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Abstract

This thesis is devoted to the study of signature-based models in finance and robust risk
measures.

The former is a class of asset price models whose dynamics are described by linear
functions of the (time extended) signature of a primary underlying process, which can
range from a (market-inferred) Brownian motion to a general multidimensional continuous
semimartingale. The framework is universal in the sense that classical models can be
approximated arbitrarily well and that the model’s parameters can be learned from
all sources of available data by simple methods. We provide conditions guaranteeing
absence of arbitrage as well as tractable option pricing formulas for so-called sig-payoffs,
exploiting the polynomial nature of generic primary processes. One of our main focus
lies on calibration, where we consider both time-series and implied volatility surface data,
generated from classical stochastic volatility models and also from S&P 500 index market
data. For both tasks the linearity of the model turns out to be the crucial tractability
feature which allows to get fast and accurate calibrations results. We propose additionally
a modification of the previous asset price models, by parameterizing the volatility process
as a linear functional of the signature of a primary process. We then obtain both closed
formulas for VIX index futures and a tractable expression for the corresponding SPX index
dynamics under a pricing measure. This in turn allows to tackle the complex problem
of joint calibration to SPX and VIX options which we solve by employing correlated
Ornstein-Uhlenbeck processes as primary processes.

The second line of research consists in first introducing two kinds of risk measures
with respect to some reference probability measure, which both allow for a certain
order structure and domination property. Analyzing their relation to each other leads
to the question when a certain minimax inequality is actually an equality. We then
provide conditions under which the corresponding robust risk measures, being defined as
the supremum over all risk measures induced by a set of probability measures, can be
represented classically in terms of one single probability measure. We focus in particular
on the mixture probability measure obtained via mixing over a set of probability measures
using some prior, which represents for instance the regulator’s beliefs. The classical
representation in terms of the mixture probability measure can then be interpreted as a
Bayesian approach to robust risk measures. The last part of the thesis is devoted to an
outlook in the direction of dynamic robust risk measures under model uncertainty and
their properties in light of the aforementioned findings in the static setup.






Kurzfassung

Diese Arbeit ist der Untersuchung von Signatur-basierten Modellen und robusten Risiko-
mafen in Finanzmathematik gewidmet.

Bei ersteren handelt es sich um eine Klasse von Aktienpreismodellen, deren Dynamik
durch lineare Funktionen der Signatur eines zugrunde liegenden Prozesses beschrieben
wird, der von einer aus dem Markt abgeleiteten Brownschen Bewegung bis hin zu einem
allgemeinen mehrdimensionalen stetigen Semimartingal reichen kann. Der Modellrahmen
ist universell in dem Sinne, dass klassische Modelle approximiert werden kénnen und dass
die Parameter des Modells durch einfache Methoden aus allen verfiigbaren Datenquellen
gelernt werden kénnen. Wir untersuchen weiters Bedingungen, die die Abwesenheit von
Arbitrage garantieren, und leiten Optionspreisformeln fiir sogenannte Sig-Payoffs her, die
die polynomielle Eigenschaft generischer Prozesse ausnutzen. Einer unserer Schwerpunkte
liegt auf der Kalibrierung, bei der wir sowohl Zeitreihen- als auch implizite Volatilitdtsdaten
beriicksichtigen, die einerseits aus klassischen stochastischen Volatilitdtsmodellen und
andererseits auch aus S&P 500-Indexmarktdaten generiert werden. Fiir beide Aufgaben
erweist sich die Linearitdt des Modells als entscheidendes Merkmal, das es ermoglicht,
schnelle und genaue Kalibrierungsergebnisse zu erhalten. Dartiber hinaus schlagen wir eine
andere Version des bisherigen Aktienpreismodells vor, indem wir den Volatilitdtsprozess
als lineares Funktional der Signatur eines zugrundeliegenden Prozesses parametrisieren.
Auf diese Weise erhalten wir sowohl geschlossene Formeln fiir VIX-Index-Futures als auch
eine gut handhabare Dynamik des SPX-Index unter einem risiko-neutralen Maf. Dies
liefert dann den Ausgangspunkt, um das komplexe Problem der gemeinsamen Kalibrierung
an SPX- und VIX-Optionen anzugehen, das wir unter Verwendung korrelierter Ornstein-
Uhlenbeck-Prozesse 16sen.

Der zweite Forschungsstrang besteht darin, zunéchst zwei Arten von Risikomafen in
Bezug auf ein Referenzwahrscheinlichkeitsmafl einzufiihren, die beide eine bestimmte
Ordnungsstruktur und Dominationseigenschaft zulassen. Die Analyse in welchem Verhalt-
nis diese zwei Arten von Risikomafien zueinander stehen fiihrt zu der Frage, wann eine
bestimmte Minimax-Ungleichung tatséchlich eine Gleichheit ist. Wir stellen dann Bedin-
gungen auf, unter denen die entsprechenden robusten Risikomafe, die als Supremum iiber
alle durch eine Menge von Wahrscheinlichkeitsmafien induzierten Risikomafie definiert
sind, klassisch durch ein einziges Wahrscheinlichkeitsmaf dargestellt werden kénnen. Wir
konzentrieren uns insbesondere auf die Mischverteilung, die man durch Mischen iiber
eine Menge von Wahrscheinlichkeitsmafsen unter Verwendung eines Priors erhélt, der z.B.
die Einschétzungen des Regulators darstellt. Diese klassische Darstellung in Form der
Mischverteilung kann dann als Bayesianischer Ansatz fiir robuste Risikomafe interpretiert
werden. Der letzte Teil der Arbeit widmet sich einem Ausblick in Richtung dynamischer
robuster Risikomafse unter Modellunsicherheit und deren Eigenschaften im Lichte der
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oben genannten Erkenntnisse im statischen Setup.
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Introduction

In the past few years data-driven models have successfully entered the area of stochastic
modeling and mathematical finance. The paradigm of calibrating a few well interpretable
parameters has changed to learning the model’s characteristics as a whole, thereby
exploiting all available sources of data. Thus highly parametric and overparametrized
models have gained more and more importance. On the one hand this has opened the
door to robust and more data-driven model selection mechanisms, while on the other
hand model classes still have to be chosen in a way to guarantee first principles from
finance like “no arbitrage”. Relying on different universal approximation theorems leads
to different well-suited classes of dynamic processes that can serve both purposes.

One class of such financial models are so-called neural stochastic differential equations
(SDEs) which are defined as Ito-diffusions where the drift and the volatility function
are parameterized via neural networks (see e.g. Gierjatowicz et al. (2020); Cuchiero
et al. (2020); Cohen et al. (2021)). Another class of models, considered in Perez Arribas
et al. (2020) and inspiring the current work, are so-called Sig-SDFEs. These are again
Ito-diffusions, however in this case the characteristics are linear functions of the signature
(more precisely introduced below) of some (properly extended) driving Brownian motion.

In the first part of the present thesis we consider a related approach, where the asset

price model itself is parameterized as a linear function of the signature of a primary
underlying process. This primary process can either be a classical driving signal, e.g. a
Brownian motion, but also a more general tractable stochastic model describing well
observable quantities.
The notion of signature goes back to Chen (1977, 1957) and plays a crucial role in the
context of rough path theory initiated by Lyons (1998). Indeed, we consider in Chapter
1-2 the time extended signature of an R%valued path which serves as linear regression
basis for continuous path functionals, since

e it is point-separating, as its final value uniquely determines the underlying path;

e linear functions on the signature form an algebra of continuous functions (with
respect to a certain variation distance) that contains 1. More precisely, every
polynomial on the signature may be realized as a linear function via the so-called
shuffle product .

The Stone-Weierstrass theorem therefore yields a Universal Approximation Theorem
(UAT), telling that continuous path functionals on compact sets can be uniformly approx-
imated by a linear function of the time extended signature.

Therefore signature-based methods provide a non-parametric way to extract charac-
teristic features (linearly) from time series data, which is essential in machine learning



tasks in finance. This explains why these techniques become more and more popular in
econometrics and mathematical finance, see e.g., Buehler et al. (2020); Kalsi et al. (2020);
Perez Arribas et al. (2020); Lyons et al. (2020); Ni et al. (2021); Bayer et al. (2021); Min
and Hu (2021); Akyildirim et al. (2022) and the references therein.

In the first part of the thesis we consider signature-based models with the goal to provide
a data-driven, universal, tractable and easy to calibrate model for a set of traded assets
S. For the sake of exposition we shall assume throughout that S is one-dimensional. As
already mentioned above the main ingredient of our modeling framework is a d-dimensional

primary process X = (X}, ..., X{);>0, in most case augmented with time ¢, where X
is supposed to be a contlnuous semimartingale. We shall denote the time augmented
process via (Xt)t>0 = (t, X}, ..., X)>0 and assume that its signature denoted by X

serves as linear regression basis for S. Indeed, S is modeled /approximated via a process

Sp(€) defined as
Sn(0)¢ = 0(Xy), (%)

where £ is a linear map of the signature of X up to degree n € N that has to be inferred
from data (see Definition 1.2.3 for further details). The attractiveness of this model class
arises from several important features that we summarize in the sequel.

No arbitrage: As shown in Section 1.2.1, the model of form (x) can also be expressed
in terms of stochastic integrals. From this representation conditions guaranteeing
no-arbitrage can in turn be easily deduced.

Universality: As we argue in Example 1.2.15 classical stochastic volatility models driven
by Brownian motions with sufficiently regular coefficients can be arbitrarily well
approximated by models of form (x), when choosing the driving Brownian motions
(possibly modified with some drift) as primary process X. Locally in time this
can be inferred from the stochastic Taylor expansion that we state in Proposition
1.1.15, which gives quantitative estimates. It can also seen as a consequence of the
Stone-Weierstrass theorem in the way formulated e.g. in Lemma 5.2 in Bayer et al.
(2021) (see also Cuchiero and Maoller (2023)), however without a convergence rate.

Tractable option pricing formulas for sig-payoffs: By relying on the above UAT and
in turn on approximations via so-called sig-payoffs of the form L(ST(K)) (see also
Lyons et al. (2020)), where S denotes the signature of (5)): := (,S;); and L a linear
map, this kind of approximate options pricing reduces to the computation of the
expected signature of X. Indeed, in Section 1.2.2 we first show how to express
ST(E) in terms of the signature of X and then translate this to the computation of
Eq [L(S7(¢))] under some pricing measure Q. These formulas can then be applied
whenever Eq [XT] can be easily computed. This is the case for highly generic primary
processes of the form

dX, = b(X,)dt + \/a(X,)dB,,
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where b and a are linear maps. Indeed, as shown in Cuchiero et al. (2023b) these
processes can be seen as projections of extended tensor algebra valued polynomial
processes (introduced in Cuchiero et al. (2012); Filipovi¢ and Larsson (2016)),
which implies that the expected signature can be computed by solving a linear
ODE. This ODE is usually infinite dimensional, but if X is itself a polynomial
process it becomes finite dimensional. We exemplify this polynomial process point
of view by means of time extended correlated Brownian motions, a particular simple
polynomial process, in Section A.1.1 and for time extended classical polynomial
processes in Section 2.2.

Calibration to time series data: The tractability of the model class given by (*) becomes
particularly clear in view of calibration tasks. Indeed, when the goal is to calibrate
to times series data of prices (S;,), or spot volatility /spot variance (V;,),, this
task reduces to a simple linear regression. We illustrate this well working procedure
on out-of-sample data generated from Heston, SABR and multivariate Black-Scholes
models in Section 1.4.1.

Calibration to options: When calibrating to the market’s volatility surface (see Sec-
tion 1.4.2), we exploit again the linearity of the model by precomputing Monte
Carlo samples of X and then performing a standard optimization to find the para-
meters of the linear map ¢. By initializing the parameters of £ appropriately this
optimization task actually becomes a convex problem, which makes it particularly
tractable. On simulated and real market data (S&P 500 index) we show that a
full calibration to the volatility surface, in particular when using time dependent
parameters, is highly accurate and very fast. Note that sampling from the calibrated
model is also particularly easy since it just means computing a scalar product
between the parameters and the trajectory of the signature.

Closely related to the work presented in Chapter 1 is the inspiring paper by Perez Arribas
et al. (2020) (see also Perez Arribas (2020)). Indeed, the class of Sig-SDEs considered
there can be embedded in our framework by choosing a properly extended one-dimensional
Brownian motion (namely a lead-lag transformation) as primary process. This is due
to the fact that (x) can also be expressed in terms of stochastic integrals as stated in
Proposition 1.2.9. While in Perez Arribas et al. (2020) calibration was considered for
certain options within the Black-Scholes model, we here provide calibration results to both,
time-series data and volatility surfaces generated from classical stochastic volatility models
and also from real market data. A crucial difference is that the model in Perez Arribas
et al. (2020) is calibrated to sig-payoffs that approximate vanilla call and puts. As we
encountered some problems with this procedure (as outlined in Appendix A.2), we rely
on Monte Carlo pricing which is fast due to the possibility to precompute all samples of
X in advance.

Chapter 2 treats a sligthly different class of signature-based models and constitutes a
novel contribution for joint VIX and S&P 500 index modeling and calibration to the



corresponding options. The joint calibration to SPX' and VIX options is a problem that
has gained a lot of attention in quantitative finance since several years. It is sometimes
still regarded as the holy grail of volatility modeling, even though significant progress has
been made recently (see below in the literature overview).

One main reason for the increased interest, is that the VIX index is no longer only used
as indicator of volatility, but rather as important underlying for many derivatives. In fact,
futures and options written on it are extensively used to hedge the volatility exposure of
option portfolios, see e.g. Rhoads (2011). Suppose that an investor has a long position
on the S&P 500 index. Although she might believe it has long-term prospects, it would
be desirable to reduce her exposure to short-term volatility. Buying VIX derivatives with
the belief that volatility is going to increase she might balance out these positions, while
she was wrong, the losses to her VIX position could be mitigated by gains to the existing
trade.

On February 24, 2006, European options written on the VIX index were also launched
on the CBOE in the form of options on VIX futures. We address the reader to the official
website of CBOE? for details on how the VIX is computed and traded in practice.

The higher liquidity on the market of VIX index products has marked the need to
jointly calibrate to both, the prices of options on the underlying S&P 500 index and to
prices of VIX derivatives.

From a data perspective the challenge, especially for short maturities, is to reconcile
the large negative skew of SPX options’ implied volatilities with relatively lower implied
volatilities arising from the VIX options. This has been discussed rigorously in Guyon
(2020a), where the author shows a necessary condition to solve the joint calibration
problem. As observed in the paper this translates, in the context of models with
continuous trajectories, to a volatility process with high mean-reversion speed and large
negative correlation to the S&P 500 index. In addition to that a high vol-of-vol is desirable
in order to reproduce the aforementioned negative skew of at-the-money SPX options,
but can yield too high implied volatilities for the VIX options.

Remark 0.0.1. It is also important to notice that given a type of option just a fixed
number of maturities are available. This in particular implies that on different days
options with different time to maturities are traded. For example, options with exactly
one year time to maturity are not available on a daily basis. For what concerns the
options we are interested in, typically, VIX options expire on the Wednesday 30 days (or
closest to 30 days) prior to the third Friday of the next calendar month. On the other
hand a monthly SPX option typically expires on the third Friday of every month.

Inspired by Perez Arribas et al. (2020) and the work in Chapter 1, we consider here a
new type of stochastic volatility model for the discounted price process S = (S;)i>0 with
continuous trajectories. It is given by

dS;(€) = Si(£)oy (£)dB:,

!The SPX is a theoretical index, in the sense that it is pegged to the value of the S&P 500 without being
based on a held portfolio of stock shares. In the present we use SPX and S&P 500 interchangeably.

2www.cboe.com /tradable products/vix/


https://www.cboe.com/tradable_products/vix/

Introduction

for an initial condition Sy € R4, a standard Brownian motion B, and a volatility process
o° satisfying ~
ol () = £(Xy), (0.0.1)

where /¢ is a linear map of the signature X of a time extended d-dimensional continuous
semimartingale X. By modeling 0 via (0.0.1) we assume that the signature of X,
denoted by X (and rigorously introduced in Section 1.1), serves as a linear regression basis
for the volatility process, while the parameters of the linear map ¢ have to be learned
from (option price) data. Note that the parameters of X are prespecified beforehand
and can thus be seen — in analogy to machine learning terminology — as hyperparameters
(that of course can be optimized over some training or validation set). As outlined below
this is one of the crucial features that allows for the split of the calibration task into
precomputable samples and parameters to optimize.

Let us now highlight the implications of this modeling framework and the novelty of
the present work.

e The modeling framework can be seen as universal in the class of continuous non-rough
stochastic volatility models, which is a consequence of the universal approximation
result stated in Theorem 1.1.12.

e It is not only universal in an approximate sense, but truly nests several classical
models (see Remark 2.1.5) and for instance also the ‘quintic Ornstein-Uhlenbeck
volatility model’, recently proposed by Abi Jaber et al. (2022b), which — with an
additional input curve — fits SPX and VIX smiles.

e By choosing the parameters of ¢ appropriately, the modeling framework incorporates
both, purely Markovian (in (S, X)) and path-dependent models.

e Up to our knowledge, it is the first signature-based model that is employed for
pricing and calibration of VIX options as well as joint calibration, together with
SPX options.

e We illustrate that the joint calibration problem can be solved in this framework
without jumps and rough volatility (compare also Guyon and Lekeufack (2022);
Rpmer (2022); Abi Jaber et al. (2022b)).

e By using time-varying parameters we can go beyond short maturities both for
SPX and VIX options (as classically tackled in the literature) and achieve a joint
calibration also for longer maturities.

In order to achieve the highly accurate calibration results, illustrated in Section 2.3.4
and Section 2.5, we exploit the following mathematical and numerical properties.

e Defining Z := (X, B), then not only ¢(¢) but also the log-price log(S(¢)) can be
expressed as a linear function of the signature of Z. The computational benefit
is immediate, since no (Euler) simulation scheme is needed to sample from the



marginals of the price process. In terms of the parameters ¢, log(S(¢)) is the sum
of a quadratic function and a linear one, see Proposition 2.4.5.

e If X is additionally a polynomial process (see Cuchiero et al. (2012); Filipovi¢ and
Larsson (2016)), then the VIX under our model can be computed analytically via
matrix exponential. Indeed, in this case the forward variance can be represented
by a quadratic form in the parameters £ and the corresponding matrix can be
computed by polynomial technology, i.e. via matrix exponentials, see Theorem 2.3.1.
This efficient tractability property is a consequence of the fact that the truncated
signature of a polynomial process is again a polynomial process (see Section 2.2).

e We can apply a Monte Carlo approach (potentially with variance reduction) for
option pricing and calibration, since the signature samples of 7 can be computed
offline. Indeed, due to the representations of VIX and log(S(¢)) described above,
the same samples can be used for every linear map £. Therefore, the calibration task
can be split into an offline sampling and a standard optimization, as no simulation
is needed during the latter.

To compare our results we also give an extensive literature review on the joint calibration
problem in Chapter 2.

The second line of research concerns robust risk measures and their representation.
In quantitative risk management, risk measures are used to determine the minimal
capital requirement so that a financial position, described by a random variable, becomes
acceptable. Proceeding from the pioneering works of Artzner et al. (1999), Follmer and
Schied (2002) and Frittelli and Gianin (2002), several ideas have been proposed to extend
the framework based on a single probability measure to a robust setup where the risk
evaluation is not only based on one probability measure, but rather on a set of possibly
non-dominated ones. A common approach among these is to robustify a particular risk
measure by considering its worst-case counterpart, meaning to take the supremum over
all risk measures induced by the specified set of probability measures. We shall call this
robust (version of a) risk measure.

This approach has been pursued e.g. for Value at Risk (VaR) by Peng et al. (2020)
and Pei et al. (2021), where the risk measure is robustified via the concept of sublinear
expectations, and also by Embrechts et al. (2013), where the supremum of VaR over a set
of possible joint distributions with prespecified marginals is computed. In the articles by
Pei et al. (2021), Ghaoui et al. (2003) and Zymler et al. (2013) the supremum over all
distributions within a certain class of models is considered to compute a ‘robust’ quantile.
Similar approaches have been adopted for two particular coherent risk measures, namely
Expected Shortfall (ES) and the superhedging price (see e.g., Zhu and Fukushima (2009),
Fertis et al. (2012), Arias-Serna et al. (2020), Obl6j and Wiesel (2021)).

Another possible perspective to account for model uncertainty is to modify the functional
form of a risk measure by distorting the probability measure or a quantile, compare for
instance Belles-Sampera et al. (2014); Wang and Ziegel (2018); Embrechts et al. (2018);
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Wang et al. (2020); Liu et al. (2021, 2022) for distorted versions of VaR and ES or more
recently Jaimungal et al. (2022) for a distortion of a utility based risk measure. In Wang
and Ziegel (2018) also different notions of law-invariance for robust versions of VaR and
ES are discussed.

These viewpoints have been extensively employed not only in risk evaluation but also in
stochastic optimization, see e.g. Wang and Xu (2020), and in insurance, see for instance
Escobar and Pflug (2018) and Birghila and Pflug (2019).

In Chapter 4 we introduce a different approach to robustness which is inspired by the
following reasoning. Suppose that there is some probability measure P and an associated
risk measure which yields for all financial positions a maximal value, defined e.g. by the
regulator of the financial market as worst case. We shall thus call such a ‘maximal’ measure
‘worst-case probability measure’ and introduce a certain order structure to incorporate it
into a family of risk measures. Indeed, we require that

(i) the risk measured under any absolutely continuous measure is smaller or equal than
the risk computed under P;

(ii) for any equivalent measure we get the same risk.

Indeed, this worst-case point of view should capture the risk coming from all possible
scenarios rather than necessarily taking into account how probable they are, which is of
course reminiscent of option pricing under no-arbitrage assumptions. Let us motivate
this by a simple but extreme example with two equivalent probability measures P ~ P’.
Suppose that two investors start with zero initial capital, one believes in P the other
one in P’. Under P one can win 1 Million of dollars with probability 99% and lose 1
Million with 1%, while under P’ it is the opposite. How should financial regulators judge
such an investment? They could apply for instance the superhedging price which in this
simple complete market situation is just 0 and balances out the heterogeneous believes.
In contrast to that the Value at Risk at level A (defined as in (Follmer and Schied, 2011,
Definition 4.40)) under P would lead to —1 Million of risk capital for all A > 1% (meaning
one can throw 1 Million away and is still safe), whereas under P’ it would be 1 Million
of risk capital for all 0 < A < 99%. So if A = 5%, we would have either —1 Million or 1
Million of risk capital depending on the probability measure, showing that the Value of
Risk (like many other risk measures mentioned below) does not satisfy the above condition
(ii). From a heterogeneous beliefs perspective it is of course valid to associate different
risks to the equivalent measures P and P’ and the regulator could for instance always
choose the VaR under P’ to adapt a worst case point of view. However, as argued above
the superhedging price allows for a more balanced risk assessment, taking the different
heterogeneous beliefs seriously, and satisfies the conditions (i) and (ii). Another example
from the literature that satisfies these conditions is the worst case risk measure given
by —essinf X as discussed in Section 4.3.3. Our goal is thus to introduce appropriate
(families of) risk measures so that the requirements (i) and (ii) from above can be fulfilled.
With this approach we then aim to find a classical representation of the robust risk
measure in terms of a single probability measure, which can then be interpreted as such
a ‘worst-case probability measure’.



To make this program work we need to introduce appropriate (families of) risk measures
so that the requirements (i) and (ii) from above can be fulfilled. In this respect we consider
two different ways of defining risk measures with respect to some reference probability
measure P (not necessarily equal to P here). In both approaches we fix a monetary risk
measure p (in the sense of Section 4.1 or Follmer and Schied (2002)) on the space X of
bounded measurable random variables.

In the first approach described in Section 4.2.1 we then define for a given probability
measure P and for all X € L*>°(P),

pP(X):= _  inf p(X).
{Xex:P(X=X)=1}

With this definition it can be easily verified that whenever P’ < P, we have p!”’(X) <
pP(X) for all X € L*®°(P) and thus clearly also p” (X) = pP(X) if P’ ~ P (see Remark
4.2.2). Hence, whenever P takes the role of P, the desired properties (i) and (ii) are
satisfied.

In the case where the fixed risk measure p from which we start is convex and continuous
from below (see Section 4.1.2 for details) we can pursue a second approach, outlined in
Section 4.2.2. Indeed, fix some penalty function o on the space of probability measures
M and define p: X — R via

p(X):= sup {Eq[-X]-a(Q)}, VXeAX, (1)
QeMy

such that it coincides with the given p, or just use (1) as a way to fix a monetary risk
measure via a fixed penalty function «. Given a probability measure P, the second
approach then consists in defining another risk measure p*” via

P (X) = sup {Eg[-X] - a(Q)}, X € L®(P),
QepPP

where P? denotes the set of probability measures dominated by P. Also this definition
yields easily the properties p* (X) < p¥’(X) or any P’ < P and thus also p" (X) = p*(X)
if P’ ~ P (see Remark 4.2.4).

Note that the families of risk measures considered in the literature cited above usually
do not satisfy these requirements. This holds especially for the approach relying on
distortions, which includes as particular cases Expected Shortfall and Value at Risk.
Indeed, even for the most basic premium calculation principle (i.e. risk measure) in life
insurance mathematics, which is just the expected value of the present value of a payment,
the order condition is clearly not satisfied. Similarly, for an arbitrary distortion risk
measure, as e.g. Value at Risk, simple examples with P ~ P’ and random variables X7,
X where P gives a smaller value to X; while P’ gives a smaller value to X5 can be
constructed to see that the order condition does not hold either.

Coming back to the above defined risk measures p!” and p’’, note that for p given by
(1) both pP and p* can be defined, whence we aim for a comparison of them (see Section
4.2.3). While pP(X) is by definition given as the infimum of (i), taken over P-almost
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surely equal claims X , it turns out that p* is equal to the corresponding expression
where the infimum and the supremum are interchanged (see Lemma 4.2.5). Thus for
X € L>=(P), pP'(X) > pP(X) in general. By means of a classical minimax theorem, we
then derive sufficient conditions under which they coincide, see Proposition 4.2.6, but also
provide an example where the strict inequality holds (see Example 4.2.8).

This comparison is continued in Section 4.2.4, where we specialize the previous setting
further, assuming that the initial risk measure p is law-invariant with respect to some
fixed probability measure, denoted here by P, whose significance will become clear below.
Starting from this law-invariant risk measure we proceed as above and define p*’ and p*,
for some probability measure P and show that under certain assumptions, depending on
the relation between P and P, p¥ and p” coincide (see Proposition 4.2.10, Proposition
4.2.12 and Corollary 4.2.14). The economically most interesting aspect of this setup is
that the starting probability measure P with respect to which law-invariance is considered
turns out to qualify as ‘worst case probability measure’. Indeed, the risk computed under
P dominates the risk computed under any other probability measure P, no matter in
which relation P and P are (see Proposition 4.2.10 for details).

Having introduced the above setup that allows to consider families of risk measures,
i.e., either (p”)per or (p7) pes, induced by some family M of probability measures, we
consider in Section 4.4 and Section 4.5 the corresponding robust versions, i.e.

sup p” or  sup p’. (1)
PeM PeM

Observe that these can be seen as particular generalized risk measures, introduced recently
in Fadina et al. (2021). As mentioned above our main goal is to link the robust risk
measures given by (1) with a single ‘worst case probability measure’ P and to express ()
via pP or p¥ respectively. Indeed, as we prove in Theorem 4.4.6 and Theorem 4.4.8 such a
classical representation is possible if M is closed under countable convex combinations and
if there is a measure PP that satisfies the condition of generalized equivalence (see Definition
4.4.5). The latter means in particular that every measure in M can be dominated by P.
Even though any countable set of probability measures can be dominated, this can be
considered a strong condition, as it excludes uncountable families of mutually singular
measures. Note, however, that this rather strong domination property would still not be
enough to get a similar result for other robust versions of risk measures, induced e.g. via
distortions, since they do not satisfy the required order structure. Indeed, this generalized
equivalence property only works in combination with the ordering requirements from
above, which led to the specification of the considered family of risk measures being
crucial for this result.

In the setup of Section 4.2.4, where the starting measure P with respect to which
law-invariance is considered qualifies as ‘worst case probability measure’ we get a classical
representation without any assumption except that P has to lie in M. In particular, the
fully non-dominated case can be considered in this setup. The reason why this works
here is because the ordering is achieved on the level of the risk measures rather than the
probability measures.



In the last part of Chapter 4, namely Section 4.5, we analyze a particular candidate
for a ‘worst case probability measure’, giving rise to a Bayesian point of view to robust
risk measures. Indeed, let M = {P? : § € ©} be a family of probability measures defined
via a parameter space O, on which some (prior) distribution v is specified to model for
instance the regulator’s beliefs. Consider then as candidate for the ‘worst case probability
measure’, the so-called mixture probability measure, given by

P(-) = /@Pe(-)u(de).

We then show that under the (rather strong) assumption of continuity in total variation
of § — P?, this mixture probability measure actually qualifies as ‘worst case probability
measure’ in the sense that it is a generalized equivalent measure for a subset of M,
induced from a subset of © that has v-measure 1. Even though this continuity assumption
implies the existence of a dominating measure (see Lemma 4.5.11), this measure is not
necessarily equivalent to the mixture probability measure P (see Remark 4.5.14) and can
thus potentially yield higher values for the associated risk. Taking instead the mixture
measure as the ‘worst case probability measure’ means to take the (regulator’s) beliefs
expressed via v seriously. As above we obtain a certain classical representation for the
robust risk measures, now via the mixture probability measure (see Theorem 4.5.13).
In the setup of Section 4.2.4, we can again consider a non-dominated situation to get,
under mild conditions, a classical representation with respect to the mixture probability
measure P, where in this case P does not even have to lie in M (see Corollary 4.5.17).
Summarizing our main contributions are twofold:

(1) we introduce two families of risk measures allowing for a certain domination property
and analyze their relation to each other leading to the question when a certain mini-
max inequality is actually an equality. In the case of law-invariance our approaches
naturally lead to a ‘worst case probability measure’ under which the risk is always
maximal.

(2) we show under which conditions a classical representation of the robust risk measures
in terms of a single probability holds, where a particular focus is on the mixture
probability measure giving rise to a Bayesian point of view on robust risk measures.

Bayesian updating of the prior ¥ and computing the risk measure with respect to the new
mixture measure is then equivalent to computing a robust risk measure where the set over
which the supremum is taken has to be in accordance with the posterior distribution. It
thus gives a way how to dynamically update robust risk measures. First attempts towards
a generalization of the results obtained in Chapter 4 are outlined in Chapter 5, where
we consider conditional risk measure as building block of dynamic risk measures (see e.g.
Acciaio and Penner (2011)). There particular attention has to be taken, if we would like
to mimick the approach in Chapter 4. Indeed to start from a pointwise definition of the
risk measure, in contrast to the static case, we have to take care about the measurability
of the risk measure.
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Part I.

Signature-based models in finance
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1. Signature-based models: theory and
calibration

The present chapter is based on Cuchiero et al. (2022b), a joint work with Christa Cuchiero
and Sara Svaluto-Ferro.

1.1. An introduction to signatures

We start by introducing basic notions related to the definition of the signature of an R%-
valued continuous semimartingale. For similar introductions to the concept of signature
we refer e.g. to Section 2.2. in Bayer et al. (2021).

1.1.1. Basic notions

For each m € Ny consider the m-fold tensor product of R? given by
(Rd)®0 — R, (Rd)@)m = Rd ® - ® Rd.
—_———
m

For d € N, we define the extended tensor algebra on R¢ as
T((RY) := {a:= (ao,...,am,...) : an € (RH®™},
Similarly we introduce the truncated tensor algebra of order n € N
T (RY) := {a € T((RY) : a, = 0,Ym > n},
and the tensor algebra T(R?) := (J, oy T (R%). Note that T (RY) has dimension
d, = S gd' = (@1~ 1)/(d~ 1),
For each a,b € T((R%)) and X € R we set
a+b:= (ao—i—bo,...,an—&—bn,...),
A-a:=(Aagy. .., A, ... ),

a®b:=(cy,...,Cn,...),

where ¢, 1= >}_,ar ® b,_g, for some n > 0. Observe that (T'((RY)),+,,®) is a real

non-commutative algebra. For a multi-index I := (i1,...,4,) we set |I| := n. We also
consider the empty index I := () and set |I| := 0. For each index I we then define

(i1, dyoa) i) > 2,
I'=1{0 if 7] =1, (1.1.1)
0 if |1 = 0.
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Similarly we set I” := (I') if [I| # 0 and I"” = 0 if |I| = 0. We also use the notation
{I:|I|=n}:={1,...,d}",

omitting the parameter d whenever this does not introduce ambiguity.
Next, for each |I| > 1 we set

er =€ Q- e,

where e, ..., eq denote the canonical basis vectors of R%. Observe that the set {e;: |I| =
n} is an orthonormal basis of (R?)®". Observe that multi-indices can be identified with
words, i.e., the following equivalence holds true for any couple of multi-indices I, J,

IR J<— e Rey.

We refer the reader to Perez Arribas (2020); Lyons et al. (2020); Bayer et al. (2021), for
additional details concerning the previous isomorphism.
Denoting by ey the basis element corresponding to (R%)®0, each element of a € T((R%))
can thus be written as
a = Z ajer,

[11>0

for some a; € R. Note that if a, € (R*)®" we use non-bold notation whereas for the
components a; € R we write them bold. Finally, for each a € T(R%) and each b € T((R%))

we set
(a,b) := Y (as,by).

[1]>0
Observe in particular that by = (er,b). In the present work it will be useful to enumerate
the elements of the truncated tensor algebra. To this extent we introduce the isomorphism
vec : T (R?) — R4 and an injective labeling function . : {I : [I| < n} — {1,...,d,},
such that

vec(u) := Z ep(ryur- (1.1.2)
[7]<n
Finally, we denote by (- )1 : T((RY)) — (T((R%)))? and () : T((R?)) — (T((RY)))4*4

the shifts given by

u(l) = ( Z ulel’>(1{iu|=1}7 SRR 1{i\1\:d})—r’

[1]>0
Yino=in=1y Napgoa=tip=a} (1.1.3)
u®? — ( Z wsepn : :
1120 Loy a=dip=1y  Lipyoi=ip=ay
Observe in particular that

aru(riyy o arugid)
-
<a7 u(1)> = Z (aIu(Il)7 e ,a[u([d)) a‘nd <a7 u(2)> = :

1120 aru(qyy 0 arirqd)
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1.1. An introduction to signatures

for each a € T(RY).

Throughout the chapter we consider a filtered probability space (92, F, (F¢)e>0,P).
Whenever not specified, stochastic processes are always supposed to be defined there. We
are now ready to define the signature of an R%valued continuous semimartingale.

Definition 1.1.1 (Signature). Let (X¢)e[o,r) be a continuous RZ-valued semimartingale.
The signature of X is the T'((R%))-valued process (s,t) — X whose components are
recursively defined as

t
<€07Xs,t> = 17 <eI7Xs,t> = / <eI/7Xs,r> OdX;",
s

for each I = (i1,...,in) , I' = (i1,...,ip—1) and 0 < s < t < T, where o denotes the
Stratonovich integral. Its projection X" on T (R¢) is given by

X?,t = Z <617X5,t>61

[|<n

and is called signature of X truncated at level n. If s = 0, we use the notation X; and X7,
respectively.

Observe that the signature of X and the signature of X — ¢ coincides for each ¢ € R.
Moreover, with an equivalent notation we can write

t t t s
Xt_<1,/ lodX;‘,...,/ 1ong,/ </ 1odX7}>odX81,
0 0 0 0
t s t s
/(/ 1ode>odX§,...,/ (/ 1odXﬁ>ong,...>.
0 0 0 0

Using It6 integrals this can thus be rewritten as

t
1
X, = (1,X§-X§,...,X§-Xg,/ (Xsl—X&)dX;+§[X1]t,
0

t 1 t 1
/0 (X} = X$)dx2 + S{x" X7s,. /0 (X = X)X + S [X s, )

where the square brackets denote the quadratic variation and covariation processes. In
particular, by the definition of the Stratonovich integral and It6’s formula we can write

t s . S .
<€(i,i)7Xt> == A (/0 lo dXZ,> OdX; = E(XZ — X(Z])Q = <€iaxt>2;

showing that the quadratic expression on the right hand side has a linear representation.
This property generalizes to every polynomial function. For the precise statement we first
need to introduce the shuffle product.
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Definition 1.1.2 (Shuffle product). For every two multi-indices I := (i1, ...,i) and
J = (j1,. -, Jm) the shuffle product is defined recursively as

erley:=(epWey) e, + (erWey)Rej,.,
with ey W ey := eg LW e = er. It extends to a,b € T(R?) as
allb= Z arby(er Wey).
111,1J]=0
For later convenience, let us denote by Lgm J) the number of times, the term ex appears

K

in ep,,y. Note that YT

) = 0 whenever |K| # || + |J|. Moreover, we can write

§ K
e[u_h]: L(IU_IJ) cCK.
|K|=[1]+]J]

Observe that (T(R%), +, ) is a commutative algebra, which in particular means that
the shuffle product is associative and commutative. Recall that,

(m+n)!.

ferwey : |1 =n,|J| = m}|= =t

The proof of the rough paths version of the next result for can be found for instance in
Ree (1958) or Lyons et al. (2007).

Proposition 1.1.3 (Shuffle property). Let (X)o7 be a continuous Re-valued semi-
martingale and I, J be two multi-indices. Then,

<€[,X><€J,X>:<€[LL|€],X>. (1.1.4)
Proof. The result follows by induction using the chain rule for Stratonovich integrals. [

Example 1.1.4. Let (X¢)c[0,7] be a continuous R9-valued semimartingale with X, = 0.
Then the (Stratonovich) integration by parts formula yields, for any 4,5 € {1,...,d}

. T . T .
(es, Xp)(ej, Xp) = XX} :/D Xgodxg+/0 X} o dX},
= <€i X ej,XT> + <6j (= ei,XT>
= <€iLL|6j,XT>.

Example 1.1.5. Let (Xt);c[0,7] be a continuous R-valued semimartingale with X = 0.
Then (e1, X7) = X7 — Xp. Since

61LL|...LL|61:/€!61®...®61,

-~
k-times k-times

Proposition 1.1.3 yields

1
Xr = (1, X7 — Xo, = (X1 — X0)?, =

1 1
5 >3!(XT_X0)37"'7H(XT_XO)k"")'
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1.1. An introduction to signatures

We recall now an important property of the signature. The result is known in the
rough paths literature (see for instance Boedihardjo et al. (2016)), but can also be proved
directly in the simpler situation of a continuous semimartingale that contains time as
strictly monotone component.

Lemma 1.1.6 (Uniqueness of the signature). Let (Xi):co, 1] and (Kt)te[o 7] be two

continuous R¢ -valued semimartingales with Xo = Yy = 0. Set Xt = (¢, Xt) Y, = (t,Y:)
and let X and Y be the corresponding signature processes. Then XT = YT if and only if
X =Y, for each t € [0, 7.

Proof. Denote by 0,...,d the indices of X and 17, where 0 corresponds to the tllcme
component. The claim follows by noticing that ((e; W (ey*)) ® eg, Xr) = fo X 4dt,
which implies that X7 uniquely determines X; for every ¢ € [0,T7]. O

Remark 1.1.7. Observe that (t*/k!)en, is a basis of L2([0,7T],dt) and

T k
= -t

((e; W (eggk)) ® eg, X7) = / ngdt
0 .

is the corresponding projection of X* on t* /k!. This property can be used to explicitly
construct a sequence of polynomials with random coefficients on [0, 7] converging almost
surely to X* on L%([0,T],dt). It also establishes a link between signature-based methods
and quantization methods (see for instance Luschgy and Pagés (2002); Pagés and Printems
(2005) and Bonesini et al. (2021); Tissot-Daguette (2022) for recent advances).

Let us now introduce the definition of the half-shuffle product (see also Ebrahimi-Fard
and Patras (2015), Diehl et al. (2020), where it is usually denoted with <). Given an
R?-valued continuous semimartingale, this operation permits to write the signature of X”
as a linear map of X. This result will be useful later when we will need to compute the
signature of a model given by a linear combination of terms of Xr (see Section 1.3).

Definition 1.1.8 (Half-shuffle). Set I = (i1,...,4,) and J = (j1,..., jm) for some n € N
and m > 0. We define the half-shuffle LI as erlliey := 0 and

€[|:|V_|6J = (6[ LU €J/) & €j, -
Lemma 1.1.9. For each multi-indices I = (i1, ...,4,) and J = (j1,...,jm) it holds
t
/ (o1, Xy} o d{es, Xs) = (erey, X, (1.15)
0

for each ¢t > 0.

Proof. By definition of the Stratonovich integral, Proposition 1.1.3, and by the definition
of the signature we know that

t t
/ <617X5> o d<€J7XS> - / <61’XS><€J’7XS> o d<€jm’X8> = <(6[ L 6]/) ® ejm7Xt>‘
0 0
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In order to combine the value of the signature on different time intervals Chen’s identity
going back to Chen (1957, 1977) turns out to be fundamental. For the reader convenience,
we propose here a direct proof using the definition of Stratonovich integrals.

Lemma 1.1.10 (Chen’s identity). Let (X;)ico,r) be an R%-valued semimartingale. Then
Xs,t = Xs,u 024 Xu,t

for each s <u <t <T. This can equivalently be written as

<€I7 X87t> = Z <611 ) Xs,u> <€[2 > XU,t>a

er; ®er,=ey
for each multi-index I.

Proof. We proceed by induction on the length of the multi-index I. For |[I| = 0 we have
I = () and the statement is clear. Suppose now that the claim holds for each |J| < n and
set I = (i1,...,1,). Then, applying Chen’s identity to (e;,X;,) yields

t
(er, Xs ) = / (er, Xs ) o dX;m
S

u t
— / (er,Kor) 0 dXI + / S e Xeuer, Xur) o dXin
S

u
e Qe =eyr
Il 12 I

= <€Iqu,u> + Z <6117X5,u> <6[§ & einaxu,t>

e ey =ep
Il 12 I

= Z <e[17Xs,u><€Iz,Xu,t>,

er, ®er,=er

whence the claim follows. O

1.1.2. Universal approximation theorem

This section is devoted to the universal approximation result mentioned in the introduction.
Loosely speaking, it states that every quantity of the form

F(Xieom)

for some continuous map f and some 71" > 0 can be approximated arbitrarily well on
compact sets by linear functions of the signature of the form (¢, Xr) where ¢ € T(R%).
Observe that the latter just involves the final value §A§T of X, instead of its whole trajectory.
We refer to Cuchiero and Méller (2023) or Lemma 5.2 in Bayer et al. (2021), in the
same context, for the situation involving not just the approximation of a functional up
to a fixed final value T, but a uniform approximation on the whole time interval [0, T].
Different versions of this result for a fixed final time, e.g. for finite variation paths or for
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1.1. An introduction to signatures

continuous functions depending on the whole signature (instead of level 2), are available
in the literature (see for instance Theorem 3.1 in Levin et al. (2013), Theorem 1 in Kiraly
and Oberhauser (2019), Proposition 4.5 in Lyons et al. (2020) and Section 3 in Cuchiero
et al. (2022¢)). For completeness and to keep the paper self-contained we prove it here
in the current context of continuous semimartingales and continuous functions of the
respective paths lifted up to order 2.

Fix T > 0, consider a continuous R%valued semimartingale (Xt)iepo,1), and let )?t =
(t, Xt). Denote by 0,...,d the indices of X , where 0 corresponds to the time component.
For each N € N define the set

SN = {(Xiv)te[o,T] (w): w e},

which, without loss of generality (passing to a subset of 2 of measure 1), corresponds to
a set of signature paths of X up to time 7.

The next lemma states that the signature of a continuous semimartingale coincides
with the so-called Lyons lift (see for instance Theorem 2.2.1 in Lyons (1998)). This
in particular implies that higher order terms of the signature can be defined pathwise
starting from the trajectories of X2.

Lemma 1.1.11. For each n € N there exists a map S : 82 — S guch that
XN = gM(X?) (1.1.6)
almost surely.

Proof. The claim follows from Exercise 17.2 and Theorem 9.5 in Friz and Victoir (2010).
O

Without loss of generality (passing again to a subset of 2 of measure 1) assume that
conditions (1.1.4), (1.1.5), (1.1.6) and

~

t
(o1 ® 0, Ku(w)) :/ (o1, Ky(w))ds
0
holds for each w € €2 and each multi-index I. Consider a generic distance dg2) on the set
of trajectories given by S@), with respect to which the map from S® to R given by
%% (er, SUD(x2),)
is continuous for each multi-index I and every t € [0, T].

Theorem 1.1.12 (Universal approximation theorem). Let K be a compact subset of S @)
and consider a continuous map f : K — R.1 Then for every ¢ > 0 there exists some
¢ € T(RY) such that

Cosup |f((RDepoy) — (G Xr)|< e,
(XP)teo,mEK

almost surely.

!Compactness and continuity are defined with respect to ds2).
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Proof. The result follows by an application of the Stone-Weierstrass theorem. To check
the needed properties, observe that by Proposition 1.1.3 the set

A= span{x® — (ef, SUD &%) p): T € {0,...,d}1y

is an algebra of continuous maps from (K,dgw)) to R. Choosing I = () we get that
A is vanishing nowhere and we just need to check that it is point separating in S,
Lemma 1.1.6 yields the result for (e, %?),..., (eq,%?). Due to Lemma 1.1.9, this then
applies also to the remaining components of %2. O

Remark 1.1.13. (i) Observe that the assumptions on dg) guarantee that every map

(iii)

(iv)

20

of the form R . R R
F(Recom) = Fler, K)o e i),

for some ]~” € C(R™), is continuous with respect to dg).

The rough paths literature provides several metrics dg) with respect to which the
maps S : (§®), dg)) = (SM), dg(m) are almost surely continuous on bounded
sets. Among them one can for instance consider

k/p
o Ay L N N k
dgm (X,¥) = (Jax | sup <t;)|7rk(xti1,t¢ — Ve )P ) :

where p € (2,3), my(X) := > =k (€1, X)er, and D denotes the set of all partitions of
[0, 77, see Corollary 9.11, Definition 8.6 and Theorem 8.10 in Friz and Victoir (2010)
for the result or Cuchiero et al. (2022¢) for a more detailed explanation. Note that

d
Wl()/\(tiflyti) = Z(ei,f{t» - <ei75<t¢71>
=1
and
d
772()2%71,%) = Z <€ij7§(t¢> - <€ij7§(t¢71> - <ei7§(t¢71>(<ej’§(ti> - <ej’§(ti71>)‘
ij=1

The universal approximation theorem can also be stated without constructing
the involved spaces based on a fixed semimartingale. Since this would require a
more advanced knowledge of rough paths theory, we address the interested reader
to Lyons (1998) or Chevyrev and Friz (2019) for uniqueness and continuity of
S™ (8P dgw)) — (8™, dgwm) and to Cuchiero et al. (2022c) for a formulation
and proof of the resulting statement in the case of cadlag semimartingales.

In other versions of the universal approximation theorem the map f is defined on a
subset of T'((R%))-valued paths, which includes the realisations of X, see for instance
Theorem 3.1 in Levin et al. (2013) and Proposition 4.5 in Lyons et al. (2020). Here,
the critical issues are to define the involved metric explicitly and to identify compact
subsets of T'((R%))-valued paths.



1.1. An introduction to signatures

Finally, we introduce the concept of polynomial process which will play a key role for
the computation of expected signatures. Here we denote by /- the matrix square root.

Definition 1.1.14. Suppose that an Ré-valued process X = (X;);>q satisfies

dX; = b(Xt)dt =+ £/ G(Xt)th, Xo = xg (117)

for some d-dimensional Brownian motion W and some maps a : R — Sﬂlr and b : RY - R¢
such that a;; is a polynomial of degree at most 2 and b; is a polynomial of degree at most
1 for each i,j € {1,...,d}.

1.1.3. Stochastic Stratonovich Taylor expansion

In addition to the (global) universal approximation theorem formulated above, we now
also state a well-known quantitative approximation result for solutions of SDEs based
on the (stochastic) Stratonovich Taylor expansion, see Kloeden and Platen (1992). We
also refer to Litterer and Oberhauser (2014) for approximations of non-anticipative path
functionals of SDEs via Chen-Fliess series of iterated stochastic integrals. In contrast
to Kloeden and Platen (1992) and Litterer and Oberhauser (2014), where the L?-error
is considered (see Remark 1.1.16 below), we here directly provide a ‘convergence rate
in probability’ without requiring second moment estimates on the coefficients of the
stochastic Taylor expansion. To this end we rely on the deterministic estimates provided
for rough differential equations as in Section 10 in Friz and Victoir (2010). We additionally
refer the reader to Dupire and Tissot-Daguette (2022) for a recent contribution concerning
functional expansions.

Proposition 1.1.15. Let X be a time extended d-dimensional Brownian motion and
(Y2)tejo,r) be an D-dimensional strong solution of the SDE

d
v =3 w;(¥) o dX/,
=0

for some smooth ¥; : RP — RP. For each I let ¥; : RP — RP be the map whose k-th
component is given by

i(y) = U VULV (U] er)(y).

Then, for each m > 2 and £ > 0 there is a constant C(m, ) such that

“

Proof. For each K > 0 consider the stopping times 7x := inf{t > 0: |Y;| > K}. For each
j and K fix smooth \I/]K : RP — RP such that \I/f(y) = ¥;(y) for each |y| < K and

Y, - Yy — Z U (Yo)ler, Xo)| > C’(m,e)t(mﬂ)/z) <e.
0<|I|<m
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supp(\lle) C{y eRP: |y| < K +1}. Choose y:=m+1and 2 < p < 7. Exercise 17.2,
Theorem 17.3 and Corollary 10.15 in Friz and Victoir (2010)? applied to

d
dv; =Y (Vi) 0 dX],,,
j=0

yields the existence of a constant C' such that

Yi—Yo— Y Wi(yo)ler, Xe)
0<[1]<m

Lire>my < |\Il|zip'yflc||x2||¥/p—H61;[0,T]t’Y/p’

almost surely, where [¥[)__, and |- [}, g are defined in Definition 10.2 and
ip /p—H8L[0,T]
Equation (8.2) of Friz and Victoir (2010), respectively. Observe that v/p < (m+1)/2 and

m+1

WS s WO (16 s )
P k<m+1,|y|<K+1 E<m+1,|y|<K+1

By the discussion at the beginning of Section 3 in Friz and Victoir (2010) we also get

that ||§§2H1Y Jp—HoL[0,7] 18 finite almost surely and the claim follows. O

Remark 1.1.16. Alternatively, an L2-error for the stochastic Taylor expansion is given
in Proposition 5.10.1 in Kloeden and Platen (1992). It provides (under some technical
conditions, in particular second moments of Y;) the following estimate

~ |2
EUYt—YO— > \Pz(%><ebxt>]]s0tm*1,
0<|I|I<m

for some C > 0. An application of the Markov inequality then yields the previous estimate

P(\Yt “Yo- > wi(¥oler Ki)| > 51/2t<m+”/2> <e,

0<|I|<m
where C := C/e, for each & > 0.

We now introduce a framework for signature-based asset price models. To this end
we fix a time horizon T" > 0, consider a d-dimensional continuous semimartingale X :=
(X1,..., X% and its matrix-valued quadratic covariation [X]. We suppose that X encodes
all the information to represent the market’s assets S. For notational convenience we only
consider a single asset, i.e. assume that .S is one-dimensional.

We shall furthermore assume that X has some tractability properties which are made
precise below and which are for instance satisfied by a d-dimensional Brownian motion
(see Section A.1.1 and Example 1.4.1). Alternatively, one can choose X to be a collection
of liquid financial products, whose time series are easily accessible and can be interpreted
as realizations of continuous semimartingales.

20bserve that in Friz and Victoir (2010) a vector field ¥; is identified with the first order operator
f— ;- Vf (see for instance the discussion on page 125). The Euler scheme £y is defined in
Definition 10.1.
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1.2. Definition and first properties

1.2. Definition and first properties

As the continuous semimartingale X shall serve as main modeling building block, we call
it primary process and extend it appropriately as made precise in the next definition.

Definition 1.2.1 (Primary process). We refer to X as primary process. Depending on
the context, we then consider one of the following two extensions of X.

(i) X; := (t, Xy, [X];), where [X] denotes the d?-dimensional process given by the
quadratic covariation of X.

(ii) X; := (t,X;). This extension is always be paired with the assumption that X is
an Ito-semimartingale with absolutely continuous characteristics such that each
element of its diffusion matrix can be written as linear combination of elements of
its time extended signature.

Remark 1.2.2. Note that (i) of Definition 1.2.1 is more general than (ii) in two respects:
first the components of the diffusion matrix do not need to be linear functions of the time
extended signature, but could for instance be more general path-dependent functionals;
second t +— [X]; does not need to be absolutely continuous with respect to the Lebesgue
measure, hence X does not need to be an Ité-semimartingale.

Throughout the paper we will always denote with §A§t the signature of the previous
extensions of X;. Our goal consists in describing/approximating the dynamics of S with
a signature model.

Definition 1.2.3 (Signature model). A signature model is a stochastic process of the
form

SuOr =1Ly + Y lrler,Xy), (1.2.1)

0<|I|<n

where n € N and £ := {{y,¢;: 0 < |I| < n}.

Remark 1.2.4. By Proposition 1.2.9 below the class of Sig-SDEs models considered in
Perez Arribas et al. (2020) can be embedded in our framework by choosing a properly
extended one-dimensional Brownian motion as primary process.

In the following we list several important properties which make signature models a
tractable framework for stochastic finance.

e For each ¢ € [0,T], Sn(¢); is linear in X;. This in particular implies that having
pre-computed the signature of X an update of the parameters ¢ boils down to
computing (1.2.1), which is nothing else than a scalar product.

e The quadratic variation of processes of form (1.2.1) is again of the form (1.2.1).

e Form (1.2.1) remains invariant under polynomial transformations.
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e Ito-integrals of processes of form (1.2.1) with respect to processes of form (1.2.1)
are again processes of form (1.2.1). This includes in particular the signature Sy (¢)
of S, (0)¢ := (t, Sn(¢);) or expressions of the form

/ $(0)sd X
0

e The latter implies that the expected signature of gn(ﬁ) is given by
El(es,Sn(0):)] = Ps(¢,E[X4]),

for some Py such that Py(-,E[X;]) is a polynomial of degree |J| and Py(, -) is a
linear map for each ¢ (see Theorem 1.2.16 and Remark 1.2.17 for more details).

e Due to Theorem 1.1.12 this provides approximations

E[f (€O depm)| ~ Prt. ERr))

for each map f, which is continuous with respect to dg), where Py is given by a
finite linear combination of maps Pj as above. This includes representations for

E[}’(@n(e)T)} and E[}( /0 ' §n(€)tdt>}

for maps f being payoff functions and where the expectation is taken with respect
to a pricing measure.

We now prove several representation results for the signature model of form (1.2.1).
Throughout we shall apply the following notation.

Notation 1.2.5. We use ¢y for the component of X corresponding to time, ey for its
component corresponding to X*, and (if needed) g;; for the component of X corresponding
to [ X1, X7].

Consider the following assumption, which includes in particular the case where X is a
d-dimensional Brownian motion.

Assumption 1.2.6. For alli,j € {1,...,d} it holds

dX°, X7 = " alier, Xyt

[]<m

for some m € N where X, = (t, X;).

Remark 1.2.7. Note that for X as of Definition 1.2.1(ii), Assumption 1.2.6 is satisfied
by definition.
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1.2. Definition and first properties

Proposition 1.2.8. Suppose that S, (¢) has a representation of form (1.2.1) with X as
in Definition 1.2.1(i) and that Assumption 1.2.6 holds. Then S,(f) has a representation
of the same form but with X as in Definition 1.2.1(ii).

Proof. Observe that by Assumption 1.2.6 it holds

XZ XJ J¢ _/ Z eI, yods = Z az‘lj<el®607§§t>'
[T|<m [1|<m

The claim follows by Lemma 1.1.9. O

Proposition 1.2.9. Fix n € N and suppose that X is given by Definition 1.2.1(i). Then
there is a one to one correspondence between representations of the form (1.2.1) and
representations of the form

sn(z)tzzﬁ/t (eg+ > MHer,X ds+2/ o+ e’;<e[,§gs>)dxf
0

0<|I|<n—1 0<|I|<n—1
k1 ,k k1,k S
b3 [ T A R xu),
k1,ka=1 0<|I|<n—-1

for € := {£g, 09, 0k1 ¥R 1) < p — 1 and ky, ko € {1,...,d}}.
If X satisfies Assumption 1.2.6, then the same is true with Zlfl’kz = 0 for each |I| <
n—1and k1,ky € {1,...,d}.

Before presenting the proof of this proposition let us formulate the following technical
lemma.

Lemma 1.2.10. Suppose that X is given by Definition 1.2.1(i). Then

t t
/ (er, Xs)ds = (er ® ep, Xy), / (er, Xs)dX} = (€},X;), and
0 0
t
/0 <€[,X >d[Xk1 Xk?] <eI ®6k1k27xt>7

where ég = ¢, and é'} =erRep — %611 ® &k for each |I| > 0. If Assumption 1.2.6 is in
force, then the same holds true with

J

~k L
e =er®ep — Z 5 (€I/|_|_|€J)®€0
[J|<m

for each |I| > 0.
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Proof. The representations of f(f(e[, X,)ds and f[f(e[, X,)d[X*1, X*2], follow by definition
of the signature. We proceed with the proof of the representation of fot (er, Xs)dX k. For
I = () the claim is clear. By definition of the Stratonovich integral we have that

t t
. . 1 .
/0<61,XS>dX§:/O (er, K4 0 AXE = Z[{er, %), X"
~ 1 [t ~ .
= (r@en ) =5 [ fer Raxin, x4,

~ 1 ~
= {er ® e, Xp) — S er @ eip, Xe)
= <é]I€7 Xt>
Suppose now that Assumption 1.2.6 is in force. Then Proposition 1.1.3 and the definition
of the signature yield

t
/(61,X >d[Xk1 sz] :/ Z akle 61, <6J,X )yds
0
[J|<m

= Z ak1k2<(el Wey)® eq, Xy),
|J|<m

and the claim follows. O
We are now ready to provide the proof of Proposition 1.2.9.

Proof of Proposition 1.2.9. Let S,(¢) be as in the statement of the proposition. By
Lemma 1.2.10 it holds

d
S0 =ty + (Bleo X+ Y Blermen X))+ (k. X+ > 4@k R)
0<|I|I<n—1 k=1 0<|I|<n—1
+ Z (ﬁkl’kQ (koK) + Y €§17k2<61®5k1k27§§s>>7

k1,ko=1 0<|I‘§n—1
which is of the form given by (1.2.1). Conversely, by Lemma 1.2.10 we also have

~

t t
(61®60,Xt>:/ (er,X,)ds, <61®€k1k2,Xt>:/ (er, X,)d[X*, X*2],, and
0 0

~ t ~ 1 [t ~ .
(e¥ @ er, X,) :/ <61,Xs>de+2/ (e, X)d[ X, X*],,
0 0
and the claim follows. O

In the case of Brownian motion the formulas of Lemma 1.2.10 simplify as follows.
Example 1.2.11. Suppose that X is a vector of correlated Brownian motions with

correlation matrix p and X is given by Definition 1.2.1(ii). Then it holds

ég = ek and ® €.
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1.2. Definition and first properties

1.2.1. Absence of arbitrage and universality properties

The above representation results will allow us to establish conditions that guarantee
absence of arbitrage. We shall therefore assume that no free lunch with vanishing risk
(Delbaen and Schachermayer (1994)) holds, which is — due to the continuity of sample
paths of S, (¢) — equivalent to the existence of an equivalent local martingale measure
Q, i.e. a measure Q ~ P under which the (discounted) asset price model S,(¢) is a local
martingale. We shall always assume here that interest rates are zero and that the asset is
already discounted. To formulate a precise no-arbitrage condition, the following corollary
which is a direct consequence of Proposition 1.2.9 and Lemma 1.2.10 is essential.

Corollary 1.2.12. Suppose that X is a local martingale. Then Sy, (£) is a local martingale
if and only if it admits a representation of the form

D
Sn(@)r =1ty + ) <€$<ek,Xt> + > E’}(é’},XQ), (1.2.2)
k=1 0<|I|<n—1
for some D € {1,...,d} and £ := {{y,5: 0 < |I|<n—1and k€ {1,...,d}}.

Proof. Due to the local martingale property of X, S, (¢) in the representation of Proposi-
tion 1.2.9 is a local martingale if and only if all integrals with respect to time and the
quadratic variation process vanish. This means that S, (¢) is of form

d  nt
Sn() = by + Z/ (z’g + > E’}(eI,X5>>dX§ (1.2.3)
=10 0<|I|<n—1
and Lemma 1.2.10 yields the assertion. O
We are now ready to formulate sufficient no-arbitrage conditions.

Corollary 1.2.13. Suppose that there is an equivalent measure Q ~ P such that X s a
local Q-martingale. Then the following holds.

(i) The model S,,(¢) is free of arbitrage if it admits a representation as of (1.2.2).

(i1) If Q is an equivalent local martingale measure for S, (¢), then Sy, (¢) is necessarily
of form (1.2.2).

Proof. The first assertion is a direct consequence of Corollary 1.2.12, as form (1.2.2)
implies that S, (¢) is a local Q-martingale and thus Q is an equivalent local martingale
measure. The assumption of the second assertion implies that S, (¢) is a local martingale
under Q, whence by Corollary 1.2.12 it has to be of form (1.2.2). O

Remark 1.2.14. (i) Note that S, (¢) could be free of arbitrage without being of form
(1.2.2). This is the case if the primary process X is not a local martingale under
any of the equivalent local martingale measures.
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(ii) Observe also that if S, (¢) is form (1.2.2) and a local martingale under Q, then X
does not necessarily need to be a local Q-martingale. This happens if drift terms in
(1.2.3) cancel out. Note however that in dimension d = 1 this cannot occur and X
is thus necessarily a local Q-martingale. In particular, in this case Q is unique and
the model thus complete.

In the following example we show how classical stochastic volatilty models can be
approximated by arbitrage-free signature models, thus making the announced universality
properties precise.

Example 1.2.15. We consider a generic stochastic volatility model driven by two
correlated Brownian motions (By)icpo,1) and (Wy)iepo,1) with correlation coefficient p €
[—1,1]. More precisely, we assume that under some equivalent local martingale measure
Q the dynamics of S are given by

dS; = g(S, Vi)dBy,
d‘/;g = h(St, V;})dt + U(St, W)th,

for some functions g, h, o : R?> — R. As a possible choice for the parameters we can for
instance consider

e g(s,v) = sy/v, h(s,v) = k(0 —v) and o(s,v) = 0g+/v, for some parameters «,60 > 0
and og € R to retrieve the Heston model (see Heston (1993));

e g(s,v) = s%v, h(s,v) =0 and o(s,v) = av for 0 < B < 1 and a € R to retrieve the
SABR model (see Hagan et al. (2002)).

Set now X := (By, W;) and let X, be given by the representation of Definition 1.2.1(ii),
ie., Xy := (t, By, W;). For some fixed n € N, consider then the following model

t
S, (0) == z@+/ (55+ > 5}3<e?,x8>)d35,
0 0<|I|<n—1

which is a local martingale under Q and thus absence of arbitrage is guaranteed. Moreover,
by Proposition 1.2.9, we know that this model has a representation of the form

Sul0)r=Lly+F B+ Y P Ef Xy,

0<|I|<n—1
for each t € [0, 1], where by Lemma 1.2.10
- 1
& =er®er — 5 (Liy=13 + Ly =y er @ eo, (1.2.4)

for each I with 0 < |I| < n — 1, implying that it is a signature model as of Definition
1.2.3.

Concerning universality note that if the coefficients ¢Z are chosen such that (1.2.4)
matches the signature approximation of S up to order n—1 as specified in Proposition 1.1.15
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1.2. Definition and first properties

(assuming appropriate regularity conditions on the coefficients g, h, o), then at least locally
in t, S, () is close to S in probability.
Let us exemplify this by means of the SABR model for § = 1 and, for simplicity, p = 0.

Set £y := So, £F = y1yo, ff%) = —1y1y5 — 2y, Eg) = yly%, and «4?) = ayiy2. By
an application of Proposition 1.1.15 for X; = (t, W, By), Y' =8, Y2 =V, m = 2,

1 1
\Ilo(y) = (17 _7y1y§7 _7a2y2)T,
2 2
Ty (y) = (0,912,0) T, and ¥y(y) = (0,0, ays) " we can conclude that for each £ > 0 there

is a constant C'(g) such that
Q(IS: - S0 > Cle)?) <,

where Sy(¢) is given by Definition 1.2.3 for X; = (t, By, Wy). The same procedure for
general n leads to a similar result for an arbitrary speed of convergence.

Another possibility to establish universality is to use the fact that the solution map of a
stochastic differential equation (with sufficiently regular coefficients) is a continuous map
of the signature of the driving signal (see e.g. Corollary 10.40 Friz and Victoir (2010)).
The universal approximation theorem (Theorem 1.1.12, see also the formulation of Lemma
5.2 in Bayer et al. (2021) or Cuchiero and Moller (2023)) then yields the result, however
without quantitative estimates.

1.2.2. The expected signature of S, (/)

For pricing purposes of so-called sig-payoffs treated in Section 1.3 it will be important
to be able to compute the expected signature of §n(€)t = (t,5.(f)¢). In this section
we thus provide formulas which trace this computation back to the calculation of the
expected signature of )?t, which in many cases is well-known (see e.g. Fawcett (2003) for
Brownian motion) and can often be computed by techniques of polynomial processes (see
Section A.1 for the explicit computation if X is a Brownian motion and Section 2.2 if
X being a polynomial processes) or by solving an infinite dimensional system of linear
PDEs corresponding to the Kolmogorov forward equation of the signature process (see Ni
(2012)). For a unified treatment of signature cumulants, i.e. the logarithm of expected
signature, we refer to Friz et al. (2022).
Here, we first suppose that X is given by Definition 1.2.1(ii).

Theorem 1.2.16. Fiz n € N, a multi-index J, and D € {1,...,d} and denote by gn(ﬂ)t
the signature ofS (0)¢. Let eg be the component ofS (0) corresponding to time and ey its
component corresponding to Sy, (¢). Define e(,£) := é(0,¢) := ey and

e(,0) =0 (eolpimoy + (32 trer) 1)

O<|I|<n

e(J,0) = l l (eol{J =0} + (Z (E@ek + Z €I€I>>1{ji:1})v

0<|I|<n—1
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for |J| > 0 with [ the half-shuffle being introduced in Definition 1.1.8. Then the following
representations hold.

o (e7,S,(0),) = (e(J,£),Xy), if Su(f) is given by (1.2.1), and
. <6J,§n(€)t> = (e(J, E),Xt% if Sn(£) is given as in Corollary 1.2.12.

Proof. In order to prove the claim we proceed by induction. Fix S, (¢) as in (1.2.1). For
J = () the claim follows by the definition of signature. Suppose the claim holds true for
each J such that |J| =m — 1, and fix J with |J]| < m. Then

~

(e7,8n(0)e) = /0 (7,8 (0)s) 0 (e, San(0)s)
- / (e, ul0), >od<eol{J,,FO}+( > trer) L, - K)

0<|I|<n
s [ BuBoat R
—i—l{] =1} Z E]/ ey,S (€)S>Od<€],§§s>.
0<|I|<n

The induction hypothesis and Lemma 1.1.9 yield the first claim and the second one is
analogous. O

Remark 1.2.17. (i) Let now S, (¢) be as in (1.2.1) and observe that

(J E) LJ‘l Z (ell{ji:O}l{I:(O)}+€Ie[1{ji:1})'

0<|I|<n

Setting c(j, I, £) := 11j—0y 1{7=(0)} + £rl{j=1} we thus obtain that

n [J]
El(es,Su(0))] =Ele(, 0. X0 = Y E(@er,, X [] e, I, 0).
111,001y |=1 i=1

Even if at a first sight this representation appears involved, it is in fact very handy.

Indeed the expectations E[(L;” 16117Xt>] can be computed just once in advance.
Since ¢(j, I, -) is affine, we also immediately obtain that the map

(6. B[X]) — Py(6.E[X]) := El(es, Sa(0),)]
is polynomial of degree |J| in its first argument and linear in the second one.

(ii) Similarly, let S, (¢) be as in Corollary 1.2.12, set ég := eg, and observe that

0,7 Z > <él[€1{ji:0}1{11(0)}1{k:1}"’gl;éljgl{ji:l})-

k=10<|I|<n—1
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1.2. Definition and first properties

Setting &(j, 1, k, €) := Lj—op Lir=(oyy Lipe1} + €5 1j=1y yields

D n—1
El(es,Sa(0)] = > S E@ ek X)) Hcgz,IZ,kz,ﬁ)

kl,...,k‘ﬂ:l ‘Il|77‘I‘J‘|:O =1

We again obtain that the map

~

(6, E[X]) — Ps(£,E[X¢)) := E[(es, S (0),)]
is polynomial of degree |J| in its first argument and linear in the second one.
The expressions above clearly also provide a formula of the variance of Sy, ().

Corollary 1.2.18. Let S,,(¢) be as in Corollary 1.2.12 and assume that it is a true
martingale. Then

Var(Sn(£);) = 2 Z Z E[(ek ek, X)]er b, (1.2.5)
k1,k2=1|I1]|,|I2]=1

Proof. The martingale property guarantees that E[S,,(¢):] =
ition 1.1.3 (see also Example 1.1.5), Var(S,,(¢);) = 2E[(e; ® e
we can conclude that

A

Sn(€)o and hence, by Propos-
e1,Sn(¢):)]. By Remark 1.2.17

Var(S = Z Z [(ehr w ek X ]e(1, In, by, 0)E(1, I, ko, €)
k1,ko=1|I|,|I2]=1

and the claim follows. O

Let us now consider the case where X is additionally extended by its quadratic variation.
In that case we need the following representation.

Lemma 1.2.19. Suppose that X is given by Definition 1.2.1(i) and fix two multi-indices
I and J such that |I| > 0 and |J| > 0. Using the notation of Remark 1.2.5 set

d

erlWles == D Lz =ko (1 Wes) @ gy
k1,ko=1

~

Then [{ep, X), (e, X)]s = [{eg, X)]¢ = 0, and [(e1,X), (es, X)), = (er[w]es, X,). If Assump-
tion 1.2.6 is in force the same is true with

d

o H
erfwles:= > > Gy iy =k gy gy =he} (61 W ey Wen) ® eo.
ki ka=1|H|<m
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Proof. By definition of the signature and Proposition 1.1.3 we can compute

~ ~

[<€], X% <€J7 X)]t = /0 <€[/, 32S> <eJ’7 §§S>d[<ei|1| ) X)? <ej\J\ ) X>]S

d
~ ~ ~

= Y Uiy =ke} (€1 X (e, Xo)d{eky ky, Xs)
k1,ko=1
= (er[wey, Xy).

Since under Assumption 1.2.6 it holds d[{e; , , §A§>, (€jis5 X)]t = > |H|<m akHle (e, §§t>d<eo, §§t>,
the second claim follows again by Proposition 1.1.3. O

Using the above lemma we can now express the signature components of §n(€)t here
defined as Sy, (£); := (t, Sn(€)t, [Sn(£)]:) also via X;.

Theorem 1.2.20. Fizn € N, a multi-index J, and suppose that X is given by Defin-
ition 1.2.1(i). Set Sp(0); := (t, Sp()1, [Sn(O)]t) and let S, (0); denote the corresponding
signature. Let eg be the component of §n(£)t corresponding to time, ey its component cor-
responding to Sy (€)¢, and eg its component corresponding to [Sy(¢)]¢. Define e(J,£) := ey
for J =0 and

e(J,0) = LTJL‘L'I (eol{jkzo} + ( Z 5161)1{jk:1} + ( Z KIEHeI[LI_I]eH> 1{jk:2})'

0<[I]<n 0<|1],|H|<n

~

Then (e,S,(0),) = (e(J, £),Xs).

Proof. First observe that by Lemma 1.2.19 it holds

Sa@]=[(+ > bernX)] = > ttulewlenR).

0<[1]<n 0<|1],|H|<n

Next, note that

o~

(€5, Sn(0);) = tlgj=0p + (Su(l)y = Su(O)g) =1y + [Sn(O)]e1 =2y
= <€01{j:0} + ( Z 5161)1{]-:1} + < Z E]EHBI[LLI]GH)l{jZQ},Xt>.

0<[7]<n 0<|1],|H|<n

The proof now follows the proof of Theorem 1.2.16. O

1.3. Pricing of sig-payoffs

We recall here the notion of sig-payoffs as introduced in Lyons et al. (2020).
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1.3. Pricing of sig-payoffs

Definition 1.3.1 (Sig-payoff). Suppose that the price process S is given by a continuous
semimartingale. A payoff F': 2 — R is said to be a sig-payoff if there exists m € N, and
f={fo, fr: 0 <|J| <m}, such that

Fi=fy+ > filesSr),

0<|J|<m

where S denotes the signature of S; = (¢, Sy).

Example 1.3.2. Let K > 0 be a strike price and T" > 0 a maturity time. Then, Asian
forwards written on a stock S are payoffs of the form
— Sidt — K = — (St—So)dt—K—i-So:f<€1®60,ST>+(K—So)<€@,ST>,
T Jy T Jo T

and are thus sig-payoffs.

Even though the standard vanilla derivatives such as call and put options are not
sig-payoffs, approximate sig-payoffs can be used as efficient control variates in Monte
Carlo pricing, which we outline in Section 1.4.2.

Note that in this section we shall use §t always for gt = (t,S;) and consider pricing
of sig-payoffs when S is given by a signature model, as made precise in the following
corollary.

Corollary 1.3.3. Let the dynamics of Sp(€) under a local martingale measure Q be
specified as in Corollary 1.2.12 for X given by Definition 1.2.1(ii). Consider a sig-payoff

F=fo+ > files,Sal0)r).
0<|J<m

Then, using the notation of Remark 1.2.17 we can write the corresponding price as

EglF] = fo+ Y. f1Ps(t.Eq[Xr))

0<|J|<m
m D n |
=h+Y S E@ e Xl s [[ e ki 0, (13.1)
|J|=1 Kook g =1 |1 | [T, | =0 i=1
Jor €3, Ik, £) = Lyj=oy L= Lip=1) + fLi=1y-
Proof. This is a direct consequence of Theorem 1.2.16 and Remark 1.2.17. O

Remark 1.3.4. (i) Expression (1.3.1) admits also a second representation that turns
out to be useful for coding:

m D
~J| ~k;
EolFl=fu+ > Y Y Eral el Xq)
|J|=1 k1yeek g =1 T0,....1) 5 €T
|J]|

k
X f(l{Il#Itv)ﬂ#O}’."’1{I\J\#1t’k\«l\#0}) 1_[1 <1{IFIt’ki:0} * glil{["#t’kiﬂ})'
1=
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(ii) With a similar procedure it is also possible to provide a representation of Varg(F).

(iii)

34

By Proposition 1.1.3 we know that

~

(F=fo)?= Y. fnfnlenwen, Su(0)r).

[J1],|J2|=1

Setting Pr,ur, = Zfil Py, for J; and K satisfying e, L ef, = Zfil ej, we thus
obtain

Varg(F) = Eq[(F — fp)*] — Eq[F — fy]?

= ) lefJ2<15J1mJ2(57E@[XT])—ﬁJl(ﬁ,E@[XT])ﬁJQ(&E@[XT])>-
|J1],|J2]=1

From this representations we can see that the maps Pr(f, KL]E[XT]) := E[F] and
Pyar(ry(f, £, E[X7]) := Var(F) inherit good properties from P;. In particular, Pr
is linear in f and polynomial of degree m in ¢, and Py, (r) is quadratic in f and

polynomial of degree 2m in £. Both maps are linear in E[XT]



1.4. Calibration

1.4. Calibration

This section is dedicated to illustrate how the signature model can be calibrated to market
data. We here consider three different tasks: first, calibration to time series data, second
calibration to option prices, and third a combination of these two tasks.

Throughout the section we fix n > 1 and d > 1. Consider a model given as in
Corollary 1.2.12 with X as in Definition 1.2.1(ii). In order to simplify the notation we set
g := Sp and we drop the index 1 from £} and é}.

1.4.1. Calibration to time-series data

For the time-series calibration we investigate two different methods. In both cases we
suppose that time series data for X and S are available on a time grid ty,...,tyx, with
N > 1.

Regression using price data

Our first method consists in performing a linear regression where we directly regress —
according to the signature model as in Corollary 1.2.12 for D = 1 — the trajectories of S
on the signature of X. For the computation of (Xt )X, based on the observations (Xt N,
we can resort to several available packages, e.g. the package iisignature developed by
Reizenstein and Graham (2020) or signatory by Kidger and Lyons (2020) in Python.

Let d* == (d+ 1), = % denote the dimension of the signature vector of X
truncated at level n — 1. Then the current calibration problem consists in finding ¢* € R%"
such that

0" € argming Lpricea(£),

where the loss function Lpyice o (¥) is given by

Lpscen(0) = 3 (Su(0), - SM)2 +alb)

WE

1

<.
Il

2 (1.4.1)
(So+toter, Ky + - €rferRe) = Si) +al0),

0<|I|<n—1

'MZ

Il
—

)

where a denotes a fixed penalization function. An example for « is given by a convex
combination of L! and L? penalizations, i.e., a(€) = ||£||1+(1 — \)||€||2, where X € [0, 1].
Note here that the number of parameters corresponds to d*, i.e. the dimension of the
signature truncated at level n — 1. This is due to the representation of Corollary 1.2.12,
as also seen from the second equality in (1.4.1).

Example 1.4.1. Depending on the choice of the primary process, the time series for X
may not be directly readable from the market. This is for instance the case if we assume
X to be a vector of correlated Brownian motions, whose trajectories have to be extracted
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from the observations of S. We discuss such a procedure in the following within the class
of classical stochastic volatility models.

Suppose that the dynamics of the asset price process are described by a stochastic
volatility model under the physical measure P, e.g.,

dS; = p(Si, Vi)dt + g(Si, Vi)dBf
dV; = h(Sy, V;)dt + o(Sy, Vi)dWy,
with d[B¥, W¥); = pdt where p € [~1,1] and p, h, g, o functions from R? to R such that

g and o are strictly p051tlve Choosing d = 2, we aim to estimate the trajectories of a
primary process X; := (Bt ,Wt ) specified by

o_ [ (S5 Vs) o _ " S Ve)
B / (SS,Vs)d s+ By, W, / (SS,VS)d + W (1.4.2)

Note that under sufficient integrability conditions on the market prices of risk Q is an
equivalent local martingale measure, under which (BQ, WQ) are correlated Q-Brownian
motions and under which the dynamics of (S, V') are of the following form

dS; = g(S, Vi)dBR,
AV, = o(S;, V;)dW2.

Note that other choices of equivalent local martingale measuref@ are of course possible.

This then amounts to specify the second Brownian motion I/VtQ (under the assumption
that we stay in a Markovian framework) as

W@:/th(ss,m B, Vi)
! 0 (Ssavt?)

ds + W,

Under this measure the dynamics of V', then read as

av, = hQ(S,, Vy)dt + o (S, Vi) dW 2.

A simple choice is of course to choose hQ = h so that W@ = WP. We consider in the
applications below always the case h€ = 0, i.e. W as defined in (1.4.2).

In order to extrapolate the trajectories of (BQ, W@), we estimate the spot quadratic
variation of the price and of the volatility process (see e.g. Jacod and Protter (2011) for
different types of pathwise spot covariance estimators in general semimartingale contexts),
to get an estimator of ¥11 := g(S¢, V;)? and 9o := o (S, V;)?, which in turn allows to

compute
dS; dV;

V31 V322
Observe that assuming g and o to be strictly positive we get that /11 + = g(S¢, V4) and
/ 222+ = h(St, V). This is important to guarantee that d.S; = g(St, V})dBQ (as requested
in Corollary 1.2.12) and dV; = h(S;, V;)dW=2.

dBR = Aw2 = (1.4.3)
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1.4. Calibration

Having extracted the trajectories of BY and W@ we can readily compute the trajectories
of their time extended signature. If one wants to work with a different equivalent local

martingale measure @ parameterized via h@(SS, Vs) as above, then WtQ can obtained via

v, h%(s, V)

\/ Yoot V222,

Regression using spot volatility data

dt.

Let us now discuss the second method, which works when the primary process X is given
by a vector of correlated Brownian motions similarly as in Example 1.4.1. Indeed, we
then can also calibrate to the time-series data of the spot volatility of the trajectories of .S.
The same task was tackled in Perez Arribas et al. (2020) for the one-dimensional case with
one driving Brownian motion as primary process and with a lead-lag extension instead
of a time extension. In our framework the calibration to the spot volatility consists in
finding ¢* € R?" such that
ANS argminZ LVOl,oc(E)v

where the loss function Lye) o (¢) is now given by

Luota(f Z(ew S trler %)~y Sisl) tal,  (14a)

dt
0<|I|<n

where %[S] denotes the spot quadratic variation process and « a penalty function as
n (1.4.1). Note that we still work with the signature model as of Corollary 1.2.12 (for
D = 1) exploiting its representation in form of (1.2.3).

Remark 1.4.2. (i) As the spot volatility is not directly available but has to be estim-
ated, the penalty function plays an important role in order to avoid overfitting to
noisy data. Note also that not all coefficients of the signature might be statistically
significant. This includes in particular the case where d is large and the components
of X are strongly correlated, and the case where the number of parameters to be
calibrated is much higher than the number of points we aim to fit.

(ii) Let us stress that in the context of Example 1.4.1 the calibration to the price path
and to the volatility process g(S, V') are equivalent in the following sense. Once we
have found ¢* solving (1.4.4), we obtain

[S]t~/0 (zw > filer,X )ds

0<|I|<n
Since by definition S; = fo V.)dBY, g(S;, Vi) > 0, and [BQ; = ¢, this yields
St%SO—F/ (f@—F Z 03 ( 6[, )dBQ
0 0<|I|<n
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which by Lemma 1.2.10 can be rewritten as

Sim So+GBE+ Y 4(en,Xy).
0<|I|<n

As we have the same expression for the parameters ¢* obtained via (1.4.1), the
claim follows.

Numerical examples

We now study the above regression tasks by means of several examples based on classical
models. We start with a SABR-type and a Heston model.

Example 1.4.3. Consider two classical stochastic volatility models, namely a SABR-type
model

dS; = pSydt + S, V,dBf

AV, = k(0 — V;)dt + o V;dWF,

and a Heston model

dS; = pSydt 4+ S;\/VidBYF
AV, = k(0 — V;)dt + o/ VidWF,

where in both cases d[BY, W¥]; = pdt where p € [—1,1].

We now aim to approximate these models with signature models whose primary
processes are Q-Brownian motions extracted from the time series data of S and V as in
Example 1.4.1. The calibration is performed applying both procedures described above,
namely the calibration to the price’s trajectory and the calibration to the spot volatility
trajectory. The corresponding loss functions are given by (1.4.1) and (1.4.4), respectively.
In both cases the truncation parameter is chosen to be n = 2 and a Lasso’s penalty
function a/(¢) = 107°||¢||; has been employed (a Ridge regression has led to similar results).
For the experiment, we select the models parameters

(1.4.5)

{So, Vo, i1, &, 0,0, p} := {1,0.08,0.001,0.5,0.15,0.25, —0.5}.

Observe that in the two models the process V' has a different meaning. Indeed, in the
SABR it corresponds to the spot volatility while in the Heston it is the spot variance. As
we choose the same parameters, this means that the volatility V' in the SABR model is
smaller that the volatility V'V in the Heston model.

For both fit we extract 3 ticks of Brownian motions per day from trajectories that are
assumed to be observable with a frequency of 4 seconds for 8 hours during 1 calendar
year.

The calibrations have thus been performed over 1 calendar year of observations with
3 ticks per day (T' =1 and N = 1095). The obtained parameters ¢* are then tested
simulating 0.5 years of new trajectories of the stochastic volatility models, extracting
the corresponding Q-Brownian motions, and computing the trajectories of S3(¢*) as in
Corollary 1.2.12. Results are illustrated in Figure 1.1.
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(a) Regression on the price of a Heston model as described in
(1.4.1).
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(b) Regression on the volatility of a SABR-type model as
described in (1.4.4).

Figure 1.1.: Out-of-sample of half calendar year with training sample
year.

1 K
= D (Sall)r, = S1)°.
=1

In the following tables we state the in-sample MSE denoted by MSE;‘(
out-of-sample MSE denoted by MSEZY®.

To justify the robustness o

1.4. Calibration

of one calendar

To assess the accuracy of the above calibration to time-series data we consider the
mean squared error (MSE) between the predicted path and the observed path, i.e.

as well as the
f the estimated
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parameters the out-of-sample MSEs are calculated as an average of the mean squared
errors on 1000 different realizations of the simulated model.
Regression on the price as in (1.4.1) under a Heston model:

MSER MSESu

2.574-1076 | 2.841-10~4

Regression on the volatility as in (1.4.4) under the SABR-type model:

MSEZ MSES

3.204-107% | 1.060- 1076

It is worth mentioning that learning the volatility as in (1.4.4) requires an estimation of

the paths of ( %[S]t)te[o’j‘] from the price’s trajectories. If such estimation is too noisy
the procedure can yield unsatisfactory results. One reason why this is here not visible in
the out-of-sample MSEs is that in the SABR model the volatility enters linearly in the
price dynamics, and hence is easier to be learned via (1.4.4), which can be seen from the
above tables. Note also that the smaller volatility in the SABR models plays role in the
order of magnitude of MSESU®,

ex

In the next example we consider a multivariate asset price process whose dynamics are
given by a multi-dimensional Black-Scholes model.

Example 1.4.4 (The multi-dimensional case). Consider a d-dimensional Black-Scholes
model under the physical probability measure P, i.e.,

dS; = " diag(Sy)dt + diag(S;)VEdBY,

where BY is a d-dimensional standard Brownian motion (with independent components),
peR Y e S‘j_ and /- denotes the matrix square root. Similarly as in Example 1.4.1 we
extract independent @Q-Brownian motions (i.e. P with the corresponding market price of
risk) which serve as primary process X in the signature model, now however of dimension
d> 1.

In order to calibrate to the simulated price path S, we perform a Ridge regression
using the prices’ trajectories with penalty function a(f) = 5-107°||¢||2. The truncation
parameter is chosen to be n = 5, corresponding to 46655 parameters to be calibrated.
We considered the case of five positively correlated components, i.e. 3;; = 0;0;p; ; with
o; € (0.15,0.34) and p; ; € (0.4,0.9) for i,j = 1,...,5, with drifts u; € (—0.003,0.001)
for i =1,...,5. The calibration has been performed over 1 calendar year of observations
with 3 ticks per day (' = 1 and N = 1095). The obtained parameters ¢* are then
tested simulating 4 months of new trajectories of the Black-Scholes model, extracting
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1.4. Calibration

Sig-SDE
o7 Black-Scholes

t t t t t t t
0.08 0.1 .18 0.2 0.28 0.3 038

Figure 1.2.: Regression on the price of a 5-dimensional Black-Scholes model as described
in (1.4.1). Out-of-sample of 4 months with training sample of 1 calendar
year.

the corresponding Q-Brownian motions, and computing the trajectories of Sg(¢*) as
in Corollary 1.2.12. Results are illustrated in Figure 1.2. The MSE2 on the single
trajectories are of order 1075,
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1.4.2. Calibration to option prices

We now pass to the more common way of calibrating models in mathematical finance,
namely to calibration to call (and put) option prices, with the goal to match their implied
volatilities as well as possible.

Throughout we here assume that there exists a pricing measure QQ and that the primary
process X is a vector of correlated Q-Brownian motions. The goal of this approach is to
choose the parameters ¢ in order to fit the prices of options on .S available on the market.
In the context of Sig-SDEs, a similar approach has been considered in Perez Arribas
et al. (2020). There the authors however only consider option prices generated from
a Black-Scholes model and maturities longer than approximately 5 months. To our
knowledge, in the context of signature based models for asset prices, we are the first ones
dealing with market data, thus including shorter maturities and realistic volatility smiles.
Suppose we are given prices of N call options 7*(T1, K1), ..., 7*(Tn, Kxn) with maturities
T; and strikes K;. Then in spirit of Cont and Ben Hamida (2005) (see also Cuchiero et al.
(2020)) we translate the current calibration task to finding ¢ such that

¢ € argming, Loption (),
where

2
optlons Z’Y@( TL,K mOdel(g,T%,Ki)) y (146)

with v; Vega weights and 7™°%!(¢, T;, K;) denoting the price of the option under the
signature model with parameters ¢, maturity 7; and strike K.

Remark 1.4.5. The loss function described in (1.4.6) can be adapted depending on
the available data. A common approach is for instance to weigh the options by their
bid-ask spreads, see for instance Cont and Ben Hamida (2005). This reflects the relative
importance of reproducing different option prices precisely. In the present work we shall
employ Vega weights since bid-ask spreads are not always provided in the data and since
they are well-suited to match the implied volatility surface.

The same calibration procedure would apply to any other type of option, e.g. path-
dependent exotic ones: as we shall see below, the pricing of the latter with a signature
model does not require any additional effort. For liquidity reasons we however decided to
stick to vanilla options and calibrate to the corresponding implied volatility surface.

To fix notation we briefly recall the definition of implied volatility, which is our goodness
of fit criterium.

Definition 1.4.6. Let 7(7, K) be the price of a call option with maturity 7" and strike
price K written on the asset S. The implied volatility of 7(7T', K) is defined as the volatility
o(T, K) that solves the equation

BT, K,o(T,K)) = (T, K), (1.4.7)

where 759 Black-Scholes option price. Then (o(T, K))7  is called (implied) volatility
surface, and (o(T, K))x is called (implied) volatility smile for each fixed maturity 7.
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1.4. Calibration

Once the optimal parameters ¢* are found via (1.4.6) we then need to solve (1.4.7)
numerically for 7(T, K) = 7™°%l(¢* T, K) to assess the goodness of fit. Indeed we
measure it in terms of the absolute error (in basis points) between the implied volatilities
from the market and the model. In Chapter 2 we will on the other hand test our calibration
results by checking weather the calibrated implied volatilities lie in the market’s bid-ask
spread.

Monte Carlo pricing

We now address the problem of computing for a fixed strike K € R and maturity 7" > 0,
the price 7™m°4l(¢, T, K) of the corresponding option under the signature model.

Before presenting our method based on Monte Carlo, recall that Section 1.3 provides
a closed-form formula for the computation of sig-payoffs without the need to resort to
Monte Carlo techniques. By the universal approximation theorem (Theorem 1.1.12), we
also know that call options payoffs can be approximated arbitrarily well by sig-payoffs,
or in this case even just by polynomials, on compacts. The combination of these two
properties leads to the approach exploited by Perez Arribas et al. (2020) of splitting the
computation of 77°4l(¢, T, K) in two parts: an approximation of the call (put) payoffs
using sig-payoffs and pricing the latter with the closed formula proved in Section 1.3.
However, in order to achieve an acceptable error between the original call payoff and
the sig-payoff one needs to choose a sig-payoff involving signature terms of quite high
order. Indeed, such an approximation needs to be valid for every set of coefficients £
involved in the optimization procedure and thus on a very large compact set K. From a
computational point of view we observed that this sig-payoff or polynomial approximation
is not tenable and we thus opted for abandoning this approach. Note however that
sig-payoffs can still be used as control variates in Monte Carlo pricing techniques as we
shall outline in Section 1.4.2. For more details on the issues that can occur in view of
sig-payoff or polynomial approximations we refer to Section A.2.

For these reasons we therefore adopted a Monte Carlo approach, which is due to the
linearity of the model particularly tractable, making the whole calibration computationally
feasible within a reasonable amount of time while providing highly accurate results. For

the Monte Carlo price we thus fix a number of samples Ny;c > 0 and approximate
amedel(p T K) via

1 Nye

gmedel(p T K) = (Sn(O)7(w;) — K)™.

Nue

We stress again that this can be computed fast. Indeed, by the linearity of the model
simulating (S, ()7 (w;)) fvzl‘{ © boils down to the following steps:

e simulate (X¢(w;)):e[o,7), Which in the current setting are just trajectories for correl-

ated Brownian motions, for each i € {1,..., Nyc};
e compute (7, Xp(w;)) for all i = 1,..., Nase and for all multi-indices I such that
I|< s

43



e take linear combinations to compute (éy, XT(wl» foralli=1,..., Nyc and for all
multi-indices |I| <n — 1 as described in Lemma 1.2.10;

o retrieve (Sn(f)T(wi))i]\;”fc via (1.2.2).

Observe that the parameters ¢ only enter in the very last step which allows to precompute
and store all other quantities. This is in contrast to other models where the parameters
that need to be calibrated enter at each time point in the simulation steps of e.g. an Euler
scheme or more complicated schemes used for instance for rough volatility models.

Remark 1.4.7. Since the calibration problem is usually ill-posed as inverse problem,
there might exist more than one local minimum of the loss function which is able to
reproduce the prices on the market, and their implied volatility. We refer to Cont and
Tankov (2004) where the sensitivity, e.g. in terms of initial starting points in gradient
descent optimization algorithms, of the nonlinear least squares calibration problem in
the case of exponential Lévy models is discussed. In our setting it is worth mentioning
that since Sy, (¢)r is linear and the call payoffs are convex we have a convex optimization
problem whenever for all maturities and strikes

Nue

Y Sul®r(wi) — K)*.

i=1

™, T, K) <
MC

Therefore the initial random parameter ¢ for the optimization can for instance be initialized
according to this condition.

Variance reduction with sig-payoffs

Even though Monte Carlo pricing is fast since all essential quantities can be precomputed
as explained above, we here discuss variance reduction techniques (see e.g. Glasserman
(2004)) that can speed up the procedure even further. The idea is to introduce a control
variate, i.e., a random variable ®““ such that:

Eg[®] = 0, Var((Sn(0)r — K)t — &%) < Var((S,(0)r — K)*).

An example of control variates used for pricing and calibrating neural SDE models can
be found in Cuchiero et al. (2020); Gierjatowicz et al. (2020), where @ is constructed
from hedging strategies. A possible other choice of control variates for signature models
are sig-payoffs. Indeed, one can use the pricing formula derived in Section 1.3 to define:

V(T K) = fo+ Y frles,Su(O)r) — Pr(t, Eg[Xr]),

0<|J|<m

for some fixed m > 0 where

SO —K) = fo+ > files,SalOr),

0<|J|<m
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for a wide range of £ and with high probability. This can be done by performing a linear
regression to obtain the coefficients f. Alternatively, a polynomial approximation of the
payoff’s function can also be employed.

The properties of @V then guarantee the accuracy of the approximation

1 Ny
7_‘_model(&]vj K) ~

(SO () = K)© = 9 (6.1, K) () ).
MC

already for smaller values of Ny;o. We will not use the previous variance reduction
techniques within the present chapter but we will discuss it again in Section 2.3.3, in
application to price VIX options and to Remark 2.4.9 for SPX options.

Model’s performance

In the following we discuss the problem of minimizing the functional (1.4.6) using the
Monte Carlo method as described in Section 1.4.2 to compute the model prices. We con-
sider the model described in Corollary 1.2.12 for X, = (t, By, W;) as in Definition 1.2.11.2.1
for two correlated Brownian motions B and W with correlation coeflicient p = —0, 5, and
D=1.

As a first example we consider synthetic data, where the implied volatility surface we
aim to fit is generated by a Heston model given by (1.4.5). We consider 7 maturities
(Ty)7_, ranging from 30 days to 2 years and 13 strikes (Kj)}il ranging from 80% to 120%
of the spot price. The truncation parameter is fixed to n = 3 and the number of Monte
Carlo samples to Nysc = 10°. The results for the following two sets of parameters under

the risk neutral measure

[x 0 o » W]
01 01 04 -05 0.08]
[02 03 05 -05 0.08]

are displayed in the first and in the second row of Figure 1.3, respectively.
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Figure 1.3.: On the left: blue stars correspond to the implied volatilities of the Heston
models, red dots denote the calibrated implied volatilities of Sy, (¢) with
n = 3 (13 estimated parameters). On the right: absolute errors between the
two surfaces expressed in basis points (Bps).

We stress that these calibrations to Heston generated implied volatility surfaces can
take between 4 to 15 minutes on a standard machine.

Let us now turn to market data. We consider the trading day 17/03/2021 for call
options written on the S&P 500 index. Our dataset provided by Bloomberg consists of 7
maturities (7})7_,, ranging from 30 days to 2 years, and 9 strike prices (K j)?:1 for each
maturity which vary between 80% and 120% of the spot price. Again, the truncation
parameter is fixed to n = 3 and the Monte Carlo’s parameter to Ny;c = 105, The results

are displayed in Figure 1.4.
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Figure 1.4.: On the left: the upper surface represents the implied volatility of the S&P
500 index as of 17-03-2021, the lower one is the calibrated implied volatility
of S, (¢*) with n = 3 (13 parameters). On the right: absolute error between

the two surfaces (Bps).

From Figure 1.4 we notice that volatility smiles for short maturities have not been
captured. In particular, as for many continuous models, the most problematic part
consists in fitting the shortest maturities (see Chapter 3 and Chapter 7 of Gatheral
(2011)).

To investigate the ability of the model to reproduce short maturity smiles we calibrate it
using different loss functions penalizing outliers more severely. Precisely, we first calibrate
the model using the procedure described above and we denote by w; the absolute error
between the target implied volatility and the approximated one for maturity 7; and
strike K;. Then, in spirit of generative-adversarial distances as for instance considered in
Cuchiero et al. (2020), we define a new loss function

N
Lya(t) =Y (v + awy)|x*(Ti, Ki) — 7™ (0, T, K,)|P, (1.4.8)

i=1

depending on parameters p and « that need to be chosen. By taking high values for p
and « we can approximate the sup-distance between the two price surfaces, i.e.,

Loo(t) == siupN\ﬂ'*(Ti,Ki) — qpmedel(p T K,
1=1,...,

without compromising differentiability with respect to £. The result for different choices
of the parameters a and p but also the truncation level n is displayed in Figure 1.5. As
can be guessed from the figure, although the maximal absolute error for maturities larger
than 60 days is (almost) acceptable (96 Bps for n = 3, p = 1000, and « = 500 and 34 Bps
for n =4 and p = 1000, and o = 500), the absolute error for the shortest maturity and
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the far in and out of the money strikes are still above 270 Bps and 395 Bps respectively.
Observe that the performance for n = 4 is the best for every maturity larger than 60 days
as well as for the at-the-money region of the shortest maturity.

0.35 1

X ®- a=0,n=3,p=2 B o=0,n=3,p=2
®- a=500,n=3, p=1000 E o=500,n=3, p=1000
@ a=500,n=4, p=1000 BN o=500,n=4,p=1000
+

Market

0.30 1

Z 0.25 1

0.20 1

0.15 1

0.80 085 090 095 1.00 105 110 115 120
Strikes

Figure 1.5.: Comparison between the calibrated implied volatility smiles for different
parameters and the S&P 500 index as of 17-03-2021 smile (in blue) at
maturity 77 = 30 days (on the left) and for maturities ranging from 60 days
to 2 years (on the right). Calibration has been performed using (1.4.8).

Finally, as a further experiment, we calibrate the model to the shortest maturity alone
and to every other maturity together. The first calibration is thus performed to 71 = 30
days and the second one to 6 maturities ranging from 60 days to 2 years. In both cases
9 strikes ranging from 80% to 120% of the spot price are considered. The parameters
are fixed to n = 2, p = 2, and « = 0 for the calibration to the first maturity and n = 4,
p = 300, a = 500 for the remaining maturities. The result is displayed in Figure 1.6. We
can see that the absolute error is below 12 Bps for the first maturity and 45 for every
other maturity, thus yielding a high accuracy. The computational time needed for the
calibration to the first smile is the range of a few minutes, the calibration to the remaining
surface can take longer, which is due to the higher value of n and the joint calibration to
all maturities.
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Figure 1.6.: Comparison between the calibrated implied volatility smiles and the
SPX-500 Index as of 17-03-2021 smile (in blue) at maturity 77 = 30 days (on
the left) and for maturities ranging from 60 days to 2 years (on the right).
Two different calibrations have been performed using (1.4.8).

These results suggest that introducing maturity-dependent parameters and performing a
slice-wise calibration to the individual smiles as for instance in Cuchiero et al. (2020) or
Gierjatowicz et al. (2020) can be of interest to obtain both, an excellent accuracy and a
low computational time. We investigate this further in Section 1.4.2.

Remark 1.4.8. Note that a signature model with a two dimensional primary process
and n = 4 as in the Figure 1.6 (right) has 121 parameters. This model is calibrated to 54
options prices. To investigate possible over-fitting, we computed values of the implied
volatility surface for out-of-sample strikes and maturities. More precisely, we added in
total 76 new points. The result is displayed in Figure 1.7 where the out-of-sample points
are displayed in red and the surface corresponds to the one of Figure 1.6 (right) for
maturities from 60 days to 2 years. This shows that the model exhibits highly promising
generalization features and is thus well suited for fast arbitrage-free smile inter- and
extrapolation.
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13

Figure 1.7.: Implied volatility surface generated by S4(¢*) with £* as in Figure 1.6 (right).
Red dots denote out of sample points.

Time-dependent parameters

Motivated by the above results, we propose in the following a variant of the initial model
where the parameters £ are allowed to depend on time such that we can perform a
slice-wise calibration. Set X as in Definition 1.2.11.2.1 and let {T},..., Ty} with N > 1
be a set of fixed times, usually corresponding to the available maturities, and set

S (0, Y, i= S (£)y + R ()., (1.4.9)

where S,,(¢) is given as in Corollary 1.2.12 for D =1 and

N-1
Ry (50, = Z Z 0" sy (@, X — X))
J=1]

I1<n—1

Observe that Ry, (¢°°™); = 0 for each ¢ < Tj. This choice is motivated by the observation
that Sy, (¢) performs very well if calibrated on the first maturity only (see Figure 1.6). On
every other T} we have

R‘
>_.

Rn (ECOI'I‘

corr,j ¥
¢ (&g, K, — Kiry).
11|1<n—1

J
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1.4. Calibration

Moreover, for any ¢t > 0 Lemma 1.2.10 yields

S, £, = S + / > <€1+ chm’jl{sw })<€I’ X,)dxy,

[I|<n—1

showing that S, (¢, £°°™") is still continuous. We can also see that if X! is a local martingale
the same is true for Sy, (¢, £<°™).

Remark 1.4.9. The added correction term can be interpreted to take a similar role as
the so-called leverage function in local stochastic volatility models going back to Lipton
(2002); Ren et al. (2007). Indeed, the leverage function is an adjustment to stochastic
volatility models that depends on time (and state) and has the purpose to perfectly fit
the observed smiles, which by the underlying stochastic volatility model can usually not
be achieved at the desired accuracy.

Let us now describe the calibration procedure for the adjusted model with time-
dependent parameters. Suppose (for simplicity) that for each maturity 71,...,Txy the
price of call options with strikes K7, ..., Kjs is known. The calibration is then performed
recursively, adapting the loss function to the already calibrated parameters. Precisely,
the loss function used to calibrate ¢ is given by

2
optlons Z V1,5 ( Tlv ) - Wmodel(& T17 KJ)) ’ (1410>

which is a version of (1.4.6). Next, fixk € {1,..., N—1} and let £<F := (¢, g0t . peormk—1)

be the already calibrated coefficients. The loss functlon used to calibrate 8“’” * is given

by
2
Loptions % Ecorr k Z Ve (7 ( Tka ) - 7_(_model(€<k7 Ecorr,k7 Ty, K])) ) (1.4'11)

In both cases 7 ; denotes the Vega weight corresponding to maturity Ty and strike K

and 7™°%! is computed using Monte Carlo as outlined in Section 1.4.2, namely
1 Nmce
7_[_model(€<k7Ecorr,k:7 Ty, K]) ~ Z (Sn(€<k:7€corr,k:)Tk (Wz) _ Kj)+-
Nue =

To test this alternative approach we consider again the trading day 17,/03/2021 for call
options written on the S&P 500 index, 7 maturities ranging from 30 days to 2 years, and
9 strike prices for each maturity which vary between 80% and 120% of the spot price.
The underlying process is chosen to be X = (B, W) for two Brownian motions B and W
with correlation p = —0.5. The truncation parameter is fixed to n = 2 and the number of
Monte Carlo samples to Nyc = 109.
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In Figure 1.8 we report the results after minimizing (1.4.10) and (1.4.11) for all
k =1,...,6. This shows that the signature model with time-dependent parameters
perfectly fits each volatility smile. As illustrated in Figure 1.9 the model also manages to
replicate the observed term structure of the at-the-money (ATM) volatility skew, defined

via (T) := ‘%g‘;&[{) ‘ K=Sp’ for any maturity 7' > 0, very accurately. This is a feature
which can also be reproduced by rough volatility models, but classical stochastic volatility
models rather generate a term structure of the ATM skew that is constant for small
maturities (see Gatheral et al. (2018)).

Finally, we stress the fact that the calibration procedure is also very fast, as for each
smile it only took about approximately 1 minute and 30 seconds. These results suggest
that the signature model with time-dependent coefficients qualifies for very fast and highly
accurate calibration fits.

In Figure 1.10 we plot the values of the 91 calibrated parameters £, (™1 . ¢corm6,
One can see that the corrections parameters get smaller and smaller. Note that we could
have worked with a smaller number of corrections leading to a similar performance in
terms of accuracy. As shown at the beginning of the section one set of parameters is
indeed enough to capture long maturities (e.g. maturities longer than one year).

0,900.95

1.00
1.0
Strikeg *7°1.10

1

15720 000

13120 0.00

Figure 1.8.: On the left: blue stars denotes the implied volatilities on the market as of
17-03-21 on S&P 500 index and the red dots denote the calibrated implied
volatilities with a signature model as in (1.4.9) with n = 2. On the right:

absolute error between the two surfaces (Bps).
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1.4.3. Joint calibration to time-series data and option prices

In this section we combine the promising results obtained in Section 1.4.1 and 1.4.2 to
solve the following joint calibration problem. The main focus is to find a signature model
that fits at the same time both, a path realization coming from time series data as well
as a volatility smile implied from option prices. Let X be as in Definition 1.2.11.2.1, let
{T1,...,Tn} with N > 1 be fixed times corresponding to the options’ maturities and
consider a signature model S,,(¢) as in Corollary 1.2.12. Suppose that for each maturity
T1,...,Tx the prices of call options are available for several strikes, and that we have
time series data for the primary process and for the target model on a given time grid II
at our disposal. Consider now the loss function used to calibrate ¢ given by

Ljoint (f) = )\Loptions(g) + (1 - /\)Lprice,O(g)

where Lypice,0 is given by (1.4.1) with o = 0 and times ¢; € II, Loptions is given by (1.4.10),
and A € [0,1].

Remark 1.4.10. When performing this joint calibration we implicitly assume to have a
common primary process X for both tasks. We here suppose that X is given by (1.4.3),
i.e. we work with Brownian motions under the local martingale measure Q specified in
Example 1.4.1. Note that under this measure Q the volatility /variance process V' is
necessarily a local martingale. Below we shall use a Heston model to generate both the
price trajectory (under P) and the option prices (under Q). For the latter we specify the
parameters to guarantee that V' is a (local) martingale under Q. One can of course also
work with different local martingale measures as outlined in Example 1.4.1.

We consider an example where the traded asset .S follows Heston dynamics as described
in (1.4.5), with the following parameters.

Lp x 6 o » Yo S|
[0.001 0.8 0.1 055 -05 012 1 |

under the physical measure P. We fix N = 2 and generate option prices at maturity
T1 =3 months and 75 =1 year, under the set of parameters

lp v 6 o »p Vo S|
[0 0 0 055 -05 012 1 |

which ensures S and V to be local martingales under Q. We consider additionally equi-
spaced strike prices {K1,..., K9} with moneyness ranging between 70 — 130% of the
spot price. In Figure 1.11 we report the fit of the implied volatility smiles for 77,75
respectively, with less than 25 bps of absolute error. For the path calibration we extract
daily Brownian motions from a Heston trajectory which is assumed to be observable with
a frequency of 3 seconds for 8 hours during 9 months. The training sample consists of 3
months, namely 91 points and the out-of-sample performance in Figure 1.12, is tested on
6 months. As hyper-parameters we choose n = 2, A = 0.9, and Ny;c = 106 trajectories
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for the Monte Carlo pricing. These plots indicate that the model is also able to jointly fit
time-series and option price data.
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Figure 1.11.: Comparison of implied volatilities for 77 =3 months and 75 =1 year.
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Figure 1.12.: Out-of-sample path calibration performance, with MSE of 1.497 - 107°.
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2. Joint calibration of SPX and VIX
options with signature-based models

The present chapter is based on Cuchiero et al. (2023a), which can be seen as a continuation
of the work presented in Chapter 1 and is a joint work with Christa Cuchiero, Janka
Moller and Sara Svaluto-Ferro. Before stating our modeling choice we discuss the current
state of the art concerning joint calibration to SPX and VIX options.

2.0.1. State of the art

First attempts to solve the joint calibration problem appear in Gatheral (2008), with a
double constant elasticity of variance model (CEV), which despite being rather flexible
cannot fit accurately the implied volatilities of SPX and VIX options jointly. Later on,
the belief that jumps in the SPX (or additionally also in the volatility) are necessary
has lead to the following contributions, Sepp (2012); Papanicolaou and Sircar (2014);
Baldeaux and Badran (2014); Kokholm and Stisen (2015); Pacati et al. (2018) and more
recently Grzelak (2022) with a new perspective on randomization.

Continuous stochastic volatility models based on Markovian semimartingales have
also been employed to solve the joint calibration problem. For instance, in Fouque and
Saporito (2018) a Heston model with stochastic vol-of-vol has been calibrated, however
only for maturities above 4 months where VIX options are less liquid. More recently,
Rgmer (2022) considered a model where the volatility is driven by two Ornstein-Uhlenbeck
(OU) processes using a non-standard transformation function. The well-working choice of
two OU-processes illustrated there has been an inspiration for our concrete numerical
implementations. We also point out that the (non-rough) model introduced in Abi Jaber
et al. (2022a,b), where the volatility is described by a polynomial of order five in one single
OU-process, falls (apart from the additional input curve) into this class of continuous
Markovian models and is a particular instance of our framework. Let us also refer to the
paper by Guyon and Mustapha (2022), where a neural SDE model has been successfully
jointly calibrated.

Within the class of continuous, however not necessarily Markovian models, Guyon
and Lekeufack (2022) conduct an empirical and statistical analysis as well as a joint
calibration for a family of models where the volatility depends on the paths of the asset.
These models can be turned into Markovian ones by using exponential kernels instead of
general ones.

Two further distinct and rather new lines of research are worth being mentioned as
well: first, martingale optimal transport and second rough volatility.

The martingale optimal transport approach (see e.g. Guyon and Henry-Labordere
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(2013)) is used to calibrate discrete-time models as proposed in Guyon (2020b, 2021).
These models are closely related to Schrodinger bridge problems, where the idea is to
calibrate only the drift of the volatility while keeping the volatility of volatility unchanged,
see e.g. Henry-Labordere (2019) or Guo et al. (2021, 2022) as well as the references
therein regarding an optimal transport approach. Although the calibration within that
setting is accurate, it is also computationally rather expensive and not amenable to
calibrate to several maturities jointly. These computational challenges have been tackled
recently in Guyon and Bourgey (2022) both in discrete and continuous time extending
the contributions of Guyon (2020b, 2021).

In the area of rough volatility modeling, initiated by the seminal paper Gatheral et al.
(2018), the main idea is to replace the standard Brownian motion in the volatility process
by a fractional Brownian motion. Even though the roughness of the trajectories found in
Gatheral et al. (2018), can also be explained by the estimation procedure as discussed
e.g. in Cont and Das (2023), the non-Markovianity given by the fractional Brownian
motion with Hurst parameter H < 0.5, manages to reproduce many stylized facts arising
in financial time-series. Several classical models have been enhanced with rougher noise,
but for simplicity we mention those employed in the SPX/VIX calibration. One example
is the quadratic rough Heston model introduced in Gatheral et al. (2020), which was in
turn calibrated in Rosenbaum and Zhang (2021) by relying on neural networks approaches,
also exploited in e.g. Bayer et al. (2019); Cuchiero et al. (2020). For a large class of
rough volatility models Jacquier et al. (2021) give new insights on the joint calibration
problem by providing small-time formulas of the at-the-money implied volatility, skew
and curvature for both European options on SPX and VIX options. In Rgmer (2022) an
exhaustive study of the flexibility of different rough volatility models to joint SPX/VIX
calibration is carried out, including the rough Bergomi, the rough Heston and an extended
rough Bergomi model. Some of these, for instance the rough Heston model, have an affine
structure i.e., can be embedded in the class of affine Volterra processes, considered in
Abi Jaber et al. (2019); Cuchiero and Teichmann (2019, 2020), which allow for Fourier
pricing after solving the related Riccati equations. This underlying structure is the
building block of an extension with jumps investigated in Bondi et al. (2022a) and recently
employed in the context of the joint calibration in Bondi et al. (2022b), where a rough
Heston model with Hawkes-type jumps with Fourier pricing is employed.

2.1. The model

We introduce now the model (S;)¢>0 for the discounted dynamics of the S&P 500 index
already outlined in the introduction. Its dynamics under a risk-neutral probability measure
Q are given by

dS; = Sy07 dBy, (2.1.1)

where Sy € R, 0% = (07 );>0 is the volatility process to be specified and B = (B;);>0
is a one-dimensional Brownian motion, correlated with ¢°. We define additionally the
instantaneous variance via V; := (07)? for every ¢t > 0. Our modeling choice is to
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2.1. The model

parametrize the volatility process ¢ as a linear function of the time-extended signature

of a primary underlying process X, namely
ol () = tly+ D lrler,Xy), (2.1.2)
0<|I|<n
where
o (X¢)i>0 is a d-dimensional continuous semimartingale with positive quadratic vari-

ation and (X;);>o denotes the signature of its time extension ()A(t)tzo given by
Xt = (t, Xt),

o ! :={l; € R: |I| <n} denotes the collection of parameters of the model, i.e.,
¢ € R+,

Furthermore, we denote by (Z;):>0 the process glven by Z; = (X4, Bt), by (2,:)»0 its
time extension, and by (Zt)t>0 the signature of (Zt)t>0 The correlation matrix process
between the components of Z is denoted by

[ZZ Z7]

b= gz S
for all 3,7 = 1,...,d + 1, where [-, -] denotes the quadratic variation. Observe that p

encodes in particular the correlation between X and B. In order to simplify the notation
we will drop the dependence on ¢ for the processes S = (S;);>0 and (07)¢>0 as in (2.1.1),
whenever this does not cause any confusion.

Remark 2.1.1. As an alternative definition for the volatility process (o7);>0 one can set

ol () =tly+ > lrlerXicy),

o<|II<n

for some fixed ¢ > 0. In this case the value of the volatility process ¢ at time ¢ does
not depend on the whole trajectory of the primary process X, but just on its evolution
from ¢t — ¢ to t. For an economically reasonable choice for ¢ the lags used in Section 3.4
of Guyon and Lekeufack (2022) can be adapted to the current setting.

Remark 2.1.2 (Interest rates and dividends). In the model given by (2.1.1) we describe
the discounted prices and construct the VIX from them, in line with the definition of the
CBOE for the computation of the VIX. However, contingent claims are often expressed
in terms of undiscounted prices. If the dynamics of the discounted price process are given
by (2.1.1), the undiscounted one fulfills

dS; = (r — ¢)Sydt + S0 (0)dBy,

where here 7, g € R denote the interest rate and the dividend, respectively. Therefore
S(¢) = elr=9DtS,(¢) and the price of a call option on the S&P 500 index under our model,
reads

C(T,K) =E [e_TT(gT(K) K| = Bl T (0T §p(0) — K]

where T' > 0 denotes the maturity time and K € R the undiscounted strike price.
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We will refer to X as the primary underlying process of the model (2.1.1) as in the
previous chapter. Possible choices for the primary process X can be tractable processes
such as an Ornstein-Uhlenbeck (OU) process or a Brownian motion, where with tractable
we mean that their expected signature can be computed easily. To be more precise we
state the following assumption.

Assumption 2.1.3. X = (t, Xt)t>0 s a polynomial process in the sense of Defini-
tion 1.1.14.

Remark 2.1.4. If Assumption 2.1.3 is in force then X" is a finite-dimensional polynomial
process in sense of Filipovi¢ and Larsson (2016) and Cuchiero et al. (2012). Hence
expected signature of X and conditional expected signature can be found by solving a
finite-dimensional ODE, i.e., can be written as a finite-dimensional matrix exponential.

It is worth mentioning that the pool of primary processes that satisfy Assumption 2.1.3
is rather wide, including for example correlated Brownian motions, geometric Brownian
motions, OU processes, Cox-Ingersoll-Ross (CIR) processes, Jacobi processes, and all
continuous affine processes. If Assumption 2.1.3 is in force then X" is a finite-dimensional
polynomial process in sense of Filipovi¢ and Larsson (2016) and Cuchiero et al. (2012).
Hence, the (conditional) expected signature of X can be found by solving a finite-
dimensional ODE, i.e., can be written in terms of a matrix exponential. For further
details see Section 2.2 below.

Remark 2.1.5. We illustrate here that several classical and also recently considered
stochastic volatility models are nested within our modeling choice (2.1.2) under Assump-
tion 2.1.3.

e Suppose that (X;);>0 is a 1-dimensional OU process and let the order of the signature
be n =1, with £y = {5y = 0 and {1y # 0. Then the process S = (S;);>o coincides
with the Stein-Stein model, as introduced in Stein and Stein (1991).

e Suppose that (X;)¢>0 is a 1-dimensional geometric Brownian motion without drift
and let the order of the signature be n =1, with £y = £y = 0 and ¢(;) # 0. Then
the process S = (S¢)i>0 coincides with the SABR model, as introduced in initially
in Hagan et al. (2002) with g = 1.

e Suppose that (X;);>0 is a 1-dimensional OU process and let the order of the signature
be n =5, with £y, £(1),£(1,1,1),¢(1,1,1,1,1) non-zero and ¢; = 0 otherwise. Then the
process S = (St)>0 coincides with the model considered in Abi Jaber et al. (2022a,b)
with an exponential kernel (a part from the deterministic input curve considered
there additionally). If we allow for (X;);>0 not to be a semimartingale and we
do not consider the time augmentation, we can also include fractional kernels and
therefore the whole class of Gaussian polynomial volatility models introduced in
Abi Jaber et al. (2022a) within our framework.
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2.2. Expected signature of polynomial processes

2.2. Expected signature of polynomial processes
Let Y be a polynomial process in sense of Definition 1.1.14 whose dynamics are given by
4y, = b(V)dt + o (V) dWi, Yo =0 (2.2.1)

where o(Y;) denotes the matrix square root of a(Y;). Recall that in this case the
components of a : R¢ — S‘i are polynomials of degree at most 2, the components of
b:R? - R? are polynomials of degree at most 1, and W = (Wi)e>0 is a d-dimensional
Brownian motion. Denote then by Y the corresponding signature.

We now explain how to employ the polynomial technology to compute the conditional
expected signature of (Y;):>0. Several representations of related quantities in particular
for the Brownian case can be found in the literature, see for instance Fawcett (2003),
Lyons and Victoir (2004), Lyons and Ni (2015), Boedihardjo et al. (2021), Rossi Ferrucci
and Cass (2022). Our approach follows Cuchiero et al. (2023b) and is based on the
classical theory of polynomial processes (see Cuchiero et al. (2012) and Filipovi¢ and
Larsson (2016)). Even though results for the corresponding infinite dimensional stochastic
processes (see for instance Cuchiero and Svaluto-Ferro (2021); Cuchiero et al. (2021c¢))
are needed in the case of general signature SDEs considered in Cuchiero et al. (2023b),
the polynomial property of (Y;);>0 here permits to stay in the finite dimensional setting.

Lemma 2.2.1. Let (Y;):>0 be the polynomial process given by (2.2.1) and b and a be
the corresponding drift and diffusion coefficients. Then,

d d d
c k c k kh
bj(y) = b5 + Z b3 Yk and aij(y) = aj; + Z a;;yk + Z a;i YkYh,
k=1 k=1 k,h=1
for some bj,b?,afj, afj, afj’"‘ = a?j]’“ € R. Moreover,

bj(Vy) = (b;,Y})  and  ay(V:) = (ay;, Y7)

for

d d
by = (b5 + 0 e+ > ther  and
k=1 k=1

d d d d d
kyk kh~y kv h k kh~y h kh
aw:<afj+Zawa + Z azjl/be)eg—i-Z(a”—l-?ZaUYO)ek—l— Z aij 6kL|.|€h.
k=1 k,h=1 k=1 h=1 k,h=1

Observe that the upper index on Yok and Yoh refers to Y’s components and not to powers.

Proof. The first part follows by the observation that by definition of polynomial processes
b and a are polynomials of degree at most 1 and 2, respectively. For the second part it
then suffices to note that (ey, Y}) = (eg, Y?) = 1, (ex, Y}) = (ex, Y2) = (Y} — V), and
(er Wen, Y7) = (Y = Y& (Y - Y§). H
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Lemma 2.2.2. Let (Y;):>0 be the polynomial process given by (2.2.1) and let b and a
as in Lemma 2.2.1. The truncated signature (Y})¢>¢ is a polynomial process in the sense
of Definition 1.1.14 and for each |I| < n it holds that

t t
(er, Y1) — /0 (Ler, Y")ds + /0 (er, Yo, (Ya)AW,,

where the operator L : T((R%)) — T((R%)) satisfies L(T™ (R%)) C T (R?) and is given
by

1
Ley =ep LW biIII + 561// L CHNIRTINE (2.2.2)

Proof. Let 0j(Y;) denote the j-th row of o(Y;). By definition of the signature, Stratonovich
integral and by the shuffle property we can compute

t
<eIaYt> :/0 <eI’7YS>Od<eima}/S>
t 1 t
= [er¥aaleq Vi + 5 [ ern ¥aalien Yo eu Vol

t t
:/0 <61/,Ys>(billl,YS>ds+/0 (er, Ys)oy  (Ys)dW

1

t
+2/0 <61//,Y3><ai|1|71,Y3>d8

t t 1 t

:A <61’|—|—’bi|1|aYs>d3+/0 <€]/,YS>O'i|I|(}/S)dWS+2/O <€I"|—|—|az’m,1im7Y5>dS
t t

- /0 (Ler,Y,)ds + /0 (1, Ys)ai,, (Ya)AW,,

for each |I| > 0. Since |I w J| = |I| + |J| it holds that L(T (R%)) € T((R%). For
|I| < n we thus get that the corresponding drift’s components are linear maps in Y".
Similarly, since a;; = 3 /<1 /\Z-I]‘-]ej W ey for some )\fj‘-] € R and for |I| < n we can
compute

<el’7 Y8>0'im (Yt) (<6J’7 YS>O-i|J‘ (n))—r = <61’7 Y8><6J’7YS><aimjm ) Y8>

— H,Hj
- Z Al\]\]\ﬂ <eI/ LLleHl’YS><eJ/ LU€H27YS>7
|H1|7‘H2|§1

we also have that the components of the corresponding diffusion matrix are polynomials
of degree 2 in Y". Lemma 2.2 in Filipovi¢ and Larsson (2016) yields the polynomial
property. ]

Since the linear operator L maps the finite dimensional vector space T'(™ (RY) to itself,
it admits a matrix representation.
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2.2. Expected signature of polynomial processes

Definition 2.2.3. We call the operator L defined in (2.2.2) dual operator corresponding
to Y. For each |I| < n set then n;; € R such that

Ler = Z nijes,
|J]<n

and fix a labelling injective function .Z : {I: |I| <n} — {1,...,d,} as introduced before
(1.1.6). We then call the matrix G € R4 given by

Go(n.2(1) == N1, (2.2.3)
the d,-dimensional matriz representative of L.

Observe that using the notation of (1.1.6), for each u € 7" (R%) the matrix represent-
ative G of L satisfies
vec(Lu) = Gvec(u).

Theorem 2.2.4. Let (Y;)i>0 be the polynomial process given by (2.2.1), (F¢)i>o0 be the
filtration generated by (Yi)i>0 and let G be the dy,-dimensional matriz representative of
the dual operator corresponding to Y. Then for each T,t > 0 and each |I| < n it holds

E[vec(Y2., )| Fr] = €'C vec(Y}),

or equivalently,

n T n
E((er, Y ) Frl = > (€9 ) oz les, i),

[J]<n
where e\*) denotes the matriz exponential.

Proof. By Lemma 2.2.2 we know that vec(Y™) is a polynomial process and Theorem 3.1
in Filipovi¢ and Larsson (2016) for polynomials of degree 1 yields the claim. O

Example 2.2.5.
dX = H](HJ X] dt + /a(X¢)dWy, Xo = xo,

or a;;(X;) = %ol p;;, an eing a d-dimensional Brownian motion. We denote by
f (X Yo’ pij dWhb d-d 1B t We denote b
Pjd+1) the correlation between X7 and B. Setting k1 =0 and ¢! := 1 we can see

that Z satisfies (2.2.1) in d + 2 dimensions for
b; (Zt) = 1{] =0} + Iij (93 )1@#0} and aij(Z) = O'Z'O'jpij]_{id?go}.

The corresponding b and a are given by b; = ep(1j=0; + K (07 — )1{#0}) — ek g0y
and a;; = epo ajpwl{z,#o} and we thus get

. . ~i i
Ler = ep (1 =0y + £"111(0"71 — 20" )iy 0p) — (er W )R G oy
1 , .
+ 561"0””710””Pi|1|_1i|1| 1{i|1|717im750}'

An application of L to the first basis elements yields the following results:
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o L(er) = eprt (0 — X3) — er1rt;
o Lie;j®ey) =erWhby+ep LW aj ;0 = er;
o Lieg®er ®ea) =ep®e1k?(6% — XG) — (eg ® e1) LW eak? + %600’102p12.

Letting (F¢)¢>0 be the filtration generated by (Zt)tzo by Theorem 2.2.4 we can conclude
that

E[vec(Z., )| Fr] = €'  vec(Z2), (2.2.4)
or equivalently,
7n T 7n
Eller, ZH )IFrl = Y (€9) ginzles, Zk), (2.2.5)
[J|<n

where G denotes the (d + 2),,-dimensional matrix representative of L. In order to work
with the VIX it will be convenient to restrict our attention to the signature components
of (Zt)t>0 not involving B. The following remark will be useful.

Remark 2.2.6. Observe that given a subset E C {0,...,d+1}, setting Zg := {I: i; € £}
it holds L(Zg) C Zg. This in particular implies that

Ley = Z nrijeJ

1€l

for each I € Tg. Choosing E = {0,...,d}, letting L5 : I — {1,...,(d + 1),} be
a labelling injective function, and setting GDE?E(I)fE(J) := 177 we can see that (2.2.5)
reduces to

Eler, Xy )1 Frl = D (€9 gpny 20 (es, Xi).
|J]<n
To simplify the notation we often drop the E from G¥ whenever this does not introduce
any confusion.

In the next section we discuss the implication on pricing VIX options under (2.1.2) and
Assumption (2.1.3) while the implications of these on the log-price will be investigated in
Section 2.4.

Remark 2.2.7. Let (Y;);>0 be a polynomial process and fix Y~! such that ey = Y; 1@V 1,
ie. (eg,Y;1) =1 and

Z <6117Y;1><€I2?Y8> =0,
er, ®er,=er

for each |I| > 0. Observe that it can be defined recursively on |I| and each component
of Y;! corresponds to a linear combination of components of Y, of the same length or
shorter. Since by Chen’s identity (see Lemma 1.1.10) we have Y, ® Y, = Yy, for each
s <wu<tand |I| <n we then get

E[(er, YS,tHFU] = E[{er, Y;1 ® Yi) | Fu] = Z <6[1,Y;1>E[<e[2, Ye) | Ful

er, ey, =er

= 3 en, Yo Yvec(en) e vec(YD),

er, ®er,=ey
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2.3. VIX options with signatures

where G denotes the d,-dimensional matrix representative of the dual operator of Y.

2.3. VIX options with signatures

In this section we discuss the implication on pricing VIX options under the model (2.1.1)-
(2.1.2) when Assumption 2.1.3 is in force. The implications of these on the log-price will
be investigated in Section 2.4.

The CBOE Volatility Index, known by its ticker symbol VIX, is a popular measure
of the market’s expected volatility of the S&P 500 index, calculated and published by
the Chicago Board Options Exchange (CBOE). The current VIX index value quotes the
expected annualized change in the S&P 500 index over the following 30 days, based on
options-based theory and current options-market data, more precisely

,_ 2 ST+a
VIXp = \/IE { A log ( Sy ) \FT}, (2.3.1)

where A = 30 days and St denotes the price process at time 7' > 0. With the term VIX
options we here usually refer to either put or calls written on VIX. In the present work
we will take into account without loss of generality only call options.

2.3.1. Explicit formulas for the VIX

This section is dedicated to one of the main implication of our modeling framework,
namely an explicit formula for the VIX expression (2.3.1) for S following (2.1.1)-(2.1.2)
under Assumption 2.1.3. In particular we show in the next theorem that the computation
of the VIX squared reduces to a quadratic form in the parameters £. The entries of the
corresponding positive semidefinite matrix can be computed by polynomial technology,
i.e. by matrix exponential as proved in Section 2.2.

Theorem 2.3.1. Let S = (S¢)t>0 be a price process described by

dS, = Syo?dB,

where o = (af)tzo denotes the wolatility process, B = (Bt)i>0 a one-dimensional

Brownian motion.

(i) Assume that V = (0°)? satisfies

E [/OT Vsds] < o0. (2.3.2)

Then the VIX index at T’ > 0 s given by

1
I = _—
V.XT \/ E|:

T+A
/ V;dt\]—"T} | (2.3.3)
T
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(i) Assume that o° and X satisfy (2.1.2) and Assumption 2.1.3, respectively. Fiz an
injective labeling function £ : {I : |I| <n} — {1,...,(d+ 1)2p+1} and let G be the
(d + 1)(2n41)-dimensional matriz representative of the dual operator corresponding

to X. Then (2.3.2) is satisfied and

VIXr(0) = %ETQ(T, N2 (2.3.4)

where
Quyz)(T,A) = vec((er Wey) ® eo)T(eAGT - Id)vec(fi?ﬁ“), (2.3.5)

and Id € RUEFTD2ne1x(dtD)ont1 denotes the identity matriz. More explicitly without
the vectorisation this reads

T A~
Qemyz)(T,A) = > > (29 —1d) oz (e, Xr).
ex=(erWey)Reo |H|<2n+1

Proof. Part (i) follows directly from an application of 1t6’s formula. Indeed, for any
t, T >0

1 t t
log(S;) = log(Sp) — 2/0 Vids —I—/O o?dB,,

and hence
2 Stia 2 1 [T+a 2 [T+a
_il = —— l — 1 - s - A BS?
2 og( = ) 2 (log(Sr-1a) — log(S1) = % /T Vids — & /T oSd

where the integral with respect to the Brownian motion B = (B;)¢>o vanishes once we
take the risk neutral conditional expectation, due to (2.3.2). This yields the alternative
expression for VIX% and thus for VIX7.

For part (ii), observe that

2
V;g(g) = (Z £[<€[,Xt>> = Z €[€J<e] L1 6J,Xt>.
[1]<n [1],]J]<n

Since continuous polynomials processes have finite moments of every degree and (2.3.2) is
satisfied due to Lemma 1.1.9. The expression for V;(¢) yields then

1 T+A .
VIXZ(6) = A Z (il E [/ (e; Wer, X¢)dt| Fr
|1],]7]<n T

LT
= (TQ(T,A
Al QT A,
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2.3. VIX options with signatures

where for each T' > 0 the matrix @) is given by

T+A R
Quinz)(TA) i =E [ [ e x»dtpﬂ
T

T+A R T R
[/ ler W ey, R)dt — / ey W ey, Ry)dt|Fr
0 0
[
[

<(€] LL 6J) &® eo,XT+A) — <(e] L €J) ® 60,§§T>’]:T]
((

ey LU 6]) & eo,XT+A>|.7:T] — <(€] LLI 6]) & 60,XT>.
By Theorem 2.2.4 we can rewrite the matrix () as

Qonzwn(T,A) = vec((e Wey) @ eo)TeAGTvec(X%”H)
—vec((ejwey)® eo)Tvec(FA@”H)

= vec((er Wey)® eg)T(eAGT — Id)vec(f&?p"“),
and the claim follows. O

Remark 2.3.2. Consider now the model described in Remark 2.1.1 and set for simplicity
e > A. Then the results of Theorem 2.3.1(ii) still hold however with

T+A N N
Qeinzn(TA) = Y /T (er,, X )vee(er,) e vee(Xr)dt,

ern ®812:6[U_|6J

where G denotes the (d 4 1)2,41-dimensional matrix representative of the dual operator
corresponding to X. To adapt the proof we just need to note that for each t € [T, T + A]
Remark 2.2.7 yields

El(er Wey, Xy_ey)| Fr] = S (en. Xl yvec(er,) e vee(Xr).

6[1®€[2:€]LU€J

Note that since the integration’s variable t appears twice in this expression the time
integral cannot be incorporated in the signature.

Remark 2.3.3. Observe that accounting for the scaling factor of 100, conventionally
introduced by CBOE, the VIX index squared can equivalently be redefined (see e.g.,
Rosenbaum and Zhang (2021); Rgmer (2022)) as

1002 T+A
VIXZ. = —~ E U tht|]-"T} , (2.3.6)
T

where Tt > 0 and A = %, i.e., approximately 30 days. Notice that since the expressions
(2.3.3) and (2.3.6) differ only by a scaling factor, all the theoretical results of the present
work hold true disregarding this scaling. For sake of simplicity we will always use (2.3.3).

The motivation of the scaling is that, if on one side volatility is quoted usually in percent,
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the VIX is not. For instance if the VIX index is 25, it means that the hypothetical SPX
option with 30 days to expiration has annualized implied volatility of 25%. For this reason
the scaling of 100 is also called annualization factor. We address the reader to Chapter 11
in Gatheral (2011) for further details about the conventions of CBOE and its link with
(2.3.1).

We observe that the expression (2.3.5) is computationally appealing as we can unpack
the computation in three parts: compute the coordinate vector vec((es LU ey) ® ep), which
depends just on d > 0 and n > 0, calculate the matrix exponential of GT which depends
on the choice of the primary process X, and finally sample X%”H which is the only part
that depends on the chosen maturity time 7'

Remark 2.3.4. In general the computation of G € R(@FD2n+1x(d+)2mt1  eyen if done
only once, can be costly. For this reason it can sometimes be interesting to avoid the

last time integral and to consider the following equivalent expression of the matrix @, for
1], [J] < n:

T+A N
Qemnzwn(T,A) = </ vec(ey LU eJ)Te(t_T)GTdt> vec(X2), (2.3.7)
T

where now G € R(@D2nx(d+1)2n and where we use the fact that we can interchange
the conditional expectation with the time-integral by dominated convergence. As G is
singular, this time integral has to be computed numerically, in general. We propose here
two possible methods that can be used in order to compute it efficiently.

(i) Approximation of the time integral: e.g., via the trapezoidal rule also applied
for VIX? in Bourgey and De Marco (2021). Hence if we consider the shuffled
coordinates vec(ey LW ey) of the exponential matrix we can use the symmetry of
the shuffle to reduce the number of integrals to be solved from ((d 4 1)2,)? to
Ww -(d+ 1)y, instead of (da,,)?. Observe that for our integral the error
of such an approximation is given by

AQ

T _
WGT(GG A - I) + O(N 3),

Err(N) = —
as N — +o00. As a further dimension reduction one can exploit the polynomial
nature of X" to obtain a matrix representation of its second order moments. Without
entering into details, the matrix G would then be the matrix corresponding to the

linear operator actln% on coefficients polynomials of degree 2 in X" Its dimension
would thus be ¢+ (d+1 ntl)

(ii) Approximation of the matrix exponential: we can avoid to approximate the
integral by approximating the matrix exponential. Assuming that

li AW = 2.3.
i (G AT =0, (2.3.8)
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2.3. VIX options with signatures

this can for instance be done via its Taylor expansion:

T+A TA TAVY
tGT g4 _ G (G A) T AVN+1
/T e dt_A<I+ 91 +-+ N 1 +O0((G' A) ) |-

Observe that (2.3.8) holds true whenever the spectral radius, i.e., the maximal
cigenvalue in absolute value, of the matrix G A is less than 1 (see for instance
Theorem 1.5 in Quarteroni et al. (2010)). This requirement suggests that for
numerical purposes the parameters of the primary underlying process have to be
chosen accordingly.

An interesting example is given by the case where X is a d-dimensional correlated
Brownian motion, as considered for instance in Cuchiero et al. (2022b). In this
case the process has no linear drift and the corresponding matrix G is nilpotent,
meaning that G = 0, for each n big enough.

In general, this Taylor approach permits to avoid a numerical integration and
produces an accurate approximation, allocating as few memory as possible.

Remark 2.3.5. A further step in the direction of a fast evaluation of VIXy(¢) can be
taken by noticing that the matrix @ in (2.3.5) admits a Cholesky decomposition. Indeed
since @) is positive semidefinite and symmetric by the shuffle property, we know that there
exists an upper triangular matrix Uy € R@FDnx(d+Dn with possible zero elements on
the diagonal, such that

Q(T,A) = UrUy,

where for sake of simplicity we drop the dependence on A of Up. Hence the evaluation of
the VIX7(¢) reduces to

/1 1 1
VIXp(l) = KETUTUITE =75 (UL 0)2 = ﬁHUTWH,

where here || -|| denotes the Euclidean norm. We stress the fact that the Cholesky
decomposition can be carried out offline, and the computational benefit is immediate if
several samples of the signature are considered.

In the following remark we discuss a possible dimension reduction technique from which
one can benefit computationally. We follow the approach of Cuchiero et al. (2021a,b),
where by employing the Johnson-Lindenstrauss Lemma a random projection of the
signature is considered, to which we refer as a randomized signature. A first way to use
this tool is the following.

Remark 2.3.6. Let d- € N be the dimension of the space to which we would like to project
the signature of order n > 0, such that d< < (d + 1),,. Consider 4 = (a;;) € Ré<*(d+1n,
such that a;; ~ N(0,1/d<). Then a possible way to employ the randomised signature is
to parametrize the volatility process as follows,

ol (0) == e vec(X?)
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where with £ = ¢- AT € R% we denote the randomised parameters. Due to the linearity
of integral and conditional expectation in (2.3.3) this modeling choice is equivalent to
consider the randomised matrix Q € R4<*4< given by

Qrnzn(T.A) == AQ g1z (T, A)AT,
which leads to the following representation of VIXz(¢):
1-7~ ~
VIXp(4) = Eé Q(T,A)e.
Observe that even if this procedure does not reduce the number iterated integrals to be

computed offline, it reduces the number of parameters to calibrate, yielding in general to
a faster evaluation of VIXp(f).

2.3.2. Options on VIX

We here briefly describe some important aspect of options on VIX. First of all, note that
VIX options are written on VIX-futures. The price process of a VIX-future contract with
maturity 7 > 0, is given by

F(T) :=E[VIXp|F]. (2.3.9)

This has the following implications:
e The price of a VIX-option depends on the maturity of the corresponding VIX-future.

e In calibration procedures one should therefore not normalize, i.e. not use VIX; :=

VIX VT
AVIX] 8 E[VIX7] = 1.

e When calibrating to VIX options, we stress that we additionally calibrate to VIX
futures’ prices, see Section 2.3.4. This is important since future prices under the
calibrated model are employed to compute its implied volatility surface. Including
VIX futures in the calibration leads to a consistent model, both for VIX options
and VIX futures, see e.g. Pacati et al. (2018); Guyon (2020a, 2021); Guo et al.
(2022). Using market prices of the VIX futures to invert the implied volatility
surface could lead to inconsistencies if one would like to price further derivatives
with the calibrated model.

In this respect, let us here also comment on the computation of implied volatilities for
VIX call options. Two equivalent approaches can be used to compute implied volatilities
for a given maturity T > 0:

e use Fy(T) in the so-called Black formula for options on futures (see Section 2.2 of
Papanicolaou and Sircar (2014)).

e Consider e ™" Fy(T), with r > 0 the interest rate, in the Black-Scholes formula.

70



2.3. VIX options with signatures

Recall that the Black formula coincides with Black-Scholes’ one when choosing the
underlying in the Black-Scholes formula to be e="(T=) Fy(T). This implies that the two
approaches are equivalent, i.e. lead to the same implied volatilities. In Section 2.3.4 we
will only consider futures’ prices at time ¢t = 0 and maturity time 7" > 0, hence for sake of
simplicity we use the notation F(T') instead of Fy(T).

2.3.3. Variance reduction for pricing VIX options

We here discuss variance reduction techniques (see e.g. Glasserman (2004)) that can speed
up the calibration in the subsequently applied Monte Carlo approach further. The key
idea is to introduce a control variate, namely an easy to evaluate random variable ®<¥
such that given T" > 0 and K > 0,

E[®] =0, Var ((VIX7(0) — K)T — &) < Var((VIX7(¢) — K)T).

An example of control variates used for pricing and calibrating neural SDE models can
be found in Cuchiero et al. (2020); Gierjatowicz et al. (2020), where & is constructed
from hedging strategies.

In the following we describe two possible choices of control variates, which consist of
polynomials on VIX futures. We stress the fact that these can be seen as linear functions
of the signature of the primary process )? hence they belong to the class of sig-payoffs,
see Lyons et al. (2020); Perez Arribas et al. (2020) and Section 1.4.2.

e The first example is to employ the VIX squared as main ingredient, see for instance
Bourgey and De Marco (2021); Guerreiro and Guerra (2022) for a similar choice
within a rough Bergomi model for pricing VIX options. This is particularly easy to
treat in our set up, as for any given maturity 7' > 0 we have

E[VIXZ(¢)] = %ETQC”(T, A,
with Q' (T, A) := E[Q ¢(1.#(s)(T, A)]. By Theorem 2.3.1 and Theorem 2.2.4 we
indeed have
Qo(n.e (T A) =vec((efWey)® eo)—r(eAGT —Id) E[VeC(X%nJrl)}
= vec((er Wey) @ ep) T (€AC —1d)eT vee(X2mH)
= vec((es Wey) ®e) (eTTAGT — TG yvee(X2mH)

where G denotes the (d + 1)a,41-dimensional matrix representative of the dual
operator corresponding to X and Vec(Xgnﬂ) = ¢y € R D241,

Observe that Q°’ can again be computed offline similarly to the matrix Q. Thus to
compute the expectation of VIX2T(€) we only have to evaluate the previous quadratic
form. To apply this now for pricing a call option with maturity 7" > 0 and strike
K > 0, we set

DV, T, K) : = cp  (AVIXA(0) — £7Q% (T, A)Y),
er k(01 (Q(T, A) — Q°(T, A))e),
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where the constant cr g maximizing the variance reduction is given by:

. Cov((VIXp(f) — K)*,0TQ(T, A)e)
TK = Var((TQ(T, A)Y)

Notice that also in this case both @) and Q¢ satisfy the condition for applying
the Cholesky decomposition, leading to a faster evaluation of the control variate
as discussed in Remark 2.3.5. Note that the Cholesky decomposition cannot be
applied to @ — Q°Y, as this is in general an indefinite matrix.

e As a second example we consider a generic polynomial in VIX? as control variate
by defining

YT, K) =Y ai(T, K)(VIXZ(0))’ (2.3.10)
=0

where «;(T, K) are chosen to approximate the payoff (VIXy — K)T with strike
price K for some m > 1. The corresponding control-variate is then defined as
U, T, K) :=cr i (V' (,T,K) - E[Y,S’(¢, T, K)]). Regarding the computational
effort, let us remark the following.

(i) VIX% is computed anyway for every realisation and is hence already available,
therefore the computation of Y, (¢, T, K) is not expensive.

(ii) It is possible to calculate E[Y,%" (¢, T, K)| analytically relying on the moment
formula, see Theorem 2.2.4.

(iii) The choice of cr ik € R is important and the optimal one, i.e., the one leading
the highest variance reduction, is given by the following expression

. Cov((VIXp(f) = K)*, Y (4, T, K))
T~ Var(Y,'(¢.T, K)) ’

see for instance Section 4.1.1 in Glasserman (2004).

We stress the fact that for m = 1 the two control variates introduced coincide.

2.3.4. Calibration on VIX options

In this section we focus on the calibration to VIX options only. Let 7 be a set of maturities
and KC a collection of strikes. Consider the model given by (2.1.1) and (2.1.2) and assume
that Assumption 2.1.3 is in force.

Using Monte Carlo compute an approximation of option and futures’ prices with
Ny > 0 samples, i.e.

efTT N]\/[C 1 N]VIC
ﬂ$f£61(€7 T> K) ~ Z (VIXT(& Wi)_K>+7 \I}llggel(e T) N Z VIXT(&wi)a
MCe o MC 55

(2.3.11)
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2.3. VIX options with signatures

where

VIX7 (6 w) = \/ LUTQUT, A) )t = anU; @)el.

It is crucial to note that in this framework a Monte Carlo approach is tractable since
for every ¢ the same samples can be used. This means that we do not need to carry out
any simulation during the optimization task. Indeed, the matrix () can be simulated
offline while only the products with £ € R(4+Dn enter in the calibration step.

Observe that an auxiliary randomization can be employed in every optimisation step
as discussed in Remark 2.3.6. Moreover, if we want to use control variates to reduce the
variance of the Monte Carlo estimator as described in the previous section, we would
consider

—r7 Nvr
> (VIXp(l,wi) — K)F = (L, T, K) (wi).
i=1

X (T, K) =

VR

Due to the variance reduction the number of samples needed is Ny p < Ny and OV is
as in Section 2.3.3.

The calibration to VIX call options and the corresponding futures on 7 and X consists
in minimizing the functional

m b, b, st
Lyix() = ) c( V0, T, K), i (T, K), o (T, K), B (¢, T), G}é?(T)),
TeT ,KeKX
(2.3.12)

where £ denotes a real-valued loss function, F{,’%lgg( ) the market’s futures’ prices and

kt,b k kt,b kt,
WVIX(T K) = gLI)é (T, K), (/”&“(T K)}, UVIX(T K):= (71)2 (T, K), gbnéa(T’K)}a

the market’s option bid/ask prices W(/néé’b(T ,K), W(,néé’a(T , K), and bid/ask implied volat-
ilities U(,nllgé’b(T, K), Uclllgé’a(T, K), respectively. We will specify the choice of the function
L in Section 2.3.4 and Section 2.5.1.

Remark 2.3.7 (Initial guess search). Since within our model choice we are given a
quadratic function in £ to be minimized, a stochastic optimization with an initial guess is
employed. In order to achieve faster convergence we consider an hyperparameter search
to choose the starting parameters. The steps are outlined as follows.

e Find the magnitude of the coefficients returning Monte Carlo prices of the VIX
options close to the one observable on the market. To this extent we sample N, > 0
times parameters £ € J; = [—107%, 107/ Dn for s = 1,... m with m > 0.

e Select J* € (J;)I", such that
J* e argmini: teJd; LVIX(E)-
e Choose the initial guess to be

ginitial € argmingeJ* LVIX@)-
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Numerical results

In the present section we report the results of the calibration to VIX options only. Here
we consider call options written on the VIX on the trading day 02/06/2021, the same as
in Guyon and Lekeufack (2022). We stress that for such recent dates the bid-ask spreads
for VIX options are rather tight with respect to older dated options as considered for
instance in Gatheral et al. (2020); Bondi et al. (2022b). The maturities are reported in
the following table with the corresponding range of strikes (in percentage) with respect
to the market’s futures prices.

| 71 =0.0383 | T, = 0.0767 | T5 = 0.1342 | T, = 0.2108 | T5 = 0.2875 | Ty = 0.3833 |
| (90%,250%) | (90%,250%) | (80%,310%) | (80%,300%) | (75%,395%) | (80%,405%) |

We underline that the shortest maturity considered is 14 days. Regarding our modeling
choice we fix d = 2, n = 3, which means to calibrate 40 parameters. For X we choose
a 2-dimensional Ornstein-Uhlenbeck processes, see Example 2.2.5, with the following
(hyperparameter) configuration:

1 —0.577 0.3
k=1(01,25)", #=(01,4)", o=(07,10)", p=1- 1 -0.6 |,
: 1

where the last column of p are the correlations with the Brownian motion B driving the
price process S. The motivation of this parameters choice is to mimic a rough or strong
mean-reverting model as suggested in Rogers; Romer (2022). We refer to the Appendix
A.3, for the numerical results where as primary process we consider simply a correlated
2-dimensional Brownian motion. Before stating the loss function £ that we employed in
the calibration task, let us make the following remark.

Remark 2.3.8. Let f : RT x Rt — R* be the call pricing functional in the Black-Scholes
model, depending on the volatility 2% and the spot price £, i.e., f: (6B5,€) — f(oB5,€).

By Taylor expansion in an appropriate neighbourhood of (o™*, ¢mkt) we obtain
f(O'BS é) %f(()'mkt 5mkt> + g(o_mkt émkt)(O_BS _ O_mkt) + g(o_mkt émkt)(g . é-mkt)
Y Y ao_ Y ag Y )

which equivalently gives
of (O.mkt gmkt)

mkty 1 mkt ¢m 123
(07 =" S gy 750 = ™€) =

(& — &™),
(2.3.13)

where we recognize for the derivatives with respect to o and &, the Greeks Vega and
Delta, respectively.
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2.3. VIX options with signatures

Motivated by Remark 2.3.8 we propose, for a fixed maturity and strike price, the
following loss-function for 8 € {0,1}

)Cﬁ(ﬂ_,ﬂ_mkt,b,a’o_mkt,b,av F, kat) _ (2314)

(ﬁi{ﬁgé[wmkt,b’wmkt,a]} + (1 — ﬁ)) ‘71' — (kat’a + kat’b)/2’ + |5mkt€_rT(F — kat)‘ 2
,Umkt(amkt,a _ Jmkt,b) ’

where

o v and §™** denote the Vega and Delta of the option under the Black-Scholes
model which depend on the maturity and on the strike price;

e I and F™ denote futures with maturity 7' such that ¢ = e "7 F and ¢™F =
e "TFmkt | respectively:

. i{xg[yb7ya]} = s(y® — z) + s(z — y*) for s(x) := 5 tanh(100z) + 3 a smooth version

of the indicator function.

Remark 2.3.9. (i) We observe that by Remark 2.3.8 minimizing £° is equivalent
to minimizing an upper bound of the square of the right-hand side of (2.3.13)
normalized by the bid-ask spread of the implied volatilities. Note that we slightly
abused notation, since v™* and §™** of course depend on the strike and the
maturity.

(ii) Note that as £ — VIX7(f,w) = ﬁ|
and increasing, the model option and future prices are convex in £. If 5 = 0 and
the initialization of £ is such that both the model and future prices are higher than
the market ones, then we actually deal with a convex optimization problem.

|U || is convex and the call payoff is convex

(iii) If our aim does not consist in calibrating to the mid-price or mid-implied-volatility
precisely, but we merely want to be within the bid-ask spreads we can set § =1

For the next calibration result we minimize £! as introduced above with Ny = 80000
Monte Carlo samples for the previous maturities and strikes.
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Implied Volatilities VIX 02-06-2021

Figure 2.1.: The red crosses denote the bid-ask spread (of the implied volatilities) for each
maturity, while the azure dots denote the calibrated implied volatilities of
the model. On the z-axis we find the strikes and on the y-axis we find the
maturities.

We observe that the calibrated VIX smiles fall systematically in the bid-ask corridor
for all the maturities considered. We report additionally in the next tables the relative
absolute error between the market future prices and the calibrated ones for each maturity,
ie.,

[T — Rl (e, 7))

. 2.3.15
€T k(T ’ ( )

where ¢* € R* denotes the calibrated parameters and here FB33°!(¢*, T') stands for the
calibrated future model price. In Figure 2.2 we can find an illustration of the calibrated
and the market futures’ term structure.

| T1=0038 | T,=00767 | T5=0.1342 |
| er,=70x1075 | e, =21x107% [ e, =13x107° |

| Tu=02108 | T5=02875 | T3=03833 |
| er,=15x10"" | ey =1.9x10°° [ e, =1.3x107° |
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2.3. VIX options with signatures

Futures' Term Structure

o Calibrated ]

% Market
23 L

22

Price

20

0.05 0.10 0.15 0.20 0.25 0.30 0.35 0.40

Figure 2.2.: The blue circles denote the calibrated futures prices and the red crosses the
futures prices on the market, in between a linear interpolation is reported.

2.3.5. The case of time-varying parameters

We now consider the case of maturity dependent parameters as for instance employed
in Gierjatowicz et al. (2020); Cuchiero et al. (2022b). Since it will be important later
on to distinguish maturities of options written on the VIX index from maturities of
options written on the SPX index, we introduce the two sets 7V and 75X, Let us
fix here TVIX = {T},...,Tn}, where T; < T;4; for any ini = 1,..., N — 1 and denote
by ¢(T;) € R% the parameters depending on the maturity 7; > 0. We set Ty = 0 and
Tn4+1 = 4+00. Then, we consider for any ¢ > 0 the volatility process to be

Z Z ZI [T17T1+1)( )<617§§t>- (2316)

1=0 |I|<n

Therefore the variance process reads as follows,

Z Z gl [T17T1+1)( )<€I L 6J7Xt>- (2317)

i=0 |7 |1|<n

Assumption 2.3.10. Assume that for a set of maturities T V™ it holds that |T; —T;| > A
for alli+#j.

Proposition 2.3.11. Let 7VX be a set of maturities on the VIX index and let Q(T', 7)
be the matrix as defined in (2.3.5) (here for general 7 > 0 instead of A). Then, under
(2.3.17) the VIX squared at time T; € 7 VX is given by

VIXE, (¢ (Ze T, (Ty1 = T) A D) = Q(Ty, (T — To) A A) (T3)).
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Note that, if T;41 — 7; > A (which is in particular holds under Assumption 2.3.10) then,

VIXG, (0) = (1) QT AY(T),

Proof. By the definition of the VIX, it holds that

Ti+A N X
[ % e 0 we T 7
T; j:i |J|7|I‘§n

1 N T N(Ti+A) R
:ZZ > gl(n)EJ(Jjj)E{/ (er W ey, Xy)dt

=i |J),|1|<n LNTA+A)

VIXZ (¢) :%E [

7]

1 N T 1 N(Ti+A) ~
- (T (T) | E er Wey, X¢)dt
A J J

j=i |J] 1] <n T

Tj/\(Ti-i-A) .
_E|:/ <€]LL|€J,Xt>dt‘]:Ti:|

71

T;
and hence the first statement follows by the definition of @ in (2.3.5). O

Notice that also in the case of Proposition 2.3.11, Remark 2.3.5 applies.

2.4. SPX as a signature-based model

The goal of this section is to express the discounted price of the SPX, modeled via
(2.1.1)-(2.1.2)
dS(¢) = Sy(£)o7 (0)dBy,

in terms of the signature of (/Z\t)tzo = (t, X, Bt)t>0, allowing again to precompute its
samples and use the same ones for every ¢. This is in the same spirit as in Chapter 1,
even though there the asset price was directly modeled as linear function of the signature
of some primary process. Recall that by (2.1.2) o is parametrized as follows

ol () :=Lly+ > lrler,Xy),

0<|I|<n

where X; = (t, X¢) with X a d-dimensional continuous semimartingale. Before addressing
a more tractable expression for S, that allows to avoid (Euler) simulation schemes, we
recall the following well-known integrability result.

Lemma 2.4.1. Assume that E[Sp] < co. Then, the process (St):>0 is a (non-negative)
supermartingale and in particular E[S;] < oo for each ¢t > 0.

Proof. Note that S; = Sp&€ (fo deBs)t for all ¢t > 0. Moreover (f(;t qust)tzo is a local
martingale and hence, by the properties of the stochastic exponential, .Sy is a non-negative
local martingale. It follows from Fatou’s Lemma that non-negative local martingales are
supermartingales. O
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2.4. SPX as a signature-based model

In the following we suppose without loss of generality that Sy = 1.

Remark 2.4.2. Recall that if Novikov’s condition is satisfied, then a stochastic exponential
of the form S; = € (/; deBs)t for t € [0,T] is a true martingale. For o2 as in (2.1.2),

such condition reads
1 T
E[exp{Z/ Vt(ﬁ)dtH < +00.
0
Observe that

E[exp{;/;v;(e)dt}] —E[exp{; > efej/0T<eILUeJ,Xt>dtH

]| J]<n

E[exp{;ETQO(T)EH, (2.4.1)

where for £ :{I : |I| <n}—{1,...,(d+1),},
Q% nzn(T) = ((er Wey) @ eo, Xr).

We point out that the previous condition is not necessarily satisfied for all £ € R(@+Dn,
Indeed, let us consider X to be a one-dimensional Brownian motion and choose ¢ such
that the only non trivial component is the last one, i.e.,

(2.4.2)

c €R, if I=(1,...,1), |I| =n,
lr = )
0, otherwise.

Then, (2.4.1) translates into

2 T ) |X2n 2 T
E|exp ¢ it BN PRY ) exp 672 X2t ¢ |,
2 Jo nln! 2n! 2(nh)? Jo

which is not finite in general, e.g. if n = 2, ¢ = v/2(n!) then by Jensen’s inequality it

follows
T 1 (T . 1 (T 4
E[exp{/ detH ZE[/ eTXtdt} = / E[e?*¢]dt = +oo.
0 T 0 T 0

Remark 2.4.3. Let us underline the fact that, even if the process S;(¢) is a non-negative
local martingale, we can still price options via risk neutral expectations without introducing
arbitrage. The reason is that, although E[S7(¢)] < Sp, it is impossible to take a short
position on S(¢) and a long position on V; := E[S7(¢)|F;] for all t < T because of credit
constraints, therefore, the condition of No Free Lunch with Vanishing Risk (NFLVR) as
introduced in Delbaen and Schachermayer (1994) is not violated. We address the reader
to Kardaras et al. (2015) for further details.
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The key idea is to rewrite (2.1.1) as a type of signature-based model in sense of Cuchiero
et al. (2022b) including B = (By);>0 as part of the primary process. This is possible
since It6 integrals with respect to primary process’ components can be rewritten as
linear functions of the signature of the primary process itself. To do so, we introduce
Assumption 1.2.6 on Z = (X, B) in order to describe the correlation structure between B
and X.

Assumption 2.4.4. For alli,j € {1,...,d+ 1} it holds
Az, 2], = Z a;‘]j<eJ72t>dt
|7|<m
for some m € N, a € R and where Zy = (t, Z;).

Notice that this assumption is in particular satisfied if X is a polynomial process as in
Assumption 2.1.3, correlated with B. As shown in the next proposition it allows for the
aforementioned tractable representation of S(¢).

Proposition 2.4.5. Let S = (S;);>0 satisfy (2.1.1) with So = 1, and 0% = (07)¢>0 satisty
(2.1.2). Suppose additionally that Z = (X, B) satisfies Assumption 2.4.4. Then,

1 N
log(Sy(¢)) = —§£TQ0(t)£ + > 0(EF 2y, (2.4.3)
l1]<n
where
7 (d+1)
~ ~ 3
e(? = eq41, e? =er®eqy1 — Z %(€I/LU€J)®€0,
[J]<m

for each |I| > 0, and the components of the matrix Q°(t) € R(¢Dnx(d+n are given by
QY nzw®) = ((er wey) ® eo, Xy),

for a labeling function .Z : {I : |I| <n} — {1,...,(d+ 1),}.

Proof. Under our assumptions we can compute

1og<st<e>>:—§ / V.(0)ds + / o5 (¢)dB,

=—3 Z mJ/ erwey, X ds+2£1/ er, Xs)dB;

\1\ [J|<n 17|<n 0

()

2—2 Z g]f] eII_I_IeJ ®€0,Xt Z@[ eI,Zt
11,]J|<n [1]<n

1 s
- _§eTQ0(t)e + Y (el Ly,

[<n

where for (x) we used that fot(e[,XS)st = <é}9,2t> by Lemma 1.2.10. O
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2.4. SPX as a signature-based model

Remark 2.4.6. Consider again the model described in Remark 2.1.1. Then the results
of Proposition 2.4.5 still hold with

t
Q‘OZ(I)X(J) () := /0 (er ey, X5 s)ds,

and fot (e I,Xs_e,gst instead of (B, Z) Since the proof follows closely the proof of the
original result, we omit it.

Remark 2.4.7. e Observe that since the matrix ({e; LU 6J,§§t>)|["|J|§n is positive
semidefinite, by monotonicity of the time integral on [0, ¢] for some ¢ > 0, we also
have

(T (1) >0,
for all £ € R@*Dn This means that for any ¢ > 0, we can rewrite the log-price as
1 o~
log(Sy) = =5 (U el*+ D tr(ef Zo),
[7]<n
where U} is the upper-triangular matrix of the Cholesky decomposition of Q°(t).

e Notice that the log-price model in (2.4.3), it is not exactly a signature-based model
in the sense of Chapter 1, as here it is given by a linear part in the parameters ¢
and an additional quadratic part. It can also be rewritten as

dlog(S;) = —%KTQ(t)Edt + ¢ vec(X)dB;,

where Q is given by .
Q)2 (t) = (er Wey,Xy).
e In order to sample the log-price at maturity, consistently with the VIX, we follow
the following road map. We simulate Z and compute (éf ,Z) for each I as specified
above. Next, we drop from the samples of Z the terms where B appears, i.e. the

components corresponding to indices containing the letter d+1. The result coincides
with a sampling of X and is then used to work with both @ and Q.

This is equivalent to sampling X for the variance process and to compute an
additional Itd integral as in (2.1.1).

In the following corollary we state the form of &2 when X is d-dimensional OU-process.
We omit the proof for sake of brevity.

Corollary 2.4.8. Let X be a d-dimensional OU-process as in Example 2.2.5 driven by
a d-dimensional Brownian motion with correlation matriz p. Then Assumption 1.2.06 is
satisfied and é‘IB s given by

~B 1 11|
er =er®ear1 = 5l 201 (0119 ar1)er @ eo,

for any multi-index I # 0.
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Remark 2.4.9 (Variance reduction for pricing SPX options). Observe that a possible
control variate for reducing the variance of the Monte Carlo estimator for pricing SPX
options is the value at maturity of the log-price process. This means,

(T, K) : = cT7K(log(ST(€)) + %ETQO’C”(T)E),

where, using that the linear part (in ¢) of log(S7(¢)) vanishes under the risk-neutral
expectation, we have

QYT 00)(T) = vec((er wey) @ eg) e’ vee(Xg" ),

for G € Rl@+D2nt1x(d+1)2ns denoting the (d + 1)2,,41-dimensional matrix representative
of the dual operator corresponding to X. We choose the optimal c}’ x €ERas

. Cov((Sr(£) — K)*,log(S7(¢)))
T.K Var(log(St(¢)))

2.4.1. Exploiting the affine nature of the signature: Fourier pricing of SPX
and VIX options

In the present section we observe how the linear structure of the parametrizations for the
log-price and of the variance process in Z allows to consider Fourier pricing within this
family of signature-based models. Consider again the model given by (2.1.1)-(2.1.2) and
let (Z;)t>0 denote the primary process given by Z; = (X;, By) introduced after (2.1.2).
Suppose for simplicity that
A4Z] = W(¢7 — Z))dt + o7dW!,  ZI =0,

for each j =1,...,d+ 1, where W denotes a (d + 1)-dimensional Brownian motion with
Wi+l = B. All parameters x7,67, 07 are in R with k%! = 99! = 0 and o9t =1 so
that Z4! = W1 = B. Note that we do not account for correlations.

We illustrate now how to apply the results of Cuchiero et al. (2023b) in the present set-

ting. Since (Zt)tzo is a polynomial process, by Lemma 2.2.1 there are b € (T((R9+2)))d+2
and a € (T((R4+2)))(@d+2)x(d+2) sych that

AZ] = (b, Zy)dt +\/(aj;, Z,) AW,

where b; = k707¢ey — rje; and aj; = (07)%ep, using that (with a small abuse of notation)
k90% :=1, K/ := 0 and ¢ := 0. Using the notation of (1.1.3) consider then the Riccati
operator R given by

R(u) = b wu® + %Tr(a L (u(2) + (u(l))T L u(l)))
d+1

. A 1 .
=2 > <’fj9j“(1j)€l + e Wer + S (o)) (wgper +uier wer )>'
5=0|1]>0
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2.4. SPX as a signature-based model

In this equation Tr : R(4+2)x(d+2) _s R denotes the trace operator and is applied compon-
ent wise to the elements of (T'((R%+2)))(@+2)x(d+2) By Theorem 4.23 in Cuchiero et al.
(2023b), we expect that

Elexp({(u, Z1))] = exp(¥(T)y),

where ) is a solution' of the extended tensor algebra valued Riccati equation

Opp(t) = R(Y(t), +(0) = u.

Choosing u as

u(l) = —~(fwl) ey + 70

1
2

where £ := Emgn Ejé?, by Proposition 2.4.5 we get

log (S () = (u(f), Zy).

The representation of the Fourier-Laplace transform described above can then be used for
Fourier pricing. We dedicate the remaining part of this section to illustrate how this can
be done.

From Fourier analysis we know that for K > 0 and C < 0 it holds

1 , Jo—C+1-iA
(K—ﬁﬁzt/&”@y. : dA.
2 Jr (IAN+C)iIN+C —1)

This in particular implies that

E[(K — S7(¢)"] = 1 / E[e(+O)log(Sr(0)] K —C+1-iA N
2m Jr I+ O)ir+C—1)
5 —C+1—iX
= i E[e(uA,ZT)] . K . N
2m i At O) At C 1)
—C+1—iA
L ax,
27 Jr (IAN+C)iIN+C —1)

where u)y := (iA+C)u(¢) and 1)) is a solution of the Riccati equation with initial condition
P (0) = u,.

Let us now consider the case of VIX options where Fourier pricing can be applied
by computing the Fourier-Laplace transform of VIX squared, see also Sepp (2008);
Papanicolaou and Sircar (2014); Cao et al. (2020); Bondi et al. (2022b) and references
therein for a Fourier-based approach to pricing VIX options. Fix a labelling injective
function & : {I: [I| <n} — {1,...,(d+1)2n41)} as introduced before (1.1.6) and recall
that by Theorem 2.3.1(ii) it holds

vm%@:%ﬂmﬂAw

"We refer to Cuchiero et al. (2023b) for the appropriate solution concept.
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for

T o~
Qemngzwn(T,A) = > > (Y —1d) gz (e, Xr).
ex=(erwey)Rep |H|<2n+1

where G denotes the (d + 1)(2,41)-dimensional matrix representative of the dual operator

corresponding to X. Setting for |1],]J| < n

.
IAu:= Y (29 —1d) g zmuken
|K|,| H|<2n+1
we can write
1 T ~
VIXE(0) = § bty ) Y. (39 —1d) gz fen Xr)
[I],|J|<n ex=(erWey)R®eo |H|<2n+1
1 T ~
=X > (Y —1d) gz (e, (C W) & eo) (e, Xi)
|K|,|H|<2n+1

:%g@xwm@®%x&v

. 2 Fs(K+/IX
Also in this case since \/%7 Jp €M(K —/|yl)Tdy = \/:If\(?’/;/ﬁ) is integrable for Fg(u) =
J sin(2?)dz, Fourier analysis yields

+ o —IAY
(K \/g) Ul /]R ’)\’3/2 da,

for each y > 0. This in particular implies that

1 e o Fs(K/TV) | Fs(K /)
+1 IAVIXZ,(0)14'S _ P (T
Mm>VMﬂm]_WAEk NHMWQ(M_WAe“”pqu,

where 1) is a solution of the Riccati equation with initial condition ) (0) = —iAv({) for
v(0) == XI(A)((fw ) ® ep).

Analogous formulations in terms of the error function are also possible, see for instance
Cao et al. (2020); Bondi et al. (2022b). In the same spirit one can also obtain a
representation of future prices. We here do not provide an implementation of this Fourier
pricing approach but numerical experiments can be found in Cuchiero et al. (2023b).

2.4.2. The case of time-varying parameters

Analogously to Section 2.3.5, we now further exploit Proposition 2.4.5 by allowing the
parameters £ to depend on the maturity.

Proposition 2.4.10. Let S = (S;);>¢ satisfy (2.1.1) with Sy = 1, and (07);>0 satisfy
(2.3.16) for a set of maturities 7VIX = {T},..., Tv}. Recall that in this case V = (V});>0
satisfy

N
Vi) => " > (T(T) g, g (B)er wes, Xy).
i=0 |7, 11<n
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2.4. SPX as a signature-based model

Let Z; = (X¢, By) for all ¢ > 0, where X = (X;)¢>0 is a d-dimensional continuous
semimartingale. Then, under Assumptions 1.2.6 we get the following recursion for the
log-price process

Mz

£<m+1

log(S: [— )T QO A Tar) — QO AT (T

=0
+ E gl 6] 7Zt/\Tl+1 Zt/\Ti>
[1]<n

for each t > 0, where Tp := 0, £<™F1 .= {£(0),...,(T}»)}, m = max{j: Tj < t}, and
Q?&”(I).Z(J)(t) = ((er Wey) @ep, Xy),

for a labeling function £ : {I : |[I| <n} —{1,...,(d+ 1)op+1}

Proof of Proposition 2.4.10. We know that

log(S,(0)) = —% /0 V,(0)ds + /0 o5 (¢)dB,

and we will calculate each integral separately. We start with the first one.

t t N
/ Va(0)ds = / SS T T i (er Wes, Ko)ds
0

0 =0 |1],[J]<n

N tAT; 11 N
=3 > um@) [ erwes Tds
i=0 |1],J|<n ATy
N tATi41 R tAT; R
—3 Y umem) < [ erwengoas- | <e1mej,xs>ds)
i—0|I\ |J]<n 0 0
—Z > LT (((erwes) @ eo,Rinry) = ((erw ey) @ eo, Kinr,))
i=0 |I],|J|<n
N

=3 [UT)T (@ A Tiin) — QU ATY) Ty

=0

Using similar arguments and Lemma 3.10 in Cuchiero et al. (2022b), the second integral
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t t N
[ oS @as= [ S5 tmtn g, fer R,
0 0

tAT;+1 R
(T / (e1.%.)dB,
tAT;

tAT; 41 . tAT; R
ZI(Tz> (/ <617Xs>st - / <6[,Xs>d33>
0 0

KI (112) <éIB7 215/\’1—'1'_;'_1 - zt/\’Ti >7
and the claim follows. O

2.5. Joint calibration of SPX and VIX options

Here we consider again the model introduced in (2.1.1)-(2.1.2) under Assumption 2.1.3.
Note that we just work with call options, but the setup can easily be extended also to
other liquid options on the market. Again we denote by 7V and 75X the maturities
set for options written on VIX and SPX, respectively. Similarly we use the notation
KVIX and KSPX for the corresponding strikes. The functional to be minimized in order
to achieve a joint calibration of the SPX/VIX options reads as follows:

Ljoint(gv )‘) = )‘LSPX(E) + (1 - )‘)LVIX(E)v (251)
where A € (0,1) and

o Lyix(f) is as in (2.3.12), i.e.

Luix( = Y L (T ), wyi (T, K), oVix (T, K), FRR(ET), FRR(T) )
TeTVIX KeKVIX

with winedel and Fymedel as in (2.3.11) for VIXp (¢, w;) defined as in (2.3.4);

o Lgpx(¥) is the SPX loss function given by

mode b,a b,a
Lspx(£) = Z L (0, T, K), mgpx (T, K), ogpx (T, K)),
TeTSPX KekSPX

for a real-valued function £. Observe that with a slight abuse of notation we denote
this function as the one for Lyrx, but for SPX options we do not have to calibrate
to futures, hence the last term of (2.3.14) vanishes.
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2.5. Joint calibration of SPX and VIX options

By Proposition 2.4.5 the SPX call option payoff with maturity 7" > 0 and a strike price
K > 0 reads in our model as follows

.
130 - K) = (o] (- 0T - QPO+ Y e B - k)

[|<n

where S denotes the undiscounted process as discussed in Remark 2.1.2 and r,¢ > 0
the interest rate and the dividends, respectively. Recall also that the call option payoff
written on the VIX is given by

+ +
e T (VIXp(l) — K)t = eTT<,/ %ETQ(T, A — K> =T <\/1ZHU7T EH—K) :

where Ur denotes the upper-triangular matrix of the Cholesky decomposition of the
symmetric positive semidefinite matrix Q(T, A).

2.5.1. Numerical results

In the present section we discuss two different ways of approaching the joint calibration
problem that can be found in the recent literature.

(i) The first approach consists in choosing for instance the first maturity of SPX and
VIX to coincide (or differ up to two days, see Remark 0.0.1), i.e., TlSPX = TlVIX and
then for 7 > 2, T]SPX = TJVB( + A, see for instance Guyon (2021); Guo et al. (2021);
Guyon and Lekeufack (2022).

(ii) The second approach is to consider 75X = TVIX je to choose the same (or
close together, see Remark 0.0.1) maturities both for SPX and VIX options. This
perspective has been adopted for instance by Gatheral et al. (2018); Rosenbaum
and Zhang (2021); Grzelak (2022); Bondi et al. (2022b).
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0 T Ty i+A  Th+A
0 T T T3 Th + A T+ A T3+ A

Figure 2.3.: The blue lines denote the time interval where the dynamics of the variance
process influence the SPX option up to the maturity time. For instance
the shortest blue line denotes the time interval where the dynamics of the
variance process enter up to maturity 7. Similarly the red lines denote the
corresponding ones for the VIX, as for instance the variance process enters
here in the time integral on [T7,77 + A], see (2.3.3). On the upper graph a
representation of the joint calibration approach (i) is given where we notice
that the maturities of the VIX are chosen so that there is a maximal overlap
with the ones of the SPX. On the lower graph a representation of approach (ii)
is given where the maturities 7 = {T1,T>, T3} are considered. We observe
that there is less overlap between the maturities of the SPX and VIX than in
approach (i).

Both approaches deal with the joint modeling of SPX and VIX options and in order to
be consistent with both viewpoints taken in the literature, we show how our signature-
based model solves the joint calibration within both settings. For this reason we split the
rest of the section in two subsection and discuss them separately.

First approach

Here we consider call options for both indices on the trading day 02/06/2021, as in
Guyon and Lekeufack (2022). Maturities are reported in the following tables with the
corresponding range of strikes (in percentage) with respect to the spot and the market’s
futures prices.

| 7Y™ =0.0383 | T'™ = 0.0767 ||
| (90%,220%) | (90%,220%) ||
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2.5. Joint calibration of SPX and VIX options

| TPPX =0.0383 | T9P* = 0.1205 | TP* = 0.1588 ||
[ (92%,105%) | (70%,105%) | (80%.,120%) |

We stress that the shortest maturity considered is of 14 days for both SPX and VIX, then
the second and third maturity of the SPX are 44 days and 58 days, respectively, and the
second one for the VIX is 28 days. Moreover, we consider a high moneyness level (up
to 220%) for VIX options, usually rather difficult to fit. Regarding our modeling choice
we fix d = 3, n = 3 and choose the primary process X to be a three Ornstein-Uhlenbeck
processes (see Example 2.2.5) with parameters

k=1(0.1,25,10)",  #=(0.1,4,008)", o =(0.7,10,5)",

1 0213 —0.576 0.329
B 1 —0.044 —0.549
P=AL. 1 —0539|°
1

Xo=(1,0.08,2)7.

Note that with this configuration we need to calibrate 85 parameters, i.e., ¢ € R3.
Concerning the calibration task, we solve (2.5.1) with A = 0.35 with Ny;¢ = 80000 Monte
Carlo samples for the previous maturities and strikes. Furthermore we specify the loss
function £ as in (2.3.14) for § = 1 both for SPX and VIX.

SPX T=0.0383 VIX T=0.0383 SPX T=0.1205
2.4
+ e Calibrated + F 054t e Calibrated
0.250{ © +  Bid/Ask 22 . s ot +  Bid/Ask
+
* + 0 ¥ e+
0.225 ++ 2.0 ® + ot
% 4 : $ 0.4 tie .
020094 , © 18 rol *le.
% [ teos
> > >
20175 t e 216 o2 203 1%
* ) Tty
0.150 % 14 " .,
‘. 12 ¥ ° C‘allbrated 0.2 .
0.125 ® [y +  Bid/Ask *
*s N b3 104+ —-- Market future ®
0.100 POy el === Model future o1 ®o o
092 094 096 098 1.00 1.02 1.04 20 25 30 35 40 45 0.70 0.75 0.80 0.85 0.90 0.95 1.00 1.05
Moneyness Strike Moneyness
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Figure 2.4.: In blue the calibrated implied volatilities smiles from top-left at maturities
TlsPX7 TlV X TzsPX, T38PX7 TQV X In red the corresponding bid-ask spreads. In
the graphs of the VIX smiles the red dashed line indicates the market future
price at maturity and the blue dashed line the calibrated one.

We report also the relative absolute error between the market future prices and the

SPX T=0.1588 VIX T=0.0767
: © Calibrated +« T
+ + +  Bid/Ask 181 +
° + ®
+ 4+ + ?® *
° + ?
+$ 1.6 [
+§ +F e
.o ++;¥¥
. >14 +of
. 3o+
* [
* 12 &ﬂ
‘. o o Calibrated
. : ol + Bid/Ask
° 1.0 —-= Market future
L 7YY + —== Model future
0.8 0.9 1.0 11 1.2 20 25 30 35 40 45

Moneyness

calibrated ones as defined in (2.3.15):

Sample time-series of SPX and VIX Let ¢~ € R® be the calibrated parameters found
for the fit in Figure 2.4. We then fix T' = 60 days the longest considered maturity for the
SPX and sample a trajectory for (Vi(€*))icio, 17, (VIXe(€*))repo, 115 (St(€*))icio,r- Precisely,
we sample 12 grid points per day, i.e. we consider a 2 hours sampling per calendar day,
for a total of N = 720 grid points. The results are reported in Figure 2.5.
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2.5. Joint calibration of SPX and VIX options

28 1 r 1.005
26 F 1.000
24 4 F 0.995
— 221 F 0.990 ~
g 20 1 ’ [ 0.985 :’:%
18 1 F 0.980
16 1 F0.975
14 A r 0.970
0 10 20 3|0 40 50 60
Days
r 0.06
r 0.05
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r 0.02
F0.01
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(I) 1|0 2|0 3|0 4|0 5|0 6|0
Days

Figure 2.5.: On the top: one realization if our calibrated model S(¢*) for the SPX (in
blue) and the corresponding calibrated VIX (in red). On the bottom: the
corresponding realization of the calibrated variance process V (£*).

Observe that even though ¢* was only calibrated to option prices, the trajectories
produced by the model are economically reasonable and also in line with several stylized
fact, such as negative correlation between SPX and VIX or volatility clustering. To obtain
the dynamics under the physical measure, these trajectories could still be adjusted by an
appropriate market prices of risk, but the path dependent quantities like the volatility of
volatility or the correlation stay the same.

Next, we consider the case of time-varying parameters as introduced in Section 2.3.5
and Section 2.4.2 for VIX and SPX, respectively.

The case of time-varying parameters Although the joint calibration is mainly considered
for short-dated options in the literature as VIX options are then more liquid, it is even
more challenging to provide an accurate fit for both, short and long maturities. Allowing
the parameters £ of our model to depend on time, in particular on the maturities, we are
able to calibrate additionally to longer maturities than the ones considered in Figure 2.4.
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We consider for the choice of the primary process the same configuration as we used for
Figure 2.4. The procedure of our time-varying calibration routine is as follows:

1. Calibrate jointly TlsPX, VX and TQSPX.

2. Use the parameters from the calibration of T]SPX and TJV_I{< to fit jointly the maturities

TPPK and TY™X for j =2,...,J.

We consider J = 4, where the last maturity for the SPX is 170 days, and the last maturity
for the VIX is 77 days. For the first two maturities of the SPX and the first of the VIX
we consider the same moneyness ranges as in Figure 2.4, hence we specify here only the
ranges for the longer maturities:

TY™ =0.1342 | Ty™X = 0.2875 | 7)™ = 0.3833
[ (90%,330%) | (78%,395%) | (80%,405%) |

| T37% = 0.2163 | Tp* = 0.3696 | T5P™ = 0.4654 |
[ (75%,125%) | (60%,135%) | (50%,145%) |

We observe that for this choice of maturities Assumption 2.3.10 is satisfied. Hence the
second expression for the time-varying VIX is used from Proposition (2.3.11). On the
other hand in order to compute the price of the SPX options in the time-varying case
we use the representation of the log-price provided in Proposition 2.4.10. We employ
A = 0.25 for each calibration within the rolling procedure and we consider always as
loss function £° as introduced in (2.3.14) for 3 = 0. It is worth mentioning that the
initial parameter search discussed in Remark 2.3.7, has been employed for calibrating
jointly TISPX, VX and T2SPX, while for the next slices we have considered the previously
calibrated parameters as starting point of the optimization.
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2.5. Joint calibration of SPX and VIX options

Implied Volatilities SPX 02-06-2021 Implied Volatilities VIX 02-06-2021

Figure 2.6.: On the left hand side: SPX smiles, in blue the calibrated implied volatilities
and in red the bid-ask spreads. On the right hand side: VIX smiles, in blue
the calibrated implied volatilities and in red the bid-ask spreads.

Finally we report the absolute relative error on the VIX futures:

| W™ =00383 | Ty*=01205 | T3 =01588 | T =0.2108 |
| eryx =120 [ eqvix =2.3-107° | eqyix =3.9-107° | eqyix =2.9-107° |

Second approach

Let us now consider the second approach described at the beginning of Section 2.5.1.
Specifically, we consider a unique set of maturities for both SPX and VIX on the trading
day of 02/06/2021. For this study, we do not consider time-varying parameters. In the
following table we report the moneyness ranges for SPX options in the second row and
on the last row the ones for VIX options:

| 71 =0.0192 | T, =0.0383 | T5 = 0.0575 | Ty = 0.0767 ||
[ (97%,104%) | (92%,105%) | (90%,110%) [ (85%,110%) ||
[ (90%,200%) | (90%,220%) | (90%,290%) [ (90%,290%) ||

We consider A = 0.5 and as loss function £ we employ (2.3.14) with 5 = 1 for VIX options
and the same (without futures) for SPX options.
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Implied Volatilities SPX 02-06-2021 Implied Volatilities VIX 02-06-2021

e Calibrated
+ Bid/Ask

60

Figure 2.7.: On the left hand side: SPX smiles, in blue the calibrated implied volatilities
and in red the bid-ask spreads. On the right hand side: VIX smiles, in blue
the calibrated implied volatilities and in red the bid-ask spreads.

We additionally report the relative absolute error of the calibrated VIX futures:

| 7Y™ =0.0192 | 7)™ =0.0383 | Ty =0.0575 | T =0.0767 |
H Eqyix = 6.2-1073 ‘ Eryx = 1.2-107° ‘ EqyIx = 1.3-1072 ‘ Eqyix = 1.6-1073 H
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3.

Comments on the code for calibration
of signature-based models

A crucial role when tackling the calibration of financial models, is played by an efficient
numerical implementation of pricing functionals and of the sampling schemes for models
themselves.

This self-contained chapter is to point out than one of the main contribution are
open-source codes for the calibration tasks discussed in Chapter 1 and Chapter 2.

The codes for Chapter 1 have been written by the author of the present thesis and can be
found in the GitHub repository https://github.com/GuidoGazzani-ai/sigsde calibration,
where the following implementations are reported.

The tilde-transformation introduced in Section 1.2.1 for multi-dimensional processes.

Extrapolation of the Brownian motions as discussed in Example 1.4.1 and Example
1.4.3 for a given parameters’ configuration of the Heston model and of the SABR
model.

Calibration to simulated time-series data from the previous models as introduced in
Section 1.4.1.

An efficient (memory-wise) parallelized sampling procedure for the primary process
at maturities and its tilde-transformation.

An efficient (memory-wise) parallelized sampling procedure for the primary process
at maturities and its tilde-transformation for calibration to market option prices.

A fast sampling routine for the model described in Equation (1.4.9).

The adaptation considered for the joint calibration of time-series data and option
prices, as described in Section 1.4.3, for data generated by a Heston model.

The codes for Chapter 2 have been written by the author of the present thesis and by
Janka Moller include the following implementations and are available upon request.

A code that returns the conditional expected signature of a time-extended d-
dimensional Ornstein-Uhlenbeck process as in Theorem 2.2.4.

Computation of VIXt for several T' > 0 as in Theorem 2.3.1, in particular efficient
computation of the matrix Q(T, A).

Calibration task for both VIX and SPX options, jointly and separate with a flexible
code and the time-varying parameter version of it.
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Part IlI.

Robust risk measures
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4. Risk measures under model
uncertainty: a Bayesian viewpoint

This chapter is based on Cuchiero et al. (2022a), a joint work with Christa Cuchiero and
Irene Klein.

4.1. Preliminaries on risk measures

This section is dedicated to recall some basic concepts and definitions of risk measures.
After introducing some notation, we start here with risk measures being defined in a
pointwise way (see Section 4.1.2).

4.1.1. Notation

Let (2, F) be a measurable space and let M; = M;(£2, F) be the set of probability
measures defined on it. We equip it with the topology of weak convergence (in the
probabilistic sense), which corresponds to the functional analytic notion of weak-x-
convergence when 2 is compact. Our aim is to quantify the risk of a random variable X
on (2, F) that describes a certain financial risky position. As a first step we will look at
risky claims taking values in the following set:

X ={X:(Q,F)— (R,B(R)), measurable and bounded},

where B(R) denotes the Borel-o-algebra on R. By "bounded" we mean that for each
X € X there exists K > 0 such that | X (w)| < K, for all w € Q. Later we will relax the
condition to an almost sure condition. If a probability measure P € M is given, we will
write L>°(P) for the space L>(Q2, F, P).

4.1.2. Pointwise definition of risk measures

Let us recall in the following the definition of monetary risk measures defined on the
space X. We follow closely the approach of Follmer and Schied (2011) in terms of axioms
of a risk measure. We point out that in the literature, in particular in the context of
insurance related topics, there is present another approach, see for instance Embrechts
et al. (2002); Pflug and Pichler (2016). The difference is basically a change of sign which
results to reversed monotonicity assumptions. The change of sign is due to the view of
losses in insurance as non-negative random variables whereas in the case of our definition
losses are given by non-positive random variables.
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Definition 4.1.1. A map p: X — R is said to be a monetary risk measure if:
(i) X >0 then p(X) <0, for all X € X
(i) X >Y then p(X) < p(Y), for all X,Y € X;
(iii) pla+ X) = p(X) — a, for every a € R and for all X € X.

Notice that we mean that each property holds for all w € €.
Given a monetary risk measure p the corresponding acceptance set is defined as follows:

C={XeX:pX)<0}. (4.1.1)
Note that we get p back from the acceptance set via the equation
p(X)=inf{meR:m+ X € C}.

Let us also state the definition of a convex risk measure, where the convexity assumption
is economically meaningful since diversification should not increase the risk of a financial
position. We also recall the main results concerning their dual representation.

Definition 4.1.2. A map p : X — R is said to be a convex risk measure if it is a monetary
risk measure and if for every A € (0,1) and for all X, Y € X

PAX + (1 =XN)Y) < Ap(X) + (1 = A)p(Y).

The acceptance set of a convex risk measure is defined exactly as for monetary risk
measures in (4.1.1).
Assuming moreover, that a convex risk measure p on X is continuous from below in the
sense that for any sequence (X, )nen C X,

X, T Xpointwise = p(X,) | p(X), (4.1.2)
as n — 400, then we obtain the following dual representation

p(X) = sup {Eg[-X]—a(Q)}, VX e X, (4.1.3)
QeM;

where o : M — RU {400} is a penalty function, see Proposition 4.21 in Follmer and
Schied (2011). The penalty function itself it is not unique in general. Note however that
due to the continuity from below any penalty function is concentrated on M instead
of finitely additive set functions denoted by M, ¢, meaning that o(Q) = oo for all
Q € My 5\ My so that it is sufficient to take the supremum in (4.1.3) only over M.
The penalty function can be chosen to attain the smallest values by setting

omin(Q) : = sup Eq[-X] = sup {Eq[-X] — p(X)},  VQ e My, (4.1.4)
XeC XeX

i.e. amin corresponds to the Fenchel-Legendre transform or conjugate function of the
convex function p on X, see Theorem 4.15 as well as Remark 4.16 and Remark 4.17 in
Follmer and Schied (2011).

Finally let us recall the notion of coherent risk measures.
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4.2. Risk measures with respect to reference probability measures

Definition 4.1.3. A convex risk measure p : X — R is called coherent risk measure if it
satisfies positive homogeneity, i.e. for A > 0 and all X € X, p(AX) = A\p(X).

Note that by Corollary 4.18 in Follmer and Schied (2011) the minimal penalty function
of a coherent measure that is continuous from below always takes the form

Q) = {0 fQeqQ (4.1.5)

400 otherwise,

for some convex set @ C M. For the minimal penalty function the set Q is maximal.
Note that it could potentially be also represented by another a of form (4.1.5) on a
smaller set Q (see Proposition 4.14 in Follmer and Schied (2011)).

4.2. Risk measures with respect to reference probability
measures

From now on, we additionally suppose that we are given a probability measure P on (€, F)
with respect to which we shall define risk measures such that the domination properties
mentioned in the introduction hold true. We shall pursue two different approaches. In
both of them we start by fixing a monetary risk measure p on the space X of bounded
measurable random variables. We then define two possible ways how to deduce from
p a risk measure depending on P. The first approach works for general monetary risk
measures, whereas the second assumes convexity.

In Section 4.2.3 and Section 4.2.4, we shall then compare these two approaches in the
case of convex as well a convex and law-invariant risk measures.

4.2.1. First approach applicable to general monetary risk measures

The first approach consists in defining a risk measure p as follows:

Definition 4.2.1. Let P € M; and p a monetary risk measure. Then the corresponding
risk measure with respect to P is denoted by p” : L>°(P) — R and defined by

pP(X)= _ inf p(X),
{(Xex:P(X=X)=1}

for all X € L*°(P). Moreover, the corresponding acceptance set is given by
cP={XerL®/P):  inf p(X) <0}
{Xex:P(X=X)=1}

= {X € L*®(P) : pP'(X) < 0}.

Observe that the definition of CF implies that p! satisfies the properties in Defini-
tion 4.1.1 not for all w € €, but just for the scenarios w € ) that occur P-a.s.
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Remark 4.2.2. Let P, P’ € M be such that P’ < P. Then, clearly
(Xex:PX=X)=1}C{XeX:P(X=X)=1},

thus CF C CP" and
p"(X) <pl(X), VX e L¥(P).

In particular, if P ~ P’, we have p (X) = pP(X). When the ‘worst case risk measure’
takes the role of P, this leads to the desired properties (i) and (ii) mentioned in the
introduction.

The following lemma states that the property of being a monetary or convex risk
measure also translates to p*.

Lemma 4.2.3. If p is a monetary (convex respectively) risk measure, then p” is a
monetary (convex respectively) risk measure.

Proof. We will prove the properties of a monetary risk measure P-a.s., namely (i)-(iii)
and finally address the convexity here denoted by (iv).

(i) Let X > 0 P-a.s. We can choose a representative X = Xl{x>0}, then P(X =

X) =1 X:(w) > 0 for all w, hence p(X) < 0. By definition it follows that
oP(X) < p(X) < 0.

(ii) Let X,Y € L>(P) such that X > Y P-a.s. Since p*'(Y) = inf{ffeX:P(f/:Y):l} p(Y),
for each n > 1, we can choose Y™ € X, where P(Y™ = Y) = 1 and such that
p(Y™) < pP (V) + L. Consider now any X with P(X = X) = 1 and modify this for
each n as follows:

X" = Xguyinpeeyy T maxt{X Y g0y

Clearly, X" € X and P(X" = X) = P(Y" =Y)N(X >Y))=1,as P(X > V) = 1.
Then we get, for all w,

X"(w)>Y1 (w) + Y™ (w) = Y™ (w).

{Yr=Y}n{X>Y} {Yn£Y}U{X <Y}
Therefore as p satisfies (i) we get p(X™) < p(Y™) < pP(Y) + 1. This implies

p"(X) < inf p(X™) < p"(V),

n>1
and (ii) follows for p”.

(iii) Observe that the property of cash-invariance or translation-invariance holds trivially
as for all X € L*°(P) and a € R we have

pP(X+a)= _  inf p(X)= _ inf p(X +a)=p"(X) - a
{XeXx:P(X=X+a)=1} {Xex:P(X=X)=1}
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4.2. Risk measures with respect to reference probability measures

(iv) Let us now assume that p is convex. Suppose X and Y are in L*(P) and A € (0,1).
Let X, Y bein X such that P(X = X) = P(Y =Y) = 1. Define Z = AX +(1-\)Y.
Then, clearly, Z € {Z € X : P(Z = AX + (1 — \)Y) = 1}. It follows from the
convexity of p that

pPPOX +(1-NY) < __inf _ ~0(2)
{ZeX:3X,Y:Z=DX+(1-)\)Y}

< inf _ X))+ (1= p(Y)}
{(XY)exXxXx:P(X=X)=P(Y=Y)=1}

— AP (X) + (1 - NP (),

showing that p? is convex.

4.2.2. Second approach applicable to convex risk measures: fixing a
penalty function

Let us now turn to the second approach how to introduce risk measures depending on some
reference measure, which works in the case of convex risk measures that are continuous
from below in the sense of (4.1.2). Indeed, fix some penalty function o : M1 — RU{+o0}
and define a convex risk measure p : X — R via

p(X) = sup {Eg[—X] - a(Q)}, VX e X. (4.2.1)
QeM,

Here, instead of looking at the risk measure p*’, we modify «, which then gives rise
to a new risk measure p’, depending on the set of absolutely continuous measures with
respect to P, denoted by

PP ={Qe M, :Q < P}.

To be precise, let a be the fixed penalty function as of (4.2.1) and define p* : L®(P) — R
as follows:

pr(X) = Qseugp{EQ[—X] - (@)} (4.2.2)

This means that we actually have to use the following penalty function o’ (Q) in order to
express the supremum again over all probability measures M. Indeed, define

p ) a(@) for Q € PF,
(@)= {+oo for Q € My \ PF, (4.2.3)

then we exactly get

pr(X) = sup {Eq[-X] -a"(Q)}, VX €L*(P) (4.2.4)
QEM;

As before the corresponding acceptance set of p* is defined as

CP = {X e L™(P) : p"(X) < 0}. (4.2.5)
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Remark 4.2.4. Let P,P’ € M such that P’ < P. Then, obviously, if Q < P’ then
Q < P as well. Hence PP" C PP, This implies that for all X € L>®(P)

p7(X) = sup {Eq[-X]—a(Q)} < sup {Eg[-X] - a(Q)} = p"(X).
QePr’ QePP

In particular, if P ~ P’, then p*’ = p*". When the ‘worst case risk measure’ takes the role
of P, this leads again to the desired properties (i) and (ii) mentioned in the introduction.

4.2.3. Comparing the two approaches for convex risk measures

Our goal is now to compare these two different approaches in the case of convex risk
measures and establish conditions under which they coincide. To this end we let p be the
convex risk measure given by (4.2.1) for some fixed a.

According to the first approach define now for X € L% (P)

pP(X)= _ inf p(X)= _ inf sup {Eq[X] — a(Q)}.
{X:P(X=X)=1} {X:P(X=X)=1} QeEM;

The obvious question at that point is when does the following minimax inequality

P(X):= sup _ inf {Eq[-X] — a(Q)}
QeM {XeX:P(X=X)=1}

< b suwp {Bol-X]-a(@) = o7 (X).
{XeX:P(X=X)=1} QeM;

(4.2.6)

reduce to an equality. Before clarifying this, we shall first relate these risk measures with
p’ given by (4.2.2) or equivalently by (4.2.4) . Indeed, the following lemma shows that
p’ coincides with p* but that we have a potential strict inequality with p?.

Lemma 4.2.5. For X € L®(P), we have p’'(X) > pP(X) = p"(X) and thus CF C CF.
Proof. Let X € L>®(P). Then for all X € X with P(X = X) =1 and all Q € PP

Eq[-X] - a(Q) = Eq[-X] — (Q).

Hence, also

Eq[-X] - a(Q)= _ inf Eq[-X] — a(Q).
{X:P(X=X)=1}

Therefore we get the following inequalities

pP(X) = sup {Eg[-X] —a(Q)} = sup _ inf {Eg[-X] — a(Q)}
QePP QePP {X:P(X=X)=1}
< sup _ inf  {Eo[-X]-a(Q}< _ inf sup {Eq[-X] - a(Q)}.
QeM; {X:P(X=X)=1} {X:P(X=X)=1} QEM;
pr(X) pP(X)

Hence if X € CP, meaning that p”(X) < 0, then also p¥’(X) < 0 so that CP € CP.
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4.2. Risk measures with respect to reference probability measures

Let us now prove the missing equality ot = EP . Let @ € M; and consider the
Lebesgue decomposition into ) = @1 + Q2 where (1 and ()2 are nonnegative measures

such that @1 < P and Q2 L P. Moreover denote by @Q; the probability measure
Q; = % for ¢ = 1,2. Then for every fixed @ with QQ(Q) > 0, there is Bg € F with
QVQ(BQ) = 5(Q) and P(Bg) = 1. Define, for every n > 1, )Nfg? =nlp, + Xlp; € X.

Clearly P()Nfg = X) = P(Bg) = 1. We have that

Eq[-Xp] = —nQ(Bq) + Eq[-X1p] = —nQ2(Q) + Qi()Eq, [-X].

Moreover we know that infre g, @(R) > —o0, say —N := infge g, @(R). Note that, as
X € L*(P) € L*°(Q1) we have that [Eq, [~ X]| < || X||ze(p). It follows that

_inf  {Eq[-X] - a(Q)} < inf {Eq[-X§] - a(Q)}
{X:P(X=X)=1} nz

ggﬂ—ﬂ@@ﬁ+@ﬂmE&}XhJV:—m.

Taking the supremum over ) € M therefore just means to restrict the set to PP so
that Q2 = 0. Hence,

pl(X)= sup _ inf {Eq[-X] - a(Q)}
QeM1 {X:P(X=X)=1}
= sup _ inf  {Bo[-X]-a(Q)} =7p"(X),

QePP {X:P(X=X)=1}

yielding the assertion.
O

By the above lemma, equality of p’ = p® is thus equivalent to a minimax equality.

In the following we thus apply a (standard) minimax theorem to conclude equality of
~p _ =P P
pr=p =p.

Proposition 4.2.6. Let Q be compact and @ — «(Q) lower semicontinuous with respect
to the weak-*-topology on M and convex. Then the minimax equality
pr(X)= sup _  inf {Eq[-X] — (@)}
QEM {XeX:P(X=X)=1}

= _ inf sup {Eq[-X] — a(Q)} = p7(X),
{XeXx:P(X=X)=1} QeM;

holds true. Hence, under these conditions p¥’ = p*.

Proof. Note that

Q = Eg[X] - a(Q)

is concave and upper semicontinous and

X = Eg[X] — a(Q)
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is linear and hence convex. Moreover, {X € X : P(X = X) = 1} and M, are convex. By
compactness of ), M is also (weak-*-) compact. Therefore Sion’s minimax theorem (see
e.g. Sion (1958); Ricceri and Simons (2013)) yields the first assertion and the second one
follows from Lemma 4.2.5. O

Remark 4.2.7. Note that if € is compact and « happens to be apni, as introduced in
Section 4.1.2, all conditions of Proposition 4.2.6 are automatically satisfied. Indeed, we
can argue along the lines of Remark 4.17 in Follmer and Schied (2011) and apply the
general duality theorem for the Fenchel-Legendre transform to the convex function p,
however here on the Banach space of continuous functions on the compact set €2, denoted
by C(£2). This allows to conclude that

CVmin(CQ) = Ssup {EQ[_X] - IO<X)}
XeC(Q)
Then due to Theorem 2.3.1 in Zalinescu (2002), aupin is convex and weak-*-lower semi-
continuous.

In the following example lower semicontinuity of « fails and this shows that in general
CF and CF do not coincide, namely C7 is strictly contained in CF but not equal. Hence
there is a gap between pr’ and p”, meaning that p”’ = p* can in general take strictly
smaller values than p”.

Example 4.2.8. Let (2, F) = ([0,1],B([0,1])) and the reference measure P be the
Lebesgue measure restricted to B([0, 1]). We fix a penalty function @ : M; — R such that

0, ifQePP,

Q=110 g e\ PP

Note that « fails to be lower semicontinuous. Indeed, take a sequence of measures @,, =
S a;'dgn, where o' > 0, S, af =1 and J, is the Dirac measure at x, converging
to some measure @ that is absolutely continuous with respect to the Lebesgue measure.
Indeed, for example, for each n > 1, we can partition the interval [0, 1] into intervals of
length o', 1 <14 < n, and take a point z}' in the ¢-th interval. Then for every continuous
function f : [0,1] — R we have that [} fdQ, = S0, a2 f(a}) — [y f(x)da = [, fdP,
hence Q™ — P in the weak-*-topology. Being sums of Dlrac—measures 1t is clear that
a(@Qn) = —1 and thus

—1 =liminf o(Qy) < a(Q) =0,

n—oo

whence « is not lower semicontinuous.
We now claim that there exists X EAC’P \ CP. Indeed, define X = k P-a.s. with some
fixed number k € (0,1). Then X, € C¥. Note that

P—{X e L>®(P): Eg[-X] <0, VQ € P}
and, trivially, for each Q <« P:
Eg[—Xi]) = —kQ(Q) = —k < 0.
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4.2. Risk measures with respect to reference probability measures

However X, ¢ CT. N
Indeed, we cannot find a version X = k P-a.s. such that

/1 X (W), (dw) > 1, Va € [0, 1].
0

Here, d,; denotes the Dirac distribution centered in z € [0, 1], which lies for all z € M, \PP.
Therefore, for any X with P(X; =X) =1

sup Eg[-X] —a(Q) > —k+1>0
QeEM,

and thus clearly also for the infimum. This proves the claim and shows together with
Lemma 4.2.5 that the minimax inequality is strict.

The above example shows that lower semicontinuity of the penalty function « is crucial.
By replacing it by the corresponding auin, which is here i, = —1 (compare with the
shifted worst case risk measure as defined in Section 4.3.3 for a = 1), the previous gap
pP(X) > pP(X) = pP’(X) disappears, which is a consequence of Remark 4.2.7.

4.2.4. Convex law invariant risk measures: worst case properties and
comparison of the two approaches

We now specialize the setting further and consider law invariant risk measures. To define

law-invariance we need to start with a reference measure PP right from the beginning,

which could correspond to some ‘worst case probability measure’ used by the regulator.
Recall that a risk measure p is called law-invariant if

whenever X and Y have the same distribution under P. For a convex law invariant risk
measure (that satisfies automatically the Fatou property, see Jouini et al. (2006)), any
penalty function is of the following form

Q or P P
a(Q) ={ Q) fr@eotcr, (4.2.7)

+00 for Q € My \ QF,
where QF denotes some weak-x-closed subset of PF and a(Q) satisfies
a(Q) < oo, VQe Q"

and

This follows from (Follmer and Schied, 2011, Lemma 4.30 and Theorem 4.31) and the
Fatou property.
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Instead of an arbitrary penalty function, we here fix P and consider penalty functions «
of the more specific form (4.2.7). Hence, throughout this section p denotes the (pointwise
defined) convex risk measure as of (4.2.1) now with « given by (4.2.7) with the fixed P.
Its acceptance set is given by

C={Xex: qugP{IEQ[—X] —a(Q)} <0}. (4.2.8)

The goal is now to analyze p”’ and p? defined with respect to some new measure P.
Here, according to the first approach, p’ is defined via

pP(X)= _ inf  p(X)= _ inf sup {Eg[-X] — a@(Q)}, X € L®(P),
{X:P(X=X)=1} {X:P(X=X)=1} QeQP

while p is given by (4.2.2) or equivalently by (4.2.4) with penalty function

oP(Q) = {a(Q) for @ € QF N PP,

+o0 for @ € My \ (QF NPP). (4.2.9)

The corresponding acceptance set C and CF are defined as in Section 4.2.1 and Section
4.2.2.

Remark 4.2.9. In the current setup we could introduce a third approach where we
consider the sets OF as a certain function of the measures and define an alternative
penalty function @’ via
EP(Q) — a(Q) fOI‘ Q S Qpa
400 for Q € My \ QF

so that @ is equal to (4.2.7). To give an example, in the case of Expected Shortfall (see
Section 4.3.2) the sets QF are given by

d@
dpP
for some A € (0,1). Note that in general QF # QF N PF. However, when P < P, there
are certain situations where @ = QF NPF holds. Indeed, the superhedging price (see
Section 4.3.1) is one example for this equality. In the case of the Expected Shortfall it
however does not hold true.

As already stated in Remark 4.2.4, a crucial property of our second approach is that
oFf npr ' C QP N PP whenever P! < P so that we get the corresponding ordering
o7 < 5P, which would not necessarily hold true if we pursued the above outlined third
approach.

QP ={QeM;: Q< P, and <A1 Pas.}

Our first result of this section relates p”’ and p’ with the starting risk measure p and
shows the following order relation

Plla<pllx<p=p"lx=0"|x (4.2.10)
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4.2. Risk measures with respect to reference probability measures

for all P € M; (and not only absolutely continuous ones). This justifies the motivation
given in the introduction that the reference measure P should correspond to some
‘worst case probability measure’ capturing all the risk considered to be relevant since
p=p"|x = p*|x always yields the maximal risk. We emphasize again that also in cases
where P is not dominating the measure P the risk computed with respect to P is always
smaller or equal to the risk with respect to IP, which is a consequence of the definitions of
pP and p? (see also Remark 4.2.11 (iii) below).

Concerning the comparison of p¥ and p*’, we obtain different results depending on the
relation between P and P. If P is either dominating or singular with respect to P, then
we always have p©’ = p¥, which is also asserted in the next proposition. The proposition
also shows whenever P L P, the risk of both p’ and p*" is —oco. Moreover, if P < P, then
pPlx = p*|x is equal to p = pF|x = p*|x, which is of course in line with (4.2.10).

Proposition 4.2.10. Let P € M; be a reference measure and let a be of form (4.2.7)
with QF some weak-x-closed subset 0£ PF. Then for all P € M; which satisfy either
P < PorP L P, it holds that C* = CT and thus p”’ = p” = p”. Hence, the minimax
equality holds true

p(X)=sup _  inf {Eo[-X] — a(Q)}
QQQH”{XGX:P(XzX)zl}

= inf sup {Eq[—X] — a(Q)} = p"(X).
{XeX:P(X:X):l}QeQP

In particular, if P <« P, the restriction of p*’ = pf’ = p* to X is equal to p. If P L P,
then pf’ = pf’ = p¥’ = —.
Moreover, for all P € M; we have

Pl <plla<p=p"lx=7"lx

and also
pr<pP =p" =5, on L>®(P)NL®(P).

Remark 4.2.11. (i) Observe that in contrast to the minimax result as of Proposition
4.2.6 and Corollary 4.2.14 below, here we do not need to assume any properties on
« or €.

(ii) Note that Proposition 4.2.10 implies that p* = p% always holds if « is of form
(4.2.7).

(iii) Notice that for general P, we do not necessarily have p” = p. For p*’ the penalty
function of is given by (4.2.9) and O N PP = QF NP where P; denotes the
normalized absolutely continuous part of the Lebesgue decomposition of P with
respect to P. Then it is easy to see that p’ = p. Similarly we have p©’ = pf as
shown in the proof below. But we do not necessarily have p* = p* (compare also
Proposition 4.2.12).
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Proof. We start by relating p? with p for the cases P < P and P L P. Recall that C* is
defined by
CP={XxeL>P): _ inf p(X) <0},
{Xex:P(X=X)=1}
which we now compare with C given in (4.2.8).

If P < P, we have C = CP' N X. Indeed, it always holds that C C C* nXx. To
prove CP N X C C, let X € CP N X. Since all P-nullsets are P-nullsets and in turn also
Q-nullsets for all Q € QF, we have for all Q € QF and for all X satisfying P(X = X) =1,
that EQ[—)Z'] = Eg[—X] and thus in turn

p(X) = sup {Eq[-X] - a(Q)} = p(X).
QeQF

Since p(X) assumes the same value for every X, we have p?(X) = p(X) which is < 0
as X € CPNAX . Thus p(X) < 0 as well, whence X € C. This proves the claim and
implies that for all P < P, p¥’|x = pF|x = p and similarly p” = pP]Loo(p).

In the case P L P, C ¢ C¥ = L*(P). Indeed, since P L P, there exists a set B
with P(B) = 1 and P(B¢) = 1. Let X € L*(P) and choose X € X such X = X on
Band X > —infa(Q) on B¢. For example, take, for each n > 1, X" = X1p + nlge.
As —inf @(Q) < oo we have that, for all n large enough, n > —inf a(Q). By taking the
infimum over all n, it follows that

pP(X)= _  inf sup {]EQ[—)A(:] —a(@Q)} < inf(—n) — inf a(Q) = —oc.
{X | P(X=X)=1} QeQ® n2l QeQr

Next we analyze the relation between p¥ and p in the cases P < P and P L P, which
P

in turn will allow us to relate also p with p¥. For p¥, the penalty function o’ is given
by (4.2.9).
If P < P, then Q¥ N PP = QF thus o’ = a and p’|y = p and p*’ = pP|Loo(P). Since

pP = pp\ Leo(P) as proved above, we also get ﬁp = pP )

If P L P, then Q¥ N PF = 0, yielding o’ (Q) = +oo for all Q € M; and in turn
pr’ = —oo such that cF = L>(P). This already proves the equality C¥ = CP and
pf = p? for P L P. The assertion concerning the minimax equality follows from Lemma
4.2.5.

Finally, consider an arbitrary P € Mj. Then by Lebesgue’s decomposition theorem we
can decompose P into P = P, + P with P, < P and P, 1. P. We denote by P, and by
P; the corresponding normalized probability measures. As above there exists some set B
such that P»(B) =1 and P(B) = P;(B) = 0. Hence P(B¢) =1 and P;(B¢) = 1. Thus,
for all Q € QF and for all X with P(X = X) = 1, we have EQ[—)?] = EQ[—)A(/ch] since
EQ[—)N( 1p] = 0 due to the singularity between P, and ). We therefore get

p(X) = sup {Eq[-X] — &(Q)} = p(X1pe),
QeQF

whence p” = p on L*°(P) since we only need that X=X , Pr-almost surely. As
Py < P, we thus have p” < p* on L®°(P) N L>(P). This proves the last assertion since
pr’ < p? holds by Lemma 4.2.5. O
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4.2. Risk measures with respect to reference probability measures

As indicated in Remark 4.2.11 (iii) the relation between p” and p” is more subtle for
general P € M. We consider in the next proposition the case when P is absolutely
continuous with respect to the reference measure P and derive sufficient conditions when
equality holds true. By Remark 4.2.11 (iii) this then translates also to the general case.

Proposition 4.2.12. Let P € M; be a reference measure and let « be of form (4.2.7)
with QF some weak-#-closed subset of P¥. Let P < P and consider for Q € QF\ (Q¥nPr)
the Lebesgue decomposition into ) = @1 + @2 where @1, @2 are nonnegative measures
such that @1 < P and @2 1L P If

(i) there exists a set B € F such that P(B) =1 and Q2(B) = 0 for the singular parts
Q2 of all Q € QF\ (QF NPP),

(11) il’lfQ]P’ &(Q) = il’lfQ]PmpP &(Q),
then CP = CF and thus pf = p = p¥. Hence, the minimax equality
pr(X)= sup _ inf {Eq[-X] - a(Q)}
QeQP {XeX:P(X=X)=1}
=  inf sup {Eg[—X] — a(Q)} = p”'(X),
{Xex:P(X=X)=1} QeOP

holds true.

Remark 4.2.13. Concerning Condition (i) of Proposition 4.2.12, recall that QL P
means that there are disjoint sets A(Q2) and B(Q2) such that A(Q2) U B(Q2) = Q and
P(A(Q2)) =0 and Q2(B(Q2)) = 0. If UQ'Q A(Q2) can be described by a countable union,

1.e.

JA@2) = JAW@b),
@2 =1

then P(Ug, A(Q3)) = 0 and the set B with P(B) =1 can be chosen as B = Nz, B(Q}).
This clearly always works when € is countable and thus the Condition (i) is in this case
always satisfied.

Observe additionally that Condition (ii) is satisfied for any coherent risk measure where
a(Q) is chosen to be 0 for all Q € QF.

Proof. As shown in Lemma 4.2.5, p©’ > p*’, hence we only have to prove the converse
inequality. As o (Q) is given by (4.2.9), we have

pr(X)= sup {Eg[-X]-a(Q)},
QeQfnpr

while p? is given by

pP(X)= _ inf sup {Eq[~X] — @(Q)}-
{(Xex:P(X=X)=1} QcQF
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Consider a measure @ € QP \ (Q° N PF) and denote by Q; its normalized Lebesgue
decomposition, i.e. Q; = 5.
a set B with P(B) =1 and Q2(B) = 0 for the singular parts of all Q € QF \ (QF N PF),

we can consider X = X on B and X = n € R on B°. This yields

for i = 1,2. Then due to the assumption that there exists

sup {Eq[—X] - &(Q)} = sup {Q1(Eq, [~X1p] + Q2(2)Eq,[-X 1] — 4(Q)}
QeQr QeQr

< sup {(1-Q2(Q) sup EQ[_Xl{B}]
Q2(Q)e0,1] QeQFNPr

— Qa(Mn — o, a(Q)}.

We now optimize the last expression over @2(9), which leads to

~ 0 ifn>—su Eo|—X],
Q2<Q):{ > Pocarnpr Eq[—X]

1 else.
and
sup {Eq[~X] - a(Q)}
QeQF
< JsuPQegrnpr Eq[—X] — infgeor a(Q) if n > —supgegrapr Eq[—X],
~ | —infgegor a(Q) else.

Taking the infimum over n on both sides (recall that X = n on B¢) then yields,

pP(X)= _ inf sup {Eq[~X] —a(Q)} < _ inf sup {Eq[—X] — a(Q)}
{XeX:P(X=X)=1} QcQF {X=X1p+nlgc} QcQP
< sup Eg[-X]- inf a(Q)= sup {Eqg[-X]-a(Q)}
Qe QPQPP Qe QP Qe QJP’QPP
= "(X)

where the second last equality follows from Assumption (ii) and shows p”’ < pP’. The
assertion concerning the minimax equality also follows from this lemma. O

Alternatively to the above propositions one can apply again Sion’s minimax result to
determine conditions for the equality of p*’ and p”. In this case fewer assumptions are
needed on the set QF but more on the penalty function @ and Q. Note that we do not
need to distinguish between the different relations to the initial measure P.

Corollary 4.2.14. Suppose that Q) is compact. Let P € My be a reference measure and
let o be of form (4.2.7) with QF some weak-+-closed convex subset of P. If Q — a(Q)
is lower semicontinuous (with respect to the weak-x-topology) and convez, then for any
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P e My the minimaz equality

pPrX)=p"(X)=sup _ inf {Eq[-X] - a(Q)}
QeQF {Xex:P(X=X)=1}

= _  inf sup {Eq[—X] —a(Q)} = p”(X),
{Xex:P(X=X)=1} QeQPF

holds true.

Proof. The proof is analogous to Proposition 4.2.6 by replacing o by & and noting that
the weak-+-closed set QF C M is compact, since € is compact.
O

Remark 4.2.15. Similarly as in Remark 4.2.7 all conditions of Corollary 4.2.14 are
automatically satisfied, if ) is compact and « happens to be auin. This is because oy, is
convex and weak-*-lower semicontinuous (see Theorem 2.3.1 in Zalinescu (2002)), which
translates to a then.

4.3. Examples

In the following we shall give well-known examples of risk measures to illustrate the above
comparison results.

We here additionally discuss possible differences between starting with a fixed acceptance
set or rather with a fixed penalty function to define the initial risk measure.

4.3.1. Superhedging price as risk measure

Let (2, F, (Ft)e>0) be fixed and P a reference measure. Let S = (S;)¢>0 denote the price
process of an asset and let T be a finite time horizon. We denote by H the class of
(Ft)t>o0-predictable processes representing the set of admissible trading strategies, (see
e.g. Follmer and Schied (2011)) and by (H e S) the stochastic integral of H € H with
respect to S, representing the gains and losses up to time 7', obtained from trading in S
according to the strategy H. We recall here the standard definition of the superhedging
price.

Definition 4.3.1 (Superhedging price). Let P € M; and X € L>®(P) be a European
contingent claim. Then the superhedging price 7(—X) € R of —X is defined as

T(—X)=inf{xr e R: 3JH € H with — X <z + (H ¢ 5)r, P-a.s.}. (4.3.1)

Notice that by the superhedging duality (see e.g., Delbaen and Schachermayer (1999)),
T(—X) can be equivalently written as

T(—=X)= sup Eg[-X],
QeEMq(P)
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where M, (P) denotes the set of absolutely continuous separating measures for S
with respect to the reference measure P, see for instance Kabanov (1997); Delbaen and
Schachermayer (1999). This already gives the dual representation (with the corresponding
amin)-

By the previous definition, for a financial agent “superhedging" means to find a self-
financing strategy with minimal initial capital which covers any possible future obligation
resulting from selling a European contingent claim.

We now show how the superhedging price can be embedded in our frameworks. There
are two possibilities: one which does not exploit convexity and starts just with a monetary
risk measure coming from an acceptance set to introduce pt, fully in spirit of Section
4.2.1; and the second which uses convexity and the minimal penalty function, in spirit of
Section 4.2.2 to define in turn p5 and p5. We shall show that they all coincide.

We start by defining an acceptance set via

C:={X e€X:3H € H with X(w) > —(H e S)r(w), Yw € Q},

where the stochastic integral is here understood in discrete time, so that it is also well-
defined in a pointwise sense. This then induces the corresponding risk measure p; : X — R
via

p1(X)=inf{meR:m+ X € C}. (4.3.2)

For the reference measure P, we then introduce according to Definition 4.2.1

A(X)= _ inf p1(X),
(XexP(X=X)=1}

which is equal to (4.3.1) since there the inequality has to hold only P-a.s.

Since the superhedging price is a coherent risk measure, and thus convex we can
introduce it via its dual representation. Fix « in (4.2.1) to be the following (minimal)
penalty function

_Jo for Q € M,(P),
Q) = {+oo for Q € My \ M, (P), (43.3)

with M, (P) denoting again the set of absolutely continuous separating measures with
respect to P, which correspond in the setup of discrete time to absolutely continuous
martingale measures with respect to P. Pursuing the second approach we can define a
risk measure pp (pointwise) via (4.2.1) using the penalty function (4.3.3). Then oF as of
(4.2.3) is equal to a and thus

P> (X) = sup {Eq[-X]-a"(Q)}
QeM;

= sup Eg[-X].
QEM(P)
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Note that we could have started with any function o such that of as defined in (4.2.3) is
equal to the right hand side of (4.3.3) to get the same expression for ps. In particular the
values outside PP do not matter. Using ps, we can of course also consider pg defined via

py(X)= _ inf p2(X)= _ inf sup {E[-X] — a(Q)}.
{Xex:P(X=X)=1} {XeXP(X=X)=1} QeM;

Due to the current choice of a, we can then verify that pf = pf = p5. Indeed, since a is
of form (4.2.7), p5 = pb follows from Proposition 4.2.10 by setting P = P, and p} = p5
by checking that the respective acceptance sets are equal.

In the following we introduce an additional measure P < P and consider the setup
of Proposition 4.2.12 as well as Corollary 4.2.14 for the superhedging price in a simple
trinomial model.

Example 4.3.2. Let us consider an arbitrage-free one-period trinomial model S =
(St)t=0,1, with zero interest rate, under some reference measure P which assigns positive
probability to each scenario w; for ¢ = 1,2,3. Here, w; corresponds to the up-scenario,
w9 to the middle one and w3 to the down-scenario. We suppose that Fy is trivial. Let
P < P be such that P({wi,ws}) =1 and P({w2}) = 0. We consider as risk measure p
again the superhedging price and introduce it via (4.2.1) with « of form (4.3.3).

Note that in this case the conditions of Proposition 4.2.12 hold true. Indeed, the first
condition is clearly satisfied by Remark 4.2.13 as |Q2|= 3. The second condition is also
fulfilled since @ = 0 on QF = M, (P). The assumption of Corollary 4.2.14 on @ is thus
clearly also satisfied.

Consider now the concrete example Sy = 2, S1(w1) = 4, S1(w2) = 3 and Si(w3) = 1.

Then for all Q@ € M,(P), we have Q({wi}) € [0, 3], Q({wn}) = 2L ang Q({ws}) =

w. For Q({w1}) = § it holds that @ € My (P) NP” and this is actually the only
element therein. Take now some claim X € L°(P). Then since af is given by (4.2.9)

P (X) = L X (@) — 2 X(ws),

while
P(X)= in su —Q{w oy 1=3QUw}) o v 14+ Q({wi})
ph(X) = X(Wi):ERQ({wl})I;[o,%}( Qw1 }) X (w1) 5 X(w2) 5 X
. 1 3 1
" xer Q)< <_(X(w2) X (@) + QU (=X (1) + 5 X (w2) = 5. X w5))

i —2(X(w2) + X(w3))  if X(ws2) < 2X(w1) + 3 X (w3),
X(w2)€eR | =2 X (w1) — 2X (w3) else.

= —3X () — 3 X ()

showing that we have indeed equality.
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In the following we provide an example showing that Assumption (ii) of Lemma 4.2.12
or the lower-semicontinuity assumption of Theorem 4.2.14 on @ is crucial to have equality.

Example 4.3.3. Consider exactly the same trinomial model as in Example 4.3.2 above.
Define however the penalty function o : M; — RU {+o0} as follows

M -1 for Q@ € Mgy(P) s.t. Q({w2}) >0,
a(Q) =10 for Q@ € Mq(P) s.t. Q({w2}) =0,
+o0 for Q@ € M1\ M, (P).

Note that with this choice p*” still corresponds to the superhedging price, which is in this
case the price of the perfect replication. To show that p? is different, consider the trivial
claim X € L®(P), i.e. X(w1) =0 and X(w3) =0. Then p* = 0 while

0= i s Qe X(ew - T L) oy

X(@2)€R ({wn})efo,1]

showing that Condition (ii) of Proposition 4.2.12 is in general needed for equality. Note
that Q({wa}) — a(Q({w2})) fails to be lower semi-continuous at 0, whence the Condition
of Corollary 4.2.14 are also not satisfied.

4.3.2. Expected Shortfall

As next example we consider Expected Shortfall (ES) of level A € (0,1) for some reference
measure P, another example of a coherent risk measure. Fix its (minimal) penalty function

_Jo for Q € QF,
a(Q) = {—i—oo for Q € M \ OF, (4.3.4)

where QF := {Q € M1 : Q < P, and 'fl—% < A7} P-as.}. Then we define p via (4.2.1), i.e.
p(X) = supgepm, {Eq[—X] — a(Q)} for X € X and since o = af, p is given by

P (X)= sup Eg[-X], X € L®(P).
QeQF

Additionally, we introduce pf according to the first approach as

F(X)= _ f p(X)= _ inf sup {Eq[-X] — a(Q)}.
{Xex:P(X=X)=1} {XeXP(X=X)=1} QEM;

As « is of form (4.2.7), we can conclude by applying Proposition 4.2.10 with P =P
that pf = p’.

Also in the context of ES we now introduce a new measure P < P and consider the
setup of Lemma 4.2.12 and Corollary 4.2.14 in a simple trinomial model, where by the
same arguments as in Example 4.3.2 all conditions are satisfied. We here also aim to
show the equality of p” and p? by an explicit calculation.

116



4.3. Examples

Example 4.3.4. For some measure P < P, let o’ be given by (4.2.9) with « of form
(4.3.4) and consider

pr(X) = sup {Eq[~X]—a”(Q)}.
QeM;y

Our goal is to show explicitly equality with

pP(X)= _  inf sup {Eqg[—X] — a(Q)}
{XeXx:P(X=X)=1} QEM;

in the concrete trinomial setup of Example 4.3.2. Let P be such that P({w;}) = % for all
i =1,2,3 and P as above, i.e. P({wi,ws}) =1 and P({w2}) = 0. Then the elements
Q € QF NPP are simply such that

Q({wa}) =0,

with the constraints Q({w;}) > 0 for i = 1,3 and Q({w1}) + Q({ws}) = 1. Notice that if
we fix A = 2/3, then QF N PF = {Q*} with

T =@l =5 Q) =0.

For a claim X € L (P), we thus have

while

pP(X) = _inf  sup {~Q({w1})X(w1) — Q{w2}) X (w2) — Qws}) X (ws)}.

X(w2)€P gecgP

To compute pP’(X), let us consider first the inner part which can be seen as a linear
programming problem. Observe that the objective functional is a linear function in Q(w;)
for all i = 1,2,3 and that X (w;) and X (w3) are fixed. Additionally recall that the set of
probability measures with 2 as above, can be identified with the two-dimensional simplex
and that QF = {Q € My : Q({w;}) < 3, Vi = 1,2,3}. Therefore the supremum will be
attained on one of the three extremal points of QF, namely in those probability measures
under which two scenarios occur with probability % and the third with probability zero.
For these reasons

3
Jup - > QUwHX (wy) = —% max{X (w1) + X (w3), X (w1) + X (w2), X (w3) + X (w2) }-
€ j=1

Let us now consider the outer problem with the infimum, hence p” (X) can be equivalently
rewritten as
1 .
pl(X) = —g5 _sup min{ X (w1) + X (w3), X(w1) + X(w2), X (w3) + X (w2)}.
X (w2)eR
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Let us consider without loss of generality two cases, namely X (w1) < X (w3) and X (w;) >
X (ws3). In the first one we have

X(wl) + X(w;),) if X(OJ3) < X(UJQ),

min{ X (w1)+X (w3), X (w1)+X (w2), X (w3)+X (w2)} = {X(wl) X () i X (ws) > X (o),

Similarly in the second case, we get

X(wl) + X((.U3) if X(wl) < X(WQ),

min{ X (w1)+X (w3), X (w1)+X (w2), X (w3)+X (w2)} = {X(wg) X () 0 X () > X(wa),

Therefore in both cases by taking the supremum over X (wy) € R we have that

PP () = =5 (X(1) + X (wn))

which coincides with pf’(X) as claimed.

4.3.3. The worst case risk measure

The worst case risk measure is an additional example of a risk measure which is part
of our framework. Similarly as for the superhedging price it can be introduced via an
acceptance set, in spirit of Section 4.2.1 or via a particular penalty function in spirit of
Section 4.2.2.

In the following we fix a > 0 to cover a shifted version of the original worst case risk
measure, but we stress that for a = 0 the definition coincides with the one considered in
Follmer and Schied (2011). Let C, be the convex acceptance set defined as

Co ={XeX: X(w)>a, Ywe Q}.
Then the corresponding risk measure is given by
Pmax,1(X) =inf{m e R:m+ X € Cy} (4.3.5)

or equivalently by

Pmax,1(X) = — inf X(w) +a.

If we fix the penalty function o(Q) = —a for all @ € M, we can define

Pmaz2(X) == sup {Eg[—X] —a(Q)} = sup Eg[—X]|+a
QeEM; QeEM;

and see that this coincides with (4.3.5).
For a reference measure P, we can then introduce according to Definition 4.2.1 the

acceptance set to be
C* ={X e L*(P): X >a, P-as.}
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and

i (X):=  inf Prmax.1(X) = —P-essinfcq X (w) + a. (4.3.6)
’ {(XexP(X=X)=1}

Since pmax,1 = Pmax,2, it clearly holds that

pIrP;iaX,l(X) = piax,2(X) = _ 111~f sup E[_)}] +a.
{XeXP(X=X)=1} QeM;

Starting from the second approach we can additionally introduce for all X € L (P),

p/\iax,Z(X) = Ssup E[_X] + a.
QePr

This also coincides with pﬁlax71(X ) = Prax.2(X) which follows from Proposition 4.2.10 by
setting & = —a on PF.

4.4. Robust risk measures and their classical representation

We shall now use the above approaches of the defining risk measures with respect to
certain sets of reference measures to include model uncertainty. To this end assume that
we are given a family of probability measures M C M defined on the same measurable
space (2, F). In order to be able to consider all risk measures for all P € M, we choose
X to be in the space XM, with

XM= (] L>=(P), (4.4.1)
PeM

where the elements of the previous have to be understood as intersections of equivalence
classes. Note that if X € XM then, for all P € M, we have that P(X € X) = 1. Let us
now define the robust risk measure p™ as the supremum over all risk measures p*’, with
P € M and similarly p as the supremum over all risk measures p’.

Definition 4.4.1. Let X € XM Define the robust risk measure of X according to the
class of models M as

pM(X) = sup pP'(X).
PeM

Similarly, let X € XY™ and fix a : M; — RU {+0c0}. Define the robust risk measure
of X according to the class of model M as

FUX) = sup p7(X)
PeM

= sup {Eq[-X] - a™(Q)},
QeM;y

119



where

M _Ja(Q) for Q € PM,
“ (Q)_{—l—oo for Q € My \ PM,

with PM = Jpen, PE.

Remark 4.4.2. Observe that the previous robust risk measures fall into the setup of
generalized risk measures introduced recently by Fadina et al. (2021). Let M; be the set
of probability measure here assumed to be atomless, and 21 the collection of subsets
of Mi. A generalized risk measure is a map ¥ : X x 21 — R. Consider the following
axioms

(A1) ¥(X|Q) < ¥(X|R), forall X € X, Q C R C My;
(A2) U(X|{P}) < T (Y|{P}) VP € Q = VU(X|Q) < U(Y|Q), for any X,Y € X;
(A3) ¥(X|Q) < suppeg ¥(X|{P}), for all X € X and Q C M;.

In Fadina et al. (2021) is shown that if ¥ satisfies A1-A3, then V(X |Q) = suppcg ¥(X|{P}).
By setting @ = M and ¥(X|{P}) := p”(X) in our setup we notice immediately that

V(X|M) = sup W(X|{P}) = sup p"(X),
PeM PeM
can be seen as generalized risk measure on X' x 2M1. Similar considerations hold for p*.

In Section 4.4.1, under certain assumptions on M, we will address the problem of finding
a measure P such that

U(X|M) = W(X|{P}), VX € L=(P),

i.e. we ask when the above generalized risk measure has a representation as a classical
risk measure.

Let us now introduce an extended set of probability measures induced by M, namely
cM = conv(M), (4.4.2)

where conv denotes the set of all probability measures which are countable convex
combinations of the elements in M.
Sometimes we shall replace M via the set ¢M in the definition of the robust risk
measure p™, i.e.
pM(X) = sup pf'(X), VX € xM
PecM
and similarly for p™. Observe that pM(X) < p*M(X) for X € XM with a possible
strict inequality for certain X € XM and the analogous statement holds for p*.

In the following we give an example where the inequality is strict even with finite convex
combinations. We consider in particular the case of 2 being compact and we choose the
risk measure to be coherent. We work with p¥ but remark that the next example also
holds true for p*, which follows from Corollary 4.2.14 or Proposition 4.2.10 with R = P.
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Example 4.4.3. Let (Q,F) = ([0, 1], B([0, 1])) and suppose M is induced by a parameter
set © with a o-algebra D, i.e., (©,D) = ([0,1], B([0,1])) as well. Let N > 2 and vy = +.
We define M := {P? : § € ©} where P? is given as follows. For all A € B([0,1])

AMAN[G,0+12]) foralldeo,1—17],
A J—

PY(A) = {g ol
2 (AN[o,1]) for all 6 € (1 - 4,1],

where A denotes the Lebesgue measure on [0, 1]. We set in the following p? := p*’ * for all
6 € © and pM as above. Additionally with Va,RQ we refer to the Value at Risk of level
v € (0,1) under A.

Let X := —1(g 9,], then
VaRfY\(X) =inflmeR: AX+m<0)<~y}=1
Indeed for all € > 0,
A(=1p2y +1—e<0) =A(—¢elpa, + (1 —e)l2,1) <0) = A([0,27]) =27 >,

and
A(_l[O,Q’y] +1< O) =0< .

Moreover, for all g € (0,7] we have that VaR/B\(X) =1, thus p(X) = 1 where p is the

Expected Shortfall of level v as defined in 4.3.2 via the set Q. Define similarly as in
Section 4.3.2

P’(X) = sup {Eq[-X] - a’(Q)},

QeEM;

where

0 for Q € QA nPY,

a(Q) = ¢ L

400 for @ € M;\ (Q*NPY),

with
A dQ -1
Q' ={Q e M;:Q <A, and I <~y A—a.s.}.

Let us consider now @ € oA NPY. First of all since Qe QA we notice that

d
Q ([97 0+ g]) =Ex [(&He,eﬂ/z]}

<12 1
- 2

5"

==

On the other hand since Q € P?, we have that supp(Q) C [0, 0+ 3] yielding a contradiction
as

Q (10,0 + %]) ~1.
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Hence Q% NPY = § for all § € [0,1], meaning that the penalty function always attains
infinite values, namely a?(Q) = +oo for all @ € M; and all § € [0,1]. Therefore
p?(X) = —o0 and consequently p™M(X) = —oo0.

Let us now consider eM = conv(M) and show that A € ceM. To this extent fix the
sequence (03)7Y, C [0,1] such that for all k =0, ...,2N we define 6y, := k3 = 5% Then
for every A € B(]0,1])

A4y =2 - EN (Am [ék,ék + 1]) - 2EN:VP%(A),
2 k=1 v 2 k=1 2

hence A € eM. In particular p°M(X) = p*(X) = p(X) = 1 > pM(X).

4.4.1. Classical representation

Let us now come to one of our main goals namely to show equality of the robust risk
measure (with respect to a set M) with a classical risk measure with respect to one single
probability measure P. In this section we analyze under which conditions this is the case.

Let us start by recalling a version of the well known result of Halmos and Savage (1949)
(see Lemma 7).

Theorem 4.4.4 (Halmos and Savage (1949)). Let (2, F,P) be a probability space. Let
M be a set of P-absolutely continuous probability measures on (£, F) that is closed under
countable convexr combinations. Suppose that, for each A € F with P(A) > 0, there exists
P € M (depending on A) with P(A) > 0. Then there exists P® € M such that, for all
A € F with P(A) > 0, we have that P°(A) > 0, that is P° and P are equivalent probability
measures.

Next we introduce the notion of generalized equivalence, a version of absolute continuity
between the elements of M and a given probability measure which does not necessarily
belong to M. It means in particular that there exists a dominating measure for the set

M.

Definition 4.4.5. Let M be a family of probability measures defined on (€2, F) and let
P be a some probability measure defined on (€2, ). The model M and the measure P
are said to be generalized equivalent

(i) if P <P for all P € M, denoted by M < PP, and

(ii) if, for A € F, the condition P(A) = 0 for all P € M implies P(A) = 0, denoted by
P < M.

Using Theorem 4.4.4 and the notion of generalized equivalence now allows to formulate
the precise statement when pf(X) = p™(X) holds.

Theorem 4.4.6. Let M C My and P a probability measure on (2, F). Suppose P is
generalized equivalent to M and that M is closed under countable convex combinations.
Then for all X € L>=(P),
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Proof. By Theorem 4.4.4 there exists P° € M such that PP is equivalent to P°. Since in
particular P is dominated by P°, by Remark 4.2.2 we have that for all X € L>(PP)

On the other hand since for all P € M, P < P then, for all X € L*>(P)

pM(X) = sup pP(X) < pF(X),
PeM

which concludes the proof. O

Remark 4.4.7. Note that the above result also holds true when p and p™ are replaced
by p¥ and p™M, simply by applying the same proof. As it also follows from the next more
general result, we only formulated it for p* and p™M.

In the following theorem we characterize when equality of p(X) with p(X) holds.

Theorem 4.4.8. Let M C My and P a probability measure on (0, F). Fiz a penalty
function o : My — RU {+o0}.
e Then, the following assertions are equivalent.
(i) For all X € XM N L>®(P), it holds pM(X) = p' (X).
(ii)
U PP N{Q:a(Q) < oo} =P N{Q: a(Q) < c0}.
PeM
e The above assertions are implied by the following condition:

(i1i) All P € M are dominated by P and there is a measure Py € M such that
P« F.

Moreover, if a is finitely valued on |Jpe PT U PE, (iii) is equivalent to (i) and
(11).

e Condition (iii) is implied if M is closed under countable convexr combinations and P
generalized equivalent to M. In this case XM N L>®(P) = L>=(P).

Proof. (i) = (ii). Let X € X" N L>®(P). Consider

PM(X) = sup sup {Eg[-X] - a”(Q)} = sup {Eq[-X] - ™ (Q)},

PeM QeM;y QeEM;y
where
aM(Q) = {remal(@) for @ € Upeu T (4.43)
+00 forQeMl\UpeMPP,
and

P (X) = sup {Eq[-X] - a"(Q)},
QeM;
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with

a"(Q) = {Q(Q) for @ € 7", (4.4.4)

+00 for Q € My \ P~.
If (7) holds true then,

(X e XMNL®P): 5P (X) <0} ={X e XYM L®P) : pM(X) <0}
By the definition of the risk measures the previous yields

{X € XMNLZ(P) : Eg[-X] < aF(Q),VQ € My}
={X ¢ M L®P): Eg[-X] < a™(Q),VQ € M;}.

Hence, by the definition of the penalty functions (4.4.3) and (4.4.4) we obtain

(X € YMNL®(P) : Eg[-X] < (Q), VQ € Py}
={X e XMNL®P): Eg[-X] < Pié%o/’(cg), vQe |J Pf}
PeM
={X e XMNL>(P): Eo[-X] < a(Q), ¥vQ € |J P},
PeM

where 73}3 =PPN{Q € M; :a(Q) < +oo} for any P € M;. Hence we can conclude
that Py = Upey Pf -
(1) = (). Let X € &AM N L°°(P). Then,

ﬁM(X) = sup p(X) = sup {Eq[-X] - @M(Q)}
PeM QeM;y

=  sup {Eg[-X]- inf o"(Q)}
QEUPGMPP @ PeM

= sup {Eg[—X]—-a(Q)}
QeUpem P;D

Y sup {Eo[-X] — a(Q)}
QeP}i’

=7 (X),

where in (%) the hypothesis (i7) is employed, yielding the identity between the risk
measures. Observe that if (¢i7) holds, this implies

U pP _ pP
PeM

and thus (i) as the previous trivially gives |Jpc g P}D = P;If. Notice additionally that if
M is closed under countable convex combination and P is generalized equivalent to M,
then (i) is satisfied as a consequence of Halmos-Savage’s Theorem. O]
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In the following we apply the above result to the situation considered in Section 4.2.4,
which shows again that the reference measure with respect to which we consider law-
invariance qualifies as ‘worst case probability measure’. Note that for this result the
generalized equivalence property is not necessary and it thus works in a non-dominated
situation.

Corollary 4.4.9. Let M C My and let P € M a probability measure on (2, F) with
respect to which we consider law-invariance as in Section 4.2.4. Fix a penalty function
a: My — RU {400} as in (4.2.7) with respect to P. Then for all X € XM N L®(P) we
have

FM(X) = 7F(X) = PF(X).

Proof. We apply Theorem 4.4.8 and verify (ii). Note that

U 7Dpﬁ{Qioé(Q)<oo}:(LJ PPy QF = QF,

PeMm PeMm

where the latter follows from the fact that P € M. Moreover, we clearly also have
P N{Q: a(Q) < oo} = QF,

whence property (ii) is satisfied and the claim follows. The equality p*(X) = p*(X) for
all X € XM N L*°(P) follows from Proposition 4.2.10. O

Note that Corollary 4.4.9 could of course also have been deduced from Proposition
4.2.10. This result yields additionally the same assertion for p™ which we state here for
completeness. Note again that the generalized equivalence property is not required.

Corollary 4.4.10. Let M C M; and let P € M a probability measure on (2, F) with
respect to which we consider law-invariance as in Section 4.2.4. Fix a penalty function
a: M; — RU {400} as in (4.2.7) with respect to P. Then for all X € XM N L>®(P) we
have

PMX) = 77(X) = pP(X) = pM(X).

Proof. This is a consequence of the last statement of Proposition 4.2.10. O

Remark 4.4.11. (i) Let us stress the significance of the above results. Whenever
P and M are generalized equivalent and M is closed under countable convex
combinations, then the robust risk measure for a given X € L®°(P) is nothing else
than the classical risk measure for the probability P. So the current robust theory,
i.e., the theory under model uncertainty, just reduces to the classical theory. A
particular case of this situation is if M C M is countable, see Example 4.4.12
below.

(ii) In the setup of Section 4.2.4 the probability measure with respect to which we
consider law-invariance is the natural candidate to achieve a classical representation
without domination property and convexity assumptions provided that it is contained
in the set M.
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(iii) Recall the space of random variables defined in (4.4.1). Concerning the assumption
X € L*®(P), this cannot be replaced without additional considerations by X € AM,
as we see in Example 4.4.13 below. This example shows that X € XM does not
imply X € L°(P) not even in the case where M is countable. It only holds for M
finitely generated.

Example 4.4.12. Let © be a countable parameter space i.e., © = {6;,7 € N} and
M® :={P% . 0 € O} a collection of probability measures. Consider as the dominating
measure P any countable convex combination that gives strictly positive weight to all 6;,

e.g.
too
P(A):=) 27'P%(A), VAeF.
i=1
Then for all i € N we have that P% < P. Furthermore if P%(A) = 0, for all i € N, then
P(A) = 0, which implies P < M®.
Example 4.4.13. Let (Q,F) = ([0, 1], B([0,1])) and let M = {P™:n € NU{0}} where

dpPm
dA

for all w € [0, 1] where A here denotes the Lebesgue measure. Define

((.U) = 2n+11(2—(n+1)72—n} (W),

“+oo
P(A):=Y 270"HIpr(4), VA e B[o,1].
n=0

Then % = 1jp,;j A-a.s., hence P can be identified with the Lebesgue-measure. Let
X (w) = 1. We have that, for all n, P*(X < 2""1) = 1, hence X € AM = Npso LT°(P™).
But on the other hand X ¢ L*>(P).

4.5. Mixture probability measure

We now include model uncertainty assuming that we are given a family of probability
measures M® = {P? : § € ©} defined on the same measurable space (2, F) and where
© is a parameter space. We assume that, for all A € F, § — PY(A) is a measurable
map from (©,D) — (]0,1],B(]0,1])), where B([0,1]) are the Borel sets on [0, 1] and D
is a o-algebra on ©. We assume that we have a priori subjective beliefs in the degree
of validity of the possible measures P, # € ©. This means we are given a probability
measure v on ©. We understand uncertainty here from a Bayesian viewpoint, i.e., we
average different measures with respect to a given prior distribution v.

4.5.1. Definition and properties
Definition 4.5.1. Let P on (2, F) be the mixture probability measure defined as

P(A) := /@ PY(Aw(df), VAeF.
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4.5. Mixture probability measure

Remark 4.5.2. We have the following property for all measures P?, § € ©, which can
be seen as a weak form of absolute continuity with respect to IP: for each A € F with
P(A) = 0 there exists a subset ©4 C © with ¥(©4) = 1 such that P?(A) = 0 for all
0 € 04

Suppose we are now given two initial believes on (©,D), i.e. two different prior
probability measures v, y. We introduce the respective mixture probability measures
according to Definition 4.5.1 for both the priors as follows

P,(A) ::/@PG(A)u(dH), P.(A) ::/@P%A)u(da), (4.5.1)
for all A € F.

Lemma 4.5.3. Let y and v be two probability measures defined on the parameter space
(0,D). Then,
p<Lry = P, <P,

where P, P, are defined as in (4.5.1) and the last inequality holds for every X € X’

Proof. If p < v, ie. v(D)=11implies u(D) =1 for all D € D, then for any fixed A € F,
if P,(A) = 0 there exists ©4 C © with (04) =1 and P?(A) = 0 for all § € ©4. Hence

Pu(4) = [ P'(au(ao) = [ PP(Autas) = o
(€] 04
which yields P, < PP,,. O

Clearly under the assumption p < v, we also have that C*» C C#. Moreover if p ~ v
then by the previous result P, ~ PP,.

Remark 4.5.4. Notice that by Lemma 4.5.3 and Remarks 4.2.2, 4.2.4 we have that
P(X) < pM(X), (X)) <pT(X),
for all X € L*(P,).

We introduce as follows the notion of “contiguity" between sequences of probability
measures, in our case priors on the parameter space, in order to extend the concept of
absolute continuity to an asymptotic framework.

Definition 4.5.5 (Contiguity). Let (0, Dy)nen be a sequence of measurable space and

let (vp)nen, (tn)nen be two sequences of distributions such that v, and p, are defined on

(Q,, D) for each n € N. We say that (up)nen is contiguous with respect to (vp)pen if
HEIEOO Un(Dp) =0 = ngrfoo pin(Dn) = 0,

for every sequence of measurable sets D,,. This is denoted with u, <v,. The two sequences

are said to be mutually contiguous or bi-contiguous if p, <v, and v, <u,. This is denoted
byt A>Vy,.
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Remark 4.5.6. “Contiguity" does not mean that the two sequences of probability
measures are close to each other. Indeed, denoting with |||y the total variation distance
between probability measures, if on one side ||, — pn|/Tv— 0 as n — +oo implies
(ttn)nen <>(Vn)nen, the converse is not true in general. We address the reader to Van der
Vaart (2000) and Le Cam (2012) for results concerning contiguity.

The underlying idea is to extend the result in Lemma 4.5.3 to an asymptotic setup,
since absolute continuity can be seen as a particular case of contiguity with constant
sequences of probability measures and trivial sequences of measurable sets.

Lemma 4.5.7. Let (0,,D,)nen be a sequence of measurable space and let (v, )nen,
(n)nen be two sequences of distributions. Then,

pn AV, = P, <P, .
Proof. We aim to show that

lim P, (4,) =0 = lim P, (An),

n—+400 n—-4o00
for all (Ay,)nen sequence of measurable sets. For every € > 0 we know that

0<ev,({#eO,:P(A,) >e}) < / PY(A)vn(d) =P, (Ay).

n

Observe in particular that the set D = {# € ©,, : P%(A,,)) > ¢} is D,-measurable as the
map 6 — P? is measurable. Notice that if P, (A,) — 0 as n — -+oo, then

lim v,({0 € ©,: P’(4,) >¢}) =0 L him tn({0 € ©, : PY(A,) > ¢}) =0,

n—-+o0o n—-+00

where (%) follows by the assumption p, < v,. Moreover we can decompose the mixture
measure with respect to u, as follows for each n € N,

P, (An) = A P (An)10ce,:Po(4,)<e} i (d0) + / P’(An)ligeo, .poa,y>eykin(d0)

<e+ ; PY(An)1ipce,.po(a,)>e)in(d6).

By (%) the second term of the previous inequality goes to zero as n — +oo since the set
where the integral is defined has asymptotically zero measure, which leads to the fact
that for every ¢ > 0 we know that

0 <limsupP,,(A,) <&,
n—+oo

yielding the thesis as claimed:

lim P, (Ay) =0,  Y(Ap)nen C F.

n—-+00
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4.5. Mixture probability measure

4.5.2. Classical representation for the mixture probability measure

As in Section 4.4.1 we discuss now the classical representation of robust risk measures for
MO = {PY: 0 c ©}, with respect to the mixture probability measure.

In order to prove similar results in the case where M® = {P? : § € ©} is not supposed
to be dominated a priori, we need some additional assumptions. Let the parameter set
be a subset of a Polish space with D = B(0) the sigma-algebra of the Borel sets, and
let d(-,-) denote a distance on the Polish space. Our starting point builds on the (rather
strong) assumption of continuity in total variation of the map 6 — PY which will in turn
imply that M® can be dominated, however not necessarily by the mixture probability
measure. Indeed, the mixture probability measure will only serve as dominating measure
for a subset of M® induced from a subset of © that has v-measure 1. We then show by
means of a specific example (see Example 4.5.15) that exactly this property can also be
obtained without the continuity assumption and without the existence of a dominating
measure for the whole set, implying that these are not necessary conditions to obtain
classical representations with respect to the mixture probability measure as of Theorem
4.5.13.

Moreover, when specializing the setup to the case of law-invariance and considering the
mixture probability measure IP as the measure with respect to which the penalty function
in (4.2.7) is defined, we can prove a classical representation with respect to P under mild
conditions, see Corollary 4.5.17.

Let us now start with the announced continuity assumption:

Assumption 4.5.8. We assume that the map 6 — P? is continuous from © — M, with

respect to the total variation norm, this means that for each € > 0 there exists § > 0 such
that for d(0,6") < § we have that

sup |P?(A) — P (A)| < e.
AceF

Recall Definition 4.5.1 for the mixture probability measure: for each A € F

P(A) = /@ PY(A)dv(6).

By Remark 4.5.2 we know that for each A € F with P(A) = 0 there exists ©4 with
v(©4) = 1 such that PY(A) = 0 for all § € ©4. We would like to have the property that
P? <« P for v-almost all #. The following example shows a phenomenon that we avoid by
the previous continuity assumption.

Example 4.5.9. Let (,F) = ([0,1],B([0,1])). Let © = [0, 1] and define for each 6 € ©
the measure P? = §¢gy (i.e. the Dirac measure in the point # € ©). Define the set cM
as the convex hull (with respect to even countable convex combinations) of these Dirac
measures, i.e.

cM:{Zaid{gi}: 0<aq; <1, with » a;=1and 6; €[0,1] for alli>1}.

i=1 =1
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That means cM = conv(M®). Let v be the Lebesgue measure on [0, 1]. Then it holds
that

= 0 14 = 14 =V .
P(A) = /9 oy A0 /@ oy M0 = ()

By Remark 4.5.2 it holds that for each A € F there exists ©4 such that v(04) = 1
and PY(A) = 0 for all # € ©4. But each Dirac measure P? is singular to the Lebesgue
measure and the same holds for each countable convex combination of Dirac measures.
Obviously, 8 — P? = d¢p) is not continuous in ¢. Indeed, for each 6 € [0, 1], we can find
6" € [0,1] arbitrarily close to § and A € F such that § € A, ¢ ¢ A and hence P%(A) =1
and P? (A) = 0.

Note that in the previous example all measures P? are mutually singular. A similar
phenomenon occurs for instance in the context of volatility uncertainty.

Example 4.5.10. Consider stock price models with d.S; = S;0dW;, where W is a standard
Brownian motion and 6 in [0, 1]. Its laws denoted by P? are all mutually singular and
thus Assumption 4.5.8 cannot be satisfied.

Let us now show that there is a simple choice of a dominating measure for the set M.

Lemma 4.5.11. Let © be a subset of a Polish space. Under Assumption 4.5.8 there
exists a dominating measure P which is a countable convex combination of measures P?,

0 e o.

Proof. By assumption there exists a countable dense subset of © which we denote by
{0k, k € N}. Define P = >, 27¥P%_ This measure is in cM®. We will show that this
measure dominates M®. Indeed, let P(A) = 0. Then P%(A) = 0 for all k¥ € N. Fix an
arbitrary 6 € O, then for each € > 0 there exists k € N such that 6y is close enough to 6
such that |P%(A) — P?(A)| < e. This follows by the density of the subset {0, k € N}
and by Assumption 4.5.8. Hence, for each ¢ > 0 we get that P?(A) < ¢ and so P?(A) = 0.
Clearly P is even generalized equivalent with respect to M®.

O

The above lemma gives a certain prior v on O. Indeed it is the measure that gives the
weight 27% to the parameter 6. The measure P in Lemma 4.5.11 above is the mixture
probability measure for this prior.

Our goal is now to show a similar result for any mixture probability measure induced
by an arbitrary prior v. Indeed, we can generalize the above result and show that under
Assumption 4.5.8 the set M® is v-a.s. dominated by the mixture probability measure.

Let us now state a relevant consequence of Assumption 4.5.8. Indeed under this
hypothesis, we can find set of measures that has v-measure 1 and that can be dominated
by the mixture probability measure P.

Lemma 4.5.12. Let © be a subset of a Polish space and define @° = {§ € © : PY & P}.
Under Assumption 4.5.8 the subset ©° C © is Borel-measurable and satisfies v(©°) = 0.
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4.5. Mixture probability measure

Proof. We assume without loss of generality ©% # (). Indeed if ©° = (), then it is trivially
Borel-measurable and all P? <« P.

(i)

First we will show the measurability of ©°. Define, for each m > 1,
0™ ={0ec0’:34 € F with P(A) =0 and P’(4) > 27™}.

Notice that since ©° # ), then ©™ # () for some m > 1. It is clear that ©™ 1
0", Moreover, each ©™ is Borel-measurable. Indeed, fix m > 1 and choose
6 € ©™. There exists A with P(A) = 0 and P?(A) > 27™. Because of the strict
inequality there exists ¢ > 0 such that P?(4) > 27™ 4 ¢. Let us denote in the
following with Bjs(#) the open ball with center # € © and radius 6 > 0. By
Assumption 4.5.8 there exists ¢ > 0 small enough such that for all §" € Bs(6) we
have that |P?(A) — P? (A)| < $. Hence PY(A) > 27 4 ¢ — 5 > 27" and each
P?” ¢ @™, ie. O™ is open and therefore Borel-measurable. In particular we can
conclude that ©Y is open and thus Borel-measureable.

We show now that v(0%) = 0. Suppose by contradiction that v(0") = v > 0. By the
above we have that v(0°) = lim,;, . (©™) and hence there exists mq > 1 such that
v(©@™°) > 3. Let D be a dense countable subset of © and define 0" =em N D.
Obviously this set is dense in ©™° and countable. Let (gx)r>0 be any enumeration
of this countable set, i.e., ©"° = {qk, k > 1}. As g € O™ k > 1, we have that
for each k£ > 1 there exists Ay € F such that P(A;) = 0 and P%(A;) > 270 =:e.
Define

AQZUAkG.F.

k=1
As Ap is a countable union of P-nullsets we still have that
P(A4p) = 0. (4.5.2)

Choose an arbitrary § € ©™°. By Assumption 4.5.8, there exists § > 0 such that
for all & € Bs(0) we have that

sup |[P(A) — P?(4)] < <. (4.5.3)
AeF 2
As the sequence (gi)r>1 is dense there exists k > 1 such that g, € Bs(#). Since
(4.5.3) holds for all A € F we have that PY(Ay) > P%(A;) — 5 = £. Hence
PY%(Ag) > PY(AL) > 5. As 6 was arbitrary, we have that, for all 6 € ©™°,

P(Ag) > %

Let us now use the definition of the mixture probability measure to calculate P(Ayp):

B(Ap) = /@ P (Aq)du(9) > /@ PY(A)dw(9) > Sv(@m™) > =. 2 5,

mo

B2

TN
N ™

which is a contradiction to (4.5.2).
Therefore we showed that v(0°) = v({§ € © : P? £« P}) = 0.
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O

Theorem 4.5.13. Let © be a subset of a Polish space and let Assumption 4.5.8 hold.
Then there exists a Borel-measurable subset ©1 C © with v(©') = 1 such that, for all
0 € ©', P < P, where P denotes the mizture probability measure introduced in Definition
4.5.1. Let cM' = cono(M®") where M®" = {P%:0 € ©'Y}. Then, for all X € L>®(P) it
holds that
MU (X) = sup pT(X) = FP(X).
PeeMl

and
P (X) = sup pP(X) = p7(X),
PecM?

Proof. This is a simple consequence of Lemma 4.5.12, Theorem 4.4.6 and Theorem 4.4.8,
because PP is generalized equivalent to cM?!. Indeed, as we restrict ourselves to ', we
know that P? < P for all §# € ©! (which satisfies v(©') = 1 by Lemma 4.5.12). Clearly,
if A is such that PY(A) =0 for all # € ©' then P(A) = 0, implying that also the second
property of generalized equivalence is satisfied. Theorem 4.4.8 and Theorem 4.4.6 now
give the existence of a probability measure P € eM! with P < P°. Hence the statements
follow. O

Remark 4.5.14. (i) Note that for the measure P° € eM? as introduced in the proof
of Theorem 4.4.6 and Theorem 4.4.8, it holds that P® ~ P and thus by Remarks 4.2.2
and 4.2.4
PO 0
pr(X)=p"(X), and p"(X)=p"(X).

In other words, under Assumption 4.5.8 there is a measure in cM?! equivalent to P
yielding the same risk. This measure is a countable convex combination of measures
with parameters in ©! with #(©') = 1. Comparing this to the first countable convex
combination of Lemma 4.5.11 the difference here is that P? can be interpreted
as a countable new prior that fits to our prior v. So, if we think of a dynamical
procedure, where we improve our knowledge using data this goes into the prior v.
With the corresponding P we then find a tailor-made countable prior. As the set
©! might be smaller than © the risk measure with respect to P’ might therefore
yield a smaller risk than the first countable convex combination of Lemma 4.5.11.

(ii) Note that the mixture probability measure P does not necessarily lie in cM!, see
e.g. Example 4.5.16 below. Hence the measure P? we find can be understood as a
measure with respect to a countable prior that gives the same risk. By a countable
prior 7 for P we mean a probability measure of the form 7 = >"3°, ¥y such

that v = 7(6%) and P? = Y20 4 p?*,

The following example shows that Assumption 4.5.8 is only sufficient to the get the
assertion of Theorem 4.5.13. Indeed, in this example we still get that the mixture probab-
ility measure is a dominating measure for v-almost all  even though Assumption 4.5.8 is
not satisfied.
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4.5. Mixture probability measure

Example 4.5.15. The following example satisfies

(i) There does not exist a dominating measure for {P? : § € ©}.

(ii) There exists © C © such that v(0) = 1 and such that there exists a dominating
measure P for M® := {P? : ¢ € ©}. This dominating measure is also generalized

equivalent with respect to M®. In particular, P can be chosen to be the mixture
probability measure.

(iii) Assumption 4.5.8 does not hold on.

(iv) There are uncountably many P? that are mutually singular.

Hence we see that we can have a v-a.s. dominating measure also in the case that
Assumption 4.5.8 is not satisfied. Moreover a closer look at the example shows that we
can have uncountably many singular measures as long as the corresponding parameters
are in a v-nullset © \ ©. Moreover, the example shows that if there are uncountably many
PY that are mutually singular we cannot find a dominating measure for all P, § € ©
(only on a set of v-measure 1).

The construction is as follows. Let (0,D,v) be ([0,1],B(]0,1]),A) where A is again
the Lebesgue-measure on [0,1]. F' C [0,1] be the Cantor set. It is well-known that F' is
uncountable and A(F) = 0. Define the measures P?, 6 € [0, 1] as follows:

po— (5{9} for 0 € F
R?  for0e[0,1]\ F,

where dd—}}\g = %1[0’9]. Note that 0 € F, hence the R? are well-defined. We define
© =[0,1]\ F. Obviously v(©) = A(©) = 1. Let us check the propertics.

Concerning (ii) an obvious dominating measure is the Lebesgue measure A as all
R? <« A. Observe that the mixture probability measure PP is equivalent to A. Indeed since

all R? < A and A(F) = 0, then clearly P < A. Notice that for every A € F,

_ 0 _ ! 0 _ ! 1 s)ds
IP’(A)_/@P (A)y(de)_/o R (A)de_/o /1491[0,9]( )dsdd

1
1
= —dfds
e
= / —In(s)ds,
A

therefore if P(A) = 0, since the integrand is positive we obtain that A(A) = 0. Hence we

can also use [P as dominating measure. It is also straightforward to see that M® <« A
Indeed, if Pie(A) = 0 for all # € O, then we have that A(AN0,0]) = 0 for all 6§ € ©.
Because v(©) = 1 we get that A(A) = 0 as we can choose 6 € © arbitrarily close to 1.
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For (iii) let #" € F and 6 € [0, 1]\ F such that |§ — 0’| < § with 0 small. If 6 < 0" we can
choose A = [0, 6], then P?(A) = R?(A) =1 and P? (A) = dg9y(A) = 0. If 0’ < 6 we can
choose A = {#'} to see that P?(A) = 0 whereas P (A) = 1. This works for arbitrarily
small §. If we choose 6 and ¢’ both in F' then the mutual singularity of the measures gives
a similar result. Therefore the function 6 +— P? cannot be continuous in total variation.

(iv) is obvious as F' is uncountable.

Let us now give a proof of (i). Suppose there would exists a dominating measure R
for all PY, # € ©. In particular we would have P? <« R for all § € F. Suppose A is a
nullset of R, i.e. R(A) = 0. Suppose § € AN F. Clearly, PY(A) = dg(A) = 1, which is a
contradiction to P?(A) = 0. It follows that if R(A) = 0 then AN F = (). This implies
that for all z € F' we have that R({z}) > 0. Such a probability measure cannot exist.
Indeed, for all z € F there exists € > 0 such that R({z}) > e. Fix k > 1 and define
Fy:={r € F: R({r}) > 27%}. As R is a probability measure there cannot be more than
2% points in Fy, i.e. |Fj| < 2% Define F = Ug>1 Fi- This set is at most countable as it is
a countable union of finite sets. Hence F'\ F # (). Now, take any = € F'\ F. We have
that R({z}) < 27" for all k > 1 and it follows that R({z}) = 0, a contradiction. This
proof can be reproduced whenever we have uncountably many singular measures.

As already indicated in Remark 4.5.14, the following example shows that the mixture
probability measure does not necessarily have to lie in ¢ M.

Example 4.5.16. We consider the previous example without the Cantor set, i.e.,
(0,D,v) = ([0,1],B(]0,1]), A) where A is again the Lebesgue-measure on [0, 1]. Define the
measures P?, 6 € [0,1] as the measures R? from before, i.c., ddiAe = %1[079], but now for all
6 € (0,1]. Let M = {P%:6 ¢c (0,1]}. As before the Lebesgue measure A is a dominating
measures for M. The set ¢M consists again of all countable convex combination of
measures in M. As, trivially, for # = 1, P! = A € M and as it is equivalent to itself
there exists a measure in ¢ M that is equivalent to A. The mixture probability measure P
satisfies, as before, that

IP’(A):/A—ln(s)ds,

and so it is equivalent to A. But it is not an element of cM as we will show now.

Suppose we could find a countable convex combination R = > >, a, P?" such that
R =P. Then we would have that R and P agree on all sets [0, ¢) with ¢ € (0,1). Observe
that

P(0.0) = [ ~In(s))ds = (1 = Infe)) = 1(c).

where f(c) is a strictly concave increasing differentiable function on (0,1). On the other
hand R((0, ¢]) can be expressed as follows

R([0,¢) = > anP” ([0,¢)) = Y ang™(c) =: g(0),
n=1 n=1
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4.5. Mixture probability measure

where ¢"(c) = % In order to show that the two probability measures are equal we

would have to show that f(c) = g(c) for all ¢ € (0,1).

We will get a contradiction. Indeed, we will find ¢y with 0 < ¢y < 1 such that g is
not differentiable in ¢g. Then f and g cannot agree for all ¢ € (0,1) as f is differentiable.

If R should equal P then there has to exist ng in the indices of the convex combin-
ation such that a,, > 0 for a 0 < 6,, < 1. Indeed, otherwise R = A and this is not equal
to P. Let ¢g = ™. Moreover, not all the weights for the indices n with 6" > ¢y can
be zero. Otherwise the support of R would be [0, ¢p], and then R could not be equal to
PP which has full support [0,1]. Hence it has to hold that 3, - gn = ¢, for some
9> 0.

>Co

Clearly, by definition of ¢y, the function ¢™ is not differentiable in ¢y. Note that
the right hand derivative of g™ in ¢q is equal to 0, whereas the left hand derivative is
equal to 9%0 = %. All other functions g%, n > 1, n # ng, are differentiable in ¢q, with

1

iy 0  for those n with 6™ < ¢,
9" (co) = o
gw for those n with 6" > co.

Recall that g(c) = > 07 | ang™(c). Then, we get:

1im (CO+h = Z ozn =: A,

hl0
+ n,0™>co

where A is a constant with 0 < A < %
On the other hand

. g(CO + h) B g( ano ano
1 = np = A,
im - =gut 2o +

n,0m >co

which is different from A as ay,, > 0. Hence g is not differentiable in cy.

Note that the interchange of limits in the above calculations is justified for A | 0 as
well as h 1 0. To show this, introduce an artificial probability space Q = N with the
probability measure that gives, to each n > 1, the weight p(n) = «y,. Define, for h, a
random variable X, on  as X n(n) = w Hence, it holds, for all n # ng that
limp, 0 Xp(n) = g™ (co). For ng we have that limy, o X5 (no) = 0 and limprg Xp(no) = clo.
Define X (n) = g™ (cp) for n # ng and X (ng) = 0. Then, pointwise, X, — X for h | 0
and X, —» X + %1{%} for h 1 0. Moreover, it is easy to see that | Xj| < % for all h >0
and |Xp| < %, for all h < 0 small enough such that ¢y + h > 9. Then, we can interpret
the above interchange of limits as applications of the dominated convergence theorem for
the measure P. Indeed,

. g(co+h) —g(co) iy —
b - =lImEp[Xy] = Ep[X] = 4,
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with A as above and
Qg

_glco+h)—glco) .. . 1 _ Qno
1}%101 s = E%EP[X}Z] =Ep[X + 001{”0}] =A+ .

Finally, we specialize our setup to the one of convex law-invariant risk measures as
of Section 4.2.4 and consider the mixture probability measure P as the measure with
respect to which the penalty function in (4.2.7) is defined. Just by requiring that M® is
closed under countable convex combinations and that the mass of sets of positive measure
under P do not only stem from singular parts (see Condition 4.5.4 below), we obtain the
following result.

Corollary 4.5.17. Let M® C M be a set of probability measures induced by a parameter
space © and closed under countable conver combinations. Let P denote the mizture
probability measure as of Definition 4.5.1 and consider law-invariance as in Section 4.2.)
with respect to it, i.e. fix a penalty function o : My — R U {+o0} as in (4.2.7) with
respect to P. Suppose additionally that for all A € F with P(A) >0

P(A) > /@ PY(A)v(d9), (4.5.4)

where ]529 denotes the (unnormalized) singular part of the Lebesque decomposition of P?
with respect to P. Then for all X € XM° N L>(P) we have

PMX) = F(X) = F(X) = pM(X).

Proof. We start by proving p¥ = p™. Note that the only difference with respect to
Corollary 4.4.10 is that P does not need to lie in M®. Instead of this, we assumed that
P is the mixture probability measure and that M® is closed under countable convex
combinations, the latter with the goal to apply Theorem 4.4.4. To this end we need
additionally a family of probability measures which is absolutely continuous with respect
to P. Consider therefore instead of PY always PY denoting the normalized absolutely
continuous part of the Lebesgue decomposition with respect to IP. Then, as visible from
the proof of Proposition 4.2.10 (see also Remark 4.2.11 (iii))

0 0
oPl = P
and thus pMe = Suppy pP 7 on XM Hence is suffices to consider the family M = {P{ :
0 € ©}, which inherits the property of being closed under countable convex combinations.
In order to apply Theorem 4.4.4 we need additionally that the condition P{(A) = 0 for
all PY € M9 implies P(A) = 0. Denoting by Pie the unnormalized parts of the Lebesgue

decomposition of P? with respect to P, we have

Mmagﬁw+%wwmzéﬁmww,

where the last equality holds if P{(A) = 0 for all P{ € M?. Therefore, Condition 4.5.4
yields P(A) = 0. Theorem 4.4.4 thus implies that there exists some Py € M9 which is
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4.5. Mixture probability measure

equivalent to P and hence p = p0. Moreover, using Py € M? and Proposition 4.2.10,

we get o o
po < pMU = pM7 < pf

As pF = pf all inequalities reduce to equalities. The same reasoning holds for p and we
can thus conclude since p¥ = p¥ again by Proposition 4.2.10. O
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5. The conditional case

This chapter is based on joint on-going work with Irene Klein and concerns a possible
extension of the results in Cuchiero et al. (2022a).

We will fix first some useful notation and recall basic concepts about conditional risk
measures. We will start here with conditional risk measures being defined in a pointwise
way (see Section 5.1). Observe that this approach is different to the one adopted for
instance in Follmer and Schied (2011); Acciaio and Penner (2011); Bion-Nadal and
Di Nunno (2020); Di Nunno and Rosazza Gianin (2023).

Notation Let us fix a time horizon T' € N and let us consider the time set defined
as T := {0,...,T}. Let us fix a filtered probability space with a reference probability
measure P, namely (0, F, (F¢)ietr, P) where o = {0,Q} and F := Fr. For all t € T, we
additionally introduce the following notation for the Lebesgue space:

L?O(P) = LOO(Q?‘FtaP)v

L°°(P) := L™ (Q, F, P).
As in the previous chapter, let M; = M;(£2, F) be the set of probability measures defined
on (2, F). We equip it with the topology of weak convergence (in the probabilistic
sense), which corresponds to the functional analytic notion of weak-*-convergence when
) is compact. Recall from the previous chapter X, i.e. the space of pointwise bounded

and F-measurable risky claims, and introduce X; the space of point-wise bounded and
Fi-measurable risky claims, for some t € T.

5.1. Conditional risk measures

Let us recall in the following the definition of monetary risk measures defined on the space
X. Throughout the section we will work with a fixed ¢ € T unless specified otherwise.

Definition 5.1.1. Let p; : X — A;. We say that p; is a conditional monetary risk
measure, if for all X,Y € X it satisfies for all w € €2 the following conditions:

(i) for all my € X5 pi(X 4+ my) = pe(X) — my.
(i) X <Y = p(X) > pe(Y);
(it) pi(0) = 0.
If in addition to (7)-(iii) p; is such that
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(iv) for all A\ € [0,1] with Ay € Ay, pr(AeX + (1 = A)Y) < Ape(X) + (1 = Ae)pe(Y),
then it is said to be a conditional convex risk measure. If in addition to (i)-(iii) p; fulfills
(v) for all A, € & with Ay > 0, pr(MX) = Mepe(X),
then it is said to be a conditional coherent risk measure.

Notice that we mean that each property holds for all w € €. In the present work we
will mainly focus on the class of conditional convex risk measures. Let us fix a conditional
monetary risk measure p; : X — X; and define the corresponding acceptance set

Cy:={X eX:p(X)(w) <0, Vw € Q}. (5.1.1)

By the previous, a conditional monetary risk measure p; can be understood as the
conditional capital requirement needed at time ¢ > 0 to make a financial position X

acceptable at that time. Let us now consider the case where we are given a probability
measure P € M;(§, F).

Definition 5.1.2. Let P be any probability measure on (€2, F). Let the risk measure
with respect to P given by pf : L>(P) — L°(P) defined as follows

pP(X):=P— essinfy gy pxox)=1} pe(X),
and let its corresponding acceptance set be
CP={X eL>®P):pl'(X)<0, P—as}.

We introduce additionally a more compact notation to denote the set of P-versions of
X € L*®(P), namely X%F :={X ¢ X : P(X = X) = 1}.

Observe that trivially for X € L>(P) and any X € X** we have that
pl(X) <p(X), P-—as

Proposition 5.1.3. Let p; be a conditional monetary risk measure, and fix X € L*(P)

for some P € M. Then, there exists a decreasing sequence (p¢(Xy))nen such that

pP(X) = lim p(X,), P —a.s, (5.1.2)

n—-+o0o

where (X,)neny € X%P . In addition, the sequence (X, )nen can be chosen without loss
of generality to be increasing pointwise.

Proof. To show the claim we first have to prove that the subset of A}
BT = {p(X): X € x0FY,

for X € L*°(P), is directed downwards. This means that for pi(X1), pe(X2) € %tX’P there
exists X € X% such that, pointwise,

pe(X) < pe(X1) A pe(X2).
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5.1. Conditional risk measures

Let X1,Xy € XPX then X1 Vv Xy € XPX as P(X = X;) and P(X = X,) implies
P(X = X,V Xg) = 1. Set X := X; V X5. Notice that for i = 1,2 pointwise we have

pe(X) < pe(X3),

and thus p;(X) < ps(X1) A pe(X2). Observe that by Theorem A.32 in Follmer and Schied
(2011) it follows (5.1.2) as well as the second part of the statement. O

We aim now to show that whenever we fix a conditional convex risk measure in the
sense of Definition 5.1.1 and we are given a probability measure P, the resulting p! is
still a conditional convex risk measure where the properties in Definition 5.1.1 hold P-a.s.
This is proved to hold in the next Lemma.

Lemma 5.1.4. Let p; : X — X, be a conditional convex risk measure and let P be a
reference measure on (€2, F). Then, pf’ : L>°(P) — L{°(P) is a conditional convex risk
measure.

Proof. Let us consider first the monotonicity, i.e., (ii) of Definition 5.1.1. Let X,Y €
L>(P) such that X >Y P-a.s. and we aim to show that pf (X) < pf’(Y) P-a.s. Recall
that

pP(Y) =P —ess infyvry pe(Y),
then by Proposition 5.1.3, there exists a decreasing sequence (py(Y n))nen such that

pP (V)= lim p(Ys,), P —a.s.

n—-4o00
Choose without loss of generality (Yn)neN C XPY to be pointwise increasing. Similarly
for X we consider (X n)neN C XPY increasing such that
P _ Y _
pp (X) = nggrloo pt(Xn), P —a.s.

Define now
Zp = X114, +max(Xp, Yy)lac,

where A, = {X = Xn}ﬂ{Y Y,}N{X > Y}. Notice that by definition P(Ap) =1, and
thus P(Z, = X) =1, i.e., Z, € XPX. Moreover it holds true that Z, > X,, pointwise
and that (Z,)nen is increasing. Let us show in the following the latter statement. Let
n € N, then

+ max(f(n, ?n)lAc

n+1 .

Zn+1 = X]_An+1 +max()~(n+1,§~/n+1)1,4%+l > XlA

n+1

Furthermore for all w € A1 observe that X(w) = Xpi1(w) > Xp(w) and X (w) >
Y(w) =Yn1 (w) > Yn(w)a hence

X(w) > max(X,,Y,)(w), Vw € Apta,
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yielding Z,41(w) > max(X,,,Y,)(w) for all w € Q. Therefore

Zni1(w) > max(X,,Y,)(w) = X(w), itwe A,
P max(Xn, Vi) ), if we A,

i.e., Zny1 > Z,, pointwise. The previous implies trivially that (p;(Z,))nen is pointwise

decreasing and additionally p;(Z,) < pi(X,,) pointwise. Notice moreover that
lim pi(Z,) = pf(X), P —a.s.

n=-+oo
Indeed, pi(Z,) € #]™ for all n € N

pi(Zy) > pf (X)), P —a.s.,
and since the following holds true P-a.s.

pF (X) < limsup pe(Zy) < limsup py (X)) = pf (X).

n—-+o00 n—-+o00

From the previous we obtain the desired inequality to show monotonicity:
P o Y . 7\ _ P
pr(Y) = lim p(Ya) 2 lim p(Zn) = pp (X),
where the previous inequality follows by the fact that pointwise
Y/n = f/nlAn + f/nlA% =Y14, + YnlA% < X1y, + max(jfn, Y/n)lA% = Zn

Let us now focus on property (i), i.e, we have to show that for m; € L°(P) and X € L*°(P)
it holds that pf’ (X 4 my) = pf (X) —my P-a.s. Let X € XP¥ and m € X then
clearly X +m € XPX+mt hence X0X + xPme ¢ xPX+me This yields

Bt

pP(X +my) = P — ess inf>_vr xim, pi(Z) < P —ess inf}?eXRX,meXtP’mt pr(X +m)

=P —ess ianGXP’X,mEXtP’mt pt(X) —-m
= ptP(X) — Mg,

where the last identity holds P-a.s. Let us turn to the other direction. By Proposition
5.1.3 there exists (Zp)nen C XPX+™ gsuch that

lim pi(Zn) = pl (X +my), P —a.s.

n—-+o0o

Introduce the sets By, := {Zn = X + my}, and choose an increasing sequence (X n)neN C
XPX such that p(X,) = pf (X) P-as. Fix K := ||my||0(p) and define

Z,/1 = X;L + m/n,
where
X;L = max(Xn, T — mi)1 g, Afm<K} + max(Xn, Zn)lBTCLU{thK}
m, = ml g, Afm<K}s

then the following hold true:
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5.1. Conditional risk measures

o X e XN m e ti’mt, for all n € N;
° Z;l > Z,. pointwise, for all n € N;
o pi(X,) = pP(X) as n — +o0, P-as.
n
XN B, Nn{my < K}) =1and P(m;, = my) = P(B, N {my < K}) =

P(m; < K) = P(X,, = X) = 1. Moreover, clearly, m/, is F;-measurable.
The second point can be shown to hold directly as for all n € N

Observe that the statements in the first point hold true as P(X, = X) = P({X, =
1

Zy > (Zn — mi)1B, n{me<k} + Mt1B,A{m,<k} t anB,CLU{mt>K} = Zn.
The last point of the previous follows from the fact that by definition
pr(Xy) = pp (X)) = lim pi(Xn),

and X, > X, for all n € N, thus

pf(X) <limsuppy(X,) < lim pe(X,) = pf(X),  P—a.s.
n—-+o00 n—+00
By the previous properties we obtain P-a.s. that lim, . m), = lim, o m; = m; and
further

pr(X)=my = Tim (py(X,) —m,) = lim p(Z,)< lim pi(Zn) = p (X + ),
which shows the remaining direction for cash invariance.

We are left to show the convexity property, i.e., (iv). To this extent fix X,V €
L*(P), At € Li°(P) such that P(0 < A; <1) =1 and choose two increasing sequences
(X)nen, (Y )nen such that py(X,,) = pP(X) and py(Y,) — pf (Y) P-a.s., respectively.
Define

5 A, P
A= >‘t1{>\t€[0,l]} S Xt ¢ s

then for all n € N it holds that AX, + (1-— ANY,, € xPAXHA=M)Y  ©oreover,
pt(S\Xn + (1 - 5‘)Y/n) < th(Xn> + (1 - ;\)pt(Yn) - )‘tpf(X) + (1 - /\)Pf<Y), (5'1'3>
as n — +00, P-a.s. Hence convexity holds. ]

Remark 5.1.5. Concerning property (iii), observe that we get the following. Let
P(X = 0) = 1. Then, obviously the random variable that is 0 for all w is in XPX.
Therefore, we get

pF(X)=P— essinf g ypx pt(X) < pi(0) =0, P-as,

hence pf’(0) < 0 P-a.s. We cannot get the other inequality but we can always normalize
the dynamic risk measure p{” in the following way: let ay := p}’(0) which is F;-measurable.
Define

PY) = pP (V) — .

Then p! is a conditional risk measure with p’(0) = 0, by the property of cash invariance.
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The next lemma shows that p! is uniquely determined by its acceptance set.
Lemma 5.1.6. For any X € L*>®(P),
pP(X) =essinf{Y € L*(P): X +Y e CF, P —as.}.
Proof. First note that
pr (X +p (X)) =p; (X) —p{ (X)=0 P—as,

hence X + pf(X) € CF, P-as., and pf’(X) is greater equal than the essential infimum of
the Lemma. For the other direction take any Y € L$°(P) such that X +Y € CF, P-as.
Then pf (X +Y) <0 and, as pf (X +Y) = pf'(X) — Y we get p' (X) <Y, everything
P-a.s. Hence

pP(X) <essinf{lY e L*(P): X +Y € CF, P —as.}
[

As follows we provide a possible example of pointwise conditional risk measure as
introduced above.

Example 5.1.7. Let Q be countably or finitely generated, i.e., there exists (Qk)le, such
that

with K < 400 or K = +o00. Define the filtration as generated by (Qk)szp ie., Fig =
o(Q,k = 1,...,K). Let Fp = {0,92} and introduce without loss of generality for
1<n< K F,=0(QF,...,QF ) where

kn
o=Jar,
i=1
meaning that all Q' are unions of some Q. Moreover let for all n < K be Qr, ... 7QZn €

Fn+1 this ensures the filtration F = (F,), to be directed upwards. This setup includes
for instance the generated filtration of the binomial or trinomial model.

Let a, be F,-measurable, i.e., a, € X, and a,(w) > 0 for all w € Q. As a,, is Fp-
measurable,

kn
an(w) = Z a;'lar,
i=1
where a' € R,. Define now,

po (X)) == — inf X(w) +a,
weN
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5.1. Conditional risk measures

with a > 0 and for all n > 1,

kn
P X)) (w) = Z Lon(w) (— inf X(w)+ af) . (5.1.4)
i=1

we

As usual, define

Cp:={X e X, : p)¥X)(w) <0, Yw € Q}

n

={XeX,: X(w)>—al, forweQ}, i=1,... ky}.

In the following we prove the next two facts:

max

® Pn
e Forall w e Q) and X € X it holds,

as defined in (5.1.4) is a conditional monetary risk measure, see Lemma 5.1.8.

P (X)(W) = sup Eq[=X|Fn](w) + an(w),
QeM:

see Lemma 5.1.9.

Lemma 5.1.8. Let p}'** be defined as in (5.1.4). Then, p*** is a conditional monetary
risk measure.

Proof. We follow the properties as outlined in Definition 5.1.1. For (i), fix m,, € X}, such
that for m}' € R,

kn
my, = E mi'lq,.
=1

Then for w € 7,
P (X mn)(w) = — inf (X(w) + my,) + ajf

= —wigéiX(w)+a?—m?

= o (X) (W) = mn(w),

which holds true for ¢ = 1,...,k,. Concerning monotonicity, let X (w) < Y (w) for all
w € ), hence

inf X(w) < inf Y(w) = — inf X(w)+a} >— inf Y(w)+a?,
weN; weN; we; weN?

yielding pp'**(X) > p**(Y') as it holds for all w € Q! and i is arbitrary. The normalization

n

property hold if ai' = 0 for each . O

Lemma 5.1.9. Let p"® be defined as in (5.1.4). Then, for all w € Q and X € X it
holds,

pr (X)) (W) = sup Eq[-X[Fn](w) + an(w).
QeMy
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Proof. Let Q € My be arbitrary, then,

bn Eg[— infueq X (w)las]

gl X7 £ 3 Py,
= - — inf X(w)Q(Q?)l n
S we Q(ar)
kn
= 2 —wlgngiX(w)lgzz,

yielding

kn
Qseujal Eq[—X|Fn](w) + an(w) < Z <— inf X(w)) Lop + an(w)

=Py (X) (W)

For the other direction let us fix {2} and let z; := infyeqp X (w). By definition, for all
e > 0, there exists wf € €; such that X (wf) < z; + €.

Define Q¢ := i Zle Ofwe} € Mi. Then,

k

L EQs[—XlQn]
EQE[—X‘fn] = E 7625((2”) : 19?
i=1 i

n

_Zi_X(wz‘E)l
Tk 1k

which yields
Eq: [-X[Fn] + an = pp"™(X) — ¢,

i.e., we can always find for all ¢ > 0 a probability measure (). € M;j such that the
previous holds, so pointwise

sup Eq[—X|Fy] + an = p™*(X).
QEM;

O]

Remark 5.1.10. We underline in the present the fact that the supremum in Lemma
5.1.9 is well-defined. Indeed consider €} = U;g Qp, then each QQ € M is a sequence
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5.1. Conditional risk measures

of real numbers ¢ = (qk)z;"l’, with ¢ € [0,1] and Z:;"i qr = 1. In particular ¢ € B;(0),
where B1(0) here denotes a closed ball in #*. We show that,

sup Eq[—X|F,](w) = sup E;[—X|F,](w), Yw € Q
QeEM; q€eS

where S = B1(0) N ¢ N{q: g, € Q,Vk > 1}, which is a countable set. This would then
imply that the supremum is measurable and well-defined. Observe that clearly

sup Eg[—X|F,](w) > sup E;[—X|F,](w), Yw € Q.
QeM;y q<Ss

For the other direction let us fix Q € M; with @ = (gi)x>1. Then, for all ¢ > 0 we choose

then

Egs [~ X|Ful(@) = Eq[-X|Ful(w) + < inf X (w) > —oc,

where Q" = (Gx)k>1, such that |Q(2}) — QE(Q?)] < ¢, showing the other direction as
€ — 0 since X is bounded.

Let M C M be a collection of probability measure. We state some assumptions on
the set M to which we will refer whenever they are in force.

Assumption 5.1.11. The set M is convex.

Assumption 5.1.12. The set M is dominated, i.e., there exists P € My such that
P <P forall P e M.

Definition 5.1.13. Under Assumption 5.1.12, for any P € M we introduce a version of
the dynamic risk measure p with respect to P where PP is the dominating measure of M.
To be precise:

pf’P(X) =P —essinf g ppx pt(X), P —a.s.

Observe that whenever it is not clear with respect to which probability measure
P € M we are considering the essential infimum or supremum we shall write P — essinf
or P — esssup, respectively.

Remark 5.1.14. Notice that, since for any P € M and P < P we have that XX C xPX
for all X € L*°(P), then it holds true that

PP
(X)) > PP (X)), P-as.

Lemma 5.1.15. Suppose Assumption 5.1.12 holds true. Let P € M and let P be the
dominating measure of M. Then, for all X € L>=(P)

p (X)) =p{(X), P-as
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Proof. By definition, we have that, for all X € XX p"P(X) < p(X) P-as. As P < P
this holds P-a.s. as well. Therefore we get

piT(X) < P —essinfgprx p(X) =pf (X), P—as.

For the other direction we use Proposition 5.1.3: there exist sequences (X p,)nen), (Yn)nen)
in XX such that

pP(X)= lim p(X,), P-—a.s., pf’P(X): lim p(Y,), P—a.s.,

n—-+o0o n—-+o00

respectively. As P < P the second limit in the above is also P-a.s. For all n € N, set
Zp = max(X,,Y,), then still P(Z,, = X) = 1. Therefore

P (X) < pi(Z,), P—as.,

yielding
pP(X) < P —limsup ps(Z,) < P —limsup ps(Y,,) = pf’P(X), P—a.s.,
n—-+o0o n—-+00
and thus the claim follows and pf}’P = pF(X) P-as. O

Clearly by Remark 5.1.14 we have that under Assumption 5.1.12, that CJ c CF for
P < P. Indeed suppose X € C}, then since P < P by Lemma 5.1.15

LX) = PP (X),  P-as.
and by Remark 5.1.14
pT(X)<pf(X)<0,  P-as,
and thus P-a.s. Hence one can conclude that X € CF.

Corollary 5.1.16. Under Assumptions 5.1.11, 5.1.12 if p is a conditional (convex) risk
measure, then for all X € L>°(PP)

PP
P (X) =P —esssuppe g pp (X)),

is a conditional (convex) risk measure. We call the previous a robust conditional risk
measure.

Proof. The proof follows from two main steps. Let X € L*(P) be fixed. First of all
notice that the set {p; " (X): P € M} is directed upwards. Indeed if P, P, € M, then

P.X P1X P X
X ) g X 1, m X 2y ,
with P := # € M by assumption. Thus

pItP’P(X) > oy (X)) Vo (X), P—a.s.
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5.1. Conditional risk measures

Then, there exists a sequence (Pp)neny C M such that

pM(X) = lim piP’P"(X), P — a.s.

n—-+00

The second step translates into showing that, given p; a conditional convex risk measure,
then also p]f)’P is a conditional convex risk measure where now all the properties hold
P-almost surely. Observe that this follows as in Lemma 5.1.4 where all the properties
hold P-a.s. O

Theorem 5.1.17. Let M C M; and P a probability measure on (2, F). Suppose P is
generalized equivalent to M and that M is closed under countable convex combinations.
Then for all X € L*>®(P),

p (X)) =p'(X), P—as.

Proof. By Halmos-Savage’s theorem there exists P® € M such that P® ~ P. Moreover
since the fact that P is generalized equivalent to M and M is closed under countable
convex combinations, implies that Assumptions 5.1.11, 5.1.12 are satisfied. Hence

pM(X) > p (X)) = pf (X)),

holds PY — a.s. and thus P — a.s. as P% ~ P. On the other hand as P < P for all P € M,
we have that for all P € M

pt(X) < pf(X),  P-as,

hence,
P (X) =P — esssuppep pF (X) < pf (X), P—a.s.,

for any X € L*°(P), yielding the thesis. O
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A. Appendix

A.1. Conditional and unconditional expected signature of
correlated Brownian motions

We explain now how to compute the expected signature of the time-extended polynomial
processes X i.e. how to compute E[{ey, Xt>] for each multi-index I.

A.1.1. The expected signature

A possible choice for the primary process X is given by a d-dimensional correlated
Brownian motion W with correlation matrix p. Since Assumption 1.2.6 is satisfied, we
follow Definition 1.2.1(ii) and set W, = (t,Ws). The signature of W up to time ¢ is
denoted by Wt.

Theorem A.1.1. Consider a multi-index I admitting the representation
er = ey M@ e ®e%§k1 ®ej Q-+ ®e%§k7", (A.1.1)

for some J; € {1,...,d}*" and h;, k; € Ng. Then

E[(er, Wy)] =

it kit hi 1 ity hi m
) () o).

(imo ki + 220 hi)!

i=1

where p(J) := HLJVIQ Dok 1.jor - Moreover, if I does not admit representation (A.1.1) then
E[{er, Wy)] =

Proof. We first prove that the truncated signature W? is a polynomial process in the
sense of Definition 2.1 in Filipovi¢ and Larsson (2016). By Lemma 2.2 in Filipovi¢ and
Larsson (2016), it suffices to show that for each |I| < n it holds

d{er, W) = b(WP)dt + o(WP)dW, (A.1.2)
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for some linear maps b, 0. Observe that

—~ o~

—~ t
(e, WT) = / (e, W) o d{es, , W)
0

—~

t o t
wun pl\ 1= Tun
:/0 ler, Wod(es, W) + %1{illl’i\l\fl3ﬁ0} 0 (err, Wo)ds

t o
Pijrsijr—1 o~
:/0 <1{i|1|:0}€1' + Tl{’iupimq#()}ef”’Wg)ds

t i
+ /0 (err, W?>1{im¢0}dWs|I| .

Since |I'|,]I"| < n we can conclude that W satisfies (A.1.2) and is thus a polynomial
process.
Our next step consists in applying Theorem 3.1 in Filipovi¢ and Larsson (2016). Observe
that by Itd’s formula we have that the generator A of W™ satisfies
Py i -
Aler, ) = (g —oper + %1{2‘\1\7@'\1\—1#0}61”’ D= > len Qen ),

er, ®er,=er

for @ :=eo + 3 Z?,j:l pijei ® ej. Shortly, this can be written as A(er, ) = (e, Q@ @ (-)).
Theorem 3.1 in Filipovi¢ and Larsson (2016) yields then that

1 N th — t
e[')Wt ZH 617 : H €I7Q®k®wo>zzi<617Q®k>'
k=0 k=0 k=0
Observe that (e;, Q¥*) = Zeh@“@e%:e[ Hle (er,, Q) is nonzero if and only if I can be
decomposed in multi-indices of length 1 whose elements are all 0, and multi-indices of
length 2, whose elements are all strictly larger than 0, i.e. if and only if I satisfies (A.1.1).
If this is the case, by definition of @ it holds

_ 1o kit hi m
E <€I> Wt = m m eOa €J;5 Q®h
[ ) (iZo ki + 22550 ha)! 1_[1
and since (eg, Q) = 1 and (e, Q®") = (1) TV, pjax_y.jox the claim follows. O

A.1.2. The conditional expected signature

A combination of the result of Theorem A.1.1 with Chen’s identity (Lemma 1.1.10) yields
the following expression for the conditional expected signature.

Lemma A.1.2. For each s <t it holds

El{er, Wer)|Fsl = > (en,, Wo)E[{er,, Wy)].

er, ®er,=er
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A.1. Conditional and unconditional expected signature of correlated Brownian motions

Proof. Observe that applying Chen’s identity and the definition of the tensor product we
can compute

E[<617W8+t>‘f8] = E[<€I>Ws ® Ws,s+t>‘fs]
= Z E[<ef17Ws><elszs,s+t>‘fs]

er, ®er,=er

= > len, Wo)E[{er, We )| Fa]-

er; ®er,=ey

Note that for each suitable integrand H and each u € [0, ¢] it holds

/ H,dW'! = /HerTdBZ

where B is the time extended Brownian motion glven by = ASJFT Ws. Since B is
independent of Fs we can conclude that E[{ey,, s7s+t>|]:s] = [(eIQ,Wtﬂ and the claim
follows. ]
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A.2. Calibration using sig-payoffs

We now discuss the procedure proposed in Perez Arribas et al. (2020) which consists in
calibrating the model to sig-payoffs that are intended to approximate the true payoffs.
For general payoff functions F',

F (gt)te[O,T] > F((gt)te[O,T])a

the first step consists in approximating F' with a sig-payoff such that

F((Swepm) = fo+ > falesSr), (A2.1)

0<|J|<m

for some m > 0 and fj, f; € R. Here, Sr denotes the signature of S = (t,S;) at time T.
For our purposes, the approximation of the call payoffs has to be accurate at least with
high probability on the set of models

{S,(£): ¢ enters in the optimisation}.

Under the hypothesis that this can be achieved and proceeding as in Section 1.3, the model
call prices C™°9° (T K, ¢) (appearing in (1.4.6)) can then be (approximately) computed
via
C(T, K 0) = Bgl(Su(Or — K) ]~ fy+ S fPs(6EglRr)).
0<|J|<m
The benefits from a computational perspective are immediate.

To achieve the approximation of the payoff functions, in Lyons et al. (2020) and
Perez Arribas (2020) it is suggested to use an auxiliary stochastic process (Y;);>0 playing
the role of a market generator under Q. A standard example for Y is given by the
Black-Scholes model

dY; = oY dWy, Yo = So,

where W denotes a Brownian motion and ¢ is sampled uniformly in the range of the
implied volatility surface of the market, or as in Perez Arribas (2020) between 5% and
40% of the spot price. We set again fft := (t,Y;) and denote by Y the signature of Y.
The procedure to find the coefficients f of (A.2.1) consists in a linear regression, fitting
Nyre > 0 realizations of the simulated sig-payoffs to the corresponding realizations of the
simulated payoff. The corresponding loss function is given by

Nue R 2
Lyayori(f) = Z ((YT(wj) —-K)t - (f@+ Z fJ<eJ,YT(wj)>)> .

Jj=1 0<|J|<m

In Perez Arribas (2020) the author suggests to choose Ny;c = 10, m = 5 and to sample
o ~ U([0.05,0.4]).

We applied this procedure and then compared the call prices obtained under the Black
Scholes model with ¢ = 0.25 with the the approximation via sig-payoffs denoted by
F(T,K). For T = 0.5, Yy = 100, and K = 120, we obtain the following results:

154



A.2. Calibration using sig-payofts

Eq[(St — K)*] | g Silt< (St(wi) — K)* | EQ[F(T, K)] | wig SilC F(T, K)(wi)

Nuyc Ny £~

1.5155 1.5145 1.6567 1.6550

Here, Eg[(St — K)'] was computed via the Black-Scholes formula and Eg[F (T, K)]
using the analytic expression of the expected signature of the time extended Black-Scholes
model. We also compare the corresponding Monte Carlo prices using Nysc = 106, We
observed that the absolute percentage error between the Black-Scholes price and the
sig-payoff option price is greater than 8%. The difference can become even more significant
if the Black-Scholes model is replaced by S, (¢) for £ in a certain parameter range over
which we optimize. So even if the model can provide an accurate fit to the sig-payoffs,
this does not mean that the true implied volatility surface is well approximated, as the
gap between call option prices and the approximate sig option prices is simply too large.
Therefore we opted for the procedure outlined in Section 1.4.2.
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A.3. Numerical results for VIX options in the Brownian
motion case

In the present we report the numerical results corresponding to the calibration to only VIX
options as in Section 2.3.4, where the components of X are simply correlated Brownian
motions as done in Chapter 1. To be precise, we here model the volatility process o as a
linear function of the time extended signature of X, where X is 2-dimensional Brownian
motion with correlation matrix given, as in Section 2.3.4, by

1 —0.577 0.3
p=1" 1 —-0.6 |,
1

i.e., where we consider additionally the correlation with the Brownian motion B = (By)>0
driving the price process. We truncate the signature at level n = 3, we sample Ny;o =
80000 trajectories for Monte Carlo pricing and we minimize the loss function (2.3.14)
with 8 =1 to fit the same data-set employed in Section 2.3.4.

Implied Volatilities VIX 02-06-2021

Strikes 50

Figure A.1.: The red crosses denote the bid-ask spread (of the implied volatilities) for
each maturity, while the azure dots denote the calibrated implied volatilities
of the model. On the z-axis we find the strikes and on the y-axis we find
the maturities.

We observe how with only correlated Brownian motion the model is not able to calibrate
both to all futures’ market prices (see Figure A.2 below) and the model implied volatilities
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A.3. Numerical results for VIX options in the Brownian motion case

do not fall in general in the bid-ask spread, in particular for high strikes and short
maturities.

| T1=0038 | T,=00767 | T5=0.1342 |
[ er, =21x107° | e, =27 x 1072 [ e, =21 x1077 |

| Ty=02108 | T5=02875 [ T5=03833 |
| er, =1.6x105 [ e, =6.8x107°% [ e, =21x 1077 |

Futures' Term Structure

® Calibrated [ ]
Market
23 «
°
22 =
@
2
& 21 =
x
20 °
194 »

0.05 0.10 0.15 0.20 0.25 0.30 0.35 0.40
T

Figure A.2.: The blue circles denote the calibrated futures prices and the red crosses the
futures prices on the market, in between a linear interpolation is reported.
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