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Introduction

Dealing with risk is particularly important for financial corporations such as banks
and insurance companies, since these face uncertain events in various lines of their
business. There exist several characterizations of risk which do not always have to
describe distinct issues. This could be market risk, credit risk or operational risk,
but also model risk or liquidity risk. Insurance companies additionally have to deal
with underwriting risk, for example. The aim of integrated risk management is to
manage some or all kinds of potential risk simultaneously. According to McNeil
et al.l (2005), the more general notion of risk management describes a “discipline
for living with the possibility that future events may cause adverse effects”, while
banks or insurance companies are even able to “manage risks by repacking them and
transferring them to markets in customized ways”. Consequently, risk management
can be regarded as a “core competence” of such companies.

Historically, methods of dealing with risk go back to mean—variance optimization
problems. These were first considered by lde Finetti (1940) (see Baronel (2006) for a
translated version of the original article in Italian), whereas the issue only became
famous with the work of Nobel laureate Markowitzl (1952). Before, a main focus
was on the mean of the underlying quantities, whereas these works brought the risk
component in terms of the variance into play. Currently, some discussion about the
contribution of the two authors can be observed in the literature. First, Markowitz
(2006) himself claims that de Finetti did not solve the problem for the general case
of correlated risk. However, this argument is contrasted in Pressacco and Serafini
(2007), where the authors reason that de Finetti solved the problem, but under a
regularity assumption which is not always fulfilled.

An important tool in risk management is the implementation of risk measures, in
particular ones which go beyond the variance. Since the risk is modelled by random
quantities, i. e. random variables or, in a dynamic framework, stochastic processes,
it is often possible to estimate or approximate the distribution of such positions.
However, the actual realization of the risk remains uncertain. One way to quantify
the risk beyond its distribution is to use risk measures. Risk measures assign a
value to a risk at a future date that can be interpreted as a present monetary value
or present and future monetary values if dynamic risk measures are applied.

Let us now review some regulatory aspects and describe how risk measures are
applied in risk management so far. This aspect started with the first Basel accord
and its amendment which introduced the risk measure Value-at—Risk for calculat-
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ing the regulatory capital in internal models. Furthermore, special emphasis is put
on credit and operational risk within the context of Basel II. While these accords
aim to stabilize the international banking business, similar regulatory frameworks
are introduced for the insurance sector via Solvency 2, having a more local or na-
tional character. In particular, the aim is to regulate by law what kind of risk
measures should be used to calculate the companies’ target capital in order to
ensure a certain level of solvency. Special emphasis is put on the coherent risk
measure Average Value—at—Risk, sometimes denoted as Fxpected Shortfall, which
is used in Solvency 2 instead of Value-at—Risk in Basel II. It has the advantage of
being subadditive for general risks, therefore awarding diversification (see Chap-
ter 1l for a more thorough investigation). Value—at—Risk fulfills this property only
in an elliptical world. Consequently, using Value—at—Risk is not always the wrong
thing to do but dangerous if applied inappropriately.

Although many problems are similar for the banking and insurance sector respec-
tively, there are some distinctions between these two kinds of firms. Banks mainly
deal with bounded risks, e.g. when facing credit risk. On the other hand, insur-
ance companies often have to consider unbounded risks, e.g. when heavy—tailed
distributed financial positions are present. To address both situations, we always
treat integrable but not necessarily bounded risks in this work. Furthermore, a
main issue will be to develop risk management tools for dynamic models. These
naturally occur when considering portfolio optimization problems or in the con-
text of developing reasonable risk measures for final payments or even stochastic
processes. We consider only models in discrete time and denote these approaches
with dynamic risk management.

In dynamic economic models, one often faces a Markovian structure of the un-
derlying stochastic processes. Hence, a method we will frequently use is the theory
of Markov decision processes (MDP), sometimes also addressed as dynamic pro-
gramming (DP) introduced in Bellman/ (1952). In this work, one field where the
method is applied is dynamic portfolio optimization. This is a standard approach.
However, the theory can even be used to solve optimization problems that occur
in economically motivated definitions of dynamic risk measures. One can even go
further to define a reasonable class of dynamic risk measures for a model with
incomplete information. Thorough investigations on Markov decision processes
can be found e. g.in Hinderer (1970), Puterman/ (1994) or Hernandez-Lerma and
Lasserre (1996). Further applications beyond economics are possible in biology or
telecommunications, for example.

An MDP is defined as follows. First, one needs a dynamical system of interest
which can be influenced over time by a risk manager through the choice of certain
decision variables. Then, one has to define the state space of the process of interest,
the action space and the restriction set of admissible decision variables. Further-
more, a transition function and a transition law are introduced. They describe
the realization of the (random) state of the process in the next period in case the



former state and the current decision variable are given. Usually, it is assumed that
in each period a certain reward depending on the current state and action is gen-
erated and that at the end of the finite time scale, there also is a terminal reward
depending on the final state. The objective is now to find a policy, i.e. a sequence
of decisions, which maximizes the expected accumulated reward. The main result
of the theory is that this problem can be solved by the so—called value iteration,
which is a sequence of one—period optimization problems. By this method, one
can obtain the optimal target value and an optimal policy. Now we give an out-
line of this work and briefly describe how Markov decision theory can be applied
in dynamic risk management. We will regularly state economic interpretations of
important results. In particular, this concerns the structure of optimal investment
policies derived in Chapter 2/ and inequalities obtained when comparing values of
dynamic risk measures.

In Chapter 1 the general notion of static and conditional risk measures is in-
troduced. We review the related literature and describe important examples such
as Value-at—Risk and Average Value-at—Risk. Properties of risk measures are dis-
cussed and motivated economically. Furthermore, representation results from the
literature are stated for coherent risk measures and for risk measures of Kusuoka—
type. In particular, we stress the importance of Average Value—at—Risk, which will
also become obvious in the consecutive chapters. Finally, we prove some simple
measurability results for the conditional versions of Value-at-Risk and Average
Value-at—Risk. This is essential when applying these risk measures in the con-
struction of our dynamic risk measure in Chapter 4.

Chapter 2 is devoted to a natural application of Average Value-at—Risk, namely
in the context of dynamic portfolio optimization. We consider a standard multi—
period Cox—Ross—Rubinstein model with one bond and one risky asset, where an
investor is able to invest his wealth into one risk—free bond and one risky asset.
The following mean—risk optimization problems are investigated. First, we aim to
minimize the risk represented by the Average Value—at—Risk of the final wealth
under the constraint that at least a minimal expected final wealth is attained.
This problem can be solved by a standard convex optimization approach via the
Lagrange function and by formulating a Markov decision model. The convex op-
timization approach is possible due to convexity of Average Value—at—Risk. As
a tool, we derive a generalization of a theorem by Runggaldier et al. (2002). In
the same manner, the converse problem is solved, i.e. we maximize the expected
final wealth under an Average Value—at—Risk constraint. We also give optimal
investment strategies, showing that these are equal for both problems and of the
structure of hedging strategies in the standard Cox-Ross-Rubinstein model. In the
last part of the chapter, we formulate a variation of the latter problem by consider-
ing intermediate risk constraints when maximizing the expected final wealth. The
idea is to ensure that — based on the current wealth — the risk of the relative gain or
loss until the next period is bounded by a given risk level. Again, a Markov deci-
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sion model yields the solution of the optimization problem. Instead of considering
a Lagrangian approach, we have to adapt the restriction set of the related MDP
and directly obtain the optimal policy, which is of a different structure than the
one from above. Furthermore, the optimal target value has a different structure,
too.

While so far only static and conditional risk measures have been considered,
Chapter 3 introduces the notion of dynamic risk measures. The demand for such
tools is motivated by the following reasons based on arguments from Wang (1999).
First, companies often face financial positions that have to be described by pro-
cesses rather than by final payments. On the other hand, risk is not only to be
measured at an initial date but should be adapted over time using the informa-
tion modelled by a filtration which becomes available over time. First, we give
a thorough overview on the related literature. Similar to Chapter [1l we describe
important and economically motivated properties and state representation results
for dynamic risk measures from the literature. It turns out that it is important
to discern between law invariant measures and ones without this property, where
the latter one seems to be the more natural one. Moreover, the notion of stabil-
ity of sets of probability measures is closely related to the given representations.
Concluding the chapter we show that this definition is equivalent to consistency of
such sets defined in Riedel (2004).

The overview on the literature has shown that there is still a lack of reasonable
and practicable dynamic risk measures. Hence, in Chapter 4 a risk measure for
processes by Pflug and Ruszczyniski (2001)) is generalized by constructing a dynamic
version of this measure. First, we show that under certain conditions, the risk
measure fulfills most of the properties introduced in the previous chapter. Since
the dynamic risk measure is defined as an optimization problem, we aim to solve
this and give a closed formula for the risk measure. We are able to do so in a
Markovian environment by defining a related Markov decision model and applying
the value iteration. In a further step, we consider the relationship of the dynamic
risk measure with the stable representation results stated in Chapter 3. It turns
out that this is only possible for income processes which are final values, but not for
general income processes. However, one can derive a different stable representation
for our dynamic risk measure. Concluding the chapter we prove some simple
martingale properties which allow for a standard interpretation of the monetary
values that the components of the risk measure represent.

The solution via Markov decision processes in Chapter 4/ gives rise to the idea of
generalizing the model to one with incomplete information in Chapter 5. More pre-
cisely, we assume that the generating variables of the model depend on a random
parameter whose distribution is unknown. Now, the optimization problem in the
definition of the dynamic risk measure from the previous chapter is transformed
by introducing a so—called Bayesian optimization problem. The solution of the
problem is obtained by extending the state space of the Markov decision model by
a distributional component, representing the current estimation of the unknown
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distribution. It is well known that this model is equivalent to the Bayesian for-
mulation. We use this approach to define a class of dynamic risk measures for
such models in an analogous way as in Chapter 4. It can be observed that the
models are identical if the parameter is known. Furthermore, we are able to solve
the optimization in a binomial model in the case the unknown distribution is in
the class of Beta distributions, compare also Attachment B. As a central result
of this chapter we proof a comparison result for the two different risk measures
in the binomial model. The necessary assumptions are fulfilled in the Cox-Ross-
Rubinstein—model, but not for a three—period game by Artzner. However, due to
the elementary character of the latter example, we can also give corresponding
comparison results for the latter example.
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Some basic notation is used throughout this work.

o(E)
N (Np)
R (R+7 Ri)

(@)

LP(Q,G,P)
x, B x

ess. sup, ess. inf

]IA($) c {O, 1}
L(X)

LIX|Y =y)
O

Xiv

the power set of an arbitrary set E

positive (non-negative) integers

(non—negative, positive) real numbers

positive (negative) part of x € R,

ie. 2t = max{z,0} (z7 = (—x)")

Borel sets on the real line

Borel sets on a subset A C R

Borel sets on R = R U {co, —00}

basic probability space

expectation with respect to P

expectation with respect to another probability
measure () on (2, F)

a set of probability measures on (2, F)

a set of probability measures on (2, ) which are
absolutely continuous with respect (equivalent) to P
the set of all probability measures on © C R

a sub—o—algebra of F

equivalence classes of (G, B)-measurable risks.
equivalence classes of (G, B)-measurable and
p—integrable (or bounded) risks, p € [1, co].

analogous equivalence classes of (G, B)-measurable risks
convergence in L, i.e.lim, ., E|X, — X| =0
essential supremum (infimum) of a random variable or
of a set of random variables, compare Attachment A
indicator function of a set A,

i.e. Tg(z)=1ifand only if z € A

the law of a random variable X

the conditional law of a random variable given {Y = y}

marks the end of a proof



1 Static and conditional risk
measures

The mathematical notion risk in its most general definition corresponds to the un-
certain value of a financial position at a future point of time denoted by 7'. This
could be e. g. the price of an asset or an insurance claim, which a bank or an insur-
ance company faces. In our setting, a positive value of the position is interpreted as
an income whereas a negative value is a loss. Sometimes, the literature deals with
the reverse definition. However, we follow the setting of the central works Artzner
et al. (1999) and Acerbi and Tasche (2002). We assume that all occurring random
variables already represent discounted values. In the first section of this chapter we
introduce the underlying model and the notion of coherence. In the following two
sections, relevant examples such as the Value-at—Risk and the Average Value—at—
Risk and further properties are described. The last section deals with conditional
(static) risk measures. These will be an essential tool for the construction of an
explicit dynamic risk measure which will be introduced in Chapter 4.

A more practicably orientated version of the first three sections, which are essen-
tially based on works as [Artzner et al. (1999), Tasche (2002), [Acerbi and Tasche
(2002)) and Szegd| (2005), can be found in Béuerle and Mundt/ (2005). Furthermore,
several relevant applications are described there.

1.1 Model and definition

We now want to measure the risk. To this extend, let us formally define what a risk
and a risk measure is. Assume that we are given some probability space (2, F,P).
All occurring equalities and inequalities among random variables are understood
in the almost sure sense with respect to P. We restrict ourselves to integrable
risks since the Average Value—at—Risk, which we will use frequently throughout
this work, can only be defined for those risks.

Definition 1.1. A risk is a (F, B)-measurable random variable X : Q — R.
Denote with LY(Q, F,P) the equivalence classes of integrable risks. A mapping
p: LYQ,F,P) — R is called a risk measure if it is monotone and translation
invariant, i. e.



1 Static and conditional risk measures

(MON) For all X;, X, € LY(Q, F,P) it holds
X1 <Xy = p(Xy) > p(Xy).
(TIN) For all X € L'(Q, F,P) and ¢ € R, it holds

p(X +¢) = p(X) —c.

The following class of convex risk measures is thoroughly investigated for bounded
random variables in [Follmer and Schied (2004).

Definition 1.2. A risk measure p is called convex, if we have the following:

(CVX) For all X, X, € LY(Q, F,P) and X € [0,1] holds

p(AX1 + (1 = A)X2) < Ap(X1) + (1 = A)p(Xa).

The property of convexity is a generalization of coherence, a notion that was
discussed in the literature earlier than convexity. The leading work was done
in Artzner et al.l (1999), where risk measures on finite probability spaces where
investigated.

Definition 1.3. A convex risk measure p is called coherent, if it is homogeneous:

(HOM) For all X € L'(Q, F,P) and A > 0 it holds
pAX) = Ap(X).

Remark. If (HOM) is fulfilled, then convexity is equivalent to subadditivity, i.e.
(SUB) For all X, X, € LY(Q, F,P) it holds

p(X1 + Xo) < p(X1) + p(Xa).

Consequently, coherence of a mapping p : L'(Q, F,P) — R is usually defined by
the four properties (MON), (TIN), (HOM) and (SUB). Note that a homogeneous
mapping p : L'(Q, F,P) — R is always normalized, i.e. p(0) = 0. This can be seen
by

p(0) = p(2-0) =2p(0).

Moreover, if p is translation invariant and normalized, we obtain for ¢ € R

plc) = p(0+c) = p(0) —c = —c

For |Q] < 0o, the main result in|Artzner et al. (1999) was a representation theorem
for coherent risk measures which showed that coherence does not determine a
unique risk measure but rather a whole class. To derive a general representation
result on L'(Q, F,P), a technical continuity property has to be introduced. We
now state the general version of the representation theorem which is from Inoue
(2003).



1.1 Model and definition

Theorem 1.1. A mapping p : L*(Q, F,P) — R is a coherent risk measure and
fulfills the Fatou—property

(FAT) For all X, Xy, X, - € L', F,P) such that X, % X, n — oo, it
holds
p(X) < liminf p(X,,).

if and only if there exists a convex L*(Q, F,P)-closed and L*>°(Q, F,P)-bounded set
Q of probability measures on (2, F) which are absolutely continuous with respect
to P such that

p(X):csgug]EQ[—X], X e LY(Q, F,P). (1.1)

Remark. Before the general result was derived in Inouel (2003), the representation
was proved for bounded random variables on general probability spaces in [Delbaen
(2002). The Fatou-property then has to be formulated for uniformly bounded
sequences that converge in probability. Generalizations of the result for convex
risk measures can be found e. g. in Follmer and Schied (2004).

Economic interpretation. An intensive discussion of the introduced properties
can be observed in the literature. We give here a short summary of the main
arguments. Fix a mapping p : L'(Q, F,P) — R and, whenever necessary, a risk
X e LY (Q,F,P).

The properties of monotonicity and translation invariance are well accepted. We
consequently used them as central properties that a mapping should have if it is
called a risk measure. First, obviously a risk that is pointwise not smaller than
another risk should be assigned a value of the risk measure that is not larger.
Hence, monotonicity is a natural assumption when measuring risk. Furthermore,
translation invariance implies

p(X + p(X)) = p(X) — p(X) =0, (1.2)

hence providing an interpretation of p(X) as a monetary value as follows. If we
have p(X) > 0, this number can be seen as an amount of money that is invested in
a risk—free bond (recall that we neglect the interest rate here). If both X and p(X)
are held in an aggregated portfolio, its value of the risk measure then becomes 0
by (1.2). On the other hand, if p(X) < 0, the amount —p(X) can be subtracted
from X with the overall risk still being 0.

The discussion about homogeneity is more ambiguous. This property seems to
make sense if p(X) is indeed seen as a monetary value. By homogeneity, the value
of the risk measure changes proportionally if the financial position X is calculated
in a different currency. An argument against this property is mentioned in Follmer
and Schied (2004). They claim that there are many situations where the value of
the risk measure does not increase linearly if this is the case for the position —X.



1 Static and conditional risk measures

There is no more extensive study of this argument. We conclude that assuming
homogeneity or not is the essential difference of the two worlds of coherent and
convex risk measures respectively.

The properties of subadditivity and, in a similar way of convexity, are again quite
well-established. There is some discussion though because the famous Value—-at—
Risk is not subadditive whereas this risk measure is broadly accepted in the banking
industry. This is further strengthened by the proclamation of Value-at—Risk within
the context of Basel II. The standard argument in favor of subadditivity is that it
encourages diversification. More precisely, if a risk measure p is not subadditive,
it could happen that a company which uses p can be led to split the company in
order to reduce the total capital requirement. However, this is not desired from a
regulatory point of view. Indeed, the Swiss ” Federal Office of Private Insurers” is
on its way to regulate by law the coherent risk measure Average Value—at—Risk for
determining the target value of an insurance company. This is also considered in
the negotiations about Solvency 2, while the banking sector still favors Value—at—
Risk.

Additionally, subadditivity is a favorable property for the company itself and
its policy holders. First, it is useful to obtain a bound for the risk of the whole
company by summing up the risk of the different branches. Moreover, it implies
that the risk of a whole group of policy holders is smaller than the sum of the
singular risks.

We have seen which central properties of risk measures can be motivated by
mathematical and economical aspects. Now, we are going to introduce the afore-
mentioned risk measures Value-at—Risk and Average Value-at—Risk and discuss its
properties. Furthermore, some more classes of risk measures, namely law invariant
and comonotone risk mappings will be investigated in Section 1.3l

1.2 Examples

Let us now define some examples of risk measures. In particular, we formally define
Value-at-Risk (V@R) and Average Value-at-Risk (AVQR).
The worst—case—measure and the negative expectation

Two simple coherent, but not very practicably relevant risk measures can be defined
as follows:

pwe(X) := —ess. inf(X) = ess. sup(—X),
pev(X) = E[-X],

where X € L'(Q2, F,P). The worst—case-measure pwc becomes oo for unbounded
random variables, such that in this case, a risk measure p should be allowed to



1.2 Examples

attain values in R. It is too conservative to be used in a reasonable way. The same

conclusion holds for the negative expectation pgy because it does not contain any

relevant information about the riskiness of the underlying financial position X.
Both risk measures fit in the context of Theorem [1.1 with

OQwc = Q" and Opy = {P},

where Q* is the set of all probability measures that are absolutely continuous with
respect to P.

Value—at—Risk

A classic and famous — though strongly criticized in works as Artzner et al.l (1999),
Acerbi and Nordiol (2001) or /Acerbi and Tasche (2002) due to its lack of subadditiv-
ity — homogeneous risk measure is Value—at—Risk. Defining upper and lower quan-
tiles of the distribution function F; = P(Z < -) of a random variable Z : Q@ — R
via

¢;(Z) =inf{z e R| Fz(z) > v} =sup{z € R | Fz(z) <7}, ~€(0,1),
and
¢, (Z) =inf{z € R| Fz(2) > v} =sup{z € R| Fz(2) <~}, ~€(0,1),

the Value—at—Risk for a level v € (0,1) of a risk X is the lower y—quantile of —X,
formally

V@R, (X) = —¢ ,(X) =¢; (-X) =inf{z e R[P(-X < z) >}, v € (0,1).

Consequently, V@R, (X)) represents the smallest monetary value such that —X
does not exceed this value at least with probability v. Hence, we are interested in
calculating the Value-at—Risk for large values of v, e.g.7 = 0.95 or v = 0.99. There
are two main disadvantages of Value-at—Risk. First, we have already mentioned
that it is in general not subadditive, see [Acerbi and Tasche (2002). However,
in the family of elliptical distributions, Value—at—Risk is subadditive such that it
is not always an inappropriate risk measure. Another disadvantage is the fact
that Value—at—Risk ensures that our future loss stays below a certain level with
some high probability ~, whereas it does not take the amount of the loss into
account — if it occurs. More generally, the distribution of X above this level is
not relevant. This might not be interesting for stake holders, but is important for
regulatory institutions for example. To overcome these drawbacks, the Average
Value—at—Risk was developed. It is worth mentioning that another drawback is
that Value-at—Risk is not sensitive to small changes of the safety level v, i. e. is not
continuous with respect to this probability.



1 Static and conditional risk measures

Average Value—at—Risk

This risk measure can be defined by using Value-at—Risk. Indeed, for v € (0,1)
it represents an average of the Value-at—Risk to all safety levels larger than -,
formally
1 1

AV@R,(X) := T~ V@R, (X)du, ~e€(0,1), (1.3)
for X € L'(Q, F,P). The definition, which is continuous and strictly increasing
in the safety level 7, is also valid for v = 0 and we obtain AVAQR(X) = pry(X).
Furthermore, we set AV@R,;(X) = pwc(X), compare Kusuokal (2001). Note that
we always have

AV@R,(X) > VAR, (X), ~€[0,1].

However, Average Value—at—Risk can attain the value oo whereas Value—at—Risk
is always finite.

Coherence of Average Value-at—Risk is ensured by the following result which
shows that the risk measure fits into the setting of Theorem [1.1.

Theorem 1.2. Let v € [0,1]. Then AVQR,, is a coherent risk measure with the
Fatou property. It holds

AV@R,(X) = sup Eg[-X], X € LY(Q,F,P),
QeQy

with the set of probability measures

d@ 1
= Pl < —} 1. 1.4
0, ={@<P|F <y} reb] (1.4)
Proof. See Theorem 4.47 in F6llmer and Schied (2004). O

By definition, it can be observed that Average Value-at—Risk indeed takes into
consideration how high a potential loss above the level V@QR.,(X) can be. Besides
the name Average Value-at—Risk, also notions as Conditional Value-at—Risk or
Expected Shortfall can be found frequently in the literature. Usually, they denote
the same risk measure. However, sometimes care has to be taken how the authors
define their risk measures because the same name could be used for different risk
measures. If X has an absolutely continuous distribution, it holds

AV@R,(X) =E[-X | — X > VAR, (X)],

which is sometimes claimed to be a coherent risk measure and called Average
Value-at—Risk, which is wrong though for general distributions. We restrict our-
selves to the name Average Value-at—Risk for the risk measure defined above
because the name intuitively fits with the definition (1.3). Moreover, the name
”Conditional Value-at—Risk” collides with the notion of conditional risk measures
treated in Section [1.4.



1.2 Examples

The definition (1.3) still uses Value—at—Risk. For certain distributions, this might
be numerically hard to obtain. But by Uryasev and Rockafellar| (2002)), Average
Value-at—Risk can be represented by a simple convex optimization problem. Fix

v € (0,1) and X € L'(Q, F,P). Then we have

1
— - X -pnt
AV@R,(X) = inf {b P B (X 0] } (1.5)
In fact, the infimum is actually attained in 0* = V@R, (X). Hence
1
AV@R,(X) = VAR, (X) + mJE [(—X — V@R, (X))*]. (1.6)

We have noted above that AVAQR.,(X) and E[-X| — X > V@R, (X)] do not
coincide. More precisely, it holds by Corollary 4.3 in |Acerbi and Taschel (2002)

AV@R,(X)

1
1, (B[~ X 1 xzven,xy] = VAR, (X) (7~ B(~X < VOR,(X)))).
The relation of Value-at-Risk and Average Value-at—Risk is emphasized by Figure
1.1

(1- 043@@4 /
- V@R.,(X) = q;,(-X) ;
0 V@R, (X)= V@R, (X) gt (=X) K

Figure 1.1: V@GR and AV@R

We conclude that Average Value—at—Risk is a coherent risk measure which is
more conservative than Value-at—Risk, two important facts that make it a reason-
able tool for measuring risk. We have emphasized above that a certain conditional
expectation can be mistaken for Average Value—at—Risk. Hence, let us take a closer
look at some related risk measures to conclude this section.



1 Static and conditional risk measures

Tail Conditional Expectation or Expected Shortfall

We can define the so—called Tail Conditional Expectation (TCE) for upper and
lower quantiles and the Expected Shortfall (ES). Let v € (0,1) and set

TCE,(X) =E[-X | X <q_,(X)]|=E[-X | =X > ¢} (-X)],
TCEj(X) =ES,(X) =E[-X | X < qf_w(X)] =E[-X | -X > ¢ (—X)]
for X € LY(Q, F,P). By definition, we have
TCEj(X) < TCE; (X)

and
TCEj(X) =E[-X | -X > V@R, (X)].

Hence, some older works claimed TCEY(X) = AVAR,(X). However it was shown
in [Acerbi and Tasche (2002) that in general only

TCE?(X) < TCE;(X) < AVAR,(X) (1.7)

holds and that the inequalities can be strict even for non—academic distributions.
On the other hand, we have equality of all terms in (1.7) if X has a continuous
distribution. The cited work gives a thorough overview on the relationship of all
the risk measures introduced above.

1.3 Further properties and representations

In Kusuokal (2001)), some more interesting properties are defined which are fulfilled
by Value-at-Risk and Average Value-at—Risk. Two risks X1, Xy € L'(Q, F,P) are
called comonotone if there exist non-decreasing (Bjy 1), B)-measurable functions
f1, f2:[0,1] — R and a random variable U on (2, F,P) with £(U) = U(0, 1) such
that

X1 = fU), Xo= foU).

Definition 1.4. Let p be a risk measure.
(NEG) p is called negative if for all risks X € L'(Q, F,P) we have

X>0 = pX)<o0.

(LIN) pis called law invariant if for all Xy, X, € L'(Q, F,P) it holds

L(X1) =L(X2) = p(X1)=p(X2).



1.3 Further properties and representations

(COM) pis called comonotone additive if for all risks X1, Xo € L'(Q, F,P)
we have

Xi, X5 comonotone = p(X; + X)) = p(X1) + p(Xa).

Note that by a simple and standard argument, negativity and subadditivity
imply monotonicity:

Let p be a negative and subadditive risk measure and let X;, Xy €
LY (9, F,P) with X; < X,. Then we obtain first by subadditivity and
then by negativity

p(Xz2) = p(Xa — X1+ X1) < p(Xo — X3) + p(X1) <0+ p(X1) = p(X1).
Hence, p is monotone.

The other two properties now lead to interesting subclasses of the class of co-
herent risk measures. The law invariant ones are characterized simply by using
the Average Value—at—Risk and a subset of the class P(0, 1) of all probability mea-
sures on (0,1). If the subset contains only one probability measures on (0, 1) we
obtain the class of law invariant and comonotone risk measures. The interval is
interpreted as the set of the safety levels v for which the Average Value-at—Risk is
defined. The following representation results were first proven by Kusuoka (2001))
for bounded random variables and then generalized by Bauerle and Miiller (2006)
for integrable ones.

Theorem 1.3. A mapping p : L'(Q, F,P) — R is a law invariant coherent risk
measure with the Fatou—property if and only if there exists a compact and convex

set M C P(0,1) such that

1
p(X) = sup / AV@AR, (X)u(dy), X € LYQ,F,P).
pemM Jo

We say that a risk measure with the above properties is of Kusuoka—type.

Remark. The result can be generalized for convex risk measures, compare Theo-
rem 4.54 in Follmer and Schied (2004).

Adding the property of comonotone additivity yields the following representa-
tion.

Theorem 1.4. A mapping p : L'(Q, F,P) — R is a comonotone additive risk
measure of Kusuoka—type if and only if there exists pu € P(0,1) such that

p(X) = /OlAV@R,Y(X)u(dy), X e LYQ, F,P).



1 Static and conditional risk measures

By Theorem 9 in [Kusuoka (2001), we have
AV@R.,(X) = inf{p(X) | p of Kusuoka-type and p(X) > V@R, (X)},

for every X € L'(Q2, F,P) and v € (0,1). The proof, which is given there only in
the case X € L>(Q, F,P), can be adapted exactly for integrable risks, based on
Theorem [1.3. Hence, Average Value—at—Risk is the smallest coherent risk measure
dominating Value-at—Risk.

In Jouini et al. (2006) it was further shown for bounded random variables that
every law invariant convex risk measure has the Fatou-property. Note that in their
notation, —p is a monetary utility function. As far as we know the generalization to
unbounded but integrable risks has not been proved yet. But this is not supposed
to be part of this work.

Example 1.1. As a simple example for a law invariant and comonotone coherent
risk measure we can consider for N € N a sequence (o;);=1..n C [0,1) of safety
levels and a sequence of weight factors (p;)j=1,..~ C (0,1) such that Zj.\;lpj =1
and define

N
p(X):=> p;- AV@R, (X), X €L'Q,F,P).
j=1
Accepting the two central properties law invariance and comonotone additivity
from above as reasonable provides another argument for the importance of Average
Value-at—Risk, because it generates the resulting subclasses of coherent risk mea-

sures. Hence, let us shortly investigate the economic background of the properties
from Definition [1.4.

Economic interpretation. Negativity (which is implied by monotonicity if the
risk measure is normalized) is a natural property. If a risk is non-negative no loss
can occur, hence the risk measure should not attain a positive value for this risk.

An argument in favor of law invariance (at least in the static setting) can be
found in Wang et al.| (1997). If two risks follow the same law, they should be
assigned the same value of the risk. This is because this value should depend on
the probability distribution of the risk X rather than on the actual state of the
world that leads to a realization of the financial position X.

Finally, comonotone additivity reflects a property that seems natural when rating
a portfolio of two comonotone risks X; and X5 by a coherent risk measure p. More
precisely, if X; and X, are held together in one portfolio, the company faces a more
risky situation as if these ”coupled” risks were held separately. Hence, we should
have

X1, X3 comonotone = p(X;) + p(X2) < p(X71 + Xo).

Together with the reverse inequality which is fulfilled by subadditivity, this leads
to the property of comonotone additivity.

10



1.4 Remarks on conditional risk measures and measurability

The conclusion of Section 1.2 and this section is the importance of Average
Value—at—Risk. First, it has a economic interpretation and fulfills all relevant
properties of a risk measure. Moreover, it can be used to generate further risk
measures with interesting properties. In Chapter 2, Average Value—at—Risk will
be implemented in classic portfolio optimization problems, either as target value
or within the constraints. On the other hand, using Average Value-at—Risk we
are able to define a dynamic risk measure for income processes and extend this to
models with incomplete information. This will be done in Chapters |4 and 5. As
a preparation, we need some remarks on conditional static risk measures in the
following section.

1.4 Remarks on conditional risk measures and
measurability

In this section, we briefly want to examine the notion of a conditional risk measure.
The necessity for this comes from situations when at time ¢ = 0 some information
about the underlying risk is already available. More formally, we can interpret the
static model from the previous sections in the sense that at time t = 0, we have no
information represented by the trivial o—algebra Fy := {f), Q} and at time t = T,
we have the information represented by the o—algebra F. An underlying risk X
then is a (F, B)-measurable random variable whereas the corresponding value of
a risk measure p(X) is, being a constant, (Fy, B)—measurable. Now, we can model
more available information at time ¢ = 0 by replacing Fy with a general sub—o—
algebra G C F, which we fix throughout the rest of this section. Hence, the value
of the risk measure should be allowed to be a (G, B)-measurable random variable.
This approach will be very important when considering dynamic risk measures in
Chapter 3.

We will now describe the setting from works as Bion-Nadal (2004), Detlefsen and
Scandolo (2005) and Ruszczynski and Shapiro| (2006) and introduce conditional
versions of the most important examples treated in Section 1.2 because these will
frequently be used in the dynamic setting.

Definition 1.5. A mapping p(-|G) : L'(Q, F,P) — L9(Q, G, P) is called a condi-
tional risk measure if it is monotone and conditional translation invariant, i. e.

(MON)  For all X, X, € L'(2, F, P) it holds
X1 <Xy = p(Xi|G) > p(X2|G).
(CTI) Forall X € LY(Q,F,P) and Z € L*(Q,G,P), it holds

p(X+Z1G) =p(X|G) -2

11



1 Static and conditional risk measures

In addition, p is called coherent, if it is conditional homogeneous and subadditive,
1. €.

(CHO) Forall X € L'(Q,F,P) and A € L'(Q,G,P) with A > 0 it holds

p(AX|G) = Ap(X | G).
(SUB) For all X1, X, € LY(Q,F,P) it holds

p(X1+ X5 |G) <p(X1|G) +p(X2|G).

Remark. Other properties such as convexity can also be defined analogously to the
unconditional setting. We skip a more explicit investigation since we do not need
the details here. In the aforementioned works, various representation theorems
similar to Theorem 1.1 are derived. Again, it is shown that certain properties of a
conditional risk measure p(-|G) are equivalent to p(-|G) being of the form

p(X|G) =ess.supE go[—X |G| (1.8)
QeQ

for a set Q of probability measures being absolutely continuous with respect to P.

The simplest example for a coherent conditional risk measure is the negative
conditional expectation defined via

pv(X|G) =E[-X|G], X € L'(Q,F,B).

Furthermore, we can introduce conditional versions of Value—at—Risk and Av-
erage Value-at-Risk which coincide with the usual versions if G = {0, Q}. Note
that since we consider only real valued random variables, a regular conditional
distribution of X under G exists for X € L'(Q, F,P), which can be verified by
Theorem 6.3 in Kallenberg| (2002). More precisely, there exists a probability kernel
P9 - Q x B—[0,1] from (©,G) to (R, B) such that

PX9 (. B)Y=P(X € B|G)(-) P-almost surely
for every B € B. Now, using law invariance, the following is well defined for
v € (0,1) and w €
V@R, (X |G)(w) := VAR, (PX9(w, -)) := inf{z € R|P(~X < z|G)(w) > v},
although it is not clear yet if VQR. (X | G) is indeed (G, B)-measurable. We will
verify this in a lemma below. Before doing so, let us introduce the corresponding
conditional version of Average Value-at—Risk. This is inspired by (1.5) and can

be found e.g.in [Ruszczynski and Shapiro| (2006). Again, let X € L'(Q,F,P),
v € (0,1) and w € Q. Set

AV@R, (X |G)(w) :=  inf ]E[Z+ﬁ(—X—Z)+|Q] ).  (1.9)

7 G-meas.

Now, measurability of the defined conditional versions is provided by the following
result.

12



1.4 Remarks on conditional risk measures and measurability

Lemma 1.1. Let X € L'(Q, F,P) and v € (0,1). Then it holds:

(1) VAR, (X |G) is (G, B)-measurable. Moreover, VAR, (-|G) is a homogeneous
conditional risk measure.

(ii) AVQR. (X |G) is (G, B)-measurable and we have
1
AV@R, (X |G) = V@R, (X |G) + :E [(-X — V@R, (X]9))"|g].

Moreover, AVAQR, (-|G) is a coherent conditional risk measure.

Proof. (i) We have to show (V@R (X |G))"*(B) € G for every B € B. It suffices
to consider Borel sets of the type B = (—o0, x] for some = € R. We obtain

(VaR,(X 9)) ' ((~00,1]) = {w € 2| VAR, (X | G)(w) < z}
= {w e QP(X > —z|G)(w) > 7}
= {w € Q|P(X € (~00,~2]|G)(w) < 1 -7}
— (P(X € (—o0,—2]]G)) " ([0,1-1]) € G

The last step follows since, by definition, P(X € B|G) is (G, B,1])meas-
urable.

Monotonicity of V@R, ( - | G) can now be obtained directly from the definition
as in the unconditional case. Conditional translation invariance and homo-
geneity can be proved in similar ways, so we restrict ourselves to translation
invariance. Let Z € L'(Q,G,P). Proposition 2.13 in Yong and Zhou (1999)

yields for almost every w € :

VAR, (X + Z|G)(w) =inf{z e R|P(-X - Z < 2|G)(w) > v}
=inf{z € R|P(-X <2+ Z(w)|G)(w)
=inf{r — Z(w) e R|P(-X < 2|G)(w)
= V@R, (X [G)(w) — Z(w).

AVARAYS

}
}

5
Y

(ii) Measurability of AVAQR., (X | G) was already shown in Ruszczynski and Sha-
piro| (2006)), where it was proved that the conditional Average Value-at—Risk
can be represented in the form (1.8) with the same sets as in the uncondi-
tioned case introduced in (1.4). Furthermore, this already yields coherence
of the conditional Average Value-at—Risk. However, measurability can al-
ternatively be obtained if we show that the optimization problem in (1.9) is
solved by Z* = V@R, (X | G). By Proposition 2.13 in [Yong and Zhou (1999)
we have

AV@R, (X |G)(w) = inf {Z@) + %E (X~ 2" 9] (@}

Z G-meas. —
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1 Static and conditional risk measures

for almost every w € ). Consequently, the target value depends for every
(G, B)-measurable Z only on Z(w) and not on Z(w'), w' # w. Hence, by
the solution in the static case in (1.6), the infimum is attained for every
(G, B)-measurable Z such that Z(w) = VQR, (X | G)(w). This is e. g. fulfilled
for Z = VAR, (X | G), which is an admissible choice by part (i), therefore
yielding the assertion. O

Since the unconditional versions of Value-at—Risk and Average Value—-at—Risk
represent law invariant risk measures, we can also interpret them as functions
on the set of all probability distributions on R with finite mean rather than on
LY (Q, F,P). In this setting, the following observation is simple but important.

Corollary 1.1. If it holds G = o(Y') for some real-valued random variable Y on
(Q, F,P), we obtain for almost every w € <)
VAR,(X[Y)(w) = V@R,(L(X]Y =Y (w))),
AVA@R, (X |Y)(w) = AV@QR,(L(X|Y =Y (w))).
Proof. Let w € ). Then we have as a direct consequence of the factorization
lemma for conditional expectations PX:v()(w ) = £(X |Y = Y (w)). Hence, the

assertion for Value—at—Risk is clear. But for Average Value-at—Risk, the same
follows directly from the representation in Lemma 1.1/ (ii) O

Remark. More intuitively, we write in the setting of the previous corollary for
every law invariant risk measure p

p(X|Y =y) = p(L(X |V =), y € Range(Y).

Concluding this section, we give another example of a conditional risk measure
which is just a mixture of pgy(-|G) and AVQR,(-|G). It will be a major tool in
Chapters 4/ and 5.

Example 1.2. Define for X € L'(Q, F,P), v € (0,1) and p € (0,1)
p(X1G) :=p-E[-X[G]+ (1 —p)- AVOR, (X |G).

We obtain in a similar calculation as done in the proof of Lemma 1 in Plug and
Ruszczynski (2001):

. L=p _
pXIG)= it E[Z+ 5 0(-X = 2) = p(-X - 2)7|G],

where the infimum is again, similar as in the proof of part (ii) of Lemma 1.1,
attained in Z = V@GR, (X | G).

If G = Fo, the static risk measure p := p(-| G) even is a comonotone risk measure
of Kusuoka—type by Example 1.1l

14



2 Portfolio optimization with
constraints in a binomial model

A classic problem in financial mathematics is mean-risk optimization, in particular
when the wealth is modelled by a portfolio. For example, one aims to find an
optimal investment strategy into one risk—free bond and one risky asset. In the
standard theory, there are two important optimization problems with constraints.
First, one could aim to minimize the risk of the portfolio under some constraint
that ensures a certain minimum expected return. The other approach could be to
maximize this expected return under some risk constraint. We will show how these
problems are related in a binomial model and solve the corresponding optimization
problems by introducing a classic Markov decision model. Furthermore, we will
consider a model that uses intermediate risk constraints. The idea for the latter
model is inspired by (Cuoco et al.l (2001) and Pirvu (2007), where continuous time
models with Value-at-Risk-constraints are investigated.

2.1 The model

We consider a classic multi-period Cox—Ross—Rubinstein-model (CRRM) on a
given probability space (2, F,P) with one risk—free bond and one risky asset. Our
main concern is the final value of the portfolio, i.e. we want to maximize its ex-
pected utility or minimize its risk. In the classic theory of mean-risk optimization,
the risk is measured by the variance. But since it is not a very reasonable risk mea-
sure, we replace it with the Average Value-at—Risk. We have seen in the previous
chapter that this is a economically founded choice.

The Markov decision model defined below is similar to the one implicitly used
in Runggaldier et al.| (2002) and [Favero and Vargiolu (2006). The time horizon is
finite and discrete. Hence, the trading takes place at times ¢ € {0,1,...,T} for
some 1" € N. Assuming that the bond is constantly equal to 1 we can model the
price of the asset as follows. The up and down movement of the price is described by
a sequence of independent and identically distributed random variables (Y;)i—1 7
with distribution

P(Yi = u)=p=1-B(Y; = d)

for some probability p € (0,1) and some 0 < d < 1 < u, which implies no—arbitrage.

15



2 Portfolio optimization with constraints in a binomial model

Consequently, the price process follows the recursion
So=1, S =5-Y,, t=0,1,...,T—1.
The information is modelled by the natural filtration
Fo=1{0,Q}, F :=o0(Y1,....Y), t=1,...,T.

An investment strategy at time ¢t € {0, 1,...,T} is a vector ¢; := (b, a;) modelling
the amount of the current wealth that is invested in the bond and the asset respec-
tively. This means that, for a given initial wealth Vy = by + ag, the capital can be
defined via

Vipp =bgp1 +an =b+a, Yy, t=0,1,..., 7T -1

The last equation is the assumption that only self-financing strategies are admis-
sible. We only consider these kind of strategies and furthermore assume that the
strategy process (¢¢)i=o1..1 18 (Ft)i=o01,. r—adapted. Proposition 5.7 in Follmer
and Schied (2004) yields that the self-financing property is equivalent to the wealth
process fulfilling the recursion

W+1(at) = W+1:W+&t(n+l_1)7 t:O,l,,T—l (21)

Hence, we can restrict ourselves to the decision about the amount a; of the asset
we want to hold. Our investment in the bond is then given by b, = V; — a;. In
general, a; and b; can be allowed to attain even negative values if we assume that
shortselling is possible. We will discern these cases in the investigations below.
Note that if shortselling is not allowed, we have to choose a; € [0,V;]. We denote
with F'T the set of all admissible policies as described above, see below for a more
formal definition. If shortselling is not allowed, we write F/L, instead of FT. Since
the wealth process (V;)i=o1,.,r depends on the choice of a policy 7 € FT it is
sometimes denoted by (V,™)i—o1,.. 7
Let us now discuss the optimization problems described at the beginning. One

objective is to maximize the expected utility of the final wealth under a risk con-
straint, i. e.

sup E [u(VF) [ Vo = v] (UM)

st p(VF[Vo=v) <R

for some utility function u : R — R, a risk measure p and a given maximal risk
level R € RU {00}, where R = oo is interpreted as the unconstrained case. The
set F’ could mean either F'7 or FL. A variant of this problem is to replace the risk
constraint on the final value with intermediate constraints. This will be dealt with
in Section 2.3. A second approach is to minimize the risk under the constraint that
a certain minimal expected return can be achieved, i.e.

16



2.1 The model

inf p(VF | Vo = v)
TeF!

(RM)
st. E[VF[Vo=v]>pn
for given p € RU {—o0}. Hence, u = —oo represents the unconstrained case.
Here, we choose the identity function as a utility function, i.e.set u := idg.

This is a special case of a power utility function or HARA utility function as it is
called in [Follmer and Schied (2004). As a risk measure, we incorporate Average
Value-at-Risk, i.e.define p := AV@QR,, for given v € (0,1). We have seen in the
previous chapter that it is a reasonable choice in economically motivated models.

To solve these problems we have to introduce the theory of Markov decision
processes. The following quantities are relevant for this approach.

e The state space is denoted by S C R and equipped with the o—algebra S :=
Bs. Let v € S be an element of the state space, where v represents a
realization of the wealth process at time ¢t € {0,1,...,T}. If shortselling
is not allowed we set S := R, otherwise S = R.

e The action space is A = R equipped with A := B. Then a € A denotes the
invested amount in the asset.

e Sometimes there are restrictions on the actions, therefore for state v € §
the space of admissible policies is D(v) C A and the restriction set is then
D ={(v,a) € S x A|la € D(v)}. We assume that D(v) is convex for v € S.
This is fulfilled in all of the treated models. For example, set D(v) := [0, v]
for v € S if F” = FL and if there are no intermediate constraints.

e The disturbance has values in E = {u,d} equipped with £ := p(FE).
e The transition functionT; : D x E — S at time t = 1,...,T is given by
Ti(v,a,y) :==v+a-(y—1), (v,a,y) €D xE.
e The transition law Q; : D xS — [0,1] at time ¢t = 1,...,T is the conditional
distribution of V;™ given (V" 1, a;—1) = (v,a) € D, formally
Q(v.a:B) = B(Ty(v.a.Y;) € B), BeSs.
e The one-step reward function at time t = 0,1,...,T — 1 is usually a mea-

surable mapping r; : D — R. In our models it vanishes, i.e. we can choose
ry=0,t=0,1,..., 7 — 1.

e The terminal reward function is a measurable mapping Jr : S — R. In the
mean maximization problem without a constraint for example, it is chosen
as Jr(v) =v,v € S.
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2 Portfolio optimization with constraints in a binomial model

We are now ready to solve various optimization problems. The theoretical back-
ground is the following theorem for which we need another definition.

Definition 2.1. Fort =0,...,T7 — 1, the set of (T — t)—step admissible Markov
policies s given by

F't=dn=(fy- fro) | fu: S — A (S, A)-meas., k=t,..., T —1}.
By defining the classic value functions via
Jia(0) = E[Jr(VE) [V =], veSs,
for every m = (fs,..., fr-1) € FT~t and

Jy(v) == inf J.(v), veSI,

meFT—t
Theorem 3.2.1 in Herndndez-Lerma and Lasserre (1996) yields the following result.

Theorem 2.1. Lett € {0,1,...,T — 1}. If the functions Jp(v) := Jr(v) and

Ji(v) = ig{ )E [Ji1 (Vi) | Vi=v, a,=a], vES, (2.2)
acD(v
defined for t = 0,...,T — 1 are measurable and if the infimum is attained in

a* = ff(v) € D(v), such that ff : S — A is a (S, A)-measurable function, then
7= (f§,..., fr_1) € FT is an optimal policy in the sense that

Jo(v) = Jons(v) = Jy(v), veES.

2.2 Risk minimization

In this section we want to solve the risk minimization problem (RM) introduced
above with p := AVQR, for given v € (0,1). We assume throughout this sec-
tion that shortselling is possible, i.e.choose F' = FT. Furthermore, define the
probability

1—d
= 0.1).
pri=—— e (0,1)
Note that we have
p>p" < E[Y1—-1] >0, (2.3)

i. e. there is a tendency for an increase in (2.1) if p > p* and a decrease if p < p*
(if we invest a positive amount in the asset). Hence, we can interpret our problem
as a favorable game in the former case and as an unfavorable game in the latter
case. Note that p* is the risk-neutral probability in the CRRM, i.e.it defines the
unique martingale measure P* in this model via P*(Y; = u) =p*, t =1,...,T, see
e.g. Theorem 5.40 in Follmer and Schied! (2004).
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2.2 Risk minimization

2.2.1 The unconstrained case

As an introductory step, let us first solve (RM) without a constraint. Formally,
we set © = —oo. Below, we discern the cases p > p* and p < p*. For the sake of
completeness, let us briefly make some statements if p = p*.

Lemma 2.1. Assume p = p* and let v € S, v € (0,1). Then the following holds
for arbitrary © € FT:

(1) EVr[Vo=1]=uv,
(i) AVQR, (V7 |Vh =wv) > —w.

Proof. In the case p = p*, (V/)i=o1..r is a P-martingale for every 7 € F7.
Hence, E [V | Vo = v] = v. Furthermore, it holds for any random variable X that
AV@R,(X) > E [-X], therefore yielding also the second part. H

Now, the following result holds.

Proposition 2.1. Let v € (0,1) and v € S. Then it holds

inf AVOR, (V7 |Vp=0v)={ ’721_<mm{1—p*’§}>T’

meFT —o00 , otherwise.
In the finite case, an optimal policy is given by 7 = (0,...,0).

Proof. If p = p* the assertion is obvious using Lemma 2.1 and noting that the lower
bound —v given in part (ii) is attained for = = (0,...,0). Now, assume p # p*.
The representation (1.5) yields

inf AV@R. (V7 |V = v)

reFT
1
— 3 ; _YT _ Kt —
= B R T [V =] )
s : R VA A —
—,ggﬂg{” _ngTE[( VE— bV v}}
1 1—p\T
inf {b+—— () (<=7} . p>p
beR 1—*{ 1—p*T
: - B PR AT o *
IigIg{b+1—fy<p*> (v =b) } » PSP

where the last step follows from Theorem 4.1 in Runggaldier et al.| (2002). If we
set ] ] -
— p .
ey,
-p

11(£)T

I —~\p*

, p<p,
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2 Portfolio optimization with constraints in a binomial model

then the function
b—b+c-(—v—0)% beR,

is linearly increasing for b > —v. Furthermore, it is non—increasing for b < —uv if
and only if ¢ > 1. In this case, the minimal value is attained in b* = —v. Otherwise,
i.e.if ¢ < 1, the function is strictly increasing and piecewise linear on the real line,
hence tending to —oo for b — —oo.

Since
1—p\T
721—<1 p) ;P>
c>1 & ;pT
721—<—*> . p<p,
p

the assertion follows. Note that optimality of the policy 7* in the finite case follows
because VF =V, € R and AVGR,,(Vp) = —V4,. O
Remark. 1. The optimal policy is not unique. We can observe from the proof

and Theorem 4.1 in Runggaldier et al.| (2002) that for p > p*, for example,
also ™ = (fo,..., fr—1) with

vy
flv) = =2 10, veSt=01,...,T—1,
u_

is optimal. To apply the mentioned Theorem, we incorporated a constant
claim H(Sr) := —b.
2. It is important to observe that exactly one of the two values 11__;; and &
is less than 1 while the other one is greater than 1, depending on whether
p > p* or p < p*. Hence, the inequality for v in the proposition is always
non-trivial.

3. We see by the result that if the safety level 7 is chosen very small, i. e. we are a
risk—lover, it is possible to choose a policy 7 which yields an arbitrarily small
risk. However, it is more reasonable to choose ~ large, hence our minimal
risk will usually be larger than —oo. This interpretation also applies to the
results given below.

Interpretation of the optimal policy The proposition shows that if we choose
a sufficiently large safety level v we minimize our risk by investing nothing in
the risky asset and obtain a minimal risk which is equal to AVQR,,(V; |V = v).
Hence, it is not possible to diminish this initial risk further by investing a positive
proportion of the wealth into the asset over time.
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2.2 Risk minimization

2.2.2 A constraint on the final value

Now, we want to solve (RM) with general p € R. As a preparation, we need a
simple lemma. Set Y :=Y). Then we have by a direct calculation for v € (0, 1)

AVOR, (Y) = —d — ()] — (u = ) < —d,
2.4)
1—p (
AV@R,(—Y) = u+ 11y (7)%/((1 —u) <

The relationship of p and p* now provides some properties of these two values.

Lemma 2.2. Let v € (0,1).
(i) If p > p*, then AVQR.,(=Y) > 1. Moreover, p > % and

( _
> -1 fy>p p’
1—pi
AVGR,(Y){ =-1 , y=E22F£
1—pi
<-1 7<p_p.
\ 1—p*
(i) If p < p*, then AVQR,(Y) > —1. Moreover, 1 —p > p;:p and
4 *
>1 7>p L
*p*
AVGR,(-Y){ =1 | y—pp*p,
<1l , ’y<p :p
\ p

Proof. The proof is given for part (i). Part (ii) can be done in a similar manner.

Note that the inequalities p > f:i “and 1 —p > 1% are obvious.

Let p > p*. For every random variable X it holds AV@R., (X) > E [-X]. Hence,

23)
AV@R.,(-Y)>E[Y] > 1.
Therefore the first part of (i) follows.
Let v > p > ’l’:gi. We obtain AV@R,(Y) = —d > —1. Consider now the
converse v < p. Then the following holds:

AVGR,(Y) > —1 & —d—];:z(u—d) > 1

p—7
1—d —d
& >1_7(u )

L=
p—p
1—p*

& oy >
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2 Portfolio optimization with constraints in a binomial model

Doing the same calculation replacing ”>” with "=" and ”<” finally yields the
assertion. [

As an illustration for the solution of problem (RM) let us first take a look at the
one—period case. This can be treated in an elementary way.

The one—period case

Let T'=1 and v € S be given and assume p > p*. We have to solve

inf AV@R., (v + a(¥; — 1))

a€eR

st. E[v+a(Y; —1)] > pu.

Denote the optimal target value by Jy(v). The constraint can be reformulated with
a € R as

=
EY; — 1]
If v < p, only non—negative values for a are admissible. Hence, the target function
becomes by coherence of Average Value—at—Risk

h(a) := AV@R, (v + a(Y; — 1)) = a(AVQR, (Y1) + 1) —v, a € R;.

By Lemma 2.2/ (i), the function h is non—decreasing on R, if and only if v > i’:g .
In this case, the optimal value for a is the smallest admissible one, i.e.we have
a* = E—[Y:Lf”. It is unique if and only if v > §=52. If v < f=, h is linear and

strictly decreasing, hence tending to —oo for a — oo.
If v > pu, also negative values for a are admissible. We obtain

h(a) = —a(AVQR,(-Y1) —1) —v, a€R_,

and the function h is decreasing on R_ again by Lemma 2.2/ (i). With the same
argument as above the optimal value for a is a* = 0 if v > };:Z* and h tends to
—oo otherwise. Summing things up, we have

Ev+aYy -1 >p < a>

AV@R, (Y; 1 —p*
e e

Tle) = EM -1 B

p—Dp

—00 , Y < .

1—p*

In the same manner we obtain for p < p*

(M_UV.AV@RW(—Yl)—l_U 7>p*—p

Jo(v) = EM -1 o
p —Dp

—00 . v <
p*

If p = p*, no policy is admissible for v < p and all policies are admissible otherwise.
In the latter case, a = 0 is optimal by the lower bound given in Lemma 2.1/ (ii).
Hence the representations for p > p* are also valid for p = p* if we set 0 - oo = 0.
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2.2 Risk minimization

The multi—period case

In order to treat this problem, we take a Lagrangian approach. Define the Lagrange
function L : FT x R, — R via

L(m,\) :== AVAR, (VI | Vo =v) + A(u —E[VJ | Vo =1]), () € F" x Ry.
The optimal value of (RM) is then given by
hi(v) := inf sup L(m, \), v € S. (2.5)

m€FT \>0
To find an optimal pair (7%, \*) for (RM) we first solve the dual problem
ho(v) :=sup inf L(m, A), wv€S, (2.6)

A>0 mEFT
which in general gives only a lower bound for the primal problem (RM), i. e. it holds
hy > ho. However, we will see below that the optimal target values are equal and
how we obtain an optimal policy for (RM) from an optimal pair (7%, \*) of the
dual problem (2.6)).
The latter can be rewritten as follows, again applying (1.5):

ha(v)
= sup inf {AV@RV(V:;F [Vo=0v)+AMp—E[VF |V, = v])}

A>0 meFT

_ sup inf {inf{b+ﬁE [(VF =8 Vo =] b+ M~ EVF |V =)}

A>0 meFT LbeR

:supinf{b(1+)\)+/\u+ inf {(Hﬁ)ﬂz [(—VE —b)" | Vo =]

A>0 bER reFT

B [(~VF b [Vo =] }}
— supinf {b(1 +0) + At inf B [Jr(Vi) | Vo =] }

A>0 beR

where we used VF +b= (VZF+b)" — (VF+b)",beR, for mr € FT and set
Jr(v') = ()\ + L)(v’ +b)T AW +b)T, v eS
1—~ ’ '

Consequently, as a first step we have to solve the Markov decision model introduced
above with Jr as defined to obtain the inner infimum. Again, we give a detailed
proof in the case p > p* and only state the similar result if p < p*. Define one-step
policies for b € R via

v+ b

W @, . UFb
) = =t ) =

The theorem is formulated for a slightly more general form of Jr.

v e s.
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2 Portfolio optimization with constraints in a binomial model

Theorem 2.2. Let a; > ag > 0, b € R, and assume p # p*. Furthermore, define
Jr(v) == a1(v+b)" —as(v+b)T and D(v) = A, v € S. Then it holds:

(i) If p > p* we have forv € S

J()(’U)

1—p\T B pA\T 1—p\T pA\T

=) et = () vty (75) ez () e

(1 — p*) Oél(U + ) p* OéQ(U + ) 11— p* A = p* (0]
—00 , otherwise.

In the finite case, an optimal policy 7, = (fo,..., fr_1) € FT is given by

ft:max{flfl),fb@)}, t=0,1,..., 7T —1.

(i1) If p < p* we have forv € S

Jo(v)
— (ﬁ)T%(U +b) - (11__5*>T062(U +b)", (]%)TOQ > (11 — P >Ta2,

_p*

—00 , otherwise.
In the finite case, an optimal policy 7, = (fo,..., fr_1) € FT is given by

fr=min {f fV, t=01,...,T—1.

Proof. We only show part (i), so assume p > p*. If we can prove that for all
te{0,1,....,T—1}andv e S

Ji(v)
1 —p\T—t T—t 1 — p\T—t T—t
( p*> aj(v+b)" — (%) as(v+0b)", ( p*> oy > (%) Q.
—00 , otherwise,

the assertion will follow from Theorem 2.1.
The proof is by backward induction on ¢ and the main work has to be done for
t =T — 1. By definition of Ji._,, we have to solve for v € S

Jp_1(v) = ;relgE [a1(v+b+a(Yr—1))" —as(v+b+a(Yr —1))7]
= ;I€1£ {p(al(v +b+alu—1))" —a(v+b+alu—1))7)

+(1—p)(ar(w+b+ald—1)" —ax(v+b+ald— 1))+)}.
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2.2 Risk minimization

Assume first that v > —b. In this case

_v—l—b <0<_v—|—b

@0 @)
w1 S0S gDy T AT =T

o= £V ) =

We have to analyze the slope of the piecewise linear function from above — which
has to be minimized — on the three intervals (—oo, M), [ (1) 3] and (¥ c0).
For a € (?,00), we have v+ b+a(u—1) > 0, v +b+a(d — 1) < 0 and the slope
becomes negative on this interval if and only if

—pasg(u—1) = (1 =pla(d—1) <0

u—1
= —pagu_d—(l—p)al <0
I—p P
< —o. 2.7
1 p*al p*QQ (27)

Hence, by choosing a arbitrarily large, we obtain J;._,(v) = —oo if (2.7) holds.

Assume now that 11__;1 o > }%Ojg so that there is an optimal value for a with
a < ¥ (note that if equality holds in (2.7), also every a > ¥® is optimal). If
even a < ¥ then v +b+a(u—1) < 0, v+b+a(d—1) > 0 and the slope on

(—o00,vM) is always negative because

—par(u—1) = (1 —plaz(d—1) <0

which is always fulfilled because a; > as and p > p*. Consequently, an optimal
value a* for a fulfills a* > 1™, hence a* € [V, @], The last step is to analyze
the slope on this interval. We obtain v +b+a(u—1) >0, v+b+a(d—1) > 0 for
a € ™M, @] and therefore the function is non-increasing on this region:

—pag(u—1) — (1 = plaz(d—1) <0

u—1 d—1
_ — <
< a2(pu—d+(1 p)u—d)_o
& ax(p(l—p*) — (1 —p)p") > 0.

L J

Vo
>0 for p>p*

This always holds since by assumption ay > 0. We conclude that a (not necessarily
unique) optimal value for a is given by a* = 1(? and that

pa(e) = —pav 4+ 00— 1) = —pev 40— (04575 (23)

— —%0[2(”[) + b), v Z _b
p
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2 Portfolio optimization with constraints in a binomial model

Now, let v < —b. We then have ? < ¢ and we can show in a similar way
as above that the function is strictly decreasing on (¢!, c0) if and only if (2.7)

holds, hence again Jy_,(v) = —oco. Assuming the converse ;=% > Lay shows

that the infimum is attained in a* = 1) which yields

pa2(v+b), v < —b. (2.9)

_ *

Jr (W) = —(1=plag(v+b+D(d—1)) = —

Combining (2.8) and (2.9) gives the desired result for ¢ = T'— 1. The optimal
policy fr_; is given by

froa () = max{p®, @} = max { [V (v), /2 (0)},, veS,

which is indeed an (S, .A)-measurable function.
Finally, assume that the assertion holds for fixed t € {1,..., T — 1}. If

1_p T—t p T—t
(=) @>(r)
I—p p

the assertion follows from the induction hypothesis exactly in the same way as for
t = T — 1 by replacing oy with (I_Z)T_tal and ap with (ﬁ)T_taz. Now, the

1-p
converse

1—py\T—t T—t
C = ( p*> (65} < (%) Ao, (210)
L—=p p
implies
1—p\T-t+ pA\T—t+1
(=) e ()
L=p p
Hence, we have to show J;_,(v) = —oo for all v € S. If the inequality in (2.10) is
strict, we obtain J/(v) = —oo for all v € S, hence also J|_;(v) = —oco for allv € S.

In the case of equality in (2.10) it holds for the constant C' > 0 and v € S
J4(0) = inf ELV) | Vies = v.001 = ]
:C-(ilrel]gE[(v—l—b—i-a(Yt— 1)) —(v+b+a(Y;—1))"]
=—C-sup{v+b+aE[Y;,—1])} = —oc.

a€R
The last equality follows because p # p*. This concludes the proof. O
Remark. 1. One can observe from the proof that 7, is not always the unique

optimal policy. First, if ay = 0 additionally every f; with

fuw) € [min {£" (). £; ()}, max { ;" (0), £ (0)}]
is optimal for all t € {0,1,..., T — 1}. If on the other hand ay > 0 and if

1—p\T pA\T . pA\T 1—p\T
< *> o = (—*> ap respectively (—*> ap = ( *) o
I—p p p l—p
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2.2 Risk minimization

then every fo with fo(v) > max{fb(l)(v),féz)(v)} (for p > p*) or with

fo(v) < min {fb(l)(v), fb@)(v)} (for p < p* respectively) is also optimal. The
components fi,..., fr_1 of m, are unique though.

2. Theorem 4.1 in Runggaldier et al. (2002) is a special case of this result with
a; = 1 and as = 0. In order to obtain the same optimal policies we refer
to the first part of this remark. Furthermore, our proof still works with an
analogous result if one replaces b with a claim to be hedged as they do and
by extending the state space.

3. It is not possible to use Theorem 3.2 from Favero and Vargiolu (2006) with
[:R — R, I(z) := ayx™ — agz™, and a claim H(S7) = b for example since
an important assumption would be that V{) < b. But in our model, it is not
reasonable to exclude an initial wealth smaller than b.

To obtain optimal policies for (RM) we need the following lemma, which provides
the expectation of the final wealth under the policies given in Theorem 2.2.

Lemma 2.3. Let b € R and consider the policy m, defined in Theorem [2.2. Then
it holds forv € S:

(i) If p>p* and b > —v or if p < p* and b < —v it holds
T *\T'
E[VE [ Vo=o]= vt (wtb) BT 5y
(p*)

(i) If p>p* and b < —v or if p < p* and b > —wv it holds
1-p)"—(1-p)"
(1—p*)"
Proof. We only prove the case p > p* and b > —v. Let m, = (fo,..., fr_1). First,
a simple inductive argument yields V;"* + b > 0 for every ¢t € {0,1,...,T — 1} if

T
Vo = v. Hence, f,(V;™®) = 222 We furthermore obtain

EV |Vo=v]=v—(v+D)- > .

1-d
Vit=v+(v+0b-Z, t=0,1,...,T, (2.11)
where Z = (Z;)i—o1.... 7 is a non—negative Markov chain defined recursively through
1+ Z,_
ZOZO, Zt:Zt_l—F;_—tdl(Y;—l), tzl,,T

This can be seen inductively. The case ¢ = 0 is obvious. Now assume that the
assertion holds for V;™. Then

T, T Uy Uy Vib + b
VP = VI fea(VE)(Ye = 1) = VY + ==

b)-Z,_1+b
U—F(U—i—lzdt 1+ Vo) = vt (04 b)- 2

(Yi —1)

:U‘f’(v‘i‘b)'Zt,l‘i‘
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2 Portfolio optimization with constraints in a binomial model

hence (2.11) is shown. By construction, the expectations of the components of Z
follow the recursion

1+EZ,_ P
EZ =0, EZ =EZ 1+ ——2"gy,—1|] =2 tgz .2 y—1,. .. T
hence . N
]EZt:w, t=0,1,...,T. (2.12)
()
We conclude that for every m, with b > —wv
T _ EAVA
EW?Hazw@9v+w+MJM%@9v+w+®'&6§¥‘
O

Now consider Theorem 2.2 with a; := A+ (1 —7)~! and ay = A for fixed A > 0.
To stress the dependence of the value function from A and b set J,* := Jy. Define

(1-p)"=(1-=p"

a—pr P
7(p,p*) = TO . , p=7p",
(p()p% , <P,
(o Q=-p)T—(1-pT \
! (p(1—p))" = (1 —pp)" SR
Yo(p, p*) = 0 . p=0D,
T (p*>T —pT
1— , .
| =) (1=p)p*)" = (p(1 = p*)) pey
and
, (p)" (A=-p'Q—7)"'=00-p)" \
mm{pT—(p*)T’ (I=p)T = (1=p7T } L Per
C,(p,p") = ( | 00 ( | - . p=7p",
' 1_p*T pTl—’y_l—p*T .
mm{(l—p)T—(l—p*)T’ )T — 7 } , p<p.

Note that always v2(p, p*) > v1(p, p*) and that under the condition v > 7 (p, p*),
we have C,(p,p*) > 0. The following lemma provides the solution of the inner
infimum in (2.6).

Lemma 2.4. Let A\ > 0 and assume p # p*. Then we have with Vo =v € S

inf L(r,\) :{ (w=v)A=v  Ac0,Cp,p")], v2m(p,p7),

reFT —0o0 , otherwise.
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2.2 Risk minimization

In the finite case, the unique optimal policy for 0 < A < C,(p,p*) is given by
™ = m_,, where m, is defined as in Theorem 2.2 for b € R. For A\ = 0 the same
policy is optimal but not unique, see the remark after Theorem 2.2 for as = 0.

If A = C,(p,p*) > 0 the set of optimal policies is given as follows. In the case
Y > 72(p, p*) every my, with b > —v is optimal. For v (p,p*) < v < 72(p,p*) one
has to choose b < —w.

Proof. We have seen above that

inf L(m, \)

reFT

— inf inf{b(1+)\)+)\u+E[<A+%)(V$+b)‘—/\(VT’T+b)+|%_v”

7eFT beR

:inf{b(1+)\)+/\u+ inf E[<A+ﬁ>(VTﬂ+b)‘—/\(V;Ier)*l%:vH

beR TeFT
. b
= ;gﬂg{b@ + )+ A+ Iy (v) 1

'

=:g(\,b)

where in the last step we used Theorem 2.2 with a; = A + (1 — )7 and ay = )
for fixed A > 0. The optimal policy for the inner infimum is given by 7, defined in
the theorem for fixed b € R. Let p > p*. Again by Theorem 2.2/ we have for b € R
and A >0

M) = —00 < ( L=p )T(A F(1-7)Y < (]%)TA
(1=p)p*)" .
(1 —p)" = (1 —pp7)"

Consequently, infT (m,A) = —o0 for all A € R, \ I, where
TeF

If conversely A\ € I, then
T

g(A,b) = b(1 4+ N) 4+ Au + <%>T(>\ + (1= w+b) - <§> Mov+0b)*.

Therefore, g(A,-) is a piecewise linear function with slope

I—p\T _
dg(A\.b) _ 1+A—(—1_p*> (A+T(1—v) N, b< o,
ab 1+)\—(£*) A R b>—1},
p
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2 Portfolio optimization with constraints in a binomial model

Hence, the infimum over all b € R is finite — and then attained in b* = —v — if and
only if for A >0

. 1—p T 1 p T
_ _ _ <0< _ (£
;gﬂgg(A,b)> 00 & 1+ A <1—p*> A+(1=7)"<0<1+2A <p*> A
1 — 7’1__ -1 1 —p* T *\T'
@Ag( p) ( Tv) (Tp) A X< T(p) _
(1-=p)'=(1~-p) pT —(»")

S A< Cy(p,pY).

Note that b* = —v is the unique optimal point if and only if A < C,(p,p*). We
thoroughly treat the uniqueness below.

If v < %(p,p*) we have C,(p,p*) < 0 and therefore I := [0,C,(p,p*)] = 0.
Consequently, we have for A € R, \ I

inf L(m, \) = lijlelég()\, b) = —o0. (2.13)

reFT
Now, let v > v1(p, p*), so Iy # (), and A € I. A simple calculation yields I, C I;:
T
)" (1 —p)p7)
" T
pPr=)" " (p(1—p*) — (1 —p)p*
v (A-p)"—(1-p)"

-1

)T(l - 7)

= 72(p,p* 2.14

S Y <p o) — (1) Y2(p, p") (2.14)
L-p) =y —(—p)" (1=pp)" o
I (e e L P L T L

hence it always holds

Cy(p,p") <

1

T T(

(p(1 ) ( —p)p)

The infimum becomes for v > 4, (p, p*) and A € I, with b* = —v and J3" *(v) = 0
inf L(m,\) = mf g()\ b) = g\, b*) = —v(1L+X) + A+ Jg " (v)

reFT
:(,u—v)/\—v.

Together with (2.13) this yields the first part of the assertion.

In this situation we see from the calculation above that an optimal policy 7*,
i.e.with L(7*,\) = (u—v)A\—wv, is given by 7* = w_,.. If A < C,(p, p*) the policy is
also unique since g(A, -) is strictly decreasing on (—oo, —v) and strictly increasing
on (—wv,00). However, for A = C.,(p, p*) this is not the case. We have seen that the
function g(A, - ) is constant on (—v, 00) for v > ~»(p, p*) and constant on (—oo, —v)
for v < ~,(p, p*). Hence, additionally every m, for b > —v or b < —wv respectively
is optimal if A = C,(p, p*). This concludes the proof. ]
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2.2 Risk minimization

Now, the solution of (RM) is based on the following standard result from convex
optimization theory, which follows immediately from Theorem 5, Chapter 1, §1.1
in Toffe and Tihomirov! (1979), for example.

Let X be a linear space and A C X a convex subset. Introduce the problem

i«relg 90() (CO)
st gi(z) <0,

for convex functions gy, g1 : X — R. Furthermore, define the Lagrange function
L: X xR, — Rvia

L(z,\) :==go(z) + A - g1(x), (x,\) € X xR,

Then (CO) is equivalent to

inf sup L :

s ) (PP)
The dual problem is

il;]g ;IelgL(x, A), (DP)

which gives in general only a lower bound for the primal problem.

Theorem 2.3. Assume that the Slater condition s fulfilled, i. e. that there exists
x € A such that g1(x) < 0. Then the following are equivalent for z* € A:

(i) =* is an optimal solution of (PP).

(1) There exists \* > 0 such that (x*,\*) is an optimal solution of (DP) and
fulfills the Kuhn—Tucker—conditions

L(z*, \*) = inf L(z,\"), ¢1(2*) <0, X*g1(z*) =0.

z€A

Furthermore, if (i) or (ii) holds, the optimal values of (PP) and (DP) are equal.

Theorem 2.3/ can be applied to (RM) since VT is linear in 7. It follows that
the target function of (RM) is convex in 7 due to subadditivity of the Average
Value—at—Risk. Furthermore, the constraint is a linear function in 7 and the Slater
condition is obviously fulfilled, too. Now, the following result holds.

Theorem 2.4 ((RM) with shortselling). Consider the function hy defined in (2.5)
and let v e S. Then

h (U) — <M_’U)+'C’Y(p7p*)_v ) 7271(}7729*)7
! —00 , otherwise.
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2 Portfolio optimization with constraints in a binomial model

Furthermore, in the finite case an optimal policy is my« defined in Theorem 2.2 with

-yt =P if 72 7(p,p) and p > p*
b — pl — (p*)* " oor ¥y < %(p,p) andp <p*’
(=)t (L—p)" o if v <e(pp?) andp>p*
(1—p)T —(1—p)7 " oor > Y(p,p*) and p < p*

Ifp#p*, u>v,v>v(p,p*) and v # v(p, p*) the given optimal policy is unique.

Proof. 1f p=p* Lemma 2.1 implies that there are no admissible policies for v < p.
Hence, hy(v) = 00 = (u —v) - Cy(p, p*). Conversely, in the case v > p, all policies
are admissible and the problem is equivalent to the one in Proposition 2.1. Hence,
it holds with the convention 0 - 0o =0

hi(v)=-v=0-00—v=(p—0v)" Cy(p,p7) —v

and m,« with b* = —v is optimal.

The rest of the proof is given for p > p*. If v < ~1(p,p*) assume that there
exists a solution 7* of (RM). By Theorem 2.3 there exists A* > 0 such that
inf epr L(m,\*) = L(7*,\*) > —oo. But this a contradiction to Lemma 2.4
where we have seen that inf cpr L(m,\) = —oo for all A > 0. Hence, no optimal
policy 7* exists and consequently h;(v) = —oo, since obviously there always exist
admissible policies.

Now assume v > ~;(p, p*). We obtain for the dual problem with Lemma 2.4

ho(v) =sup inf L(m,A\)= sup {(p—v)A—v}

A>0 meFT 0<ALCy(p,p*)
=(u—2v)"-Cyp,p") — v,

where \* = C,(p,p*) if p > v and \* = 0 otherwise. Furthermore, the set of
policies 7 such that L(m, \*) = ho(v) is given by Lemma 2.4, If we can show that
then there is such an optimal 7 so that additionally, the pair (7, \*) also fulfills
the Kuhn—Tucker—conditions, then Theorem 2.3 yields hy(v) = hs(v) and therefore
the assertion.

First, consider the simpler case y < v = Vp, hence \* = 0. If v > ~(p,p*)
we have C,(p,p*) > 0 = A*. Lemma 2.4 yields that a corresponding optimal
policy is m, with b = —v. This is clearly admissible since V7™ = v and there-
fore E[VA | Vo = v] = v > p, hence the pair (7%, \*) fulfills the Kuhn-Tucker—
conditions. If v = v(p,p*) we have C,(p,p*) = 0 = A*. Again by Lemma 2.4
we have that 7_, is optimal with b = —uv, for example. We have seen that it is
admissible and therefore have completed this part.

Now suppose p > v, hence \* = C,(p, p*) and the corresponding set of optimal
policies is given by Lemma 2.4. First, we aim to find b > —v with

E V7| Vo = v] = . (2.15)
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2.2 Risk minimization

We will even show that there exists a unique b; > —wv such that this is fulfilled and
that every m, with b > b} is admissible for (RM).
Recall that m, = (fo, ..., fr—1) with

v+b V4D
u—1" d—1

ft(v’):max{— }, VeSS t=0,1,..., T — 1.

By Lemma 2.3/ we obtain

=)
()T

Setting E [V* | Vy = v] = p and solving for b shows that

EVI | Vo=v]=v+ (v+Db)

b =(p—v) ————=—v>—0v

yields the unique 7* = m: from the class {m,|b > —v} such that (2.15) holds.
Furthermore, every m, with b > b} is admissible for (RM). One can show similarly
that there exists a unique b < —v with (2.15) defined by
- (1—p)"
by = —(pn—v) - A=) —(1=p7 v < —v
such that every m, with b < b} is admissible for (RM).

Now, in order to check that a pair (7%, \*) with L(7*, \*) = inf cpr L(m, \*)
fulfills the Kuhn—Tucker—conditions we have to discern two cases. If v = v1(p, p*)
we have A* = 0. In this case we only have to find an optimal 7* that is also
admissible for (RM). By Lemma 2.4/ and the considerations from above this is
fulfilled for every m, with b < b3, i. e. these policies are also optimal for the primal
problem (RM).

Otherwise, i.e.if v > 71 (p, p*), we have A* > 0 and 7* has to fulfill the constraint
of (RM) even with equality in order to ensure \*(u — E [V |V = v]) = 0. Again,
Lemma 2.4/ and the considerations from above yield that for v > ~5(p, p*) this can
only be fulfilled for myx and for v1(p,p*) < v < 72(p,p*) by 7. If v = 72(p, p*),
both policies are optimal. O]

Remark. 1. Thisis of course the same result that we obtained in an elementary
way for the one—period case.

2. It was also shown that in the case p < v, i.e. if we have an initial wealth that
is already at least as high as the desired minimal expected terminal wealth
4, it is optimal to invest nothing in the asset and the solution is the same as
in the unconstrained case.
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2 Portfolio optimization with constraints in a binomial model

Interpretation of the optimal policy The optimal policy is of the type m, for
some b € R. It can be observed that for p > p* the invested amount in the
risky asset is always positive and for p < p* it is always negative. This seems
quite natural since e. g. for p > p* we expect an upward tendency of the asset and
otherwise a downward development.

Furthermore, the invested amount a; at every time ¢ € {0,1,...,7—1} is always
a fraction of V; + b, where the value of —b could be regarded as a constant claim
similar to the model in Runggaldier et al.| (2002). This fraction depends on whether
the term V; 4 b is positive or negative but on the other hand does not change over
time. As described in Remark 4.2 in Runggaldier et al.| (2002) the policy can be
regarded as a hedging strategy in the CRRM for a certain claim.

2.3 Utility maximization

In this section, the complementary problem (UM) and a variation introduced below
and denoted by (UM’) are investigated. The aim is to maximize the expected
wealth under risk constraints. First, we briefly consider the problem (UM) as
described above. Not surprisingly, this can be treated in exactly the same way
as (RM). Afterwards, we discern the two cases with and without shortselling and
show how the expected final wealth can be maximized with and without certain
intermediate constraints.

2.3.1 Comparison with the risk minimization

The problem (UM) with u = idg, p = AV@R,, for some 7 € (0, 1) has the following
solution, which is again attained by a Lagrangian approach. Denote the optimal
target value of (UM) with h(v).

Theorem 2.5 ((UM) with shortselling). Let v € S. Then

(R+0)- (Cy(p,p")) P40, R>—v, v >n(pp),
h(’U) = — ) R < —-v, 7 2 f)/l<p7p*)7
—+00 , otherwise.

Proof. In the same way as in Subsection 2.2.2 we have equality of primal and dual
problem and

h(v) = inf sup {b(1+X) + AR — inf E [Jr(VF —b)| Vo =] }
TE

A20 peR

where Jr is as in Theorem 2.2, this time with

A
041::1+E>1::oz2.
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2.3 Utility maximization

The rest follows analogously to the proofs of Lemma 2.4/ and Theorem 2.4. Note
that the intervals that occur in the proofs are

(p(1 = p))" = (1= p)p*)" )
I = 7 1—7),00
(1 —p)p) (=)

and
I = [(O”/(pap*))_lv OO)
O

In the case R < —v and v > v1(p, p*), the optimal (here: maximal) value of the
expectation is —oo, implying that no admissible policies exist. This seems a little
odd at first glance, but looking at the one—period model illustrates indeed why this
is the case. Let p > p*. If T = 1, we have with 7 = (fy) € F*, fo(v) =a,v € S,
for arbitrary a € A

AV@R, (V" | Vo = v) = AV@R, (v 4 a(Y; — 1))

| —v+a(AVQR,(Y7)+1) , a>0
| —v—a(AVQR,(-Y7)—1) , a<0O.

By Lemma 2.2, we have AV@GR,(—Y;) —1 > 0 and in the case

> ) =
v > n(p,p") —p

also AVQR, (Y;) + 1 > 0. Consequently, it holds that
AVAR, (V" [Vo =v) > —v >R, meF.

We now want to give a simple result comparing the problems (UM) and (RM)
and show that the optimal policies for both problems are identical. They can be
regarded as equivalent by choosing the parameters o and R appropriately. This re-
lationship is quite standard for related mean—variance portfolio optimization prob-
lems.

Proposition 2.2. Let v > v(p,p*) and consider the problem (UM) with R € R
and v € S such that R > —v. Let ™ be an optimal policy for the problem (RM)
with

ph=(R+0) - (Cyp,p") " +o.

Then 7* also is a solution of (UM). Conversely, taking p € R with p > v, an
optimal policy for (UM) with

R = (p—v)-Cy(p,p") —v
is a solution of (RM).
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2 Portfolio optimization with constraints in a binomial model

Proof. 1f 7* is an optimal policy for (RM) with p* as defined above, we have by
definition p* > v and obtain by Theorem 2.4

AVAR, (V" |Vo = v) = (4" = v) - Cy (p,p") —
=((R+v) - (Cylp,p*)  +v—0)-Cyp,p") —v
=R4+v—v=R.

Hence, 7* is admissible for (UM). But since 7* is also admissible for (RM), it holds
E[VF [Vo=0] > p" = (R+v)-(Cyp,p")) "+, (2.16)

where the right hand side is just the optimal value of the target function of problem
(UM). Hence, 7* is even optimal for (UM) with equality in (2.16). The proof of
the second part works analogously. O]

2.3.2 The unconstrained case

For the sake of completeness, we give here the very simple result on mean maxi-
mization without constraints. Formally, set R = co. Furthermore, we assume for
the rest of this chapter that p # p*.

Proposition 2.3. Let v € S. Then it holds:
(i) With shortselling, we have

sup E[V7 [V =v] = oc.

reFT

(i) If shortselling is not allowed, we have

X T *
sup EV7 [V =o]={ BT 02
reRT v, p<p

In the case p > p*, the unique optimal policy m = (fo,..., fr-1) € FL is
given by f;(v) =o', v €8,t=0,1,...,T — 1, whereas 7 = (0,...,0) € FL,
1s optimal when p < p*.

Proof. (i) Choose © = (0,...,0, fr_1) € F' with fr_1(v) = a, v € S, for an
arbitrary constant a € R. We obtain

E[Vi|Vo=v]=v+aE[Yr —1].

Depending on p > p* or p < p* we see that (compare (2.3)) we can choose a
arbitrarily large or small respectively, hence the assertion.
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2.3 Utility maximization

(ii) Consider the Markov decision model from Section 2.1l with D(v) = [0,v],
v € S, and Jr(v) = v. We obtain

Jr_1(v) = sup E[Jp(Vp(ar-1))|Vr-1 = v,ar-1 = d

a€D(v)
= sup {v+dE[Yyr —1]}
a€D(v)
B { v-EYr , p>p*
v , P <p

where a* = f7_(v) =v € D(v) for p > p* and a* = f_;(v) =0 € D(v)
for p < p*. Observing that EYr > 0 iteratively yields the assertion using
Theorem 2.1l O

Interpretation of the optimal policy Part (ii) yields the natural result that
without a constraint and without shortselling, one should invest at time ¢ as much
as possible, here the whole capital V;, in the asset if p > p*, i.e. E[Y; — 1] > 0, and
everything in the risk—free bond otherwise.

2.3.3 Intermediate constraints

Now we aim to solve the following modification of (UM):

sup E [V | Vo =]
TeF! (UM7)
s.t. AVGR, (V7| Vi ,) < R(VE,), t=1,...,T,

where the risk function R :S — R is some (S, B)-measurable mapping modelling
the risk constraint. We will see immediately why this construction is chosen. Again,
the set F” can mean either F'L or F7.

A simple choice would be to set R(v) := R, v € S, for fixed R. However, the
idea of the model (UM’) is that based on the current state, in every trading period
from t — 1 to ¢ it is ensured that the risk does not exceed a certain maximal level.
But after some periods the current wealth could already be very high. Thus, the
risk constraint R could become redundant if its level is not adapted over time by
using the current wealth. Indeed, we will model the function R such that we can
ensure that the risk of the relative gain or loss of wealth from one point of time to
the next one is not too high. We believe that this is a more reasonable approach.

No shortselling

If shortselling is not allowed, the wealth process only attains non—negative values,
i.e. S = R,. Furthermore, we have F’ = FL. In this case,

D(v) C [0,v], wveES.
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2 Portfolio optimization with constraints in a binomial model

The risk constraint might make a further restriction necessary. To follow the
approach described above define

R(v):=v-R—v, wveES,

for given R € R. Using translation invariance and homogeneity of Average Value—
at—Risk, the optimization problem becomes

sup E[VF|Vy = 0]

TeFL
™ s
Vit = Vi,

" (UM")
s.t. AVQR, ( v
t—1

‘v;:l) <R t=1,... T

Obviously, (UM’) fits into the Markov decision model from Section 2.1/ by setting
Jr(v) = v, v € S. The restriction set becomes for v € S and p > p*

D(v) = {a € [0, v] ‘A\/@RV (%_1‘/“ ‘ Vi, = v> < R}

:%EWWMM@m<ﬂ%;B)SR}

~{ae [O,U]‘wAV@Rv(Yl—l)gv-R}

[0,0-min{1,6,(v,R)}] , 7>2-FL

Y

- Cl-p
[U ’ max{o)éu(77R)}7v] ’ < 219 _p*u
—p
where we used Lemma 2.2/ and set
R R

Su(, R) :

(v, R) :

T AV@R,(Y; — 1)’ T AV@R,(—Yi + 1)

If v > ’l’:gz and R < 0, we have D(v) = ), and if v < ’f:ﬁ:, R > 0 implies
D(v) = [0,v]. We conclude that the structure of D(v) depends strongly on the
relationship of v and R, which determines whether §,(v, R) > 1 or d,(v,R) < 1
respectively.

Analogously, we obtain for p < p*

D(v) = [0,v - min{1,d.(y, R)}],
where again D(v) = 0 if R < 0. We are now ready to solve (UM).

Theorem 2.6 ((UM’) without shortselling). Let v € S. Then the solution of
(UM’) is given by Jo(v) which attains the following values.
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2.3 Utility maximization

i) Let p > p*. If’VZp:p: we have
1-p

(o) = v-(1+E[Y; — 1] -min{1,6,(y,R)})" , R>0,

’ —o0 , R<O.

In the finite case, the unique optimal policy is given by ™ = (fo,..., fr—1)
with
fi() =0 -min{1,6,(v,R)}, v €S t=0,1,....,T—1.

For v < ’f:g: it holds

(o) = v-(EV)T , R>AVGR,(Y; — 1),
o\v) = —00 , R<AV@R,(V;—1),

and the unique optimal policy is as in Proposition 2.5 (ii).
(i1) Let p < p*. We then have

>
Jo(v):{ ) , R>0,

- , R<O.
For R > 0 the optimal policy is again as in Proposition 2.5 (ii).
Proof. (i) Let p > p* and R < 0. If y > % or if v < 22 and &,(v, R) > 1,

1—p*
i.e. R < AVQR,(Y; — 1) < 0, the restriction set becomes D(v) = (). Hence

Jr 1 (v) = sup {v+adE[Yr — 1]} = -0
a€D(v)

and therefore also Jy(v) = Ji(v) = —o0. If v < f:ﬁ: and 0,(7,R) < 11t
holds

D(v) = [v . 5u('y,R),v].
As in the proof of Proposition 2.3/ (ii) we obtain Jy(v) = v - (EY;)T.

Now, let R > 0. If v < 22 we have D(v) = [0,7] and in the same way as
p

above this yields Jy(v) = v - (EY;)T. In the case v > 2= it holds

p*

D(v) = [0,v - min{1,d,(y, R)}].

We obtain
Jr (v) = suI())Ef [Jr(Vir(ar—1)) | Vo1 = v, a1 = al
acD(v
= sup {v+aE[Yr —1]}
a€D(v) ig—’
=v+E[Yr—1]- sup a (2.17)
a€D(v)

=v+E[Yr—1]-v-min{l,d,(v, R)}
=v- (1+E[Y; — 1] - min{1,64(y, R)}).
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2 Portfolio optimization with constraints in a binomial model

This iteratively yields by Theorem 2.1
Jo(w) = Jy(v) =v- (1+E[Y; —1]-min{1,6,(v, R)})" .

(ii) Let p < p* and R < 0. Then D(v) = ) and as above Jy(v) = —co. If R >0
it holds
D(U> = [07 v - min{lu 511(77 R)}:|

and the assertion follows as in the proof of Proposition 2.3 (ii). ]

Remark. It can be observed from the proof that a further generalization is possi-
ble. Indeed, the parameters R and ~ can be chosen time-dependent if we assume
Ry, >0,t=1,...,T. The result would change for ~; > ’1’:—2*, p > p*, where now

Jo(v) =v-

t

T
(1+E[Y; — 1] - min{1, 6.(7, R)}).

—1

This is possible since Theorem 2.1/ is also valid if the restriction set is time-

dependent (compare Herndndez-Lerma and Lasserrel (1996)), Section 3.4).

Interpretation of the optimal policy First, let p > p*, i.e. we have an upward
tendency in the asset, and let the safety level v be sufficiently large. Then there
are either no admissible policies (if we only allow for negative risk at every time
step) or it is optimal to invest a fraction of the current wealth into the risky asset.
This fraction can be smaller than the current wealth (namely if 0,(y, R) < 1),
hence we also invest a positive amount in the risk—free bond, in contrast to the
unconstrained case. This is of course due to the constraint which forces the investor
to be more cautious in this situation. However, if the constant R is chosen too
large, the constraints become redundant and the result is equivalent to the one
from Proposition 2.3 (ii). This argument also applies for small safety levels.

If p < p* there are again no admissible policies if we are too careful when choosing
R < 0. For R > 0 we again have to invest everything in the risk—free bond, i. e. our
behaviour does not change compared to the unconstrained case.

Compared to the situation with only a final constraint we see that the structure
of the optimal policy is much simpler and more natural to interpret.

With shortselling

If shortselling is allowed the proofs become more complicated. But the structure of
the optimal value of the target function is very simple. Now, the current wealth can
also attain negative values. Hence, we consider (UM’) with S = R and F' = FT
and define the risk function R through

R(w)=1|v|-R—v, wveS,
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2.3 Utility maximization

for given R € R such that we have to solve

sup E[VF|Vy =]

TEFL
™ T
Vi = Vily

(UM)
s.t. AVQR, <
Vi

‘Vt”1> <R t=1, . T

Obviously, (UM’) fits into the Markov decision model from Section 2.1/ by settlng
Jr(v) = v, v € S. The restriction set becomes for v € S, p > p* and v > £
again with Lemma 2.2,

1— p*’

W(CI) - Vo

: }U{a>0‘a<|v|- i }
AV@RW(—Yl +1) - - AV@RV(Yl —1)
|’U| 51(77 )7 |U| ' 5u(77R)}

Note that for R < 0 the restriction set becomes the empty set and therefore
Jo = —oo. If v < = ,(Y1 —1) < 0 and we obtain in a similar way
as above

D(v)
{a<0‘a> [v] -
=[-

R }U{a>0‘a>|v|- K }
AV@R, (-Y; +1) - - AV@R, (Y} — 1)
| - &y, R), 0] U [max{0, [v] - u(v, R)}, o0).

Hence, a € D(v) can be chosen arbitrarily large and by (2.17) we have J; | = 0o
and therefore also Jo = oo. We conclude that if p > p* we only have to consider

On the other hand 1f p < p* we obtain Jy = oo if 7 < % and Jy = —o0 if

v o> p;:p and R < 0. Only the case v > pp P and R > 0 yields a non-trivial
solution with the same restriction set as above

D(v) = |—v|-a(v, R), |v

: 5u(/77 R)] :

We will now show that with Jr(v) = v, v € S, the value functions introduced in
Section 2.1/ have the following structure

Jw)=aPot —av", ves t=01,... ,T-1, (2.18)
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2 Portfolio optimization with constraints in a binomial model

where the factors fulfill o + > 0 and ol + a(f), but possibly o < 0. Again
by Theorem 2.1, the function Jj provides the solution of (UM’). As usual, we
thoroughly investigate the case p > p* and only state the corresponding result
if p < p*. We will now define the factors from (2.18) and a corresponding policy
™ = (fs,-.-, f7_1). It is shown in a lemma below that the factors have the desired
properties and in Theorem 2.7 that 7* is indeed optimal. First, let us define the
following one—step policies for v € S:

FO ) = |v] - 8u(v, R) € D(v),
@) = —v| - 817, R) € D(v)

Algorithm. First, let p > p*, v > ’1’:? and R > 0. As initial values we have the
one-step policy f_, := ) and

aSrT_l) =14+E [Yl - 1] '%(%R)a Oz(,T_l) =1-E [Yl - 1] ) 5u(%R)‘

D and o with a+ > 0 and agf > " for some

ted{l,.. — 1}. We want to define a =1 Oz(f Y and a one-step policy f; ;.

Assume now we are given o

There are four possible values for the factor agf*l). First, define

arar = ol +8,(7, R) - (u—d)-a - (p(1 = p*) = (1= p)p"),
g = paﬁf) +(1-p)a? +6,(v,R) - (u—d)- (an)p(l —p*) —
apor = o) +6(v, R) - (u—d)- ol (1—p)p* — p(1 - p)),

e = (1—p)a +pa +6(y, R) - (u—d) - (P (1 = p)p* — ap(1 - p*)),

(1 —p)p),

and then

( 1
N arir s 0u(7,R) < 1—d

o Su(7, R) > !
« ) u\ | PR
\ +,12 9 1-4d

( Sy R) < —
N ara 5 0y R) < u—1’

o 5i(v, R) >

\ Q422 I\, u—1

There are also four possibilities for the factor oY, First, define

a-n=a¥ = 6,(v, R) - (w—d) - o (p(1 = p*) = (1 = p)p"),
a1y = pa? +(1=p)a? = 5,7, R) - (u—d) - (aPp(1 —p*) — V(1 — p)p7),
a_o =a¥ =6y, R)- ( d)- o (1= p)p* — p(1 —p")),
a g = (1-plal +pa —5(1, R) - (u—d) - (P (1 - p)p* — p(1 - p*)).
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2.3 Utility maximization

and then

057,11 ) 6u(77 R) S u— 1
1

a_12 , (7, R) >

\ u

04_721 ) 61(77 R) S P

a2 , 6y, R)>

\

\
—_

=
ISH

IQ
)
|
— |

—_
Q‘.

Now, we define aﬁ‘l) and f, S — A such that ff ,(v) € D(v) for allv e S
with v > 0 as follows (see below for o and the case v < 0). In a first step
assume %agf) <3 _p o't Then fiy = f0 (mdat V.= agfjll).

If on the other hcmd ’; Oé_,,_ > %a(_), two cases have to be discerned:

(i) If 6,(v,R) < L=, then again f{ | = fY) and 045:_1) = osz’_ll).

(it) If &i(v, R) > —5 set an V.= max{aj 11),a+2 }oand fr = fO if it holds
ozgf_l) = ag’ll and ff = f(2 otherwise.

Now, we want to define Y and fi S — A such that f; {(v) € D(v) for

all v € S with v < 0 as follows. In a first step assume again ’;ag) < 1 T oz(,)

implying o' > 0. Then set ft L= fO and Q. Oé(_tfll).

If on the other hand %OUF > 1 L oz(_), again several cases have to be discerned:

(a) o' <0 Then there are two cases.

(i) [f((Su()’y,R - we set Y= max{a(t ol 5 )} and fi == fO if
t—1

(i) If §,(7, R) < %1 then ff | = @ and Y= a(_tfgl).
a ail and f; | = f@ otherwise.

(b) o' > 0: Then there are again two cases.

(i) If 6y, R) < 2 then fi_y == f® and o'V = oV,
(id) If 0y, ) > 15, then a( R —max{a el S0Y and fr o= 1O df
t

O 04(_,11 and f; | = f@ otherwise.

Now, letp < p*, v > % and R > 0. As initial values we have the one—step policy
Fioy = £ and

oIV = 1-E[Yi —1]-6(y, R), o = 1+ E[Y) — 1] (3, R).
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2 Portfolio optimization with constraints in a binomial model

, t )
Assume now we are given a(ﬁ and o with a+ > 0 and a+ > o for some

te{l,...,T —1}. We define ozgf_l) and f, S — A such that f (v) € D(v)
for all v € S with v > 0 as follows (see below for the case v < 0). In a first step
assume I%aﬁf) < 11__;; o Then fi=f% and oz(t_l) = aﬁfgl).

If on the other hand I%aﬁf) > 1 —k Oz(_), two cases have to be discerned:

(i) If §,(v,R) < ﬁl, then again f; | := f® and osz_l) = osz;l).

(i1) ]f5u(7,R) > 1 set a(t V.= max{oz+1 ,a(f 21 }oand fr = fO if it holds

oﬁ_l) = a+1 and fil = f otherwise.

Now, we want to define o™ and fiy o S — A such that f} {(v) € ( ) for
o )

all v € S with v < 0 as follows. In a first step assume again p—ozgf) < 17

(t— 1) (t—l)

p i
implying o > 0. Then set i = f% and

If on the other hand ]%a(j) > 11_;; Oz(,), again several cases have to be discerned:

(a) o < a=’ < 0: Then there are two cases.

(i) If &i(v, R) < 1 then fi | = fO and Q.= a(tfll)

1-d
(i) If &:i(7y, R) > 1= we set oV = max{a'; 1 ) ol 1)} and fi = fO if
ol = oz(i Y and fi 1= f@ otherwise.

(b) ol > 0: Then there are again two cases.

(i) If 6u(7, R) < 215 then fiy == f® and o'V := a3V,

-1

(i) If 6.(7, R) > —-_ then o = max{a'; 1 Vool 21} and f; | = fO) if

o =l and fi 1 = f® otherwise.

"’Q

We have introduced these factors and the optimal policy before proving the
corresponding theorem below because the inductive proof only works if we can
verify the desired properties. This is done in the following lemma.

Lemma 2.5. For allt € {0,1,...,T — 1} it holds

(t)>0anda >a()

Proof. We only consider the case p > p*. The proof is by backward induction on ¢
where the case t =T — 1 is obvious.

Now assume that the assertion holds for some t € {1,. — 1} and define
ozgf Y and oY by the previous algorithm. First we want to show that oz(t Vs 0,
where asr Ve {Oz+1 ,aﬁ 21 }. Obviously, in the case 6,(vy, R) < 1= we have
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2.3 Utility maximization

agf;l) > 0 by induction hypothesis and p > p*. Moreover, note it always holds

agf)p(l —p*) — oz(_t)(l — p)p* > 0 since p > p*. So if conversely d,(, R) > %d we
obtain

- R(u—d
o™ = pald + (1 = ppa® 4 e d)

(D) oo (D) 1— *

u—d * *
>pal + (1 =p)al + 75 (@ =p") = a1 = p)p")

1 % *
= pal + (1= p)al + > (al'p(1 = p7) = (1 = p)p")

= pozgf) + oz(f)lg(l —p*) > 0.

Finally, agf_l) = aS;l) can only occur if aﬁf’_Q
of the assertion follows.
Now, we want to show an) > oY, First, let %agf) < %a(t). We then have

U aﬁf;l) > 0. Hence, the first part

agf_l) € {ay 11,0412} and oY e {a_11,a_ 12}, where pairwise comparison of
the values obviously yields the assertion.

Now, let %"a@ > %a(p. First note that then we always have

(t=1)
11 < Q1,4 12,0 9 7,

12 < Qq 11, 0412,
Q_ o1 < Qy411,

(t=1)
Q22 < Qyq1,0 o,

such that we can skip these relations in the investigations below.
(t=1) (t—1) . .
Let us show a_ 15 < ay 5. The case a} = ay » can only occur if the relation
(7, R) > —1 holds and o™V = a_ 12 only if 6,(v, R) > —5. We obtain in this
situation
R(u —d)
AVG@GR,(-Y: +1

(t) (*)

ozgf,_zl) = (1 —p)agf) +poz(_t) + ) ’ (0‘+ (1 —=p)p"—aZp(l - p*))

u—d . .
> (1= p)al +pa + P (o (1 =p)p = a¥p(1 - p"))

=(1—p)a(ﬁ)+p—l_p*a$)>0
and
) 0) R(u —d) (t) NG ;
a_ 10 =pay’ + (1 —pla’ — M« 1— —a (1 —
12 =pay + (1 —p) AVGR, (Y, 1) (afp(1 —p") (1—p)p)
U—d * *
<pal! + (1=p)al — —— (al'p(1 — p") — (1 - p)p")
= (1 —p)oz(_t) —i—p*%a(_t) <0,
—p
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2 Portfolio optimization with constraints in a binomial model

hence the assertion. The fact that a_ 99 < a4 12 is shown similarly.
Let us finally show that a_ 4 < a+712,a$7_21). By construction, oz(f_l) = a_9

can only occur if o < 0. But this already yields

a9 = o'+ (v, R)-(u—d)- ot (p(1=p*) = (1 —p)p*) < oY < o 12,045r 21),
0

vV

thus completing the proof. Il
We are now ready to state and proof the final important result of this chapter.

Theorem 2.7 ((UM’) with shortselling). Let v € S and R > 0. Furthermore,
assume that v > ’f:i: if p>p* and~y > % if p < p*. Then the solution of (UM’)
15 given by

Jo(v) = ozgf)v+ — a9y,
where af) and o'” are defined by the algorithm above which also provides an op-
timal policy.

Proof. Let p > p*. We claim that
Jw)=aPvt —aP~, ves t=01,. T-1 (2.19)

By Theorem 2.1, the assertion will follow. The proof is by backward induction on
t. Consider first t =T — 1. We obtain again

Jr_1(v) = sup E[Jr(Vr(ar-1))|Vr-1 =v,ar-1 = a] = sup {v+aE[Yr — 1]}

aeD(v) a€D(v)
=v+E[Yr—1] sup a=v+E[Yr —1]-|v|-0u(7, R)
a€D(v)
:(1+E[T—u (7, )yﬁ—(1—En@—u-&wJayr
— oI Dyt — Ty,

One also sees that a maximizer is given by f7 ;. Hence, (2.19) holds for t = T — 1.
Assume now that (2.19) is true for some ¢t € {1,...,7 — 1} and let v € S. We
have to solve

Ji_(v) = sup E [Jt/a/t(atfl)) | Viei=v, a1 = CL]

a€D(v)
= sup {p(agf)(v +a(u—1) =P+ a(u— 1))7)
a€D(v)
+ (1 —p) (aﬁf)(v +a(d—1))" - oz(_t)(v +a(d — 1))_)}
Let us first consider the case v > 0 and recall that the restriction set is given by

D)= [—v-&(7,R), v-6u(7, R)].
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2.3 Utility maximization

To determine the slope of the piecewise linear function that we have to maximize
define

M= _ <0<—L:: @,
4 u—1—" = d-1 v

Similar to the proof of Theorem 2.2, the slope on (¢, 00) is given by

pa(u—1)+ 1 =p)a?(d-1)>0

FNO R b N0

& o>

which holds because p > p* and agf) > ol by Lemma 2.5. Hence, the function is
increasing on this interval. This is also the case on [w(l), w@)] because for the slope
it holds

posz)(u - 1)+ (1 —p)osz)(d -1)>0 & ozgf)(p —p") >0,

which is fulfilled since agf) > 0 by Lemma 2.5 Finally, it follows for the slope on

(—OO, ¢(1))

paP(u—1)+(1 —p)ag)(d —1)>0

% 1 _ *
P ANCIP Sl U]
D 1—p

which can sometimes be fulfilled. If this is the case, the function is non—decreasing
on R and consequently attains its maximum on D(v) for its maximal admissible
value. Hence, fi;—11(v) is indeed optimal for a. The value of J/_; depends on
whether f;_11(v) < ¢¥® or f_11(v) > ®. We have
1
fraa(w) <9p® & 64(y, R) < T4 (2.20)

If this is fulfilled, we have v + fi_11(v)(u —1) > 0 and v + f;_11(v)(d — 1) > 0.

Hence,
T (v) = pal (W + froa () (w— 1)) + (1 = p)al (v + fior1(w)(d 1))
= (o + 0u(v, R)al (p(u — 1) = (1 = p)(1 = d))) - v

= 0411 " V.

Similarly, if f;_11(v) > ¥® and therefore 6,(v, R) > we have

1
1-d’
J_1(v) =ay12- 0.

Now, assume p—*a(j) > #a@, i. e. the function is decreasing on (—oo, ™). If the
P 1-p

lower bound of D(v) is not smaller than (), which is equivalent to

1
u—1

fiii2(v) > 91 & §(v,R) <

Y
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2 Portfolio optimization with constraints in a binomial model

the function is increasing on D(v) and we have again that f;—1;(v) is an optimal
value for a. On the other hand, if f;_1,(v) < ¥V, we have to compare the value
of the function at f;_12(v) and at f;_1;(v) to find the larger one. Again, there
are two possibilities for f;_;1(v) depending on the fact whether the inequality in
(2.20) holds or not. The value of the function at f;_;2(v) becomes

pa (0 + fisi2(v)(w— 1) + (1 = p)al’ (W + fii2(0)(d - 1))

= (pa(t) +(1-— p)ag) + 0i(, )(aﬁf) 1—p)(1—d)— oz(,t)p(u — 1))) .y
(t—1)
- Oé+ 2 "0,
so that we have to compare ait;l) with aﬁf;l) and obtain for the value function

I (v) = max{a+ Y, Sf;l)} -v. Combining the cases, it holds for v > 0
) =al p =l T (2.21)

We have also shown that f; ;(v) defined by the algorithm is an optimal value for
a.
If v < 0, the proof works similarly and we can indeed show that

J_(v) = Yy = oYy (2.22)
One only has to observe that now ¢? < 0 < () and that the slope on the interval

[¢(2)7¢(1)] is
o s(u —d)(p(1 - p*) — (1 - p)p"),

[

>0
hence the function to be maximized can also be decreasing on this interval, de-
pending on the sign of o', This fact makes it necessary to consider one more case
as it is done in the algorithm. Putting (2.21) and (2.22) together completes the
induction step and therefore also the proof. n

Interpretation of the optimal policy The structure of the optimal policy is sim-
ilar to the model without shortselling. The only difference is that we now might
have to invest more than the current wealth into to the risky asset or even have
to invest a negative amount. Furthermore, this factor depends again only on the
sign of the amount of wealth and not on its level. However, this selection is not
constant over time. The “sequence of fractions” is deterministic and obtained by
the algorithm above. It depends on the interplay of the chosen risk level R and
the safety level v with p and p*.

We conclude this section and chapter by giving an example on the structure of
the occurring parameters.
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2.3 Utility maximization

1

Example 2.1. We assume that p* < 3

equivalent to

and p > 2p*. The first inequality is

1 1
) 2.2
1—d>u—1 (2.23)

Furthermore, let R = 1 and v > max{p,1 — p}. It follows from (2.4) and the
definition of 6,(v, R) and d;(7, R) that

1 1

5u(7a R) = Tdv 51(77 R) =

u—1
We claim that

T—¢t — p*\T—t—-1
ag):<£> >0, a(t):<2_£><1+p p) <0, t=0,1,...,T—1.

p* - p* 1 —p B
For t =T — 1 it holds by the algorithm
1
(T-1) * p
oy +(u=d)(p=p)— pe

and

_ o1 P

Now assume that the assertion holds for ¢ € {1,...,7 — 1}. First,

oV =ai 1 =al 46,0y, R)(u—d)- ol - (p(1 —p*) — (1 - p)p*)

ottt (2 ) (7

Because of o < 0 and (2.23) we have o'V = max{a_ 12, 21} by case (a) (ii)
from the algorithm. But indeed it is easily verified by a straightforward calculation
that a_ 21 > a_ ;2 under the given assumption p* < % Hence, we obtain

™ = 0(7, R)(u —d) ¥ (1 =p)p" —p(1=p))

_m_u=d @
o ] o (p p)
i\ T—t—1 _ n*
=(-2)0+1=x) (i)
p* —p* 1—p*

I—p

N\ Tt
I =
p* I —p*

Consequently, with the parameters specified as above Theorem 2.7 yields that the
optimal value of (UM’) is given by

T _pNT-1
Jo(v):(£> -v+—<2—£)<1+p p) v, veSs.
For t € {0,1,...,7 — 1}, the (unique) optimal one-step policy f; is given by
fir(w) = fH@) ifv >0 and f(v) = f@(v) if v <0.
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3 Dynamic risk measures

In this chapter the notion of dynamic risk measures is introduced as a natural
generalization of static risk measures. Let us first describe this construction and
review the related literature.

3.1 An overview on the literature

Static risk measurement deals with the quantification of a random financial posi-
tion at a future date T by a real number. This value is interpreted as the risk of
the position measured at time 0. In Chapter [1, we have described how the seminal
paper [Artzner et al. (1999) generated a vast growth of the literature dealing with
theoretical and practical aspects of such (static) risk measures. Naturally, the de-
velopment of representations and applications of dynamic risk measures followed
with some delay. However, there is one working paper by Wang which is from the
same year as the publication of the aforementioned work (1999). To our knowl-
edge, Wang was the first one to use the term dynamic risk measure which already
appeared in an early draft of his paper in 1996.

His work on a class of dynamic risk measures includes a short motivation for the
introduction of dynamic risk measures based on three main reasons. The first one
comes from the necessity to generalize the static setting to a framework where pro-
cesses can be considered. This is due to the fact that companies often face risk that
consists of different uncertain values of financial positions that evolve over time,
imagine for example intermediate cash flows. Consequently, it is desirable to have
risk measures for processes. The second generalization of the static model follows
from the fact that over certain periods of time, companies might be willing to adapt
the measured risk when more information becomes available. More precisely, at
each point of time ¢ before the end of the considered time framework T € (0, oo],
the value of the risk measure should be an F;—measurable random variable if the
information is modelled by some filtration (F;)ie7, where 7 = {0,1,...,T} or
7 = [0,T). Furthermore, this adaption process should be consistent in the sense
that there is a certain connection between the risk measured at different points of
time. We will later formalize this. As a last reason, optimization problems are often
of a dynamic structure which then yields a demand for dynamic measures which
have to be incorporated in the optimization problem. In this chapter, we mainly
concentrate on dealing with the first two aspects. In the following two chapters
though, we will see how dynamic risk measures themselves can be generated by an
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3 Dynamic risk measures

economically motivated optimization problem.
Let us now have a more thorough look on the literature. Most of the relevant
works distinguish dynamic risk measure by these aspects:

e Dynamic risk measures can be introduced only for final payments or for
PrOCesses.

e In the latter case, bounded or unbounded processes are distinguished.

e Analogously to the static case, convex or coherent dynamic risk measures
can be investigated.

e The time—framework can be discrete or continuous and finite or infinite.
e Some works only deal with finite probability spaces, others with general ones.

In this work, we focus on coherent dynamic risk measures for unbounded processes
in a finite and discrete time framework with no restrictions on the probability
space. Nonetheless, we now give an overview on the existing literature in all cases.

The aforementioned work by Wang| (1999) describes an iterated version of the
static Value—at—Risk. In a finite and discrete time framework, the risk at a fixed
point of time is calculated by measuring the remaining risk after the next period
based on the available information and adding this term to the value of the fi-
nancial position in the following period. Taking the Value—at—Risk of this sum
conditioned on the current information yields the value of the risk measure at this
fixed date. As a generalization of this example, the class of likelihood—based risk
measures is introduced and characterized by four properties which are all based on
the dynamic structure of the risk measures. However, no actual dynamic version
of the classic coherence properties is used, which is why we will not further deal
with this work. It is interesting in itself, but not linked to the settings introduced
in all the following works. Furthermore, the Value-at-Risk is not a coherent risk
measure, so a dynamic version of it is nothing we want to investigate further. How-
ever, in Hardy and Wirch| (2004) a similar approach is used to define a so-called
iterated Conditional Tail Expectation (CTE), where the risk is measured only for
final payments. This is done simply by taking at every point of time the conditional
expectation of the future risk.

Another early work is the one by (Cvitani¢ and Karatzas (1999). Based on an
early draft of [Artzner et al.l (1999), the static approach is generalized to a setting
in continuous and finite time. Here, a classic financial market with a final financial
position that has to be hedged is considered. Actually, the work is not dealing with
dynamic risk measures since the risk is introduced only at time ¢ = 0 (so—called
initial risk measurement). It is defined as a classic max—min approach over a set of
probability measures and a set of admissible strategies respectively where the target
value to be optimized is the expectation of the discounted shortfall that occurs if a
given liability can not be hedged. Because of the continuous time—framework, this
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3.1 An overview on the literature

paper is not relevant for our work. However, due to its early publication, it was
worth to be mentioned. A similar investigation in discrete time is given in Boda
and Filar! (2006), where a dynamic version of the Average Value—at—Risk at a point
of time is just defined as the static Average Value—at—Risk of the future random
loss of a portfolio when using a fixed portfolio strategy. Using this risk measure,
optimization problems are considered and time-consistency then is defined using
the well-known principle of optimality.

A more straightforward generalization approach of coherent static risk measures
was followed by some of the same authors of Artzner et al.l (1999), merely in/Artzner
et al.! (2004) and Delbaen (2006). In the former work, the static representation
result (compare Theorem 1.1)) is generalized to measuring the initial risk of discrete—
and infinite—time processes simply by an extension of the probability space. In finite
time, risk measurement over time is then investigated by introducing so—called
risk—adjusted value processes in terms of generalized Snell envelopes. In contrast
to works described below, expectations are not taken of discounted sums of the
components of processes but rather of the component of the process at a certain
stopping time. This model is called the supremum case in Burgert (2005). The
approach is more thoroughly dealt with in Delbaen/ (2006), adding some consistency
requirement on the risk measurement via the notion of stable sets of probability
measures (compare Section [3.3). A similar approach is introduced in [Jobert and
Rogers| (2005) for a finite probability space using pricing operators. The authors
reason that this simplifies the axiomatic approach.

In a sequence of papers, a comparable framework is investigated for a number
of different models. The functionals that are characterized are called monetary
risk measures, which corresponds to the fact that they are non—decreasing rather
than non—increasing on their domain (contrary to the functionals that we just call
risk measures). In (Cheridito et al.l (2006), such functionals are introduced and
characterized for bounded processes in finite and infinite discrete-time. A main
focus is again on the property called time—consistency. This means that the same
risk of a financial position should result ”irrespective of whether it is calculated
directly or in two steps backwards in time”. In Cheridito and Kupper (2006)), this
model is supplemented by considering dynamic monetary risk measures that are
composed of static ones. Representation theorems for coherent and convex risk
measures for bounded and unbounded processes in continuous time can be found
in (Cheridito et al. (2004) and [Cheridito et al.l (2005) respectively.

In discrete and finite time, which is the main subject of this thesis, there are
some more interesting works. By the characterization theorems given there, cal-
culating the risk of a process at every point of time is done by applying a static
risk measure to the discounted sum of the future values of the process. This is
why these works deal in fact with dynamic risk measures for final payments. How-
ever, they yield quite a practical view on dynamic risk measure, hence we consider
them important. The dynamic risk measure that we will describe in the following
chapter resembles a typical element of these classes but has the advantage not to
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3 Dynamic risk measures

depend only on the discounted sum of the components of a process of financial
positions. Furthermore, we will see that our dynamic risk measure is not law in-
variant, a property that is not always desirable as shown in the simple Example
4.3. Contrary to this, in Weber| (2000), law invariant dynamic risk measures for
bounded processes are investigated. They are only characterized by the properties
of monotonicity and translation invariance and shown to be at every point of time
a static risk measure of the conditional distribution of the discounted sum of the
future values of a process. A similar result, but without the assumption of law
invariance, is given in Riedel (2004) for coherent dynamic risk measures. Here,
again the risk of the discounted sum of the future values of a process is measured
at every point of time, but now with a conditional static risk measure. Compare
Section [1.4] for some notes on the distinction of these two notions. One drawback
in Riedel’s work is the assumption of a finite probability space. This is overcome
in Burgert (2005), where the result is generalized to bounded and unbounded pro-
cesses on general probability spaces. It is merely obtained as a consequence of more
general characterization theorems of convex and coherent dynamic risk measures
for final payments in continuous and discrete time. It is shown, similar to Delbaen
(2006), that there is a correspondence between a dynamic risk measure and a sta-
ble set of probability measures, if a certain time—consistency property is imposed.
Complementary, a similar characterization, though in a different context, is given
in [Epstein and Schneider| (2003)) for utility functions by using recursive multiple
priors. We will describe these results more formally in the following section and
also introduce an interesting translation invariance property that is more general
than the one used in the aforementioned works and which is first used in Frittelli
and Scandolo (2000). In this work, a class of risk measures for processes in discrete
and finite time is investigated. The risk measurement takes only place at time 0.

For the sake of completeness, a few other works for processes in discrete and
finite time are worth to be mentioned. Based on the earlier work Roorda et al.
(2005), dynamic risk measures for final payments on a finite probability space
are characterized in Roorda and Schumacher (2007) for different notions of time-
consistency. Furthermore, these are all compared, and for two of them, a consistent
version of the Average Value—at—Risk is given, hereby completing a note in /Artzner
et al. (2004) which shows that the definition of a dynamic Average Value—at—Risk
in the latter work is not consistent. In Section 4.4, we will give another example
to overcome this drawback by using a stable set of probability measures.

In Jouini et al. (2004), a totally different setting for bounded and d-dimensional
portfolios is used. The risk measure now has values in R with n < d. This reduc-
tion is based on aggregation procedures. One-dimensional-valued risk measures
for portfolio vectors are also considered in Burgert and Riischendorf (2006), where
a main focus is put on the relationship with stochastic orderings and dependence
concepts. In Bion-Nadal (2006b)), dynamic risk measures in discrete and contin-
uous infinite time are characterized using conditional static risk measures on a
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3.2 Definitions, axioms and properties

larger space. In continuous time, an approach via BMO martingales® is taken in
Bion-Nadal (2006a). Finally, convex dynamic risk measures for bounded processes
in discrete and finite time are again investigated in [Féllmer and Penner (2006) by
using the standard notion of conditional static risk measures.

We conclude that there is a number of publications which deal with dynamic risk
measures for final payments or discounted sums of future payments (in a discrete
time framework). An important property of such measures is time-consistency,
which can be defined in various ways. But this is not a main subject in this work.
Since we want to introduce a dynamic risk measure in discrete and finite time
and investigate its properties in the following chapter, we now briefly summarize
the most relevant results that can be related to our dynamic risk measure. We
focus on the accordant notion of time—consistency which is related to stability of
sets of probability measures and thoroughly deal with the property of translation
invariance.

3.2 Definitions, axioms and properties

In this section, our aim is to give a short overview on properties of dynamic risk
measures in discrete and finite time which we consider important. Hence, let the
time set be 7 = {0,1,...,T} with T" € N and let (F})c7 be a filtration on a given
probability space (2, F,P). A dynamic risk measure for an (F;)scq0,1,..,ry—adapted
process then is a mapping that assigns at every point of time ¢t € {0,1,...,7 — 1}
an F;—measurable risk to the process, such that the sequence of the values of
the risk measures is again an (F;)eqo,1,..,7y-adapted process. Furthermore, the
dynamic risk measure should satisfy two elementary properties, which are given in
the following definition. Let

X = {(]17---71T)|It Gtht: ]_,...,T},
be the space of all integrable and (F;);cr—adapted processes, where
Xt ::L1<Q,ft,]P), t:O,l,...,T.

For convenience, we enlarge the random vector ([y,...,Ir) by a dummy compo-
nent Iy = 0 whenever necessary. All occurring equalities and inequalities between
random variables are understood in the P-almost sure sense.

Definition 3.1. Let p : Q x {0,1,...,T — 1} x X — R be a mapping and set
pi(I)(w) = p(w,t, 1) for all (w,t,I) € Qx{0,1,...,T—1} x X. Then p is called a
dynamic risk measure if (p;(1))i=o.1...7—1 15 an (Fi)i=o01,. 17—1-adapted process and
if the following two conditions are fulfilled:

A BMO martingale is a uniformly integrable martingale starting in 0 that fulfills a certain
additional integrability condition which uses stopping times.
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3 Dynamic risk measures

(IOP) p is independent of the past, i.e.for every t = 0,1,...,7 — 1 and
I € X, p(I) does not depend on I, ..., [;_;.

(MON)  p is monotone, i.e.for all IV 1@ ¢ x with IV < I for all
t=1,...,T it holds

pe(IDY > p (1), t=0,1,...,T — 1.

Remark. 1. We sometimes identify p with the corresponding sequence of map-
pings (Pt)tzo,l ..... T—1-

2. Condition (IOP) means that for every I € X it holds
pt(]17-"7]T) :pt<07---707[t7---7[T)7 t:()?l,...,T— 1.

In the following, we further assume that there exists a constant interest rate
r > —1. By e, € X we denote the income process that is one at a fixed point
of time k € {1,...,T} and zero otherwise. Let us now review the most impor-
tant properties of dynamic risk measures. Afterwards, we introduce the notion of
coherence, analogously to the static setting.

Translation invariance properties The economic interpretation of the values of
the risk measured is based on these properties. Let p be a dynamic risk measure.

(TI1) Forall [ € X, t€ {0,1,..., T — 1} and Z € L (Q, F;,P) it holds

Z

pl+7Z-ep)=p(I) — W’

k=t,... T

(T12) This is (TI1) in the case k = T, i.e.for all Z € L'(Q, F,,P) and
I € X it holds

A
(1+r)=t

oI+ 2 - er) = pu(I) -
(T13) Lett € {0,1,...,T —1}. For every process
Z=(0,...,0,2,...,Z7) € X
such that Zk T +r)k - is Fy—measurable it holds for all 1 € X

T
pll+2) = p(1 Z

k=t

1+r (3.1)
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3.2 Definitions, axioms and properties

We obtain from (TI1) or (TI3)

pell + pe(D) - er) = pe(1) — pe(I) = 0,

which provides the same economic interpretation of the value p;(I) as in the static
setting.

Property (TI1) is an essential tool in Riedel (2004), while (T12) is used in Weber
(2006). (TI13) is inspired by Definition 4.7 in [Frittelli and Scandolol (2006). We
believe that it is the most natural extension of the static translation invariance
in the context of Theorems 3.1 and 3.2, because in the one—period—setting, an
Fo—measurable, therefore predictable amount ¢ is added to the Fr—measurable
random payoff at time T'. Hence, in a multiperiod setting, the risk manager should
be allowed to add at every time ¢ a process Z to the income process I and in this
manner diminish the risk, as long as the discounted sum of the future values of Z
is known at time t. Otherwise, Equation (3.1) would not make sense.

However, considering a generalization of a risk measure by Pflug and Ruszczynski
in the following chapter, we will see that a restriction to Z being a predictable
process can be reasonable too, compare Proposition 4.3.

Coherence properties Analogously to the static case, dynamic risk measures can
be distinguished by the properties of convexity and subadditivity. Furthermore,
homogeneity plays a crucial role when connecting the two former properties.

(CVX) A dynamic risk measure p is called conver if for all IV, 1?) ¢ X,
te€{0,1,...,7—1} and A € L*(Q, F;,P) with 0 < A < 1 it holds

o (AT 4 (1= A)ID) < Apy(ID) + (1 = M)y (1),
(SUB) A dynamic risk measure p is called subadditive if for all IV, [?) ¢ X
and t € {0,1,...,7 — 1} it holds
pe(IV +13)) < py (1) + p(IP).
(HOM) A dynamic risk measure p is called homogeneous if for all I € X,
te{0,1,...,7—1} and A € L>(Q, F;,P) with A > 0 it holds

pe(AD) = Ap(I).

As in the one—period model, under homogeneity, subadditivity and convexity are
equivalent. The interpretation of the properties is the same as in the static model.
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3 Dynamic risk measures

Consistency properties These properties are crucial tools when deriving repre-
sentation theorems for dynamic risk measures.

(TCS) A dynamic risk measure p is called time—consistent if for all stop-
ping times o,7 on {0,1,..., T} with o < 7, all processes I € X
and Z € L'(Q, F,,P) it holds

pe(I+Z-e;)=po(I+(1+7)""Z ep).

(DCS) A dynamic risk measure p is called dynamically consistent if for all
processes IV 1) ¢ X with It(l) = It(z) forate{0,1,...,T—1} it
holds

Pt+1(1(1)) = Pt+1(f(2)) = Pt(I(l)) = Pt<1(2))-

Property (TCS) is used in Weber (2006) and Burgert (2005), whereas (DCS) is
defined and motivated in Riedel (2004).

Technical properties To derive characterization theorems, usually some technical
assumptions have to be made.

(REL) A dynamic risk measure p is called relevant if for all A € Fr with
P(A) > 0 it holds

P(p(=14-er)>0)>0, t=0,1,...,T—1.

(FAT) A dynamic risk measure p has the Fatou-property, if for every point
of timet € {0,1,...,T—1} and all processes ™ € X, n € NU{oo},
such that

supE |Il(”)| <1, neNU{x},

1>t

and su 7™ _ pleo) L ]
P>l ) .| = 0, n — oo, it holds

pe(I%)) <liminf pp(I™), ke {t,..., T —1}.
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3.2 Definitions, axioms and properties

(LIN) Let p be a dynamic risk measure. Then a = (a¢)t—o1,. 7-1 defined

via

-----

at([> = ]1(*00,0]<pt(1))7 Iex=,

is called the acceptance indicator, where X*° C X is the set of
all bounded and adapted processes. Denote with M, the set of
all probability measures on the real line with compact support.
Then p is called law invariant if there exists a measurable mapping

H;: M. — {0,1} such that for t =0,1,..., 7 —1, I € X
a;(1) = H(L(Ir | F;)) P-almost surely.

Since there is a variety of proposals for the property of translation invariance,
we briefly investigate the relationship of (T11), (T12) and (TI3). Obviously, (T12)
follows from (TI3). But indeed, introducing a weaker form of time—consistency,
the following statement can be made.

Proposition 3.1. Let p be a dynamic risk measure. Then the property (TI13) is
fulfilled if (T12) and

(WCS) Lette{0,1,...,7—1} and k € {t,...,T}. Then it holds for all
Z el O, Fy,P)and [ €T

pi(I+ 7€) =p(I+ (1+ T)T_kZ -er)

hold. Furthermore, (TI13) implies (TI1) and a weaker form of (WCS), namely if
only Z € LY(Q, F;,P) is allowed.

Proof. Assume that (T12) and (WCS) hold. Take Z = (0,...,0,%Z;,...,Zr) € X
such that Zg:t (Hﬁ% is Fy—measurable. Then for [ € X

T
WCS _
oI+ 2)=pI+Zs-eot et Zp-er) "= p, <I+§ (47" ka-eT>
k=t
T

— pt (_[ + (1 + T)T_t

T

Zy, (T12) 7,
- - . = ) — -
(1+T)k—t GT) Pt( ) z:: (1+T)k_t

k=t k=t

JFi—measurable

The second part is almost trivial, since (TI3) obviously implies (TI1). To show
(WCS) for Z € L'(Q, F;,P) let I € Z. Then

(T13) __Zz _A+nTtz
= D)=y = e = Sy

) pe(I+ (1 4+r)7F7 - ep).

oL+ Z - ep)
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3 Dynamic risk measures

Remark. We call the property (WCS) weak consistency. Obviously, (TCS) implies
(WCS).

The following corollary shows the equivalence of the three translation invariance
properties under weak consistency.

Corollary 3.1. Let (WCS) hold. Then (TI11), (T12) and (TI3) are all equivalent.

Proof. Obviously, (TI3) implies (TI1), from which again (TI2) is a special case.
Consequently, the following sequence of implications is valid:

(TI3) = (TI1) = (TI2) ~/oPesdondl (pyg).
0

We will later see how the previous corollary implies that the following definition
of (dynamic) coherence is in accordance with the definitions used in related works,
e. g.Weber! (2006) or Burgert, (2005).

Definition 3.2. A dynamic risk measure p is called coherent, if it fulfills (TI3),
(SUB) and (HOM), i. e.if it is translation invariant (of the third kind), subadditive
and homogeneous.

To state representation theorems for dynamic risk measure, we need the follow-
ing definition, used e.g.in [Artzner et al. (2004), Definition 3.1. If Q is a set of
probability measures with P € Q, we denote with Q° the subset of all probability
measures which are equivalent to P and with Q* all the ones which are absolutely
continuous with respect to P. We usually only consider such sets where Q = Q.

If @ is a probability measure with ) < P on Fr and LY = % the resulting
density, we are able to introduce the so-called density process of () with respect to
P via

Le=E[L2|F], t=0,1,...,T.
It is well-known (see Attachment Al), that LtQ is the density of ) with respect

to P on F; for every t € {0,1,...,T}. Obviously, the process (Lf?)t:Q1 77777 - is an
(Ft)t=0,1,.. r—martingale.

Definition 3.3. A set Q of probability measures is called stable (under pasting),
if for all Q1,Q2 € Q° with density processes (Lth)t:O,l ,,,,, T, (LtQQ)t:m ,,,,, 7 and all
stopping times 7 € {0,1,...,T} the process

L t=0,1,...7,
LgT) = LQ2
Lo~ t=717+1,...,T,

e

defines an element Q') € Q which is called the pasting of Q1 and Q- in .
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3.2 Definitions, axioms and properties

Theorem 3.1. A mapping p : 2x{0,1,...,T—1} xX — R is a relevant and time—
consistent coherent dynamic risk measure with the Fatou property if and only if
there exists a stable, conver and L*(Q, Fr,P)—closed set Q of probability measures
that are absolutely continuous with respect to P with %—% € L*(Q, Fr,P), Q € Q,
such that for allt =0,1,...,T —1

pt(I) =ess.supE g
QeQ

e
— (L4r)t

Proof. This is Theorem 3.27 in Burgert (2005) in the case p = 1 and ¢ = o0.
Note that in the cited work, (TI1) instead of (TI3) is assumed in the definition
of coherence. Since time-consistency implies weak consistency and because of
Corollary 3.1, the theorem is still valid when using our notion of coherence. O]

]—“t], IeX.

Remark. The same representation is derived in Riedel (2004) if |©2] < oo. One
only has to replace time—consistency by dynamic consistency and one does not need
the Fatou—property. Furthermore, the notion of stability of sets of probability
measures is called consistency. We will later show that the definition in Riedel
(2004)) is indeed nothing else than stability.

In Weber! (2006), only bounded processes are considered. Hence, let
X ={(L,....Ir)| I, € L=(Q, F,P), t =1,...,T}.

Theorem 3.2. A dynamic risk measure p : Q x {0,1,..., T — 1} x X* — R
satisfies (TI12), (TCS) and (DIN) if and only if there exists a (unique) sequence
(©1)1=01,..7—1 of monotone, translation and law invariant static risk measures such

that .
p(l) = @t(c( - Z#

k=t
Proof. This is Theorem 4.6 in Weber! (2006). There it is formulated only for final
payments, but by time—consistency, the slightly more general case mentioned here
also holds. n

Remark. In a further step in the mentioned work, another consistency property
is introduced in order to get ©;, = 0y, t =0,1,...,T — 1.

]—“t)), I e Xx™.

The aim of this section was to introduce properties of dynamic risk measures
and in particular to investigate the different notions of translation invariance. Fur-
thermore, we have seen how these properties can be used to derive representation
theorems for dynamic risk measures under different collections of properties. In
the following chapter, we introduce a concrete dynamic risk measure and state
its relevant properties. We will also see how this risk measure fits with the two
aforementioned theorems. Before doing so, let us conclude this chapter by first
generalizing the notion of stability of sets of probability measures and then show
its equivalence to what is called consistency of such sets. This is also related to a
supermartingale property of dynamic risk measures for final payments.
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3 Dynamic risk measures

3.3 Stable sets of probability measures

Let the reference probability measure P and k € {1,...,T} be fixed throughout
the first part of this subsection.

If @) is another probability measure with ) < P on Fj;, and LkQ = %| £ the
resulting density, we are able to introduce the so-called density process of () with
respect to P via

L? =RE[LZ|F], t=0,1,... k.

As above, LtQ is the density of @) with respect to P on F; for every t € {0, 1,...,k}
and the process (L? )i=o...k 18 an (Fy)i—o.. r—martingale. We can now formulate a
slight generalization of stability of sets of probability measures.

,,,,,

Definition 3.4. A set Q of probability measures is called stable (under pasting)

----------

all stopping times 7 < k the process

L t=0,1,...1,
LgT) = LQZ
L?lﬁ , t=T7+1,...k,

defines an element Q™) € Q which is called the pasting of @ and @ in 7 on Fj,.

Remark. 1. For k = T this is just the notion used e. g.in Artzner et al. (2004),
compare our Definition 3.3l Consequently, we sometimes refer to stability on
Fr just as stability.

2. Lemma 6.41 and Definition 6.42 in Fdllmer and Schied (2004) provide a way
how we can directly obtain the probability measure Q7 from Q; and Q,:

QU(A) =Eq[Q(A|F)], A€ F

(ii) For calculations it is sometimes helpful to notice that for all Q < P on Fj
and stopping times v,0 on {0,1,..., k} with v > ¢ holds

EqlZ L\ F,)=E[Z-L2|F,], ZeL'Y(QF,P). (3.2)

The equality is understood in the almost sure—sense with respect to P and
therefore also with respect to Q).

In the next chapter we will need the following useful result. It is related to the
corollary after Lemma 4.1 in|Artzner et al. (2004) and a generalization of Lemma 3
in Detlefsen and Scandolo (2005), which is mentioned but not proved in that work.
We give a detailed proof here.
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3.3 Stable sets of probability measures

Proposition 3.2. Let Q be stable on Fj, and v < o < k stopping times. Then for
every Q@ < P (not necessarily in Q)

EQ[ess.supEQ/[ZU:U] |.7:l,] =ess.supEg[Eq[Z | F || F)], Z € LYQ, F,P).
Q'ege Q'eQe

Proof. Let Z € L'(Q, Fi,P). The essential tool is Lemma 5.2 in [Delbaen! (2006).
By taking in their notation the process X = (Xy,...,Xy) = (Z,...,Z) we obtain
X, = Z for every stopping time 7 < k. We conclude that the set

{(Eq(Z]F]|1Q" € Q°}

is closed for taking maxima.
Consequently, by Theorem A.32 in Follmer and Schied (2004) there exists a
sequence (Qn)neny C Q° such that

Eq.[Z|Fs] 1 ess.supE o/ [Z | F,], n — 0.
Q'eQe

This holds P—almost surely and consequently also ()—almost surely. Since we have
Eo,[Z|Fs] > Eq,[Z|F,| and Eg||Eg,[Z | F,]|] < oo the conditional version of
the monotone convergence theorem can be applied and we obtain

]EQ[eSS.Sup]EQ/[Z|.7:U] |.7-",,] —Eollim Eq [Z|F)]| F)]
QIEQe n—oo

= lim Eg[Eq,[Z | Fs] | F)] (3.3)

<ess.supEg[E o/[Z | Fo] | F]-
Q'eQe

On the other hand, we have for all Q) € Q°

EQ[ess.supEQ/[Z]fg] }]:,,] >Eg[Eqg 2| Fol| Fols
Q'eQe

so the reverse inequality in (3.3) also holds. This proves the assertion. O
Remark. The proof remains valid if the set {E o/[Z|F,]| Q" € Q°} is replaced

with an arbitrary set of P-integrable, F,-measurable random variables which is
closed for taking maxima.

To conclude this section, we prove that the notion of consistency, defined on
finite probability spaces in Riedel (2004), is equivalent to stability. To this extend,
let us first briefly describe the setting introduced in the aforementioned paper.
From now on we assume || < oo and that for the filtration it holds

f;g:O'(Yl,...,}/t), tzl,...7T,
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3 Dynamic risk measures

for some family of random variables (Y;);=1,.r on (2, F,P). Let

H,; := Range((Y1,...,Y3)), t=1,...,T.
Furthermore, for any set Q of probability measures on (Q, F), t € {0,1,...,T—1}
and & € H; let
Q% = {Q(+| (Vi YD) =€) |Q € Q Q((Vi-.., ) = &) > O},
The following definition is introduced in Riedel (2004).

Definition 3.5. Assume that for allt =0,1,...,T — 1 and every history & € H,,
Q% is a closed and convex set of (conditional) probability measures. The collection
(Q%)¢ et i=01,...7—1 is called a family of conditional probability measures.

(1) Fixt € {0,1,...,T — 1} and & € H;. Furthermore, choose for all histories
Ei1 = (& Y1) € Hepr a measure QEve+) € QEnvert) gnd RE € Q. Then
the composite probability measure Q&Y+ R s defined via

Q(St,YtH)R&(A) — Z Q(&,ym)(A) ) th(Y;H = 4s1)

Yetr1:(Eesyer1)EHe41

for AC {(V1,...,Y:) = &}. We denote with QE&Yi+1) Q% the collection of

these probability measures.

(ii) The set Q is called consistent if for allt € {0,1,...,T — 1} and & € H, it
holds
th — Q(ft,Yt-H)QEt_

By the formula of total probability, the inclusion Q% C Q&Y+ Q& s always
trivial.

The following simple observation shows that consistency and stability are equiv-
alent and that the reverse implication of Corollary 1 (see the proof below) in Riedel
(2004) is also true.

Proposition 3.3. Let Q be a set of probability measures on (2, F). Then the
following three statements are equivalent:

(i) The set Q 1is stable.
(i) The set Q is consistent.

(i1i) If we define for every final value, i. e. for every Fr—measurable random vari-
able X (recall |2 < o0) and t € {0,1,...,T —1}

SX(w) == p(0,...,0, X)(w) := ngtelg]EQ[— ﬁ‘ft] (W), weq,

then (S{)i=01... 71 is a Q—supermartingale with respect to (Fy)i=o1...7—1 for
every @ € Q.
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3.3 Stable sets of probability measures

Proof. We show (ii) = (iit) = (i) = (ii). The first two parts are just direct
applications of the literature.

If Q is consistent and Q € Q, then (S;%)—01.. 71 is a Q-supermartingale by
Corollary 1 in Riedel (2004).

Now assume that (S,gX )t=01,..7—1 is a Q-supermartingale and let o, 7 be stopping
times on {0, 1,...,7} such that o < 7. Then by the Doob decomposition and the
Optional Sampling Theorem (see e. g. Lemma 7.10 and Theorem 7.12 in Kallenberg

(2002))), we obtain in the same way as in the proof of Theorem 7.29 in Kallenberg
(2002)) that

SX > EqlS) | Fol.

Hence, Theorem 5.1 in |Artzner et al. (2004) yields stability of the set Q.

Finally, let Q be a stable set. To obtain consistency, we have to show
QY gt c Q% & e Hyt=0,1,...,T 1.

Solet t € {0,1,...,7 — 1} and & € H;. For every yiy1 with (&, yir1) € Hisr we
choose a probability measure @,,., € Q and R € Q. By definition of consistency,
we have to show that there exists @)y € Q such that for all A C {(Y1,...,Y:) =&}
it holds

Qu(Al(V1,.... Y) = &) = > Qv+ (A) - R (Yis1 = yer).  (3.4)

Yer1:(Ee,Yea1)EH g1

Consider now the constant stopping time 7 := ¢ + 1 and set @, , = P for
i1 € Range(Yii1) with (&, yi1) & Hivr- Then {Yiy = y} € Fr for all
yr+1 € Range(Yir1) and 30 cpange(vi 1)1 Ye+1 = Yer1} = 0. By Proposition 2.1 in
Delbaenl (2006), the following density process defines an element @y € Q:

Zk , k<t+1
Z,?O = Z2e

R Zy
Zyt+1€Range(Yt+1) ]I{Y}+1=yt+l}Zt+1 ZQyt.H ) k>t+1.
t+1

Now, we easily see that () is indeed the composite probability measure from above.
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3 Dynamic risk measures

To this extend, calculate for a final value X

_ ngo
EQO[X|}}]:]E X QO]E}
Z,
_ Zt}j_l Z;?yt-u
=B |E [X ' Z Liyvii=yesn} ZF 'ZQytJr1 ‘fﬂl} ‘ Fi
L yt+1€Range(Yi+1) \ — t+1
Fi4+1-measurable
i Q
ZEH ZTyt+1
=E ZtR ' Z ]]'{Yt+1:yt+l} B [X ’ ZQyt'H |E+1} ‘-7:1&
L yt+1€Range(Yz41) t+1
—Er Z Livipa=yein) 'EQytH (X | Fiqa] ft]
yt+1€Range(Y41)
= Z E R[E Qyii1 [X ) ]l{Yt+1=yt+1} | E-i-l] | ‘/T;f]
yt+1€Range(Ye41)

With A C {(V1,...,Y:) =&} and X := 14 we obtain

Q()(A’(}/laa}/t) :ft)
= > EglQu (An{Yi = g} Fopr) | (V. V) = &

Ye+1€Range(Yiy1)

_ S Qua (Al (Ve Y Ye) = (G i) X

yt+1€Range(Yz41)
R(}/t—‘,-l = Yt+1 ’ (}/17 cee 7)/13) - 515)1

=0 for (&t,yt+1)€Het1

= Y QEUI(A)- RE(Yir = yis)-

yetr1:(&e,ye41)EHp1

Now, (3.4) and therefore the assertion follows. O
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4 A risk measure by Pflug and
Ruszczynski

In the last chapter, we gave an overview on the literature about dynamic risk
measures in discrete time. It became obvious that the subject has been thoroughly
dealt with theoretically. On the other hand, there is still a lack of practicable
dynamic risk measures for processes that take into account the development of
payments over time, except possibly for the so—called dynamic CTE introduced in
Hardy and Wirch| (2004). To deal with this drawback we generalize a proposal by
Pflug and Ruszczynski (2001) that was further investigated in Pflug and Ruszczyn-
ski (2005) and Pflug (2006)). In these works, a risk measure for processes is defined,
while we now introduce an intuitive dynamic version of this risk measure. It is
formulated as an optimization problem, which we are able to solve in a Markovian
environment. We will later discuss the advantages of this proposal.

4.1 Definition of the dynamic risk measure

Let T € N. The dynamic risk measure will be defined for general integrable
processes in discrete time, i.e. from the space

X={(L,....In)| e X, t=1,...,T},

where

X, =LY, F,P), t=0,1,...,T.

Let us further introduce the spaces of all predictable processes starting at time
t+1forte{0,1,...,T—1} ie.let

X(T_t) = {(Xt,...,XT_1>|Xk € Xk7 k:t,,T—l}

To define the optimization problem we need some discounting factors and reinsur-
ance premiums. To this extend, let ¢, € Ry, t = 1,..., 7 + 1, with ;1 < ¢,
t=1,....T,and ¢ e Ry, t =1,.... T, with ¢, < ¢, t =1,...,T. The economic
motivation of the dynamic risk measure is as in [Pflug and Ruszczynski (2001):

Consider an insurance—company that faces an income I; in every period
te{l,...,T}. At time t—1, a decision to consume an amount a,_; has
to be made. If we denote the wealth of the company at time ¢ by W,
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4 A risk measure by Pflug and Ruszczynski

the accumulated, non—negative wealth of the company can be defined
recursively via

WOEO, WtZVViI—}-It—at_l, tzl,,T

If Wy < 0, the company faces a loss at time ¢ which is reinsured by
paying an insurance premium of ¢, - W, . Starting in every period
t €{0,1,...,7 — 1} with the wealth W; € X,, the company faces for

every sequence of decisions (ay,...,ar_1) € X (T=1) 4 discounted future
utility of
T c
_ T+1
E — (Ckak,1 — quk ) + + W;
Ct Cy
k=t+1

This motivates the definition of a dynamic risk measure as the negative supre-
mum over all strategies of the expectation of this utility.

Definition 4.1. Let W, € X, be the wealth at time t € {0,1,...,T —1}. Then we
define a dynamic risk measure pP® = (pF'R)—o1.. 71 for I € X via

T
1 _
pPR(I) = — ess. sup —E Z (ckak,l — W, ) +oera Wi | R .
(at,.,.,aT_1)€X<T*t) Ct k=t+1
Remark. 1. The dynamic risk measure p'® is independent of the past, if the
starting value of the process W; in the definition depends only on [; but not
on Iy,...,I;,_1. As we will see later, a natural choice for W, indeed fulfills

this assumption.

2. One easily sees that p'® is monotone if W, = 0 holds and that the process
(P"*(1)i)i=01, .71 i8 (Fi)i=01, 7—1-adapted. Hence, p® is indeed a dy-
namic risk measure in the sense of Definition 3.1. Further properties will be
investigated in the following sections.

3. Under some additional assumptions, we will show in Section 4.3 that the op-
timization problem can be solved explicitly and that the essential supremum
is in fact a maximum.

Before investigating further properties of the dynamic risk measure, let us first
make three elementary statements.

Proposition 4.1. Lett € {0,1,...,T—1} and I € X. Then we have the following:
(i) It always holds

T T
C C C
> SE[L|F) <ol D)+ <= Y B[22 A
k=t+1 t h—tt1 t t
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4.1 Definition of the dynamic risk measure

(ii) If EW," < oo then
E{lp (1)) < co.

(111) If we chose ¢, = qx = cry1, k=1,...,T, it holds

T

pr(I) =W = > E[L|F]
k=t+1

and the optimal strategy is given by (af,...,ak )= (W, ..., Wi ).

Proof. We only need to show part (i). The rest follows immediately from this,
since the I, k= 1,...,T, are assumed to be integrable.

Because of the relation gy > ¢, > ¢ro1, K = 1,...,T, we have for an arbitrary
strategy (ay,...,ar_1) € XTI

T
Z (Ckakq — QkW;;) + crpa Wi
k=t+1
T T
< Z Ck (ak,1 — Wk_) + CT+1W;: Z Ck (Wk — W]:_ + ak,l) + CT+1W;
k=t+1 k=t+1
T
= > (W + L= W) + erp Wyt
k=t+1
T T T
= Z Ck]k+ Z Ck‘Wl:_—l — Z CkW,:_—i‘CT_i_lW;
k=t+1 k=t+1 k=t+1
T T T
= Z Ckfk + ch+1W,:r — Z CkaJr
k=t+1 k=t k=t+1
T T T T
< Z Cka+Ct+1Wt++ Z CkW]j_ — Z CkW+ = Z Cka+Ct+1Wt+.
k=t+1 k=t+1 k=t+1 k=t+1

By this, the lower bound follows.
Consider the admissible strategy (ay,...,ar_1) = (W, ..., Wi ) € xT=H,
The wealth process becomes Wy = I, k=t +1,...,T, and we obtain

T
c 1 _ _
PRI < =W — = E gl — Y (el —ady) +eralf | R
G G k=t+2
hence the upper bound. O

Remark. The lower bound provided in the first part will give us in some special
cases a simple way to obtain an optimal strategy. This is possible if we can define
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4 A risk measure by Pflug and Ruszczynski

a strategy and show that the lower bound is already attained by inserting this
strategy. Part (ii) shows that the optimization problem introduced to define pf'?
has indeed a finite solution if all relevant expectations exist. From the third part
we observe that in the case of constant parameters, the solution is trivial.

4.2 Properties of the dynamic risk measure

Let us now take a closer look at the properties of the dynamic risk measure in
comparison with the setting of Section 3.2. As a preparation, note that the opti-
mization problem at time ¢ introduced above relies on the value of the wealth W;.
By a simple transformation, it is possible to consider an optimization problem that
starts with W, = 0.

To this extend, fix t € {0,1,...,T—1} and (ay,...,ar_1) € X7, For another
sequence of decisions (a},...,a ;) € X7 and an income process I € X, we
introduce

W/ =0, W,=W_)'+L—d_,, k=t+1,. T

Here, we choose a, = a;, — W;" and a}, = ay, k =t +1,...,T — 1. Consequently,
Wip1 = Wi + L1 — ap = W/, and inductively, W, = W/, k =t +1,...,T.
Because W," is F,~measurable, we have (a},...,a} ;) € X7~ and obtain
Ct PfR(])
T
= — ess. sup E Z (ckak,l — qu,;) + CTHT/VT+ Fi
a:(at,...,anl)GX(T—t) k:t+1

T

_ - - +

= —ess.supE |crpa — Wi + g (ckak,l — qWy ) + ey Wp
a€X (™9 k=t+2

| :

T
= — ess.(sup;IE cro(ay, + W) — aW i+ Z (ckak_l — Qka_) + e Wit
acx (Tt k=t+2

ft]
) T

Z (ckak_l - qk(W,;)‘) + e (Wp)*t ']—"t] .
k=t+1

— +
= —c W, — ess. sup E
a'=(a},....alp_)exT=1t)

The optimization problem in the last term now is indeed one which starts with
W, = 0. Consequently, we can write the dynamic risk measure as follows:

T
& 1
PRI = =L W —ess.sup — - E (ckar—1 — Wy ) + cra Wi | F|
Ct acx(T-t) Ct —tt1

where the wealth process with given I € X, (a,...,ar_1) € X7 and W, (pos-
sibly depending on I, ..., I;) is defined via

Wii=ILipn—ay, Wpe=W' +L—ap, k=t+2,....,T.
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4.2 Properties of the dynamic risk measure

Proposition 4.2. If I € X i e if I is predictable, then

T
C C
pPR(D) = 2w — N PR | F

€t h—tt1
fort € {0,1,...,T — 1} and an optimal strateqy is given by
(af,....a5 ) = (Iyyr,..., Ip) € XT7Y,

Proof. Using the proposed strategy (which is admissible by assumption), the result-
ing wealth process becomes W}, = --- = Wy = 0. By inserting this strategy we
can observe that the lower bound given in Proposition 4.1/ (i) is actually attained:

T
c 1 x - .
- tC_HWtJr - E Z (ertiy — ae(Wi)7) +erpa(Wr)* ‘ Fi
t ct k=t+1
e zT: %E[]ku:]
Ct t Ct b
k=t+1

]

Remark. In the case ¢ = 0, this is the result given in Lemma 2 in Pflug and
Ruszczynskil (2001).

Now, we can easily deduce two simple properties of this dynamic risk measure,
namely homogeneity and translation invariance.

Proposition 4.3. Lett € {0,1,...,T — 1}. Then we have the following.
(i) Let A € L*(Q, F;,P) with A > 0. If W, =0, then
pi(A-T) = A-pf (), TeX.

(i) Let Y = (0,...,0,Y41,...,Yy) € XD be a predictable process such that
Ez:tﬂ cp Yy, is Fr—measurable. Then

c
p I +Y)=p " Z kYIm ITeX
h=tt1

Proof. (i) Let (at,...,ar_1) € XT=Y. Then the resulting wealth process for the
income process A - I becomes

W() 0,

= (W) + ALy —apy = A- (W,j_1+]k— a’r), k=t+1,....T

71



4 A risk measure by Pflug and Ruszczynski

By defining (a},..., a5 ;) = A (ay,...,ar_1) € X7~ we have a one-to-
one correspondence between the two strategies and consequently obtain

pr(A-T)
1 r T
= — €ss. sup — - E Z (Ckakq - Qk(WIEA))f) + CTH(W}A)V ‘Ft
(at,...,aT,1)€X(T—t) Ct Lk=t+1
1 A
= — €ss. sup — - E Z A (Ckaz_l - Qk(Wé)_) + CT+1A(VV:IF)Jr ' ft]
(@}l )EXTD) Ct Lk=t+1
1 T
=—A ess. sup —-E Z (Cka;q_1 - Qk(Wé)_) + cr(Wp)* ‘ }_t]
(@}ysaly_)eX(T=t) Ct k—tt1
=A-p ().

(ii) Let again (ay,...,ar_1) € X9, Then the resulting wealth process for the
income process [ + Y becomes

Wt(y) = W, Wt(}:l) =Ly + Y —a = Iy — (ap — Yig)
Wk(y) = (I/Vk(}_/i)Jr + I = (ag1 —Yi), k=t+2,...,T

By defining
(af, .. alp ) = (a; = Y1, .. ap—y — Yy) € X0
we obtain

C
P+ Y) + W
t

T
1 _
= —ess.sup— - E E (Ckakq - Qk(WéY)) > + CTJrl(VV}Y))Jr

acx(T-1) Ct

4

T
1 i 7\ — !
=—ess.oup—E | Y (er(aj_y +Ya) — a(Wh) ™) + erpa (W) ‘ ]—}]

agx(T—t) Ct Lk=t+1
c T c
_ PR TR — K
=MD+ =W = Y Y,
Cy Ct
k=t+1
hence the assertion. O

Remark. 1. For t = 0, part (i) has been shown in Pflug and Ruszczyniski
(2001). Furthermore, also part (ii) was investigated, but for the less general
situation where Y = (yy,...,yr) € RT.
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4.3 Solution via Markov decision processes

2. Part (i) does not hold if we allow for a general W;. As we will later see, a
natural choice is Wy = I, + V@R, (I; | F;_1) for some vy € (0,1) and € X. If

we choose I such that I;;; = --- = Ir = 0 we obtain for ¢ > 0 by Proposition
4.2
PR G4 +
Py (A . I) = —C—(A[t -+ V@R»Y(Aft ’ ftfl))
t
1 +
= AT (1 + VAR, (AL | Fi))
Ct A

+
which is in general not equal to A - pPR(I) = —AE (It + V@R, (1, | .7-},1))
(Only if A e thl)-

3. Part (ii) is similar to the translation invariance property (TI3) introduced in
Section 3.2l but only allows for predictable processes.

We have seen that the dynamic risk measure p*® is independent of the past
(under a mild assumption), monotone, conditional homogeneous (if Wy = 0, ¢t =
0,1,...,7 — 1) and that it fulfills a certain translation invariance property. To
deal with the properties of subadditivity and time—consistency we will now actually
solve the optimization problem in the definition of the dynamic risk measure in a
Markovian setup.

4.3 Solution via Markov decision processes

In this section, we aim to solve the optimization problem in the definition of p'®
to obtain a closed formula for this dynamic risk measure. We restrict ourselves to
income processes that depend on some underlying Markov chain. For ¢ = 0 and
general processes, this solution is obtained also in Pflug and Ruszezynski (2005),
although the methods used there are different from our approach, namely via the
dual optimization problem. In addition to solving the case ¢ > 0, our method
also allows for a generalization, by which we can treat models with some unknown
parameter. This subject will thoroughly be dealt with in the next chapter. At
the end of this section we will further show that p"® does not fit in the context of
Weber! (2006). To deal with the more interesting setting described in Riedel (2004)
and Burgert| (2005) we need some further preparations and therefore skip this to
Section 4.4l
Recall that for t € {0,1,..., T} and [ € X

T

1 _

pPR(I):=—  ess.sup —-E [ E (ckar—r — auWy ) + crpa Wi ’ft}
(atyear—_1)eX(T=t) Ct k=t+1

where (W4)i—o1,..1 is an (Fi)i—o1,.. r—adapted process introduced in Section [4.1.
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4 A risk measure by Pflug and Ruszczynski

As usual, let (€2, F,P) be a rich enough probability space equipped with a fil-
tration (Fi)i—o1,. 7. Naturally, we take F = Fr. To solve the Markov decision
problem introduced below we further specify this filtration by assuming that there
exist stochastically independent real-valued (therefore (F, B)-measurable) random
variables Y7, ..., Yy such that

FO::{@7Q}7 E:ZO()G)"'aY;)) t:177T

We further assume that we are given a Markov chain (Z;)i—o 1

.....

ZOECGRa Zt = gt(Zt—17}/;f)7 t:]-a"'aT7

where g; : R? — R are (B2, B)-measurable functions. We consider only income
processes I € X for which I, depends only on Z; (and, possibly on Z;, ;) for
t = 1,...,7. In other words, we assume that there exist (B%, B)-measurable
functions h! : R* — R, such that

I =hl(Z,_.,Y,), t=1,...,T. (4.1)

Denote the set of these income processes by XM C X.
This construction might look a little odd at first glance, but two simple examples
show that this is an appropriate model for economic processes.

Example 4.1. Consider an example given by Artzner and mentioned in Pflug and
Ruszczynski (2005). We set T'= 3 and throw a coin three times. Each throw ¢ for
t =1,2,3 is modelled by a random variable Y; through

P(Y,=1)=0=1-P(Y;, =0)

for some 0 € (0, 1), where 1 means heads and 0 tails. There are two possible games.
In game 1, the player receives 1 €, if the last throw shows heads. In game 2, the
player wins 1 €, if at least two of the three throws show heads. Therefore, we can
write the two income processes as

‘[(1) = (07 07 Yé) and 1(2) = (07 07 ]-{Y1+Y2+Y322})'

Obviously, both processes are identically distributed if and only if 8 = % (we
exclude the trivial cases # = 0 and 6 = 1), i. e. if the coin is fair. They fit into our
model by defining Zy = 0, and Z;, = Z;, 1 + Y, for t = 1,2,3. Furthermore, note
that ]§2) does not depend on [2(2) and Y3, but rather on Z5 and Y3 as required in
the model assumptions.

Example 4.2. In the first example, I; depends only on Z;. Now, we consider
the standard Cox-Ross-Rubinstein-model to generate an income process, where I,
depends on Z;_; and Y;. Define the distribution of Y; by

B(Y; =) = 6= 1 - B(Y, = d),
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4.3 Solution via Markov decision processes

where 0 < d <1 <wuand 6 € (0,1). Let the price process of an asset be given by
Zo=1land Z; := Z; 1 -Y, fort =0,1,...,T. If a policy holder has one unit of
this asset in her portfolio, her income from ¢ — 1 to t is given by

It:Zt_Zt—lz(n_l)'Zt—la tzl,,T

The random variable I; can take negative values of course. The income in period
(t — 1,t] can not be formulated as a function of Z;, so we have to include Z;_; in
defining I;. This is why we assume (4.1).

If the probability 6 given in these examples is unknown, it can be modelled by
a random variable 7. We will treat this case in Chapter 5.

Let us now define all the quantities needed for a standard Markov decision model
and consider how to reformulate the dynamic risk measure p™®.

e The state space is denoted by S C R? and equipped with the o-algebra
S :=B%. Let s := (w,2) € S be an element of the state space, where w, z
represent realizations of the wealth process (W;) and the generating Markov
chain (Z;), respectively.

e The action space is A C R equipped with A := B4. Then a € A denotes the
invested amount.

e There are no restrictions on the actions. Hence, for state s € S the space of
admissible policies is D(s) = A and the restriction setis D =S x A C R3.

e The disturbance has values in £ C R equipped with £ := Bg.

e The transition functionT; : D x E — S at time t = 1,...,T is given by
Ty(s,a,y) = (Fi(w, hi(z,9),a), g:(2,9)),  (s,a,y) = (w,z,a,y) € D x E.

e The transition law Q; : D xS — [0,1] at time ¢t = 1,...,T is the conditional
distribution of X; given (X;_1,a;) = (s,a) € D, formally

Qi(s,a; B) :=P(Ty(s,a,Y;) € B), BeS.

e The one-step reward function at time t = 1,...,T is a measurable mapping
ry . D — R,

e The terminal reward function is a measurable mapping Vy : S — R.
To derive an explicit representation of (p¢)i—o 1, r in terms of conditional static

risk measures (see Section [1.4) we use the setting described above by specifying
the mentioned functions:
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4 A risk measure by Pflug and Ruszczynski

e The transition function becomes for t =1,...,T

E<$7aay) = (w+ + ht(zay) - aagt(zay))ﬂ (8,@) € D7 Yy € Z.

e The reward function becomes for t =0,..., 7 — 1
ri(s,a) = —quw~ + ¢i1a,  (s,a) € D.
where we set for convenience ¢y := 0.
e The terminal reward function becomes

Vr(s) = crpiwt —qrw™, s=(w,z) €S.

Furthermore, we need to introduce a set of admissible policies.

Definition 4.2. Fort =0,...,T — 1, the set of (T — t)—step admissible Markov
policies s given by

F'==An=(fy,.... fr-1) | fu : S — A (S, A)-meas., k=t,..., T —1}.

Now, we are ready to rewrite the dynamic risk measure in terms of Markov
decision processes. Let t € {0,1,...,T —1}. Since p'®(I) is F;—measurable, it is a
function of Y1,...,Y;. Let y = (y1,...,y:) € E' be a realization of (Y;,...,Yr) and
w e {(Yi,...,Y;) = y}. Furthermore, there exists a function h;"? : E* — S such
that (Wi, Z,) = hy"?(Y1,...,Y;) and therefore (Wy, Z,)(w) = hi"?(y). For every
7= (fs...,fr-1) € FT7 consider the Markov decision process defined via

X; = (Wt, Zt), X = T5<Xs—17 fs—l(Xs—l)u Y;), s=t+1,...,T.

Thus, because of the Markovian structure of all occurring random variables, our
dynamic risk measure becomes

pi (1) (w)
1 roT
= - sup —-E Z (ckar—1— @Wy ) + erpWi | (Y4,...,Ys) =y
(aty-..,ap—1)€X(T— Ct | k—t+1
1 r T-1
= — sup — - Elcqia + Z (Ck—Hak — QkW];)
(atymap—1)eXT=1 Ct L k=t+1

‘i‘CT+1VV7er —qrWyg

(Wi, Z,) = h?/’z(y)]

=— sup —- K
(atyap—1)exX(T-1 Ct

Xy = hy’z(y)]

T-1
aW, + Zrk(Xkaak) + Vr(X7)
k=t

T-1
1
=—Z—Z<h¥“z<y>>;— sup —-E > (X, fr(X)) + Vi(Xr) Xt:hf“z(y)]-
meFT—t k=t
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4.3 Solution via Markov decision processes

By defining the classic value functions via

T-1

Vix(s) :=E Zrk(Xk,fk(Xk)) + Vr(X7) ’Xt = S] , SES,
h—t

for every m = (fs,..., fr_1) € FT~t and
‘/1‘,(5> ‘= sup W,TF(S)7 s €5,

reFT-t

we obtain for t € {0,1,...,T — 1}
PRy Qty— L
o0 = - Ly - Lyw, z), (42)
t t

It is well known how to derive an explicit expression for the value functions. The
following theorem is from Hernandez-Lerma and Lasserrel (1996) and is valid for
general Borel spaces.

Theorem 4.1. Let t € {0,1,...,T — 1} and s € S be fixred. If the functions
Jr(s') == Vp(s') and
Ji(s') = sup {ri(s',a) + E [Jea(Xpn) [ Xp = &', ap = a]}, s'€ S, (4.3)
acA

defined for k = t,..., T — 1 are measurable and if the supremum is attained in
a* = fi(s), such that ff : S — A s a (S, A)-measurable function, then 7 =
(fr..., fry) € FT=t is an optimal policy in the sense that

Vi(s) = Vige(s) = Ji(s).

Proof. This is Theorem 3.2.1 in Herndndez-Lerma and Lasserrel (1996). There it
is formulated and proven for the case ¢ = 0. But as it can either be seen from the

proof given there or by adapting the argument for larger ¢, the general case also
holds. O]

We can indeed apply this technique and obtain the following result. Before,
introduce for k € {1,...,T} the safety level

qr — Ck

= € (0,1), 4.4
T Ak — Cik+1 ©.1) (44)
the weight factor
A= 2L e (0, 1) (4.5)
Ck

and a corresponding static law invariant coherent risk measure
PP (X) = ME[-X] + (1 — \)AV@R,, (X), X € L', F,P).

Note that p® fits into Theorem (1.4 by using Example 1.1l with N = 2, p; = s,
ps = 1 — X, o = 0 and ay = 7. Hence, the risk measure also satisfies the
additional properties mentioned in the theorem.
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4 A risk measure by Pflug and Ruszczynski

Theorem 4.2. Lett € {0,1,...,T} and (w,z) € S. Then we have the following:
(i) The value function is given by

T
Vi(w, 2) = copwt — g™ — Z cr-BpW (I | Zeo) | Z, = 2).
k=t+1

(i) The optimal policy ©™ = (ff,...,fr ;) and the optimal Markov process
(X[, ..., X5) are given via

fo@',2') = (W) = V@R, (I11] Zr =2'), &= 2) €S,
fork=t,...., T —1 and via the recursive relation
X = (w,z)
and fork=t+1,...,T

Xp=p+ VaR,, (k| Zk—1 = X;:—LQ)a gk(Xl:—l,Qv Yi))-

Proof. The proof is by backward induction on ¢. The case t = T is trivial. Since
we will need the argument used in the case t = T — 1, we first consider this. By
the value iteration (Theorem 4.1) we have for (w,z) € S

Vroi(w, 2) + graw”

= SUE {gr_1w™ +rr_1((w, 2),a) + E[Vp(X7) | Xro1 = (w, 2),ar—1 = d]}
ac

= sup {cra+Elerm X)) —arXy, | Xro1 = (w,2),ar-1 = a]}
ac

= sup {CTG, + E [CT-‘rl[X;:—l,l + hT(ZT—la YT) - a]+

acA
- CIT[X}F_M +he(Zr-1,Yr) —a]” | Xroy = (w,2),ar1 = a]}

= sup {era+E[erpm[w + hr(z,Yr) — a]t — grlw® + he(z,Yr) — a] 7]}
ac

= CT"LU+ + CT+1E [hT(Z, YT)] — (CT — CT+1)AV@R7T (hT(Z, YT))
== CTU)+ + CT+1]E []T | ZT_1 == Z] - (CT — CT+1)AV@RWT (IT | ZT_1 = Z),

where we used Example 1.2 in the last but one step. We note that the supremum
is attained in

a* = fi_1(w,z) = =VQR,, (hy(z,Yr) + wh) =wt — V@R, (It | Zr_1 = 2),
from which we see that

X;: = (u}+ + hé(Z, YT) - f;’71<w7 Z)ng(Zu YT))
= (hp(2,Yr) + VAR, (I | Zr—1 = 2), gr(2, Y7)).
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4.3 Solution via Markov decision processes

By Lemma 1.1, Vy_; and fr_; are indeed measurable functions on S, so that
Theorem 4.1 can be applied. Hence, the assertion is true for t =T — 1.

Now assume that the assertion is true for ¢t < T — 1. Together with the value
iteration this yields for (w, z) € S

V;Efl<w7 Z)

= sug) {Tt,l((w, 2),a) + E[Vi(Xy) | Xio1 = (w,2),a4-1 = a]}
ac

= SUE{ —gow” +ca+Elen X —aX | Xio = (w,2), 001 = a
ac

= > E[Ele- pP (x| Ze-1) | Z1) | Xia = (w,2), 01 = a] }

k=t+1

= sup { —@w™ +ca+Eca[wt + h(z,Y)) — a]t — qlw’ + h(z,Y;) —a] 7]}
ac

T
+ > e E[E® (L] Zioa) | 2] | Zioa = 2],
k=t+1

Now, the supremum can be treated analogously to the case t =T — 1, where
a = fi(w,z) = _V@R%(ht(zu Y,) + w+) =w — V@R%(]t | Zioy = 2)
and
Xi = (wh +hi(2,Yy) = fi1(w, 2), 9:(2,Y2))
— (h(2.Y:) + VAR, (I, | Zey = 2), gu(2. Y2)).

This yields already part (ii) of the theorem.

To obtain the desired structure of the sum from the above calculation note that
for every k € {t +1,...,T}, the conditional static risk measure p*) (I}, | Z,_,) is a
function of Z;_;. Therefore the Markov property yields

E [E[p"™ (Ik| Zk) | 2] | Zia = 2] = B [B[pW (I | Zi1) | Z1, Zia] | Zia = 2]
=E [p¥ (14| Zx-1) | Zi1 = 2].

Plugging things together we get

‘/t—l(w> Z)
= th+ — qt_lw_ + Ct+1E [It | Zt—l = Z] — (Ct — Ct+1)AV@RA/t (It ’ Zt—l = Z)
T
+ Z E [p(k)(jk | Zkfl) | Zt,1 = Z]
k=t+1

T

= e’ —qaw” + ) B [pW (| Zka) | Zia = 2],
k=t

hence the assertion. O]
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4 A risk measure by Pflug and Ruszczynski

Remark. 1. By defining the dynamic risk measure, we have assumed that we
are given the sequence (q;);=1... r. But because there is a one-to-one corre-
spondence between the sequences (q;)i=1,. 7 and (V;)i=1,. 7 via

Ct — Ct+17Vt

qs = 11—,

Y

and (4.4) respectively we could rather assume that the safety levels are given.

2. For k =t¢+1,...,T, note that since X; , , does only depend on z but not
on w, the same holds for X} ;. We conclude that the optimal wealth process

(W;iH’ ety WI*’) = (Xz‘:l,lv ce 7X;’,1)
is the same for every value of w.

The dynamic risk measure can now be represented as follows.

Corollary 4.1. For the dynamic risk measure we obtain fort=0,1,...,T —1
c T ¢
pi(I) = ——=W}! +E { S (L] Zyy) Zt}, rex™
Ct h—tp1
Proof. Direct consequence of the previous theorem and (4.2). Il

Remark. 1. Fort = 0, this result has also been obtained in Pflug and Ruszczyn-
skil (2005), where a dual approach to the optimization problem is used. One
advantage of our approach is the fact that we directly obtain the optimal
values of the policy and the underlying wealth process.

Also, we were able to derive a formula for pf® when ¢ > 0, where in Pflug
and Ruszczynski (2005) mainly pb® is investigated.

Furthermore, the next chapter will show how to generalize this method to
obtain a dynamic risk measure for a model with incomplete information.

A drawback is though, that our method can only be applied by assuming a
Markovian structure of the income process I, i.e. I € XM,

2. Since i—’: is just the discount factor from time k to t, we see that the risk
measure at time ¢ is the conditional expectation under Z; of a discounted
sum of convex mixtures of two conditional static risk measure applied to
each component of the process I € XM,

Corollary 4.1 now helps to answer one of the open questions on the properties
of pPR®, namely about subadditivity. If we choose W, = 0 at every point of time
t €{0,1,...,T — 1}, the dynamic risk measure p'® becomes subadditive because
the same holds for the components p®®, k = 1,...,T, in the static sense. On the
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4.3 Solution via Markov decision processes

other hand, a general starting value of the wealth process at every time ¢ does not
lead to subadditivity. This can be seen by first choosing W; := I;+VQR,, (I; | Z;_1).
Take now IV = (£,,0,...,0) and I® = (&,0,...,0) for some &, & € LY(Q, F1,P).
Since

C
PPRUIY + 1) = —2[61 + & + VOR,, (6 + &)
1

and
. cC .
plljR(I(l)) = _C_j[gl + V@va (f@)]+ 1 =1,2,
we have to specify & and & such that

P([€1+&+ VAR, (& +&)]" < [6+ VAR, (&))" +[&+ VAR, (&)]7) > 0 (4.6)

in order to show that subadditivity does not hold. But this is possible simply
by letting & have an absolutely continuous distribution on the whole real line
(i.e.0 < Fx(z) <1forallxz € R), e.g. & ~ N(0,1), and taking & = —&;. In this
case,

P([61+ & + VOR,, (6 + &) =0) = 1.
On the other hand we have
&1+ VAR, (&)]" + [62 + V@R, (&)]F > [& + VAR, (&)]F

and of course by assumption, P(§; + V@R, (§;) > 0) > 0. Hence, Equation (4.6)
follows and p™® is not subadditive.

We conclude this section by calculating the dynamic risk measure p® for two
examples.

Example 4.3. Recall that in the example by Artzner we have T' = 3, independent
Y1,Y5, Y3 with P(Y; =1)=0=1—-P(Y; =0), t =1,2,3 for some 6 € (0,1) and

Zogo, Zt:Zt71+K7t:17273-

Consider the two income processes I = (0,0,Y3) and I® = (0,0, 1iy, 1v54v332})-
Because of Il = 0,i=1,2,t=1,2weset W) =0,i=1,2,¢t=1,2. Corollary
4.1 now yields

. C i .
ptI0) = 2R [ 2| 2], i=12,t=012.
t

This gives
pOPR([(1)> =5 p(3)(Y3),

1
prR(IW) = —pgR(IW), t=1,2,
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4 A risk measure by Pflug and Ruszczynski

where
0 — 3

1—73'

E[-Ys5] = =0, AVQR~,(Y3) = —1jo(73)

and therefore
0 — s
1=
We see that all components of pPR(IW) = (pPR(IW));_g; 5 are constant over all
states w € Q and are only a discounted version of py®(I). This has the natural
interpretation that the gain of information over time does not change the risk
assessment if the income only consists of a final value which is also stochastically
independent of the past.

This does not hold for the process I® though, where additional information
changes the value of the risk measure. We obtain

p(?’)(Yza) =—A3:0—(1—X3)- 1[0,0](73)

pot(I®) =3 E [P(B)(l{yl+y2+ygz2} Y1+ Ys)]
=c5- (201 = 0)0 - pP(¥3) + 6 (-1))
= c5(— A32(68° — 6%) + (1 — X3)2(0 — 6°) - AV@R5(V3) — 6°).

For w € {Y7 = 0} we have

C

C1
C
= (0P 05) + (1-0)-0)
= (= 2b” + (1= 2g)0 - AVARy, (13))
1

and for w € {Y; =1}

C
PRI (w) = C—‘Z’ B[0P (I pvaiszey | Y1+ Ya) [ V1 = 1]
C
=20 () +(1=0) o0 (1))
C
= c—‘:’( —X3(0 = 0%) + (1 = X3)(1 — 0) - AVQR, (Y3) — 6).
Furthermore,
0 , weE {3/1 + sz = 0}7
PRI W) =3 2-p9(Ys) , we{Vi+Yy=1},
-2 , we{Yi+Y, =2}

We see that after two periods, in the case Y7 + Y5 = 1 the risk for both processes is
the same, since the outcome now only depends on the value Y3, being stochastically
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4.3 Solution via Markov decision processes

independent of the past. In the two other situations there is either a sure gain of
0@GAf Y1 +Y2=0) or 1 (if Y1 + Y5 = 2), which yields a risk of 0 or —1 respectively

times the discounting factor g—;’ Direct calculations show that with 6 € (0, 1)

PR (1 <pMIP)(w) , we{yi=0}
Pl ([( ))(W) { > %)R(I(Q))(w) . we{y; =1},
< EMIO)w) , we {Yi+ Y, =0},
P (I (w) ¢ =" IP)(w) , weM+Ya=1},
S RIO) W) , we [Vt Y, =2

If 4 is chosen appropriately, all orderings are possible for the case ¢ = 0. But in the
most important situation 6 = % or equivalently, when I and I® are identically
distributed, we have

po (1Y) > g (1®).

In particular, we see that the dynamic risk measure p™® is not law invariant. If
pPR would fit into the context of Theorem 3.2, the risk of I and I® should be
identical at time t = 0, since L(I(V) = £(I®)). We have just seen though that this
is not the case.

Economic interpretation. We finally give some economic interpretations for these
inequalities. First, let t = 0. If § = %, both processes have the same distribution,
but /™ has a higher risk. The reason for this fact can be seen by looking at
the structure of the risk measure. The risk at time ¢ = 0 is the expectation of
the conditional static risk measure p® of the final value Iéi), 1 = 1,2, given the
information Z,. When calculating the risk of 7™, the final payment ]él) =Yj;is
stochastically independent from this information (namely the random variable Z5).
Thus, the information is not used in this case. On the other hand, calculating the
risk of 1 uses this additional information that is generated over time in order to
diminish the risk of the process at time t = 0.

Now, consider ¢t = 1. If we had Y; = 0, then naturally, /® has a higher risk
since — to gain 1 € — both the last throws have to show heads, while for 7™ only
the last throw has to show heads. On the other hand, if Y; = 1, we win 1 € if
one (or both) of the two last throws are successful, whereas I*) only provides a
positive gain, if the last one shows heads. Consequently, I has a higher risk.

Finally, let ¢ = 2. Obviously, if Y7 + Y5 = 1 the risk of the two processes is
identical. In the other two cases, there is no risk left for the game modelled by I,
and we either have a sure gain of 0 or 1, whereas there is still some uncertainty
when using /(. This explains the inequalities occurring in these situations.

Example 4.4. In the Cox—Ross—Rubinstein model we have

Z()Ela Zt:Zt—lnytzlwnaT?
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4 A risk measure by Pflug and Ruszczynski

where P(YV; =u) =0 =1-PY,=d) for 0 <d<1<wandt=1,...,T with
some 6 € (0,1). The income process is given by

It:Zt_Zt—la tzl,,T
We easily compute for t € {1,...,T}

EY] =d+6(u—d),
V@RW(YD =—d- ]1[079] (7> (u - d)’ v e [O’ 1]7
AV@ —d =1
VOR, (Y1) = { —d -1 u—d) , ye[0,1)

As the wealth process we naturally take the optimal process
WOEO, Wt:]t‘i‘V@R%(IHZt_l),tzl,...,T.

Using conditional translation invariance and homogeneity of p*) we obtain for
ke{l,....,T}

P (I | Zyor) = p™N(Zhoa (Y = 1) | Zior) = Zior - (1 + pP (V).
This yields for t € {0,1,...,T — 1}

pi (1)
T
= _Ct_HVVtJr +E { Z %. P(k)(]k | Zk-1) Zt:|
Gt h—ts1
C
= Gy (Y~ 1) 4 VR, (Z - (Y~ 1) Z)
t
T
Ck,
£ 3 EZea | 20+ /P 00)
k=t+1

= O (Y, + V@R, (Y,)" + Z & E[Zt H Y

Ct

} (1+p™ (V)

k= t+1 Jj=t+1
T
C C i
_ _tc—“Zt_l(Yt + VAR, (V)" + 2 Y C—’“ BV (14 oW (7).
¢ k=t+1

4.4 A stable representation result

Using the result of Corollary 4.1/ and the Markovian structure of the occurring
random variables, we can write the risk measure p'® for ¢t € {0,1,...,7 — 1} as

T
C 1 Ck
pr(I) = == W*HE{ > AU Fi)

k=t+1

J—"] (47)

84



4.4 A stable representation result

for every I € XM. The results in the remaining part of this chapter regarding the
representation (4.7) are valid for general processes I € X', though.

The aim of this section is to give a different representation of the dynamic
risk measure in terms of stable sets of probability measures. Concluding these
investigations we will give a simple counterexample to show that p"® does not fit
into the context of Theorem 3.1 This observation will already be intuitively clear
from our derived stable representation.

Let us first examine for K = 1,...,T a certain set of probability measures, namely

define
Qk = {Q € Pk

Similar to the notions 1ntroduced in Section 5.2, let P be the set of all probability
measures on {2, P} the subset of all probability measures which are absolutely
continuous with respect to P on F;, and P€ include all probability measures which
are equivalent to P. If () € P}, let Lg be the resulting Fr—measurable density.

In order to show that Q, is stable, we first give a reformulation of the set.

Lemma 4.1. For the set Q). defined above it holds:

{Q € Py

Proof. Let Q € Pk and B € Fi_1 C Fi. By definition, we always have
/B L2 dP = Q(B).

Combining this with P(B) = [, 1dP we conclude that

k“<LQ< E[L?| Fia] =1},

L P(B) < Q(B) < L B(B), BE Fi, Q=P on Fi .
k

E[L7|Fia] =1 <= Q(B)=P(B),VB € Fi 1.
The second properties are also equivalent, which can be seen as follows:

“P(B)<Q(B)< T B(B),VBEFR,

Ck

— S / d]P’</ dQ<— / dP,V B € F
Ck

— @dpg/Lgdpg/—dRVBefk
B Ck B B Ck

— Cr+1 LQ < dk
Ck Ck

The last equivalence follows since LkQ is Fr—measurable. O

Remark. By the relationship
Sl pB)<QB) < L. P(B), VB e F,

Ck Ck

for some () € Q) we see that on F;, not only (Q < P but also P < () and therefore
@ ~ P holds.
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4 A risk measure by Pflug and Ruszczynski

From this result we can straightforwardly deduce that Qp is stable. This is
interesting in itself such that we formulate this property as a proposition.

Proposition 4.4. The set of probability measures Q. is stable on Fj.

Proof. Recall that we have to show for any pair @)1,Q2 € O and any stopping
time 7 < k that the probability measure 7 defined via its P-density on Fy

. L
QT ._ 11k
L =1
is again in Q.
For any Q € Qy, we have E[L? | F,_1] = 1 and therefore also
L2 =RE[LZ|F]=1, t=0,1,...,k—1. (4.8)

We immediately obtain

L2 (w
Lgl(w)L%QEw; =L (w) , we{r=k}

LQ2(w) 4.8)
L @) = L)

L (w) =
, we{r=t} t=0,1,...,k—1.

From this we get for B € F;

Q" (B) = E[15LY"] = E [Lpngr—y L") + B [1prgrary L)
= Qi(BN{T=k}) + Q2B N{7r < k}).

Now, stability follows easily:

(4.9)

e First, let B € Fj_1. Because 7 < k, we have {7 = k} € Fj_; and therefore
also BN{r <k}, BN{r =k} € F;_1. Consequently, since Q1, Qs € Oy,

Q"(B)=@Qi(BNn{r=k})+QBN{T < k})
=P(BN{r=k})+P(BN{r < k}) =P(B).

e Now, let B € F;.. We obtain BN {r < k}, BN {r = k} € F; and obtain
again with Q1, Qs € Oy

Q"(B) = Qu(B N {r =k}) + Qo(B N {r < k})
<q—k'P(Bﬂ{T:k})+?~P(Bﬂ{T<k})

<&
G

P(B).
Ck

In the same manner, Q™(B) > <+ . P(B) holds and hence the assertion is

jatil Cr

proved. O]
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4.4 A stable representation result

Using this lemma, we can now reformulate the components of our dynamic risk
measure.

Lemma 4.2. Let k € {1,...,T}. Then:
(i) We have

PP (X | Fiy) = ess.supE o[- X | Fra], X € L(Q, Fi,, P).
Qe

(ii)) Fort=0,...,k—1, it holds
E[p™ (X | Fe1)| F] =ess.supEo[-X | F], X € LY, Fi, P).
Q

€k

Proof. By definition of the Average Value-at—Risk we initially get for arbitrary
X € LY(Q, F., P)

PO (X | Ficn)
= A E[~X | Fio] + (1 = A) - AV@R, (X | Fiy)

Fi_1—meas.

1
= A B [=X| Fpa] + (1= Ay) - css.inf {Y+1_—% 'E[(—X—Y)+|~7:k—1]}

=ess.Sup{E [~ X - L | Fr_1] | L Frmeas.,, \y < L <1+¢ E[L|Fp1] =1},

where the last equality in the above calculation follows from equality (6.14) in

Ruszczynski and Shapiro (2006) and where 7, = #ﬁe which is equivalent to
e=2 1,
Ck

Let us now identify each occurring L with a probability measure such that Q < P
on Fj by setting L,? := L. We obtain

®)(X | Fiy) = ess.supE [~ X - LE| Fioa] 2 ess.supE o[~ X - LE | | Fii]
QEeQy QEQy

=ess.supE o[—X | Fi_1],
QEeQy
since LY | = B[LY? | Fr_q] = 1 for every Q € Q.
For every t < k we also have LY = E [LkQ | Fi] = 1 for every @ € Qy. Further-
more, the remark after Lemma 4.1 yields O = Qf. We consequently obtain by
Proposition 3.2

E [p"(X | Fir) | 7]
=E[ess.supE g[—X | Fi_1] | Ft] = ess.supE [E o[- X | Fi_1] | Fi]
QEQy QEQk

3.9)
= ess.supE [Lg_l Eqo[—X | Fr-a] | F €2 ess. supEQL/ Eo[—X | Fr-1] | F
QEQk SN~~~ QEQk
=1

=ess.sup E o[- X | F,
QEQy

hence the assertion. O]
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4 A risk measure by Pflug and Ruszczynski

Combining Lemma 4.2l and (4.7) immediately yields the main result of this sub-
section.

Theorem 4.3. For every t € {0,1,...,T — 1} it holds

T
pPR(I) = —@WJ + Z % ess. supEg[—Ix | F), [€X.
Gt h—te1 U Q€

Fork=1,...,T, the set Qy is stable on Fy. Furthermore, it does not depend on t.

We now investigate the relationship of this representation with the literature. As
a first note, we can observe that the risk measure does in general not fit into the
setting of Theorem [3.1. This is already intuitively clear, since in the cited theorem,
the class of dynamic risk measures depends at time ¢ merely on the discounted sum
of the future payments, while our risk measure seems to be able to assign different
values to different processes where this discounted sum might be the same. Take
the natural choice of discounting factors

= (1+7r)"t=0,1,...,T+1,

for some r > —1 and assume that there exists some stable set Q such that

T

pr([):ess.supEQ[—Z%[”}"t}, IeXx. (4.10)
QeQ o Ct

By Theorem 3.1, the dynamic risk measure fulfills the time—consistency property,
i.e.for all I € X, stopping times ¢ < 7 and Z € L'(Q, F,,P) holds

I+ Z-er)=pyt(I+ (147" Z-er).

A most simple counterexample now shows that this can indeed not be the case.
Take T'=2, 0 =0, 7 =1 and let Z some integrable F, = F;—measurable random
variable. We obtain for the process I = (I3, I5) = (0,0)

Py I+ Z - er) = py"(2,0) = e - pV(2)

and
PRI+ (L4+1)" 7 Zoer) = (0.2 2) =00 E o (2 2| 7))
2 2
—e E|-2. 7] = -E[-Z].
C2

Consequently, equality of the last two terms would hold if and only if
E[-Z] = AVa@R,,(2),
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4.4 A stable representation result

which in general is only fulfilled if 74 = 0 or if Z is a constant. We conclude that
a representation as in (4.10) is not possible for our dynamic risk measure p'®.

But since the set Qr is stable (on Fr) we can use it to construct a new dynamic
risk measure in the setting of Theorem 3.1 via

T T
pi\/I(I) = ezse.zlipEQ[—;i—]:Ik‘ﬂ} —F [p(T)(;Z—I:[k}fT1> !.7-}}, e X.

Secondly, we now compare our stable sets with some other sets from the literature.
More precisely, in [Artzner et al. (2004), a dynamic version of Average Value—at—
Risk p* = (ptA)t:Ql ,,,,, r_1 for final payments is proposed via

pM0,...,0,X) = AVAR""(X) := ess.supE [~ X - L? | F], (4.11)
QeQ;

for X € LY(Q, Fr,P) and v € (0,1), where
1
Q = {Qe?;;mgL%gl—,E[L%m} =1}, t=0,1,...,7—1.
-7

Writing down our proposal for a dynamic risk measure for final payments, we easily
see by arguments used above that

ﬁWa~wQX%ﬂ%gwEdeUﬂ=Emm0ﬂﬁn0Uﬂ
edr

=AM -E[-X|F]+ (1 - XN) -E[AVAQR, (X | Fr_1) | F]
=Ar-E[-X|F]+ (1 —Ar)-ess.supE o[- X | ],
QeQr

where

o ={QePpl0<if< —— B[ Fra=1}
Stability of the set QF can be proved analogously to Proposition 4.4, In order to
compare the two dynamic risk measures for final payments take for now Ap = 0.
We obtain
pPR0,...,0,X) = ess.sup B [—X - LY | F.
QeQF
in contrast to (4.11).

Despite the similarity with the stable set Qf = Q). |, the remaining sets Q},
t=0,1,...,T — 2 are not stable if " > 1 (see [Artzner et al. (2004), Section 5.3).
To see why one can not proof stability of Qj, for example, in a similar way than
stability of QF, note that in the case T = 2, any stopping time 7 can attain the
three values 0,1 and 2. Consequently, for every @ € Qf we only have ng =1
whereas for every ) € Qs, we get LY = L? = 1. This property is an essential step
in the proof of Proposition 4.4 when determining Equation (4.9).
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4 A risk measure by Pflug and Ruszczynski

Furthermore, for every p*, t = 0,1,...,T — 1, a different set Q} is used. This is
in contrast to the theory in Burgert (2005), where the essence of the construction
of consistent dynamic risk measures is the fact that one only needs one stable set
for every dynamic risk measure p = (p¢)t—o,1,..7—1. These two reasons complement
the given counterexample and illustrate why the dynamic risk measure p* does
not yield a time—consistent dynamic risk measure for final payments via a stable
representation whereas p™® does.

Before turning to some simple martingale properties, we are now ready to give
a short summary on the properties of the dynamic risk measure p*®. We have
seen that it is in general translation invariant and monotone. Further properties
can only be derived by making additional assumptions on the starting value of the
wealth process at every time ¢ € {0,1,...,7 — 1}. If this W} does only depend on
I; (but not on Iy,...,1;_1), then we also have independence of the past. This is
fulfilled if we choose

Wt = It—i-V@R,%(It‘ft), t:1,7T—1 (412)

Furthermore, the properties of homogeneity and subadditivity only hold in general
itW,=0,t=1,...,T — 1. It is also not possible to get time—consistency for the
dynamic risk measure as long as there are not only final payments. The main con-
clusion of these investigations is that p"® does not fit into the context of Theorems
3.1 and 13.2.

4.5 Martingales & co.

To conclude this chapter, we give some brief and simple statements on martingale
properties of the representation (4.7). To motivate the investigations and to keep
things simple, we start with the special case of a final payment and then go on to
more general cases. We always consider the natural choice of the wealth process,
i. e. assume (4.12).

Proposition 4.5. Let £ € L' (Q, Fr,P). Then (Si)i=o1.. 7-1 with
Sy = cpi¥(0,...,0,8), t=0,1,..., T —1,
is a martingale with respect to (Ft)i=o1,..7—1-

Proof. By (4.12) we get W, =0,t=0,1,...,T — 1. Defining  := crp™ (¢ | Fr_1)
yields

1
Sy =¢-—E [CTP(T)(f ‘ Fr-1) |~7:t] =E [77 ‘ ]:t]

Cy

and therefore the assertion. O
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Now we treat the dynamic risk measure that was proposed in the previous section
where we constructed a time-consistent variant of pP®. Recall that we defined

T
(1) = ess.sup]EQ[— Z *r, | ft], IeX,
QEeQr et Cy
where for convenience Iy = 0.

Proposition 4.6. Let [ € X. Then (St)i—o1,.. r—1 with

t—1

Sei=ep' (1) =Y anly, t=0,1,...,T—1,

k=0
is a martingale with respect to (Fi)i=o1,. 17-1-

Proof. We first note that by homogeneity

T T
c Ck ch
k=t

Hence, translation invariance of pP® (compare Proposition 4.3) yields

= T o 21
Sy =c¢ - (p}tw([)—— ckfk> = - (pr(O,...,O,Z—k[k> - = —k[k>
“ =0 k=t 1 € =0 T
T e
:ct~pr(0,...,0,Z—ka>.
T

x>

=0

With ¢ := Eg:o CC—;[ r we can apply Proposition 4.5/ and therefore obtain the asser-
tion. O

Remark. Indeed, defining (S;)i—01,.7-1 as in the previous proposition by using
an arbitrary dynamic risk measure in the sense of Theorem 3.1 instead of pM,
the process (St)i=o1,. 71 is in general only a supermartingale. Also compare

Remark 3.28 in Burgert| (2005), where the process (f—:) i—o01._ 71 s wrongly claimed

to be a supermartingale, and the correct result in Corollary 1 of Riedel (2004) and
its connection with the notion of stability investigated in Proposition 3.3\

Let us consider now how to transform p® into a martingale in the general case.

Proposition 4.7. Let I € X. Then (Si)i—o1...1—1 with
t
Sy = cpy (1) + copt W, + Y e pP(Ip | Fior), £=0,1,...,T 1,
k=1

is a martingale with respect to (Fi)i=o1,. 1-1-

91



4 A risk measure by Pflug and Ruszczynski

Proof. Following the same principle as in the two previous proofs, we obtain

T t
St(g) E [ Z Ck * p(k)(fk | Fr1) ‘ Ft] + ch : P(k)(lk | Fr1)
k=1

k=t+1

J/

'
JFi—measurable

T
=E {ch-p(k)(fﬂfk_ﬂ “7:1;} =En|F]
k=1

with 7 := 320, & - p® (I | Fr_1). Hence, the assertion follows. O

Remark. Obviously, Proposition 4.5 follows immediately from Proposition 4.7.

Economic interpretation. The interpretation of Proposition 4.5 is quite obvious.
The result shows, that the process of the discounted risk is a martingale if we only
have a final payment. This means that the average of the risk that we assign to
the final payment (conditioned on the current available information) in the next
period is the same as the risk of today. This is quite natural, since we do not
receive any payments over time until the last period and therefore have no need to
change the assigned risk (on average) from one period to another.
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5 A Bayesian control approach

In this chapter, we generalize the definition of the dynamic risk measure from
Chapter 4] for models with an unknown parameter. This is motivated by the eco-
nomically interpretable properties which we derived for the standard risk measure
in the previous chapter and by the solution of the introduced optimization problem
via Markov decision processes.

5.1 The model

Let (2, F,P) be a rich enough probability space and Y7, ..., Y7 real-valued (there-
fore (F,B)-measurable) random variables on it, where 7" € N. As usual, PP is
called the reference probability measure. Define the corresponding natural filtra-
tion (F)i—o.1,..7 on € through

JTQI:{Q,Q}7 th::O—(le;---aY;f); t:L?T

Furthermore, to model the incomplete information, we assume that all generating
random variables Y;, t = 1,...,T depend on a parameter ¥ € © C R which
might be unknown and therefore is modelled as a random variable on the given
probability space with unknown distribution £(¢). If ¢ is known, for example with
value 6 € O, its distribution reduces to L(J) = dy, where dy denotes the distribution
concentrated in 6.

Additionally, we make the following structural assumption.

Assumption 1. Under 9, the random variables Y1, ..., Y are independent. Recall
that this means that it holds for all k € {1,...,T} and 1 <t; < --- <t <T:

k
LYy, Y [0=0)=Q) LY, |9=0), 0co.

=1

Let P(O) be the set of all probability measures on © so that we have £(1)) €
P(O), and equip P(O) with the standard o-algebra Mg generated by the so-called
evaluation-functions 75 : P(0) — [0, 1] defined for every B € Bg through

m8(pn) == p(B), pe€PO).

Formally, we have Mg := o({75"(4) | A € B}, B € Bo}).
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5 A Bayesian control approach

Our aim is to introduce dynamic risk measures for (F;);cr-adapted income pro-
cesses I = (I;)¢—1, 1 which incorporate this structure with an unknown parameter.
The set of all (F;)i—o1,..r—adapted and integrable processes is again denoted by X’
More generally than in Chapter 3, we call any family (p;)i—o1,..7—1 of mappings
pr + X x 8 = R a dynamic risk measure, if, for fixed I € X, (ps(!))t=01,..7—1 is an
(F:)ier-adapted stochastic process.

Here, we only consider a special class of income processes. To specify our model,

Z[)GR, Zt = gt(Zt—17}/t)7 tzl,...,T7

where g; : R? — R are (B?, B)-measurable functions. Given 9, (Z;) is a (not
necessarily homogeneous) Markov chain. Only income processes I € X are taken
into account. Recall that this means that for t = 1,...,7T, the random variable I;
depends only on Z; ; and Y; , or in other words, there exist (B2, B)-measurable
functions h! : R? — R, such that

I =hl(Z,_.,Y,), t=1,...,T. (5.1)

This construction has already sufficiently been motivated in Section 4.3l

5.2 A Bayesian control approach to dynamic risk
measures

In this section we generate a class of risk measures by introducing a Markov decision
process which is defined for any given income process I € XM and where its solution
corresponds to a Bayesian approach, see below. This approach can be helpful when
facing model uncertainty contained in the parameter 1 which was introduced above.
In practical problems, the parameter and even its distribution £(¢)) might not be
known. To deal with this situation in a dynamic setting, one will chose at time
t = 0 a certain prior distribution as an estimation of £(¢) and try to use the gain
of information over time to improve this estimation.

The economic interpretation is inspired by the works Pflug and Ruszczynski
(2001), Pflug and Ruszczynski (2005) and Pflug (2006). We assume that a company
or an investor gets an income after each period (¢ — 1,¢] for any ¢t = 1,...,7T and
is also able to consume an amount a;_;, which has to be decided upon at time
t — 1. Hence, we assume a;_1 to be F;_i-measurable. Furthermore, we have to
incorporate the unknown distribution of the parameter ¢ by extending the state
space introduced in Section 4.3.

For every fixed # € ©, we can formulate an optimization problem as in Chapter 4
by replacing the reference probability P with P(-|¢ = #), since Assumption (1
ensures that the independence property is fulfilled. In this case, reward functions
(1)oco, t = 0,1,...,T — 1 and (V2)seo have to be considered and we obtain a
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5.2 A Bayesian control approach to dynamic risk measures

family of value functions (V,/)sco for every t € {0,1,...,T}. Then we are able to
solve the optimization problem via the value iteration for every # € ©. Hence, the
resulting optimal policy 7* depends in general on the chosen parameter . Denote
all other functions and spaces occurring in Section 4.3/ with a prime.

Instead of using the approach just described we will try to find optimal Bayes-
policies for certain models, which do not depend on the underlying parameter 6
anymore. This means that we will choose a certain prior distribution py € P(O)
and then search for the solution of

V§(s) ;== sup /@\/(fw(s)po(dﬁ), se s (5.2)

7rE(FT)/

We now formulate a general non-stationary Bayesian control model which solves
this optimization problem and then show how to derive a dynamic risk measure
for income processes by this approach.

In the first step, let us introduce all necessary quantities well-known from Markov
decision theory. After that, we define the corresponding risk measure, which derives
easily from the resulting value functions. The notation is analogously to that in
Rieder (1975), for example.

The income and consumption model described above generates a wealth process
(Wi)i=01,....7, where its values depend on W,_y, I, and a decision variable a;,_; for
every t =1,...,T. More precisely, assume (W})i—o 1, r that is of the form

W() EO, Wt :Ft(Wt_l,It7at_1), t= 1,...,T.

with given measurable transition functions F} : R?* — R.

We are now able to start with the formulation of our Markov decision process.
Let I € XM be fixed.

e The state space is denoted by S C R? x P(0O) and equipped with the corre-
sponding o-algebra S := (B> ® Mg)s. For convenience, we sometimes use
the notation

S=8xM=S5; xSy x M.

Let s := (s',p) :== (w,z,u) € S be an element of the state space, where
w, z, ;4 represent realizations of the wealth process W;, the generating Mar-
kov chain Z; and the current estimation of the distribution of ¢ at time ¢,
respectively.

e The action space is A C R equipped with A := B4. Then a € A denotes the
invested amount.

e In our models, there are no restrictions on the actions, therefore for state
s € S the space of admissible policies is D(s) = A and the restriction set is
D=S8xACR?x P(0) x R equipped with the o—Algebra D = S ® A.
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5 A Bayesian control approach

e The noise has values in F C R equipped with £ := Bg.
e The transition functionT; : D x E — S at time t = 1,...,T is given by
Ty(s,a,y) = (T{(s,a,y), ®s(s,a,T{(s,a,9)))
with
,Tt/(sa a, y) = (E<w7 h{(’zv y)? a)? gt(Z7 y))
for (s,a,y) = (w,z,p,a,y) € D x E, where &, : D x S" — P(O) is the so-

called Bayes operator, which updates the estimated distribution pu € P(O©)
by using the noise y € E. It will be defined and further investigated below.

e The transition law Q; : D x § — [0,1] at time ¢t = 1,...,T is the probability
kernel between (D, D) and (5, S) defined by

Qi(s,a; B) == //]IB(:L', @t(s,a,:U))Q?(s,a;dx),u(de), BesS,

for (s,a) € D, where QY(s,a; A) = P(T/(s,a,Y;) € A|Y =0), A€ 8, and,
by definition, P(7}(s,a,Y;) € A|9 = ) is a (Be, Bj,1)-measurable mapping
for every A € §'.

e The one-step reward function at time t = 0,1,...,7T — 1 is the measurable
mapping r; : D — R defined via

7e(8, 1, a) = /@Tf(&a)u(de), (s,p1,a) € D.

e The terminal reward function is the measurable mapping Vr : S — R defined
via

Vi(s, ) = / VE(s) u(dh), (s, p1) € S.

Remark. Inserting the random quantities W;_1, Z;_1, a;_1, Y; and ;1 € P(O)
and furthermore defining p; := ®,(W;_1, Zy 1, py—1, as—1, Wy, Zy), we obtain for the
value of the transition function

7—;f(v‘/t—la Zt—la Hi—1,Ar—1, }/;5)

= (Ft(Wt—b htI(Zt—b Yt), at—l)a gt(Zt—la Yt), ,Ut)
- (Wt7 Zt7 :ut)

By this, a classic Markov decision process as investigated in Hernandez-Lerma and
Lasserre (1996)) with X, = (W, Z;, ) is defined.

A chosen initial distribution py € P(O) is called the prior distribution, while the
we, t=1,...,T, are called posterior distributions. They can be interpreted as the
distribution of ¥/ given the history of the Markov decision process at time t if the
true distribution of ¥ is py.
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5.2 A Bayesian control approach to dynamic risk measures

As mentioned above, let us further describe the Bayes operator. Similar to
Rieder! (1975), we make the following assumption.

Assumption 2. There exists a o-finite measure v on S', such that for every t €
{1,...,T} and (s,a) € D’ the transition law

Qf(s.a;-) = P(T{(s,a,Y;) € - [0 = 0)
has a density q; with respect to v, that is we assume
P(T/(s,a,Y;) € dz |V = 0) = ¢! (x| s,a)v(dz), 6¢cO.
The Bayes operator &, : D x &’ — P(©) is now defined for t =1,...,T via

0
q; (x| s, a)p(dd
¢t(87/“’l’7a'7$)(B) = fB tg( ‘ ) ( )’
Jodl(x]s,a)u(df)
Example 5.1. Let us see how the transition law and the Bayes operator look like

if we assume that the generating random variables follow a two—point distribution,
i.e.set £ :={u,d}, © :=10,1] and

B € Be, (s,u,a,z) € D x 5"

P(Y,=u|d=0)=0=1-PY,=d|d=0), 00O, t=1,...,T.

Furthermore, let (s, u,a) € S be the state at time ¢ — 1 with u & {09 |0 € [0,1]},
such that in particular 0 < my, := [, 0u(df) < 1. Assume T}(s,a,u) # T/(s, a,d).
Then, v (compare Assumption 2) becomes the counting measure on §’. Hence,
there are two possible states (for the part in S’) at time ¢, namely z, := T/(s, a, u)

and x4 := T/(s,a,d). We obtain
¢ (z,|s,a) =P(T/(s,a,Y;) =x, |9 =0) =PV, =y|¥=0), yeFE,0cO.

Consequently, the Bayes operator only has to be calculated for z € {z,,z4} C 5’
and becomes for B € Bjy

_ Jpdl(xals,a)u(dd) [, 0u(d8) 1
 fo (x| s, a)pu(df) [y 0pu(dl)  my, /BGM(dQ)

/vLu(B) = q)t(57 H, a, .Tu)(B)

and analogously

4a(B) = @y(s. p,a,2)(B) = — / (1 6) (o).

_1—mu

We conclude that the transition law also follows a two—point distribution, namely
on

G:= {(Im Nu)? (xd; ,ud)}'
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5 A Bayesian control approach

It is now easily calculated via

Qs ok % ) = [ [ Loyt 0,10 Q1 s, i de) ()
— [ Qs twahntds) = [ o] s,a)utcs)

~ [ outa0) -

and similarly Qq(s, i, a;{zq} x {pta}) = 1 —m,,. Therefore,

Qu(s, iy a;{zyt x {p,}) =PV, =y |9 =my), y€E, (5.3)
concluding the example.

With the variables defined, we have to maximize the expected reward over the
periods 1 to T', that is the term

iTk(Xk;,(lk) + Vp(X7) ’XO = (Saﬂ)]
k=0

for fixed (s, ) € S over a set of given sequences (ay, . ..,ar_1) of decisions. These
are specified by the following definition.

Definition 5.1. Fort =0,...,T — 1, the set of (T — t)—step admissible Markov
policies s

t={r=(f,. s fr) | fr:S— A (S, A)-meas., k=t,..., T —1}.

Now, we are ready to introduce the sequence of value functions (Vi)i—oa,. 1.
Fixt € {0,1,...,T—1} and (s,u) € S. For given 7 € FT~! the expected reward
over the periods t + 1 to T is

T-1
Vir(s, i) =B | > re(X, fu(Xe)) + V(Xr) ’Xt SN)]

k=t

and the value function V; is the maximal expected reward over all 7 € FT—t
consequently

Vi(s, ) :== sup Vir(s,p).

reFT—t

Now, the task is to solve this optimization problem and to establish if there is
an optimal policy, such that the supremum is a maximum, that is if there is a
7* € FT=! such that

Vi(s, 1) := Viae (5, 10).
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5.2 A Bayesian control approach to dynamic risk measures

Analogously to the case t = 0, we set for t € {0,1,...,T — 1} and p € P(O)

Vi) = s [ Vo). se s
[C]

re(FT-ty

Then, the following result (see Theorem 7.3 in Rieder (1975)) is well known. For
a similar thorough treatment of the subject, compare also Chapter 3 in van Hee
(1978).

Theorem 5.1. Assume that either

T-1
sup E i (X, fio(Xk)) + Vi (Xr) ‘Xt = (Snu)] < oo, (s,u) €S,
meFT! k=t
or
T-1
Squ E rl;(X/m fk(Xk)) + VT_<XT) ‘Xt = (Suu)] < o0, (Sa:u) € 5.
TeFT—t k=t

Then for all t € {0,1,...,T}, it holds

Vils,p) =V (s), (s,1) €S,

In this way, we can solve (5.2) by considering an ordinary Markov decision prob-
lem with an extended state space (compared to Section 4.3. To derive the optimal
policy and explicit representations of the value functions we can use again Theorem
3.2.1 from Hernandez-Lerma and Lasserrel (1996). For the sake of completeness,
we give here the reformulation of Theorem 4.1 in the context of our model.

Theorem 5.2. Let t € {1,...,T} and (s,un) € S be fized. If the functions
Jr(s', 1) == Vp(s', 1) and

Jk(‘sl»//) ‘= sup {Tk(5,7 :ula CL) +E [Jk+1(Xk+1) ‘ Xk - (S/’N/)a Qg = CL}} (54)

acA
defined for k = t,...., T — 1 are measurable and if moreover the supremum is
attained in a* = fi(s', 1), such that fx: S — A is an (S, A)-measurable function,
then = (fy, ..., fr—1) is an optimal policy in the sense that

VZ‘(S?M) = ‘/tﬂr*(sa,u> = Jt(swu)'

Remark. Again, we can rewrite the value iteration (5.4) in terms of the value
functions for t =0,...,7 — 1:

Vi(s, ) := max {ri(s,p,a) + E [Vis1(Xe1) | Xe = (s, 1), ay = a } . (5.5)
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5 A Bayesian control approach

Now, we are able to introduce our dynamic risk measure, which is motivated by
(4.2).

Definition 5.2. Consider a Markov decision model for an Markov income pro-
cess I = (I)i=1,.7 € XM as described in Section 5.2 and let the assumptions of
Theorem 5.2 be fulfilled. Furthermore, assume that we are given a wealth pro-
cess (Wy)i=oa... 7 and an initial distribution py € P(O) from which we obtain the

slyeny

sequence of posterior distributions ()=, and define
Xt = (Wt7Zt7/'Lt>7 t:O’l,...,T.

Introduce measurable correction functions vy : S — R fort € {0,1,...,T —1} and
define a dynamic risk measure via

1
P (D) = (W) = —Vi(X), t=0,1.. T~ 1.
t

Remark. 1. Since this definition requires the assumptions of Theorem 5.2/ to
be fulfilled, every V;(-) is a measurable function and therefore every pp(I) is
Fi—measurable. Consequently, the dynamic risk measure (p?(1))i=01.. 71
is indeed an (F4)—o,1,...7—1—adapted process.

-----

2. As initial wealth process we usually choose the optimal one, i. e. we solve
the optimization problem at time ¢ = 0 and obtain an optimal Markov policy
™ = (f¢, ..., fr_,) € FT. With this in hand, we set for some W, € S;

Wy = Ft(Wtfla I, ft*—l(Wtfly Zi1, ,Utfl))a t=1,...,T.
3. Looking at (4.2) motivates the introduction of the correction functions. In

that example, which we will use throughout the following section, we have
v(w) = —Lw™, w € Sy

We have introduced a new class of dynamic risk measures and summarized the
necessary results from the literature. For every choice of the reward functions, a
different risk measure is generated. In the following section, we will derive explicit
formulas by using the functions which occurred in Chapter 4.

5.3 Explicit solutions

In this section, we want to solve the optimization problem introduced in the pre-
vious section for certain initial distributions and for the reward functions used in
Chapter 4, namely:

e The transition function becomes for t =1,...,T

Ti(s, pya,9) i= (T{(s,0,9), ®e(p1, ), (8,0,0,y) = (w, 2, p4,0) € D X E,
Where TtI(SJ a, y) = <w+ + h’t(Za y) - avgt(za y))
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e The reward function becomes for t =0,..., 7 — 1
ri(s,a) == r(s,pu,a) = —quw~ + c1a, (s, p,a) = (w, 2z, p,a) € D.
where we set for convenience ¢y := 0.

e The terminal reward function becomes
VTI’(S) = VT(Sa ,u) = CT+1/er —qrw (Sa/JJ) = (U), 2 ,u) € 5.

As initial distributions, we use certain classes of distributions which are preserved
under the Bayes operator, e. g. one—point distributions, which usage corresponds to
the case of a known parameter ¢, and, as an example of continuous distributions,
the Beta distributions. In the first case, we can treat the model introduced in this
chapter as in Section 4.3. The other example interprets the parameter v as an
unknown probability.

5.3.1 The case when the parameter ¥ is known

Here, we assume that P(J = 6) = 1 for some known 6y € O, i. e. set py = dg,. In
the first step, we calculate the resulting Bayes operator and the transition kernel.
This gives for all t € {1,...,T}

_ Jpd/(@]s,a)00,(d0) g (x]s,a)1p(6) _ 15(60), B € Be,

a Jo @ (2] s,a)d,(d0) ¢ (x]s,a)

for all s € S, a € A and z € 5, so that we obtain inductively p; = dg, for all
t € {1,...,T}, independent of the history of the Markov decision process. We
conclude that the estimated distribution of ¥, starting with dy,, does not change
over time. Furthermore,

(s, 0gy, a, z)(B)

Q1(8, 0y, a; B' x {dg, }) = //]1fo{590}(33,590)@?(3,@;d:)s)égo(de)
=Q"(s,a;B"), (s,a)€ D', B €&,

which is just the transition law used in Section 4.3/ when the reference probability P
is replaced by P(- |9 = 6y). Furthermore, Q+(s, dg,, a; ) is concentrated on S"x {dg, }
such that we can indeed identify Q,(s, dg,, a; - x {09, }) with Q% (s, a; - ). Summing
things up, the dynamic risk measure p® is the same as the dynamic risk measure
pPR with the new reference probability. So, if we denote with E% the expectation,
with V@R% the Value-at-Risk and with AV@R® the Average Value-at-Risk with
respect to P% ;= P(- |9 = 6), we can define for k =1,...,T

Pl (X) = ME®[=X] + (1 = M)AVORY (X), X € LY(Q, F.P),
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5 A Bayesian control approach

and obtain for t € {0,1,...,7 —1} and I € XM

p. 0 (I) = pPRo (1)
T

c C
= — =LA VAR (L Zea) P+ B | YD o) (1] Zie) | 2

c
t k=t+1

5.3.2 Beta distributions as initial distribution

The result of this subsection can be used to treat e.g.the Artzner—game and the
Cox—Ross-Rubinstein—model. These were introduced in Examples 4.1/ and 4.2. To
derive explicit solutions we implement general Beta distribution as initial distribu-
tion and furthermore assume that © = [0, 1] and

P(Y,=u|0=0)=0=1-P(Y,=d|0=6), 6€0, t=1,..T

for some 0 < d < 1 < u. In this setting, the Beta distribution is a conjugate prior
distribution for the binomial distribution (compare e. g. Runggaldier et al.| (2002)).
If we have no information about the parameter ¢ at time ¢t = 0, we usually start
with po = U(0, 1), which is a special Beta distribution, namely ¢(0, 1) = Beta(1,1)
in our notation.

To solve the value iteration we again have to calculate the Bayes operator and
the transition kernel. It is well known that the Bayes operator preserves the class
of Beta distributions, which can easily be seen as follows. Let t € {1,...,T} and
p = Beta(a, 3), o, 8 > 0. By Example 5.1 and (B.1)), we have for B € By and
(s,a) € D', xy :=T/(s,a,u)

Dy(s, p,a,z,)(B) = j‘B ZZE;IZ) fB 60 1( gi_l(B(O‘am)_ld@
° p
9)5—1
- L B(<oz + 1)5) L Beta(a + 1, 5)(B),

i.e. @(s,p,a,z,) =Beta(a+ 1, 3) and analogously
Dy(s, pu,a,y) = Beta(a, 4+ 1)
with z4 := T/(s, a,d). Combining these observations, it follows
Py (s, Beta(a, 8),a,T{(s,a,Y;)) = Beta(a + 13 (Y7), 6+ 11a (V7). (5.6)

Consequently, with such an initial distribution, we only need to calculate the tran-
sition kernel for this class of distributions. Again, Example 5.1 yields

«Q
a—+ 0

Q:i(s, p, a; {x,} x {Beta(a+1,3)}) =m, = (5.7)
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and analogously

g

Qt(sau7a; {xd} X {Beta<aaﬁ + 1)}) =1-my = a+

Q.

Hence, Qy(s, i, a; ) is a two—point distribution on
G = {(z,, Beta(a + 1, 3)), (x4, Beta(a, 5+ 1)) }

Now, we are ready to solve the value iteration. To avoid some notational difficulties,
we introduce some abbreviations. Write the state space as S = S7 x S x M with

M := {Beta(a, 8) | o, 8 > 0}
and define for t € {1,...,T} and k € {t,...,T} the functions
gh: Sy x B SR
(23 Ye1s -5 Uk) = Gr(Gr-1(- - (Ge+1(S2, Y1) - - )5 Yr—1) Uk)-

Note that we get the special cases gf =idg, and ¢gj,, =g, for k=t and k =t +1
respectively and that we obtain

L(gy(52; Yisr, -, Y2) = L(Zk| Zi = 52), 52 € Sy
Furthermore, for k =t,...,T we have with (s2;ys, Vi1, .-, Yr) € So x EFIH

9 (9e(82,Y); Vet - - > Uk) = g5 (595 Yty Yeg1s - - -5 Yi)- (5.9)

Recall that for k € {1,...,T} and 7 € [0, 1] we introduced the static coherent risk
measure

PP (X) = ME[-X] + (1 — \)AV@R,, (X), X € LY, F,P).

Theorem 5.3. Lett € {0,1,...,T}, (w,2) € S’. For a,8 > 0 we then have the
following:

(i) The value function is given by

‘/t(wv Z, Beta(a, 6)) = Ct—l-IU)+ - th—

T k-1 j—1
a+ i Loy ()
IR HP(YJ:%W:WFWL?—(HU)X
R=t+1 (z)e{z)x BE- (0D j=t+1

Y=(Yt+1,Yk—1)

k_
a + Zi:tlﬂ et (f‘/z)>

<k>(1 Zir = g (2 sy Y1), 0 =
p k‘ k1= 1 (25 Yt - Yr1), atf+k—(t+1)
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(i1) The optimal policy ™ = (fF,..., f5_|) is

/ / !/ / «
fi(w', 2 Beta(a, B)) = (w')" — VAR, ,, <Ik+1 | Zy =29 = )

Ca+p
fork=t,...., T —1 and (w',2") € S'. Moreover, the optimal Markov process
(X[, ..., X7) is given via the recursive relation

X: = (w7 Z)

and fork=t+1,....,T

XI: = (Xl;k,lv XI;Q’ XI?B))

where

le;,l - hi(X,:,m, Yk)

k-1
a+ > Ly (Y3)
V@R (1 Ty = X0 = i=t+1 )
+ Vi k‘ k—1 k—1,2 Oé—f‘ﬁ‘f—kf—t—]_
XZ,Q :gk<Xl>ck—1,27Yk>7

k k
Xty :Beta<a+ DR ITNONESY ]1{d}(Y,~)>.
1=t+1 i=t+1

Proof. The proof is by backward induction on ¢ € {0,1,..., T —1}. Let t =T — 1.
The value iteration with p := Beta(q, ) yields by (5.7) and (5.8)

Vi1 (w, z, 1)
= sug {reoi(w, z,p,a0) + E [Vi(Xr) | Xpog = (w,2, 1), ar—1 = a] }
ae

a€A

= sup {rr_1(w, z, 1, a) + /G Vr(2)Qr(w, 2, pu, a;dz) }

= sup {ré“—1<w7 Z, (I) + LVZC(TTI“(wv Z,a, U)) + LVYI“(T’}(ZU? z,a, d))}
a€A C(‘i‘ﬁ

a+p
63 a
= 31615) {r}_l(w,z,a) +E [V;}(T}(w, z,a,Yr)) ’19 T ot ﬁ] }

This optimization problem can be solved as in the proof of Theorem 4.2/ and we
obtain

a
V— ) < = - - - E [h ’Y 19: :|
T—1(w, z, ) = crw qr-1w  + Cry1 r(z T)‘ a+ 3

— (er — cr41)AV@R,,, (hT(Z’ Yr) ‘ V= o) jé— ﬁ>

crw qr—w cr - p T| T-1= %2, a+3/)
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where we used the fact that under P! ﬁzaaTﬁ, Zp_1 and Yp are independent. So the
assertion is true for t =T — 1 and we note that the supremum is attained in

* T — V@R <[ Zr_1=2z,0= @ )
“ w yr \ 4T } 1 Z, ,
from which we see that
s = Y. vV Q
Wi = hh(z,Yr) + QR ([T ‘ T 1= 2,0 = )

Now assume that the assertion holds for ¢ € {1,...,T}. To avoid lengthy notations
introduce for k =t+1,...,T, z € Sy and «, 3 > 0 the term

k—1 i
O+ 2 icin Lo (90)
Az = 2 HP<YJ‘=yj}19=a+ﬁ+tt+l_(t+1)>x
(zy)e{z} x BF—(t+1) j=t+1 j
Y=(Yt+1,-1Yk—1)

kf
a + Zi:tl—l—l ]l{u}(yz‘))

O (L] Zir = gha (3001, 1)V =
P s‘ 1= Q1 (25 Y1, - Y1), atB+k—(t+1)

and note that by (5.9)

B [A (ks gu(2, Y2), @+ Dy (Y2), 8+ Ty (V) [0 = ——]

a+ 3
o
= PlY, = 9 = A (k; 14, ) 1
yth ( t yt‘ oz+ﬁ) t( agt(zayt)>a+ {}(yt) B+ {d}(yt))
:At—l(k;z7a75)'

Together with the value iteration the induction hypothesis yields similar to the
case t =T — 1 for u := Beta(a, 3)

Vio(w, 2, 1) + qqw™
=sup {gr1w” + 7] (w,2,0) + B [Vi(Ty(w, 2,0,,)) [0 = ——]}
«

acA Oé—l-ﬁ
- IE[ Fi(w, 2,0, Y)) — q(Fi(w,2,a,Y))" |9 = ]
ilelg {CtOH' cer1(Fy(w, 2, a,Yy)) q(Fi(w, 2,a,Y})) ‘ ot s }

T
- a-E [At(k;gt(z,Yt),Oé + 1 (Y2), B+ Lgy(V3)) |9 = o Jar 5]
k=t+1
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Now, the supremum can again be treated as before and we obtain

vt71<w7z7u)
= + _ = . (t) ([ Z = 19 — o )
cwt — qw™ — - p (L | Zioy = 2, PG
T (6]

- > & E {At(k’;gt(% Vi), a4 Ty (Y), B+ Ty (Y2)) [0 = }
- a—+f3
=t+1

T
=cuw’ — QW — - At—l(t; 2 0476) - Z Ck - At—l(k§ 2, Oéaﬁ)
k=t+1

T
=cw’ —qgow” =Y e Ak za,8),
k=t

which proves part (i). The supremum is attained in

a*:w+—V@Ryt<[t|Zt—1 =2z,0= aiﬂ»

from which we see that

Q@
W* = hl(2,Y,) + VAR <I Zoy =20 = )
t (2, Y2) + Yt t| =1 =% a+0
The formulas for the optimal policy and the wealth process in part (ii) follow
again as in Theorem 4.2 by inserting the quantities recursively. The formula for
the second component of X* is trivial and for the last component, namely the
estimated distributions of ¥, we obtain the desired result by looking at (5.6). O

The closed formula for the value functions in Theorem 5.3/ is very lengthy. To
deal with this drawback, we rewrite the result in a version that is similar to the
one of Theorem 4.2. To this extend, we introduce some new probability measures.

Definition 5.3. Lett = 0,1,...,T and o, (3 > 0. Then we define a probability
measure Py o5 on 0(Zy,Yit1,. .., Yr) via

Pt7a,,@(Zt =z, }/t-i-l = Yt+1,- - - 7YT = yT)

-1
a+ 3 ﬂ{u}(%))

T
=P(Z, = 2) H P(Yj:yj‘ﬁz atB+j—(t+1)

j=t+1
for all (z;ys41,-..,yr) € Sy x ET7L.

It is easy to check that this indeed defines a probability measure. Furthermore,
we collect some simple but useful properties in a lemma.
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5.3 Explicit solutions

Lemma 5.1. Lett =0,1,...,T and o, 6 > 0. Then the following holds:

(1) Z; is independent of (Yiiq,...,Yr) under Py, g and we have for z € S,

Pyos(Z = 2) = P(Z, = 2). (5.10)

(ii) Let k € {t+1,...,T}. Then we have for all (yi1,...,yx) € EF7!

Pt,a,ﬁ(KJrl = Y1, Vi = yk)

=11 P<Yj:yj|19: a+6+j+— (t+1)>'

j=t+1

(iii) Let T > 1>k >t+1. For all (2,y141,...,y) € Sy x Et we then have

PiogYi=ui ., Yo =k | Yic1 = Y1, -, Yer1 = Y1, £ = 2)

:ﬁp(y —y |9 = o+ 3 l{“}(%‘)) (5.12)
=k L at+f+j—(t+1)/

Proof. (i) Obvious from the product form of the definition.

(ii) We only treat the case k = T — 1 (the case k = T is clear by definition
and part (i)), the rest follows analogously by induction. To this extend, let

(yt+17 cee ayT—l) € ET_(H_I):

Pt,a,B(YtH =Ygl Y71 = ?JT—1)
= Z Z Pias(Ze =2, Y01 = Yey1,- -, Yo = Y1)

z€S2 yrekE

T—1 -
= H P Y-:y~‘19: O‘+Z?Zt+1]l{u}(yi)>x
T atfrj—(t+1)

- - a"‘zz'T:_til]l{U}(yi)
ZP(YT_yT|Q9_a+ﬁ+T—(t+1)>

j=t+1

yrekl
= T P(Y, =v.: |9 = o+ Zg;tlﬂ ]l{U}(yi)
B H i=Yj ‘ = — )
j=t+1 a+pB+j—(t+1)
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5 A Bayesian control approach

iii) We just have to insert the definition of P, , 5:
b 7B
PioasYi=vi Yo =k | Yic1 = Yb—1s - -+, Yer1 = Y41, £t = 2)
_ ]Pt,a,,@(Yl =Y, Yo =Yy Y1 = Y1, -+, Yo = Yeq1, L = Z)
Ptoas(Yec1 = Yk—1s- - Yigr = Y1, Z¢ = 2)
o it i
Iy P(Y =y |0 = TEr ) p(z, — )

j=t+1 a+B+7—(t+1)

j=t+t a+,@+y—(t+1)

l + 3L Ty (i
:j:HkPOG:yjlz?—a D {}(y;>

— (0% j:tltﬂu i
[Tt P(Y =y |9 = 2t - P(2, = 2)

a+pf+j—(t+1
[

This lemma provides a more intuitive version of the formula in Theorem 5.3l
Denote for fixed t = 0,1,...,7 and o, > 0 by E;, s and pgzﬁ, k > t, the
expectation and the risk measure p*) with respect to P s

Proposition 5.1. Lett =0,1,...,T and o, > 0. Then for (w,z) € S’
Vi(w, z, Beta(a, 3))

=’ — qu” Z Ck Etaﬁ[ (Ik‘Yk 1,---,Yt+172t>‘Zt:Z]-
k=t+1

Proof. First observe that

a + Zf:_til Ty (%’))

a+pf+k—(t+1)

a + Zf:_tl—l-l Ly (y z))
)

a+pB+k—(t+1

5 (fk | Zi1 = ot (25 Yes1s - Y1), 0 =

= P(k) (hi(gi—l(?«’; Yerts - Uh—1)s Ya) ‘ V=

(6.12) (&
= pg,oz,ﬁ <h£(g]t€_1(2’, Ytv1y- - ayk’—l)’ Y;C) | Y;C—l =Yk—1,y-- -, }/;H-l = Yt+1, Zt = Z>

= Pizﬁ <Ik } Yii=ye-1,- - Yip1 = Y1, 4t = k)

where in the first step we used the fact that I, = hg (Zs_1,Ys) by definition and
that Y, and Z,_; are independent under /. Together with Lemma 5.1 this yields

Vi(w, z, Beta(a, 3))

T

(5.11) _ k
= cwt —quw — Z crEiap [Pg,a),g (Ik ‘ Yior,.. .. Y, 24y = 2)}
k=t+1
(5.10) d
X _ k
= CtJrlw+ —qw — Z Ck - Et,a,ﬁ [Pﬁ,ﬁ,g (Ik ‘ Yo, Y, Zt) ‘ Zy = 2]7
k=t+1
hence the assertion. O
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5.4 Comparison of value functions

The representation of the value functions in Proposition 5.1/ is now of the same
structure as the one in the case where 1 is known, compare Theorem 4.2. This shall
conclude this section. In the next one we will give a result how these two value
functions can be ordered. In fact, under some additional assumption, the value
function starting with a general distribution from P(0,1) is always not smaller
than the one starting with a one-point distribution for all (w,z) € S’. After
looking at the theoretical results, we will give an economic interpretation of this
observation.

5.4 Comparison of value functions
In this section we again consider the binomial model, i. e. we assume © = [0, 1] and
PYi=uld=0)=0=1-P(Y,=d|9v=0), 0€][0,1],t=1,...,T.
We have already seen that
§(T(s,0,9) | 5,0) = P(Yi =y |9 = 0), ye {ud},0co.

Hence, the Bayes operator does not depend on (s,a) € D’. Therefore, we shortly
write

(I)t(/% y) = (I)t(sa,ua a,Tt’(s,a,y)), (37Maa> €D,ye {u, d}'

After a few preparations we are ready to prove the main theorem of this section,
which we will apply to our main models, if possible.

5.4.1 A comparison result for general distributions

As described at the end of the last section, our main aim is to derive a comparison
result for the two risk measures p*® and p®, where the most important case is the
point of time ¢ = 0. Formally, we prove that for any initial distribution p € P(0, 1)
PR, B,
Po mH(I) = Do M(I)
for all processes I € XM that are constructed as described in Section 5.1. For
any distribution g on R, we denote, if they exist, by mﬂc), k € N and (TZ its k—th
moment and its variance respectively. For convenience, set m,, := m,(}).
Let us first make a simple observation.

Proposition 5.2. Let t € {0,1,..., T — 1} and s € S'. If 0 — V{ (s) is convex
on [0,1] for every m € (FT7t)', then

Vi(s, 1) > Vi(s,0m,), w1 € P(0,1).
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5 A Bayesian control approach

Proof. Let p € P(0,1). Since § — V/ (s) is convex, Jensen’s inequality yields
| Ve 0ld0) 2 V) = Vil Bn,), mE(FTYL (513
[0,1]
Consequently,

(5.13)
Vs = sw [ Vud0) T sup Vialsdn,) = Vils.n,)
[0,1]

me(FT-ty re(FT—t)
[l

Remark. The assertion is always true for ¢ = T'—1, if the terminal reward function
V7. and the one-step reward function 77._; do not depend on 6, since then

Vi_12(8) = i (s, fr(s)) + B V(T (s, fr(s), Yr))]
= (s, fr(s)) + OVi(Tr(s, fr(s),u)) + (1 = O)Vi(Tr(s, fr(s),u),

which is a linear and therefore convex function in 0 for all 7 = fr € (F*').

In the following subsection on examples, we will see that our models do in general
not fulfill the strong assumption of Proposition 5.2. We also see, that it is usually
not enough to assume convexity of 6 — V{ .(s), if 7* is chosen such that

sSup ‘/;5,71'(37 5mu) = ‘/t,T(* (37 5mu)a

ﬂ—e(FTft)/
because the optimal policies in the last equation of the proof differ in general. To
this extend, compare also Chapter 5 in Rieder (1987).

To prove the main theorem of this section we need two lemmata. The first
one deals with some simple properties of the Bayes operator, while the second one
examines the relationship of two properties of the value functions in the case where
¥ is known.

Lemma 5.2. Let p € P(0,1) and denote with ® = &, the Bayes operator. Then:

(i) If o2 =0, i. e. p € {dg]0 € [0,1]}, then ma(uu) = My = Ma(ua). Otherwise,
we have

_ m,(f) my, — m,(f)

3 3

(ii) The following equivalences hold:
ai >0 & Mo > My S My > Ma(ud)-
(ii) If o >0, i. e. u {09160 € [0,1]}, then:

my
1—-m,

(M () = M) = My — Map(,0)-
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5.4 Comparison of value functions

Proof. (i) If u = 0p for some 6 € [0, 1], then ®(p, u) = dg = P(p, d) and this case
is obvious. Otherwise, m, € (0,1) and by definition we have for B € Bjyy
as in Example 5.1

D, u)(B) = —- / 0u(d6),

idjo,1)

i. e. ®(p,u) has the u— den51ty on the measurable space ([0, 1], Bjo1)).

Analogously, ®(u,d) has the p— densaty OH” Therefore,

1 1 id 6 m(2)
o = [ 0%(nw(a0) = [ g. don®) qq) _ M
0 0

my, my,
and
1 1 1-— ld[() 1](9) m, — m(2)
m = 0P(pu,d)(do :/9-—’ dg) = -~ —*"
®(p1,d) /0 (1, d)(d0) ; —m, pu(do) 1—m,

(ii) This follows from the representation in part (i):

(2)
mu 2 _ (2 2
M (pu) > My m_>m“ & o,=m, —m, >0

n

(2)

2 2 p — My

& my—m’>m, —m) & m, > —
n

= My > M(u,d)-

(iii) Again, part (i) yields the assertion:

(2)

my, _ _ <m# _ >
1-—m, (mq)(”’u) m“) I—m,\m, My

2
mu(1—my) — (m, —mg))

1—-—m,
2
my, — me)
=My — = My — Mo(p,d)-
1—-m,

[]

Our result is valid for general Bayesian control models with a binomial structure
as described above. Recall that the Bayesian model is based on the assumption
that for every 6 € [0, 1], we are given a Markov decision process where the reward
functions V2, 7Y, t = 0,1,...,T — 1 depend on #. We now make the following
assumption.
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5 A Bayesian control approach

Assumption 3. For every (s,a) € D', the functions 0 — V2(s) and 6 — r%(s, a),
t=0,1,...,T — 1, are convez on [0, 1].

In our examples these functions do not depend on 6, therefore Assumption 3! is
trivially fulfilled.

Here comes another lemma. Recall that a function g : B — R, B C R2, is called
supermodular, if

g(min{:z:n, 96’12}, min{le, 5522}) + g(max{:cn, $12}> maX{l’zb 51322})
> g(z11,21) + g(T12, T22)

for all (1]11,1’21), (ZL’12,ZE22) € B.

Lemma 5.3. Consider the model of Section [5.1. If for all t € {0,1,...,T} and
s€ S a€ A, the function

(y.0) = VI(T,(s,0,9)), (y.0) € {u,d} x[0,1],

is supermodular, then 6 — V2 (s) is convex on [0,1] for all t € {0,1,...,T} and
se s

Proof. We proceed by backward induction on ¢. The assertion is clear for t = T.
Now assume that for fixed ¢ € {1,...,T}, the function V, (s) is convex for all
s € S and recall that

VZi(s) = sup{ri_y(s,a) + 0 - V/(T{(s,a,u)) + (1 = 0) - V(T{(s,a,d))}.

acA
Define for s € S, a € A
fas(0) =0 - VI(T{(s,a,u)) + (1 = 0) - V(T{(s,a,d)), 0€][0,1],
such that

V21 (s) = sup{ry_y(s,a) + fas(0)}-

acA

Since, by Assumption 3, § — r? (s, a) is convex for every (s,a) € D and the sum
and the supremum of convex functions are again convex, we only have to show
that f, s is convex for all s € S’, a € A. To this extend, introduce the convex (by
induction hypothesis) functions g,, g4 : [0, 1] — R via

9,(0) == V{(T{(s,a,)), 0€[0,1],y € {u,d},
from which we get

fa,s(e) :e'gu<9)+<1_‘9> 'gd<9)7 0 S [07 1]
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5.4 Comparison of value functions

By the supermodularity—assumption, we have for all 61,0y € [0,1] with 6; < 6,
that

VT (s,0,u) + V(T (s, a,d)) < V(T (s, a,d)) + V(T] (s, a,u))
or equivalently
VT (s,a,u) = V(T (s, a,d)) < V(T (s, a,u)) = V(T (s, a, d)).
We conclude that g, — gq is non-decreasing, and we obtain for all A € [0, 1] and
61,62 € [0,1]
A(X, 01,02) == A1 = A)(01 — 02)(gu(01) — 9a(61) — (gu(02) — ga(62))) = 0.
Furthermore, convexity of g, and g4 yields
FaelNy + (1= N)6)
<A2019u(61) + A1 — N)019u(62) + A(1 — \)ogu(6))

+ (1 = X)?02gu(02) + X*(1 = 01)ga(61) + A(1 = N)(1 — 61)ga(6-)
+ AL = AN)(1 = 02)ga(61) + (1 — N)*(1 — 62)ga(62).

We can write

AMas(01) + (1 = A) fas(02)

=A1 = A+ A)(019u(61) + (1 — 01)ga(61))
+ (1 =X (1 =X+ A)(0294(02) + (1 — 63)g4(02))

=N019.(01) + A1 — N)B19,(61) + A(1 — X)2g.(62)
+ (1= A)*029u(02) + X*(1 = 01)ga(6r) + A(1 = A)(1 — 61)ga(61)
+ A1 = X)(1 = 63)ga(02) + (1 = A)*(1 — 02)ga(6s).

The last two calculations show that

AMas(01) + (1 = A) fas(02) = fas(A1 + (1 — A)by)
> A1 = N)01gu(01) + A(1 = A)0agu(02) + A(1 — A)(1 — 01)ga(61)
+ ML = A)(1 = 02)ga(02) = AL = A)01gu(02) — AL — A)B29.(61)
— A1 = A)(1 = 01)ga(02) — A(L — M) (1 — 02)ga(61)
= A1 = AN (01 — 02)(gu(01) — ga(01) — (gu(02) — ga(02))) = A(A, 01,02) > 0,

which proves convexity of f, s and therefore the assertion. O

Recall that if the reward functions depend on 6 € [0, 1], we set for (s, u,a) € D

Vi(s, ) i= / VE(s) ju(d0), ry(s, 1) = / ¥¥(s,a) pu(d9), ¢ =0,1,...,T—1.
[0,1] [0,1]

We obtain the following comparison result.
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Theorem 5.4. Consider the model of Section 5.1. If for allt € {0,1,...,T} and
s€ S, a€ A the function

(y,0) — VI (T{(s,a,)), (y.0) € {u,d} x [0,1],
is supermodular, then it holds for all t € {0,1,...,T}
Vils. 1) > Vils,0m,). (s, € S,

Proof. The proof is again by backward induction on ¢. For ¢t = T we have to show
that

wmmzﬁmW@mmsz@=W@%m (s.11) € 5.

But this is again a simple consequence of Jensen’s inequality.

Now assume that the assertion holds for fixed ¢t € {1,...,T} and let (s,u) € S,
where € P(0,1) with u & {dg |6 € [0,1]}. Note that then ®,(u,y) € P(0,1) for
y € {u,d}. Furthermore, by definition of the transition kernel we have in the same
way as in (5.7)

Qu(s, 1t a3 {wu} X {Py(p,w)}) = my =1 = Qu(s, i, a5 {za} X {Py(p, d)}). (5.14)

Again, we obtain a two—point distribution on

G = {(zu, P, u)), (xq, Pe(p, d)) }

Additionally, we can treat the one-step reward function in the same way as Vp
above and obtain for a € A

rt*1<87 2 CL) = / rtofl(sv a’) :u(de) > rr;’i”l (57 CL) = thl(S, 67”#’ CL),
[0,1]

since, by model assumption, r;_(s,a) is convex on [0,1]. Consequently, the in-
duction hypothesis (I.H.) yields with p, = ®i(p,u), pg = P¢(p,d) and with
My = Mo () Md = M, (u,d)

‘/;5—1(57M>
=sup {r_1(s, 1, ) —l—/GVt(x)Qt(s,u,a;dx)}

acA

5.14
<=@gm4@m@+mfmﬂ@mme+u—w»wawﬂdmw}
ae

ILH.
2 sup {Tt—l(sv 5771“’ a’) +my - V;f(Tt/(sv a, u)v 5mu> + (1 - mlt) ’ %(ﬂ,<87 a, d)’ 5md)}'

a€A
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The introduced lemmata provide now the result as follows. From Lemma [5.2(ii)
we have mg < m, < m,, and part (iii) yields
my, my, — Mg

= (5.15)

I—m,  my—my

Furthermore, by assumption and Lemma 5.3, V(¢',¢.) is convex on [0, 1] for every
s" € §" and therefore

Vi(s', 0m,) = Vi(s', 0ma) _ Vils' 0m) = Vils', O, )

m, — My My — My,

(5.16)

holds. Again, we obtain with s’ = T/(s,a,u), a € A, by the supermodularity—
assumption

VQ(T;KSa a, d)? 57%“) - V;(Tt,(sv a, d)? 5md)
< V;f(TtI(S? a, u), 5m#) - Vt<Tt/<57 a, u)? 5md>

(526) m, —mg

(V}(TZ(S, a, u)? 5mu) - Vt(Tt/(Sﬂ a, u)? 6mu))

My — My,

B T (VT (5, 0,0). 8,) — V(T (5, 0,u).6,,)).
1—m,

which is equivalent to

- VT (5.0, 0), 8,) + (1= m,) - Vi(T (s, 0,d), 61,
> my, - Vi(TU(s,0,u), 8,) + (1= my) - Vi(TY (5,0, d), 51, ).

Combining this with the above inequality for V;_;, we get

‘/;5_1(3,/,L)
2 sup {Tt—l(sﬂ 5mu’ a’) +my - V;f(TtI(S’ a, u)’ 5mu> + (1 - mu) ' ‘/;5(,-2—;5,(87 a, d)? 6md)}

acA

> sup {ri_1(8, 6m,,, a) + my - Vi(T/(s,a,u), 6, ) + (1 —my) - Vi(T/(s,a,d),6m,) }

a€A

= W—l(sa 5mu)7
thus completing the proof. l

Remark. If the terminal reward function Vr and the one-step reward function
rr_1 do not depend on 6 we have equality of the value functions for t =T — 1:

Vi (s, 1) :Sup{rlT1(57a)+/EVT/(T7/’(57a7y))QT(S>N7a§ dy)}

acA

— sup{rh_y (s, @) + m, VH(Th(s, a,w)) + (1 — m, ) V(T (s, a,d))}

acA

= VTfl(S, 6mu>
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The result can, of course, be used to compare our two dynamic risk measures.
Consider the reward functions as introduced in the previous chapter (or the previ-
ous section).

Corollary 5.1. Let the assumption of Theorem |5.4 be fulfilled. Take a wealth
process (Wy)i—o1...17 and the sequence of posterior distributions defined using the

s dlyeey

prior distribution py € P(0,1) and pyyq := Py(p, Yy), t =0,1,...,T — 1. Then
po"HI) 2 D), Te XM

In particular, iof we use the Beta distributions as a conjugate family for the binomaial
distribution, we set po :=U(0,1) and obtain

1
po 2(1) = VD), TexM

Proof. This follows directly from Theorem (5.4 with vy(w) := —Zw™, w € Sy

my — 1 My n 1

PfR’ t(I) = —%Wt - _V; (Wt7 Zt) = _@Wt - _Vth’ Zt’émut)

C Ct & Ct

_4
Ct

1
| C_W(Wn Zy, Jty) = PtB’MO(I)~
+

]

Economic interpretation for t = 0. We see that if the supermodularity assump-
tion is fulfilled the dynamic risk measure p*® is more conservative than p® since it
assigns a higher risk to every process I € X™. In the next section we will see that
this is also the case in the Artzner—game although the supermodularity assumption
is not fulfilled there.

The interpretation of this fact is as follows. Recall that we assume that the
probability distribution of ¥ is unknown and, in order to deal with this fact, we
choose an initial distribution as an estimation for this distribution. Therefore,
when the parameter is known with realization 6, € (0,1) using the dynamic risk
measure p' ! can also be interpreted as using dy, as an initial distribution, formally,

po () = py (D), T e XM

As we have seen, in contrast to using a general initial distribution pg, the current
estimation of £(1J) remains constant if we start with dy,, i.e. the information over
time, namely the realizations of the generating process (Y;);—1 . r, are not taken
into account when calculating the dynamic risk measure. On the other hand, this
is the case if the initial distribution is ug. Therefore, we are in fact able to diminish
our risk at ¢ = 0 by using the information revealed over time. In this way, the risk
of the process [ is assessed more adequately.

To conclude this subsection, we further investigate the relationship of convexity
of V;(s) and the result of the theorem.
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Proposition 5.3. Let t € {0,1,...,T}, s € S’ and assume that the inequality
Vi(s,0m,) < Vi(s, p) holds for all p € P(0,1). Then 6 — V(s) is convez on [0, 1].

Proof. 1t is well known (compare e.g. Chapter 5 in Rieder| (1987))) that Vi(s,-) is
convex on P(0,1). This can be seen by taking s, us € P(0,1), X € [0,1] and

Vi(s, Apa + (1 = A)p2)

= sup [ VI O+ (1= ) ()
re(FT-ty Jo
sup {1 / VL) 1(d0) + (1= ) [ V() pa(a6)}
re(FT-t) © ©
<A swp VIO + (1N sup [ V) sl
re(FT-ty Jo re(FT-ty Jo

= /\‘/;5(8, :ul) + (1 - )‘)sznu?)

Now take 60,60, € [0,1], A € [0, 1] and note that MGy, +(1-N)5g, = A1 + (1 —X)bs.
The assumption and convexity of V;(s, ) then yield the assertion:

Vt>\91+(1_)\)92(3) - ‘/15(57 5/\91-1—(1—)\)92) < Vt<57 )‘591 + (1 - )‘)692>
< AVi(s,80,) + (1 = AVi(s, 8g,) = AV (s) + (1 — M)V (s).

5.4.2 Examples

In this subsection we treat some examples, namely the coin—tossing game proposed
by Artzner and the standard Cox—Ross-Rubinstein-model (CRRM).

Examples and counterexamples in the Artzner—-game Consider the Artzner—
example. We have £ = {0,1} and S = R x Ny, whereas because of T" = 3 also
S"=Rx{0,1,2,3} can be used. But this makes no difference for our investigations.
Take the process

I =1,=0, I3 =1{z,1v;>2}-
First, let us check that the inductive proof of Theorem 5.4/ does not work if we

only assume convexity of V; (s), s € §’. Consider s = (w, z) € S’ and define with
6 € 0,1]

0, z2z=0,
p.(0) =PY3>2—2z|0=0)=< 0 , z=1,
1 z2>2
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5 A Bayesian control approach

Then

Va(s,0p) = csw™ — g™
+ B3| Zy = 2,0 =0] — (c5 — ca)AVQR, (I3 | Zy = 2,9 = 0)
=cyw — quw”
+ B [Lpg>o—ay |0 = 0] — (3 — ca) AVAR, (L{yy>2-2y [V = 0)
p=(0) — 3

1 . ,73 ]l [OﬁDz (9)] (73) )

=cawt — quw™ + cyp.(0) + (c3 — c4)

which is obviously convex in 6 for every s = (w, z) € S’. But the main assumption
of Theorem 5.4 does not hold, as can be seen as follows. Take an arbitrary a € A
and set z =1, w = 0. Then we have

To(w, z,a,u) = (wh + ha(z,u) — a, so +u) = (—a,2)

Ty(w, z,a,d) = (w" + hy(z,d) — a, s9 + d) = (—a, 1).

Taking 61,0, € (0,1) with 6; < 0 < -3 we obtain with the above calculation and
because py,(1) =6;, 1 = 1,2,

Va(Ty(w, 2, a,d), 69,) = Va(T5(w, 2, a, d), 69,) = cape, (1) — cape, (1) = ca(2 = 01) > 0
and, since py,(2) =1, 71 =1,2,
‘/Q(Té(wwzaav u)7692> VQ( (w Z,a u) 591) - C4p92<2) - C4p92(2) =0.

We first conclude that even in the case T" = ¢t = 1, the reverse implication in
Lemma 5.3 is not true. Also note that for T' = 3, a comparison result for V5 is
provided by the remark after Theorem 5.4l

Furthermore, we will now see that convexity of V;(s) is not enough to imply the
assertion of Theorem 5.4, i. e. we will find a pair (s, ) € S" x P(0,1) such that

‘/i(sa M) < ‘/1(37 5m,u)

We can assume without loss of generality that w = 0 and have to consider the two
cases z = 0 and z = 1, which are just the possible realizations of Z; = Y;.

First, we choose s = (0, 1) and consequently p = Beta(2,1), such that m, = %
Furthermore let 3 > %, e.g.v3 = 0.95. In this case, we have AV@R%(Y},) =0 for
all 8 < 0.95. Subsection 5.3.1 yields

Vi(0,1,62) = —c5 B3 [0 (Lzivizey | Ze = 14+ 1))
P<3 ]l{Y3>1}>

2
3
2 1 2 2 2
:—03‘<—‘(_1)_—'—')\3) C4+303:

Wl
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5.4 Comparison of value functions

while Proposition 5.1/ implies

vﬁQLBaMzn):-@-Emﬂpﬂluwﬁ%ﬂﬂYaZr=U}

2+ 10 (Y5 2
‘E [p(S) (1{Y2+Y321} Yy, 0 = ﬂ) E }

e 4 E
P 1
= —C3- <§ ) P(%g)(]l{Y320}) + 3’ /)%3)(]1{1/321})>
P 11 1 2
— e —-—1——-—/\> = <1i(0,1,6
s (3( ) =3 3%) = gt 30 <Va(01,0).

Similar calculations show that for s = (0,0) and thus p = Beta(1,2) the reverse
inequality holds:

Vl(O, 0, 5%) = éc4 < éc4 = Vl((), 0, Beta(1, 2))
So, indeed assuming convexity in Theorem 5.4/ is not enough to ensure the desired
result. We rather have to make the stronger (by Lemma [5.3) assumption on Dy .

So the theorem does not provide a comparison result for the dynamic risk mea-
sures when considering the Artzner—example. But since the problem is very simple,
all quantities can easily be computed and calculated. We have already done so and
compared the value functions for ¢ = 1 and ¢t = 2. Finally, we find for the value
functions with t = 0, s = (0,0) and p = Beta(1,1) = U(0, 1), therefore m, = 1,

V5(0,0,01)

4"3 3 1

1 11 1 11
(111 Nt b0 2ty !
C3( 1 33775 P

1 2 3) 1 1 () 1 2 () >>
= —Ca- =+ —"- 1y 2. — . —. 1 — = 1
3 (2 3 P%({nzm)+ 53 P1 (Lpazn) + 50 5008 (Lizzy)
1 11 1 1
:—63~<—§—§-§')\3+0)2503+EC4>%(0,0,(5%),

since ¢4 < ¢3. We conclude that the risk measures have the reverse order:

PR,}
po (1) > pg MO (D).
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1
S (1) -0.4325
BUOL (r() -0.4325
PR,; (2)
o 2(I) -0.4419
p MO (12)y -0.445
Y, =1 Y, =0
1+Y;
PRI (1) -0.5766 -0.2883
p MO 1)y -0.5766 -0.2883
PR,
L (1@ -0.7939 -0.0961
PO (1) -0.7458 -0.1442
Yi+Yy=2|Vi+Yy=1|Yi+¥=0
PR 1tY1+Y)
py T (IMW) | -0.6828 -0.4552 -0.2276
p MO (1) -0.6828 -0.4552 -0.2276
PR 1+Y14+Ysy
py T (I?) -0.95 -0.4552 0
PO (1(2)y -0.95 -0.4552 0

Table 5.1: The dynamic risk measures in the Artzner—game

In Tablel5.1 we give some numerical values of the risk measures, where the variables

e =095 k=1,23¢,=093%and ¢, = 1.2 -¢;, k = 1,2,2, are chosen anal-
1

ogously to Pflug and Ruszczynski (2001). In that work, the values for ,o(P;R’Q (1))

1
and pOPR’2 (I®) can already be found.

Examples and counterexamples in the CRRM Now, let us treat the CRRM.
First, we want to show that the assumption of Proposition 5.2 is too strong. It
is easily seen that 0 — V{_, (s) is linear, therefore convex, for every s € S’ and
7w = fr € (F'). So let us take t = T — 2. Furthermore, choose s = (0,1) € S’ and
the admissible policy © = (fr_1, fr) € (F?)’ defined through

froi(w,z) == =1, fr(w,z) =w"+1_pyu(d—1), (w,z)es"
Starting with (Wr_o, Zr_2) = (w,2) = (0,1) and using the policy 7 from above

vields Wr_y = w™ + 2(Yr_y — 1) — fr1(w,2) = Ypr_q, so Wi |, = Yy, and
W, _, = 0. Furthermore,

Wr = W%L_l +Zpo-Yr1(Yr — 1) — fr(Wr_1, Zr_1)
YT_1<YT — 1) — 1{YT71:u}U(d — 1)
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5.4 Comparison of value functions

With the reward functions used in Section 5.3 we obtain

V1€—2,7r(07 1)
=E[rro(Xr_2, fr1(Xr-2)) + rr1(Xr 1, fr(Xr-1))
+ Vi (X7) | X7—9 = (0,1, )]
=0+ E[~qr Wy | +erfr(Xr_1) + eraa Wi — grWr]
=Eer(Yr1 + Lyyp_—ayu(d = 1) + erpn (Ve (Yr = 1) = Ly, —uyu(d — 1))*
—qr(Yr-1(Yr — 1) = Lpyp_ —wpu(d — 1)) 7]
= cr(Qud + (1 — 0)d) + 0*(crpq [u? — ud]™ — gr[u® —ud)™) +60(1 —0) -0
+ (1= 0)0(criafd(u — 1)]" = gr(d(u —1)]7)
+ (1= 0)*(erpald(d — )" — qrld(d - 1)])
= cp(Oud + (1 — 0)d) + *cppu(u — d) + (0 — 60*)epprd(u — 1)
— (1 =20+ 0*)grd(1 — d).

This yields for u =1

GQVQQ—QJ (S>

507 2crpu(u —d) — 2cp41d(u — 1) — 2grd(1 — d)

= 26T+1(1 — d) — 2qu(1 — d) = 2(1 — d)(CT-i-l — qu),

which is less than zero, if CT; < d, which is clearly a possible choice. So in this
example, 0 — Vﬁ_“(s) is concave and consequently Proposition 5.2/ cannot be
applied to obtain comparison results in the CRRM with our reward functions. But
as we will see now, the assumption of Theorem 5.4 is fulfilled.

Note that the state space is S” = R x R%, therefore Z, > 0 for allt =0,1,...,T.
Let us first calculate the value functions V)?(s) for s € S’ and 6 € [0,1] at time
t € {1,...,T}. Because of (conditional) coherence of the risk measure pé for

every k = t +1,...,T Theorem 4.2 yields

VY (w,2) = e + guw™

T
= > Ep (Zia (Vi = )| Zn) | Z = 7]
k=t+1
T
= > Bz | Z= ] (o) () - 1)
k= t+1

= Z oz BV (GE Y] — (1 — A)AV@R! (Y;) — 1)

k=t+1

121



5 A Bayesian control approach

T
— . Z Cp - EQ[YVI]k—(t—H)X
k=t+1

(Mbtu =) +d =14 (L= W) Lpa ()] =24 - ).

Now, let (s,a) = (w, z,a) € S"x A. Recall that T/(s,a,y) = (wh+2z(y—1)—a, 2y),
y € {u,d}. We obtain

Dysa(0) = VI(T{(s,a,u)) = VI (T{(s,a,d))
= cpi(wt+z(u—1)—a)t —qw" +2(u—1) —a)”
—cp(wt +2(d—1) —a)t + q(w™ +2(d—1) —a)”
T
te(u—d)- Y e BV
k=t+1

0
(Aké’(u —d)+d =1+ (1= A)lpg (1)

= cp(wr+zu—1)—a)t —qgw+2(u—1) —a)”
—cp(wt +2(d—1) —a)t + (v +2(d—1) —a)”
ta(u—d)- > e BV NO(u—d) +d - 1)

k=t+1

T
0 —
+2(u—d)- Y - B — M) Lpa () T (u = d).
k=t+1 1=

We have to show that this term is non—decreasing in §. To this extend, we only have
to consider the two sums. Since E’[Y}] = 6(u—d)+d, the last one is the sum of non—
negative products of non—decreasing functions, therefore clearly non—decreasing.
The first sum is just the value function V,2(0, z(u — d)), if < min{vy,i1,...,v7}
So we only have to show that V}?(s) is non—decreasing in @ on this interval for every
s € S'. This can be seen as follows. The case t = T — 1 is obvious, so assume
t < T —2. Furthermore, without loss of generality, we can take (w, z) = (0,1). Let
us write the value function as

VY (w,2)
=1 Mp10(u—d) +d—1) 4 ca2(0(u — d) + d)(MNy20(u — d) +d — 1)
T T
+ > B0 —d) +d) — > e By,
k=t+3 k=t+3
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5.4 Comparison of value functions

< General CRRM where

T=10
n=>5
u=15
d= 05

G
OiO OTZ 0i4 OTG OTB liO
0
Figure 5.1: The value function in the CRRM
We obtain
Ve (w, 2)
00
>cty3
= Ct+2(u — d) + ?Ct+3(u — d)20 + Ct+3d(u — d) + Ct4+2 (u - d)(i_ct'f'Q(u - d)
>2c1.4 (u—d) (O(u—d)+d)
T
+ Y alu— RO (k= (4 1) (Mb(u — d) + _d_) + ME[V1])
k=t+3 >Apd
T
—2y3(u— B’[YVi] = Y anlu— AR ED T E — (4 1))
k=t+4
T =Ck+41
> ) i (u— AR k1) - B
k=t+3
T-1
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5 A Bayesian control approach

We conclude that Theorem 5.4/ respectively Corollary 5.1 can be applied to the
CRRM when using the reward functions that result from the risk measure p'®.
To visualize the behaviour of the value function, we provide a simple graph in
Figure 5.1. We set ¢;, = 09551, k = 1,...,T, cpp1 = 093771 and v, = 0.95,
k=1,...,T. Notice the point of non—differentiability at § = 0.95 = .

124



A Absolutely continuous probability
measures

Let (€2, F) be a measurable space and P a probability measure on it. Denote
with LP(Q, F,P) for p € [1, 00] the equivalence classes of all p-integrable random
variables with respect to P and with L°(Q, F,P) the space of all random variables
on (Q,F). Furthermore, let ||-||, be the standard LP-norm on LP(Q, F,P). If
X € LY(Q, F,P) we just say that X is P—integrable.

If @ is another probability measure on (£2, ) and G an arbitrary sub—o—algebra
of F, we say that @) is absolutely continuous with respect to P on G and write
@ <g P if every null set of P also is a null set of @, i.e.if for N € G it holds

P(N)=0 = Q(N)=0.

If Q <5 P we just write Q < PP.
The theorem of Radon—-Nikodym provides a characterization of this property.

Theorem A.1. Q) is absolutely continuous with respect to P on G if and only if
there exists an (G, B)-measurable random variable L > 0 (i.e. L € L°(Q,G,P))
such that

Eo[X]=E[X - L], foralX e LQ,GP), X >0. (A1)
We frequently use the notation
@ _
dPlg =
and set
dQ _ d@
AP~ dPIF
Proof. See Theorem A.8 in [Féllmer and Schied! (2004). O

As an application, assume that Q) <g P with L € L>(Q,G,P). As a consequence
of the Holder-inequality, every P—integrable and (G, B)-measurable random vari-
able X is also QQ—integrable:

EqlX| < E|X]-[|IL]],, < oo.

It follows that (A.1) also holds for general X € L'(Q,G, P).

If @ and P have the same null sets in G, i.e.if Q <g P and P <¢g @, we say
that @ and P are equivalent on G and write ) ~g P. This can be characterized as
follows:
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A Absolutely continuous probability measures

Proposition A.1. Let Q <g P. Then

d
Q~;P < ﬁ . > 0 P-almost surely.
Proof. See Corollary A.9 in [Féllmer and Schied (2004). O

This and the following result are important for the investigations in Sections 3.3
and 4.4/ and implicitly used there.

Proposition A.2. Let Q <z P. If G is an arbitrary sub—o—algebra of F, then it

holds Q) <¢g P and
dQ| _ - 1d@Q
El.=E[519]:

dPlg
Proof. See Proposition A.11 in [Féllmer and Schied! (2004). O
If (Gt)t=o1,..r is a filtration on (2, F) and @) < P, we can define the so called

density process of () with respect to P denoted by (L?)t:m ,,,,, T via

_ 4@

L9 =
t dP Qt’

t=0,1,...,T.

,,,,,

E My =1 is a density process of () defined by dQ) = MpdP.

,,,,,

Finally, let us briefly introduce the essential supremum (infimum) of an arbitrary
family of random variables or of a random variable respectively. As is discussed
in Section A.5 of [Follmer and Schiedl (2004), it is not very sensible to introduce
the pointwise supremum of an uncountable family of random variables. Formally,
let J be an arbitrary index set and (X;);je; a family of (G, B-measurable random
variables. In general (if J is uncountable),

(sup X;) (w) = sup;c; X;(w)
jeJ

will not be (G, B)-measurable or even the right concept. The following result
provides a more sensible definition.
Theorem A.2. There exists a (G, B)-measurable random variable X* such that

X* > X; P-almost surely for every j € J. (A.2)

Furthermore, X* is unique in the sense that for every other (G,B)-measurable
random variable Z fulfilling (A.2)) it holds Z > X* P-almost surely. We set

ess.sup X := X*
jeJ
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and call X* the essential supremum of (X;),e; with respect to P. The essential
supremum with respect to P is denoted by

ess. inf X; := —ess.sup{—X;}.
i€s jeJ
Proof. See Theorem A.32 in [Féllmer and Schiedl (2004). O

We have seen in Section 1.2 that the essential supremum of a random variable
can be used to introduce a (not very reasonable) coherent static risk measure. The
former is defined as an essential supremum over a set of constant random variables,

namely via
ess.sup X := ess.sup{c € R|P(X > ¢) > 0}.

for a random variable X € L°(Q, F,P).
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B The Beta distribution

In this chapter we briefly compile some properties of the Beta distribution. Most
of the facts can be found in Johnson et al. (1995), for example.
First define the gamma function I' : R7, — R via

[Na) := / t* lexp(—t)dt, a>0.
0
For integer values it holds
I'n)=(n—-1)!, neN.
A related object is the Beta function B : R} x R} — R+, which can be defined

through
L))
L(a+6)’

It also has an integral representation of the form

B(a, §) :== a, 3> 0.

1
B(a, ) = /O 11— )% tdt, a,8>0.

Now, we are ready to introduce the Beta distribution. It is absolutely continuous,
concentrated on (0,1) and defined as follows. A random variable X on a given
probability space (£, F,P) follows a Beta distribution with parameters «, 5 > 0 if
the distribution of X has the Lebesgue—density

771 — x)Pt

B(a, 8)

We write X ~ Beta(a, 3). A special case occurs if & = 3 = 1. Then by definition
X ~U(0,1). However, the distribution function Fx cannot be calculated explicitly
for general parameters.

This distribution arises for example when X; and X5 have Gamma distributions
with parameters aq, 5 > 0 and as, § > 0 respectively and by setting

X
X o=t
X1+ Xo

fX(:E) == . ]1(0’1)(1'), r € R.

Then, X has a Beta distribution with parameters aq, as for arbitrary § > 0. In

particular, if 7 = % and a; = "2—3 for n; € N, j = 1,2 we have that X; follows a
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B The Beta distribution
x?~distribution with n; degrees of freedom for j = 1,2 and X ~ Beta(%, 2.
Finally, let us give some important moments if X ~ Beta(a, ). Denote with mg’;)
the k~th moment of X, k € N. It holds

m(k)_B(Oé—l-k,ﬁ)_ a(a+1)---(a+k—1) (Bl)
. B(e,f)  (a+B)(a+8+1)---(a+8+k—1) '
Hence,
a
EX=——,
a+ 3
of
VarX = )
(a+ P2 (a+6+1)
Furthermore,
1 a+p3—-1
e[3]-222
X a—1
E [ 1 } _at g — 1.
1— X 31
° T T
0.0 0.2 0.4 06 038 1.0
X
Figure B.1: Densities of X ~ Beta(a, 3)
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