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Abstract

If nothing or very little is known about a stock market or if there is
hardly any trustworthy historical data and one can not estimate a reliable
set of parameters in order to construct a consistent probability model
for the stock returns or, simply, one is not convinced by the analyzed
economical and financial information necessary for decision making, is
there a function that takes into account this lack of information and
helps us build optimized portfolios?




1 Introduction

In 1952, H. MARKOWITZ published his now famous article Portfolio
Selection 7], which describes a method to construct portfolios if one has
a certain amount of information gathered in two well known statistical
parameters, the expected return and the variances and covariances for
each stock return. His approach consists of two stages: the first stage is
to determine these statistical parameters. As MARKOWITZ says, he does
not treat this part in depth. The second stage starts with this estimated
information and proposes a rule to construct optimized portfolios.

In our following discussion, we will present and discuss the second
stage of MARKOWITZ’s approach. This is done in the section 2. At the
end of section 2, we will briefly discuss the difficulties one encounters
in the first stage MARKOWITZ’s approach, and the limitations of how
MARKOWITZ defined a tool that he introduced in Stage 2: the risk mea-
sure. In the third section, we will discuss another risk measure and in the
forth section we suggest an alternative method to construct optimized
portfolios when MARKOWITZ’s Stage 1 is far from being accurate. To do
so, we introduce SHANNON’s entropy, first in an intuitive manner, sec-
ond in an axiomatic structure, but both in a financial environment. We
then propose our rule, where the notion of entropy plays an important
role for determining the portfolio in question. In Section 5, we will show
some numerical simulations with portfolios formed with stocks from the
Bombay market, stocks chosen from several central-eastern European
stock markets, stocks from the Dow Jones Industrial Average Index,
stocks from the Shanghai Stock Exchange and stocks from the the Swiss
market. We conclude in Section 6.

2  Classical approach: MARKOWITZ

Who controls the past, controls the future: who controls the present controls the past.

We suppose that an economic agent, wanting to invest a certain
amount x (in monetary units) into the stock market, knows which mar-
ket (or markets) he wants to invest in and the let N be the number of
stocks to be analyzed and eventually chosen to be part of his portfolio.

'G. ORWELL, 1984



This subset is known as the universe. We make the assumption that
the values of the stocks are not calculated in a deterministic manner, but
form a stochastic process, ‘since the future is not known with certainty’
2 Let pit € Ry be the value of the ith stock at time t. Then one is in-
terested in the behavior and properties of the N-dimensional stochastic
process

{Pt}tETa

where T' C Ry is a certain time interval determined in advance and, for
all teT,

P (QAP) — (RY, Bgy, Pp,)
w — Pt(w) = (pu, . apN,t)v

where (2 is a sample space, 2 a o-algebra and P is a probability measure
on (£2,2(), and Bgy, is the Borel o-algebra on RY, and Pp, is the distri-
bution measure of the random vector P;. Although this is the random
process that is responsible for all the uncertainty, in what we will discuss,
usually, one focuses more on another, very linked, random process: the
returns, during a certain time 7 > 0, of the stocks. These are defined in

Definition 1. The return r;,; for the ith stock at time t, over the

elapsed time T > 0 1s
Tirt = Pit ci=1,.... NandteT .
Dit—r

Usually, one is interested in daily, weekly, monthly, quarterly and/or
yearly returns. Therefore, it is natural to see 7 with one of these time
lengths. From now on, except otherwise stated, we will focus on monthly
returns. Hence, we remove the index 7 work on a discret time basis,
T:={1,...,n}.

To continue our exposition, we need to introduce some definitions and
assumptions. The first assumption is very strong: we will suppose, from
now on, that the distribution measure (or law) of the returns does not
depend on t € T, that is, the random vector r of the returns is

r. (QramTo]P)T) - (RT;O?BRQIWPT)

w — r(w) =y,

2Refer to [7].



where (), is the sample space of r, 2, the o-algebra and P, is the prob-
ability measure on (€2,,2,), and P, is the distribution measure of the
random vector r. To avoid overloading the notation, we will suppose
that we are at a certain predefined period of our evolving process, say
teTist=j" € Z for a fixed 5*. All of the following definitions are
easily extendable for all t € T'.

Definition 2. The budget equation for an investor with initial wealth

x > 0, assuming to hold X; > 0 shares of stock i,i=1,...,N, s

N

i=1
Definition 3. The portfolio weight wvector m = (my,...,mN) is de-
fined by

Xipi

= —p,zz 1,...,N.
x

Definition 4. The portfolio return, for a portfolio weight vector m,
1s defined by
N
r’ o= Z ;.
i=1

For Definition 2 to be coherent, one has to assume that each stock
is perfectly divisible, that is, one can hold X; € Ry, shares of stock
i, = 1,...,N. Also from Definition 2, we do not allow short selling,
that is X; £ 0 Vi € {1,...,N}. We also assume that each random
variable r; is integrable with respect to it’s probability measure, that is
E[r;] =: u; < 400, which is nothing more than the expected return for
the stock 1.

We can now define the following important quantity:

Definition 5. The portfolio expected return is defined by

Elr™] = ZWM = (7w,

where T = (my,...,7N) is the portfolio weight vector, u = (p1, ..., j1iN)
is the vector containing the expected returns of each stock and (-|-) rep-
resents the usual scalar product.



Because of the randomness of the value of the stocks, the value of the
budget equation may be larger or smaller than x after a certain time.
Therefore, since the value of the budget equation being smaller than x
is unwanted, there exists a notion of ‘risk’ when one invests an amount
x in the stock market. Automatically, the question of how to measure
‘risk’, arises. If an answer is given, then, with the above definitions at
hand and assuming the choice of the market and a subset of stocks of
this market is done, our aim is to answer the following question:

Out of the total amount z, what are the weights my, ..., 75 that should
be invested in the N stocks respectively if we want to minimize ‘risk’
but, at the same time, seeking a portfolio expected return greater or
equal to p (p being given in advance, and p is to be seen as a return

greater or equal to the return of a risk free investment)?

There is no absolute answer to this question, and the answer will
of course depend on a very large number of variables, spreading from
economical, social and historical context from one side of the spectrum,
to the individual himself, his knowledge and information about markets
and his adversity to risk and confidence on his decisions, on the other
side of the spectrum.

To answer this question, we now present the main ideas of the work
of H. MARKOWITZ. His article, Portfolio Selection [7], begins with ‘ The
process of selecting a portfolio may be divided into two stages. The first
stage starts with observation and experience and ends with beliefs about
future performances of available securities. The second stage starts with
the relevant beliefs about future performances and ends with the choice
of portfolio™.

It is the second stage that we are interested in. In MARKOWITZ'S
article, the guiding idea of the rule to be applied in the seconde stage is
‘diversification’. ‘Diversification is both observed and sensible; a rule of
behavior which does not imply the superiority of diversification must be
rejected both as a hypothesis [about investment behavior| and as a mazxim
labout investment behavior]'*. Even though it is stage 2 that delivers an
answer to our question, there is an important element in stage 1 that we
must take into consideration. This concerns the task of calculating the

3Refer to [7]
4Refer to [7]



parameter set ® that determines the probabilistic model for the stock
returns. MARKOWITZ’s approach suggests to consider (u,o) as deter-
mining parameters where p = (pq, ..., uy) is the vector containing the
expected returns of each stock and o := (O'z"j)i)je{17._.7N} is the variance-
covariance matrix of the returns for the N stocks, i.e. 0;; := Cov|r;, 1]
is the variance (when i = j) and covariance (when ¢ # j) for the returns
of stocks 72 and j. MARKOWITZ implicitly makes the hypothesis that the
returns are square integrable random variables, i.e. E[r?] < 400 V 4. It
is with the help of these two parameters that MARKOWITZ presents his
‘expected returns - variance of returns’ rule, that ‘implies diversification
for a wide range of y;, 05

MARKOWITZ considers ‘the rule that the investor does (or should)
consider expected return a desirable thing and variance of returns an
undesirable thing’®. He continues by saying that ‘the concepts “yield”
and “risk” appear frequently in financial writings. Usually if the term
“yreld” were replaced by “expected yield” or “expected return,” and “risk”
by “variance of return,” little change of apparent meaning would result.’”.
Finally, he states that ‘variance is a well-known measure of dispersion
about the expected’®. Therefore, MARKOWITZ suggests to take the port-
folio variance that is defined below as a measure of risk.

Refer to [7]
6Refer to [7]
"Refer to [7]
8Refer to [7]



Definition 6. The portfolio variance is defined by

Var[r™] = E[(r"™ — E[r"])? = E[(Z T — Z mifti)?]
= E[(Z (7
= E[Z T, ,uz ‘l_ Z Z 7T’L7Tj — M ( - :u])]

=1 Jj=1
i#]

N
o 2
= E m; Bl(ri — i) +§ E:WZWJE[ )( Nj)l
—J“ =1 175]1 Uw
N
= :E M0,
i=1 j=1
011 012 ** O1N
T
012 022 -+ O2N ,
= (’/T1 7TN) . .
TN
O1N O2N *'* ONN
= n'lorw

2.1 Selecting the portfolio weights 7;

We are now ready to follow MARKOWITZ’s ‘expected returns - variance
of returns’ rule (E-V) to find an optimal portfolio. ‘The E-V rule states
that the investor would (or should) want to select one of those portfolios
which give rise to the (E,V) combinations [that are] efficient [...] i.e.,
those with minimum V for given E or more and maximum E for given
V or less™. We will focus on the first part of the rule, i.e. ‘those with
minimum V for given E or more’'. This can be seen as the following
problem: minimize the portfolio variance Var[r™] but, at the same time,
the portfolio expected return E[r"] must be greater or equal than a given
lower bound, that is E[r"] > p.

9Refer to [7]
10Refer to [7]



Mathematically, this is formulated as:

Problem 1.
min {Varr"]}

TeRN

under the constraints
1. m>0vVie{l,...,N}
N
2. Zﬂ'i =1
i=1
3. E[r™ = p (for a given p) .

In other words

among all the theoretically possible portfolios m € R, we only consider

the portfolios that satisfy the constraints, and within these portfolios,

we have to determine the one with the smallest risk (i.e. the smallest
variance).

Note: The type of portfolio management where we solve Problem 1
for each monthly period, will be called Markowitz portfolio management

type.

2.2 Solving the problem

Problem 1 is a quadratic optimization problem. This problem can be
solved by using standard quadratic programming algorithms. We will
not discuss these algorithms here. For our numerical experiments we will
use the quadratic optimization problem solver from Matlab. However,
two important questions must be answered:

I When is it possible to find a solution?

II Under what conditions do we have a unique solution, i.e. when do
we have a unique 7* that solves Problem 17

Let us answer the first question. Var[r™] is continuous with respect
to 7, therefore it will reach a minimum over all compact sets of RY. The
three constraints in Problem 1 define closed sets in RY and therefore
their intersection is closed. Together, constraints 1) and 2) define a

8



bounded set, hence the three constraints form a closed bounded set in
RY thus compact, and so, it is not difficult to see that for a solution to
exist, it must be in the feasible set, that is, it must satisfy the constraints
in Problem 1, i.e., p must be well chosen.

Concerning the second question, if the matrix o is positive definite
and invertible, then there is one and only one 7 that solves Problem 1
(refer to Appendix A).

This concludes Stage 2. This can be summarized by the following
diagram:

STAGE 1 . STAGE 2 . OUTPUT OF RULE
Information Rule with Optimized portfolio
and analysis constraints 70 = (m,...,m,)

Determining p g: m=1
and o i=1

>0 i=1,... N
E[r™] > p

If we work with three stocks, we can give a geometric illustration of
the situation. We will proceed in the same way as MARKOWITZ did in [7,
pp 83]. The main idea is that one can express the variable 73 in function
of the other two (m; and my) with the help of the third constraint (i.e.
2?21 m; = 1). We can therefore work in two dimensional geometry. We
have chosen three different stocks

[ Cesky Telecom, a telecommunication operator quoted on the Prague
Stock Exchange,

IT Mol Magyar 0laj- ES Gazipari, an oil and gas company quoted
on the Budapest Stock Exchange,

ITI Millennium Bank, a bank quoted on the Warsaw Stock Exchange.



CESKY
= s
TELECOM

v

Figure 2.1: Company symbols of the three stocks.

In diagram below, the feasible set is the triangle © 0,0, 0)0.1),©,1)(0,0)
(black segments). In blue, we have the contour lines of the portfolio
variance Var[r”™], where we have made the adequate substitution: 73 =
1 — m — m9. Analytically, this gives us the two variable function

V(Ti‘l,ﬂ'g) = 7'('%(0'1’1 — 20’172 + 0'3’3) + W%(O-Q,Q — 20’2’3 + 0'3,3)
+2mma(012 — 013 — 023 + 033) + 2m1 (013 — 033)

+2m9 (023 — 033) + 033,

where o0; ; are the components of the variance-covariance matrix of the
returns. The small black dots as well as the small black circles repre-
sent the contour lines of the portfolio expected return E[r"| with the
same substitution as above. This gives us, analytically, the two variable
function

E(mi,m) = ps + w1 (pn — ps) + m2(p2 — p3),

where p; are the expected returns for each stock. To not over complicate
the diagram, we have shown only two contour lines: E = 1.5% and
E = 2%. The thick blue point shows the respective weights 7 and m
for the stocks of Cesk Telecom and Mol and their weights were calculated
by solving Problem 1 with p = 2% (i.e. asking for a 2% or more monthly

10



return). For this, we have taken a sample set of 84 monthly returns,
dating from January 1999 to December 2005.

Figure 2.2: Contour lines of the portfolio variance and expected return with the optimal
portfolio.

2.3 Difficulties and limitations

What about the first stage? We must deal with it in some way or an-
other, if we want to determine numerical optimized portfolios. Although
MARKOWITZ, in a footnote, writes ...

“This paper does not consider the difficult question of how investors do
(or should) form their probability beliefs [...] (ui, 0i) M.

and in his ending paragraphe he stresses the point that ...

‘In this paper we have considered the second stage in the process of
selecting a portfolio. This stage starts with the relevant beliefs about the
securities tnvolved and ends with the selection of a portfolio. We have
not considered the first stage: the formation of the relevant beliefs on
the basis of observation’'?.

he does, however, say that ...

‘One suggestion as to tentative fi;, 0;; is to use the observed y;, o for
some period of the past.’’?

HRefer to [7]
12Refer to [7]
13Refer to [7]
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However, is the past a reliable source of information? How ‘long’
is the past, i.e. how much data has to be collected?” Last, but not
least, is the portfolio variance a ‘good’ measure of risk? Large positive
returns, for a certain stock, would be considered, by the investor, as a
positive property. However, this property will make the stock’s variance
relatively big and this has a negative impact when it comes to minimizing
the portfolio variance. In the next section, we introduce another risk
measure from the literature.

3 A more recent approach: CVaR

When one invests in stock markets, it is almost inevitable to encounter
temporary losses, but large losses are definitely unwanted. Therefore,
one is interested in studying the losses to see if it is possible to define
‘risk” in another way than only regarding the portfolio variance as a risk
measure. One can interpret ‘risk’ by saying that a ‘risky’ investment
is one that might have large losses. One way to quantify losses is to
proceed in the following manner.

We suppose that a random vector r of the returns has a density p,
that is, by definition,
p: Rgo — Ry

is a positive Borel measurable function verifying

P.(A) = /p(y) dy VA€ Bgy,.
A

Let IT € RY be the set of the available portfolios, i.e. II := {7 €
RNm > 0, i = 1,...,N and Zf\il m; = 1} and the " coordinate
corresponds to the weight in the portfolio of the i stock. We consider

a function
f IIx Rgo — R

(m,y)  +— f(my):=1—(7ly)
that quantifies the loss associated with the portfolio 7, where y is the
vector containing a sample of returns. Since y is the image of the random
vector r, then, for a fixed 7, f(7,-) is a random variable, that is

f(m, ) (RQO,IB%RJ;,PT) — (R, Bg, P(x,))
Y — 1 —(7ly),

12



where Bgr is the Borel o-algebra on R and Py ) is the distribution
measure of the random variable f(r,-).

We are interested in the probability of not exceeding a loss of o > 0.
This is given by

Pyny(—00,a]) = Pr({y € RY|f(m) € (—00,a]}) = / o(y) dy
f(my)<a

Therefore, the last term in this equality, can be seen as

By definition, for a fixed w, ¥(m,-) : R — [0, 1], is the cumulative
distribution function (CDF) for the losses associated with the portfolio
7. It is nondecreasing with respect to a. We assume that the CDF is
continuous with respect to «, implying that the set of y with f(7,y) = «
has probability zero, i.e.,

/ﬁ@MyZO
f(my)=a
3.1 Defining Conditional Value-at-Risk (CVaR)

Definition 7. For a fized m € 11, for a fized 3 €]0,1] that is to be seen
as a probability level, the VaR and CVaR for the loss f(m,-) are denoted
by ag. and ¢z respectively and they are defined by

apr = min{a € R|Y(r, a) > B}

dpx=1—=0)" [ f(m,y)p(y) dy.
f(my)zapx

Remarks and interpretations

I as, exists. This is because we assumed that W(r,-) is continuous
and nondecreasing with respect to a so there must be at least one

13



ap such that ¥(m, ag) = §. Since ¥(m, ) is not necessarily a strictly
increasing function, but it is continuous with the properties that
lim ¥(m,a) =1 and lim ¥(m,«a)=0,
a—00 a——00
the set of @ € R such that ¥(7,a) = § form a bounded interval,

that is closed because W(, ) is continuous. In this case, o, is the
left endpoint of this interval.

IT VaR is the lowest amount s, such that, with probability 3, the
loss will not exceed ag,. In other words, ag, can be seen in the
following manner: for the portfolio 7, there is (1 — ) probability
of losing a3, or more.

IIT ¢g~ is the conditional expectation of losses above the amount ag .
In other words, the probability average (expected value) within the
losses that have less than (1 — ) probability of occurring, is ¢g3,,.

Di stribution function of | osses
0.07 T T T

0.06

Probability of
1-8

0.05~

0.04 -

0.01

2 -15 -1 -0.5 0 05 1
Losses

Figure 3.1: Example of a loss distribution with its VaR indicated

14



With these remarks and interpretations, it is fair to say that CVaR
can be seen as a measure of risk. VaR can also be seen as a risk measure.
We will not deal with the difficulties in calculating it, which is beyond
the scope of this project. However, already from a theoretical point of
view, VaR has one main disadvantage compared to CVaR. It may happen
that a portfolio has a small VaR but its distribution is such that it may
still have very disastrous events (losses of 60% and over, for example)
with relatively high probability of occurring. This is not captured in the
single real number ag . On the other hand, CVaR is well adapted to this
scenario since, in this case, the CVaR will be relatively large: being an
expected value, the disastrous events with high probability of occurring
will have a strong impact on the CVaR and thus the CVaR is sensitive
to this circumstance.

We would like to have CVaR as a convex function of 7, which would
be coherent with the idea of diversifying the assets and not placing the
entire investment into one stock. We would also want an efficient method
to find, among all the portfolios that we are interested, the portfolio
that minimizes the CVaR (i.e., the portfolio with minimum ‘risk’). In
particular, the method should avoid approximating the density function
p, which in practice is rarely known.

For this task, we will follow what ROCKAFELLAR and URYASEV did
in [11]. The idea is to work with the following function:

Fy: IxR — R
(ra) — at(1—§)" / [F(m,y) — a]*p(y) dy

yeRgO

where
[t]* B {twhent>0

0 when ¢t <0

This function is well defined (i.e. the integral fyeR;VO[f(ﬂ’ y)—a] p(y) dy <

+00) if we suppose that E[|f(,y)|] < +oo ¥V 7 € IL. Since [f(r,y) —
o]t p(y) is positive V (m,a,y) € II x R x RY;, then to see that the
function is well defined, it is sufficient to find an upper bound for the
integral fy [f(m,y) —a]Tp(y) dy (i.e. an increasing bounded sequence

N
eR3y

15
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—E]|f (r.y)[]<-+oo0 =1

The motivation to work with this function comes from the following
reasoning: let a be such that U(mw, a) = . Then P,(f(m,y) > «a) =1-73
and

Elf(m,9)|f(r,y) > a] = ( /fwy
_ E[f( )X{f 7ry)>a}( )]
B (f(r.y) > o)

E[O‘X{f(ﬂ,y)xx} (y) + [f(’iT, y) - Q]+]
B (f(m,y) > )

= a+(1-B8)'E[[f(m,y) — ]

A property of Fs(m, o) is that it is convex with respect to (7, «). To
see this, we will proceed in several steps.

First of all, V y € R%, fixed, the function (7, a) — f(7,y) —
a is affine, and hence convex. Secondly, V y € ]R>0, the function
(m,a) — [f(m,y) — o]t is convex since it is the composition of the
function (7, ) — f(m,y) — o with the nondecreasing convex function
t — [t]" and by the following lemma, the composition is convex.

Lemma 1. Let g be a convex function from RY to R and let v be a convex
function from R to R which is nondecreasing. Then h(z) := ¢(g(x)) is
converw.

Proof. For all 2,y € RY and X € ]0, 1], we have by definition
gz + (1= Ny) < Aglz) + (1 - N)g(y)

16



Now ¢ is nondecreasing, therefore, applying ¢ to both sides of the in-
equality yields

h(Az + (1= A)y) < p(Ag(z) + (1= A)g(y))
< Ap(g(x) + (1= Aelg(y))
= Mi(x) 4+ (1= N)h(y)
Therefore, h is convex. O

Thirdly, it is clear that Fs(m,a) = a + (1 — )~ fyeRN[f(W,y) —
al"p(y) dy is convex with respect to (7, «) whenever the integrand

+

g(m, a,y) == [f(m,y) — a] " p(y)

is convex with respect to (m, ). Defining G(m,a) = [ g(m, a,y)dy
yeRN

and from what we have seen above, we have, Vr,7 € RYV aj,as € R
and A €]0, 1] that

g (T, 1) +(1=A) (7, a2), y) < Ag((m, 1), 9)+(1-N)g((F, a2),y) ¥y € RY,
and by taking the integral over all R with respect to y leads to

/ g a) + (1= N)(F,an),y)dy < A / o((m, 1), y) dy

yeRN yeRN

which, by definition, is
GA(m, 1) + (1= A)(, 02),9) < AG(m, a1,9) + (1 — NG(#, a2, ),

and thus concludes the proof that Fj(m, «) is convex with respect to

(7, ).

Another property of Fj(m, ) is that it is continuous with respect to
(7, ). We will use the theorem in Appendix B. Let (7, &) € II x R and
define

N
I NGay = {(ma) e IxR| ||(m,a)], = _Zl\ml +laf < M}

17



Il g(m, a,y) == [f(m,y) — a]"p(y)

For a fixed y € RY, g(7, o, y) is continuous V (7, ) € II x R and we
have seen that g(m, o, y) is integrable with respect to y € RY,V (7, a) €
IT x R. We must find a function h integrable with respect to y such that

V (m,a) €I x R, |g(m, o, y)| < h(y),V y € RV,

For (m,a) € NM , we have

Hf(?ﬂy)—aﬁp(y)l 11— (7ly) —alp(y)
(L+[{7]y)] + la))p(y)

(1-+‘Cﬂ) (y)-+ HWH Hyng(y) since Cauchy-Schwarz
(1 + [e])p(y

(1+M)p(y) + K*Mlyll1p(y)

NN NN N

Therefore, if we suppose that [ [ly|l1p(y) dy < 400, then the function
yGR/

hiraoan(y) == (1+ M)p(y) + K*M|lyll1p(y)

is integrable and so the function (m,«) — [ g(m, o, y)p(y) dy is con-

yeRN

tinuous V (m,«) € II x R. The hypothesis [ ||yllip(y) dy < +oo is
yGR

equivalent to ask that [ y;p(y)dy < 400, i = 1,..., N, and this, by

yER/
definition, is the expected return for the stock i, (i.e. Ely;] < +00,i =
1,..., N)(refer to Appendix C). Therefore, in our modeling, we only
have to require the existence of the first moment of the returns and no
longer the second moment, i.e., for the random vector Y of the returns,
we must have E[Y] < +o0, which means

[ yip(y) dy
yERgb < 400
HWZQ/W@M%Z : :
yeRY, [ ynply)dy | < +oo.
B yeRgO

The next theorem gives us a useful method to calculate the CVaR for
a given portfolio 7 € II.

18
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Theorem 1 (Rockafellar & Uryasev (2000)). /11, Thm.1]
I As a function of o, F(m,-) is continuously differentiable.

II Defining the set Ag . by

Apr = {s € R[F3(m, s) = min{Fs(m, a) } },
ac

we have that Ag . is a nonempty closed bounded interval.

III For all w € 11, the C'VaR 1is
Ppr = min{ Fs(m, @)}

Proof. We first have to show that Fj(m,-) is continuously differentiable
with respect to a. For m € II, let us compute the limit

19



f(my)>a+h

- [ty - @ty ay)]
f(my)za

= gmg[n + -9 (U - anwa

h—0
f(my)za+h

= [rowdy— [(tr0) - )ty dy)

f(my)=a+h f(my)za
o (1-5)"
= lm|l o+ (F(m.y) — a)p(y) dy

where (o, + h) is one of the two intervals [a, v + h] or [a + h,al,
depending on the sign of h.
We will show that the first term,

=P [ () = ot o

f(my)e(a,a+h)
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converges to zero when h — 0. Taking the absolute value, we have:

0 < 152 [ Ut -t i |
f(my)eaath)
< \hl / [2]p(y)

anh

- O—BYl/pwﬁw

f(’ﬂ',y)*ae(o,h)

Now, to see that

[ oy o (3.1)
f(ﬂ—vy)_aem

we define the sets

Ay ={y e RY|f(my) —a € (0,h)} A= {yeRY|f(r,y)—a=0}
and the two functions:
G RYy, — R Go: RYy — R
y o py)xa,(v) y — py)xaly)
We have that:

[ {, — (y pointwise on y, if h — 0
I [G(y)| < ply) ¥ hand ¥y € RY

Therefore, by the Dominated Convergence Theorem (D.C.T.) (refer to
Appendix D), we have:

[owiav= [away 2L [awa. @2

f(m,y)—ae(0,h) yeRN yeRN

Since f is affine, the set A is a subspace of RY of dimension N — 1.
Therefore, it is a negligible set for the N dimensional Lebesgue measure.
Consequently, the value of the integral of ¢, in RY will be zero.

Looking at the last term, we have

21



lim (1 — )" / oydy = -8 [ oydy + / o) dy)

h—0
f(my)za+h f(my)za f(my)—ae(0,h)

This is because the second term converges to zero because of the Limit
3.1. and hence

lim Fﬂ(w,a + h) — Fg(w,a)
h—0 h

—1-(1-9)" [ plw) .
f(my)za
Defining a function v by
vy: R — R
a — / p(y) dy,
f(ﬁay)_O‘}O

and given o and & in R close to each other (for example, & = & + h
for a certain h), then, by the Limit 3.2, the difference

(@) = 1(@)] — 0

converges to zeros, thus showing the continuity with respect to « of our
derivative.

By what we have seen then, Fj is continuously differentiable with
respect to a with derivative

%(W,Q) =1-(1— 5)‘1/p(y) dy,

f(my)za
and by definition of ¥, we have

O (ra) = 1= (1—p) (1 - W(r,a))

oo
= (1=-0)"[1 =B ~1+9(ra)
= (1=p0)"'[¥(m,a) - F].
Knowing that Fj is convex, for a given m € II, a point where the

derivative of Fp(m,-) vanishes, is the minimum of the function (refer
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to Appendix E). This minimum is attained by one or more a € R,
that, by definition, are in As,, and are precisely the ones that satisfy
%ZB (m,a) = 0 which is equivalent to ¥U(m,a) — 8 = 0. As discussed
above in the remarks, the set of a that satisfy this last condition form
an nonempty closed bounded interval. This concludes the second point

of the theorem.

With the following calculations, we will show the third point of the
theorem. By definition of ag,, we have ag, € Ag,, so that

min Fp(m, @) = F3(m, apx) = g+ (1—6)7 /[f(?f,y)—@ﬁ,w]+P(y) dy.

acR
yeRN

Looking at the integral, we have

[ ) = s dy—/fﬂy Dy —as [ iy

f(my)zapq T.Y) =057 f(my)=ap

In the above, the first integral is, by Definition 7, (1 — 3)¢s - and the
second integral is 1 — W (7w, as), but ¥U(m, as,) = (. Thus,

min Fi(7, o) = agr + (1 — A - B)ppr — apr(l—B) = ¢pn

a€eR

This concludes the third point of Theorem 1 and completes the proof. [

The theorem above permits us to see, without ambiguity, ¢z, as a
function of 7, that is:

op: II — R
T+ ¢p(m) == min{Fs(m, a)},

a€eR

and we are interested to find a minimum with respect to m € II. For the
CVaR seen as a measure of risk, this would represent the search for the
portfolio 7 € II that has minimum risk. Since ¢4 is continuous (because
it is the minimum with respect to another variable of a continuous func-
tion) over a compact set, then the minimum min;en{¢g(7)} is attained
and so we have (refer to Appendix F)

min{¢4(v)} = min{min{Fy(r.0)}} = min _{Fy(m.0)}.
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We are also interested in having ¢3 as a convex function with respect
to m, that is, we want to have V w,7 € Il and X € (0,1)

(AT + (1 = N)7) < Agp(m) + (1 — X)dp(7)

To see this, we proceed as follow: by definition of min, we have for all
e >0, d ay, ay such that

Fy(m,on) < 8(7) + € and Fy(7, az) < (i) + ¢

Multiplying the first inequality by A, the second by (1 — \) and adding
them together, yields in:

A@p(m) +€) + (1 =N (gp(n) +€) = AFs(m,ar) + (1 = A)F(7, az)
Fa(A(m, an) + (1 = A)(7, az))
Fg()\ﬂ + (1 — )7T /\041 + (1 — )\)042)
ds(Am + (1= N)7)

VoWV

WV

and this gives us

Adp(m) + (1= N)dp(T) + € = ¢p(Am + (1 — A)7)

Letting ¢ — 0, we obtain the desired result, the convexity of the risk
function.

Having introduced another measure of risk, and studied its properties,
we can now define a new strategy for portfolio selection.

Problem 2.

F
o é?éﬁxR{ (m, )}

under the constraints

1. m>0vie{l,...,N}
N

2. Zﬂ'zzl
1=1

3. E[r™] = p (for a given p)

Note: the first two constraints are redundant since all © € II satisfy
them. However, we decide to write them out again to have the same
presentation as Problem 1, and thus making the analogy easier in one’s
mind.
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3.2 Determining the portfolio with smallest CVaR

Taking variance as a risk measure, we were confronted to solve a quadratic
programming problem. This new risk measure, CVaR, seems difficult to
minimize because it involves the distribution p, which is a difficult quan-
tity to approximate numerically. However, we now show that one can
reduce the optimization problem to a linear programming problem.

The expectation term in Fa(m, ) (that is, the integral), can be ap-
proximated by using a historical sample set {y; iy of stock returns, and
this gives the approximated function

F(r,a) = a+(1-0)"! / [ w)—al* ply) dy = o+ S [1 — (mly) — o],

yERng . J J/

-~

=:Fj(m,q)

where 1 = (n(1 — 8))~!. If we introduce the auxiliary real variables
zj, 3 =1,...,n, then solving Problem 2 (with the function Fg) , 1s equiv-
alent (refer to Appendix G) to solving the following linear programming
problem:

Problem 3.

(m,a,z) ERN XRxR™

min {a+pn Z z;i}
j=1

under the constraints

L. m>0Vie{l,. .. N}
N
2. izzlmzl
3. E[r™] = p (for a given p)
4.2, 20V je{l,....n}
5.z 21— (rmly;) —aVjed{l,....n}
where = (n(1 —B3))~1.

Our objective function in Problem 3, is only a scalar product between

WV

the variable (7, ..., 7N, @, 21, ..., 2,) and the vector (0,...,0,1, u,...,
(m1 Ns @, 21 n) ( B -5 1)
= =n
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and all the constraints form convex sets and so the feasible set (i.e. the
intersection of all the constraint sets) is convex. Therefore the optimiza-
tion Problem 2 has been reduced to a linear programming problem.
Note: The type of portfolio management where we solve Problem 3 for
each monthly period, will be referred as Min CVaR portfolio management

type.
Again we can ask about the existence and uniqueness of the solution
7, to Problem 2. From the discussion above we have

o Cgleing{Fﬁ(m )} = min{min{Fs(r, a)}} = min{ps(m)}.

Because ¢g() is continuous, our theoretical Problem 2 will have a solu-
tion on all compact set of RY. Again, if there is an appropriate choice
for p, then the constraints for Problem 2 are a nonempty compact set
in RY, and thus a minimum exists. For uniqueness, it can be shown
(refer to Appendix H), that for N = 2, the Hessian matrix of Fj(m, a) is
a positive definite matrix, and since the function is convex, it therefore
has one, and only one (7%, @*) that realizes the minimum. We still need
to further investigate for the case where N is arbitrary.

As for Problem 1, we show a two dimensional illustration of the sit-
uation. In red, we have the contour lines for the objective function F 3,
were we have fixed a = 0.1296. This a corresponds to the o that, with
the optimal portfolio (the thick red point), minimizes F 3. The same data
and the same value of p were taken as for Figure 2.2.

Figure 3.2: Contour lines of the the objective function and expected return with the
optimal portfolio.



4 The new approach using entropy

‘I believe that better methods [...to find p; and o, ...], which take into
account more information, can be found.’'*, says MARKOWITZ. Even if
we have this “information’, are we certain that it is reliable? And, what
about if we do not have this ‘“information’? Supposing that we are not
able to determine the probability model, to calculate the parameter set
® or to verify the necessary assumptions and to quantify other variables.
What can we do?

4.1 The SHANNON entropy

1) Phys Grandeur qui, en thermodynamique, permet d’valuer la dgradation de I'nergie d’un systme.
‘L’entropie d’un systme caractrise son degr de dsordre.’
2) Cybern Dans la thorie de la communication, nombre qui mesure l'incertitude de la nature d’un

message donn partir de celui qui le prede (I’entropie est nulle quand il n’existe pas d’incertitude).

If one states that ‘randomness’ is omnipresent, we can agree up to
some point where, we will argue that there are some phenomena that
are ‘more random’ than others, or, in other words, there are some sys-
tems that work very deterministically or, are said to be very certain,
while others seem to be very hazardous, or, are considered to be very
uncertain. Very quickly, we are faced with the following questions

I How ‘much’ randomness is contained in a system?
IT How uncertain is the phenomenon?

The notion of entropy tries to answer this question.

4.2 Empirical approach

We will place our discussion in a financial environment and introduce
the notion in two steps.

I If we are very certain that the k' stock in our universe has good
chances for positive returns and its risk is low and that we are

HMRefer to [7]
15Petit Larousse
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confident about our choice, then we should invest a relatively large
proportion of x (our initial amount) in it. This gives

1
m,~1 <= —~1 ‘small.
Tk
If, on the other hand, we are very uncertain about the returns and
risk of the j™ stock, then we should invest a relatively small pro-
portion of x in it. This gives

1
T <<1l&= —>1 ‘large’.
Ty
Therefore, as a measure of uncertainty about our decision, we can
take 7%

IT It is a well established fact that our perception (or our understand-
ing) of a signal (this could be a variable or some information that
we managed to quantify) is proportional to the logarithm of this
signal, i.e.

log(‘signal’) ~ perception (or understanding)

With these two ideas at hand, we can summarize our situation by

1
Uncertainty in the decision concerning the i stock ~ log(—) .
T

Since we are concerned with N stocks, then we are interested in the
aggregated quantity

1 N
N Z — log(m;).
i=1

However, it seems more realistic to take the weighted average, i.e.

N
- Z (v log(m)
1=1

This can be defined as the entropy of a portfolio. We give a formal def-
inition after we have presented the axiomatic approach, in the following
subsection.
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4.3 Axiomatic approach

My greatest concern was what to call it. I thought of calling it ‘information’. But the word was
overly used, so I decided to call it ‘uncertainty’. When I discussed it with John Von Neumann, he had a
better idea. He told me: < You should call it entropy, for two reasons. In first place, your uncertainty
has been used in statistical mechanics under that name, so it already has a name. In second place,
and more important, no one knows what entropy really is, so in a debate you will always have the

1
advantage.>> 6

We will now present the axiomatic version for defining the entropy of
a portfolio. We will not give the axioms in one block but rather present
them along our discussion. Let us consider the two extreme situations.
If on one side, we reject the assumption that the future is unpredictable
and that everything can be calculated deterministically, or that, after
gathering all the necessary information, we conclude that the i stock
will have the largest return and we are certain about our decision, then

the portfolio 7 should be of the form 7 = (0,..., 1 ,...,0). If, on the

other hand, we are uncertain about everything or WeZ have no information
at all, then the most rational way to construct a portfolio would be
T = (%, e %) Between these two extremes situations, is it possible
to construct a function H that takes a portfolio as its argument and
associates to this portfolio, a quantity that reflects the certainty (or
uncertainty) of our decision, which is linked to the portfolio, or more
precisely, which is linked to how the portfolio is composed? We might
answer this question if we introduce several assumptions on the function

H. Up to now, we can summarize the situation by

It is known which We know Portfolio
— —
investment will have what to do. 7=1(0,...,1,...,0)
the largest return. H(m)=0
It is unknown which We do not Portfolio
. . B B 1 1
investment will have know what to T= (% %)
the largest return. do. H(7) = max

16C. SHANNON, quoted in [13], page 20
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Note: by convention, we have chosen H(m) = 0 when ‘We know what
to do” and H(mw) = max when ‘We do not know what to do’.

As a preliminary axiom, we impose

H(?Tl,...,ﬂ'N) = H(?Tg(l),...,ﬂ'g(N))

for all o € Sym(IN), where Sym(N) is the group of all the permutations
of {1,..., N}. This means that our certainty of our decision in investing,
for example (if N = 3), 70% in the first stock, 20% and 10% in the second
and third stock respectively, is the same as if we would have invested
20% in the first stock, 10% and 70% in the seconde and third stock
respectively.

Having introduce this idea, we are able to define the domain set of
the function H

H: II/Sym(N) — Ry,

where II/Sym(N) is the set of all the orbits. This means that for all
7 € 11, we define the action of the group by

Cum=0u(T1,...,TN) = (To(1),- - To(N))
where 0 € Sym(N). The orbit 7 is the set {o.7 | 0 € Sym(N)}. Then
I1/Sym(N) :={z | x € I1}.

Intuitively, this means that an element (71, 0,0, 74,0, 0, 77) in I1/Sym(N)
is the same as (77, 0, 14, 0, 0, 71, 0), which again is the same as (my, 74, 77,0, 0,0,0).

To not overload our notation, we make the following simplification.
Let w € II. Let I :={i1,...,ix} C {1,..., N} be the set of indices such
that m; = 0 for all 4 € {1,..., N} \ I;. From what we have seen above,
we have H(m) = H(m;,,...,m,,0,...,0). Our simplification is

H(ml,...,mk,o,...,O) = H(ﬂ_ilu---;ﬂ-ik)
k N—k k
We now introduce axioms for the function H. Let us look at the case

where there is very little information, but enough to decide if there are
some stocks that will not be chosen. Let N be the number of stocks in

the universe. We define f(j) := H(=,...,—-) for j € Z>;. We impose
J

N

J
the following conditions on f called Axiom I:
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[ f(N) must be the maximum value of H.

IT f(-), as a function of the number of chosen stocks in the universe,
is a strictly increasing function. The idea behind this is that if one
takes n < N securities, this means that the investor has ‘some’
information since he decides not to invest in the N —n other stocks.

IIT f(1) = 0, meaning that there is either total determinism or that the
investor is completely sure about investing the hole of the value x
into one stock.

Suppose that there exists M, L € Zsy such that ML = N. Let us
consider M baskets of stocks in the universe, all of them having L stocks.
Suppose that we are still in the case where there is very little information
available, or that the market seems totally unpredictable. We impose on

1 1
TR m)
the following property: the certitude of deciding to invest in the j bas-
ket does not influence the uncertainty in deciding how to invest among
the L stocks. In other words, if we decide to invest only in one basket,

then the remaining uncertainty in deciding how to compose the portfolio
after having chosen the basket, is f(L), that is

FML) = H

FIML) = f(M) = f(L) = f(ML) = f(M) + f(L)  gpiomII

Let us now look at the case where we have some information that
we can rely on to make our decision, that is, among the 7 < N stocks,
we decide to invest with the portfolio m = (my,...,7;). Therefore, the
quantity H(m) reflects our certainty (or uncertainty) of our decision,

Let A et B be two nonintersecting subsets of stocks of the portfolio

with |A| = r and |B| = j — r as their respective cardinals. The weights
of A and B are

Ta=71+--+m and 7p=mp1+ -+

respectively. Our aim is to link H(w) and H (w4, mp), where H(ma, 7p)
is to been seen as the uncertainty in deciding between the subset A or
the subset B.
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If we know for sure that we have to invest in the subset A, then the
uncertainty in deciding among the portfolio based on the subset A is

7 (L
TA TA
On the other hand, if we know for sure that we have to invest in the
subset B, then the uncertainty in deciding among the portfolio based on

the subset B is

(Ot D
TR TR
We claim (postulate) that the remaining uncertainty in deciding the
portfolio composition, knowing in which subset (either A or B) one must
invest in, must be the average of the two ‘conditional’ uncertainties in

deciding. This leads to

T o T iy
H(r) = H(ma,75) + maH(—, ..., =)+ apH(—2 2D Aviom I1T
TA TA TR TR

For technical reasons, we need to impose a continuity condition,

¢ — H(q,1—4q) Aziom IV

is continuous over (0,1) (and ¢ € (0, 1)).

The task to find such a function might seem difficult, but with the
help of the following theorem, we know exactly how H is defined.

Theorem 2. [13] H is a function that satisfies Azioms I,... IV if, and
only if

N
H(my,...,7N) = —C'Zm log(m;),
i=1
where C € Ryy.

Remark: m;log(m;) = 0 if m; = 0 for a certain ¢ € {1,..., N}. This is
because of the fact that: lim,_xlog(z) = 0.
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Proof. [=] The first step of the proof is to show that f(M) = C'log(M)
where M € Z>o and C' € R.y. By Aziom Il we have, for s € Z1,

f(s*) = f(ss) = f(s) + f(s) = 2f(s)

and by induction f(s*) = kf(s) for all k € Z>,. We fix M € Z= and let
r € Z~o. We know that there is a unique k such that 2" € [M*, M**1).
By Axiom I we have

since M* < 2" < M then f(M*) < f(27) < f(MM)
which yields, by the induction argument above,
kF(M) <rf(2) < (k+1)f(M).
By the properties of the log function, we have
log(M*) <log(2") < log(M*™) and klog(M) < rlog(2) < (k+1)log(M)
Hence
b J@

log(2)
<r——=<k+1 and k<r
f(M) log (M)

< k—+1,

and therefore
@) g 1
f(M) logM' ~r
Since r was chosen arbitrarily, we have f(M) = (f(2)/log(2))log(M),
which concludes the first part of the proof.
The second part of the proof consists of showing that

H(q,1—q) = —Clqlog(q) + (1 — ¢) log(1 — q)]. (4.1)
From now on, we will let C' := 1£g((22)) and keep in mind that the value

of C' depends on the ‘initial value’ of f(2). We show (4.1) for ¢ = % €
Q and by the continuity of the function H (Axiom IV'), the results
holds for all ¢ € (1,0). Lets consider a portfolio with s stocks which is
uniformly weighted (that is, for the security i, its weight is m; = % for
all i € {1,...,s}). We divide the set containing all the s stocks into
two subsets A and B, with |A| = r and |B| = s — r as their respective
cardinals. We therefore have, for the weights of A and B, w4 = r% and

mp = (s — )1 respectively. We also have

H(ﬂ,...,ﬁ):H(17/8,...,17/S):H(l,...,—):f(r),
TA TA /S /S T T
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and

Trt1 Ty _ 1/s 1/s
H g’ ’773) H((s—r)/s (S—T)/S)
- H(— )= (s =)

(s=r)""(s=r)
From Axiom III, we obtain
rSs—r

F(s) = H(Z. =) + = () +

S S

S—7Tr

f(s—r).

By the first step of the proof, we know the value of f(-) and letting
q:= %, we get

Clog(s) = H(q,1—q)+qClog(r) + (1 —¢q)Clog(s — ),

hence

H(q,1—¢q) = —C|qlog(r) —log(s) + (1 — q)log(s — sq)] since r = sq

1 —q)log(s) + (1 — q)log(1 — q)]

- -

We have proved the second part of the proof.

In the third part of the proof, we proceed by induction. Let n € Z-,
be the number of stocks under consideration. The second part of the
proof (4.1) shows the result of the theorem when n = 2. We suppose
that the result holds for n < N — 1, where N € Z-, is the number of
stocks in the universe. Let m = (my,...,7my) be a chosen portfolio. We
again divide the set containing all the stocks into two subsets A and B,
with |A| = 1 and |B| = N — 1 as their respective cardinals. Without loss
of generality, we place the first stock ¢ = 1 in the subset A. We therefore
have, for the weights of A and B, m4 = m and mg = 1 — m; respectively.
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By the third axiom, we have

H(?Tl,...,']TN) = H(Trlyl_ﬂ-l)—i_ﬂ-lH(%)
T m
+ (- H( >

)

g

P

1—7T1 .’1—71'1

~
to calculate H,we use the induction hypothesis

= —C[mlog(m) + (1 —m)log(1l —m)] + m\hi:(f}l

(1= m)(-0) 3 i oalp )

i:

= —C’[wl log(m) + log(1 — m1) — m log(1 — m) +

% mi(log(m;) — log(1 — Wl))}

1=2

N
— —C|mlog(m) + 3 milog(m) + log(1 — m)
1=2
N

—log(1 — m) Z ! ]

1=1
=1

N
Therefore H(my,...,mn) = —C Y m;log(m;).
i=1

[«<] We will verify the axioms.

Verifying Axiom I Since log is an increasing function, we obtain, for
n < N,n,N € Z>( and for C' > 0,

log(n) < log(N)
—C’log(%) < —Clog(%)
—C3 Hog(l) < —C'% Llog(d)
i=1 i=1
fGon) < fla o w)-

Therefore f as a function of the number of stocks in the universe,
is a strictly increasing function.
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Verifying Axiom II By definition of H, we have

H(3ps- - 31) = —CZ MLlog(ﬁ)

and by the definition of f we have the second axiom.

Verifying Axiom III By hypothesis, we have

N
H(my,...,7n) = —CZ’]T@' log(m;) with C' € R+
i=1

Let
TA Z:7T1—{—..._|_7TT andﬂ'B ::777,_|_1_+_..._|_7Tn
then
H(ma,mp) +maH(E, o =) - mpH (2, )

B 771'3
r

= —C(malog(ma) + mplog(mp)) + ma(—C > 77:_,4 log(%))
i=1
rp(—C Y Zlog(2))
1= r+1

= —Clnalog(ma) + wplog(mp) + > m; log(%)

+ Z i log(-)]

i=r+1
= —Clmalog(ma) — log(ma) > 7 +7plog(mp) — log(rp) > m
1=1 i=r+1
=TA =TB

+ 3 mlog(m) + Z i log(m;)]
2—1 i=r+1

— —C’Zm log(m;)) = H(my,...,7N).
i=1
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Verifying Axiom IV If N =2, then, because x — xlog(x) is con-
tinuous for x € Ry,

H(m,1—m7)=—C(mlog(m) + (1 —m)log(l —))

is continuous, and hence the last axiom is verified, and we have
completed the proof.

[

From this theorem, we see that all the functions that have the proper-
ties that we are interested in, differ only by a constant C. It is therefore
reasonable to choose C' = 1 for the function one wants to work with.
This gives us the following definition.

Definition 8. The entropy of a portfolio 7 is

H(T() :H(ﬂ'l,...,m\;) = —Zmlog(m).

Having introduced the notion of entropy, let us suppose that we know
very little about the returns of the stocks under consideration, but as-
sume that their first moment exists. It is then possible to construct
the vector u, either from historical samples, or from qualitative based
financial information coming from banks, brokers or financial institu-
tions that we juge reliable. Then, we suppose that we know nothing else
and that we will not even introduce a risk measure in our rule to con-
struct our portfolio. This lack of information concerns our uncertainty
in deciding, therefore, at this stage, we should maximize the entropy
of our portfolio and thus, by doing so, it reflects the fact that we are
missing information that would otherwise allow us to construct, what
we would think to be more ‘certain’ portfolios. It is important to note
that maximizing the portfolio’s entropy does not violate MARKOWITZ’S
guideline idea of ‘diversification’, since portfolios with a high entropy
are diversified: the one which has maximum entropy is the one that is
mostly distributed (diversified) throughout the NV stocks of the universe.
This new approach having been introduced, we will expose the underly-
ing mathematical problem. Instead of maximizing H, we minimize —H,
which is of course equivalent.
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Problem 4.
min{—H (m)}

well

under the constraints

1. m>0Vie{l,....N}

N
2. Zﬂ'i =1
i=1
3. E[r™ = p (for a given p)

Note: The type of portfolio management where we solve Problem 4
for each monthly period, is, from now on, called Max Entropy.

4.4 Solving the problem

We can use a numerical solver for this problem. In our simulations, we
have used the fmincon function in Matlab, that minimizes a nonlinear
function with linear, and/or none linear constraints.

Asking ourselves about existence and uniqueness of a solution to Prob-
lem 4, we can again easily answer the first question by noting that —H is
continuous on the compact set Il and a solution exists if p is well chosen.

For uniqueness, refer to Appendix I.

We again show a two dimensional illustration of the situation. In
green, we have the contour lines for the entropy function. The thick
green point is the optimal portfolio according to this type of portfolio
management. The same data and the same value of p were taken as for
Figure 2.2 and Figure 3.2.
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Contour lines (Entropy)
Optimal portfolio (Max Entropy)
Expected return (1.5%)
Expected return (2%)
Delimiting feasible set

|
o-ef

Figure 4.1: Contour lines of the entropy function and expected return with the optimal
portfolio.

In the next figure, we superimpose Figure 2.2, Figure 3.2 and Figure
4.1.

Contour lines (VAR)
I

Contour lines (CVaR)
(

s (Entropy)

rtfolio (Markowitz)

Optimal portfolio (Min CVaR)

Optimal portfolio (Max Entropy)
(1.5%)

Figure 4.2: Contour lines of the portfolio variance, the objective function, and the
entropy function and expected return with the three optimal portfolios.

In the table below, we show the composition (in %) of the different
optimal portfolios determined by the three different types of portfolio
management.

Cesky Telecom Mol Millennium Bank

Markowitz 17.7% 4.7% 77.6%
Min CVaR 29.5% 7.9% 62.6%
Entropy 42.9% 23.8% 33.3%
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5 Numerical comparison

The back testing was done in the following manner

Data The data was taken in different stock markets: one collection,
denoted by INDIA was taken from the Bombay Stock Exchange (25
stocks from the BSE 30 Index), another, denoted by 0ST, came from
several central-eastern European stock markets (22 stocks), another
universe, denoted DOW was the Dow Jones Industrial Average Index
(from from the New York Stock Exchange), another came from the
main stock exchange of the People’s Republic of China, Shanghai
(21 stocks from the SSE 50 Index) and denoted by PRC, and the last
univers, from the Swiss market (42 stocks from the SMI Expanded),
denoted by CH. All the prices were expressed in €. All the data was
taken from one source : DataStream.

Time Interval We chose 48 monthly periods, that spread out through
4 consecutive years (2002, 2003, 2004, 2005).

Parameters & Samples The calculation of the parameters in Problem
1 and the sample need to estimate the integral in Problem 2 were
treated in the following way

I The expected returns and the variance-covariance matrix were
calculated for each different period with the last 36 monthly
returns preceding the period where we determine the portfolio.

IT The sample consisted of the last 36 monthly returns preceding
the period where the portfolio was determined.

The index The index was calculated by taking the market capitalisa-
tion MC' (in €) of each stock in the universe, and determining the
weights of the portfolio index 7! as a capitalized-weighted basis,

that is

~ .
> MC;

i=1

The source for the MC;,i =1,..., N, was DataStream.

The Tests For each monthly period, Problems 1, 3 and 4 were solved.
For the universe INDIA and OST, the parameter p in the constraints
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(the demanded expected return) was 2% (it approximately corre-
spondes to a 26.8% annual return), for the universe DOW and PRC,
p was 0.15% (which represents about 1.82% annual return) and for
the universe CH, a 0.5% monthly return was asked (corresponding
more or less to 6.17% annual return).

Graphics The graphics, that can been seen below, have been produce
for the INDIA, OST, DOW, PRC and CH universe. The first
graphic shows the evolution of an initial wealth of € 1.- during the
48 monthly periods for the three different types of portfolio manage-
ment. The index is also shown, as well as the uniform portfolio
(i.e. all the weights are always %) The second graphic shows the
annual performance for each type of portfolio management as well as
for the uniform portfolio and the index, i.e. the percentage increase
(or decrease) between 12 consecutive monthly periods. A horizon-
tal yellow line is shown, indicating the annual risk free rate that we
took as 1.5%. The third graph shows the cumulative amount that
was traded (selling and buying stocks) in ordre to re-balance the
portfolio at the end of each period. This statistic, that we will call
flux, is shown for the three types of portfolio management and for
the uniform portfolio.

We now present our graphics for our numerical simulation.
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Figure 5.1: Evolution of an initial value of € 1.- with different type of portfolio man-

agement asking for a 2% or more monthly return over 48 monthly periods with stocks
in INDIA.
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Figure 5.2: The four annual performance in % with stocks in INDIA.
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Figure 5.3: The total amount of flux for different type of portfolio management with
stocks in INDIA.
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Figure 5.4: Evolution of an initial value of € 1.- with different type of portfolio man-

agement asking for a 2% or more monthly return over 48 monthly periods with stocks
in OST.
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Figure 5.5: The four annual performance in % with stocks in OST.
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Figure 5.6: The total amount of flux for different type of portfolio management with
stocks in OST.
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Figure 5.7: Evolution of an initial value of € 1.- with different type of portfolio man-
agement asking for a 0.15% or more monthly return over 48 monthly periods with
stocks in DOW.
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Figure 5.8: The four annual performance in % with stocks in DOW.
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Figure 5.9: The total amount of flux for different type of portfolio management with
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Figure 5.10: Evolution of an initial value of € 1.- with different type of portfolio
management asking for a 0.15% or more monthly return over 48 monthly periods with
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Figure 5.13: Evolution of an initial value of € 1.- with different type of portfolio
management asking for a 0.5% or more monthly return over 48 monthly periods with
stocks in CH.
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Figure 5.14: The four annual performance in % with stocks in CH.

48



18

16~ -

141 i

12~ -

10+ -

Total anount of flux (in absolute val ue)

Figure 5.15: The total amount of flux for different type of portfolio management with
stocks in CH.

Notes and Remarks From the first graph of the evolution of the ini-
tial value, we are tempted to conclude that our approach works well.
It performed very well on the INDIA universe and this market is
supposedly the one where we have little information. Compare to
the other types of portfolio management, Max Entropy also per-
formed well in the PRC univers. Min CVaR, however, was not very
convincing in this market.

Concerning the OST univers, maximizing the entropy of the port-
folio was very similar to the uniform portfolio. Max Entropy per-
formed relatively well in the last two years but it did not take ad-
vantage of the bull market of the first two year, where Markowitz
and Min CVaR did. We can see that the Min CVaR type of portfolio
management was very performant and consistent, i.e., all the annual
performances were ‘good’. In the DOW univers, Max Entropy only
managed to beat the index. In the third year, while Markowitz and
Min CVaR managed to have a positive annual performance, Max
Entropy fell back and did not managed to recover this loss in the
last year.
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However, Max Entropy did not performed well at all in the Swiss
market where it did not even beat the index. In the first year, Max
Entropy had the the worst annual performance. The three other
annual performances were were not that bad, but not enough to
catch up with the loss of the first year. On this market, Min CVaR
was not very successful either. Both of theses types of portfolio
management did not performed better than the indice. It is inter-
esting to see that the uniform portfolio was the one that performed
the best and by far in this market.

6 Conclusion

In general, maximizing the entropy of a portfolio can sometimes lead to
a better performance than with other methods. However, it is very well
known that

and so, it is difficult, if not impossible, to firmly conclude. One should
note that in the five universes that we presented, the uniform portfolio,
followed by the Max Entropy portfolio management type, were the ones
that had the smallest flux. The flux of the uniform portfolio ranged
between € 2.- to € 4.-, while the flux of Min CVaR (which was all ways
the largest except for the universe PRC, where it was slightly smaller
than the flux of Markowitz), was between € 13.- and € 20.- . In practice,
this means that there would have been smaller transaction costs for the
uniform portfolio or Max Entropy than for Min CVaR or Markowitz.

We have other types of portfolio management in mind that one could
investigate. One problem that we can consider would be:

Problem 5.
min{—H(m)}

TeERN

with the constraints

1.m>0vVie{l,..,N}
N

2. 271'2:1
1=1
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3. Var[r™|] < r to guarantee a maximum theoretical risk r or less

Note: The type of portfolio management where we solve Problem 5 for
each monthly period, is called Max Entropy (RISK) and by Markowitz
(RISK), we mean the type of portfolio management where we solve the
Problem 6, which we present just below.

Problem 6.
max{E[r"]}

TeRN

with the constraints
1.m>0Vie{l,..,N}
2. Z T, = 1
i=1
3. Var[r™] < r to guarantee a maximum theoretical risk r or less

We have done some tests, and we haven seen that in this case, our ap-
proach performed well on the Swiss market. For this test, the parameter
r was taken to be r = 7%.
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Figure 6.1: Evolution of an initial value of € 1.- with different type of portfolio man-

agement demanding for a 7% or less variance over 48 monthly periods with stocks in
CH.
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One could also investigate the effects if we worked with ‘Relative-
Entropy’. That is, for fixed portfolio weights ¢; (ex. the index),

N
T
Hp_p(m) ==Y m log(;) .
i=1 !

This could be interesting to compare with ETFs (Exchange Traded
Funds). One could continue and investigate other strategies such as:
for A1, Ao, A3 € [O, 1] and A\ + X+ A3 =1

T\ 1= MTVAR + \Tcver + A\3TME,

where my 4 minimizes the variance, moy,g minimizes CVaR and /g
maximizes entropy, all three under the usual constraints.

Note: The figure on the first page shows the entropy (on the z-axis) of
all the possible portfolios composed of the three stocks: Cesk Telecom,
Mol, Millennium Bank. On the x-axis, we have the risk (measured with
the CVaR), on the y-axis, we have the expected return and the z-axis
is the entropy. The three ‘foot’ correspond to the portfolios that are
totally concentrated on one stock. At these points, the entropy is zero,
and on the x-axis and y-axis we have the risk (CVaR) and expected
return respectively for the stock in question. The rest of the black dots
show all the other portfolios where the hight of each black dot is the
entropy of the corresponding portfolio.
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Appendix

A Uniqueness of the solution for Problem 1

We will show that Problem 1 has a unique solution if ¢ is invertible.

Definition 9. We say that the matric A € Maty n(R) is positive
semi-definite if
t'Ar >0V zeRY.

Definition 10. We say that the matriv A € Maty y(R) is positive
definite if
v'Ar >0V zeRY\{0}.

Theorem 3. A variance-covariance matriz o is positive semi-definite.

Proof. Since, by definition, the covariance between two random variables
X; and X is Cov[X;, X|| := E[X;X||-E[X;]E[X]], which will be denoted
by 0;;, we have for all z € RY

tlor = ééx%aw
_ i % w1 (B[X X ;) — E[X]E[X;])
Y i EIXX] 22:1:% XJELX;]

= B3 3w XX - i% Bfe: X Bfr; X

and a variance is always greater or equal to zero. O

We now show that if o admits an inverse, then o is positive definite.
To this end, we use the spectral theorem in R:

Theorem 4. Let A € Maty y(R) be a symmetric matriz. Then
e Specy C R
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e A can be diagonalized

o 3 {x1,...,ax} C RY an orthogonal basis of eigenvectors of A
(Azi = Nizj, N € RV i and (z;]z;) =0V i,j and i # j)

Theorem 5. Let A € Maty n(R) be a symmetric, positive semi-definite
matriz. Then
3 A~ <= A is positive definite

Proof. [=] Let # € RV \ {0}. By the Spectral theorem, we can express

x in the basis formed by the eigenvectors (z = % a;z;). Calculating the
product, we have =
N
(x|Az) = Z ;x| Z o sz = Z(aixi\kjozja:j}.
i=1 _/\ i ¥

Since (x;|z;) = 0 for all ¢, j and ¢ # j, we have

(z|Az) = Zm ;]| (A1)

Since A is positive semi-definite, this last expression must be non-negative,
and from

o ||7;||*> > 0V i because {z;}Y, formes a basis

e a? > 0Viand 3 j (at least one) such that a; > 0 because z €
M\ {0}

e (A.1) holds for all z € RY (and in particular for any «;)

we conclude that A\; > 0V 4. If \; > 0V 7, then we have that A is a
positive definite matrix, concluding the first part of the proof. This is
true because, by hypothesis, A is invertible. In fact, we have

B Al < Tz +#0such that Az =0
<= 0 is an eigen value

Therefore, A™13 <= Spec, C R\ {0} (Spec, C R already since A is
symmetric (spectral theorem)). Hence, A; > 0 V 1.
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[<] Let x € RV \ {0}. Because A is positive definite, we have
N
(w|Az) =Y afAillai]” > 0.
i=1

Therefore, as above, this is true for all x € RY (and in particular for
any «;) and so we must have \; > 0 V i. Again, from above, if all the
eigenvalues are in R \ {0}, then the invertible matrix A exists which
concludes the proof of the theorem. O

We will now see that if A € Maty y(R) is positive definite, then there
exists a unique x that solves the Problem 1. To see this we consider
Problem 1 as a particular case of the more general problem:

Problem 7. Let A € Maty n(R) either be a positive semi-definite or a
positive definite matriz, a € RY be an N-dimensional vector and let ¢
be the function

1
o(x) = §acTA r+a'x

The problem consist of finding an x that minimizes ¢ under the condition
where x belongs to a predefined feasible set ' = Ic N Ec, where Ic :=
{x € RY|Bz < a} consists of the inequality constraints and Ec = {x €
RN|Cx = B} consists of the equality constraints, with B and C real
matrices of dimension k X N and | X N respectively, and o and 3 are
predefined vectors.

Note: By defining the sets

-1 0 --- 0
, 0
0o . ; m :
Ic:={n ¢ R"| : .0 : < 0 H
o --- 0 -1 TN
D
_ILL1 o o .« o _/"LN
m
Eci={meRY|(1 -~ 1) : |=1}
TN

in our case, the feasible set is:
F:=1Ic N Ec.
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Let us show, for Problem 7, that any local minimum is a global mini-
mum if A is positive semi-definite and that the solution to Problem 7 is
reduced to a unique x if A is positive definite.

If ' = (), the constraints of the problem are such that the problem
itself is not interesting since there is no feasible point. We suppose,
therefore, that F' # (). If is reduced to a single point F' = {Z} (this
could be the case if, in the equality constraints Ec, C' is an N x N
invertible matrix), then Problem 7 has one, and only one solution. Let
us suppose that F' is not reduced to a singleton. Let ¥ € F' be a local
minimum, that is, there exists ¢ > 0 such that

VaeN(i)={z cR||i;— x| <ei=1,...,N}
we have
¢(7) < o(x).
Let x € F and T # &. Defining =) by
zy:=(1—=N)T+ Az, A € [0,1]

we have that x) € F' because

Bxy=(1—-XN)Bit+ ABx < (1 —XMa+ \a=a.
Hence x) € Ic. In addition,

Cry=(1=-XNCi+XCz=(1-XN)[F+\0=7,

and hence ) € Ec. Therefore, x) € F for all A € [0, 1].
We now focus on a particular point,

ve = (1— i +£x, 0< €< ¢

maxi{\ii — i’z‘}
Since ¢ > 0, we have that z¢ # . We also have

ze € Ne(Z), V € such that 0 < £ < <

maxi{|§ci — SI_}Z|}7
because, if one takes the largest value for &, one has:

€

Te=1T+ 5;‘),

T —
maxi{|:bi — Q_JZ|}
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and therefore every coordinate of x¢ differs from the corresponding coor-
dinate of £ by no more than €. One can take an € < € sufficiently small
so that

€

T — 1) <1
mwﬂ@—@ﬂw ) <1,

and therefore, from what we have seen above, we have z. € F NN (%)
and thus

6(7) < P(xe).
If A is positive semi-definite, we have
gA—me—mUA@—xy:m>q 0<A<l.
Let us suppose that ¢(Z) < ¢(&). This implies that 3 n > 0 such that
8(2) = (@) — .

To continue, we must establish the following equation: x) defined as
above, one has

o(wr) = (1= N)o(2) + Ao(T) — (A= X*)(@" —3")A(@ —7), (A.2)

N | —
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which follows from the simple but relatively long computation.

P())

—xIAaz,\ +a'xy

T

“[(1=Nz" +A2A[(1 = NE + AZ] +a' [(1 - N)Z + A7)

i

“[1=XNz2"A+ Az A1 = N2+ A7) +a'[(1 = N)E + AT]

§[(1 — N2 A+ A1 =Nz AT+ A1 — Nz Az + N2z A7
+a"[(1 =N + \7]

%[(1 — 22X+ M) AT+ (N = AT AT + (A — M)z Az 4+ Nz AT
+a"[(1 =N + \7]

%[sﬁTA:E — 23T A7 + N7 AT + i T AT — N3 Az

+ATT AT — N7 Az 4+ N2 AZ] +a' [(1 — N)i + A7)

%[(1 — Nz Ai + 2" Az — Mz Az — i A

+XN (3" A7 — 3 AT — 7 AT + 3 AZ) + A3 AT + AT Al
+a'[(1— N7 + A7)

%[(1 —Ni AT+ T Az — N (=i A+ 3T Az + 7" Ad — 7T Ax)
HN—3" AL + 2 TAT + 2 AT — 7 AZ)] +a' [(1 — N)E + A7)

%[(1 L NFTAG+ATTAT 4 (A — ) (@TAG — 3) + 3T A®E — 7))
+a'[(1 =N + \7]

%[(1 CNETAF 4+ NETAT 4 (A= ) (& — A — 7))
+a'[(1 = N)E + \Z]

%[—(A )@ — 2)AGE — &) + (1— N Ad + AxT Az
+(1—XNa'#+Xa'z

(1— A)[%:ﬂAi +a'7] + )\[%:fTAf +a' 7

—%@ _ )@ — 2 AG — 7)

(1= X)6(&) + A6(2) — 5(A = V)@ —2")A(E — 7).

If we replace k and ¢(Z) = ¢(&) — n in Equation (A.2), we have

d(xr) = ¢(T) — A\ — k = ¢(T) — (A + K),
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and since A and 7 are strictly greater than zero we obtain

¢(xx) < (), YA € (0,1),

and, in particular, for A = £, and this is in contradiction to ¢(Z) < ¢(x¢).
Therefore we conclude that ¢(&) < ¢(z) if A is positive semi-definite.
In other words, if A is positive semi-definite, then all local minima take
the value of the one and only global minimum.

If A is positive definite, then, since T # I,

1
§(A — ) (@' —zDNA(E—2):=k>0, 0<A<Ll.
Supposing that ¢(z) < ¢(&), there exists an 1 > 0 such that
o(z) = o(2) —n.
If we replace again k and ¢(Z) = ¢(Z) — n in Equation (A.2), we have
o(zx) = ¢(2) — (M) + k),
and since k is strictly greater than zero we obtain

QZS(SC)\) < ¢(5E)7 VA€ (07 1)7

and, we again have the same contradiction. Therefore we conclude that
o(2) < ¢(z) for all z € F and T # 7 if A is positive definite. In other
words, if A is positive definite, then there is only one local minimum,
and hence only one global minimum that is reached by one and only one
point .

B Continuity of an integral with respect to a pa-
rameter

We present the theorem with a more general statement than what we
need. Letting (E, 2, 1) be a mesure space, we define

LYE, u] = {f:(E,2) — (R,Bg) | f is 4 — measurable function,
Je|fldp < +oo}/ ~

where By is the Borel o-algebra on R and ~ is the equivalence relation
defined by

f~gs f—ge{f:(E,A) — (R,Bg)| f =0 u—almost everywhere}.
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Theorem 6. We consider a measure space (E, 2, 1), a topological metriz-
able space X and a function g : X x E — R. We suppose that

1. for p—almost ally € E, g(x,y) is continuous with respect to x € X
2.Vre X, g, )e LY (E, A u)

8.V xg € X,3N(xg) a neighborhood of xy and 3 h € L1 (E, 2, ) such
that ¥ x € N (xy) we have

lg(x, )| < h p— almost everywhere.
Then the function x — [ g(x,y) du(y) is continuous with respect to x.
E

A proof of this theorem can be found in [3], page 98.

C Equivalence on the hypothesis

The equivalence

/ lyllip(y) dy < 400 <= /yz-p(y) dy < +oo,i=1,....,N

yeRY, yeRY,

is due to the following theorem that we present with slightly more general
hypothesis.

Theorem 7. Let p: R" — Ry be a positive function. Then

/ylp(y) dy converges , i=1,..., N < /\yl|p(y) dy converges ,

yeRN yeRN
for i=1,...,N.

Proof. We show both sides of the equivalence with the same reasoning.

/ yip(y)dy = / yip(y)dy — + / yip(y) dy

yeRN y€[0,+oo[N y€]—o0,0[N
- / o) dy  — / wilo(y) dy.
y€[0,400[N y€]—o00,0[N
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If we multiply the second integral by —1, it will still converge and so,

/!yzlp ) dy /\yzlp )dy = /\yzlp ) dy.

€[0,4-00[V yeRN
(]

We conclude the equivalence of the hypothesis with the following ob-
vious equalitieS‘

Z /\yzlp )dy = /Z\yzlp )dy = /Hyzlllp

yERN yeRN = 1 yeRN

D Dominated Convergence Theorem

We give a particular statement of the Lebesgue Dominated Convergence
Theorem. We denote by A the Lebesgue mesure, that is:

Mla, B]) = —«, Vintervals |«, f] C R,
and the set of Lebesgue integrable function over R is
LR, Al := {f: (R,Br) — (R,Bg) | f is a Borel measurable function,
Jz [fldX < +o0}/ ~
where By is the Borel o-algebra on R and ~ is the equivalence relation

f~ge f—ge{f: R Bgr) — (R,Bg)| f=0\—almost everywhere}

Theorem 8. Let {f,}2, be a sequence in LIR,\|. We suppose the
following:

o VreR, f(x) =lim, . fu(x) (point by point convergence)
e 3 g e L[R, \ such that

—0<g(zx)VzeR
—|fu(x)| < glzx) VneNVzeR

We therefore have:
o f LR,

o limy, oo [ |fn — fldA =0
o limy, oo [ fndX = [ [dA
A proof of this theorem can be found in [12], page 24.
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E Convex functions and their minimum

Theorem 9. Let F' : R"™!' — R be a convex function such that F is
continuously differentiable with respect to its last variable, i.e. ¥V x € R”
fized, 2L () exists and is continuous. We suppose that there exists ay

e
%];f(ozo) = 0. Then

such that

V z € R"fized, F,(o) is a minimum.

Proof. We suppose that there exists o # o such that F,(«a) < F,(ap).
Without loss of generality, we can suppose that o — oy > 0. Since F), is
convex, then, for all A € (0,1),

FoOa+ (1— Nag) < AF(a) + (1= ) Fy(a)
Fx(()éo + )\(Oé — Oé())) — Fm(Oé()) < )\Fx<04> + Fx(Oé()) — )\Fx(Oé()) — Fx(CYo)

We divide both sides by ————, and we obtain

AMa—ap)
=:h
F.(ag+ Ma —ap)) — Fr(ap) o AMF(a) — Fy(ap)) <0
AMa — ) h AMa — ap)
_.h
N —— _

h—0

The left hand side of the inequality converges to 0 when h — 0, since
the function is differentiable, and so we have a contradiction, so F,(«) >
Fx(QO)- []

Theorem 10. Let F : RY — R be a conver function. Let xy, & €
R, xg # & be such that F(xg) and F(Z) are two local minima. Then

F(xg) = F().
That 1s, for a convex function, all local minima are the global minimum.

Proof. Suppose that F(zq) # F(&). Without loss of generality, assume
that F'(z9) > F(Z). Since zy is a local minimum, there exists ¢ > 0 such
that

F(ZL’()) <F($)7 Vwe-/\[e(%) = {I’ERN| |I‘i—$0i| <€, Z:L,N}
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Let \g := 6—°|} and chose ¢; such that 0 < ¢y < e and )y € (0,1).

max;{|&;

We then obtain
/\()ZZ’ -+ (1 — )\Q)JJO € M(Io),
since, V2 =1,..., N we have

‘/\()Zlvfi + (1 — )\())

% 5. _ €
‘maxi{|ici—:130i|}£UZ max{ |[&;—xo,]| Lo,

PR | S B S —
o maxi{|5£i—x0i|}|xl I0i| < €

Therefore F(AoZ + (1 — Ag)xo) = F(xp). Since F(z) — F(xy) < 0,
Mo(F () — F(zg)) < 0 and hence
F()\Ojj + (1 - )\0)1’0) > F(l‘o) + )\o(F(.’f) — F(l’o))
> )\QF(i') + (1 — )\Q)F(Io)
This is a contradiction to the fact that F' is convex. Therefore, F'(x)

F(#). o

F  ‘min of min’

Theorem 11. Let G : X XY — R be a function such that there exists
a € R such that
a := min{min{G(z,y)}}.

reX “yey
Then there exists a € R such that

a= min {G(z,y)}

(z,y)eX XY
and a = a.
Proof. Let b := inf(, yjexxy{G(z,y)} belong to R, that is, —co = b or
—o00 < b. We suppose that b < a. We consider the two possible cases:

e —0c0 =0
Ve<a, 3(xe,y.) € X XY such that

G(z¢,y.) < ¢ < a, and so we have: mm{G(xc,y)} <G(xe,y) <c<a
yey

However, we also have the following inequalities

mm{mm{G(:U y)}} mln{G(xc,y)} <Gz ye) <c<a.

g
=a

We therefore have a contradiction.
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e —c0<b<a
V ¢ such that b < ¢ < a,3 (z.y.) € X x Y such that

G(ze,ye) < ¢ < a.

Following the same reasoning as above, we will again encounter the
same contradiction. Therefore, b > a. We will show that b < a
By hypothesis, 3 (z9, y,,) such that G(zg,y,,) = a. By definition,
b= inf(, )exxy{G(z,y)}, therefore, in particular, it is smaller than
a. We have

b< G(xg,Yz,) =0, =b< a

Hence b = a, and since a exists by hypothesis, then b exists and
because

b= inf {G(J}, y)} =a= G<x07 yl‘o)7

(z,y)eX XY

b attains a value of (G and so

b= min {G(z,y)}.

(xy)eXxY

[

G Equivalence between Problem 2 (with the func-
tion Fj3) and Problem 3

The equivalence between Problem 2 (with the function F3) and Problem
3 is due to the following arguments.

Let (7, a*) be a solution for Problem 2, then (7%, a*, 2*), where 27 :=
[1—(7*|y;) —a*]", is a solution for Problem 3, because if not, then there
exist (7, &, Z) such that

n n
Fﬂ(ﬂ'*’a*) =a +HZZ; > ol—l—,uZEj,
j=1 j=1

with Z; > 0 and Z; > 1 — (7|y;) — &. Defining 2; := 1 — (7|y;) — &, the
we have Z; > [%,]1, meaning that

Fp(r*, " >oz+,uz = Fjy(7, &),

66



which is in contradiction to the fact that (7*, o*) realizes the minimum
of the function F 3.

Suppose now that (7%, a*, z*) is a solution for Problem 3, then (7", a*)
is a solution for Problem 2 (with the function Fj). If this is not true,
then there exist (7, &) such that

a +M21— lyj) — " >O7+M_z:[l—ﬁlyﬁ—@]+

By the fifth constraint of the Problem 3, we have

oz+,uz oz+,u21— ly;) — *]"

Defining Z; := [1 — (7|y;) — &]*, we have

n n
Ay >atpy %,
j=1 j=1

which is in contradiction to the fact that (7*,a*, z*) is a solution for
Problem 3.

H Uniqueness of the solution for Problem 2

We recall the function Fj3 but in a more general setting (where we inte-
grate over all RY and not only over Rgo),

Fy: IxR — R
(r,0) — o+ /[fwy ) — a]*p(y) dy,

yeRN
where IT C RY and II is the set of available portfolios.

We show the calculations for the case N = 2. In this case, we can
substitute for one variable: 7 +m9 = 1 < 79 = 1 — ;. This substitution
leads to

l—my—myp—a=1-myi—(1—m)ypp—a=1—m(y1 —y2) —y2 —
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Therefore our function is reduced to two variables (71, «), and so we will
work with (7, «),

Fy(ma) = a+ (1 f)! / 1= (g1 — ) — 92 — ol *ply) dy.
yeR?2

We will first calculate the first derivative with respect to .

OF

2ma) = (1= 6) 5L (f11= (1 =) — 10 — ] ply) )

yeR?

= -9 [0 ) - el ),

1= (y1—y2)—y2—a=0

The set {y € R*)1 — m(y; — 32) — ¥ — a > 0} is the same as {y €
R?|1=2=1 > 401, so our integral becomes

1—7
= (1-p)" / / (1= 7(y1 — v2) — v2 — @)p(y1, v2) dya dipn).

We switch the first integral with the derivative, and we are interested in
calculating

a T 1—7
8_7( / (L =7y — y2) — y2 — @) p(y1, y2) dy2).

We will do this with the help of the Leibniz integral rule (refer to [8, pp
272]),

b(x) b(z)
% K(z,7)dr) = / %— (x,7) dr+ [ K (2, b(2))V ()= K (2, a(z))d' (x)].
a(z) a(z)

If we let K(m,y2) = (1 — 7(y1 — y2) — y2 — a)p(y1, y2), we obtain

0K
a—ﬂ(m y2) = (Y2 — y1)p(y1, y2)-
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It is obvious that K (m, ©=2=T) equals zero. K (m,a(m))d'(r) is zero.
Therefore

locﬂ'yl

OF r
a—f(m&) / / (y2 — y1)p(y1, y2) dyo dyr).

In Theorem 1, we have seen that

OF)

S (ma) = | [ oty dy - 3.

(my) <«

Since in this case the derivative was taken with respect to a, we can
substitue the constraint (that concerns only the first packet of variables
7) in the derivative. Here we see that the inequality in the domain of
integration is of opposite sign as the previous one, so the derivative with
respect to « is

+00 400
dF;

%(w,a)ﬂl—ﬁ)‘l(/ / p(y1, y2) dy2 dyy).

—0 1—()(—7Ty1
-7

We use again the Leibniz integral rule to calculate the second order
derivatives.

[a(;;ﬁ ] Let us calculate the second derivative with respect to m for the

first derivative with respect to 7.

too i
O0’F, 0
G == ([ 55 [ e volon.ve) e din).
If we let K'(m, y2) = (y2 — y1)p(y1, y2) then
0K
a_ﬂ'(ﬂ-’ y?) = 07

and if we let b(m) = =" then

/ —p(l-—m) -l —a—-my)(-1) l-—a-wu
bim) = (1—7)? G
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We now calculate K (7, b(m)):

1l —a—my 1l —a—my 1 —a—my

K = —
| (1 ) =:p(y1)
— O —TY1 — Y1 — ) _
= 1 ply1)
l—a—y 7
= ?P(%)-
In addition, K (7, a(w))a’(x) is zero. Therefore
O°F -
aﬂ_gﬁ (m, @) = W /(1 —a— yl)zﬁ(yl) dy.
[gigz ] Let us calculate the second derivative with respect to « for the

first derivative with respect to 7.

l—a—myq

+o00 1w
O*F, )
awai (7T, le) - (1 — 6)—1( / 8—a / (yg — y1)p(y1, y2> dyg dyl).

If we let K(a,y2) = (y2 — y1)p(y1, y2) then

0K
- —0
804 (aayQ) 3
and if we let b(a) = 1_10‘_% then
—1
l —_—
V(o) = _—

We now calculate K (o, b(«)).
l—a—myr,
) = (5

l—a—y_

= 1oy P

1—a—
K(a, TaTTh

T — - —y1)p(y1)

In addition, K (a,a(«))d’(a) is zero. Therefore

0*Fj
om?

(m, ) =

(11——7r)2 /(1 —a —y1)p(y1) dyr.

—00



[gzgfr ] Let us calculate the second derivative with respect to m for the

first derivative with respect to . We should get the same result as
above which serves as a verification,

g;gfr (ma)=(1-08)""( 705% 7oop(y1,y2) dys dyr).
If we let K(m,y2) = p(y1,y2) then -
%—[;(77, y2) = 0,
and if we let a(r) = == then
) =

We now calculate K (m,a(m)):

K(m,a(m)) = p(yr)-
In addition, K (7, b(m))t/(7) is zero. Therefore

gagfr(ﬂ’ @) = % /(1 —a—y1)p(y1) dyr.

2
[%i;? ] Let us calculate the second derivative with respect to « for the

first derivative with respect to a.

+00 +00
O0*F, i 0
)= (=0 ([ 50 [ ol ve) o din).
If we let K(a,y2) = p(y1,y2) then
0K
= ~0
da (Oé,yz) )
and if we let a(a) = =" then
—1




We now calculate K (a, a(«)).

K{(a, a(a)) = p(yr)
K(a,b())b () is zero. Therefore

400
O0*F, 1-p3)"1
Dma) = S [t an

The Hessian matrix D[V (F}p)](xq) is therefore given by

gy T e e
((11 —ﬂw))?’ /(l_o‘_y1>2p(y1)d91 % /(1—a—y1)p(y1)dy1
-(1-9"" +Ool ) d (1- )" e .
W/( —a—y1)p(y1) dya — /p(yl) n

The first element in this matrix (first row, first column) is strictly pos-
itive and if we show that the determinant of the Hessian is strictly pos-
itive, then by [4, Thm.4.7], the Hessian matrix D[V (F}p)](xq) is positive
definite. We know that there exist a point (7, &) such that VFps(7, &) =
0. For any point (7, ) # (7, &), and if D[V (Fj)](r,q) is positive definite
for all points, then, by a Taylor expansion (neglecting the terms of order
3 and more) we have

Fy(m, a)—Fp(mp, ap) ~

N | —

\((ﬂ-v a) - (707 ao))TD[v(Fﬁ)](ﬁ,a)((ﬂ-7 a) - (707 OéO))

7

=0
Therefore, there is one and only one point that minimizes the function
Fj.

Let us show that the determinant of the Hessian is strictly positive
for all points. Let V denote the vector space of affine function of one
variable, i.e.

Vi={y:R— R |y(y) =n+y, for a certain n € R}.
On V', we define a scalar product

(|);: VxV — R
(71,72) g%(y)%(y)ﬁ(y) dy
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Then, functional analysis confirms that we have the well known Cauchy-
Schwarz inequality

(71 172) 5% < () s(helr2) s

Il = /s = / 2(9)2(y) dy

R

and

1S a norm.
We define 71(y) := 1 — a — y and ~»(y) := 1. Since y; and ~, are not
co-linear, we have the strict inequality

( / 71(y)p(y) dy)2 < / 7 (y)*p(y) dy / 5(y) dy.

R R R

Therefore, we have

e [awrowas [otwas- S [uwitas)’ = o

which is the determinant of D[V (F})](r.a), and so the Hessian is positive
definite for all points.

I Uniqueness of the solution for Problem 4

N
Let I = {x € RV|m; > 0,i =1,...,N and > m = 1} C [0,1]. We
i=1

define
H : II — R
N

T — > mlog(m).
i=1

For all ¢, we define the function

r +— xlog(z).

We know that, for all ¢ € {1,..., N}, ¢; is continuous and it is strictly
convex (i.e. VA €]0,1], o(Az+(1—=N)y) < Ao(z)+ (1—N)d(y)), because
of the following lemma.
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Lemma 2. Let f: [a,b] — R be a continuous function such that f'(x)
exists for all x € (a,b). If f'(x) is monotonically increasing, then f is a
convex function.

Proof. Let x,y € [a,b] and define k := \x + (1 — \)y with A €]0,1[. By

the Mean Value Theorem, we have

flx) = f(k) = f(&)(x — k) and f(y) = f(k) = f'(&)(y — k),

and by hypothesis, we have f'(£;) < f'(&2), which implies
f@)—fk) _ )~ fR)
r—k h y—k
F@)~ fOa+ (1= Ny) _ flu) = fOx+(1-N)y)
1=z —y) h My — )
fOz+(1-Ny) _ =Ny = fOr+ 1A= Ny)) +Af(z)
(y — ) - Ay — )
0 « ST+ -Ny) +Af(z)+ (1 -Nf(y)
h A
fAz+(1=Ny) < AMf(@)+ (1 =N)f(y),
and hence shows that f is convex. O

It is easy to see from the proof that if f/(x) is strictly monotonically
increasing, then f is strictly convex. In our case, ¢i(z) = log(x) + 1
which is well defined on (0, 1) and is strictly increasing and therefore ¢;
is strictly convex.

We can now define

d: [0,1]Y — R
N

We know that ® is continuous and strictly convex (since it is the sum
of continuous and strictly convex functions). If we restrict ® to the
convex set II, then obviously it is still continuous and strictly convex,
and because H_ = &, H_ is continuous and strictly convex on II and
in particular, on any closed, convex subset F' of Il (where F' is seen as
the feasible set of Problem 4). Therefore, there exists a unique 7* € F
such that H_(7*) = min,cp{H_(7)}. This is because if we suppose that

7" m* € F such that H(7*) = mi};l{H_(ﬂ)} and H (") = mi};l{H_(ﬂ)},
S S
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and because H_ is strictly convex, we have H_(n*) = H_(7*) (refer to
Appendix E) and

H (M + (1= ) < AH_(7) + (1 — N H_(r)
H (M + (1— ) < H_ (7).

This is a contradiction to the fact that 7* is a minimum of the function
H_.
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