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Chapter 1

Introduction

The problem of portfolio optimization is a classical problem in theoretical and
computational finance, where by portfolio we mean a group of financial assets. Risk
measures were introduced in order to quantify the riskiness of a financial position and
to provide a criterion to determine whether the risk of a portfolio was acceptable or
not. A variety of different criteria for optimal portfolio selection has been proposed.

Since the seminar work of Markowitz (1952), the portfolio performance is mea-
sured in two distinct dimensions - the mean describing the expected return and the
risk which measures the uncertainty of the return. Another approach is based on
utility maximization, where the risk and the expected return are incorporated into
one function, called utility function. Such approach is not involved in this thesis.
The classical Markowitz model measures the risk by portfolio variance. Markowitz
developed a theory of portfolio selection on basis of the minimization of a quadratic
function (portfolio variance) subject to linear constraints (minimal acceptable port-
folio mean return and budget constraint) under some simplifying assumptions, for
details see [10].

Value at Risk (VaR) has become the standard measure that financial institutions
use or even have to use to quantify market and credit risk. Conditional Value at
Risk (CVaR) is often proposed as an alternative for VaR, that has many problem-
atic properties, for discussion see [13] and [34]. Above all, the lack of subadditivity
makes VaR a problematic criterion for portfolio optimization. VaR associated with
a combination of two assets can be greater then the sum of the risks of the indi-
vidual assets, which the portfolio diversification makes very difficult. On the other
hand, CVaR has superior properties in many respects, it is coherent, convex and it
can be expressed by a minimization formula, for details see [35], [36]. The marginal
behaviour of VaR and CVaR, if a new position is added to the portfolio, is studied
in [34] through their derivatives with respect to the portfolio allocation. First and
second order derivatives of VaR were published earlier in [15], where local behaviour
of VaR was studied. However, some assumptions for the derivatives are missing in
both articles. Therefore, our goal is to formulate these assumptions and to prove the
derivative formulas properly. We will try to extend so far introduced results and to
find Hessians of VaR and CVaR. If we know the Hessians, we will be able to discuss
convexity of these measures with respect to the portfolio allocation.

Portfolio risk can be measured by many different performance functionals, de-
pending on investor’s risk preferences and can be reflected by the choice of a suitable
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utility function or incorporated into constraints of a stochastic programming model.
In [13] risk measures commonly used in asset allocation problems are classified into
dispersion risk measures (variance, mean absolute deviation, Gini’s risk measure) and
safety risk measures (safety-first, Value at Risk, Conditional Value at Risk, MiniMax)
and a comparison of their properties on theoretical and empirical basis is proposed.
All of these risk criteria are theoretically valid. However, all of them are based on
one-period model, that does not take into account the sequence of the asset’s rates of
return, cashflows, sales and purchases of assets (portfolio revision) within an invest-
ment horizon. So many multiperiod stochastic programming models for risk manage-
ment have been proposed and the problem of dynamic (multi-period) risk measures
has gained much attention recently. A risk measure that is defined over a process
or time series rather than for an one-period future value (loss) is called the multi-
period or dynamic risk measure. One possible way how to define new dynamic risk
measure is an extension of one-period one. Conditional Drawdown at Risk (CDaR)
represents such extension of CVaR, for details about drawdown measures see [5], [6],
[21]. Another approach can be found in [31], [32], where a completely new dynamic
risk measure for income streams is introduced. The measure is based on the nonan-
ticipativity princip and is closely related to the expected value of perfect information
(EVPI) of stochastic programming problem, for details see [10], [37].

Stochastic programming is becoming more popular in finance, because every in-
vestment is uncertain with respect to the gain or loss that occur in the future. The
main sources of error in practical applications of stochastic programming come from
simulation, sampling, estimation and also from incomplete input information about
underlying probability distribution, which we does not usually know exactly. The
distribution plays a role of an abstract parameter which is estimated or approxi-
mated by another probability distribution, by parametric or nonparametric methods
or simulation techniques. Moreover, the goal is to get a sensible approximation of the
optimal solution and of the optimal value, not an approximation of the probability
distribution. For this purpose, methods of output analysis for stochastic programs
were introduced to investigate how the optimal value and the solution behave when
some changes in input of the stochastic programming model are made. We refer
to [9] for complex information about the methods of output analysis. Contamination
techniques represent one of such methods which can be also used in stress testing.
The output of all stress tests in finance is an estimate of loss that would be suffered
by the portfolio (or institution) if a particular, mostly extremal scenario is realized.
The contamination techniques provide a way to construct stress test estimates and
contamination bounds, which quantify the effect of considered input data change.
Practical use of the contamination techniques in stress testing for VaR and CVaR is
discussed in [11]. We will concentrate on application of contamination techniques to
the optimization problem with relative VaR objective function.

These are the main general assumptions of this thesis: all assets are infinitely
divisible, there are no transaction costs and taxes, all the assets in question are mar-
ketable, short sales are allowed, no investor can affect the returns of the respective
assets substantially. For a more realistic approach see [19]. This article shows how a
long-short portfolio optimization problem under concave transaction costs and non-
convex commision fee can be solved by a branch and bound algorithm, using the
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mean absolute deviation as the risk criterion.

This thesis is organized as follows: In Chapter 2 general definitions of the loss
function and the risk measure are proposed. Then we focuse on two frequently dis-
cussed risk measures - Value at Risk (VaR) and Conditional Value at Risk (CVaR).
Chapter 3 deals with the contamination techniques in stress testing for VaR and
CVaR with a special attention to relative VaR. Explicit contamination bounds for
the relative VaR optimization problem are expressed and the numerical study is in-
volved. In Chapter 4 sensitivity of VaR and CVaR is studied through their derivatives
with respect to the portfolio allocation. Assumptions for the derivatives are formu-
lated, Hessians introduced and convexity is discussed. Chapter 5 concentrates on
dynamic risk measures for multi-period investory models. A dynamic risk measure
based on nonanticipativity princip and drawdown risk measures are proposed. Chap-
ter 6 concludes this thesis. Chapter 7 - Appendix - contains models for financial
returns modelling, a methodology for correlation matrices stressing, a brief review of
RiskMetrics framework and some numerical results.



Chapter 2

Risk Measures for Random Losses

In this chapter we concentrate on one-period risk measures for random losses.
First, we propose a general definition of the loss random variable as a function of a
random future value and a decision. The risk measure is then defined as a probability
functional on a set of loss random variables (functions). Because the distribution of
the loss random variable depends on our (risk manager’s) decision, we can affect
the risk by the decision. We also define some required and relevant properties of
risk measures, such as convexity, consistency with stochastic dominance order and
coherence. Next, we focus on two frequently discussed risk measures - Value at Risk
(VaR) and Conditional Value at Risk (CVaR). The definitions and main properties of
these measures for general loss distributions are borrowed from [36]. Close relations
between VaR, CVaR and standard deviation can be found for normally distributed
loss random variables. In [35] is even shown that these risk measures are equivalent
in certain portfolio optimization problems.

This chapter is organized as follows: In Section 2.1 we propose basic definitions of
the loss random function, the risk measure and its general properties. In Section 2.2
Value at Risk for general loss distributions is defined and its basic properties and
disadvantages are summarized. In Section 2.3 we define Conditional Value at Risk
and introduce many of its relevant properties. In Section 2.4 Value at Risk and
Conditional Value at Risk are compared under the assumption that the losses are
normally distributed.

2.1 Basic Definitions and Assumptions

We define the loss function (random variable) Z = g¢(z,Y) dependent on a
decision z € X C R" (weights of assets in our portfolio, portfolio allocation) and a
random future value Y (rate of interest, returns, yields), where YT = (Y;,...,Y,,) is
a real random vector with components defined on a probability space (£2,.4, P) with
values in (E,B(E)), where B(E) denotes the Borel o-algebra generated by a metric
space FE, in this case ¥ C R. [ = —Z can be seen as a random income variable
(function).
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For example

X = {z€R":) x,=1,0<2,<05 i=1,...n}
i=1
9(2,Y) = 1 fi(Y)+-+a.fulY),
QQ(I,Y) = xlm++ann:x,Y7n:m

Let w € Q represent a realization of Y. If Y is a random vector with known distri-
bution P (independent on decision x), then Z = g(z,Y) is a random variable with
distribution dependent on the decision x € X. In later sections we will assume that:

1. g(z,w) is (V,eq continuous in z) and (V,cx measurable in w),
2. Ep[lg(z,Y)]] < co,Vz € X.
Then we define the cummulative distribution function of Z as
d(x, Pi§) = P(g(x,Y) <€), Vo e X
and its left limit in point &
(x, P;E7) = P(g(:c,Y) < §),V:c c X.

In this chapter we simplify the notion ¢ (x, P;¢) to ¢(x, &), because we suppose that
the distibution P of losses is known and it does not change. If the difference

V(@) —d(@,§7) = P(g(z,Y) =€)

is positive, then there is a probability atom in £ and the distribution function v (z, -)
has a ”jump” in the point &.
Formal definition of risk measure can be given as follows.

Definition 2.1.1. (Risk measure)

Let Z. be a set of loss random wvariables, then the one-period risk measure is a prob-
ability functional p : 7Z — R which “returns values according to investor’s (risk
manager’s) preferences”.

Multi-period risk measure can be defined for loss random processes in similar
manner. Thanks to our assumptions, the set of loss random variables is some subset
of the space L;(£2, A, P). By analogy to [13] we define some additional properties of
risk measures of random losses.

Definition 2.1.2. (Additional properties of risk measures)
We assume that Z s a set of loss random variables, Z,Z1,Zy € Z and p : Z — R is a
risk measure. Let Iy = —Zy, Iy = —Z5 be income random variables. We will say that

1. p(Z) is consistent with order relation > if I} > Iy implies that p(—1;) < p(—13);
we consider the following order relations:

e [irst stochastic dominance order (FSD) g E[u(l)] > E[u(5)] for every
non-decreasing function u for which these expectations are finite.
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e Second stochastic dominace order (SSD) p= E[u(l)] > E[u(Ly)] for every
non-decreasing concave function u for which these expectations are finite.

2. p(Z) is convex if for all loss random variables Z1, Zy € 7. and for every X € [0, 1]
such that (\Zy + (1 — \)Z,) € Z

pP(AZ1+ (1= N)Zz) < Ap(Z1) + (1 = A)p(Z).
3. p(Z) is translation invariant if for every loss random variable Z € 7. and for
every real ¢ such that Z +c € Z, p(Z + ¢) = p(Z).

4. p(Z) is translation equivariant if for every loss random variable Z € 7 and for
every real ¢ such that Z +c € Z, p(Z + ¢) = p(Z) + c.

Consistency with second stochastic dominance order and convexity are the most
required and relevant properties of risk measures, which allow us to get efficient
portfolios by solving a mean-risk model.

Definition 2.1.3. (Aziomatic definition of coherent risk measures)
Let Z be a set of loss random variables and p : 7 — R be a risk measure. We will
say that p(Z) is the coherent risk measure if it satisfies

1. sublinearity:

o subadditivity:
p(Z1+ Z2) < p(Z1) + p(Z2), V21, Zo €L Zy + Zy € I,

e homogenity:
p()\Zl) = )\p<21> fOT A Z O, VZl e Z: )\Zl € Z,

2. (Zy = c (constant), Zy € Z) = (p(Z1) = ¢),

3. (V21,22 € L+ Zy < Zy) = (p(Z1) < p(Zs)), where < denotes first stochastic
dominance order.

2.2 Value at Risk

Value at Risk (VaR) has become the standard measure that financial instututions
use to quantify market and credit risk. VaR is defined as: Pobability of loss greater
than VaR is at most 1 — « for some a € (0, 1).

Definition 2.2.1. (Value at Risk (VaR)) [36]
The Value at Risk VaR,(x) of the loss Z = g(x,Y) associated with a decision x is
the value

VaR,(x) = min{¢ : (z,§) > a}, (2.1)
a € (0,1), usually o = 0.95 or a = 0.99.

We again simplify notion VaR,(z, P) = min{¢ : ¢¥(z, P;£) > a}.
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Definition 2.2.2. (Quantile function, quantiles) [1]
Let F(z) = P(X < x) be a distribution function (left-continuous). Then we define
the quantile (fractile) function as

F'u)=inf{z: F(z) >u}, 0<u<1.
The values F~Y(u) are called quantiles (fractiles).

Minimum in definition (2.1) is always attained, because ¥ (x, ) is nondecreasing
and right continous. We can compare this definition with the quantile function, that
returns the same values, but it is not exactly the same.

Definition 2.2.3. ("upper” VaR) [36]
The upper Value at Risk VaR! () of the loss Z = g(z,Y) associated with a decision
x 15 the value

VaR} (z) = inf{€ : ¥(x,€) > a}. (2.2)

Remark 2.2.4.
We can discuss the number of solutions & of the equation ¥ (x,§) = a:

1. unique < Y(x,&) is continous and strictly increasing in &,
2. no solution < “wvertical gap” Y (x,€) in point & = VaR,(x), we denote

a (z) = Y, VaR.(z)"),
at(z) = Y(x,VaRy(x))

and it holds o~ < a < a™.

3. many solutions < ¥(z,£) is constant over some interval of £ at level «, the

solution 1s then the interval
VaR,(z),VaR! (x)) or [VaR,(x),VaR (x)]
depending on whether there is or is not vertical gap of V(x, &) in VaR} (z).

The cases 2, 3 occur for discrete distributions and scenario models, where ¥(x, §)
is constant between jumps.

Remark 2.2.5. (Main disadvantages of VaR) [13], [34]
Main disadvantages of Value at Risk:

1. Unstability in behaviour of VaR, i.e. VaR is not continuous in o - previous
cases 2 and 3.

2. VaR s not coherent risk measure - it 1s not always subadditive, which disables
effective portfolio diversification; an example can be found in [39].

3. VaR can violate second stochastic dominace order.

4. There are many computational difficulties in portfolio optimization with VaR,
VaR is not convex risk measure.
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5. VaR does not take into account extreme events.

Remark 2.2.6. (Computational methods for VaR)
There are many methods for VaR computation. These methods can be devided into
three main families as it is done in [26]:

1. parametric methods - RiskMetrics™ (see Section 7.3) and GARCH,

2. semi-parametric methods - extreme value theory, historical simulation and the
hybrid model,

3. nonparametric methods - conditional autoregressive value-at-risk(CAViaR), see [26],
quasi-mazimum likelihood GARCH, nonparametric optimization models, see [33].

2.3 Conditional Value at Risk

2.3.1 Basic Definitions and Properties

Conditional Value at Risk (CVaR) is often proposed as an alternative for Value
at Risk, that is widely used in practise even thought it is not adequate risk measure,
see Remark 2.2.5. CVaR is defined as the conditional mean of losses on condition that
we are beyond VaR. The formal Definition 2.3.1 solves succesfully the problem if there
is a probability atom at VaR,(z) and so the interval [VaR,(z),c0) has probability
greater or equal to 1 — a. The 7 a-tail” distribution is then "1 — «” part of the
distribution function ¥ (z, §) rescaled from [, 1] onto [0, 1].

Definition 2.3.1. (Conditional Value at Risk (CVaR)) [36]
The Conditional Value at Risk CVaR,(x) associated with a decision x is the mean
of the loss function Z = g(x,Y) in "a-tail” distribution defined by

0 for £ < VaR,(x),

Yo(,§) = { (2.3)
[(x,&) —a]/[l —a] for &> VaR,(z).

Definition 2.3.2. (Upper and lower CVaR) [36]
The upper Conditional Value at Risk CVaR} (z) associated with a decision x we
define as

CVaR/}(z) = E[g(x, Y)’g(x, Y) > VaR,(z)]. (2.4)
The lower Conditional Value at Risk CVaR_ (x) associated with a decision x we
define as

CVaR, (x) = E[g(x,Y)}g(x,Y) > VaR,(z)]. (2.5)

Remark 2.3.3.

1. CVaR, (z) is well defined because it always holds P{g(z,Y) > VaR,(z)} >
l1—a>0.
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2. With CVaRZ(x) there is no problem as far as P{g(z,Y) > VaR,(x)} > 0. If
Y(z,VaR,(x)) = 1, i.e. VaR,(z) is the greatest loss, which can occur, then
CVaR/(x) is ill-defined.

3. We can express distributions for "upper” and “lower” C'VaR by analogy to the
definition (2.3) of the a-tail distribution as

0 for ¢ < VaR,(x),

e (2,8) = {
[W(2,§) —a™]/[l —a™] for & = VaRa(x),

0 for £ < VaR,(x),

Vo (2,8) = {
[(z,8) — a7 ]/[1 —a7] for & > VaR,(z).

CVaR/(x) is sometimes called mean shortfall, CVaR,(z) expected shortfall and
Elg(z,Y) = VaRa(z)|g(z,Y) > VaRa(z)] = CVaR}(x) — VaR,(X) mean excess
loss.

The following theorem shows how important is to take care of the correct defi-
nition of CVaR, especially in the case, when the distribution function v (z, &) is not
continuous.

Theorem 2.3.4. (Basic relations between CVaR’s) [36]

1. There is not probability atom in VaR,(z), then
CVaR,(x) = CVaR,(z) = CVaR} (). (2.6)
2. There is a probability atom in VaR,(x), then we must differ 3 cases:
o a=1(x,VaR,(x)), then
CVaR, (z) < OVaR,(x) = CVaR! (z). (2.7)
o Y(x,VaR,(x)) =1, then
CVaR,_ (x) < CVaR,(x) (2.8)

and CVaRY (x) is ill defined.
o Ifa (z) <a<at(x) <1, then

CVaR,(z) < CVaR,(z) < CVaR}(x). (2.9)
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2.3.2 CVaR as a Weighted Average

As a consequence of previous statements we obtain the following expression for
CVaR, which we apply to discrete - scenario model. These expressions can be used
as alternative definitions of CVaR.

Theorem 2.3.5. (CVaR as a weighted average) [36]
Let Mo () be the probability of loss Z = VaR,(x) in "a-tail” distribution, thus

Aa(z) = [U(z,VaR,(2)) — o] /[1 - a].
If Y(z,VaR,(z)) < 1, then

CVaR,(x) =
= Mo(2)VaR,(z) + [1 — Mo (2)]CVaR] (). (2.10)
If Y(x,VaR,(x)) = 1, then
CVaR,(x) = VaR,(z). (2.11)

CVaR can be viewed as a weighted average of VaR and the mean of the worst
losses strictly exceeding VaR.

Consequence 2.3.6. (CVaR vs. VaR) [36]
CVaRy(z) > VaR,(x).

Consequence 2.3.7. (CVaR for discrete-scenario models) [36]

Let the random vector Y be discrete distributed with the probability measure P con-
centrated in finitely many points, then distribution of the loss random variable Z =
g(x,Y) for fived x € X is likewise concentrated in finitely many points 21} < 212 <
+++ < 2N with probabilities P(Z = 2IM) = plk, ch\;lp[k] =1.

For a € (0,1) we can find such unique index k, that it holds

ka—1 ko
Z M <a< Zp[k]_
k=1 k=1
Then we have
VaR,(z) = 2+ (2.12)
and if o > 1 — pNl then
VaR,(z) = CVaRy(z) = 2N, (2.13)

else

ka

N
CVaR,(x) = 1 i - [(Zp[k] — a) kel 4 Z p[k]z[k}] . (2.14)

k=1 k=kao+1
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Proof.
Explanation of formula for CVaR/ (x):

0 for £ < VaR,(z),

Vo (@,8) = {
[W(2,8) —aT]/[1 —a™] for &= VaRa(x),

where
ko
WY et Y
k=1 k=kat1

for probabilities p¥I* we obtain

{ 0 for 2 < VaRa(),
P““]/fo:kaﬂ pF for 2Fl > VaR, (z).
Then
Ao(T) = -«
1 N
1= Xo(z) = — Q( Z p[/ﬂ)7
k=ka+1
N (k] , K]
CVaR}(x) = Zk:j\l;aﬂp .
Zk:ka+1 pll
And finally
1 e N
CV@RQ([L') = 1_ o [( Zp[k] _ O[) Z[ka} + Z p[k]z[k‘}] )
k=1 k=ka+1

2.3.3 Minimization Formula for CVaR

Conditional Value at Risk can be expressed by a minimization formula which
represents the best computational advantage of CVaR over VaR and many other
measures. Under some additional assumptions it enables us to use linear program-
ming techniques to minimize CVaR and to prove many its useful properties such as
convexity and coherence.

First we define the auxiliary function

Fue,6) = &+ ——E[lo(w, V) ~¢]*],
(2.15)

where [t]" = max{0,t}.
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Theorem 2.3.8. (Minimization formula for CVaR) [36]
As a function of £ € R, F,(x,§) is finite and convex, hence continuous and has finite
one-sided derivatives in all &. It holds

CVaR,(x) = rénei[g F.(z,§) (2.16)

and moreover arg ming g Fo(z,£) = [VaRs(z), VaR (x)] which has to be a nonempty
closed bounded interval (perhaps reducing to a single point). In particular, one always
has

CVaR,(x) = Fu(z,VaR,(x)).

Proof. The basic properties of the auxiliary function F,(z, &) follow from general
assumptions and from convexity of the function [g(z,Y) — ]t in . Next, we find
explicit formula for right derivative of the auxiliary function F,(z,&) in &.

F(xvgl) — F(l‘,g)

§—¢
1 lg(z,Y) = €]F = [g(x,Y) = ¢]*
1+ T aE \ ¢ ’
»
If £ > ¢, then
=—1 for g(z,Y) > ¢,
*{ =0 for g(l‘,Y)Sg,
€ (—1,0) for & <g(x,Y) <€
Furthermore
Pg(x,Y)>€) = 1—¢(x,),
P(<g(x,Y) <€) = o(x,¢) —v(,9),
whereas

U(z, &) N\ v(,8), if €\ &

Interchanging limit and the mean E we obtain
lim E{&} = E{ lim &} =—[1—v(,8)]
ENE IS

and finally, for the right derivative we have

0T F, P(z, &) —
=1 - 2.1
(a6 = S (217)
By analogy for left derivative of the auxiliary function it holds
0~ F, (r, ) —a
= 2.1
(a6 = (215)



CHAPTER 2. RISK MEASURES FOR RANDOM LOSSES 16

Convexity of F,(z,-) implies that one-sided derivatives are nondecreasing in &.
For the limits it holds

ot F, o F,
I = lim —%(z,6) =1
dm e @8) = lim == (@0 =1,
__ O'F, I
o «
o l-a

So the derivatives are finite, bounded and nondecreasing. Hence argming F(x,§)
is a closed bounded interval, and the points, where the minimum is attained, are
characterized by

0 F,
3

(z,§)< 0 <

P(r,67) < o < ().
(

This condition is satisfied for VaR,,
of the interval of argming F(x,¢§).

x) like lower limit and VaRZ (x) like upper limit

O

Consequence 2.3.9. [13]
CVaR is consistent with second stochastic dominance order (SSD) and translation
equivariant.

Consequence 2.3.10. (Stability of CVaR) [36]
CVaR,(x) behaves continuously with respect to the choise of a € (0,1).

Consequence 2.3.11. (Convezity of CVaR) [36]
If the loss function g(x,Y") is convex in x, then CVaR,(x) is convexr with respect to
x and F,(z,§) is jointly convex in (x,§).

Consequence 2.3.12. (Coherence of CVaR) [36]

CVaR is a coherent risk measure. When the loss function g(x,Y") is linear with
respect to x, not only CVaR,(x) is sublinear with respect to x, but furthermore it
satisfies

CVaR,(x) = ¢ when g(x,Y) = ¢,
for some constant ¢ € R, and it obeys the monotocity rule that
CVaR,(r1) < CVaR,(xs) when g(z1,Y) < g(z2,Y),
for arbitrary 1,2, € X.

In [40] expected regret is defined for a treshold { € R and a continuously distributed
loss function g(z,Y") as

ER(z) < E[[g(x,Y) - (]*]. (2.19)
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There is also shown that CVaR,(z) and ER:(z) efficient portfolios are equivalent,
i.e. a portfolio minimizes the expected regret for a treshold ¢ just when a confidence
level « exists so that the portfolio minimizes the C'VaR,. This result follows from
the relation

Fal@,f) = &+ ———ERe(x)

The main computational advantages of CVaR are introduced in the following
theorems, where we assume that F,(z,§) is convex with respect to (x,§).

Theorem 2.3.13. (Optimization shortcut) [36]

min CVaR,(r) = min F,(x,§), (2.20)

rzeX (,)eEXXR

where moreover

*

€ argmingexCVaR,(x),
&€ argmingrF,(z*,§)
=
(x*,&") € argminggexxrFa(r,§).

Theorem 2.3.14. (Risk-shaping with C'VaR) [36]
The problem

min A(z)

reX
s.t. (2.21)
CVaRal(l') S ’191’ l — 1’ cey L’
15 equivalent to
min h(x)
(z,81,...,60)EX XRE

8.t. (2.22)

Fo(2,&) <9, 1=1,....L

for any selection of probability thresholds oy and loss tolerances ¥y, | =1,..., L.
Indeed, (z*,&5,...£;) solves the second problem (2.22) < x* solves the first prob-
lem (2.21).

Moreover, one then has CVaR,, (x) < 9, for every I, and actually CVaR,,(x) = U,
for each | such that F,, (x,&) = 9,.

Example 2.3.15. We denote I, the value of an index and Py; the prices of instru-
ments (assets) j=1,...,J at timet=1,...,T. 0 denotes the imaginary number of
units of the financial index at time T, w is a given treshold. Then we get an example
of linear C'VaR constraint in tracking of given financial index:

n

[Qlt — ZPtjxj/th] B f] * < w,

j=1

1
€+(1—oz)TZ

t=1
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where the loss function is defined as
J
g(x,Y) =01, = Yjz;/01,.
j=1
Numerical results are demonstrated in [36].

Remark 2.3.16. Let [ = —Z = —g(x,Y) be a random profit (income) variable, then
Vz7(2)=P(Z<z)=P(-1<z)=P(I>-2)=1—=19;(—2)+ P(I =—2)

and for the discussed risk measures it holds

—VaR,(zr) = inf{i: P(I <i)>1-a},

—VaR!(x) = inf{i: P(I <i)>1-a}, (2.23)
1 ~

CVaR,(z) = Igeaé({a—ﬁlﬁl“_f—ﬂ }}

2.4 Parametric VaR and CVaR

Under the assumption that the loss function is normally distributed, there are close
relations between standard deviation, VaR and CVaR. These relations are introduced
in [35] and bring very interesting result in portfolio optimization problems.

Definition 2.4.1. (Absolute and Relative VaR) [10]

If we suppose that Y ~ N (1, 2) and g(z,w) = 2'w, then Z = g(z,Y) ~ N (u(x), 02(z)),
where p(x) = p'z and o*(x) = 2'Sx. We can define the absolute Value at Risk as-
sociated with a decision x as

VaR™ (z) = u(x) + uao(z) (2.24)

and the relative Value at Risk associated with a decision x as
VaR'(x) = uao(x), (2.25)
where u, = ¢~ (), ¢ is the distribution function of the standard normal distribution.

The expression (2.24) represents the decomposition of VaR into two components:
expected loss and risk. We can also compute first and second order derivatives of
absolute VaR with respect to the portfolio allocation.

OVaR® (x) N Y Y
ox -0 (z'Sx)l/2 7
Xz abs
= p+ e (VaR¥® (z) — 2'p) =
B Bly|e'y = Var®(@)), (2.26)
OPVaR¥®(x) Ug, _ Saa'S|
Oz?  (Sx)12 o
(15 Uq abs
= WVAR [Y]2'Y = VaR*(2)]. (2.27)

We express the derivatives of VaR under more general assumptions in Chapter 3.
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Theorem 2.4.2. [35]
Let o > 0.5 and X = {x eR™: E;;lxj =1, z; > OVJ»}, X, = Xﬂ{x s—u(r) > r}.
Under the assumption of Definition 2.4.1, if we solve any two of the following problems

mianXT VaRst(x)’
mingcy, CVaR,(z),

mianXT 0'2<.§L’)

and the constraint —u(x) > r is active at both, then the solutions to those two prob-
lems are the same; a common portfolio x* is optimal by both criteria.

Example 2.4.3. [28]

Under the assumption Z ~ N(0,0%) we express the relation between VaR and
CVaR explicitly. Let

1 / oL =y
—a = €22 dz,
VaRs, V27O
VaRy(z) = ugy- o0, (2.28)
1 o 1 —22 1 o VaR2
CVaR, = / z €22 dz = e 202 |
I —a Jyver, V270 1 —av2r

Using substitution z = oa we obtain
CVaR, = K,o, (2.29)

where

2
K, = a e2 da=—— e 2. (2.30)
From (2.28) and (2.29) we finally have
Ko
CVCLRQ = u—VCLRa. (231)

The relation (2.31) enables us to extend RiskMetrics framework (see Section 7.3) for
CVaR measuring.

Table 2.1: Quantiles, constants.

o 0.90 | 0.95 | 0.99
u, | 1.2815 | 1.6448 | 2.3263
K, | 1.7550 | 2.0627 | 2.6652
Ko /ta | 1.3694 | 1.2540 | 1.1457




Chapter 3
Stress Testing for VaR and CVaR

Stress testing is one of general methods used in finance to estimate the loss that
would be suffered by portfolio (or institution) if a particular, mostly extremal scenario
is realized. Contamination techniques represent one of possible methods for stress test
estimates construction. We focus on contamination bounds which quantify the effect
of considered input data change on solution of the stochastic programming problem.
We refer to [9] for complex information about the methods of output analysis for
stochastic programs.

In this chapter we summarize and extend the application of the contamination
techniques for Value at Risk (VaR) and Conditional Value at Risk (CVaR) from [11].
We use the family of contaminated probability distributions of the random vector Y

Py=(1—=XNP+XQ, e [0,1],

where () is a fixed stress distribution and A is a contamination parameter. We say
that the probability distribution P is contaminated by the probability distribution Q).
The contamination method does not require any specific properties of the probability
distributions P and (). Such approach enables us to exploit the existing results of
parametric optimization.

This Chapter is organized as follows: In Section 3.1 the contamination techniques
for CVaR are described. In Section 3.2 we focus on the contamination techniques
for VaR with a special attention to relative VaR. Explicit contamination bounds for
optimization problem with the relative VaR objective function are introduced and the
numerical study is involved. Section 3.3 summarizes some useful results of parametric
optimization.

3.1 Stress Testing for CVaR

We extend our marking for the auxiliary objective function F,(x,&, \) := F,(z,&, Py),
which is linear in A and convex in &, for definition see (2.15). For its optimal value
for fixed x it holds

CVaR,(z,\) .= CVaR,(z, P\) = rgniﬂgl F,(z,&, Py). (3.1)
€

For A = 0 we will speak about initial (unperturbed) problem with optimal solution

¢*(z, P) € [VaRy(z, P), VaR{(z, P)], see Theorem 2.3.8.

20
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3.1.1 Contamination Bounds for CVaR
Applying the result (3.20) to (3.1) for a fixed vector x € X we get

d
—CVaRy(z,07) = min Fo(z,&,Q) — CVaR,(z, P).
dA ¢e[VaRa(a,P), VaR{ (2,P)]

The contamination bounds for CVaR,(z, \) follow from concavity of CVaR,(x, \)
with respect to A\ which is a consequence of linearity of F,(z,&, Py) in A, thus

(1-XN)CVaR,(x,0) + A\CVaR,(z,1) <
< CVaR,(z,\) <
d
< COVaRy(z,0) + )\ECVaRa(x, 0), (3.2)
0< A< 1,

which can be rewritten as

(1 =XNCVaRy(z,P)+ ACVaR,(z,Q) <
S CV&RQ(ZL‘,P)\) S
< (1= \)CVaRy(z, P) + AFy (2,6 (x, P), Q), (3.3)
0<A< 1,
where £*(x, P) denotes one of the optimal solution of the initial problem, i.e. (3.1)

for A = 0.

3.1.2 Discrete-scenario CVaR

We use the results of Consequence 2.3.7. Let ) be a discrete probability distri-
bution of Y carried by M stress out-of-sample scenarios w®, s = N +1,..., M with
probabilities ps, s = N+ 1,..., M (g(z,w®) # g(z,w"), Vi<s<i<rr). Then the upper
contamination bound has the form

Fo(z,&(x, P), P\), VA €[0,1].

Specially, if ) is a degenerate probability distribution with only one scenario w*, we
can get easy the difference between the upper and the lower bound

A[Fu(.€(2, ). Q) = CVaRa(z,Q)] =

1
3.1.3 Optimization with the CVaR Objective Function
From Theorem 2.3.13
vc(P) :==minCVaR,(x,P)= min F,(z,§,P), (3.5)

reX (x,§)ERx X
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where X C R" is a compact, convex, nonempty set independent on P and @), e.g.
X = {x eR": > z;, =1, 0 < <025 ‘v’i}. If g(-,w) is convex for all w € ),
then from Theorem 2.3.11 F,(x,, P) is convex in (z,€). Let (2 (P),&5(P)) be an
optimal solution of the problem (3.5) and (x*C(Q), gg(@)) its optimal solution for @,
then

(1= Npc(P) + Apc(Q)
< pc(Py)

S min {(1 - )\)(,Oc(P) + AFQ(§E<P>7x2’<P)7 Q

IAINA

(3.6)

Y

)
\elQ)+ (1= N (€6(Q). 7:(Q). ) |

In [11] can be found a numerical experiment.

3.1.4 Mean-CVaR Optimization Problem

We solve a bi-criteria problem in which one minimizes C'VaR,(x, P) and simul-
taneously maximizes the expected return Epr(x,Y") for r(z,w) = —2’w on X. Thus,
using knowledge from [10], either we can solve the parametrized objective function
problem

min CVaR,(z, P) — p'EpY

reX
for some value of parameter p > 0 or "e-constrained” problem with a treshold r for
the expected return objective function, i.e.

min CVaR,(z, P) on the set X(P,r) = {z € X : —2'EpY >r}. (3.7)

Let o,.(P) denote the optimal value and X (P) # () be the bounded set of optimal
solutions of (3.7).

1. Under the assumption EpY = EqY =Y the set of feasible solutions X, (P) =
{r € X : —2'Y > r} does not depend on P, Q and Py. If we replace X
by X, (P) in the optimization problem (3.5), the contamination bounds have a
similar form as (3.6).

2. If EpY # EpY it is possible to get from (3.6) a raw estimate for the lower
bound
er(Py) 2 po(Py) = (1= Apc(P) 4+ Aec(Q). (3.8)

To get an upper bound we define the set X(P,Q,r) := X(P,r) N X(Q,r) C
X (Py,r), which does not depend on A\. If X (P, Q,r) # ), we set

Ur(N) Lo CVaRa(z, Py) = ¢r(Py)

U, () is concave in A, thus

~

er(Py) < U(N) < (1= NU(0) + AL (2,.(P), &(P), Q), (3.9)
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~

where (2,(P), & (P)) is one of optimal solutions of

min F.(x,& P).
(z,£) € RxX(P,Q,r) ( g )

It is necessary to remark, that the bounds (3.8) and (3.9) can be quite loose.

3.2 Stress Testing for VaR

Value at Risk can be seen as a solution of the stochastic program with one prob-
abilistic constraint, i.e.

VaR,(z, P) ;== min¢
s.t.
P(g(x,Y) < f) > .

This expression enables us to use the stability results for problems of such form, but
we will not apply it here. Some general results are in [37]. In Sections 3.2.1 and 3.2.2
results from [11] are sumarized, in Section 3.2.3 new results are introduced.

3.2.1 Optimal Solution of the Minimization Formula

Let z € X is fixed. We assume that the distribution function ¢ (x, P;¢) is contin-
uous with a positive, continuous density p(x, P;£) on a neighborhood of the unique
solution of the initial problem (3.1). The unique solution equals VaR,(x, P), see
Theorem 2.3.8. For sensitivity study we can use the following general theorem.

Theorem 3.2.1. (About implicit function)[42]
Let ppn € N, a € R", b € R, h(xy,...,x,,y) = h(z,y) is a function of (n + 1)
variables and

1. h(a,b) =0,
2. h e CP(V), where V := U,(a,b) for some r >0,
3. Ge(a,b) #0 .
Then there exist 06 > 0 and A > 0 such that it holds
1. Us(a) x Ua(b) C V.
2. Veeusa) Iyevaw) v = f(z) and h(z,y) = 0.
3. f e Cr(Us(a)).
The optimal solution of the contaminated problem (3.1) solves the equation

d Y(z, Pyié) —a
h(X, &) == —=F,(x,,\) = =0, 3.10
(n6) 1= JePale & 4) = TS (3.10)
see proof of Theorem 2.3.8. We apply Theorem 3.2.1 to previous implicit function.
Filling the assumptions for ”point” (0, VaR,(z, P))
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1. h(0,VaR,(z,P)) =0,
2. h e CY(V), where V := U, (0, VaR(z, P)) for some r > 0,

3.
Ooh

8—6(0, VaR,(z, P)) =

we get § > 0 and A > 0 so that for any 0 < A\ < 4 just one solution Ux(VaR,(x, P)) >
VaR,(z, P\) € C'([0,6)) of the contaminated problem (3.1) exists and it fulfils (3.10).
Thanks to the assumptions it holds

VaR,(z, Py) = @Z)_l(x, Py;a),

p(z, P;VaR,(z, P))

>0
11—«

and for the derivative we have

1/1(:6, Q;VaR,(z, P)) -«

0
—VaR,(z, P = —
aRa(w, P2) p(z, P; VaRa(z, P))

oA
A=0+
For small A > 0 we can use the following approximation of the VaR optimal value

Hél)r(l VaRq(z, P\) = VaR(2°(0), P) + A - 0VaR,(x, P\)/O\ x=0, -

3.2.2 Discrete-scenario VaR

Using Theorem 2.3.7 for a fixed z € X and one additional stress scenario w* we
can construct under some additional conditions a finite number of non-overlapping
intervals [0, A1], (A1, A2], ... (A7, 1] and study stability of VaR,(x, P\) separately on
each of them. (We consider degenerate intervals.)

Setting
2[1} < e < Z[kw*_l} < g(:p,w*) < Z[kw*} < e < Z[N}
with probabilities
(]' - )‘)p[l]a sy (1 - )‘)p[kw*_l}a )‘7 (1 - )‘)p[kw*}a SR (1 - A)p[N}

and with index k, p, € {1,..., N + 1} such that

ka,P)\fl ka,P)\
> @=np<a< > (-,
k=1 k=1

we get VaRy(x, Py) = zlFml. Let the stress scenario satisfy zlfer! < plho—11 Tf
A is sufficiently small, i.e.

0<A<1—— % .

— — k;a
2k P
then VaR,(z, P\) = VaR,(z, P) = zF«.r]. Thus we have got the first interval [0, \,].
Similarly we can construct the intervals (A;, Ajy1], where

(%

ka,P+i_1 k
e plkl

on which VaRy(z, Py) = 2Fertl < g(z,w*) = VaR, (2, Q). Finally, for (A7, 1], 1 :=
ko« — kop, VaR,(z, P\) equals VaR,(z, Q).

N=1-— ci=1,. . ky —kap—1,
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3.2.3 Optimization with the Relative VaR Objective Func-
tion

In this section we provide a way to construct contamination bounds for portfolio
optimization problem with the relative VaR objective function, where we consider
volatility and correlations shocks. A crucial question in using relative VaR is estima-
tion of asset returns correlations and volatilities. We can suppose that the volatilities
and the correlations are stressed to reflect a forecast that differs from their historical
estimates.

Under the assumptions a > 0.5, g(z,w) = 2/w, X C R™ nonempty, convex poly-
hedral set, 0 ¢ X, Y ~ N, (i, X) we can get "relative VaR optimal” portfolio %, (3)
(dependent on the covariance matrix ) by solving the following optimization prob-
lem

VaR (25, (2), No(1, X)) = mi)rflua 'Y (3.11)
re
or the convex quadratic program
min ' Y. (3.12)
zeX

We can rewrite the variance matrix as
Y»=DCD

(as it is done in [22]) with the diagonal matrix D of standard deviations of marginal
distributions and the correlation matrix C.

Correlations stressing

Using a positive semidefinite correlation matrix C , we get the contaminated cor-
relation matrix as C'(A\) = (1 =X)C'+AC, A € [0,1]. We may exploit stability results
valid for quadratic programming, see [3], to the perturbed problem

oy (N) = Irél)r(l 2’ DC(N)Dz, X\ €0,1]. (3.13)

The optimal value ¢y () is concave and continuous in A, the optimal solution of (3.13)
x*(\) is continuous in the range of A where C()\) is positive definite and using the
result (3.20) we get

v(0T) = 'DCDx — 0

ey (07) in o z — v (0),

oy(17) = min 2/DCDz — py(1). (3.14)
xeX*(1)

where X*(\) = arg mingex 2’ DC(A\)Dx, A = 0,1. Now we can construct contami-
nation bounds for (3.13) as

(1 =XNev(0) +Apy (1) <

< <Pv()\) <

< min { o (0) 4 Agh (07 ov(1) + (1= Mg 1 >}
0

]
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which can be rewritten using (3.14) as

(1 =Nev(0) + Apv (1)
< pr(A)

< min {(1 — Ny (0) + Az*(0) DC D2*(0),

IA A

(3.15)

Apyv (1) + (1 — N)2* (1) DCDx*( }
0,1].

where z*(\) € X*(\), A =0,1. When we apply the increasing function u,+/- to the
bounds (3.15), we can get "rough” contamination bounds for (3.11):

U/ (1 — )+ Aoy (1) <
< VaR“’l( OV, Nn(u,DC(A) )) < (3.16)

< min {ua\/ (1 = Ny (0) 4+ Az (0)YDC Dz*(0),

ua\/)\gov(l) +(1— )\)x*(l)’DCDx*(l)},
A€ 0,1].

Volatility stressing

We consider a stress test scenario of volatility shocks. For this purpose we con-
struct a diagonal matrix A in which the elements are equal to the increments by which
historical estimates of standard deviations differ from those desired in the stress test
scenario. The covarince matrix 3 that should be used for stressing is given by

> = (D+A)C(D+A).

Using this modified covariance matrix, we can get the contaminated covariance matrix
as X(A) = (1 = AN)X + XX, A €[0,1]. We can express contamination bounds for the
contaminated problem

éy(A) = mina’S(N)z, A€ [0,1] (3.17)

reX

with concave optimal value function, analogously to (3.13), as

(1=N)ov(0) + Aoy (1 )

< oy (A

<
) <
0,1].
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For the optimal value of the relative VaR optimization problem (3.11) with the con-
taminated covarince matrix 3(\) we get

o/ (1= Ny (0) + Apy (1) <
< VaR (), (0), No (1. 5(V) ) < (3.18)

< min {ua\/(l — Ny (0) + Az*(0)'Sx+(0),

wo/ 3w (1) + (1= A)x*(l)/zx*m},
A€ [0,1],

where z*(\) are some solutions of (3.17) for A =0, 1.
Of course, it is possible to use another method to construct the stressing covariance
matrix ¥ than above. Contamination bounds has then the identical form as (3.18).

3.2.4 Numerical Example

In this subsection the practical implementation of stress testing techniques is
demonstrated. We compute the contamination bounds (3.15) for the quadratic pro-
gram (3.13) and then we use them to estimate the "rough” contamination bounds (3.16)
for the relative VaR optimization problem with correlation shocks.

We use monthly prices and dividends from 6.2.1996 to 6.2.2006 to estimate the
correlation matrix C, the matrix D of marginal standard deviations and means (see
Table 3.6) of log-returns of 22 american corporate shares. We have got 120 obser-
vations of the monthly log-returns for each of the following companies: Advanced
Micro Devices Inc. (AMD), Alcoa Inc. (AA), American Electric Power Co. Inc.
(AEP), Advanced Micro Devices Inc. (AMD), Avon Products Inc. (AVP), American
Express Co. (AXP), Boeing Co. (BA), Bank of America Corp. (DE) (BAC), Cater-
pillar Inc. (CAT), Colgate-Palmolive Co. (CL), Cisco Systems Inc. (CSCO), Dell
Inc. (DELL), General Dynamics Corp. (GD), Harrah’s Entertainment Inc. (HET),
Hewlett-Packard Co. (HPQ), International Business Machines Corp. (IBM), Intel
Corp. (INTC), Lockheed Martin Corp. (LMT), Microsoft Corp. (MSFT), Northrop
Grumman Corp. (NOC), Oracle Corp. (ORCL), Texas Instruments Inc. (TXN),
Unisys Corp. (UIS).

Statistical tests (Kolmogorov-Smirnov) and histograms do not reject normality of
the log-returns (Kendall hypothesis) on level 0.95. X = {z e R®?: Y2 2, =1, 0 <
lems, we do not involve the constraint on return. The relative VaR level equals 0.95,
ie. a=0.95.

A methodology for correlation matrices stressing is introduced in Section 7.2.
Using it we create the stressing correlation matrix C , where we suppose that the cor-
relations between assets of companies from the same sector and industry will increase,
while the others will not change significantly. We have got the following ”groups” of
companies:

e Technology (sector) - Application Software (industry), companies: MSFT, ORCL
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[coefficient of increase § = 0.4, for details see Section 7.2], correlation before
and after stressing are entered in Table 3.1,

Technology - Diversified Computer Systems: HPQ, IBM [0.2], Table 3.1,

Consumer Goods - Personal Products: AVP, CL [0.2], Table 3.1,

Technology - Semiconductor/Broad Line: AMD, INTC, TXN [0.1], Table 3.2,

Industrial Goods - Aerospace/Defense-Major Diversified: BA, GD, LMT, NOC
[0.15], Table 3.3.

The whole correlation matrices C, C and statistical tests can be found in Section 7.5.

As you can see from Table 3.4 and Figure 3.1., although the gaps between bounds
are not too wide, behaviour of the relative VaR optimal value is very unstable. Even,
if a little change in correlations between the log-returns occurs, change in the optimal
value will be relatively large.

Figure 3.1: Contamination bounds for the relative VaR optimization problem

0.081 ' ' ' |
0.0805 Lower contamination bound |
------- Relative Value at Risk
0.08 — = — Upper contamination bound

0.0795

0.079

Loss
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0.077 : : : :
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Table 3.1: Correlation estimates and stressing correlations.

Correlation estimates || Stressing correlations
ORCL ORCL
MSF'T 0.3335 0.6950
IBM IBM
HPQ 0.5137 0.6589
CL CL
AVP 0.5768 0.7069

29

Table 3.2: Submatrix of the correlation matrix and the stressing correlation matrix.

Correlation estimates

Stressing correlations

AMD INTC TXN

AMD INTC TXN

AMD
INTC
TXN

1.0000 0.5937 0.5354
0.5937 1.0000 0.7104
0.5354 0.7104 1.0000

1.0000 0.6537 0.6033
0.6537 1.0000 0.7541
0.6033 0.7541 1.0000

Table 3.3: Submatrix of the correlation matrix and the stressing correlation matrix.

Correlation estimates

Stressing correlations

BA

GD LMT NOC

BA GD LMT

NOC

BA
GD
LMT
NOC

1.0000
0.3234
0.2499
0.3003

0.2499 0.3003
0.4703 0.4537
1.0000 0.6272
0.6272 1.0000

0.3234
1.0000
0.4703
0.4537

1.0000
0.4358
0.3767
0.4194

0.4358
1.0000
0.5658
0.5528

0.3767
0.5658
1.0000
0.6959

0.4194
0.5528
0.6959
1.0000

Table 3.4: Contamination bounds and relative VaR.

A

0 0.1

0.2 0.3 0.4

0.5

Lower contamination bound

0.0772

0.0775

0.0777 0.0780

0.0783

0.0786

Relative VaR

0.0772

0.0775

0.0778 0.0780

0.0784

0.0787

Upper contamination bound

0.0772

0.0775

0.0778 0.0781

0.0785

0.0788

A

0.6

0.7

0.8 0.9 1.0

Lower contamination bound

0.0789

0.0792

0.0795 0.0798

0.0801 -

Relative VaR

0.0790

0.0793

0.0795 0.0798

0.0801 -

Upper contamination bound

0.0790

0.0793

0.0796 0.0798

0.0801 -
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Table 3.5: Portfolio weigts.

A 0 1 A 0 1
AA 0 0 GD | 0.0368 | 0.0405
AEP | 0.2500 | 0.2500 || HET | 0.0536 | 0.0659
AMD 0 0 HPQ | 0.0313 | 0.0295
AVP 0 0 IBM | 0.0138 | 0.0033
AXP 0 0 INTC | 0.0097 | 0.0118
BA 0 0 LMT | 0.1416 | 0.1437
BAC | 0.1647 | 0.1749 || MSE'T | 0.0627 | 0.0626
CAT 0 0 NOC | 0.0358 | 0.0192
CL | 0.1519 | 0.1583 || ORCL | 0.0620 | 0.0403

CSCO 0 0. TXN 0 0
DELL 0 0 UIS 0 0

Table 3.6: Monthly mean logarithmic returns and standard deviations.

Mean log-return | Standard deviation

AA 0.0083 0.1015
AEP 0.0031 0.0666
AMD 0.0117 0.2082
AVP 0.0104 0.1104
AXP 0.0126 0.0774
BA 0.0058 0.0902
BAC 0.0099 0.0777
CAT 0.0138 0.0873
CL 0.0103 0.0790
CSCO 0.0103 0.1324
DELL 0.0276 0.1402
GD 0.0135 0.0710
HET 0.0087 0.0968
HPQ 0.0046 0.1227
IBM 0.0085 0.0945
INTC 0.0090 0.1392
LMT 0.0062 0.0864
MSFT 0.0135 0.1124
NOC 0.0083 0.0875
ORCL 0.0096 0.1582
TXN 0.0137 0.1430
UIS 0.0004 0.1682
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3.3 Appendix

3.3.1 Bounds and Worst Case Analysis

The worst case analysis is an additional approach of output analysis for stochastic
programming with respect to the input probability distribution which we does not
know exactly, see [9]. Therefore we use some empirical approximations of it.

If we assume that P belongs to a family P of probability distributions, we can
construct minmin and minmaz bounds for the optimal value p(P) = min,cx G(z, P)
as

in inf P) < o(P) < mi p).
min inf G(z, P) < o( )_ggggégG(x, )

3.3.2 Parametric Programming

The aim of this section is to summarize some results of parametric programming
from [3] and [9] which are useful for the contamination techniques. We assume that

1. A is a non-empty convex subset of R?,
2. X is a non-empty convex subset of R”,

3. G(x,\) is a real-valued function defined on R* x R™ and G(z,-) is for each
xr € R" affine-linear function on R?, i.e. for all x € X there exists an a € R?

and b € R such that G(z,\) =a\+b, A € A.
The basic parametric problem considered in this section has the form

o(A) = gg(lG(:c, A), A €A,

where ¢(A) : A — R U {—o0} is the extreme value function. We also define the
optimal set mapping 1, the convexity set Gg x of the function G with respect to X',
and fin ¢ by

Y(A) = {x EX:G(x,\) = cp()\)},
Gax = {ANER*:G(,)\)is convex on X'},
finp = {AeA:p(})>—oo}.

Theorem 3.3.1. [3]

Under previous assumptions

1. o(N) is concave and fin ¢ is a convex subset of A.
2. Gagx is a closed convex subset of R®.

3. If Go x is non-empty then the functions G(-, \) are strictly convexr on X either
for all X € 1i Gg x or for no A € G x, where ri C' denotes the relative interior!
of a conver set C'.

LA point = € R* belongs to the relative interior of the convex set C' if x is an interior point of
C relative to the affine space generated by C, i.e. there exists a neighborhood of = such that its
intersection with the affine space generated by C' is included in C'. The affine space generated by C
is the space of points in R* of the form tx + (1 — )y, where z,y € C and t € R.
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4. If G(x, \) is in addition continuous on X X A, then the mapping ¢ is closed on
A.

Let A C R. We denote G(u, A) = G(u, Py) the objective function for the contam-
inated distribution and by

o(A) = 151615{1 G(u,\), A €[0,1] (3.19)
the optimal value function. Suppose that we have nonempty, compact sets of optimal
solutions U*(P),U*(Q) of the initial problem ((3.19) for A = 0) and the completely
contaminated problem ((3.19) for A = 1). If G(u, ) is a linear function in A and
convex in u, then the optimal value ¢()) is a finite concave function on [0, 1], right
continuous at 0 and left continuous at 1. For the directional derivatives of the optimal
value function it holds

F07) = o)

F(17) = Sel)

— in G — (0
’A:m Al (u, Q) — (0),

= ] G P) — 1). 3.20
. min G, P) — p(1) (3.20)



Chapter 4

Sensitivity Analysis of VaR and
CVaR

The main objective of this chapter is to study sensitivity of the measures Value
at Risk and Conditional Value at Risk through their derivatives with respect to the
portfolio allocation. These derivatives are introduced in articles [15], [34], however
their proofs are not always obvious or some assumptions are missing.

This Chapter is organized as follows: In Section 4.1 basic assumptions and notion
are introduced. In Sections 4.2, 4.3, the goal is to specify the conditions under which
it is possible to get explicit expressions for the first and second order derivatives
and we prove these expressions properly. In Section 4.4 we extend so far introduced
results and find Hessians of CVaR and VaR, which allow us to discuss convexity of
these measures. Section 4.5 contains needful statements from mathematical analysis.

4.1 Assumptions and Marking

In this chapter we denote Value at Risk of the loss random variable Z as VaR,(Z)
and Conditional Value at Risk as CVaR,(Z). We assume that (Z,Y3) is a continu-
ously distributed random loss vector on (R?, B(R?), P, ® P») with density f(z1,ys),
where Z; denotes random loss of a portfolio without an asset with random loss Y5,
and L is an open interval, 0 € L. For the density of the loss random variable
Z(xq) := Z1 + x9Ys, x5 € L, it holds

ffooo f(z = way2,y2) dyo if ffooo f(z = 2ya, y2) dys < 00,
fZ(mz)(z) = { (4-1>

0 otherwise.
Then the conditional density is defined by

f(zfx > ) ]
Wiyé)y lf fz(x2)<2) > O,

Il 2(22) (Y2|2) = { (4.2)
0 if fZ(x2)<Z> = 0,

33
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Specially, fz, (z1) denotes the marginal density of Z;, i.e.

ffooo f(z1,92) dyo if ffooo f(z1,y2) dyz < o0,
[z (21) = { (4.3)
0 otherwise
and the conditional density is defined by
?(Zil(i/f)) if fz,(z1) >0
fva1z, (y2]21) = (4.4)
0 if le (2’1) - 0,

We denote (A1) the assumptions of Theorem 4.5.1 about interchanging of derivative
and integral, i.e. if h(t, z) satisfies

1. h(t,-) is measurable on (X,.A) for all t € I,

2. it exists a set N C X with p(NN) = 0 such that Vic; Veex\n the derivative
Lh(t,z) exists and is finite,

3. it exists g(x) € L'(p) such that Vier Voex\n ‘%h(t,x)‘ < g(x),
4. Eltoef h(to, ) S Ll(,u)

The symbol (F) means ”according to Fubini’s theorem 4.5.3”.

4.2 First Order Derivatives of VaR and CVaR

In this section we assume that E[Z;] < co and E[Y;] < co.

Theorem 4.2.1. (First order derivative of VaR)
If ha(z,y) = f‘:R (7)) -2 f(z,y) dz fills the assumptions (A1), then

d VaRJx(QZ(:cz)) —E|Va|Z(22) = VaRa(Z(22))] (45)
Specially
dVaR;x(QZ(xz)) — e[| = van,(2)] ",
Proof. B
P[Z<SU2 > VaRa(Z(ws )] —1—a, (47)

P|Zi+a:Ys > VaRy(Z(22)| ©

o1

/ ) f(z1,92) dz1] dys, (4.8)

VaRa (Z(J:g)) —T2Y2
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From (4.7) and (4.8)

= h1£zc27y2)
d (= [ 7= )
0 = — / f(z1,92) dzy | dya =
dl‘Q —00 VaRas (Z(Iz)) —x2Yy2

o d [e.9]
- / —/ f(21,92) dzi | dys = (4.9)
—0o0 dl’z VaRa (Z(:vg)) —T2y2

o /oo d VaR,(Z(w,))

dl’z
Combining (4.1) and (4.2), if for x5 € R it holds

: f(VCLRa (Z<5L’2)) - $2y2,y2) dys.

— Yo

/_Z f(VaRa (Z(22)) — x2y27y2> dy2 = [2(a,) (VaRa (Z(azﬁ)) > 0,
then

AVaRa(Z(xs) S tel (VaRa(Z(22)) = w2y, 12) dys
dxs ffooo f(VaRa (Z($2)) — T2Y2, 92) dysa

- /oo W f(VaRa(Z(SUz)) — $2y2,y2)

=/ fZ(xQ)(VaRa(Z(l‘z))) dys =

(4.10)
- /_OO y2fy2\2(x2)(yz\VaRa(Z(@)))dyz =
- E[Yz Z(2) = VaRa(Z(:cz))]. (4.11)

It

/00 f(VaRa (Z(.TQ)) — x2y2,y2> dys = [7(zs) (VaRa (Z(@))) =0,

— 00

then from (4.2)

fY2\Z(x2)<y2|VaRa (Z(@))) = 0=
N d VaRa(Z(xz))
dl’z

— E[YQ‘Z(@) — VaRa(Z(:pg))] —0.
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Specially, if [ f(VaRa(Zl),y2> dy > 0, then

B ffooo y2f<vaRa(Zl)ay2> dys
oo I I (VaRa(Z), ) dy
/oo f (VaRa (Zl) , y2>

— Yo -
o fr(VaRa(2))
= /:nyYzZl(y2|vaRa(Z1)>dy2>

_ E[Yz

dVaR,, (Z(SL’Q))
dl’z

dyy = (4.12)

Zl = VaRa(Zl)}
and, if [7_ f(VaRa (Zl),y2> dys = 0, then

d VaR,(Z(xs))

dl‘g

=0.

z2=0

Theorem 4.2.2. (First order derivative of CVaR)
If hy(,y) = f‘:Ra(Z(x))_xy f(z,y) dz

and hy(x,y) = f‘:Ra (Z(x))_w(z + xy) f(z,y) dz satisfy (Al), then

d CVaR,(Z(xs)) _ E[Yz Z(w) > VaRa(Z@z))], (4.13)
dl‘g
Specially
dCVaRy(Z(m2)| E[Ya|Z) > VaRa (%)) (4.14)
d{L‘Q 29=0
Proof.

CVaRa(Z(x3)) = E|Zi+ 212

Zy + 1Yy > VaRa(Z(x3))| =

E [(Zl + $2Y2)[{Zl+x2YQ>VaRa (22)) }] &)

]P[Zl + Yy > VaR, (Z(xz))}
&) ! /OO [/OO (21 + @2y2) f(21, Y2) dz1] dys,

l—a /_ VaRea (Z(x2)) —T2Y2

(4.15)

Hence

(1—a)- d CVaR.(Z(zs)) _

dl’z
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=: h2J(\$2,3/2)
d o0 o0
= dm / (21 + 2212) f(21,92) dz1 | dys =
T2 J o0 VaRa (Z(J:z)) —x2Y2
o0 i d [oe)
= / o (21 + 22y2) f(21,92) d2z1 | dys =
—00 _d$2 VaRq (Z({L’Q))*IL'Q?JQ
hd
/ T / [, d ) +
- e z z z
—00 d[[’g VaRa —x2y2 ' Y !
+ are $292/ f(z1,92) le)] dys, (4.16)
T2 VaRa Z(:vz —T2y2

(. J

dVaR,(Z(x
a = - dl’(g ( 2)) — Y2 (VaRa(Z(@)) _$292> X
X f(VaRa (Z(:zcg)) - $2y2,y2>,
& = y2/ f(z1,12) dzy —
VaRa (Z(mz)) —x2Y2
d VaR,(Z(x)) VaR(Z
— Tays dz, Y2 f( aRo(Z(w2)) —902@/2792)-
Using #, & and (4.9) we get
d CVaR,(Z 1 o *
a ( (xQ)) _ / / y2f(21’y2> dzl dy2
dzs l—a ) o VaRe, (Z(mz))—wzyz
(4.17)
and finally
d CVaR,(Z
ad (Z(2)) = E[Yz Z(x2)>VaRa(Z(az2))]
Hop)
Specially

d CVaR,(Z(x2))

d.TQ

Col-a)

_ E[Yz

/ y2f(217y2) le] dys,

29=0 VaRu(Z1)

7y > VaRa(Zl)]
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4.3 Second Order Derivatives of VaR and CVaR

In this section we assume that E[Z?] < co and E[Y] < cc.

Theorem 4.3.1. (Second order derivative of CVaR)
Ifho(z,y) = fVOZRa(Z(x)),xy(Zﬂy)f(z,y) dz and hy(z,y) = [~ (2(0)) -y 94 (229) 2
satisfy (A1), then

P CVaRy(Z(as)) e (VaRa(Z(22)))

dx? - -« )
x VAR [YQ Z(13) = VaRa(Z(xg))] (4.18)
Specially
2 f 1 VCLRQ 7
d CVaRo;(Z(m)) _Jz ( ( 1)> VAR[YQ A :VaRa(Zl)].
dzs - e
(4.19)
Proof. From (4.17)
d> CVaR,(Z(x5))
dx3 B
= h3J(z€27y2)
1 /wiyw £ )d\ dys = (4.20)
= 1 4 s Von. (Z(m))_mm Ya2J\21,Y2) az1 Y2 = .
Y
dVaR,(Z(x
o = _( da:(2 ( 2)) — y2>f<VaRa(Z(l’2)) - 562y2,y2>-
Using & and (4.2) for (4.20) we get
1 dVaR,(Z(x o
= —|- dl’(g ( 2)) /Oo ny(VaRa (Z(xg)) - x2y2,y2> dys +
+ / ya f(VaRa(Z(xg)) —x2yz,y2> dys| = (4.21)
1 [ee]
- 1 /_OO f(VaRa(Z(:cg)) - $2y2,y2> dyz X
. d VaR,(Z(z2)) /oo f(VaRa (Z(x2)) — $2y2,?/2) s+
— Yo Y2
do —o [ f(VaRa (Z(22)) — $2y2,y2> dyja
© f(VaRa (Z(22)) — 2210, y2>
+ / v — dys . (4.22)
—oc0 fioo f(VaRa (Z(xg)) — 372y273/2) dys
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From (4.10) and (4.22)

d* CVaR.(Z(x2))

. _
dzs

ffooo f(VaRa (Z($2)) - $2y2,y2> dya

B 1l—a %
x E[ﬁ‘z(@) - VaRa(Z(xg))} . (E[YQ‘Z(@) _ VaRa(Z(xQ))D ] _
_ f2(2) (Vlafaon(SCz)D VAR |:}/2}Z($2) ~ VaR, (Z(@))}

Specially

d* CVaR,(Z(xs))

dx3 o
s 1 (VaRa(21).12) dys )
1—a
X E[Yf)Zl - VaRa(Zl)} . (E[YQ‘Zl - VaRa(Zl)DQ] _
_ <V1afi;(zl)) VAR Y,|Z; = VaRa(21)].

Theorem 4.3.2. (Second order derivative of VaR)
(2, 9) = Jyon, (20)-ay* T 70)F (209) d
and hs(z,y) = f‘:R (2()) =y yf(z,y) dz satisfy (Al) and if CVaR,(Zy + 22Ys) =
hy(a, z2) as a function of a and xy is three times continuously differentiable, i.e.
ha(a, z2) € C3((0,1) x I), then
d* VaR,(Z(z))
dx3 B

| d VAR[Y3| Z(x2) = ] B
= — - + VAR[Y:| Z(x2) = 2]

d lIl fz(m) (Z)
dz

z=VaRa (Z(mg))
(4.23)
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Specially

d* VaR,(Z(xs))

2
dzs

x2=0

_ _|9VARDS[Z) = ] L VAR[Y|Z, = ] 228 (2) lnle(zl)]

d21 d21 z1=VaR, (Zl)
(4.24)
Lemma 4.3.3.
If Z is a continuously distributed loss random variable, then
1.
1 1
CVaR,(Z) = 1_(}/@( z dFy =
(subst.) Z = V(IRS(Z) .
B s=P(Z<z)=F(z) |
1 1
= - 04/(1 VaRs(Z) ds. (4.25)
2.
VaR,(Z) = F,'(a)
d F; () 1 ‘
— = —— le.
do Jz(Fz'(a))
d VaR,(Z) 1
— = 4.26
da fz(VaR,(Z)) (4.26)
Proof of Theorem 4.3.2
From (4.25)
d [— (1— a)CVaRa(Z(xQ))}
Z =
V(lRa( (l‘g)) do ,
—d*VaRa(Z)  d* |d[(1-a)CVaRa(Z(2))] (4.27)
dx3  da? da ’ '

If it is possible to interchange the order of partial derivatives in (4.27), i.e. if
CVaR,(Z1 + x2Ys) = fla,29) € 03((0, 1) x I), see Theorem 4.5.2, then

d d2[<1—a)cvaRa(Z(x2))]] @ [d[(l—a)CVaRa(Z(:cg))]]

da dx? T da? da

(4.28)
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and from (4.18) and (4.28)
—d*VaR,(Z(x2))
dx3 B

= % [fz(m)(VaRa(Z(l’z)))VAR [Y2 Z(x2) = VaR, (2(372))}

d [2(e0) | VaRa(Z(2))
_ Z( )( (zg 2 >-VAR[YQ

’'y

Z(x9) = VaR, (Z(x2))i| +

N J/

Z(SL’Q

~—

d VAR [Yz

- VaRa(Z(xQ))}

e (VaRa(Z(xQ))) :

(. J

S

(4.29)
From (4.26)

1
2=VaRa (Z(J}g)) f2(22) (VaRa (Z(@)D

d In fz0,)(2)
dz

d fZ(acz)(z)
dz

o =

z=VaRa (Z(xz))

5 - LVARD:|Z(z) = 2] dVaRa(Z(z2)) _

dz da

z=VaRa (Z(mg))
d VAR[Y,|Z(23) = 2] 1
o vara (26e) S2ten (VaRa(Z(22)))

Now we can express from (4.29) the second order derivative of VaR (4.23).
Specially

—d*VaR, (Z(.TQ))
dx?

z2=0

fr(VaRa(2) ) VAR[Y,

7 = VaRo(2)]

d
da
_ 1z <V55°‘(Zl)> VAR|Y2|Z) = VaRa ()] +

0

(. J

@®
d VAR [YQ‘Zl — VaRa(Zl)]

+ fa (VaRa (Zl)) : - (4.30)

&

. J/
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From (4.26)
P PAGY _ 1 N
dz s1=VaRa (21) Iz (VaRa (Z1))
_dInfy(x)
@ vere(2)
3 d VAR[Y3|Zy = 2] dVaR.(Z,) _
d mvena(z) 1
_ dVAR[Y,|Z) = 2] . 1
) 4 vara(z) Ja(VaRa(21))

O

Some conditions for partial derivatives interchanging are also introduced in [17] (The-
orem 195).

Interpretation of (4.5), (4.13) as marginal risk contributions in credit risk and
proofs (not so exact as previous and without many assumptions) of these formulas
and of the second order derivatives (4.18), (4.23) for incomes (profits) I = —Z can
be found in [34].

4.4 Hessian of CVaR and VaR

Below we show that under certain assumptions it is possible to find Hessians of
VaR and CVaR with respect to the portfolio allocation vector.

Let I = {1,...,n} and I(i,j) = I\ {i,j}, Vi,j € I, i # j (the case i = j is
introduced in previous section) be index sets, the random future values have finite
second order moments, i.e. E[Y}?] < oo, Vk € I, the portfolio allocations belong to
open intervals, i.e. x, € L, CR, 0 € L, Yk € I, L; be an open interval. We denote
x! = (z1,...,x,) the decision vector and

Z(x) = Y xY;
iel
Ziij = Z xYy, for fixed zy € Lg, k € 1(3,j),
kel(i,j)
Z(xi,x5) = Zigy + 1Y+ x;Y;

the bilinear loss random functions. Let (Zp ), Y;,Y;) be continuously distributed
random vector on (R* B(R?), Py ;5 ® P, @ P;) with the density f(z,y:,y;). Then

ffooo ffooo f(Z — LY — T5Y5, Yi, y]) dyzdy]
it [ [7 f(z = 2y — xy5, vi, ;) dyidy; < oo,

f2@i25)(2) = (4.31)
0

otherwise,
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25 f—ryi—zjyj,00y5) dy; .
fZZcr xJ)ZZi)y ” . lf fZ(xl 1‘])< ) > O’
T
in|Z($i71'j)<yi|z) = (4.32)
0 if fZ(:vi,:vj)(Z) =0,

Because the prepositions and their proofs are analogous to the previous ones, we
will proceed more quickly, denote steps and assumptions.

(A)
IF Ry (i, i, y5) = f‘:R (CEE ) E— f(VaR (Z(wi,25)) — wiyi — xj?/ﬁ?/u.%‘) dz
satisfies the assumptions (Al) for fixed z;, then

/ / 8 VaR,( 8xz(xl,x])) —yi] _

f (VaRa(Z (i, 25)) = T3y — 2395, Vi, yj> dy;dy; = 0. (4.33)

(B)
Under previous assumptions and if ffooo ffooo f (VaRa (Z(xi, ZL‘j)) —T;Yi—T;Yj, Yis yj) dy;dy; >
0, then

0 VaR,, (Z(xi, ZL‘j)) _

0z
B /oo | ffmf(VaRa(Z(fcz»xj)) — TiYi —fvjyj,yz,yj) dy; e
. o o f(VaRa (Z(2i,25)) = wys — 595, yi,?/j) dyidy; "
= /Z Yifvi|2(zi2)) (yi|vaRa(Z(xi7xj))) dy; = (4.34)
= E[Yi (i, 2;) = VaR, (Z(:cl,xj))] (4.35)
(C)
Under previous assumptions and if ks (2, yi, y;) = [ (z + 2y +

VaRa (Z(xi,xj)) —TiYi—TjYj
z5y;) - f(2,yi,y;) dz satisfies (A1) for fixed z;, then

0 CVaR, (Z(:cl-, :c] B / /
Ox; Cl-a Ox;

(Z + Ty + xjyj) ’ f(Z, Yi, y]) dZ] dyldy] =

= vi - f(2,vi,y5) dzdyidy; =
11—« —00 J —00 JVaRg (Z($i7$j))_$iyi_l'jyj ( J) J

= E[Yi (i, z;) > VaR, (Z(xz,x]))]

h(zi,9:,Y5)
A

/oo
VaRa (Z(J:i,azj)) —TiYi —T;Yj

(4.36)
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(D)
Under previous assumptions and if ~(x;, y;, y;) = f‘ZRa (Z(xi’xj)) iy I f(z, Yi, yj) dz
satisfies (A1) for fixed z;, then from (4.36)
(1—a). O? CVaRa(Z(x;, x;)) _
837]‘6.1’@'

h(zj,yi,y;)

™~

_ / / oz, [/VGRQ( ) s yi - (291, 95) dZI dy;dy;
_ / / " 8VaR( (i, ;) yj]_

Ox;
f(VCLRa (Z(2s,25)) — 2y — 295, vi, yj>dyidyj =

(i, xj) = VaRa(Z(xi,xj))] —

= Srtewy (VaRa(Z(wi2) ) - |E[viY,

~ &y

(i, x5) = VaRa(Z(xi,xj))] E[Y]

(i, 2j) = VaR, (Z(:L‘“:L‘j)):|] =

= Frtemy (VaRa(Z(wi,2)) ) - COV[Y,,Y;

Z (v, 75) = VaRa(Z(%xj))]-

(4.37)
(E)
If the previous assumptions hold for every i,j € I, then from (4.37) we can obtain
the Hessian of CVaR

0? CVaR,(Z(x)
Hovar(x) = { 83:-8:5(- )}
I ije{l..n}

_ Jaw (VaRa(Z(CE))> | {C@V[Y .

11—«

Z(x) = VaRa(Z(m))] }
i,je{l..n}

(4.38)
HNeovaer(x) is positive semidefinite that implies convexity of CVaR, (Z (:B)) in x.
(F)

Under previous assumptions and if CVaR,, (Z(:cg,xg)) € 03((0, 1) x Iy x [3), then
from Lemma 4.3.3 and (4.37) it holds

82 VaRa(Z(xi,xj)) o
890]0@ T

d COV[Y;,Y;|Z(z;, ;) = 2]
dz

d In fz(gji,mj)(z)]

+

+COVY;, Y;| Z (i, x;) = 2] (4.39)

dz

z=VaRa (Z(J:z ,J:j))
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(G)
If the previous assumptions hold for every i, € I, using result (4.39), the Hessian
of VaR equals

d COV|Y;,Y;|Z(x) = 2]

dz

Hver(x) = {— +

+ COV[Y,Y;|Z(z) = 2] M]

dz

z2=VaRq (Z(a:)) }i,je{l...n}

(4.40)

In [15] some conditions which ensure convexity of VaR in each decision variable are
introduced. However, this conditions does not imply joint convexity in the decision
vector & and we are not able to find any general conditions which would ensure
convexity of VaR with respect to the whole decision vector.

4.5 Appendix

Theorem 4.5.1. (Interchanging of derivative and integral) [25]
Let (X, A, 1) be a space with a measure, I C R an open interval and f : I x X — R
a function with following properties:

1. f(t,-) is measurable on (X, A) for allt € I,

2. it exists a set N C X with f(N) = 0 such that Ve Viex\nv the derivative
Lf(t,x) exists and is finite,

3. it exists g(x) € L' () such that Ve Voex\n |5 (8, 2)| < g(2),

4- Juer flto,-) € L ().
Then f(t,-) € L'(i), Vier, the function F :t — [, f(t,x) du(x) is differentiable on
I and it holds
, d
Py= [ L) dua), e
i

Theorem 4.5.2. (Interchanging of partial derivatives) [42]
Let the function f be in class C*(G) (k > 2), where G C R" is an open set and
x € G. Then the value
ok f
0z, ...0x; (z) =

does not depend on order of the indices iy, . ..,ix € {1,...,n}.



CHAPTER 4. SENSITIVITY ANALYSIS OF VAR AND CVAR 46

Theorem 4.5.3. (Fubini) [25]
Let (1, Ay, 1) and (Qo, A, pi2) be spaces with o-finite measures, f be Ay X As-
measurable function on Qy x Q. If leXQ2 fwr, we)d(py X pro)(wr, ws) < 00, then

/Q el X ) (enn) =
-/ ( ) Fnon)dpn ) )duafen) =
-/ ( i Fln i) s ),



Chapter 5

Dynamic Risk Measures

A risk measure that is defined over a process or a time series is called the multi-
period or dynamic risk measure. The problem of dynamic risk measures has gained
much attention recently and is discussed in many monographs and scientific papers,
i.a. in [2], [6], [38]. We focus on risk measures for discrete time decision model with
a given finite time horizon.

This chapter is organized as follows: In Section 5.1 we define the dynamic risk
measure for income streams which is introduced in [31], summarize its basic properties
and incorporate it into multistage stochastic programming problem for a scenario
tree of income streams. In Section 5.2 we concentrate on applications of drawdown
functional in portfolio optimization, we describe some drawdown measures and its
properties.

5.1 A Risk Measure for Income Processes

In this section we introduce the dynamic risk measure from [31] and [32] which is
based on nonanticipativity princip and is closely related to expected value of perfect
information (EVPI) of stochastic programming problems, for details see [10] or [37].
The basic idea follows.

[31]: ”The risk is not only a function of the random distribution of the random
income, but also a function of the available information about it. Risk is viewed as
the cost for uncertainty and lack of information and is measured in money units, in
the same units as the value.” The amount of information is discribed by appropriate
o—algebra (filtration of a stochastic process).

5.1.1 Nonanticipativity

Basic principles of anticipativity and non-anticipativity can be simply demon-
strated within framework of one-period prediction problem, for more appropriate
explanation see [10]. We would like to predict some random future value Y. We
suppose that the prediction error is measured by the expected quadratic deviation
and we solve two problems:

47
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e Optimal non-anticipative prediction problem

min E[(Y — a)?],

value a
where the optimal solution is the expectation a = E(Y') and the optimal value
is var(Y).

o Clairvoyant’s optimal anticipative prediction problem

min _ E[(Y - a(Y))?,

function a(Y)
where the solution is a(Y’) = Y and the optimal value is 0.

Thus, the variance (which is occasionally used as a risk measure) gets a new inter-
pretation as the difference between the optimal value of the non-anticipative problem
and the anticipative problem. Definition of new dynamic risk measure is based on
this idea.

5.1.2 A Multi-period Measure

Let the planning horizon be the endpoint 7 of an interval [0, 7] which is further
covered by nonoverlapping time intervals (periods) indexed by ¢t = 1,...,7T. Suppose
that I, I, ..., I is a stream of random income variables on some probability space
(Q, F, P) with finite expectations E[[;] < oo, t =1,...,T. Let F = (F,t =1,...,T)
be a filtration such that I, is F;—measurable (I; is a Fy-adapted process), Fq := (0, 2).
We would like to maximize the expected consumption minus the expected shortfall
costs. We denote

e a;... amount to be consumed during the period ¢ (main decision variable); a,
is F;_1 measurable, because the decision about a; must be made at the end of
the time period ¢t — 1,

e ... fixed (technical) interest rate,

e ¢, = (1+7r)""... net present value (NPV),

o ¢, =q(l+7)"">0... shortfall costs,

o d=dy(1+7r)"T>0... discount factor for final surplus,

e dy and ¢ ... constants satisfying dy < 1 < qo,

o Sy =[S 1+ I; — )t ... surplus carried from the period ¢ to t + 1, Sy = 0,
o M;=[S;1+1I; —a;] ... shortfall at the end of the period t.

Non-anticipative problem can be written as

T
Z/{F<[l7 [2, ey [T) = maXE[Z(ctat — tht) -+ dST] (51)
t=1
s.t. a; is F;_; — measurable for t =1,...,T
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and claivoyant’s problem (where we are given complete information Fr) as

T
uf']’([lu [27 B [T> = maXE[Z<CtCLt - tht) + dST (52)
t=1
s.t. a; is Fpr — measurable fort =1,...,T,

that can be reduced to (a; = I;)

Ur, (I, Ty, Ir) = > GB(T). (5.3)

t=1

The dynamic risk measure is then defined as the difference between the optimal
value of the non-anticipative problem and the anticipative problem, i.e.

R(L, Lo, ... Ir) =Ur, (I, I, ..., I7) — Us(I1, I, . . ., I7). (5.4)

Because of this definition minimization of the risk measure R is equivalent to maxi-
mization of the expected utility Up. According to [32], the dual problem to (5.1) has
the following form

T
minEZ)\t_ft
t=1
s.t. (5.5)
Et—l)\t = Cy, t = 1,...,T,
)\t S qt,tzl,...7T,
Ar > d,
A > Elgq, t=1,...,T—1.

Multiplier process {\;} is a submartingale. Under our assumptions the problem (5.1)
and its dual form (5.5) has the same finite optimal value. Basic principles of duality
in stochastic programming can be found in [37].

Theorem 5.1.1. (Properties of the expected utility and the dynamic risk measure)
[31]

1. Uy is monotonic, i.e. Us(I"7, ... 1YY < Us(I® ... I, where {1V}, {17}
are two Fy—adapted processes such that It(l) < It(Z), t=1,....T,

2. (IM|F_y) <ssp TP\ Fn), t =1, . T=uU(I", ... IV < Us(1?, ..., I\,

3. R is convez, i.e. for two streams ([1(1), . .,[:(Fl)), (11(2), . .,[}2)) with finite ex-
pectations and every A € (0,1) it holds
RO, ) + (1=, 1) <
< ARV, Y+ (1= ORI, TP,



CHAPTER 5. DYNAMIC RISK MEASURES 50

5.1.3 Mean - Dynamic Risk Model

In [31] a mean-dynamic risk model for random income streams ([tj ,t=1,... ,T), Jj =
1,...,nisintroduced. Its objective is to get a fixed mix portfolio with random income
stream (It(:c) = 22:1 ol t=1,... ,T), which maximizes the expected net present

value pu(z) = Y0, @ Zthl ¢E(I}) and minimizes the risk measure R(I;(z), ..., Ir(z))
defined in (5.4). Thus, we solve the following optimization problem for some value of
the parameter m.

min - R([i(z),...,Ir(x))

which can be rewritten as

min [E

ZtT:1 <Ct ( > ffz‘Itj - at) + CJtMt) — dSt

s.t. St—Mt :St,1+2?:1 l’j[g—at, t = 1,...,T7
n T i
D i1 Ti )y GB(L) = m,
>t =1,
ZT; ZO, izl,...,n,

StZO, MtZO, tzl,,T

Multistage stochastic programming model for a scenario tree of income streams
can be formulated as follows. Let the nodes of the tree are numbered 0,1,2,..., K,
with 0 being the root, L = {1,2,..., K} be set of the nodes without the root. We
suppose that the decisions about consumption are made at the non-terminal nodes,
the portfolio is mixed at the root and is fixed during our horizon. Let ¢, denote the
time stage of the node k£ € K and k— its predecessor. Let K, C K, t =1,...,T
be disjoint sets of numbers of the nodes at the layer ¢, thus for a node k it holds
k € Kyx). The terminal nodes we denote Kp = {Ko,..., K}. For probabilities of
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nodes py, k=1,..., K it holds >, . pr = 1.

min Zkelc DrCi(k) (271 xi]li - ) + Zkeic Prdq: k)Mk Zkelc PrdSk

st. Sp+a,. — M, = E?:l .T}Z[]i, t(/{}) =1, ke ]C,
Sk — Sk +ar. — M, = Z?:l xillia t(k‘) >1, kek,

D im1 Ti D oper Prcuiy [ = m,
My >0, S, >0, ke K,
r; >0, 1=1,...,n.

A crucial question is how to generate the input for the previous decision model. Some
methods for scenario generation are described in [10], [16].

5.2 Drawdown Measures

In this section we focuse on applications of drawdown functional in portfolio op-
timization. This topic is discussed i.a. in [6], [5], [21]. The drawdown measures are
usually applied to a sample path or fan scenario trees of uncompounted portfolio rate
of returns, not to random loss variables or processes.

We suppose that the considered time interval [0, 7] is divided into 7" € N nonover-
lapping periods (intervals) indexed by ¢ = 1,...,T. The portfolio absolute draw-
down is defined as the drop of the current portfolio value comparing to its maximum
achieved in the past up to current moment.

Definition 5.2.1. (Drawdown function) [5]
Denote by w = (wy, t = 1,...,T) the sample path of uncompounded cumulative
portfolio rate of return, where

N t
wt:Z(ZTij$ij>7 tzl,...,T, (56)

i=1 \ j=1

ri; s the logaritmic rate of return of i-th instrument in j-th period, x;; is the instru-
ment weight, > " jx; =1, j=1,...,T.
The portfolio absolute drawdown at the end of period t is defined as
AD; = max wy — wy. (5.7)
1<k<t

We have got the absolute drawdown function (time series) AD(w) = (ADy,t =
1,...,T), or simply AD.

The portfolio weights may be constant through time (in portfolio optimization
problems without revisions). We can argue for using logaritmic returns instead of
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rates of return in the previous definition as follows. Let W, denote portfolio wealth
at the end of period ¢, i.e. Wy = By- (1 4+ Ry), t = 1,...,T, where F, is an initial
wealth and R; the portfolio return for the time horizon ¢. Then the portfolio relative
drawdown is defined as

maXlngt Wk

Wi

It is easy to see, that RD; > 1 just when portfolio wealth decreases and RD; = 1
just when portfolio wealth does not decrease. Sometimes the relative drawdown is
defined as R~Dt = maxy<p<t Wi/Wy — 1, t = 1,...,T. For logarithm of the relative
drawdowns it holds

RDt: ,t:]_,...,T.

InRD; = maxInW, —InW, =

1<k<t

= max In(1+ Ry) — In(1 + Ry).

1<k<t

By using the relation In(1 + Ry) = 7, where r; is the logarithmic return, and the
multiplicative effect for logaritmic returns, see Subsection 7.1.1, we get the absolute
drawdown, i.e. InRD;, = AD;, t = 1,...T. It is necessary to remark that the
logaritmic returns for small values do not differ from corresponding rates of return
too much. Basic properties of the absolute drawdown function do not change if we
use rates of return in its definition.

Figure 5.1 illustrates an example of monthly time series of cumulative rate of
return and corresponding drawdown function of Northrop Grumman Corp. When
the uncompounted cumulative rate of return decreases (achieves its local minimum),
the absolute drawdown function increases (achieves its local maximum).

Remark 5.2.2. (Properties of the absolute drawdown function) [6]
Let AD(w) be the absolute drawdown function of an uncompounded cumulative port-
folio rate of return w, then

1. AD; >0, t=1,...,T (nonnegativity of the absolute drawdown function).

2. AD, = [ADt,l—E;‘ZI Titﬂfzt]+, t=1,...,T, where we set ADy = 0 (recursion).

3. AD(w+const) = AD(w), AD(Aw) = AAD(w), Vx>o (insensitivity to constant
shift and positive homogenity).

4. AD(Aw; + (1 = Nws) < AMAD(wq) + (1 = A)AD(wy), A € [0,1], where wy, we
are uncompounded cumulative portfolio rates of return (convexity).

Definition 5.2.3. (Nonparametric drawdown risk measures) [5]
The Maximum Drawdown (MaxzDD) on the interval [0,7] is the maximum of the
drawdown function, i.e.

MaxDD(AD(w)) = max AD,.

0<t<T

The Average Drawdown (AvDD) is defined as

T
AvDD(AD(w)) = % > AD,.
t=1
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Figure 5.1: Time series of cumulative rate of return and corresponding absolute
drawdown function (Northrop Grumman Corp., 2.2.2004-1.2.2006, monthly).
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The Maximum Drawdown is based on the worst case in the sample path, so it
may be too conservative to minimize it while the Average Drawdown may mask
large drawdowns. This leads us to introduce Conditional Drawdown at Risk (CDaR)
which combines CVaR and drawdown approaches. CDaR is defined as the mean
of the worst (1 — «) - 100% absolute drawdowns. Conditional Drawdown at Risk
represents a dynamic extension of Conditional Value at Risk, however, the absolute
drawdowns are viewed, in fact, as independent realizations (with equal probability
1/T) of some discrete drawdown loss random variable dependent on decisions, even
though they rather form a time series. In [6] CDaR is defined using the expression
of CVaR as a weighted average of VaR and the mean of the losses strictly exceeding
VaR under previous assumptions, see Subsection 2.3.2.

Definition 5.2.4. (Conditional Drawdown at Risk (CDaR)) [6]
Let AD(w) be an absolute drawdown function, o € (0, 1),

T
ap(§) = %ZI(ADt <¢), {€R,
=1
{ min{¢ : Iap(§) > a} for a € (0,1]

0 for « =0,
. = {AD,: AD, > 1l (o)}, a€0,1],
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where 1(-) is an indikator. Then the Conditional Drawdown at Risk (CDaR) is
defined as

CDaR, (AD(w)) = <HAD (Map(a@)) — O‘>H—1

1— o apl(a) +

l—a Z AD:.

ADieEL

(5.8)

The properties of CVaR showed in the Subsection 2.3.3 enables us to extend the
minimization formula for CDaR which is useful in practical implementation.

Theorem 5.2.5. (Minimization formula for CDaR) [21]

Given an absolute drawdown function AD(w), computation of the Conditional Draw-
down at Risk of the absolute drawdown function AD(w) can be reduced to the following
programming procedure

CDaR,(AD(w)) = min {y + ﬁ ; [AD, — y]+}’ (5.9)

yeR

for some a € (0,1),
leading to a single optimal value equal to Iyh(a) if ap (Ilxp () > a,
and to a closed bounded interval with the left endpoint I, (a) if llap (Ixp () = .

The optimization problem (5.9) can be rewritten using (5.6) and (5.7) as
n k
mas | 3 (X ras) | -
==l =
n t +
3 (L) o] |
=1 j=1

Basic properties of CDaR follow from basic properties of CVaR and from Theo-
rem 5.2.2.

Theorem 5.2.6. (Properties of CDaR) [6]
Let AD(w), ADy, ADy be absolute drawdown functions, o € (0, 1), then

1. CDaRa(AD(w)) >0, t=1,...,T (nonnegativity).

2. CDaR,(AD

3. CDaR, ()\AD )) = ACDaR,(AD(w)), Yaso (positive homogenity,).
]

CDaR,(AD(w)) = rgleiﬂg{ =T Z

) 4 const) = CDaR, (AD(w)) + const (constant translation).

4. CDaR,(AAD; + (1 — A)AD,) < ACDaR,(AD;) + (1 — A\)CDaR,(AD,),
A € [0,1] (conveity).
Remark 5.2.7. [6]

CDaR includes the Average Drawdown and the Maximal Drawdown as its limiting

cases, 1i.e.
a—0
ﬁ‘k

CDaR,(AD) AvDD(AD),
CDaR.(AD) “=~ MazDD(AD).
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Multi-scenario Conditional Drawdown at Risk (MCDaR) is defined for fan sce-
nario tree ADS = (AD?® s =1,...,5) (in [6] called ”drawdown surface”), where
AD®* = (AD;, t=1,...,T) is a drawdown function and s denotes one of S scenarios
with probability p;, Ele ps = 1. MCDaR can be defined as the mean of the worst
(1 —a)-100% absolute drawdowns on the drawdown surface.

Definition 5.2.8. (Multi-scenario Conditional Drawdown at Risk) [6]
Let ADS be a drawdown surface, o € (0,1),

1 I8
Maps(§) = =) D pl(AD; <€), (€R
t=1 s=1
min{¢ : Iaps(&) > a} for a € (0,1]
Maps(a) = {
0 for a = 0,

=, = {4D;: AD; > Mihs(a)}, a € 0.1]

where 1(-) is an indikator. Then the Multi-scenario Conditional Drawdown at Risk

(MCDaR) is defined as

Maps (a7 — 1
MCD(IRQ(ADS) = ( ADS( 1AI_)SOEQ)) a)HA})S(Oz) + m Z psAAD;t9

AD;€Eq

(5.10)

MCDaR has similar properties as CDaR, the minimization formula can be ex-
tended for MCDaR, for details see [6]. There is also solved a real-life portfolio opti-
mization problem using drawdown measures. A numerical comparison of CDaR and
CVaR approaches in portfolio optimization can be found in [21].

Risk profile y (discrete version), defined by

1. x(q) >0, oy €(0,1), l=1,...,L,

2. 30 x(ay) = 1,

enables us to assign specific weights for ay—CDaRs with predetermined confidence
levels and to create a convex combination of them. The mixed CDaR is then defined
as

L

CDaR, () = Z X(a;)CDaR,, (x).

=1

A portfolio manager can express his/her risk preferences by shaping the risk profile.
This approach is similar to risk shaping with CVaR, see theorem 2.3.14.



Chapter 6

Conclusion

In this thesis we have focused on sensitivity and dynamics of risk measures of
random losses. First, basic properties, advantages and disadvantages of two frequently
discussed risk measures Value at Risk (VaR) and Conditional Value at Risk (CVaR)
have been summarized. Then we have applied contamination techniques in stress
testing for VaR and CVaR and for optimization problems with these risk criteria.
Using the contamination techniques we have derived computable bounds which can
provide a deeper insight into behaviour of these risk measures. We have focused on
portfolio optimization problem with the relative VaR objective function, where we
have considered correlation and volatility shocks. The correlation shocks have been
involved in the numerical study, where we have supposed that the correlations between
assets of companies in the same industry and sector will increase. It has turned
out that the contamination bounds are relatively close to the optimal value of the
relative VaR optimization problem. However, the optimal value increases significantly
with increasing correlations which reflects unstability of relative VaR with respect to
correlation matrix estimation. A heuristic algorithm for stressing of large correlation
matrices has been introduced. Next, we have studied sensitivity of VaR and CVaR
through their derivatives with respect to the portfolio allocation. Assumptions under
which it is possible to get close expressions for first and second order derivatives have
been found. As a new result we have derived Hessians of VaR and CVaR which enables
us to discuss their convexity with respect to the whole portfolio allocation vector.
Convexity of CVaR has been confirmed, however, no conditions that would ensure
convexity of VaR have been found. A challenge for future research is to find some
simpler sufficient conditions which imply the assumptions for the derivative formulas.
The last chapter has dealt with dynamic risk measures for multi-period discrete time
decision models for a finite time horizon. A risk measure for income streams has been
introduced and into multi-period mean-risk model for a scenario tree incorporated.
Another approach how to define new dynamic risk measure is an extension of an one-
period measure. Such extension of CVaR Conditional Drawdown at Risk (CDaR)
represents. We have summarized basic properties of absolute drawdown function
and some drawdown measures. However, many interesting topics, such as dual risk
measures or general deviation risk measures, have had to be skipped.
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Chapter 7

Appendix

7.1 Modelling of Returns

7.1.1 Returns

This section uses knowledge from [10] and [41]. If we denote P, price of the
underlying asset i (security) at time ¢, we can define the rate of return by the relation

Py — 5

Rt = P,

Taking into account the multiplicative effect and an analogy with the force of interest,
we can define another measure r; as a logaritmic rate of return (logaritmic return)

by

P
1+ Ry = PtH =:exp(ry).

it
If we define logarithmic prices p;; := InPy, we can rewrite previous relation as
i = (1 + Rit) = Piry1 — Pit-

Note that for small values of r; it does not differ from R;; too much (which follows
from Taylor expansion).
The rate of return RI for the time horizon T is then defined as

T T
1+R?=H(1+th):€5€p Z'f’z’t :RT.
t=1 Pio

t=1

If Dy is a dividend paid for the time interval [t, ¢ + 1], then

R, — Pz't+1+PDz't—Pz‘t _ %—i— PitJrlP_Pi 7
it it i

where D;;/ P, represents the divident (coupon) yield.
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7.1.2 Diffusion Processes and Returns

Definition 7.1.1. (Wiener process)
A stochastic process (Wt, t> O) is a Wiener process (a standard Brownian motion)
if it satisfies

1. Wy =0 a.s.,

2. Wy has independent increments, i.e. Wy, — Wy, and Wy, — W, are independent
rou. for all 0 <t; <ty <t3 <ty <oo,

3. LW, — W) =N(0, |t — s|) for all s,t >0,
4. the process W, has continuous trajectories.

Remark 7.1.2.
i) EW, =0, Vt >0,
ii) Wiener process can be written in the form (useful for simulation)

dw, = eVdt,
where ¢~ N(0,1)

Definition 7.1.3. (Generalized Wiener process)
The generalized Wiener process (Xt, t > 0) with the drift rate p and the rate of
variance change o? satisfies the following conditions

1. XO =0 a.s.,

2. the process X; has independent increments, i.e. Xy, — X3, and Xy, — Xy, are
independent r.v. for all 0 <t <ty <t3 <ty < o0,

3. L(X; — X,) = N(|t — s|u, [t — s|a?) for all s,t >0,
4. the process X; has continuous trajectories.

Remark 7.1.4.
The generalized Wiener proces may be written in continuous or discrete form

dXy = pdt+o dW,
X — Xy = ,ut+cre\/¥.

Definition 7.1.5. (Ito’s Process)
dX; = p( Xy, t)dt + o( Xy, t)dW,.
Under the random walk hypothesis the logaritmic prices follow the model
Di1 —Pe = b+ &1, t=0,1,...,

where p is a drift and ,’s are uncorrelated (or even independent) r.v. with Ee; = 0
and vare, = 02. Then for the prices P, we have

Py = Pttt t=0,1,. ...
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More appropriate model suppose that the rates of return follow generalized Wiener
process (we will present only discrete versions of processes), i.e.

P, — P,
% = ult + oV At,

where L(g) = N(0,1). It can be also written in the form
Pt+At—Pt:MPtAt+UPt5V At, (71)

which is called geometric Brownian motion. Using 1t6’s lemma, see [10], we get

1
Ptent — Pt = (,U — 50’2)At + OevV At. (72)

It holds E(thrAt —pt) = N((u — 1/20’2)At, O'QAt)
and L(Pa/P) = LN ((1 — 1/202)At, 0?At), where LN(-,+) denotes log-normal

distribution.

Parameters Estimation

Assume that we have T + 1 observations of stock prices P; at equally spaced time
intervals A. Let r,, t = 1,...,T denote corresponding logaritmic returns, that follow
the model (7.2), thus they are normally distributed and uncorrelated. Let 7 and s,
denote sample mean and standart deviation of r;’s. Then the estimates of p and o
are

Jump Diffusion Models

The stochastic diffusion models based on Brownian motion fails to explain some
characteristics of asset returns. In [41] a simple jump diffusion model is proposed.
The returns implied by the model are leptokurtotic and assymetric with respect to
zero. Let P, follow the model

dP; =
T - udt+ath+d<Z(Ji - )),

=1

where (Wy, t > 0) is a Wiener process, (ny,t > 0) is a Poisson process with rate A\t and
{Ji} 1, is a sequence of independent and identically distributed nonnegative random
variables such that X = InJ has a double exponencial distribution; W,, n, and
Ji, Vi, t are independent. The model consist of two parts - the geometric Brownian
motion and a jump Poisson process. We may use the discrete-time approximation

N+ At
Priar — P

7 ~ pAt+osVAL+ Y X,

i=n¢+1
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where X; = In J;. For At small enough

Piiay — P
%%MAI&*FO}?VAI&‘FIXX,
t

where X is a double exponencial variable and I is a Bernoulli random variable with
P(I=1)= XAt and P(I =0) =1— MAt.

7.1.3 Stable Distributions

Distributions of financial returns have heavier tails, a higher peak than a normal
distribution (i.e. they are leptokurtotic) and are typically right skewed. They are
sometimes supposed to be stable distributed. In this section we summarize briefly
basic facts about the stable distribution, whose density and distribution function does
not have close form with the expception of some special cases. They are characterized
by the characteristic function

Ox(t) = Elexp™) =

= exp { — fya\t|a<1 —if sign(t)tg%) + iét}, if a # 1, (7.3)

- exp{ At (1 - iﬁ;sign(t)lnt> + iét}, it a=1, (7.4)

Formal definitions can be found in [14], [18]. Stable distributions are represented
by four parameters, therefore they are denoted by S, (0, 3,7), where

e o€ (0,2] ... index of stability - if it is small, the distribution has a high peak
and heavy tails,

e 3 € [-1,1] ... skewness parameter - if 5 > 0 (§ < 0), the distribution is
skewed to the right (left),

e v >0 ... scale parameter, which generalizes the notion of standard deviation,
variation v is generalized variance,

e ) € R ..., or location parameter.
If we set
e =2 and =0, we get normal (Gaussian) distribution,
e §=0andy = 1/v2, we get standard stable distribution,
e =1 (—1), we get stable distribution totally skewed to the right (left).

Financial models assume that « € (1, 2], because for stable distributed random vari-
able it holds: p—th absolute moment E[|X|?] is finite just when p > «. Then it is
possible to discuss expected value E[X].

In [4] some methods of parameters estimation are summarized: Method of Mo-
ments, Quantile Estimation Method, Regression-type Method, for details see [20],
Maximum Likelihood Method.
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Figure 5.1: Densities of stable distributions
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7.2 How to Increase Correlations

In this section the heuristic algorithm from [12] for systematic adjustment (in-
creasing) of correlations of chosen assets is extended. It is guaranteed that the new
correlation matrix is positive (semi-)definite. We believe that the following algorithm
is applicable to very large correlation matrices, because it is noniterative and it does
not need to compute eigenvalues of the new matrix to verify its positive semidefinity.

We consider n assets and their random (logaritmic) returns R;, i = 1,...,n
with the correlation matrix C' = (p; ;)i j=1,..n, that we want to stress. Let [, C
{1,...,n}, card(Iy) = my, k = 1,..., K be nonempty disjoint sets of assets. We
want to increase the correlation within the set I, Vk so as the correlation between
assets in the set and out of it does not increase significantly.

1. Define new random variables

R-:{ (1= 0)Ri+ 0,R™ ifiel, k=1,.. . K,

R; otherwise,
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A . : .
where R;," denotes "average” of random variables in Ij, i.e.

AUg__ZR

ZEIk

Parameters 0 € [0,1], k = 1,..., K specify the proportion of increase in the
set k. We can express new random variables in matrix notation by R = A - R,
where

RT - (Rl,...,Rn),

éT - (Rl,...,Rn),

P ! if i =g, i ¢ U, I
" ek/mk lf,l#.]v Z7.] el[m
0 otherwise.

2. We get the covariance matrix of ﬁ s, i.e. S=A-C- A’, which we need to
normalize using the matrix S = (5;;); j=1,.., defined by

-----

0 otherwise.

3. Finally, we compute the new correlation matrix

~

C = S%8S.

7.3 RiskMetrics

Volatility is an important term in risk management, where its modeling provides
simple approach to calculating VaR. A special feature of stock volatility is that it is
not directly observable, see [41]. We assume that

o pr=In(F), re = pr — pra,

e F,_; is the information set available at time ¢ — 1,

o L(r|Fi1) = N (i, 07),

e 1y =0 = r, = a; follows an IGARCH(1,1) process without a drift ag = 0:

re = o048, € 1s a Gaussian white noise process,

ol = acl +(1—a)y?,, ac(0,1), (often a € (0.9, 1))

We denote r[k] = ry 1 + -+ - + e k—horizon log return from time ¢ + 1 to t + k,
‘C(Tt[k] | ft) = N(ngtQ[k])a where

oZ[k] = Var(rk] | F) st Lt ZVar agyi | Fi) = ZE(U§+Z- | Fi). (7.5)

i=1 i=1
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Using ;1 = 01641 we obtain from (7.5)

Ut2 = Ut2—1 + (1 — 0‘)03—1(5%—1 —1), Vt,
Uteri = ‘71&2+z'71 + (1 - O‘)Ut%rifl(girifl —-1),i=2,...,k,
E(o7,; | ) = E(ojy | F) fori=2,...k, (7.6)

ifE(ef,, ,—1|F)=0fori=2,...,k From (7.5) and (7.6) we have the conditional
variance of r,[k]

o?[k] = ko,,. (7.7)

Thus, for k—period VaR it holds: VaR(k) = uaVkow1 = VEVaR. Tt is easy to
extend this model for CVaR measuring thanks to the relation between parametric
VaR and CVaR showed in Section 2.4.

Multiple Positions under RiskMetricks model: If

Cov (74, 7jt)

B \/Var('rl-t)\/ar('rjt) ’

Pij Z.ajzla"'ama

is the correlation coefficient between returns of :—th and j—th asset and VaR, is VaR
of i—th asset, then

VaR = | Y VaR?+2) p;VaR;VaR;.

i=1 i<j

7.4 Software

Table 7.1: Used software.

Software Version | Using

Matlab 5.0 optimization, graphs drawing
SPSS 12.0 | estimation, statistical testing
MikTex 2.2 typesetting

TeXnicCenter | beta | typesetting

7.5 Numerical results

Normality tests and correlation matrices used in the numerical study in Subsec-
tion 3.2.4 are proposed. Source codes and numerical results can be found on enclosed

CD.
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