Appl. Set-Valued Anal. Optim. 3 (2021), No. 3, pp. 355-380
Available online at http://asvao.biemdas.com
https://doi.org/10.23952/asvao.3.2021.3.09

A NEW VIEW ON RISK MEASURES ASSOCIATED WITH ACCEPTANCE SETS

MARCEL MAROHN'*, CHRISTIANE TAMMER?

Faculty of Natural Sciences II, Institute of Mathematics,
Martin Luther University Halle-Wittenberg, Halle (Saale), Germany

Abstract. In this paper, we study the properties of certain risk measures associated with acceptance sets.
These sets describe the regulatory preconditions that have to be fulfilled by financial institutions to pass a
given acceptance test. If the financial position of an institution is not acceptable, the decision maker has
to raise new capital and invest it into a basket of so called eligible assets to change the current position
such that the resulting one corresponds with an element of the acceptance set. Risk measures have been
widely studied in the literature. The risk measure that is considered here determines the minimal costs
of making a financial position acceptable. In the literature, monetary risk measures are often defined as
translation invariant functions and, thus, there is an equivalent formulation as the Gerstewitz-Functional,
which is an useful tool for separation and scalarization in multiobjective optimization in the non-convex
case. In our paper, we study properties of the sublevel sets, strict sublevel sets, and level lines of a risk
measure defined on a linear space. Furthermore, we discuss the finiteness of the risk measure and relax
the closedness assumptions.
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Scalarization Methods.

1. INTRODUCTION

Scalarization and separation of sets are important topics for many fields of research in mathe-
matics and mathematical economics like multiobjective optimization, risk theory, optimization
under uncertainty and financial mathematics. For a given real vector space 2" over R, nonlinear
translation invariant functionals ¢, g : 2" — RU{—co} U {40} are considered with

Oy k(X):=inf{t e R| X €tK+ o/} (1.1)

where @ # o/ C 2" and K € 2°\{0} such that &/ — RyK C /. Functionals given by (1.1)
are used by Gerstewitz in [1] for deriving separation theorems for not necessarily convex sets
as separating functional and as scalarization functional of vector optimization problems. For-
mulations of ¢, g convenient in risk theory are subject of this paper. Relationships between
coherent risk measures and the functional (1.1) are studied by Artzner et al. [2] and Jaschke,
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Kiichler [3] (see also [4, 5, 6, 7] and the references therein). For a given acceptance set <7 in
the space of financial positions 2, we consider the functional

X 3X Py yaX):=inf{n(2)|Ze M X+7 € o} (1.2)

following Farkas et al. [8] and Baes et al. [9], where m: .# — R is a pricing functional
defined on a set of allowed movements .# C 2" by which an investor can change the current
financial position X. The functional (1.2) is a risk measure describing the costs for satisfying
regulatory preconditions. It is a generalization of (1.1) through the simultaneous allowance of a
set of directions instead of one fixed direction K € 2~ and the valuation of the movements by a
general functional w. However, in the so called Reduction Lemma in [8], Farkas et al. showed
that p./ 4 » can be reduced to a functional from type (1.1). It is shown that this class of
functionals from (1.1) coincides with the class of translation invariant functions and, thus, such
functionals are employed as coherent risk measures in risk theory (see [2]), since translation
invariance is a basic property of risk measures.

Considering risk measures with respect to acceptance sets is from special interest in financial
mathematics. Since the financial crisis revealed many deficits in risk taking and management of
financial institutions, regulation acquired intensively greater importance in recent years, leading
to restrictions for business activities like minimum capital requirements for credit risk of banks;
see, e.g., Basel III preconditions in [10] and [11]. That leads to partly massive restrictions of
possible investment stategies and to reduced gains by a risk-return trade-off; see. e.g., [12].
Thus, finding optimal portfolios under given regulatory acceptance conditions is essential for
the survive of an institution. In [13], we followed Baes et al. [9] and considered a portfolio
optimization problem with the aim of fulfill regulatory preconditions (we also say “reaching
acceptability” because they are described by an acceptance set .<7) under minimal costs for
closed acceptance sets.

The paper is organized as follows. After a short overview about the needed mathematical
background, we describe the basic financial model, which we consider in Sections 3 and 4.
This includes the vector space of financial positions 2, the set of eligible payoffs .Z C 2" and
the linear pricing functional 7: .# — R. Here, we give a definition for acceptance sets .o/ C 2~
by Baes et al. in [9], but we do not additionally assume closedness. Moreover, we state some
very important examples from a practical point of view. Afterwards, we study properties of the
risk measure po;  x in Section 5.

2. PRELIMINARIES

In this article, certain standard notions and terminology are used. Let 2" be a vector space
over R. The extended set of real numbers is denoted by R := R U {—oo, +oo}, the set of non-
negative real numbers by R , the set of positive real numbers by R+, and the set of non-positive
real numbers by R_. Consider subsets </, B C 2. Then,

A+ B.={X+Y|XedYcRB}

is the Minkowksi sum of <7 and Z. For simplicity, we replace {X} + </ by X + .o/ for the sum
of a set &7 and a single element X € 2". We set

Ao ={AX | X € &/} with A € R,
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which leads for the Minkowski sum of .7 and — % to
o —B={X-Y|XedYecRH}
The cardinality of <7 is denoted by |<7|. <7 is star-shaped (around 0) if
VX e/ VA e€[0,1]: AXe .

and <7 is convex if

VX, Ye o VA €[0,1]: AX+(1-A)Y € .
It is obvious that .¢7 is star-shaped if it is convex and O € .o/. A nonempty set .o/ is called a cone
if

VXed VA>0: AX € .

Let € C 2 beacone. Then, ¥ is star-shaped. Furthermore, % is said to be proper or nontrivial
if {0} C € # 2. We call € pointed if € N (—%) = {0} and reproducing it € — ¢ = 2. For
each cone € holds

% convex <— EC+€CE.
A cone from special interest is the recession cone of a subset &7 C 2, i.e.,
rec/ ={XeZ|Y+AX € forallY € &/, A € R }.

Definition 2.1 (see Gutiérrez et al. [14]). Let 2 be a vector space over R, &/ C 2 and
K € 2 \{0}. The K-directional closure of </ is given by

clg()={XeZ |VAeR, IR, witht <A and X —tK € &/ }.
</ is said to be K-directionally closed if o/ = cl (7). The K-directional interior of < is given
by
intg():={XecZ|IAeRVI€[0,A]: X +tK € o}
and the K-directional boundary of <7 is
bdg (&) :=clg () \int g ().
The following properties will be useful and are collected from [15].

Lemma 2.1 (see Tammer and Weidner [15, Lemma 2.3.24]). Let 2 be a vector space over R,
o C X and K € Z°\{0}. Then,

() ={XeZ |Ftn)pen CRL:1, }OVREN: X —1,K € o/ }.

Lemma 2.2 (see Tammer and Weidner [15, Lemma 2.3.26 and 2.3.42, Prop. 2.3.48 and 2.3.49]).
Let 2 be a vector space over R, of C 2" and K € 2 \{0}. Then, the following holds:
(i) o Cclg()C o +R,K,
(11) CIK(CIK(%)) = CIK(,Q{),
(iii) clg (/) — R K =clg(/ — R, K) =clg(/ —R-K),
(iv) o —R-K =clg(e/) —R-K = intg(o/ — RoK) = int g (o — R, K).



358 M. MAROHN, C. TAMMER

Lemma 2.3 (see Tammer and Weidner [15, Prop. 2.3.29 and 2.3.53]). Let 2" be a vector space
overR, o C Z and K € Z'\{0}. Suppose K € —rec (7). Then, the following holds:
() clg()={Xe Z | X-R.KC o},
(i) intg(F)={X e |FHeR. : X+1K e o} = —R.K,
(iii) bdg (o) ={X e Z |Vt eR. : X +tK ¢ o/ and X —tK € o/ }.

Now, we suppose that (27, T) is a topological vector space over R. Note that we just write
Z for (Z',7) if T is obvious or not from interest. Elements of 7 are called open sets and
elements of .27\ 7 are called closed. If {0} is closed, 2 is called Hausdorff. We say that 2" is
locally convex if it exists {%; }icr C T of 0 such that the sets %; are convex. For &7 C 2", cl (/)
denotes the closure, bd (<) the boundary and int (<) the interior of <. The following lemma
gives a connection between topological and directional properties of .7

Lemma 2.4 (see Tammer and Weidner [15, Prop. 2.3.54 and 2.3.55]). Let 2" be a topological
vector space over R, o7 C 2 and K € Z\{0}. Then, the following holds:
(i) el () C el (),
(ii) int (&) Cintg (o) C o,
(i) bd x(.7) C bd (7).

We call (X, ||-||) a normed vector space, where 2 is a vector space (here assumed to be) over
R and ||-|| denotes a norm on 2, i.e., amap ||| : Z~ — R such that for every X,Y € 2" and
o € R the following holds: (i) ||X|| =0= X =0, (ii) ||aX|| = |o]||X|| and (iii) the triangle
inequality || X + Y| < || X||+||Y]]. We write just 2 for (2", ||-||) if the norm is obvious or not
from interest. A sequence (Xi)ren C 2 is said to converge in 2 to the limit X € 2 (and
we write X; — X for k — +o0) if kngrrl | X —X|| = 0. We say that (27, ||-||) is complete if

each Cauchy sequence has a limit in 2". A complete normed vector space is called a Banach
space. The set B,(Z) :={W € 2| ||[W —Z|| < r} denotes the closed ball with center Z € .2
and radius r > 0.

Example 2.1. There are many possible choices for 2" in the modeling process. Since we
will deal with random variables describing payoffs of assets or portfolios and financial risk
measures, there are some widely used and suitable spaces; see, e.g., Liebrich and Svindland
[16]. For measure spaces 2~ = (Q,.%, 1), we consider probability measures P: .% — [0, 1] on
a sigma-algebra .# C 22(Q) with state space Q instead of general measures y: .#% — R. One
possibility for the choice of 2" is the space of bounded random variables

B(Q,F,P)={X: Q=R | |X(w)| < oo forall o € Q}.

If we consider the norm ||X||, = sup |X(w)|, then (#(Q,.#,P),||-||5) is a Banach space.
weQ

Moreover, one can consider .Z?-spaces: If we identify X =Y if and only if P(X #Y) = 0, then
the Z’P-space consists for p € [1,+o0) of real-valued p-integrable functions on a measure space
(Q,.7,u). Hence, the space of p-integrable random variables is denoted by £7(Q,.7 P)
for 1 < p < +oo and is given by Z7(Q, #,P) = {X: Q = R|||X|| op < +oo} with ||X]| op =

(E(|X]”))% = (Jo|X|? d]P’)%. To extend the definition to the case p = 4o, we set
L9, F,P) = {X: Q> RI[X] 4 < +oo}
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with [|X|| = = inf{C > 0| |X(w)| < C P-as.} and call £*(Q,.#,P) the space of essential
bounded random variables. As before, if the parameters Q, .% and IP do not matter or are clear,
we just write 7. The spaces (-Z7, ||-|| &) and (£, ||-|| &) are Banach spaces, since almost-
sure identical random variables are identified. Furthermore, .7 C £ for 1 < p < g < +o
because of P(Q) < oo,

Consider a map f: 2~ — R where .2 is a vector space over R. Then,
domf:={X € 2 | f(X) < 4o}
is the domain of f and
epif :={(X,t) € Z xR | f(X) <t}

the epigraph of f. We call f: 2~ — R proper if domf # @ and f(X) > —coforall X € 2. If
epif is convex, then f is said to be convex. f is said to be linear if

VX, Y e Z VA, ueR: fAX+uY)=Af(X)+ufy).
The kernel or null space of a linear map f is the subspace
kerf:={X € Z | f(X) =0}.

We call

levy_(a)={XecZ|f(X)=a}
level line,

levi<(a) ={XeZ|fX)<a}
sublevel set and

levy () ={XecZ|f(X)<a}

strict sublevel set of f to the level & € R. For short, we denote each of the setslev s —(),lev ¢ < ()
and lev s () level set.

Now, we suppose that .2~ is a topological vector space over R. f is called lower semicontin-
uous if epif is closed. The set

2" ={¢o: & — R | ¢ linear and continuous}

denotes the fopological dual space. If 2" is a locally convex Hausdorff space with 2~ # {0},
there is some non-trivial linear continuous functional, i.e., 2™* # {0}. Equivalently,

VX e Z\{0}3pe 27" o(X) > 0.

Consequently, for given X, Y € 2" with X # Y, there exists ¢ € 27* with @(X) # @(Y).

In vector optimization and other applications it is necessary to compare elements X,Y € 2.
Hence, let Z C 2" x 2 be abinary relation on .2~ and we set XZY equivalently for (X,Y) € Z,
compare [17] for standard terminology and examples. For our purposes we remember that % is
a partial order if it is reflexive, antisymmetric and transitive. 2~ is said to be partially ordered
by Z if #Z is a partial order on .2 . In the following, we write < for Z.

Cones in 2" are suitable for describing binary relations on 2~ and, especially, partial orders.
The following theorem specifies that:
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Theorem 2.1 (see [17], Theorem 2.1.13). Let 2" be a vector space over R, < a reflexive binary
relation on 2" that is compatible with the linear structure of 2 and € C 2 a cone.

(1) Consider
<g={X,Y)EX XX |Y-X€F}. (2.1)

Then, < is a binary relation on 2, too, and fulfills the following properties:
(a) <g is reflexive and compatible with the linear structure of 2,
(b) <g is transitive < € is convex,
(c) < is antisymmetric < € is pointed.
(ii) Consider €< :={X € 2" |0 < X}. Then, < is a cone such that, for all XY € Z,

X<Y <= XS(%S)Y.

By Theorem 2.1, <¢ from (2.1) is a partial order if and only if 4 C 2" is a convex, pointed
cone. Thus, we call a convex, pointed cone ¢ an ordering cone. The corresponding partial
order <¢ is given by

VX,YeZ : X<gY <—=Y-Xc¥. (2.2)
For example, if 2" is partially ordered by <, the natural ordering cone in 2" is the positive cone
2y ={XeZ|0<X} (2.3)

and the corresponding partial order is simplified denoted < instead < 5- . Every element X € .2
is called positive. One example for < is the component-wise ordering on 2~ = R".

3. THE FINANCIAL MARKET

Our basic market model refers to Baes et al. [9] and Farkas, Koch-Medina, Munari [8].
We consider an one-period-model of a financial market, where an investor choices his or her
portfolio at the time ¢+ = 0, which results in a capital position with some (in general) random
payoff at the future time ¢ = 1. In this section, we present this model in more detail.

Throughout this paper, we consider a real vector space 2 called the space of capital posi-
tions, usually a space of random variables. Furthermore, let 2 be the set of possible states in
t=1,.% be ac-Algebraon Q and P: . — [0, 1] a probability measure. While Baes et al. [9]
assume a locally convex Hausdorff topological vector space over R fulfilling the first axiom of
countability and Farkas et al. [8] assume a topological vector space over R, we suppose a real
vector space 2, which we only extend to be equipped with a topology and further properties
where necessary. Sometimes we speak of financial positions instead of capital positions X € 2.
Nevertheless, X is the capital of an investor in the future time t = 1 and is given by the residuum
of assets and liabilities, i.e., positive outcomes are gains and negative outcomes are losses. 2~
is typically chosen as a space like .27 with 1 < p < 4-o0; see Example 2.1. In some situations,
we consider a finite set Q = (@y,...,®,), i.e., vectors X € R" with X; = X (@) (k=1,...,n).
For each event & € %, we set

XeABP—-as. = PXeB)=P{ocQ|X(w)ecAB}) =1,
where “a.s.” means “almost surely”. If X,Y € 2 are random variables, we write X =Y and

X #Yifandonly if P(X =Y) =1 and P(X =Y) =0, respectively. Note that .2 could be any
normed vector space. Furthermore, we suppose 2" to be partially ordered by the pointed convex
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cone 2. The cone is represented by the order relation < as given in (2.3). If we consider a
space of random variables, e.g. 2" = _Z7(Q,.%#,P), we understand 0 < X in the sense of P-a.s.

In the following, the superscript 7 always denotes transposed vectors. As mentioned in the
beginning, an investor can invest into a finite set .7 of eligible assets

St =(sh,s)T, ie{0,1,...,N} (3.1)

with N € Nin time ¢ = 0. Here, Sf) € R denotes the price in ¢ = 0 for one unit of the liquid asset
and S’i € Z denotes the (in general random) payoff in # = 1 for each unit. We set

SO=(1,(1+n1g)" = (1,147, (3.2)

SO describes a secure investment opportunity with interest rate » € R... Secure means that the
payoff is a constant. For every constant random variable X = c¢- 1g, i.e., P(X = ¢) = 1, with
¢ € R arbitrary, we just write X = c. For a collection of all prices or payoffs, respectively, we
set

Si=(8%,8],....s",  je{o,1}. (3.3)

Remark 3.1. The secure asset S” is not directly assumed by Baes et al. in [9] or Farkas et al.
in [8], but makes sense for economical reasons. The existence of such an asset is typical for
the most common models in modern financial economics like the Capital Asset Pricing Model
(CAPM), which is one of the most known and used equilibrium asset pricing models in theory
and practice; see, e.g., Sharpe [18], Lintner [19] and Mossin [20]. The CAPM outlines the
relationship between risk and expected return of an asset. Like originally shown by Sharpe in
[21], the firm-specific risks can be diversified, but not the systematic risk (market risk), which is
an assumption that seems to be verified regarding the recent Corona-crisis, as seen for example
in March 2020 when all global stock markets fell around 30 % - 40 % in regard to the beginning
of the year due to the pandemic. Consequently, only the systemic risk is rewarded with a risk
premium, which the CAPM and generalizations of it also retain; see, e.g., [22].

The secure investment opportunity could be a central bank account or a U.S. treasury bond.
We suppose for convenience no interest payments, i.e., r = 0, which, of course, is a major
simplification as well as that there is only one secure alternative which is especially independent
from the time horizon. Moreover, it is well known that > 0 is not always true in practice. For
instance, European banks are penalized by r = —0.4%, called deposit facility, since March 2016
if they park money at the European Central Bank (ECB) instead of invest or lend it [23]. Thus,
the bank pays money for lending it the ECB. This phenomen does not only concern banks: it
is also challenging for assurances. These have to invest money into theoretical secure assets
like government bonds by law, but that bonds partly have negative effective interest rates, too,
see for example the yields of German government bonds on the 2nd August 2019, which were
negative for every maturity.

There has been many research concerning the case of one eligible asset (also, how to choose
it); see, e.g., Farkas et al. for a defaultable bond 2" = Z(Q) in [24] and [25]. Other spaces
have been studied, too; see, e.g., Kaina and Riischendorf in [26] for 2~ = £ or Cheridito and
Li in [27] for Orlicz spaces. The actions a decision maker can take into account are described
by suitable portfolios of the assets S'. The subspace

M =span (1,8],....8) (3.4)
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of 2 spanned by the secure payoff and S’i with i = 1,... N is called space of the eligible
payoffs. We assume linear independent eligible payoffs. Consequently,

1 < dim(.#) < +oo. (3.5)

Every Z € . describes the random payoff related to a portfolio of those eligible assets. To
ensure S(l) =1e.# C Z forcases like 2= £LP(Q,F, 1), we have to assume a finite measure
space, i.e., L(Q) < +oo, which is guaranteed here by a probability measure =P, i.e., P(Q) =1
for arbitrary Q. If 2" is a topological vector space, then .# is equipped with the relative
topology induced by 2~ which is normable through dim.# < +-co. In the following, the fixed
norm in .# for topological vector spaces 2" is given by ||-||.

As we consider a financial market, we make the following typical assumptions:

Assumption 3.1. For .# being the subspace of 2" given by (3.4), the Law of One Price holds,
i.e., for all Z € ./ there exists ¢ € R such that

Vx e RV withZz=8Tx: Slx=c (3.6)

with S; given by (3.3) for j € {0,1}. Furthermore, the no-arbitrage principle is fulfilled, i.e.,
there is no arbitrage opportunity (in the sense of Irle [28, Def. 1.10]; see Remark 3.2). Espe-
cially, for all x € R¥*! with payoff Z = SlTx, it holds that

(SETx<OANZ>0P—as) = Six=0=P(Z>0). (3.7)

Remark 3.2. The no-arbitrage principle in Assumption 3.1 uses the arbitrage terminology from
Irle [28, Def. 1.10], where an arbitrage opportunity is defined as x € RV*! with

STx<0APSTx>0)=1 anditholds Six<0 VvV P(STx>0)>0.

Irle notes in [28, Anmerkung 1.11] that an one-period-model is arbitrage-free if there is no
arbitrage opportunity with Sg x = 0. In the definition of arbitrage by Follmer and Schied in [29,
Def. 1.2], the case Sg x < 0 1s not included.

Nevertheless, we consider two types of arbitrage here, namely free lunch, i.e., Sg x <0, and
free lottery (or money machine), i.e., P(STx > 0) > 0 (see [30]). An illustrative introduction to
the arbitrage principle and mathematical studies for especially derivative assets can be found
in [31] and a bride more general mathematical introduction in [32]. In [33] and [22], the eco-
nomical background is presented, especially the distinction between arbitrage, hedging and
speculation, and its role in capital market theory. The arbitrage in the explicit example of Japan
is studied in [34].

Portfolios x = (xg,x1,...,xy)" € R¥*! with the same payoff have the same initial price by
Law of One Price, which, especially, leads to a unique price for every eligible payoff Z € .Z .
Following Baes et al. [9], we define a pricing functional n: .# — R (with .# given by (3.4))
as

n(Z):=Stx forallx e RV . z=sTx (3.8)

Of course, 7 is a linear operator. If 2" is a topological vector space, then 7 is also continuous,
since dim.# < +oc0. An important property is the monotonicity of 7. In contrast to [13], where
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the absence of good deals was required, we show that 7 is always monotonically increasing,
1.e.,

YZ\,Z, e M. Zp—7,€ X, — 71'(21) < 717(22). (3.9

Lemma 3.1. Let Assumption 3.1 be fulfilled. Then, the pricing functional ©: .# — R from
(3.8) is monotonically increasing on M (see (3.9)).

Proof. Let Z,,Z, € M with Z, — 7, € %+ and Z; 7& 7> P-as., i.e., ]P)(Zz -7 > O) =1.1If
n(Zy) < n(Zy),i.e., n(Z, —Z;) < 0 holds, then Z, — Z) € . is a free lunch - arbitrage as men-
tioned in Remark 3.2, which contradicts the no-arbitrage-principle in Assumption 3.1. Thus,
n(Zp) > m(Z;) must hold. O

Remark 3.3. The Law of One Price in Assumption 1 secures that 7 is well-defined while the
no-arbitrage principle implies monotonicity of 7, as seen in the proof of Lemma 3.1. Especially,
if there exist no arbitrage opportunities, then kerm N .27y = {0} and, thus, we have w(Z) > 0
for all Z € (.# N Z5)\{0} by monotonicity of . Conversely, monotonicity of 7 does not
imply that the no-arbitrage-principle is fulfilled, e.g. if 2" = R?> = .# and 7(Z) = Z, since
kermN 2L =Ry x{0}.

All eligible assets with the same price m € R are summarized by
m:={Ze M |n(Z)=m}. (3.10)

If there are Z;,Z, € .# with Z, — Z, € 27 and Z| # Z,, then .# N 2y # {0}. Especially, we
can consider Z; = 0. As in [9], we assume the existence of U € .# N 2 with strict positive
price, i.e., 25 NU,~0 Tm # . Since 7 is a linear functional, we can simplified assume 7(U) =
1.

Assumption 3.2. For .# being the subspace of 2~ given by (3.4) and 7 defined by (3.8), there
exists some positive payoff U € .# N 2, with t(U) = 1.

Note that the Law of One Price from Assumption 3.1 is automatically fulfilled by Assumption
3.2 because the existence of 7 is required in Assumption 3.2.

Remark 3.4. Since 1 € .#, we can set U = S(l) = 1. In general, m = m- S(l) € ./ for constant
m € R because spanS¥ =R C .. Indeed, since S° = (1, 1), we have

am)=m-7(S=m-SQ=m-1=m.
Note that we will work with arbitrary U € .# N 2’y in the following instead of fixing U = 1 for

application of our results to models in other research where 1 € . is not assumed.

As observed in [8] for a topological vector space 2", and proved in [13], we can rewrite (3.10)
by Assumption 3.2 for .2 being a vector space, since no topological properties are required in
the proof:

Lemma 3.2 (see [8]). Let Assumption 3.2 be fulfilled. Accordingly to Assumption 3.2, we
consider an arbitrarily chosen element U € .4 N 24 with t1(U) = 1 and m € R. Then, m,, =
m-U +ker 7 for m,, given by (3.10).

Remark 3.5. It can be shown for 7(U) € R\{0} arbitrary that 7,, coincides with ﬁu) -U+kerrm
for every m € R; see [8].
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Remark 3.6. The kernel of 7 will be very important for our results. By Rank-Nullity Theorem,
dim(.#) = dim(ker 7) + dim(Im(7))

holds and, thus, dim(ker 7) = dim(.#') — 1, since Im(7r) = R for & # O (this is excluded by ex-
istence of U in Assumption 3.2). Consequently, ker 7 # {0} because dim(.#') > 1 is supposed
by (3.5).

4. RISK ASSOCIATED WITH REGULATORY CONSTRAINTS

Let 2 be a vector space above R, . C 2 the space of eligible payoffs S’ from (3.4)
fulfilling (3.5) and w: .# — R a pricing functional given by (3.8). The so called acceptance set
specifies those positions which are allowed to be occupied. The decision maker has to decide
which actions can be undertaken to modify the current financial position such that the new one
is acceptable if the current one is not. On the other hand, if the current position is already
acceptable, the decision maker could set money free while the position is remaining acceptable
and the money could be used otherwise. A suitable set for describing all capital positions
X € 2 being acceptable capitalized with respect to regulatory constraints can be defined in the
following way (see Baes et al. [9] and Artzner et al. [2]):

Definition 4.1. Let .2 be a vector space over R. A set .o/ C 2 is called acceptance set if the
following conditions hold:
(i) 0.,
(ii) & C 2 (proper),
(i) &+ 2, C o, ie,forall X € o7, Y € X+ 27 implies Y € &/ (monotonicity).

Now, after we completed our financial setting, we consider the financial model (FM) in the
space of capital positions .2~ with the probability space (Q,.7,P) (see Section 3) throughout
the paper:

(FM): S'cRx 2 (i=0,1,...,N) is the i-th eligible asset from (3.1)
with S° being the secure investment opportunity from (3.2),
A is the subspace of 2~ given by (3.4) fulfilling (3.5),
n: # — R is the pricing functional given by (3.8),
o/ C 2 is an acceptance set according to Definition 4.1

and Assumption 3.1 is fulfilled.

Remark 4.1. Acceptance sets are nonempty by (i). Note that (i) and (iii) in Definition 4.1 pro-
vide 27, C o and, especially, m- 1 € o forallm € Ry. ForU € .# N % as in Assumption
3.2, we obtain by (iii) &/ + R, U C &7, i.e., U € rec o/. More precisely, we have

Furthermore, we get U € o7 by (i) and (4.1).

The definition is motivated by Baes et al. [9], but we do not assume 27 to be closed, in
general.
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Remark 4.2. All properties of the risk measure that we are studying in Section 5 can be shown
without any assumption with respect to the closedness of .«7. In [8], only @ # &/ C 2" and
o + Z+ C o are required by an acceptance set (which is called a capital adequacy test there)
and (7, # ,m) is called risk measurement regime. Farkas et al. argue that their stated properties
can be united with expectations from nontrivial capital adequacy tests. That means, especially,
that positions are automatically acceptable if they dominate any acceptable position. Baes et al.
observe in [9] that their requirements with additionally assumption 0 € .o/ and closedness of &7
are widely assumed in practice. By 0 € &7, it is acceptable if a financial position is constant
zero. This property can be easily reached for other acceptance sets by translation. Note that
convexity of .7 is often required in other frameworks, but some essential acceptance sets do not
fulfill this, see the following example. Further terminology was introduced by several authors,
like convex acceptance sets by Follmer and Schied in [35] and Frittelli and Rosazza Gianin in
[36] for o being convex, conic acceptance set by Farkas et al. in [8] for <7 being a cone and
coherent acceptance sets by Artzner et al. in [2] for .o/ being a convex cone.

Acceptance sets are mostly given by risk measures in practice. An axiomatic approach to
define (coherent) risk measures is introduced by Artzner et al. in [2] and generalized to convex
risk measures by Follmer and Schied in [35] and Frittelli and Rosazza Gianin in [36]:

Definition 4.2 (see [2, 35, 36]). Let 2" be a real vector space. A functional p: 2 — R is
called (monetary) risk measure if the following conditions hold:

D) VX, Ye 2 :Y—-XeZL=p(Y)<p(X) (monotonicity),

(i) Vm e R,VX € 27 : p(X +m) = p(X) — m (translation invariance).

A (monetary) risk measure p is called convex risk measure if it fulfills additionally
VX, Y € ZZVA€[0,1]: pAX+(1—-2)Y) <Ap(X)+(1—2A)p(Y). 4.2)

p is called coherent risk measure if it is a convex risk measure fulfilling the following property
of positive homogeneity:

VXe VA eRy: p(AX)=Ap(X). 4.3)

Remark 4.3. In Definition 4.2, the property translation invariance is also known as cash invari-
ance. It is important to mention that we consider functionals from 2 into the space of extended
real values R = RU {+oo} U{—o0} with the properties (i) and (ii) in Definition 4.2. Further-
more, there are different definitions of risk measures in the literature. While some authors define
a risk measure as any map p: 2 — R (see Artzner et al. [2, Def. 2.1]), i.e., an arbitrary map
with overall finiteness, other authors define risk measures as a map p: 2 — R with the prop-
erties in Definition 4.2 (see Follmer and Schied [29, Def. 4.1]) orasamap p: 2" — RU{+eo}
with the properties in Definition 4.2, but assume p(0) € R (see Follmer and Schied [37, Def.
2.1]) additionally to the required properties in our more general definition. Note that p(0) = 0
for positive homogeneous risk measures (see (4.3)) since, VA € R4, p(0) =p(1-0) = Ap(0)
holds.

Convex risk measures are important because only these take diversification into account.
More exactly, diversification means that the decision maker invests a portion A € [0,1] into a
possible strategy or investment opportunity with output X € 2 and the remaining part into
another one with output Y € Z". The convexity of the risk measure (see (4.2)) implies that
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diversification should not increase the risk, which can be expressed by the (for monetary risk
measures as given by Definition 4.2) equivalent condition of quasi-convexity (see [38]), i.e.,

VXY € VA €[0,1]: p(AX+(1—A)Y) <max{p(X),p(¥)}.

As mentioned in Example 2.1, typical spaces of capital positions are .£’7-space, especially with
1 < p < Ho0; see, e.g., [36] and [35]. Biagini and Frittelli showed in [39] that there are no finite
convex risk measures for 2" = .2 with 0 < p < 1 which are not constant.

Example 4.1 (see Follmer, Schied [29] and Baes et al. [9]). Let (Q,.%,P) be a probability
space. Consider some confidence level « € (0, 1). Furthermore, let p: 2~ — R be a (monetary)
risk measure with p(0) < 0. Then, &, := {X € 2" | p(X) < 0} is an acceptance set. <7, is
closed if p is a coherent risk measure because in that case p is continuous and .27, is the pre-
image of R_; see Artzner et al. [2], Prop. 2.2. Furthermore, p is also continuous and, thus,
ap closed if (2Z7,]-||) is a Banach lattice, e.g. Z7 with ||-|| o, or £* with |[|-|| &=, and p is
finite, i.e.,, p: 2" — R; see [16]. 7, is convex (a cone) if and only if p is convex (positively
homogeneous); see [29], Prop. 4.6. Thus, p is a coherent risk measure if and only if 27, is a
convex cone.

In the following, X € 2" describes a random payoff with a return distribution. An example
for a risk measure is the Value-at-Risk of X € 2 at the level o, which is given by

VaR o(X) :=inf{m e R|P(X +m < 0) < a},

see [29, Def. 4.45]. It can be interpreted as the smallest amount of capital that has to be
added to the financial position X to reach a probability of a loss that is not higher than o.
The corresponding acceptance set .2#y,r , is a cone, since VaR 4 is a positively homogeneous
(monetary) risk measure. Therefore, @AzR ,, is a conic acceptance set (see [29]), which does not
have to be convex, since VaR  is not convex.

Another example for p is the Average-Value-at-Risk of X € Z~ at the level o (also known as
Conditional-Value-at-Risk or Expected Shortfall; see [29]), which is given by

AVAR 4 (X) := é / " VaR (X) ds, (4.4)
0

see [29, Def. 4.48] and [40]. The corresponding acceptance set /avqr ,, 1S a closed, convex cone
and, therefore, a coherent acceptance set, since AVaR ( is a positively homogeneous, quasi-
convex (monetary) risk measure (see [29, Theorem 4.52]). Note that, as mentioned before
Example 4.1, quasi-convex risk measures are also convex. Consequently, quasi-convex risk
measures are coherent risk measures if they are positive homogeneous.

In general, institution do not have to fulfill just one regulatory precondition. If the single
preconditions are described by acceptance sets <7, j = 1,...,m, then, obviously,

JZ{reg = ﬂ @{j
Jj=1

is an acceptance set, too.
A typical assumption in financial mathematics is that it can not be found a good deal:

Assumption 4.1 (absence of good deals). Consider (FM). It holds 7(Z) > 0O for all payoffs
Z e (o nN#)\{0}.
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The following lemma gives a characterization for the absence of good deals. Baes et al.
derived the following result in [9, Prop. 2.6 (ii1)] for closed acceptance sets in a locally convex
Hausdorff topological vector space above R fulfilling the first axiom of countability. However,
it is possible to show a corresponding result for our setting, as well.

Lemma 4.1. Consider (FM). Let Assumption 3.2 be fulfilled and
dN(-RU)=92 4.5)

withU € /4 N2y being the payoff according to Assumption 3.2. Then, the following conditions
are equivalent:

(i) Az € (7 N.#)\{0} : n(Z) <0,

(ii) o/ Nkerm = {0}.

An example that the equivalence in Lemma 4.1 does not hold if (4.5) is not fulfilled can be
found in [9, Example 2.9].

Remark 4.4. In Lemma 4.1, (i) = (ii) holds even if (4.5) is not fulfilled. Sufficient conditions
for (4.5) are also observed by Baes et al. in [9], Prop. 2.6, namely &/ N (—</) = {0} and
o/ N(—Z7) ={0}. Note that, although &7 is assumed to be closed in [9], the closedness is not
used in the proof there. Consequently, the result holds in our setting, as well.

To pass an acceptability test given by .27, the decision maker is obviously interested in the
minimal capital amount that has to be raised and invested into the assets S, i =0, 1,...,N from
(3.1) to reach a new capital position X 0 ¢ o/. Hence, following [8] and [9], we consider the
nonlinear functional p/  n: & — R with arbitrary subset &/ C 2" and subspace .# C 2
given by

por2(X) i =inf{n(Z) | ZE M X+ZE Y. (4.6)

Functionals from type (4.6) were studied and called capital requirement in [6] and [7]. In a
similiar financial setting as here with .o/ being an acceptance set and .# defined as in (3.4), the
functional (4.6) was studied by Farkas et al. in [8] and by Baes et al. in [9], where p /. ///ﬁ(X )
describes the capital requirement for the situation we mentioned at the beginning. We call
Po .u x the risk measure on 2 associated to </ and .# . Note that there is no probability
measure necessary for defining p,, » 7. In the case of py z z(X) <0, the current capital
position X can be changed under setting money free to reach acceptability which does not mean
that X is already acceptable (even if p, » z(X) =0), i.e.,

Powx(X)<0 =~ Xed,
see [13, Remark 4.4]. On the other hand,

Xed = pg.urzX)<0
because 0 € .# and w(0) = 0.

5. PROPERTIES OF THE RISK MEASURE P/ _z 1

In this section, we study p./ 4 r given by (4.6) with respect to (FM) in more detail. First,
we recall a result by Farkas et al. [8] (a proof can be found in [13]) that p.; ,  is monotone
and translation invariant, i.e., a risk measure, indeed (see Definition 4.2). Although Farkas et
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al. [8] worked in a topological vector space, the result also works for vector spaces, since no
topological properties are used in the proof.

Lemma 5.1 (see Farlgls et al. [8, Lemma 2.8]). Consider (FM). Let Assumption 3.2 be fulfilled
and Py 2 & — R be the functional given by (4.6). Then, the following holds:

) p&{’///ﬂ(X) > de//’ﬂ(Y)for all XY € Z withY e X+ 27,
() Pttt x(X+2Z) =Pyt 2(X) = 7(Z) forall X € 2, Z € M,

Remark 5.1. Property (i) means that p,, , r is monotone while (ii) is also known as cash
invariance or translation invariance and has important consequences. Let X € 2 arbitrary and
U e .#N2Z, given as in Assumption 3.2. By (ii), we have especially

Pttt a(X+mU) = pos gy n(X) —m
for all m € R. Thus,

p%,///,ﬂ(X“f‘pg{’j/ﬂ-(X)U) =0.

If o7 fulfills (4.5) (see Lemma 4.1), and Assumption 4.1 is fulfilled, then p, 4z is normalized,
i.e., P, . 7(0) =0, which implies 0 € bd _y/(27) and, thus, 0 € bd (<7 for topological vector
spaces Z . Consequently,

VZEM: Posita(Z) = Porit 2(0) = W(Z) = —7(Z).
Thus, (i1) is equivalent to cash additivity, i.e.,
VXeXZNZeM: Po.uaX+Z)=poutxX)+ P ttn(Z) (5.1)

By Lemma 5.1, the functional pg 4 r from (4.6) is a (monetary) risk measure; see Defini-
tion 4.2. Note that we do not assume p(0) € R in contrast to some other definitions for risk
measures in the literature; see Remark 4.3. Especially, p.s_# z is no coherent risk measure (see
Definition 4.2) in general, since p. 4 5 is not always normalized, i.e., pos ~ z(0) # 0, and,
thus, po/, 4 z 1s not positive homogeneous (see Remark 4.3). Moreover, p./ 4 r 1s not always
convex. Nevertheless, p./ 4 » is a coherent risk measure if .7 is a convex cone (see Lemma
5.9).

P./.# x 18 a translation invariant functional by Lemma 5.1(ii). As mentioned in the intro-
duction, p./ 4 r can be seen as a generalization of the scalarizing functional (1.1), which has
monotonicity and translation invariance properties, too. More exactly, p.s_» » can be reduced
to a functional of that type, which is given by the following important relation between po; 4
and the payoff U € .# N 2’y according to Assumption 3.2, the so called Reduction Lemma:

Lemma 5.2 (see Farkas et al. [8], Reduction Lemmi 2.10). Consider (FM). Let Assumption
3.2 be fulfilled by U € ANy and Py g 2 & — R be the functional given by (4.6). Then,

VXeZ: py.azX)=inf{meR|X+mU € o/ +kern}.
The proof of Lemma 5.2 in [8] only uses the representation
pQ{M//,n(X) = inf{m eR | (X—i—ﬂ,'m) Nt #+ @}

and Lemma 3.2. Hence, we formulated Lemma 5.2 for vector spaces instead of topological
vector spaces as in [8], since the proof does not require any topological properties.
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Remark 5.2. Note that p.; _, z(X) € R does not necessary lead to the existence of a movement
Z c M suchthatX +Z € o7 with n(Z) = poy .z 2(X); see, e.g., [13], Example 4.15. By Lemma
5.2, minimal costs for reaching acceptability can be determined by just considering movements
mU € .# withm € R and U € .# N Z; the payoff according to Assumption 3.2 instead of
all movements Z € .# . Therefore, p.s 4 »(X) is given by the minimal m € R such that the
movement through mU results in a position in .27 +ker . Consequently, p, , » can be reduced
to a functional from the type (1.1) through

Per . aX)=inf{meR|X € o +kert —mU} = Qo7 yxern,—v (X)-

The set <7 + ker r will be important for our studies and can be naturally interpreted as the set
of those capital positions that can be made acceptable by zero costs. 7 + ker & is nonempty,
since 0 € &7 +kerm. Properties of 7 + kerm with respect to the direction U will be from
special interest. The following lemma states that .7 + ker 7 fulfilles the monotonicity property
for acceptance sets:

Lemma 5.3. Consider (FM). Let X € o/ +kern. Then, Y € o/ +kerw for every Y € 2 with
Y-XeZ,.

Proof Let X,Y € 2 with X € o +kerw and Y —X € 27.. Then, there exist X° € &/ and
70 € kert with X = X — Z°. Consequently, Y — Z° € .&7 by monotonicity of .« (see Definition
4.1(111)), since

Y-2-x=(r-2—-(x-2%=vy-xec 2.
Thus,
Y= -2°+2"c o +kerm.
O

Remark 5.3. Note that the proof of Lemma 5.3 does not trivially follow by monotonicity of .o/
in Definition 4.1(iii), since the given position X € .@7 + ker w does not have to be an element of
the acceptance set .7

For later proofs, the following corollary applies Lemma 5.3 for elements that can be reached
from a given position in .« + ker 7 in direction of an element U € .#Z N 2.

Corollary 5.1. Consider (FM). Let X € of +kern. Then,
VmeR, VU € #NZy: X+mUE.A+kern.
More precisely,
o +kerr+R, U = o +kerm.

Proof. LetU € .# N %+ and m € R,. Then, the assertions follow directly from Lemma 5.3 by
(X4+mU)—X=mU € Z and &7 + R, .U = o by (4.1). U

Remark 5.4. Since 0 € .o/ +kerw and Corollary 5.1, &7 +ker 7 is an acceptance set itself if it
is proper.

In the following, it will be crucial to consider the recession cone of .o/ or <7 + ker 7, respec-
tively.
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Lemma 5.4. Consider (FM). Then, for everyV € 2, it holds:
V €rec () = V erec (o +kerm).

Proof. Let V € rec (/). Take X € o/ arbitrary. Then, X = X° + Z° for some X° € & and
7% € kerm. As aresult,

X4+AV=X"+AV)+ 2% € o +kern
—_————
4
for all A € R, because of V € rec (7). Thus, V € rec (<7 +ker). O

Asnoted in Remark 4.1, U € .# N %, fulfilling Assumption 3.2 satisfies U € rec (7). Some
properties will depend on whether —U belongs to the corresponding recession cone of .7 or
o/ +ker m, respectively. We collect the previous results that are important for the proof of our
main results in Theorem 5.1 in the following corollary:

Corollary 5.2. Consider (FM). Then, for every U € .# N 2, it holds
Ucrec(o/) and U €rec(o/ +kerm).
Furthermore,
—U e rec () = —U erec (o +kerm).

Proof. Let U € .# N Z. Take X € & arbitrary. Then, X + AU € & for all A € R, since
AU € 24 and & + 2 C o/ by Definition 4.1(iii). Consequently, U € rec («7). The rest
follows from Lemma 5.4. 0

In Corollary 5.2, the converse direction does not hold in general, although U and —U do not
belong to ker 7, see the following example.
Example5.1. Let 2" =.# =R?, n: .4 — R with n(Z) = n(Z1,2>) = %(Zl +25),i.e,kerm =
{Z € R? | Z, = —Z;}. Furthermore, let U = (1,1)T and &/ C R? be an acceptance set with
o ={X € R?2 | X; > 0}. Then, o/ +kerw = R2 and, thus, —U € rec (<7 +kerm). Obviously,
we have —U ¢ rec (), since —U =0—U ¢ o/ although 0 € &7.

Next, we give some information about the domain and level sets of p 4 z, which generalize
results by Baes et al. in [9], Lemma 2.12 (compare also Farkas et al. [8]) where 27 is supposed
to be closed.

Theorem 5.1. Consider (FM). Let Assumption 3.2 be fulfilled by the payoff U € .4 N 2.
Consider the functional Py z: & — Rintroduced in (4.6) and let m € R be arbitrary. Then,
the following conditions hold:

(i)levp, ,.<(m)=int_y(o/ +kermw) —mU = o +kerx +R. U —mU
| C .o/ +kerm—mU,
(ii) levp,, , ..<(m)=cl_y(o +kerm) —mU
=cl_y(o +kerw)+ R U —mU,
(iii) levp,, , . =(m)=bd _y (& +kerm) —mU.
Furthermore,

epipy . wx={X,m)e Z xR|X ecl_y(o +kern)—mU}.
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Proof. Let m € R be arbitrary.
(i) By Lemma 2.3 (ii) and U € rec (<) by Corollary 5.2, we have
int_y(o/ +kern) =/ +kern+R.U,
which shows
int_y (o7 +kern) —mU = of +kerr +R-U —mU.
By the Reduction Lemma 5.2, we obtain

1evp, ya<(m)={X €2 | po ar.x(X) <m}
={XeZ|H7ecRs : X+(m—1t)U € o +kern}
={XeZ|FecR.:Xed +kermn—mU+1tU}
= +kern+R-U —mU
C & +kerr —mU
because &7 +R-U C o7 by U € rec (7). By (5.2), we have also
levp, 4n.<(m)=int_y (o +kerm)—mU.
(i1) First, we show the second equation: By Lemma 2.2(iii), we have
cl_y(of +kerm)+R U =cl_y(o/ +kerr+R_ U).
Since &7 +kerm+ R, U = o/ +ker by Corollary 5.1, we obtain
cl_y(«/ +kermw) + R U =cl _y(of +kerm).
Consequently, the second equation in (ii) holds, i.e.,
cl_y(o +kerm)+ R .U —mU =cl _y(«/ +kern) —mU.
It remains to show

levp_%%n7§(m) =cl_y(« +kerw) —mU.

371

(5.2)

(5.3)

(5.4)

We proof (C) in (5.4): Take X € 2" with p.y 4 »(X) =m. By the Definition of ps _ »
as an infimum and Reduction Lemma 5.2, it exists (m,) C R with m,, | m for n — o0

such that
X € o +kerw —m,U = o/ +kernw — (m, —m)U —mU,,
1.e.,

X+mU — (m, —m)(-U) € & +kerm.

Since (m, —m) ] 0, we get X +mU € cl _y (< +kerm) by Lemma 2.1. Thus, we have

shown
levp,, y.=(m) Ccl_y(o +kerm)—mU.
On the other hand, we obtain by (i)
levy, ,.<(m)=9o +kerr+R.U—mU.
Thus,
levp, 4n<(m) Ccl_y(o +kerm) +R U —mU

(5.5)

(5.6)
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because of Lemma 2.2(i). Consequently, (5.5) and (5.6) imply together
levp, ,..<(m) Ccl_y(o +kerm) +R U —mU
because 0 € R U, which leads by (5.3) to
levp, ,..<(m)Ccl_y(o/ +kerm)—mU.
This shows (C) in (5.4).
Now, we prove (2) in (5.4): By Lemma 2.2(iv), we have
cl_y(o +kern)+R-U =int _y(o/ +kern+ R, U).
Thus,
cl_y(o +kerm)+R-U =int _y (o +kerm)
by (4.1). Therefore,
cl_y(o +kerm) +RU—mU =levp, , . (m)Clevy, ,  <(m)
by (1). This shows (2) in (5.4).
(iii) The assertion follows by (i) and (ii) through
lev Pttt 0= (m) =lev Pttt S (m)\lev Pttt r< (m)
= (cl_y (o +kerm) —mU)\(int _y (o +kerw) —mU)
= (cl _y(« +kerm)\int _y (& +kerm)) —mU
=bd _y (o +kern) —mU.
The description of epip 4  follows from Theorem 5.1(ii). 0
Corollary 5.3. Consider (FM). Let Assumption 3.2 be fulfilled by the payoff U € .# N 2.

Consider the functional poy 2 X — R given by (4.6) and let m € R be arbitrary. Then, the
following holds:

() levy, ,.<(m)2 o +kerm —mU,
(i) levp,, ,..<(m) =/ +kerw—mU holds if and only if o/ +kerx is (—U)-directionally
closed.

Proof. (i) Since o7 +kerm —mU C cl _y(o/ +kerm) —mU by Lemma 2.2(i), the assertion
follows from Theorem 5.1(ii). (ii) follows by Tammer and Weidner [15, Prop. 4.2.1(b)]. L]

Under the assumption of p., 4 » being continuous and finite on 2", Baes et al. studied the
setslevp,, ,.<(m)levp, , <(m)andlev, ., _(m) forthe special case m =0 and </ being
a closed accéptance setin [9, Lemma 2.12] (cOmpare also Farkas et al. [8]). They observed the
following:

Lemma 5.5 (see Baes et al. [9], Lemma 2.12). Consider (EFM). Let 2" be a locally convex
Hausdorff topological vector space over R fulfilling the first axiom of countability. Further-
more, let of be a closed acceptance set and Assumption 3.2 be fulfilled. Consider the functional
Pttt > X — R given by (4.6). Suppose that P .u .z 18 continuous and finite on 2 . Then,
the following conditions hold:

() levp,, ,..<(0) =int (& +kerm),
(i) levp,, ,.<(0) =cl (o +kerm),
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(i) levp,, , . =(0) =bd (& +kerr).

These properties look similar to our results for m = 0, but we derived int _y (%7 + ker ),
cl _y(<o/ +kerrm) and bd _y (7 +kerm) in Theorem 5.1. This can be united with our results by
the following theorem that is formulated for normed vector spaces in order to use sequences.

Theorem 5.2. Consider (FM). Let (2", ||-||) be a normed vector space over R and Assumption
3.2 be fulfilled by the payoff U € .4 N Z".. Consider the functional Py 4 n: % — R given by
(4.6). Suppose that one of the following conditions is satisfied:

@) Po,.u x is continuous on X,
(b) o +kerx fulfills

o +kerr+R-U Cint (o +kerm) (5.7)
and
cl(«/ +kerm)+R-U C & +kerm. (5.8)

Then, the following conditions hold:

(i) int _y (o +kerm) = int (o +kerm),
(ii) cl _y (o +kerm) =cl (o +kernm),
(i) bd _y(/ +ker ) = bd (& +ker 7).

Proof. Suppose that (a) is fulfilled.

(i) The relation (D) follows by Lemma 2.4(ii). Thus, we need to show (C): Consider
X € int_y (o7 +kerr). Then,

X -R.U)N( +kern) # @
and, thus, p.s_» z(X) < 0. Suppose, for every n € N exists X,, € 2~ with
X, € %’%(X) and X,, ¢ o7 +kerm.
Then, (X,)eny € 2 is a sequence with X, — X for n — 400 P-a.s. and
Pet tt 1(Xn) = Pz . x(X) < 0 for n — oo

because of the continuity of p,, , z. By convergence, for every 6 > 0, there exits
some N(0) € N with

Pttt 2(Xk) = Por it x(X)| < & forall k > N(85).

_ |Pr.aaX)
- 2

By choice of o , We obtain pm///ﬂ(Xk) < 0. Thus,

Xy €int_y(of +kerm) C .of +kerw fork > N (9)

by Theorem 5.1(i) and Lemma 2.4(ii). Consequently, such an sequence (X}, ),cn cannot
exist and there is some ng € N with 1 (X) C o7 +kern. Thus, we obtain X € int (.« +

0
kerm), which shows (C) and, therefore, (i).
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(i1) The relation (C) follows by Lemma 2.4(i). We just need to show (2) in (ii): Consider
now X € cl (< +kerm). Then,

I(Xn)neny € o +kerm: X, — X forn — +eoP—a.s.

Thus, P z(Xn) <0 by the Reduction Lemma 5.2, which implies p,_z z(X) < 0by
continuity of p.  z(X). Consequently, we have X € cl _y(o/ +kerm) by Theorem
5.1(i).
(iii) The assertion follows with (i) and (ii) by
bd _y (o +kerm) =cl_y (o +kerm)\int gy (o7 +kerm)
=cl (o +kerm)\int (of +kerm)
=bd (o +kerm).
Suppose now that (b) holds.
(i) Asin (a), we have to show (C)in (i): Let X € int _yy(./ +kerm). Then, it exists m € R~
with X —mU € &/ +kerm. Thus,
X e +kermr+R-U Cint (o +ker)

by (5.7), showing (i).
(i1) Again, (C) follows by Lemma 2.4(i). The relation (D) is a direct consequence of (5.8)
by Lemma 2.3(1).
(i11)) The assertion follows like in (a) by (i) and (ii).
O

Remark 5.5. In more detail, since U € rec (<7 +kern) for U € .4 N 27 (see Corollary 5.2),
it can be shown that the following holds:

(57) <= int_y(o +kerw)=int(«/ +kerm),

(58) <= cl_y(o +kerm)=cl( +kern),
see also [15], Prop. 2.3.54 and Prop. 2.3.55. The subspace ker 7 is closed even if dim 2~ = 4o,

since 7 is linear and continuous, but, even if .27 is closed and we have a sum of two closed sets,
the augmented set .« + ker & does not have to be closed or (—U)-directionally closed.

Consider p./_z z introduced in (4.6). Remember that the set

Apoyyn=1p, ,.<(0)={X €2 | pos i x(X) <0}
in Lemma 5.5 (ii) is an acceptance set itself by Example 4.1 because p 7 is a monetary risk
measure with ps _ z(0) <0. Indeed, p.y_z z(0) =0if pyy 4 x is normalized, which is given
if .7 fulfills (4.5) and Assumption 4.1 holds (see Remark 5.1). Moreover, U € .# N 2 from
Assumption 3.2 fulfills U € <, , ,  and U € rec (;zfpt ” //M), as well; see Remark 4.1.
The relationship between the acceptance set Ay, 4 n and the translation invariant functional
P ..« x introduced in (4.6) can be described as followed:

Theorem 5.3. Consider (FM). Let Assumption 3.2 be fulfilled by U € .4 N 2. Consider the
Junctional oy g n: X — R given by (4.6). Furthermore, let 7, , , :=levp, ,  <(0). Then,
Ay gz Julfills

levp,, ,..<(m)= Apy yn—mU forallm e R. (5.9)
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Moreover, <), .z as the following properties:

(1) Fp,, . s (—U)-directionally closed,

() P it 2 = Pl;zfpg///m,,///,n on 2.
Proof. From Theorem 5.1(i1), we obtain for m = 0

Dy yn=Clvu(d +kerm)+R, U.
This yields
Dy oy —mU =cl _v( +kerm) + R U —mU = lev Pttt < (m)
for all m € R, which shows (5.9). As a result, we obtain by Theorem 5.1(ii) form =0
"pr,of,.///,ﬂr = lev Pttt 7> < (0) =cl _y(o +kerm),

which is obviously a (—U)-directionally closed set, i.e., (i) holds.
In order to prove (ii), we show

Loy yntkern=q, .. (5.10)

Since 0 € kerm, (2) in (5.10) is clear. For (C), consider X € ,pr% 4 + ker &t arbitrary. Then,
there is some Z° € ker r with

X0:=x+2"ca, ,. =c_y(d +kern).
Consequently,
VAeR.: X'+AU € o/ +kerr.
Since —Z° € kerm, we have X° + AU — Z° € o7 + kerx for every A € R~. Hence, we obtain

1 1
VneN: X'+ U-Z'=X+-Uc o +kern
n n

and, thus, X € cl _y(«/ 4+ kerm) by Lemma 2.1, showing (C) in (5.10). That completes the
proof of (5.10).
Formula (5.9) and (5.10) imply
Pt it x(X)=inf{m e R[X € lev P,p{,.///,mg(m)}
=inf{meR |X €, , —mU}
=inf{meR |X+mU € %, , .}
=infim eR | X+mU € o, , +kern}

= pﬂp{%%’n,//l,n(x)

for all X € 2. Here, the last equation follows by the Reduction Lemma 5.2. Hence, (ii) holds.
O

We can vary the acceptance set <7 in some range without changing the values of pg/ 4 z,
which is stated in the following lemma:

Lemma 5.6. Consider (FM). Let Assumption 3.2 be fulfilled by U € .4 N 2. Consider the
functional Py g 2 X — R given by (4.6). Then, Py 4z = P x for every set D C 2
with

o +kern C P+kermw Ccl _y(of +kerm). (5.11)
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Proof. Consider ¥ C 2 fulfilling (5.11). Then,

cl_y(«/ +kermw) Ccl_y(Z +kerm).
Furthermore, we get

cl_y(Z+kerm) Ccl _y(cl_y(« +kerm)) =cl _y(o/ +kern)

by (5.11) and Lemma 2.2(ii). Thus,

cl_y(«/ +kermw) =cl_y(Z +kerm).
This yields

cl_y(o +kerw) —mU =cl _y(Z +kern) —mU
forallm e R,ie.,levp, , <(m)=levy, , <(m)by Theorem 5.1(ii). As a result, we obtain
Pot tt 5 = PP M 7 0
As for every risk measure we are interested in finiteness of po; 4 7.

Theorem 5.4. Consider (FM). Let Assumption 3.2 be fulfilled by U € .# N 2. Consider the
functional poy 4 2 X — R given by (4.6). Then,

dompy 4 n=o +kern+RU = o + .4 . (5.12)
Moreover, take X € 2 arbitrary. Then,
pm///’ﬂ(X) eR <= X ebd_y(o +kern)+RU. (5.13)

Proof. The equivalence (5.13) follows directly from Theorem 5.1(iii).

So, we only have to show (5.12). We start with the first equation: Let X € domp., 7.
By Reduction Lemma 5.2, there exists m € R with X +mU € &/ + kerr or, equivalently,
X € o +kerm—mU. Thus, X € o/ +kern + RU, showing

domp, 4 C o +kerm+RU
in (5.12). Conversely, let X € &/ +ker 4+ RU. Then, it exists m € R with
X+mU € o/ +kerm,

which yields p./ s z(X) < m < 4o by Reduction Lemma 5.2 and, thus, X € domp,/_z z.
That completes the proof of the first equation in (5.12).
In the second equation,

M O kerm+RU

holds obviously, since U € .# and .# being a subspace of 2. Now, let Z € . arbitrary. Then,
n(Z)U € A and Z — n(Z)U € . . By linearity of ,

n(Z—n(Z2)U)=n(Z2)—n(n(Z)U)=n(Z)—n(Z)-1=0,
since w(U) = 1 by Assumption 3.2. Consequently,
Z=(Z-7(Z2)U)+r(Z)U € kerr+RU,
showing .# C ker w + RU, which complets the proof of (5.12) by
o +kern+RU = o + M4 .
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Farkas et al. [8] observed the following lemma for topological vector spaces 2, which is
proved in our paper [13, Lemma 3.16] without using any topological properties:

Lemma 5.7 (see [8]). Consider (FM). Let Assumption 3.2 be fulfilled by U & MNZ . Con-
sider the functional Py 4 z: & — R given by (4.6). Furthermore, let o/ +kernt = 2 . Then,
Pod . g = —°.

We can also give a condition as in Lemma 5.7 restricted to capital positions in the domain of
P« ..# x> Which is related to the payoff U:

Lemma 5.8. Consider (FM). Let Assumption 3.2 be fulfilled by U € .# N 2. Consider the
functional Py g4 2 & — R given by (4.6). Furthermore, let —U € rec(</) hold. Then,
p,Qf.ﬁ///’,r(X) = —oofor all X € dompd,,//lﬂ.

Proof. Let X € domp,, . n arbitrary. By the Reduction Lemma 5.2, it exists m € R with
X +mU € o +kerr or, equivalently, X € &7 +kerwt —mU. Since —U € rec (<), we have

X e of +kerm—tU foreveryt <m
and, thus, p/_z 7(X) <t for all t < m, which shows p.; z z(X) = —oe. O

Remark 5.6. Under our assumptions, U € rec (<7 ) holds (see Remark 4.1). So, we suppose in
Lemma 5.8 U € rec (&) and —U € rec ().

Remark 5.7. Note that —U € rec (<) is not necessary for .7 +kermw = 2", although it holds
U crec () for U € .4 N 2, arbitrary. For example, let 2" = .# = R?, n(Z,,2,) = @
and

A = {(Xl,Xz)T cZ |X1 <0,X, > \/-X]}U{(X],Xz)T cx |X1 >0,X2:0}.

Then, —U ¢ rec (<) forevery U € .4 N 27, but o/ +kerwr = 2.
In general, —U € rec (/) is not sufficient for &7 +kerm = 27, as well. Consider 2™ = R3
and .# = {0} xR xR. Let U = (0,0,1)” and

o =RU+R3.

Then, —U € rec () and U € rec (o). Consider w: .# — R with n(Z) = n1(Z,,22,2Z3) := Z3.
Then,

o +kerw = o5 +R(0,1,0)7 = {(X1,X2,X3)T € R® | X; >0},

ie., @ +kerm #R3 = 2. However, —U € rec (/) is sufficient for o7 + kermw = 2" if we
require n := dim(.2") < 4+ and dim(ker ) = n— 1. The reason is that the subspaces ker 7 and
RU of . C 2 fulfill kermr NRU = {0} and, thus, for their direct sum dim(kerw +RU) =n
holds.

In general, Lemma 5.8 secures finiteness only for X € domp,, , 5 instead of the whole
space 2.

Remark 5.8. Under &/ +kerm # 2, it is impossible to make every capital position acceptable
by zero costs, which is also called absense of acceptability arbitrage; see Artzner et al. in [41].
In topological vector spaces .2 Baes et al. [9, Prop. 2.10] and Farkas et al. [8] observe different
sufficient conditions for p/ , » being finite and continuous if &7 +kerm # 2" is fulfilled, e.g.
int 2. N4 # . Also, we refer to [8, Section 3] for specific conditions for finiteness of
P...# x under certain properties of the acceptance set like being convex or coherent.
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The observations for po » z = —oo lead to the following equivalence, which gives more
details:

Theorem 5.5. Consider (FM). Let Assumption 3.2 be fulfilled by U € .4 N 2. Consider the
functional Py g 52 X — R given by (4.6). Then, p 4 r is proper if and only if </ +kern
does not contain lines parallel to U, i.e.,

X+RU Z o +kern  forall X € of +KerT. (5.14)

Proof. First, we note that (5.14) is equivalent to
VX e/ +kerm ImeR: X+mU ¢ of +kerr.
Let pos. . x be proper. Then, py 4 2(X) > —coforall X € 27, i.e., it exists m € R with
X+1tU ¢ of +kerr forall t <m

by the Reduction Lemma 5.2. Hence, (5.14) holds.
Conversely, let (5.14) be fulfilled. Thus, if X +mU € o/ +kerr, there is some ¢ € R~ with

X+ (m—1)U ¢ of +kerm,

i.., Por i x(X) > —oo. Furthermore, since 0 € o7 by Definition 4.1(i) and, thus, 0 € &7 +ker
holds, itis po/ z z(0) < +oo. Hence, domp,, 4 n # 9, 1i.€., Py 4 1 iS proper. O

Remark 5.9. In (5.14), X € &7 + kerm can be replaced by X € 2. Note that —U ¢ rec ()
is necessary for (5.14) because if —U € rec (<) holds for U € .# N 2" fulfilling Assumption
3.2, we have

X—mUeod Cof +kerm

for every X € o/ and m € R, which contradicts (5.14), since X +mU € o/ +Kerx for every
m € R, too; see Corollary 5.2. On the other hand, Example 5.1 shows that —U ¢ rec (&) is not
sufficient for (5.14).

The following lemma from [8, Lemma 2.8] summarizes some more properties of p.s 4 r that
imply conditions under which p.; , r is a convex or coherent risk measure (see Remark 5.1).
The proof can be found in [13, Lemma 3.20], which does not require any topological properties
(compare [17, Theorem 2.3.1]).

Lemma 5.9 (see [8], Lemma 2.8). Consider (FM). Let Assumption 3.2 be fulfilled. Consider the
functional oy g n: X — R given by (4.6). Then, P ..# x Satisfies the following properties:
() Po.u n is convex if o is convex,
(i) Pz is subadditive if < is closed under addition, i.e., X +Y € </ forall XY € </,
(1) po .z x is positively homogeneous if </ is a cone.

6. CONCLUSION

In our paper, we studied the properties of a risk measure p/ 4 r associated with a not nec-
essary closed acceptance set .o/ C 2, a space of eligible payoffs .# C 2", and a pricing
functional 7: .# — R. The study of p. , » was motivated by Baes et al. [9] where the
solutions of an optimization problem referring to p., ,» » were subject to the investigation.
P .« x 1s @ monetary risk measure and, therefore, translation invariant. As seen in the paper,
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it is suitable for scalarization in the frame of multiobjective optimization because it is directly
connected with the functional given in (1.1), which plays an important role in optimization. We
have shown the important properties of the translation invariant functional p./ . Especially,
we studied the properties of the sublevel sets, strict sublevel sets, and level lines of p./ 4 7.
Furthermore, we discussed the finiteness of the functional and relaxed closedness assumptions
concerning <7 +ker 7.

For further research, it would be interesting to consider general acceptance sets, and use the
properties of p.s , » derived in this paper for studying the optimization problem of making
the initial capital position acceptable with minimal costs for general acceptance sets using a
scalarization approach by means of our functional p.; 4 7.
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