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1) Why the contingent commodity equilibrium is a benchmark in economies with
time and uncertainty?

Because the contingent commodity equilibrium allocations are Pareto optimal,
which is a minimal efficiency requirement. Thus, they constitutes a reference
point to be reach with other financial market organisations.

2) Are the allocation of an Arrow financial equilibrium Pareto optimal?
Yes because the equilibrium allocation of an Arrow equilibrium are the same
as the one of a contingent commodity equilibrium.

3) In a two-period financial economy, how do we build the full payoff matrix
W (p, q) from the payoff matrix V(p)?

The full payoff matrix W (p,q) has an additional first row than the payoff
matrix V(p), which is the opposite of the transpose of the asset price .

4) In a two-period financial economy, with the payoff matrix V(p) and an arbi-
trage free asset price ¢, what is the pricing by arbitrage?

The pricing by arbitrage of a payoff vector € RP! which is in the range of the
matrix V' (p) provides the only price g, of r such that if we add r as a new asset
in the financial structure, then the new asset price with ¢ for the existing assets
completed by ¢, for the additional asset is still arbitrage free. If A is a present
value vector for the price ¢, that is, if ¢ = V(p)'\ with \ € R]_Dﬁﬁr, then ¢, = A -r.

5) Let a complete financial structure represented by the payoff matrix V' (p) with
J assets. Give a simple payoff matrix V such that the two financial structures
are equivalent.

It suffices to take the identity matrix of dimension the number of states of
nature at the second period for V since it is the payoff matrix of a complete set
of Arrow securities, which is a complete financial structure, thus, equivalent to
the financial structure associated to V (p).
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Exercise 1 We consider a two-period model with the uncertainty represented by
the graph D. Dy = {&,&, ..., &} is the set of states of nature at date 1. The
financial structure is composed of J nominal assets with the payoff matriz denoted
V. q is an arbitrage free asset price for this financial structure.

We now consider that an additional state denoted £ is revealed so the new
set of states of nature at date 1 is DY = {&,&, ..., &, €T} and the payoff of the
existing assets in this node are denoted v;({*) for j =1,...,J. The new payoff
matrix is denoted V.

1) Show that if q is still an arbitrage free price for the new payoff matriz V',
then the last row of V¥, (v;(§7))/_, is a linear combination of the k first rows.

Since q is an arbitrage free asset price for this financial structure, there exists
A€ R?Lr such that ¢ = VX, If q is still an arbitrage free price for the new payoff
matriz VT, there exists j € RI_DEJFU{&*} such that g = (V). So,

q= Z/\@V&] ZM@V@ + e, Ve,

So, Ve, = t Z?Zl()\gj — pe;) Ve, is a linear combination of the k first rows of V.

2) Show that if the last row of V', (v;(€%))7_, is a linear combination of the k
first rows, then q is an arbitrage free price for the new payoff matriz V.

Let us assume that Ve, = 2521 ve,Ve,. Again, as q is an arbitrage free asset

price for this financial structure, there exists \ € Rgi such that g = V. Then,
foralla >0, ¢ =V'A\+aVg, —aVg,, which means that

k k k
q9= Z)‘Ejvﬁj +aVe, —a (Z V&jvéj) = Z(Afj — avg)Ve; + alg,

j=1 j=1 j=1

Since Ne; > 0 for all j, for a > 0 small enough, \e; — ave, > 0 for all j. Hence
q 1s a positive linear combination of the rows of the matriz V', so, from the
characterisation of arbitrage free asset price in the course, q is an arbitrage free
price for the payoff matriz V.

3) Show that if V has no redundant asset, then q is an arbitrage free price for
the new payoff matriz V™ whatever are the payoffs v;(§7) for j=1,...,J.

If V has no redundant asset, the matriz V is one-to-one, so V! is onto, which
means that the rows of V is a spanning family of R’. Hence, all payoffs Ve+ in
R is a linear combination of the rows of V. From the previous question, this
implies that q is an arbitrage free price for the new payoff matrix V™ whatever
are the payoffs at the new state of nature &, .

4) We consider the case where k =2, J =2,V = (1 ;), vi(ET) =1, v(§h) =

—1.
a) Show that g = (1,2) is an arbitrage free asset price for V;



From the characterization of arbitrage free asset price, ¢ = (1,2) is an arbitrage

free asset price for 'V since
1/2
_ t
v (13)

b) Show that q is not an arbitrage free asset price for V=

)

From the two first question of the exercise, q is not an arbitrage free asset price

for V't since Ver = (_11) is not a linear combination of Ve, and Ve, which are

both equal to (;)

c¢) Find an arbitrage portfolio for ¢ and V™.

-1 -2 —Z1 — 222
i 1 2 Z1 21 + 22’2
= >
We are looking for (21, z3) such that 1 9 (22) ot 25 > 04
1 —1 21 — 29
with at least one strict inequality. So, zy = —229 and —3z9 > 0. For example, it

suffices to take z;y = 2 and zo = —1.

d) Draw on a picture in R? the set of arbitrage free asset prices for V7.






