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Abstract

In this paper, we point out the role of anticomonotonicity in the
characterization of efficient contingent claims, and in the measure of
inefficiency size of financial strategies. Two random variables are said
to be anticomonotonic if they move in opposite directions. We first
provide necessary and sufficient conditions for a contingent claim to
be efficient in markets, which might be with frictions in a quite general
framework. We then compute a measure of inefficiency size for any
contingent claim. We finally give several applications of these results,
studying in particular the efficiency of superreplication strategies.

Keywords: anticomonotonicity, utility maximization, markets with frictions,
utility price.

Introduction

In this paper, we characterize efficient contingent claims in an economy
where agents have access to a continuous securities market which might be
with frictions by using the notion of anticomonotonicity. Roughly speaking,
two random variables are said to be anticomonotonic if they move in op-
posite directions. We define an efficient consumption as an optimal choice
for at least one rational agent with Von Neumann-Morgenstern preferences
and a concave, strictly increasing utility function. Following the work of
Jouini and Kallal [14], we compute for every contingent claim a measure of
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inefficiency that does not rely on a specific utility function, using the an-
ticomonotonicity property. We finally provide several applications of these
results.

In a couple of articles, Dybvig [6, 7] studied the efficiency of trading strate-
gies, i.e. strategies chosen by at least one rational agent: given a fixed time
horizon T' > 0, and a complete market with a finite number of equiprobable
states of the world, agents are endowed with a concave and increasing utility
function, and choose strategies maximizing their expected utility of wealth
at time T. In this context, the no arbitrage condition implies the existence
of a unique positive linear pricing rule (i.e. Arrow-Debreu price vector). A
consumption bundle is then efficient if and only if it provides at least as
much consumption in cheaper states of the world, that is, in states of the
world with lower Arrow-Debreu prices (see Dybvig [7]). With the help of
this characterization, Dybvig introduces the notion of distributional price,
defined as the minimal price to obtain a given distribution; then he quanti-
fies the inefficiency size of every contingent claim, and studies the efficiency
of several trading strategies, such as the stop-loss one (see Dybvig [7]).
However, in a market with frictions, the pricing function of contingent claims
is not linear anymore, but in a lot of cases, is the supremum over a set of
linear pricing rules : for an incomplete market, or a market with short sales
constraints or with transaction costs, Jouini and Kallal [11, 12, 13] show that
the pricing rule can be described as sublinear and obtained as the maximum
over a set of underlying linear pricing rules. Jouini and Kallal [14] show
that, in markets with frictions and a finite number of states of the world,
the notion of distributional price is not relevant anymore. Nevertheless, they
prove that the efficiency of a contingent claim is equivalent to the existence
of an effective pricing vector such that the contingent claim and this pric-
ing vector are anticomonotonic. Furthermore, they introduce the notion of
?utility price”, defined as the minimal price to obtain a contingent claim
preferred by all rational agents, allowing them to quantify the inefficiency
with a measure that does not rely on a specific utility function.

In a continuous model, if one assumes only that assets’ values are semi-
martingales in a market with frictions, duality is more difficult to handle.
In this framework, Delbaen and Schachermayer [3], Kramkov and Schacher-
mayer [16], Hugonnier and Kramkov [10] give results of duality that we use
to characterize the efficiency of strategies.

This paper is organized as follows. In a first section, we present the frame-
work and define efficient trading strategies. In a second section, we char-
acterize them with the help of a duality method and provide a method to
compute the inefficiency size of any trading strategy (section 2). We then
give applications on the computation of measure performance in markets
with frictions and prove in particular that the superreplication strategy has
no inefficiency size (section 3).



1 Strategies and optimization problem

1.1 The Economy

We consider an economy where agents maximize their expected utility of
future consumption at the final date T > 0. Each agent is endowed with
some initial wealth zy and some uncertain future endowment f < 0 in
quantity go to hedge at the final date T. The random variable f is defined
on an atomless' probability space (2, F,P).

More precisely, we use the following assumption on the preferences of the
agents:

Assumption 1 Agents are characterized by a Von-Neumann Morgenstern
utility function U : R +— R which is supposed to be strictly increasing and
concave (not necessarily strictly concave). We denote by U the set of all
such functions. Agents maximize their expected utility, function of their
terminal wealth at T'. We furthermore assume that they might have to hedge
a contingent claim f < 0 in quantity go > 0 at the final date T.

These agents have access to a securities market with frictions which con-
sists of d 4+ 1 assets (one bond and d stocks). We suppose that the price
process SV of the bond is constant, i.e. S°(.) = 1, which is merely a normal-
ization as we can always choose the bond as the numéraire, and denote by
S = (S%)1<i<q the price process of the d stocks. The process S is assumed
to be a semimartingale on a filtered probability space (€2, F, (Ft):c(o,17, P),
where the filtration (F);cj0,7] satisfies the usual conditions with Fr = F.
Each agent invests its initial wealth in the securities market and builds up
a self financing strategy which is defined as (z, H), where x is the initial
value of the portfolio, H = (H i)lgigd is a predictable S-integrable process
specifying the amount of each asset held in the portfolio. The value process
of this strategy is given by:

t
V224 (HS) =a +/ H,dS,, t €[0,T). (1.1)
0

In order to take into account frictions on this securities market, we assume
that the process H has to belong to a cone H of the set L%(.S), defined as the
set of admissible processes (H);c[o,7, i-e. such that the stochastic integral
(H.S) is bounded from below. We furthermore assume that the cone H
is closed in L*(S) with respect to the topology of Emery, allowing us to
apply results of Follmer and Kramkov [8]. From now on, we denote by X (x)
the family of admissible wealth processes with initial value z, satisfying a

!We will use the property of atomless to construct random variables following any given
distribution.



no-bankruptcy condition, i.e. such that V; > 0 for all ¢ € [0, T:

X(z) 2 {(:c,H) |2+ /Ot H,dS, > 0,Vt € [O,T]}. (1.2)

1.2 Characteristics of the securities market

As usual in mathematical finance, we assume that the market satisfies a
condition of no arbitrage. To describe this assumption we use the concept
of local supermartingale measure.

Definition 1 A probability measure Q ~ P is called an equivalent local su-
permartingale measure if any (admissible) self-financing strateqgy X € X (1)
is a local supermartingale under Q. The family of equivalent local super-
martingales is denoted by M.

In the following, we suppose that the securities market satisfies:

Assumption 2

M#D

This assumption is indeed strongly related to the absence of arbitrage op-
portunities (see for example Delbaen and Schachermayer [3]).

We want to take into account the possibilities of frictions in the securities
market. To do so, we use the cone H to describe the potential constraints
of the market. We now review some examples of economies with frictions,
specifying in each case H.

Case 1: Market (potentially) incomplete. H = L*(S). If the market is dynam-
ically incomplete (without other imperfections), then the set M is the
set of equivalent local martingales, reduced to a singleton in the case
of a complete market (see e.g., Karatzas and Shreve [15]).

Case 2: Prohibition of short selling. H = {H € L*(S) | H" >0, 1 <i < m}.
In such a market, the first m assets cannot be held in negative quan-
tities.

Case 3: Short selling costs. The introduction of shadow prices is a way to

model such constraints. Assume that d = 2m and (S%);<i<,, are

the values of the assets when taken in a long position; (5%)1<i<m 2

(S)mi1<i<a are the return processes of the same assets, but when
taken in a short position, with :

Si; > Si.

The cone H is then given by:
H={HeLS)|H' >0,1<i<m, and H' <0,m+1<i<d}.



1.3 Efficient contingent claims

On this quite general framework, we want to characterize efficient contingent
claims (and the minimum costs of the trading strategies leading to them),
defined as the optimal choice for at least one rational agent, given its un-
certain future endowment to hedge. In this paragraph, we are going first to
describe the set of strategies that an agent can choose. We will then define
precisely the notion of efficient contingent claims.

Agents with an initial wealth x > 0 and a quantity ¢ > 0 of random endow-
ment f to hedge choose their optimal trading strategy in the set

X(a:,q)é{XeX(a:)]XT—i—q.fa.ZS'O}. (1.3)

Note that, for some vector (z,q), X (z,q) may be empty, or singulary small,
possibly reduced to a unique trading strategy. To exclude such situations
where the problem of expected utility maximization becomes trivial, we work
with the set K defined as the interior, in R% of the vectors (z,q) such that
X (z,q) is not empty:

K 2 int {(z,q) e RZ | X(z,q) £ 0} . (1.4)

Finally, let C(x, ¢) be the set of integrable terminal wealth ¢ such that there
exists a self-financing portfolio X with initial value z, i.e. X € X(x), and
whose terminal wealth dominates c:

C(z,q) = {C >0, ¢ € L' | there exists X € X(z) such that X7 + ¢f ag c} .

(1.5)
We shall need to consider Adm(q, f), defined as the set of admissible con-
tingent claims attainable by at least one initial wealth, i.e.:

Adm(q, f) £ | C(x,q). (1.6)

zERY

Agents choose a strategy in order to maximize their expected utility of
terminal wealth:

Definition 2 Let (x9,q0) € K. A contingent claim ¢y € C(x0, qo) is efficient
for the random endowment f in quantity qo, and the initial wealth xq if there
exists a utility function U € U such that co solves

sup E (U(c)) < +o0. (1.7)
c€C(20,90)

Note that we do not assume agents to be strictly risk adverse, neither
need we to impose any regularity condition on utility function, as usually



done in the literature. Indeed, papers in the literature are particulary inter-
ested in the existence of an optimal strategy maximizing the expected utility
of terminal wealth (see Kramkov and Schachermayer [16], Cvitanic and al.
[2], or Hugonnier and Kramkov [10]), and such assumptions are crucial to
prove such an existence. However, our concern is quite different since our
issue is to characterize the necessary and sufficient conditions for a strategy
to be optimal for at least one utility function. Thus, it is important not
to restrict the set of utility functions based on regularity conditions, as we
do not want to exclude possible optimal strategies on such grounds. For
the same reason, we need to restrict the set of terminal wealth to integrable
random variables in order to ensure the existence of all expected utilities
functions of terminal wealth, whatever the preferences of the agent.

1.4 Description of the pricing rule

In this paragraph, we specify the pricing rule of any contingent claim at the
date T'. In a market with frictions, the pricing rule is not linear anymore,
and is defined as the supremum over a set of density pricing measures. The
assumption (2) of no arbitrage, and the specifications of frictions described
with the cone H allow us to compute the pricing rule using the results of
Follmer and Kramkov [8]. Let ¢ be a positive contingent claim at date T,
we define 7(c) as the superreplication price of the contingent claim ¢: 7(c)
is the minimum cost of a self-financing strategy leading to a terminal wealth
almost surely bigger than ¢. One can see easily that the pricing rule 7 is
sublinear, i.e. w(Ac1) = Am(e1) and 7(ep + ¢2) < 7w(ep) + w(e2), for every ¢
and co positive contingent claims and every nonnegative real number A > 0.
From a direct application of Proposition 4.2 of Féllmer and Kramkov [8],
we derive the following superreplication

Theorem 1 Assume that assumption (2) holds. Then, for every positive
contingent claim c, there exists an admissible self-financing strategy (mw(c), H)

~ a.s.
on the constrained market such that Vi = w(c) + fOT H.,dS,; > c and:

m(e) = sup E9(c). (1.8)
QeM

In a discrete model of market with frictions, Jouini and Kallal [14] charac-
terize the efficiency of any contingent claim ¢ with the anticomonotonocity
property with at least one effective linear pricing rule hg, that is such that
m(c) = E(hpc). But in our context (with a continuous market model), there
exist some contingent claims such that the supremum in the definition of
7 is not attained, and duality results are more difficult to obtain. We are
going first to define particular sets that we will need in order to characterize
the efficiency of contingent claims, allowing us to study the case of a random
endowment to hedge.



Without random endowment, one needs to study the set C(x) of terminal
wealth attainable from trading strategy in X'(x) for some initial portfolio
x> 0:

C(z) & {c > 03X € X(z) with X7 = c} . (1.9)

Following Kramkov and Schachermayer [16], this leads to consider the set
of supermartingales

Y(y) = {Y | Yo =y an XY is a supermartingale for every X € X (1)}.
(1.10)
and:

D(y) 2 {h |0 < h <Yp for at leat one Y belonging to Y(y)}.  (1.11)

In the case of incomplete markets, Kramkov and Schachermayer [16] prove
a bipolar relationship between the sets C(x) and D(y) which is a key result
to establish that there is no gap between the primal and the dual problem
of the expected utility maximization problem.

If we consider the case of a random endowment to hedge, we assume
first that the random variable — f is effectively hedgeable:

Assumption 3
&= sup E¥ [~ f] < 400
QeM

Under this assumption, there exists an admissible strategy (z,7,C) such
that the terminal value of this strategy dominates —f (see Theorem (1)),
i.e. the set C(Z) is not empty. Following the work of Hugonnier and Kramkov
[10], one needs to consider the sets X' (z, ¢) and C(z, ¢) as well as the measures
of pricing Y(y,r) and D(y,r), for y > 0 and r < 0, defined as:

{Y € Y(y) |E(YrX7) < 2y +qr, VX7 € X(2,9)},(1.12)
{h]0<h<Yrpfor at least one Y € Y(y,r)}. (1.13)

e e

In the same way as for the case without random endowment, we introduce
mgf(c) as the minimum cost to fund a strategy leading to a terminal wealth



bigger than c, after hedging f in quantity ¢. Defining G? by:

g e {(y,r) e Ry xR_ | D(y,r) # 0} (1.14)

and denoting by P the set {p € R_ | (1,p) € G}, one can see, using duality
results provided in appendix, that P is a closed convex set and that the
pricing function s satisfies:

Theorem 2 The minimum cost mq(c) of funding a strategy leading to a
terminal wealth bigger than c, after hedging f in quantity q, is given by:

maf(c) =sup sup [E(hc) —gp
peP heD(1,p)

2 Trading strategies efficiency

In a complete model with a finite number of states of the world, Dybvig [6]
characterizes efficient strategies with the following property: the lower the
price of the Arrow-Debreu security for a state of the world, the higher the
value of an efficient consumption bundle. This very intuitive result states
a relationship of anticomonotonicity between the density of pricing and the
efficient contingent claim. We begin this section by introducing a formal
definition of the (anti)comonotonicity property. We then characterize the
efficient contingent claims and finally provide a method to compute the in-
efficiency size of any trading strategies.

2.1 Comonotonicity property

Definition 3 Two real-valued random variables ¢ and h defined on the same
probability space (2, F, P) are comonotonic if one of the following equivalent
conditions is satisfied

1. there exists A in F, with probability one, and such that

[c(w)—c(W)] [h(w)=h(w)] =0 foral (ww)eAxA

20ne can prove that:
G={(y,r) e Ry xR_ | zy+qr >0 for all (z,q) € K}

Indeed, the inclusion C is straightforward. For the converse inclusion, let y > 0, r < 0
with zy + gr > 0, for every (z,q) € K. Since (z,0) with = > 0 belongs to K, necessarily
y > 0, and one can find a process Y € Y(y) (e.g. Y = y(92) for some Q € M). If we
define the process Z by:
{ Y;,, t<T
Zt -

0 t="T.
Z belongs to Y(y,r) and therefore (y,r) € G.



2. if P®? denotes the product probability on the space (QQ,}'®2)
P®2 [[c(w) — c(W)][h(w) — h(W")] < 0] =1.
3. the cumulative distribution function Fi.p) of the pair (c, h) is given by

Fep(§1,62) = min (Fe (§1), Fr (&2)) -

In particular, if ¢y and hg are anticomonotonic (i.e. ¢y and —hg are
comonotonic) and positive random variables on (2, F,P) and if we denote
by chl and F. ! the respective inverse distributions of ¢y and hg. We have:

[e.e]
E (hoco) = / F L), (1 —t)dt
0
and for every ¢, distributed as ¢g :
E (hoC[)) < E (hoc) .

Other characterizations of comonotonic random variables can be found in
Denneberg [4]. In particular, if two random variables ¢ and h are such that
there exists a nondecreasing function ¢ for which ¢ can be written in the
form ¢ = ¢ (h) (or if h can be written in the form h = ¢ (¢)), then ¢ and h
are comonotonic. In fact, ¢ and h are comonotonic if and only if they are
nondecreasing functions of the same third random variable x, which can be
chosen to be equal to ¢+ h (Denneberg [4], Proposition 4.5, p.54). Further-
more, when ¢ and h are nondecreasing functions of c+h, it is clear that these
functions can be chosen to be continuous and even 1-Lipschitz. Hence ¢ and
h are comonotonic if and only if they are continuous nondecreasing functions
of the same third random variable ¢+ h. Finally, from a computational point
of view, a usefull property for positive comonotonic random variables ¢ and
h is that cov® (c,h) > 0 for all probability measure @) equivalent to P.

2.2 Characterization of efficient trading strategies

We are now able to state the following theorem which characterizes efficient
contingent claims.

Theorem 3 Let (z9,q0) € K. A terminal wealth ¢y € C(xo,qo) is efficient
for the initial wealth xqo, and the quantity qo of the contingent claim f to
hedge, if and only if there exists (yo,r0) € G, ho € D(yo,r0) such that
P(hg = 0) =0 and:

1. hgy prices cy, i.e., E(hoco) = xoyo + qoro, with xy such that ¢y €
C(o, qo)-



2. Random wvariables ¢y and hg are anticomonotonic.
3. Random variables ¢y and hg satisfy the following condition:

{esssupco<+oo = essinf hg >0

2.1
essinf ¢g >0 = ess sup hg < o0 (21)

Thus, a contingent claim cy is efficient if and only if there exists a positive
linear pricing rule hg such that ¢y brings at least as much value as in cheaper
states of the world. Another message of this theorem is the existence of a
density hg effectively pricing the net efficient consumption bundle ¢y, which
is not the case for every contingent claims.

We will see in the following proof that item (1) and (2) of Theorem (3) derive
directly from the existence of a saddle point for the optimization problem.
Item (3) is more technical since it is a consequence of the fact that utility
functions U € U are defined on all R* (and not on an interval I in R ).
Note that the introduction of the set D(y,r) for (y,r) helps us to take into
account the random endowment to hedge. With no random endowment, we
obtain:

Corollary 3.1 Without random endowment, a contingent claim co € C(zo)
for xy > 0 is efficient if and only if there exists hg € D(1) such that P(hy =
0) =0 and:

1. hg prices cy, i.e., E(hocy) = xo with ¢y € C(xq).
2. Random wvariables cy and hg are anticomonotonic.

3. Random wvariables cog and hg satisfy the following condition:

{esssupco<+oo = essinf hg >0

ess inf cg > 0 = ess sup hg < +o0 (2.2)

The general idea of the following demonstration is to obtain Theorem
(3) from the convex optimization problem first order conditions as in Jouini
and Kallal [14]. For this purpose we need the following duality result, the
proof of which is provided in the Appendix.

Let an economic agent be defined by its utility function U belonging
to U, an initial wealth xg and a terminal contingent claim f to hedge in
quantity qo, with (xg,qo) € K. We consider the perturbed problem:

A
u(zo,q0) = sup E[U(c)]. (2.3)
c€C(%0,90)
One can easily see that u is a concave and strictly increasing function with
respect to the initial wealth. For (y,r) € G, we define the dual optimization
problem as

o(y,r) 2 ot B V() (2.4)

10



where V : R} — R is the Legendre-transform of the function —U(—=z):

V(y) 2 sup [U(x) — zy]. (2.5)

x>0

V is a decreasing, convex function satisfying limy, ., V}/(y) = 0, where V/
is the left derivative of V. By classical duality results, the following bidual
relationship holds:

U(x) = inf [V (y) + xy] . (2.6)

y>0

We want to prove that there is no duality gap between the primal and dual
problems. The following lemma states that the functions v and v are indeed
conjugate.

Lemma 3.1 Assume that:
u(z,q) < oo for some (z,q) € K. (2.7)

We have:

1. K C dom(u) and the value function w and v are conjugate:

v(y,r) = f§kww@wﬂw—mﬂﬁu%meg, (2.8)
x,q)€
u(z,q) = (yigfeg [w(y,r) +xy +qr] for (z,q) €.  (2.9)

2. If v(y,r) < 400, then the optimal solution he D(y,r) of the problem
(2.4) exists.

We are now in a position to obtain the characterization of efficient con-
tingent claims (Theorem (3)).

Proof of Theorem 3.

We begin by proving that efficient contingent claims satisfy the properties stated
in the theorem. For a contingent claim satisfying these properties, we then study
the converse assertion by constructing a utility function such that the contingent
claim is solution of the problem of expected utility maximization.

Let us start with the direct implication. Let ¢y € C(z0,q0), (z0,q0) € K and
suppose that ¢g is strictly efficient with the utility function U. Let (yo,70) €
Ou(xo, qo). Since u and v are conjuguate (see Lemma (3.1)) then:

u(xo,qo0) — v(Y0,70) = ToYo + qoTo-

In particular, v(yg,79) < +00. By Lemma (3.1), there exists ho € D(yo, o) solution

of the dual problem. Besides, we have:
u(wo, q0) = E[U(co)] E[V (ho) + hoco)

<
< v(yo,70) + ToYo + goTo-



Thus, the above inequalities become equalities and we obtain:

co = argmazi.>nE(U(c) — hoc), (2.10)

E (hoco) = oyo + qoro- (2.11)

We claim now that P(hg = 0). Indeed, suppose the existence of a set A,

with P(A) # 0, such that (ho) 4 = 0. Let ¢ = co + 1a. We have E(U(¢)) >

E (U(cp)), since U is strictly increasing. Moreover, E (ho¢)) = E (hocp), which is in
contradiction with (2.10).

Furthermore, ¢y and hg are anticomonotonic. Indeed, with equation (2.10),
there exists A € F such that P(A4) = 1 and, for every w € A:

co(w)=argmaz,~oU(c) — ho(w)x.
Therefore, if (w1, ws) € A? then:

U (co(wr)) = U (co(w2))
U (co(w2)) — U (co(w1))

Therefore, if we add up the previous inequalities, we obtain:

ho(w1) [co(wr) — co(w2)],

ho(w1) [eo(wz2) — co(w1)] .

AVARLY)

[co(w2) — co(w1)][ho(we) — ho(w1)] <0

for every (wy,ws) € A2
In order to conclude the proof of the first implcation, let us prove that:

ess sup ¢g < +o0o0 = ess inf hg > 0,
ess inf ¢g >0 = ess sup hg < 4o0.

Assume for a moment that ess sup ¢y = zg € Ry < 400 and ess inf hg = 0. Let
x5 > xg and € > 0 be such that ¢ < %&(”0), which is always possible because
U is strictly increasing. By concavity of U, for every = < x(, we have:

< U(ms)—U(m).

Ty — T

Define then A 2 {ho < %} and ¢ 2 col$ +xs14. First, note that P (A) # 0 because
ess inf hy = 0. On the one hand, we obtain with the relationship (2.10):

E (U (&) ~E(U (c0)) < E (ho (¢ = c0)) < SE (@, — c0) 1) (2.12)

On the other hand:

E(U(€)—-EU(c) = E|U(zs)—Ulco))la

a.s.
> e(zs—co)la

> €E(($s 700) ]-A)

which is in contradiction with (2.12) because E ((x5 — ¢p) 14) # 0.
Now, suppose that ess infcg = xg > 0 and ess sup hg = +o0o. Let us work to-
wards a contradiction. Let x; be such that 0 < z; < xg. We can choose a

12



sequence (wn){n>1} such that ho(w,) is increasing and lim, . o ho(wy) = +00.
Since ho(wy) € OU ((co(wy)), we have that co(wy,) is a decreasing sequence and:

U (z1) = U (co(wn)) < ho(wn) (21 = co(wn)) < ho(wn) (@1 — 20),
and thus by monotonicity of U(.), we have:
U (x1) = U (co(wr)) < U (1) = U (co(wn)) < ho(wn)(@1 — o)

where the last term of this inequality goes to —oo. We conclude that U (x1) = —o0,
which is a contradiction with RY C dom(U).

We turn now to the proof of the converse implication. Assume there exists
(yo,70) € R%, ho € D(yo,70) and ¢ € C(z¢,qo) which satisfy the three properties
of the theorem. Let’s build a utility function U € U such that ¢y is efficient for U.
Let A, with probability one, be such that for every (wi,ws) € A%, we have:

[co(w1) = co(w2)] [ho(w1) — ho(w2)] < 0 (2.13)

and such that, for every w € A, ho(w) < ess sup hg. We define h : Rt — R, by:

ho) :{ inf 4 {ho () [eo (@) <@} if {eo () S} £0

ess sup hg otherwise

The function h satisfies the following properties.

First, h is non increasing and h(R%) C R?*. Indeed, h is obviously non in-

creasing. Moreover if x < ess sup ¢g then h(z) is not equal to zero. Indeed, if
h(z) = 0 then {cg >} C {ho =0}. It follows that P (ho = 0) # 0, which is in
contradiction with the hypothesis. In the same way, we prove that if x > ess inf ¢
then h(z) < +o00. Thus, the last equation implies that h(R% ) C R*.
Second, we have h(cg) < hg and (z < ¢y = h(x) > hg). The first statement
follows directly from the definition of h. Suppose there exists @ < ¢o(w) such
that h(x) < ho(w). Then there exists w’ € A such that ¢p(w’) < = < ¢o(w) and
ho(w") < ho(w) which is in contradiction with equation (2.13).

Let’s define the utility function U(z) 2 J1 h(t)dt for every x € R%. From
the properties of h, we deduce that U is strictly increasing and concave. Let ¢ €
C(x0,qo) be strictly positive. We obtain:

c

E (U (c)) — E (U (co)) = E /h(t)dt < E (ho (c — cp)).

23
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Moreover, E (hoc) < zoyo + goro and E (hoco) = 2oyo + qoTo, we have:
E U (c)) —E(U (c)) <0

which proves that cg is efficient. O
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2.3 Inefficiency size

Now that we can characterize efficient and inefficient trading strategies, we
would like to evaluate the size of their inefficiency, that is, to have a measure
of how far they are from being optimal. We follow the definition of Jouini
and Kallal [14]:

Definition 4 Let (x0,qo) € Ri and cg € X(x0,q0). For a given random
endowment f to hedge at date T, in quantity qo, the inefficiency cost of the
terminal wealth co € Adm(qo, f) is the difference xg — Vg, ¢(co), where
Vaos(co) = supyey infec adm(qgo, 1) {17q0(¢) | E(U(c) — Ul(co)) = 0} is the "util-
ity price” of cg.

Indeed, Vi, f(co) is the largest amount of money that is required by ra-
tional agents, with an uncertain future endowment f to hedge, in order
to get the same utility level as with the consumption bundle ¢y. Hence,
Tgof(€0) — Vo r(co) is the smallest discrepancy, across all rational agents
with future endowment f to hedge, between the cost of obtaining ¢y and
the price at which it would be an optimal choice. Moreover, note that
Tgof(co) = Vgor(co), which means that the measure of inefficiency is always
nonnegative.

In the case of a dynamically complete market, with a unique linear pricing
rule hg, the ”utility price” coincides with the ”distributional price” intro-
duced by Dybvig [6]. Dybvig defined the distributional price of a contingent
claim ¢y as the minimum cost to achieve the same distribution of consump-
tion. However, in the case of markets with frictions (with a finite number of
states of the world), where the pricing rule is defined as the supremum over
a set of linear functions, Jouini and Kallal [14] show that the distributional
price does not coincide with the utility price anymore. They prove in par-
ticular that the utility price of a contingent claim is the minimum cost over
the convex hull of random variables with the same distribution as cg.

We will now study how the results of Jouini and Kallal [14] may be extended
to our context. We are going to prove in this section the following result:

Theorem 4 For a given contingent claim f in quantity qo to hedge, the
utility price of a consumption bundle cy satisfies:

1.

Viorleo) = min {mys(e) | E(U(e) 2 E(Uleo) for all U € U)

= min {7y, f(c) | ¢ is a convex comb. of bundles distributed as co}
CGAdm(qo,f)

2. Vior(co) = SUP,,c 5 SUP (Pyo.£(co,h) —qop | h € D(1,p)) where

Py ¢(co, h) = ceAlzll%I(lq 5 {E(hc) | ¢ distributed as cg)

14



is the utility price of co in the frictionless economy defined by the linear
pricing rule h.

9. Vaos(co) = subpep suprenqr ) { fy Foo () (1= y)dy — qop | where
F., (respectively Fy,) is the cumulative distribution function® of co
(respectively of h), and F~1(.) is the quantile function, defined as
F~Yy) =min{z | F(2) > y} for everyy € (0,1). Moreover, ifessinf co =
0, the supremum over D(1,p) for p € P becomes a mazximum, i.e. there
exists po € P and ho € D(1, o), such that:

1
Visleo) = [P OF; (0= )t = o

Result (1) says that the utility price of the net consumption bundle ¢y
obtained after hedging the random endowment qof is equal to the cost of
the cheapest trading strategy leading to a net consumption bundle that is
a convex combination of random variables with the same distribution as cg.
In particular, the utility price Vg, ¢(co) only depends on the distribution of
co- Note that in the frictionless case, because the pricing 7 is linear, the
value

min  {my f(c) | ¢ is a convex combination of bundles distributed as co}
c€Adm(qo,f)

is attained for a consumption bundle that has the same distribution as cy.
Hence, the utility price coincides with the minimum cost of achieving a given
distribution of net consumption. In imperfect markets, though, this mini-
mum is only attained for convex combination of consumption bundles that
have the same distribution as cg.

Result (2) states that the utility price Vyor(co) is the largest of the utility
prices of ¢y in the underlying frictionless economies.

Note that in our general context, we must first solve problems of the exis-
tence of solutions. In particular we will show that the property ess inf ¢y =
0, implying that the supremum over the set of linear pricing rules is a max-
imum, is strongly related to the proof of the existence of a dual solution
ﬁ(y,r) for the dual problem v(y,r) of utility maximization. Indeed, the
proof of the existence of fz(y, r) uses in a crucial way the assumption that
utility functions are well defined on RY .

We are now going to prove this result. For this purpose we will need the
following definitions and Lemma. For ¢y € L}r, a natural set we need to

3The cumulative distribution function F.(z) of a random variable ¢ defined on a prob-
ability space (€, F,P) is the probability that the random variable c is less than or equal
to z:
F.(z) =P(c<x)
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study is the set of terminal wealth preferred by every agent whatever his or
her preferences are, and defined by:

P(co) = {ee L} |E(U(c) — Ulcp)) > 0 for every U € U} .

We first need to characterize the set P(cp), which is the set of contingent
claims ¢ in L}r such that ¢ =5 cg with respect to the so-called second order
stochastic dominance. To do so, we denote by ¥¢(cg) the convex hull (closed
with respect to the topology of convergence in probability) of the set of
random variables distributed as cg.

The following properties, characterize the second order stochastic dom-
inance. Second order stochastic dominance has been in particular studied
by Rothschild and Stiglitz in a couple of articles [17, 18]. Jouini and Kallal
[14] suggest another charaterization of second order stochastic dominance,
based upon ¥g(cp)-

Proposition 1 (Characterization of P(cp)). Let co and ¢ be two ran-
dom variables belonging to L}r. The following statements are equivalent:

1. c € P(cp),
2. ce Solco) + LY,
3. fox P(c > s)ds > fox P(co > s)ds for every x € RT.

Finally, Diamond and Stiglitz [5] introduce the single-crossing property,
which is an useful criterion to prove second order stochastic dominance.

Proposition 2 Furthermore, if ¢1 in LY is such that E(c1) = E(co) and
such that there exists xo > 0 satisfying (single-crossing property):

{ Pl <z) < Peg < ) for every x < g (2.14)

P(c; < x) 2 P(co < x) for every x > xy
Then ¢ belongs to P(co).

With the next Lemma (4.1) we will be able to compute the utility price
of a contingent claim as the supremum over the set of utility prices in each
frictionless economy defined with a linear pricing rule h € D(1, p), for every
p € P. Note that the following lemma states that there exists a contingent
claim preferred by every agent with a funding cost of inf.cp(c,) g (¢). The
proof of this Lemma is provided in the Appendix.

Lemma 4.1 Let ¢y € Adm(qo, f). We have :

inf c) = min sup sup E(hc)— qop
cePleo) ©7 © c€P(c0) peP heD(1,p) (he)

= sup sup min E (he) — qop.
pEP heD(1,p) c€P (o)
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We are now in a position to compute the inefficiency size of a terminal

wealth.

Proof of Theorem 4.

We begin to study the case with a linear pricing rule; then using Lemma (4.1), we
extend the result to the general case.

Let h € D(1,p) with P(h = 0) = 0. We first prove that:

su inf E(hc)= min E(hc
UEECGBU(C()) ( ) c€P(co) ( )

with BY(co) = {c>0|EU(c)) >E(U(co))}. Indeed, since the probability space
is atomless, we can choose ¢ with the same distribution as ¢y such that ¢ is anti-
comonotonic with k. Since ¢ € P(cg), we deduce the following inequality:

sup inf E(he) <E(he).
Uel c€Bu (o)

It could happen that ¢ and h don’t satisfy the last condition of Theorem (3), that
is:

esssup ¢ < +oo = essinfh #0,
essinfé >0 = esssup h # +00.

Nevertheless, we consider for € > 0, and = > 0 the random variables:
- . €
Cre = el’p(_&‘h) Cl{&gz} + |c+ m 1{6>:E}'
The random variables c¢; . and h are anticomonotonic and satisfy the last con-
dition of Theorem (3). Since limy oo E(cye) = E(exp(—eh)é) < E(¢), and
lim, ,0E(¢z) =E (E + p%h) > E (¢), one can choose z(e), such that E (cc z(c)) =

[E (¢). The random variables c. ,(.) and h satisfy the last condition of Theorem (3):
Ce,z(c) 1s efficient and there exists a utility function U. € U such that:

E (hce,w(a)) = cIenBiIl}e E (he).

Therefore:

inf E(he) = su inf E (he
cep(cs,z(s)) ( ) UGIZICGBU(CE,:I;(E)) ( )

= inf E(he)

ceBYe
= E (hcm:(s)) .
The random variables c, ,(.) have been constructed in order to verify :
P (cE,x(E) < x) > P(e<uz) forall z < z(e),
P (Cs,z(s) < x) > P(¢ <z) elsewhere.
Thus, the single-crossing property implies that ¢ € P(cs,z(e)), and in consequence:

sup inf E(hc) > sup inf E (hc
Ueu CGBU(E) ( ) Ueu CEBU(CE,T(E)) ( )

= E (hcs@(s)) .
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Then, with the help of the dominated convergence Theorem, lim._,¢o E (hcgw(e)) =

E (h¢), and we obtain:

sup inf E(hc) > lim E(hc. ,(.)) = E(hé).
sup inf  E(he) = Iy E(hce o)) = E(he)

We deduce that:

su inf E(hc)> min E (he) =E (hc
UGE ceBU(¢) ( ) " c€P(co) ( ) ( )

and therefore:
sup

inf E(hc) = min E(hc).

Uelud ceBY (¢) c€P(co)

Let us now consider the general case. We begin with straightforward assertions.

We recall that:

Vaor(co) = sup  inf

Uelu c€By(co)

and in consequence:

V;lof(co) > sup

peP {

m(c) = sup sup sup inf E(hc)) — qop
UeU pep heD(1,p) ¢€Bu (co)

sup sup inf E(hc)) — qop.
heD(1,p) UeU c€Bu (co)
P(h=0)=0

But applying the result of the first step, we have:

sup sup sup inf E(he))—qop = sup sup min E (hc)—qop-
peP heD(1,p) UeU c€Buy (co) peP heD,p) c€P(co)
P(h=0)=0 P(h =0) =0

Furthermore, let h* € D(1,p*), with P(h* = 0) # 0 for some p* € P. If we consider
the sequence h,, = %h* + "T*1h for some h € D(1,p) , hy, belongs to D(1, %p* +(1-

L1)p), and P(h,, = 0) # 0. We have for every ¢ € P(cp), lim,— o0 E (hnc) = E (h*c).
Thus,
inf E(h"c) — qop* < sup sup min E (he)) — qop
c€P(co)

We deduce that:

peP [ heD(l,p) ()
P(h=0) =0

sup sup min E (he)) —gop=sup sup min E (he)) — qop.
peP [ heD(,p) P pEP heD(1,p) c€P(co)
{ P(h=0) =0

Now, we can use Lemma (4.1), and obtain the following inequality:

Vaor(co) > min sup sup E(he) — gop.

c€P(co) pep heD(1,p)

The other inequality is straightforward and we conclude that:

V:Zof(co)

min c
ceP(eo) QOf()

sup sup min E (hc) — gop.
peP heD(1,p) ¢€EP (o)
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It remains to prove that the infinimum is attained as soon as ess inf ¢y = 0.
Let us finally prove that suprema are maxima as soon as ess inf ¢y = 0. Indeed,
choose p,, € P, and h,, € D(1,p,,) such that:

1
Vios(co) = lim F~ 1, (6)F (1 = t)dt — qopn.

n—-+oo 0

With the help of Komlos Theorem, one can find a maximizing sequence (py, hy, ),
with p,, — po and h,, € D(1,p,) such that h,, — ho with hg € D(1, po).
Let’s prove:
1 1
lim F YO FL (1= t)dt — qopn = / Fp L) Fo (1= t)dt — gopo.
0

n—+oo J n

Indeed, let € > 0 and, since inf essco = 0, let ¢y be such that F () < e if ¢ < to.
Then foto FC_Dl(t)Fh_nl(l —t)dt < e. Moreover, for every t > to:
151
F, (1 —-t)dt 1
FY1—t) < FY(1—ag) < M ——
" " ap ap
Then, with the dominated convergence Theorem, we obtain the existence of n such
that for every n > ny, |falo [Fh_nl(l —t) — Fh_ol(l —t)] F;'(t)dt| < e and the result
follows. Therefore, the theorem is proved. O

3 Applications

In this section we provide several applications of the results of the previ-
ous sections. First, we prove that the superreplication strategies that are
known to be too expensive in the presence of market frictions have a zero-
inefficiency size. Roughly speaking, this means that it is always possible to
find individuals that are willing to adopt strategies arbitrarily close to the
superreplication one. As in Dybvig [6] or Jouini and Kallal [14], we also
provide applications of our results for performance measurement.

3.1 Trading strategies with no inefficiency size

In this paragraph, we study the strategies with no inefficiency size. An
efficient trading strategy has obviously no inefficiency size, but the converse
is not true in general. We would like now to have a simple characterization
of strategies with no efficiency cost. We begin with the following lemma,
which states that one can study only the class of random variables ¢ such
that ess inf ¢ = 0:

Lemma 5.1 Let ¢y be a consumption bundle with no inefficiency size, and
xq its price. Let by be a cash endowment, i.e. a constant random variable.
Then the contingent claim co + by has no inefficiency size for the initial
portfolio xo + by.
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Proof of Lemma 5.1.

Indeed, suppose that ¢y + by has an inefficiency size. From Theorem (4), there
exists a strategy which leads to the consumption bundle ¢ belonging to the closed
convex set of random vectors distributed as cg + by from an initial portfolio z, with
Z < xg+ bo. Let &1 = ¢ — by. The random variable ¢ belongs to the set Xo(co),
and is attainable from the initial portfolio & — by. This implies in particular that cg
is inefficient with respect to the initial portfolio xg, which is a contradiction, and
concludes the proof. O

In a context of financial markets with a finite number of states one can
see that efficient consumption bundles are stable with the addition of a
constant (see Jouini and Kallal [14]). Note that, in our framework, this is
not the case anymore, because of the last properties of Theorem (3).

One can furthermore obtain the following characterization for the contingent
claims with no inefficiency size.

Theorem 5 For a random endowment f, in quantity qo, a consumption
bundle ¢y € Adm(qo, f), s.t. essinf ¢ = 0 has no inefficiency size if and
only if there exists py € D(1,p) and hy € D(1,p), which satisfies:

1. E(hoc) — qopo = gy f(c)
2. the random variables hg and co are anticomonotonic.

Proof of Theorem 5.
Suppose that ¢g € Adm(qo, f) verifies the properties of Theorem (5). We have:

1
quf(c) = E(hoCO) — qopo = /0 F{l(t)Fc_()l(l — t)dt — qoPo-

Moreover, for all h € D(1,p) and p € P, we have the following result:

1

Tgor(co) = E (hoco) — qopo > E (heo) — qop > A F ) FL (1 —t)dt — gop

and therefore, with the last theorem, there is no inefficiency cost for cg. O

Note that, in this theorem, the random variable of pricing hg is not
necessarily strictly positive as it was the case for the characterization of
strictly efficient consumption bundles. Let us give now two applications of
the above result, first in the case of no consumption bundle to hedge, and
then for the superreplication strategy.

Corollary 5.1 A contingent claim with ess inf ¢ = 0 has no inefficiency
cost if and only if there exists h € D(1), which satisfies:
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1. E (he) = m(c)
2. ¢ and h are anticomonotonic.

This corollary is an immediate consequence of the last theorem. Another
corollary quite interesting, is that superreplication strategies have a zero-
inefficiency size:

Corollary 5.2 Let f be a contingent claim with f < 0. The superreplication
strategy of the contingent claim f has no inefficiency size.

Proof of Corollary 5.2.

Indeed, let X € X (&) be the superreplication strategy of the contingent claim f, &
being the initial value of this strategy. Note that the random variable 0 belongs to
the set D(1,1), is anticomonotonic with X7 + f, and satisfies:

EOXr—f)=0=3%—1z.
Applying Theorem (5) gives the corollary. 0.

As Jouini and Kallal [14] already stressed, note that the superreplication
strategies of the contingent claim f are not necessarily replicating ones.
Nevertheless, they always have a zero inefficiency size.

3.2 Performance measure

In this paragraph, we apply the results of the previous sections to the mea-
sure of performance. As in Dybvig [6] or Jouini and Kallal [14], we follow
the tradition of comparing some investment strategy and its distribution of
payoffs to the alternative of trading in a given securities market: the bench-
mark market. Since we do not assume that the market is frictionless, we
have to take into account the uncertain future endowment because invest-
ment and hedging decisions can no longer be separated.

Given an uncertain future endowment f in quantity qg, an investment strat-
egy is evaluated on the basis of the distribution F; of its net payoff ¢, where
¢ might depend on information not available to the agents (but only to the
portfolio manager), allowing for information-trading and private investments
outside the benchmark market. The benchmark market is described by the
set M of supermartingales measures of pricing that summarize the invest-
ment opportunities that are available. For utility pricing, by Theorem (4),
the relevant characteristic of the benchmark market is the set of cumulative
distribution functions of the random variables belonging to |J,ep D(1,p).
We then obtain the following result.

Suppose that an investment strategy leads from an initial wealth wg to a
cumulative net distribution of payoffs I, , with the hedging of a random en-
dowment f in quantity go with ¢ € L. Let Vg, (co) = suppep suphep(l,p){fol FY)F (11—
t)dt — qop. Then,
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1. if wg < Vg, f(co), then there is superior performance, i.e. there exists
a rational agent with concave and strictly increasing von Neumann-
Morgenstern preferences who prefers receiving the net distribution of
payoffs Fi, to trading in the benchmark market. Moreover, the largest
amount such that a rational agent would pay to switch is Vg, ¢(co) —
wo > 0.

2. if wg = Vg, f(co), then there is ordinary performance, i.e., every ratio-
nal agent with concave and strictly increasing von Neumann-Morgenstern
preferences weakly prefers trading in the benchmark market to receiv-
ing the distribution of payofts Fi,. However, the lowest amount such
that a rational agent would pay to switch is equal to zero.

3. If wg > Vgy#(co), then there is inferior performance, i.e., every rational
agent with concave and strictly increasing von Neumann-Morgenstern
preferences strictly prefers trading in the benchmark market to receiv-
ing the distribution of payoffs F,. Moreover, the lowest amount such
that a rational agent would pay to switch is wg — Vg, ¢(c).

Hence, by comparing the initial investment required by an investment

strategy to the utility price of the distribution of its payoff we can evaluate
its performance. If the utility price is lower than the initial investment, the
portfolio is not well diversified and is underperforming. If the utility price is
equal to the initial investment, the portfolio is well diversified and it is per-
forming as it should. If the utility price is larger than the initial investment,
the manager has superior ability and/or information and/or is subject to
lower transaction costs, and the portfolio is overperforming.
This result gives an alternative to the Security Market Line (SML) in mea-~
suring portfolio performance. As opposed to the standard SML analysis,
this alternative gives a correct evaluation even when a superior performance
is due to private information. Indeed, the SML is based on mean-variance
analysis, and even securities are assumed to be jointly normally distributed,
they will typically not be normal once conditioned on information.

A Appendix

Duality results and proof of Lemma (3.1)

In this section, we prove duality results leading to Theorem (2) and Theo-
rem (3.1). We first establish a bipolar relationship between the sets C(z, q)
and D(y, ), giving us immediately Lemma (2). We then use a uniform inte-
grability property in order to obtain the existence of a solution for the dual
problem.

The following result, proved in the context of incomplete market by Hugonnier
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and Kramkov [10], is the necessary extension of the bipolar relationship be-
tween C(z) and D(y) to the case of expected utility maximization problem
with an uncertain future random endowment at date 7.

Proposition 3 1. Let (z,q) € K and ¢ > 0. The random variable c
belongs to C(x,q) if and only if:

E [hc] < zy + qr for every (y,r) € G and h € D(y,r). (A.15)

2. Let (y,r) € G and h > 0. The random variable h belongs to D(y,r) if
and only if:

E [he] < zy + gr for every (z,q) € K and ¢ € C(x,q). (A.16)

Proof of Proposition 3..
We begin with a closure property of the sets D(y) and D(y,r). Then we prove
respectively the first and second assertions of Proposition (3).

Let us first characterize the closure of D(y) and D(y,r). Let (y,r) € G. The
sets D(y,r) and D(y) are closed for the topology of convergence in measure. We
establish the result for D(y,r). Indeed, let h, € D(y,r) be a sequence which
converges almost surely to a random variable h. First, we have by Fatou’s Lemma,
E(h( X1 +qf)) < a2y + gr for every X € X(x,q). By definition of D(y,r), there
exists a sequence of supermartingales Y™ belonging to Y(y,r) such that Y' > h,.
Following Lemma 5.2 from Follmer and Kramkov [8], there exists a sequence Y™ €
conv{Y™, Y"1 1 n > 1, and a supermartingale with Yy < y such that Y™ s
Fatou-convergent to Y on a dense countable set 7 of [0, T]. Using Fatou Lemma, it
is easy to see that Y X is a supermartingale for each X € X(z). Moreover, Y > h

and if we define:
7 _ Y,, ift<T
b h t=T

Then Z € Y(y,r), and thus h € D(y,r).

a.s.
Let us now prove the first assertion. Suppose that ¢ > 0 and such that for
every (y,r) € G and h € D(y,r), we have:

E [hc] < zy + gr for some (x,q) € K

Let us prove that ¢ belongs to C(z,q). Let p belong to ]5, and define the set
M(p) € M of measures Q € M such that E?[f] = p. We have obviously M C

Y (1). Furthermore, if hr = %, for some Q € M(p), and X € X(x), we have:

E (hr (Xt +qf)) = E(hr X7) + qp <  + gp.
Thus, hr € D(1,p) and:
E¢c—qf) <z +qp—qp=2x

for every Q € M(p) and p € P. With the help of the superreplication Theorem
(see Proposition 4.1 in Follmer and Kramkov [8]), there exists a superreplication
strategy of ¢ — ¢f in X(z) , i.e. ¢ € C(x,q), and the first assertion is proved.
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We turn now to the second assertion. Let hg > 0, (yo,70) € G, and suppose
that
E(hoc) < zyo + qro
for every (z,q) € K and ¢ € C(z,q). We want to prove that hy € D(yo,70)-
If yo = 0, since ¢ < 0, necessarily ro = 0; Thus hg = 0, which belongs to D(0,0).
Now, let assume that yo # 0. By the superreplication Theorem, the following
property holds:

¢ € C(1,0) if and only if E (hc) < yo for every h € D(yo).

Thus, applying the bipolar Theorem (see Brannath and Schachermayer [1]), since
D(y) is closed with respect to the topology of probability convergence, we have :

h € D(yp) if and only if E (he) < yo for every ¢ € C(1,0)

which is the case for hy and thus hg € D(yo). Therefore, there exists Y € Y(y)

a.s.
such that Y7 > hg, and, in the same way as in the proof of the closure of D(y,r)),
we define a new process Z by:

Y, itt<T
Zt{ho t="T.

Then Z belongs to Y(y,r) and thus, finally, hg belongs to D(y,r). O

A straightforward application of this result is Theorem (2).

We shall need now the following result of uniform integrability. This prop-
erty, already proved in Kramkov and Schachermayer [16] is a key result to
obtain the existence of a solution to the dual problem.

Lemma A.1 Let (y,r) € G. The family of random variables V(h)}:E'D(y ")
is uniformly integrable.

We are now in a position to prove Lemma (3.1). We follow the sketch
of the proof of Lemma (3.6) in Kramkov and Schachermayer [16]. We first
restrict our study to the case of terminal wealth bounded by a positive
integer n in order to apply a minimax theorem. Then, using the uniform
integrability of the family V(h);ep(y’r) for (y,r) € G, we let n go to infinity
and we prove the existence of the solution of the dual problem as well as the
conjugate relationship between the functions u and v.

Proof of Lemma (3.1).
We prove first that:

’l)(y7’f‘) = Ssup [’U,(l‘, q) —TY = q’l"] for (yu 7") € g7 (A17)
(z,q)EX
and the fact that the optimal solution h € D(y, ) of (2.4) exists as soon as v(y, r) <
+00.
First, we put aside the case (y,7) = (0,0). Indeed, since only 0 belongs to D(0, 0),
we have v(0,0) = sup,- U(z) = sup(, q)ex (7, ¢) and the result is therefore trivial.

Now, let (yo,70) € G\ {(0,0)}. Consider the set C*(yo, 7o) defined as follows:

C*(yo,70) 2 {c € C(x,q), for (z,q) € K such that zyo + gro < 1}.
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We define, for n > 0, the set B,, of L> by B, 2 {g10<|g| <n}. The set B, is
o(L>®, L')-compact and D(yo, o) is a closed-convex subset of L. Furthermore, the
function f,, defined on D(yg,r9) X By by:

fu(hye) EEU(C) — ch]

is obviously concave with respect to c, linear and continuous with respect to h in
the space L'. One can therefore apply the minimax Theorem, stated in Strasser
(Theorem 45.8 p. 239, in [19]), and we obtain:

su inf n(h,c) = inf sup fn(h,c). A.18
ceBIZL hG’D(yoﬂ”o)f (. <) hGD(yo»To)cel’El Julhye) ( )

Now, let’s study the convergence of both right and left sides of this equation, letting
n goes to infinity.

For the left side, one deduce first easily from the definition of D(yg, 7o) and
Ct(yo, 7o) that h € D(yo, 7o) if and only if

E [hc] < 1 for every ¢ € C(yo,70).

Thus, from the bipolar Theorem (see Brannath and Schachermayer [1]), the random
variable ¢ belongs to the closure C*(yo,70) of C*(yo, 7o) if and only if:

sup E(he) <1.
he€D(yo,ro)

We deduce that:

sup inf  E[U(e) — ch] = sup sup E[U(c) —2].
c€B,, h€D*(yo,0) 2>0 ceB,,NzCL (yo,m0)

Applying Lemma (11) from Hugonnier and Kramkov [10], we have:

sup inf  E[U(e) —2] = sup E[U(c) — z].
c€B,NzCL (yo,ro) REP T (0,0) c€BnN2zC+(yo,m0)
Thus:
lim su inf E[U(c) —ch] = su su E(U(zc)) — z
n—+o0 cEBpn heD*(yo,r0) ) ] z>13 {ceci(z?o,ro) Uiz }

= sup u(x,q)— xyo — qro-
(z,q9)EK

Now, for the right side of the equation, if we define V,,(y) = supy,<, U(z) — zy,
we have:

. . A
inf  sup E[U(¢c) —ch]= inf E[V,(h)) =v"(yo,70).
hG'D(ymTo)celi [ ( ) ] he€D(yo,r0) [ ( )) (yo O)
Consequently, since we have, by the convergence of the left side of the equation
(A.18):
lim v"(yo,70) = sup wu(z,q) — zyo — qro
noteo (z,9)€EK
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it is sufficient to prove that lim, . v™(y0,70) = v(yo,70). Obviously, we have
v™ <wv. Let (hy)n>1 be a sequence in D(yo, 7o) such that:
lim E[V,(h,)]= lm v"(yo,r0).
n—-4o0o n—-4o0o

Since the set D(yg,70) is bounded in L', we can apply Komlos Lemma (see Hall
and Heyde [9]) and find a sequence g,, € conv(hy, hpi1,...), hn € D(yo, o), which
converges almost surely to a random vector h. The sequence g, and the limit
h belong to D(yg,r0) by closure of D(yg,ro) with respect to the convergence in
probability topology. Furthermore, from the convexity of V,,, we have:

E[V,.(gn)] < Sl;p E [V (hp)] < Su>p E [V (hm)]
where the last inequality holds because of the increasing of the sequence V,,(.).
Moreover, the family V;,(g,)~ is uniformly integrable. Indeed, we can choose yg > 0
such that there exists zg < 1 with xg € OV (yp). We have then 0V (yo) = 9V,,(yo) =
OVi(yo) and OV, (y) = 9V (y) as soon as y > yo, i.e. Vy(y) = V(y) as soon as
y > yo. We deduce then that:

Vilgn)™ < V(gn)” +Vi(yo)™"-

The property of uniform integrability of the family V;,(g,)~ comes then from the
one of (V(gn))~ (see Lemma (A.1)).
This leads to the following inequalities, with Fatou’s Lemma:

lim E[V(hn)] > liminfE[V,(gn)] > E [V(ﬁ)] > v(yo, 7o)

n—-+oo n—-+oo

which proves the equality (A.17), and the fact that if v(yo, ro) < 400, h is solution
to the dual problem.
It only remains to prove that:

u(z,q) = (yigfeg [v(y,r) + xy + qr] for (z,q) € K.

This equation is obtained by usual theory of conjugate functions, since K is an
open set belonging to the domain of u. O

A.1 Proof of Lemma (4.1).

Proof of Lemma 4.1.
One can first remark that the following inequality is straightforward, for ¢ € P(cp):

inf sup sup E(hc) —qop > sup sup inf E(hc) — qop-
c€P(co) pep heD(1,p) peP heD(1,p) c€P(co)

Thus, we just need to prove the converse inequality in order to obtain the result.
The sketch of the proof is as follows. We use the same scheme as in the proof of du-
ality results for the utility maximization problem. We begin with a remark an then
study bounded random variables with some integer n, finally letting n go to infinity.
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Remark A.1 To wverify that a terminal wealth ¢ € Li_ belongs to the set P(cyp),
we could restrict our study to bounded and twice continuous differentiable utility
functions. Indeed, one can always find a sequence of utility functions U, € U N
CZ(R%,R), such that |U,(z)| is non decreasing and such that lim,_, o Uy, (z) =
U(xz). Then, the theorem of dominated convergence implies that if E (Uyp(c)) >
E (Un(cp)), then E (U(c)) > E (U(cp)).

With this remark, note that it is straightforward to see that P(cp) is closed with
respect to the topology of convergence in measure. For each p € P, we denote
by D, (1,p) the set D(1,p) N{h | 0 < h < n} The sets D, (1,p) are weak convex
compact subsets of L'. Moreover with the theorem of dominated convergence,
(h,p) — E (hc) — qop is continuous. By the same minimax Theorem (Strasser [19])
as the one applied in the proof of Theorem (3), we obtain:

sup  sup inf E(hc)—qp= inf sup sup E(he)— qop. (A.19)
P€75 h€Dy(1,p) c€P(co) c€P(co) p€75 h€Dn(1,p)

Now, let n go to infinity and study the convergence of both sides of the equation
(A.19). To do so, we define the function 7, as

A
ma(c) =sup  sup  E(hc) — qop.
pe'ﬁ' hE’Dn(l,P)

The equation (A.19) implies in particular that:

lim inf m,(c = lim su su inf E(he) —
n—+00 c€P(co) n( ) n—-4o00 peg hE'DnI()l,p) c€P(co) ( ) qop

< sup sup inf E(he) — qop-
peP heDy(1,p) c€P(co)

Note that, for every random variable ¢ € P(cy), we can always find a random
variable é € X(c¢p) with ¢ < ¢ (Theorem (1)). Thus, we can choose a sequence
¢n € X(cp) such that

lim inf 7,(c)= lim m,(c,).
n—-+o0o CEP(Co) n—-+o0o

Since E(c,) = E(cp) (indeed ¢, € ¥(cp)), one can apply the Komlos Theorem, and
find a sequence &, € conv{cy, cni1,Cnta, ...} such that é, — ¢ almost surely. Since
Y (ep) is closed with respect to the topology of convergence in measure, the sequence

én and its limit ¢ belong to the set X(cg). We obtain:

Tn(Cn) < sup m,(cm)

m<n
< sup m(cm)

m<n

where the first inequality is obtained since 7, is convex, and the second one by
monotonicity of the sequence 7,,. Moreover:

Tn(Cn) > inf m,(¢k) > sup sup inf E(héx) — qop
kzn peP heDy(1,p) k27

v

sup sup E (inf h&k> —qp= <inf h6k>
peP he€Da(1,p)  \F21 " \kzn
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where the two first inequalities are straightforward and the third one is deduced
from Fatou’s Lemma. Finally, the theorem of monotone convergence gives:

. N . e s
ngg-loo T (Cn) - TLEI'POO o (ég% Ck)
= sup sup E(hé)— qop.
peP heD(1,p)

Thus, using equation (A.20), we obtain:

sup sup inf E(he)—qop > lim m,(cy)

peP heD(1,p) c€P(co) neheo
> sup sup E(hé)— qop.

peP heD(1,p)

As ¢ € P(cp), we conclude that:

min sup sup E(hc)—qop <sup sup inf E(hc) — qop.

c€P(co) pep heD(1,p) peP heD(1,p) ¢€P(co)
The other inequality is straightforward and the result is proved. O
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