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Abstract

In these notes we review through simple examples recent results on models for insider trading
based on the theory of enlargement of filtrations and on anticipating calculus. In particular,
we concentrate on the case of strong type of insiders. That is, insiders that have additional
information in the a.s. sense. We explain how to treat the utility maximization problem for
insiders in order to obtain models where the utility is finite. In the anticipating framework, we
introduce models where the signal of the insider can not be revealed to the small trader even
though the insider has an effect on the price (large trader effect).
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1 Introduction

These notes are result of a short course delivered as part of a “cours de formation pour la recherche”
at CREST during november-december of 2004. The goal of these lectures were to introduce young
researchers and Ph D students to this area of research. I have decided to keep the spirit of the
lectures in these notes although some of the concepts and results may seem to be repetitive through
the text or may be well known to the advanced researcher.

The format throughout the text uses examples with concrete answers, in order to give the basic
ideas behind the general results and the proofs, rather than the full generality and (sometimes non-
trivial) technicalities that can be seen in the research papers mentioned in the references. We do
this on the risk of becoming overly trivial but hopefully very clear in what the goals and the used
techniques are.

These notes do not assume any previous knowledge of mathematical finance and they are largely
self-contained. They do assume knowledge of basic stochastic calculus. In particular, I have decided
to introduce discrete time models as an approximation of their continuous counterparts for two
reasons: The first is to introduce various concepts through their discrete time counterparts. Most
importantly, the second reason is to introduce the anticipating type models where the discrete
counterpart becomes essential to understand the meaning and the difficulties in this setup.

These notes are designed to be read in two levels. The objective of the main line and first level
of discussion is to give a brief overview of the theory. In a second level, we give more details and
properties trough exercises which may assume more knowledge of stochastic calculus. Most of them
are solved at the end of this survey. While I do not considered all of them to be trivial, I think they
are useful for the person that wants to deepen his/her knowledge about this area of study. Still,
part of the material appears here for the first time.

*This research was partially supported with grants BFM 2003-03324 and BFM 2003-04294.
Keywords: Asymmetric markets, utility maximization, enlargement of filtrations.



I have not tried my outmost to add historical notes or to put rightful due to each statement
appearing in the text and probably many references may be missing. I apologize for all historical
imprecisions and my ignorance in the exposition.

I would like to thank Nizar Touzi for inviting me to deliver these lectures and for his trust in my
completing these notes. Also thanks to all the people who participated in the course with interesting
comments, remarks and questions. In particular to Monique Jeanblanc for her careful review of a
previous version of these notes.

This article deals with the modelling of financial markets where agents may have different infor-
mation. That is, agents observe the same prices but their filtration may differ due to some extra
information that has been obtained in some other fashion. In such a setting the natural mathematical
question is what are the basic process properties when such change of filtration takes place.

This will take us naturally to the enlargement of filtration problem: That is, does a Wiener
process remain a semimartingale in a larger filtration than the one generated by the process itself?
In general, the answer to this question is negative but Jacod’s theorem will tell us some cases when
the answer is affirmative. The restriction of this theorem is that the only information allowed is the
one given by a single random variable. So one of the goals of the present lectures is to try to show
a possible route leading to the introduction of flows of information as possible differences between
agents.

Another issue that we want to treat is that from the financial modelling point of view, there
are insiders of two types. The first, called unlawful insiders are the agents that trade using the
information they possess without any risk. In our theory these insiders will become infinitely rich.
This situation corresponds to the typical application of Jacod’s theorem.

The second, are insiders which try to hide the fact that they possess this perfect information or
either their information does have some risks and therefore our search will be for models where utility
is finite. We will try to concentrate on this type of insiders. Nevertheless not only for historical but
rather for educational reasons we will have to review the theory of unlawful insiders.

We will first introduce the logarithmic utility optimization problem for the classical investor (the
so called Merton problem), then we will introduce a first example of insider which knows exactly
the price at the end of a time interval. This example is a first example of insider where the agent
will make an infinite amount of money and there is arbitrage in the model.

Then we will give various alternatives in order to obtain finite utilities in models based on the
Wiener process. Next we will show that without these modifications the optimal logarithmic utility
of the insider is finite in the case of markets with jumps. This effect is due to the high risk imbedded
in such models.

Next we will move into the study of insiders as large traders which will need in a natural manner
the introduction of anticipating integrals. In particular, we will use the notion of forward integrals
as defined by Russo-Vallois. With these models we will show that there is the possibility that the
insider influences the prices but still the price information does not reveal its information to the
traders.

2 The small investor problem

We will mainly consider the one dimensional setting to simplify the notation unless stated otherwise.
The set-up will be the same for the discrete and continuous time cases. For this, we start considering
a one dimensional Wiener process W = {W(¢),0 < t < T} and a compound Poisson process
Z(t) = Z;N:%) X; where N is a simple Poisson process with intensity A and X;, ¢ = 1,... are i.i.d.
r.v.’s with density function f such that E(e*) < oo. These processes are defined on a complete
probability space (2, F, P). We denote by (]:t)te[o,T] the natural filtration generated by the Wiener
and the compound Poisson process and the sets of P-measure zero.

Suppose that {S(¢);t € [0,T]} is a positive stochastic process defined on (2, F, P). This process
models the stock price. In the discrete time setting we suppose that trading only takes place at



discrete times 0 = tg < ... < t,, = T. Then the model for the price will be
log(S(ti+1)/S(t:)) = p(ti)(tivr — i) + o (t)(W(tig1) — W(t:)) + (Z(tiy1) — Z(t:)) (1)

where p(t) and o(t) > ¢ > 0 are two (F;)icjo,r)-adapted cadlag bounded processes.

The small agent who has as information at time ¢ all the F;-measurable r.v.’s makes his investment
decisions based on these r.v.’s. Another agent, called the insider, observes the same process S but
he/she holds as information a bigger filtration G than the small agent (that is, G D F). Both
investors are price takers. That is, none of them can change the value of S by using his/her trading
strategies.

Nevertheless, insiders are usually large traders as they can change the price dynamics with his/her
trades. This is another aspect of this area of research which is of interest. We neglect this aspect in
the first part of our exposition (for more on this, see Section 11)

We start giving a brief exposition of the classical Merton problem for the small investor. That
is, what is the optimal portfolio policy that a small investor should choose in order to maximize
his/her utility.

Suppose that the small investor starts with a wealth of Vj units of money and chooses a F-
adapted policy p(t) = (po(t),p1(t)), where po(t) denotes the money invested at his/her bank account
at time ¢ that gives an interest rate of r, and p;(¢) denotes the number of shares held at time ¢.
Suppose that we only allow trading at time points {0 =tg < t; < ... <t,, = T}. That is, p is a step
process

n—1
p(t) = Z p(ti)]‘(ti,ti+l] (t)
=0

An investment policy p is allowed for this investor, besides other technical conditions to be established
later, if it is self-financing. That is, if the investor can change p(;) to p(¢;+1) by using the proceedings
of selling all his assets. Therefore, the self-financing condition is pg(tg) + p1(£0)S(to) = Vo and for
i=0,..,n—2

Poltis1) + p1(tiv1)S(tivr) = pots)e™ 1) + py () S (tigr)- (2)

That is, every sequence of possible vectors p(t;); ¢ = 0,...,n — 1 have to satisfy the above n — 1
equations. In fact with these restrictions the investor has only the freedom to choose pi(t;), ¢ =
0,...,n — 1. All the other variables po(t;), ¢ = 0,...,n — 1 are determined by the self financing
equations (2). In fact, we have the following result which is easy to prove.

Lemma 1 Given an initial wealth Vi, then for every sequence of real values p1(t;), i =0,...,n—1
there exists a unique sequence of values po(t;), i = 0,...,n — 1, such that the vectors p(t;) for
1=0,....,n—1 form a self-financing policy.

Now we can define the wealth of the investor as V (t) = V" (t) = po(t) + p1(t)S(t) where po(t) =
po(t;)e"t=t) for t; < t < t; 1. With this condition one can rewrite the wealth as the sum of
earnings/losses for each interval [t;,¢;41]. That is, if the initial wealth of the small investor is V;
then

V() = Vo+i(f/ (tj1) =V (t))) (3)

Vot 3 (palt) (70— 1) 1) (STtp00) — 506,)
j=0

= V(ti1) +po(ti-1) (er(t"—t*‘l) - 1) +pi(ti-1) (S(t:) — S(ti-1))

Note that the above formula is valid without any assumption on the model for S. The next restriction
we will impose on the actions of the investor is that we will not allow uncovered losses (sometimes
called the no-borrowing condition or tameness condition when written in a more general form). That
is, p should satisfy that V(¢) > 0 for all ¢t € [0, T].



Exercise 2 Suppose that the support of the law of S(t) is (0,00) for all t € [0,T). Prove that

V(t) >0 for allt € [0,T] if and only if po(t) > 0 and p1(t) > 0 for all t € [0,T].

This exercise proves that the no-borrowing restriction is quite strong for markets with transac-
tions in discrete time. Nevertheless this will not be so in continuous time.

Now we have to discuss if there is the possibility for the small trader to make money without
any risk. For this, we define discounted wealth process V(tl) = e "V (t;), i = 0,...,n and the
discounted stock price process S(t) = e~ S(t).

Definition 3 We say that there is the possibility of arbitrage for the small trader is there exists a

policy p = (po,p1) such that P(V(T) > Vy) =1 and P(V(T) > V) > 0.

So far we have not made any use of the particular form of S. Now we will use equation (1) to
prove that there is no possibility for arbitrage.

Proposition 4 There is no possibility of arbitrage for the small trader in the space of admissible
strategies

n—1

A(T) = {p(t) = Zp(ti)l(ti < t <tit1);adapted E|po(ti)| + [p1(t:)|] < o0, i =0,....,n —1}.
i=0

Proof. First note that for p € A(T'), we have that F “A/(tz)’ < oo forall i =1,...,n. Given that

(W(tiy1) — W(ti))?;ol is a Gaussian vector we can perform the following change of measure

ap ~ P £ 2

aQ (_"Zl 20(t:) (W (tig1) — W (t:)) + 0(t:)% (tisy — m) |

with
0(t;) = olt;) " (u(ts) —r + ME(e¥) - 1)).

With this change we have that V is a discrete time martingale in (2, F, Q). That is,

EolV(tis1) / Fil = V(t:).

In fact,

EQ[V(UH)/EJ =V(t) <1 + 7 (t:) (EQ

Furthermore using the change of variables theorem and the moment function for a Gaussian r.v.
and a compound Poisson r.v. we have that

S(tit1) F
S(t) “

~ e ("(”“;‘” +0(6) (07 (1) = W(8)) = ACB(X) = Dt — 1) + Z(0) - 20|

=1

Here W denotes a new Gaussian r.v. obtained after the change of variables.

Therefore e "7 Eq[V(T)] = Eq[V (tn)] = e "TVy. Therefore arbitrage is not possible because
otherwise we will have that Eq(V(T)) > Voe'l. =

The above proof is just a discrete version of a similar proposition in continuous time. In fact, we
propose the following alternative proof.



Exercise 5 Write the limit of the above measure Q) as the partition size max{tiH —t;;1=0,...,n—1}

goes to zero. Use Girsanov’s theorem to find the equation satisfied by log(S(t)). Prove that S is a
martingale under this measure.

Exercise 6 Write an argument using stopping times to prove the above proposition without the
assumption E [|po(t;)| + |p1(t:)]] < o0, i =0,...,n— 1.

Exercise 7 Show that the change of measure used in the proof of Proposition 4 is not unique.

Define Ty = inf{t € [0,7];V(t) = 0}. Then V(s) = 0 for all s > T,. Suppose that V(s) > 0
for s < t;_; then we introduce the change of variables 7(t) = %(f)(t) for ¢t < t;_1. The variable 7
represents the fraction of wealth invested in stocks. 1 — 7 represents the proportion invested in the
bank account. Negative values of 7 are in general interpreted as loans of shares to the investor to
be invested in the bank account.

This reduction of variables means that the investor can choose the values of 7 (¢;) for i = 0,...,n—1

so as to maximize his wealth. With these changes of variables one has that

_ _ s S(ti)
) =V(ti—) [ 1+ (1 —7w(tie r(ti—ti-) _q i Yo —1)). 4
Vit = V(e (14 (1= nltea) (o )it (s 1)) @
Therefore the no-borrowing condition takes the form

S(t; I o

One has trivially that if w(t) € [0, 1] for all ¢ € [0,T] (no borrowing of stocks or from the bank is
allowed. Try to link this with Exercise 2) then the no-borrowing condition is always satisfied.
Equation (4) leads to a linear difference equation that can be solved by induction. One obtains

that .
V) = Vo H (1 + (1 - 7(ty)) (er(tj“_tj) - 1) + () (w - 1)) .

J=0

V satisfies the following linear difference equation which can also be solved by induction:

V(t) = Vo + 3 Vty)n(ey) (S e 1) o)

oy — v TT (1w min [(Stix)
V(tl)_vojzo <1+ (g)( 5 1))

We will now take limits in the above arguments and in the same way as it is done in any
introductory course on stochastic calculus, one obtains the Ité stochastic integral and the above
arguments about the non-existence of arbitrage can be carried out similarly.

In fact, one has that S is a semimartingale and that if we consider 7w to be a predictable process
then one can consider the limit of the equation (5). We obtain the wealth equation for continuous
time trading (we will return to this issue in sections 9 and 12). This gives

V()= Vo + /0 Wdﬁ(s). (6)

Note that there is a slight abuse of notation as we are using the same notation for the approximative
wealth in equation (5) but it should be clear from the context if we are talking about the discrete
time approximation or the continuous one above.

Exercise 8 Prove that the limit of the sequence V is the solution of the above linear equations under
enough conditions on S and .



This is a linear equation in V which can be explicitly solved. In the case that S has jumps
the next calculation is a bit different (see Section 9). For this reason and to compute explicitly an
optimal portfolio we take a particular continuous model for the stock price S. In what follows we
further simplify our model and assume that the stock price is the geometric Brownian motion given

b
' S(t) = S(0) exp (< /O ") — ;02(5)) ds + /O t a(s)dWs>

where p is the mean rate of return and o > ¢ > 0 is the volatility of the stock price which are
uniformly bounded and adapted to the filtration generated by the Wiener process completed with
respected to P. The process S also satisfies the linear equation

S(t) = S(0) + /0 u(s)S(s)ds + /0 o ()5 (5)dW ().

In such a case, equation (5) becomes

V() = Vo + /O V(s)(u(s) — r)m(s)ds + /O o (5)m(s)V (5)dW (s). (7)

This stochastic linear equation has an explicit solution given by

V(1) = Vo exp ( / t ((t6) = rynte) - éo%s)w(s)?) a5+ [ t a(s)w(s)dw<s>) @

Note that the restriction on the policy 7 € [0,1] has disappeared. For any value of m, V; > 0 for
any ¢ € [0,T]. This will be further explained in section 9.
The small investor desires to optimize his/her portfolio policy by considering the problem

max  [log(V (1))] (9)
where the logarithmic function is used as a utility function. This particular utility function is used
because the calculations to follow will become explicit. Note the inverse relationship between the
logarithmic and the exponential function in (8) and (9). In what follows 7 € F is a shorthand for =
is F-predictable process.

Other utility functions can also be used (see Exercise 12). Also note that if in the discrete time
model we had Ty < ¢ with positive probability then the E(log(V (¢)) is defined as —oo therefore not
giving the optimal value (Exercise: propose a portfolio with bigger value than —oo and compute its
expected utility explicitly.). We now give an informal argument to obtain the optimal portfolio. A
formal approach is given in the exercises.

To find the optimal portfolio solving the Merton problem (9) we note that if £ fot m(s)?ds < oo
then

E [log(f/(t))} = log(Vo) + E Uot <(u(5) —r)a(s) — 502(5)77(5)2) ds + /Ot U(S)W(s)dW(s)}

—tog(vi) + | t ((006) = ryr(e) = g (epm(o)? ) s

as E Uot a(s)ﬂ'(s)dW(s)} = 0. This expression says that the utility of the portfolio 7 is determined

by the value of f,(m) = (u(s)—r)m—10?(s)w2. This is a strictly concave function with domain 7 € R.
Therefore its maximum value is obtained by differentiation. That is, fi(7) = (u(s) —r) —o?(s)T =0
and therefore the maximum value is given by 7*(s) = "[fg)(s‘)” That is, the solution of Merton’s
problem says that the small investor has to keep the Sharpe ratio of his investments in stocks
constant through the life of his investment.




Exercise 9 Compute the mazimum utility given by the optimal portfolio m*(s) = “;2)(;{ and write
the explicit expression in the case that p and o are constants.

Exercise 10 Prove that within the class A(t) = {7 : 7 is F-adapted, E [f(f w(s)gds} < oo} the

portfolio w(s) = “;328_; is the optimal portfolio for the problem max,c 4 Elog(V (¢)).

Exercise 11 (Cont.): Prove that the above portfolio is also optimal in the class {m : 7 is F-adapted,
fot n(s)%ds < o0 a.s. and E {log(f/(t))} < o0}
Exercise 12 Use Girsanov’s theorem to find the optimal portfolio for the problem max c 4, E [V(t)e}

for 6 € (0,1). Show that the problem has no finite solution if 6 ¢ (0,1). Define the set Ay.

An issue that is important to discuss before continuing with the optimization problem for the
insider is the issue of arbitrage: Can the investor make money without risking any loss?

Definition 13 We say that there is arbitrage in the market if there exists a self-financing portfolio
7w with P(V(T) > Vo) =1 and P(V(T) > V) > 0.

A well known related theorem is

Theorem 14 If there exists a measure (Q ~ P such that under @, S is a martingale then there is
no arbitrage for self-financing portfolios 7 satisfying fOT(TF(S)V(S))QdS < 00 a.s..

Exercise 15 Prove that the assumption of the previous theorem is satisfied with

dQ L[t (uls) = r\? /tms)—r
= = - - aw .
ar =P ( o[ (ot o o
Now we start to consider the same utility maximization problem but for the insider agent.

3 The portfolio problem for the insider. A toy example

To simplify our discussion suppose that the insider has as additional information the value of a
random variable I = S(T') € Fp. This is equivalent to knowing Wy. This example is a "toy”
example because it is hard to think of a real example where an insider knows exactly the value
of S(T). Nevertheless this example will give us basic information that will be important in what
follows.

Exercise 16 (Lévy’s Theorem) Let M be a continuous local martingale in a filtration F such that
(M), =t. Then M is an F-Wiener process. Hint: Use It6’s formula to prove that

E [exp (i0(M; — My))/ Fs] = exp (_92@2_8)> .

Therefore the increment My — M is conditionally independent of Fs and is a N(0,t — s) random
variable.

The natural filtration for the insider is G; = F; Vo (I) (the smallest filtration satisfying the usual
conditions which contains F and o(I)).

Exercise 17 Prove that G, = Ne>00 (Fiqe Uo (D)) .

In general, it is necessary to take the above intersection as the following simple example shows.



Exercise 18 (Barlow-Perkins, also proposed in Williams [46], page 48) Let'Y; be iid Bernoulli r.v.’s
with values {—1,1}. Define X,, = [\, Y; define A = o(Y;;i > 1), B, = o(X,;r > n). Prove that
Yo € B, Vo(A) for all n but Yy is independent of (NB,) V o(A).

Under the enlarged filtration G the process W is no longer a Wiener process but still a continuous
semimartingale. Therefore we are interested in computing the semimartingale decomposition of
W = M + A where M is a G-local martingale and A is a G adapted process of bounded variation.
As the quadratic variation is still (W)¢ = ¢ then, by Lévy’s theorem M will be a G Wiener process.

We denote by P; the regular conditional probability measure of X = W(T') with respect to J;.
That is, P;(dz) = P(W(T) € dx/ F;). Explicitly in our case

_ _ ! (@ —wW(@)”
dPy(x) = pr—+(Wi, z)dx = T D) exp ( ) dx

Theorem 19 The semimartingale decomposition of W in G is given by

Y RGELTH o

where W is a Wiener process in the initially enlarged filtration G in the interval [0, T).

Proof. We compute E([W(t) — W (s)/Gs] for t € [0,T) and ¢ > s. The objective is to obtain
an expression of bounded variation which will become the compensator of the process W in the
enlarged filtration.

Alternatively we will compute for a measurable bounded function f and a Fs; measurable r.v.

B0V () - WSV = E |80 - W) [ fwanon]

= B[O - W) [ 1@r Wi ajian,].

Applying Ito’s formula to (W (u) — W(s))pr—o(Wa, ), u € [s,t] and using that pr_; solves the heat
equation dpr—¢(y, ) + 02pr_+(y,z) = 0, we have

E[(W(t) = W(s))f(W(T))hs]

_E { / (@) ( / pra(Was )+ (W () — W (5)) By e (W (), 2)dW (1)

+/St Oypr—u (W (u), m)du) dmhs]
=E]ﬂmf%wumwmwwm4

=E//famwa<mwmwwmmm}

—F /awmnu ()W@mmm]
Therefore by a den51ty argument, one has
E{ /Glong u ))du gs]
As By log(pr—u(W (u), W(T))) = WILW) ¢ G, then W(t) = W(t) — [y WM gy s a G-
continuous martingale with (W); = (W), = ¢ and therefore by Lévy’s theorem one has that W is

a G-Wiener process in [0, 7). We then define W (T') = lim;_ W (t) and all above properties follow
for the closed interval [0,7] as E [IOT ‘w du} <o m




Exercise 20 Prove that E {fOT ’w
oo for all r > 0.

s I
du} < o0 if and only if r € [0,2) while E HfoT Wdu‘ } <

The methodology shown in Theorem 19 can be generalized much further in various directions.
Some of them are shown in the following exercises.

Exercise 21 Prove that {W(t);t € [0,T]} and W(T) are independent random variables.

Exercise 22 (Follmer-Imkeller, [15]) Prove that there exists a measure Q ~ P such that, under Q,
W(t) and W(T) are independent.

Exercise 23 (Harnesses) For s <a <b<T, prove that

Wa—Wb WT_WS
E|— s| = ———.
[ a—"b /g] T-s

Exercise 24 Find the semimartingale decomposition of the Wiener process if I = fOT h(r)W,dr for
a deterministic function h € L%[0,T]. Impose conditions on h so that the semimartingale decompo-

sition in the enlarged filtration is integrable.

Exercise 25 Suppose that I = X (T') where X (+) is the solution of the stochastic differential equation

X(t):x0+/0 b(X(s))der/O o (X (5))dW (s).

Here b and o : R =R are smooth functions. Then X is a Markov process. Furthermore suppose that

the transition density p:(y, x) exists, is smooth and satisfies the parabolic partial differential equation
and the inequalities

Oupe(y,2) = b(w)ypily, ) + 30(0) 0y, ) (1)

_ |z —y|? - |z — yI*
= S ) < <Cct -
ct™ " exp ( ” <pi(z,y) < exp ol

2
|0upt (2, y)| < Ct™*exp (_ |z —y| >

Ct

fort € (0,T], a,e,C >0 and x, y € R. Prove that W(t) = W (t) — fot Olog(pr—u (X (u), X(T)))du
s a (gt)te[mT)—Wiener process. Give conditions to obtain a Wiener process in [0,T]. If you know
Malliavin Calculus: 0.log(p(u,x,y)) is called the logarithmic derivative of the density.

Exercise 26 (Ankirchner) Let I = |W(T)|. Prove that the compensator in this case is given by

oo (75 et o () )

Exercise 27 Solve equation (10) in W (t) to obtain that fort <T

T—-t T

eV _ W[
0

- dw.,.
T—7r W,

Following the above theorem we have that the evolution of the stock price for the insider is

S(t) = S(0) exp ((/Otu(s) _ ;Jz(s)) ds + /Ota(s)W(s) + /Oto(u)wf;_uwudu> .



Note that the values of S observed by both the small investor and the insider are the same. Given
that the insider has some extra information about the driving process, this information should give
him /her an advantage that can be expressed through the amount of money that he can make using
this extra information. To quantify this mathematically, let 7 = {7 (s);0 < s < T} be an G-adapted
process that denotes, as before, the proportion of the total wealth that the insider invests in stocks.
Then the discounted wealth process V satisfies the equation (7). The solution of this linear equation
is

W — W 1

70 = Voosn ([ () =+ o) 2= 0m(s) = o sim(6)? ) s+ [ otsimatl(s)).

Now we compute the average utility to obtain that (using that E Uot U(S)W(S)dW(S)} =0)

E [1og(f/(t))] = log(Vo) + /O ‘B [(,u(s) 4 o—(s)W;:ZVS> (s) — 302(s)w(3)2] ds.

where 7 is G-adapted. As before, it is enough to find the maximum of the function within the
expectation. In the case of the insider agent we have to maximize

70 = () - r+ o) =2 ) 1= oo,

Note that this function is concave and the optimum is given for

#5) = 3 (,u(s) gt U(S)I/V;_:VS) .

The maximum utility is
E [1og(f/*(t))] = log(Vo) + /Ot E l%;(s) (,u(s) 4 a(s)WT_WSﬂ ds (12)
W der%log (TT—t> . (13)

o?(s)
Exercise 28 Formalize the above argument defining explicitly the class T of admissible strategies
and prove that the optimal portfolio is the one found in the previous informal calculation.

t
= log(Vp) +/ E
0

The difference in utility between the insider and the small agent is %log (%) which does not
depend on the parameters p or o. This is easily explained by the fact that the information that the
insider possesses does not depend on these parameters. In more complex models this is not expected
although a clear example is not available yet (see Example 45). This result also shows that the
additional information of the insider provides him/her with an infinite wealth as ¢ — T'. This is due
to the fact that the insider can make use of his information in all the oscillations around the value
of S(T'). Therefore this market with a small agent and an insider allows for arbitrage in the interval
[0,T]. This is natural, given the good quality of the extra information.

For any time interval [0,t], ¢ < T, it is also clear that the underlying model for the insider
becomes a geometric Wiener process with random drift. Therefore all the classical mathematical
financial theory applies. For example, option prices (which are the same as Black Scholes prices),
hedging strategies, equilibrium theory, portfolio choice theory, etc.

Exercise 29 Find an explicit arbitrage strategy for the portfolio of the insider in [0,T].

This model in the time interval [0,7] corresponds to insider trading in the sense of an agent
holding information which is prohibited by law. This point of view may be somewhat interesting if
one is interested in detecting this type of insiders.

10



Instead, we are interested in obtaining models where insiders have finite utility. In fact most
insiders are lawful actors in financial markets. So in these notes we will rather discuss how to
modify these models so as to obtain finite utilities for insiders. This line will be developed in future
sections. First, we will study the mathematical theory around these developments which are based
on enlargement of filtrations. Before that, let us propose some exercises.

Exercise 30 Find the optimal strategy for the insider for the utility function U(x) = z° for 6 €
(0,1).

Note that if one knows the value of W then W becomes a Brownian bridge.

Exercise 31 Use an alternative expression for the Brownian bridge (e.g. see page 300 in Protter’s
book) to obtain the result (12). That is, the process X defined as

X(t):a(l—;)+b;+(T—t)/otT1 dB(s)

— S

is a Brownian bridge starting from Xo = a and ending at X(T') = b for t = T. Compare this Ezercise
with Ezxercise 27 and point out what is the difference with the present approach?

Exercise 32 Compute the optimal logarithmic utility for the insider in the interval [0,t] conditioned
on the value of S(T) =z fort <T.

Exercise 33 Define u” (t,Vo) and u9(t,Vy) the optimal logarithmic utility (in [0,t]) of the small
investor and the insider respectively. Obviously as G is a filtration bigger than F we have that
ut% (x) < ub9(z). Define the fair price of the information I = W (T) as the real number p;(Vy, I)
such that u” (¢, Vo) = u9 (t, Vo — p:(Vo, I)). Prove that p,(Vo, I) = Vj (1 —4/1- %) The fair price
of information is a fraction that corresponds to how much less money we need in order to make the

same amount of wealth as the small trader. Note that pr(Vo,I) = Vi which reflects the fact that
there is arbitrage at time T .

Generalizing the previous example leads us to the theory of initial enlargement of filtration and
in particular to Jacod’s theorem.
4 Jacod’s Theorem

As before, let I be a Fr = o(W(s);s < T) adapted random variable and let P;(dz) denote the
regular conditional probability of I with respect to F;. Define G; as the smallest filtration that
includes F; and o(I) i.e. G = FVo(I).

Theorem 34 If there exists a deterministic measure n(dz) such that P,(dz) << n(dz), then W is
a G-semimartingale.

Exercise 35 Use the ideas given in Theorem 19 to give an sketch of the proof of the above theorem
if we further assume that E {fg lee(u)| du] < 0o to show that

is a G- Wiener process, where

11



In fact, it is better to try to generalize the above result without using the reference measure
1. This will become clear later. Before doing the generalization we want to introduce a further
example:

Exercise 36 Given a filtration G O F. Assume that W is a semimartingale in G and that its
decomposition is given by

¢
W, = Wt—i—/ o, du
0

with E {fot oy |2 du} < 400 a.s. for allt <T. Prove that the optimal portfolio is 7t(s) = ple)—r | o

o2(s) o(s)

and the additional utility of the insider in the interval [0,t] is given by %fot E [ai] du.

We also remark that Jacod’s Theorem as stated in [26] is in the semimartingale framework and
with slightly less stringent conditions.

5 An approach using the integration by parts formula

Jacod’s Theorem (see Jacod, [26]) is the basic tool to characterize when a semimartingale keeps this
property in a enlarged filtration and what its new decomposition is. Another way to approach this
problem is using the integration by parts formula of Malliavin calculus. We show this in the next
theorem as a way of illustration. For this reason we do not give full details in this section.

We denote by D the stochastic derivative and by 6% the Skorohod integral from a to b, the dual
operator of D in L?([a,b] x ). For a general introduction to Malliavin calculus and the notation
used here, see Nualart [37]. Now, we define a general integration by parts formula.

Definition 37 Let (I,Y) be a random vector, measurable with respect to Fr, such that there exists
a random variable H, v(I1,Y) € L*(Q) with the property that for any f € C} and A € F, it satisfies

that
E[f'(DY1a]l = E[f(I)Hyr(I,Y)14].

Then we say that there is an integration by parts formula (ibp) for (I,Y) in [u,T] and H, 1 is the
weight associated with the ibp for (1,Y) in [u,T).

Theorem 38 Let I be a random variable such that there is an ibp for (I, DyI) in [u,T]. Then W
is a semimartingale in the enlarged filtration {Fs V o(I);s < T} and

t
W, = W, +/ E[Hur(I,DyI)] FuV o(I)] du
0

where W is a Wiener process in the enlarged filtration.

Proof. First, we compute E [W;/Fs V o(I)]. For this consider for a regular bounded function f
and A € Fy

E(W, — W) f(I)1] = B [ / Dufa)duu}
_ / B (I)Dul1a]du
= /tE [f(I)Hu,T(I,DuI)lA] du

=F [f([) /tE[Hu,T(I, D 1)) FuV o(I)] duly] .

12



In conclusion we have that
t
(Wi F. v o(I)] = W, + / B Hyr(I, Dul)) Fu v o(1)] du.

This means that W is a semimartingale in the filtration {Fs V o(I);s < T} and one concludes that
its martingale part has to be a Wiener process due to the Lévy characterization theorem. m
Under certain conditions we have that the standard ibp formula is satisfied if there exists a
D Ih(:
process h such that RuTTh((z)dv € Dom(0L) and then
T D.Ih(s)

H,r(I,D,I)= —_—
u fuT Dy,Th(v)dv

dWs.

This is the formula of integration by parts using h as a localization function. The usual integra-
tion by parts formula is obtained using h = DI which leads to the Malliavin covariance matrix,
ff(DuI )2du, in the denominator of the above Skorohod integral. In such a case, if I € D?® and

-8
E {(fuT(DuI)Qdu) ] < oo then the ibp formula is satisfied for (X, D, X).

Exercise 39 Obtain Theorem 10 as a consequence of the previous Theorem.
6 Weak information approach

It is clear that we have the following probability decomposition that represents the Brownian bridge
P(WeA)= /P(W € A/W(T) = z)PV D) (dx).

That is, under the law P(W € -/W(T) = z), W is described by a Brownian bridge. Fabrice
Baudoin (see [5]) used this property to construct a "Brownian bridge” where the law of the final
random variable is any measure v ~ PW(T) That is we define

PY(W € A) = /P(W e A/ W(T) = z)v(dz).

We denote by E¥ the expectation with respect to P”. To obtain the analogue of Theorem 19 in this
setting, we compute the Radon Nikodym derivative % Let h; be an F;-measurable random

_ |7,
variable, then

2] = | gy W0 = 2 1| s vie /7 ]
Therefore )
Cf;]; s E |:d]DCIl/VV(T)(W(T))/]:t:| :

Furthermore using the same technique as in Theorem 19, we have

Theorem 40 W (t) = W (t) + fot o(u)du where W is a Wiener process in (€2, (Fi)iepo,r - P¥) and

alu) = E {W(;)_—uwu dP‘f;(T) (W(T)) / fu} E [dPCéVV(T)(W(T)) / fu] B

13



Proof. As before we need to compute E* [W(t) — W (s)/ Fs]. Instead we compute for hs a F
measurable random variable

B [(W(5) ~ W(5)) b
= B | e V) (7 (0) = W(s)

) (W
vy [ D=0, ]

=B / t —W(TT) = ZV(“) duhs}

o[ [TV ) 5] ]

— B /:E {W(T;:ZV(u) dP(‘i/://(T) (W(T))/]-‘u} E Lujvy(ﬂ(W(T))/fu} 1duhs] .

where the last equality follows directly if we consider

p| M= ) [ B | v /7 B hu]

gl W(T))E{W(T)_W(u) dv W(T))/]—'U}E[ dv (W(T))/]—'u]lhu]

El/

2P ¢ T—u  apv AP T)

[ W(T) — Wi(u dv
-5 | { ( T>_ " ( )de<T> (W(T))/]—‘u} hu]
=E W(sz : ZV(U) dPCIl/ll//(T) (W(T))hu:|

- E”_ {W(TT) - ZV(“) hu] .

The rest of the argument follows as in Theorem 19. m

Other cases where v is not equivalent to the Lebesgue measure can also be treated on a case by
case basis. The idea remains the same. The application of this result is also clear. The insider has
the information that the law of the final random variable W(T') is v. Then this restriction means
that the insider "knows” the final law of the process W(T') while the small investor thinks it is a
Wiener process.

Exercise 41 Find the optimal portfolio and the maximal logarithmic utility of the insider if the law
v is given by a N(u,0?). Find out if the utility is finite in such a case.

Exercise 42 Suppose that

EY < 00.

(210e (7)) vy

Prove that the optimal logarithmic utility for the insider possessing the information that the law of
W (T) is v, is finite. Prove that the measure v given by a N(u,0?) satisfies the above condition.

7 The entropy characterization of additional information

Here we introduce the characterization of additional utility of the insider in the interval [0,t] as
the expectation of the entropy of the conditional measure of W (T') with respect to F; obtained in

14



Amendiger et. al. [2]. To make things simpler suppose that P; ~ P! and that p;(z) = jgt, () >0
a.s. (for more on this, see Jacod [26], Lemma 1.8 and Corollary 1.11).

By the It6 representation theorem we further have that there exists an adapted process {ay(x);t €
[0,7)} such that

pe(x) =1 —&—/0 as(z)dWs.

2
Theorem 43 Assume that Efg (%(I)) ds < oo for allt € [0,T). Then the additional logarithmic
utility of the insider in the interval [0,t] is Elog p(I)].

Proof. We compute the compensator of W in G. As before, we have for a measurable bounded
function f and an Fs measurable random variable hy that

BV - WDk = B |00 - W) [ f@pe)i! @ >h]

=F / /ag (z)dP!(z )d@hs]
=E / / 2)dPy(z )d&hs]

:E/Sm()def() |

Therefore W (t) = W (t) + fg 5= (I)ds where W is a G Wiener process. Then by exercise 36 we have

2
that the additional logarithmic utility of the insider in the interval [0,t] is %E [ fot (;’)‘—(I )) ds].
Furthermore, applying Itd’s formula to log(p:(z)), we have

Ellogpi(1)] = 1 E [ / t (Z:(D)st] .

The quantity E [log p:(I [ [ pi(z) log py(x (z)d P! (x)] That is, the gain of the insider is the
expectation of the condltlonal entropy of the random variable /. m

Exercise 44 In the case u = r, apply the same reasoning as above to prove that the optimal loga-
rithmic utility of a weak insider in the sense of Baudoin is given by

B[ (e o e ovin).

Prove that this is not the case if p # r.

8 Finite utilities for insiders.

8.1 Finite number of trades.

In stock markets there are heterogenous agents with different types of information which coexist in
equilibrium. In this sense the example in section 3 does not correspond too well to the reality of the
coexistence of insiders and small investors. Nevertheless, if one is interested in detecting unlawful
insiders then the toy example in section 3 describes this situation.

Our goal in the sections to follow is to describe ways of modifying the toy example in section 3
in order that the insider attains a finite optimal utility. The most important reason why the insider
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does not achieve infinite utility in reality is that the information about S(T') is better for the insider
than for the small agent but not an almost sure type of information.

That is, we will consider a model where there is a deformation of information of the insider. We
will treat this in the next section (also see the weak information approach in [6]).

In this section, we discuss what happens when the insider is allowed to trade only a fixed number
of times up to the date T. Suppose without loss of generality that the times where transactions are
allowed are 0 =ty < t; < ... < t,—1. Then, using the formulae for wealth from section 2, we have
that

E [log(Vr)] = log(Vo) + ni /tm E [(u —r+ aW;:?/) m(t;) — ;a%(tj)?] ds.
j=0"t

Now note that the decisions of the insider can only be based on his/her information at that time.
That is, 7(t;) € Gt,. Therefore, we have to maximize

s foreon (2 ) -

As (see exercise 23)
W — W Wep — W,
E|——— =
e

Therefore the function to maximize is
Wr — Wtj I 4 2
() = (ue) =+ o9 E ) 7 = Gt
p(s)—r  Wr—W

o705 a(s)(T_;? 3 and the optimal logarithmic utility
“ J

log(Vo) + E /t ps) — v, +nz_:l GRSt/
o ————ds e
ELvo o 202(s) 29 (T —t,)
j=0 J

This quantity is finite as long as ¢,—1 < T. In fact this quantity tends to infinity as t,_1 — T,
therefore this proposed solution is only partial but it also reflects the fact that one possible way to
model insiders with finite utility is to allow them to trade only at a finite number of times.

If we want to insist on continuous trades then a possibility is to model the information of the

insider in a different fashion. This will be done in the next section. Before this, we give the following
interesting exercise.

As before the optimal portfolio value is 7(s) =

is

Exercise 45 Consider the bidimensional model
2

Si(t) = §1(0) exp ((M - O;) t4 aiWi(t))

where (W1, W?) is a bidimensional Wiener process with correlation EW?(t)W?2(t) = pt. Suppose
that the insider has as information Gy = F; V o(W(T)), but that there is a restriction on trading
only in the second asset. Find the optimal portfolio with logarithmic utility for the insider. Do the
same if the information in the market is only given by F# = oc(W?(s);s < t).

There are various other simple options to try to limit the behavior of the insider in order to make
its utility finite.

Exercise 46 Find the optimal portfolio and the maximal logarithmic utility of the insider if we
introduce the restriction © € [0,1] (no borrowing from the bank or stocks allowed) and prove that the
utility is finite in this case.

Exercise 47 Use Ezxercise 24 to prove that in the case I = fOT h(s)W (s)ds, then the optimal loga-
rithmic utility of the insider in the interval [0,T) is co. Although this example does not correspond
exactly to the average of the stock price, it does show that the utility will also be infinite if the insider
has an information on the form of an average.
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8.2 Towards a dynamic model for insider information

Another possibility to obtain finite utilities for the insider is to model the additional information
of the insider as I = f(S(T')) where f is not a bijection. This alternative modelling has also its
weak points. The most important being that the information of the insider does not improve as ¢
approaches T.

Exercise 48 Use Theorem 43 to prove that the optimal logarithmic utility for the insider in the
following cases is finite.

1. I=1W(T) > a) fora > 0.

2. I =W(T) + e where € is a N(0,1) r.v. independent of W.

This exercise shows a model which is closer to reality. The information held by the insider is
blurred by an additional noise. Nevertheless, this noise does not disappear even when ¢t = T'. This
problem also appears in the weak information approach of F. Baudoin. This is a problem related
with the fact that we are doing an initial enlargement of filtration. That is, the filtration is enlarged
only once at time t = 0.

In relation with this problem we have recently proposed a model of additional information of
the type I(t) = Wr + W/((T — t)?) where W’ is a Wiener process independent of W (see [10]).
This model contains a deformation of information through time. This is equivalent to say that the
information of the insider is S(T') exp (cW'((T — t)?)). That is, the blurring is done at logarithmic
scale. The filtration, denoted by G, is the smallest filtration that satisfies the usual conditions and
that includes F; V o(I(s);s < t).

Theorem 49 Let I(t) = Wy + W'(T —t)%) and G; = F; vV o (I(s);s <t). Then {W(t);t € [0,T]}
s a semimartingale in the enlarged filtration G and the decomposition is given by

= boI(s) - W(s)
Wt_Wt+/O Tfer(Tfs)eds

where {W(t);t € [0,T]} is a G - Wiener process.

Proof. We try a slight variant of the proofs given before. Consider for s < u <t

E [Wt - Wu‘ gs}
=E W, — W Fs Va(I(s) — W, W (T —s)?) = W (T —v)?);v < 5]
=FE[W, — W,|I(s) — W]

t—u

= T sr sy L&)

where we have used the independence of W; — W,,, Fs and o(W'((T — 5)?) — W/((T —v)?);v < )
and that conditional expectation of E(X/Y) = “<xX.Y)

Var(Y) Y for a mean zero Gaussian random vector
(X,Y). Similarly,

/ 0 (T —u)?
E[W'(T —u) )‘I(s)—WS]:Tier(TiS)g(I(s)—Ws).
o E[W—W —/t ) =Wir) g}—o
K ol T—r+(T—r)° A e
|
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Exercise 50 Prove that if 1(s) = Wy +W'((T — s)?) , then

t—u

E[We =Wl 1(s) = Wol = 57—~

g (L(s) =Ws)

using the time homogeneity property of the Wiener process. Prove that this result is also valid for
Lévy processes with finite mean.

As before we can also compute the insider’s optimal utility which gives

B [1og(f/*(t))} _ log(z) + /Ot E l%;(s) (,u(s) —r+ U(S)T _Iisj_zTMis s)9>2] ds

2 t
— 1 1
() =) 4o L / ds.
202(s) 2 ) T—s+(T—s)?
This shows that for 8 < 1, the utility for this model is finite. In fact, one can even prove that there
is absence of arbitrage therefore answering our previous question regarding the coexistence between
the insider and the small investor in the same model for the time interval [0, T].

= log(z) —&-/OtE

Exercise 51 Prove that the fair price of the flow of information characterized by {I(t);t € [0,T]}
(see Exercise 33) is given by

p(t, T, 1) = Vo (1 — exp (—;/Ot T—8+1(T—s)9ds>) :

Note that this quantity is not Vo fort =T and 0 € (0,1). This result can be interpreted as the fact
that the fair price for the insider’s information is less than the wealth of all the other market agents
which is the case in example 33.

The semimartingale decomposition for W in the enlarged filtration obtained here is a result of a
projection formula. In fact, we have the following result from Corcuera et. al [10]:

Theorem 52 Let I be an Fr-measurable random variable and assume that there exists an FVo(I)-
progressively measurable process o = {cy, t € [0,T)} locally in L', such that W, — fot asds, t €10,T)
is an F V o(I)-Wiener process with fOT law,|du < +o0 a.s., then Wy — fOtE[as|gs] ds, t € [0,T)
is an G-Wiener process and the additional utility of the insider in the interval [0,t] is given by

L'E [E [as|gs]2] du.

Proof. Since W’ is independent of Fr, then W, =W, — fg asds is a J-Wiener process, with
J=FNVol)Vao(Ws s <t))cpr)- Wehave that £ {qut] = Wt—fg E os|Gs] ds, where we can

consider an G-progressively measurable version of E (as|Gs), s € [0,T) (see Dellacherie and Meyer
(1980), page 113), and this will be an G-martingale. In fact, for 0 < s <t <T

E [E [Wt|gt} |gs} —-E [ngs} —E [E [Wtus} |gs} =E [WSIQS} :

Finally, one concludes using Lévy’s characterization theorem. m

This idea of adding a vanishing independent Wiener process is useful not only in the example
treated in Section 2, but in general in any situation where the semimartingale decomposition of W
in the enlarged filtration has an information drift which degenerates at some point.

Nevertheless one awkward point still remains: The optimal portfolios of the insider are highly

oscillating. That is, 7(s) = p — r + 0% is the optimal portfolio of the insider and
limsup,_,;m(s) = +o00 and liminf, 7 7(s) = —o0o. We will see in the next section that one way to

solve this problem is to consider riskier markets. That is, markets with jumps.
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9 Insiders in markets with jumps

So far all the examples of insider trading have considered Z = 0. This on one side is because the
Wiener process has has an explicit density.

In fact, even if this is not the case some explicit compensator can be calculated. For example,
if Z is a Lévy process with finite expectation we have the following theorem. A Lévy process is a
cadlag stochastically continuous stochastic process with independent stationary increments. Basic
examples of Lévy process are the Wiener process and the compounded Poisson process introduced
in Section 2. Furthermore for any Lévy process we have through the Lévy-Khintchine representation
that

E [esz] — T¥(0)

¥(0) = i0b — 02292 + /+°° (eioz —1-1(|z| <1)ibz) v(dz)

— 00

where fj;o (|x\2 A 1) v(dz) < .

Theorem 53 Let Z be a Lévy process with E |Zr| < co. If F denotes the filtration generated by Z

and Gy = Fr V o(Zr) then
¢
A Zyp — Zs
Zy =7 —d
t t+/0 T_5 %

fort < T where Zisa G-integrable martingale.

Proof. First note that E|Zr| < oo is equivalent to flz‘>1 |z| v(dz) < oo (see Proposition 25.4
page 159 in [44]). Consider for a Fs-measurable bounded random variable h the quantity

E [(Zt _ Zs)eiQZThs] _ iE |:€iﬂl(ZT*Zt)+iN2(Zt*Zs)eiezThs:|

O p1=p2=0
_ O Tty ()b +0) E [¢%h,]
6M2 p1=p2=0

= (t—s)¢'(0)E [e? hy] .

From here it follows that
_ t—s
T T-—s

E [(Zt - Zs)f(ZT)hs] E ((ZT - Zs)f(ZT)hs) :

From this equality one obtains using Fubini’s theorem that

Bz~ [ L= Era sz <o

The integrability property follows directly from the definition of Z. m

Exercise 54 (Mansuy-Yor) Define Fs = FsNVo(Zy;u > t). Under the same conditions of Theorem
53, prove that for v < s <t < u, one has

Ty — Ly Zy— g
E{/]—‘t] ¢ .
uU—"v t—s

Exercise 55 (P. Tankov) Prove that in the case that Z is a simple Poisson process, then <Z>tg =

fot %du. Guess the extension of this result for square integrable Lévy process
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Consider a pure jump case in order to simplify calculations. Let us suppose that we are given
two independent simple Poisson processes Nt and N~ which count two types of jumps. One of
size at = a € (0,In2) and the other of size a= = In(2 —e%) < 0. The size of the jumps is not
very important except that one has to be positive and the other negative. This particular choice
simplifies the calculations. Furthermore suppose that the rates of jumps for each type is AT and
A~ respectively. Then, we take the model S(t) = Sy exp(ut + N;) where Ny = a™N;¥ +a~N; . As
explained in Section 2, the approximative wealth process for transaction at time t;, j =0,...,7 —1is

- (tj41—t; 7(t5)
Vi) = I (15 (= me) (e = 1)+ Z0 (S0) - 5(69) )

j=0
Then
log(V(t:))
i—1
= log(Vo) + Zlog (1 + (1 —7(t))) (er(tj+1—tj) — 1) + 7(t;) (eu(tjﬂ—tj)-&-(NtHl—th) _ 1)) .
=0

Given that (e"“ﬂ'“‘ti) —1) = r(tjp1 — t;), ettni=t) — 1~ p(tjyr —t;) and

7(t;) (e(NtHl_Nta') - 1)
1+ (1 —m7(t))) (eT(tj+1—tg) — 1) +7(t;) (eu(t]‘+1—ta‘) — 1) e(Nej 11 =Nej)

~ log (1 + m(t;) (e(NtiH_Nta‘) - 1)) ,

we have that

log | 1+

log(V(t:)) ~ log(Vo) + i {(1 — ()t —t7) + N TNt )ty — tj)}
=0
i—1
+ log (1 + 7(t;) e(N‘J‘+1_N‘J‘) —-1)).
g 1) (01

For a cadlag process 7 such that w(s) € (—(e® — 1), e® — 1), this converges to

log (Vi) = log(Vo) + /0 (1 =m(s))r +m(s)p)ds + Zlog(l +m(s=) (AN — 1)),

s<t

This is a simple form of 1t6’s formula for jump processes (for a general formulation, see [21] Theorem
5.1, page 66). As AN(s) € {a™,a™} we have that the logarithmic utility becomes

E(log(V4))

= os(V6) + 5 (=) + B Y lo1-+ (s - 1)

:log(Vo)+E/O( ds+ZAE/ log(1 + m(s)(e% — 1))ds.

Exercise 56 Use an approximation argument to prove that for any cadlag process m such that the
expectations are finite we have that

Zlog(l 4+ m(s=) (AN —1))| =

s<t

ME Uot log(1 + () (e" — 1))ds} LA E Uot log(1 + 7(s)(1 — e*))ds | .

Use It6’s formula for jump processes to derive this result.
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As before the solution to the portfolio optimization for the small agent (i.e. non-insider) is
obtained by analyzing the function

f(m) = (u—r)??—i—/Rlog(l + (e — 1)) F(dx)

where F(dz) = 0,+ (dz)At +6,- (dz)A\™ and 7 € (— =, —+=). The function f is a strictly concave

T el
function with respect to m and the first order condition f’(7) = 0 gives

(-1 o (-

AT _
pord 14 (e*— ) 1+ (1—ey)7

This equation reduces to a quadratic equation with two solutions. Let

RSETS A HATN? A=A 1
= 2(u—7")+\/<2(u—7’)) e ) ez

and m_ be the other solution. Then the restriction, ea—l_l > T > —ﬁ, determines the optimal
portfolio, denoted by 7%, as
T4 ifpu>r
— A=A~ -1
'/T*— W(e“—l) 1 lfILL:T
m_ ifu<r

The optimal logarithmic utility is finite (as the portfolio values are bounded) and given by
log(Vo) + (1w — r)m* + At log(1 + (e — 1)7*) + A7 log(1 + (1 — e*)7*))) T.
Note that this result is valid as long as AT > 0 and A~ > 0.

Exercise 57 If A\ = 0 prove that the optimal logarithmic utility is infinite if u > r. What happens
ifp<r?

The comparison with the Merton problem (see Section 2 and Figure 1) is as follows: While in
the continuous model the ratio of investment on the stock grows linearly with the difference between
the appreciation rate and the interest rate, in the jump model such growth is limited by the possible
jump size in the opposite direction which may make our portfolio not admissible (that is, we may
lose all our investment) with positive probability.

An interesting consequence of this analysis is that in models with bounded jump sizes the bor-
rowing/loaning of shares/money is limited according to how big are jumps. Therefore models where
the Lévy measure has unbounded support restrict = € [0, 1].

This characteristic implies that models with jumps are high risk models. In fact, this will lead
to the insider to behave cautiously even if he/she has as information the final price of the asset.

That is, define the insider problem as one where the additional information is of the form I =
N(T) and G; = F; V o(I). Using Theorem 53, we have that

t
Ny — N, .
Nt—/Tids:Nt
o T'—s

is a G-martingale. Nevertheless this will not be enough to compute the logarithmic utility. In fact,
we will further enlarge the filtration to H, = F; V o(NJ, Ny.).
Exercise 58 Prove that Hy=G; if it does not exist a € (0,1ln2) such that kia + koln (2 —e*) = 0

for a pair of integers ki and k.

21



Merton line
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Figure 1: The Merton’s line and the optimal portfolio for markets with jumps in the case A_ > A,

Working in the filtration H we have that

NZ ’L
/ Sd _N’L

where N is a ‘H-martingale for ¢ = 4, —. Then following our previous calculations, we have that the
logarithmic utility for the insider can be computed similarly. In fact we have the following result.

Exercise 59 Prove that the utility for the insider is given by

B [1og(7)] (14)
=1og(vo)+EUOt( ] ZE[/ log(1 + m(s)(e® 1))]\[;_5;(13}
o50) +. [ [ (= ryn(o)as| + ZE[ [ ostt - wts)e - yByas]

where B;(s) = E [%/gs] . Note that the rates \; are replaced by the random rates B;(s).

In general, B;(s) is positive unless we are in the case described in Exercise 58. In that case, the
insider can “count”’the jumps and B;(s) becomes zero after the last jump before T'.

22



As before our objective function is

+

folm) = (p=r)m+ Y log(1+m(e™ — 1))By(s)

i=—

for
(=(e*=1)7"(e*=1)7")  if Bi(s) >0 fori=—,+
c (—(e* — 1)1 +00) if Bi(s)>0and B_(s) =0
T (=00, (e — 1)~1) if B_(s)>0and By(s) =0
(=00, +00) if By(s)=0and B_(s) =0
The function f; is strictly concave in the first three cases and linear in the last.
CASE I: B;(s) > 0 for i = —, + for all s € [0, T]. In this case the optimal solution is obtained as
the solution of f(w) = 0 which gives for u # r
) By +B_ <B++B>2 B, — B_ 1
Fp=——t oy + + . 16
2 1) \/ 26 ) Pl ey 1o

As before, the right solutions for the optimal problem are determined with the restriction —1- >

e*r—1
T*(s) > fﬁ

o 4 (s) ifpu>r
7*(s) = Bi—_i-B: (s)(e® =171 ifpu=r
w_(s) ifp<r

In particular, we have the following result:

Theorem 60 If 7 is a bounded G-adapted portfolio with = > w(s) > — == and P{w; B4(s) >0
and B_(s) > 0 for all s € [0,T]} = 1. Then the utility associated with 7 is finite.

Proof. In fact, from (14) using that log(1 + 7(s)(e* — 1)) < m(s)(e* — 1) we obtain that

E Uot log(1 + 7(s)(e® — 1))Bi(s)ds} <E [/Ot (s)(e% — I)Bi(s)ds]

< Cla))E Uot r— ds]
| |

< C’(az)/\zt < +00.
CASE II(a): In the case that A x P{(s,w); B4+(s) > 0 and B_(s) = 0} > 0 and p > r we have
that as limy| 1o fs(7m) = 400 then the maximal utility will be infinite.
CASEII(b): If p < r and Ax P{(s,w); B4(s) = 0} = 0 then 7*(s) = —(e*—1) "' —(u—r) "t B_(s)
and utility is finite.

Exercise 61 Prove something similar for the case A x P{(s,w); B+(s) =0 and B_(s) > 0} >0
with pu < r. Also for the case A x P{(s,w); B+(s) = 0 and B_(s) = 0} > 0 prove that the optimal
value for f(r) is infinite. Do an analysis as in Case II, for the case that A x P{(s,w); B;(s) =0} >0
fori=+,—.

The situation most typical in financial markets should be that portfolios are bounded a.s. and
the logarithmic utility of the G-investor will be finite.

In summary we have proven that the fact that utility is finite or not depends on whether B or
B_ are zero or not. To study this problem as we have already seen in exercise 58 is a matter of
obtaining an algebraic characterization of the jump structure.
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We divide the study in two cases:

Case 1: Assume that there exists ki, ko € N such that kja + ko Iln (2 —e®) = 0 then for any
x € Na+ NIn(2 — e%), B4+(s) > 0 and B_(s) > 0 conditioned on Ny = z. Therefore portfolios are
bounded and by a similar reasoning as in Theorem 60 maximal logarithmic utility is finite. The
existence of a such that there exists ki, ks € N with kja + kaIn (2 —e®) = 0 is assured by the
continuity of the function h(a) = —a=!1In(2 — e%) for a € (0,1n(2)).

Case 2: On the contrary, if there are no ki, ko € N such that kja + k2 In(2 —e®) = 0 then
P(B4(s) = 0 for some subinterval of [0,7]) > 0 and P(B_(s) = 0 for some subinterval of [0, T]) > 0.
In fact, there is always a time when given the value of N(T') there can be no more both positive
and negative jumps but only jumps of one type. Both probabilities being positive assures that the
logarithmic utility of the G-investor will be infinite.

Exercise 62 Assume that there exists k1, ko € N such that kya + ko In (2 — %) = 0, prove that the
optimal conditional logarithmic utility of the insider in [0,T) is finite.

Exercise 63 Prove that if the insider knows N4 (T) and N_(T') then the insider achieves infinite
utility.

Exercise 64 Prove that if we add a Wiener process to a Poisson process with positive jumps then
there is a case where the utility is infinite.

10 Enlargement of filtrations for random times

10.1 Jacod’s Theorem for random times

Now we start to describe a general set-up that will become useful later when we treat another case of
insider information: That is, the case of positive random variables which we will also called random
times. In particular note that, for a simple Poisson process with parameter A; > 0, and letting T,
denote the time of the n-th jump, we have that

P(Ty>2)F) =1z <T,<th+1{T, >} [ 2 )T e (17)
" ' -t " (z—1)VO0 (n—1— Ny)!
o) n—1__\u
P zo)= [ Quu)_e7

Here the filtration F; is the one generated by the Poisson process N. Therefore the conditional
law of the random variable T;, (P(T,, > x/ F:)) is not absolutely continuous with respect to a fixed
measure (P(T,, > x)) but to a random one. This case can not be handled by Jacod’s Theorem
as stated. Note that, in this case, N; does not have a density. In the financial application, this
corresponds to the insider that knows the time of the n-th jump of the stock price of size bigger
than a certain number (see example 10.2), which is a rough example of market timers. To achieve
some generality we work in a semimartingale environment.

Let Z ={Z;,0 <t <T} be ad dimensional semimartingale defined on a complete probability
space (2, F, P). Here, (Ft)te[O,T] = (ftz)tE[O,T] is the filtration generated by the process Z. We will
assume through this Section unless stated otherwise that Z satisfies

sup E[|Z:]] < 0. (18)
t€[0,T]

From now on, G denotes the smallest filtration including F and o([).

For each t € [0,T], we denote by P;(w,dz) a regular version of the conditional law of a random
variable 7 given the o-field F;, abbreviating it by P;(dz) if its nature as a measure is emphasized.
We can choose this version in such a way that the following conditions are satisfied:
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1. For every Borel set B on R%, {P,(B),t € [0,T]} is an (F4)ejo,r-Progressively measurable
process.

2. For every (t,w) € [0,T] x Q, Pi(w,dz) is a probability measure on R%.

3. For any bounded and (F%):¢[o,71-adapted process h :  x [0,7] — R and for any bounded and
measurable function f:R? — R, we have

T
Ef@%;Mﬁ

=F /0 y f(x)Pt(dx)htdt] .

First, we consider a setup for initial enlargement of filtrations. That is, G = F; V o(7). In

most situations when a random time is considered, one does not have that the measure Pt(l) << P
Nevertheless, this is mostly due to the possible point measure at time 7. Therefore we consider
a version of Jacod’s theorem which excludes this point. Let P;(dx) be the regular conditional
probability of 7 given F.

Definition 65 We say that a random time T belongs to the class L*, denoted by T € L*, if there
exists random kernels Pt(z)((,u7 dz), i = 1,2 such that

1. For every Borel set B in the positive real line, {Pt(i)(B), t €[0,T)} is an (Ft)ie[o,r)-progressively
measurable process.

2. For every (t,w) € [0,T) x Q, Pt(i) (w,dz) is a signed measure on the real line.

3. For every t € [0,T), [fo

] < o

4. For any bounded and (ft)te[O,T]—adapted process h : Q x [0,T] — R, for any bounded and
measurable function f: [0,00] — R, and for every t € [0,T), we have

E[f(I1(r < 5) (Z - [ / / £(2) P (da)duh }

o)

Theorem 66 Suppose that T is a random time in the class L* and Z is a semimartingale satzsfymg

(18) such that E|AZ(T)| < oo. Assume that for almost all (t,w), the signed measures P (dx)
i =1,2 are absolutely continuous with respect to Pi(dx), and set

E[f(r1t <7)(Z —

ap”
ap, (x).

af (x) =

We can choose a version ofagi) (z) which is PRQB(R)-measurable, where P denotes the F;-progressive
o-field. Define

Blu) = aP()1(u > 1)+ aP (T)1(u < 7).
Then Z; — fo u)du — AZ(7)1(t = 7) is a martingale with respect to the filtration (Gi),e (o 1)-
Proof. We choose versions of aﬁi) () which is P @ B(R)-measurable for i« = 1,2. Let h be a
measurable adapted bounded process and f a bounded measurable function on R. Set F' = f(7).
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Then we have

E[(Z — Z)F1(t < T)hs] = E[(Z — Zy) f(7)1(t < 7)hs]

:E//f VP2 (dzx)duh,
=F / / f(z)a'? (x (dx)duh]

_ g / fr dul(t<r)h]

—FE / o (r )duFl(t<7—)h5]

Similarly, one obtains that
t
E(Z,— Zs)F1(Tr < s)hs] = E {/ oM (r)duF1(r < s)hs} .
S
To finish the proof we consider the general case. Let m = {tg < s =t < ... <t,_1 =t <t,} bea
partition with || = max{t; — tx—1;1 < k < n}.

EZKZQ‘_AZS)Fhs

-F {(1(7 < to) /: oV (r)du + 1(t, < 1) /: al? (T)du) Fhs]

n—2n—1

+Y N E[(Zi,,, — Zi,)FL(ty <7 < tgy)hs) .
j=1 k=0

Let’s consider the last term

n—2n—1

NS E(Zi,,, — Zi))F1(te < 7 < trg1)hs]

7j=1 k=0

=EY [(Zt,,, — Zu))F1(te < T < trg1)hs]
7<k

+ EZ (Ziy oy — Zoy ) F1(te < 7 < tyos1)hs]

+ Z E[(Zi,,, — Zi,)F1(t;, < T < tgy1)hs) -
>k

Now each term can be rewritten as follows:

E Z(Ztm — Zy)F1(t, < T < typ1)hs
<k

L+t
=F Z/ oD (T)duF1(ty, < 7 < tpyp1)hs
j<k i
n—2

=F Z/ D (T)duF1(tj11 < T <tn)hs

—>E(/ (u<7<t) &”(ﬂdths)’

S
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n—2
N E(Zi,,, = Zu,)F1(tk < 7 < tep1)hs| — E[AZ(r)F1(s < 7 < t)h,]
k=1

and

E Z(th — Zy,)F1(ty < 7 < tyg1)hs
>k
[ tj+1
=E | Fl(ty <7< tk+1)/ oM (7)duh,
5>k tj

n—1

tj+1
=E|) Flty<7< tj)/ oM (7)duh,

tj

_‘j:1
¢
— FE {/ Fl(s<t< u)ag)(T)duhs}

as [m| | 0. Therefore Z, — B(t) is a martingale in the filtration (G¢),c(y 1) where B(t) = fot Bu)du+
AZ(T)1(t>71). =

10.2 Example of market timers: n-th price jump

Now we consider some simple examples of the above situation. This example treats the situation
where the filtration is enlarged by the time of the n-th jump of positive size. To simplify consider
the case of the model introduced in Section 9 let N be a compound Poisson process with two types
of jumps: Ny = a*N;" +a~N; .

Let T}, be the random time associated with the n-th jump associated with the process N, . That
is, T,, = inf{s; N = n}. The random variable T}, is a F stopping time and in this case, we define
Fi=0(Niu<ti=—,+)and G, = F; Vo(T,). That is, the insider knows in advance the time at
which the stock will jump positively for the n-th time.

Theorem 67 We have the following decomposition
tAT), N;’: — N+

Ny=Ni+a A t+ a*/ %;udu—kcﬁ ATt =T,) +1)1(t > Ty)
0 n—U

= Nf _—NF Nf _—NF
where N is a G-martingale (Note that Nj; _ = n—1 so that fg/\T” —pe—du = fOMT"_l —=—du).

Proof. We apply Theorem 66 and we start calculating qul):

Ef(T,)U(T, < s)(Ny — Ns)hs] = E[f(Tn)(Tn < s)E [Ny — Ns/ Fs] hs]
= At —s)E[f(Tn)L(T,, < s)hg].
Therefore qugl) = MdP,. Next we compute

E[f(T,) (T, > t) (Ny — N;) hg]
= B[E[f(T)L(T, > t)] F] (N, - N,) h]

+00 AT ()\-i-u)”*l*N;r AT
/0 flu+t) (n—l—NtJr)! du(Nt—Ns)hS]
— A (b= B [(T)I(T, > ]

+o0 AT ()\Jru)”*l*Nj e—ATu
t du (N;" — NI) hs| .
A f(u+) (n_l_Nt_A,_)! u( t s)

=F

+aTFE
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Here we have used the conditional distribution of T given F; (see equation (17)) and the independence
of Nt and N~. Now we compute the second expectation on the right hand side above. This gives
using the probability distribution of N;" — N

+00 + (A I=NE oy
[ s X v
0

E
(n—1-N;)!

I b O G}
B B vy B

+oo 4,2 NSty
/ Flut 2 c duhsl
0

Jj=1

+oo At () I NS At
R
0 (n -1 -] Ns )'

duhS]

— (W2 (t—s)E

(n—2—N;)!
+o0 Nif = Nt (At) N ot
=(t—s)E P duh,
(t—s) /0 flu+1) " (n—1-N;)! u
Nt _— N
= (t—s)E |~ {(T)U(T, > t)hs]| .
T, —t

Then, one can verify that

t N+ — NT
E|f(T)UT, >t) | Ny — Ny —a A (t—s) — a+/ Hdu hs| =0. (19)
Therefore N .
AP — a+udp
“ T, —u “

and the conclusion follows from Theorem 66. m
Exercise 68 Verify the previous equality (19).

Note that the above Theorem is also valid for A= = 0 or AT = 0To adapt to the fact that T;,
takes values in [0, 400) we maximize the following utility

+oo N
r;leaé(/o e ™E {log(VS)} ds.

Following a similar discussion as in the previous example one finds that the optimal portfolio for
s <T,_1 is given as in the previous example by

. 7y (s) ifu>r

~ % n—1-NT—-X"(T,—s a _ .
*(s) = nflfN:}#*)\_ET”fS?( D)7 ite=r
w_(s) ifpu<r

where 71 (s) is also the solution of the corresponding quadratic equation (16) with By (u) =
Nj _—Nf _
T%ni—u and B_ (U) ="

Exercise 69 Prove that the optimal utility of the insider in the interval [0, T,,—1] is finite for n > 2.

Next for t € (T,,_1,T,) we have that if 4 > r then #*(s) = (e* —1)"! = A~ (u—r)~!. In contrast,
if p < r then there is no optimal value and the maximal logarithmic utility is infinite. The optimal
portfolio after T, of the G-investor and the F-investor coincide. In conclusion if g > r then the
optimal logarithmic utility of the insider in the interval [0,T5,) is finite if and only if ;& > r. Clearly
the analysis of the optimal portfolio and the utility after 7T;, is like in the beginning of Section 9. In
the interval [0, T},] there is no optimal portfolio in the case p > r.

Exercise 70 Provide a careful analysis to prove that the logarithmic utility of the insider is finite
in the interval [0,Ty,) if and only if u > r.
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11 The insider as a large trader

In this chapter we initiate a first glance of the interactions between three distinguished elements
which where somewhat independent in the previous chapters: the stock price, the insider strategy
and the small trader.

First we will start with a study of the effect of the insider’s strategy on the stock price dynamics.
That is, suppose that the insider information is modelled using a filtration G and that the insider’s
strategy, 7, is adapted to G. Then we first consider the following discrete model

Sn(tit1) = Sn(ti) (L + (n+0m(ts)) (tiv1 — i) + o (W(tita) — W(t:)))

then we have that

= 5o H (07 (t) (tigr — ti) + 0 (W(tiva) — W(ts)))
= S exp (Z log (1+ (p +bm(t:)) (tir — t:) + o (W(tig1) — W@z’))))

=0
~ So exp (S ((u +br(ts) — ";) (tisr — ) + 0 (W (tip1) — W(tﬁ))) .

=0

Therefore taking limits we have that S,, converges a.s. to

S(t) = Soexp (/Ot (u + brr(s) — U;) ds + aW(t)) .

In order to formalize the idea that S is the solution of a linear stochastic differential equation we
need the notion of the forward integral.

Definition 71 Let ¢ : [0,T] x Q — be a measurable ( non necessarily adapted ) continuous process.
The forward integral of ¢ with respect W (.) is defined by

n—-—+o0o

T
[otwawo = im Z¢ (ti1) = W (L), (20)
0

if the limit exists in L*(Q2) and is independent of the partition sequence taken.

This definition does not coincide exactly with the definition of Russo-Vallois. Under some more
assumptions one can prove that this definition coincides with the original definition of Russo-Vallois.

Now, we can say that the class of admissible portfolios for the large trader are the ones such that
S is the unique solution to the following model for the stock price

S(t) = S(0) +/O (u—l—bﬂ'(s))S(s)ds—l—/o aS(s)d"W(s). (21)

Note that since 7 is not adapted to the filtration generated by W, F, the usual rules of stochastic
calculus do not apply. In particular, one has the following result

Exercise 72 For f € C}([0,T] x R) prove that

T
/ftW Nd-W(t) O/aaxf dt}

That is, forward integrals do not have expectation zero.
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The situation described above models the fact that the insiders policies have an effect on the
price dynamics. From now on we assume that 0 < b < 02/2. The condition b > 0 expresses that as
the insider increases his/her portfolio holdings then the price of the stock increases. The condition
b < 02 /2 expresses that the volatility has to be big enough to "hide” the insider’s behavior.

Now in order to express the wealth process we need to further assume that W is a semimartingale
in G with the decomposition W (t) )+ fo s)ds where « is a G-adapted process and W is a
G Wiener process. Then we have in the above expression that

/Ot aS(s)dW (s) = /Ot oS(s)dW (s) + /Ot 7S (s)a(s)ds.

As in section 2, one defines the optimal logarithmic utility problem for the insider. In such a case,
we obtain that the logarithmic utility is

E([log(V(t))] = log(Vo) + /Ot E [Tr(s)(u —r+oa(s)) + (b - 302) 71'(8)2:| ds.

As before, one considers the strictly concave function f,(m) = m(u—r+oa(s))+ (b — 30%) 7. Note

pu—r+oa(s)

2, and

that here we use that b < ¢2/2. Then the optimal portfolio for the insider is #(s) =

the optimal logarithmic utility is log(Vp) + 2(’22 T)th) + fo [2(203‘ Sz)b)} ds.
Exercise 73 Consider the case that the large investor is not an insider. That is, the admissible port-
folios are (j:t)te[o 7] —adapted portfolios. Prove that the optimal portfolio in this case is T = Jy—5;

(p—r)°t
2(c2—2b) "

increases its instantaneous return if and only if p > r.

and the optimal logarithmic utility is log(Vp) + In this case the model for the underlying

Note that in the case that b > 02 /2 then the system explodes as the function f, becomes convex.
One first example of application may be the classical case G, = F; V o(W(T')). Nevertheless this
example loses some of its interest because it is clear that o(W(T)) # o(S(T)). Therefore the
information held by the insider is not clearly interpretable from a financial point of view.

Exercise 74 Prove that o(S(T)) = o( OT :20‘ g)bd + W(T)).

Clearly the problem we are proposing here is a fixed point problem and related with some type of
equilibrium concept. If the information of the insider is 7V o (S(T)), but the price is also influenced
by the information itself through the portfolio 7. In order to solve this situation we will use Example
24 to obtain the following result:

Theorem 75 Suppose that 0 < b < 0%/2 and define the following portfolio for the insider

w—r o

T
7(t) = T 2ba(t)A(t)*1/t a(r)dW (r)

a(t) = (T — t)°

T
Alt) = /t a(r)2dr
0=—bo"? € (-0.5,0).

Then the portfolio 7t is the optimal portfolio for the large investor under model (21) with information

Fi Vo (S(T)).

Proof. First suppose that we are given the portfolio 7. Then, we have that
T o2
log(S(T)/S(0)) = / (u + b7 (s) — 2) ds + oW (T).
0
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Therefore the sigma field generated by S(7T') is the same as the sigma field generated by the random
variable

bo

T T
Y = m/o a(t)A(t)*l/t a(r)dW(r)dt + oW (T)

T r
= % /0 a(r) /O a(t)A(t) " dtdW (r) + oW (T).

After some calculations, we obtain that
T
Alt) = / (T = w)?du = (26 + 1) (T — 1)+
t

/r a®)A(t)rdt = (20+1)07 (T —r)~* —T79)
0

T bo 1 _
Y = /0 (02—%(29 +1)07 (1 =TT —r)?) + o) dW (r)

— o7~ /T(T )
0

Therefore the filtration J; V o(Y') is of the type of Exercise 24 which gives that the compensator is

T
aft) = a(t)A(t)*l/ a(r)dW (r).
t
Note that 7 is admissible as it is generated through an enlargement of filtrations procedure. m
Exercise 76 Prove that o(S(s);s <t)Vo(S(T))=F Vo).

One natural question after this calculation is what the small investor can do in this situation?
One should then note that the small investor does not have access to 7 or to the filtration G. That
is, the small investor may try to do his "best” possible model with the data he/she possesses which

isHy =0(S(s);s<t)=0 ( N :ﬂ%dr +W(s);s < t) C G. Then the model that the small insider

will use is

S(t) = So + /O E [+ b7(s)/ Hs) S(s)ds + /0 oS(s)dW (s) (22)

where W is a Wiener process on H (here we are assuming that H can support a Wiener process).
In this situation the small investor will use as optimal portfolio

7(s) = L0 4 L BIR(s)/ M)
(n—7) (0% = b) b

= 0'2(0'2—2b) +O’(02—2b)E[a(S)/HS]’

and the optimal logarithmic utility in [0,¢] the small trader expects to gain with model (22) is

(p—r)*(o? —)?, b?

A=log(Vp) + +
B(Vo) + 7 % (02 —2b)>  2(c%—2b

¥ /Ot B [Ela(s)/ H.J*] ds.

Nevertheless as the actual model for S is the one in (21) we have that the actual utility of the small
investor is

A+ ﬁ /OtE [E[a(s)/?‘{s]ﬂ ds.
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The interpretation of this result is the following: If you make more money than what you expect
with your adapted model, it may be because there is a large investor exerting an influence on the
price of the market. This may look at bit odd but in fact the risk of the small trader is also bigger
than he/she thinks it is.

Obviously, if the small trader is able to guess the model of the large trader his expected loga-
rithmic utility will further increase (but always finite) and the optimal portfolio will be

7 (t) = 7T (s) + o ' E [a(s)/ Hs]

One of the remaining problems with this model is that it still explodes when the logarithmic
utility for the insider/large trader is considered in the interval [0, T]. Nevertheless, the problem can
also be solved using the techniques explained in Section 8.

For this reason, we study some simpler models to try to understand better the structure of the
enlargement of filtrations approach within this model. Somewhat this is the goal of the next section.
Before that we make a remark.

Remark 77 We have assumed that the filtration H is rich enough to support a Wiener process w.
In fact, one can prove that if there exists an optimal portfolio T for the small trader leading to a
finite utility, then this is the case and furthermore the drift of the model is

Elp+b7(s)/ Hs] = o7 (s) + 7.

That is, the projection of the anticipating large trader insider model into the filtration given by the
price gives as result that the optimization problem for the small trader is the Merton problem.

12 Continuous stream of information

In the particular case where G, = F; V o(W(T')), the optimal portfolio for the insider is a function
of % (similarly for Theorem 75, the optimal portfolio is anticipating). Roughly speaking,
the above model allows to introduce the anticipation through the drift of the sde defining the stock
price model. Therefore one way to introduce a continuous information in the market is by taking a
drift that depends on the variables representing his/her additional information.

To look at a concrete “toy” example (think of various reasons why this is a toy example) consider

for 6 > T fixed
S(t) = S(0) + /0 (L4 DdW(s+0))S(s)ds + /0 aS(s)d”W(s). (23)

In this model, the insider has an effect on the drift of the diffusion through information that is
6 units of time in the future. This continuous deformation of information may be used to model
streams of information rather than one single piece of information. In this case, it is difficult to see
what is the information held by the insider but his/her effect on the market is known.

Exercise 78 Prove that W is not a semimartingale on the filtration (Fi15)e(0 1) -

In such a situation we are interested in looking at the optimal policy of the small investor. That
is, the small investor filtration is H; = o(Ss; s < t). The above stochastic integral can be treated as
in the previous section and this gives as solution

t+5
S(t) = S(0)exp ((,u - ;(72) t+ b/5 W (s)ds + UW(t)) .

Therefore H; = o (b f;+5 W (r)dr + oW (s);s < t).

32



We now describe the wealth process for a strategy m such that F fo s)ds < oo through the
discrete time argument, as in (4) (recall also a similar argument in Section 9) to obtain that

tj41+0
log(V (t;))~log(Vo) + Z (( (1—7(t;)r +m(t;) (,u - ;02)> (tj+1 — t5) +7r(tj)b/t.+6 W(s)d5>
i—1
+ Y log (L+(t;) (exp (0 (W (tj1) = W(t)))) — 1)
3=0

As before the first integral will converge to the Lebesgue integral. For the second, we will have to
make assumptions on 7 to obtain the convergence as this sum will tend to an anticipating stochastic
integral (that is, there may be correlations between m(¢;) and the increments (W (t;41) — W(t;))).
To see this consider the Taylor expansion approximation of the last term above

5 ((05) (0 (W (t500) = W) + 57(0) (1= m(t) 7 (W 1500) = W(e))?)
§=0

Now we suppose that Ziil (m(t;) W (tjs1) — W(t;))) converges in L' to an integrable random
variable denoted by fo s)dW (s). Note in particular that the expectation of this random variable
is not necessarily zero as there may be covariances between 7(t;) and (W(t;4+1) — W (¢;)). Also
suppose that Z;;%) (%ﬂ‘(tj) (1—m(t)) o> ((W(th) - W(tj))2 — (tj41 — tj))) converges in L' to
zero. We will later show that the optimal portfolios proposed satisfy this condition. With these
assumptions, we have that the limit of the logarithmic wealth process can be written as

J(t,m):=F [1og(f/(t))} (24)
—log(Vy) + E [/Ot (ﬂs)(u bW (s + ) ;U2W(s)2> ds} +oE Uot ﬂ(s)d_W(s)} .
(25)

Here d~ W (s) denotes the forward stochastic integral of Russo-Vallois.

The previous discussion can be carried out in full generality without going through the above
approximative argument (see Kohatsu-Sulem) but we have preferred the above approach as to con-
vince the reader that the concept of forward integral is natural for the above financial problem and
that it is not an artificial mathematical construct.

For the rest of the discussion suppose that the optimization problem max, J(t, ) has a solution.
Then we apply a variational argument to J to obtain for any H adapted process v so that the forward
integral of this process exists. Then the first order condition is

OJ(t, ™ + ev)
Oe

. =F [/Ot (v(s)(p — 7+ bW (s +6)) — o?m* (s Ju(s)) ds] +oE {/Otv(s)dW(s)] —0

X (26)
Note that the second order condition is satisfied (J is a concave functional). Now we consider
v(s) = X1(s > 0) for & < t fixed and X an Hy measurable random variable which is forward
integrable. Then we have that

E[X (/et((ur+bW(s+5))a (s ))dero(W(t)W(G)))] 0.

This gives that

EU;(( o DW (s 4 8)) — o2 (s ))ds+a(W(t)—W(9))/He] 0. (27)
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Therefore this also proves that E (W (t) — W(6)/ Hy) is differentiable in ¢ and furthermore that

ey =T b 1. W(t) — W(0)
We are then reduced to the computation of F [W(s)/H,] for s > t.

Lemma 79 Define Y (t) = bft+5 r)dr + oW (t). Then for § > T

lim [W(S)_W(t)/m] =bM /Otg(t,u)dY(u).

st s—t
¢
E[W(t+06)/H] = (bt +8) + 6)M/ o(t,u)dY (u)
0
2bt 2bt -1
where M = My = o~ 'b ((b5 + 20) (e% - 1) +o (e% + 1)) and g(t,u) = ez 3= 4 ggu

Proof. First note that Y is a Gaussian process. Therefore E [W(s)/ H,] = fo s, t,u)dY (u)
for a deterministic function h. To compute h we compute the covariances between W( ) and the
stochastic integral and Y (v) for some v <t < s. First

E[W(s)Y (v)] =bsv+o(s Av). (28)
Also
F |:/th(8,t, U)dY(U)Y(’U):| = b2 /t /uh(s,t,ﬁl)(ﬁl A\ 92 + 5)d02d91 (29)
0 0o Jo
ov t s o2 ! s .
+ 2b /Oh( ,t,0)do + /Oh( ,t,0)do (30)

Therefore the above two expressions have to be equal. After differentiation of the equality wrt v <t
three times, we obtain

0?h
—b?h(s,t,u) + sz(s,t,u) =0.
Solving this differential equation gives
h(s,t,u) = Cl(s,t)e_gu + Cg(&t)@gu. (31)

Next one verifies that for the following constants, equations (28) and (29) coincide.
. ~1
Ca(s,t) = o 1b(bs + ) ((b5 + 20) (e% — 1) +o (0'6 s + 1))
Ci(s,t) = e Co(s,t).

Therefore, we have that

5 (W(s) — W(t)/Ht) _ /Of h(s,t,u) — h(t,t,u) 4y (u)

s—t s—t

Then the result follows. m
Now that we have a proposed solution one can prove that the pertinent hypotheses are all
satisfied.
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Lemma 80 The portfolio ©* defined by
. L= b(t+6)+9 t
T (t) = = +bM <0 + ) g(t,u)dY (u).

satisfies that EfOT 7*(s)?ds < oo and the vector

i—1 i—1

S (rlty) (Wtin) = Wit)), > (;vr(m (1= (t)) o2 (W(tj1) = W(E)* = (t41 - m))

j=0 j=0

converges in L' to a random variable (X, 0) with

E[X] = b/O (t — w)g(t, u)du.

Proof. Proving that EfOT 7*(s)%ds < oo is easy. We only give the sketch of the proof of the
L'-convergence. It is just a matter of separating conveniently the covariance structure between m*
and the Wiener increments. That is,

[ a0y @) (7500 - Wity
— b/o ; g(t5,u) (W (u+6) = W(tj1)) + (W(tje1) — W(ty)) + W(t;) du (W (tj11) — W(t;))

to / gt w)dW () (W (t540) — W(t;)

The sum (for j = 0,...,n — 1) of each of the four terms in the above sum converge in L?. The first to
a backward integral, the second to the quadratic variation and the last two to an adapted integrand.
In fact, the L2-limit is

b/OT /Otg(t,u)(W(u +90) — W(t))dud” W(t) + b/OT /Otg(t,u)dudt
b /0 ' /O ot ) duW (AW (1) + o /0 ' /O ot )V ()WY (1),

Except for the second term all the integrals above have expectation zero. The terms in the second
component of the vector are similarly treated (although long to write!). This second term shows
that in general expectations of forward integrals are not zero and that in fact their expectations are
a result of “trace”terms. m

< oo} .

Theorem 81 Define the class of admissible portfolios as

T T
A= {W;H-adapted, E/ m(s)%ds < 0o and E / 7w(s)d"W(s)
0 0

Then the optimal portfolio for the logarithmic utility is given by

() = % +bM (0 + W) /Otg(t,u)dY(u)

and the optimal utility is finite and given by

J(t, ) =log(Vp) + %2E [/Otw*(sfds}
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Proof. First one has that the functional

E (/Ot (ﬂs)(u DWW (s + ) — ;U%(S)Q) ds+o /Ot w(s)d‘W(s))

is strictly concave. As 7* satisfies the first order condition then a standard argument leads to the
optimality of 7#*. The utility associated with 7* is finite due to the previous Lemma. To evaluate
the utility we use again (26) with v = 7* which gives

B [/Ot (7 () (1 — 1+ BW (s + ) — 0> (5)?) ds] +oE [/Ot w*(s)dW(s)] ~0.

This replaced in the expression for the logarithmic utility (24) gives the result. m

Exercise 82 Prove the convergence part of Lemma 80 using Malliavin Calculus techniques (in par-
ticular the duality principle). Hint: Use formula (1.12) in page 130 in Nualart [38].

Exercise 83 Prove as in the end of Section 11 that if the small trader makes an inference of his
best model in the H filtration then his expected utility with this model will be smaller than the utility
obtained through the “actual” market driving model (23). That is, the model that the small trader
proposes is _ _ _
dS(t) = E[pu+ bW (t+8)/ Hi S(t)dt + aS(t)dWr(t)

where Wy is a Wiener process in H (supposing this exists). Find the portfolio T that optimizes the
logarithmic utility j(t,ﬂ') =F [log (‘7” (T))} where V™ denotes the discounted wealth process using
the price process S. Prove that J(t,7*) < J(t,7%).

A more general situation with other examples is studied in [32]. The case 6 < T can also be
studied although explicit expressions are difficult to write. There is an important issue that we
have not addressed so far: the existence of arbitrage. In fact, given that in principle we are not
in a standard set-up one does not know if Girsanov’s theorem can be applied and therefore the

non-existence of arbitrage is an interesting issue. In fact, W is not adapted to H and therefore this
setup can not be considered as an enlargement of filtration approach.

Theorem 84 If the logarithmic utility is finite then there is no arbitrage.

Proof. We have that the filtration H is generated by the process Y. Now we compute the
semimartingale decomposition of the process Y. That is,

E[Y#)-Y(s)/Hs]=Db (/:H /OS h(r,s,u)dY (u)dr — /:H /05 h(r, s,u)dY(u)dr)

+ 0/ (h(t,s,u) — h(s,s,u))dY (u) =: A(t)
0

where h is given in (31). It is not difficult to prove that A is differentiable and therefore this gives
the semimartingale decomposition of the process Y. For this, define

B(t) = /Ot /07“ h(r + 6, r,u)dY (u)dr — /Ot /07“ h(r,r,u)dY (u)dr + J/Ot /07‘ Dih(r,r,u)dY (u)dr.

Here D; denotes the derivative with respect to the first variable in h. In fact, Y — B is a continuous H-
martingale. To prove this is enough to prove that given a sequence of partitions s =5 < ... <t, =t
whose norm is tending to zero, we have that

lim F

n—oo

Z_: E[Y (tiv1) = Y(t:) = B(tiv1) + B(t:)/ He,] Hs} =0.
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Furthermore (Y — B), = to?. Therefore by Lévy’s characterization theorem (see Example 16) we
have that there exists a H- Wiener process Wy such that Y — A = cWy. Therefore the price process
becomes

S(t) = S(0) exp ((u - ;UQ) t4 Al + OWH(t)> .

Therefore the classical theory of no-arbitrage applies. m

This proof may lead to the misconception that the above explicit calculations are not necessary
because everything becomes a consequence of the previous theorem. In general, this is not so when
the calculations are not so explicit. In fact, we have the following exercise.

Exercise 85 Prove, without using the explicit optimal portfolio, that if there is an optimal portfolio
leading to a finite logarithmic utility that satisfies (27) then there is no arbitrage. Hint: follow the
same structure of proof as above without the explicit calculations.

Exercise 86 For pu > r prove that

T * 2 r * — ’
E/o 7 (s) ds§E</0 7 (s)d W(s)) .

Interpret this result as a risk issue of the small trader in an insider influenced model. Link this risk
with the existence of the "trace” terms as explained at the end of the proof of Lemma 80.

Exercise 87 Set 0 = T/2. Using the ideas of Girsanov’s theorem in an anticipating setting to prove
that the model
dS(t) = (u+ bW (t+6))S(t) +oS(t)dW(t)

does not allow for arbitrage strategies for the small trader in the interval [0, T], who uses the filtration
H: = o(S(s);s < t), inside a certain class of portfolio strategies.
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13 Solutions and hints to the proposed exercises
Solution of Exercise 2. Suppose by contradiction that p;(t;) < 0 for some ¢ = 0,...,n — 1.

Then P(V (t;) + p1(t:)S(t) + po(t;) <0 for some t € [t;, ti+1]) > 0.
Solution of Exercise 5. Define the measure

L (— /OtQ(s)dW(s) - ;/0t9(5)2d8> ,
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where 6(s) = o(s)™! (u(s) —r + A(E(e*) — 1)) . Under R the dynamics of S are given by
dlog(9)(t) = —%az(t)dt + o)AV (t) — N(B(eX) — 1)dt + dZ(t),

where W denotes a Wiener process on the space (2, F, R). As before, consider for s < ¢

R [S(t>/]:s:|
— $(s)En {exp (—; /: o2 (u)du + /: o (w)dW (1) — ME(eX) = 1)(t — ) + Z(t) — Z(s)/]-'s)]

Here we have used It6’s formula for jump type processes.

Solution of Exercise 6. For n € N, define the stopping time T}, = inf{t;; |po(t:)|A|p1(¢:;)| > n}.
Then E[|po(t; ATy)| + [p1(t: A T)|] < n. Therefore the argument in the proof can applied to obtain
that V is a discrete time martingale.

|
8

Eo [f/(tm A Tn)/}'ti} =Vt AT))).

As before one obtains that Eq [V(T},)] = Vi. Then the contradiction follows after an application of
Fatou’s lemma. In fact, Visa supermartingale.

Solution of Exercise 7. In fact, one can also perform a change of measure on the compound
Poisson process. Suppose that X has a density given by f and let g be another density such that f/g
is well defined. Then the Girsanov’s theorem in this setting can be applied to obtain the following
equation in 0, \; and g:

=1 — o(s)0(s) + A (/ ¢ g(x)dz — 1) —0

Obviously this equation has an infinite number of solutions except for trivial cases (such as A = 0).
Then the change of measure is given by

;U;—exp( /9 ds—/9 YW (s ))eXp( (A — A1)t + log(A/A1)N Ji:[i;

Solution of Exercise 8.We give the idea of the solution. First, we define n(t) = sup{t;;t; < t}
and write equation (5) in differential form as

Sy _ Fa(n(s)V(n(s)) e .
Vrt) = Vo + /O o) dS(s). (32)

V™ is a continuous time extension of V defined in equation (5). The idea of the proof is to take the
difference between equations (6) and (32) taking into account that

b u(s—)
0 S(s—)

5() = [ o) (s) =7 = 3026 ) s+ [ atsrotsm)aw s
+ u(s ( AZ(s) _ 1).

s<t

Here AZ(s) = Z(s) — Z(s—). It has to be proven that the last sum above is well defined. The final
estimates are carried through L?(§), F, P) estimates of the differences assuming that 7 is integrable
enough. The general case is carried out through a classical stopping time argument.
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Solution of Exercise 9. Evaluating 7* in the logarithmic utility we have

5 [log(V*(1))] = log(Vo) + [ /O t st] .

Here V* denotes the wealth associated with the optimal portfolio 7*.
Solution of Exercise 10. Let m € A(t) then the stochastic integral [;o(s)m(s)dW (s) is well
defined and using It6’s formula we have due to the strict concavity of fs that

. ¢ 1
B [los(7(0)] = 10gve) + B ([ ((0s) = rynte) = 320192 ) as)
0
< B [log(7*(1))]
Solution of Exercise 11. Consider the stopping time 7,, = inf{t > 0; fo s)2ds < n} then as
before fo w(s)dW (s) is well defined and is a martingale. Therefore as before
E [log(V(t A 7))] < E [log(V*(t A 7))] < B [log(7(8))] < .

By taking limits the result follows.
Solution of Exercise 12. Define the class

t
Ag(t) ={m:mis F — adapted,/ 7(s)%ds < 0o a.s. and EV(t)? < oo}.
0

As before consider 7, = inf{r > 0; [ 7(s)?ds < n} First note that for any portfolio 7 we have that
. tAT, 1 tAT,
E V()| =ViE {exp (/ 0 ((u(s) —1)(s) = 50%(s)m(s )2) ds + 9/ a(s)w(s)dW(s))] .
0 0

— VIER [exp (9 /0 o <(#(5) —r)m(s) — %(1 - 9)0(3)271'(5)2> ds)}

dQn 1 tATH tATh
1p = &P (—2/0 o?(s)0? d8+9/ (s)dW (s ))

As before the function fy(m) = 0(u(s) — r)m — £0(1 — )0 (s)n? is a strictly concave function for

6 € (0,1) and its maximal value is attained by 7* = %. Then EV(t A 7,)? < EV*(t A7y,)°

E [V*(t A Tn)ﬂ =V{EY" [exp (/OMTn u —2(11/2—) él;gz)(«s_) T)Qﬂ

< VEQ" [exp ( Ot i _2(11/2| gﬁg(s_) T)stﬂ .

We can therefore take limits to obtain that 7* is the optimal portfolio. The optimal wealth is then

where

where

given by E [V*(t)e} =V{ exp (%t) in the case that ;1 and o are constant.
Solution of Exercise 16. Applying the Ito’s formula to exp (i0(M; — M,)) we obtain
2

- ‘1/ exp (i0(M,, — M.)) du,

t
exp (10(My — My)) =1 —|—/ i exp (i0(M, — My)) dM,, 5

Taking conditional expectations we obtain

2yt
Efexp (i0(My — My))/ Fs] =1 — %/ E[exp (i0(M,, — My))/ Fs]du
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Solving this equation we obtain the result.

Solution of Exercise 17. First we have that Fy . Uo(I) 2 F; Uo(I) for all € > 0 therefore
ft V O'(I) C ﬂeZOO— (Ft_;,_g @] O'(I))

Solution of Exercise 20. It is enough to note first that E[|[W(T) — W(u)|"] = (T — u)"/?C,

where C, = fooo \/gﬂe_%dx. Therefore if r € [0,2)

T
/
If r > 2 then the above integral diverges and if » < 0 then the expectation is infinite.
For the second part we use Holder inequality with r a positive integer to obtain that

r

W) - Wl

T—u

r C,
E :cr/ (T —u)™"2dy = —=_T177/2,
0 1—7r/2

s

T —
WAT) = W(w) < Cr/ H(T — )"V 2du; < 0.
[0, 7" ;=4

d
T—u Y

Solution of Exercise 21. As W is a G Wiener process and Gy = (W (T')) then the independence
follows.
Solution of Exercise 22. Define the measure

dQ _ diy
dP  dP,’

then for two measurable bounded functions f and g

B V) ()] = B | 07 (0) [ o) G2 0)aa)

= E[fW(®)] E(g(W(T))].

Taking g a constant one obtains that E [f(W(¢))] = E[f(W(t))] and similarly for g. From here
the conclusion follows.

Solution of Exercise 23. The above property called the harness property is closely tied with
the enlargement of filtrations for Lévy processes. For more on this see [12] and [35]. To prove this
property we consider

Wy — W,
Wy — W, = WT—Wb+/ Tiudu.

Taking conditional expectations we obtain the equation

L B wr —wyy g, = - ZWr = W/ G

db T-b ’
on [s,T] with initial condition E (Wg — W,/ G,) = Wr — Ws. The solution is
Wr — W
E[Wr —Wy/ Gy = ———2(T —b).

T _
To finish, one only needs to note that

“FE| WT—W/gé] du

T—u

E[W, =W/ G| =

From here the formula follows.
Solution of Exercise 24. By the 1ntegrat10n by parts formula, we have that I = fo r)W,.dr =

fOT a(r)dW,., where we denote a(t ft s)ds. Then we have for A(t ft r)2dr
t
dP,(x) 1 (x —Jo a(r)dWr)
— > —_
dx 2 A(t) P 2A(t)
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Applying the same sequence of ideas as before we have that
[ a(r)dw;
u)du
—p| [ o F(I)h,

Therefore as the process | r a(r)dW, is G adapted we finally have that

E[W(@) -W(s)f

. t I a(r)dw,
Wy = Wy Jr/o W@(u)du

where W is a G Wiener process in [0,T"). In order to prove that the definition is valid in the closed
interval we have

[ ) - E [
0 A(“)
Therefore the needed condition is fo \;Xzi‘d u < oo. For example, if h(r) = (T —r)? with § > —1/2,

this condition is satisfied.
Solution of Exercise 25. As in the proof of Theorem 19 consider

E[W(t) = W(s) f(X(T))hs] = FE [(W(t) - W(S))/f(x)dpt(l“)hs}
- E [(W(t) —W(s)) / f(x)pT_t(Xt,x)da:hs} .

Applying It6’s formula to (W (t) — W (s))pr—:(Ws, x) in the interval [s, t], and using that pr_; solves
the parabolic equation (11), we have

E[(W(t) = W(s))f(X(T))hs]

_ / flz / B, Pl )dudxh]

5 / / )2, Tog(pr—o (X (u). ) (X (), )|

—E / 0, log(pr <>X<T>>>duhs]

Therefore by a density argument, one has

E [W(t) W) - [ 0, log(pr— (X (u), X (T)))du / gs} 0.

As 8, log(pr_o(X(u), X(T))) € G, then W(t) = W(t) — fg Oy log(pr—u(X (u), X(T))du is a G-
continuous martingale with (W), = (W), =t and therefore by Lévy’s theorem one has that W is
a G-Wiener process in [0,T). We then define W(T) = lim; W(t) and all above properties follow

for the closed interval [0,7] as E [fOT |0y log(pr—u (X (u), X (T)| du] < oo

Solution of Exercise 28. To simplify the notation define ay = % Define Z = {7 : 7w is

G-adapted, fot m(s)% (a2 +1) ds < oo a.s. and Eflog(V (t))] < co}. Then, as before, we define the G
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stopping times 7, = inf{¢ > 0; fo s)%ds < n}. First note that for any portfolio 7 we have that
E [1og (V(t A Tn))}
r tATh 1 tATh -
=logVp+ E (/ ((,u(s) —r+o(s)as)m(s) — 202(5)77(5)2> ds + / a(s)ﬂ'(s)dW(s))] .
L\Jo 0
r prtATH 1
<logVp+ FE / ((u(s) —r+o(s)as)T(s) — 202(8)7?(3)2) ds]
Lo
rptATh _ 2
=logWh+F / (uls) = :— o(s)as) ds]
LJo 202%(s)
[t 2 t 2
(u(s) —r) / «
<logVy+ F ———d E —2d
< log Vp + /0 202(5) S| + 2 S
71 T—-1
g\~ |-
From here the result follows.
Solution of Exercise 30. We consider the maximization of E(V (t)?) for t < T. As in Exercise
12, we have

202(s)

=logVo+ FE /t Mds
0

.Ag(t):{wzwisg—adapted/ )2ds < o0, /|7r s)|ds < oo and EV (t)? < co}.

As before, consider 7, = inf{r > 0; [ 7(s)?ds + [ |7(s)a(s)|ds < n} First note that for any
portfolio m we have that

BV )| = v B [exp (9 / ((u(s) —r+ols)als))n(s) — 5(1 - 9)02<s>7r<s>2) d)]

dQn - 1 tATR tATH
aP = exp (—2/0 ( ) d8+9/ dW( ))

The function f(m) = 0(u(s) — r + o(s)a(s))m — 20(1 — 0)o?(s)w? is a strictly concave function for

6 € (0,1) and its optimum portfolio process is given by 7*(s) = %

where

Solution of Exercise 32. Considering S(T') = z is equivalent to W (T') = o~ (log(z/So) — uT).
Therefore without loss of generality we consider W(T) = z. Repeating the same calculations as
before we have that the conditional expectation of the logarithmic wealth is

B [t/ (1) =]

~ log(Vo) + / B () = 7t o) ) te) = go2m(s)? f Wr) =] .

The optimal portfolio is also #(s) = % (,u(s) — 7+ o(s) e ) The optimal portfolio value is

o2(s T—s
t 2 t
o) ey | T W,
1 E ~—————d E —r) 2 4= -
ost) | | S+ [ 2|0 g +5 () =
Using conditional expectatlon of Gaussian random vectors we have that E[W(T) — W,/ W(T)] =
W(T)(T —s)/T andE[ - Ws) /W } =(T—-3s)s/T+ (W (T)(T —s)/T) . Therefore the

optimal utility is

t 2
ety + | [ G0 20,

+L2t_i+llo L
202(s) o(s)T or2 o1 "2 B\T ¢ )"




Solution of Exercise 33. The equation u” (t, Vo) = u9(t, Vo — pt(Vo, I)) can be rewritten as

lg(Va) = o (V (Vi ) + 5 108 (7 ) -

Tt

Therefore

Note that as t — T then the value of the information I for the insider is Vj as he can perform
arbitrage. That is, the insider will be willing to exchange his/her information only if offered all the
money of the other market players is transferred to him/her.

Solution of Exercise 35.

B0V = WDk = B |00 = W) [ F) S )inta >h}

_ B / / fa < '(x)>u dn(:c)duhs]
:E//f ude()duhs},
where B(u, T) = a(u).

Solution of Exercise 36. First we use the same arguments as before to obtain that

1

B [l (0)] = tog(vi) + £ | [ t ((066) =+ ote)an)as) = 302 (0n(s)?) ]

The optimal value of the strictly concave function f,(m) = (u(s) —r+o(s)as)m — 202(s)m? is 7(s) =

2
HU(;%S—)T + 535 Next, we note that £ (as) = 0 which follows from the semimartingale decomposition.

That is, we have that for any F; measurable r.v. h;

= E[(W, — Wy)hs] = E[(W, — W,)hs] + /t Elhgov,]du.

Therefore E [a(s)/ Fs] = 0. Now we compute the optimal utility as

B [loe(v ()] = tox(ve) + £ | [ t (52 006) —r +0(6)a? ) as].

and the result follows.
Solution of Exercise 41. The compensator is given by
-T T
() = W0 1) 1
(02 =T)(u) + 17

The optimal logarithmic utility in the interval [0,T] is finite. Note that in this approach the knowl-
edge of the insider given by ;i and o2 are always constant throughout the interval [0,7]. Compare
with Section 8.2.

Solution of Exercise 42. Note that the numerator of the compensator is given by

x dv €Xp (_ 2(;iu)>
w —“dx.
/ T — udPW(T) (@+Ww) 2n(T — w) !
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Integrating by parts with respect to x and taking in consideration that the denominator normalizes

the measure, we have that
0 dv 2
(52108 (5w ) ) o)

Solution of Exercise 45. First, we compute the compensator of W?2 in the enlarged filtration:

E[(W(t) - W2(s ))f(Wl() "

=E U E [WQ /W (u)} duf(Wl(T))hS} :

Since E (W*(T) — W?2(u)/ WHT) — Wl(u)) = p (WHT) — W'(u)), repeating the same sequel of
calculations as in Exercise 28, the optimal portfolio is

(5) = oy ()~ r (e 0 ).

The expected logarithmic utility in [0, 7] is infinite for any p > 0.
In the second case the calculation is similar, except that the compensator will be

B[OV g2 )] = =),

EY [a(u)’] < E¥

Therefore )
R5) = 22 (ms) 4ol

and the optimal logarithmic utility is finite and given by

log(Vp) + E [/Ot st] —p?log (1-p?).

WHT) — PWQ(S))
T — p2s

The first model corresponds to two correlated assets where the insider has information about the
first but he/she is restricted to trade only on the second asset while observing the evolution of the
first. In the second model the insider has related information about the first asset which is not
traded in the market (for example, the volatility of the asset).

Solution of Exercise 46. The argument is the same as in Section 3. In fact the optimal
solution is just the projection on the interval [0, 1] of the solution without constraints.

Solution of Exercise 47. Following the result of exercise 24 and 36 we have to compute

(g awaw, N r_
E /0 (A(u)a(u)> du| = — [log(A(u))], = +oo.

Solution of Exercise 48. For case 1 we use Theorem 43. Due to this theorem we have that
the extra utility of the insider is given by E[logpr(I)]. First we have that
polz) = P(W(T) > a/ F) P(W(T) < a/F)
’ P(W(T) > a) P(W(T) < a)

I(z=1)+

1(x = 0).
Therefore
Ellog p:(1)]

a)) + P(W(T) < a)log (P(W(T) < a))).
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In particular
Ellogpr(I)] = = (P(W(T) = a)log (P(W(T) = a)) + P(W(T) < a)log (P(W(T) < a)))

which is obviously finite. For the second case, we obtain that

_ (z=wp?
e 2(T—i+D)

Pldr) = ——————dx
(T —t+1)

Applying Jacod’s theorem (see Theorem 34) with 7(dz) = dx we have that

CWr+e—W,
o T—t+1

T+1
1 — .
+log (T —t+ 1)
Note that this is finite even for ¢ = T but in this model G; gives always the same deformed informa-
tion, W(T') + €, to the insider even when ¢ is close to T.
Solution of Exercise 50. We leave the first part to the reader. Suppose that Z and Z’ are

two Lévy processes with the same characteristics. Then we want to compute for X (s) = Z(T') +
Z'((T — s)?) the quantity

Wt:Wt+ du

and the optimal logarithmic utility is given by

[ oo,

lOg(Vo) +E 20’2(8)

E(Zi—Z,) [(Zr — Zs + Z'(T — 5)%))] .

Due to the independence of the increments and the invariance of the law of the increments (which
only depend on the size of the interval) we have that if s <t <u < T with t —u = % then

28 [(Zi = Zu) f(Zr = Zs+ Z'(T = 5)")] = E [(Zr — Z:) f(Zr — Zs + Z'(T = 5)"))]
Then by continuity of the expectation in the time variables we have that

B (%~ 2) f(Zr = 2o+ 2T = 5))] = 5—=F [(Zr = 2)) f(Zr = Zo+ /(T = 5)"))].

A similar argument also gives that

E[(Zi— Zu) f(Zr — Zs + Z'((T — 5)?))]

= s B (= 20+ 2T~ 5)') f(Zr = 2o+ 2T = 5],

From here the result follows.

Solution of Exercise 54. First note that Fy 7 = FsVo(Zp;r > T) = FeNo(Zyp)Vo(Zp—Zy;r >
t), where the last sigma algebra is independent of the other two. Therefore we have using Theorem
53 that

ZT _Zu/]:s \/O'(ZT)]
T—u

du.

t
~ = E

E[Zt—Zs/j:s\/O'(ZT)]:E[Zt_Zs/]:s\/U(ZT)}+/ [

Then setting ¢(t) = E[Z; — Zs/ Fs V o(Z7)], we have that the following ordinary differential equa-

tion is satisfied ' t ()
. ZT - Zs ¢ u
o(t) 7/5 T du / T—u™

Zr — Zg
T—s

whose unique solution is

E|Zi—Zs/ FsVo(Zr) = (t —s).

47



Therefore

o[ %

|-
8T :7~
T—s
Zi — 7
) Fon| e |E [T A f 2]
t—u
[ Zr— 2,
-5 = 7]
7ZT_ZS Zs_Zu
T—u+E[T—u/}—S’T}

ZT_ZS
T—5 '

Furthermore for u € (s,t)

o[

Solution of Exercise 55. First prove that for s < t; <ty <t

E [(ZtQ _ Zt1)2/gs] _E {(th — Ztl)Q/ZT _ ZS}

= (Zr — 2)(Zp — Zs — 1) (t;_ 2

Consider for the partition s =tg < t; < ... < t,, = t then the quantity

i: {(th+1 -2,)" - % (tivr — )}/95]

=0

n—1 L L ¢ 2
1+1 — Ug
B -z -z () /g]

i=

goes to zero a.s. and therefore taking limits with respect to the norm of the partition we have that

B [[Z]t—[Z]s—/: Z;:f“du/gs} =0.

From here the result follows. Similarly be taking approximations of pure jump Lévy processes one

can also prove that
E [[Z]t — 12, - /: Wdu/gs} ~0.

A similar calculation also leads to the fact that the formula is valid for general square integrable
Lévy processes.

Solution of Exercise 57. If there are only positive jumps and g —r > 0 then there is arbitrage
and in fact any investment on the underlying will provide a positive return. On the contrary if
@ — 7 < 0 then the function f becomes

F(m) = (= r)m+ A log (14 (e — 1) ).

This strictly concave function has its optimum at 7* = —cal_l — )‘_Jrr and the optimal logarithmic
utility is !

— At (e® — 1
log(Vp) — ()\+ + % — AT log ((e))> T

w—r

Solution of Exercise 58. Let x such that P(N(T) = x) > 0, then there exists a unique
pair (I1,l2) of natural numbers such that l1ya + loIn(2 —e%) = . Then N(T) = x implies that
NT(T) =1y and N~(T) = I3 and therefore the two filtrations coincide.
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Solution of Exercise 62. It is enough to note that the conditional logarithmic utility can be
written as

B [log(V:) / N(T)]
=log(Vo) + E [/Ot /N } +2E [/ log(1 + 7(s) (e 1))Bi(s)ds/N(T)] .

Solution of Exercise 63. In such a case, we have that B;(s) = %:iv(s) then an arbitrage
is to wait until B;(s) = 0 and invest all resources in the asset if i = — or borrow the asset if i = +.

Solution of Exercise 64. Try the following portfolio:

W(T) —W(s) n bNT — N,

T—s T—5s

Find a set of constants a and b such that the utility is infinite.
Solution of Exercise 68. We only give the main idea of the solution. First obtain that on the

set 1(7T,, > t) we have that

ms = 0(a

)V 0.

Blas-ns/% = @

Nt N+
Tn— u

Finally prove that is a G, martingale on T}, > u to conclude.
Solution of Exerc1se 69. This exercise follows as in the proof of Theorem 60 and at the end
is necessary to compute the joint law of (7},_1,T},) to prove that E(eroO Mdu) < 00. In fact,

in the interval [0, T},,—1] we will have that the wealth is smaller than

_ o0 o0 n—1-—NF
log(Vo) + A7 log(2)E / 1(s < T,—1)ds| +log(2)E / 1(s < Tn,l)Tisd
0 0 n

The last expectation above is bounded by

At o i fame1 -
e ' 1(ty—1 > 8) ;4\ s n/ et (gn=1 _ gn=1)

Solution of Exercise 70. The analysis in the interval [T;,_1,T,) follows as in Case II(b)
analyzed previously. For u < r is enough to note that there is a positive probability that there
is going to be a negative jump in the interval [T;,_1,7,) which gives an infinite utility. It is also
interesting that in the case that the interval goes beyond T, then there is no optimum for the
problem in the case p > 7.

Solution of Exercise 72. Note that

B LWV ti02) = W] = (01— 0)F | 550 W(D)

Solution of Exercise 76. Find the solution of equation (21) as explicitly as possible and prove
that it generates the same filtration as the one generated by Y — —1) fo —r)?dW(r), s <t
and conclude.

Solution of Exercise 78. Consider the definition of semimartingale as given in Protter page
52. If W is a (Fi4s)-semimartingale, then for any partition whose norm tends to zero and always
smaller than J, consider the process

n—1

H(t) = Z(W(tiﬂ) —W(ti) e, b0 (1)

=0
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This process is then (Fiis)-adapted and converges uniformly to zero but its stochastic integral
converges to the quadratic variation of W leading to a contradiction.

Solution of Exercise 83. The model proposed by the small trader is an adapted model with
random drift. Therefore the analysis to obtain the optimal portfolio for the logarithmic utility follows
the same lines as in Section 2. The optimal porfolio is given by

o w—r OE[W(t+19)/Hi
T (t) = o + = )
This gives
~ 1 t
J(t,7) =log(Vo) + EE {/ (p—r+bE[W(s+ 5)/7—[8])2 ds} ,
0
while

J(t,7*) = J(t,7) + oE Uot %*(s)dW(s)} .

Finally as in Exercise 72, one proves that

E { /0 t %*(s)dW(s)} - /0 D7 (s)ds,

¢
Dy 7 (s) =bM (0 + W) / bg(t,u)du > 0.
g t—6

For more details on the notation D, see Kohatsu-Sulem.
Solution of Exercise 85. As in the proof of the Theorem 84 H is generated by Y. Using
equation (27) we have that

where

E[Y(t) = Y(s)/ M) = 0 [ / ' (s)ds / HS} —(p—r)E—s).

Define B(t) = o fo s)ds — (u — r)t and finish the proof as in the proof of the Theorem 84.
Solutlon of Exerc1se 86. The solution of this exercise is long and requires some knowledge of
anticipating calculus. The main steps are as follows. First rewrite

[“woawi = [ owavos [ aodw

for some specific stochastic processes ¢; and ¢o where ¢; is adapted and ¢, is adapted to the
backward filtration. The notation d_ denotes the backward It6 integral. Then prove that

/¢1 t)dW (t /(bg t)yd_W(t /¢1 Yot dt—i—/ /Dsqbg D ¢1(s)duds

and that the expectation of the last term above is strictly positive for p > r.
Solution of Exercise 86. We only sketch the solution: In this case note that for the small
trader we will have that

Hy = o(S(s);s < 1) = /bW9+6)d9+aW()s<t)

We will now deduce an anticipating Girsanov’s theorem that will allow us to apply it to the above
model.
For this, set I(t) = p+ bW (¢t + J). As the portfolios of the small trader have to be adapted to H,
let us suppose that
j—1
w(t:) = () I(te)A+oW(t;),j <i—1)
k=0
I(tj) = I(tj, W(ti_._l) - W(tl),l = 0, ey — ].)
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where ;41 —t; = A =T /n. Now consider the following expression

Q" Z {m(t)I(t)A + om(t;)(W(tj41) — W(t)))}

/ Z ti)A+ o0z} p(—%) dQndz
R2n

= (2rA)Y/? AP

where

A
Now we will perform the following change of variables for j =0,...,n — 1
w; = Uilf(ti)A —+ z;.

To compute the inverse of the jacobian J, = (gﬁ’?) , we need to compute
J

8wi 1 (9]( )
= A+ I;;
0z 7 0z; 4

Now we consider the particular case that I(t) = p + bW (¢t 4 §) with fixed § = T/2. Then we can
rewrite 5
Wy

(9Zj

After some heavy algebraic manipulation with the jacobian matrix J one finds that

= U_lbI(thrl S ti + (S)A + I’Lj

o 1bAj

-1
_— A (1 LA (o + 2
O'le+1> ( +o7b (.70+ ))a

Jo
det(J,)=<¢1+ o_lbz (1 +

Jj=0

if b > 0 then the above quantity is strictly positive and the change of variables is allowed. Therefore
we have that

n—1
E?" Y {m(t)1(t)A + om(ty) (W (tj41) — W(t))}
=0
n—1 e
= B |3 {(t)(W(tis0) = W(t;) } | det(J) ™,
=0
where W(tk) W(ty) + ZJ I ;)07 tA is a Wiener process in the filtration H . Therefore by

taking limits we have that there exists an equivalent martingale measure therefore not allowing for
arbitrage.
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