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ARBITRAGE OPPORTUNITY AND MARTINGALE PRICING
MEASURES

ALENA HENCLOVA

ABSTRACT. King and Korf [3] introduced a new framework for analyzing pricing
theory for incomplete markets and contingent claims. The fundamental theorem
of asset pricing was reformulated in a very general form. It claims that under the
assumption of the essentially arbitrage-free market, the fair price of a contingent
claim can be stated as a supremum of the expectation over an infinite set of
equivalent finitely additive martingale probabilistic measures. We propose an
equivalent characterization of the arbitrage-free market in the sense of no free
lunch in the limit.

Pestome. Kunr u Kopd [3] npencraBunu HOBYIO KOHIENIUIO aHAIU3A TEO-
PUU ONECHEHUsA IJIf HEIOJHOIO PLIHKA M (PMHAHCOBLIX moTokax. OHu mepe-
¢popMynupoBanu pyHIAMEHTAJbHYIO TeOPeMY O OIeHEHUU aKTUB B oOmeil
popme. Dra TeopeMa yCTaHABIMBAET, YTO €CIU PLIHOK 6e3 apburpaka, To
CIpaBeIuBasd eHa GUHAHCOBOTO MOTOKA €CTL CYIPEMyM OKMIAHMA depes
MHOXE€CTBO 9KBUBAJEHTHLIX KOHEYHO-aIIUTUBHLIX MAaPTUHIAJOBLIX MeEP.
Mur npenraraeM xapakTepU3anuio PLIHKA 0e3 apOurpaska.

1. INTRODUCTION

King and Korf [3] introduced a new framework for analyzing pricing theory for in-
complete markets and contingent claims. They used conjugate duality and stochastic
optimization theory applied on the duality scheme L°°/(L>°)*. For the history of ap-
plying duality in stochastic programming on infinite dimensional spaces we refer the
reader to [3].

Various statements in the literature of the fundamental theorem of asset pricing
give conditions under which an arbitrage-free market is equivalent to the existence
of an equivalent martingale measure. A formula for the fair price of a replicated
contingent claim is given as an expectation with respect to such a measure. In the
setting of incomplete markets, the fair price is a supremum over a set of equivalent
martingale measures.

In [3], the fundamental theorem of asset pricing was reformulated in the very
general form. It claims that under the assumption of the essentially arbitrage-free
market, the fair price of a contingent claim can be stated as a supremum of the
expectation over an infinite set of equivalent finitely additive martingale probabilistic
measures. An arbitrage opportunity in the market is characterized by a free lunch
in the limit that is slightly weaker than a usual definition of free lunch.

In Sections 2-4, the mathematical overview of the financial terminology is given,
the writer’s problems are specified, and no free lunch in the limit is introduced. In
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Section 5 we propose an equivalent characterization of the arbitrage-free market in
the sense of no free lunch in the limit.

2. MODEL SPECIFICATION

We begin with a mathematical overview of the necessary financial terminology (for
more details see [3]). The underlying market is a collection of J + 1 traded assets

indexed by 7 = 0,...,J. Each asset has an initial market price at time ¢ = 0, and
future market prices at timest = 1,...,T. The prices are described by a nonnegative
vector So = (S3,...,8))" € R;IFH of future market prices, where (2, F, P) is an

underlying probability space with P-complete o-algebra F generated by a filtration
Fi with Fr = F. It is assumed that the first asset is risk-free in the sense that
its market price is always strictly positive (SP > 0,t = 0,...,7T). This asset is
the numeraire. Using it to normalize the values of all other assets, we can get the
new discounted price vectors Z; = S;/SP. It is assumed that all other prices and
cash flows have been similarly adjusted to reflect this normalization. Prices in the
price vector Z; are assumed to be F;-measurable and essentially bounded. Let us
denote by L>°(Q, F, P; A) the set of all F-measurable functions w on 2 such that
|lw(w)] < M P-almost surely for some M (we follow the notation of [4]). Hence
assume all variables Z; € L>°(Q, F, P; Riﬂ).

An investor may hold a portfolio of assets j = 0,...,J, described by a vector
0, = (69,...,0])T,t=0,...,T. The investor has some initial wealth to invest, and
may change his or her portfolio at each time ¢ = 0, ..., 7. The decision of the portfolio

arrangement will depend on the market behaviour. A trading strategy describes
all investment decisions based on all possible outcomes of the market. Therefore,
6 = (Bo,...,07) describes a trading strategy, where at time ¢ = 0, the market
prices are known and 6y is described by a vector in R7t!. At time t =1,...,T, the
market prices are F;-measurable functions on Q, so that 8; : Q@ — R’/ is also Fy-
measurable, and describes the portfolio at time ¢. Note that 6; is allowed to take on
negative values, which corresponds to borrowing. The class of all possible strategies
is limited to those which are essentially bounded.

A self-financing trading strategy is one in which no new money is required or
generated to create it. This is expressed by Z,'0; = Z,/0;_1 P-as. for all t =
1,...,T. It is convenient to adopt the notation Af; = 6, — 6,_1. Obviously, Af; is
Fi-measurable.

Next we define a contingent claim. A contingent claim is a type of contract that is
contingent on the underlying market. Precisely, in our setting, it is a promise to pay
F, : Q) — R at each time ¢t = 1,...,T, where F}; is F;-measurable. We assume again
that F} is F;-measurable and essentially bounded. It could take negative values.

3. THE WRITER’S PROBLEMS

The writer of a contingent claim will price the claim at a fair price in consideration of
the fact that he will be able to invest his earnings from the sale in the market. Assu-
ming for now that this price has been fixed at Fy, the writer’s portfolio optimization
problem (P,) is given by

max E[Z] 67
subject to ZJGO < F, (Pw)

ZJAO, < —F, P-as.,t=1,...,T
Z10r >0 P-as.
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Associated with the problem (P,) is the writer’s pricing problem (P,) in which
the writer determines the fair price of the contingent claim as the lowest price Fj
such that (P,) is feasible:

min Vv
subject to Z(;FHO -V <o (Puwp)
ZJAO, < —F, P-as.,t=1,...,T
(2) Z10r >0 P-as.

These two problems can be stated in a general form using the writer’s utility
function u : R — R as a problem (P,)

max Elu(Z1 67)]
subject to ZOTGO < Fy (Py)
(3) Z) N0, < —F, P-as.,t=1,...,T

and (P,,), respectively:

min 14

subject to Zg0y—V <0 (Pup)
ZIA0, < —F, P-as.,t=1,...,T
Z10r € cldomu  P-a.s.

We assume that the utility function u is concave, strictly increasing, and upper
semi-continuous, with u(z) — oo as * — oo. In the particular instances (P,) and
(Pwp), the utility function takes the form

u(m){ _ac, x>0

00, z <0

In [3], the dual problems were formulated using theory of conjugate duality and
optimization in the L*>°/(L>)* stochastic programming duality scheme (see [5]). For
the definition and basic properties of L>° and (L*°)* see [2].

Especially note that each element § € (L°°)* may be uniquely decomposed into
an L' component y and a singular component y°. An element y° € (L>)* is singular
if there exists a sequence of sets E” C Q with P(E") \, 0 such that for all z € L>°
if z1g» =0 P-a.s. for some v, then y°(z) = 0.

The problem dual to (P,) is

T T
min Foyo — ZE[Ftyt] - Z@/?, Fy) = (Bu)*(yr,yr)
t=1 t=1
subject to Ely:Z 0 1)+ (42, 2,0, 1) = Elys 12" 10:1) + (21, Z," 16:1)
forall 6,1 € L>®(Q,F_1, ;R t=1,...,T
y=0 (Du)
(5) yey

and the problem dual to (P,,) is



Arbitrage opportunity and martingale pricing measures 139

T T
max Z [Fry:] + Z v, Fy) + Elaxy] + (2%, al)
t=1 t=1
subject to  E[yi 2, 0y—1] + (7, 2 0:-1) = Elys—1Z,100-1] + (471, Z_160-1)
forall 6,1 € L®(Q,F—1, PR/, t=1,...,T
9 =y%, xp =yr P-as., yo=1

y=>0 (Dup)
(6) yey
where (.,.) denotes the bilinear form on (L*)* x L™ (in fact, (y, z) = y(z)),

Y = {y = (yoaglay% s 7gT) ‘Y0 € Ragt = (ytay?) € (LOO)*(Q,ft,P,R)}’

t=1,...,T, with the weak® product topology, and
y > 0 with y € Y means that yo > 0,5 > 0 P-as. and (y2,2) > 0 for all
2 € L, F, PR),t=1,...,T.
The functional Eu : L>(Q, F, P;R) — R is defined by Fu(x) = E[u(x)],
(Bu)* : (L>®)*(), F, P;R) — R is the conjugate of Eu in the concave sense, which

means
Eu)*(y) = inf —FE
(Bu)*(y) wELOO%Q,]—',P;]R){<y7 w) u(w)},

a=infdomu > —oco,and 1 =1 P-a.s.
Recall that the problem (P,) is said to be strictly feasible if there exists ¢ > 0,
0 € © such that
ZJG() < F() — &
ZtTAHt < —F,—¢ P-as , t=1,...,T.

There is a duality theorem relating these problems.

Theorem 3.1. Suppose (P,) is strictly feasible. Then sup(P,) = min(D,,).

4. NO FREE LUNCH IN THE LIMIT

The arbitrage in the market means that there is a possibility to generate positive
wealth with no risk. The market is said to admit no free lunch if there are no self-
financing trading strategies with zero initial wealth, nonnegative terminal wealth,
and with a positive probability of strictly positive terminal wealth. In [3], a new
concept called no free lunch in the limit is introduced. It means that there is no
sequence of trading strategies satisfying

Zo0y = 0
ZtTAHt” = 0 P-as. ,t=1,...,T
Z10% > —¢” P-as.

lim E[Z}0%] > 0

V—00

where ¥ \ 0. The next theorem equates no free lunch in the limit with the boun-
dedness of the problem (P,).

Theorem 4.1. Suppose (Py) is strictly feasible with Fy > ess inf(X:tT:1 EFy). Then
the following are equivalent.

(i) (Py) is bounded,
(ii) the market admits no free lunch in the limit.
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5. THE FUNDAMENTAL THEOREM OF ASSET PRICING

In [3], the pricing theory for contingent claims in incomplete market is derived. The
fair price is taken as inf (P,).
Recall that {Z;}L , is a martingale under a probabilistic measure Q if
E[Zt|ft,1] = Zt,1 Q—a.s., t= 1, .. .,T.
If in addition Q < P, we call Q) the martingale measure for the process {Z;}_,.

Theorem 5.1. Suppose the market admits no free lunch in the limit. Then the

writer’s fair price is
T
max EolF:) + «
5| ol o

where @ denotes the space of finitely additive martingale measures and
« = inf domu > —oo.

Also the equivalent characterization of the arbitrage-free market is discussed. But
Lemma 7.1 and consequently Theorem 7.2 in [3] should be formulated more carefully.
Let us present the corrected version of the theorem and its proof.

Lemma 5.2. Problem (D,,) is feasible if and only if there exists a finitely addi-
tive equivalent martingale measure Q@ on Q such that inf,cp~ o 7 pr){Eqw] —
Eplu(w)]} > —oc.

Proof. Let y = (o, (y1,4?), - - -, (yr,y%)) € Y be feasible for (D,,). Then y satisfies
the constraints in (D,,)

Ee Z] 61 + (W, Z 01-1) = Elpp—12Z,_10:1] + (v 1, Z, 16:-1)
for all 6, € L®(Q, Fy_1, P;R7TY), t=1,....T,
(yr,y>) € dom(Eu)*, y > 0.

It can be shown that yr > 0 P-a.s. as it was in [3].
Let o7 = (vr,v%) where

v = yr
p=—2L
Elyr] + (y2,1)
and o
v) = Yr

Elyr] + (yg,1)
We show that the set function @) defined by
Q(E) = (vr,1p),E € F
is an equivalent finitely additive martingale measure. The finite additivity is induced

by such property of (yr,y%). By normalization, Q(Q) = (vr,1) = % +
T
(y2.1)

Bt = 1. Since v > 0, @Q is equivalent to P. Now we show that @ is a

martingale measure for the price process Z. Let v; = E[vr|F;] and v) be the unique
singular component which is F;-measurable and satisfies

(v 1) + Evrlg] = Q(E) for all E € Fy,t =0,...,T.

Then
Yt
Vt = oy
E[yT] + <yTa 1>
and 0
W) = Ui

Elyr] + (7, 1)
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Thus by the constraints in (D,), we obtain
Eq(Z0:-1] = ElvrZ 6]+ (0], 2 6:1)
[0eZ 0-1] + (v, 2, 01-1)
[/Ut—lz;l;let—l] + <U,(5)71, Zt—zlet—1>
EQ[leﬂ,l].

E
B
E

Hence @ is an equivalent finitely additive martingale measure. Since (yr,y%) €
dom(Eu)*, we have

sl (Bolul=Bluw)l} = i€ {Eloyr]+ (. w) - Elu(w)]} > —oc

Now suppose that there exists an equivalent finitely additive martingale measure
Q such that inf,,¢ 0,7 pr){ Eqg[w] — E[u(w)]} > —oo. Let (y,3°) be the represen-
tation of @ in (L*°)*(Q, F, P;R). By assumption, we get

Eu)*(y,y°) = inf Eglw] — E > —
(B’ (s’ = inf(Eolw] - E[uu)]} > ~cc.
and hence (y,y°) € dom(Eu)*.

Let y; = E[y|F;] and let y? be the unique F;-measurable singular component such
that

(¥, 1p) + Elylg] = Q(E) for all E € F;,t =0,...,T.

Then y = (yo, (¥1,4), ..., (yr,y%)) € Y is a feasible solution to (D,,), which com-
pletes the proof. O

Corollary 5.3. Problem (D,,) is feasible if and only if P is the martingale measure
for the price process.

Proof. It is sufficient to make the following observation. Let us assume that
there exists a finitely additive equivalent martingale measure @@ on 2 such that
infyeree o7 Pr){Eqw] — Ep[w]} > —oco. We show that in such case Q = P. On
the contrary, suppose that there exists E € F such that Q(E) # P(E). Without loss
of generality we assume P(E) > Q(E). Let w” = v1g. Then Egw”] — Ep[w”] =
v(Q(E) — P(E)) \, —o0 as v — 0o, which contradicts the assumption. O

Theorem 5.4. The market admits no free lunch in the limit if and only if P is the
martingale measure for the price process.

Proof. Consider the writer’s portfolio optimization problem (P,,) with (P,,) strictly
feasible and satisfying Fy > essinf Zthl Fr. By Theorem 4.1, no free lunch in the
limit is equivalent to the boundedness of (P, ). This is equivalent to the feasibility
of (D,,) through the duality result in Theorem 3.1. Finally, Corollary 5.3 gives us
the equivalence between the feasibility of (D,,) and the property of P being the
martingale measure. O

In fact, the original concept of free lunch does not depend on the choice of the
equivalent underlying probabilistic measure P, but the free lunch in the limit does.
Therefore in Theorem 5.4, we cannot talk about any equivalent martingale measure,
but just the underlying probabilistic measure P. There is no general method to
specify whether or not a probabilistic martingale measure for the price process exists.
The answer is known in the case of F finite (see e.g. [1]).
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