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Abstract

Coherent, convex and monetary risk measures were introduced in a setup where uncertain
outcomes are modelled by bounded random variables. In this paper, we study such risk
measures on Orlicz hearts. This includes coherent, convex and monetary risk measures on
LP-spaces for 1 < p < oo and covers a wide range of interesting examples. Moreover, it
allows for an elegant duality theory. We prove that every coherent or convex monetary risk
measure on an Orlicz heart which is real-valued on a set with non-empty algebraic interior
is real-valued on the whole space and admits a robust representation as maximal penal-
ized expectation with respect to different probability measures. We also show that penalty
functions of such risk measures have to satisfy a certain growth condition and that our
risk measures are Luxemburg-norm Lipschitz-continuous in the coherent case and locally
Luxemburg-norm Lipschitz-continuous in the convex monetary case. In the second part of
the paper we investigate cash-additive hulls of transformed Luxemburg-norms and expected
transformed losses. They provide two general classes of coherent and convex monetary risk
measures that include many of the currently known examples as special cases. Explicit for-
mulas for their robust representations and the maximizing probability measures are given.

Key Words: coherent risk measures, convex monetary risk measures, monetary risk mea-
sures, acceptance sets, robust representations, cash-additive hulls, transformed norm risk
measures, transformed loss risk measures, Orlicz spaces

1 Introduction

Coherent risk measures were introduced by Artzner et al. (1997, 1999) and extended to more
general setups in Delbaen (2000, 2002). Follmer and Schied (2002a, 2002b, 2004) and Frittelli
and Rosazza Gianin (2002) established the more general concepts of convex and monetary risk
measures. In Artzner et al. (1997, 1999) and the first part of Follmer and Schied (2002a),
future financial positions are modelled by elements of the set L(Q2) of all real-valued functions
on a finite sample space €1, and a coherent, convex or monetary risk measure is a mapping
p: L(2) — R satisfying certain properties. In this setting, and expressed in discounted units,
the main structural results are that every monetary risk measure p can be written as

(1.1) p(X)=inf{meR: X +meC},

We thank Freddy Delbaen, Andreas Hamel, Michael Kupper and Alexander Schied for fruitful discussions

and helpful comments.
*Supported by NSF Grant DMS-0505932, a Rheinstein Award and a Peek Fellowship.



for the set of acceptable positions C := {X € L(Q2) : p(X) <0}, and every convex monetary
risk measure has a convex dual representation of the form

(1.2) p(X) = sup {Eq [-X] —=7(Q)} ,
QeD

where D denotes the set of all probability measures on 2 and « is a function from D to (—o0, 00].
If p is coherent, then v can be chosen so that it only takes the values 0 or 0o, and (1.2) reduces
to

(1.3) p(X) = sup Eq [-X] ,
QeQ

for the set @ :={Q € D : v(Q) = 0}.

The economic interpretation of (1.1) is that p(X) is the minimal amount of cash which
has to be added to a position X to make it acceptable. Its proof is elementary, and it easily
generalizes to more general setups. (1.2) can be viewed as a robust expectation with respect
to different probability measures. The penalty function ~ gives different probability measures
varying impact in the formula (1.2) because, for example, some of them might be more plausible
than others. The standard proofs of the robust representations (1.2) and (1.3) in the literature
are based on the separating hyperplane theorem and become more involved in more general
frameworks. Also, the form of the representations can slightly change when the set of financial
positions X is different from L(£2). So far, the most extensively studied cases have been L over
a probability space and £ over a measurable space; see, for instance, Delbaen (2000, 2002),
Kusuoka (2001), Follmer and Schied (2002a, 2002b, 2004), Frittelli and Rosazza Gianin (2002,
2005), Kréatschmer (2005), Jouini et al. (2006). In this case, general robust representations like
(1.2) and (1.3) involve finitely additive measures. To reduce them to suprema over o-additive
measures, additional continuity assumptions are needed.

However, most models in finance and insurance mathematics involve unbounded random
variables. Therefore, it is natural to study risk measures on bigger sets than L* or £*. In
Delbaen (2002) and Cheridito et al. (2006) coherent and convex monetary risk measures on L°
are investigated and it is shown that to have non-trivial examples, one has to allow them to take
values at least in (—oo, 0o]. Frittelli and Rosazza Gianin (2004) provide robust representations
for real-valued risk measures on LP-spaces. Cherny (2006) studies risk measures on L that take
values in [—o00, 00| and then introduces subspaces on which they are real-valued. Rockafellar
et al. (2006) contains a section on (—oo, oo]-valued coherent risk measures on L? and their
relations to deviation measures. Ruszczynski and Shapiro (2006) discuss [—oo, oo]-valued risk
measures on general vector spaces. Delbaen (2006) shows that when a real-valued risk measure
is defined on a solid, rearrangement invariant vector space of random variables that contains
L, then this space can only contain integrable random variables. For risk measures for
unbounded stochastic processes, we refer to Cheridito et al. (2006) and the references therein.

In this paper we study (—o0o, co]-valued coherent, convex and monetary risk measures on
maximal subspaces of Orlicz classes. Following Edgar and Sucheston (1992), we call such
spaces Orlicz hearts. They include all LP-spaces for 1 < p < oo and allow for an elegant duality
theory without additional continuity assumptions. The structure of the paper is as follows: In
Section 2, we introduce the notation and give the basic definitions. In Section 3, we discuss
the relation of monetary risk measures for unbounded random variables with their acceptance
sets. In Section 4, we show that every coherent or convex monetary risk measure on an Orlicz



heart that is real-valued on a set with non-empty algebraic interior is automatically real-valued
on the whole space and admits a robust representation of the form (1.3) or (1.2) such that the
supremum is attained. We also give the general form of a penalty function in this setup and
show that all our risk measures are Luxemburg-norm Lipschitz-continuous in the coherent case
and locally Luxemburg-norm Lipschitz-continuous in the convex monetary case. In Section
5, we discuss two general classes of examples. The first one consists of convex monetary risk
measures derived from transformed Luxemburg norms, the second one of convex monetary risk
measures related to expected transformed losses. Both contain many well-known examples as
special cases. We give explicit formulas for their robust representations and the maximizing
probability measures.

2 Notation and definitions

Let (2, F,P) be a probability space. In the whole paper, equalities and inequalities between
random variables are understood in the P-almost sure sense. LU denotes the space of all
real-valued random variables on (2, F), where two random variables are identified if they are
P-almost surely equal.

Definition 2.1 Let X be a linear subspace of L° that contains all constants. We call a mapping
p: X — (—o0,00] a monetary risk measure on X if it has the following three properties:

(F) Finiteness at 0: p(0) € R

(M) Monotonicity: p(X) > p(Y) for all X,Y € X such that X <Y

(T) Translation property: p(X +m) = p(X) —m for all X € X and m € R

We call a monetary risk measure convez if it also satisfies

(C) Convexity: p(AX + (1 —N)Y) < Ap(X)+ (1= Np(Y) forall X, Y € X and X € (0,1)
A convexr monetary risk measure is called coherent if it fulfills

(P) Positive homogeneity: p(AX) = Ap(X) for all X € X and A € Ry

Elements of X' describe discounted future net worths. The number p(X) is understood as a
capital requirement for X. Note that (F), (M) and (T) imply that p is real-valued on L*°.
(M) means that the capital requirement for X should be greater than for Y if it is clear that
X will be smaller than Y in (P-almost) every state of the world. (T) says that adding a
constant amount of money m to a position X should reduce the capital requirement for X by
m. Under (C), the capital requirement for the convex combination of two positions does not
exceed the convex combination of the separate capital requirements. If (P) holds, then capital
requirements scale linearly when net worths are multiplied with non-negative constants and
(C) is equivalent to

(S) Subadditivity: p(X +Y) < p(X) + p(Y) for all X,Y € X.

The interpretation of (S) is that the capital requirement for an aggregated discounted net worth
X +Y should not exceed the sum of the capital requirement for X plus the capital requirement
for Y. For a more detailed discussion of the economic interpretations of these axioms we refer
to Artzner et al. (1997, 1999), Follmer and Schied (2002a, 2002b, 2004), and Frittelli and



Rosazza Gianin (2002). Relations to pricing and hedging in incomplete markets can be found
in Carr et al. (2001), Jaschke and Kiichler (2001), and Staum (2004).

3 Acceptance sets

In this section, we give relations of monetary risk measures to their acceptance sets. The
situation is mostly parallel to the one in the case of bounded random variables. But some
slight adjustments have to be made.

Definition 3.1 Let X be a linear subspace of L° containing the constants. The acceptance set
of a monetary risk measure p : X — (—o00, 00| is given by

C={XeX:p(X)<O0}.

The following two propositions give connections between risk measures and certain sets of
random variables. As usual, we use the convention inf ) = co.

Proposition 3.2 Let X be a linear subspace of L° containing the constants and p : X —
(—o0, 00] a monetary risk measure with acceptance set C. Then

(3.1) p(X)=inf{meR: X+meC}, XeX,
and C has the following properties:

(i) inf{m e R:m > Z for some Z € C} € R

(ii) For all X e X, inf {m € R: X +m > Z for some Z € C} € (—00, ]

(iii) For all X € C, the set {Y € X : Y > X} is contained in C
(iv) If (X™)n>1 is a sequence in C such that || X™ — X|| ., — 0 for an X € X, then X € C

Moreover, if p is conver, then so is C. If p is coherent, then C is a convexr cone. If p is real-
valued, then C has the following property:

(v) Forall X e X, inf{m e R: X +m > Z for some Z € C} € R

Proof. (3.1) follows from the translation property (T). (iii) is a consequence of (M). It implies
that for all X € X,

(3.2) {meR: X+m>Zforsome ZeC={meR: X+meC}.

This together with (3.1) and (F), yields (i) and (ii). As for (iv), if | X" — X||, — 0 for a
sequence (X™),>1 in C, then there exists for all € > 0 an n > 1 such that X > X" — ¢, and
therefore, p(X) < p(X™) + ¢ < e. This shows that X must be in C. That C inherits convexity

from p and is a convex cone if p is coherent, is obvious. If p is real-valued, then (v) follows
from (3.1) and (3.2). O

Proposition 3.3 Let X be a linear subspace of L containing the constants and B a subset of
X with the properties (1) and (ii) of Proposition 3.2. Then

p(X)=inf{m eR: X +m > Z for some Z € B}

defines a monetary risk measure on X whose acceptance set C is the smallest subset of X that
contains B and satisfies (iii)—(iv) of Proposition 3.2. If B is convex, then so is p. If B is
a convex cone, then p is coherent. If B satisfies condition (v) of Proposition 3.2, then p is
real-valued.



Proof. It is clear that p is a monetary risk measure and that B is contained in C. Moreover,
for each X € C and n > 1, there exists Z™ € B such that X +1/n > Z™. This shows that C is
contained in every subset of X' containing B and satisfying (iii)—(iv) of Proposition 3.2. That
p is convex when B is so, coherent when B is a convex cone, and real-valued when B satisfies
(v) of Proposition 3.2 is obvious. 0

4 Robust representations

In this section we give robust representation results for coherent and convex monetary risk
measures on Orlicz hearts that are real-valued on a set with non-empty algebraic interior. An
important ingredient in our argumentation is the fact that on a wide class of ordered topo-
logical vector spaces, continuity and subdifferentiability of convex functionals can be derived
from monotonicity. To different extents this is also exploited for the representation of convex
functionals in Cheridito et al. (2004), Ruszczyniski and Shapiro (2006), Biagini and Frittelli
(2006), Delbaen (2006). Here, we combine it with the special structure of Orlicz hearts to
derive a complete dual characterization of coherent and convex monetary risk on Orlicz hearts
that are real-valued on a set with non-empty algebraic interior.

4.1 Monotone functionals on Banach lattices

We first prove two results for monotone functionals on Banach lattices. The first one only needs
monotonicity. The second one shows continuity, subdifferentiability and dual representability
for monotone convex functionals. For a function f from a Banach lattice X to (—oo, 00|, we
denote

dom f:={zx € X: f(x) e R},

and we call f increasing if f(z) > f(y) for z > y. A subset U of X is an algebraic neighborhood
of x € X if for every y € X, there exists an € > 0 such that z +ty € U for all 0 <t < e.
The algebraic interior core(A) of a subset A of X consists of all x € A that have an algebraic
neighborhood contained in A. In every topological vector space, a neighborhood of z is also
an algebraic neighborhood of x. Therefore the interior int(A) of a subset A of a topological
vector space is contained in its algebraic interior core(A). For increasing functionals on Banach
lattices the following holds:

Lemma 4.1 If f is an increasing function from a Banach lattice X to (—oo, 00|, then
core(dom f) = int(dom f).

Proof. Since int(A) C core(A) for every subset A of X', we just have to show core(dom f) C
int(dom f). By way of contraction, assume that f is real-valued on an algebraic neighborhood
of z € X but not on a neighborhood of x. Then, there exist elements y, € X', n > 1 with norm
llynl] <47™ and f(x + y,) = co. The elements y, still satisfy ||y, || < 47" and f(z+y;}) = .
Define y := Y, ., 2"y,;;. By assumption, there exists an ¢ > 0 such that f(z +ey) € R. It
follows that for all n with €2 > 1, we have

00> flz+ey) > flz+e2"yl) > flz+yt) =o0.

But this is absurd. So, there has to exist a neighborhood of x on which f is real-valued. O



A convex function f from a topological vector space X’ to [—o0, 0] is said to be proper if
f(z) < oo for at least one x € X and f(x) > —oo for all x € X. We call it subdifferentiable
at x € X if f(x) € R and there exists an element z* in the topological dual X* of X such that
x*(y) < f(z+y) — f(x) for all y € X. For every proper convex function f, the conjugate

fH(@7) := sup {a”(z) — f(x)}

TeEX

is a o(X*, X)-lower semicontinuous, convex function from X* to (—oo,00]. It is immediate
from the definition of f* that

flx) > f*(x) :== sup {z"(z) — f"(2¥)} forallzeX.

TreX*
Moreover,
(4.1) f(z) = max {27(z) = f*(27)} .

for all x € X where f is subdifferentiable.
As a consequence of Lemma 4.1, we get the following refinement of Proposition 3.1 of
Ruszczyniski and Shapiro (2006):

Theorem 4.2 Let f be an increasing, convex function from a Banach lattice X to (—oo,c].
Then for all x € core(dom f) the following hold:
(i) There exists a neighborhood of x on which f is Lipschitz-continuous with respect to the
norm on X
(ii) f is subdifferentiable at

(iii) f(x) = maxg=ecx+ {2*(z) — f*(=*)}

Proof. By Lemma 4.1, every x € core(dom f) has a neighborhood contained in dom f. So
it follows from Proposition 3.1 of Ruszczynski and Shapiro (2006) that f is continuous and
subdifferentiable at z. This proves (ii). (iii) is a consequence of (ii) and (4.1). Since f is
continuous at z, there exists a neighborhood of x on which f is bounded and (i) follows from
Corollary 2.2.12 in Zalinescu (2002). O

4.2 Robust representation of risk measures on Orlicz hearts

We now consider risk measures on Orlicz hearts. We shortly review some basic facts of Orlicz
space theory. We call a function @ : [0,00) — [0, 00| a Young function if it is left-continuous,
convex, limg o ®(z) = ®(0) = 0, and lim,_,o, ®(z) = co. It follows from these properties that
® is increasing, by which we mean that ®(xz) > ®(y) for z > y. Also, ® is continuous except
possibly at a single point, where it jumps to co. So, the assumption of left-continuity is needed
only at that one point. The conjugate

U(y) = sgr(;{xy —®(x)}, y=>0.

is again a Young function, and its conjugate is ®. The Orlicz heart corresponding to ® is given
by
M .= {xe L% : Ep [®(c|X])] < oo for all ¢ > 0} .



It is the largest linear subspace contained in the Orlicz class
P={X el Ep[®(X|)] < oo},
which is a convex subset of the Orlicz space

®:={X € L°: Ep [®(c|X|)] < oo for some ¢ >0} .

oo ()] =

I X[ly == sup {Ep [XY] : [[Y]ly <1}

The Luxemburg norm

and the Orlicz norm

are equivalent norms on L® under which L® with the P-almost sure ordering > is a Banach
lattice.

Note that if ® jumps to oo, then M?® is equal to the trivial space {0}. So, from now on,
we assume that ® is real-valued. Then, ® is continuous, M? is the ||.||-closure of L™ in L?,
and the norm dual of (M?,||.||5) is given by (LY, |[.|[5), where Y € LY acts on X € M?® by
Y(X) := Ep[XY]. For a proof of the last two statements, we refer to Theorems 2.1.14 and
2.2.11 in Edgar and Sucheston (1992).

If the right-sided derivative ®/_ is bounded from above by a constant C' > 0, then ¥(y) = oo
for all y > C, M® = L® = L! and LY = L*. If ®/_ is unbounded, then ¥(y) < oo for all
y > 0. In particular, ¥ is continuous and L>® c M® LY c L'

For illustration, we give three simple examples:

Examples 4.3

1. For ®(z) = =, we have

0 fory <1
oo fory>1

)

v = {

and
M®=L%=L", |llg=1Il, LY=L |5 =1l
2. If ®(x) = 2P for p € (1,00), then ¥(y) = p' =% 1y?, and we have

M®=1L1%=1P, ||p= LY=L |z = Il

111,
3. If &(x) = exp(Az) — 1 for A > 0, then

0 fory < A
\Il(y)_{ylog(f’\) 41 fory>X "’
1

and L* c M® c L c LY C L' for all p € (1, 00).

In the following we identify a probability measure Q on (2, F) that is absolutely continuous
with respect to P with its Radon-Nikodym derivative ¢ = dQ/dP € L'. Then, the set

Di={¢cL'[(20,Ep[f] =1}

represents all probability measures on (€2, F) that are absolutely continuous with respect to P.
By DY we denote the intersection DN LY.



Definition 4.4 We call a mapping v : DY — (—00,00] a penalty function on DY if it is
bounded from below and not identically equal to co. We say that vy satisfies the growth condition
(G) if there exist constants a € R and b > 0 such that

Q) 2 a+b|Qly  for all Q € DY.

For any penalty function v on DY, we define

pr(X) = sup {Eg[-X]-~(Q)}, XeM®
QeDv¥

and call it a robust representation of p~.

It can easily be checked that p, defines a lower semicontinuous convex monetary risk mea-
sure on M® with values in (—o0, 00]. For penalty functions satisfying the growth condition (G)
we have the following result:

Theorem 4.5 Let v be a penalty function on DY. Then the following three conditions are
equivalent:
(i) v satisfies the growth condition (G)
(ii) core(dom p.) # 0
(iii) py is real-valued and every X € M?® has a neighborhood on which p is Lipschitz-
continuous with respect to ||.||

Proof. We show (iii) = (ii) = (i) = (iii). The first implication is trivial.

To prove (ii) = (i), assume that p, is real-valued on an algebraic neighborhood of X € M?.
Since the mapping Y — p,(—Y’) is increasing, we obtain from Lemma 4.1 that there exists
an € > 0 such that p, is real-valued on the closed ball B.(X) with radius € around X. Since
L is ||.]|-dense in M®, there exists a sequence (Y™),>1 of bounded random variables such
that [|[Y™ — X||g < 27772, If v does not satisfy the growth condition (G), then there exists a
sequence of probability measures (Q™),>1 in DY such that

Q") < —n —||[Y"| +e27"2|QE  foralln>1.
Since (LY, ||.||3) is the norm dual of (M®,]].||3), there exists for every n > 1, Z® € M® such

that Z" <0, | Z"[| < 1 and Egn [-Z"] > 1 ||Q"(|3. The random variable Z := ED p>1 272"
is in M® with norm || Z||, < ¢, and

py(X +2) > py(X +e27"2") > Egn [-X —e27"2Z"] —(Q")
> Egn [-Y"]+Egn [Y" — X]+e2 " Egn [-Z"] +n+ ||V, — 27" |Q"|I%
> [V = IIY" = Xllp 1Q" 15 + 27" IQ"5 + 2+ Y7l — 22772 Q715
> n foralln>1.

But this contradicts the finiteness of p, on B.(X). Therefore, v must fulfill the growth condition
(G), and (i) is proved.

(i) = (iii): Assume there exist constants a € R and b > 0 such that v(Q) > a + b||Q||3 for
all Q € DY. Choose X € M®. There exists X € L with || X — X||¢ < b, and we obtain

Bo[-X] - (@) = Eq[~X] + Eq[X — X] —7(@
< [ Xloo + 11X = Xlo 1Qllg —a = b1Qllg < IX]leo —a



for all Q € D¥. This shows that p,(X) < | X |loo — @ < 0. Hence, p~ is real-valued. The rest
of (iii) follows from Theorem 4.2(i). O

In the next theorem we show that every convex monetary risk measure p on M® with
core(dom p) # 0 is of the form p, for a penalty function 7, and that the minimal penalty
function of p is given by

(4.2) p?(Q) = sup {Eg[-X]-p(X)}, QeD".
XeM®

Note that p(Q) = f*(Q) for all Q € D¥, where f is the increasing, convex function given by
f(X) = p(—=X). Since p satisfies (M) and (T), one obtains f*(¢) = oo for all ¢ € LY \ DY.

Theorem 4.6 Let p: M® — (—oc0, 00| be a convex monetary risk measure with core(dom p) #
0. Then p is real-valued, p? is a penalty function on DY satisfying the growth condition (G),
and

(4.3) pX) = max {EQ [~ X] - p#(Q)} for all X € M?®.

Moreover, if p = p- for a penalty function v on DY, then p* is the greatest convex, o(LY, M®)-
lower semicontinuous minorant of .

Proof. The function f(X) = p(—X) is increasing and convex. Since f*(§) = oo for all £ €
LY\ DY, it follows from Theorem 4.2(iii) that

(14)  p(X) = f(-X) = max {Bg [-X] - [(@)} = max {Fo [-X] - »#(@}

for all X € core(dom p). This shows that p has a continuous affine minorant. Therefore, the
greatest lower semicontiuous minorant p of p is proper, and we obtain from Theorem 2.3.4 in
Zalinescu (2002) that

(4.5) p(X) = sup {EQ [—X]— p#((@)} for all X € M?®.
QeDY?

Since —oo < p(0) < p(0) < oo, it follows from (4.5) that p* is a penalty function. Furthermore,
core(dom p) D core(dom p) # (. So Theorem 4.5 yields that p is real-valued and p? satisfies the
growth condition (G). This implies that the convex set dom p is dense in M®. By Lemma 4.1,
it has non-empty interior. Now assume that there exists Y € M®\ dom p. Then, by Eidelheit’s
separation theorem (see, e.g., Theorem 1.1.3 in Zalinescu, 2002), there exists £ € LY \ {0} and
Z € M*® such that
sup Ep[X¢] < Ep (Y] < Ep[Z¢] .
Xedom p
But this contradicts the density of dom p in M®. Hence, p must be real-valued. The represen-
tation (4.3) now follows from (4.4).
To prove the last part of the theorem, let v be a penalty function on DY with p = J
Denote by 4 the function from LY to (—oco, o0] which is equal to v on DY and oo on LY \ DY.
Then f* is the biconjugate of 4 in the duality (LY, M®). Since % is bounded from below, it



follows from Theorem 2.3.4 in Zilinescu (2002) that f* is the greatest convex, o(LY , M®)-
lower semicontinuous minorant of 4. Since p# is the restriction of f* to DY, this completes
the proof. O

For every non-empty subset Q of DY,

|0 for Q € Q
7(@)_{00 fOI"QgQ

is a penalty function on D¥. It is easy to see that the corresponding risk measure
po(X) := sup Eg [—X]
QeQ

is coherent, and ~ fulfills the growth condition (G) if and only if Q is ||.||¢-bounded. Hence,
we obtain the following corollary to Theorem 4.5:

Corollary 4.7 Let Q be a non-empty subset of DY. Then the following three conditions are
equivalent:
(i) Q is ||.||5-bounded

(ii) core(dom pg) # 0
(ili) pg is real-valued and Lipschitz-continuous with respect to ||.| ¢

Proof. The only statement of the corollary that is not an immediate consequence of Theorem
4.5 is the Lipschitz-continuity of pg when (i) or (i) holds. But for all X,Y € M® and Q € Q,

po(X) < Eg[Y — X[+ Eq [-Y] < [ X =Y [Qllg + po(Y)

and analogously,
po(Y) <Y = X|l4 Qg + po(X) .
So if (i) holds, then K := supgeg ||Q||3 is finite, and

pa(X) = po(Y)| < K[| X =Yg
O
If p is a coherent risk measure on M?®, it follows from the positive homogeneity of p that
p*(Q) =0 if
(4.6) Eg [X] + p(X) >0 for all X € MY

and p” (Q) = oo otherwise. Since p(X +p(X)) = 0 for all X € M®, condition (4.6) is equivalent
to Eg [X] > 0 for all X in the acceptance set C = {X € M?® : p(X) < 0}. Hence, Theorem 4.6
reduces to the following statement for coherent risk measures on M?:

Corollary 4.8 Let p: M® — (—o0,00] be a coherent risk measure with acceptance set C. If
core(dom p) # 0, then p is real-valued and can be represented as

4.7 X) =maxEg[-X], XeM?®,
(4.7) p(X) tax o[—X]

for the ||.||3-bounded, convex set
Q:={QeD":Eg[X]>0 forall X €C} .

Moreover, if R is a subset of DY such that p = pr, then Q is the o(LY, M®)-closed, convex
hull of R.
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5 Examples

In this section, we investigate two classes of convex monetary risk measures on Orlicz hearts.
Members of the first class are derived from transformed Luxemburg norms, those of the second
class from expected transformed losses.

5.1 Cash-additive hulls

All risk measures in this section are cash-additive hulls of convex functionals, a structure
that has also appeared in Ben-Tal and Teboulle (1986, 1987), Krokhmal and Murphey (2006),
Filipovi¢ and Kupper (2007). We shortly recapitulate what we need to know about it.

Let V be a mapping from M® to (—oo, 0o] with the following three properties:

(V1) V(X) > V(Y) for all X,Y € M® such that X > Y
(V2) VIAX + (1= N)Y) < AV(X) + (1 =NV (Y) for all X,Y € M® and X € (0,1)
(V3) infyer {V(s — X) — s} € R for all X € M®.

Then, it can easily be checked that

(5.1) P! (X) = inf {V(s - X) - 5}

is the largest real-valued convex monetary risk measures on M® such that
p ' (X)<V(=X) forall X € M?®.

We call it the cash-additive hull of the decreasing convex functional V(—.). It is immediate
from definition (4.2) that the minimal penalty function of p" is given by

()" (@ = sup {Eg[-X]—-p"(X)}= sup {Bg[-X]—V(s—X)+s}
XeM® XeM?®  seR
(5.2) —  swp {Eg[X]-V(X)}.
XeM®

In fact, all examples we discuss in this section satisfy the following stronger variant of (V3):
(V3") minger {V(s — X) — s} € R for all X € M®.
Then, (5.1) becomes

(5.3) PV (X) = gréiﬂg{‘/(s —X)—s}.

5.2 Transformed norm risk measures

Let F' be a left-continuous, increasing, convex function from [0,00) to (—o0,00] such that
lim, o F(x) = 00, G a real-valued Young function, and H : R — [0, 00) an increasing, convex
function with lim,_..c H(x) = co. We assume that the following two conditions are satisfied:

H(x)+e
(FGHl) F (G_l(l)) < 00 for some x eR and € >0
(FGH2) lim {F o H(z)— G_l(l)aj} =00.
Tr—00
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Note that G and H are real-valued and continuous while F' can jump to oco. Define
Ho(x):=H(z)— H(0), x>0.

Then @ := G o Hy is a real-valued Young function. In the next two lemmas we show that
(5.4) X = F([HX)l)
is a well-defined mapping from M® to (—o0,c0] with the properties (V1)-(V3). Therefore,

(5:5) T(X) = min {F (| H(s - X)|lg) — s}

defines a real-valued convex monetary risk measure on M®. We call it a transformed norm risk
measure.

Lemma 5.1
(i) H(X) € M for all X € M®.
(it) If X € M?® and |H(X)|lg 2 1+ H(0)/G™(1), then [|H(X)|lg = [ X" |-
Proof. (i) Let X € M®. Since Hy is convex and Hy(0) = 0, we have
(5.6) Ho(Ar) < AHp(x) forallz>0and 0 <A <1.
Therefore,
Ep [G(cHo(|X))] < Ep [G(Ho(c|X]))] = Ep [®(c[|X])] < oo forall c>1.
This shows that Ho(|X|) belongs to M. Since M contains the constants and
0 < H(X) < H(|X]) = Ho(|X]) + H(0),

we also get H(X) € MC.
(ii) Let X € M® with |H(X)||o > 1+ H(0)/G~1(1). Then

[Ho(X )| = I1HX) g = 1HO)lle = 1HX) e — ~—75

Hence, we obtain from (5.6),
nieonz) | 2 [0 (e )|
1 = E G( >Ep |GoHy | ———+—
“”[ [Ho(X )l /] = 17 N THo (X )

= = [ (e )|

Il < [[Ho (XD < 1H (Xl -

which shows that

O

Lemma 5.1(i) shows that (5.4) is a well-defined mapping from M® to (—o0,00]. It clearly
fulfills (V1) and (V2). In the next lemma we prove that it also satisfies (V3’).

12



Lemma 5.2 Assume (FGH1) and (FGH2). Then there exists for all X € M® an sx € R such
that

(5.7) F(IlH(sx = X)lg) — sx = inf {F (|H(s — X)) — s} €R.

Proof. Let X € M®. By (FGH1), there exists z € R and ¢ > 0 such that

LCERD

F () +ello) = F (G0

Since lim,— o [[H(s — X)||g = |[H(—00)||, there exists so € R such that [|[H(sp — X)||o <
|H (x) + €|, and therefore, F' (||H (so — X)||s) < co. This shows that

k(s) = F(|H(s = X)llg) — s

is a left-continuous, convex function from R to (—oo,00] such that k(s) € R for all s < sp.
Clearly, F'(|H(s — X)||q) = F(0) > —oo for all s € R. Therefore, lim,_,_ k(s) = co. If we
can also show
(5.8) lim k(s) = o0,
S§—00

then there must exist a minimizer sx of k(s) and the lemma follows. Since F' and H are
non-constant, increasing, convex functions, we have

F(z)

H
lim =a and lim ()
T—00 X T—00 X

=b fora,be (0,00].

It follows from assumption (FGH2) that ab > G~!(1). Therefore, there exists z9 € R such that
ab> G~ (1/P[A]) for A:={X < x¢}. Then,

F (G = X)) > F (G = a)lg) = F (G5t ) orall s,
and
limlF( H(s —20) >— W
500 § G-1(1/P[4]))  G-1(1/P[A]) '
This implies (5.8) and proves the lemma. O

By Lemmas 5.1 and 5.2, the specification (5.4) of V satisfies (V1)—(V3’) on M®. Therefore,
T is a real-valued convex monetary risk measure on M®. In the following theorem we derive
the minimal penalty function T# of T. For this we need the convex conjugates

Fr(y) = igrg{xy—F(w)}, y=>0
G*(y) = Sglg{xy—G(w)}, y>0
H(y) = Sgg{wy—H(fc)}, y=0.

Note that G* is a Young function with corresponding Orlicz space L& .
g
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Theorem 5.3 Under the assumptions (FGH1) and (FGH2), T is a real-valued convex mone-
tary risk measure on M® with minimal penalty function
(5.9 @ = i {Ee e ()]}

nel{" ,m>Q

where 1> Q means {n =0} C {% = 0} and fractions of the form %% are understood to be
0 on {% = }

Proof. T equals p¥ for V(X) = F (]|[H(X)||s), which by Lemmas 5.1 and 5.2, satisfies (V1)-
(V3’) on M®. Therefore, T is a real-valued convex monetary risk measure on M®.

To derive the form of the minimal penalty function T# of T, we fix Q € DY. By Lemma
5.1(1), H(X) belongs to M for all X € M®. By Theorem 2.2.11 of Edgar and Sucheston
(1992), the norm dual of (MY, |.||5) is (LY, ||.|l&). Therefore, we obtain from the Hahn—
Banach theorem

| H(X) o= max Ep[H(X)n] forall X € M?®,
neLl§", |Inllg=1
where Lf* = {77 €L :n> 0}. Moreover, the left-continuous, increasing, convex function F

can be written as
F(z) = max{zy — F"(y)} , 220
y>

Thus, by the general formula (5.2),

T#(Q) = XSeuJ\B‘P{EQ [(X] = F([HX)llg)}
= su min @ — *
T xems y20,meLS", Inlg=1 {EP [CUP’X] vEe [H(X )] + F (y)}

. d . X
= o i (e[S H000] < ()}
XeM® neL§ dP

: d « ¥
(5.10) < inf  sup {E]}D [d(]%X - H(X) 77} +F (Hn\G)} .
nel§”  xem®

If we can show that the infimum in (5.10) is a minimum and

(5.11) T#(Q) = min_ sup {EP [dQX—H(X)n] +F*(||n||g)},
nels”  Xxeme dP

then we can derive formula (5.9) as follows: First, it is easy to see that for every n € Lf* with
P [77 =0 and % > 0} > 0, the supremum in (5.11) is co. Therefore, the minimum in (5.11)
can be taken over all n € LY such that > Q. Thus,

i d * *
@ = _win o sw {Be |90 - HO)m|+ P ()
nel§” ,n>Q  xXem?® dp
' UELE* >Q XeM® P n dP Ma

1dQ
- (e (29)] o}
neLf*7n>>Q{ P|: n dP (Il ”G)
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where the third equality follows from Beppo Levi’s monotone convergence theorem because the
supremum in (5.12) can be taken along a sequence of elements X € M® such that %%X —H(X)
is increasing.

It remains to show (5.11). For T#(Q) = oo, it is an immediate consequence of (5.10). If
T#(Q) < oo, we distinguish four cases:

Case 1: If

then F*(y) = oo for all y > a, and therefore,

F(x) = Jax. {zy — F*(y)} forz>0.

As the supremum of (L%, M“)-continuous functions, the mapping

nelnllg = sup Ep [X 7],
XeMS || X|| =1

is o(LY", M©)-lower semi-continuous on L& . Therefore,

) v (B [ 90X — HOOm) + 7 (1)

is a real-valued function on M® x {n€ LY+ |n|i5 < a} concave in X, convex and
o(LE", M%)-lower semi-continuous in 7. By the Alaoglu-Bourbaki theorem, the convex set
{ne LS |l <a} is o(LY, MY)-compact. Therefore, we obtain from the Kneser-Fan
minimax theorem (Theorem 2 in Fan, 1953) that

T#(@Q) = sup {Eq[X]—F(|H(X)|)}
XeM®
. dQ .
= sup min Ep | —X| — yEp [H(X)n] + F*(y)
XeM® 0<y<a,neL$",|nllg=1 dp
: dQ P,
= sup min Ep | —X - H(X)n| +F (Inlg)
xXem® nel§”,|nllg<a dP
. dQ . .
= min sup {Ep |——X —H(X)n| +F*([Inllg) ¢ -
neL Inllg<a  xeM® dp

Together with (5.10), this proves (5.11).
Case 2: If lim,_, F'(z)/x = 0o and F(x) < oo for all z > 0, there exists

T > 1+ G}{E(g)
such that
(5.13) QI3 zo — Flzo) < TH(Q) and  F (z0) > ||QI3 -
Then,

Fo(z) = F(z) for 0 <z <z
Q)= F(xo) + F' (x0)(x — x9) for x > xg

15



is an increasing, convex function that is dominated by F' and satisfies

F
ag := lim Q(x)

T—00 xT

= F' () < 0.

For X € M?® with ||H(X)||o > @0, we obtain from Lemma 5.1(ii) and (5.13) that

Eq [X] = Fo (IH(X)ll¢)

< QI [[X ] = Fo (IH X))

< Qs 1HX)llg — Fo (IH (X))

= Qg zo — F (z0) + {IQll5 — Fi(z0) } {|1H(X)ll — zo}
< [lQl§ 2o — F (20) < TH(Q).

Since Fg = F on [0,20] and F < F on (zg, 00), this implies

T#(Q) = suwp {Eq[X]— Fo (IH(X)lg)}

XeM®
and it follows from Case 1 that
T7(Q) = min sup (Ep | — X — H(X)n|+Fg(nla)
neLS”  Inllg<ag  XeMm® dP
. dQ « «
> ominswp B |GEX - HOXOm| +F ()}
nel$” Inllg<aq XxeMm® P

which together with (5.10), proves (5.11).

Case 3: If H(0)
< = >0:
1+G_1(1)_ZF sup{z >0: F(r) < 00} < 00,
we set
(5 ) Yo —(ZF) v (zF — H(O)/G_l(l)
Then

_ F(l‘) for 0 <z <zp
Folz) = { F(zr) +yo (x — F(zp)) forz > zp

is an increasing, convex function that is dominated by F' and satisfies

F
ag := lim Qx(x):yo<oo.

Let X € M?® with ||H(X)||o > zp. Since |[H(AX)||, continuously tends to ||H(0)||, for A | 0,
it follows from convexity that there exists a A € (0,1) so that

MHCOG + (= N [HOG = OOl = 20> gy = 1HO)g

and therefore,
IH(X)llg 2 A er — (AT = 1) [H(0)]| -

16



Now we obtain from Lemma 5.1(ii) that

E

2 X~ Fo (1 (X))
= B I\X] ~ Fo (HOX)llg) + g [X ~ AX] - {Fo (IH (X)) ~ Fo (IHOX) )}
< TH@) + (' = 1) Bo AX) — o {1 () — =)
<T@ +O7 IR Oy -0 ) Ol
< TH@) + (37 - 1) (1215 1HOX) e o (o5~ 1O
= 1@+ (7 = 1) (125 20 -0 {r - 0 )
< THQ)

by our choice of yg (5.14). This shows that

T#(Q) = sup, {Eq [X] = Fo (IH(X)ll¢)}

and (5.11) follows as in Case 2.
Case 4: Finally, assume

H(0)

= > N .
zp =sup{z >0 F(:z:)<oo}<1+G71(1)

By (FGH1), there exists zp € R such that

1H (o)l =

Hence, there exists a constant ¢ > 0 so that
1+ lleH (o)l < ez
Introduce the modified functions
F(x):=F(z/c), x>0, and H(z):=cH(z+z0), z€cR.
Then, F, G, H still satisfy the conditions (FGH1) and (FGH2). In addition,

sup{xzo:ﬁ’(x)<oo}:czp21+HcH(xo)HG:1+C§{_5?)l).

Hence, it follows from Case 3 that the minimal penalty function of the shifted risk measure

00 - iy {F(fe-0], )
= min {F(|H(s + 20— X)lig) - s}
= T(X)+zo
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is given by

= . [dQ 3 .
@ = wmn s {5 GX - AR +F )}
nel§”  XeMm® L
. [d * *
= min sup {E]}D d%(X—xo)—cH(X)n] + F (chHG)}
77€L+ XeM® L
0
= min su Ep|—X—-H(X)n| +F* &) —To,
i s (B X HOO] 4 F ()|

where we used the fact that F*(y) = F*(cy). This shows that

TH@) = sup {Bo[-X]~T(X)) = swp {Eq[=X]=T(X)} +z0 = T"(@)+ 0
: dQ N
= i s B | SR HO08] P (i)}

0

In the next theorem we derive the optimal measure in the robust representation of T under
differentiability assumptions. Since ®, F, G, H are convex, they possess subderivatives ¢, f, g, h,
that is, ¢ is a function from [0, c0) to R such that

D(z) — B(x) = (2 — x)p(x)

for all z,z > 0,

and similarly for F,G and H. The functions ¢, f, g, h are in general not unique. But in any
case, they are increasing and therefore measurable. If the function F' jumps to oo at zp < oo,
then f is only defined on the interval [0, zp]. In the proof of Theorem 5.5 we make use of the
following relations. They are special instances of Young’s inequality.

O(x) > ay — V(y) and O(z) =¢p(x)r—TYop(x), =z,y=>0
F(z) > xy— F*(y) and F(z)= f(x)x — F*o f(z), z€[0,2p],y>0
G(x) > 2y — G*(y) and G)=g(x)r —G og(x), z,y>0
H(z) > xy— H"(y) and H(x) =h(z)r —H*oh(zx), xz€R,y>0.

We also need the following well-known result. For the convenience of the reader, we provide a

short proof.

Lemma 5.4 Let X € M®\ {0}. Then the random variable

sign(X) ¢ <H|)§(|| )

Y = Es [ﬁ«p (“')?(ni)]

belongs to LY and satisfies |Y |5 = 1 as well as Ep [XY] = || X||g-

18



Proof. Note that z¢(x) < ®(2z) — ®(z) < &(2x) for all z > 0. Therefore,

L+ Ee [‘I’w <|||§|||¢>}
= me o (gl )| e vee (e )|

(5.15) - [\’;(HL 7 (II‘;(IILH < [0 (211‘2?”'@)} <o

This shows that ¢ ( |‘XH ) belongs to LY. Furthermore, we have

b |70 (s )] < B 0208 [woe ()| < 1es [ ()]

for all Z € L® with ||Z| s < 1. Together with (5.15), this implies

H‘”(ngn'@) P[n';(n'@ “’(rg\'@)]’

and therefore, ||Y]|3 = 1. Ep [XY] = || X||4 is clear.

Theorem 5.5 Assume (FGH1) and (FGH2). Let X € M?® and sx € R such that
T(X) = F([H(sx = X)llg) —sx -

If the mapping
s F (| H(s — X)|lg)

is differentiable at sx, then
T(X) = Egy [-X] - T (Qx)

or the probability measure Qx € DY given b
Y g Yy

H(SX X)
dQx _ <||H<sX X)uG)h(SX X)
dIP) S — X
EP[ (ust 75 ) Msx = X}
Furthermore,
1d
T#(Qx) = Er [nH*<n @Xﬂ P ()
for
H(Sx—X)
_ g<7\\H(SX X)HG) c [G"
"5 [ <7H(Sx X) )h(s —X)] ’
P H(sx—X)[le X
and

Inlle = £ (1H(sx = X))
where 5& is understood to be 0 on the set {dQx /dP = 0}.
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Proof. Denote
zo = [H(sx —X)l¢
g (et
B | e oie s (meesens)|

¢ = h(sx —X).

Y =

We first show that the random variable Y ¢ belongs to LY. This follows if we can show that
(5.16) Ep[Y(Z] < oo forall Ze M?.

Indeed, if (5.16) holds, then Z + Ep[Y(Z] is a positive linear functional from M?® to R. By
Theorem 4.2(i), it must be continuous. Hence, Y ¢ € LY since (LY,].]|5) is the norm dual of
(M®,|.ll)- To show (5.16), we note that sx — X + sz¢Z is in M?® for all s € R. Therefore, it
follows from Lemma 5.1(i) that H(sxy — X + szZ) /o is in M€ for all s. Hence, by convexity,

we obtain
Ep [g <H(5X_X)> h(sx — X)Z]

Lo

< B [G <H(SX—X+330Z)> _G<H(SX—X))] < .

To o

and (5.16) is proved. Moreover, since H(sx — X) belongs to M¢, it follows from Lemma 5.4
that

(5.17) YVisin LE, |Y|& =1, and Ep [H(sx — X)Y] = ||[H(sx — X)| & -
Thus, we get for all s € R,

(5.18) F(H(s = X)llg) —s

fwo) [H(s = X)llg = F* o f(xo) — s

f(wo) Ep [H(s = X) Y] = F" o f(x0) — s

f(@o)Ep [{C(s = X) = HY(Q)} Y] — F" o f(xo) — s

Ep [f(20) Y ¢ (s = X)] = Ep [f(20) Y H*(C)] = F" o f(z0) — s,

with equality for s = sx. (5.19) is an affine function of s which is below the convex function
(5.18). For s = sx, the two are equal, and by assumption, (5.18) takes its minimum and is
differentiable at sx. Therefore, (5.19) must be constant in s. This shows that % = f(zo) Y (¢
defines a probability measure Qx € DY. It can be written as

(AVARAVARIV]

(5.19)

dox 9 (EeRg) Mex — %)
dP Ep [g (%) h(sx — X)} ’

which implies

EIP[ H(sx—X) ( H(sx—X) )]

H(sx —X)g 9 \THsx —X)I]
f(wo) = XH(sfo) - i
Ep {9 (HH(Sx—X)HG) hisx = X)]
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Hence,

e ]
and it follows from (5.17) that 7 is in LY with norm ||n||f; = f(=z) and %% = (. By (5.19),
we have

= f(z0) Y,

T(X) = F(1H(sx = X)) - 5x = By X1~ Be 1" (2 2)] = 7 Il

Thus, it follows from Theorem 5.3 and the definition (4.2) of the minimal penalty function that

1dQx

T#(Qx) < Ep [ﬁH* <77 7P

):| + E” (HT/H*G’) = EQX [_X] - T(X) < T#(QX)a
and the proof is complete. O

5.3 Special cases of transformed norm risk measures
5.3.1 H(z)=ax"
If the function H is of the form H(x) = z™, then

(5.20) T(X) :r;éiél{F(H(s—X)JrHG) — s}

is a measure of the shortfalls (s — X)*, s € R, the function ® equals G, and

" /0 ifo<y<1
H (y)—{ oo ify>1
Therefore, it follows from Theorem 5.3 that T#(Q) = F* (||Q||%;). Moreover, if
T(X) = F ([[(sx = X) ") - sx

for some sx € Rand s — F (||(s — X)) is differentiable at sx, then it follows from Theorem
5.5 that
T(X) = Eg, [-X] - T#(Qx)

fi
or ( (stX)+ )1
dQx _ I \Tex—X)Flg ) ~{X<sx)
dP (sx—X)* ’
Ep [g (||(5XX—X)+||G) 1{X<sx}}
and

T#(Qx) = F* (1Qx1&) = F* o f ([|(sx = X)) -

If F(z) = 128 and G(z) = 2P for parameters (a, 3,p) in (0,1) x {1} x [1,00) or (0,00) X
(1,00) x [1,00), then (5.20) becomes

(5.21) T(X) :ggﬂg{; }|(3—X)+H§—s} .
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For (o, 3,p) € (0,1) x {1} x [1,00), (5.21) is a coherent risk measure on LP with minimal
penalty function

p

0 if Q, <
p—1

Q) = { o if Q) >

In particular, for 3 = p = 1, (5.21) is the so called Conditional-Value-at-Risk or Average-Value-
at-Risk; see Rockafellar and Uryasev (2000, 2002) or Follmer and Schied (2004).
If (a, B,p) € (0,00) X (1,00) X [1,00), then (5.21) is a convex monetary risk measure on LP
with
p g

#(Q) = d Y R _ d-1pl—d -1
THQ =clQly . whereq= P d= P o= atlgia,

,  where ¢ = € (1,00].

Q=R |

5.3.2 G(z)=uz:
For G(z) = z, we have ®(z) = H(z) — H(0), M® = L', L = L*> and the conditions (FGH1)
and (FGH2) reduce to

(FH1) F(H(x)+¢)<oo forsomexz € R ande >0
(FH2) lim {FoH(z) -z} =o00.

The corresponding transformed norm risk measure is of the form

T(X) = min {F (Bs [H(s — X)]) - s} .

and if follows from Theorem 5.3 that

@ = i {5 o (S2)] < )

nelP,m>Q
1dQ
= min {EBp |yH* (-Z2) |+ P
i e o (L) |+ 7w}

where the second equality holds because yH is increasing, and (yH)* = yH* (§> decreasing

iny>0. If
T(X) = F (Ep[H(sx — X)]) — sx

for some sx € R and the mapping s — F (Ep [H (s — X)]) is differentiable at sx, then it follows
from Theorem 5.5 that
T(X) = Eqy [-X] - T#(Qx)

for the measure Qx € DY given by

dQx  h(sx = X)

dP EP [h(SX — X)] '

and
H* (h(sx — X))

Ep [h(sx — X)) ] e (Eﬂ» W; = X)]) |

T#(Qx) = Er [
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5.4 Transformed loss risk measures

For F(x) = G(x) = z, the transformed norm risk measure T reduces to a transformed loss risk
measure of the form
(5.22) L(X) = miﬂl{} {Ep[H(s — X)] — s}

se
on the space M® for ®(z) = H(x) — H(0). But now, we can relax the restrictions on H a bit.
Instead of requiring it to be non-negative and satisfying (FGH2), we can assume that it is an
increasing, convex function from R to R such that

(H) lim {H(z) -z} =o0.

|z|—o0

Then, (5.22) is still a real-valued convex monetary risk measure on M®. By (5.2), we obtain
for Q € DY,

L#Q) = sup {E]p [C@X]—EP[H(X)]}

XeMm® dIP)

(-} - r ()]

The second equality follows from Beppo Levi’s monotone convergence theorem because the
supremum can be taken along a sequence of X such that %X — H(X) is increasing.

If X € M® and sx € R are such that L(X) = Ep [H(sx — X)] — sx and the mapping
s — Ep[H(s — X)] is differentiable at sx, a simplified version of the proof of Theorem 5.5
yields that

(5.23) = FEp

dQx
defines a probability measure Qx in DY which satisfies
L(X) = EQX [_X] - L#(QX) )
and
L#(Qx) = Ep [H* (h(sx — X))] .

If H*(1) = 0, the last expression in (5.23) is an f-divergence after Csiszar (1967) and can be
interpreted as a distance between Q and P. Duality results similar to (5.23) have been proved
in Ben-Tal and Teboulle (1987) and Schied (2006).

If, for example,

1
H(z) = 7 exp(fx — 1) for a positive parameter 6,

then )
H*(y) = 5ylog(y) :

and (5.22) is the entropic risk measure

p(X) = 5 log (Be lexp (~6X)]) , X € M?,
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whose minimal penalty function equals the relative entropy

Q) = ~E [d@log (dQ)] . QeD’.

0 dP dP
= 6 1
H(x) = §(m+)2 + % for a positive parameter 6,
then 1
H'(y) = 55" = 1), y>0,

and (5.22) is the negative of the monotone hull of a mean-variance preference functional

p(X) = Iggﬁl{gEP [((8 —X)+)2} - 8} + 2*19’

whose minimal penalty function is the Gini index

#0) = L dQ\* | _ 1
p(Q)_QOEPKdP) 1]_29EP

see, for instance, Maccheroni et al. (2007).

References
Artzner, P., F. Delbaen, J.M. Eber, and D. Heath (1997): Thinking Coherently, RISK 10,
November, 68—71.

Artzner, P., F. Delbaen, J.M. Eber, and D. Heath (1999): Coherent Measures of Risk, Math.
Finance 9(3), 203-228.

Ben-Tal, A., and M. Teboulle (1986): Expected Utility, Penalty Functions, and Duality in
Stochastic Nonlinear Programming, Man. Science 32(11), 1445-1466.

Ben-Tal, A., and M. Teboulle (1987): Penalty Functions and Duality in Stochastic Program-
ming via ®-Divergence Functionals, Math. Oper. Research 12, 224-240.

Biagini, S., and M. Frittelli (2006): On Continuity Properties and Dual Representation of Con-
vex and Monotone Functionals on Frechet Lattices, Working Paper.

Carr, P., H. Geman, and D. Madan (2001): Pricing and hedging in incomplete markets, J. Fin.
Econ. 62, 131-167.

Cheridito, P., F. Delbaen, and M. Kupper (2004): Coherent and Convex Monetary Risk Mea-
sures for Bounded Cadlag Processes, Stoch. Proc. Appl. 112(1), 1-22.

Cheridito, P., F. Delbaen, and M. Kupper (2006): Coherent and Convex Monetary Risk Mea-
sures for Unbounded Cadlag Processes, Finance and Stochastics 10(3), 427-448.

Cherny, A. (2006): Weighted VQR and its Properties, Finance and Stochastics 10(3), 367-393.

Csiszar, 1. (1967): On Topological Properties of f-Divergences, Studia Sci. Math. Hungarica
2, 329-3309.

24



Delbaen, F. (2000): Coherent Risk Measures, Cattedra Galileiana. Scuola Normale Superiore
di Pisa.

Delbaen, F. (2002): Coherent Risk Measures on General Probability Spaces, Advances in Fi-
nance and Stochastics, 39-56, Springer-Verlag, Berlin.

Delbaen, F. (2006): Risk Measures for Non-Integrable Random Variables, Working Paper.

Edgar, G.A., and L. Sucheston (1992): Stopping Times and Directed Processes. Cambridge
University Press.

Fan, K. (1953): Minimax Theorems, Proceedings of the National Academy of Sciences 39,
42-47.

Filipovi¢, D., and M. Kupper (2007): Monotone and Cash-Invariant Convex Functions and
Hulls, Insurance: Mathematics and Economics 41(1), 1-16.

Follmer, H., and A. Schied (2002a): Convex Measures of Risk and Trading Constraints, Fi-
nance and Stochastics 6(4), 429-447.

Follmer, H., and A. Schied (2002b): Robust Preferences and Convex Measures of Risk, Ad-
vances in Finance and Stochastics, 39-56, Springer-Verlag, Berlin.

Follmer, H., and A. Schied, (2004): Stochastic Finance: An Introduction in Discrete Time.
Second Edition. Walter de Gruyter Inc.

Frittelli, M., and E. Rosazza Gianin (2002): Putting Order in Risk Measures, Journal of Bank-
ing and Finance 26(7), 1473-1486.

Frittelli, M., and E. Rosazza Gianin (2004): Dynamic Convex Risk Measures, Risk Measures
for the 21st Century, Chapter 12, Wiley finance.

Frittelli, M., and E. Rosazza Gianin (2005): Law Invariant Convex Risk Measures, Adv. Math.
Econ. 7, 42-53.

Jaschke, S., and U. Kiichler (2001): Coherent Risk Measures and Good Deal Bounds, Finance
and Stochastics 5(2), 181-200.

Jouini, E., W. Schachermayer, and N. Touzi (2006): Law Invariant Risk Measures Have the
Fatou Property, Advances in Mathematical Economics 9, 49-71.

Kratschmer, V. (2005): Robust Representation of Convex Risk measures by Probability Mea-
sures, Finance and Stochastics 9(4), 597-608.

Krokhmal, P.A., and R. Murphey (2006): Modeling and Implementation of Risk-Averse Pref-
erences in Stochastic Programs Using Risk Measures, Robust Optimization-Directed Design,
95-116, Nonconvex Optim. Appl., 81, Springer, New York.

Kusuoka S. (2001): On Law-Invariant Coherent Risk Measures, Advances in Mathematical
Economics 3, 83-95.

Maccheroni, F., M. Marinacci, A. Rustichini A., and M. Taboga (2007): Portfolio Selection
with Monotone Mean-Variance Preferences, Working Paper.

Rockafellar, R., and S. Uryasev (2000): Optimization of Conditional Value at Risk, Journal of
Risk 2(3), 21-41.

25



Rockafellar, R.T., and S. Uryasev (2002): Conditional Value-at-Risk for General Loss Distri-
butions, Journal of Banking and Finance 26(7), 1443-1471.

Rockafellar, R.T., S. Uryasev, and M. Zabarankin (2006): Generalized Deviations in Risk Anal-
ysis, Finance and Stochastics 10(1), 51-74.

Ruszczyniski, A., and A. Shapiro (2006): Optimization of Convex Risk Functions, Math. Op.
Res. 31(3), 433-452.

Schied, A. (2007): Optimal Investments for Risk- and Ambiguity-averse Preferences: A Duality
Approach, Finance and Stochastics 11(1), 107-129.

Staum, J. (2004): Fundamental Theorems of Asset Pricing for Good Deal Bounds, Math. Fin.
14(2), 141-161.

Zalinescu, C. (2002): Convex Analysis in General Vector Spaces. World Scientific.

26



