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Abstract A coherent risk measure with a proper continuity condition cannot be defined on
a large set of random variables. However, if one relaxes the sub-additivity condition and
replaces it with co-monotone sub-additivity, the proper domain of risk measures can contain
the set of all random variables. In this study, by replacing the sub-additivity axiom of law
invariant coherent risk measures with co-monotone sub-additivity, we introduce the class of
natural risk measures on the space of all bounded-below random variables. We characterize
the class of natural risk measures by providing a dual representation of its members.
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1 Introduction

Although value at risk (VaR) is the most popular risk measure among practitioners, it has
been heavily criticized in the theoretical literature since it does not necessarily associate
portfolio diversification with risk reduction. Therefore, axiomatically founded risk measures
such as coherent (cf. [3] for finite and [10] for infinite spaces) and, more generally, convex
(cf.,[13, 14]) risk measures have been introduced whose axioms of sub-additivity, respectively
convexity, directly ensure that diversification reduces the measured risk.

This paper argues that all types of risk measures that are studied in the literature suffer
from either of the following two drawbacks: either, like coherent and convex risk measures,
they cannot be defined on the space of all random variables (see discussions in [10]) or, like
VaR, they might not be available for assessing the risk that arises from model uncertainty (see
example 3 below). To address both shortcomings, we are going to introduce and axiomatically
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characterize the class of natural risk measures. In contrast to the sub-additivity axiom of
coherent risk measures, natural risk measures require sub-additivity only for co-monotonic
random variables. Note that VaR, first, satisfies additivity for co-monotonic random variables
and is, second, well-defined on the space of all random variables. To relax sub-additivity in
favor of co-monotonic sub-additivity therefore amounts to studying a general class of risk
measures that contains VaR and is well-defined on large spaces of random variables.

The representation of natural risk measures, provided in Theorem 1, can be regarded as a
convexification of the representation of insurance risk premiums in [25].! However, we will
see that this convexification is not mathematically straightforward and needs a significant
amount of further mathematical work. Whereas [25] used results attributed to Greco in
[11] (see [15] in Italian) to provide the dual representation of insurance risk premiums,
we use Daniell integrals to extend the representation of natural risk statistics (see [1,17])
on finite probability spaces to the set of all bounded-below random variables. In addition,
our representation in Theorem 1 sheds some light on the axiomatic foundations of the VaR
criterion versus the [18] representation, and provides further tools to develop theories of risk
measures and risk premiums for large spaces.

The paper is organized as follows: in Sect. 2, we provide some preliminary mathematical
definitions and introduce natural risk measures and the weak continuity. In Sect. 3, we present
examples of natural risk measures that are different from VaR but are also co-monotone sub-
additive (and not necessarily additive) in the presence of model uncertainty. In Sect. 4, we
state our main result for Theorem 1, which gives a dual representation of weakly continuous
natural risk measures.

2 Preliminaries and definitions

In this section, we will introduce preliminary mathematical tools and definitions with the
necessary economic and financial concepts that we will use in our discussions.

2.1 Mathematical framework

Let (2, F, P) be an atom-less probability space, where 2 represents the “states of the nature”,
F is the sigma-field of all measurable sets, and P is the physical probability measure. In
this study, we consider that L0, the set of all measurable functions or random variables on
(2, F, P), represents the set of individual loss variables.Z Let us also denote the set of all
bounded-below random variables by L%. The space L° is a metric space whose metric is
definedasd (X, Y) = E (min {|X — Y|, 1}), where E denotes the expectation. Convergence
in this topology is equivalent to convergence in probability, i.e., d (X,, X) — 0 iff Ve >
0, P(|X, — X| > €) = 0. The space L?, for 0 < p, is the space of all random variables
with pth finite moment, i.e., L” = {X e LOE (|X|1’) < oo} L is the set of all almost
surely bounded members of LO.

The cumulative distribution function of a random variable X € L is denoted by Fx.
For any X € LY, Fx is a cadlag® and non-decreasing function, with a left inverse given by

! This convexification can only be regarded as a technical extension since in [25] the authors have a different
objective: to compare their co-monotone additive premium function in a competitive market with an arbitrage-
free pricing rule, where additivity holds for all risks.

2 Unlike in financial mathematics literature, which considers a profit variable, we found the loss variable more
convenient to deal with.

3 Cadlag is a French acronym that translates into English as “right continuous and left limited”.
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F;l(a) = inf{x € R : Fx(x) > «}, for @ € (0, 1), which is also a cadlag function. If
X e L%, one can extend the inverse to o = 0, i.e., F;l (0) = essinf (X), where essinf is the
essential infimum.

Two random variables X, X’ € L° have the same distribution if and only if Fx = Fy.
Two random variables, X and Y, are co-monotone if

(X(@) = X (@) (Y(@) —Y(@)) =0 as. 0,0 €Q.

In this study, we use a version of co-monotonicity due to Denneberg (cf. Proposition 2 in
[25]), which says that X and Y are co-monotone if there are two non-decreasing real functions
f and g and a random variable U such that X = f (U) and Y = g (U). Finally, as usual,
B0, 1] denotes the set of all Borel measurable subsets of [0, 1].

2.2 Natural risk measures

Now we introduce the class of natural risk measures

Definition 1 A natural risk measure® o is a mapping from L% to R that satisfies the following
conditions:

Positive homogeneity: o(AX) = Ao(X),VA > 0 and VX € LY;

Cash invariance: o(X +¢) = o(X) + ¢, VX € L% and Ve € R;

Monotonicity: 0(X) < o(Y),¥X,Y € L% and X < Y;

Co-monotone sub-additivity: o(X +Y) < o(X) + o(Y), VX, Y € LY% ; X and Y are
co-monotone;

5. Law invariance: o(X) = o(Y) if Fx = Fy, i.e., X and Y have the same distribution.

el S

Let

K(@©) eR
F=1K:[0,1]— RU{+00}| K (I)€RU {400}
Ya e (0,1),K (@) e R

and A = F N {non-decreasing and cadlag functions}. It is clear that A consists of all left
inverse cumulative distribution functions with a finite essential infimum. It is known that, for
any random variable X and any random variable U with a uniform distribution on [0, 1], X
and Fy 'w ) have the same distribution. That is why we can consider a natural risk measure
o as a well-defined function on the set of all inverse cumulative distribution functions A. We
use this fact later in the proof of our main result for Theorem 1.

Definition 2 The natural risk measure o is weakly continuous if ¢ (X,,) —> o (X) when
n—0o0
Fx, (x) — Fx (x),Vx e R.
n—0o0

3 Examples of natural risk measures

In this section, we introduce co-monotone additive and sub-additive natural risk measures
that naturally emerge in insurance and finance applications.

4 The definition of a natural risk measure is motivated by the definition of a natural risk statistics introduced
on R" in [17].
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Example 1 Value at risk, for a fixed tolerance level « € [0, 1), is introduced as follows:
VaRg (X) = Fy (@), X € LY.

Note that, since natural risk measures are defined on L%, VaRg (X) = Fy ! (0) = essinf (X) €
(=00, +00).

Observe that VaR is weakly continuous. To see this, let us consider Fy, (x) —>
n—0o0

Fx (x),Yx € R. First, we prove that there is no € > 0 such that VaR, (X,) <
VaR, (X) — €, Vn. Indeed, if this happens, then for any y such that Fx (y) > o we have
that VaR,, (X,,) <y — €, Vn. By right continuity and monotonicity of Fy, , this implies that
a < Fx, (y — €). When n tends to infinity, then this gives that o« < Fy (y — €). This implies
that VaR,, (X) = inf {x e R: Fx (x) > a} < y — €. Now, by taking infimum over all y such
that Fx (y) > «, we get that VaR, (X) < VaR, (X) — €, which is a contradiction. Now,
using the fact that VaR, (X) = —VaR|_4 (—X), one can show that there is no € > 0 such
that VaR, (X,,) > VaR, (X) + €, Vn.

Example 2 Consider an insurance company whose total loss for a fiscal year can be repre-
sented by a non-negative random variable X. Consider also that the insurance company will
have to buy a reinsurance contract 0 < ¥ < X. The premium of Y is simply given by expecta-
tion, i.e., E(Y). Therefore, the insurance company’s global positionis X —Y + E(Y). On the
other hand, to avoid the risk of moral hazard, the contract Y should be such that both parties
feel any increase in the losses. Therefore, we consider a non-decreasing and non-negative
function f, so that x — x — f(x) is also non-decreasing and non-negative; see, for example,
[4,8,9]. Let us denote the set of all such functions f by C. If the insurance company measures
its risk by VaR,, for some « € (0, 1), the optimal contract f* will be found by solving

I}lEigVaRa (X = fX)+E(X).

Therefore, the risk of the global position is given by
0 (X) = VaRe (X — f* (X)) + E (f* (X)) = I)peigVaRa (X = f X))+ E(f(X)).

Following the discussions in [4,6], one can easily see that

1
o(X) = I}ligVaRa X = f X))+ E(f (X)) =/ VaR; (X) dA (1),
0

€

where

x, a<x<l1

0, 0<x<a

A (x) = max {1[0,71] (x),x} = [

Therefore, to assess the risk of the insurance company’s global position, one needs to define
a new risk measure as

0(X) = (1 —a) VaRy (X) + /a VaR, (X) dt,
0

which is different from VaR,. Note that this risk measure can be defined on the set of all
bounded-below random variables.

By abusing the notation, one can consider A as a measure on [0, 1] defined as A (a, b] =
A (b) — X (a). Observe that the support of A as a measure is [0, «). According to Theorem 1
in Sect. 4, this condition implies the weak continuity of the risk measure o.
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The following simple example shows how in the presence of model uncertainty, when a
robust analysis approach needs to be conducted, one may have a co-monotone sub-additive
risk measure.’

Example 3 Let us consider an insurance company that needs to issue a deposit insurance on
an asset value that follows a geometric Brownian motion dynamics
dS; = nSidt + o S;dW,
t = MO t t C0<i<T.
So >0

Here {W,}tT=O is a standard Brownian motion on [0, '], u € R is the drift, and o > 0 is the
volatility. After solving this stochastic differential equation, we get that S, = Sp exp((1 —
%)t +0W,;),0 <t < T.Letus assume that the losses of the financial company (which needs
to be insured) can be given by X = £ (S7), where L is a non-increasing real function (e.g.,
L (x) = max {e’ TSy — x, 0}, where r > 0 is the risk-free rate). As discussed before, in order
to avoid the risk of moral hazard, one needs to consider a contract like f (L), where f € C,
implying that a contract Y is a non-increasing function of S7. Now the market premium of
the contract Y can be found as its market value (since it is a European option) given by the
discounted expectation under the risk neutral probability:

7 (Y):=e¢"TE (pY),

_ 7m/02
@ =exp ((%mz/a2 — m/2) T) (7“19( S:)T) ST) .

Here we have m = u — r. For instance, see [19] for further details. As one can see, if
0 < m < o2, then ¢ is also a non-increasing function of S7. Following [5], one can see that

where

1 1
E(pY) = / VaR, (¢)VaR, (Y)dt = / VaR, (Y)dAi (1),
0 0

where 11 (x) = fOX VaR, (¢)dt. One can show further that A; (x) = N(N~'(x) — g),

2
where N (x) = ﬁ ff oo e~ dt is the cumulative distribution function of the standard
normal distribution. Similar to the previous example, the risk of the global position will be
assessed by a risk measure o given by

1
Q(X)Z/O VaR; (X)dA (1), )]

where 4 (x) = max {1j¢,1) (x), A1 (x)}.

Now, let us consider that there is uncertainty in estimating the volatility o. That means
that, for two positive numbers o and omax, we only know o € [0pmin, Omax], Where 0 <
m < aém. In that case, the risk has to be assessed in a robust manner

5 Robust optimization is an approach to model uncertainty when the uncertain parameters are known to be
within certain bounds. For more reading on the robust analysis approach, see [7,20,26,27].
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1
oRobust (xy — sup / VaR; (X) dA° (1)
0

Omin =0 =Omax

= (1 —a) VaRy (X) + /a VaR; (X)d (N (N—‘ (1) — m;ﬁ))
0

—m’r  [* mV/TN" @)
= (1 —a) VaR, (X) + sup e 207 VaR; (X)e ¢ dt,
Omin =0 <Omax 0
where A° is from (1). As one can see, 0R°PUSt js co-monotone sub-additive but not necessarily

co-monotone additive. Note that this risk measure can be defined on the set of all bounded-
below random variables. With a similar argument as in the previous example, if we look at
A° as a measure, the support of all measures in {A%}, ¢[o, ..0ma] 15 [0> @). Again, according
to Theorem 1 in Sect. 4, this shows that oR°P"t js weakly continuous.

4 Dual characterization of natural risk measures

In this section, we characterize the family of weak continuous natural risk measures. However,
in order to present our main result, we need to introduce some further notations.

Let C [0, 1] be the space of all continuous functions on [0, 1] with the uniform norm ||. || .
Then it is known that the topological dual of C [0, 1] is the space of all bounded variation
functions on [0, 1], denoted by BV [0, 1], with the total variation on [0, 1] as its norm. The
dual relation between C [0, 1] and BV [0, 1] is defined as

1
(H, K) :/ K@)dH@),Y(K,H)eC[0,1] x BV[0,1],
0

where the integral is the Riemann—Stieltjes integral. In the following discussions, (H, K)
is used to show fol K (t)dH (t) when in general K is H integrable. The same bilinear
operator introduces the smallest topology on BV [0, 1], with the topological dual C [0, 1].
This topology is denoted by o (BV [0, 1], C [0, 1]).°

Now we are in a position to state the main result of this study.

Theorem 1 Let o : L% — R be a natural risk measure characterized by Definition 1. Then
o is weakly continuous if and only if there exists a compact set A in o (BV|[0, 1], C[0, 1])
such that

1. Each A € A is a probability measure on ([0, 1], B[O, 1]);
2. There exists €y > 0 such that V1 € A, supp (X)) = [0, 1 — €0)’

and

1
o(X) = sup/ VaR, (X)dM(¢). 2)
rEAJO

Moreover; if ¢ is co-monotone additive, then A = {A}.

Before presenting the proof of the theorem, we need to introduce some notations and
recall some statements from the convex analysis that we will use in the proof.

6 In general, for any two topological vector spaces V, V/ with bilinear dual relation (v.v'), o(V, V') denotes
the smallest topology on V under which all members of V’ are continuous.

7 supp (1) stands for support of A.
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Let V be a topological vector space, and let V' be its topological dual. Recall the Alaoglu
theorem that states that for any set C € V, with a non-empty o (V, 14 )—interior and any
c € Ry, theset {H € V/|supgec (H. K) < cliso (V’, V) compact. Also, recall that V
has the Dunford-Pettis property if for any sequence {(F,, H,)}oo; € V x V' converging
ino (V,V') xo (V,V)to(F,H), {(F,, H,)}32, converges to (F, H). It is known that
C [0, 1] has this property.

Let us assume that V is a locally convex topological vector space. Recall that
the domain of any convex function ¢ : V — R U {400}, denoted by dom(¢), is
equal to {K € V|¢p(K) < oo}. The dual of ¢, denoted by ¢*, is defined as ¢*(K) =
supyey ((H, K) — ¢(H)}. A convex function is said to be lower semicontinuous iff
¢ = ¢**. For a closed convex set C C V, the indicator function of C, denoted by xc,
is introduced as xc(X) = 0 if X € C and +oo otherwise. For any positive homogeneous
convex function ¢, let

Ay ={H e V'|(H K) <¢(K),VK € V}.

It is easy to see that ¢* = xa »- Therefore, any positive homogeneous function ¢ can be

represented as ¢(K) = sup (H, K). If ¢ is continuous, then by the Alaoglu theorem we
HEAq)

know that Ag is o (V’, V)-compact.

Remark 1 For the reader’s benefit, we recommend [16] for the functional analysis discus-
sions. This book contains all the tools and definitions that are used in this paper, in particular
the Alaoglu and the Dunford-Pettis theorems. One can also read [23,24] for further informa-
tion. For the convex analysis part, we also recommend to see [12,21].

Proof of Theorem 1 First, we prove the simple implication that o in (2) is a weakly continuous
natural risk measure. We leave it to the reader to check that o satisfies the condition of a natural
risk measure. We only check that any functional, in the form of (2), is weakly continuous.

Given that for every X € L°, VaR, (X) is a non-decreasing function of 7, ¢ is finite on L(J)r.
Now, let us consider that X,, > 0 converges weakly to X, as n tends to infinity. This implies
that VaR; (X,) converges pointwise to VaR, (X) forz < 1. Let N € N be large enough such
that VaR_¢, (X)) < VaR;_¢, (X) + 1, foralln > N. Since VaR; (.) is non-decreasing in 7,
this implies that 0 < VaR, (X,,) < VaRi_¢, (X)+ 1,1 < 1 —€q,foralln > N.Let {K,}7,
be a sequence of continuous functions such that |VaR,; (X,) — VaR, (X)| < K, (¢),t €
[0,1 —€p],n =N,N+1,...,and K, — 0, pointwise. Since |VaR, (X,) — VaR; (X)| <
2VaR|_¢, (X)+1fort € [0,1 —€o] and n = N, N + 1, ..., one can consider that {K,,}7
is bounded above. Therefore, for every u© € BV [0, 1], by using the dominated conver-
gence theorem, we have that fol K, t)d || (t) — 0.8 This implies that K, — 0 in
o (C[0,1], BV [0, 1]). Since A is o (BV [0, 1], C [0, 1]) compact, for each n > 1 there
exists A, € A such that sup,ca [y Ku (1) dA (1) = [y Ky (8) dy (0).

We prove the continuity of o by way of contradiction. Assume there exist § > 0 and a
sub-sequence {X,;}72, such that |Q (X,,l.) -0 (X)| > §. Let {Anik }i; be a sub-sequence
that convergestoA € Aino (BV [0, 1], C [0, 1]); then since C [0, 1] has the Dunford—Pettis
property, it follows that fol K”ik (1) d)‘”ik (t) = 0 as k — oo. Now we have

8 || = 4 + p— is the absolute value of w.
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0<s< ‘Q (an.k) S (x)‘ < Sup/l VaR, (ka) dA () — sUp/l VaR, (X) da (1)
0 0

LEA rLEA
1
< sup / ‘VaR, (X,,,. ) — ViR, (X)’ dx (1)
reaJo ¢
1

IA

sup/ Ky, (1) d2 (1)

reAJO
1
= / Ky, () dhyy (1) — 0,
0

which is a contradiction. This completes the proof of the first implication.

Now we prove the second implication, i.e., we show that, if ¢ is a weakly continuous
natural risk measure, then there exists a compact set A in o (B V|0, 1], C[0, 1]) as described
by conditions I and 2 in the theorem statement such that ¢ (X) = sup; ¢ fol VaR, (X)d\ (t).

First, we give an outline of the proof as follows:

1. We restrict o to

2ﬂ
Sy = inl[ﬂ %) + xony1 1y ‘(Xi)iz:fl e R¥ !
i=1

2m 22

Then it is clear that g|s, is a natural risk statistics.’

2. Using the previous step, we extend o to (Jre | S.

3. By using the previous step and the conditional expectation on the partition {[’2;,,1 2’—,,) ,
i=1,..2" {1}}, we extend g to C [0, 1].

4. We give the Fenchel-Moreau representation of ¢ on C [0, 1].

5. By using the Daniell integral, we extend the C [0, 1]- Fenchel-Moreau representation of
o to A.

Let us fix a uniformly distributed random variable U. We introduce the risk measure IT on A
by

[T(H) =0 (H U)).

Let Hy, Hy € A, then it is clear that Hy (U) and H, (U) are co-monotone. Since o is co-
monotone sub-additive, it implies that IT is sub-additive over A. It is also clear that IT is a
positive homogeneous mapping of degree 1 on A.

Now, let us introduce the following functions from RZ'*! o A:

2"
T, (x) = inl[ﬂ L) +xnqqlyyy, Vx =(Xi),-2:f1 ,
l:1 2’( ’271
and
2"
Ty (w) =2" Z‘,w,-l[ﬂ ) el Yw = W)t
1 ’2}’1

i=1 2

9 One would wonder why we use the term ‘statistics’ instead of ‘statistic.” Actually, there is no reason except
that it is the exact term that has been used in the literature; see, e.g. [1].
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Let S, = T, (R¥*1) and § = U2, S,,. We introduce a natural risk statistics IT, on R?'*+1,
for n > 1, as follows:

2’!
T, (X1, ey X0 41) = T1(T, (x%)) = 11 Zx,.”l[d ) +x% 1 ]

4 S 3
i=1

N2 241
oS __ oS
where x”* = (xi )[:1 i=1 >

Define the dual relation between R 1 and itself, with the Euclidean norm, as

1. .. . ! )
is the order statistics of x = (x;) ie,x?’ <x$° <..<x%

+1°

2141
n n
(W,Xx), = Z wixi, V(w,x) e R x R+

i=1
In [1], it is shown that IT,, can be represented as follows:

M, (x) = sup (w,x*) . Vxe R+
we2,

where €2,, is a closed convex subset of

2"+1
Ap=iweR" M w >0,i=1,...2"+1, > wi=1
i=1

Let us introduce I';, as

I, (X) = sup (W,x),, VxeR>TL
we2,

Note that, since T, is translation invariant, it is continuous (using the sup norm) on R2"+1
Given this, and the discussions we had in the previous section, €2, is easily given as follows:

Q, = {w e R+ ‘(w, x), < [ (%), ¥x € R¥'* } .

We now introduce the following mapping from R2'*! to R2H,

dy (X1, X2, ..., Xon 1) = (X1, X1, X2, X2, .0y Xon, Xn, X201 1) .
Notice that
r, (x) =T, (x)

on
=TI ZXIl[I;TIZIT) + xong1 1y

i=1
on

=TI Z(xil[zi—z 2i—1) +xi1[2i—1 2i )) + xonp1 1y

i=1 on+1 7 on+l on+17on+l

= IT(Tt1 (x1, X1, X2, X2, ..., Xon, Xon, X204 1))
=Ty (dy (%)),

therefore I';, = I',11 o d,,. Let us define a mapping from R+ o R+

d" (wl, e w2n+1+1) = (wl + w2, W3 + W4, ..., Wontl_| + Wontl, w2n+1+1) .
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It is very simple to check that

n+1 n
(Wdy (X)), = (d" (W), x), .V (w,x) e RFH1 5 R¥HL

We claim that d" (£2,+1) = 2,, and to see this, observe that

[y (xX) = Fygr (dy (X))

= sup (w,d, (X)) pt1
we, 4

= sup (d” (w),x)n

WeQy 11

= sup (W,X),.
wed" (1)

Introduce A, = f‘n (2,) and

L,(K):= sup (H,K),K € L°,
HeA,

oy o . 1
then it is easy to verify that for all (w, x) € R 1 x R2"+!

w. %), = Ty (W), T, ).
This implies that
L, (T, (x)) =T, (x),Vx € R¥'*1,

Also note that if x € R2"*+! is a non-decreasing sequence, then 7}, (x) is non-decreasing and
thus
Ly (Tp (x)) =Ty (x) =TI(T, (). 3)

Let 7,, (x) € S,, and T,,H (w) € S,+1. It can be easily checked that

(Tosr W), T 00) = (" (W) . x), .
which implies that

Lyt1 (T, X)) = sup (H, T, (X))
HeApti

= sup <Tn+1 w), T, (X)>

WEQ 11

sup (d" (w).x)

WEQy 11

= sup (w,d, (X)),

WEQ 11
= Tyt 0dy (%)
=T (x)
=L, (Tn (x)) .

This shows that

Ly 1 (T, (x)) = Ly (T, (%)) - “
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Let us introduce the mapping from the set of continuous functions, C [0, 1], to S, with

2" L l
1 2 1
E,(K)= E (2"/:1 K(t)dt)l[i{n',z"n) +(2n/zn| K(t)dt)l{l}, K eC[0,1].

i=1 o o

From a probabilistic point of view, this is the conditional expectation with respect to the
sigma-algebra induced by partition {[’2;,,1, 2’7), i=1,..2"1 [22;1 , 1]}. For a continuous
function K, itis clear that £, (K) converges pointwise to K . Now, we introduce the following

function L€ on C [0, 1]

L°(K) = limsup L,, (E, (K)).

First of all, it is clear that min (K) < L¢ (K) < max (K); therefore L€ (K) is a finite number,
which means dom (L¢) = C [0, 1]. Note that any convex function is continuous in the interior
of its domain. Now let us consider a continuous and non-decreasing member K € C [0, 1];
then it is clear that E,, (K) is a non-decreasing member of S,,. Therefore, as discussed earlier,
L (E, (K)) =II1(E, (K)). However, since E, (K) converges pointwise to K, we have that
IM(E, (K)) — II1(K), as n — oo. Therefore, by using (4) and (3),

L (K) = limsup L, (E, (K)) = Ly (Ex (K)) = T1(K). (&)

It can be easily checked that L€ is sub-additive and positive homogeneous of degree 1, that
it is non-decreasing, and that L¢ (K + ¢) = L¢ (K) + c¢. The last-mentioned property easily
results in the continuity of L (note L (K) — L (H) < L (H — K) < L° (|H — K|lx0) =
|H — K|l ,forall K, H e C[O0, 1]). Let C ={K € C[0, 1]|L¢ (K) > 0} and

1 1
A:[MEBV[O,I]NKGC,/ K(t)d,u(t)annd/ du(t):l}.
0 0

Since C [0, 1] € C, then all members of A are non-negative and it is also easy to see that
A is aclosed convex setin BV [0, 1]. Like in the proof of Theorem 2.3 in [10], one can show
that

1
L°(K) = sup/ K @®)du ().
HeEA JO

By using the Alaoglu theorem, we find that the continuity of L€ results in A being
o (BV [0, 1], C [0, 1])-compact.
We now prove the following lemma:

Lemma 1 There exists €y > 0 such that

1
V,ueA,/ du(t) =0. 6)
1—¢p
Proof Let us consider the opposite to be true and prove it by means of contradictions.
Therefore, for any N, there exists uy such that fll_ 1duy (t) > 0. For each N, let us

N

consider a continuous, non-negative, and non-decreasing function / such that supp (Iy) <

1 _ 1 . .
[1- ol 1] and [N|[l—ﬁ,1] = m. Observe that Iy — 0, pointwise as N — o0,
N
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which implies IT (/y) — 0 as N — oo. Since Iy € C [0, 1] is non-decreasing, then by (5)
we have L¢ (Iy) = IT (Iy). This means that L (Iy) — 0 as N — oo. However,

1
L (Iy) = /0 Iy (0 e ()

1

1

z/ ———duy =1,
=gy i1 dun 0

which is a contradiction. ]

Now, we show that each member © € A can be considered as a measure on [0, 1]. First, we
have the following simple lemma:

Lemma2 Forpu € A, let Ay (K) = fol K (t)dp (t). A has the following properties:

(1) Linearity If K1, K> € C[0, 1], and a1, ap are any two real numbers, then A, (o1 Ky +
a2 Ky) = a1 Ay (K1) + a2y (K2).

(2) Non-negativity If K € C [0, 1]and K > 0, then A, (K) > 0.

(3) Continuity If K, is a non-increasing sequence (i.e., Ky > --- > K, > ---) of functions
in L that converges to 0 for all x in [0, 1], then A, (K;) — 0.

Proof The first and the second properties are clear. Note that, when K is continuous, the
integral fol K (t)du (t) can be regarded as the Lebesgue integral for the measure m,, defined
asmy [a,b) = u (b) — p (a) and m, (1) = 0. Therefore, the third property is an easy result
of the dominated convergence theorem. O

Let us now introduce the following Daniell integral (see [22] for instance) on the set, I,
of non-negative functions on [0, 1]: let {K,}°2 | be an arbitrary increasing sequence from
C [0, 1] converging pointwise to K € F, i.e., K, 1 F . Then, the Daniell integral of K is
defined as

D, (K) = li}gn Ay (Ky) .

Daniell has shown that, given the three properties we mentioned in the previous lemma, this
limit is independent of the choice of the sequence. It is important that the value of the Daniell
integral can be +o0, if the limit is not bounded. There is also a Borel measure (&, on [0, 1],
given in intervals as

ila,b) =Dy (llapy) and ({1} = Dy (1),

where
1
D, (K) =/0 K@)dp(t).

If the sequence fol K, (t) du (¢) isbounded above, we say K is integrable. Itis easy to see that
[ inherits all the properties of p such as non-negativity, j [0, 1] = 1, and supp (1) C [0, €¢).
Now, let us consider some K € A with a non-increasing sequence {K,’, }:O:I from C [0, 1]
such that K}, | K on [0, 1 — 2] (we know that such sequence always exists given that K is
bounded on [O, 1- E70]) Then, given that i is non-negative and supp (it) < [0, €9) Viu € A,
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along with the pointwise continuity of o, we have

1 1—¢
sup/0 K (t)dp(t) = sup/o ’ K (t)dp (1)

HEA HEA

1—¢g
< sup/ K, (1)dp (1)
HeA JO

1

= sup/ K, () dn ()
HEA JO

=T (K;) | T (K).

This inequality has two implications. First, K is Daniell integrable for all © € A. Second,

1
sup / KO di @) <o (K). @)
HEAJO

On the other hand, let us assume that {K,}32 | is a sequence in C [0, 1] such that K,, 1+ K
pointwise. Then we have

1 1
sup / K (1)dfi (1) = sup / Ky (0 d () = L (Ky,) = TT(K,) 1 T1(K).
neAJO neAJo

This shows, on all members of A, that

1
Sup/ K@dp@)>T1(K). (®)
neAJo
Finally, (8) and (7) result in (2).

Now, let us assume that o is co-monotone additive and introduce, for any continuous
function K, the set M (K) as follows:

1 1
M(K)=1A€ A‘/ K@) dir(@) = sup/ K@)du@)yg.
0 HEAJO
Since A is non-empty, M (K) is also non-empty. Now, we claim that for two non-decreasing
continuous functions K; and K>, we have M (K| + K») € M (K{) N M (K3). Let us take
A € M (K| + K3); then by using L€ representation

1 1
/ Ky (0)dxr(r) < Sup/ Ky ()dp (@), &)
0 HEAJO
1 1
/ K> (1) dx (1) < Sup/ K> (1) dp (1) (10)
0 HEAJO

and by co-monotonicity of g, we have
1 1 1
/ K> (1) d (1) +/ K (1) di (1) = / (K1 (1) + K2 (1)) dA (1)
0 0 0

1
= SUP/ (K1 (1) + K2 (1)) dp (1)
HEA JO

=TI (K| + K>?)
=TI1(Ky) + I (K>2). (11)
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We can see that (9), (10), and (11) imply that (9) and (10) hold with equality, meaning that 1 €
M (K1) N M (K>). By induction, one can then infer M (K1 + K> +---+ K,;) € M (K1) N
M (K») N ---N M (K,) for any n continuous and non-decreasing functions Ky, --- , Kj,.
This means that, foreveryn € N, M (K1)NM (K>)N---NM (K,) # @. By using the finite
compact intersection lemma, one can deduce that

L K eC[0,1]
¢:= ﬂ {M (£ ‘ K is non-decreasing ] 79
Let us assume A € C. Then for any continuous and non-decreasing function K, we have
INK) = fol K (t) dr. By using the same argument for introducing the Daniell integral

above, one can show that A can induce a measure on [0, 1] such that IT (K) = fol K (t)dx,
for any K € A. This completes the proof of Theorem 1. O

Remark 2 Tt may be questioned why we did not adopt the same approach as in [1] to introduce
the following convex function

LE (K) = [l’[ (K) K €C|[0,1] and K is non-decreasing 7

“+00 0.W.

and used instead its Fenchel-Moreau representation given by

1

L (K) = sup / K (t)dH (1) .
HeAq.JO

The matter of fact is, in this case (or any similar approach), to show that the set A, has

non-negative members, we need to know that, for a continuous and non-decreasing function

K, the sub-gradient d L (K) is non-empty. On the other hand, d L (K) is non-empty if K

is in the interior of the domain:

dom (L) = {K € C0, 1] and K is non-decreasing} .

However, it is not difficult to see that the interior of dom (L°¢) is empty.

The approach we have chosen above allows us to construct an appropriate reduction of IT
to the set of non-decreasing continuous functions, which can be extended to the whole set
CI[0, 1].

Remark 3 1t is known that, for any non-empty set X, the set of all real functions from X to
R, endowed with the pointwise topology, is a topological vector space and each continuous
functional f on this space can be described as f (K) = Z;’Zl a; K (x;), for some n € N,
(ap)}_, € R", and (x;)]_, € X" (see, for instance, [2]). That is why one would guess, in
the first place, that the same might hold for a weakly continuous co-monotone additive risk
measure (which, as we have seen, does not).

Remark 4 Now let us compare our main result, Theorem 1, with a similar representation of
law-invariant coherent risk measures by [18]. A coherent risk measure o is a mapping from
L to R, with properties 1, 2, and 3 of Definition 1, and also with the following one:

4. Sub-additivity: o(X +Y) < o(X) +0(Y),VX,Y € L.

In [18], it is shown that a law-invariant coherent risk measure g that is o (Loo, Ll) lower
semicontinuous can be represented as follows:

1
o(X) = sup/ CVaR, (X)dm (@),
0

meC
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where C is a set of probability measures on [0, 1] and
1 1
CVaR, (X) = 17/ VaR, (X)dt, VX € L*.
—a ),

However, this can be written as a double integral as follows:

1 1
o(X) = sup/ L/ VaR; (X) dtdm (@) .
0o l—a /gy

meC

By changing the variables, one gets

1 1 1 pt
/ 1;/ VaR; (X) dtdm (o) = / / ;VaR, (X)dm (a)dt
0 - Jy 0o Jo l —«

1 ‘
= / VaR, (X) ( / L um (a))dt
0 0o l—«a

1
_ / VR, (X) dn (1)
0

where A, (1) = f(; fos (ﬁdm («v))ds. Note that A, is a non-decreasing function such that
Am (0) =1 =X, (1) = 0. Indeed, from the above, one can have

1 t
Am (1)=/0 VaR; (X) (/0 ﬁa’m(a))dt

Therefore, by abusing the notation and using A, to denote a measure, A, (a, b] = A, (b) —
Am (a) can introduce a measure on [0, 1]. Finally, one can represent a law-invariant coherent
risk measure in the following way:

1
= / CVaR, (X)dm (x) =1.
0 X=1

X=1

1
o(X) = sup/ VaRy (X) dA,, (o).
meC J0

As one can see, this representation is very similar to what is expressed in Theorem 1, except
that all members of C have particular forms represented by A, (f) = fot fos (ﬁdm (a))ds.

References

1. Ahmed, S., Filipovi¢, D., Svindland, G.: A note on natural risk statistics. Oper. Res. Lett. 36(6), 662—-664
(2008)

2. Aliprantis, C.D., Burkinshaw, O.: Locally Solid Riesz Spaces, vol. 76. Academic Press [Harcourt Brace
Jovanovich Publishers], New York (1978)

3. Artzner, P, Delbaen, F., Eber, J.-M., Heath, D.: Coherent measures of risk. Math. Financ. 9(3), 203-228
(1999)

4. Assa, H.: On optimal reinsurance policy with distortion risk measures and premiums. Insur. Math. Econ.
61, 70-75 (2015a)

5. Assa, H.: Risk management under a prudential policy. Decis. Econ. Financ. 38, 1-14 (2015b)

6. Assa, H., Karai, K.M.: Hedging, Pareto optimality, and good deals. J. Optim. Theory Appl. 157(3),
900-917 (2013)

7. Bertsimas, D., Brown, D.B., Caramanis, C.: Theory and applications of robust optimization. SIAM Rev.
53(3), 464-501 (2011)

8. Cai, J., Tan, K.S.: Optimal retention for a stop-loss reinsurance under the VaR and CTE risk measures.
Astin Bull. 37(1), 93-112 (2007)

@ Springer



456 Math Finan Econ (2016) 10:441-456

9. Cai, J., Tan, K.S., Weng, C., Zhang, Y.: Optimal reinsurance under VaR and CTE risk measures. Insur.

Math. Econ. 43(1), 185-196 (2008)

10. Delbaen, F.: Coherent risk measures on general probability spaces. In: Sandmann, K., Schonbucher, P.J.
(eds.) Advances in Finance and Stochastics, pp. 1-37. Springer, Berlin (2002)

11. Denneberg, D.: Non-additive Measure and Integral, Volume 27 of Theory and Decision Library. Series
B: Mathematical and Statistical Methods. Kluwer Academic Publishers Group, Dordrecht (1994)

12. Ekeland, I., Témam, R.: Convex Analysis and Variational Problems. Classics in Applied Mathematics.
Society for Industrial and Applied Mathematics, Philadelphia (1999)

13. Follmer, H., Schied, A.: Robust preferences and convex measures of risk. In: Sandmann, K., Schonbucher,
P.J. (eds.) Advances in Finance and Stochastics, pp. 39-56. Springer, Berlin (2002)

14. Frittelli, M., Rosazza Gianin, E.: Putting order in risk measures. J. Bank. Financ. 26(7), 1473-1486 (2002)

15. Greco, G.H.: Sulla rappresentazione di funzionali mediante integrali. Rendiconti del Seminario Matem-
atico della Universita di Padova 66, 21-42 (1982)

16. Grothendieck, A.: Topological Vector Spaces. New York: Gordon and Breach Science Publishers. (Trans:
From the French by Orlando Chaljub, Notes on Mathematics and its Applications), (1973)

17. Kou, S.,Peng, X., Heyde, C.C.: External risk measures and basel accords. Math. Oper. Res. 38(3),393-417
(2013)

18. Kusuoka, S.: On law invariant coherent risk measures. In: Kusuoka, S., Maruyama, T. (eds.) Advances in
Mathematical Economics, vol. 3, pp. 83-95. Springer, Tokyo (2001)

19. Nakano, Y.: Efficient hedging with coherent risk measure. J. Math. Anal. Appl. 293(1), 345-354 (2004)

20. Quaranta, A.G., Zaffaroni, A.: Robust optimization of conditional value at risk and portfolio selection. J.
Bank. Financ. 32(10), 20462056 (2008)

21. Rockafellar, R.T.: Convex analysis. Princeton Landmarks in Mathematics. Princeton, NJ: Princeton Uni-
versity Press. Reprint of the 1970 original, Princeton Paperbacks, (1997)

22. Royden, H.: Real Analysis. Mathematics and Statistics. Macmillan, London (1988)

23. Rudin, W.: Real and Complex Analysis, 3rd edn. McGraw-Hill Inc, New York (1987)

24. Rudin, W.: Functional Analysis. International Series in Pure and Applied Mathematics, 2nd edn. McGraw-
Hill Inc., New York (1991)

25. Wang, S.S., Young, V.R., Panjer, H.H.: Axiomatic characterization of insurance prices. Insur. Math. Econ.
21(2), 173-183 (1997)

26. Xing, X., Hu, J., Yang, Y.: Robust minimum variance portfolio with l-infinity constraints. J. Bank. Financ.
46, 107-117 (2014)

27. Zymler, S., Rustem, B., Kuhn, D.: Robust portfolio optimization with derivative insurance guarantees.
Eur. J. Oper. Res. 210(2), 410-424 (2011)

@ Springer



	Natural risk measures
	Abstract
	1 Introduction
	2 Preliminaries and definitions
	2.1 Mathematical framework
	2.2 Natural risk measures

	3 Examples of natural risk measures
	4 Dual characterization of natural risk measures
	References




