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Abstract: The present paper considers a class of financial market with transaction costs and constructs
a geometric no-arbitrage analysis frame. Then, this paper arrives at the fact that this financial market
is of no-arbitrage if and only if the curvature 2-form of a specific connection is zero. Furthermore, this
paper derives the fact that the no-arbitrage condition for the one-period financial market is equivalent
to the geometric no-arbitrage condition. Finally, an example states the equivalence between the
geometric no-arbitrage condition and the existence of the solutions for a maximization problem of
expected utility.
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1. Introduction

The notion of arbitrage is crucial to the modern theory of finance. An arbitrage opportunity
is the possibility to make a profit in a financial market without risk and without net investment of
capital. In finance, the research of arbitrage is the concern of the research of market risks and option
pricing problems.

Modigliani and Miller (1958) derived that the value of a corporate is independent from its
financial policy (for instance, the capital structure, the dividend policy, etc.) in a perfect financial
market. The result presented by Modigliani and Miller can be expressed figuratively: the size of a cake
has nothing to do with a way the cake is cut. It is the conclusion that implies the so-called no arbitrage
theory. Since then, the thought of no-arbitrage became the important analysis principle to study a series
of financial problems (e.g., portfolio and option pricing theory). Black and Scholes (1973), Merton
(1973) proposed the stock option pricing formula based on the thought of no-arbitrage, which laid
a very important foundation for the derivative pricing. Cox and Ross (1976) used the martingale
approach to study the relationship between the option pricing and the risk neutral measure and then
obtained the rational option pricing. In the same year, Ross (1976) proposed the arbitrage pricing theory
(APT). Ross (1978) gave the strict proof of the fundamental valuation theorem by the Hahn-Banach
separation theorem. Harrison and Pliska (1981) considered a general stochastic model with continuous
trading and demonstrated the corresponding general stochastic integration theory and some features
of martingale, which provided the fundamental arguments for studying some financial problems
in the continuous-time financial market. Delbaen and Schachermayer (1994) proved and gave the
first fundamental theorem of asset pricing in continuous time. Furthermore, Jouini and Kallal (1995)
characterized arbitrage in the market with bid-ask spreads by a martingale approach. Deng et al. (2000,
2005) considered the market with transaction costs and bid-ask spreads and then gave the no-arbitrage
conditions by convex optimization theories and linear programming methods.
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Surprisingly, the arguments of differential geometry and Harnack inequality, etc., in recent years,
are used to study some hot topics in a frictionless financial market.

Sandhu et al. (2015, 2016) studied the systemic risk and market fragility by Ricci curvature, and
showed that the curvature is a “crash hallmark”. Brody and Hughston (2001) applied the information
geometry to the theory of interest rates, and pointed out that the theory of interest rate dynamics
could be represented as a class of processes in Hilbert space, and the difference between any two term
structures could be measured. Choi (2007) considered the multidimensional Black-Scholes formula
without the constant volatility assumption and then arrived at a general asymptotic solution by using
the heat kernel expansion on a Riemannian metric. Carciola et al. (2009), Tang et al. (2018) gave other
characterizations of no-arbitrage conditions by the Harnack inequality, respectively. Malaney (1996)
firstly studied the index number problem by differential geometric approaches, and they gave a unique
differential geometric index by a special economic derivative operator.

Young (1999) presented a correspondence between lattice gauge theories and financial models,
and viewed arbitrage as the curvature defined on closed loops. Ilinski (2000, 2001) developed a
geometric framework and constructed the dynamic models with respect to cash flows and prices by
making the analogy between the finance markets and physical systems. The geometric framework and
the related conclusions proposed by Ilinski gave rise to a totally new perspective to researching the
financial problems.

In 2012, for a frictionless financial market, Vazquez and Farinelli (2012) proved that the curvature
of a specific connection is zero if and only if the financial market is of no-arbitrage. Furthermore,
Farinelli (2015a, 2015b, 2015c) studied the problems of no-free-lunch-with-vanishing-risk condition
based on the argument of differential geometry and the theory of fibre bundles.

Motivated by the celebrated works above, a natural question is: how can we use differential
geometry techniques to investigate no-arbitrage problems for a financial market associated with
some frictions?

In this paper, we will investigate a class of frictional financial markets with transaction costs and
bid-ask spreads, and construct a gauge geometric frame to characterize the behavior of no-arbitrage in
this frictional financial market. On the other hand, we arrive at an equivalence between the geometric
no-arbitrage condition and the no-arbitrage condition Deng et al. (2000) for the one-period financial
market with transaction costs and bid-ask spreads.

The organization of the paper is as follows: in Section 2, we introduce some related differential
geometry notions. Section 3 is devoted to proving that the financial market is of classical no-arbitrage
if and only if this market satisfies the geometry no-arbitrage condition. In addition, Section 3 confirms
that the geometric no-arbitrage condition is equivalent to the no-arbitrage condition for the one-period
financial market. Finally, we state an example to show the effectiveness of geometric no-arbitrage by
connecting the geometric no-arbitrage and the existence of the solution for a maximization problem of
expected utility in Section 4. Section 5 provides the conclusions.

2. Preliminaries
This section aims to give formal definitions of fibre bundles and some related concepts (one can

see Dubrovin et al. (1985); Gliklikh (2010); Husemoller (1994); Kolar et al. (1993) for details).

Definition 1. A smooth fibre bundle is a composite object made up of:
(i

(ii)  a smooth manifold M, called the base space;

~

) a smooth manifold E, called the total(or bundle) space;

(iii)  a smooth surjective map p : E — M, the projection, whose Jacobian is required to have maximal rank
n = dim M at every point;
(iv)  asmooth manifold F, called the fibre;
(v)  a Lie group G of smooth transformations (self-diffeomorphisms) of the fibre F (it implies that the action
G X F — Fis smooth on G x F ): this group is called the structure group of the fibre bundle;
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(vi)  a’fibre bundle structure’ linking the above entities, defined as follows. The base B comes with a particular
system of local coordinate neighbourhoods U, (called the coordinate neighbourhoods or charts), above
each of which the coordinates of the direct product are introduced via a diffeomorphism ¢y : F X Uy —
p~ 1 (Uy) satisfying pp(y, x) = x; the transformations Ang = 4)1;147“ : F X Uyg — F x Uyp, where
Unp = Ux N Ug are called B the transition functions of the fibre bundle. In view of the above condition
on the ¢y, every transformation Mg has the form Ayg(y,x) = (T*Py,x) where, for all a, B, x the
transformation T*P(x) is an element of the structural group G.

We remark that, for a general fibre bundle, it is required only that E, M, F be topological spaces
and G a topological transformation group.

Definition 2. A principal fibre bundle is defined to be a fibre bundle whose fibre F coincides with the bundle
group G, which acts on the fibre F = G by multiplication on the right, i.e., by means of the right translations
Rg:G — G,Rg(x) = xg.

There are several ways to define a connection on a principal bundle. Now, we give the definition
of Ehresmann connection Kolar et al. (1993), which makes sense for smooth fibre bundles.

Definition 3. An Ehresmann connection on E is a smooth subbundle H of TE, called the horizontal bundle of the
connection, which is complementary to V, in the sense that it defines a direct sum decomposition TE = H@® V.

Definition 4. Let M be a smooth manifold. Let E — M be a vector bundle with covariant derivative V and
v+ I = M a smooth curve parametrized by an open interval 1. A section 0 of E is called parallel transport along
vif

V0 =0 fortel

3. Geometric No-Arbitrage

3.1. Geometric Model of a Frictional Market

Consider a financial market including a finite number of financial assets (i = 1,---,n) with
bid-ask spreads and proportional transaction costs.

The uncertainty is modelled by a filtered probability space (Q),F,{F:}i>0, P), where P is the
statistical (physical) probability measure, F = { F;};>¢ is an increasing family of sub-c-algebras of Feo
and (Q),F,P) is a probability space. The filtration F is assumed to satisfy the usual conditions as below:

(1)  right continuity: F; = s~ Fs forall t € [0, +c0).
(2)  Fp contains all null sets of F.

Assume except for special statements that all processes in this paper are adapted to this filtration F.

For convenience, we denote some notations and necessary terminologies as follows:

The bid price of asset i is s7(t) : [0, +00) x Q0 — R (sometimes we will denote s7(t) : [0, +0) — R
for short), the ask price of asset i is s? () : [0, +00) x Q — R, which satisfies 0 < s(t) < s(t). Denote
the bid and ask price vectors by S*(#)=(s?(t), - ,s%(t)) and SP(t)=(st(t), - - - ,sb(t)), respectively.

The earning of asset i is 7;(t) : [0, +00) x () — R. Denote the return vector (or payoff vector) by
R()Z(r(8), - ra(D)).

The transaction cost of buying a unit asset i is Af(t) : [0,+00) — R, the transaction cost
of selling a unit asset i is AY(t) : [0,+00) — R, satisfying 0 < A%(t),AY(t) < 1. Denote
the transaction cost rate vectors of buying and selling assets by A®(t)=(A{(t),--,A%(t)) and
AP(H)=(AL(t),- -+, AL(t)), respectively.
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Define a function as

(1+A%(t))s%(t), z>0;
ci(z,t) = ! ! (1)
! { (1—AL(#)sh(t), z<O
At time f, the cost of buying z(z € R) units asset i is
(T+A%(t))s%(t)z, z>0;
(z,t) = i \F))®; 2
Ci(z/1) { (1= Ab(t)sb(H)z, z<O. @
Then,
n n
C(X, f) = ZCi(xl-, t) = incl-(xl-, t),VX = (xl,xz,- .- ,xn) S Rn, (3)
i=1 i=1

where C(x, t) is called the total cost of the strategy x = (x1,x2,-- -, x,) € R" at time ¢, the payoff at
time t + s is RT (t + s)x, where s > 0 denotes the time horizon. x;(> 0) denotes the amount of buying
asset i, and x;(< 0) denotes the amount of selling asset i.

Denote the net cash flow as Y (x, t,5)=xT R(t + 5)qi +s — C(x, t); here, gt 115 could be viewed as a
stochastic discount factor, which satisfies gt 45 = exp(— ftH's fendh),where fi ;s is the instantaneous
forward rate. Assume Y(x,t,s) € L'(Q, F3,P).

Denote the frictional financial market by (S(t), S?(t), R(t), A%(t), Ab(t)) associated with net cash
flow Y(x,t,s).

Remark 1. The strategy x is called trivial strategy if x = 0(i.e. x; = 0,Vi). In this paper, we will mainly
consider the non-trivial strategy.

Remark 2. C(x,t) = 0 means the transaction cost of the strateqy x = (x1,- -+, Xp) is zero. C(x,t) < 0 means
at the beginning of the period there exists a positive cash inflow. In brief, a positive cash inflow means a risk-free
arbitrage opportunity.

Definition 5. A strategy x is said to be self-financing if the infinitesimal change of the strategy does not lead to
the increment (or decrement) of the net cash flow.

Definition 6. In a financial market, for any observable variables Y}, if there hold

(i) P*isequivalent to P. (ie., VA € F,P(A) =0 < P*(A) =0).
(i) Under P*, there exists a strictly positive process Bt which is adapted to the F, such that B;Y: is a
P*-martingale.

Then, the probability measure P* is called an equivalent probability martingale measure.
Next, we will reconstruct the frictional financial market as the market principal bundle.

Definition 7. A gauge is an ordered pair (r,c), where r=ry : [0, +00) x OO — R is called the discounted
payoff, and c=c; : [0, +00) x Q — R is called the transaction cost.

Remark 3. A gauge, defined here differently from Smith and Speed (1998), Farinelli (2015a), is used for
measuring any indexes which might be linked to the net cash flow.

In the financial market (S%(t),S(t), R(t), A*(t), AP(t)) with n assets, a general portfolio is
described by X={(x1,x2, -+, xx)|x; € R, Vi} C R". Forasseti(i = 1,2,---,n), the corresponding
gauge is

(¥, =(ri,c),i=1,2,-- ,n.
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Definition 8. A group is a set G = {g|lg : Rx Q — R\ {0}} together with a group operation of
multiplication -. This group is denoted as (G, -).

In this paper, we will choose group (G, -) as a structure group.

Definition 9. For two different gauges (ri,ci) and (7], c{), the gauge transformation is (ri,cl)

(r], )= (ri,c))8=(g - ri, g - ci), where ¢ € G is a stochastic factor. For example, it could be viewed as

an exchange rate.
For one gauge at different times (ry,,cy,) and (ry,,cy, ), the gauge transformation is (ry,,cy,) —
(rt,,¢c0,) = (rhg, €1y )S=(8 - 11y, & - Cty ), where § € G could be viewed as a discount rate.

Remark 4. Gauge transformations have the following relationship:
((r,c)f1)8 = ((r,0)%)81 = (1r,€)51%2, 81,82 € G.
It is obvious that G is invertible.

In general, a quantity is called a gauge invariant if it remains unchanged under a gauge
transformation. In finance, the dynamics of the financial market are invariant under a change of
measuring units.

Remark 5. In physics, that gauge invariant plays a fundamental role for addressing a similar set of questions.
The curvature is a gauge invariant to measure the path dependency of some physical process.

In finance, Malaney (1996) first study the economic index problem by the gauge theories. Hoogland and
Neumann (1999) studied the application of gauge invariance in option pricing.

Construct a base manifold by the image space of possible strategies and time as
M={(x,t) € X x [0, +0c0)}.

Choose a fibre F := R\ {0}. A fibre could be viewed as a cashflow such as a net cash flow,
the value of a portfolio and so on.
For a portfolio strategy x, we define

=Y xir, cf =Y .
i i
In this paper, we will exclude the zero gauge.

Definition 10. In the financial market (Su(t)rSb(t),R(t),A”(t),Ab(t)), the market fibre bundle could be
defined as:
E2{((x 1), (1, )| (x.t) € M, g € G}.

Then, the market principle bundle is denoted by (£, M, G).

Remark 6. The market fibre bundle is a G-principal fibre bundle as

ExG — &,
(O 1), (rfoct)),g) = (%), (r,cf)?). )
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Now, consider a projection of £ onto M

pEXMxG — M,
(x,t,8) — (xt), (5)

and its tangential map

(x £g) x1g)

Then, a direct sum decomposition of T, ; ,)p is as follows:

Vi) & 1= ker(Tpy; gyp) = RIOT) @)
Hixp )& = R* ®)

The projection of connection Kolar et al. (1993) reads as ® : TE — V&; then, there hold

/2
cI>(x,t,g) ’T(x,t,g)g — V(x,t,g)g
(6x,6t,68) = (0,0,88 + Ty 1 0)(0%,6t)), )
H .
¢(x,t’g).T(x’t’g)g — H(x,t,g)g
(0x,6t,68) > (6%,0t, =Ty ; ¢)(0x,6t)) (10)

such that ®Y £9) + dD(

(x xhg) — Lixtg):

3.2. Geometric No-Arbitrage Analysis

In this section, we consider a frictional financial market (S%(t), S(t), R(t), A%(t), A (t)) associated
with the net cash flow Ys(x,t) = x"R(t + $)qti+s — C(x,t), where s > 0 is a parameter. Here, we
assume that the transaction cost rate of buying or selling assets is a constant, and the Lie algebra of G
is g = RI0T°) Take
rp=ri(t+5)gers, ¢ = (14+AD)s! (D 1y,50p + (1= AD)s] (D) 15,20y

In the following paper, we will consider the admissible self-financing strategy x, which is
predictable and differentiable.

Definition 11. Consider a curve (T ) = (x(T), t(T)) in M for T € [19, 1], which connects point p(xo, tp) =
(x(10),t(10)) and point q(x1,t1) = (x(7),t(71)). We call the curve connecting two given points the
strategy trajectory.

Given two different points p, q, there exist many possible strategy trajectories v;(T) = (x(7),t(1)) €
M,1=12,--,7T€ [0

Define an operator of the parallel transport along a curve 7y, A(7y) : F, — F;, which is an element
of G. Assume A(y) € L'(Q, F;, P).

Remark 7. In the discrete case, A(7y) = ]‘[;:11 A(vi,vis1),y ={vib, 11 = v, 7« = q- A(7i, Yis1) has the
following interpretations: N
(DA((x;, t ) (x;, t+At)) = "2 € G (DA((x;, 1), (xj, 1) = C/ € G, which means changing a unit of

portfolio x1 on Ct ' units of portfolio xo at time t.
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Definition 12. For a given self-financing portfolio strategy trajectory vy connecting point p(xo, to) and point
q(xq, t1), suppose there exists an equivalent measure P*(~ P) such that

Y (xo, to) |25, [Ya(x1, 1) A A,

where A(7y) could be viewed as a financial index with respect to x and t, which is analogous to the vector
potential in electrodynamics.

Definition 13. The financial market (S°(t),SP(t),R(t), A%(t), Ab(t)) is said to be of no-arbitrage
(Path-No-Arbitrage, PNA for short) if for any two different self-financing portfolio strategy trajectories vy and
Y2 connecting two given points p(xo, to) and q(x1, 1), there exists an equivalent measure P*(~ P), such that

E} [Ys(x1, 1) f A(m)] = Ef [Ys(x1,t1) f A(72)]-

Remark 8. The financial market (S°(t), SP(t), R(t), A®(t), A(t)) is said to be of arbitrage if for an equivalent
measure P*(~ P), there exist two different self-financing portfolio strategy trajectories vy, and 7y, connecting
two given points p(xo, to) and q(xy, t1), such that B [Ys(x1, t1) f% A(m)] # Ef [Ys(x1, t1) f% A(72)].

Next, we will study the geometric characterization of no-arbitrage and introduce a definition of
geometric no-arbitrage for the frictional financial market (S%(t), S?(t), R(t), A%(t), A’(t)) as follows.

Definition 14. The financial market (S°(t),SP(t),R(t), A%(t), Ab(t)) is said to be of no-arbitrage
(Classical-No-Arbitrage, CNA for short) if it admits an equivalent probability martingale measure.

Lemma 1. In the financial market (S°(t), S (t), R(t), A*(t), AP(t)), CNA condition = PNA condition.

Proof. Suppose by contradiction that an arbitrage opportunity exists in this market. Then, there
exist two different self-financing portfolio strategy trajectories y; and 7y, connecting two given points
p(xo, to) and g(x1,t1), and an equivalent measure P*(~ P), such that E; [Ys(x1, 1) f% A(r)] #

B} [Ys(xa,t1) [, A(72)], thatis Ys(xo, to) |y, # Ys(x0, to) -
On the other hand, there exists an equivalent probability martingale measure P** ~ P and a strict
positive process f; which is adapted to the F¢, such that E;* By, Ys(x1, f1)] = Bt Ys(xo, fo), which is

E** [gtl Ys(xl/ tl)} = YS (Xo, f()).
Take % f A(7y), for any 7 connecting two given points p(xo,typ) and g(xi,t1), then
Ys(xo, to) |y, = E;* [Ys(xl,tl ﬁ\%] =E [Ys(X1,t1)%|n] = Y5(xo, to)|,- This is a contradiction! [
Next, we will discuss two cases: the bid-ask prices and the payoff are differential; the bid-ask
prices and the payoff follow the geometric Brownian motions.

Case 1: the bid-ask prices $(t), S(t) and the payoff R(t) are differentiable

In detail,
dSo(t) = S°(t)dt,dSt(t) = SP(t)dt,dR(t) = R(t)dt.
Take a g-valued connection 1-form as below:
L xi (ri(t +8)qnres) — (Li xi(1+ AP ,50057 (1) + X %i (1= A7) s, <0} 957 (1))

b=s Y(x, D). | v

I' can also be rewritten as the following form:
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I = Ys(i,t) [lz.xiqt't“ (Fi(t +8) +ri(t +5) frres)
_(in(l + /\?)1{96;'20}5 )+ ZJQ 1{x <O}S ( ))}dt. (12)

1

Proposition 1. A self-financing portfolio strategy trajectory <y : I — M corresponds to the parallel transport
along «y with g-valued connection 1-form (12).

Proof. Firstly, we prove that there exists a curve <y such that a section could transport along vy with
g-valued connection 1-form in parallel.

Consider a curve v = (x(7),t(7)) in M, T € [1, 71]. Take an element of the fibre ¢(7) and the
starting point g9 € p~!(7()). The parallel transport of gy along 7 is the existence of the solution of
the following differential equation:

{ (bg((r)/t(T)lg(T))(dx('r),dt(r),dg(r)) =0, (13)
g(m) = go-
That is:
dg(T) = Ya (x( ; 1)) { Y xz Qt (1), t(r)+s[ ri(t (T) + S) + ri(t(T) + S)ft(r),t(r)-&-s}
[Zz % (T) (14 A8 . ()01 + L Xi (1) (1= AD)sP 1 (o) <oy] it (D), (14)
8(m) = go-

It is obvious by the theory of ordinary differential equation that Label (14) has a unique solution.
Secondly, for a self-financing portfolio strategy trajectory 7, we have

V5 Ys(x,t) (d—-T)Ys(xt)|4

gL 0xi)ri(t +8)qnes — (Y 0xi(1+ A)s{1x50) + ) 0xi(1 — Aty cp)]  (15)

0.

Then, a self-financing portfolio strategy trajectory < : I — M corresponds to the parallel transport
along v with g-valued connection 1-form (12). O

Theorem 1. In the market (S*(t),Sb(t), R(t), A°(t), Ab(t)), the curvature 2-form of g-valued connection
1-form (12) is zero if this market satisfies CNA condition.

Proof. By a direct computation, we get the g-valued curvature 2-form,

x(x,t) = dr
= vy Tilaeees (it +5) +ri(t +5) frers) = [(14+AD)${ L0 + (1 - ALy <oy
- XTR(HS)q[l/HS,C(X,t) Sk ke prs (P (E+5) +1(E+5) fress)
—( Sk (14 AD)$i y 0p + T X (1 = A3 <03)]-
[ri(t+8)qeees — (14 AN 50y + (1= AD)sP1y, coy) ] by A dt
= gYix(i t)dx; Adt.

(16)

According to V;Ys(x, t) = 0,where 1 is a self-financing strategy, we have

Ye(x(m), H(m))], = |Ys(x(TO),t(TO))|exp(AF). (17)
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Then,
by Y x(m), Hm))], = [Ye(x(o), ) [ [ exp( L I)ox;(t)gx (i, T)dx]. (18)

If Y5(xo, tp) = O, it follows that Ys(x3, t1) = O for any strategy <. It means that, if the net cash flow
is zero at some time, t. Then, the net cash flow is always zero at any other time, which implies that
the market satisfies PNA condition.

On the other hand, if Y;(xg, ty) # 0, From the CNA condition, we have

E?O [YS<X1,1’1)|71] = E?O [Ys(xl't1)|')‘2] - (S«Y|YS(X1,t1)|7 =0& K(i, t) =0, that is K(X, i’) =0.
This completes the proof of Theorem 1. [J

Corollary 1. In the market (S°(t), SP(t), R(t), A*(t), AP(t)), the CNA condition is equivalent to the zero
curvature 2-form of g-valued connection 1-form (12) if there exists a strict positive function By, such that
B Ys(x, t) is continuous.

Proof. When x(x,t) = 0. According to (16), Vi, for any ¢y < t;, there holds

ri(t1 4 8)qe s — [(1+ AD)sT (1) 1y 501 + (1= AD)sP (1)1, )]
= [rito + 8)totos — [(1+AD)sT (t0) L zz0) + (1= AD)s? (b0) 1y, oy exp ([ a(u)du) — (19)

that is
51
1Ys(x,11)] = |Ys(x, bo)] - exp (/t a(u)du). (20)

Take B = exp ( — [y a(u)du), then By, |Ys(x, t1)| = Bty | Ys(x, to) |-

If B+Ys(x, t) is continuous, then By, Ys(x, t1) = B, Ys(X, to).

It is clear that B;Ys(x,t) is a martingale, which implies that this market satisfies the
CNA condition. [

Case 2: The bid-ask prices and payoff follow the geometric Brownian motions

In this case, we assume that the payoff of buying or selling asset i is different and the change of
the payoff is related to the bid-ask prices.
The bid-ask prices s?(t), s (t) of asset i are described by

dsf(t) = si(t) (uidt + ofdW(t))
dst(t) = sV (t) (ubdt + ocPdW(t)) (21)

The payoff of buying asset i is described by

dri(t+s) = ri(t +s)(uidt + o7 dW(t)), (22)
The payoff of selling asset i is described by

dri(t+s) = ri(t +s) (uldt + c?dW(t)). (23)
The instantaneous forward rate is described by

dft,t = thdt + btdW(t), (24)
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where (W(t))te[O,Jroo
are RX-valued locally bounded predictable stochastic processes.
Take a g-valued connection 1-form in stochastic case as follows:

) is a standard P-Brownian motion in RX, for K € N, and ui, yﬁ’ ,a; €R, 0, (Tf’, b;

r = g {Zxﬂ’i(t+S)qt,t+sft,t+sdf+in{f’i(f+5)qf,t+s
Ys(x t) * 4 -
— [T+ At (D 0y + (1= AD)s? (D1, <0p] F (5t + ofdW (1)) }, (25)

where p{Zuf 1y >0y + i1, <oy and of 20711, >0y + 071, <oy

Proposition 2. A self-financing portfolio strategy trajectory <y : I — M corresponds to the parallel transport
along «y with g-valued connection 1-form (25).

Proof. Firstly, we prove that there exists a curve 7y such that a section could parallel transport along
with g-valued connection 1-form (25).

Consider a curve v = (x(7),(7)) in M, T € [19, 71]. Take an element of the fibre g(7) and the
starting point g9 € p~!(7(1)). The parallel transport of gy along 7 is the existence of the solution of
the following differential equation:

{ CIJX((T)/t(T),g(T))(dx(T),dt(T),dg(T)) =0 (26)
(1) = go-
That is
dg(t) = ; i0)) {Zz xz )ri(t(T) + Mt (T).t(t +sft )4(T) +sdt( 7)
+Zl xl( ){ )+ 8)qt(2) 1)+ [(1+7\”) $(H(T)) 1 (0)=0) 27)
+(1—A)st 1{x <oy) } (5dt(T) +ofdW(t(1))) }
(1) = go-

It is obvious that by Ito formula and the theory of ordinary differential equation (27) has a unique
solution of this differential equation.
Secondly, for a self-financing portfolio strategy trajectory 7, we have

ViYs(x,t) = (d— r)Ys(x,t)M.
= [V bxiri(t+8)quees — (L 6xi(1+AD)si 0y + Y 0% (1= A))si 1y cop)] (28)
i i i
= o

Then, the self-financing portfolio strategy trajectory 7 : I — M corresponds to the parallel
transport along v with g-valued connection 1-form (25). O

Theorem 2. The market (S*(t),SP(t), R(t), A%(t), Ab(t)) satisfies CNA condition if and only if the g-valued
curvature 2-form of T is zero, where T is the expectation of (25) under an equivalent probability measure
P*(~ P).
Proof. Take a change of probability measure such that:

AW*(t) = dW(t) + Oqdt,

where 6; = (0},6%,- - ,0K)(K € N) is adapted to F; and satisfies the so-called Novikov condition

51 1
Efexp( [ 5110u*)du] < +eo
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the Radon-Nykodym derivative is given by:

dP 1
— 2

f t
||95||2ds+/t 0.AW*(s)].

It is well known that the Radon-Nykodym derivative above is a martingale.
Consider a gauge transformation T'(¢) satisfying

dT(t) = T(t)[ — Dedt — 0:dW(1)],

where
Dy = g {Y xiri(t+8)quersforrs + Y xi[ri(E+5)qers
Ys(x,t) * 5 -
— (U AD)sT L z0y + (1= AD)sT Ly cop) ] (1 — 070) }-
Thus, we get

dT(O (YD) = T (Y00 0))(~0)aW ()

+ in [ri(t+5)qt s — ((1+ AD)Si >0 + (1= A?)S?l{x,-<0}))]‘7z’dw(t)}~

Then, T(t)Ys(x, t) is a P-martingale, that is, there holds
Ee[T(t1)Ys(x, t1)] = T(£)Ys(x,t)y.
An application of Ito’s rule to T(t) gives:
dlog T() = (~Dj — %||9t| 2)dt — 6, dW ().
Now, we have

Ys(x, t)y

_ Et[Ys(x,tl)exp{/y(—Du—;||6u||2)du—6udW(u)H

. dP 1
Ef [Ya(x,h) 15 exp { L(—Du = S1168ul2)du — 0, () }]

Ef [Ys(x, t1) exp { —/yDudu}].

11 0f 17

(29)

(30)

(31)

(32)

(33)

(34)

(35)

Next, we can prove the g-valued curvature 2-form of I' is zero if and only if the market satisfies

the CNA condition. From (25), we have

T = Bl = g Dl + )afusss

+ o i [rit +9) s — (L ADs Ly z0) + (1= A7)sT Ly <0))] (1 — 0761) .
1

(36)
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Then, the g-valued curvature 2-form of T is

k(x,t) =dl
= Yf(z ) {ri(t 4 8)qerrsfries + [ri(t+5)qeees — (1 + AD)si 1y >01
+(1—Aj )S?l{xi<o})} (U5 — o76;) — Y (i 0 [Zxkrk(t +5)qt p4s frirs + Zxk (T’k(t + )Gt t+s
s\X, k
— (L +ADSE () 0y + (1= AD)sP(t )1{xk<o}))(ﬂi £01)] -
[ri(t+)qte0s — (14 AD)s] ()1 (201 + (1= AD)s? (t)l{xi<0})] Jdx; Adt
= ) k(i t)dx; Adt. (37)

i

(<) If &(x,t) = 0, thus V i the following equation holds:

[ri(t+8)quees — (14 AD)s{y001 + (1= AD)sP Ly <01) ] (1 — 0F68) + 1t + )15 frevs
1

B Ys(x, t) [;xkrk(t + S)qf,t+sft,t+s

+ Y e (ri(t 4 5)gers — (L+ADSE(B) Ly 0p + (1= AD)SE (D <0p)) (15 — 0F61)] -
T

[ri(t + 8605 — (1 +AD)SH ()1 y50 + (1= AD)s] ()12, <01)]- (38)

According to (38), it is not hard to know

1i(t+ )Gt t+sfet+s =b(t) (39)

‘Z/lq — O'-CGt +
(4 9)qes — (T AN 0y + (1= AD)sP gy )

where b(t) is an arbitrary variable with respect to ¢, which is independent from x;, Vi.
By (35), we have

fy
Yo(x, ), = Ef [ys(x,tl)exp(—/ D,du)] = E; [Ys(x,tl)exp(—/t gb(u)du)]. (40)
v
Then, for any self-financing strategy trajectory 7, it has
b
Ys(x, t) = Ef [Ys(x, tl)exp(—/t gb(u)du)]. (41)

Notice that ;= exp(— fot gb(u)du), then B;Ys(x, t) is a P*-martingale. Thus, this market satisfies
the CNA condition.

(=) There exists an equivalent probability martingale measure P* and a strict positive process B¢,
which is adapted to F; such that

Ef [‘Btle(x, tl)} = ﬁtYS(X, t). (42)
Then, for any two different strategies 1, 2 connecting two given points p(x, t) and q(xy, t1), we have
Ys(X,t)q; = Ys(X,1)q,- (43)

In addition, together (35) with (37), we have

5Ys(x, t Z / E; [Y(x, t1) exp(— / Dydu)& (i, v)5x;(v)] do. (44)
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Then, 6Ys(x,t), = 0, together with (37) and (44), we have &(x,t) = 0. [

Above all, we could induce the definition of geometric no-arbitrage.

Definition 15. The frictional financial market (S°(t),S(t), R(t), A%(t), Ab(t)) is said to be of geometric
no-arbitrage(GNA for short) if the curvature 2-form is zero.

It is not hard to draw the following Corollary.

Corollary 2. In the frictional financial market (S°(t), SP(t), R(t), A®(t), AY(t)), if the bid-ask prices and the
payoff are differential, then (CNA condition) = (PNA condition) <> (GNA condition), in addition, if there exists
a strict positive function By, such that BYs(x, t) is continuous, then (CNA condition) < (PNA condition) <
(GNA condition).

If the bid-ask prices and the payoff follow the geometric Brownian motions, (CNA condition) < (PNA
condition) < (GNA condition).

3.3. Geometric No-Arbitrage Analysis for a One-Period Financial Market

In this subsection, we consider a one-period frictional financial market (S”,Sb,R, A“,Ab)
associated with the net cash flow Y;(x,s) = xTR(t + $)qti+s — C(x,t), where t is a parameter. Then,
we will prove the equivalence of GNA condition and NA condition Deng et al. (2000).

In addition, we consider this financial market including a finite number of possible states of
nature wy, wy, - -+ ,wp. Denote O = {w1,wy, - - -, wp }; then, the filtration F could be generated by
Q. Take the state discounted factor g5 = (q},tﬁ,q%’”s,- L qfhs) € R, where R, = {y =

Wy vy > 0,i = 1,2, n}, gl = exp (= [/ f1,dh).

Definition 16 (Deng et al. (2000)). The financial market (5%, S?, R, A®, AY) exhibits the no-arbitrage (NA for
short) if there is no strategy x = (x1, X2, -+ , Xn) such that

RT(t+s)x >0,
C(xt) <0, (45)
RT(t+s)x # 0or C(x,t) # 0.

Take the corresponding g-valued connection 1-form as:

b (i L pslfi(t 4 8) —ri(t 4 5)fy Jds (46)
g XTR(t+5)qt 145 — C(x, ).

Theorem 3. For the one-period financial market (S?, St R, A%, AV ), the GNA condition is equivalent to the
NA condition.

Proof. By a direct computation, the g-valued curvature 2-form is:

k(x,s) =dTl
- Sk (X Gheslisjlt+5) = riglt +9)f],4]
XIR(t +5)qte+s — C(x 1) - tit4sl'if Ul tt+s
- ! I (g o i .
XTR(t +5)qtt4+s — C(x, 1) [;Xk;qt'HS(rk](t +5) = rij(t+8)fi105)]

[Lri(t+ )} s — (14 ADSH (DT n0) + (1= AL (D)1 20))] i A ds. (47)
j
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(=) When k(x,s) = 0, we have

Y q{,tJrs [#ij(t +5) —rij(t + S)ftj,tﬂ]
Y i (4 9)q} s — [(1+ A9)sE (D)1, 0y + (1= AD)sP ()1, )]

= A(s), Vi (48)

where A(s) is an arbitrary function with respect to s, which is independent from x;, Vi. By (48), then
we have

Yrijt+ ) s = (14 ADSI (D10 + (1= AD)sE(E)1py <)) + aielo A0, (49)
j

where g; is a constant which is independent from s and x;, Vi.

e For buying the asset i (i.e., x; > 0), we take a; < 0; thus, x; Z]« rij(t + s)q/t',tﬁ < x(14Af)sf, and
then Zj ri]-(t + s)q]t/tﬁ < (14 Af)st.

o  For selling the asset i (i.e., x; < 0), we take a; > 0; thus, x; }; 7;;(t + s)q{,tﬂ < x(1- /\f)sf’, and
then Y, 7;;(f + ) s = (1—AD)sh.

Thus, we obtain (1 — A?)s? < Yirii(t+ s)q{Hs < (14 Af)s?, that is
xTR(t +5)qtt+s < C(x, t). (50)

From Definition 16, if an arbitrage opportunity exists in this market, then there exists a strategy
x = (x1,x,- -+, x,) such that

RT(t+s)x >0,
C(x,t) <0, (51)
RT(t+s)x # 0or C(x,t) # 0.

Thus, for any girs = (q}/tﬁ,q%’tﬂ,- . ,q}t’t+s) € R?,, xTR(t +8)qtt+s — C(x,t) > 0, which
contradicts (50). This implies that the market (S*, St R, A%, AP ) satisfies the no-arbitrage condition.
(«<=) Suppose by contradiction that x(x, t) # 0, that is,

Y it )y 7 L1 ADSE (0 0y + (1= AD)SH ()L cop) + agels A0, 52)
]
where g; is a constant which is independent from s and x;, Vi. Thus, one can obtain
(14 AD)s? ()1 ym0p + (1= AD)s? (D11 cy] — YLri(t+ $)) s > —ajelo Al (53)
]
or

[+ ADSH Lm0y + (1= ADSL Ly co] = Lot 4 5] < —areli 4G, (54)
j

For buying the asset i, from (53), it is not hard to see that

C(x,t) = XTR(t 4 8)qr 45 > — ina,-efos Alu)du (55)
i

Notice that from the arbitrariness of a;, one can take 4; < 0,Vi, we have Y ;x;a; < 0.
On the other hand, from the no-arbitrage condition, we have xTR(t + S)gti+s < C(x,t), so
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infyerr C(x,t) —x"R(t +5)qir+s = 0, together with (55), we get — ¥ xa; elo Awdu 0, that is,
Y x;a; > 0, itis a contradiction.
For selling the the asset i, from (54), we also have

C(X, t) _ XTR(t + S)qt,t+s > — inaiefg A(u)du' (56)
i

Similarly, one can take a; > 0, Vi, we have ) ; x;a; < 0. On the other hand, from the no-arbitrage
condition, we have x" R(t + 5)qt+s < C(x, t), this means that infycgr C(x,t) — X' R(t + 5)gt 45 = O;
together, with (56), we get — ) ; xiaiefos Alwdu 0, that is, Y x;a; > 0, it is a contradiction.

Above all, we know that the assumption x(x,f) # 0 is false. This completes the proof of
Theorem 3. [

4. Example

In this section, we will prove that the geometric no-arbitrage is equivalent to the existence of
solutions for a maximization problem.

With the assumptions in Section 3, we consider a utility function U, which is a real C2-function,
strictly monotone increasing and concave.

Definition 17. The instantaneous rate of net cash flow at time t is defined as

Ys(x,t+h) — Ys(x,t)]
h-Ys(x,t) '

Iy(x, t)ﬁhlirgl+ Et[ (57)

Then, the maximization problem of expected utility of net cash flow is

(P1) max E(U(Iy(x,1))], .
st iri(t+ S)Qt prsdxi — [Li(1+ )‘a)s 1, >O}dx1 + (1 - )S;;l{xi<0}dxi] =0

The constraint condition is given by the self-financing strategy.

Theorem 4. The financial market (S°(t), S(t), R(t), A*(t), Ab(t)) is of geometric no-arbitrage if and only if
there exists an optimal solution of the maximization problem (P1).

Proof. The Lagrange principal function of maximization problem (P1) writes

F(x,7) = E:[U(Iy(xt)) Zrl (t+39) qttﬁdxl —Z(l+)\?)s£1{xi>0}dxi

i

— Z 1 — Sbl{x <0}dx )] (58)

Thus, the optimal solutions of (P1) are exactly the solutions of the following equations:

aFé:;” = Ey[U' (I (%, ) - 25200 — [y (5 (8 + )
- 21(1 + /\a) ll{x >O}dxi + Zz( Ab)szl{x <O}dx')]] =0, Vi (59)
'r]) =Yiri(t+ S)Qt prsdXi — [ (14 Af)s ll{x soydx; + yi(1— )Si,l{xi<0}dxi] =0

It follows, foralli =1,2,--- ,n

Ys(x, t+h) — Ys(x, )

— lim E t[ h'YS(X,t)

0X; h—0+

]=0 (60)
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that is equal to

. Ys(x, t+h) — Ys(x, t)
Iim E
B e S AECH)

] =0 (61)
If the bid-ask prices 5%(t), S?(t) and payoff R(t) of 1 assets satisfy the assumptions in Section 3.1,
then (61) becomes

A Yot k) —Yabot)
P T S A e 62)

with the expression (16), and the g-valued curvature 2-form is zero if and only if there exists at least
one solution of (61).

If the bid-ask prices S%(t), S?(t) and payoff R(t) of n assets satisfy the assumptions (21)—(23) in
Section 3.2, with the expression (25), the coefficients of g-valued curvature 2-form are

lim Ys(x,t+h) — Ys(x, t) o lim 0 Ys(x,t—l—h)—Ys(x,t)' 63)

k(i t) = 8% h-Ys(x t) 0 ax; h-Ys(x 1)

Foralli=1,2,---,n,&(i,t) = 0 if and only if Equation (61) has at least one solution.
Above all, the g-valued curvature 2-form is zero if and only if there exist optimal solutions of the
maximization problem (P1). O

5. Conclusions

In this paper, we reconstruct the frictional financial market (S(t), S?(t), R(t), A“(t), Ab(t)) as a
principal bundle based on the stochastic differential geometry. When the bid-ask prices and the payoff
follow the geometric Brownian motions, there exists an equivalent probability martingale measure
(risk neutral measure) in the market if and only if the geometric no-arbitrage holds. In this case, it is
not hard to show that an option pricing issue based on the no-arbitrage is consistent with an option
pricing issue based on the risk neutral measure.
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