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Abstract

We study distorted survival probabilities related to risks in incomplete markets. The risks are modeled as diffusion processes,
and the distortions are of general type. We establish a connection between distorted survival probabilities of the original risk
process and distortion-free survival probabilities of new pseudo risk diffusions; the latter turns out to be diffusions with killing
or splitting rates related, respectively, to concave and convex distortions. The main tools come from the theories of stochastic
control, stochastic differential games, and non-linear partial differential equations. © 2000 Elsevier Science B.V. All rights
reserved.
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1. Introduction

Wang et al. (1997) propose axioms for prices (or, more generally, measures of risk) in a competitive insurance
market. The market is allowed to behave as if it is risk averse with respect to probability, but required to be risk
neutral in wealth. They show that, under their axioms, insurance prices in the market can be represented by the
expectation with respect to a distorted probability. Their work is closely related to the work of Yaari (1987) who
develops a theory of risk, parallel to expected utility theory, by modifying the independence axiom of Von Neumann
and Morgenstern (1944).

In Yaari's theory, attitudes towards risks are characterized by a distortion applied to probability distribution
functions, in contrast to expected utility theory in which attitudes towards risks are characterized by a utility
function of wealth. Adistorted probabilityis a special case of mon-additive measuréDenneberg, 1994). One
can think of the distorted probability underlying market prices as a ‘risk neutral’ non-additive probability — a
non-additive version of a risk neutral probability in the theory of financial pricing. Thus, one can take a market
approach (Wang et al., 1997) or an individual approach (Yaari, 1987) and obtain the same pricing principle.

In work related to that of Wang et al. (1997), Chateauneuf et al. (1996) propose a set of axioms for pricing
financial risks. Under their axiomatic system, prices can be represented as the Choquet integral with respect to a
non-additive measure. Such a pricing rule can explain violation of put—call parity and the fact that parts of a security
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may sell at a premium to the underlying security. Jouini and Kallal (1995a,b), El Karoui and Quenez (1995), and
Artzner et al. (1998) develop similar pricing formulas or risk measuremerfitsancial markets with frictions

Calculating prices of risky prospects as expected values with respect to distorted probabilities, therefore, has a
strong theoretical basis and a wide scope of applicability. Given the ever-growing sophistication and complexity
of financial claims and insurance plans, there is great need to extend the use of distorted probaliiitiasiio
settings This is the task we undertake herein; as a first-step, we concentrate on the case of stochastic risks modeled
as diffusion processes. We provide a complete characterization of the associated distorted survival probabilities
for general distortion functions. The methodology we develop comes from the theories of stochastic control and
non-linear partial differential equations, and it can be applied easily to other risk processes like, for example,
diffusion processes with jumps and general Levy processes.

In this work, we do not look yet at the fundamental problem of dynamic pricing rules via distorted probabilities,
rather, we concentrate on developing technical tools and alternative characterizations of distorted probabilities.
We show that when the distortion is a power function with exponentysakien the distorted probability of the
original risk process can be interpreted as a non-distorted survival probability of a new underlying pseudo-risk
process. In particular, if the power € (0, 1) (concave distortions), the new underlying process is a diffusion
with killing and if y > 1 (convex distortions), the new underlying process is a branching diffusion process. In the
case of a general distortion, the pseudo-risk process is a branching diffusion with a combination of ‘killing’ and
‘splitting’ characteristics. We expect that these characterizations will shed light on questions related to the valuation
of insurance risks in a dynamic framework. Moreover, we expect that this approach will lead to a unified theory
of valuation, especially for markets with unhedgeable risks and other frictions. We plan to analyze these valuation
problems in subsequent work.

In Section 2, we briefly review the axioms of Wang et al. (1997) and provide a representation theorem for the
pricing functional (or risk measure) in the static case. In Section 3.1, we characterize the distorted survival probability
of a diffusion process when the distortion is a power function, while in Section 3.2, we consider general distortions.
In Section 4, we present examples of a distorted probability when the risk diffusion process follows a geometric
Brownian motion and the distortion is either a power function or a piecewise linear function.

2. Axiomatic foundation of measuring risk: the static setting

Fix a probability space<t, F, Pr), in whichQ is the space of outcomeE,a o-algebra of events, and Pr is a
probability measure orc, F). A risk Xis a random variable ort), F, Pr); that is X is aF-measurable function
from the space of outcome3 to the real numbers. One can thinkXfw) as the monetary gain or loss that one
incurs if the outcome i& € Q.

Let X denote the set of risks. One can view a risk measure as a functional RMXrnthe extended real
numberR:

RM: X - R =[—o00, 00],

in which we allow an insurance risk to have an infinite measure of risk.
Next, we summarize the axioms for a functional RM that imply that RM can be representedxqseated value
with respect to a distorted probabilitpee Wang et al. (1997) for arguments that support these axioms.

Axiom 2.1.

(a) Independencerhe measure of risk depends only on the risk’s distribution

(b) Monotonicity If X, Ye X, are such thaX (o) < Y (w), for all o € €, then RM[X] < RM[Y].

(c) Comonotonic additivityLet X, Y € X be comonotonic; then, RM[ + Y] = RM[X] + RM[Y], in which X and
Y are said to be comonotonic if there exist non-decreasing real-valued funigteomdf, and a random variable
Ze X, suchthatX = f1(Z) andY = f>(Z).
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(d) No unjustified risk loading_et 1, represent the degenerate random variable that equals 1 with probability one,
then RM[1,] = 1.
(e) Continuity.Let X e X anda be a real number; then,

Iirrc1]+RM[max(X —a,0] =RM[X]if X >0,
a—

lim RM[min(X, a)] = RM[X],

a— o0

and
Iin_1 RM[max(X, a)] = RM[X].

Notation 2.2. Denote the decumulative distribution functi@df) of X by &: Sx (t) =Pr(X>t), teR.

Wang et al. (1997) prove the following representation theorem for RM, which essentially follows from Yaari's
representation theorem applied to not necessarily bounded random variables.

Theorem 2.3. Ifthe measure of risRM : X — R = [—o0, o], satisfies AxiomB.1 (ndependence, Monotonicity,
Comonotonic additivity, No unjustified risk loading, and continylityen there exists a non-decreasing function g
[0, 1] — [0, 1] such that ¢0)=0,g(1)=1, and

0

RM[X]:/xd(goPr)zf

o0
elsc@) =1 dr+ [ glsc) ar 2.1)
—00
Further, if X contains all the Bernoulli random variables, then g is unique. In this case,4d0pl], g(p) is given

by the risk measure of a Bernoyp) risk.

The integral in (2.1) is a special case of the Choquet integral for non-additive measures. See Denneberg (1994)
for further background in non-additive measure theory and Wang (1996) for more details concerning the premium
principle given by (2.1).

Definition 2.4. A non-decreasing functiog [0, 1] — [0, 1] such tha$(0) = 0 andg(1) = 1, is called a distortion
andg o Pr is called a distorted probability.

Wang et al. (1997) also argue for a final axiom from which it follows thigta power function. This final axiom
is added in order to avoid a particular arbitrage opportunity.

Axiom 2.5. Let X = IY be a compound Bernoulli random variable, with l,and Y € X, where the Bernoulli
random variablé is independent of the random variabile= X|X > 0. Then, RMK] = RM[/]RM[Y].

Corollary 2.6. If RM is as assumed in TheorekxB and if RM additionally satisfies Axior.5,then there exists
y > 0, such thatg(p) = p?, forall p € [0, 1].

In what follows, we allowX to follow a stochastic process, and we characterize the distorted probabtgtof
a timeT given a value foiX at timet.

3. Yaari's risk measures in a stochastic setting

In this section, we look at the case @yfnamic riskshat are modeled as stochastic processes, and we provide
a completestochastic variational representatidor the associated distorted survival probabilities. The processes
that characterize the risks are assumed to be diffusion processes with their generator operator known to us.
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We consider the dynamic analog of the static survival probability function that was presented in the previous
section. We look at the conditional survival probability function at expiration firgiven the state at initial time
t. By using stochastic control methods, we characterize the distorted probability as the conditional expectation of
a characteristic function of a new risk process, loaded wiikkafactor. In the example of Section 4.1 (geometric
diffusion with power distortion), we find that this risk factor can be written in terms ofiweard functionof
the normal distribution. The underlying process in the new setting is not the original risk process but a new
diffusion risk process witimodified drift the latter depends on the shape of the distortion and the original diffusion
parameters.

In the case otoncavepower distortion functions, we establish that the distorted survival probability function can
be viewed as a distortion-free survival probability function of a new risk process. This new risk process turns out to
be akilled diffusion whose drift andkilling rate are influenced by the form of the distortion. When the distortion
is aconvexpower function, the new risk process is associated withaachingdiffusion. Finally, we show that
general distortionfunctions correspond to branching diffusions with a combination of ‘killing’ and ‘splitting’
characteristics.

This phenomenon is not only observed for the case of diffusion processes. As a matter of fact, when the risks are
modeled as jump processes, the authors have established that the new risk process turns out to be a jump process
with jumps of modified intensity (Young and Zariphopoulou, 1998).

We start with a brief review of fundamental results from the theory of stochastic processes. In order to make the
analysis more tractable, we work with the one-dimensional case. For the case of multi-dimensional problems, the
analysis can be carried out with similar arguments, but we choose not to do so here for the sake of presentation.

We consider a diffusion proce%s, which will ultimately be related to the price of a particular asset or liability.

We assume that the state proc¥ssolves the stochastic differential equation

dXt:b(Xl,l)dt+U(Xt,t)dW[, XO:x, xeR (31)

for ¢t € [0, T]. W, is a standard Brownian motion defined on the probability sp@cé&( Pr). We denote by, the
augmentation of the-algebra generated by the realizations of the Brownian motion up tattime
Assume that thdrift andvolatility coefficientd(x, t) ando (x, t) satisfy the usual growth and Lipschitz conditions

|b(-x’t) _b(y’ t)' + |6(xs t) _U()’» t)' S K |-x - )’| ) (32)
b(x, )12+ o (x, 0]? < K1+ |x])? 3.3)

for some positive constamt. These conditions guarantee that a unique solution to Eq. (3.1) exists (Gihman and
Skorohod, 1972, Chapter 6). Moreover, we assume that the diffusion process does not ‘degenerate’, that is, for all
x€ R and for allt € [0,T], there is are > 0, independent of the variablgsandt, such that

o2(x,1) > ¢. (3.4)

We will use the uniform ellipticity condition (3.4) in subsequent arguments.

Remark 3.1. Even though some of the above, as well as subsequent conditions, can be refined by the so-called
local conditions, we do not try to state the weakest assumptions. We concentrate mostly on the methodology we
develop to further explore the nature of distorted probabilities. For a thorough study of diffusion processes and
their connection to parabolic partial differential equations, we refer the reader to the books of Fr{@@B5)and

Fleming and Sonef1993)

Remark 3.2. In a wide range of applications, the associated risk processes violate the ellipticity con@i#)n

In this case, even though the analysis is more delicate, most results can be modified to incorporate possible
degeneracies. The latter require us to relax the notion of related classical solutions and to work with weak ones
(see Theorer.7).
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Next, we consider the conditional survival probability function, also called a transition probability,
ulx,t;y, T) =Pr(Xr > y|X; = x), (3.5)

in whichy is a fixed parametefl is a fixed horizon, and € R. Classical elements from the theory of diffusion
processes and linear partial differential equations yield the following result.

Theorem 3.3. Under assumption$3.2), (3.3), and (3.4),we have that & C>Y(R x [0,T)), u(x,r) > O for
0 <t < T, and u solves the backwa(th time) parabolic problem

1 ifx>y,

4 (1/2)02(x, Duxx+ b(x, iy =0, ux,T;y,T)= {0 if x <y

(3.6)
See, for example, Fleming and Soner (1993, Chapter 6).

Example 3.4. In the case of diffusion processes with linear coefficients, the survival probability function can be
calculated explicitly. Indeed, suppose that the risk pro¥eselves the linear equationkXd = bX, dt + o X, dW,,
with b ando constantsg > 0. Direct calculation yields that

—In(y/x) + (b — 02/2)(T — t)}
oJT —t

forx > 0andy > 0, in which® is the cumulative distribution function of the standard normal. Also, one can easily
verify thatu solves

u(x, t; y, T):Pr(XT>y|X,=x)=CD|:

u; + (1/2)(72X2uxx + bXUx =0.

Example 3.5. In an insurance setting, a diffusion procégs> 0 might represent the random loss to an insurance
company, whilef(;>Q u(x,t;y, T)dy is the expected loss at timle given that the loss ig at timet. Our work in

Section 2, argues thgfg’o glu(x,t; y, T)] dy, in which g is a concave distortion, is measure of the riskiness

of Xy conditional on the informatioX; = x. Also, see Wang et al. (1997) and Artzner et al. (1998). Ako,

might represent the value of the assets of an insurance company; in that case, a convex distortion would be more
‘conservative’ in valuing the asset. Finally, one might consider the stochastic loss random variable of liabilities
minus assets; for example, see Norberg (1997). The work in this paper will aid an actuary in calculating these risk
measures when the risk process follows a diffusion process. In insurance, the claim process is often modeled as a
jump process, and that is the subject of our future research.

Example 3.6. The survival probability functioru plays an important role in the valuation theory of financial
derivatives. In fact, consider the case of a European call option that is a contingent claim written on an under-
lying stock with valueS at timet, expiration at timeT, and strike priceK. The fundamental pricing problem
amounts to determining thfair price of the claim, which precludes arbitrage opportunities, as well as to con-
struct the so-calledhedging portfolio The main arguments involve transforming the original stock price pro-
cess to the so-called risk-neutral process, which, in the case of diffusion prices, turns out to be the solution
of

dS; :r(t)S, dt+Z(S[,l) dW[ (37)

The coefficients(t) andz(S t) are the riskless interest rate and the volatility function, respectively. It turns out
that the stock account component of the dynamic hedging portfolio is related to the so-called deltagprope=s

by
d& = [r(& + 21, )z, )]t + (&, 1) AW,
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in which z(-, t) is as in (3.7) andy(-, t) represents the first partial derivative with respect to the spatial argument.

In fact, the number of stock shares used for replication is given by the delta process of the call (Black and Scholes,
1973). The delta of the call represents the ‘probability of finishing in the money’, or in other words, the survival
probability of the process; to ‘finish’ above the strike pric& (See Grundy and Wiener, 1998):

8(S,t) =Pr& > K|& =S).

As discussed earlier, a distorted probability function might turn out to be a very important index for valuing
dynamic risks in markets with frictions. Before we attack this fundamental pricing problem, we undertake the task
of analyzing and characterizing the distorted survival probability functions. Our ultimate goal is to understand how
the distortion of the survival probability affects the stochastic structure of the original underlying risk prodess
will be looking for a ‘pseudo’ risk process, s&j;, such that the distorted survival probability of the original process
X, can be related to the survival probability of the new procésshat is,

g (Pr[Xr > y|X; =x]) = Pr[f(T > y|X; = x] =F [1{5(T>y}|5(’ = x] , (3.8a)

or, in general,

g PrlXr >y | X, =xD)=E L,

F(Xp)X, = x] , (3.8b)
in which 1{;(T>y} is the indicator function of the s¢X; > y}, E is the expectation operator with respect to the
measure Pr, ané is astochastic risk load factor

We find such a characterization rather useful and interesting for several reasons. From the technical point of
view, it shows a direct connection between non-linear probability functionals and linear ones. From the theoretical
point of view, this characterization suggests that pricing risks in markets with frictions might possibly be associated
with ‘friction-free’ risks of new pseudo-price processes. Note that there is evidence that distorted probabilities can
accommodate unhedgeable risks inherent from incomplete markets, (see for example, Chateauneuf et al., 1996;
Wang et al., 1997).

We carry out the analysis by studying the partial differential equation that the distorted probability function
solves. By using elements from the theory of stochastic control, we are able to identify the distorted probability
as the solution of a stochastic control problem; these solutions are knovalugsfunctionsWe are then able to
associate the optimally controlled process with a pseudo-underlying précess denoted in (3.8a) and (3.8b).

We first consider the special case gi@aver distortionThe reason we concentrate on the case of power distortions
is twofold. First, this case is easier to analyze and to describe effectively the stochastic control methods used to
understand the stochastic nature of the distorted probabilities. Second, Wang et al. (1997) motivate using power
distortions from the point of view of conditional risks; see Axiom 2.5. Moreover, see Wang and Young (1998) for
a strong link between the power distortion and the Bayes' rule for updating non-additive set functions.

In Section 3.2, we study the case of a general distortion. In this case, the aforementioned stochastic control
problem turns out to be zero-sum stochastic differential ganvghen we restrict ourselves to the clasgofhcave
(respectively, convex) power distortion functions, the underlying stochastic control problem turns outrtorbe a
imization(respectively, maximization) problem of some expected discounted payoff. The intriguing consequence
of these results is that, in the casecohcaverespectively, convex) distortions, the controlled procésis related
to akilled (respectively, branching) diffusion process. Thereftine,distorted survival probability of the original
process can be interpreted as the survival probability of the new Kitep. branchinydiffusions

3.1. Power distortions and their associated HJB equations

3.1.1. The concave case
We consider the distorted probability function

v(x,t) =[PrX7r > y|X; =x)]Y =ulx, )’ (3.9)
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for some O< y < 1. Direct differentiation and (3.6) yield thatsolves

2

1-—
Y 52(x, 1) X (3.10)
2v

1
v+ Eoz(x, Dosx + b(x, vy = —

with terminal condition

1if x >y,

Oif x <y. (3.11)

vix, T) = {

We observe that the non-linear tem{vf/Zv) can be expressed in terms of an auxiliary control variable as
follows:

2

X

= min[(1/2)a?v + av,].
vV o
Therefore, Eq. (3.10) becomes
v+ (1/2)0%(x, Dk + b(x, Hvye = min[(1/2)8a’c?(x, 1)v + Sao2(x, t)vy] (3.12)

withé =1 —y)/y.

We continue with a formal discussion regarding the interpretation of the distorted probability as a solution
of Eq. (3.12). First observe that Eq. (3.12), together with the appropriate terminal condition as in (3.11), is the
Hamilton—-Jacobi—Bellman (HJB) equation of a stochastic control problem described below.

Consider the controlled diffusion proce¥s that solves the stochastic differential equation

dX, = [b(f(s, 5) — Sas (X)o2(Xs, s)] ds + o (X;, s) dW, (3.13)

with X, = x, 1 < s < T. The proces§V, and the coefficients(x, s) ando (x, s) are the same as in (3.1). The
processy; will play the role of an admissible control process that is assumed E{peogressively measurable,
whereF; is the complete filtration generated by the Brownian motion, and to satisfy the integrability condition
E[flT lag| ds] < oo. We denote the set of admissible policigsby A. In addition to affecting the drift of the state
processX;, o, affects the discount factor of the expected cost functional given by

L P .
J(x.tia) = E [1{2T>y} exp(—/ S802 (R 5)0? ds) % = x:| : (3.14)
t

in which E is the expectation with respect to the original measure Pr.
Next, we define the value function

Vix,t) = inf J(x, t;a), (3.15)
aeA

for xe R, andt > 0. By using standard results from the theory of stochastic control, we see that the above value
function solves the same equation as the distorted survival probability fungiat, namely Eq. (3.10), together
with the terminal condition (3.11). Therefore, if we know that there existaiguesolution of (3.10) and (3.11),
then it would follow that the distorted survival probabilitgincideswith the value function of the above stochastic
control problem. Recent advances in the theory of non-linear partial differential equations enable us to provide
a unique characterization of the solution of (3.10) and (3.11) in a very rich classaksolutions, namely the
viscosity solutionsThis unique characterization will be used in turn to identify the value function with the distorted
probability as we demonstrate in Theorem 3.7 below.

Viscosity solutions were introduced by Crandall and Lions (1983) for first-order non-linear partial differential
equations and were later generalized for the second-order case by Lions (1983a,b); see also Ishii and Lions (1990).
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Viscosity solutions of non-linear partial differential equations are now routinely used in non-linear problems related
to stochastic control, and in particular, in a wide range of applications of financial models with unhedgeable risks,
which is the case in markets with transaction costs, stochastic income, or trading constraints. For these models,
viscosity solutions were first employed by the second author in Zariphopoulou (1992, 1994) and Davis et al. (1993).
We provide the definition of viscosity solutions in Appendix A.

Theorem 3.7. The value function Mjiven in(3.15),is the unique bounded viscosity solution of the HIB equation
(3.12) satisfying the terminal conditio8.11).

The proof of Theorem 3.7 follows from standard arguments well known in viscosity theory, and therefore, we
omit it.
We are now ready for one of our main results.

Theorem 3.8.
1. The distorted survival probability functior{x t; y, T) identically equals the value function V
2. The optimal policye is given in feedback form by

Ve(X*,5) v (X*,5) u (X*,5)
% V(XZ,s) o(X%s) L u(Xr,s) (3.16)

fort< s<T, inwhich X} is the optimally controlled risk process solving

Mx(X;k’ s)

dX; = |:b(X;» )+ (1- V)UZ(X?’ S)W

] ds + o (X}, s) dWs, (3.17)

and V, u, b, and are given in(3.15), (3.5), (3.1)and(3.1),respectively

Proof.

1. From Theorem 3.7, we have that the value functibis the unique bounded viscosity solution of (3.12)
that also satisfies (3.11). On the other hand, the distorted survival probability function is a smooth function
(CZ1(R x [0,T))) that satisfies (3.10); thereforejs automatically a viscosity solution of (3.12) satisfying the
terminal condition (3.11). Thus,coincides withV by the uniqueness of viscosity solutions.

2. The first-order conditions in the HIB equation (3.12) yield that

Vi (X, 5) vy (X5, 8) (1 2
- = — =argminy =a“V Vet
V(XS,S) U(XS,S) ga {Z(X + o X

Also, observe that, /v = y (uy/u). By using the regularity of/ together with a standard verification (for
example, Fleming and Soner, 1993, Chapter 4), we establish the optimality of the prpcesss < 7. O

The above theorem yields a very useful representation of the value function in terms of the original survival
probability and the distortion factor. In fact, part (2) of Theorem 3.8 says that

T
Vix,t)=E |:1{XaT<>y} exp(—f k(XE,s) ds) X = x] (3.18)
t
with the ‘risk load’ factork (x, t) > 0 given in functional form by

uy (x, t)>2

WD) (3.19)

1 2
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On the other hand, the HJB equation (3.12), together with (3.9) and (3.16), becomes the linear parabolic
equation

uy(x,1)
u(x,t)
with terminal condition as in (3.11) and the risk load factor as in (3.19). Note thatiD, the above equation gives

us the survival probability function of the optimally controlled proc&$s The case for whick is not identically
zero corresponds to a new diffusion process with killing, as the next result shows.

vV, + %az(x, 1) Vix + |:b(x, N+ @A —y)o?(x, 1) } Ve =k(x,0)V (3.20)

Proposition 3.9. Consider the proces¥; solving(3.17)with X; = x, t<s<T, and the factor Kx, t) as in
(3.19).Let Z be an independent and exponentially distributed random variable with meabeinge the random
time by

71(x, 1) = inf {s >t / k(X u) du > Z}, (3.21)
t

and define the process;Nby

X* t<s <1(x,1)),
My=1"¢ 1 1) (3.22)
A, s> 11(x,1),
in which A is an isolated state iR. Then
V(x,t) =Pr[Mr > y|Ms = x]. (3.23)
Proof. See, for example, Durrett (1996). |

Remark 3.10. Intuitively, the load factor k if(3.18) can be thought of as a variable force of interésellison
1991)that depends on time s and on the optimally controlled diffusion pratgss<s < T.

3.1.2. The convex case
The case of a distorted survival probability function of the form

v(x,t) = [PH(X7t > y|X; =x)]Y =ux, 1)’

for y > 1 can be treated similarly as the casefoe (0, 1). We first observe that the equality= u”, together
with Eq. (3.6) thau solves, yields

2

1 -1
v+ 50206 vt blx, Dve = Y~ 252y, z);—x (3.24)
v
with terminal condition
1ifx>y,
v(ix,T) = ) (3.25)
0 ifx=<y.

Next, it is immediate that the non-linear term in (3.24) can be expressed in terms of an auxiliary control variable as
follows:

v_f_max —}a2v~|—o¢v
v« 2 i
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Therefore, Eq. (3.24) becomes
v+ (1/2)0‘2()6, Huxx + b(x, v, = ma>{—(1/2)0a202(x, v + Gaaz(x, 1)vy] (3.26)
o

with = (y — 1)/y.

Proceeding as in the case of a concave power distortion, we can interpret the above equation as the HIB equation
of an underlying stochastic control problem. Subsequently, we can show that its value function actually coincides
with the distorted survival probability. Since the arguments are a straight modification of the ones used previously,
we only state the relevant results.

We consider the controlled diffusion procegsthat solves the stochastic differential equation

dx, = [b(f(s, 5) — a;002(X,s, s)] ds + o (X,, 5) dW, (3.27)

with X, = x, 7 < s < T. The procesg; is a control policy that is assumed to belong to the set of admissible
policiesA, as defined in Section 3.1.1. We define the value function

1 . .
V(x,1) = SUPE [1{;(T>y} exp(/ E@GZ(XS, s)a? ds) ‘Xl = x:| ) (3.28)
t

acA
As in the case of a concave power distortion, the goal is first to identify the above value function as the distorted
survival probability. The next theorem summarizes the relevant results.

Theorem 3.11.
1. The distorted survival probability functior{x t; y, T) identically equals the value function V
2. The optimal policy} is given in feedback form by

« e(XTos) ue(XTs)  u(XY,s)

— = = , 3.29
T Vs | vXnhs) L uXr.s) (3.29)
fort <s<T, inwhichX?} is the optimally controlled risk process solving
(X5,
dx* = | b(X*,s) — (y — Do(X], s)u ds + o (X¥, 5) dW,. (3.30)
u(Xx, s)
This theorem yields the following stochastic representation of the distorted survival probability.
T
Vx,t)=E [1{x’;>y} exp(/ (X}, s) ds) X = xi| (3.31)
t
with the load factoi (x, ) > 0 given in functional form by
1 2
1(x,1) = Sy(y — Do?(x, 1) (uX(x’ t)) , (3.32)
2 u(x, 1)

in which u is the original survival probability function.
By using classical results from the theory of branching diffusions, we can easily relate (3.31) to the expectation
of a branching process as follows.

Proposition 3.12. Consider a branching diffusionYthat starts at a single particle at location x at time t,
with particles splitting at a rate [ Y,, ) with the two* offspring born at the location of the parent and then
independently diffusing according to the diffusion operator a8i@7). If N(z) is the number of particles alive at
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timer, then

N(T)

T
Vix,t)=E [1{y7>y} exp(/ (Y, s) ds) |Y; = x:| =F Z lymys=pyIN® =1,Y1(t) =x
! i=1

N(T)
=Y [Pr{¥i(T) > y} IN(t) = 1, Y1(t) =x]. (3.33)
i=1
Proof. See, for example, Durrett (1996). |

The above result enables us to identify the distorted survival probability of the original diffusion risk process with
the distortion-free survival probability of a new underlying risk process. The latter is a branching diffusion process
Y, whose splitting rate, given in (3.32), is state dependent with coefficients depending on the form of the distortion.
Moreover,Y; diffuses according to a new diffusion operator, sayiven by

2

1, 7 L g
L=3o (x,t)8x2+[b(x,t) (¥ = Do (x,1) u(x,;)}ax

that differs from the diffusion operator of the original risk proceX¥s (3.1) by the drift term
—(y — Do?(x, 1) [ux(x, 1)/u(x, 1)]. In conclusion, the convex power of the survival probability)efcan be
interpreted as thdistortion-free survival probability of a branching diffusion Whose diffusion operator is similar
to the one ofX; modulus a change of drift and with a splitting rate depending on the distortion power.

3.2. General distorted probabilities and stochastic differential games

We now look at the case of a general distortion functiprjO, 1] — [0, 1] applied to the original survival
probability function. We assume thgtis strictly increasing so that it has an inverse. We will demonstrate that
the distorted survival probability can be represented as the value of a stochastic differential game and, ultimately,
as the distortion-free survival probability of a new diffusion process with a risk load factor. The latter has similar
characteristics to the diffusions with killing and splitting that we discussed in the previous section.

We pursue along the same lines as before. By using the form of the distorted probability and the fundamental
equation (3.6) satisfied by the original survival probability, we derive a non-linear equation that turns out to be a
Bellman—IsaaqBl) equation This equation is the analogue of the HIB equation for a wider class of stochastic
optimization problems, namely thedqro-sumstochastic differential games

To this end, we set

F(x,1) = g(u(x, 1)), (3.34)
which easily yields thaF solves

g"(u)

1 1
Ft+§O'2(X,l)Fxx+ b(x,t)F = EJZ(X’I)FXZW' (335)
Equivalently,
Fi + (1/2)0%(x, 1) Fax + b(x, 1) Fy = (1/2)0%(x, t) F2G(F), (3.36)
in which
1"e,—1
G(F) =% (g7 (F)) (3.37)

[¢' (g2 (F)]?
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Note that the ratio in Eq. (3.37) is actually tAerow-Pratt, or absolute risk aversion coefficienf the inverse
distortion functiong~1. Indeed, by differentiating the identity= ¢~1(g(«)) twice, we obtain

' Wlg Mgl = —[g' W] [g (g,

which, in turn, implies that

¢ (g X(F)) [~ 1(F)]”
G(F) = =— ,
() [g' (g~ L1(F))]? [g~ L (P

where we used = g~ 1(F).
For the analysis to follow, we will need the following assumption.

(3.38)

Assumption 3.13. The distortion functiong: [0, 1]— [0, 1] is invertible, twice continuously differentiable in
(0, 1), and such that the reciprocal of the absolute risk aversion coefficignt @ a Lipschitz function in [0, 1].

Example 3.14. In addition to the family of power distortions, tdeial power distortions satisfy Assumption 3.13, in
which a dual power distortion is of the forgiip) = 1—(1—p)¥,y > 0.Moreoverg(p) = (a’?-1)/(a—1), a > 1,
defines a family of distortions which also satisfies the above assumption.

Next, we put Eqg. (3.36) in the form of the Bl equation associated with a stochastic differential game. At this
point, we proceed formally assuming that all the necessary operations are valid. We first observe that

2 _ 1— 2
pe= mlax[lp 41 ] (3.39)
Thus
2 B 1, B _11G@)*] 1,
r°G(q) = mlaX[lpG(q) Zl G(q)} = m[aX[(IG(q))p A6 |~ max| ay p ZalH(q) , (3.40)

in whichay = aG(g), andH(g) = 1/G(q).
By Assumption 3.13, the functiod is Lipschitz with Lipschitz constant, say Then,H can be represented as

H(g) = min[H (o) + L |g — 2] (3.41)
Moreover, it is well known that
lg — a2l = max(a2 — q)z,
lz]<1
which together with Eq. (3.41), yields
H(g) = minmaX H («2) — Lgz+ Laoz]. (3.42)
2 |z|<1
Therefore,
2 15 .
p*G(g) =max|a1p — ~afminmax|H(a2) — Laz+ Layz]
a1 4 " e 7|<1
= max min|a1p+ -aflgz— Zcxl(H(cxz) + Lazz) |- (3.43)

a=(ag, a) lz|=1 4

By evaluating the above expressiorpat F, andg = F, and by using Eg. (3.36), we obtain
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1 2
Fr + > (x, 1) Fxx+ b(x, 1) Fx

1 . 1 1
+ 502@, 1) min max[—alFx - ZaszF—f— 21ozf(H(ozz) + Lazz)] =0. (3.44)

a=(a1, @2) [z]<1

Next, we review fundamental elements of the theorgtothastic differential gameand we recall the notion
of their solution. For the sake of presentation, we start with generic coefficients, and we specify them according to
(3.44) later on.

Consider the state diffusion risk proce§sthat solves the stochastic differential equation

d}?s:f(f(s,as,zs,s)ds—i—a()?s,s)dWS (3.45)

with initial condition )?t = x, with X € R, and the criterion

T K
J(x,t; a, z):E|:/ h()A(S,aS,zS,uS) exp(—/ c(f(r,otr,zf,uf)dt) ds+d>()A(T)i|. (3.46)
t t

As before W; is a Brownian motion on the underlying probability spa@e t, Pr); the processes andz are the
control processes assumed to belong to appropriately defined sets of admissible pddio@a. The functions
c(X, «, z u), h(X, «, z u), andd(X) represent the discount factor, the running cost (or payoff), and the terminal
penalty (or bequest) function, respectively.

The intuitive idea is that the processgsandz, represent the actions of two players, | and Il, respectively, in the
following way. Player | controls:; and wishes to maximizé& over all choices ok. On the other hand, Player |
controlsz, and wishes to minimiz@ over all choices of:;. The main difficulty in the study of such games lies in
the fact that, although at any tinsec [7, T] both players know the statés;, W;, «s, andz, instantaneous switches
of oy andz; are possible in continuous time.

This fundamental point was addressed by introducing two approximate games, nanelyethand theupper
game. In the lower game, Player Il is allowed to knewbefore choosingy, while in the upper game, Player
| choosesw; knowing z,. Each game has a value, the lower valiend the upper valu& that turn out to be
(viscosity) solutions of the Bl equations

V4 507 DV ot HO (W, Vo k1) = 0, (3.47)
and

Vi+ %oz(x, DV +H(Vy, V,x,1) =0 (3.48)
with the same terminal condition, say

Ve, T)=V, T)= ). (3.49)
The expressionsl~ andH™ are the so-calletlamiltoniansand are given by

H (p,q,x,1) = maaxr‘r'lzin[f(x, a,z,)p+hx,a,z,t) —clx,a,z,t)q],
and

H"(p,q,x,1) = mzin max[f (x. o, 2. 0)p + h(x, o, 2. 1) — c(x, . 2, 1)q]

We say that thésaac’s conditionis satisfied if for all p, g, x, t),

H™(p.q.x.0) = H (p.q.x.1). (3.50)
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The main objective is to establish that the lower and the upper values of the game are equal, in which case we
say that thalifferential game has a valu@he following theorem gives some of the most general results and was
proved by Fleming and Souganidis (1989).

Theorem 3.15(FS). Assume tha® and Z are compact metric spaceghat the functions fg, h, and c are
boundeduniformly continuous and Lipschitz continuous with respect(tq t), uniformly with respect tdo, 2)
in A and Z, and that the functionb is boundedThen the lower valueV ( respectively the upper value/)
of the stochastic differential gan{8DG with stateX; and payoff J given by(3.45) and(3.46), is the unique
viscosity solution of the lowérespectivelyuppel) Bl equation (3.47)respectively(3.48)) Moreover, if the Isaac’s
condition(3.50)holds then the SDG has a valu¥ = V = V given by

V(x,t) =infsupJ(x, t; o, z) = supinf J (x, t; o, 2). (3.52)
A 7z z A

Remark 3.16. As it is stated in Fleming and Souganidi®©89),the above conditions are by no means the weakest
possible. We do not attempt to look for the weakest assumptions because our main goal is to demonstrate a potentially
very useful connection between general distorted probability functions and stochastic differential games.

We are now ready to discuss the representation of the distorted survival probability as the value of a stochastic
differential game. To this end, we first observe that Eq. (3.44) can be viewed as the upper Bl equation (3.48) with
coefficients

f(x,a,z,1) = b(x, 1) — (1/2)0%(x, D, (3.52)
h(x,a, z, 1) = (1/8)0(x, )a2(H (a2) + Lagz), (3.53)
c(x, @, z,1) = (1/8)0%(x, HazL, (3.54)
D(x) = x>y (3.55)

Proposition 3.17. Assume that the conditions of Theor8ri5 ¢S hold for the functions f, h, and ¢ defined in
(3.52), (3.53) and (3.54)Then, the distorted survival probability(¥ t) is the value of a stochastic differential
game with stat&X; and criterion J, given by3.45) and (3.46) with & given in(3.55).

4. Examples: geometric Brownian motion

In this section, we present two examples in which the diffusion process is a geometric Brownian motion. First, we
consider the case of a power distortion, as in Section 3.1. Then, we analyze the case of a piecewise linear distortion.
The work in Section 3 is not directly applicable to the latter case because the distortion is not differentiable, but
the observations in Section 2 still apply. Specifically, one can use the expectation with respect to a probability
distorted by a piecewise linear distortion as a measure of risk. In the case of a piecewise linear distortion, we provide
explicit formulae for the distorted survival probability, and we analyze their behavior in terms of the various risk
parameters.

To this end, let the state proceXs, t < s < T, follow the diffusion process

dX,; = bX;ds + o X, dW;, X;=x,x €R,

in whichb ando are real constants, with > 0. In this case, we can writg explicitly:

2
X =xexp[<b—%> (s—t)+GWS,j|, t<s<T.
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Because the state= 0 is an absorbing state (see Gihman and Skorohod, 1972}; i0, the survival probability
u(x, t; y, T) equals 1, fory < 0; and

o2 T —1t 1 y
Ly, T)Y=@|(b— — — In(= fi 0,
u(x,t;y,T) |:< 2) > 5 T—tn(x) ory>

in which @ is the cumulative distribution function of the standard normal random variable. Similarly i0, the
survival probability fory < 0 is given by

o? T —t 1 y
u(x’t’y’T):®|:_<b_7> o +(7 T—t|n<)_c)’

and it equals 0, foy > 0.

4.1. Power distortion functions

Let g be the power distortion given ky(p) = p?. For concreteness, we assume that concave (O< y < 1)
and thatc > O andy > 0. The other cases follow similarly and are not treated here. From Theorem 3.8, the distorted
probabilityv(x, t) = u(x, t)? is given by the expectation in (3.18)

T

E |:1{x”;>y} exp(—/ k(XY,s) ds) X = x] ,
t

in which X7 is the optimally controlled risk process solving

2y (X3, 8)

:| ds + o X dWs,

andk(x, t) is the ‘load’ factor

1 2 o fux(x,1) 2
k(x,t)—éy(l—y)a X <m> .
In this case,
uy(x,1) . 1

e Uxmk(z(x,t;y)),

inwhichz(x, t; y) = [In(j—c’) — (b - %)(T —1]/o~/T —t, andA(2) is thehazard functiorof the standard normal
distribution.

In general, théhazard functionof a continuous random variabk is given by f(x)/S(x), in which f is the
probability density function oK andSis the decumulative distribution function Xf

It follows that X} solves

1-— X*
dx;:[mq+5—71%;iuaxgsum]ds+aX:mm,

and the load factok(x, t) equals

_yA—y

ke = 2B 0
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4.2. Piecewise linear distortion

Consider the concave piecewise linear distortion given by

Cc
-p, 0<p=<a,
a

ga,c(p) = (c—a)+(1— op

1-a)
in which 0 < a < ¢ < 1. In this case, we can explicitly calculate the risk measure from Section 2, Eq. (2.1). The
risk measure of the geometric Brownian motdn, given thatX, = x, determined by, . is

(T—1) _
’% [(1— o)+ %CD(ZQ +oJT = r)}

for x > 0, in whichz, is the 10@-th percentile of the standard normalxl££ O, then the risk measure X, given
thatX; = x, is

, a<p<=<l,

RM[X7;x,t;a,c] = f X7 d(ga,c o Plix,=x) =

(T—1) _

RM[X7;x,t;a,c] = / X7d(ga, c o Plix,=x) = xl—a [(1 —c)+ Ca—a(b(za +oNT — t)i| .

Whenx > 0, it is straightforward to demonstrate that RM X, t; a, c] satisfies the properties listed below; note

that similar properties hold when< 0.

e RM[X7:x,t;a,c] > xe€’T=D = E[Xr|X, = x]. This result follows from the fact thag, .(p) > p for all
p € [0, 1].

e Forfixedc > a, RM[X7; X, t; &, c] decreases asincreases. Intuitively, ag, . becomes less concave, the risk
measure oKy decreases. Whan= c, note that RMKr; x, t; a, c] = x T~ = E[X7|X, = x], as expected
because in that case, there is no distortion.

e For fixeda < ¢, RM[Xr; X, t; &, c] increases as increases. Intuitively, ag, . becomes more concave, the risk
measure oKy increases.

5. Summary

In this paper, we studied the distorted survival probability functions of risk processes which are modeled as
diffusion processes. We established that these probabilities can be related, under general weak assumptions, to
distortion-free survival probabilities of new ‘pseudo’ risk processes with modified drift. This representation is
important because it relates distorted survival probabilities — associated with risks in incomplete markets —
with distortion-free probabilities of new risk processes. This relation is expected to facilitate the pricing of risks
in the presence of frictions via the relevant values for the friction-free case. This is the subject of our future
research.
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Appendix A

In this appendix, we present the definition of viscosity solutions of non-linear parabolic partial differential
equations. The notion afiscosity solutionsvas introduced by Crandall and Lions (1983) for first-order equations
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and by Lions (1983a,b) for second-order equations. For a general overview of the theory, see Fleming and Soner
(1993).
Consider a non-linear second-order partial differential equation of the form

F(X,V,DV, D?V)=0inQ x [0, T], (A.1)

in which © € R?, DV andD?V denote the gradient vector and the second-derivative mathik afid the function
F is continuous in all its arguments and degenerate elliptic, meaning that

F(X,p,q,A+B)<F(X,p,q,A)if B>0.

Definition A.1. A continuous functior¥ : Q x [0, T] — R is a viscosity solution of Eq. (A.1) if the following

two conditions hold:

1. Vis a viscosity subsolution of (A.1) d@ x [0, T]; that s, for anyp € C%1(Q x [0, T]) and any local maximum
point Xo € Q x [0, T] of V—¢,

F(Xo, V(Xo), D¢ (Xo), D*p(X0)) < O.

2. Vis a viscosity supersolution of (A.1) an x [0, T]; that is, if for any¢ € C%1(Q x [0, T]) and any local
minimum pointXg € Q x [0, T] of V—¢,

F(Xo, V(X0), D¢ (Xo), D’p(X0)) > 0.
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