~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make Your PUbllCCltlonS VZSlble. h for Economics ' '

Zhao, Feng; Gao, Jianwei; Gu, Yundong

Article
Almost first-degree stochastic dominance for
transformations and its application in insurance strategy

Economics: The Open-Access, Open-Assessment E-Journal

Provided in Cooperation with:
Kiel Institute for the World Economy - Leibniz Center for Research on Global Economic Challenges

Suggested Citation: Zhao, Feng; Gao, Jianwei; Gu, Yundong (2018) : Almost first-degree stochastic
dominance for transformations and its application in insurance strategy, Economics: The Open-
Access, Open-Assessment E-Journal, ISSN 1864-6042, Kiel Institute for the World Economy (IfW),
Kiel, Vol. 12, Iss. 2018-51, pp. 1-15,

https://doi.org/10.5018/economics-ejournal.ja.2018-51

This Version is available at:
https://hdl.handle.net/10419/181450

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

-. http://creativecommons.org/licenses/by/4.0/
Mitglied der
WWW.ECOMSTOR.EU K@M 3
. J . Leibniz-Gemeinschaft


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://doi.org/10.5018/economics-ejournal.ja.2018-51%0A
https://hdl.handle.net/10419/181450
http://creativecommons.org/licenses/by/4.0/
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Economics

The Open-Access, Open-Assessment E-Journal

Vol. 12, 2018-51 | August 13, 2018 | http://dx.doi.org/10.5018/economics-ejournal.ja.2018-51

Almost first-degree stochastic dominance for
transformations and its application in insurance
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Abstract

Almost stochastic dominance is a relaxation of stochastic dominance, which allows
small violations of stochastic dominance rules to avoid situations where most decision
makers prefer one alternative to another but stochastic dominance cannot rank them.
The authors first discuss the relations between almost first-degree stochastic dominance
(AFSD) and the second-degree stochastic dominance (SSD), and demonstrate that the
AFSD criterion is helpful to narrow down the SSD efficient set. Since the existing AFSD
criterion is not convenient to rank transformations of random variables due to its relying
heavily on cumulative distribution functions, the authors propose the AFSD criterion
for transformations of random variables by means of transformation functions and the
probability function of the original random variable. Moreover, they employ this method
to analyze the transformations resulting from insurance and option strategy.
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1 Introduction

Modelling the portfolio selection criteria of rational decision makers represents a central
problem in the area of finance and economic. The most common investment rules are certainly
the mean—variance (MV) rule and stochastic dominance (SD) approach. However, they suffer
from the following drawback that both the MV and the SD criteria may fail to determine
dominance even in situations where all “reasonable” investors would clearly prefer one
investment to another. For instance, consider the following example: suppose prospect portfolio
Y vyields a return of 2% with a probability of 0.5 and a return of 3% with a probability of 0.5.
Portfolio X yields a return of 1% with a probability of 0.5 and a return of 100% with a
probability of 0.5. There is no MV or SD dominance of one portfolio over the other in this case,
i.e.,, both X and Y are in the efficient MV and SD sets. However, it is obvious that any
“reasonable” investor would prefer portfolio X .

Leshno and Levy (2002) suggest that the stochastic dominance rules are unable to reveal
such preferences because they account for extreme utility functions, which rarely represent
preferences of investors in practice. They introduce the concept of almost stochastic dominance
(ASD), which only considers preferences under non-extreme utility functions. Thus, the choice
criteria of ASD focus on most decision makers rather than all of them, so it improve the
discriminating power and robustness of the classical SD rules. Since Leshno and Levy’s study,
many papers have been devoted to the theory and application research of ASD. Using data from
the U.S. market, Bali et al. (2009) show that the ASD rules are consistent with the perception of
investors that stocks are more attractive than bonds under a sufficiently long investment
horizon. Levy et al. (2010) construct several experiments to show that ASD rule corresponds to
sets of non-pathological preferences. Bali et al. (2011) further adopt the ASD rule to examine
the practice of investing in stock market anomalies; they found that the ASD rule provides
evidence for “the significance of size, short-term reversal, and momentum for short investment
horizons and the significance of book-to-market and long-term reversal for longer term
horizons” (p. 28). In addition, Bali et al. (2013) use the ASD rule to compare between the
returns of various hedge fund strategies and the U.S. equity market. Regarding the theoretical
research of ASD, Tzeng et al. (2013) revise the second-degree ASD rule to improve the
correspondence with expected utility theory and develop higher-order ASD rules that impose
additional preference assumptions. Guo et al. (2013) point out that Tzeng’s definition of ASD
does not possess the hierarchy property. In order to resolve this problem, Tsetlin et al. (2015)
further propose the generalized almost stochastic dominance. Moreover, Lizyayev and
Ruszczynski (2012) propose a new almost stochastic dominance concept that is computationally
tractable, and Niu and Guo (2014) develop this new ASD for higher order preferences.

Nearly all of the above literature is intend to generalize Leshno and Levy’s AFSD criterion
to higher orders. In contrast to such studies, we will generalize this criterion from another angle.
It is generally known that economic and financial activities usually induce transformations of an
initial risk, which results in a new type of problem of how to rank transformations of random
variables. In this case, the choice criteria of ASD, based on the cumulative distribution
functions, are inconvenient to distinguish transformations of random variables. In consideration
of the characteristic of this problem, we develop a new form of AFSD, which is expressed by
the transformation functions and the probability function of the original random variable. Thus,
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the new choice criterion of AFSD is more appropriate for ranking transformations of random
variables. Moreover, we apply this method to analyze the transformations resulting from
insurance and option strategies.

The remainder of this paper is organized as follows. Section 2 introduces the foundation
knowledge of SD and ASD, and demonstrates that the AFSD criterion is helpful to narrow
down the SSD efficient set. Section 3 presents the AFSD criterion for transformations of
random variables. Section 4 proposes the applications of the new AFSD criterion in insurance
and option strategies. Section 5 concludes the paper.

2 Stochastic dominance and almost stochastic dominance

This section will first introduce some preliminary knowledge of stochastic dominance and
almost stochastic dominance. Let X and Y be two random variables with the cumulative
distribution functions F(X) and G(X), respectively, and support in the interval [a,b]*.
Moreover, we denote U, as the set of all increasing utility functions and U, as the set of all
increasing and concave utility functions.

Definition 1. (Levy, 1992) (i) X dominates Y by first-degree stochastic dominance (FSD)
if F(X)<G(X) for any real number X, with at least one strong inequality.

(i) X dominates Y by second-degree stochastic dominance(SSD) if
jx F(t)dt < I " G(t)dt for any real number X, with at least one strong inequality.
a a

The SD rules and the relevant class of preferences U, are related in the following way:

X dominates Y by FSD if and only if E[u(X)]= E[u(Y)] for any ueU, with a strong
inequality for at least one U, €U, .

X dominates Y by SSD if and only if E[U(X)]=E[u(Y)] for any ueU, with a strong
inequality for at least one U, €U, .

Stochastic dominance has been originally developed in the traditional expected utility
framework, and is widely used in finance, economics and many other areas of science (see
Levy, 2006 for a review). The SD rules provide decision-making criteria for entire preference
classes. For example, FSD ranks the distributions for all decision makers with increasing utility
functions and SSD works for all decision makers with increasing and concave utility functions,
and they attract most of the attention in the SD research.

However, the SD approach also has inherent limitations. While “most” decision makers may
prefer one distribution over another, the SD rules may not reveal this preference due to some
extreme utility functions in the case of even a very small violation of these rules. Then, the
almost stochastic dominance has been developed as an extension of the classical stochastic
dominance framework to solve such drawback.

*Footnote: For simplicity, we assume that the range of the random variable is finite. Actually, the stochastic

dominance criteria can easily be extended to the infinite range by mathematical skills (see Hanoch and Levy, 1969).
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Definition 2. (Leshno and Levy, 2002) For 0 <& < 0.5, X dominates Y by &-AFSD if
and only if

b
L[F(x)—e(x)]dxsgjayF(x)—G(x)ydx, (1)
where S ={Xxe[a,b]| F(X)>G(x)}.

The AFSD relation of X over Y means that F(X)<G(X) for most outcomes in the
support interval [@,b], except for a relatively small segment that violates the FSD condition.
The parameter & highlights the degree of FSD violation allowed. The smaller &, the stronger
this dominance. In particular, Equation (1) is satisfied if X dominates Y by FSD (i.e., no FSD
violation).

Next, we introduce the set of utility functions that are accounted for under ¢ -AFSD:

U, (e)={u(x)eU, |u'(x) < inf{u’(x)}[l—l],VX ela,b]}. )
x £

Leshno and Levy (2002) prove that X dominates Y by &-AFSD if and only if
E[u(X)]= E[u(Y)] forall u in U, (¢).

It is easy to see that utility functions with extreme preferences, e.g., zero and/or infinite
marginal utility, are considered pathological and are eliminated from U 1* (¢), and only the
“well-behaved” or “reasonable” non-decreasing utility functions are kept in U, (). Then,
AFSD criterion effectively overcomes the above-mentioned defect of the SD approach that the
SD rules cannot distinguish two distributions even if “most” decision makers may prefer one
distribution over another.

In what follows, we will discuss the relations between FSD, SSD and AFSD.

Proposition 1. If X dominates Y by FSD, then for any positive number ¢ < 0.5, we have
X dominates Y by & -AFSD.

This conclusion directly follows from Definition 2 and it shows that the AFSD efficient set
is included in the FSD efficient set. That is, compared with FSD, the AFSD criterion will
narrow down the menu of investments that need to be considered.

Proposition 2. (i) Let X and Y be any pair of random variables with different
mathematical expectations. If X dominates Y by SSD, then there exists a positive number
£ <0.5 such that X dominates Y by & -AFSD, but not vice versa.

(ii) Let X and Y be any pair of random variables with the same mathematical expectation.
If X dominates Y by SSD, then for any positive number & < 0.5, we have X non-dominates
Y by &-AFSD.

Proof. See Appendix A.

Proposition 2 describes the relations between AFSD and SSD. Whether the SSD relation
will result in AFSD relation is determined by the mathematical expectations of the compared
random variables. The answer will be yes if they have different mathematical expectations,
otherwise will be no. Comparing the AFSD condition with the SSD condition, we can further
get the AFSD relation between random variables while we determine their SSD relation, which
indicates that we can further narrow down the SSD efficient sets by AFSD criterion with few
additional computations.
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As mentioned above, AFSD has great potential for practical applications as it eliminates
unrealistic ‘‘pathological” preferences, hence it allows for a considerable reduction of the
stochastic dominance efficient set, narrowing down the menu of investments that need to be
considered. Attracted by its great charm, many authors have been devoted to develop the AFSD
criterion. Leshno and Levy (2002) first propose the almost second-degree stochastic dominance
(ASSD) and Tzeng et al. (2013) modify it to give another form. However, Guo et al. (2013)
point out that the former has the hierarchy property but not the expected-utility maximization,
whereas the latter has the expected-utility maximization but not the hierarchy property. Levy
(2006) gives a new definition of ASSD and Tsetlin et al. (2015) indicate it is also not the
expected-utility maximization. Tsetlin et al. (2015) propose the generalized almost stochastic
dominance, which satisfy both the expected-utility maximization and the hierarchy property.

Unlike all the existing literature, we will generalize Leshno and Levy’s definition of AFSD
from a new perspective. Considering that the AFSD criterion is not convenient to rank
transformations for its relying heavily on cumulative distribution functions, we will adapt the
AFSD approach to include the ranking of transformations of random variables. Due to the
enormous controversy over the definitions of the second-degree and higher-degree almost
stochastic dominance, and more significantly, they cannot be directly extended to the
transformations case, this paper will only focus on the AFSD criterion for transformations of
random variables.

3 AFSD criterion for transformations

Almost all human activities, especially economic and financial activities, will induce risk
transformations which are viewed as beneficial or detrimental by the decision maker. For
example, the insurance policy may alter the value of the insured asset when one buys some
insurance to hedge risks of real world; in financial option, the sale of the call option while
holding the common stock will convert the value of the total investment. When a random
variable is transformed from one form into another, the risk of the asset will also be changed
correspondingly. In many practical problems, we need to rank such risk transformations and
accordingly choose the beneficial one, so it is significant to find an effective approach to study
risk transformations in practice.

It is well-known that stochastic dominance is one of the most famous approaches to
compare pairs of prospects. Unfortunately, the SD approach is not convenient to rank
transformations. Then, some authors try to adapt the SD approach to include the ranking of
transformations of random variables (see Meyer, 1989; Levy, 1992; Gao and Zhao, 2017; Gao
et al., 2018). Since the almost stochastic dominance can better distinguish random variables than
the SD approach, we will develop such SD criteria for transformations into almost stochastic
dominance criteria.

Theorem 1. Suppose that X is a continuous random variable with density function f (X)
and support in the finite interval [a,b]. If mM(X) and N(X) are both increasing (or decreasing)
in [a,b], then we have M(X) dominates N(X) by & -AFSD if and only if
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L [n(X) —m(x)] f (x)dx < ng| m(x)—n(x)| f (x)dx, 3)

where T = {X e[a,b]|m(x) <n(x)}.
Proof. See Appendix B.

Theorem 1 proposes the AFSD criterion for transformations of a continuous random
variable with the transformation functions and the probability density function of the original
random variable, rather than the accustomed cumulative distribution functions of the
transformed random variables. It indicates that if the “mathematical expectation” of
n(X)—-m(X) at T ={xe[a,b]| m(x) <n(x)} makes up only a small proportion (not larger
than &) of the whole mathematical expectation of | M(X)—n(X)|, then M(X) dominates
N(X) by &-AFSD. Compared with Definition 1, this new choice criterion of AFSD can rank

transformations directly by transformation functions and then we don’t need to compute the
cumulative distribution functions of the transformed random variables. So it is more convenient
to rank transformations by Theorem 1.

Moreover, from the proof of Theorem 1, it is easy to find that the monotonicity of m(X)
and N(X) is not needed in the “if” part. Then we will further give a sufficient condition for one
transformation dominating another by AFSD.

Corollary 1. Suppose that X is a continuous random variable with density function f(X)
and support in the finite interval [a,b]. For any two functions M(X) and N(X) defined in [a,b],

if L[n(x)—m(x)]f(x)dxs,s j:|m(x)—n(x)| f (x)dx, then m(X) dominates N(X) by &-

AFSD.
Obviously, there is no restriction to the compared transformations, so Corollary 1 gives a
general condition for determining the AFSD relation between transformations.

Remark 1. Meyer (1989), Levy (1992) and Gao et al. (2018) have discussed the SD criteria
for transformations of continuous random variables, Theorem 1 and Corollary 1 extend such
criteria to the ASD case.

It should be pointed out that the above results would only apply to transformations of
continuous random variables, and cannot be used directly in the discrete case. While in real life,
the discrete random variables are ubiquitous and even the continuous random variables should
be discretely handled in many cases, so it is advantageous to investigate the AFSD criterion for
transformations of discrete random variables.

Theorem 2. Suppose that X is a discrete random variable with the probability mass
function P(X =x)=p,,i=1,2,L ,r and support in the finite interval [a,b]. If m(X) and
N(X) are both increasing (or decreasing) in [a,b], then we have m(X) dominates N(X) by
& -AFSD if and only if

SN0 -mOOIp, € €Y n(x)~mex) | B @

where | ={i| m(xi)<len(xi),1£ i<r}.

The proof of Theorem 2 is very similar to that of Theorem 1 and therefore is omitted.
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The interpretation of Theorem 2 is just the same as that of Theorem 1. By replacing the
probability density function with the probability mass function and the integral operation with
summation, Theorem 2 presents the necessary and sufficient condition for & -AFSD relation
between transformation of discrete random variables.

Once again, we can get a sufficient condition for & -AFSD under the discrete case.

Corollary 2. Suppose that X is a discrete random variable with the probability mass
function P(X =x,)=p,,i=1,2,L ,r and support in the finite interval [a,b]. For any two

functions M(X) and N(X) defined in [a,b], if Z[n(xi)—m(xi)] P; Sgi| nex)—mx)|p;,

then M(X) dominates N(X) by & -AFSD.

Remark 2. Gao and Zhao (2017) first propose the SD criteria for transformations of random
variables, Theorem 2 and Corollary 2 further develop such SD criteria into ASD criteria.
Meanwhile, Theorem 2 and Corollary 2 are necessary complements to Theorem 1 and Corollary
1 and they together constitute the AFSD criterion for transformations of random variables.

4 Applications in insurance strategy

We have presented the new choice criterion of AFSD for transformations of random variables in
Section 3. Since the AFSD criterion can eliminate unrealistic ‘‘pathological” preferences and
allow for a considerable reduction of the SD efficient set, the AFSD criterion for trans-
formations has practical application in ranking transformations which arise in either the
insurance or option market applications. This will be demonstrated by discussing two examples.
The first one is concerned with different forms of insurance policies, and the second one is a call
option. Transformations are used to model these risk altering instruments.

Consider the situation of owing an asset such as a house or an automobile whose value is
random. This may be due to events such as natural catastrophes like wind damage of flood, or
losses caused by other agents through theft or collision. Let X denote this random value and
assume that its support is the interval [a,b], where b is the value of the asset if no loss occurs.
One type of insurance policy that can be purchased to alter this random variable X, is the
deductible policy in which the insurance company promises to reimburse all losses in excess of
some stated amount d (the deductible) in return for a payment of size & (the premium). Such
an insurance policy is represented by transformation

b-d, -0, x<b-d,
m(x) = .
X—9, x=b-d,

m?

A similar insurance policy with deductible d  and premium &, defines transformation
n(X) . It is certainly that M(X) and N(X) are both increasing in [@,0]. Then, how to choose the
better insurance policy?

www.economics-ejournal.org 7
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To answer this question, we first form the difference of M(X) and N(X) . If we assume that

d, <d,, then we have
d,—-d,+0,-9,, as<x<b-d,
m(x)-n(x)=<b-d, -9, —x+J,,b—d, <x<b-d, . (5)
0, —0,, b-d, <x<b
Of course, experience in choosing among policies with varying sizes for the deductible
indicates that it is unlikely for the premium charged to be smaller for policies with lower
deductibles. Furthermore, it is typical for the reduction in the premium to be a fraction of the
increase in the deductible. Thus it is further assumed that 8, >, , and that d, —d >, -3, .
Under this restriction, the difference M(X)—nN(X) is first positive and constant, then declines
with slope minus 1, and finally is constant and negative. It is easy to see that m(X)—n(X) is
positive in [a,b—d_ —J, +0J,) and is negative in (b—d -, +0,,b]. From Theorem 1 in
Meyer (1989) we know that there is no FSD relation between M(X) and N(X) . However, by
Theorem 1 of this paper, we deduce that
M(X) dominates N(X) by ¢ -AFSD

b—dy, b
=N j [x—(b—d_—3& +3,)]f (x)dx+ j (8, —5,) f (x)dx
b—dy—3 +3, b—d,,
b
35I| m(X)—n(x)| f(x)dx (6)
and
N(X) dominates M(X) by & -AFSD
b-d, b—d, =0+,
=N j d —d_+8 -8 )Ff(x)dx+ j (b—d_—& —x+8,)f(x)x
a b-d,
b
<&[Ime)-n(0)| f(dx, (7)

where f(X) denote the probability distribution function of X . The above expressions indicate
that the better insurance policy is not only concerned with the premium and deductible, but also
concerned with the probability distribution function of the random variable. For example, if
these three factors satisfy (6), then we have m(X) dominates N(X) by & -AFSD, in spite of
the fact that there is no FSD relations between M(X) and Nn(X). In other words, the “well-
behaved” (not zero and/or infinite marginal utility) agent will choose the insurance policy
m(X).

Similarly, put and call option contracts can modify the value of common stock. These
contracts provides the buyer of the option with the right to either buy (call) or sell (put) shares
of common stock at a fixed price referred to as the strike price. On the other hand, the seller of
such an option contract incurs the obligation to either sell or buy the common stock at the
agreed upon strike price if the contract purchaser decides to exercise the option. To model one
such option transaction using the transformation notation, let X represent the random value of

www.economics-ejournal.org 8
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100 shares of a given common stock. An investor who owns the common stock can sell a call
contract (100 shares) with strike price X, for a price of p,,. This investment of selling a call

option while owning the common stock can be represented by the following transformation

X+ Py X<X, o )
m(x) = . The original value X becomes M(X) when the stock is held and the
X+ Pms X > X

call option is sold. A similar option strategy with strike price X, and option price P, defines

transformation N(X) . Assume that X < X., then we have

Py = Pas asx<Xx,
M(X)—N(X) =1 (X, + P,) = (X+P,), X, S XX, . ®)
(Xm+ pm)_(xn+ pn)7xn <x<b

This is exactly the same as in the deductible insurance examples above. Perform similar
analysis, we further assumed that p_ > p, and X, — X, > p,, — P, - Obviously, m(X)—n(X) is
positive in [@, X, + P, — P,) and becomes negative in (X, + P, — P,,0]. Although there is no
FSD relation between M(X) and Nn(X), if we apply Theorem 1 in the paper to this example,
then we can conclude that

m(X) dominates N(X) by & -AFSD

Xn b
e [ 0P =%y = Pa) F OO+ [ (%, + P, =X, = P) F (X)X

Xm+ Pm—Pn n

b
<e[|me)—n(x)| f(x)dx 9)

and
N(X) dominates M(X) by & -AFSD
Xm X+ Pm—Pn
& [(Pn=p) OO+ [ X+ Py —x=p,) F (X

Xm

b
<&[Ime)—n(x)| f(dx. (10)

These two expressions show that the “well-behaved” investor will choose option strategy
m(X) if (9) is satisfied or choose N(X) if (10) is satisfied.

Recall that Gao et al. (2018) have ever used the SD approach to analyze the transformations
resulting from holding a stock with the corresponding call option. We reanalyze this problem
with the AFSD criteria for transformations and this new choice criterion of AFSD can narrow
down the menu of option strategies that need to be considered. Besides this, we also apply the
new AFSD criterion to analyze the transformations resulting from insurance.

www.economics-ejournal.org 9
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5 Conclusion

Very often economic and financial activities induce transformations of an initial risk, which
results in a new type of problem of how to rank transformations of the same random variable.
The SD approach is one of the most important tools for ranking distributions, and Leshno and
Levy (2002) further develop the SD approach into ASD, which further improves the
discrimination of the SD approach. However, the existing ASD approach is not suitable for
ranking transformations of random variables. Then, based on expected utility theory, we
propose the new AFSD criterion for transformations of random variables. Finally, we introduce
the application of the new AFSD criterion in insurance and option strategy.

Although Tsetlin et al. (2015) extend Leshno and Levy’s definition of AFSD to second-
degree and higher-degree cases, it is much more difficult to adapt them to transformations of
random variables. Similarly, the convex stochastic dominance, which is of great value
in the field of securities investment, also cannot be directly expanded to transformations of
random variables. How to extend second-degree and higher-degree ASD criterion and the
convex stochastic dominance to transformations of random variables is the most important topic
in our future research.

Acknowledgments This research is supported by Natural Science Foundation of China under Grant
No. 71671064 and Supported by the Fundamental Research Funds for the Central Universities under
Grant No0.2018ZD14 and Supported by the NCEPU "Double First-Class" Graduate Talent Cultivation
Program.

www.economics-ejournal.org 10



Economics: The Open-Access, Open-Assessment E-Journal 12 (2018-51)

Appendix A

Proof of Proposition 2. Let F(X) and G(X) be the cumulative distribution functions of X
and Y ,and S ={xe[a,b]| F(X)>G(X)} be the set of all the outcomes which violate the FSD

condition that F(X) <G(X).If X dominates Y by SSD, then IX(G (t)—F(t))dt>0 for all
a
real numbers X .

(i) If EX # EY , we have jb (G(H) - F(0)dt = [ (G(1) - F(H)dt+ [ (G(t)— F(t)dt >0,

where S° denotes the complementary set of S . Then, it follows that
1 ¢b
[(F® -Gyt <EL |G(t)— F(t)[dt.
S
That is, there exists a positive number & < 0.5 such that
b
J-(F(t)—G(t))dt <& J' |G(t)—F(t)[dt, ie., X dominates Y by & -AFSD.
a
S
On the contrary, if X dominates Y by & -AFSD, the AFSD condition (1) cannot guarantee
the SSD condition that IX(G(t)— F(t))dt > Oholds for all real numbers X. For example, if
a
1 3 1 1
X = {(Z,O),(Z,ll)} Y = {(E,l), (E,l 1)}, it is obvious that X dominates Y by 0.1-AFSD

(see Figure 1). However, since F(X)>G(X) when X €(0,1), we have X non-dominates Y

by SSD.
Figure 1: Area between F(X) and G(X)

A

1 (.
0.25 ; I
O 1 11
—_ F(X) ............ G(X)

(ii) If EX = EY , then Lb (G(t)— F(t)dt=0

1 ¢b
and !(F(t)—G(t))dt =5L |G(t)— F(t) [dt.

That is, for any positive number ¢ < 0.5, X non-dominates Y by & -AFSD.

www.economics-ejournal.org 11
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Appendix B

Proof of Theorem 1. (1) “Only if” part: Assume M(X) and N(X) are both increasing in [a,b].
b

We only need to prove that if L [n(x)—m(x)] f (x)dx > gj |m(x)—n(x)| f(x)dx, then there
a

exists a utility function U(X) €U, (&), such that E[u(m(X)]—E[u(n(X)]<0.

For convenience, we suppose T =(C,d) c[a,b]. From the known conditions, we deduce
that (i) m(x)>n(x) if xe[a,c]; (i) m(x)<n(x) if xe(c,d); (i) m(x)=>n(x) if
x e[d,b] (see Figure 2).

Figure 2: Relative position of M(X) and N(X)

ﬂk
m(x)
............ = ,.—////n(X)
a ¢ d b >
Define
X, X <m(c)
u(x)=+<Lx—(,-I,)m(c), m(c)<x<n(d) ,

I1X + (Iz - |1)[n(d) —m(C)],x = n(d)
where |, >1, >0 and d = & . It is obvious that U(X) €U, (&) and
1 + 2
(i) for any X <C, we have m(X) <m(C);
(i) for any X € (c,d) , we have m(x) >m(c) and m(X) <n(x)<n(d);
(iii) for any X >d , we have m(x) >m(d) > n(d). Hence, we get
I,m(x), X<c
u(m(x)) =< L,m(x)—(, —1I,)m(c), c<x<d.
Lm0 + (1, ~)In(d) ~m(©)], x > d

Similarly, we have
I,n(x), X<c
u(n(x)) =4 Ln(x)—(, =1,)m(c), c<x<d.
Ln(x)+ (1, = 1)[n(d)—m(c)], x> d

www.economics-ejournal.org 12
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Therefore, we obtain
[,[m(X)—n(x)],x<c
u(m(x))—u(n(x)) =< L[m(x)-n(x)],c < x<d
[,[m(X)—n(x)],x=d
and

E(u(M(X)) ~ EQ(n(X)) = [ Tu(m(0) - u(n(0)] f (dx
=1, [ [0 = n(oT (dx-+1, [ TMe0 ~ o] F )+ 1, [ Ime0 - (0] £ (x)clx
=1, ["Im) =00 | £ 0dx— (1, + 1) Inx) - (o] f (x)0x

=(1 + L)t Im(0-n(0 | f(9dx— [ (0 -m0 | £ (o

<0.
Similarly, if m(X) and N(X) are both decreasing in [a,b], we only need to redefine

X, x<m(d)
u(x) =< Lx—(,—=1I,)m(d), m(d) < x<n(c),
L+ (I, =1,)[n(c) - m(d)], x = n(c)

Il

where |, >1, >0 and = ¢ . By repeating the above process, we can also deduce that
+
1 2

Eu(m(X)) - Eu(n(X))<0.
(2) “If” part: Suppose J.T [N(X)—m(x)]f (x)dx < 8I:| m(x)—n(x)| f(x)dx, then for any

. , I
u(x)eU, (¢),if inf u'(x)=1 and sup u'(x)=1,, we get & <—— . Thus, we deduce that
xela,b] xe[a,b] T

E(u(m(X)) - E(u(n(X))= f:[u(m(x)) —u(n()f (x)dx
= [TU(&)IM) - N f (X)dx (where &, is among M(X) and N(x))
= [, Um0 = nEOTf O0dx+ [ W(EIM(x) ~ (0T f (x)dx
> IZL [m(X) —n(x)] f (x)dx + IIJ'TC [m(x) —n(x)] f (x)dx
= |1j:| M) —n(x) | £ e0dx =, +1,) [ 100 =m0]f (x)dx
> (I, + |2){gj:| m(x)-n00) | £0dx = [ ) —mEo]f (x)dx}

>0.0
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