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Part 1

Efficient hedging with coherent risk measure



1. INTRODUCTION

In a complete financial market, we can replicate a given contingent claim
by a self-financing strategy. In an incomplete market, by using a “super-
hedging” strategy, we can generate a final wealth that dominates the payoff
of the contingent claim. If the seller of a contingent claim hopes to hedge the
claim with a smaller initial amount of capital than that required by a perfect
(or super-) hedging strategy, then the seller has to accept some risk. In such
a situation, the seller seeks the optimal “partial” hedge that can be achieved
with his/her initial amount. In Féllmer and Leukert [12], they introduced
the strategy of “efficient hedging” that minimizes the shortfall risk under a
capital constraint. They described the investor’s attitude towards the shortfall
in terms of a loss function, and defined the shortfall risk as the expectation
of the shortfall weighted by the loss function. In other words, they used the
expected loss functions as risk measures.

In this paper, we use coherent measures of risk, introduced by Artzner et
al. [2] as risk measures. They are defined axiomatically by four desirable prop-
erties, that is, monotonicity, subadditivity, positive homogeneity, and trans-
lation invariance. In [2], they restrict themselves to finite probability spaces.
Delbaen [9] extended the definition of coherent risk measures to general prob-
ability spaces (see also Kusuoka [19]). In [9], as the space of random variables,
the space L™ of all essentially bounded random variables or the space L of all
random variables is adopted. We use intermediate space L' instead here. The
space L! is large enough to be used in our hedging problem yet sufficiently
small for nice properties to hold.

We show that, for a given contingent claim H, the optimal strategy consists
in hedging a modified claim @pH for some randomized test ¢. This is an
analogue of the results by [12].

Let (92, F, P) be a probability space, and let Q be the set of all probability
measures on (€2, F) absolutely continuous with respect to P. We write L' and
L™ for L*(Q, F, P) and L>=(Q2, F, P), respectively. For Q € Q, we denote ex-
pectation with respect to Q by E? and the Radon-Nykodim derivative dQ/dP
by Zg. Following [2] and [9], we give the following definition.

Definition 1.1. We say that a function p : L' — R is a coherent risk measure
if the following are satisfied:

(1) For all X € L' with X > 0, we have p(X)
(2) For all X and Y € L', we have p(X +Y)
(3) If X € L' and X > 0, then p(AX) = A\p(X).
(4) If X € L' and ¢ € R, then p(X +¢) = p(X) —c.

We consider the coherent risk measures that are lower semi-continuous in the
L'-norm. We establish a representation theorem for them, which is a analogue

of Proposition 4.1 in [2] and Theorem 2.3 in [9].
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Theorem 1.2 ([21]). For a function p : L' — R, the following are equivalent:

(i) The function p is a lower semi-continuous coherent risk measure.
(ii) There is a subset Q of Q such that

(1.1) {Zo | Q € Q} is a weak*-closed convex subset of L™,
(1.2) p(X) = sup E9[—X] (X eL").
QeQ

The element of Q can be interpreted as a “scenario” (see [2] and [9]). We
notice that, for p as in Theorem 1.2, the restriction of p on L* satisfies the
“Fatou property” defined in [9].

Let (Fi)o<t<r be a filtration on (2, F). For simplicity, we assume that Fj is
trivial and Fr is equal to F. The discounted price process of the underlying
asset is described as a semimartingale X = (X;)o<¢<r on the filtered probability
space (0, F, (F)o<i<r, P). Let P denote the set of all equivalent martingale
measures. We assume absence of arbitrage in the sense that P # ().

A self-financing strategy is described as a pair (Vp, £), where V; is an initial
capital, and £ is a predictable process such that the resulting value process

t
0
is well defined (see [12]). A self-financing strategy (Vj, £) is said to be admissible
if the corresponding value process V satisfies
Vi, >0, Vte€[0,T], P-as.

We consider a contingent claim that is defined by a nonnegative random vari-
able H € L'. We assume that

Us == sup EY'[H] < 0.
PP

Let p be a coherent risk measure on L'. The shortfall risk we consider here
is given by p((Vr — H) A0). For a given amount of initial capital V; which is
smaller than Uy, we want to find an admissible strategy (Vp, ) that minimizes
the shortfall risk p((Vr — H) A0). Thus we consider the optimization problem

T

(13)  p((Ve— H)AO) =p((vo+/ gsdxs—H) Ao) — mmin
0

under the constraint

(14) Vo<V

We take p from the class of lower semi-continuous coherent risk measures,
and follow the method of [12]. We define the set

R={¢:Q2—[0,1] | ¢ is F-measurable}
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of “randomized tests” p. We also define the constrained set

Roz{soem sup B[] svo}.

P*eP

We reduce our problem to the following proposition, which corresponding to
Proposition 3.1 in [12].
Proposition 1.3 ([21]). There exists $ € Ry such that
(1.5) inf p(—(1—¢)H) = p(=(1—-@)H).

PERo

Let ¢ be the solution to the minimization problem defined by (1.5), and let
U be a right-continuous version of the process

U, = esssup BV [pH | F].
PP

The process U is a P-supermartingale, i.e., a supermartingale under any P* €

P. By the optional decomposition theorem (see [12]), there exists an admissible
strategy (Vp, &) and an increasing optional process C' with Cp = 0 such that

t
0= Vo+ | &ax, -G
0
Following [12], we give the following definition.

Definition 1.4. For any admissible strategy (Vj, &) we define the correspond-
ing success ratio as

Vr
Poog) = Lvremy + Ly

The next theorem corresponds to Theorem 3.2 in [12].

Theorem 1.5 ([21]). Let ¢ be a solution to the minimization problem (1.5) and
let (Vo, &) be the admissible strategy determined by the optional decomposition

of the claim @H. Then the strategy (%,5) solves the optimization problem
(1.3) and (1.4).

We prove Theorem 1.2 in Section 2, and Proposition 1.3 and Theorem 1.5
in Section 3. In Section 4, we consider our hedging problem with some special
coherent risk measures.

2. PROOF OF THEOREM 1.2

Proof of Theorem 1.2. 1t is easy to prove the implication (2) = (1). To prove

the converse one (1) = (2), we follow the method of proof of Theorem 2.3 in [9].

We put ¢(X) = —p(X) and define the set C' = {X € L' | ¢(X) > 0}. Then

since ¢ is upper semi-continuous, the set C'is a convex and norm closed cone in
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L'. We regard L™ and L! as a duality pair associated with the nondegenerate
bilinear form

L'x L3> {X,Y}— (X,Y) = E[XY] € R.
Recall that the polar set C° of C' is defined by
C°={Y eL”|EXY]>-1 (VX ()}
(see [3, p. 30]). However, since C'is cone, we have
C°={Y e L | E[XY]>0 (VX €(C)}.

This implies that C° is also a weak*-closed, convex cone in L.
We put & = {Y € C°| E[Y]| =1}. Then, it holds that

(2.1) C° = Upso\D.

Indeed, if Y € C° with E[Y] > 0, then we have Y = \Y, where Y = Y/E[Y]
and A = E[Y]. Hence Y € Uy>oA®. On the other hand, if Y € C° with
E[Y] =0, then Y =0 since L} C C. Hence Y € Uy5oA®. Thus (2.1) follows.
The bipolar theorem (see [3, p. 32]) then implies that

C={Xel|EXY]>0 (VW ed)}

From this, we find that ¢(X) > 0 if and only if E[XY]
Since ¢(X — ¢(X)) = 0, we have that E[(X — ¢(X))Y]
Thus

>0forall Y € ®.
>0

for all Y € .

inf E[XY]> ¢(X).

Yed

Now, for € > 0, we have ¢(X —p(X)—¢€) = —e < 0, so that there exists Y € ¢
such that E[(X —¢(X) —e)Y] < 0or E[XY] < ¢(X)+e. Since ¢ is arbitrary,
we obtain

inf E[XY] < ¢(X),

Yed
hence
(2.2) ;EEE[XY] = ¢(X).
If we put

Q={Q € Q| Zy=Y for someY € ®},

then (2.2) implies (1.1). Since {Zy | @ € Q} = ®, we find that this is the
desired representation for p. O
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3. PROOFS OF PROPOSITION 1.3 AND THEOREM 1.5

Let p: L' — R be a lower semi-continuous coherent risk measure. Then, by
Theorem 1.2, there exists a subset Q of Q such that (1.1) and (1.2) hold. We
use the representation (1.2) in the proofs of Proposition 1.3 and Theorem 1.5.

Proof of Proposition 1.5. First, we notice that R is weak*-compact, i.e., o(L>, L!)-
compact, in L*>. Since the map

L* 3 p— sup EX [pH] € R
PP

is lower semi-continuous in the weak*-topology, the constrained set Ry is
weak*-closed and so is weak*-compact. Since the map

L* 5 psup BE9[(1 — p)H] € R
Qe
is also lower semi-continuous in the weak*-topology, there exists ¢ € R, sat-
isfying (1.5). O

Proof of Theorem 1.5. We consider an admissible strategy (Vp,&) with (1.4)
and the corresponding success ratio ¢. We have from ¢oH = Vp A H that

(VT—H)/\OI—(H—VT)+:—(H—VT/\H):—(1—QO>H.

Since the corresponding value process (V;)o<i<r is a P-supermartingale, we
obtain

E”[pH] < E”'[Vr] < Vo < Vh,
Thus the success ratio ¢ belongs to the constrained set Ry and so we have

p (Ve — H) A0) = sup E9[(1 — o) H] > sup BO[(1 — ) H].
QeQ QeQ

In particular, the success ratio ¢y, & satisfies

(3.1) sup E[(1 - P(in.6)) H] = sup E°[(1 - ¢)H].
QeQ QeQ

On the other hand, we have

e =VrANH>¢H, P-as.,
and so, for all Q € Q,

E°l(1 — ¢, 0)H] < E°[(1 - ¢)H].
Hence we obtain from (3.1) that

p ((VT — H) A 0) = ZuerEQ[(l — P Hl = sup E°(1 - ¢)H],

which proves the theorem. 0



4. OPTIMAL HEDGING

In this section, we study our problem with two special coherent risk mea-
sures. The first one is the case of Q being a singleton, and the second one is
the worst conditional expectation.

First, we take a singleton Q = {Q} with Zy € L™ as a scenario set. Then,
the corresponding risk measure is

p(X) = E9-X].
Thus we want to minimize the coherent risk measure
(4.1) p(Vp — H)NO) = E9[—(Vp — H) A O]
under the constraint
(4.2) Vo < Va.
Theorem 1.5 shows that this is reduced to the optimization problem
(4.3) E°[pH] = max
under the constraint that ¢ € R satisfies

(4.4) sup ET"[pH] < Vj,.
PreP

We assume that H is not trivial, i.e.,

E9[H] > 0.
Then the problem (4.3) and (4.4) can be reformulated as
(4.5) E®[p] = max

under the constraint

* Vo
4. EY ¢ € =5 VP
(4.6 < Gtz VPP,
where the probability measures R and R* are defined by
dR  H dr*  H
dQ  EQ[H] dP*  EF[H|

In the terminology of the theory of hypothesis testing, the solution ¢g is
identified as the most powerful test for the problem in which the null hypothesis
is composite but the alternative simple.

In the complete case, by the fundamental lemma of Neyman and Pearson,

we can solve the problem explicitly.
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Proposition 4.1 ([21]). Assume that P = {P*}. Then the most powerful test
©q 18 gven by

0o = Yzg>azp.y + 7 zg=azp 1,

where
a = inf{a | E” [Hl{z,50z,.3] < Vo}
and
VO_EP*[Hl{Z SaZpx}] P -
p}/ — EP* [Hl{foaZP*P}] ZfP <{ZQ = aZP*} N {H > 0}) > 07

an arbitrary value from [0,1]  if P*({Zg = aZp-} N{H > 0}) = 0.

Remark 4.2 ([21]). When @ is equal to P, this proposition coincides with
Proposition 4.1 in [12].

Proof of Proposition 4.1. From the Neyman-Pearson lemma (see Schmetterer
[28, Chapter III, Section 3]) in terms of R and R*, we obtain that

0@ = V755703 T BY 20 iz,

where
- . Vo
b=infb| P*(Zr > bZp:) < B[]
and
Vo/EP" [H|—R*(Zr>bZp+) P 5
3= TR G it B(Zp = bZp:) > 0,
an arbitrary value from [0,1] if R*(Zr = bZp-) =0
We have

, )
(Zn = bZpe} = {ZQ b Zp gp*@]} ({H >0} e =

and v = 3. So

0olimso0y = lizg>azp} + V1 zo=aZp}-
Since
E°[poH] = E°¢qH1 g0y,
the proposition follows. O

Next we take the worst conditional expectation by Artzner et al. [2]. In our
setting, this measure is given by

WCE,(X) = sup {E {(—X) 14 ] AeF, P(A)> a} (X e LY,

P(A)
9



where o € (0,1). Now, for a € (0, 1], we define another coherent risk measure
on L' as

pa(X) = sup {E[(=X)f] | f € Pa},

where
®, = {f | fis F-measurable, 0 < f <a™', P-as, E[f]=1}.

For each X € L' and o € (0, 1], both the coherent risk measures p,(X)
and WCE,(X) are bounded by a~!||X||;. This implies that these coherent
risk measures are continuous in the L'-norm (see Inoue [13, Lemma 2.1]). As
mentioned in [9, p. 12], if (©, F, P) nonatomic, then p,(X) = WCE,(X) for
X € L. Since L™ is dense in L', we have that, for all X € L!,

pa(X) = WCOE,(X).

We consider our hedging problem with p, (a € (0, 1]) as a measure of risk.
We do not need to assume that (2, F, P) is nonatomic. Thus we consider the
minimization problem of finding ¢ € R such that

(4.7) pa (=(1 = @)H) = inf po (=(1—p)H).

»ERo
Lemma 4.3 ([21]). Let X € L' such that X > 0. If P(X > 0) < «, then we
have

1
(48) pol-X) = LB7x]
Proof. We fix X € L' with X > 0. Then, by Theorem 1.2 in [13], we have
1

(4.9) pa(=X) = EEP (X (Lixsny + Blix=m)]
where

k=inf{a e R| P(X >a) < a}

and
a—P(X>k) . o
0 it P(X = k) =0.
If P(X >0) < a, then k =0 and hence (4.8) follows. O

For special H, our problem with p, reduced to that with p; which has
already been treated in [12] as [(x) = z.

Proposition 4.4 ([21]). Suppose that P(H > 0) < a. Then the solution to
the minimization problem (4.7) is the most powerful test ¢p.
10



Proof. By Lemma 4.3, we have

1
pal~(1— )H) = ~B¥[(1 — o)H).
Therefore ¢p minimizes p,(—(1 — ¢)H) in Ry. O

Example 4.5 ([21]). We consider the standard Black-Scholes model as in [12,
Section 6.2]. Then, the discounted price process is given by

0.2
Xt = Zg eXp (UWt+ (m— ?> t) ,

where m € R, 0 > 0, g > 0, and W is a one-dimensional Wiener process on
(Q, F, P). The unique equivalent martingale measure P* is given by

dP* m 1 /m\?2 —m/o?
gp — &P ( . 4% 5 < . > ) const X,

We assume that m > 0, and consider an European call H = (X7 — K), as in
[12, Section 6.2]. The cost of replication of this claim is

Up = E”"[H] = 2oN(d,) — KN(d_),

where

dy = U\l/_log( >j: —oVT

qnd N denotes the standard Gaussugn cumulative distribution function. Let
Vo be a positive constant such that Vo < EF"[H]. We assume

P(H>0)=NmVT+d_) <«

Then by Proposition 4.4, the most powerful test pp solves the minimization
problem (4.7). By [12, Section 6.2], ¢p is given by

op = Lix;>e)
where the constant c is determined by
% g EP* [HI{XT>C}]

=¥ (o (%) 4 VT ) - K (o () - JovT).

11



Part 11

Minimizing coherent risk measures of shortfall
in discrete-time models with cone constraints



5. INTRODUCTION

It is well-known that a frictionless, discrete-time and finite-horizon model of
financial market is arbitrage-free if and only if there exists an equivalent mar-
tingale measure (the first fundamental theorem of asset pricing). Moreover,
the arbitrage-free market is complete if and only if the equivalent martingale
measure is unique (the second fundamental theorem of asset pricing) (Shiryaev
[31]). In arbitrage-free and complete models, any contingent claim H is at-
tainable, that is, there exists a trading strategy ¢ such that the self-financed
wealth process V (g, &) is worth H at the maturity date T. The cost g
of replication is given by the expectation of H under the unique martingale
measure.

Under the market incompleteness or in the presence of frictions, the standard
no-arbitrage arguments are no longer available, and some contingent claims
may not be attainable. However, even so, we can still super-hedge such claims:
starting with enough initial wealth x(, an agent can find a trading strategy £
such that

Vr(zo, &%) > H, almost surely.

The strategy £ is called a super-hedging strateqy for H. Then, the super-
replication cost xg is given by the supremum of expectations of H over a
suitable set of probability measures (El Karoui and Quenez [17], Féllmer and
Kabanov [10], Karatzas [15], Schél [27] and the references cited there). We
define the shortfall risk by the following net profit of hedging loss:

- (H - VT(za 5))4-7

where (a); = max(a,0). For a super-hedging strategy ¥, the shortfall risk is
equal to zero, that is,

— (H = Vi(wo, ™)), =0.

However, if an investor has only an initial wealth x less than x(, then he or
she cannot necessarily accomplish the super-hedging, that is, the shortfall risk
may not be equal to zero.

If we are in a position of such an investor, then we have to accept the
possibility of shortfall. As a result, we wish to measure the shortfall risk
by some risk measure p, and try to find an optimal strategy that solves the
minimization problem

inf p (= (H = Vr(2,9)),) -

See Cvitani¢ [6], Follmer and Leukert [11, 12], and Pham [24]. These references
adopted the p(X) = E? [I(—X)] as risk measures, where [(-) is a loss function
and P is the objective probability. They studied the minimization problem

inf £° 1 ((H — Vi(2,9))..)]
13



in complete or incomplete market models.

In this paper, we work in the general discrete-time models with convex cone-
constrained trading strategies. Such models were studied in [24], and Pham
and Touzi [25]. Under a suitable assumption, the market model is arbitrage-
free if and only if the set M* of all equivalent probability measures under which
the discounted price process satisfies a generalized martingale property is not
empty (see Theorem 2.3 below). Moreover, in such a market, super-hedging
as stated above is possible. Theorem 2.4 below, due to [24], characterizes the
super-replication cost of H by the supremum of expectations of H over M°.
In particular, in the case of short-selling prohibition, the set M¢ is given by
the set of all “equivalent supermartingale measures”.

As risk measures, we use the coherent risk measures introduced by Artzner,
Delbaen, Eber, and Heath [2]. They are real-valued functions on a suitable
space of random variables satisfying four desirable properties, that is, mono-
tonicity, subadditivity, positive homogeneity, and translation invariance. We
recall the precise definition in Section 3. Given a coherent risk measure p and
a contingent claim H, we study the stochastic control problem

(5.1) inf p (= (H = Vr(2,8)).).

See Nakano [21], where a similar optimization problem for general frictionless
continuous-time semimartingale models is studied.

It is known that a coherent risk measure p of a random variable X arises
as the supremum of the expected negative of X over a set of “real-world”
probability measures or “scenarios”, that is,

p(X) = sup E?[-X]
QeQ

for some set of probability measures Q (see Proposition 4.1 in [2]; Theorem 2.3
in Delbaen [9]; see also Theorem 1.2 in [21]; and Theorem 1.1 in Inoue [13]).
Thus the problem (5.1) is equivalent to the minimization problem
inf sup E [(H — Vr(,8)),] -
€ QeQ

For a special scenario set Q, problems of this type are studied in Cvitani¢ and
Karatzas [7], and Sekine [30], essentially complete, continuous-time models.
The problem (5.1) that consider in this paper is different from those in these
references because of the presence of constraints on trading strategies (and the
discrete-time setting).

In the proposed approach to the problem (5.1), we use the methods of convex
duality and super-hedging. The supermartingale property of V(z, ) and the
super-hedging method enable one to reduce the dynamic problem (5.1) to the
following static problem:

(5.2) Xg;(f(x)p( (H - X)),
14



where the infimum is taken over a suitable set X' (x) of random variables. To
solve the static problem (5.2), we use the convex duality method (cf. [6];
Cvitani¢ and Karatzas [8]). After enlarging Q and M¢ to suitable classes Z
and G, respectively, we define the auxiliary dual problem to (5.2) by

(5.3) sup {E" [H(ZANyG)] —ay:Z € Z, GG, y=>0},

where a A b = min(a,b). Following [8], we prove the existence of a solution

(Z .G, ) to the dual problem (5.3). Using the triple, we show that there exists
a solution to the problem (5.2) of the form:

where B is some random variable taking values in [0, 1]. This result is similar
to Theorem 4.1 in [8].

In conclusion, our approach may be summarized as follows: First, we solve
the auxiliary dual problem (5.3) to obtain a triple (Z, G, ). Next, we find a
random variable B such that X of the form (5.4) is a solution to the static
problem (5.2). Finally, we construct a super-hedging strategy é for X. Then,
the resulting strategy & solves (5.1).

This paper is organized as follows: In Section 6, we present the general
framework and the basic results for the discrete-time models with cone-constrained
trading strategies. We prepare coherent risk measures to be used in Section
7. In Section 8, we formulate the minimization problem (5.1), and reduce the
dynamic problem (5.1) to the static one (5.2). Then we present the semi-closed
form solution as in (5.4) to the problem (5.2) via the convex duality method.
We also give a simple illustrating example. Section 9 is devoted to the proof
of a key to the main theorem.

6. DISCRETE-TIME MODELS WITH CONSTRAINTS

Let T € N. The discounted price process of d stocks is described as an
R%-valued adapted stochastic process S = {S;, t =0,..., T} on some filtered
probability space ((2, F, P), (Fi)i=o...r). We shall assume that F, = {0, Q}
and that Fr = F. For a probability measure @ on (2, F), we denote by E®
the expectation with respect to Q. We write L'(P) for L*(Q, F,P). Here
we consider only real-valued function. We assume that S; € L'(P) for t =
0,...,T.
t=1,...,T. We write a-b for the inner product of a,b € R% a-b := ZZ=1 ayby
for a = (ax) and b = (by).

A trading strategy is an R%valued predictable process € = (& )i=1.... 7. Here,
fori=1,...,d, &" represents the number of shares of the stock S held by the

investor during (t —1,¢] for t = 1,...,T. We denote by = the set of all trading
15



strategies. For x € R and £ € =, we define the discounted (self-financed)
wealth process V;(x, &) by

t
Vi@, &) =2+ & AS, t=1,....T,
k=1

Vo(z,€) = x.

Let C be a nonempty closed convex cone in R%. A constrained trading
strategy € is a trading strategy such that

&LeC, t=1,...,T, Pas.

We denote by Z(C') the set of all constrained trading strategies. Since C' is a
cone, the (negative) polar cone C° of C' is given by

C°={beR":a-b<0 (Vae(C)}
(see Section 5 of Chapter 1 in Aubin and Ekeland [4]).

Example 6.1. We have the following examples of constraint sets:

(1) Unconstrained case: C = R Then C° = {0}.
(2) Prohibition of short-selling of some stocks:

C={acR":d">0 (Viel)},
where [ is a subset of {1,...,d}. Then C° is given by
Co={beR":0'<0 (iel), bt =0 (ie{l,....d}\I)}.
We define the following convex cone associated with Z(C):
K = {Va(0,6) : € €2(C)}.

Denote by LY (P) the space of all nonnegative random variables. We define
the no arbitrage condition as follows:

Definition 6.2. We say that there is no arbitrage opportunity it
(NA) K n LY(P) = {0}.
We define the subset =(z) of Z(C') by
Ex)={¢ € Z(C): Vp(x,&) >0, P—as.}.

Thus we consider the admissibility condition that imposes the nonnegativity
constraint only on the terminal wealth value. Denote L>*(Q2, F, P) by L*(P),
and let P be the set of all probability measures on (2, F) absolutely continuous
with respect to P. As in [24], we introduce the following set of ‘martingale
measures’:

oy .dQ/dPeLOO(P) and
M(P) =1 ¢ P EOASIFL e 0t i =1 T Qas |
M(P)={Q e M(P):Q ~ P}.

16



Writing Vi(z,€) = Vio1(2,€) + & - AS;, it is easily seen that for any £ €
E(x), the process V(z,€) is a supermartingale under any @ € M(P). In the
unconstrained case C = R?, the set M¢(P) is actually the set of equivalent
probability measures with density in L>°(P) under which S is a martingale.
On the other hand, in the no short-selling constraints case C' = [0,00)%, the
set M€(P) is the set of equivalent probability measures with density in L>°(P)
under which S is a supermartingale.

Following [25] and [24], we shall make a nondegeneracy assumption on the
price process. Set, fort =1,...,T,

N(t—1)={ne L®F_1,P):n-AS; =0, P—as.},

where LO¢(F;, P) denotes the space of all R%valued F;-measurable random
variables. We assume that

(B) Nit-1)={0} (t=1,....T).

The condition (B) is satisfied by most standard financial models. For example,
the Cox-Ross-Rubinstein model satisfies (B) (see Sections 3 and 5 in [24]).

Under the condition (B), the no arbitrage condition (NA) implies the ‘no free
lunch’ condition (see [25] and [24]). Further, we have the following extended
version of first fundamental theorem of asset pricing:

Theorem 6.3 ([25]). Assume (B). Then (NA) holds if and only if M¢(P) # 0.

We define the super-replication cost xy of a nonnegative contingent claim
H € L'(P) by

zo =inf{z € R: Vp(z,§) > H, P—a.s., for some { € Z(x)}.

In what follows, we write M = M(P) and M¢ = M*(P) for simplicity. The
next theorem, due to [24], provides a duality result between the initial wealth
and the expectation of the contingent claim under probability measures M€,
within a general discrete-time framework with cone constraints.

Theorem 6.4 ([24]). Assume (NA) and (B). Then the super-replication cost
of a nonnegative contingent claim H € L*(P) is given by

(6.1) zo = sup { E®[H] : Q € M} .

In (6.1), we may replace M® by M. Moreover, if Supge e ER[H] < oo, then
there exists £ € Z(xg) such that Vy(xg, &) > H, P—a.s. The strateqy £ is
called a super-hedging strategy for H.

Remark 6.5. For a super-hedging strategy ¢ in Theorem 6.4 and = > z,, we
easily see that Vp(x, &) > H.
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7. COHERENT RISK MEASURES

Let us consider a nonnegative contingent claim H € L'(P). Following a
trading strategy & and starting with an initial wealth x, an agent loses the
resulting shortfall (H — Vp(z,€)), at time ¢ = T. Thus his or her shortfall
risk is — (H — Vr(z,§)),. We are concerned with the problem of minimizing
a coherent risk measure of this shortfall risk.

Definition 7.1 ([2] and [9]). We say that a functional p : L'(P) — R is a
coherent risk measure if the following are satisfied:
(i) For X € L'(P) with X > 0, we have p(X) < 0.
(i) For X and Y € L'(P), we have p(X +Y) < p(X) + p(Y).
(iii) If X € L'(P) and X € (0,00), then p(AX) = Ap(X).
(iv) If X € L'(P) and ¢ € R, then p(X + ¢) = p(X) —c.

Remark 7.2 ([22]). For interpretations of the above properties, we refer to [2],
where they restrict themselves to finite probability spaces. Subsequently, in
[9], the definition of coherent risk measures is extended to general probability
spaces; as the space of random variables, the space L>(P) or the space L°(P)
of all random variables is adopted. As in [21], we use the intermediate space
L'(P) here. The space L'(P) is large enough to be used in our hedging problem
since the payoff of, e.g., a European call option belongs to L*(P) since we have
assumed that Sy € L'(P).

Let p: L'(P) — R be a coherent risk measure that is continuous in the L'-
norm. Recall P from Section 6. Then, we have the following representation:

(7.1) p(X) =sup E°[-X] (X e L'(P)),
QeQ

where
(72) Q@={Q € P:dQ/dP € L™(P), E°[-X] < p(X) (VX € L'(P))}.

See Theorem 1.2 in [21]; see also Proposition 4.1 in [2], Theorem 2.3 in [9],
and Theorem 1.1 in [13]. So, every continuous coherent risk measure arises
as the supremum of expected negatives of a random variable over a set O
of ‘real-world’ probability measures or ‘scenarios’. Then, from the uniform
boundedness theorem, we easily see that

(7.3) sup [|dQ/dP||o < 00.
QEeQ

Remark 7.3 ([22]). In Theorem 1.2 in [21], it is proved that the representation
(7.1) also holds for lower semi-continuous coherent risk measures p. However,
even for such p, (7.3) still holds by the uniform boundedness theorem. This
implies that every lower semi-continuous coherent risk measure turns out to
be continuous (see Lemma 2.1 in [13]).

We need the next property of coherent risk measures.
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Definition 7.4 ([2] and [9]). We say that a coherent risk measure p : L'(P) —
R is relevant if, for every A € F with P(A) > 0, we have p(—14) > 0.

The next proposition, which is an analogue of Theorem 3.5 in [9], charac-
terizes relevant coherent risk measures.

Proposition 7.5 ([22]). Let p : LY(P) — R be a continuous coherent risk
measure, and let Q be as in (7.2). Then the following are equivalent:

(i) p is relevant.
(ii) The set {Q € Q: Q ~ P} is not empty.

Proof. 1t is easy to prove the implication (ii) = (i). To prove the converse
(i) = (ii), we follow the line of the proof of Theorem 3.5 in [9]. Set Y =
{dQ/dP : @ € Q} and take a sequence {Y,,}>>, from ) so that

lim P(Y, > 0) =sup P(Y > 0).

n—oo Yey

We define the probability measure Q = VP by
y=3 2",
n=1

Then, since {Y > 0} = U2, {Y,, > 0}, we have

P(Y > 0) > sup P(Y > 0).
Yey

However, by (7.3), Y € L™(P), whence Q € Q. Thus

(7.4) P(Y > 0) = sup P(Y > 0).
Yey

~

Now suppose that P(Y = 0) > 0. Since p is relevant, there exists Yy € Y
such that B [Yol,y_oy] > 0. This implies

P(Yy>0,Y =0)>0.
However, if we put Y’ := (Y +Y;)/2 € Y, then we find from (7.4) that

P(Y;>0,Y=0)=PY =0)—P(Y =0, ¥, =0)
:P(Y:O)+P({Y/>o}u{yo>o}) 1
=P(Y =0)+P(Y' >0) -1
=P(Y =0)+P(Y >0)-1=0,
which is a contradiction. Thus Q and P are equivalent. 0
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Remark 7.6 ([22]). The ‘worst conditional expectation’ is a typical example
of coherent risk measures. Given a € (0, 1), this measure is defined by, for
X e LY(P),

WCE,(X) = sup { E°[-X] : Q(:) = P(:|A), P(A) > a, A€ F}

(see Section 5 in [2] and Section 4 in [9]). WCE,, is the law-invariant, smallest
coherent risk measure dominating the value at risk VaR,,, which is a popular
risk measure, but not a coherent one. Now we define another coherent risk
measure p,(-) on L'(P) by

(7.5) pa(X) = sup E?[-X] (X € L'(P)),
QeQ

where
Q={QeP:dQ/dP <1/a}.

As mentioned in Section 4 in [9], if the underlying probability space (2, F, P)
is nonatomic, then p, coincides with WCE, on L'(P) since the extreme points
of Q are of the form 1,/P(A) with P(A) = « (see Lindenstrauss [20]). We see
that p, is relevant and continuous in the L'-norm. For related work, we refer
the reader to [1], [13], Kusuoka [19], and [30]. In particular, [30] studies the
minimization problem of p, (— (H — Vi (x,€)), ) in complete continuous-time
market models. In many situations, it seems more convenient to use p, than
to use WCE,, itself.

8. THE MINIMIZATION

Let p: L'(P) — R be a relevant, continuous coherent risk measure. Then p
has a representation of the form (7.1). We consider a nonnegative contingent
claim H € L'(P) that satisfies

zo 1= sup E9[H] < +oo.
QeM

In this section, we assume the no arbitrage condition (NA) and the nondegen-
eracy condition (B). Then, it follows from Theorems 6.3 and 6.4 that M® # ()
and that the super-replication cost of H is given by supge E°[H].

Now let z > 0 and &,& € =(z). If

P (— (H — VT(x,fl))+) <p (— (H — VT(%&))JF)

or, equivalently,

sup E? [(H - VT(%&))J < sup E¢ [(H - VT(anQ)).J )
QeQ QeQ
then we may regard the strategy &; as preferable to &. Therefore, an agent,

who uses the coherent risk measure p as measure of shortfall risk, wishes to
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minimize p(—(H — Vr(x,€)),) for a given initial wealth . Thus we consider
the following optimization problem: for x > 0,

(8.1) R(x) := in(f)p (= (H = Vp(z,9)),) -

EeE(x
Remark 8.1 ([22]). For > x, the super-hedging strategy £ is obviously a
solution to the problem (8.1) since (H — VT(:IU,E'H))+ = 0.

We define the set X'(z) by
(8.2)
X(z)={X €L (P):0< X <H, P-as., E'|[GX] <z, (VG e M)}.

Here we identify each probability measure () € M with its Radon-Nikodym
density G = dQ/dP. Asin [12], [21], and [24], we reduce the dynamic problem
(8.1) to a static one by the next proposition.

Proposition 8.2 ([22]). Suppose that X € X(z) is a solution to the static
problem

(8.3) inf p(—(H — X)).

XeX(x)

Then there exists a super-hedging strategy é € Z(x) for X that solves the
dynamic problem (8.1). Moreover, we have

R(z) = Xg;(f(x)p(—(ﬂ - X)).

Proof. The proof is similar to that of Proposition 4.1 in [24]. Let £ € Z(z) and
X:=H—-(H-Vp(x,€),. Then X € L'(P) and X < Vp(z,£). Now, under
every () € M, the process V(z,§) is a supermartingale, so that X € X' (z). So
we obtain

p (= (H = Ve(2,9),) = p(—(H - X)) > _inf p(—(H - X')).

T X'eX(z)
Since £ is an arbitrary element of Z(z), we find that

(8.4) R(z)> inf p(~(H ~ X)),

Conversely, suppose that X € X (z) solves the problem (8.3). We put

&= sup EV[GX].
GeM

Then # < z < +o00, and so Theorem 6.4 implies that there exists a super-
hedging strategy & € Z(z) for X such that

VT(:B7 é) Z X
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Since —(H — X) < — <H - Vﬂm,é)) , we have, from the monotonicity of p,
+
that

A

85 R@<p(- (H-Ve@d) ) <ol - X)),
The proposition follows from (8.4) and (8.5). O
In what follows, we assume

0 <z <,

and study the static problem (8.3) for the initial wealth x. We follow the
convex duality method as in [6] and [8].
We define

z_J)zec 0P .ZZO(P—a.S.), EP[Z]SL
U ()'EP[ZX]S/)(—X) (vxeLi(P)[’

where L (P) denotes the space of all nonnegative random variables in L*(P).
Since Q C Z, it holds that

(8.6) p(—X)=sup EF[ZX] (X € LL(P)).

Zez
Remark 8.3 ([22]). In the case of p, in (7.5) with (8.6), we can show that
Z={ZcL*P):0<Z<1/a, EP[Z] <1}.
The next proposition is needed to prove Lemmas 8.7 and 9.1.

Proposition 8.4 ([22]). Let Z be as above.

(i) The set Z is conver and closed under P—a.s. convergence.

(i) If a sequence {Z,}52, from Z converges to a random variable Z, P—a.s.,
on the set {H > 0} as n — oo, and if Z = 0 on the set {H = 0}, then
we have Z € Z.

Proof. Suppose that a sequence {Z,,} from Z converges to a random variable
Z, P—a.s. Then, by Fatou’s lemma, we have
EF(ZX] <liminf EF[Z,X] < p(-X) <o (X € LL(P)).

n—oo

From this, it easily follows that Z € L°°(P). Similarly, by Fatou’s lemma, we
have ET'[Z] < 1. Thus Z € Z, and so (i) follows.
Let {Z,} and Z be asin (ii). By Fatou’s lemma, we see that, for X € L (P),
EP(ZX]) = E" [ZX1{y>0y] <liminf B¥ [Z,X1{y50}]

< liminf E¥'[Z,X] < p(—X) < oco.

In particular, Z € L*°(P). Similarly, we have that E[Z] < 1. Thus Z € Z.
This proves (ii). O
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Following Section 3 in [6] and Section 3 in [8], we introduce the set

. EP[G] <1, EF[GH] < xy,

Gi=1Gel (P): ,
EYIGX] <z, Vx>0, VX € X(x)

(recall that we have assumed that z € (0, zg)).

Proposition 8.5 ([22]). We have the following:

(i) The set G is convex, closed under P—a.s. convergence, and bounded in
LY(P), and it includes the convex hull of M, that is,

dQ}
conv { — cag.
i

(i) If a sequence {G,}>2, from G converges to some random variable G,
P—a.s., on the set {H > 0}, and if G = 0 on the set {H = 0}, then we
have G € G.

Proof. As in the proof of Proposition 8.4, we obtain Proposition 8.5 using
Fatou’s lemma several times. O

Remark 8.6 ([22]). The properties (i) and (ii) in Proposition 8.5 are needed to
prove Lemma 8.7 and Lemma 9.1, respectively. Therefore, for this purpose,
we may replace G by another set G’ if it satisfies (i) and (ii) in Proposition 8.5.
For example, consider the one-period models with no-short-selling constraints.
Then we know that

(8.7) M={Q€eP:E?S] <S5}
We easily find that the set G’ defined by
G :={G e L (P): EP[G'S)] < Sy, E"[G'] <1}

satisfies the properties (i) and (ii) in Proposition 8.5 for every H, whence we
may replace G by G'.

Now, as in Section 3 in [8], we have the following important observation: for
Ze€eZ GeG,y>0,and X € X(x),

EY[Z(H — X)] = EY[ZH] — EY [X(Z — y@)] — yE'[GX]
(8.8) > EY(ZH] — B [H(Z - yG)4] — zy
= EY [H(Z AN y@)] — zy.

We define
(8.9) fly) = S EVH(ZAyG)]  (y>0);
(8.10) g(z) = sup (f(y) —zy).
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Then we have

(8.11) gx) < inf sup BV [Z(H — X)] = inf p(—(H - X)).

XeX(z) zez XeX(x)

Lemma 8.7 ([22]). For each y > 0, there ezists a pair (Z,,G,) € Z x G that
attains the supremum in (8.9).

Proof. Let {(Z,,G,)},—, be a sequence from Z x G such that
lim B” [H(Z, A yGn)l = f(y).

n—oo

Since the set Z x G is bounded in L'(P) x L'(P), the theorem of Komlds
(see Komlds [16] and Schwartz [29]) implies that there exists a pair (Z,,G,) €
L'(P) x LY(P) and a relabeled subsequence {(Z]’,G;)};il of {(Z,,Gn)}.2,
such that

k k
1 1
(E E ZJ’-,% E Gj> - (Z,,G,) (k— o0), P-aus.
j=1 j=1

By the P—a.s. closedness of Z and G, we have (Z,,G,) € Z x G. Since
|EP1ZX]| < p(—|X]) < 400 (X € L'(P),Z € 2),
it follows from the uniform boundedness theorem that

(8.12) sup || Z oo < 0.
Zez

From this, as well as Lebesgue’s convergence theorem and the concavity of the

function (s,t) — s At, we obtain
1 1
j=1 j=1

> lim + > EP[H(Z A yG)]

lim EF

k—o0

E" [H(Zy A yGy)]

= lim E” [H(Z; nyGS)] = f(y).

Jj—00
Thus (Z,,G,) attains the supremum, as desired. O
Lemma 8.8 ([22]). The function f(-) is concave.

Proof. Let y1,y2 € [0,00) and ¢t € (0,1). If y; = yo = 0 then the concavity
immediately follows. So we assume that y; > 0 or yo > 0. By Lemma 8.7,
there exist (Z,,,G,,) € Z x G, j = 1,2, such that

EP [H<Zyj A ijyj>l4: f(yj) (] = 17 2)



We put G = (tyiGy, + (1 — t)y2Gy,) / (tyr + (1 — t)y2) € G. Then it follows
that

tf(yr) + (1 —1)f(y2)
= BE" [H{t(Zy, ANnGy,) + (1= 1)(Zyy A yaGyo) ]
< EV[HA{(tZy, + (1= 1)Z,) A (tn Gy, + (1= 8)y2Gy,) }]
=BV [H{(tZy, + (1 = 1)Zy,) A (tyr + (1 = t)y) G}
< [ty + (1= t)ya).
Thus we obtain the lemma. O

Lemma 8.9 ([22]). There exists § = 4, > 0 that attains the supremum in
(8.10).

Proof. By Lemma 8.8, the function
h(y) == fly) —zy (y=0)
is concave. From (8.12), we see that h(+00) = —o0. Clearly, we have
h0) =0, h(y) = —zy (y >0).

We claim that there exists yo > 0 such that h(yy) > 0. Suppose otherwise.
Then h(y) < 0 for y > 0. Since p is relevant, by Proposition 7.5 there exists
Z € Z such that Z > 0, P—a.s. We see that, for every G € G,

vy > fly) = EV[H(Z AyG)]  (Yy > 0).
Dividing by y and then letting y | 0, we have that, for any G € G,

EP[HG) < .
However, this contradicts the assumption x < xy. Thus the claim is proved.
The lemma now follows from the concavity of A(-). O

Remark 8.10 ([22]). As mentioned in Remark 8.6, the necessity of considering
Z and G rather than Q and M, respectively, is to ensure the existence of a
solution to the dual problem g(z).

Now, here is our main theorem.

Theorem 8.11 ([22]). Letj > 0 be as in Lemma 8.9, and let (Z,G) = (Z;, Gy)
be an optimal pair for the problem (8.9) with y = 7.
(i) There exists a |0, 1]-valued random variable B such that the random vari-
able X
is a solution to the static problem (8.3). Moreover, there is no “duality
gap” in (8.11), that is, g(z) = R(x).
(i) If € is a super-hedging strategy for X, then £ is a solution to (8.1).
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The following proposition is a key to the proof of Theorem 8.11.

Proposition 8.12 ([22]). There exists a [0, 1]-valued random variable B such
that X of the form in Theorem 8.11 satisfies X € X (x) as well as the conditions

(8.13) EF [GX] =z,

(8.14) sup E¥ [Z(H - X)} — EP [Z(H - X)} .

ZeZ

We prove this proposition in Section 9, following the method of [6] and [§].
In this method, some results from the nonsmooth convex analysis ([4]) are
used.

Proof of Theorem 8.11. Using (8.13) and the fact X(Z — §G) = H(Z — G4
in (8.8) with Z =27, X = X, G =G, and y = ¢, we see that

EP [Z(H - X)} — BF [H(Z A yé)] —
= 1) - i = g(a).
whence, by (8.14),
g(x) = sup EF [Z(H — X’)} =p (—(H —X)) :
Zez
Therefore, from (8.11), it follows from that
ﬁ%%H—Xg< inf p(—(H— X)).

T XeX(w)

However, Xisin X (x), so that X attains the infimum above. In particular,
by Proposition 8.2, we find that g(x) = R(z) and that (ii) holds. Thus the
theorem follows. 0

We illustrate Theorem 8.11 by using one-period binomial models.

Example 8.13 ([22]). Let 0 < d < 1 <w and 0 < 7 < 1. We consider the
probability space Q = {u,d}, F = 2%, P({u}) =7 = 1—P({d}). Let {So, 51}
be the discounted price process described as

u if w=u
So=1, S5 = ’
o5 {d if w=d.

We consider the no-short-selling constraints. From (8.7), we see that @ € M
if and only if Q(u) < 7:=(1—-d)/(u — d).

Let o € (0,1). We take p, in (7.5) as the measure of risk here. We consider
the European call H = (57 — K); with d < K < u. Then it follows from
Remark 8.3 that

Zz{Z:OSZSail, WZ(u)—t—(l—ﬂ)Z(d)gl}.
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We put
G ={G:0<Gu) <7/r, 7G(u)+ (1 —m)G(d) <1}.

Then G’ satisfies the properties (i) and (ii) in Proposition 8.5. Here, as men-
tioned in Remark 8.6, we consider G’ rather than G. The function f(-) in (8.9)
with G replaced by G’ is given by

fly) = sup 7(u—K)(Z(u) NyG(u)).
ZeZ,Geg’

We easily find that, for y > 0, this supremum is attained by, e.g.,
. 1 1 A .
20) = (37 1) L), 66) = 71),

0% ™

Then the dual problem (8.10) is written as

g(x) = ?i}g [T(u—K){(a " Ax™!) Ayr} —ay] .

Since z < 19 = #(u — K), § = (e An~1) /7 attains this supremum. There-
fore, from Theorem 8.11, we deduce that the random variable

~

— (u—K)Bly,

is optimal for some [0, 1]-valued random variable B. However, from the con-
dition (8.13), we obtain

whence
X=21,="m
™ Zo
9. PROOF OF PROPOSITION &8.12

This section is devoted to the proof of Proposition 8.12. Following [6] and
[8], we introduce the Banach space

K:=L'(P)x L'(P) xR
with norm
U, V.9l := EV UL+ V] + |y]
and its subset

L={(HZ,yHG,y) e K:Z € Z, Ge G, y>0}.

Lemma 9.1 ([22]). The set L is convex and closed in K.
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Proof. Let t € (0,1) and (HZ;,y;HG,,y;) € L for j =1,2. If y; = yo = 0, the
convexity immediately follows. Assume that y; > 0 or yo > 0. Then we have
_ G+ (1 —1)yaGo
' tyr + (1 — 1)y
sothat (H(tZ, + (1 — t)Z2), H(ty1G1 + (1 — t)y2Ga), tys + (1 — t)ys) € L. Thus
the convexity follows.
Next, let (HZ,,y,HG,,y,) € L be a sequence that converges to some

(U,V,y) in K. Then y,, — y, and HZ,, — U, P—a.s. (possibly along a subse-
quence). Put

€q,

7. U/H on{H > 0},
R on {H = 0}.

Then we have that U = HZ on {H > 0} and that Z, — Z on {H > 0}, as
n — 0o, P—a.s. The property (ii) in Proposition 8.4 implies Z € Z.
On the other hand, we have

hence
B [HlyGn = W[ =0 (n— o),

where, we set W = V/H on {H > 0}, and = 0 on {H = 0}. If y = 0,
then W =0 = yHG;. If y > 0 and if we put G := W/y, then we have that
G, — G =W/y, P—a.s., on the set {H > 0} (possibly along a subsequence)
and that G = 0 on the set {H = 0}. The property (ii) in Proposition 8.5
implies G € G. Thus the closedness of £ follows. O

We now define a functional ¢ : L — R by
d(U,V,y) =y — EX[UAV].

Lemma 9.2 ([22]). Let Z, G, and §j be as in Section 8. The functional ® is
Proper, convex andA lowerA semi-continuous on K and attains its infimum over
L at the triple (HZ,yHG, y).

Proof. Since the proof of the properness, convexity, and lower semi-continuity
are simple, we omit them. By Lemmas 8.7 and 8.9, we have

O(HZ,jHG,§) = zj— B [H(Z N §G)| = i — £(7)
<ay— f(y) <azy— ET[H(Z NyG)]
= ®(HZ,yHG,y), V(HZ,yHG,y) € L.
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Proof of Proposition 4.8. The method of the proof is similar to that of Section
3 in [6] and Sections 4 and 6 in [8]. We now consider the dual space

K*:= L*(P) x L*(P) xR
of IC, and the normal cone (see Definition 4.1.3 and Proposition 4.1.4 in [4])
EP[HZT + gHGW] + ¢ >
EF[UT + VW] +y¢, (V(U,V,y) € E)}

to the set £ at the point (H Z, yH G‘, y) € L. We also consider the subdiffer-
ential at this point

A A

N(HZ,gHG, ):{(T,W,C)EIC*:

®(HZ, GHG,§) — ©(U,V,y) <
OB(HZ,GHG,§) = { (T,W.0) € K" : B [T(HZ — U) + W(GHG — V)]
+¢@—y), (V(U,V,y) €K)

Then, from Lemma 9.2, it follows that the triple (H Z.9H é’,g)) solves the
problem

inf ®U.V.
ot (U, V,y),

so that, by Corollary 4.6.3 in [4], there exists a triple (T, W,¢) € K* such that
(T, W,() € N(HZ,§HG,§) and (=T, —W,—() € 0®(HZ,§HG, ). These
are equivalent to the following, respectively:

(91) B |HI(Z - 2)+ BW(GG — yG)| + (G - y) 2 0,
Y(Z,G.y) € Z x G x [0, +00),
92) EP [T(U —HZ)+W(V - gHG) + H(Z NjG) —U AV

> (x4 ) (@ — v), V(U,V,y) € K.
By letting y — +oo, we see that (9.2) holds only if
(9-3) (=~
From (9.1) with { = —z, Z =2, G =G, and y = § £ 6 (6 > 0), we have
(9.4) EP[GHW] = x.
On the other hand, (9.1) with Z = Z and y = § implies
(9.5) EP|GHW] < EP[GHW], VG e g,
and (9.1) with G = G and y = § implies
(9.6) EY[ZHT) < EY[ZHT), VZ¢e Z.
Reading (9.2) with

U=HZ~ Lopidsty V= JHG — Liirsds1y
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and using (9.3), we have
EP(W+T-1),]<0.
Similarly we obtain E¥ [(1 —W - T)+] < 0, whence
(9.7) W4+T=1.
Hence, the conditions (9.1) and (9.2) can be written as
EP [HW(QG G+ Z—2)+ H(Z - 2)} > 2(j — y),
V(Z,G,y) € Zx G x[0,+0),
(9.8) EF [W(V—U+HZ—QHG)+U—HZ+H(Z/\QG‘) —UAV| >0,
Y(U,V) e L'(P) x L'(P).

Considering (9.8) for U = HZ,V = §HG + 14 with arbitrary A € F, we see
that

0<EF [WlA +H(ZAN§G)— HZ A (§HG + 1A)} < EPW1,),
so that W > 0, P—a.s. Similarly we get
0< EP [(1 - W)1A] ,
whence W < 1, P—a.s. Therefore
(9.9) 0<W<1 P-as.

The conditions (9.5) and (9.9) imply HW € X(z). The condition (9.8) for
U =V implies

(9.10) EP [HW(Z - g)é)] > BF [H(Z —9G),] .
Hence, (9.9) and (9.10) lead to HW (Z — §G) = H(Z — §G),, P—a.s., so that
W=1 on {§)G<Z}n{H >0}, =0 on {jG>Z}n{H >0}.
Thus, there exist [0, 1]-valued random variables B and J such that
(9.11) W= 1{QG<Z,H>0} + Bl{yézZ,Hw} + J1iH—0-
Reading (9.8) with W in (9.11), U = HU’, and V = HV’, we have
B |(Vgoez) + Blygoszsoy) HU =V + Z = )
+H(U—ZA+ZA/\QG—U/\V)} >0, VU,V eL®P).
In particular, reading U = Z, we have that, for V € L*>(P),
B [H (Loez) + Blyaszuso ) (V = 96) + H(Z NG = Z V)| 2 0.
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So, for V€ L*>°(P), we obtain
B | BH e 7 (§G = V)]
< EP [H(V — §) gy + H(Z N GG~ Z A V)]

(9.12) H(V — yG 1{yG<Z}+H(yG V)l{yG<ZV<Z}

+H(jG — 2)1 {yG<Z<V}+H(Z V) {yG>Z>V}:|
= B” [H(V = 2)1yezey + H(Z = V)1geszon|

From (9.12) with

Vo Z—¢ on{jG < Z},
1z on {§G > Z}

for some € > 0, we have
(V< 2} ={9G < 7},
and so
fold [BH(QG‘ - Z)+] < EP [H(—e)l{g(kz}] <0.
This implies B = 0 on {3}@ > 7. H> 0}, P—a.s. Therefore we deduce that
HW = H(lya 5+ Blye_z) =X P-as.

On the other hand, the conditions (9.4), (9.6) and (9.7) imply that X satisfies
(8.13) and (8.14). Thus the proposition follows. O

31



Part 111

Minimijzation of shortfall risk in a
jump-diffusion model



10. INTRODUCTION

In this paper, we consider a frictionless, complete financial market consisting
of one riskless bond and two risky assets 5;, ¢ = 1,2, that are traded up to a
finite time horizon T. We suppose that the dynamics of S; are described by
jump-diffusion processes. Given a contingent claim H and an initial wealth x,
we study the following optimization problem:

(10.1) Viw) = it B[, (H = X**(T)), )],

where /,(z) is the power function z¥/p with p > 1, X*®7 is the wealth process,
and A is a set of admissible portfolios.

To explain the problem (10.1), we consider an investor with initial wealth
x. If x is greater than the replication cost of H, say xg, then the investor can
hedge the contingent claim H without risk, by the completeness of the market.
However, if x is strictly less than zy, he/she faces the possibility of shortfall,
i.e., for any portfolio 7, the shortfall (H — X®7(T")); may be positive. In this
situation, one method of hedging H is to follow a portfolio that minimizes the
shortfall risk E [¢, (H — X®™(T))4)].

For work related to the problem (1), see, e.g., Follmer and Leukert [12]
and Pham [24]. See also Nakano [22]. In [12], general semimartingale models
and general loss functions are considered. They impose the nonnegativity
constraint on the wealth processes, and use the arguments involving Neyman-
Pearson-type lemmas. This setting is crucial in solving their problem. In
this paper, however, instead of the nonnegativity constraint, we impose only
an integrability condition on the wealth processes (see Definition 11.2 below).
Thus, our setting is similar to that of [24], except that we work in a jump-
diffusion model of continuous-time markets. By requiring only the integrability
condition on the wealth processes, we can obtain not only the optimal terminal
wealth but also the optimal portfolio explicitly.

In Section 11, we explain the model and state the precise formulation of our
problem. We then show that we can separate the problem into two problems,
that is, the perfect hedging problem of H and the utility minimization problem
(10.2) J(xyg —x) = inf  E[l,(X*"75N(T))],

€A (T —x)
where Ag(zy — x) is the set of portfolios. We prove that the optimal portfolio
of (10.1) is represented as the difference between the perfect hedging portfolio
of H and the optimal portfolio of the problem (10.2). As in the standard
utility maximization problems (cf. Karatzas and Shreve [18, Chapter 3] and
Jeanblanc-Picqué and Pontier [14]), we can solve the problem (10.2) by using
the martingale method. In our main theorem, we give closed form expressions
for the optimal portfolio and the value function V' (z). These results hold for

every European-type contingent claim, such as, claims that can take negative
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values and path-dependent options. All the proofs of the results are given in
Section 12.

11. THE MODEL AND MAIN RESULTS

We consider a frictionless financial market consisting of one riskless bond B
and two risky asset S;, 1 = 1,2, that are traded up to a finite time horizon T
We suppose that B satisfies the equation

dB(t) =r(t)B(t)dt, B(t)=1.

We also suppose that S;, i = 1,2, satisfy the stochastic differential equations

ASH(t) = Si(t—)(u(t)dt + 0(£)AW (8) + 7 (B)AN (1)),

SZ(O) =85, € (0,00) (Z = 1,2),
where W is a one-dimensional standard Brownian motion on a complete prob-
ability space (2, F, P), and the process N is a Poisson process with intensity
A(+), which is independent of W. The filtration (F;):>o is the P-augmentation
of the natural filtration generated by W and N. Then W is a (P, F;)-Brownian

motion, N is a (P, F;)-Poisson process with intensity A(-), and the process
M(t) := N(t) — [, M(s)ds is a P-martingale.

(11.1)

Assumption 11.1. For i = 1,2, \, r, y;, 0;, and ; are bounded, measurable,
deterministic functions on [0, 7] that satisfy the following conditions:

(i) A(t) >0, 7(t) >0, oy(t) > 0, vi(t) > —1, and ~;(t) # 0 for t € [0, T] and
(ii) zhertle’ Z;{ists ¢1 € (0,00) such that, for ¢ € [0, T,
|o1()72(t) = o2 (O ()] = c;
(iii) there exists ¢y € (0, 00) such that, for ¢ € [0, 77,
(pa(t) — r(#))os(t) — () = r()(t) o
A(t)(o2(O)n(t) — o1 (t)r(t)) -
In this paper, we define the investor’s wealth process (X (t))o<i<r in the
standard self-financing way. Thus we assume that X (-) = X®7(-) satisfies
dX®™(t) = r(t) X" (t)dt

(11.2) + Z mi(t) {(pa(t) — r(t))dt + o3 (t)dW (t) + 7 (£)dN(t)}

X*™(0) =,

where x € R is an initial wealth and the portfolio process m(t) = (m(t), m2(t))
is an R2-valued F;-predictable process such that all the integrals in (11.2) are
well-defined. The process (7 (t), m2(t)) represents the actual amounts of money

invested in the risky assets (S;(t), S2(t)).
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Throughout this paper, we fix p € (1,00), and consider the loss function ¢,
defined by

xp

We are concerned with the minimization of E[¢,((H — X®7(T))4)] over some
suitable class of portfolios. To this end, we define the class of admissible
portfolios as follows.

Definition 11.2. A portfolio process (7(t))o<:t<r is said to be admissible if

E [ sup | XOT(#)P| < oo.

0<t<T

We write A for the class of all such 7.
Put, for ¢t € [0,T7,

oty o (12(8) = r)(0) = (1) — r()a(0),
() (0) — o1 (£)(0) |

(a(t) = r(£)or(£) — (2 (1) — r(1))o()
XD (o2 — ()

Then, by Assumption 11.1, the functions # and § are bounded, and [ is posi-
tive. Moreover we have

(113)  wlt) = r(t) — o (D6() + Mu(t)B(E) =0, i=1,2.

We consider the exponential local martingale

L(t)::exp(/ ) AW (s —-/|9 |ds)

X exp (/ log 5(s)d <>+/0 AS) (1= 3(s))ds)

From the boundedness of § and 3, the process (L(t))o<i<7 is a strictly positive
P-martingale, and satisfies, for every a € R,

p(t) =

(11.4) E[(L(t))"] < oo.
We consider the probability measure Py on (€2, Fr) defined by
dFy
— = L(T).
7p = L(T)

Then, the process

Wo(t) == W(t) + /Ote(s)ds 0<t<T)
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is a (Py, F;)-Brownian motion, (N(t))o<i<r is a (P, F;)-Poisson process with
intensity A(t)3(¢), and the process

Mo(t) = N(t) /0 Ms)B(s)ds (0 <t<T)
is a Py-martingale (cf. Brémaud [5]). Using (11.3), we have, for i = 1,2,
dSi(t) = Si(t=)(0s(t) AW, (t) + 7i(t)dMo(t)),

where S;(t) = S;(t)/B(t). Thus, (Si(t))o<i<r, i = 1,2, are also Py-martingales.
In what follows, we use the following notation:

Notation. For a process (Y (?))o<i<r, we denote by Y (t) the discounted value
of Y(t), i.e., Y(t) :=Y(t)/B(t).

For z € R and 7 € A, the discounted wealth process X% satisfies
i=1 V0

Thus, X7 is a local Py-martingale. However, since m € A, we have from
Hélder’s inequality and (11.4) that Eg[supye;<q | X7 (t)|] < oo, where Eyl:]
denotes the expectation with respect to Py. This implies that X*™ is a Pp-
martingale.

Now, the market above is complete in the following sense:

Proposition 11.3 ([23]). Let H € LP*(Q, Fr, P) for some € > 0, and put
H

11. =y | = .

o o= 6 |

Then there ezists unique 7y € A such that, fort € [0,T],
L H T H
(117) Xt HOTH — EO [m‘ ~7:t:| a.s.

Let H € LP*(Q, Fr, P). We interpret H as the investor’s liability. By
Proposition 11.3, starting with initial wealth zy := Eq[H/B(T)], the investor
can find the replicating portfolio m € A for H. However, if the initial wealth
x is less than xy, he/she faces the possibility of shortfall. In such a situation,
one is naturally led to the minimization of shortfall in an adequate sense. Thus
we consider the following stochastic control problem:

Viw) = inf BG((H - X*"(T)),)], o <aon

By definitions of H and A, we easily find that V(z) < oo.
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As we stated in Section 10, we can separate the problem above into two
problems, that is, the perfect hedging problem of H and a utility minimiza-
tion problem. For z > 0, we denote by Ay(z) the set of portfolio processes
(7(t))o<t<r satisfying

X*™(t)>0 tel0,T] as.,
and
E [ sup ]XO’”(t)\p} < 00.
0<t<T
We consider another optimization problem, that is,

(11.8) J(z) = el,fllf( Et,(X>™(T))], =z>0.

Proposition 11.4 ([23]). For every z € (0,00), there exists my € Agy(z) that
is optimal for the problem stated in (11.8).

Define ¢ € (0,00) by (1/p) + (1/¢q) = 1. The main theorem of this paper is
stated in the following.

Theorem 11.5 ([23]). (i) Let my be as in Proposition 11.4 with z = xy — x
and let Ty be as in Proposition 11.3. Then myg — 7y is optimal for the
problem (10.1).

(il) For (t,u) € [0,T]x(0,00), let (II1,1I15) be the unique solution to the linear
system

o1 (DI (t, u) + oo (OITs(t,u) = —

Nt w) +72(O)IL2(t ) = (B(t))" u.
Then the optimal portfolio my € Ao(z) of the problem (11.8) is given by
(I (2, X=m0(t=)), o (£, X=™0(t—))).
(iii) The value function V(x) in (10.1) is given by

V(2) = ,(xy — ) exp (—(p _ ) /OT a(s)ds) (z < z1),
where a(-) is defined by

(11.9) a(s) = —qr(s) + 1Q(q —1)0%(s) = A(s) ((a — 1) — aB(s) + (B(s))).

2
(iv) The optimal terminal wealth in (10.1) is given by
Xx,Terﬂo (T)
-1 ! r(s)
=H — (zg —x)(L(T))" "exp | — a(s) + . ds | .
0 b—
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By Theorem 11.5, if we can obtain the hedging portfolio 7y, then we can
minimize the shortfall risk by implementing the portfolio 7z —my. The problem
(10.1) is thus reduced to the perfect hedging problem of H. In the case of a
claim of the form H = f(S,(T"), S2(T)), the hedging portfolio can be obtained
as in the classical case of Black-Scholes model. See, e.g., Runggaldier [26],
Section 6 in [14], and the references cited there.

Remark 11.6 ([23]). As in the most utility maximization problems, we can
associate the problem (11.8) with a HJB equation. We define the wealth
process X“*™ with initial condition (¢,z2) € [0,7] x (0,00) as in (11.2). We
also define the class Ag(t, z) of portfolio processes in a way similar to the
definition of Agy(z), and put J(t, z) := infreay¢t,.) E[(p(X"*™(T))]. Then, as in
Chapter 3 in [18] and Proposition 5.1 in [14], we can prove that the function
J(t, z) satisfies the following HJB equation:

oJ(t,z) . B
BT + 7r161r11£2 LJ(t,z) =0,

J(T,2) = 6,(2),  (t,2)€[0,T) x (0,00),

+ % (Z Wz'(t)> %(t z)+ A {J (t, z+ ;mi(t)> — J(t, z)} .

12. PROOFS
12.1. Proof of Proposition 11.3.

Proof of Proposition 4. Let H € LP*(Q, Fr, Py), and put xy := Eo[H/B(T)].
Then, as in Proposition 2.1 in [14], there exists a portfolio process 7wy such
that (11.7) holds. We can easily show the admissibility of 7y using the Pp-
martingale property of X, Holder’s inequality, (11.4), and Doob’s maximal
inequality. ([l

12.2. Proof of Proposition 11.4. Asin the references on the expected utility
maximization such as Chapter 3 in [18], we use the martingale method.

First we write I(-) for the inverse function of ¢(-), that is, I(y) = y?~" for
y > 0, where 1/p+1/q = 1. Let U, be the negative of the Legendre transform
of £y
(12.1) Uy(y) = —sup(zy — {,(x)) = inf ({,(x) — zy)

=6,(1(y)) —yl(y), y>0.

The infimum in (12.1) is attained by x = I(y).
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For (t,y) € [0,T] x (0,00), we define the process

Vo) = yesp (- [ rtwn— [owawi) 5 [ o Pa)
X exp (/t log B(u)dN () + [(1 - ﬁ(u)))\du> t<s<T

Then Y*¥ satisfies

dY"Y(s) = Y (s—) (—r(s)ds — 0(s)dW (s) + (B(s) — 1)dM(s)),
Y (t) = y.

We put, for (¢,y) € [0,7] x (0, 00),
X(t,y) = By e Ot 1))

Then, we easily see that

(12.2) X(t,y) =y/P Yexp (/tT a(s)ds) ,

where a(-) is given by (11.9). We write Y(¢, -) for the inverse function of X'(¢, -),
that is,

(12.3) V(t,z) = 2" Lexp (—(p -1) /tTa(s)ds) .

Proof of Proposition 11.4. By (12.1), we find that, for y > 0 and 7 € Ay(2),

El,(X=(T))]
= E[(,(X*™(T)) = Y*(T)X*™(T)] + E[Y**(T)X*"(T)]
(12.4) = E[ p(X5T(T)) = YOUT) X" (T)] + yz
E[U, (Yoy(T))} +yz.

The equality in (12.4) holds if and only if

X=™(T) = [(Y*¥(T)).
However, from Proposition 11.3, there exists my € Ag(z) such that
(12.5) Xm0 (1) = By [ B e (00 ()| F)

Then (12.4) implies that E[(,(X>™(T))] = J(z). O
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12.3. Proof of Theorem 11.5.

Proof of Theorem 11.5. We consider the stochastic Legendre transform U (y, w)
of —0,(H(w) — z): for y > 0,

(12.6)  Uly,w) = sup  {=L,(H(w) = 2) —yz} = l(y) —yH(w).

—00<2<H(w)

The supremum in (12.6) is attained by H(w) — I(y).
From (11.7) and (12.5), we have

XTom(T) = H,  X*#-5™(T) = [ (Y*¥(T))
and
o [6— Jo r(wdug (YO,y<T))] R

where y := Y(0,xy — z). It follows that
(12.7) X®mH=o(T) = X (T) — X*=om(T) = H — [ (Y*¥(T)) .
Now, by (12.6), we see that, for every m € A,

(xg —2)Y(0, 2y —2) — F [Eq (y(o Ty —x)e ' d“L(T))}

=E[Y"(T)H — £, (Y*U(T))] — aY(0,2y — x)

< E[YOUT)H — £, (Y*¥(T)) — Y*¥(T) (H A X*7(T))]

< El4,(H - X**(T) A H)| = E [ep«H X7 (7)),)].
Both equalities hold in the above inequalities if and only if
(12.8) HAX®(T)=H —1(Y*(T)).
However, (12.7) implies that the portfolio 7y — 7y satisfies (12.8). Therefore,
(12.9)

V(z) = E [6,((H — X7™7™(T)).)]
— (e = VO, 2 — 2) = B |0 (Y(0,2 = w)e™ o 7@ L(T) )|

Thus Theorem 11.5 (i) follows.
From (12.5) and the Markov property of the process Y'Y we have, for z > 0,

X #T0 (t) _ EO |:€— ftT T(s)dS[ (YO,y(O,z) (T)) ) ft:|
=X (t, YOOI (1),
where 7, is as in Proposition 11.4. Thus

(12.10) YO0 (1) = Y(t, X>™(t)).
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It6 formula and (12.2) imply that
d (e* Jo (s (¢, Yovy(t))) = —g(t)e Jo Y Ou (1) X, (¢, YOU (1)) dWi (1)
+{X (@, B)YPY (1) — X(t, YV (1)} dMo(2).
From this and (12.10), we see that
Xm0 (t) — 2

(12.11) = _/te(s)e—f§r<u>du YV(s, X*™(s))
0

V. (s, Xo0(5))
[ (s, B(5) Vs, X (5))) - X7 )} ()

0
Therefore, by (12.3) we have

—0(1&)% _ —%u = > (1),

dWO(S)

X(t,B)Y(t,u) —u= )Y Vu = Z%(t)ﬂi(ta w).

Thus, by (12.11), Theorem 11.5 (ii) follows.
By (12.3), (12.9), and easy computation similar to that of (12.2), we have

V(2) = ,(xy — ) exp (—(p — ) /0 ' a(s)ds> ,

which proves Theorem 11.5 (iii). Finally, Theorem (11.5) (iv) follows immedi-
ately from (12.7). O
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