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Abstract

We consider an investor who has sold a contingent claim and intends to minimize
the maximal expected weighted shortfall. Here, the maximum is taken over a family
of models and the minimum is taken over all admissible hedging strategies that
satisfy a given cost constraint. We call the associated minimizing strategy robust-
efficient. The problem to determine a robust-efficient strategy is closely related to the
statistical problem of testing a composite hypothesis against a composite alternative.
The hypothesis is given by the family of pricing rules and the alternative coincides
with the family of models.

The mathematical centerpiece of this thesis is the solution of the statistical testing
problem on a general level by means of convex duality and game-theoretical methods.
The problem differs from the classical testing problem in that the power of a test is
defined in terms of a strictly concave state dependent utility function rather than the
identity mapping. Furthermore, our only essential assumption is that the alternative
and the hypothesis are dominated, i.e., the alternative and the hypothesis need
neither be parameterized nor of the form of the neighborhoods typically considered
in robust statistics. Similar to the classical notion of least-favorable pairs of prior-
distributions on the hypothesis respectively alternative, we introduce the pivotal
notion of a least-favorable pair of elements of the hypothesis respectively alternative.
The main result of our analysis on maximin-optimal tests is that the maximin-
optimal test can be found among the simple-optimal test for a least-favorable pair. If
the least-favorable pair is equivalent to the dominating measure, the simple optimal
test is the unique maximin-optimal test. If the latter condition is not fulfilled, we
approximate the maximin-optimal test by a sequence of explicitly constructed simple
optimal tests.

These results clarify the general structure of the robust-efficient hedging strategy.
We also show that a least-favorable pair can be decomposed into a worst-case model
and a worst-case pricing rule for this model. The worst-case model has a very direct
economic interpretation, whereas the worst-case pricing rule is a more mathematical
auxiliary tool. If the worst-case model dominates all models, the efficient strategy
associated to the fixed worst-case model is robust-efficient. For fixed model, the
worst-case pricing rule yields the optimal modified claim and allows us to make
some statements about its attainability.

In the second part of this thesis, we explicitly construct the robust-efficient strategy
in a series of applications. For this, the task remains to determine the efficient
strategy for each fixed model and a worst-case model. First, we enlarge the family
of models in order to establish existence of a worst-case model. Then we derive the
dynamics of the price process, the efficient strategy and the associated risk under
each (fixed) model. If the model is incomplete, we adapt the dynamic programming
principle to the specific dynamics of the model to compute or approximate the
efficient strategy.
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Introduction

In this thesis, we consider an investor who has sold an option contract and intends
to control the associated shortfall risk by means of a dynamic hedging strategy. In
doing so, he is faced with an incomplete financial market as well as uncertainty
regarding the underlying model. We examine hedging strategies that satisfy a given
cost constraint and allow the investor to minimize the maximal expected weighted
shortfall where the maximum is taken over a family of models. This problem is
motivated and explained as follows:

It is well known that in a complete or incomplete financial market free of arbitrage,
there is a dynamic hedging strategy that allows the investor to super-replicate the
option’s payoff, thereby eliminating all shortfall risk associated to the option con-
tract. In a complete market, this strategy actually replicates the payoff exactly,
hence rendering option contracts redundant. If exact replication is not possible, the
market is incomplete. In this situation, the investor can still establish a superhedging
strategy, i.e., a strategy that yields a value that is an upper bound on the option’s
payoff at maturity, cf. [Kar97], [KQ95], [Kra96] and [FK97].

However, the price the investor has to pay for the perfect protection provided by
a superhedging strategy is unfeasibly high in incomplete markets. More precisely,
the superhedge-price, i.e., the initial capital the investor must bring up to follow a
superhedging strategy will typically exceed the option-premium the investor receives
when entering the contract. This is true in the realistic situation where the option
is not redundant and the option premium does not allow for arbitrage. For this
reason, [Cvi00], [CK99], [FL99] and [FL00] examine the problem what the investor
can do in an incomplete market if he invests less capital than the superhedge price
of the option. Under this cost constraint, the investor is unable to eliminate all
risk associated to the option contract: The shortfall, i.e., the difference between the
option’s payoff and the value of the investor’s hedging strategy at maturity, will
be positive with positive probability. The mentioned studies differ in the choice of
the risk-measure that is used to quantify shortfall risk and consequentially allows to
compare the performance of different strategies.

[FLOO] considered risk measures p of the form p(S) = Ep[l(S)] where S is the
shortfall of the investor, i.e., a nonnegative random variable on a measurable space
Q, P is a fixed probability measure on 2 and [ : R — R is a strictly convex
function. They called a strategy that minimizes the associated shortfall risk among
all strategies satisfying the cost-constraint efficient. The risk-measure underlying the
analysis in [FL99] is closely related to the value at risk (VaR) of the shortfall under a
given model P: The authors examine ”quantile”-hedging strategies which maximize
the probability that there is no shortfall. By definition, efficient respectively quantile
hedging strategies depend on the choice of the underlying measure P. Hence the
investor is faced with "risk risk”, i.e., the risk of being exposed to a higher than
calculated risk due to incorrect model assumptions. We intend to remedy this effect,
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i.e., to find a version of efficient hedging strategies that are optimal for a given class
U of possible models P.

Independently of [FLO00], [Cvi00] and [CK99] examine hedging strategies that mini-
mize the expected shortfall (i.e., they consider [(z) = z in the setting of [FL00]) for
fixed P in a diffusion-model with constraints on the strategies. They then formulate
the problem of determining a worst-case model P, i.e., a model that maximizes the
minimal shortfall risk over all P € U for a given family of models &/. This corre-
sponds to the maximin version of the minimax problem considered in this thesis
(see below). [Cvi00] and [CK99] show that the values of these problems coincide
if U contains all equivalent martingale measures. In this thesis we are primarily
interested in finding an optimal strategy that minimizes the maximal risk. We will
also examine sufficient conditions for the existence of a saddle point.

The class of risk measures considered in this thesis is given by p(S) = suppey; Ep[l(S)]
for a given family U of probability measures P and a strictly convex loss function
[ that allows to adjust for the investor’s appetite for risk. These risk measures be-
long to the class of conver measures of risk introduced by [FS00]. We say that a
strategy is robust-efficient if it minimizes the shortfall risk p(S) among all strategies
satisfying the cost-constraint. The choice of the risk measure p enables the investor
to measure risk with respect to a class of models I/ rather than a fixed model P,
thus reducing "risk risk” if U is chosen properly. The only requirement we make
on U is the existence of a dominating measure, i.e., we assume the existence of a
finite measure R that dominates all models P € U. We show how the general results
found in this thesis can be applied to different specifications of U: Adapting con-
cepts from robust-statistics, we consider LP(R) neighborhoods of a given model. We
also examine the case where 4 has a continuous parameterization over a compact
separable metric space.

Let 5* denote the value of the problem, i.e., the risk p(S) associated to the robust-
efficient strategy. The value * is a benchmark for the performance of alternative
strategies satisfying the same cost-constraint since it is not possible to achieve a lower
risk without investing more initial capital. We will frequently encounter situations
where the robust-efficient strategy and the value * are difficult to determine but
where we are able to find an approximative strategy whose performance is guaranteed
to deviate no more than e from the benchmark 3* for given € > 0. Related results
can be found in Theorems 2.32, 3.14 and 6.10.

In addition to the cost constraint, hedging strategies have to satisfy certain admis-
sibility conditions that preclude doubling strategies. Given a fixed model P, the
standard definition of admissibility of a strategy £ is that the value process asso-
ciated to the strategy remains nonnegative at all times P-almost surely . In our
setting, this requirement has to be met simultaneously for all models P € U. If U is
uncountable, this condition may be very difficult to vindicate. We therefore assume
that U is dominated. By the Halmos-Savage Theorem 3.17, this implies existence
of a probability measure R equivalent to &. The measure R can then be used as
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a reference model in the sense that a condition holds P-almost surely simultane-
ously for all models P € U if and only if the condition holds true R-almost surely.
Thus admissibility of a strategy with respect to R is equivalent to admissibility for
all P € U. Furthermore a strategy is a super-hedging strategy with respect to all
models P € U if and only if it is a super-hedging strategy with respect to R.

The case studies in Sections 5.1 and 6 will be solved be means of auxiliary problems
of robust-efficient hedging where maturity is a random time. For this reason, we
allow the payoff of the option F' in the original formulation to occur at a random
time rather than at a deterministic time.

As mentioned above, a worst-case model P € U is a solution to the maximin version
of the minimax problem defining robust-efficient strategies. For this, we must pass
from U to its convex hull or, more generally, to a proper enlargment, cf. Definition
2.7. Here, model-uncertainty can become a source of market-incompleteness. This is
due to the fact that for any two complete models P and P’ which are not equivalent,
a convex combination of the two is incomplete. This is for example the case if one
considers a class of Black-Scholes models with different volatilities, cf. Section 5.3.
We examine the intuition that given a worst-case model P, a strategy that is efficient
for P should be robust-efficient for /. In order to turn this intuition into a precise
theorem, it is sufficient that U is convex and P dominates ¢. However, in Section
5.3 we provide an example where the efficient strategy for a worst-case model P is
not robust-efficient.

Our approach to solve the problem of robust-efficient hedging is similar to the ap-
proach taken by [FLO0O0] for fixed model: We first show how the problem of robust-
efficient hedging for I’ can be reduced to the problem of super-hedging of a modified
claim F. The modified claim is given by F' = ZF where Z is the maximin-optimal
test for an associated statistical testing problem with a concave state-dependent
utility function. Whereas in the case of model-uncertainty, this testing problem has
a simple alternative and composite hypothesis, we are now in a situation where both
alternative and hypothesis are composite. This is the main reason why we revisit
this problem which was solved by [Leu99] for simple alternative.

The mathematical centerpiece of this thesis is the solution of the statistical testing
problem on a general level by means of convex duality and game-theoretical meth-
ods. The problem differs from the classical testing problem in that the power of a
test is defined in terms of a strictly concave state dependent utility function rather
than the identity mapping. Furthermore, our only essential assumption is that the
alternative and the hypothesis are dominated, i.e., the alternative and the hypoth-
esis need neither be parameterized nor of the form of the neighborhoods typically
arising in robust statistics. Similar to the classical notion of least-favorable pairs
of prior-distributions on the hypothesis respectively alternative, we introduce the
pivotal notion of a least-favorable pair of elements of the hypothesis respectively al-
ternative. In consistency with the setting arising from the problem of robust-efficient
hedging, we refer to elements of the alternative as models, elements of the hypothe-
sis are called pricing rules. Consider a pair consisting of a single model and a single
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pricing rule. A crucial observation is that the optimal test for the ”simple” problem
associated to this pair can be derived easily from the level condition. Hence the
optimization problem underlying the following definition can easily be formulated:
We say that a model and a pricing rule are a least-favorable pair if they jointly
minimize the power of the optimal test for the associated simple problem. For this,
the minimum is taken over all models within a proper enlargement of the alternative
and all pricing rules within a proper enlargement of the hypothesis. Essentially, an
enlargement is proper if it is convex and does not change the optimization prob-
lem. We allow for some freedom concerning the choice of the proper alternative
respectively hypothesis. The main result of our analysis on maximin-optimal tests
is that the maximin-optimal test can be found among the simple-optimal test for
a least-favorable pair. If the least-favorable pair is equivalent to the dominating
measure, the simple optimal test is the unique maximin-optimal test. If the latter
condition is not fulfilled, we approximate the maximin-optimal test by a sequence
of simple optimal tests. We also give an example where a least-favorable pair exists
but where the solution to the simple problem is not maximin-optimal.

The approach taken in this thesis allows us to derive the robust-efficient strategy
under additional trading constrains on admissible strategies.

A collection of case studies for different families ¢/ illustrates the concepts introduced
in this thesis. In these case studies, we first determine the efficient strategy and the
related minimal risk 3p for any fixed model P € U within a suitably chosen proper
U. We then show existence of a worst-case model P, i.e., a model that maximizes
the value Bp over all P € U. Finally, we apply theorem 3 11 to show that the P-
efficient strategy is robust-efficient for ¢ respectively /. In the setting of a Binomial
tree with uncertain transition probabilities or a Black-Scholes model with uncertain
drift, all models have the same unique equivalent martingale measure. For this
reason we can derive the robust-efficient hedging strategy explicitly in terms of a
worst-case model in these settings. One chapter is dedicated to different families
with stochastic or uncertain volatility. We first provide a detailed study of a family
of generalized Black-Scholes models where volatility is constant up to a random time
7. At time 7, volatility jumps to a new value n(w) according to some distribution
6. Here, model-uncertainty arises from uncertainty in the distribution . We show
that an appropriately chosen neighborhood of a given distribution 6y contains a
worst-case distribution 6. The efficient hedging strategy for 6 is robust-efficient for
the neighborhood, cf. Example 5.10.

We also consider a variant of the "uncertain volatility model”, cf. [ALP95] and
[Lyo95]: We consider a countable family of volatility paths such that we can decide at
time 0 which path is actually chosen. More generally, we consider a countable family
of singular models. This provides us with an example where a worst-case model P
exists but the P-efficient strategy is not robust-efficient. Instead, the superposition
of all efficient strategies for any fixed model is actually robust-efficient.

A class of models where the asset price follows a ”geometric Poisson process” pro-
vides a case study beyond the standard diffusion setting and is solved as follows:
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If 3 denotes the minimal risk in a fixed model, we have 3 = lim; 8* where ¥ is
the minimal risk that can be achieved among all strategies that are constant after
the k-th jump. The associated ”k-efficient” strategy can be computed directly via
methods of dynamic programming. For given error-bound e, we can choose k suf-
ficiently large such that the performance of the k-efficient strategy differs from the
performance of the efficient strategy only by e. We then consider the case where
there is uncertainty regarding the jump-intensities and show how the robust-efficient
strategy can be derived via a worst-case model.

Outline

In Chapter 1, the problem is formulated and the notion of admissible strategies
under model uncertainty is introduced. We examine super-hedging strategies in our
setting and show how the problem of robust-efficient hedging for F' can be reduced
to the problem of super-hedging of a modified claim F'. The modified claim is given
by F = ZF where Z is the maximin-optimal test for an associated statistical testing
problem with composite hypotheses.

We examine maximin-optimal tests more closely in Chapter 2. This chapter is a
stand-alone discussion of hypothesis testing with strictly concave utility functions
and does not rely on any definitions made in previous sections. The general setup is
similar to [CK00] who considered the testing problem for the linear utility function
u(z,.) = z. We discuss the testing problem for any two families of finite measures
that are dominated by a probability measure. No further structure on the underlying
probability space or on the hypotheses is assumed. Motivated by the connection of
maximin-optimal tests to applications in mathematical finance, we use the following
non-statistical terms: Elements of the hypothesis are referred to as ”pricing rules”
() and elements of the alternative are called "models” P. A least-favorable pair
(P|Q) is defined by the property that it minimizes the maximal power associated
to the simple problems (P|Q). For this, the minimum is taken over all models
within a proper enlargement of the alternative and all pricing rules within a proper
enlargement of the hypothesis. Essentially, an enlargement is proper if it is convex
and does not change the optimization problem, cf. Definition 2.3. We also introduce
the notion of a worst-case model and a worst-case pricing-rule for a fired model. In
short, a worst-case model minimizes the maximal power of the associated semi-
composite problem. A worst-case pricing rule for fixed model P minimizes the
maximal power associated to the simple problem of testing any pricing rule against
the model P. We show in Proposition 2.27 that P is a worst-case model and Q is a
worst-case pricing rule for P if and only if (P|Q) is a least-favorable pair.

The notion of a worst-case pricing rule is closely related to the solution of the dual
problem typically considered in utility-maximization problems where there is no
model-uncertainty, cf. for example [Sch00] and the references given there. Essen-
tially, the notion of a least-favorable pair and a solution to the dual problem are
equivalent, cf. Proposition 2.27. The maximin-optimal test can be found among
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the solutions to the simple problem of testing P versus Q for a least-favorable pair
(P|Q), cf. Proposition 2.30. If the worst-case model is equivalent to R, the solution
to the simple problem is unique and maximin-optimal for the composite problem,
cf. Theorem 2.31. One set of sufficient conditions to find a worst-case model is
that the family ¢/ is uniformly integrable and w is bounded: In this case, the closed
convex hull of G in L'(R) is proper and contains a worst-case model. If the worst-
case model fails to be equivalent to R, we demonstrate how one can approximate
the original problem via a series of embedded problems which possess equivalent
worst-case models, cf. Theorem 2.32.

In Chapter 3, we apply the results of Chapter 2 to the problem of efficient hedging
under model-uncertainty. In Section 3.1, we define the utility function and the
families of densities (G|H) in terms of the loss function, the families of "real-world”
models and martingale measures as well as the contingent claim. We pass from the
family of martingale measures to its closure in L° and from the family of models to
its closed convex hull in L!. We then rephrase the most central results of Chapter
2 directly in terms of models P, pricing rules ) and modified claims and show
how the maximin-optimal modified claim of Theorem 1.7 can be derived from a
least-favorable pair (P|Q), cf. Theorem 3.5. Our results on the existence of a least-
favorable pair carry over immediately from Chapter 2. We show that the maximin
and minimax values (3, respectively 5* coincide, cf. Proposition 3.10. If a worst-case
model exists, the robust-efficient hedging problem has a saddle point. If, in addition,
the worst-case model is equivalent to R, the robust-efficient hedging strategy is given
by the P-efficient hedging strategy, ¢f. Theorem 3.11. In many applications it is
easier to compute the P-efficient hedging strategy for a fixed model P directly, e.g.
via dynamic programming, rather than via a worst-case pricing rule, cf. also Sections
5.1 and 6. For this reason we show that a worst-case model P can be obtained by
minimizing the power of P-efficient strategies over P, i.e., by solving the problem
ming E5[l(Se)] = suppey ming Ep[l(Se)], c¢f. Lemma 3.6.

Along the same line, we derive a worst-case pricing rule Q) a posteriori from the
efficient strategy in Section 3.2. Furthermore, we establish a relationship between the
attainability of the maximin-optimal modified claim and equivalence of the worst-
case pricing rule to the worst-case model, cf. Corollary 3.16.

In Section 3.3, we consider different ways to specify a family ¢/. We show in Section
3.3.1 that a suitably chosen neighborhood of a given model F, contains a worst-case
model. In Section 3.3.2, a parameterized family U = {Fp| 6 € O} is considered. In
this situation, a worst-case model is a mixture [ Pyr(df) for a prior-probability dis-
tribution v on ©. Finally, we consider a variant of the last setting where the investor
assigns weights to the models Py, i.e., where the investor chooses a family of prior
distributions. In all these specifications, the maximin-optimal claim respectively the
robust-efficient strategy can be derived via a worst-case model.

Two problems of optimal hedging under model uncertainty that do not fit in the
framework of Section 1 are considered: We derive the optimal hedging strategy
for an extremely risk-averse investor who intends to minimize the maximum loss in
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Section 3.5. The other extreme of a risk-seeking investor corresponds to the quantile
hedging problem examined by [FL99] for a single model. Robust-quantile hedging
strategies are developed in Section 3.6.

In the second part of this thesis we consider several case studies. Chapter 4 is
dedicated to the discussion of examples where all models are equivalent to the same
equivalent martingale measure. The first example is a family of binomial trees
with uncertainty regarding the transition probabilities at each node. The second
example is dedicated to the study of a class of Black-Scholes models with uncertain
drift. In both examples we provide explicit formulas for a worst-case model and for
the efficient strategy for the worst-case model. This strategy is robust-efficient. The
case where not only the probability but also the size of the return in the Binomial
model is uncertain leads to a class of incomplete models. This case is considered in
a one-period setting in Section 4.2.

In Chapter 5 we study stochastic volatility models. We first consider a family of
models where the volatility jumps at a random time 7 to a new value 7 according to
some unknown distribution #. For given distribution #, we denote the corresponding
model by Py. We consider a class of models of the form U = {P| 6 € ©} for some
family © of equivalent probability distributions on (0,00). In Section 5.1.1, we
derive the efficient hedging strategy for any fixed distribution 6. With respect to
the construction of the model, we distinguish the case where 7 is a stopping-time
w.r.t. the filtration generated by X and the case where 7 is independent of X.
We generalize the results obtained previously by [FLOO] for a constant jump-time
and derive the efficient strategy via the dynamic programming principle. We then
derive a formula for the worst-case pricing rule and give an example where the worst-
case pricing rule is not equivalent to Py, c¢f. Lemma 5.6 and 5.7. In Section 5.1.3,
we consider a convex family © of equivalent distributions of volatility and show
that © contains a worst-case distribution . Since all models P, are equivalent,
the efficient hedging strategy for P; derived in Section 5.1.1 is robust-efficient for
U={F|0co}.

In Section 5.2 we derive the Bellman equation for ”classical” stochastic volatility
models where volatility is itself modelled as a diffusion.

In Section 5.3, we consider a variant of te uncertain volatility model of [ALP95] and
[Lyo95]: We consider a countable family of volatility paths such that we can decide
at time 0 which path is actually chosen. More generally, we consider a countable
family of singular and complete models {P,| n € N} with support €, € Fy. In this
setting, the family of equivalent martingale measures M for the dominating model
has a nice structure: It is given by all convex combinations of the unique equivalent
martingale measures @), for P,. This allows us to prove that the superposition
of all efficient strategies for any fixed path is actually robust-efficient. A one-to-
one correspondence between certain sequence-spaces in [0, 1]N and closures of M
respectively U is derived. We then find a worst-case model of the form P = P, and
an associated worst-case pricing rule () = Q5. It is easily seen that the efficient
strategy for the fixed model P is not robust-efficient.
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In Chapter 6, we provide a case study where the asset price follows a ”geometric
Poisson process”. The efficient strategy is derived as follows: Let 3 denote the
minimal risk among all strategies £ € A,, and $* the minimal risk that can be
achieved among all strategies £ € A, that are constant after the k-th jump. The
associated ” k-efficient” strategy can be computed directly via methods of dynamic
programming. We then have 3 = lim; #* and for a given error-bound €, we can
choose k sufficiently large such that the performance of the k-efficient strategy differs
from the performance of the efficient strategy only by €, cf. Theorem 6.10. We apply
the results of Section 3.2 to show that if the intrinsic value of F' is nontrivial, i.e.,
F(z0) > 0, and we invest more than the intrinsic value, then the worst-case pricing
rule is not equivalent to P.

In Section 6.3 we consider the case where there is uncertainty regarding the jump-
intensities. The proper enlargement I/ is constructed as described in Section 3.3.2.
We then show how the methodology of Section 6.2 can be applied to derive the
efficient strategy and associated value Bp for any fixed model P € U. Theorem 3.20
allows us to derive a worst-case model and the robust-efficient strategy for U, cf.
Theorem 6.13.
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CHAPTER 1

Robust-efficient hedging: Concepts

In this chapter, we define the problem of robust-efficient hedging for a nonnegative
contingent claim with random maturity. For this, the notion of admissible strategies
under model uncertainty is introduced. We revisit the problem of super-hedging in
our setting and show how the problem of robust-efficient hedging for F' can be
reduced to the problem of super-hedging of a modified claim F. The modified
claim is the maximin-optimal test for an associated statistical testing problem with
composite hypotheses - a problem that will be considered in detail in the following
Chapter 2.

1.1. Formulation of the problem

Let a filtered probability space (2, F, (F¢)o<i<7, R) and an adapted positive process
X = (Xt)o<t<r such that X is a semi-martingale under R be given. We consider a
family U of probability measures such that R and U are equivalent, i.e., P[A] = 0
for all P € U implies R[A] = 0 and vice versa. By the Halmos-Savage Theorem
3.17, such a reference measures R can be constructed for any dominated family of
probability measures.

We assume that (F;) is right-continuous and complete with respect to R. The set
M of pricing rules is the set of all measures () equivalent to R such that X is a
martingale with respect to (). We assume absence of arbitrage in the sense that M
is nonempty.

We assume that the riskless rate of interest is zero.

A self-financing strategy with fixed initial capital a > 0 is a predictable process (&;)
such that the resulting value process

t
(1.1) Vt:a—i—/ &dX,, telo,T]
0

is R-almost surely well defined. A self-financing strategy (&) is called admissible if
the associated value process V' satisfies

(1.2) V,>0, te[0,7], R-—as.

We denote the set of all strategies (&;) which are admissible for given initial capital
a by Ay r. Aar C Ay p holds if P is absolutely continuous with respect to R, cf.

13
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also [Pro90] Theorem IV.2.25. Hence
Aa,R - m Aa,P-

Peu

We simply write A, = A, r in the sequel. Observe also that
(1.3) Ao CAg, a<p
holds.

In certain applications, the dynamic programming principle allows us to solve the
problem of (robust-)efficient hedging for an option with deterministic maturity 7" by
means of auxiliary problems with random maturity, cf. Sections 5.1 and 6. For this
reason, we generally consider contingent claims with random maturity. We examine
the risk incurred by an investor who is short a F,-measurable contingent claim F'
which pays out F'(w) > 0 at the (F;)-stopping time 7(w) <T. Assume that

(1.4) sup Eg[F] < o0
QeM

holds. The following cash flows occur in our setting: Today, i.e., at time t = 0, the
investor receives a premium p from the buyer of the option and invests the amount
Vp of initial capital in a self-financing strategy £. His portfolio at time ¢ < 7 consists
of & assets, —1 option and an amount of V; — &, X; invested in the money market. No
cash flows occur between today and the exercise time 7 of the option. At time 7(w),
the investor closes his positions, i.e., he pays —F(w) to the holder of the option and
receives the value V. (w) of the hedging strategy.

time cash flow
t=0 p—Wo
O<t<r none

=1 Vi = F

While today’s cash flow is deterministic, the remaining liability F' — V, at time 7
is random and therefore risky. The positive part S = (F — V)T of the remaining
liability is the investor’s shortfall. We propose to measure risk associated to the
shortfall S < F' by the quantity

(1.5) p(S) = sup Ep[l(S,.)]

for a given loss function [:

1.1 Definition. A function [ : R x @ — [0, 00) such that z — [(z,w) is increasing,
strictly convex and continuously differentiable on (0, F/(w)) Vw and

(1.6) l(2,.) = 0 Vz2<0; I(z,.) bounded Vz>0
(1.7) Epll(F,.)] < oo, PelU

is called loss function.
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The risk measure p defined via (1.5) belongs to the class of conver measures of risk
introduced by [FS00]. The authors extend the concept of coherent measures of risk
proposed by [ADEH99]. Especially, convex measures of risk allow for liquidity risk.
Starting from an axiomatic description, [FS00] show that a convex measure of risk
admits alternative representations in terms of an associated ”penalty function” or
an ”acceptance set”.

An important class of loss functions is given by I(z) = (27)P, p > 1. In this case we
propose to normalize p by taking the p-th root, i.e.,

(1.8) pp(V) = sup [V Locp).-
Peu

The case p = 1 is referred to as risk-neutral whereas p > 1 corresponds to a risk-
averse attitude. The degree of risk-averseness increases with the parameter p. In
Section 3.5, we revisit this class of risk-measures (1.8) and consider the case of
extreme risk averseness as p tends to infinity.

If Vy does not exceed the option price today and the option’s payoff F(w) at time
7(w) does not exceed the value V,(w) of the hedging strategy R-almost surely, then
the investor receives only positive cash flows, i.e., he is able to make a riskless profit
by selling the option. We first show that the minimum of all prices that allow for a
riskless profit is given by Fy := supge g Eql[F].

1.2 Lemma. Consider a F,-measurable contingent claim F > 0. There exists an
admissible strateqy & € A, such that

(1.9) F<a +/ £dXs, R — almost surely
0
if and only if
(1.10) FeV,:= {V > 0| V F, — measurable, sup Egl[V] < oz} .
QEM

Proof. (1) For any admissible strategy £, the corresponding value process is a super-
martingale for any Q € M.

2) Hence, if ¢ satisfies (1.9), we immediately obtain F' € V,.

3) For the reverse implication, consider any F' € V,. Denote by Y a right-continuous
version of the process

Y; := esssup Eq[F| F].
QeM
By hypothesis,
(1.11) Y, < a.

(Y;) is a super-martingale under any pricing rule Q € M and M contains all equiv-
alent martingale measures for R. According to the optional decomposition the-
orem (cf. [FK98], [Kra96]), this implies the existence of an admissible strategy
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(&) € Ay, C A, and an increasing optional process C' satisfying Cy = 0 such that
for all ¢
t
Yt:YO+/ £dXs —Cy, R —as.
0
holds. Thus, we can estimate F' R-almost surely by

F = Eq[F|F]

= Eq[Yr| 7]
< v
= Yo+ / fsts - CT
0
< Yo [ gax,
0
Taking equation (1.11) into account we obtain validity of (1.9). O]

1.3 Definition.

(i) The superhedge price Fy for F is defined as

(1.12) Fo=inf{la| € cA,: F<a +/ £sdXs R — almost surely}.
0
It follows from Lemma 1.2 that
Fy = sup EglF]
QEM

holds and that the infimum in (1.12) is attained, i.e., there exists an admissible
strategy £ € Ap, with

F < F, —i—/ £dX,, R — almost surely.
0

Any such strategy & is called a super-hedging strategy for F'.

(ii) F is called attainable if there exists a super-hedging strategy £ € Ag, such
that the associated cumulative consumption vanishes, i.e.,

F=F +/ &dX,, R — almost surely.
0

The super-hedge price Fj is the smallest amount of initial capital which allows
to eliminate all shortfall risk. However, if the option is not attainable, the su-
perhedge price allows for arbitrage. Hence the superhedge price must exceed the
option-premium in a friction free market, cf. also [CSS99] and [FS99] for a more
quantitative analysis. For this reason, we investigate how the investor can reduce
his risk-exposure if he is not willing or able to invest the super-hedge price in a
hedging strategy, i.e., if he has only an amount « of initial capital available with

0 < a<Fy.
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Obviously, he is not able to eliminate all risk. For any admissible strategy £ € A,
there is a model P € U such that P[F > V%] > 0 holds. We examine hedging
strategies that minimize the quantity

sup Ep[l(F — a — /T £dXs, )]
P 0

1.4 Definition. An admissible strategy & € A, is called robust-efficient if it solves
the problem

sup Epll(F — o — / £dX...)] = min
P

(1.13) ;
£ €A

We denote the value of the problem by (5*:

f* = min supEp[l(F—Oé—/Tfstsa-ﬂ
0

§€Aa peyy

= min p(F —a — sdX5).
Inin p(F'—a /0 £sdXs)
We will also refer to 3* as the robust minimal shortfall risk due to the following
consideration: Given a robust-efficient strategy &, we obtain from (1.13) that the
expected remaining shortfall risk with respect to any model P € U is bounded by

B
Ep[l(F — o — / £dX,, )] < B, Pel.
0

This is a desirable feature from a risk-management point of view.

We will examine the solution to problem (1.13) on a general level in Chapter 3. As
an auxiliary tool, we will consider strategies that are efficient with respect to a fixed
model P:

1.5 Definition. Consider some fixed model P in the convex hull co(Ud) of U. A
strategy is efficient for P if it solves the problem

Ep[l(F —a— /T £dXs, )] = mﬁin

(1.14) :
e A

We denote the value function for this problem by Ap.

Observe that an admissible strategy is admissible with respect to any P € co(U)
since R also dominates co(U). Since the class A, of admissible strategies is defined
in terms of R rather than P, the notion of a strategy that is ”efficient for P”
differs from the definition of an efficient strategy under model-certainty U = {P}
considered by [FLO00]. Only if P is equivalent to R, these notions coincide.
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We will say that a measure P € co(ld) is a worst-case model if it maximizes the
minimal shortfall risk for fixed model P:

(1.15) Bp= sup Bp=: B,
Peco(U)

cf. Lemma 3.6. It is easily seen that

holds, cf. Proposition 3.10.

In view of Propositions 3.10 and 3.9, the joint solution (£, P) to problem (1.13) is a
saddle-point for p(.,.) in A, x U'. However, the efficient strategy for a worst-case
model P is not necessarily robust-efficient, cf. examples 5.21 and 5.22. Only in
the case where the worst-case model P is equivalent to R we can conclude that the
P-efficient strategy is robust-efficient.

To allow for model uncertainty in (1.13) yields a robust version of the efficient
hedging strategy introduced by [FLO00]. This is mirrored in the fact that the auxiliary
testing problem which we introduce in (1.16) corresponds to a robust version of
standard Neyman-Pearson tests: Instead of maximizing the power of the test for a
single measure P, robust tests maximize the minimal power over a suitably chosen
neighborhood of P, e.g. in the total variation distance, c¢f. Chapter 2 and the
textbook [Hub81]. In Section 3.3.1, we modify the concept of a total-variation
neighborhood to find a neighborhood that is more suitable for the purpose of efficient
hedging. We consider LP-neighborhoods of a given model F to derive robust versions
of P, efficient strategies.

The family of models is often given in a parameterized form. In this setting, we
show in Section 3.3.2 under mild assumptions that a worst-case model is a mixture
obtained from a ”worst-case prior-probability distribution” on the parameter-space.

One can argue that the min-max criterion (1.13) is extreme in the sense that all
models have the same weight in the optimization procedure, regardless of the like-
lihood the investor might assign to each model. We discuss in Section 3.3.3 how
one can incorporate the investor’s view on the likelihood of models in our approach
by choosing a prior distribution on ¢4/. We then obtain a problem that is a special
case of (1.13) where a class of models U’ is obtained by considering a class of prior
distributions.

Finally, a remark on the R-almost sure validity of conditions (1.2) and (1.9) is in
order: The economically sound formulation would be to require that these conditions
hold P-almost surely for any P € U. Clearly, both formulations are equivalent since
R and U are equivalent.

1.2. Reduction to a testing problem

We now formulate a testing problem that is closely related to (1.13).
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1.6 Definition. A F,-measurable random variable V is called mazimin-optimal if it
solves

sup Ep[l(F' —V,.)] = min
(1.16) Peu v :
0<V <F, EolV]<avQeM

We link the testing-problem to the original problem (1.13):

1.7 Theorem (Reduction to a stationary problem). Given a mazimin-optimal
modified claim V' for initial capital o, the super-hedging strategy § € A, for the
modified claim V' is robust-efficient and the minimal risk is given by

(1.17) B* = sup Ep[l(F - V,.)].
Peu
Proof. Let V and ¢ as in the theorem be given.
(1) It follows from the side conditions of problem (1.16) that

sup Fgl[V] < a
QeM

holds. Due to Definition 1.3, the super-hedging strategy ¢ satisfies the side conditions
in problem (1.13), i.e., £ € A,.

2) For optimality, consider any admissible strategy ¢ € A,. We define V' via
V.= (a+/ EAX ) NF < a+/ £,dX,.
0 0

Hence V' € V,, ie., V satisfies the side conditions of (1.16). Equation (1.6) and
maximin-optimality of V' imply

supEp[l(F—a—/ £dXs, )] = sup Ep[l(F —V,.)]
Peu 0 peu
> SUPEP[Z(F_Va”
peu
> sup Ell(F—a - [ £dX...)
Peu 0

where the last inequality is due to the super-hedging property of ¢ for V and equation
(1.6). Hence ¢ is robust-efficient.

3) Considering & = £ in (2) yields

sup Ep[l(F —V,)] = supEp[l(F—a—/Tgsts,.)]
Peu Peu 0
= g

In fact, the converse implication of Theorem 1.7 holds as well:
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1.8 Corollary. Consider a robust-efficient strateqy €. Then the modified claim
V= (a+/ gstS) ANF
0

Proof. By definition of V and Proposition 1.2, we obtain V € V,.

18 maximin-optimal.

For optimality, we obtain from the definition of V and (1.6) that
sup Ep[l(F =V, .)] = §*
Peu
holds. Optimality follows via theorem 1.7:
B* = inf sup Ep[l(F -V, .)].

Ve&Va peuy



CHAPTER 2

Maximin-optimal tests

2.1. Introduction

In the statistical situation of hypothesis testing one tries to discriminate between two
families of probability measures, the hypothesis and the alternative. The mazimin-
optimal test maximizes the minimal power over all tests which do not exceed a given
size. The minimal power of a test is the minimal probability of correctly rejecting the
hypothesis. The size is the maximal probability of falsely rejecting the hypothesis.
Maximin-optimal tests appear as building stones in the construction of (robust-)
efficient hedging strategies, cf. Theorem 1.7.

The situation considered here differs from the classical testing problem in that the
power of a test is defined in terms of a strictly concave state dependent utility func-
tion rather than the identity mapping. Furthermore, our only essential assumption
is that the alternative and the hypothesis are dominated, i.e., the alternative and
the hypothesis need neither be parameterized nor of the form of the neighborhoods
typically considered in robust statistics. Similar to the classical notion of least-
favorable pairs of prior-distributions on the hypothesis respectively alternative, we
introduce the pivotal notion of a least-favorable pair of elements of the hypothesis
respectively alternative. In consistency with the setting arising from the problem of
robust-efficient hedging, we refer to elements of the alternative as models, elements
of the hypothesis are called pricing rules. Consider a pair consisting of a single
model and a single pricing rule. A crucial observation is that the optimal test for
the "simple” problem associated to this pair can be derived easily from the level
condition. Hence the optimization problem underlying the following definition can
easily be formulated: We say that a model and a pricing rule are a least-favorable
pair if they jointly minimize the power of the optimal test for the associated simple
problem. For this, the minimum is taken over all models within a proper enlarge-
ment of the alternative and all pricing rules within a proper enlargement of the
hypothesis. Essentially, an enlargement is proper if it is convex and does not change
the optimization problem, cf. Definition 2.3. This definition leaves some freedom
concerning the choice of the proper alternative respectively hypothesis which appear
as the domain of the dual problem.

The main result of our analysis on maximin-optimal tests is that the maximin-
optimal test can be found among the simple-optimal test for a least-favorable pair. If
the least-favorable pair is equivalent to the dominating measure, the simple optimal

21
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test is the unique maximin-optimal test. If the latter condition is not fulfilled, we
approximate the maximin-optimal test by a sequence of simple optimal tests.

A least-favorable pair can be described equivalently as a worst-case model and a
worst-case pricing rule for this model or as a solution to the dual-problem, cf. Propo-
sition 2.27. The definition of a least-favorable pair is also closely connected to the
well known notion of a pair of least-favorable prior-distributions examined e.g. by
[Leh86] and [KW67]. [KW67] introduce the dual problem by means of prior distri-
butions on the hypothesis and the alternative. The crucial observation is that the
value of this dual problem depends only on the means of both prior-distributions
and the total mass of the prior distribution on the hypothesis. If the alternative
and the hypothesis are (measure-)convex, the mean of the prior distribution is itself
a model respectively a pricing rule. Hence we can define the dual problem directly
on the convex hulls of the alternative and the hypothesis plus a new parameter
k € (0,00). The parameter k accounts for the total mass of the prior distribution on
the hypothesis. One advantage of this approach is that one does not have to impose
additional measurability-assumptions.

This chapter is organized as follows: In the following Section 2.2, we formulate the
problem. The optimal test for the simple problem of testing a fixed pair of a model
and a pricing rule is presented. Proper alternatives respectively hypotheses as well
as worst-case models and least-favorable pairs are defined.

In Section 2.3, we examine different notions of optimality. We show that the maxmin
and minimax-values for the problem coincide. We establish sufficient conditions
for the existence of a worst-case model. Existence of a worst-case model implies
existence of a saddle point.

In Section 2.4, we define the dual problem (2.37). We show that there is no duality
gap, cf. Lemma 2.24. As a consequence, a solution to the dual-problem is essentially
equivalent to a least-favorable pair, cf. Proposition 2.27. The solution to the original
problem is then constructed via a solution to the dual problem in several stages.
First we consider the simple problem for fixed model and pricing rule in Lemma
2.26. Then, the semi-composite problem for fixed model is solved in Lemmata 2.28
and 2.29. Finally we turn to the solution of the full problem in Theorems 2.31 and
2.32. We state in Theorem 2.31 that the simple optimal test for a least-favorable
pair is the unique maximin-optimal test in the case where the least-favorable pair
is equivalent to R. For the case where the least-favorable pair is not equivalent to
R, the maximin-optimal test is approximated by a series of testing problems with
associated least-favorable pairs equivalent to R in Theorem 2.32.

We sketch briefly how our approach carries over to the linear case in Section 2.5: We
describe the results obtained recently by [CKO00] in terms of a least-favorable pair.
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2.2. Definition of the problem

Consider a probability space (£, F, R) and two families G and H of nonnegative
R-integrable random variables such that

(2.1) Go :=sup E[G] < o0, Hy:= sup F[H] < 0o
Geg HeH

holds. We call G the family of models G and H the family of pricing rules H.

2.1 Definition. A state-dependent utility function is a measurable function u :
[0,1] x 2 — R such that u(.,w) is increasing, strictly concave and continuously
differentiable on (0, 1) for all w, and w fulfills

(2.2) —o0 < E[Gu(0,.)] and E[Gu(l,.)] <oo, GEe€QG.

Our intention is to find a random-variable Z that solves the problem
inf E[Gu(Z,.)] = max
Geg z

(2.3)
0<Z<1, E[HZ]<aVHeH

for some constant a € (0, Hp).

A test Z that solves problem (2.3) is called mazimin-optimal. We will also refer
to this problem as (G|H) with the understanding that we derive problems of the
form (G|H) from (2.3) by setting G = {G}. If u(z,w) = z, problem (G|H) is
the statistical problem of testing the composite hypothesis G against the composite
hypothesis H. We call E[G u(Z,.)] the power and E[H Z] the price of Z (with respect
to G respectively H). Problem (G|H) then corresponds to the following procedure:
One fixes a maximal price one is willing to pay, i.e., the maximal probability a of
falsely rejecting H. Under this constraint one then tries to maximize the minimal
power, i.e., the minimal probability of correctly rejecting H.

For the problem of robust-efficient hedging, we define G, H and u in equations (3.1)-
(3.3), page 60. In this situation, —E[G u(Z,.)] is the risk of the modified claim ZF
under the model P with dP/dR = G, hence the criterion (2.3) amounts to minimiz-
ing the worst-case risk over all models. The quantity sup, E[H Z] corresponds to the
super-hedging price of ZF and H corresponds to the class of martingale measures,
i.e., pricing rules in the standard formulation of financial market models.

Obviously, a problem of the form (G|H) with nonconstant o« = a(H) can be trans-
formed to a problem of the form (G|H') with constant o/ = 1 by setting H' =
{H/a(H)| H € H}. As long as the function «(.) is bounded from below by some
strictly positive constant, the family H’ will satisfy the condition (2.1) if H does.
Similarly, if a(H) < E[H] holds for some H € H, then o < H{ is satisfied. In this
sense we may assume without loss of generality that « is constant.

We introduce the class of all tests of maximal price a:

(2.4) Zon=2,={0<Z<1| sup E[HZ] < a}.

HeH
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We call
Uy = us(@) := max inf E[Gu(Z,.)]

ZeZo GEG
the value of the problem.

For a fixed pricing rule H € H, Z,p is the class of all tests satisfying the side
condition for simple problems with pricing rule H, i.e.,

(25) Zun={0<7Z<1| BlHZ] < o).
Any simple problem (G|H) can be solved straightforward, cf. [Leu99] or Section 2.4:

2.2 Example (Solution of the simple problem). Consider a utility function u as
in Definition 2.1 with derivative d,u(z,w) = u/(z,w). In Section 2.4 we define the
inverse function 7 of «/(.,w) on [0, 00) for each w. We show in Corollary 2.21 (i) that
the solution Z to a simple problem (G|H) is G R-almost surely unique and given by

. - H
ZGln) = I(k<G|H>5, ) Lig=oy

where the critical value kg € [0,00) for (G|H) is the unique solution of

(i) E[HZ(G“{)] =« if E[H 1{G>0}] <

(ii) k=0 (i.e., Z(G|H) = 1{G>0} ) else.

Hence

max E[Gu(Z,.)] = E[Gu(Zm)..)].

ZEZa H

The principal result of this chapter is the following: We demonstrate that under
appropriate conditions, a maximin-optimal test for (Q|H) is given by the solution
to the simple problem (G|H) for a least-favorable pair G, H - a notion we define
subsequently. For this, we must pass to the convex hulls of G respectively H. In
order to establish existence of a least-favorable pair, we may have to enlarge G and
‘H even further. Therefore we define proper enlargements in Definition 2.3. These
are convex families G D G, H D ‘H such that the problems (G|H) and (G|H) are
equivalent, i.e., the values of these problems coincide and a maximin-optimal test
for one problem is also maximin-optimal for the other. Observe that indeed the
convex hulls of G respectively H fulfill this requirement. The largest families Goo
respectively Ho, such that the problems (G|H) and (G|H) are equivalent are given
by

(2.6) o = {H >0| E[HZ] <o, VZ € za}

27) G = {G > 0| E[G) < Go; E[Gu(Z,.)] > inf E[G'u(Z,.)], VZ € z}
It is easily seen that these sets are convex. We now provide the formal definition of

proper enlargements:

2.3 Definition. A conver hypothesis H D H (respectively alternative G D g) is
called proper, if H C Ho. (respectively G C G.) holds. Ie., the convex hull co(H) is
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the smallest proper hypothesis and Hoo is the largest proper hypothesis (respectively
co(G) and G).

Before we give some examples of proper enlargements in Proposition 2.7, we intro-
duce the pivotal notion of a least-favorable pair:

2.4 Definition.

(i) Consider a model G € G. We say that H € H is a worst-case pricing rule for
G if it solves

(2.8)

E[Gu(Zgm), )] = inf
HeH

for some proper hypothesis H.

(i) G € G is a worst-case model if it solves

max F|Gu(Z,.)| = inf
(2.9) [ ZEZq [G (e z ) G ]

for some proper alternative Gg.
(iii) (G, H) € G x H is a least-favorable pair if it solves the problem

E[Gu(Zm). )]Zci;{lg]

(2.10) -
GeG HeEH

for a proper hypothesis H and a proper alternative G.

We will show in Proposition 2.27 that (G, H) is a least-favorable pair if and only if
G is a worst-case model and H is a worst-case pricing rule for G.

By the definition of a proper alternative, we have

u, = max inf E[Gu(Z,.)],
Z€Za GeG

i.e., this value is independent of the choice of G. It follows from Proposition 2.10
below that

u, = u* = Inf max E[GU( )]
GeG Z€2a

holds for any proper alternative G. Hence the value of problem (2.9) is independent
of the choice of G.
We show subsequently that

max E[Gu(Z,.)] = inf E[Gu(Zcm),-)]

ZE€Zy HeH

holds for any G € G and any proper hypothesis H, cf. equation (2. 51). Hence the
value of problems (2.8) and (2.10) is independent of the choice of H and G. The
motivation to allow for different proper domains G, H for the above problems is
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the following: These problems are viewed as auxiliary means to solve the original
problem (G|H). Hence we intend to choose the smallest proper domain that contains
a least-favorable pair rather than increasing the complexity of the problem by trying
to find a least-favorable pair in the largest proper domain (G, |Hs). On the other
hand, the smallest proper domain (co(G)|co(H)) may in general not contain a least-
favorable pair.

2.5 Lemma. The hypothesis Hoo enjoys the following properties:
(i) H C Heo.
(1) Hoo is countably convez.
(i4i) E[H) < Hy for all H € Ho.
(iv) Heoo is closed in LO(R).

(v) Hs and 2, are bipolar, i.e., for nonnegative random variables Z and H we
have

(2.11) Z € 2, if and only if E[HZ)<a, VH € Hy
HEHy ifandonlyif E[HZ]<a, VZE Z,.

Proof. (i) is immediate.
For a given set M, we denote by
Cone(M) = {> Namn| Y Au=1, A\, €[0,1], m, € M, n €N}

n=1 n=1

the countably-convex hull of M. For any test Z, we have

(2.12) sup E[HZ] = sup E[HZ].
HeH Hecooo (H)

This proves (ii).
(iii) is a consequence of 0 < o/ Hy € Z,.

(iv) Consider a sequence (H,) C Ho, with limit H in L°(R). For any Z € Z, we
obtain from Fatou’s Lemma that

E[HZ] < limninfE[HnZ] <
holds. Hence H lies in Hy, i.e., Hoo is closed in LY(R).
(v) is immediate. O
2.6 Lemma. The alternative Go enjoys the following properties:
(i) G C Gus.
(ii) G is countably convex.

(iii) If u is bounded, then Gu, is closed in L'(R).
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Proof. (i) is immediate.

For any test Z we have

inf B[Gu(Z,.)] = inf ElGu(Z,.).
inf B|Gu(Z,.)] =  inf = E[Gu(Z,.)]

This proves (ii).

(iii) Consider a sequence (G,) C G that converges to G in L'(R). Clearly, the
condition E[G] < Gy is fulfilled. Since u is bounded, we have for any Z € Z,:

ElGu(Z,.)] > lim E[G,u(Z,.)]

nToo

> inf E[G'u(Z,.)].

G'eg
Hence G € G..

For i = 0,1 we denote by G* the closed convex hull of G in L(R). We have

(2.13) G = {G| 3 (Gy) C eol@), im G, = G in L(R) } i=0,1

where co(G) is the convex hull of G. We define the families co(H), H!' and H’
analogously.

2.7 Proposition. The following are proper hypotheses:
(1) The hull cos(H) of all countable convex combinations of H.

(2) The closed convex hull HP of H in LP(R), p > 0.
The following are proper alternatives:
(3) The hull cos(G) of all countable conver combinations of G € G.
(4) If u is bounded: the closed convexr hull G* of G in L*(R).
(5) If u is non-positive: the closed convexr hull GP of G in LP(R) for p > 0.

Proof. We obtain from Lemma 2.5 that
H C coso(H) CH CH® C Hoo
holds. This proves (1) - (2).
Item (3) is a consequence of Lemma 2.6 (ii).
Item (4) is a consequence of Lemma 2.6 (iii).

If u < 0 holds, we can conclude that G, is closed in L°(R) via Fatou’s Lemma.
Hence

G C o) S G €6 C G
holds. This proves item (5). O
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2.3. Existence of worst-case models and saddle-points

In this Section, we examine different notions of optimality. We show that the
maxmin and minimax-values for problem (2.3) coincide, cf. Proposition 2.10. As a
consequence, the value of problem (2.9) is independent of the choice of G. We es-
tablish sufficient conditions for the existence of a worst-case model, cf. Propositions
2.14, 2.15 and 2.17. The value function o — u,(«), is strictly concave under the
assumptions of any of these Propositions, cf. Lemma 2.18.

We introduce the function f(Z,G) = E[Gu(Z,.)] for G € G and Z € Z, and the
quantities

u, = sup inf f(Z,G), u*:=inf sup f(Z,QG)
ZeZ, GG Geg Zez,

for some proper alternative G. We encounter different notions of optimality:
(a) Z is maximin-optimal, i.e.,

inf f(Z,G) < inf f(Z,G), Z€ Z,.
Geg Geg

(b) G is a worst-case model, i.e.,

max f(Z,G) < max f(Z,G), GeG.

ZEZq ZEZq
(¢) Z solves problem (G|H) for some fixed G € G, i.c.,
f(Z,G)< f(Z,G), Z¢€ Z,.
(d) G is optimal for fixed Z, i.e.,
f(2,6)< f(Z,G), Geg.
(e) The pair (Z, @) is a saddle point if G is optimal for fixed Z and vice versa, i.e.,
HZ,G) < [(Z2.G) < [(Z,G), (2,G) € Zax G

In the terminology of game-theory, notion (a) (respectively (b)) corresponds to a

conservative strateqy Z (respectively GG). A saddle point is also called a noncooper-
ative equilibrium.

We take the following proposition from Chapter 6 Section 2 in [AE84], cf. also
Theorem 1.73 in [Wit85].

2.8 Proposition. The following conditions are equivalent:
(i) (Z,G) € Z, x G is a saddle point.

(i) u, = u* holds, Z is mazimin-optimal for (G|H) and G is a worst-case model.

2.9 Remark. The family Z, is o(L>®, L) compact, cf. e.g. [Wit85]. It follows
as in [Leu99], Lemma 2, that for fized G € G, the function Z — E[Gu(Z,.)] is
concave and lower-semicontinuous with respect to the o(L>, L')-topology on Z,.
The function G — E[Gu(Z,.)] is linear, hence convex.
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It is easily seen that the values u, and u* coincide:

2.10 Proposition. u, = u* holds and there exists a test Z € Z,, that solves problem
(GIH):

Uy = éréng[Gu(Z, J]-

Proof. Similar to the proof of Theorem 41 in [Leu99], this follows from Remark 2.9
and Theorem 2 in [AE84], Chapter 6 Section 2. O

2.11 Corollary. Consider a worst-case model G and a mazimin-optimal test Z. The
pair (Z,G) is a saddle-point.

Proof. This is an immediate consequence of Propositions 2.10, and 2.8. 0

2.12 Proposition. The solution to the semi-composite problem (G|H) is R-almost
surely unique on the event {G > 0}.

Proof. Assume that Z; and Z, are two solutions to (G|H) and define Z = 12, +
%Zg € Z,. Concavity of u implies

1 ~ 1 ~ N
ElGu(Z,)] > SECu(Z, )] + L ElCu(Z, )] = ElGu(Z:,.)
and this inequality is strict if R[{Z, # Z,, G > 0}] > 0 holds. This would contradict
optimality of Z;. ([l

2.13 Theorem. Consider a worst-case model G such that G > 0 holds R-almost
surely. Then the mazimin-optimal test is the R-almost surely unique solution to the
semi-composite problem (G|'H).

Proof. We obtain R— a.s. uniqueness of the solution Zg to the problem (G|H) from
Proposition 2.12. Due to Corollary 2.11, any maximin-optimal test Z is a solution

to problem (G|H). O
We define
(2.14) F(GQ) = max E[Gu(Z,.)).

2.14 Proposition. Assume that u(0,.) > 0 holds and that the closure G° of co(G) in
L°(R) is proper. Then G° contains a worst-case model.

Proof. Consider a minimizing sequence (G,) for F(G) of equation (2.14). Due
to Lemma 3.3 of [KS99] there exists a sequence of convex combinations G] €
co{Gpn, G411, ...} which converge to G' R-almost surely. Hence G’ is an element
of G°. Due to Proposition 2.10 there exists a random variable 7 that solves the
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problem (G'|'H), i.e.,
F(G@) = max E[G'u(Z,.)]

= E[G'u(Z,.)
= E[hgbnG;Lu(Z,)]

Due to nonnegativity of u, we can apply Fatou’s Lemma to obtain

F(G) < liminf E[G u(Z,.)]

= liminf Z ME[Gru(Z,))]
" k>n

lim inf sup E[Gyu(Z, )]
n k>n

lim inf sup max E[Gy u(Z,.)]

n k>n ZEZq

IN A

lim inf sup F(Gy)
n k>n

inf F(G
Jnf, F(G)

OJ

2.15 Proposition. Assume there exist models G, . .., Gn such that co(G) = co(Gy,...,Gn).
Then co(G) contains a worst-case model.

Proof. Consider the proper alternative

co(G) = {GW = Z'VnGnl v € Sn}

n=1

where Sy is the compact N-dimensional simplex defined by

N
Syi={r=( ) [ m €[0,1],> =1}
n=1

The convex function v +— F(G,) attains its minimum at some point 4 € Sy. Hence
G5 € co(G) is a worst-case model. O

Due to (2.1), G is uniformly integrable if and only if it is uniformly absolutely
continuous, i.e.,

(2.15) sup E[G; A] - 0 for R[A] — 0.
Geg

2.16 Lemma. Assume G is uniformly integrable. Then the families co(G), G' and
G° are uniformly integrable and G' = G° holds.

Proof. We first show that the convex hull co(G) is uniformly integrable. Consider
any € > 0. Due to equation (2.15) there exists some § > 0 such that R[A] < ¢
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implies
sup F[G; A] < e.
Geg
Hence we obtain
E[G'; A] < e.

for any G’ = S N, G, € co(G), i.c.,

sup E[G; Al <e.
G’eco(G)

Since E[G'] < Gy holds for all G' € co(G), the last equation implies uniform inte-
grability of co(G).

Similarly, it follows from equation (2.13) that G' is uniformly integrable.
Finally, uniform integrability of G' and G > 0 forall G € G' implies G' = G°. O

2.17 Proposition. Assume that G is uniformly integrable and that u is bounded.
Then G' is a proper alternative and contains a worst-case model.

Proof. It follows from Proposition 2.7 (4) that G is a proper alternative.

Since u is bounded, the mapping G — E[Gu(Z,.)] is continuous with respect to
L'(R). Hence the mapping

G max ElGu(Z,.)] = F(G)

is lower semi-continuous with respect to L'(R). Now consider a minimizing sequence
(G,) in G! for F. Due to convexity of F we can assume that (G,,) is convergent to
G in L°(R) (for otherwise there is a sequence of convex combinations of (G,,) that
is convergent in L°(R) and minimizing). Due to uniform integrability of G!, the
sequence is convergent in L'(R) which implies G € G'. By lower semi-continuity of
F w.r.t. L'(R) we obtain

F(G) <lim F(G,) = inf F(G).

Hence G is a worst-case model. O

2.18 Lemma. Under the assumptions of either Propositions 2.14, Proposition 2.15
or Proposition 2.17, the value function a — u.(«) is increasing and strictly concave
on (0, &) where we have set

(2.16) a = 1inf{a > 0| u.(a) = u.(Hp)}.

Proof. For 0 < a; < as < Hy and 0 < A < 1 we have to show that
Us(Aag + (1 — Nag) > Aus(ar) + (1 — Nus(a2)
holds.
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Let Z, € Z,, and Zy € Z,, denote the maximin-optimal tests corresponding to a;
and ap. Due to Z3 := AZ; 4+ (1 = A\)Z2 € Z)a,4+(1-\)ae, We have

us( Ao + (1 — Nag) > éréfg_E[Gu(Zg, ]

Under the assumptions of either Proposition 2.14, Proposition 2.15 or Proposition
2.17, we obtain existence of a model GG3 that minimizes the last expression, i.e.,

From the strict concavity of u we obtain
U*()\Oél + (1 — )\)062) > E[GgU(Zg, )]

(2.17) > AE[Gsu(Zy,.)] + (1 — \)E[Gsu(Zs, .)]
(2.18) > Aé%ng[Gu(Zl, 41 =N éléféE[Gu(Zg, )]

M (1) + (1 — Nus(az)
which proves concavity of u, on [0, Hy.

Now consider ap < & and assume we have equality everywhere in the above estimate.
Equality in (2.18) implies that G3 is a minimizing model for both Z; and Zs, i.e.,

uy(oy) = E[Gsu(Z;, )], i=1,2
Equality in (2.17) implies
(2.19) R[Z, = Z,,G3 > 0] = R[G5 > 0].
Putting together the last two equations we can conclude

Uy (1) = ui(az).

Since u, is increasing and concave,the last equation implies u,(ay) = u.(Hp) in
contradiction to oy < a@. O

2.4. Convex duality

In this section, we define the dual problem (2.37). We show that there is no duality
gap, cf. Lemma 2.24. As a consequence, a solution to the dual-problem is essentially
equivalent to a least-favorable pair, cf. Proposition 2.27. The solution to the original
problem is then constructed via a solution to the dual problem in several stages.
First we consider the simple problem for fixed model and pricing rule in Lemma
2.26. Then, the semi-composite problem for fixed model is solved in Lemmata 2.28
and 2.29. Finally we turn to the solution of the full problem in Theorems 2.31 and
2.32. We state in Theorem 2.31 that the simple optimal test for a least-favorable
pair is the unique maximin-optimal test in the case where the least-favorable pair is
equivalent to R. This follows easily from the combination of the results on the semi-
composite problem in this section and some more general results of Section 2.3,
especially uniqueness of the optimal test. We provide an alternative proof which
is closer in spirit to the convex-duality methods applied for the semi-composite
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problem: We derive optimality of the worst-case model G for the G-optimal test
Zé directly from the fact that G is a solution to the dual problem. For the case
where the least-favorable pair is not equivalent to R, the maximin-optimal test is
approximated by a series of testing problems with associated least-favorable pairs
equivalent to R in Theorem 2.32.

We now outline in more detail the different stages of the dual problem. Subsequently,
H denotes a proper hypothesis and G a proper alternative. We consider the ”dual”
problem of minimizing the function g = g(G, H, k) defined in (2.37) over the space
G x 'H x [0,00). We shall see that the value

g (G,H,k)elgprﬂx[o,oo) 9(G, H, k)

of the dual problem coincides with the value of the primal problem u,, cf. Lemma
2.24. As a consequence, the value of the dual problem is independent of the choice
of G,H . We chose to allow for different domains of the dual problem (different
proper G respectively H) since the smallest proper domain that contains a solution
to the dual problem may depend on the specific problem under consideration.

For fixed model G and pricing rule H, a solution k to the ” simple” dual problem
9(G,H,k) = min, g(G, H, k) will be called the critical value k =: kg m). The
solution to the simple problem (G|H) is given by

~ - H

Zaim) = k@ &) Le>0)

and the values of the simple problem and the dual problem for fixed GG, H coincide
(cf. Lemma 2.26):

(2.20) max E[Gu(Z,.)] = rl?ziglg(G, H. k).

ZGZOQH
This is the main content of Section 2.4.1.

Second we consider in Section 2.4.2 the dual problem for fixed model G. If (H, k)
denotes a solution to this problem, we find that the solution to the semi-composite
problem (G|H) is given by

I(Iz" ) ) 1{G>0}-

Ql =

On the other hand, it follows from equation (2.20) that (H, k) solves the dual prob-
lem for fixed G if and only if & is the critical value for (G|H) and H is a worst-case
pricing rule for G. Hence the solution to the semi-composite problem (G|H) is given
by the solution Z(Gl iy to the simple problem (G |H) for a worst-case pricing rule H.
Furthermore, we obtain strong duality:

2.21 E[Gu(Z,.)] = i G, H, k),
(221 B PGB = i G R)

cf. Lemma 2.29.

As a last step, we consider the full dual problem in Section 2.4.3. It follows from
equations (2.20) and (2.21) that (G, H,k) solves the dual problem if and only if
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G is worst-case model, H is a worst-case pricing rule for G and k = /;;(@‘ i) 1 the
critical value for (G|H), cf. Proposition 2.27. We obtain that every maximin-optimal
test can be found among the solutions to the simple-problem (G|H). However, we
cannot conclude in general that Z(@‘ f7) 18 maximin-optimal. This is only valid if

R[G =0, H = 0] = 0 holds.

2.4.1. Preliminary and auxiliary results

In this section, we define the inverse I of marginal utility and the convex conjugate
V of u. We define the critical value k (¢m) from which we derive the solution Z (G|H)
of the simple problem (G|H), cf. Lemma 2.26. In Proposition 2.20, we exhibit a
simple sufficient condition for maximin-optimality of Z(G| m). We show that there is
no duality gap in Lemma 2.24.

We first define the inverse function of the derivative 0,u(z,w) = u/(z,w). Observe
that we do not impose Inada conditions on u. Instead, we introduce the conventions

3 11%11111 (z,w) =:u/(1,w) € [0, 00),

. l%ub (z,w) =: ' (0,w) € (0, 00].

Thus defined, u'(.,w) is a strictly decreasing function on [0,1]. The inverse function
I of v'(.,w),

I(,w): [W/(1,w), ' (0,w)] — [0,1]
is a well defined decreasing function.

We extend the domain of I(.,w) to [0, 00] by setting I(y,w) = 1 for y € [0,2/(1,w))
and I(y,w) =0 for y € [v/(0,w), 00]. We thus obtain a unique function

(2.22) I(.,w): [0,00) — [0, 1].
that coincides with I on the interval [u/(1,w), %' (0,w)]. Hence for any nonnegative

)
random-variable B, the mapping I(B,.) : Q@ — [0,1] is a well defined test. The
stochastic conjugate of u is given by

(2.23) V(k,w) := fax (u(z,w) — zk)
u(l,w) — k, ) if b </ (1,w)
(2.24) = u(l(k,w),w) —kl(k,w), ifd(l,w)<k<d(0,w)
u(0,w) if v'(0,w) < k
(2.25) = u(l(kw),w)—kl(k w)
We observe that V(.,w) is decreasing, convex and differentiable with derivative
(2.26) VI(k,.) =0V (k) = —I(k,.)

Hence V(.,w) is strictly convex on the interval (v/(1,w),u'(0,w)). V' is nonnegative
if u is nonnegative.
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2.19 Proposition. For any G € G and H € H there exists a constant kamy € [0, 00)
that assumes the minimum

5 , H
(2.27) k(G’\H) = mln{k’ Z 0| E[H](k?a, ) 1{G>0}] S a}.

We call lz:(g|H) the critical value for (G|H). With the definition

~ ~ H
(2.28) ZGm) = I(k(G|H)E7 ) >0y

we have

(i) B[HZ@m) = o and kgm >0 if a < B[H 1(g>0)] or
(ZZ) k(G\H) =0 ZfOé > E[H 1{G>0}]-

Proof. For any nonnegative random variable B, I(kB,.) converges to 1 (respectively
0) R-almost surely as k tends to 0 (respectively oo). Since |HI| = HI is dominated
by H € L}(R), it follows that f(k) = E[H I(kB,.) 1{c=0y] converges to E[H 1{c=0}]
(respectively 0) as k tends to 0 (respectively 0o). Due to the Lebesque-criterion for
dominated integration f(k) is continuous. Hence for any o € [0, E[H 1{gs03)) there

exists a k with f(k) = a and IE(G‘H) = 0if and only if @ > E[H 1g-0)] O
We begin our analysis of the composite problem by stating a simple sufficient con-

dition for optimality:

2.20 Proposition. Consider a model G € G and a pricing rule H € 'H such that

(2.29) EHZ g < o VHeEH
(2.30) ElGu(Zgp,)) < ElGu(Zgpm,.) YGeG

Then the test Z@H) of (2.28) is mazimin-optimal for (G|H) and G is a worst-case
model.

Proof. (1) Due to the definition of V, we have for any choice of z,k and w the
estimate

(2.31) u(z,w) < V(k,w)+kz .

Substituting k = ]%(G\H g Ligsoy Yields

- H H
wZ,.) < kam= g LigsoyZ + V(k @m g Ligsoy-)
- H - H
= U([(k(ém)g 1{é>0}a D) — k(ém)g 1{é>o} (Z(c”:u”{) - Z)
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where the last equality is due to (2.25) and the definition of Z(@‘ - Multiplying this
equation by G implies

. - - H
—kmEH Lo (Z@:m) - Z)]
(2.32) = ElGu(Zgay, )] = k@mEH Lgso, (Z(ém) - Z)]-
2) Assume that
(2.33) a < E[H14.0]

holds. For any test Z € Z, we have
EH1.0Z) < EHZ] < o
(2.34) = E[HZ g )
(2.35) = EHY 076 m)

where equality in (2.34) is due to the definition of l;;(@‘ iy and (2.33). Combining
estimates (2.32) and (2.35) yields

(2.36) ElGu(Z, .)] < E[Gu(Z gz, -)] -

So far, we have not used any of the assumptions of the theorem. Assumption (2.29)
guarantees Z g ) € Za, together with assumption (2.30) and estimate (2.36) this

implies that (Z(@‘ i) G) is a saddle point. Hence Z(@‘ /) is maximin-optimal and G
is a worst-case model, cf. Proposition 2.8.

3) If (2.33) does not hold, we have ]~€((*;|g) = 0, hence we can conclude the estimate
(2.36) directly from (2.32). From here proceed as in (2). O

2.21 Corollary.

(i) Consider a model G € G and a pricing rule H € H. The test Z(G‘H) solves
the simple problem (G|H).

(ii) For a model {? consider a pricing rule H such that condition (2.29) is sat-
isfied. The test Z gy solves the semi-composite problem (GIH).

Proof. Item (i) respectively (ii) follows directly from Proposition 2.20 if we consider
the special case G = {G}, H = {H} respectively G = {G}. O
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We define the dual problem by

H :
g9(G,H, k) := E[GV(ICE, )]+ ko= min

(G,H,k) € G x H x (0,00)

(2.37)

The functions H — ¢(G, H, k) and k — ¢(G, H, k) are convex due to convexity of
V' and Jensen’s inequality.

We obtain from equations (2.11) and (2.31) the basic estimate

(2.38) ElGu(Z,)] < g(G, H k), Z¢€Z, (G HE) €cGxHx(0,00)
for any proper hypothesis H and proper alternative G.

We say that there is no duality gap if

(2.39) sup inf F[Gu(Z,.)] = inf 9(G, H, k)
zez, GeG (G,H,k)eGxHx(0,00)

holds. For efficient hedging and utility maximization, problems of the form (2.3)
are typically considered for a singleton G = {G}, cf. for example [Cvi00], [FL0O0],
[Leu99],[KS99] and [Sch00]. Here, the typical approach is to first construct a solu-
tion (H, l;:) to the dual problem. Then one demonstrates optimality of the random

variable 1 (/;%, .) 1{g>oy- It then follows from (2.25) that there is no duality gap. We
demonstrate first that equation (2.39) can be obtained from rather classical results
in the spirit of [Wit85], cf. Lemma 2.23 and Lemma 2.24. We define

Sm={A= 1. ) [N >0, > N=1}
=1

We say that H is finitely generated if there exists a finite subset {H1,..., H,,} C H

such that -
= {;Aim Ne Sm}

holds. We quote Theorem 1.71 b) of [Wit85]:

2.22 Theorem. Consider a linear space L, C C L a convex subset, f : L — R a
concave function, A : L — R™ a linear function and ¢ € R™. For z € R™ define

(2.40) 9(z) = zctsup[f(Z) — 2A(Z)]
zec
If there exists a Zy € C such that A;(Zy) < ¢, @ =1,...,m, we have

(2.41) sup f(Z) = inf g(z).
ZECS EERT

If this value is finite, there exists a z* € R such that

sup f(Z) = g(z")-

ZGCS
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2.23 Lemma (Duality for the semi-composite problem). Consider any fived model
G € G and a proper hypothesis 'H.

(i) If H is finitely generated, strong duality holds:

ElGu(Z,.) = i G,H, k).
Zet GulZ,) (H,k)rervl%nxl[o,oo)g( k)

(i) For any H, weak duality holds:
max E[Gu(Z,.)] = inf 9(G, H, k).

ZEZq (H,k)eHx[0,00)

Proof. (i): Consider a generating subset {H,,..., H,,} C H. We apply Theorem
2.22 to the following objects:

L = LYQF,P)
C = {ZeL£|0<Z<1}
(2) = fe(Z) = E[Gu(Z,.)]
A(Z) = (E[H\Z],...,E[H,Z])
C (a,...,a) € R™
H (Hy,...,Hp)
AH =

.

i=1

Let g be given by equation (2.40). For k£ > 0 and A € S,,, we claim that
(2.42) g(kA) = g(G, A1 k)

holds. By means of (2.31) with k = k% we obtain the estimate

g(kA) = kAQ-l-SZléIC)[f(Z) — kAA(Z)]

= ka+sup(E[Gu(Z,.)] — kY _ NE[HZ]]
zec —
AH
G

IN

ko + sup {E[GV(!{;

)+ KAHZ] - b7
zZeC

— ka+ElGVHEAL )

G
= g(G,AH,k).
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For the converse estimate, we proceed as follows:

§(k2) = kActsuplf(Z) — kAA(Z)
= ko +sup[E|Gu(Z,.)] — kEAHZ]]

zeC
> ka+ E[Gu(f(k%, )] - kE[AﬂI(k%, )l
= g(G,AH, k)

where the last equation is due toe (2.25). Hence equation (2.42) holds.

Since we assume « > 0, the constant Zy = 0 satisfies A;(Zy) < ¢, =a, i =14,...,m,
and the value of (2.41) is finite due to equation (2.2). Theorem 2.22 yields the
existence of an optimal z* € R’ that attains the infimum in (2.41). If we set

k=" 20 A = ;— and H* = \"H, it is easily seen that £* > 0 holds. Equation

(2.42) and optimality of z* for (2.41) implies
max E[Gu(Z,.)] = (G, H", k7).

This proofs item (i).
(ii) For subsets H' C H and k > 0 define
Crwn={0<Z<1|EHZ <aVHcH, EGu(Z,.)]>r}.
In view of equation (2.38), it suffices to show that g(G, H,k) > k V(H,k) € H x
[0, 00) implies Cy; . # 0. Assume that g(G, H, k) > & holds. Since
Criv=[) Cum

H CH

H' finite
we will show that for finite H' C H/, the sets Cyy . are

a

) nonempty,
b) o(L>, L')-closed,
)

c¢) have the finite intersection property, and that

d) C={Z]0< Z < 1}is o(L™®, L')- compact.

Then Cg ,, # 0 follows from Lemma 1.5.6 in [DS58]. We remark that the dual space
of C contains L'(P).

a)  For every finite set H' C H, we have
inf{g(G, H, k)| H € co(H'), k> 0} >inf{g(G,H, k)| He H, k>0}> .
Due to (i), this implies
max{FE|Gu(Z,.)]| E[HZ] < aVH € co(H')} > k.

Hence the set Cyy ,, is nonempty.
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b)  Consider a sequence Z,, in Cyy , such that E[®Z,] — E[®Z] for any ® € L'(R)
and some Z € C. Then we have E[HZ] = lim,;o E[HZ,] < a. Due to Kom-
los theorem, there exists a subsequence of convex combinations Z, that converges
R—as. to Z. Due to (2.2) and concavity of u, it follows that E[Gu(Z,.)] >
lim, oo E[Gu(Z,,.)] > k. This implies Z € Cyy .

c¢) follows from a) since the intersection of finitely many Cy ;.. .,Cry, x is given
by CH’,/@ where Hl = UlH;

d) is a well known fact which follows from Alaoglu’s theorem. This completes the
proof. O

2.24 Lemma (Duality for the full problem). For any proper alternative G and
hypothesis H we have weak duality:

max inf F[Gu(Z,.)] = inf 9(G, H, k).
ZE€Z4 GeG (G,H,k)eGxHx*[0,00)

Proof. We obtain from Proposition 2.10 and Lemma 2.23 (ii) the equality

max inf E[Gu(Z,.)] = inf max E[Gu(Z,.)]
Z€Z0 GeG GeG Z€2Zq
= inf inf 9(G, H,k).
Geg (H,k)eH % [0,00)

O
We define
H
k) = inf FE[GV(k—,.
ok) =t EGV(kg. )
= inf ¢(G,H, k) — ka.
(G,H)eGxH

2.25 Corollary. u, is the conjugate of v, i.e.,
(2.43) us(a) = min(v(k) + ka).

k>0

2.26 Lemma (The simple problem revisited). For a given model G € G and a
pricing measure H € 'H, the following statements hold true:

1) The function k — g(G, H, k) is differentiable with derivative

. H
H
(2.45) = B[l HI(kg, )] +o.

2) For a constant k>0 the following statements are equivalent:

(i) k= lz:(Gm) the critical value for (G|H).



Section 2.4 Convex duality 41

(it) k minimizes g(G, H,.), i.e.,
9(G,H, k) = r,glzlgg(G, H, k).

3) The solution to the simple problem is given by Z(G|H) = 1{G>O}I(/;;0|H)g, ).

with value
pex ElGu(Z,.)] = ming(G, H, k)
= 9(G, H kim).
Proof.

(1) Due to equation (2.26), we have
H
(2.46) \HV’(kE, )| < H,

e., H is a dominating integrable random variable. Due to the dominated con-
vergence theorem, we can hence interchange differentiation and integration, i.e.,
equation (2.44) ensues. Validity of (2.45) follows from (2.44) and (2.26).

(2) We consider two cases:
a) a < E[H 1{G>0}] or
b) o Z E[H 1{G>0}]-

In case a), we obtain from (2.45) and from the definition of the critical value in
(2.28) equivalence of assertion (i) and

(2.47) 0.9(G, H, k) = 0.

Due to the convexity of g(G, H,.), the last equation is equivalent to assertion (ii).
In case b), the critical value is given by IE:(G‘H) = 0. We obtain from (2.45) that
(2.48) Og(G, H, k) <0 Vk>0.

Hence the function g(G, H,.) assumes its minimum at k = 0 = l;;(G‘ H)-

(3) Optimality of Z(G| m) was shown in Corollary 2.21. We obtain from (2) optimality
of k(G|H); i.e.,

ming(G, H, k) = g¢g(G,H,k G\H)

k>0
H
— E[GV (ke ) + ka

Applying equation (2.25) to the last expression yields

Ql =

- H ~ H - H
E[GV(I{Z(C”H)E, )] +ka = E[Gu(](k(G\H)E7 .), ) — k(G|H) I(/{?(G‘H)E )] + ko

E[Gu(Zcm).-)]
= max F[Gu(Z,.)]

ZEZa H
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where the last equation is due to optimality of Z(G| m)- This can be obtained alter-
natively from Lemma 2.24. O

We can now state the equivalence of a least-favorable pair and a solution to the dual
problem:

2.27 Proposition. The following statements are equivalent:

(i) G is worst-case model and H is a worst-case pricing rule for G.
(i) (G, H) is a least-favorable pair .
ii) (G, f[,/;: = ) solves the dual problem.

(GH)

Proof.

1) Since there is no duality gap for the semi-composite problem, we have for any

Geg
(2.49) max F|Gu(Z,.)] = inf ming(G, H, k).

ZeZy HeH k>0
(2) Since there is no duality gap for the simple problem, we have for any G € G, Hc
‘H the equation

(2.50) ElGu(Zgm)] = ming(G, H, k).
>
(3) We obtain from (1) and (2) that
(2.51) max B[Gu(Z,.)] = inf E[Gu(Z@m),-)]

holds for any G € G.
We first show that (i) implies (ii): By the definition of a worst-case model, G solves
max E[Gu(Z,.)] = min max E[Gu(Z,.)].

VAN GeG ZeZ,

We now apply equation (2.51) to both sides and use the fact that H is a worst-case
pricing rule for G' to obtain

E[Gu(Zgm,.)] = minmin E[Gu(Z :
[Gu(Zmy, )] min min E{G u(Zgn), -]

i.e., (G,H) is a least favorable pair.

Item (ii) is equivalent to (iii) due to equation (2.50) and Lemma 2.26 (2).

We now show that (iii) implies (i). Consider a triple (G, H, k) that solves the dual
problem. Equation (2.49) implies that G is a worst-case measure.

Since (G, H, /;;) is a solution to the dual problem, we obtain

HRo(GH R = el pppigelG- D
= minming(G, H, k).

HeH k>0
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By means of equation (2.50) we can transform this into

i.e., H is a worst-case pricing density for G. O

2.4.2. The semi-composite problem for fixed model

The following lemma prepares the solution of the semi-composite problem presented
in the following Lemma 2.29.

2.28 Lemma (Solution to the semi-composite dual problem). Consider a model
Geg.
(i) For any fized k > 0, there is a pricing measure H = f{(hg) € H° that solves

g(Ga -El(k,G)ak) = mlp g(Gu H’ k) = fG(k)
HeHO

(i) The function fg is convex and continuous on the interval [0, 00).

(i1i) fo is continuously differentiable on (0,00) with derivative

~ H
(2.52) fa(k) = E[l{G>O}H(k,G)V,<k%, )+«
. H
(2.53) — —B[ligs0yHpecy I (k (g@ )]+ o
w) Consider a worst-case pricing rule H for G. The critical value k... iy solves
(G,H)
(2.54) fG(%(G,H)) = T]gl;{)l fa(k).
If
(2.55) o < sup E[H 1{G>0}]
HeHO

is satisfied, then condition (2.54) is equivalent to

(2.56) fe(k) =0
and k > 0 holds.

Proof. (i) We first prove item (i), i.e., for any fixed k > 0 and G € G we find a pricing
measure H = H (k) € H° that minimizes g(G, ., k). Consider a minimizing sequence
(H,). Due to Lemma 3.3 in [KS99], there exists a sequence H, € co{H,, Hpt1,- ..}
of convex combinations of (H;);>, which converges R-almost surely to a random
variable H'. Hence H' € H". We now show that H’ is a minimizer for ¢(G, ., k). By
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Jensen’s inequality, g(G, ., k) inherits convexity from V. Hence

inf ¢(G,H,k) < g(G, Hy,Fk)

HeHO
Z )\lg<G7 Hl7 k)

I>n

Supg(Ga Hl7k>‘

I>n

IN

IN

On the other hand we know that
lim sSup g(G7 Hlv k) = ll’lf g(G7 H7 k)>
HeHO

nfoo I>n

hence also ¢(G, H), k) must have the same limit:

257 lim g(G, H' k) = inf ¢(G, H, k).
(2.57) lim ¢(G, Hy,, k) = inf o )
By continuity of V(.,w) for each w, we obtain convergence of the sequence
H! H'
Vo =V(k—,.) = V(k—,.) = V&, R — almost surely.
G G
We can conclude from «(0,.) <V, < wu(l,.) and equation (2.2) that
g(G,H' k) = E[GVy]+ ka

= lIlf g(GaHak)7
HeHO

where the last equality is due to (2.57). Hence

G,H' k) = min g(G, H,k
9(G, H', k) = min g(G, H, k),

i.e., H' is a minimizer.

(ii) (1) We first show convexity of fg on (0,00). With the convention
KH .= {kH| H € H°}

we obtain

J
fa(k) = min E[GV(Z, )] + ka.

Consider a pair 0 < k < k'. Let J = kH € kH° respectively J' = k'H' € k'H°
denote the minimizing random variables from (i). For any A € (0, 1), convexity of
HO yields
M+ (1=NJ = MH+(1-MNKH
= M+ (1 -NKHyH+ (1 —~)H'}
e {DMk+ (1 - NEYH
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where we have defined

Ak

= s a—wE <O
Hence we can estimate
Fek+ (1= VF) = min E[GV(é, N+ Dk + (1= N} a
JeMk+(1-\)k/}HO
< BVt %_ AT+ (1= Vi
(2.58) < A{E[GV(é, N+ kat +(1— A){E[GV(%, )+ Ka)

= Ma(k) + (1 =) fe(K),
where we have used convexity of V. This shows that fs is convex on (0, 00).

(ii) (2) Continuity of fe on (0, 00) follows from (1). To prove continuity in zero, we
now demonstrate

(2.59) lim fo (k) = E[Gu(1,.)] = fo(0).

We obtain from (2.31) the estimate

H
which implies

9(G,H, k) = FE[GV(k=,.)]+ ka

— kE[]_{G>0}H] + ko

— k sup E[H]|+ ka
HeHO

E[Gu(1, )] + k(o — Hy).

VIV
iSS
Q
<
i;\ —~

Hence
lim fo(k) = lim inf o(G,H,k)
> lim{E[Gu(1,.)] + k(e — Ho)}
(2.60) = B[Gu(1,.)].

On the other hand, we can use equation (2.25) and 0 < I <1 to obtain

H H

9(GH. k) = ElGu(l(kg,.)..) = (k. )]+ ka

< FE[Gu(1,.)] + ka
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ie.,
lim fo(k) = lim inf o(G,H,k)
< lﬁgl{E[Gu(l,.)]—i-koz}
(2.61) = E[Gu(1,.)].

Combination of equations (2.60) and (2.61) proves (2.59).
(iii) We show validity of item (iii) in three steps.

(1) For given k, G, consider a pricing measure H € H° that minimizes g(G, ., k) and
some 0 > 0. We have

(2.62) folk+8) = inf g(G,H,k+3) < g(G,H. k+3).
HeHO

Convexity and continuity of V imply
(2.63) V(g ) =V(z.) < V'(y, )y —2), z€0,00), y € (0,00].
We can conclude from (2.62) and (2.63) the estimate

1 1 . -

sUclk+0) = felk)) < 5(9(G, H k+0)—g(G H,Fk))

_ % (E[GV((k +6)

< %E[G(S—V’((k +6)

Bl
G G

= E[H1i=0V'((k+0)

Since V'(k,.) is increasing, we can conclude that

lgﬂ)l E[H 1{G>0}V ((k? + 5)5

holds. Hence

@66 limsp 5 (folk-+ ) ~ folk) < ELH Ly V'(k

(2) Similarly, we obtain

(2.65) hmlnf (fg( ) — fa(k —0)) > E[H 1=y V' (K

(3) From the convexity of fi we obtain existence of the one-sided derivatives
fa(k=) < fo(k+)
We obtain from the last estimate, (2.64) and (2.65) the estimate

E[H L)V (k—, )] + o < f(k=) < fu(k+) < E[H 1igooy V' (k

o )]+ a

=
lex
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Hence f is differentiable with derivative

o
fe(k) = E[H 1{g=q) V' (k&
(iv) f is continuous on [0,00) and bounded from below. Hence there exists a
minimizer k for (2.54). Consider the special case G’ = {G}. By the definition of fg,
k minimizes fq(k) if and only if it solves the dual problem for G’. Due to Lemma
2.27, k = k (i) solves the dual problem for G' if H is a worst-case pricing rule for

)]+ a.

G. Hence kGl i) minimizes fe (k).

Consider a test Zg € Z, that solves the semi-composite problem (G|H). If condition
(2.55) is satisfied, we must have

R[Zg < 1,G > 0] > 0.
We hence obtain from the strict concavity of u the strict inequality
fa(0) = E[Gu(1,.)] > E[Gu(Zg,.)].
We obtain from Lemma 2.24 that there is no duality gap, i.e.,
E[Gu(Zg,.)] = inf inf (G, H, k)

k>0 HeHO
= min fa (k).

Hence the minimizing constant k& must be strictly positive under condition (2.55).
0

We now apply our results on the semi-composite dual problem to the original prob-
lem:

2.29 Lemma (Solution to the semi-composite problem). Consider a fived model
G € G such that

a < sup E[H g0y = Hog

HEeHO
holds.
(i) There exists a worst-case pricing rule H € H° for G and we have strong
duality:
(2.66) max F[Gu(Z,.)] = min 9(G, H, k).

ZEZq (H,k)€EHO%[0,00)

(ii) The test Z(G‘g) is the GR-almost surely unique solution Z to the semi-
composite problem (G|HP).

(11i) For any worst-case pricing rule H, we have

k(G|H ~

u'(1,.)V G G A 0,.) =u'(Zay,-) R—as on {G>0}
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(iv) The value function

Uy () = max E[Gu(Z,.)]

YAV

for the semi-composite problem is strictly concave on (0, Hyg). If v'(1,.) =0
holds, then u, ¢ is differentiable on (0, Hy ) with derivative

where IE:(G‘;I) denotes the critical value for (G|H) at the level o .

Proof. (i) Consider a constant k that minimizes fg and a pricing measure H that
minimizes g(G, ., k) as in Lemma 2.28. The pair (H,k) then minimizes the semi-
composite dual problem
9(G,H, l;:) = min_g¢(G, H,k).
k>0,HEHO
Due to Proposition 2.27, H is a worst-case pricing rule for G. Strong duality follows
from Lemma 2.23.

(ii) Consider a worst-case pricing rule H for G. We apply Proposition 2.20 to the
special case G = {G} to show optimality of the test Z(G| - Uniqueness of the
optimal solution was shown in Proposition 2.12. It remains to show that for any
H € 'H° the condition

is satisfied. For this, denote H, := (1 — e)H + €eH € H°. Due to Proposition 2.27,
H solves

g(Gaﬁ]7 k:) = min g(G Hv k)
HeHO

where k denotes the critical value IE(G‘ - Hence

-, - [
0 < EB[GV(k—,. GV (k—
< BlOV(FE, )] - Blav (i, )
We apply the estimate (2.63) and equation (2.26) to obtain
H. H
0 < [GV'(k— )’f{— el
H
== —Gk}E[l{G>0}{H H}]( 6 )]
Due to continuity of I(,.w) for each w, we have convergence

-H, - [
lellI{)lI(k ek )] = I(ka, ), R—as. on theset {G > 0}.

The random variables |H — H|I (l;;%, .) are dominated in absolute value by the R-
integrable variable H + H. We can hence conclude from the dominated convergence
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theorem that
0> E[1igsoy{H — H}(k—=,.)]

holds. By means of k = IE(G| iy and the definition of Z(G‘ ) we can hence conclude
that

Qf

EHZ ¢im) < EHZgm)

_ o}
holds. This proves (ii).
(iii) From (ii) we obtain
H _
o ) =Zm, R—as. ontheset {G >0}

which is equivalent to the assertion made in (iii)

I(k

(iv) Strict concavity of u, ¢ follows from Lemma 2.18.

We first show strict convexity of the convex dual vg(k) = fg(k) — ak on the interval
(0, k1) where we have set

~ . - H,
(2.68) ki o= inf{k > 0| E[1(gsoyHuo) I (k ((’;’G) ,)] =0},

For this, consider 0 < k < k' < ky. We jump into the inequality (2.58) of the proof of
convexity of fg. Due to strict convexity of V(.,w) on the interval (v'(1,w), u'(0,w)),
this inequality is strict if

!/

RIG > o,é € (/(1,,0/(0,.)), 5 € (W/(1,),(0,.)), I # J] > 0

holds. Assume the last condition is violated. We then have
va(k) = va(k)

due to u/(1,.) = 0 and (2.24). The last equation implies v, (k) = 0 in contradiction
to

k < ky =inf{k > 0] v} (k) = 0}

by means of (2.68) and (2.53). This proves strict convexity of vg on the interval
(0, 1231). Due to equation (2.43), u, ¢ is the convex dual of vg. The strict convexity
of vg on (0, k) implies continuous differentiability of u, ¢ on the range of v},. Due
to Lemma 2.28 (iv), this range is (0, Hy). By convex duality, the derivative of
Uy is U, g(a) = k(a) where k() is given by the condition dyve(k) = —a. This
condition is equivalent to Ok fe(k) = 0 which is again equivalent to k(o) = IE(G‘ )
due to Lemma 2.28 (iv). This proves equation (2.67). O



50 Chapter 2 Maximin-optimal tests
2.4.3. Solution of the full problem

We now turn to the solution of the full composite problem.

2.30 Proposition. Consider a least favomble pair (G H) Any mazimin-optimal
test Z solves the simple problem (G, H) and we have

(2.69) Z = Z(G|H) R — almost surely on the event G > 0.

Proof. Since G is a worst-case model, it follows from Corollary 2.11 that any
maximin-optimal test Z is a solution to the semi- composite problem (G |H). Propo-

sition 2.27 implies that Q is a worst-case pricing rule for P. Due to Proposition 2.12
and Lemma 2.29, we obtain (2.69). O

2.31 Theorem. Consider a least-favorable pair (G, H) such that R[G = H = 0] =
0 holds. Then Z ¢ gy is the R-almost surely unique mazimin-optimal test for the
composite problem (G|H). We have

(270) E[GU(Z(G|H),.)] = U

and the pair (Z, G) is a saddle-point.

Proof. From the definition of Z(@, i)» We obtain validity of equation (2.71) respec-
tively E[ﬁZ(@‘H); G > 0] = . By this equation and

o> B[ 7] = E[HZ:G = 0] + B[ Z¢ . G >0
we can conclude that ) ) .
R[Z>0,H>0,G=0]=0
holds. Hence we obtain from R[H = G' = 0] = 0 that
R[Z>0,G=0 = R[Z>0,H>0,G=0+R[Z>0H=0,G=0]
= 0
holds. Together with equation (2.69) we conclude

Z = Z((;\H)» R — almost surely,
ie., Z(é‘ i) is the unique maximin-optimal test.
From Propositions 2.24 and 2.27 we obtain

Uy = inf g9(G, H, k)
(G, H k) EG x Hx[0,00)

— f  ElG
(Gl})neng (Gu(ZG ), )]

= BlGu(Zgpm-),
i.e., equation (2.70) holds.
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Due to Corollary 2.11, the pair (Z, G) is a saddle-point. O

We will give an alternative proof of Theorem 2.31 that uses directly the fact that
(G, H, k(G|H)) is a solution to the dual problem on pages 23 - 56.

If we find a least favorable pair (G, H) such that G > 0 holds R-almost surely, the
test Z(é‘ jy s maximin-optimal. We now consider the case where one finds a worst-
case model that is not equivalent to R. In this case, the maximin-optimal claim
can be approximated by a sequence of solutions Z, to embedded problems G, C G*
such that each G,, contains a worst-case model G > 0 R-almost surely, c¢f. Theorem
2.32. For this, we remark that we can assume without loss of generality that

(2.72) 1 € cox(9)

holds. This is due the following reasoning: By the Halmos-Savage theorem 3.17,
we find a sequence (G,,) C G such that the families G and (G,,) are equivalent, i.e.,
E[G,; Al = 0Vn € N implies E[G; A] =0VG € G, A € F. We set

[e.e]

1
GO - 2_n
n=0
and introduce
drR'" G
dR —  E[Gy)
1
G = {Gg Lo | Ged)
G
H = {H é 0] 1{G0>0}’ He H}
'U,/ = E[Gg] .
Then the density G := 1 R'-almost surely is an element of co(G’). Given a

maximin-optimal test Z' for the problem defined in terms of {R'; (G'|H); u'; o}, the
test Z := Z' 1{gy>0} is maximin-optimal for the problem {R; (G|H);u;a} due to
sup E[HZ) = sup E'[H'Z'| < «
HeH H'eH'
and
inf E[Gu(Z,.)] = inf E'[G'W/(Z,.)] = ..
inf BlGu(Z, )] = inf F|GW(Z, )] =u
In this sense, the problems {R; (G|H);u; o} and {R'; (G'|H');v'; a} are equivalent.
Thus we can assume validity of (2.72) without loss of generality in the following
theorem:

2.32 Theorem. We assume u is bounded, G is uniformly integrable and validity of
(2.72). Then the family

(2.73) G, = {(1—%)G+%| Geg‘l}

is convex and closed in L'(R) and we have:
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(i) For every n, there exists a least-favorable pair (G, Hy) € G, x HO for the
problem (gn|H) and the R-almost surely unique solution to this problem is given
by Zy = Z @, i, of equation (2.28).

(i1) liTm U, = U, where u,,, denotes the value of the problem (G,|H).

(iii) For the performance of Z, for the original problem (G|H), we have the

estimate
c

< inf E[Gu(Zy,.)] < s < ey

u - =
=1 Geg

where we can replace the constant ¢ > 0 by ¢, = E[u(Z,,.)] — tsp.

(iv) There ezists a sequence of conver combinations Z, = Z )\ka which con-
k>n

verges to a test Z* € Z, R-almost surely. Any such limit Z* is mazximin-optimal

for the original problem (G|H).

Proof. (0) Clearly, G, inherits convexity and closedness in £!(R) from G*.

(i) It follows from Proposition 2.17 and Lemma 2.29 that G, x H° contains a worst
case model G,, and worst-case pricing rule H,, i.e., a least favorable pair. G, > 711
holds R-almost surely due to the definition of G,. Theorem 2.31 implies that Z (Gl i)

is the R-almost surely unique maximin-optimal test for problem (G,|H). This proves
item (i).

Item (ii) is a consequence of item (iii).

(iii) We obtain from (2.73)

wn = inf B[Gu(Z,,.
e = g2g, G, )
1 ~ 1 -
= inf {E[(1 - )G u(Z,,. E[=u(Z,,.
it B[~ )G u(Z, )} + Bl u(Z,.)
or equivalently
n

We can estimate

- - : (u*m - E[%U(Zn, .)]) =t — - i 1 (E[u(Zn, )] - un)
>t — — (Blu(1, )] - )
= BT ni 1

where we have set ¢ := Efu(1,.)] — u, > 0. Due to Z, € Z,and G, C G* we have

inf E[Gu(Zn, J] < e < Uy
Geg
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This proves (iii).
(iv) Due to lemma 3.3 in [KS99], there exists a sequence of convex combinations

Ly = ZAka which converges to a limit Z* R-almost surely. Fatous Lemma

k>n
implies Z* € Z,. It remains to show optimality. Since u is bounded, continuous
and concave, we can estimate

énfg ElGu(Z",.)] = inf E[G u(lim Zn, )]
€
= (1;21; hrrln ElGu(Z,,.)]
>
> g;réfgllTILnZ)\k (G u( Zk, )]
> mf lim inf E[G u(Zy,.)]

n k>n

v

lim sup li1>1£ cquéfg E[Gu(Zy,.))

We know from item (iii) that

lim sup inf inf E[G u(Zk, )] > limsup inf {u*k — L}

n  k>nGeg n k>n k—1
c
> limsup inf u, ; — liminf inf
n k>n n  k>nk—1

holds. Since the sequence (., )nen is convergent to u, and due to ¢ > 0, we have

c
hmnsup ;rzlf Uy — hm inf ’gg 1 Uy
= max inf F[Gu(Z,.)].
ZeZq GEG

Hence

inf F[Gu(Z*,.)] > max inf E[Gu(Z,.)]

Geg ZeZo GEG
holds. This proves maximin-optimality of Z* due to Z* € Z,. O

We remark that for the sequence of worst-case models én for G,, of Theorem 2.32,
there exists a sequence of convex combinations G}, that converges R-almost surely
and in in L'(R) to a model G’ € G. Tt follows as in Proposition 2.17 that the limit
G’ is a worst-case model.

We now give an ALTERNATIVE PROOF of Theorem 2.31 via convex duality in the
case where

(2.74) G(u(l, ) — (0, .)) e L'(R), Geg

holds. This proof is closer in spirit to the convex-duality methods applied for the
semi-composite problem: We derive optimality of the worst-case model G for the
G-optimal test Z directly from the fact that G is a solution to the dual problem.

We show maximin-optimality of Z(é‘ i by applying Proposition 2.20. Validity of
condition (2.29) follows from Lemma 2.29. It remains to demonstrate optimality of
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G for Zé, i.e., condition (2.30). For this, we must show that

holds for any G € G

Now consider some G € gar}d 1et~C~J , H be given as in the theorem. We know from
Proposition 2.27 that G, H, k := k(élﬁ) solves the dual problem. For any ¢ > 0 we

have G, = (1 — €)G + €G € G, hence due to optimality of G-

(2.75) 0 < E[GV(k

(2.76) = €E[(G—G)1gogull(k
(2.77) +E[G. (u(l(izg, ), ) = Lgagu(I(k=,.), .))]

(2.78) FRE[H (Lo (%) - 1{G6>°}I('%G£")>]
= Fi(GJ) + Fo(Go) + F(G.)

where Fy, Fy and Fj are given in (2.76), (2.77) and (2.78). For any € > 0, we obtain
from (2.75) the estimate

| =

El(G - é) U(Z(éu})a )] = E(G-G) Ligaoy U(I(];? =), )] + E[Gu(0,.) 1{@:0}]

Q

- %Fl(GE) + E[Gu(0,.) 1ia_q]

1(_F2(Ge) - Fs(Ge)) +EGu(0,.) L.

€

(2.79)

v

We now demonstrate that the expression on the right side of (2.79) is nonnegative
for sufficiently small e. Then condition (2.30) follows from (2.79).

For ease of exposition, we assume u/(0,.) = oo and «/(1,.) = 0 holds, but this is not
essential.



Section 2.4 Convex duality 55

In this case, we have

(2.80) u(y, ) —u(z,.) 2 u'(y, )y —=2), z€[0,1], y€ (0,1

and

Hence
“RAG) = (1-9E(G (ulFg.).) ~ ulllig)..))
(2.81) +eE|G (u(z(%g, o) Lgmoy — u(f(/%ge, ), .))]
H/ -H - H
> (1= 9B(Gh g (Ihg )~ 1y ))]

+6F4(GE)

(2.82) = (1-OEk 1y (1(%%, ) - ](l}ge, )]
+€F4(GE)

(2.83) =: (1 —€)F3(Ge) + eFy(G.)

where Fy and F} are defined via (2.81) and (2.82). Since the difference

- |
Fé(Ge) - F3(Ge) = kE[H 1{G5>0} 1{@:0}1(]6@7 )]

is nonnegative we obtain from (2.83) the estimate

1 1/, ,
~(~R(G) - F(G)) = <(Fi(G) = (G = eFy(G) + (G
(2.84) > —F3(G.) + Fi(Go).
Now we can finish up by letting € tend to zero:
/ 1. 1] I f{ L ]Z[
Fi(G) = BRH gy (10 75,) 1))
(2.85) — 0
as € tends to zero by continuity of y +— I(y,.) and [ < 1.
-H - H
Fi(G) = BIC (ul(kz. ) Lgsoy ) —ulllhg . ).))]
-H - [
(2.86) = B (ulhz. ). ) —ull(kg).))
- H
We have
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Due to continuity of I and (2.74), the expression in (2.86) converges to zero as €
approaches the origin. By the same arguments, we can can compute the limit for
the expression in (2.87) to obtain

(288)  Fi(G.) — —EIG Ly ony u(0,)] — EIG Ligq gy u(l, )], L0,
Combining (2.79), (2.84), (2.85) and (2.88) we arrive at

EI(G = &) ulZgym, )] = ElG Yooy (u(0,) = u(l1,))]
= 0

This proves equation (2.30) O

2.5. Linear case

[CKO00] examine the statistical testing problem

inf E[GZ] = max
(2 89) Geg Z
' 0<Z<1, sup E[HZ] < «
HeH
by means of convex duality and nonlinear optimization methods under the following

assumptions:
(i) GNH =0,
(ii) E[G]=F[H|=1,G€ g, H € H.
(ili) G is convex and closed under R-a.s. convergence.

The authors consider the following dual problem:

g(G,H k) = E[(G—kH)"]+ak = inf
(2.90) o G.H k
(G,H, k) € G X Hoo x (0,00)

One important difference to the case of a strict concave utility function u is that in
the linear case, a solution to the simple problem (G, H) is no longer unique. The
Neyman-Pearson Lemma provides a solution Z(G‘ m) to the simple problem (G, H)
in terms of the acceptance set and the critical value. [CKO00] prove existence of a
solution (é, H, l;:) to the dual problem and find that every solution Z to problem
(2.89) solves the simple problem (G|H) with critical value k.

With the obvious definition of a least-favorable pair in the linear case, it is straight-
forward to prove the exact analogue of Proposition 2.27 in the linear case since there
is "no duality gap”. Using this Proposition we can rephrase Theorem 4.1 of [CK00]
as follows:

2.33 Theorem. Consider a least-favorable pair G, H. Any mazimin-optimal test Z
for (GIH) can be found among the optimal tests for the simple problem (G|H).
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This theorem links the duality result of [CK00] to the more classical results on least-
favorable prior distributions in [Wit85] and [KW67]: [KW67] introduce the dual
problem on the class of all prior distributions on the hypothesis and the alternative.
The crucial observation is that the value of this dual problem depends only on the
means of both prior-distributions and the total mass of the prior distribution on
the hypothesis. If the alternative and the hypothesis are measure-convex, the mean
of the (normalized) prior distribution is itself a model respectively a pricing rule.
Hence one can define the dual problem directly on all models and pricing rules
plus a new parameter k € (0,00). The parameter k accounts for the total mass of
the prior distribution on the hypothesis. One then obtains problem (2.90). In our
formulation, the parameter k£ vanishes: For given model G and pricing rule H, the
optimal choice for & is the critical value for (G|H), cf. Proposition 2.27.






CHAPTER 3

Robust-efficient hedging: Solutions

In this chapter, we apply the results of Chapter 2 to the problem of efficient hedging
under model-uncertainty. In Section 3.1, we define the utility function and the
families of densities (G|H) in terms of the loss function, the families of "real-world”
models and martingale measures as well as the contingent claim. We pass from the
family of martingale measures to its closure in L° and from the family of models
to its closed convex hull in L'. We then rephrase the most central results of Chap-
ter 2 directly in terms of models P, pricing rules () and modified claims and show
how the maximin-optimal modified claim of Theorem 1.7 can be derived from a
least-favorable pair (P|Q), cf. Theorem 3.5. We show that the maximin and mini-
max values [, respectively 3* coincide, cf. Proposition 3.10. Under the additional
condition that the worst-case model is equivalent to R, the robust-efficient hedging
problem has a saddle point, c¢f. Theorem 3.11. Especially, the robust-efficient hedg-
ing strategy in this situation is given by the P-efficient hedging strategy. For fixed
model P, it is in many applications easier to compute the P-efficient hedging strat-
egy for a fixed model P directly, e.g. via dynamic programming, rather than via a
worst-case pricing rule, cf. also sections 5.1 and 6. For this reason we show that a
worst-case model P can be obtained by minimizing the power of P-efficient strate-
gies over P, i.e., by solving the problem ming E[l(S¢)] = suppey ming Ep[l(Se)], cf.
Lemma 3.6.

Our results on the existence of a least-favorable pair carry over immediately from
Chapter 2: We obtain existence of a worst-case pricing rule in the closure of M in L°.
The closed convex hull of I/ in L' contains a worst-case model if £ is bounded and U/
is uniformly integrable, cf. Proposition 3.13. If F' is not bounded, the existence of a
worst-case model is no longer guaranteed. Hence we show how the maximin-optimal
claim can be approximated by optimal tests associated to bounded F, := F' A n by
taking the limit n T oo, cf. Theorem 3.14.

We derive a worst-case pricing rule Q a posteriori from the efficient strategy in
Section 3.2. Furthermore, we establish a relationship between the attainability of
the maximin-optimal modified claim and equivalence of the worst-case pricing rule
to the worst-case model, cf. Corollary 3.16.

In Section 3.3, we consider different ways to specify a family /. We show in Section
3.3.1 that a suitably chosen neighborhood of a given model P, contains a worst-case
model. In Section 3.3.2, a parameterized family U = {F,| 6 € ©} is considered.
In this situation, a worst-case model is a mixture [ Py(df) for a worst-case prior-
probability distribution 7 on ©. Finally we consider in Section 3.3.3 a variant where

59
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the investor assigns weights to the models Py, i.e., where the investor chooses a
family of prior distributions.

We also examine two problems of optimal hedging under model uncertainty that
do not fit in the framework of Section 1. We derive the optimal hedging strategy
for an extremely risk-averse investor who intends to minimize the maximum loss
in Section 3.5. The other extreme of a risk-seeking investor corresponds to the
quantile hedging problem examined by [FL99] for a single model. Robust quantile
hedging strategies are developed in Section 3.6.

3.1. Worst-case measures

In our setting, tests Z correspond to the ratio V/F for some modified claim V. The
corresponding o-field is given by F = F,. We introduce

dQ
D={%
{ IR | Q € M}
and denote by D the closure of D in L°(R).
We consider problem (2.3) with the definitions

(3.1) g = { |f|P€U}
(3.2) H = {FD|D€D}
(3.3) u(z,w) = —l(F(w)(l—2),w).

As before, let G' denote the closed convex hull of G in L'(R). Due to convexity of
D, the closed convex hull H® of H in L°(R) is given by

= {FD| D € D°}.
We define
M® = {DR| D e D",
u' = {GR|GegG'.

Obviously, the function u defined in (3.3) is a state dependent utility function in the
sense of Definition 2.1. Observe that u is non-positive.

3.1 Proposition. A test Z is mazimin-optimal for problem (G|H) if and only if

V = ZF is mazimin-optimal for problem (1.16). The values of the problems are
related by B =

Proof. The first assertion follows immediately from definitions (3.1)-(3.3). The
equality #* = —u, is a consequence of these definitions and Theorem 1.7. U

We can now apply the results of Chapter 2 to determine the maximin-optimal test
Z respectively the optimal modified claim V = ZF, confer especially Theorems 2.31
and 2.32. The robust-efficient strategy for F' is then given by the super-hedging
strategy for ZF and the robust minimal shortfall risk is given by 3* = —u,, cf.
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Theorem 1.7. For sake of intuition, we paraphrase the optimal modified claim,
worst-case pricing rules and worst-case models directly in terms of measures P € U!

and Q € M°.
We define

I(k,w) =sup{z > 0| I'(z,w) < k}.
with the convention sup()) = 0. Observe that the set on the righthand side is
nonempty for any k£ > I'(0,.). I; is strictly increasing on [I’(0,.),!'(F,.)] since [ is
strictly convex on [0, F'(w)].

Let the inverse function I of v’ be defined as in (2.22), page 34.
Due to
W (z,.) = 0.{c—IU(F(1-2),.)}
(3.4) = FI'(F(1-2),.)
the inverse functions for «' and I’ are related by

(3.5) [(hF(w),w) = (1 _ ”;’Zf) |

For given (P, Q) € U x M° we define (G, H) € G* x H° via
dP

_ ar =1
(3.6) G = dR|_7:T€g,
_ p@ 0

(3.7) H = FﬁfTeH.
and the critical value l~c(p|Q) for (P|Q) via
(3.8) ki) = ki)
where l%(G‘ i) was defined in 2.19.
With the definition

N - dQ +
(39) ‘/(P\Q) =|(F- ]l(k}(p|Q)d—P|_7:T, ) 1{%|f7>0}.
we obtain from equations (3.5) - (3.8) and (2.28) validity of
(3.10) Virio) = Zicm F.

3.2 Lemma. The critical value kpig) defined via (3.8) satisfies
(i) EqlVipi)] = @ and kepig) > 0 if @ < Eg[F Lyar_ )] or

(ii) kpig) =0 if o > EQ[F 1iarqy].
These conditions determine %(P|Q) uniquely.

Proof. This follows immediately from Proposition 2.19 and (3.10). O
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3.3 Lemma. The modified claim ‘7(P|Q) given by (3.9) is the P-almost surely unique
solution to the problem

Epll(F—V,.)] = mvin

P
(F1@) VeF, 0<V, EglV] <«

Proof. We define G and H via (3.6) respectively (3.7). From equation (3.10) we
obtain Vipjg) = Z(G|H)F By definition, Z(g|s is optimal for the problem (G|H).

Hence the assertion is a special case of Proposition 3.1 for i = {P} and M = {Q}.
O

We can transfer the notion of least-favorable densities (G, H) € G' x H° to the cor-
responding measures P € U, Q € M° via equations (3.6) and (3.7). For example,
we say that (P|Q) is a least- favorable pair if (G|H) defined via (3.6) and (3.7) is a
least-favorable pair in the sense of Definition 2.4. We then have the following

3.4 Lemma.

(i) Consider a model P € U'. Q € M° is a worst-case pricing rule for P if it
solves the problem

EP[Z(F — ‘7(]3|Q), )] = méiX
QeM° '

(ii) P € U" is a worst-case model if it solves the problem

min Ep[l(F —V,.)] = max
VeV _ P :
Pelu!

(iii) (P,Q) € U' x M" is a least-favourable pair if it solves the problem

Epll(F ~ Vipj), )] = max ] .

Pel',QeM°

The Proof is immediate from the definitions made in this section. ]
We remark that

Eol(F ~ Vipiar. )] = Erll(iRiri) o, ) AF)

holds.
We now state the analogue of Theorem 2.31 in the context of robust-efficient hedging;:

3.5 Theorem. Consider a least-favorable pair P,Q such that

dP dQ
— —= =1
R[dR>OordR>O]
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holds. Then f/(p@) s the R-almost surely unique mazimin-optimal modified claim
and

(3.11) EﬁWF_‘N/(P@)w)] = 0

(3.12) EQ[V(]E,@)] = «
holds. The pair (‘7(15'@)7 ]5) is a saddle-point, i.e.,
(3-13) Ep[l(F—V 9y )] < Epll(F=Vipig), )] < Epl(F=V,)], Pel', VeV,

Proof. This follows immediately from Theorem 2.31. 0

There are situations where it is easier to compute the efficient hedging strategy for a
fixed model P directly, e.g. via dynamic programming, rather than finding a worst-
case pricing rule for P. Hence we examine strategies that are efficient with respect
to a fixed model P. We recall that the minimal shortfall risk for fixed model P is
denoted by

Bp = min F F—a— X...)|.
P fel ! P[l( /0‘ gsd ) )]
cf. Definition 1.5.

3.6 Lemma. A measure P € U' is a worst-case model if and only if it solves
(3.14) Bp = max Bp-

pPeu

The assertion follows immediately from Theorem 1.7 if all models are equivalent:
Consider the special case Y = {P}. For the general case, we need the following
proposition:

3.7 Proposition. Consider a model P € U' and a test f/~ that solves the semi-
composite problem (P|M). Then the super-hedging strategy & for the modified claim
V' is efficient for P and

ﬂp = Ep[l(F—O./_/OTgstsv')]
F-V, )]

(3.15) = Epll(
holds.

Proof. Observe that we cannot paraphrase this proposition as a special case of
theorem 1.7 with U = {P} if P is not equivalent to R. Nevertheless, the proof
proceeds exactly as in 1.7. We subsequently iterate the proof of theorem 1.7 where
we replace suppg, by P.

Let V and ¢ as in the proposition be given.
(1) It follows from Definition 1.3 and the side conditions of problem (P|M) that

sup Eg[V] < a
QeEM
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Hence ¢ satisfies the side conditions in problem (1.13).

2) For optimality, consider any admissible strategy ¢ € A,. We define V' via

V.= (a+/ deXS)AF§a+/ &dX.
0 0

Hence V is F,-measurable and V' € V,. This implies

sup Eq[V] < a,
QeM

i.e., V satisfies the side conditions of (1.16). Equation (1.6) and optimality of V'
imply
0

> FEp [l(F V..

—a—/ gsts,.

where the last inequality is due to the super-hedging property 0f§ for V and equation
(1.6). Hence ¢ is efficient for P.

3) Considering £ = € in (2) yields
Bp = Epll(F =V, .)].

Again, the converse implication holds as well:

3.8 Corollary. Consider an efficient strategy & for the model P € U*. Then the
modified claim

V= (a—i—/ ésdxs) AF
0
is the P-almost surely unique solution dominated by F' to the problem (P|M).

Proof. Similarly to the last proof, the proof proceeds exactly as in 1.8 where we
replace supp by P. Uniqueness of the solution follows from Proposition 2.12. O]

Proof of Lemma 3.6. By Lemma 3.4, a worst-case model is given by the problem
b Ep[l(F — Y, )] = min |
rPeUu'
Due to Proposition 3.7, we have

min Ep[l(F —V,.)] = 0p

VeVa

which completes the proof. O
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With the definition
B¢ P) = Epll(F —a~ [ €aX,,.),
0

Proposition 2.8 can be rephrased as follows (cf. equation (1.15) for the definition of
By):
3.9 Proposition. The following conditions are equivalent:

(i) (€, P) € Ay x U° is a saddle point for 3(.,.)

(ii) B = * holds, ¢ is robust-efficient and P is a worst-case model.

3.10 Proposition. 3, = 8* holds and there is a robust-efficient strategy £ € A,.

Proof. We know from Proposition 3.1 (respectively 3.7) that §* = —u, (respectively
B« = —u*) holds. We conclude from Proposition 2.10 that 8* = [, holds and the
existence of a maximin-optimal modified claim V. The superhedging strategy for V
is robust-efficient due to Theorem 1.7. 0]

The following theorem allows us to derive a robust-efficient strategy from a worst-
case model.

3.11 Theorem. Consider a worst-case model P e U equivalent to R and an P-
efficient strateqy & for the fixed model P.

The strategy & is robust-efficient and the pair (5, ]5) 1s a saddle-point, i.e.,
(3.16) BE P) < BEP)<BEP), E€ha Pel.

Proof. By the definition of é , the second part of the saddle-point-equation holds:
B(E, P) < B(E, P).
Due to Corollary 3.8, the modified claim
Vo= (a—i—/ fsts> NF
0

is optimal for the semi-composite problem (P|M). Since P is a worst-case model

equivalent to R, the pair (f/, f’) is a saddle point, cf. Theorem 2.13 and Corollary
2.11. Hence

holds. Thus we have

@
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which proves equation (3.16).
Equation (3.16) implies that ¢ is robust-efficient. O

3.12 Proposition (Minimal Risk for fixed model). For a fized model P € Ut
consider a worst-case pricing rule Q).

(i) The minimal risk under the model P is given by

(3.17) Bp = Ep[l(ll(lé(PIQ)z—g, JAFE)].

(11) The value function o — Bp(«) is decreasing and strictly convex on (0, Fy p)
where we have set

Fop = sup EqlF: (Ol > 0]

The derivative with respect to the capital constraint o is

Proof. Item (i) is a consequence of equation (3.9) and Proposition 3.7.

(ii) Due to Lemma 2.29 (iv), we have strict convexity of Sp(.) on (0, Fy p) and

Datts,p(r) = k (P1Q)
We know from Theorem 1.7 that

aozﬁP (Oé) = _aau*,P(a)
holds. 0J

For to the existence of a worst-case model, we refer to Propositions 2.15, 2.17 and
Theorem 2.32. As an example, we rephrase Proposition 2.17 for the purpose of
robust-efficient hedging:

3.13 Proposition. Assume that G is uniformly integrable and that I(F, .) is bounded.
Then G' contains a worst-case model.

Proof. This follows immediately from Proposition 2.17. U

For the applicability of Theorem 2.32, it remains to relax the assumption of bound-
edness of u which is equivalent to boundedness of [(F,.). Due to Definition 1.1,
[(F,.) is bounded if F'is bounded. If F' is not bounded, the existence of a worst-case
model is no longer guaranteed. Hence we now show how the maximin-optimal claim
V and the value $* can be obtained from the testing problems associated to bounded
F, == F' A\ n by taking the limit n T co. We proof a more general theorem:

3.14 Theorem. Consider a sequence of contingent claims F,, < F with

lim F,, = F R — almost-surely.

nfoo
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Let V,, denote the mazimin-optimal modified claim for F, and B the associated
value, i.e.,

5 = supEp[l(Fn—Vn,.)].

n
Pel

The following statements hold:
(i) lim ;= 5.

(1t) There exists a sequence of convex combinations Vi, = >, o A\, Vi which con-

verges to a random variable V. R-almost surely. Any such limit V is mazimin-
optimal for the original problem (1.16).

(11i) Consider the case where the payoff of the contingent claim F,, occurs at time
o for an increasing series of stopping times with limit 7, — 7. Let " denote
a robust-efficient strategy for (F,,1,) and set & = & fort > 7,. Assume the
limat

lim (§)o<ecr = (§s)o<s<r

nloo

exists R-almost surely and |€"] < ¢ for some integrable process C. Then (&) is
robust-efficient for the claim F.

Proof. We may assume without loss of generality that

Vi < F,
holds. We introduce the sequence
Y, = F, = V,.

Applying lemma 3.3 in [KS99], there exists a sequence of convex combinations (Y,)
which converges R-almost surely to a random variable Y”, i.e.,

Y = Z MY, — Y, nloo R— almost surely.

k>n

We can conclude from equation (1.4) and 0 <Y, < F that Y’ takes values in [0, c0)
only. The sequence Zan A Fy. converges to I R-almost surely. Hence

S MV =Y ME Y
k>n k>n
converges R almost surely. The limit
nfoo ko
is nonnegative and bounded by F'. Vi €V, and V}, > 0 yields
(3.19) V€V,
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By construction, we have

(3.20) limY/ = F -V, R— almost surely.

nToo

From (3.19) and (3.20) we can conclude
f* = min sup Ep[l(F —V,.)]

VeVa peyy
(3.21) < sup Epll(F =V, .)]

PeuU

= sup Ep[l(limY},.)]
Peu n

< suplimsup Ep[l(Y,,.)]
PelU n

< sup limsup Z e Ep[l(Ye, )]
Peu n k>n

< suplimsupsup Ep[l(Yy, )]
PeU n  k>n

< limsup sup sup Ep[l(Yy, )]

n PeUu k>n

lim sup sup sup Ep[l(F — Vj, )]
n k>n PeU

lim sup sup ;.
n k>n

On the other hand we obtain from F,, < F' the estimate

< mj —V, )] = 8"
ﬂn_%%igng[l<<F Vi)l=8

Hence in the above chain of estimates we have equality everywhere. This proves
item (i). Equation (3.21) and (3.19) yield optimality of V' for the original problem,
i.e., assertion (ii).

(iii): We know from corollary (1.8) that the modified claim
7=+t / nax,
0

is maximin-optimal for F,,. By dominated convergence for stochastic integrals, the
sequence (V},) converges R-almost surely to

V=a+ / éstS,
0
cf. [Pro90] Theorem IV.2.32. Due to (ii), the claim V is maximin-optimal for F.

By definition, ¢ is a super-hedging strategy for V. We can conclude from Theorem
1.7 that £ is robust-efficient. O
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3.2. Singular part of worst-case pricing rules

In this short section, we derive a worst-case pricing rule Q from the efficient strategy,
cf. Proposition 3.15. Furthermore, we establish a relationship between the attain-
ability of the maximin-optimal modified claim and equivalence of the worst-case
pricing rule to the worst-case model, cf. Corollary 3.16.

3.15 Proposition. Any robust-efficient strategy &, least-favorable pair (P|Q) and V
the mazimin-optimal claim are related as follows:

(1) (« +/ EAX)ANF =V P — almost-surely.
0

- dQ

(ii) I(F-V,)=1(0,.)V kipioy -zl NU(F, ) P-almost surely.

iQ

dp‘f_r =0,F > O} = {‘N/ =F F > O} P — almost-surely if I'(0,.) = 0

(iii) {
holds.

Proof. (i) Due to Corollary 2.11, the maximin-optimal claim V is optimal for
the semi-composite problem for P. Due to Corollary 1.8 and Corollary 2.11, the
modified claim

Vo= (a+ /Tésts) AF.
0

is optimal for the semi-composite problem for P. Proposition 2.12 implies V = V
P-almost surely, i.e., item (i).

(ii) Follows from 2.29 (iii) and equations (3.4)-(3.10).
(iii) If /(0,.) = 0 holds, we can conclude from (ii) that

(v =F} = (M) —0mr F=0)

holds P-almost surely. 0

3.16 Corollary. Again, we consider a robust-efficient strategy ¢, a least-favorable
pair (P|Q) and V' the mazimin-optimal claim. We assume that I'(0,.) = 0 holds.

(i) P[a+/OT§SdXS 2F,F>O] >0 z‘mpz@'esﬁ[j—gzo} > 0.

(i) If F > 0 and % > 0 holds P-almost surely, the modified claim V is attain-
able under P.



70 Chapter 3 Robust-efficient hedging: Solutions

Proof. (i) We can estimate with the help of Proposition 3.15 (ii) and (i) the prob-
ability P [% = 0] as follows:

\Y
o

19 _y)

‘d@
dpP }

— =0,F>0
Lap'”

:AﬂV:RF>ﬂ

al

I
el

@+/£¢&2RF>q
- 0

(ii) By definition, we have
o+ /T ESdXS >V R — almost-surely.
0
In order to show attainability of V, it remains to show that
Plas [ éax.>V] =0
0
holds. By means of Proposition 3.15 (i) and (ii), we can conclude
ﬁ@+/¥@&>ﬂ :P@+/E@&>ﬁF>@
0 - 0
:_ﬁV:RF>@
] 0 ]

Lap'”

I
S

3.3. Specification of the family of models

We subsequently consider different approaches to specify a family of models ¢ and
examine sufficient conditions under which we can establish existence of a worst-
case model P. In Section 3.3.1 we adapt concepts of robust statistics to define
LP-neighborhoods of a given model F,. In Section 3.3.2, a parameterized family
U ={Py| 8 € B} is considered. In this situation, a worst-case model is a mixture
[ Pyir(df) for a worst-case prior-probability distribution  on ©. Finally we consider
in Section 3.3.3 a variant where the investor assigns weights to the models F, i.e.,
where the investor chooses a family of prior distributions.

For the existence of an equivalent reference measure R, we first recall the Halmos-
Savage Theorem (cf. e.g. [Leh86]):
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3.17 Theorem (Halmos Savage). A family U of probability measures is dominated
if and only if U has a countable equivalent subset, i.e., there is a sequence (P,) CU
such that P,[A] =0 for all n € N implies P[A] =0 for all P € U.

We introduce the notations

my(2) = { all probability measures P on (2, F)}
myr(2) = { all probability measures P on (2, F) absolutely continuous w.r.t. R}
mip(2) = { ! P mi ()}
{G € LYR,Q0,F)| G >0, E[G] =1}

with the convention m; = m;(Q2) if there is no confusion about the underlying
probability space €.

The total-variation distance d of two probability measures P, P’ on (2, F) is given
by

d(P,P") = 2sup|P[A] — P'[A]|
AeF

- /| dP’

where p is a dominating measure, e.g., u = P + P’.

3.3.1. Neighborhood of a given model

For a given model P, we consider neighborhoods of P of the form

dF,
dR

for a reference model R dominating Py and p € [1, 00| - see below for a motivation
of these neighborhoods. For p > 1, we can establish existence of a worst-case model:

dP
Uy(Po, R e) :={ P &myr| Hﬁ —— lr(r) < 2¢}

3.18 Theorem. Consider a model Py and a reference model R such that dPy/dR €
LP(R) holds for some p > 1. If I(F,.) is bounded, the convex family Uy(Fy, R,€)
contains a worst-case model.

Proof. Obviously, R is equivalent to U, (P, R, €). We define

dF,

“ =R

and

{ |P€L{(P0,Re)}
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With ¢ such that 1/p+ 1/q = 1, we obtain from Hélders inequality

E[G;A] < E[|G —Go|; Al + E[|Gol; A]
< |G = Gollr(r)R[A]7 + ||Gol|r(r) R[A]
< RIAJ (26 + | Gollooin))

for any G € G and A € F. Hence condition (2.15) holds, i.e., G is uniformly
integrable. By Fatou’s Lemma, G is closed in L'(R). Proposition 3.13 implies
existence of a worst-case model in G' = G. O

The definition of U,(Fp, R, €) is motivated as follows: Given a simple testing prob-
lem (Py]Qo), a typical approach of robust statistics is to consider total variation
neighborhoods U respectively M of Fj respectively Qo:

(3.22) U(Py,¢) = [P em| |P[A] - PlA]| < e}

where m; denotes the class of all probability measures on (€2, F). For the prob-
lem of efficient hedging, we now face the problem that we cannot choose M in a
fashion similar to (3.22): Instead, M must consist of all pricing rules @) such that
the superhedge price in the family U(Fy,€) is given by the supremum of all prices
Eg[F], Q € M, cf. Lemma 1.2. If the family ¢/ is not dominated, it is not clear
how this family M should be constructed. However, if we replace m; in (3.22) by
the class my g of all probability measures absolutely continuous with respect to a
given reference measure R, it is sufficient to consider M the set of all measures @
equivalent to R such that X is a martingale with respect to @, cf. Lemma 1.2. In
order for this "dominated” approach to be reasonable, we have to make sure that
the dominating model R assigns nonzero-probability to all events of interest. For
example, if Fj is a Black-Scholes model with constant volatility, one might consider
a model R with stochastic volatility and jumps in the asset price such that the
event that no jump occurs and volatility is constant has positive probability under
R. Then the family U(Fp, R, €) of (3.22) where we replace m; by m; g contains any
model P with jumps and stochastic volatility that is ”close to F,”. It is easily seen
that

Uy(Po, R, e) CUL(Py, R, €) =U(Po,e) Nmy g

holds.

The P-efficient strategy is robust-efficient if the worst-case model P is equivalent to
R. If the worst-case model P is not equivalent to R, we can apply Theorem 2.32
to determine the robust-efficient strategy. For this, observe that if R ¢ U,(Fp, R, ¢)
holds, we can choose some reference model R’ equivalent to R such that R’ €
U,(Po, R, ¢) holds. Hence the family G of all model-densities dP/dR satisfies the
assumptions on the family G of Theorem 2.32, i.e., it is uniformly integrable and we
can assume that 1 € G holds.
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3.3.2. Parameterized family

Given a parameterized family of models
(3.23) U={F|0c 0},

we show that under some appropriate conditions, the class

(3.24) uz{auquégmww%y@m@ﬁ

is proper and contains a worst-case model P;. These conditions are formulated in
terms of the densities

Gy = feco

dR’
for a dominating measure R: Essentially, we have to establish product-measurability

of the mapping (w, ) — Gy(w) as well as uniform-integrability of the family G =
{Gy| 6 € B}, cf. Theorems 3.19 and 3.20.

For this reason, we also review a sufficient condition for the existence of a dominating
measure R when U is of the form (3.23), c¢f. Theorem 3.21. As a Corollary, we realize
that a family of Black-Scholes models parameterized via an interval of volatilities is
not continuously parameterizable, cf. Corollary 3.22.

3.19 Theorem. Consider a parameterized family of probability densities G = {Gy | 6 €
O} C my p(Q2) for a compact separable metric space © such that the mapping
0 — Gy(w) is continuous for every w € Q. Let Bg denote the Borel-sigma field
over ©. The following statements hold:

(i) The mapping (w,0) — Gy(w) is measurable with respect to the product-sigma
field F x Beo.

(i1) Go( /Gg ) defines a probability density G, € m} () for

every v € m1
(iii) G = {G, = / Gov(d) | v € m1(O)} is a proper alternative in the sense
e
of Definition 2.3. G is closed in L°(R).
Proof. Item (i) follows from Theorem 1.149 of [Wit85].

(ii) is a consequence of (i) and Fubini’s Lemma.

(iii) In order to show that G is proper, we have to demonstrate that E[G,] < 1 and

E[G,I(F —V,.)] <sup E[Gol(F - V,.)], V€V,
00
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holds for any v € m}(©). Now consider some v € m/(0). Item (ii) implies E[G,] =
1. For V € V,, we obtain via Fubini’s Lemma:

ElGUF-V,)] = /QR(dw)/@y(dG)G(;(w)l(F(w—V(w),w)
= /V(d@)/R(dw)Gg(w)l(F(w—V(w),w)
C) Q

< sup / R(dw)Gy(w) l(F(w — V(w),w)

= sup E[Gol(F -V, .)].
)

Hence G is proper.

Consider a sequence (G, )nen C G converging to G in L°(R). Since © is compact,
there is a subsequence v,, that converges weakly to v € m;(©). Continuity of
0 — Gp(w) implies

imG,, (@) = lim / Gol(w)vm, (d8)
k k E Jo

= / Go(w)v(dh)
S
= Gy(w)
Hence G =G, € G, ie., G is closed in L°(R). O

Given v € m(0), let ¢¥ denote the efficient strategy for the fixed model P,. Clearly,
the minimal risk 3, in the model P, is given by

B, = /@Ee[l(F—a—/O £dX,ds, .)|v(d0).

3.20 Theorem. In the situation of Theorem 3.19, assume l(F,.) is bounded and

(3.25) Elsup Gy] < oo
0cO

holds. Then there is a solution U to

3.26 v — v

(3.26) By = max f

and Py is a worst-case model for U. If, in addition, all models Py, 0 € © are
equivalent, then the efficient strategy £” for Py is robust-efficient for U.

Proof. By definition, a worst-case model is given by condition (3.26). Due to
Theorem 3.19 and condition (3.25), G is uniformly integrable, convex and closed in
L'(R). Hence existence of a worst-case model follows from Proposition 3.13.

Due to Theorem 3.11, the efficient strategy for the worst-case model P; is robust-
efficient if all models Py, 6 € © are equivalent. O
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Given a metric space O, we say that the parameterization (3.23) is continuous if the
mapping 0 — Py is continuous w.r.t. the metric on © and the total-variation metric
on my(€2). We cite Corollary 1.146 of [Wit85]:

3.21 Theorem. Let © be a separable metric space and U = {Py| 0 € ©} C my(QQ)
a continuously parameterized family of models. Then U is dominated.

We say that a probability measure P, on C[0,7T] equipped with the Borel sigma-
field is a Black-Scholes model with drift m and volatility o if the dynamics of the
coordinate process (X;) under P, are given by

X
(3.27) % = odW; + mdt

t

where W is a Brownian motion under P,.

3.22 Corollary. For o € [o,,0%], let P, denote a Black-Scholes model with constant
drift m and volatility o. Then

(i) The familyUd = {P, | o € [0, 0]} is not dominated.

(i) The parameterization o — P, is not continuous.

Proof. Since all models P € U are singular, it is easily seen that U does not
possess a countable equivalent subset. Hence Item (i) is a direct consequence of the
Halmos-Savage Theorem 3.17.

Item (ii) follows from Item (i) and Theorem 3.21. O

In a situation as in Corollary 3.22 where there is no dominating reference measure,
one has to find alternative ways to define admissibility and superhedging strategies
simultaneously for all models. One such alternative is to use a strictly pathwise
Ito-calculus as in [Foe81]. This is especially applicable in the situation of Corollary
3.22; cf. also [Foe00].

3.3.3. Bayesian measures of risk

For ease of exposition, we restrict the analysis in this Section to countably many
models. For uncountably many models, it is straightforward to apply the results of
the previous Section 3.3.2 to a subset of all prior-distributions.

Given a countable family of models U’ = {P;, P, ...}, we assume that the investor
does not know which model P, is the true model, but that he has a view on the
likelihood ~,, for the model P, being the true model. In this case the rational
objective for the investor is to minimize the risk associated to the prior-distribution
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¥ = (Yn)nen, i.e., he intends to solve the problem

(3.28) ;%En[l(F —a- /0 £dXs, )] = min
§ €A,
where v fulfills

0<7a <1, > =L
n=1
Now o
Z’.YHEPTL[S] = E’Y[S]
n=1

is simply the expectation of S with respect to the mixture model P, := v, P +
2P+ .... Hence problem (3.28) is a special case of (1.13) with &/ = {P,}, i.e., this
setting corresponds to the standard problem without model-uncertainty.

The investor will in general be uncertain about the correct prior distribution, i.e.,
he may prefer to choose a family of prior distributions I'. For example, I" can be a
neighborhood of v as in Section 3.3.1. Minimizing the maximal expected shortfall
for any prior distributions v € I" brings us back to a problem of the form (1.13) with

(3.29) U={> wP.,|yeT}

In this situation, the investor can choose the family I' such that there is a lower
bound ¢,, > 0 for the probability of each model:

(3.30) Yn >0, neN, vel,

This way, the investor can be certain to have a minimal exposure d,, to each model
P, under any mixture v € I'. Under condition (3.30), the J-efficient strategy for a
worst-case model 7 is robust-efficient , ¢f. Theorem 3.11.

It is straightforward to generalize the above reasoning to a non-countable family U
of the form (3.23). One is then lead to a family of prior distributions I' C m,(0©).
The right measurability properties and existence of a worst-case measure are then
established as in Theorem 3.19 and Theorem 3.20.

3.4. Market frictions

So far, we have used a classical definition of admissible strategies assuming friction
free markets. More general concepts take market-frictions like short-sales constraints
or transaction costs into account. We subsequently sketch shortly how the robust
efficient strategy in this situation can be derived from a maximin-optimal test for
(1.16) where one has to replace the pricing rules M by a new family M€ reflecting
the specific constraints. The main contribution of this thesis is the solution of the
testing problem (1.16) independently of the structure of pricing rules, cf. Chapter 2
and Section 3.1. This allows to "solve” the problem of robust-efficient hedging under
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general constraints on admissible strategies. To illustrate this point, we subsequently
consider shortly the case of short-sales constraints and transaction costs.

3.4.1. Short-sales constraints

Let A¢ denote the class of all strategies in A, satisfying the short-sales constraint
£>0 R — almost surely.

The following analogue of the super-hedging Lemma 1.2 in the case of short-sales
constraints follows from the analysis of [FK97]:

3.23 Lemma. Consider a nonnegative contingent claim V. There exists a strategy

§ € AS with
V<a +/ &sdXs, R — almost surely
0

if and only iof

sup EglV] < a
QeMe

holds where M€ is the class of all probability measures ) equivalent to R such that
X is a local super-martingale with respect to Q- assuming this class is nonempty.

3.24 Definition.

(i) A robust efficient strategy under short-sales constraints is a solution to prob-
lem (1.13) where we replace A, by AS.

(i) A mazimin-optimal modified claim V for (U|M°) is a solution to problem
(1.16) where we replace M by M¢°.

3.25 Theorem. Consider a mazimin-optimal modified claim V for (U|M°®) and
initial capital . Then there exists a super-hedging strategy & € AS, for the claim V
and this strategy is robust-efficient under short-sales constraints.

The Proof proceeds analogous to the proof of Theorem 1.7 where one replaces the
use of Lemma 1.2 by Lemma 3.23. O

As in Section 3.1, we can now apply Theorem 2.31 or Theorem 2.32 to determine
the maximin-optimal modified claim V' for (U|M°). Especially, Theorems 3.5 and
3.11 hold with the appropriate substitution of M by M¢.

3.4.2. Transaction costs

Consider a class U such that every P € U yields a diffusion-model with proportional
transaction costs as in [CK96]. Here, the value-process is given by a two-dimensional
process (X,Y) where X; (resp. Y;) denotes the amount of money held in the bank
account (resp. stock) at time ¢. A contingent claim corresponds to a two-dimensional
random-variable (Cy, Cy) where Cjy denotes the amount of cash and C denotes the
amount of stock that has to be delivered at the exercise time 7. Assume that the
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holder of the option prefers to be payed out the net-worth F' := Cy + C} in cash
rather than obtaining “delivery of C} stock at price —Cy”. For the problem of
efficient hedging the writer of the option wants to minimize the expected weighted
shortfall. We can define the shortfall by (F' — Vp, )" where Vr, denotes the amount
of cash available to the investor after liquidating all stock at time T'. For fixed P € U
consider the class Dp of auxiliary martingales defined in Section 3 of [CK96]. The
authors show that
CaM)={V >0| sup Ep[Zy(TV]|<aVPel}
(%0,71)€Dp

corresponds to the set of all net-values V' = V. that can be attained by an admis-
sible strategy that starts with « in cash and without any initial holdings of stock.
Hence the problem of efficient hedging can be reduced to problem (1.16) with

M = {Zo(T)P| (Zo, Zl) S Dp, P S Z/{}
This has been worked out in more detail in [Kam00] for a singleton U = {P}.

3.5. Minimizing the maximum loss

In this section, we derive the optimal hedging strategy for an extremely risk-averse
investor who measures risk by the maximum loss.

Consider first a moderately risk-averse investor who measures risk by the LP-norm®:
1

(331) () = (swpBrlisy])

Pel

= sup [|57||Lop)
pPecu

where U is a class of models dominated by R as in Chapter 1. As the degree of risk
aversion p increases to infinity, we obtain in the limit the maximum loss:

poo(S) = [I(S) llz=(m)
= inf{c € R| (S)* < ¢ R-almost surely}.

Another way to look at the maximum loss is to fix a single model R and to define
U = {P| P equivalent to R}. Then we obtain
Poo(S) = sup Ep[ST]
peu’
In other words, the maximum loss is a coherent measure of risk in the terminology
of [ADEH99]. The subsequent analysis complements the results of [Leu99], Section
4.1.3. In a complete market setting, the author demonstrated that the optimal
modified claim £}, corresponding to p, converges to [, defined below as p tends to
infinity. We consider the limit lim,;o pp = poo as a risk measure by its own right and

IThe normalization by taking the p-th root does not affect the robust-efficient hedging strategy or
worst-case models.
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derive the optimal modified claim F.. in a general semi-martingale setting directly
from the optimality criterion

Poo(F — v — / £dXs) = mgin

(3.32) 0
§ € Aq
For this, let ¢ denote a solution to
(3.33) sup Eg[(F —¢)"] = a,
QeEM
i.e.,
(3.34) Fo=(F—2)*

is a modified claim with superhedge price o which is obtained by a constant shift of
F. The existence of a solution ¢ to (3.33) follows as in Proposition 2.19.

3.26 Proposition. Let ¢ be given by equation (3.33). The super-hedging strategy for
the modified claim Fy, = (F — ¢)t minimizes the maximum loss and the minimal
mazimum [0ss is C.

Proof. We have to show that the prescribed strategy solves problem (3.32). It
follows as in Theorem 1.7 that a solution to problem (3.32) is given by a super-
hedging strategy for a modified claim F’ which solves the problem

Poo(F — F') = min ]

(3.35) , F’
F ey,

and that the values of these two problems coincide. By definition of Fs, we have for
any F' € V,:

poo(F —F') = inf{ceR| (F - F')* <c¢ R-almost surely}
> C.
On the other hand, this bound is achieved by Fi:
Poo(F — Fo) = €.
Since Fl, satisfies the side condition Fi, € V,, it solves problem (3.35). O
From equation (3.33) we obtain the following corollary:

3.27 Corollary. Given a level ¢, the minimal initial capital a(c) required to establish
an admissible strategy that limits the maximum loss to the level ¢ is given by

a(c) = sup Eg[(F — )]
QeMm
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3.6. Robust quantile hedging

In this section, we shortly show how a robust version of the quantile hedging strategy
examined by [FL99] can be found via a least-favorable pair, cf. Theorems 3.28 and
3.30. We consider the situation of an investor who intends to maximize the minimal
success ratio given initial capital a:

iI]_ljpr[Fl(OmL/O fstS>; F>0]= mgax
e A,

The corresponding testing problem is given by (2.89) where Z runs through all
F,-measurable tests:

(3.36)

inf E[GZ] = max
Geg zZ

(3.37) 0<Z<1, sup E[HZ] <«
HeH
where we have set
dP
F:=FG {EVT Lirsoy| P €U}
H o= (PO Qem)

It is straightforward to prove the following analogue to Theorem 1.7:

3.28 Theorem. Given a mazimin-optimal test Z for problem (3.37), the super-
hedging strategy & for the modified claim Z F solves (3.36). The values of the prob-
lems coincide and the success ratio associated to & is given by Z.

We can now apply the general results of Section 2.5. As above, we denote by G' the
closed convex hull of G in L'(R) and by H° the closed convex hull of H in L°(R).
These are proper due to Proposition 2.7, i.e., we may replace G,H by G', H° in
problem (3.37).

The simple problem (G|H) is given by
E|G Z] = max

(3.38) Z
0<Z<1, F[HZ]<«
We define
l~f(G|H) = inf{k > 0| E[H 1{G < kH}] < a'} the critical value for (G|H)
a—E[H1,,.; ]
ke Y 3 B - >0
NGH) = ElH 1{0:1;(G|H>H}] : G = k(G\H)H}]
0 else
Z = 1 = 1 ~
(o (G > kemHY 71O NG = ko H)

The following lemma is well known, cf. for example theorem 2.7 in [Wit85].
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3.29 Lemma. Consider G € G', H € H® and 0 < a < [H; G > 0]. Then
(i) Zcmy solves the simple problem (3.38).
(i) A test Z solves the simple problem (G|H) if and only if it is of the form

5 1 Zf G>k‘(G|H)H _ 51
Z—{ 0 if G< 7€(G|H)H R — almost surely and E[HZ] = «.

Obviously, we shall say that (G|H) is a least-favorable pair if it solves the problem
ElG ZEG|H)] = nf
GeG HeH®

cf. also Definition 2.4.

We now reduce the problem of finding a maximin-optimal test to finding a least-
favorable pair:

3.30 Theorem. Assume that G is uniformly integrable.

(i) There exists a least-favorable pair (G|H) € G' xH° and any mazimin-optimal
test Z for (3.37) can be found among the optimal tests for the simple problem
(GH).

(i) If, in addition, R[G = H, F > 0] =0 holds, then the solution to the simple
problem (G|H) is R-almost surely unique on {F > 0} and mazimin-optimal.

Proof. First observe that G! is closed in L°(R), cf. also Lemma 2.16. Hence item
(i) is a direct consequence of Theorem 2.33 and Theorem 4.1 of [CK00].

Ttem (i) follows from the definition of Z(¢zy and Lemma 3.29. O






Part Il

Applications






Introduction

In the following case studies, we consider different situations of complete and in-
complete markets with model-uncertainty:

e A binomial tree with uncertain transition probabilities, Section 4.1.

e A binomial tree with uncertain return, Section 4.2.

A Black-Scholes model with uncertain drift, Section 4.3.

A Black-Scholes model where volatility jumps to a new value according to some
unknown distribution, Section 5.1.

A countable family of singular models - this setup can be applied to the ”"un-
certain volatility model”, Section 5.3.

e A 7"geometric Poisson process” with uncertain intensities, Chapter 6.

For each family, we first determine the efficient strategy and the related minimal
risk Bp for any fixed model P € U within a suitably chosen proper /. While this
is rather immediate in the complete market setting of Chapter 4, it is a nontrivial
task in the incomplete markets of chapters 5 and 6. In these situations, we apply
the dynamic programming principle to derive the efficient strategy for fixed model.
We then establish existence of a worst-case model P, i.e., a model that maximizes
the value p over all P € U. Finally, we apply theorem 3.5 or 3.11 to show that the
P-efficient strategy is robust-efficient for ¢ respectively .

Section 5.3 is an interesting case study in that the above approach does not allow us
to derive the robust-efficient strategy in this setting. Instead, we derive the robust-
efficient strategy more directly. We then establish existence of a least-favorable
pair. This yields an example where a worst-case model P exists but the P-efficient
strategy is not robust-efficient.
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CHAPTER 4

Complete markets with model-uncertainty

In this chapter, we derive robust versions of efficient strategies for different families
of complete models. In Section 4.1, we consider the case of a binomial model where
there is uncertainty regarding the transition probabilities at each node.

In Section 4.3 we examine the case where the drift of a Black-Scholes model P,
is not known with certainty but lies within a given interval. As an application of
Theorem 3.19, we find a mixture worst-case model and the robust-efficient strategy.
For this, we derive the dynamics of the price process and the efficient strategy under

any mixed model P, = f:rz P,,v(dm), cf. Theorem 4.2.

Both above studies are easily solvable since the convex hull of the given model-family
(i.e., the minimal proper alternative) is equivalent to the original unique martingale
measure. Hence one need not leave the complete market setting. Typically, this is
not the case when there is uncertainty about a complete model. For example, any
convex combination of two complete models that do not possess the same equivalent
martingale measure is incomplete. This is illustrated in the Section 4.2 where we
consider the simple setting of a one-period binomial model with uncertainty regard-
ing the size of the return. For a similar situation of a Black-Scholes model with
uncertainty regarding the volatility we refer to Section 5.3.

4.1. Binomial tree with uncertain transition-probabilities

Given constants 0 < p_ < py < 1 and u > 1, we define a family U = {Py} of
N-period Binomial-models on the space Q = {u™',u}" as follows: Let X, denote
the value of the underlying asset at period n =0,..., N. The set

0 = [p,pi]"
= {9:(01,...,0N)|Qne[p_,p+],nzl,...,N}

contains vectors of transition probabilities § with the definition

Xn
P9|: X+1 = U:| 6n+17
Xy _
(4.1) Pg[ XZI —u 1} = 10
(4.2) U = {P)0co)

Each model Py is equivalent to the same unique martingale measure Q. Hence, for
fixed model Py, the Py-efficient strategy and associated minimal shortfall risk 3y can

87
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be computed explicitly - only the critical value ko has to be computed. From [y, we
can easily determine a worst-case model and the robust-efficient strategy:

4.1 Theorem. There exists a pammeter@ that solves

; = max Dg.
ﬁg 966 @9

The associated model Py is a worst-case model. The perfect hedging strategy for the
modified claim Fjy is robust-efficient and the mini-maximal shortfall risk is given by

5" = By

Proof. Clearly, the concave function 6 — [, attains its maximum on the compact
set ©. The class U defined via (4.2) is convex. Hence Fj is a worst-case model. The
remaining assertions follows from Theorem 3.5. 0J

Subsequently, we provide more detailed formulas for y: The unique equivalent
martingale measure () is given by

dQ 1 [ l—g
43 B = Tt + 75 1t
w1
LR |
where we use the convention w = (wy,...,wy) € {u™t, u}?.
We define

N
Tn q
go(T1,. .., TN) = Hmn( —u)+ -

S LY P

which yields

d~
(44) d—g = gg(Xl,...,XN).

Let E* denote expectation under ). The unique arbitrage-free premium F, for any
claim F'is

Fy = E*[F]

Consider some o < Fp and a strictly convex loss function [ as in the last section.
Let kg denote a solution to

o= E*[F — Li(kege(X1, ..., Xn),.)].

For fixed 6 € O, the efficient hedging strategy for F' in the model 6 is given by the
perfect hedging strategy for

F@ =F - ]l(]%ege(Xlu s 7XN)7 )
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and the minimal shortfall risk under 8 is

(45) ﬁg :Eg[l([l(lz,’ggg(Xl,...,XN),.),.)].

For example if I(z,.) = 22, then

- 1-
Fy = F_ékﬁgﬁ(Xlw--aXN)/\F

Bo = Ee[(%%egg(xl,...,XN)/\F>2].

4.2. Uncertain size of return

We shortly discuss what happens if we allow for uncertainty regarding the size u,
of the return X,,/X,, 1 in the binomial model. This situation differs considerably
from the setting with uncertain probabilities. For sake of simplicity, we consider a
one-step tree N = 1 and only four possible returns. Given two possible up-moves
1 <ug < uy, Xg=1and some fixed p we define

Q = {u07u61>u17u1_1}
- {w17w27w37w4}
Xw) = w

PlX =w] = pouy@)+1—p)on©)

P; is a one-step binomial model that assigns probability p to u; respectively 1 — p
to u; ', We set

Z/{ - {Po, Pl}
These two models are singular. Opposed to the setting of Section 5.3, we cannot
decide at time 0 which model is the true model.

The investor has to decide which fraction « of the available capital « he intends to
invest in the stock. The amount invested in the bond is then given by (1 —~v)a. The
value at time 1 is yaX + (1 — 7). Hence the robust-efficient strategy is given by
the solution to

Y

(4.6) [ jefony E;l((F —vaX — (1 —7)a)")] = min

v e A,
where

Ao = {(7eR|vaX(w)+(1—v)a>0 YweQ}

T 1 1
o |l1l=—a’'l—a 1|’

This problem is straightforward to solve without any worst-case - measure consid-
erations. It does not yield a worst-case model.

In order to determine a worst-case model, we have to pass to the convex hull
U={P,= AP+ (1-NPy| A€ [0,1]}.
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Any model P, € U \ U is an incomplete quadrinomial model. The new parameter \
determines the probabilities assigned to the nodes:

P\ X =w] =Xp, P\X =u=(1-A)p.

Any P, with A > 0 can be chosen as a reference model. In this setting, the class M
of pricing rules is given by
4
Q = {¢= (01,0205 | D twn=1, 4 =1—q — @ — g3}

(4.7) M = {Qq| Q)[X =w] = q; qe Q}

We have two alternatives to compute the optimal test for fixed Py. We can either
determine a worst-case pricing rule @) = ();. To this end we have to solve a two-
dimensional optimization problem on Q. Alternatively, we can compute the efficient
strategy 7 for fixed Py directly:
E\I((F —vaX — (1 = v)a)")] = min
B!

v e A,

This is a one-dimensional problem. As usual, we denote the value of this problem
by Bx. A worst-case-model is then given by

Ox = Jmax B
and the strategy ’y;\ is robust-efficient, i.e., a solution to (4.6) provided A e (0,1)
holds. Due to concavity of the function A — (), we can expect that in general
A € (0,1) should hold. However, we may have good reason to restrict the analysis

a priori to mixtures Py for A € [§,1 — J], cf. also Section 3.3.3. In this case, the
worst-case model is automatically equivalent to the reference model R.

4.3. Black-Scholes models with uncertain drift

In this section, we examine a family of Black Scholes models P,, with uncertain
drift m, i.e., Y = {P,, | m € [m., m*|} where [m,, m*] represents an interval of drift
parameters m. As an application of Theorem 3.19, we find a worst-case model of
the form fnzn P,.v(dm) and the robust-efficient strategy. For this, we derive the

dynamics of X under any mixture P, = fg: P,v(dm), cf. Theorem 4.2.

Let @ denote the unique measure on the measurable space (C[0, 7], B%™1) such that
the coordinate process (X;):
Qx[0,7T] - R
Xi(w) = w(t)
satisfies
dX;

Tt = O'th
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for some constant ¢ > 0 and a Brownian motion W. l.e., X is a geometric Brownian
motion with volatility o and zero drift:

1
X, = Xoexp(cW, — =0?t).

2
Given constant drift parameter 0 < m we define a model P,, with density G™ via
dP, m 1 m?

4.8 G" = —— = —Wr—=-—=T]).
(4.8) Q@ P (a 2 0?2 )
By the Girsanov transformation, the process

th == Wt - ﬂt

o

is a Brownian motion under P,,. As a consequence, X is a geometric Brownian
motion with drift m under P,,:

dx .
7: = odW™ 4+ mdt,

respectively

1
Xt = XO exXp (O'th + (m — 50'2)75) .

In order to find a worst-case model for the parameterized family
U=A{P,|me [m,m*}

we have to pass to the proper enlargement

*

= {pm [ Batimy v € mm ) |

M

cf. Theorem 3.19.

We introduce the new drift process m”,

*

1 m
my = G—ty/m mGy v(dm)
where we have set
. dP,, "
G = s = EolG™ |
5 dP,
Gt - dQ |-7'—t

*

= / " Gmu(dm).

The dynamics of X under P, € U are given by

dX,
(4.9) 7: = odW, 4+ mjdt
where W7 is a Brownian motion under P,. This is an immediate consequence of the
following Theorem 4.2:
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4.2 Theorem. We have

dP, Ty 1 [Tmy
4.10 Y= —LdW, — = —Ltdt).
(4.10) iQ exp</0 - M 2/0 72 )

The process

t v
W”:Wt—/ s 4s
0

g

is a Brownian motion under P, .
Proof. We obtain from equation (4.8) the representation
t
(4.11) G =1 +/ ™ pmaw,.
0 0

For given prior distribution v € my([ms«, m*]) we can conclude from (4.11) the
representation

m* t m
Gy = 1+/ /;ngdWsu(dm)
M 0

t m
- 1+// " Gmy(dm)dw,
0 g

1 ;”
= 1+—/ m, G dW
o Jo

respectively

T v T v
v my 1 my

which proves equation (4.10). Hence P, is obtained from ) by means of a Girsanov-
transformation with drift m”. As a consequence, W" is a Brownian motion under
p,. O

Now consider a contingent claim F', a state-dependent loss function [ and initial
capital o with

a < EQ[F]

For v € my([m., m*]), we consider the modified claim
- - -
Vo= (F = hil(G))

where the critical value k, € (0,00) is determined uniquely from the capital con-
straint

EQ [f/l,] = (.
It follows immediately from Lemma 3.3 that the modified claim V, is optimal for
the simple testing problem (P,|Q), i.e., the perfect hedging strategy for V,, is P,-
efficient, cf. Theorem 1.7. The minimal shortfall-risk 3, under the model P, is given
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by

(4.13) 8, = / " Bk (G) ) A F, ) u(dm),

cf. also Proposition 3.12.

4.3 Theorem. Assume I(F,.) is bounded. There is a probability measure v €
my([m., m*]) that solves
(4.14) By = max B,

vemy ([m«,m*])

The perfect hedging strategy for the modified claim Vi is robust efficient for the
famalies U and U and the robust-minimal shortfall risk is given by 5* = (5.

Proof. U is of the form (3.23) with © = [m,, m*]. The parameterization fulfills
the assumptions of Theorem 3.19, i.e., © is compact, the mapping m — G, (w) is
continuous for every w and condition (3.25) holds. Hence the class U contains a
worst-case model P; if [(F.) is bounded. Clearly, 7 is given by condition (4.14).

Since all models P, € U are equivalent, the Ps-efficient strategy ¢ is robust-efficient
for U, cf. Theorem 3.11. As discussed above, £ is given by the perfect hedging

strategy for V. Since U is a proper enlargement of U, € is also robust-efficient for
Uu. O

The optimization problem (4.14) is a rather complex task. For this reason we ex-
amine the special case where one considers only two drift-parameters my, mg with
corresponding models P; = P,,,. In this case the class m;({0,1}) is simply the
interval [0, 1] and we have

(4.15) U={P,=vP+(1—-v)P]|velo1]}
With

we can substitute

dQ
G = = p(v, X7).
(G = 5 = plv. Xo)
In order to simplify the notation, we assume that [ is not state-dependent. We
introduce the functions

S(V,:IZ‘) = [l(kl/p(yax»
Py (W, XT) ]

o Eol Lstuxr) <y bo 7t oty

(4.16) k, = — BS
E, [1 X )<F %]
QUM XT)<F}Y (T, (ko p(v, X 7))

mo
2

my
P (v, Xr) = pv,Xr)? [coin’ — 01X752:| :
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4.4 Proposition. For fized model P, € U of (4.15), the minimal risk (3, is given by
(4.17) B, = vEy[l(s(v,X7) AN )]+ (1 —v)Epli(s(v, X7) A F)).
(i) The mapping v — (3, is differentiable with derivative
B, = Erlgswxn<ml(s(v, X1))| = Eo| Lisw.xr<ryl(s(v, X7))]
ko (v, ) + kyp(v, x)
1(Li(kyp(v, x))

_'_Ez/[ 1{5(V,XT)<F}ZI(S(V7 XT))
(i1) Let v be determined via either
(418) 81/61/ =0, ve (07 1)
or
B, = Hl Xﬁu

if (4.18) has no solution. Then P, is a worst-case model for U of equation

(4.15).

Proof. Equation (4.17) follows from (4.13).
Ad (i): (1) The function

(v, k) = f(v, k) = Eq[(F — Li(kp(v, X1)))"]

is differentiable with partial derivatives

pl(yv XT)
(v, k) = —FEo|lp_ v Xy k
fo(v, k) Q[ {F—I;(kp(v,XT))>0} l”(fz(kp(l/,XT)))
p(y, XT)
k) = —FEp|lip_ y
fk(’/7 ) Q[ {F—I;(kp( ’XT))>O}Z”(Il(kp(V,XT)))]
From the condition
f(y) l’%u) =«
we obtain the derivative
~;, = &,l},, = fy( ]f )
v, k)’

i.e., the mapping v — k, is differentiable and its derivative is given by equation
(4.16).

(2) The mapping v — s(v, z) is differentiable with derivative

kol (v,2) + R, p(v, @)

sy(v, Xp) = =
v Xr) V(L(kvp(v, )
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(3) We conclude from (1) and (2) differentiability of v — [, and
OBy = Ei[lpwxp<mn(l(s(v, Xr)) +vo,l(s(v, X7)))]
—Eo[ Liswxp)<ry(U(s(v, X7)) + v0,1(s(v, X1)))]
= B[ 1iwxn<ryl(s(v, X)) = Eo[ s xp)<ryl(s(v, X1))]
HE [ s xm) <0l (s(v, Xr))]
= Ei[1spxn)<ril(s(v, X7))] = Eo[ 1isw,xp)<rpl(s(v, X1))]
+Ey[Lisxp)<ryl (s(v, X1))s, (v, X))
This proves (i).
Ad (ii): Due to concavity of the mapping v +— [, a solution # to (4.18) fulfills

B; = max [3,.
ve(o,1]

If there is no solution to (4.18), the maximum is attained either at v = 1 or v = 0.
0






CHAPTER 5

Stochastic volatility

In this chapter, we consider three different settings of models with stochastic volatil-
ity. In Section 5.1, we consider a family of models where volatility jumps at a random
time 7 to a new value 1 according to some unknown distribution #. We apply the
dynamic programming principle to construct the efficient strategy for fixed model.
We then derive existence of a worst-case model P and show that the P-efficient
strategy is robust-efficient.

In Section 5.2, we give the Bellman equation for the efficient strategy in a single
"classical” stochastic volatility model.

Section 5.3 is motivated by the uncertain volatility model of [ALP95] and [Lyo95]:
We consider a countable family of volatility paths such that we can decide at time 0
which path is actually chosen. This provides us with an example where a worst-case
model P exists but the P-efficient strategy is not robust-efficient.

5.1. Volatility jump model

We consider a family of models where the volatility jumps at a random time 7 to
a new value n according to some unknown distribution 6. For given distribution @,
we denote the corresponding model by FPy. In Section 5.1.1, we derive the efficient
hedging strategy for any fixed distribution 6. We distinguish the case where 7
is a stopping-time w.r.t. the filtration generated by X and the case where 7 is
independent of X. We first generalize the results obtained previously by [FL00] for a
constant jump-time and derive the efficient strategy via the dynamic programming
principle. We then derive a formula for the worst-case pricing rule and give an
example where the worst-case pricing rule is not equivalent to Py, cf. Lemma 5.6
and 5.7.

In Section 5.1.3, we consider a convex family © of equivalent distributions of volatil-
ity and show that © contains a worst-case distribution #. Since all models Fy are
equivalent, the efficient hedging strategy for F; derived in Section 5.1.1 is robust-
efficient for U = {Fp | 0 € O}.

5.1.1. Efficient hedging for fixed model 0

We start with an explicit construction of the model (€2, (F;), Py). Consider Q° =
C[0,T] with P such that the coordinate process X on Q° is a geometric Brownian

97



98 Chapter 5 Stochastic volatility

motion with drift m and constant volatility oy:

1
X; = Xpexp (ath + (m— §J§)t)

where W is a Brownian motion under P°. Let (F?) denote the natural filtration
generated by X. With respect to the construction of the volatility-jump model, we
consider two cases:

(i) Let 7 be a (F?)-stopping time, e.g., 7 = inf{t| X; ¢ B} for some neighborhood
B of Xy. Let PY denote the probability measure on Q° such that X is a
geometric Brownian motion with piecewise constant volatility process (o3) given

by
oy = 00 1j7)(t) + 0 1 1(2).
Under P?, the values of volatility are deterministic, but the time of the jump
is random. We define the model P = Py on Q := Q% x (0, 00) via
(5.1) Py(dw®, d9) := 6(d0) P’ (du®).
We denote the distribution of 7 under P by p.

(ii) Alternatively, we construct 7 independently of X. Let P”* denote the probabil-
ity measure on Q° such that X is a geometric Brownian motion with piecewise
constant deterministic volatility process (o) given by

o1 = 00 1j,6)(t) + 9 1[5 1y(1).

Given a probability distribution p on (0, 00) we define Q = Q° x (0, 00) x (0, 00)
and a probability measure P, on €2 via

Py(dw®, dv, ds) == p(ds)f(dd)P"*(du®).
In both cases, we consider the filtration (F;) on € given by the right-continuous
filtration generated by (X;) and (0y). We can assume that 6(op) = 0 holds. Then

T is a (JF;)-stopping time with distribution p . Under Py, volatility is a stochastic
process o; of the form

oe(w) = 00 Ljo,r(w)) (t) + (W) Litg,rw)) ()
for a random variable 7 independent Xjy - with distribution 6.

Let A, (0) denote the class of admissible strategies in the model (9, (F;), P) as
defined in Section 1.1. Clearly, A, () = A, (') holds if § and ¢ are equivalent. Since
we are going to consider equivalent distributions 6 only, we drop the dependence on
0 and denote A, = A,(f). In the following, Es denotes expectation under Py and
FEy denotes expectation under F.

We consider an European contingent claim F' = f(X7) and a non-state dependent
loss function [. Given a constant o > 0 strictly less than the super-hedging price of
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the option, an efficient hedging strategy is a solution to the problem

T
Eyll(F — o — sdX,)| = min
52) P == [ X)) = m
£ € Aa
For given time t of the volatility jump, asset value x, new volatility 9 and capital

o/ we define the auxiliary problem

T
Eg[l(F—a'—/ fstS)|XT::v,T:t,7]:19]:m§in

t
§ = (&)t<s<m) € Ao

Here, A, +y9 denotes the class of all admissible strategies starting at time ¢ with
initial capital o’ in the standard Black-Scholes model with maturity 7" — ¢, volatility
v, current asset price x. We could as well drop the subscript 6 to stress the fact
that this problem does not depend on #. The solution £ to problem (5.3) is the
efficient hedging strategy for the claim F' in this model. This strategy is discussed
thoroughly in [FLO0].

(5.3)

Let ¢’ (x,t) denote the unique arbitrage free price of F in this model, i.e., the Black-
Scholes price. We define

g(x,t) := inf{c| ¢°(z,t) < ¢ § — almost-surely }.
We set ||n||eo = inf{?| 0(]0,9]) = 1}. If F'is a call option, it is easily seen that

gz, t) = gl (z,1)
holds with ¢*(z,t) = x.
Let 37(/, x,t) denote the value function of problem (5.3), i.e.,

T
Flaat)i= EIF o'~ [ &dX)| X, =ar =ty =1
t

where € = £(o/, z,t) denotes a solution to problem (5.3). On t = T we extend 37 to

(5.4) Bl 5,T) = U () — ).

We set 7 := 7 AT. Consider the function

(5.5) Bo(o,z,t) = /ﬁﬁ(a’,x,t)é(dﬁ).

We define a state-dependent loss function Ly(a/,w) via

(5.6) lo(o,2,t) = By(gla,t) — ', z,t)
Lo(d!,.) = g/, X:(),7(.).

From now on we assume that

(5.7) Bo(a,2,t) < 00

holds for all o/, z, t.
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5.1 Lemma. Ly is a loss function for the contingent claim g(X;,T) in the sense of
Definition 1.1. Especially, lg(., x,t) is increasing and strictly convex on the interval
0, g(z,t)] with derivative

Oulp(a,x,t) = /[80/519@(95,25) — o, x,t)]0(dV).

We have

(5.8) li/%aafig(a/,x,t) =0
5.9 lim Oulp(e/,z,t) = o0
(5.9) A o Out o )

Proof. Up to equation (5.9), this is a direct consequence of Lemma 8.1 of [FL0O]
with u(a/, ) = lg(g(z,t)) — lo(g(z,t) — o/, z,t) and (5.7).

Theorem 21, equation (6.21) and Remark 6 of [Leu99] imply

lim 0 3 (o, 2, t) = —00
a’ |0

which proves equation (5.9). O

Let P, denote the projection of Py on F,_ with associated expectation operator F.
Consider the second auxiliary problem

(5.10) Ei[Lo(g(X7,7) —a = /0 §:X,, X, )] = min
€ Ay

Problem (5.10) can be reduced to a statistical testing problem via Theorem 1.7.
This testing problem may be solved using the methodology of Chapter 2 respectively
Chapter 3.

If 7 is constructed as in case (i) above, e.g. of the form 7 = inf{t| X; ¢ B}, we
have P, = P,. Especially, the equivalent martingale measure for problem (5.10) is
unique. In this situation, the optimal test can be computed explicitly, cf. Lemma
3.3.

In case (ii) where 7 is independent of X, we have Py(dw®,ds) = p(ds)P70%(dw?).
Hence the equivalent martingale measure is not unique. In this case, one has to
find a worst-case pricing rule in order to solve the semi-composite testing problem
associated to (5.10).

We link auxiliary problems (5.3), (5.10) and the original problem (5.2):

5.2 Theorem. Let &' be a solution to (5.10). Then the Py-efficient strategy is given
by the following procedure:

(i) On[0,7]: Use &'
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(i) On (7,T]: Use the efficient hedging strategy given by problem (5.3) with new
volatility © = n, capital o = o + fOT &sd X, asset price x = X; and maturity
T-—7.

Proof. It is easily seen that the strategy & defined by (i) and (ii) is admissible: It
is predictable and it satisfies

t
« —I—/ £dX, >0, 0<t<T Py— almost surely.
0

For proof of optimality, consider any admissible strategy & € A,. The associated
value at time 7 is given by

Vi = a—l—/ ¢.dX,.
0

We obtain from the definition of 37 validity of
T #
Ell(F = Vi~ [ 6aX)| Xoifol 2 00+ [ €dXe Xoo1)
# 0
which implies
T T
Ey[l(F — « —/ £dXs)] = Ep[l(F —V;: —/ £:d X))
0 #
T
= BlBI(F - Vi~ [ €dX)] X7

> E@[ﬁn(Oé‘F/Tgsts;X‘?a%)]
0

et El[Bg(Of—i_/TgstSJX%J%)]
0

> Bl [ X, X 7).
0

the last inequality holds by definition of &'. Hence Ej[Gy(co + N €1dX,, X;,7)] is a
lower bound for the risk associated to any strategy if the initial cost is bounded by
a. If we replace € by ¢ in the above calculation, it follows that ¢ actually achieves
this bound:

T 5 B T _
Eoll(F —a+ / £4X.)] = B [Bola+ / EdX,, Xz, )
0 0
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5.3 Corollary. Let &' = £'() be a solution to (5.10). Then the minimal shortfall
risk with respect to the model Py is given by

b= Eilina+ [ 8 6)dX.. X, 7).
0

5.4 Remark (Process of jump times). It is straightforward to iterate the above
reasoning to an increasing sequence of random times of volatility jumps, e.q., where
volatility jumps occur at the jump-times of a Poisson process independent of W. This
can be solved in analogy to Corollary 6.3. Observe that in this case, the number of
volatility jumps prior to maturity is unbounded.

5.1.2. Worst-case pricing rule

In this section, we derive a formula for the worst-case pricing rule from the efficient
strategy and provide an example where the worst-case pricing rule is not equivalent
to the model, cf. Lemma 5.6 and 5.7.

We consider the special case (5.1) where we have P, = Py with unique equivalent
martingale measure )y where:

dQo oz
%0 Lx, 0
ap, 7

for some constant ¢;. In this case, Problem (5.10) is the problem of efficient hedging
for the contingent claim g(X;,7) given initial capital a and loss function Ly in the
complete market Fy. Let Ej denote expectation with respect to Qy. Equation (3.9)
and Proposition 3.15 imply that the value at time 7 of a solution &' to (5.10) and
the optimal modified claim F} are given by

. _ +
(511)  (a+ / EdX) A g(Xe7) = i = (9(X57) = (ki X7, X5, 7))
0

where we have defined v(J) = 2%, I; denotes the inverse function for lj defined via
(5.6) and the critical value k; is determined by the condition

J’_
(5.12) Eg[<g(X+, #) = Lk X2 X %)) = a
Due to (5.9), we have
(5.13) = g(X:,7) — (ki X7 X, #) > 0 P — almost-surely.

The optimal modified claim for problem (5.3) for 7 = ¢, X; = x, new volatility n = ¢
and capital o is of the form

5.14 F = (F - L(k 9. o)X
( . ) (z,t,9,a7) l( 2(1’,t, ,CY) T ) .

Here, the critical value ko(z,t,1,a’) is given by the condition

E'Fai9an| Xr =2, 7 =t,n=19]=d



Section 5.1 Volatility jump model 103

where E* denotes expectation with respect to the unique equivalent martingale
measure given the information available at time 7. Observe that we obtain the
derivative of Iy directly from ko via equations (5.6) and (3.18):

Ourlg( 2, t) = /{aa/ﬁﬂ(g(:v,t)—o/,a:,t)}&(dﬁ)
_ /kz(%tﬂ9>a/)d19

CQ(xv ta 19)
= ky(z,t,a)
where c5 is the normalizing factor
1 —(®
—:EXW()XT: =t,n="1|.
co(x,t, 1) X LT =0 )

This proves the following

5.5 Lemma. I;(ky(x,t,a'),x,t) = o holds for all o/ € [0,g(x,t)]. The graph of
Ii(.,x,t) is given by

{(k, (k. z,1)) | k = 0} = {(ka(z,t,0/),0") | & € [0, g(x,1)]}.

This lemma is very handy for practical purposes: After computation of kq(z,t, v, o)
for a grid of parameters (z,t,7, '), we do not need to differentiate the interpolation
of Iy on this grid to compute I;. Instead, we can obtain Ij(.,z,t) directly from the
interpolation of the points {(ky(x,t,a/),a’)| o € grid }. This interpolation of I
can then be used to compute k; according to equation (5.12). This reduces the
required computation time and increases the precision for numerical algorithms.

5.6 Lemma (Formula for worst-case pricing rules). Assume that I'(0) = 0 holds.
For any worst-case pricing rule Q) there is a constant k such that

dQ _ _
,-z% AU(F) = ky [Xf, o0, Xs — L X2 X 2 ) | X T AT (F)

holds Py-almost surely.

Proof. Proposition 3.15 (ii) implies
dQ
dpP
where we can replace the optimal modified claim V via (5.14) and o in (5.14) via
(5.13)

I(F-V)= IE(P@) AU(F) P — almost surely

o = F = g(X:,7) — Tl X2 X5, 7)
to obtain

V(F =V) =ky|z, t,9,9(Xs,7) — L(ka X2 X5, 2) | X0 A U(F)
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We now show that the worst-case pricing rule is in general not an equivalent measure.

We consider the special case where 7 = s is deterministic, 6 is equivalent to the

Lebesque-measure and F = (X7 — K)™.

5.7 Lemma. Consider the situation where T = s is deterministic, %(19) >0V9 >0

and F = (Xr — K)*. Then for 0 < a < Fy, any worst-case pricing rule Q) is not
equivalent to P, 1i.e.,

dQ _

(5.15) Pl5 =

0] > 0.

Proof. The Black-Scholes price ¢g(z,s) for the call F' at time s given volatility 9
and asset price X, = x is increasing in ¥ with

L I T 0 _
(5.16) lim g%(z,5) = (v — )" lim g°(z,5) = =.
Hence problem (5.10) is the problem of efficient hedging for the contingent claim
g(z,s) ==z

given initial capital o and loss function Ly.

We intend to demonstrate that
(5.17) PF > (Xr— K)", X0 > K] >0

holds for any « > 0. Intuitively, this is due to the fact the strategy &' aims to
replicate the superhedge price g(z,s) = = even though we only need a very small
amount of capital o’ in order to replicate (X7 — K)* on the interval [s, T if volatility
is low. Since 6 is equivalent to the Lebesque-measure, for any initial capital o/ there
is a positive probability that we need less than o in order to cover (Xr — K)* if
X; < K holds, cf. (5.16). We will now turn this heuristic reasoning into more
rigorous statements:

The crucial fact for our analysis is that
{F>(Xr - K)"} ={F > ¢"(X,,s)}
holds. We obtain from equation (5.11)
Fl = fl (Xs)
where N
fi(z) = (x — Ilf(klxl_%”), T, 5))
The function f is strictly positive due to (5.13). By continuity of f;, we find

. L)

>0
2

and the set
J:={x| filz) >¢€, 2 <K}
has strictly positive mass under the Lebesque measure A\. Due to K > fi(K) > e,
we can find ¥* > 0 such that
g (K,s) = ¢
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holds. Since ¢”(z,s) is increasing in ¥ and increasing in x, we can conclude from
the last equation that

¢’(z,5) <e VI <V Vo<K.
By construction, we obtain
{(w.0) z€J, 9 <97} C{(z,9)] filz) > g"(x,5)}
and the set on the left-hand side has strictly positive mass under the Lebesque-
measure A% on [0, 00) X [0, 00).
Since the measure Py[X, € dz,n € di] is equivalent to A\?, we obtain
Py[F > (Xr— K)*, X0 > K] > B[X, € J, n <9, Xp>K]>0.
The last estimate and Corollary 3.16 (i) imply (5.15). O

5.1.3. Uncertain distribution of volatility

We now turn to robust-efficient strategies for a family of volatility-distributions ©.

5.8 Theorem. Consider a convez family © of equivalent distributions 0. Let 0 denote
a solution to

(5.18) 5 = max Gy

where By was defined in Corollary 5.3. Then P = P; is a worst-case model and the
O-efficient hedging strategy described in Theorem 5.2 is robust-efficient.

Proof. Due to 3.6, a solution 0 to(5.18) yields a worst-case model. Due to Theorem
3.11 the f-efficient strategy is robust-efficient. OJ

It remains to establish existence of a worst-case model. Subsequently, we identify
distributions 6 and their densities 0() = df/dA(¢). Let m}(S) denote the class of
all probability densities on S C (0, 00).

5.9 Theorem. Assume I(F) is bounded and the convex class © C m/(0,00) is uni-
formly absolutely continuous and closed in LY(6y) for some dominating 6y € ©. Then
© contains a worst-case density 6.

Proof. Consider the dominating model Py, =: R for U = {Py| 6 € ©}. Under the
assumptions of the Theorem, the family G = {%| 0 € ©} is convex, uniformly

integrable and closed in L'(R). Hence the assertion follows from Proposition 3.13.

O

5.10 Example. This example corresponds to the total variation neighborhood of a
given distribution 6y where all densities in the neighborhood are restricted to stay
within given bounds.
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Let there be given a probability density 6y with support S C [J,,¥*] for some
0 < ¥, < U < oo such that infycg () > 0 holds. We consider a lower bound 6,
such that

_
0. < Inf 0,(0)

holds. For any p > 1, € > 0, the class

©,(0p, €) := {0 e my(S)] 0. < O(9)VI € S; /|00(19) —6(9)Pdy < ep}
satisfies the assumptions of Theorem 5.8 and Theorem 5.9: Clearly, all 8 € ©(6y, €)
are equivalent, ©,(6p, €) is convex and uniformly integrable and closed in L*(6y).

5.11 Example. Let 0, denote the density of the log-normal distribution with
mean e and variance v with respect to the Lebesque measure. We consider

O ={bcv|ecle_,ei], vev_, v}

for given positive constants e_, e, v_,v . It is straightforward to apply the results
of Section 3.3.2 to this parameterized family of models - here, one finds a worst-case
maxture model 6 of the form

0= / O ey (de, dv),
le—e+]x[v—,vy]

cf. Theorem 3.20.

5.2. Bellman equation for classical SV-models

We consider a stochastic volatility model of the form

(5.19) dX; = X Ridt+ X, f(Y;)dW}
(5.20) dY, = ay(my — Yy)dt + g(Ye, t)(pdWE + /1 — p2dW}?)
(5.21) AV, = m[Rdt + f(Y;)dW}]

where (W' 1W?) is a Brownian motion in R?. The parameter m; is the long term
mean of the volatility-driving process Y and «; determines its speed of mean-
reversion. The processes R;, oy, m; and —1 < p; < 1 are assumed to be determin-
istic. We assume that f is positive and invertible. The Heston-model f(y) = /v,
g(y,t) = o4y is popular with practitioners who price equity options, cf. e.g.
[BEF*00]. The dynamics (5.21) of the value-process V' are a consequence of equation
(1.1) where we replace the number of assets & by the value m, = £ X;.

We consider a European contingent claim F' = F'(Xr) and a loss function I(z,.) =
[(z). Let ((t,z,y,v) denote the minimal expected risk at time ¢ given X; = =z,
Y, = y and initial capital V; = v, i.e.,
T
Bi(t.a.p.0) = mip Bll(F—v— [ FraX.)| X =2, =)

where A, ; denotes the set of all strategies admissible strategies 7 from time ¢ on
with V, = v.
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We apply the methodology of [FS93] to derive the Hamilton-Jacobi-Bellman (HJB)
equation for 3. The process Z; = (X;,Y;,V;) is a controlled Markov process in R3
where 7, is the control applied at time t. We have

dZt = h(t, Zt, 7Tt>dt + O'(t, Zt, Wt)th

where we have set

.TRt
(5.22) h(t,z,y,v,7) = | ai(m:—y)
7TRt
rf(y) 0
olt,z,y,v,m) = | gy, t)pe 9(y,t)\/1—p?
mf(y) 0

2?2 (y)  xfWely.t)pe  xf(y)w
(5.23) (ai) =00 = | xf(y)g(y, t)p: 9*(y,1) Tf(y)g(y, t)p:
ef*(y)yr wfW)gly,tpe T 3(y)

To abbreviate notation, let

Loy = RxfBy+ ay(my —y)B, + %f ()22 Bra + pef (1) 9(y, )20y + %9(@/, £)* Byy

denote the infinitesimal generator £, , for (X,Y).

We obtain from equations (5.22), (5.23) and [FS93] Chapter IV equations (3.2)-(3.4)
the HJB equation for f3:

Be+ Loy + inf {W[Rtﬁv + F(y)?2Be0 + prg(y: 1) f(y) By] + %WQf (y)gﬁw} =0

with terminal condition
(5.24) B(T,z,y,v) =I(F(x) —v).
The infimum is assumed by

_RiBo+ F(0)* 200 + prg(y, 1) f (1) Byo

(5.25) Tt @, y,v) = f(y)?Buw

which yields the HJB equation
(Rtﬁv + f(y)Qmﬁxv + ptg(yv t)f(y)ﬂyU)Q
2f(y)?Bov

5.12 Conjecture. Let § = B(t,z,y,v) be a solution to (5.26) with terminal condition
(5.24). Then the strategy

(526) ﬁt + Em,yﬁ - =0.

ét = ﬁ-<t7 Xt7 K? ‘/;‘,)
defined via (5.25) is efficient.
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Whereas time ¢, asset price X; and the available capital V; are observed immediately,
the quantity Y; has to be computed from the observed instantaneous volatility o, =

f(Yy) via Yy = f7H(0y).

The typical approach to establish Conjecture 5.12 is to apply a verification theorem,
see e.g. [FS93]. However, the main problem is to solve the HIB equation. [JS00]
consider the asymptotic case of "fast-mean reverting” stochastic volatility o — oo
and give first- and second-order correction terms for the efficient strategy for @ < oo.
One advantage of this approach is that one does not need to solve equation (5.26)
explicitly. Instead, correction terms are obtained by singular perturbation analysis.

5.3. Singular models

We consider a countable family of singular and complete models {P,| n € N}, i.e.,

the equivalent martingale measure @),, for each P, is unique and there exist events
Q. € F such that

1 ifk=n
Pul@] = { 0 else.
We shall assume that
(5.27) Q,eFy, neN

holds. This setup corresponds to a special case of the "uncertain volatility model”
examined e.g. by [ALP95] and [Lyo95]: We consider a countable family of deter-
ministic volatility-paths such that we can decide immediately which volatility path
is the true one. This is e.g. the case if we restrict the analysis to constant volatilities
and a right-continuous filtration. Intuitively, the "optimal” hedging strategy in this
setting is to simply follow the efficient strategy in the complete model P,, which is
revealed at time 0. However, this approach does not tell us what the maximal risk is
if a different model would happen to be the true one. Furthermore, this strategy is
not robust-efficient. Hence this setup is interesting not only for theoretical purposes
but also to determine the maximal risk that can occur over different volatility-paths
(i.e., models). We shall demonstrate that the superposition of all efficient strategies
for any fixed path is actually robust-efficient, cf. Proposition 5.14. This is a rather
immediate consequence of the structure of the class of all equivalent martingale
measures considered in Proposition 5.13.

We then derive existence of a worst-case model and worst-case pricing rule. For
this, we first define a bijection between the convex hull of U respectively M and the
sequence space S of equation (5.32). We then relate point-wise (respectively L')
convergence on S to L° (respectively L')-convergence of the densities dP/dR. This
will allow us to establish existence of a worst-case model and pricing rule.

We will then see that in this setting, the efficient strategy for the worst-case model
is typically not robust-efficient, cf. Examples 5.21 and 5.22.
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We consider the dominating measure
(5.28) R:=> 27"P,
n=1

As usual, E denotes the expectation operator with respect to R. The decomposing
events can be chosen as
dP,
Q, = { °os 0}

dR

and we have
(5.29) 1= Z 1g, R — almost-surely.
n=1

We examine robust-efficient hedging strategies for the class
U=1{P,| neN}

or - equivalently - for the class co. () of all countable convex combinations

coso(U) = {iAnm A € [0,1], ixn - 1}.
n=1 n=1

Any point in cox(U) \ {P,] n € N} yields an incomplete financial market. This is
due to fact that the equivalent martingale measure is no longer unique: Consider
e.g. the case P = APy + (1 — A\)P, for A > 0. Any v € (0,1) yields a martingale
measure )7 equivalent to P via

Q" =7Q1+ (1 —7)Qe.

We show in the next proposition that every martingale measure equivalent to P is
of this form provided condition (5.27) holds. In general, Proposition 5.13 does not
hold if condition (5.27) is violated. This can be seen e.g. in the quadrinomial setting
of Section 4.2, cf. equation (4.7).

5.13 Proposition. The class M of martingale measures Q) equivalent to R is given
by

M= {f}@ﬂ Ay € (0,1), fyn: 1}.
n=1 n=1

Proof. The inclusion ”2” is immediate. We therefore only show the inclusion ”C”.
(1) For given Q € M we obtain from the equivalency of @) and R that
A= Q] €(0,1) neN
holds. Thus
QAN Q,]

QA = QIAI) = = 5
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defines a probability measure equivalent to P, and we have the representation
o0
n=1

It remains to show that X is a martingale under Qn: Uniqueness of the equivalent
martingale measure for P, then implies Q),, = Q,,.

2) With D" = dQ/dR, D = dQ/dR and D" = E[D"| F,] respectively D, =
E[D| F], we obtain

EolXi|F] = (D,) ' E[DX,|F)]

:um*EéiMm&m4

n=1

(D) S ME (DX F

n=1
(5.30) = (D)"Y NDIEg, [Xi|F].
n=1

Furthermore, we obtain from (5.27) the equation
(5.31) D,1q, = \,D".
Now we compute for any A € F; the expectation
MEg, [Xss Al = ANEg [Xs; AN Q]

= Eo[Xs; ANQ,]

= Eqo[EQ[Xi|Fi; AN,
Here we can substitute Eg[X;|Fs| according to equation (5.30) and (5.31) to conclude

EQEq[Xi| F: ANQ] = EglEq, [Xi|F]; AN )
= MEp [Eg, [Xi|Fs; Al

i.e., X is a martingale under Qn 0

The structure of the class of equivalent martingale measures allows us to derive the
robust-efficient strategy respectively the maximin-optimal modified claim immedi-
ately:

5.14 Proposition. Let V" denote the optimal modified claim in the complete model
P, given initial capital o, with the understanding that V" = F' holds whenever
a < EX[F]. The modified claim

f/ = ilf/n ]_Qn

1s optimal for any P € U and mazximin-optimal.
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Proof. First observe that V € V, holds due to Proposition 5.13.

Now consider any claim V € V,. Then Ef[V] < « holds for any n € N, ie., V
satisfies the side condition for the simple problem (F,[@,). We can hence conclude
from optimality of V,, for the simple problem (P,|Q,) that

E,I(F —V",)] < EJI(F-V,.)

holds. Hence V is ” uniformly most powerful”, i.e., optimal for any P, € U. As a
trivial consequence, V' is maximin-optimal. 0

In the reminder of this section, we derive existence of a worst-case model and worst-
case pricing rule. For this, we first define a bijection between the convex hull of U
respectively M and the sequence space S of equation (5.32). We then relate point-
wise (respectively L-1) convergence on S to LY (respectively L')-convergence of the
densities dP/dR. This will allow us to establish existence of a worst-case model and
pricing rule.

We define

Qi
I

{ ! P € cox(U)}

= { IQeM}

and denote by G’ respectively D¢ the closure of G respectively D in L'(R) fori = 0, 1.
Then we have, by definition,

u = {P<<R\ eg}
U = {P<<R|—ego}
M = {Q<<R]—ED1}

M — {Q<<Ry—QeD°}

We introduce the sequence-spaces

SO = {)\: (An)nen | i)\n <1, A\ €[0,1), ne N}
n=1

s = {res i/\nzl}
n=1
(5.32) S = {Ae&_‘l\)\ne(o,l), neN}.

We consider different topologies on the sequence space S:
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(i) The topology of convergence in [;:

kToo

im A =\ inil if ,ﬁ%;’Aﬁ—M:O-

(ii) The topology of point-wise convergence ly:

lim A =X inly if IlgiTm\)\fL—An|:O Vn € N.

kToo
5.15 Lemma. S' is the closure of S under I, and S° is the closure of S in l.

5.16 Proposition. We consider a sequence (D*) in D. There exists a unique se-
quence (Y*) in S such that

5.33 DF = kZn
(5.33) R

n=1

holds and we have
(i) (D*) is Cauchy in L*(R) if and only if (v*) is Cauchy in ;.
(ii) (D*) is Cauchy in L°(R) if and only if (v*) is Cauchy in lo.

Proof. Existence of the representation (5.33) follows from Proposition 5.13, unique-
ness via

Yo = B[D" Q).
(i) Due to (5.33), we have
ID* = D[y = E[ID" - D'|]
= > E[D*-D';Q)

n=1

— E kAl n
; (7% =l

= > =
n=1

which implies (i).

(ii) First assume (") is not Cauchy in ly. Then there is an index n such that (v¥)ren
is not Cauchy, i.e., there exists ¢ > 0 such that for all K € N there exist k,l > K
with
[ =l > €.

This implies

1
oo
for infinitely many k and I. Hence (D*) is not Cauchy in L°(R).

R[|D* — D'| > €] > R[Q,)]
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Now we assume (y¥) is Cauchy in ly. Given some ¢ > 0 and § > 0, let N be large
enough such that

= 1
2 <0
n=N+1
holds. There exists K such that for alln =1,2,..., N we have
e =kl <e kiI>K.

Hence we can estimate for all k,[ > K:

[e.e]

1
R[|D* — D' = —
D -Dl>d = Y
VK =1 >e
~ oy L
= o
n=N+1
17K —h|>e
< 0.
Since § is arbitrary, (D*) is Cauchy in L°(R). O
With
(5.34) Py = > MNPy, AeS® and
n=1
(5.35) Qy = Y Mm@ 7€S
n=1

we have the following bijection between S and co., (U) respectively between S and

M:
cosU) = {P\| A€ S}
M = {Q,[r€S}

and

S = {(P[Q])nen]| P € cos(U)}
S = {(Qn])nen| Q € M}.

5.17 Proposition. The following representations hold true:

(5.36) co(U) = U

(5.37) U = {P| xeS8%
(5.38) M = {Q,|yeS'}
(5.39) M = {Q,|yeS}.

Proof. For M?, the assertion follows immediately from Lemma 5.15 and Proposition
5.16. With respect to U*, we remark that one can replace D by G in Proposition
5.16. =
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Due to the last Proposition, we have

Qn € MI\M, n €N
0 ¢ MO\ M.

For A,y € S we denote by E[.] respectively EZ[. ] expectation under Py respectively
Q). For extremal points Py = P, for some n we denote by E,,[.] respectively E}[.]
expectation in the complete model P, respectively its associated complete risk-
neutral model @),,.

5.18 Lemma. The superhedge price for an Option V > 0 is given by

sup Eg[V] = max E;[V].
QeM neN

There exists some . € N that attains the maximum.

Proof. We only consider the non-trivial case R[V > 0] > 0. We denote

sup Eg[V] =: ¢".
QeM

Due to Propositions 2.7 and 5.17, we have

(5.40) ¢ = sup Eg[V]
QeEMO

(5.41) = sup EJ[V].
ve8&0

Due to Proposition 5.16 and Lemma 3.3 of [KS99], there exists a maximizing pa-
rameter 7 € S§® such that

¢ = EX[V]
holds.
If ¥ € S°\ 8!, there exists some 1 > § > 0 such that

n=1

holds. With
1)
! . ~

we have 0 <7/ <1 and

e}

ZW’ =1.

n=1
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Hence (v.) € 8° holds and we obtain from (5.41)
¢ = ELV]

= ) _EV]
n=1

= > BBV OE,[V]

*

> C
due to R[V > 0] > 0, a contradiction. Hence we have 7 € S'.

We now demonstrate that 7, > 0 holds for only one index n = n € N. Assume to
the contrary existence of two indices k and [ such that 4, > 0 and 4; > 0 holds. If
E;[V] = Ef[V] holds, we can replace ¥ by v with v, = 0 via (5.43) and still obtain
EZ[V] = E[V]. Now assume that E;[V] # Ef[V] holds, e.g.

(5.42) Ef V] < Ef[V].
We define
Wwty, n=k
(5.43) Yo =14 0, n=1I
Y s else

Observe that (7,) € S holds. We obtain from equation (5.42) the estimate
" = EI[V]

= > WEV] +9E V]
=

< Y B V] +AE; V]
e

= ZT%EZ[V]
n=1

Due to (v,) € S', this contradicts equation (5.41). Hence 5, > 0 holds only for one
index 7. Due to (7,) € S', we conclude 7; = 1 and

c" = EL[V] = E;[V].
Clearly, we have due to equation (5.41)

¢ >sup EX[V].
neN

Putting the last two equations together, we obtain

¢ =max E;[V].
neN
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0J

5.19 Lemma. The mazimal shortfall risk for given modified claim V' is given by

sup Epl[l(F —V,.)] = max E,[l(F - V,.)].
Pelit neN

There exists a maximizing index n € N.
Proof. With V' = [(F' —V,.), we are in the situation of Lemma 5.18: Instead of

maximizing the value EX[V'] over v € §', we now maximize the value E,[V’] over
v € S'. Hence the proof proceeds exactly as in Lemma 5.18. 0

5.20 Theorem. (i) Let V" denote the optimal modified claim in the complete
model P, giwen initial capital o, with the understanding that V" = F holds
whenever a < EX[F]. The modified claim

f/ = Z f/n ]_Qn
n=1
is optimal for any P € U' and maximin-optimal.

(i1) Let 3, deno~te the minimal shortfall risk in the complete model P,, i.e.,
B, = E,[l(F —V™,.)]. Then the robust minimal risk for U* is given by

f* = max f3,

neN

and there exists a mazximizing index n.

(iii) For V defined via (i) and 7 defined via (i), the pair (V, P;) is a saddle
point, 1.e.,

Ep[l(F =V, )] < E[l(F — V)] < Ez[(F — V)]
holds for all P € U and all V € V,.
(iv) (P;|Qn) is a least-favorable pair.

(v) Let € = (") denote the efficient hedging strategy for F in the complete
model P, giwen initial capital c.
The strategy & defined via

&i=> {1g,
n=1
is robust-efficient for U" given initial capital o.

Proof. Item (i) follows from Proposition 5.14.
Item (ii) is a direct consequence of (i) and Lemma 5.19.

Item (iii) follows from (i) and (ii).
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(iv) P; is a worst-case model due to (iii). Now clearly, ()5 is a worst-case pricing
rule for P;. Hence (P;|Q;) is a least-favorable pair.

(v) We first show that the strategy € is in Ag: Since Q,, € Fy holds for each n, the
strategy & is predictable. The following equations hold R-almost surely:

oz—l—/oTéstS = nf; <a+/OT£stS)) 1q,

.S (a 1o, + / e 1QndXs>)
0

n=1

Each summand a 1g, + fOT ég 1g,dX, remains nonnegative P,-almost surely. Since
each summand vanishes on Q \ €2, each summand remains nonnegative R-almost
surely. Hence the sum remains nonnegative R-almost surely. Hence £ € A,,.

Optimality follows from (i) due to
Vo= S i,
n=1
= 3 (lwnmi+ [ @) 1
n=1
a+ /Ti@ 1g,dX,
0 n=1

= 04—1—/ éstS
0

IN

R-almost surely. O

We now construct an example of a family ¢/ that contains a worst-case model P but
where the P-efficient strategy is not robust-efficient, i.e., where the optimal modified
claim V' for the semi-composite problem (P|M) is not maximin-optimal.

5.21 Example. For given constant drift m and extremal volatilities o, < o*, we
consider the countable family of Black-Scholes models P, (cf. (3.27)) with volatility
o € |o.,d*]NQ. Le., the family of models U is of the form

U={P,|neN}={P,| o € [o.,,0" | NQ}.

The filtration (F;) is given by the right-continuous filtration generated by (X;) and a
reference model R as in equation (5.28). Then {dP,/dR} € F; holds, i.e., condition
(5.27) is fulfilled. We denote by E, the associated expectation operator for a given
constant volatility o. Consider F' a European call option with strike K and a loss
function of the form [(z) = (27)P. Let 3,(«) denote the minimal shortfall risk under
volatility o € [o,, 0*] N Q given initial capital a. Due to

G,(0) = E,[(Xr — K)?; Xp > K|,
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it can then easily be seen that
(5.44) lim 3, (0) = 65(0)

holds. Due to Theorem 5.20 (iii), there exists a worst-case model & € [o,,0*] N Q.
We have

(5.45) € := (5(0) — B5(a) > 0.
Due to equation (5.44), there exists a model o € [o,,0*] N Q such that
(5.46) 16,(0) = s(0)] < ¢

holds. Let V denote the optimal modified claim for the semi-composite problem
(P5|M). We obtain from Lemma 5.18 that V is simply the optimal modified claim
for the simple problem (P;|Q5) where Q)5 denotes the unique equivalent martingale
measure for P;. Alternatively, this follows from Theorem 5.20. Especially, we obtain
that

(5.47) E5[l(F = V)] = B5(a)
holds. By definition, V vanishes P,-almost surely. We can conclude
EI(F =V)] = EI(F)]
= 5(0)
(5.48) > fs(a)
= E[l(F - V)]
where the strict estimate (5.48) is due to (5.45) and (5.46), the last equation is due

to (5.47). Hence (V, Py) is not a saddle point. Especially, V is not maximin-optimal.
To summarize, we have found that V is a solution to the semi-composite problem

(P;| M) where Pj is a worst-case model, but V is not maximin-optimal.

The above mechanism does not rely on the fact that we have infinitely many models:

5.22 Example. With the notation from example 5.21, we consider as a special case
the family {P;, P} = {P5, P,} of Black-Scholes models with constant volatility o
respectively ¢ and U its convex hull. It then follows from example 5.21 that Visa
solution to the semi-composite problem (P;| M) where P; is a worst-case model for
U, but V is not maximin-optimal. Equivalently, the efficient strategy for P is not
robust-efficient, c¢f. Proposition 3.7 and Corollary 3.8.

Clearly, ()5 is a worst-case model for P;. Hence we can also conclude that (P;|Qs)
is a least-favorable pair and V' is optimal for the simple problem (P;|Qs) but not
maximin-optimal.



CHAPTER 6

Geometric Poisson process

In this chapter, we examine (robust-) efficient strategies in the situation where
the asset price follows a geometric Poisson process. We first derive the efficient
strategy for a fixed model. By dynamic programming, the efficient strategy between
jumps can be derived from the value function. But the value function itself is
unknown. Hence we develop the auxiliary notion of k-efficient strategies - these can
be computed explicitly. We approximate efficient strategies and the value function
by means of k-efficient strategies.

We then examine the case where jump-intensities are uncertain. It follows from
the analysis in Section 3.3.2 that we need to consider all mixtures of models in
order to find a worst-case model. Under such mixtures models, jump-intensities are
no longer constant but predictable intensity processes instead. Thus we derive the
efficient strategy for fixed model with predictable intensities. The robust-efficient
strategy is then given by the efficient strategy for a worst-case (mixture-)model.

We now outline the content of this chapter in more detail. Consider a model P such
that the (discounted) price process is given by

(6.1) X, = woeN ONC

for two independent poisson processes N, N~ with intensities AT, A~ and constants
a,b > 0. We say that X is a geometric Poisson process.

The model is incomplete. Especially, it can be shown that the superhedge-price for
a European call-option with payoff (X7 — K)* is given by z for any maturity 7" and
strike K. Subsequently, we examine efficient hedging strategies for a given non-state
dependent loss function [ : R — R, and an European option whose payoff can be
written as F'(X7r) such that

(6.2) E[I(F(Xr))] < o0

holds. By dynamic programming we shall see that the efficient strategy between
jump-times can be derived easily from the wvalue function [ where G(v,z,T — t)
denotes the minimal risk at time ¢ given initial capital V;, = v and asset price
X; = z, cf. equation (6.10). We give the Bellman equation for 5 which can - in
principle - be solved numerically, cf. equations (6.12) and (6.7). As an alternative, we
provide a conceptually different approach to determine 3: We show that 3 = lim;, 8*
holds where 3* is the minimal risk that can be achieved among all strategies that
are constant after the k-th jump and satisfy the capital constraint. We call the
associated minimizing strategy " k-efficient”. For k = 0, the O-efficient strategy can

119
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be computed directly from the optimality constraint (6.14). For k > 1, a k-efficient
strategy is k — 1-efficient after the first jump - given the new stock-price, capital and
time to maturity. Hence, by iteration, the k-efficient strategy and the associated
minimal risk 3* can be determined for any k € N, cf. equation (6.17). If we choose
k sufficiently large, the performance of the k-efficient strategy itself is close to the
performance of the efficient strategy, cf. Theorem 6.10 and the error-estimate (6.20).

In Section 6.3, we consider the case where there is uncertainty regarding the intensi-
ties. For two intensities A*, A~ within some given bounds [\, A*] we denote by Py+ 5~
the associated model and consider the family U = {Py+ - | (AT, A7) € [\, A*]?}. As
described in Section 3.3.2, a proper enlargement containing a worst-case model is
given by all mixtures P, = f[/\*)\*]Q Py+ \-v(dAt,dA™). We thus examine the dynam-
ics of X under any P,, cf. Proposition 6.14. We then show how k-efficient hedging
strategies can be applied to derive the efficient strategy and associated value Gp for
any fixed model P € I. Theorem 3.20 allows us to derive a worst-case model and
the robust-efficient strategy for U, cf. Theorem 6.13.

6.1. Efficient hedging

The filtration we consider is the natural filtration for the process (X;) defined in
(6.1). The total number N := N;” + N; of jumps up to time ¢ is again a poisson
process with intensity A := A" +X~. We denote by 7, the time of the nth jump, i.e.,

7, = inf{t > 0| N/ + N, =n}.
Clearly, we have
= 7'1+ NTy

where 77 (respectively 7., ) denotes the time of the n-th jump up (respectively down).

In the sequel, we will frequently consider the times
(6.3) Tni=Ta ANT.
The process X can be described equivalently as a marked point process ((7)n>1, (Yn)n>1)

with (simple) point process 7 and mark Y,, = X, /X, , € {e?, e*}. The probabil-
ity that the next jump is upward is given by

a — >\+
(64) P[X71:$06]:P[Tj<71]:m.

We claim that

(6'5) E[f(XTl7Tl)] = /Oo {)‘Jrf(xoeaa t) + Aif(l'oeib, t)}ei(/wur)\_)tdt
0
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holds for f > 0. Indeed:

Elf(Xn,m)] = Elf(zoe®, 1), " < 7]+ Blf(zoe™" 1), 7 < 17']
= Blf(zoe®,7i") Plri” < | )]+ Elf(zoe™",11) Pl < 7| 7]
- / f(woe® 1) Plt < 7 |Plry € di]

(6.6) / f(zoe™ t) Plt < 7| P[r; € dt]

_ / f xoe t) -\~ t)\—f— —)\+tdt
f)\'*'t — =)t
f Toe 0t ATe " Ut

i.e., equation (6.5) holds.

In order to derive an P-efficient hedging strategy via the methodology of Part I
of this thesis, we would have to derive a worst-case pricing rule. We can conclude
from Corollary 3.16 that if the intrinsic value of F' is nontrivial, i.e., F(xy) > 0,
and we invest more than the intrinsic value, then the worst-case pricing rule is not
equivalent to P:

6.1 Corollary. If 0 < F(zg) < « holds, the worst-case pricing rule for F and « is
not equivalent to P.

Proof. Let ¢ € A, denote the efficient strategy for /' given initial capital a. On
the event 7 > T, we have o + fOT &dXy = aand F(Xr) = F(x) > 0. Hence

Plo+ /T &dX; > F(Xr), F(Xr) > 0] > Pl >T]

> 0.

Now the assertion follows from Corollary 3.16. OJ

Due to the complexity of the set of equivalent martingale measures, we prefer to
derive the efficient strategy more directly via dynamic programming methods rather
than via a worst-case pricing rule. One can then derive the structure of the worst-
case pricing rule a posteriori from Proposition 3.15 (i) and (ii).

Let B(v,z, T — t) denote the minimal risk at time ¢ given initial capital V; = v and
asset price X; = z, i.e., f(«a, zo,T) = /* and

(6.7) B(v,z,0) =1(F(z) —v).

The well known principle of dynamic programming is the cornerstone of the analysis
in this chapter:
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6.2 Lemma (Dynamic Programming Principle). For any stopping time 7 < T we
have

(6.8) * = min E[f(a+ /T £dXs, X, T —7)]
0

§€EA

and the following strategy is efficient:

(i) On [0,7]: Use the strategy (&) that solves (6.8). This strategy is called
efficient until time 7.

(ii) On (7,T): Establish an efficient hedging strategy for F with time to maturity
T — 7, current asset price X, and initial capital V, = o + fOT ErdXs.

Proof. The strategy ¢ prescribed by (i) and (ii) is admissible by definition.

For proof of optimality, consider any admissible strategy ¢ € A, with associated
value process V. We obtain from the definition of 3 validity of

T T
E[Z(F—VT—/ £.dX.)| X, 7] Zﬁ(oz—i—/ X, X, T — 7)
T 0

which implies
BiF -~ [ eax)) = BiF-v,~ [ eax,)
0 T T
— E[E[(F-V, —/ §dX)| X, 7] ]

> Elf(a+ / €dX, X, T — 7))
0
Hence
§ > min E[B(a + / €dX,, X, T — 7))
feAa 0

holds. If we repeat the above calculation for the strategy prescribed by (i) and (ii),
it is easily seen that this strategy actually achieves this bound. 0

6.3 Corollary. A strategy & with associated value process V' is efficient if it solves
the problem

E[B(Va,_, + &, (Xs, — Xz

(69) n71)7X7A'n7T_7A_n)| ‘/’?

Ee A,

Xz 1y Tnot] = min

for each n € N and the series of jump-times 7, defined in (6.3).

Proof. This follows immediately from the iterative application of Lemma 6.2 to the
jump-times 7,,, n € N. O
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The following auxiliary problem is the simple problem of minimizing a real-valued
function over an interval:

A B(v+ Cx(e* —1),ze*, T —t)
(6.10) + A B+ (e —1),2e T —t) = m{in

v v
¢€ C (e —1) z(1—e?)

for each ¢ € [0, T]. We use the convention 7y := 0. Due to Corollary 6.3 and equation
6.5, we can reduce the problem of efficient hedging to problem (6.10):

6.4 Theorem. Let ((v,z,t) € R denote a solution to problem (6.10).

The following strategy (5}) is efficient: If the last jump has occurred at time 1,1 < T
for some n € N, then use until the next jump 7, the deterministic strategy ét =
é(v, Tt — To_1) given x := X, _, the asset price after the last jump and v =V, |
the value of the portfolio after the last jump, i.e.,

(611> gt = Z 5(‘7‘%—1’ X‘T'n—nt - 7A—nfl) ]‘('?_nflﬂﬁn](t)'
n=1

Proof. (1) We first consider admissibility of the strategy: The strategy (&:)o<t<r is
predictable due to equation (6.11).

By definition, V,, = « is nonnegative. Given some t € (0, 7] and state w € Q, there
exists n € N such that 7,_;(w) < t < 7,,(w) holds. We define x and v > 0 as in the
theorem.

The value associated to the strategy at time ¢ is

Vi) = o ( AR )X, ) ()

v if t < 7, (w)
- v+ C(U,I,t - Tn—l)x(ea - 1) ift = Tn(w) and Xﬁ;(“’) — et
vt (v, at —T)z(e ™ — 1) if t = 7,(w) and X — b

This is nonnegative if and only if

((v,2,t —Tyy) € [_a;(eav— e _Uebﬂ

holds. Hence ¢ is admissible by induction.

(2) We next show that the strategy ¢ solves problem (6.9) for each n € N. For
neN x:=X,  and v =V, |, any admissible strategy ¢ € A, satisfies the
side-condition of problem (6.10):

S € {—x(eav— 1)z i}eb)

:| , te€ (7A'n_1,7A'n],
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cf. (1). Hence we have by equation (6.5) and definition of (:
E[ﬂ(v + fi’n(X'Fn - l‘), X’?na T— 7A_n> | V;A'n71 =v, X

'f_nfl

T
= / e’(”“_)t{xrﬂ(v + &a(e® —1),xe", T —t)

=, 7A-n—1]

A B+ (e — 1), 2e T — t)}dt
e WTEIT= I (F(z) — v)

T
> / e’(’\++)‘7)t{)\+ﬂ(v + (v, z, t)x(e® —1),2e*, T —t)
Tn—1
A B+ (v, x, )™ — 1), 2e 8, T — t)}dt
e WTEIT=I ) (F(7) — v)
= E[ﬁ(v + g'f'n (X'f'n - 'r)’ Xf'n’ T - 7/;”) | %n—l = U’ X’f'nfl = 'T’ 7/\—71—1]'
Thus, & solves (6.9). O

We now derive the Bellman equation for 3. For given strategy &, the controlled
Markov process ( fot £:dXs, Xy) has generator

(A f)(v,z) = 13%1(Ev,z[f(w5,Xt)]—f(v,:c))

= M f(v+&x(e® — 1), ze)
A f(v+Ex(e® — 1), ze7?)
—(AT+ X)) f(v,2)

The Bellman equation for [ is given by

0,8(v,0,T = )+ min(A6) (0,2, T — 1) = 0
respectively
(6.12) 0 = 0fv,z, T —t)+ mgin{)ﬁﬁ(v +&x(e* — 1), ze", T —t)

A B+ (e = 1), 2e7 ", T — 1)}
~(ATH+A)B(v, 2, T — 1)
where the minimum has to be taken over the interval in (6.10). The terminal condi-

tion is given by equation (6.7). Observe that the Bellman equation implies formula
(6.10) for the optimal choice of &;.

6.2. k-efficient hedging

In order to find a more comfortable approximation of § and efficient strategies, we
introduce k-efficient strategies:
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6.5 Definition. We denote by A* the class of all admissible strategies & € A, that
are constant from time 7, on, i.e.,

.AZI{&GAM ftzgf—kJr, te (%k,T]}

A strategy is called k-efficient, if it is most efficient of all strategies that are constant
from time 7 on, i.e., if it solves the problem

(6.13) Ell(F(Xr) — —/ £:d X)) = mﬁln
£ e A’“

We denote the value of this problem by 8*(a, zq, T).

6.6 Proposition. A strategy that is constant from time 1, on is admissible if and
only if it is predictable and satisfies

V; Vi s

Tn—1

(i) & € [_XTR_I(G“ — 1) X, _(1—e?)

| for tpor <s<t,,n=1,....k and

(i1) &+ €10, V,, /X, ] where &, + denotes the constant value of the strategy from
Tk ON.

Proof. It follows as in the proof of Theorem 6.4 that (i) is necessary and sufficient
for admissibility up to time 7.

Clearly, (ii) is a sufficient condition for admissibility. It is also necessary: Given
T < T, there is a non-trivial probability that the asset price Xr attains arbitrary
large or small positive values. Since the strategy is to be held constant, it is therefore
not possible to go short the asset (i.e., to choose &, < 0) or to borrow against the
asset (i.e., to choose &, + > V,, /X, ) if Vr is to remain nonnegative. O

We introduce the abbreviation

Pont = P[Nf =m,N; =n]
1 _
_ —(ATHAT)T (y+ym Yy — g\
= —m!n!e (ATTY™(ATT)".

6.7 Proposition. The 0-efficient minimal risk 3° is given by

(6.14) B°(a, 20, T) = ce[%lg/lxo Z L((F (0™ ") — oo — (o (e — 1)) a7

and the minimizing value C°(a, 2o, T) € [0, o/ 2] is the optimal constant value £° for
the O-efficient strategy for given initial capital o, asset price o and time to maturity

T.
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Proof. Consider any strategy & that is constant from time 0 on, i.e., & = & for
t € [0,7]. We can compute the expectation

(6.15)
E[l(F(X7) —a — /0 EdX,)] = ) ((Flaoe™ ") — a — Exo (€™ = 1)) Pnms-

Due to Proposition 6.6 (ii), the value given by equation (6.14) is a lower bound for
the expression given in (6.15). The strategy prescribed in the Proposition actually
achieves this bound and it is admissible and constant from time 0 on. Hence it is
0O-efficient. O

If we replace 3 by 3%, problem (6.10) reads
AFBR (v + Co(e® — 1), zet, T —t)

+ /\_ﬁk(v + Cx(e_b — 1),x6_b,T —t) = mcin
v v

(e —1) x(1 —e?)

6.8 Theorem. Let fk“(v,x,t) denote a solution to problem (6.16). The following
strategy is (k + 1)-efficient:

(6.16)

Ce |-

(i) Up to the first jump time 71, use & := C*(a, xo, t).

(ii) After time 1y, establish a k-efficient strategy given the asset price after the
last jump X, time to maturity T — 7 and V,, the value of the portfolio after
the last jump.

The associated minimal risk is given by

B o, 20, T) = /T e_(’\++)‘7)t{/\+ﬁk(oz + MY, z0, )z (e — 1), 20€%, T — 1)
0
+A7 5 (o 4 (o, o, t)zo (e — 1), 208, T — t)}dt
(6.17) e VIR (20) — a).
for given initial capital o, asset price xo and time to maturity T

Proof.
(1) It follows as in Lemma 6.2 that the following strategy is (k + 1)-efficient:
(i) On [0,71]: Use the strategy (&) that solves
(6.18) gmln E[3%( a+/ £,dX g, Xs, T — 71)]
€Aa

(ii) On (71, T): Establish a k-efficient hedging strategy for F' with time to maturity
T — 7 given asset price X; and initial capital V; = o + fOT ErdXs.
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(2) It follows as in Theorem 6.4 that the strategy
&= Mo t), 0<t<7
is a solution to problem (6.18).

(3) From (1) and (2) we conclude that the strategy prescribed in the theorem is
(k + 1)-efficient. As a consequence, equation (6.17) holds. O

6.9 Corollary. The following strategy is k-efficient:
k—1

(619> gf = Z Ck_n(‘/jf'n? X7A'n’ t - 7:73) 1(%n7%n+1](t) + CO(‘/%IN X7A—k7 t - %k) l(ﬁch] (t)
n=0

where C~k and 50 were defined in Theorem 6.8 and Proposition 6.7, respectively.

Proof.

(1) Due to Theorem 6.8 and Proposition 6.7, the assertion holds true for £ = 1 and
k= 0.

(2) Now assume the assertion is true for some k — 1 € N. We show that it holds for
k: By definition, the strategy &* satisfies the condition (i) of Theorem 6.8. Since
the assertion is true for k — 1, the strategy satisfies the condition (ii) of Theorem
6.8, too. Hence the strategy ék is (k)-efficient. 0

The following theorem (in combination with Theorem 6.8) is the fundamental result
of this chapter:

6.10 Theorem. For any initial capital o, asset price xog and time to maturity T, we
have

(i) 11€le (e, 9, T) = B, 29, T) = B* and the error can be estimated by

(620)  0< F(a,20,T) — Ble, 70, T) < B[P (moe™F V1)) iy < T,

(i1) hl/;r% inf V¥ =V holds P-almost surely where we have set
~ T ~
ko <a +/ fdeS> AF
0
~ T ~
Vo= <oz+/ EAX,) N F
0
for an efficient strategy € and k-efficient strategies &F.

In order to prove this theorem, we consider for £ = 0,1,... a second notion of
k-optimal strategies, namely solutions to the problem

T
(6.21) 3*(v, o, T) := min E[l(F(X7) —a — / £,dX,), Thyr > T
£€Aa 0
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where E[Y, 7,41 > T is shorthand for E[Y 1, >7y).

6.11 Proposition. Let QA"““(v,x,t) denote a solution to problem (6.16) where we
replace 3 by 3. The dynamic programming equations for B are

B, z0,T) = e N HAITYF(z0) — )

T
B o, 0, T) = / e’(’\++’\_)t{)\+ﬁk(a + (o, 20, ) (e — 1), w0, T — 1)
0

A8 (o + (T (o, w0, ) (e — 1), woe ", T — t)}dt

+e~ WY P(20) — ).
Proof. The first equation is immediate. The proof of the second equation is analo-
gous to the proof of Theorem (6.8). O

6.12 Proposition. For any k =0,1,..., initial capital o, asset price xo and time to
maturity T, we have

~

(6.22)  B*(a,20,T) Ba, 2, T)
(6.23) B(er, 20, T) B (e, 20, T)

(6.24)  B(a,20,T) < B, 20, T) + E[(F(20e™™" N7 ), 7001 < T

VARVAN

Proof. Only the last equation needs proof. We denote Ny := aN; — bN.
(1) For k = 0, we obtain from equation (6.14)

~

60(057 Lo, T) = ﬁo(aa L0, T)

min H(F(x Gam_bn —a—C(x 6am—bn -1 o
CG[O,a/mO]anjl <( ( 0 ) C 0( )))p n,T

< B, 2,7)
+ Z l((F(moe“m_bn))pm’n,T

m,n=1

= o, z0, T) + Ell(F(z0e™7)), 7 < T).

(2) Now assume equation (6.24) holds for some k& > 0. With the notation

z(e® —1) z(1 —e?)

I(v,x) = |—
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we obtain from equation (6.17) and (6.24) for k the estimate
T
N a, 0, T) = / e_(’\++’\7)t< rlr(lin ){)\+Bk(a + ((a, zg, t)xo(e® — 1), m0e®, T — 1)
0 cl(a,ro
A o+ (a3, Oag(e ™ = 1), a0, T — ) bt
te VTR (29) — )

T
< / e~ AT min {)ﬁﬁk(a + ((a, 2o, t)xo(e® — 1), m0e, T — 1)
0 ¢el(a,xo)

A B+ Ca, mo, t)zo(e ™ = 1), 20e 2, T — t)}dt
e MU (39) — @)
T
—i—/ 67()‘++’\_)t{)ﬁE[Z(F(mOeaeNT*t)), The1 < T — ]
0

AT E[I(F (20 ~beNT1)), 7oy < T — t]}dt
= N, @0, T) + E[l(F(20e™)), Tiya < T
where the last equality is due to Proposition 6.11. 0

We now turn to the Proof of Theorem 6.10.
The limit

Plsup {Z(F(xoe“N;_bNT_)) Lin<ry) > € <Py <T]—0, koo

n>k

vanishes for any € > 0. Together with equation (6.2), this implies

lim E[l(F(z0e™1 "N1)) 71 < T] = 0.

We can conclude from this equation and equations (6.22) -(6.24) that both
ﬁ(Oé,ZE(),T) = llciTmﬁk(OC?anT)a

= lim Bk(aa Zo, T)

koo
hold. Estimate (6.20) is a consequence of equations (6.22) -(6.24).

It remains to prove (ii). Due to Corollary 3.8, V is the P-almost surely unique
optimal modified claim < F for the associated stationary problem (P|M) (1.16). It
follows from Fatou’s Lemma that

V' := liminf V*
koo

satisfies the side condition

sup Eg[V'] <«
QeM
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for this problem. The value of this problem is 3(«, z,T). Hence we obtain

Bla,z0,T) < E[I(F—=V")]
< lim El(F — V")
= ﬁ(a7 2o, T)
where the last equation is due to (i). This proves optimality of V" for (P|M) which
implies V/ =V since both claims are dominated by F'. 0

6.3. Uncertain intensities

In this section we consider the case where there is uncertainty regarding the intensi-
ties AT, A7, Let Py+ - denote the associated probability measure and consider U =
{Py+ - | (AT, 07) € [A, M*]?}. As described in Section 3.3.2, a proper enlargement U
containing a worst-case model is given by all mixtures P, = f[/\*’ )2 Pyt x-v(dAT,A7).
Under P,, the driving processes N* and N~ are Poisson-processes with predictable
intensity process, cf. Proposition 6.14. We then show how the approach of the last
section can be applied to derive the efficient strategy and associated value gp for
any fixed model P € U. Theorem 3.20 allows us to derive a worst-case model and
the robust-efficient strategy for U, cf. Theorem 6.13.

We start by a more concrete construction of the underlying probability space. In
accordance with the notation in [Jac99], let (W, H) denote the canonical counting
process path space up to maturity 7" and Py the measure on (W, H) such that the
coordinate process is a homogenous Poisson process with intensity A under Py. We
set

Q = WxW={(whw)eWxW}

Pyt y»- = Py X Py
Nt+(w+7w7> = thr
Ny (whw?) = .

N* and N~ are independent homogenous Poisson processes with intensity A™* re-
spectively A~ under Py+ -.

Consider
U= {P,\+7A— | (AT, A7) € [)\*,)\*]2}.
The reference measure R := P, ; is equivalent to U with densities

dPy+ 5~
Grxtp- = —=—=c¢€

—(ATHAT =T (\+\Ng (\—\Np
= (AN ()T

We now show that the robust-efficient strategy can be derived via a worst-case
mixture-model as in Section 3.3.2. For this, we must pass from U to the proper
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enlargement U/ defined via
P, = / Puav(dXT,dN), v € mu(h, A2
A, A¥]2
U = {P|ve ml([)\*,)\*]2)}

Theorem 3.20 yields existence of a worst-case model in U:

6.13 Theorem. Let 3, denote the minimal risk for fized model P, € U and assume
I(F,.) is bounded. Then there is a solution v to

ﬁf/ = max v
vemy ([A«,A*]?)

The associated model Pj; is a worst-case model and the efficient strategy 5‘7 for P;
is robust-efficient for U.

Proof. Clearly, the family G = {Gy+ - | (AT, A7) € [\, \*]?} satisfies the assump-
tions of Theorem 3.19 and Theorem 3.20. Hence the assertion follows from Theorem
3.20. =

In the reminder of this section, we generalize the methods of Section 6.1 to derive
the efficient strategy and minimal risk for fixed model P,. Unfortunately, N* and
N~ are no longer Poisson-processes with constant intensities under P,:

6.14 Proposition. Under the measure P,, NT and N~ are conditionally indepen-
dent Poisson processes with predictable intensity processes (N " )o<i<r (respectively

(A )o<t<r) given by
I i O A AN (29

(6.25) N = - :
f e~ W =DEAF)N - (dAT)

Here, vt denotes the one-dimensional margin-distribution of v on the coordinate
At

Proof. This is the content of Example 3.7.1 in [Jac99]. Under B,, Nt (respectively
N7) is also called a Cox process. U

Due to (6.25), the expectation E,[f(X,,,71)] cannot be expressed in a formula as
simple as (6.5). However, we obtain as in (6.5) - (6.6) the expression

(6.26) E,[f(Xr,m)] = / f(xoe,t) B[t < | 7" =tP,[r" € di]
0
+/ flzoe™ t) Bt <1 |77 =t|P,[r] € dt].
0
We have

t t
P, <t :/ Pt <t |7 =tP[r € dt]+/ Pt <7 |7 =t|B[ry € dt],
0 0
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7+7V

i.e., the measure p ™" given by

t
0= [ Rl <nIn = dR € d
0
is absolutely continuous with respect to the measure P,[m € dt]. Let

du_7+7y
6.27 () = —————
(6:27) 0 = e

denote the associated Radon-Nikodym derivative. We obtain from equation (6.26)
the expression

(6.28) E,[f(X,,m)] = /000 [g”*’”(t)f(xoe“,t) + g*’*’”(t)f(xoe’b,t)}P,,[Tl € dt].

We consider the auxiliary problem

g (), (a4 Cro(e® — 1), mpe*, T —t)

+ gt (8o + Crole™ — 1), 20e, T 1) = min
020 (8. (0 + Crole™ — 1), ) = mi

Ce ! a
zo(e® — 1) xo(1 —e?)
where 3, (v, z,T — t) denotes the the minimal risk in the model P, at time ¢ given
initial capital V;, = v and asset price X; = =z, i.e., f,(a,x0,T) = [,. Clearly,

the dynamic programming principle Lemma 6.2 holds for 3,. Thus we obtain the
following analogue of Theorem 6.4:

6.15 Theorem. For given initial capital o, asset price xo and t € [0,T), let C¥(t)
denote a solution to problem (6.29).

The following strategy (é’) is efficient for P,: Until the first jump at time 1, use
ézl;:él/(t)a tSTl‘

Then establish a P,-efficient strategy from time 1 on.

The Proof proceeds analogous to Theorem 6.4 by means of the dynamic program-
ming principle. We only replace the use of equation (6.5) by equation (6.28). O

As in Section 6.1, we now face the problem that the value function 3, is unknown.
Again, we approximate 3, by means of k-efficient strategies. For this, let 3% denote
the risk of a k-efficient strategy under P,, i.e., the minimal risk under P, among all
strategies that are constant from time 7 on.

6.16 Theorem. Let 5”’k+1(t) denote a solution to problem (6.29) where we replace
B, by B%. The following strategy is (k + 1)-efficient for P,:

(i) Up to the first jump time 11, use &% = Cvh+1(t).

(i1) After time 11, establish a k-efficient strateqy given the asset price after the

last jump X, time to maturity T — 7 and V,, the value of the portfolio after
the last jump.
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The Proof proceeds as in Theorem 6.15 by means of the dynamic programming
principle and equation (6.28). OJ

Clearly, the O-efficient minimal risk 39 is given by
(6.30) B, 2o, T) = min E,[((F(Xr) —a—((Xr — z))].

CE[0,0!/(E(]]

Hence the target-function 3% for ¢v**1 can be computed inductively for any & € N.
In the limit, we obtain the minimal-risk (3, of Theorem 6.13:

6.17 Theorem. For any initial capital o, asset price xo and time to maturity T, we
have

(i) Ilcle B, 0, T) = B,(a, 20, T) and the error can be estimated by

0 S 65(057'%077-') - ﬁl/(aa x(]?T) S EV[Z(F(:EOeaN;:_bN;))a Tk+1 S T}

(ii) lirkr% inf V¥ =V, holds Py;-almost surely where we have set
~ T ~
7A - (a + / gf’”dXs> AF
0
~ T ~
V= (a+ / ELX,) NF
0

The Proof proceeds as in Theorem 6.10 due to
llcle P,n. <T]=0.
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(Q,F) Measurable space
w € ) State, scenario
(F:)  Filtration
P Model, i.e., a probability distribution on (2, F), page 13
R Reference model, page 13
E Expectation w.r.t. R, page 13
U Family of models, page 13
co) Convex hull of U, page 17
COso(U) Family of all countably convex combinations in U, page 26
U Closed convex hull of ¢ in L'(R), page 60
S} Parameter space, page 73
0 parameter, page 73
prior distribution on O, page 73

Martingale measure equivalent to R, page 13

v
Q
M Family of all martingale measures (), page 13
MO Closure of M in L°(R), page 60
F Contingent claim, page 14
Fy Superhedge price pf F', page 16
T Stopping time, e.g. the maturity of the option, page 14
(Xy) Price process of the underlying, page 13
(&) Dynamic hedging strategy, page 13

Initial capital, page 13

!
Aa Class of all admissible hedging strategies for given initial capital «, page 13
P Convex measure of risk, page 14

l

Loss function, page 14

I Inverse of I’, page 61

(&) Robust-efficient strategy, page 17

G* Minimal robust shortfall risk, minimax value, page 17
Oy Corresponding maximin value, page 18

Op Minimal shortfall risk for fixed model P, page 17
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B, Minimal shortfall risk for fixed mixture model P,, page 74

ol Minimal risk for k-efficient strategies for constant intensities, page 125
k Minimal risk for k-efficient strategies in the mixture model P,, page 132

V Modified claim, page 19

Vo All modified claims with superhedge price no greater than «, page 15

f/( piay  Optimal modified claim for the simple problem (P|M), page 61

/-c( pimy  Critical value for the simple problem (P[A), page 61

F Sigma-algebra, page 23 and 60

Z F-measurable test, page 23

Z, All tests of maximal size (price) a, page 23

Z,mg  All tests of maximal size (price) o under H, page 24

Zcmy Optimal test for the simple problem (G|H), page 24

k)  Critical value for the simple problem (G|H), page 24

U State dependent utility function, pages 23 and 60
Uy Value of the testing problem, maximin value, page 23
u* Corresponding minimax value, page 28

1 Inverse of v/, page 34

g Alternative, page 23 and 60

G Model-density, page 23

G Proper enlargement of G, page 24

Gt Closed convex hull of G in L'(R), page 27 and 60
Go Closed convex hull of G in L°(R), page 27

H Hypothesis, page 23 and 60

H Pricing-density, page 23

H Proper enlargement of H, page 24

H? Closed convex hull of H in L'(R), page 27

HO Closed convex hull of H in L°(R), page 27 and 60
g Dual function, page 37

V Stochastic conjugate, page 34

m1(2) All probability measures on 2, page 71

m1,r(€2) All probability measures on € absolutely continuous w.r.t. R, page 71
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m) (2) All densities dP/dR for P € my p(f2), page 71
C[0,T] The space of all continuous functions [0,7] — R.
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