when the Radon-

Nikodym derivative is

AN
ZN - (A_) B A Y Ul U0

A 11—«
Define
In Se — 1524 N1 - )T 1 -1 g2
O st LRSI USRS A L
oVT 0T

d;(n) £ di(n) — VT, d3(y) 2 daly) — OVT;

A —Iny+ (N =\T

ds(y) = v+ )

In\* —1In A\

We will compute, in the next two lemmas, upper bounds for our value function
from ZB and ZN.

Lemma 3.16. Suppose 0 < v < EP[(Sy — K)T]. There exists an N* and a y®
such that di(N* + 1) < d5(y®) < dj(N*) and

z=—00"(y") = BP[(Sr — K)" 115525}

e BT [Soer@-emeninan (a5y2) + oVT) — KN (d3(y”))]
n=0

n!

LS eI T [0y (d3n) + 0VT) - KN (di(m))].

n=N*+1

The corresponding value function can be computed

uB(x) = vB(yB) + xyB = E[(ST - K)+1{12szB}]

{5 XTI N (4, (4P) 1 oV/T) — KN (da(y”))]

N Z oxr (AT)" AT [Seﬂ““ a>1T+nlnaN( ()—i—a\/_) KN(dl(n))}-

PROOF. We need to solve for y2 such that

z=—0v"(y")
= —0E[(1—-yZ®)"TH]
= E[ZPH1 {58 784]
= E[Z5(Sr — K) 1155 25]
= EP[(S7 — K) " 1{15yn 28]
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Note that as y — oo, EP[(Sp — K)"1{15yz8y] — 0, as y — 0, EB[(Sp —
K) 115y z8y] — EP[(Sr — K)1], and EB[(Sy — K)T1{15,75)] is a decreasing
function of y. Therefore, if 0 < z < EZ[(Sr — K)*], we can find a y® that
satisfies the above equation. To be more specific, note that, conditioned on
Ny =n,

STzK@»—Wngl(n) WT<d()

VT VT
1>yB78 & 3/% <dy(y?) & j\//V% < d3(yP).

Then we can compute the expectation under the change of measure by Z7:
v = EP[(Sr — K) 115y 7m)]

S n 1 .
— Z e—)\T ()\;I;') EB |:(Soe[—502+>\(1—a)]T+0WT+n Ina K)
n=0

1 . ;
{%<d;(n),w—¢§<d§(93)}}

N
n 1 *
— § e—)\T ()\;1;') EB |:(Soe[—§0’2+>\(1—a)]T+UWT+nlna _ K) 1
n=0

1 «
+ Z AT (AT |:<Soe[—§JZ+A(1—Q)]T+0WT+nlna . K) 1
n=N*+1

N*
_ Zef)\T% [Soe)\(lfoz)T+nlnaN (d;(yB) +O’\/T) _ KN (d;(yB))]

—VﬁSd;(yB)}]

{ﬁ«l;(@}}

N Z T 0T {S Al—a)T+nlna py (d*( )+oﬁ) —KN(dT(n))]

n=N*+1
u®(x) can be computed from the following formula
(z) =

B

u®(z) = v (y") + ay”

1—yPZP) Y H) + yPE[ZP H1 155 784]

(
(1—yPZPYH1 155 28y] + E[yP ZP H1 (155 254

I R

[
[
[H1{1>y575y]
(ST — ) 115 ym2m)]

o AT (Af!)" [Soe[u+A(1—a)]T+n1naN (d2(yB) +o\/T) _KN (dg(yB))}

0
9]

+ Z 7)\T()\T |:S eNJr)\(l oz)]T+nlnaN (dl( )—FO’ﬁ) —KN(dl(n))} o
n=N*+1

| |
=

n
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Lemma 3.17. Suppose 0 < x < EN[(Sy — K)*]. There exists an N* and a
yN where dz(yN) = N*, and 0 <~ < 1 such that x € —9v™ (y"V) and

z = EN[(Sr — K) 1psyv gy + vV EN[(St — K)Tloyv zny]

= Z efA*TT [SOG[H+A(17Q)]T+7”HQN (dl(n) +O’\/T> _ KN (dl(n))}

n=0

e (NN .
4N e W7 N*), [Soe[“+’\(1_°‘)]T+N o (dl(N*) +a\/T) ~ KN (dl(N*))} .

The corresponding value function can be computed
u (x) = oV (") + ay™
= E[(Sr — K) " 1asyvzvy] + YV B[(S7 — K) 1y~ zny]
N*—1 (AT)"
_ Z ef)\T—' |:SO€[H+)\(170¢)]T+nlnocN (dl(n) +CT\/T> _ KN (dl(n))}
n!

n=0

LN AN 1 -l eN ma s (4 (N) 4 oy/T) — KN (dy (N
e N | Soe 1(N%) +o (d(N7))] -

PrOOF. Note that
—0vN(y) = [E[ZVHlpsyzvy) s E[ZY Hlgs vy
We would like to find a yv such that € —9v™ (y"). Then there exists 0 <
4N < 1 such that
xr = E[ZNH1{1>yNZN}] + ’}/NE[ZNHl{l:yNZN}}
= E[ZN(ST - K)+1{1>yNZN}} + ’yNE[ZN(ST - K)Jrl{l:yNZN}}
= EN[(ST — K)+1{1>yNzN}] + ’yNEN[(ST — K)+1{1:yNzN}].
Note that ZN > ¢~ (" =NT | Therefore
e When y > e =N EN[(Sp — K)T15,2ny] = 0.
o AS Yy — 0, EN[(ST — K)+1{12yZN}] — EN[(ST — K)+}

Also, EN[(S — K)T11>yzny] is a decreasing function of 3. Therefore, if 0 <
x < EN[(S7— K)*], we can find a y¥ and a vV that satisfy the above equation.
To be more specific, note that, conditioned on N7 = n,

Wr
VT

1> yNZN < Np < dg(yN)

<di(n) & VT < gz,

VT

St > K & —
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Then we can compute the expectation under the change of measure by ZV:
2= EV[(S1 = K)* 1 {imgn 2] + 7V EN (S — K) sy 7))

= i 67)\*TMEN |:(Soe[u—%02+)\(1—a)]T+aWT+nlna _ K)
n!

LW <y () Nr<ds (™)
+ ,yNe—)\*T () EN [(Soe[u502+>\(1a)]T+aWT+n1na . K)
n!

1{_W—\/%§d1(n),NT=d3(yN)}

N*—1
_ Z e (AT WT)" N [(5 3PN A=) T+oWr+nina —K)

n=0 n!
1{3;<d1<n>}}

+ ,yNe—)\*T ()‘*T)N* BN [(Soe[uéa2+)\(1a)]T+UWT+N* Inow K)

N*
{——<d1(N*)}:|
N*—1 (A T)
Z €7>\ T - [S e[#+)\(1 ac)]TJrnlnaN (dl( )+U\/_) —KN(dl(n))}
n=0 ’
N _—\*T ()\*T)N* [p+A(1—=a)]T+N* Ina * \/— o *
+’7 e 7]\[*' Soe N dl(N )+0’ T KN(dl(N )) .

uP(z) can be computed from the following formula:

uP(z) = o™ (y") +ay®
= E[(1—yNZ") H] + yVE[ZV Hlsy v zny] + VYV E[ZY Hl v g3y
= E[(1—yNZ")H1ysynvzvy] + ElyN ZV Hlgsyn zvy]
+yV AN E[ZVH1 v zvy]
= E[H1syvzny] + yV YV E[ZV Hlp v vy
= E[Hlgsyngny) + 7V E[H1—yv zny]

= E[(ST — K)+1{1>yNzN}} + ’yNE[(ST - K)+1{1:yNzN}]
N*—1

- Z e*AT% [SoelntAA=lTtnbne N (4 () + 0VT ) = KN (di(n)]

4N —/\T()\Jil' [S ol A=) T+ N lnaN< (N )+0\/_) —KN(dl(N*))}.o
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Now let us turn to the Bold Strategy for lower bounds. Note that the super-
hedging price for a call option in the mixed diffusion model is the current stock
price, see Bellamy and Jeanblanc (2000). Define a predictable time 71 when the
value of the portfolio approaches zero continuously; a stopping time 7o when it
jumps to zero; and a stopping time 73 when the wealth reaches the super-hedging
price of the call option:

7 =inf{t >0 : X;_ =0};

T =inf{t >0 : X;_ >0, X; = 0};

T3 = ll’lf{t >0: Xy = Stf};

T =171 N\T2 \T3.

Then on the set t < 7,

Bold _ Xi—
¢ (1 - a)St_

dX POl = X PO (Ldt + 12 dW, — dM,).
In our case, 71 = 00, and 7 = 75 A 73. The final wealth of the Bold Strategy is
2
XBold — eﬁ"”*(ﬁ*A* 51 =a) )T

XEBeld — 0, ontheset {m <3,m <T};

on the set {7 > T};

XBold — g onthe set {73 < 79,73 < TY}.

By the independence of the Poisson process and the Brownian motion, we can
compute the corresponding value function,
uBl(g) = EP[(Sp — K)* A XBel
= E" [E"[(Sr — K)Y AXP! Aprary + (S — K)F A XZO 101y [N
=e ME[(Sr — K)Y AXPM  Lary + (St — K)TAXEOM 1, oy [Ny = 0]
+(1—e Y E (S — K)T AXPOM 1oy

+ (S0 = K)* AXF sy [Ny > 1]

0'2 +
= e EF l(Soe"WT+(”““‘“)_7)T - K) Lrg<r)

o 2

Wrt (pA(1-a) - %) T - Wrt (e 4a— 55557 ) T
+ <S()€U T+ a)— _ K) Arel—c 11—« 2(1—a) . 1{7’3>T}

2
[od

+
(1= e T EP (SoeaWT+(u+A(1—a)—7)T+NT no K) Npaery |2 < T .
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For notational simplicity, let’s define

2 —
pAAL - o) - 5 S

eBold _
e )
1—ay S
b _ _« T
()=
K o?
h'lS—O — —2(17Q)T
Q= —————",
g
K o?

g

02
fi(w) = Soe”™ =T — K,
2
-

fo(w) = zeT-a" 20-0)"
Notice that f1(a) =0 < fa(a), both functions are convex, and they intersect at
most at two points. It will become clear in the proof of the following lemma that
we can compute the value function of the Bold Strategy under three different

(w) on w € [a, b(x)].

e Case 1: fi(w) < fo
fa(w) on w € [a,c], and fi(w) > fo(w) on w € [¢,b(z)].

e Case 2: f1(w)

IN

e Case 3: fi(w) < fa(w) on w € [a,c1], fi(w) > fao(w) on w € [cq, 2],
w)

and f1(w) < fa(w) on w € [c2,b(x)].

Lemma 3.18. Assume 0 < z < & = Sp and a < 0 < b(z). Then the value
function of the Bold Strategy is

o Case 1: uB(z) = I (a,00,T) — Iz(a,00,T) + I7(z) — Is(z).

e Case 2: uPol(z) = I(b(x),00,T) — Is(b(z),00,T) + I3(z,a,b(x),T) —
I(z,a,b(x),T) + Ii(a,c,T) — I3(x,a,¢,T) — Is(a,c, T) + I4(z,a,¢,T) +
Is(x,c,b(x), T) — Is(x,c,b(x), T) + I7(x) — Ig(x).

o Case 3: uBl(z) = I1(b(z),00,T) — Iz2(b(x),00,T) + I3(x,a,b(x), T) —
Ii(z,a,b(x), T)+(a,c1,T)—Is(z,a,c1,T)—I2(a,c1,T)+1y(z,a,c1,T)+
Ii(ca,b(x), T) — I3(x, ca,b(x), T) — Ia(ca,b(x), T) + I4(z, ca,b(x),T)
+I5(x, 1,00, T) — Ig(m,c1,c0,T) + I7(x) — Ig(z).
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where N(-) is the cumulative distribution function of a standard normal random

vartable, and
_(o4Botdy _(o4Botdy,
Li(l,u,T) = Spelh—aNT [N (—u ( "f; ) ) —N(—l ( +\5; ) )} )

b= e [ () < ()]

I3(xv la U, T) = Soe(“_”‘)‘)7+2b(w)(0+

. u72b(z)7(0+930ld)7_> B <l72b(z)7(a+030ld)7)}
{N ( VT N VT

= 2@ @D 1 (1 2b(2), u — 2b(z), 7),

= Ke Mt2b(@)o7 { (%) . (%)]
Iy(x,l,u,7) = Ke N NG N NG

= 2@ L (1~ 2b(z), u — 2b(z), 7),

s u—(051 4+ 777 - (0744 777
Is(z,l,u,7) = zel {N (T) - N (Tﬂ ,

23 = Bold a
Ig(x,l,u,7) = ze T—a 7 T20@)E7 125

u—2b(z)— (02 4 17T 1—2b(z)— (071 7727
(e (e

_ @) 0P gy

eBoLd)

M I5(z,1 — 2b(z), u — 2b(z), 7),

K

T
I7(:L‘) _ Soenlna+(“_a)‘)T/ (1 _N (an(w)—(a-‘reB ld)(T—s)))
0

VT—s
n=1
(b(@)— (85" +0)s)* — )™
o) |G AT =)
V2ms3 n!

T
IS(-r) — ZKe—)\T/O (1 - N (an(x)_eﬁ_lz(T_s)))
n=1

~ b(x) G,W(A(T—s))" ds.
V2ms3 n!

PRrOOF.
X:’,?"ld < Sp <= WT 2 Wy + 6Bl < b(x) on the set {72 > T},

and

N o2 -
Sr—K = SoeaWT—’_z(l*a)T — K= fl(WT),

2
W o T __
XFold = geT-a VTR = £, (Wy).
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We know for @ < m,m > 0,
2(2771 — W) MeeBoldw_%(eBold 2

P(MS € dﬁl,ws S d'lz]) = We_ 2s ) 5d1I}d'fh/,
s

where M is the running maximum of the drifted Brownian motion W. Note
that b(z) > 0 for 0 < z < Sp, and

|b( )| (b(.’L‘)—eBOldS)Q b(ﬂj) _(b(m)—&B"lds)Q
P(r3 €ds) = Wa 2s ds = \/me 2s ds, s>0

on the set {s < 75}. We can also compute the conditional probability

P(ry €du,7s <T) P(rpedu) e ™

P <T)= - _
(72 € dufre < T) P(r < T) P, <T) 1-e T

du,
for 0 < u < T. Note that St > K iff WT > a, on the set {2 > T}, and the
value function can be written as
uP(z) = term 1 + term 2 + term 3,
where

AT T
term 1 =e FE [fl(WT) . 1{1\7T>b(a:).,WT>a}:| ,

term 2 = e ME Kﬁ(WT) A fZ(WT)) ) 1{MT<b(x),WT>a}:| ’

+
ferm 3 = (1 — e~>7) / / ( o (b(a)+Wr— g)+2(1 S T+HI+NT_) Ina —K>

-P(r3 €ds)P(rp €du|mo <T).

Note the condition a < 0 < b(z), we have

- 2 _ 2
oo m o o 5 — a7 (2m—w) old ~ 1 o

term 1 = ef)\T/ / S()e +2(1—04)T Me_ 2T eeB i 2(93 tdy2 Td'lbdm
b(w)

\V2rT3
_)\T/ / 2’1721 T;u) - (27%2—~)2 e@Boldw_%(eBold)Zwadm
b(x) 71—
b() oldyg _Ligmo (2b(z)—w)*
:e‘AT/ Spe O B S T 1 Mgl
“ 27T
b z)—w)?
B e—/\T/ (z) KeeBOM’lIJ*%(GBOZd)QT 21 Tef%du?
a s
_ ° (o405 ot s Loy 1 @
+e AT/ Spe 2(1 a) e 2T dw
AT o0 GBold,Lbil(eBOld)zT 1 _wn
—e Ke 2 ———e 2T dw
/b(x) vV 2’/TT

=1 (b(x),00,T) — Iz(b(x),00,T) + I3(x,a,b(x), T) — Iy(x,a,b(x),T).
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where
“ o+08°1) UizT,l Boldy2_ ]| @2
Il(l7u77') = 67>\7/ SOG( +0 ) +2(1—O¢) 2(0 ) B_Edw
t V2T

_ Soe(p‘fa)\)r |:N <u7(0+080ld)7) _N (lf(a+HB°ld)T):|

NG NG
u gBold 1 gBoldy2 1 w2
IQ(LuJ):e_’\T/ Ke =3 T e dw
l 2T
_ T u—QBOldT . l—@BOldT
s [ () ()
u olds ~ o2 1 ° (2b(z)—w)>
Ii(z,l,u,7) = e—/\r/ Soe(a+eB ‘d)“""—z(ka)T Liorerayz, Lef (2)T d
l 2T
— Soe(u—a)\)7'+2b(3:)(a+93°ld) |:N (u—2b(x)—\(/c;+03"ld)7—)
. l—2b(z)—(o+950ld)r>:|
(et
= 2@ 1 (1 — 2b(x), u — 2b(x), ),
u old ~ 1, Bold2 2b(z)—w)?
Iy(z,lu,7) = 6_/\7/ Kooz @R L ef( (2)7 : d
l 2T
— o= AT+2b(z)9BM { (u—2b(w)—930ld7) _ (z—zb(z)—eBoldT)]
Ke N — N —

_ 62b(1)9BOld12(l _ Qb(l‘), u— 2[)(1‘), 7')~

Under Case 1:

term 1 + term 2 = e M E

O’WT+_7a T
(Soe 200—a) " — K) '1{MT>b(x),WT>a}]

2

UWT++QT
(506 20-a)" — K) : 1{A7T<b(w)7WT>a}]
<SerWT+2(1“)T - K) : 1{?17@:;}]

2 ~ Bold 2
o o foa (w—0 T)
_ e’AT/ S’ _ k) L aw
a 2T

+eME

2
o /oo <506(0+9B01d)ﬂ’+2(f—a)Té(aBOldfT 3 KeaBoldw_%(gBold)2T>
a
1
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Under Case 2: (a < 0,¢ > 0)

b(x) peAm _ o? Y — a7 m—w
term 2 = e 7T Soeawrmip 22 — @) 67%
0 a V 27TT3
aBold,LD7 1

i(eBOld)Qwadm

~ ~ S~ =2
/ [ 2T;”>e B s 5
7T
~\2

RV 27TT3

3O g

egBold,LD_

c Boldy, o? 1 ,Boldy2

:e‘AT/ Soe(a+0 Yirt 5y T—5 (077
a

| ( o —W)w
. e — w
\V2rT

¢ B2 z)—0)?
e [ L (P g
a 27TT

gt /b(z) xe(ﬁ_‘_eBold) T+ (1 a)T_Q(eBold)Q
1 _@? _(2b(x)—w)?
e 2T —e 2T dw

= hLi(a,e,T) — Is(z,a,¢,T) — gacT)+I4(xacT)
+ Is(z,c,b(x), T) — Is(x,c,b(x), T),

@

V)

where

u o Bold) - o? 1,,Boldy2 ks
_ ——+0 w+ T—=(0 T 1 _wm
Is(z,l,u,7)=e¢ AT/ ze( l-o ) -y 2 ) e 27 d
l

o %7‘ uf(OB"MJrﬁ)T lf(GBDLdJrlfa)T
ot ) )

u o Bold Boldy2
_ ——+6 W+ 57—=7—5 (0 T
Is(x,lu,7) =¢ AT/ xe(lf‘l ) 20 0‘) 3 )
l

1 _(217(962)—15)2d~
. e T w
2T

— peToaT @07+ 120)

u—2b(z)— (67 + 70 )7 1—-2b(z)— (0514 752 )r
| {N( VT > N < VT

= PWOPITED) L1~ 2b(w),u — 2b(), 7).
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The case (a < 0,c¢ < 0) yield the same result.

Under Case 3: (a < 0,¢1 < 0,c2 > 0)

(2m—w)?2

b(xz) per N o2 ~
term 2 = e_AT/ / Soegw+2(17a)T M67 oT
0 a V 2nT3

Bold,~ L1 jBoldy2 N
0 w—5(0 ) wadm

- e

~ 6_)\T /b(x) /Cl % 2(27’71 _ ﬁ;) o (277’L2— )2 eeBoldw_%(gBOZd)szﬁ)dﬁl
0 a V 27TT3
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The cases (a < 0,¢; > 0,c2 > 0) and (@ < 0,¢1 < 0,¢2 < 0) yield the same

result. Recall

2
lnsﬁ0 ~sn—ayl —nlna —ob(z)

an(x) = o
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As we can see from Figure 3.1 and Table 3.1, in the case of an at-the-money
call option when we expect on average one 20% of drop in the stock price each
year, 10% excess return and 20% volatility, the upper and lower bounds tell the
story which match our intuition. When the initial capital is small, the risky Bold
Strategy works very well, and the upper and lower bounds are very close. As the
initial capital gets bigger, the optimal investment strategy should become more
conservative, therefore the Bold Strategy is moving away from being optimal

and the bounds are not tight anymore.

As we can see from Figure 3.2 and Table 3.2, everything else being the same,
when we expect on average one 80% of drop in the stock price each year, the
upper bound produced by the change of measure on the Poisson part u'¥(x)
and the lower bound produced by the Bold Strategy u?°¢(z) are nearly indis-
tinguishable.

3.5.2 Bond case

When the option payoff is a constant, which we assume without loss of generality
is H = 1, we can similarly compute the formulae which are simpler than the
ones computed in the call option case. Comparing Figure 3.5.2 and Figure 3.5.2,
we observe that when the Brownian motion becomes the dominant part in the
stock dynamics, the upper bounds switch positions. Recall from Corollary 3.15,
it is better to take the minimum of the two upper bounds. In general, we can
try to optimize the way we choose the dual processes to derive better upper

bounds.
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v uBl(z) ulN(z) uB(x)
1 1.63 1.65 3.23
2 3.26 3.30 5.57
3 4.86 4.95 7.57
4 6.39 6.59 9.36
) 7.81 8.24  10.98
6 9.09 9.89 12.45
7 10.22 11.54  13.80
8 11.18 13.17  15.03
9 11.97 14.27  16.15
10 12.61 1536 17.14
11 13.08 16.46  18.00

Table 3.1: The graph shows the upper and lower bounds in the call option
case with initial stock price Sy = 100, strike K = 100, maturity 7" = 1, and
parameters 4 = .1, 0 = .2, « = .8 and A = 1. uB(x) is the upper bound
produced by the change of measure on the Brownian part; u'¥ (x) is the upper
bound produced by the change of measure on the Poisson part; u?°(z) is the

lower bound produced by the bold strategy.
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r uBlz)  uN(x) uB(z)

1 1.1331 1.1331 3.4457

2 2.2663 2.2663  6.0485

3 3.3994 3.3994  8.3546

4 4.5326 4.5326 10.4712

5  5.6657 5.6657 12.4480

6 6.7989 6.7989 14.3138

7 7.9320 7.9320 16.0872

8  9.0651 9.0652 17.7815

9 10.1983 10.1983 19.4063
10 11.3314 11.3315 20.9692
11 12.4645 12.4646 22.4760
12 13.5976  13.5978 23.9316
13 14.7307 14.7309 25.3399
14 15.8638 15.8641 26.7041
15 16.9969 16.9972 28.0271
16 18.1300 18.1304 29.3113
17 19.2630 19.2635 30.5586
18 20.3960  20.3967 31.7709
19  21.5289  21.5298 32.9498
20 22.6618 22.6630 34.0965
21  23.7946  23.7961 35.2122
22 24.9273 249293 36.2981
23 26.0599  26.0624 37.3550
24 271923 27.1956 38.3836
25 28.3244 28.3287 39.3848
26 29.4562 29.4619 40.3590
27 30.5877  30.5950 41.3068
28 31.7185 31.7282 42.2286
29  32.8487 32.8613 43.1246
30 339778 33.9945 43.9952
31  35.1058 35.1276 44.8405
32 36.2320 36.2608 45.6606
33 37.3561 37.3940 46.4553
34 384772  38.5270 47.2246
35 39.5945  39.6602 47.9682

Table 3.2: The graph shows the upper and lower bounds in the call option
case with initial stock price Sy = 100, strike K = 100, maturity T = 1, and
parameters 4 = .1, 0 = .2, @ = .2 and A = 1. u®(z) is the upper bound
produced by the change of measure on the Brownian part; u () is the upper
bound produced by the change of measure on the Poisson part; uZ°/4(x) is the

lower bound produced by the bold strategy.
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Figure 3.1: The graph shows the upper and lower bounds in the call option
case with initial stock price Sy = 100, strike K = 100, maturity 7" = 1, and
parameters 4 = .1, 0 = .2, @« = .8 and A = 1. The green (upper) curve is the
upper bound produced by the change of measure on the Brownian part;
the blue (middle) curve is the upper bound u” (z) produced by the change of
measure on the Poisson part; the red (lower) curve is the lower bound 1”4 (x)
produced by the bold strategy.
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Figure 3.2: The graph shows the upper and lower bounds in the call option
case with initial stock price Sy = 100, strike K = 100, maturity 7" = 1, and
parameters 4 = .1, 0 = .2, « = .2 and A = 1. The green (upper) curve is the
upper bound produced by the change of measure on the Brownian part;
the blue (middle) curve is the upper bound u'¥(x) produced by the change of
measure on the Poisson part; the red (lower) curve is the lower bound 1”4 (x)
produced by the bold strategy. The curves u¥(z) and uP°?(x) are nearly

indistinguishable.
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0.2

Figure 3.3: The graph shows the upper and lower bounds in the Bond case
(payoff = 1) with maturity 77 = 1, and parameters 4 = .1, 0 = .2, « = .2
and A = 1. The green line is the upper bound produced by the change of
measure on the Brownian part; the blue line is the upper bound " () produced
by the change of measure on the Poisson part; the red line is the lower bound
uP°!(x) produced by the bold strategy.

0.2

Figure 3.4: The graph shows the upper and lower bounds in the Bond case
(payoff = 1) with maturity 7" = 1, and parameters p = .1, 0 = 1, « = .2 and
A = .1. The green line is the upper bound produced by the change of
measure on the Brownian part; the blue line is the upper bound vV (x) produced
by the change of measure on the Poisson part; the red line is the lower bound
uBl(2) produced by the bold strategy.



Appendix A

Lemmas for Proposition
1.12 in Chapter 1

Lemma A.1. Suppose Assumptions 1.1, 1.8 and 1.4 hold, then

su inf ET[U —ghl= inf sup E¥[U —qgh
sup | Il [U(g9) — gh] ) S [U(g9) — gh]

ProoOF. “<”:  We always have

inf E* [U(g) —gh] < E" [U(g) - gh],

heD(y)
sup inf E" [U(g) —gh] < sup E” [U(g) — gh],
geB,, heD(y) geB,
su inf ET[U —gh] < inf sup EF [U —gh].
sup | b [U(g9)—g Lheb(wgezi [U(g9) —gh]

“>7:  Let h € D(y) be given. Let (gx)x>1 be a sequence in B, such that the
expectation on the left-hand side increases to the limit:

E® (U (gx) — gxh] / sug E¥ [U(g) —gh] as n— occ.
gebn

By Lemma 1.8, there exists a sequence
Jx € conv(gk, gk+1,---), and G — § a.s.
Note that g € B,, and g € B,,. Concavity of U implies
E" [U (k) — grh] > E¥ [U (gx) — gih].
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By Assumption 1.4 and the Dominated Convergence Theorem,
EF [U(ge)] — E7 [U(9)]

Furthermore, |§x — g|h < 2n|h| € L1, and again the dominated convergence

theorem implies
|B¥ [grh] — EY [gh]| < E¥ [|g — gllnl] — 0.
It follows that

E* [U(§) — gh] = lim E* [U(gx) — grh]

k—o0

= sup E" [U(g) — gh].
g€B,

Because ¢ depends on h, we now write it as §(h). We have

EP (U (§(h)) — g(h)h] = sup E® (U (g) - gh],

inf EP [U(3(h) —g(h)h] = inf sup E” [U(g)— gh],

heD(y) heD(y) geB,,
sup inf ET [U(g) —gh]l> inf ET [U(G(h)) —g(h)h
sup | b [U(g9)—g ]_hGD(y) (U (g(h)) — g(h)h]

= inf sup E¥ [U —qgh].
hair) Sup [U (g) — gh]

Remark A.2. We still need to prove equation (3.8):

lim sup inf EF [U(g) —gh]=sup sup EF [U(g) —zy]
n—00 g, he€D(y) x>0 geC(x)

for Proposition 1.12 to be wvalid. It is basic technique to check for a function

f () the following two equations hold:

lim sup f(g) = sup f(g) and sup sup f(g)= sup f(g).
N0 geB, geEUSL By z>0 geC(x) gEUL>0C(x)
Since

;.Lc:an = Lf(ﬂaf7 P),

equation (3.8) is equivalent to

sup inf E¥ [U(g)—ghl= sup E"[U(g)—=y],
geLyr heD(y) 9EUz>0C(x)

which will be a consequence of Lemma A.3 and Lemma A.5.
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Lemma A.3. Suppose Assumptions 1.1, 1.8 and 1.4 hold, then

sup inf EF [U(g)—gh]= sup inf EF [U(g)—gh
5 [U(g) — gh] A [U(g) — gh]

Proor. “<”: Note that for any g € C(z), by definition, there exists X €
X(x), ie.

t
Xt:x+/§stsZO P—a.s., for 0<t<T,
0

such that 0 < g < Xp. For any z > 0, X =z € C(z), and thus
LT (Q,F,P) = UpZ 1B, € UpsoC(x).
Therefore,

su inf EF[U —ghl| < su inf EY[U —qghl.
gELr% pot [U(g9)—g ]_geumi)c(x)heD(y) [U (9) — gh]

“>7:  Given € > 0, choose g. € Uy~oC(z) such that

inf E® [U(g.)—gch]> su inf EF [U(g)—gh] —e.
pot [U (ge) — geh ] geuwf(:(I)heD(y) [U(g) — gh]

Define gy = g. Ak € L, we have g /" ge a.s. Then

inf E" [U(gx) — grh] = E" [U(gx)]— sup E" [grh]
heD(y) heD(y)

> E" [U(gr)]— sup E" [geh].
heD(y)

From Assumption 1.4, we can use the Monotone Convergence Theorem to get

liminf inf E¥ [U(gx) — gxh] > liminf | E¥ [U (gr)] — sup E* [gch]
k—oo heD(y) k—o00 heD(y)

=FE"[U(g)] - sup E" [gch]
heD(y)

= inf EP[U(g.)— g.h
pont [U (ge) — geh]

> sup inf E¥ [U(g) —gh] —e.

9E€U>0C(z) hE€D(Y)

Therefore, there exists a K such that

inf EF[U —grh] >  su inf EF¥ [U(g) — gh] — 2e.
pot (U (9x) — 9K ]_geupﬁthewy) [U (9) — gh]
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Recall that g, € LS, we have

su inf EF[U —gh] > su inf EY[U —gh] — 2e.
geLI%heD(y) [U(g9)—g LgEUDgC(w)h@(y) [U(g) — gh]

This gives us the desired inequality. o

Example A.4. A simple example will show that the above lemma is relevant. In

a complete market, a call option is priced under the unique risk-neutral measure
v=E%[(Sr— K)"] < 0.

Starting with the initial capital x computed above, we can find a non-negative

self-financing portfolio that exactly replicates the option payoff at expiration time
T,
T
XT:$+/ ftdStZ(ST—K)J'_.
0
Therefore by definition
X7 € C(ZL')

However, since St could be unbounded,
Xr ¢ B, for any mn>0.
Lemma A.5. Suppose Assumptions 1.1, 1.8 and 1.4 hold, then

sup inf E'[U(g)—ghl= sup E"[U(g)—ay],
gEUL>0C(z) hED(Y) gEUs>0C(x)

or equivalently,

sup sup inf EF [U(g) —gh]=sup sup E¥ [U(g) —zy].
>0 geC(z) h€D(y) >0 geC(x)

PROOF. “>”: For any g € C(x) and h € D(y), we have EF [gh] < zy by
Proposition 1.6. Therefore

sup inf E' [U(g) —gh]> sup E' [U(g) - xy].
gec(x) heD(y) geC(x)

And we have one direction of the inequality:

sup sup inf EP [U(g) —gh]>sup sup E¥ [U(g) —ay].
>0 geC(z) h€D(y) >0 geC(x)

“<”:  Let g € C(x) be given and define

zy= sup EF[gh] < zy.
heD(y)
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This implies
Ef[gh] < zy Vh € D(y).

By (ii) of Theorem 1.6, we cam conclude that g € C(z). Then

inf E[Ul(g) —gh]=E"[U(g)] - sup E°[gh]
heD(y) heD(y)

< sup sup E' [U(g) - 2y],
0<z<x geC(z)

where the right hand side is independent of z. Since the choice of g € C(z) is

free,

sup inf EY[U(g) —gh]< sup sup E° [U(g)—zy],
gec(z) heD(Y) 0<z<z gec(z)

and thus
sup sup inf EY [U(g) —gh
>0 geC(x) heD(y) [ ( ) ]

<sup sup sup E¥ [U(9) —=y]
>0 0<z<z geC(z)

=sup sup EY [U(9) — zy].
2>0 gec(z)

So the other direction of the inequality is proved and we obtain equality. o



78 APPENDIX A. LEMMAS FOR PROPOSITION 1.12 IN CHAPTER 1



Appendix B

Results of convex dual

functions in space R

Assumption B.1. Suppose u(z) : (0,00) — R is a concave and increasing
function, u"(0+) > 0 and u"(c0) = limy oo u" () = 0.
Definition B.2. Z = inf{z : u is a constant function on [z, 0) }.

Remark B.3. To derive results for the purpose of utility mazximization, we
assume that u(x) is concave instead of being convexr. Note that u(xz) does not

have to be strictly concave.
Lemma B.4. Assume B.1. Define
(1.1) I(y) =inf{z : u"(z) <y}, for y>0.

Then 1(y) is a decreasing, right continuous function, I(y) =0 for y > u"(04),
and I(04+) = Z. u"(z) is symmetrically related to I1(y) by

(1.2) u'(z) =inf{y : I(y) <z}, for z>0.

PROOF. Since u(z) is concave, the right-hand derivative u"(z) exists and de-
creases to 0 as x — oo. Therefore, I(y) is well defined for all y > 0. It is
straight forward to check that I(y) is decreasing, right continuous, I(y) = 0 for
y > u"(0+) and I(0+) = z. Fix &, by definition (1.1)

I(w"(2)) =inf{z : u"(z) <u"(Z) }.
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Since u”(z) is right-continuous and decreasing, I(u"(Z)) = & if u" is strictly
decreasing on (Z — €, Z] for some € > 0. Also I(u"(Z)) < Z if u" is a constant on

(Z — €, ] for some € > 0. Therefore, I(u"(Z)) < &, and
u"(Z) > inf{y : I(y) <&}

Let § > 0 satisfy I(§) < & We have u"(I(g)) > u"(Z). By definition (1.1),
u"(I(g)) < §. Therefore u"(Z) < ¢, and we have

W (&) < inf{y ¢ I(y) < ).
<&

Remark B.5. Since u(z) is a concave function, it can only have countably many
points where the derivative does not exist, i.e., UND = {z : ul(z) #u"(z)} is

a countable set. u also have only countably many linear pieces. For everywhere
else, v, the derivative of u exists, is strictly decreasing and therefore invertible.
Suppose u(x) is linear on x € [a,b]. Then y = u'(x) for some x € (a,b) implies
I(y—) =b,1(y) = a. So the linear pieces of u are associated to the jumps in I.
Define

LJump ={y : I(y=) > I(y) }-
We know I Jump is a countable set. Suppose u'(x) > u"(z). Theny € [u"(z),ul(z))

implies 1(y) = x. Therefore a kink in u (a point in UND), corresponds to a
constant piece in I. Define

IConst = { [u"(x),u'(2)) : u'(x) > u"(z) for some x >0}.

Define
ITnv = (0,u"(0+))/(IJump U IConst).

On the set IInv, 1(y) is strictly decreasing, invertible and I = (u")~1.

Theorem B.6. Assume B.1. Define the Legendre-Fenchel transform

v(y) = suplu(z) — xy], for each y > 0.
>0

Then

(i) v(y) is a convex and decreasing function, and v(y) < oo for any y > 0.

(11) u(z) = infy~o[v(y) + zy].

(iii) —v"(y) = 1(y), i.e.,

—v"(y) =inf{z : v (z) <y} and u"(z) =inf{y : —v"(y) <z}

(iv) When y € (0,u”(04)], v(y) = u(x) — a2y if and only if y € Ou(x); when
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y € [u"(04),00), v(y) = u(0+) is a constant. When x € (0,Z], u(z) = v(y)+xy
if and only if © € —0v(y); when z € [T, 0), u(z) = u(Z) = v(0+) is a constant.
(v) u(z) is strictly concave at x if and only if v" (y) is continuous at y € Ou(x);

v(y) is strictly convex at y if and only if u”(x) is continuous at x € —v(y).

Remark B.7. Suppose u(x) is right continuous at x = 0, and v(y) is right
continuous at y = 0. Note that Ou(0) = [u"(04),00) and Ov(0) = [Z,00). Then
(iv) can be stated in a stronger version:

()’ v(y) = u(z) — zy if and only if y € du(x), or equivalently, x € —0v(y).

PRrROOF. (iii) Since u(x) is concave, u(x) — zy is concave for any fixed y > 0.

Note that for y € (0,u"(04)), 0 < I(y) < oo, and
when z <I(y), u'(x)>y; when z>I(y), u"(z)<y.

We conclude that

(1.3) v(y) = u(l(y)) —yl(y), for ye (0,u"(0+)).

Suppose u”(0+) < co. Then for y > " (0+), v"(z) —y < 0, and thus u(x) — zy

is a decreasing function of x and so
(1.4) v(y) =u(0+), when u"(0+)<oo and y € [u"(0+),00).

When y > v (04), v"(y) = 0 = —I(y). When y € (0,u"(0+)), we will discuss
in three cases. By definition and (1.3), for y € (0,u"(0+)),

)
vy (uy+h) = (y+h)I(y+h)]—[ull(y) —yl(y)]
v (y)—,{lgb - ~

For any y € IConst, I(y+ h) = I(y) and u(I(y + h)) = u(I(y)), therefore

o) = Jm 0 = )

For any y € IInv, I = (u/)~! and v’ is continuous by the analysis of remark
B.5 and the symmetric relationship between I and u” in lemma B.4, therefore

o (y) = %{wuwm]zuu(y)) _ y[I(yH}lL) —I(y)] I(y+h)}
WUy +h) - I(y)]  ylly+h) - 1(y)]
= }L{%{ A — A } - I(y)

for some € € [I(y+ h),I(y)]
= —1(y).
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Since both v" and I are right continuous functions, they have to agree on the

countable set IJump. In conclusion,
(1.5) —v"(y) = I(y)-
By Lemma B.4, we have
u(z)=inf{y : I(y) <z} =inf{y : —0"(y) <z}

(i) (1.3) and (1.4) implies v(y) < oo for all y > 0. By (1.5) and Lemma B.4, we
know v"(y) < 0 and is increasing. Therefore, v(y) is decreasing and convex.

(ii) By the definition of v, we have the inequality
v(y) > u(x) —zy, or wu(z) <v(y)+azy, forany z>0,y>0.

When z € (0,z), we will discuss in two cases. On the set I[Inv U IConst, (1.3)
gives
u(z) =v(y) + zy, where z=I(y).

On the set IJump, u(zx) is a linear function, and therefore
w(z) =v(y) + vy, where =z =€ [I(y),I(y—)].

When z € [Z,00), u(z) = v(0+) is a constant.
(iv) Define
Tly) = {2y € du(@) }.

Following the same analysis in deriving (1.3), we get

v(y) = u(z) —xy if and only if z € I(y) when y € (0,u"(0+)).
Or equivalently,

v(y) =u(x) —zy ifand only if y € Ou(z) when y € (0,u"(0+)).

By continuity, the equality works for y = " (0+) as well. By (ii) and the fact
I(0+) = —v"(0+4) = &, we conclude they are equivalent to € —dv(y).
(v) This is an obvious consequence of the analysis in Remark B.5.
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