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Abstract: This is Part III of a series of papers which focus on a general framework for portfolio
theory. Here, we extend a general framework for portfolio theory in a one-period financial market
as introduced in Part I [Maier-Paape and Zhu, Risks 2018, 6(2), 53] to multi-period markets. This
extension is reasonable for applications. More importantly, we take a new approach, the “modular
portfolio theory”, which is built from the interaction among four related modules: (a) multi period
market model; (b) trading strategies; (c) risk and utility functions (performance criteria); and (d) the
optimization problem (efficient frontier and efficient portfolio). An important concept that allows
dealing with the more general framework discussed here is a trading strategy generating function.
This concept limits the discussion to a special class of manageable trading strategies, which is still
wide enough to cover many frequently used trading strategies, for instance “constant weight” (fixed
fraction). As application, we discuss the utility function of compounded return and the risk measure
of relative log drawdowns.

Keywords: portfolio theory; modular portfolio theory; efficient frontier; trading strategy;
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1. Introduction

This is Part III of a series of papers which focus on a general framework for portfolio theory.
We laid out a general framework for portfolio theory in a one-period financial market for trading-off
between reward and risk in Part I (Maier-Paape and Zhu 2018a) and addressed specifically drawdown
risk measures in Part II (Maier-Paape and Zhu 2018b). Furthermore, a fourth part is planned where
we provide a case study on how to implement the general framework in real financial markets. Here,
in Part III, we extend the general framework for one-period financial markets to multi-period financial
markets and go beyond the setting of a finite sample space.

In addition to extending the framework in Part I (Maier-Paape and Zhu 2018a) to more
general settings, we now take a modular approach in organizing this more general framework
for portfolio/trading theory. We recognize the problem of trading-off between higher reward and
lower risk using portfolio/trading strategies within four modular blocks (modular portfolio theory):
(a) multi-period market model; (b) trading strategies; (c) risk and utility functions; and (d) the
optimization problem.

The multi-period market is assumed to consist of one risk-free and M € Nrisky assets. The trading
strategy is parameter dependent and specifies how the investor, once started the investment, wants to
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trade the portfolio over time. Based on this, a (convex) risk function v and a (concave) reward /utility
function u can be defined, which manifest in an optimization problem of the form

rxréigt(x) subject to u(x) > p, Sgx = B, (1)
where A € RM*1 4/ € Rand B > 0 are fixed and Sy € RM*! gives the initial price values of the M + 1
assets. This just sketches the situation discussed here. Especially the role of the trading strategy and
the meaning of the vector x € RM*1 are discussed in more detail below.

Using a one-period market, there is nothing to do in Block (b) because the portfolio just consists
of a simple portfolio vector x, which gives the weights. This one-period case is extensively studied
in the literature. One of the first discussions on optimization problems of the form of Equation (1)
was done by Markowitz (1952, 1959), the so-called modern portfolio theory, and afterwards with the
capital asset pricing model (CAPM) by Lintner (1965); Mossin (1966); Sharpe (1964). In both settings,
the risk function is defined by the standard deviation of the returns of the portfolio and the utility
function is the mean return of the portfolio. The only part which can be chosen in this work could be
the specific one-period market model because Block (b) is trivial, Block (c) is already fixed and Block (d)
is of the form of Equation (1), in general with A = RM+1 Decades later, Rockafellar et al. (2006) and
also Part I (Maier-Paape and Zhu 2018a) discussed a more general setting where Block (c) gets more
degrees of freedom regarding the choice of the risk function and the utility function. In Rockafellar
et al. (2006), the risk function is allowed to be more general with some specific assumptions, so-called
deviation measures, but the utility function still is the (arithmetic) mean return. In Maier-Paape and
Zhu (2018a), in addition, the utility function is of more general form with some reasonable assumptions
and the one-period market model is assumed to be defined on a finite probability space. In both cases
the optimization problem is of the form of Equation (1) as well. The idea of using a multi-period
market model together with trading strategies as building blocks for a modular portfolio theory was
firstly introduced by Platen (2018). Accordingly, we here enhance on this idea and develop an in itself
complete and compact approach to this new aspect of portfolio theory. Of course, multi-period market
models have been used before, though not in the context of portfolio theory. For an introduction to
this topic we refer to (Follmer and Schied 2016, Section 5.1) and also (Carr and Zhu 2018, Chapter 3).

The generalization to multi-period markets for portfolio purposes is important in applications.
In practice, investors and regulators always need to make decisions at different phases of financial
markets under different policy environments. Moreover, many important market operations
such as hedging and pricing of options and other contingent claims have to be dealt with in
a multi-period financial market setting. Finally, the multi-period financial market model is
crucial in adequately modeling certain important reward and risk measures such as compounded
return and drawdown related risk measures. The absolute drawdown was already discussed,
e.g., by Chekhlov et al. (2003, 2005); Goldberg and Mahmoud (2017) and Zabarankin et al. (2014).
The risk functions used therein are based on the ideas of the value at risk but applied to the absolute
drawdown. The relative drawdown is much more involved and rarely discussed in the literature.
Grossman and Zhou (1993) studied an optimization problem using the maximum relative drawdown
and a geometric Brownian motion with drift as market model where just one risky and also one
risk-free asset are assumed. Cvitani¢ and Karatzas (1995) extended the results for more than one risky
asset and Cherny and Ob16j (2013) discussed the setting using an abstract semimartingale financial
market and more general utility and risk functions. Properties on the mean of the logarithm of
the relative drawdown are discussed in Part II (Maier-Paape and Zhu 2018b), where a one-period
market model is used with a finite probability space and independent and identically distributed
returns. The trick to construct the drawdown measure is to generate short equity curves by random
drawings from the return distribution and to subsequently calculate the drawdowns of the equity
curves. The relative drawdown for a more general market model was also discussed by Platen (2018).
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A more technical challenge of our extension is that the space of random variables on the sample
space that represents the payoff is no longer a finite dimensional space and, therefore, no longer
enjoys local compactness properties. We circumvent this difficulty by introducing a trading strategy
generating function. Doing so, we limit ourselves to a special class of manageable trading strategies.
We illustrate by examples that the class of trading strategies we study here is wide enough to include
many frequently used trading strategies such as “buy and hold” or “constant weight” (fixed fractions).
Another strategy could be to fix the amount of money invested over time, which was discussed by
Platen (2018). Although the here used strategies seem to be simple, it still shows the potential behind
this new building block in portfolio theory.

The paper is arranged as follows. In Section 2, we layout the multi-period market models
(Building Block (a)) and trading strategies (Building Block (b)) and derive several basic properties
such as the fundamental characterization of a multi-period market with no nontrivial risk-free trading
strategy (see Theorem 1). In Section 3, we discuss our main results according to the modular approach.
After giving examples for the risk and utility functions (Building Block (c)) based on Blocks (a)
and (b) in Section 3.1, the optimization problem (Building Block (d)) is introduced in Section 3.2.
The corresponding notion of efficient frontier is extensively studied, e.g., in terms of graphs (see
Section 3.3) and the main theorems for the existence (and uniqueness) of solutions are derived in
Section 3.4. An application of the theory for the compounded return and the expected log relative
drawdown is discussed in detail in Section 4. To measure the return in risk and utility function as
relative log returns has two reasons. Firstly, it yields the necessary convexity and concavity, respectively.
Secondly, it guarantees that drawdowns and runups are measured equally. For instance, a drawdown
of 50 % needs a runup of 100% for compensation. Taking log relative returns, the absolute value of
both movements is equal. The paper ends with some conclusions in Section 5.

Before we continue, we would like to emphasize once more that this Part III is an advancement
of Parts I and II Maier-Paape and Zhu (2018a, 2018b). Although this Part III is self-contained,
complications stemming from the multi-period market model and the general probability space
make this Part IIl more involved. Therefore, the reader might it find helpful to compare results
here with the “easy” case in Parts I and II (see Maier-Paape and Zhu (2018a, 2018b)). For instance,
the “core” theory here on optimization problems such as in Equation (1) and efficient portfolios is
very much in the spirit of Part I (Maier-Paape and Zhu 2018a) (cf. Sections 3.2, 3.3 and 3.4). Similarly,
Sections 3.1 and 4, where we lift the drawdown risk measures to multi-period markets, use many
ideas of Part II (Maier-Paape and Zhu 2018b). On the other hand, the contents of Section 2 on theory
of multi-period markets and trading strategies has no counterpart in Parts I and II Maier-Paape and
Zhu (2018a, 2018b) but many connections to classical financial mathematics (e.g., Follmer and Schied
(2016)). As a matter of fact, Section 2 is a bit technical. However, since it only provides the framework
for the core theory later on, it might help at first reading to concentrate oneself in Section 2 solely on
the definitions.

2. Multi-Period Market and Trading Strategies

In this section, we describe a multi-period (financial) market model. In such a model,
investment decisions are made over several periods with potentially different investment environments
characterized by different economic, financial and policy situations. The role of portfolios is replaced
by trading strategies which can be viewed as a sequence of portfolios varying in time according to an a
priori given, but possibly random, strategy. The information on the investment environment is revealed
with the progress of time and the action of the trading strategy is contingent on the existing information.
The availability of the information is modeled by a filtration. This section lays a foundation for the
subsequent analysis.
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2.1. Definitions

The following notion of a multi-period market is closely related to (Follmer and Schied 2016,
Section 5.1) and (Platen 2018, Sections 2.1.2, 2.2.1, and 2.2.2). We assume that M + 1 financial
instruments (one risk-free asset with index 0 and M € N risky assets with indexes 1, ..., M) are
given. Their initial prices are denoted by Sp := (58, si ..., SéVI ) € R];/IOJF 1. A model for N € N future
time steps is of the following form:

Let (Q, %, P) be a probability space. By £2 := £2(Q,%,P) := £2(Q,X,P;R) we denote the set
of all random variables X: ) — R with finite norm || X|| z2 := (E [XZ])UZ, where (X,Y) 2 := E[XY]
for X,Y € £2 is the inner product. For a set of M + 1 assets, we define EZ(Q, >, P; RM“) where each
of the M + 1 components of the elements are in £2. This could model a one-period market. For a
multi-period market model, let (0, X, { Fy }o<n<n,P) be a filtered probability space with filtration
{Fn}o<n<n which satisfies

{@,Q}ZZ.FQC}—]C"'C}—N,1C]'—N:ZZ.

Define

.cZ(N;RM) = 2 (Q s, {Fn}ogngN,P;RM> - n>1j<0 2 (Q ]—'n,P;]RM)

and £2(N) := £2(N;R) with corresponding set of positive processes
N
L2(N;RY) = L2(Q %, { Fubosnen, PiRY ) = X 2 (0, 70 PiRY ) © £2(N;RM).
n=|

Analogously, L9 denotes the set of all random variables and £! the random variables with finite
(absolute) expectation. In most cases, we use £2, which, however, often is not required. In these cases,
one could also use, e.g., L0

Firstly, we define the notion of risk-free which means that there is no uncertainty and the price
development is (not necessarily strictly) monotone increasing.

Definition 1 (Risk-free asset). The stochastic process Z = (Zy, Z1,...,Zxn) € L>(N) is called risk-free if
Zy, is constant almost surely (a.s.) forn =0,1,...,Nand Z, > Z,_1 > 0as.forn=1,...,N.

Definition 2 (Multi-period market model, cf. (Follmer and Schied 2016, Section 5.1)). For M € N let
S := (Sn)o<n<n € L2(N;RY) with

S, = (sﬁ,s,ﬁ,...,sﬁﬂ)T € Rug x L2 (Q fn,P,-RI;AO) c L2 (Q,fn,P;R;VI;l), @)

where (58, S?, e, S?\,) € £2(N ), i.e., the asset with index zero, is risk-free. The stochastic process S is called a
multi-period market model of size M + 1 with N time steps.

A portfolio in a one-period market model just contains of a single vector which gives the weights
for each asset. In a multi-period market model the situation is much more complex. After each time
step we can change the weights. We even can change the weights, say after time step 7, based on
information of all past time steps up to step n. Hence, in our situation, we denote a series of time
varying portfolios by a trading strategy as follows.
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Definition 3 (Trading strategy). For M, N € Nlet S := (Sp)o<n<n € L*(N; RZ;/IOH) be a market model.
A time dependent vector

N-1
X = (xn)1<pen € £° (N— 1;RM+1) = X [0 (Q,]:mP;RM—H),
T n=0
for the same filtered probability space (Q, X, { Fu }o<n<nN,P) from the market model, with

T
Xy = (xg,x,i,...,x%) c L0 (Q,}'n_l,P;RM”>, 3)
forn=1,...,N,is called a trading strategy.

We still need to give the trading strategy a meaning and a real connection to the market model S.
The values of a trading strategy X = (xn);,<y have the following interpretation:
e x; maydependon Sy,...,S,_1 but not on later prices;
e Si absolute price of the ith asset at time 7;
e xi: number of shares invested into the ith asset from time step n — 1 to 1;
e S!  xi:amount of money invested into the ith asset;
e  Sixi:absolute value of this investment after the time step from n — 1 to 1; and
o Six,= Zf\ﬁ 0 Si xi : absolute value of all investments after the time step fromn — 1 ton.

Note that Equations (2) and (3) imply that S, is F,, measurable while x, is F,,_; measurable.
The reason is that x, are the number of shares for each asset hold from time step # — 1 to n. This must
be known at time step 1 — 1 where the shares have to be bought. Hence, it must be F,_; measurable.
The prices S, of course, are known not before time #, i.e., it must be F;,, measurable. Using this, we
can define the wealth process realized by a trading strategy applied to the market model.

Definition 4 (Wealth of trading strategy). Let S € L2(N; RI;/IO* l) be a market model and Wy € R~ the
investor’s fixed initial wealth. For a trading strategy X = (xn)1<,<n € LO(N — 1;RM*1) the wealth
process W(X) € LO(N) is defined by

WO(X) = W()

L 4
Wn(X) = Wn(xl, .. .,xn) = anl(X) + (Sn - Sn,l)Txn = W() + Z (Sk - Sk,l)Txk ( )

k=1

forn=1,...,N. Hence, W: LO(N — 1;RM+1) — £O(N) is an affine linear functional.

Note, that, whenever X € EZ(N —1; RM“), then, by the Cauchy-Schwarz inequality, we obtain
that W(X) € L1(N).

Even though the market model consists of positive stochastic processes, we may open short
positions using a trading strategy. Hence, total ruin may occur. Since we always try to avoid a ruin, we
define the set of admissible trading strategies.

Definition 5 (Admissible trading strategy). A trading strategy X which satisfies W, (X) > 0 a.s. for
n =1,...,N is called admissible. The set of all admissible trading strategies is denoted by A = A(S) C
LO(N — 1;RM+1),

Note that A is a convex set.
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2.2. Properties of the Multi-Period Market Model

The most important scenario we try to avoid is total ruin. This strongly depends on the trading
strategy. However, the opposite should also be impossible, i.e., it should not be possible to gain
money without risk, namely arbitrage. This property strongly depends on the market model itself.
The literature mostly discusses the notion of arbitrage, where an arbitrage opportunity beats the
risk-free asset with positive probability while it is never worse than the risk-free asset. In Part I
(see (Maier-Paape and Zhu 2018a, Section 3.1)), the notion of a risk-free portfolio is introduced for
the one-period market and a finite probability space. A risk-free portfolio is almost the same as
an arbitrage opportunity but does not have to beat the risk-free asset with positive probability.
We discuss this kind of extension for the more general case with multi-period market models
(cf. also (Platen 2018, Section 2.2.3 and Section 2.2.4) for more details).

When discussing arbitrage, the notion of self-financing is often used (see, e.g., (Follmer and Schied
2016, Definition 5.4)), which means that all money which has been invested initially stays invested and
no fresh money is invested afterwards.

Definition 6 (Self-financing, see (Follmer and Schied 2016, Definition 5.4)). Let S € LZ(N; RI;AO* Dbea
market model for N > 2. A trading strategy X := (x,)1<n<n With

S Xn = Sy ¥t 5)
foralln =1,...,N — 1is called self-financing.
The space of self-financing trading strategies is linear and simplifies the wealth process as follows.

Proposition 1. Let S € L?(N; RI;/IO’L 1), N > 2, be a market model. A trading strateqy X is self-financing if
and only if

Wia(X) = Wy + (s,I P—- xl) ©)
foralln=1,...,N. IfSOTx1 = W), then Equation (6) becomes W, (X) = S,} xy.

Proof. If X is self-financing, then Equation (4) becomes a telescoping sum and directly gives
Equation (6). On the other hand, if Equation (6) holds true, then, by Equation (6), we get

W1 (X) = Wo + (51+1xn+1 - SoTxl)
and, by Equation (4) together with Equation (6), we obtain

W1 (X) = Wi(X) + (Sus1 — Sn)  Xns1 = Wo + (S,Ixn - stl) 4 (Spi1 — Sn) Xnin

forn =1,...,N — 1. Equating both expressions gives 5,x, = Syx,41 foralln =1,...,N —1,ie., Xis
self-financing. [

Remark 1 (Bond). Let Z := (zy)1<n<n be the trading strategy which represents the bond, i.e.,

T
Zy 1= <Vs\éo,0,...,0) forn=1,...,N. (7)
0

Of course, Z is self-financing with SJ z1 = W,. Therefore, Proposition 1 gives

SO

Wn(z):s,jznzwosg forn=1,...,N, (8)
0
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A trading strategy X is called trivial, if X = O a.s., where X := (Z,)1<y<n With %, := (x},...,xM)7T
denotes the risky part of X. Analogously, we define the risky part of S := (5;)o<y<n by S :=
& & T
(Sn)o<n<n, where S, := (5,11,. . .,S,qu) .
The following notion of arbitrage opportunity, bond replicating and risk-free trading strategy is
related to (Follmer and Schied 2016, Definition 5.10), see (Platen 2018, Remark 2.2.17).

Definition 7 (Arbitrage opportunity, bond replicating, and risk-free). Let S € L2(N; RQAOH) for
M, N € N be a market model and X := (x)1<n<N a trading strategy.

(a)  Wesay X is risk-free if
SO
Sy yxn W, 1(X) as.foralln=1,...,Nand  Wy(X) > Wos—fg as. ©9)

We say market model S has no nontrivial risk-free trading strategy if there does not exist a risk-free
trading strategy X with X # 0 (i.e., besides the trivial ones with X = 0 a.s. there are no risk-free trading
strategies).

(b)  Wesay X is an arbitrage opportunity if

Sy yxn W, 1(X) as.foralln=1,...,N,  Wn(X)>WyN as,

and

SO
P <WN(X) > WOS§’> > 0.

We say market model S is arbitrage-free, if there does not exist any arbitrage opportunity.
(c)  Wesay X is bond replicating if

SN

Sy 1xn W, 1(X) as.foralln=1,...,Nand  Wy(X) = WO? as.
0

We say market model S has no nontrivial bond replicating trading strategy, if there does not exist a
bond replicating trading strategy X with X # 0 (i.e., besides the trivial ones with X = 0 a.s. there are
no bond replicating trading strategies).

Remark 2 (Interpretation of Definition 7). The first property of a risk-free trading strategy in Equation (9)
says that, at time step n — 1, no more than the available capital is invested. The second property in Equation (9)
means that the final wealth of the trading strategy is always at least as much as the final wealth of the bond
strategy according to Remark 1.

An arbitrage opportunity has the same properties, but on top of that the strategy wins strictly more than
the bond strategy with positive probability.

A bond replicating trading strategy is also not allowed to invest more than the available capital. In this
case, the final wealth has to be exactly the same as for the bond strategy.

The next result gives necessary and sufficient conditions for a market model having no nontrivial
risk-free trading strategy. Those conditions are important when looking at properties for risk and
utility measures on such market models. Another essential property regarding uniqueness is that two
different trading strategies should result in two different wealth processes, which is ensured by the
addition in the next result.
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Theorem 1 (Multi-period market model with no nontrivial risk-free trading strategy). The following
assertions are equivalent:

(a) S has no nontrivial risk-free trading strategy.

(b) S is arbitrage-free and has no nontrivial bond replicating trading strategy.

(c) Foralln=1,...,Nandally € LO(Q, F,_1,P;RMT) with 3j £ 0 it is

T
0
P (sn - i”snl> 7<0| >0. (10)
Snfl

(d) S is arbitrage-free and the following holds for all trading strategies X and Y:

W(X) = W(Y) as. implies X = Y a.s. (11)

If in addition S > SO | foralln =1,..., N and one of the (a), (b), (c) or (d) holds, then the mapping W
is injective, i.e., W(X) = W(Y) a.s. implies X = Y a.s.

Proof. The equivalence of (a) and (b) directly follows from Definition 7.
Proof of implication from (a) to (c): Assume this implication is wrong, i.e., assume there exist
ng € {1,...,N} and 5* € L(Q, F;_1, P; RMT1) with j* # 0 such that

S0 ! S0 i
1=P| (S, — =225 *>0| =P[5, — =205, 7 >0 (12)
1o 50 ; ng—1 n = 1o 50 : ng—1 n = ’
no— np—

or, equivalently, S;lroq* > (520/520_1)5%717* a.s. Let trading strategy Z := (z,)1<y<N represent
the bond (see Remark 1). Define Y := (yu)1<n<N by Yn, := 1" and y, := z, for n # ny. Observe
that for 1 < n < ny — 1 by Equation (8) now W, (Y) = Wy (Z) = WOSQ/Sg holds true. Since the
property in Equation (12) of #* is independent on its risk-free part, we can choose, without loss

of generality (w.Lo.g.), the bond part 7° € £%(Q), F,,,_1,P) of #* such that S;—O_lyno = S;ro_liy* =

52071170 + §Tno_1ﬁ* = Wyp—1(Y) = Wy—1(Z2) = S;—O_lzno. For ny < n < N, it follows from
Equations (4), (7) and (8) that
T T .
Wi(Y) = Wh(Z) - (Sno - Sﬂo—l) Zng + (5”0 - S”o—l) n
591 520 B Si(’)lo*l T % T *
- WO?S - WO 58 + Sn0’7 - Snofl” (13)
0 o 50 S0 . . SO
> Wogg — Wo——p™ -+ =St = Syttt = Woms = Wa(2)
5o 5o Snofl 5o

holds a.s. and using S| ;4 = S| ;z, = W,_1(Z) one easily obtains with Equation (13) that S| ,y, <

Wy—1(Y) as. foralln =1,...,N. In particular, using Equation (13) for n = N, trading strategy Y must
be risk-free and nontrivial. This contradicts (a). Hence, there cannot be such an #*, i.e., (c) must hold.
Proof of implication from (c) to (a): Let (c) hold and assume there exists a nontrivial risk-free
trading strategy X := (x,)1<n<n, i.e., X satisfies Equation (9) and X Z£ 0. Letng € {1,...,N} be
minimal with the property X, # 0. Before time n, trading strategy X can at most invest into the bond.

Hence,
Spo—1Xmy < Wio—1(X) < WoS) 1/S)  as. (14)
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because of the first property in Equation (9). From (c) we get that x,,, satisfies Equation (10) for # := xy,
and n = np. Hence, using Equations (4), (10) and (14), we obtain that the following holds true with
positive probability:

SO
WnO(X) = Wno—l (X) + (Sno — Sno_l)Tan < Wno—l (X) + (SO - 1) S"O 1Xny < W()

11071

O

SO

Because of the second property in Equation (9), it must be ng < N and there must exist a maximal
ny € {ng+1,...,N} such that

SO 1 SO SO )
P <Wn11(X) <Wp 20‘ ) >0 and P (Wnl(X) > woﬁ | Wy —1(X) < Wy "510— ) —1.
0 0 0
Define
o R if Wi, —1(X) < W ";01,
Wo/83,0,...,0) " otherwise.

Observe that X, # 0 and hence ’17# # 0. Using Equations (4) and (9) it can then be shown that

501 ! 4 Ty SwShiaar

Sn1 0 Sn],1 = (Snl Snlfl) Ul 0 Sn1 117 >0 as.
S S
}’ll—l n1—1

which contradicts (c). Hence, S has no nontrivial risk-free trading strategy.

Proof of implication from (a)—(c) to (d): We just need to show Equation (11) for an arbitrage-free
market S. Let X := (x)1<p<n and Y := (yn)1<p<n fulfill W(X) = W(Y) a.s. From Equation (4) it
follows that (S, — Sn,l)T(xn —yn) =0as.forn =1,...,N. Now, letn € {1,...,N} be arbitrary.
Wlo.g.itis S} ;(xn —yn) < 0. Definey" := x, —yu+(c,0,...,0) " withc:= =S} | (xp—yn)/S0_; >
0. Wehave S| 7" = 0 and therefore

Because of (c), we then must have 7' = %, — 7, = 0 a.s. Since n was arbitrary X = Y a.s. must
hold, which proves Equation (11).

It remains to show the implication from (d) to (c): Since S is arbitrage-free, we firstly can show
thatforalln =1,...,Nand all y € L%(Q), F,,_1, P;RM*+1) with j £ 0 it is

0 T 0 T
50 50
P Sy — Soisnfl n< 0] >0 or Sy — 5075,171 n= 0 as. (15)
n—1 n—1

Assume not, then there exists an 1y € {1,..., N} and #* with #* # 0 such that

0 T 0 T
S 0 « S}’l(] %
1=P Spy — 5 Spwo—1 | 17 =0 and P Sny — . Suo—1 | 77 >0] >0. (16)
np— 1 no— 1

We can proceed as in the proof for the implication from (a) to (c) if we replace Equation (12) by
Equation (16). Then, the so-constructed Y is still risk-free and nontrivial. In particular, Equation (13)
for n = N still holds true and due to Equation (16) it even holds true with a strict inequality, at least
with positive probability. This implies that the corresponding Y is an arbitrage opportunity. Since this
is a contradiction, there cannot be such an #*.
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To show (c), i.e., to show that Equation (10) must hold true, we need to exclude the second property
in Equation (15) by using Equation (11). We proof this indirectly: Assume there exist ny € {1,...,N}
and * € £L9(Q), Fy—1, P;RM1) with 7" # 0 such that

ie, 8,71—011# = (820 /52071)52—0_111# a.s. Using this 5", we can build a trading strategy Y exactly as in the
proof for the implication from (a) to (c) where again, w.l.o.g., S;o—l’i# = Who=1(Y) = Wyy—1(Z) =
Wosgo_l / 58. Then, Equation (13) holds true for #* = 11# with equality for all np < n < N but in
particular for n = N, i.e., Y is nontrivial and bond replicating. We conclude that even W, (Y) =
WoS0/80 = W, (Z) as.forn =1,...,N,ie, W(Y) = W(Z) a.s. Then, Equation (11) implies Y = Z
a.s., which is a contradiction, because Y Z£0= Z. Hence, (c) must hold true.

The additional result in the case 591 > 52_1 foralln = 1,..., N remains to be proved: Let
W(X) = W(Y) as., X = Y a.s. and assume X # Y. Then, using Equation (4), we get 0 = W, (X) —
Wi(Y) = (85 -8 )(x) —y9) foralln =1,...,N, a contradiction. Hence, whenever W(X) = W(Y)
as.and X = Y as. it must be X = Y a.s., which completes the proof. []

Remark 3 (Connection to (Maier-Paape and Zhu 2018a, Section 3.1)). In the one-period case N = 1, we
can define R := S9/SY and x := xy. If we have Sj x = W), then we obtain from Equation (4) that

SO
W (X) — Wos—fg =Wy + (51— So) ' x —RWy = (S, — RSp) " x.
0

Hence, for all x such that S] x = Wy Definition 7 is equivalent to the definitions in (Maier-Paape and
Zhu 2018a, Definition 4).

Moreover, Theorem 1 implies the result (Maier-Paape and Zhu 2018a, Theorem 2) in the one-period case
with finite probability space for the case R > 1 and therefore can be seen as a generalization of (Maier-Paape and
Zhu 2018a, Theorem 2). Note, that Assertion (ii) in (Maier-Paape and Zhu 2018a, Theorem 2), which corresponds
to (c) in Theorem 1, includes the assumption that S is arbitrage-free. This assumption is not required in (c) of
Theorem 1. See also (Platen 2018, Corollary 2.2.24) for more details.

2.3. Trading Strategy Generating Function

In most cases, an investor already has a fixed strategy to trade the M risky assets and the bond
when the initial weights vector is known. For instance, one could want to freeze the fractions of capital
invested in the portfolio assets. The investor’s strategy then is to reallocate the portfolio after each
time step such that these fixed fractions are reestablished. Hence, we are not interested in finding the
“optimal” trading strategy over all possibilities, but in the “optimal” initial weights for our fixed and
well-known strategy. To have a mathematical formalism for this, we make the following definition.

Definition 8 (Trading strategy generating function). Let M,N € N, A C RM*! and a market model
S € L2(N;RM 1) be given. We call a function v: A — LO(N — 1, RM*1), which maps a vector y € A toa
trading strategy, a trading strategy generating function X = v(y), where

o(y) == (1), on®)),  ouly) € L2(Q Foy, BRMH) forn =1, N.

We say the set A C RM*1 is admissible, if v(y) € A(S) is an admissible trading strategy for all y € A,
ie., v(A) C A(S) (see Definition 5).
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When dealing with a one-period market model, there are always some constraints. One of the
most reasonable conditions is to require that all wealth is invested into the M 4 1 assets and there
is no cash (or the bond may simulate the cash position). In a multi-period market, the same holds
true, i.e., the initial investment x; = v1(y) should also be fixed by, e.g., B € R (e.g., B = W)), such
that SJ v1(y) = B. If the trading strategy generating function v in addition always gives self-financing
portfolios (see Definition 6), and B = W), we know that after each time step the complete wealth
is invested.

Under some reasonable assumptions, the following result gives the boundedness of admissible
sets under the constraint SJ v1(y) = B. Note that (Maier-Paape and Zhu 2018a, Lemma 2) shows a
related result for a one-period market using a general class of expected utility functions. Here, we only
focus on a general trading strategy and its admissible sets. Such a result is also shown in (Platen 2018,
Lemma 2.2.29).

Lemma 1. Assume the market model S € L*(N; R%* Y)Y has no nontrivial risk-free trading strategy.
Let v: RM+L 5 £O(N — 1;RMFY) be a trading strateqy generating function and assume there is a
matrix B € RMEDXMED withy full rank such that v1(y) = By for all y € RM*L. Define Ag =
{y € RM*L . S (By) = B} for some fixed B > 0. Then, each admissible subset A C Apg is bounded.

Proof. We use an indirect proof. Assume the assertion does not hold and A is unbounded. Then, there
must be a sequence (y™),en C A with S (By™) = Band ||y™|| — coas m — co. Then, for (x™) ey 1=
(By™),.cn, we also have ||x™|| — co as m — oo, because |y"|| = ||B~!By™| < ||[B~!|/||x™| and
[B~1|| > 0. The assumption of v, the definition of admissible in Definition 5, and Equation (4) give

Wi (o(y™)) = Wo + (S1 — So) o1 (y™) = Wo + (S1 — So) "x™ > 0 (17)

a.s.forallm € N.

Property SJ x™ = B implies that ||¥"'|| — o0 as m — oo. Then, there exists a subsequence
(w.Lo.g. the original sequence) such that x™/||x"|| — x* = (x, (x*)7)"T € RM™! asm — co where
|x*|| = 1and xj = —S; */S). Consequently, we have SJ x* = 0. Dividing Equation (17) by || x™||
and taking the limit as m — oo yields S| x* > 0 a.s. Therefore, it must be

.
S(lJ * T %
P((Slsgso> x <0):P<Slx <0) =0,

which is a contradiction, because by assumption the market has no nontrivial risk-free trading strategy
(cf. Theorem 1 (c)). O

Now, we give two examples for trading strategy generating functions.

Example 1 (Buy and hold; constant number of shares). The buy and hold (bnh) strategy simply buys the
assets at the beginning and does not change the number of shares for each asset in the subsequent time steps.
Hence, the corresponding trading strateqy generating function is defined by

Vpnn: RMH — 0 (N — 1;RM+1), y—= X = (¥n)j<ycny Withxy :=yforn=1,...,N.

Obviously, the trading strategy X = vpan(y) is self-financing for each y € RMTL (cf. Definition 6).
Therefore, Equation (4) in Definition 4 and Proposition 1 give

Wi (0onn (¥)) = Wo+ Y (St — Sk-1) 'y = Wo+ (Su — So) 'y (18)
=1
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forn=1,...,N. The largest admissible set for vy, according to Definition 8 is given by
Apnh 1= {y eRMTL . STy Wy < Sy as. forn= 1,...,N}.

For this example, Lemma 1 can directly be applied using B = Id € RM+1)>X(M+1) if the market model S has no
nontrivial risk-free trading strategy. Then, for B > 0 fixed, the set Ay, N {y € RM*L : STy = B} is bounded.

Example 2 (Constant weight/fixed fraction). Constant weights means, that the fractions invested into the
assets stay constant in time. For this, it is needed that the portfolio is reallocated after each time step.
First, we define the rates of return T of the multi-period market model S by
0 Tl M) " i Sh ;
Ty = (Tn,Tn,...,Tn ) . Ti=g - 1>-1 as,i=01,...,M, (19)

n

for time steps n =1, ..., N (cf. Definition 2).

For the corresponding trading strategy generating function, which we denote by vy, we need to make
sure that after each time step, the same fractions of wealth, given by some fixed f € RM+1, are invested into the
assets. Using trading strategy X = vwwr(f), this should result into a wealth process

Watowel ) = Wanrowe()- (1477 £) =W IT (177 ) 20

forn =1,...,N, which is related to the terminal wealth relative (TWR) (see, e.g., Vince (2009)). To achieve
this, we first define f — X = vewr(f) by

Otwr (f) = ((Oewr)1(f), - -+, (Oewr) N (f)), (Otwr)n(f) = ((Utwr)(r)u (Utwr)}u- oy (Utwr)nM)r

forn=1,..., N where

. . . . ; n—1
Eani() = EM (1) 1= g W s = M [T (1477) @
0 n—1 n—1 =

forn=2,...,Nandi=0,1,..., M. Here, for instance, (vww:)} (f) denotes the amount of shares of the ith
asset that have to be bought initially to invest the fraction f; of the initial wealth W) into this asset for the first
time step.

Now, we need to show that this indeed yields Equation (20). Inserting Equation (21) into the definition of
the wealth (see Definition 4) and using Equation (19), we obtain

Wi (0twr (f)) = Wa—1 (0w (f)) + (Sn — Sn—l)T(vtwr(f))n

SN (08 SERE R

i
i=1 Sn—l

=W, (Utwr(f)) ’ (1 T T”Tf)

forn=1,...,N and Equation (20) follows by induction. Of course, this only makes sense for admissible trading
strategies. Therefore, we define

Apy i= {feRM“ : 1+Tan>Oa.s.fornzl,...,N}. 22)

Note that, in general, Uy is nonlinear for N > 2.
In addition, in this case, we can apply Lemma 1 directly if the market model S has no nontrivial risk-free
trading strategy using a diagonal matrix B with diagonal entries bi; = Wy /S > 0fori =0,1,..., M.
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Remark 4. Let the situation of Example 2 for N > 2 be given and f € RM*1 be fixed. Assume there exists
somen € {1,...,N —1} such that P (1 + T,] f # 1) > 0. Then, one can show that v (f) is self-financing if
and only if "M fi = 1. In addition, note that M, f; = 1if and only if Wy = Sg (viwr)1(f). A proof can be
found in (Platen 2018, Proposition 2.2.32).

3. Efficient Portfolios

Having the multi-period financial market set up in the previous section, we are ready to focus on
the main theme of the paper. In this section, we extend the general framework for portfolio theory
from Part I (Maier-Paape and Zhu 2018a) to the setting of multi-period financial markets. We derive
a characterization of the efficient frontier for trading-off risk and reward using admissible trading
strategies. Furthermore, we also discuss the relationship between points on this efficient frontier
and their corresponding trading strategies. We do so using the modular approach alluded to in the
introduction. The general portfolio/trading strategy trade-off problem is considered in the light of
the interaction among four related modules. While we already discussed Blocks (a) (multi-period
market) and (b) (trading strategies) in the last section, we now want to concentrate on Blocks
(c) (risk and utility function) (performance criteria; see Section 3.1) and (d) (the optimization problem)
(including discussion of efficient frontier and efficient portfolios; see Sections 3.2, 3.3 and 3.4).

3.1. Performance Criteria

In Part I (Maier-Paape and Zhu 2018a), we chose to introduce risk and utility functions to measure
performance criteria in an axiomatic way. This is not necessary here. Indeed, for our modular portfolio
theory, it suffices to assume the risk functions to be (closed) proper convex and the utility function to
be (closed) proper concave. Clearly, this is more general than often used assumptions like for instance
positive homogeneous risk functions.

One reason to choose a multi-period market model over a one-period market model could be
the possibility to involve complex trading strategies. Another and possibly more important reason
could be path-dependent risk measures, which cannot be directly used on a one-period market.
One well-known path-dependent risk measure is the drawdown, which can be defined in different
ways and different variants.

Definition 9 (Absolute/relative drawdown process). Assume we have a model for a wealth process
W := (Wn)o<n<n € L2(N), e.g., W = W(X) for some trading strategy X and a multi-period market model S
(see Definitions 3 and 4). The absolute drawdown process Daps = ((Daps)1, - - - » (Dabs )N) is defined by

(Dabs)n(w) = O?fgxn {Wf} -W, >0, (23)

forn =0,1,...,N. The relative drawdown process Dre] = ((Drel)1, - - -, (Drel)N) is defined for positive
wealth processes (e.g., when using admissible trading strategies) by

_ Paps)n(W) _ Wa  _ [ Wa
(Drel)n(w) N max {Wg} N max {Wg} =1 Orﬁnélgn Wg < [0,1), (24)
0<(<n 0<(<n

forn =0,1,...,N. Both D,y and D, are stochastic processes and no risk measures up to now.

Chekhlov et al. (2003, 2005) studied the absolute drawdown for a simple trading strategy
and a finite probability space. The risk measure they defined is called conditional drawdown
at risk (CDaR) and can be seen as a conditional value at risk of the absolute drawdown process.
Later, Zabarankin et al. (2014) proposed using the absolute drawdown but this time on a rolling frame
of size T € N, i.e., they use

(Dabon(W) i= max {W,} — W,

ne<t<n
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forn =1,...,N, where n := max{1,n — t}. Again, they used the concept of the conditional value
at risk.

Goldberg and Mahmoud (2017) defined the so-called conditional expected Drawdown (CED),
which is similarly defined as CDaR. The CED is the conditional value at risk of the maximum absolute
drawdown over all scenarios, where the market model is defined in a continuous time setting.

Maier-Paape and Zhu (2018b) studied the expected value of the logarithm of the relative
drawdown at time step N (called current drawdown) in a finite probability space. Therein, the
multi-period market is constructed using a one-period market model by K € N iid drawings. We want
to use this variant, but in our more general setting with a multi-period market model and using a
general trading strategy generating function. It is defined as follows:

Definition 10 (Multi-path expected log drawdown). Let S € L£2(N; R¥ 1) be the market model and v
be a trading strategy generating function with domain A C RM*1 and with wealth process W(v(x)), x € A.
Then, the multi-path expected log drawdown is defined by

E[-In(1— (D)) nOW(v(x))))], if v(x) is admissible (cf. Definition 5),

Pin: A — [0,00], X = :
00, otherwise.

Remark 5. Assuming the range of S is bounded (which is reasonable for real markets) and the trading strategy
generating function v is continuous as a function from A to L>(N), then x — W (v(x)) is continuous and,
therefore, 50 is pyp.

A reasonable utility function (corresponding to the drawdown in Definition 10) may have the form
u: A—-R, x = E[Wn(v(x)) — W) (25)
Using the buy and hold strategy, we obtain
pnn (%) := E VN (0bnh () = Wo] = E[Sn — So] ", (26)
which is linear. Another variant uses the terminal wealth relative (TWR), which, in our setting,

is defined by

N
TWR(f) =[] (1 + T,jf) € £L%(R+o), f € Atwr (cf. Equation (22)),

n=1
with the rates of return T from Equation (19). Note that, because of Equation (20) in Example 2,

we have

Wi (vtwr (f))
Wo '
i.e, it is the quotient of end and start capital and the vy, trading strategy is strongly related to the
variant used in Vince (2009). As a utility function for the TWR, we define

TWR(f) = @7

Efln (TWR(f))], f € Atwr,

28
—0o, f ¢ Atwr, ( )

uogTwr: RM1 = [—o0,00],  f = {

with Agyr from Equation (22). Inserting the above characterizations of TWR gives

uiogtwr (f) = E [In (W (00wr () — In (Wo)] = E[In (TT,Ly (1+ T )] = 55 EIn (1+ T, )] (29)
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for f € Aqr- A corresponding risk function would be the drawdown in Definition 10 with
U := Upwr. With
b
TWRE(f) =[] (14T, f) € L°Rso),  forl<a<b<N, (30)

n=a

and using Equation (20), we get

o) =& |- (i {0t )|
—E :— In (min{l,lg}LnN {TWRQ] ( f)}}ﬂ 31)
=E :max {0, max, {— In (TWRZ;(f))}H

for f € Agwr (see also (Maier-Paape and Zhu 2018b, Definition 6 and Theorem 8)). Under reasonable
assumptions on the market, we show below (see Section 4) that py,, is proper convex and can therefore be
used as a risk function. Similarly, we find that wjgTwr is proper concave and use it as a utility function.

3.2. Optimization

At the core of our framework for the portfolio/trading strategy theory is an optimal trade-off
between the two competing performance criteria risk and reward. This subsection discusses two
related optimization problems: either minimizing the risk with a lower bound for the reward or
maximizing the reward with an upper bound for the risk under the setting below.

Setting 1. Assume we have the following:
(i)  Multi-period market model S € £2(N ; RJXIOH), M, N € N (see Definition 2).
(i)  Trading strategy, which is defined by a given trading strategy generating function v: A —
LO(N — 1;RM*1) gs in Definition 8 with non-empty and convex domain A C RM+1,

(iii)  Utility function u: A — R U {—oco}, which is assumed to be proper concave.

(iv)  Risk function v: A — R U {oo}, which is assumed to be proper convex.
We always assume that dom(u) N dom(r) # @ holds, where dom(u) = {x € A : u(x) > —oo} and
dom(r) = {x € A : v(x) < oo} are both convex sets.

Here, technically both u and ¢ are defined on A. In practice, they are functions of the trading
strategy payoff, i.e., they depend on the trading strategy generating function v. Thus, the properties of
u and v in fact may require, e.g., continuity of v.

Problem 1. Assume we have given Setting 1. We are looking at the two following problems:
(1) Let B> 0and pu € R be fixed. The minimum risk optimization problem is defined by

migt(x) subject to u(x) > pu, Sg v1(x) = B. (MinR)
xe

(b) Let B > 0andr € R be fixed. The maximum utility optimization problem is defined by

ma;u(x) subject to t(x) < r, Sgv1(x) = B. (MaxU)
xe

Note that vy (x) represents the initial portfolio allocation at time ¢ = 0 and thus by SJ v1(x) =
the initial investment size is fixed.
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3.3. Efficient Frontier

In this section, we define the efficient frontier related to Problem 1 and develop several helpful
characterizations of this frontier. This generalizes several results known for the one-period model
(see, e.g., Maier-Paape and Zhu (2018a)) to multi-period markets with trading strategy (see also
(Platen 2018, Section 2.4.2)).

Definition 11 (Risk utility space). Let Setting 1 be given. The sublevel and superlevel sets of v and u for
thresholds r, u € R are denoted by

Boa(r):={x€A:r(x) <r} Cdom(r) and Bya(pu):={x€ A :u(x)>pu}C dom(u),
respectively. For its intersection, we write
Bewa(r,p) ={xecA:r(x) <rand u(x) > pu} = B a(r) N Bya(p) C A.

Then,
Gle,u;A4) = {(r,1) : Bewalr,p) # @} C B2 (32)

is the set of valid risk and utility levels in the risk utility space.

Remark 6. We need u and v to be upper and lower semi-continuous, respectively, where both functions,
in practice, should be defined on top of a trading strategy generating function v. Note that then it is reasonable
that v is continuous. Otherwise, it might be impossible for u and v to have these semi-continuity properties.

Remark 7. Instead of (Maier-Paape and Zhu 2018a, Assumption 4), which states that either B, (1) or
By, a (1) is compact for all v, € R, respectively, we here often require in the following that By, (1, i) is
compact for all v, u € R, which is less, see Proposition 2 (b) in the following.

The following is an analog result to (Maier-Paape and Zhu 2018a, Proposition 7) and (Platen 2018,
Proposition 2.4.6).

Proposition 2 (Properties in risk utility space). Let Setting 1 be given. Then, the following holds true:

(a)  vis closed proper convex if and only if By a(r) is closed for all r € R.
u is closed proper concave if and only if By, 4 (u) is closed for all u € R.

(b)  Assume By () and By a(r) are closed for all y,r € R. If either By, 4 (pt) is compact for all u € R or
B a(r) is compact for all ¥ € R, then By A (1, u) is convex and compact for all v,y € R.

() G(v,u; A)is convexand (r, i) € G(v,u; A) implies that, for any k > 0, we have (r +k, u) € G(t,u; A)
and (r,u —k) € G(v,u; A).

(d)  If Beya(r, 1) is compact for all v,y € R, then G(x,u; A) is closed.

Proof. Proof of (a): Note that ¢ is by definition closed proper convex, if it is proper convex and
moreover its epigraph epi(t) = {(x,s) € A xR : t(x) < s} is closed. Thus, the claim here follows
from a classical result from convex analysis, see (Rockafellar 1972, Theorem 7.1). The same holds true
for — u which gives the statement for u.

Proof of (b): The compactness of B, ,, 4 (7, i) follows directly. The convexity of By, 4 (r, it) follows
from convexity of B, 4(r) and B, a(y) (see (Rockafellar 1972, Theorem 4.6)).

Proof of (c): Clearly, (r, 1) € G(r,u; A) implies directly from the definition that, for any k > 0,
we have (r+k,u) € G(v,u; A) and (r, 4 — k) € G(r,u; A). Furthermore, convexity of G(r,u; A) follows
directly from the convexity of v and the concavity of u.

Proof of (d): Let ((7n, #n))nen C G(r,u; A) be an arbitrary convergent sequence with (7, ) —
(r,u) € R? asn — co. Then, there exists a sequence (x"),cyy C A with x" € By, 4(rn, pin) C dom(u) N
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dom(t), i.e., v(x") < ry, and u(x") > u,. For all € > 0, there exists ny € N such thatr, < r+ ¢ and
in > pu — € and, therefore, x"* € By, a(r+ ¢ u —¢) for all n > ng. By assumption, By a(r+ 1,10 —1)
is compact. Then, there must be a convergent subsequence, w.l.0.g. the original sequence, with x" — x
asn — oo with x € By, a(r+ 1, — 1). Moreover, compactness of By, a(r + ¢, it — €) yields that ¢
restricted to {x € A : u(x) > u — ¢} is lower semi-continuous (cf. (Rockafellar 1972, Theorem 7.1)).
Similarly, u restricted to {x € A : v(x) < r+ ¢} is upper semi-continuous. Thus, t(x) < r + ¢ and
u(x) > p — e follow for all € > 0. For this, it mustbe x € B, a(r, ) and, hence, (r, ) € G(v,w; A). O

As in (Maier-Paape and Zhu 2018a, Definition 5), we define the efficient frontier.

Definition 12 (Efficient portfolio and efficient frontier). In the situation of Setting 1, we say an element
x € A is called efficient provided that there does not exist any x' € A such that either

[e(x) <v(x) and u(x) >u(x)] or [e(x)) <v(x) and u(x’) >u(x)].
We call set
Gep(t,1; A) = {(t(x),u(x)) €ER?:xcAis eﬁ‘icient} CG(v,wA)
the efficient frontier.

An important property is that the efficient frontier lies on the boundary of the set of valid risk and
utility levels, which is shown next; see (Maier-Paape and Zhu 2018a, Theorem 3) for the one-period
case with finite probability space and also (Platen 2018, Theorem 2.4.8) for more details.

Theorem 2 (Properties of efficient frontier). Assume we are in the situation of Setting 1.

(a)  The efficient frontier Gog(v,u; A) is located in the boundary of G(x,u; A) and has no vertical and no
horizontal line segments.

(b)  If Bey,a(r, p) is compact for all v, € R, then Gg(r,u; A) is non-empty and equals to the non-vertical
and non-horizontal part of the boundary of G(v,u; A), i.e.,

Ger(v,; A) = {(r, ) €9G (v, w; A) = (r =k, ), (r,p+k) € 0G(v,u; A) Vk > 0},  (33)

where 3G (v, u; A) denotes the boundary of G (v,u; A) in R?.
(c)  If B C Ais convex, then Gu(r,u; A) N G(t,u; B) C Gypr(r,u; B).

Proof. For proof of (a) and (c), see the proof in (Maier-Paape and Zhu 2018a, Theorem 3). It remains to
prove (b) (see (Platen 2018, Theorem 2.4.8) for more details):

1. “C” follows from (a).

2. Show “D”: Let (ro,po) € {(r,n) €9G(v,w; A) : (r—k,u),(r,u+k) ¢ 9G(r,u; A) Yk > 0} be
arbitrary. Then, since G(r,u; A) is closed by Proposition 2 (d), it has to be (rg, o) € G(r,1; A).
Hence, there must exist an xy € A such that t(xg) < rg and u(xg) > yo. In addition, it must be
(r,u) € G(x,u; A) forall ¥ < rgand p > ug with (r, ) # (ro, po), because G(r,u; A) is convex
and unbounded from below and unbounded to the right by Proposition 2 (c). Consequently,
even t(xg) = rg and u(xp) = pp must hold and x, thus is efficient, i.e., xg € Geg (v, u; A).

3. Show Geg(r,u; A) # @: Because of Setting 1, we have dom(u) Ndom(t) # @, i.e., there exists
x1 € dom(u) Ndom(r) and itis (r1, 1) := (v(x1),u(x1)) € G(xr,u; A). Since t is convex and u is
concave, t is bounded below and u is bounded above on each compact set. The set By, 4 (71, }1)
is compact by assumption. Hence, by definition of B, 4 (71, #1), the function v on By, 4 (r1, 11) is
contained in say [r4, 71] and the function u on B, 4(r1, #1) is contained in say [p1, pt*]. Therefore,
the image of (r, u) restricted on By, (71, 1) is a subset of G(v,u; A) and @ # G(v,ul; A)NQ C
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(75, 11] X [p1, p*] for Q = {(+',u’) : ¥ <y, y’ > 1}, see Figure 1. Clearly, there must be a point
(r2, u2) € 9G(v,u; A) N Q such that (r, — k, ) and (rp, 4 + k) do not belong to G(v,u; A) for
all k > 0. Since G(r,u; A) is closed, by Equation (33), the point (3, j12) belongs to Geg(r, u; A),
e, Gege(t,1; A) £ @.

G (v, u; A)
G(t,w;, A)NQ

M1 4

T

i i
T T

T r

4
Figure 1. lllustration to show G (v, 1; A) # @.

This completes the proof. [

As indicated by the last theorem, the efficient frontier Gug(t, u; A) is not necessarily the whole
boundary of G(t,u; A). As a consequence, G (t, u; A) might be bounded. The corresponding bounds
are defined as follows.

Definition 13. In the situation of Setting 1, assume that Geg(v, u; A) is non-empty. Define the bounds for risk
and utility of efficient elements by

OO 3 f , S . f , 34
Tmin (V/H)EéIE}f(t,u;A) {7’} Hmin (r,y)eél;flf(t,u;A) {}l} (34a)
Tmax += sup {7’}, Umax ‘= sup {ﬂ}r (34]9)

(r.1) EGepr(r1;A) (1, 1) G (v ;A)

respectively.

The following alternative representation is similar as the one in (Maier-Paape and Zhu 2018a,
Proposition 9) for the one-period market (see also (Platen 2018, Lemma 2.4.10)).

Lemma 2 (Infima/Suprema of G (v, u; A)). Let Setting 1 be given and assume By 4 (1, 1) is compact for
all r,u € R, so that by Theorem 2 (b) in particular Gog(t,u; A) is non-empty. Then,

min — inf i

' xedom(lur)lﬂdom(t) {'C(X)} s

Hmax = sup {u(x)} > —oo,
xedom(u)Ndom(t)

and, depending on tmin and pmax, we have

J‘erj"u,A (}lmax)

00 otherwise.

4

{ min  {t(x)}, i pmax < 00 and By 4 (pmax) Ndom(r) # @,
’max =

xeBc,A (rmin)

{ max  {u(x)}, ifrmin > —o0and By a(rmin) Ndom(u) # @,
Hmin =

—o00, otherwise,

If By a(r) is compact for all v € R, then ryin > —o00 and By p(tmin) 7# ©. If By, a(1t) is compact for all
i € R, then pmax < 00 and By 4 (Umax) # .
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Proof. We define B := dom(u) N dom(t). By assumption, B # @. Since the vertical part of 9G(t,u; A),
if it exists, does not change the infimum in r, we get

- inf = inf = inf = inf < 0. 35
Fmin (r,y)eégf(t,u;A) {7’} (r,y)eggl(t,u;A) {7’} (r,y)elg(t,u;/i) {7’} ;IEIB {t(x)} © ( )
Analogously, the horizontal part of 9G(tr,u; A), if it exists, does not change the supremum in u

and therefore

Hfmax = sup {u} = sup  {p}= sup  {u}=sup{u(x)} > —oo. (36)
(1) EGeft (v A) (1) €3G (r;A) (r,1)€G(ta;A) xeB

We next show the properties of ¥max and pimin. Since the properties of pimin can be shown similarly,
we only show it for #max.

Firstly, assume that pymax < 00 and By, 4 (}#max) N dom(t) # @. Then, there exists xg € By 4 (Mmax)
such that t(xg) € R. Of course, (t(xg),u(xp)) = (t(x0), #max) is on the horizontal part of 9G (v, u; A),
see Figure 2. By assumption, Geg(r,u; A) # @ and hence the set {(7, pimax) : ¥ € R} cannot be a
subset of G(t,u; A). Therefore, and since G(r,u; A) is closed by Proposition 2 (d), we obtain r, :=
min {r : (7, kmax) € G(r,u; A)} > —oo. Using Equation (33), we get (7«, imax) € Ger(t, u; A) yielding
an efficient portfolio x; € A with (v(x1),u(x1)) = (*+, #max). From Equation (34b), we conclude
Tmax =t~ = min{v(x) : x € By a(}max) } and the assertion is proved.

1

Hmax .

G(r,1; A)

| (%) ’

Figure 2. Illustration for the proof of Lemma 2.

Now, assume that pimax = 00 or By A (}imax) N dom(t) = @. In both cases, the supremum pimax of
the u values of Geg(t, u; A) is not attained in the risk utility space. Since G(t,u; A) is closed and convex
by Proposition 2 (c) and (d), there cannot be a horizontal part of 9G (¢, u; A). In addition, Geg (v, u; A) #
@ by Theorem 2 (b) and because of Equation (33) there is a sequence [(7y, #n)]nen C Gegt(t,1; A) such
that yy, — pmax as n — oo, which is, w.l.o.g., strictly increasing in y,,. Then, this sequence must be
strictly increasing in r, as well, otherwise, (7, 4,) would not belong to an efficient element in A.
If fimax = oo, it then must be rmax = co because G(r,u; A) is convex. If By 4(fimax) Ndom(r) = @
(and pmax < o0) it must be rmax = o0 as well, because otherwise, (7, imax) € 9G (v, u; A) for all ¥ > rmax
but (7, ymax) ¢ G(r,u; A), which contradicts that G(v,u; A) is closed.

It remains to show the result in the special situation when B, 4() is compact for all » € R.
Then, vis lower semi-continuous (see, e.g., (Rockafellar 1972, Theorem 4.6 and 7.1)). Let x’ €
dom(t) be arbitrary. Since B, 4(t(x")) is compact, the minimum of v is attained in By 4(t(x"))
(see, e.g., (Barbu and Precupanu 2012, Theorem 2.8)).

The case when By, 4 (y) is compact again can be shown similarly. [

Related to the bounds, we define next all relevant risk and utility levels of the efficient frontier.
Definition 14. For Setting 1, we define the projection of Ge(t,u; A) to the r- and p-axis by

I'={reR:3pecRst (rn) € Gyt u; A},
Ji={pneR:3reRst (rp) € Gyt A},

respectively.
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From Lemma 2, we already obtain the possibilities for the intervals I and ], see (Maier-Paape and
Zhu 2018a, Corollary 2) for a related result in the one-period case.

Corollary 1. In the situation of Lemma 2, we have ryin = inf(I), rmax = sup(I), pmin = inf(J) and
Hmax = sup(]). Furthermore, exactly one of the following situations holds true depending on the situation:

L4 I = [”min/ rmax] and | = [Vmin/ #max];

o I = [rmin, ) and | = [fimin, fimax ), Where fmax = o0 is possible;

e [ = ("min, "max] and | = (—09, imax|, where rmin = —oo is possible; or

o I = (rmin, ) and | = (—00, himax ), Where pimax = 00 and/or ryin = —oo is possible.

In particular, I and | are non-empty intervals. Figure 3 shows some examples.

Proof. This is a direct consequence from Lemma 2. [

H K H HAGegs (t,u; A
Hmax geff<t/ u; A) Hmax geff(t/ u; A) Hmax geff (tr u, A) ¢ ( )
Hmin G(v,u A) Hmin Gt,u; A) G(t,u; A) G(t,u; A)

‘ rrr‘lin Tmax T ‘ rn"lin r ‘ rmi’n Tmax T / ‘ r
I = [rmin/ Vmax] I= [rmin/ OO) I= (ijnr T’max] I= (_00/ OO)
(a) (b) () (d)
J= [,umin/ Vmax] J= [Vminr ,”max) J= (—001 ﬂmax} J= (_°°/ 00)

Figure 3. Illustration of efficient frontiers for different cases of the intervals I and J.

In Definition 14, we define all valid r and p values (separated from each other and not the
combinations of them) of the efficient frontier Gug(t, u; A), which must be on the boundary of G(t,u; A)
according to Theorem 2. Within the valid r and y area, this boundary is defined by the two functions

v:l =R, re— sup  {u}= sup {u(x)}, (37a)
(rn)egG(v,wA) x€By (1)
v: ] =R, — inf r} = inf v(x)}, (37b)
: (r,ﬂ)EG(t,u;A){ J xeBu,A(u){ )}

where I and | are from Definition 14. Next, we show some important properties for both functions,
see (Maier-Paape and Zhu 2018a, Proposition 8) for the one-period case and see also (Platen 2018,
Proposition 2.4.15).

Proposition 3 (Functions related to efficient frontier). In the situation of Setting 1, assume that By, a(r, 1)
is compact for all v, u € R. Then, the functionsv: I — Rand : | — R from Equation (37) are well-defined
and continuous. Furthermore, we have

= = , ll e I, 38
v (”rﬂ)g};a(i(,u;A) H xe%ﬁ‘(r) {u(x)} forall v (38)
v(p) = min o {ry= min {ce(x)}, forallp €], (38b)
() (VIH)Gg(t,u;A){ } XGBu,A(u){ (%)} fe i

while v is increasing and concave and vy is increasing and convex.

Proof. We show only the properties of y. The proof for v can be done similarly.
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Let 4 € | be arbitrary. From pimax in Lemma 2 and Definition 14, we know that there must
exist x* € dom(u) N dom(r) (note that dom(u) N dom(r) # @) such that y < u(x*) < pmax and
r* :=1t(x*) € R. We then have x* € By, (", ) # @ and

= inf rt = inf r(x)} = inf t(x)}. 39
r)/(y) (V,#)Eg(truﬂ“){ } XEBU,A(V){ ( )} JCEB(,U,A(Y*,M){ ( )} ( )

The function ¢ restricted to the compact set By, 4(r*, ) C dom(r) must have closed (even
compact) sublevel sets and hence is lower semi-continuous on By, 4 (7%, jt) (see (Rockafellar 1972,
Theorem 7.1)). Consequently the infimum in Equation (39) becomes a minimum. Hence, Equation (38b)
follows and vy is well-defined. The function « is increasing which directly follows from the definition
in Equation (37b) because By, 4 (1) D By a(p2) forall py < po.

Obviously, (y(u),u) € 0G(v,u;A) for all p € ]. Hence, convexity of ¢ follows from
convexity of G(r,u; A). Then, we already know that v is continuous in the interior of the domain |
(see (Rockafellar 1972, Theorem 10.1)). Closedness of G(t,u; A) (see Proposition 2 (d)), together with
the possibilities for I and | (see Corollary 1), implies closedness of the epigraph of . Therefore, ¢
must be lower semi-continuous (see (Rockafellar 1972, Theorem 7.1)). Since vy is convex, it must even
be continuous on J. O

An important consequence of the last result is the representation of G (¢, u; A) as graph of v and
(after interchanging coordinates) of 7, see (Maier-Paape and Zhu 2018a, Theorem 4) for the one-period
case and also (Platen 2018, Corollary 2.4.16).

Corollary 2 (Parametrization of efficient frontier as graph). Let Setting 1 be given and assume that
By w,a(r, ) is compact for all v, u € R. Then, the efficient frontier has the representation

Go(vw; A) = {(r,v(r)) s r e I ={(v(1), 1) s w €T} (40)

Moreover, v and 7y are strictly increasing and v = 4!

forallr € I

Jie, v(y(p)) =pforally € Jand y(v(r)) =r

Proof. Theorem 2 (b) (see Equation (33)) and the definitions of I and | (see Definition 14) imply
Gett(t,1; A) = 9G (v, u; A) N (I x J). Because of Proposition 2 (c) together with Equation (33), there
is exactly one element (r*(u), 4) € Gegs(tr,u; A) for each fixed p € J and there is exactly one element
(r,u*(r)) € Gegt(r,u; A) for each fixed r € I. Obviously, it must be r*(u) = y(u) and u*(r) = v(r).
Uniqueness of the elements implies Equation (40).

Because of Equation (40) it directly follows that v = 4 ~!. Hence, v and <y are bijective and, because
of Proposition 3, increasing. Consequently, they must even be strictly increasing. [

This gives many reasonable results which we can use to show solvability of the two optimization
problems in Equations (MinR) and (MaxU).

3.4. Efficient Portfolios

This final subsection links points on the efficient frontier to their corresponding portfolio/trading
strategy. The first result gives the existence of solutions (see (Platen 2018, Theorem 2.4.19) for
similar results). Note that from now on we formally “hide” the side condition SOT v1(x) = B of
Equations (MinR) and (MaxU) in the set A.

Theorem 3 (Existence for Problem 1). Let Setting 1 and B > 0 be given and assume A C {x € RM+1 .
Sy v1(x) = B} is non-empty and convex. Suppose By, a(r, ) is compact for all v,y € Rand let I,] C R be
the intervals from Definition 14.
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(a)  Foreach yu € ], there exists an efficient element x,, € A with u(x,) = p. The element x,, also solves
Equation (MinR).

(b)  Foreachr € I, there exists an efficient element y, € A with v(y,) = r. The element y, also solves
Equation (MaxU).

(c)  Each solution of Equation (MinR) for u € | and each solution of Equation (MaxU) for r € I is efficient.
Moreover, each efficient element x* € A solves Equation (MinR) for u = u(x*) and Equation (MaxU)

forr = v(x*).

Proof. Statements (a) and (b) follow from Corollary 2. For instance, by Equation (40), for every r € I,
there exists some y, € A with t(y,) = r and u(y,) = v(r). Clearly, SJ v1(y,) = B by assumption on A.
Using Equation (38a), we conclude

u(y,) = v(r) = max{u(x) : v(x) <r}
xX€A
yielding that y, solves Equation (MaxU) and, moreover, each efficient element x* € A with risk value
r solves Equation (MaxU) as well. Conversely, any (other) solution y, of Equation (MaxU) forr € I
satisfies u(y,) = v(r) = u(y,) and t(y,) < r. Since y, is efficient, t(y;) < r is not possible, i.e., we must
have t(y,) = r. Therefore, y, is efficient as well. The claim for y € J follows similarly. [

For uniqueness, more assumptions are required. If either u is strictly concave or ¢ is strictly convex,
the uniqueness is guaranteed, see (Maier-Paape and Zhu 2018a, Theorem 5) for the one-period case
with finite probability space and also (Platen 2018, Theorem 2.4.20) for a similar result.

Theorem 4 (Uniqueness and efficient portfolio path). Let the situation in Theorem 3 be given. Furthermore,
assume that either w is strictly concave in dom(u) or v is strictly convex in dom(r). Then, the following holds.

(a)  Foreach y € ], there is exactly one efficient element x,, € A with u(x,) = p, which in addition is the
unique solution of Equation (MinR).
Furthermore, the mapping 7y: | — A, p — xy, is continuous.
Foreach yu & | and yu > pmax = sup J, there does not exist any solution of Equation (MinR).
If min > —oo, then for u & | and y < pmin (e, 4 < Umin, See Corollary 1) the solution of
Equation (MinR) is not necessarily unique and can be an element in A which is not efficient.

(b)  Foreachr € I, there is exactly one efficient element y, € A with v(y,) = r, which in addition is the
unique solution of Equation (MaxU).
Furthermore, the mapping v: I — A, v — y, is continuous.
Foreachr ¢ I and r < rmin = inf I, there does not exist any solution of Equation (MaxU).
If frmax < oo, then for v & I and v > tmax (i.e., ¥ > rmax) the solution of Equation (MaxU) is not
necessarily unique and can be an element in A, which is not efficient.

Proof. The existence of efficient elements is already guaranteed by Theorem 3. Let (r*,u*) €
Gest(t,u; A) be arbitrary. The uniqueness of an efficient element x* € A with (¢(x*),u(x*)) = (r*, u*)
follows from strict convexity of ¢ or strict concavity of u, respectively, which we show next: Assume
the solution x* is not unique. Then, there is an efficient element ¥’ € A with ¥’ # x* and
(e(x"),u(x")) = (r*, u*) = (x(x*),u(x*)). For xg := (x* + x’) /2 we have

u(x*) + 1u(x’) =pu*. (41)

‘C(Xo) S 5

N —

t(x*)+zv(x) =7 and u(xg) >

N —

Since either v is strictly convex or u is strictly concave, one of the two inequalities in Equation (41)
must be strict, which contradicts (r*, 4*) € Geg(r,u; A). Hence, the efficient portfolio for (r*, u*) €
Geft(t,u; A) is unique.

Furthermore, 7y and v are well-defined. Next, we show continuity. We only show this for 7
(continuity for v can be shown similarly). Suppose 7 is discontinuous at some point yg € J. Then,
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there exist ¢ > 0 and a sequence (yy)uen C J with p, — pg asn — oo and ||y (un) — ¥(po)|| >
c for all n € N. Since 7 is continuous, see Proposition 3, we obtain that (v(¥(px)), u(¥(pn))) =
(v(un), pn) — (v(po), po) as n — oo. Hence, for all ¢ > 0 there exists ng(e) € N such that 4 (u,) €
B a(r(po) +¢ po —e) for all n > ny(e). Since, e.g., By a(v(po) + 1, o — 1) is compact, there exists
a convergent subsequence of (7 (1)) ey with limit x* € By, a (v (o) + 1, 4o — 1). Using again lower
semi-continuity of ¢ restricted to By 4 (7(#o) + 1, o — 1) and upper semi-continuity of u restricted
to By a(v(o) +1, 4o — 1) as in the proof of Proposition 2 (d) gives x* € By, a(7(1o), o). Then,
x* must be efficient, because (y(uo), #o) € Gegt(t,u; A), and we have (v(x*),u(x*)) = (v(po), o),
i.e., x* = 4(pp). This is a contradiction, because it must be ||x* — ¥(ug)|| > ¢ > 0. Consequently,
is continuous.

The situations where i ¢ | or r ¢ I follow easily: For instance, in case y > pmax and pu ¢ J, there
is no portfolio x € A such that u(x) > yu, see Equation (36). In the case —00 < y < pimin, there is
an efficient element (which also solves Equation (MinR)), namely % ({imin ), but there might also be a
solution of Equation (MinR), e.g., x" € A, such that v(x") = t(4(pmin)) and u < u(x’) < u(¥(min)) =
Hmin- However, this element x’ is not efficient. [

Remark 8 (Connection to (Maier-Paape and Zhu 2018a, Theorem 5)). In (Maier-Paape and Zhu 2018a,
Theorem 5), a related result is shown for the one-period case N = 1 for a finite probability space. The utility
function therein is of the form u(x) = E [u(S] x)], for some concave function u: R — RU {—oo}, and the risk
function v must be non-negative, convex and independent of x°. Additional assumptions are that By A(r) is
compact for all v € R or By a(p) is compact for all u € R. This implies that By, a(r, u) is compact for all
r,u € R (cf. Proposition 2 (b)). Since (Maier-Paape and Zhu 2018a, Theorem 5) assumes moreover unit initial
cost (i.e., Sy x = 1), this already gives all assumptions for Theorem 3 in the case that vy (x) := x for all x € A.

Howeuver, the result in (Maier-Paape and Zhu 2018a, Theorem 5) is also a uniqueness result and therefore
requires additional assumptions on u and/or v. For this, either u must be strictly concave or v must be strictly
convex in the risky part (note that (c3) in (Maier-Paape and Zhu 2018a, Theorem 5) implies that t* is strictly
convex in the risky part). (Maier-Paape and Zhu 2018a, Theorem 5) then gives uniqueness.

Since Theorems 3 and 4 with vi(x) = x are restricted to the set Ag = {x € RMHL . S7x =B},
e.g., for B =1, this additional assumption on v (being strictly convex in the risky part) implies, that the function
v restricted to the set Ag N A is strictly convex (and not only strictly convex on the risky part). Hence, the
assumptions of (Maier-Paape and Zhu 2018a, Theorem 5) are stronger than the assumptions in Theorem 4 and
give a similar result. Therefore, Theorem 4 is a full generalization of (Maier-Paape and Zhu 2018a, Theorem 5).

Note that the assumption in (Maier-Paape and Zhu 2018a, Theorem 5) that u is strictly concave, is not
enough to obtain strict concavity of u in the setting of (Maier-Paape and Zhu 2018a, Theorem 5). Hence,
Assumption (c1) in (Maier-Paape and Zhu 2018a, Theorem 5) may not be enough to obtain uniqueness
(other than falsely stated there). However, e.g., if S has no nontrivial risk-free portfolio, then u(x) = E [u(S] x)]
is strictly concave (see (Maier-Paape and Zhu 2018a, Proposition 6)), and uniqueness follows.

4. Application

Let us focus on Example 2 with the trading strategy generating function vy, which ensures that
the portfolio weights are constant after each time step. Our admissible set is given by

Atwr:{feRMH:1+T,If>Oa.s.forn:1,...,N}, (42)
see Equation (22).

Looking at Problem 1 for some special risk and utility functions, we also need to ensure the second
constraint. Using Equation (21), this constraint reads

M
S(—)r(vtwr)l(f) =W ;sz =B.
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The risk and utility functions we are looking at in the following are independent on WV,. Hence,
w.lo.g., we may set Wy := 1. The set of all vectors fulfilling the second constraint in Problem 1 is then
given by

M
Ag = {f e RM 2 ST (o)1 (f) = B} = {f eRMH .Y fi= ﬁ}- (43)
=0

Lemma 3 (utility function; logarithm of TWR). Let the multi-period market model S be given and assume
that T, € El(Q, Fu, P; RMH)for n =1,...,N, where T, is from Equation (19) in Example 2. Define
UlogTWR 48 in Equation (28), i.e.,

N
uogTwr (f) = E[In (TWR(f))] = ; E [ln (1 + Tanﬂ (44)

for f € Anwr and ujogrwr (f) = —oo forall f & Agwr.

Then, wogTwR is proper concave and wogTwr < 0. Furthermore, if S has no nontrivial risk-free trading
strategy, then wjogTwR restricted to dom(ulogTWR) N Ag, with Ag from Equation (43), is strictly concave and
Bujogrwr. A (1) is bounded for all y € R and all p > 0.

Proof. Since In(1+s) <sforalls > —1 and T, has a finite expectation by assumption, we have for
all f € Awr that

N N
ogrwr(f) = 1 B In(1+7,f)] < LE |Tf < oo (45)
ne n=1

Of course, we also have ujoerwr(f) = —00 < oo forall f & Agwr-

The mapping f + In(1+ T,(w)"f) is concave for each w € Q. Because of linearity and
monotonicity of the expectation, the mapping f +— E[In (1 + T, f)] is concave. The same holds true
for ujogrwr. Obviously, 0 € dom(ujpetwr) because uoetwr (0) = 0 and therefore we obtain that the
function ujpgTwR is proper concave.

Now, assume that S has no nontrivial risk-free trading strategy. Because of Theorem 1 (d), W is
injective in the risky part. Using the definition of vy, in Equation (21), we obtain that W (vww:(f)) =
W(ow:(f')) as. for f, f' € Ag implies f = . Since f, f' € Ap,itevenmustbe f = fif W(viwr(f)) =
W (vwr(f)) as

Consequently, for arbitrary f, f’ € dom(uerwr) N A with f # f' there exists n € {1,..., N}
suchthat T, f # T, f',ie., T} f # T, f’ with positive probability (see Equation (20)). Therefore, for
all A € (0,1), we obtain from strict concavity of In that

P(n (14T (Af+(1=N)f)) > Aln (14+T]f) + (1= ) (1+ 7] ') >0,
It follows that
Eltn (147 (\f+(1=A)f))] > E[Aln (14T, ) + (1= ) (1+ 1] 7).

This implies strict concavity for at least one summand of wjerwr Which directly gives strict
concavity of ujogTwr restricted to dom(uegTwr) N Ap.

The boundedness of B, STWR/Ag (1) C dom(uerwr) N Ap directly follows from Lemma 1, because
dom(ulogTWR) NApg C Agwr N Ag is admissible for the trading strategy generating function vtwr
(see Definition 8 and Equation (20)) and the corresponding matrix B in Lemma 1 for this example
is a diagonal matrix with positive entries b;; = Wy/ Sf) > 0,fori = 0,1,..., M, on the diagonal
(see Equation (21)). O
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Lemma 4 (risk function; logarithm of TWR). As in Lemma 3, let the multi-period market model S be given
and assume that T,, € Cl(Q, Fu, P ]RMH)for n=1,...,N, where T, is from Equation (19) in Example 2.
Define the log drawdown function py, (see Equation (31)), by

pm(f) =E [max {O,lrénéang{—ln (TWR?](f))}H =E [max {O,llénganN{—éln (1—|—T,;rf)}}],

for f € Apwr and pin(f) = oo for all f ¢ Agwe. Then, py, is proper convex, py, > 0 and dom(py,) =
dom(uiogrwr ). If S has no nontrivial risk-free trading strategy, then By, ,(r) is bounded for all r € R and
all p > 0.

Proof. The property py, > 0 is obvious. Since f ++ —In (14 T, f) is convex and the maximum of
convex functions again is convex, it follows that pj, is convex as well. In addition, p,(0) = 0 and
therefore 0 € dom(py, ). Hence, py,, is proper convex.

Inserting the known characterizations of ujogTwr and py, from above and using the properties of
the logarithm yield for f € Aty that

[ N N
ogrwn(f) + n(f) = B| Y In (14 T, f) + max {0' 22 {— Y In(1+7, ) } H
n . "
=E max{0,11<r1éa<>§\]{r§lln <1+T,1Tf>}}]
[N
<E|) Tan‘ < oo,
| n=1

because T, € L1(Q, F,, P;RM+1). Of course, we directly see from this that we also have UogTwR (f) +
Pin(f) > 0. Hence, whenever ujootwr (f) € R, it must be pi,(f) € R and vice versa. It directly follows
that dom(p,) = dom(ujpeTwr)- As in the proof of Lemma 3, the boundedness of B,, | Ag (r) C Ap
directly follows from Lemma 1. [

It is worth noting that p;, may not be strictly convex.

Remark 9 (Connection to Maier-Paape and Zhu (2018b)). Maier-Paape and Zhu (2018b) proved properties
such as convexity for risk functions involving the relative drawdown but for a one-period market model.
The function teyr discussed therein corresponds to pyy, from Lemma 4 in the case we have a finite and discrete
market model where the rates of returns are iid.

Assume we want to solve an optimization such as Equation (MinR) or Equation (MaxU) using
the utility and risk functions from Lemmas 3 and 4, respectively, and the corresponding trading
strategy generating function vy;. All requirements for Setting 1 are then fulfilled (note that 0 €
dom(upgrwr) = dom(p,) # @). To be able to apply Theorem 3 or Theorem 4, we need that
By, wogrwr,Ag (77 1) is compact for all 7, € R. From Lemma 3, we obtain boundedness in case S
has no nontrivial risk-free trading strategy. However, in general, it is not clear whether or not the
superlevel sets of uj,gTwr are closed. Moreover, we do not know whether dom(pp,) = Agwr holds
true. Before we discuss the solutions of the corresponding optimization problems in Equations (MinR)
and (MaxU), we firstly need to take care of these assumptions. We start with a more specific situation
where we can ensure the compactness of By, v, rwr, 45 (r,m).
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Remark 10 (o}, and wjogtwr in finite probability space). Assume the probability space is finite, e.g., with
Q = {wy,...,wg} for some fixed K € Nand p, := P ({wy}) > 0forallk = 1,...,K. Then, Awyr in
Equation (42) becomes

Awr = {feRM“ : 1+Tn(wk)Tf>0forn:1,...,Nandk:1,...,1<}, (46)

where Ty (wy) € RM+1 foreachn =1,...,Nand k = 1,...,K is a vector fixed for a given market (see
Equation (19)). Clearly, 0 € Awwy. Furthermore, wogtwr in Equation (44) becomes

n=

WogTWR (f Z [Z prIn ( + Tulwi) " f )] (47)

for f € Atwr. Then, we obviously get dom (wogTwr) = Atwr because by definition wogTwr ] A, = O

Now, let (f™)en C Awwr be a sequence such that f™ — f* € dAgwr as m — oo. Then, ﬁirere existn €
{1,...,N}and k € {1,...,K} such that 1+ T, (w) " f* = 0. In this case, we obtain wogrwgr (f™) — —0c0
as m — oo. From this we, can conclude that Ay is open and non-empty and, moreover, by Equation (47),
Ulog TWR ] A is continuous. In particular, the superlevel sets of wogTwr are closed. Consequently, we also must
have that lS’u1 crwrA (1) is closed for all closed sets A and all p € R.

Analogously, we obtain dom(p,) = Awwr = dom(ugTwr) where the sublevel sets of p, and also
By, 4(r) must be closed for all closed sets A and all r € R. Then, Proposition 2 (a) and Lemmas 3 and 4 yield
that wegTwR 18 closed proper concave and pyy, is closed proper convex.

In general, however, when () is not finite UjoeTWR Might not be closed proper concave and p,
might not be closed proper convex. Since we assume these properties in the existence and uniqueness
theorem (see Theorem 5 below), we make some more remarks to have a better understanding also in
the general situation.

Remark 11 (Notes on dom (ujogtwr) and Agwr)-

(a)  Clearly dom(uogTwr) C Atwr-

(b)  If f € Apwr, then, using Equation (20), it follows that Wy (vwer(f)) = WoTl{—; 1+ T, f) > O as.
Of course, this is trivial and directly follows from the definition of Atwr in Equation (42). In fact, Atwr is
defined as the admissible set of Vg (see Example 2).

(c)  We have

dom (upeTwR) = {fERMH :E [ln (1+TJf)} > —oo foralln = 1,...,N}

_{feRM+1 : /an(l—i—Tn(w)Tf)dP(w)>—ooforalln—1,...,N}.

Proof: The second equality holds by definition. For the first one, the relation “>" is obvious. Let now

f € dom(uyogTwr) C Atwr be arbitrary. Since wogTwr (f) < 00 by Lemma 3 we have wogrwr (f) €

R. In addition, E[In (14 T,] f)] < oo holds for n = 1,...,N (cf. Equation (45)). Hence, it must be

E[In(1+ T, f)] > —coforn = 1,..., N, which shows the relation “C" and therefore the equality.
(d)  Define

Afr == {f € RM*1 : there exists e > O such that 1+ T, f > ea.s. foralln =1,.. .,N}.

Then, we obtain Ay, C dom(ujoeTWR)-
Proof: Let f € A}y, be arbitrary. Then, In(1+ T, f) > In(e) > —oo as. This, of course,
gives E[In (1+ T, f)] > In(e) > —oo.
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Now, we can show the result for the optimization problems in Equations (MinR) and (MaxU)
when using v := pj, and u := ujogTWR-

Theorem 5 (Existence and uniqueness for ujogtwr and o). Assume the multi-period market model S has
no nontrivial risk-free trading strategy and T, € /jl(Q, Fu, P; RM“) forn =1,...,N, where T, is from
Equation (19) in Example 2. Let the trading strategy generating function be given by vy (constant weights)
from Example 2, with admissible set Awwr as in Equation (42). Assume that p, and weeTwr restricted to
some convex and non-empty set A C dom(wogTwr) M Ag are closed proper convex and closed proper concave,
respectively. We define the minimum log drawdown optimization problem for fixed u € R by

?'ggpln(f ) subject to wogTwr (f) > 1, Sg (Vrwr)1(f) = B. (MinDD)

We define the maximum log TWR optimization problem for fixed r € R by
rjpeaj wogTwr(f)  subject to pin (f) <, S (Ve )1 (f) = B. (MaxTWR)

The following holds true:

(a)  (Growth optimal trading strategy) The problem in Equation (MaxTWR) without risk restriction, i.e.,
l?eaz(ulogTWR(f ) subject to Sg (vewr)1(f) = B (48)

has a unique solution fy.. € A. Moreover, we have pimax = UogTWR(fmax) € R and rmax =
Pin(fmax) € R0, where pimax and rmax represent the suprema of Gey(x, u; A) from Definition 13 for
T = Pln A1d U = UjoeTWR-

(b)  (Risk minimal trading strategy) The problem in Equation (MinDD) without utility restriction, i.e.,

minpin(f) - subjectto S] (onar)1 () = P, 9)

has a finite minimum risk value rmin € R>q. Furthermore, among all f € A which solve Equation (49),

there is a unique element f. € A with maximal wegrwr value. In particular, rmin = Oin (i) €

R0, but moreover pmin = WogTWR (frrin) € R hold true, where rin and pmin represent the infima of
Gefr(t,u; A) from Definition 13 for v = pi and u = ujogTWR-

(c)  Foreach p € | = [pmin, Pmax| # O, there is exactly one efficient element f; € A with wogTwr(f}i) =
y, which is also the unique solution of Equation (MinDD). The mapping 7y: | — A, p > f is
continuous.

(d)  Foreachr € I = [rmin, 'max] # O, there is exactly one efficient element f; € A with pia(f) =7,
which is also the unique solution of Equation (MaxTWR). The mapping v: 1 — A, y — f; is
continuous.

Proof. By assumption, ujgtwr and pi,, both restricted to A, are closed proper concave and closed
proper convex, respectively. Using Lemma 3, we in addition obtain that uj,gTwr is strictly concave in
the set A C dom(ujogtwr) N Ap. Moreover, = (n) = Buygrwr A (u) N Aiscompact forall y € R
because of Lemma 3 and Proposition 2 (a). Analogously, B, (r) is compact for all 7 € R because
of Lemma 4 and Proposition 2 (a). Consequently, Proposition 2 (b) yields that BplnfulogTWRr alr,u) is
compact for all 7, u € R. Theorem 4 can then be applied, which proves (c) and (d), if we can show that
I = ['min, "max), ] = [Mmin, #max]. This is shown in the proofs of (a) and (b).

Proof of (a): Since ujogTwr is closed proper concave on A, we know that uj,gTwr must be upper
semi-continuous (cf. (Rockafellar 1972, Theorem 7.1)). In addition, BulogTWR/ A(p) is compact and
non-empty for some y € R. Hence, there must be a solution of Equation (48) (see (Barbu and
Precupanu 2012, Theorem 2.8)). Uniqueness follows from strict concavity of ujoetwr restricted to
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A C dom(uegrwr). Furthermore, Lemma 2 yields that pimax = Uloetwr(fmax) € R and, since
dom(ueerwr) = dom(py,) by Lemma 4, that tmax = Pin(fmax) € [0,00) (also by Lemma 2, note
that By, 1,4 (Mmax) contains only fx. ).

Proof of (b): The function py, is closed proper convex on A by assumption and, hence,
it is lower semi-continuous (cf. (Rockafellar 1972, Theorem 7.1)). In addition, Bpm,A(”) is
compact and non-empty for some » € R. Then, there must be a solution of Equation (49)
(see (Barbu and Precupanu 2012, Theorem 2.8)). Maximizing ujgtwr over all those solutions then,
similar to in the proof of (a), gives a unique solution denoted by f. . As above, Lemma 2 yields
that rmin = om(fmin) € [0,00). Since dom (uogTwr) = dom(pin), We get pmin = UogTWR (fmin) € R
Altogether, we obtain that I = [Fmin, "max] and | = [#min, fimax], Which completes the proof. [

Note that Ag N dom (ugTwR) 7 @ because obviously (B,0,..., 0)fecA p M dom(u,eTwr)- Hence,
there exists such a subset A C Ay with the above required properties, e.g., A = Ag N dom (u1o5TWR)-
Furthermore, the “local” (closed) proper convexity of py, on A and the “local” (closed) proper concavity
of upgTwR On A, which are relevant according to Setting 1 (because of the domain of definition of both
functions) and Theorem 5, can be provided for instance as follows by “global” assumptions.

Lemma 5. In the situation of Lemma 3 and Lemma 4 assume that py, is closed proper convex and ujogTwr 18
closed proper concave. For Ag from Equation (43) with fixed p > 0 let A" C Ag be closed and convex such
that A := A’ N dom(ujogtwgR) is non-empty. Then, A C dom(ujogtwr) N Ap is convex and non-empty.
Furthermore, pyy, restricted to A is closed proper convex and wogTwr testricted to A is closed proper concave.

Proof. First note that ujosrwr is closed proper concave and p, is closed proper convex but by
definition both on RM*+1 Of course, UlogTWR 18 proper concave and pj, is proper convex on A
as well. Since BmogTwr{,A(V) = {f €A woerwr(f) > 4} C dom(uerwr) We can also write
BulogTWR/ alp) = {f¢€ RM+1 . ulOgTWR( f) > u}nA". Hence, BulogTWR/ A(p) must be closed because
{f e RM+1 . uogTwR (f) > p} is closed (cf. Proposition 2 (a) when replacing A by RM+1 therein) and
A is closed by assumption. Proposition 2 (a) then tells us that UjogTWR Testricted to A is closed proper
concave. A similar argumentation yields that pj, restricted to A is closed proper convex. [J

We have seen in Theorem 5 and Lemma 5 that one of the main ingredients to the existence and
uniqueness theory for trading off risk and reward with py, and ujogTWR 1 that pp, is closed proper
convex and that wjoeTwr is closed proper concave. While for finite probability space () this is already
derived in Remark 10, in general this is not obvious. Lemma 4 and Lemma 3 just yield proper convex
and proper concave, respectively. The following discussion closes this gap under reasonable conditions.

Lemma 6. Forn € {1,...,N} fixed let T, € L1(Q, F,,, P; RM*1). Define

() = {il:(l +TA), reo.

where D, = dom(h,) = {f€RMF1:E[n(1+T,f)] > —co}. Assume that 0 € int(Dy),
where int(Dy,) is the interior of Dy,. Then, hy, is closed proper concave.

Proof. Note that, according to Lemma 3, the function h,: RM*1 — R U {—oo} is proper concave
and thus D, is convex. Therefore, h;, is continuous in the interior of D, (cf. (Rockafellar 1972,
Theorem 10.4)).

By assumption, fp := 0 € int(Dy,) and h,(fy) = In(1) = 0. Using (Rockafellar 1972, Theorem 7.5),
the closure of h;, is of the form

hn(f) = lim (1= A)fo+ Af) = lim hu(Af), f € RM*L (50)
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The function &, is known to be closed proper concave (see (Rockafellar 1972, Theorem 7.5.1)) with
h, > h, and, moreover, h, coincides with h, everywhere except possibly on 0D, (see (Rockafellar
1972, Theorem 7.4)).

If we can show that /i, (f*) = h,(f*) for all f* € aD,, then h, = h, on RM*1 and thus h,, is
closed proper concave as well. To see that, we fix f* € 9D, and set A, :=1—1/m 1 (as m — 0).
Since the limit in Equation (50) is independent of the sequence realizing A 1, we have

hn(f*) = nlig;ohn()\mf*) € RU{—oo}.

Define the random variables Z;; = max{0,In(1+T, f*A,)} and Z, :=
min {0,In (14 T, f*Am)}. By assumption, T, € L£1(Q, F,, P;RM*1) and, hence, as in Equation (45),

7, = max {O,IH (1 + T,—er*/\m)} < max {O, Tan*)\m} < max {O, T,;rf*}
Therefore, 0 < E [Z;] < E[max {0, T,] f*}] =: M, < oo which gives

= ERT T ERT _ . +
hn(F*) = lim E[In (14 T A0 )] = lim E[Z,] + lim E[Z,].
Since In is increasing, Z,, is monotonically decreasing in m (i.e., Z,, 1 < Z,, <0as.)and Z} is
monotonically increasing in m (i.e., 0 < Z;; < Znt 1 a.s.). Hence, the monotone convergence theorem
(see (Fristedt and Gray 1997, Section 8.2, Theorem 6)) implies

hu(f*) =E | lim Zy | +E | lim Z5] = [In (14T )| = ha(f), (51)
which completes the proof. O

Note that in Equation (51) the limit might be finite (i.e., f* € dD, N D;) or —co (i.e., f* € 9D, N Dy,
where Df, = RM+1 \ D;). In the latter case the transition of &, from D, to D5, at the point f* is smooth,
whereas in the first case &, jumps at f* (but still maintains upper semi-continuity). Both cases indeed
occur as we show in Example 3 below.

Corollary 3. Let S be a multi-period market model such that T, € LY(Q, F,, P;RM*1) forn = 1,...,N,
where Ty is from Equation (19) in Example 2. Assume that 0 € int (dom(uogrwr)). Then, pi, defined in
Lemma 4 is closed proper convex and ujogTwR from Lemma 3 is closed proper concave.

Proof. Using Lemma 6, b, forn =1,..., N are closed proper concave and thus, in particular, upper
semi-continuous (see (Rockafellar 1972, Theorem 7.1)). Hence, wjogtwr (f) = YN ha(f), f € RMHL
inherits these properties. The proof for py, is similar. [

We close this section with the already mentioned example.

Example 3 (dom(ujogtwRr), Atwr and Af,,). With Remark 11 (a) and (d), we already know that Ay, C
dom(uogrwr) C Atwr. We want to show at specific examples that A, G dom (uogTwr) as well as
dom(ujogTwr) & Atwr is possible. In all examples below we use w = t € (0,1) =: Qwith P = Ay and
M = N = 1and, for simplicity, we ignore the risk-free asset.

(a) Let Ty(t) :==exp(—1/t) —1 € (—1,0) for t € (0,1). Then

wogTwr (f) = M (f) = /01 In(1+Th(t)f)dt,  f € dom(h1) = dom(ujogTwR)-
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For f € (—oo,1), there exists some M > 0 such that 1+ Ty(t)f > M > 0 forall t € (0,1),
but for f € (1, 00) we have 1+ Ty (t) f < O for t with positive measure. Hence, Af,,, = (—o0,1) and
Agwr = (—o00,1]. Calculating

hi(1) = /Olln(1+T1(t))dt - /01—%dt — oo,

we find f* := 1 ¢ dom(h1) = dom(wegrwr) = (—00,1). In this example, we thus have
dom(ujogtwRr) & Atwr. Moreover, since 0 € int (dom(uogtwr)), by Corollary 3, we obtain that
UlogTWR IS closed proper concave.

(b)  Let Ty(t) := exp(—1//t) =1 € (=1,0) for t € (0,1). Reasoning as in (a), we again get A, =
(—o0,1) and Apwr = (—o0,1]. However, this time

fll(l) = /0.1 11’1(1 + Tl(t))dt = /01 \2 dt = —2.

Hence, f* := 1 € dom(hy) = dom(uogtwr) = (—00, 1] and therefore Al S dom(uieeTwR)-
Again ujogTWR 1S closed proper concave by Corollary 3.

5. Conclusions and Outlook

In this Part III of our series of papers on a general framework on the portfolio theory, we
extend the results from Part I (Maier-Paape and Zhu 2018a) for the one-period financial market to a
multi-period market model. We do so by using a modular approach that separates the framework
into the four related modules: (a) multi-period market model; (b) trading strategy; (c) risk and utility
function; and (d) optimization problem. This work provides an in itself complete general framework
for handling the trade-off between competing performance criteria on reward and risk for trading
strategies. This framework provides a foundation for implementation which is an interesting direction
for further exploration.

Building Block (a) gives a lot of freedom for the market model. The most important assumption on
the model should be that there is no nontrivial risk-free trading strategy. Block (b) gives the liberty for
choosing a trading strategy. Even more complex trading strategies (besides the buy and hold strategy
in Example 1 and fixed fraction strategy in Example 2) are possible, for instance the turtle trading
strategy. This allows a more direct link between the portfolio theory and the real implementation
of the optimal portfolios/trading strategies. Since Block (a) allows multi-period market models, the
definition of the risk function (and also the utility function) in Block (c) can be path-dependent. This is
essential for drawdown risk functions. Although so far we added lots of freedom, Block (d), i.e., the
optimization block, is at least formally still very much in the spirit of Markowitz (1952, 1959). As such,
this block is fixed in this work. However, different optimization problems might also be possible.

Clearly, with Parts I-1II (see Maier-Paape and Zhu (2018a, 2018b)) we by now have a whole zoo of
possibilities for how to trade off risk and reward in order to obtain efficient portfolios. Nevertheless,
at this point, it is not yet clear what this added variety of possibilities yields when it comes to trading
in real financial markets. This last and most important question will be discussed in a subsequent part
of our series still to come.
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