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Zusammenfassung

(German)

Diese Dissertation behandelt optimale Hedging-Strategien unter Kapitalbeschrankungen im
Rahmen einer robusten Marktmodellierung. Die Modellunsicherheit bei der Beschreibung
von Finanzmérkten kann reduziert werden, indem nicht nur ein einzelnes Modellmaf,
sondern eine Menge von Maflen simultan betrachtet wird — ein Ansatz, der unter anderem

als robuste Marktmodellierung bezeichnet wird.

In dieser Arbeit wird gezeigt, dass die Konstruktion optimaler Hedging-Strategien unter
Kapitalbeschriankungen in robusten Marktmodellen zur Entstehung einer Indifferenzkurve
optimaler Strategien fithrt. Diese Indifferenzkurve veranschaulicht die Kompromisse, die
zwischen verschiedenen Marktannahmen und Modellvarianten eingegangen werden miissen.
Es wird gezeigt, dass alle Hedging-Strategien entlang dieser Indifferenzkurve mithilfe von
worst-case Martingalmaflen hergeleitet werden kénnen. Zudem werden Stetigkeitseigen-
schaften dieser worst-case Mafle bewiesen, wodurch sich der numerische Aufwand zur

Bestimmung der optimalen Hedging-Strategien reduziert.

Dariiber hinaus werden einige Probleme dargestellt, die bei der Interpretation der mathema-
tischen Losungen aus praktischer Sicht auftreten, insbesondere bei der Verwendung nicht-
dquivalenter Mafle. Es wird gezeigt, dass sich diese Probleme durch einen Modellierungsan-
satz mit Bildmaflen 16sen lassen. Dariiber hinaus wird untersucht, inwiefern sich die Ergeb-
nisse unter diesem Ansatz von den urspriinglichen Resultaten unterscheiden beziehungsweise

unter welchen Bedingungen die Ergebnisse iibereinstimmen.
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Abstract
(English)

This thesis investigates optimal hedging strategies under capital constraints within a robust
market modelling framework. Uncertainty in financial market modelling can be reduced
by considering not just a single model measure but a set of measures simultaneously — an

approach known as robust market modelling.

This thesis shows that constructing optimal hedging strategies under capital constraints in
robust market models leads to an indifference curve of optimal strategies. This indifference
curve illustrates the trade-offs that must be made between different market assumptions
and model variants. It is shown that all hedging strategies along this indifference curve
can be derived using worst-case martingale measures. Furthermore, continuity properties
of these worst-case measures are proven, which helps to reduce the computational effort

required to determine optimal hedging strategies.

Additionally, challenges in interpreting the mathematical solutions from a practical per-
spective are discussed, especially in view of non-equivalent measures. It is shown that these
issues can be addressed through a modelling approach based on pushforward measures.
Moreover, the thesis examines how the results under this approach differ from the original

results and under what conditions they coincide.

111



v



Contents

[List of Figures| Vil

1. Intr ion 1

LI Motivationl . . . . . . . . . . 1

[1.2. Theoretical background| . . . . .. .. ... ... oL 3

T3 0Outling . . . . o oo 4
[2.1. Stochastic processes| . . . . . . . . ...
[2.2. Semimartingales| . . . . . ... .o o

[2.3. Stopping times and decompositions|. . . . . . . ... 13

[2.4. Changes of measures . . . . . . . . . ... . 14

[2.5. Notation and market modelling| . . . . . .. .. ... ... ... ... .. 17

\3. _Mathematical foundations| 19

[3.1. Robust market modelling| . . . ... ... ... ... .. 0. 19

[3.2. Pricing-hedging duality for robust market models| . . . . . . . .. ... .. 32

[3.2.1. Robust optional decomposition theorem| . . . . . . . ... ... .. 32

[3.2.2.  Robust pricing-hedging duality] . . . . . ... ... ... ... ... 35

[3.3. Robust Neyman-Pearson lemmal. . . . . ... ... ... .......... 43

[3.3.1. Minimax optimisation| . . . . .. .. .. ... L L. 44

[3.3.2. Measure-convexity| . . . . . . .. ..o 46

[3.3.3. Financial application|. . . . . . ... .. ..o 0oL 50

|4. Optimality of hedging strategies| 59

[4.1. Optimal hedging strategies for single market models| . . . . . .. ... .. 59

411, Valueatriskl . . . . . . . .. 59

4.1.2. Optimal hedging strategies under different risk measures|. . . . . . 64

4.1.21. Successratiol . . . . ... ... 64

[4.1.2.2. Expected shortfall . . . . . . ... ... 66

[4.1.2.3. Coherent risk measuresl . . . . ... ... ... ...... 69



Contents

[4.2. Optimal Hedging Strategies for robust market models| . . . . .. ... ..
4.2.1. 1 riskl ..o

4.2.2. Extension to additional risk measures and concavity| . . . . . . ..

14.2.3. Worst-case measures @ for different weightings . . . . . . ... ..

[5. Application and examples|

[5.1. Monte-Carlo methods and approximation of SDE-solutions| . . . ... ..

[5.2. Single market models|. . . . . . ... oo
[5.2.1.  Analytic solutions in the Black-Scholes model . . . . . . .. .. ..
[5.2.1.1. Call options| . . . .. ... ... ... ...

[5.2.1.2. Binary optionl . . . . . ... ... oL

[5.2.2.  Numerical approach for jump models|. . . . . . ... ... ... ..

[5.2.2.1. Numerical approach| . . . . . ... ... ... .. .....
[5.2.2.2. Merton-Jump-Diffusion model| . . . . . . ... ... ...

71
74
83
86

[5.3.1.  Analytic solution in Black-Scholes models with parameter uncertainty| 114

[6. Analysis of the Skorokhod framework|

[6.1. Issues of the Skorokhod space framework|. . . . .. .. ... ... ... ..
.2. _Push-Forward m TES . v e e e

[6.2.2. Numerical implementation of the push-forward approach|. . . . . .

[6.3. Examples| . . .. ...

[7._Conclusion|

8. Outlook

|A. Martingale measures for jump diffusion model|

VI

117

121
121
124
124
134
135

139

141

149



List of Figures

[5.1. Success probabilities of optimal hedging strategies for a call option in a |
[ Black-Scholes market for different capital constraints.| . . . . ... .. .. 102
[5.2. Success probabilities for different values of v and ~ in the Merton-Jump |
modelll . . . .. 111
[5.3. Success Probabilities depending on the capital constraint in the Merton- |
[ Jump model| . . . ..o 112
[5.4. Barrier ¢; and co of the optimal knockout options for different weightings \.| 116
[5.5. Optimal success probabilities under P; and Py for different weightings A.|. 116
[5.6. Sum of success probabilities for different weightings A.| . . . . . . . .. .. 117
[5.7. Optimal success probabilities in robust Black-Scholes model using Monte |
Carlo simulation . . . . . . . . ... 119
[6.1. Density functions of the maximum of a geometric Brownian motion up to |
| T=1witho=0,5and g =05under P, y =0under @] ... ... ... 137
6.2. Radon Nikodym derivative :iig—ﬁ; , of the maximum of a geometric Brow-
[ nian motion and the transformed payout £C' of a lookback option with
| strike K = 120 and capital constraint Vy = 20.| ............... 137

Image rights to the university logo on the title page are held by the Carl von Ossietzky

University Oldenburg.

VII



VIII



Chapter 1.

Introduction

1.1. Motivation

The choice of a market model plays a central role in the pricing of stock options and
other derivatives. Apart from the stochastic model risk, which consists of the stochastic
behaviour of the underlying, the choice of a market model introduces an additional risk,
also known as uncertainty. There is always a risk that the model chosen is not a good
approximation of reality or does not reflect certain risks well. It is difficult to develop
models that reflect all risks, especially as financial markets become more complex, for
example due to globalisation, digitalisation and climate change. This distinction between
quantifiable and unquantifiable risks was made by Frank Knight as early as 1921, see
Knight , which is why unquantifiable risks, including model risk, are also known as
Knightian risks. It can therefore be useful to adopt a robust approach to pricing and
hedging portfolios. In this context, a robust approach means considering not just a single
market model, but a set of market models simultaneously. In this set, an investor can
combine all the market models that seem realistic to him. The resulting set is called P in
this thesis. Approaches to reduce model uncertainty seem necessary, especially after the
increasing frequency of financial crises, such as the dot-com bubble in 2000, the housing
bubble in 2007, the eurozone crisis in 2010, the coronavirus crisis in 2020 or, most recently,

the war in Ukraine.

It is not only modelling that contributes to the security of financial markets, but also the
hedging of financial products. This thesis mainly deals with the hedging of options in the
above mentioned robust market model. Since robust modelling of financial markets usually
leads to an incomplete market, hedging financial products in particular is a challenging
mathematical problem, as there are non-replicable options and thus a difference between

the option and the corresponding hedging strategy, the so called hedging error. One of
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the problems in financial mathematics consist in developing suitable hedging strategies in
order to minimise the risk arising from this error. The hedging error and the resulting risk
are mainly related to the chosen market model. Therefore, in view of the non-quantifiable
model uncertainty, it seems reasonable to consider risk-minimising hedging strategies under
robust market modelling. One of the most important statements in this context is the
pricing-hedging duality, which states that the supremum over all prices of a financial
product in an incomplete market is sufficient to set up a hedging strategy that hedges
the financial product without risk, this strategy is called superhedging strategy. However,
since on the one hand superhedging prices are unrealistic high and on the other hand
participants in the financial market generally have to take on risk in order to earn money,
the more relevant practical question is how risk can be minimised under capital constraints.
In addition, the marginal utility of the capital invested in a hedging strategy decreases,
which further devalues the benefit of a 100% hedging strategy and emphasises the benefits

of hedging strategies under capital constraints.

From a mathematical perspective an option can be modelled as a random variable C
representing a payoff in some future time 7'. For an adapted cadlag process S, representing
the underlying stock, a hedging strategy H can be described as an S integrable predictable
process. Consequently, the corresponding hedging error in 7' is the random variable
x4+ f(;f HdS — C, whereas «x is the initial investment and the integral is the It6 integral,
representing the gains of the hedging strategy. Defining a risk measure p, we are facing the
optimisation problem of minimising the risk p(z + foT HdS — C) in H under the constraint
z < Vj simultaneously under all market models that were considered realistic, whereas Vj

represents a capital constraint.

In this thesis we aim to examine how optimal hedging strategies can be constructed in
robust market models under capital constraints and especially with focus on how they
behave under different market models. We will show that there exists an indifference curve
of optimal hedging strategies and how we can determine all optimal solutions to the above

motivated optimisation problem.

Since optimality of hedging strategies strongly depends on the chosen risk measure we will
focus on regulatory important risk measures such as the value at risk and the expected
shortfall, but we also show that the presented theory can be generalised up to general

coherent risk measures.



1.2. Theoretical background

1.2. Theoretical background

Due to the importance of this topic for the financial world, there is a large amount of
literature examining the problems motivated above. Therefore, we will first give a brief
overview of the most important publications on this topic and results that are particularly

relevant for this thesis.

One of the first publications to introduce the modelling of financial market models using a
geometric Brownian motion is by Samuelson , which significantly influenced the seminal
work of Black and Scholes [8] on the Black-Scholes model and laid the foundations of classical
financial market modelling using a single market measure P. The classical Black-Scholes
model was further developed due to its popularity, leading to a comprehensive theory
of complete and later incomplete markets, including the fundamental theorem of asset
pricing in Harrison and Kreps or Delbaen and Schachermayer , the introduction
of jump models in Merton [48], closed form solutions in stochastic volatility models in
Heston [30], or contributions to interest rate modelling in Vasicek or Ingersoll and
Ross just to present some of the most notable developments. Despite its great success
and widespread use, financial crises led to increasing criticism of classical modelling for its
failure to address model uncertainty. A natural response to this criticisms has been the
development of robust mathematical frameworks that account for uncertainty in model

parameters and probability measures.

One possible framework that was developed completely omits the physical probability
measures and defines only the set of possible paths for the underlying. This approach is
called a pathwise approach or model free set up and often relies on the fact that many
options, especially European type, are so liquidly traded that prices can be used as an input
for modelling instead of an output. One of the first works using a model free approach
is Hobson [32], where price bounds of lookback options are derived without a specific
probabilistic model. The approach was further generalised in numerous works, e.g. Hobson
with the idea of reconstructing models using option prices observed at the market.
Most importantly, this approach allows for a robust version of the fundamental theorem of
asset pricing, see Accacio et al , and a robust version of the pricing-hedging duality, see
Hou and Obloj [33].

For many risk measures, however, a physical market measure is important. Since we
eventually want to describe the optimality of hedging strategies with respect to a risk
measure, this work uses the second approach to address model uncertainty, the quasi sure
approach, which uses a set of measures P, that each defines a possible or realistic market

measure. The mathematical framework for a quasi sure stochastic analysis regarding a set
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of measures, in contrast to almost sure stochastics regarding a single probability measure,
was developed by Laurent and Martini |18], among others. As also shown in this thesis,
this approach allows for a robust fundamental theorem of asset pricing, see e.g. Biagini [5]
using a pathwise continuity assumption, and a robust pricing-hedging duality, see Nutz
for the time continuous case or Bouchard and Nutz ﬂgﬂ for the time discrete case.
While in this set up the extreme case of a singular set P = {P} refers to the classical
modelling, the other extreme case of all possible probability measures refers to the model

free approach.

The pricing-hedging duality shows that the largest of all arbitrage free prices is sufficient to
find an admissible superhedging strategy, i.e. a strategy that always exceeds the financial
product. As already mentioned in the motivation, this approach is not suitable for real-
world applications, because these superhedging prices are excessively large especially in
stochastic volatility models. As a consequence Follmer and Leukert , presented a
solution to the problem of optimal hedging under capital constraints in classical market
modelling regarding shortfall probability and expected shortfall, also called quantile hedging.
This idea was generalised to the class of coherent risk measures in Rudloff and Nakano
. Note here that there are many other suitable risk measures, e.g. the quadratic hedging
error that can be optimally reduced using so-called mean variance hedging strategies, that
are mostly based on the closedness of the space of all attainable claims and orthogonality
arguments, see Schweizer for an overview. This thesis will concentrate on quantile

hedging and thus on risk measures that are of regulatory importance.

Surprisingly, there has been limited research on the combination of optimal hedging
under capital constraints and robust market modelling, which is the main topic of this
thesis. We will examine how optimality with respect to a risk measure can be understood
in robust markets and will show that there is an indifferent curve of optimal hedging
strategies. Furthermore, we will present some problems that arise when comparing the
mathematical results with a practical point of view and how these problems can be

solved.

1.3. Outline

This thesis is divided into 5 chapters. The second chapter establishes the mathemati-
cal framework by introducing the notation used in this thesis, some basic results from
stochastic analysis and some additional mathematical results that will be referred to

later.



1.3. Outline

The third chapter introduces the basics for the derivation of optimal hedging strategies.
First, robust modelling, as opposed to classical market modelling, is introduced and
examined for typical properties such as arbitrage freedom or the fundamental theorem of
asset pricing. In addition, the pricing-hedging duality is formulated and proved in a robust
form. Finally, the Neyman-Pearson theory is introduced and extended in a way that is

suitable for financial mathematics and robust markets.

In the fourth chapter, these results are used to derive optimal hedging strategies not only
for single market models, but also in the robust market models introduced. Optimality is
understood here from a regulatory perspective, i.e. with a focus on the shortfall probability
and the expected shortfall, but can also be extended to general coherent risk measures. In
particular, it is shown how optimal strategies can be determined for robust market models,
that an indifference curve of optimal hedging strategies emerges and how these hedging

strategies can be constructed.

In the fifth chapter, some examples of optimal hedging strategies are derived both ana-
lytically for the Black-Scholes model and numerically in more complex models where an

analytical solution does not exist or is too complex to calculate.

The sixth and final chapter describes problems that can arise when interpreting the mathe-
matical solution from a real-world perspective and presents a way in which mathematical
modelling can be adapted to solve these problems. In addition, a summary of the work

and an outlook on further open research questions are presented.






Chapter 2.

Preliminaries

We first establish the basic mathematical concepts and notations that will be used through-
out, before moving on to the core topics of this thesis, namely the robust modelling of
financial markets and optimal hedging strategies in this framework. In particular, we
introduce key definitions from stochastic analysis that form the basis for modelling financial

markets and formulating hedging strategies.

A precise specification of the underlying probability space and stochastic processes is
crucial, as different conventions exist in the literature. Since our results depend on these
definitions, we explicitly outline the relevant notation, with a focus on stochastic processes,
the measurable spaces they are defined on and the corresponding probability measures.
These concepts are essential for modelling stock price dynamics and play a central role in

our theoretical framework.

This section provides only a brief overview of the mathematical framework used in this
thesis and introduces some results that will be referred to in the thesis. Since most of the
following definitions and constructions are based on the works of Jacod and Shiryaev
and Protter [56], further information can be found in these books, that can be considered

as standard literature in the stochastic analysis.

2.1. Stochastic processes

Definition 2.1.1. Filtration
Let (€2, F7,P) be a probability space. Let (F;)icr, be a right continuous family of sub-o-
algebras of F, i.e Fy C F; for every s <t and F; = (,5; Fs. Then

IF = (ft)t€R+

is called a filtration and (2, F,F,P) is called a filtered probability space.
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For the following definitions we assume the filtered complete probability space (2, F,IF,P)
to be fixed.

Definition 2.1.2. Adaptation
Let X : Q x Ry — R be a stochastic process. If X(-,¢) is a Fi-measurable random variable
for every t € R, , X is called an F-adapted process.

Definition 2.1.3. Cadlag
A process (X¢)i>0 is called a cadlag process if the function of sample paths ¢ — X; is right
continuous with existing left limits almost surely. Equivalently, a process is called caglad

process if t — X, is left continuous with existing right limits almost surely.

Definition 2.1.4. Predictability
A stochastic process (X¢)>o is called predictable if it is adapted to the o-algebra generated
by all caglad processes, the predictable o-field.

Definition 2.1.5. Process of finite variation

Let X be a cadlag process. The process V,)(X) = sup,cp . cr | Xt, — Xty |, where P is

the set of all partitions on [a, b], is called the total variation process of X. The set V is the
set of all adapted cadlag processes with finite total variation, i.e. a total variation process

that is finite on each compact interval of [0, c0).

Proposition 2.1.6.

For every continuous process A € V there exists a predictable process 6 such that

t
2z
0
is increasing and [0| = 1.

Proof. The proposition is a direct consequence of the Hahn decomposition theorem, where
the predictability of @ follows from the continuity of A. For a detailed proof, see Lemma 4
in Lowther [44]. O
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2.2. Semimartingales

Definition 2.2.1. Martingales, supermartingales and submartingales
Let M be an adapted process with E[|M;|] < oo and let s < t. M is called martingale with
respect to the filtration IF if

E[M|Fs] = M.

We call M a supermartingale if E[M;|Fs] < M, or a submartingale if E[M;|Fs] > M. Note
that these properties depend on the choice of the measure P and the filtration IF.

Definition 2.2.2. Localized classes
If C is a class of processes, we define the larger class Cj,. as the set of all processes such
that there exists an increasing sequence of stopping times (7, )nen With 7, — oo and such

that for every X € Cj,. the stopped process X™ is in C.

Proposition 2.2.3.

A local martingale bounded from below is a supermartingale.

Proof. Without loss of generality, let the local martingale be non-negative. This can be
assumed since a constant can be added to any lower bounded process until zero is a lower

bound. Then, using Fatou’s lemma and the localizing sequence (7,)nen, We get:

Definition 2.2.4. Semimartingale

A process X is called a semimartingale if it can be decomposed into X = Xg+ M 4+ A
with X a finite valued Fyp-measurable random variable, M a local martingale with My =0
and A € V.

Remark 2.2.5.

Note that the space of all semimartingales is stable under many transformations, e.g.
stopping, localization and, most importantly for this thesis, under absolutely continuous
changes of measures. This space is one of the most important sets in the stochastic analysis
mainly because it is the largest class of processes that can be used to construct stochastic
integrals, see Jacod and Shiryaev .



Chapter 2. Preliminaries

Remark 2.2.6.

Note that in general one often uses cadlag versions of semimartingales, whose existence can
be guaranteed in complete filtered probability spaces using a right continuous filtration under
mild conditions, see Jacod and Shiryaev . Since we will work on the Skorokhod space
throughout this work, as introduced in Section [2.5] we will assume every semimartingale

to be cadlag if not stated otherwise.

Definition 2.2.7. Special Semimartingale
Let X be a semimartingale with X = Xy + M + A. If there exists a decomposition such
that A is predictable, then X is called a special semimartingale. This decomposition is

unique.

Definition 2.2.8. Quadratic covariation
Let X and Y be cadlag semimartingales. The quadratic covariation [X, Y] is defined by

[X,Y]=XY — /X_dY - /Y_dX.

Definition 2.2.9. Predictable quadratic variation
The predictable quadratic variation, or sometimes called conditional quadratic variation,

(X,Y) can be defined as the compensator to the quadratic variation process [X,Y].

Remark 2.2.10.
A good example to see the difference between quadratic variation and predictable quadratic
variation is a Poisson process IV of intensity A > 0. For this process the quadratic variation

can be described as the process itself:

[N,N]y => (AN,)> => AN, = N;.

s<t s<t

Since the Poisson process is not predictable, it should be clear that the predictable quadratic

variation will differ from [N, N]. Indeed, the compensator of a Poisson process is known as
<N, N>t == )\t,

which is predictable because it is deterministic and the process Ny — At is a martingale.

Definition 2.2.11. Compensator

Let X be an adapted cadlag process. The compensator of X, denoted XP, is the predictable

process of finite variation such that X — X? is a local martingale.

10
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Remark 2.2.12.
The existence of a compensator is not generally guaranteed, but by definition the compen-

sator exists for all special semimartingales.

Proposition 2.2.13.
A semimartingale X with bounded jumps, i.e. AX < ¢ for a c € R, is a special semimartin-

gale.
Proof. This result is proved as Lemma 1.4.24 in Jacod and Shiryaev [36]. O

Definition 2.2.14. Characteristics of semimartingales
Let S be a R%-valued semimartingale and let A : R — R? be an arbitrary bounded function
with h(z) = = for x close to zero. We call a triplet (B(h),C,v) the characteristics of S

relative to the truncation function h if

(a) B(h) is a predictable and adapted cadlag process in R? of finite variation, such that
S(h) = So+ M + B(h)
for a martingale M, where S(h) is defined as

S(h)t = St - Z(Asu - h(ASu))7

u<t

which can be interpreted as the semimartingale S without large jumps. Since S(h) is
a special semimartingale, by Proposition 2.2.13| B(h) is uniquely defined.

(b) C is a continuous, adapted process of locally finite variation in R?*?, such that
C = (559,

where S¢ is the continuous martingale part of S (as defined in Proposition 4.27 in
Jacod and Shiryaev [36]).

(c¢) v is the compensator of the measure

1% (ws dt, dz) = > 15,20} 0(u,A8. () (dt, dz),

u>0

where ¢ is the Dirac measure.
Proposition 2.2.15.

Let M be a local martingale. M is constant on an interval if and only if [M, M] is constant

on the same interval.

11
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Proof. The quadratic variation of a process M can be represented via
t
[M, M]; = M? — 2 / MdM.
0

Now let [M, M] be constant on an interval [s,t]. First, Myas — Myas is also a local
martingale with constant quadratic variation on [s, ¢]. This is true because the properties
of a local martingale transfer to a sum of two local martingales and because the following

equation holds for the quadratic variation:
[Mu/\t - Mu/\s; Mu/\t - Mu/\s} = [Mu/\t; Mu/\t} + [Mu/\Sa Mu/\s] - 2[Mu/\57 Mu/\t];
where each of the right-hand summands is constant on [s, t].

Let Xy := Myant — Myps, then using the above representation of the quadratic variation,

E]

s t
_E [X,X]S—|—2/XdX—|—2/XdX}'S
0 S

we get

t
E[X?|F,) =E |[X, X]; +2/XdX
0

s t 7]
_ [X,X]s+2/XdX+2E /XdX 7,
0 s i
=0
=X?
and thus
0= E[XZ - X§|~7:S] = E[(Mu/\t - Mu/\S)2|~7:8]a
where My s = Myns almost surely. O

Definition 2.2.16.
Let X be a real-valued cadlag semimartingale. The stochastic exponential of X, denoted

by £(X), is defined as the solution of the stochastic differential equation
dE(X) = &E(X)_dX with £(X)p = 1.

Proposition 2.2.17.

Let X be a cadlag semimartingale. For the stochastic exponential it holds that

(X%, X)) [[(1 + AX,) exp(—AX,,).

u<t

1
E(X) = exp(Xy — Xo — 5

In addition, £(X) is a local martingale if X is a local martingale.

12
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Proof. This statement can be found in Theorem 1.4.61 in Jacod and Shiryaev [36]. O

Proposition 2.2.18.

Let (Q, F,P) be a probability space. Let S be an integrable R%valued random variable.
Let Z > 0 be a uniformly bounded random variable with P(Z > ¢) > 0 for a ¢ > 0.
Then for any sub-g-algebra G C F there exists a random variable X > 0 and a uniformly

bounded G-measurable random variable Y > ¢, such that

X <Y, P(X =Y) > 0 and E[XS|G] = E[ZS|G].

Proof. A proof can be found in [46]. O

2.3. Stopping times and decompositions

Definition 2.3.1. Totally inaccessible stopping time
A stopping time 7 is called totally inaccessible if for any predictable stopping time o we
have

P(r =0 <o00)=0.

Proposition 2.3.2.
For every semimartingale X there exist countable sequences (7, )nen of predictable stopping
times and (o, )pen of totally inaccessible, such that the the union of both sequences contains
all jumps of X
0o )
{te Ry : AX; #0} C U {Tn} U U {on}.
n=1 n=1

In particular one can decompose X into

0 o0
Xt = XO + Xf —+ Z AXTn]l[[Tn,oo[[ —+ Z AXUn]]‘HO'n,OO[[‘

n=1 n=1

Proof. Proposition 1.2.26 in Jacod and Shiryaev states that the jump times of quasi-
left-continuous semimartingales can be represented by a sequence of totally inaccessible
stopping times. Furthermore, Proposition 3.15 in Cerny and Ruf states that every
semimartingale can be decomposed into a quasi-left-continuous semimartingale and a

process with jumps only at predictable stopping times. O

Proposition 2.3.3.

Let X be a process with compensator X? and let 7 be a stopping time.

13
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(a) If 7 is predictable, then A(XP), = E[AX,|F-_].
(b) If 7 is totally inaccessible, then A(XP), = 0 almost surely.
Proof. The first statement is proved as Theorem 1.2.28 in Jacod and Shiryaev [36]. The

second statement follows from Proposition 1.2.24 in Jacod and Shiryaev [36], since the

compensator is predictable. ]

Proposition 2.3.4.
Let M be a cadlag and bounded martingale and let 7 be a predictable stopping time. Then

E[]lT<OOAMT] =0,
which implies

E[AM,|F,_] =0.

Proof. This is a direct consequence of Proposition [2.3.3] O

2.4. Changes of measures

Proposition 2.4.1. Radon-Nikodym theorem

Let (2, F) be a measurable space and let P and @ be two o-finite measures. If P < @, i.e.
P is absolutely continuous with respect to @, then there exists a function f : Q — R such
that

P(4) = /A £dQ.

We use the notation f = %. The function f is unique up to P null sets.

Remark 2.4.2.

For easier notation in the rest of this thesis we want to use an extension of the usual
Radon-Nikodym derivative. For measures 1 < v defined on €2 the corresponding Radon-
Nikodym derivative ‘;—5 is usually defined v-a.s. For the rest of this thesis we define the
Radon-Nikodym derivative to be zero on the complement supp(v)¢ when Q # supp(v),
where supp denotes the support of measures. In particular this implies that we set 8 =0

in this context.

14
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Remark 2.4.3.
In view of stochastic processes, i.e. on a complete, filtered probability space, we can define

the uniformly integrable martingale Z € L*(P) as a right continuous version of

gl

-1
If @ ~P, ie. Q and P are equivalent, then ‘é% = (T)) . We also adopt the notation

Proposition 2.4.4.
Let Q and P be equivalent probability measures with Z; = EP[%‘}}] and let X be an
adapted cadlag process. Then X is a -martingale if and only if ZX is a P-martingale.

7, = EF
b [dIP’

dP

Proof. See Chapter 6 in Protter [56]. O

Proposition 2.4.5. Girsanov theorem

Let P and @ be equivalent probability measures with Z; = EP[%U}] and let X be a
semimartingale with X = Xy + M + A under P, i.e. M is a local martingale under P and
A has finite variation under P. Then X has the decomposition X = X + M + A with A a

finite variation process under () and
M, =M — / —d[Z, M]s
which is a Q)-local martingale.
Proof. This proposition is proven in Chapter 3 as Theorem 20 in Protter [56]. ]
Proposition 2.4.6.

Let X; be a Fiy-measurabel random variable. For two probability measures () ~ P it holds
that

EQ[X,|Fs] = EF { ’}'} ]EP{ X

ol X7

Proof. This statement is also known as Bayes rule for conditional expectations, see Chapter
7 in Liptser and Shiryaev [43)]. O
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Proposition 2.4.7.
Let A € V be a continuous predictable process and let B € V be a continuous, predictable

and increasing process. If
¢
/ AdA =0 a.s.
0

for every t € [0,7] and every § > 0, which satisfies [ 0dB = 0, then there exists a

predictable process « such that

¢ ¢
A= Ao+ /adB and /|a]dB < 0.
0 0

Proof. The following proof uses the idea of the proof of Lemma 4 in , but generalizes
the statement. For clearer notation, let Ag = By = 0 and let the processes A and B be of
integrable variation. Let two measures pu and v be the signed measures on the predictable

o-algebra on the measure space (Ry x Q,P) with

T
/ 1pdA
0

The integral [;°1pdB is always positive since B is increasing. Let D be a set in the
predictable og-algebra on Q x [0, 7] with v(D) = 0. It follows

T
E [/ﬂDdB
0

T
So, by the assumption of the proposition, it holds that [1pdA = 0 and hence (D) = 0.
0

(D) =E

T
and v(D)=E [/]lde
0

T
=v(D) = 0 and thus /]lDdB = 0 almost sure.
0

So p is a measure dominated by v and the Radon-Nikodym density « := % can be defined.
For this density and a predictable process 6 it holds

E[/a&dB} —/aadu—/edu—ﬂ«:[/edfx},

because as predictable processes A and B are locally bounded and allow the application of
the dominated convergence theorem.
Now we can define a process M := [ adB — A, for which it holds that

E{/QdM]:E{/aGdB—/GdA}:().

Since the process 6 is an arbitrary predictable and positive process, M is a martingale. To
see this, choose 0 = 1p1 .y for a F' € Fs and s < t. Thus, E[1(M; — M;)] = 0. Moreover,
since M is also predictable by construction, M is constant as a predictable martingale of
finite variation, i.e. M =0 and A = [ adB. O
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2.5. Notation and market modelling

Definition 2.5.1. Skorokhod space
The Skorokhod space from R to an metric space F is the set of all cadlag paths w : Ry — E.

Proposition 2.5.2. Skorokhod topology
If F is a Polish space, there exists a metrizable topology on the Skorokhod space, such
that the Skorokhod space from Ry to E is Polish.

Proof. For the case £ = R, which is sufficient for this work, this statement is proven in
Chapter IV, Theorem 1.14 in Jacod and Shiryaev . In Kurtz and Ethier the result

is generalised on arbitrary Polish spaces E. O

Throughout this thesis, if not stated otherwise, e.g. in Chapter [6, we assume that the
sample space € is the Skorokhod space with £ = R . This choice is consistent with most
of the literature in financial mathematics. Furthermore, we use the Skorokhod topology

and the induced metric such that  is a Polish space.

As motivated before, we will work with different probability measures. Therefore, we
need a metric on spaces of measures and some properties that remain preserved from the

measurable space.

Definition 2.5.3. Prokhorov metric
Let (X, d) be a metric space with Borel o-algebra B(X). The Prokhorov metric on the
space of all probability measures defined on (X, B(X)) is defined as

m(w,v) =inf{e > 0: u(A) < v(A°) + e and v(A) < pu(A°) + € for all A € B(X)},
where A€ is the e-neighbourhood of A,

A={x e X : 37 € Awith d(z,%) < ¢)}.
Lemma 2.5.4. Prokhorov theorem
Let (X,d) be a metric space. If (X,d) is separable and complete, then the set of all
probability measures on the measurable space (X, B(X)) provided with Prokhorov metric

is again a complete space.

Proof. This lemma is proven as Theorem 9.2 in Van Gaans [65]. O
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Lemma 2.5.5.

A subset of a complete metric space is complete if and only if it is closed.
Proof. This is a fundamental statement one can find for example in Meise . O

Definition 2.5.6. Value process
Let H be a left continuous and thus predictable process representing a trading strategy
and let S be a semimartingale. we define the value process of the trading strategy H with

initial investment xz, denoted (H,x), as

t
VtH’x:a:—i—/ HdS.
0

Definition 2.5.7. Quasi-sure
Let P be a set of probability measures. The expression P-almost surely is supposed to be

understood as P-almost surely for every P € P.

Definition 2.5.8. Stochastic integral
Throughout this work, for a locally square-integrable and adapted process H and a

semimartingale S, we sometimes shorten the notation of stochastic integrals as follows:
t
(H-S), = / Hds.
0

Note that throughout this work we define (H - S)o = 0.

Definition 2.5.9. Superreplicating trading strategy
For a filtered probability space (2, F, (F¢)e>0,P), let C : © — Ry be a Fr-measurable
claim. We call a trading strategy H with initial investment x a superreplication of C' or a

superhedging strategy of C' under P if

V:,{{’x > (C P-a.s.

Definition 2.5.10. Fquivalent martingale measures
Throughout this thesis, for a measure P, representing a market model, and a semimartingale
we define QF to be the set of all equivalent local martingale measures. For a robust market,

i.e. a set P, we define O to be the set of all local martingale measures equivalent to a

18
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Mathematical foundations

3.1. Robust market modelling

In this section we give a general definition of the term "robust market model" used in this
work, which leads to the definition of the set P of market measures on a measurable space
(Q, F), i.e. the Skorokhod space in this work. The results and definitions in this section
are based on Biagini [5]. We give a definition of arbitrage in the setting of robust market
models P and prove that these robust market models are still arbitrage-free if they contain
only arbitrage-free market models. Furthermore, under some additional assumptions we
show that if the robust model P is free of arbitrage, then we can even conclude that
every single market model P € P is free of arbitrage. In addition, we show that even the
fundamental theorem of asset pricing in a more general form can be applied to robust

modelling.

Definition 3.1.1. Robust market model
Let I be an index set and let P; be a market measure for every i € I. The set containing
all these markets P = (J;c;{PP;} is called a robust market model.

Remark 3.1.2.

In the following, due to easier notation, we will often consider countable index sets and
write P = {1, P, ...}, but note that the results and proofs in this chapter and especially
in Section also hold for general robust market models.

This definition can be interpreted as uncertainty of market choices. All of the markets
contained in P are valid models that have to be taken into account, but it is unknown
which one best reflects reality. A good and currently interesting example of this idea is

uncertainty about future interest rates. As long as it is unknown whether future interest
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rates remain high or fall again, market participants want to hedge against both cases. In
this case one can use the robust model P = {1, Py} which contains a model P; that reflects

a low interest rate and a model Py that represents high interest rates.

Definition 3.1.3. Admissible strategies
An investment strategy H is said to be admissible under a market model P if there exists
a lower bound ¢ € R on the stochastic integral (H - S), such that

(H-S) > cP-as. Vt € Ry.

An investment strategy H is said to be admissible under a robust market P if there exists
a lower bound ¢ € R for the stochastic integral (H - S), such that

(H-S) >cP-as. VteRy.

Demanding admissibility of investment strategies prevents doubling strategies and other

arbitrage strategies that require infinitely high capital.

Definition 3.1.4. Arbitrage in robust markets

A robust market model P admits no arbitrage of the first kind if there does not exist a
positive, Fr-measurable claim C' > 0 with P(C' > 0) > 0 for at least one P € P such that
there exists an admissible superhedging-strategy H without initial investment.

Equivalently, this means for every claim C' > 0:
Vj{{’o > C P-a.s. for an admissible strategy H = C' =0 P-a.s.

We also say: NA;(P) holds or P satisfies the N Aj-condition.

Proposition 3.1.5.

In the case of single market models P = {P} Definition coincides with the usual
arbitrage definition of single market models, i.e. the existence of an admissible arbitrage
strategy (H,0) with }P’(V;I’O >0) =1 and IE”(V;I’O > 0) > 0.

Proof. If a market model allows for arbitrage according to Definition then there
exists a claim C' > 0 with P(C' > 0) > 0 and an admissible investment strategy (H,0)
with VJ{{’O > C. In this case (H,0) is an arbitrage strategy with P(Vf’o >0)=1and
PV, > 0) > 0.

On the other hand, if there is an admissible investment strategy (H,0) with P(V}"* > 0) =1
and IP(VJ{{ ¥ > 0) > 0, then we can define C := sz[ ¥ which is a claim not almost surely
zero and superhedgeable with (H,0). O
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3.1. Robust market modelling

It remains to show that as long as we only use arbitrage-free market models the
robust model remains arbitrage-free, which is crucial for working with robust mod-

els.

Theorem 3.1.6.
Let P be a set of market models. If every market model P € P admits no arbitrage of
the first kind, then N A;(P) holds. If the underlying S is continuous P-a.s. and N A;(P)

holds, then there is no arbitrage of the first kind in every single market model P. In short:

« NA,({P}) VP € P = NA,(P).

e NA{(P)= NA,({P}) VP € P, if S is continuous P-a.s.

Proof. This proof follows in large parts ideas of Biagini . It should first be noted that
any P-admissible strategy is also a P-admissible strategy for every P € P, but admissibility
for one P € P does not imply P-admissibility.

Then, the assertion NA;({P}) VP € P = N A;(P) follows directly, since every P-admissible
strategy must also be admissible for every PP € P, but by assumption every P-admissible
strategy should be arbitrage-free. So let H be a P-admissible strategy, then it follows
directly that H is also a P-admissible strategy for every P € P and finally that H is not

an arbitrage strategy since P is arbitrage-free.

For the second statement, we show that under the assumption of pathwise continuity of
S, a P-admissible arbitrage strategy can be used to construct a P-admissible arbitrage

strategy.

Let NA;(P) be satisfied and S be continuous P-almost surely. Suppose NA;({P}) does
not hold for a P € P. Then there exists a P-admissible arbitrage strategy H with

(H-S); >cP-as., (H-S)r>0P-as. and P((H-S)r > 0) > 0.

Moreover, it is even possible to find a sequence of P (but not yet P) arbitrage strategies
(H™)pen, for which it holds that

1
(H"-8S) > - vt €[0,T], P—a.s.,
P((H"-S)r >0)>0 VYneN.

For this statement, see the Definition of no free lunch with vanishing risk (NFLVR) in
Debaen and Schachermayer and note that a market that does not satisfy the N A;-
condition also cannot satisfy the NFLVR property. We can define C' := lim,,_,o(H™ - S)7,
which defines a random variable with C' > 0 and P(C > 0) > 0.
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Let " := inf{t € R, |V;T1/"

continuity of S. Now we can define trading strategies G™ := H"1jg ¢nj. Due to continuity

of S it follows that V.5 /" = 0 and hence Vth’l/ " >0 for all t € [0, 7] P-almost surely.

< 0} AT be a stopping time which is predictable due to the

For the Fpr-measurable claim

C:= 7111611%(6’ -S)r
it holds that C' > 0 P-almost surely and P(C' > 0) > 0, since C' > C P-almost surely with
£" = T P-almost surely. With the trading strategy G™ we can show

VTGn’l/n > C and Vth’l/n >0 Vn €N P-almost surely,

which means that the claim C can be super-replicated P-almost surely without initial

investment, which is a contradiction to N A;(P). O

Remark 3.1.7.
In general the property NA;({P}) for all P € P does not follow from N A;(P) without the

assumption of continuity on 5, i.e.
NA{(P)+ NA(P) VP € P,
as the following example shows:

Let the interest rate be zero and let Py and P» be measures under which S is constant
almost surely with the exception of a jump at a deterministic stopping time tg. At tg there
is Syy— — St, = 1 Pr-a.s. and S~ — S, = —1 Pg-a.s. Both of these market models allow
for an arbitrage strategy as it is possible to buy or sell the underlying before ¢y and undo
the trade afterwards, which is sufficient to show that {P;} and {Py} are not arbitrage free
with Proposition [3.1.5, But for the robust market P = {P;,Py} the property NA;(P)

holds as there is no prior knowledge about the direction of the jump at tg.

In addition to absence of arbitrage, the existence of equivalent local martingale measures
follows from the N Ai-condition similar to results for single market models, leading to a
robust form of the fundamental theorem of asset pricing. Recall that the set of all local
martingale measures equivalent to a measure P € P is denoted by QF, while Q denotes

the set of all local martingale measures equivalent to a P € P.

Now it remains to show under which additional conditions N A;(P) is strong enough to

conclude the existence of equivalent local martingale measures.
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To do so, we need to sufficiently weaken the definition of equivalent local martingale
measures and introduce a stopping time 7 at which the market is absorbed into a final
artificial state, that we call A, i.e. we enlarge the image of S to R; U{A}. This allows us to
define the equivalent martingale measures up to the stopping time 7, which is a sufficiently
weaker property than that of the equivalent local martingale measures. This artificial
market state A is supposed to be a state that cannot be left again but does not occur
under the physical measure, so there is no interpretation from a real-world perspective.
Throughout this section, we will adapt the measurable space (€2, F) to this setup, but
note that we show at the end of this section that we can drop this somewhat unintuitive

notation for the rest of this thesis.

Definition 3.1.8. Market state A and stopping time T
For this section let (€2, F) be the Skorokhod space from R; to Ry U {A}, with the
assumption that ws = A implies wy = A for every t > s. The stopping time 7 is defined as

the timepoint at which the market reaches the state A:
7:=inf{t € Ry : Sy = A}
We further assume that

P(r < o0) =0VP e P.

Remark 3.1.9.
With Lemma [2.5.2] this adaptation of the Skorokhod space remains a Polish space, since
the space Ry U {A} is Polish, because every countable union of disjoint Polish spaces

remains Polish. One can take the adapted metric

d(z,y), xy#A
d(z,y) =1, r=Ay#FAorx#Ay=A
0, r=y=A.

Definition 3.1.10. o-algebras prior T
For a o-Algebra F; on Q we define the o-Algebra F; on {t < 7} C Q to be

ﬁt 2:{Aﬂ{t§T}|AEFt}.

Definition 3.1.11. FEquivalence prior T
Let P; and Py be measures on (2, F). These two measures are called equivalent prior 7,

Py ~, Py, if they are equivalent in the usual sense on the measurable space ({t < 7}, F).
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Definition 3.1.12. Fquivalent local martingale measures prior T
Let @ and P be measures on the filtered measurable space (2, F,F = (F;)i>0). @ is called

a prior 7 equivalent local martingale measure to P, if
Q ~r P
and there exists an increasing sequence of stopping times (7, )pen with

™ <7, lim 7, =7 Q-a.s.,
n—oo

(Star )tery is a (F4, Q)-martingale Vn € N.

QF is defined as the set of all prior 7 equivalent local martingale measures Q to P. Q, is
defined as the set of all measures @), that are prior 7 equivalent local martingale measures
toa P eP.

Since this definition has weaker assumptions than usual local martingale measures, we
have a larger set of measures oF C QE for each P € P and consequently Q C Q.. Using
these weaker definitions of equivalence allows for a robust fundamental theorem of asset
pricing, very similar to the usual, well-known fundamental theorem of asset pricing in

single market modelling;:

Theorem 3.1.13. Robust fundamental theorem of asset pricing

Let P be a set of market measures. If QF # () for every P € P, then the market P is
arbitrage-free. If S is almost surely pathwise continuous for every P € P, then the converse
also holds. That is:

e QPAPVPEP = NA(P).

o NA{(P)= QY #£ () VP e P, if S is continuous P-almost sure.

Before proving this theorem, we need two additional auxiliary results. Lemma shows
that the presented weaker form of the martingale property still implies a supermartingale
property. Lemma [3.1.15| shows that the assumption NA; implies a relation between
the continuous martingale part M and the finite variation part A of the Doob-Meyer
decomposition of S. In the literature this assumption is sometimes called structure
condition on S and becomes important for many other topics, for example in the context
of mean-variance hedging. While Lemma can be found as a statement in , but
is supplemented here by a proof, Lemma is already proved in , but differs
significantly in the proof.
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Lemma 3.1.14.
Let @ be a prior 7 equivalent local martingale measure for P with an increasing sequence
of stopping times (7,,) according to Definition 3.1.12} then for any self-financing portfolio

H, the value process Wf\l;z is a local Q-martingale and V;H’xl[[oj[[ is a Q-supermartingale.

Proof. The local martingale property of XQJ/L\IT‘Z follows directly from the definition of the
value process, because Sir, is a martingale and thus (H - S™) is a local martingale for H
locally bounded, see Chapter 3, Theorem 17 in Protter . It holds that

tATn t

Vs o+ [ HodSi=a+ [ H dSy,,
0 0

where the right integral is a local martingale due to the martingale property of Sias, .
The second assertion follows directly from the following calculation. Let s < ¢, then it
holds that

ECV o (DI Fs] = B[V Lo, (£)]F]
= lim ECV 2 1o (1) Fs]
< lim B9V 1o -q(s)|Fe]
= lim B9V | Fllpo-1(s)
< lim VI o (s)

= VsH’xl[[O,T[[(S)’

where the first inequality follows from the fact that {t < 7,,} C {s < 7,} for all s <¢. The
second inequality follows from the fact that every local martingale that is bounded from

below is a supermartingale, see Proposition [2.2.3] O

Lemma 3.1.15.
Let S be a semimartingale under IP. That is, there exists a decomposition S = M + A into
a process of local finite variation A and a local martingale M. If the market model PP is

free of arbitrage, then there exists a predictable process 6 with

¢
Ay :/Gd[M, M] P-as. (3.1.1)
0

Proof. If we assume that such a 6 does not exist, then the conclusion of Proposition

is violated. Thus, by contraposition, there must exist at least one predictable, bounded,
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and positive process 6 and a t € [0,T] such that

t

¢
/Hd[M,M] =0as. and P (/QdA#O) > 0.
0

0

So there must be an interval U C [0, 7] with d[M, M]; = 0 almost surely for t € U while
dA is not almost surely zero, since the left expression is increasing. Furthermore, by
Proposition [2.1.6], for any process of finite variation, among others, for X := Aly, there
exists a predictable process n with |n;| = 1 for every ¢ such that [;; ndA is increasing. Thus,

we can define a process « := nly which suffices:

t
/ad[M, M]=0 Vte0,T),
0

/ adA is increasing,
0

T t
P(/adA>0) >O,since]P’(/osz7é0) >0
0 0

Now it remains to show that [;; adM = 0 holds so that « is an arbitrage strategy. However,
by Proposmon m 2.2.15, dM; = 0 holds for every t € U, since d[M, M]; = 0 holds here. Thus,

f adA = f adS and « is an arbitrage strategy, which is a contradiction to the assumed

freedom of arbitrage.

So there must be a predictable process # under which it holds that
A = /Od[M, M] P-as.
O

With these definitions and auxiliary results, it is now possible to prove a fundamental
theorem of asset pricing in a robust setting, closely related to the results in Biagini , but
generalised to the context of possible jump models. The proof therefore also follows the

idea in Biagini [5].

Proof of Theorem [3.1.13. Let QF # () VP € P. We show that the robust financial market
P is then free of arbitrage. To do this, let C' be a positive Fp-measurable claim with a
super-replicating portfolio H whose initial value is z = 0. For any arbitrary but fixed

market measure P € P, it now holds that there exists a measure ) and an increasing

26



3.1. Robust market modelling

sequence of stopping times (7, )neny with 7, * 7 such that Sia., is a Q-martingale, see
Definition |3.1.12] As a direct consequence, it is also true that

tATh

VIO =0+ / H dS
0

is a local @-martingale for all n € N. By Lemma [3.1.14] it follows that

EQ[CLyrary] < BV Lirery] SEQVE ™ 1jocry] =0 VR €N,

1

so E9[Clpy] = 0. With the fact C' > 0 it also follows Q(C' >0, T < 7) =0.

It remains to show that the claim C' is almost surely zero even under the physical measure

P. But from the equivalence @ ~; P and P(T" < 7) = 1 we can conclude that
P(C>0)=P(C>0,T<7)=Q(C>0,T<7)=0,
which proves the first assertion: QF # () VP € P = NA;(P).

For the second part let NA;(P) hold and let S be almost surely pathwise continuous
under every P € P. By the previously proved Theorem due to the continuity of S, it
directly holds that

NA;(P) VPeP.
So it remains to show that for every P € P there is
NA(P) = QF # 0.

For this, we first prove the existence of a local martingale Y > 0 with respect to the
predictable filtration (IF;,[P) with Yy = 1 and the property that V'S is a local (I, P)-

martingale.

By Lemma [3.1.15] for the decomposition S = M + A there is a predictable process 6 with
¢
A = /Gd[M, M) P-as.
0

In view of the Girsanov theorem, the process

t t
Y, = exp (— /eds n ;/GQd[M, M])
0

0
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is a good candidate to satisfy the required property that Y and Y S are local martingales.
This can be proven directly using [t6’s lemma and the partial integration rule for stochastic

integrals as follows:

Z:=InY)= —/9d(M+ A) + %/HQd[M, M],
0 0

1

dZ = —0dM — 0dA + 592d[M, M,
1

dY = d(e?) = e?dZ + 5eZ(dZ)2

1 1
=Y(-0dM  —0dA  +=6%d[M,M)]) + =Y 6*d[M, M|
ELDgo g, 0]

— —Y0dM,

where M is the local martingale from the decomposition S = M + A. Thus, Y is indeed a

local martingale.

For the process (Y'S), the partial integration rule for stochastic integrals together with

equation (3.1.1)) shows:

d(YS) = YdS + SdY + d[Y, 5]

=YdS + SdY +dYdS
=YdM +YdA — SYOdM — YOdMdM — YOdAdM
(B.1.1)

=" (Y —SYO —YOdA)dM + Y Od[M, M| —YOd[M, M]
=Y —-SY0—-YO0dA)dM.
So, by the same argument as before, Y S is a local martingale.

This proves that there exists a local martingale Y such that Y'.S is a local martingale under
P. The process Y can now be used to construct a measure Q ~, P, where Y is the density

of () prior 7.

As shown in Theorem 3.1 in Perkowski et al. , due to the existence of Y there exists a
predictable stopping time ¢ and a measure Q° on (£, Fe—), with properties

P(¢ = 00) = 1,
Q(A, N {p < €)) = EF[Y,14,) = EF[Y,1a, Lpegy. (3.1.2)

for every predictable stopping time p and every set A, € F,;. The last equation follows
from the fact that 1;,.¢) = 1 P-almost sure, since P({ < co) = 0.
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3.1. Robust market modelling

Next, we show that the stopping time £ coincides with the given stopping time 7, i.e. is
indistinguishable from it, which means that we already have a local martingale measure

equivalent prior 7.

It holds that A,N{p < EAT} € Fyy for every A, € F,y, since 7 and £ and hence also { AT
are predictable stopping times. Thus, the equation (3.1.2)) also holds for A, N {p < { AT},
yielding:

Q°(A,N{p <EnTH =Q A, N{p<EnTIn{p<&})
=B YpLa,nip<enry Lip<e}]
=E" [Yp]lAp]l{Ké/\T}]
=E"[Y, 14,1,
:QO(AP N{p <&},

for every A, € F,, where the second last equation holds since { = 7 = oo P-almost surely.
With A, = € it finally follows:

Q%p < &nT)=Q%p < &) and therefore £ < 7 Q° as.
Furthermore, for p = 0 and A4, =
Q°(& > 0) = E¥[Yolalo<e] = EF[Yp] = 1 and thus 0 < £ < 7 Q° aus. (3.1.3)

Last, it remains to show that another measure ) can be constructed on (2, F,_) via the
measure Q°, which still satisfies the above properties and additionally satisfies Q(¢ = 7) = 1.
Under this measure, the stopping time & coincides with the time 7 at which the financial

market jumps to the fixed final state A.

To do this, take the mapping ¢ : Q@ — Q with ¢4 (w) = wil;cew) + Alysg() for every
w € Q. The mapping thus generates a path under which the financial market already
jumps to the A state at time £. On the one hand, this mapping is F¢_-measurable as a

composition of measurable mappings, on the other hand, under this mapping
rot =& QY-almost sure,

because £ < 7 is already shown and 7o = inf{t € [0,7] : ¥(w) = A} < £ holds by
definition of 1. Moreover, ¢ satisfies the property 1 o = 1 because

(Y o) (w) =(wilfreeyy + Alpse(w)y)

=(wil{t<g(w)r + Alpse)p) L<ew)y T Alpsgw)y

=wilfice()r + A Lpsgw)int<ew)} TAL{>ew) = ¥(w).
=0
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Chapter 3. Mathematical foundations

With this property it follows

ToY =Totorh==Eo0n.
Thus @ can be defined as
Q:=Q oy L.
For this @ it holds that

Q< =Q W (¢<7)=Q% oy <Toy)=Q°) =0,

so together with £ < 7 there is Q({ = 7) = 1. Q thus satisfies equation (3.1.2) with 7
instead of £ as a stopping time:

QA,N{p<7}) =E[Y,14,] = E*[Y,14,1,]. (3.1.4)

With this equation, the equivalence prior 7 follows directly, because it holds that

Y0
QAN {p<TH =0=E WVl )] =0 = Elynpen] =P(4,N{p <7}) =0,

P(4,N{p<7}) =0= B[l ngper)] = 0= EXY,1a,,_,] = Q(A4,N{p<7}) =0
Thus @ is the desired measure with Q ~, P and it only remains to show that there exists a

sequence of stopping times (7,,)nen as required in Definition [3.1.12| with 7, /7 Q-almost

surely and under which Sia-, is a (IF, Q)-martingale.

Let (7, )nen be the localizing sequence of Y, which exists since Y is a local P-martingale.
For the limit of this sequence 7 := 7}1_)1130 T, it holds that 7 = 7 = oo P-almost surely.
Moreover, it follows directly via equivalence @ ~, P that Q(7 < 7) = 0, note here that
{t<r1}e F,. Thus 7 > 7 Q-almost sure. Furthermore, due to the martingale property,
either 7 < 7 or (Y'S); = A for every t € [0, T]. However, since it has already been shown
in that 7 > 0 Q-almost surely, Sy # A and thus 7 = 7 Q-almost sure.

So (@ satisfies all the required properties:
e @ ~; P, according to equation (3.1.4)).
e There exists a sequence 7,, < 7 with li_>m T, = T Q-almost surely.
n o

o Siar, is a (F4,Q)-martingale since (Y'S) is a local martingale whose localizing

sequence converges to 7 and Y is the density of ) with respect to IP prior 7.

So there is @ € QF and hence QF # (. O
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3.1. Robust market modelling

Corollary 3.1.16.

Since the continuity for the second statement in Theorem is used only for the
application of Theorem the requirement of continuity of S is omitted for single
market models P = {P}, that is:

NAI({B}) = QF # 0.

Corollary 3.1.17.
Since every equivalent local martingale measure is also a prior 7 equivalent local martingale
measure, the assumption of the existence of equivalent local martingale measures is sufficient

for freedom of arbitrage.

In conclusion, we have shown that even without the need for continuity assumptions, i.e.
even in the context of jump models, typical results such as the absence of arbitrage and the
fundamental theorem of asset pricing can to some extend be extended to robust market
modelling. On the other hand, there are some statements that cannot be generalized
into the robust context without continuity assumptions. For the rest of this work for the
sake of simplicity in notation, we assume the existence of equivalent martingale measures,
i.e. QF #£ () for each P € P, which is sufficient to work in an arbitrage-free context, as
discussed in this chapter. Note, however, that the assumption of the existence of equivalent

martingale measures can be weakened.
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Chapter 3. Mathematical foundations

3.2. Pricing-hedging duality for robust market models

In this section we prove a robust form of the well-known superhedging theorem, which
states that for an initial investment x = supgegr EQ[C] there exists an admissible strategy
H with Vf * > C P-almost surely, see e.g. Theorem 2.4.2 in Delbaen and Schachermayer
. In other words, one can say that the largest arbitrage-free price for a claim is sufficient
to find a hedging strategy such that there is no risk left. In this section we generalise this
statement to a robust market model P instead of a single market model P. In order to
formulate and prove the robust superhedging theorem, we first need to introduce a robust
form of the optional decomposition theorem, two auxiliary lemmas and some requirements

on the robust market model.

3.2.1. Robust optional decomposition theorem

The following results are mainly based on Nutz and the presented proofs follow
the ideas presented in that paper. The following statements and proves are adapted to
our notation, supplemented with explanations and presented for the sake of complete-

ness.

Definition 3.2.1. Dominating diffusion
Let IP be a probability measure and S a d-dimensional semimartingale with characteristics
(B,C,v) under P. S has dominating diffusion under PP if it holds that

/(|x|2 AD)yy(dez, dt) < dCP', P-a.s. for every i < d,
Rd

whereas C%' defines the i-th entry on the main diagonal of C. This implies that for a

diffusion of almost surely zero, it is almost surely impossible for there to be a jump.
Theorem 3.2.2. Optional decomposition theorem
Let R be a set of equivalent local martingale measures to a physical measure P and an

adapted cadlag process S. Every process X that is a local supermartingale with respect to

every Q € R has a decomposition of the form
t
Xe=Xo+ /HudSu — K,
0

with an adapted, increasing process K and an S integrable predictable process H.
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3.2. Pricing-hedging duality for robust market models

Proof. A proof to this well known statement is published in Féllmer . ]

In the context of financial mathematics, the integral fg H,dS, can be interpreted as the
profit or loss of a trading strategy H and the process K as a consumption process modelling
how much money an investor withdraws from the portfolio. This consumption process
K is increasing, so money can only be withdrawn but not invested. Thus X can be
interpreted as the value process of a self-financing trading strategy with initial investment
Xo.

Note that this theorem is limited to a set of equivalent martingale measures R. This fits
well with single market models where QF contains only measures equivalent to P, but
cannot be applied to robust market models. For this purpose, the statement is extended

to robust market models in the following theorem.

Theorem 3.2.3. Robust optional decomposition theorem

Let P be a set of physical measures and Q be the set of all local martingale measures
regarding a semimartingale S equivalent to a P € P. If S has dominating diffusion among
all Q € Q and X is a local supermartingale for every Q € Q, then for each P € P there

exists a decomposition
t
X =Xo+ /HudSu — KF Of-a.s. for every P € P
0

where H is a P-independent, S-integrable and predictable process and KT is a P-dependent,

increasing process for every P € P.

In the context of financial mathematics, we can interpret the theorem to mean that there is
always a trading strategy H such that the difference X — (H -.5) is decreasing, which means
that after an initial investment of X there can only be a potential profit that is described
as KT. The most interesting part is that only the profit K* depends on the actual market
model, while the trading strategy remains unchanged for all P € P.

Proof. The semimartingale (S, X) is a special semimartingale. Thus, for any @ € Q, one
can find characteristics (B%, C%¢,v%). According to Neufeld and Nutz [50], there exist
characteristics (B?,C,v9) with a R4T14F 1 yalued process C independent of @ and a
Borel-measurable mapping defining B9 and v% depending on the measure (). Furthermore,
let C*° := (S¢), which means that C*° is the d x d submatrix of C, which represents the
quadratic covariation of S. Also, let C°X := (CLd+1 | CAHHNT je C9X = (8¢ X°).
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Chapter 3. Mathematical foundations

Now let P € P be arbitrary but fixed. Since X is a supermartingale with respect to
every @ € QF, according to the Optional Decomposition Theorem there exists a

decomposition
X =Xo+ (H*-8) — K¥ P-almost surely, (3.2.1)

where H® and K¥ depend on P. It remains to show that there exists a process H such
that H = H” holds for every P € P.

Let the process A be defined as the trace of C¥, i.e. A :=tr(C®). Since the increments of
the main diagonals of C' are always non-negative, dA = 0 implies dC' = 0. This means that
dCS < dA and dCX <« dA. According to the Radon-Nikodym Theorem, processes ¢
and ¢X can be found, such that

dC® = ¢%dA and dC°* = X dA. (3.2.2)

It is known from the proof of the Optional Decomposition Theorem (see proof of
Theorem 1 in Féllmer [21]), that

H := X ()T (3.2.3)

is a suitable candidate for the choice of the investment strategy. (c”)* denotes the

S

pseudoinverse of the matrix ¢, sometimes called Moore-Penrose inverse. We will first show

that on the one hand (H - S¢) = (H" - 5¢) and on the other hand also (H - (S — S¢)) =
(H? - (S — 5°¢)) QF-almost surely for every P € P.
To show that (H - S¢) = (H” - §¢), the continuous martingale part can be taken on both

sides of the equation , leading to
X¢=(H". 5.
For the quadratic variation, we obtain
dCS% = d(S°¢, X¢) = d(S°, (HT - §¢)) = HTd(S¢, 5¢) = HPdC® QF-almost surely,
which, with , leads to the equation
AX = HP®  QF x dA-almost everywhere.
Using dS¢ <« dA it already follows

(H-5° = (H"-5° QF-almost surely (3.2.4)

and by Itd isometry it follows that H is integrable with respect to S¢. Since ¢ does not
need to be invertible in general, this is not yet sufficient to show H = H'. Therefore, the
equality (H - (S — S¢)) = (H” - (S — 5°)) must still be shown.
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3.2. Pricing-hedging duality for robust market models

Let A* be defined by dA* := min;—; 4 d(C%)", Then dA* < dA holds and it follows

ASX = g5 OF x dA*-almost everywhere.

In addition, it holds that
dAF # 0= d(CP) = (¢2)"dA; # 0 dA*-almost sure Vi < d.

Thus (c®) is a dA*-almost surely positive definite matrix and hence dA*-almost surely

invertible. Since under dA* the pseudo inverse of ¢® becomes the real inverse,
H=HY @ x dA* almost everywhere, for all P € P. (3.2.5)

The process S — S¢ has the characteristics (B?,0,v%) under a measure Q € Q. Due
to the condition that S has dominating diffusion among all Q € Q, v% is dominated
by dA*. Moreover, with the property BtQ = [(h(z) — 2)v?({t}, dx), which follows by
Theorem 11.2.34 in Jacod and Shiryaev , together with the local martingale property of
S, dB? <« dA* holds. Since dA* dominates the characteristics of S — S¢, is already

sufficient to claim
(H-(S—5%)=(H"(S—-5%) QF-almost-sure. (3.2.6)

So with the two equations (3.2.4)) and (3.2.6), it is proven

(H-S)=(H"-S) QF-almost sure for every P € P,

where H is the trading strategy we are looking for. O

3.2.2. Robust pricing-hedging duality

Having introduced the robust form of the optional decomposition theorem, we can proceed
to prove the pricing-hedging duality in its robust form. One of the main arguments in the
proof of the pricing-hedging duality is the construction of the superhedging strategy that
satisfies the desired equality. The superhedging strategy is constructed using the essential
supremum of conditional expectations, which must first be defined. Note that the main
ideas of the proofs here are again introduced in Nutz and .

First, we will introduce some notation, definitions and assumptions needed to formu-
late the proof of the pricing-hedging duality. Let F = (F})ier be the filtration gener-

ated by (t,w) +— w;. The following notation corresponds to the notation used in Nutz

2.
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Chapter 3. Mathematical foundations

Note, that the introduced notation and definitions are necessary to introduce a consistent
meaning to conditional expectations on a space of measures (P in this case), which strictly

speaking introduces a sublinear space in view of the mapping

X — sup E*[X].
PeP

In the literature of stochastic control theory and quasi-sure modelling it is common to
work with concatenations of paths to define the set of associated martingale measures.

Since we are working in a quasi-sure model approach, we will first introduce the commonly

used set-up, see .

Definition 3.2.4.

Let w,& € Q. The concatenation at time t € R4 of two paths w ®; @ is defined as

(Wt @), = Ws]l[o,t)(s) + (we + @s—t)]l[t,oo)(s)~

Definition 3.2.5.

Let Q € Q and w € , then, as shown in Theorem 1.1.8 in Stroock and Varadhan [63],
there exists a regular conditional probability distribution {QY },ecq conditional on F; under
which it holds that

Q7 ({@ €N: 0|y = w\[o,t}}) =1,
E%[f] = E°[f|F] (),

for f: Q2 — R bounded and F-measurable. Then, for an event A € F, let the probability

measure Q" be defined as

Q"W (A):=Q¥{werw: e A)).

Definition 3.2.6.
Let f be a function on Q, let w € Q. The function f“ is defined as

@) = flwerd).

Definition 3.2.7.
Let w € Q and t € Ry and define a set {Q(¢,w)} (1 w)er, x0, such that

Qt,w) = Qt,®) if wlj = @09

In this notation, @ = Q(0,w) for all w € Q, since wy = 0. So instead of choosing Q directly,
a family {Q(¢,w)} can be chosen which induces Q.
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3.2. Pricing-hedging duality for robust market models

The main idea is that these sets are supposed to represent all conditional probabilites
depending on w up to time ¢t. Therefore the sets Q(¢,w) are supposed to fulfil the following

assumptions.

Assumption 3.2.8.
Let 0 < s <t weNand Q € Q(s,0) and let prob(2) denote the set of all probability

measures on 2. Then let the following conditions on {Q(t,w)} 1 w)er, xo be satisfied:

 Measurability: the set {(Q,w):w € Q, Q € Q(t,w)} is analytic.

Note that every Borel set is analytic in a Polish space.
o Invariance: Q'%“ € Q(t,0 ®sw) for Q almost all w € Q.

o Stability: For a F;_s measurable mapping p : Q — prob(Q) with p(w) € Q(t, 0 ®; w)
it holds for @-almost all w € €2 that

O(A) = / / La(w ®rs o Yoo (do')Q(dw), A€ F
is a measure in Q(s,®).
Definition 3.2.9.

Let f : Q@ — R be an upper semianalytic function, w € Q and t € R,, then let
€ :10,T] x © — R be defined as the following sublinear expected value:

E(f)(w):= sup E9[f"].
QEeQ(t,w)

Remark 3.2.10.
Definition does indeed define a conditional expectation, because on the one hand

EQ"“[f'] = E¥[f] = EQ[f|F](w),

while on the other hand the Assumption implies that the set Q(¢,w) includes all
conditional probabilities {Q' : Q € Q}.

Assumption 3.2.11.

The underlying S has dominating diffusion among all measures Q) € Q, as introduced in
Definition [3.2.7]

Assumption 3.2.12.

The set Q contains all equivalent local martingale measures, i.e. for every local martingale
measure () with Q ~ P for at least one P € P it holds that Q) € O.
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Chapter 3. Mathematical foundations

Assumption [3.2.12] guarantees that the remaining assumptions are indeed assumptions
on the physical measures P, rather than on an arbitrary selection of equivalent local

martingale measures.

After introducing two additional lemmas and using the previous assumptions and nota-
tion we can finally formulate and prove the robust pricing-hedging duality in Theorem
3.2.15

Lemma 3.2.13.
LetweQ,0<s<t Qe Qandlet C:Q — R. Under the Assumptions [3.2.8, the
sublinear expected value &(-) from Definition fulfils

E(C) = ess sup EQ[C]}}],
QEQ(t,Q)

£,(C) = ess sup EQ[&,(C)|F),
Q€Q(s,Q)

where Q(s,Q) :={Q € Q: Q(A) = Q(A) VA € F.}.

Proof. A proof of this statement can be found in Theorem 2.3 in Nutz and Van Handel
. The property that the space Q with the chosen topology is a Polish space is necessary
for this result. O

Lemma 3.2.14.

The random variable &(C) is a supermartingale for every @ € Q.

Proof. As shown in the previous lemma, &(C) = ess supseg(s.0) EQ[&(C)LFS], so the
following inequality holds:

EQ[£,(C)|Fs] < ess sup EQ[E,(O)|F] = &(C) vQ € Q.
QeQ(5,Q)
0

With this statement, the robust Optional Decomposition Theorem can also be applied
to &(C), which is crucial for the proof of a robust pricing-hedging duality. This ex-
pression becomes the basis of the superhedging portfolio, that is supposed to be con-

structed.
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3.2. Pricing-hedging duality for robust market models

Theorem 3.2.15. Robust pricing-hedging duality

Let P be a set of measures with equivalent measures @ such that the sets
{Q(t, W) }tw)er, xo satisfy the assumptions and and such that P satis-
fies the Assumption Moreover, let C' : © — R be an upper analytic, Fr-measurable
function with finite expected value with respect to all QQ € Q.

Then the robust pricing-hedging duality holds:

sup E?[C] = min{x € R : There exists an admissible hedging strategy H
QeQ

T
with:v~|—/ HdS>C, P—as.).
0

Proof. The direction "<" follows from the local martingale property of .S under all @ € Q,
because (H - S) as a local martingale is also a supermartingale. Assuming that there exists
an admissible investment strategy H and = € R with z + (H - S)r > C Q-almost surely,
then for all Q € Q it follows:

r=x+4 (H-S)>EPz+ (H-S)r] >E[C]. (3.2.7)

So it remains to prove the direction ">". This direction is proven by constructing a super-
hedging strategy that satisfies the inequality using &(C). Given Assumption [3.2.8 with
Lemma it holds that the expression &(C) = supgeg(t ) E[C"*] is a supermartingal
with respect to all Q € Q. Moreover, with Assumption and the robust Optional
Decomposition Theorem [3.2.3] any supermartingale X for any ) € Q can be decomposed
into an almost sure representation X = Xo + (H - S) — K€.

This means that it suffices to show that & (C') can be used to construct a supermartingale

X satistying Xo < supgeg EQ[C] and X7 > C. To do this, we define the following process:

X; := limsup &£.(C) Vt€[0,T) and X7 := E7(C).

teQy, r\(t
For a countable, dense subset of Ry (Q4 in this case), Follmer’s Lemma (Theorem 2.44 in
\| guarantees for the supermartingale X the existence of a IF -adapted supermartingale

X with the following properties:

a) Xi(w)= lim X,(w).
) Xlw) = Jim  Xs(w)
b) X;—(w) := Qlim o Xs(w) exists and is finite for almost all w € 2 and
s€Qy4, s
for all t € Ry \ {0}. Moreover, X; (w) = lim _ X (w).

S€Q+, S/‘t
¢) X; > E[Xy|F] for all t € Ry.
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This means that X is a cadlag version of X. Moreover, under this result, it is not necessary

that Fy must contain all P-zero sets, as it is required in [51].
It remains to show that X7 > C P-almost surely and X < supgeg EQ[C].

The first inequality is derived directly from Lemma [3.2.13] because with the Fp-
measurability of the claim C, it holds @-almost surely for all @ € Q that

Xr = Ep(C) = ess sup EQ[C|Fy] = C.

QeQ(sQ) g
The second inequality is more challenging to show. It should be noted that X is not
Fo, but only Fygt measurable. So Xy is not a deterministic quantity, but stochastic. By
definition of the cadlag version X, the following inequality holds via the third property c)

for each Q € Q:
E?[Xo] = E¥[Xo|Fo] < Xo = &(C). (3.2.8)

Since the superhedging portfolio is itself an upper bound, Xy is a bounded random variable.
Let a:(cj? € R be the smallest upper bound for X under @, such that Xy < xOQ (-almost
surely. It remains to show that $(§2 = Supgeg E[Xo] holds, so that we can finally conclude

from (3.2.8)) that

Xop < 3382 = sup E9[X] < &(C) = sup EQ[C], (3.2.9)
QEQ QeQ

so X actually satisfies the required properties.
The equality x(? = supgeg E[Xo] follows by the following argumentation:

Let Q € Q be arbitrary but fixed. Let R? be the set of all measures on Fo, that are
equivalent to Q. Now a sequence of measures in R¥ can be constructed which converges

to the Dirac measure § (Xo=2Q}" Take for example the following probability measures:
-0

n—1 1
/’L’Vl = n 5{X0:$0Q} + 5Q7

n—1__ . 1
Vnje 1= — Umf([xOQ - e,xOQ)) + EQ’

For the case Q(Xo = l'(jQ ) = 0, vpe is a measure equivalent to @) for all n € N and

€ > 0 small enough, so v, . is contained in RQ and lim EY»e [Xo] = acOQ. For the case
’ n—00,e—0

Q(Xo = :cgz) > 0 pi, is in RY for all n € N and it holds that lim_ T/ [Xo] = a:(?. We can
n—oo

conclude

x(? = sup EF[Xq)].
PeR
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3.2. Pricing-hedging duality for robust market models

Moreover, there exists a measure Q' € Q such that P € R is the restriction of Q' to Fo.,
ie. P=Q'|5,. Thisis shown as follows: For every P € R€ there exists a Radon-Nikodym
derivative Z = g—g, which is also Fyi-measurable. Then P = Q'|7,, for the measure Q'
with d@Q’ = ZdQ on Fr. For the random variable Z we have

Z =E9[Z|For] =E9[1|Fos] =1 Q-as.
and thus, due to the right-continuity of S, it follows

EV[Si1F] = EV[SiFos] = BO[Z8)|For] = Z_E(Si|For ).

=1
Since @ is a local martingale measure, )’ is also a local martingale measure to S and since it
was required in Assumption that Q contains all local martingale measures equivalent
to a Q € Q, there must also be @' € Q. Thus the inequality in is satisfied and
the supermartingale X satisfies the desired properties X7 > C and X < supgeg EQ[C].
According to Theorem this supermartingale can be represented as a self-financing
trading strategy

X =Xo+(H S)+ K"

for each P € P. It should be noted that Xo = supgeoE?[C], since it has already
been shown in (3.2.7) that the superhedging portfolio requires at least the initial capital
SUPoeg EQ[C].

It remains to examine the admissibility of the trading strategy. The trading strategy is
representable as Xo+ (H -S) = X — K, where K is a decreasing process and X; is bounded
from below Q-almost surely by EQ[C|F;] according to the construction and Lemma
The expected value of C' is assumed to be finite, which proves admissibility, and the
constructed H justifies the equation

sup EQ[C] = min{z € R : There exists an admissible hedging strategy H
QeQ

T
withw+/ HdS>C, P—fs}.
0

The explicit construction of the superhedging portfolio thereby shows that the minimum is
indeed reached. O

It is worth noting, which of the commonly used market models satisfy the assumptions|3.2.8|

[3.2.11] and [3.2.12| and therefore satisfy the pricing-hedging duality.

Lévy processes are defined to have independent increments, which means that for any Lévy

process the set of conditional equivalent local martingale measures is independent of (¢,w),
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or in other words Q = Q(t,w) for every (t,w) € [0,T] x Q. This means that Lévy processes
by definition fulfil the invariance and stability assumption in [3.2.8. Measurability can be
seen as a more technical assumption, a proof of the measurability assumption for Lévy
processes can be found in Nutz . For the dominating diffusion (Assumption we
need to have a look at the characteristics (dB?,dC?,?) of a semimartingale S under a
measure () € Q. If we assume that we have increments that include a Brownian motion,
which includes many commonly used models, we get dC; = d(S¢, S¢); > 0?dS; > 0, which
means the quadratic variation of S is strictly increasing and therefore dC? # 0 almost
surely. In these cases, dominating diffusion is obviously satisfied. The same argument can

be applied to many other models that are not pure jump models.

In fact, the pricing-hedging duality is satisfied not only by any continuous Lévy
model, but also by the Merton-Jump model and a lot of other jump diffusion mod-

els.
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3.3. Robust Neyman-Pearson lemma

One subfield of statistics is test theory. Among other things, this field deals with the
existence and structure of optimal hypothesis tests, i.e. how to optimally decide be-
tween two hypotheses Hy and Hj for the distribution of a random variable X. A test
¢ : Q2 — [0, 1] specifies the probability of accepting the null hypothesis Hy. In general,
the probability of a correct decision for Hy, i.e. E[¢p|Hp], is to be maximised, while the
probability of a wrong decision for Hy is limited to E[¢|H;] < a by a confidence level
a € (0,1).

It will be shown that the search for optimal hedging strategies can also be put into
the form of a hypothesis test. Therefore, this chapter examines hypothesis testing and
the Neyman-Pearson test as an optimal test, especially with respect to robust forms of

hypothesis testing.

It is generally known that many hypothesis tests are optimally solved by a Neyman-Pearson

test, or 0-1 test, which has many advantages in application.

Definition 3.3.1.

Let Py and P; be two probability measures with a dominating measure p and density
functions fy = %, Ji= %. A test ¢ : Q — [0, 1] is called a Neyman-Pearson test if there
exists a constant ¢ € R and r € (0, 1) with

1, %>c

= S
¢ " fo_c
0, %<c.

In other words, a Neyman-Pearson test will, except on the set {% = ¢}, almost surely
accept either the null hypothesis Hy, i.e. ¢ = 1, or the counter-hypothesis Hy, i.e. ¢ =0.
Only on the set {% = ¢}, a null set most of the time, the test makes a random decision,
which is very convenient for many applications. It should be noted that in most applications

]P’g(% =c)=0= Pl(% = ¢), so there is no need to randomise.

The Neyman-Pearson lemma describes the optimality of those tests:

Theorem 3.3.2. Neyman-Pearson lemma

Let Py and P; be two probability measures. Let pu be a dominating measure with respect
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to P; and Po. The optimal test function ¢ : Q@ — [0, 1] regarding confidence level o € (0, 1)

between the two measures, i.e. the solution to the optimisation problem

Py
mng (@] (3.3.1)

under the constraint EF2[¢] < o,

is a Neyman-Pearson test ¢ with suitable constants r € (0,1) and ¢ € Ry:

Q;:]l{&>c%}+7‘]l{ﬁ_ gy

Em d an S an
3.3.1. Minimax optimisation

The Neyman-Pearson lemma initially describes only the decision between a simple null
hypothesis and a simple alternative. In many applications, such a restriction is not
sufficient, especially with respect to the robust formulation of financial markets, which
consist of multiple physical measures and in the case of incomplete markets, already have
an infinite number of equivalent martingale measures. This motivates the transition to
sets of hypotheses. For this purpose, we define ¥ and Q as two sets of measures to be
tested against each other. We can then rewrite the optimisation problem as a

maximin problem under constraints that must be satisfied simultaneously by all measures

in 9:

inf EX > 3.3.2
up (ﬁgm (9] (3.3.2)
under the constraint sup E%[¢] < .
Qe

Thus, the smallest probability correctly choosing B over all measures in B is to be

maximised.

The following assumptions are needed to formulate a robust form of the Neyman-Pearson

theorem:

Assumption 3.3.3.

Let B3, Q and « fulfil the following assumptions:

I. The confidence level is positive:
a > 0.
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3.3. Robust Neyman-Pearson lemma

IT. There exists a measure p dominating 3 and Q:

P<uVPePand Q < uVQ € Q.

ITI. The intersection of both sets P and Q is the empty set:

PNQ=0.

IV. The set of every Radon-Nikodym derivative of P regarding u
dp
{ Pe ‘B}
dp

is convex and weakly*-closed.

With these assumptions one can show a more general formulation of the Neyman-Pearson

lemma.

Theorem 3.3.4. Robust Neyman-Pearson lemma
With Assumption the maximin problem

inf B 3.3.3
sup (I;gm [¢]) (3.3.3)
under the constraint sup E¢[¢] < o

Qe

is solved by a test function

¢= ﬂ{gng%dx(@}v

with a worst case pair (P, \) € P x prob(QQ), where prob(Q) is the set of all probability
measures on the measurable space Q provided with o-field generated by integrals [, fdQ,

where f is a bounded and measurable function on (€2, Fr) and with a constant ¢ € R.

Proof. This statement was proven in Rudloff [58]. Roughly summarised the idea for the
proof is to solve the corresponding dual problem and prove strong duality. This can be
done by taking the space A of all finite, signed measures on (9, .S) (with a o-algebra 5),
as the dual space to the space £ of all bounded and measurable functions on (9, 5), see
Example 1.63 in [69]. With the bilinear form (f,X) = [ fdX for f € £, A € A and the
dual problem that is supposed to be optimised in A one can see why the solution is in the

form of a mixture of measures. O
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Remark 3.3.5.

This statement is similar to a theorem in Cvitanic and Karatzas , which both have
in common that the set Q does not have to be closed. The solution in is of the form
b= ﬂ%»%} with a random variable R € R = {R € L'(u) : E*[R¢] < a}, which is a
compact set containing the convex hull of £. In both cases one avoids the issue of lacking
closedness of the set Q either by introducing a new larger set 9R or by giving a solution
in terms of an integral mixture. Using this larger set R is inconvenient in view of future
applications in financial mathematics, since we want to use Radon-Nikodym derivatives of

physical market measures with respect to corresponding equivalent martingale measures.

3.3.2. Measure-convexity

Since we want to apply Neyman-Pearson theory to financial applications, we also face
the problem that one of the most important sets, the set of all equivalent martingale
measures, is in general not closed (see Proposition . However, we will use a
different approach to overcome this problem by introducing the concept of measure-

convexity.

Note that the formulation in terms of a mixture or an integral over £, as in Theorem [3.3.4]
is inconvenient since we eventually want to apply this theory to financial markets where
we usually know the Radon-Nikodym derivative % of a physical measure P with respect
to corresponding equivalent martingale measures (). This raises the question of whether
we can simplify the solution to make use of this knowledge. This question leads to the

introduction of the so-called measure-convexity.

Remark 3.3.6.

It should be noted that this is only a problem because in the financial context we consider
probability measures as a subset of the infinite dimensional Hilbert space of signed measures.
In finite dimensional spaces the concept of measure-convexity introduced in this section

coincides with the usual definition of convexity.

Remark 3.3.7. o-algebras on sets of probability measures

Since we are mixing over a set of probability measures it may be useful to note how
to define the natural o-algebra on such spaces: Let (2, F) be a measurable space with
prob(§2) the set of all probability measures on (€2, F). Now for each A € F we can
define a function x4 : prob(2) — R by xa(P) = P(A). The o-algebra generated by
{x3'(I) - A € F,I C R Borel set} defines a o-algebra on prob(f2). See Gaudard and
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3.3. Robust Neyman-Pearson lemma

Hadwin for other constructions of suitable o-algebras and relations between them,

depending on whether the set €) is separable or complete.

Definition 3.3.8. Barycenter
Let X be a locally convex space with topological dual space X*. An element z € X is

called a barycenter of the probability measure p on X if
(a) each [ € X* is measurable regarding pu.

(b) I(x) :){l(x)du for every [ € X*.

Definition 3.3.9. Measure-convexity
A subset Y C X is called measure-convex if for every probability measure p on Y the

corresponding barycenter is still an element of Y.

Remark 3.3.10.
Measure-convexity for a set Y implies in particular for every probability measure g on Y
that

/yd,u(y) €y, (3.3.4)
Y

which is exactly what is needed in Theorem to simplify the optimal solution. In
general for infinite dimensional spaces one can only say that the mixture [, ydu(y) lies in

the closed convex hull co(Y').

One can think of measure-convexity as a weaker form of completeness and boundedness

for convex spaces. These three properties are sufficient, but not necessary, for measure-

convexity.

Lemma 3.3.11.

Every complete, bounded and convex subspace Y of a locally convex space X is measure-
convex.

Proof. Winkler |67] proves this statement as Corollary 1.2.4. O

On the other hand, not every measure-convex space has to satisfy such strong properties.
One can find weaker necessary and sufficient conditions for measure-convexity, which is

known as Fremlin-Pryce Theorem.
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Theorem 3.3.12. Fremlin-Pryce theorem

A subset Y of a locally convex space X is measure-convex if and only if
(a) Y is bounded and

(b) The closed convex hull o(U) for every compact subset U C Y is a compact subset of
Y.

Proof. In Winkler this statement can be found as Proposition 1.2.5. O

Before applying measure-convexity to the already introduced robust Neyman-Pearson
theory and proving that the assumption of measure-convexity is not too strict for financial
applications, it can be shown that the assumption is non-trivial, i.e. that there are indeed
convex sets that are not measure-convex. In Alfsen |2 one can find the following example

which is convex but not measure-convex.

Example 3.3.13.

Let X be the compact set of all probability measures on [0, 1] and let Y be the subset of all
atomic measures in X, i.e. Y = {372, ¢;i0y,,x; € [0,1],372, ¢; = 1}. The set Y contains
all Dirac measures E = {0, : « € [0,1]}, which is also known to be the set of extreme
points of X, see Theorem 2.1 in Winkler . Now Y is convex but not measure-convex,
because from the Choquet Theorem, see e.g. Phelps , we know that for any measure

p € X there exists a measure p supported on the extreme points of X, i.e. on £ C Y, such
that z = [pydp(y) ¢ Y.

Now we can formulate the main theorem of this chapter, a solution to the optimisation
problem (3.3.2)), that is suitable for financial application.

Theorem 3.3.14.
Let 9 be a measure-convex set. Let Assumption hold. The optimisation problem

(3.3.2) is solved by a function

o=lig a0y =lis,,

Emkaarm

with a worst case pair (P, Q) € B x Q.
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3.3. Robust Neyman-Pearson lemma

Proof. From Theorem [3.3.4] we know that there exists an optimal solution of the form
¢ = £ f 99 45(Q

with a worst case measure P € 98 and a finite measure A on the set 9.

With normalization of A we can define \ to be a probability measure and get a constant

¢ = ||A|| such that there is a solution

= ﬂ{%xg‘ 12 13(Q)}

with a probability measure . We define the set

o= {dQ QEQ}

One can show that Q' is measure-convex if and only if Q is measure-convex, since for any

probability measure A on £ one can show that

aQ , d Jo QIN(Q)

Fm dNQ) = o

[-a.s.,
Q

since for Q := Joq QAA(Q) and every A € F we have

A/(‘”QQ‘M D /7du (4 (/QdA )A>=Q/Q<A>dA<Q
oo ([ v

A

Finally with measure-convexity of Q one can find Q € Q such that

aQ dQ

J Fm (Q):du'

This leaves us with

= 1{£>e£ Q@) = Lidseady T sy
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3.3.3. Financial application

First, the following remark shows, that closedness of 9 for the Neyman-Pearson theorem
is a too strict requirement for financial applications, since in Proposition it is shown
that the set of equivalent martingale measures is never closed in incomplete markets.
However, it can be shown that the requirement for measure-convexity does indeed fit to

the financial settings defined in this work.

Proposition 3.3.15.
The set of all equivalent martingale measures QF regarding a market measure P is either a

singleton (in a complete market model) or not closed (for any incomplete market model).

Proof. First, note that if there exists an absolutely continuous but not equivalent martingale
measure R (i.e. R < P and R = P), then for any Q € QF the sequence %Q + ”T_IR c oF
converges to R ¢ QF in L', i.e. QF is not closed. This means that it only remains to
show existence of such a measure R, which is quite easy in explicit models, but can be
challenging in a general form, as shown in , whose proof is reformulated and adjusted

to our notation in the following proof.

Let P be such that QF is not empty and not a singleton. Let @ and Qo be different
measures in QF. In this case we can notice that the processes Z; = %‘ 7 and S;Z; are
both ()1 martingales, where S is the modelled underlying, that is again a )1 martingale.
Using integration by parts, one can see that the quadratic covariation [Z,S] is a local

martingale as well:
d[Z,S)=d(SZ)— SdZ — ZdS

These processes can be used to construct the desired measure R. In particular, as we will
show in the following proof, one can construct a non-negative process Z, with SZ > 0

being a Q;-martingale and P(Z7 = 0) > 0. Then % —Zt__ defines a measure R,

7= EQ1(Z]
that is the desired measure.

Since we know from Proposition that we can characterise all jumptimes with a
sequence of predictable and totally inaccessable stopping times, we can divide the proof
into 3 cases: Either Z has no negative jumps, or there is a positive probability of negative

jumps at a stopping time that is either predictable or totally inaccessible.

1. If AZ; > 0 we can use that Z is a non-constant martingale, which means that
there must be a constant 0 < ¢ < 1 such that P(inf,cjo7 Z: < ¢) > 0; note that we
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3.3. Robust Neyman-Pearson lemma

assume Zy = 1 almost surely. Using the predictable (since AZ; > 0) stopping time
7 =inf{t € [0,00) : Z; < ¢} with 7 = o0 if Z; > ¢ for every t > 0, we can define:

Zy = Zipnr — ¢,

which is a martingale as a stopped martingale. ZS remains a martingale as S and ZS are
martingales and with P(Z7 = 0) = P(7 < T') > 0, Z is the desired process, finishing the

first of the three cases.

On the other hand, if P(AZ; < 0) > 0 for at least one ¢t > 0, then we cannot use
constructions like in the previous case, since Z must be non-negative. In this case, we will
use Proposition [2.2.18 to work around this issue.

Before formulating these two cases, note that, without loss of generality, we can assume
0< % < 2 and thus A% > —2, because if necessary we can replace (2 by the equivalent
martingale measure % which leads to

dQq R SR SR,
3(dQ1+dQy)  (TGHE) g

2. If there is a predictable stopping time 7 with P(AZ,; < 0) > 0, we know with Proposition
that E91[AZ,|F,_] = 0, which means that P(AZ, > ¢) > 0 for € > 0 small enough.

To apply Proposition 2.2.18 we use
Z Z
1+A2720andP(1+A2721+e> >0

with sub-o-algebra F,_ and the random variable (1, AS;). So there exist random variables
X >0, F-measurable, and Y > 1+ ¢, F,_-measurable, with

Z,
X <Y, P(X =Y) >0, E9[XAS,|F,_] = E< {(1 + A7)AST FT_}
Z,
and E9'[X|F,_] = E® {(1 + AT) J—“T_] .
The process Z we are trying to construct can be defined by
- X -1
Zr=1-lonv—0 s
which is a martingale with
. X — EQ[1 (X —1)|F—]
Qi1 _ _ Q1 S _ {t>7}
EQ![1 — Z,|F, | =E [ﬂ{tzr}y — ‘}'T} - -
:EQl[]}‘{tET}A%LF.T—} -0
Y -1 ’

o1



Chapter 3. Mathematical foundations

and

B9y (X —DAS [ Fr ] EQ Ly AZ|F ]

Y -1 Y -1 0

E [[Z, S],

7|

which results in Z and ZS being martingales. With P(Z7 = 0) = P(X = Y) > 0 the

process Z is the desired process.

Note that E?1[AZ,|F,_] = 0 does not hold in general for a totally inaccessible 7, which
rules out the above construction if there are no possible negative jumps at predictable

times.

3. Finally, if there are no jumps at predictable stopping times, i.e. Z is quasi-left continuous
(see Proposition 2.26 in Jacod and Shiryaev [35]). Then there is a totally inaccessible
stopping time o with P(AZ, < 0) > 0, we define 7 = inf{o € [0,T] : AZ, < 0}. In this case
we can again apply Proposition to AS; and —AZ; > 0 with P(—AZ, > €) > 0 for an
e>0toget X >0andY > ewithP(X =Y) > 0 and E[XAS|F_] = E[-AZ,AS | F-_].

With Proposition we can replace the jump of Z at 7 by —X and add its continuous
compensator,
P
My = Ziny — (X + AZ) 1 gory + ((X +AZ)L {m})t,
with AM, = —X and AM; > —e by definition of 7. Since Y is F,_-measurable, we can
construct A predictable and thus integrable with A > € and A, =Y > e. The process
M; = fOT A%LdMu is a martingale because M is a martingale and the exponential (M) is

a martingale:

E(N); = exp(M, — %(M N19)) TT (1 + ANL) exp(—ALL).

u<t
Now &(M) is indeed the desired process with:
(a) E(M) >0 as AM; > —1 per definition of A and 7,
(b) P(E(M)7 =0) =P(AM, = -1) =P(AM, = A,) =P(X =Y) >0,

(c) £(M)S is a martingale where S, £(M) and [£(M), S] are martingales. The last

expression is a martingale as
d[E(M), 8] = E(M)d[M, 8] = E(M)([Z7, S] + [L>r (X + AZ:), 8]),

where the last bracket is a martingale using E[XAS,|F,_] = E[-AZ;AS;|F,_].
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3.3. Robust Neyman-Pearson lemma

Finally, in every case there is a process Z which can be used to construct an absolutely

continuous but not equivalent martingale measure, so that the set QF cannot be closed. [

Remark 3.3.16.
Even the larger set of all absolutely continuous martingale measures, which does not allow

for the above argumentation, is either a singleton or not compact as shown in Corollary
7.2 in Delbaen .

In order to show that the property of measure-convexity introduced here is suitable for the
context of financial mathematics, it remains to be shown that most of the sets commonly

used in financial mathematics are measure-convex.

Theorem 3.3.17.

The set of all probability measures on the Skorokhod space is measure-convex.

Proof. First, note that the Skorokhod space endowed with the Skorokhod topology is a
separable and complete space. Now the Prokhorov Theorem, Lemma [2.5.4] states that the
set of all probability measures on the Skorokhod space endowed with the Prokhorov metric
is also complete. Since the set of all probability measures is also bounded and convex,
Lemma shows that the set is measure-convex. O

Corollary 3.3.18.
Every convex and closed set of probability measures on the Skorokhod space is measure-

convex.

Proof. The set of all probability measures on the Skorokhod space endowed with Skorokhod
topology is a complete space using the Prokhorov metric. Every closed subset is again
complete due to Lemma Theorem [3.3.11] ensures measure-convexity. O

Lemma 3.3.19.

Intersections of measure-convex sets are measure-convex.

Proof. Let X; and X5 be measure-convex sets. From Theorem we know that for
any subsets Y; C X, i = 1,2 that are compact we have ¢o(Y;) C X; is compact. Now for
any subset Y C X; N Xo we obviously have Y C X;, where co(Y) C X; is compact for
i = 1,2, which implies co(Y) C X; N X compact. The argument still holds for arbitrary

intersections, not just for finite ones. O
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Theorem 3.3.20.

The convex hull of finite unions of measure-convex sets is measure-convex.

Proof. Let X7 and X5 be measure-convex sets in a locally convex space X. We can show

directly that any barycenter is an element of co(X; U X5).

Let y be a barycenter of co(X1UX5) with corresponding measure A\, where A(co(X;UX2)) =
landy = [

co(X1UX,) TAA(T). Since we can write every element 2 € co(X; U X3) as a convex

combination, we can define continuous functions

z1: co(X1 U Xy) = Xy,
x9 : co(X1 U X)) = Xo,
a:co(X1UXsy)—[0,1],
with y = a(y)z1(y) + (1 — a(y))z2(y) for every y € co(X; U X3).

Now, for every linear functional f € X™, it holds that

| @@= [ awi@)+ 1 - em)fEw)di)

CO(X1UX2) CO(X1UX2)

= [ f@@ewd@+ [ fem) - aw)di)

CO(X1UX2 X1UX2

_/f / y)dydA(z /f / (1 — a(y))dyd\(x).

') (z)

We can define new measures 5\1 and 5\2 on X; and X5 respectively by

dhi(z) = / a(y)dyd\(x),

z; (@)

Do(@) = [ (1= a(y)dydA(@)

zy " (x)

Note that = ((;)) are probability measures on X; with ;\1(X 1) + o (X2) =1, while X; and

X5 are measure-convex by assumption, which allows us to conclude

fw= [ fwaw)

co X1UX2)

—/f YA (z +/f )dho(z
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Aa(x)
Ao (X2)

:5\ X1 /f —i—)\g X2 /f GCO(Xl UXQ).

eX1 €Xo

O

Finally, we can present sets commonly used in financial mathematics that are measure-

convex and thus suitable for applying robust Neyman-Pearson theory.

Corollary 3.3.21.

The following sets of measures are measure-convex:

(a)

Singletons
{Q}.

This case corresponds to complete financial markets or cases where the usually large

set of price measures is reduced to one measure using statistical or other methods.

The convex hull of a finite number of measures

co({Q1U...UQn}).

When using a finite set of pricing measures, this is the smallest convex set, that

contains Q1, ..., Qy.

The set of all martingale measures equivalent to a market measure P
oF.
This case corresponds to general incomplete financial markets.

The set of all equivalent martingale measures, such that the claim remains under a

specific price constraint ¢ € R:
{Q € QF 1 EQ[C] < ¢}.

For incomplete markets with very high prices, such as stochastic volatility models,

this case can be useful.

In general, any convex and closed set of probability measures, especially any convex
and closed subset of OF.
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(f) The inner convex hull of all equivalent martingale measures in a finite robust market
model P = {Py,...,P,}

{Z)\lQl 1 Qi € Q]P)i, Z)\’ =1 with \; > O}.
=1 =1

Proof.

a) Every singleton is compact and therefore complete, bounded and convex, see Lemma

3.3.11.

b) The convex hull of a finite number of points is compact and therefore complete, bounded

and of course convex, which suffices for measure-convexity with Lemma [3.3.11}

c¢) Let X be a finite measure on QF with A\(QF) = 1. First of all, the expression

[ en@
A

is again a probability measure, since the set of all probability measures is measure-convex

by Theorem [3.3.17]

Also [ge QdA(Q) remains an equivalent measure. If it were not equivalent, there would

either be a measurable set A € F with

P(A) > 0 and / Q(A)AN(Q) = 0,

which is a contradiction to A(QF) = 1, since Q(A) > 0 for every Q € Q, or on the other
hand

P(A) = 0 and / Q(A)AN(Q) > 0

which again is impossible, since in this case Q(A) = 0 for every Q € QF, because Q ~ P
for every Q € QF.

And finally the martingale property remains preserved. Let Q := Jor QANQ).

Q5] = / 514G = [ $ud / QINQ) = [ [ $1QiN@)
Q

QoF Q

- / / S:dQAN(Q / EQ[S,]AN(Q) = / SodA(Q) =
or

QF Q
Note that these expressions must be finite by the definition of IP and by the fact that
Jor QAA(Q) is already known to be a probability measure.
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3.3. Robust Neyman-Pearson lemma

d) The space of all probability measures such that the expectation of the claim is below

ceR
{P:E¥[C] < ¢}

is closed. To see this, take a convergent series of measures (P,) C A with P,, — P.

Then we have

EF»[C] = / CdP,, — / cdp = EF[C],
Q Q

where the left hand side is bounded by ¢ € R, such that EF[C] < e.

As a closed subset of a complete space, the space is again complete and thus measure-
convex as a closed, bounded and convex space with Lemma [3.3.11] The intersection
of measure-convex sets remains measure-convex and thus {P : EF[C] < ¢} N QF is

measure-convex.
This is just a reformulation of Corollary (3.3.18

Note that the set can be rewritten as

n
co( U QPZ') N oM,
i=1
where Py = Y7 ; iP; is a convex mixture of all market measures with >>1* ;A\, =1

and A; > 0 for all i = 1,...,n. Using Theorem |3.3.20, the set is an intersection of two

measure-convex sets, which remains measure-convex by Lemma |3.3.19
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Chapter 4.
Optimality of hedging strategies

4.1. Optimal hedging strategies for single market models

If we assume that we are in a complete market, then we can find an exact hedging strategy
for every claim, i.e. we can neutralise any risk. In incomplete markets, the same applies
to superhedging strategies as we introduced in the previous section. Since superhedging
prices are far too high from a practical point of view, it is reasonable that an investor will
usually not be willing to invest the full amount of money needed to superhedge a claim.
On the other hand, it makes sense for an investor to take some risk to make money. In
these cases, we face the problem of finding an investment strategy that does not exceed
a given constraint on investment capital, but also maximises the probability of hedging

successfully or minimises some other risk measure.

To solve this problem, we construct a knockout barrier for the claim that is supposed to
be hedged. With this knockout barrier, we can construct a new modified and cheaper
claim that can be replicated or superhedged without exceeding the investment constraint.
This approach was first introduced in Follmer and Leukert , from which the proofs and

results presented in this section are largely inspired and summarised.

We define V> 0 as a capital constraint that cannot be exceeded by an investor, and we
will try to find the optimal hedging strategy under this constraint regarding different risk

measures.

4.1.1. Value at risk

One of the most widely used risk measures is the value at risk. Despite many disad-

vantages, not only mathematical but also practical, this risk measure is one used by
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regulators in the European Union to determine the solvency capital of banks and insur-
ance companies, see Solvency 2 for insurance regulation and Basel 3 for banking

regulation.

Definition 4.1.1. Value at risk
Let X be a random variable determining a loss and let « € (0,1) be a security level. The
value at risk of X with respect to level « represents the smallest constant ¢, such that

X — ¢ is positive with a maximum probability of «. In mathematical terms:

VaRy(X) =inf{c€Ry :P(X —c>0) < a} = Fy'(1—a).

Due to the widespread use of the value at risk in risk management and its application in
regulation, we will first aim to minimise the risk of a hedging strategy in terms of the value
at risk. Mathematically speaking we will try to minimise the value at risk of the random
variable (C' — V:,{{ ), which leads to the next definition of a success set that describes all

events where the hedging strategy is successful.

Definition 4.1.2. Success sets
Let C be a Fp-measurable claim, let H be an admissible investment strategy and let x > 0
be the initial investment. We define the success set of the hedging strategy H with initial

investment x as
T
Apo = {z +/ Hds > C},
0

which defines the set of all w € ) for which the strategy H successfully (super)hedges the
claim C. The probability of not hedging successfully, 1 — P(Ag ), is called the shortfall
probability. If we do not know the corresponding hedging strategy or the initial capital,

we omit the indices.
We define the set A pathwise with the idea that, for a given success set, we can construct
a strategy (H, ) that exactly recreates the success set.

If we define the probability of making a loss according to the physical measure P(Q2\ A)
as a risk measure that defines how well an investment strategy hedges a claim, then we
can rewrite our problem of finding the best hedging strategy under a market model P as

follows:
Find a strategy (H,x) that solves

maximise P(Ap ) (4.1.1)

under the constraint z < V.
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The corresponding solution A = A 77 7 to this problem defines a new claim C:=1 10,
which can be superhedged with only using no more than Vj initial investment, which is

ensured by the constraint and the pricing-hedging duality for single market models, i.e.

Theorem [3.2.15| with P = {P}.

Theorem 4.1.3. Optimal hedging strategy under value at risk

Let P be a time-continuous market measure and let C' be a Fr-measurable claim, such
that C is not a modification of a% for every a € R and every Q € QF. The optimisation
problem has a solution, which is given by the superhedging strategy for the knockout

option
¢= C]l{%>a0}7

where the measure Q € QF defines a worst-case equivalent martingale measure and the

constant a is chosen to satisfy the constraint Vp.

Proof. The proof of this result follows from the work of Follmer and Leukert . We
will prove this theorem in three steps that summarise some statements and proofs in the
said paper. In these steps we will first formulate a dual problem to (4.1.1) and show the

uniqueness and existence of the solution. In the last step the explicit representation follows.

1) For every set A we can construct a knockout option C = C1 4. From the pricing hedging
duality, Theorem we know, that there exists a strategy (H,z) that superhedges
the claim C with z = SUPe o ERQ[C], i.e. VTH’x > C. For a solution (H,Z) of 1) this
means that }P’(Vf > 0) > IP’(VI{{ " > () for every other admissible strategy (H,x) with

z < Vp and we can rewrite (4.1.1) as

maximise P(A) (4.1.2)
under the constraint E?[C1 4] < Vp VQ € QF.

2) The next step is to show, for a success set A which solves 1) that the corresponding
superhedging strategy (fI ,Z) that superhedges C14 generates the same success set, i.e.

A=A i,z and thus 1} is indeed equivalent to |D

Suppose A is a solution of (4.1.2) and (H, x) is the cheapest superhedging strategy to C1 4
that exists according to the pricing-hedging duality. First, note that the stochastic integral
VtH’x =2+ (H - S); is a local martingale under every local martingale measure @ € QF.

This means that = + (H - S); is a supermartingale and we get the inequality

EQ[C1a,,] <EC[x+ (H-S)r] <2 VQ € Q,
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which means that (H,z) satisfies the constraints in (4.1.2). Since A is a solution of (4.1.2),

it is also clear that
P(A) > P(Ap.). (4.1.3)
On the other hand we can see that
AC{weQ:Cly>C} C Ay, (4.1.4)

With (4.1.3) and (4.1.4) it follows that A = Ap,, i.e. the superhedging strategy of a
solution to (4.1.2) indeed solves the optimisation problem (4.1.1)).

3) To find a more explicit representation of the set A, we introduce a new set of equivalent
measures {R(Q)|Q € Q} via the equation

dR(Q) c

dQ  EQ[C]

With these measures we can rewrite the constraint in (4.1.2) as

= E9[C|EE[14] = EQ[C]|R(A).

EQ[C14] = EF [Cn A EQ[C]]

This gives us the new optimisation problem

maximise P(A) (4.1.5)
Vo
ER[C]

under the constraint R(Apyz) < = aVQ e Q. (4.1.6)

This optimisation problem is in the form of testing a hypothesis P against hypotheses

{R(Q)|Q € Q} with a given maximum error of the first kind « := EQL([)O]‘ Note that the
assumption that C' is not a modification of a% implies that
P¢{R(Q): Qe Q},
hich is i ince otherwise 48 = _C_ — 10 jplics 48 = 1 for a R € {R(Q) -
which is important, since otherwise g5 = gore = goigy implies gp =1 fora R € {R(Q) :

@ € Q}. This fact allows us to use the robust Neyman-Pearson Theorem [3.3.14) and
Corollary [3.3.21 which means that we know that there exists a worst case equivalent

martingale measure @ and a corresponding measure R = R(Q).

With these measures we can construct the solution to Problem (4.1.5) using

a := inf {a 'R (jg > aC> < a} , (4.1.7)
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and we can define the optimal success set with

~ dP

A= {~ > aC } .
dQ

As already mentioned in the first step, we can find a superhedging strategy (fI , &) for the

option C'1 ;. This strategy solves the original optimisation problem (4.1.1)) as shown in

step 2. [

Remark 4.1.4.

As long as we work with time-continuous, non-deterministic models, it holds that

P( % = aC'}) = 0 and the above optimal solutions exist. Otherwise, the optimal Neyman-

Pearson test could be a randomised test leading to a knockout option that provides a payout

in the cases {% = aC'} that depends on an external, independent source of randomness,

such as a coin flip or, more mathematically, a Bernoulli distribution. More precisely, if
dP

G aC'} is not a null set, the transformed claim C is generally of the form

C=Ugac) + Bl _acy)C
where B ~ Ber(p) is a Bernoulli distributed random variable with

P55 = aC)

p:

However, this setup is not only very unusual from a practical point of view, it is also
mathematically unfavourable because without adjustments this claim is not well defined,
since the sample space €2, i.e. the Skorokhod space in this case, does not allow C' : Q — R
to be defined by an additional random variable B. Therefore, the pricing-hedging duality
does not ensure the existence of a corresponding superhedging strategy. On the contrary,
there are several simple counterexamples, where the pricing-hedging duality does not hold
for additional random sources.

The issue of a potential non-null set {9L& = aC'} can be solved by using a risk measure

dQ
that rewards not only successful hedges, but also scenarios where the shortfall is reduced.
One example of such a risk measure is the success ratio, which also takes into account the

ratio of claim to hedge in cases where the hedging strategy fails.

It should be noted that in the following work we always assume time-continuous market
models and therefore do not need to consider the case of Remark

63



Chapter 4. Optimality of hedging strategies

4.1.2. Optimal hedging strategies under different risk measures

The previously used proof techniques in Theorem 4.1.3| can be applied not only to the value
at risk, but also to many other risk measures. On the one hand, the previous risk measure
can be generalised to the success ratio taking into account the shortfall in the event of losses,
which solves the problem of randomisation in discrete-time models. On the other hand one
can use the expected shortfall, another frequently used risk measure in regulation, see for
example the Swiss solvency test , the swiss counterpart to European Solvency 2. It is
then shown that even for arbitrary coherent risk measures, the optimal hedging strategy

can be determined using the robust Neyman-Pearson lemma.

4.1.2.1. Success ratio

First, we consider another risk measure that is broadly consistent with the value at risk, but
takes into account the ratio of claim to hedging strategy in cases where a loss is incurred and
penalises large losses. Interestingly, the optimal hedging strategy remains in a 0-1 form, with

the exception of randomisation, which mostly occurs on a null-set.

Definition 4.1.5. Success ratio

For a hedging strategy (H,x) and a claim C': Q — R, the success ratio is defined as

VH,ac
_ T
P x) =1 mays oy + 5 Lyt oy

Theorem 4.1.6. Optimal hedging strategy under success ratio
Let P be a market measure and let C' be a Fp-measurable claim, such that C' is not a
modification of a% for every a € R and every Q € QF. The hedging strategy (H,x) that

solves

maximise EF [p(H, z)]

under the constraint x < f/o

is the superhedging strategy for the claim

C= (1{;g>a0} +7]1{jga0}> ¢,

Vo—sup e or E9 [ﬂ{%nmc}

where a is defined as in Equation (4.1.7) and v = S
E [1{%:610}0]
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Proof. The results follow analogously to the previous proof of Theorem [4.1.3 O

Remark 4.1.7.
It P(% = aC) = 0 for every constant a, which is the case for every time continuous
diffusion model, then the hedging strategy that optimises shortfall probability and the

strategy that optimises the success ratio do coincide.

Since we are working in time-continuous market models, we use the shortfall probability
due to easier notation. On the other hand, using the success ratio has the advantage that
it is much easier to prove concavity of the optimal success ratio as a function of the capital

constraint, see for example Figure [5.2.3|

Corollary 4.1.8.
The optimal expected success ratio and the optimal shortfall probability as a function of

the initial investment are continuous, non-decreasing and concave.

Proof. Using ideas in the proof of Lemma 3.1 in Bayraktar and Wang 4] we define optimal
hedging strategies (Hy,z1) and (Ha,z2) with 1 < 9 < SUP Qe P EQ[C]. First of all, due
to optimality it holds that

EF[p(Hy, 21)] < EF[(Ha, )],

as Hj is admissible under the initial investment zo as well, therefore it holds that
Ve S I which already leads to EF[p(Hy, x9)] > EF[o(Hy, x9)] > EF[(Hy,21)).
In addition, it can be seen that a convex combination of success ratios leads to a new

success ratio that can be superhedged with less or the same initial investment:

sup EQ[(Ap(Hy,x1) + (1 — A)gp(ha, 22))C] <A sup EQ[p(Hy,x1)C]
QEeQF QeQP

+(1=)) sup E9[p(Hy, 22)C]
QeQr
=z + (1 — N)xa.
In a final step, the expected success ratio is additive:
E"\o(Hi, 1) + (1 = Np(Ha, 22)] = NE7[p(Hi, 21)] + (1 — NE[p(Ha, z2)].

Finally, it follows that there exists an optimal strategy H such that

E[p(H, Axy + (1 — N)22)] > AE [@(Hy, 21)] + (1 — NE"[p(Ha, 22)],
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where we can use that the superhedging strategy to (Ap(Hi,z1) + (1 — A)p(he, 22))C uses
an initial investment of Ax1 + (1 — A)z2 but is not optimal, since it is not of 0-1-form. This
means that the expected optimal success ratio is non-decreasing and concave as a function
of the initial investment. Continuity follows because every non-decreasing concave function

is also continuous. For values larger than supgeor ERQ[C] the function is constant 1.

The same arguments hold for the value at risk, since both risk measures coincide in

time-continuous markets. O

4.1.2.2. Expected shortfall

Another reasonable and regularly used risk measure is the so called expected shortfall. Like
the value at risk, the expected shortfall is a widely used risk measure in regulation and
risk management. While in the EU, for example, solvency 2 prescribes the value at risk to
determine the risk capital of insurance companies, the Swiss solvency test uses the expected
shortfall, also known as the average value at risk. This setup is also examined in Follmer
and the problem of finding optimal hedging strategies regarding the expected shortfall
can be solved using the same arguments as before. The solution is different in this case,

but is still in a 0-1 form, which follows from Neyman-Pearson theory.

Definition 4.1.9.
Let C be a Fr-measurable claim, let H be an admissible investment strategy and let z € R

be the initial investment. The expected shortfall of (H,z) is defined as

EF[(C — V£")T].

A major advantage over the shortfall probability is that the expected shortfall also
takes into account the loss that occurs in the cases where the hedging strategy

fails.

Using the same argumentation as in Theorem [4.1.3] one can again find a unique
hedging strategy that minimises the expected shortfall under a capital constraint
r < VO.

Theorem 4.1.10. Optimal hedging strategy under expected shortfall
Let P be a market model, such that P ¢ QP and let C be a Fr-measurable claim. The

optimisation problem

minimise E¥[(C — V")
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under the constraint = < V;

has a unique solution, which is given by the superhedging strategy to the option

The measure Q € QF defines a worst-case equivalent martingale measure.

Proof. The proof works almost analogously to the proof of Theorem and therefore
follows ideas in Follmer . Note that we are looking for a hedging strategy that is
the superhedging strategy for a claim C' = oC, where ¢ : Q — [0,1] is a test function.
Using this equation and thinking of ¢ as a hedging ratio, we can rewrite the minimisation

problem as

minimise E¥[(1 — ¢)C| (4.1.8)

under the constraint sup E@[pC] < Vp,
QeQF

which rewrites into the maximization problem

maximise EF [pC]
under the constraint sup EQ[cpC] < Vp.
QegQF

With a new set of measures {R : flj—g, = EPL[C}} and {R : % = EQL[C]} we can formulate the

optimisation problem as follows, so that it is solved by Neyman-Pearson theory as shown

in Theorem [3.3.141

maximise Ef[¢]

under the constraint sup ER[ap] < :
QeQF EQ [C]

This gives the optimal solution
P=lieoay ke gy

Finally, it only remains to show that the superhedging strategy corresponding to a solution
@ of is indeed the optimal hedging strategy. Let (]EI , ) be the superhedging strategy
to »C and let ¢(H,Z) be the success ratio of (H,#). Using the pricing-hedging duality it
is clear that & < Vp, such that the superhedging strategy satisfies the capital constraint.
Then it follows:

E°[(1 - »(,7))C] 2 E7[(1 - $)C,
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since ¢ solves (4.1.8) and
o(H,7)C = min{VY{q’i,C} > ¢C,

because (H,Z) is the superhedging strategy to »C. This finally leads to ¢(H,#)C =
oC. O

Even more generally, the [ weighted expected shortfall can be defined to model risk aversion
or affinity. The optimisation problem is still solvable, but becomes much more complex in its
general form. This result is not proved here, but is presented as an outlook on how general

the class of risk measures can be chosen using these proof techniques.

Definition 4.1.11.

Let again C' be a Fp-measurable claim, let H be an admissible investment strategy and
let z € R be the initial investment. In addition, let [ : [0,00) — [0, 00) be an increasing
convex function with [(0) = 0. The [ weighted expected shortfall of (H,z) is defined as

EF[I((C = Vi) ).
Theorem 4.1.12. Optimal hedging strategy regarding expected shortfall
Take again a market model P with P ¢ OF and a Fp-measurable claim C' and let [ be a

strictly convex function with [(0) = 0, I’(0+) = 0 and I'(c0) = co. Let furthermore P be a
complete market, i.e. @ = {Q}. The optimisation problem

minimise EP[Z((C — VF}HJ))JF)]

under the constraint x < VO

has a unique solution, which is given by the superhedging strategy to the option

o4

with a suitable constant a such that the constraint is satisfied.

Proof. The result is a combination of Theorem 5.1 in Féllmer and Leukert and the
pricing-hedging duality |3.2.15 O
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4.1.2.3. Coherent risk measures

As shown in Huber [34], coherent risk measures allow for a representation as a supremum
of expectations. With robust Neyman-Pearson theory, or more specifically Theorem |3.3.14}
this allows to find optimal hedging strategies even for general the general class of coherent

risk measures.

Definition 4.1.13. Coherent risk measures

A risk measure p : £ — R U {oo} is called coherent if for every X, X € L:
(a) p(0) =0, (normalization)
(b) If X; < Xo, then p(X;) < p(X3), (monotonicity)
(c) p(X1+4 X2) < p(X1) + p(X2), (subadditivity)
(d) p(aXi) = ap(X;) for any a > 0, (positive homogeneity)

(e) p(X1+a)=p(X1)+afor any a € R or any random variable that equals a almost

surely. (translation invariance)

Lemma 4.1.14.
A risk measure p is a lower semi-continuous, coherent risk measure if and only if there is a
dominated set of measures R such that the set {%\R € R} is weak™*-closed, convex and it
holds that
_ R
p(X) = sup E*[—X].
RER

Proof. This statement is a well known fact in the risk theory. It was first established in

Proposition 10.1 in chapter 10 of Huber , whose proof we will adapt to our notation.

It is straightforward to show that for any R the expression supper E¥[—X] satisfies the
properties of a coherent risk measure. It only remains to show that for any coherent risk
measure p there exists a set R representing p. It suffices to show that for any random
variable X there exists a measure R such that EX[X] < p(X) and EF[X(] = p(Xp). Then

the set of all these measures is the set representing p.

In a first step one can show the existence of a suitable function f that can define the
desired measure R, in a second step we need to prove that this f in fact has the properties

to define a probability measure.
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1) Let X be a random variable such that without loss of generality p(Xo) = 1. Otherwise

we can just consider %. We can define the open and convex set

U= {X|p(X) < 1}.

The set is convex because of the subadditivity of p and open because for every X € U it
holds p(X +¢€) = p(X) + € < 1 for every € < 1 — p(X).

Since U is open and convex and X ¢ U, the Hahn Banach separation theorem implies the

existence of a linear functional f with

f(X) < f(Xo) (4.1.9)

for every X € U. Using 0 = f(0) < f(Xo) one can, without loss of generality, choose
f(X)= ;((jé))), such that f(Xo) = 1. This functional will define the desired measure R via
f(X) = EF[X]. Tt remains that on the one hand we need f(X) < p(X) and on the other

hand the measure defined by f must be a probability measure.

2) For any X with p(X) < 1 it follows X € U by the definition of U, which implies with
(4.1.9) that f(X) < p(Xo) =1 or in short:

p(X)<1l = f(X)<l1. (4.1.10)

Finally, for any ¢ > 0 and X > 0, it follows from p(—cX) < 0 < 1 (which holds due
to monotonicity of p with Xo = 0) that ¢f(X) = —f(—cX) > —1. We can see that
f(X) > —% for any ¢ > 0, which implies that f is a positive functional.

Let ¢ < 1: By (4.1.10)) it directly follows that ¢f(1) = f(c) < 1 for every ¢ < 1, implying
f1) <L

Let ¢ > 1: Now we can use p(2Xo — ¢) = 2p(Xp) —c =2 — ¢ < 1 to conclude again with

(4.1.10) that 2f(Xo) —c= f(2Xp — ¢) < 1, implying f(1) > % for every ¢ > 1, such that
f(1) > 1. Combined we have

f() =1 (4.1.11)

In a last step, p(X) < ¢ implies p(%) < 1, which means, using again (4.1.10), that f(%) <1
and finally f(X) < ¢, in short

p(X)<c = f(X)<ec (4.1.12)

Now (4.1.12)) shows that f(X) < p(X). This can be shown by taking an arbitrary ¢ > 1
and using p(%) = 1 < ¢, which means f(%) < ¢. This implies f(X) < cp(X) for
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every ¢ > 1. In addition (4.1.11)), together with the linearity properties ensures that
R(A) = f(14) is in fact a probability measure. Note that f(1) = 1 provides R(Q2) = 1.

This means for any Xg we can find the desired measure R, which proves the claim.

Note that this argumentation is limited to finite {2 but is generalised in Féllmer and Schied

24). 0

Using the above property for coherent risk measures p with a set of equivalent martingale
measures Q allows to solve the optimal hedging problem

in p ((C — Vo 4113

moin p (€= vfyT) (4.1.13)

under the constraint x < V;

by representing it as the optimisation problem
min sup EZ[(1 — ¢)C]
¥ ReR

under the constraint sup E?[oC].
QeQ

Again, as in Rudloff without the assumption of measure-convexity, one can show that
the solution to this optimisation problem will be in the typical 0-1 structure and very similar

to the structure we already could see for the other risk measures.

Theorem 4.1.15.
The optimal hedging problem (4.1.13)) is solved by the superhedging strategy (H,z) to the

claim

C C

- 11{%>a€'}

with worst-case measures R € R and Q € Q.

Proof. Since the set R is weak*-closed and Q is measure-convex, because it is assumed to

be a set of equivalent martingale measures we can apply Theorem |3.3.14} 0

4.2. Optimal Hedging Strategies for robust market models

In the preceding section, optimal hedging strategies were determined in relation to a single,
clearly defined market model. Since not only Neyman Pearson theory, which is fundamental

to the construction of optimal hedging strategies, can be extended to sets of measures (see
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Section , but also the pricing-hedging duality can be extended (see Section , it is
reasonable that the construction of optimal hedging strategies, more precisely Theorem
4.1.3] and the following corresponding theorems, can be extended to the robust market
models P defined in Section

The presented theory of robust modelling allows for two different approaches. First, we
can consider Convex sets, which mostly can describe small deviation from a specific market
model. Second, we can consider a countable set of measures, i.e. explicitly not convex sets
of measures, which is more suitable to describe different scenarios {P;,Py, ...} that can
differ greatly from each other. In that case these different scenarios, that all could occur in
reality, represent another kind of model risk, that cannot be captured by allowing small

deviations from a single market measure.

From the perspective of Theorem [3.3.14/and Assumption it is useful to take convex and
closed sets of market measures. Indeed, a very common form of robust modelling is allowing

for arbitrary deviation of a model regarding a specific metric.

Example 4.2.1.
Let P be a fixed probability measure on (Q, F) that resembles the chosen physical measure.

The following sets are regularly used kinds of robustness regarding a measure.

e ¢-contamination:

P={P:(1—¢P+eH, H a probability measure on Q} or
P={P:(1—eP+eH, Hc?H} with?H a closed set of measures.

¢ total variation norm:

P={P:|P(A) —P(A)| <e VA€ F}.

e Prokhorov-distance:

P ={P:P(A) < P(A%) + €} with A° the closed d-neighbourhood of A.

Theorem 4.2.2.
The robust market models in Example are convex and closed, which means they
suffice the Assumption as long as PN QF =)

Proof. Let P1,Py € P and let (Py,),eny € P be a sequence of measures with existing limit.
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(a) e-contamination:

o Convexity:

AP + (1= NPy = AN(1 — )P+ eHy) + (1 — A)((1 — )P+ eHy)
= (1 — P+ e(\Hy + (1 — \)Hy),

which is sufficient for convexity if H is convex.
e Closedness:
Jim P, = nh_)ngo(l —e)P+eH, =(1—e)P+ e lim H,,
which proves closedness if and only if H is closed.
(b) Total Variation distance:
e Convexity:

[AP1(A) + (1= A)P2(A) — P(A)| = A(P1(A4) = P(A4)) + (1 — X)(P2(A) — P(A4))]
< A[P1(A) — B(A)| + (1= N)[Po(A) — P(A)] < e

e Closedness: The closedness follows directly by using the total variation distance

as metric on P.
(c) Prohorov distance:
e Convexity:
AP (A) + (1= NPa(A) < AP(A%) +€) + (1 — N (P(A%) +€) = P(A%) + €
e Closedness: The Prokhorov metric metrizes weak convergence, see Theorem 6.8
in Billingsley [6], which is sufficient to show weak closedness.
O
These models consist of infinitely many, often uncountably many measures, which only
allows a solution in the minimax form. This minimax optimising approach is a very well
researched with plenty of literature, see for example Kirch for a financial context or

Huber for robust statistics. Therefore, in this thesis we will specifically consider robust

models containing only finitely many market measures.

The assumptions for the robust form of the Neyman Pearson theorem to apply include a

convex set of physical measures P, see Assumption However, if a finite or discrete set
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of measures is used, the theorem cannot be easily applied. In this section, we show that for
a finite set of measures there is a way to work without this assumption. In addition, using
only finitely many models allows a much more detailed construction of optimal hedging
strategies and, accordingly, allows for additional optimal solutions besides the already

known minimax solution.

In order to construct optimal hedging strategies in this case, we need to give a new
definition for the optimality of a hedging strategy. For this section if not stated otherwise,

let P be a finite set of measures.

P=1{Py,..,P,}

4.2.1. Value at risk

As in the previous section on single market models, we also start here with the value
at risk, i.e. shortfall probability, and then generalise the statements to other risk mea-

sures.

Definition 4.2.3. Robust optimal hedging strategies regarding shortfall probability

A hedging strategy H with initial investment & < Vj on an option C' is said to be robust
optimal with respect to the shortfall probability if for every other admissible strategy
(H,z) with 2 < Vg and

there exists j # ¢ with
P (VT > C) > Py (Ve > ),

This means that any strategy that leads to a higher probability of success under P; must
have a worse success probability under at least one other measure. In the following,
the term "optimal strategy" generally means "robust optimal with respect to shortfall

probability".

If we reduce the set of measures P to just two measures, namely P = {P;, Py}, it follows
directly from the previous chapter that we can obtain optimal strategies and optimal
success sets A1 and As that are optimal under Py and Py respectively, without considering
the other measure. In general, these sets will not coincide and will not be optimal under
the other measure, i.e. P1(As) < P1(A;) and Py(A;) < Py(Az). The question is whether

there are optimal solutions between these extremes, and if so, is there a way to find them
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and their probabilities of success? These are the two questions we address in the following

section.

The main idea in this chapter is to define a convex combination of measures for which we

write

Py:=Y AP; with > A =1, \; >0 and P; € P
il icl
and apply the previous theory for single market models to these new market measures. For
a simpler notation, in the proofs of the following main results we reduce the set of market

measures to P = {P1, Py}, which means that Py is of the form
Py := APy + (1 — )\)PQ

with A € (0,1). It will be seen that we can extend this construction to arbitrary finite sets
of measures, which generalises the following proofs to finite sets for P. In Section we
already proved that the convex combination of a countable set of probability measures is

again a probability measure.

The first step in this section is to show in Theorem that with this idea we can create
optimal solutions according to the previous Definition The second statement in the
Theorem [4.2.9| shows that not only can we create optimal solutions with this approach but
we can find every optimal solution. Finally, in Theorem we will examine further
properties of these optimal solutions, which means we will show that the set of all hedging

strategies is strictly convex in terms of success probabilities.

Definition 4.2.4.
For a robust market model P = J;c;{P;}, the set Q) is defined as

A=%D AQi:d Ai=1LA>0,,

QieQFi i€l
i.e. @, is defined as the set of convex combinations of equivalent martingale measures.
Defining this set is necessary because every measure contained in Q) is equivalent to every
convex combination Py of measures in P, which does not necessarily hold for the equivalent

measures in QF.

Lemma 4.2.5.

Let P be a countable robust market model and I an arbitrary index set on P. Using the
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set Qy for pricing under Py does not change the supremum of all arbitrage free prices.

This means

sup E9[140] = sup EC[1,C]
QEQN Qe 9

i€l

for every A € F.

Proof. Since the expectation is a linear functional, the lemma follows by

sup EQ[14C] = sup B2 ier @i [14C]
Qe Q;cQPli
)\1',6(0,1)

> ai=1
= sup Y NE¥[14C]
QieQi e
Ai€(0,1)
S =1
= sup E%[1,C]
iel
Q:eQFi

= sup EQ[1,C].
Qe 9%
el
The third equation holds, since the expectations are deterministic values, where the largest

of these values determines the supremum. O

This lemma shows that considering Q) as a new set of equivalent martingale measures
does not produce prices that exceed the previous upper bound, which is important since
we are creating a new option that is supposed to be superhedged in P. However, Q) only
contains measures that are equivalent to P, which is important in the proof of Theorem
4.2.9

Remark 4.2.6.
As an interesting side note, Q) does not necessarily include every equivalent martingale
measure of Py, and it is possible that Py, as a new market measure, would lead to higher

prices than any single market measure in P.
As a simple example, consider two binomial models with

o P; with u; =4 and di =

W=

e Py with ug = 2 and dy =

N[ =
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e Aclaim C:Q = {ul,UQ,dl,dg} — R with C(ul) =1, C(UQ) =2, C(dl) = C(dg) =0.

which leads

(S

Under P; we have the equivalent martingale measure Q1 (uy1) = é, Qi(dy) =
to E91[C] = 1.

which leads

win

Under Py we have the equivalent martingale measure Q2(ug) = %, Q2(da) =
to E92[C] = 2.

Finally, under any Py = APy + (1 — A)P, the martingale measure Q(u1) = 0, Q(u2) = 2,
Q(dy) = % and Q(dz) = 0 can be approximated by equivalent martingale measures leading

to SuerQ/\ ]EQ[C] = % > %

On the other hand there are cases where every equivalent martingale measure of Py is

contained in 9y, as the following proposition states.

Proposition 4.2.7.
If for every P;,P; € P either P; ~ P; or P; L IP;, where L denotes the singularity of
measures, and if supp(P;) € Fp for every P; € P, then the set Q) contains every equivalent

martingale measure of Py.

Proof. The above statement is a more general form of Proposition 5.13 in Kirch , whose

proof we loosely follow.

It is clear by definition that every measure () in Q) is equivalent to Py and is a martingale
measure, so we only need to show that every martingale measure equivalent to Py can be

written in the form

Q= > \Q:
QieQki
el
Let @ be a martingale measure equivalent to Py. We can say without loss of generality that
all measures in P are singular, because two equivalent measures have the same equivalent

martingale measures.

Now we can define the support of the measure P; as £2; and define new measures

5 (A) e y_ QAN
Qi(A4) == Q(A|%) o)
which leads to a representation of @) as
Q(A) =Y Qi(A)Q(), (4.2.1)

i=1
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Since @ ~ Py and thus P; < @ and Q;(£2;) = 1, it is clear that Q; ~ IP;, so it only remains
to show that Q; is a martingale measure on ;.

First, we can represent conditional expectation under () by conditional expectation under

the new measure @ using Proposition m
1

dQ,
EPA["ZQW LZQ
N
T ER dQ|f ZQ WE l P,

Z 00 [dQZ

The second equation follows due to Equation (4 , while the third equation holds with

monotone convergence theorem. Now we can make use of the assumption that ; € Fy.

1
EQ[S,|F,] = EPr [
EPA[ 42 | Fo]

dq

ap, 1|7

d
/|

781 E9 [S|F.] . (4.2.2)

IE]P’A dPA ].7-"

This allows for

Py ﬂ — TP dQ

E LﬂP’,\ f5:|]lQi—}E LHP’ 1o, .7:]
-5 [a 2|7,
- (]

where we can use measurability of €2; in the first equation and Equation (4.2.1)) in the
second equation. Inserting this into Equation (4.2.2)) shows that on €; it holds that

EQ[Sy| Fullg, = EQ[Sy|F,]. (4.2.3)

Now we can finally show for any A € F, and any i € N:

EQ[S,14] = E9[S,1 4nn,] =
1

Q(SY)

— EQ: [EQi [St‘}—s]]lA} ,

E?[S1 anq,]

_1
Q)

LN
Q%)
[E9[Si| FoJLane,| =

E? [E%[S,|Fy] 1 ane, |

where the fourth equation follows with Equation (4.2.3)). Since A can be chosen arbitrary
this finally shows E@i[S;|F,] = Ss and proves that Q; is indeed a martingale measure on
Q; and Q; € Q% O
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After introducing the necessary notation and sets, one of the main results of this sec-
tion is to show that the approach using PPy as a new single measure leads to optimal

solutions.

Theorem 4.2.8.

Let P be a market that satisfies the assumptions [3.2.8], [3.2.11| and [3.2.12 and let P
be a finite robust market model. For every fixed A € [0,1]" with > ;"1 A; = 1 there
exists a superhedging strategy for the claim C' = Cly4 10> Where Ap . solves the following

optimisation problem

maximise Py(Aq z) (4.2.4)

under the constraint sup E9[1 A, Cl < V.
Qe

This strategy is optimal regarding P.

Proof. Let A be a solution to this optimisation problem. Since the market satisfies the

assumptions [3.2.8] [3.2.11] and [3.2.12], the previous Lemma [4.2.5] ensures that we can apply
Theorem [3.2.15, which means that we can indeed find a hedging portfolio (H,Z) with

It remains to show that this strategy is indeed an optimal strategy in view of Definition
If we assume that A does not lead to an optimal strategy, then there exists a set
A € F with supgeg, EQ[1,4C] < Vp and

P (A) > Pi(A) but Py(A) > Py(A)
This means we can get the following inequality:

PA(A) = AP1(A) + (1 = A)P2(A)
> AP1(A) + (1 = NPy (A)
=Py (A).

This is a contradiction to the assumption, that A is a solution to the optimisation problem
(4.2.4]).
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This theorem shows us that we can indeed find optimal solutions with this new convex
combination of measures. The subsequent theorem will demonstrate that this procedure

can actually lead to every optimal solution.

Theorem 4.2.9.
Let P be a market that fulfills the assumptions [3.2.8| [3.2.11| and [3.2.12| and let P be a
finite set of measures. Then every optimal strategy according to Definition is the

solution of a optimisation problem

maximise Py(Aq z) (4.2.5)

under the constraint sup E?[1 4, C] <V,
QEQx 7

for a weight vector A\ € [0, 1] with > ; \; = 1.

In view of Theorem this can be rewritten to: Every Optimal Strategy is the super-
hedging strategy to an option

o >kC}’

where Q € Q, is a worst case measure and k is chosen such that the constraint is fulfilled.

Proof. First, we assume that we have a set P = {P1,P2}. As shown in Theorem it
is possible to find the optimal strategy for both P; and P». Consequently, for A = 1 and
A = 0 the optimal sets A7 and Ay can be determined as

Ay :{d[?l > ky c}
dQ

1

Py }
Ay=1 "2 >k OV,
2 {dQQ 2

where ki1, ko € R, are constants, that can be determined by the investment constraint, and

Q1, Q2 € Q) are worst-case measures, that exist according to Neyman-Pearson theory, see

Theorem [3.3.141

Now assume A € (0,1). With the argumentation in Theorem we know that the
solution to the optimisation problem (4.2.5) is of the form

dP) }
Ay = = > k\C 7.
A {dQ/\ A

Since IP; and Py are absolutely continuous with respect to @ for any Q € Q,, i.e. P; < Q
and Py < ), we can rewrite the set Ay as

dPy dPy
A:{/\~+ 1—-AN)— >k:C}.
A 40, ( )dQ)\ A
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To finish the proof we need to show that the functions

pi 0,1 = [0,1], A — B; ()\(f% (1- A)‘;% > k:AC) (4.2.6)

are continuous. This function represents the success probability under P; for the success
set that is optimal under PPy. Note that p; always measures the success probability of
optimal solutions, i.e. the measured set in (4.2.6) solves

maximise Py (A)

under the constraint sup E[14C] < V.

QEQ,
First of all we will show that the function
dP, dPy
J23\ ()\2) =Py (/\2~ + (1 — )\2)~7 >k, C) (4.2.7)
! ! dQ)\Q dQ)\z :

is continuous in A\; and Ag. Since A1 only gives the weights in the convex combination of

Py the function is continuous in A;. This means we have the following properties:

0<py(X) <1
P, (A2) is continuous in A\

for a fixed \; we have py, (A1) = )\Helz[%xl] Py (A2), (4.2.8)
2 )

where property (4.2.8) follows due to Theorem [4.1.3| These properties are sufficient to

show continuity in Ag:

Suppose that py, (z) is not continuous in z. Continuity in A\; together with boundedness
makes clear that if there are any discontinuities those cannot be limited to a single point,
furthermore this set of discontinuities must be parallel to the A1 axis, due to continuity in
this variable, which means there must be a tupel (Ag, A\g) € (0,1) x (0,1) where it holds

Pao (Ao + €) = prg(Ao)-

This means we get the following chain of inequalities:

Pao(A0) > Pag (Ao + €) = Pagre(Xo + €) + 8(€) = Pagre(Aa) + 6(€) = prg(Ao) + 8(€) + d(e),
(4.2.9)

for all € > 0 small enough, where 6(¢), d(e) — 0 for e — 0. The inequalities are following from
the maximum property 1) and the § and 0 follow from continuity in A;. Considering
the limit for € — 0 we get

Pro(Ao) > li_ff(l)pxo()\o +e) = 1i_I>T(1)P>\0+e()\o +€) > Prg+e(Ao) = Pry(No),
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which is a contradiction and verifies that py, (A2) has to be continuous in both variables.

In the last step it remains to show that not only py = Ap1 + (1 — A)p2 is continuous
but also p; and p2. So let us assume again that p; is not continuous at position Ag, i.e.
lime_,0 p1 (Ao + €) # p1(Ao). As we know that py, := Aop1 + (1 — Ao)p2 is a continuous

function, we conclude that ps is also discontinuous with

. . 1 Ao
g p1 (Ao + ) — 1) =lim (5-pag (o +0) = TP +))

- (AlopAO(AO) 1 iOAom(AO))

Ao .
=T 1 (11_13(1]292()\0 +€) —p2(>\0)> :

The second equality holds with continuity of py, (A\2) that we already showed.

On the other hand we also know that p) is continuous for every fixed A in the subscript
which leads to

: A ,

lim p1 (Mo + ) pi (o) =~ (gg% pa(ho +¢) — p2(>\0)>
for every A € (0,1). The above equation can only hold for every A if both sides are 0. Thus

we finally conclude that p; and pe have to be continuous in Ay, which is a contradiction.

This means we have continuous functions p; and ps and see that for every success probability
D € [p1(0),p1(1)], there has to be a weight A\ € [0, 1] such that p;(A\) = p. The same holds
for ps, which means we can indeed create every optimal success set and find every optimal
success probability. The previous arguments can also be continued recursively to any finite
set P ={Py,....,P,}. O

Corollary 4.2.10.

For a fixed index i and a capital constraint Vj let p be the maximal success probability
an optimal strategy can have under P; and let p be the minimal success probability an
optimal strategy can have under P;. Theorem implies that for every p € [p,p] there

exists a weight vector A such that the optimisation problem

maximise Py (Ag z)

under the constraint sup E? [L4,.0] < Vo,
QEQ, '

leads to a strategy (H,x) with P;(Ay,) = p.

Remark 4.2.11.
Theorem implies the existence of a solution to the minimax problem we were solving

in the case of convex sets of physical measures.
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4.2.2. Extension to additional risk measures and concavity

In Section 4.1.2.1] we showed that in single market models all results can also be applied in
a very similar way to the expected shortfall or the success ratio as a risk measure. This
leads to the question of whether the results for robust markets can also be generalised to

these risk measures, which will turn out to be correct.

Definition 4.2.12. Robust optimal hedging strateqy regarding success ratio

A hedging strategy (H,Z) with initial investment < Vj is optimal with respect to the
success ratio, defined in Definition if for every other hedging strategy (H,x) with
z < f/o and

there exists j # i with

Definition 4.2.13. Robust optimal hedging strategies regarding expected shortfall
Corresponding to Definition a hedging strategy H with initial investment & < Vj to
a claim C is called robust optimal with respect to the expected shortfall if for every other

admissible hedging strategy (H,z) with z < Vj and

EP((C = V)] > ER(C - vy
there exists a j # ¢ with

EP((C = Vi*)*] < B I(C - V)],
Theorem 4.2.14.

Theorem and are also valid under optimality regarding success ratio and expected
shortfall.

Proof. The proof of Theorem 4.2.8| can be applied analogously.

The proof of Theorem can be applied analogously again. Note that we used the
continuity of P which also holds for EF. This means that the arguments used there also

apply to this definition of optimality. O
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Using success ratios instead of success probabilities again has advantages when examining
the remaining risk as a function of initial investment. Considering optimal strategies that
maximise the minimum probability of success (Minimax optimisation) or maximise the
sum of all success probabilities can again be proven to be concave as function of initial

investment.

Corollary 4.2.15.
The optimal expected success ratio that maximises the minimal success ratio or the sum

of success ratios depending on capital constraint is non decreasing and concave.

Proof. Let 1 > x9 and let H; and Hs be the optimal strategies that maximise
> pep EP[p(H, )] depending on z. As in Corollary one can again set up a hedging
strategy that has a success ratio equal to a convex combination of both previous optimal

success ratios for less or equal capital
sup E9[(Ap(H1, 1) + (1 = N)g(he, 22))C] <A sup E?[p(Hy,21)C]
QeQF QeQ?

+(1—A) sup E9[p(Ha,x2)C]
QeQF

=Az1 + (1 — N)xa.
On the other hand the linearity of the summed success ratio

S T EFe(Hr, 1) + (1= No(Hz, 22)] = A Y EF [p(Hy, 21)] A) > EFlp(Hs, 2)]
PeP PeP PeP

is sufficient to proof the existence of an optimal hedging strategy H with
S CEF[p(H, Az + (1 — Na2)] = A > EF[p(Hy, 1)) A) > EF[p(Hy, x3)).
PeP PeP PeP

While for the maximisation of the minimal success ratio we have

min (EF\p(Hy,a1) + (1= N)g(Ha,2)])

. P _
>Amin (EF[p(Hy,1)]) + (1 - A) min

(B [p(H, 2)])
which again proofs existence of H with

min (E*[p(H, Azt + (1= N)z»)]) > Amin (B [p(Hy, 21)]) + (1= V) min (Ep(Ha, 22)] ) -

O]
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Theorem 4.2.16.
Let p; # pi. The set of all success probabilities of hedging strategies that satisfy the
constraints is strictly convex (see for example Figure .

If we assume P = {P;,P>} and define p; and p; to largest and smallest possible success
probability an optimal hedging strategy can have under PP;, then the above theorem means
that the optimal solutions we can find according to Theorem form a strictly concave
curve between (pr,p2) and (p1,p2), which means that these solutions have larger success

probabilities than the straight line between (pt, p2) and (p1,72).

Proof. We will again use the hedging ratio to prove this statement, but we can use the fact
that the shortfall probability and hedging ratio coincide whenever the optimal solution
for the shortfall probability exists. Fix Aj, Ao € [0,1] with A1 # Ay and let (Hl,Vo) be
the optimal hedging strategy regarding Py, and (Ha, f/o) be the optimal hedging strategy

regarding PP,. For any convex combination of these hedging strategies we have

EF [o(AH) + (1 — M) Ha, Vo)] = EF [Ap(Hy, Vo) + (1 — A)p(Ha, Vo)
= AE" [(Hy, Vo)] + (1 = N)E™ [p(Ha, Vo).

This proves that the optimal success ratio under P; to A € (A1, \2) is at least linear
between the two optimal solutions generated by A1 and Aa. If we assume p; # p; the
set {@(Hy, Vo) # ©(H,Vp)} is not a null set and thus @(AH; + (1 — A\)Ho, Vp) is not
of 0-1-form. Therefore, there exists a strictly better hedging strategy than the convex
combination AHj + (1 — A\)Hy. The same arguments hold for Py as well. Since the optimal
strategies for the shortfall probability and the hedging ratio coincide and since we have
already proved the existence of the optimal strategies regarding the shortfall probability
this suffices to prove the statement. Since A1 and Ay were chosen arbitrarily the indifferent
curve of all optimal hedging strategies is strictly concave. If p; = p;, then the set of all

optimal strategies is a singleton. ]

The above Theorem gives an idea of why the theory of robust superhedging can
find useful applications. Since it is impossible, or at least very difficult, to determine the
model selection risk, it is quite difficult to find an appropriate weight for each model in the
definition of Py. Theorem [4.2.16] shows that if there is no preference for any of the models
considered in P, then looking at more than one model can reward an investor with a higher
overall probability of success while reducing model selection risk. For example, one can
aim to maximise the sum of all success probabilities, which, as shown in the previous

corollary, is higher than for optimal strategies in single market models. An example of this
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consideration is shown in Figure 5.6 in the next section, where calculations have been made
for two Black-Scholes models with different drift terms. As another example, one can choose
a minimum probability of success for certain models depending on outside considerations,
while maximising it for other models. One can think of modelling high and low interest
rates, which may require different levels of collateral or one can think of scenario-based
approaches in general, which we often see in practice and as regulatory requirements. As a
third example, one can maximise the minimum success probability across all models, this

approach is explored in Kirch in a more general setting.

4.2.3. Worst-case measures () for different weightings

The worst-case measure for an incomplete market model P is usually very difficult or almost
impossible to find analytically. This circumstance motivates a grid search over all possible
worst-case measures in QF, which is very expensive in terms of computational time. In the
case of robust market modelling, a new measure Py is constructed from the measures in P,
which is a convex combination of all measures in P with a weight vector A. Finding the
worst case measure for each possible weights A via a new grid search each time is therefore

undesirable from a computational point of view.

The question therefore is whether the worst-case measures might have some continuity
properties with respect to the weights A. Intuitively, a small change in A should result in
only a small change in the corresponding worst-case measure, which will be mathematically
proven in the following chapter. This means that changing the weights does not require a
completely new global grid search, but only a local search around the previous worst-case

measure.

Definition 4.2.17.
A sequence of probability measures (u,) converges in total variation to a probability

measure p if for every e there exists a ng such that for every n > ng it holds that

[t — pllTv <€,

where the total variation norm for probability measures is defined as

|/ttn — w7V := sup |pun(A) — n(A)|.
AeF

Remark 4.2.18.

The total variation norm is generally defined for measures u,v on a measurable space
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(X,F) as

HM—VHT\/:SUP/fdM—/fdl/,
I X X

where f is a measurable function from X to [—1,1]. This definition simplifies to the
definition in [4.2.17) in cases of probability measures.

Definition 4.2.19.
A sequence of random variables (X,,) converges in measure regarding p to a random
variable X if

JLH(;OM({WGQ5|Xn—X| >e}) =0 Ve>0.
Before proving that worst-case measures behave continuous under changes in the weighting

term we need two auxiliary results. The following lemma is a special case of Scheffe’s theo-

rem, see Scheffe . For the sake of completeness, a proof is given.

Lemma 4.2.20.
Let (2, F) be a measurable space with (u,) a sequence of probability measures absolutely
continuous with respect to a probability measure . The convergence d — 1 in measure

is equivalent to the convergence p, — p in total variation.

Proof. Let C' € F be an arbitrary event. For this take the sets

An;_{wec] Hn <1}

and p
_ Hn
Bn—{wEC‘dﬂ() 1}
First, it holds that
dpin dpin dpin
M(C):/dun:/id _ [ Gy +/Ld
n d d
C C n n

This in turn gives

d,un /d,u d'undu /du+/ 1—%
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For any arbitrary set C' € F, there is

dfin dpin
lon = plla =1 [ i - \f\/ (G aul = (1= Fdn+ [ (G~ Ddn
2 du du

An By
dpin, n
1— “2ydy d
/( ) +/d i 1(By)
/1—7du+u /1—7 — p(By)
_2/1——d — 0.

Here, convergence in the last step follows by the dominated convergence theorem, since

(1-— CZ‘—;) is bounded by 1 and is positive. The convergence in total variation thus follows

from the convergence % — 1 in measure with respect to u.

The backward direction, on the other hand, follows by Markov inequality

dby Hdun - ” dity
plw € Qe |50 -1 > ) < — 2 —— /y =0 Ve > 0.

€

Note here that the condition of convergence implies dj—ﬂ” — 1in LY(p). O

Lemma 4.2.21.
Let (X,,)nen be a sequence of random variables with X, > 0 and E[X,,] =1 for all n € N.
Let k£ € R be constant. It holds that

1
P(lim Y + — X, > k) = P(Y > k).
n—o0 n
Proof. Assuming that the assertion does not hold, then P({nh—%lo 1X, > 0}) # 0 or
P(X, > nk) - 0 holds. Thus
1 =E[X,] > E[X,1(x,5n] > nP(X, >n) — oco.

O]

These two results will be wused to proof the main theorem of this sec-

tion:

Theorem 4.2.22.
Let P = {PPy,...,P,} be a robust market model and A a weight vector. Let f: (0,1)" — Q
be a function with f(A) = @), where @) is a worst-case measure regarding Py. The

functional f is continuous with respect to the total variation norm.
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Proof. 1t is to be shown that for any sequence (A,) — A* there is also lim, o f(An) =
f(A*). Let without restriction P = {P1,[P2}. For a sequence A + % the following holds:

f(X) solves the following optimisation problem in Q:

under the constraint sup E?[1 . C] < V.
QeQ { ok >kC}

Additionally, for all n € N, f(A+ 1) solves:
dPy, 1
P kC
s i\ Tag ~

under the constraint sup E¢[1 4
QeQ {

C] <V

1
o>k C}

When considering the limits for n — oo, it can be used that for any sequence (A,,):

lim ~P(A,) = 0, (4.2.11)

n—oo n,

since the measure P is bounded by 1.

Furthermore, for an increasing or decreasing sequence of sets (A; C Ay C As...) or

(A1 D Ay D As...), the monotone convergence theorem states

lim P(A,) = P(lim A,). (4.2.12)

n—oo

For the optimal success set with respect to A + %, by definition.

P kC
{df( ik }
dPs 1 dP 1 dPy - C}
) .

_ )y AP N 1 21
_{)\df()\+71l)+(1 )\)df(A+%)+ndf(/\+%) ndf(A+ 1

Note that the above sets would be monotonically increasing (decreasing) if the two posterior
terms are both added (subtracted), since the Radon-Nikodym derivative is always non-

negative.
Looking at the limit for n — oo it can be seen that
' dPy , ‘ dP, |
i P m ZRO =B oD ) > ke

. P, APy 1 dPy 1 dP,
> ] Py ([ A\—m— 1—) - — - — >k C
= nBoo *( df(r+ 1) + )df()\+%) ndf(\+ 1) ndf(A+ 1) )
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dPy dPy 1 dPy 1 dP,
=B (7}1—>nc}o)\df( )+(1_)\)df(/\+%) TndfO+ L) ndf(h+ 2 >kc>
P, P,
=P )\hm 11— hmi k C
A( Caro by T T )
dP),
A(nﬁ\oodf( )> )

while at the same time

BLR PN (dfd(PH 1y >k C) = i, P <dfd(PA+ 1y >k C)
< lim Py (Adf&m;l,i) +(1 —A)df(ipj Ty idﬂipi Ty idf(ipj > k c)
- Qiﬁwm O res AR e R e il C)
=Py (Aggngom+(l—A)1}Lrgocbﬁ{l2)>kC>

The second last equation in each case holds with Lemma [4.2.21, Combining these two

inequalities we get

dP), , dPyy dP),
(JLOO df(H)> < Jim Pryz (df( 1y >k C) <P (JE%O df<A+)>

That is, the set {llmn_>oo

> k C'} also solves the first optimisation problem (4.2.10

df( )
with A instead of A\ + 5. The uniqueness of the solution then provides that both sets must

be equal except for null sets, i.e.

{nl%mdf(‘mykc} {d;f(k) >kc} P—a.s.

As f only generates measures equivalent to Py, continuity of f now follows by

dPy dPy

lim = Py-a.s.
e df (A +3) T df(y)
CdfO )
:>nh_>ngo W =1 P)\-a,.s.

This is sufficient with Lemma [4.2.20| to proof convergence in the total variation norm.

Iteratively we can generalise this theorem to finite sets P. O
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As already mentioned above, this continuity property of worst-case measures can sig-
nificantly reduce the computational effort by allowing a local grid search instead of a
global one. By exploiting this property, we can focus on relevant regions of the parameter
space, improving efficiency. The numerical examples in the following chapter illustrate the
computational effort rquierd for a grid search.
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Application and examples

The expression C'1 (£ >kC) is very unintuitive and not directly applicable for real-world
problems. Therefore, it is interesting to have a more detailed look at this expression and
its application in specific models. Beginning with single market models we will present
an analytic solution in Black-Scholes models to call and put options as well as binary
options. The example of call and put options was already examined in Follmer but
is reintroduced here to extend it to robust market models. To get an analytic solution,
we need many properties of the Black-Scholes model that usually do not hold for more
complex market models, which leads to the question of a more general applicable way to
treat these problems. Therefore, we will show that one can use Monte Carlo simulations,
that are generally applicable without strong assumptions, to find optimal success sets and

probabilities.

First, we will present a short introduction into Monte-Carlo methods and numerical
solutions of stochastic differential equations. This only serves as a justification that the
following numerical approaches are mathematically correct. After that we will first present
solutions in the single market, i.e. analytic solutions to call and binary options in the
Black-Scholes model and numerical approaches in jump models. Then we will generalise

these examples to robust models.

Note that all numerical calculations were made with the software R.

5.1. Monte-Carlo methods and approximation of SDE-solutions

One of the main problems we are facing when trying to find optimal hedging strategies
for a given market model is to calculate expectations, E[f(S7)], either under a physical

measure to determine the risk or under an equivalent martingale measure to find arbitrage

93



Chapter 5. Application and examples

free prices. For most commonly used market models, i.e. jump-diffusion models, we have

information about (S;)er, in the form of
dS; = M(St, t)dt + O'(St, t)th + C(St_, t)djt, (511)

where W represents a Brownian motion and J; = ZZN:H X, represents the jump part
with independent and identically distributed random variables X; and a Poisson process
N.

The problems we are facing can be reduced to finding a solution to the stochastic differ-
ential equation and then calculating expectations depending on the simulated paths of

S.

If we know an explicit solution to the underlying differential equation, like in the Black-
Scholes model or the Merton-Jump model, simulation of paths of S and especially of
marginal distributions .S; is straightforward. However, we are often not able to determine
the distribution of Sy explicitly if it is only described by a stochastic differential equation.
In these cases one can try to approximate St using a time discrete approximation scheme.
In this section we are describing a simple method to approximate distributions for Sp in a

general set-up with corresponding convergence order.

First, most of the time one can guarantee the existence of a solution to the stochastic differ-

ential equation by restricting to lipschitz functionals for y, o and c.

Lemma 5.1.1.
A stochastic differential equation of form (/5.1.1) has a unique and strong solution if u, o
and c are lipschitz. Uniqueness is to be understood in the sense that two solutions of the

stochastic differential equation are indistinguishable.
Proof. Chapter V, Theorem 7 in Protter [56]. O

As long as there exists a solution we can use a simple stochastic version of the Euler
method.

Definition 5.1.2. Fuler-Maruyama approxrimation
One can approximate the solution of a stochastic differential equation, for example (/5.1.1),
using an Euler scheme to simulate realisations according to the stochastic differential

equation.

Sitar = Si + p(Se, t) At + o (Sy, t) VAL - Wy + ¢(Sg, t) AJy,
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where W; is standard normally distributed and AJ; = vazt No_as X; a compound Poisson
process. This procedure can be used recursively on an equidistant grid [0, 7] using %

steps. This method is named Euler-Maruyama approximation.

Definition 5.1.3. Weak and strong convergence
Let S be the solution to a stochastic differential equation and let SA he a time discrete

approximation with step size At.

We define that S2t converges to S weakly with respect to a class of functions § if

Allifm0 IE[£(S)] — E[f(SAY)]| = 0 for any function f € §.

We say that SAt converges to S strongly if

lim E[|S, — S2t|] = 0.
Aim B[S, — S]]

In general, the more regular the functions in § are, the better is the weak convergence
rate. Using polynomials for §, which is still a comparably weak choice, is sufficient for
convergence of all moments. This is also enough for the purpose of this work. As we
are using the approximation of stochastic processes only for pricing, i.e. for determining
expectations, weak convergence is sufficient, which is why we are only introducing this

kind of convergence.

Definition 5.1.4. Conwvergence rate
Let St be a time discrete approximation of S. The approximation SAt converges with

convergence rate ¢ if there is a constant C' € R such that

[E[f(S0)] - E[f(ST)] < C(A)".
Theorem 5.1.5.
If p(x,t) and o(x,t) in (5.1.1) are four times continuously differentiable functions with
polynomial growth and uniformly bounded derivatives and if the approximation is weakly

consistent, then the Euler-Maruyama approximation converges weakly with order %

Proof. Theorem 9.7.4 in Glasserman [26)]. O
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After finding a numerical approximation to the solution of stochastic differential equations
it remains to determine expectations. The concept of Monte-Carlo simulation is well known.
Roughly speaking, one can approximate expectations of random variables by simulating
many independent realisations of this random variable and using the law of large numbers

to get

Theorem 5.1.6.
Monte-Carlo simulation with n realisations converges with a rate of \/n. More precisely if
o? denotes the variance of X € L?(Q) then for the error €, = E[X] — 1 ™" | X; it holds

that /ne, is normally distributed with variance o2.

Proof. This is a direct consequence of the central limit theorem. O

These methods, both the monte carlo simulation and the Euler method aswell, are quite
inefficient as there is only a convergence rate of % There are way more efficient methods as
the Milstein method with convergence rate 1, see for example Kloeden , that requires
stronger assumptions. There is also a huge variety of more efficient variants of Monte-Carlo
methods but as the focus in this work is not on numerical aspects these methods are

sufficient to present applications of the previous results.

5.2. Single market models

5.2.1. Analytic solutions in the Black-Scholes model

First, we present some examples in the Black-Scholes model that can be solved analytically.
The first example is a European call option followed by a binary option. The main feature
of Black-Scholes models that allows us to find analytic solutions is the fact that the

Radon-Nikodym derivative can be written solely in terms of the underlying itself, see

Proposition
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5.2. Single market models

5.2.1.1. Call options

The following idea of rewriting success sets was first formulated in Féllmer and Leukert .
Let P define a Black-Scholes market, i.e. the underlying .S solves the stochastic differential

equation
dS; = /LStdt + oS dWy (521)

with a standard Brownian motion W, u € R and ¢ € Rsq. In this section we optimally

hedge a vanilla call option with strike K € R:
C(St) = (St — K)*
under capital constraint V.

First, we will present some well-known properties that hold in the Black-Scholes

model:

Proposition 5.2.1.
(a) The solution of the stochastic differential equation (5.2.1) is given by

Sy = Sp exp (UWt + (,u - ;(72) t) . (5.2.2)

(b) The Black-Scholes model is a complete market with a unique equivalent martingale

measure. The change of measure to the equivalent martingale measure can be
dP

described by
e M_TWJrl(M_T)Zt (5.2.3)
- = X - . /N
dQ Fi P g ¢ 2 g

Note that throughout this thesis it is assumed that » = 0.

(¢) The Radon Nikodym derivative j—g] 7, can be expressed in terms of Sy:

dP

o
ol = cSy? (5.2.4)

Fi

with a constant ¢ € R.

(d) The price of call options with strike K and maturity 7" in the Black-Scholes model

can be calculated using the Black-Scholes pricing formula:

EC[(St — K)M)] = So®(dy) — Ke "1 ®(dy), (5.2.5)
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where

n($)+(r+5)T
dy = i :

d2:d1+0ﬁ,

and ® denotes the distribution function of a standard normal distribution.

Proof. Parts (a), (b) and (d) are standard results from financial mathematics, see Black and
Scholes [8] for the pricing formula and Girsanov theory in Bjork [7] for the Radon-Nokodym

derivative. Part (c) follows with a straightforward calculation:

dP m 1 u>2
a0 = exp <UWT+ 2 (a T
= exp </2(JWT+MT))
o 2

5 Lo\ o (P
=55 exp(aWT—i—(u—2a )T) Sy 77 exp ﬁT—ﬁT—i—uT

Corollary 5.2.2.

The optimal success set in Black-Scholes markets for call options is of the form
A= {ST < Cl} U {ST > CQ},

with ¢; < ¢g and co = o0 if 4 < o2. The optimal success probability is

P(4) = (1“ (2)+(% —M)T)

oVT

P(A)zq>(ln<§)>+(022_“)rf> +<I>(_1n(g‘?>)+<022_“)T> if > o2

if p<o?,

ovT ovT

Proof. The main ideas of the following proof are already shown in Follmer . According
to Theorem the optimal success set is always of the form

A:{£>I}C’}.
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Using (5.2.4) the optimal success set is of the form
TR
A= {,51;2 > k(S — K)+}

with a cgnstant k € R determined by the capital constraint. Now one can see that the left
term Sj‘? is monotone in S7. More importantly, this term is strictly convex for 45 > 1

and concave for £ < 1. Since the right term (Sp — K)* is linear for S > K and zero

otherwise, this means that, with a proper choice of k, the equation S:;i% = E(ST - K)*t
has two solutions for > o2 and one solution for u < o2. If the capital constraint Vj is
between zero and the price of the option, k will be deterpined such that there are solutions
to the equation. If ¢; and ¢ are solutions for Sp to Sj‘f = IE(ST — K)™, then the success

set is

. {ST>Cl}ﬁ{ST<CQ} fOTM<02

{ST < Cl} U {ST > CQ} for u > 02,
where ¢; = 0 in the first case.

Finding a more explicit representation of the optimal hedging strategy requires to determine
the constants ¢; and co, or just cs in the case u < o2. This can be done using the Black-
Scholes pricing formula (5.2.5) and adjusting it for the knockout option C1 4.

First we can see that this option can be rewritten as a sum of call options and a binary

option.
The case p < 02:

In the case pu < o2 with A = {Sp < ¢}, this results in
C]lA = (ST - f{)Jr — (ST - C)Jr — (C - K)]I{ST>C}‘

The first two summands can be priced using the Black-Scholes pricing formula, while the

last summand is easy to price as a binary option. For an easier notation we define

In (Sio) +%2T
= —=—

and get the following results:

EQ[(St — K)1] = So®(d1) — K®(dy),
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ovT ovT
= S50® ( ln(g;?/;%T—f—a\/T) —cd ( ln(siof?F;UQT)

Here we set W} as a Q-Brownian motion. Using these three results we get the following

price for C1 4:

EC[C1 4] = So®(dy) — K®(dy) — Sp® <_b+ﬁf’T) + Ko (\;%) .

Finally, the constant b can be found solving

Vo = So®(dh) — K®(d2) — Sy (T) +E® (;%)

for u < o2 for a fixed capital constraint Vp, which requires numerical approaches.

After finding the constant b or ¢ respectively one can find the optimal success probability

using the lognormal distribution of St or the representation of St in (5.2.2]).

P(A) =P(Sp <c¢) =P (WT < n (Sio> * (%—u) T)

=@(ln(§°>i§§ Z)T)
:cp(b;;T).

The case p > o

On the other hand, the case u > o2 is more complex, since we need to find two con-
stants b1 and by which leads to an additional equation. We can use almost the same
argumentation in this case. To price the corresponding knockout option C'1, with
A={Sr <c1} U{ST > ca} we define

in(g)+%T - in(g)+%5T
g g

b1 =

100



5.2. Single market models

and rewrite the C1 4 into
Cla= (St —K)" = (St —c1)" = (e1 = K)lspney + (87— c2) ™ + (c2 = K)lig,500)
which gives the pricing formula

BQCL] =Sub(an) ~ Ko(ds) — 500 (D) 1 ko (2

4 So® (W) _K® (;%2) . (5.2.6)

Using the capital constraint we get the first equation to determine b; and be

Vo =So®(dy) — K®(ds) — So® (W) + KO (7’%) (5.2.7)

an () ()

TR
We have the additional condition that S7° = k(S — K)*, which means that ¢; and co

must solve the equation
s ~
o2 =k(zr — K)*.

Since by and by are strictly monotone transformations of ¢; and co these two equations are

sufficient to uniquely determine ¢; and ¢; or by and by respectively.
Finally, we can again determine the success probability by using (5.2.2)).

P(A) == ]P)(ST S Ci, ST Z 02)

_ (1n<éz)+(“5— )T)w<_1n<§z)+(f—u)T)

(AT g bk
o))

Example 5.2.3.

To use some concrete numbers, we will have a look at the following example: Let P denote
a Black-Scholes market with Sy = 100 and a vanilla call option C(St) = (S7 — 100)™.
Additionally we set 4 =0.1, c = 0.5 and T = 1.

Using the above formulas we can calculate success probabilities for different capital con-
straints, which gives us the following very typical concave curve for the success probabilities

as a function of the capital constraint:
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1.0

Success probability
0.8
!

0.7

T T T T T
0 5 10 15 20

Capital constraint

Figure 5.1.: Success probabilities of optimal hedging strategies for a call option in a Black-

Scholes market for different capital constraints.

5.2.1.2. Binary option

Binary options, i.e. C'=1yg,¢cp) for a set B C Ry, have the very useful property that
prices can be derived using only the cumulative distribution function. In this case, this leads

to prices and success probabilities that can be calculated analytically.
Corollary 5.2.4.
Let p € Ry and consider a Black-Scholes model P with parameters p € R and o > 0.

(a) For a binary option C' = L{s,>p}, the optimal success set is of the form

N _ 5 2
A={Sr<p}U{Sr> F}, with i — exp (\/Tacp—lu _ W) - "2T>

The optimal success probability is

VTod=1(1- V) + MT) . (D(ln(p) —uT + "22T)

P =1 VTo VTo

(b) For a binary options C' = 1yg, ., the optimal success set is of the form

A={Sr <k} with k= exp (¢_1<%+¢<W)>\/TJ— U;T).
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The optimal success probability is

P(A) = & (@1(% + @(W)) - “ﬁ) .

Proof. Let C = 1yg,~,) for a p € Ry. In this case we get

E°[CL,w ol =E9 L (5popy ]l &

AP =
dQ {S77 >k Lyspspy}

_ w@Q N
=E []I{ST>p}ﬂ{ST>k‘ 1{5T>p}}]

=E (5,5 ppnisrsiy]

= Q(Sr > k),
where we use that, as long as Vj < E9[C], it holds that k > p.

Now we can use that we know the distribution of g—ﬁ under @ to be a lognormal distribution,
% ~ LN(—%QT, 02T). This leaves us with

. - In(k) + 2T
T =E2CLg .y o) = QST > B) =1 @(ﬁ;)

and we can determine k as

B B 2
k = exp (ﬁa@‘l(l - W) — U2T>.

Finally, the optimal success probability can be determined as

dP N ~
IP)(dQ >k C) = P(ijQ > k]l{ST>p}) = P(ST > k]l{ST>p})

=P({Sr >k} U{Sr < p})

= }P’({ST > exp (ﬁaq)_l(l ~ Vo) — J;T)} U{Sr < p}>

2

_ p(sT > exp (ﬁacpla W) - 02T>) +P(Sr < p),

where again we can use that k > p as long as V < E?[C]. Since under P the random

variable g—fg is still lognormally distributed, with % ~ LN (uT — %2T, 02T), we can solve

the last expression explicitly:

P(fllg >k C> = IP’(ST > exp <ﬁa<1>—1(1 —Vo) — C’;T)) +P(S7 < p)

L (I)<\/TU<I)1$T_UVO) +,,,T> +(I)(ln(p) —\/;%Jr ";T)
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If instead we define C = 1g,..;,), then we come to the conclusion that

E¥ [Cﬂ{%>k C}] - EQ[]I{ST<p}m{ST>1;}] =Q(p < Sy < k)
_ q)<1n<f%>“§T) . q)(ln@“ﬁ)
VTo VTo ’
which leads to
2
k= exp (<I>1 (ffo - ®<W)>ﬁa - O;T)
and finally gives an optimal success probability of

P(flg >k C> —P(Sy < k) =® <¢—1<%+¢<W\/J%T;T)> - Zﬁ) .

5.2.2. Numerical approach for jump models

In the previous section we showed that in the simple case of a Black-Scholes model with
path independent options it is possible to find an analytical representation of the optimal

success sets and to determine the success probability analytically. To find these sets we

make use of the very strong properties (5.2.4)) and (5.2.5), i.e. an analytic solution to the

stochastic differential equation, an analytic solution to the Radon-Nikodym derivative in
terms of S itself and an analytic pricing formula. These strong properties are not fulfilled

for many models.

This leads to the question of whether the theory presented for finding optimal hedging
strategies in single market models is applicable to models that are more complex than a
Black-Scholes model. In this section, we show how Monte Carlo simulation can be used
to compute optimal success sets and probabilities in models that do not satisfy all of the
above properties. Optimal success sets can also be determined implicitly using the same
method.

The main advantage of the presented theory is that we already know the structure of the
optimal hedging strategy, which means that we do not need to use a complex optimiser
over numerous competing strategies. Instead we only need to find a way to find the worst
case measure ) and the constant k in the set { % > kC'} and determine the probability of
this set. In complete market models, finding optimal hedging strategies and their success

probabilities can be reduced to the following two tasks:
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5.2. Single market models

(a) Find k € R that solves

Q {C]l{jg%c}} = Vp. (5.2.8)

(b) Calculate success probability
dP

As one can see, we are only interested in expected values of random variables, which

motivates the usage of Monte Carlo simulation.

Note here that jg and C' are random processes, which can be simulated, and note that gg

aQ
already implies £.

Lemma 5.2.5.
Let p and v be o-finite measures on a measurable space. If y ~ v, then for the Radon-
Nikodym derivative % 7 it holds that

o _ (dny”
dpu  \dv

Proof. Tt follows by the Radon-Nikodym theorem that the expression g d” which is defined
as the solution for f in
= / fdp
A

for every measurable set A is unique v-almost surely. It follows directly from

d dvd
/dy =v(A) = —Vdu = dy Py for every measurable A,
Iz wdv

that g; j" = 1 v-almost surely. O

5.2.2.1. Numerical approach

In Monte Carlo simulation, we define discrete time steps g, ..., t,, and simulate n paths
w1, ...,wy of § via its SDE. The Radon-Nikodym derivative can be determined pathwise.
Since the claim C' depends only on the simulated paths of S, we apply the law of large
numbers to solve tasks (5.2.8)) and (/5.2.9).
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Note that if the market is incomplete, the choice of the price measure Q € QF is not clear
a priori. Thus, a worst-case choice can be found using a grid search on the set QF of all

possible choices for Q.

In short:
(a) Simulate n paths wy, ...,w, under (£2,P) using the physical measure P
(b) If the market is incomplete fix a possible measure @ of a grid on QF.
(c) Calculate %(wi) for every wj.

(d) Find a constant k € R, such that the constraint is fulfilled, using the following

approximation:

0= EQ [C]l{jg>k0}]

—_ P dQ
=E |:C]l{£>k0}d]p
1 d
~ ZC(Wz)1{£>kc}(wi)£(w’)

Numerically one could for instance find the smallest £ € R such that

I8N 40 )
E;C(wi)ﬂ %>k0}(wi)ﬁ<wi) > V.

(e) Calculate the success probability via

(f) If the market is incomplete, return to step (c¢) and fix another possible measure @ or

choose the worst case.

Note that the equation in step (e) has a unique solution in k because the sum is increasing

with growing k as C' and % are positive processes.

Remark 5.2.6.

A major disadvantage of this approach is that we only get success probabilities but not the
exact structure of the knockout option as in the analytic approach for the Black-Scholes
model. But one can implicitly reconstruct the knockout option by plotting the hedged

paths, which sometimes have an observable pattern.
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5.2.2.2. Merton-Jump-Diffusion model

If we consider the Merton-Jump model, we are working with a typical jump diffusion
model. The stochastic differential equation that the underlying is supposed to solve is the

following:
dS; = Si(p — \&)dt + oSy dWy + Si(e” — 1)dNy.

In this model p is a drift term, J; affects the jumpsize at time ¢ and is normally distributed
and N is a poisson point process with rate A, that defines the times at which a jump occurs.
In addition  is defined as k = E[e”* — 1], such that ((e”* — 1)dN; — Akdt) has a mean drift

of zero, or in other words p is indeed the drift of this process.

First of all, we will present some results concerning the Merton-Jump Model:

Lemma 5.2.7.

The stochastic differential equation of the Merton-Jump model has the following solution

2 N,
S; = exp ((u— % —An)t—i—aWt—F ZtJn>

n=1

Proof. The generalized It formula for a C2-function f, that can be found in Chapter II,
Theorem 33 in Protter , gives us:

af(S 19%f(S, af(S,
df (Sy) = “(’;Eg:)dst+2 8];gtt)d[st,st]0+<f(st)— F(S_) — ’(;Eg:)ASt> (5.2.10)
We can use the fact that
af(St) Of(St) x o _OF(St) ;e
T T i T
_Of(St)

— 8St (St(,u — )\K)dt + O'Stth)

to get the It6 formula for jump-diffusion processes. If we set f(x) = In(z) and set J, =0
whenever there is not a jump in ¢, i.e. ANy # 0, (note that there are almost surely not two

jumps at the same time) we get the following equations:

2
artsn = 2000 as, 1 JTTEV is, e+ (s - sisi) - 0,
LS w4 05w — Tt 4 () — tn(Se.)
St 2St

2
= ((up — Ar)dt + cdWy) — %dt +In(e”S;_) —In(S;)
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2
= (1t — AR)dt + odWy) — %dt +In(e”) + In(S,—) — In(S,-)

2
= ((p — Ag)dt + cdWy) — %dt + In(et).

Integrating both sides gives us

t 0_2 t Nt
h’l(St) = / <,LL — Ak — 2) ds + /UdWs + Z Jn,
0 0

n=1
where we can apply the exponential function to get

2

Ny
Sy = exp(In(S;)) = exp <<u — Ak — 02> t+ oW, + Z Jn> .

n=1

Remark 5.2.8.

As the Merton-Jump model contains three independent stochastic terms, it is not a complete
model, which means that we can find more than one (even infinitely many) equivalent
martingale measures. In his original publication Merton proposed an equivalent
martingale measure that leaves the jump heights and intensities unchanged. The idea
behind this suggestion is that the risk of jumps might be fully diversifiable, so that there
is no risk premium for jumps. However, it is known nowadays that jump risks are not
purely unsystematic risks, which means we should be aware of every possible equivalent

martingale measure.

To apply a Monte Carlo simulation, we need to find the Radon-Nikodym derivative of the
physical measure P with respect to a worst case equivalent martingale measure ). The
next lemma gives a solution to the Radon-Nikodym derivative in the Merton-Jump model.
The solution can be found in Cheang and Chiarella , but is provided with a more
straightforward proof here. See Appendix [A| for a more detailed derivation for general

jump diffusion model.

Corollary 5.2.9.

Let IP be a physical measure with
dS; = St(,u — )\H)dt + o SidWy; + S’t(ejt — 1)dNt,

where N is a Poisson process with rate A and (J,)nen are normally distributed jumps

with EF[e’r — 1] = k. The Radon-Nikodym Derivative of % for an equivalent martingale
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5.2. Single market models

measure ( is of the form

dp

dQ
The terms v € R and v € R manipulate the arrival rate and jump sizes for the jump part
under Q while § = £=AEATEE igh AQ — \(1 4 &) and k9 = E@[e/ — 1] changes the drift
of the Wiener process. In addition let & = e?EF[e?/] — 1.

2 Ni
= exp <9Wt + ?t - Z('an +v)+ )\Fct> . (5.2.11)
Fi

n=1

Proof. First, we can determine some of the variables and expressions explicitly. We Assume

Jn to be normally distributed with mean p; and satndard deviation o ;.
(a) k=EFle —1] = exp(uy +0%/2) — 1,
(b) & =exp(v +ypus+~%05/2) — 1,
(c) K9 =EQe’ — 1] = exp(ps + (27 + 1)03/2) — 1,
(d) Elexp(aJ + b)] = exp(ap + b+ a’a?/2) for J ~ N(p, 0?),
(e) E[e®N] = exp(At(e® — 1)) for N ~ Pois()\).
Wit some calculations we can see that % indeed is a martingale:

B[990 | g |exp(—ow, = 3 —\R
|| =EF |exp(-0W)exp | —t | exp > a4 v | exp(—Ait)
Fi

n=0

—02 Ny
—EF [exp (—QWt)} exp <2t> EF [exp (Z yJp + y)
n=0

62 92 Ny
=exp <2t> exp (—2t> EP lEP [exp < YJn + I/> ‘Nt = NH exp(—Akt)
n=0

1
Dpp [exp (N(’YMJ +v)+ 2N03V2>} exp(—ARt) with N ~ Pois()\)

b o3~? .
=E" |exp | Nt | yus + v+ 5 exp(—Ait)

2.2
5:)exp (At (exp (wm +v+ UJ; ) — 1)) exp(—\it) 2.

Then, with some extensive calculations one can see that % defines a martingale measure:

exp(—Akt)

dQ —0? -
EF [dIP)St] =E* [exp(—GWt) exp Tt exp Z Y Jn + v | exp(—ARt)
n=0

o2 N
Soexp<<u—)m—2>t+0Wt+ZJn }

n=1
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_02 0_2
=SoEF[(0 — 0)Wy] exp <2t> exp <<u — Ak — 5 A/%) t)

EF [EP [exp <§:(7 +1)J, + u) ‘Nt = NH

n=1

—)Soe Xp <(U — 9)215) exp <_292t) exp ((u — Ak — 022 - )\/?c)t)

1 2 2
[exp (( Y+ Dpg+v+ (7+2)J=’> Nﬂ with N ~ Pois(\)

2
—)Soexp<<g200+,u)\fia2)\f%> t)
2 2
exp <)\t <eXp ((7+1)NJ+1/+(’Y+21) JJ) — 1))

3:)5’0 exp((—A9KQ — A&)t) exp </\t (exp <(7 +Dpy+v+ W) _ 1))

=50 exp(—tk?) exp(— MR (1 + k@

)
exp (/\t <exp ((’y + g +v+ 7+21)20‘2]> — 1))

=Sy exp(—Mtk?) exp [At( — (exp(v + vy +7%0%/2) — 1)

2 2
exp(ps + (27 + 1)07/2) + exp ((7 F )y v+ (7+21>0J> B 1)}
=S exp(—Atk®) exp [)\t< —exp((y+ Dpus+v+ (74'21)20'3)

20.2
+exp(ug + (27 + )3 /2) + exp (0 -+ D+ v+ LT )

=50 exp(—Atk?) exp(Mt(exp(uy + (27 + 1)o2/2) — 1) = Sy
=xQ

Example 5.2.10. Success probabilities for a single market Merton-Jump model

In this example we will have a look on a Merton-Jump model with a vanilla put option.
(a) Underlying: dS; = Sy(p — Ak)dt + 0S;dWy + Sy(e’t — 1)dNy
(b) Parameter: Sy = 100, =0.1,0 = 0.2,\ =2
(¢) Jump parameter: J; ~ N (uy,07) with uy = —0.05,0; = 0.02

(d) Option: C(S7) = (K — S7)* with K = 100
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5.2. Single market models

First, we face the problem of finding a worst-case measure, since there are infinitely
many equivalent martingale measures. Since there is no analytic solution to this problem,
we will use a grid search. We can see that by varying v and v we can construct any
equivalent martingale measure. Thinking of the Neyman-Pearson lemma we are trying
to find the measure that is as difficult to distinguish from the original physical measure
P as possible, i.e. we are not looking for inconveniently large values for v and ~, which

would be difficult anyway due to the very large variance. Note that the grid in this case is
only two-dimensional, which makes the example computationally solvable in a reasonable

amount of time. The following success probabilities can be calculated for different choices
of v and 7, i.e. different choices of Q € QF, for a capital constraint of Vj = 4:

fungeaoid $5990NS
fupgeaocid 5$5909NS

feaoid 5$5900NS
fupgeaoid $5920NS

Figure 5.2.: Success probabilities for different values of v and ~ in the Merton-Jump model.

Then we can choose the values v and 7 such that success probability is minimal. Additionally

calculating success probabilities for different capital constraints leaves us with the following
very typical concave graph:
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0.9 1.0
1

0.8

Optimal success probability
0.7
|

N

T T T T T T
0 2 4 6 8 10

Investment constraint

Figure 5.3.: Success Probabilities depending on the capital constraint in the Merton-Jump

model.

All in all, the above presented way is very computationally intensive, as there needs to
be a sufficiently large amount of simulations, since the variance in a jump model is quite
large, while the grid for the worst-case martingale measure can be theoretically infinitely
large if not restricted by external considerations. But on the other hand the used method
can be easily applied to any market model as long as the Radon-Nikodym derivative for

any measure change to an equivalent martingale measure is known.

5.3. Robust models

After presenting examples and numerical approaches for single markets we will have a look
at robust markets. Again, as in the single market case, we will first present an analytical
approach for the Black-Scholes model with parameter uncertainty. Then, because we again
use a lot of properties that are not generally satisfied for most models, we will again have

a look at possible numerical approaches.

In Theorem [4.2.9] it is already shown that finding optimal strategies and success sets
can be reduced to the problem of constructing the set {% > kC } Before present-
ing an analytic solution as in Lemma we can make use of some properties of the
Radon-Nikodym derivative to make the construction of Radon-Nikodym derivatives eas-

ier.
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5.3. Robust models

Lemma 5.3.1.
Let p, v and p be o-finite measures on a measurable space. The Radon-Nikodym derivative

fulfils the following properties:
(a) If p < v and p < v, it holds that (“ +p ) — ot dp v-almost surely,

(b) If p < v and X € R constant, it holds that ( ) )\d’; v-almost surely,

(c) If p < p < v, it holds that 2—’; = ‘é—’;% v-almost surely.

Proof. Note first that the Radon-Nikodym theorem states that Radon-Nikodym derivatives
are uniquely defined, which is why the following equations are sufficient to prove the stated

properties:

The first property follows with

[P 4 s ) (A) = () 4 04) = [ 4 P,
W A

The second property follows directly by

/Ad“d _A/d“dy_A uA):()\-u)(A):Zd()\M)du.

The last property follows by

du du dp dp
—dv =pu(A)= | —dp= —duv.
/dl/ v =nd) 4 dp P= dp dv

O]

These results can be used to work with the convex combinations of market measures

n n

Py = > NP; with A; > 0 and >, \; = 1. Since we are only interested in the Radon-
i=1 i=1

Nikodym derivative %, the above lemma allows to deal with this new model without the

need of detailed understanding of these mixed measures. We can write

d]P’A Z)\

=1

For the case of only two models P = {P;,[P2}, the Radon-Nikodym derivative is of the

simple form

dPy dPq dP,
— = A—=+1-X)—=.
dQ dQ * ) dq
In both cases we do get the desired Radon-Nikodym derivative of Py with respect to

only by adding already known and often simpler terms.
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5.3.1. Analytic solution in Black-Scholes models with parameter uncertainty

In this section we will consider parameter uncertainty in Black-Scholes models, which is
directly related to robust market modelling. We consider a robust market model that

contains two models P = {P1, Py} such that under P; we have
dS; = 1 Sedt + oS dWy

and under Py we have
dSi = paSidt + o SpdWr.

This means that both measures are Black-Scholes models with different drift terms but the
same variance, which has the advantage that both measures are equivalent and have the same
equivalent martingale measure. Note that this is not strictly necessary for our calculations,

but avoids problems we will examine in more detail in Chapter 6|

We already know from Corollary that the optimal success sets in both cases

are
A; ={Sr < 1} U{Sp > co} for i € {1,2},
where co = o0 if p; < o2.

In the case of u; > o2 for both measures or y; < o2 for both measures, we will get the
same optimal success sets for both physical measures, because the prices of the options
and the structure of the optimal sets coincide. But in the case j1 < 0% < po, we are in the
interesting case where the optimal success sets are different depending on the choice of the

physical measure.

Example 5.3.2.

Let P; and P be Black-Scholes measures with py = 0.1, e = 0.5 and variance o2 =0.25,
such that we are in case of different success sets. Further let Sp = 100 and C(Sy) =
(S — K)* with a strike price of K = 100.

Using the solving strategy already presented in Section for a capital constraint of
Vo = 12 we will get that

Ay = {Sr < 199.63},
Ay = {Sp < 167.75} U {Sy > 247,59}

In other words, we can say that in the first case of u; = 0.1 we will hedge successfully

whenever the value of the underlying is below 199.63 and in the second case we will hedge
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5.3. Robust models

successfully whenever the value of the underlying is below 167.75 or larger than 247.75.
As expected, these success sets are far from being optimal under the other measure, as we

can see in the following probabilities

Py(A;) = 0.9240, Py(A;) = 0.8922,
Py(A;) = 0.7365, P(As) = 0.7559.

These success probabilities can be found using (5.2.2) which leads to

) 1n<§%)+(a;—m>T o _ln<g%)+("22—m)T

g (o2

Pi(4;) =

It remains to find the success sets and success probabilities between these extreme sets,
which can be done using the theory presented in Section [4.2l Due to Theorem we
only need to find the set Ay = {% > const - C'}, which does not require further theoretic
work due to Lemma [5.3.11

For every A € [0, 1] we get new optimal sets

Ay = {(fllz; > k(ST - K)+}
dPy dPy
- {AdQ =N 5g > kST - K)+}

B H
= {)\klsGQ + (1 — )\)kQwa2 > k‘(ST — K)+} ,
with suitable constants ki, ko and k. For these sets we see that the equation % =
k(St — K)™ still has two solutions in St in addition to S = 0. Note that k is always
determined such that there are indeed two solutions, except for one of the cases A € {0, 1}.
This means that the set A, is still of the form

Ay = {ST <c%}u{ST > c%},

where ¢} and ¢} are constants depending on . Continuity as shown in Theorem
shows that ¢} and c3 are continuous functions in A that converge to the constants we have
already determined in the extreme cases for A — 0 or A — 1. We can fix the lower constant
¢} and use the pricing formula for the knockout option to determine ¢3. This leads

to the following constants ¢; and co for different values of \.
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600
|

¢, and ¢,

200
|

T T T T T T
0.0 0.2 0.4 0.6 0.8 1.0

Chosen weighting A

Figure 5.4.: Barrier ¢; and ¢y of the optimal knockout options for different weightings .

The upper bound represents the value c%‘, while the lower bound is c{‘. More interesting
is the graph we get when we plot the success probabilities under both measures. In
the following figure we can see, as already stated in Theorem [4.2.16], that the success

probabilities of all hedging portfolios form a strictly convex set.

0.925
|

0.915 0.920

0.910
|

Success probability under P,
0.905
!

0.900
|

0.895
|

T T T T
0.740 0.745 0.750 0.755

Success probability under P,

Figure 5.5.: Optimal success probabilities under P; and Py for different weightings .
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As one can see in the previous figure, there are advantages of considering more than one
model. If there is no preference for any model, one could aim to maximise the sum of all
success probabilities which leads to an optimal strategy that never lies in the extreme cases

A =0 or A = 1. The following figure shows the sum of both success probabilities under
different .

1.655 1.660

summed success probabilities

1.650

T T T T T T
0.0 0.2 0.4 0.6 0.8 1.0

Chosen weighting A

Figure 5.6.: Sum of success probabilities for different weightings A.

5.3.2. Monte Carlo simulation

As we have already mentioned for the single market models, an analytic solution requires
many properties that are lost when constructing models that are more complex than the
Black-Scholes model. However, we can again make use of Monte Carlo simulation to find
optimal success probabilities and optimal success sets. In this case we face the additional
problem of more than one physical measure and more importantly a much larger set of

possible worst case measures.

For every weight vector (A1, ..., \p,) on P = {Py, ..., P, } we can determine the corresponding

optimal hedging strategy to Py as follows:
(a) Fix a possible worst case measure ) € Qy, i.e. fix a weighting vector = (f1, ..., fm)-
(b) Simulate n paths wy, ...,w, under measure Q.

(c) Calculate %(wi) for every w; and every j.
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(d) Find a constant k£ € R such that the constraint is fulfilled, e.g. using the approximation

(rﬂ{fa>kc}]

Clw)lm , o (wi).
g o)

Vo = EY

0%
S|~
M-

Y. Lt >kC
j=1

Numerically one could for instance find the smallest £ € R such that

> Lot >kC
j=1

711;_:10(“")]1{ ™ e }(Wi) > .

(e) Calculate the success probabilities via

dP), | ~
P; <dQ ~ kC) =B h{‘ﬂ%kc}] =B [ﬂ{‘”“>kc}ﬂs“”p@f)]

dQ aQ
dq)
_ wQ@ i
~ Z ]1{%>k0} (Wi)E(WZ)’
=1
where the term ;% only exists on the support of I’; and thus the last term only uses

the 7 paths on supp(P;).

Finally, one can repeat the procedure on a grid of all possible choices for @ € Q) to deter-

mine the worst case measure (), which is computationally intensive.

Remark 5.3.3.

The previous pseudo code becomes much simpler when working with equivalent measures
only. In this case the simulation can be done with respect to IP; and the fixing of an
equivalent martingale measure can be done after the simulation of the paths, which allows
to use the same simulation for all choices of ) and drastically reduces the computational
effort. The necessity to restrict to the support of the measures when determining success

probabilities leads to further problems, which we discuss in the next chapter, see Problem

[6.1.17] and Problem [6.1.2L

Example 5.3.4.

Looking again at Example we can validate the procedure of the Monte Carlo simulation.
Again we set Sy = 100, C(S7) = (Sr — K)* with K = 100 and take Black-Scholes models
P; and Py with parameters u; = 0.1, pus = 0.5 and o2 =0.25.
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In this case we can use the fact that in Black-Scholes models the Radon-Nikodym derivative,

which changes the drift term from p; under Py to ps under Py is a well known as

dPPy H1 — 2 1 (MQ—M1>2
E2 _ exp [ LT 2y, - (B2
dP; exp( o ) o ’

and from the drift » under Q to p; under Py as

dQ T — iz 1<7“u1)2
S A - — - t].
dPq exp( o Wi 2 o

Note that these two Radon-Nikodym derivatives are sufficient to compute every other

necessary Radon-Nikodym derivative and thus we do not need to simulate an additional
Brownian motion W2 under Ps to find %, which is extremely useful since we already set

WP as a standard Brownian motion.

Following the presented algorithm, we obtain the same success probabilities as in Figure
5.5

0.905 0.910 0.915 0.920 0.925
| | | | |

Success probability under P,

0.900
|

0.895
|

T T T T
0.740 0.745 0.750 0.755

Success probability under P,

Figure 5.7.: Optimal success probabilities in robust Black-Scholes model using Monte Carlo

simulation.
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Chapter 6.
Analysis of the Skorokhod framework

As already mentioned in the examples, using the Skorokhod space as a sample space,
while common in the literature, presents significant challenges, particularly in the context
of robust market modeling. These issues become apparent when comparing theoretical
frameworks with a real-world perspective. An alternative modeling approach can address
these inconsistencies, providing a more coherent and reliable foundation for robust financial

market analysis.

6.1. Issues of the Skorokhod space framework

In the previous examples, our focus was on markets that are equivalent. It remains to
examine how we can deal with markets that are not equivalent. In mathematical terms:
For the rest of this section we will assume a set P of singular measures. Let €; C £ be the

support of IP; for each measure P; € P. Due to singularity there is

1, i=j
P;(€Y) = T
0, i#j.

We will see that this setup leads to unexpected results from a real-world perspective, as

the following examples show.

Problem 6.1.1.

A major limitation of considering non-equivalent market measures is that the success
probabilities of optimal hedging strategies under different measures do not align with the
expected outcomes in real-world scenarios. Considering two very similar measures P; | P
(such as two Black-Scholes markets with slightly different volatility o), the optimal success
set A} = {5%11 > const C'} C O for P; does have a success probability of Pa(A;) = 0,
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Chapter 6. Analysis of the Skorokhod framework

where we would expect a very similar success probability as the models are almost the

same. These issues are caused by the pathwise construction.

Problem 6.1.2.

A second problem when working with singular market measures occurs when constructing
robust optimal hedging strategies. For many examples of singular sets of market models,
e.g. most uncertain variance models P, where each P € P has a different but deterministic
variance (vt)te[QT], there is €; € Fy for the respective supports. This leads to the problem
that optimal hedging reduces to simply choosing the "correct" market measure, which is
possible since the assumption €2; € Fy; allows to almost instantly reject every but one
market measure, and setting up the corresponding simple optimal hedging strategy. In

mathematical terms, we get the optimal hedging strategy
n .
H, =) Hilg,
i=1

where H' is the optimal hedging strategy regarding P;, see Corollary In other words,

the whole idea of robust modelling is entirely negated in this case.

It remains to prove the assertion of Problem[6.1.2], that optimal hedging strategies can be re-

duced to simply choosing one of the simple optimal hedging strategies.

Corollary 6.1.3.
If the measures in P are singular and for every corresponding support €2; there is ; € Foy,

then the robust optimal hedging strategy reduces to the strategy
n .
H, =) Hilg, (6.1.1)
i=1

with H} being the optimal strategy under P; and Q¢ corresponding to the capital constraint
Vp for every i € N.

Note that this is equivalent to the following statement: For any weights A\ there exist a
worst case measure @ € Q such that it holds that V,/ = 1,C with

" dP;
A= Ai— > kC 6.1.2
{2 > e (6.2
and with H of the form (6.1.1]).

Proof. We will show the above statement by constructing the worst case measure and

constant of set (6.1.2) explicitly depending on the worst case measures in the single market
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cases. Optimality in every single market case then ensures optimality of the constructed
set A.

Let A be an arbitrary but fixed vector that determines the weights of the convex combination
P,. For any Q € Q there are weights A with

Q=> XQi, QicQ.
i=1
Due to Theorem [4.1.3], the optimal success set is of the form
dPy "\ dP;
A= —=>kC; = kC 5 .
{dQ>C} {ZdQ>C}

i=1

We can use that P; L @, for all ¢ € N with 7 # j, to observe that

X NP

- "\ dP;
_ =1 _ Z ~z 7 .
e Zl S\ij =1 AidQs
‘7:

For any measure P;, we get success probabilities
A dP;
P;(A :IP»(J - >kC).
(A =P Ai dQ;
Now let k; be the constant in the optimal set {g& > k; C'} for any measure P;. For any
1 € N there exists a 5\1- such that

N; dIP; dP;
- >(C ) = > kl C;.
{ A\ dQ; } { dQ; }

Since k; > 0 it also holds that \; > 0. In a final step we can choose the constant as

1
k= ——
2. Ai
i=1
Now Af = k- \; are the weights that construct the worst case measure Q* = > \¥Q;

that leads to the optimal success set presented in the corollary. After all, if there were
any better optimal success sets, this would contradict the optimality under single market
measures. Finally, it remains to remark that €; € Fg for any ¢ € N keeps the hedging
strategy well defined and the price for this claim is exactly Vp for any P;. O
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6.2. Push-Forward measures

The above problems [6.1.1| and arise because of the pathwise construction, i.e. using
the Skorokhod space as the underlying sample space 2. Modelling the financial market
in a different way could solve these problems. For path-independent options, using push-
forward measures of St as an alternative way of modelling the financial market has many
advantages. First, this approach solves the problem of non-equivalent measures since the
push-forward measures of most models have support Ry and are therefore equivalent.
Second, this approach does not have the problem of potential Fy-measurability, i.e. the
impossibility of actually modelling robustness in a real-world sense. Third, we can still
use the stochastic differential equation and Radon-Nikodym derivatives known from the
Skorokhod approach, since the push-forward version can be derived analytically or can be

obtained via simulation.

However, for a given market model, it is unclear a priori whether the two approaches lead
to the same results. The following section shows that, for very simple models at least
(models satisfying Assumption , both approaches are consistent. However, there are
simple counter examples as well. Using the Skorokhod space will always lead to a less risky

optimal hedging strategy.

Remark 6.2.1.

Many of the most commonly traded options are path-independent, i.e. they can be written
as C' = f(St). For the sake of simpler notation, we will assume C' to be path independent
for the most of this section. The approach of using the push-forward measures is viable for

a much larger amount of options.

In particular, the following results hold for any option C': & — R, which can be written
as C(w) = f(X(w)) with a continuous function X : @ — R, and a function f: Ry — Ry.
In this case X defines the push-forward measures and f represents the payoff. For example,
one can think of X (w) = max;c(y 1) Si(w) for lookback options or X (w) = fOT S¢(w)dt for

Asian options.

6.2.1. Theoretical results
Before proceeding with the rigorous mathematical notation and argumentation, we begin

with a short heuristic and intuitive introduction to motivate the results from a more

practical perspective.
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Remark 6.2.2.

From a more practical point of view, the choice of the sample space also describes the
possibilities to define a hedging strategy. If one chooses the Skorokhod space as the sample
space, one can decide on a path-by-path basis whether to hedge or not, i.e. one can react
to jumps or to other characteristics of the path. The less detailed the sample space is
chosen, for example if only the distribution of the final value St on R is modelled, the
less detailed the hedging strategy can be defined.

From a heuristic point of view, it should therefore be clear that the less detailed the sample
space is, the worse the optimal hedging strategy will be. Therefore, even if it is impossible
to actually implement a hedging strategy as detailed as the Skorokhod approach allows,
one still obtains an upper bound on the success probabilities of hedging strategies and can

thus decide whether a more detailed modelling of financial markets might be useful or not.

From a more mathematical point of view, every hedging strategy regarding push-forward
measures is represented as a measurable subset of the positive real numbers. Furthermore
each of these hedging strategies, denoted as B C R, can of course be represented in the
Skorohkod approach as S;'(B) C Q, the set of all paths such that the final value of the

underlying is in B.

The previous remark motivates that there is a close relationship between the optimal
strategies under the original measures and the optimal strategies under the push-forward
measures. In the following part of this section we will examine the connection between the
set B = {jg?‘; > kC97}, where P97, Q5T and C°7 are defined according to Definition
6.2.3, which represents the optimal solution under push-forward measures, and the set

A = {% > kC'} representing original optimal solutions. If Sp(A4) = B, ie. if all
paths w in A lead to a final value wr lying in B, then both approaches lead to identical

results.

Definition 6.2.3.
Push-forward measures regarding a random variable X :  — R, are supposed to be

understood in the usual way, i.e. for any B € B(R),
PY(B) =P(X € B) = P(X1(B)).

Additionally, for any function f : Q@ — R, we define the push-forward function fX : R, —
R, such that

F(X (W) = flw) Yw e Q.

Note here that if X(Q2) = R, the function f¥ is defined uniquely.
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First, it can be shown that the Radon-Nikodym derivatives of push-forward measures
can be described as a conditional expectation of the original Radon-Nikodym deriva-

tives.

Lemma 6.2.4.
Let (2, F) be a measurable space with equivalent measures P and Q. Let X : Q — R be a

random variable on €. For the Radon-Nikodym derivatives of push-forward measures PX
and QX generated by X it holds that

-1(B) X-1(B)
Furthermore, this implies that
dPX dP
S 1)
d0% ~ E [ X }

Proof. Similar to Li and Babu [42], Theorem 1.21, for any Borel set B we have:

dPX dPX
o °XdQ = / 15 0 X) (g © X)dQ = / anQX ) o XdQ

X~4(B)

-/ o dQY = B¥(5) = (X (B)

:X—KB) 66@
O

It is important to note that in general this does not imply %(w) =

A (X ().

It can be shown that, under the rather strict assumption both approaches lead to

exactly the same optimal hedging strategies and success probabilities.

Assumption 6.2.5.

Let X : Q — R, be a random variable defined on € and let P be a market measure with
an equivalent martingale measure (). We assume the implication:

dpP dP
@(Wl) = @(Wz)-

In other words, we assume that the random variable X contains enough information to

X(wl) = X(LUQ) =

infer the equality of the change of measure from the equality of X, which depends not only

on the choice of X, but also on the choice of the market measure.
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6.2. Push-Forward measures

Lemma 6.2.6.
If the Assumption holds, then it holds that

dP dPX
@(w) = W(X<w))~

Proof. With Assumption and Lemma we get

dPX dP dP

—— (X (W) =E?|—|X = X(w)| = — (w).

o (@) =B 0|X = X@)| = T
The second equation follows by Assumption because in this case, conditional on X,
the Radon-Nikodym derivative becomes constant. O

Before formulating the main results regarding optimal hedging strategies using push-forward
measures, we should recall the assumptions used for the robust version of the Neyman-
Pearson Lemma [3.3.14] Assumption IV in requires that the set of physical measures
is closed and convex, while the set of pricing measures is assumed to be measure-convex. It
turns out, as the next two lemmas show, that these properties transfer to the push-forward

measures.

Lemma 6.2.7.
Let P be a closed set, regarding Prokhorov metric, of measures on (2, F) and let
X : Q — R, be a continuous function on . Then P = {PX : P € P} is again a closed set

of measures with respect to the Prokhorov metric.

Proof. Let (Pn)n@\; C P be an arbitrary Cauchy sequence. It suffices to show that this
sequence is convergent with limit in P to conclude that P is closed. Note that we again
endow the set of probability measures on Ry with the Prokhorov metric equivalent to the

set of probability measures on (€2, B(€2)). Since (P,,),en is supposed to be Cauchy we know
that dp(fp)n, ]P)n+1) — 0. Recall that the Prokhorov metric is defined as follows:

dp(P,,Ppy1) = max{inf{e > 0|VB € B(R,)
inf{e > 0|VB € B(R4)

: Ip)n(B) S I@n+1(Be) + 6}7
: Pn+1(B) < Ipn(Be) + 6}}7

where B, = {z € Ry : d(x,b) < e for a b € B}. Since (P,),en C P there exists a sequence
(Pp)nen C P with P, = IP’%( . Note that this sequence is not unique and it is not yet clear
whether it is convergent. If we can show that this sequence converges, we can conclude
that P must be closed, because

lim P, = (lim P,)* € P.

n—o0 n—o0

127



Chapter 6. Analysis of the Skorokhod framework

As the functional X is continuous we know that X !(B.) € X !(B)., and thus
P, (X 1(B,)) < P, (X~ Y(B).). With

max{ inf{e > 0|VB € B(Ry) : (
inf{e > 0)VB € B(Ry) : (
< max{inf{e > 0|VB € B(Ry) : P,(X }(B)) < Ppy1 (X1
inf{e > 0|VB € B(R,) : (
= dp(P,,Ppy1) — 0,

(
(
(
(

at least on the sub-o-algebra X ~}(B(R.)), the sequence (P,),ecn is Cauchy as well. Since
the metric space of all probability measures on (€2, 3(€2)) endowed with the Prokhorov
metric is complete, because the Skorokhod space is complete and separable, this is sufficient
for (P,,)nen to be convergent at least for preimages of X. Finally, we can see that each of
the possible sequences (P,,),en converges to the same limit on X ~(B(R,)) and thus for
any measurable set that has an impact on the corresponding push-forward measure PX we
already have convergence. For any other sets A € B(Q2) \ X }(B(R.)), that do not affect
PX, we can find a sequence with dp(P,, P, 1) < 2¢. Thus, we get a convergent sequence
with lim,, o P, € P, as P is assumed to be closed. For any B € B(R;.) we have
lim P(B) = lim P(X~Y(B)),

n—oo n—oo

which means limP,, € P. So every Cauchy series in P is convergent and P is closed. [

The measure-convexity of pricing measures should also be preserved by similar arguments,

as shown in the next Lemma [6.2.8]

Lemma 6.2.8.
Let Q be a measure-convex set of measures on (2, F) and let X : Q — R, be a function

on Q. Then @ = {Q¥X : Q € Q} is again a measure-convex set of measures.

Proof. Let Q be a measure-convex set. Let A be a probability measure on Q. We want to
show that fQ Qd) € Q. Now, per definition of O, there must be a probability measure A
on Q with

0" = / OdA = / X dh.
Q Q
Since Q is measure-convex we know that @Q* := |, o QdA € Q. Now it remains to show that
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6.2. Push-Forward measures

For any Borel set B € B(R.) there is

@) - /, QdA)X(B> ( /. Q) (x! )= [ ax

_ X _ X _ A*
- [e¥mar=( [ dA)(B) — G(B),
which proves that Q** = Q* and thus /5 QdX € Q. O

Together, Lemma [6.2.7] and Lemma [6.2.8 show that the assumptions made to apply the
robust Neyman-Pearson Lemma [3.3.4 m 4] do indeed carry over to the corresponding set of

push-forward measures.

Theorem 6.2.9.

If P is a robust market model satisfying Assumptions Q is the convex hull of
corresponding equivalent martingale measures, and X : Q — R, is a continuous function,
then the set P = {P¥X : P € P} satisfies Assumptions and the set 9 = {QX : Q € Q}
is measure-convex. Therefore, the theory of optimal hedging strategies still applies to

corresponding push-forward measures.

Proof. This theorem follows directly from Lemma [6.2.7 and [6.2.8] Note that convexity of
P follows from straightforward construction of the correspondlng measures in P, analogous
to the proof of Lemma O

The choice of X depends on the options that is supposed to be hedged. While X = Sy
corresponds to the large amount of options, who are path independent, the case X =
max{S; : t € (0,T])} corresponds to lookback options and X = £ [ S;dt can be used to

model Asian options.

Finally, we can come to the conclusion that if X satisfies the Assumption
both approaches, i.e. construction with Skorokhod space and push-forward mea-
sures, lead to the same optimal hedging strategies, success sets and success probabil-

ities.

Theorem 6.2.10.

Let (£2,F) be a probability space with  the Skorokhod space and let the market measure
P and the function X : Q — R, satisfy Assumption such that X(Q) = R;. Let
PX and Q¥ be push-forward measures of market models P ~ Q. Let C : Q — Ry be a
Fr-measurable claim with CX : R, — R, such that C(w) = CX(X(w)). Then
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a) X({& > kC}) = { £ > ke

Q QX
b) E [Cﬂ{%ﬂcc‘}} E [C ]l{d“”x >kCX}}
¢) P(45 > kC) =P¥ (455 > kCY)
This implies that the constant k € R, that is chosen such that the capital constraint is

satisfied, remains unchanged when using the push-forward approach.

Proof.

a) The first statement follows using the Assumption |6.2.5;

X({d—P>kC}) {X(): B ) > kC(w )

aQ aQ
X
— {X(@) (X)) > KX (X))}
{:L" SIN :gi(:c) > k:CX(ac)}
- (s > b0}

with equality in the third step if X (2) = Ry.

b) The second statement is a consequence of statement a).

x>k X >k

QXL ox CX}]:/C’X]I 2 o 4QF
Ry

:/ XoX)( X pox ) o X)dQ

dQX

_/011 P

= E9[C1, 4 >kC}]

c¢) The last statement again follows directly using the statement a). We obtain

px(jgx k) = (Xe{;lgi>kcx})

P(X X({jQ )
p({% > KC}).
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6.2. Push-Forward measures

Corollary 6.2.11.
In the Black-Scholes model the function Sr : Q — Ry satisfies the assumption [6.2.5]

Proof. As shown in Proposition we can see that % depends only on the underlying

itself:
P I 1 /)2
@ = exp <0’WT + 5 <0_> T>

I
= exp (Q(UWT + 2T))
2 ol 2 2
ol a o p p
= 5§ exp <0WT +(p— 2)T> Sy 7" exp (WT - =T+ uT)
=
=8¢" ¢

Example 6.2.12.

Even in comparably simple complete markets, the Assumption [6.2.5] is not necessarily
fulfilled for the function S7: Consider a symmetric, two period binomial model with
different physical up and down probabilities for each period. Let p; be the up-probability
for the first period and ps be the up-probability for the second period. We assume p; # ps.
The martingale up-probability ¢ for each period is constant due to symmetry. We can then

look at the paths w; = (up, down) and wy = (down, up) to see that

Stz (wl) = Stz (w2)
and

dQ g 1-q 1-qq dQ

dP _pl—py , 1—pipy dP
(wi) =— — (w2)

The previous example also implies that, in general, this assumption should not be satisfied
in all models with non-constant drift. One can even show that the assumption is

necessary for both approaches to coincide for any capital constraint Vj (see Corollary

6.2.13).

From a more mathematical point of view, we can show that without Assumption
there must be a capital constraint V; such that there is a set A C Q of paths that
are not hedged under optimal hedging in Skorokhod modelling, while A C Sfl(B) for
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a set B C R, of realisations that are hedged under optimal hedging in push-forward

modelling.

Corollary 6.2.13.
If the Assumption does not hold, there exists + € Ry and a set A C S Y(z) of
non-null probability with

dP dPST

T > s Sr@) vwea

Since C(w) = C57T(z) for every w € A, there will be a capital constraint Vp, i.e. a

corresponding constant k, such that A C {% > kC} but x ¢ {jg?; > kCSTY.

Proof. This is a direct consequence of the representation :inST EQ[dP |S7]. 1 @ is not

constant on the set Sy (x) there must be a set A C S;'(z) with

=*[igl > a0

dIP

T—iL':| EQ

St @)\ 4|,

Since for continuous measures P57 and Q°7 the value k depends continuously on Vo, the

second statement holds as well. O

The corollary does not imply that there must be a difference between the two approaches
for every capital constraint, but it does imply that there is a specific capital constraint

such that the success sets do not coincide.

In these cases, as already heuristically mentioned in remark one can still show,
without any additional assumptions, that the Skorokhod approach provides an upper
bound on the optimal success probability under the push-forward measures approach.
More specifically, the following lemma shows that any hedging strategy under push-forward
measures can be represented using the Skorokhod modelling approach with the same

amount of money.

Lemma 6.2.14.

Let C : Q — R be a path independent option with corresponding option C7 : R, — R,
such that C(w) = C57(z) for every w with Sp(w) = = and let B C R, define the success
set of a hedging strategy. For every probability measure ) on the Skorokhod space (€2, F)
it holds that

EQ™ [C5715) = EQ[C1 s8]

132



6.2. Push-Forward measures

Proof. For every Q € QF it holds that

EQT (0571 5] = / C5T1 5dQ5T = / (C57 0 S7) (15 0 S7)dQ = / Clg 13,dQ
Q Ry Ry

Theorem 6.2.15.

Let PP be a market measure defined on the Skorokhod space for an underlying (S);c(o,7)-
For P and Q € QF let P57 and QT be push-forward measures. Let C' : Q — R, be a
Fr-measurable claim with C°7 : R, — Ry such that C(w) = C7(Sr(w)). Then

P(ch > kC) > IP’ST(;lgz > k:STC’ST)

where Q € QF is the worst-case measure, while k and kST are chosen such that

- 5 -
SUpPoeg EQ[C]I{%>kC}] = Vp and supgeg E€ T[CST]I{ dPiT ] = Vb.
dQ

S S
L>kSTesty

Proof. For any QST the set S;'( ggzi > k51 C9T}) C Q represents a hedging strategy
under the Skorokhod approach. As shown in Lemma prices do not change compared
to the push-forward measure approach. This implies that also the suprema of all prices
are equal, i.e.

Q — QST [ Sy
SR hsp g orsromn] = SRET O oo

Finally, success probabilities must coincide due to the definition of push-forward measures,

i.e.

dPoT dPST
-1 S S _ mS S S
IP’(ST (dQST > kS1C T)) =P T(dQsT > kSrC T)
This completes the proof, as there is a set implying a hedging strategy under the Skorokhod
approach that is at least as good as the best hedging strategy under the push-forward
approach. O

In summary, we have seen that the Skorokhod approach allows for a very detailed (pathwise)
construction of hedging strategies, which is mostly too detailed for practical purposes.
Nevertheless, the pathwise view can still reveal certain characteristics of the optimal success

sets and hedging strategies.
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6.2.2. Numerical implementation of the push-forward approach

From a numerical point of view, the implementation of the push-forward measure in
the context of optimal hedging strategies is straightforward, using only Monte Carlo
methods and utilising only the stochastic differential equation and the corresponding

Radon-Nikodym derivative:

a) Simulate n paths of S and 95 under the physical measure P using the defining
dQ

stochastic differential equation.

(b) Approximate the CDF of Sp under P as the empirical CDF of the simulated paths,

which gives an approximation of P°T,

(c) Determine the CDF of S under @ using

dQ
QS < ) = B9 (5,.0] = B[ Gy,

which gives an approximation of Q°T.

(d) Determine the density functions ng and ng, which can be done directly for P57
using kernel density estimation or similar methods. For Q°7, one can generate a

random sample according to the CDF and then use kernel density estimation again.

(e) The optimal success set under this approach will be

P
B > ko) = {ij > kST C R,

where C57 : R, — R, is defined such that C(w) = C7(Sy(w)) for every w € Q.

Remember that this is possible because C is assumed to be path independent.

(f) Find the value k € Ry, that ensures that the capital constraint is satisfied, i.e. that

QST ST = [/
EQ°T [C 1{£§>k05TJ V.

For numerical approaches it can be useful to see that the constant k to be determined is

bounded from above by \7%)

Corollary 6.2.16.

The constant k£ in the set B = {jg?; > kC’ST} is bounded by \7%,
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Proof. A straightforward calculation shows:

X

o =B (e, n O = [ 1 oy O @@
—/ L s ey (1)

Q
1
<% /]1{ @) re@ox @) 4T

<2 /WM—

6.3. Examples

To keep the notation and formulas clear, we again take a Black-Scholes model. In this case
the previous approach proves especially useful for claims that are path dependent, as for
example a fixed strike lookback option C' = (max,cp 1] Su — K )*. Now, the previously
useful property of the Black-Scholes model that we can represent the Radon-Nikodym
derivative in terms of the final value St does not help find the optimal hedging strategy,

because in the optimal success set

+
dP

the right hand side does not depend solely on St.

However, using the reflection principle it is possible to determine the distribution
of the maximum of a geometric Brownian motion. This allows to solve the problem
of finding an optimal hedging strategy for C' analytically, whereas solving the initial
problem in the Skorokhod space is difficult, because we have to find the distribution of St

conditional on M.

Lemma 6.3.1.
Let (St)iepo,r] be a geometric Brownian motion with parameter 4 € R and o € R. Let
M; be the maximum of S up to time ¢ € [0,T7], i.e. M; :=max,¢[gy Su-

(a) The cumulative distribution of M; is
—(p—0/2)t + 10g(§;)>
oVt
So\ T —(n—0®/2)t —log(&)
()l °)
T o't

Fy, () =P(M; < x) :<I><
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(b) The density function of M; is

(=57 +log ()

fan () = 202T

exp | —

1
oxV2rT

+

1 So\ 12 ((n=%)T +1og (S%))Q
U:m/ﬁ( ) P 20T

Pl (50)1‘3‘5 » (‘““ 77— log (50)) 63

T o2 T o/T

T

Proof. The distribution of the running maximum of a geometric brownian motion is proved
in Corollary 10.5 in chapter 10 of Privault . The proof uses the reflection principle that

determines the distribution of the running maximum of a standard Brownian motion

P ( sup B > :c) =2P(B; > x).

0<s<t
Representing a geometric Brownian motion S as S; = exp (6B + (1 — %Q)t) allows to
calculate its distribution, as seen in detail in Privault [55]. O

Using the density function (6.3.1)) it is possible to find the optimal success set analyti-
cally

AMr — {x €ER, : m > k(z — K)+} : (6.3.2)

where k € R is determined such that

EQT [14(z — K)*] = /K Ty oy (@ — K)dQM7 ()

o0

Example 6.3.2.

Even though there is an analytic solution (6.3.2)) it does not provide a good visualization,
since the Radon-Nikodym derivative does not simplify. Still, this approach proves to be
much simpler than using the Skorokhod space. Using again the example of a high volatility
stock with Sy =100, u = 0.5,0 = 0.5 and T' = 1 we can get the following density functions
for Mr:
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Expression Plot

—— Density of M_T under P
—— Density of M_T under Q

0.010 0.015 0.020
1 1 1

Function Value

0.005
1

0.000
1

Figure 6.1.: Density functions of the maximum of a geometric Brownian motion up to
T =1 with ¢ =0,5 and p = 0.5 under P, ;4 = 0 under Q.

Using a lookback option with fixed strike K = 120, which has a price of 30, calculating
the the corresponding Radon Nikodym derivative, the constant k regarding the capital
constraint Vp = 20 and the respective transformed payout of the option leaves us with the

following figure.

© 7 —— Radon Nikodym derivative
—— Transformed payout of lookback option

100 150 200 250 300

dIPJVIT
dQMr Fr
motion and the transformed payout kC of a lookback option with strike

K =120 and capital constraint Vj = 20.

Figure 6.2.: Radon Nikodym derivative of the maximum of a geometric Brownian

Thus, an optimal hedge is the superhedging strategy (H,f/o) to the option
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C = Tynr,¢p181,236)}C, which has a success probability IP’(V:,{{’VO > C) = 74,71% in

this case.
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Chapter 7.
Conclusion

In this thesis, we have investigated optimal hedging strategies under capital constraints
in the context of robust market modelling. Our primary focus was on combining hedging
methods, e.g. in Follmer and Leukert , with a quasi-sure approach to account for model
uncertainty, as introduced in Laurent and Martini . Traditional hedging strategies
often rely on assumptions about the market model, including the specification of a single
reference probability measure. However, financial markets exhibit significant uncertainty,
and relying on a single probability measure can result in misleading conclusions, as
discussed in Knight . By using the quasi-sure perspective of multiple valid market
models, we have formulated a hedging strategy that remains valid across a wide range of
market scenarios without being tied to a specific probabilistic assumption. To work in this
quasi-sure set up, we have derived a Neyman-Pearson theorem that is more suitable for
financial application, using the measure-convexity of the most relevant sets in financial

mathematics.

One of the main results is the concept of an indifference curve of optimal hedging strate-
gies, which illustrates the trade-off between different market models or scenarios. This
indifference curve is not only constructed in a general way, but also explicitly determined
for some examples. This perspective provides deeper insights into how different market

assumptions and uncertainty influence optimal hedging decisions.

Another important result concerns continuity properties of the worst-case measure, that
are usually difficult or even impossible to find analytically. We show that the worst-case
measure has certain continuity properties across the indifferent curve of optimal hedging
strategies. This allows to significantly reduce the numerical effort, since a global grid search

across an arbitrarily large grid can be reduced to a local grid search.

In addition to these positive results, we have also presented issues when interpreting the

mathematical results under a real-world perspective, especially when using non-equivalent
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Chapter 7. Conclusion

or even singular measures. To overcome these problems, we presented an alternative to
the common approach in the literature of using the Skorokhod space as a sample space.
We have shown that many properties can be transferred to the push-forward measures of
market measures without the problems we have regarding singular measures under the

Skorokhod framework.
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Chapter 8.

Outlook

The problem of optimal hedging can be divided into the representation problem, see
Theorem and the static optimisation problem, see Theorem While the static
optimisation problem is highlighted in great detail in this thesis the representation problem
is reduced to an existence result. The field of stochastic analysis known as Malliavin
calculus offers a way to examine the representation problem in more detail. Using these

tools, allows to determine hedging strategies more explicitly, see for example Di Nunno et
al. .

In addition, further research is needed to develop systematic methods to identify the worst-
case measure. While we have proved continuity properties in this context, practical methods
for determining the worst-case measure in general remain an open problem. A potential
approach is inspired by mean-variance hedging, where the worst-case measure can be deter-

mined by minimising the relative entropy to the physical measure.

The mean-variance hedging problem, that minimises the expected quadratic hedging error,
is typically solved by determining a minimum-variance measure, which plays a similar role
to the worst-case measure in robust hedging. These very similar approaches motivate the
idea of combining both approaches to optimise the success of hedging against the variance

of the hedging error.

Finally, there is only little empirical research on the success of robust market modelling,
see for example Guidolin for an overview regarding Markov switching models. It may
be of great interest to investigate robust market modelling and robust hedging strategies

under empirical data, especially in view of financial crises.

So there are still many open questions in view of robust market modelling and hedging
strategies under these models. Since financial markets will remain important and may
become even more complex and unstable in future, this topic will continue to be of great

interest.
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Appendix A.
Martingale measures for jump diffusion model

In Corollary we have presented a general form of the Radon-Nikodym derivative in
the Merton-Jump model with a straightforward proof, for better readability and structure.
Since this proof does not include a derivation of the Radon-Nikodym derivative, but only
justifies the already known solution, a derivation of Radon-Nikodym derivatives with
respect to equivalent martingale measures for jump diffusion models in general follows in

this appendix.

Lemma A.0.1. Nowvikov condition

Let 6 be an square integrable cadlag process such that for each ¢ > 0 it holds that

¢
/93(15 < 00,
0

then

t t
1
Z; = exp (/ 0,dW, — 3 /egds>
0 0

defines a positive P martingale with E¥[Z;] = 1.

Proof. For the simpler case of a deterministic 8 we know that for every ¢t € R fg 0s,dWy is
a normally distributed random variable with mean zero and variance fot 62ds. Furthermore
Jo 0sdWs is F, measurable while fst 0,dWs is independent of Fs. This allows for the

following calculation:
t s t
exp (/ OUqu> ‘]—"5 exp (/ Huqu) exp (/ Guqu) ]-"s]
0 0 s
s t
=exp (/ GudWU) E {exp (/ Huqu)]
0 s

E =K
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s t
=exp (/ Huqu) exp (;/Hidu) .
0 s

We can use this equation to conclude
s]

E[Z|Fs] =E lexp (/t Huqu) exp ( ;/t@ du)
=exp (/0 dw, ) exp ( /t92du) exp (/szu>
=exp (/0 dW,, — /02du) = Zs,

which means Z is a martingale. See Revuz for a proof in the general case. O

Proposition A.0.2. Girsanov measure transformation for Brownian motion

Let S be a continuous process, that solves the stochastic differential equation

dS; = i Spdt + ;S dWE

t
under a measure P, where W} is a standard Wiener process under P. If [ 62ds < oo, there

exists an equivalent measure () ~ IP such that the process
t
we =wF - / Ods

is a standard Brownian motion under (). This means that under () the process S solves
dSy = (e + 040) Spdt + o dWE.

In addition we know that the Radon-Nikodym Derivative of P with respect to @ is of the

t t
dP 1/,
@ = exp (0/ Hdes + 5 0/0st) .

Proof. We denote a new measure Q by dQ) = Z;dP with

t t
1
Zy = exp (/ 0,dWy — 3 /Hgds) .
0 0

form
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Since the exponential function is strictly positive, it is clear that QQ ~ P. First, we need
t

to show that WtQ = W} — [ 0sds defines a martingale under the measure ). This means
0

that it remains to show that W& has independent normally distributed increments with

WtQ — W& ~ N(0,t — 5), which can be shown via the moment generating function. The

next equation shows that the moment generating function of WtQ is equal to the moment

generating function of a normal distribution:

E? {exp(aWtQ)} = E¥ {exp / Oudu)) ] —

Zy exp(a(WE — /Gudu))]
0

t t t
1
— P |exp /edeS - 5/egds +aWP - a/e)udu”
0 0

L 0
r t ) t
=EP |exp /(a + 05)dWs — B /(Qaes + Hﬁ)ds)]
L 0 0
[ / 1 / 2¢
= EF exp /(a—i—@ 5/@4‘0 )]exp(%)
L 0 0

o <a2t>
=exp|—|.
2

The Nikov condition shows that the last expectation equals one. This shows that WtQ
normally distributed with variance ¢ and it is easy to see that this can be extended to
WtQ — WE as well. The independency of the increments follows by construction, since WP

is assumed to be a standard Wiener process. O

The previous proposition can be extended in a general form for semimartingales. These
results can be found in Chapter 3, Theorem 20 in Protter . Since we only need the simpler

version for a Brownian Motion, we omit this result and its proof here.

As we are trying to find the corresponding Radon-Nikodym derivative for jump diffu-
sion models, we still need to investigate how a change in jump intensities and heights
does affect the Radon-Nikodym derivative, which requires the following definitions and

results.

Definition A.0.3. E-marked point process
Let (2, F,P) be a probability space and (F,£) a measurable space. Let Ny be a point
process, where we define T, as the time of the n-th jump. Let (J,) be a sequence of

random variables taking values in E. We call the double sequence (7},, J,,) an E-marked
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point process. We can define a corresponding counting measure p(dt, dz) from (€2, F) to
((0,00) x E,(0,00) ® ) such that

13 (o)
// (s,z)p(ds x dx) = Z (T, Jo)17, <.
) n=1

Definition A.0.4. Local characteristics

Let p(dt,dx) be the measure of an E-marked point process. If N;(A) admits the Fi-
predictable intensity A\;(A) for every A € £ for a measure A from (w x [0,00)) to (E,E),
we say that p(dt, dr) has an intensity kernel A\¢(dz). If there exists a probability transition
kernel ®(dx) such that \;(dx) = A\ ®(dx) for a predictable process A\, the tupel (A, ®;(dx))

is called the local characteristics of (T}, Jy,).

Remark A.0.5.
To provide additional understanding of the previous definitions, note that for every non-

negative E-marked process H the integral

/t / H(p(ds x dz) — \y(dz))
0 F

defines a local martingale, or in other words A is a predictable compensator of p. In
addition to the intuitive understanding one can find a proof of this statement in Chapter
8, Corollary C4 in Brémaud .

Lemma A.0.6.
Let a be an increasing right continuous function with a(0) = 0 and let h be a function
with fg |h(s)|da(s) < oco. The function f defined as

¢

f@&)=f0) TT @+ n(s)Aa(s))exp (/ h(S)dac(S))
0<s<t 0

with a®(s) = a(s) — >, <s Aa(u) solves the integral equation

t

§) = FO + [ Fs=)h(s)da(s).

0

Proof. The lemma follows by application of the product formula to

fi() = f(0) TT 1+ h(s)Aa(s)),

0<s<t
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Falt) = exp ( / h(s)dac(s)) .
0

Using the product formula on f(t) = fi(t) f2(t) results

t t

10+ [ fils=)dta(s) + [ Rlo)dfi(s)

~

—~
~

~—
I

= 10+ [ fs=)h(s)das).

0

The uniqueness of the solution follows by standard arguments, see the proof of Theorem
T4 in Chapter A4 in Brémaud . O

Theorem A.0.7. Girasnov measure for pure jump processes
Let P(dt,dx) be the measure of an E-marked point process with local characteristics

(A, ®4(dz)). Let h(t,x) be a predictable E-indexed non-negative process and p; be a

predictable non-negative process with
t
/Ms)\sds < oo P-as.,
0

h(t,x)®¢(dx) =1 P-a.s.

.

The process L; defined as

L — (H MTnh(Tn,Jn)]lTngt) exp ( / /E (1— ush(s,x)))\SCI)S(dx)ds> (A1)
0

n>1
is a P local martingale and for a measure ) with %] 5= L; the process p(dt,dx) has @
characteristics (A, h(t, )P (dx)).
Proof. The statement can be found as Theorem T10 in Chapter 8 in Brémaud .
O
In summary Theorem shows how to to modify the continuous part of a semi-

martingale while Theorem shows how to modify the pure jump part of a semi-

martingale when changing the measure. These two results can be combined to derive a
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general form for a Radon-Nikodym derivative. This further proves the result in Corollary
0.2.91

Proof of Corollary[5.2.9. Similar to the proof of Theorem 2.5 in Runggaldier [59], which
presents a more general form, we will first change the pure jump parts of the given

semimartingale via a change of measure defined by %. Then we will change the continuous

_ dQdQ
T dQ dP

part with %. We will get the desired change of measure with ‘fl—%

Changing the pure jump parts leaves us with the result of Theorem

~ t

d ~

% = (H NTnh(TmJn)]l{Tn<t}) €xp //(1 — psh(s, 2))As®s(dz)ds |
n>1

0 Ry

where we set J,, to be lognormally distributed and set J,, = exp(Jy,). Additionally we
can set h(t,z) = exp(tx) and pr, = exp(v), which leads to the desired form in (5.2.11])
without the 6 part (note that \s = X\ constant is given by the choice of S; and ®4(R4) = 1).
For the continuous measure change we have to take care that S; is supposed to form a
martingale under the new measure @, which, according to Theorem [A.0.2] leads to the
Radon-Nikodym derivative of the form

aQ _ OW; + %9%,

dq
with a 6 that also compensates potential new drift of the measure change to the jump
parts, i.e. 0 = M, where k€ = EQ[e/ — 1] is the new expected jump height under
Q@ and A9 = A, h(T,, jn) = AR is the new arrival rate. The value k¢ can be calculated

using

Multiplication of these two Radon-Nikodym derivatives gives exactly the desired form. [
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