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Abstract

The indifference valuation problem in incomplete binomial models is
analyzed. The model is general in that the stochastic factor which gen-
erates the marlet incompleteness may affect the transition propabilities
and/or the values of the traded asset as well as the claim’s payoff. Two
pricing algorithms are constructed which use, respectively, the minimal
martingale and minimal entropy measures. The interplay among the dif-
ferent kinds of market incompleteness, the pricong measures and the price
functionals is studied in detail. The dependence of the prices in the choice
of the trading horizon is, also, discussed. Finally, the family of ”almost
complete” models is studied. It is shown that the two measures and the
price functionals coincide, and that the effects of the horizon choice dissi-
pate.

1 Introduction

This paper is a contribution to indifference valuation in incomplete binomial
models under exponential preferences. Market incompleteness stems from the
presence of a stochastic factor which may affect the transition probabilities of
the traded asset or/and its values. It may also affect the payoff of the claim
in consideration. The model is, thus, more general than the binomial models
considered so far in exponential indifference valuation (see, among others, [1],
[8] and [15]).

The aim is to construct valuation algorithms and provide a detailed study
of their properties and structure. We construct two such algorithms. They are
both iterative and resemble the ones introduced in [15] and [8]. However, the
existing pricing schemes are applicable only when the stochastic factor affects
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exclusively the claim’s payoff. When the factor affects the dynamics and values
of the traded asset, the situation is much more complex as internal market
incompleteness emerges which, thus, needs to be priced together with the one
coming from the claim’s payoff. The algorithms herein exhibit how the pricing
of both kinds of incompleteness is carried out and the interplay among the
incompleteness, the pricing measures and the pricing functionals.

In both algorithms, the indifference price is calculated via iterative pric-
ing schemes, applied backwards in time, starting at the claim’s maturity. The
schemes have local and dynamic properties. Dynamically, the pricing function-
als are similar in that, at each time interval, the price is computed via the
single-step pricing operators, applied to the end of the period payoff. The lat-
ter turns out to be the indifference price at the next time step, yielding prices
consistent across times.

Locally, valuation is executed in two steps, in analogy to the single-period
counterpart (26). In the first sub-step, the end of the period payoff is altered
via a non-linear functional and the conditioning on the information generated
by an appropriately chosen filtration. The new intermediate payoff is in turn,
priced by expectation. There are, however, important differences both between
the pricing measures and the form of the non-linear price functionals. The
first algorithm uses the minimal martingale measure. This measure has the
intuitively pleasing property of preserving the conditional distribution of the
stochastic factor, given the stock price, in terms of its historical counterpart.
However, the form of the associated pricing functional has no apparent natural
form. The situation is reversed the second algorithm which uses the minimal
entropy measure. We show that the density of this measure has no intuitively
pleasing structure in contrast to the relevant functional which does.

The forms of the (non-linear) price functionals motivate us to investigate
two important questions. Firstly, we study whether these functionals provide
a natural extension to the classical static certainty equivalent pricing rule. We
show that both price functionals fail to provide such connection. Secondly,
we study how the indifference prices are affected by the choice of the trading
horizon, the point at which the underlying exponential utility is pre-specified.
We show that prices are different for different horizon choices and provide this
difference in closed form.

Finally, we investigate how the above results simplify when the model sim-
plifies to the one that has been studied so far, i.e. when the stochastic factor
affects solely the claim’s payoff. We call such a model reduced. We show that,
as expected, there is a unique pricing measure as the nested model is now com-
plete. We also show that the price functionals become identical. A direct and
important consequence of these simplifications is that the indifference prices
become independent on the choice of the trading horizon (normalization point).

The paper is organized as follows. In section 2, we introduce the incomplete
(non-reduced) model and provide auxiliary results on the two pricing measures
and the exponential value function process. In section 3, we construct the two
pricing algorithms and discuss their properties. We also investigate the connec-
tion of the price functionals with the static certainty equivalent. In section 4 we



investigate the dependence of the indifference prices on the normalization point
and, also, provide numerical results. We conclude with section 5 in which we
analyze the almost complete (reduced) binomial models.

2 The model and preliminary results

In a trading horizon, [0,T], two securities are available for trading, a riskless
bond and a risky stock. The time T is arbitrary but fixed. The bond offers
zero interest rate. The values of the stock, denoted by S;, t = 0,1,..., T, satisfy
S¢ > 0 and are given by

S, “ . “
§iy1 = ;7:1, Gy1 =N, &y with 0<&l, <1<gy. (1)

Incompleteness is generated by a non-traded factor, denoted by Y;, ¢ = 0,1, ..., T,
whose levels satisfy Y; # 0 and are given by

Y—tJrl u . u
Ni+1 = T, Ni+1 = 77?4-1, Nypr with 0 < 77?+1 < Mgy (2)

We, then, view {(S,Y:) : t =0, 1,...} as a two-dimensional stochastic process
defined on the probability space (Q, F, (F;),P). The filtration F; is generated
by the random variables S; and Y, or, equivalently, by &; and n;, fori = 0,1, ..., ¢.
We, also, consider the filtration F;° generated only by S;, for i = 0,1, ...,t. The
real (historical) probability measure on Q and F is denoted by P.

We assume that the values §f+1, &ty of the Fi 1 —measurable random vari-
able &1 satisfy

¢hoeF and &L, €F. (3)

An investor starts at ¢ = 0,1,...,7 with initial endowment X; = = € R
and trades between the stock and the bond, following self-financing strategies.
The number of shares held in his portfolio over the time period [i — 1,4), i =
t+1,t+2,...,T, is denoted by «;. It is throughout assumed that «; € F;_1.
The individual’s aggregate wealth is, then, given, by

S
Xo=z+ Y a; NS, (4)
i=t+1
where AS; =5; —S;_1ands=t+1,...,T.

The performance of the implemented investment strategies is measured via
an expected exponential utility criterion applied to the terminal wealth that
these portfolios generate. The maximal expected utility (value function) is,
then, given by the solution of the stochastic optimization problem

Vi(z)= sup Ep(—e*7|F), (5)

t=0,1,..,7 with v > 0 and X7 as in (4), X; = . This process has been
extensively analyzed for general market settings (see, for example, [2], [5] and

[13]).



The goal is to carry out a detailed study of the indifference prices, under the
dynamic preference criterion (5). We stress that the binomial model we consider
is quite more general than all such models that have been, so far, analyzed in
the context of indifference valuation®; see, among others, [3], [8], [16] and [15].
Indeed, in these works, the nested model is complete, with the non-traded factor
affecting the claim’s payoff but not the transition probability or the values of
the traded asset. In such ”almost complete” models, considerable simplifications
take place due to the lack of internal market incompleteness. We revisit these
cases in Section 5.

In the extended framework herein, additional pricing features emerge. The
analysis and interpretation of these new elements will employ the minimal mar-
tingale and the minimal entropy measures (see, for example, [4] and [5], respec-
tively). For the reader’s convenience, we present some auxiliary results on the
densities of these measures (see Propositions 3 and 4) and a parity relation (see
Proposition 6). These results were derived for the specific binomial model at
hand in the companion paper [17], where we refer the reader for their proofs.

To this end, we let Q1 be the set of martingale measures restricted on Fr.
With a slight abuse of notation, we denote by Q its generic element.

We consider, for t =0, 1,...,T, the quantities

HE™ Q1 F) | P(|F)) = Br (—m(mﬂ)

and

HES Q17| P(-|F)) = Eq (IHWW)’

where Q € OQr and Q (- |F;) and P (- |F;) denote the restrictions of Q and P on
ft.

The minimal martingale measure, Q™™ and the minimal entropy measure,
Q*, are defined as the minimizers of H""™ and Hj'¢, respectively, i.e.,

Hp™ Q™™ (- [F) | P (- |Fe)) =QHEHQHTH%”T” (QCIF)IP(I[F))
and
HP* (@ (|F) | P(17) = min HP* @ |F)| (1)

Most of the analysis below will involve the latter entropy. To simplify the
presentation we will be using the condensed notation

v = H Q™ (| F) | P(F))- (6)

We will be referring to the process Hj";. as the minimal aggregate entropy.

While preparing the final version of this manuscript, the recent paper [7] was brought to
the attention of the authors. Therein, the utility is of power type and the model more general
than the one considered herein.



We introduce, for t = 0,1, ...,T, the sets

Ap={w: & (w) =&y and By ={w:n (w)=n}. (7)
Note that for all Q,Q’ € O,
Q(A¢|Fio1) =Q (A | Fi-1) (8)

Definition 1 Let &, t = 0,1,..,T, be as in (1) and consider the risk neutral
probabilities

_1-¢
& &
The local entropy process hy, t =1,...,T, is defined by

qt

qt 1—q
hy=qn——"3 4L (1-¢)n—80 % 9
A T AT (I-g)n—p (A | Fi1) (9)

where Ay as in (7), P is the historical probability measure and Fy is the filtration
generated by the random variables S; and Y;, fori=0,1,...,t.

Lemma 2 The local entropy process hy is Fi-predictable, i.e., fort = 1,...,T,
hy € Fi_1. Moreover, for all Q € Qr,

Q (A |Fi-1)
P (A |Fi-1)

1-Q (A |Fi-1)

hy = Q (A, |Foyi)] :
t = QA |Fe—1)In 1-P (A |Fe-1)

+ (1 —Q(At |ft71))h’l

The result below highlights an important property of the minimal martingale
measure. Specifically, under this measure, the conditional distribution of the
non-traded factor, given the stock price, is preserved in relation to its historical
counterpart.

Proposition 3 The minimal martingale measure Q™™ has, fort =1,....,T, the
property
QM (Y| Fooa VFY) =P (Yi| Feoa V FY), (10)

or, equivalently,

Q"™ (ABi Fimr) _ Q™ (AB| Fimr) _ Q™ (Al Fima)
P(A¢By| Fi-1) P(A:Bf| Fi-1) P(A| Fiq)

and

Q™™ (AfBi| Fra) _ QU™ (APBf| Fi1) _ Q™™ (Af| Fio1)
P (A B:| Fi1) P (AfBf| Fi-1) P(Af| Fio1) 7

with the sets Ay and By given in (7).



Next, we present an analogous explicit representation of the minimal entropy
measure. The construction — which is to the best of our knowledge new —
is based on an iterative procedure which yields the conditional distribution
Qme (Yt| Fi_1 V fts) in terms of its historical analogue P (Yt| Fi_1 V ]-"ts) and
the (conditional) on F;_; values of the minimal aggregate entropy Hi'F. The
latter term is constructed through an independent iterative procedure which
involves the minimal martingale measure, obtained already in (10). To ease the
presentation, the construction of Hy" is given, separately, in Proposition 5.

To this end, we introduce the auxiliary quantities

T§2) = By (n By (7 |F. v L) IF) ()

and

jés,t) (Z) = j(és,s+l) (jés-l-l,s—i-Q) (“.Jét—l,t) (Z))) 7 (12)
for s =0,1,..,T—1,t = s+ 1,..,T, Z a random variable in (Q, 7,P) and
Q € Qr. We recall that F, and F? are the filtrations generated, respectively,

S

by (S, Y;) and S; fori=1,...,s.

Proposition 4 The minimal entropy measure, Q™ satisfies, fort =1,....,T,

QM (ABy| Fi1) _ Qe (Ay| Fooy) e o™
P(AB| Fi-1) P (AtBt| -7:1‘,71) e—?—(;’fq‘i’““ P (AtBtc‘ Fi) e_H’tVY’L;,ud )
(13)
Qe (AB§ Fir) Qe (Ay] Fyy) e
P(A;Bf| Fi—1) P (A;By| Fo_1) e M 4 P(ABS| Fis) e_H:L;,ud )
Qe (A¢B| Fi1) Qme (AS| Fi1) e*HT;'du

me,dd

P(A[Bi| Fie1)  P(ASB| Foy) e M5 4 P(ASBE| Foy) e 00
and

_pqmedd

Qme(Ang‘ftfl) _ @me(Ag‘ftfl)e 6T
PATBIIFic1)  P(AGB| Fioy) e 708" 4+ P(AfBg| Fioy) e "0

. me,uu me,ud me,du me,dd
where Ay, By are as in (7) and H " H 0 HE ™ H ™ are the values
of the Fy—measurable random variable H%%, (cf. (6)), conditional on Fy_1.

The above equalities can be expressed slightly differently in order to provide
the direct analogues of (10). For example, (13) yields

7€ (AeBy| Fr1) P (A Fi1)

g}e (At‘ ft—l) o P (AtBt‘ ft—l)efH?};‘u“ I ]P)(AtBﬂ ft—l)@*?‘l?;‘"d .
P (A Fi-1) P (A Fi-1)

Notice that if H}"m"" = Hl'fiﬁ’"d equality (13) reduces to (10). This observation
will play a key role in the analysis of the reduced binomial model.



Proposition 5 Let Q™™ be the minimal martingale measure and hy, t = 0,1, .., T,
be as in (9). Let, also, T 70T pe a5 in (11) and (12) for Q = Q™™.

The minimal aggregate entropy Hme is given by the iterative scheme
HTT = and H'_ZTCLELT == hT
and
M = her — oot (1S ), t=0,1,..,T —2. (14)
Moreover,

o = ijm <— Z hi)- (15)

i=t+1
Next, we present a parity result between the nonlinear functionals JibtED)

and Jn. (¢, t+1) which will, in turn, play a key role in the upcoming construction
of the pricing algorithms?.

Proposition 6 Let H'% be the aggregate entropy and J(t AR »Jo (00D o5 in
(11) for Q = Q™e, Qmm andth,l,.., — 1. Then, forZ in (Q .7-" P),
TG 2) = I (2 = W ) = TED (M) . (16)

Proposition 7 The minimal aggregate entropy Hi'p is given by the iterative
scheme
%%« = 0 G/n/d H$EI,T = hT,

and

M = oy + T8ED (M ), t=0,1,.,T -2, (17)

with hey, t = 0,1,...,T, defined in (9) and Jét’tﬂ) as in (11) for Q = Q™me.

Moreover,
HYs = (tT><Z h) (18)

1=t+1

Corollary 8 The minimal martingale and the minimal entropy measures sat-
isfy

QM (Yr| Froa VFR) = Q" (Y| Froa VIFR) =P (Yr| Froa VFR) . (19)

It is worth commenting on some distinct features of the minimal martingale
and the minimal entropy measures. Firstly, we note that the density of the
former (see (10)) has the intuitively pleasing property of preserving the condi-
tional distribution of the non-traded factor, given the stock price, in terms of
its historical counterpart. In essence, this property states that the unhedgeable

2For similar results in a diffusion model with stochastic volatility see [18].



risks, given the hedgeable ones, are viewed in the same manner under P and
Qmm.

The minimal entropy measure, however, albeit its predominant role in ex-
ponential utility maximization, appears to be lacking an intuitively pleasing
structure, as (13) shows. Secondly, we observe its dependence on the horizon
choice, T, as reflected by the T'—dependent values 'H;"f in (13). In Section 4,
we will see how the indifference prices inherit, in turn, this dependence. Note,
however, that the minimal martingale measure does not depend on the specific
horizon as (10) shows.

We finish with representation results for the value function process V; (z),
defined in (5). The first formula is well known (see, for example, [2] and [13])
while formulae (21) and (22) are, to the best of our knowledge, new and follow
from (15) and (18).

Proposition 9 The value function satisfies, for x € R and t =0,1,...,T,

me

Vi (z) = —e @ Hir (20)

T
= —exp (fy:c - j(f,’g) ( Z hz>> (21)
i=t+1

= —exp <—’yx + j(i;ﬂ) (— Z h@)) , (22)

i=t41

with hy, t =0,1,...., T, given in (9) and j(ét’T) as in (12), for Q = Q™™ Q™e.

3 Indifference valuation algorithms

In this section, we review the notion of indifference price and provide two it-
erative algorithms for its construction. The claim to be priced is written, at
time %y, on both the traded stock and the non-traded factor. For simplicity,
we assume that tg = 0. The claim matures at t = 1, ..., T, yielding payoff Cy,
represented as an F;-measurable random variable. We are interested in com-
puting its indifference price in reference to the exponential criterion (5). For
the moment, we price a single claim and present the results on the multi-claim
case afterwards. For convenience, we eliminate the ”exponential” terminology.
We recall the familiar definition of indifference price (see, for example, [2] and

[13]).

Definition 10 Consider a claim, written at time tg = 0 and yielding at t payoff
Ci € Fpy t=0,1,...,T. Let Vi (x) be the value function process (5). The claim’s
indifference price is defined as the amount vs(Cy), s = 0,1, ..., t, for which

Vs(z —vs(Cy)) = sup  Ep (Vi (Xy —Cy)|Fs), (23)

Ast1se0,0¢

for all initial wealth levels X; =z € R.



We remark that the alignment of the expiry of the claim with the time at
which the value function process is calculated in the right hand side of the pricing
condition (23) is chosen for mere convenience. Indeed, the above definition can
be directly extended to times beyond the claim’s maturity in that (23) can be
replaced by

Ve(Xs —vs (Cy)) = sup  Ep(Vy (Xp = Cy)| Fy), (24)
Qs 1yme,0yr
fort’ =t+1,...,T—1,T. This follows easily from (23), the dynamic programming
principle and the fact that Cy; € Fpr. Observe, however, that this cannot be done
for times ¢’ exceeding T

Next, we review the price representation obtained for the single-period case
in [8] (see, also, [9]). Therein, the claim’s indifference price is represented as a
non-linear expectation of its payoff, providing the incomplete market analogue
of the linear arbitrage-free pricing rule. We refer the reader to these papers
for a detailed discussion on the nature and properties of the pricing formula.
For indifference prices in single-period models for utilities different than the
exponential, see [3].

Proposition 11 (Single-period model) Let Q be the martingale measure un-
der which the conditional distribution of the non-traded factor, given the traded
asset, is preserved with respect to the historical measure P, i.e.,

Q(Yr |Sr) =P(Y7 [ST). (25)

Let Cp = C(St,Yr) be the claim to be priced under exponential preferences with
risk aversion coefficient . Then, its indifference price, vo (Cr ), is given by

I/()(CT) = SQ(CT) = EQ (’1/ In EQ (e'yCT |ST)> . (26)

As the above result shows, the underlying indifference pricing blocks are the
non-linear expectation £g(-) and the pricing measure Q. For the multi-period
case, we need to build their appropriate multi-period analogues. We stress
that due to the inherent nonlinearities of the problem, together with the fact
that the model at hand is non-reduced (i.e., the nested model is not complete),
it is not at all clear how these analogues should be constructed. Notice, for
example, that property (25) is satisfied by both the minimal martingale and
minimal entropy measures, Q™™ and Q™¢, but only at expiration (see (19)). For
times before T'— 1, the two measures differ and property (25) is held by Q™™
and not Q™¢, which is the natural martingale measure in exponential utility
maximization. This important difference motivates us to look for algorithmic
price representations under each of these two measures.

Definition 12 Let T > 0 and Z be a random variable in (2, F, P). For s =
0,1,....T—1,t=s4+1,...,T and Q € Qr , define the single- and multi-step
price functionals

£S5 (2) = %E@ (In Bg (7 |F, v Fiiy) 1) 27



and
Sg’t) (Z) _ g(és,erl) (“.g(gfl,t) (Z)) ) (28)

We caution the reader that, for t > s+ 1,
. 1
£50(2) #  Bo (mBq (77 |F v ) 7).
Definition 13 Let Z be a random variable in (Q, F, P). Fors=0,1,..,T —1

and t = s+ 1,...,T, define the nonlinear single- and multi-step functionals
Pt gng plhs) by

s,s+1 s,s+1 1 me s,s+1 1 me
7><m;>(Z)_5¢ng><ZVHSH,T>&&mm* )<,y s+1,T) (29)

and

Lt (2) =Pt (PL (2)) (30)
with S((;’SH) given in (27) with Q = Q™™.

The following lemma provides the explicit form of the multi-step functional
(s,t)
Poymm -

Lemma 14 Let Z be a random variable in (Q, F,P). Then, for s <t—1,

pL ()

t t
s 1 1 s 1 1
=50 (Z - M S m) — &5, <—7 == > h) . (31)

i=s5+2 =542

Proof We establish (31) only for s = ¢t — 2 since the rest of the proof follows
along similar arguments. We need to show that

- — 1 1 - 1 1
P(Sm?%t) (Z) = (L(ltmnz;t) (Z - ;HZI{; - ,}/ht> - (L(ztmnzb’t) (_,Y ZL’]% - ’yht> . (32)
Using (29) and (30), we write
Pl (2) = PGt ™ (P (2))
94 _ 1 _ 1 1
= EGnt Y (5&#” (Z - ;’j;) — gl (_7 ;7;) - VH%”i,T> (33)

=261 1 e
_g(émm ) (_’y t—1,T .

10



On the other hand, (14) yields
1 1 (t—1,t) ( 1 )
——H" = —=hi + Eymn " | ——H{T
St JT e ST
and the second term in (33) becomes
o 1 —94— 1 _ 1
_g(tmw%,t 1) (_Hm;e ) — _g(tm/ﬁ,t 1) (—h _"_g(tmi,t) (_ me))
Q St Q S ST

ot _ 1 1
_ g2 (5(%};0 (—ht B Hme)> ’
Q Q v v t, T
where we used the measurability properties of hy. Similarly, the first term in
(33) becomes

o _ 1 Ly 1 1
g(tanL,t 1) (g(tmi,t) <Z B Hme) . g(tmm7 _ZHme | — Zyme
0 Q 5 t, T Q ~y t,T ~y t—1,T
t—2,t—1 t—1,t 1 me
= 5(((327nm, ) (&él,mm ) (Z - ;Ht,T

t—1,t 1 me 1 t—1,t 1 me
e (=) - g e (-5 )
t—2,t—1 t—1,t 1 me 1
= g(émﬂn ) (génmn ) (Z - ’}/Ht’T) - ’yht>

=261 —1,t 1 .. 1
=elt ™ (et (2 =) ).
Combining the above, (32) follows. m

We are now ready to provide the pricing algorithms for the indifference
price. The first algorithm uses the minimal martingale measure and the pricing

functionals P(‘i}bﬁl) and P(i’f,l while the second one uses the minimal entropy

measure and the pricing functionals & (S;;ffl) and &, (s;nte) . To ease the presentation,

we first state the main theorems and, then, provide their proofs and discussion.

Theorem 15 Consider a claim written at tg = 0 and expiring at t yielding
payoff Cy € Fy. Fort=1,....,T and s =0,1,....,t — 1, the following statements
are true:

i) The indifference price vs(C;), defined in (23), is given by the algorithm

v (Cr) = C, (34)

vs (Cr) = PSi ™ (vsr1 (C1)) (35)

where P(Sﬁfjl) is the single-step pricing functional defined in (29).

11



ii) The indifference price vs(Cy) € Fs is given by

vs(Cy) = PEY (Cy) (36)
t t
1 1 1 1
—gBh [0 — Zyme _ = hi | —&%8 [ —Zpyme — = hi |, (37

with the multi-step price functionals P(é;fgl and Eéﬁ,ﬁl defined, respectively, in
(30) and (28) for Q = Q™™.

i11) The pricing algorithm is consistent across time in that, for 0 < s < s <
t, the semigroup property

Ve (Cr) = PSS (PG (C) = PEis) (ver (C) = wa(PEI(C))  (38)
holds.

Theorem 16 Consider a claim written at tg = 0 and expiring at t yielding
payoff Cy € Fy. Fort =1,....,T and s = 0,1,....,t — 1, the following statements
are true:

i) The indifference price vs(C;), defined in (23), is given by the algorithm

Vi (Ct) = Cn
Vs (Cy) = E55Y (w1 (C)), (39)

where Sé‘jiﬂ) is the single-step price functional defined in (27) for Q = Q™e.

it) The indifference price process is given by
ve(Cy) = ESE (€, (40)

with the multi-step price functional glen defined in (28) for Q = Q™e.
iii) The pricing algorithm is consistent across time in that, for 0 < s < s’ <
t, the semigroup property

ve (Cr) = EGS (ESD (C) = €5 vy (C1) = we(E50(C))  (41)

holds.

Before we provide the proof for Theorem 15 we state the following lemma.

Lemma 17 Lets=0,1,...,T—1, Sg,;ijl) be defined in (27) for Q = Q™™ and

Z be a random variable in (2, F,P). Then,

(s,s41)
sup Ep <_e*’Y(X5+1fz)|}'S) = _6_7(X5_8Q"”’T1 (Z)> —hs+1’ (42)

Qst1

with hy as in (9).

12



Proof With A,y as in (7) we have

sup Ep (—6_7(X5+1_Z)|.7:5>

Qg1
= _e_’YXS (P(Aerl|fs)e_’yas+155(£g+l_1)E]P‘ (67Z|'7:s \ Aerl)
(1 = P(Agy1 | Fy))e 105D gy (7| F,s VAs+1))

Differentiating with respect to as41 yields that the optimum occurs at

1 In EP (€7Z|]: V A5+1) (As+1|fs) (§g+1 — 1)
PYS (£s+1 £s+1) ( “{Z|f \ As+1) ( ]P)(AS-Fl‘fS)) (1 - gngl) '

Qs =

Using the form of the density of the minimal martingale measure (see (10)) we

obtain
sup Ep (—6_7(X5+1_Z)|.7:5>

Qs41
= —exp (—*yXS + Q™™ (As41|Fs) In Ep (e'YZ|‘7:S v As+1)
+ (1= Q™™(As1|Fs)) In Ep (77| Fs v ASL 1)) x
X ( P(As 41| Fs) )Qmm(As“fS) < 1 —P(Ag1]Fs) )LQmm(AsHIfs)
Qmm(Aerﬂfs) 1-— Qmm(Aerl‘fs) ’
Using once again the form of the density of the minimal martingale measure

10) and the definition of 5550 (cf. (27)), (42) follows. m
Q

We are now ready to prove Theorem 15.
Proof i) Equality (34) is immediate. We prove (35) for s = ¢ — 1. From (20)
we have
sup Ep (Vi (Xy — Cy)| Fi—1)

= sup Ep (—e*W(Xt*(Cf*%H?ff‘))‘]-“t_1> ]
Using Lemma 17 for s =¢ — 1 and Z = Cy — Z'H}"f, we get
_ _o(t=1,t) _1gme)) _
sup Ep (V; (X — Cy)| Fooq) = —e ’Y(thl Egmm " (Ct wHt,T)> he

Combining the above with (23) and formula (20) for V;_;, we deduce

1 1 1
v 1 (Cy) = 41 (C —Hme>+H"f —~h
tl( t) Q t v t, T ~ t—1,T ,yt
1
= £ ( H ) gm( > gfz%), (43)
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where we used (14) for H}" .
For s =t — 2, we have

sup Ep (Vt (Xt - Ot)| ft—z)

Qt—1,0¢

= sup E]P(_e—'Y(Xt—2+05t—1(St—l—St—2)+Oét(St_St—1)_(Ct_%HT’;))‘ft72>

At —1,0

= sup Ep (e_'Y(Xt—2+at—1(St—l_st—2))

Qt—1

X sup Ep (—677(‘“(5“5“1)7(th%H%))‘7'}-1) ‘ .7:15—2) .

Qg

Using Lemma 17 for s = ¢t—1 and Z = C; —% 7, and (14) and (43) we deduce

sup Ep (Vi (Xy — Cp)| Fi—2)

Qg —1,00
— _ _o(t—1.t) _lame)\ _
— sup Ep (e ’Y(Xt—2+at—1(st—1 Si—2)=Egmm " (Ct .YHt,T)) ht ]:t2>
Qp—1
_ _ _ (t=1,t) (19 /me\_ 1
= sup E]P <€ ’Y(Xt—2+at—1(st71 Si_2) (thl(ct)+5Qmm ( 'yHt,T) ’Yht))‘ft_g)
Qt—1

= sup Bp (¢ (Nemrrer i Sea—(ns @31 )| 7, )

Qp—1

Using Lemma 17 once again, this time for s = t—2 and Z = v;_1(Cy) — %Hl"_elj,
we obtain
sup Fp (Vi (Xy — Cy)| Fi—2)

Qt—1,0¢

_ (X T (reea (OO =21 ) e (44)

On the other hand, (20) yields,
Vica (Xiz = -a(Cr)) = —e " (Kima—rims @)%

Comparing the above to (44), using the definition of the indifference price (23)
and formula (14), we deduce

—2,t—1 1 me 1 1 me
vi_o(Cy) = EL 2D (th(ct) - thLT) - ahtfl + =2
. g(t72,t71) C 1, me g(t*2,t*1) 1., me 4
= Cgmm Vt—l( ) — ; t—1,T | — ¢qQmm _;Ht—l,T ) (45)

and we conclude. For s = 0,...,¢t — 3, (35) follows along similar arguments.
ii) In view of property (31), assertions (36) and (37) are equivalent. We only
show (37). For s =t — 1, (37) follows trivially. To show (37) for s =t — 2,

14



we work as follows. We first observe that (14) together with the measurability
properties of the local entropy process h; yield

t—2,t—1 1 e t—2,t—1 —1,t 1 e 1
gémm ) (,y t—1,T = g(émm ) g(émm ) 7;Ht7T - ;ht

t—2,t 1 ... 1
= &é»mm ) <7Ht,T — ’yht) .
(

On the other hand, using (35) for v;_1(C;) and (14), we deduce
—2,t-1 Lo me
ngmt ) (Vt—l(ct) - ,YHt—l,T>
ot _ 1 _ 1 1
= &tV <5“m,i’” (0 - Hm) — &) (— m) - —H )
Q Q Py T Q N T § LT
—2,t-1 -1, L, me -1, 1 me
= gétmm =0 (gétmm 9 (Ct - ; t,T) - g(gmm 9 <_7Ht,T>

o () 1)
=gt (5&#” (Ct - % ??f?) - iht)
= &gt (ag,:i’“ <ct - %Hfﬁ - iht>)
oy~ (ct - M- iht) .
Combining the above with (45) yields
veoa(Cr) = EL2Y (ct - %H;'}Te - iht> gtz (—i e im) ,

and we deduce (37). For s =0,...,t — 3, we work similarly.
The semigroup property (38) follows easily. ®

We continue with the proof of Theorem 16.
Proof We only need to establish that

8<(@iﬁse+l) (Vs+1 (Ch))

s,s+1 gfl,T s,s+1 ;nfLT

since all assertions of the theorem would follow by straightforward arguments.
To this end, let Z = yvs41 (Cr) — HIY 1 Then (16) yields

Tonnt D (wain (Cr) = HZE 1) = TGt (wasn (C0) + Tgnt D (M8 1)

15



and, in turn,
*Janan (Wet1 (Ce) = HIE 1)

s,s+1 s,54+1) me
J< S (i (C) + © g (M)
We easily conclude. ]

Discussion on the pricing algorithms: The indifference price is cal-
culated via the iterative pricing schemes (35) and (39), applied backwards in
time, starting at the claim’s maturity. The schemes have local and dynamic
properties.

Dynamically, the pricing functionals P(Smt,)n and Eéfmt) are similar. Specifi-
cally, at each time interval, say (s,s + 1), the price v4(C) is computed via the
single-step pricing operators, P(fifjl) d & (smsfl) applied to the end of the pe-
riod payoff. The latter turns out to be the indifference price, vs1(C}), yielding
prices consistent across time.

Locally, however, the pricing roles of PS5 and €82 are very different

v, pricing roles e y
both in structure and the associated measures. We start with the latter price
functional since it has the simpler of the two forms. Valuation is executed in
two steps, in analogy to the single-period counterpart (26). In the first sub-step,
the end of the period payoff, vs11(Ct), is altered via a non-linear functional and
the conditioning on the information generated by F, V F2 .1~ The new payoff,

1
l~/s+l(ct) = ; lnEQme (e’ws_ﬂ(Ct) "7:8 \/‘7:s+1) (46)

emerges which is, in turn, priced by expectation. The indifference price is, then,
given by
vs(Cr) = Egme (7s41(Ct) | T ). (47)

While structure-wise the price functional 8 ; SH) has a simple and intuitive

form, the employed measure Q"¢ does not, as can be seen from (13).

The situation is reversed in the first algorithm. Specifically, the pricing
functional P55 ) has no transparent form while the used measure, Q™" has
the intuitively pleasing property (10). Indeed, P, iﬁjl) incorporates the minimal
aggregate entropy Hq " r in a ”palindromic” manner. Namely, at each time

step, the end of the period payoff vs11 (Cy) is reduced by Hs_&_1 o and priced,
yielding the indifference price

s,5+1 1 me
Zerl - g('nuj_ ) (VSJrl (Ct) - ; 5+17T> :

In turn, the payoff
1
s,s+1 me
Zs+1 = gty <_’y s+1,T)

16



is added. Both quantities Z.,; and ZZ , are calculated via the two-step pro-
cedure similar to the one described in (46) and (47). Notice that due to the

non-linear character of the indifference price, the entropic liability —%ngfl)T

could not be factored out. That is,

vs(Cy) = P(iﬁjl) (Vs41 (Ct))
) 1 1 me k) 1 ]' me
=gty (VSH (Cy) — 5 s+m) — ESD (7 s+1,T>

# G (a1 (C1)).

The following results follow easily from the above pricing algorithms.
Corollary 18 Let the payoff Cy be of the form
C, =Y, + Z,

with Y, € F, and Z, being such that there exist Z, € F° and o; € .7-"1-‘%1,

S

i=s+1,...t, satisfying Zy = Zs + Xt_ 1 a;AS;, a.e. Then,
Vs (Ct) = Vs (i/t + Zt) = Vs (}/t) + Z
=P (Vi) + Egmm (2| FF) = EG0) (Vi) + Egme (2| F5) .

Next, we provide the pricing algorithms for the multi-claim case. For con-
venience, we assume that in the interval [0,n 4 1] with n + 1 < T, we price a
collection of n+ 2 claims, Cy, C1, ..., Cy, ...Cyp 41, with each generic claim matur-
ing at time j, j = 0,1,...,n + 1 and yielding payoff C; € F;. Using repeatedly
Corollary 19 we obtain the following.

Theorem 19 Consider a collection of n+ 2 claims, written at tg = 0, yielding
payoffs C; € F;, with j =0,1,...,n+ 1. The following statements hold:
i) The indifference price VS(E?;F;CJ-), is given, for s =0,1,....,n+ 1, by the
iterative algorithm
Un+1 (On+1) = Cn—i-h

Vo(Cy + 5L 1Ch) = O 4+ Pt (Coin + v (S741,,05))
=Cs+ S(‘?,;f'l)(C’erl + Verl(E;‘isla-QCj))7

with P and Eg,,’iﬂ) as in (29) and (27).
i1) The indifference price process vs(Cs + E?islﬂCj) € Fs and satisfies, for
s=0,1,....n+1,
vs(Cs + Z?Ilerle)

— Oy P (CSH 4 pltlst?) (os+2 I G (cn 4 plrntD) (an))))

= Cot 5 (Copn + 5T (Cora 85 (Co+ €52V (Cain)) ))

17



3.1 Conditional certainty equivalent and the indifference
price

The form of the auxiliary single-step payoff 7541(C:), s = 0,1, ..., ¢, introduced

in (46), motivates us to ask whether there is a natural connection between it and

the static certainty equivalent pricing rule. The latter is given, for a random

variable Z, by
C(2) = —u"Bp (u(-2)), (48)

with u being an increasing and concave utility function. We explore this question
next.

We first introduce the auxiliary process V7! (z), s = 0, 1,..., T, denoting the
spatial inverse of the value function (5), and given by

_ln(—m) B o

zeR™. (49
: )

In the binomial model at hand, a natural extension of (48) would, then, be the
conditional certainty equivalent, introduced below.

Definition 20 Let Z be a random variable in (Q, F,P) and V (x) and V. 1 (z),
s=0,1,...,T, be, respectively, the value function process and its inverse (cf. (5)

and (49)). For Q € Qr, define the conditional certainty equivalent C&S’SH) (2)
by
s,s+1 -
Cné_) Y (2) = *Vs+11 (EQ (Vs+1 (=2)| Fs v ]:irl)) ‘ (50)

The following Lemma follows from direct arguments.

Lemma 21 Let the conditional certainty equivalent be defined in (48), and
Q™™ and Q™ be the minimal martingale and minimal entropy measures. Then,
e () #£0  and iV (2) #c5i (2),
and ) )
s,s+1 me s,s+1 s,s+1 me
closth) (Z + = SH,T) £t (z)y v et ( s+1,T>
Y v
with Z € (Q, F,P).
We note that there are particular cases when the above become equalities.

These cases are discussed in Proposition 28 and Theorem 29.

In the next proposition we represent the single-step indifference price func-

tionals 77(87,’[3,—1_ Y and Sg,;{frl)using the above conditional certainty equivalents.
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Proposition 22 Let Z be a random variable in (0, F,P), Cgfjl) and Cgfjl)

be as in (50) for @ = Q™™ Q™ and P and 5&;?” be as in (29) and
(27). Then, for s=0,1,...,T,
PG (2) = Bonn (€5 (2)| F,) = B (€GP ()] 7). (51)
mm Qmm Qmm s Qmm Qmm s ) -
Similarly,
s 1
ESTY(2) = Egne <c(g,;i+1> (Z + 7H;’fLT) ‘ ]—'S> (52)

1
s,s+1
_EQ”“’ (C((QnLe ) (’y ‘anl,T) ‘7:8) .

Proof To prove (51), we use Definition 20 to obtain

S.8 1 _ me
E@mm (C((@ézn‘fl) (Z)‘ .7:5) = E@mm ( In EQmm (e’yZ Hs+1‘T
Y

fs\/ffﬂ)

)

]' me
+EQmm (’Y s+1,T fs) (53)
1 1
D R CLE
Q y LT v yoT
B (€5 (0)| 7.) = 6 (Lo

For Z = 0, we have
1
Qmm 5 s+1,T) + Egmm (; Zf1,T’ fs) :

(54)

Subtracting (54) from (53) and using (29) yields (51).
To prove (52), we work similarly. To this end, we have

S,8 1 me
Egme (Cé@#,jl) (Z + WHSH,T) ’ fs)

= EQme (1 In EQvnm (€W(Z+%H;T1'T)_Hgnfl’7‘
v

)
9

1 me
fs) + EQ’"C ( s+1,T |fb>
Y
_ g(s,erl)

1
Qme (Z) + EQ"W (»YHZZFGLT |]:s> )

]:s\/ffﬂ)

1
+Egme (7 mer

= Ech (ilnEQmm (e’yz‘]:s vf§+1)

and for Z =0,

5,8 1 1
o (€ (Srttir )| 7:) = o (10501 )
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Subtracting the above we conclude. m

As the analysis above shows, there is mo direct connection between the

pricing functionals P(S;Lfnj Dand ngeﬂ)and the conditional certainty equivalents
et and ¢t in that
(s,8+1)
ve (Cy) # Egmm (cQ,,,m Vet (ct))‘ }'S) (55)
and X
va(Cn) # Egne (€5 (i (C)| 7). (56)

This is a direct consequence of the form of the dynamic risk preference
process Vs (z) (see (22) and (21)), as well as the measurability properties of the
minimal aggregate entropy H{'7. (see, for example, (15) or (18)).

We stress, however, that such a connection is present in two cases. Specifi-
cally, it holds when the binomial model is of reduced form. This case is analyzed
in detail in Section 5. It is, also, present in an alternative kind of indifference
prices built in reference to a new risk preference framework in which the value
function process, Vi (z), is replaced by its ”forward” analogue (we refer the
reader to [11] for further details).

4 Risk preference normalization points and the
related indifference prices

So far, we have derived indifference prices associated with an exponential utility
function set at time 7. An important implicit assumption in the entire con-
struction is that the claims we consider mature before this exogenously chosen
horizon. We will refer to the instant T as the risk preference normalization
point.

Two questions then arise. Firstly, how the indifference prices depend on
the choice of the risk preference normalization point and, secondly, can this
dependence be relaxed. Herein, we only address the first question and refer the
reader to [11] for the second one.

In order to emphasize the dependence on the horizon choice, we introduce the
notation V; r (x) and v, (Cy; T) for the value function and the indifference price,
respectively. We will be occasionally using the terminology of the indifference
price normalized at T.

Theorem 23 Let T and T be two normalization points with T > T, and let

o and H;"; be the associated minimal aggregate entropy processes. Consider

a claim written at tg = 0 and maturing att = 0,1, ..., T, yielding payoff Cy € F;.
Let v, (Ct; T) and vs (Cy; T) be the indifference prices normalized at T and
T, respectively. Then, for 0 < s <t <T,

v, (CuT) = vy (CL = 25T) + 2, (57)
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where, for u=s,...,t,
1
Zo= (reme —Hng ) (58)

Proof Consider the normalization point 7". Then, (20) yields

) =

sup Ep (VtT (X —Cy)

Q4150501

= sup FEp <_ exp (—7 (X —Cy) — (’Hme ) )

e G e O >)) 1))

— swp B (—exp(—v(X, (ct Z1)) = Hy'F) | Fe)

Qs41y--0,Q¢

= sup Ep(Vir(Xy—(Cy—Zp))| Fs),

Qg4
where we used (58). From (23), we have

sup  Ep <Vt,T (X — Ct)‘ fs) = —exp (—7 (x —vs <Ct§T)) —~ HZ”;)

Qs41,---5008

and, similarly,

sup  Ep (Vi (Xo — (Co — Z0))| Fo) = —exp (= (v —vs (Cr — ZisT)) — HIT) -

Q414,08
Combining the above we easily conclude. m

Corollary 24 Consider the claim Z; € Fy written at tg = 0 and yielding at t
payoff .

7= (Mg ).
forT>T. Then, for 0 <t <T, and s <t

Zo=ve (=2 T) = —E5:0 (- 24) . (59)
On the other hand,
Zy = v, (Zt; T) 5&2 (Zy). (60)
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4.1 Numerical results

We study numerically the dependence of the indifference price on the risk pref-
erence normalization point as well as on the risk aversion. We consider a (non-
reduced) incomplete model in which the stochastic factor affects both the claim’s
payoff and the transition probabilities of the stock price process.

Specifically, we assume that the values &, ¢4, n#* and nd, t = 0,1,...,T (see
(1) and (2)) are given by

€ =1+pdt+oVdt and € =1+ pdt —oVdt,

and
nt =1+bdt +aVdt and n =1+ bdt + aVdt,

with the constants o, jt,a and b satisfying —o < pvdt < o and —a < bVdt <
a. The time increment dt is given by dt = %T where 7' and N represent,
respectively, the backward normalization point and the number of periods in
[0,T]. For t =0,1,...,T, we choose

P(Y; =Y,*| Fi_1) = 0.5,

. 0.75, Yi;_1 > Yo,
P(S; = S| Fi1) = { 0.5 étﬁerwi;)e

and Cor (ASy, AY;| F;—1) = 0.5. We consider a call option written on the
stochastic factor. The model parameters are chosen as ¢ = 0.2, a = 0.5,
b=pu=0and Sy =Y, = K = 10.

Figures 1 and 2 show, respectively, the dependence of the option’s price on
the risk preference normalization time, 7', and the risk aversion coefficient, ~.

In Figure 1, « is fixed at 0.2. The number of time steps, N, varies from 60
to 155 in 5 unit increments, and T varies from 0.083 to 0.215. The contract’s
expiration is fixed at 0.083 years. In Figure 2, N = 115, T=0.4792, the contracts
expiration is set at 0.25 years and ~ varies from 0.001 to 0.901, with 0.045
increments.

Finally, Figure 3 incorporates changes in both 7" and 7. Therein, N and T'
are varying as in Figure 1.

As discussed earlier, the indifference price changes with the risk preference
normalization point. For the chosen example, the price decreases as the normal-
ization point moves further away from the contract’s expiration. This depen-
dence dissipates considerably when the normalization point is set at more than
twice the contract’s expiration time. It is worth noticing that Figure 1 suggests
that the price has a finite limit as T — oco. Two interesting questions — that
would require an additional theoretical investigation — arise, namely, whether
the limit coincides with a price obtained from any known pricing methodology
and whether such a limit exists for other, more general, contingent claims.

Figure 2 shows the dependence of the indifference price on the risk aversion
for a fixed backward normalization point T. The latter is taken to be different
that the claim’s expiration. One easily sees the well known result that the price
is monotone with respect to ~.
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Indifference price versus risk preference
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Figure 3: Dependence of the indifference price on the risk preference normal-
ization point and the risk aversion
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Figure 3 displays results for various levels of risk aversion, namely, when
v = 0.001, 0.5, and 1.0. The graph highlights the interplay between the risk
preference normalization point and the risk aversion. As it is known, when
the risk aversion approaches zero, the indifference price becomes linear. Based
on the latter observation, one may wrongly expect that the dependence on T
vanishes for small values of v. This is not, however, what the graph shows.
For example, when v = 0.001, significant dependence on T is still present on
the price. In our opinion, this dependence is attributed to the fact that while
the pricing functional (27) is independent of the horizon choice, the associated
pricing measure, the minimal entropy one, is not as (13) shows. As discussed
earlier, this dependence is reversed if one uses the pricing algorithm in Theorem
15, in that now the pricing functional (29) depends on the normalization point
while the pricing measure, the minimal martingale one, is not as (10) shows.
In both cases, the corresponding dependences prevail even if the risk aversion
coefficient becomes very small.

5 Reduced incomplete binomial models

We focus on an important special case of the incomplete binomial model in-
troduced in Section 2. Specifically, we assume that neither the values nor the
transition probabilities of the stock price process S; are affected by the non-
traded factor process Yy, i.e. for t =0,1,...,7 — 1,

&, €F and &L e TP, (61)

and
P (&1 = E4q |F) =P (&1 = &1 | D) (62)

We will call such an incomplete binomial model reduced. Notice that under
(61) and (62) the nested model becomes complete and market incompleteness is
generated only through the presence of the non-traded risk factor in the claim’s
payoff. To our knowledge, this is the only case analyzed so far in exponential
indifference pricing in binomial models (see, among others, [1], [8], [16] and
[15])).

As it is expected, the minimal martingale and minimal entropy measures
must coincide since there is now a unique (nested) martingale measure. We
denote this measure by Q (<| %), t =0,1,..., 7. The interesting fact is that the
minimal aggregate entropy looses its non-linear character and reduces to a mere
conditional expectation of the aggregate local entropy.

Lemma 25 Under assumptions (61) and (62), the local entropy process is
FP-predictable, i.e., hy € F2 1, t=1,...,T.
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Proposition 26 In the reduced binomial model, the minimal martingale and
minimal entropy measures coincide, i.e. for t=20,1,...,T,

Q| F) = Q™" (| F) = Q™ (-] Fr) - (63)

Moreover, the minimal aggregate entropy Hi"f becomes

My = E (Zh ) (64)

1=t+1
The proof of the above results can be found in [17]. We only comment that
the key step is to combine the reduced measurability of the local entropy process
with Proposition 5 to establish that the conditional entropic terms appearing
in (13) satisfy, for t =0,1,...,T,

with hy, i =t+1,...,T, as in (9).

H;}};,uu _ H;n; ud and Hme Jdu _ Hzt;,dd'
Combining (64) with Proposition 9, we deduce the following result.

Proposition 27 Under assumptions (61) and (62), the value function process
Vi (z) is ¥ —adapted and given by

T
Vi (z) = —exp (—Vm—E@ ( Z h;
i=t+1
The next result shows that in the reduced binomial model, the pricing func-
tionals P st g 5(S’S+1)

with Q as in (63) and h as in (9).

coincide. Moreover, they are equal to the condi-

tional certainty equ1valent C ss+1)

Proposition 28 Let Q be as in (63) and Z be a random variable in (2, F,P).

Fors=0,1,....,T — 1, the following statements are true.

i) The single-step pricing functionals PLStD and &E(;MSEH) (Z) (cf. (29) and

(27)) coincide
,P(e ,5+1) ( ) _ 5(5,3—}-1) (Z) .

i1) Moreover, the conditional certainty equivalence defined in (50) satisfies

Eqg (Cé;,sﬂ) (Z)‘ ) 73 5,54+1) ( )= g(é&s-i-l) (2).
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Proof i) From (29) we have
1
sist1 s+l 5,541 me
Py (2) = 55 ) (Z - *Hs+1 T> 5(529 ) ( 5 s+1,T> .
Property (64) implies H{'¢, 7 € FS i1, for s =0,1,...,T — 1, and, thus,

s,s+1 s,s+1
S (2 o) = it @) B (05017

Similarly,
s,s+1 1 me
5([()gmvj ) ( ~y s+1,T> = —Lgmm ( s+1 T 7:)

Combining the above with (63) we easily conclude.
ii) We only show that

B (¢§ (2| 7) = €510 (2),

since the rest of the statements follow easily. To this end, using (63), and (20)
and (49) in (20), we deduce
)

Eq (¢§ (2)| 7.) = Bq (}YIHEQ (e | Fov 7S,

1 me
+Eq (7 s+1,T }-s)-

Using that in the reduced model HT'% , € F3.,, we obtain

1 me
Eq ( —InEg (e”Z_HSH’T
v

7, vaSH) ‘ J—'S)

,s+1
— £ (2) - Bo (S 17.)
and the assertion follows. m

We are now ready to state the main theorems of this section. The first
theorem, a direct consequence of the above result, states that in the reduced
model the two pricing algorithms (presented on Theorems 15 and 16) coincide.
It also states that the single-step indifference price functional yields a natural
stochastic extension of the classical certainty equivalent rule.

The second theorem shows that in the reduced model the indifference price
is not affected by the risk preference normalization point. The intuition be-
hind this property is the following. In the general model, there are two sources
of market incompleteness, one coming from the payoff and the other from the
model itself. The latter affects the form of the value function which is also
affected by the choice of the normalization point. Once the internal incomplete-
ness is removed, the measurability of key quantities (e.g. the minimal aggregate
entropy) reduces and scaling simplifications take place.
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Theorem 29 In the reduced binomial model, the indifference price vs(Ct) sat-
isfies, for s =0,1,....t,
vt (Cr) = Cy,

Ve (Co) = PE (41 (Cr)) = E8Y (a4 (C1))
= o (€5 (s (CO)| 72 -

Theorem 30 In the reduced binomial model, the indifference prices are invari-
ant with respect to the choice of the normalization point. Specifically, consider
a claim written at ty = 0 and maturing at t yielding payoff Cy € Fi. Let T, T be

two normalization points with T > T and v (Cy;T), vs (C’t; rf’) ,0<s<t<T,

be the associated indifference prices. Then,
vs (Cy; T) = vs (Ct;T) . (65)
Proof Using (64) we have H'¢, € FS for T' =T, T and s < t < T. Therefore,

the claim Zy = HT'2 — H'7 € FP and, in turn, (59) implies, for s = 0,1, ..., ,
Zs = Eg(Zi| F). The parity equality (57), then, yields

Vi1 (Ct; T) =11 (Cy — Z;;T) + Zi

=11 (CpT) = Eg (Ze| Fio1) + Zi—1 = v (Cp; T)
with Q as in (63). Similarly, for s = ¢t — 2, we deduce, using (57),

Vi—2 (Ct§T> = V2 (Vt—l (CyT) ;T)

Vieo (V-1 (Ct;T) = Zi—1;T) + Zy o
=v—9 (-1 (Cy;T);T) — Eg (Zi—1| Fe2) + Z1—2
=Vt2 (thl (Ct; T) ;T) =Vt2 (Ct; T) .
Proceeding iteratively and using similar to the above arguments, we obtain (65)
fors=0,1,...,t—2. m
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