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Preface

This is the first volume of the Paris-Princeton Lectures in Financial Mathematics.
The goal of this series is to publish cutting edge research in self-contained articles
prepared by well known leaders in the field, or promising young researchers invited
by the editors to contribute to a volume. Particular attention is paid to the quality of
the exposition and we aim at articles that can serve as an introductory reference for
research in the field.

The series is a result of frequent exchanges between researchers in finance and
financial mathematics in Paris and Princeton. Many of us felt that the field would
benefit from timely exposés of topics in which there is important progress. René
Carmona, Erhan Cinlar, Ivar Ekeland, Elyes Jouini, José Scheinkman and Nizar Touzi
will serve in the first editorial board of the Paris-Princeton Lectures in Financial
Mathematics. Although many of the chapters in future volumes will involve lectures
given in Paris or Princeton, we will also invite other contributions. Given the current
nature of the collaboration between the two poles, we expect to produce a volume per
year. Springer Verlag kindly offered to host this enterprise under the umbrella of the
Lecture Notes in Mathematics series, and we are thankful to Catriona Byrne for her
encouragement and her help in the initial stage of the initiative.

This first volume contains four chapters. The first one was written by Peter Bank
and Hans Follmer. It grew out of a seminar course at given at Princeton in 2002. It
reviews a recent approach to optimal stopping theory which complements the tra-
ditional Snell envelop view. This approach is applied to utility maximization of a
satisfaction index, American options, and multi-armed bandits.

The second chapter was written by Fabrice Baudoin. It grew out of a course
given at CREST in November 2001. It contains an interesting, and very promising,
extension of the theory of initial enlargement of filtration, which was the topic of his
Ph.D. thesis. Initial enlargement of filtrations has been widely used in the treatment of
asymetric information models in continuous-time finance. This classical view assumes
the knowledge of some random variable in the almost sure sense, and it is well
known that it leads to arbitrage at the final resolution time of uncertainty. Baudoin’s
chapter offers a self-contained review of the classical approach, and it gives a complete
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analysis of the case where the additional information is restricted to the distribution
of a random variable.

The chapter contributed by Chris Rogers is based on a short course given during
the Montreal Financial Mathematics and Econometrics Conference organized in June
2001 by CIRANO in Montreal. The aim of this event was to bring together leading
experts and some of the most promising young researchers in both fields in order
to enhance existing collaborations and set the stage for new ones. Roger’s contribu-
tion gives an intuitive presentation of the duality approach to utility maximization
problems in different contexts of market imperfections.

The last chapter is due to Mete Soner and Nizar Touzi. It also came out of seminar
course taught at Princeton University in 2001. It provides an overview of the duality
approach to the problem of super-replication of contingent claims under portfolio
constraints. A particular emphasis is placed on the limitations of this approach, which
in turn motivated the introduction of an original geometric dynamic programming
principle on the initial formulation of the problem. This eventually allowed to avoid
the passage from the dual formulation.

It is anticipated that the publication of this first volume will coincide with the
Blaise Pascal International Conference in Financial Modeling, to be held in Paris
(July 1-3, 2003). This is the closing event for the prestigious Chaire Blaise Pascal
awarded to Jose Scheinkman for two years by the Ecole Normale Supérieure de Paris.

The Editors
Paris / Princeton
May 04, 2003.
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American Options, Multi—-armed Bandits, and Optimal
Consumption Plans: A Unifying View

Peter Bank and Hans Follmer

Institut fiir Mathematik

Humboldt—Universitat zu Berlin

Unter den Linden 6

D-10099 Berlin, Germany

email: pbank@mathematik.hu-berlin.de
email: foellmer@mathematik.hu-berlin.de

Summary. In this survey, we show that various stochastic optimization problems arising in
option theory, in dynamical allocation problems, and in the microeconomic theory of intertem-
poral consumption choice can all be reduced to the same problem of representing a given
stochastic process in terms of running maxima of another process. We describe recent results
of Bank and El Karoui (2002) on the general stochastic representation problem, derive results in
closed form for Lévy processes and diffusions, present an algorithm for explicit computations,
and discuss some applications.

Key words: American options, Gittins index, multi-armed bandits, optimal consumption
plans, optimal stopping, representation theorem, universal exercise signal.
AMS 2000 subject classification. 60G07, 60G40, 60H25, 91B16, 91B28.

1 Introduction

At first sight, the optimization problems of exercising an American option, of allocat-
ing effort to several parallel projects, and of choosing an intertemporal consumption
plan seem to be rather different in nature. It turns out, however, that they are all related
to the same problem of representing a stochastic process in terms of running maxima
of another process. This stochastic representation provides a new method for solving
such problems, and it is also of intrinsic mathematical interest. In this survey, our pur-
pose is to show how the representation problem appears in these different contexts,
to explain and to illustrate its general solution, and to discuss some of its practical
implications.

As a first case study, we consider the problem of choosing a consumption plan
under a cost constraint which is specified in terms of a complete financial market

* Support of Deutsche Forschungsgemeinschaft through SFB 373, “Quantification and Sim-
ulation of Economic Processes”, and DFG-Research Center “Mathematics for Key Tech-
nologies” (FZT 86) is gratefully acknowledged.

P. Bank et al.: LNM 1814, R.A. Carmona et al. (Eds.), pp. 1-42, 2003.
(© Springer-Verlag Berlin Heidelberg 2003



2 Peter Bank, Hans Follmer

model. Clearly, the solution depends on the agent’s preferences on the space of con-
sumption plans, described as optional random measures on the positive time axis.
In the standard formulation of the corresponding optimization problem, one restricts
attention to absolutely continuous measures admitting a rate of consumption, and
the utility functional is a time—additive aggregate of utilities applied to consumption
rates. However, as explained in [25], such time—additive utility functionals have seri-
ous conceptual deficiencies, both from an economic and from a mathematical point
of view. As an alternative, Hindy, Huang and Kreps [25] propose a different class of
utility functionals where utilities at different times depend on an index of satisfaction
based on past consumption. The corresponding singular control problem raises new
mathematical issues. Under Markovian assumptions, the problem can be analyzed
using the Hamilton—Jacobi—-Bellman approach; see [24] and [8]. In a general semi-
martingale setting, Bank and Riedel [6] develop a different approach. They reduce
the optimization problem to the problem of representing a given process X in terms
of running suprema of another process &:

X, =E

/( S sw ()| | (0o )
t,+o0

vE[t,s)

In the context of intertemporal consumption choice, the process X is specified in
terms of the price deflator; the function f and the measure y reflect the structure of
the agent’s preferences. The process ¢ determines a minimal level of satisfaction, and
the optimal consumption plan consists in consuming just enough to ensure that the
induced index of satisfaction stays above this minimal level. In [6], the representation
problem is solved explicitly under the assumption that randomness is modelled by a
Lévy process.

In its general form, the stochastic representation problem (1) has a rich mathe-
matical structure. It raises new questions even in the deterministic case, where it leads
to a time—inhomogeneous notion of convex envelope as explained in [5]. In discrete
time, existence and uniqueness of a solution easily follow by backwards induction.
The stochastic representation problem in continuous time is more subtle. In a discus-
sion of the first author with Nicole El Karoui at an Oberwolfach meeting, it became
clear that it is closely related to the theory of Gittins indices in continuous time as
developed by El Karoui and Karatzas in[17].

Gittins indices occur in the theory of multi—armed bandits. In such dynamic allo-
cation problems, there is a a number of parallel projects, and each project generates
a specific stochastic reward proportional to the effort spent on it. The aim is to allo-
cate the available effort to the given projects so as to maximize the overall expected
reward. The crucial idea of [23] consists in reducing this multi—-dimensional opti-
mization problem to a family of simpler benchmark problems. These problems yield
a performance measure, now called the Gittins index, separately for each project,
and an optimal allocation rule consists in allocating effort to those projects whose
current Gittins index is maximal. [23] and [36] consider a discrete—time Markovian
setting, [28] and [32] extend the analysis to diffusion models. El Karoui and Karatzas
[17] develop a general martingale approach in continuous time. One of their results
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shows that Gittins indices can be viewed as solutions to a representation problem of
the form (1). This connection turned out to be the key to the solution of the general
representation problem in [5]. This representation result can be used as an alternative
way to define Gittins indices, and it offers new methods for their computation.

As another case study, we consider American options. Recall that the holder of
such an option has the right to exercise the option at any time up to a given deadline.
Thus, the usual approach to option pricing and to the construction of replicating
strategies has to be combined with an optimal stopping problem: Find a stopping
time which maximizes the expected payoff. From the point of view of the buyer, the
expectation is taken with respect to a given probabilistic model for the price fluctuation
of the underlying. From the point of view of the seller and in the case of a complete
financial market model, it involves the unique equivalent martingale measure. In both
versions, the standard approach consists in identifying the optimal stopping times in
terms of the Snell envelope of the given payoff process; see, e.g., [29]. Following
[4], we are going to show that, alternatively, optimal stopping times can be obtained
from a representation of the form (1) via a level crossing principle: A stopping time is
optimal iff the solution £ to the representation problem passes a certain threshold. As
an application in Finance, we construct a universal exercise signal for American put
options which yields optimal stopping rules simultaneously for all possible strikes.
This part of the paper is inspired by a result in [18], as explained in Section 2.1.

The reduction of different stochastic optimization problems to the stochastic rep-
resentation problem (1) is discussed in Section 2. The general solution is explained
in Section 3, following [5]. In Section 4 we derive explicit solutions to the repre-
sentation problem in homogeneous situations where randomness is generated by a
Lévy process or by a one—dimensional diffusion. As a consequence, we obtain explicit
solutions to the different optimization problems discussed before. For instance, this
yields an alternative proof of a result by [33], [1], and [10] on optimal stopping rules
for perpetual American puts in a Lévy model.

Closed—form solutions to stochastic optimization problems are typically available
only under strong homogeneity assumptions. In practice, however, inhomogeneities
are hard to avoid, as illustrated by an American put with finite deadline. In such
cases, closed—form solutions cannot be expected. Instead, one has to take a more
computational approach. In Section 5, we present an algorithm developed in [3] which
explicitly solves the discrete—time version of the general representation problem (1).
In the context of American options, for instance, this algorithm can be used to compute
the universal exercise signal as illustrated in Figure 1.

Acknowledgement. We are obliged to Nicole El Karoui for introducing the first author
to her joint results with Ioannis Karatzas on Gittins indices in continuous time; this
provided the key to the general solution in [5] of the representation result discussed
in this survey. We would also like to thank Christian Foltin for helping with the C++
implementation of the algorithm presented in Section 5.

Notation. Throughout this paper we fix a probability space (§2, F,P) and a filtration
(Ft)te(0,400] Satisfying the usual conditions. By T we shall denote the set of all
stopping times T > 0. Moreover, for a (possibly random) set A C [0, +oc], T (A)
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will denote the class of all stopping times T € T taking values in A almost surely.
For instance, given a stopping time S, we shall make frequent use of T ((S, +o<]) in
order to denote the set of all stopping times T € T such that T(w) € (S(w), +o0]
Sor almost every w. For a given process X = (X;) we use the convention X o, = 0
unless stated otherwise.

2 Reducing Optimization Problems to a Representation Problem

In this section we consider a variety of optimization problems in continuous time in-
cluding optimal stopping problems arising in Mathematical Finance, a singular control
problem from the microeconomic theory of intertemporal consumption choice, and
the multi—-armed bandit problem in Operations Research. We shall show how each of
these different problems can be reduced to the same problem of representing a given
stochastic process in terms of running suprema of another process.

2.1 American Options

An American option is a contingent claim which can be exercised by its holder at
any time up to a given terminal time 7' € (0, +00]. It is described by a nonnegative,
optional process X = (X;), c[o,7] Which specifies the contingent payoff X; if the

option is exercised at time ¢ € [0, 7).

A key example is the American put option on a stock which gives its holder the
right to sell the stock at a price k& > 0, the so—called strike price, which is specified in
advance. The underlying financial market model is defined by a stock price process
P = (P;),¢(0,7) and an interest rate process (r¢), o - For notational simplicity, we
shall assume that interest rates are constant: 7y = r > (. The discounted payoff of
the put option is then given by the process

XF=e"k—P)t (tel0,1)).

Optimal Stopping via Snell Envelopes

The holder of an American put—option will try to maximize the expected proceeds by
choosing a suitable exercise time. For a general optional process X, this amounts to
the following optimal stopping problem:

Maximize EX7 over all stopping times 7' € 7([0,77]) .

There is a huge literature on such optimal stopping problems, starting with [35]; see
[16] for a thorough analysis in a general setting. The standard approach uses the theory
of the Snell envelope defined as the unique supermartingale U such that

Us = esssup E[Xr|Fs]
TeT([S,1))
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for all stopping times S € T([0,T]). Alternatively, the Snell envelope U can be
characterized as the smallest supermartingale which dominates the payoff process
X. With this concept at hand, the solution of the optimal stopping problem can be
summarized as follows; see Théoréme 2.43 in [16]:

Theorem 1. Let X be a nonnegative optional process of class (D) which is upper—
semicontinuous in expectation. Let U denote its Snell envelope and consider its Doob—
Meyer decomposition U = M — A into a uniformly integrable martingale M and a
predictable increasing process A starting in Ag = 0. Then

T2inf{t>0|X, =U,} and T2 inf{t>0] A, >0} )
are the smallest and the largest stopping times, respectively, which attain

sup EXp.
TeT([0,1])

In fact, a stopping time T* € T ([0,T)) is optimal in this sense iff
T<T*<T and Xp~=Up- P-as. 3)

Remark 1. 1. Recall that an optional process X is said to be of class (D) if (X, T €
T) defines a uniformly integrable family of random variables on (2, F, P); see,
e.g., [14]. Since we use the convention X ., = 0, an optional process X will be
of class (D) iff

sup E| X 7| < 400,
TET

and in this case the optimal stopping problem has a finite value.

2. As in [16], we call an optional process X of class (D) upper—semicontinuous in
expectation if for any monotone sequence of stopping times 7" (n = 1,2,...)
converging to some 7' € T almost surely, we have

limsupEXprn <EX7p.

In the context of optimal stopping problems, upper—semicontinuity in expectation
is a very natural assumption.

Applied to the American put option on P with strike k£ > 0, the theorem suggests
that one should first compute the Snell envelope

U§= esssup Ele " (k—Pr)"|Fs] (Se T([0,77)).
TeT([S,1))

and then exercise the option, e.g., at time
TF=inf{t>0|UF =e (k- P)*}.

For a fixed strike k, this settles the problem from the point of view of the option holder.
From the point of view of the option seller, Karatzas [29] shows that the problem
of pricing and hedging an American option in a complete financial market model
amounts to the same optimal stopping problem, but in terms of the unique equivalent
martingale measure P* rather than the original measure PP. For a discussion of the
incomplete case, see, e.g., [22].
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A Level Crossing Principle for Optimal Stopping

In this section, we shall present an alternative approach to optimal stopping problems
which is developed in [4], inspired by the discussion of American options in [18].
This approach is based on a representation of the underlying optional process X in
terms of running suprema of another process &. The process £ will take over the role
of the Snell envelope, and it will allow us to characterize optimal stopping times by
a level crossing principle.

Theorem 2. Suppose that the optional process X admits a representation of the form

Fr| (TeT) @)

Xr=E / sup &, p(dt)
(T, +0o0]

ve[T,t)

for some nonnegative, optional random measure . on ([0, +o0], B([0, +o0])) and
some progressively measurable process & with upper—right continuous paths such
that

sup (W) (1w 400 (t) € Ll(IP’(dw) ® p(w, dt))
ve [T (w),t)

forallT € T.
Then the level passage times

T2 inf{t>0|& >0} and T2 inf{t>0]& >0} (5)

maximize the expected reward E X over all stopping times T € T.
If, in addition, p has full support supp p = [0, +00| almost surely, then T* € T
maximizes EX 1 over T € T iff

T<T*<T P-as. and sup &, =& P-as. on{T* < +oo}. (6)
ve[0,T*]

In particular, T is the minimal and T is the maximal stopping time yielding an optimal
expected reward.

Proof. Use (4) and the definition of T to obtain for any 7' € T the estimates

EXr <E / sup €,V 0 p(dt) <E / sup &, p(dt). (D)
(T,+00] vE[O,t) (T ,4o00] vE[0,t)

Choosing T = T or T = T, we obtain equality in the first estimate since, for either
choice, T is a level passage time for £ so that

sup & = sup & >0 forall te (T, +o0. (®)
v€e[0,t) v€E[T,t)

Since T < T in either case, we also have equality in the second estimate. Hence,
both T'=T and T = T attain the upper bound on EX (T' € T) provided by these
estimates and are therefore optimal.
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It follows that a stopping time 7™ is optimal iff equality holds true in both estimates
occurring in (7). If 1 has full support almost surely, it is easy to see that equality holds
true in the second estimate iff 7* < T almost surely. Moreover, equality in the first
estimate means exactly that (8) holds true almost surely. This condition, however, is
equivalent to

lim sup &, =limsup&; >0 P-as.on {T" < 400}
LT yeo,t) ENT*

which, by upper—right continuity of £, amounts to

sup &y =&+ > 0 P-as.on {T" < +oo}.
ve[0,T*]

Equivalently:

T >T P-as. and sup & =&« >0 P-as.on {T" < +oo}.
ve[0,T*]

Thus, optimality of T is in fact equivalent to (6) if i has full support almost surely.
O

Remark 2. 1. In Section 3, Theorem 6, we shall prove that an optional process
X = (Xt)te[0,400) Of class (D) admits a representation of the form (4) if it
is upper—semicontinuous in expectation. Moreover, Theorem 6 shows that we
are free to choose an arbitrary measure p from the class of all atomless, op-
tional random measures on [0, +oo] with full support and finite expected total
mass Ey(]0, +o0]) < +o0. This observation will be useful in our discussion of
American options in the next section.

2. The assumption that £ is upper—right continuous, i.e., that

& =limsup & =lim sup &, forall t€[0,+00) P-as.,
s\t st vE[t,s)

can be made without loss of generality. Indeed, since a real function ¢ and its

upper-right continuous modification & 2 lim supg\; §s have the same supre-
mum over sets of the form [T, t), representation (4) is invariant under an upper—
right continuous modification of the process £. The resulting process £ is again a
progressively measurable process; see, e.g., from Théoreme IV.90 of [13].

3. The level crossing principle established in Theorem 2 also holds if we start at a
fixed stopping time .S € 7T A stopping time T € 7T ([S, +00]) attains

esssup E[Xp|Fs]
TeT([S,+0o0])

iff

Tg<Ti<Ts P-as. and sup &, = &y on {Tg < +oo} P-as.,
vE[S,TE]
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where T’y and T's denote the level passage times
T2 inf{t>S|& >0 and Ts2inf{t>S]|& > 0}.

This follows as in the proof of Theorem 2, using conditional expectations instead
of ordinary ones.

The preceding theorem reduces the optimal stopping problem to a representation
problem of the form (4) for optional processes. In order to see the relation to the Snell
envelope U of X, consider the right continuous supermartingale ' given by

s p(d < u(d
/(m (s p(ds) /(O,T]C p(ds)

G2 sup &VO0 (se[0,1]).
vel0,s)

A

V,=E Fi| =E

ft] - Cs N(d‘s)
(0,¢]

where

Since V' > X, the supermartingale V' dominates the Snell envelope U of X. On the
other hand,
Vi=E

ft :]E[Xf|ft]§Ut on {th},

/ s p(ds)
(T,

and so V coincides with U up to time 7. Is is easy to check that the stopping times
T and T appearing in (2) and (5) are actually the same and that for any stopping T™*
with T < T* < T a.s., the condition Up- = X7~ in (3) is equivalent to the condition
Supve[O,T*} 51} = €T* in (6).

A representation of the form (4) can also be used to construct an alternative kind
of envelope Y for the process X, as described in the following corollary. Part (iii)
shows that Y can replace the Snell envelope of Theorem 1 as a reference process for
characterizing optimal stopping times. Parts (i) and (ii) are taken from [5]. The process
Y can also be viewed as a solution to a variant of Skorohod’s obstacle problem; see
Remark 4.

Corollary 1. Let i be a nonnegative optional random measure on [0, +00] with full
support supp p = [0, +00] almost surely and consider an optional process X of class
(D) with X4 oo = 0 P-a.s.

1. There exists at most one optional process Y of the form

/ ne pu(dt)
(T,+00]

for some adapted, left continuous, nondecreasing process 1 € L*(P ® p) such
that Y dominates X, i.e.,

Yr=E Fr (T S T) ®

Yr > Xp P-as. forany T €T,

and such that Yr = X P-a.s. for any point of increase T’ of 0.
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2. If X admits a representation of the form (4), then such a process Y does in
fact exist, and the associated increasing process n is uniquely determined up to
P—-indistinguishability on (0, +00] via

ne= sup & (t€ (0,+00])
v€E[0,t)

where & is the progressively measurable process occurring in (4).
3. A stopping time T* € T maximizes EXt over all T € T iff

T<T*<T and Yr« =Xp- P-as.

where T and T are the level passage times

4

T2 inf{t € (0,400] | n; > 0} and T2 inf{t € (0, +00] | 7, > 0}.

Remark 3. A stopping time 1" € 7 is called a point of increase for a left—continuous
increasing process 7 if, P-a.s. on {0 < T' < +oo}, ny < n; forany ¢ € (T, +00].

Proof.

1. In order to prove uniqueness, assume ( € L*(P ® u) is another adapted, left
continuous and non—decreasing process such that the corresponding optional

process
/ Ge pu(dt)
(T, +00]

dominates X and such that Zp = X for any time of increase 7' € T for (. For
€ > 0, consider the stopping times

Zr =E Fr (TGT)

SE2nf{t >0 n > ¢ +e}
and A
T° = mf{t Z S | Ct > T]t}

By left continuity of ¢, we then have T° > S¢ on {S¢ < 4o00}. Moreover, S¢ is
a point of increase for 77 and by assumption on 7 we thus have

/ e pu(dt) / ne p(dt)
(Se,T¢] (Te,4o0)

By definition of 7, the first of these conditional expectations is strictly larger
than E |:f(SE,TE] Ce p(dt) ‘FSE} on {T% > S} D {S° < +oo}. The second
conditional expectation equals E [ Y- | Fg<] by definition of Y, and is thus at

least as large as E [ X7- | Fs-] since Y dominates X by assumption. Hence, on
{8¢ < 400} we obtain the apparent contradiction that almost surely

XSE:YSE:]E fSE +E

fSE‘| .
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Xge > E / G uldt) | Fse | +E[Xpe | Fse]
(S=,1¢]

| [ Guldt)| For| +E[Zr: | Fa
(S=,1°]
== ZSE Z XSE

where for the first equality we used Zp- = Xp- a.s. This equation holds true
trivially on {T° = +oo} as X 1o, = 0 = Z; by assumption, and also on
{T* < +o0} since T* is a point of increase for ¢ on this set. Clearly, the above
contradiction can only be avoided if P[S¢ < 4o00] = 0, i.e.,if n < ( + ¢ on
[0,4+00) almost surely. Since € was arbitrary, this entails 7 < ¢ on [0, +00)
P—a.s. Reversing the roles of 1 and ( in the above argument yields the converse
inequality, and this proves that Y = Z as claimed.

. By our integrability assumption on the progressively measurable process £ which

occurs in the representation (4), the process 7, = sup,,¢(o.¢) &v (t € (0,+00]) is
P ® p—integrable and the associated process Y with (9) is of class (D). To verify
that Y has the desired properties, it only remains to show that Y7 = X for any
point of increase T € T of 7. So assume that nr < n; for any ¢t € (T, +o0],
P-almost surely. Recalling the definition of 7, this entails for ¢ | T that

sup & =nr <nry <limsup§ = E{r P-as.
ve[0,T) tN\T

where the last equality follows by upper—right continuity of £. Hence, 1y =
SUP,eo,t) §v = SUPyeir,y) §v forany t € (7', +oc] almost surely and so we have
in fact

Yr=E l/ 1 p(dt)
(T, +00]

where the last equality follows from representation (4).

Fr| =E

/ sup &, U(dt)
(T

,+oo] vE[T,t)

J.-T] x

. Since the right continuous modification of 7 is an increasing, adapted process,

we can easily represent Y as required by Theorem 2:

Yr=E Fr (TGT)

/ sup 1+ p1(dt)
(T,400] ve[T,t)

Hence, the stopping times maximizing EY7 over T' € T are exactly those stop-
ping times 7 such that

T<T*<T P-as. and sup 7, = np+4 P-as.on {T* < +oo}

ve[0,T*]
(10)
where

T2 inf{t € (0,+00] | gy > 0} = inf{t € (0,+00] | 7 > 0}
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and
T2 inf{t € (0, +00] | ey > 0} = inf{t € (0, +00] | n; > 0} .

By monotonicity of 7, the second condition in (10) is actually redundant, and so
a stopping time 7 is optimal for Y iff

T<T*<T P-as.

In particular, both T and T are optimal stopping times for Y. In addition, T is a
time of increase for 7. Thus, X= = Y= P-a.s. and

EXr > EXm =EYs = EYr.

But since Y > X by assumption, we have in fact equality everywhere in the
above expression, and so the values of the optimal stopping problems for X and
Y coincide, and we obtain that any optimal stopping time 7™ for X must satisfy
X7+« = Y« and it must also be an optimal stopping time for Y, i.e., satisfy
T < T* < T almost surely. Conversely, an optimal stopping time 7* for Y’
which in addition satisfies X7~ = Y7~ almost surely will also be optimal for X.
Letus finally prove that T is also an optimal stopping time for X . Since T"is known
to be optimal for Y’ it suffices by the above criterion to verify that Xy = Xr
almost surely. By definition of Y this identity holds true trivially on the set where
7 crosses the zero level by a jump at time 7', since then 1 is obviously a point of
increase for 7). To prove this identity also on the complementary set, consider the
increasing sequence of stopping times

T2 inf{t € [0,T) | m > —1/n} (n=1,2,...).

By definition, each T is a time of increase for 1), and thus Xp» = Y7 holds true
almost surely by the properties of Y. Moreover, the stopping times 7™ increase to
the restriction 7" of 7 to the set where 7 continuously approaches its zero level:

T’n N T/ — I on {TIZ* = 0}
- +oo  on{np_ <0}

Indeed, on {I” < +oo}, the stopping times 7" converge to T" strictly from
below. It follows that

EXTn = ]EYTn = E/ Nt /,L(dt)
(T",+oo]

—E / nep(dt) ; T' < 4o0| = EYyr,
[T, +00] B

where the last identity holds true because 7 = 0 on {I’ < +o0}.

Since Y dominates X the right side of the above expression is > EX7-. On the
other hand, in the limit n 1 400, its left side is not larger than EX; since X
is upper semicontinuous in expectation. Hence, we must have EY7 = EXp
which implies that in fact Y7+ = X almost surely, as we wanted to show. O
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Remark 4. Parts (i) and (ii) of the above theorem can be seen as a uniqueness and
existence result for a variant of Skorohod’s obstacle problem, if the optional process
X is viewed as arandomly fluctuating obstacle on the real line. With this interpretation,
we can consider the set of all class (D) processes Y which never fall below the obstacle
X and which follow a backward semimartingale dynamics of the form

d}/; = —nt d/j((o,t]) —+ th and Y+oo = 0

for some uniformly integrable martingale M and for some adapted, left continuous,
and non—decreasing process ) € L'(P® u). Rewriting the above dynamics in integral
form and taking conditional expectations, we see that any such Y takes the form

/ e pu(dt)
(T,+00]

Clearly, there will be many non—decreasing processes 1 which control the correspond-
ing process Y in such a way that it never falls below the obstacle X. However, one
could ask whether there is any such process 1 which only increases when necessary,
i.e., when its associated process Y actually hits the obstacle X, and whether such
a minimal process 7 is uniquely determined. The results of [5] as stated in parts (i)
and (ii) of Corollary 1 give affirmative answers to both questions under general con-
ditions.

Yr=E Fr (TET)

Universal Exercise Signals for American Options

In the first part of the present section, we have seen how the optimal stopping prob-
lem for American options can be solved by using Snell envelopes. In particular, an
American put option with strike & is optimally exercised, for instance, at time

T+ 2 inf{t € [0,T] | UF = e "(k — P,)*},

where the process (U}); is defined as the Snell envelope of the discounted payoff
process (e~ (k—P;) "), (0,71- Clearly, this construction of the optimal exercise rule
is specific for the strike & considered. In practice, however, American put options
are traded for a whole variety of different strike prices, and computing all relevant
Snell envelopes may turn into a tedious task. Thus, it would be convenient to have
a single reference process which allows one to determine optimal exercise times
simultaneously for any possible strike k. In fact, it is possible to construct such a
universal signal using the stochastic representation approach to optimal stopping
developed in the preceding section:

Theorem 3. Assume that the discounted value process (e~ P;) te[0,7] is an optional
process of class (D) which is lower—semicontinuous in expectation.
Then this process admits a unique representation

e 'Pr=E

/ re”" inf det—&—e_"T inf K,
(1,7 ve(T,t) ve[T,T)

-7:T‘| an
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for T € T([0,T)), and for some progressively measurable process K = (Ky), (0,7
with lower—right continuous paths such that

re”™ inf Kl p(t) € L'(P@dt) and e inf K, e L'(P)
v€E[T,t) ? ve[T,T)

forall T € T([0,T)).
The process K provides a universal exercise signal for all American put options

on the underlying process P in the sense that for any strike k > 0 the level passage
times

T2 inf{t € [0,7] | K, <k} and T' 2 inf{t € [0,7]| K, < k}

provide the smallest and the largest solution, respectively, of the optimal stopping
problem
max Ele ™ (k—Pr); T < T} .
TeT([0,T)u{+oc})

In fact, a stopping time T* € T([0,T] U {400}) is optimal in this sense iff

T <T*<T' P-as. and inf K, = K. Pas. on (T <7y, (12)
ve[0,T*

Remark 5. The preceding theorem is inspired by the results of El Karoui and Karatzas
[18]. Their equation (1.4) states the following representation for the early exercise
premium of an American put:

esssup E [e_T(T_S)(k — Pr)*t ‘ fs] —-E [G_T(T_S)(k - Pt ‘ j:s]

TeT([S,1)
JF
/ re "(t=5) (k inf KU> dt
(8,11 velS,t)

+
ter(T=5) (kAPT— inf Kv> Fs

=E

ve[S,T)

This representation involves the same process K as considered in our Theorem 3. In
fact, their formula (5.4), which in our notation reads

lim {k— esssup E {e_T(T_S)(k‘ — Pr)*t ’-7'—5]
kt+oo TeT([S,T])

=E / re "(t=5) inf det—ﬁ—e*T(T*S) inf K,
(T,7] ve[Tt) ve[T, T

-/TS‘|)

turns out to be identical with our equation (11) after noting that the limit on the left
side coincides with the value of the underlying:
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P, A A K,
ko
k] v‘t‘v “

t

Tk: T A
T

Fig. 1. Universal exercise signal K (red or light gray line) for an underlying P (blue
or dark line), and optimal stopping times T°**, T2 for two different strikes k1 < ks
(black lines).

lim {k— esssup E efT(T*S)(k — Pr)* ’fs] = Pg
R+ TeT([8,1))

P-a.s. for all S € T([0,7]). While we use the representation property (11) in order
to define the process K, El Karoui and Karatzas introduce this process by a Gittins
index principle: Their equation (1.3), which in our notation reads

Kg = inf {k >0| esssup E|e"T=9(k - pp)* ’}—S] =k— PS} ,
TeT([S,T])

with S € T([0,7], defines K as the minimal strike for which the corresponding
American put is optimally exercised immediately at time .S. Thus, the process K is
specified in terms of Snell envelopes. In contrast, our approach defines K directly
as the solution to the representation problem (11), and it emphasizes the role of K
as a universal exercise signal. In homogeneous models, it is often possible to solve
the representation problem directly, without first solving some optimization problem.
This shortcut will be illustrated in Section 4 where we shall derive some explicit
solutions.



American Options, Multi—armed Bandits, and Optimal Consumption Plans 15

Proof.

1. Existence of a representation for the discounted value process (e~ P;) tefo, 7] 8
in (11) follows from a general representation theorem which will be proved in
the next section; confer Corollary 3.

2. For any strike k > 0, let us consider the optional payoff process X* defined by

A —r
XfEe (k- P,;) (te€[0,+00]).

We claim that the stopping times 7% maximizing EX% over T' € T are exactly
those stopping times which maximize E [e‘TT(k —Pp); T< T} over T €

T([0,7] U {+00}). In fact, a stopping time T* € T maximizing EX% will
actually take values in [0, 7] U {+oc} almost surely because interest rates r are
strictly positive by assumption. Hence, we have

maxEX% = EXE, = E {e_TTk (k — Ppe); T" < T}
TeT
; T <

< max E [e_TT(k — Pr)

< m 1.
TeT([0,T]U{+oc0})

On the other hand, we have
E [e”"T(k P T< T] —EXE

for any T' € T([0,7] U {400}), again by strict positivity of interest rates. As a
consequence, the last max coincides with the first max and both lead to the same
set of maximizers.

3. We wish to apply Theorem 2 in order to solve the optimal stopping problem for
X* (k > 0) as defined in step (ii) of the present proof. To this end, let us construct
a representation

Xk =E Fr| (TeT)

[ sw ehutan
(T,+o00] vE[T,t)

as required by this theorem. In fact, let
kA
t=k—K, 7 (te[0,4+00))

and put u(dt) 2 re="t dt. Then €* is obviously a progressively measurable pro-
cess with upper—right continuous paths and we have for 7" € T
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Bl [ s el
(T,+o00] vE[T,1)

=E

=

Tk — inf K :)dt
/(T,Jroo}T6 ( UGIE’W) UAT)

J—'T]
—e"TE—E / re”"™ inf  K,dt
(TAT,T) vE[TAT,t)

+/ re”™ inf K,dt
(TVT, 4] ve[TAT,T)

=e Tk —E

4

ve[TAT,t) ve[TAT,T)

/ re™™ inf K, +e VT inf K,
(TAT,T)

|

Here, the last identity holds true on {T' < T} because of the representation
property (11) of K, and also on the complementary event {7 > 7'}, since on this
set infve[T/\T 7] K, = K; = Py, again by (11).

4. Applying Theorem 2 to X = X%, we obtain that T € T maximizes EX% over
all T e T iff

=e (k- Ppg)-

Tk < Tk < T" P-as. and sup &8 = ¢k, P-as.on {T" < +o0},
ve[0,Tk]

where T2 inf{t > 0 | ¢ > 0and T" = inf{t > 0| & > 0}. Recalling the
definition of ¢¥ and that {T% < 400} = {T* < T} for any optimal stopping
time for X* by (ii), we see that this condition is actually equivalent to the criterion
in (12). a

Let us now apply Theorem 3 to the usual put option profile (e~"*(k— P)*),. 0.7]-

Corollary 2. The universal exercise signal K = (K¢)>o characterized by (11) sat-

isfies K+ > Pr for all T € T([0, T]) almost surely. In particular, the restriction
Tk AT of any optimal stopping time T* as characterized in Theorem 3 also maxi-
mizes Be="T (k — Pr)" among all stopping times T € T ([0, T]).

fT]

Proof. For any T' € 7([0, ), the representation (11) implies

e TP =1

/ re” "t inf det#—e*TT inf K,
(7,7 veE[Tt) ve[T,T)

<E

/ re " K dt + e_TTKT Fr
(1,7
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almost surely. In particular, Py« < Ky« < k almost surely on {7 < T} for any
optimal stopping time 7% as in Theorem 3. Thus,

E [e_TTk(k — Ppi); TF < T} =FE [e—’“TkAT(k ~ P, )+

kAT

and so T% A T maximizes Ee "7 (k — Pr)* over T € T([0,T]). a

Using the same arguments as in the proof of Theorem 4, we can also construct
universal exercise signals for American call options:

Theorem 4. Assume the discounted value process (ef’“tPt)tE[o 7 is an optional pro-
cess of class (D) which is upper—semicontinuous in expectation. Then this process
admits a unique representation

e TP =1

/ A re "t sup det%—e*”q sup K,
(T.1] ve[T,t) ve[T, T

fT] 13)

forT € T([0, T]), and for some progressively measurable process K with upper—
right continuous paths and

re”"" sup Kslip(t) € LYP®dt) and et sup K, € LY(P)
ve[T,t) ve[T,T)

forall T € T([0,T)).
This process K provides a universal exercise signal for all American call options
with underlying P in the sense that for any strike k > 0 the level passage times

T2 inf{t € [0,7] | K, >k} and T' 2 inf{t € [0,7] | K, > k}

provide the smallest and the largest solution, respectively, of the optimal stopping
problem

max E e_TT(PT —-k); T< T} .
TeT([0,T]U{+oc0})

In fact, a stopping time T* is optimal in this sense iff

TF < Tk < T P-as. and sup K, = Kpw P-as. on {TF < +o0}.
ve[0,Tk]

The preceding theorem solves the optimal stopping problem of American calls
under a general probability measure P. For example, P could specify the probabilistic
model used by the buyer of the option. From the point of view of the option seller and
in the context of a complete financial market model, however, the problem should be
formulated in terms of the equivalent martingale P*. In this case, the payoff process
of the call option is a submartingale, and the optimal stopping problem is clearly
solved by the simple rule: “Always stop at the terminal time T”. In the preceding
theorem, this is reflected by the fact that the process K takes the simple form K; = 0
fort € [0,T) and K} = Pj.
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Remark 6. The results of this section also apply when interest rates r = ()<, <7
follow a progressively measurable process, provided this process is integrable and
strictly positive. For instance, the representation (11) then takes the form

fT]

e~ fOT T dsPT -

/ e Jorsds g K,dt+ e~ I3 v ds inf K,
(T,1 veE[T,t) ve[T,T)

for T € 7([0,T)).

2.2 Optimal Consumption Plans

In this section, we discuss a singular control problem arising in the microeconomic
theory of intertemporal consumption choice. We shall show how this problem can be
reduced to a stochastic representation problem of the same type as in the previous
section.

Consider an economic agent who makes a choice among different consumption
plans. A consumption pattern is described as a positive measure on the time axis
[0, 4+00) or, in a cumulative way, by the corresponding distribution function. Thus, a
consumption plan which is contingent on scenarios is specified by an element in the
set

c2 {C > 0| C is aright continuous, increasing and adapted process} .

Given some initial wealth w > 0, the agent’s budget set is of the form

E / Wy dCy < w (14)
[0,400)

where 1) = (¥¢)1c[0,+00) > 0 is a given optional price deflator.

Clw) 2 {Cec

Remark 7. Consider a financial market model specified by an R%—valued semimartin-
gale (P;)e(0,400) Of asset prices and an optional process (7¢)¢c(o,+o00) Of interest
rates. Absence of arbitrage opportunities can be guaranteed by the existence of an
equivalent local martingale measures P* ~ P; cf. [12]. An initial capital Vj is suf-
ficient to implement a given consumption plan C' € C if there is a trading strategy,
given by a d—dimensional predictable process (6);[0,+cc), sSuch that the resulting
wealth process

t t
v, =Vo+/ 6 dPs+/ (Ve — 0,P)rods — Gy (t € [0, +00))
0 0

remains nonnegative. Thus, the cost of implementing the consumption plan C' should
be defined as the smallest such value V{y. Dually, this cost can be computed as

+oo ”
sup E* / e~ Jorsds go
PP~ 0
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where P* denotes the class of all equivalent local martingale measures; this follows
from a theorem on optional decompositions which was proved in increasing generality
by [20], [31], and [21]. In the case of a complete financial market model, the equivalent
martingale measure P* is unique, and the cost takes the form appearing in (14), with

dpP*

A [tr.ds
1/)t:@ Jors ‘
dP | 5,

(t €[0,400)).

The choice of a specific consumption plan C' € C(w) will depend on the agent’s
preferences. A standard approach in the Finance literature consists in restricting at-
tention to the set C,. of absolutely continuous consumption plans

Cy :/0 csds (t €]0,400))

where the progressively measurable process ¢ = (ct)te[()7+ao) > 0 specifies a rate
of consumption. For a time—dependent utility function u(¢, .), the problem of finding
the best consumption plan C* in C(w) N C, is then formulated in terms of the utility
functional

A [t
U (C) :]E/ u(t, cy) dt. (15)
0

From a mathematical point of view, this is a space—time version of the standard
problem of maximizing expected utility under a linear budget constraint, and its
solution is straightforward; see, e.g., [30].

However, as shown in [25], a utility functional of the time—additive form (15) raises
serious objections, both from an economic and a mathematical point of view. Firstly,
a reasonable extension of the functional U, from C,. to C only works for spatially
affine functions u. Secondly, such functionals are not robust with respect to small
time—shifts in consumption plans, and thus do not capture intertemporal substitution
effects. Finally, the price functionals arising in the corresponding equilibrium analysis,
viewed as continuous linear functionals on the space C,. with respect to an LP—norm on
consumption rates, fail to have desirable properties such as the existence of an interest
rate. For such reasons, Hindy, Huang and Kreps [25] introduce utility functionals of
the following type.

UC) AR / W(t, YO u(dt) (CeC),
(0,+oc]

where v is a nonnegative optional random measure, and where

v’ = ne Pt + Be Pt qc,  (t > 0)
[0,%)

serves as an index of satisfaction, defined as an exponential average of past con-
sumption. The measure v accounts for the agent’s time preferences. For fixed ¢ > 0,
the utility function u(t, y) is assumed to be strictly concave and increasing in y €
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[0, +00) with continuous partial derivative 0, u(t,y). We assume dyu(t,0) = +o0,
dyu(t, +00) = 0, and dyu(.,y) € L*(P® v) for any y > 0.

With this choice of preferences, the agent’s optimization problem consists in
maximizing the concave functional U under a linear constraint:

Maximize U (C) subject to C € C(w).

In [24], this problem is analyzed in a Markovian setting, using the Hamilton—Jacobi—
Bellman approach; see also [8].

Let us now describe an alternative approach developed in [6] under the natural
assumption that

sup U(C) < 400 forany w >0.
CceC(w)

This approach can be applied in a general semimartingale setting, and it leads to a
stochastic representation problem of the same type as in the previous section. It is
based on the following Kuhn—Tucker criterion for optimality of a consumption plan:

Lemma 1. A consumption plan C* € C is optimal for its cost
wéE/ Y, dCF < +00,
[0,+00)
if it satisfies the first order condition
VU(C*) < X, with equality P @ dC*—a.e.
for some Lagrange multiplier X > 0, where the gradient VU (C*) is defined as the

unique optional process such that

VU(C*)r =E /( ]ge*W*T)ayu(t,nC*)y(dt)
T,+o0

.7:T‘| forall T eT.

Proof. Let C* be as above and take an arbitrary plan C' € C(w). By concavity we
can estimate

U(C) - U(C*) =E /( o Y (e ¥ vl
<B [ 0u v - v Yot
(0,400]

=E / dyu(t, Y,7) Be P9 (dC, — dC¥) p v(dt).
(0,+00] [0,%)
Using Fubini’s theorem we thus obtain
U(C) — U(C*) < E / { / Be=B1=9, u(t, v.C") z/(dt)}
[0,400) (s,+00]

x (dC, — dC?)
—E / VU(C*), (dCs — dC7)
[0,400)
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where the last equality follows from Théoréme 1.33 in [27] since VU (C*) is the op-
tional projection of the { [ ... v/(dt) }—term above. Thus, VU serves as a supergradient
of U, viewed as a concave functional on the budget set C(w).

Now, we can use the first order condition to arrive at the estimate

U(C) - U(C) < AE /[ v lacs—ac).

Since C' € C(w) and as C* exhausts the budget w by assumption, the last expectation
is < 0, and we can conclude U (C) < U(C*) as desired. a

Combining the first order condition for optimality with a stochastic representation
of the price deflator process, we now can describe the optimal consumption plans:

Theorem 5. Let us assume that for any \ > 0 the discounted price deflator process
()\e_ﬁtwtl[()ﬂLoo)(t))tG[O.,JrOO] admits a representation

e PThrlircioy

=E Be Pt u(t, sup {L,e’C"DY) v(dt)
(T,+00] ve[T,t)

-7:T‘| (16)

for T € T, and for some progressively measurable process L = (L;);>o > 0 with
upper—right continuous paths satisfying

ﬂefﬁtﬁyu(t, sup {Lveﬁ(”%)})l(jp&o@] (t) € LY (P ® v(dt))
ve[T,t)

forall T €T.
Then this process L provides a universal consumption signal in the sense that, for
any initial level of satisfaction n, the unique plan C" € C such that

V" =ne Pty sup {L,e’ D} forall te (0,+],
v€E[0,t)

is optimal for its cost w = E f[o o) Yt dcy.

Thus, the optimal consumption plan consists in consuming just enough to ensure
that the induced level of satisfaction Y¢" stays above the signal process L which
appears in the representation (16) of the price deflator process . This is illustrated
in Figure 2.2.

Remark 8. 1. In case  is atomless and has full support almost surely, existence and
uniqueness of the process L appearing in (16) follows from a general represen-
tation theorem which will be proved in the next section; cf. Corollary 3.

2. As pointed out in [6], a solution L to the representation problem (16) can be
viewed as a minimal level of satisfaction which the agent is willing to accept.
Indeed, as shown in Lemma 2.9 of [6], we can represent the process C" defined
in the preceding theorem in the form
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Wy i 1

Ly

Fig. 2. Typical paths for the deflator ¢/ (blue or dark gray line), a universal consumption

signal L (red or light gray line), and the induced level of satisfaction Y " (solid black
line).

e~ Pt
A07 = "= dAT (1 € [0, +00)) 17)

with A7 = nV supve[o’t]{Lveﬁv} (t € [0,400)). Hence, if T' € T is a point of
increase for C", then it is a point of increase for A" and we have

Vi =ePTAL = Ly
at any such time, while otherwise Y;{" = e #* A} > L,.

Proof. We show that the plan C* 2 O with the above properties satisfies the first
order condition

VU(C*) <\ , with equality P ® dC*-a.e.,

of Lemma 1. Indeed, for any 7' € T we have by definition of C* and monotonicity
of dyuf(t,.):
fT]

<E l/ Be P=D g u(t, sup {L,e’ DY) v(dt)
(T, +0o0]

ve[T,t)

VU(C*)r =E l /( ]ﬂe*ﬁ@*T)ayu(t,)@C*) v(dt)
T,+o0

«7:T‘| (18)
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It now follows from the representation property of L that the last conditional
expectation is exactly AM)rlircioo). Since T' € T was arbitrary, this implies
VU (C*) < A. In order to prove that equality holds true P® dC*~a.e. let us consider
an arbitrary point of increase for C*, i.e., a stopping time T so that C}._ < C} for
all t € (T, 400) almost surely on {0 < T' < 4o00}. By definition of C* we obtain

VS = sup {L,e’""D} forany te (T,400] P-as..
v€E[T,t)

Thus, (18) becomes an equality for any such 7. It follows that VU (C*) = A1) holds
true P ® dC*—a.e., since the points of increase of C'* carry the measure dC*. a

2.3 Multi-armed Bandits and Gittins Indices

In the multi—armed bandit problem, a gambler faces a slot machine with several arms.
All arms yield a payoff of 0 or 1 Euro when pulled, but they may have different payoff
probabilities. These probabilities are unknown to the gambler, but playing with the
slot machine will allow her to get an increasingly more accurate estimate of each
arm’s payoff probability. The gambler’s aim is to choose a sequence of arms to pull
so as to maximize the expected sum of discounted rewards. This choice involves
a tradeoff: On the one hand, it seems attractive to pull arms with a currently high
estimate of their success probability, on the other hand, one may want to pull other
arms to improve the corresponding estimate. In its general form, the multi-armed
bandit problem amounts to a dynamic allocation problem where a limited amount
of effort is allocated to a number of independent projects, each generating a specific
stochastic reward proportional to the effort spent on it.

Gittins’ crucial idea was to introduce a family of simpler benchmark problems and
to define a dynamic performance measure—now called the Gittins index—separately
for each of the projects in such a way that an optimal schedule can be specified as an
index—rule: “Always spent your effort on the projects with currently maximal Gittins
index”. See [23] and [36] for the solution in a discrete—time Markovian setting, [28]
and [32] for an analysis of the diffusion case, and [17] and [19] for a general martingale
approach.

To describe the connection between the Gittins index and the representation prob-
lems discussed in the preceding sections, let us review the construction of Gittins
indices in continuous time. Consider a project whose reward is specified by some rate
process (h¢)e[0,400)- With such a project, El Karoui and Karatzas [17] associate the
family of optimal stopping problems

Vsmé esssup E

T
/ efa(tfs)ht dt + mefa(Tfs)
TeT([S,+<)]) S

fs] )

for S € T, m > 0. The optimization starts at time S, the parameter m > 0 is

interpreted as a reward—upon—stopping, and o > 0 is a constant discount rate.
Under appropriate conditions, El Karoui and Karatzas [17] show that the Gittins

index M of a project can be described as the minimal reward—upon—stopping such that
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immediate termination of the project is optimal in the auxiliary stopping problem (19),
ie.
My =inf{m >0| V" =m} (s>0). (20)

They also note in their identity (3.7) that M can be related to the reward process (h;)

via
+oo +oo
E [/ e h, dt ‘ fs} =K {/ ae” sup M, dt ’ ]—'S] 21

s<v<t

for s > 0. Thus, the Gittins index process M can be viewed as the solution to a
representation problem of the form (1). In [17], formula (21) is stated in passing,
without making further use of it. Here, we focus on the stochastic representation
problem and use it as our starting point. Our main purpose is to emphasize its intrinsic
mathematical interest and its unifying role for a number of different applications. In
this perspective, formula (20) provides a key to proving existence of a solution to the
representation problem in its general form (1), as explained in the next section.

3 A Stochastic Representation Theorem

The previous section has shown how a variety of optimization problems can be reduced
to a stochastic representation of a given optional process in terms of running suprema
of another process. Let us now discuss the solution of this representation problem
from a general point of view.

3.1 The Result and its Application

Let p be a nonnegative optional random measure and let f = f(w,t,z) : 2 X
[0, +o0] x R — R be a random field with the following properties:

1. For any = € R, the mapping (w,t) — f(w,t, z) defines a progressively measur-
able process in L' (P(dw) ® p(w, dt)).

2. For any (w,t) € £2 X [0, +00], the mapping « — f(w,t,x) is continuous and
strictly decreasing from +o0o to —oo.

Then we can formulate the following general

Representation Problem 1 For a given optional process X = (Xt)ie[0,4-00] With
Xyoo = 0, construct a progressively measurable process & = (&)ve[0,400) With
upper—right continuous paths such that

ft, sup &)1 o0y (t) € L' (P @ p(dt))
ve[T,t)
and
fT]

v€E[T,t)

Xr=E / F(t, sup &) p(dt)
(T, +00]

for any stopping time T € T.
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This problem is solved by the following result from [5]. Its proof will be discussed
in the next section.

Theorem 6. If the measure 1 has full support supp p = [0, +00] almost surely and
X is lower-semicontinuous in expectation, then the solution £ to representation prob-
lem (1) is uniquely determined up to optional sections in the sense that

— inf = S e T(o, 22
€s peSSinf  Ssr for any ([0, +00)) (22)

where Sg 7 denotes the unique F s—measurable random variable satisfying

E[Xs— X7 |Fs]=E

/ £(t, Zs.7) p(dt)
(8,717

.7‘-5‘| . (23)

If, in addition, | almost surely has no atoms, then there actually exists a solution to
problem (1).

Remark 9. If p has full support almost surely, we have existence and uniqueness of
Esr € L°(Fs) with (23) for any S € T([0,+00)) and any T € T((S, +0o0]).
Indeed, the right side of (23) is then continuous and strictly decreasing in = = Zg 7
with upper and lower limit o0, respectively. This follows from the corresponding
properties of f = f(w,t, ) and from the fact that x has full support.

As an application of Theorem 6, we now can solve all the existence problems
arising in our discussion of American put and call options and of optimal consump-
tion plans. This completes the proofs of Theorem 3, Theorem 4. In the context of
Theorem 5, this shows that lower—semicontinuity in expectation of the discounted
deflator is sufficient for existence of a representation as in (16) if the time—preference
measure v is atomless and has full support almost surely.

Corollary 3. There exist solutions to the representation problems (11), (13), and (16).

Proof.

1. For solving the representation problem (11) which characterizes the universal
exercise signal for American put options on (F;);e[o,+oc)> We choose u(dt) =

re~"t dtand f(t, z) 2 —z. Furthermore, we extend (e "t P;) te[o,7] toan optional
process X on [0, +oo] with X, = 0:

X2y [ e Bapdt (o€ 0,400,
(8,+00]

This process is lower—semicontinuous in expectation, due to our assumptions on
the process P.

Applying Theorem 6, we obtain a progressively measurable process £ with upper—
right continuous paths such that
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Xr=E / F(t, sup &) uldt)
(T, 400]

Fr
ve[T,t)

=-E / re "™ sup &, dt|Fr
(T, 400] v€E[T,t)

forall T € T. Hence, K £ _ ¢ is lower-right continuous and satisfies

Xr=E / re "t inf K,dt
(T,+00] veE[T,t)

for any 7' € 7. Comparing this representation with our definition of X on
[T, +00], we obtain by uniqueness that infr<,; K, = Ps forany t > T > T.
In particular, it follows that K7 = Pj by lower-right continuity of K. For
stopping times 7' € T ([0, T1), expression (24) therefore transforms into

fT]

fT‘| (24)

Xr=E l/ A re” "t inf det—&—/ re "t inf K, APpdt
(1,1 (

veE([T,t) T, +00] ve[T,T)

fT] |

=FE / re” "t inf det—&—e_rT inf K,
(7,77 veE[T,t) ve[T,T)

Hence, K solves the representation problem (11).

. The representation problem (13) for American call options can be solved by

applying analogous arguments to the process

X, 2 —¢P

S

i (8€10,+00]).

. For the representation problem (16) which arises in the context of intertemporal

consumption choice, we choose u(dt) = Be=Ptu(dt),

—x, x>0

f(t,z) 2 {8yu(t, —e Ft/z), <0

and X; 2 ey 1 40y (t) (t > 0),
Then X, p, and f satisfy all the assumptions of Theorem 6, and so we obtain a
progressively measurable process & with upper—right continuous paths such that

=

for any stopping time T' € T . We shall show below that £ < 0 on [0, +00) almost
surely. Thus, the preceding equation reduces to

Ae PTprlireioy =E [/ f(t, sup &) p(dt)
(T

,+o0] ve([T,t)
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fT] |

Hence, the representation problem (16) is solved by the process { Ly }ye[0,+0)

defined by L, 2 _ 1/(&ePY).
In order to prove our claim that £ < 0 on [0, +00) almost surely, consider the
stopping time

ve[T,t)

A676T¢T1{T<+oo} =E L/(T | 667ﬁtayu(t’ _eiﬁt/ sup fv) V(dt)
+oo

T2 inf{t>0]¢ > 0}.

On {T < +oo} upper right continuity of ¢ implies £z > 0 almost surely. Thus,
choosing 7' = T in the above representation, we obtain by definition of f:

/~ 0V sup &, p(dt) ]—'T} .
(T',4-00] v€E[T,t)

Obviously, the right side in this equality is < 0 almost surely while its left side
is > 0 except on {T = o0} where it is 0. It follows that P[T' = 4-o00] = 1, i.e.,
& <0onl0,+00) P-as.. O

Ae Tl gy oy = —E

In order to illustrate the role of the representation theorem, let us have a closer
look at the case of an American put option as discussed in Theorem 3. The decision
to exercise an American put option involves a tradeoff between the sure proceeds one
can realize immediately and the uncertain future prospects offered by the option. This
tradeoff is determined by two factors. Firstly, one has to account for the downward
risk in the future evolution of the underlying: If the price process is likely to fall in the
near future, one would prefer to wait and exercise the option later. Secondly, one faces
a deadline: The option holder can only benefit from the option up to its maturity T,
and so waiting for lower prices bears the risk of not being able to exercise the option
at all. The tradeoff between these competing aspects of American puts is reflected
in the following characterization of the universal exercise signal K' = (K3),¢ (0 79
which is derived from Theorem 6. In fact, for American puts in a model with constant
interest rates > 0, the characterization (22) and the arguments for Corollary 3 yield
that

—rS _ —rT R
esssup E[eSPs— e TPy, | Fs]

Ks
TET(S ) B [ fig et dt | Fo

(25)

= esssup G [PS —er S)PTAT | ]:S]
TeT((S+00)  E[1—e(T=5) | Fg]

for all stopping times S € 7([0,T]). It follows that Kg > k iff there is a stopping
time 7' > S such that

E [PS —r(T— S)PT/\T ‘ }'S} > kE [1 _ e r(T=5) ‘}—S}

or, equivalently,
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k= Ps <E[e" T (k = Ppg) | Fs| <E [Tk = Ppog)t | Fs] -

Hence, Kg > k means that exercising the put option with strike & should be postponed
since there is an opportunity for stopping later than S which makes us expect a higher
discounted payoff. This provides another intuitive explanation why Kg should be
viewed as a universal exercise signal. However, using formula (25) in order to compute
K g amounts to solving a non—standard optimal stopping problem for a quotient of
two expectations. Such stopping problems are hard to solve directly. Moritomo [34]
uses a Lagrange multiplier technique in order to reduce this non—standard problem
to the solution of a family of standard optimal stopping problems. In the context
of American options, this is as complex as the initially posed problem of optimally
exercising the American put with arbitrary strike. In contrast, our characterization of
K g via the representation problem (1) provides a possibility to compute K g without
solving any optimal stopping problems, as illustrated by the case studies in Section 4.

3.2 Proof of Existence and Uniqueness

Let us now discuss the proof of Theorem 6, following the arguments of [5]. We start
with the uniqueness part and prove the characterization

= essinf Sgp f SeT(0,+ 26
€=, esinf | Sgr forany S € T(0.+00)) 26)

with Zg 7 as in (23). In order to show that ‘<’ holds true, consider a stopping time
T € T((S,+0o0]) and use the representation property of £ to write

fS]
/ F(t, sup &) p(dt) fs] .
(T, 400]

As f(t,.) is decreasing, the first f(...)-term is < f(¢,&s) and the second one is

v€E[S,t)
< f(tsup,eir,p &v)- Hence:
]—"5] |

Using the representation property of £ again, we can rewrite the second conditional
expectation as

Xg=E

/ F(t sup &) p(de)
(S,T1]

v€E[S,t)

+E

Fs| +E

Xs<E l/ f(t,€s) pldt)
(5,7]

/ F(t, sup €0 pu(de)
(T, 4o00]

ve[T,t)

E / f(t, sup &) uldr) | Fs| =E[Xr|Fs] .
(T,4o0]

ve[T,t)

It follows by definition of =g 7 that
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=E[Xs— Xr|Fs]

<E [/ f(t,&s) pu(dt) fs] :
(5.7]

As both ZE5 7 and £g are Fg—measurable, this implies that {s < Z'g 7 almost surely.
In order to show that {5 is the largest larger lower bound on the family Zg 7, T' €
T ((S, +00]), consider the sequence of stopping times

E / f(t, ES,T) /J(dt) fs
(8,11

Tm 2 inf{ t € (S, +o0
veE[S,t)

sup &, >77n} (n=1,2,...)

where
Nn = (55’ + 1/”)1{§s>—oo} — nl{és:—oo} .
Observe that pathwise upper-right continuity of ¢ implies 7" € T ((.S, +o¢]) and
also
sup &, = sup &, forall te (T" +o0] P-as.
velSt) [T

since 1™ is a time of increase for ¢ — sup,,¢[g ;) §- Thus, we obtain

Xs=E / f(t, sup &) p(dt) fs]
(S, 7] v€E[S,t)
+E / f(t, sup &) p(de) fs}
(T ,400] veE[T™ 1)
>ule ) )| Fs |+ BLXre | 5]
S, T

where the last estimate follows from our definition of 7" and from the representation
property of £ at time T™. As 1), is F s—measurable, the above estimate implies

M > Zgrn > essinf  Egr
TeT((S,+o])

Now note that for n T 400, we have 7, | s, and so we obtain the converse inequality
‘>’1n (26).

Let us now turn to the existence part of Theorem 6, and let us sketch the construc-
tion of a solution £ to the representation problem 1; for the technical details we refer
to [5].

The definition of Gittins indices (20) and their representation property (21) suggest
to consider the family of optimal stopping problems

Y= essinf E
TeT([S,+0o0)])

%+AmﬂwMW)

]—'S] (SeT,zeR) 27)
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and to define the process £ as

&(w) 2 max{z € RU{—o0} | Y¥(w) = Xy (w)} (t€[0,+00),we 2). (28)
Since p has no atoms, we can use results from [16] to choose a ‘nice’ version of the

random field Y = (Y) such that £ is an optional process and such that for any = € R,
S € T the stopping time

TE2 inf{t > 5| Y7 = X,} € T([S, +0)])

attains the essential infimum in (27):

YZ=E

Xos + / F(t,2) p(dt)
(S,T¢]

fg] . (29)

For any S € T, Y{ is dominated by Xg and continuously decreasing in z with
limg) o Y§ = Xg almost surely. The key observation is that the corresponding
negative random measure Y (dx) can be disintegrated in the form

F S] )

/(S#oo] {/_:o Ls.rg) (1) £(2, dx)} pu(dt)

where f(t,dz) is the negative measure induced by the decreasing function = +—
f(t,x). This disintegration formula can be viewed as a generalization of Lemma 2.3
in [17] to the nonlinear case; compare also Lemma 2 in [36] for a discrete—time
analogue in a Markovian setting.

Using the definition of £g, this allows us to write for any y € R:

Ys(dz) =E

Yy
Xg =Y =YY - Ys(da)

EsNy

+o0
/(S +od] {/_ 1(S’T's£]<t)1[§s/\y,y)(x)f(t, dx)} w(dt)

By definition of 7§ and &, we have

—Y!-E

=

{(w,t,2) | T§ >t} = {(w,t,2) | YT < X, forallv € [S,)}
{{w,t,z) | x> &, forallv € [S,t)}
{

(w,hl‘) | T > sup fv}
vE[S,t)

up to a P ® u(dt) ® f(¢,dz)-null set. Hence, the above conditional expectation
simplifies to
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_ :
-

“+o0
E / {/ 1(SvT§](t)l[is/\y,y)(x)f(tvdx)} w(dt)
(S,40oq]

—0o0

+oo
=B | [ A Yoo @ (@)1 )

fS]

=E / {f(tvy)—f(t, sup &,Ay)}u(dt)
(S,+00]

v€E[S,t)
fS]

f(t,y) = f(t, sup & Ay) on { sup & >y} ={T§ <t}
v€E[S,t) v€E[S,t)

=E / {f(ty) — f(t, sup £v)}u(dt)
(8,TZ] v€E[S,t)

where the last equality holds true since

Plugging this equation into the above representation of X g we obtain

(5.7 velsin)
—E|Xry | Fs| +E / f(t, sup &) p(dt) ]—'s]
(5,T%) veE[S,t)

where the second equality follows from (29) for x = y. Letting y 1T +o0 in (30), we
deduce the desired representation
fS] |

Xg=E

/ f(t, sup &) p(de)
(S,+00]

veE([S,t)

4 Explicit Solutions

Let us now provide explicit solutions to the representation problem discussed in the
previous section in some specific models with strong homogeneity properties.

4.1 Lévy Models

In this section, we consider two situations where the source of randomness is modelled
as a Lévy process Y = (Y}):e[0,40), defined as a right continuous process whose
increments Y; — Yy, s < ¢, are independent of F, and have the same distribution
as Y;_g; see [9]. As classical examples, this includes Brownian motions and Poisson
processes with constant drift. But there is arich variety of other Lévy models appearing
in Finance; see, e.g., [15], [7].
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The Perpetual American Put

We shall start our illustration by considering a perpetual American put on an under-
lying process P which takes the form

P, =pexp(Y:) (t>0) (31)

for some initial price p > 0 and some Lévy process Y. Let us assume that interest
rates are given by a constant > 0. In this case, Theorem 3 suggests to consider the
representation problem

e TP =E / re”™ inf K,dt|Fr (TeT). (32)
(T,+00] ve[T,t)
This problem can be solved explicitly:
Lemma 2. The process K, = P, /k (v > 0) with
K2E / re”"" inf exp(Y,)dt| € (0,1)
(0,+00] v€E[0,t)

solves the representation problem (32) for the perpetual American put.

Proof. Take a stopping time 7" € 7 ([0, +00]), and use the Ansatz K, = P,/ with
x > 0 to rewrite the right side of (32) as

E / re "t inf K,dt
(T, 400 veE[Tt)

=E / re”™ inf {pexp(Y,)/r}dt
(T, +00] ve[T,t)

Fr

-

/ re "t=T) inf exp(Y, — Yr)dt

—rT
= Yr)E
pe exp( T) ve[T,t)

fT] /H

=e "TPrE /K

/ re”"" inf exp(Y,)dt
(0,+00] vE[0,t)

where for the last equality we used that Y is a Lévy process. Now, choosing x as in
the formulation of the present lemma yields the solution to (32). O

It follows from Theorem 3 that an investor using (31) as a model for the underlying
will exercise a perpetual American put with strike k£ > 0 at time

TF=inf{t >0 | K, <k} =inf{t > 0| P, < kk}.

i.e., when the underlying’s price has fallen below 100 x x% of the strike. This result
also appears in [33], but the proof is different. It reduces the problem to a classical
result on optimal stopping rules for geometric random walks by [11]. See also [1] and
[10].
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Optimal Consumption

In the context of optimal consumption choice as discussed in Section 2.2 and under
appropriate homogeneity assumptions, the arguments for obtaining Lemma 2 yield
an explicit representation for the discounted price deflator (e =4y )¢ [0,4-00)- In fact,
suppose that the deflator v takes the form of an exponential Lévy process,

Yy =exp(Y) (t€ [07 +00)),

and that the agent’s utility function u(¢, y) is constant over time and of the HARA

form
(e}

Y
U(t, y) = E (tv Yy e [Oa +OO))
for some parameter of risk aversion a € (0, 1). Furthermore, assume a homogeneous

time preference structure specified by v(dt) 2 59t dt for some constant § > 0.
Then the representation problem (16) of Theorem 5 reads
fT]

4

with T € T. Since v is an exponential Lévy process, this is essentially the same rep-
resentation problem as discussed in Lemma 2. We can therefore identify the solution
to (16) as the process L given by

re Typp =E l/ dyu( sup {L,eP"1})Bse BTt g
(T,+00] vE[T,t)

=E / de @B+t inf {rotefla=buy gy
(T, +oc] ve(T,t)

Lo = () 7% /i (v € [0, +00))

for some constant x > 0. Hence, the minimal level process is again an exponential
Lévy process. It now follows from the description of optimal consumption plans given
in Theorem 5 and Equation (17) that the qualitative behavior of the consumption
process is the same as the behavior of the running supremum of such an exponential
Lévy process.

In the economic interpretation, this implies that a variety of different consumption
patterns can be optimal, depending on the underlying stochastic model. If, for instance,
1 is an exponential Poisson process with drift, consumption will occur in gulps
whenever there is a favorable downward price shock. Consumption at rates occurs in
models where the deflator is driven by a Lévy process without downward jumps and
with vanishing diffusion part. If, on the other hand, the price deflator v is specified as
a geometric Brownian motion, consumption occurs in a singular way, similar to the
behavior of Brownian local time. For a more detailed study of optimal consumption
behavior, including a discussion of the corresponding investment strategies, we refer
to [2] and [6].



34 Peter Bank, Hans Follmer
4.2 Diffusion Models

Let X = (X¢)tejo,400) be specified as a time-homogeneous one—dimensional dif-
fusion with state space (0, 4+00), and let P, denote its distribution when started in
z € (0,400). An application of the strong Markov property shows that the Laplace
transforms of the level passage times

T, =inf{t > 0| X; = y}.
satisfy
Eye ™ =Ey,e ™ vE,e ™ forany >y >2>0,r>0.

Hence, these Laplace transforms are of the form

(z >y >0) (33)

for some continuous and strictly decreasing function ¢, : (0, +00) — (0, +00) with
©or(y) T +oo as y | 0; we refer to [26] for a detailed discussion.

Lemma 3. Ifthe function @, of (33) is strictly convex and continuously differentiable,
the solution £ = (£, )ve[0,+00) Of the representation problem

e T Xl 1ty = E / re " inf & dt|Fr| (Te€T) (34
(T, 400] ve[T\t)
takes the form &, = k(X,) where the function k is given by
K(z) 20 — ‘Pf(x) (z € (0,+00)). 35)
()
Proof. We choose the Ansatz &, = x(X,), where k is a continuous function on

(0,400). Using the strong Markov property, we see that the representation prob-
lem (34) amounts to specifying ~ such that

—+o0
x = EJL/ re”"™ inf k(X,)dt forall z € [0,+00).
0 ve[0,t)

Equivalently, we can write

zr=E, i[glf )I{(Xv) forall =z € [0,+00), (36)
ve 0,7,

where 7, denotes an independent, exponentially distributed random time with param-
eter r. If we assume that x is strictly increasing with x(0+) = 0 and x(+00) = +o0,
then the right side in (36) can be rewritten as
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EQE[ inf I{(XU):l =E, [a( inf Xv)}

ve[0,7,) vel0,7,)
+oo
:/ P, |:K‘,( inf X,) > y} dy . (37)
0 v€e[0,7)
We have
P.[s( inf X,)>y] =P, inf X,>r"'(y)
ve[0,7,) vel0,7,)
o ifex <k (y), ie,y > k),
P, [T.~1(y) > 7r]  otherwise.

By Fubini’s theorem,

+oo +oo
]PI[TN_l(y) > T’r’] = / Te*’ft {/ ]P)m[Tm_l(y) S ds]} dt
0 t

—+oo s
:/ {/ re "t dt} Py [Ty—1(y) € ds]
0 0

or(z)

—1-Epe "t =1 - —27
or(k~H(y))

Plugging this into (37) yields

B, Lei[g,fn)m(X”)] = /Oﬂ(z) {1 - %Ei:(f()y))} dy = K(z) — ¢r(2) /OZ %7

where we use the substitution y = (z) in the last step. Combining this with (36)
shows that « satisfies

Y dr(2)

(@) =2+ or(a) | (2 € (0.+0)).
) ( o ¢r(2) )
Writing this identity in differential form yields
T dk(z)
dr(x :dx—i—dcprx/ + dk(x
@) (@) | T+ dsta)
or, equivalently,
1
Thus,
‘"” 1 or(x)
k(x)=— or(y)d——=2a — z € (0,400)),
0= [ iz =a- G5 €04

where the last equality follows by partial integration; note that lim, o . (v)/¢).(y) =
0 by convexity of (,.. Since ¢, is strictly convex with continuous derivative by assump-
tion, this function « is in fact strictly increasing, continuous and surjective. Hence,
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the preceding calculations are justified, and so we have shown that the function
defined in (35) satisfies (36) as desired. O

The explicit solution derived in Lemma 3 can readily be applied to the different
optimization problems discussed in Section 2. In fact, this resultis closely related to the
explicit computation of Gittins indices for one—dimensional diffusions as carried out
in [28] and [17]. Note, however, that their calculation is based on the characterization
of Gittins indices as essential infima over certain stopping times, while our argument
identifies the function x directly as the solution of the representation problem (36).

5 Algorithmic Aspects

Closed—form solutions as derived in the previous sections are typically available only
under strong homogeneity assumptions. In practice, however, one usually has to face
inhomogeneities. One important example in Finance is the American put with finite
time horizon which does not allow for closed—form solutions even in the simplest case
of the Black—Scholes model. In order to deal with such inhomogeneous problems,
it becomes necessary to use computational methods. For this reason, let us focus on
some algorithmic aspects of our general representation problem (1) in a discrete—time
setting, following [3].
Specifically, we assume that p is given as a sum of Dirac measures

n+1

u(dt) = 3 5, (dt)
i=1

so that A A A
T=supppU{0} ={0=t) <t1 <...<tlpy1= + 0}

is finite. Suppose that, for any ¢t = ¢1,...,t,41, the function f = f(w,t,x) is
continuously and strictly decreasing from +o00 to —oo in z € R with

f(t,z) € LY(2, F,P).
In this situation the construction of a solution to the discrete—time version

Xp=E| > f(s, max &)|Fr| (TeT(T)). (38)

TN[t,s
seT, s>T veTN[t,s)

of our representation problem becomes straightforward.
In fact, there are several rather obvious ways to compute the solution { =
(§¢)teTn[0,4-00)- One approach is by backwards induction: First solve for {;,, in

X, =E[f(tns1,&.) | Fe,]

and then, having constructed &;,, &;

; -, &t;41» compute &, as the unique solution
= € L°(F,) to the equation

n—19""
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X, =E | f(tiz1,Z) + Z f(s,ZV max )fv) Ft,

veETN[ti41,s
SET, s>ti41 (it

However, this approach may be tedious from a computational point of view. In fact,
solving for = in the above equation amounts to solving a highly nonlinear equation
given in terms of a conditional expectation of a path—dependent random variable.
As an alternative, one might use the characterization of £ in Theorem 6 and
compute
essinf =T
TeT (TN (ti,400])

for each t € TN [0, +00), where = 7 denotes the unique solution = € L°(F;) to

E(X,-Xr|F]=E| > f(s3)|F

seT, s>t
Solving for = in this equation is comparably easy. For instance, in the separable case
f(s,z) = g(s)h(zx) one finds
E[X; — X7 | F]
E ZSET, s> 9(8) ft]

A crucial drawback of this approach, however, is that the class of stopping times
T(TN(t, +o0]) is typically huge. Hence, it would be convenient to reduce the number
of stopping times 7" to be considered. This is achieved by the following

= -1
=t, T = h

Algorithm 2

AdaptedProcess &; €400 = +00;
for (int i=n, >0, i=i—1) {
StoppingTime T =t;41;
while (P[Zy, 7> &r] >0) {
T =min{t € TN (T,+00] | & > &7}
on {{r = Fy,—essinfép < =y, 1};
}i
§t, = EnTi

I¥

Here F;—essinf {7 denotes the largest F;—measurable random variable which is
almost surely dominated by &p:

Fi—essinf & = esssup {Z € LY(F) | E < &p P-as.}.

Like the first approach, the algorithm proceeds backwards in time. Similar to
the second approach, it constructs the solution &, t = t,,t,_1,...,to, in the form
& = =y . However, instead of considering all stopping times T’ € 7T (t, +oo] in order
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to determine a stopping time with § = = r, the algorithm constructs an increasing
sequence of candidates, starting with the first time in T after ¢. Step by step, this
candidate is carefully updated until the terminal condition P[=, 7 > 7] = 0 is met.

It follows from the monotonicity of the update rule for 7" that the algorithm will
terminate under

Assumption 3 The set of scenarios §2 is finite.

The main idea of the algorithm is to construct for each¢ = n, . .., 0 the stopping time
S7 2 min{s € TN (t;,+00] | & > &} (39)

Since T is discrete, this stopping time is contained in 7 (T N (¢;, +oc]) and it attains
the essinf in the characterization of &, provided by Theorem 6:

Lemma 4. Forany t; € T N[0, 4+00), we have

Sigr =& = ess inf =g, 40
t,5r =& serosint _ Sus (40)

3

Proof. The first equality is established with the same argument as in the ‘>’—part
of the proof of Theorem 6, choosing 7" = S} € T (T N (¢, +c]). The second one
follows as in Theorem 6. ]

It may seem that the preceding lemma is not of great help for computing &, since
&, appears in the definition of S;. However, we are going to show that the stopping
time attained upon termination of the while-loop at stage ¢ coincides with S even
though its construction does not rely on &, . This will be the main step in our proof of

Theorem 7. Algorithm 2 is correct: The resulting process £ solves the representation
problem (38).

From now on we fix the index ¢ and write S* = S;. Our aim is to prove the
identity
S*=T* P-as. 41

where T denotes the value of the algorithm’s stopping time 7" upon termination of
the while-loop at stage i. As a first step, let us characterize S* in a different way:

Lemma 5. The stopping time S* of (39) is minimal among all stopping times S €
T (ti, +o0] satisfying £s > =, s almost surely.

Proof. The inequality {s- > =, g- follows immediately from (39) and (40). On the
other hand, (40) entails that, for any S € T (¢;, +o00] with {g > =}, g almost surely,
we have £g > &, almost surely. But this implies S > S* P-a.s. by definition of S*.
O

Let us denote the successive instances of the stopping time 7" during the procession
. ) A . .
of the while-loop at stage i by T0= tiv1 < T' < ... < T* with the convention
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that 7% = T if the while-loop is processed less than k times. It then follows from
the update rule of our algorithm that

{TF < TFY = {¢pn = Fi—essinf & < 5y, v} P-as. (42)

Since {2 is finite, the while—loop will be terminated at some point. We thus have
Tk = Tk+1 = T* P-as. for all sufficiently large k. By (42) this means that 7*
satisfies =y, 7~ < {7~ almost surely. In particular, we can infer from Lemma 5 that

S* <T* P-as.

Thus, in order to establish our central claim (41), it remains to prove the converse
inequality. This is achieved by

Lemma 6. T* < S* almost surely for each k = 0,1, . . ..

Proof. Since 7° = t;+1 and S* > t;;1 by definition, our assertion holds true for
k = 0 and so we can proceed by induction. Thus, assume that we already have
established 7% < S* and let us deduce that also %1 < S* almost surely.

To this end, note that on {T% < S*} we have {7 < &, < g+ by definition of
S*. Since, by definition, 7%*! coincides either with 7% or with the first time in T
after T* where ¢ reaches or exceeds the level &7« , this implies

THF1 < 8% almost surely on  {T% < §*}.
Hence, our claim 751! < §* P-a.s. will be proved once we know that
{TF < T*'Y c {T" < S*} upto a P-null set. (43)

This inclusion will be established using the following two intermediate results:

1. Up to a P-null set we have {P [T* < 5* | F,] > 0} = {F,—essinf & <
gti}‘

Indeed, it follows from ¢;,1 < T* < S* and the definition of S* that {T* <
S*} = {&prr < &, } up to a P—null set. Hence,

P[TF < S*|F,] =P & <&, | Fi] P-as.

Up to a P—null set, the latter conditional probability is strictly positive if and only
if Fi,—essinf Epe < &, This proves claim (i).
2. Up to a P-null set we have {P[T* < S* | F;,] > 0} D {F,—essinf&pe <
Em,T’c }
Sine TF < §* P-a.s. we have that
{P[TF <5 |F,] =0}

={P[T"=5"|F,] =1}

CAP[&rk = &5 | Fr,] = 1}

CAP[&re 2 Z, 5+ | F1,] = 1}
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up to a P—null set, where the last inclusion holds true since
§s+ > &, = S, 5+ P-as.
by definition of S* and (40). Hence, up to a P-null set we can write:

{P[TF < 5" |F,] =0}
= {P[ng > Eti,s* ftz] = 1} N {P [Tk =5 |‘7:t'i} = 1}
C {]P I:é-Tk 2 Eti,T’“ |ft1} - 1}

where the last inclusion is true as

{P[TF=5"

fti] = 1} C {Etz‘,s* = Eti,Tk} € ‘7:751'

by definition of =Y, .
Passing to complements, the above inclusions imply
{P[TF < S*|F,] >0 D{P [épe > 5, v | Frl] < 1}
= {fti—ess inf & < Eti’Tk}
where the last equality follows from the F;,—measurability of =}, 7+ and the
definition of F;,—essinf &pw.
In order to complete the proof of (43) we use (42), (ii), and (i) to obtain that up
to a P-null set we have

{TF < TFY = {&pr = Fy,—essinf &} N {Fy—essinf Epn < 5y, v}

C {&pr = Fy—essinf &} N {P [TF < S* | F,] > 0}

= {ng = fti—ess inf ng < gtl}

c{T* < 5"},

using 7% < S* P-a.s. and the definition of S* for the last inclusion. o
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Summary. The aim of the present survey is to give an outline of the modern mathematical tools
which can be used on a financial market by a ”small” investor who possesses some information
on the price process.

Financial markets obviously have asymmetry of information. That is, there are different
types of traders whose behavior is induced by different types of information that they possess.
Let us consider a "small” investor who trades in an arbitrage free financial market so as to
maximize the expected utility of his wealth at a given time horizon. We assume that he is in
the following position: He possesses extra information about some functional Y of the future
prices of a stock (e.g. value of the price at a given date, hitting times of given values, ...). Our
basic question is then: What is the value of this information ? We can imagine two modeling
approaches:

1. A strong approach: The investor knows the functional w by w. This modeling of the
additional information was initiated in [41] using initial enlargement of filtration, a theory
developed in [27], [28], and [29].

2. A weak approach: The investor knows the law of the functional Y under the effective
probability of the market assumed to be unknown. This notion of weak information is
defined in [5], [6], and further studied in [8].

In this chapter, we present and compare these two approaches.

1 Mathematical Framework

Let 7" > 0 be a constant finite time horizon. In what follows, we will work on a
continuous arbitrage free financial market. Namely, we work on a filtered probability
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space (Q, (Fe)o <t<T> IP’) which satisfies the usual conditions (i.e. F is complete and

right-continuous and JF is assumed to be trivial). We assume that the price process
of a given contingent claim is a continuous d—dimensional and F-adapted square
integrable local martingale (.S; ), In addition, we shall assume that the quadratic
covariation matrix of the d—dimensional process .S which is denoted by (S5):

(S)e = (<Si7 Sj>t)1§i,j§d

is almost surely valued in the space of positive matrix, which means that S is non-
degenerate. For a matrix M, M* will denote the transpose of M and for a vector
v € RY, diag (v) denotes the d x d matrix

(%] 0 ... 0
0 0 Vd

Of course, since S is a local martingale under PP, the market just defined has no
arbitrage (precisely, there are no arbitrage opportunities with tame portfolios, see
Corollary 2 in [36]; see also [15] for a general view on the absence of arbitrage
property). Moreover, to take a null drift under P, means that we consider discounted
prices (or equivalently, prices expressed in the bond numéraire). The key point is that
we start from the observable dynamics of S (a model of S under P can be calibrated
to market data) and not from the “true” but unobservable dynamics of .S under a
so-called “historical” measure. Our modeling of anticipations on S will provide both
in the strong and the weak approach an additional drift which will be calibrated
over the information that the insider possesses. The quadratic variation process, or
volatility, will be not be affected by anticipations on .S; indeed, from a mathematical
point of view this quadratic variation is invariant both by enlargement of filtration
and equivalent changes of probability. Moreover, it is important to note that we could
actually start from any semimartingale model for the price process.

Definition 1. The space M (S) of martingale measures is the set of probabilities P
~ P such that (St) g, < is an F-adapted local martingale under P.

Let us now precise what we mean by arbitrage on the financial market

(Q, (Ht)0§t<T ) (St)0§t<T ’@)

where H is a filtration (right-continuous and P—complete) which contains the natural
filtration of S, and QQ a probability measure equivalent to IP.

Definition 2. We say that there is an arbitrage on the financial market

(Qv (Ht>0§t<T ’ (St)0§t<T 7(@) ’
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if there exists a probability measure @ equivalent to Q such that (St),, r is an

‘H-adapted local martingale under @

Definition 3. The space Ax (S) of admissible strategies is the space of R—valued
and F —predictable processes O integrable with respect to the price process S, such

that .
([fe a5
0 0<t<T

isa (]IND .7-') martingale for all PEM (S9).

Remark 1. O} represents the number of shares of the risky asset S held by an investor
at time ¢ and the wealth process associated with the strategy © € A (S) with initial
capital x is given by

t
Vt:er/ A, -dS,.
0
In particular, our strategies are self-financing.

Remark 2. This set of admissible strategies is restrictive. We used it because of the
Definition 6 of admissible strategies in an enlarged filtration. Nevertheless, we believe
that is possible to extend most of the presented results in a slightly much general
setting.

We shall also very often assume that the financial market

(2. (Focrcr B (Sosesr )

is complete in the sense that the martingale (S;)o<;<7 enjoys the following pre-
dictable representation property (in abbreviate PRP): For each F-adapted local mar-
tingale (M), ., there exists a predictable process © locally in L? such that

t
Mt:MO—&—/ O, -dS,, t<T.
0
Remark 3. Under the previous assumption, we have
M (S) ={P}.

Indeed, if P = D P €M (S), then since (St)g<i<r is a local martingale under P,
thanks to Girsanov’s theorem we get that forall 1 < i < d

d(S*, D), =

But, by assumption, there exists @, locally in L2, such that

T
Dzl—i—/ O, - dS,
0
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which implies that forall 1 <i < d
6. =0,0<u<T,

and hence
D =1.

In what follows, we use the following notion of utility functions (see [32]):

Definition 4. A utility function is a strictly increasing, strictly concave and twice
continuously differentiable function

U:(0,400) =R

which satisfies
lim U'(z)=0, lim U'(z)=+cc.

r—+00 z—0+

We use the convention that U (x) = —oo for z < 0. We shall denote by I the inverse
of U’, and by U the convex conjugate of U:

U(y) = max (U(x) — zy)
(that is, the Fenchel-Legendre transform of —U (—x)).

For a sake of simplicity, we limit ourselves to smooth utility functions, although
it is also possible to obtain some results in the non-smooth case (see e.g. [10]). In our
examples, we study the cases U (z) = In(z) and U(x) = . The case U (z) = e*” is
also interesting; it does not fit into the previous definition, though our results remain
true in this case.

Let us now introduce the object on which anticipations will be made.

Let P be a Polish space (for example P = R", P = C (R, R"), etc...) endowed
with its Borel o—algebra B (P) and let Y : {2 — P be an Fr—measurable random
variable (it will be a functional of the trajectories of the price process). We denote by
Py the law of Y and assume that Y admits a regular disintegration with respect to
the filtration F, precisely we assume that:

Assumption 1 There exists a jointly measurable continuous in t and F—adapted
process
n/, 0<t<T, yeP,

satisfying for dt @ Py almost every 0 <t < T andy € P,
P(Y edy| Fi) =ni Py (dy). (1

This is a classical assumption of the theory of the initial enlargement of the
filtration F by Y (see [27]) . This assumption is not very restrictive, and will be
satisfied for nice functionals as it will be seen. The existence of a conditional density
% is the main point, the existence of a regular version follows from general
results on stochastic processes (see [45]).
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Remark 4. We can note here that, if we denote by PY the disintegrated probability
measure defined by PY = P (- | Y = y), then the above assumption implies that for
t<T,

ngt, = 7’]3]?/}}

In particular, for Py — a.e. y € P, the process (1} )y, <7 18 @ martingale in the
filtration F (not uniformly integrable, as it is nicely illustrated in [23]).

Finally, we shall denote by G the filtration F initially enlarged with Y/ i.e. G; is

the P—completion of (. (Fi1e Vo (Y)),t <T.

2 Strong Information Modeling

The theory of initial enlargement of filtration has been developed by the French school
of probability during the eighties (see [27], [28], [29], [47] and [46]). This theory has
many deep applications, most of which have been worked out by T. Jeulin and M. Yor.
In the past few years we have seen new interest in this theory because of its applica-
tions in mathematical finance in the topic of the asymmetry of information. Papers
where applications of the enlargement of filtration technique is applied to portfolio
optimization of an insider include [2], [3], [18], [20], [24], [25], and [41]. In this
chapter, we review the theory of initial enlargement of filtration and its applications
in finance. We shall always assume that the financial market

(2. (Focrcr B (Sosesr )

is complete (i.e. that S enjoys the PRP, see section 1).

2.1 Some Results on Initial Enlargement of Filtration
Martingales of the Enlarged Filtration

Let us start this subsection with some simple remarks about martingales in the initially
enlarged filtration G.

Proposition 2.

o Let (M;)y<, 1 be an F—adapted process which is a (local) martingale in the
filtration G, then it is also a (local) martingale in the filtration F.

o Let (My)y<, . be an integrable process adapted to the filtration G, then the two
following statements are equivalent:

1. For Py — a.e. y € P, the process (EY(M; | F4))g<pop is a PY—(local)
martingale in the filtration F, PY being the disintegrated probability measure
defined by PY =P (- | Y = y) and EY the expectation under this measure.

2. The process (M), is a (local) martingale in the filtration G.
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Proof. We make the proof of this proposition with true martingales because the case
of local martingales is easily deduced by localization. The first point is trivial, indeed
fors<t<T

E (Mt | gs) = M,

which implies, by conditioning with respect to F;,
E (M, | Fs) = M.

Let us now prove the second point. Since for s <t < T, A € Fy;and A € B(P) we
have

B (M = M.) Linven) = [ B (M: = M) 12) Py (dy)
it is easily seen by a monotone class theorem that our equivalence takes place. O

Of course, (local) martingales in the filtration F do not remain (local) martin-
gales in the enlarged filtration, but as shown in the following section, they remain
semimartingales.

Jacod’s Theorem

Jacod’s celebrated theorem says that a semimartingale which is adapted to the filtra-
tion F remains a semimartingale in the enlarged filtration G. Before we state it, we
start with a representation lemma which allows to give explicitly the semimartingale
decomposition of S in the enlarged filtration. In what follows, P(F) denotes the
predictable o-field associated with the filtration F.

Lemma 1. (See [27] ) There exists a P(F) ® B(P) measurable process

0,T[ x 2 x P — RY
(t , w,y)2rafWw)

such that:

1. ForPy —a.e.y € Pandfor0 <t <T,1<1i<d,

P (/Ot (V) d(S)uat < +oo> —1

2. ForPy —a.e.y € Pandfor0 <t <T,1<1i<d,

+ d
(n¥, %), =/ Ul (Z aﬁ’jd<5i,5j>u> :
0

i=1

Remark 5. We can choose « such that for Py —a.e.y € Pandfor0 <t < T,

t 1/t . /
n{ = exp (/ a¥ - dS, — 5/ (a¥) d<S>uaz> on {n; > 0}.
0 0
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We shall need (actually, only in the next section on the modeling of a weak anticipa-
tion; without this assumption Jacod’s theorem remains true) the following additional
assumption which ensures the existence of a version of a which allows to use filtering
theory:

Assumption 3 For almost every t € [0,T), we have P-almost surely
/ (S, S7)E (o || | Fu)® < 400, 1<i,j<d.

Theorem 1. (See [27]) Under the probability P the price process (St)g<,op s a
semimartingale in the filtration G, and its decomposition is given by -

t
Sy :so—|—/ d(S) o) + M;, 0<t<T 2)
0

where (M), is a local martingale in the filtration G such that

Proof. From Proposition 2, it is enough to show that for a.e. y € P, the process

t
M} :=— [ d{S),a¥ + S,
0
is a PY—local martingale in the filtration . But this is a direct consequence of
Girsanov’s theorem, because (1}),, < 18 the density process of PY with respect to
PP (see Remark 4). - a

Hence the class of semimartingales is preserved by an initial enlargement of filtra-
tion. Related to this is Stricker’s theorem (see [44]): If a process is a semimartingale
in an enlarged filtration, then it is a semimartingale in its own filtration.

We conclude this paragraph with a converse of Jacod’s theorem. As it will be seen
later, this theorem makes the link between the strong and the weak approach and also
shows that the natural filtration of M (as defined in the previous Theorem) is strictly
included in G.

Theorem 2. (See [5]) Let Q be a probability measure on §2 which is equivalent to P
with a bounded density. If the process (My) <, defined by

t
M, := stf/ d(S), Y, 0<t<T
0

is alocal martingale under Q in the filtration G, then there exists a probability measure
v on P such that

Q= / Y =y)v(dy).
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Proof. For Py — a.e. y € P, let us denote by QY the conditional probability
Q(- Y =y). From our assumption and Proposition 2, the process M is, under
QVY, alocal martingale. Now, because Q is assumed to be equivalent to P, it is easily
seen that for Py — a.e. y € P, QY is locally absolutely continuous on F with respect
to P. Hence, by Girsanov’s theorem, for Py — a.e. y € P,

Since we also have, for Py —a.e. y € P,

d]P”/’}. =nldPF, .t <T,

as explained in Remark 4, where PV is the conditional probability P (- | Y = y), we
immediately deduce

Qv =PY
for Py — a.e. y € P, and hence

@/ Y =) v (dy)

where v is the law of Y under Q. O

Martingale Preserving Measure and PRP in the Enlarged Filtration

In all this paragraph, we shall assume that for Py —a.e.y € P, the process (1)<, .1
is strictly positive P-a.s. B

Lemma 2. (See [3]) The process

1

ZYy = =, t<T
T

is a P-martingale (not necessarily uniformly integrable) in the enlarged filtration G.
Moreover, it satisfies

E(ZY |FR)=1t<T. 3)

Proof. For Py — a.e. y € P, the process (Z}),,., is a PY—martingale in the
filtration JF because it is the density process of PY with respect to P. We conclude
with Proposition 2. Now, for the second point, we claim that

B (2 | F) = [ Ztutpy (dy) = 1.
P
which completes the proof. m|
Definition 5. The probability measure I?P"t, t < T, defined on G; by
P, = zZYp /G.

is called the [0, t]| —martingale preserving measure associated with P.
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Remark 6. As a consequence of (3), we can note that for ¢ < T the law of an
JF —adapted process (X ), -, is the same under P, z, as under P;.

Remark 7. We have the following representation result

t t
1 *
ZtYexp(/ a5~dMu—§/ (o) d(M)uaZ),t<T.
0 0
The terminology of martingale preserving measure stems from the following theorem.

Theorem 3. (See [3]) For t < T, any P—(local) martingale adapted to (fS)ogsgt
is also a ﬁt—(local) martingale in the enlarged filtration (gs)ogsgtand thus a

@t—(local) martingale in the filtration (j:s)ogsgt .
which is a consequence of the following easy lemma.

Lemma 3. (See [3]) For t < T, under the probability If”t, the o—algebras F; and
o (Y') are independent.

We conclude this subsection on the general theory of initial enlargement of a
filtration with a particular case of the PRP of the martingale preserving measure in
the enlarged filtration obtained by Amendinger [1]. This representation result is an
easy consequence of the stability of the PRP by Girsanov’s transforms (see Proposition
17.1.in [47]).

Theorem 4. Let t < T. For any @t—(local) martingale (Ms). ., adapted to
(Gs)o<s<; and which satisfies My = 0, there exists a G—predictable process ©
which is integrable with respect to S and which satisfies

M, :/ 0,dS,, s < t.
0

2.2 Examples of Initial Enlargement of Filtration

We present now some illustrative examples of enlargement of filtration. For further
examples, we refer the interested reader to the “Récapitulatif” in [29], pp. 305-313
and Chapter 12 of [47].

Stochastic Analysis Warm Up

Here, we use stochastic analysis to obtain explicit computations for the enlargement
formula of the natural filtration of the coordinate process. First, we recall some ba-
sic definitions of stochastic analysis (for further details we refer to the book [40]).
Consider the d—dimensional Wiener space of continuous paths

W= (C%, (ft)ogth ’ (Xt)OStST ’ P)

where:
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. C4 is the space of continuous functions f : [0,7] — R<, such that f (0) =0
. (Xt)g<s<r is the coordinate process defined by X, (f) = f (t)

. (Ft);>0 1s the natural filtration of (X¢),«, <1

. [P is the Wiener measure.

AW N =

We assume furthermore that
P=RY

for some integer N > 1 and that Y belongs to (DLQ)N . We recall (see [40] pp. 26)
that the Hilbert space D%+ is the closure of the class of smooth cylindrical random
variables with respect to the norm

1Pl = (E (F?) +E (IDFIZ: ) )
where D is the gradient defined for a functional F' = & (X (f1),..., X (f4)) by

DF = (Jacd) (f1,--s fa)

where @ : R? — R? is a smooth function whose Jacobian matrix is denoted Jaco,

and (ﬁ)_1 a4 € (Lz)d . We give now in this setting, by means of the Clark-Ocone
formula, some expressions for « and 7 in the case where S; = X, t > 0.

Theorem 5. (see [5]) Assume that for almost every t < T,
/ |E (Y | )| dA < 400 )
RN

then'Y has a density p with respect to the Lebesgue measure which is given by

ply) = (2;)]\[ /RN eWAR (eiAAY) ),

and for Py — a.e. y € RY and for almost everyt < T,

1

Pt = G /RN e WAE (Y| Fp) dA. ®)

Moreover, if for Py — a.ey € RY and for almost everyt < T,

[ IDeE (e | ) < oc, plo) 20,

then for Py — a.e y € RN and for almost everyt < T, n} € Dom (D) and

Dyl =nfaf. (©6)
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Proof. Let m be a function on R" such that
[ mwldy < +oc
RN
Let now 1 be the Fourier transform of m defined on RY by

m(y) = / eV m (d)).
RN
We have fort < T,

[ )Py () =B () | F).

But,

E(m(Y)|ft):ANE(61YA|ft)m(A)d)\

hence,
/ nfm(y)Py(dy):/ E (e™* | F) m(\) dA.
RN RN

Since the previous equality takes place for all m, this implies, thanks to the inversion
formula for the Fourier transform:

_ ! e~ AR,
m) = o [y

that for Py —a.ey € RY andforallt < T,

% 1)N (/ e WAE (eMY | ]-‘t)dA) dy.
™ RN

This provides easily the first part of our theorem.

ni Py (dy) =

Assume now that for Py — a.e. , y € RN and fora.e. t < T,
/ ID/E (62 | F) || dA < +oo.
RN

Because for Py —a.e.,y € RV andfora.e.t < T, \ € R,
E (™Y | F) e DY?

itis easily seen that py € Dom (D) . Moreover, let us consider a probability measure
ponRY such that 1 is equivalent to Py and & := d‘]iT’i admits a bounded continuously
differentiable version. From the Clark-Ocone formula, we have:

a| [ ntntan] =B @)1 7 ix,
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which implies,

/ ol (dy) = DE (€ (V) | ) = D, / 7 (dy)
RN RN

for a.e. t € [0, T] and the conclusion follows easily because u was arbitrary. a

Remark 8. Of course, formula (5) remains true under the assumption (4) even if Y’
¢ (Dl,Q)N .

Remark 9. The formula 6 can be found in [26] (Proposition A.1.) in an equivalent form.
Indeed, in this paper the authors have developed a Malliavin Calculus for measure
valued random variables and gave a sense to the following formula

E(Ddy | F)(dy)

Y
¢ P(Y €dy | F)

(07

Initial Enlargement with the Terminal Value of a Diffusion

In this subsection, we consider the case P =R? and Y = S. We assume furthermore
that the dynamics of (S;),,, under P are given by

t
St=s0+/ diag (S,)0 (S.)dBy,  0<t<T ™
0

where (B;), ;< is a d-dimensional standard Brownian motion whose filtration is F,

d . . . . .
So € (Rj_) and o a positive definite symmetric bounded C'*> function with bounded
partial derivatives function satisfying

inf * >a>0.
inf Jloo" @) 2 a
The last assumption implies (Hormander’s theorem, see [40] Chap. 2) the differen-
tiability of the transition function p;, 0 < t < T, defined by
pe(z,y)dy=P(Sp edy| So=1x).

Moreover, it is easily seen that we obviously are in the assumptions of the theory of
the initial enlargement of F with Sp. Namely, for 0 < ¢ < T}

P (St € dy | Ft) = pr—+ (St,y) dy
which implies that for Pg, — a.e.y € R¥andt < T

v Pr—t (Smy). @)

n
pr (807 y)

In what follows, for a smooth function f (z,y) defined on R% x R%, V f denotes the
gradient computed with respect to the first variable.
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Theorem 6. In the filtration G, the process (St) <, admits the following semi-
martingale decomposition -

Vpr—¢
Pr—t

S =s0+ [ dSH = (S,050) + [ diag (5.)0 (5.5,

where (1)<, is a d-dimensional standard Brownian motion adapted to the filtra-
tion G (and hence independent of St).

Proof. In this case, from the Markov property of S (see (8) , or [21] for further details),
we have for Pg, —a.e. y € R?

v _ pr—t (St,y)
y = LIt o6 )

n
pr (80, y)

 t<T.

Hence, thanks to Itd’s formula

Vor_
of = “PI2t (g, ),
Pr—t

which leads, according to Jacod’s theorem, to the expected result. O

Initial Enlargement with the First Hitting Time of a Level of the Brownian
Motion

In this paragraph, we give the formula for the enlargement with the first hitting time
of a > 0 by a standard Brownian motion B. Let us denote by Ty, this stopping time,
ie.
T, = inf{t, B; = a}.
a ggo{t, ¢ =a}

In this case, the assumption of the existence of 7 is not satisfied. Nevertheless, as it is
seen in the proof of Theorem 7, there exists a jointly measurable continuous in ¢ and
F.a1, —adapted process

ng, 0<t<T, yeR}
satisfying for dt ® Pr, almostevery 0 <t <1, andy € RY,
P(T,edy|F, t <Ty)=n! P(T, €dy).

Moreover, a process o can be associated (up to time 7)) with 7 in the same way as in
the Lemma 1. In [28], T. Jeulin found the following enlargement formula:

Theorem 7. In the filtration G = F.a1,Vo (T,) , the process B admits the following
semimartingale decomposition

¢ 1 a — By
=i [ (g ) < ©)

where (3 is a standard Brownian motion adapted to the filtration G (and hence inde-
pendent of T,).
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Proof. It is easily shown, by using exponential martingales that for o € R,

2

Q2 (3
E (eiTTa | Fi, t < Ta) = ¢(Bi=a)= 5t

It stems from this, by inverting the previous Laplace transform that for y > 0,

P(T, € dy)  a

P(T, €dy | Fy, t <T,) a—Bt< y )3/2 o2 (a-Bp)?
y

ez2v 2(y—t)
—t
which gives the expected result after straightforward computations. O

Initial Enlargement with the Perpetuity

We consider now the case P =R and assume that the dynamics of S under [P are
one-dimensional and given by

1
St:exp(Bt—Qt),tzO

where (B}) < is a one-dimensional standard Brownian motion whose filtration is
F. We recall that the functional

+o0 +oo
Y = / SZdt = / ePitdt
0 0

is well defined and distributed, up to a multiplicative constant, as the inverse of a
gamma law, precisely (see [19]):

+oo 1
/ SZdt ~ ,
0 2“Y1/2

which means that

]P SQd d 1 21y 1 d
t e N .
</O y> \/7F (%) 3/2 y>0 Y

We have then the following enlargement formula.

Theorem 8. In the filtration G = F V o ( 0+oo Sfdt) , the process S admits the fol-
lowing semimartingale decomposition

t S2
S:1+/Su 1 v du—i—/Sdﬁu, > (10)
' 0 ( er 52d>

where (ﬂt)t>0 is a standard Brownian motion adapted to the enlarged filtration (and
hence independent of f R 2dt).
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Proof. From the Dubins-Schwarz theorem (which appears here as a special case of
the Lamperti’s relation, see [43] pp. 452), there exists a standard Brownian motion ~y
such that

St =1 =77t 524u-

Hence,
+oo
/ SZdt =T,
0
where
T = gg{t,% =1}
and we conclude with the enlargement formula (9). o

Remark 10. The decomposition (10) implies (see [7])

ePetat
S, = e > 0.
MRS

2.3 Utility Maximization with Strong Information
The Financial Market of the Informed Insider

We now apply to finance the general results of initial enlargement of filtration pre-
sented in the previous sections. For this, we assume that for a.e. y € P, the process
() o<t < 18 strictly positive P-a.s. Hence, we can use the martingale preserving
measure introduced earlier in Section 2.1. we study here the financial market

(07 (gt)0§t<T 7]P7 (St)0§t<T) (1 1)

and solve the portfolio optimization problem associated with this model. The first
remark is the following (see Definition 2).

Proposition 4. For t < T, there is no arbitrage in the time interval [0, t]. But there
is an arbitrage in the time interval [0, T).

Proof. Indeed, from Theorem 3, the martingale preserving measure @t is a martingale
measure for S. Now, let us assume that there exists a probability measure Q on
Fr which is equivalent to P and such that S is a martingale under Q. In this case,
on the time-interval [0,¢], S is a local martingale. It implies from Theorem 4 that

1

= P, which t h b the P—martingal (—)
Q/Qt +, which can not happen because the martingale ny 0<t<T

uniformly integrable. a

is not
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Value of the Strong Information
Let now U be a utility function as defined in Section 1.

Definition 6. The space Ag (S) of admissible strategies is the space of R%—valued
and G—predictable processes (O, ), integrable with respect to the price process

S, such that
1/t
(o)
Ni Jo 0<t<T

With this set of admissible strategies, we classically associate the following port-
folio optimization problem.

is a (P,G)-martingale.

Portfolio Optimization Problem on [0,¢]: For t € [0,T], the insider’s porifolio
optimization problem on [0, t] is to find

t
u(z,Y,t):= sup E (U <x+/ @ud5u>),
OcAg(S) 0

x > 0 being the initial endowment of the insider.

We restrict ourselves to the time-interval [0, ¢] , because of the presence of the ar-
bitrage discussed in the previous proposition and now solve the portfolio optimization
problem on [0, ¢].

Theorem 9. (See [2]) Let t € [0,T), « > 0 and let us assume that there exists an
o (Y') —measurable random variable Ay (x) : 2 — (0, 400) with

(e (5)) -
u(z,Y,t) :E( (Uol) <At (s@)) .

n
At(x))
V=1 .
' < ny

First, we note that, according to Theorem 4, there exist © € Ag (S) such that

then

Proof. Let us set

t
Vt:l’+/ e, -ds,.
0

Since U is concave, we have

Ub)>U(a)+U (b)(b—a), a,be (0, +00).
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Hence A ( )
o~ :1:’ o~
UWV)>U (V) + = Vi -V,
V22U (V) + =5 (V- W)
where .
f/t:x+/ O, - dS.,
0
with

O€ Ag(S).

Even if /‘;E}) (Vt — ‘7,‘) is not integrable, we can take generalized conditional ex-
t

pectations to obtain

B (252 (V- T0) 1¥) =4k (o (- ¥) I¥) =0,

un t

We conclude hence
EWW) 1Y) 2E(U(%)]Y),
which gives the expected result. a

As an illustration of the previous theorem, we give the optimal expected utility in
the case of the most commonly used utility functions.

Example 1. Leta € (0,1) and U (x) = % , then

and
w(z,Y,t) = %]E (IE ()™= | Y}l_(l) ‘

Example 2. Let U (z) = Inx, then

and
u(z,Y,t)=Inz+E (Inn).
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2.4 Comments

The fact that there always is an arbitrage in the financial market

(‘97 (gt)0§t<T ’ Qa (St)0§t<T)

is one of the principal problem of this approach. From the mathematical point of
view, it is easily understood because the knowledge of a functional w by w is very
restrictive. In Chapter 3, we develop the notion of weak information, which is much
more flexible and which leaves more freedom on the model used by the informed
insider.

Nevertheless, by a change of filtration, there is some possibilities to allow much
freedom on the anticipation. For instance, we can enlarge the “public” filtration F by
Y + N where N is a noise independent of F and constant in the time. The compu-
tations and theorems associated with this kind of enlargement are studied in a very
general setting in [2], and [1] for the PRP properties. Another possibility is to use
a part of the theory of progressive enlargement of filtration (for further details on it
we refer to [47] Section 12.2.). Roughly speaking, we would like that the “’noise”
N could evolve in the time. Typically, it is natural to study enlargement formulas
associated with the filtration F;Vo (Y + Wrp_g, s < t) where W is a standard Brow-
nian motion independent of Fr. This idea is presented in [14], where the authors
give, more generally, an enlargement formula associated with a filtration of the form
FiVo (F(Y,Ws),s < t), W being this time any process independent of Fr and F' a
Borel function. In this setting, the authors proved that if the rate at which the additional
noise in the insider’s information vanishes is slow enough, then there is no arbitrage
and the additional utility of the insider is finite. Let us see briefly more precisely
what kind of "progressive" enlargement formulas can be obtained in full generality.
Consider a filtration W independent of 7, and H a sub-filtration of G V W which
contains F. We have then the following enlargement formula.

Theorem 10. Assume that for almost every t € [0,T), we have P-almost surely
t
/ d(S", S7) o ||E (o | Hu)|| < 400, 1<i,j<d
0

then, under the probability IP the price process (S;)y <, is a semimartingale in the
filtration H, and its decomposition is given by

t
0

where (M), . is a local martingale such that

(S) = (M).

£a2

This theorem is easily understood by the “méthode des Laplaciens approchés” (see
[16]). Namely, the bounded variation part A of a semimartingale NV in the filtration

H is
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"E(Nyypn — N | Hy
At: lim ( s+h S |H5)

ds
h—>0 Jq h

as soon as the right hand exists in L', and we know that S is semimartingale in
the filtration H because it is in the filtration G V W from Jacod’s theorem. From a
financial point of view, we can note that the financial market

(“Q7 (Ht)t<T ) (St)t<T ’IP)

is not complete, contrary to the market

(97 (gt)t<T ’ (St)t<T >P) .

Indeed, it is clear that there are many martingale measures for S. For instance,
Dy
Q/u, =E (ﬂy | Ht) P,
t

is a martingale measure for S (in the filtration 7{) as soon as D is a positive martingale
adapted to the filtration WV such that E (D) = 1.

3 Weak Information Modeling

We now turn to the weak approach. The main difference with the strong one is that
there is no change of filtration but only a change a probability. Nevertheless, as it
will be seen, from a mathematical point of view, all the results relative to initial
enlargement of filtration can be recover from the weak approach.

The topic of investors with additional weak information was initiated in [5] and
[6] and further studied in [8]. We present these works in a continuous setting.

We keep the notations of Section 1 and 2 and consider here an insider who is
only weakly informed on Y. This means that the he has knowledge of the filtration
F and of the law of Y. More precisely, with Y we associate a probability measure v
on P. We assume that v is equivalent to Py with a bounded density. The probability
v should be interpreted as the law of Y under the effective probability of the market.

In this section, we shall assume that the financial market

(“07 (ft)ogth P, (St)ogth)

is complete, i.e. that the process S enjoys the PRP.

3.1 Conditioning of a Functional
Minimal Probability Associated with a Conditioning

We first associate with the weak information (Y, v) a probability which will appear
as canonical.
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Definition 7. The probability measure P¥ defined on (§2, Fr) by:
P() = [ PAIY =y)vidy), A€ Fr
P

is called the minimal probability associated with the weak information (Y, v) .
Here are some immediate consequences of this definition:
1. If F: 2 — R is a bounded random variable then
EV(F|Y)=E(F|Y)
2. The law of Y under P is v

3. PP=P&sv="P>Py
4. The following equivalence relationship takes place
dv
dP¥ = —— (Y) dP
By )

5. If A € Fr is P—independent of Y then it is also P¥ —independent of Y

6. If we can choose a version of the map y — P(- | Y = y) which is continuous in
the topology of weak convergence of probability measures, then the map v — P¥
is also continuous in this topology.

In order to justify the word minimal assigned to P¥ we consider a convex function
p:Ry =R

and denote by £” the set of probability measures on {2 which are equivalent to P and
such that the law of Y under Q is v.

Proposition 5. (See [5]) We have
. dQ B dP
we (e () =+ (%))

dQ =D dP

be a probability measure which belongs to £”. Since the law of Y under Q is v, we
have

Proof. Let

dv

(Y).
Now, from Jensen’s inequality
dv
|- (V) ) <E(e(D)]Y)
dPy

which implies

B (o (1)) <E@D).0
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Remark 11. Notice that since % is assumed to be bounded, the value E (¢ (dPV )

) ! dP
is finite.

Example 3. With ¢ () = 22, we see that P” is the minimal variance probability, i.e.

we((R))-=((%))

With ¢ () = zInx, we see that it is also a minimal entropy measure.

Semimartingale Decomposition under the Minimal Probability

Our aim, now, is to develop stochastic calculus under the minimal probability P”.
To do this, the first step is to compute the martingale density process of P¥ with
respect to IP. And then, we apply Girsanov’s theorem. For this, we use the process
(1 )o< <1, yep defined by Assumption 1 and the process (af )y« .7, ,cp defined in
Lemma 1.

Lemmad. Fort < T, ]P’7 7, is absolutely continuous with respect to P, r, and

T = /Pmy v(dy) P/r,.

Proof. Since
dv

PY =
Py

(Y) P,
fort < T,
y dv

Now, it is an immediate consequence of the definition of (1)<, yep that

IE((;PZ/(Y) |]-‘t) :/Pn%’V(dy)D

Theorem 11. The process (St) o<, is a (F,P") semimartingale and its decompo-
sition is given by a

Jpniaby (dy)
[ mtv (dy)

where (M) <, 7 is a (F,P") local martingale such that

t
St:so—i—/ d(S), +M, t<T (13)
0
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Proof. The process

Dt:/nfy(dy),0§t<T,
P

is the density process of P” with respect to P. By Lemma 1 and Fubini’s theorem (we
can apply it because of Assumption 3), we have for0 <t < 7,1 <7 <d,

d
d(D, 5%, = (/ w (Z afld(s", Sj>t> v (dy)> :

P i=1
The result is then a consequence of Girsanov’s theorem. a

Remark 12. The compensator of S under P”:

¢ Jpniabv (dy)
/0 HS) Jp v (dy)

represents the information drift given by the weak anticipation v.

Connection with the Theory of Initial Enlargement of Filtration

In this paragraph, we show the link between the weak and the strong approach, pre-
cisely the following theorem completes the converse of Jacod’s theorem (see Theorem
2).

Theorem 12. Under the probability P¥ the price process (St)<,.p is a semimartin-
gale in the filtration G, and its decomposition is given by

t
St:so—&-/ ($Vual +M,, 0<t<T (14)
0

where (My) <, is a P¥ local martingale such that

Remark 13. We recover the decomposition (14) from (13) with v = dy, neverthe-
less this is only formal because in our assumptions v is not assumed to be random.
This shows the analogy between Jacod’s and Girsanov’s theorem. This is very well
explained in [46], where the author understood the Jacod’s theorem as a Girsanov
formula applied on a convenient product probability space .

Remark 14. The decomposition (13) can also be written
¢
Se=s0-+ [ dIS)EY () | 7+ My
0

which is a posteriori explained from the decomposition (14) by the filtering theory.
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Conditioned Stochastic Differential Equations

We define here the notion of conditioned stochastic differential equations. This notion
has been introduced in [5]. The idea is to construct a stochastic differential equation
whose distribution of the solution is the same as the law of the process (S;)y<,<r
under P”. This gives hence a tool to construct minimal models associated with weak
anticipations.

ayniv(dy)

Let us assume that the information drift (L"’y—>
fp n; v(dy) o<t<T

respect to the natural filtration of (S;) ., then there exists on the Wiener space

is predictable with

of continuous functions W¢ a predictable function F' such that for all ¢ < T,

Jp ainiv (dy)
Jpniv (dy)

Let us assume furthermore that under the martingale measure P, (S;),~,~, can be
written -

o (t, (su)ugt) .

Sy = so + /Ot o (s (Su>u§s) AW,

where W is a standard Brownian motion and where ¢ is a predictable functional on
the Wiener space valued in the space of d X d matrix.

Definition 8. Ler (fZ, (Ht)o<ter > Q) be any filtered probability space on which

a d-dimensional standard H—adapted Brownian motion (3;),, . is defined. The
stochastic differential equation

t t
X = 80+/ (c*0) (3, (Xu)u<s) e (s, (Xu)u<s) d3+/ o (s, (Xu)u<s) dps
0 - - 0 -
(15)
t < T, is called the conditioned stochastic differential equation (in abbreviate CSDE)
associated with the conditioning (T,Y,v) .

Remark 15. By construction, the stochastic differential equation (15) has always a
weak solution defined on the filtered probability space (2, F,P").

Thanks to Yamada-Watanabe’s theorem (see [43] pp. 368), we can now state an
important transfer result:

Theorem 13. Assume that the stochastic differential equation (15) enjoys the path-
wise uniqueness property. Then (15) has a unique strong solution (X),, . associ-
ated with the initial condition X, = sg and the law of(Xt)0<t<T is the same as the
law of (St)g< ;< under the minimal probability P¥ associated with the conditioning
(Y,v).
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Connection with the Theory of Schrodinger Processes

Before we turn to examples of conditioning, in this paragraph we show how our
results are closely related to some processes studied in quantum mechanics and called
Schrddinger processes (see by e.g. [39]). We shall assume here that (£2, F,P) is the
d-dimensional Wiener space of continuous paths, i.e. that {2 is the space of continuous
functions [0, 7] — R that /F is the natural filtration of the coordinate process and
that P is the Wiener measure. Hence, for a continuous stochastic process Z (defined
on any suitable probability space), Y (Z) denotes the P-valued random variable w —
Y ((Ze(w))o<e<r)-
Assume now that we are interested in the following variational problem:

Problem: Let v be a probability on P which is equivalent to Py with a bounded
density. On a general filtered probability space

(Qv (Ht)ogth ’ (Wt)ogth ’ Q)

on which a standard Brownian motion W is defined, we search an adapted control ©

minimizing the action
1 T
A=_EC (/ @5d5>
2 0

QY (2°) e dy) =v (dy),

under the constraints

and

Pgo ~ P

where Pze is the law of

t
z8 :/ Oyds + Wy, t <T.
0

Q:(s(/O'Au.qu)TP

on the Wiener space, the relative entropy of Q with respect to [P (assuming that the
integral below is convergent) is given by

1 - T
~EQ / A2 du | .
2 0

Now, since the function  — zIn(x) is strictly convex on the open set (0, 00),
Proposition 5 can be applied, and we conclude:

For a probability
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Theorem 14. Assume that the relative entropy of v with respect to Py is finite, then
the previous problem admits one and only one solution ©* and the law P 4o~ of the
corresponding process Z©" satisfies the following absolute continuity relationship

Pyo- =£(Y) P

dv

where £ = Fri

Remark 16. 1t is known from [22] that since

Loof [T o2
-E (@) ds | < +o0
2 0

the following limit (called Nelson forward derivative) exists in L?

. 7o — 79"
D,Z°" := lim E2 (”ht |}'t> L t<T
h—0+ h

and is equal to ©*. This is hence by analogy with classical mechanics that

negt ((0))

T
A:/ L, dt
0

In the case where Y = Xp, X being the coordinate process, then the previous
theorem is well known: Z€ is Markov and is called a Schrodinger process (for further
details on this case, we refer to Subsection 3.2 ).

is called a Lagrangian and

an action integral.

3.2 Examples of Conditioning

We now give some examples of conditioning. These examples are the same as those
studied in Subsection 2.2.

Stochastic Analysis

Here again (see Section 2.2.1.), we use stochastic analysis to obtain explicit com-
putations for the conditioning of a functional of the coordinate process. We assume
that

P=RY

for some integer N > 1 and that Y belongs to (DI’Q)N .
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Proposition 6. Assume that ¢ = dP admits a continuously differentiable version
with bounded partial derivatives then fort <T

Proof. Under these assumptions, we have
Pr=¢(Y)P

and so fort < T,
Tr =EEY) | F) P,
Now from the Clark-Ocone formula (see [12], [37] pp. 183 and [40] Proposition
1.3.5.)
E(E(Y) [ F) =1+ [yEDE(Y) | Fy) - dX
=1+ [{E((VE(Y))" DY | F) -dX

Hence,
Jen aintv(dy) _E((VE(Y) DY | )
Jon v (dy) E((Y)[F)
and the Bayes formula gives the expected result. a

Remark 17. Under the assumptions of the previous proposition, the formula for the
compensator of .S under P, or the information drift takes hence the following nice
form

v (dy)

Conditioning of the Terminal Value of a Diffusion

Now, we return (see subsection 2.2.2) to the case P =R? and Y = S; where the
dynamics of (S;),,~, under P are given by

t
stzsﬁ/ diag (Su) o (Su)dBa,  0<t<T (16)
0

where (B;), <, < is a d-dimensional standard Brownian motion whose filtration is F,

d . . . . .
Sp € (Ri) and o a positive definite symmetric bounded C'* with bounded partial
derivatives function such that

inf |Joo* (z)|| > a> 0.
zER?

And we consider again the transition function p;, 0 < ¢ < T'. In this setting, we
easily obtain by the same way as in Section 2.2.2.
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Theorem 15. (See [8]) Under the probability PV, the process (St) <, admits the
following semimartingale decomposition -

Vpr—uw(Su,y)
fRd ppTT(Smy)y v (dy)

—u(Su,
fRd 4p€,T(§0’y)y) v (dy)

t t
St:so+/0 (6%5)(S.) du+/0 5(S.)dB. (A7)

where (0;) << is a d-dimensional standard Brownian motion under P* and
o(x) = diag (z) o(x).

Remark 18. Let us now consider on a filtered probability space

(f), (He)o<i<r »Q)

which satisfies the usual conditions and on which is defined a d-dimensional standard
Brownian motion (W;)o<:<7, the following stochastic differential equation

v —u Xuv
fRd’ p;T(ngy) 2y (dy)

fRd PT—u(Xu,y) v (dy)

pr(50,Y)

X, =50+ /Ot(a*a—)(xu) du + /Ota— (X,) dW,.

If this SDE enjoys the pathwise uniqueness property, then thanks to Theorem 13, it
admits a strong solution whose law is the same as the law of S under P”. That is why
we can speak of minimal model for the price process including the weak information
v on the price at the date 7.

More generally, in [8], we have studied the conditioning of the value at time 7' of
any Markov process. In this case, under the minimal probability measure, the price
process is the so called Doob’s transform of the starting process.

Precisely, here are the results. Let us denote by L the (extended) generator of
S under P. We assume that the domain D (L) contains C? functions with compact
support and that for such functions ¢,

0?¢
G, oo oy (008 9~ 90— V() N )
(18)
where a(z) is a smooth function with values in nonnegative definite symmetric d x d
matrices, and N (x, dy) is the Lévy kernel of S (see [17]).

d
Lo =5 3 ais(a)
Q=1

In this setting, there is a function d such that E[¢(ST)|F:] = d(t, S;). Note that we
assumed that ¢ is a.s. bounded and strictly positive, so that d(¢, z) is strictly positive
for almost all ¢ and z.

Theorem 16. (See [8]) PV solves the martingale problem associated to LV and the
initial distribution ¢, where
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£0(1.2) = s £(6d)(t.2)
— d(tl,m) @(t’x) + d(tl, a:)[’((b(t’ D)

for any ¢ such that ¢ € D(L) and ¢d € D(L), where L is the generator of the
space-time process (t, S;) which is given by:

Lolt,a) = 20 (1.2) + L(0(t, )0)

Conditioning of the Perpetuity

In this paragraph, we return to the case P =R and assume that the dynamics of S
under PP is one-dimensional and given by

1
St:exp(Bt—2t>7t>O

where (B;), . is a one-dimensional standard Brownian motion whose filtration is

F. We have the following conditioning formula for the functional fOJrOO S2du.
Theorem 17. (See [5], [7]) Assume that v admits with respect to the function
1

2;—7;’1@() a C? density € : R% — Ry which is almost surely bounded. The de-
composition of S under P is then given by

oo e vul/2¢ [V S2%ds + Sy du
0 0 s 2u

f0+oo e~uy~1/2¢ (fov S2ds + %) du

t
St:1+/5v 1-2 d’l}+ﬂt,t20
0

(19
where (Bt) > is a standard Brownian motion under PV

Conditioning of Hitting Times

Let (Bt) << be a one-dimensional standard Brownian motion whose filtration is
F. In this paragraph, we give the conditioning formula associated with

T,=inf {t>0,B;=a},a>0.

Here, we assume that v is a Borel measure defined on R* by

+oo o
v (dt) = ( / et Ty (d6) ) ~ (dt) (20)
0
with m a probability measure on R such that f0+°o 62 m (dd) < +oo and

a2
e 2dt, t > 0.

dt) =
7 (dt) s

We recall that  is the law of T}, under P (see [43] pp. 107).
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Remark 19. We take v under the form (20) in order to use directly exponential mar-
tingales (see the expression (21)). Otherwise, we would have to invert the formula
(20) , which appears to be rather complicated.

We have then the following conditioning formula.

Theorem 18. (See [5]) Under the probability PV defined on Fr, by

+o0 )
7]:Ta :/ e To %5 +da m(d(;) ]P,/]:T(” (21)
0

the process (By) o<, s a semimartingale whose decomposition is given by

¢ f0+oo § e 3% +OB. m (do)
Bt:/ ds+f, t<T, 22)
0

too 582 45X,
0 €72 = m (do)
where 3 is a standard Brownian motion under P” .

Example 4. Let o > 0. With m = %5,1 + %5_0” decomposition (22) becomes

t
B, = a/ tanh [aB;] ds + [;.
0

3.3 Pathwise Conditioning

Before we conclude this section with some general comments on the conditioning,
we would like to present briefly another kind of conditioning. Precisely, let us assume
that an insider is in the following position: He knows that with probability one

Vt>0, S.€0

where © C R? is a non-empty, open, simply connected, and relatively compact set
(the boundary of O shall be denoted by 90).

Our question is now: Can we give to this insider a minimal model which takes
into account this information ?

We shall answer this question in the case where, under the martingale measure P,
S is an homogeneous diffusion with elliptic generator £ (the general case where S is
only a local martingale seems to need more works).

For this, we proceed in two steps:

1. First, we give a sense to the following probability measure
P*=P(- |Vt > 0,5 € O)

2. Secondly, we compute the semimartingale decomposition of .S under P*.
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To fulfill this program, we first define P*, as being the weak limit when ¢ — +-o0 (itis
shown just below that it exists under suitable assumptions) of the following sequence
of probabilities

P =P(- |Too =t), t>0

where
Tao = inf{t S 0, St ¢ O}

It is easily seen, by the strong Markov property of .S under P that we have:

9(Su,t —u)

P T
glsot) T RO

Py, =
where g is defined by
P(Tho € dt | Sop = x) = g(x,t)dt, (z,t) € O x RT.

Of course, implicitly, we assume that g such characterized is well defined and positive.
Moreover, we shall assume that it is smooth.

Proposition 7. We have, for all bounded and F.,-measurable random variable F,

TR Gl
t—>+oo 9(307t)

F) =E (eM"11(S,) F)

where \1 is the smallest (positive) eigenvalue and 1) the corresponding eigenfunction
of the Dirichlet problem:

1
§£¢+)\¢:Oon07

and
Y90 =0, ti(so) = 1.

Proof. In fact, this is a direct consequence of the theory of Dirichlet problems for
elliptic operators on relatively compact open sets (these problems are widely discussed
in [42] ). Indeed, from this theory, g which solves the following problem:

1
% = §,Cg on O x RT and g(z,t) = dp on 9O x R,

can be expanded on O x RT:

+oo
g(z,t) = Ze‘*ﬁtdi(x)
i=1

where 0 < A\ < ... < A\, < ... are the eigenvalues and 1, ..., ¥, ... corresponding
eigenfunctions of the Dirichlet problem

1
iﬁw + A =00n0, and ¢/90 = 0.
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The proof follows then almost immediately after straightforward considerations. O

From this, we deduce first that the following absolute continuity relationship
holds:

7_7—‘u = 6A1u¢1(su) ]P)/fu, u<Tho

and secondly from Girsanov’s theorem the semimartingale decomposition of S under
P* (up to The, but notice that actually Tpp = +oc0, P* a.s.).

Example 5. As a consequence of this, we can deduce for instance that a one-
dimensional standard Brownian motion B conditioned by the event {¥¢ > 0, B; €
[a,b]} with a < 0 < bis a Jacobi diffusion.

Example 6. A one-dimensional Brownian motion started from a > 0 and conditioned
by the event {V¢t > 0, B; > 0} is a 3-dimensional Bessel process (which is clearly
related to Pitman’s theorem).

3.4 Comments

1. In this section, we did not try to perform the most general setting in which our
conditioning technique works. We preferred focusing on the ideas of the construc-
tion of P¥. In fact Assumption 1 is even not necessary. Indeed, our conditioning
technique stems of the semimartingale decomposition of the price process under
the minimal probability P”. Now, since

P dv

- — (V)P

from Girsanov’s theorem it is clear that the price process remains a semimartingale
under P” even if Assumption 1 is not satisfied. But this decomposition is not as
explicit as the decomposition (13) . We have worked in this section under this
assumption in order to provide closed formulas and in order to show the link with
the theory of initial enlargement of filtration.

2. We can extend our work to the case where the measure v is singular with respect
to Py-. But for this, we need further assumptions. Indeed, the family of conditional
probabilities P(- | Y = y) is only defined Py -a.s., so that the formula

P”=/7)P<-Y=y>u<dy> 23)

does not make sense when v is singular with respect to Py. Nevertheless, for
instance, let us assume that we can choose a canonical version of the regular
conditional distributions given Y such that the map y — P(- | ¥ = y) is
continuous in the weak topology on probability measures. In this case, we can
still define P” by the formula 23, and it is not difficult to see that the law of Y
under P” is given by v.
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4 Utility Maximization with Weak Information

We now turn to financial applications of the conditioning. Precisely, we try to give a
quantitative financial value to the weak information (Y, v) . This value should satisfy
the following rule: Less the information is precise, less this value is. For instance the
minimal information is v = Py because under P the price process (S¢)q<, . is a
local martingale and the maximal information is obtained at the limit with v = §,, for
y € P. Since the probability v is assumed to be equivalent to Py, we shall see that
it implies that there is no arbitrage (in the sense defined Section 1); this is one of the
main difference with the strong information setting. Throughout this section we shall
denote by & a version of the density of v with respect to Py-. Furthermore, we shall
again assume here that £ can be chosen bounded.

4.1 Portfolio Optimization Problem

We first introduce the set of insiders which are weakly informed on the functional
Y and define what will be called the financial value of the weak information (Y, v).
Precisely, let £¥ be the set of probability measures Q on ({2, Fr) such that:

1. Qis equivalent to P
2. QY edy) =v(dy).

The financial market model associated with an element QQ of £¥ is

(Q, (F)o<t<r»Q, (St)ogth) . (24

It is then clear that there is no arbitrage on this market because Q ~ P and S is a local
martingale under P. Now, the portfolio optimization problem associated with (24) is
the following:

Portfolio optimization problem: The insider’s portfolio optimization problem is to

find
t
sup E© (U (x + / @udSu>)
OcA£(S) 0
x > 0 being the initial endowment of the insider.

We recall here that U is a utility function and that A (S) is the set of adapted
admissible strategies (see Section 1).

Definition 9. We define the financial value of the weak information (Y, v) as being

T
u(z,v):= inf sup EQ[U er/ 6,dS, | |-
Qe€” geA(S) 0

In other words, we define the financial value of the weak in formation as being the
lowest increase in utility that can be gained by the insider from this extra knowledge
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Value of the Weak Information in a Complete Market

We assume in this subsection that the market is complete. The following proposition,
which is just, by convex duality, a consequence of proposition 5 shows the universal
property of P¥ (P” does not depend on the utility function used by the insider) among
the other elements of £. It also gives the exact value of the weak information. We
use here classical results on martingale dual approach in a complete market (see [31]
and [32]).

Theorem 19. Assume that integrals below are convergent. Then for each initial in-
vestment x > 0,

u(z,v) = supge 4(sy E” (U (x +fy @“dS“))
= LoD (&) via

where A (z) is defined by
(4w

Moreover, under P¥ the optimal wealth process is given by

vi- | I@((;”))) WPy (dy),

and the corresponding number of parts invested in the risky asset S by

6, = /P 1 (‘28) ol Py (dy).

Proof. We will use a duality argument, as is now classical in this type of problem.
Let Q = DP € £¥. We first proceed to rewrite

T
sup EQ(U |z + / o, -ds,
OcA(S) 0

differently. In fact, from classical results on complete markets, the Lagrangian asso-
ciated with the optimization problem above is known to be given by

L(y) = zy + EF (Df] (%)) (y > 0)

where we recall that U is the convex conjugate of U. Moreover

T
sup EQ (U x—l—/ O, -dS, | | = inf L(y).
OcA(S) 0 y>0

Hence we have
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u(z,v) = inf {my + inf E¥ (DU (ﬂ))}
’ y>0 D D

where D runs through the densities dQ/dP, Q € £”. Now the function z U (%)
is convex for fixed y, and by proposition 5, we obtain

u(e,v) = inf {:cy +EF <§(Y)l7 (g(yy)» } .

The function y — zy + EF (£(Y)U ( =% ) ) inherits from U the properties to be
&(Y)

strictly convex, continuously differentiable and to tend to 400 as y — +00; hence
there exists A(z) that realizes the inf, and A(z) is given by

e (o (45)) -

From this proof, it also follows immediately that if we denote by V' the optimal wealth
process under P” then we have:

Vp =1 <A (z) dPy (Y))

dv
which implies the second part of the theorem. o

As in the case of a strong information on Y, we give explicitly the formulas for
the most commonly used utility functions.

Example 7. (See [5], [8]).
l.Leta € (0,1)and U (z) = % then

Hen = % [/P (dﬁlif (y)) - P(Y € dy)‘| o

2. LetU (z) = Inz then

dv dv
=1 + _ In — Y .
u(z,v)=Inx /deP’y (y)In Py (y)P(Y € dy)

Remark 20. u (x, v) represents the minimal value of the terminal utility for an insider
which is weakly informed on the functional Y. It will be shown later that we always
have

u(z,v) > U (z)

and that the equality takes place for v = Py-. Hence, it is perhaps more natural (but
of course equivalent) to define the value of the additional information as being

v(z,v) :=u(z,v)—U(x).

From an intuitive point of view, the more the anticipation is precise, the greater v (x, v/)
will be. For instance, in the case of a logarithmic utility, v (z, v/) is the relative entropy
of v with respect to Py-.
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Remark 21. We have the following interesting additivity property: If an insider is
weakly informed on two variables Y7 and Y5 which are independent under IP then

EN®v2 _ V1 gv2
and, again in the case of a logarithmic function

v(z, v @ue) =v(z,11) +v(x,1).

Value of the Weak Information in an Incomplete Market

We now turn to the case where the market is incomplete, i.e. we assume that .S does
not enjoy the PRP. Moreover, we make the following additional assumption on the
asymptotic elasticity of our utility function (see [34]):

. U'(x)
|
1y£risolip e

<1

This last assumption allows to use the classical duality methods (see [32] and [34]).

Theorem 20. (See [8]) For each initial investment x > 0,

M%w:j%(<ggéﬁ@mmnywm>+m>

dPy
dv '’

where

D= Pe M(9)}.

Proof. First fix Q € £¥, and let

ug(z,v) = sup EY
OcA(S)

U<x+/OT@u.dsu)].

According to Theorem 2.2 in [34], we have
~ [ dP
Uly— .

LI

Now, the optimal Q associated with a fixed P is given by & (Y)I?’, where £ = =-
Y

ug(z,v) = inf { zy + inf E
y>0 PEM(S)

We deduce that our function u is given by

u(z,v) = inf inf { zy+ inf E©
ﬁPTEM(S)y>O Qeev

Hence,
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. . Y
u(z,v) = inf  inf acy—HE EYU -
(@) y¥>0Pe Mm(5) { ( ) ( Y ) }
= inf inf {xy—i—]E {U (Y)) }
y>07meD
and we conclude with straightforward computations. a

Remark 22. We always have
u(z,v) >U(z).

Indeed, since U is a convex function, for ¢eDandy > 0,

L0 ) =0 )
and hence,
u(a,) 2 inf (17 () +a:y) —U(z).
Moreover, if 1 € D, i.e. there exists P € M (5) such that
P(Y € dy) = v (dy)
then
u(x,v)=U ().

It would be really interesting to know more about the quantity

inf /P T (yr (w)) v (du)

weD

which seems to be hard to evaluate, even in the simplest examples of incomplete
markets (Stochastic volatility models). Nevertheless, in the case Y = Sp, we can
deduce from the previous proposition the following inequality.

Proposition 8. Assume that P =R% and Y = St. Then we have for x > 0
u(x,u)z/ JUla+B-u)v(du)
(B7)

where « € Ry and § € R‘i are defined by
l‘f(Rjr)d U'(a+ B -u)v(du)
f(Rj—)d (a+ 8- w)U (a+f-u)v(du)

If(Rj—)d wU (a+ B -u)v(du)
Jiey (4 B0 U (at B-w)v (du)

=1

= 5.
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Proof. Let y > 0. Let us consider the convex functional

L:V— Ry U{+oo}
€ = foa U (56 (u) v (du)

defined on the convex set
v={ez0, [ cwvin=1 [ uvidn=so)
R ¢ R ¢
Since D C V, we have

ot ], D e ) v > ot | T (vt () ()

Now, because L is convex, in order to find the minimum of L on V, it suffices to find
a critical point. An easy computation shows that such a critical point £ must satisfy

J

*dn(u)y(du)zo, /R*dun(u)z/(du)zo.

0" (y€ () n(w) v (du) =0

* d
+

for all 7 such that

J

This implies

E(u) = iU’(a(yHﬂ(y)-U)

where o (y) € Ry and 3 (y) € R% are defined by

U'a(y)+6y)-u)v(du) =y

* d
Ry

/ uwU' (a(y) +B(y) w)v(du) =y So
R @
(see Remark 23 below). Hence

u(z,v) = nf (/R ﬁ(U’(a(y)+ﬂ(y)-U))V(dU)ery)7

y>0 d
il

but forall z > 0

U(U'(2) =U(2) —2U"(2),

hence

u(@v) 2 Inf (/ U(a(y)+ﬁ(y)~U)V(dU)—(a(y)+ﬁ(y)-u)y+xy>.

y>0
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The previous infimum is clearly attained for y > 0 such that
a(y)+pB(y) So==
which gives the expected result. O

Remark 23. o(y) and B(y) are well defined by the formulas above. Indeed, according
to a classical theorem of Hadamard, the application

a, B U'(a+ 8- u)v(du), wU (a+ B-u)v(du
( m(/(m)d ( )l >/(R*+)d ( )l >)

induces a diffeomorphism from (R% x (R%)%)\(0,0) onto itself because it is
proper with an everywhere non-singular differential. Moreover, since the function
y — aly) + B(y) - So maps intervals into intervals, there exists y such that

a(y)+0B(y) - So=uz.

4.2 Study of a Minimal Markov Market

In this section, we make a complete study of the market

(9, (F)rcr ()< IF’")

in a Markov setting. Precisely, we consider the case where .S is one-dimensional and
Y = St and we assume furthermore that there exist a bounded C'°° function with
bounded derivatives o : Ry — [a, +00[ (¢ > 0) and a P-standard Brownian motion
(Bt) << Whose filtration is F such that

dSt == StO' (St) dBt . 0 S t S T. (25)
From Theorem 15, we get:

Proposition 9. Under the minimal probability P,
St—so—i—/ 82 —lngp(uS du—l—/SJ w) A0y, 0 <t <T (26)

where 3 is a (F,P") standard Brownian motion and @ the solution of the partial
differential equation

dp 1 o2 _
E—&-f () = =0 27

associated with the limit condition

QD(T,SC) :f(x)
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After the study of the dynamics of the price process under P¥, we now turn to
optimal strategies. As it is shown in the next proposition, the optimal wealth process
and the corresponding strategy associated with the model (26) are Markovian. We
stress the fact that this is not the case in all generality, and that this property is once
again characteristic of the minimal probability P”. In fact, the following proposition
is a direct consequence of Theorem 19.

Proposition 10. In the market

(Q, (]:t)th ’ (St)th ’]PW)
the optimal wealth process (V;), <t< IS Markovian and can be written

‘/t = h(t)St)

o= (s (1) 50,

Remark 24. It is interesting to note that we can deduce from this that the optimal
proportion process is given by

where

Ht (I’) = St ™ (t, Sf)
where 7 solves the partial differential equation
or 10 ([ 5 4,07 10,45 4 2

This equation, called the Burgers equation is well-known in fluid mechanics and
particularly in aerodynamics (see [13]).

Let us now assume moreover that the volatility o is a strictly positive constant.
Hence
dSt =0 StdBt

which implies
2
St = SQ@UBt?%t

hence, by a change of variable, a weak information on St is equivalent to a weak
information on the functional B, precisely

Proposition 11. Under the minimal probability P¥,
dSt = O'StdBt s t<T (28)

where B satisfies

v2 _ (y—By)?
+oo (y—B, ye _(y Bt
f_oo ( L ) e2T ~ 2(T-1) I/(dy)

dB; = dt +dB;, t <T 29)

(y=By)?

32
[ H = )

0 being a (F,P) standard Brownian motion.
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For a complete study of the stochastic differential equation (29) (which enjoys the
pathwise uniqueness property), we refer to [S]. An immediate corollary of Proposition
10 is:

Proposition 12. In the market

(2. Fier+ (S)ier P)
the optimal wealth process is given by
Vi="h(t, B)

where B is defined by (29) and h given by

A z—y)?
h(t,y) (x)) ¢TI (.

- m/_j1<s<z>

We conclude this section with a particular case of the above market, precisely we
study the case where v is a Gaussian:
_(@=m)?
e 252
v(de) = ———dzx
V27s

withm € Rand s? < T In this case, B is a Gaussian process and then S a log-normal
process. Precisely, straightforward computations lead to

dSt = O'StdBt
where B satisfies
(s> =T) By +mT

dB; =
¢ (s2=T)t+ T2

dt + dp;.

Remark 25. For s> = T, we recover the Black and Scholes model

s,

t

= pdt + odf;

with
m
=0—.
=97
In this special and interesting case, all the computations can be made explicitly.

Proposition 13. Ler

the relative variance (§ = 0 corresponds to the Black and Scholes model). The
optimal proportion processes II; and the optimal expected utilities u (x,v) for the
utility functions U below are given as follows:
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1. Logarithmic utility U : |0, +o0[— R,  — Inz.

;= L0<t<T,

o 6t+T -~
1 m?
u(w,u)zlnm+§ 5—111(1—&—6)—&—? .

2. Power utility U : )0, +oo[— R, 2 — £~ o €]0, 1.

1 B
0B, +m 0<t<T

I, = - , ,
P ot +T(1—a)—adT’ ~

1—a

2o 1 l—a \ 2 am?
U(faV):a\/m(lié_a) eXp<2(T(1—a)—oz5T)>'

5 Modeling of a Weak Information Flow

In this last section, we give a framework to model a weak information flow. Precisely,
we study three cases:

1. The insider has a knowledge of all the conditional laws P (Y € dy | F;), 0 <
t<T.

2. Theinsideris allowed to update his weak information according to the information
he receives.

3. The insider is in the following position: At time ¢, he receives a weak information
about the price Sy 4¢, this anticipation being only valid for the infinitesimal time
dt and at ¢ 4 dt the investor receives some new information and makes a new
anticipation, and so on....

5.1 Dynamic Conditioning

In this section, we consider an insider who knows all the conditional laws of Y.
Precisely, with Y we associate a continuous F-adapted process (1/;) ;< of prob-
ability measures on P (assumed to be the conditional laws of Y under the effective
probability of the market) such that vy = Jy-.

We will assume that for 0 < ¢ < T, 1, admits an almost surely strictly positive
bounded density &; with respectto P (Y € dy | F) , i.e.

v (dy) =& (y)P(Y edy | Fr).
Remark 26. The terminal condition vy = Jy is equivalent to &7 = 1.

Let £ be the set of probability measures Q on {2 such that:

1. Qs equivalent to P
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2QY edy| F)=wn(dy),t<T.

In order to ensure that £ is non empty we have to make the following additional
assumption on v;.

Assumption 14 There exists a P(F) ® B(P) measurable process (X} )y <, and an
adapted d-dimensional semimartingale (At)ogt < such that: B

1. ForPy —a.e.ycePandfor0<t<T, 1<i,j<d

E (/Ot ()\g’i)Qd(AﬁAUu) < o0

2.
t
ve (dy) = vo (dy) + / (\'Py (dy)) dAs, t < T
0
3.
vy VS 5

In order to understand this, let us give a simple example of a sequence (v;)o<i<7
which satisfies this assumption. Assume that (S;)o<;<7 is a d-dimensional standard
Brownian motion and that

vi(dy) = qr—¢(St, y)dy
where (q;)o<¢<7 is the transition function of the diffusion with generator
1
L=0bxz)V+ §A

where b is a bounded smooth function whose all partial derivatives are also bounded.
In this case, it easily seen (by Itd’s formula) that our assumption holds with

N = VarT ot Y1, )

and .
At = St — / b(Su)du
0
Notice that in this case
& ={Q}

where Q is the probability equivalent to IP such that

t
S, — / b(Su)du
0

is a martingale under Q.

The following proposition characterizes the set £. Before we state it, recall that
a probability measure valued process (v;)o<i<7 is called a martingale, if for any
bounded and measurable function f, the process [, f(y)v(dy) is a martingale.
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Proposition 15. Let Q =D P a probability measure on {2 equivalent to P, then the
following assertions are equivalent:

i)Qe&”

ii) The measure valued process (V)<< is a F martingale under Q

iii) The process (D& (Y))g<< is a G martingale under P, where D, = E(D |
Fi) and where G is the initial enlargement of F by Y

iv) The process (At)g<,.p is a F martingale under Q.

Proof. i) = ii)
Let us consider Q €£&”.
Then for all bounded and measurable function f

B0 F) = [ S, 1<
which implies immediately ii).
i) = iii)
If (1)< ;< is @ F—martingale under Q then

EMD[G)=&Y)E(D|F), t<T.
Indeed, for all bounded and measurable function f,
B0 | F) = [ fmid). 1<

thus,

E(ll))tf(y)ft):/Pf(y)ft(y)P(YedM}'t),t<T

and so,
D
E (Dt FO) ﬂ) _E(f (V)& (V)| F), t< T

This means that for all bounded and F; — measurable functional F'

D
B( 5 f0)F) =B ()& (V)F). t<T
which provides
E(D|G) =& (Y)Dy, t <T,
so that the process (D& (Y)) << is a G martingale under P.
i) = 1) -
In this case, we have

E(D|G)=&(V)E(D|F), t<T
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which implies that for all bounded and measurable function f,

1v)<&il)
Immediate. O

The set £ is hence the set of martingale measures for A.

5.2 Dynamic Correction of a Weak Information
A Useful Convergence Lemma for SDE’s

Before, we define our framework for a dynamic correction of the weak information,
we state a lemma about the continuity (with respect to a suitable norm) of solutions
of stochastic differential equations with respect to the drift. This lemma will be used
in the following.

Let us consider a sequence of Borel functions

an : [0,T] x R - R4, neN

and let us also consider a Borel function o : [0, 7] x R — M, (R), where M (R)
is the space of d x d matrix.

We make the following assumptions. There exist non negative constants X; and
Ko such that for (¢, z,y) € [0,T] x R x R? andn € N

lan (t,2) = an (4 y)|| + llo (¢,2) — o (& y)|| < Kz =yl

and
lan (&) + llo (&, 2)]1* < Kz (1+ Jl2]1*)

Furthermore, we assume that the following pointwise convergence holds
Ap —>np—s+oo @

where a : [0,7] x R? — R? is a Borel function. Notice that we do not assume the
continuity with respect to ¢ of the functions a,.
Now we consider on a filtered probability space

(Q, (}-t)ogth ’P>

which satisfies the usual conditions and on which a standard d-dimensional Brownian
motion is defined, the sequence X", where (X "), -, is the solution of the stochastic
differential equation
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t t
X' =z + / an, (s, X2)ds + / o (s, X)) dWs.
0 0

We can note that the assumptions made on a,, and ¢ ensure the existence and the
uniqueness of such a solution. We have the following theorem.

Theorem 21. Under the above conditions, we have

lim IE( sup || X} —Xt||2) =0

n——+0oo 0<t<T

where (X;)o<, < is the solution of the stochastic differential equation

t t
Xt:xo—l—/ a(s,Xs)ds—I—/ o (s, Xs) dWs.
0 0

Proof. For notational convenience, we make the proof in dimension d = 1 but it
immediately extends to the d dimensional case. Since for z, y € R?

(@+9)" <2 (2 +17) (30)
we have fort € [0,T] andn € N
2
(Xpr— Xt)2 < 2 [fg (an (u, X7) — a (u, Xu))du}
2
+2 | (0 (u, X3) = 0 (u, X)) AW, |
Now, from Cauchy-Schwarz inequality and (30)

Uot (an (u, X7) —a(u, Xy,)) du] ’ < 2T fg (an (u, X) — ay, (u, Xu))2 du
+27 fot (an (u, Xu) — a (u, Xu))? du.

Thus,

[fot (an (1, X7) — a (u, Xy)) du]2 <oTK? [ (X" - X,)% du
+2T fot (an (u, X)) — a (u, Xy))” du.

On the other hand, from Burkholder-Davis-Gundy inequality, for 0 < ¢ < 7

) (&‘27 [/Ot (o (u, X3) — o (, X)) qu] 2>
< 4KPE (/OT (X7 - Xu)Qdu> |

Putting things together, we deduce the following estimation
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E (SupOStST (Xp — Xt)Z) < (2T + 8) K?E (fOT (X7 — X,)% du

t @31
+2TE (fo (an (u, Xa) — a (u, Xu))? du) .

We apply now Gronwall’s lemma to obtain

E ((Xg - XT)2> < 2T (2T + 8) K2eRTH+IKIT [T —QT+8)Kug, (y) du
+2TG,, (1)

where 6 ) ([ o 0 X~ a0 X0 )

The uniform linear growth assumption on a,, allows to use the dominated convergence
theorem which ensures first the following pointwise convergence

Gn —n—s+oo 0

A new use of the dominated convergence theorem in (31) gives the expected result,
re.for0<r<T

]E< sup (th _Xt)2) —n—+oo 0

0<t<r

This complete the proof. |

Dynamic Correction of the Weak Information Flow

In this section, we define a framework for a dynamic correction of the weak informa-
tion at each time ¢. The insider is allowed to update his weak information according
to the information he receives. The reasoning here is more pathwise oriented in the
spirit of the notion of minimal model (see subsection 3.1).

Here we shall assume that the dynamics of (S;), -, under the martingale mea-
sure [P are given by

t
S; = sp +/ diag (Sy) o (Sy) dW,, 0<t<T
0

where (W}), <, is a d-dimensional standard Brownian motion, s € (Rj_)d and o
a positive definite symmetric bounded C*° function with bounded partial derivatives
function satisfying
inf |loo™ (z)|| > a > 0.
zER?

Let us consider a sequence of subdivisions
Sn={0<tg<..<t; <..<t, =T}, neN*

of the time interval [0, T'], whose mesh tends to 0 when n — +oo.
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The idea now is to associate with Sp an o(S;,)—adapted random sequence
(V4:);—0. .n_q Of probability measures on P corresponding to an updating of the
weak information on S at time t;. This updating can come from the observation
of the prices in the time interval [0, ;] as well as the learning of a new information
on S7. Let us now try to construct a model for the price process which takes into
account these updatings. We shall furthermore assume that the insider has no other
information on the price process.

Attime ¢, the insider "learns” v, (which erases completely v;, , ) and constructs
a probabilistic bridge in the time interval [¢;, T'] which condition St to follow con-
ditionally to the past filtration F;, the law 14,. Since this anticipation is only valid
in the time interval [¢;, ¢;+1), according to Theorem 15 and Remark 18, the model is
given by

fos S, (1)

“ ~ sk~ ! pT*fi(Sfivy)
Su—St, :/ (0°9) (5) TS e
t; Rd Pr_s, (Sti,y) t, \ay

+/ o (SU) dWU,ti <wu <ty
t;
where (W;),.,<r is a d-dimensional standard Brownian motion and &(z) =
diag (z) o(z).

Putting things together, we obtain the following dynamics

t t
S, = s +/ (575) (o) an (v, S,) dv +/ 5(S,)dW,,0<t< T
0 0

where o g
01 ([ fua Mwi (dy)

an (v,8,) = Z G Lty i1y (0)

Pr—v(Sv,Y)
i=0 fRd Pr—t; (St;4y) v, (dy)

Notice now that the following pointwise convergence holds

Ap —>n—s+oo

where

[ Vpr_:(St,y) .
ap (t,x) = /]Rd 7])71% S0 0) ¢ (dy) .

Hence, if we are under the assumptions of Theorem 21, then

¢ ~ ok~ vafu
St = Sg + (U U) (Su) (Sua y) Uy (dy) du
0 Rd PT—u

t
+/ 5(S,)dW,,0<t<T (32)
0

is a model for the price process which takes into account the dynamic correction of
the weak information flow.
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An example of Dynamic Correction

Let us now assume that the dynamics of (St)<,, under P is given by
dSt = O'StdBt,O S t S T

where (B¢)«, < is a standard Brownian motion whose filtration is F and o a strictly
positive constant. With this model, we associated the two parameter Gaussian diffu-
sion
(32 — T) By +mT
(s2=T)t+ T2

m being a mean parameter and s a variance parameter (we recall that By ~
N (m7 52) ). This model is the model which has been introduced at the end of section
4.2.

With this two parameters model, it is natural to make the maximum likelihood
method on the time interval [0,¢] , ¢ > 0, in order to check our anticipation. This
gives after some straightforward computations the following estimators

T
my = ?Bt,

dB; =

dt + dp; (33)

and
s2=0.

Hence, we apply formally the dynamic correction procedure, we obtain thanks to (32)
B
dB; = Ttdt +dW,

which is a singular equation (Precisely, if B is a standard Brownian motion then the

natural filtration of
‘B
(Bt —/ SdS)
o $ t<T

completed by o (Br) is the natural filtration of (B;),.,~r , see [38] for further
details). This helps understand, that without any exogenous information on B (in
this case 14 is constructed only by observing the past of a Brownian motion), the
dynamic correction leads to a singularity.

Nevertheless, for a general process (¢ ), » the dynamic correction procedure
applied to the model (33) , gives according to 32

This equation implies something interesting, indeed it implies
t
E (s
E(B;) = (Tft)/ (7“)2(15, t<T
o (T—ys)

with p, = fR y v¢ (dy) . This corresponds to the natural intuition that at each time ¢ <
T, the tangent to the curve s — E (B;) hits the line s = T at the point (T, E* (1)) ,
a well-known phenomenon in physics which is related to the notion of caustic.
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5.3 Dynamic Information Arrival

Now, we would like to present in this short section a nice construction. We will not
be rigorous in order to make understand the main intuitions.

Here again, we consider the case where S is one-dimensional and assume fur-
thermore that there exist a bounded C*° function o : Ry — [a,+00[ (a > 0) and a
IP-standard Brownian motion (B;) ., Whose filtration is F such that

dSt = StO' (St) dBt, 0 S t S T.

Let us consider an insider who is in the following position: At time ¢, he receives
a weak information about the price S; 4, this anticipation being only valid for the
infinitesimal time dt and at ¢ 4 dt the investor receives some new information and
makes a new anticipation, and so on....

Such an insider tries hence to construct a probability measure P* on (2 such that

P* (Sitar € dy | Fr) = & (y) P (Sevar € dy | Ft)

y — & (y) being the F; —measurable function, corresponding to the weak infor-
mation that the investor receives at time ¢.

A canonical way to construct P* is the following: At time ¢, he learns the weak
information (S;y 4, &;) and constructs in the sense of Section 2 a probabilistic bridge
in the time interval [t,¢ + dt) which forces S;i 4 to follow conditionally to the
past filtration F; (which is not trivial contrary to the static case) the law v (dy) =
& (Y) P (Stgar € dy | Fi) . Let us see what it implies on P*.

Letus denote by o the functionz — zo () . Itis easily seen, from a representation
theorem, that we have

& (Seyar) =1+ & (Sy) 7 (Sy) dBy
(recall that it is assumed that &, is differentiable) because of the normalization
E (& (St+at) | F2) =1

Hence, for all test function f, we must have thanks to Itd’s formula (notice that

& (St) =1)

E* (f (Sivae) | Fi) = E(& (Sevar) f(Strar) | Fr)
= f(S))+ ' (S) & (S) T (Se)*dt + £ (Sy) 52 (Sy) dt

which implies that the semimartingale decomposition of S under P* is
S, = € (S;) 7 (S,)° dt + & (S¢) dB,

where (3 is a standard Brownian motion under P*.
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6 Comments

It seems that there are many advantages to the use of the weak approach instead of
the strong one in the modeling of information on financial markets. The first reason
is the robustness of this kind of modeling. Mathematically, it means that the map
v — P¥ is continuous in the weak topology (as soon as we have a continuous version
for the maps y — P (A |Y =y)). In practice, it means that a little modification
on the parameters of the model does not change completely the model. Of course
this robustness does not hold for initial enlargement of filtration. The second reason
is practical. Indeed, the weak approach generates simple models which are easy to
calibrate and to implement numerically. And finally, last but not least, the third reason
is theoretical. Indeed, it has been seen that the theory of initial enlargement of filtration
can be deduced from the weak approach by taking formally for v some anticipative
measures (precisely v = dy gives the enlargement F V o (Y))).
To conclude, it is important to stress the fact that more works need to be done.

1. On one hand, it would be very interesting to study more thoroughly some exam-
ples of incomplete markets, such as stochastic volatility models.

2. On the other hand, it would also be interesting to apply the present approach to
equilibrium price models in the spirit of [4] and [35]; for instance, given two
agents acting in the same market .S with different weak anticipations, what is the
equilibrium price of S?
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1 Dual Problems Made Easy

These lectures are all about optimal investment/consumption problems, usually with
some ‘imperfection’, such as transaction costs, or constraints on the permitted portfo-
lios, or different interest rates for borrowing and lending, or margin requirements for
borrowing, or even just incomplete markets. Some time ago, Karatzas, Lehoczky and
Shreve (1987), and Cox and Huang (1989) realised that the use of duality methods
provided powerful insights into the solutions of such problems, using them to prove
the form of the optimal solution to significant generalisations of the original Mer-
ton (1969) problem, which Merton had proved using (very problem-specific) optimal
control methods. These duality methods have become very popular in the intervening
years, and now it seems that when faced with one of these problems, the steps are:

(i) try to solve the problem explicitly;
(i1) if that fails, find the dual form of the problem;
(iii) try to solve the dual problem,;
(iv) if that fails, assume that investors have log utilities and try (iii) again;
(v) if that still fails, generalize the problem out of recognition and redo (ii);
(vi) write a long and technical paper, and submit to a serious journal.
As so often happens, when all the details are written up, it can be very hard to see

the main lines of what is going on, and I have to say now that with most of the papers
I have read in the literature, I find it easier to take the statement of the problem and

* Supported partly by EPSRC grant GR/R03006. It is a pleasure to thank my hosts at the
Workshop on Financial Mathematics and Econometrics held in Montréal, June 26-30, 2001,
under the auspices of CIRANO; particularly the organisers Jérome Detemple, René Garcia,
Rric Renault and Nizar Touzi, for a productive, enjoyable and stimulating week. Thanks are
also due to the other participants at the meeting for many illuminating discussions, and for
bravely turning up at the end of an already long day of lectures to hear the contents of these
talks!

P. Bank et al.: LNM 1814, R.A. Carmona et al. (Eds.), pp. 95-131, 2003.
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work out the dual form for myself than to try to follow the arguments presented in
the papers. This is not to say that the paper is redundant, but rather that one can very
quickly get to the form of the dual problem, even if proving that the dual and primal
problems have equal value remains a substantial task.

There is in fact a unified (and very simple) approach to find the dual form of the
problem which works in a wide range of cases'. We can think of this as the Pontryagin
approach to dynamic programming; or we can think of it in the ‘Hamiltonian’ lan-
guage of Bismut (1973), (1975) (see, for example, Malliaris and Brock (1982) for the
outline of the method; Chow (1997) also emphasises the efficacy of this approach).
To illustrate what I mean, let me now present the method applied to the very simplest
example.

Example 0. Suppose we consider an investor who may invest in any of n stocks and
in a riskless bank account generating interest at rate ;. Then the wealth process X
of the investor satisfies the dynamics

dXt = TtXtdﬁ + et(atth + (bt — ’f’tl)dt), Xo =, (1)

where all processes are adapted to the filtration of the standard d-dimensional Brow-
nian motion W, o takes values in the set of n x d matrices, and all other processes
have the dimensions implied by (1)2. The process 4 is the vector of amounts of wealth
invested in each of the stocks. The investor aims to find

swE| U(Xr) |, @

where T' > 0 is a fixed time-horizon, and the function U (+) is strictly increasing,
strictly concave, and satisfies the Inada conditions?.

Now we view the dynamics (1) of X as some constraint to be satisfied by X, and
we turn the constrained optimisation problem (2) into an unconstrained optimisation
problem by introducing appropriate Lagrange multipliers. To do this, let the positive
process Y satisfy*

dY; = Yi(B,dW; + audt), 3)

and consider the integral fOT Ys:dX. On the one hand, integration by parts gives

T T
/ YdX, = XrYr — XoY / X,dYs — [X, Y]z, @)
0 0

and on the other we have (provided constraint/dynamic (1) holds)

! ... but see Section 6.

2 So, for example, 1 is the column n-vector all of whose entries are 1.

3 limg o U'(x) = 00, limgteo U’ (2) = 0. For concreteness, we are assuming that X must
remain non-negative.

41t is not necessary to express Y’ in exponential form, but it turns out to be more convenient
to do this in any example where processes are constrained to be non-negative.



Duality Theory 97

T T T
/ Y, dX, = / Y,0;0,dW + / Yi{rsXs+ 05(bs —rs1)}ds. (5)
0 0 0

Assuming that expectations of stochastic integrals with respect to W vanish, the
expectation of fOT Y,d X, is from (4)

T
B[Xr¥r - XY~ [ Yoo X, + 0.0.5.)ds], ©
0

and from (5)

T
E[/ Yo {rs Xy + 0y (bs — rs1)}ds] )
0

Since these two expressions must be equal for any feasible X, we have that the
Lagrangian

t
AY) = XS%)HE[U(XT) +/0 Yo{rsXs +0s(bs —rs1)}ds

T
XrYr o+ Xo¥o+ [ Vi{auX, + 60,0}
0

— sup E [U(XT) — XrYr + XoYo
X>0,0

T
+/ Ys{rsXs + Gs(bs - 7"51) + asXs + Hso-sﬁs}ds] (8)
0

is an upper bound for the value (2) whatever Y we take, and will hopefully be equal
to it if we minimise over Y.
Now the maximisation of (8) over X7 > 0 is very easy; we obtain

AY) = Sup E [U(YT) + XoYp

T
+/ YS{TSXS + Hs(bs - Tsl) + asXs + Hsasﬁs}ds]y
0

where U(y) = sup,[U(z) — 2] is the convex dual of U. The maximisation over
X > Oresults in a finite value if and only if the complementary slackness condition

Te+a, <0 C)]

holds, and maximisation over 0 results in a finite value if and only if the comple-
mentary slackness condition

0s8s +bs —1rs1 =0 (10)

holds. The maximised value is then
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AY) :E[ﬁ(YT) +X0YO]. 11
The dual problem therefore ought to be
1§f AY) = lI}}fE {U(YT) + X0Y0i| , (12)

where Y is a positive process given by (3), where « and 3 are understood to satisfy the
complementary slackness conditions (9) and (10). In fact, since the dual function U ()
is decreasing, a little thought shows that we want Y to be big, so that the ‘discount
rate’ o will be as large as it can be, that is, the inequality (9) will actually hold with
equality.

We can interpret the multiplier process Y, now written as

t
Yi =Y, exp{—/ rsds}.Zy,
0

as the product of the initial value Yy, the riskless discounting term exp(— fot rsds),
and a (change-of-measure) martingale Z, whose effect is to convert the rates of return
of all of the stocks into the riskless rate. In the case where n = d and ¢ has bounded
inverse, we find the familiar result of Karatzas, Lehoczky and Shreve (1987), for
example, that the marginal utility of optimal wealth is the pricing kernel, or state-
price density.

The informal argument just given leads quickly to a candidate for the dual problem;
to summarise, the key elements of the approach are:

(a) write down the dynamics;
(b) introduce a Lagrangian semimartingale Y, often in exponential form;
(c) transform the dynamics using integration-by-parts;

(d) assemble the Lagrangian, and by inspection find the maximum, along
with any dual feasibility and complementary slackness conditions.

We shall see this approach used repeatedly through these lectures; it is a mechanistic
way of discovering the dual problem of any given primal problem.

How close to a proof is the argument just given? At first sight, there seem to be big
gaps, particularly in the assumption that means of stochastic integrals with respect to
local martingales should be zero. But on the other hand, we are looking at a Lagrangian
problem, and provided we can guess the optimal solution, we we should be able then
to verify it using little more than the fact that a concave function is bounded above
by any supporting hyperplane. So the argument would go that if we have optimal
X*, we would define the dual variable Y = U’(X7}.), and simply confirm that the
Lagrangian with this choice of Y is maximised at X *. However, there are problems
with this; firstly, we do not know that the supremum is a maximum, and we may have
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to build X* as a limit (in what topology?) of approximating X™; secondly, as we
shall soon see in a more general example, the marginal utility of optimal wealth is not
necessarily a state-price density. The simple heuristic given above comes tantalisingly
close to being a proof of what we want; we can see it, but we are in fact still separated
from it by a deep chasm. Getting across this still requires significant effort, though
later in Section 3 we shall build a bridge to allow us to cross the chasm - though even
this may not be easy to cross.

2 Dual Problems Made Concrete

Here are some further examples to get practice on.

Example 1. The investor of Example O now consumes from his wealth at rate c; at
time ¢, so that the dynamics of his wealth process becomes

dXt = TtXtdt + Gt(atth + (bf - ’I"f].)dt) - Ctdt, XO =T, (13)

His objective now is to find

T
supIE[/ U(s,cs)ds +U(T, Xr) }, (14)
0

where T > 0 is a fixed time-horizon, and for each 0 < s < T the function U (s, -) is
strictly increasing, strictly concave, and satisfies the Inada conditions.
EXERCISE 1. Apply the general approach given above to show that the dual problem
is to find
T ~ ~
inf A(Y) = i{l/fIE[/ U(s,Ys)ds + U(T, Yr) + XoYo), (15)
0

where Y is a positive process satisfying
dYy = Yy (B dWy + aydt), (16)
with
Qp = —Tt, Usﬁs +bs—1r1=0 (17
Example 2. (El Karoui and Quenez (1995)). In this problem, the agent’s wealth once
again obeys the dynamics (13), but now the objective is to find the super-replication
price, that is, the smallest value of x such that by judicious choice of # and ¢ he can

ensure that
Xt > B as,

where B is some given Fr-measurable random variable.

EXERCISE 2. Replacing the objective (2) from Example O by
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supE[uo(X7 — B)],

where ug(z) = —oo if & < 0, up(z) = 0if z > 0, show that the super-replication
price is
sup E[BYr(8)], (18)
BEBo

where Y; () is the solution to
dY; = Yi(—rdt + BdW,), Yo =1,

and By = {adapted (3 such that 058 + bs — rs = 0}.

Remark 1. This example shows that we need in general to allow the utility to depend
on w. The super-replication price (18) can equally be expressed as

T
sup E@[exp(f/ rsds) B,
QeMm 0

where M denotes the set of equivalent martingale measures.

Example 3. (Kramkov and Schachermayer (1999)). This example is the general form
of Example 0. In this situation, the asset price processes .S are general non-negative
semimartingales, and the attainable wealths are random variables X which can be
expressed in the form

T
0

for some previsible H such that the process X; = x + fot H,dS, remains non-
negative.

EXERCISE 3A. If X'(z) denotes the set of such random variables X, and if ) denotes
the set of all positive processes Y such that Y; X; is a supermartingale for all X €
X (x), show that the dual form of the problem is

sup E[U(X7)] = inf E[U(Yr) + xYo). (19)
XreX(x) Yey

EXERCISE 3B. (based on Example 5.1 bis of Kramkov and Schachermayer (1999)).
Consider a two-period model where the price process is (S, S1), with So = 1, and
Sy taking one of a sequence (), >0 of values decreasing to zero, with probabilities
(Pn)n>0- Suppose that zg = 2, 1 = 1, and suppose that

Po pn(l— )
NG > Z Y- (20)

n>1
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The agent has utility U(x) = /z, initial wealth 1, and his portfolio choice consists
simply of choosing the number A € [—1, 1] of shares to be held. If he holds A, his
expected utility is

EU(X1) =Y pavV/1— A+ Azp. Q21

n>0

Prove that his optimal choice is A = 1, but that U’(X7) is not in general a (multiple
of an) equivalent martingale measure:

E[U'(X7)(S1 — So)] # 0. (22)

Example 4. (Cuoco and Liu (2000)). This is an important example, generalising a
number of other papers in the subject: Cvitani¢ and Karatzas (1992, 1993), El Karoui,
Peng and Quenez (1997), Cuoco and Cvitani¢ (1998), for example. The wealth process
X of the agent satisfies

dXt = Xt |: Ttdt -+ Ty - {O’tth + (bt - Ttl)dt} + g(t,’f(’t)dt} - Ctdt, (23)

with Xy = z, where W is an n-dimensional Brownian motion, b, r, V = go®, V1
are all bounded processes, and there is a uniform Lipschitz bound on g: for some
7 < o0,
|g(t,l’,u)) - g(t,y,w)| < ’}/|.’E - y|

for all z, y, t and w. The only unconventional term in the dynamics (23) is the term
involving g, about which we assume:
(i) for each z € R"™, (t,w) — g(t, x,w) is an optional process;
(ii) for each t € [0,7] and w € 2, z — ¢(t,x,w) is concave and upper semi-
continuous.
(iil) g(¢,0,w) = 0 forall t € [0,T] and w € 2.

The agent has the objective of maximising

T
E{/ Uls, cs)ds + U(T, Xr) |, (24)
0

where we assume that for every ¢ € [0, T the map ¢ — U(t, c) is strictly increasing,
strictly concave, and satisfies the Inada conditions.

EXERCISE 4. Show that the dual problem is to find
T ~ ~
ir}}fIE{/ Ut,Y;)dt+U(T,Yr) +xYo] (25)
0

where the process Y solves
Y, Y, = Vo (red = b — ) - oodW — (re+ §(t, 1)) dt (26)

for some adapted process v bounded by ~, and where ¢ is the convex dual of g.
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Example 5. (Cvitanic and Karatzas (1996)). This is a simple example incorporating
transaction costs, where the holdings X; of cash and the holdings Y; of the sole share
at time ¢ obey

dXy = rXydt + (1 — e)dMy — (1+ 6)dLy — cydt, 27)
d)/t = Yrt((ftth + ptdt) — th + st, (28)

where M and L are increasing processes, with the usual uniform boundedness assump-
tions on o, p, o~ ! and r. The investor starts with initial holdings (Xo, Yp) = (x, ),
and chooses the pair (L, M) and the consumption rate ¢ so as to achieve his objective.
Suppose that this is to

supE[/OT Ulcs)ds + u(XT,YT)],

where we restrict to strategies lying always in the solvency region:

EXERCISE 5. By introducing Lagrangian semimartingales

d&y = & (adWy + fBedt),
dny = ne(ardWy + bedt),

show that the dual form of the problem is

T
inf E {/ U(t,&)dt + u(r,mr) + x8o + ymo |,
0
where the dual feasibility conditions to be satisfied are

By = —1¢
by = —pr — oray
1—E§27:§1+57

and U, @ are the convex dual functions of U, u respectively.

Remark 2. The Lagrangian semimartingales of this example are related to the dual
processes (Z°, Z') of Cvitanic and Karatzas by

Z) = Bi&,  Z{ = Sum,
where B is the bond price process, and S is the stock price process solving

dBt = Btdt, dSt = St(gtth + ptdt)
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Example 6. (Broadie, Cvitanic and Soner (1998)). This interesting example finds
the minimum super-replicating price of a European-style contingent claim with a
constraint on the portfolio process. Thus we are looking at the problem of Example
2, with the dynamics (23) of Example 4, specialized by assuming that o, b and r are
positive constants, and that g takes the form

g(t,z) =0 ifzxeC; =-c0 ifzgC,

where C'is some closed convex set. We suppose that the contingent claim to be super-
replicated, B, takes the form B = ¢(S) for some non-negative lower semi-continuous
function ¢, where S is the vector of share prices, solving

dsi = S [Z oy dWi + pidt|.
J

The interest rate r, volatility matrix ¢ and drift p are all assumed constant, and o is
square and invertible.

Exercise 6.  (Cvitanic and Karatzas (1993).) Show that the super-replication price
for B is given by
sup E[Yr(v)B],

where Y (v) solves (26) with initial condition Yy = 1.

3 Dual Problems Made Difficult

Example 5 shows us that a formulation broad enough to embrace problems with
transaction costs has to consider vector-valued asset processes; it is not sufficient to
consider the aggregate wealth of the investor. This can be done, and is done in Klein
and Rogers (2001), but in the present context we shall restrict ourselves to a univariate
formulation of the problem. This saves us from a certain amount of careful convex
analysis, which is not particularly difficult, and gives a result which will cover all the
earlier examples apart from Example 5.

The main result below, Theorem 1, proves that under certain conditions, the value
of the primal problem, expressed as a supremum over some set, is equal to the value
of the dual problem, expressed as an infimum over some other set. It is important to
emphasise that the Theorem does not say that the supremum in the primal problem
is attained in the set, because such a result is not true in general without further
conditions, and is typically very deep: see the paper of Kramkov and Schachermayer
(1999), which proves that in the situation of Example 3 a further condition on the
utility is needed in general to deduce that the value of the primal problem is attained.
The result presented here is at its heart an application of the Minimax Theorem, and
the argument is modelled on the argument of Kramkov and Schachermayer (1999).

To state the result, we set up some notation and introduce various conditions, a few
of which (labelled in bold face) are typically the most difficult to check. Let (S, S, )
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be some finite measure space, and let Lg(S, S, 1) denote the cone of non-negative
functions in L°(S,S, 1), a closed convex set usually abbreviated to L(}r. We shall
suppose that for each = > 0 we have a subset X () of L(jr with the properties

X1 X (z) is convex;
(X2) X(A\z) = AX(x) forall X > 0;
(X3) ifg € LY and g < f for some f € X (x), then g € X (z) also;
X4) the constant function 1 : s — lisin X,
where we have used the notation
X=]Jx@ =JzxQ) (29)
x>0 x>0
in stating (X4).
For the dual part of the story, we need for each y > 0 a subset Y(y) C Lg with the
property
(Y1) Y(y) is convex;

(Y2) foreachy > 0, the set Y(y) is closed under convergence in p-measure.
We introduce the notation

y=Jyw (30)

y=>0

for future use.
The primal and dual quantities are related by the key polarity property

XY) forall feXandy >0
sup /fg dp = inf zy
9€Y(v) ze¥(f)

where we have used the notation

U(f)={x>0:fecX()}

Properties (X2) and (X3) give us immediately that for any f € A’ there is some
&(f) > 0 such that

g/(f) = (f(f)voo) or [§(f),oo),

as yet, we do not know whether the lower bound is in ¥ ( f) or not, but we can say for
f € X(x) we must have £(f) < x. It also follows from (XY) that

/fg dn<wy feX(x)geVy). 31)

Using (X4), we see from (31) that in fact Y C Li.

IMPORTANT REMARK. We shall see in examples that often we take in (Y1) some convex
set Vo (y) of exponential semimartingales started from y, and it is in general not at all
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clear that the condition (Y2) will be satisfied for these. However, if we let ))(y) denote
the closure in L°(1) of Yy (y), this remains convex, now satisfies (Y2) by definition,
and by Fatou’s lemma

sup /fgdu= sup /fgdu,

g€V () g€Vo(y)

so all we need to confirm (XY) is to check the statements for g € Vy(y). There is of
course a price to pay, and that is that the statement of the main result is somewhat
weaker.

Finally, we shall need a utility function U : S x R — IR U {—occ} with the
basic properties
(Ul) s+ U(s,x) is S-measurable for all © > 0;

(U2) x> U(s,x) is concave, differentiable, strictly increasing, and finite-valued
on (0,00) for every s € S.

We shall without comment assume that the definition of U has been extended to the
whole of S x IR by setting U (s, z) = —oo if z < 0. Differentiability is not essential,
but makes some subsequent statements easier.

We also impose the Inada-type conditions:

as) if
en(s) = U'(s,m), (32)
we suppose that
en(s) =0 p—ae. (33)

as n — oo, and that there exists some ng such that

[len (o)l () < . 34
One consequence of this is that
U(s,z)/x =0 (x— o0), (35)

and another is that for any z > 0, the supremum defining the convex dual function U
is attained:

U(s,z) = ilipo){U(s,x) —xz}

= rilgéc{U(sw) —zz}. (36)

(U4) the concave function

u(h) = mf U(s, A)
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is finite-valued on (0, 00) and satisfies the Inada condition

. Ou
im — = oo;
A0 ON
Important remark® . We can in fact relax the condition (U4) to the simpler
(U4’) the concave function
A) = inf U(s, A\

u(h) = mf U(s, A)

is finite-valued on (0, o).

The reason, explained in more detail in Section 6, is that we can always approximate a
given utility uniformly to within any given € > 0 by one satisfying the Inada condition
at 0.

We impose one last (very slight) condition of a technical nature:
(US) there exists 1 € X, strictly positive, such that for all € € (0, 1)

U'(s,e9(s)) € L'(S, S, w);

Next we define the functions u : IR — [—00,00) and @ : RT — (—o0, 00] by

)= sup / Uls ds) 37)
fex(x)
and
a(y)= inf / 0 (s, 9(s))u(ds). (38)
geV(y)

To avoid vacuous statements, we make the following finiteness assumption:

(F) for some fy € X and gy € )V we have

/ U(s. fo(s))u(ds) > —oo,

/ 0 (s, go(5))u(ds) < oo

Notice immediately one simple consequence of (F) and (31): if f € X(x) and g €
V()

[0t 1) ntds) < [[ 065,506 = £5)9() | tas) +

/U (s,9(s)) p(ds) + zy. (39)

® Thanks to Nizar Touzi for noticing that the Inada condition at zero is unnecessary.
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Taking g = go in this inequality tells us that u is finite-valued, and taking f = fy
tells us that u is finite-valued.

Theorem 1. Under the conditions stated above, the functions u and u are dual:

a(y>::sg%[u(x)g,xy], (40)
u(e) = infl a(y) +ay |- (41)

Proof. Firstly, notice that part of what we have to prove is very easy: indeed, using
the inequality (39), by taking the supremum over f € X(x) and the infimum over
g € Y(y) we have that

u(y) = u(z) — xy (42)

for any non-negative x and y. The other inequality is considerably more difficult, and
is an application of the Minimax Theorem.
Define the function @ : X x ) — [—00, 00) by

2(f.9)= [[U(s ()~ £(5)9() ] i), @3
and introduce the sets
B, ={feLF(S,Sun):0< f(s) <nVs} (44)

Then B, is convex, and compact in the topology o(L>°, L'). We need the following
result.

Lemma 1. For each y > 0, for each g € Y(y), the map [ — &(f,g) is upper
semicontinuous on BB, and is sup-compact: for all a

{feB,:D(f,g) >a} isc(L>,L')-compact.

PrOOF. The map f — [ fgdu is plainly continuous in o(L>, L) on B, so it is
sufficient to prove the upper semicontinuity assertion in the case g = 0,

frv [ UG 1) nas).

Once we have upper semicontinuity, the compactness statement is obvious. So the
task is to prove that for any a € IR, the set

{feB, / wu(ds) > a}
— (MF € Bas [ Uls. £(5) + 0(6) lds) = o}

e>0
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is o(L>°, L')-closed. The equality of these two sets is immediate from the Monotone
Convergence Theorem and the fact that ¢» € X, and the fact that U (s, -) is increasing
for all s. We shall prove that for each € > 0 the set

N.={feB,: / U(s, f(s) + tb(s)) p(ds) < a)

is open in o(L>°, L'). Indeed, if h € B,, is such that

[ Us.(s) + 26(5)) ) =a =5 <.
we have by (U2) that for any f € B,
[ U (6) + ev(s) tas)
< [ [Uts.hs) + 05D + (£(5) = Bs)U (5. s) + 05)] )
a5+ [(F(5) = hsNU'(5,h(o) + £0(5)) )

Since U’ (s, h(s) + e(s)) € L1(S,S, i) by (U5), this exhibits a o(L>°, L*)-open
neighbourhood of h which is contained in V., as required. a

We now need the Minimax Theorem, Theorem 7 on p 319 of Aubin and Ekeland
(1984), which we state here for completeness, expressed in notation adapted to the
current context.

Minimax Theorem. Let B and Y be convex subsets of vector spaces, B being
equipped with a topology. If

(MM1) forall g €Y, f — ®(f,g) is concave and upper semicontinuous;
(MM?2) for some go € Y, f — D(f, go) is sup-compact;
(MM3) for all f € B, g — ®(f,g) is convex,

then
sup inf @ = inf sup @
sup Inf (f,9) = inf sup (f.9),
and the supremum on the left-hand side is attained at some f € B.
We therefore have

sup inf &(f,g)= inf sup &(f,g). (45)
feB, 9€EV(v) g€V (Y) feB,
From this,
sup inf &(f,g) = inf Un(s,9(s)) p(ds) = tn(y), (46)

feB, 9€V(Y) g€V (y)
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say, where
Un(s,z) = sup{U(s,x) —zz : 0 <z < n} 1 U(s, 2). 47)

Consequently, &, (y) < a(y).
Using the property (XY) going from the second to the third line, we estimate

Gn(y) = sup inf &(f,g) = sup inf / (U(s, £(5)) — F()g(s)}u(ds)

feB, 9€V(Y) feB, 9€YV ()

= sup | / Uls, F(6)utds) ~ sup / fo dy]

feBn ge€YV(y
= su U(s, f(s ds) — inf =
sup [ [ V(s s(s)utds) ~ int ]

= sup sup [/ Uls, f(s))p(ds) — my}

feBy ze¥ (f)

< sup sup | / s, £(s))(ds) — zy]

fEX zew ()

— sup sup )[ / s, £(5))(ds) — zy]

zeC feX(z

= fulo) — =

The @, (y) clearly increase with n, so the proof will be complete provided we can
prove that

lim @y, (y) = a(y), (48)

Suppose that g,, € Y(y) are such that

1) < [ O, 0())ilds) < o) 407", 49)
Using Lemma A1.1 of Delbaen and Schachermayer (1994), we can find a sequence

hn € conv(gn, Gnt1,---)

in Y(y) which converge p-almost everywhere to a function h taking values in [0, co];
because of (Y2), h € Y(y). Moreover, because of (X4) and (31), the limit must be
almost everywhere finite, and hence

lim / U (5. () pa(ds) = lim i ().

From the definition (32) of €, (s), it is immediate that

Un(S,Z) - U(sz) ify > f‘:n(s)'

One last fact is needed, which we prove later.
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Proposition 1. The family {U(s,e,(s) + g(s))™ : g € Y(y),n > ng} is uniformly
integrable.

Using these facts, we have the inequalities
() < [ O(s, () u(ds)

< liminf / U (s, en(s) + h(s)) u(ds)

n

< lim inf liminf/f](s,sn(s) + him(s)) u(ds)

n m>n

< lim inf liminf/ﬁm(s,sn(s) + hn(s)) p(ds)

n m>n

< liminf liminf/Um(s,hm(s)) w(ds)

n m>n

< a(y),

as required. O

PROOF OF PROPOSITION 1. The argument here is a slight modification of that of
Kramkov and Schachermayer (1999); we include it for completeness. Firstly, we
note that

—U(s,2) Eigfo{xz—U(s,x)}

IN

f{az—u(z)}
=Y(z),

say. We suppose that sup, ¥(a) = oo, otherwise there is nothing to prove, and let
¢ : (¥(0),00) = (0,00) denote its convex increasing inverse. We have

W) o fou'(ds)

lim = lim = lim
eoo T y—oo Y(y)  tlo t'(t) —u(t) o ftl su’(ds)

using the property (U4). Now we estimate
[ 00, eals) + ) tds) < [ olmas{0. v(ens) + 9(6)) ()
< o(Ou(S) + [ plw(en(s) + sl
—oOu(S) + [{eals) + gl)}u(ds).

This is bounded uniformly in g € Y(y), by (X4), (31) and (U3). |

There is a useful little corollary of this proposition.
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Corollary 1. For eachy > 0, there is some g € Y(y) for which the infimum defining
(y) in (38) is attained.

Differentiability of U implies strict convexity of U, which in turn implies unique-
ness of the minimising g.

ProoF. Take g,, € Y(y) such that

aly) < / 0 (5, gn(s))ps(ds) < ay) +n~". (50)

By again using Lemma Al.1 of Delbaen and Schachermayer (1994) we may sup-
pose that the g,, are p-almost everywhere convergent to limit g, still satisfying the
inequalities (50). Now by Proposition 1 and Fatou’s lemma,

i(0) < [ Us,gs))n(ds) < limint | U, g, (5)nlds) < o),

as required. The uniqueness assertion is immediate. o

4 Dual Problems Made Honest

So far, I have made a number of soft comments about how to identify the dual problem
in atypical situation, and have stated and proved a general abstract result which I claim
turns the heuristic recipe into a proved result. All we have to do in any given example
is simply to verify the conditions of the previous Section, under which Theorem 1 was
proved; in this Section, we will see this verification done in full for the Cuoco-Liu
example, and you will be able to judge for yourself just how ‘simply’ this verification
can be done in practice!
To recall the setting, the dynamics of the agent’s wealth is given by (23):

dXt = Xt |: Ttdt + Ty - {O’tth + (bt - Ttl)dt} + g(t,’ﬂ't)dt} - Ctdt, (51)

with Xy = x and where the processes b, r, V = oo T, V! are all bounded processes,
and there is a uniform Lipschitz bound on g: for some v < oo,

lg(t, z,w) — g(t,y,w)| < v|z —y|

for all z, y, t and w. The function g is assumed to be concave and vanishing at zero
in its second argument, and the agent aims to maximise his objective (24):

T
E{/ Uls, cs)ds + U(T, Xr) |, (52)
0

where for every ¢t € [0, T] the map ¢ — U(t, ¢) is strictly increasing, strictly concave,
and satisfies the Inada conditions.
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We believe that the dual form of the problem is given by the solution to Exercise
4, namely, to find

T
ing{/ U(t,Y,)dt + U(T,Yr) + zYy (53)
0

where the process Y solves
Y, Y, = Vi (rel — by — 1vy) - 0 d Wy — (re + §(t, 1)) dt (54)

for some adapted process v bounded by ~, and where g is the convex dual of g.
Now we have to cast the problem into the form of Section 3 so that we may apply
the main result, Theorem 1. For the finite measure space (5, S, 1) we take

S=100,T]x 2, S=0[0,T], p=(Leb[0,T]+ or)xP,

where O[0, T is the optional® o-field restricted to [0, T]. The set X () is the collection
of all bounded optional f : S +— IR such that for some non-negative (X c) satisfying
(51), for all w,

ftw) <clt,w), 0<t<T), f(T,w) < X(T,w). (55)

Remark 3. The assumption that f is bounded is a technical detail without which it
appears very hard to prove anything. The conclusion is not in any way weakened by
this assumption, though, as we shall discuss at the end.

Next we define Vi (y) to be the set of all solutions to (26) with initial condition
Yy = y. From this we define the set Jy(y) to be the collection of all non-negative
adapted processes h such that for some Y € Y, (y)

h(t,w) <Y (t,w) p-almosteverywhere.

Finally, we define a utility function ¢ : S x IR™ + IR U {—o0} in the obvious
way:
o((t,w),z) =U(t, ),

and we shall slightly abuse notation and write U in place of ¢ henceforth.
We have now defined the objects in terms of which Theorem 1 is stated, and we
have to prove that they have the required properties.

(X1) If (X1, ct) and (X2, c?) solve (51) with portfolio processes 7! and 72, say,
taking any 1 = 1 — 0 € [0, 1] and defining

6 That is, the o-field generated by the stochastic intervals [r, co) for all stopping times 7 of
the Brownian motion. See, for example, Section V1.4 of Rogers and Williams (2000).
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X =0'X"+6°X",
=0 4622,
Orml X1 + 9272 X2
X

Bl
I

we find immediately that
X, = X, { rdt + 7, - {0 dW, + (b — rd)dt} + g(t, 7,)dt — Wyt } — &t

where
Wy = g(t,m) — {WX}g(t,w%) +60*XZg(t, m7) }/X >0,

using the concavity of g. It easy to deduce from this that
X —X; >0, 0<t<T,
where X * is the solution to
dX; = X} [ rodt + 7, - {ondWy + (b — ri1)dt} + g(t, 7,)dt | — ey,

starting at x. Hence (X*, €) solves (51) with portfolio 7, and the convex combination
(X,¢) isin X(x). Hence X (x) is convex.

(X2) and (X3) are trivial.

(X4) By taking m = 0, and using the fact that r is bounded, we see from the dynamics
(23) that for some small enough ¢ > 0 we can achieve a constant consumption stream
¢; = ¢ with terminal wealth X > ¢. This establishes (X4).

(Y1) The proof of convexity of V(y) is analogous to the proof of property (X1).

(Y2) Because of the global Lipschitz assumption on g, it can be shown that in fact
Yo(y) is closed in LO(u) for all y > 0; see Klein and Rogers (2001) for details.
Hereafter, J(y) will be defined to be the closure in L°(p) of Vy(y); they are equal,
but no use will be made of this fact.

The properties of the utility, and the finiteness assumption are as quickly dealt
with: properties (U1) and (U2) are evident, while the remaining properties must be
checked on each particular case. For example, if the utility has separable form

Ul(s;c) = h(s)f(c)

then provided h is bounded, and f is strictly increasing, concave and satisfies the
Inada conditions, the conditions (U3)—(U5) are satisfied. For the finiteness condition
(F), we must once again check this for each particular case.

(XY) So far so good; now the work begins. The heart of the proof lies in estab-
lishing the duality relation (XY) but in reality only one half of (XY) presents any
challenges.

If (¢, X)) solves (51) and if Y solves (53), then using Itd’s formula gives us
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d(X:Yy) = X Yi{m - o0 dWy + (rel — by — 1) - 0y HdW,
+(=m v + g(t, ) — g(t, l/t))dt} — ¢ Yedt
= Xt}/t[(g(t,ﬂ't) — Tt - Vg — g(t, Vt)]dt — Cthdt, (56)

where the symbol = signifies that the two sides differ by a local martingale. From
this, using the definition of g, we conclude that

t

XY + / Yscs ds  is a non-negative supermartingale,

0
which leads immediately to the inequality
T
XoYo > E| / Yie, ds + XrYe).
0

Thus we have half of (XY); if f € X(x), then
sup /fh dp < zy,

heY(y)

and so

su hdu < inf zv.
heyI()y)/f M*xewf) Y

Remark 4. If we took any f dominated as at (55), but not necessarily bounded, the
above analysis still holds good, and [ fh du < zy forall h € Y(y).

What remains now is to prove that if f € X and

sup /fhd,uzfgx 57
hey(1)

then f € X'(z), for which it is evidently equivalent to prove that f € X' () in view
of (X2). Notice the interpretation of what we are required to do here. It could be that
the given f € X’ were dominated as at (55) by some (¢, X') which came from a very
large initial wealth x(, but that the value £ were much smaller than zy. What we now
have to do is to show that the consumption plan and terminal wealth defined by f can
actually be financed by the smaller initial wealth &.

The argument requires three steps:

Step 1: Show that the supremum in (57) is attained at some Y* € Yy (1):
T
ek [ Vit vis) (58)
0

Step 2: Use the Y* from Step 1 to construct a (conventional) market in which the
desired consumption stream and terminal wealth f can be achieved by replication,
using investment process 7* with initial wealth &;
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Step 3: By considering the process v related to 7* by duality, show that in fact the
investment process 7* replicates f in the original market.

Here is how the three steps of the argument are carried out.

Step 1. We prove the following.

Proposition 2. There exists Y* € Y(1), with corresponding process v* in (54), such
that

T
= E / Y2 f, ds+ frYi). (59)
0

ProoF. There exist processes (") bounded by the constant ~ such that if Y (") is the
solution to (54) using v = v(") with initial value 1, then

T
E| / Y f, ds + frYiY] > € —27m, (60)
0
We need to deduce convergence of the (") and the Y ("), Using once again Lemma
Al.1 of Delbaen and Schachermayer (1994), we have a sequence
(™ e Conv(y(")7 p Y )

which converges ji-a.e. to a limit v*, since all the (™) are bounded. Now because
of the boundedness assumptions, and because g > 0, it is obvious from (54) that the
sequence Y (") is bounded in L2, and so is uniformly integrable. Using the fact that
f was assumed bounded, we deduce the convergence in (60). O

Step 2. Write the dual process Y * in product form as

* * Q% i 1 ' ' *
Yy =27/ B, EGXP(/ s - dWs — 5/ |a]? ds).exp(—/ Ty ds)
0 0 0
where

’(/)t = O't_l(’r‘tl — bt — I/:),
ry =1+ gt vy).

By the Cameron-Martin-Girsanov theorem (see, for example, Rogers and Williams
(2000), IV.38), the martingale Z* defines a new measure P* via the recipe dP* =
Z7 dP, and in terms of this

AW, = dW; + ydt

where W* is aP*-Brownian motion. The term (3* is interpreted as a stochastic discount
factor, and the equality (59) can be equivalently expressed as

T
‘= E*[/O B ds + B fr].
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The bounded P*-martingale

T
MEE{A@ﬁ%+%h

7

t T
:/ﬁ:fsds—i—IE*[/ B%fs ds + By fr
0 t

7

has an integral representation

t
:§+/ Os - dW;
0

for some previsible square-integrable integrand 6 (see, for example, Rogers and
Williams (2000), IV.36). Routine calculations establish that the process

t
mszA@ﬁmm

satisfies
dX* = t[ dt+7Tz<'O'tth*] —ftdt
= Xt*[ st +mp - oy AWy + mp - (by — 1+ v )dt] — frdt
X, [rdt + m) - {op dWy + (by — r1)dt} + g(t, 7)) dt + e dt] — fdt
t*[dZt/Zt + Etdt] ftdt, (6])

where we have used the notations

m = (o )70/ (8 X)),
er = g(t,v)) —glt, ) + 7 v >0,
dZt = Zt [Ttdt + 7'(';;< . {O't th + (bt — Tt].)dt} + g(t, F:)dt] .
We have moreover that X = £ and X} = fr, so provided we could show that €
were zero, we have constructed a solution pair (¢, X) to (51) for which ¢s = f5 for

0 < s < T,and X7 = fr; we therefore have the required conclusion f € X (&)
provided € = 0.

Step 3. The goal is now clear, and the proof is quite straightforward. If we construct
the process X as solution to

dXi = Xi(dZi/Zt) — frdt, Xo =&,
then we have from (61) that
d(X; — X)) = (X] — Xp)dZi ) Zy + e, X[ dt

and hence
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t
0

In particular, since X * is a bounded process, — X is bounded below by some constant.
Now take’ a process v such that for all ¢

g(t,ve) = g(t, i) — =} - vy,

and form the process Y € )(1) from v according to (54); because of the boundedness
of r, b, and v, Y is dominated by an integrable random variable. Repeating the
calculation of (56) gives us

d(X:Yy) = =Y, fudt;

thus —X,;Y; — fot Y, fs ds is a local martingale bounded below by an integrable
random variable, therefore a supermartingale. Hence

- T
¢E<E / Y fs d3+YTXT:|
L Jo

r T
<E / Y, fs ds + YTXﬂ (63)
LJO

r T
_E / Yof, ds + YTfT}
LJO
<¢ (64)

where inequality (63) will be strict unless fOT €s ds = 0 almost surely, from (62), and
(64) is just the definition of £. The conclusion that

*

g(t,y;/k) :g<t77rt*) - Ty 'Vzk

p-a.e. now follows, and so f € X' (€), as required. a

Remark 5. We have assumed that X' (x) consists of bounded processes, and have used
this boundedness hypothesis in several places. Some such boundedness restriction
does appear to be needed in general; however, we expect to argue at the end that no
real loss of generality has occurred. For example, in this situation if we were to have
taken the larger feasible set X'() to be the set of all optional processes f dominated
by some (¢, X) solving (51), not just the bounded ones, then the new value

i) = s [ U f(s)n(ds)
feX(z)

T If § is strictly convex, there is no problem, as the value of # is unique. More generally we
need a measurable selection, but we omit further discussion of this point. In any case, the
function g can be uniformly approximated above and below by smooth concave functions,
and the result will hold for these; see Section 6 for further discussion.
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certainly is no smaller than the value u(z) we have been working with. But as we
remarked earlier, for any f € X(z) and h € Y(y),

/fhdus:cy,

and the inequality analogous to (42) holds:

u(y) = u(x) — xy,

since the argument leading to (39) works just as well for f € X(z). We therefore
have
u(y) = a(x) —zy > u(z) — zy;

taking the supremum over x, the two ends of these inequalities have been proved to
give the same value, so the result holds good for u as well.

5 Dual Problems Made Useful

If duality can only turn one impossible problem into another, then it is of no practical
value. However, as I shall show in this Section by presenting in full the analysis of
the problem of Broadie, Cvitanic and Soner (1998), there really are situations where
duality can do more than ‘reveal the structure’ of the original problem, and can in fact
lead to a complete solution.

For this problem, introduced in Section 2, it turns out to be more convenient to
work with log prices. Since the original share prices satisfy

dsi = Si |3 oiydWi + pdt],
J

the log prices X} = log S; satisfy
dX} = o,;dW] + bidt, (65)

where b; = p; — a4 /2,a = oo™, and we use the summation convention in (65). We
further define

P(X) =logp(e™),

so that the aim is to super-replicate the random variable B = exp(¢(Xr)). According
to the result of Exercise 6, we must compute

sup E[Yr(v)B], (66)

where Y (v) solves

Y[ldYt = 0_1(r1 —p— Vt) - dWy — (T + g(ut))dt
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with initial condition Yy = 1. But the dual form (66) of the problem can be tackled
by conventional HJB techniques. Indeed, if we define

f(t, X)—sup]E{};t((:)) B‘Xt:X],

then for any process v we shall have
2zt = Yi(v)f(t,X;) is asupermartingale, and a martingale for optimal v. (67)
Abbreviating Y (v) to Y, the It6 expansion of z gives us
dzy = Y[ LF(t, Xp) = (r+ Gve)) f(t, Xo) + V (£, Xe) - (11 — p—vy) ] dt,

where L is the generator of X,

0]

L= ot’

DN | =

and D; = 0/0x;. The drift term in z must be non-positive in view of the optimality
principle (67), so we conclude that

0 =sup[ LF(t,X0) = (r+3(w)f (8, Xo) + VI(t,X0) - (11 = p—v) ]

= ‘Cf(ta Xt) + Vf(taXt) : (Tl - ) - Tf(t Xt)
—f(t, Xo) inf{g(v) + V(log f)(t, Xi) - v/}

= Lf(t,Xe) + VIt Xe) - (r1 = p) = rf(t, Xe) = f(E, Xi)g(V(log f)(E, X1)).
For this to be possible, it has to be that
V(log f)(t,x) € C forall (¢,x), (68)
and the equation satisfied by f will be
0= Lof(t, X) —rf(t,X),

where Lo = L + (r — ay;/2) D; is the generator of X in the risk-neutral probability.
Thus f satisfies the pricing equation, so we have®

ft,2) = E* [exp(¢(X7)) | X; = 2] (69)
for some function 1& such that
F(T,2) = exp(v(x)).

In order that we have super-replicated, we need to have zﬁ > 1), and in order that the
gradient condition (68) holds we must also have

8 ... using P* to denote the risk-neutral pricing measure ...
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Vi(z) e C V. (70)

What is the smallest function 1,2 which satisfies these two conditions? If a function g
satifies the gradient condition (70) and is at least as big as 1 everywhere, then for any
x and z’ the Mean Value Theorem implies that there is some z”” € (x, ') such that

tho(x) — (') = (z — a') - Vo (a")

Yo(@) 2 (@) + inf ( — 2') -

= (') — 6(x — '),

where 0(v) = sup{—=z-v : © € C}isthe support function of C' Taking the supremum
over z’, we learn that

Yo(z) > ¥ (z) = sgp{w(af —y) —0(y)}

Now clearly ¥ > 1) (think what happens when y = 0), but we have further that ¢
satisfies the gradient condition (70). Indeed, if not, there would be = and 2’ such that

U(z') > ¥(z)+sup(z’ — ) - v
velC

=V(z) +6(x — ).
However, using the convexity and positive homogeneity of §, we have
v(a') = Sl;p{lb(w' —y) =)}
=sup{y(z —2) — 6(' —z + 2)}
= s;p{i//(sc —2)=0(2)+0(2) — (2’ —x+2)}
< lI/Z(x) +6(x —2),

a contradiction.

This establishes the gradient condition (68) for ¢ = T', but why should it hold for
other ¢ as well? The answer lies in the expression (69) for the solution, together with
the fact that X is a drifting Brownian motion, because for any h we have

(f(t,a: +h)— f(t,x))
bl f(t,x)
E*| |h| = (exp(Y(Xp + x + h)) — exp(p(Xp + 2))) | X =0]
E*[exp(t(Xr + ) | X = 0]
[vw(XT + ) exp(¢ (XT + 1)) | X; =0]
[exp(i/;(XT +x) {Xt = O]
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as |h| — 0 under suitable conditions. The final expression is clearly in C, since it is
the expectation of a random vector which always takes values in the convex set C'.

Remark 6. For another example of an explicitly-soluble dual problem, see the paper
of Schmock, Shreve and Wystup (2001).

6 Taking Stock

We have seen how the Lagrangian/Hamiltonian/Pontryagin approach to a range of
constrained optimisation problems can be carried out very simply, and can be very
effective. The recipe in summary is to introduce a Lagrange multiplier process, in-
tegrate by parts, and look at the resulting Lagrangian; the story of Section 1 and the
examples of Section 2 are so simple that one could present them to a class of MBA
students. However, mathematicians ought to grapple with the next two Sections as
well, to be convinced that the approach can be turned into proof.

What remains? There are many topics barely touched on in these notes, which
could readily be expanded to twice the length if due account were to be taken of
major contributions so far ignored. Let it suffice to gather here a few remarks under
disparate headings, and then we will be done.

1. Links with the work of Bismut. Bismut’s (1975) paper and its companions rep-
resent a remarkable contribution, whose import seems to have been poorly digested,
even after all these years. The original papers were presented in a style which was
more scholarly than accessible, but what he did in those early papers amounts to the
same as we have done here. To amplify that claim, let me take a simple case of his
analysis as presented in the 1975 paper, using similar notation, and follow it through
according to the recipe of this account. Bismut takes a controlled diffusion process’

de = o(t,x,u)dW + f(t,x,u)dt

with the objective of maximising

T
]E/ L(t,z,u) dt.
0
The coefficients o, f and L may be suitably stochastic, « is n-dimensional, W is
d-dimensional, u is g-dimensional. By the method advanced here, we would now
introduce a n-dimensional Lagrange multiplier process'®

dp = bdt + HAW

and absorb the dynamics into the Lagrangian by integrating-by-parts; we quickly
obtain the Lagrangian'!

% For economy of notation, any superfluous subscript ¢ is omitted from the symbol for a
process.

10 Bismut’s notation. H is n x d.

1 For matrices A and B of the same dimension, (A, B) is the L*-inner product tr(ABT).
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T T
A:E/O L(t,x,u)dt—[p-x}g—k/o (x-b+ (H,o(t,z,u))) dt

+/0Tp-f(t,x,u) dt}

T
=E PO'l"o—pT-xT-i-/ (m-b—l—?—[(t,x,u))dt],
0

where the Hamiltonian H of Bismut’s account is defined by
H(t, @, usp, H) = L(t, x,u) +p- f(t2,u) + (H, ot z,u))).

Various assumptions will be needed for suprema to be finite and uniquely attained,
but our next step would be to maximise the Lagrangian A over choice of u, which
would lead us to solve the equations

oH

7 —
ou ’
and maximising A over x would lead to the equations
oH
b X
oz ’
pr = 0.

These are the equations which Bismut obtains. The final section of Bismut (1973)
explains the relation between the solution obtained by the Lagrangian approach, and
the (value-function) solution of the classical dynamic programming approach.

2. Does this dual approach work for all problems? The answer is ‘Yes’ and ‘No’,
just as it is for the standard dynamic programming approach. We have seen a number
of problems where the dual problem can be expressed quite simply, and generally
this is not hard to do, but moving from there to an explicit solution can only rarely be
achieved!? (indeed, just as in the standard dynamic programming approach, where it
is a few lines’” work to find the HIB equation to solve, but only rarely can an explicit
solution be found.)

During the workshop, Nizar Touzi showed me uncomfortably many examples for
which the dual approach described here offered no useful progress; as he stressed,
problems where the control affects the volatility of the processes are usually difficult.
Here then is an interesting and very concrete example which seems to be hard to deal
with.

Example. An investor has wealth process X satisfying

dXt = thSt, XO =,

where 60, is the number of shares held at time ¢, and .S; is the share price process
satisfying

12 But Chow (1997) proposes methods for approximate numerical solution if all else fails.
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v
dS:/Sy = ——dW;, Sp=1
t/ t N — Ht ts 0 )
where v > 0 and N > 0. The modelling idea is that there are only /N shares in total,

and that as the number of shares held by the rest of the market falls, the volatility of
the price increases. The agent’s objective is to maximise

E[U(Xr — S7)].

Introducing Lagrangian semimartingales d§ = £(adW + bdt) for the dynamics of
X and dn = n(adW + (dt) for the dynamics of S, we form the Lagrangian in the
usual fashion:

0vS
7 dt)

T T
AsupE[U(XTST)([Xg]OT/O ngdtf/o €

T
anvs dt]
. N_0

T
Syl — SnB dt —
+[Snp /0 np dt

T
~ S
— sup |0 er) + Xago ~ mo+ | 5 (a0~ 93N — 6) — ) at
0 _
(71)
=E {U@T) + Xo&o — 77050}
provided that the dual-feasibility conditions
§r =nr
b=0
an > Na
va+ NGB >0

are satisfied. The last two come from inspecting the integral in (71); if the bracket was
positive for any value of 6 in (0, V), then by taking .S arbitrarily large we would have
an unbounded supremum for the Lagrangian. The form of this dual problem looks
quite intractable; the multiplier processes are constrained to be equal at time 7', but
the bounds on the coefficients of £ and 7 look tough. Any ideas?

3. Links to the work of Kramkov-Schachermayer. Anyone familiar with the paper
of Kramkov and Schachermayer (1999) (hereafter, KS) will see that many of the
ideas and methods of this paper owe much to that. The fact that this paper has not
so far mentioned the asymptotic elasticity property which was so important in KS is
because what we have been concerned with here is solely the equality of the values
of the primal and dual problem; the asymptotic elasticity condition of KS was used at
the point where they showed that the supremum in the primal problem was attained,
and this is not something that we have cared about. The paper KS works in a general
semimartingale context, where the duality result (XY) are really very deep; on the
other hand, the problem considered in KS is to optimise the expected utility of terminal
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wealth, so the problem is the simplest one in terms of objective. It is undoubtedly
an important goal to generalise the study of optimal investment and consumption
problems to the semimartingale setting; it was after all only when stochastic calculus
was extended from the Brownian to the general semimartingale framework that we
came to understand the rdle of key objects (semimartingales among them!). Such an
extension remains largely unfinished at the time of writing.

4. Equilbria. From an economic point of view, the study of the optimal behaviour of
a single agent is really only a step on the road towards understanding an equilibrium
of many agents interacting through a market. In the simplest situation of a frictionless
market without portfolio constraints, the study of the equilibrium is quite advanced;
see Chapter 4 of Karatzas and Shreve (1998). However, once we incorporate portfolio
constraints of the type considered for example by Cuoco and Liu (2000), it become
very difficult to characterise the equilibria of the system. There are already some
interesting studies (see Section 4.8 of Karatzas and Shreve (1998) for a list), but it is
clear that much remains to be done in this area.

5. Smoothing utilities. In a remark after stating property (U4), I said that the Inada
condition at zero was not really needed; the reason is the following little lemma,
which shows that we may always uniformly approximate any given utility by one
which does satisfy the Inada condition at 0.

Lemma 2. Let C' be a closed convex cone with non-empty interior, and suppose that
U:C — R*U{—cc} is concave, finite-valued on int(C'), and increasing in the
partial order of C. Assume that the dual cone C* also has non-empty interior. Then
for any ¢ > 0 we can find U.,U¢ : C — IR* U {—o0} such that

Ulx) —e<Ux) <U(z) <U°(z) <U(x) +e¢

Sor all x € int(C), and such that U, US, are strictly concave, strictly increasing,
differentiable, and satisfy the Inada condition for any x € int(C')

%, .0 .
lﬂgl EU()\x)z—&-oo:lﬂ% aU (A\z).

PrROOF. Suppose that {z1,...,24} C C is a basis, and that {y1,...,y4} C C*isa
basis. Now the functions

iy (y) =Uly) + exp( Z\/T)

i) = 00 + 5o - Z\/T) y

which sandwich U to within & /2, are strictly decreasing in y, and are strictly con-
vex. The dual functions, u., are therefore differentiable in int(C'), increasing, and
sandwich U to within £/2. They may fail to be strictly concave, but by considering
instead
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i 0) = wsa) + {1 - exp(—;mm

€
u__(z) =u_(z) — 5 exXP < Z NTE y)
Jj=1
we even have the strict concavity as well, and the Inada condition is evident. O
Remark 7. The assumption of non-empty interior for C'is not needed; if the interior
is empty, we simply drop down to the subspace spanned by C, in which C' has non-
empty relative interior, and apply the Lemma there. If C' contained a linear subspace,
then because U is increasing in the order of C, it must be constant in the direction of

that subspace, and we can drop down to the quotient space (which now contains no
linear subspace) and work there instead.

7 Solutions to Exercises

SoLuTION TO EXERCISE I. Expressing the expectation of fOT Y,d X in the two ways,
we get (assuming that the means of stochastic integrals dWW are all zero)

T
B[Xr¥r - XoYo— [ Yi{ouX, + 0.0.5.)ds], 72)
0
and
T
E{/ Yo{rsXs + 0s(us —rs1) — cs}ds}. (73)
0

The Lagrangian form now is

T
AY) = ng% QE{/O U(s,cs)ds

t
+U(T, Xr)+ / Yi{rs Xs + 0s(us —rs1) — csbds
0
T
- XTYT + XO}/O + / }/s{asXs + esasﬁs}ds}
0

T
— sup E {/ {(U(s,¢5) — Yoes}ds + U(T, X1) — X1V + XoYo
X,c>0,60 0

T
+ / Yrs{rsXs + es(us - 7’51) + asXs + 950365}d8:| . (74’)
0

Now the maximisation of (74) over ¢ > 0 and X > 0 is very easy; we obtain
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T
AY) = XS%)GE[/O U(s,Yy)ds + U(T,Yr) + XYy

T
[ VX 0t = ) 4 X+ 05,
0

where U (s, ) = sup, [U(s, z) — zy] is the convex dual of U. The maximisation over
X > Oresults in a finite value if and only if the complementary slackness condition

re +a, <0 (75)

holds, and maximisation over 6 results in a finite value if and only if the comple-
mentary slackness condition

Usﬁs + ps — rs1 =0 (76)

holds. The maximised value is then
T ~ ~
A(Y)=E [/ U(s,Ys)ds + U(T, Yr) + XOYO} : an
0

The dual problem is therefore the minimisation of (77) with the complementary slack-
ness conditions (75), (76). But in fact, since the dual functions U (t,-) are decreasing,
a little thought shows that we want Y to be big, so that the ‘discount rate’ o will be
as large as it can be, that is, the inequality (75) will actually hold with equality. This
gives the stated form of the dual problem.

SOLUTION TO EXERCISE 2.  We use the result of Example 0. Since the dual function
ug of ug is just —ug, we have from the dual problem to Example 0, (12), that

supE[ UO(XT — B) ] = lng[ ﬂO(YT) — YTB + J}YQ ]

= inf E[zYy, —YrB].
Yr>0

Clearly, this will be —oo if

xz < sup E[YrB/Yy ],
Yr>0

and zero else. The statement (18) follows.

SoLuTION TO EXERCISE 3A. Introducing the positive Lagrangian semimartingale Y
in exponential form

dYy =Y, dz =Y, (dmy + dAy),

where m is a local martingale and A is a process of finite variation, and integrating
by parts, we find that
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T T
/ Y, dX; = XoYr — XYy — / X:—dY: — [X,Y]r
0 0

T
= / }/—t,thSt.
0

Hence the Lagrangian is
T
A(Y) = supE[ U(XT) + / Y}_thSt — XTYT + XoYO
0
T
+/ X,_dY; + [X.Y]r |
0
T
= supE[ U(XT) — XTYT + XQ}/E) + / Yrt_Ht dSt
0
T T
+/ Xo_Ys_ (dmy + dAy) +/ HY,_ dm, S); }
0 0

T
- supE[ U(Yr) + XoYo + / Yi (Hy (dS; + d[m, S);) + X;_dA;) }
0

if means of stochastic integrals with respect to local martingales are all zero. Max-
imising the Lagrangian over X > 0, we obtain the dual-feasibility condition that
dA < 0. Next, by maximising over H we see that we must have dS + d[m, S] = 0,
from which
d(XY)=X_dY +Y_dX +d[X,Y]
=X _Y_dA+Y_H(dS+d[m,S])
=X_Y_dA

so that XY is a non-negative supermartingale.

SoLuTioN TO EXERCISE 3B. Differentiating (21) with respect to A\, we find that
condition (20) is exactly the condition for the derivative to be non-negative throughout
[—1, 1]. Hence the agent’s optimal policy is just to invest all his money in the share.
Could U’(S7) be an equivalent martingale measure? This would require

E[U'(S1)(S1 — So)] = 0,

or equivalently,
E[v/51] = E[1/v/51].
It is clear that by altering the (p, ), >0 slightly if necesary, this equality can be broken.

SOLUTION TO EXERCISE 4. Introduce the Lagrangian semimartingale Y satisfying
dY;g = Y;/{ Qi - O'tth + ﬁtdt } (78)

and now develop the two different expressions for [ Y'dX, firstly as
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T T
| X = YoXe < YoXo— [ X a¥i - X,V
0 0
T
— YrXr — YoXo - / XYi{on - 0, dW, + fudt) — [X, Y]z
0
T
ZYTXT—YE)X()—/ XtY;g{Oét'O'tth-i-ﬁtdt—l—Oét'W?Ttdt}
0

T
=YrXr —YpXo — / XY B+ ap - Vo) dt. (79)
0

The symbol = signifies that the two sides of the equation differ by a local martingale
vanishing at zero. Next, we express [ YdX as

T T
/ Y,dX, = / Y. X, [rtdt + - {odWy + (b — r1)dt} +g(t,7rt)dt}
0 0

T
— / thtdt
0

T T
i/ Y. X, [rt—ﬂrt.(bt—rt1)+g(t,7rt)]dt—/ Yicrdt. (80)
0 0

The Lagrangian form is now
T
AEE[/ U(s,cs)ds+U(T, Xr)
0
T T
+/ Y. X, [Wmt : (bt—rt1)+g(t,m)]dt—/ Yicpdt
0 0

T
—YTXT+Y0X0+/ Xtm{ﬁﬁat-vtm}dt} (81)
0

Maximising this over X7 and c gives
T ~ ~
A :E{/ Ut,Yy)dt+U(T,Yr) + Yo Xo
0

T
+/ XY B+ ar Vime+ry +m - (b — 1) + g(t, m) } dt.
0
(82)

We find on the way the dual feasibility conditions on Y that, almost surely, Y; > 0 for
almost every ¢, and and Y > 0, with strict inequality for ¢ for which U is unbounded
above.

Since we have that Y and X are both non-negative processes, maximising (82)
over 7 amounts to maximising the expression

g(t, 71') — T - (Tt]. — bt — Vtcvt)
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for each t; the maximised value of this expression can be written in terms of the
convex dual §(t, -) of g as

g(tayt)v

where v is related to o by
vy =1l — by — Viay. (83)
Alternatively, we can express « in terms of v as
o =V, (el — by — 1), (84)

The value of (82) when so maximised over 7 is therefore
T ~ ~
A= JE[ / O(t, ;) dt + U(T, Yr) + Yo Xo
0

T
+ / XY { Bt ro+ Gt w) Yt | (85)
0

Finally, we consider the maximisation of A over X. This leads to the dual-feasiblity
condition

Br+re+g(t,n) <0 (86)

and a maximised value of the Lagrangian of the simple form

T
A:E[/ U(t,Yt)dt+(~](T,YT)+YOXO}
0

But Xy = z, so we now believe that the dual problem must be to find

T
ir}}fIE[ / V(t,Yt)dt—s—V(T,YT)+ngo]
0

where
Y;ildyvt = ‘/;571(7}1 — bt — l/t> . O'tth — (’I"t + g(t7 Vt))dt — Etdt,

where ¢ is some non-negative process, from (86). Since we are looking to minimise
the Lagrangian over Y, and since V; is decreasing, it is clear that we should take
= 0, leading to the dynamics

Y, 'Y, = Vit (rel — by — 1) - 0 dWy — (1 + §(t, 1) ) dt

forY.

SOLUTION TO EXERCISE 5. According to the machine, the Lagrangian is
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T T
A= supE[/ U(Ct) dt + U,(XT,YT) + / (TtXt — Ct)ft dt — XTgT + Xofo
0 0

T T
+/ X &8 dt + /ptYmt dt — Yrnr + Yono + / Yine(by + ovay) dt
0 0

T

+/OT((1 —e)& —ne) dM; +/0 (1 — (1 +0)&) dL: ]

Maximising over increasing M and L, we see that we must have the dual feasibility
conditions
(1=e)& <m < (1+6)&

and the maximised value of the integrals dM and dL will be zero. The maximisation
over ¢ and over (X, Yr) is straightforward and transforms the Lagrangian to

T
A =supE {/ U(&) dt + a(&r, nr) + Xofo + Yoo
0

T T
+/ Xr&r(re + B) dt + / Yine(ps + by + oray) |.
0 0

Maximising over X and Y yields the dual feasibility conditions

re+ 6 <0 (87)
pt + by +ora; <0 (88)

with the final form of the Lagrangian as

T ~
JE{ / 0(&) dt + ier,nr) + Xobo + Yoo |-
0

The by now familiar monotonicity argument shows that in trying to minimise this
over multipliers (£,7) we would have the two dual-feasibility conditions (87) and
(88) satisfied with equality.

SoLUTION TO EXERCISE 6. At least at the heuristic level, which is all we are con-
cerned with for the moment, this exercise follows from Example 4 in the same way
that Exercise 2 was derived from Example 0. Just follow through the solution to
Exercise 4 assuming that U(¢,.) = O fort < T, and U(T, X1) = uo(X7 — ¢(S1)).
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Summary. These notes present an overview of the problem of super-replication under portfolio
constraints. We start by examining the duality approach and its limitations. We then concentrate
on the direct approach in the Markov case which allows to handle general large investor
problems and gamma constraints. In the context of the Black and Scholes model, the main
result from the practical view-point is the so-called face-lifting phenomenon of the payoff
function.
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1 Introduction

There is a large literature on the problem of super-replication in finance, i.e. the
minimal initial capital which allows to hedge some given contingent claim at some
terminal time 7'. Put in a stochastic control terms, the value function of the super-
replication problem is the minimal initial data of some controlled process (the wealth
process) which allows to hit some given target at time 7. This stochastic control
problem does not fit in the class of standard problems as presented in the usual
textbooks, see e.g. [15]. This may explain the important attraction that this problem
had on mathematicians.

In its simplest form, this problem is an alternative formulation of the Black and
Scholes theory in terms of a stochastic control problem. The Black and Scholes
solution appears naturally as a (degenerate) dual formulation of the super-replication
problem. However, real financial markets are subject to constraints. The most popular
example is the case of incomplete markets which was studied by Harrisson and Kreps
(1979), and developed further by ElKaroui and Quenez (1995) in the diffusion case.
The effect of the no short-selling constraint has been studied by Jouini and Kallal

P. Bank et al.: LNM 1814, R.A. Carmona et al. (Eds.), pp. 133-172, 2003.
(© Springer-Verlag Berlin Heidelberg 2003
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(1995). The dual formulation in the general convex constraints framework has been
obtained by Cvitani¢ and Karatzas (1993) in the diffusion case and further extended
by Follmer and Kramkov (1997) to the general semimartingale case.

In the general constrained portfolio case, the above-mentioned dual formulation
does not close the problem: except the complete market case, it provides an alternative
stochastic control problem. The good news is that this problem is formulated in stan-
dard form. But there is still some specific complications since the controls are valued
in unbounded sets. We are then in the context of singular control problems which
typically exhibit a jump in the terminal condition. The main point is to characterize
precisely this face-lifting phenomenon.

However, the duality approach has not been successful to solve more general
super-replication problems. Namely, the dual formulation of the general large investor
problem is still open. The same comment prevails for the super-replication problem
under gamma constraints, i.e. constraints on the unbounded variation part of the
portfolio. We provide a treatment of these problems which avoids the passage from
the dual formulation. The key-point is an original dynamic programming principle
stated directly on the initial formulation of the super-replication problem.

Further implications of this new dynamic programming principle in the field of
differential geometry are reported in [23], [24] and [25]. The main result of these
papers is to prove a stochastic representation for geometric equations in terms of a
stochastic target problem.

2 Problem Formulation

2.1 The Financial Market

Given a finite time horizon 7" > 0, we shall consider throughout these notes a com-
plete probability space ({2, F,P) equipped with a standard Brownian motion B =
{(B1(t),...,Ba(t)),0 < t < T} valued in IR?, and generating the (P—augmentation
of the) filtration JF'. We denote by ¢ the Lebesgue measure on [0, 7.

The financial market consists of a non-risky asset S° normalized to unity, i.e.
SY =1, and d risky assets with price process S = (S, ..., S%) whose dynamics is
defined by a stochastic differential equation. More specifically, given a vector process
 valued in JR™, and a matrix-valued process o valued in IR™*", the price process S°
is defined as the unique strong solution of the stochastic differential equation:

S10) = s*, dSi(t) = Si(t) |bi(t dt+20 tdB’(t)| ; (1)
here b and ¢ are assumed to be bounded F'—adapted processes.

Remark 1. The normalization of the non-risky asset to unity is, as usual, obtained by
discounting, i.e. taking the non-risky asset as a numéraire.
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In the financial literature, o is known as the volatility process. We assume it to be
invertible so that the risk premium process

Mo(t) :=o(t)"b(t), 0<t<T,

is well-defined. Throughout these notes, we shall make use of the process

z=¢ (= [ 2oyanm ) = e (- [ 2oeraser -3 [ ) |

where prime denotes transposition.

Standing Assumption. The volatility process o satisfies:

1 /T
E lepr/ a'a|_1] < ooand sup |o'o|™t < 00 P—as.
0 [0,7]

Since b is bounded, this condition ensures that the process )\ satisfies the Novikov
condition E[exp fOT [Xo|?/2] < oo, and we have E[Z,(T)] = 1. The process Zj is
then a martingale, and induces the probability measure Py defined by:

Py(A4) := E[Zp(t)14] forall Ae F(t), 0<t<T.

Clearly Py is equivalent to the original probability measure IP. By Girsanov’s Theorem,
the process

Bo(t) := B(t) + i Xo(t)dt, 0<t<T,

is a standard Brownian motion under P.

2.2 Portfolio and Wealth Process

Let W (t) denote the wealth at time ¢ of some investor on the financial market. We
assume that the investor allocates continuously his wealth between the non-risky asset
and the risky assets. We shall denote by 7(t) the proportion of wealth invested in the
i — th risky asset. This means that

7 (t)W (t) is the amount invested at time ¢ in the i — th risky asset.

The remaining proportion of wealth 1 — Zle 7 (t) is invested in the non-risky asset.

The self-financing condition states that the variation of the wealth process is only
affected by the variation of the price process. Under this condition, the wealth process
satisfies:
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d 7
I Z dS
W t)m(e) b )dt+a< JB(®) = WHr(t)o)dBo(t) . @)

Hence, the investment strategy m should be restricted so that the above stochastic
differential equation has a well-defined solution. Also 7 (¢) should be based on the
information available at time ¢. This motivates the following definition.

Definition 1. An investment strategy is an IF—adapted process 7 valued in IR® and
satisfying fOT |o'm|?(t)dt < oo P—a.s.
We shall denote by A the set of all investment strategies.

Clearly, given an initial capital w > 0 together with an investment strategy 7, the
stochastic differential equation (2) has a unique solution

t
WTI(t) := wE </ W(T)/U(T)dB()(T')) , 0<t<T.
0
We then have the following trivial, but very important, observation:
W7 is a Po—supermartingale , 3)

as a non-negative local martingale under Py.

2.3 Problem Formulation

Let K be a closed convex subset of IR? containing the origin, and define the set of
constrained strategies:

={reA:meKI{@P—as}.
The set K represents some constraints on the investment strategies.

Example 1. Incomplete market: taking K = {z € IR? : z' = 0}, for some integer
1 <4 < d, means that trading on the ¢—th risky asset is forbidden.

Example 2. No short-selling constraint: taking K = {x € IR? : z' > 0}, for some
integer 1 < ¢ < d, means that the financial market does not allow to sell short the
1—th asset.

Example 3. No borrowing constraint: taking K = {x € R? : z' + ...+ 2% <1}
means that the financial market does not allow to sell short the non-risky asset or, in
other word, borrowing from the bank is not available.

Now, let G be a non-negative F(T)— measurable random variable. The chief goal
of these notes is to study the following stochastic control problem

V(O0):=inf{lweR : WJ(T) > GP—as.forsomenm € Ax} . (4
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The random variable G is called a contingent claim in the financial mathematics
literature, or a derivative asset in the financial engineering world. Loosely speaking,
this is a contract between two counterparts stipulating that the seller has to pay G
at time T to the buyer. Therefore, V(0) is the minimal initial capital which allows
the seller to face without risk the payment GG at time 7', by means of some clever
investment strategy on the financial market.

We conclude this section by summarizing the main results which will be presented
in these notes.

1. We start by proving that existence holds for the problem V' (0) under very mild
conditions, i.e. there exists a constrained investment strategy m € Ay such that
W 0) (T') > G P—a.s. We say that 7 is an optimal hedging strategy for the contingent
claim G.

The existence of an optimal hedging strategy will be obtained by means of some

representation result which is now known as the optional decomposition theorem
(in the framework of these notes, we can even call it a predictable decomposition
theorem). As a by-product of this existence result, we will obtain a general dual
formulation of the control problem V'(0). This will be developed in section 3.
2. In section 4, we seek for more information on the optimal hedging strategy by
focusing on the Markov case. The main result is a characterization of V' (0) by means
of a nonlinear partial differential equation (PDE) with appropriate terminal condition.
In some cases, we will be able to solve explicitly the problem. The solution is typically
of the face lifting type, a desirable property from the viewpoint of the practioners.

The derivation of the above-mentioned PDE is obtained from the dual formulation
of V(0) by classical arguments.

3. Section 6 develops the important observation that the same PDE can be obtained
by working directly on the original formulation of the problem V' (0). Further devel-
opments of this idea are reported in [23], [24] and [25]. In particular, such a direct
treatment of the problem allows to solve some super-replication problems for which
the dual formulation is not available.

4. The final section of this paper is devoted to the problem of super-replication under
Gamma constraints, for which no dual formulation is available in the literature. The
solution is again of the face lifting type.

3 Existence of Optimal Hedging Strategies and Dual Formulation

In this section, we concentrate on the duality approach to the problem of super-
replication under portfolio constraints V' (0). Our main objective is to convince the
reader that the presence of constraints does not affect the general methodology of the
proof: the main ingredient is a stochastic representation theorem. We therefore start
by recalling the solution in the unconstrained case. This corresponds to the so-called
complete market framework. In the general constrained case, the proof relies on the
same arguments except that: we need to use a more advanced stochastic representation
result, namely the optional decomposition theorem.
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Remark 2. Local Martingale Representation Theorem.
(i) Theorem. Let Y be a local P—local martingale. Then there exits an IR?—valued
process ¢ such that

¢ T
Y(#) = Y0)+ [ ¢(r)dB(r) 0<t<T and / |p|> < oo P —as.
0 0

(see e.g. Dellacherie and Meyer VIII 62).
(ii) We shall frequently need to apply the above theorem to a Q—local martingale Y,
for some equivalent probability measure Q defined by the density (dQ/dP) = Z(T')

( fo ) with Brownian motion B9 := B + Jo A(r)dr. To do this,

we first apply the local martingale representation theorem to theP—local martingale

ZY . Theresultis ZY =Y (0) + [, ¢dB for some adapted process ¢ with fOT || <
oo. Applying It6’s lemma, one can easily check that we have:

t
Y(t) = Y(O)+/0 Y(r)dB(r) 0 <t <T wheret := Z '¢p+\Y .

Since Z and Y are continuous processes on the compact interval [0, T, it is immedi-
ately checked that fOT [¥|? < 00 Q—a.s.

3.1 Complete Market: the Unconstrained Black-Scholes World

In this paragraph, we consider the unconstrained case K = IR“. The following result
shows that V'(0) is obtained by the same rule than in the celebrated Black-Scholes
model, which was first developed in the case of constant coefficients ; and o.

Theorem 1. Assume that G > 0 P—a.s. Then:
(i) V(0) = Eo[G]
(ii) if Eo[G] < oo, then W} V(o )( ) = G P—a.s. for some ™ € A.

Proof. 1.Set F:={w € R: W' (T) > G forsome 7 € A}.From the Py —supermar-
tingale property of the wealth process (3), it follows that w > Ey[G] for all w € F.
This proves that V' (0) > E[G]. Observe that this concludes the proof of (i) in the
case Eo[G] = +o0.

2. We then concentrate on the case Eq[G] < oo. Define

Y(t) = Eo[G|F(t)] for0 <t <T.

Apply the local martingale representation theorem to the Pg—martingale Y, see Re-
mark 2. This provides

t T
V() = Y(0) + /O W(r)'dBo(r) for some process 1 with /O 2 < oo .

Now set 7 := (Yo')"14). Since Y is a positive continuous process it follows from
Standing Assumption that w € A, and Y =Y (0)€ (fo 7(r)*o(r)dBo(r)) = W ).
The statement of the theorem follows from the observatlon that Y(T)=G. a
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Remark 3. Statement (ii) in the above theorem implies that existence holds for the
control problem V' (0), i.e. there exists an optimal trading strategy. But it provides
a further information, namely that the optimal hedging strategy allows to attain the
contingent claim G. Hence, in the unconstrained setting, all (positive) contingent
claims are attainable. This is the reason for calling this financial market complete.

Remark 4. The proof of Theorem 1 suggests that the optimal hedging strategy 7 is such
that the Py — martingale Y has the stochastic representation Y = E[G]+ [, Y'7'0dB.
In the Markov case, we have Y (¢) = v(t, S(¢)). Assuming that v is smooth, it follows
from an easy application of It6’s lemma that

Wi(t)W(;(o) ) ov

A= g "o

t,S(t)) .

We now focus on the positivity condition in the statement of Theorem 1, which
rules out the main example of contingent claims, namely European call options
[S{(T) — K]*, and European put options [K — S*(T')]*. Indeed, since the port-
folio process is defined in terms of proportion of wealth, the implied wealth process
is strictly positive. Then, it is clear that such contingent claims can not be attained,
in the sense of Remark 3, and there is no hope for Claim (ii) of Theorem 1 to hold in
this context. However, we have the following easy consequence.

Corollary 1. Let G be a non-negative contingent claim. Then

(1) For all € > 0, there exists an investment strategy 7. € A such that W{;E(O) (T) =
G+e.

(i) V(0) = Eo[G].

Proof. Statement (i) follows from the application of Theorem 1 to the contingent
claim G + €. Now let V. (0) denote the value of the super-replication problem for the
contingent claim G + ¢. Clearly, V' (0) < V.(0) = Eo[G + €], and therefore V' (0) <
E[G] by sending ¢ to zero. The reverse inequality holds since Part 1 of the proof of
Theorem 1 does not require the positivity of G. O

Remark 5. In the Markov setting of Remark 4 above, and assuming that v is smooth,
the approximate optimal hedging strategy of Corollary 1 (i) is given by

HOWE0® 9 o

S = g C(LSW) T} = SR S0);

AL(t) =

observe that A := A_ is independent of .

Example 4. The Black and Scholes formula: consider a financial market with a single
risky asset d = 1, and let ;s and o be constant coefficients, so that the IPo—distribution
of In[S(T)/S(t)], conditionally on JF(t), is gaussian with mean —o?(T — t)/2 and
variance o2(T — t). As a contingent claim, we consider the example of a European
call option, i.e. G = [S(T') — K| for some exercise price K > 0. Then, one can
compute directly that:
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V(t) = v(t,S(t)) where v(t,s) = sF(d(t,s)) — KF (d(t,s)—m/Tft) ,

1
d(t,s) = (oV/T —t) ' In(K's) + 50\/T —t,
and F(z) = (2m)~1/? I e~"*/2qy is the cumulative function of the gaussian

distribution. According to Remark 4, the optimal hedging strategy in terms of number
of shares is given by:

A(t) = F (d(t,S(t))) .

3.2 Optional Decomposition Theorem

We now turn to the general constrained case. The key-point in the proof of Theorem 1
was the representation of the Pp—martingale Y as a stochastic integral with respect to
By; the integrand in this representation was then identified to the investment strategy.
In the constrained case, the investment strategy needs to be valued in the closed convex
set K, which is not guaranteed by the representation theorem. We then need to use a
more advanced representation theorem. The results of this section were first obtained
by ElKaroui and Quenez (1995) for the incomplete market case, and further extended
by Cvitani¢ and Karatzas (1993).
We first need to introduce some notations. Let

5(y) == sup 2’y
rzeK

be the support function of the closed convex set K. Since K contains the origin, J is
non-negative. We shall denote by

K := dom(K) = {y € R? : §(y) < oo}

the effective domain of ¢. For later use, observe that K is a closed convex cone of
IR, Recall also that, since K is closed and convex, we have the following classical
result from convex analysis (see e.g. Rockafellar 1970):

€ Kifandonlyif §(y) —2'y > 0 forally € K , (5)
z € ri(K)ifandonlyif z € K and inf (§(y) —2'y) > 0, (6)
yeK

where
Ky =Kn{yeR®: |y|=1andd(y)+d(—y) #0} .

We next denote by D the collection of all bounded adapted processes valued in K.
For each v € D, we set

Bult) = o (~ | té(u(r))dr) Co<is<T,
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and we introduce the Doléans-Dade exponential
t
Z,(t) = €& (—/ )\V(r)’dB(r)> where \, == o *(b—v) = \g—0 'v.
0

Since b and v are bounded, )\, inherits the Novikov condition E [exp (% fOT | Ay |2)}
< oo from Standing Assumption. We then introduce the family of probability measures

P,(A) == E[Z,(t)1a] foral Ac F(t), 0<t<T.

Clearly P, is equivalent to the original probability measure P. By Girsanov Theorem,
the process

B, (t) := B(t) +/O Av(r)dr = By(t) 7/0 o(r) tv(r)dr, 0<t<T (7)

is a standard Brownian motion under P,,.

Remark 6. The reason for introducing these objects is that the important property (3)
extends to the family D:

B, W7 is a P, —supermartingale forall v € D, m € Ak , ®)
and w > 0. Indeed, by Itd’s lemma together with (7),
dW7B,) =WZrB, [—(6(v) —n'v)dt + n'odB,] .

In view of (5), this shows that W 3, is a non-negative local I’, —supermartingale,
which provides (8).

Theorem 2. Let Y be an IF'— adapted positive cadlag process. Assume that
the process (3,Y is a P,,—supermartingale for all v € D.

Then, there exists a predictable non-decreasing process C, with C(0) = 0, and a
constrained portfolio T € Ay such that Y = W%) —C.

Proof. We start by applying the Doob (unique) decomposition theorem (see e.g.
Dellacherie and Meyer VII 12) to the Py—supermartingale Y 3y = Y, together with
the local martingle representation theorem, under the probability measure Py. This
implies the existence of an adapted process i)y and a non-decreasing predictable

process Cj satisfying Cy(0) = 0, fOT [10]? < oo, and:

t
YO =Y(0) + [ va(r)dBo(r) - Colt) ©)
0
see Remark 2. Observe that

My = Y(O)+/ w()dB():Y-FC() >Y > 0. (10)
0
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We then define
Ty = Mgl(ol)71w0 .

From Standing Assumption together with the continuity of My on [0, 7] and the fact
that fOT [1ho|? < oo, it follows that o € A. Then My = WQ(O) and by (10),

Y =W —Co.

In order to conclude the proof, it remains to show that the process 7 is valued in K.
2. By Itd’s lemma together with (7), it follows that:

d(YB,) = MoB,mhodB, — B, [(Y(v) — Myrhv)dt + dCy) .

This provides the unique decomposition of the P, —supermartingale Y 3, = M, +C,,,
with

M, = Y(O)+/ Moﬁyﬂ'éa'dBy
0
and
C, = / B, [(Y6(v) — Myrlw)dt + dCy)
0

into a P, —local martingale M, and a predictable non-decreasing process C,, starting
from the origin. We conclude from this that:

t t
0 < / B1dC, = Co(t) + / (Y6(v) — Mol (r)dr
0 0
t
< Co(t) —|—/ My (6(v) — myv) (r)dr forallv € D, (11)
0

where the last inequality follows from (10) and the non-negativity of the support
function 6.

3. Now fix some v € D, and define the set F,, := {(t,w) : [r(v + 6(v)](t,w) < 0}.
Consider the process

() — vipe +nvlp, , n€ N .

Clearly, since Kisa cone, we have (™ € D foralln € IN. Writing (11) with ON
we see that, whenever £ ® P[F,] > 0, the left hand-side term converges to —oo as
n — 00, a contradiction. Hence ¢ ® P[F,] = 0 for all v € D. From (5), this proves
that m € K { @ P—a.s. O
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3.3 Dual Formulation

Let 7 be the collection of all stopping times valued in [0, T, and define the family
of random variables:

Y; = esssup E, [Gy. (7, T)|F(1)] ; 7 € T where v,(r,T) := B.(T) ,

veD 61/(7—)
and E, [-] denotes the expectation operator under P,,. The purpose of this section is
to prove that V' (0) = Yp, and that existence holds for the control problem V (0).
As a by-product, we will also see that existence for the control problem Y{ holds
only in very specific situations. These results are stated precisely in Theorem 3. As a
main ingredient, their proof requires the following (classical) dynamic programming
principle.

Lemma 1. (Dynamic Programming). Let 7 < 6 be two stopping times in T. Then:

Y, = esssup E, [Ypv.(7,0)|F(7)] .
veD

Proof. 1. Conditioning by F(6), we see that

Y, <esssup E, [, (7,0)E,[Gv,(0,T)|F(0)]] < esssup E, [y,(1,0)Yy] .
veD veD
2. To see that the reverse inequality holds, fix any p € D, and let D ¢(u) be the subset
of D whose elements coincide with p on the stochastic interval [7, u]. Let (vx) be
a maximizing sequence of Yy, i.e.

Yy = klim gy, (0) where J,(0) := E,[Gv,(0,T)|F ()] ;
— 00

the existence of such a sequence follows from the fact that the family {.J,,(9),v € D}
is directed upward. Also, since J,,(6) depends on v only through its realization on the
stochastic interval [0, T'], we can assume that v, € D, o(p). We now compute that

Ve 2 By, (G (1, TF ()] = By [yu(7,0) 1, (0)| F (7))
which implies that Y; > E,, [y, (7, 0)Yy|F(7)] by Fatou’s lemma. a

Now, observe that we may take the stopping times 7 in the definition of the family
{Y;, 7 € T} to be deterministic and thereby obtain a non-negative adapted process
{Y'(t), 0 <t < T}. A natural question is whether this process is consistent with the
family {Y,, 7 € T} in the sense that Y, (w) = Y (7(w)) for a.e. w € (2. For general
control problems, this is a delicate issue. However, in our context, it follows from
the above dynamic programming principle that the family {Y;, 7 € T} satisfies a
supermartingale property:

E[B,(0)Ys|F (1) < Bu(T)Y, forall 7,0 € T with 7 < 6.

By a classical argument, this allows to extract a process Y out of this family, which
satisfies the supermartingale property in the usual sense. We only state precisely this
technical point, and send the interested reader to ElKaroui (1981), Proposition 2.14,
or Karatzas and Shreve (1999) Appendix D.
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Corollary 2. There exists a cadlag process Y = {Y (t), 0 < t < T}, consistent with
the family {Y., 7 € T}, and such that Y 8, is a P, —supermartingale for all v € D.

We are now ready for the main result of this section.

Theorem 3. Assume that G > 0 P—a.s. Then:

(i) V(0) = Y(0),

(ii) if Y'(0) < oo, existence holds for the problem V (0), i.e. WY,
for some m € Ag,

(iii) existence holds for the problem Y (0) if and only if

0)(T) =2 G P-as.

Wvﬁ(o) (T) = Gand ,BL;WVﬁ(O) is a Py —martingale
for some pair (7t,0) € A x D.

Proof. 1. We concentrate on the proof of Y (0) > V'(0) as the reverse inequality is a
direct consequence of (8). The process Y, extracted from the family {Y,, 7 € T} in
Corollary 2, satisfies Condition (i) of the optional decomposition theorem 2. Then Y
=Wy ©) ~ C for some constrained portfolio 7 € Ay, and some predictable non-
decreasing process C' with C(0) = 0. In particular, W50 (T) > Y(T) = G. This
proves that Y (0) > V/(0), completing the proof of (i) and (ii).
2. It remains to prove (iii). Suppose that W"} 0) (TY=Gand 3, W; 0) is alP; —martin-
gale for some pair (7,7) € Ax x D. Then, by the first part of this proof, Y (0) =
V(0) =E, {W@O) (T)BI;(T)} = E, [GB(T)]. i.e. ¥ is a solution of Y (0).
Conversely, assume that Y (0) = E;[GS,(T)] for some 7 € D. Let 7 be the
solution of V'(0), whose existence is established in the first part of this proof. By
definition W(;(O)(T ) — G > 0. Since ﬂgW";(o) is a P, —super-martingale, it follows
that E, {ﬁf,(W{;“(O) (T) — G)} < 0. This proves that Wy (') — G = 0 P—as. We

finally see that the P, —super-martingale 3; W‘}?(O) has constant IP; —expectation:
Y(0) > B [Bo()Wi ) (#)]
> By [Bs ( Bo(T)Wi0)(D)| F ()] = Es [8:(T)G] = Y(0),

and therefore ﬁ,;W(}(O) is a P, —martingale. O

3.4 Extensions

The results of this section can be extended in many directions.

Simple Large Investor Models

Suppose that the drift coefficient of the price process depends on the investor’s strategy,
so that the price dynamics are influenced by the action of the investor. More precisely,
the price dynamics ar defined by:
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SHO0) = st, dSHt) = SU(t) |bi(t, S(t dt+Za HdBI ()] , (12)

where © — 2'b(t, s, ) is a non-negative concave function for all (¢, s) € [0,7] x
(0, 00)?. Define the Legendre-Fenchel transform:

b(t,s,y) = sup 2’ (b(t,s,z) +y) fory € R?,
zeK

together with the associated effective domain:
K(t,s) := { ye R : b(t,s,y) < oo } .

Next, we introduce the set D consisting of all bounded adapted processes v satisfying
v(t) € K(t,5(t)) £ @ P—as

For any process v € D, define the equivalent probability measure P, by the
density process

20 =¢ ([0 vorave) .

and the discount process:

Bu(t) := exp ( /O t E(r,S(r),u(r))dr> .

Then, the results of the previous section can be extended to this context by defining
the dynamic version of the dual problem

Y, = esssupE, [Gy, (7, T)| F(1)] ; 7 € T where v,(r,T) := B (T) .
veD /BV(T)

Important observation: in the above simple large investor model, only the drift
coefficient in the dynamics of S is influenced by the portfolio 7. Unfortunately,
the analysis developed in the previous paragraphs does not extend to the general
large investor problem, where the volatility process is influenced by the action of the
investor. This is due to the fact that there is no way to get rid of the dependence of o
on 7 by proceeding to some equivalent change of measure: it is well-known that the
measures induced by diffusions with different diffusion coefficients are singular. In
section 6, the general large investor problem will be solved by an alternative technique.

Remark 7. From an economic viewpoint, one may argue that the dynamics of the
price process should be influenced by the variation of the portfolio holdings of the
investor d[wTV]. This is related to the problem of hedging under gamma constraints.
The last section of these notes presents some preliminary results in this direction.
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Semimartingale Price Processes

All the results of the previous sections extend to the case where the price process S
is defined as a semimartingale valued in (0, 00)?. Let us state the generalization of
Theorem 3; we refer the interested reader to Follmer and Kramkov (1997) for a deep
analysis.

The wealth process is defined by

Wi(t):=¢& (/Otﬁ(f’)’diag[s(r)]1d5(7")> ;

where diag[s] denotes the diagonal matrix with diagonal components s?, and the set
of admissible portfolio A is the collection of all predictable processes 7 valued in
K for which the above stochastic integral is well-defined.

Let P be the collection of all probability measures Q ~ P such that:

wT e ¢ is a Q—local supermartingale forall m € A , (13)

for some increasing predictable process C' (depending on Q). An increasing pre-
dictable process Cq is called an upper variation process under Q if it satisfies (13)
and is minimal with respect to this property. Such a process is shown to exist.

Then, the results of the previous sections can be extended to this context by
defining the dynamic version of the dual problem

Y, = esssupEq [Gro(r, )| F(7)], €T, o(r,T):= M%),
QeP

where Eq denotes the expectation operator under Q.

The main ingredient for this result is an extension of the optional decomposition
result of Theorem 2. Observe that the non-decreasing process C' in this more general
framework is optional, and not necessarily predictable. We recall that

- the optional tribe is generated by {F; } —adapted processes with cad-lag trajec-
tories;

- aprocess X is optional if the map (¢, w) — X (¢, w) is measurable with respect
to the optional tribe;

- the predictable tribe is generated by {F;_}—adapted processes with left-
continuous trajectories;

- a process X is predictable if the map (t,w) — X (¢,w) is measurable with
respect to the predictable tribe.

4 HJB Equation from the Dual Problem

4.1 Dynamic Programming Equation

In order to characterize further the solution of the super-replication problem, we now
focus on the Markov case:
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b(t) = b(t,S(t)) and o(t) = o(t,S(t))

where b and o are now vector and matrix valued functions defined on [0, 7] x IR?. In
order to guarantee existence of a strong solution to the SDE defining S, we assume
that b and o are Lipschitz functions in the s variable, uniformly in . We also consider
the special case of European contingent claim:

G=g(5(T)) ,

where ¢ is a map from [0, 00)? into IR . We first extend the definition of the dual
problem in order to allow for a moving time origin:

v(t, ) = sup B g (Spo(1) % (t, )] = sup B |g(Syo(T))e I Swirndr
veD veD

Here, S; s denotes the unique strong solution of (1) with initial data S, s(t) = s.
Notice that, although the control process v is path dependent, the value function
of the above control problem v(¢, s) is a function of the current values of the state
variables. This is a consequence of the important results of Haussman (1985) and
ElKaroui, Nguyen and Jeanblanc (1986).

Let v, and v* be respectively the lower and upper semi-continuous envelopes of
v:

vy(t,8) = liminf wo(t',s') and v*(t,s) := limsup (¥, s').
(t',5") = (t,s) (t',5")—(t,s)

We shall frequently appeal to the infinitesimal generator of the process .S under Py:
1
L= + §Trace [diag[s]aa’diag[s]ngo} ,

where diag[s] denotes the diagonal matrix with diagonal components s, the ¢ subscript
denotes the partial derivative with respect to the ¢ variable, D is the gradient vector
with respect to s, and D?¢ is the Hessian matrix with respect to s. We will also make
use of the first order differential operator:

HYp = d(y)p —y/diag[s]Dp fory € K .
An important role will be played by the following face-lifted payoff function

g(s) == sup g(sey)e_‘s(y) for s € Bi , (14)
yeK

where se? is theNIRd vector with components siev’. We finally recall from (6) the
notation K7 := K N {|y| = 1 and é(y) + 6(—y) # 0}, and we denote by

x i the orthogonal projection of x on vect(K) ,

where vect(K) is the vector space generated by K. For instance, when K has non-
empty interior, we have x = x. The main result of this section is the following.
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Theorem 4. Let o be bounded and suppose that v is locally bounded. Assume further
that g is lower semi-continuous, § is upper semi-continuous with linear growth. Then:
(i) Forall (t,z) € [0,T) x IR* and y € K, the functionr — &(y)r—In (v(t, e*T7¥))
is non decreasing; in particular, v(t, e*) = v(t, e*%) for all (t,z) € [0,T) x IR,
(ii) v is a (discontinuous) viscosity solution of

min{—ﬁv, inf Hyv} = 00n[0,T) x (0,00)%, v(T,") = §. (15)
yeK1

The proof of the above statement is a direct consequence of Propositions 1, 2, 4,
5, and Corollary 3, reported in the following paragraphs.

We conclude this paragraph by recalling the notion of discontinuous viscosity
solutions. The interested reader can find an overview of this theory in [7] or [15].
Given a real-valued function u, we shall denote by u, and u* its lower and the upper
semi-continuous envelopes. We also denote by S, the set of all n x n symmetric
matrices with real coefficients.

Definition 2. Let F' be a map from IR™ x IR" x S, into IR, O an open domain of
IR"™, and consider the non-linear PDE

F (z,u(z), Du(z), D*u(z)) = Oforz € O . (16)

Assume further that F'(x,r,p, A) is non-increasing in A (in the sense of symmetric
matrices). Let u : O — IR be a locally bounded function.

(i) We say that u is a (discontinuous) viscosity supersolution of (16) if for any o € O
and ¢ € C%(O) satisfying

(e = ) (o) = mint (ux — ) ,
we have
r (xo,u*(:co),Dgo(:vo),DQQD(xo)) >0.

(ii) We say that w is a (discontinuous) viscosity subsolution of (16) if for any xo € O
and ¢ € C%(O) satisfying

(" = ¢)(z0) = max (u" —¢),
we have

F, (mo,u*(mo),Dgo(xo),DQQQ(xO)) <0.

(iii) We say that u is a (discontinuous) viscosity solution of (16) if it satisfies the above
requirements (i) and (ii).

In these notes the map F' defining the PDE (16) will always be continuous. In
[23], the case where F' is not continuous is frequently met.



Super-replication under Constraints 149
4.2 Supersolution Property
We first start by proving that v, is a viscosity super-solution of the HIB equation (15).

Proposition 1. Suppose that the value function v is locally bounded. Then v is a
(discontinuous) viscosity super-solution of the PDE

min {—ﬂv* , inf Hyv*} (t,s) > 0. a7
yeK

Proof. Let (¢,s) be fixed in [0,T) x IR%, and consider a smooth test function ¢,
mapping [0, 7] x Bi into IR, and satisfying

0= (vs—p)(t,s) = min (v —¢) . (18)
[0, T]x R%

Let (t, $n)n>0 be a sequence of elements of [0, T") x Bi satisfying
V(tn, Sn) —> v«(t,s) asn — oo .
In view of (18), this implies that:
by = v(tn,Sn) — @(tn,sn) — O0asn — oo. (19)

The starting point of this proof is the dynamic programming principle of Lemma 1
together with the fact that v > v,., which provide:

[ (gm St 1S (9)) 0% (tm on)] (20)

@(tn; Sn) + bn = v(tnvsn) 2
> Ey [vs (On, St,.,5,,(0)) v (tn, 0,)] forallv € D,

where 6,, > t, is an arbitrary stopping time, to be fixed later on. In view of (18) we
have v, > ¢, and therefore

O S bn + ]EV [@(tna Sn)VV(tn7 tn) - SO (97’7,7 Stn,sn (an)) /Yl/(t’rh en)]

9”
= bn - ]EI/ / ’YV(tna 71) (‘CV(T)QO - HV(T)QO) (7", Stn,sn (T)) dr
tn

(2%
- / (b, ) (ding[s| D) (v, St o, (1) dB,(r) | L@1)

n

by Itd’s lemma. Now, fix some large constant M, and define stopping times

9n::hn/\inf{t>t Z\ln s ( )/82)|>M}a

where
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b = 1Bl 15, 20y + 1 "1y, 0y -

We now take the process v to be constant v(r) = y for some y € K, divide (21) by
hy,, and send n to infinity using the dominated convergence theorem. The result is

—Lo(t,s) + HYo(t,s) > 0forally € K . (22)

For y = 0, this provides —L(t, s) > 0. It remain to prove that HY(t, s) > 0 for all
y € K. This is a direct consequence of (22) together with the fact that K is a cone,
and HY is positively homogeneous in y. m|

Remark 8. The above proof can be simplified by observing that the value function v
inherits the lower semi-continuity of the payoff function g, assumed in Theorem 4.
We did not include this simplification in order to highlight the main point of the proof
where the lower semi-continuity of g is needed.

We are now in a position to prove statement (i) of Theorem 4.

Corollary 3. Suppose that the value function v is locally bounded. For fixed (t,r) €
[0,T) x IR and y € K, consider the function

hy © > 0(y)r —In (v.(t, e"T7Y)) .

Then

(i) hy is non-decreasing;

(ii) v« (t, €") = v (t, €"K), where T ¢ := projyect (k) () is the orthogonal projection
of T on the vector space generated by K ;

(iii) assuming further that g is lower semi-continuous, we have v(t, e*) = v(t, e*x).

Proof. (i) From Proposition 1, function v, is a viscosity supersolution of

HYv, = §(y)v — y'diag[s]|Dv, > 0forally € K .

Consider the change of variable w(¢,z) := In [v*(t, e, e”’d)} exp (—d(y)t).
Then w is a viscosity supersolution of the equation —w, > 0, and therefore w is
non-increasing. This completes the proof.

(ii) We first observe that vect(K ) C K and &(y) = 0 for all y € vect(K)". Now,
since §j := x — x¢ € vect(K)*, it follows from (i) that

—Inw,(t,e") = hy(1) > hy(0) = —Inwv,(t,e”)
=h_g(0) > h_yg(—1) = —Inwv.(t, ).
Now, assuming further that g is lower semi-continuous, it follows from a simple

application of Fatou’s lemma that v is lower semicontinuous, and (iii) is just a re-
statement of (ii). O
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4.3 Subsolution Property

The purpose of this paragraph is to prove that the value function v is a (discontinuous)
viscosity subsolution of the HIB equation (17). Since it has been shown in Proposition
1 that v is a supersolution of this PDE, this will prove that v is a (discontinuous)
viscosity solution of the HIB equation (17).

Proposition 2. Assume that the payoff function g is lower semi-continuous, and the
value function v is locally bounded. Then, v is a (discontinuous) viscosity subsolution
of the PDE

min {—Ev* , inf Hyv*} <0. (23)
yeK,

Proof. Let o : [0, 7] x IR? — IR be a smooth function and (¢, so) € [0, T) x IR?
be such that:

0 = (v" —¢)(to,s0) > (v —p)(t,s) forall (¢,s) # (to, s0) , (24)

i.e. (to, s0) is a strict global maximizer of (v* — ¢) on [0,T) x IR?. Since v* > 0
and v*(t, €”) = v*(t, ") by Corollary 3, we may assume that ¢ > 0 and (¢, e*)
= p(t, e”¥) as well. Observe that this is equivalent to

diag[s](Dg/@)(t,s) € vect(K) forall (t,s) € [0,T) x (0,00)%.  (25)
In order to prove the required result we shall assume that:

—Lo(tg,s0) > 0and inf HYp(tg,s0) > 0. (26)
yeEK1

In view of (25), the second inequality in (26) is equivalent to

diaglso] (Dip/) (to, o) € ri(K) . @7)

Our final goal will be to end up with a contradiction of the dynamic programming
principle of Lemma 1.

1. By smoothness of the test function ¢, it follows from (26)-(27) that one can find
some parameter § > 0 such that

—Lo(t,s) = 0 and diag[s] (Dp/¢) (t,5) € K (28)
forall (t,s) € D := (to—d,tg+9) x (s0e’B) (29)

where B is the unit closed ball of IR! and soe®? is the collection of all points £ in
IR such that | In(£%/s})| < 6 fori = 1,...,d. We also set

max (”) — P 1 (30)
oD )

where strict inequality follows from (24).
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Next, let (¢, Sn)n be a sequence in D such that:
(tn,sn) —> (t,s) and v(tn,sn) —> v*(t,s) . @31

Using the fact that v < v* together with the smoothness of ¢, we may assume that
the sequence (t,, sy, ), satisfies the additional requirement

V(tn, Sn) > e_ﬂgo(tmsn) ) (32)

For ease of notation, we denote Sy, (-) := St 5. (-), and we introduce the stopping
times

Op = inf{r > t, : (r,S,(r)) € D} .
Observe that, by continuity of the process S,
(0, S0 (6,)) € OD sothat v* (0, S, (05)) < e 2P (0, 5,(0,)) , (33)

as a consequence of (30).
2. Let v be any control process in D. Since v < v*, it follows from (32) and (33) that:

v ('9n7 Sn(on)) '-Yu(tny 9") - U(tn, Sn) S 672ﬁ (1 - 6,8) @(tn, Sn)
+e (0 (0, Sn(0n)) Yo (tn, 0n) — @(tn, sn)) -

We now apply 1t6’s lemma, and use the definition of 6,, together with (28). The result
is:

v (env Sn(en)) f)/l/(tm 971) - U(tn, Sn)

0n
¢ (L) pltasn) € [t (<) D) S
t

n

On
+f”[fM%mwwmwwm&mw&m

n

0,
<e 2 (1—e”)o(tn,sn) + 6_26/t (D¢'diag[s]o)(r, Sy (r))dB,(r) .

n

We finally take expected values under IP,,, and use the arbitrariness of v € D to see
that:

V(tn, sn) < Slelg E, [U (O, Sn(0n)) 'Vu(tmen”}—(tn)] +e 2 (1 - eﬁ) ©(tn, sn)

< SggEy [V (Ons Sn(0n)) Yo (tn, 00)|F (tn)]

which is in contradiction with the dynamic programming principle of Lemma 1. O



Super-replication under Constraints 153
4.4 Terminal Condition
From the definition of the value function v, we have:
v(T,s) = g(s) forall s € RY .

However, we are facing a singular stochastic control problem, as the controls v are
valued in an unbounded set. Typically this situation induces a jump in the terminal
condition so that we only have:

v(T,8) > v(T,s) = g(s).

The main difficulty is then to characterize the terminal condition of interest v, (7, -).
The purpose of this section is to prove that v, (7', -) is related to the function g defined
in (14).

We first start by deriving the PDE satisfied by v, (T, -), as inherited from Propo-
sition 1.

Proposition 3. Suppose that g is lower semi-continuous and v is locally bounded.
Then v, (T, -) is a viscosity super-solution of

min{v*—g, inf Hyv*}(TZO).
yeK

Proof. 1. We first check that v, (T, -) > g. Let (¢, sn), be a sequence of [0,T") x
(0, 00)4 converging to (T, s), and satisfying v(t,,, s,) — v« (T, s). Since §(0) = 0,
it follows from the definition of v that

V(tn, sn) > Eo [g(St,.s, (T))] -

Since g > 0, we may apply Fatou’s lemma, and derive the required inequality using
the lower semi-continuity condition on g, together with the continuity of Sy ;(T") in

(t,s).

2. It remains to prove that v, (7', -) is a viscosity super-solution of
HYv,(T,-) > Oforally € K . (34)
Let f < v,(T,-) be a C? function satisfying, for some sy € (0, 00)4,

0= (U*(T7'> _f)(SO) :I;l%idn (’U*(Tv') _f> :

Since v, is lower semi-continuous, we have v, (7', so) = iminf (; ¢ (7,50) v«(t,5),
and

V(T 8n) — (T, so) for some sequence (T;,,s,) — (T, s0) .

Define
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Tt
T-T,'

1
on(t,s) = f(s) — §|s — sl +
let B={se R : > ,|In(s'/s})| <1}, and choose (£, 5,) such that:

(Ve — on)(En, 8n) = min _ (v — ©p) -
[T, T)x B

We shall prove the following claims:

t, < T forlarge n , (35)
5, — so along some subsequence, and vy (,,,5,) — v (T, s0) . (36)

Admitting this, wee see that, for sufficiently large n, (¢,,, 5, ) is a local minimizer of
the difference (v, — ;). Then, the viscosity super-solution property, established in
Proposition 1, holds at (£, 5, ), implying that HYv, (,,5,) > 0, i.e.

5(y)vs(tn, 5n) — y'diag[s] (Df(5,) — (5, — s0)) > Oforally € K, ,
by definition of ,, in terms of f. In view of (36), this provides the required inequality

(34).
Proof of (35) : Observe that for all s € B,

(0 = @u)(T) = w(Ty5) = [(5) + 3ls = 50l 2 va(T,) = f(s) = 0.

Then, the required result follows from the fact that:

1 1
lim (U* - QO")(TT“SN) = lim {v*(TTHSn) - f(sn) + §|Sn - 80|2 o T — Tn}

n—roo n—oo

= —0 .

Proof of (36): Since (5,,), is valued in the compact subset B, wehave 5,, — 3 along
some subsequence, for some 5 € B. We now use respectively the following facts:
so minimizes the difference v, (T, -) — f, v, is lower semi-continuous, s,, — so,
tp > Ty, and (%,,5,) minimizes the difference v, — ¢, on [T}, T] x B. The result
is:

0 < (0u(T,-) = f)(8) = (va(T') = £)(s0)

- 1
< lim inf {(v* —on)(tn, 5n) — §|§n — 502

n— oo

1 En 7Tn
_(U* - ‘Pn)(TmSn) + 5'3?1 - S0|2 - T-—T, }

1 _
< *§|'§ - 50|2 + lirginf {(U* - ‘Pn)(tmgn) - (U* - ‘Pn)(TmSn)}
1 . _—
< —§|§ — so|? + limsup {(ve — @) Eny3n) — (Ve — ©0) (T, 50)}
n—od
< —fs—sof? < 0
——=|sS— S
>~ 9 0 = )
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so that all above inequalities hold with equality, and (36) follows. O

We are now able to characterize a precise bound on the terminal condition of the
singular stochastic control problem v(, s).

Proposition 4. Suppose that g is lower semi-continuous and v is locally bounded.
Then v (T, ") > §.

Proof. We first change variables by setting F(x) := In[v,(T, e")], with e* :=
(eIl Yoy e“’d)’ . From Proposition 3, it follows that F' satisfies:

6(y)—y'DF > Oforally € K .

Introducing the lower semi-continuous function h(t) := F(x + ty) — 6(y)t, for fixed
z € RYand y € K, we see that h is a viscosity super-solution of the equation
—h/ > 0. By classical result in the theory of viscosity solutions, we conclude that
h is non-increasing. In particular h(0) > h(1), i.e. F'(z) > F(x + y) — d(y) for all
rc€RYandy € K, and

F(x) = sup {F(z +y) —4(y)}
yeK

> sup In {g (e" 1Y) e*‘s(y)} forall = € IR? .
yeK

This provides the required result by simply turning back to the initial variables. O

We now intend to show that the reverse inequality of Proposition 4 holds. In order
to simplify the presentation, we shall provide an easy proof which requires strong
assumptions.

Proposition 5. Let o be a bounded function, and § be an upper semi-continuous
Sfunction with linear growth. Suppose that v is locally bounded. Then v*(T,-) < g.

Proof. Suppose to the contrary that V*(T, s) — §(s) =: 21 > 0 for some s € (0, 00)<.
Let (T}, s,,) be a sequence in [0, T] x (0, 00)? satisfying:

(T, sn) — (T,s), V(Tyn,sn) — V*(T),s)
and
V(Tn,8n) > g(s)+nforalln>1.

From the (dual) definition of V, this shows the existence of a sequence (v™),, in D
such that:

ES. .. [g (S<T">efTTn uffdr) e~ 7, 0w )ﬂ > g(s) +pforalln>1, (37)

where
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T
S = s,& (/ o(t,S;’")th> .
T,

We now use the sublinearity of § to see that:
T n T n

< RO [g (S;”)efﬂ?n V:’dr) oo u:dr)]

Th,8n

< my, [o(s0)]

where we also used the definition of § together with the fact that K is a closed convex
cone of IRY. Plugging this inequality in (37), we see that

as) +n <E L [a(s?)] - (39)

By easy computation, it follows from the linear growth condition on § that

A

2 2
B0 [5(857)| < Const (14Tl

This shows that the sequence { Q(S(Tn)), n > 1} is bounded in L?(P°), and is there-

fore uniformly integrable. We can therefore pass to the limit in (38) by means of the
dominated convergence theorem. The required contradiction follows from the upper
semi-continuity of § together with the a.s. continuity of St in the initial data (¢, s). O

5 Applications

5.1 The Black-Scholes Model with Portfolio Constraints

In this paragraph we report an explicit solution of the super-replication problem
under portfolio constraints in the context of the Black-Scholes model. This result was
obtained by Broadie, Cvitani¢ and Soner (1997).

Proposition 6. Let d = 1, o(t,s) = o > 0, and consider a lower semi-continuous
payoff function g : IR, — IR. Assume that the face-lifted payoff function g is upper
semi-continuous and has linear growth. Then:

v(t,s) = Eo [g (St,s(T))]
i.e. v(t, s) is the unconstrained Black-and Scholes price of the face-lifted contingent
claim § (S; s(T)).

Sketch of the Proof By a direct application of Theorem 4, the value function v(¢, s)
solves the PDE (15). When o is constant, it follows from the maximum principle that
the PDE (15) reduces to:

—Lv = 0 on [0,T) x (0,00)%, v(T,") = g,

and the required result follows from the Feynman-Kac representation formula. O
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5.2 The Uncertain Volatility Model

In this paragraph, we study the simplest incomplete market model. The number of
risky assets is now d = 2. We consider the case K = IR x {0} so that the second
risky asset is not tradable. In order to satisfy the conditions of Theorem 4, we assume
that the contingent claim is defined by G = g(S*(T')), where the payoff function
g : IRy — IR, is continuous and has polynomial growth. We finally introduce the
notations:

G(t,s1) := sup [0} + 0i)(t, 51,52) and g (t,s1) = inf [0%, + 0%y](t, 51, 52)
52>0 $2>0
We report the following result from Cvitani¢, Pham and Touzi (1999) which follows
from Theorem 4. We leave its verification for the reader.

Proposition 7. (i) Assume that G < oo on [0,T] x Ry. Then v(t, s) = v(t, s1) solves
the Black-Scholes-Barrenblatt equation

1
—vp — —

5 [0, —c®v; ., ] =0,0n[0,T) x (0,00), v(T,s1) = g(s1) for s1 > 0.

5181 - S181
(i1) Assume that ¢ = oo and
either g is convex or c = 0.

Then v(t, s) = g°°™¢(s1), where g°°"*¢ is the concave envelope of g.

6 HJB Equation from the Primal Problem for the General Large
Investor Problem

In this section, we present an original dynamic programming principle stated directly
on the initial formulation of the super-replication problem. We then prove that the
HIJB equation of Theorem 4 can be obtained by means of this dynamic programming
principle. Hence, if one is only interested in the derivation of the HIB equation, then
the dual formulation is not needed any more.

An interesting feature of the analysis of this section is that it can be extended
to problems where the dual formulation is not available. A first example is the large
investor problem with feedback of the investor’s portfolio on the price process through
the drift and the volatility coefficients; see section 3.4. This problem is treated in the
present section and does not present any particular difficulty. Another example is the
problem of super-replication under gamma constraints which will be discussed in the
last section of these notes. The analysis of this section can be further extended to
cover front propagation problems related to the theory of differential geometry, see
[23].
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6.1 Dynamic Programming Principle

In this section, the price process S is defined by the controlled stochastic differential
equation:

S7s(t)
dSZs (7“) = ag[sgs](r) [b(f‘, S;s (T)v W(T))d?‘ + U(Tv S;s (7“), 7T(T))dB(T)] )

s
i

where b: [0, T] x RY x K — R%and o : [0, T] x IR¢ x K — IR**< are bounded
functions, Lipschitz in the s variable uniformly in (¢, 7).
The wealth process is defined by
Wth,w(t) =w
AW 0 (r) = W o () (r) [b(r, ST (r), 7(r))dr + o (r, ST (r), 7(r))dB(r)] .

Given a European contingent claim G = ¢g(S; s (T")) > 0, the super-replication problem
is defined by

vo(t,s) :=inf {w >0 : W[, ,(T) > g(ST,(T)) P—as. forsomen € Ax} .
The main result of this section is the following.

Lemma 2. Let (t,5) € [0,T) x (0,00)¢ be fixed, and consider an arbitrary stopping
time 6 valued in [t, T). Then,

o(t,s) =inf {w >0 : W[, ,(0) > v(0,S7.(0)) P—as. forsomen € Ak} .

In order to derive the HIB equation by means of the above dynamic programming
principle, we shall write it in the following equivalent form:
DP1  Let(t,s) €[0,7) x (0,00)%, (w, ) € (0,00) x Ak be such that W[, (T
> g (57,(T)) P—a.s. Then
WTK'

t,s,w

@) > v(0,57,(0)) P—as.

DP2  Let(t,s) €[0,7) x (0,00), and set @ := v(t, s). then for all stopping time
6 valued in [t, T,

P W[ 0 n(0) > v (0,S7,(0))] < 1foralln>0andw € A .
Idea of the proof. The proof of DP1 follows from the trivial observation that
SZT,‘S(T) = Sg,SES(H)(T) and Wthyw(T) = Wgﬂ:st‘s(e)th,s,w(e) (T) :

The proof of DP2 is more technical, we only outline the main idea and send the
interested reader to [23]. Let 6 be some stopping time valued in [¢, 7], and suppose
that

W = W[ (0) > v(0,57,(0)) P—as.forsome n >0and w € Ak .

S, W—"n
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Set § := ST ¢(6). By definition of the super-replication problem v (9, S ) starting at
time 0, there exists an admissible portfolio & € A such that

Wisw(T) =g (ng S(T)) P as.

This is the delicate place of this proof, as one has to appeal to a measurable selection
argument in order to define the portfolio 7. In order to complete the proof, it suffices
to define the admissible portfolio 7 := 71(; gy + 71[ 1), and to observe that:

Wieiaog(T) = Wi (1) = g (S55(T)) = g(SP(T)) P-as.

which is in contradiction with the definition of . O

6.2 Supersolution Property from DP1
In this paragraph, we prove the following result.

Proposition 8. Suppose that the value function v is locally bounded, and the con-
straint set K is compact. Then v is a discontinuous viscosity supersolution of the
PDE

min{ —Lv, , inf HYv, }(t,s) >0

yeK

where

Lu = u(t, s) + %Tr [diag[s]oo’(t, s, &)diag[s] D?u(t, s)]
&= diag[s]%(t, 5.

The compactness condition on the constraints set K is assumed in order to simplify
the proof, see [26]. In the case of a small investor model (b and o do not depend on
), the proof of Proposition 8 is an alternative proof of Proposition 1 which uses part
DP1 of the above direct dynamic programming principle of Lemma 2, instead of the
classical dynamic programming principle of Lemma 1 stated on the dual formulation
of the problem. Recall that such a dual formulation is not available in the context of
a general large investor model with o depending on 7.

Proof. Let (¢, s) be fixed in [0,7) x IR%, and consider a smooth test function ¢,
mapping [0, 7] x IR% into (0, c0), and satisfying

0= (vs—p)(t,8) = min (v —¢) . (39)
(0,T]x R4

Let (tn, $n)n>0 be a sequence of elements of [0,7") x R satisfying

V(tn, Sn) —> v«(t,s) asn — oo .
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We now set
Wy = V(ty, 5,) + max{n= | 2\v(tn, $n) — @(tn, sn)|} foralln >0,
and observe that
¢n = lnw, —Iney(t,,s,) > 0andc, — Oasn — oo, (40)
in view of (39). Since w,, > v(t,, S, ), it follows from DP1 that:

In{v (0n, ST, (6))} < In{W " (6)} for some m, € Ag ,

nySn,,Wn

where, for each n > 0, 6,, is an arbitrary stopping time valued in [t,,, T'], to be chosen
later on. In the rest of this proof, we simply denote (S, W) := (S, , W/, ., ).

tn,sn?

By definition of the test function ¢, we have v > v, > ¢, and therefore:
0<ecp+Ing(ty, sn) —Ing (0, Sn(6))
0,
n 1
w [ = Jloml | ur ) ar
tn

On
T / (w,0) (. Su (1), (1)) dB(r)

n

Applying It6’s lemma to the smooth test function In ¢, we see that:

On
0<ec,+ /t (7m0, — hp) o (1, S (), 0 (1)) dB(r) 41)

n

0

n L'Trn(r) Ihn2_ /n2

—/ [ L4 — (7 — hn)'b+ "7 5 il (ry Sp(r), mp(r)) dr |
tn ¥

where we introduced the additional notations
(1) 1= ding[S, (]2 (7. 5,(0)
and
LY%(t,s) == pi(t,s) + %Tr {diag[s]oo’ (t, s, )diag[s| D?p(t, s)} .

2. Given a positive integer k, we define the equivalent probability measure PX by:

T
o (/ o] 650 ”dB(”) |

recall that o—! and b are bounded functions. Taking expected values in (41) under
P¥, conditionally on F(t,,), we see that:

a
dP
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0 -
n ﬁﬂn(l) /hn2_ / n2
OSCn_Ek/ |:<p<p+k|7rn_hn|+|g | 2|U7T:|

(r, Sp(r), mp(r)) dr

where [E;, denote the conditional expectation operator under PX. We now divide by
v/¢,, and send n to infinity to get:

On [ _ prn(r) "ho12 — |g’ 2
0< limjnfEk/ [M — k| — b — |07 | = |o"mn] }
n tn 2 2

(r, Sp(r), mp(r)) dr 42)

3. We now fix the stopping times:
O, = \/en Ninf {r > t, : S,(r) & sne’P}

for some constant v, where B is the unit closed ball of IR! and s,,e%% is the collection
of all points ¢ in IR? such that | In (£¢?/s?)| < . Then, by dominated convergence, it
follows from (42) that:
2
- |U’a|2] :

Since K is compact, the above minimum is attained at some o € K, and oy, —
& € K along some subsequence. Sending k to infinity, we see that one must have

£(X
0< inf —=%
acK )

D 1
—k|la— diag[s]%(t,s) + 3

D
o'diag][s] ik (t,5)
P

D .
a = diag[s]—(p(us) € Kand —L% > 0.0
¥

6.3 Subsolution Property from DP2

We now show that part DP2 of the dynamic programming principle stated in Lemma
2 allows to prove an extension of the subsolution property of Proposition 2 in the
general large investor model. To simplify the presentation, we shall only work out the
proof in the case where K has non-empty interior; the general case can be addressed
by the same argument as in section 4.3, i.e. by first deducing, from the supersolution
property, that v(¢, e”) depends only on the projection z i of x on aff(K) = vect(K).

Proposition 9. Suppose that the value function v is locally bounded, and the con-
straints set K has non-empty interior. Then, v is a discontinuous viscosity subsolution
of the PDE

min { —Lv*, inf HYv* } (t,s) <0
yeK,

Proof. 1. In order to simplify the presentation, we shall pass to the log-variables. Set

z:=Inw, X7, . :=InW/, ,, and u:=Inv. By It6’s lemma, the controlled process

X7 is given by:
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T 1
Xeuulr) =t [ (70 §lo'a) (S0 m(r)
t
+ / (w'o) (r, ST (r),m(r)) dB(r) . (43)
t

With this change of variable, Proposition 9 states that u* satisfies on [0, T') x (0, 00)?
the equation:

min {—gu* , inf (6(y) — diag[s]Du*(t,s))} <0
yeK,

in the viscosity sense, where
1
Gu(t,5) := uj (1, 8) + 5 |0 (t, s, @) diag[s] Du" (¢, s)°
1
—|—§Tr [diag[s]oo’ (, s, &)diag[s]| D*u*(t, s)] ,
and & := diag[s|Du* (¢, s) .

2. We argue by contradiction. Let (¢, so) € [0, 7)) x (0,00)% and a C? (¢, 5) be such
that:

0 = (w" —)(to, s0) > (wW* —)(t,s) forall (¢,s) # (to, s0) ,
and suppose that
Go(t,s) > 0 and diag[so]Dp(to, so) € int(K) .

Set (¢, s) := diag[s]Dy(t, s). Let 0 < o < T — ¢, be an arbitrary scalar and define
the neighborhood of (g, so):

N = {(t,s) € (to — a,tg + @) x s9e*P : #7(t,s) € K and —Gp(t,s) >0} ,

where B is again the unit closed ball of IR! and soe®® is the collection of all points
¢ € IR such that |In (¢'/s})| < 7. Since (to, so) is a strict maximizer of (u* — ),
observe that:

—4p = nalj%[x(u* —p) < 0.

3. Let (¢1, s1) be some element in N such that:

x1 = u(ty,s1) > u*(to,s0) =B = @(to,s0) =B = ¢(t1,51) — 23,

and consider the controlled process

(8, %) = (%

In W] ) with feedback control #(r) = # (733(7’)> )

1,81,w1e”?

which is well-defined at least up to the stopping time
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6 := inf{r >t (T,S'(T)) ¢ N} :

Observe that u < u* < ¢ —33 on AN by continuity of the process S. We then compute
that:

21— 6= (0.50)) > ultr,51) 36— ¢ (0.50))
> B+ plt,n) — ¢ (0,50)) - (44)

4. From the definition of 7, the diffusion term of the difference dX (1) — dip(r, S(r))
vanishes up to the stopping time 6. It then follows from (44), It6’s lemma, and (43)
that

X(0) - u(0.50)) = 8+ /te dX (r) — de(r, S(r))

= B + gcp(r, S(T)>

t1

>pB >0 P — as.

where the last inequality follows from the definition of the stopping time 6 and the
neighborhood A. This proves that WZ sywre—s > v(0, ST () P—as., which is

the required contradiction to DP2. O

7 Hedging under Gamma Constraints

In this section, we focus on an alternative constraint on the portfolio w. Let Y :=
diag[S(¢)] 17 (¢t)W (t) denote the vector of number of shares of the risky assets held
at each time. By definition of the portfolio strategy, the investor has to adjust his
strategy at each time ¢, by passing the number of shares from Y (¢) to Y (¢ 4 dt). His
demand in risky assets at time ¢ is then given by "dY (¢)".

In an equilibrium model, the price process of the risky assets would be pushed
upward for a large demand of the investor. We therefore study the hedging prob-
lem with constrained portfolio adjustment. This problem turns out to present serious
mathematical difficulties. The analysis of this section is reported from [21]-[5], and
provides a solution of the problem in a very specific situation. The extension to the
multi-dimensional case is addressed in [6].

7.1 Problem Formulation

We consider a financial market which consists of one bank account, with constant
price process S°(t) = 1 for all t € [0,7], and one risky asset with price process
evolving according to the Black-Scholes model:

Sts(u) :==s€ (o(B(t) — B(u)), t<u<T.
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Here B is a standard Brownian motion in /R defined on a complete probability space
(2, F,P). We shall denote by IF = {F(t), 0 < ¢t < T} the P-augmentation of the
filtration generated by B.

Observe that there is no loss of generality in taking S as a martingale, as one
can always reduce the model to this case by judicious change of measure (P in the
previous sections). On the other hand, the subsequent analysis can be easily extended
to the case of a varying volatility coefficient.

We denote by Y = {Y (u), t < u < T} the process of number of shares of risky
asset S held by the agent during the time interval [t, T']. Then, by the self-financing
condition, the wealth process induced by some initial capital w and portfolio strategy
Y is given by:

W) = w+ /tu Y(r)dS.s(r), t<u<T.

In order to introduce constraints on the variations of the hedging portfolio Y, we
restrict Y to the class of continuous semimartingales with respect to the filtration IF'.
Since I is the Brownian filtration, we define the controlled portfolio strategy Y, SL
by:

Y (u) =y —|—/ a(r)dr + +/ v(r)edB(r), t<u<T, (45)
t t

where y € IR is the initial portfolio and the control pair (v, 7y) takes values in
By = (L®([t,T] x 2 ; L@ P))?

)"
Hence a trading strategy is defined by the triple (y, ) withy € IR and (o, y) €
B;. The associated wealth process, denoted by W7 _ . is given by:

,W,S,Y°

ngyufw/t YO (r)dSia(r), t<u<T. (46)

We now formulate the Gamma constraint in the following way. Let I" be a constant
fixed throughout this section. Given some initial capital w > 0, we define the set of
w-admissible trading strategies by:

Aps(w) == {(y,,7) € Rx By : 4(.) < T and WS, () >0} .

As in the previous sections, We consider the super-replication problem of some Eu-
ropean type contingent claim g(S; (7)) :

o(t,s) = inf {w : W), (T) > g(Ses(T)) as. for some (y,a,7) € Ars(w)} .
(47)

7.2 The Main Result

Our goal is to derive the following explicit solution: v(t, s) is the (unconstrained)
Black-Scholes price of some convenient face-lifted contingent claim §(S; (7)),
where the function ¢ is defined by
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g(s) = h°"(s) + I'slns with h(s) := g(s) — I'slns,

and h°°™¢ denotes the concave envelope of h. Observe that this function can be
computed easily. The reason for introducing this function is the following.

Lemma 3. g is the smallest function satisfying the conditions
(i) ¢ > g,and (ii) s — §(s) — sln s is concave.
The proof of this easy result is omitted.

Theorem 5. Let g be a non-negative lower semi-continuous mapping on IR . Assume
further that

s — §(s) — C slus is convex for some constant C . (48)
Then the value function (47) is given by:

v(t,s) = E[§(Se,s(T))] forall (t,s) €[0,T) x (0,00) .

7.3 Discussion

1. We first make some comments on the model. Formally, we expect the optimal
hedging portfolio to satisfy

Y (u) = vs(u, St,s(u)) ,

where v is the minimal super-replication cost; see Section 3.1. Assuming enough
regularity, it follows from It6’s lemma that

dY(u) = A(u)du + o(u, St,s(u))St,s(w)ves(u, St s(w))dB(u) ,

where A(u) is given in terms of derivatives of v. Compare this equation with (45) to
conclude that the associated gamma is

'AY(U) = St,s(“) Uss (u, St,S(u)) .

Therefore the bound on the process # translates to a bound on sv,,. Notice that, by
changing the definition of the process v in (45), we may bound v, instead of svgs.
However, we choose to study svgss because it is a dimensionless quantity, i.e., if all
the parameters in the problem are increased by the same factor, sv,g still remains
unchanged.

2. Observe that we only require an upper bound on the control . The similar prob-
lem with a lower bound on ~y presents some specific difficulties, see [5] and [6]. In
particular, the control fot a(r)dr has to be relaxed to the class of bounded variation
processes...
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3. The extension of the analysis of this section to the multi-asset framework is also a
delicate issue. We send the interested reader to [6].

4. Intuitively, we expect to obtain a similar type solution to the case of portfolio
constraints. If the Black-Scholes solution happens to satisfy the gamma constraint,
then it solves the problem with gamma constraint. In this case v satisfies the PDE
—Lv = 0. Since the Black-Scholes solution does not satisfy the gamma constraint, in
general, we expect that function v solves the variational inequality:

min{—Lv, I' — svgs} = 0. (49)

5. An important feature of the log-normal Black and Sholes model is that the vari-
ational inequality (49) reduces to the Black-Scholes PDE —Lv = 0 as long as the
terminal condition satisfies the gamma constraint (in a weak sense). From Lemma 3,
the face-lifted payoff function g is precisely the minimal function above g which sat-
isfies the gamma constraint (in a weak sense). This explains the nature of the solution
reported in Theorem 5, namely v(¢, s) is the Black-Scholes price of the contingent

claim § (S, (T)).

6. One can easily check formally that the variational inequality (49) is the HJB equa-
tion associated to the stochastic control problem:

o(t, s) :== bgf/ E
v

v 1 T 14
a(s.1) -3 [ u<t>[st,s<r>12dr] ,
t
where N is the set of all non-negative, bounded, and IF'— adapted processes, and:

S{s(u) =€ (/tu[az + V(r)}l/QdB(r)) , fort<u<T.

The above stochastic control problem is a candidate for some dual formulation of
the problem v(t, s) defined in (47). Observe, however, that the dual variables v are
acting on the diffusion coefficient of the controlled process S, so that the change of
measure techniques of Section 3 do not help to prove the duality connection between
v and 2.

A direct proof of some duality connection between v and v is again an open
problem. In order to obtain the PDE characterization (49) of v, we shall make use of
the dynamic programming principle stated directly on the initial formulation of the
problem v.

7.4 Proof of Theorem 5
We shall denote
o(t,s) == E[g(S,s(T))] .

It is easy to check that ¢ is a smooth function satisfying
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L0 = 0and stss < I'on [0,T) x (0,00) . (50)
1. We start with the inequality v < . Fort < u < T, set
y = 0s(t,s), a(u) = Log(u,S(w)), v(u) = St s(uw)ss(u, S(w)) ,
and we claim that
(o,7) € Bpandy < 1I'. (51

Before verifying this claim, let us complete the proof of the required inequality. Since
g < g, we have

in the last step we applied It6’s formula to 0. Now, set w := (¢, s), and observe that
Wil sy (1) = 0(u, Sy s(u)) > 0 by non-negativity of the payoff function g. Hence
(y, ) € Aps(0(2, s)), and by the definition of the super-replication problem (47),
we conclude that v < 0.

It remains to prove (51). The upper bound on y follows from (50). As for the lower
bound, it is obtained as a direct consequence of Condition (48). Using again (50) and
the smoothness of 9, we see that 0 = (L£9), = LD, + 02505, so that « = —o27 is
also bounded.

2. The proof of the reverse inequality v > © requires much more effort. The main step
is the following dynamic programming principle which correspond to DP1 in Section
6.1.

Lemma 4. (Dynamic programming.) Let w € IR, (y,a,y) € Ay s(w) be such that
Wi (T) > g(St,s(T)) P—a.s. Then

tw,s,y

W, (0) >v(0,S.5(0) P—as.

t,w,s,y
Sor all stopping time 0 valued in [t,T).

The obvious proof of this claim is similar to the first part of the proof of Lemma
2. We continue by by stating two lemmas whose proofs rely heavily on the above
dynamic programming principle, and will be reported later. We denote as usual by v,
the lower semi-continuous envelope of v.

Lemma 5. The function v, is viscosity supersolution of the equation

—Lv, > 00n[0,T) x (0,00) .
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Lemma 6. The function s — v.(t,s) — I'sIn s is concave for all t € [0, T).

Given the above results, we now proceed to the proof of the remaining inequality
v > .
2.a. Given a trading strategy in A; ;(w), the associated wealth process is a non-
negative local martingale, and therefore a supermartingale. From this, one easily
proves that v, (T, s) > g(s). By Lemma 6, v, (T, -) also satisfies requirement (ii) of
Lemma 3, and therefore

U*(Ta') > g .

In view of Lemma 5, v, is a viscosity supersolution of the equation —Lv, = 0 and
v (T, -) = §. Since ¥ is a viscosity solution of the same equation, it follows from the
classical comparison theorem that v, > 0. O

Proof of Lemma 5 We split the argument in several steps.
1. We first show that the problem can be reduced to the case where the controls (a, )
are uniformly bounded. For € € (0, 1], set

fs(w) = { (1, ,7) € Ars(w) = |a( )|+ () <e7' ),
and

Ve (t, 5) :inf{w S W (T) > (S (T)) P

t,w,s,y
—a.s. for some (y, o, ) € Ais(w)} .

Let vS be the lower semi-continuous envelope of v°. It is clear that v* also satisfies
the dynamic programming equation of Lemma 4.
Since

v (t,8) = liminf, ve(¢,s) = eao,l(izﬁr’gi?i(t,s) vi(t', s,

we shall prove that
—Lv® > 0 in the viscosity sense, (52)

and the statement of the lemma follows from the classical stability result in the theory
of viscosity solutions [7].

2. We now derive the implications of the dynamic programming principle of Lemma
4 applied to v°. Let p € C*°(IR?) and (o, s0) € (0,T) x (0, 00) satisfy

0= (vi—op)(t = i S —);

(U* (p)( 05 SO) (O,TI)IS(%,OO)(U* (P) )

in particular, we have v§ > ¢. Choose a sequence (t,,s,) — (to,S0) so that
V% (tn, Sn) converges to vE(to, so). For each n, by the definition of v* and the dy-
namic programming, there are w,, € [v° (¢, $p), v (tn, Sn)+1/n], hedging strategies
(U Qs V) € A5, . (1) satisfying
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Wan,"/n (en) _ ’UE (tn + t7 Stn,sn (tn + t)) 2 0

tn,Wn,Sn,Yn

for every stopping time 6,, valued in [t,,, T']. Since v > vE > ¢,

On
Wp, + Y;t(i:lq}zn (“)dstmsn (U) — @ (O, Stn,sn(en)) >0.
t”n,
Observe that
Bn = wyp — @(tn, $n) — 0 asn — oo .

By It6’s Lemma, this provides

My (07) < Dy(0) + Bn (53)

t
M, (t) == /0 [gos(tn +u, Sy, 5, (tn +u)) — Yti’fy’Z" (tn + u)] dSy, s, (tn +u)

t
Dn(t) = _/O £<p(tn + u, St'rnsn (tn + u))du .

We now chose conveniently the stopping time 6,,. For some sufficiently large positive
constant A and arbitrary h > 0, define the stopping time

On = (tn, +h) Anf{u > t, : [In(Se, s, (u)/sn)| > A} .

3. By the smoothness of L, the integrand in the definition of M,, is bounded up to
the stopping time #,, and therefore, taking expectation in (53) provides:

tA6,,
-E l/ Loty +u, S, s, (tn +uw))du| > =0, ,
0

We now send n to infinity, divide by A and take the limit as h \, 0. The required
result follows by dominated convergence. a

It remains to prove Lemma 6. The key-point is the following result. We refer the
reader to [5] for the proof, and we observe that the argument in the original paper
[21] is incomplete.

Lemma 7. Let ({ay,(u), u > 0}), and ({b,(u), v > 0}),, be two sequences of real-
valued, progressively measurable processes that are uniformly bounded in n. Let
(tn, sn) be a sequence in [0,T) x (0,00) converging to (0,s) for some s > 0.
Suppose that

tn+tATH u u
M, (tAT,) = / (zn +/ an(r)dr +/ by (r)dSy, s, (r)) dSi, s, (1)
tn t tn

n

< Bn+CtAT,
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Sfor some real numbers (z,)n, (On)n, and stopping times (6,), > t,,. Assume further
that, as n tends to zero,

Bn — OandtNB, —tNbOy P—a.s.,

where 0y is a strictly positive stopping time. Then:
(1) limy, o 2,, = 0.
(ii) limg~ g ess info<yu<¢ b(w) < 0, where b be a weak limit process of (b, ).

Proof of Lemma 6 We start exactly as in the previous proof by reducing the problem
to the case of uniformly bounded controls, and writing the dynamic programming
principle on the value function v°.

By a further application of Itd’s lemma, we see that:

t u u
M, (t) = /O (zn + /O an (F)dr + /O b (F)dSe, . (bn + r)) dS; o (tn+u) |

where

Zn = @s(tvu Sn) — Yn
an(r) = Lps(tn + 1,5, .5, (tn + 7)) — an(tn +7)
Yo (tn +1)

b"(T) = @ss(tn + r, St,,,,sn (tn + T)) - m .

Observe that the processes a,, (. A 6,,) and b, (. A 8,,) are bounded uniformly in n
since Ly, and @4 are smooth functions. Also since L is bounded on the stochastic
interval [t,,, 0,,], it follows from (53) that

Mp(0n) < CtAO, + By

for some positive constant C'. We now apply the results of Lemma 7 to the martingales
M,,. The result is:

lim y, = ps(to,yo) and liminf b(¢) < 0.

n—oo n—o00, t\,0 -

where b is a weak limit of the sequence (b,,). Recalling that ,,(¢) < I, this provides
that:

—8pss(toyso) + 1" > 0.

Hence vZ, and therefore v, is a viscosity supersolution of the equation —s(v4 ) ss+1" >
0, and the required result follows by standard arguments in the theory of viscosity
solutions. O
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