On pathwise functional It6 calculus and its applications to
mathematical finance

Inauguraldissertation
zur Erlangung des akademischen Grades
eines Doktors der Naturwissenschaften
der Universitdat Mannheim

vorgelegt von
Iryna Voloshchenko
aus Kiev, Ukraine

BUSM%)

S el %

JELIELIL

Mannheim, 2016



Dekan: Professor Dr. Heinz Jiirgen Miiller, Universitdt Mannheim
Referent: Professor Dr. Alexander Schied, Universitat Mannheim
Korreferent: Professor Dr. Rainer Dahlhaus, Universitat Heidelberg

Tag der miindlichen Priifung: 6. September 2016



Abstract

In recent years, pathwise It6 calculus has been particularly popular in mathe-
matical finance and economics. This is due to the fact that the results derived with
the help of the pathwise [t6 calculus are robust with respect to model risk that
might stem from a misspecification of probabilistic dynamics. In this sense, there is
also a close link to robust statistics. The only assumption on the underlying paths
is that they admit the quadratic variation in the sense of Follmer.

In this thesis, we will be particularly interested in the functional extension of
Foéllmer’s pathwise calculus, since it is natural to assume that randomness impacts
the current situation not simply by influencing the current state of the process but
through its entire past evolution. In a first part, we derive the associativity property
of the pathwise It integral in a functional setting for continuous integrators. This
allows us to establish existence and uniqueness results for a class of linear functional
It6 differential equations. With this at hand, we turn to financial applications.

First, we use functional pathwise It0 calculus to prove a strictly pathwise version
of the master formula in Fernholz’ stochastic portfolio theory. This adds a new
case study in which continuous-time trading strategies can be constructed in a
probability-free manner by means of pathwise [t6 calculus. Moreover, the portfolio-
generating function may depend on the entire history of the asset trajectories and on
an additional continuous trajectory of bounded variation. Our results are illustrated
by several examples and shown to work on empirical market data.

Second, we consider a strictly pathwise setting for Delta hedging exotic options,
based on Follmer’s pathwise It6 calculus. Price trajectories are d-dimensional con-
tinuous functions whose pathwise quadratic variations and covariations are deter-
mined by a given local volatility matrix. The existence of Delta hedging strategies
in this pathwise setting is established via existence results for recursive schemes of
parabolic Cauchy problems and via the existence of functional Cauchy problems
on path space. Our main results establish the nonexistence of pathwise arbitrage
opportunities in classes of strategies containing these Delta hedging strategies and
under relatively mild conditions on the local volatility matrix.
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Zusammenfassung

In den letzten Jahren hat das pfadweise It6 Kalkiil sowohl in der Finanzmathe-
matik als auch in der Wirtschaft zunehmend mehr an Bedeutung gewonnen. Dies
ist darauf zurtickzufiihren, dass es “robuste” Resultate in dem Sinne liefert, dass sie
das Modellrisiko, welches durch eine fehlerhafte probabilistische Modellierung der
zugrundeliegenden Wertentwicklung entstehen konnte, eingrenzen.

In dieser Arbeit liegt der Schwerpunkt auf der funktionalen Erweiterung von
Follmer’s pfadweisem Kalkiil, welche dadurch motiviert wird, dass in vielen prak-
tisch relevanten Situationen das FErgebnis von der ganzen vergangenen Entwicklung
und nicht nur von dem Wert im betrachteten Zeitpunkt abhéngt. Im ersten Schritt
leiten wir die Assoziativitdt des pfadweisen funktionalen Itd Integrals fiir stetige
Integratoren her, was uns dann erlaubt, Existenz- und Eindeutigkeitsresultate fiir
eine Klasse von linearen funktionalen Ito Differentialgleichungen zu zeigen. Damit
wenden wir uns den folgenden zwei finanzmathematischen Fragestellungen zu.

Erstens benutzen wir die Assoziativitatseigenschaft, um eine pfadweise Ver-
sion der Masterformel aus Fernholz’ stochastischer Portfoliotheorie zu zeigen. Dies
kann als eine zusatzliche Fallstudie betrachtet werden, in welcher zeitstetige Han-
delsstrategien ganz ohne probabilistische Annahmen konstruiert werden. Zudem
diirfen die portfoliogenerierenden Funktionen von der ganzen Vergangenheit der
Preisentwicklung der Vermogenswerte und von einer zusatzlichen Komponente von
beschréankter Variation abhdngen. Unsere Resultate werden anhand von empirischen
Marktdaten durch Beispiele untermauert.

Zweitens betrachten wir einen pfadweisen Modellrahmen fiir das Delta—Hedging
exotischer Optionen. Die Preistrajektorien werden dabei durch d-dimensionale
stetige Funktionen modelliert, deren Kovariationsstruktur durch eine vorgegebene
lokale Volatilitatsmatrix bestimmt wird. Die Existenz der Delta Hedging—Strategien
wird durch Existenzresultate fiir rekursiv gegebene parabolische Cauchy—Probleme
und funktionale Cauchy—Probleme auf dem Pfadraum gewéhrleistet. Wir zeigen die
Nichtexistenz von pfadweisen Arbitragegelegenheiten in einer Klasse von Strategien,
die solche Delta Hedging-Strategien beinhalten, unter relativ milden Annahmen an
die lokale Volatilitatsmatrix.
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Chapter 1

Introduction

1.1 Summary of results

In many situations uncertainty influences the outcome by affecting not only the current state
of the world but the entire past. For instance, the quality of a harvest may depend on the
current temperature and on the pattern of past temperatures. In finance, the price or hedging
strategy of a path-dependent option may in general depend on the entire past evolution of the
underlying price trajectory; see, e.g., [34] for more examples. Motivated by these arguments,
Dupire [34] and Cont and Fournié |20} 21] have recently introduced a new type of stochastic
calculus, known as functional Ité calculus. 1t essentially relies on an extension of the classical
It6 formula to functionals depending on all of the past values of the underlying path, and
not only on the current value. The approach taken in [20] is a direct extension of the non-
probabilistic It6 formula of Follmer [46] to non-anticipative functionals on Skorohod space.
These functionals must possess certain directional derivatives that may be computed pathwise,
but without requiring Fréchet differentiability. An alternative approach, which to some extent
still relies on probabilistic arguments, was introduced by Cosso and Russo [22]; it is based on
the theory of stochastic calculus via regularization [26], 27, 28, 29} 30, [7§].

In Chapter [2, we first describe an elementary setting for continuous-time modeling of asset
prices and discuss what assumptions the price trajectories have to fulfill so as to allow for a
reasonable integration theory for self-financing strategies. Proposition extending and
elaborating an argument by Follmer [47], shows that what we must assume is that the price
paths admit a continuous quadratic variation structure in the sense of [46] so as to allow for
pathwise (functional) Itd calculus. In a second step, we compare the approach to functional
[t6 calculus from [20] with the alternative approach from [22]. However, functionals of interest
often depend on additional arguments such as quadratic variation, moving average, or running
maximum of the underlying path, which are not sufficiently regular for the framework of [20]
(see also the discussions in [21] and [34]), respectively [22].

In Chapter , which is based on [82], we will therefore extend the functional change of vari-
ables formula from [20] to functionals F' depending on an additional variable A that corresponds

1



2 Introduction

to a general path of bounded variation. This requires us to extend the notions of the horizontal
and vertical derivatives to functionals of this type. This extension then allows us to derive the
following associativity rule: Assume that £ is suitably integrable with respect to a continuous
path X that satisfies the assumptions of Follmer’s pathwise Itd calculus and let 1 be suitably
integrable for Y'(t) := fot €(s)dX(s). Then, the main result in Chapter , corresponding to [82]
Theorem 3.1], states that n¢ is again suitably integrable with respect to X, and we have the
intuitive cancellation property

/OT n(s)dY(s) = /OT n(s)&(s)dX (s).

Although in standard stochastic calculus the associativity of the stochastic integral follows im-
mediately from an application of the Kunita—Watanabe characterization, in our present strictly
pathwise setting this characterization is not available. Thus, the fact that we can only use an-
alytical techniques renders the proof of this associativity property considerably more involved.

Nevertheless, just as in standard stochastic calculus, associativity is a fundamental property
of the It6 integral and of crucial importance for a number of applications. For instance, in [80],
a basic version of the associativity rule was derived, which allows for a pathwise treatment
of constant-proportion portfolio insurance strategies (CPPI), and shows that it is possible to
translate the Doss—Sussmann method to the pathwise It6 calculus (see [67), Section 2.3]). In
Section|3.4] we will use the associativity rule in pathwise functional [t6 calculus in order to prove
existence and uniqueness results for pathwise linear It differential equations whose coefficients
are non-anticipative functionals.

Originally, our desire to derive an associativity rule within functional pathwise It6 calculus
was motivated by the fact that it is needed for analyzing functionally dependent strategies in
a pathwise version of Stochastic portfolio theory (SPT). In our Chapter {4 which is based on
[84], we will see how this application can be carried out.

Stochastic portfolio theory was introduced by Fernholz [37, [38] 40]; see also Karatzas and
Fernholz [45] for an overview. On one hand, this framework provides theoretical methods that
can be used to analyze portfolio behavior and the structure of equity markets. On the other
hand, SPT has been successful in many practical applications concerning portfolio analysis
and optimization. SPT aims at constructing investment strategies that outperform a certain
reference portfolio such as the market portfolio, p(t), as shown in, e.g., [44]. The focus in
standard SPT is mainly on functionally generated portfolios that are constructed from functions
G(t, pu(t)) that depend on the current state of the market portfolio, p(t). The performance of
such functionally generated portfolios, with respect to the market portfolio, is described in a
very convenient way by the so-called master formula of SPT, which, under certain conditions,
may allow for (relative) arbitrage opportunities. For instance, in [90] a variant of the strategy
from [44] is studied, namely, a diversity-weighted portfolio with negative parameter p < 0; in
[59], the generating functions are interpreted as Lyapunov functions, i.e., via the property that
G(t, pu(t)) is a supermartingale under an appropriate change of measure. In [87], the classical
master formula is extended to the case where the generating function, GG, may additionally
depend on the current state of a continuous trajectory A with components of bounded variation.
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In practice, the construction of portfolios often involves knowing not just the current market
prices or capitalizations but also past data such as econometric estimates, moving or rolling
averages, running maxima, realized covariances, Bollinger bands, etc. Therefore, it is natural
to ask whether we can establish a master formula for portfolios that are based on functionals
depending on the entire past evolution of the market portfolio, u* := (ju(s))o<s<t, and possibly
also on other factors. Our main result in Chapter , Theorem , which corresponds to [84,
Theorem 2.9], gives an affirmative answer to this question: It establishes a master formula
for portfolios that arise from sufficiently smooth functionals of the form G(t, ut,AZ), where
Al = (Au(s))o<s<s is an additional m-dimensional continuous trajectory, which may depend
on 4 in an adaptive manner, and whose components are of bounded variation. With this at
hand, we turn to discussing concrete examples of portfolios that are generated by functions of
mixtures of current asset prices and their (adjusted) moving averages. Our analysis is carried
out both on a mathematical level and on empirical market data from Reuters Datastream.

Moreover, following [84], Chapter [4| deals with the basis for the modeling framework of SPT.
Usually, price processes for SPT are modeled as Itd processes, but at the same time it has often
been remarked that the (standard) master formula yields a path-by-path representation of the
associated relative wealth. Thus the following questions might arise:

e To what extent does the derivation of the results of SPT rely on a stochastic model?

e Must price processes really be modeled as 1t6 processes driven by Brownian motion or
can we relax this condition and consider more general processes, perhaps even beyond
the class of semimartingales?

e [s it possible to get rid of the nullsets inherent in stochastic models and prove the master
formula in a strictly probability-free way?

Our approach gives affirmative answers to the questions raised above. To this end, we show
that the results of SPT can be derived within the strictly pathwise Follmer’s It6 calculus
[46] and its functional extension of Dupire [34] and Cont and Fournié [20}, 21]. In particular,
we will use in Chapter || the slightly extended formalism of [82] (see Chapter [3) and heavily
rely on the pathwise functional associativity rule, Theorem [3.3.1] Thus, the only assumption
on the trajectories of the price evolution is that they are continuous and admit continuous
quadratic variations and covariations in the sense of [46]. This assumption is satisfied by all
typical sample paths of a continuous semimartingale but also by non-semimartingales, such as
fractional Brownian motion with Hurst index H > 1/2 and many deterministic fractal curves
(see [67, [8T]).

In the context of model uncertainty, avoiding the choice of a probabilistic model as done in
the pathwise framework becomes very useful for practical applications. It is known from previ-
ous discussions that, for example, hedging strategies for variance swaps and related derivatives
can be constructed in a purely pathwise manner (see [25],[49]), while [80] adds the analogous re-
sult on CPPI strategies; see also [11], 18|, 23] [79] for similar analyses on other financial problems.
In this sense, our results also contribute to robust finance, which aims at reducing the reliance on
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a probabilistic model and, thus, to model uncertainty. Robustness results for discrete-time SPT
were previously obtained also by Pal and Wong [68], where the relative performance of port-
folios with respect to a certain benchmark is analyzed using the discrete-time energy-entropy
framework [69] 99] 100].

In the final Chapter [§] which follows [83], we discuss strictly pathwise hedging of ex-
otic derivatives. A theory of hedging European options of the form H = h(S(T)) for one-
dimensional asset price trajectories S = (S(t))o<i<r was developed by Bick and Willinger
[11], using Follmer’s strictly pathwise approach [46] to It6 calculus. In particular, [11] es-
tablished that if S is strictly positive and admits a pathwise quadratic variation of the form
1S, S|(t) = fot a(s, S(s))ds, where a(s,z) > 0, then a solution v to the terminal-value problem

ve C([0,T) x Ry) NC([0,T] x Ry),
% 1 a2 =0in [0,T) x Ry, (1.1.1)
o(T,z) = h(z), v € Ry,

gives rise to a self-financing trading strategy with portfolio value v(¢, S(t)) that perfectly repli-
cates the payoff H = h(S(T')) in a strictly pathwise sense. Thus, the initial value, v(0,.5(0)),
represents the cost that is required to replicate the payoff H, which, in standard continuous-
time finance, is usually interpreted as an arbitrage-free price for H. In our strictly pathwise
situation, however, we first need to exclude the existence of strictly pathwise arbitrage in order
for this latter interpretation to make sense.

In a first step, we take as starting point the approach from [I1] and extend their results to
the situation with a d-dimensional price trajectory, S(t) = (Si(t),...,Sq(t))", and an exotic
option whose payoff is given by H = h(S(ty),...,S(tn)), where tg < t; < --- < ty are the
fixing times of daily closing prices and h is a certain function. In practice, most European-style
exotic derivatives (i.e., such derivatives that pay off at maturity 7") are given in this form. We
show that such options can be hedged in a strictly pathwise sense if a certain recursive scheme
of terminal-value problems can be solved, by using ideas from [79]. We also provide
sufficient conditions for the existence and uniqueness of the corresponding solutions.

In a second step, we turn to discussing the absence of strictly pathwise arbitrage in a
class of strategies that are based on solutions of recursive schemes of terminal-value problems
and comprise, in particular, the Delta hedging strategies of exotic derivatives of the form
H = h(S(t),...,S(tn)). Our main result in this chapter, Theorem [5.2.4] which corresponds
to [83, Theorem 3.3], establishes the non-existence of admissible arbitrage opportunities in a
strictly pathwise sense under the condition that the covariation of the price trajectory is of the
following form

d = a;;(t,S(t))dt if S takes values in all of R?, (11.2)
v aij(t,S(t))S;(t)S;(t)dt if S takes values in R?, o

with a continuous, bounded, and positive definite matrix a(t, z) = (a;;(t, z)). Here, admissibil-
ity is understood in the usual sense, namely, we require that the portfolio value of a strategy
must be bounded from below for all considered price trajectories.
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Our result on the absence of arbitrage is related to [2, Theorem 4], where the absence of
pathwise arbitrage is established in the one-dimensional case for constant a > 0 and a certain
class of smooth strategies. However, there are several differences between this and our result.
First, we consider a more general class of price trajectories that are based on local instead
of constant volatility and allow for an arbitrary number d of traded assets, whose prices may
either be strictly positive or of Bachelier type. Second, in our class of trading strategies the
natural Delta hedging strategies for path-dependent exotic options are included and, third,
our proof uses completely different techniques; while Alvarez et al. [2] transfer the absence
of arbitrage from the probabilistic Black—Scholes model to a pathwise context, by applying a
continuity argument, our proof does not involve any probabilistic asset pricing model. Instead,
our proof relies on Stroock’s and Varadhan’s idea for a probabilistic proof [89] of Nirenberg’s
strong parabolic maximum principle.

In Section [5.3] we turn to the case where the option’s payoff may depend on the entire
past evolution of the asset price trajectory. Hence, Follmer’s pathwise Ito formula needs to be
replaced by the corresponding functional extension; we will use the formulation in Theorem
. Furthermore, the previously considered Cauchy problem, as given in (1.1.1), and the
associated iterated scheme need to be replaced by a functional version of the Cauchy problem
on path space; this was, for instance, studied in Peng and Wang [74] and Ji and Yang [58]. Our
results on hedging strategies and the absence of pathwise arbitrage can be naturally extended
to this functional setting.

There are many other approaches to hedging and arbitrage in the face of model risk. For
continuous-time results, we refer, for instance, to Lyons [63], Hobson [54, [65], Vovk [92, 93] 94],
Bender et al. [9], Davis et al. [25], Biagini et al. [10], Beiglbock et al. [§], Schied et al. [84], and
the references therein. For discrete-time settings, we refer the reader, for instance, to Acciaio
et al. [I], Bouchard and Nutz [14], Féllmer and Schied [48, Section 7.4], Riedel [77], and again
the references therein.
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Schmidt for helpful comments concerning Chapter [5| of this thesis. I would also like to thank
my coauthor Leo Speiser without whose prior work Chapter 4] would not have been possible.
I gratefully acknowledge support by Deutsche Forschungsgemeinschaft through the Research
Training Group RTG 1953. Last but not least, I would like to thank my family for their
understanding and constant support during my dissertation project.



Chapter 2

Continuous time modeling of asset
prices

In mainstream finance, the price evolution of a risky asset is usually modeled as a stochastic
process defined on some probability space and hence is subject to model uncertainty. In a
number of situations, however, it is possible to construct continuous-time strategies on a path-
by-path basis and without making any probabilistic assumptions on the asset price evolution.
Let us start with considering two assets, in which trading is allowed. Typically we assume that
we have a riskless bond and a risky asset. The prices of the riskless bond, B(t), will be described
via a continuously compounded interest with short rate r(¢). Since usually prices of risky assets,
denoted by S(t), can rise or fall in rather an unpredictable manner, as is illustrated by any
stock or index chart, we will not impose any particular assumptions on it for the moment.

A key concept in mathematical finance is the notion of self-financing strategies. First recall
the situation, where trading can take place only at finitely many time points 0 = {5 < t; <
-+ <ty < T and the corresponding strategies £ and 1 are constant on each interval [t;,¢;.1)
and on [ty,T]. Then, <£<ti)’77(ti))i:0,...,N—1 will be self-financing if and only if the terminal
value of the portfolio (£(¢;),n(t;)) of the i-th trading period coincides with the initial value of
the portfolio (&(ti11),n(ti41)) of the next trading period. That is,

§(ti)S(tixa) +n(ti) B(tiza) = E(tiv1) S(tiva) + ntig1) B(tiya)-

Intuitively this means that the portfolio should always be rearranged so as to preserve its
present value. It follows easily that the accumulated gains and losses resulting from asset price
fluctuations should then represent the only source of variations in the portfolio value, i.e., the
trading strategy (£(t;), n<ti))i:0,...,N—1 is self-financing if and only if

V(t:) =V(0) + Y &(tao1) (S(t) = S(tr=1)) + Y nlter) (B(tr) — Blts-1)). (2.0.1)

Let us now consider the case, where prices S(t) and B(t) are available at each time 0 <
t < T of the trading period. Then, the portfolio value of a continuous-time trading strategy

7



8 Continuous time modeling of asset prices

(&(®),n(t) gepr = (&) is given by
V() = £0)SH) +nt)B(t), 0<t<T. (2.0.2)

If we let the partition {tg,...,t N} of the considered time interval [0, 7] become finer and finer,
the right-hand side of equatlon should naturally converge toward the sum of an integral
of & with respect to S and an mtegml of n with respect to B, which should be given as the limit
of the Riemann sums in (2.0.1). Denoting these integrals by fo s)dS(s) and fo s)dB(s),
respectively, we would obtain the following condition in order for the Contlnuous time tradmg
strategy (5,77) to be self-financing:

0 —i—/tf(s)dS(s)—l—/tn(s)dB(s), 0<t<T. (2.0.3)

The integral with respect to the bond price, fo s)dB(s), is indeed a Riemann-Stieltjes integral,
and criteria for its existence are well known. However, the question arises what assumptions
have to be imposed on the path ¢t — S(¢) in order to have a “reasonable” integration theory for
self-financing strategies.

2.1 Functions of bounded variation

The first solution one Would probably think of is to define fo s)dS(s) via the limit of the
Riemann sums in , which involves the concept of functlons of bounded variation. In
the following, we recall some results from classical integration theory for functions of bounded
variation; see, e.g., [75], or [95].

Definition 2.1.1. Let [0, 7] be a subinterval of [0, c0).

(i) A partition of the time interval [0, 7] is a finite set T = {to,1,...,t,} C [0,7] such that
neNandO=t,<t; <...t, =1T.

(ii) We will denote the successor of t € T,, by ¢/, i.e

v min{u € T, |u >t} ift<T,
T ift="T.

iii) The mesh of a partition T is defined as |T| := sup,cr [t' — ¢].
(iii) teT

(iv) A sequence of partitions (Ty), .y is called a refining sequence of partitions if each T, is a
finite partition of the interval [0, 7] and satisfies Ty C Ty C --- as well as mesh(T,,) — 0
asn T oo.
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Definition 2.1.2. For a right-continuous function ¢ — A(¢) on the time interval [0, 7] C [0, c0),
we define the total variation of A over [0,T] as

Vio)(A) := sup > AW — AW, (2.1.1)

teT

where the supremum is taken over the class of all partitions T of the finite interval [0,T]. We
say that t — A(t) is of bounded variation if Vo r)(A) < co. The class of all such functions on
[0, T'] will be denoted in the following by BV ([0, 7). Analogously, the class of all such functions
that are moreover continuous will be denoted by CBV ([0,7T]) = BV ([0,T]) N C([0,T}).

It is a well known fact that if (T),) is a refining sequence of partitions, then

Vi) (4) = lim Y |A(¥) — A(t)] € [0, oc]. (2.1.2)

Clearly, continuously differentiable functions on [0, 7] are of bounded variation; more generally,
monotone finite functions on [0,7] are of bounded variation. Conversely, we can give the
following characterization of the class BV ([0,T7).

Proposition 2.1.3 (|75, Proposition 4.2]). A function t — A(t) on [0,T] belongs to the class
BV ([0,T]) if and only if it can be represented as the difference of two non-decreasing right-
continuous functions t — A*(t) and t — A~ (t) of class BV ([0,T)), i.e.,

A=AT - A",
If in addition A is continuous, then AT and A~ can be chosen as continuous functions.

Remark 2.1.4 (Quantile transform). Let ¢ — A(t) be a non-decreasing right-continuous func-
tion on [0, 7], then we can define its generalized right-continuous inverse function,

q(s) :==1inf{t € [0,T] | A(t) > s},

which is itself a non-decreasing right-continuous function (see [75, Lemma 4.8] for a detailed
discussion). We set by convention ¢(0—) = 0 and ¢(s—) = lim, s ¢(u) = inf{t € [0,T] | A(t) >

s}

(a) As pointed out in [75], the functions A and ¢ do not play symmetric roles in the sense
that if A is continuous, ¢ is still only right-continuous; in this case, we have A(q(s)) = s,
and g(A(s)) > s if s lies in an interval of constancy of A. The right-continuity of the
function ¢ does not stem from the right-continuity of A, but is given inherently in its
definition via a strict inequality. Moreover, if A is strictly non-decreasing, then ¢ is a
continuous function: ¢ = A~!.

(b) The function A is the generalized right-continuous inverse function of ¢, that is,

A(t) = inf{s € (A(0), A(T)] | q(s) > t}.
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(c) Let A denote the Lebesgue measure on the interval (A(0), A(T)], and define the measure
v on [0, 7] as the image X o ¢~! of X\ under ¢ : (A(0), A(T)] — [0,T7], then

v([0,7]) = A().
If in addition A is continuous, we have A = v o A~!, respectively v = Ao A.

Theorem 2.1.5 ([75, Theorem 4.3]). There is a one-to-one correspondence between finite
(signed) measures v on [0,T]| and right-continuous functions with bounded variation, which
15 given via
A(t) = v([0,t]) = v1([0,t]) — v ([0,1]), (2.1.3)
where
vH([0,8]) = AT(t), respectively, v~ ([0,t]) = A (¢).

Definition 2.1.6. Let f, A : [0,7] — R be such that f is bounded, measurable and A is of
class BV ([0,T]). Then, the Lebesgue-Stieltjes integral of f with respect to A is defined as the
Lebesgue integral of f with respect to the measure v, i.e.,

Fs)dA(s) == [ Flsp(ds) = [ flswr(ds) = [ fls)v(ds).

(0,¢] (0,¢] (0,¢] (0,¢]

Remark 2.1.7. If A is of class CBV([0,T]), we can simply write fo s)dA(s) instead of
f[ f(s)dA(s), or f 0a ) s)dA(s), since in this case v({t}) = 0. Furthermore, it can be shown

that for A € CBV (|0, T]) and right-continuous f, the Lebesgue-Stieltjes integral fo s)dA(s)
coincides with the Riemann-Stieltjes integral: It is the limit of both the upper and the lower
Riemann sums, and in particular,

[ a6 = 3 (Al - A)

s€Ty,s<t
for (T,) a refining sequence of partitions of [0, 7.

Proposition 2.1.8 ([95, Theorem 1.5 c|). For A € BV ([0,T]), respectz'vely CBV(]0,T]), and
a measurable bounded function fon [0,T], the function t — fo 0.4 s)dA(s) is again of class
BV ([0,T7]), respectively CBV ([0,T7).

The tools from Lebesgue integration theory allow us to infer that Stieltjes integrals satisfy
the following computational identities.

Proposition 2.1.9. (i) Associativity of the integral: Let A be of class BV([O T]) and f,
g measurable, bounded functions on [0, T]. For the integral function B(t f[o q g(s)dA(s)
we have

f(s)dB(s) = [ [f(s)g(s)dA(s). (2.1.4)

[0,t] [0,¢]
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(iii) Integration-by-parts formula or product rule: Let A and B be of class BV ([0,T1]),
then
A(t)B(t) — A(0)B(0) :/ B(s—)dA(s) —|—/ A(s)dB(s). (2.1.5)
(0,t] (0,t]
(iv) Fundamental Theorem of Calculus (FTC): Let A be of class CBV ([0,T]) and f

continuously differentiable, then

FIAW) — F(A®D) = /0 F(A(s)) dA(s). (2.1.6)

The fundamental theorem of calculus in the form of (2.1.6)) can be extended to functionals F’
depending on the entire past evolution of A, and not only on its current value. The subsequent
theorem is a corollary of Theorem [3.2.1

Theorem 2.1.10. Let A € CBV™([0,T],S), where S C R™ Borel, i.e., A is a continuous
function with values in S whose components are of bounded variation. Suppose moreover that
F = F(t, A") is a left-continuous non-anticipative functional (see Definition and Defini-
tz’on of class CH([0,T]) (see Deﬁnition such that its first-order vertical derivative
with respect to A in the sense of Definition[3.1.5, denoted by V 4 F', and its horizontal derivative,

defined by
F(t, A" — F((t — h), A™")

DF(t, A" := i 2.1.
(2, A7) := lim z : (2.1.7)
if this limit is finite, are boundedness-preserving in the sense of (3.1.5)). Then,
T T
F(T, AT) — F(0, A?) :/ DF(S,As)ds—l—/ VaF(s, A®)dA(s). (2.1.8)
0 0

Let us now return to the question, which was the starting point for the above discussion. Will
we obtain a “reasonable” integration theory for self-financing trading strategies if we suppose
that S has bounded variation? Assume, for the moment, that B = 1, then a trading strategy
(f , 77) will be self-financing if and only if its portfolio value satisfies

V(t)=V(0)+ /tﬁ(s) dS(s), 0<t<T.

Moreover, for any risky component £ for which the integral fg £(s)dS(s) is well-defined, there
exists a riskless component 7 such that the pair (§ , n) is a self-financing trading strategy; choose

n(t) =V (0)+ /Otf(s) dS(s) —&(t)S(t). (2.1.9)

Then, the strategy defined by
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and 7 as in (2.1.9) will be self-financing, and ¢ is of the form £(t) = f/(S(¢)) for the function
flz)= (x-S (0))2. Thus, in conjunction with the Fundamental Theorem of Calculus in the

form of (2.1.6]), we have

t t

VO = VO + [ §6)a50) = [ 1/(5()dS(s) = 1(S) = £(5(0)) = (5(0) = 5(0))".
Hence, applying this simple strategy we would stay clear of any possible losses. Moreover, as
soon as the price process S(t) moves away from the starting value S(0), we would obtain a
strictly positive profit. That is, without any knowledge of the stock price evolution other than
that it satisfies the Fundamental Theorem of Calculus , the above strategy yields an
arbitrage opportunity!

This follows from the following proposition, giving reasonable necessary and sufficient con-
ditions for the existence of fot &(s)dS(s). Note that this proposition extends and elaborates an
argument by Follmer [47]. For the sake of completeness, we present here the multi-dimensional
version (see [83, Proposition 2.1]).

Proposition 2.1.11. Let t — S(t) € R? be a continuous function on [0,T]. For i,j €
{1,...,d} and K;; € R with K;; = Kj;, we consider the trading strategy 9 = (&7,...,&7)T
defined by
2(Si(t) + S;(t) — Kyj) ifi#jandk=1i ork=j,
J () = 4 2(Si(t) — Ky) ifi=jandk =i, (2.1.10)

0 otherwise.

Then f(f £ (t)dS(t) ewists for all t and all i,j as the finite limit of the corresponding Riemann
sums, i.e.,

/0 £9(s)dS(s) = lim Z £9(s)(S(s") — S(s)), (2.1.11)

ntoo
s€Ty, s<t

if and only if the covariations (along a given refining sequence of partitions (T,) of [0,T]),

(S, S5]() == lim Y (Si(s") — Si(s))(S5(s) — S5 (s)), (2.1.12)

ntoo
s€Tn,s<t

exist in R for all t and all i,j. In this case, we have

2

/0 t §"(s)dS(s) = (Si(t) — Ki)™ — (Si(0) — Ki)* =[Sy, Sil(¢), (2.1.13)
and, for i # 7,

/0 §9(s)dS(s) = (Si(H)+S;(t) = Kij)” = (S:(0) + 8;(0) = Kiy)* = > [Sk, Sil(t). (2.1.14)

k,tedij}
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Proof. First, consider the case i = j. Then,

§"(5) - (S(s') = S(s)) = 2(Si(s) — Kii)(Si(s") — Si(s))
= (Sils) = Kii)* = (Si(s) — Kii)* = (Si(s) = Si(s))*.

Summing over s € T,, yields

> E9)(5(s)=5(s)) = (Silta) = Ka)* = (Si(0) = Ka)* = D (Si(s)=5i(s))*, (2.1.15)

s€Ty, s<t s€Ty, s<t

with t,, = max{s'|s € T,,, s <t} \(t as n T oo. Clearly, the limit of the left-hand side exists if
and only if the limit of the right-hand side exists, which gives the result for the case ¢ = j. For
i # 7, we conclude analogously as above by using the already established existence of [Sy, Sk|(t)
for all k and ¢, in conjunction with the fact that >=; ,cr; [k, Sl = [S; + S, Si + Sj. O

Thus, if we wish to work with the very simple strategies of the form (2.1.10), we must
necessarily assume that the asset price trajectory S admits all pathwise quadratic variations
and covariations of the form . The other way around, if we suppose that the quadratic
variation of S; exists and vanishes identically (which is, for instance, the case if S; is Holder
continuous for some exponent a > 1/2), then for £% as in and K; = S;(0), the
integral [) £(s)dS(s) exists for all t. Letting n(t) := [; &(s)dS(s) — £(t) - S(t), we arrive at a
self-financing tradlng strategy with portfolio value V() = (S;(t) — S;(0))?, which gives us an
arbitrage opportunity as soon as 5; is not constant.

These two aspects imply that it is crucial to require that price trajectories S of a risky asset
possess all covariations [S;, S;] in the sense of (2.1.12). Follmer [46] showed that, if in addition
the covariations are continuous functions of ¢, t6’s formula holds in a strictly pathwise sense
(see also [86] for additional background and an English translation of [46]). This pathwise
It6 formula has recently been extended by Dupire, Cont and Fournié [19, 20, 21], 34] to the
functional setting, where the outcome may depend on all of the past values of the underlying
trajectory, and not only on its current value, which is the subject of the next section.

2.2 Functional ItO0 calculus

In [20], the strictly pathwise 1td formula [46] is extended to non-anticipative functionals on
the space D([0,T],R%) of Ré-valued cadlag paths. It is required that functionals should ad-
mit certain directional (pathwise) derivatives, but, importantly, no Fréchet differentiability is
imposed. Alternatively, Cosso and Russo [22] have introduced the functional It6 calculus via
regularization, which is closely related to Banach space valued calculus via regularization for
window processes; see [20], 27, 28, 29], B0, [78]. Although this alternative approach is close to a
purely pathwise approach, there is still a probability space in the background.

In the following, we will summarize and compare the approach taken in [20] with the alter-
native approach from [22].
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2.2.1 Functionals on spaces of paths

In [22], they fix a probability space (©2,F,P) and T' € (0, 00), take a filtration F = ()01
satisfying the usual conditions, and consider a real-valued continuous (respectively P-a.s. in-
tegrable) process X = (X(t)),cjoq (vespectively Y = (Y'(t)),cor))- Since every real contin-
uous process X is naturally extended to the real line by setting X (¢) = X(0), ¢t < 0, and
X(t) = X(T), t > T, this allows them to define a C([—T,0])-valued process X = (X;)
called the window process associated to X, which is given by

teR>

Xy ={X({t+=x), v [-T,0]}, teR. (2.2.1)
Definition 2.2.1 ([22, Definition 2.1]). If for every ¢ € [0, T], the limit

A Y(S) d_X(S) = lim Y(S)X(S + 6) - X(S)

e—0+ 0 €

ds (2.2.2)

exists in probability and if the resulting random function admits a continuous modification,
that process is denoted by fo Y d= X and called the forward integral of Y with respect to X.

Recall that a family (H(t)) re[0.T]
and only if supy<,<p |H () — H(t)| goes to 0 in probability, as e — 0*. Then the following
can be derived (see [22, Proposition 2.1]): If the limit in exists in the ucp sense, then
the forward integral fo Y d=X of Y with respect to X exists.

is said to converge to (H(t)),cjo7 in the ucp sense if

Definition 2.2.2 ([22] Definition 2.3]). The covariation or bracket of two continuous processes
X and Y is defined as

1 t
(X, Y](t) =[Y, X](t) = li131+ — | (X(s+¢e)—X(9)Y(s+e€)—Y(s))ds, te€][0,T], (2.2.3)
€E— € 0
if the limit exists in probability, provided that the limiting function admits a continuous version
(this is the case, for instance, if the limit holds in the ucp sense). If X =Y, X is said to be a
finite quadratic variation process and we set [X] := [X, X].

Note that the forward integral and the covariation generalize the classical [t6 integral and
covariation for semimartingales. In particular, the following holds (for a proof, see [7§]).

Proposition 2.2.3. (i) Let S', S? be continuous F-semimartingales. Then, [S*,S?| = [M*, M?],
where M (respectively M?) is the local martingale part of S' (respectively S?).

(7i) Let A be a continuous bounded variation process andY be a cidlag process (or viceversa),
then [A] = [Y, A] = 0. Moreover, [;Y d"A = [, Y dA is the Lebesque Stieltjes integral.

(iii) If W is a Brownian motion and Y is an JF-progressively measurable process such that
fOTY(s)2 ds < oo, P-a.s., then [ Y d"W = [[Y dW is the It6 integral of Y with respect
to W.
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Theorem 2.2.4 ([22] Theorem 2.1]). Let F': [0,T] x R — R be of class C**([0,T] x R) and
X = (X(t))te[O,T] be a real continuous finite quadratic variation process. Then, the following
Ito formula holds, P-a.s.,

F(t, X (1)) = F(0, X(0)) + / t 9,F (s, X (s)) ds
/8F3X( ))d=X (s /32 (s, X()d[X](s).  (2.24)

Note that although for simplicity we have assumed here that X is real-valued all these consid-
erations can be directly transferred to the multi-dimesional case.

On the other hand, Cont and Fournié [20] work with arbitrary but fixed paths, instead of
working with processes. In particular, they use the notion of quadratic variation in the sense
of Follmer [46], which we recall in the following.

Definition 2.2.5 (Quadratic variation). Let 7" > 0, (T,) = (T,),cy be a refining sequence
of partitions of [0,7], and X,Y € C([0,T],R). We say that X and Y admit the continuous
covariation [X,Y] along (T,), .y if and only if for all ¢ € [0, 7] the sequence

D (X(s) = X ()Y (s) = Y(s) (2.2.5)

converges to a finite limit, denoted [X,Y](t), and if ¢ — [X,Y](¢) is continuous. If X =Y, we
say that X admits the continuous quadratic variation [X] along (T,), oy (notation: X € QV),
and we set [X] := [X,X]. We say that X € C([0,T],R%) admits the continuous quadratic
variation along (T,) (notation: X € QVY) if and only if the functions X;, i = 1,...,d, and
X;+ X, 4,5=1,...,d, i # j, do. Writing 8¢ for the class of symmetric nonnegative definite
d x d matrices, the quadratic variation of X € C([0,T],R?) is given by the S{-valued function
[X], defined by

Xla= 6], Xl = 5 (06 + X0 - (X - X)) =X X, i# (220

Note that the quadratic variation depends strongly on the particular choice of the refining
sequence of partitions. For example, it is shown in [50} p.47] that for any continuous function
X :[0,1] — R there exists a refining sequence of partitions along which the quadratic variation
of X is identically zero. An example where [X, Y] does not exist even though both [X] and [Y]
exist is also given in [81, Proposition 2.7]. In addition, QV¢ is not a vector space [8I]. Also
note that for X, A € QV with [A] =0, the sum X + A also belongs to QV. Moreover,

(X, A](t) =0 and [X + A|(t) =[X](¢t) forallt.

In case of A € CBV/(]0,T]) this is equivalent to [80, Remark 8§].
For X € QV, the pathwise Follmer integral is defined as the limit of the corresponding
non-anticipative Riemann sums along (T},):

/ty( ) dT) X (s) —nlggoZY — X(s)). (2.2.7)

seTy
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Here, Y must be suitably integrable with respect to X, and in order to define we need to
a priori fix the refining sequence of partitions, along which the quadratic variation is computed.
In [20], they therefore use the notation fot 0. F (s, X (5))d™) X (s) so as to explicitly account for
this dependence.

Theorem 2.2.6 (Pathwise Itd formula [46]). Let F: [0,T] x R — R be of class C**([0,T] x R)
and X € QV. Then, the following pathwise Ité formula holds

F(t, X (1)) = F(0,X(0)) + / O F (s, X(s)) ds
+/08xF(s,X(s)) AT X (s /32 s, X (s)) d[X](s). (2.2.8)

One of the main issues in functional 1t6 calculus is the definition of functional pathwise
derivatives, whose introduction necessitates of discontinuities/jumps. In [20], Cont and Fournié
deal with this issue by considering functionals defined on spaces of cadlag paths. Let 7" > 0 and
D C R”™ be an arbitrary subset of R". By convention, a “D-valued cadlag function” is a right-
continuous function f : [0,7] — D with left limits such that for each t € (0,7), f(t—) € D,
Af(t) :== f(t) — f(t—) denotes the jump of f at time ¢, and f; denotes the restriction of f to
the interval [0,¢]. They fix an open subset U C R? and a Borel subset S C R™, m € N, and
denote by U; = D([0,t],U) the space of U-valued cadlag functions, respectively by C([0,t],U)
the space of continuous functions with values in U (analogously for S). Cont and Fournié [20]
work with non-anticipative functionals, i.e., families Y : [0, T] X Uy x Sy +— R such that for all
(t,X,V) e [0,T] xUr x Sr, Y(t, X, V) =Y (t,X;,V;). A non-anticipative functional can be
represented as Y (t, X, V) = Fi(X,,V}), where <Ft)te[0,T} is a family of maps F; : U; x S; — R.
For a path w € Ur x St, they denote by w;_ the path defined by

wi—(u) =w(u), wel0,t), w(t)=wt—). (2.2.9)

Note that w;_ is cadlag and should not be confounded with the left-continuous path u — w(u—).
This definition induces the following notion of predictability: A functional Y : [0, T xUr X S —
R is predictable if and only if for all (t,w) € [0,T] x Ur x Sr, Y (t,w) = Y(t,w;—). Cont and
Fournié [20] focus on functionals

F= (Ft>te[0,T] , FoU xS — R,
where F' has a “predictable” dependence with respect to the second argument, i.e.,
Vt c [O,T], V(X, V) c Z/{t X St7 E(Xta ‘/;5) - Ft(Xt7 ‘/;_) (2210)

Such functionals F' can then be viewed as maps on the vector bundle space Y = Ute[O’T} U xS;.
On the other hand, in [22], Russo et al. consider a map

W [0,T] x C([-T,0]) — R
(t,m) = W(t,n).
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It is readily observed that these two formulations are equivalent to one another: If we have a
family F' = (F}),cjo 7 of maps F; : C([0,7]) = R, the map W : [0,T] x C([-T,0]) = R can be
defined as

Wit) = B+ T) | ). (L) € [0.T) x C(I=T,0)).

The other way around, if we have given a map W : [0, 7] x C([-T,0]) — R, then the family of
maps I = (F}),co 7 can be defined as

) = W(t,n), (&7) €[0,T] x C([0,1]), (2.2.11)

where n(x) = n(z + 1)1 g(x) + 7(—t) 11—y (x), v € [-T,0]. Note that the map W contains
more information than F, since in the values of W at (¢t,n) € [0,7] x C([-T.,0])
where 7 is non-constant on the interval [T, —t] are not taken into account. However, the
equivalence between these two formulations is established by the fact that when considering
the decomposition of VW in terms of self-financing strategies, this additional information is not
crucial, as can be seen from the derivation of the It6 formula. Thus, the representation in [22]
allows one to work with a single map instead of working with a family of maps. Moreover,
the time variable and the underlying path itself have two distinct roles, as is the case for the
time variable and the space variable in the classical 1t6 calculus. The point is that this allows
them to focus only on the definition of horizontal and vertical derivatives (as emphasized in
[22, Remark 2.1]), and to define the horizontal derivative independently of the time derivative.
Since one can not, in general, extend in a unique way a functional W defined on C'([-T,0]) to
D([-T,0]), in [22] they introduce an intermediate space between C([—T',0]) and D([-T,0]),
denoted by €([—T,0]), the set of bounded trajectories on [—T),0], which are continuous on
[—T,0) and possibly have a jump at 0.

Definition 2.2.7 ([22, Definition 2.6]). The set €(|—T,0]) comprises the bounded functions
n: [=T,0] — R such that n is continuous on [T, 0), equipped with the following topology.
Convergence. The set €([—T,0]) is endowed with a topology inducing the following convergence:
(1),, converges to n in €([—77,0]) as n tends to infinity if the following conditions apply:

(1) 17l :== SUD e[ 7,0] | (z)| < C for any n € N for some positive constant C' independent
of n;
ii) sup () — n(x)| — 0 as n tends to infinity for any compact set K C [—T,0);
reK
(iii) 7,(0) = n(0) as n tends to infinity.
Topology. For each compact K C [—T,0), define the seminorm px on €([—7',0]) by

pr(n) = sup In(z)| + n(0)|, Vn € &([-T,0]).

Let M > 0 and €,,([—T, 0]) be the set of functions in €([—7",0]), which are bounded by M. Still
denote by px the restriction of px to €y ([—7,0]) and consider the topology on €y ([T, 0])
induced by the collection of seminorms (pg),. Then, €([-T,0]) is endowed with the smallest
topology (inductive topology) turning all the inclusions iy : €y ([-T,0]) — €([-T,0]) into
continuous maps.
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2.2.2 Functional derivatives

In order to define the functional derivatives, in [22] the “past” is separated from the “present”
of the path n € €([—T,0]). Informally, the horizontal derivative will call in the past values of
n, namely {n(x) : z € [-T,0)}, while the vertical derivative will call in only the present value
of n, namely 7(0).

Definition 2.2.8 (|22, Definition 2.7]). The set €([—T,0)) comprises the bounded continuous
functions v : [-7,0) — R, equipped with the following topology.

Convergence. The set €([—T,0)) is endowed with a topology inducing the following convergence:
(Yn),, converges to 7 in €([—T,0)) as n tends to infinity if the following conditions apply:

(i) sup,e(_7,0) [7m(x)| < C for any n € N for some positive constant C' independent of n;

(ii) sup,ex |vn(z) —v(x)] — 0 as n tends to infinity for any compact set K C [—T,0).

Topology. For each compact K C [—T,0), define the seminorm ¢x on €([—T,0)) by

qx (v) = Sup v(x)], Vv e([-T,0)).

Let M > 0 and €/ ([-T7,0)) be the set of functions in €([—T,0)), which are bounded by M.
Still denote g the restriction of gx to €y([—T,0)) and consider the topology on €y ([—T,0))
induced by the collection of seminorms (¢ ). Then, €([—T,0)) is endowed with the smallest
topology (inductive topology) turning all the inclusions iy : €y ([-7,0)) — €([-T,0)) into
continuous maps.

For every functional w : €([—T,0]) — R, the space €([—T,0)) can be exploited to introduce
amap w : €([-T,0)) x R — R, which separates the “past” and the“present”.

Definition 2.2.9 ([22] Definition 2.8]). Let w : €([—T,0]) — R and define w : €([-7,0)) xR —
R as
w(y,a) =w(yliro) +algy), VY(y,a) € ([-T,0)) xR. (2.2.12)

In particular,

w(n) = | _pq)n0), Vne([-T,0]).
Definition 2.2.10 ([22] Definition 2.9]). Consider a functional w : €([-7,0]) — R and a path
n € €([-T,0]).

(i) The functional w admits a horizontal derivative at n if the following limit exists and is
finite

Dfw(n) ;= lim w(n(-)Li-r0) +n(0)Lg0}) — w(n(- — €)Li_70) + n(0)1{o})

e—0t €

(2.2.13)

with @ from Definition Alternatively, if w is as in (2.2.12), then w admits a
horizontal derivative at (v,a) € €([—T,0)) x R if the following limit exists and is finite

DR @(vy,a) := lim wiy(),a) =& = e),a)' (2.2.14)

e—0F €
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Clearly, if D"w(n) exists, then D7 w(n | 1oy n(0)) exists and they are equal; the other

way around, if D" @ (v, a) exists, then D w(y1_r0) + alfo) exists and they are equal.

(ii) The functional w admits a first-order vertical derivative at n if the first-order partial
derivative at (7 | 7.0 n(0)) of w with respect to its second argument, denoted by

g W 77‘ _T0) ,n(0)), exists and we set
D w(n) := 0,01 |y 1(0)). (2.2.15)

(iii) The functional w admits a second-order vertical derivative at 7 if the second-order par-
tial derivative at (n | T 0),77(0)) of w with respect to its second argument, denoted by

92, w(n | (7.0 n(0)), exists and we set

D"V w(n) == 95,@(n | _p4),n(0)). (2.2.16)

Definition 2.2.11 ([22, Definition 2.10]). Let W : C([-T,0]) — R and n € C(|-T,0]).
Suppose that there exists a unique extension w : €([—=T,0]) — R of W (e.g., if W is continuous
with respect to the topology of €([—7,0])). Then,

(i) the horizontal derivative of W at n is defined as
D*W(n) = D" w(n);

(i) the first-order vertical derivative of W at n is defined as

DYW(n) := D w(n);

(ili) the second-order vertical derivative of W at n is defined as
DYYW(n) == D"V w(n).

In [20], Cont and Fournié introduce the following notions of horizontal extension and the
vertical perturbation of a cadlag path in order to define the functional derivatives.
Definition 2.2.12. Let X € D([0,7],U) and X; be its restriction to [0, ] with ¢ < T.

(i) For h > 0, the horizontal extension X;; € D([0,t+ h],R?) of X; to [0,¢+ h] is defined as

Xin(u) = X(u), uelo,t] Xip(u)=X(t), ue(tt+h]. (2.2.17)

(ii) For h € R? sufficiently small, the vertical perturbation X' of X; is defined as the cadlag
path obtained by shifting the endpoint by the quantity h:

XMu) = Xi(u), wel0,t),  XMt)=X(@)+h, (2.2.18)

or, equivalently, X! (u) = X;(u)+h1,—,. By convention, the vertical perturbation precedes
the horizontal extension, so X}, is still a cadlag path.
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Definition 2.2.13 (|20, Definition 6]). The horizontal derivative at (X,V) € Uy x S; of a

non-anticipative functional F' = (F}),c(o 7 s defined as

te|

DX V) = lim Fiin(Xon, Vip) — (X, V)
’ h—0+ h

if this limit exists and is finite. If (2.2.19) is well-defined for all (X, V') € ), the map

(2.2.19)

DF U xS, — R
(X,V) = D,F(X,V) (2.2.20)

defines a non-anticipative functional DF = (DiF'),(o 1, the horizontal derivative of F.

Definition 2.2.14 ([20, Definition 8]). A non-anticipative functional F is said to be vertically
differentiable with respect to X at (X, V) € D([0,t],R%) x S, if the following map

R — R
e — Ft(Xe,V)

is differentiable at 0. Its gradient at 0

F,(Xhei — F(X
VoEA(XV) = @R V)= 1. d), BR(X.V) = lim 1 ’V)h (X V)

. (2.2.21)

is called the vertical derivative with respect to X of F; at (X, V). Here, e; denotes the i-th unit
vector in RZ. If (2.2.21)) is well-defined for all (X, V) € Y, the map

VIFZ/{tXStHRd
(X, V) = V. E(X,V) (2.2.22)

defines a non-anticipative functional V F = (Vth)te[QT] with values in R?, which is called the
vertical derivative with respect to X of F.

Thus, since Russo et al. work [22] with a single map instead of considering a family of maps,
and time and the underlying path itself do not interplay, it follows that the horizontal derivative
D,F from (2.2.19) can be written as the sum of Dw(n) and the time derivative. Also note
that the definition of the horizontal derivative Dfw(n) is based on a limit on the left, while in
[20] the definition of the horizontal derivative is based on a limit on the right. In particular (see
also [22, Remark 2.6]), applying the approach from [20] would lead to the following alternative
formulation of DHw(n):

w(n(- + €) 110 +1(0)1g0y) — w(n(-)Li=1,0) +1(0)L103) _

e—0t €

To better see the difference between (2.2.13) and ([2.2.23]), consider a real-valued continu-
ous finite quadratic variation process X with associated window process X. Then, the def-
inition (2.2.23) of D"+ w(X;) takes into account the increment w(X,(- + ¢) | [_T70),X(t))) -

(2.2.23)
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W(Xe(") | [—T,0)>X<t>>’ comparing the present value of w(X;) = w(X; | [_T70),X(t)) with an hy-
pothetical future value (X, | [—T,o)(' + €), X(t)), obtained assuming a constant time evolu-
tion for X. On the other hand, the definition (2.2.13) of D#w(n) considers the increment
w (X | [-T,0)° X(1) — w(Xi—e | [-T,0)°
taken into account (and where the trajectory of X is extended in a constant way before time
0). In particular, since does not call in the future evolution of the path, no future time

behavior for X needs to be specified in [22], but only a past evolution before time 0.

X(t)), where only the present and past values of X are

2.2.3 Functional Ito formula

In [20], Cont and Fournié introduce the following notion of distance: For T' >t =t +h >t >
0, (X,V) el xS, and (X', V') € D([0,t + h],R?) X Siyp,, define

doo (X, V), (X", V") = sup |Xen(u) — X'(w)|+ sup |Vin(u) —V'(u)|+h. (2.2.24)

u€l[0,t+h] u€[0,t+h]

Then, the pair (), d) represents a metric space, and if the paths (X, V), (X', V') are defined
on the same time interval, do, ((X, V), (X', V")) simply coincides with the distance in supremum
norm. The following regularity properties are used in [20]:

(i) A non-anticipative functional F' = (F}),c( 7 is said to be left-continuous if

Vi € [0,T], Ve >0, V(X,V) el x S, IN >0, Vh € [0,t], VX', V') € Uy_p, x Si_p,

doo (X, V), (X, V) <X = |F(X,V) = Fp(X', V)] < e (2.2.25)

The set of all left-continuous non-anticipative functionals is denoted by F{° (see [20),
Definition 3]).

(ii) A non-anticipative functional F' = (F}),co 7y is boundedness-preserving (see [20, Definition
5]) if it is bounded on each bounded set of paths, i.e., F' € B if and only if for any compact
subset K C U and any R > 0, there exists a constant Cx r such that

Vt € [0,T], V(X,V) € D([0,t], K) xS, sup |v(s)] <R = |F(X,V)| < Ckr. (2.2.26)

s€[0,t]

In particular, if F' is boundedness-preserving, then it is “locally bounded” in the neigh-
borhood of any given path. That is,

V(X,V) €Uy x Sp, 3C >0, A> 0, Vt € [0,T], V(X' V') €U, x S,
doo (X, V), (X', V) <A = Wte[0,T], |F(X, V) <C. (2.2.27)

Definition 2.2.15. If the functional F' = (Ft)te[o 7) admits a horizontal, respectively vertical,
derivative DF| respectively V,F, one may iterate these operations in order to define higher
order horizontal and vertical derivatives.
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(i) Let I C [0,T]be asubinterval of [0, T]. The set C**(I) is comprised of all non-anticipative
functionals F' = (F}),.; satisfying the following conditions:

(a) F' is continuous at fixed times: F; : Uy x S; — R is continuous with respect to the
supremum norm;

(b) F admits j horizontal derivatives and k vertical derivatives with respect to X at all

(X,V) Gblt X St, t e I,
(c) D'F, i < j, V"F, m < k, are continuous at fixed times ¢ € I.

(i) A non-anticipative functional F' € C*?([0,T)) is called regular if
(a) F, V.F, V2F € F{,
(b) V2F, DF satisfy the local boundedness property (2.2.27)).
On the other hand, in [22], Russo et al. require the following regularity assumptions.

Definition 2.2.16 ([22, Definition 2.10/Definition 2.12]). (a) The map w : €([-T,0]) - R
is of class €12(past x present) if the following conditions are satisfied:
(i) w is continuous;

(i) Dfw exists everywhere on €([—T,0]) and for every v € €([—T,0]) the map
(e,a) = Dow(y(- — €),a), (e,a) € [0,00) x R,

is continuous on [0, 00) X R;
(iii) DVw and DVVw exist everywhere on €([—T,0]) and are continuous.

(b) The map W : C([-T,0]) — R is of class C'?*(past x present) if W admits a (necessarily
unique) extension w : €([—T,0]) — R that is of class €"?(past X present).

Remark 2.2.17. As pointed out in [22] Remark 2.4], in the previous definition the same class
¢!2(past x present) of functionals is still obtained if point (ii) in (a) is replaced by

(i) Dfw exists everywhere on €([—T,0]) and for every v € €([—T,0]) there exists §(y) > 0
such that the map

(e,a) = DPw(y(- —€),a), (€,a) € [0,00) x R, (2.2.28)
is continuous on [0,0(y)) x R.

For W : [0,T] x C([-T,0]) — R, the functional derivatives DW, DVW, DVVW (respec-
tively, D"w, DYVw, DVVw) as defined in Definition (respectively, Definition can
be directly transferred to this time-dependent case. Moreover, given the family of functionals
w: [0, 7] x €([-T,0]) = R, one can define a map w : [0,7] x €([—T,0]) x R — R, allowing for
the following definition.
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Definition 2.2.18 ([22) Definition 2.13 and Definition 2.14]). Let I be [0,7T] or [0,T).

(a) The map w : I x €([-T,0]) — R is of class €"?((I x past) x present) if the following
conditions hold:
(i) w is continuous;
(ii) Oyw exists everywhere on I x €([—T,0]) and is continuous;

(iii) Dfw exists everywhere on I x €([—T,0]) and for every v € €([—T,0]) the map
(t,e,a) > DYT(t,4(-— ), (tea) € T x [0,00) xR,

is continuous on I x [0,00) X R;

(iv) DYw and DVVw exist everywhere on I x €([—T,0]) and are continuous.

(b) The map W : I x C([-T,0]) — R is of class C'?((I x past) x present) if YW admits a
(necessarily unique) extension w : I x €([=T,0]) — R that is of class €"?((I x past) x
present).

We will now review and compare the main results from [20] and [22].

Theorem 2.2.19 (|22, Theorem 2.2]). Let W : C([-T,0]) — R be of class C*?(past x present)
and X = (X(t)),cpr o real-valued continuous finite quadratic variation process. Then, the
following functional 1t6’s formula holds, P-a.s.,

W(X,) :W(XO)+/tDHW(Xs)ds+/tDVW(XS)d‘X(s)

%/ DVYW(E)[X](s), 0<t<T, (2:2.29)

where X = (Xy),cp 15 the window process associated to X, and fot DYW(X,)d™X(s) denotes
the forward integral.

Theorem 2.2.20 ([22, Theorem 2.3]). Let W : [0, T] x C([=T,0]) = R be of class C**(([0,T] x
past) x present) and X = (X (t)),cjo 7 o real-valued continuous finite quadratic variation process.
Then, the following functional 1t6’s formula holds, P-a.s.,

W(t, X)) = W(0,X) + /t (0 (s,X,) + D"W(s,X,)) ds + /t DYW(s,X,)d™ X ()
+%/Ot DYV W(s,X,) d[X](s) (2.2.30)

forall 0 <t<T.
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Remark 2.2.21. Note that the classical time-dependent It6’s formula for finite quadratic
variation processes follows from by setting W(t,n) = F(t,n(0)) for any (t,n) €
[0, T] x C([-T,0]), where F € C*?([0,T] x R). In this case the unique continuous extension
of W is the map w : [0,T] x &€([-T,0]) — R defined by w(t,n) = F(t,n(0)), for all (t,n) €
[0, 7] x €([-T,0]). In addition, DFW = 0, while DVW = 0, F and DVVW = §? F, with 9,F
(respectively 92, F) denoting the first-order (respectively second-order) partial derivative of F
with respect to its second argument.

Proof of Theorem[2.2.19. For a detailed version of the following proof we refer to [22]. For any
fixed t € [0, T, consider

t o t+e €
Io(e.t) = / Wi = W) g0 L / W(X,)ds — / W(X,)ds, > 0.
0 € € Ji € Jo

Since (W(X;)) > is continuous, Iy (e, t) converges ucp to W(X;) = W(Xo), i.e., supg<i<r [lo(€, t) —
(W(X;) — W(Xp)) | converges to 0 in probability for e — 07.
On the other hand, Iy(e,t) can be written as follows in terms of w from Definition [2.2.11}

]0 ds.

€

(e,t) = /Ot D(Xore ‘ [-7,0)’ X(s+e€) —w(X, ‘ (—T,0)’ X(s))

We can further split y(e,t) into two terms, as follows

tW(Xgpe | g X(s+€) —w(Xs | _ny X(s+e€))
(e t) = / el ro) JEN ds, (2.2.31)
0

€

Le,t) = /Ot w(Xs | [—T,O)’X(S +€)) — w(X, ‘ [_T’O),X(s))

ds. (2.2.32)
€

Then, I; (€, t) converges ucp to f(f DHw(X,)ds, as e — 07, by applying the regularity assumption
(ii) from Definition the fundamental theorem of calculus, and an appropriate shift in
time. On the other hand, I(¢,t) can be written by means of a standard Taylor expansion as
the sum of the following three terms:

et = [ B,a(x, o Xl 2 EZ —X() g (2.2.33)
Ina(e, 1) = tagaaz(xs [ oy X(5) (X(s+ 6)6_ X g (2.2.34)
alet) = [ ([ (0= @ (@O pyy X(6) + alX(s 40 = X(3))

— 02,0 (Xy 10y, X (5))) (X(s + 6)6_ X(s))” da) ds. (2.2.35)

It can be shown using the given regularity assumptions that

In(e. 1) — % /0 O2,(X. |y X(5)) d[X]s = % /0 DYV (X.) dIX](s),



Functional It6 calculus 25

in the ucp sense as ¢ — 0%. Since X has finite quadratic variation, it can be deduced that
Iy3(e,t) — 0 ucp as e — 07. Hence, since Io(e,t), I1(€,t), Ixa(e,t) and Is3(e, t) all converge ucp,
it follows that the forward integral exists, i.e.,

(e t) — /O Ou(X, | |y X(5) d™X(5) = /O DVw(X,)d~X(s)

in the ucp sense, as ¢ — 0. ]

On the other hand, in [20] the following change of variables formula is shown.

Theorem 2.2.22 ([20, Theorem 3]). Let (X, V) € C([0,T],U) xSy such that X € QV? along a
given refining sequence of partitions (T,) of [0, T] and sup,cjor, |V (t) = V(t=)| = 0. Denote

=) X(s )+ X(D (1), 0<t<T, (2.2.36)
seTy
=Y V() o) () + V(D) ry(t), 0<t<T, (2.2.37)
s€Ty
and set
! =5 —s=s —s,. (2.2.38)

Then for any non-anticipative functional F € CY2([0,T)) that is regular in the sense of Defi-
nition and predictable with respect to the second argument in the sense of ([2.2.10)), the

following limit

Tim 3" VL E(XDL V) (X(s) — X(s)) (2.2.39)

SGTn

is well-defined. Denoting this limit by

T
/ Vo Fy(X,, V) dT X (s),
0

we have

Fr(Xr, Vy) — Fo(Xo, Vo) = /DFXS,V)ds+ Z/ V2 F(X,, Vi) d[X]5(s)

2,7=1

T
+ / Vo Fy(X,, V) dT) X (s). (2.2.40)
0

Proof. For a detailed version of the following proof see [20]. For s € T,,, consider the decom-
position
Fo(Xg_, Vi) = Fo(XL VL) = Fo(Xg_, Vi) — Fs(XJ, V)
+ Fo (X, V) — Fo(X, V). (2.2.41)
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Summing over s € T, the left-hand side of (2.2.41)) gives Fr(X7}_, Vi) — Fy(Xo, Vo), which
converges to Fr(Xrp, Vi) — Fy(Xo, Vo), by left-continuity of F', continuity of X, and the pre-
dictability property of F' with respect to the second argument. The first term on the right-hand

side of (2.2.41]) sums up to

T
N Fo(X3 . VE) — B(XD V) = / DuF (X7 o Vi o) s (2.2.42)
0

SETTL

by the definition of the horizontal derivative. Here, s, (u) := s, such that u € [s,s") = [sp, 5},).

n

By the dominated convergence theorem, ([2.2.42]) converges to
T T
/ D, F (Xy, V) du :/ DyF (X, Vy) ds, (2.2.43)
0 0

since V; = V,_ ds-almost everywhere. The second term on the right-hand side of (2.2.41)) sums
up to

> VoF (X1, V) 6X]

SeTn

+ - Z > V2 F (XPL V) OXPOXT + > (2.2.44)

i,j=1 s€T,, seTy,

by a standard second-order Taylor expansion. Here, 0. X" := X (s') — X(s) and the error terms
r? are bounded in absolute value by

KISX™?  sup HVQF ( XX V”) —V2F, (X", VM) H . (2.2.45)
zeB(X(s))

It can then be shown (see [20] for details) that the second term in ([2.2.45) converges to

1 [T
52/0 vxz]F (X87‘/; )d[X]

1,j=1 z] 1

/ Vx jij Xs;‘/s) d[X]l](S)J

since V?F is predictable in the second argument. Similarly, the remainder term ) . 77
converges to 0. Since all terms considered converge, the limit

lim Y Vo FJ(XP, V) (X(s) — X(s))

n—oo
seT,

exists, and the theorem follows. O

Thus, both approaches to proving the functional It6 formula appear to use the same basic
idea. They both consider a decomposition of a (small) change in the functional value into
two terms, where the first one converges to the horizontal derivative term, by the fundamental
theorem of calculus, and the second one to the vertical derivatives terms, by a second-order
Taylor expansion. Nevertheless, there is a certain difference in the sense that the framework used
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in [20], and thus their proof of the change of variables formula, is completely probability-free
and only relies on real analysis techniques. The approach in [20] also appears to be somewhat
more intuitive, in the sense that we do not have to deal with window processes, ucp convergence,
etc. Moreover, in [20] the functional F' is allowed to depend on an additional argument, V',
which may allow for more flexibility compared to the setting in [22]. Note, however, that the
role of V' is rather limited, due to the restrictive nature of the regularity requirements on the
horizontal derivative (2.2.19). There is also another technical difference. Since in [20] the
horizontal derivative is defined via a limit on the right, instead of on the left, this difference
leads to an additional regularity condition in order to prove the functional It6 formula ;
see [22, Remark 2.6] for more details.

In view of many applications in mathematical finance, one would wish to be able to deal
with non-anticipative functionals F' that depend on additional arguments such as the running
maximum max,<; X (u) or the quadratic variation [X]| of a trajectory X. These quantities,
however, may not be absolutely continuous with respect to ¢t. Thus, functionals depending
on such quantities are not covered by the It6 formula from [20] (nor from [22], of course).
In the next step we will therefore extend their change of variables formulae to functionals F
that are allowed to depend on an additional variable A that corresponds to a general path of
bounded variation. We will also extend the notions of the horizontal and vertical derivatives
to functionals of this type. This extension will be very natural and convenient for the proof of
a pathwise functional associativity rule.
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Chapter 3

The associativity rule in pathwise
functional It6 calculus

The present chapter is based on [82]. Let £ be a locally admissible integrand for a continuous
path X that admits the continuous quadratic variation in the sense of Follmer [46], and let n
be a locally admissible integrand for the path Y (¢) := f(f €(s)dX(s). The main result in this
chapter states that then n¢ is again a locally admissible integrand for X, and

/OTU(S) dY (s) = /OT n(s)€(s) dX (s).

This intuitive cancellation rule is often called the associativity of the integral. As pointed
out in the introduction, in our present strictly pathwise setting we have no analogue of the
Kunita—Watanabe characterization of the stochastic integral. In particular, the proof of the
associativity property becomes surprisingly involved, as we are only allowed to use analytical
tools.

The chapter is organized as follows. First, we provide a slight extension of the functional
change of variables formula from [20], namely a change of variables formula for non-anticipative
functionals depending on an additional bounded variation component. With this at hand, we
can state and show in Section the associativity of the pathwise It6 integral [£(s)dX(s).
Our applications to pathwise Itd differential equations are given in Section [3.4]

3.1 Preliminaries

In the following we will first describe our framework, slightly extending the definitions and
notations introduced in [20] and [34]. In the second step, we will derive our slightly extended
functional change of variables formula for a continuous path X. However, as the definition of
functional derivatives requires us to apply discontinuous shocks even in case X is continuous,
we still have to consider functionals defined on the space of cadlag paths.

For the sake of simplicity, we keep our notation as close as possible to the one in [20].
More precisely, let T" > 0 and D C R" be an arbitrary subset of R". As above, a “D-valued
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cadlag function” is a right-continuous function f : [0,7] — D with left limits such that for
each t € (0,7, f(t—) € D. By Af(t) := f(t) — f(t—) we denote the jump of f at time t. By
ft=(f(uAt))ye o We denote the stopped path at ¢. As in [20], we use curly letters to denote
the class of cadlag functions with values in a certain set. We write D7 = D([0,T], D) for the
space of D-valued cadlag functions on [0, 7], and D! C DT for the space of D-valued cadlag
paths stopped at time t. Analogously, D; = D(I, D) denotes the space of D-valued cadlag
functions on a subinterval I C [0,7], and D} C Dy is the set of D-valued cadlag paths on I
stopped at time t. By C(I, D) we denote the set of continuous functions on I with values in
D. Note that we work with stopped paths instead of restrictions as in [20]. This is simpler and
clearly equivalent to working with restricted paths (see also [21]). In the sequel, we let U C R¢
be an open subset of RY and W C R™ a Borel subset of R™.

Definition 3.1.1. A family F' : [0,7] x U" x WT — R of functionals is said to be non-
anticipative if

V(t, X, A) € 0,T) xU" x W', F(t,X,A) = F(t, X", A"). (3.1.1)

Here, UT and W7 are special cases of the previously introduced generic notation DT. In
contrast to [20], we will require that the function A in has components of bounded
variation. The reader is referred to the closing paragraph in Chapter [2| for further details on
the motivation for the introduction of A. If I is a time interval, the class of right-continuous
functions A : I — R™ whose components are of bounded variation will be denoted by BV™(I).
The subset of continuos functions in BV (I) will be denoted by CBV™(I). We will also use
the notation Dj gy := Dy N BV™(I) and D} cpy := Dy N CBV™(I), and in particular the
generic notation for the specific choices of U and W.

For the definition of functional derivatives, we need to introduce the following notion, which
is in analogy to Definition [2.2.12]

Definition 3.1.2 (Perturbation on path spaces). Let X € D([0,7],U) and X" be the stopped
path at t. For h € R? sufficiently small, the vertical perturbation X" of the stopped path X*
is defined as the cadlag path obtained by shifting the value at ¢ by the quantity h:

X)) = Xtu), wel0,t), X""(u)=X{t)+h, ucltT], (3.1.2)
or, equivalently, X*"(u) = X*(u) + hly1)(u).

Since we work with stopped instead of restricted paths, we can use the standard supremum
norm on path space:

doo (X, A), (X', A)) = sup |X(u) = X'(u)] + sup |A(u) = A(w)]  (3.13)

u€[0,T] u€[0,T]

for (X, A), (X', A") € UT x WT.
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Definition 3.1.3 (Regularity properties). (i) A non-anticipative functional F' is said to be
left-continuous (notation: F' € F°) if

Vt € [0,T], Ve > 0, V(X, A) e U" x Why,,

3\ > 0 such that Vh € [0,1], V(X' A) e U'™" x Wi,
doo (X, A), (X AN +h< A= |F(t,X,A) —F(t—h), X' A)| <e. (3.1.4)

(ii) A non-anticipative functional F' is said to be boundedness-preserving (notation: F € B)
if for any compact subset K C U there exists a constant Ck such that

vVt e [0,T], V(X,A) € K' x Wy, |F(t, X, A)| < Ckg. (3.1.5)

Note that if F' € B, then it is locally bounded in the neighborhood of any given path. That
is,
V(X,A) eUU" x WE,,, 3C >0, A > 0 such that
vt € [0,T], (X', A') eU' x Wy,
doo (X', A", (X", A)) <X = Vtel0,T], |F(t X A)<C. (3.1.6)

We next introduce our notion of horizontal derivative (with respect to some measure), which
is motivated by the desire to lessen smoothness assumptions on those functionals, for which
a change of variables formula can be derived. This generalizes the functional fundamental
theorem of calculus for paths with bounded variation from Theorem [2.1.10] and extends the
horizontal derivative from [20] and [22].

Definition 3.1.4 (Horizontal derivative). Let I be a non-anticipative functional and (X, A) €
U x WE,,. Since the components of A are functions of bounded variation and, hence, cor-
respond to finite measures v, k = 1,...,m, on [0,7], we can introduce the vector-valued
measure v on [0,7T] via v(ds) := (ds, Ay(ds),..., An(ds))" . The horizontal derivative of F
at (t, X', A") (with respect to v) is defined as the vector

DF(t, X', A") = (DyF(t, X', AY), D, F(t, X", A"),..., D, F(t, X', AY)) ",

where

F(t, X" A" — F(t —h, X", AP

t ty . 1;
DoF(t, X" A") := hli%h . (3.1.7)
F(t, Xth At AL A — P X AR
Dy F(t, X', A") := lim 4 A A A (’ - ) (3.1.8)
h—0+ vi((t — h,t])
for K = 1, ..., m, if the corresponding limits exist. In addition, it will be convenient to set

DF(t, X!, At) = 0 for ¢t = 0.
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If (3.1.7) and (3.1.8]) are well-defined for all (X, A), then the map

DF . [0,T] xU" x W}, s R™H
(t,X,A) — DF(t, X', A" (3.1.9)

defines a non-anticipative vector-valued functional DF : [0,T] x UT x WL, — R™1 the
extended horizontal derivative of F.

Note that in contrast to the definition of the horizontal derivative in [20] as time derivative,
the definition (3.1.7)) is based on a limit on the left, and thus only the past evolution of the
underlying path is taken into account while no assumptions on the possible future values are
made whatsoever. This modification is inspired by [22, Definition 2.9] (see also Definition
; for more details on this subject the reader is referred to the closing paragraph in
Subsection 2.2.21

Denote (e;, i = 1,...,d) the canonical basis in R?.

Definition 3.1.5 (Vertical derivative). A non-anticipative functional F' is said to be vertically
differentiable with respect to X at (X', A') € U' x W4, if the map R? 3 e — F(t, X"¢, A?) is
differentiable at 0. Its gradient at 0,

VxF(t, X' A" = (0:F(t, X" A)) _, where

8F(t Xt At) — lim F(tXt’heiaAt) _ F(taXtaAt>

lim - : (3.1.10)

is called the vertical derivative of F at (t, X", A*), with respect to X. If (3.1.10]) is well-defined
for all (X, A), the map

VxF:[0,T] xU" x Wk, — R?
(t, X, A) — VxF(t, X" A" (3.1.11)

defines a non-anticipative functional V x F' with values in R?, which we call the vertical derivative
of F' with respect to X.

Example 3.1.6. Let X € U, A € WL, in the following. If F(t, X! AY) = f(X(t), A(t))
for a smooth function f(x,a), then DF(t, X!, A") = V,f(X(t), A(t)) and VxF(t, X", A") =
V. f(X(t),A(t)), where V,f(X(¢), A(t)) is the gradient of the function f(x,a) with respect to
the first argument, evaluated at (X (t), A(t)), and, analogously, V., f(X(t), A(t)) is the gradient
of the function f(x,a) with respect to the second argument, evaluated at (X (t)’A(f)) For

X (t) # 0, consider the special case of the geometric mean F(t, X*, AY) = [[L, ()?Z(t)> * of the

convex combinations

Xi(t) = aX;(t) + (1 — a)Ai(t), a€(0,1), (3.1.12)



Preliminaries 33

t
where A;(t) := [ X;(s)ds, i = 1,...d. We have,
0

with

and

DF(t, X!, A") = (DyF(t, X', AY), ..., DyF(t, X", AY)

et = (o) ] (Rao)’ - 5 P

for: =1,...,d. This will be useful in Example below.

Example 3.1.7. Sometimes, a quantity of interest can either be considered as a path-dependent

functional of X € UT only or as an additional trajectory of bounded variation. The latter

possibility allows us to include functionals that may not be regular enough for the setting

of [20] or [34]. This illustrates one advantage of our extended approach.

(i)

(iii)

Consider the time average of the first component F(t, X" fo Xi(s)ds. Alternatively,

it can be represented as Ax(t), where Ax(t fo Xi(s ds because the time average is
a function of bounded variation. In the ﬁrst approach, we have DF (t, X t) Xi(t—) and
Ox F(t, X") = 0. In the second approach, we have DAy (t) = f'(Ax(t)) = 1 with f(a) =

Clearly, 0xAx(t) = 0.

Consider the functional F (¢, X*) = [X;](¢), where [X;] is the pathwise quadratic variation
of the first component in the sense of Féllmer [46] (see Definition [2.2.5). Alternatively,
it can be represented as Ax(t) := [X1](¢). In the first approach, we have DF(t, X*) = 0
and dx F(t, X") = 2(X1(t) — X1(t—)). In the second approach, we have DAx(t) = 1 and
OxAx(t) =0.

Consider the running maximum of the first component F(¢, X*) = max Xi(s). Alter-
LA
natively, it can be represented as Ax(t) := max Xi(s), since the running maximum is
<s<t

a function of bounded variation. Then, F' is not (vertically) differentiable in the first
approach, and we would have to resort to smoothing techniques [34]. In the second ap-
proach, however, the horizontal derivative with respect to the measure corresponding to
Ax does exist, and we have DAx(t) = 1.
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If the functional F' admits horizontal and vertical derivatives DF and V x F', we may iterate
the above operations in order to define higher order horizontal and vertical derivatives.

Definition 3.1.8. Let I C [0,7] be a subinterval of [0,7] with nonempty interior, /. We
denote by C*(I) the set of all non-anticipative functionals F' on (J,c; U] x W} gy such that:

e [ is continuous at fixed times t, locally uniformly in ¢. That is,
Vi eI C0,T], Ve>0, V(X,A) €U x Wi gy,
3\ > 0 such that V(X', A) € Uf x Wi 5y,
doo (X, A), (X AN+t =t < A= |F({, X,A) - F{t', X", A)| <e. (3.1.13)

e [ admits 7 horizontal derivatives and k vertical derivatives with respect to X at all
(X, A) €U x Wi gy, t e

o DIF | <j, VLF, n <k, are left-continuous on I.

3.2 Functional change of variables formula

To prove our associativity result we will need the following change of variables formula, which
is a slight extension of the corresponding formulae from [20] and [34]. From now on we fix a
refining sequence of partitions (T,) of [0, T], along which X admits the continuous quadratic
variation in the sense of Definition 2.2.5]

Theorem 3.2.1. Let (X A) e QVd NU" x WgBV and denote

=) X(s )+ X(T)Iry(t), 0<t<T, (3.2.1)
seT,
=) AS) L (t) + AT Lypy (1), 0<t<T. (3.2.2)
SGTn

hl =5 —s, 5,8 €T,. (3.2.3)

Suppose moreover that F is a left-continuous non-anticipative functional of class C»?([0,T])
such that DF, VxF, V4%F € B. Denote X"~ the n-th approzimation of X stopped at time
s—. Then the pathwise Ité integral along (T,), defined as

/T VxF(s, X° A%)dX(s) = nh_}n;@ Z VxF(s, X™ 7, A™*) - (X (") — X(s)), (3.2.4)

SGTn

exists and

F(T, X7, AT) — F(0,X° A% = / DF(s, X°, A*)v(ds) + Z/ Vi F (s, X*, A%)d[X];(s)

+ / Vi F(s, X5, A*) d X (s). (3.2.5)
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Proof. The proof uses the same Follmer-type discretization techniques as are used in the proof
of [20, Theorem 3]. Denote X[ = X(s') — X(s) for 5,5’ € T,, and |T,| := sup,ep, |s' — s| the
mesh of T,,. Since X and A are continuous, and hence uniformly continuous on [0, T, it follows
that

A = sup <|A(a) —AB)] + X (@) — X(ﬁ)\) 0 asn — oo. (3.2.6)

,BE[0,T],|a—B|<|Tn|
Since V% F, DF € B, for n large enough there exists a constant C' > 0 such that
Vit < T, V(X' A") e U" x Why,
doo (X', AN, (X, A)) <\ = |DF(t, X, A)| < C, |[VXF(t, X', A)| <C.

For s € T, consider the following decomposition of increments into “horizontal” and “ver-
tical” terms:

F(S/,Xn’s/_,AmS,) o F(S,Xn’s_,An’S) _ F(S/,XmS,_,An’S/) . F(S’Xn,s7An,s)
4 OF(s, X7, ATS) - F(s, X5 AT (3.2.7)

The first term on the right-hand side of (3.2.7) is equal to ¥(h?) — 1(0), where ¥(u) =
F(s + u, X™%, A™**t%) Since F' admits a horizontal derivative in the sense of (3.1.7)), (3.1.8)),

we can write

F(s', XM= A — F(s, X5 A™®) = / DF(s 4 u, X™*, A»*+" Yy, (du)

(0,s"—s]

_ / DF (u, X™*, A" v, (du), (3.2.8)
(s,5]

where v, is the measure corresponding to the n-th approximation A™ of A, i.e.,
vn(ds) = (ds, Ap1(ds), ..., Apm(ds))’.
For the second term on the right-hand side of , we have
F(s, X™*, A™*) — F(s, X", A™%) = ¢(6 X') — ¢(0), (3.2.9)

where ¢(u) = F(s, X™*7% A™%). Since ' € C"*([0,T1), the function ¢ is well-defined and twice
continuously differentiable in the neighborhood B(X (s), A,) C U, with

Vo(u) = VxF(s, X" A™), (3.2.10)
V2 (u) = V5 F(s, X™5 74, A™%). (3.2.11)

Hence, a second-order Taylor expansion of ¢ at u = 0 yields

F(s, X™* A™) — F(s, X™ ", A™) = Vx F(s, X", A™)§ X"

d
1 n,s— n.,s n n n
+ 3 § V?XJJ.F(S,X STAM)OXT X 41 (3.2.12)

ij=1
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where for some 6 € [0, 1],

[\3|>—l

d
Z ng Xn,s—,@éX;L’ An,s) _ v%{,z‘jF<S7 X5 An,s)) 5XZ}36X;5

We now sum over s € T,,.

e The left-hand side of (3.2.7)) sums up to F(T, X™T~ A»T)— F(0, X°, AY), which converges
to F(T, X1~ AT) — F(0, X°, AY), by left-continuity of F'. Since X and A are continuous,
this is equal to F(T, XT, AT) — F(0, X°, A?).

e For the first term on the right-hand side of (3.2.7)), we have

> OF(s XA — F(s, XM AM) = / DF (u, X", A™"7) v, (du), (3.2.13)
(0.7]

SGTn

in conjunction with (3.2.8). Here, we set s(u) := s such that u € [s, ), s,s' € T,. The
integrand converges to DF(u, X", A"), is bounded by C, and both are left-continuous in
u by [20, Proposition 1]. Moreover, the sequence of finite measures v,,, corresponding to
the approximations A, of A, converges vaguely to the atomless measure v, corresponding
to A, so we can use a “diagonal lemma” for vague convergence of measures in the form

of [20, Lemma 12] to obtain that (3.2.13|) converges to

T
DF(u, X", A")( du) = / DF(s, X*, A*Y(ds). (3.2.14)
(0,7] 0

e For the second term on the right-hand side of (3.2.7)), we have

D F(s, XM AM) — F(s, X" AM) = Y " VxF(s, X" A™) - 6X]

seTy, seTy,
+ = Z > VR F (s, XM AM)XTOXT 4+ > . (3.2.15)
1] 1seT, se€Ty,

The quantity Vi F(s, X™5, A™*)1,¢(s+ is bounded by C, converges to Vi F(u, X*, A*),
by left-continuity of V4 F, and both are left-continuous in u, by [20, Proposition 1]. Since
X € QV? we can again apply [20, Lemma 12] to infer that

d
1 2 n,s— n,s n n
2 DD Vs, XM AM)OX0X],

i,jzlseTn
1< (T
— 5;/0 V2 F (s, X*, A%) d[X];(s). (3.2.16)

Using the same argument, since |r?| is bounded by €?|6 X" |?, where €" converges to 0, the

remainder term, > . 77, converges to 0.
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Since all terms considered converge, the limit

lim E VxF(s, X", A™) - (X(s") — X(s))
n— oo
SeTn

exists, and the theorem follows. O

Lemma 3.2.2. Suppose that F' satisfies the reqularity assumptions from Theorem|3.2.1. Then
for any (X, A) € C([0,T],U) x Wig, the map t — F(t, X*, A%) is continuous.

Proof. We first show the left-continuity of ¢ — F(¢, X*, A'). Since X and A are continuous,
and hence uniformly continuous on [0, 7], we have that for h > 0 sufficiently small,

doo ((XTh A1) (X1 AY) = sup | X(u)—X(t—h)|+ sup |A(u)—A(t—h)| = 0 as h — 0*.

u€[t—h,t] u€ft—h,t]

Thus, the left-continuity of F' implies that F'(t — h, X' A*=h) — F(t, X!, A') - 0as h — 0.
Analogously, since X and A are continuous, and hence uniformly continuous on [0, 7|, we have
that for h > 0 sufficiently small,

doo (X AM) (XY, AN) = sup |[X(u) — X(H)|+ sup |A(u) — A(t)] = 0as h — 07.
u€lt,t+h] u€lt,t+h]

This implies that

F(t+h, X AT — F(t 4 h, X' AY) = 0as h — 0T, (3.2.17)
due to the continuity at fixed times, which holds locally uniformly. Moreover, since X and A
are continuous and the horizontal derivative is boundedness-preserving, we infer that

t+
F(t+h, X" A" — F(t, X", A") = / DoF(u, X", A*)du — 0 as h — 0*. (3.2.18)
t

Using ((3.2.17)) and (3.2.18]) yields
F(t+ h, X" AT — Pt X AN = F(t + h, X, AT — F(t + h, X, A
+ F(t+h X" AN — F(t, X" A") = 0as h — 0T,
which shows the right-continuity. O]

Since the first and second integrals in (3.2.5) are Riemann-Stieltjes integrals, and hence
continuous as functions in ¢, using Lemma [3.2.2] gives the following result.

Corollary 3.2.3. The pathwise Ito integral defined in as a function in t, is continuous.

The limit in (3.2.4)) depends on the choice of the refining sequence of partitions (T,,) (see [20,
Remark 5]), but, as opposed to [20], we do not make this dependence explicit in the notation
to keep things simple. Also note that it may be tempting to write

/VFSXSASdX Z/ O F (s, X°, A%) dX;(s),
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but it is not obvious whether the integrals on the right-hand side of the last equation exist
individually as pathwise It0 integrals, i.e., as the limits

T
/ OF (5, X°, A% dX(s) = lim 3 0,F (s, X", A™) (X,() — Xi(s))
0 n—oo

seT,

Theorem [3.2.1] implies in particular that the pathwise It6 integral is well-defined for inte-
grands that are vertical derivatives of non-anticipative Cl2-functionals satisfying the regularity
conditions from Theorem [3.2.1. This allows us to formalize the notion of a locally admissible
integrand, as follows.

Definition 3.2.4. Let X € QV4NUT. A function t — £(t) € R is called a locally admissible
integrand for X if there exists a partition T = {t,...,tx} of [0, T] such that forallk =1,..., N
there are my, € N, Ay, € Wy, | +,1,cBv, where W C R™*, and F}, as in Theorem so that

N
f(t) = Z VXFk(tv X}i; AZ)HtE[tk—17tk)'
k=1

Here, X} := X | e is the restriction of X to [tx_1, k], and we require

]

Fy(ty, XpF, AYF) = Fra (b, X5, AF), k=1,...,N —1. (3.2.19)

Remark 3.2.5. Let us point out that the above definition allows for a large class of inte-
grands, which include generalized Delta hedging strategies for many exotic and plain-vanilla
options in complete market models such as local volatility models that are relevant for prac-
tical applications. It thus extends [80, Remark 4] to the functional setting. Moreover, A in
the above definition can for instance be a continuous function of the running average of X,
t f(ttfé)Jr X (s)ds, or its running maximum, ¢ — maxu_s)+<s<t X (5), since these functions
are of bounded variation on [0, 7.

Remark 3.2.6. Also note that the above definition of a locally admissible integrand can be
equivalently written as follows: A function t — £(t) € R? is called a locally admissible integrand
for X € QVinuUT if for every t € [0,T] there exists € > 0 such that there are m, € N, a
continuous function A, of bounded variation on [t — €,t + €], and F, as in Theorem such
that

§<t> = VXFe(ta Xza Az)]lte[tfe,tJre)-
Here, X, := X | i_csrq 18 the restriction of X to [t —e,t+¢€.
The following result extends the covariation formula for the pathwise (classical) 1t6 integral

from [86} [80]. Note that in the preprint [3] a pathwise isometry formula is also derived, but our
proof is shorter and works under slightly less restrictive assumptions.
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Proposition 3.2.7. Suppose that £ = (&1,...,&) andn = (ny, ... ,nd) are two locally admissible
integrands for X € QV¢. Then the pathwise It6 integrals fotf(s) ) and fo s)dX(s) admit
the continuous covariation

[ [ ceaxo), [ aaxe]o =3 [ aeme . 50

1,j=1

Proof. First step: Let F be a left-continuous non-anticipative functional of class C"'([0,77)
such that DF, VxF € B. We will show that Y (¢) := F (¢, X*, A") has the continuous quadratic
variation
V] Z/ DuF (s, X°, A)0; F(s, X*, A%) d[X;, X;](s).
4,7=1

First, observe that we can approximate the increments of F' for the path (X, A) by the respec-
tive increments along the piecewise constant approximation (X", A") from (3.2.1)), (3.2.2)), due
to the left-continuity of F. As above, denote X := X (s') — X(s), 5,8 € T,, and s(u) := s
such that u € [s, ). Then, a first-order Taylor expansion analogous to the one from the proof of
Theorem yields for the increments along the piecewise constant approximation (X", A™):

F(s', XM~ A — F(s, X7 A™®) = DF(u, X™*, A" du, (u)
(5,8']
+ VxF(s, X", AY)5XT 417,
where, for some 0 € [0, 1],

= (VxF(s, X"5 00X A — U F(s, X™* 7, A™*)) 60X,

and hence |r?| < €?[0X"| with € — 0. Thus,

> (F(s’, X AN - F(s, XM A”’s)>2

s€Ty,s<t

S 3 (s X AN F (s, XA (X () — X)) (X () — X))

$E€Ty,s<t i jfl

+ Z Z Dy F(u, X™°, A7) duy(u) D;F(u, X™*, A™") dv,, ;(u)
s€Ty,s<t1,7=0 (5,5'] (s,8']
+2 ) DF (1, X7 A Y (du)Vx F(s, X7 A™)6X+ Y R
s€Ty,s<t (s,8 s€Ty,s<t

Since all appearing approximations have a d..-distance from (X*, A®%) less than A, from (3.2.6)),
and DF, VxF € B, we infer that

R < Cer <|< (s) |2+ZZ| >||unz<ds>|>.

=1



40 The associativity rule in pathwise functional It6 calculus

Moreover, DF (u, X A"’“*) and VxF(s, X", A™*)1e(s,#) are bounded, converge to
DF (u, X%, A*) and V x F(u, X*, A*), respectively, and all paths are left-continuous in u (see
proof of Theorem . Thus we can use a “diagonal lemma” for vague convergence of mea-
sures in the form of [20, Lemma 12]. This gives us that the first term on the right-hand side of
the above equation converges to

d t
> / O, F (s, X% A%)0,F(s, X, A*)d[X;, X](s).
ij=170
The second and third terms on the right-hand side of the above equation converge to 0, since
v corresponds to a continuous function whose components are of bounded variation, and hence
all appearing covariations vanish (see [80, Remark 8]). The same argument gives that the error
term converges to 0, since € converges to 0.
Second step: Note that we can assume without loss of generality that & = 7, by means of
polarization. This is because if we define X(t) := Y(¢) + Z(t), where Z(t) := G(t, X*, A") with
G as in the first step, then X also satisfies the requirements from the first step. Hence, ¥ has
the following continuous quadratic variation

d t
==Y / (B:F (s, X°, A%) + 0,G (s, X*, A))(0,F (s, X*, A%) + 8,G (s, X*, A*)) d[ X3, X;] (s).

1,7=1

Thus, by the polarization identity,

Y, Z](t) = % (Y +21(t) = Y1) = [Z1(2))

A

d t
= 3 [ ol A0, F (s, X A7) X X9
0

ij=1

_ Z/t@-G(s,XS,As)ajG(S,XsaAs)d[Xi>XJ'](5))

4,j=1

3 / (O (s, X°, A%) + 0,G(s, X*, A)) (03 F (s, X, A°) + 0,Gi(s, X*, A)) d[Xs, X,](5)

1,j=1

d t
-y / B,F (s, X*, A)0,G (s, X*, A%) d[ Xy, X,](s).
ij=170
Moreover, by concentrating on small time intervals, we can assume without loss of generality
that £ is of the form £(t) = VxF(t, X', A"), t € [0,T], for A, F as in Definition The
change of variables formula, Theorem [3.2.1], thus implies

T
F(T, X, AT) — F(0, X°, A%) — / DF(s, X*, A*)( ds)
0

d T T
1
— 5 Z/O vg{,ijF(S7XS7AS) d[XLJ(S) :/0' VXF<S,XS7AS) dX(S)
ij=1
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We introduce

/ DF (s, X*, A*)v(ds) — = Z / Vi F(s, X% A% d[X];(s),
1] 1
which belongs to the class CBV ([0, T]), by standard properties of Stieltjes integrals. In parti-
cular, we have [B] = 0. Moreover, setting Y (¢) := F(t, X!, A") — F(0, X°, AY), we obtain
[ [ OxPGs. x4 ax @) (0 = v + B = [Y)0),
0

Applying the first step yields
/g )dX (s /VXFSXS A%)dX (s )]()

= [Y] Z/ O, F (s, X° A*)0,F(s, X, A*) d[X;, X;](s),

i,j=1

which concludes the proof. O

3.3 The associativity rule in pathwise functional It6 cal-

culus

We are now ready to state and show the associativity property of the pathwise functional
It6 integral (3.2.4). This extends [80, Theorem 13] to the functional setting. It turns out that
associativity is crucial when discussing It6 differential equations in the pathwise setting (see [67,
80]). This fact will be illustrated for functional It6 differential equations in the subsequent
section.

Let X € QVINUT and §)s -+ > &) be locally admissible integrands for X. We define

:/Otg(@(s)d)((s), (=1,...,k. (3.3.1)

Then, Proposition implies that the continuous trajectory Y = (Y(l), e YH)) admits the
continuous covariations

Yo, Z/ §ik).i(8)€(0.5(8) d[Xi, X5](s). (3.3.2)
Theorem 3.3.1. Let X, &uy,...,&x) be as above and Y as in (3.3.1). Moreover, let n =

(T, - .- nx) be a locally admissible integrand for' Y. Then Y, ni€ is a locally admissible inte-
grand for X and

/On(s)dY(s):/o Zm(s)ﬁ(g)(s)dX(s). (3.3.3)
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For the proof we need the following auxiliary lemmas. The first one is a product rule for
vertical derivatives, the second one a chain rule for both vertical and horizontal derivatives.
Both extend statements from [34].

Lemma 3.3.2. Let F, G be two non-anticipative vertically differentiable functionals such
that F, G, VxF, VxG € F® and F, G, VxF, VxG € B. Then the product F'G is
again a non-anticipative vertically differentiable functional such that FG, Vx(FG) € F° and
FG, Vx(FG) € B. Moreover,

0;(FG) = 0,;FG+ Fo,G  forall i=1,...,d. (3.3.4)
Proof. Let X e U, A € WE,, in the following. For i € {1,...,d}, we have
(FG)(t, Xthei AY) — (FG)(t, X1, AY)

0,(FG)(t, X*, A') = lim

h—0 h
: G(t7Xt?hei?At)(F(t7Xt’hei7At) - F(t7 Xt? At))
= lim
h—0 h
t oAt t,he; At\ _ t At
L X5 AD(GE X, AT - Gt XF, AY)
h—0 h

=G(t, X", AV F(t, X", A" + F(t, X', AYO; F(t, X, AY).

Hence, F'G is vertically differentiable with respect to X, since F' and G are, and holds.

Now we want to show that F'G satisfies the required regularity assumptions, i.e., we have to
show that FFG,Vx(FG) € F° and that F'G, Vx(FG) € B. The product F'G and its gradient
are boundedness-preserving, since all functionals appearing on the right-hand side of (3.3.4])
are, and since the product of two boundedness-preserving functionals is again boundedness-
preserving. Indeed, if for any compact subset K C U there exist constants Ck 1, Ck 2 such
that

Vt € [0,T], V(X,A) € K' x Why,  |A(t, X, A)| < Ck, [¥(t, X, A)| < Cko,

it follows that there exists a constant C'x such that
Vit €[0,T], V(X,A) € K' x Why,,  [(AD)(t, X, A)| = |A(t, X, A)¥(t, X, A)| < Ck.

Moreover, all functionals appearing on the right-hand side of are left-continuous, by
our assumptions. Thus, both FG and its gradient, Vx(FG), are left-continuous, since it is
easily checked that the product of two (locally bounded) left-continuous functionals is again
left-continuous. More precisely, if

Vt €10, T, Ye1, e2 >0, V(X, A) € U" x Wiy, I\1, Ay > 0 such that
Vh e [0,t], V(X A) e U™ x Wi doo (X, A), (X, A)) < M A X =

IA(, X, A) — A((t — h), X", A)| < 1,
U (£, X, A) — U((t — h), X', A')| < e,
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it follows that
Vt € [0,T], Ve >0, V(X, A) € U" x Wiy, I\ > 0 such that

Vh e [0,1], V(X' A) e U™ x Wi, do (X, A), (X', A)) < A=

‘(A‘P><t7X7 A) - (A‘I])«t - h),X’,A/>| < K\I](tv X, A><A(t>X7 A) - A(<t - h),X’,A/))‘
FIA((E— R, X!, AN, X, A) — U((t — ), X', A))| < e.

This concludes the proof. n

Lemma 3.3.3. Let H : [0,T] x VI x Wi, = R, where V. C R* open, W C R" Borel, and
F [0, 7] XL{TXWBV — R*, where W C R™ Borel, be two left-continuous non-anticipative func-
tionals such that H, F € (C1 2([0,T]) and satisfy the reqularity conditions from Theorem
Then, the composition H(t, X, (D, A)) := H(t, Ft( X,A),D) defines a non-anticipative real—
valued functional on [0,T] x UT x MBV, where M C R™™™ Borel, that is of class C*2([0,T))
and satisfies the regularity conditions from Theorem[3.2.1. Moreover,

OH =Y 0HOFy, i=1,...4d (3.3.5)
X”H Z (Z VmeajEm)@f@ + 8@HV§(7ijﬁ(@> , o, =1,....d; (3.3.6)
T
DH = <D0H + Z 8 HDoF\y), Z O HD, F| Z O HDs7Fy, DiH, ..., D, H
(3.3.7)

Proof. We can assume without loss of generality that d = k = m = 1. Since H is vertically
differentiable with respect to Y, it follows that

H(t, Y DY) = H(t,Y', D') + P(t,Y', DY} + o(|1]);
analogously, since F is vertically differentiable with respect to X, it follows that
F(t, X" At = F(t, X', AY) + Q(t, X', A)h + o(| ).
This implies, with b/ = F(¢, Xth At) — F(t, X", A?),

H(t, X" Dt AY) = H(t, F*"' (-, X, A), DY) = H(t, Y*" , DY)
= H(t, F'(-, X, A),D") + P(t, F*(-, X, A), D')(F(t, X" AY) — F(t, X*, AY)) + o(|W])
= H(t, F'(-, X, A), D") + P(t, F'(-, X, A), D)Q(t, X*, A'Yh + o(|h]).
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Thus, H is vertically differentiable with respect to X, and its vertical derivative is given by
OxH(t, X', D' AY) = P(t, F'(-, X, A), D)Q(t, X!, A = 8y H(t, F'(-, X, A), DY)ox F(t, X*, AY),

which shows . Since H and F are twice vertically differentiable with respect to Y and
X, respectively, an application of the chain rule in the form of and the product rule
from the preceding lemma directly yields (3.3.6)).

Now we turn to the proof of . Clearly, there is nothing to show for the last n
components of the vector DH. For the horizontal derivative with respect to ﬁ, we proceed as
follows. Since F is horizontally differentiable with respect to ,ZL it follows that

F(t, Xh AN = F(t, XU A 4+ o (8, X AYD((E — hyt]) + o([5((E — R, 1))
This implies, with b/ = F(¢, X" A) — F(t, X'~ A=),
H(t, X" D" A = H(t, F=P (. X, A), D" = H(t, F*" (-, X, A), D)

+ P(t, F""(, X, A), D) (F (e, X AY — F(t, XU AR + o(|1)
= H(t, F""(-, X, A), D" + P(t, F*"(-, X, A), D" M®(t, X*, AYD((t — h, t]) + o(|D((t — h,1))]).

Thus, H is horizontally differentiable with respect to A with
DH(t, X!, D', AY) = P(t, F'(-, X, A), DY®(t, X, A') = y H(t, F'(-, X, A), DYDF(t, X*, AY),

which shows (3.3.7). Analogously, the statement follows for the first component of the vec-
tor DH. As shown in Lemma , products of boundedness-preserving (respectively, left-
continuous) functionals are again boundedness-preserving (respectively, left-continuous). Hence,
H e C“2(]0,T]) and satisfies the regularity conditions from Theorem . O

Proof of Theorem[3.3.1. As in the proof of Proposition [3.2.7] by concentrating on small inter-
vals we can assume without loss of generality that () is of the form () (t) = Vx Fy)(t, X', Af,),

t € (0,77, for Ay € Wégv, where W* C R™, and Fly) is as in Definition m Then, Theo-
rem yields

T
Fio (T, X", Aly) — Foy (0, X°, Afy) /DF@)(&XS’A&))W@(dS)
T
oo Z/ V2 Fl(s, X°, A%,) d[X] (s)+/ Vx Fy (s, X*, %) dX (s),
i,j=1 0

where v (ds) = (ds, A@)1(ds), ..., Aw)m,l( ds))T. Introducing

A(Z),mﬁ—l /'DF(E S, X°* A Z/ VX@]F(E S, XS f£)>d[X]ij(8) (338)

231
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and setting g(g) = (A(g%l, o A A(g),mHl)T, we can write
Yip(t) = Fu(t, X', Aly) — Fioy (0, X°, Aly) — A@ymer1 (t) =1 Fiop(t, X*, Alp). (3.3.9)

Here, Z(g) is a continuous function whose components are of bounded variation, by stan-
dard properties of Stieltjes integrals (see, e.g., [95, Theorem L.5 c]). Moreover, ﬁ(g) is a non-
anticipative functional of class C12([0, T]) with Vxﬁ([) (t, X, g(g)) = VxEy(t, X, Ay), and the
regularity conditions from Theorem [3.2.1] are satisfied for F{;y being replaced by F, (¢0)- Denoting

~ ~ ~ ~ ~ ~ T
F(t, X, A) = (F(l)(t, X, Aw), . Bt X, A(ﬁ))> ,

the identity (3.3.9) reads
Y(t) = F(t, X" AY). (3.3.10)

Again by concentrating on small intervals, 1 can be written without loss of generality as

n(t) = VYH(t Yt DY), t € [0,T], for D € W}g,,, where W C R™, and H is as in Defi-
nition Using 1) as well as the notation VyF(t, X, A) for the matrix of vertical

derlvatlves of F, Lemma (3.3.3| yields

S0 (t) = S OH(L Y, D)V x Fly(t, X1, Aly)
/=1

— VyH (t, P, X, A, Dt) Vi E(t, XY, AY)
= VxH(t, X', D",

where D = (D, A) € WZL,, x VAV/EBV, with W C R™, W C R™ Borel, and m = Y orey M + K.
Moreover,
H(t, X, (D,A)) = H <t, Fi(, X, A’),D)

defines a non-anticipative left-continuous functional that satisfies the requirements of Defini-
tion 3.2.4] also by Lemma (3.3.3] We hence infer that >",_, 7:{) is admissible for X.

Using (3.3.10) we get
T r ! ’
/0 n(s)dY (s) = lim >N 0H(s, Y™, D) (Fi(s', X, Afy) — (s, X*, Afy)

seTy, (=1

- lim > Zaz 8, Y™, D) (A me1(5) = Awymera(s)),  (3.3.11)

seT, (=1

where Y™~ denotes the n-th approximation of Y, stopped at time s—. Since the quantity
OcH(s, Y™™, D™)lye(s,s is bounded and converges to n,(u), by left-continuity of Vy H, and
both are left-continuous in u, by [20, Proposition 1], and since Ay m,+1 is a continuous function
of bounded variation, and hence corresponds to an atomless measure on [0,7], we can use a
“diagonal lemma” for vague convergence of measures in the form of [20, Lemma 12]. Thus,
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with the associativity of the Stieltjes integral (see, e.g., [958, Theorem 1.6 b]) and the definition
of A(g),m,+1, we infer for the second term in (3.3.11)):

Tim 33" OH (s, Y™, D) (A (5) = A1 (5))

seTy, ¢=1

K T
— Z/O ng(S)DF(g)(S,XS,A‘EZ))V(K)(dS)
/=1

K d T
1 S S
T 2 Z Z/o TIe(S)VngF(@(s,X s Alpy) d[XTi5(s). (3.3.12)

¢=1 ij=1

For the first term in (3.3.11)), as in the proof of Proposition [3.2.7, we approximate the
increments of F{y) for the path (X, A¢) by the respective increments along the piecewise con-
stant approximation (X", A’&)). As in the proof of Theorem for s € T,, we consider the
following decomposition of the increments of Fiy) along the piecewise constant approximation
(X", Afy) into “horizontal” and “vertical” terms:

F(g)(s', Xn’sl_, A?é; ) — F(g)(s, XM A&’)S) = F(g)(sl, Xn’sl_, A?é; ) — F(é)(S; X", A?é;)
+ F(g)(s, XM A?é)s) — F(g)(s, XM A?Z’)S) (3.3.13)
The first term on the right-hand side of (3.3.13) is equal to ¥ (h]) — V() (0), where ) (u) :=
Fl(s+u, X™* Ay ). Since Fjy) admits a horizontal derivative in the sense of (3.1.7)), (3.1.8),

we can write

F(s', X™', A?Z’)s/) — Floy(s, X™, Ay) = /(0 . DF(s 4 u, X™*, A?é;+U7)V(g)7n< du), (3.3.14)

where vy ;, is the measure corresponding to the n-th approximation AE‘@ of A(y. For the second
term on the right-hand side of (3.3.13]), we have

F(€)<87 Xms) A?é)s) - F(f) (87 Xn,S—’ A?é;) = ¢(£) (5Xsn) - ¢(£) (0)7 (3315)

where ¢ (u) = Fig(s, X, Ajp). Since Fg) € C*([0,T7), the function ¢ is well-defined and
twice continuously differentiable in an open neighborhood B of X (s) in U, with

V) (u) = Vx Fe(s, X" AR, (3.3.16)
V26 (u) = Vi Fo (s, X AG). (3.3.17)

Hence, a second-order Taylor expansion of ¢ at u = 0 yields
F(g)(S,Xn’S,A?é;> — Flo(s, X™*, A&)s) = VxFp(s, X", A?é)s)éXg

d
1 n,s— n,s n n n
) D VR Fo(s, XM AR )OXI X7 + 1y, (3.3.18)

4,j=1
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where for some 6 € [0, 1],

d
1 .
HEEDS (vXU (8, X7 0XE AmS) % F (s, X0 A"s)> SXIOXT.
2,J=1

Since (X, Ap), (Y, D) are continuous and hence, uniformly continuous on [0, 77, it follows that
o= s ([Ag(a) = Ap(@)] + X (@) = X(8)| +|D(a) = D(B)] + Y (a) = Y(8)))
a7ﬁ€[07T},|a—ﬂ\§|Tn|
converges to 0 as n — co. Thus, since V4 F(y), DF{y), and Vy H are boundedness-preserving,
we infer that for n large enough there exists a constant C' > 0 such that
Ve < T, V(X' Alp) €U x Wy, (Y, D) € V' x Wiy,
doo ((Xtv A(E))a ( ) I(Z))) + doo ((th Dt)? (Y/a D/)) < )\n,f
= |0:H(t,Y', DYDF(t, X', Alp))| < C, [0H(t,Y', D)V Fiop (8, X', Afy)) || < C.
We now sum over s € T,, and £ = 1,..., k. As in the proof of Theorem [3.2.1] we have that
3 (F(g)(s’,X”’S",A@’)S ) — Flo(s, X", A@;;)) _

DFy (u, Xms) AE%”) Ven(du)

s€Ty,s<t (0,t]
converges for all ¢ € [0,T] to By)(t) fo DEF(s, X*, Afyy)v(e)(ds), using a “diagonal lemma”
for vague convergence of measures in the form of 20, Lemma 12]. As above, the quantity
OcH (s, Y™™, D™)1,¢(s,¢ is bounded, converges to ne(u), by left-continuity of Vy H, and both
are left-continuous in u, by [20, Proposition 1]. Thus, since B is continuous and of bounded
variation, and hence corresponds to an atomless measure on [0, T], another application of [20),
Lemma 12], in conjunction with the associativity of the Stieltjes integral (see [95, Theorem 1.6

b]), yields that

>N 0H(s, Y™, D) (F(@(s', XA = Fap(s, X, A@;))

K oT
%Z/ e(s)DEey (s, X°, Afy) )V (ds). (3.3.19)
=170
Moreover, using (3.3.18) we obtain that

> D AuH (s, Y™ D) (Flop(s, X7, AT = Flo(s, X7, A7)

seTy, (=1

=YY OH(s, Y™, D)V x Fipy(s, X7, Aly) - 0XT

seTy, =1

K d
b3 ST ST ST B (s, Y DT Fig, (s X AT XX,

seT, =1 i,j=1

+ iaeﬂ (s, Y2, D)1y (3.3.20)

seT, (=1



48 The associativity rule in pathwise functional It6 calculus

The quantity 0,H (s, Y™, D”’S)V?XF(@, i (s, X™°7, A?é;)]lue(&s/] is bounded by C', converges to
ne(w) Vi Flo, i (u, X*, Afy); by left-continuity of Vy H, V% Fly), and both are left-continuous in
u (by [20, Proposition 1]). Since X € QV¢, an application of [20, Lemma 12] gives that

K d
1 n,s— n,s n,s— n,s n n
3 DD D 0H(s, Y™, DMV Floy, ij(s, XM, AR )X OXT

s€T, 6=1 i,j=1
1 K d T
5 > / 1e(u) Vi Fey, i (u, X*, Afyy) d[X]ij(u) (3.3.21)
¢=14,j=1"0

as n — oo. Using the same argument, since [0, H (s,Y™*~, D™*)r2,| is bounded by €Z |0 X%,
where €}, converges to 0, the remainder term, » 5, > . 0pH(s, Y™, D™*)rt,, converges to
0.

Applying (3.3.19) and (3.3.21]) we thus obtain for the first term in (3.3.11)):

. n,5— n,s / s’ s’y s AS
Tim >N 0H(s, Y™, D )(F(g)(S,X AT F(@)(s,X,A(@)>

seT, ¢=1
= Jim 30 ST 0H (s, Y D) (Rl X0 AT = Fio (s, X7, A7)
seT,, ¢=1

R T
— Z /0 W(S)DF@)(S,X‘S,Afg))y(g)(ds)
/=1

+ Jim YD OH (5, Y™, D)V Fp (s, X7, AGT)OX

seT, (=1

K d T
1 S S
+ §Z Z/o () Vi Fey i3 (u, X s Al ) d[X]i;5(s). (3.3.22)

(=1 i,j=1

Thus, (3.3.11)) becomes, in conjunction with (3.3.12]),

T K
/0 n(s)dY(s) = lim > > 9H(s, Y™, D™*)Vx Fp)(s, X7, Ay - 6X7.

n—00
seT, (=1

Since we have already established in the first step that > ;_; 7:(s)&)(s) is admissible for X,

this concludes the proof. O
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3.4 Applications to It6 Differential Equations

The associativity rule derived in the preceding section guarantees that informal computations
with [to differentials typically lead to correct statements. It is therefore of fundamental im-
portance and crucial for many applications. For instance, the elementary associativity rule
from [80] was derived in order to show that CPPI strategies can be constructed in a purely
pathwise manner. Moreover, it enables us to translate the Doss—Sussmann method to the path-
wise It6 calculus (see [67, Section 2.3]). Our motivation for establishing the associativity rule
within functional pathwise It6 calculus originated from the wish to give a strictly pathwise
treatment of stochastic portfolio theory; see [84] and the discussion in Chapter [d To illustrate
already at this point why the associativity rule is so important, we will now use it to prove
existence and uniqueness results for pathwise linear It differential equations whose coefficients
are non-anticipative functionals.

Let X € QV? Y € QV be such that all covariations [Y, X;], i = 1,...,d, exist and are
continuous, and let ¢ = (oy,...,04) be a locally admissible integrand for X. Then, Z €
C([0,T],R) is called a solution of the linear Ito differential equation

dZ(t) = dY (t) + Z(t)o(t) dX (2), (3.4.1)

with initial condition Z(0) = z, if the map ¢t — Z(t)o(t) is a locally admissible integrand for
X and if Z satisfies the integral form of (3.4.1): Z(t) = z + fot Z(s)o(s)dX(s), 0 <t <T.

Theorem 3.4.1 (Existence and uniqueness of the homogeneous linear IDE). Suppose that o
is a locally admissible integrand for X € QV®. Then, for any z € R, the homogeneous linear

Ito differential equation
dZ(t) = Z(t)o(t) dX (1), (3.4.2)

with initial condition Z(0) = z, has the unique solution
t 1Y t
Z(t) = zexp / o(s)dX(s) — 5 Z / oi(s)oi(s)d[X]i;(s) | - (3.4.3)
0 510

The solution Z of the above equation is the Doléans-Dade exponential of

I(t) = /0 o (s) dX(s), (3.4.4)

and will be denoted by £(I)(¢) in the following.

Proof of Theorem[3.4.1] Let us first show that Z satisfies the required equation. Since I from
(3.4.4) has the continuous quadratic variation [[](t) = szzl fot oi(s)oj(s) d[X];(s), by Propo-
sition [3.2.7] setting

K(t) = 1(t) - 5l1](t) = I(t) - > /0 ai(s)o;(s) d[X]i5(s),

i,j=1
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k

and applying Follmer’s pathwise 1td formula [46] to K and f(k) = e* we obtain:

Z(t):f(K(t)):Z(O)—i—/O Z(s)dK(s)—i—%/o Z(s)d[K](s):z+/0 Z(s)o(s)dX(s).

Here we have used Theorem [3.3.1, with n = Z and £ = o, the associativity of the Stieltjes

integral from [95, Theorem 1.6 b], and the fact that [K](t) = [I](t), due to [80, Remark 8§].
Let us now turn to the proof of the uniqueness of solutions. Throughout the proof we let Z

be as defined in (3.4.3) and suppose that Z is another solution of with initial condition

z. We distinguish three cases.

[.2>0: Since Z > 0 in this case, applying the pathwise It6 formula [46] to the function

f(2,%) = Z/2 and the paths Z, Z yields that

20 _qy [ 126 Z6)\ 126 g [ Z(s
Z(t) 1+/0 <_Z(3)/Z2(S)> d (Z(S)) +/0 75(s) d[Z](s) /0 7205) d[Z, Z](s).
(3.4.5)

Since both Z and Z satisfy the integral form of (3.4.2)), the associativity result from Theorem

1z ) £y (s) = Z(s)o(s), and Em)(s) = Z(s)o(s) that

— 772

Y1/4(s) Z6)\ _ LG 26 e\ e
A(%WﬂJd@J‘A@@ﬂ>z@HOUMUO’

and so the pathwise [t6 integral vanishes. Moreover, using Proposition for the quadratic
variation [Z] and covariation [Z,Z] we obtain, in conjunction with the associativity of the
Stieltjes integral from [95, Theorem 1.6 b],

3.3.1| gives for k =2, n = <

' () N oo 2 vt - [ aig
Aﬁ@wm_ZAMWMﬂMmWFAW@Wﬂ@

ij=1

Plugging these results back into (3.4.5) we arrive at % = 1, which is the desired uniqueness

in case z > 0.

Il 2<0:1f Zis any solution of with Z(O) = 2, then 7 := —Z also is a solution of
with initial condition Z (0) = —z > 0. Hence, uniqueness holds by the previous argument.

II1. 2 =0 : Suppose by way of contradiction that there exists a non-zero solution Z of
with Z(0) = 0. For instance, this is the case if there exists ¢ > 0 such that Z(t) > 0, the
case Z(t) < 0 can be treated in the same manner. Then, the stopping time 7, := inf {t >

0 ‘ Z (t) = 1} will be finite for sufficiently large n € N. Introducing the time-shifted paths

Z(t) == Z(t+1,), 5(t) == o(t + 1), and X () := X(t +7,,), we have for sufficiently large n,
~ 1 b ~
Z(t)=— +/ Z(s)o(s)dX(s), t=>0,
0

n
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which is equivalent to Z(t) = =1 ( Jya( s)dX (s )) (t), by previous arguments. It follows that

Zt+1) = %exp (/ " ! Z/Tn " ri(5) o3 (s) X, X;](s )) (3.4.6)

zgl

for t > 0. Clearly, the integrals inside the exponential function are uniformly bounded in n.
Thus, letting n go to infinity in (3.4.6) yields Z(t) = 0 for all ¢ > lim,, 7,,, which is the desired
contradiction. Hence, Z(t) = 0 is the only solution with initial value Z(0) = 0. O

For the general inhomogeneous linear 1t6 differential equation (3.4.1) the following result
extends the standard “variation of constants” technique.

Theorem 3.4.2 (Existence and uniqueness of the inhomogeneous linear IDE). Suppose that
o is a locally admissible integrand for X € QV® and Y € QV is such that all covariations
Y, X;], i =1,...,d, exist and are continuous. Then, for

2°(1) ::5(/ o(s) dX(5)) (1)
0
and any z € R, the inhomogeneous linear Ité differential equation
dZ(t) = dY (t) + Z(t)o(t) dX (1), (3.4.7)

with initial condition Z(0) = z, has the unique solution

2(8) = 290) <z+ /O tZOL(S)dY(s) _ /0 tZOL(S)d[Y, /0 o(s) dX(s)] (s)>. (3.4.8)

Proof If Z and Z are solutions of - with the same initial condition, then their difference
7 = Z — 7Z satisfies dZ(t) = Z(t)o(t) dX(t) with initial condition Z(0) = 0. Hence, The-
orem implies 7 = 0, which shows the uniqueness of solutions. In the second step, an
application of Follmer’s pathwise product rule and of the associativity result from Theorem
3.3.1 shows that Z indeed solves .

More precisely, we introduce

A(t) == 2 + /0 t ZOL(S) dv'(s) — /0 t ZOL@ d[y, /0 o(s) dX(s)} (s). (3.4.9)

Thus, applying Follmer’s pathwise It6 formula [46] to the paths Z;, A with the function
f(20,a) = zpa yields

Z(t) =2+ /0 A(s)dZ%s) + / Z°%(s) dA(s) + [2°, A](4).

0
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Since Z° satisfies Z°(t) = 1 + fot Z%(s)o(s)dX(s), as shown previously in Theorem we
infer in conjunction with the integral form of A,

2() = 2 + /0 29(5) A(s)o(s) AX (5) + /D 20(s) Zol(s) 4y (s)
! 0 1 . 0
_ /O 29(s) ZO(S)d[Y, /0 o(s) dX ()] (5) + [2°, A](1). (3.4.10)
Furthermore, by Proposition [3.2.7]
[Z°, Al(t) = [/0 Z°(s)o(s) dX(S)’/O' Z()l(S) dy(s)] (t) = Z/O oi(s)d[X;, Y](s)

= v / o(s) dX(s)] (1),

0

Hence, we obtain

which concludes the proof. O



Chapter 4

Model-free portfolio theory and its
functional master formula

The purpose of this chapter, which follows [84], is twofold. On the one hand, we will deal
with an extension of the master formula in Stochastic portfolio theory (SPT) [37, 38| [40, 45]
to path-dependent portfolio generating functions. On the other hand, since our framework is
based on the pathwise Itd calculus developed by Follmer [46], Dupire [34], and Cont, Fournié
[20], in the slightly extended form of [82] (as described in the previous chapter), we will be able
to overcome uncertainty issues in specifying a probabilistic model. Thus, we will obtain a new
case study in which continuous-time trading strategies can be constructed in a probability-free
manner by means of pathwise It6 calculus.

The chapter is organized as follows. In Section [4.1 we introduce our market model; in
particular, we introduce the notion of the market portfolio and of the excess growth rate of a
portfolio in a strictly pathwise setting. Our main result on the pathwise functional extension of
the master equation is stated in Theorem [4.2.5] whose proof essentially relies on the associativity
of the pathwise functional It6 integral, Theorem [3.3.1} In Section [4.3] we discuss simulation
results, obtained using the stock data base available from Reuters Datastream.

4.1 Markets and portfolios

Pathwise 1t6 calculus can be used to model financial markets without probabilistic assumptions
on the underlying asset price dynamics; see, e.g., [9, [T}, [25], 147, 49, [79, [84], 6] for corresponding
case studies. In the following, we consider a financial market model consisting of d risky assets
and a locally riskless bond. The price of the bond is given by

dB(t) = B(tyr(t)dt, B(0) =1, (4.1.1)

where 7 : [0,00) — R is a measurable short rate function satisfying fOT Ir(s)|ds < oo for all
T > 0. The prices of the risky assets are described by a d-dimensional continuous path S with
values in an open subset U C ]Ri, where R, := (0, 00). Our only requirement is that these asset

23



54 Model-free portfolio theory and its functional master formula

prices allow for the functional pathwise 1t6 calculus [46] 20, 34] in the slightly extended form
of [82], and that trading strategies are such that the corresponding pathwise [td integrals exist.
For the remainder of this chapter we fix a refining sequence of partitions (T,) of [0, c0), i.e.,
T, = {to,t1,...}issuchthat 0 = ¢, < t; < ... and ¢}, — coask — oo, we have Ty C Ty C -+,
and the mesh of T,, tends to zero on each compact interval as n 1 co. We assume that S € QV¢
in the sense of Definition , adjusted for [0, 00), i.e., for any 1 <i,7 < d and all ¢ > 0 the
sequence

Y (Sils") = Sil)) (Sj(s) — Sj(s)) (4.1.2)

s€Tp
s<t

converges to a finite limit, denoted [S;,S;|(t), such that ¢ — [S;,S;](t) is continuous. The
functional Itd formula for continuous paths, Theorem [3.2.1] allows us to define admissible
integrands ¢ for S as follows, so as to guarantee the existence of the pathwise Itd integral

fOT £(s)dS(s), T > 0, as the limit of non-anticipative Riemann sums in the sense of (3.2.4).

Definition 4.1.1. A function £ : [0,00) — R? is called a locally admissible integrand for S if
for every T' > 0 there exists a partition T = {¢to,...,tx} of [0,7] such that Vk = 1,..., N, there
are constants my, € N, functions A, € Wy, |, v.,cBv, where W C R™* and non-anticipative
functionals Fy as in Theorem [3.2.1] such that

N
§() = VxFilt, Sk, Al ety 10)-
k=1

Here, Vx F}, is the vertical derivative of F, with respect to X in the sense of Definition [3.1.5]

Sp =8 ‘ : is the restriction of S to [tx_1,tx], and we require

te—1,tk]

Fk(tk,slik,AZk) = Fk+1(tk752k,z42k) for k= 1, .. .,N — 1.

Definition 4.1.2. Suppose that £ is a locally admissible integrand for S and 7 is a real-valued
measurable function on [0,00) such that fOT In(s)|d|B|(s) < oo for all T > 0. Then the pair
(&,7n) is called a trading strategy, where &;(t) corresponds to the number of shares held in the
i-th stock at time ¢, and 7n(t) is the number of shares held in the riskless bond at time ¢.

In the following, we focus on the class of self-financing trading strategies that do not require
the infusion or withdrawal of capital after time ¢ = 0, as motivated at the beginning of Chapter

2l

Definition 4.1.3. Let £ be a locally admissible integrand for S and 7 a real-valued measurable
function on [0, 00) such that fOT In(s)| d|B|(s) < oo for all T" > 0. The trading strategy (&, 7)
is said to be self-financing if the associated wealth V(t) := £(¢) - S(t) + n(t)B(t) satisfies the
identity

t
0

V(t) = V(0) + /O "(5)dS(s) + / n(s)dB(s), t>0. (4.1.3)
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Note that the prices S(t) = (S1(t),...,S4(t))", B(t) are given in currency units that are
payable at time t. However, euros that are payable today and euros that are payable in, for
instance, one year from now do not have the equal value (this can be seen in the change of
the bond price). In order to compare currency units that are payable at different times, we
introduce the discounted prices, as follows

S(t) = (‘253%) V() = 140) = &£() - S(t) +n(t), Bt)=1. (4.1.4)

Lemma 4.1.4. It holds that S € QV? if and only if S € QV*.

Proof. Without loss of generality assume d = 1. First, let S € QV. Follmer’s pathwise [t6
formula [46] applied to the function f(s,a) = s-a and to the paths S and 1/B yields that

() = 5(0) + /0 BL) dS(s) — /0 BES)S(s)dB(s), (4.1.5)

in conjunction with the fact that [S, 1/B] vanishes, due to [80, Remark 8]. Since fot %5(8) dB(s)

is a Riemann-Stieltjes integral, its quadratic variation along (T,,) vanishes. Since fot % dS(s)
is a pathwise It0 integral, it belongs to QV', by Proposition . Moreover, both admit (van-
ishing) covariation along (T,,) , by polarization. It thus follows that S € QV. On the other hand,
if S € QV, an application of Féllmer’s pathwise It formula [46] to the function f(s,a) =s-a
with the paths S and B and a completely analogous argument yield that S € QV. m

The following proposition shows that when focusing on self-financing strategies, we can
work without loss of generality with the discounted prices. It is standard in stochastic calculus,
however, in our strictly pathwise setting its proof needs the associativity rule from Theorem

B.3.11

Proposition 4.1.5. If £ is a locally admissible integrand for S, then & is also a locally admis-
sible integrand for S, and a trading strategy (£, 1) is self-financing if and only if its associated
discounted wealth satisfies

V(t) = V(0) + / tg(s) dS(s), t>0. (4.1.6)

In this case, the riskless component n is given by

n(t) = Vv(0) +/0 £(s)dS(s) = £(1) - S(8), (4.1.7)

and thus, the riskless component of a self-financing trading strategy is uniquely determined by
the initial investment V (0) and the risky component £. In particular, if £ is a locally admissible
integrand for S and w € R, then there exist a real-valued function n such that the pair (&,m) is
a self-financing trading strategy with V(0) = w.
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Proof. Again, without loss of generality assume d = 1. Since £ is locally admissible for
S, for every T' > 0 there exists a partition T = {to,...,tx} of [0,7] such that £(t) =
Zszl Ox Fr(t, Sk, Al Lie, 1t With A, Fj, as in Definition @ Let Bj denote the restric-
tion of B to [ty_1,tx], then £ can be written as £(t) = 22:1 8Xﬁk(t, giiaA\Z)Ete[tk_l,tk)a with
A\k = (Ak, Bk) and F\k(t,Xk, A\k) = Fk(t, Bka, Ak>/Bk(t) Here, Bka means pOiIltWiSG multi-
plication. Hence, ¢ is locally admissible for S.

To see the equivalence of (4.1.3]) and (4.1.6)), we first assume that (£,n) is self-financing in
the sense of (4.1.3)). Then,

V(1) = V(0) + /0 B%S) v (s) — /0 st)f/(s)dB(s)

t 1 t 1
:/0 B(S>§(s)d5(s)+/0 %ﬁ(s)dB(s)
toq
—[}§E¢a$%®+M@B@»Mﬂ$

b1 b
_ /O B3 S 4S(s) - /O B S8 4B () (4.1.8)

Here, we have used Féllmer’s pathwise [t6 formula [46] applied to the function f(v,a) =v-a
and to the paths V' and 1/B in the first step. In the second step, we have used and the
associativity rule in functional pathwise It calculus, Theorem [3.3.1] and we have inserted the
definition of V. Using and once again Theorem , we infer that

tq toq N _—
KB@“W”@‘ﬁB@ﬂW%NM$=Aa$ww, (41.9)

which is (4.1.6). To show the converse direction, we assume that (4.1.6)) holds, apply (4.1.9),
and reverse the steps in (4.1.8)) so as to obtain (4.1.3)).

To show the last statement, define

V() :=w +/O £(s)dS(s), n(t) =V () —&@t) - S(1).

The pathwise 1t6 integral on the right-hand side is well-defined, since for every T" > 0 there
exists a partition T = {t¢,...,ty} of [0,T] such that

N
f(t) = Z vXFk(t> Sltcv (All:m B/i))ﬂte[tk—lvtk)7

k=1

where ﬁk@, Xk,(Ak,Bk)) = Fk(t,Bka,Ak>/Bk(t) with Ak,Fk as in Definition , and

(Ag, Br) has components of bounded variation on [0,7]. It follows that V(t) = V(¢)B(t)
is the portfolio value of (£,7n) and the above argument implies that (£, 7) is self-financing. [J

Hence, when dealing with self-financing trading strategies, it is sufficient to focus on the
initial wealth w and the risky component ¢. Often it is convenient to describe such self-financing
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trading strategies by the vector m(t) = (mi(¢),...,m4(t))", where m;(t) denotes the proportion
of the current wealth V7 (¢) that is invested into the i-th asset at time ¢, i.e.,

(1-2Lm) v
B(t)

Wi(t)vﬂ(t)

&(t) = O (4.1.10)

i=1,...,d, and n(t)=

Taking this point of view, the trading strategy (4.1.10)) will be self-financing if and only if the
associated wealth, V™, satisfies the It6 differential equation

(1-2L )
B(1)

av () = ve) S asy £ v

30 dB(t), (4.1.11)

where

w(t)  (m(t) ma(t)\ "
S) (Sl(t)""’Sd(t)) '

The corresponding code is given in Table A.1.
By Theorem |3.4.1}] it follows that

V() = V(0) - £ (/0 gg dS(s)) exp (/Ot (1- im(s))r(s) ds>

for any 7 such that 7 /S is a locally admissible integrand for S and the second and third integrals
in (4.1.12) exist as Riemann-Stieltjes integrals. If we disallow borrowing from or investing in
the money market, we obtain the following definition.

Definition 4.1.6. An R%valued measurable function 7 is called a portfolio if /S is a locally
admissible integrand for S and the second and third integrals in (4.1.12) exist as Riemann-
Stieltjes integrals, and if

m(t)+---+m(t)=1, t>0. (4.1.13)

A portfolio is called long-only if m;(t) > 0 for all ¢ and all t.
A long-only portfolio thus takes values in the simplex in R,
A= {(ry,...,m)" €ER |71, >0...13>0and 7 + - +7g = 1}.
In the following, we will also need the following notation
AL ={(m,...,m)" €A | m >0...7mq > 0}

Moreover, we will denote by V™ the wealth associated to a portfolio = with initial investment
w.
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As in [45, Section 2], we normalize the market, i.e., we suppose that at any time ¢ each
stock has only one share outstanding. Then, the stock prices S;(¢) represent the capitalizations
of the individual companies, and the quantities

STotal(#) .= G (t) 4 -« + Sg(t) and ju(t) := Sl—(w 1=1 d (4.1.14)
: i(8) = Foni(p) A 1.
correspond to the total capitalization of the market and the relative capitalizations of the
individual firms, which are called the respective market weights. Clearly, we have

d
0<pm(t)<1 forall i=1,...d and » p(t)=1. (4.1.15)
=1

By (4.1.11)), the associated portfolio value satisfies

dVwh(t) = V“”“(t)% ds(t),

or, equivalently,
dverr(t) _ plt) qony - dsmTetl(t)

van() — 5@ YW = T

since

d d
g (t) 1 Total
= and ) dSi(t)=d (Z Si(t)> = dsTetal(¢),
Si(t)  STri(t) i=1 i=1
With V*#(0) = w this gives us

w

Wk (1) = ——— GTotal (¢ 4.1.1
V) = gy S ) (4.1.16)
whence we infer that
p V) V) w
Sl-(t) - STotal(t) - STotal(O)

is the number of shares in the i-th asset p holds at time ¢ (for ¢ = 1,...,d). The corresponding
code is given in Table A.2.

In our model-free version of portfolio theory, we do not wish to make assumptions on the
structure of the covariations [S;, S;] apart from the fact that the sequence in converges
for all ¢t and [S;, S;](t) is continuous. In particular, we do not assume that [S;, S;](t) is absolutely
continuous in ¢. Growth rates and covariances, which are functions in [45], therefore need to
be modeled as measures in our strictly pathwise setting.

Definition 4.1.7. The covariance of the stocks in the market is described by the positive
semidefinite matrix-valued Radon measure a = (a;;)1<; j<a defined as

Si(t)5;(t)
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The excess growth rate of the portfolio 7 is defined as the signed Radon measure

FE(dE) = % (Z mi(t)au(dt) = > m(t)m(t)ay (dt)) . (4.1.18)

i=1 ij=1

For any portfolio 7w, we define the covariances of the individual stocks relative to the portfolio
7 as follows for i,7 =1,...,d,

TZ-T]r-(dt) c=(m(t) —e;) Ta(dt) (m(t) — e;). (4.1.19)

™

It follows from Lemma below that 77 = (Tl-j> is always a positive semidefinite matrix-
valued Radon measure. Moreover, if 7 is long-only, Lemma gives that the excess growth
rate is a positive Radon measure. Note that

d d

d

(dt) = ag(dt) = Y mi(t)ay(dt) = Y mit)ay(dt) + > mi(t)m(t)ay(dt). (4.1.20)
j=1 i=1 t,j=1

Thus, the relative covariances of the individual stocks from (4.1.19]) satisfy the elementary

property

d
> omt)r(d) =0, i=1,....d (4.1.21)

Since

1
thanks to the fact that m(¢) + -+ + m(t) = 1, we get

Z (7] Z 7 (t)ai; ( dt) Z > i) m(t)a( dt)

= Zﬂ'j (t)a@](dt) - Wk(t)aik< dt)

=0.

The next lemma gives the logarithmic representation of the wealth V™ (t) := V17(¢) corre-
sponding to the portfolio © with the initial investment w = $1. It also provides a motivation
for calling ' the “excess growth rate” of the portfolio 7.
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Lemma 4.1.8. The return from a one-unit investment according to the portfolio m is given by
dlog V™ (t) = w(t) dlog S(t) + vx(dt), (4.1.22)
where log S(t) denotes the vector of the log-prices.

Proof. On the one hand, Follmer’s pathwise Itd formula [46], applied to f(z) = logz and the
paths .S; individually, yields

1 1

08 51(t) = 577 4Si0) = 575 IS
On the other hand, (4.1.12)) implies, in conjunction with the portfolio condition (4.1.13]),
m(t) 1 & m(t)m(t)

dlog V7(t) = < dS(t) — 5 Z Si(t)S;(t)

t,j=1

d[S;, S ().

Combining the above two equations we infer, using the associativity of the Stieltjes integral
from [96, Theorem 1.6 b] and the associativity of the pathwise functional Itd integral, Theorem

B.3.1}
1 d
dlog V7 (t) = m(t) dlog S(t) + = ;m dllog Si](t) — 5 Z: t)m;(t) d[log Si, log S;](%),
which implies the assertion via the definition of . m

In particular, equation (4.1.22)) yields the following dynamics for the market weights

dlog p;(t) = (e; — pu(t)) dlog S(t) — i (dt). (4.1.23)

Lemma 4.1.9. FEquivalently, (4.1.23)) can be written as

dps(t) 1 o
) (e () dlog S() —v(dh) + 5ri(dy), i=1,....d (4.1.24)

Proof. Let i € {1,...,d} be given. In the first step, observe that Proposition implies, in
conjunction with (4.1.23)) and [80, Remark §],

Aoz lt) = [ [ (ei= ) dloz ()] 1)

= > ((e)s — m(®)) ((e2)r — u(t)) d[log S, log Si) ()

k,l=1
.
= (u(t) — &) a(dt)(u(t) —e) = 75 (dt). (4.1.25)
Analogously (see also Lemma [4.2.1)), it can be inferred that

1

mi(dt) = dllog i log (1) = -

Alps, 3] (1), d5=1,...,d. (4.1.26)
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Thus, (4.1.23)) becomes

) = exp ([ (e = o) dtog st — 5 [ itan)) - (5 [ attas = [as)).

Denoting I(t) = fot (e; — p(s)) dlog S(s), we infer with (4.1.25)) that [I](t) = OtTZ-’f(ds). Thus,
applying Féllmer’s pathwise Ito formula [46] to the function f(k,l) = ef*' and to the paths

K= 10~ 3100, 10 =35 [ a9 - [ i

yields that

m@zm@+AuwNK®+;Am@ﬁﬂ@+£#$ﬂﬂ@

=m0+ [ n(s) = ) 1o S(5) = [ plomifas) + 5 [ putornttas),

where we have used the associativity rule for pathwise functional It6 calculus in the form of
Theorem [3.3.1] with n = p; and € = ¢; — p, the associativity of the Stieltjes integral from [96),
Theorem 1.6 b, and the fact that [K](t) = [I](t), as can be seen from [80, Remark 8]. But this
is what we had to show. O

4.2 Derivation of the pathwise functional master formula

Let us first collect some useful properties of the relative covariances 75 of the individual stocks
from (4.1.19). Note that the proofs of the following lemmas are slight adaptations of the
respective proofs from [45], Section 3] to our functional pathwise setting. For every stock i and
every portfolio m, we denote by

R (t) == log (Vi{f()t)>

the relative return of the i-th stock with respect to the portfolio .

, 0<t < o0,
w=35;(0)

Lemma 4.2.1. For every portfolio 7, for all 1 <1i,j < d, we have
To(dt) = d[R7, R7](t); in particular, 7;(dt) = d[R7](t) >0,
and 77 = (77;

Proof. As above, we get with the dynamics (4.1.22]),
= dlog S;(t) — dlog V*™(t)

ar() = avos (25 ) |

= dlog S;(t) — m(t) dlog S(t) — ~:(dt)
= (e —7(t)) dlog S(t) — 72(dt),

Ji<ij<d 1S a positive semidefinite matriz-valued Radon measure.
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Thus, using [80, Remark 8], we infer that the vector of the relative returns R™ = (RT ..., RQ)T
admits the continuous covariations

[RT, R;T](t) = [/0 (ei — W(S)) dlog S(s), /0. (ej — 7T(S)) dlog S(s)|(t). (4.2.1)

As in the proof of Lemma we thus get for 4,7 =1,...,d,

d[RT, R7I(t) = ) ((ea)r — (1)) ((e;): — mi(t)) d[log Sk, log 5] (t)

k=1

= Z —€;), (m(t) — €5), am(dt)

k=1

= (n(t) — e;) "a(dt) (n(t) — ¢;) = 7 (dt), (4.2.2)

which concludes the proof. O

—~

Lemma 4.2.2. For any pair of portfolios m and p we have the following numéraire invariance

property
d

() = 5 (Z mi(t)7i(dt) -

In particular, the excess growth rate of a portfolio ™ can be represented as a weighted average

> Wi(t)wj(t)Tg(dt)> : (4.2.3)

i=1 j=1

of the variances 7], of the individual stocks relative to the portfolio m, i.e.,

~E(dt) Z mi(t (4.2.4)

Furthermore, for any long-only portfolio m we get

Vx(dt) > 0.

Proof. Denoting
ap;( dt) ZPJ a;(dt) and  a,,(dl) = Z pi()p;(t)ai;(dt),
(4.1.20)) yields
d
> m)rh( Zm a;i(dt) — a,(dt) — ap(dt) + a,,(dt))
i=1

d
= Zm‘(t)au‘(dt) — QZWi(t)Gpi(dt) + a,,(dt),

i=1 =1
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thanks to ¢, 7;(t) = 1. Analogously,

Z mi(t)m; (7 (dt) = 3 mit)ms (8) (s dF) — ai(dt) — aps(dt) + ay,( dD))
d d
= Z i () (t)ag (dt) — 2 Z () ap( dt) + a,,(dt).

With the definition of the excess growth rate in (4.1.18)), we thus infer

d d
VR(dt) = % (Z mi(t)ai(dt) = > Wi(t)fj(t)aij(dt)>

i=1 i,j=1

d d
1
=3 (Z ()L (dt) + QZWi(t)api(dt) — app(dt))
=1 =1
d d
_ - (Z mi(t)m; ()7 (dt) +227T, api(dt) — app(dt)>,
=1 j5=1 =1
which shows (4.2.3]).
Equality (4.2.4]) directly follows from (|4.2.3)) if we take p = 7, thanks to (4.1.21):
d d
e (dt) (Zﬂ'z ZZWZ )i ()T dt))
i=1 j=1
WA d d
=3 (Z (O)r(dt) =D milt) Y m(h) (dt)>
i=1 i=1 j=1
14
= 2wty
i=1

Since 77(dt) > 0, due to Lemma 4.2.1] this implies (v}) (dt) > 0 for any long-only portfolio
. [

Remark 4.2.3. We infer with the dynamics (4.1.22)) that

Vr(t . .
tog (F ) = (7(0) = u(0) Alog S(0) + (42 = (). (42,5
On the other hand, using Lemma and the associativity of the Stieltjes integral from [96),

Theorem 1.6 b] together with the associativity of the pathwise functional It6 integral, Theorem
3.3.1,, we obtain

T dult) = ((0) = (1)) dlog S(6) = 73(d) + 3 D" m(0)7h( o),
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thanks to the fact that the portfolio weights sum up to one. Furthermore, applying the
numéraire invariance property from Lemma gives us

——<dp(t) = (m(t) — u(t)) dlog S(t) — v, (dt) + (ZZW )m;(t )) + - (d?).

i=1 j=1

Thus, we receive for any portfolio 7w the relative return formula

- - d d

dlog (Kug) = ug;d <le lm )7, (t dt)) (4.2.6)
VT (V@) ()

1 (7w) = (g ) g 20 0

V7 (0)
VE(0)

or, equivalently,

The unique solution of this

to Theorem [3.4.7] is

= 1, according

T g / (%) 4u5) | ). (4.2.8)

We can now introduce the notion of portfolio generating functionals. These are smooth
functionals that may depend on the entire past evolution of the trajectories puq, ..., uq. We
use the concepts and notation of functional pathwise It calculus from [34] 20] in the version
of [82], as described in Chapter . Recall that A? denotes the simplex in R? and, similarly,
AT ={(m,...,mq)" € AT | m > 0...7m3 > 0}. Also note that it will be convenient for us to
use the following notation:

VEF(t, X' A" = (0} F(t, Xt,At))ij:

Definition 4.2.4. Assume that we are given a non-anticipative functional G : [0,7] x VT x
WE, — (0,00), where V'O A% open, and W C R™ is a Borel subset of R™. We assume
further that G is “sufficiently regular” in the sense that it is of class C?([0,T]) and satisfies
the regularity conditions from Theorem [3.2.1} Then the portfolio 7 with weights

d
mi(t) = |0ilog G(t, ', AL) + 1= p;(1)9; log G(t, p, AL) | pa(t), 1<i<d,  (4.2.9)

J=1

is called the portfolio generated by G. Here, A is a C'BV"™-functional, i.e., the map A :
C([0,T],V) 2 X = Ax € Wy is such that Ax(t), t € [0,T7], is a function of ¢ and (X (s)),, -
An example would be the running maximum, Ax(t) = maxg<; | X (s)|.

The following questions arise:

e What is the relation between the wealth of the market portfolio and the functionally

generated portfolio (4 7
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e Is it possible to find descriptive conditions on the market structure that will allow us to
construct portfolios with a “nice” behavior with respect to the market?

The next theorem provides the required tools for answering the above questions.

Theorem 4.2.5 (Functional Master equation). The relative wealth of the portfolio ™ generated
by G, with respect to the market, is given by the following functional master equation

log (

<<

Zg;) = log (%) +9([0, 7)) +5([0,T]), 0<T <oo,  (42.10)

where

D GGt AL () ()7 (dt) (4.2.11)

ij=1

1
o= =56, A

is the second-order drift term, and

h(dt) := —Dlog G(t, ', A}, )v(dt) = — DG(t, p', A, )v(dt) (4.2.12)

G(t, ut, A)
is the horizontal drift term. Since A, has components of bounded variation, which correspond to
finite measures v, k = 1,...,m, on [0, T], we can write v(ds) := (ds, A,1(ds), ..., A,m(ds))" .
Thus, v can be regarded as the measure associated to the function A, € CBV™([0,T]).

Remark 4.2.6. Note that we do not have to know or estimate the volatility of the model in
order to compute the second-order drift term: The master equation does it for us, in terms of
quantities that are completely observable,

o(0.71) = o8 (G a5 ) ~ 07D

Also note that the weights of the portfolio generated by G depend only on the
trajectories of the market weights 1, ..., jg, and not on the volatility structure of the model
specified for the market. Thus, to implement the portfolio we only have to know the
evolution of the market weights until time ¢, and V™ is observable in time, only in terms of

these market weights. That is, we do not need to estimate any parameters, and the portfolio
generated by G is therefore not subject to uncertainty and the resulting model risk; in practice,
this fact leads to an excellent performance of such portfolios. An analogous feature was also
pointed out in [45] for the case of portfolio generating functions, however we emphasize that
here we not only obtain as a result a path-by-path representation of the associated relative
wealth, but all the corresponding derivations are completely probability-free.

Proof of Theorem[{.2.5, We introduce the notation

gi(t) == Oilog Gt p AL)  and N(1) =13 py(0)g; ().

j=1
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Then definition (4.2.9)) becomes 7;(t) = (g;(t)+ N(t))ui(t), i = 1,...,d. Moreover, with g(t) :=

(g1(1),...,94(t))", we obtain

™) du(t) = g(t) du(t) (Z it ) ) dpa(t)

and
d d d d
YOS mm s (d) = > gi(t)g; (8)pi () s ()75 d),
i=1 j=1 i=1 j=1
in conjunction with the elementary property (4.1.21)). More precisely, we have

>3 mm O = 33 (0 + N(O) 0,(6) + N () (b)) )

=2 > 0:(Dg; (B (D)5 ),

since implies that
> 2 N@g:®mOps@)ri(dt) = 3 N(Ogit)(t) D s (B)7ii(dt) = 0,

i=1 j=1
and analogously
d d

YD NMg(OmOus(Th(dt) =Y N()g;(Dis(t) Y a()rhi(dt) =0,

as well as
ZZ SOt = (N(0) Y palt) 3 ps(B)r(dr) = 0.

Thus, formula ([£.2.6) from Remark [1.2.3) gives us

- d
dlog(“iugo Au(t) = 5 37 S a0 Op s ()75 ()

On the other hand, the chain rule for vertical derivatives from Lemma yields
0;,G(t, X", A"
G(t, X', A)

02 1og G(t, X', A") = 9; (9,log G(t, X', A")) = (

(4.2.13)

_OGGE XN AN G X AT — 0,61 X AT - 9,G(E X, AT

(G(t, X*, A1))?

G XN AN 9,G(t, X AN 9,G( X, AT
TG XL AN G XA Gt X A
2G(t, X1, AY)
TGt X AD

- 81 IOg G(t, Xt, At) : aj 10g G(t, Xt, At),
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which gives us
035Gt p', A)
G(t, put, A)

Thus, the change of variables formula, Theorem [3.2.1], implies

02 1og G(t, p', Al) = — O log G(t, p', A) 0;log G(t, ', AL).

dlogG(t,ut,At) Vxlog G(t, i, At )dpu(t) Z 2 log G(t, p', A) dp]s;(t)

1] 1
+ Dlog G(t, ', Ay, )v(dt)
LGt ', AL)
Hd WA TR g as (T () s (DT (At
— g()u(t) + 22( S a0 ) w7
+ Dlog G(t, p', A )v(dt), (4.2.14)
in conjunction with (4.1.26)). Using (4 we infer that (4.2.14)) equals

dlog(gﬁii)wm, ZZ Gt s AL () (1) ()

 Dlog G(t, !, AL)u(dt) = dlog (5222) _ g(dt) — b(dt),

which implies the assertion, since log <“;:(0§> = 0. O

4.3 Examples and backtests

Next we discuss simulation results in order to get some basic idea about the behavior of portfolio
generating functionals and their associated portfolios. In the Appendix, we also provide the
codes for the functional entropy weighting example. In the following, we will work with convex
combinations X (t) := aX(t) + (1 — a)0*(t), where a € (0,1), of the (underlying) path itself
and its (modified) moving average ¥*, defined by

—fX ds+ fX t €10,0),

Vi (t) == 045 i=1,....d,
< f Xi(s) ds, t €[6,T],
04"

for 6 > 0. More precisely, letting g(x,a) be a smooth function, we will consider generating
functionals of the form G(t, X*, A") = g(X(t), A(t)) for the special choice of A(t) = ¥*(¢).

Example 4.3.1 (Geometric mean). Consider the functional

d

B [an(t) +(1=a) (%fth(s) ds — %(t—é)Xk(O))} L 0<t<s,
G, X', A =" 1 0 )

ﬁ [an(t) + 5 j Xk (s) ds] ' , 0<d<t.
25

k=1
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Then, the vertical derivative is given by

060t x, 4 = & (%) T (Rut) ' = SEEXAD

Q-

k=1 Xz(t)
k#i
Hence,
1 G(t Xt AY
0;log G(t, X*, A :—8GtXt Ay = -2~ 2
and the portfolio generated by G has the welghts
r d
mi(t) = |0 log G(t, ', AL) + 1= p(1)0;10g G(t, ', AL) | pa(t)
L j=1
[« d ap;(t)
=|—+1- - wi(t). 4.3.1
EZ0 ;wm]“ 43.1)

Furthermore, we compute for the second-order vertical derivative,

“ (%)L (%) T (R 4

k=1
2G(t Xt A = 1 bEd
R a® (1 =~ "2 4 /o a o
(G- (®e) T (Re) . =
\ ki
¢ 2 1
S Gt X!, AY), j£i

& <1 - 1) LG xt Ay, =
X (t)

Therefore, the second-order drift term is given by

g(dt) = tut ) Z G(t, ', Ay () (8)75(dt)
uz 1 : ,Ui(t),uj(t)Tu
" 2 ( 2 A = 5 2 2 E 0 ij(dt)) ‘
For the horizontal derivative, we have
é 1;“()(@@—) _ Xl(O))é (5@@))”1 f[ (Xe0)” 0<t<s
DG(t, X!, At = W B ’“7&%,1 _ 2
él 2 (Xi(t-) —Xi((t—é)—))%l (%) ﬁ(xk(t)) L 0<s<t
(1-a P 1 |
] G(t, X!, A)Z;(Xz(t—)—Xz(O))m, 0<t<d,
1— R 1
5 Yat, x A)Z;(X(t—)—X@((t—é)—))m, 0<s<t
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This implies that the horizontal drift term is given by

h(dt) = ~Dlog Gt ', A (dt) = - DG(t, i, AL v (dt)

G(t,,ut,AL)
1—az~dt '{ui(t)—uigo), 0<t<d,

dd = () | pa(t) — pa(t—6), 0<d<t.

The master equation (4.2.10) then yields for the relative performance of this portfolio, with
respect to the market,

log (“28) - log< ézi ((zk(gii) +/0Tg(dt) + OTh(dt), (4.3.2)
(o) 3 ] e
S8 | S
e 5 / () jﬂi;éggt -5,

The following two figures display the results of a simulation of such a geometrically weighted
portfolio with the parameters 6 = 60 days and a = 0,7. We used the stock data base from
Reuters Datastream; our data included 10 years of daily values of the closing prices for the
stocks that were in the DAX at the time point considered. In Figure we see the relative
performance of the portfolio (4.3.1) with respect to the DAX index. In Figure we see the
decomposition of the curve(s) in the left-hand panel according to the master equation. The
blue curve is the change in the generating functional, while the red and the green ones are the
respective drift terms. Each curve shows the cumulative value of the daily changes induced
in the corresponding quantities by capital gains and losses. As can be seen, the cumulative
second-order drift term was the dominant part over the period, with a total contribution of
about 15 percentage points to the relative return. The second-order drift term was quite stable
over the considered period, with an exception of the period around the financial crisis of 2008.
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Figure 4.3.2: Componentwise representa-
tion of the RHS of (4.2.10) for geometric
weighting

Figure 4.3.1: LHS vs. RHS of the master
formula (4.2.10]) for geometric weighting

Example 4.3.2 (Functional Diversity weighting). Consider the functional

Zd: (an(t) + Lo <ij(s) ds — thk(O) ds))p] ' ., 0<t<y,
G(t, xt) = { L 0 0
Zd: (an(t)+1;a ij(s)ds> ] , 0<d<t,

where p € (0,1). Then, the vertical derivative is given by

BG(t, X', A" = a ()?i(t))“ [zd: ()?k(t))p] —a ()?i(t))pl M

=1 k;l (Xk(t)>
Thus,
o 1 o (Fe)”
O;ilog G(t, X", A") = G(t,Xt,At)aG@,X VA = i <5(: (t))p>
k

and the portfolio generated by GG has the weights

T (t) = |0;log G(tv :U’tv AZ) +1- Z Hj (t>8j log G<t7 :uta AZ) /%(t)
et a0 @)
SIS Gy T S oy ] pll) (435)
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For the second-order vertical derivative, we compute

92G(t, X' A

era-n (Ro)” (B0) £ (7o) a
=) (%0)" (F0)" £ ()| - e (R = (B)

Rearranging terms further gives

92G(t, X', A
ti-p (R0) " (B0) 5 (Re)]

o <(m>p_l (mo)” [5 (mo)] - (mo) " [5 mo)] )

Thus, the second-order drift term is given by

- 32(1 ~2 Z i) (1) (e(0) ™ (s (0)"™" (Z <ﬁk<t>>”) (o)
2[5 Gutor]

a?(1 - p) p2() (7 () T a8 (8) (7)) (i ()P
= 7 > “(dt)—zz e T;(dt) |
’ ( = Lk (A() SE (T Gy) )

For the horizontal derivative, we compute
(1o QXA
O E e (%)
=1 —

DG(t, X!, A = - 2t (X0
11—« G(t, X' AY)

§ 4 d (v )
| T oL (%)

Hence, the horizontal drift term is given by

h(dt) = —Dlog G(t, ', Al Dv(dt) = —

t t
G tAt)DG(t,pJ,AM)V(dt)

7 ? 1

' t.{u(t) 1i(0), 0<t<9d,

1—a )i
0 sz y (k(1))” pi(t) — pi(t = 9), 0<d<t.
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Thus, the performance of the functionally generated diversity-weighted portfolio is given as
follows, by the master formula,

To simulate such a diversity weighted portfolio with actual stocks, we used again Reuters
Datastream to obtain our data base, containing now the monthly average prices of the stocks
that were currently in the S&P 500 index for the period from 1973 to 2015. We filtered the
data so as to consider only those stocks for which the prices are known at each time point
of the considered time period. The results of a simulation of the portfolio using the
parameters 6 = 12 months, o = 0,6, and p = 0,1 are presented below: Figure [4.3.3 shows
the relative performance of this portfolio with respect to the filtered index, and Figure
shows its decomposition in the three components according to the master equation. Each curve
represents the cumulative value of the monthly changes induced in the corresponding quantities
by capital gains and losses, but contrarily to above, it is now the cumulative change in the
generating functional that was the dominant part over the period, with a total contribution of
about 70 percentage points to the relative return. The second-order drift term was quite stable
over the period with a total contribution of about 30 percentage points, whereas the horizontal
drift term can be viewed as the price we have to pay for more generality (see the discussion
following the next example).
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Figure 4.3.4: Componentwise representa-
tion of the RHS of (4.2.10) for diversity
weighting

Figure 4.3.3: LHS vs. RHS of the master
formula (4.2.10]) for diversity weighting

Example 4.3.3 (Functional Entropy weighting). Consider the functional

G(t, X!, At) = Zxk ) log (Xk( )) (4.3.4)
We have that the vertical derivative is given by

aiG(t, X!, A = —a (1og <)~(,~(t)> v 1) .

Thus,

o, logG(t,Xt,At) _ ma G(t, Xt At) . Zd:(log (X( )) + 1> |
k=1

X,(1) log ()?k(t)>

whence we infer that the weights in (4.2.9) are given by

| _alee @) +1) | am(®) (og (@) + D]
0 S Fut) log (D) | Z Sy Tir(t) log (Tix (1)) el
| adog (7)) & a g (1) |
S s ) 2 T a0 og (7 <t>>]““> 439

The corresponding code is given in Table A.7. Furthermore, computing

0, if j £,
PG XL A= o2 7
Y = 9 1f.7 = ia
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yields for the second-order drift term:

_ t
ol dr) = - tht§3 Gt i AL ) (1)1 1 )
o? pi(t) a?
= ! H(dt) = ————=77(dt 4.3.6
2G(t, p', AL) ; fii(t) ) G(t, ! At)fy“( ) (439)
where
Fe(dt) = 1im H(dt) (4.3.7)
o =3 2 ,Tii(t)T” : 3.
For the horizontal derivative, we calculate
d 1 _ ~
= 3 = (Xilt=) = Xi(0) (log (K1) +1) 0<t<d,
DG(t, X', A" = ijll o

(X () = Xil(t = 0)-) (log (X)) +1), o< <,

whence we infer that the horizontal drift term is given by

b(dt) = —Dlog G(t, o', AL)v(dt) = — DG(t, i, AL v (1)

G(t, p', AL)
d
_ (1) — 1;(0), 0<t<y,
! ta - Z log (f1;(t)) + 1) dt - at) = 1i(0) (4.3.8)
G(t, ', A},) = pi(t) — pi(t —0), 0<d<t.

Thus, the relative performance of functional entropy-weighting is given as follows, by the func-
tional master equation,

o (VDN _ o (e (1) log (7 (T) T T
g(Vu(T)) 1g<2iluk(0)log(uk(0)) ) +/0 g(dt)+/0 h(dt)

~ log (ZZ’“;Z;((TO; Ei EZEZ;;) *{04 26 Oit ) 2; ZQ((f)) ()
<+/&£j%@§3mw 1:(0)) (log (7)) + 1)
[0.3] =1
+/&£i%@§3mw pilt — ) (log (s(1)) + 1) dt
(8,71 =1
(B O e
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We ran a simulation of this portfolio using the same data set as in the previous example, taking
the parameters d = 6 months and o = 0,9, which is presented in Figure and Figure [4.3.6]
respectively. The code for computing the left-hand side of is given in Table A.8, while
the code for computing its right-hand side is given in Table A.9, or equivalently, in Table A.10.
We do not present in the appendix the codes for the tool functions, but the code generating
the figures below is given in Table A.11.

Remark 4.3.4 (Intrinsic Volatility and Arbitrage). Note that the positive Radon measure
7, from describes the market’s “intrinsic” volatility, in some extended sense, since it
is a weighted average of the variances of the individual stocks relative to the market. If we
now assume that 77 is a strictly positive measure, yields V7™(T') > V*(T'), under the
additional condition that the horizontal drift term is significantly outperformed, i.e.,

log (Zizl fix(T) log (ﬁk(T))> n % +5([0,7]) > 0. (4.3.11)

In this sense, “availability of intrinsic volatility” can be regarded as a property that admits
strong relative arbitrage with respect to the market, provided that the horizontal drift term
satisfies . Moreover, note that compared to the entropy-weighted portfolio in the
classical Fernholz’ setting the additional drift term h([0,7]) appears in (4.3.11)), which can be
either positive or negative. This can be considered as the price we have to pay in order to
include running averages, and not only the current state of the market, in our consideration.
Thus, the horizontal drift term h([0,7]) may be regarded as quantifying the trade-off between
outperforming the market and including the past evolution in the consideration.

The above argument is supported by real market data, as can be seen in Figure [4.3.5 and
Figure [£.3.6} Indeed, since the cumulative second-order drift term is continually increasing, we
infer that the (extended) excess growth rate of the market 7, is a strictly positive measure.
Moreover, the horizontal drift term does not seem to have a large influence on the relative per-
formance of the entropy-weighted portfolio, with a total contribution of less than 1 percentage
point. Thus, entropy-weighting should significantly outperform the market on the considered
time interval, which is confirmed in Figure [4.3.5
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Figure 4.3.6: Componentwise representa-

tion of the RHS of (4.2.10) for entropy
weighting

Figure 4.3.5: LHS vs. RHS of the master
formula (4.2.10) for entropy weighting

Note also that the above example is valid in a very general context, since we have not
imposed in the above discussion any assumption on the volatility structure of the market
model beyond the absolutely minimal condition — that the stock price vector S should admit
continuous quadratic variation.

Remark 4.3.5. For the functionally generated entropy-weighted portfolio in (4.3.5)), we have

VT()G(
VE(t)G(

2

G(u(t))

7, (dt) = g(dt) = dlog (

==
=le
N——

l—a < B
~ e 2 loe () + 1) dt

=1

1i(t) — pi(0), 0<t<y,

Hence, the distribution function of the measure 7}, which describes the generalized cumulative
excess growth of the market, can be expressed as

/OT:?:(dt) — é /OT G(u(t)) dlog (M)

VA(OG(H(D)
01 o d
— [ G0 (e + 1) () — o)
T o
B /5 15a2 (log (is(t)) + 1) (pi(t) — pslt = 9)) dt, (4.3.12)

in terms of quantities that are observable. The corresponding code is given in Table A.12. In
Table A.13, we also give a supplementary code to compare the direct calculation of 77, via its

definition (4.3.7) and the computation (4.3.12)).



Chapter 5

Pathwise no-arbitrage in a class of
Delta-hedging strategies

Bick and Willinger [I1] have developed a theory of hedging European-type options with payoff
H = h(S(T)) for one-dimensional asset price trajectories S = (S(t))o<t<r in the framework
of Follmer’s pathwise Itd calculus [46]. In particular, Bick and Willinger [I1] showed that
if S is continuous, strictly positive and has the continuous quadratic variation [S,S](t) =
fg a(s,S(s))ds, where a(s, z) is strictly positive, and if v solves the terminal-value problem

v € 012([ T) xR NO([0,T] x Ry),
(TVPy) %402y =0in [0,7) x Ry,
u(T, :c) = h(z), x € Ry,

then v(t,S(t)) represents the portfolio value of a self-financing strategy that perfectly hedges
the option with payoff H = h(S(T)), in a strictly pathwise sense. Thus, the initial investment
v(0,.5(0)) can be interpreted as the cost required to perfectly hedge the option H, which, in
standard continuous-time finance, is usually regarded as an arbitrage-free price of H. This is,
however, not so clear in our probability-free setting, since we first need to exclude the existence
of arbitrage in a strictly pathwise sense.

In the present chapter, which is based on [83], we follow the approach from [I1] and, in
a first step, extend their results to a setting with a d-dimensional price trajectory, S(t) =
(S1(t),...,Sq4(t))", and an exotic derivative of the form H = h(S(ty),...,S(ty)), where tq <
t; < .-+ < ty are the fixing times of daily closing prices and h is a certain function. In
the second step, we then discuss the absence of strictly pathwise arbitrage within a class of
strategies that are based on solutions of recursive schemes of terminal-value problems.

The chapter is structured as follows. In Section [5.I) we present a general framework for
continuous-time trading based on Follmer’s pathwise Ito calculus [46]. Recalling Proposition
[2.1.T1], the basic main requirement on the price trajectories will be that they admit continuous
quadratic variations and covariations in the sense of [46]. With this at hand, we will introduce
the pathwise framework for hedging exotic derivatives in the spirit of [I1]. In Section , we

7
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will introduce the class of strategies, comprising the natural Delta hedging strategies for path-
dependent exotic options, for which sufficient conditions for no arbitrage can be formulated
(Theorem [5.2.4). These results are extended to the functional setting in Section [5.3]

5.1 Strictly pathwise hedging of exotic derivatives

Following [83], we first describe a general approach to asset price modeling and to the hedging
of (exotic) derivatives by means of Follmer’s pathwise It6 calculus (as motivated in Section
2.1). Let us assume that we wish to trade continuously in d + 1 assets. The first one is a
riskless bond, and we assume for simplicity that its price, B(t), satisfies B(t) = 1 for all ¢,
which can be justified by assuming that we are dealing here only with properly discounted
asset prices. This implies in particular that we do not have to distinguish between forward
prices and quoted prices of the underlying. The prices of the d risky assets will be described
by continuous functions Si(t),. .., Sq(t), where the time parameter ¢ varies over a certain time
interval [0, 7], during which our (frictionless) market is open for trade. Recalling the discussion
in Chapter [2 and Chapter [4] for fixed S = (S(¢))o<i<r, a trading strategy will be described by
a pair of functions & = (&,...,&)" and 7, where &(t) corresponds to the number of shares
held at time ¢ in the i*® risky asset and 7(t) does the same for the riskless asset. The associated
portfolio value of (£(t),n(t)) is given by

V(t) == &(t) - S(t) +n(t)B(t) = @) - S(t) +0(t), 0<t<T (5.1.1)

Recall from Proposition and the discussion following it that it is reasonable to require
that price trajectories S of a risky asset possess all covariations [S;, S;] in the sense that the
limit in exists for all ¢ € [0, 7] and all covariations [S;, S;| are continuous functions in
t. In particular, it is readily observed that for the class of “basic admissible integrands” & as
defined subsequently, the Tt6 integral [ ¢(s)dS(s) (see (2:2.7)) exists for all t € [r,u] C [0,7]
as the finite limit of Riemann sums; see [83] and [80, p. 86].

Definition 5.1.1 (Basic admissible integrands). Let 0 < r < u < T. We call an R%valued
function [r,u] > t — &(t) a basic admissible integrand for S € QV4, if there are m € N,
a continuous function A : [r,u] — R™ with components of bounded variation, an open set
O C R™ x R? such that (A(t),S(t)) € O for all ¢, and a continuously differentiable function
f : O — R such that the function z — f(A(t),z) is for all ¢ twice continuously differentiable
on its domain, so that we can write

£(t) = Vo f(A(1), S(1))-
Here, V. f(a,z) is the gradient of the function = — f(a, ).

Typically, the exact dynamics of the actual realization S will be not known until time T,
which corresponds to model uncertainty or Knightian uncertainty (see [61]). In the following, in
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order to explicitly take into account this model uncertainty, we fix not just one particular path
S, but admit an entire class of possible dynamics. Specifically, we will consider the classes

S = {S ceQV? ’ [Si, Sj](t) = /t a;;(s,5(s))ds, t€[0,7], 1 <i,j < d}
and
SARE {S e Qv ‘ Si(t) >0, [S;, S;](t) = /Ot ai;(s,S(s))Si(s)S;(s) ds},

where a(t,z) = (a;;(t,x)); =1, .a is a continuous function mapping (t,z) € [0,7] x R? (respec-
tively (t,z) € [0, T]xR% in case of .%,") into the set of positive definite symmetric d x d-matrices.
Additional assumptions on a(t,z) will follow shortly. Here, Ry := (0,00), and we will write
R? 1+ to denote the two possibilities, R? and Ri, according to whether we are considering ., or

.t Similarly, we will use the notation ) ete. Note that price paths in the class ., can,
for instance, arise as realizations of multi-dimensional local volatility models. In case of d =1,
the local volatility function o(-) := y/a(-) is often chosen by calibrating to the market prices
of liquid plain vanilla options [33] (see also [52]). Since in practice there are only finitely many
given options prices, o(-) is typically only determined on a finite grid [16], and so regularity
assumptions on o(-) can be made without loss of generality.

Our next goal is to introduce and characterize a class of self-financing trading strategies that
may depend on the current value of the particular realization S € ) and includes candidates
for hedging strategies of European derivatives. First, let us introduce some notation. By C'(D)
we will denote the class of real-valued continuous functions on a set D C R™. For an interval
I C [0,T] with nonempty interior, I, we denote by CH2(I x R?+)) the class of all functions
in C(I x R‘(ﬁr)) that are continuously differentiable in (¢,z) € I x ]R‘(iﬂ, twice continuously

differentiable in z for all ¢ € [ , and whose derivatives admit continuous extensions to I x R‘(i -

We also introduce the following second-order differential operators,

1 & 2 1 & 0
L= = id t, _— d g—’_ = = i t, i ——.
Qi;ag( x)axiﬁxj an 2i;ay( x)xxyaxiaxj

Proposition 5.1.2. Let 0 <r < u < T and v € CY?([r,u] x RY,,). Then, the following two

conditions are equivalent.

(a) For each S € .\, there is a basic admissible integrand €5 on [r,u] such that
t
ot S(0) = vl S0)) + [ €505 dS6) forte fral

(b) The function v satisfies the parabolic equation

ov

5T D=0 in[rul xRY,). (5.1.2)
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Moreover, if these equivalent conditions are satisfied, then 5 in (a) must necessarily be of the
form

£3(t) = Vu(t, S(1)). (5.1.3)

Proof. Using the pathwise [t6 formula gives for S € Va(ﬂ,

v(t, S(t)) = v(r, S(T))—l—/ va(s,S(s))dS(s)—l—/ <%U(S,S(S))+$(+)U(S,S(S))) ds. (5.1.4)

Thus, we infer immediately that (b) implies (a) and that (5.1.3)) must hold.
Suppose now that (a) holds, whence we infer

[ (€5(s) — V,u(s, S(s))) dS(s) = [ (%v(s, S(s)) + .2 Pu(s, S(s))) ds.

Because the right-hand side has vanishing quadratic variation (by [86, Proposition 2.2.2]), the
left-hand side must also have vanishing quadratic variation. On the other hand, applying [80
Proposition 12] yields that the quadratic variation of the left-hand side is given by

t
-
/ (£7(s) = Vau(s, S(s))) als, S(5))(£%(s) — Vau(s, S(s))) ds
in case of S € .7,. Differentiating with respect to time yields

(€5(t) = Vau(t, S(1)) " alt, S(#) (£5(8) — Vau(t, (1)) =0

for all ¢, and using the fact that the matrix a(t, S(t)) is positive definite we infer that
must be true. For S € .7, the matrix a(s, S(s)) needs to be replaced by the matrix with
components a;;(s,S(s))Si(s)S;(s), and we obtain by using the same argumentats as for
the case S € .7,. Plugging (5.1.3) into (5.1.4) and using (a) yields that the rightmost integral
in is identically zero, which establishes (b) by again differentiatig with respect to the
time parameter. ]

Suppose now that we are given a continuous function f : ]R? H R such that there exists a
solution v to the following terminal-value problem,

v € CO(0,T) X BY,)) N C(0.7) x B,
VPO B4 £ =0 [07) B,
v(T,x) = f(x) for z € R‘(iJr)-

For S € . and t € [0,7T), we can then define
E3(t) = Vou(t,St) and  n%(t) :=w(t,S(t)) — 5(t) - S(t), (5.1.5)
and Proposition yields that

E35(t) - S(t) +n°(t) = v(t, S(t)) = v(0,S(0)) + /Ot £%(s) dS(s). (5.1.6)
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Thus, (£°,7°) is a self-financing trading strategy with associated portfolio value Vo(t) =
v(t,S(t)). Moreover, since the function v is continuous on [0,77] x Rdﬂ, the limit V5(T) :=
limyr V(1) exists, and we have

VA(T) = f(S(T)) for all S € .#*)

In this sense, (£%,7%) can be regarded as a strictly pathwise hedging strategy for the derivative
with (European-type) payoff structure f(S(7)).

Note that the preceding argument was first made by Bick and Willinger [I1, Proposition
3], in a one-dimensional setting. It has several interesting consequences. For example, when
considering the one-dimensional case with a(t, z) = o?x? for some strictly positive constant o >
0, the terminal value problem (TVP") reduces to the standard Black—Scholes equation, which
can be solved for a large class of payoff functions f. The preceding argument then shows that
the derivation of the Black—Scholes formula — which is nothing else than an explicit formula
for the initial value v(0, Sy) — does not require any probabilistic assumptions whatsoever. It
follows in particular that the fundamental assumption underlying the Black—Scholes formula is
not the log-normal distribution of asset price returns, but the fact that the quadratic variation
of the asset prices is of the form [S, S](t) = o2 [, S(s)?ds. Let us now state and show general
existence results for solutions of (T VP) and (T VP+), Wthh in the case of (TVP) is taken from
Janson and Tysk [56]. Recall that a(t, x) is assumed to be positive definite for all ¢ and x.

Theorem 5.1.3. Assume that [ € C(R?ﬂ) has at most polynomial growth in the following
sense: |f(x)| < co(14|z|P) for some constants co,p > 0. Then, under the following conditions,
(TVP™)) admits a unique solution v(t,x) within the class of functions that are of at most
polynomial growth uniformly in t.

(a) (Theorem A.14 in [56]) In case of (TVP), we assume that a;;(t,z) is locally Hélder
continuous on [0,T) x R* and that |a;;(t,x)| < c1(1 + |z|?) for a constant ¢; > 0, all
(t,z) € [0,T] x R, and all i, j.

(b) In case of (TVP"), we assume that a;;(t,z) is bounded and locally Hélder continuous on
[0,7) x R? for all i, j.

To prove Theorem [5.1.3] (b), we need some transformation lemmas.

Lemma 5.1.4. For x = (z1,...,24)" € R? let exp(z) := (e™,...,e%)" € RL. Then v(t,z)
solves (TVP") if and only if 0(t,x) := v(t,exp(z)) solves

7 e CM2([0,T) x RY) N C([0,T] x RY),
(TVP) % 4 PT5=0in0,T)x RY,
(T, x) = f(x) for v € RY,

where ]7(.:5) = f(exp(z)) and

d d
1
—§ i(t, § i (1, € R¢ 5.1.7
2 4 x&xzaxj p %) e (51.7)
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for a;;(t,z) = a;;(t,exp(z)) and bi(t,z) = —2a;(t, exp(z)).

Proof. Let us write y; 1= €” > 0,4 =1,...,d. We then have that v(T,y) = f(y), y € RY, if
and only if 9(T, z) = f(z), x € R Moreover, v € C2([0,T) x RY) N C([0,T] x RY) if and only
if ve CY([0,T) x RL) N C([0,T] x R%), and we have

ou(t,x)  Ow(t,y) Ou(t,x)  Ov(ty)

— d — %P
ot or M T om oy ©
For the second partial derivatives, we calculate
Pu(t,y)
"t xi i ) Z .7
Pt x) agy,ayj ‘ , 7
axzal'] ( )ex emi + U(t7 y) x , — ]
a?/i 0y

Hence, it follows that

~ d 2
8?}(t,$) —l—%(t,l’) _ av<t7y) + ; Z CLZ](t y) 0 ( y)

YilYj
ot ot by 0y, 0y,
o(t,x) 1 Ju(t, x)
+ = Za/zz t y xi - 5;0111 CUZ
=0
if and only if “52% 8” ) 4 #*u(t,y) = 0, which leads to the conclusion. O

Next, the terminal-value problem (T/‘\\/_f’) will be once again transformed into another aux-
iliary terminal-value problem.

Lemma 5.1.5. Forp > 0 let g(z) :== 1+ 3.0 e’ . Then 0(t,z) solves (m) if and only if
(t,z) := g(x)"'0(t, x) solves

1€ CH2([0,T) x RYNC([0,T] x RY),
(TVP) % 4 Z5=0in0,T) x RY,

(T, z) = f(z) forz € RY,

where f(z) = f(z)/g(z) and
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Proof. For the terminal condition, we have that o(T,z) = f(z) if and only if 5(T,z) = f(x).
Moreover, 0 € C12([0, T)x RY)NC([0, T]x R?) if and only if v € CH2([0, T) x RH)NC([0, T| x RY),
and we calculate, using the quotient rule,

out,z) 1 Ov(t,x) Odult,x) 1 Ou(t,x)

ot g ot or;  g(z)  Oxy gQ(x)v
(1 0%0(t,2) 1 Ju(t,x)

(t, z)peP™;

. — Y2
g(x) Ox;0x;  ¢*(x) Oy
1 ou(tx) . 2 pri poys S,
9°0(t, x) _ g*(x)  Oxy pert g3(a:)p et z), i
ariaxj 1 ) 625@, .Z‘) . 1 ) (ﬁ(t,x) P

dx? g*(x)  Ox;
(ou(tx)
8[EZ‘

=
g

L 92(z)

Thus, we infer that

0% — 1 dilta) 1K< 1 0%(t, )
1 ou(t,z) . L ou(t,z) . 9 pri pri~
— J i g Ju(t
R TR ) B o T L
d d _
I~ ,~ ~ 1 0u(t,x)
— a;i(t, x p?ePmin(t, x) + b;(t, x)—
2;; ( )%) (t, ) ;;( >M® p
d . d
P~ L O00(t ) 1o "
+ Z; 92($)a1](t,x)ep s 3 ;aii(t,m) Z(x)pep v(t,x)
— a;j(t, ) 52 ePrielP iy (t, x) + p(pQ— 1 Zﬁ,z(t, x)eP"(t, x)
2 G 207(@)
1 [fou(tz) =
=0 < 5 + ZLu(t, x))
d
Pl —p) \—~ Pip—1)
+ a;;(t, x)eP*u(t, x) + a;; (t, x)eP*v(t, x
2&@);; (t, z)e?"u(t, ) Qf@);; (t, z)e’u(t, )
=0
if and only if % + %(t, x) = 0, which concludes the proof. O

Proof of Theorem[5.1.3. We will prove that (fv\/P) admits a solution ¥ if |f(z)] < ¢(1 +
Zle eP¥) for some p > 0 and that v is uniquely given in the class of functions that sat-
isfy a similar estimate uniformly in ¢. First, we observe that the coefficients of 2 satisfy the
conditions of [56, Theorem A.14], i.e., a(t,z) = a(t, z) is positive definite, there exist constants
¢1, €2, c3 such that for all ¢, z, and i, j we have |a;(t, z)| < (1 + |z|?), |R(t,x)\ < (1 + |x]),

[c(t,z)| < c3, and the coefficients a;;, b;, and ¢ are locally Hélder continuous in [0,7) x R%
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Therefore, we infer that (ﬁ) admits a unique bounded solution ¥ whenever f is bounded
and continuous. But then v(¢,z) := g(x)v(t,x) is a solution of the terminal value problem
(ﬁ) with terminal condition f(z) := g(z)f(z). Hence, ﬁ) has a solution whenever
()] < el —l—Z?:l ePi) for some p > 0. Applying Lemma

to (TVP™) under the assumption that the terminal condition is continuous and has at most

gives the existence of solutions

polynomial growth. O

Remark 5.1.6. The preceding argument implies that if |f(z)| < ¢(1 + |z[P), then the corre-
sponding solution v of the terminal value problem (TVP™) will satisfy |v(¢, z)| < ¢(1+ |z|P) for
a certain constant ¢ and with the same exponent p.

In the next step, we will extend the preceding hedging argument to the case of a path-
dependent ezotic option, whose payoff is usually given by

H = h(S(ty),....S(ty)), (5.1.9)

where 0 =ty < t; < --- <ty =T denote the fixing times of the daily closing prices and h is a
certain function.

Theorem 5.1.7. Assume that the conditions of Theorem m are satisfied and h in (5.1.9)
is a locally Lipschitz continuous function on (R‘(iJr))N 1 with a Lipschitz constant that grows at
most polynomially. That is, there exist p > 0 and L > 0 such that, for |z;|,|y:| < m, we have

N
=0

Then, letting

on(t,xo, ..., xN, ) = h(xg,...,xn) for t€[0,T], x € R‘é_),

the following recursive scheme for functions vy, : [tg, trs1] X (R?ﬂ)k“ xR, >R, k=0,...,N—

(+)
1, is well-defined.

o fork=N—1,N—2,...,0, the function fri1(x) = vgp1(tgs1, To, ..., Tp, T, x) S con-
tinuous in z, and (t,z) — vg(t, zo, ..., xx, x) solves the terminal value problem (TVP<+))
with terminal condition fri 1 at time tyyq.

Remark 5.1.8. Note that the assumption concerning the local Lipschitz continuity of A in
the preceding statement can sometimes be relaxed when it comes to more specific examples.
Such instances are the (pathwise) versions of the Bachelier and Black—Scholes models, which
arise when choosing a;;(t, x) = @;; for a constant positive definite matrix (a;;). For these special
cases, the recursive scheme in Theorem can be solved for large classes of payoff functions
h without the assumption of local Lipschitz continuity. Moreover, even the continuity of h may
be relaxed, which allows to account for discontinuous payoffs as, e.g., in barrier options. This
also holds for the strictly pathwise hedging argument that will be formulated after the proof of
Theorem [5.1.7
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Proof of Theorem[5.1.7. In a first step, we will prove the result for the terminal value problem
(TVP). Clearly, the function vy will be well-defined if fi,; is continuous and has at most poly-
nomial growth. These two properties will follow if vy, satisfies the following three conditions;

(i) (zo,...,Tpr1,2) > Vgy1(t, To, ..., Trs1,x) has at most polynomial growth;
(il) = — vgs1(tks1, o, - .-, Trr1, ) is continuous for all g, ..., Txyq;
(iii) (o, ..., Tks1) = Vgs1(t, X0, ..., Tpa1, z) is locally Lipschitz continuous, uniformly in ¢ and

locally uniformly in z, with a Lipschitz constant that grows at most polynomially. More
precisely, there exist p > 0 and L > 0 such that, for |z|, |z;|, |y;| < m and t € [tri1, tiia),

k+1

?)k+1(t, Loy .- 7‘Tk+17‘r) - Uk+1(t7y07 e 7yk+17'x) S (1 + mp)LZ |x7« - yl‘
=0

We will now show that vy inherits the properties (i), (ii), and (iii) from wvgi;. Since vy
obviously satisfies these properties, backward induction will then complete the proof in the
case of (TVP).

To show (i), let p, ¢ > 0 be such that fry1(z) := c(|zo|P + - - + |zl + |z|P + |2|P) satisfies
—ka“ < frm1 < ﬁﬂ. Moreover, let vy (t, x, . . ., Tk, x) be the solution of (TVP) with terminal
condition ﬁﬂ at time ;1. Theorem E

j, [56, Theorem A.7], and the linearity of solutions
imply that (zo, ..., zx, x) — Uk(t, zo, . .., xk, ) has at most polynomial growth, while the max-
imum principle in the form of [56, Theorem A.5] implies that —v; < v, < . This shows
(i).

There is no need to show (ii), since solutions to (TVP) are continuous by construction.

To show (iii), let p and L be as in (iii) and x;, y; be given. We choose m so that m > |x;|V |y|
fori=1,...,kand let § := LY*  |z; — ;|- Then

_(]- +mP + |I|p>§ < Uk—i—l(tk-i-lax[)) s ,l’k7$,$) - vk+1(tk+17y0a s 7yk7xax) < (1 +mP + |x|p)(S

Now we define u(t,z) as the solution of (TVP) with terminal condition u(tyy1,x) = |z|P at
time txy1. Theorem implies that u is well defined, and the maximum principle and [50],
Theorem A.7] yield that 0 < w(t,x) < c|z|P for some constant ¢ > 0. Again applying the
maximum principle we infer that

—(14+mP 4+ u(t, )0 < vp(t,zo, ..., Tp, ) — e, Yo, - - -, Y, ) < (1 4+ mP + u(t, z))o0

for all ¢ and x, which shows that (iii) holds for v; with the same constant p and the new
Lipschitz constant (1 + ¢)L.

Let us now turn to the proof for the terminal value problem (TVP™). The proof of Theorem
5.1.3| (b) shows that (TVP") inherits the maximum principle from (T/V\P) Moreover, Remark
gives us that vy inherits property (i) from vgy1. So Remark can be used instead of
[56, Theorem A.7] in the preceding argument. Therefore, the proof for (TVP™) can be carried
out in the same way as for the terminal value problem (TVP). O
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Now let H be an exotic option as in (5.1.9) and assume that the recursive scheme in
Theorem holds for functions v, k = 0,..., N. Denoting by V v, the gradient of the
function z — wvg(t, zo, . .., xk, ), we obtain that

£3(t) == Vaur(t, S(to), ..., S(t), S(1)),

n°(t) = w(t, S(to), ..., S(tr), S(t)) — £5(t) - S(2), for ¢ € [te, trt1), (5.1.10)

is a self-financing trading strategy on each interval [tx,t5+1) in the following sense:

E5(t)-S(t)+n° (t) = vp(t, S(to), ..., S(ty), S(t)) = vi(tr, S(to), ..., S(tr), S(tk))+/t £5(s) dS(s).

By continuity of ¢ — vi(t, S(to), ..., S(tk), S(t)) we infer that the limit

/ T eS()dS(s) = Tim [ €5(s)dS(s)

ty tTthrl th

exists, which allows us to define

t =1 gy t
/o £9(s)dS(s) := Z/t £5(s)dS(s) —I—/t ¢9(s)dS(s), t € 10,77, (5.1.11)

where ¢ is the largest k such that ¢, < t. Using these notations, we arrive at the following Delta
hedging result.

Corollary 5.1.9. Let H be an exotic option of the form (5.1.9) and suppose that the recursive
scheme in Theorem holds for functions v, k =0,..., N. Then, for each S € ya(ﬂ, the

strategy (5.1.10) is self-financing in the above sense and satisfies

lim £7(t) - S(t) +n°(t) = vo(0, S(to)) + /0 £°(s)dS(s) = h(S(ty), ..., S(tn)).

AT
In this sense, (£%,1°%) is a strictly pathwise Delta hedging strateqy for H.

The preceding corollary establishes a general, strictly pathwise hedging result for a large
class of exotic options arising in practice. It also identifies vy(0,.5(¢p)) as the amount of cash
that is required at time ¢ = 0 in order to be able to perfectly replicate the payoff H for all
price trajectories in the class ) In standard continuous-time finance, this quantity is then
usually referred to as an arbitrage-free price for H. In our strictly pathwise setting, however, an
essential ingredient is missing for the identification of vy(0, S(ty)) as an arbitrage-free price: It
is an open question whether our class of trading strategies is indeed arbitrage-free with respect
to all possible price trajectories in ) The next section is therefore devoted to investigating
this question. The corresponding result, Theorem [5.2.4] yields sufficient conditions ensuring
that strategies, as those in Corollary 5.1.9] do indeed not generate arbitrage in our strictly
pathwise setting. Theorem [5.2.4] will be the main result of this chapter.
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Remark 5.1.10 (Robustness of the hedging strategy). Note that the strategy gives
a perfect hedge for the exotic option with payoff H only in case that the realized underlying
trajectory, S, belongs to the class Ya(ﬂ. In real world, however, the realized quadratic variation
is often subject to risk and uncertainty, and therefore it may turn out a posteriori that S
actually does not belong to ) 1f S nevertheless belongs to the class QV¢, this issue is then
termed volatility uncertainty. One possible approach to volatility uncertainty was introduced
in [63], where, for the case of H = h(S(T)), the linear equation (TVP™") is replaced by a certain
nonlinear partial differential equation corresponding to a worst-case approach within a class of
price trajectories whose realized volatility may vary within a prescribed set. Another approach
to volatility uncertainty was proposed in [36] for the case d = 1. Although [36] uses a diffusion
framework, it is straightforward to transfer the comparison result from [36, Theorem 6.2] to
a strictly pathwise framework. For options of the form H = h(S(T")) with h > 0 convex, one
then gets that the Delta hedge (5.1.10)) is robust in the sense that it is still a superhedge as long
as a overestimates the realized quadratic variation, i.e., f: a(s,S(s))ds > [S,S](t) — [S, S](r)
for 0 < r <t <T. Thus, if a Delta hedging strategy is robust, then its performance can be
monitored by comparing a(t, S(t)) to the realized quadratic variation [S,S]. The paper [79]
analyzed to what extent the preceding result can be generalized to exotic payoffs of the form
H = h(S(ty),...,S(ty)). It was shown that robustness then actually breaks down for a large
class of relevant convex payoff functions h, but that it still holds if A satisfies the property of
directional convexity (see [83, Remark 2.7 ]).

5.2 Absence of pathwise arbitrage

We will now study the absence of pathwise arbitrage in a class of trading strategies that is
naturally suggested by the pathwise Delta hedging strategies, as constructed in Theorem [5.1.7]
and Corollary[5.1.90 The reader is referred to the paragraph preceding Remark [5.1.10|for further
details on the motivation of this subject. First, we introduce the class of strategies that it will
make sense to consider.

Definition 5.2.1. Assume that N € N, 0 =t < t; < -+ < ty = tyy1 = T, and v

(k=0,...,N) are real-valued continuous functions on [tx, tx41] X (Rfl+))k+1 X Rfﬁr) such that,
for k = 0,..., N — 1, the function (t,z) — vg(t, xo, ..., Tk, x) solves (TVPH)) with terminal
condition fri1(x) := vgi1(ter1, To,- .-, Tk, T, x) at time t54,. For S € Ya(ﬂ, we then define £°

as in and
VIO = w(0.50) + [ €(5)as(0) (5.2.1)

where the pathwise Itd integral is understood as in (5.1.11)). We use the notation 2 (*) for the
collection of all pairs (vy(0,-),£") arising in this way.

We note that, although Theorem [5.1.7] gives sufficient conditions for the existence of a family
of functions (vg) as in the preceding definition, these conditions are quite restrictive in nature
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and not necessary. In particular, as already mentioned above, in many applications it is possible
to relax the local Lipschitz continuity of the terminal function vy. Next, we proceed to defining
our strictly pathwise notion of arbitrage.

Definition 5.2.2 ((Admissible) arbitrage opportunity). We call a pair (vy(0,-),¢) € 2 ) an
arbitrage opportunity for i the following conditions apply.

(2) VS(T) > 0forall S e 7.

(b) There exists at least one S € . for which VE(0) = 1p(0,5(0)) < 0 and VE(Tp) > 0
for some Ty € (0, T7.

Moreover, we call an arbitrage opportunity (vo(0, -), &) admissible if also the following condition
is satisfied.

(c) There exists a constant ¢ > 0 such that V¥ (t) > —c for all S € ) and t € [0,7].

Remark 5.2.3. Before we state our main result, let us first make a few comments concerning
the preceding definition (see [83, Section 3]). Condition (a) is tantamount to say that one
can follow the strategy (vo(0,-),&) up to time 7" without incurring the risk of ending up with
negative wealth at the terminal time. Now, let S be as in condition (b). The initial spot
value, Sy := S(0), will then satisfy vy(0,.Sy) = V%S(O) < 0, whence we infer that for any price
trajectory S € .\ with S(0) = S, only a nonpositive initial investment vy(0, So) = V§’5(O)
is required in order to end up with the nonnegative terminal wealth VS€ (T') > 0. Beside
this, for the particular price trajectory S, there exists a time T, at which one can make the
strictly positive profit VES (To) > 0. This profit can be locked in, e.g., by halting all trading
from time Ty onward. In this sense, the strategy (vo(0, -), &) is indeed an arbitrage opportunity.
The last condition, condition (c), is a constraint on strategies (vg(0, -), &) that corresponds to
the admissibility constraint usually imposed in continuous-time probabilistic models in order
to exclude doubling-type strategies. Indeed, e.g., Dudley’s result [32] implies that standard
diffusion models typically admit arbitrage opportunities in the class of strategies whose value
process is not bounded from below (see also the discussion in [57, Section 1.6.3]). For our
pathwise setting, in Example below, we construct an arbitrage opportunity that does not
satisfy condition (c).

Theorem 5.2.4 (Absence of admissible arbitrage). Assume that a(t,x) is continuous, bounded,

and positive definite for all (t,x) € [0,T] x R¢

(4)’ where T' > T'. Then there are no admissible

arbitrage opportunities in ),

Example 5.2.5 (A non-admissible arbitrage opportunity). We assume that d = 1 and a =
2. In this setting the assumptions of Theorem are clearly satisfied. Moreover, . =
0?/0x? and (TVP) is nothing else than the time-reversed Cauchy problem for the standard
heat equation. There are many explicit examples of non-zero functions v that solve (TVP)
with terminal condition f = 0; see, e.g., [98, Section I11.6]. Applying Widder’s uniqueness
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theorem for nonnegative solutions of the heat equation, [98, Theorem VIII.2.2], it follows that
any such function v must be unbounded from above and from below on every nontrivial strip
[t,T] x R with t < T. In particular, there must be 0 < ¢y < t; < T and xp,z; € R such that
v(to, o) = 0 and v(ty, 1) > 0. Using an appropriate time shift, we can assume without loss of
generality that tg = 0. It follows easily that .#, contains trajectories that can connect the two
points xg and x; within time ¢; —ty, which implies that the function v gives rise to an arbitrage
opportunity (see also [83, Example 3.4]).

Proof of Theorem[5.2.4) First, we prove the result for the class 2. Suppose by way of contra-
diction that there exists an admissible arbitrage opportunity in 2", andlet 0 =t; <t; < --- <
ty =tyi1 =T and v be the corresponding time points and functions as in Definition [5.2.1]

Our assumptions ensure that the martingale problem for the operator % is well-posed (see
[88]). We denote by P, the corresponding Borel probability measures on C([t,T], R?) under
which the coordinate process, (X (u)),., <7 is a diffusion process with generator £ and satisfies
X(t) = & Py,-as. Thus in particular, (X;(u)),c,; is a continuous local P, ,-martingale
for i« = 1,...,d. Moreover, the support theorem [_89_, Theorem 3.1] gives us that the law of
(X (u))t<u<r under P;, has full support on C,([t, T],RY) := {w € C([t, T],RY) |w(t) = z}.

In a first step, we will use these facts to establish that all functions v, are nonnegative.
To this end, observe first that the support theorem implies that the law of (X (¢1),..., X (txn))
under Py, has full support on (R%)Y. Since Py ,-a.e. trajectory in C,([0,T],R?) belongs to
u, it follows that the set {(S(t1),...,S(tn))|S € S, S(0) = z} is dense in (R?)N. Using
condition (a) of Definition and the continuity of vy thus gives that vn (T, zg, ..., zn11) >

0 for all xg,...,zyy1. In the same way, we obtain from the admissibility of the arbitrage
opportunity that vg(t, zg, ...,z x) > —c for all k, t € [ty, tpy1] and zo, ..., 5, v € RL
Let us for the moment fix xg,...,zy_1 and consider the function
u(t,x) :=vn_1(t,x0,...,TN_1,).

Let @ C R? be a bounded domain whose closure is contained in R¢ and denote by 7 :=
inf{s| X(s) ¢ Q} the first exit time from Q. It6’s formula, in conjunction with the fact that u
solves (TVP), implies that we have P; ,-a.s. for ¢t € [tx_1,T),

wW(T AT, X(TAT)) =u(t,z)+ o Veu(s, X(s))dX(s). (5.2.2)

t
Since V,u and the coefficients of .Z are bounded in the closure of ), the stochastic integral on
the right-hand side is a true martingale. Therefore,

u(t,z) =E [uw(T AT, X(TAT))]. (5.2.3)

Now we take an increasing sequence QQ; C Q2 C --- of bounded domains exhausting R? and
whose closures are contained in RY. Let 7, denote the exit time from @Q,,. Then, an application
of for each 7, Fatou’s lemma in conjunction with the fact that © > —c¢, and the already
established nonnegativity of w (7, -) yield

u(t,z) = }nglo Ei o [u(T AT, X(TATR)) ] > Epp[u(T,X(T))] > 0. (5.2.4)
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This shows the nonnegativity of vy_; and in particular of the terminal condition fy_; for vy_s.
The preceding argument may therefore be repeated for vy_o and so forth. Hence, vy > 0 for
all k.

Now let S € ., and Tp be such that V;°(0) < 0 and V,%(Tp) > 0, which exist according
to the assumption made at the beginning of this proof. If k is such that t, < Ty < tr4q
and o := S(0), then v(0,29) = 0 and v, (Tp, S(to), ..., S(tx), S(Ty)) > 0. By continuity, we
actually have vg(Tp, ) > 0 in an open neighborhood U C C,,([0,T], R?) of the path S.

Since Py ,,-a.e. sample path belongs to .7, Ito’s formula gives that Py ,,-a.s.,

To
vk(To, X (to), - .-, X (tw), X (To)) = vo(0, zo) + £X(t) dX ().
0
Using a localization argument as in (5.2.4]), in conjunction with the fact that v, > 0 for all ,
implies

0 = v9(0, o) > Eo, [ ve(To, X (o), ..., X (t), X (Tp)) | > 0.

Another application of the support theorem now yields a contradiction to the fact that vg (75, <) >
0 in the open set U, which completes the proof for the class 2 .

Now we turn to the proof for the class 2°". In this case, the martingale problem for the
operator % defined in is again well-posed, since the coefficients of % are bounded and
continuous (see [88]). These properties of the coefficients also ensure that the support theorem
holds [89, Theorem 3.1]. Now, if (IP’S - X ) is a corresponding diffusion process, we can consider
the laws of X () := exp(X (t)) and, applying Lemma , we get a solution to the martingale
problem for £, which satisfies the support theorem with state space R‘i. The arguments from
the proof for 2" can now simply be repeated in order to obtain the result for the class 2 *. [

5.3 Extension to functionally dependent strategies

Recall from ((5.1.9) our representation H = h(S(ty), ..., S(tx)) of the payoff of an exotic option,
based on asset prices sampled at the N +1 dates 0 =ty <ty < --- <ty =T. If N is large,
it may be convenient to use a continuous-time approximation of the payoff H. For instance,
the payoff H = (5 SOV 8i(t,) — K)* of an average-price Asian call option on the first asset,
S1, can be approximated by a call option based on a continuous-time average of asset prices,
H ~ fo Si(t)dt — K)T. Approximations of this type may be easier to treat analytically
and are standard in the textbook literature. In this section, we extend our preceding results
to a situation that covers such continuous-time approximations of , i.e., we will consider
payoffs of the form H(ST) = H(S), where S describes the entire path of the underlying price
trajectory up to time 7', and H is a suitable map from the Skorohod space D([0,T],R?) to
R. The notation is as in Chapter In particular, it follows from the continuous change of
variables formula for non-anticipative functionals on path space, Theorem [3.2.1] that we can
define “general admissible integrands” £ in the following way, so as to ensure that the pathwise
It6 integral f: €(s)dS(s) exists for all ¢ € [r,u] C [0,T] as the finite limit of Riemann sums.
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Definition 5.3.1 (General admissible integrands). For 0 < r < u < T, an R%valued function
[r,u] ot &(t) is called a general admissible integrand for S € QV4, if there exist m € N,
a continuous function A : [r,u] — R™ whose components are functions of bounded variation,
and a non-anticipative left-continuous functional F' € C?([r,u]) with DF, VxF, V4F € B,
so that

£(t) = Vx F(t, S0 AY),

where V x I is the vertical derivative of F' with respect to X and S}, := S ‘ irad is the restriction

of S to the interval [r, u].

Note that in order to account for model uncertainty in a non-Markovian setting, we could
have “lifted” the classes .7, and ., from above as follows:

=45 QV* S, S8](t) = tn-j L S%)ds, t€[0,T], 1<i,j<d
{scavi|isisio = [ 500 ten1) <0<}
and
S = {s e Qv ‘ Si(t) > 0, [S:, S](t) = /ta;-j(s, 5%)5;(s)5;(s) ds},
0

where a(t, X*) = (a;;(t, X"))ij=1..a would be a non-anticipative functional mapping the path
space (e U with U = R? (respectively Ui ' with U = R? in case of Z+) into the set
of positive definite symmetric d x d-matrices. Price trajectories in 5;,} can, for instance, arise
as sample paths of multi-dimensional path-dependent local volatility models. However, for our
purpose, which is establishing conditions on the covariance structure of the price paths under
which no admissible arbitrage opportunities exist, we must stick to the choice of Markovian
volatility in order to be able to apply a support theorem later on.

In analogy to Proposition [5.1.2] we will now characterize self-financing trading strategies
that may depend on the entire past evolution of the particular realization S € S Let
us denote by Rf h C D([0,T),R%, ) the set of R?Jr)—valued cadlag paths stopped at time ¢.

Analogously, Rf 1 € D(1 ,R‘(ﬂr))Hi)s the set of R‘(ﬂr)—valued cadlag paths on I stopped at t.
Recalling Definition [3.1.8] for an interval I C [0,7], we denote by C?(I) the class of all non-
anticipative functionals on (J,; RE Yy that are continuous at fixed times, locally uniformly, and
admit left-continuous horizontal and first- and second-order vertical derivatives. Thus, lifting

the second-order differential operators .Z and £+ yields the following operators on path space:

d d
1 1

1,j7=1 1,j=1

The next proposition establishes a BS-type PDE that the portfolio value of a self-financing
strategy must satisfy, which can be regarded as a hedging PDE expressing the link between
time decay and convexity.
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Proposition 5.3.2. Assume that 0 < r <u < T and let F : [r,u] X Ry, ru — R be a left-
continuous non-anticipative functional of class C?([r,u]) with DF, VxF, V4%F € B. Denote
Sir) the restriction of S to the interval [r,u]. Then the following conditions are equivalent.

(a) For each S € Ya(ﬂ, there exists a general admissible integrand £° on [r,u] such that
t
P, S) = P S + [ €606)dS(s) for t € [rval

(b) The functional F' satisfies the path-dependent parabolic equation

DF+oWF=0 onsM] (5.3.1)

raul’
Moreover, if these equivalent conditions hold, then £° in (a) must necessarily be of the form
§3(t) = VxF(t, S})- (5.3.2)

Proof. The proof is analogous to the proof of Proposition [5.1.2l The functional change of
variables formula for continuous paths, in the form of Theorem yields for S € ) that

t t
F(t,S,.) = F(r,Sh.) + / VxF(s, S5) dS(s) + / (DF(s. Si) + 7 F(s,55,)) ds.
' ' (5.3.3)

Thus, (b) implies (a) and (5.3.2)) must hold.
Let us now assume that (a) holds. Then

t t
/T (€5(s) = VxF(s,S5.0)) dS(s) = / (DF(S,S[SW])+%(+)F(S,S§“7u])> ds.

Because the right-hand side has vanishing quadratic variation (see [86, Proposition 2.2.2]), the
same must hold for the left-hand side. By Proposition [3.2.7 the quadratic variation of the
left-hand side is given by

t
/ (fs(s) — VxF(s, S[Sr,u}))Ta(s, S(s))({s(s) — VxF(s, S[im])) ds
in case of S € .¥,. Differentiating with respect to t gives
T
(E5(t) = Vx F(t, 8}.)) a(t, S{)(E7(t) = Vx F(t, Sf,,)) =0

for all ¢, and using the fact that the matrix a(¢, S(t)) is positive definite we infer that (5.3.2]) must
hold. For S € .7, the matrix a(s, S(s)) has to be replaced by the matrix with components
a;;(s,5(s))Si(s)S;(s), and we obtain (5.3.2)) by the same arguments as for the case S € .7,.

Plugging (5.3.2) into (5.3.3)) we infer with (a) that the rightmost integral in ([5.3.3)) is identically
zero, which establishes (b) by again taking the derivative with respect to t. O



Extension to functionally dependent strategies 93

Now suppose that for suitably given H : Ra) — R there exists a solution F' to the following
path-dependent terminal-value problem,

F e CY*(]0,T)), satisfies the conditions from Definition £.3.1]
(FTVP™) DF+oMF =0 inUgon R

F(T,XT)= H(XT) for XT GR(T+).
Note that the terminal condition H needs to be defined on the Skorohod space R(T+) =
D([O,T],R?ﬂ), instead of C’([O,T],R?ﬂ). This is due to the fact that the computation of

pathwise derivatives requires applying discontinuous shocks.
Then, for S € ) and t € [0,7T), we can define

() =VxF(tS) and  nS(t) = F(t,S") — &5(t) - S(t). (5.3.4)
Applying Proposition yields

E5(t)-S(t) +n°(t) = F(t,S") = F(0,5°) + /Ot £9(s)dS(s), (5.3.5)

whence we infer that (£%,77) is self-financing with portfolio value V°(¢) = F(t, S*). Moreover,
the left-continuity of the functional F' on [0, 7], in conjunction with the continuity of S, implies
that the limit V5(T') := limyur V() exists and satisfies

VI(T)=H(S) forall Se.7 ).

Thus, (£€°,7°) is a strictly pathwise Delta hedging strategy for H.

In the next step, we will derive conditions yielding the existence and uniqueness of solutions
to (FTVP) and (FTVP™). Path-dependent PDEs such as ([5.3.1)) are closely related to backward
stochastic differential equations (BSDEs) generalizing the (functional) Feynman-Kac formula
[34]. In [74], a one-to-one correspondence between a functional BSDE and a path-dependent
PDE was established for the Brownian case. In [58], this result was generalized to the case
of solutions of stochastic differential equations with functionally dependent drift and diffusion
coefficients. We will now use [58, Theorem 20] to formulate conditions under which (FTVP) and
(FTVP™) admit unique solutions. To this end, we will need the following regularity conditions
from [74, Definition 3.1].

Definition 5.3.3. The function H : R{,) = R is of class C*(R(,,) if for all X € R{,, and
t € [0, 7], there exist p; € R? and py € R? x R? so that p, is symmetric and the following holds

1
H(Xxe) = HOX) = py b+ W psh+ o), h e R,

where X yen(u) := X (u)1jg4(w) + (X (u) +h) 1y (u). We denote Hy (X)) := pr and H, (X) :=
p2. We say that H : R[,) — Ris of class C7;,(R{})) if Hx.(X) and H%.(X) exist for all



94 Pathwise no-arbitrage in a class of Delta-hedging strategies

X e R(T+), t € [0,T], and there are constants C, k > 0 such that for all X|Y € R(T+) (with || - ||
denoting the supremum norm),

[H(X) = HY)| < CA+ [ X[I* + [Y[)IX = Y],

[ H (X) = Hy (V)] < CA+ X[+ [YIF) (= s+ 1X = Y), t,s € 10,7,
[H5(X) = HYL (V)] < CA+ X[+ Y I5)(E = ]+ | X = Y]]), t,5 €[0,T].

Theorem 5.3.4. Suppose that the terminal condition H of (FTVP™)) is of class C’l%lip(R(TH).

Then, under the following conditions, (FTVP(+)) admits a unique solution F € CY2([0,T]).
(a) (Theorem 20 in [58]) In case of (FTVP), we suppose that a(t, X (t)) = o(t, X (t))o(t, X (t))"
with a Lipschitz continuous volatility matriz o.

(b) In case of (FTVPT), we suppose that a(t, X (t)) = o(t, X (t))o(t, X (t))" with a Lipschitz

continuous volatility matriz o such that a;(t, X (t)) is also Lipschitz continuous.

Note that, using [58, Theorem 20], it is possible to also formulate analogous conditions on the
covariance structure for the case where these quantities are path-dependent. To prove the above
theorem we will need the following transformation lemma, which is a straightforward extension
of Lemma to the functional setting. For X in the Skorohod space RT = D([0,T], R?), we
set (exp(X))! — exp(X?) = (exp(X (u A )))yeeq € RY.

Lemma 5.3.5. The functional F(t, X*) solves (FTVP') if and only if F(t, X") := F(t, exp(X"))
solves

F € C'2([0,T)), satisfies the conditions from Definition [5.5.,
(FTVP) DF+F =0 inUgpn R

F(T,XT) = H(XT) for XT € RT,

where H(XT) = H(exp(XT)) and

d
N.:%Z VXU+Zb (LX), in |J R, (5.3.6)

te[0,T)

fora;;(t, X(t)) := a;;(t,exp(X(t))) and bi(t, X (1)) = —3a;(t, exp(X (1))).

Proof. We write F(t, X') as F(t,Y") with Y* = (exp(X (uAt)))geyeq - Thus, F(T,¥YT) =
H(YT), YT e RT, if and only if F(T,X”) = H(XT), X" € RT. By Lemma F e
CY%(]0,T]) and satisfies the conditions from Definition on the path space of Re-valued
cadlag functions if and only if F' € CY%(]0,T]) and satisfies the conditions from Definition
on the path space of R%-valued cadlag functions (because exp(X(t)) is a sufficiently regular
functional). Moreover, the chain rule for functional derivatives from Lemma yields

DE(t,X") = DF(t,Y") and O;F(t, X") = &;F(t,Y") exp(X;(t)).



Extension to functionally dependent strategies 95

For the second-order vertical derivatives, we calculate

Vi F(E, Y1) exp(Xi(t)) exp(X; (1)), i 7 J,

VX k¥ Xt . .
F(, X1 = {Vw] F(t,Y") exp(X;(t)) exp(X;(t)) + 0:; F(t,Y") exp(X;(t)), i=7j.

Hence, it follows that

d
~ — 1
DF(t,X") 4+ o F(t,X') = DF(t,Y?!) + +35 Z Y;(t)Y;(t) V3, F(t,Y")
1< ) 1<

t A t

+ E;au D)OF(, X1) — 5 ;aﬁ(t,y@))@m,m
=0
if and only if DF(¢,Y") + &/ T F(t,Y") = 0, which leads to the conclusion. O

Proof of Theorem[5.53.4. Part (a) directly follows from [58, Theorem 20]. To prove part (b),
note that the coefficients of .7 satisfy the conditions of [58, Theorem 20], i.e., a(t, X (t)) is pos-
itive definite and can be written as o(t, X (t))a(t, X (t))" with a Lipschitz continuous volatility
coefficient o, and E is Lipschitz. It therefore follows that (m) admits a unique solution
F € C([0,T]) whenever H € Ctip(RT). Applying Lemma [5.3.5 then gives the existence of

solutions to (FTVP™) if the terminal condition is of class C7,(RY). O

As in the previous section, the quantity F'(0,S°) represents the amount of cash that is
required at time ¢ = 0 so as to perfectly replicate the payoff H for all price trajectories in 7%
In our situation, in order to interpret F'(0,SY) as an arbitrage-free price, we have to know
whether our class of trading strategies is indeed arbitrage-free with respect to all possible price
trajectories in 5”@(”, which will be explored next. Theorem is the functional counterpart
of Theorem [£.2.4]

Definition 5.3.6. Suppose that the non-anticipative functional F' satisfying the conditions
from Definition [5.3.1]is the solution of the path-dependent heat equation

DF+&WF=0 on (] R{,NC(0,T],R,)).

tel0,T)

For S € ., we then define &5 as in (5.3.2) and

VE(t) == F(0,5% + /O t £9(s) dS(s). (5.3.7)

By ") we denote the collection of all pairs (F(0,-), &) that arise in this way.

The notion of an (admissible) arbitrage opportunity for ) in the functional setting is
defined in analogy to Definition |5.2.2, we only have to replace 2 (*) by & ().
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Theorem 5.3.7. Suppose that a(t, X (t)) is continuous, bounded, and positive definite for all
(t, X (t)) € [0,T] x RY

(+)’ where T' > T'. Then there are no admissible arbitrage opportunities in
y (+),

Proof. The proof is similar to the one of Theorem [5.2.4, We first consider the case of %". Let X
and P, (0 <t < T,z € R? be as in the proof of Theorem[5.2.4} For a path Y € C([0, T],R%),
we define P, y+ as that probability measure on C([0, T], R?) under which the coordinate process
X satisfies Py yi-a.s. X(s) = Y(s) for 0 < s < ¢ and under which the law of (X (u));<u<r is
equal to P,y ;). The support theorem [89, Theorem 3.1] then states that the law of (X (u))o<u<r
under P; y+ has full support on Cy:([0, T],R?) := {w € C([0, T], R?) |w! = Y}

Now suppose by way of contradiction that there exists an admissible arbitrage opportunity
arising from a non-anticipative functional F' as in Definition [5.3.6] In a first step, we show
that F' is nonnegative on [0,7] x C([0,T],R%). As in the proof of Theorem [5.2.4] the support
theorem implies that {(S(¢))o<i<r | S € L4, S(0) =z} is dense in C,([0, 7], R?). Condition (a)
of Definition and the left-continuity of F thus imply that F(T,Y) > 0 for all Y €
C([0,T],R%). In the same way, we get from the admissibility of the arbitrage opportunity that
F(t,Y") > —cforall t € [0,7] and Y € C([0,T],R?). To show that actually F(¢,Y*) > 0, let
Q C R? be a bounded domain whose closure is contained in R? and let 7 := inf{s | X(s) ¢ Q}
be the first exit time from ). By the functional change of variables formula, in conjunction
with the fact that F solves (FTVP) (on continuous paths), we obtain Py y,-a.s. for t € [0,T)
that

TNAT
F(T AT, XTN) = F(t,Y") + / Vi F(s, X*) dX(s). (5.3.8)
t
By Proposition [3.2.7] we have
AT TNAT
[/ Vi F(s, X?) dX(s)} (T) = Vo F(s, X*) a(s, X (s))VxF(s, X*) ds.
t t

Since Vx F' and the coefficients of &7 are bounded in the closure of ), the stochastic integral
on the right-hand side of ([5.3.8)) is a true martingale. Therefore,

F(t,Y") =Eyy: [ F(T AT, X7 (5.3.9)

Now let us take an increasing sequence Q; C Qo C --- of bounded domains exhausting R?
and whose closures are contained in R?. By 7, we denote the exit time from @,. Then, an
application of for each 7,, Fatou’s lemma in conjunction with the fact that F > —c,
and the already established nonnegativity of F(T',-) yield

F(t,Y") = liTm Eiy:[F(T A7, X7V ] > By [ F(T, X)) > 0. (5.3.10)

This establishes the nonnegativity of F on [0,7] x C([0,T],R?).

Now let S € ., and Ty be such that V;2(0) < 0 and V,2(Tp) > 0. Since VZ(t) = F(t,S")
by Proposition we have F(0,5°) = 0 and F(Tp, S™) > 0. By left-continuity of F, we
actually have F(Tp,-) > 0 in an open neighborhood U C Cs o) ([0, 7], R?) of the path S.
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Since Py 5(0)-a.e. sample path belongs to .#,, the functional change of variables formula gives
that ]P)st(o)-a.S.,

F(Ty, X™) = F(0,5°) + K X (1) dX (1)

Localization as in ([5.3.10) and using the fact that F' > 0 implies that
0= F(0,5%) > Eose) [ F(To, X™)] > 0.

Applying once again the support theorem now yields a contradiction to the fact that F/(Tp, ) > 0
in the open set U. This completes the proof for #.
The proof for " is completed by an exponential transformation, as in the proof of Theo-

rem 5.2.41 O
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Appendix A

Matlab Simulations

Table A.1: Simulation of the portfolio value according to (4.1.11]):

function [ V ] = valueprocess pi( p, pi )

L = size(p);
p(p::O) = 1;

V = zeros(1, L(2));
vl = 1;
xi = zeros(L(1), L(2)-1);
for t = 1:L(2)-1
xi(:,t) = V(t) * pi(:,t) ./ p(:,t);
V(t+1) = sum(xi(:,t) .* p(:,t+1));
end

end

Table A.2: Simulation of the market portfolio according to (4.1.14):

function [ mu, summe ] = marketportfolio( p )
L = size(p);

STot = zeros(1,L(2));
mu = zeros(L(1),L(2));
for t = 1:L(2)
STot(1,t) = sum(p(:,t));
for i = 1:L(1)
mu(i,t) = p(i,t) / STot(1,t);

99
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end
end
summe = sum(mu);
end

Table A.3: Simulation of the covariance structure of the individual stocks in the market

according to (4.1.17)):

function [ kovariation ] = kovariation_matrix( p )
L = size(p);

kovariation = zeros(L(1),L(1),L(2)-1);
for t = 1:L(2)-1
for i = 1:L(1)
for j = 1:L(1)
kovariation(i,j,t) = (log(p(i,t+1))-log(p(i,t)))*
(Log(p(j,t+1))-log(p(j,t)));
end
end
end

% kovariation(find(isnan(kovariation))) = O;

end

Table A.4: Simulation of the portfolio excess growth according to (4.1.18)):

function [excessgrowth] = excessgrowth(pi, kovariation)

b = pi;
a = kovariation;
L = size(b);

for t = 1:L(2)-1
for i = 1:L(1)
teill(i,t) = b(i,t) * a(i,i,t);
end
end
teill(find(isnan(teill)))=0;



summe_teill = sum(teill);

for t = 1:L(2)-1
for i = 1:L(1)
for j = 1:L(1)
teil2(i,j,t) = b(i,t) * b(j,t) * a(i,j,t);
end
end
end
teil2(find(isnan(teil2)))=0;

for t = 1:L(2)-1
for i = 1:L(1)
summel teil2(i,t) = sum(teil2(i,:,t));
end
end

for t = 1:L(2)-1
summe_teil2(1,t) = sum(summel teil2(:,t));
end

excessgrowth = zeros(1,L(2)-1);
for t = 1:L(2)-1

excessgrowth(1,t) = 0.5 * (summe teill(l,t) - summe_ teil2(1,t));
end

end

Table A.5: Simulation of the relative covariances of the individual stocks in the market

according to (4.1.19):

function tau_pi=rel cov(pi, a)

s=size(pi);
e=eye(s(1));

Jpreallocating:
tau_pi=zeros(s(1), s(1), s(2)-1);
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for t=1:s(2)-1
for i=1:s(1)
for j=1:s(1)

tau_pi(i,j,t)=(pi(:,t)-e(:,i)) *a(:,:,t)*(pi(:,t)-e(:,j));

end
end
end

Jtau_pi(find(isinf (tau_pi))) = 0;
end

Table A.6: Simulation of the covariances of the individual stocks relative to the market
according to (4.1.26)):

function [ tau ] = tau_mu( p )

L = size(p);
[mu, summe mu] = marketportfolio(p);

tau = zeros(L(1),L(1),L(2)-1);
for t = 1:L(2)-1
for i = 1:L(1)
for j = 1:L(1)
tau(i, j,t) = (log(mu(i,t+1))-log(mu(i,t)))*
(log(mu(j,t+1))-log(mu(j,t)));
htau(i,j,t) = (1/(mu(i,t)*mulj,t)))*
b ((@u(i,t+1))-(mu(i,t)))*((mu(j,t+1))-(mu(j,t)));
end
end
end

end

Table A.7: Simulation of the portfolio weights of an entropy weighted portfolio according to
(14.3.5) -

function [ pi , summe pi ] = portfolio_H alpha minus (p, delta,alpha)
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L = size(p);

pi = zeros(L(1),L(2));

helferl = zeros(L(1),L(2));

helfer2 = zeros(L(1),L(2));

[mu, summe mu] = marketportfolio(p);

for t = 1:L(2)
if delta >= ¢
for j = 1:L(1)
helfer1(j,t) = -(alpha*mu(j,t)+(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ...
((t-delta)/delta)* mu(j,1)))*log((alpha*mu(j,t)
+(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1))));
end

else
for j = 1:L(1)
helferi(j,t) = -(alpha*mu(j,t) + (l-alpha)*(1/delta) * sum(mu(j, t-delta:t),2))...
xlog(alpha*mu(j,t) + (1-alpha)*(1/delta) * sum(mu(j, t-delta:t),2));
end
end
end

for t = 1:L(2)
if delta >= t
for j = 1:L(1)
helfer2(j,t) = mu(j,t)*log((mu(j,t)+((1/delta)*sum(mu(j, 1:t),2) - ...
((t-delta)/delta)* mu(j,1))));
end
else
for j = 1:L(1)
helfer2(j,t) = mu(j,t)*log(mu(j,t) + (1/delta)*sum(mu(j, t-delta:t),2)) ;
end
end
end

for i = 1:L(1)
for t = 1:L(2)
pi(i,t) = -alpha*helfer2(i,t) / sum(helfer1(:,t)) + mu(i,t) +
alpha*mu(i,t)*sum(helfer2(:,t))/sum(helferli(:,t));
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end
end

summe _pi = sum(pi);

end

Table A.8: Simulation of the left-hand side of the relative performance of entropy weighting as
given in equation (4.3.9)):

function [ LHS ] = LHS_H_alpha minus( p, delta,alpha )

marketportfolio(p);
portfolio H alpha(p,delta, alpha);

[mu, summe mu]

[pi, summe pi]

[V_mu]
[V_pil

valueprocess_pi(p,mu);

valueprocess_pi(p,pi);
LHS = log ( V_pi ./ V_mu );
Jiplot(linkeSeite)

end

Table A.9: Simulation of the right-hand side of the relative performance of entropy weighting

as given in equation (4.3.9):

function [ RHS, a,b,c ] = RHS H_alpha minus( p , delta, alpha )

L = size(p);

[mu, summe mu] = marketportfolio(p);
%ha = kovariation matrix(p);

% tau = tau_pi(mu,a);

tau = tau_mu(p);

helferl = -mu(l:end,1).*log(mu(l:end,1));
helfer2 = zeros(L(1),L(2));

helfer3 = zeros(L(1),L(2));

helferd = zeros(L(1),L(2)-1);
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% log_term : Zahler

for t = 1:L(2)
if delta >= t
for j = 1:L(1)
helfer2(j,t) = -(alpha*mu(j,t)+(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) -...
((t-delta)/delta)* mu(j,1)))*log(alpha*mu(j,t)+(1-alpha)*((1/delta)*...
sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1)));
end
else
for j = 1:L(1)

helfer2(j,t) = -(alpha*mu(j,t) + ((l1-alpha)/delta)*sum(mu(j, t-delta:t),2))...

*log(alpha*mu(j,t) + ((l-alpha)/delta) * sum(mu(j, t-delta:t),2));
end
end
end

%log_term : Gesamt
log_term = log ( sum(helfer2) / sum(helferl) );
% z_term : Zahler

for t = 1:L(2)
if delta >= ¢t
for j = 1:L(1)
helfer3(j,t) = ((1-alpha)/delta)*(mu(j,t) - mu(j,1))*(log(alpha*mu(j,t)...
+ (1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1)))+1);
end
else
for j = 1:L(1)
helfer3(j,t) = ((1-alpha)/delta)*(mu(j,t) - mu(j,t-delta))...
*(log(alpha*mu(j,t) + ((1-alpha)/delta) * sum(mu(j, t-delta:t),2))+1);
end
end
end

% z_term : Gesamt

z_term = cumsum( sum(helfer3) ./ sum(helfer2) );
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htau_term

for t = 1:L(2)-1
if delta >= t
for j = 1:L(1)
helferd4(j,t) = (1/ (2xsum(helfer2(:,t))))*(alpha~2/(alpha*mu(j,t) +...
(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1))))*...
mu(j,t)"2 * tau(j,j,t);
end
else
for j = 1:L(1)
helfer4(j,t) = (1/(2% sum(helfer2(:,t))))*(alpha”2/(alpha*mu(j,t) +...
(1-alpha)*((1/delta)* sum(mu(j, t-delta:t),2)))) *mu(j,t)"2 * tau(j,j,t);
end
end
end

tau_term = sum(cumsum(helfer4,2));
RHS = log term(1l,1l:end-1) + z_term(1l,1:end-1) + tau_term;

a = log_term(1l,1:end-1);
b = tau term;

c = z_term(1,1:end-1);
end

Table A.10: Alternative simulation of the right-hand side of the relative performance of
entropy weighting as given in equation (4.3.9):

function [ RHS, a,b,c ] = RHS_H_alpha( p , delta, alpha )

L = size(p);

[mu, summe mu] = marketportfolio(p);
ha = kovariation matrix(p);

% tau = tau_pi(mu,a);

tau = tau_mu(p);

helferl = mu(l:end,1).*log(mu(l:end,1));
helfer2 = zeros(L(1),L(2));

helfer3 = zeros(L(1),L(2));

helferd4 = zeros(L(1),L(2)-1);
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% log_term : Zahler

for t = 1:L(2)
if delta >= ¢
for j = 1:L(1)
helfer2(j,t) = (alpha*mu(j,t)+(l-alpha)*((1/delta)*sum(mu(j, 1:t),2) -...
((t-delta)/delta)* mu(j,1)))*log(alpha*mu(j,t)+(1-alpha)*((1/delta)*...
sum(mu(j, 1:t),2)- ((t-delta)/delta)* mu(j,1)));
end
else
for j = 1:L(1)
helfer2(j,t) = (alpha*mu(j,t) + ((1-alpha)/delta) * sum(mu(j, t-delta:t),2))...
*xlog(alpha*mu(j,t) + ((l-alpha)/delta) * sum(mu(j, t-delta:t),2));
end
end
end

%log_term : Gesamt
log_term = log ( sum(helfer2) / sum(helferl) );
% z_term : Zahler

for t = 1:L(2)
if delta >= ¢t
for j = 1:L(1)
helfer3(j,t) = ((1-alpha)/delta)*(mu(j,t) - mu(j,1))*(log(alpha*mu(j,t)...
+ (1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1)))+1);
end
else
for j = 1:L(1)
helfer3(j,t) = ((1-alpha)/delta)*(mu(j,t) - mu(j,t-delta))...
*x(log(alpha*mu(j,t) + ((1-alpha)/delta) * sum(mu(j, t-delta:t),2))+1);
end
end
end

% z_term : Gesamt

z_term = cumsum( sum(helfer3) ./ sum(helfer2) );
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htau_term

for t = 1:L(2)-1
if delta >= t
for j = 1:L(1)
helferd(j,t) = (1/ (2xsum(helfer2(:,t)))) *(alpha~2/(alpha*mu(j,t) +...
(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) -...
((t-delta)/delta)* mu(j,1)))) * mu(j,t)"2 * tau(j,j,t);
end
else
for j = 1:L(1)
helfer4(j,t) = (1/(2* sum(helfer2(:,t)))) *(alpha~2/(alpha*mu(j,t) +...
(1-alpha)*((1/delta)* sum(mu(j, t-delta:t),2)))) *mu(j,t)”2 * tau(j,j,t);
end
end
end

tau_term = sum(cumsum(helfer4d,2));
RHS = log term(1l,1:end-1) - z term(l,1:end-1) - tau_term;

a = log_term(1l,1:end-1);

b = - tau_term;
c = - z term(1,1:end-1);
end

Table A.11: Plotting the graphs in Figure and Figure[].53.0;

function drawHalpha minus_datum( p,delta,alpha,tt)

1 = LHS_H_alpha_minus(p,delta,alpha);
[r,log_term,tau,z] = RHS_H alpha minus(p,delta,alpha);

t=tt(1:end-94);
1=1(1:end-1);

figure

hsubplot(1,2,1);

hold
plot(t,1,’Color’,[1,0.647,0])
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plot(t,r,’k’)

x1im([tt(1),tt(end-50)1);
datetick(’x’,’yyyy’, ’keeplimits’, ’keepticks’)

%title(’LHS vs. RHS of the Master Formula’)

xlabel(’Year’) 7 x-axis label

ylabel(’Process values’) % y-axis label

legend (’LHS’,’RHS’,’Location’, ’best’)

set(gca, ’YGrid’, ’off’, ’XGrid’, ’off’,’box’,’on’);
gridxy(get(gca,’XTick’),get(gca,’YTick’),’Color’,[0.8,0.8,0.8],’Linestyle’,’:’);

figure
hsubplot(1,2,2);
hold
plot(t,log_term)
plot(t,tau,’r’)
plot(t,z,’g’)

xlim([tt(1),tt(end-50)]);
datetick(’x’,’yyyy’, ’keeplimits’, ’keepticks’)

»title(’Componentwise representation of the RHS’)

xlabel(’Year’) % x-axis label

ylabel (’Process values’) % y-axis label
legend(’log-term’,’g([0,t])’,’h([0,t])’,’Location’, ’best’)

set(gca, ’YGrid’, ’off’, ’XGrid’, ’off’,’box’,’on’);
gridxy(get(gca,’XTick’),get(gca,’YTick’),’Color’,[0.8,0.8,0.8],’Linestyle’,’:’);
end

Table A.12: Computing the cumulative generalized excess growth rate of the market according

to [£.3.12):

function [ eg ] = excessgrowth H alpha minus( p , delta, alpha )

L = size(p);

[mu, summe mu] = marketportfolio(p);

[pi, summe pi] = portfolio H alpha minus(p,delta, alpha);

[V_mu] = valueprocess_pi(p,mu);
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[V_pi] = valueprocess_pi(p,pi);

helferl = -mu(l:end,1).*log(mu(l:end,1));
helfer2 = zeros(L(1),L(2));
helfer3 = zeros(L(1),L(2));

diff = zeros(1,L(2)-1);
% log_term : einzelne Summanden von G(tilde{mu}(t)) fur t = 1...L(2)

for t = 1:L(2)
if delta >=t
for j = 1:L(1)
helfer2(j,t) = -(alpha*mu(j,t)+(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) -...
((t-delta)/delta)* mu(j,1)))*log(alpha*mu(j,t)+(1-alpha)*((1/delta)*. ..
sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1)));
end
else
for j = 1:L(1)
helfer2(j,t) = -(alpha*mu(j,t) + ((1-alpha)/delta) * sum(mu(j, t-delta:t),2))...
xlog(alpha*mu(j,t) + ((l-alpha)/delta) * sum(mu(j, t-delta:t),2));
end
end
end

for t = 1:L(2)-1

diff(1,t) = log((V_pi(t+1)*sum(helferl))/(V_mu(t+1)*sum(helfer2(:,t+1))))...
-log ((V_pi(t)*sum(helferl))/(V_mu(t)*sum(helfer2(:,t))));

end

helfer2 1 = helfer2(:,1:end-1); %podpravitj dim
log_term = 1/alpha”2 * cumsum( sum(helfer2 1).xdiff );

for t = 1:L(2)



111

if delta >= ¢t
for j = 1:L(1)
helfer3(j,t) = ((1-alpha)/delta)*(mu(j,t) - mu(j,1))*(log(alpha*mu(j,t)...
+ (1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1)))+1);
end
else
for j = 1:L(1)
helfer3(j,t) = ((1-alpha)/delta)*(mu(j,t) - mu(j,t-delta))...
*(log(alpha*mu(j,t) + ((1-alpha)/delta) * sum(mu(j, t-delta:t),2))+1);
end
end
end

z_term = cumsum( sum(helfer3) / alpha”2 );

eg = log_term - z_term(1l,1l:end-1);

end

Table A.13: Comparing the computation (4.3.12)) with the definition of the generalized excess
growth rate of the market in (4.3.7)):

function [test] = excessgrowth_compare( p , delta, alpha )

[ eg ] = excessgrowth_H_alpha_minus( p , delta, alpha );

L = size(p);
[mu, summe mu] = marketportfolio(p);
tau = tau_mu(p);

helferl
helfer2

zeros (L(1),L(2));
zeros(L(1),L(2)-1);

for t = 1:L(2)
if delta >= t
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for j = 1:L(1)
helfer1(j,t) = -(alpha*mu(j,t)+(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) -...
((t-delta)/delta)* mu(j,1)))*log(alpha*mu(j,t)+(1-alpha)*((1/delta)*...
sum(mu(j, 1:t),2)- ((t-delta)/delta)* mu(j,1)));
end
else
for j = 1:L(1)
helfer1(j,t) = -(alpha*mu(j,t) + ((1-alpha)/delta) * sum(mu(j, t-delta:t),2))...
xlog(alpha*mu(j,t) + ((l-alpha)/delta) * sum(mu(j, t-delta:t),2));
end
end
end

htau_term

for t = 1:L(2)-1
if delta >= ¢t
for j = 1:L(1)
helfer2(j,t) = (1/ (2xsum(helferi(:,t)))) *(alpha~2/(alpha*mu(j,t) +...
(1-alpha)*((1/delta)*sum(mu(j, 1:t),2) - ((t-delta)/delta)* mu(j,1)))) *...
mu(j,t)"2 * tau(j,j,t);
end
else
for j = 1:L(1)
helfer2(j,t) = (1/(2* sum(helfer1(:,t)))) *(alpha~2/(alpha*mu(j,t) +...
(1-alpha)*((1/delta)* sum(mu(j, t-delta:t),2)))) *mu(j,t)"2 * tau(j,j,t);
end
end
end

tau_term = sum(cumsum(helfer2,2));

G(1,:) = sum(helferl);
test = tau_term .* G(1,1:end-1)/(alpha”2);

plot(eg)
hold

plot(test,’r’)

end
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