Mathematics and Financial Economics (2021) 15:719-745
https://doi.org/10.1007/511579-021-00294-1

®

Check for
updates

Dynamically complete markets under Brownian motion

Theodoros M. Diasakos'

Received: 8 July 2020 / Accepted: 25 February 2021 / Published online: 29 April 2021
© The Author(s) 2021

Abstract

This paper investigates how continuous-time trading renders complete a financial market in
which the underlying risk process is a Brownian motion. A sufficient condition, that the instan-
taneous dispersion matrix of the relative dividends is non-degenerate, has been established
in the literature for single-commodity, pure-exchange economies with many heterogenous
agents where the securities’ dividends as well as the agents’ utilities and endowments include
flows during the trading horizon which are analytic functions. In sharp contrast, the present
analysis is based upon a different mathematical argument that assumes neither analyticity nor
a particular underlying economic environment. The novelty of our approach lies in deriving
closed-form expressions for the dispersion coefficients of the securities’ prices. To this end,
we assume only that the pricing kernels and dividends satisty standard growth and smoothness
restrictions (mild enough to allow even for options). In this sense, our sufficiency conditions
apply irrespectively of preferences, endowments or other structural elements (for instance,
whether or not the budget constraints include only pure exchange).

Keywords Dynamically complete markets - Endogenously complete markets - Brownian
motion - Dispersion coefficients

JEL codes D53 - G10 - G12

1 Introduction

Whether or not a given asset market is dynamically complete is of fundamental importance
in financial economics. If the pricing process of the underlying securities is dynamically
complete, then options and other derivatives can be uniquely priced by arbitrage arguments
and replicated by trading the underlying securities over time. In the absence of dynamic
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completeness, however, this is no longer the case: no-arbitrage restrictions do not suffice to
guarantee unique option prices while replication may not be possible. It is crucial therefore to
be able to associate dynamic completeness with the economic primitives of a given financial
environment—in a manner that remains unambiguously verifiable and holds at least generi-
cally across the space of these primitives. The present paper provides sufficient conditions for
continuous-time trading to render an asset market dynamically complete when the underlying
risk process is a Brownian motion.

The typical generic result for dynamic completeness in the continuous-time literature
establishes the validity of the corresponding sufficient condition except for a small subset
of the domain space of the primitive parameters. Yet it remains difficult, if not impossible
in some cases, to establish whether the condition is valid for particular values of these
parameters. Notable exceptions are the sufficiency results in Anderson and Raimondo [2],
Hugonnier et al. [17], Riedel and Herzberg [28] (see also Riedel and Herzberg [27]) as well as
Kramkov [19]. These studies refer to financial markets in single-commodity, pure-exchange
economies with many heterogenous agents, and where all intermediate flows of utilities and
endowments are analytic functions. In sharp contrast, the current exposition is based upon a
different mathematical argument that assumes neither analyticity nor a particular underlying
economic environment.

The novelty of our approach lies in deriving closed-form expressions for the dispersion
coefficients of the relative asset prices. The respective formulae allow us in turn to estab-
lish sufficient conditions for the asset market to be dynamically complete that apply under
general specifications for the pricing kernel and the securities’ dividends, as long as both
are continuous and satisfy standard in the literature smoothness and growth conditions. As
to be expected, our sufficient conditions are non-degeneracy ones on the instantaneous dis-
persion matrix of primitive parameters. They do coincide with those in the aforementioned
papers under analyticity. In general, however, they are stronger. This renders our analysis
applicable on more general settings regarding the underlying structure for economic activity
or the agents’ preferences and endowments. It also sheds light on how the relation between
dynamic completeness and the non-degeneracy conditions in question extends in directions
that are important for applications.

The relevance of our study becomes evident when viewed in the context of general equi-
librium analysis. The typical method in the literature for obtaining financial equilibria in
continuous time has been to compute an Arrow—Debreu equilibrium and use the associated
consumption process as pricing kernel in order to construct equilibrium prices for the traded
securities.! To ensure, however, that the starting Arrow—Debreu allocation is implementable
by trading the given set of securities, their market needs to be dynamically complete—and,
thus, to permit the construction of the equilibrium pricing process via a representative agent.
Yet, the equilibrium pricing process is determined endogenously (via fixed-point arguments)
from the model’s primitives (the utility functions of the agents, their endowments and the
dividend processes of the securities) and are expressed as expectations of properly discounted
future payoffs. As a result, especially in economies with many heterogenous agents and apart
from the extremely special cases where one can obtain sufficiently straightforward closed-
form solutions, verifying from the primitives that the equilibrium pricing process is indeed
dynamically complete is a highly non-trivial problem, known as “endogenous completeness.”

Essential progress in this problem was achieved by the aforementioned papers. The fun-
damental insight is that, for the asset market to be dynamically complete, it suffices that

1 See the introductory section in Anderson and Raimondo [2] for an extensive review and discussion of the
relevant literature. The existence of the Arrow—Debreu equilibrium itself is due to some assumptions whose
form varies in the literature.
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the instantaneous dispersion matrix of the relative dividends is non-degenerate (i.e., non-
singular) at some point in the space. The crucial underlying assumption is that the securities’
dividends as well as the agents’ utilities and endowments include flows during the trading
horizon which are analytic functions (at least in time). By relaxing this restriction, the present
study complements these papers shedding light on the intuition behind their fundamental
underpinnings.

For example, when the securities’ dividends comprise only lump sums at the terminal
date of the trading horizon, our sufficiency condition is exactly the same as above—even
though we do not assume analyticity. This remains the case when the dividends include flows
during the trading horizon, as long as a collection of simple options is available for trading.
More tellingly perhaps, when the securities’ dividends comprise only flows during the trading
horizon (a common setup especially in applied finance models), our sufficiency condition
requires that the instantaneous dispersion matrix of the relative nominal dividends is non-
degenerate everywhere in the space. This highlights the implications of assuming analyticity.
Without it we end up with a sufficiency condition that is, on the one hand, more burdensome
to verify. On the other hand, it does ensure that the instantaneous dispersion matrix of the
relative securities’ prices is non-degenerate everywhere, not almost everywhere, in the space.

The balance of the paper is organized as follows. The next section introduces the theoretical
structure under investigation. Section 3 presents our results and Sect. 4 interprets them in
the context of the pertinent literature. Section 5 concludes while the “Appendix” presents the
supporting technical material and results.

2 Theoretical framework

Consider a financial market where the trading horizon is 7 = [0, T'] for some T € R, ¢
or 7 = R4 while the informational structure is given by a K-dimensional (K € N\ {0})
standard Brownian process, defined on a complete probability space (€2, F, 7) and denoted
byp:Q2xT — RE (or By : QxT — Rwithk € K := {1,..., K} for the typical
dimension). As usual, the process is meant to fully describe the exogenous financial risk
in the sense that the collection of the sample paths {8 (w,t) : t € T},cq specifies all the
distinguishable events.

The underlying risk process being a Brownian motion, a necessary condition for any
securities market to be dynamically complete is that the number of securities exceeds that of
independent Brownian motions by at least one (i.e., that the market is potentially complete).
In what follows the trading structure will consist of K 41 dividend-paying securities, indexed
by j € K U {0} and traded continuously over 7. These are real assets in the sense that their
dividends are in units of an underlying physical commodity. The dividends will take one
or both of two forms, a flow and a lump sum. Specifically, letting 7 : @ x 7 — T x RX
denote the process {t, B (@, 1)}, eqx 7> We consider the functions G j, g : 7 x RK — R,
and that the typical security pays the dividend flow g; (Z (w, -)) along the Brownian path
{B(w,t):t € T}and/orthe lumpsum G ; (Z (w, T)) on the terminal date (if the time horizon
is finite: 7 = [0, T] for some T € R ). The supports Sg, := { € RX : G; (T, B) > 0}
and Sg; 1= {(t, B)eT xRK: gjt, B)> 0} will be taken as open and connected. Letting
moreover Dy := d/3dp denote the instantaneous dispersion operator, we will also assume
that, for any k € C, the functions Dy G (T, -) and Dy g; (-) are well defined and continuous
on Sg; and Sy, respectively.
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Given that trading occurs over a time interval while the informational structure is driven
by a Brownian motion, well-known no-arbitrage conditions ensure that the securities’ prices
are the current expectations of their future dividends valued at some pricing kernel, a strictly
positive one-dimensional [td process. In what follows, we take the pricing kernel to be given by
the functions M, m : T x RX — R, | which are continuously differentiable on int (7) x RX .
In addition, we assume that the functions M; (-) := (MGj) () and m; (1) = (mgj) )
satisfy appropriate growth conditions (see assumptions A1-A2 below) for the price of the
typical security to be written as follows

P (t, ) = Ex [IMQ o M (T Br) [ 5. B5)

LB 418, = , 7T xRE (1
oy on m.B) s|B ﬁ] (t.p)eT x (D

All prices above being strictly positive, any one can be used as deflator. Without loss
of generality, therefore, we may deflate all prices by that of the zeroth security and restrict
attention to the relative pricing process p; (-) := P; (-) /Py (-), j € K. This normalization
renders the zeroth security instantaneously risk free (for its price remains constant at 1) so that
the strategy of buying and holding it becomes a (trivial) money-market account. As a result,
the financial market under consideration is dynamically complete if and only if the (Jacobian)
matrix of the instantaneous dispersions of the relative prices, Jp, () := [Dkpn (] kyeicxics
is non-singular almost everywhere on int (7) x RX 2

In what follows, we seek to establish sufficient conditions for the Jacobian matrix to have
the desired property. To this end we observe that, since p, (-) = (mPy) (-) / (mPo) () using
the nominal prices (m Pj) () :=m (-) Pj () for j € KU {0}, an equivalent statement of our
aim is to ensure that [(mPo) () Dg (mPy) (-) — (mPy) (-) D (mPo) (-)](n k) xc remains
non-singular almost everywhere on int (7) x RX . As it turns out, the latter matrix is well
defined on int (7") x RX under the following conditions.?

A1 Let 7 = [0, T] for some T € R There exist constants (Co, ) € Ryq x (0, 57)
such that 2
(i) Mj (T, X) + |DeM; (T, %) | < Coe™™" Vx € Sg;

(ii). mj (5,%) + | Dem; (s, %)| < Coe™™" ¥ (s, %) € Sy,
forall (j, k) € LU{0} x K.
A2 Let 7 = R;. For every constant » > 0 there exists a constant C > 0 such that
mj (s,X)+ |kaj (s,x)| SCerl"l2 ¥ (s,X) € S,

forall (j,k) e KU{0} x K.

2 The claims in this paragraph are based on well-known concepts and results. See, for example, Chapters
5A-C, 61, and 6K in Duffie [11] as well as Sections 4.1-4.4 and Theorem 5.6 in Nielsen [24]. Observe also
that, as usual, B; denotes a (random) value of the mapping ¢ — {B (w, 1)}, cq-

3 As usual, | - | denotes the Euclidean norm of a vector or the determinant of a (square) matrix. Notice also
that the conditions A1-A2 are trivially satisfied on {7’} x int (RK \SGj andint (7 x RK \ng when these

are non-empty (for instance, when the security is a European option—see Claim 3.2 below). Indeed, we have
Gj(T,)=0=DyG;(T,-)onthe formerand g; (-) = 0 = Dyg; (-) on the latter.
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3 Analysis

Starting with the first term in (1), and letting 7 := [0, T'] for some T € R4, recall that the
increment B (-, T) — B (-, 1) is independent of F; and distributed A/ (0%, (T — 1) Ix) over
Q. Hence, the term in question can be written as

P]j(t,ﬂ)::f Mj(ﬁ+'T_tX)¢(x)dx, t,B) €0, T) xRX, jeku{0} (2)
RK m(t, B)

where ¢ (-) denotes the K -dimensional standard-normal pdf.

Under Assumption A1(i), the pricing function in (2) above is well defined. And so is the
dispersion with respect to the typical Brownian dimension of its nominal version. Specifically,
we have

Dy (mP1}) (1, B) = By [Dij (T, B+ T = tx)] LB el0, T)xRE, jekuo) (3)

where x ~ N (0%, 1I). For t — T, moreover, the continuity in # commutes inside the
expectation operator above. As a result, letting p1, () := P1, (-) /P10 (-) and G0 () :=
lSGO x G, () /Gy (-) denote, respectively, the relative prices and terminal dividends, the
(Jacobian) dispersion matrix of the relative prices, J,, (Z (w, t)), approaches that of the
relative terminal dividends

J6 (T (@.7)) = [DkGnjo @ @. TN ], 1y

almost everywhere in {w € Q : B (0, T) € Sg,}.*

The latter observation leads to a sufficient condition for the financial market to be dynam-
ically complete in the case where the time horizon is finite and the securities pay only
lump-sum dividends on the terminal date.

Theorem 3.1 Let 7 = [0, T] for some T € R and suppose that the price process is given
by (2) with Al(i) satisfied. Then Jy, (-) has full rank almost everywhere on (0, T) x RK if
JG (+) is non-singular at some Br € Sg,.

Proof Ourargument will be based upon the fact that, even though we have not required analyt-
icity anywhere above, the entries of the dispersion matrix J, (-) are analytic on (0, T') x RK
under Assumption A1(i). This is because, for any (j, k) € K U {0} x K, the functions
(m Pj) (-) and Dy (m Pj) (-) are analytic on (0, T) x RX. For the former function, its ana-
lyticity follows immediately from Lemma A.7 in the “Appendix”. For the latter function,
since |xx| < x| < e® < 1 + el¥ everywhere on RX, by Lemma A.1 in the “Appendix”,
there exist constants (C,r) € Ry x (0, ﬁ — rj) such that |x;| < Ce™ for any x € RX.
Under Assumption A1(i), therefore, we have ’kaj (T, x)‘ < C()Ce(’("””"'2 anywhere on
RX, with 7o 4+ r € (0, 57). By Lemma A.7 in the “Appendix” then

(7)) . B) o+ (T =) Dy () 1) = B [ (B + T = 1) o (7.4 VT = 1)
= E[firM; (T. Br) 1B, = f]

4 The claims in the main text above are based on supporting results in the “Appendix”. Specifically, that
(m P j) (-) and Dy (m P j) () are both well defined with the latter given by (3) follow from Lemma A.5.
Moreover, that continuity with respect to time commutes inside the expectations in (2) and (3) follows from
Lemmas A.6-A.3. Finally, that J, (Z (w, 1)) approaches Jg (Z (@, T)) is due to Proposition A.1.

@ Springer



724 Mathematics and Financial Economics (2021) 15:719-745

is an analytic function of (¢, 8) on (0, T) x RX. That Dy (mP;) () itself is analytic on
0,T) x RX follows now from the fact that the sum, product and ratio of two real analytic
functions are also analytic (see Propositions 1.1.7 and 1.1.12 in Krantz and Parks [20]).

Suppose now that |Jg (T, B°)| # 0 for some g € Sg,, and take wy € £ such that
BY = B(woy, T). By continuity, there exists 5o > 0 such that |Jg (T, B)| # 0 for any
B € Bgo (8). Take also w; € Q such that lim; .7 J, (¢, B (w1,1)) = Jg (T, ') where
Bl i=B(w,T) e Bgo (80). By Proposition A.1 in the “Appendix”, and as the determinant
of a matrix is a continuous operator, we have

lim |7, (r, B (@1.0) | = |Jg (T, p')| # 0
There exist therefore (81, 1) € R+ x (0, T') such that
[Jp (s, B #0  V(s.B) € (1, T) x Bgi (81) 4)

As established above, though, the entries of J), (-) are analytic on (0, T') x RX. The deter-
minant of a matrix involving nothing but the operations of product and sum on its entries,
|Jp (-)| is also analytic on (0, T') x RX. But then (4) necessitates that ‘J,, (-)| = 0 almost
everywhere on (0, T) x RX 3 ]

Our argument for establishing Theorem 3.1 hinges crucially upon the fact that the functions
(m Pj) (-) and Dy (m Pj) (+) are both analytic on (0, T') x RX, even though M (-) itself is not
assumed to be analytic. Unfortunately, this fact does not obtain for the respective functions
when it comes to the second term in (1). The analysis of the pricing process for the flow
divedends requires its own approach.
Under Assumption A1(ii), the pricing function
Py (1, B) = Ex [/ 15 0P g |, =ﬁ] t.p) eT xRE jeKu(o) )
o,y m &, B)
but also the dispersion with respect to the typical Brownian dimension of its nominal version
are both well defined. Specifically, we have®

T
(mPyj) 2, B) = / Ex [mj (s, B+ /s — ix)] ds (6)
T
Dy (mPyj) (t, B) = / Ex [Dimj (s, B+ /s —tx)] ds (7)
T
=f Ex [Dimj (s, ) |Be = B]ds ®)
t

And for the case 7 = R, note that the respective right-hand sides of (6)—(7) above remain
well defined at all 7 € R4 under condition A2. Hence, their limiting versions are given by

(mPy)) (1. B) = / Ey [m; (5. B) 1B = B]ds

Dy (mPyj) (1. B) = / Ex [Dim; (s, Bs) |6 = B] ds

5 Areal analytic function defined on an open and convex subset of R” (n € N\ {0}) is either zero everywhere
on its domain or non-zero almost everywhere (see Theorem B.3 in Anderson and Raimondo [2]).

6 The claims made above with respect to the expressions in (6)—(8) are supported by the results and discussion
in Sect. B in the “Appendix”. It is also noteworthy that (8) can be shown to follow directly from (6) by
deploying though Malliavin calculus—see for instance Appendix A in Detemple and Zapatero [10].
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Letting then py, (-) := P, (+) / P2 (+), the above findings can be summarized as follows.

Claim 3.1 Let the price process be given by (5) with T = [0, T] for some T € Riy or
T = Ry and Al(ii) or A2, respectively, satisfied. Then

Dumﬁﬁmmz/' Ey [Dem; (s, B5) 1B = B] ds

T\(0,1)

and thus

(mPx) (t, B)* Dk pan (¢, B)
= / / E [mo (t, Br) Dimy, (s, Bs) — my (s, Bs) Dkmo (T, Br) |8 = Bldsdt
T\(,1) JT\(0,1)

atany (t, B) € int (T) x RX and for any (j, n, k) € KU{0} x K x K.

The preceding relations shed light as to why our proof for Theorem 3.1 does not extend
to the case of flow dividends. For it would establish here that the intergrands in (6)—(7)
are analytic in (¢, B) for each given s. However, unless one assumes in addition that these
integrands are also analytic in s, it does not follow that (m P j) (+) and Dy (m P j) (-) are
necessarily analytic on int (7) x RX.

This notwithstanding, the explicit expressions for the diffusion coefficients in Claim 3.1

allow a more direct approach. To this end, we define the collection [ my /0] . of the vector-
ne

valued functions my, q : Sg, X Sgy — RK given by

T
mﬁ/o (s, x), (z,y)) == (D] (M) ....Dx <M)>
mo (‘Cv Y) mg (f, y)

and a stronger than the standard notion of matrix non-singularity.

Definition 1 Taking L € N\ {0}, let { fx};cx be a collection of functions fj : RL O X —
RX. We will say that {fitkex satisfies strong non-singularity on X = [[;cxc Xx if there
existsno (x!, ..., xX) € X rendering the matrix

[ 6y ()
singular.

This notion of matrix non-singularity leads to a sufficient condition for the financial market
to be dynamically complete in the case where the securities’ dividends comprise only flows
during the time horizon. Specifically, letting Jp, (-) := [Dip2n () kyexcxic, We have the
following.

Theorem 3.2 Let the price process be given by (5) with T = [0, T] for some T € R4y or
T =Ry and Al(ii) or A2, respectively, satisfied. Then Jp, (-) has full rank everywhere on

int (T) x RX ifthe collection {mZ/Ol . satisfies strong non-singularity on [ [, cic Sg, X Sgo-
ne
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Proof Take arbitrary (¢, ) € int (7) x RX and v € R¥\ {0X}. By Claim 3.1, the typical
entry in the matrix (m Po) (¢, B)* J, (t, B) is given as

(mPo) (t, B)* Dipa (t, B)
- / / Ey (1m0 (¢ o) Dimtn (5, ) — mn (s, B5) Demo (v, o) 1B, = Bldsde
T\(0,t) JT\(0,1)

=/S /S By [0 (v, Be) Ditn (5. Be) — mn (5. Be) Dimo (z. Be) | = Bl dsdr
8n 80

=/ / E, [m()(r,ﬁf)sz(m”(s”g”)w,=ﬁ}dsdr
Sen / Sgq mo (7, Br)

Suppose now that the collection {m; /0 }neK satisfies strong non-singularity on [, ., Sg, X

Sgo- There exists then no ((s1, By,) .-, (s&. Bsx)) € [nex Sen and no ((z1, Bz,) .- - ..
(k. Brg)) € Sx rendering the matrix

[0 (1. 80) < (21 B)) -+ micso (s Boe) - (v B )]

singular. It is trivial to check that this property requires in turn the existence of some n € IC
such that

M0 (5, Bs), (T BTV EOD  V((s,Bs). (T, Br) € Sy, X Sgy

As S, x Sg, though is connected, by continuity this can be only if m; /0 (-) maintains the same
sign everywhere on S, x S,,. Without loss of generality, therefore, we may let m; /0 ()>0
everywhere on S, X S,,. But this implies in turn that

(mPo) (t, B)* ) vk Dipn (¢, B)

kel

_ z B s
= /Sg,, /Sgo Er |:mo (t. Bo)* ) vk Dx <m0 (r,ﬂ,)) 1B = /3:| dsdz

ke

= [ [ B [mo gm0 g ] dsdr = 0
Sgn SS()

Thatis, J, (¢, B) v # 0K and the claim follows. O

Turning finally to the case when both terms on the right-hand side of (1) apply, the
pricing process P; (-) = Py (-) + P2; (-) produces even more complex dynamics for the
relative prices. Nonetheless, the preceding analysis provides again a sufficient condition for
the financial market to be dynamically complete when the securities pay both dividend flows
and lump sums—as long as the market includes a zero-coupon bond maturing at 7" as well
as, for each j € IC, a European call option maturing at 7 along with its equivalent put.

Claim3.2 Let T = [0, T] for some T € Ry and the price process be given by (1) with
Al(i) satisfied. Suppose also that the zeroth security is a zero-coupon bond maturing at T
(i.e., Go (T, ) = 1 and go (-) = 0) while, for each j € K, a European call maturing at T
(with strike price some X j > 0) along with its equivalent put are available for trading. Then
Jp () has full rank almost everywhere on [0, T) x RX if Jg (T, ") is non-singular at some
B € Sg,.
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Proof Observe first that, for any given 8 € RX, we have thatlim,_.7 (m Py;) (1, B) = 0. Asa
result, we have that lim, 7 (m P;) (Z (w, 1)) = lim; 7 (mPy;) (T (@, 1)) = M; (Z (0, T))
almost everywhere on 2. Clearly, at any (¢, 8) € [0,7T) x RX | the nominal price of a
European call on the jth security with maturity date T and strike price X ; and that of its
equivalent put are given, respectively, by

(mPE) . p = /V .(t’ﬂ)M<T,ﬂ+«/T;—tx) (G5 (7. 8+ VT =1x) = X;) ¢ 0 dx

(ijP) «.p) = /RK\Vx,(t,ﬂ) M <T’ F+ «/ﬁx) (Xj —Gi (T’ prvT = tx)) ¢ () dx

where

Vx, (1, B) = {x eRX: G; (T,/B+Jﬁx) > X,»}
This implies of course the put-call parity
PE@, By =Pl t,B)=Pj(t,B)—X;Bo(t,B)  j € KU{0}
where
Bo (1, B) = Ex [M (T, B+ VT =1x)| /m (1. ) = Pro (1. ) = Po ¢, B)

is the current price of the zero-coupon bond.

Foreach j € K consider the portfolio that consists of being long one unit on the corresponding
call, short one unit on the equivalent put, and long K ; units on the zero-coupon bond. The
value of this portfolio being Py ; (-), the Jacobian of the relative prices for the overall K such
portfolios is given by Ji (-). The claim now follows from Theorem 3.1. O

3.1 Dynamics with money-market accounts

The preceding analysis applies also when the zeroth security is a money-market account.
To see this, let {r, :r € T} be an instantaneously riskless rate process and Py :=

Py exp (fot rsds) for some initial value Py > 0.7 As Dy Py, = O for any k € K, we now

have J, (:) = PO_,1 [Di Py ()] (n.1yeicx ic- Hence, the dispersion matrix of the relative prices
is non-singular if and only if so is the dispersion matrix of the absolute prices.

With respect to the case where the securities’ dividends comprise only flows during the
time horizon, the latter equivalence means that the argument establishing Theorem 3.2 above
remains valid. For the equivalence ensures that, as far as dynamic completeness is concerned,
there is no loss of generality if we consider the (counterfactual) market in which the securities’
prices are normalized using an annuity (i.e., a security with dividend G (-) = 0and go (-) =
1) instead of the money-market account as the numeraire.®

7 The construction of the riskless-rate process derives from the Radon-Nikodym derivative of an equivalent-
to-r martingale measure (see, for instance, Chapter 6 and Appendix C in Duffie [11]). That the latter is well
defined here follows from the fact that m (T, -) satisfies assumption A1(ii).

8 Notice that, in the presence of a money-market account, the riskless-rate process and the pricing kernel are
related according to the dynamics rydt = —E; [dm;|F;] /m;. As a result, the instantaneous change in the

annuity price, P4; = E [ fT\[O Hm (s) dslf,] /my, matches exactly the instantaneous rate of return on the

money-market account.
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Corollary 3.1 Let the price process be given by (5) with T = [0, T for some T € R4 or
T = Ry and Al(ii) or A2, respectively, satisfied. Then [ Dy Poy (1)1 (n,1yexcxic has full rank
everywhere on int (T) x RX ifthe collection {mz }ne,C of the functions m}, : S,, x RK - RX
given by

* my (s, X) my (s,%)\\ "
mn((S,X),(T,y)) = <D1 <m),,D[{<m>> , nelC

satisfies strong non-singularity on [, cic Sg, ¥ RX.

Proof Take arbitrary (¢, 8) € int (7) x RX and (n, k) € K x K. By rearranging terms in the
first expression in Claim 3.1, we get that

m (1, B) D Pay (t, B) = — (mPay) (¢, B) D Inm (2, B) +/T\[o )E[kan (s, Bs) 1B = Blds
1

/ Ex [Dimn (s, Bs) —mn (s, Bs) DxInm (¢, B) |Br = Blds
T\(0,1)

=m(t, B) Ex [my, (s, B5), (&, B)) |8 = B] ds

T\(0,1)

The remainder of the argument is the same as in the latter part of the proof for Theorem 3.2.
O

Regarding the cases investigated in Theorem 3.1 and Claim 3.2 above, our analysis remains
valid when the price process { P, },¢ic derives from the risk-neutral valuation method. More
precisely, when P, (-) = 17xr, X P1, (-) + P2y, () is given by

T ~ ~
Pi, (1, B) := Ez [eXp (—/ rrdt> Gn (T, Br) 1B = ﬁ] 9
Py, (t, B) = Ex |:/ exp (—/ r,dr) gn (s, ES) ds|,§t = E] (10)
T t

with E QO xT —> RK being another K -dimensional Brownian motion on (€2, F, ), and
7 a martingale measure equivalent to 7.7 Comparing these expressions with those in (2) and
(5), it follows immediately that the dynamics with respect to the typical Brownian dimension
are given here by (3) and the first expression in Claim 3.1 for Go (T,-) = 1 = go (-) and

M(t,) = exp (— I rsds) — m (t, -). Theorem 3.1, Claim 3.2, and Corollary 3.1 can be
stated, respectively, as follows.

\(0.1)

Corollary 3.2 Let 7 = [0, T]for some T € Ry and suppose that the price process is given
by (9) with Al(i) satisfied for M (T, -) := exp (— fOT rsds). Then [ Dy Py ()] iyekcxic has

full rank almost everywhere on (0, T) x RX if [DyG, (T, ke xi is non-singular at
some Br € RX,

Corollary 3.3 Let7T = [0, T]forsomeT € R . Suppose also that the price process P, (-) =
Pin (-) + Pon (-) is given by (9—(10) with Al(i) satisfied for M (T, -) := exp (— I rsds).

9 The risk-neutral valuation method derives from strengthening the no-arbitrage condition—see, for instance,
Proposition 6.K and Section 6.L in Duffie [11] but also Theorem 5.7.1 and the subsequent discussion in
Bingham and Kiesel [6].
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Suppose also that, for each j € K, a European call maturing at T (with strike price some
X > 0) along with its equivalent put are available for trading. Then [ Dy Py ()] 1)ek <k
has full rank almost everywhere on [0, T) x RX if [DyG, (T, N, xyekcxic is non-singular
at some B € RX.

Corollary 3.4 Let the price process be given by (10) with Al(ii) and A2 satisfied form (t, ) :=
exp (— f(; rsds>, respectively, when T = [0, T] for some T € Ry and T = Ryy. Then

[Dk Pon (] iyexcxic has full rank everywhere on int (T) x RK if the collection {g, (-)},cxc
satisfies strong non-singularity on [ [, cxc Sq,-

4 Discussion and related literature

As pointed out already, the issue under investigation here has been analyzed also in Anderson
and Raimondo [2], Riedel and Herzberg [28] (see also Riedel and Herzberg [27]) as well
as Kramkov [19]. Anderson and Raimondo [2] considers the pricing process in (1) when
the time-horizon is finite and the securities’ dividends comprise both intermediate flows and
terminal lump sums. The terminal lump-sum dividends and individual lump-sum endow-
ments are taken to be continuous almost everywhere in {7’} x RX while their counterparts in
intermediate flows are assumed to be analytic on (0, T) x RX. The agents’ utilities are ana-
lytic, strictly increasing and strictly concave functions of the form u (c (¢, ;) , t, B;), which
satisfy in addition the Inada conditions uniformly. In Riedel and Herzberg [28], this setting is
extended by allowing the underlying risk process to be a time-homogenous diffusion. Atten-
tion is restricted though to the case in which the dividends and the individual endowments
are time homogenous, one of the securities is a zero-coupon bond maturing at the terminal
date, the aggregate endowment is bounded, while the agents’ utilities are state independent
and depend on time only via an “impatience” rate. In Kramkov [19], on the other hand, the
setting in Anderson and Raimondo [2] is extended to allow for general diffusions . Yet this is
done at the expense of restricting the agents’ relative risk aversion coefficients over terminal
lump sums to be bounded while their utilities over flows and their endowment flows are time
homogenous.

With respect to growth conditions, Anderson and Raimondo [2] imposes one that is
stronger than that in our Assumption Al on the dividends, the agents’ marginal utilities
and endowments (both in terms of flows and lump sums) as well as on the instantaneous dis-
persion of the dividend and endowment flows. In Riedel and Herzberg [28] these quantities
are all bounded while in Kramkov [19] the same condition as in Anderson and Raimondo [2]
applies on the agents’ utilities, marginal utilities and endowments (both in terms of flows and
lump sums) as well as on the instantaneous dispersion of the terminal lump-sum dividends.

The above features not withstanding, in all of the aforementioned studies, the sufficient
condition for the respective financial market to be dynamically complete is the same as that in
our Theorem 3.1. And despite the presence of intermediate dividend flows, the intuition for the
sufficiency of the non-degeneracy condition in question is also the same as that in our proof for
Theorem 3.1. Specifically, even though P; (-) = Py () + P»; (-), as there is no value left to a
security on the terminal date other than its lump-sum dividend, we do have lim,_. 7 P; (¢, ) =
lim; 7 Pyj (¢, ) and, thus, lim; .7 J, (Z (@, 1)) = [DiGnjo (T (@, T))],, bekxc Almost
everywhere on Q2. Moreover, since all intermediate dividend and rnarginaﬁ ﬁtility flows are
analytic on [0, T) x RX, so is the integral P; (-). As aresult, P; (-) and, thus, also |Jp (~)|
are analytic on [0, T') x RX. Clearly, the latter part of our argument in the proof for Theo-
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rem 3.1 remains valid when Pj; (-) [resp. pi; ()] is replaced by P; (-) [resp. p; (-)] under
analyticity.'”

This line of reasoning depicts also the intuition behind the non-degeneracy condition in
Hugonnier et al. [17]. Compared to the aforementioned papers, this study extends the setting
in Riedel and Herzberg [27] by allowing the underlying risk process to follow a general
diffusion and the time horizon to be infinite (albeit, in the latter case, under the restriction that
the agents’ relative risk aversion coefficients are bounded). The main analysis in Hugonnier
etal. [17] is conducted under a finite time horizon in the presence of a money-market account
and only dividend flows. The sufficient condition for the financial market to be dynamically
complete applies on the dispersion matrix of the flow-dividends: [Dxgn (-)](s 1)ex x i 15 taken
to be non-degenerate at some (¢, 8) € (0, T) x RE with ¢ being arbitrarily close to 7. The
underlying intuition emerges now in light of our expessions in Claim 3.1.

Recall in particular the first expression in Claim 3.1. Letting ¢ be arbitrarily close to T,
the dispersion of the typical security price can be approximated by the relation

m (t, Br) DiPon (1, Br) = —Pon (1, By) Dim (¢, 1) — Dy (¢, Br) (T — 1)
=—(Pu(t,B) +gn (. 1) (T — 1)) Dem (1, By) —m (1, By) Dign (1, Br)
= —m(t, B;) Dign (t, B1) (T — 1)

where the first and last equalities above follow by the fact that the time integrals vanish as we
approach the terminal date: we have (m Pa,) (t, B) = —E; [m, (¢, B:) |8 = B1(T —1t) +
o(T —t)=—myu (t,B)(T —t)+0(T —t),andthusalso P», (¢, 8) = —g, (¢, B) (T — )+
o(T —1). Clearly, if [Drgn (¢, B)](n,0)ecx k18 non-singular then so will be Jp, (¢, B) - the
remainder of the argument being the same as above but for replacing P, (-) with Py, (-).!!

It is noteworthy of course that, even though our Corollary 3.1 refers to a financial set-
ting that is consistent with that underpinning the main analysis in Hugonnier et al. [17],
the respective non-degeneracy conditions coincide only locally. To see this, observe that
[Di8&n (2, B)ln.iyekcxic is non-singular only if the matrix

[m} ((t, B, (t, B)) -+ m ((t, B), (¢, B))]

is also non-singular. Yet the latter property necessitates in turn the existence of some neigh-
bourhood V of (¢, B) in (0, T) x RX such that

[mT ((Sl’ ﬂsl) ) (Tlvﬂfl)) e m’;( ((SK, ﬁSK) ) (TK, ,Br,())]

remains non-singular for any collection {(sx. Bs,) . (k. Br,) }, o5 from V (see Claim C.1
in the “Appendix”). Hence, the requirement that [Digu (7, B)](s ke xic 1S non-singular
guarantees in fact that {mj} eic satisfies strong non-singularity on V; equivalently, that
[Dk P2 (-)](n.;yekcxxc has full rank everywhere on V' (recall our Corollary 3.1). Similarly,
even though Claim 3.2 refers to a financial setting that is consistent with those in Anderson
and Raimondo [2], Riedel and Herzberg [28] or Kramkov [19], we had to assume the avail-
ability of options in order to establish the same sufficiency result. Either of these observations
attests to the mileage one gets out of analyticity. Equally importantly perhaps, the obvious

10 For a more detailed description of the argument outlined above, see Appendices B and D in Anderson and
Raimondo [2].

' The same argument applies also in the absence of a money-market account. The second expression in Claim
3.1 leads to the approximation: m (¢, B)% Dgpy (1, B) = —m (t, B)* Drgnyo (t. B) (T — 7)%. In this case, it
suffices that [Dkg,l/o (t, ﬁ)](” ekxk is non-singular.
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reason why our argument in the proof of Theorem 3.1 cannot apply also in the settings of
Theorem 3.2 or Claim 3.2 offers an intuitive understanding of the claim that one may do
away with assuming analyticity in the space variables, yet analyticity in time remains sine
qua non.'?

Yet another insight born out of the relation our analysis bears to the aforementioned papers
is the indication that the sufficiency of the respective non-degeneracy conditions extends
beyond pure-exchange economies. In the context of general equilibrium analysis, the pricing
kernel cannot be but a weighted average of the agents’ equilibrium marginal utilities. This
notwithstanding, the asset-pricing equation in (1) allows also for non-financial wealth (and,
thus, production). In this sense, the essential premise is that the time- and state-dependency
of the primitive variables (utilities, dividends, endowments, and other non-financial wealth)
obtains as a function of (¢, 8;). As an approach towards equilibrium asset-pricing theory this
has been the building block for much of the seminal literature.

The starting point was to assume that the agents have identical preferences. This has
been the launching pad of two related strands of the literature. The first restricts attention to
what is essentially the continuous-time analogue of the static (one-period) model: the time
horizon is finite and securities pay only lump-sum dividends on the terminal date.'? The
second approach has been to allow for securities that pay also dividend flows during the time
interval while the time horizon may be infinite.'* The next step in the literature was to study
agents with heterogenous preferences. Even in this case, however, the pricing kernel remains
a linear function of the equilibrium marginal utilities (the Negishi weights are constant) if the
equilibrium allocation is Pareto-optimal.'> As a result, even in this case the pricing formula
retains the same basic form as that under the present investigation.'®

Clearly, in the context of general equilibrium, as long as we maintain Pareto optimality
as a desideratum, the scope of our analysis is large. By considering general formulations
for the pricing kernel and the securities’ dividends, our analysis applies irrespectively of
preferences, endowments, and other structural elements (such as whether the agents’ budget
constraints include only pure exchange). And this is important in its own right; it has become
by now clear in the literature that the choice of pricing kernel can play a crucial role for the
model’s results.!”

Equally importantly, our analysis remains valid even in the presence of multiple underlying
consumption commodities. With more than one consumption commodities, the dividend
specifications in (1) would be given as éj ) = (QjGj) (Dand g; () = (qjgj) (-) with

12 For enlightening discussions on this point, see Section A in the Supplementary Appendix to Hugonnier
et al. [17] or Remark 3.4 in Kramkov [19].

13 Our pricing Eq. (2) can be found, for instance, in Bick [4,5], He and Leland [16], Raimondo [25] or
Anderson and Raimondo [1].

14 Perhaps the most well-known paper in this strand is Cox et al. [8], the continuous-time analogue of the
famous model in Lucas [21] enhanced to include production. Our pricing Eq. (5) is consistent with the analysis
in Cox et al. [8]; it can be found also in Cochrane et al. [7], Martin [22], Farhi and Panageas [15], Merton [23]
(see Chapters 4-5) or Wang [30].

15 When the equilibrium allocation is not Pareto-optimal, the representative agent’s utility function will be
state-dependent even if all individuals have state-independent preferences and homogenous beliefs (see, for
example, Cuoco and He [9]). In fact, the Negishi weights in the construction of the representative agent may
even play the role of endogenous state variables which cannot be recovered as functions of the exogenous
ones.

16 Our pricing formula (1) can be found in Basak and Cuoco [3], Duffie and Zaime [12] (see Theorem 1 and
the subsequent discussion in Sect. 5), Dumas [13], Karatzas et al. [18] (see Corollary 10.4) or Riedel [26]
(Theorem 2.1).

17 See footnote 2 in Riedel and Herzberg [28] for relevant references.
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Q; (1) and ¢g; () being, respectively, the terminal and intermediate values for the relative
price (with respect to that of the numeraire commodity) of the commodity in whose units
the dividend of the jth security is paid.!® Obviously, our results remain valid under these
dividend specifications. Yet the latter entail also endogenously determined quantities; the
commodity prices Q; (-) and g; (-) are determined endogenously by the equilibrium itself.
As a result, apart from very special cases, the specifications of the securities’ dividends
become conditional on the choice of numeraire. Needless to say, the latter qualification
applies also for the sufficiency of our non-degeneracy conditions; they guarantee that the
financial market will be dynamically complete as long as the normalization remains with
respect to the given numeraire.

5 Concluding remarks

In an Arrow—Debreu economy, the agents may shift consumption or income across states
and time by trading a complete set of contingent claims, once and for all at the beginning of
time. When they are instead constrained to trade a given set of securities, the market is said to
be dynamically complete if repeated trading of the securities can still deliver any allocation
that would be feasible under a complete set of contingent claims. Under continuous-time
trading, this may be possible by trading a finite set of securities rapidly enough, even though
the information about the state of the world is revealed through a stochastic process. In
particular, when the underlying uncertainty is driven by Brownian motions, this can happen
if the securities’ market is potentially dynamically complete (i.e., the number of securities
exceeds that of independent Brownian motions by at least one).'?

However, potential dynamic completeness does not suffice by itself: some form of indepen-
dence amongst the securities’ payoffs must obtain in addition. In general, once the securities’
prices are appropriately deflated, this refers to the non-degeneracy of their instantaneous
dispersion with respect to the underlying stochastic process. The present paper establishes
sufficient conditions for such non-degeneracy when the pricing process is given by (1)—as
long as some standard in the literature growth conditions obtain.2"

Of course, our attention was restricted to the exogenous risk process being a Brownian
motion while the time- and state-dependency of the primitive variables obtain as functions of
(t, Br). And even though this combination has been used extensively in the literature, it does
mean that our results do not extend to a larger class of stochastic models (such as Ornstein-
Uhlenbeck or more generally affine processes) that is becoming increasingly the forefront of
the research in financial economics. Nevertheless, the setting of the present study has always
been an important theoretical benchmark in the quest for fundamental equilibrium insight.
The significance of being able to determine explicitly if and when dynamic completeness
obtains in this setting is obvious.

Open Access This article is licensed under a Creative Commons Attribution 4.0 International License, which
permits use, sharing, adaptation, distribution and reproduction in any medium or format, as long as you give
appropriate credit to the original author(s) and the source, provide a link to the Creative Commons licence,
and indicate if changes were made. The images or other third party material in this article are included in the

18 See, for instance, the formulations in Ehling and Heyerdahl-Larsen [14].
19 When the underlying stochastic process is not Brownian, the required number of securities may be larger.

20 The growth condition in Assumptions A1-A2 is used for the study of the heat equation—see, for example,
Appendix C in Nielsen [24].
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Appendices
A Supporting results

Taking (8, x) € Ry, x RX, By (8) denotes in what follows the open ball in RX of radius &
that is centered at x.

LemmaA.1 Let the functions & : RK — (0, 1] and f : RK — R be continuous. Suppose
also that
380,70 € Ryt 2 [f 0 <ro+€M  vx e RF\By (89)

Then s
VreR4,ACER 4 |[f(AX)X)| < C¥ vx e RK

Proof Take an arbitrary r € R . By hypothesis, there exist r¢, 8o > 0 such that
If ) ) | < rg + PO < gy 4 ool
for any x € RK: |x| > 8p. Forall x RK: |x| > ro/r, however, we have in addition that
ro+ ¢ < ro+ e < (14 rg)
Letting, therefore, § = max {5¢, ro/r} we have that
If e @n] < 1 +r) ™ vx e RK\By ()

Yet, A (-) and f (-) being both continuous, there exists Co > 0 such that | f (A (X) x)| < Cp <
Coe""|2 for any x € By (). The claim follows by setting C = max {Co, 1 + ro}. ]

LemmaA.2 Let (1, 8) € Ry x RX be a parameter vector. Suppose also that f : RK — R
satisfies
If ®)] < Coe™M vx e R

Sfor some constants (ro, Co) € (0, t/2) x Ry. Then there exist constants r,§ € Ry such
that

[/ )¢ (VT x=B)| = Cop (V2rx)  ¥x e RE\By (5)
Proof Observe first that, given any o > 0, we have
XTB| < x| x Bl <«lxl>  VxeR":|x| > |Bl/«
This implies in turn that
Z) X = 2 1B+ X7
(ro—3) Ix? +x78

<r0 +7 (a - %)) Ix|>  vxeRK:|x|>|B|/a

2_ T 2
rolx? = 1x— I = (ro -

IA

IA
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Choosing, therefore, o € (O, TE?U) establishes that

1 T C
|F 0 (VT x=B))| = ——— If )] e IFAP < =0 o7 vy e RK\By (18]/a)

Vemnk ek
1

where r := (3 — &) T — ro > 0. To complete the argument let § := |B]|/a. o

Lemma A.3 Given a measure space (X, A, i) and a non-empty, non-degenerate open inter-
val (a,b) C R, let f : (a,b) x X — R be a function satisﬁvingzl

(i) x = f(t,x) is u-integrable on X for every fixed t € (a, b),

(ii) t — f (t, x) is continuous for every fixed x € X, and

(iii) there exists a function h : X — R such that fx h(x)du(x) < +ooand |f (t,x)| <
h (x) forall (t,x) € (a,b) x X.

Then the function v : (a, b) — R given by

t— v(t) ::/ f (@, x)du (x)
X

Is continuous.

LemmaA.4 Let (1, B) € Ry, x RX be a parameter vector. Suppose also that the continuous
function f : RK — R satisfies

If ®)] < Ce™? vx e RE

for some constants (r, C) € (0,7/2) x Ry,. Letting then m = (my,...,mg) € NX | the
RX — R function

92 kek Mk —
F™ (8) = / f® ¢ (ﬁn(f £) dx
RXK [Tkex 98¢
is well defined and C", with its partial derivatives given by
9 Fm 91+ Lkerc M -
7(/3):/ Fo0— ¢ (VT m'B))dx kek
0P R¥ BT Tliercvw 98"

Proof Fix an arbitrary 8 € RX and an arbitrary dimension k € K. Our argument—which
will focus upon the interval (B; — €k, Bi + €x) for some €, € (0, 1)—will be presented in
steps.

Step 1(3i). If m = 0X, that F™ (.) is well defined follows immediately from Lemma A.2
above.?? For the case m # 0K, notice first that a well-known property of the pdf of a scalar
standard normal variable is that its nth derivative is given by

d"¢ (xp) /dxi = Hy (xi) ¢ (), xx €R,neN

21 This result is well-known in the literature as the continuity lemma for parameter-dependent integrals. The
present statement appears, for instance, as Theorem 11.4 in Schilling [29].

22 Recall that the zeroth derivative of a function denotes the function itself.
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with H, (-) being the Hermite polynomial of order n. It follows therefore that, writing
H, (xx) = Z?:O c;x; for some constants co, ..., c, € R, we have

|d"¢ (i) /dxit| = | Hy ()] ¢ (i) < (o) Y eIl
i=0

< Culxl" ¢ (x)

< Cup () " < Cap (x) €572 = Cop (1 — ) 1)
foranya > 0,allx; € R\ (=1, 1) : |x¢| > 2n/a and where C,, = max {|¢;| : i € {0, ..., n}}.
It is trivial to check moreover that, letting g, (v/7xx) = v/7" (Hy¢) (v/Txx) for (n, xi) €
N x R, we have

A" (VT (o — BR)) /dx] = VT Hy (VT (k= B)) & (VT (o — )
= &n (ﬁ(xk—ﬂk)), (n, xx) e Nx R

And regarding the domain-restrictions above, we have that

VT Ixe = B = 2kl = VT (il = 1Bl = 1Zk) > /T (x| — 1Bel — €x)
> VT (x| = 1Bl = 1) = 2n/a  (11)

for any 2y € (—ex, ;) and any x; € R |xi| > 1+ 2= + | Bl

NG
Step 1(ii). It follows from the preceding step that
X (VT (x—B) _ -
K( o )zl'[gmk (VT Gk — Bo)) (12)
[Te=1 9B k=1

for all x € RX and all m € NX, while

Jme (V7 @i = Be = F0)| < Coed (VT =0 (e — B —%0)  (13)

for any @ > 0, any 7y € (—¢g, €), and any x; € R\ (=&, 8¢) where §; = 1 + 2’:}"? + | Bkl.

Setnow 7 = Oforall k € K, and let mg = max {my, : k € K} and By = max {|B«| : k € K}.
Then

9Xim1 Mk (/T (x = B)
[Tz 98

K
= [TV Cme (Vo= (- o)
k=1

=Coo (ViU - x—p) YxeRK\By(Go) (14)

where 8 = 1 + 5’”7% + Bo and C) = ]_[f:1 NTC
Step 1(iii). We are now in position to show that F™ (.) is well defined. Taking « € (0, 1),
(14) above implies that

9Xim1 Mk (/7 (x = B)
[Tz 98"

(f(x) =G @Ie (VT —a)x=p)) vxeRF\By (o)

By hypothesis, moreover, there are r € (0, 7/2) and C > 0 such that | f (x)] < C X on
RK. Choosing, therefore, o € (O, %2’) so that r < @, Lemma A.2 above ensures the
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existence of 7/, 5, > 0 such that

9Tim1 Mk (T (x = B)
[T 08"

‘f x)

= CChp (Vrx)  ¥x e RK\By (max {30, 8)))

And as the functions f, ¢, and H,,, are all continuous with respect to X, the claim follows.
Step 2(i). We will show next that the partial derivatives exist and are given by the expression
in the statement. Observe that, by (12) above, we have

F™ (B + 24, Bx) — F™ (B) _/ F® 8mk+1+zlelc\‘k) i g ([ (x - /3))
RK

<k mk“ [liercvwy
l_[leIC\ gm (VT (51— BD)
/ fx) gmk(f Ok —Be—2)) —8my, (VTOk—Br)) agmk(ﬁ(xk—ﬁw)) dx
Zk 0Bk

f(x) nzen\{k} gmy (VT (61— B)
% (gmk (VT —Be—20)) —gm (VT —BY)  9gm; (ﬁ(Xk—ﬂk))) dx
2k 3Pk

<

< [R )

By the mean value theorem, however, there exist y, p € (0, 1) such that

L.

_ fR )
= |yz«l /

< lzkl /
= J2] /

Taking thus z; € (—¢, k) \ {0}, we have

T Thexevpy i (VT 1 = BD)
, (gmk (VTOx—Bi=2)) —8m (VT =BY)  Dgm, (ﬁ(xk—ﬂw)) dx
2k 9B

gm, (VT Ok = B = vz))  dgm (VT (k= Bo) d

F& I em (Vrea—8) 9, 7,

leIC\{k}

32 gm B — oz
£ TT s (V7 - i) o VTP vow)
1eK\ K} B2

a m - —_
70 TT om (V7 G — i) LB O St row)| |
lelC\{k} 'Bk

dx

F T em (VT 1= BD) gmer2 (VT Gk = B — vpzn)) | dx

leC\{k}

F™ (B + 2. fo) = F™ () / o mk+‘+zf€'<\<“’”’¢(f (X—ﬂ)) ’
R

< mk+1 [Tierc\ky

< € /]RK f (x) Emi+2 (ﬁ(xk - ﬂk - )/,OZk)) H gmy (ﬁ(x] — ,31)) dx (15)

lelC\{k}

Step 2(ii). Recall now (13) above. For any x; € R\ (—6k, §x) we have
lxk — B — vozil = 1xk — Bkl —yolzil > lxxk — Bkl — 1 = |xi| — Bkl — 1 =0
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so that

o (Ve —a) = i — vou))

A

o (Ve —a) (u— il - D)
_ er(l—a)(\xk—ﬁk\—%)d)( /z (1 —a) Oy — ,Bk))

1+87

(- >( Hag— \——)
e‘r a) | xx Bk +1xk—Br 5 ¢(mx]<>
< ef(lfa)(xkﬂkﬂxk*ﬂk\)(p ( /t(1— a)xk)
T (I=e (Bl +oxe -+ 1D g ( ) (x)xk)
T U=l 218D g (mxk)

Clearly, the first two terms of the integrand in (15) give
| f ) gmp+2 (VT Gk — B — vpzo))|
< IS (0l (VT =a)x) Y € R\Bo (50)
where C; = «/ 7/++2 Ciy+2€*71~®1Bl By hypothesis, however, there existr € (0, 7/2) and
C > O such that | f (x)] < Cce'™ on R, Moreover, by Lemma A.1 above, for any ry > 0,
we can find C;’ > 0 such that et C,/{/e’”kz'. Choosing, thus, r; € (0, 7/2 —r) and

ae (0, %) Lemma A.2 ensures the existence of r”, §; > 0 such that

IA

IA

£ ) gmer2 (VT G = B — ypz)| < CCLCLe ™ (Virm) Vi € R\By (max {3, 8 )

We have just established that, viewed as a function of zi, the integrand in (15) is bounded
above on R¥\By (max {8, 87}) by a function that is independent of z;x and integrable on
RX\By (max {8, 5;}).

Regarding the interior of the left-out neighbourhood, observe that

lxx — Bk — vpzil < |xx — Bl + lypzkl < |xx — Bl + 1

and, thus,

|gm+2 (VT Ok = B — vpzi))| = ¢ (VT (i — Bk — vp21)) | Hmg+2 (VT ik — B — vpz))|

< [Hugs2 (VT (i = B — vp21))
mi+2

< Z lei 1T/ [xk — B — voz!'
i=0
mi+2

< > el (e = Bl + 1)
i=0
mi+2

< Z |Ci|ri/26i(\xk\+|ﬂk|+1) — C(’)’e(”'lk+2)|xk| (16)
i=0

where || = e+ DUBI+D Z;":"arz |cj|t//2. Clearly, also on By (max {3, 6 }), as a function
of zx, the integrand in (15) is bounded above by an integrable function that is independent of
Zk-
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Given these obsevations, and as gm,+2 (+/T (xx — Bx — ypzx)) is continuous in z; for any
xr € R, Lemma A.3 above ensures that the continuity in z; on (—¢, €) is preserved under
the integral sign in (15). That is,

lim f ) gmv2 (VT k= Br — vpz1)) 1_[ gmy (VT (1 — B)) | dx

. 0 K
l2[=0 JR 1ek\ (k)

= /R N @ gmer (VT = B0) [T gm (V71— )| dx (17)

leK\{k}

Step 2(iii). To establish now the required differentiability, it suffices to show that the integral
on the right-hand side of (17) above is well defined. To this end, recall once more (13). Letting
Zr = 0, we have

[T sm (V7 6= B0) gmes (V7 i = B0)| = Cio (Ve =) (x = )
e\ (k)

for any x € RX\By (89) and where C)' = Cup42 ]_[le,c\{k} Cy;- Choosing though « as in
Step 1(iii) we have that

Foe(Via—ox-p)|=co(Vrx)  vxeRK\B (5)

Clearly, the integrand on the right-hand side of (17) is bounded above on R¥ \ By (max {80, 6{})
by the function CCy'¢ («/7/ x) ; hence, its integral is well defined. To complete the argument,

let ¢, — 0O in (15).

Step 3. To establish finally continuous differentiability, it suffices to show that the partial

derivatives are continuous. And as m above was taken arbitrarily, it suffices in turn to show

that F™ (-) itself is continuous. Taking € € (0, 1), consider then the neighborouhood Bg (¢).

For any z € Bg (¢), using again (13) above and the mean-value theorem, we have

[F™ 6+ 1) — F™ (p)

K
< /R 17 GO T T gme (V7 Gk — B — 1) = gme (V7 Gk — B)) | dx
k=1

K K
= (1"[ |hk|)/ 1f G [8mr (VT Gk = B = micha)) | dx
k=1 RK k=1

K
< [ 17 @I leme (VF (= B = i) d
k=1

where y € (0, 1) for k € K. The remainder of the argument is trivially similar to that in
steps 2(ii)—(iii) above. ]

LemmaA.5 Let (t,8) € R, x RX be a parameter vector. Suppose also that the
continuously-differentiable function f : RK — R satisfies

If )] < ™ vx e RK
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for some constants (r, C) € (0, 7/2) x Ry 1. The RK — R function
Fy= [ F B3/ 6 0x
is well defined and C', with its partial derivatives given by

DF )= [ Dif (B+x/VD) o ik keK

Proof By changing the variables of integration, we have

F(ﬁ)=ﬁ/};Kf(Z)¢(ﬁ(l—ﬂ))dl

That F (-) is well defined and C' follows from Lemma A.4. Moreover, its partial derivatives
are given by

el
DyF (B) = f/ f(Z)*(ﬁ(ﬁ(Z-ﬁ))dz:—«/?/RKf(Z)@tP(ﬁ(Z—ﬂ))dl, kel

To establish the expession in the claim, fix first an arbitrary z_; € R¥~!. By Lemma A.2
above, we can find ro, §o > O such that
Fx) ¢ (ﬁ (z— ﬁ)) < Ce,mZ,%‘z,mz — Ceflsz\Z*T\Lk*ﬁfk\zerzf*%(Zk*ﬁk)z

< Cerlrl =5 bal g (Voo ) Ve € R\By (30)

This implies that

lim [f@¢(V7@-p) = lim cet k'Q—*‘H—ﬁfH%( 2r0z> =0

xk%i

and, thus, integration by parts establishes that

] a
—/Rf(l)aqb(ﬁ(z—ﬂ))dm{=/Rd>(x/?(z—ﬁ))@f(2)d1k

Integrating now over the remaining K — 1 dimensions, we get that
d
DF B =7 [ f@ e (Ta-p) =7 [ 6(Fa-p) st
RK aZk
=7 [ 605 f (B /)
= [ #05f (B3 ox

with the third equality above due changing once again the variables of integration. O

LemmaA.6 Given (T, B) € Ry xRX letthe function f : [0, TIxRX — R be continuous.
Suppose also that the latter satisfies

If (5,01 < Coe™ Y (s,%) € (0, T] x R¥

for some constants (Co, ro) € R4 X (0, 2T) There exist then constants C,r € R, such
that

|f (5. B+ s —1x)| ¢ (x) < Co (Vrx) V(t,5,%) €[0,T)x (t, T] x R¥
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Proof Under the given growth condition, for any (¢, s,x) € [0, T) x (¢, T] x RX we have

’f (s.B+ «/ﬁxﬂ ¢ (x) < Coop (x) o0l B+5=1xI?
= Cog (x) 0B HE—DIX+2y5=7BTx)
< Co (x) e (BPHT=DXP+2JT=1lBlIx])
< Co¢ (x) ero(lﬂ‘2+T|X|2+2ﬁ\ﬂl\X‘)
_Co_ ro(16P+2T161x1) - (4=roT) P
NGz

Recall now Lemma A.1 above. We can find constants C1 € Ry andr; € (0, % — roT) such

that )
S2roVTIBIIXI _ Cie¥ vy e RE

The claim follows by setting r =1 —2 (roT —r1) and C = Cocle""ﬂ‘z/«/Zn. ]

Proposition A.1 Let T = [0, T] for some T € R,y and suppose that the price process
is given by (2) in the main text with condition A.1(i) satisfied. Then, for any (j,n,k) €
K U{0} x K x K, the following hold

(i) lim;_ 7 (ij) (Z (w,1)) = M; (Z (w, T)) almost everywhere (a.e.) on .
(ii) lim,—1 Dy (ij) (Z(w,1)) =DiM; (I (w,T))a.e. on Q.
(iii) lim;—7 Dy pn (Z (@, 1)) = DrGujo (Z (@, T)) a.e.on {w € Q: B(w,T) € Sg,}.

Proof (i). By Lemma A4, (mPy;) (t, ) = [gx M; (T, B+ /T —1x) ¢ (x)dx is well
defined at any (z, 8) € [0, T) x RX. Moreover, M; (T, -) being continuous so is the func-
tiont — M; (T, B+ +/T — 1x) everywhere on (0, T) for any given (8,x) € RX x RK,
Furthermore, by Lemma A.6, there exist constants , C > 0 such that

.M.,- (T, B+ T = tx)‘qb (X) < Co (Vrx) V(. x)e0T)xRE  (18)

By Lemma A.3 then the preceding observations mean that, for any given 8 e RX,
(mPy;) (¢, B) is continuous in ¢ everywhere on (0, 7).

Taking now any € € (O, 217 — T), the argument above remains valid if T is replaced by 7 +e.
That is, the function t — (m Py j) (t, B) is continuous also on (0, T + €). It is therefore left-

continuous at 7" in the original problem and thus

lim (mPy;) (t, B) = lim | M, (T,ﬂ—}—\/T—tx)qS(x)dx
t—T RK

t—T

/]RKM,‘ (T.B)p (x)dx = M; (T, B)

(ii) Replacing the function M (T', -) with Dy M (T, -) in the preceding argument, we obtain
also that lim, .7 Dy (mP;) (t, B) = DiM; (T, ).
(iii) Since p, () = (mPy) (-) / (m Pp) (-), by (i)—(ii) above we get that

Mo (T, B)* Tim Depy (1, B) = lim (mPo) (t, B)* Dipn (1, B)
lim (nPo) (t, B) D (mPy) (1, p) = lim (mPy) (¢, B) Dic (mPy) (1. B)

= Mo (T, B) DM, (T, B) — M, (T, B) DMy (T, B)
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As long as B € Sg,, therefore, we have
th—?} Dy py (¢, B) = D (M, /Mo) (T, B) = DGy 0 (T, B)

To complete the argument, recall that the Brownian paths {8 (v, s) : s € (0, T)} are contin-
uous almost surely (with respect to ) on 2. For almost all ® € 2 thatis 8 (w, t) approaches
B(w,T)yast — T. O

LemmaA.7 Suppose f : RK — R is measurable on RX and satisfies®®
1
AC>0,r e <0 2T> Ifx) | <Ce™  wx e RE

Let also B be a standard K-dimensional Brownian motion and

F@ B)=ELf (Br)|B = Bl
Then F (-) is an analytic function of (¢, B) on (0, T) x RX,
Proof The proof proceeds in exactly the same way as in that of Theorem B.4 in Anderson and

Raimondo [2], but for a trivial adaptation of the argument that supports equations (23)—(27)
in that paper. Specifically, fixing ¢ < T, Eq. (21) in Anderson and Raimondo [2] gives

x|2
F@.p=en <T—r>)"</2f FB+xe T
g2
e 2T-0

_
(27‘[ (T — t))K/Z /]RK Z (T _ l)k f(y)e X=ndy

3 Biy)k - (Bryr) &

- k!
et kg =k : K

Under the present growth condition, however, Egs. (22)—(27) in Anderson and Raimondo [2]
can be replaced now by the following steps

ki

(2 (Tl—t))K/2 /RK 2 et Ll We =i - dy
LS kg 2

= n (Tl—t))K/Z /RK |y11|<1z...|ky§!l |7 ) fe =m0 dy
< ¢ / yi ¥ lyg 1% -t
T QT —0)k2 Jrx kil -kg!
T
kT kg \1=2r (T — 1) = . K

7= 2"

where the second inequality above follows from the growth condition itself and the third
from the formula for the k;th moment of the absolute value of a normal random variable.
Clearly, the last inequality above provides an upper bound for the absolute value of the
coefficient of ﬂlf' e ﬁlf(’( in the power series of equation (27) in Anderson and Raimondo
[2]. Hence, the power series in question converges also here absolutely within a positive
radius of convergence (see Proposition 2.2.10 in Krantz and Parks [20]). The remainder of
the proof is identical to that in Anderson and Raimondo [2]. ]

23 This result is an adaptation of Theorem B.4 in Anderson and Raimondo [2]. The latter assumes the growth
condition in Lemma A.1 above, which is stronger than the one in the present statement.
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B Price dynamics for dividend flows

Restricting first attention to the time-horizon being finite (7 = [0, T'] for some 7 € R} ),
recall that the Brownian paths {8 (w, s) : s € (0, T)} are continuous almost surely with
respect to 7. Hence, for any function f : [0, T]x RX — R that is continuous on (0, T) x RX
the paths {f (Z (@, $))}s¢(0,7) Will be continuous almost everywhere on 2. For almost all
such paths and for any ¢t € [0, T), therefore, the time-integral can be approximated as a
Riemann-Stieltjes sum:

T T
[ f (@, 5)ds leirgol;f (T (@, 5i-1) A

T
1'11,1130 Z] f iz, Bw,si—1) A;
i=

i—1

limOZf sict B@.)+ Y B(w.sjt1) — B (w.5;) | A
R

j=0

where I1; = max;—1,_:{A; =s; —s;—1} denotes the mesh of the typical partition t =
so <81 < -+ < s;—1 = T for some t € N\ {0} in the approximating sequence. For any
5j,8j4+1 € [t, T] though the increments B (w, sj+1) — B (. 5;) are independent of F; and
iid NV (05, (sj41 — 5;) Ig). Letting therefore x; ~ A (0%, A1k ) and thus le_:lo Xj ~
N(OK, (si—1 —1) IK),itfollows that f (Si—ls ﬂSi—l) ~ip=p [ (51;1, B+ /si-1 — tx);that

is,

Ex[f @ (@, )| F1=Ex[f (s, 8) 1B =BI=Ex[f (5.8 +~s—1x)]  (s,p) € ¢, T)xR¥

where ~|g,—p denotes distribution conditional on g, = B € RX while x ~ N (0¥, Ix).
By Fubini’s theorem then (see, for instance, Corollary 13.9 in Schilling [29]), as long as the
quantity ftT E; [f (Z (w, s)) |F:]ds is well defined, it cannot but be

T T
E, [/ f(I(w,S))dSIE]=/ Ey [f (T (@, )) | Fi]ds
t t
T
_ / Ey [ (5. B5) 1B = B1ds (19)
t

T
=f Ex[f (s. B+ +s—1x)]ds (t,8) €[0,T) x RF

(20)

Recall now Assumption Al(i). As r < 57 < 57— < 355 ¥5 € (¢, T), it follows

by Lemma A.4 above that the quantity Ex [m; (s, B + +/s — 1X)] is well defined at any
(s,B)e[t, T] x RK. By the following result, moreover, it is also integrable on (¢, T').

LemmaB.1 GivenT € Ry, and(t, B) € [0, T)xRX, let the function f : (0, T)xRK — R
be continuous and satisfy

If (5. %] < Coe™ ™ ¥(s,x) € 0. T) x RK
for some constants (Cy, ro) € R++x(0, %)Ifx ~ N(OK, IK) then Ex [f (s, B+ s — tx)]

is integrable on (t, T).
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Proof Since ro < % < ﬁ < 2(s 5 Vs € (t,T), it follows from Lemma A.4 (for

m = 0X) that

E[f (5. 8+ V5 —1x)] = Ff f(S,X)qb(%)dx

is well defined on (¢, T). By Lemma A.6, moreover, there exist a constant r > 0 and a
continuous function C : RK — R, such that

T T 2
/ Ex [|f (s, B+ +/s —1x)|]ds <C(ﬂ)/ / e_%dxds:(T—t)C(,B)\/Zn/r
t t RK

The claim follows. O

The preceding discussion establishes that the expressions in (5)—(6) in the main text follow
from (19)—(20), and are indeed well defined.
With respect now to (7) in the main text, by Lemma A.5, at any s € (¢,7T] the
integrand in (6) has a well-defined partial derivative: DiEx [m; (s, B+ /s — 1X)] =
Ex [Dxmj (s, B + /s — 1x)]. Given then Assumption Al(ii), Lemma A.4 ensures that the
partial derivative is continuous in g for any given (¢, s) € (0.T) x (¢.T). Moreover, we can
apply again here the argument in the proof of Proposition A.1(i) to establish that, for any given
(t, B) € [0.T) x RX  the partial derivative is also continuous in s everywhere on (¢, 7). And
as these observations about continuity apply also for the quantity Ex [m i(s.B+A/s— tx)]
itself, that the dispersion operator Dy commutes under the time-integral in (6) follows by
Leibniz’s rule.

C Strong non-singularity

Recall the definition of strong non-singularity in the main text.

Claim C.1 Let { fi }xexc be a collection of continuous functions fi : R 2 S — RX (S open).
For any x° € S the following are equivalent.

(i) The matrix [f1 (XO) - fx (XO)] is non-singular.
(ii) There exists ¢ > 0 such that { fi},cxc satisfies strong non-singularity on B (e)fo

Proof We only need to show of course that (ii) implies (i). For any matrix A := [a,] (k)X xK
and vector v := (v1, ..., vg)T, denote the maximal absolute value of their respective ele-
ments by max (A) := max, ek xx |ank| and max (v) := maxyex |vk|. For any n € K then

we have
Z Apk Vk
kel

leT Av| = < Y lankvi| < K max (A) max (v) Q21

kekC

where e, denotes the K —dimensional column vector with one as its nth entry and zeroes
everywhere else.

Suppose now that [fl (XO) - fx (xo)] isnon-singular. Set§p = 1/ max ([fl (XO) - fx (XO)]_I)
and take g9 > O such that | f; (x) — fi (XO) | < 80/K forall x € By (¢9) C S. By the pre-
ceding observation, for any x' € Byo (g9), the matrix

[A G &) o fie ()] = [A ) - S ()] + (4 () = /i () ef
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is such that

e [ ) - e 6] (7 () = 7 ()] <1

That [ f1 (x') f2(x%) -+ fk (x°)] is non-singular at any x' € By (g) follows from the
matrix determinant lemma.>*

Take now €1 € (0, g9) and let cl (on (81)) be the closure of Byo (¢1). By the continuity of
the matrix inverse, the quantity

—1
51 = max max ( x) s xY )
R [Ai (x7) - fix (x7)]
is well defined. Let now &3 > 0 be such that |f; (x) — f> (XO) | < 1/(K$y) for all x €
By (g2) C S. By the previous argument, the matrix [ f1 (x') f2 (x*) f3 (x°) -+ fx (x°)]
is non-singular at any (x', x?) € B,o (min {&}, &2}). Successive iterations of this argument

establish the existence of e3,...,6x € Ry so that the matrix [ fi (x!)--- fx (xX)] is
non-singular for any (Xl, R XK) € Byo (min {eq, ..., sK})K. The claim follows by letting
g :=min{e, ..., ek} O
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