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ABSTRACT

In this paper, we consider the problem of equal risk pricing and hedging in which the fair price of
an option is the price that exposes both sides of the contract to the same level of risk. Focusing for
the first time on the context where risk is measured according to convex risk measures, we establish
that the problem reduces to solving independently the writer and the buyer’s hedging problem with
zero initial capital. By further imposing that the risk measures decompose in a way that satisfies
a Markovian property, we provide dynamic programming equations that can be used to solve the
hedging problems for both the case of European and American options. All of our results are general
enough to accommodate situations where the risk is measured according to a worst-case risk measure
as is typically done in robust optimization. Our numerical study illustrates the advantages of equal
risk pricing over schemes that only account for a single party, pricing based on quadratic hedging (i.e.
e-arbitrage pricing), or pricing based on a fixed equivalent martingale measure (i.e. Black-Scholes
pricing). In particular, the numerical results confirm that when employing an equal risk price both the
writer and the buyer end up being exposed to risks that are more similar and on average smaller than
what they would experience with the other approaches.

Keywords Option pricing, risk hedging, convex risk measures, incomplete market, dynamic programming, numerical
optimization

1 Introduction

One of the main challenges in pricing and hedging financial derivatives is that the market is often incomplete and
thus there exists unhedgeable risk that needs to be further accounted for in pricing. In such a market, the price of a
financial derivative cannot be set according to non-arbitrage theory as traditionally exploited in [8, 23, 12, 22]. Modern
approaches to incomplete-market pricing can be broadly divided into two main categories. The first one involves
pricing a derivative based on a fixed “risk-neutral” martingale measure, either obtained from calibrating against market
data [20, 19, 1], by minimizing the distance to a physical measure [13], or by marginal indifference pricing [9]. The
second category involves methods that rely on identifying the indifference price of a risk averse hedging problem,
including for example good deals bound [21], expected utility indifference pricing [11], or the quadratic hedging models
[15,27, 17, 7]. We refer readers to [28] and [30] for comprehensive surveys of these methods.

In this paper, our focus is on studying a pricing method known as equal-risk pricing (ERP), which was first introduced
in the recent work of [18]. The method can be considered falling into the second category mentioned above in that it
involves the formulation of risk-averse hedging problems. In particular, it takes into account the risk preferences of both
sides of a contract and seeks a fair unique transaction price that would ensure the minimal risk exposures (according
to the formulated risk averse hedging problems) of both sides of a contract are equal. In [18], special attention was
paid to the case where risk is measured based on an expected disutility framework and where the market is incomplete
due to no-short selling constraints on the hedging positions. They proved the existence and the uniqueness of the
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Figure 1: Comparison of prices and hedging loss in the simple one period European call option pricing
example. (a) shows the upper and lower bound of the no-arbitrage interval, together with the equal risk and
e-arbitrage prices. (b) shows the worst-case loss incurred by each each party of the contract under their
respective optimal hedging strategies.

equal-risk price and provided pricing formulas for European and American options with payoffs that are monotonic in
the underlying asset price. In the case where the constraints are lifted, they showed that the equal-risk price coincides
with the price resulting from a complete market model.

To put into perspective the strength of ERP, we should emphasize that most pricing methods focus only on a single side
of the contract when formulating risk-averse hedging problems. The minimum price that a writer is willing to take
according to a writer’s hedging problem is however generally higher than the highest price that a buyer is willing to
pay according to a buyer’s hedging problem. Hence, there is a lack of mechanism to suggest a “transaction” price, i.e.
acceptable to both the writer and the buyer. ERP provides such a mechanism by suggesting that a transaction should
occur at a price which leaves both the writer and buyer with equivalent risk exposure. To better illustrate this point, one
can consider the example of pricing an European call option in the context where hedging can only occur at time zero.
We further assume that the risk free rate is zero, and that the underlying stock price starts at a value of 100$ while its
value at exercise time is known to be uniformly distributed over [90, 130]. In this context, a risk averse writer might
require that the price of an at-the-money option be set as high as 7.5$ to fully cover her risk while the buyer can use the
same argument to require a price of 0$. When a worst-case risk measure is used for both parties, one can show that
the ERP allows the two parties to settle for the price of 3.75% which exposes both of them to the same risk, i.e. 3.75$.
Alternatively, one could suggest a transaction price based on a quadratic hedging scheme such as e-arbitrage pricing
(see its application with worst-case risk measure in [3]), yet as shown in Figure 1, such paradigms can propose prices
that leaves both parties with surprisingly uneven risk, giving in some case even rise to arbitrage opportunities (c.f. the
negative price for strike prices between 110 and 130). We refer the reader to Appendix A for details of the analysis
presented in this figure.

The contribution of the paper can be summarized as follows:

o We extend the definition of ERP to the set of all monotone risk measures that can be interpreted as certainty
equivalent measures (i.e. p(t) = ¢ for all t € R). This class of risk measure includes the set of convex risk
measures for which we establish for the first time that ERP is arbitrage-free under weak conditions and
actually reduces to computing the center of a so-called fair price interval (FPI). In comparison to the work of
[18] which focused on an expected disutility framework that employs a fixed equivalent martingale measure,
our generalized framework allows an arbitrary, and possibly different, probability measure to be used by
each party, and corrects for the fact that the expected disutilities experienced by the two different parties are
intrinsically non comparable.

o In the case of discrete time hedging, we show how the boundaries of such a fair price interval can be obtained
by using dynamic programming for both European and American options as long as the convex risk measures
employed by the two parties are one-step decomposable and satisfy a Markovian property (see Section 2.1 for
proper definitions). These dynamic programs are amenable to numerical computation given that they employ
a finite dimensional state space. In the case of American options, they will also provide a different price
depending on whether the buyer is willing to commit up front to an exercise strategy.
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o In the context where the underlying asset follows a geometric Brownian motion, we show for the first time how
robust optimization can motivate the use of worst-case risk measures that only consider a subset of the outcome
space. Similarly to risk neutral risk measures (i.e. that measure risk using expected value), these worst-case
risk measures are easily interpretable and will satisfy the properties needed for dynamic programming to be
used. On the other hand, unlike risk neutral measures, they also provide risk aware hedging policies. Our
numerical experiments also indicate that the fair price interval might converge, as the number of rebalancing
periods increases, to the Black- Scholes price when an uncertainty set inspired by the work of [4] is properly
calibrated in a market driven by a geometric Brownian motion. If supported theoretically, such a property
would close the gap between risk neutral pricing and risk averse discrete-time hedging using worst-case risk
measures.

e We present the first numerical study that provides evidence that equal risk prices allow both the writer and the
buyer to be exposed to risks that are more similar and on average smaller than what they might experience with
risk neutral or quadratic hedging prices. In particular, when a worst-case risk measure is used, the risk inequity
for the higher quantiles of each party’s final loss will be reduced by a factor between 2 and 10 (depending on
the type of option) compared to e-arbitrage and Black- Scholes prices. This is done while keeping the average
risk among the two parties to a similar or better level.

The paper is organized as follows. In Section 2 we formally define the equal risk pricing framework and demonstrate
that this price coincides with the mid point of the fair price interval when risk is captured using convex risk measures.
In Section 3, we focus on the context of discrete-time option pricing and derive the dynamic programming equations
that can be used to compute the equal risk price for European and American contingent claims. Next, in Section 4, an
application of equal risk pricing is presented where the risk attitude of both writer and buyer is captured by so-called
worst-case risk measures. A numerical study is also presented to validate the quality of prices obtained using the equal
risk pricing paradigm both from the point of view of risk exposition for the parties and fairness. Finally, we conclude
the paper in Section 5. We further refer the reader to an extensive set of Appendices describing detailed arguments
supporting all propositions and lemmas presented in this article.

2 The Equal Risk Pricing Framework

This section presents equal risk pricing framework and provides an interpretation of the price resulting from this model.
In particular, we introduce the use of risk measures in pricing and hedging options based on this framework.

2.1 The Equal Risk Pricing Model

To present the equal risk framework, we consider a model of the market proposed by [31]. Namely, we assume
that the market is frictionless, i.e. there is no transaction cost, tax, etc. The filtered probability space is defined as
(Q, F,F = (Fi)o<i<r,P) and there is a money market account with zero interest rate, for simplicity and a risky asset
Si, with 0 < ¢ < T, which is F;-measurable. As in [31], we assume that the risky asset .S; is a locally bounded
real-valued semi-martingale process. Furthermore, the set of equivalent local martingale measures for S; is assumed
non-empty to exclude arbitrage opportunity.

The set of all admissible self financing hedging strategies with the initial capital pg is shown by X (pg):

t
X (po) = {Xt s, dce R, Xy =po +/ £sdSs = ¢, Vte [O,T]} ;
0

in which, for each t, the decision &, is F;-measurable and represents the number of shares of the risky asset in the
portfolio, X; is the accumulated wealth, and for simplicity, we assume that the risk free rate is zero. Although we
impose very few restrictions on the hedging strategies in the set X'(pg), as mentioned in [31], the assumption of locally
bounded real-valued semi-martingale .S; allows many jump-diffusion and pure-jump models to be considered for the
price process thus already giving rise to the possibility of an incomplete market. Alternatively, other definitions of
X (po) could be used here to model different characteristics of the market, e.g. discrete trading times (see Section 3), or
transaction costs, etc., without affecting the nature of our discussion.

We consider in this paper a class of payoff functions F'({S; }o<¢<7) that admit the formulation of F(St, Y7) where Y;
is an auxiliary fixed-dimensional stochastic process that is F;-measurable. This class of payoff functions is common in
the literature, for example in [7] and is more easily amenable to numerical methods (see Section 3 for more detailed
discussions in a Markovian setting). Here are a few examples, where we denote by {tk}ivzl a set of discrete time points.
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1. Options on the maximum value reached by a stock. The option pays off the maximum stock price reached
during {t }2_, and is defined by:
F
(k_r?,?f}.(,N St") ’

which is a function of the whole history of the stock price. In order to define the payoff as a function of some
variables at the current time, Y; can be defined as:

Y, = max Sy, .
kit <t

Using this definition, the payoff of the option at the maturity can be written as a function of Y.

2. Asian options. The payoff of an asian option is a function of the average stock price during {tk}ffvzlz
N
F (N > stk> :
k=1

Y;:% > S

kit <t

Letting Y; have the following form:

Again the payoff of the option at the maturity can be written as a function of Yr.

For a broader range of options that can be as well recast into the above general form of payoff function, we refer readers
to [7].

Knowing the option payoff at maturity and assuming that the risk aversion of both participants are respectively
characterized by two risk measures p* and p?, i.e. that map any random liability in L,(Q, Fr,P), which one wishes to
minimize, to the set of real numbers (or infinity) and capture the amount of risk that is perceived by the participants, it
is possible to define the minimal risk achievable by the option writer and the buyer as follows:

w ']”]f jw F T YT XT 121
( 0) XEIX(;DO) ( (S ’ ) ) ( )

b = inf /)b —F(St,Yr) — X 1b
0 (po) ;(( 0) ( ( T, T) T) ) ( )

where pg € R represents the price that is charged by the writer to the buyer for committing to pay an amount F'(St, Y1)
to the buyer at time 7". The quantities 0™ (pg), 0°(po) are the minimal risks associated to the optimal hedging of the
writer and the buyer, respectively. In equation (1a), the writer is receiving pg as the initial payment and implements an
optimal hedging strategy for the liability captured by F'(St, Yr). On the other hand, in (1b) the buyer is assumed to
borrow pg in order to pay for the option and then to manage a portfolio that will minimize the risks associated to his
final wealth F'(St, Y1) + Xr. Note that while in practice the buyer usually might not buy an option by short-selling
the risk free asset and might not optimize a portfolio with the intent of hedging the option, equation (1b) identifies the
minimal risk that he could achieve by doing so, which can certainly serve as an argument in negotiating the price of the
option given that this is always a possibility for him.

Following the work of [18], the notion of minimal risk achievable for both participants can in turn be used to define an
equal risk price as follows.

Definition 1. (Equal risk price) Given that both the writer’s risk measure, p*, and buyer’s risk measure p’ are
interpretable as certainty equivalents, i.e.:

VeeR, plc)=c, @)
and are monotone', i.e. having X, Y representing costs,
VX,Y, X>Yas = pX)>pY), 3)

then the equal risk price is defined as the unique pg that satisfies

0“(py) = 0"(p§) € R, 4)

when such a unique price exists.

'Technically speaking, we also require both risk measures to satisfy Fatou’s property and to satisfy p(X) =
limm— o0 p(min(X, m)) when X is uniformly bounded from below while it should satisfy p(X) = limp,— e p(max(X, —m))
when X is uniformly bounded above if the limit is finite otherwise be considered undefined (see [31] for details).



A PREPRINT - SEPTEMBER 15, 2020

The reason for imposing equation (2) is to make sure that the units of ¢ and " are comparable, i.e. that risk is
expressed in the units of equivalent certain payoffs. Note that this assumption is not imposed in [18] where the notion of
equal risk price can become arbitrary, e.g. when p measures expected utility since utility functions are defined only up
to positive affine transformations. Note also that this definition of equal risk price holds for general European options
yet we will later present a similar definition for American options as well.

Besides the equal risk price, in an incomplete market with two risk averse market participants, another relevant and
closely related concept takes the form of the following “fair price interval” (c.f. [5]).

Definition 2. (Fair price interval) Given a writer’s risk measure p* and buyer’s risk measure p°, the fair price interval
is defined as the interval of prices for which both the writer and the buyer are unable to exploit the market to completely
hedge the risk of the contract they have agreed upon. Mathematically, the fair price interval takes the form [pf, p¥],

where pg = sup{po|0®(po) < 0} and py = inf{po| 0™ (po) < 0}.

It is worth differentiating the FPI from the no-arbitrage interval. In particular, the latter is defined as the interval [}, p¥],
such that:

Po = sup{po|3X € X(—po), F(St,Yr) + X1 > O as.}
and

]310” = 11’1f{p0|3X S X(po), F(ST,YT) —Xr<o0 a.s.}.
One can easily exploit the fact that the risk measures are interpretable as certainty equivalents and monotone to show
that the FPI, which accounts for the fact that the two parties are not arbitrarily risk averse, is necessarily a subset of the
no-arbitrage interval. While the no-arbitrage price interval is always guaranteed to be non-empty, this is not necessarily
the case for the FPI. An empty FPI captures the existence of a price for which both the writer and buyer end up being
exposed to a negative risk thus making the ERP paradigm less relevant.

Note also that both the equal risk price and fair price interval can only be measured if the risk measures p* and p® are
known. In practice, this might require both parties involved to provide supporting evidence for their respective choice
of risk measure in the form of historical decisions that were taken using such measures. In the rest of the paper, we
make the assumption that the true risk measures are known by each party.

2.2 Equal Risk Pricing with Convex Risk Measures

Since the work of [2], it is now common to define coherent risk measures as risk measures that satisfy the following
properties, where X and Z represent two random liabilities:

e Monotonicity: if X < Z a.s. then p(X) < p(Z)

o Subadditivity: p(X + Z) < p(X) + p(Z2)

e Positive homogeneity: If A > 0, then p(AX) = Ap(X)

o Translation invariance: If m € R, then p(X +m) = p(X) +m
e Normalized risk: p(0) = 0.

The first property naturally applies because if at any possible state that may happen the amount of liability X is less
than the liability Z, then the risk of X is less than the risk of Z. The second property is specifying that diversification
does not increase the risk. The third property is implying that the risk of a position is linearly proportional to its size.
Finally the last property implies that the addition of a sure amount to a random liability will decrease the risk by the
same amount. By relaxing positive homogeneity and subadditivity with the following convexity property, the family
of risk measures becomes known as the larger family of “convex risk measures" ([14]):

e Convexity: p(AX + (1 —X)Z) < Ap(X)+ (1 —AN)p(Z),for0 < A < 1.
Without loss of generality, In order to ensure that an equal risk price exists, we impose that participants are unable to

design self financing hedging strategies that reach arbitrarily low risks.
Assumption 2.1. We assume that the risk measures, p* and p® satisfy a “bounded market risk” assumption, i.e.

0> inf pY(—X — 0> inf P(—X —50.
_xégc(o)p( r) > =0, _Xérplc(o)p( 7) >~

In particular, if the risk measures are coherent, then this assumption implies that*

inf p“(—Xr) = inf p’(—Xr) =0.
Xér;lc(o)p( ) =0, Xég((o)p( ) =0

Indeed, for a coherent risk measure, we have that inf xcx(0) p* (—X1) < 0implies that inf x ¢ x(0) p*' (=X 1) = —00 because
of positive homogeneity.
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Note that this assumption was also made in [31] (see Assumption 2.3) and reflects the fact that a participant believes
that he cannot make an arbitrarily large risk-adjusted profit from trading in this market. We argue that in the context of
equal risk price, it is made without loss of generality since if either risk measure violates the condition, then one should
simply conclude that there exists no equal risk price as defined in Definition 1. This is due to the fact that for all pg, we
would have for example that

0"(p) = _inf p"(F(Sp.Yr) ~ Xr) € _inf (1/2)p" (2F(Sr.Yr) + (1/2)p(~2Xr)

(/29" (2F (Sr.Yr)) =po+ inf (1/2)p(~2X7) = ~o0 ¢ R.

An interesting conclusion can be drawn regarding the relation between the equal risk price and the fair price interval
when both risk measures are convex risk measures.

Proposition 2.1. Given that both p® and p® are convex risk measures, an equal risk price exists if and only if the fair
price interval is bounded. Moreover, when it exists it is equal to:

po = (0(0) — 0"(0))/2,
which is the center of the fair price interval if the latter is non-empty.

Based on the Proposition 2.1, when using convex risk measures, the equal risk price can simply be found by evaluating
the two boundaries of the fair price interval.

Following up on an important concern raised about the e-arbitrage pricing approach, based on a result from [31], we
can actually confirm the fact that for convex risk measures that satisfy the bounded market risk property, the equal risk
price is arbitrage-free under weak conditions.

Lemma 2.2. If the fair price interval exists and is non-empty and both p® and p® are convex risk measures, then the
equal risk price lies in the no-arbitrage price interval.

In what follows, we will show how the result of Proposition 2.1 can be further exploited to identify the equal risk price
of both European and American style options using dynamic programming in a context where hedging is implemented
at discrete time points.

Remark 1. We should note here that in the case where the risk measures do not satisfy the translation invariance
property, one can still exploit the above observation that the equal risk price falls within the fair price interval and is
therefore arbitrage-free assuming non-emptiness of this interval. Namely, if such a price exists, one can identify it by
employing a bisection algorithm that can establish A(pg) := 0% (po) — 0°(po) = 0. The convergence of a bisection
method can rely on the fact that A(pg) is non-increasing and that it is greater or equal to zero at p and lower or equal to
zero at py’. Finally, some guidance regarding the derivation of dynamic programming equations for this more general
context can be found in Appendix C.2.

3 Discrete Dynamic Formulations for Equal Risk Pricing Framework

In contexts where trading can only occur at specific periods of time {tk}fgol C [0, T, one typically redefines the set of

all admissible self financing hedging strategies in terms of the wealth accumulated at each period:

X(po) = {X:QHRK

k—1
HaHsy, Xe=po+ Y GwASwi, Ve=1,.. .,K} ,
k=0
where ASy 1 = St,,, — S, and where, for each £ = 0,..., K — 1, the hedging strategy ¢ is a random variable

adapted to the filtration F = (F;,, ..., F;,._, ) and captures the number of shares of the risky assets held in the portfolio
during the period [tx, ti+1]. Finally, we assume that all random variables of interest in the discrete hedging problem
are well-behaved.

Assumption 3.1. There exists some p € [1, 0o such that all X € X (py) is such that for all k = 1,. .., K we have
that X, € L,(Q, Fi, ., P) and that the payoff function F(St,Yr) € L,(Q, Fr,P).

In particular, this assumption allows us to make use of a decomposability property of risk measures, which as shown in
[26, 25, 24] is a key concept for producing a dynamic formulation for problems (1a) and (1b).

Definition 3. (One-step decomposable risk measures) The measure p : £, (€2, Fr,P) — R is “one-step decomposable"
if there exists a set of risk measures {py, } = such that p(X) = po(p1(- -+ pr—2(pr—1(X))---) and where each
measure pi, : L,(, Frg1,P) = L,(Q, Fi, P) is a conditional risk mapping (as defined in [26], i.e. it satisfies the
following properties:
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e Conditional convexity : VO € [0, 1], VX,Y € L,(, Fiy1,P), pp(0Y + (1 — 0)X) < 0pp(Y) + (1 —
0)pr(X) a. s.

o Conditional monotonicity : VX,Y € £,(Q, Fr41,P), Y > X a.s. = pp(Y) > pp(X) a. s.

o Conditional translation invariance : VX € L,(Q,F,,P), Y € L,(Q Fit1,P), pp(X +Y) = X +
pr(Y) a.s.

Additionally, a coherent risk measure is said to be “one-step coherently decomposable” if each measure pj; also satisfies
o Conditional scale invariance : Vo > 0, VX € L,(Q, Fi+1,P), pr(aX) = app(X) a. s.

Among all risk measures that are one-step decomposable, a special class of risk measures can be shown to be especially
attractive from a computational point of view. We will refer to these measures as Markovian risk measures which can
be used when the filtered measurable space (€2, F) is a progressively revealed product space.

Definition 4. The filtered probability space (2, F,F,P) is said to be supported on a progressively revealed product
space if there exists a sequence {(Q, Xx)}_, such that (€2, F) is the product space, i.e.  := xK Q4 and
F = @& 3, and F is the natural filtration in this space, i.e. F := {o(m : &’ < k)}X_ |, where 7 (w) := wg.

With this definition in hand, we are now ready to define the class of Markovian risk measures. We note that a similar
class of risk measure was proposed in [25] in the context of a Markov decision processes. We however simplify the
definition by exploiting the fact that conditional risk mappings are unaffected by decisions.

Definition 5. (Markovian risk measure) Given that (€2, 7, F, P) is supported on a progressively revealed product space
defined through some {(Q%, Xx) }X_,, a one-step decomposable risk measure is said to be Markovian if there exists an F
measurable stochastic process 0y, : 2 — R™, with k = 0, ..., K, that follows some dynamics 01 (w) = f(0k(w), wk)
for some f : R™ x Qf — R™, and some g, : L£,(Qt1, Bkt1, Prr1) X R™ — R, with Py ¢ the marginalization of P
on 21 such that: ~

pk:(Xvw) = ﬁk(Hk(Xaw)7 ek(w)) )

where IT;, (X, w) is a random variable in £,,(Qp41, Xg+1, Prr1) defined as T (X, w, 0r+1) = X (W1.k, Ok 1, Wkt 1:K)-
Finally, given that the decomposable risk measure in this paper will be used in an arbitrage free financial market, one
can formulate an assumption that imposes the bounded market assumption 2.1 on each conditional risk mapping.

Assumption 3.2. (Bounded conditional market risk) A one-step decomposable risk measure p is said to express
“bounded conditional market risk” if each conditional risk mapping pi. satisfies the following properties:

K
0> inf - ASpi1) > —ocoa. s.
> 1n§K_1pk,K( ;{& t+1) 00 a. s

where pr k(X) = pr(pk+1(- - pr—1(X)---).  Furthermore, if it is conditionally scale invariant then
. K
infe, .. excy Pri (= Dy §eASe41) = 0.

In what follows, we derive dynamic equations that can be used to compute the equal risk price of European and
American style options in discrete time trading. We further exploit the translation invariance and Markovian properties
to reduce the dimension of the state space required to formulate the Bellman equations. We also conclude this section
with an example of such equations when employing a recursive conditional value-at-risk measure.

3.1 European Style Options

In order to evaluate the equal risk price of options of the form of F'(St, Y7 ) in discrete time with convex risk measures,
as described in Proposition 2.1 one should solve problems (la) and (1b) under the feasible set of strategies X'(0).
Interestingly, the work of [24] provide simple arguments for deriving useful dynamic equations in contexts where the
risk measures are one-step decomposable risk measures.

Proposition 3.1. Given that p* and p® are one-step decomposable risk measures as defined in Definition 3, then
0" (0) = V¥ and ¢°(0) = Vb, where each Vi and V}? for k = 0, ..., K are defined as follow:
Writer’s model:

ka(LU) = lglfp}:(_kaSk-‘rl + Vk,‘w-i-hw) ) k= 07 s 7K -1 (5a)
VK (w) = F(Sk(w), Yk (w)) . (5b)
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Buyer’s model:
V2 (w) = i?fpg(—gkASkH + Vi w), k=0,...,K -1 (6a)
k
Vg (w) = —F(Sk(w), Y (w)), (6b)

and assuming that each V; € L,(Q, Fi, P) and V¥ € L,(Q, Fi.,P). Furthermore, the minimal risk hedging policy
Jor both the writer and the buyer can be described respectively as:

K(w) € argnglinpiu(*kaSkH +Vidw), Vhk=1,..., K -1
k

(W) e argrrglinpi(—gkASkH + VW), Ve=1,...,K —1.
k

We then get that if the filtered probability space is supported on a progressively revealed product space, if both AS},
and AY}, := Y}, — Y;,_1 are measurable on Xy, such that they co-exist in both £,(Q2, 7, P) and £,(Q, Xy, Px), and

if both p and p? satisfy the Markovian assumption with respect to 8% and §° respectively, then we can derive finite
dimensional Bellman equations that allow us to compute the equal risk price. These can be defined as follows:

Vi (Sk, Yk, 0%) == F(Sk,Yrk)
and recursively

Vi (Sk, Y, 0) = iglf Ok(—ExASk i1+ V(Sk + ASki1, Vi + AYiy1, fu(01)), 0k)

where each fj, (0}) can be considered a random variable in £,(Qx41, Xg+1, Pry1). These equations have the property
that:

Ve () = Vi (ke (), Yie (), 0 ()
and recursively that if V", | (w) = V2 (Sk41(w), Yiey1(w), 0} (w)), then we have that:
Vif(w) = lgf Pie (—E&kASk1 + Vily, w)
= igcf Py (—&eASkr1 + Vi Sk, Vi1, 0 1), w)
inf (M (=€ A + Vit (St Yiewr, 00)), 0 (@),
= inf P (—6eASke1 + Vi (Su(@) + A, Yi(@) + AYis, (1), 07 (@)
= Vi(Sk(w), Yi(w), 0 (w)) -

From these derivations we see that o* (0) = Vi = V{*(So, Yo, 8%). In the case of the buyer, similar derivations lead to
the Bellman equations:

V}é(SK,YK,H%) = _F(SKvyK)
and ~ -
V2(Sk, Vi, 0}) = i?f Pr(—ErASkr1 + V341 (Sk + ASpyr, Vi + AYiga, f2(67)),67)

which can be used to compute 0%(0) = V& = V(So, Yo, 63). We can therefore conclude that p; = (Vi (S, Yo, 6%) —
%b(507 Yo, 98))/2

3.2 American Style Option

Contrary to European options, the exercise time of American options is flexible and up to the buyer’s decision. Therefore,
in the equal risk model we need to consider the interaction between an optimal exercise time and one-step decomposable
risk measures. Similarly as in [24], we will define the exercise time as a “stopping time” adapted to the filtration F, i.e.
that it is a random variable 7 : Q — {0, ..., K}, such that {w : 7(w) =t} € Fy, forall Vt = {0, ..., T'}. Considering
that the option payoff is now F;(S;,Y;) € L,(2, F;,P) at time ¢ if and only if 7 = ¢, we let F-(S;,Y;) capture the
new payoff function which is defined as follows:

T

FT(STvy‘F) = ZH{T:t}Ft(St’ }/t) ’
t=0
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where ]I{T:t} is the indicator function, which is one for 7 = ¢, and zero otherwise. We also redefine the set of
self-financing hedging strategy to make its relation to 7 explicit:

] . 3X5 = po, ¥ =1, K — 1,36k, {1 }
X- =3XT T x Q= RE 0 S } 7
(o) { x Xi (1) = X7 (1) + (&p1{T > k} + Z?:o ST =1i})ASi1, VT €T

where 7 is the set of all exercise time process, and where each &, and é}c are ', -adapted. Specifically, £, models the

hedging strategy that is implemented at time & when exercise has not occurred yet while &/ models the hedging strategy
that is implemented at time k& when exercise occurred in period k" = 1.

Remark 2. We need to emphasize the fact that in most of the recent literature, hedging is considered to stop once
the option is exercised. We intentionally omit making this assumption up front and choose to model the possibility
of hedging for both the writer and the buyer throughout the horizon. We will later show that when p* and p® are
one-step coherently decomposable, the two approaches become equivalent, i.e. one can consider that f}c = 0 for all
k=0,...,7—1landall: =0,...,k (see Section 3.2.3 for further discussion). In cases where the assumption does
not hold, we consider important to model hedging beyond exercise time in the buyer problem in order to avoid having
incentives to delay exercise time simply to be able to benefit from later market opportunities. Similarly, in the writer’s
problem, if hedging stops at exercise time, the worst-case exercise time policy could be biased towards zero in order to
prevent the writer from benefiting from later market conditions. We also note that in any case, the analysis that follows
can straightforwardly be adapted to a definition of the set of self-financing hedging strategies that explicitly enforces no
hedging beyond exercise time.

In this context, the definition of the equal risk framework needs to be adapted to account for the presence of 7. In what
follows, we will consider two formulations.

Definition 6. ERP with Commitment. Given that both the writer’s risk measure, p*, and buyer’s risk measure p® are
interpretable as certainty equivalents and are strictly monotone with respect to certain amounts, then the equal risk
price with commitment, when it exists, is defined as the unique p{ for which there exists a stopping time policy 7* that
satisfies:

0¥ (pg, ) = Qb(pS,T*) cR & T € arngin gb(pS,T) ,
where
0“(po,7) = inf  p"(F(S:,Y;) — Xi(7)) @)
XT€X:(po)
&’ (po,7) = inf  p"(=F(S:,Y;) — X (7). ®)
XTeX,(—po)

In simple terms, Definition 6 reflects the assumption that the buyer of the option commits to following a risk minimizing
exercise strategy at the moment of purchasing the option. With this information, the writer can be more effective in
hedging the option which, as will be shown, has the effect of giving rise to a lower equal risk price then when no
commitment is made by the buyer. While we note that in practice, it might not be interesting for a buyer to commit
upfront to an exercise strategy, the notion of ERP with commitment can serve the purpose of assessing the “cost of
non-commitment”, which is a concept that is unique to the pricing of American options in an incomplete markets
(because of the multiplicity of arbitrage-free prices) and which can help interpreting the ERP without commitment.

Definition 7. ERP without Commitment. Given that both the writer’s risk measure, p", and buyer’s risk measure pb
are interpretable as certainty equivalents and are strictly monotone with respect to certain amounts, then the equal risk
price without commitment, when it exists, is defined as the unique pjj that satisfies:

0¥ (py) = o2 (py) €R,

where
o¥(po) = inf  supp”(F(S:,Y:) — Xf(7)) ©)
XT€X (po) T
dhpo) = inf  inf pP(—F(S,.Yy) - X (7). (10)

XTE-X‘T(_T)U) T

Note that in this definition, the writer is unaware of the exercise strategy that will be employed by the buyer. He
therefore considers the minimal risk of entering in this contract agreement as being the risk achieved by following an
optimal hedging strategy that is adapted to both the filtration and the information about 7 that is progressively revealed.

We now demonstrate how the equal risk price necessarily increases when passing from the “with commitment” to
“without commitment” framework.
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Lemma 3.2. Given any American type option, the ERP with commitment p} is always smaller or equal to the ERP
without commitment p,..

In what follows, we derive dynamic programming equations that can be used to compute the ERP in both type of settings.
Section 3.2.3 then exploits these equations to establish that when the risk measures are coherently decomposable, risk
cannot be reduced by hedging beyond the exercise time.

3.2.1 Bellman Equations for Equal Risk Price with Commitment

We start with a simple lemma that extends the result of Proposition 2.1 to the context of an American option with
commitment.

Lemma 3.3. Given that both p* and p® are convex risk measures, an equal risk price exists if and only if the fair price
interval defined as:

[_Qb(oa 70)7 Qw<0a TO)] )
where Ty € arg min, o°(0,7), is bounded. Moreover, when it exists it is equal to the center of this interval which can
be calculated as:

pS = (Qw(OaTO) - :Qb(077-0))/2'

Lemma 3.3 indicates that to evaluate the ERP, one needs to be able to compute ¢ (0, 7) and ¢”(0, 7) for any fixed
exercise policy 7, and to identify a procedure that can solve the optimal exercise time problem: min, o°(0, 7). As for
the case of European options, all these elements can be characterized using dynamic programming equations.
Proposition 3.4. Given that p* and p® are one-step decomposable risk measures as defined in Definition 3, then
0" (0,70) = Vg¥(70) and 0°(0,79) = V{(0), where for any exercise strategy T, each V* (1), V,2(0), and V(1) for
k=0,..., K are defined as follow:

Writer’s model:

Vil (T, w) = igfpﬁ(vkﬁl(T) — &kASky1,w) + {7 (w) = k}F (S (w), Yi(w))

VE(r,w) = 1{r(w) = K} F(Sk(w), Yk (w)). (b
Buyer’s model:
Vi (1,w) 1= inf o (~€eASii1 + Vi (1),w) (12)
V2(0,w) :=min(VE(1,w) — F(Sk(w), Ya(w)), igfﬂz(*kaSkH + kaH(O),w)) (13)
VE(Zx,w) = —(1 — Zg(w))F(Sk(w), Y (w)) . (14)
b

and assuming that each V;* (), V(0), and V(1) are in L, (2, F,P). Furthermore, a feasible candidate for to can
be found using

7o(w) = min{k =0,..., K|V (0,w) = V(1,w) — F(Sk(w), Ye(w))}. (15)

Finally, given that the option is sold at the equal risk price p}y = (V¥ (10) — V(0))/2 based on an exercise strategy T,
the minimal risk hedging policy for both the writer and the buyer can be described respectively as:

(1 w) = & (Tw) € argrrélicnp}f(Vklj_l(T) — & ASky1,w),Vi=0,...,k,k=1,..., K -1
for the writer, and
(W) =& (w) € arg min pj (—€rASke1 + Vi (Hro(w) S k) w), Vi= 0,k k=1, . K =1 (16)
for the buyer.

In order for the evaluation of ¢ (0, 7o) and 0% (0, 7o) to be computable numerically, it becomes essential to identifying

Bellman equations on a finite dimensional state space. When the Markovian assumption holds for both p* and p® with
respect to some process 6y, these can be derived as follows. For the buyer’s problem, we have that:
VL, Sk, Yi, Or) = i?fﬁZ(_skASk-H + V21 (1, Sk + ASky1, Yi + AYiy1, f(61), 0r)
k
ka(o, Sk, Yk, Qk) = Inln(f/kb(l, Sk, Yk, Qk) - F(SK, YK), (17)

igflf Do (=€ ASk11 + V21 (0,8, + ASii1, Yi + AYiir, f(Ok, wi+1), 0x))
Sk

V}g(ZK,Sk,Yk,ek) = _(1 - ZK)F(SK,YK) .

10
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In order to obtain an optimal exercise policy, one can first observe that with
70(w) = min{k = 0,..., K|V2(0, Sk(w), Yi(w), O (w))
= V2 (1, Sk(w), Ya(w), 0(w)) = F(Sk(w), Y(w))} -
Yet, when letting Z;, := 1{79 = k} and Z}, := 1{r9 < k}, we can define:
gk(Zka Ska Yka ek) = 1{(Zk - 0) & (vkb(oa Ska Yka ek) - ka(l; Skv ka gk) - F(SKv YK))}
so that ~
Zp (W) = ge(Zk (W), Sk (W), Yi(w), Ok(w)) ,
and ~ ~ ~
Zis1(w) = Zp(w) + gu(Zk(w), Sk(w), Yi(w), O (w)) -

This implies that 7 (w) = ZkK:o 91 (Zp(w), S (w), Y (w), Ok (w)) which can be implemented by exploiting the Bellman
equations. We can then proceed with describing the reduced equations for the writer’s problem:

Vi (Zy, Sk, Vi, 1) 1=
i?f PP (—ExASki1 + Vily (Z + gk (Zi, Sk, Yies Ok), Sk + ASki1, Vi + AVii1), fr(0k)), 0x)+

96(Zk, Sks Yi, 0%) F (Sk, Yi)

V¥ (Zk, Sk, Yie,0k) = g (Zx, Sk, Yic, 0k ) F(Sk, Yic ),

so that o
ka(TO7 w) = ka(Z(w>7 Sk(w)v Yk(w)’ ek(w)) :

3.2.2 Bellman Equations for Equal Risk Price without Commitment

In the context of a contract where the buyer does not commit to a specific exercise policy, Proposition 2.1 extends
straightforwardly yet we provide the details in the following lemma for completeness.

Lemma 3.5. Given that both p* and p® are convex risk measures, an equal risk price exists if and only if the fair price
interval defined as [— 0% (0), 0¥ (0)], is bounded. Moreover, when it exists it is equal to the center of this interval which
can be calculated as pjj := (0% (0) — 02(0))/2.

The main difference between this case and the case with commitment is that in order to compute ¢¥(0), now there is
a need to further determine the worst-possible exercise policy that the writer would hedge against. Since the whole
hedging problem for the writer now takes the form of a minimax optimization problem, additional care has to be taken
to ensure the decisions of hedging and exercising (the options) are executed in the right order when formulating the
Bellmanequations. In particular, we proceed by fixing first the hedging decisions and identifying recursive equations that
solve the worst-case exercise time problem ([24]). We then use the arguments based on the interchangeability principle
in dynamic programming (see [24]) to establish that the hedging decisions that minimize the recursive equations
globally can be obtained from decisions that minimize the recursive equations stage-wise. The details can be found
in the appendix and this leads to the following dynamic programming equations. On the other hand, it is not hard to
confirm that the computation of ¢” (0) for the buyer coincides with the computation required in the case of commitment.

w

Proposition 3.6. Given that p* and p® are one-step decomposable risk measures as defined in Definition 3, then
0% (0) = Vg#(0) and ¢°(0) = V(0), each V¥ (0) and V¥ (1) for k = 0, ..., K are defined as follow:
Writer’s model:

VP (1,w) == igcf pi (=& ASk1 + Vi1 (1), w) (18)
V¥ (0,w) := max(V;¥ (1,w) + F(Sk(w), Yi(w)), i?kf pr (=& ASky1 + Vi 1(0),w)) (19)
Vi (Zg,w) = (1 = Zg (w)) F(Sk (W), Yi (W), (20)

while V2 (0) and V;? (1) are defined as in equations (12)-(14) and assuming that each V¥’ (0), V¥ (1), V;(0), and V,?(1)
are in L, (2, Fi,P). Furthermore, given that the option is sold at the equal risk price pf, = (V'(0) — V2(0))/2, a
minimal risk hedging policy for the writer can be described as:

(@) = €i(w) € argmin pff (~§eASk + Vil (17 Sk} w), ¥i= 0,k k=1, K =1,

where T is the observed exercise strategy. In the case of the buyer, a risk minimizing hedging strategy is as in equation
(15) while a risk minimizing exercise strategy can be found using equation (16).

11
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When the Markovian assumption holds with respect to some process 6y, we can again derive finite dimensional
equations. In particular, for the buyer’s problem, these are exactly as presented in equations (17). On the other hand, for
the writer’s problem, we have that:

Vi (1, Sk, Vi, Ox) := i?fﬁ}:(_kaskJrl + Vi1 (1, Sk + ASjt1, Vi + AYp1, f(01), 0r)
Sk

Vi2(0, Sk, Yi, 0x) := max(V¥ (1, Sk, Yi, 01) + F(Sk, Y ),

) . 2n
I?f P (—&uASki1 + Vi1 (0, Sk + ASkq1, Yi + AYipn, f(01),6k))

Ve (Zrc, Siey Yie, O1) = (1 — Zg)F(Sk, Yic) .

3.2.3 On the Value of Hedging Beyond the Exercise Time

As pointed out in the beginning of Section 3, our dynamic programming (DP) formulations of the hedging problem
are more general in that they allow for the possibility of hedging after the exercise of the options. This in principle
provides the opportunities for both the writer and buyer to seek further risk reduction. But at the same time it adds
additional complexity to the DP formulation, which becomes computationally more costly to solve than the DP that
assumes no hedging after exercise of the options. In this section, we identify the condition under which hedging beyond
the exercise time actually does not reduce risk. In particular, based on our general DP formulation, we find that it is
actually optimal to stop hedging after the exercise time if the employed risk measure is coherent.

Corollary 3.7. If p* is one-step coherently decomposable, then it becomes optimal for the writer to terminate the
hedging strategy at the exact moment that the American option is exercised. The same applies to the buyer.

As detailed in Appendix C.8, this observation is closely related to the assumption of bounded market risk, in which
case there exists no risk reduction opportunity when measured according to a coherent risk measure. Since in this case
hedging beyond exercise time adds no value, one can simply employ a DP formulation that assumes that hedging stops
at the exercise time.

In the next section, we elaborate on a specific class of coherently decomposable risk measure, referred to as “worst-case
risk measures”. We further provide numerical evidence on the quality of prices obtained using such risk measure both
from the point of view of risk exposure and fairness.

3.3 Recursive Conditional Value-at-Risk Example

In this section, we provide a specific example of the Markovian counterpart of a popular one-step decomposable risk
measure. We demonstrate how our results can be applied to this risk measure so as to write down the corresponding
Bellman equations.

We start by assuming the stochastic processes Sy and Yz, admit the following recursive representation, which is common
in many applications:

Sk+1 = f(Sk,€rt1)s Yerr = 9(Yk, €41,
for some f : R x R™ — Rand g : R" x R™ — R™, and (e, ..., €x ) is a realisation of the progressively revealed
outcome space §) := x 1 R"< equipped with probability measure P and natural filtration F.
Definition 8. (Recursive conditional value-at-risk) Given a random variable X and a process { ﬂk}kK:_Ol which is Fj,

measurable, i.e. 5 := R — R, the recursive conditional value-at-risk measure p is a one-step decomposable risk
measure obtained using a conditional value-at-risk measure, defined as

1
1 —Brler(w),. .., ex(w))

pp(X,w) = irtlf t+ E[(X -0 |laW),... ew)],

as the conditional risk mapping.

Note that the recursive conditional value-at-risk measure defined above only qualifies, in its general form, as a Markovian
risk measure if one considers 6, := [e] ... e{]T. This can quickly give rise to the curse of dimensionality when
constructing and solving the associated DP formulation. To circumvent this issue, a common practice is to assume that
the ¢, process satisfies the Markov property, i.e. E[X|e1(w), ..., ex(w)] = E[X|ex(w)] for all X € L£,(Q, Fiy1, P).
One however also needs an additional assumption about the ) process such that S, = h(Sk—1,€x) for some h :
R x R™ — R, in order to satisfy the Markovian risk measure assumption under a process 0, := [Bx_1 efil]T

12
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We can now summarize the Bellman equations that can be derived for the case of a recursive conditional value-at-risk
that is Markovian with respect to 6 by following the result and discussions in Section 3.1. Namely, the writer problem’s
Bellman equations for the case of European options can be written as follows:

V5" (S0, Yo) = lgﬂtf b+ _lﬁoE[(—f(f(So’Gl) — S0) + Vi*(£(So, €1), 9(Yo, 1), h(Bo, e1), e1) — 1) 1],
Vi (Sks Ya, Br k) =
inf et jﬁkE[*ﬁ(f(Sky ert1) = Sk) + Vila (F (Sky ex11), (Vi €41), P(Brs €n41); €)= 8) T ler]

and f/;é’ (Sk, Yk, Bk, ex) = F(Sk, Yk). Similar Bellman equations can be derived for the buyer and we omit them
for brevity.

In the case of American option, we can follow the result and discussions in Section 3.2.2. to write down the following
Bellman equations for the buyer:

V2(0,Sk, Y, Bk, €x) = min ( — F(Sy, Yz),

. 1 -
inf ¢ 4+ 2Bl (f Sk eir1) = Sk) + Va0, (Ss €n41): (Vs €01), (B i) €1) = L‘)*f’“])
and o ~

Vi (Zk, Sk, Yk, Bi, ex) = —(1 — Zk)F(Sk, Yi),
where we exploited the fact that f/kb(l, Sk, Yk, Brex) = 0 since the conditional value-at-risk conditional risk mapping is
coherent and Corollary 3.7 applies. We omit the writer’s equations for brevity.

The arguments used above can be employed for many other recursive risk measures as long as py, is the conditional
analog of a law-invariant coherent risk measure.

Example 3.1. One obtains a recursive mean semi-deviation measure when using a conditional risk mapping py, defined
as pp(X) = E[X|Fr] + seE[((X — E[X|Fi])+)"|Fu] 7, where sy is F-measurable.

Example 3.2. One obtains a recursive mean CVaR measure when using a conditional risk mapping py, defined as
k(X)) = E[X|Fi] + ki (inft t+ ﬁE[(X - t)ﬂ}"k]), where ky, > 0 and By, € [0, )1 are Fi-measurable.

On the other hand, it is worth emphasizing that one-step decomposable risk measure that are constructed based on the
composition of law invariant coherent risk measures as suggested above are not law invariant unless the conditional
mappings are expectation or worst-case risk measures [29]. This motivates us, in the following section, to focus our
numerical study on the latter class of risk measures.

4 Numerical Study with Worst-case Risk Measures

In this section, we provide necessary details of implementing the equal risk pricing model in the case where the risk
measure takes the form of a worst-case risk measure. In particular, such form of risk measures has been considered in
the literature of robust optimization, which requires the specification of an uncertainty set U over which the worst-case
loss is calculated. The e-arbitrage pricing model mentioned earlier in the introduction is one example that employs an
uncertainty set motivated by central limit theorem. While the e-arbitrage pricing model does not distinguish between
the writer’s and the buyer’s loss, the equal risk pricing model proposed in this paper does, and one of our goals in this
section is to demonstrate numerically the strength of the equal risk pricing model over the e-arbitrage pricing model.
We will also benchmark the equal risk pricing model against the Black-Scholes pricing model in the case of European
option, and against the binomial pricing model in the case of American option.

To facilitate the comparisons between the aforementioned models, we start by considering a market of assets that are
driven by a Geometric Brownian Motion (GBM). We assume that the asset returns can only be observed at a set of
uniformly distributed time points on the interval [0, T'] such that each time point ¢, := kT/K, k = 1, ..., K. Without
loss of generality, we can write S;, = S()Hf“=1 (1 + 71) to denote the dynamic of asset price given a random vector of
observed returns taking values in R” and an initial asset price Sp. In order to formalize worst-case risk measures over
such a market, we consider an outcome space ) := R and an associated filtered probability space (R, B(R¥X), F,P),
where B(R¥) is the Borel o-algebra on RX, and F := {o(r}s : ¥’ < k)} is the natural filtration. We let P be the
probability measure that captures

14 74) ~ (i.id. Lognormal(uT/K,o*T/K), k=1, ..., K ,
g p

13
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where 1 and o are the statistics of the GBM per unit of time 7'. Note that this filtered probability space is supported
on a progressively revealed product space as defined in Definition 4. For the sake of convenience, we reformulate the
hedging decision problem in terms of how much money is invested in the risky asset at each time point, denoted by
o, .- -,CKx—1, instead of the number of shares of the risky assets, i.e. (; = £xSt, . This leads to the following equation
representing the evolution of wealth:

k—1

Xk =po + Z Cprep+1, Ve =1,..., K.
k'=0

In this numerical study, we will assume that the writer and buyer are employing a risk measure that is motivated
by robust optimization. In particular, we will assume that they are concerned about the worst-case performance for
realizations that arise in a predefined uncertainty set /. We therefore define a worst-case risk measure as:

p(X) =esssup X,
UW)

where U C] — 1, co[¥ is compact and regular closed, and where U(U/) refers to the uniform distribution over /. In
what follows, we will simplify presentation by employing the notation from robust optimization with ¢/ as the so-called
uncertainty set:
p(X) =supX(r).
rel
Clearly, this risk measure is necessarily monotone, translation invariant, and coherent. Moreover, it is also one-step
decomposable using:

) ’ . ’ r
bupr’EZ/{:T"l_k:’r'l;k X(’F ) if3r' e uy 1. = T1:k

X(rf, oF . k]7)  otherwise ’

)= {

where 71, € R refers to the first k-th first terms of r, and where X ([r{,, 0}, .;]") is short for

inf ess sup X.
€20 pre)—1, o[ K er) =t |7 4 g llow <€

Note that the conditional measure that is used for the case where 3/ € U, . & = T'1:k can be arbitrary if one is only
interested in calculating o(0) given that the latter is unaffected by the level of loss when r ¢ . In practice however,
one might get a “better” hedging policy by employing a more risk-aware measure than X ([r?, 07 L1 7). Indeed,
one can confirm that p can equivalently be described as:

p(X)=sup sup sup X (r%)

riel r2elirt=r? rEelrE ot =rK
=po(p1(-- pr—1(X)---).
In many cases, the one-step decomposable risk measure py, can be further shown to satisfy the Markov property, e.g.

with the uncertainty sets presented in the following sections. One can then follow the discussion in the Section 3 to
write down the dynamic programming equations for both cases of European and American options.

In all of our experiments, we consider an option with maturity 7" = 1 (year) that is written over an asset with ;1 = 0.0718
(annualized mean), o = 0.1283 (annualized volatility), and with an initial price Sy = 1000. Our choices of values for
1 and o come from [16] where they were calibrated on historical data of the S&P 500 index.

4.1 Comparison with e-arbitrage Pricing

We present in this section the results of comparing the equal risk pricing model with the e-arbitrage pricing model
proposed in [3]. Recall that the uncertainty set ¢/ employed in [3] admits the following form motivated by the central
limit theorem:

25:1 log(1 +ry) — pkT/K
o/ kT/K

where K is the number of periods up to the maturity of the option, and I' denotes the "budget" of uncertainty at each

time point ¢;. Unfortunately, the above uncertainty set cannot be directly applied in the equal risk pricing model, since

its associated worst-case risk measure does not necessarily satisfy the bounded conditional market risk, i.e. Assumption
3.2. We show in the following how the set can be slightly modified so that it satisfies Assumption 3.2.

ulz{TERK

<T.Vk e {1,...,K}}, (22)

14
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Lemma 4.1. Given that u\/kT/K /o < T forallk € {1,..., K}, then the worst-case risk measure p that exploits
Ui =ty NW with

ZIZZI log(1+r¢) — uk'T/K

o/ KT/K

max

W= {7" e RX
ke{k+1,.. K}

—T<0Vke {1,...,K}}

satisfies both assumptions 2.1 and 3.2.

It is worth noting that the above set is smaller than the original set U/}, as it excludes the sample paths that can lead
to infinitely small risk. But as shown in the appendix, the above modified set is in some sense the “largest" subset of
U that make the worst-case risk measure satisfy assumptions 2.1 and 3.2. It is not hard to confirm that when using

U, the worst-case risk measure is Markovian with respect to 0y := Zif:l log(1 + r¢) ( see appendices D.2 and D.3
respectively for a proof and details about the implementation of the dynamic program).

The parameter that needs to be further determined in our experiments is the budget parameter I'. To do so, we start
by first sampling 100000 price paths from the GBM and then calibrating I' so that the uncertainty set would cover
at least 95% of the paths. In Table 1, we present the option prices generated from the equal risk and the e-arbitrage
pricing models for various values of K and different types of options: In-The-Money (ITM), At-The-Mone (ATM), and
Out-of-The-Money (OTM). The table also presents the fair price intervals.

From Table 1, we can make a few observations about the prices generated from the two models. Firstly, in the case of
OTM, the prices generated from the e-arbitrage pricing model are consistently lower than the prices generated from the
equal risk pricing model. This is consistent with what was observed for the single period example in the introduction.
Recall that in the case of single period (see Figure 1), the e-arbitrage prices were always smaller or equal to ERP and
differed most significantly from ERP when the options was out-of-the-money. Indeed, we see from Table 1 that in the
case of ITM and ATM, the prices of the two models are more similar (without any clear dominance), but in the case
of OTM options, the ERP is always significantly bigger than the e-arbitrage price. This confirms that the e-arbitrage
pricing model can generate unrealisticly low prices even in a multi-period hedging problem. Secondly, one can notice
in Table 1 that the FPI lower bounds always take the value of zero, i.e. the buyer’s perception of minimal hedging
risk is invariant to the number of rebalancing periods. While this may seem counter-intuitive, we can actually find
an explanation by taking a closer look at the structure of the uncertainty set {;. Namely, the set only imposes upper
bounds on the variations of the underlying asset process. It turns out however that for the buyer’s optimal hedging
strategy, the worst paths are paths where the prices stay constant. These paths remain feasible regardless of the value of
T". This explains why the lower bounds always reach the lowest possible value, i.e. zero, regardless of the number of
hedging periods. Lastly, in Table 1, we provide also the prices generated from the Black-Scholes formula, and one
can notice that the prices from equal risk pricing are always higher than the Black-Scholes prices. This can also be
explained by the conservativeness of the FPI lower bounds, which drives up the ERP. We will discuss in the next section
how such an issue might be resolved with a different choice of uncertainty set.

We compare also the risk exposure and level of fairness achieved by the transaction prices and hedging strategies
produced from the two models. In particular, in our experiments we first simulate a set of 100000 different sample paths
for the risky asset and then for each path we implement the optimal hedging strategy of each model starting with an
initial capital that accounts for the transaction price. We record the hedging loss (for both the writer and the buyer)
resulting from each sample path and compare different quantiles of the realized losses for both the writer and the buyer.
For each quantile level of interest, we compare two different metrics: the average of the quantile value among the writer
and buyer’s loss, and the absolute difference between each party’s quantile value. Figure 2 presents these metrics for
options with different moneyness levels. As seen in Figure 2 (d),(e),(f), the hedging strategy and transaction price
suggested by the ERP model leads to lower differences between the two parties’ losses when considering quantiles
above 90%. This is clear evidence that ERP is better at sharing the risks among the two parties. It is worth noting that for
lower quantiles, e-arbitrage becomes more attractive in this regard which can be explained by the fact that our worst-case
risk measures that are used by ERP are insensitive to the performance achieved at lower quantiles. From Figure 2
(a),(b),(c), we see another strength of the ERP model, namely that it does have the ambition of producing optimal
risk averse hedging strategies for the two parties together with the ERP. Indeed, this is not the case of the e-arbitrage
pricing model, which searches for a single hedging strategy that minimizes the worst-case absolute “deviation" of the
cumulated wealth from the payout.

4.2 Comparison with the Black-Scholes
In the previous section, we highlighted how the FPI lower bound becomes overly conservative when employing i/;. We

believe this explains why the ERP did not show sign of convergence to the Black-Scholes price even when the number
of rebalancing periods became large. Given that such a convergence property is appealing when the market is actually
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Table 1: The prices resulting from ERP with Uf{, e-arbitrage pricing and the Black-Scholes models for options written
on an asset with the initial price of 1000, expected annual return of 0.0718, annual standard deviation of 0.1283, strike
prices of 950 (ITM), 1000 (ATM), and 1050 (OTM), and one year of maturity. For ERP, the fair price interval is also

presented.
IT™ ATM OT™M

Periods 16 25 49 100 16 25 49 100 16 25 49 100

I 2.63 2.70 2.79 2.87 2.63 2.70 2.79 2.87 2.63 2.70 2.79 2.87

FPI-Upper 159.20 15295 155.88 173.90 | 105.72 9936 100.81 11090 | 91.73 85.21 86.69 9545
ERP 79.60 76.47 77.94 86.95 5286 49.68 50.41 55.45 | 45.86 42.61 4334 47.73
FPI-Lower 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
e-arbitrage price ~ 78.40 73.60 75.20 91.20 57.60 52.80 56.00 62.40 | 32.00 25.60 27.20 38.40
BS 78.80 78.80 78.80 78.80 51.15 51.15 51.15 51.15 | 31.17 31.17 31.17 31.17
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Figure 2: Comparison of hedging performance achieved under e-arbitrage and equal risk pricing of an European
call option with K = 16 rebalancing periods under a worst-case risk measure that accounts for /3. (a),(b), and (c)
present for different percentile ranks g, the average among the g-percentile of the loss incurred for the writer and
buyer of the ITM, ATM, and OTM options respectively. (d), (e), and (f) present the difference between the same

g-percentile losses for different percentile rank. Note that the “Max” rank refers to the worst-case sample path.

16



A PREPRINT - SEPTEMBER 15, 2020

Table 2: The option prices resulting from the equal risk (ERP) and the Black-Scholes (BS) models by using ;. The
table also shows the calibrated I" and the upper and lower bounds of the fair price interval.

IT™™ ATM OTM
Periods 16 49 100 225 16 49 100 225 16 49 100 225
I 0.083 0.022 0.006 0.004 | 0.083 0.022 0.006 0.004 | 0.083 0.022 0.006 0.004
FPI-Upper 125.19 113.66 107.04 102.18 | 9931 88.61 81.66 7596 | 83.00 69.01 61.57 55.77
ERP 87.60 84.10 83.36 8324 | 49.65 5496 5538 5499 | 41.50 36.21 3525 34.88
FPI-Lower  50.00 54.55 59.67 64.30 0.00 2130 29.11 34.03 | 0.00 3.41 893 1398
BS price 78.80 78.80 78.80 78.80 | 51.15 51.15 51.15 51.15 | 31.17 31.17 31.17 31.17

based on a GBM process, in this section, we address this issue by employing a different uncertainty set that is now
motivated by the work of [4], namely:

sN
Uy = {r e RE Zr? € [0*sT/S —TVsN,o?sT/S +TVsN],Vs € {1,...,5}} )
=1

with I small enough so that U, C [—1, 0o[X. Here we consider the time horizon to be partitioned into S intervals of
duration 7'/S, and each interval consists of a set of N := K /.S periods at which the portfolio can be rebalanced. Note
that unlike for the set U1, the set Us constrains both the maximum and minimum long term observed deviations. The
main motivation behind the above set is that in the case I' = 0, we can expect based on [4] that the FPI will converge
to Black-Scholes price as both K and N converge to infinity. On the other hand, for finite values of K and N, the
“so-called” budget I' of the set U/, allows to characterize a meaningful confidence region for the trajectory of the risky
asset process. Lastly, as shown in Appendix D.1.2, one can verify that the worst-case risk measure with U/, satisfies the

bounded conditional market risk property and that is Markovian with respect to 6, := Zif:l 72 (see Appendix D.2 for
details).

In our experiments, we set the number of partitions to the square root of the total number of rebalancing periods, i.e.
S = /K. We calibrate again T" so that the set U, contains 95% of simulated price paths. Table 2 presents the equal
risk and the fair price intervals against the Black-Scholes prices. From the table, we now see some evidence that the
price generated from equal risk pricing is likely to converge to the Black-Scholes price. In particular, one can notice for
each type of option that as the total number of rebalancing periods increases, both the upper and lower bounds evolve
monotonically towards the Black-Scholes price, thus driving the equal risk prices closer and closer to it. Unlike with
U, we see that the FPI lower bounds are now sensitive to the total number of rebalancing periods. Indeed, the lower
bound on the total deviation in Uy allows the buyer of call options to have a less conservative perception of hedging risk.
Finally, it is worth noting that the resulting equal risk prices tend to be slightly higher than the Black-Scholes prices.
Indeed, from a practical point of view, this margin can be interpreted as a “risk premium” on the Black-Scholes price
that compensates for the uncertainty that is unaccounted for by the Black-Scholes formula.

We provide also in Figure 3 the comparison of hedging performances between the equal risk pricing model and the
Black-Scholes model, in the case K = 16. As in the case of comparing with e-arbitrage pricing, we report the
performances in terms of both the average and the absolute difference of the writer and buyer’s quantiles of their realized
loss distribution under their respective hedging strategy. In particular, here we provide these metrics for quantiles
starting from 99% in order to emphasize what happens at the tail of the loss distributions. For these figures, the last
group of bars is labeled with “Max” to show the worst-case value of the metrics in all samples. This is in line with the
type of risk measure that is used in this section. The results for smaller quantile levels are also provided for average
losses (see Figure 3 (a),(d),(g)) to present a complete picture. We see that hedging according to the Black-Scholes
model actually performs fairly well across a wide range of lower level quantiles, which is not surprising given the
market is assumed to follow the GBM assumed by Black-Scholes. Unlike the Black-Scholes model, the ERP model
employs a worst-case risk measure that controls the risk in the tail of the loss distributions. As shown in the figures
with higher quantile levels, hedging and pricing according to ERP model does indeed become the best scheme when
focusing on those regions in terms of both the averages and the differences of risks for the two parties.

We continue with Figure 4, which presents the hedging strategies at time k£ = 0 proposed by the equal risk pricing and
the Black-Scholes pricing for an ATM call option under 16 and 225 rebalancing periods for different asset prices. The
first observation is that as K increases, the hedging strategy seems to resemble more the strategy obtained from the
Black-Scholes model for both the writer and the buyer. This complements the observation that the ERP appeared to
converge to the Black-Scholes price. For lower values of K, the hedging strategy for the buyer differs significantly from
Black-Scholes hedging because of the larger uncertainty about the risky asset’s price process. Specifically, it swings
from fully shorting the risky asset to keeping only the risk free asset. The latter strategy becomes optimal because I is
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Figure 3: Comparison of hedging performance achieved under the Black-Scholes and the equal risk pricing of a
European call option with K = 16 rebalancing periods under a worst-case risk measure that accounts for Us. (a),(d),
and (g) present for different percentile ranks ¢, the average among the g-percentile of the loss incurred for the
writer and buyer of the ITM, ATM, and OTM options respectively. (b),(e), and (h) presents similar information but
focusing on higher percentiles. (c), (f), and (i) present the difference between the same g-percentile losses. Note
that the “Max” rank refers to the worst-case sample path.

large enough to allow the risky asset to evolve exactly as the risk free one, which also drags the lower bound of FPI to
zero as discussed in Section 4.1. The second observation is that the hedging strategies of the equal risk model are less
sensitive for the writer and more sensitive for the buyer to the variations in the underlying stock price at time k£ = 0. In
particular, Figure 4(a) shows that the ERP model provides a hedging strategy with a lower slope for the writer of the
option compared to the Black-Scholes. On the other side, the opposite is happening for the option buyer. The equal risk
hedging strategy is more sensitive to the asset price compared to Black-Scholes strategy.

Finally, we present additional information about the different strategies in Table 3. In particular, the table presents

K—-1
the mean of the average portfolio turnover, computed as w, over 100000 sample paths for each strategy.
This statistic provides evidence that the writer incurs less rebalancing while the opposite is true for the buyer. For
completeness, we also present in the table the mean of the average number of shares of the risky asset that are held by
each strategy, together with the mean and standard deviation of the respective portfolio values at the maturity of the
option.
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Figure 4: Comparison of hedging strategies for a European ATM Call option under different number of
rebalancing periods. (a) presents the optimal strategies for the writer under the Black-Scholes and the equal
risk pricing models for time £ = 0. (b) presents the same for the buyer.

Table 3: Comparison of the hedging strategies resulting from the equal risk model and the Black-Scholes for K = 225

Measure I™ ATM O™

ERP,,  ERP, BSpricing | ERP,, ERP,  BSpricing | ERP,, ERP,  BS pricing
Average position in risky asset - Mean ~ 0.7060  0.7997 0.7501 0.5950 0.6172 0.60954 0.4815  0.4360 0.4606
Average portfolio turnover - Mean 0.0136  0.0200 0.0168 0.0154  0.026 0.0203 0.0160  0.0272 0.0210
Terminal portfolio value - Mean 135.15 14243 136.68 100.05 102.45 98.88 72.39 70.00 67.91
Terminal portfolio value - STD 113.37 131.87 122.48 101.93  118.98 110.33 89.17  102.29 95.14

4.3 The Case of American Options

In this section, we take a further step to benchmark equal risk pricing model against a binomial tree model in the case
of American option. For the same reason discussed in the previous section, we assume the worst-case risk measures are
defined according to the uncertainty set U>. Here, we consider put options rather than call options, as the former has
attracted more attention in the literature treating American options.

The calibration of the uncertainty set s, i.e. I' is done in the same fashion as in the previous section. We implement the

equal risk model for both the case of with commitment (see Definition 6) and without commitment (see Definition 7).

We summarize in Table 4 all the prices and FPI bounds generated from the model against the option prices generated
from the binomial tree model.

As we expected (see Lemma 3.2 ), the equal risk prices with commitment are always smaller or equal to the prices
without commitment. We can also confirm that the differences of the prices between the two cases result from the
differences in their respective upper bound prices, since their lower bounds are similar. The results also show that as
the number of rebalancing periods K increases the equal risk price is getting closer to the binomial tree price. This is
happening for all types of options. We see that the equal risk price without commitment is larger than the price with
commitment by a factor as large as 4% for ATM and ITM options, and 10% for OTM options. This non-negligible
difference between the prices of the two cases highlights the importance of commitment as a factor to be considered in
the negotiation between the two parties regarding the transaction price. This also indicates that the value of the buyer’s
commitment to an exercise policy is particularly high for an OTM option.

In terms of hedging, the equal risk model shows similar results to the case of European options. Figure 5 shows that for
high quantiles of loss, the equal risk model outperforms the binomial tree model. This is understood from comparing
the graphs that focus on the quantiles at the tails of the loss distributions. The higher performance of the equal risk
model is specifically more outstanding in terms of the equality of hedging loss for the two sides. However, having a
GBM price process prepares the ground for the binomial tree model to perform well in terms of lower quantiles as
shown in figure 5 (a),(d), and (g).
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Table 4: The option prices resulting from the equal risk pricing model (ERP) under Us compared to the binomial tree
model (BTM) for American put options. The models with and without commitment are identified respectively as WC
and NC.

IT™ ATM OTM
Periods 16 49 100 225 16 49 100 225 16 49 100 225
r 0.083 0.022 0.006 0.004 0.083  0.022 0.006 0.004 | 0.083 0.022 0.006 0.004
FPI-Upper-NC  134.18 117.54 114.16 106.79 | 103.52 87.56 84.06 77.20 | 75.65 62.72 59.25 53.22
ERP-NC 92.09 84.73 86.85 84.10 51.76 5295 56.49 5425 | 37.83 3295 34.11 32.16

FPI-Lower-NC 50.00 51.93 59.53 61.42 0.00 18.34 2892 31.31 | 0.00 3.18 897 11.11

FPI-Upper-WC  134.18 116.14 108.54 100.43 | 103.52 85.12 81.36 7295 | 75.65 60.84 55.76 47.14

ERP-WC 92.09 84.03 84.04 80.92 51.76  51.73 55.14 52.13 | 37.83 32.01 3237 29.12
FPI-Lower-WC  50.00 51.93 59.53 61.42 0.00 18.34 2892 3131 | 0.00 3.18 897 11.11
BTM price 81.52 81.19 81.13 81.21 5036 5141 51.02 5121 | 29.00 28.73 28.68 28.85
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Figure 5: Comparison of hedging performance achieved under equal risk pricing, with U/>, and a binomial tree
model, of an American put option with K = 16 rebalancing periods. (a),(d), and (g) present for different percentile
ranks ¢, the average among the g-percentile of the loss incurred for the writer and buyer of the ITM, ATM, and
OTM options respectively. (b),(e), and (h) presents similar information but focusing on higher percentiles. (c), (f),
and (i) present the difference between the same g-percentile losses.
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5 Conclusion

In this paper, we explore the famous problem of pricing and hedging options in an incomplete market under a recently
proposed framework called equal risk pricing. Under this framework, the pricing of an option requires that the risk of
both sides of the contract be considered in order to make them equal. We consider for the first time the special case of
equal risk pricing under convex risk measures for which we show that ERP conveniently reduces to the center of the fair
price interval. This price can thus be obtained by solving two dynamic derivative hedging problems, i.e. for the writer
and the buyer. By further imposing that the risk measures be one-step decomposable, Markovian, and satisfy a bounded
conditional market risk condition, we derive finite dimensional risk averse dynamic programming equations that can
be used to solve the discrete time hedging problems for both European and American options. With the latter type of
option, the resulting Bellman equations further depend on whether the buyer is willing to commit or not to an exercise
strategy upfront. All of our results are general enough to accommodate situations where the risk is measured using a
worst-case risk measure that considers only a subset of realizations from the outcome space, as typically done in robust
optimization.

In our numerical study, we compare the performance of using equal risk pricing with a worst-case risk measure to the
performance of e-arbitrage pricing and pricing using the Black-Scholes model in a market that is based on a discretized
geometric Brownian motion. In particular, the numerical results confirm that, when using the equal risk price, both the
writer and the buyer end up having risks that are more similar and on average smaller than the risks that they would
experience by the two other approaches. In addition, by proposing a new uncertainty set inspired from the work of [4],
we show that the prices generated from equal risk pricing have the potential to converge to Black-Scholes prices as
the hedging frequency increases. In the case of pricing American put options, we show how to calculate the value of
commitment to an exercise policy, which ranges between 0% and 10% for the instances we considered. The evidence
seems to indicate that this relative value decreases as the ERP without commitment increases.

Finally, it is worth mentioning that the results presented in this paper have natural extensions to more general settings
than the one that is considered, i.e. with a single underlying asset, zero risk free rate, frictionless market. In some cases,
the Bellman equations might need to be extended to account for a larger state space, which is likely to increase the
computational efforts needed to identify the equal risk price and the hedging strategies. To circumvent this issue, one
might resort to approximate dynamic programming methods. One interesting recent attempt in this direction can be
found in [10] that proposes a deep reinforcement learning approach to approximate the equal risk price in a variety of
market dynamics (including GARCH and Merton jump-diffusion processes) and exotic options with multiple underlying
assets.
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A Analytical Solutions of One-period Example

We recall from [3] that the e-arbitrage model under a worst-case risk measure can be defined as follows for an European
option:

: — K\t — _ —
Ig}}ljglgllgé ’(51 ) po —&(S1 — So)

, (23)

where S is the initial stock price, K is the strike price of the option, S is the price at the next time period, and
U C R = [l, u]. Without loss of generality, we set | < K < u and consider the risk free rate to be zero.
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In the framework of equal risk pricing (ERP), we consider modeling separately the hedging problem of the writer and
the buyer. When considering a one period problem, the equal risk model is as follows:

_ + _ _ _
ng}gg(sl K)" —po — &w(S1 — So)

9

0" (po) :== Hfli
0’ (po) = H%tn max —(51 = K)" 4+ po — &(S1 — So).

The equal risk price is set to be the initial wealth pq that leads to 0* (py) = 0°(po)-

A.1 Analytical Solution for the One Period Equal Risk Model

The analytical solution of the one period equal risk model is as follows:

g*_u—K e — 0, ifSy<K
W= T =1, if Sy > K

= (1/2)(S0 ~ D1 4 (1/2)(50 — K)*

Considering the writer’s side of the equal risk model, since (S; — K)* — &,(S1 — Sp) is a convex function of S, the
maximum in the interval of i = [l, u] is at the boundaries, resulting in
v = mi - K t - — Quw -
0" (po) min g}gﬁ(sl )T = po — &w(S1 = So)

w

= —po + nginmax{u — K —&y(u—So), —&w(l — So)} .

Since the first argument is decreasing in &,, and the second one is increasing, the minimum is at the intersection of the
two functions, which results in

. u—K w u—K
§w="—7 " w)=-po+(So—1)"—

u—1"
On the other hand, for the buyer of the option we can show that ¢®(py) = —(So — K)* + po and is achieved using the
described hedging strategy &;'. In particular, we can first establish that for all hedging strategies §, € R

gmelé_(sl —K)* +po —&(S1 = S0) > —(So — K)" +po,

where we simply use the fact that Sy € Uf.
Now, since g(y) = —(y — K)* is a concave function of y, if Vg(Sy) is a supergradient of g(y) at Sy then we have that:
9(S1) < g(So) + Vg(So)" (51 - So),

which means that since it can be verified that £ is a valide candidate for Vg(.Sy), we have that:

max —(S1 — K)* 4+ po — & (S1 — So) < —(So — K) +po.

S1eUd
This proves that &; achieves the minimum value of —(Sy — K)* + po.

We conclude this discussion with verifying that for pjj indeed leads to the same risk for both the writer and the buyer:

0(h) = —rp+ (S - DA
=~ (/- 5=+ /S - 1)) + S 50—
= S D (1S~ )T = g~ (S0~ ) = ).

A.2 Analytical Solution for the One Period e-arbitrage Model

In this section, we will demonstrate that an optimal solution for the e-arbitrage model takes the following form:

g*_u—K . u—K
Cou-=1 Po =

So — ;(K—H)) .

To do so, we will exploit the following lemma, which appears as proposition 3.1.4 in [6]

u—1
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Lemma A.1. A vector x* minimizes a convex function f : R™ — R over a convex set X C R™ if and only if there
exists a subgradient NV f (z*) of f at x* such that V f(x*)T (z — 2*) > 0,Vx € X.

In other words, we will be able to conclude that the (£*, p§j) pair is a minimizer of problem (23), if we can show that 0
is a subgradient of the objective function at (£*, pg). Based on Section 3.1.1 of [6], one can actually show that the set of
all subgradients at (£*, pg) include
4
2 4 o o 7U+SO *l‘i’So K*So K*SO
{VgeR HAGR,/\ZO,Z/\i_l,Vg_[ - 5 ) A DG
i=1
One can then readily verify that 0 is a member of this set using Ay := (1/2)(K —1)/(u—1), A2 == (1/2)(u—K)/(u—1),
A3 :=0, and A4 := 1/2 as a certificate.

To provide more details on obtaining the set in (24), we start by recalling that when f is the maximum of m subdiffer-
entiable convex functions ¢y, ..., @,:

f(ﬂj) :max{gbl(x),...,qu(:v)},z eR", (25)
then a subset of the subdifferential of f can be described as:
0f(x) = conv{Vg;(x)]j € T ()}, (26)

where J(z) :={j € {1,...,m} | ¢;(xz) = f(z)}, and each V¢;(x) is a subgradient of ¢;(-) at z. To obtain the set in
(24), we first formulate the objective function in the form of equation (25), we then identify a subgradient V¢; (z*) of
each j € J(x*) at our proposed solution z* to compose the set described in (26).

Step 1. We can rewrite the objective function of problem (23) by exploiting a partition of I/ as follows:
max [(S1 = K)™ = po — £(S1 — So)| = max {$1 (£, po), $2(€,po), #3(&, o), da(€;p0)}

where
$1(&:po) = oA |(S1— K)* —po — &(S1 — So)| = Slfg[%}gfu](sl — K) —&(S1— So) — po
$2(&,po) == e |(S1— K)" —po — &£(S1— So)| = Ny —&(51 —50) — po
¢3(&po) == s ZEx |(81— K)™ —po — &(S1 — So)| = ooEx —(51 = K) +£(51 — So) + po
¢4(&, po) == Sax [(S1 = K)" —po — &(S1 — So)| = Slﬂelﬁqf(sl —So) +po-

Step 2. In order to find J (z*), we study the maximum of all four functions when & = £* and py = pj;. Specifically, we
have:

(e i) = s $1 - K = s = 1 s ey = SR
oule" ) = e~ (51— ) - s - ey - R

On(E" ) = g i+ K+ S (5 = o)+ S - ) =
oule" i) = s (51— 50+ L0 S+ = L EE L

where we exploited the fact that the functions that are maximized are either non-decreasing for the case of ¢; and ¢4 or
non-increasing for ¢ and ¢3. In each case, the maximum is achieved at ST = w for ¢4, S7 = [ for ¢, and ST = K for
¢3 and ¢,4. Based on this conclusion, we get the following four subgradients:

vor( )= | 25" vou(s i) = |2 ]
Vs (€, pi) = {Klso] Vou(e",pi) = {Klso] .

This completes our proof.
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B Proofs for Section 2
B.1 Proof of Proposition 2.1
This proof mainly relies on the translation invariance property together with the following property of X (pg):

t
X(p()):{X’3§S7EICER, Xt:po+/£SdSS>C;Vt€[O,T]}
0

t
—poJr{X/’Hfs,ElceR, X;:/ fstszc;VtE[O,T]}
0
:p0+X(0)a

where pg + X(0) refers to a set addition. These two properties can be used to show that both

0“(po) = _jnf  p"(F(Sr.Yr) = Xr)
= xér;lcf(o) p"(F(St,Yr) — Xt — po)
5 75) =)
= inf{s| Xg)l(f(o) pC(F(St,Yr) — Xr) < s} —po
= inf{s|0"(s) <0} —po = py — po, @7
and similarly,
" (po) = xeit p’(—=Xr — F(Sr,Yr))

= inf p’(—Xp— F(Sp,Y
Xél)l((o)p( T (S, Yr)) + po

inf{s|o”(0) < s} + po

inf{s]¢"(—s) < 0} + po

= —sup{—s|o®(—s) <0} +po

—p4 + 1o - (28)

Hence, we can obtain our result by verifying both directions of the biconditional logical connective. First, given that an
equal risk price exists, say p; € R, it must be that both o®(p) and o°(pj;) are members of R. This necessarily implies
that p& € R and p} € R thus that the fair price interval is bounded. Conversely, if the fair price interval is bounded,
then one can verify that the midpoint p; := (p¥ + p§)/2 does satisfy the equal risk price condition:

0" (py) =Py — Py =py /2 — ph/2 = —pb + p§ = " (P}) -

Furthermore, this midpoint can be calculated as:

Py = (1/2)(inf{po|0™ (po) < 0} — sup{—s|o’(—s) < 0})
= (1/2)(p§ + p) = (1/2)(2"(0) - 2"(0))),

following exactly the same arguments as in (27) and (28). This completes our proof.

B.2 Proof of Lemma 2.2

The proof follows directly from Property 2 in [31]. In particular, we have that p§’ is bounded above by the super-hedging
price and pY is bounded below by the sub-hedging price. Hence, since p} < p¥, we must have that the fair price

interval is a subset of the no-arbitrage interval. This lets us conclude that the equal risk price is also a member of the
no-arbitrage interval.
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C Proofs for Section 3

C.1 Proof of Proposition 3.1

We focus on providing the arguments supporting the claims for the writer model as these are analogous for the
buyer model. In doing so, we will closely follow the theory presented in [24]. We start by constructing the so-
called additive preference system {Rk}l}(k,l)e{o ,,,,, K12:x<i (ak.a. a dynamic risk measure) based on p*, where each
Riep s Lp(Q, Fie, P) X Lp(, Frog1,P) x -+ x L,(Q, Fy, P) takes the form:

Rit(Ziy Zrs1s- s Z0) = p (pia (- ZZM ), VO<E<I(<K.

Based on this definition of Ry ¢ it is easy to see that:

w(0) = inf F(Sy,Y7) — Xk).
0"(0) Xérél\’(O)ROK( 0, F(Sp, Yr) — Xk)

Given that p* is one-step decomposable, it is easy to show that R is both “Monotone” and “Recursive” (see definitions
2.3 and 4.1 in [24]). In particular, for monotonicity we have that:

V(Zgyeo s Z0) (Z1y oo Z0)y Zpr > Zpy a8 VK =k, ... 0=

Rie(Zs -3 Ze) = pi (P41 (¢ ZZk’

> pie (P ( ZZk""

== Rk»7[(Zk, ey ZZ),

given that each p;’ is monotone. On the other hand, for recursivity, we have

VZk,...,Zg =
Rt Zis - Zo) = pi (P (- py (o2 ( ZZI«
k/_
v—1
:pg(p%ﬁrl( pv 1 Z Zyr +pv Z Zk?’
k'—k k'—v
v—1
=¥ (1 (Y (D T+ Rot(Zay - Ze)) )
k'—k
v—1
=¥ (1 (Y (P8 R (D Z + Rt (Zs -, Z4)) -+ +)
k'—k

= Rk,u(Zka ceey Zv—la RU,K(ZM ceey ZZ))) )

where we exploited monotonicity, the definition of R, ¢, and the conditional transition invariance of p}’ for all
k=wv,...,K.

Having verified these conditions, Proposition 3.1 and the discussion that follows in Section 4 of [24] allows us to
conclude that:

“(0) = f R LO,F(St,Yr) — X
0 () Xél)l((o) OK( ) ( T T) K)
= 1?fR071(O,i§1fR1,2(07"' inf Rg—1,x(0, F(ST,Yr) — X))
0 1 K-—1

Hence, 0“(0) = V{*(0,w) where
Vil (X, w) = inf P (Vi1 (Xk + € ASkp1),w)
k

VE(Xg,w) = F(S7(w), Yr(w)) — X (w).
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Furthermore, the set of optimal policies for problem (1a) must contain the following hedging policies:
" (X, w) € argmin pif (Vi) (X + §eASy1) w), Ve =0, K — 1.
k

Yet, by conditional translation invariance, we know that:

VE (XK, w) = Vg (w) = Xk (w),
and recursively that:
Vi (X, w) = nf pi (Visir (Xk + € ASk 1), w)
= igf P (Viliy — X — EpASkq1,w)
b P (Vi1 — EpASki1,w) — Xpp(w) = Vi’ (w) — Xy(w) -

Hence, 0% (0) = V»(0,w) = V§*(w). A similar reasoning confirm that the set of optimal policies for problem (1a)
contains forall k =0,..., K — 1:

S (Xk,w) € al"gﬁglinpi”(‘_/ﬁh(Xk + & ASk41),w)
k
= arg néin pr (Vit1 — EkASkt1,w) — Xi(w)
k
= arg Hflin pr (Vi1 — EkASk41,w)
k

thus equivalent to &’* (w).

C.2  Dynamic Programming Equations for the Case Non-translation Invariant Risk Measures

In the case where p* and p? do not satisfy the translation invariance property, the bisection method described in Remark
1 relies on computing the value of 0% (py) and o°(po) for any value of po. Similar arguments as used in sections 3.1 and
3.2 to identify dynamic programming equations, which now depend on accumulated wealth, when the risk measures are
one-step decomposable and Markovian.

In particular, focusing on the case of the writer’s problem associated to a European option, by following the steps in
Section C.1, one can simply work with the following unreduced value functions:

Vil (X, w) i= i?fp}f(vk“jrl(Xk + & ASki1),w), k=0,..., K —1 (29a)
VK (Xk,w) := F(Sp(w), Yr(w)) — Xk (w), (29b)
serving the purpose of computing 0% (pg) = V¢ (po).

Furthermore, by exploiting the Markovian risk measure assumption, one can easily reduce the representation to the
following Bellman equations:

VK (Xk, Sk, Yk, 0k) == F(Sk,Yk) — Xk ,
and recursively

Vi (X, Sk, Vi, 0F) = 1§1f Pr(V (X + &A1, Sk + ASkp1, Vi + AYyr, fe(6))), 6r) -

Then, considering that - ~
VK (Xk,w) = Vg (Xk (W), Sk (W), Yk (w), O (w)) ,
and recursively that if V", | (X 41,w) = Vk'il (Xpy1(w), Sky1(w), Yer1(w), 03, 1 (w)), then we have that:

Vi (X, w) = igcf PR (Vi (Xk + ExASk41), w)

= igf o (Vi1 (X + EeASkr1, Sk, Vier1, 044 1), w)

= igf P (T (Vg (X + EeASkt1, Sk, Yier1, 0141)), 03 (w)

= inf P (Vi (X () + € ASky1, Sk(w) + ASkp1, Yi(w) + AYiyr, £(67)), 05 (w))

= Vi (Xg (@), Sk(w), Yi(w), O (w)) -
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Now, we see that 0*(po) = Vi(po) = Vi (po, So, Yo, 0%). In the case of the buyer, similar derivations lead to the
Bellman equations:

vlg(XK7SK7YK791;() = _F(SKvyK) _XK
and ~ ~
VR (X4, S5, Vi 6)) 1= inf R (Vs (X — 6ASiir, S+ ASin, Vi + AVir, fu(61)).60)
k
which can be used to compute o°(pg) = Vob (po, So, Yo, 03).

C.3 Proof of Lemma 3.2

This can be shown by contradiction. Let us assume that p} > p;. and denote with 7 a risk minimizing stopping time
strategy for the buyer when the price of the option is set to p;. One can straightforwardly establish that either:

0" (P, 77) < sup 0 (pi.7) < 0¥ (pF) < 0¥ (Phe) = 0L (Phe) < 02 (P%) = 0" (p%. 7)),
T
or
0" (pr,77) < sup 0" (pr7) < 0¥ (pF) < 0¥ (Phe) = 0L (Phe) < 0h(pF) = " (E.TE) s
T

where in the second inequality, we used the fact that the risk can only increase when the supremum over 7 is evaluated
after the hedging policy has been fixed. We also used in the following two strict inequalities the fact that both p* and
P are monotone and that p?. is the unique equal risk price without commitment, which implies that:

0¥ (pt) = 0¥ (pi) = 02 (pi) = 02(pY)

is not possible. Our analysis leads to a contradiction since it implies that o (p}, 7¢) < o”(p?, 7) while by definition
0 (Pl 7)) = (bt 7).

C.4 Proof of Lemma 3.3

This proof follows similar arguments as the proof of Proposition 2.1. In particular, one can again demonstrate that
for any pp € R and any 7, the minimal risk achievable are 0™ (poy, 7) = 0 (0, 7) + po and ¢ (po, 7) = 0 (0,7) — po
because of the translation invariance property of p® and p’. We can then prove the two conditional statements.

First, in the case that an equal risk price p{ exists, based on the definition of pg, there must also exist a 7% €
arg min, o°(p§, 7). This further implies that 7* € arg min, o°(0, 7) — pj; hence that 7* € arg min, ¢”(0, 7) and can
therefore play the role of 7y. Next, the definition of p}j also ensures that o°(p§, 7*) = 0% (pg, 7*) € R which implies
that both ¢* (0, 7*) and ¢°(0, 7*) are finite.

Reversely, in the case that the fair price interval is bounded and 7y € arg min, gb(O, T) exists, then we can construct
pi = (0“(0,70) — 0°(0,7))/2 € R. Necessarily, 7o € argmin, ¢°(0,7) — p§ = argmin, o°(p§;, 7). Finally, we

have that: ,
W[, * w * Qw O7T — 0 077— * *
0" (pg:m0) = 0”(0,70) — P = (0.70) 5 O.m0) _ 0°(0,70) + ply = 0" (p§: 70) -

C.5 Proof of Proposition 3.4

In the case of the writer, the argument are exactly analogous as for the proof of Proposition 3.1. In particular, one can
use Proposition 3.1 and the discussion in Section 4 of [24] to conclude that:

Qw(07 7_) = Vow(ov 7_) )
with

k

i (Xk, 7o w) o= . {lgnf}k P (Vi (X + ({7 > kY& + ) U7 = (1) ASyp1,7),w)
k> * i=0 =0

= igpf oy (Vi 1 ( Xk + EeASky1, ), w)

V;(U (XK’ 7, w) = F(S‘r(w)(w)a Y’T((.d) (W)) - XK(W) >
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where the first argument of each V; is a random variable in £,($2, 7, ,P). By exploiting conditional translation
invariance, one then easily obtains:

K-1
Vi (Xg,mw) = VE(m,w) + Y Hr(w) = k}F(Sk(w), Yi(w)) = Xk (w),
k=0

and recursively that:
Vi (Xg, T,w) = igllfplé’(‘_/k%(Xk + £ ASky1,7), w)
k

k

i?f PV (r) + > {7 = 63 F (80, Yy) — Xi — & ASk11,w)
k £=0

k
= inf pf (Vi (1) = 6ASir.) + 30 1{r(w) = F(S0(w), Yilw)) - Xi(w)
k =0

k—1
= Vi (rw) + ) Hr(w) = GF(Se(w), Ye(w)) = Xi(w).
£=0

Hence, we have that:
0"(0,7) = V5(0,7) = V(7).

In the case of the buyer’s equations, the proof is more challenging yet follows similar arguments>. In particular, we first
define an operator that computes the minimal risk under an initial price of pg, and presents an equivalent reformulation:

o"(po) :=min _inf p"(F(S;,Y;) — Xk)
T XEXT(pO)
K-1

= inf p"(D . ZkF(Sk,Yk) — Xk),
ZeZ,XeX(po,Z) o

where Z := {Z : Q — {0,1}¥| ZkK;()l Zy, < 1} and each Zj, is Fg-adapted and captures 7, := 1{7 = k}, and
where

3Xo = po,Vk=1,..., K —1,3¢, {5
X(po, Z ::{X:Q—HRK . kJi=0
(po, 2) Xiy1 = Xi + (& + Zf:o(fi — &) Zi) ASk41

Once again, we use the arguments in [24] to conclude that:

Qb(o) = VOb(O) 9

with

B K—1 K-1
VR (Xi, Zog—1,w) = = Y Z(W)F(Sk(w), Ya(w)) = (1= ) Ze(w)F(Sk (@), Yie(w)) = X (w)

k=0 k=0
k k
VI Xk, Zo1,w) 1= inf POVE L (X (1= "Z0)&+ Y ZiEHASki1, Zow), w
i (Xks Zok—1,w) Zh&{éﬁﬂj}gg_gﬁéZzpk( o1 (X + (( ; )&k ; k) ASk+1, Zoik ), w)
= inf pZ(kaJrl(Xk + &ASkH, Zo:k),w) -

Zi € Ze<1=5620 Ze

By exploiting conditional translation invariance, one then easily obtains:

VE( Xk, Zok—1,w) = V};(Z_: Zp,w) — z_: Zp(W)F(Sk(w), Vi (w)) — Xk (w),
k=0 k=0

*Note that here we diverge from the arguments used in Section 6.1.2 of [24] to simplify exposition
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and recursively that:

V2 ( Xk, Zog-1,w) = inf Ph (Vi (Xy + ExASk i1, Zok),w)
Zn e Zk<1=Y 5"} Ze

k k
= inf b (Ve Z) = ZyF(S,Ye) — Xp — EgASpy1,w)
Zi ki Zk<1=35 ") Ze AR ; @z:% i
k ) k
= if_ RV Zh) = eASki1,w) = Y Ze(w)F(Se(w), Ye(w)) — Xi(w)
Zoo€r: Zr<1=32,"0 Ze =0 =0

k—1 k—1
=V Zrow) = Y Zo(w)F(Se(w), Ye(w)) — Xp(w).
£=0 £=0

Hence, we have that ¢°(0) = V(0). Optimal policies for each problem can be identified similarly as was done in the
proof of Proposition 3.1.

C.6 Proof of Lemma 3.5

This proof mainly relies on the translation invariance property together with the property that once again X, (pg) =
po + X-(0). These two properties can be used to show that:
0¥ (po) = inf  supp”(F(S.,Y;) — Xk(7))
X€eX-(0)+po T
= inf supp"(F(S:,Y;) — Xk (7) — po)
XeXx, (0)
= inf supp”(F(S;,Yr) — Xk (7)) — po
XeXx,(0) 7
=inf{s| inf supp“(F(S;,Y;)— Xk(7)) <s}—po
X ) T

-

inf{s|o;’(s) <0} —po =pg — po- (30)

Similarly for the buyer, we have that o° (pg) = —p} + po. The rest follows as in the proof of Proposition 2.1.

C.7 Proof of Proposition 3.6

This proof focuses on the case of the writer given that the buyer’s problem was already studied in the proof of
Proposition 3.4. In particular, the proof follows similar lines as in Section 6.1.1 of [24] and in fact extends that result to
a case where hedging is allowed to pursue past the exercise time up to the end of the horizon. We start by considering

that the self financing hedging policy described by ¢ and é is fixed and reformulate the worst-case exercise time
problem. We then look into reformulating the optimization of the hedging policy.

Step 1 (Worst-case exercise time problem): For any fixed hedging strategy, one can define the writer’s worst-case
exercise time problem as:

T—1 K-—1
v := sup p* (F(ST7YT) - Z §eASp1 — Z éZASL’ﬂ) :
T £=0 =7

In order to find a dynamic programming formulation for this problem, we start by reformulating it in the form of an
“optimal stopping problem” as defined in [24]. In particular, we can consider that:

vo = sup p*(E}),
where Ej(w) = pfx(Fe(SkYa) — X050 &ASi — Y0 EEAS1,w) with pf (X)) =
pi (P 1 (- pr—1(X)---). Hence, based on Theorem 6.4 in [24], we can conclude that if we define:

B (w) = B (w)
B (w) = max(Ey (w), pr(Eg1q,w)),
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and
7 (W) := min{k | E}(w) = Bj(w), m <t < T},

m

then 7,7, is an optimal solution to:

T—1 K-1
up g (F(S,,¥2) = 3 6ASees = Y G ASi),
TT=m £=0 t=r

and vy = E2.

Step 2 (Optimal hedging optimization problem): Based on our analysis of the worst-case exercise time problem, we
have found that the optimal hedging problem has the following form:

0¥ (0) = inf E§(£,€)
€€

= inf Ro (B} (). R a3 o €1+ Ry (ko €57 1), R (€).

where Ry, x41(X, Y, w) := max(X (w), p}’ (Y,w)) and where we made explicit the influence of £ and € on each E}.
As argued in [24], given that each Ry ;41 (-, -) is monotone, one can apply the interchangeability principle to generate
the following reformulation:

0¥ (0) = Ro,l(iélofEé(éo),i?le,z(igfEll(ﬁoaél),'" ,ginf RK—l,K(éiIPf Ek 1 (Cox—1,E57Y), EL(€)).
0 1 —1

K-—1

Based on this argument, we create the following operators:

K-1
ka(l,Xk,w) = Akinf ,D,]LgliK(Fk(Sk7Yk) - Xk - Z g?ASg_i_l,w)
kK —1 L=k

ka(O,Xk7w) = max(vkw(l, Xi,w), iélf p};’(Vk‘il(an + & ASk11),w))
VE(0, X, w) := Fr(Sk(w), Yk (w)) — Xk (w),

in order to have that o (0) = V“(0,0) , and where we again let the second argument of V; be a random variable in
L,(Q, Fi,., P).

In the case of ka(l, X}, w), we can further apply the interchangeability principle to get that forall k = 0,..., K — 1,

K—1
Vi (1, Xy, w) = inf py (inf ppfy (- inf ple (Fi(Se, Ya) = X — > §FASp1) ) w)
£, G, =

= Fp(Sk(w), Yi(w)) — Xi(w)+
inf pjf (=65 ASper + Inf pifyy (—€1 ASpia - inf piey (—E 1 ASK)), w)
3 K1 Fe-1
= Fi.(Sk(w), Yi(w)) = Xi(w) + V3" (1,w),
where we applied conditional translation invariance. While one can verify that we also have:

VE(0, Xf,w) = VE(0,w) — Xg(w)
Vi (0, X, w) = max(Vi’ (1,w) + Fi(Sk(w), Yi(w)) — Xi(w), inf pj; (Vi3 (0) = Xi = §kASk1,w))
= max (V" (L, w) + Fi(Se(w), Y (W), inf pif (Vi1 (0) = €6 ASk41,w)) — Xp ()
=VP(0,w) — Xg(w).
Hence, 0% (0) = V3#(0,0) = V(0). An optimal hedging policy can be identified with an optimal solution to the

infimum operations in equation (18) or (19) depending on whether the option was exercised at a period smaller or equal
to k.
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C.8 Proof of Corollary 3.7

We start by looking at the case of an American option with commitment. Based on Proposition 3.4, we can first
prove that, given any exercise policy 7, the writer should stop hedging after exercise by studying, for each k, whether
¥ (w) = 01is optimal when 7(w) < k. Specifically, if 7(w) < k, then we have that:
arg min P (Vilea (1) =€k ASpi1, w)
Sk

K

K—1
argmin inf p}ny( Z 1{r =l}F(Se,Y,) — Z EoASp1q,w
Sk Ert1:K—1 Pt —n

—argmin_inf  pf (= > &AS1,w) D {0},

&k ket —1

since the p}’ satisfies the bounded conditional market risk assumption and is conditionally coherent, thus
infe, e, P (= Zf:_kl €ASpy1,w) = 0. This confirms that if 7(w) < k, then £*(7,w) := 0 is optimal for
all 7 < k so that the number of shares of the risky asset becomes:

k k
GUr >k} + > Gl{r=i} =& -0+ > 0-1{r=i}=0.

i=0 =0
In other words, it is optimal to stop hedging at 7(w).

A similar argument can be used for the buyer. Namely, we can study, for each k, the structure of £.* (w) when 7o (w) < k.
This is done as follows:
K—1

arg min pj (=& ASk 41 + Vil (1{ro < k}),w) = argmin_inf  pf (= Y &ASe,w) O {0},
&k ke k1K1 —r

which again implies that it is optimal to stop hedging at 7.

For the case of an American option without commitment, the same argument has for the case with commitment applies
for the buyer. On the other hand, for the writer we can retrieve the optimal hedging policy from Proposition 3.6.
Looking carefully, for each k, at the structure of £}*(w) when 7(w) < k, we realize that the same arguments apply

K—1
argmin py (& ASki1 + Vi ({7 < k}),w) = argmin_inf  pff o | = D &ASp1,w ] 2 {0}
&k &k Ekt1:K—1 —r

Hence, once again it is optimal to stop hedging starting at 7.

D Appendix for Section 4

D.1 Verifying the Bounded (Conditional) Market Risk Property for Worst-case Risk Measures

In this section we identify sufficient conditions under which the one-step decomposition of a worst-case risk measure
satisfies the bounded conditional market risk property. However, before studying such conditions we need to first define
a useful projection operator.

Definition 9. Given an uncertainty set I/ C R¥X and a history of observations 71.5_1 € R*~1, we define the operation
of projecting U over the time interval {k, ..., k'} with 1 < k < k¥’ < K as follows:

Itk < K, IFreREF FT_ o7 FT]TEZ/I}

Uik (Prik—1) =T € RK —k+1
( ) { Ift = K, [f’{k—l r ] cu

This definition is helpful in describing, for a given worst-case risk measure that exploits some uncertainty set {/, the set
of all realisations of the return vector for which the bounded conditional market risk property is satisfied.

Definition 10. Given a worst-case risk measure using an uncertainty set A C RX we define the set of returns with
bounded conditional market risk as follows:

AlU) = {r e R¥

K
vk € {0,..., K — 1}, . inf pric(— D Ceresrm) €] — 00, o}} : (31)
/=

ks QK —1
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In particular, one can also reformulate the definition of A (/) as follows:

vk e {0,....,K — 1}
AU) = TGRK‘ . T ’ K-1 . _ },
@) { Unr1:x (1) =0V infe, ¢, SUPR L et i (r) — 2otmr $eTe+1 €] — 00, 0]
where 71 1. refers to a vector in RE k-1 with indexes in the range {k+1,..., K}, and where we use ¢, as shorthand

notation for ¢,(7y.¢). We will repeat this abuse of notation throughout the section to simplify the presentation of
equations.

Based on Definition 10, it is clear that a worst-case risk measure will satisfy the bounded conditional market risk
condition if &/ C A(U). This is formally stated by the following lemma.

Lemma D.1. Let p be a worst-case risk measure that uses an uncertainty set U C RE such thatd C A(U), then p
necessarily satisfies the bounded conditional market risk property.

Proof. This result simply follows from the fact that for any » € R¥ and any k € {1,..., K}, two situation can occur.
First, the set Uj,41. i (71:1) might be empty, which leads to inf¢, . ¢, | prx(— Zﬁik ¢oret1, ) = 0 by the definition
of pi(X,r) thus the market risk is bounded for this realization. Secondly, one should investigate the case where
Uk+1.x (1) is non-empty. In this case, there exists a7 € U C A(U) such that r1.;, = 71.,. Hence, one can verify that:

K K—1
ian pk,K(—ZCﬂ‘eH,T) = inf sup - Z CoTet1
=k

Chre G —1 koo SR 1 Py €UR 1 (T1k) g

K—1
= inf sup - Z Cirkt1 €] — o0, 0],

CseeCr—1 Trlk €Ut 1K (Prk)  y—g

based on the fact that # € A(U). This implies that the conditional market risk is bounded on all of R¥ which is a
stronger condition than in Assumption 3.2 where the condition is only imposed with probability one. O

Based on the above discussion, given an arbitrary uncertainty set which might not satisfy the condition i C A(U),
it therefore appears that we are in need of a procedure that would select a subset 4’ of U for which this property is
satisfied. One attractive candidate takes the form of the following set which we will call the no-arbitrage subset of U/,
when it exists.

Definition 11. Given an uncertainty set U, we define the no-arbitrage subset {"* of I as the largest set ' C U that
satisfies U’ C A(U'). Mathematically, U™ satisfies the following two properties:

1. U™ C AU™)
2. VU CU,U" C A(U') we have that ' C U™ .

Considering the previous definitions, one might wonder if such a no-arbitrage subset always exists. The following
theorem confirms that it does always exist when I/ is both closed and convex.

Theorem D.2. Given that U is convex and closed, the no-arbitrage subset of U is equal to V(U) N U where
k
VU)=qreRN0el, (D ey et |V (r ¢ Uh) VE=1,.., K 1},
j=1

with e; € RE as the j-th column of identity matrix, and where V(U) = 0 if 0 ¢ U.

Proof. The proof of this theorem is divided in four parts. First, we show that V(i) = A(U). This step is itself divided
in two parts, namely first that V() C A(U) and then that V(U/) D A(U). The second step consists in proving that
V(U) NU satisfies the two conditions of the no-arbitrage subset /™.

Step 1.a (V(U) C A(U)). Given any member r of V(U), we know that forall k = 1,..., K, either r1.;, ¢ Uy, which
leads to:

K
incf prac (=Y Cerepasr) =0,
{=k

Cl«vwa K—1
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by definition. Otherwise, the vector [r{,,_; 0., _,.,]7 € U thus we can conclude that:
K—1

K—1
inf su — rer1 > inf — 0-0=0>—00.
ST ey >

ChoooosCK 1 Fpprc kg (T1k) Ky CK—1

From this, we conclude that V(U) C A(U).

Step 1.b (A(U) C V(U)). Given any member r of A(U), forany k = 1,..., K — 1, we have that:

K
incf prac (=D Cprepa,r) > —00.
=k

Ckv"'7 K—1

This means that either ry.;, ¢ Uy, or

K-1
inf sup - Z Cofey1 > —00.

ChseeCr—1 Trt1:K €U+ (T1k)

We can further process this second condition by rewriting it as:

. _ T - T
inf sup CeTrt1 + g1 ([rig To]” ) > —o0,
Ck Frt1 €EUR41(T1:8)

where Uy, +1(r1.x ) is short for Uy 41541 (1.1 ), and with

T (r1:1) = inf sup CePrr1 + o1 ([P Prsa] ™)
Ck 1 E€UR+1(r1:1)

forallk =0,..., K — 1 while mx (r) := 0. Yet, one quickly realizes that:

Tr-1(ri.x—1) = inf sup Ck—1TK
K-17geUk(ri:x—1)

K—1 TrEUK (T1:x 1) Fre€Ur (ri.c—1)

= inf max <§K1 inf Tr, Cr_1 sup T‘K>

- 0 if 0 EZ/[K(Tl:K—l)

] —oo otherwise ’

where the second equality follows from the fact that U (1.5 —1) is a closed interval given that I/ is convex and closed.
The third equality comes from the fact if 0 € Ug (1. —1) then the infimum over (j, is reached by (3 = 0, while when
it Uk (r1.x—1) does not include zero, then the infimum can reached an arbitrarily low value since the sign of 7 is
determined. Consequently, by induction, for any k = 0, ..., K — 1, it must actually be that:

. r T r T
m(rie) =inf  osup GePkr + T ([P Tea])
Ck Frg1 €EUR+1(T1:1)
= inf max | (x inf T+t G " o
Ck Tra1:[Thd1 O o )T €Ukt 1:k (T1:8) et 1ilPhar Oy g T €U+ 1k (k)

_ 0 if0€Upy1.x(r11)
B —oo  otherwise

Based of this argument, we must therefore conclude that if » € A(U), then for all k, either 71.;, & U.; or mx(r1.8) >
—o0 hence that 0 € Uy 1.5 (71.%). Overall, this confirms that r € V(U).

Step 2.a U™ C A(U™™)). To prove this property, we need to show that:
UNAU) C AUNAU)),
which is equivalent to showing that:

UNYU) CYUNVU)),
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since U is convex and closed so that A(U) = V(U) and therefore U N A(U) = U N V(U) is also convex and closed so
that AU NAU)) = VU N AU)) = V(U NV(U)). We will tackle the second equivalent condition, where we will
make use the following representation:

k
YOV NU) = r e R ejry e VU)NU V (ryg & VU) NUY1) Ve =1, K — 1
j=1
Specifically, given any » € U N V(U) C RE, and for all k = 1,..., K, we will confirm that Z§=1 e;jr; € V(U)NU.
We can first check that:

k
Z e;T; € u,
i=1
since r € V(U). Furthermore, letting w := Z?Zl e;r;j, we can further check that forall ¢/ =1, ..., K,
L L k k¢ min(k,€)
T T
Zeiwi = Zeiei Zejrj = ZZeiei ejry = Z ejr; €U,
i=1 i=1 j=1 j=1i=1 j=1

since again r € V(U), which implies that w € U N V(U). Based on these arguments, we can conclude that

reVUNVU)).
Step 2.b (4™ is the largest). The second property is proved as follows:
UCU=UnNVU)YCUNYU)=U =UNAU) =UNVU) CUNVU),

where the first implication comes from the definition of V(U’) and the fact that 4/’ C U. The second implication first
exploits the fact that 4/’ C A(U’) and then that A(U') = V(U'). This concludes the proof.

O

D.1.1 Bounded Conditional Market Risk Property for i/,

Exploiting the result of Theorem D.2, we can now provide a proof of Lemma 4.1. Specifically, since U is a closed
convex set, the theorem provides a recipe to construct the no-arbitrage subset of U, i.e. U"* := U N V(U). In the
context that is studied V(U) reduces to

maxgeq1,.. .k} b/ kKT/K /o —T <0

k o o) —pk’ .
<man/e{k,4..7K} ’Z“lj%;)/;’“ T/K‘ . o) V (rin ¢ Un), ¥k € {1, K}

One can easily verify that W NU = V(U) N U under the conditions of Lemma 4.1.

V(U)=reRE

D.1.2 Bounded Conditional Market Risk Property for /5

In this section, we show that the worst-case risk measure defined based on the set {45 satisfies the bounded conditional
market risk property by showing that A(Uy) = R¥ and exploiting Lemma D.1. Specifically, we can show that for all
r € RE andallk € {0,..., K — 1}, either 71.;, ¢ Uy, or

K-1
m(rig) == inf sup - Z CeTer1 = 0.

foesC K1 Trt1:K €U+ 1K (T1R)  —p
Indeed, when 1. ¢ Uk, one can rewrite

Tk (r1k) = inf sup —CPrgr + T (Pl Trga]”) s
Cl 71 €URL1 (r1ek)

where

Tr-1(ri.k—1) = inf sup —CK—1TK .
CK—1 FrEUK K (T1: K1)

Given that for all k, the function 7y, is evaluated with some non-empty and symmetric U1 (r1.x), we thus have that:

Tr—1(ri:x—1) = inf |Cx_1] sup rx =0,
Cr—1 FrEUR Kk (T1:K—1)
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and recursively for k = K —1,...,0,

. _ T T . _
7k (r1:,) = inf sup —CiTr+1 + 1 ([r1s Try1]” ) = inf sup —CkTra1 +0
Sk Phr €U (T11) Sk Fpop1 €U (T121)
= inf | (k| sup Trr1 = 0.
Ce Tr41€UR+1(T1:8)

This confirms that the worst-case risk measure defined based on the set U5 satisfies bounded conditional market risk
property.

D.2 Worst-case Risk Measures with 1/, or U/, Satisfying the Markov Property

In this section we identify two state processes 6y, : R¥X — R under which the worst-case risk measures with /; and Uy
are respectively Markovian.

Starting with the set inspired from [3], we let 0}, := 22:1 log(1 4+ 7¢). With this definition in hand, we can demonstrate

the properties that are described in Definition 5. First, we have that 051 = Z];ill log(1 + 1) = log(1 + ri+1) + Ok
and hence can be measured directly from (6, r;, + 1). Second, we can confirm that for all X € £,(€Q, F41,P), if
T1:; € U1.x, then:

pe(X,r) = sup X(r)

r'eUir] =Tk

T — T
= sup X([rig Tra1r Thro:x]”)
Trp1 €UY (T F_, log(1+74))

= sup e (X, Teq1) = pr(Ip (X, 7), 0 (7)),

P €UY (01 (r))
where
Ul (6r,) = {r cr||% Hogil\/%“kw[( <T, VK> k}
and

£7/0
. _ J suppeue o) X(rer) A UR(0k) # 0
Pr(X,6k) : { . )k((O) otherwise

In the case of the set U/5 inspired from [4], we let instead 6}, := Zif:l rf, with 041 == 0), + Tiﬂ and (X, 01) 1=
SUDPr, ; etdf (0x) X (rk+1) where

Ul (0,) = {r cR ’ 0 +12 € [0iNT/K — TViN,oiNT/K + TViN], Vi > k;/N} .

The rest of the details are very similar as previously.

D.3 Implementation Details Regarding How the Dynamic Program Was Solved

In order to solve the dynamic programs of the models, in the first step, we divide our simulated stock paths into a
training, Dy,qin, and a test set, Dy.s;. Then we calibrate the uncertainty set parameter I' in a way that 95 percent of
the train paths fall into the uncertainty set. Depending on the type of the uncertainty set, U; or Uz, we consider either

cumulative log returns Zle log(1 + 7;), or cumulative square returns Zle r? along with the stock price Sy, as state
variables of the DP. Next, we generate a two dimensional grid for the state variables at each time step. The upper and
lower bounds of the grid for the stock prices are obtained by simply considering the price bounds in Dy,.4;,,. The bounds
could be computed in a more conservative way by considering some deviations from the minimum and maximum
values of Dy,.4iy, sO that they contain with a higher probability the paths of the D;.s:, however, we did not observe
improvements in terms of the hedging performance by considering such bounds in our setting. Another issue worth
mentioning is regarding the time dependency of the grid bounds. In our implementation we consider the same bounds
for all time periods. This would allow the model to consider the cases where the whole budget of the uncertainty sets
are used up in the very first steps. However, in general, the bounds of the grid could be time dependent and determined
at each time by using the price paths in that time. For the other state variable, we first use the D;,.4;,, to compute the

associated paths of Zle log(1 +r;) or Zle r?. The upper and lower bounds of the grid could be computed from
these values.

36



A PREPRINT - SEPTEMBER 15, 2020

In order to solve the dynamic model, starting from the last period, for each combination of state variables, and for each
side of the contract, the “best hedging risk to go” is computed and assigned to the point. For periods other than the last
period, we need to solve an optimization model to obtain the optimal allocation of wealth. Since we discretized the
state space, at each point we find the reachable values in the next period for the two state variables (0, Sy). To do so,
we start with the reachable values for 71 using the definition of the projected uncertainty set. Specifically, for U/
we will have 7441 € [}, 1, Tx41], while for U, we will have 74,41 € [g}c_‘_l,ﬂlﬁl] U [zi_H, Fiﬂ]. When choosing the
reachable grid points, we always include up to the first grid point that falls outside the intervals in order to induce a
conservative bias to our approximation. Having these points, the next step is to find the optimal wealth allocation by
solving a piece-wise linear convex optimization problem. We pursue recursively until £ = 0.
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