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Abstract In this paper, we study market consistent valuations in imperfect markets.
In the first part of the paper, we observe that in an imperfect market one needs to
distinguish two type of market consistencies, namely types I and II. We show that while
market consistency of type I holds without very strong conditions, market consistency
of type II (which in the literature is known as the usual definition of market consistency)
is only well defined in perfect markets. This is important since the existing literature
on market consistency considers perfect markets where the two market consistencies
are equivalent. In the second part of the paper, by introducing a best estimator we find
strong connections between hedging and market consistency of either type. We show
under very general conditions, the type I and the type II market consistent evaluators
are best estimators, and establish a two-step representation for the market consistent
risk evaluators. In the third part of the paper, we present several families of market
consistent evaluators in imperfect markets.
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1 Introduction

The main assumption of a market consistent valuation is that the fully hedged portfo-
lios cannot improve the actuarial valuation; see, for example, Wiithrich et al. (2010),
Wiithrich and Merz (2013), Pelsser and Stadje (2014), Happ et al. (2015) and Dhaene
et al. (2017). But given that a perfect approach to hedging does not always exist, this
assumption needs to be examined more carefully. Indeed, this assumption postulates
that liquidly traded assets and payoffs replicable by them do not carry any risk as
they can be converted to cash at any time. In this paper, we show that this assumption
necessitates the hedging strategy to be perfect, i.e., the market pricing rule is cone
linear over the cone of fully hedged portfolios. However, the possibility of a perfect
hedging can be challenged in practice along many dimensions. For instance, nonzero
ask—bid spreads, costly dynamic hedging or model risk are among the reasons that
hedging strategies do not need to be perfect. We will discuss these particular reasons
using a few examples in Sect. 2.3.

This paper considers a financial market where hedging is not necessarily perfect. In
the first part, we argue that with an imperfect hedging strategy, we have to distinguish
between two different (type I and IT) market consistencies. Market consistency of type I
only asserts that the valuation of a fully hedged position is the same as its market price,
whereas market consistency of type II assumes further that hedging with hedgeable
strategies cannot improve the valuation of the risky positions. The existing literature
uses the type II market consistency as the usual definition. We characterize market
consistent evaluators of either type and prove that a market consistent valuation of
type II is well defined only in perfect markets.

In the second part of the paper, we observe that market consistent valuations are
strongly related to hedging. Interestingly, this connection will help us characterize mar-
ket consistent valuation by introducing a best estimator. We show that if some market
principle conditions hold (e.g., compatibility'), the type I and II market consistent
evaluators are best estimators. In addition, we demonstrate how the best estimator
characterization of market consistent evaluators can facilitate obtaining a two-step
representation.

Finally, we introduce and discuss practical ways for constructing market consis-
tent evaluators. First, we introduce a family of two-step market consistent evaluators.
Second, inspired by super-hedging pricing methods, we introduce the family of super-
evaluators.

The rest of the paper is organized as follows. Section 2 introduces the notation,
provides some preliminary definitions and states the main problem. Section 3 discusses
the concepts and studies the properties of market consistent evaluators. Section 4
develops a general framework for hedging in an imperfect market and shows its relation
to the market consistencies of either type. In Sect. 5, we provide several examples of
market consistent valuations. Section 6 concludes.

1 It can be shown in many cases this is equivalent to the No Good Deal assumption, see Remark 9.
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Market consistent valuations with financial imperfection 67

2 Preliminaries and analytical setup

We consider a probability triple (£2, F, P), where §2 is a set of scenarios, F is a set
of events and PP is a probability measure. We denote the expectation by E and for any
other probability triple (2, F, Q), the associated expectation is denoted by E2. For
p € [1, 00], let L? be the Banach space defined as:

L? = {x : 2 — R|F-measurable random variables and E (|x|”) < oo}.

L? is endowed with the norm ||x||;, = E (|x|P). Consider L? and L? where 1/p +
1/q = 1. There is a duality relation between L? and LY defined as

(v, Y) > E(yy),V(y,y) e L? x L1.

The smallest topology induced by L9 on L7 is denoted by o (L?, L?). Similarly, one
can introduce the topology o (L4, L?). For any sub-sigma-field G € F, L?(G) and
L1(G) represent the same spaces as described above just for G measurable random
variable. Note that L” = L?(F) and LY = L9(F). For any set of random variables
X1, ..., Xy, the smallest sigma-field generated by them is denoted by ¢ (x, ..., x,).

For a time interval [0, T, we consider two right-continuous filtration { 7} o<;<7
and {F7} o<<r. representing the flows of information for insurance and financial
markets, respectively. We assume that fé“ = f(‘f ={@, 2}, and F = f’T“ \Y ]—"% (the
smallest sigma-field containing _7-'74 and ]—'ﬁ). We also assume that _7-}9 contains all
measure zero sets of F.

Remark 1 Asitiscommon in the literature, we have to specify whether we are working
with loss/profit or deficit/surplus variables. However, in this paper, we do not need to do
this. Indeed, our framework is flexible to cover both approaches; i.e., one can decide
if the set of random variables represents losses (or deficit)—which is of interest to
actuaries, or if it represents profits (surplus)—which is of interest to financial modelers.
We will come back to this point later after introducing risk evaluators and pricing rules.

To fix the terminology and the notation, it is useful to briefly review some concepts
from convex analysis. We assume that all mappings f : L? — (—o00, 0o] in this
paper are o (L?, L9)-lower semi-continuous, i.e., for any number a € R, the set
{x € L?| f(x) <a}iso(LP, LY)-closed in L”. This assumption implies the existence
of a dual representation (see Proposition 4.1, Ekeland and Témam 1999) for a lower
semi-continuous convex mapping f : L? — (—o00, +00] as follows,

f(x) = sup {E(zx) — f* (@)},

zeld

where f*: LY — (—o00, 00] is the dual of f defined as

f*(@) = sup {E(zx) — f(x)}.

xeLp
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68 H. Assa, N. Gospodinov

It can be easily seen that for any positive homogeneous (i.e., f(Ax) = Af(x), VA >
0,x € LP) and convex function f, f* is 0 on a closed convex set A f» and infinity
otherwise. Therefore, the dual representation of a positive homogeneous and convex
function f has the form

f(x) = sup E(zx).
ZEAf

Then, it is straightforward to see that Ay = {z € LY|E(zx) < f(x),Vx € L?}.

2.1 Risk evaluator

A risk evaluator IT is a mapping from L7 to the set of real numbers R which maps each
random variable in L? to areal number representing its risk with the additional property
I1(0) = 0. Each risk evaluator can have one or more of the following properties:

(P1) IT(Ax) = All(x), forall A > 0 and x € L? (positive homogeneity);

(P2) O(x +y) <I(x)+ II(y), forall x, y € L? (sub-additivity);

P3) ODAax+ A —=X1)y) < MI(x)+ (1 —A)II(y),forall x,y € L” and A € [0, 1]
(convexity).

There are several families of risk evaluators introduced and studied in different
areas: for instance, coherent risk measure, convex risk measures and expectation
bounded risks. Coherent and convex risk measures are introduced by Artzner et al.
(1999) and Follmer and Schied (2002), respectively, while expectation bounded risks
are first defined in Rockafellar et al. (2006).

The following examples are risk evaluators when L? represents the loss variables
(or deficit). A mean-variance risk evaluator on L2, is defined as

MVs(x) = 80 (x) + E(x),

where o (x) is the standard deviation of x and § is a nonnegative number representing
the level of risk aversion. One can replace o by semi pth moment to have the following
family of risk evaluators on L?

MV{ (x) = §E (max {x — E(x),0}”) + E(x).

One popular risk evaluator on L?, (even on the set of all random variables) is the value
at risk defined as
VaR, (x) = inf {a € R|P[x > a] < «}.

Here o € (0, 1) is the risk aversion parameter. Therefore, one can introduce the
following risk evaluator on L?,

"R (x) = §VaRy (x — E(x)) + E(x).
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Market consistent valuations with financial imperfection 69

In contrast, the conditional value at risk (CVaR), expressed as the sum over all VaR
above 1 — o percent

1
CVaRy (x) = ﬁ/l VaR g (x)dg, 1

is a coherent risk evaluator on L”. Accordingly, one can introduce the following risk
evaluator based on CVaR on L7,

H(SCVaRa(x) — SCVaRa(x — E(.X)) + E(X)

In this paper, we use the following two categories of risk evaluators in our statements.

Definition 1 Let I7T be a risk evaluator.

1. IT is sub-linear if it satisfies P1 and P2.
2. IT is convex if it satisfies P3.

As discussed earlier, it is clear that every sub-linear evaluator can be represented as

M(x) = sup E(zx), VxelLP?, 2)

ZEAD
for a closed convex set Ay of LY.

Remark 2 Following Remark 1, a few remarks regarding the cash invariance and
monotonicity, as they are commonly used in the literature, seem warranted. For those
properties, we need to specify whether L? represents loss variables (deficit) or profit
(surplus). More specifically, if we suppose random variables model the losses (profits)
then for all x, y € LP, x < y a.s. and Vc € R, cash invariance and monotonicity are
Hx+c)=MHx)+cand [T(x) < I (y),II(x+c) = (x)—cand I[1(x) > I1(y)),
respectively. But, our approach in this paper does not need to specify if we are working
with loss/deficit or profit/surplus variables, since our theory is not dependent on cash
invariance or monotonicity property.

2.2 Pricing rule

We now turn our attention to pricing rules. First, we need to fix a set of assets that
are fully hedged. Let X be a closed subset of L” (f}g) which contains the origin. In
the subsequent discussions, we will assume that X’ possesses one or several properties
from the following list:

(S1) Positive homogeneity AX C X, for all A > 0;
(S2) Sub-additivity X + X C X;
(S83) Convexity AX + (1 — X)X C X forall A € (0, 1).

If X has properties S1 and S2, it is called a convex cone and if S3 it is simply called
convex.
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70 H. Assa, N. Gospodinov

A pricing rule 1 : X — R is a mapping from X to the set of real numbers R
which maps each random variable in X" to a real number representing its price, with
an additional property 7 (0) = 0. Just realize that in principle the main difference
between the definition of 7 and I7 is the domain of these two mappings. If 7 satisfies
properties P1, P2, or P3, X has to satisfy properties S1, S2, or S3, respectively. Jouini
and Kallal (1995a,b, 1999) argue that for a wide range of market imperfections the
pricing rule is sub-linear, i.e., = has P1 and P2. That is why in this paper we develop
our theoretical framework for sub-linear pricing rules.

Remark 3 Likein Remarks 1 and 2, to emphasize the generality of our framework, note
that we do not need to specifically assume that if 7 is cash invariant or monotone. Just a
further attention needed to be paid when considering cash invariance or monotonicity:
if 77 is cash invariance we have to consider R € X and if it is non-decreasing (non-
increasing), Vx €e X and y > x, (y < x),y € .

Next, we introduce more rigorously a perfect market:

Definition 2 A pricing rule 7 on a cone X is perfect if 7(x + Ay) = 7 (x) +
Ar(y),Vx,y € X, A > 0. When r is perfect we say the market and the hedging
strategy are perfect.

It is clear that a perfect pricing rule is sub-linear.

2.3 Examples of pricing rules

Using several examples, we show how all different types of markets and pricing rules
exist. For simplicity, in all examples, we assume that there is a variable (loss or profit)
h € L' for the insurance company. We assume that the insurance information is given
by ]—",A ={9,R2}for0 <t < T,and .7-"’T4 = ¢ (h). Therefore, we only need to focus
our attention on introducing the financial part.

The first four examples use a standard mathematical finance setup to model port-
folios with Brownian motions (e.g., see Karoui and Quenez 1995 for more details).

—

Let (W,)
0<t<T

all components are independent. For a natural number N > d, let = (1s. .. UN)

be a vector of real numbers (representing the drifts) when also u; > r,i =1,...,d,
and r > 0 is the interest rate. Let & (1) = (ol-,j (t)) be an N by d matrix of

= ((Wiss - ... War)) o, - be a standard Brownian motion, where

0<t<T
N <t<
previsible volatility processes. Let .7-",5 = ¢(Wy,0 < s <t).Introduce the discounted
value of the N assets x; ;,i = 1,..., N by

d
dxi, = xig [ (i —r)de+Y o 0dW;, |, 0<r<T, 1<i=<N.
j=1

—
It is known that for any previsible process 6 = (Oly,, cees Qd,,) that solves u; —r =
2721 oi,j (1) 0, and fOT 62ds < oo a.s., there is an equivalent martingale measure

associated with 6 whose Radon-Nikodym derivative is given by
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Market consistent valuations with financial imperfection 71

dQ rd 1T,
d_]I”:eXp —/(; ;Gj,;de,;—E/O ]X_;Oj’tdt

Such process 5) = (9”, ey 9d,z) is known as the market price of risk. It is known
that if N = d, and if (ai, j (t)) is a full rank matrix for every ¢, then the market is
complete and otherwise, incomplete. Let us also introduce the following set:

c € R, h; is a previsible &

T N
_ . . N
A=1e +/0 ;h”dx”l Ja e R, fot _Zlhi,,dx,;, >aas,VO<t<T
i=

It is clear that A is a convex cone.

Example 1 (A Perfect Complete Market) Consider the following one-dimensional
(N = 1) model for the discounted values of an asset

dx,
= (u—r)dt +0dW,,0<t <T,
t

for real numbers © > r and o > 0. As mentioned above the Radon—-Nikodym deriva-
tive of the unique equivalent martingale measure of this model is given as

CC _exp(—6Wr — ~6°T ),
dP exP( =3 )

where 6 = L=L. Let X' be the L? closer of AN L2 (F}). Note that since R € A,
then X # @. Since L? (Fﬁ) is closed in L2, so is X. In fact, one can easily see that
any complete market is perfect, since there is a unique stochastic discount factor that

gives the pricing rule.

Example 2 (A Perfect Incomplete Market with Good Deal Pricing) Consider the
following model for a discounted asset value

d
S (W= r)dr o1 dWy, +0rdWa, 0 <1 <T.
Xt

It is clear that this is a model for an incomplete market. Let {(61 ;, 62.1)}o<;<T be a
previsible process that can solve 016y ; + 026 ; = u — r, and fOT Glgtdt < 00. Then,

probability measure (Q, whose Radon—-Nikodym derivative is given as follows, is an
equivalent martingale measure:

d = /TQ dw /TG dw —I/TGZ dt 1/T92dt
— =exp| — — — i .
dP ) ) 1,1 1,1 0 2,t 2,t ) 0 1,¢ ) 0 2,1

3
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72 H. Assa, N. Gospodinov

By changing P to Q, we are eventually replacing (W,-, t) by Q-Brownian motions

0<t<T
W,-, r = Wir + fot 0isds,i = 1,2. Let us assume that it is believed that the market
prices of risk cannot be greater than a particular number M > 0. This is justifiable as
ruling out Good Deals from the market in the same way considered in Cochrane and
Saa-Requejo (2000). Let us denote the Radon—-Nikodym derivative of all martingale
measures satisfying [6; ;| < M,0 <t < T,i = 1,2, by Py. It is clear that Py C

L? (F3) and for any x € L? (F;), we have supgep,, E (x%) < exp (M2T) |lx|l 2.
To establish this, we use repeatedly the Cauchy—Schwarz inequality:

T T 1 T ) 1 T )
exp _f GI’ZdWLt _/ 02,ldW2,l — 5/ gl,ldt — 5/ 92,ldt
0 0 0 0 L2
T T T T
= |E|exp —2/ el,tdwl,,—zf ez,tdwz,t—/ eftdz—/ 03 dt
0 0 0 ’ 0 ’
\
g 2 g 2 g 2 r 2
= |exp —/ 0 dt—/ 05 dt | | exp 2/ 0 dt—l—Z/ 05 dt
0 1,t 0 2.t 0 1,t 0 2,t
T T T T
= |exp / Glztdt—f—/ 9221dt < |exp / Mzdt—i—/ M?2dr
0 ’ 0 ’ 0 0

= exp (MZT) .

|
di]P) L2

Let A be the L2 closed convex hull of {%, Qe PM} and define 7 (x) =
sup,c 4 E (zx). This is the upper Good Deal bound. It is clear that 7 is Lipschitz
continuous, i.e., [7(x) — 7w (y)| < [w(x —y)| < L||x — y|l 2, where L = exp(MzT).
Therefore, 7 is well defined on L. Let X’ be the L? closer of A N L? (F}) . Note
that since R C X, X # &. Observe that 7 is linear over A, since for any martingale
measure Q we have:

T T
EQ (c +/ hydx; + A (c’ +f h;dx,>> =c+ .
0 0

Since 7 is Lipschitz, it is linear over &, so, the pricing rule is perfect.

Example 3 (An Imperfect Complete Market with Model Uncertainty) Let us consider
the complete market model in Example 1 for volatility ¢ > O:

d
o (w—r)dt +oodW,, 0 <1 <T.

t
The value of the asset is given by x, = exp (((u — r) — $02) t + 0o W;). Suppose

that there is uncertainty over the value of oy. More precisely, let 0 < o1 < 02, we
assume that the true value og belongs to [0, 02]. In that case, any of the following
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Market consistent valuations with financial imperfection 73

random variables can be a candidate for the Radon—Nikodym derivative of the true
equivalent martingale measure:

d 1 —rop—
9 _ oo (—owr — L2T) wheres e | A28 2T
dP 2 o o

A robust approach to pricing takes the maximum price for all the possible values
of 0, i.e., the pricing rule is given by 7 (x) = sup,., E(zx), where A is the L?

closed convex hull of {%

0 e [“0—_2’, “U—_I’]} Similar to the previous example,

one can show that for all x € L%, 7m(x) < L|x|[;2, where L = exp ”O—_IVT .
Let X be the same set as in Example 1 when o = oyp. Since, for the true model
there is a unique martingale measure given by Qp,, then for a given 6 # 6y, there
must be 7 € [0,T) so that P{EY (x7|F;) # x;} > 0. Without loss of general-
ity suppose PP (EQ6 (x7|Fz) > x¢) > 0. Let us introduce h;(®) = Ijw,neax( 1)
where A = {EW(x7|F;) > x;} and I is the indicator function. It is clear that
(ht)o<s<r is previsible. Let u, = fot hydxg. It is clear that for t < 7, u, = 0, and
fort > 7, u; = (x; — x¢) 4. Observe that E® (u7) = EQ (EQ9 (uTlf,)) =
E® (14 (EY (x7|F;) — x;)) > E%0(0) = 0. This yields 7 (ur) > E (ur) > 0.
On the other hand, let w, = —u; = —fot hydx. Since, E@o (wr) = 0, then
m(wr) > 0. Now, let
c ur > ¢
up = yur lur| <c,

—C ur < —c

and u¢ = E%o (u$1F:).0 <t < T.1tis clear that (“tc)osth is a @y, martingale. By

martingale representation and the Girsanov theorem, there is a previsible process h{

so that du$ = 6phfdt + h{dW;. From the true model, putting dx 6odt in lieu of
! t t p

00X¢
dW, we get

d he
duf = 0ohSdt + he | —- — ydr | = —dx, = Hdx,,
onXt 00Xt

where H; := %i’, 0 < ¢ < T. Note that, since (h§)0<t<T is previsible and (x/)g<;<7
is continuous and nonzero then, (H;)g<,<7 is again previsible. Given this, and that
uy is bounded by c, we get u € A. Similarly, one gets@w% = —uf € A If we
choose c large enough, we get |[EY (ur) — EY (u5)] < %“‘T) and ‘EQ"O (w$)

E%% (wy) — E%o (w§)] < %. Therefore, we have

EY(ur)  2E%(ur)

7 (u) = E® (ug) = EY (ur) — = TR
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74 H. Assa, N. Gospodinov

and
EY (ur)

7 (wp) = E%0 (w]) 2 ———

Summing these two inequalities, we get

Q
n(w%)-i_”(“g")z%(uﬂ>O=7T(O)=ﬂ(w§~+u%),

This shows that the pricing rule is not perfect.

Example 4 (An Imperfect Incomplete Market with Static Hedging) The standard
delta hedging method is not only time-consuming but also costly, as it needs con-
tinuous re-balancing. Therefore, the practitioners use alternative ways of hedging.
Static hedging is a method in which the hedging portfolio needs only be re-balanced
a finite number of times or only once by using the most liquid assets in the market.
We consider a static hedging framework in an incomplete market. Let us consider
the same model in Example 2 where 01 = o» = o, u > r and M is a number
larger than 0 = % Let us consider two assets whose value processes are given by

&t — 9dW;,,0 <t < T,i = 1, 2. This simply gives that

Xit

Xit = exp —59 t+0W; ), i=12. 4)
Let us consider two binary swaps introduced by u = I ;5r,7) and w =
Ly 7<xory = 1 — u, as. We assume that ¥ and w are among the family of most

liquid derivatives in the market. Note also that, u, w € L? (]-'f) Let X be the L2

closer of {aju + ayw + vlay, ay € [0, 00], v € A} N L? (F3). Like Example 2, let A

be the L2 closed convex hull of {%, Qe PM} and define 7 (x) = sup,c 4 E (zx).
We want to prove the pricing rule is not perfect. Let Q;, @, be martingale measures

associated with pairs (9] = £~ = 1), respectively. Note
that
dQ; oW 92T i =1,2 5)
— =exp|-OW; 7 — =T, i=1,2.
ap ~ P W5
Furthermore, note that by assumptlon since == < M, then dc(‘%z, d(%l € A.
First, we claim that EQ (u) > 5. To prove this, note since W; 7 and Wp r
. dQ, dQ dQ —
are i.i.d, so are ~g3, 55, and as a result we have that E( IH{,%>(%}> =

E (d(;% Iya [ 40y, 40 ]) Using this, and since d(%z, dé%‘ are continuous, we get,

dP
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Market consistent valuations with financial imperfection 75

B d@l _ d@l @
1_E<d_[P>)_E<dP {dQl d@2}>+E<dP H[%’ 21%2])
- dQ, d@z
- () £ ()
d@z d@ =2£@
< E < = {d@] d@2}> + E < P {sz d@l}) =2E*(u).

Note that by (4) and (5), in the last equality above we used { 4Q ‘ﬁ—%}] ={Wir >

Wait = {x1,r > xo1}.
So this inequality gives 7= (u) > E@®u) > % Similarly, one can show that

EQ (w) > % and as a result 7 (w) > % So, we have

n(u)+n(w)>%+%=1=n(1)=n(u+w). (6)

The inequality in (6) shows that the pricing rule is not perfect.

Example 5 (A Financial Approach) This example is based on an approach that is
popular in the financial literature and is strongly related to factor models. It is also
referred to as a nonparametric approach due to the lack of explicit assumptions about
the asset models. In this approach, we need a set of test assets xq, x1, ..., xy with
associated prices po, pi, ..., pN, wWhich are assumed to be the most liquid assets in
the market. We assume all pricing rules are able to correctly price the test assets. This
implies that for any stochastic discount factor z € L9, we have E(zx;) = p;, Vi =
0,1, ..., N. Alsonote that if we need to impose a no-arbitrage condition, then we have
to assume z > 0. In this approach, one can consider any closed cone X’ that is a sub-
cone of all portfolios {Z,N:O aixila; e R,i =0,1,..., N}, containing the origin. If
we denote the set of all stochastic discount factors by SDF, then any sub-linear pricing
rule 7 can be expressed as (2), where A, € SDF. In the financial literature, the typical
set of test assets consists of excess returns” on a Fama—French portfolio (either the
FF25, FF 50 or FF 100), plus the risk free asset. The associated prices are pg = 1,
for the risk free and p; = --- = py = 0, for the other assets in the portfolio. One
important implication of this approach is that for any sub-linear pricing rule 7, it is
linear on the set X. Here, one can introduce a simple filtration }',S = {@, 2}, for
t < T and ]—'ﬁ = ¢ (xp, X1, ..., xn). It is important to observe that the pricing rules
are linear on the set of all hedgeable positions X. Although this appears to be a credible
assumption for the test assets which are liquidly traded in the market, in reality the
ask and bid prices are different even for the most liquid assets. The implication of the
bid—ask price spread is that the prices cannot be linear for hedgeable assets. Therefore,
markets are usually imperfect and pricing rules are sub-linear on X'.

Remark 4 Even though the above examples provide a convincing argument for the
generality and the practical relevance of the theoretical framework we considered in

2 Excess return is the return of the discounted assets.
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this paper, there are other important approaches to market consistent valuation that
do not fit our framework. For instance, using a utility indifference pricing, in general,
does not induce a sub-linear pricing rule.

3 Market consistent valuation

Let us now proceed with the definition of the market consistency.

Definition 3 Let /7 be a risk evaluator and 7 be a pricing rule on X'. IT is market
consistent of type I if
II(x) =n(x),Vx € X. @)

We say [T is market consistent of type II if
Ox+y)=n(x)+I(y),Vx € X andVy € L?. ®)

Type II consistency states that hedging strategies cannot have an effect on the
evaluation of the economic risks, i.e., it makes it neither better nor worse. Type |
consistency does not have such an implication and only implies that for hedgeable
positions, market and risk evaluators have similar valuation of risk. We will see that
while the type II consistency holds only in perfect markets, the type I consistency can
hold under very general conditions.

We have the following immediate result from the definition of market consistencies.

Proposition 1 Market consistency of type 1l implies market consistency of type I.
However, the opposite is not true as it is shown in the following example.

Example 6 Consider a risk evaluator IT with properties P3 which is not linear. Con-
sider the pricing rule # = IT. If X = L? then the market consistency of type I holds,
while II does not!

One can prove the following theorem by following discussions in Pelsser and Stadje
(2014).

Theorem 1 Let v be a linear pricing rule on the space X = L*°(G) for a sigma-field
G C F.IfIT : L°® — R is convex, then in a perfect market the following conditions
are equivalent

1. Consistency of type I holds.
2. Consistency of type II holds.
3. II can be presented as follows,

I(x) = sup {E(zx) — c(2)},
{zeL'|Eg(2)=1}

for a penalty function c : {z elL! }Eg(z) =1 } — [0, oo].
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Even though one can easily introduce market consistent evaluators of type I, the
same is not true for market consistent evaluators of type II in an imperfect market.
Indeed, we will see in Theorem 3 that under general conditions, unless the market is
perfect we cannot introduce a market consistent valuation of type II. For that, we need
to introduce further propositions and theorem in the following.

Consider a sub-linear pricing rule 7 on a cone X. In that case, we extend the range
of 7 to (—o0, 0]

() = T(x), xeX
| +00, otherwise.
This extension allows us to use the dual representation of sub-linear pricing rules as
(x) = sup E(zx),Vx € L. 9)
7€A7

In order to obtain the dual representation for 77, we need to introduce the dual polar of
a scalar cone of random payoffs. If & is a cone, the dual polar of the set &’ is given by

X°:={z € LIE@zx) <0Vx € X}.

Note that X'° is a closed convex cone in L?. We then have the following proposition
in convex analysis.

Proposition 2 For any function 7(x) := sup,c o E(zx), for some closed convex set
Ay which is defined on a positive cone X, we have that

w(x)= sup E(zx).
€A +X°

In other words, Az = Ay + X°.

Now, let us begin with the following theorem, which looks very similar to the results
in Pelsser and Stadje (2014).

Theorem 2 [f IT is convex and 7 is sub-linear, the following are equivalent

1 IT(x) <m(x)forallx € X.
2 Hx+y) <n(x)+II(y) forallx € X andy € L?P.
3 IT accepts the following representation

I1(x) = sup {E(zx) —c(2)}, (10)

€A%

for a penalty function ¢ > 0.
4 {IT* <00} C Az = Ay + X°.

Furthermore, if Il is also sub-linear then all are equivalent to Ajp + X° C Az =
Ag + X°.
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Before we prove the theorem we need to introduce the inf-convolution and state
some related propositions which prove to be very useful in the continuation. Let f; and
f2 be two convex functions defined from L” to (—oo, co]. Then, the inf-convolution
of f1 and f> is defined as

NBOfa(y) = inf i) + 20y =0}

The following proposition, which is a standard result in the literature of convex anal-
ysis, presents the necessary and sufficient conditions under which solution to the
hedging problem exists (see Rockafellar 1997 for instance).

Proposition 3 Letx, y € LP be two random variables such that {10 f>(y) = f1(x)+
oy — x). If fi is finite on a neighborhood around x, then fiJf, is proper, i.e.,
Vx e LP, fi0f2(x) > —o0 and Ix € LP, fillfr(x) < o0.

Proposition 4 Let f1, f» : L? — (—o00,00] be two convex functions. Then, the
following two equalities hold

(O =+ 7,

and

(i + ) = fOf,

with the convention that sup() = —oo.
Now, we can prove Theorem 2.

Proof of Theorem 2 'We begin by proving (1 = 3). First, observe that the statement
1 is equivalent to I71(x) < w(x),Vx € LP; implying IT* > 7*. By Proposition 2
this means IT*(z) = +oo if z does not belong to Az. Using this fact, we have the
following equalities

I(x) = sup {E(zx) — [T*(2)}

zeld

= sup {E(zx) — IT*(2)}.

7€A7
Now, let us introduce the penalty function ¢ : A7z — R as c(z) = IT*(z). Note that

c>a*>0.
(3= 2).Forallx € X and y € L? we easily have

M +y) = sup {E(z(x +¥)) — c(2)}

7€EA7

= sup {E(zx) + E(zy) — c(2)}
€A%

< sup E(zx) + sup {E(zy) — c(2)}
€A% €A%
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= sup E(zx)+ I1(y)

€A

=n(x)+ I1(y).

(2 = 1).Itis enough to put y = 0.

(2 & 4). It is clear that the statement 2 is equivalent to I7(y) < w(x) + I1(y —
x),Vx,y € LP.Thisonitsownisequivalentto I7(y) < infycrr {m(x) + I[1(y — x)},
Vy € LP. But the right hand side is the inf-convolution between 7 and I7, so, [T <
7 OI1. Therefore, the last inequality is equivalent to IT* > (OI1)* = 7* + IT*.
This is also equivalent to {IT* < oo} € Az. In particular, if IT is sub-linear then
{IT* < o0} = Apy.

An immediate corollary is the following.

Corollary 1 Assume II is convex and w is sub-linear. If Il is market consistent of
either type, then I1 can be represented by (10).

Remark 5 As one can see, if we instead of consistency of type I and IT accept conditions
1 and 2 in Theorem 2, respectively, which can be interpreted as “sub-consistency,” then
we can prove the equivalence of the “sub-consistencies”’. However, as it will be made
clear, we cannot always go further than this. That is why we will study consistency of
types I and II separately.

Theorem If IT is convex and m is sub-linear; the following are equivalent

1. IT is market consistent of type [

2. The following three statements hold together
(@) MT(x) <m(x),¥Vx € X;
(b) IT is sub-linear on X;
(c) m(x) = SUP( /7% <00} E(zx),Vx e X.

Furthermore, if I1 is also sub-linear then, both 1 and 2 are equivalentto A +X° =
Az,

Proof Let us first prove (1 = 2). If IT is market consistent of type I then clearly a)
and b) hold.

On the other hand, condition 1 is equivalent to IT = 77, implying that IT is positive
homogeneous. That means 7 (x) = IT(x) = SUP{ f7+=0) E (zx). Now, observe that
since IT < 7, we have that IT* > 7#* > 0. In addition, IT < IT = IT* > IT* =
{IT* < o0} € {IT* < oo} = {IT* = 0}. Therefore, for x € X, we get

w(x) =11(x) = sup {E(zx) — H*(z)} < sup FE(zx) < sup E(zx)
{IT* <00} {T* <00} {1*=0}
= (x) = 7(x).
This completes the proof of the first implication.

Now, letus prove (2 = 1). Since a) holds then we only need to prove 7 < IT on X'
Itis clear that by b), [T is sub-linear. Therefore, IT(x) = sup (7% <00} E (zx). But since
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IT < IT, we get IT* < IT*, and consequently {IT* < oo} C {I_Y* < oo}. Combining
this and c¢) with the last relation we get Vx € X, I(x) = SUP{ 7+ <00} E(zx) >
SUP{ 7+ <0y E(2x) = 7 (x). This completes the proof of the second implication. O

Remark 6 This theorem has a very interesting implication: if IT is market consistent
of type I, the set of all true stochastic discount factors is equal to {IT* < oo}.

Now, we have the following theorem for consistency of type II.

Theorem 3 [f IT is convex and 7 is sub-linear, the following are equivalent

1. IT is market consistent of type Il

2. Vze{IT* <ootand x € X, w(x) = E(zx).

Furthermore, if I1 is also sub-linear then all conditions are equivalent to ¥(z, x) €
A x X, w(x) = E(zx).

Proof Let us assume that 1 holds. For a fixed x € &, introduce the following two
mappings IT1(y) := nw(x) + I[1(y), and IT>(y) := I1(x + y). It is easy to see that
ITf(z) = —m(x) + [1*(z) and I1}(z) = —E(xz) + IT*(2). Since ITy = II>, and
therefore 11 = I}, we get that Vz € {IT* < oo} and x € X', m(x) = E(zx). This
completes the proof of (1 = 2).

Now, let us assume that 2 holds. For any z € {IT* < oo} and x € X we have that

H(x+y)= sup {E@zi(x+y)) — IT*(z)}

z1€L9

sup {E(z1(x +y) — T*(z1)}

z1€{IT* <00}
> E(z(x +y) — IT"(z)
=m(x) + E(zy) — IT*(2).

Since z € {IT* < oo} is chosen arbitrarily, then by taking supremum from both sides
of the last inequality we get IT(x + y) > m(x) 4 I1(y). On the other hand, let us fix
z € {IT* < oo}. Then, according to 2 we have 7 = E, where E.(x) = E(zx) if x €
X and + oo, otherwise. Then, it is clear that 7* = E;‘, which means A; = z + X°.
This implies that z € Az, which according to Theorem 2 implies [T(x + y) <
w(x)+IT(y). m]

Remark 7 One can see that for a fixed z € {IT* < oo} we have that 7 (x) = E(zx).
This has two important consequences. First, in order to have the market consistency
of type II, it is necessary to accept that the market is perfect. The second implication
is that all members of {IT* < oo} are true stochastic discount factors as mentioned in
Remark 6.

Finally, the following corollary is very useful:

Corollary 2 If I1 is convex and 7 is sub-linear, then I1 is market consistent of type
11 if and only if it is market consistent of type I and the market is perfect.

This means that once a market consistent valuation of type II exists, it has to be
also market consistent of type L.
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4 Compatibility and market consistency

In this section, we present a general hedging framework for pricing financial positions
that cannot be perfectly hedged in an incomplete market. The hedging strategy, intro-
duced below, is based on the concept of a best estimate for actuarial evaluation of an
insurance position. We will show that under reasonable conditions, market consistency
of either type is enough to guarantee that the risk estimator is a best estimator. We
will also see how the best estimator representation of a market consistent evaluator
can help us to obtain a two-step representation of market consistent evaluators.

4.1 Best estimator and hedging

In the following discussion, we demonstrate the strong relation between a market
consistent valuation, of either type, and hedging strategies as used in the literature on
pricing (e.g., see Jaschke and Kiichler 2001; Staum 2004; Xu 2006; Assa and Balbas
2011; Balbas et al. 2009a,b, 2010; Arai and Fukasawa 2014). We assume that the
value of a variable is equal to the sum of a best estimate and a risk margin. For that, we
assume any non-hedgeable position (i.e., L”\X’) can be decomposed into two parts:
one which is fully hedged (associated with the best estimate) and a part which left and
produces some risk (associated with the risk margin). However, for reasons that will
be discussed below, we will extend the concept of a best estimate in a new direction.
More specifically, let us introduce the hedging strategy by considering a position
y in an incomplete market whose risk has to be evaluated consistent with the market.
To achieve this, we find a variable, among all variables in the set &X', that mimics y
most closely. In other words, we want to project y on the set X’ as its best estimation
(associated with the best estimate). Suppose for a moment that we know the best
estimation and denote it by x € X. Hence, y can be decomposed into two parts: a best
estimation x an unhedged part y — x, which is associated with the risk margin. The
cost of the best estimation part is given by m (x), and the risk generated by unhedged
part, which cannot be diversified by any member of X, is measured by I7(y — x). We
call  (x) the best estimate and I7(y — x) the risk margin. The idea is to minimize the
aggregate cost of the hedging given as  (x) + I1(y — x). Therefore, one can state the
problem as follows,
M (y) := inf (w(x) +1T(y = ). (11)

In this case, the market imperfections are reflected by the (nonlinear) pricing rule &
and the risk evaluator /T which capture the market incompleteness, respectively. From
an insurance point of view, the minimum hedging cost can be considered as a normal
practice if we see the pair (x, y — x) as a capital restructuring that can mitigate the
risk of the insurance company. It is clear that all insurance companies will restructure
their capital to achieve the minimum risk, justifying the infimum in (11). Hence, we
introduce the following concept:

Definition 4 For a risk evaluator IT and a pricing rule 7, the best estimator [T, is
introduced by (11).
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Remark 8 If IT and 7 are sub-linear, IT; (x) is the Good Deal upper bound introduced
in Staum (2004). We obtain the Good Deal upper bound within a general competitive
pricing and hedging framework.

Now we move toward addressing if [T, is a well-defined evaluator. Let us first state
the following result for I7,; defined in (11) (for a proof see Barrieu and Karoui 2005).

Proposition 5 Let
Dom (IT) = {y € LP|IT;(y) € R}.

Then, the following statements hold:

I1; and Dom (I1y;) are positive homogeneous if I1 and w are.
I1; and Dom (I1y;) are sub-additive if IT and 7 are.

IT; and Dom (I1) are convex if I1 and 7 are.

I1; and Dom (Il ) are translation-invariant if I1 and 7 are.
I1,; is monotone if Il and w are monotone.

M NS

First, note that Proposition 5 does not say if Dom (/1) is equal to L”. Second,
the proposition also does not say under which conditions /7, (0) = 0. Actually if
these two conditions hold then IT; is a risk evaluator. Interestingly, it turns out that
Dom (I1;) = L? and IT;(0) = 0 hold under very general conditions, which will be
discussed shortly.

Definition 5 For a risk evaluator IT and a pricing rule 7, compatibility holds if IT,
is a risk evaluator, i.e., if Dom (I1;) = L? and I1,(0) = 0. In the sequel, we denote
compatibility by (C).

Theorem 4 Let IT be convex and w be sub-linear. Then, the following conditions are
equivalent:

1. I1,(0) =0.

2. Dom (I1;) = LP.

3. I(—x) +7(x) > 0,Vx € X.

4. (C) holds.

In the case that I1 is convex and 1 is sub-linear, conditions above are equivalent to
{(IT" < o0} N Az # @. (12)
Proof First, let us prove (1 < 3),i.e., | is equivalent to
II(—x)+n(x)>0, VxelX. (13)
It is easy to see that by construction, /7, (0) = 0 implies (13). On the other hand, if
(13) holds, it is easy to see that I, (0) > 0. In addition, by setting x = 0 in (11), it
follows that IT, (0) = 0.
Now we prove (1 < 2). Given that I7 is finite on L”, in particular around a

neighborhood of 0, and given that I7(0) 4+ 7(0) = 0, by Proposition 3 I7;(0) = 0 is
equivalent to Dom (/1) = L”.
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The implication (1 or 2 < 4) is easy to prove; indeed, form the definition it is clear
that since 1 is equivalent to 2, then both are equivalent to compatibility.

Finally, we prove the last statement. Let fj(x) = 7 (x) and fo(x) = I1(x). We
have

i+ )@ = (xas + T ().
One can see that (z[JIT)* is proper if and only if {IT* < co} N Az # @. m]

Corollary 3 If IT and 7 are sub-linear and if A;p N Az # & then

M;(y)= sup E(zy),¥yelLP’.
z€ATNAZ

One important question is to establish the conditions under which a market consis-
tent risk evaluator is also a best estimator. For that, we first state the following obvious
proposition without proof.

Proposition 6 If for pricing rule w and risk evaluator I1 we have IT(x + y) <
w(x)+II(y),Vx € X,y € LP, then (C) holds and I1,;, = I1.

Combining Proposition 6 with Theorem 2, we get the following theorem.

Theorem S If v is sub-linear, I1 is a convex market consistent risk evaluator of either
type then I1; = I1.

Theorem 5 has two important implications: under the theorem’s conditions, first I7
is a best estimator, second, IT,; is market consistent of the same type as I7.

Remark 9 If IT is a coherent risk measure (i.e., monotone, cash invariant and sub-
linear) and if 7 is sub-linear then condition 3 in Theorem 4 is equivalent to the No
Good Deal assumption introduced and studied in Assa and Balbés (2011).

In general, it is not always true that IT,; is market consistent. Here, we illustrate with
two examples that we cannot easily relax the assumptions in the previous theorem.

Example 7 Consider, z1,z2 € LY, 7(x) = E(z1x) and IT(x) = max{E(zix),
E(zpx)}, and the cone X = {x € LP|E(z1x) > E(zpx)}. First, observe that
IT is market consistent of either type. One can easily see that X° = {zp — z1},
and therefore, according to Theorem 4, I1,(x) = E(zpx). Again on the cone
{x € LP|E(z1x) > E(zpx)} the market consistency for IT,, of either type, does
not hold.

Example 8 Consider two different members z; and zp in LY. Let 7 (x) = max{E (z1x),
E(zpx)}and I1(x) = E(zpx) andlet X = L?. Then, according to Theorem 4 we have
IT; (x) = E(z2x). This simply implies that on the cone {x € LP|E(z1x) > E(z2x)},
market consistency for 1, of either type, does not hold.
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4.2 Best estimator in a perfect markets

Without knowing anything about the consistency of I7, it is difficult to prove whether
the best estimator is market consistent. However, in a perfect market, we can answer
this question by showing that IT,; is always market consistent of type I.

Theorem 6 Assume that 7w is super-linear (i.e., Pl and n(x + y) > w(x) +
w(y),Vx,y € X) and that X is a vector space. If (C) holds, then I, is market
consistent of type L.

Proof One can easily see that (C) always implies I, (0) = 0. Now, we show IT; (0) =

0 implies consistency of type I. Since X is a vector space, for a given x € X, we have
that, ¥ — x = X'. Therefore, Yy € X by construction,

H(y —x) +7(x —y) = I[I;(0) =0,
and by super-linearity of m,
Oy—x)+a(x)—a(y) = H(y—x)+7a(y—x)=0

which implies that IT(y — x) 4+ m(x) > w(y). Therefore, we get Il (y) > m(y).
On the other hand, if we let x = y, then we get w(y) > infycxy [1(y —x)+7(x) =
I (y). O

Corollary 4 Assume that the market is perfect. If (C) holds, then IT, is market con-
sistent of type 1.

This corollary has a wide range of applications, since it shows how in a perfect
market one can construct market consistent valuations.

4.3 Two-step evaluation and hedging

Pelsser and Stadje (2014) establish that if 7(x) = E(zx), for a unique stochastic
discount factor z, then—under appropriate conditions—all market consistent risk eval-
uators can be represented within a two-step procedure

H(x)=mn (Mg(x)) = E (zMg(x)) .
for a particular mapping ITg : L — L°°(G), where at least [1g(x) = x,Vx €
L(G).
In order to have a two-step representation for market consistent risk evaluators in

our setting, we generalize the concept of a two-step risk evaluator. First, forany x € X,
let us introduce the following equivalent class E Q5 (x)

EQr(x) ={y € X|n(y) = m(x)}.
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Moreover, define the class of all equivalent classes as follows,
EQr; ={BC LP|3x € X; BC EQx(x)}.
We have the following definition for a two-step evaluator.

Definition 6 An evaluation [T is a two-step evaluation if there exists a mapping A :
L? — EQ with 0 € A(0), so that

IT =moA. (14)

It is clear that IT is a well-defined function.

First, using the hedging approach, we show market consistent evaluators can be
represented, under particular conditions, as a two-step evaluation. Let [T be a risk
evaluator and 7 a pricing rule. For any y € L? let

Sz.1(y) = {x € X|x is a solution to the hedging problem}.

Then, we have the following theorem whose proof is straightforward and, hence,
omitted.

Theorem 7 Let m : X — R be a cash invariant pricing rule (i.e., m(x + ¢) =
t(x)+c,V,x e X,c e R)and IT : L? — R be a risk evaluator. If for any y € L?,
Sz.1(y) # O then Il; can be represented as a two-step evaluator in (14) where
A(y) ={x+(y —x)|x € Sx.m(y)}

Next, we combine this theorem with Theorem 5 to obtain the following represen-
tation.

Theorem 8 If IT is convex, mw is sub-linear and cash invariant (i.e., 7(x + ¢) =
w(x)+c,V,x € X,c € R)and Il is market consistent of either type and if for any
y € LP, Sy n(y) # @ then I1 has a two-step representation.

5 Market consistent risk evaluators

So far, we have studied the conditions under which a risk estimator is market consis-
tent. In the following sections we will introduce some families of market consistent
evaluators and using discussions in Example 5 we show how one can construct them.
Note that based on Corollary 2, in the following examples once we construct a con-
vex market consistent risk evaluator 7, where its pricing rule is linear on X, IT is
automatically market consistent of type II. This is the main reason why we are mainly
concerned with constructing market consistent valuations of type L.
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5.1 A family of two-step estimators

Even though Theorem 8 assures that, under mild conditions, any market consistent
evaluator can be represented as a two-step evaluator, it is not very helpful for construct-
ing two-step evaluators in practice. For this reason, we opt to take a different path. Let
us consider a mapping I1y : L? — {B : B C X}, where I[Ty(x) = {x},Vx € X. It
is clear that for any pricing rule =,

I1(y) = min m(x)
x€llx(y)

is type I market consistent. Furthermore, if 7 is cone linear on A" and I7 is convex,
then it is also type II market consistent. Therefore, the problem can be reduced to
choosing an appropriate I7y. We propose the following strategy.

The first one is motivated by Pelsser and Stadje (2014), as explained in Sect. 4.3.
Let X = L?(G), for a sub-sigma-algebra G C F, and 7 : L”(G) — R be any pricing
rule. Let us also introduce [Ty = Eg, VaRg or CVaRg, where they are expectation,
VaR and CVaR conditioned on G, respectively (for more details on this see Pelsser
and Stadje 2014).The following examples are market consistent evaluators:

o [I(x)=m ((SEg(max{x — Eg(x),0}7) + Eg(x)) ,
o I1(x) =7 (§VaRY (x — Eg(x)) + Eg(x)),
o [1(x) = (8CVaRY (x — Eg(x)) + Eg(x)).
However, a larger family of two-step evaluators can be constructed by using loss
functions. Let L : L” — [0, oo] be a function so that L(x) = 0 if and only if x = 0.

Let [1;(y) = argmin, .y L(y — x). For instance, one can consider L(y) = |yl 2.
Therefore, the following market consistent evaluator can be constructed

k() = min 7(x).

{XELP

L(y—x)=min L(y—x’)
x'ex

Note that, in many cases the minima x in {x € L? |L(y — x) = minycx L(y — x) }
is unique; for instance, if we take L(y) = |[y||;2 and X is a subspace in L% In
order to develop more practical examples of market consistent risk evaluators, let
us combine this idea with the approach we developed in Example 5. Indeed, let us
consider N + 1 test assets xo, X1, . . . , Xy, and associated prices po, pi,-..., PN, and
consider X = {1 aixila; € R.i =0,1,.... N }.

First, let us take L(«) = |lu||;2. Then, forany y € L?, we have to solve the problem

N
min o (y — Zaixi) ,
i=0

(ao,ai,...,an)€RN*1
where o (.), denoted the standard deviation. The solution to this minimization problem

is the OLS estimator of y on xq, X1, ..., Xy, which we denote by a. Recall that since
the pricing rule is linear over X for any z € SDF, the market consistent evaluator is
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moy)=E@@-X)=a-p=rpa

where X = (xg, x1,...,xn) and p = (po, P1,.--, PN)-
If we denote the time series observations of each test asset x; and the position y by

xi = ((x;, ,)tho)/ and y = ((y,),Tzo)/, then we know that the OLS estimator is obtained
asa = (X'X )_1 y' X, and therefore, the market consistent evaluation is given by

no%(y) = p'(X'X)71y'X

Note that if we use the Fama—French portfolios, then we also know that p =
(1,0,0,...,0).

Now let us consider another loss function to replace OLS with the quantile regres-
sion of y onxg, x1, ..., xy. For that we have to assume

L) = pi—o ) = u[(1 — &)=0) — alju<o)],

and I{-} denotes the indicator function. For a given tolerance level o, we have to solve
the following problem

T Zpa (v =D i) (1)

(ap,at,..., azv)e

Itis interesting that one can also solve the quantile regression via solving the following

problem
VaR, (y — Zaix,) =0.

i
In this case, a hedging strategy removes all the risk as measured by VaR,,. Therefore,
the market consistent valuation is again

n(y) = pa,

where VaR, (y - &,-xi) =0.

5.2 Super-evaluators

Itis clear that for every type I market consistent evaluator I7, we have IT < 7. Indeed,
if we assume for a moment that +oo belongs to the range of a risk evaluator, we can
say that 7 is the largest type I market consistent risk evaluator. But the question is
whether we can find the smallest type I market consistent evaluator.

In practice, pricing rules are non-decreasing since they have to be consistent with
no-arbitrage condition. Thus, let us assume that 7 is non-decreasing. Then, motivated
by the super-hedging strategy (e.g., see Karoui and Quenez 1995) for pricing, define
the super estimator I as follows,
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Ix)= inf 7). (16)
{yeX,y=x}

If we consider X =L, itis clear that 7z is non-decreasing and as aresult 7 (— || ¥ || o0) <

I1(y) < 7(||y|lso). Therefore, IT is well defined. On the other hand, by construction
ﬁ(x) =m(x),x € X,s0 is type I market consistent.

Note that from a mathematical point of view, the super estimator is a best esti-

0, y>0

.. We also have the following
+o00, otherwise

mator when I1(y) = x{y=0; =
proposition.
Proposition 7 Let us assume that v is non-decreasing. The, the following results hold:

I1 is positive homogeneous if 7 is.
IT is sub-additive if v is.

IT is convex if v is.

[T is translation-invariant if 7 is.
I1 is non-decreasing.

Nk e =

Consider again the approach we developed in Example 5. More specifically, we have
to solve the following problem:

inf p'a

Sty = Y@ an

In order to find the value of this linear programming problem, we solve the dual
problem:

max E(Ay)
ExiAy)=pi, i=0,...,N, (18)
A >0,

where A is a Lagrangian multiplier. If we assume the risk free asset is equal to one,
i.e., xo = 1, then this corresponds to the so-called super-hedging price and As are the
members of the set of all SDF’s.

6 Conclusion

To the best of our knowledge, this is the first paper that considers market consistency
in imperfect markets. We presented several examples that justify the necessity of
studying market consistent valuation in imperfect markets, including both complete
and incomplete markets. In the first part of the paper, we distinguished between market
consistency of two types, namely, types I and II. The type I consistency bears the
very meaning of “consistency” by assuming that the market and risk evaluator are
equal on hedgeable positions, whereas type II consistency further ensures that hedging
strategies cannot improve the valuation of risky positions. While market consistency
of type II implies the type I consistency, the opposite only can happen in perfect
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markets. Indeed, we demonstrated that the market consistency of type II only exists
if the hedging strategy is perfect. This means that once a market consistent valuation
of type II exists, it has to be also market consistent of type I. In the existing literature
with perfect markets, the two definitions are equivalent. In the second part of the
paper, motivated by the literature on pricing and hedging in incomplete markets, we
introduced a best estimator and a risk margin. We showed that if the compatibility
holds (e.g., Good Deals are ruled out), then a market consistent valuation is equal to
its best estimator. We also used this to demonstrate how market consistent valuations
can be represented in a two-step manner. Finally, we showed how to construct market
consistent valuations as two-step estimators and super-evaluators.

Open Access This article is distributed under the terms of the Creative Commons Attribution 4.0 Interna-
tional License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted use, distribution,
and reproduction in any medium, provided you give appropriate credit to the original author(s) and the
source, provide a link to the Creative Commons license, and indicate if changes were made.
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