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Abstract Using elements from the theory of ergodic backward stochastic differen-
tial equations (BSDEs), we study the behavior of forward entropic risk measures in
stochastic factor models. We derive general representation results (via both BSDEs
and convex duality) and examine their asymptotic behavior for risk positions of large
maturities. We also compare them with their classical counterparts and provide a par-
ity result.
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1 Introduction

Risk measures constitute one of the most active areas of research in financial math-
ematics, for they provide a general axiomatic framework to assess risks. Their uni-
versality and wide applicability, together with the wealth of related interesting math-
ematical questions, have led to considerable theoretical and applied developments;
see, among others, [1, 11] and [10, Chap. 4] with more references therein, and
[3, 6, 21, 34] for dynamic convex risk measures.

A number of popular risk measures are defined in relation to investment oppor-
tunities in a financial market like, for example, VaR, CVaR, indifference prices, etc.
However, such measures are directly tied to a specific trading horizon, for it is implic-
itly assumed that every risk position will be introduced and mature at times (random
or not) up to this pre-chosen horizon. We refer the reader to [36, Sect. 3.3] for motiva-
tional examples and detailed discussions. Such issues motivated the authors of [36] to
introduce the so-called maturity-independent risk measures (Definition 3.1 therein).
These measures were defined axiomatically, in relation to a general semimartingale
market, via four fundamental properties: anti-positivity, convexity, cash translativity
and replication invariance.

An important class of maturity-independent risk measures are the forward en-
tropic risk measures, which were constructed as (negative) indifference prices under
exponential forward performance criteria (see Definition 3.1). Forward performance
criteria are quite appropriate to define dynamic risk measures that do not depend on a
specific horizon or maturity, since the underlying forward performance processes are
defined for all times. As a result, they can be suitably used to assess the performance
of investment strategies with and without the (arbitrary) risk positions, no matter
when these positions are introduced or mature. For general semimartingale models,
an implicit form for forward entropic risk measures was derived in [36] (cf. (4.14)
therein) via the solution of a forward stochastic optimization problem.

Herein, we build on the work of [36], focusing on incomplete market models with
multiple stocks and multiple stochastic factors, and working with forward perfor-
mance processes that are deterministic functions of these factors. This is a rich class
of criteria that not only offer tractability in constructing and further studying the for-
ward risk measures, but also enable us to make interesting connections with ergodic
backward stochastic differential equations (BSDEs).

Markovian forward performance criteria in stochastic factor models were studied
in [32], where the multi-stock/multi-factor complete market case was solved. The
incomplete market case with a single stock/single factor was examined in [33] and in
[35] for a model with slow and fast stochastic factors, and more recently in [23].
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While we look at a smaller class of market models than those considered in [36],
our setting is more general in two directions. Firstly, we incorporate trading con-
straints. This not only makes the analysis more involved but, more importantly, re-
sults in violation of the replication invariance property (see discussions after Corol-
lary 3.6). Secondly, we consider and analyze in detail the forward risk measure pro-
cess, while the authors of [36] only provided the risk measure at a single time, through
an implicit forward optimization problem.

Our contribution is multifold. Firstly, we study the explicit representation of the
forward entropic risk measure process in Theorem 3.2. To obtain it, we need to solve
two forward stochastic optimization problems, with and without the risk position for
an arbitrary trading horizon associated with the maturity of the (arbitrary) risk posi-
tion. The solution of the latter problem is given directly by the exponential forward
performance process itself, but it is not a priori clear how to solve the former, even
if we interpret it as a classical expected utility problem with random endowment.
This is due to the presence of additional terms that violate standard boundedness or
integrability conditions. As a consequence, classical results in expected utility the-
ory do not apply (see discussions after Definition 3.1). Instead, we use an alternative
approach, based on the recent work of [23] on the construction of homothetic (ex-
ponential, power and logarithmic) forward performance processes using ergodic BS-
DE:s. This method bypasses a number of technical difficulties associated with solving
an underlying ill-posed stochastic partial differential equation (SPDE) that the for-
ward performance process is expected to satisfy; see [7] and [31] for discussions on
this forward SPDE.

For the exponential family we consider herein, the approach in [23] yields a unique
representation of the forward performance criterion in a factor form (Proposition 2.6).
Based on this result, we establish in Theorem 3.2 that the forward entropic risk mea-
sure satisfies a BSDE whose driver depends on the solution of the ergodic BSDE for
the forward performance process.

From this BSDE representation, we establish the following results. Firstly, using
the convexity property of its driver, we derive a convex dual representation of the
forward entropic risk measure (Theorem 3.5). Specifically, we show that the forward
entropic risk measure is the minimal, among all equivalent probability measures, ex-
pected value of the risk position plus a penalty term. The penalty term has the follow-
ing properties: it is independent of both the risk position and its maturity. Rather, it
depends exclusively on the stochastic factors and the solution to the aforementioned
ergodic BSDE.

The dual representation result readily yields that the three properties—anti-
positivity, convexity and cash translativity—that were introduced in [36] indeed hold.
It also demonstrates that because of trading constraints, the replication invariance
property fails. If the constraints are removed, this property naturally holds; this can
also be seen in the example in Sect. 4, where the equivalent probability measures turn
out to be equivalent martingale measures.

In a different direction, we derive a parity result between the forward and classical
entropic risk measures. We show that the former can be constructed as the difference
of two classical entropic risk measures applied, respectively, to a modified risk po-
sition and a normalizing factor related to the solution of the ergodic BSDE for the
forward performance process.
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We also study the asymptotic behavior of the forward entropic risk measures when
their maturity is long (Theorem 3.10). For risk positions given by deterministic func-
tions of the stochastic factor processes, we show that their risk measures converge
to a constant which is independent of the initial state of the stochastic factors, and
furthermore, the convergence is exponentially fast. We also derive an explicit expo-
nential bound of the associated hedging strategies, which in turn yields that as the
maturity goes to infinity, no trading occurs in any finite time to hedge the underlying
risks.

We conclude with an example cast in the single stock/single stochastic factor case.
Using the ergodic BSDE approach, we derive a closed form representation of the
forward entropic risk measure and its convex dual representation. We also derive a
representation of its classical analogue, and in turn compute numerically the long-
term limits of the two measures for specific risk positions.

The paper is organized as follows. In Sect. 2, we introduce the stochastic factor
market model and provide background results on exponential forward performance
processes. In Sect. 3, we provide the definition of the forward entropic risk measures,
derive their representation results and also establish the parity with their classical
counterparts. We also study the long-maturity behavior. We present an example in
Sect. 4 and conclude in Sect. 6. For the reader’s convenience, the proofs of the main
results are presented separately in Sect. 5.

2 The investment model and the performance criterion

Let W be a d-dimensional Brownian motion on a probability space (€2, F, P). Denote
by F = (F;)r>0 the augmented filtration generated by W. We consider a market with
a risk-free bond offering zero interest rate and n risky stocks, with n <d.

The stock price processes Si,i=1,...,n,solve

dsi : ;
S_it =b"(Vp)dt + o' (V;)dW;,

t

with b’ :R? - R, o' : R? — R1*9 and Sf) :sé > 0.
The stochastic factor process V is d-dimensional and solves

dV, = n(V,)dt + kdW;, 2.1)

with n ‘RY 5 RY k e R9%4 and Vo=v,v eRY,

We introduce the following model assumptions. Throughout, we use A" for the
transpose of a matrix A, and whenever needed, the self-evident notation V' for the
stochastic factor process V starting from Vy = v.

Assumption 2.1 (i) The drift and volatility coefficients 5’ (v) and o (v), v € R, are
uniformly bounded.

(ii) The volatility matrix o (v) := (¢! (v),...,0" ()", v € R?, has full row
rank n.
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(iii) The market price of risk
6(v) ::a(v)tr(a(v)a(v)tr)_lb(v), (2.2)
v € R?, is uniformly bounded and Lipschitz-continuous.

Assumption 2.2 (i) The coefficient n(v) satisfies a dissipativity condition, namely,
there exists a large enough constant C;, > 0 such that for v, v € R,

(1) = n(@®)" (v = B) < =Cylv — B[, 2.3)

(i1) The matrix « is positive definite and normalized to |k | = 1.

The “large enough” property of C; in Assumption 2.2(i) will be quantified in the
sequel when it is assumed that C;, > C,, > 0, where C, appears in the properties of
the driver of an upcoming ergodic BSDE (see inequality (5.1)).

The assumption that the matrix « is constant is without loss of generality as long
as the more general case k = «(v) satisfies the uniform ellipticity condition. This
condition is crucial for establishing the coupling estimate (2.5) that will be frequently
used. The case where  (v) is degenerate is far more challenging and left for future
research.

Proposition 2.3 Under Assumption 2.2, the following assertions hold:
(i) The stochastic factor process satisfies, for v, v € R%, t > 0,

|V[U _ th_)|2 S e—ZC,,t|U _ l_)|2
(ii) Assume that the process V' follows
dvy = n(V)) + H(VY))dt +kdW/,

where H : R — R? is a bounded measurable function, Q¥ is a probability measure
equivalent to P, and WH is a Q¥ -Brownian motion. Then there exists a constant
C > 0 such that

Egu[|V/IP]=C+vP) (2.4)
for any p > 1. Furthermore, for any measurable function ¢ : R¢ — R with polyno-
mial growth rate i > 0 and v, v € R,

|Equld (V) — p (V)1 < C(1+ o]+ 4 (5] H)e=Cn', (2.5)
The constants C and én depend on the function H (-) only through sup, ra |H (v)].

The proof of (i) follows from Gronwall’s inequality. Inequality (2.4) is an appli-
cation of a Lyapunov argument (see [9, Lemma 3.1]), while inequality (2.5) follows
from the coupling estimate in [19, Lemma 3.4].

Proposition 2.3 implies that the stochastic factor process V admits a unique in-
variant measure and is thus ergodic. Moreover, any two paths converge to each other
exponentially fast.
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2.1 The trading strategies

In this market environment, an investor trades dynamically among the bond and the
stocks. Let 7 = (7', ..., 7™ and 7° denote the (discounted by the bond) amounts
in the stocks and bond, respectively. The investor’s total wealth (discounted by the
bond) is given by X7 = 70 4 T 7@}, t > 0. The investment strategies are taken to

be self-financing, and thus X f satisfies

~ n ~i .
axi=%" %dSt’ = 7% (V) (0(V)dt +dW,),

i=1 "1

with Xg = x € R and 6 defined in (2.2). As in [23], we work with investment strate-
gies rescaled by the volatility, 7" := 7o (V;) € R'*?, yielding

dXT =m(0(Vy)dt +dWy). (2.6)

The investor invests under trading constraints for her strategies, namely, we as-
sume that 77, € [T with IT being a closed and convex subset in R?, including the
origin. For each ¢ > 0, we denote by Ao ;] the set of admissible investment strategies
on [0, t], defined as

Apo.i1 = {7 € Lanol0, 11: 7, € T, s € [0, 11},
where

EzBMO[O, t] = {(ns) selo,r] : 7 is [F-progressively measurable and
E]p[frl |ns|2ds|.7-'T] < C P-as.

for some constant C and all [F-stopping times T < t}.

For each s € [0, ¢], the admissible set A[, ;) is defined in a similar way. We also
introduce A := Uzzo Afo.1], the set of admissible investment strategies for all ¢ > 0.

2.2 The forward performance criterion

The investor uses an exponential forward performance criterion to measure the
performance for her investment strategies. For the reader’s convenience, we start
with some background results about this criterion, first recalling its definition (see
[26-30]). We then focus on the exponential class and review its ergodic BSDE repre-
sentation established in [23].

Definition 2.4 Let D =R x [0, 00). A process U (x, 1), (x,t) € D, is a forward per-
Sformance process if

(i) for each x € R, U (x, t) is F-progressively measurable;

(i1) for each t > 0, the mapping x — U (x,t) is strictly increasing and strictly
concave;
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(iii) forallmr e Aand0 <t <,
U(X7,t) > EplU(XY, 5)|F],
and there exists an optimal 7* € A such that
UXT 0 = EslUX] )| F],
with X7, X™" solving (2.6).

Herein, we focus on Markovian exponential forward performance criteria,
namely, processes that are deterministic functions of the stochastic factors,

Ux,t)=—e V¥t Ve, 2.7

for (x,t) € D and y > 0 and appropriate function(s) f : R4 x [0, 00) — R.

There are two approaches in specifying the process f(V;,t). One may try to de-
termine the function(s) f (-, -) using a (deterministic) PDE that they are expected to
satisfy. The form of this equation follows from imposing on the candidate solutions
(2.7) the supermartingale and martingale conditions in part (iii) above (see [23]; also
[31] and [32]). However, this PDE is ill-posed, and as a consequence, there are vari-
ous difficulties and open questions for its solution(s).

Alternatively, one may specify the process f(V;,t) directly. This was done in
[23], where the authors developed a probabilistic approach based on ergodic BSDEs
(see [4, 5, 12, 19, 23] for recent developments of ergodic BSDEs). They showed that
the forward performance process of the form (2.7) exists and furthermore derived
its explicit representation using the solution of an ergodic BSDE. For the reader’s
convenience, we briefly review these results next.

Proposition 2.5 ([23, Proposition 4.1]) Suppose that Assumptions 2.1 and 2.2 hold.
Then the ergodic BSDE

dY; = (— F(Vy, Z) + A)dt + Z'dW,, (2.8)
where the driver F : R? x R? — R is defined as

9(v)+z>
14

1 1 1
F(v,2) = Eyzdist2<r1, - 5|<9(v) +z + §|z|2, (2.9)

with 6(-) as in (2.2), admits a unique Markovian solution (Y, Z;, 1), t > 0. Specif-
ically, there exist a unique A € R and functions y : R¢ — R and z : R? — RY such
that

(Y1, Z1) = (y(Vo), 2(Vp)). (2.10)

The function y(-) is unique up to an additive constant, and without loss of generality,
we can set y(0) = 0. Moreover, y(-) has at most linear growth and satisfies

C,
v <=, 2.11
VYWl = @.11)
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and z(-) is bounded with |z(-)| < C_”C , where the constants C,) and C, are as in
n v

Assumption 2.2 and inequality (5.1), respectively.

As shown in [23], the form of the driver F is dictated by the martingale and super-
martingale requirements (see part (iii) in Definition 2.4) that the candidate forward
performance process must satisfy. In Sect. 4, we provide a specific example for this
driver. We also refer the reader to [23, Sect. 3.1.2] for the connection of F with the
ill-posed PDE that the function f (-, -) in (2.7) solves.

The next result relates the above unique Markovian solution of the ergodic BSDE
(2.8) to the Markovian exponential forward performance process (2.7) and its asso-
ciated optimal policy. For its proof, see [23, Theorem 4.2].

Proposition 2.6 ([23, Theorem 4.2]) Suppose that Assumptions 2.1 and 2.2 hold,
and let (Y, Z, \) be the unique Markovian solution to the ergodic BSDE (2.8). Then
the process U (x,t), (x,t) € D, given by

Ux,1)=—e V¥Thi—M (2.12)

is an exponential forward performance process. It solves
1
dU(x,t) =—=U(x,1) (F(V,, Z)+ §|Z,|2)dt +U(x,)ZrdW,. (2.13)

Furthermore, the associated optimal strategy is given by

oV + Zt)
7}/ .

7 =Proj ( (2.14)

From (2.13), we may identify the process Z with the volatility component of the
forward performance criterion. We also remark that the volatility term in the Itd de-
composition of U (x, ) is not zero, and thus U (x, ¢) is not monotone with respect to
time.

Remark 2.7 In [23], the solution pair (Y, Z) is constructed by a “vanishing discount
rate” argument, i.e., the components of (Y, Z) are the limiting processes, as p | 0, of
the solution to an infinite-horizon BSDE with a discount factor p. Furthermore, the
constant A can be interpreted as the long term growth rate of a classical exponential
utility maximization problem (see [23, Proposition 3.3]).

Remark 2.8 Forward performance processes are not unique. For example, within the
exponential class, a time-monotone forward performance process is given by

1
Uo(x, 1) = —e V¥ T2

with A; > 0 being a nondecreasing process that is path-dependent on the stochastic
factors. Furthermore, an extended class is given by

1
UMM (x, 1) = —M,exp (=25 + 2 aMN) )
N, T2
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with M, N and AM-N) representing a market view, a benchmark and a stochastic time
change (see [29, 37]). We stress, however, that the forward performance process in
the stochastic factor form (2.7) cannot be generated using processes like USM’N) (x,1)
by merely manipulating the benchmark and market view processes, because once M
and/or N is introduced, the market is no longer the original one. Secondly, even if
M = N =0, and we are thus in the original market, it is not possible to convert the
path-dependent time-monotone process Up(x, ¢) to a non-path-dependent process of
the form (2.7). We refer the reader to [23] for a detailed discussion on the above
issues.

3 Forward entropic risk measures

We introduce and study dynamic forward entropic risk measures in relation to the ex-
ponential forward performance process (2.12). We consider risk positions in a general
space L, defined as

L= L>Fn,
T>0

where £ (Fr) is for each T > 0 the space of uniformly bounded Fr-measurable
random variables.

Definition 3.1 Consider the Markovian forward exponential performance process
U(x,t)=—e V¥4 (x 1) eD (cf. (2.12)).

(i) Let T > 0 be an arbitrary horizon and consider a risk position & € L (Fr). Its
T -normalized forward entropic risk measure, denoted by p;(&; T) € F;, is defined
fort € [0, T'] via

Ulx,t) =ub (x + p(&; T), 1) (3.1
for all (x,1) € R x [0, T'], where

T
ub (x, 1) == esssup Ep[U(Jc +/ 7 (0(Vy)ds + dWy) + &, T>‘]—',]. (3.2)
TeALT) t

(ii) Consider an arbitrary risk position £ € £ and define its maturity
T :=inf{t > 0: & is F;-measurable}

so that & € L°°(Fr). Then its forward entropic risk measure, denoted by p; (&), is
defined, for r € [0, T'], as

pi(§) :=pr(§: T). (3.3)
Definition (3.3) highlights the independence of the risk measure operator p;(-)
on both the maturity and the trading horizon. Obviously, for each risk position &,

p: () depends on the size of £ and 7. But the operator per se is constructed through
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(3.1) and (3.2), which are defined for any maturity 7 since the underlying forward
performance criterion is defined for all times ¢ > 0.

The next task is to calculate the forward entropic risk measure from the
“indifference-type” condition (3.1). The left-hand side is already known from (2.12).
Using the form in (2.12), we can also view (3.2) as a classical expected utility maxi-
mization problem with random endowment &7 := & — YT;J, namely

7

Note, however, that the random variable ET is in general neither bounded nor ex-
ponentially integrable and hence classical results on exponential utility optimization
(see for example [16, 18]) may not apply. This motivated the development of an al-
ternative solution approach, presented next.

ut (x,t) = esssup Ep

[ _ e*)/(erf,T 7O (Vy)ds+dWs)+Er)
UEA[t,T]

3.1 BSDE representation of forward entropic risk measures

We provide here the first main result, which is the representation of the forward en-
tropic risk measure process using finite horizon BSDEs and ergodic BSDEs. We show
that the risk measure process of an arbitrary maturity, say 7 > 0, can be constructed
as the solution of a BSDE on [0, T'], with its driver depending on the process Z of
the solution to the ergodic BSDE (2.8). This dependence emerges because the ergodic
BSDE (2.8) was used to construct the forward performance criterion (2.12) appearing
in (3.1) of Definition 3.1.

Theorem 3.2 Consider an arbitrary risk position & € L with maturity T. Suppose
that Assumptions 2.1 and 2.2 hold. Introduce for t € [0, T'] the BSDE

T T
Yy =s+/ G(Vu,zu,zg)du—f (Z5)TdW,, (34
t t
with the driver G : R? x R? x R? — R defined as
- 1 -

G(v,z,7) = ;(F(v, z+y3) — F(v,2), (3.5)
where F is as in (2.9) and the process Z is the second component of the solution
(2.10) of the ergodic BSDE (2.8). Then the following assertions hold:

i) The BSDE (3.4) has a unique solution (Y:, Z%), t € [0, T1, with Y¢ being uni-

formly bounded and Z% € ﬁ%MO [0, T].
ii) The forward entropic risk measure of £ is given, for t € [0, T], by

pi(E) =Y, 5. (3.6)

An immediate consequence of the above representation is the dynamic consistency
property of the forward entropic risk measures.
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Corollary 3.3 Consider an arbitrary risk position & € L with maturity T . Suppose
that Assumptions 2.1 and 2.2 hold. Then for 0 <t <s < T, its forward entropic risk
measure satisfies

o (&) = pi (= ps ().

The above property follows directly from (3.6) and the fact that the solution of

(3.4) satisfies Yt_S = Yty‘ o Ylp’r(é), forO0<r<s<T.

The fact that the forward entropic risk measure is represented as the solution
of a finite horizon BSDE is not surprising since given an arbitrary maturity, the
“indifference-type” condition (3.1) is by nature set “backwards” in time. There are,
however, two fundamental differences between the BSDE:s for classical and forward
entropic risk measures. Firstly, the BSDE (3.4) differs from its classical counterpart
since its driver G depends on the process Z related to the solution of the ergodic
BSDE. Thus the two BSDEs do not coincide, and as a result, they produce different
solutions within the common horizon [0, T]. This is, for example, reflected below
in the parity result (3.13) between the forward and classical entropic risk measures.
Secondly, the BSDE for the classical entropic risk measure is defined only for a pre-
set investment horizon [0, T'], for some single, fixed 7. In contrast, in the forward
setting, the BSDE (3.4) is set for any arbitrary interval [0, T'], associated with the
maturity T of the arbitrary risk position &.

Besides defining the forward entropic risk measure of a risk position, one may
also introduce the associated forward hedging strategies. As in the classical case,
they are defined as the difference between the optimal strategies with and without
the risk position. The former is the optimal strategy for (3.2), provided in the sequel
(see (5.5)), while the latter was derived in (2.14).

Corollary 3.4 Consider an arbitrary risk position & € L with maturity T . Suppose
that Assumptions 2.1 and 2.2 hold. Then the associated hedging strategy o; T for
t €[0,T] is given by

o= nt*’s -7}
_ 0V, Z oV, Z
= Proj <Z,$+—( Qs t)—Projl—[ <—( D+ t).
14 Y

Observe that the hedging strategy naturally depends on the maturity of the risk po-
sition in consideration only through the first term yrt*’é, and in particular through the
process Z~¢. The second term, the optimal policy of U (x, t), t > 0, is independent
of both the claim and its maturity. This is not the case in the classical setting, where
both terms depend on the investment horizon of the underlying exponential utility
maximization problems (see for instance [16]).

3.2 Convex dual representation of forward entropic risk measures

The second main result is an alternative representation of the forward entropic risk
measure using convex duality arguments. Using that the set of portfolio constraints
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IT is convex and a distance function to a convex set is also convex, it follows that the
driver G (v, z, 7) defined in (3.5) is convex in z, for any (v, z) € R? x R?. We can
therefore introduce the convex dual of G (v, z, -),

G(v,z.p) = sup ("p — G(v,2.2)), (3.7)
zeRd
for p € R%. Note that G is valued in RU {oo}. Then the Fenchel-Moreau theorem
yields that for 7 € R,

G.z,%) = sup (Z"p - G(v,z p)). (3.8)
peRd

Moreover, the maximizer in (3.8) exists, i.e., there exists p* € Gz (v, z, Z), the sub-
differential of 7 — G (v, z, 7) at 7 € R?, such that

G, z2,7) =7"p* — G(v, z, p¥). (3.9)

Let & € £ be an arbitrary risk position with maturity 7. For this (arbitrary) T,
consider the set of density processes g € ’CZBMO [0, T']. For each such g, the stochastic
exponential &( fo q*dWy) is a uniformly integrable martingale since fo qrdw; is a
BMO-martingale. We define by % |7 =&( fo q¥d W) a probability measure Q7
on Fr and introduce for each ¢ € [0, T'] the set of admissible density processes,

T
171°= {‘1 € Loyolt. T1: Ega [/ |G Vi, Zu, qu)ldu
t

]—',] < oo}, (3.10)
with V solving (2.1) and Z as in (2.10) for the ergodic BSDE (2.8).
Theorem 3.5 Consider an arbitrary risk position & € L with maturity T . Suppose

that Assumptions 2.1 and 2.2 hold. Then for t € [0, T'], the following assertions hold:
(i) The forward entropic risk measure p; (&) admits the convex dual representation

T
pr(E) = — ess ;nf EQ‘I |:§ +/ G(Vy, Zs, q5)ds
t

9€A0.11

]-",i|, (3.11)

where G R4 x R x RY — RU {oo}, the convex dual of the driver G, is defined
in (3.7), and the process Z is the second component in the solution of the ergodic
BSDE (2.8).

(ii) There exists an optimal density process q*¢ € A’[t’T], and thus

)

In the above representation formula, the convex dual G yields the “penalty” pro-
cess G(%, Zs,-), s €0, T], which is added to the original risk position. However, it
is per se common for all claims and independent of all maturities.

From the representation (3.11) and the properties of G, we have the following
result.

T
pr() = —Egaes [s + / G (Vs Zy, q2%)ds
t
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Corollary 3.6 Consider an arbitrary risk position & € L with maturity T. Suppose
that Assumptions 2.1 and 2.2 hold. Then for t € [0, T], the following properties hold.:
(1) (Anti-positivity) p;(§) <0 for & > 0.
(ii) (Convexity) For any & € L®(Fr) and a € L®(F;) with a € [0, 1], we have

pr(@t + (1 —)§) < apy(§) + (1 =)o (§).
(iii) (Cash translativity) For any m € L>®(F};), we have p,(§ —m) = p;(§) + m.

It is immediate to see from (3.11) that due to the trading constraints, the replication
invariance property in general fails, i.e.,

s Mo~ K
T .
pler [ Fast)=a(e+ [ aroad+am)) £ o
T o= "u d
fors € (¢, T]. This is because Q1 is not necessarily an equivalent martingale measure,
and therefore Eqq [ff (O (Vy)dt +dW,;)|F:] # 0 in general.

3.3 A parity result between forward and classical entropic risk measures

The third result quantifies the difference between the forward and the classical en-
tropic measures. For a specific investment horizon [0, T'], we consider the exponential
utility at maturity T,

UT (x) = _e—J/X )

x € R, y > 0. For the reader’s convenience, we recall the definition of classical
entropic risk measures associated with this horizon and utility (see among others
[2, 8, 13-16, 24, 25]).

Definition 3.7 Let T > 0 be fixed, and consider a risk position & maturing at 7', with
& € Fr. Its classical entropic risk measure, denoted by p; 7(§) € F;, is defined for
t €[0,T] via

w'(x, 1) =w® (x + pr.7(§). 1),
forall (x,7) €e R x [0, T'], where

T
wé(x, t) := esssup E]p|:UT (x +f n;r(e(vu)du +dW,,) + g) ‘.7-"{| (3.12)
JTG.A[[_T] t

The decomposition formula below shows that the forward entropic measure can be
constructed as the difference of two classical entropic measures applied, respectively,
to the modified risk position & — YT;J and to a normalizing factor —%

Proposition 3.8 Consider an arbitrary risk position & € L with maturity T . Suppose
that Assumptions 2.1 and 2.2 hold. Then for t € [0, T], the forward and classical
entropic risk measures satisfy

Yr — AT Yr — AT
pi(€) = prr (s - TT> —pur (—TT) (3.13)
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where (Y, \) is the unique Markovian solution to the ergodic BSDE (2.8) (cf. Propo-
sition 2.5).

3.4 Risk positions with long maturity

We examine the behavior of the forward entropic risk measure and the hedging strat-
egy of risk positions with long maturity. For tractability, we focus on European-type
positions written on the stochastic factor process V, namely, we consider risk posi-
tions with arbitrary maturity 7 of the form

§=—g(Vr). (3.14)

Assumption 3.9 The function g : R? — R is uniformly bounded and Lipschitz-
continuous, with Lipschitz constant C.

We are interested in the behavior of p;(£) and its associated hedging strategy o; 1
if T is large. We first recall from part (ii) of Theorem 3.2 that the forward entropic risk
measure is represented as p,;(§) =Y, °, ¢ € [0, T], where Y,_é solves the BSDE (3.4).
Under the above Markovian assumption (3.14), we further deduce that the solution

(Yfé, Z, g) of (3.4) can be actually represented in the form
5275 = (0T V0, 28 (VL ),
for some measurable functions yT’g(~, ), zT'g(-, -), and in turn,

o (&) =y 8V, 1), (3.15)

where V solves (2.1) with Vy = v. Therefore, taking (without loss of generality)
t =0, we study the limit limz o0 00(§) = limr 400 y7*8 (v, 0).

We establish that as T 1 0o, pp(§) converges to a constant which is independent
of the initial value of the stochastic factor and moreover, we prove the rate of con-
vergence. We also study the limiting behavior of the hedging strategies and establish
appropriate exponential bounds. These yield that as T 41 oo, the optimal strategies
with and without the risk position coincide, and thus at all times, no additional stock
trading to hedge the risk position takes place.

Theorem 3.10 Consider an arbitrary risk position & as in (3.14) with maturity T,
and the function yT-8(-,-) as in (3.15). Suppose that Assumptions 2.1, 2.2 and 3.9
hold. Then the following assertions hold:

(i) For any v € RY and Vo = v, there exists a constant L8 € R, independent of v,
such that

li = lim y"%(v, 0) = L&.
TITI& po(&) TITI?O y 8,0
In particular, for any T > 0,
Y78 (0, 0) — LE| < C(1 + [v2)e O (3.16)

for some constant C, where the constant Cy, is given in Proposition 2.3.
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(i1) The hedging strategy satisfies for any T > 0 and s € [0, T') that
s N
Ep [/ |a,,T|2dt] <C(1+ v|He 26 T=9), (3.17)
0

Therefore, for any s > 0,

N
lim Ep U |a,,T|2dt] =0. (3.18)
0

T oo

Remark 3.11 In order to study the long-maturity behavior of the solution ¥, 5 to the
BSDE (3.4), it is natural to try to relate (3.4) with an ergodic BSDE, given below, and
investigate the proximity of their solutions. Specifically, we may consider the ergodic
BSDE

s s
P = Py +/ (G(Vua Zy, Qu) — )\)dS - / Qturqu» (3.19)
t t

for 0 <t <s < o0, and examine the approximation of YO_ § by Py + AT for large T.

However, the driver of the ergodic BSDE (3.19) depends on the solution Z of
the ergodic BSDE (2.8) of the forward performance process, and this causes various
technical issues. Indeed, the driver G (v, z(v), z) of the ergodic BSDE (3.19) depends
on the function z(-) in (2.10). Although, due to the boundedness of the function z(-),
the driver G satisfies the local Lipschitz estimate (5.2) in z, it need not satisfy the
local Lipschitz estimate (5.1) in v, and hence the existence and uniqueness result in
[23] might not apply. Moreover, it is not even clear whether the ergodic BSDE (3.19)
is well-posed. For these reasons, we establish the above results working directly with
the function y7-8(-, -) in (3.15).

4 An example

We present an example for which we derive explicit formulae for both the forward and
classical entropic risk measures, and also provide numerical results for their large-
maturity limits.

The market consists of a bond and a stock. The stock’s coefficients depend on a
single stochastic factor driven by a 2-dimensional Brownian motion, namely,

dSl‘ =b(Vl)Stdt +G(VZ)Stth1,
dV; = n(Vy)dt + k1 dW,! + kad W7,

for some positive constants k1, k2. We assume that |k1|> + |k2|> = 1, the functions
b(-) and o (-) are uniformly bounded with o (-) > 0, and 5(-) satisfies the dissipativity
condition (2.3) in Assumption 2.2. We choose the set of constraints [T =R x {0} (so
that 71, = 7,0 (V;) € R and mp ; = 0). Therefore, the wealth equation (2.6) becomes

dX[' = (0(V)dt +dW}),
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with 6(V;) = g((‘é’t; We consider a risk position as in (3.14), § = —g(Vr), for some

function g(-) satisfying Assumption 3.9.
4.1 Forward entropic risk measure

The drivers F and G in (2.9) and (3.5) take the forms
tr 1 2 1 2
F(v, (z1.22)") = —0(v)z1 — Elé’(v)l + Elzzl ,
G (v (z1, 22" G, 22)") =0 ()21 + 2222 + g|22|2,

for z = (z1,22)" € R? and Z = (Z1, Z2)" € R2. The convex dual of G (cf. (3.7)) is
then given, for v € R, z = (21, 22)" € R? and p = (p1, p2)* € R?, by

Ip2 — 22

G i i tr’ i try _
(v. z1.22)", (p1, p2)") 2

Lipi+ow=0y + 0L ip oz (41
To solve the BSDE (3.4), we first introduce the auxiliary quadratic BSDE
_t £, Vil e,
Y, =—(—x10(Vi)) + k2Z24) Z; " + — 1201 )di
+Z75(c1d W, + k2dW?) 4.2)

with YT_E = —& = g(Vr), and show that it admits a unique solution, say (Y~§,27%).
It then follows that the processes (¥ ¢, (Zfs, Zf)tr), with fo = /qus and
Zi f =27, E, solve (uniquely) the original BSDE (3.4). To solve (4.2), we define
~_ —£ ~_ - E_
775 =T and 778 =y k2T 276, 4.3)

and deduce from (4.2) that they satisfy

av;*=7;* ((K19(Vt) —k2Z5,)dt + k1 d W} + szw})

with ?T_ § = e72l8(VD) | Because 0(-) and Z, are uniformly bounded, the process
B := [y (k10(Vy) — k2Zo5)ds + k1 W} + ko W2, t € [0, T1, is a Brownian motion
under the probability measure Q defined by

) [ (_v/.(KIG(VY)_QZZ"V)("ICZW;[+I<2dWs2)> _ 44
T 0 ,

Hence, d?,_s = Zt_EdB, and thus 17;5 = E@[eV"Q'Zg(VT)I]-}]. We then readily de-
duce, using (4.3) and (3.6), the closed-form expression

_ 1 2
P (E) =Y, § _ y|K2|2 lnEQ[ewm g(VT)|]:t]_ (4.5)
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For the convex dual representation, (3.11) gives

T
pi(§) = — essinf Eqq [—g(VT) +/ G(Vs. (Z1s. Z2.5)". (q1.50 q2.5)")ds
qge [t.T] t

Ftila

for g = (g1, q2)" and .AEI’T] asin (3.10). It is clear from (4.1) that the optimal density
process must satisfy g; = —6(V;), s € [0, T], and thus
7

. 1 (7
pi(§) =— essinf Eqq [—g (V) + —/ 92,5 — Za,s*ds
q€ Ay 11 a1=—0(V) 2y Ji

Furthermore, under Q9, the stock price process S follows
ds, =o (V) Sdw',
where We! = w! 4+ fdG(VS)ds is a Brownian motion under Q4. Therefore, Q7 is
an equivalent martingale measure.
Note that in such a case without portfolio constraints, the above convex dual rep-

resentation implies that the forward entropic risk measure indeed satisfies the repli-
cation invariance property, namely,

P (s+/ %dsu)w (s+f m}dW;’*l>=pl<§>,
t u t

for any s € [¢, T, as it follows from the martingale property of | 7ruld w,! ! under the
equivalent martingale measure Q9.

4.2 Classical entropic risk measure
We have the representation
_p§ 0
pir(E)=P ° — P/,

where P[_E, t € [0, T, is the unique solution to the quadratic BSDE
¢ 1 T T
e R f F(Vy,y Q5 %)ds — / (Q;5)"d W, (4.6)
t t
=gV L i06p O(Vy)2 —2y0(V) 0, %)d
=g( T)+§ t (2105517 = 10 (Vo) > = 2y6( s)QLS) s

T
- f (075 dW;
t

see for example [16, Sect. 3]. Direct calculations then yield the closed-form repre-
sentation

pr@) =P — P = In Egr[e? 180D 7], @.7)

ylica|?
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Fig. 1 Forward and classical 8k : - . - : - :
entropic risk measures against
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k1 =0.9, kp =0.1; blue 6 ([ 7
upward-pointing triangle for “

vg = 5, red circle for vg = 7.5, 54 1
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magenta square for vy = 15
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(a) Forward entropic risk measure

Price

Maturity

(b) Classical entropic risk measure

where the measure Q7 equivalent to IP is defined by

dQT
dP

:g< - / (16 (V) — k27 02, ) (k1 W, +xde3)> SN CRY
Fr 0 T

In this single stock/single factor example, the only difference in the expressions
(4.5) and (4.7) for the forward and classical entropic risk measures is in the respec-
tive measures Q and Q7 (cf. (4.4) and (4.8)). In the forward case, Q is determined by
the component Z, appearing in the ergodic BSDE representation of the forward per-
formance process (2.12). The corresponding density process is naturally independent
of the maturity 7. In the classical setting, however, the measure Q7 is determined
by the component Qg coming from the exponential utility maximization (3.12) with
zero risk position (cf. (4.6) with & = 0), which depends critically on the maturity 7.
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Fig. 2 Forward and classical 10 T T T T
entropic risk measures against
the maturity 7, with y =1,
a=0.1, K| = Ky =10,

k1 =0.5, kp =0.5; blue
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(a) Forward entropic risk measure

Price

L .
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(b) Classical entropic risk measure

Finally, (4.4) and (4.8) yield

dQT
dQ

— oo 10Valy 03 =72 5)ds
Fr

x 5( / K2(y 09 s — Zos) (k1 d W, + xde3>>
0 T

4.3 Numerical results

We conclude with numerical results for the forward and the classical entropic risk
measures, po(€) and po. 7 (£), respectively, taking T to be large, with n(v) = —av,
0(v) = (K — [v])T and g(v) = (K1 — |[v])T, with K1, K5 > 0. Thus, the stochastic
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Fig. 3 Forward and classical 25 T " ; T T i ;
entropic risk measures against
the maturity 7, with y =1,
a=0.1, K1 =K, =10, 2H g
k1 = 0.0, kp = 1.0; blue
upward-pointing triangle for
vg =5, red circle for vy = 7.5, 151 J
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(a) Forward entropic risk measure
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(b) Classical entropic risk measure

factor process follows the Vasicek model
th = —thdt + Klthl + szWtz,

and the risk position is & = —(K; — |V |)T. Figures 1-3 provide the values of both
the forward and classical entropic risk measures, with different starting points of Vp
and different values of (x1, k2). The graphs confirm the large-maturity behavior of
both measures as well as that the limiting constants are indeed independent of the
initial value Vj of the stochastic factor process.

Note that 1 is the correlation between the stochastic factor V and the stock S.
The larger «1, the more likely the investor is able to hedge the underlying risks via
trading the stock. The numerical results in Figs. 1 and 3 show that in both extreme
cases, k1 &~ 1 or k1 &~ 0, both the forward and classical entropic risk measures con-
verge to constants more quickly, in comparison to the intermediate case k = 0.5. This
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implies that in these two extreme situations, the investor will implement earlier the
“no trading in the stock” strategy.

On the other hand, Fig. 2 illustrates that when « = 0.5, in which case the stock
can be used to partially hedge the underlying risks, the forward entropic risk measure
will converge to a constant faster than its classical counterpart. As a consequence,
if the investor chooses to use the forward entropic risk measure to assess the risk
position, she will implement the “no-trading in the stock” strategy earlier.

We should, however, like to mention that it is not yet clear how the two limiting
constants compare to each other. This open question is left for future research.

5 Proofs of the main results
5.1 Proof of Theorem 3.2

We recall that in the proof of [23, Proposition 4.1], two key inequalities were used,
which follow from Assumption 2.1 and the Lipschitz property of the distance func-
tion. Specifically, it was established that there exist constants C,, C, > 0 such that
for any v, vy, v2,2,21,22 € R4, the driver F in (2.9) satisfies

|F(vy,2) — F(v2,2)| < Cy(1 + [z])]|vyg — v2f, 5.1
[F(v,z1) — F(v,22)| < C;(1 + |z1] + |z2D)]z1 — z2- (5.2)
Proof of (i) First note that for # € [0, T'], G(v, Z;, 7) is locally Lipschitz-continuous
in Z, since
|G, Z;,21) — G, Zs, 22)| < C:(1 + 21 Zi | + ylzil + vIz2DIz1 — 22| as.

and Z is uniformly bounded. Using in addition that & € £ (F7), the assertion fol-
lows from [22, Theorems 2.3 and 2.6] and [16, Theorem 7]. O

Proof of (i) As mentioned in the discussions before Sect. 3.1, it might not be possi-
ble to solve (3.2) within the standard framework of exponential utility maximization
because the modified risk position & — Yr=2T g possibly neither bounded nor ex-
ponentially integrable. Instead, we provide an alternative approach, claiming directly
that its solution uf (x, r) admits the representation

WG ) =Ux, eV (5.3)

with U (x, t) as in (2.12) and Y,_s solving (3.4).
If (5.3) holds, we deduce from (2.12) that for ¢ € [0, T'],

—£ —£
uE (x4 pi(8), 1) = U (x + pr(§), )" = U(x, e 7 ® e,

and in turn, the representation (3.6) follows directly from (3.1).
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. . . . —&
To verify (5.3), it suffices to establish that the process U(Xi’*”,s)eyyx for
s € [t,T] is a supermartingale for any x € R and = € A, 7], and that there exists

an optimal 7* € A}, 1 such that UKX 5 5)e?Ys " becomes a martingale, where
s
xLor ::x+/ n';r(G(Vu)du—}—qu) (5.4)
t

and analogously for X7 Indeed, using (5.4) together with (2.12), (2.8) and (3.4),
we deduce that for s € [#, T'],

1, x,m —

. & _ _ £ -
U(Xé’x’”,s)eyys = —e VAT BV T — U (x, 1)e? N AT,

with

AT = ol Bty 2 —ym) W [ O (Vi) F (Vs Zuty Z5)du
% :

Following arguments similar to those in the proof of [23, Theorem 3.2], we obtain
that for s € [¢, T] and any 7 € Ay, 7}, we have Ep[A] |F;] > 1, while we obtain

Ep[AT{|F;]=1 for

_g+9(Vs)+Zs>. 5.5)

JT;"’E = Proj (ZS 5
Hence, we obtain that
. . —& —&
Ep[UX7T +&, T)|F1 = Ep[UXF"", T)e" 1 | F1 < Ux, e’ =ub (x,1)

for any 7 € A[; 7], where we also used that Y. § = —& (cf. (3.4)). Similarly, with 7 *
as in (5.5), we obtain that

Ep[UXE"™ +6 T)F]=u(x.1),
and (5.3) follows. 0
5.2 Proof of Theorem 3.5

We first derive some auxiliary bounds for the driver G and its convex dual G.

Lemma 5.1 The driver G(v, z, %) and its convex dual G (v, z, p) (cf. (3.5) and (3.7),
respectively) have the following properties:
(i) For (v,z,2) € RY x RY x R,

2 2
—ylzf* - ;ue(v)ﬁ +1z) <G, z,2) <ylz + ;ue(vnz +1z1%).  (5.6)

(i) For (v, z) € RY x RY, é(v, z, p) Is convex in p.
(iii) For (v, z, p) e R4 x R? x R4,

IpI?

G (v, z, p) > max (o, IPE_ 2 6wy + |z|2>) : (5.7)
4y vy
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Proof The convexity of G, z, p) in p is immediate, so we only prove (i) and (iii).
2
Since 0 € IT, we have that dist?(IT, Q(U;ﬂ) < |9("}3;"Z| and thus F (v, z) < %Izlz.

On the other hand, F (v, z) > —z"0(v) — %|9(U)|2. Therefore, (3.5) gives

1
G(v,z,2) = ;(F(v, 24+ y72) — F(v,2))
RS 2, 1 2
< lz4+vyz|”+ z270(w)+ =160 (v)|
2y % 2
_ 2
sy|z|2+;(|z|2+|e<v)|2).

In turn, using the definition (3.7) of G and the above inequality, we deduce that for
any z € RY,

A _ o 2
G,z,p)>7"p—G,z,2) > "p— vz — ;(|9(v)|2 +1z[?).
Taking z = p/2y yields

A lpl> 2

G.z.p) =" — (P +100)P).

dv v

Moreover, since G (v, z, 0) = 0, we have by taking z = 0 that G(v, z, p) >0, and we
conclude. The lower bound in (5.6) is derived by using similar arguments. g

Proof of Theorem 3.5 (i) Let T > 0 be the maturity of the arbitrary risk position &.
For any g € AEO,T] and with Q7 defined via % |7 =E(fyqFdWs)r, let

7

for t € [0, T]. Then Y,_E’q is finite due to the integrability condition on G in the
admissible set A, 7.

Next, observe that the process Y;S’q — fot G(Vy, Zs,q5)ds, t €[0,T], is a uni-
formly integrable martingale under Q7. Thus, the martingale representation theorem
(see for example [20, Chap. 5.8]) gives

T
Y, 5.4 = EQ!J |:—$ —/ G(Vs, Zs, q5)ds

t

' T
y6a _ /O G(Vs,Zs,qx)dS=<—§— /O G(V»qus)dS)
T
_ / (Z 5w (5.8)
t
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for some predictable process 7754, where W,q =W, — fot qsds, t €[0,T], is a
d-dimensional Brownian motion under Q7. On the other hand, the BSDE (3.4) takes
under Q7 the form

T T
v =g f (G Vi, Zs, Z55) — (Z75)qs) ds — / Z 5 awd.  (5.9)
t t
Combining (5.8) and (5.9) gives

T
Y, S =¥, = Equ [/ (G(Vs, Zs, Z75) — (275)"qs + G (Vs, Zs. q5))ds
1

7]
Using (3.8), we deduce that for any g € Ay, 7},

G(Vs, Zs, Z75) — (Z75) gy + G(Vs, Zs, g5) > 0,

and thus Y,_S > Y;E,q. Next, setting q;k’g = 039G3(Vy, Zy, ZS_E), we further obtain
from (3.9) that

G(Vy, Zs, Z75) — (Z75)q 5 + G(Vy, Zs, %) =0, (5.10)

from which we conclude that Yt_S = Yt_s’q* fort € [0, T1.
(ii) We now show that for s € [0, T'], q;‘ ¢ is indeed in the admissible set AEO -
To this end, using the lower bound of G in (5.7), we deduce from (5.10) that

G(Vy, Zs, Z75) = (Z;5)"q25 — G(Vy, Zs, ¢1%)

e e a2 S
<(Z;°) g _T+;(|9(VS)| +1ZI)
£02 *,& 2
O Pl L P )
<oz P+ L L 2 av) R 4124,
8y 4y 4

where the last inequality used that ab < 2y |a|* + %. Combining the above inequal-
ity and the lower bound of G in (5.6) gives

1 B 2 _
Qq;‘fﬁ <271Z75 7 + ;(wwmz +1Z%) = G(Vs, Zs, Z;%)
—£2 4 2 2

<3y|Z;%| +;(|e(vs)| +1Z41%).

Furthermore, since Z % ¢ E%MO [0, T'] and both Z and 6(-) are bounded, we obtain
that g*% € L3,,[0, T]. Finally, using (5.10) and the bounds of G in (5.6), we deduce
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that
T A
E@q*,s [/o |G (V, Zs,qs*f)|ds]

T
= Egyeé [ /0 (Z75)qH — G(Vy, Zs, Z¢ )|ds}

1 ro__ 2 1 ! 2
< (E +)/>EQq*.s [/0 1Z;F| dS] +§EQ4*»E [/O g% | ds]
2 g 2 2
+ZEge | | (10(VOI* +1ZsI?)ds |-

Moreover, since Z ¢ ,q*’S € L’%MO[O, T] under P and P ~ Q‘i*’é and more-
over, the density process for (@‘1*"S is 8(fd(qf’§)‘rdWs) with ¢g*¢ € ﬁzBMO[O, T],
we deduce that Z ¢, q*’E € L%MO[O, T] under QQ*'g as well (see for example
[17, Sect. 5.2]). Thus E@q*,s [fOT |G*(Vy, Z, qf’§)|ds] < 00, and we easily conclude
that g% € Al 7). O

5.3 Proof of Proposition 3.8

Let §T =& — YT;J € Fr, with Y7 and X\ as in Proposition 2.5. Therefore, the

classical utility maximization problem (3.12) with risk position €7 coincides with
(3.2) with risk position &, namely,

W (1) = uf (x, 1).
It then follows from (5.3) in the proof of Theorem 3.2 that
wET (x + o1 Ep), l‘) =U(x, t)e—sz,T(ér)eVYfE‘
In turn, Definition 3.7 implies that
w0, 1) = U (x, 1)e 7P m €D pr i " (5.11)

Taking & = 0 in (5.11) further yields that

Ypr—AT
w0(x. 1) = U(x, 1)e VP75 ) r Y7 (5.12)

Therefore, combining (5.11) and (5.12) gives

_ - Yr — AT
Y, 5 =Y = prEr) — prr (——) .

14

However, by Theorem 3.2, we know that Y,ﬁg = p;(€), and if £ = 0 in the BSDE
(3.4), it is obvious that its solution is Ylo =0, from which we conclude. Il
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5.4 Proof of Theorem 3.10

We first establish some auxiliary estimates for the function y’-¢ : R? x [0, T] — R
appearing in (3.15).

Lemma 5.2 Consider an arbitrary risk position & as in (3.14) with maturity T and
the function yT8(-,-) as in (3.15). Suppose that Assumptions 2.1, 2.2 and 3.9 hold.
Then for (v,t) € R? x [0, T1, the function y'-8(-, ) has the following properties:

(1) There exists a constant C > 0 such that

"8, 0 < C1+ o).
(i1) With the constants K as in (A.3), C, in (5.1) and C; in Assumption 2.2(1),

C,
IVyT 8, 1) < K + ————.
y(Cp—Cy)

(iii) There exists a constant C > 0 such that for v, v € Rd,
y' 8, ) =y @, 0] < CU+ v + [0])e” T,
with the constant én given in Proposition 2.3.

Proof Fix t € [0, T], and let the stochastic factor process start at V; = v. We use
the self-evident notation VS”” for s € [t, T]. Recall from Proposition 2.5 the solu-
tion (Y, Zs) = (y(V"), z(V{Y)). Furthermore, for s € [¢, T'], we also have for the
solution (Y;é, Zs E) of (3.4) that

(Y75, 275 = (I vEY, 9), 28 (VY s)),

where
T
Y, =g(VyeY) +/ ;(F(Vu””, y2(VEV, ) — F(VE, Zu))du
N
T 7 tr
_/ (2(‘/,,5’1)’ M) - _M> qu, (513)
s 14
with
Z Vt,v
E(V;’”, §) = Zs_S 4+ 2= ZT'g(VSt'”, s) + (Vs ). (5.14)
14 14

In Lemma A.1 of the Appendix, we show that |Z(-, -)| < K for a constant K given in
(A.3). Therefore, the process Z~¢ is uniformly bounded since

Cy

|Z._§|= _
* y(Cp —Cy)

Zs
HUARO 75‘ <K+
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In turn, the estimate ii) for y7¢(v,t) follows from «"VyT-8(V'V s) = Z;° for
s € [t, T'] and the conditions on the matrix «.
To prove (i), we introduce the process

(F(VEV,p2(VEV,5)) — F(VE, ZO) G (VY s) — &)

H(V!"Y) = Y
' YIRS, 5) — L2

x I{E(VS"”,s)—%;éO} (5.15)

and observe that it is uniformly bounded due to (5.2) and the boundedness of Z(-, -)
and Z. Next, define a probability measure Q7 by 4% | . = £( [ (H (V")) "d W) 7.
Then (5.13) can be written as

Y E=y"E, 0
T 7 tr
=g(V;") —f (2(V;’U, 5) — —S> (dWs — H(V/")ds)
t 14
= Equlg(V;")|F], (5.16)
and the assertion follows from the linear growth property of g(-) and the first assertion

of part (ii) in Proposition 2.3.
Finally, for v, v € R, by the second assertion of (ii) in Proposition 2.3,

8@, ) — YT (0,0 = | Equlg(Vy") — g (V)R]
= |Equlg(Vy") — g(Vio)]|
< CU+ P+ [5)e T,

and we conclude. O

Proof of Theorem 3.10 (i) Using estimate (i) in Lemma 5.2, we first construct—
applying a standard diagonal procedure—a sequence (7;)72, such that 7; 4 oo and

lim7; 400 yTi-8(v,0) = L&(v), v € D, for some function L& (v) and a dense subset D
of R4, Moreover, estimate (ii) in Lemma 5.2 implies that for any v, v € R4 R

C
T.g _yTecs v — 3
[y % (v,0) —y (U,O)IS(K—FV(C’]_CU))IU v|. (5.17)

Therefore, the limit function L& (v) can be extended to a Lipschitz-continuous func-
tion defined for all v € RY. Furthermore, we claim that

lim y8(v,0) = L4 (v), veR?,
T;to0
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Indeed, for v € ]Rd\D, there exists a sequence (v j)?‘;l C D such that v; — v. For
v € RY\ D, then define L8 (v) = lim jyo0 L8 (v;). Using (5.17), we have

’ ] Cy
IyT8 (v, 0) — T”g(v‘,0)|§<K+7)|v—v<|.
Y Yo (Cy—Co) J

Taking 7; 1 oo and since limz; yo0 ny'g(vj, 0) = L&(v;), we obtain

<<K+ C )lv Vil
- y(Cy —Cy) I

Sending j 4 oo, we deduce that for any v € RY, limy; 400 yTi-8(v,0) = L8 (v).

Next, we show that for any v € R, the limit L& (v) actually satisfies L8 (v) = L8,
with L& being a constant. To this end, by estimate (iii) in Lemma 5.2, we have for
any v, v € RY that

lim y’i'8(v,0) — L& (v;)
T; 100

IyT8(v,0) — yT8(5,0)| < C(1 + |[v)* + |5} Ti,

Letting 7; 1 oo yields that limg; 100 y71*8 (v, 0) = lim7; 10 y71*¢ (¥, 0), which implies
that the limit function Lé (v) is independent of v. Thus, it is a constant, denoted by L§.
Moreover, such a constant L# is independent of the choice of the sequence (7;)2,
(see for example [19, Theorem 4.4] for a proof).

To prove the convergence rate (3.16), we argue as follows. For v € R? and T > 0,
we have from (5.16) in the proof of Lemma 5.2(i) that

IyT4(v,0) = L& = Tim |y"¢(v,0) — yT"4(v,0)|
T'400
= lim [y"8(v,0) — Egulg(Vyi)Il.
T'to0

For T’ > T, we then have from the tower property of conditional expectations that

"4 (,0) — Egulg(Vi)]l = |y 2 (v, 0) — Equ[Equlg (Vi) Fr—11]|
=1y"¢,0) — Eguly” S (V' . T = )|
=y, 0) — Eguly (V)" 1. O)]]
= |Eguly™ (v,0) — y" (V5" O)]L.
Therefore,

Iy"4(v,0) — L8| = Jim |Eqn 78w, 0) = yT (VY 1. 0]
o
< lim CEgau[l + [v]® + V&Y PG
T'to0

<C(1+ e 6T,

where in the last two inequalities, we used part (ii) of Proposition 2.3 and part (iii) of
Lemma 5.2.
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(ii) We only establish the exponential bound (3.17), since the asymptotic behavior
of ;7 in (3.18) will then follow by letting 7' 1 oco.

From Corollary 3.4 and the Lipschitz-continuity of the projection operator on the
convex set I1, we deduce that for any s € [0, T),

s
Ep |:f |au,T|2du:|
0
s oV, +Z OV, + Z.\ |
=EP[/ Projq <Z;5+7( w + ”)—Projn (7( W + ”) du:|
0 Y Y
S
§CEp[f |zf|2du]
0

for some constant C independent of 7. Thus, we only need to establish the expo-
nential bound of Z,, § = 18 (V,}, u) with the stochastic factor process starting from
VOU = v. To this end, we easily deduce, using (iii) in Lemma 5.2, that for ¢ € [0, T'),

T8, 1) — L] < C(1 + |v]P)e ErTD. (5.18)

Applying 1t0’s formula to |yT*8 (V?, s) — L8 |> and using (5.13), we in turn have
S
¥, 0) = L + Ep U |Zf|2du}
0

= Ep[ly"$(V2,s) — L8|?]

§ F(V?, yz(VY, —F(V', Z
+2Ep [/ e, — e 2 L;)) Gy ”)du]
0

s
= Ep[ly"8(V,s) — L8|*] 4+ 2Ep [ fo Z5HHW)Iy WV u) — Lgldu} ,

where Z(-, -) is given in (5.14) and the process H (V,’), introduced in (5.15), is uni-
formly bounded. Using the elementary inequality ab < zl_t |a)?+ |b|?, we further obtain

Ep [/S(ZJE)“H(VJ’)IyT’g(Vu”, u) — Lgldu}
0

1 S S
SZEP U |Zu'§|2dui|+CE]p [/ |yT’g(V;,u)—Lg|2duj|.
0 0

Hence, (5.18) yields that
1 § _s 2
—Ep |Z,°T |“du
2 0
N
< Eplly"#(V,".s) — LE|*] + CEp [ / ly" 8V u) — Lg|2du}
0

~ ~ N ~
<Ce?aT (eZCnSEn»[(l IV 1+ / PO Ep[(1+ 1V 1) 1du
0

’

N———"
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from which we conclude that Epl [ | Z, $12du] < C(1 + [p|*)e 26T =), using the
first assertion of part (ii) in Proposition 2.3. g

6 Conclusions and extensions

We have studied forward entropic risk measures for stochastic factor models and in
the presence of trading constraints. Using the ergodic BSDE representation of the
involved exponential forward performance processes, we have established two rep-
resentation results, working with the primal and the dual domains, respectively. We
have also derived a parity result between the forward entropic risk measures and their
classical counterparts, and moreover investigated their asymptotic behavior for large
maturities.

The approach and the results herein may be extended in several directions. Firstly,
one may allow stochastically evolving set of constraints. This is undoubtedly a very
important extension, for trading constraints in many applications are affected by up-
coming (and frequently, non-anticipated) market changes, past performance and other
features that the forward performance criteria may accommodate. To the best of our
knowledge, this generalization has not been considered so far in the context of for-
ward performance criteria.

Another important issue is the relative valuation and risk management of incom-
ing projects. Herein, we consider the measurement of risk positions with arbitrary
maturities, but in isolation from each other. In various applications, however, one
needs to price incoming projects in relation to existing ones, and work with rela-
tive risk assessment. In order to do this, one first needs to define properly “rela-
tive” forward performance processes, which will naturally depend on the evolving
risks associated with the existing projects. Such extensions are left for future re-
search.
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Appendix: Estimates for the auxiliary function Z(-, -) in (5.14)

Recall that (Y, Zy) = (y(Vy), 2(Vy)) and (¥ °, Z7°) = (374 (Vs 5), 278 (Vs, 5)
for s € [0, T']. Hence, the pair (3(Vs, 5), Z2(Vs, s)) with

N o _ Yo —As __ Z,
(P(Vs,5),2(Vs, 9)) == (YS S+ T Z75 + 7) (A.1)

solves the finite-horizon quadratic BSDE

@ Springer



An ergodic BSDE approach to forward entropic risk measures

i (Vi) =T
P =gV + 2

T 1 _ T _
+/ —F(Vu, y Q" )du — f (0, aW,,
s VY s
(A2)
with the driver F asin (2.9) and —&7 = g(Vr) +
From the boundedness of ¥ ¢ and the linear growth of y(-), we deduce that the
process y(Vy, s), s € [0, T, is square-integrable since

yVr)—AT
Y .

sup Ep[|9(Vs, $)’] < C<1 + sup EP[|Vs|2]> < 00.
5€[0,T] s€l0,T]

In addition, since Z~¢ ¢ ‘CIZBMO [0, T] and Z is bounded, we obtain that for s € [0, T'],
2(Vy, ) € Lol T

Lemma A.1 Consider an arbitrary risk position & as in (3.14) with maturity T.

Suppose that Assumptions 2.1, 2.2 and 3.9 hold. Then the following assertions hold:
(i) There exists a unique solution (P_gf, Q_gT) to the BSDE (A.2) where P~5T s

square-integrable, i.e., SUPse(0.7] Ep[|PS_ST |2] < 00, and Q*ET € £2BMO[O, T].

(ii) The solution Q7 is uniformly bounded, namely,

yC,Ce +Cy c,Cy
V(Cn - Cy) V(Cn - Cv)2 '

10757 <K withK := (A.3)

where C, is givenin (5.1) and C;; and Cg in Assumptions 2.2 and (3.14), respectively.
Hence, the process Z(Vy, s), s € [0, T, in (A.1) is also uniformly bounded by K .

Proof (i) The existence of solutions to (A.2) follows from (A.1). We next establish
uniqueness. To this end, assume that (P_E_T, Q‘gT) and (}_’_ST,_Q_ST) are two solu-
tions of (A.2). Let AP *T 1= Py 5T — P77 and AQ; T := 0, *7 — O, *T. Then the
pair (AP‘ET, AQ‘gT) solves

_ T _ _ T _
AP = / %(qu, Y0 *) = F(Vu, y Q1)) du — / (AQ, T dW,
T . i}
= _/ (AQ (AW, — My du),

where

i FVey 0™ — Fay 0, )A0
s — —z —&p .
YA Q5 5T|2 {AQs " #0}

Since [M,| < C(1+105*| +105°")) and @57, 05 € £3,[0, T'], we deduce
that fd(Ms)“d W, is a BMO-martingale. We can therefore introduce the process
WM .= w, — f(; M, du which is a Brownian motion under the probability measure
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QM equivalent to PP, defined via % |7, = E(fy MTdWy)7. Hence,
_ T _ o
AP;&T — _/ (AQ,;gT)trdW,i@ _
S

Since [ (A Q,;ér)‘rd W, is a BMO-martingale under P and P ~ QM. it follows that
JoA QM_ET Wd W,f‘;l is a BMO-martingale under QM (see for example [17, Sect. 5.2]),
which in turn implies that A P57 is a martingale under QM. The uniqueness of the

solution to (A.2) then follows by noting that AP, 51— .

(i1) For a fixed ¢ € [0, T'], we consider the stochastic factor process starting from
V[t’” = v. With a slight abuse of notation, we introduce the truncation function
K:RY > RY,

min(|z], K)
K(z):= Tzl{#m, (A4)
as well as the truncated version of (A.2),

r y(Vl,U) — AT T 1 -
A IR R
t

T _
- / 0F ) aw,. (AS)
t

We denote its solution by (3(Vi"", ), Z2(Vi',5)), s €[t, T].
From the form of the driver (2.9) and (A.4), we deduce the inequalities

|F(v,yK () — F(0,yK(@)| < Co(1+ yK)|v — 1], (A.6)
|F(v,yK () — F(v,yK@)| <C.(1+2yK)ylz —Zl, (A7)

for v, D, z, 7 € RY. Next, we consider the above truncated equation (A.5) with differ-
. . t,v t,v -
ent starting points V,”" = v and V,;”" = v and compute

FV D =5V

- 1 -
=g(Vy") — (V™) + ;(y(V}*”) —y(Vy")

N /T FVE yKGEVEY ) — FO(VED y KGEVE,5)) s
t Y

T —
_/ (Z(Vst’v,s) —Z(V;’U,S))trdWS.
t
For s € [t, T], define M, as

(FOVEP y KGEVEY, ) = FOVED y KGOV NGV, s) — 2V, 5))
VIZVEY 5) = 2V, 8))2
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whenever Z(V,*?, s) — Z(V*", 5) # 0, and 0 otherwise. In turn,
SV =3V

_ 1 -
=g(VEY) —g(VE") + ;(y(V}’”) —y(Vp")
T FVE, yKGVEY, ) — FOVEY y KGE(VEY, 5))
+/ , ds
t

T -
- / (Z(VEV ) = 2(VED, ) (W, — Myds).
t

Note that M is bounded due to (A.7). Thus, we can define WYM =W, - fos M,du,
which is a Brownian motion under some measure Q™ equivalent to P. In turn,

ly(v,1) = y(, 1)

< CyEgu Vi = VI F] 4 ——=— Egu [[V4" — VI|| 7]

y(Cy —Cy)
C,(1+yK r .
+7”( Ty )EQM[/ VIV —VEiVlds Fz}
14 t
c Co(1+yK
§<Cg+ : Ly ))|v—ﬁ|,
y(Cp —Cy) yCy

where we used the Lipschitz-continuity conditions on g(v), y(v) and F (v, y K(2))
with respect to v (cf. (3.14), (2.11) and (A.6), respectively), and the exponential er-
godicity condition (i) in Proposition 2.3.

From «"V5(V{"V, s) = Z2(V{"",s), we further obtain K (Z(V{'",s)) = z2(V{"", s)
and that |Z(V{"", s)| < K. In other words, the truncation does not play a role, and the
pair F(V{Y, ), 2(V{Y, 5)), s € [1, T, also solves (A.2). Therefore, K is the uniform
bound of 2(V{"", s). O
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