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1 Introduction

The second pillar of Basel II regulation concerns the control of internal models used by banks to
measure and monitor the risk included in their asset portfolios. For a given portfolio with current
allocation a; and a given prediction horizon h, the practice consists in estimating the distribution of
portfolio returns y;p(ay) for the period (¢,t + h), and in deducing associated risk measures. These
measures can be quantiles of the portfolio returns distribution (the so-called Value-at-Risk or VaR),
other quantile based measures such as the expected shortfall (also called Tail-VaR, or conditional tail
expectation), or more generally a distortion risk measure (DRM) (see Wang, 1996). However, the
analysis of the return distribution of the current portfolio allocation can be insufficient. Indeed, it is
important to look if this allocation can be improved, or if a small change of portfolio allocation has
severe implications in terms of risk. In other words, we are interested in the ways the distribution of
yt+1(a¢) depends on allocation a.

In Section 2, we introduce nonparametric estimators of the sensitivity of the distortion risk mea-
sures with respect to the portfolio allocation, called delta-DRM, and derive their asymptotic properties.
Their finite sample properties are compared by a simulation study. In Section 3, we consider the port-
folio allocation, which minimizes a distortion risk measure under budget constraint and restriction on
another distortion risk measure. The framework includes the minimization of the VaR (or Tail-VaR)
under expected return restriction as well as the minimization of Tail-VaR under VaR restriction. Then,
we explain how to estimate the efficient portfolio allocation nonparametrically. The tests of efficiency
of a given portfolio allocation are developed in Section 4. We discuss alternative test procedures based
on a comparison of either risky allocations, or delta-DRM, or realized extended Sharpe (RES) perfor-
mances. An analysis of finite sample properties of the estimators of the efficient allocation and of the
extended Sharpe ratio is presented in Section 5. By considering Gaussian simulated returns, we have
also the possibility to compare the empirical estimators introduced in our paper with the standard

parametric estimators of the Gaussian framework. Section 6! concludes.

2 Sensitivity of distortion risk measures

In this section, we provide the expression of the sensitivity of distortion risk measures (or delta-
DRM), which, loosely speaking, is a weighted expectation of the VaR sensitivity [called delta-VaR in
the literature (see (Garman, 1996)] with respect to the portfolio allocation. In the later part of this
section, we introduce nonparametric estimators of delta-DRM and derive their asymptotic properties.
For expository purpose, we drop the time index from the expression of returns and allocations in
the definition of delta-DRM. The time is reintroduced to index the observations when the estimation

problems are considered.

2.1 Expression of the delta-DRM

The DRMs are generally applied to portfolio loss (and profit) instead of profit (and loss). More

precisely, we consider the opposite of the portfolio return y(a) = —a’r, where a denotes the vector



of allocations and r the d x 1 primitive asset returns. For convenience, we denote & = —r as the
primitive asset losses, and thus, y(a) = a’x. Throughout the paper, we use (X,Y) for the random

variables and the lower cases for their realized values. A DRM for this portfolio is defined as:

1
H(H,a;F):/O Q1 —w;a)dH(u), (2.1)

where F' is the joint distribution of X, Q(-;a) is the quantile function of Y (a) = a’X, that is the
inverse of the cdf G(-;a) of the (opposite) portfolio return. H is the cumulative distribution function
of a positive measure, called distortion function (or Choquet capacity). As special cases, the VaR with
risk level p is obtained when H(u;p) = 1(,>p) corresponds to a point mass at p, and the Tail-VaR
with risk level p is obtained when H (u;p) = (u/p) A1 corresponds to the uniform distribution on [0, p).
In both examples above, the distortion function is parametrized by an additional parameter p and is
used to define a family II(p; a, F') of DRMs when p varies.

The delta-DRM provides the marginal risk contribution of a particular asset to the risk measure

of the portfolio, and can be written as:

ol
%a —(H,a; F) = 90 /Q u;a)d H(u)
= aag(l—u a)d H(u). (2.2)
0

The explicit expression of VaR sensitivity with respect to portfolio allocation a has been derived in
Gourieroux et al.l (2000):

gg(l —w;a) = E[X|dX =Q(1—u;a)]. (2.3)
Thus, we get:
ZH(HCLF / EX|a'X =Q(1 —u;a)|dH(u). (2.4)

Let us now discuss some features of the delta-DRM with useful implications for portfolio analysis.
i) The delta-DRM is homogeneous of degree zero in a. Indeed, the DRM is homogeneous of degree
'aQ( ;a) = Ela’X]d’X = Q(-;a)] = Q(+; a), which is the Euler characterization
of homogeneous function of degree one.
ii) The delta-DRM is a weighted expectation of delta-VaRs at all risk levels. For instance, the delta-
VaR(p) itself is a weighted expectation with weight equal to 1 at level p and equal to 0 otherwise. If

one, since we have a

H is differentiable, the expression (2.4) implies that the weighting function is the distortion density
defined as OH (u)/Ou. As shown in the next subsection, this facilitates the estimation of the delta-
DRM once a delta-VaR estimator is available. Indeed, we can simply plug the delta-VaR estimator
within the expectation expression (2.4).

iii) The delta-DRM can be alternatively interpreted as the expectation of the product between the

distortion density and the primitive asset loss. More precisely, if function H is continuous and differ-



entiable,” we get the following expression (see [Appendix B):

oIl 8H<1 - G(d X; a))
SoH.aF) =E | X -

(2.5)

The delta-DRM is equal to the expected co-movement between the primitive asset loss and the subjec-
tive perception, which is represented by the weights assigned to the losses. Indeed, the risk contribution
of a particular asset is influenced jointly by the potential loss of the asset and how the risk measure is
defined. The delta-DRM associated with the identity distortion function is simply the expected loss

of the primitive asset.

2.2 Nonparametric estimators of the delta-DRM

We have seen in Section 2.1/ that the delta-DRM can be written as a linear combination of delta-
VaRs. In this section, we introduce nonparametric estimators of the delta-DRM. A first nonparametric
estimator of the delta-DRM is obtained by substituting a kernel estimator of the delta-VaR into the
expression (2.4). An alternative estimator of the delta-DRM is deduced from expression (2.5), under

additional conditions on the distortion function.

2.2.1 Kernel estimator of the delta-DRM

Let us consider a sequence of observed (opposite) asset returns 1, ..., xy. The delta-VaR admits
the interpretation (2.3)) as a conditional expectation. A kernel estimator of the delta-VaR is defined

as follows: N
. T 'y — -
90r B ﬁ Zt:l o k (a @t hciT( a))

(;a) = = )
0 ZI 't —Qr(;
a IlzT T L (a o hCiT( a))

(2.6)

where @T(u;a) = inf {y : %Zthl Vam<y) = u} is the empirical quantile, k is a symmetric kernel
function such that [k(u)du =1 and [uk(u)du =0, and hy denotes the bandwidth. The estimator
(2.0)) is a Nadaraya-Watson estimator of the regression function ¢ — E[X |a’X = ¢] after substitution
of the theoretical quantile Q(-; a) by its sample counterpart (see e.g. Yatchew, 2003, Chapter 3, for
the definition and properties of the Nadaraya-Watson estimator).

The kernel estimator of the delta-DRM is defined as:

OMly ! 0Qr

e tta)= [ S dH(w).  (2.7)

(1—wu;a)dH(u) =

1 T a/a:tf@;r(lfu;a)
/1 Thy 2at—1 Ttk ( hr
0

Y =

Thy 2at=1 h1

Since the empirical quantile function is a stepwise function, the integral (2.7) can be replaced by a

The result still holds, if the distortion function H is continuous and almost everywhere differentiable. For instance,
the distortion function associated with Tail-VaR is not differentiable when u = p, but the equality (2.5)) is still valid
with the right derivative of H. However, the relation is not valid for the application to the delta-VaR, in which H is not
continuous.



summation. We get the equivalent expression:

~ T a'zi—y; (a)
ol L Siek () [Hu—i‘l ) (2.8)

%(H’ a) = ' T (a’m—y?(a))
=1 t=1 hr

where yj(a) < y3(a) < --- < yj(a) is the order statistics of the (opposite) observed portfolio returns
associated with allocation a.

The expression (2.7)) is valid for any distortion function H, implying that the kernel estimator can
be applied in the general framework, which includes delta-VaR as a special case. Although the rate
of convergence of the kernel estimator of delta-VaR is v/Thr, the kernel estimator of a delta-DRM
will converge at rate v/T' due to its integral expression as shown in Section 2.3 (Similar results can be
found in [Ait-Sahalial (1993) and Gagliardini and Gourieroux| (2006)).

2.2.2 Empirical estimator of delta-DRM

Alternatively, if the distortion function H is continuous and differentiable, the delta-DRM can be
estimated by the sample analog of expression (2.5). The empirical estimator of the delta-DRM is
defined as the sample average of the products between the observed (opposite) primitive asset returns

and distortion densities,”

I T 9H(1-G (a/w'a))
Ollr oIl ~ 1 ( T t5
——(H;a) =+~ (H,a,Fr) = =) 2.9
9q \Hi0) = 5g(Ha. Fr) T 2" du ! (2:9)
where Gr(y; a) = > thl L(a/@,<y) 15 the sample cdf of Y'(a). This estimator is also equal to:
I T  OH(1-t/T
Ollp 1 ( )
—(H;a) = = T R—— 2.10
da ( 70‘) thla:t ou ) ( )
where ¢}, t = 1,...,T, are the observations of (opposite) primitive asset returns reordered according to

the order statistics of (opposite) portfolio returns (yz‘(a)) 2 For instance, the estimator for delta-TVaR

can be calculated by:

GmT(p; a) 1 L .
da - Tp Z Tt
t=[T(1-p)]

where [-] denotes integer part. The empirical estimator is easier to compute and will also converge at
the standard parametric rate VT.

2In some special cases (e.g. H(u;p) = u?, for p < 1), the estimator can be unbounded since the empirical distortion
density goes to infinity when ¢ = T'. This problem can be solved by replacing T" by 1"+ 1 in the distortion density.

3This estimator can be seen as a L-statistics constructed on two dependent series x: and y:(a) (see e.g. [Shorack and
Wellner), 1986, Chapter 19).



2.3 Asymptotic properties of the delta-DRM estimators

The accuracy of the estimated risk measures and their sensitivities are often overlooked by prac-
titioners. However, this potential estimation error can put investors in a very risky position. This
issue has been categorized as the estimation risk in the risk management terminology of the Basle
Committee. In this section, we derive the asymptotic distributions of both nonparametric estimators
of the delta-DRM.

2.3.1 Asymptotic distributions of the estimators

The kernel estimator of the delta-DRM is defined as an integral of Nadaraya-Watson estimator of
the delta-VaR, which is known to be asymptotically Gaussian. The empirical estimator of the delta-
DRM is defined as a sample average. Thus, with i.i.d. observations @¢, t = 1,...,T, the Central Limit
Theorem applies directly. Thus, both estimators will converge to Gaussian processes. These results

are summarized in the proposition below (see Appendices C.1-C.4).*

Proposition 1. For an i.i.d. sequence x; = (z},...,28), t =1,...,T, following a joint distribution
F(X)=C(FY(X"),...,F4X)) with copula function C and marginal cdf F'(X"), if H is differen-

tiable, we have:

VT (%TGT(H, a)— %S(H, a, F))

= {/ Q(E[X\a’X =y])VH(y; a)ﬂa/m<ydy} dlC(Fl(ml), ey Fd(:cd))
rd (Jr OY B
- / {m _ E[X|d'X = a’a:]}VH(a’ac; a)dK(F'(zY),..., Fiab).
R4
If H is twice differentiable, we have:

VT (?CLT(H, a) — ‘?)S(H, a, F))

0’H (1 - G(d'z;
= {/ z ( (a z a)) ]]-(a/:c<a,’z)dF<z)
Re | JRE N

Ou?

- {w - EX|a'X = a'a:]}VH(a/a:;a)} dK(F (zh),..., FY(a?)).

VT (‘ﬁT(H, a) ZH(H, a, F))

da - da

O?H(1— G(a'z;
= / —z ( (a'z:a)) La/z<a’2)d F(z) + xVH(d'z; a) AR (F'(21),... ,Fd(xd)),
R4 Rd au2 -

B OH|1-G 5 . .
where = denotes the weak convergence of processes,” VH(y;a) = w, and K is a multi-

4We assume that the distortion function is continuous and differentiable. The asymptotic variances associated with
the VaR and Tail-VaR are provided in Appendix (C.5.
5The processes are indexed by allocation a. When the distortion function depends on some pessimism parameter,



dimensional Brownian bridge on [0, 1]

The i.i.d. assumption is crucial for obtaining the proposition above. This assumption is implicitly
used in the historical simulation method suggested by Basel committee. On the other hand, a similar
result can be derived when x; is stationary, in which case, Central Limit Theorem for stationary

processes must be applied (see \Gourieroux and Liu, 2006/ Appendix A.3 for a brief discussion).

2.3.2 Estimation of the asymptotic variance

The variance-covariance matrices of both delta-DRM estimators corresponding to portfolio alloca-

tion a are given by (see Appendix [C.5):

Qa,a) = Tlim Vv

VT <8ﬁT(H, a) — 8%(1{, a, F))

da 0
o ol o B v i
Z(CL,CL)—TII_{IOIOV ﬁ<aa (H,CL) aa(H7a’)> _V[XVH(CLXvCL) A(CLX,H)],
where,
’H(1-G(a'z;a
A(y,H) :/Z]l(yga/z) ( p) 2( )) dF(Z)
U
. 9’H(1 - G(a’X*;a))
:E X ]]‘(O/X*Zy) 8u2 5

and X* is independent of X with the same distribution. These variance-covariance matrices cannot
be ordered and none of the estimator of delta-DRM is better than the other one.

Estimators of the variance-covariance matrices can be derived as follows: let us define the pseudo-

observations of the components within the variance-covariance matrices as Sy = xf W,
5 _ [« 0Qr—t/T;a)] 0H(1—t/T) a1 ~T _«0?H(1—i/T) . .
Sop = [wt — Ja 0 and Szt = 7., x; ——.z . The variance-covariance ma-

trices can be consistently estimated by their pseudo sample counterparts:

R T R R JVEE T N S L
Qa,a) = T Z (SSt - S2t) (S3t - S2t> -7 Z <S3t - SQt) T Z <S3t - 52t> ;
t=1 t=1 t=1
R T R R JEVEE T P L
S(a,a) =7 ) (Slt - Sgt) (Slt - Sgt> -z (SH - Sgt> =3 (Slt - Sgt> : (2.11)
t=1 t=1 t=1

where x; is defined as before [see e.g. (Genest et al.l (1995) for related results and regularity conditions,

in the framework of copula estimation].

the results can be extended to processes doubly indexed by the allocation and the pessimism parameter (see Gourieroux
and Liu, 2006 for the analysis of sensitivity w.r.t. pessimism parameter).

- V[A(a’X, H) - (X — E[X|a/X])VH(a'X; a)|,



2.4 Finite sample properties of the estimators of the delta-DRM

The empirical estimator is less smooth than the kernel estimator with respect to allocation, es-
pecially if the distortion functions are discontinuous. Figure 1! illustrates this feature by considering
simulated portfolios including two primitive assets. The two series of (opposite) returns are simulated
from a bivariate Gaussian white noise. The covariance matrix is estimated from returns of the 1st
and 5th deciles (in term of capitalization) of NYSE equity portfolios provided by CRSP. We use 250
observations corresponding to year 2000. The allocation (a!) associated with asset 1 (resp. a? = 1—a'
associated with asset 2) is chosen to vary from 0.01 to 0.99 and the delta-DRM is estimated by both
the kernel (solid lines) and empirical (dashed lines) approaches.” We consider two risk measures, that
are the Tail-VaR (TVaR in short with H(u;p) = (u/p) A1) and the Proportional Hazard risk measure
(PH in short with H(u;p) = uP). TVaR is designed to measure the extreme losses (e.g. p = 0.05)
with weighting function:

1
/ . —
VH(a'X;a) = pﬂ(afsz(lfp;a))’

which is not continuous in a. In the left graph of Figure (I, we observe that the kernel estimator (solid
line) of the delta-TVaR is much smoother than the empirical estimator (dashed line). In fact, the
empirical estimator is not appropriate for estimating the sensitivity associated with the Tail-VaR (see
also Scaillet, 2004). However, the right graph of Figure [Il shows that both estimators of the delta-PH
are sufficiently smooth. Indeed, the PH risk measure assigns weights, which are continuous functions
of a, at all loss levels.”

Let us now study the accuracy of both estimators in finite sample. We replicate 1000 times the
previous simulation and compute the associated simulated variances. The finite sample variances of
the kernel estimators (solid lines) and of the empirical estimators (dashed lines) for both the delta-
TVaR and delta-PH are provided in Figure 2. The finite sample accuracies of both estimators are of
similar magnitudes. More precisely, the variance of the empirical estimator of the delta-TVaR is up to
20% higher than that of the corresponding kernel estimator. When considering delta-PH, the kernel

estimator is less accurate, but the difference is only 5%.

3 Efficient portfolio

The mean-variance approach has been prevalent in portfolio management for the past decades
(see e.g. Markowitz, 1952)). In this framework, efficient portfolios are constructed by minimizing the
variance while keeping a desired level of expected return and under a budget constraint. However, this
approach can be misleading if the return distributions deviate from Gaussian. Indeed, the variance
may not be a proper measure of risk. A few alternatives have been introduced to analyze the port-
folio decision based on DRMs, such as VaR [Basak and Shapiro (2001)] and TVaR [Lemusl (1999),
Rockafellar and Uryasev| (1999, 2000),Yamai and Yoshiba (2002)]. In a recent work, (Gourieroux and

“Following Scaillet] (2004), we choose the bandwidth parameter h = 0.5s,7~ /%, where s, is the estimated standard
deviation of y;.

"The weighting function associated with PHis VH(a'X) = p(1-G(a'X; a))pi1 (see e.g. |Gourieroux and Liu, [2006]).



Monfort (2005) provide a complete analysis of expected utility based efficient portfolios, including the
estimation of efficient portfolios and tests for portfolio efficiency. Their approach corresponds to the
so-called direct approach of stochastic dominance. In this section, we revisit this issue of portfolio
choices for the dual approach of risk comparison based on DRM (see e.g. [Wang and Young, 1998| for

a comparison of direct and dual approaches of stochastic dominance).

3.1 The efficiency frontier

i) The optimization problem

Let us consider a market with a risk-free asset and d primitive risky assets. Without loss of
generality, the risk-free rate is set equal to zero; the current prices of risky assets are set equal to
1; we consider an agent facing a one-period investment decision on the allocation a = [a!, ..., ad]’ of
his/her initial wealth Wj. We impose no positivity restriction on the allocations, that is, short sales
are allowed. Let us denote by = [z, ..., xd}’ the vector of one-period (opposite) returns on the d risky

assets. Similar to the mean-variance problem, the agent can solve the following DRM-DRM problem:

d
min TI(Hy, (a%,a), Fy), st. T(Ho, (a",a), Fp) =1 and a”+) o' =Wy, (3.1)

ad%a 5
’ i=1

where a° is the allocation in the risk-free asset and II§ is a predetermined value. This includes several
familiar optimization problems as special cases. For instance, by letting Ho(u) = u and Hi(u) = 1(y>p)
(resp. Hi(u) = (u/p) A1), we get the standard mean-VaR (resp. mean-TVaR) optimization problem.
By defining Hi(u) = (u/p) A1 and Ho(u) = 1(,>,), we get the following optimization problem in the
VaR-TVaR space:

d
min TVaR(p), st. VaR(p) =1I} and a® + Zai = Wo. (3.2)

a%,a °
’ i=1

The optimization problem (3.2) is coherent with the current regulation, in which the reserves are
invested in a risk-free asset and used to bind a VaR(5%) constraint. In this framework, the constraint
is an inequality constraint VaR(5%) < IIjj, which will be binding at the optimum.

Note also that convexity properties of the DRM with respect to portfolio allocation is useful to
ensure a unique solution to the DRM-DRM optimization problem and sufficient first-order conditions.
Such conditions are satisfied for the DRM when the distortion function is concave (see Denneberg,
1994).

Since a DRM is drift invariant,” the solution of the DRM-DRM problem depends on W only by
means of the budget constraint. Thus, for the allocations in risky assets, the optimization is equivalent
to:

rngn II(Hi,a, Fy), s.t. 1I(Hy,a, Fy) =1, (3.3)

where IIy = 1Ij — Wy and Fj is the joint distribution of excess returns.

8A function p is drift invariant if p(X + ¢) = p(X) + ¢, for any constant c.



ii) The first-order conditions
Let us denote A the Lagrange multiplier associated with the DRM constraint. The optimization

of the Lagrangian implies the following first-order conditions:

o, o
%(Hlaa ,Fp) — A %(Ho,a , Fy) =0, (3.4a)
H(Ho,a*,Fo) = Ho, (34b)

whose solution a*, \* are the efficient portfolio and optimal Lagrange multiplier, respectively.” Since
the DRM is homogeneous of degree one with respect to portfolio allocations, the system (3.4) implies:
, 011 ,O11

(a®) %(Hlaa'*aFO) — A (a”) %(Hoya*7Fo) =0

- H(Hl,a*,Fg) — )\*H(Ho,a*,Fo) =0

II(H1, a*, F II(Hq, a*, F{
o\ = ( 1,a, 0): ( La, 0)_ (3'5)
H(H(]va*’FO) HO

iii) The two funds separation theorem

The efficient allocation is characterized by:

oIl N II(Hy, a*, Fy) O11 y
%(Hl’a 7F0) — (11_[00)%(1{0,61 ,FO) = 07 (36&)
H(Ho,a*,Fo) = Ho. (36b)

The efficient allocation a* depends on the level Il of the DRM constraint. Since the DRM are

homogeneous function of degree one in the allocation, the equation (3.6a)) is equivalent to:

* * *
on a7Fo)H(Hl,&),Fo)gl;LI(HO,&J,FO) =0.

Thus, the optimal allocation associated with level Il is IIy times the optimal allocation associated
with level 1, and all efficient portfolios are proportional to a same portfolio when Ily varies. This is
the well-known two-funds separation theorem (see e.g. |Cass and Stiglitz, 1970, Ross, 1978), which is
extended here to DRM measures of risk. The two-funds separation theorem is clearly a consequence
of the homogeneity property. The efficiency frontier can be represented in the DRM-DRM space. The
drift invariance and homogeneity properties imply that the efficiency frontier is a half-line starting at

the point (W, Wy) corresponding to a full risk-free investment with a slope equal to A*.

iv) The optimization of the performance

The optimal Lagrange multiplier extends the standard notion of Sharpe ratio introduced in the
mean-variance framework (see Sharpe, 1966) to the case of DRM. For instance if the DRM defining
the constraint is the VaR(p) and the DRM to be optimized is TVaR(p), the Lagrange multiplier is

simply the amplifying factor considered in Gourieroux and Liu (2006). Moreover, the extended Sharpe

9The solutions a*, \* depend on Hy, Hy, Iy, Fy. This dependence will be mentioned only when necessary.



ratio:

H(Hla a, FU)

NHo, Hy,a, Fy) = Ti(Ho, a, Ft)

(3.7)

is homogeneous of degree zero in the allocation. As a consequence the efficiency frontier can also be
derived by minimizing the extended Sharpe ratio. Thus, an efficient allocation will also satisfy the

first-order condition:

oA 1 oIl oIl
—(Hy,Hy,a*, Fy) = =————— | =—(Hy,a", Fy) — AN(Hy, Hy,a*, Fy) — (Hy,a™, Fy)| =0. (3.8
8a( 0, H1,a", Fp) (Ho.a". Fy) 8a( 1,a", Fy) — AN(Ho, Hy,a”, 0)8(1( 0,a", Fp) (3.8)
The solution a* of this first-order condition (3.8) is unique up to a multiplicative factor.
The solution becomes unique under the additional constraint II(Hy, a*, Fy) = I, or if we consider

the modified first-order condition:

o1l . L(H,,a*, Fy) Ol1 .
%(Hba o) — (lnoo)aa(Ho,a , Fp) = 0. (3.9)

Indeed, by pre-multiplying (3.9) by (a*)" and applying the homogeneity property, we get:

H(H17 a*>FO)

H(Hl7a’*7F0>_ HO

II(Hp,a*, Fy) =0

= H(Ho,a*,Fo) = Ily.

Note that the theoretical results derived in Section [3.1] are also valid in a dynamic framework with

serially dependent returns, considering the conditional distribution instead of the unconditional one.

3.2 Empirical estimator of the efficient allocation

Nonparametric estimators of the optimal allocation a* and extended Sharpe ratio A* can be defined
in two different ways according to the nonparametric estimator of the delta-DRM, which is used. For
expository purpose, we consider below the empirical estimator, but a similar analysis can be done with
the kernel estimator. The empirical estimators ar, XT are solutions of the empirical counterparts of

first-order conditions (3.4)):

M ([, ar, Fr) — M2 (Hy, ar, Pr) =0,
Oa O (3.10)
II(Ho, ar, Fr) = 1lj.

The system above provides jointly an estimator of the efficient allocation and of the extended Sharpe

performance. This system is equivalent to:

M (Hy,ar, Fr) - WA 8 (1, G Br) =0,
(3.11)

N H(Hl,a%ﬁT)
AT = T

which corresponds to the optimization of the extended Sharpe performance.

10



3.3 Asymptotic properties of the estimated efficient allocation and extended Sharpe
performance

The estimators ﬁT, ar, and XT converge to their theoretical counterparts, Fp, a* and A*, when
T — oo. Thus, the first-order conditions (3.11) can be expanded when ﬁT, ar and Ay are close to Fy,

a*, \*, respectively. The expansions are performed in [Appendix D| and summarized below.

Proposition 2.

011 1 011
(H1 — )\*Ho,a*,Fo) + —

IWT(@r —a*) = {_ s e

RN PN
(Ho,a ,Fo)@(Hlya ,Fo)}

o1l o1l
VT ((aaT(fh — A Ho,a”, Fo) — 5 (Hi = A*HOVG*’F0)>

“daga 1A o ) g,

(a*) 011

—(Hy,a™, Fo))vVT
HO aa( 0,a , 0)\/>

0211 1 o1 )i i} !
- |: 7(H07a 7F0)@(Hlaa 7FO):|

ol ol
TJ(HMG‘*’FO)

(H17a*’F0) + 0;0(1)§

a

otly oTl
ZT(H, a* Fy) — —
da (Hy,a”, Fo) Oa

iWTOr -3 = — I o BT (ar — a*) + —(a*)VT

Hi,a*, F,
Hoaa, HO ( L&, 0)

+ 0,(1).

Thus, the asymptotic properties of aT,XT can be derived from the asymptotic properties of the

estimated DRM sensitivities (see Proposition [1)).
If the DRM is twice differentiable, we can explicit its second-order derivative by differentiating
(2.5) with respect to a. More precisely, we have:

aQH o 6H(1 — G(a’X; a))
dadar - F) = 5 | X du
B ’H(1 - G(a'X;a)) p— , 0G(d'X;a)
= —E |:X auz {g(a X,a)X + aa[,}:|
0?’H(1 - G(a'X; 0’H(1 - G(a'X;
_ g |xxPH 8u§“ ’a>)g(a’X;a) + B | XE[X'|a/X] ( 8u§a ’a)>g(a’X;a) :

since 0G(Y;a)/0a = —E[X|Y]g(Y;a). Then, by applying the iterated expectation theorem, we get,

011
dada’

O’H(1-G(a’X;a))
ou?

(H,a,F) = —F |V(X|a'X)

g(a’X; a)] . (3.12)

Since V(a’X|a’X) = 0, we see that a’%(H,a,F)a = 0, and the Hessian of the DRM has a
diminished rank d—1. This is a consequence of the homogeneity property of the DRM. If the distortion
function is concave, %2712{ is negative and the matrix % is positive semi-definite. This provides a

proof of the result by [Denneberg| (1994) mentioned above.
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4 Efficiency test of a given portfolio

The asymptotic expressions of the delta-DRM estimators and the estimated efficient allocations can
be used to construct different tests of the efficiency of a given portfolio ag, say. As usual three types of
test statistics can be considered by analogy with the Wald, Lagrange Multiplier and Likelihood Ratio
tests introduced in the statistical literature. For expository purpose, we provide the results associated
with the empirical estimators of the delta-DRMs. A similar analysis can be performed for the kernel

estimator.

4.1 The null hypothesis

Let us consider a given allocation in risky assets ag, say. The hypothesis to be tested is the
DRM-DRM efficiency of ag for given risk measures, that are given distortion functions Hgy, Hy. If
a*(Hy, Hy, 11y, Fy) denotes the efficient allocation associated with constraint level Iy, the null hypoth-

esis can be written as:
Ho = {ano st a*(Ho, Hy, 1o, Fo) = ao} (4.1)
= {a* (Ho, H1,11p, Fy) and ag are proportional}.
Alternatively, the efficiency hypothesis can also be defined from the extended Sharpe ratio by:
Ho = {ao optimizes A(Hy, H1, a, FO)}. (4.2)

The null hypothesis involves d — 1 independent restrictions on the true distribution Fp, and we can
expect test procedures with d — 1 degree of freedom.
4.2 The constrained and unconstrained estimators

The general results of Section 3.2, 3.3 cannot be used directly. Indeed, the estimator
ar = ar(Hy, Hy,1p) assumes a known constraint level IIp. This is not the case when considering

the tests for efficiency. However, we can define the realized constrained level under the null:
1/_\IOT - H(HQ,CEO,F\T), (43)

and look for the efficient allocation and Lagrange multiplier corresponding to this level. The uncon-

strained estimators are denoted by ET, XT and satisfy the first-order conditions:

o, ~ ~  T(Hy,ar Fr)oll, =~ =

o (Hl,aT,FT>——( L AT T)—(Ho,aT,FT)zo,

a oy oa (4.4)
iT _ H(H1,5T7ﬁT)

oy
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The estimators constrained by the null hypothesis are ﬁDT = irap and XOT, say. The estimator of the
constrained allocation satisfies the first-order condition:
oIl H(Hl,ﬁTao,FT) oIl

~—(Hy, firao, Fr) — '~ " (Hy, Jirag, Fr) = 0.
8"( g ) II(Hoy, ag, Fr) 8‘1( g )

By using the homogeneity property of the DRM, we get:

oIl ~ . _ TI(Hy,ao, Fr) ol N
——(Hy, a0, Fr) — fip———"". —_(Hy, ag, Fr) = 0.
aa( 1, a0, Fr) MTH(HO,ao,FT) 8a( 0, ag, Fr)

Then, pre-multiplying the system by a(, and using the Euler condition, we get: fr = 1. We deduce

that the constrained estimators are:

1I(H,, ao, Fr)

aor = ag, Ao = =,
II(Ho, ag, Frr)

where XOT is the realized extended Sharpe (RES) ratio of portfolio ay.

4.3 Asymptotic expansion of the unconstrained estimated allocation

The asymptotic expansion of the difference between the unconstrained and constrained efficient

allocations ar — ag is derived in Appendix El

Proposition 3. We get:

oIl

VT (ar — ag) = B~ AVT 8E(Hl — XoHo, ag, Fy) — +—
da da

(Hl - )\DH07 ap, FO) + Op(1)7

oIl = ~
= Bil\/fafa(Hl - )\OTH()a ap, FT) + Op(1>,

where
A=1d- mg‘(%, ao, F)ay,
B= —;:;(Hl — Mo Ho, ag, Fp) + WZEJ[(HU,GO,FO)SE(HLGO»FO)
The matrix A is such that:
ajA = a)) (m - mgg(ﬂo, ao, Fo)a6>

o a/ . a’/Og%(H()aa’OaFO)
0 H(HO,GO,FO)

=a{—a( =0, by the Euler condition.

/

Thus, matrix A has rank d — 1. In particular, if ¥ denotes the asymptotic variance-covariance matrix
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of VT [%(Hl — Mo Ho, ag, Fy) — g—g(Hl — Mo Hy, ao, Fo)], we have asymptotically
VT(ar — ag) > N(0, B~ ASA'(B)) ™). (4.5)

The variance-covariance matrix of vT' (éT — ap) has also a diminished rank d — 1, since the difference
between estimated efficient allocations satisfies the restriction %(Ho,ao,Fo)\/T(aT —ag) = op(1)
due to the DRM constraint.

4.4 The test statistics

The test statistics for the efficiency hypothesis are the following.
i) The Wald statistic

The Wald statistic is based on a comparison of the estimated efficient allocation with the given

allocation ag. It is defined as:

o~ o~

fW = \/T(ET - ao)/ {V(&T)] \/T(éT - a()), (4.6)
where [YA/(ET)T =B
trix of \/T(éT — ap), and ||~ denotes a generalized inverse. Indeed, we know that V(ET) has the
reduced rank d — 1.

(AEA' )7B is a consistent estimator of the asymptotic variance-covariance ma-

ii) The delta-DRM statistic

The delta-DRM statistics is given by:

oIl = ~ ~n )\ — OI1 = ~
Edelta—DRM :T@ <H1 — Aot Ho, ao,FT> (AEA/> Ba <H1 — AorHo, ap, FT) : (4.7)

From Proposition 3, we deduce the result below.

Proposition 4. Under the null hypothesis of efficiency, the Wald and delta-DRM statistics are asymp-

totically equivalent and follow asymptotically a chi-square distribution with d — 1 degree of freedom.

iii) The RES based statistic

Finally, let us consider the statistic
a="T (}:T - Xo,T) ; (4.8)

based on the comparison of RES ratios. This is the analogue of the standard likelihood ratio test
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encountered in maximum likelihood theory. Under the null hypothesis, we have:

T </)\\T = X0T> =T [/\(H07H175T7ﬁT) — \(Ho, Hy, ag, Fr)
o\
= \/> [\/>( ar — ao)] (H(), Hi,ag, FT) + Op(l)

da
— VT(ar — ao)’ Ho, Hy, a0, FoVT(Fr — Fy) + 0,(1), (4.9)

2

Oa 6F’(

since under the null g%(HO, Hy,ag, Fy) =0.

Moreover, the unconstrained efficient allocation ar satisfies the first-order conditions:

oA o A
—(Hy, Hy,ar, Fr) = 0;
8a( 0, Hi,ar, Fr)
these conditions can be expanded to get:

D)
OadF’

[P

9ada = (Ho, Hi1, ao, Fo)\/T(aT —ag) +

(H(],H]_,CLO,FO)\/T(ﬁT - FO) + Op(l) = 0

By substituting in (4.9), we get the following proposition.

Proposition 5. Under the null hypothesis of efficiency,

= =7 = [ N
T <)\T - >\0T> = ﬁ(aT — aO)/ |:_a 9 /(HO,Hl,a();FO):| \/T(aT — ao) + Op(l)

= 011 =
= \/T(G,T - ao), —7(1‘[1 - )\0H0, a, Fo) \/T(CLT - ao) + Op(l).
dada’
In general — 8a8 -(H1 — MoHo, ag, Fy) is not a generalized inverse of V(aT) and the RES based
statistic is not equivalent to the two other statistics. This result is compatible with the general theory

of asymptotic tests when the objective function cannot be interpreted as a log-likelihood function (see
Gourieroux and Monfortl, 1995, Vol. 2, Chapter 18).

5 Finite sample properties

We will now discuss the finite sample properties of the empirical estimators of the efficient allocation
and extended Sharpe ratio for a TVaR-VaR optimization problem. By considering Gaussian returns in
the Monte-Carlo, we will also compare the nonparametric estimators with the parametric estimators
computed using the Gaussian assumption. Let us first describe the DRM-DRM problem in a Gaussian

framework.
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5.1 The DRM-DRM problem in a Gaussian framework

Let us assume Gaussian (opposite) excess returns: X ~ N(—m, Q). The quantile function associ-

ated with the (negative) portfolio return y(a) = a’x is given by:
Qu;a) = —a'm + 7 (u)(a’Qa)'/2. (5.1)
We deduce the expression of a DRM in the Gaussian framework:
1
II(H, a,®) = / [—a’m + & () (a'Qa)"?| dH (u)
0
= —a'm + (a'Qa)?B(H), (5.2)

where 5(H fo Y(1—u)dH (u). Thus, the DRM is an affine combination of the expected (negative)
portfolio return and its standard error.
Let us now consider a DRM-DRM problem such as:

min —a'm + (a'Qa)'?B(H) st. —a'm + (a'Qa)'/?3(Hy) = I,. (5.3)

The first-order conditions imply that the efficient allocation is proportional to the efficient mean-
variance allocation aj = Q~'m. In particular, it is easily checked that the set of efficient allocations

is given by:

a*=0"'m

11, (m/Q"'m) 1/2
m/'Q7tm | _ (/Q-1m)Y? + B(Hy)
which is generated by the vector af and only depend on the choice of (Ily, Hp)."! We can note

that a* is equivalent to mean-variance efficient allocation when the expected return is equal to
Iy (m'Q'm) 1/2/ [— (m'Q~'m) vy ﬁ(H{))] The associated extended Sharpe ratio is:

—a*'m + (a*,Qa*)l/zﬁ(Hl) - (m’Q* )1/2 + B(Hy)

A= =
fa*/m+ (a*/Qa*)1/2ﬁ(H0) _ (m/Qflm)l/Q +/6( 0)

(5.4)

The extended Sharpe ratio is in a one-to-one relationship with the standard Sharpe ratio, that is

m/Q"'m, but depends on both selected distortion measures.

5.2 The Monte-Carlo study

Let us consider two risky assets with excess returns independently drawn in a Gaussian distribution
0.0031 0.0028

0.0028 0.0064

using the same data set as in Section 2.4*Y The corresponding mean-variance efficient portfolio is

with parameters m = (0.00044,0.007)", = ( ) These parameters are estimated

10 As long as the convexity of the Lagrangian objective function is ensured.
"The returns are multiplied by 10 before calculating these parameters. This is to ensure the numerical invertibility
of the variance-covariance matrix from the simulated data.
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al = (—1.415,1.722), and can be normalized as ag = (—4.6,5.6)" to get a sum of the components
equal to 1.
Then, we introduce a TVaR-VaR problem for risk level p = 5%, 10%, respectively. For a given risk

level and a given set of T' = 501 return observations, we compute:

. - . . . . a2

i) the empirical estimate of the efficient allocation normalized by a; + ap = 1;
ii) the empirical estimate of the extended Sharpe ratio;

iii) the parametric estimate of the normalized efficient allocation Q;lﬁT / (L’ ﬁ;lﬁT>, where m and

QT are the realized mean and volatility, ¢ is a d x 1 vector of ones;

1=

iv) the parametric estimate of the standard Sharpe ratio ﬁ’Tﬁ; mrp;

v) the implied Sharpe ratio from the empirical estimate of extended Sharpe ratio

2

5 [ AeBti) - 50T
T = =
Ar—1

These computations are replicated S = 400 times to get the finite sample distributions.

The finite sample distributions of the normalized estimated allocation in asset 1 (a!)* are provided
in Figure 3. The solid line corresponds to the parametric estimator, the dashed line (resp. shorter
dashed line) to the empirical estimator when p = 0.05 (resp. p = 0.1) and the vertical (thick) line
indicates the true efficient allocation 5[1). These curves are produced for the range [—100, 100], but it is
important to note that more simulated values for the parametric estimator are outside this range than
those for the empirical estimators. This is a consequence of the lack of robustness of the parametric
mean-variance approach to extreme returns. It is observed that all estimators feature bias in finite
sample. The bias is larger for the maximum likelihood parametric estimator than for the empirical
estimator when p = 0.05, and that for the empirical estimator when p = 0.1. The average biases are
7, 6.26 and 5.46, respectively. The order of their finite sample variances are the same as that of their
biases. The parametric estimator can be very noisy (1656.32). Between the empirical estimators, the
one with p = 0.05 has slightly larger variance than that with p = 0.1 (139.02 v.s. 117.76).

The distributions of implied Sharpe ratios are plotted in Figure 4. The vertical (thicker) line
represents the true value (i.e. 0.107). The parametric estimator (solid line) exhibits the smallest bias
(the bias is 0.013) and finite sample variance (0.002). As expected, due the shortage of observations,
the empirical estimator with p = 0.05 (dashed line) is less accurate as compared to the one with
p = 0.1 (shorter dashed line), in the sense that it has a larger bias (the average biases of the implied

Sharpe ratio are 0.219 and 0.13, respectively) and a larger variance (0.094 v.s. 0.038).
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6 Conclusion

In this paper, we first introduce two nonparametric estimators of the delta-DRM, defined as the
sensitivity of DRM with respect to portfolio allocations, and derive their asymptotic distributions.
Then, these estimators are used to calculate the efficient portfolio allocations assuming a DRM ob-
jective and a DRM constraint. We show that the limiting behaviors of the estimators of efficient
allocations only depend on the asymptotic properties of the delta-DRM. Three test statistics are pro-
posed to test the efficiency hypothesis for a given portfolio. These test statistics are analogous to the
standard Wald, LM and LR test statistics in the Maximum Likelihood context. Finally, a Monte-Carlo
study is implemented to compare the finite sample properties of the nonparametric estimators and the
parametric estimators in a Gaussian framework. We find that, when estimating the efficient allocation
in finite sample, the empirical estimator may be preferred to its parametric counterpart even though
the parametric model is well specified. While considering the implied Sharpe ratio, the parametric
estimator dominates. Of course, the advantage of the empirical estimator is its consistency even if the

parametric model is misspecified.
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Appendices

Appendix A Preliminary lemma

Lemma 1 (Scaillet! (2004), Proof of Proposition 3.1). Let us consider a d-dimensional random vector
X with a continuous joint distribution F'. For any given d X 1 real vector a, any continuous function
U : R — R, any continuous function ¢: R* — R, any value & and any kernel k such that [ k(u)du=1

and [uwk(u)du =0, we have, as T — oo:

(i).
1 ax—y ,
oy ka( I >\If(y)dy = —zU(a'z)+ O(h%),
1 I a'r—y _ ' ' :
hT/RE[X|aX_y]k:< o )llf(y)dy — _E[X|d'X = d'z]¥(a'z) + O(h2);
(ii).
1 aX —¢ , ‘
w00k (28| = EX0lX = o) + 0,
a'X — 2 1!
o B | (w008 (,W&))] = BpX)eX) X = €] (& a) [ K+ Olha),

where hy is the bandwidth satisfying hp — 0 and T hy — o0 as T — oo, and g(-; a) is the pdf of a’ X.

Appendix B Comovement interpretation of the delta-DRM

Proof. If H is continuous and differentiable in wu, the ith right hand side of equation (2.4) can be

written as:

i Q(l—w;a)—->",, alat
1 fRdil 27 f <f1317 ey . I#£] e 7$d> Hl;é‘] dl'l 8H(u)

RHS :/0 (00— wa)a) u "

By applying the change of variables y = Q(1 — u;a), this expression becomes:

Y PR o DL gz
RHS"—/ e (m A AL Aa): (e (e D)
R

d(l—-G(y;a
9(y;a) Ou ( (v:a)
i _ byl _ X
:/ r xl,...,w,...,xd OH(1 (G(y’a))Hda:ldy.
Rd @J al ou s

20



_ ol
Since a% f (azl, ey M, ey a:d) is the joint density of distribution of (X', I # j) and a’ X, we

al

deduce the result. O

Appendix C Asymptotic expansions of the estimators

C.1 Regularity conditions

A sufficient set of regularity conditions for deriving the asymptotic expansions of the random

estimators and applying functional limit theorems is given below.
1. Conditions on the return process and portfolio allocation:

Assumption A. 1. The process (xi) is a strong white noise, that is the x;’s are i.i.d. random

vectors.

Assumption A. 2. The distribution of (X ) is continuous, with a continuous strictly positive

density.
Assumption A. 3. E[||X||"] < oo for some v > 0.

Assumption A. 4. The true portfolio allocation belongs to a bounded set A = Hle (gi,di),

say.

Assumption A.2lavoids nonstandard behavior, when the distribution features some point masses
(see e.g. [Laurent), 2003 for a discussion of this problem), and Assumption A[3/imposes a uniform
tail behavior for the portfolio returns. The value of v has to be sufficiently large to give a

meaning to the DRM of interest.

Assumption A. 5. The distribution of X given a’ X =y is continuous on {a’X = y} with a
continuous strictly positive density. The conditional moments E [HXH“"G,'X =y eaist for any

y and any a € A.

2. Conditions on the distortion function:

Assumption A. 6 (Smoothness). The distortion function H is increasing on (0, 1], twice con-

tinuously differentiable.

Assumption A. 7 (Boundedness). [seeShorack (1972), or Shorack and Wellnerl (1986), Chap-
ter 19] We have )8%[75“&) <cu (1 —u)7P, fora <1/2—1/y, B < 1/2—1/vy, v > 0 and

c < oQ.

Assumption A7 ensures that the weighting function do not attribute too much weight on extreme

risks. It is used jointly with Assumption A.3/on the tail behavior of the return distribution.
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Assumption A. 8. The discretized distortion function (resp. first, second order derivative of
the distortion function) tends uniformly to the true distortion function (resp first, second order

derivative of the distortion function).

This assumption is introduced to get a negligible discretization error.
3. Conditions on the kernel:

Assumption A. 9. [see|Fermanian and Scaillet (2005)] k is a strictly symmetric Parzen kernel
of order 2 on R such that limy, .o uk(u) =0, [ |ulk(u)du < oo, [k(u)du =1 and [ uk(u)du = 0.

k is three times differentiable, k' and k" are integrable and k"' is bounded.

Assumption A9 is satisfied by standard kernels such as the Gaussian kernel. It is not satisfied

by some optimal kernels, such as the Epanechnikov kernel.
4. Conditions on the bandwidth:

Assumption A. 10. Th“::}, — 0 and Th;/2 — oo when T tends to infinity.

Assumption A/T0 removes the bias from the kernel estimator (see [Yatchew! (2003)).

Under this set of conditions, we can apply the multivariate Functional Central Limit Theorem to the

sample cdf.

Multivariate Functional Limit Theorem. Let @1, ...,z be i.i.d. random observations in R% with
continuous marginal cdfs FI(z7) with j = 1,....d, u = (u},...,u?) = (Fl(xl),...,Fd(:cd)) alxd

vector of uniformly distributed ranks and ﬁT(m) its joint sample cdf, we have:
VT (Fr(z) - F(z)) = K(u), (C-1)
where K is a multivariate Brownian bridge on [0, 1], which is Gaussian with zero mean and covariance,
COV (K(u),K(u')) = CluAu') — C(u)C(u), (C-2)
where w A u' = {min(u', (u')1),. .., min(ud, (v')9)}.
Note that, for any real function ¥ such that F[¥(X)?] < oo, we have:

E Um(m)d/c (Fl(xl),...,Fd(xd))] —0,

</\Il(ac)dlC (F'(a).. .,Fd(:vd))>2

E
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C.2 Kernel estimator

Let us consider the expansion of the kernel estimator of the delta-VaR (2.0). We have:

=+/Thr (aaQaT(-;a) - E[X|d'X = Q(~;a)]>

T "2 —Qr (- T 'z —Q(5
TITTthlmtk(aw hCiT( a)) TfllT D1 ik (am hf( a))
Thr

T '@ —Qr (5 B T az—Q(sa
e Sk (eEegete) oy k(e
T a'z:—Q(;a
T Zt:l”””“( e )> E[Xﬂ(a’x—cz(-;a))]
Thr 1 T b (a2—=Q(a) a g(Q(~'a)'a)
Thr PO ( hr ) T

_ o). B (1) — O 1 1 a'z — Q(;a) o) —
= VKr(Q(;a);a)\/Thr (Qr(;a) Q(’a)>+g(Q(~;a) - \/@/}lek< I )\/Td [Fr(z) — F(x))
_EX[|d'X =Q(;a

L[ (2 QE) ) )] <o
9(QC5a)a) = [ () VT [Fr(e) - @) + 0y (r)

where:

1 T a'z:—Q(;a)
=y g Ty k|
VK7 (Q(a);a) = 0 (ThT = t< o ) :

) a) - 2Q(;a) TiilzT Zf:l k (a’mt;?('ﬂ)>

and ﬁT( ) =7 Zt 1 L(z;<z) denotes the sample multivariate cdf and we use the standard expansion
for the Nadaraya-Watson estimator. Thus, we get:

0Qr, o 0 \_ 1 1 e Q(ia)\
ThT(aa (.,a)—aa(-7a)> _g(Q(';a);a)\/E/Rdmk <hT> VTd [Fr(z)—F(z)]

_EX]a'X =Q(;a)] 1 az—Q(;a) B () — Fa)] 4o
9(Q(5a);a)  Vhr de< Iy )ﬁd [Fr(x) — F(2)] + 0p(V/hr).

Due to its integral expression, the kernel estimator of the delta-DRM will converge at the standard
parametric rate v/T. Indeed, we have:

Al _on
1
= /0 VICT(Q(l —u;a); a)\/T(@T(l —u;a) — Q1 — u; a))dH(u)

+/1 o _1u — ){th/d“’k (a'w—Qigl—u;a)>\/Td [ﬁT(m)_F(m)]}dH(u)

T

/ EX|a’X1 S’(i;c?) ;a) {th/de <a’az—Q}51 —u;a)> VTd [Fr(x) —F(a:)}}dH(U) + 0p(1).

T
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By a change of variables, y = Q(1 —u;a) < u=1— G(y;a), we obtain:

VT (aaHT (H,a) — gﬂ (H, a)>

/wcT y a)VT[Qr(1 — Gy; a);a) — y]d H(1 — G(y; a))

[l L (B20) aalire) - ran ban - Glusa)
/EXWX_y {th/’“< It )Wd[Fﬂ) <w>]}dﬂ(1—G<y;a>)+op<1).

When H is first-order differentiable, we get:

VT (‘?J(H, a) — ZS(H, a>>

/VICT v a)VT [Qr(G(y;a);a) — y] lt af(y;a))g(y;a)dy

+/ {th/ zk (a/w y) VTd [FPr() —F(az)]} oH(l Bf(y; ) 4y

/Exyax_y]{ L / k<a/"’2_y> VTd [ﬁT(m)—F(m)}} OH(L = Gw:ia) ;. 1 o 1)

hr T ou

/vch Jia {/ LaraeyVTd [Fr(2) —F(m)]} OH(1 _aG(y;a))dy

u

+/ {th/ xk (T) VTd [Fr(z) —F(x)]} oH(1 _85(3/; ) gy

- [Exiax = {- [ k(T VTaBre) - Py | PO 4o,

where the second equality is a consequence of the Bahadur representation of the nonparametric quantile

estimator:

1
9(y; a)

VI(Qr(G(a)ia) ~1) = == | Tuae,VTd [Fr() = F(a)] + o,(1).

By commuting the integrations with respect to & and y and applying Lemma [1/i) in [Appendix Al we
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deduce the limiting behavior of the kernel estimator:

VT <6HT H.a) - Bm a)>

da da
= y {/ ;;(E[X\a’X = y})\Il(y; a)]larmgydy} dIC(Fl(azl), . Fd(a:d))
—/ z¥(a'z;a)d K (F(zh),. .,Fd(:nd)) + | E[X|a'X = ad'z|¥(az;a)dK(F'(z"),... ,Fd(xd))
R
/Rd/ E[X|a'X =y))¥(y; a)larae,dyd K(F (21, ..., F4(2?))
/Rd{ E[X|a'X —am]}\lf(a’a:;a)dlC(Fl(ml),...,Fd(and)). (C-3)

C.3 Empirical estimator

Let us now consider the expansion of the empirical estimator (2.9). When H is twice differentiable,

we have:

VT (‘?;(H, a) — ‘;%(H, a)>

T </RdmaH(1 - (;z(a w;a))dﬁT(x) B /RdmﬁH(l —gu(a ac;a))dF(w)>
T </Rd waH(l — (;Z(a T;a)) d Fr(z) — /Rd m@H(l _gu(a w;a))dﬁT(m)>
T (/Rd 3738H(1 —gu(a a:;a)) dﬁT(m) B /Rd xaH(l —gu(a w;a))dF(m))
92 —Glad'z;a ] !
) ‘/Rd"’“' H(1 332( ))\/T[GT(a z;a) — G(a'z; a)]d F(x)
+ / L= C@Da) B (@) - P@)] + 0p(1).
Rd ou

Since G(a'z;a) = Pla’X < a'z] = [pa Lwa<az)d F(x), and Gr(a'z;a) = Jga ]l(a/mga/z)dﬁT(m), the

right hand side of the expansion can be rewritten as:

02 —G(a'z;a —~G(d'z;a ~
/Rd {/Rd —z H(l 832( )) :ﬂ_(a’wga/z)dF(Z) + iBaH(l gu( )) } \/Td [FT(ic)—F(m)]+0p(1)’

which weakly converges to:

0? —G(a'z;a _Gldz:a
/IRd{/]Rd_z = 3u2( ,))1(a/m§a'z)dF(z)+m6H(l 8Gu( ,))}d’C(Fl(xl)a---de(l‘d))-
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C.4 Alternative expansion of the kernel estimator

If the distortion function H is twice differentiable, we can integrate by part the first component in
the asymptotic expression of the kernel estimator given in (C-3). Let us denote by Z a variable with
the same distribution as X. We have:

0 .
/ oy (EIZ110/Z = 4]) VH (y: ) Laracydy
R

Awos, VH@EZ N2 3]~ [ BIZ10Z = ylluec,aVH()

9(y; a)dy.

=VH(c0;a)E[Z|d' Z = o] + / Lara<y
R

al

Zi 1 y,Z jalzl d ;

9*H(1—-G(y;a);a) Jear G f (Z N )Hl#dz
— alzl

Ou? fRd—l a%f <Zl,..-,%,---,zd) ngéjdzl

al

_ all
Since g(y;a) = [pa—1 %f <z1, e %, e ,zd> Hl?ﬁjdzl and [pa dK(F'(z!),..., Fi(z?)) =0,

we get:

/Rd /R 3ay (E[Zi|alz = y])VH(y; a)]la’méydydlc(Fl(xl)’ T Fd(xd))

a?H 1—G(a'z: . )
:/ / low<a’z ( (@ z’a)’a)zlf(zl,...,zd)dzl-'-dzddlC(Fl(xl),...,Fd(:zd))
R4 JRdA - 8’11,2
+ VH(c0)E[Z!|d' Z = oo]/ AR (F'(2h),..., Fi(x?))
R4

82H 1—-G(az: . )
= /d /d ]]-a’:rfa’z ( 81520’ z’a)7a) Zlf(Zl,...,Zd)dzl--'ddeIC(Fl(.’L'l),...,Fd(xd)).
R¢ JR

The above equation holds for any asset ¢ = 1,...,d. Thus, we deduce that:

VT (?f{ﬂ, a) - gg(ﬂ, a)) N

d? —G(d'z;a);a
\/Rd \/Rdzjla’mga’z H[l 5752 ) ]dF(Z>d,C(Fl(x1)’7Fd(xd))
B /Rd [”" ~ ElX|a'X = “’/"’]} VH(d'z;a)dK(F' (z), ..., F4 ). (C-4)

C.5 Asymptotic variances

The asymptotic variance-covariances of both estimators are obtained by using (see [C.1):

v < [ d@)k (Fl(xl), . .,Fd(xd))> =V (¥(x)).
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a) If the distortion function H is twice differentiable, the variance-covariance matrices of the limiting

processes are:

O?H(1— G(d'z; a);
Qa,a) =V / 2w x<ars) ( aég za)ia) dF(z) — (X — B[X|a'X))VH(d'X; a)] ,
, 9’H(1 - G(d'z;a);a)
Y(a,a) =V | XVH(d'X;a)— /z]l(a/X<a,z) 502 dF(z)
- u

b) However, the distortion functions H associated with the VaR and Tail-VaR are not twice differen-

tiable. The variance-covariance matrices of their kernel estimators are given below.
b.i) For the delta-VaR, we have:

) 8175172” (p,a) OVaR(p,a)
i v (Vi | sl el
_ e 17p - /kz Ydu [ 22|a'z = Q(1 - p;a)] —(E[ac|a’m:Q(1—p;a)D2].

Proof. Let us denote g = g(Q(l —p;a); a); we get:

(e[

g (oL (T [os (5]

+(E[X|a’X:Q(-;a)])2i EkQ(aX hQ( )) ( k( a'X hQ( )))2]

g* hr

E
EXeX =Qual) L[y, (4X - QLia))]

g2 hr

Az )

2

By applying Lemma 1! ii) in Appendix Al for ¢(x) = 1, x, 2=, respectively, we deduce:

. G%T(p, a) OVaR(p,a)
lim V (x/ThT 90 — 9

T—o00

= ;/kQ(u)du {E [X?|a'X = Q(1 —p;a)] — (E[X|a'X =Q(1—p; a)])2] +o(1).

ii) For the delta-TVaR, we have:

1 1
QTVaR(p) =V <_pE[X’a/X = Q(l — Db CL)] ]la’XSQ(l—p;a) - ;)X]la’XZQ(l—p;a)
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fE[X|a’X =Q(1 —p; a)] ]la/X>Q(1p;a)> .

Appendix D Expansions of ar and \r

i) Let us consider the first equation of system (3.10). We get:

Al 1 91l oIl o
———(Hy — X\"Hy,a*, Fy) — ———(Ho, a*, Fy) 5 (H1,a*, Fy) | VT (ar — a*)
dada Il da oa’ o)
o%10 1 011 ol ~ i
+ [3a6F’( - HO’ a’ FO) HO da (HO’ a” FD)aF/ (H17 a* FO):| \/T(FT - FO) :Op(l),

where 2 5F F, stands for Hadamard derivative. Equivalently, we have:

011 . . 1 o1 . oIl N »
{_6a8a’(Hl — AN*Hyp,a", Fp) + E%(Ho’a ,Fo)a S (Hy,a", Fo)} VT (ar —a*)
= \/T 8HT( — )\*Hg,a FQ) — aE(Hl )\*Ho,a*,F())
da da
— ﬁoa—(Ho,a Fo)ﬁ HT(Hl,a ,Fo) — H(Hl,a ,F())] +Op(1).

The result of Proposition 2/1) follows by noting that Il (Hy,a*, Fy) = (a )’dHT (Hy,a*, Fp).

ii) Let us now consider the expansion of :\\T, we get:

\/7()\7“ — )\*) I'TW(HI’G Fo)\/T(aT —a ) + ﬁoﬁ HT(Hl,a ,Fo) — H(Hl,a ,F(])] —|—0p(1).

Appendix E Expansion of ar
The expansion of the first equation of (4.4) provides:

B\/T(ET - ao)

H(Hl,ao FT) 5‘1'[
T | h, g, By - TG0, F) O 5o 4
( 1, a0, Fr) — T(Hy, a0, Fr) 0a (Ho, ao, Fr) (1)
a Hi, a9, Fr) 011
=T (Hhao,FT) 08(1( S T) (H07a07FT) +OP(1)
oa
ay 3 (Hy, ao, Fr)
1 oIl 8HT oIl
=|ld— ————(H, F VT | —(Hy — Mo H, Fo) — —(H1 — M\ H, Fi (1),
[d II(Hy, ao, Fo) Oa (Ho, ao, 0>a0] a( 1= doHo, a0, Fy) 8a( 1= doto, a0, Fo) | +0,(1)

Note finally that the first equality can be written as:

=~ 8H = e
Bﬁ(aT —ap) = ﬁ% <H1 - )\OTH07a07FT> + op(1).
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Figure 1: Estimators of delta-TVaR and delta-PH
The average of estimates are obtained from a sample size 250 and a simulation size 1000. The delta-TVaR and delta-PH
are estimated for a' varying from 0.1 to 0.9 and the risk/pessimistic parameters are equal to 0.05 and 0.7, respectively.
The kernel estimators are represented by solid line and the empirical estimators by dashed line.
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Figure 2: Finite sample variances of estimators of delta-TVaR and delta-PH
The variances are calculated from a sample size 250 and a simulation size 1000. The delta-TVaR and delta-PH are
estimated for ! varying from 0.1 to 0.9 and the risk /pessimistic parameters are equal to 0.05 and 0.7, respectively. The
kernel estimators are represented by solid line and the empirical estimators by dashed line.
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Figure 3: Finite sample distribution of estimators of (a')*

The densities are estimated from 400 simulated values of the normalized allocation on asset one using
kernel method. The curves are provided for the range [—100, 100]. The true value (vertical line) is
-4.6. The densities plotted are for i) the parametric estimator (solid line); ii) the empirical estimator
when p = 0.05 (dashed line); and iii) the empirical estimator when p = 0.1 (shorter dashed line).
The averages calculated from the simulated estimates are 2.4, 1.66 and 0.86, respectively. The finite
sample variances are 1656.32 (parametric), 139.02 (empirical when p = 0.05) and 117.76 (empirical
when p = 0.1).
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Figure 4: Finite sample distribution of estimators of standard Sharpe ratio
The densities are estimated from 400 simulated values of the standard Sharpe ratio using kernel
method. The true value (vertical line) is 0.107. The densities plotted are for i) the parametric
estimator (solid line); ii) the empirical estimator when p = 0.05 (dashed line); and iii) the empirical
estimator when p = 0.1 (shorter dashed line). The averages calculated from the simulated estimates
are 0.12; 0.326 and 0.237, respectively. The finite sample variances are 0.002 (parametric), 0.094
(empirical when p = 0.05) and 0.038 (empirical when p = 0.1).
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