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Abstract

Dynamic optimization problems affected by uncertainty are ubiquitous in many
application domains. Decision makers typically model the uncertainty through ran-
dom variables governed by a probability distribution. If the distribution is precisely
known, then the emerging optimization problems constitute stochastic programs
or chance constrained programs. On the other hand, if the distribution is at least
partially unknown, then the emanating optimization problems represent robust or
distributionally robust optimization problems. In this thesis, we leverage techniques
from stochastic and distributionally robust optimization to address complex problems
in finance, energy systems management and, more abstractly, applied probability. In
particular, we seek to solve uncertain optimization problems where the prior distribu-
tional information includes only the first and the second moments (and, sometimes,

the support).

The main objective of the thesis is to solve large instances of practical optimization
problems. For this purpose, we develop complexity reduction and decomposition
schemes, which exploit structural symmetries or multiscale properties of the problems

at hand in order to break them down into smaller and more tractable components.

In the first part of the thesis we study the growth-optimal portfolio, which maximizes
the expected log-utility over a single investment period. In a classical stochastic setting,
this portfolio is known to outperform any other portfolio with probability 1 in the long
run. In the short run, however, it is notoriously volatile. Moreover, its performance
suffers in the presence of distributional ambiguity. We design fixed-mix strategies that
offer similar performance guarantees as the classical growth-optimal portfolio but for

a finite investment horizon. Moreover, the proposed performance guarantee remains

iii



Abstract

valid for any asset return distribution with the same mean and covariance matrix.
These results rely on a Taylor approximation of the terminal logarithmic wealth that

becomes more accurate as the rebalancing frequency is increased.

In the second part of the thesis, we demonstrate that such a Taylor approximation is
in fact not necessary. Specifically, we derive sharp probability bounds on the tails of
a product of non-negative random variables. These generalized Chebyshev bounds
can be computed numerically using semidefinite programming—in some cases even
analytically. Similar techniques can also be used to derive multivariate Chebyshev

bounds for sums, maxima, and minima of random variables.

In the final part of the thesis, we consider a multi-market reservoir management prob-
lem. The eroding peak/off-peak spreads on European electricity spot markets imply
reduced profitability for the hydropower producers and force them to participate
in the balancing markets. This motivates us to propose a two-layer stochastic pro-
gramming model for the optimal operation of a cascade of hydropower plants selling
energy on both spot and balancing markets. The planning problem optimizes the
reservoir management over a yearly horizon with weekly granularity, and the trading
subproblems optimize the market transactions over a weekly horizon with hourly
granularity. We solve both the planning and trading problems in linear decision rules,
and we exploit the inherent parallelizability of the trading subproblems to achieve

computational tractability.

Keywords. Convex optimization, conic programming, distributionally robust op-
timization, stochastic programming, linear decision rules, portfolio optimization,

growth-optimal portfolio, value-at-risk, Chebyshev inequality, electricity market
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Résumé

Les problemes d’optimisation dynamiques affectés par des incertitudes sont om-
niprésents dans de nombreux domaines d’application. Les preneurs de décisions
modélisent I'incertitude au travers de variables aléatoires gouvernées par une distri-
bution de probabilité. Sila distribution est définie de maniere précise, les probléemes
d’optimisation émergents constituent des programmes stochastiques. D’autre part, si
la distribution est partiellement indéfinie, les problemes d’optimisation émergents
représentent une optimisation robuste ou des problemes d’optimisation distribution-
nellement robuste. Cette these est essentiellement constituée de travaux basés sur
I'optimisation stochastique et sur I'optimisation distributionnellement robuste afin
d’apporter une solution aux problemes complexes dans le domaine financier, aux

systemes de gestion de |'énergie et, sur un plan abstrait, aux probabilités appliquées.

Lobjectif principal de la thése est de résoudre de grande instance d’optimisation
de probleme pratique. A cet effet, nous développons des schémas pour réduire et
décomposer la complexité, qui exploitent des symétries structurelles ou des propriétés
multi-échelles de problémes existants, dans le but de les diviser en composants plus

petits et traitables.

Dans la premieére partie de cette thése, nous étudions la croissance optimale du
portefeuille. Dans une configuration stochastique classique, ce portefeuille est connu
pour étre supérieur a tout autre portefeuille avec une probabilité 1 lors d'une exécution
a long terme. Toutefois, lors d’'une exécution a court terme, il est connu pour sa
volatilité. De plus, sa performance diminue s’il y a du bruit dans la probabilité de
distribution du rendement de I’actif. Nous concevons des stratégies de portefeuille

rééquilibre constant qui offrent des garanties de performance similaire au classique



Résumé

croissance-optimale du portefeuille, mais pour un horizon d’investissement fini. De
plus, la garantie de performance proposée reste valide pour toute distribution du
rendement de I’actif avec la méme valeur moyenne et méme matrice de covariance.
Ces résultats reposent sur une approximation Taylor de la richesse logarithmique
finale qui devient plus précise au fur et a mesure que la fréquence de rééquilibrage est

augmentée.

Dans la seconde partie, nous démontrons qu'une telle approximation Taylor n’est
pas nécessaire. De maniere spécifique, nous dérivons une probabilité précise sur
la queue d’'un produit de variables aléatoires non-négatives. Ces liens Chebyshev
généralisés peuvent étre traités numériquement en utilisant une programmation

semi-définie—voire méme dans certains cas de maniere analytique.

En derniere partie de la thése, nous considérons un probleme de gestion de réser-
voir multi-marché. L'érosion du pic haut/bas propagée sur le marché au comptant
d’électricité Européenne implique une rentabilité réduite aux producteurs d’énergie
hydraulique et de les forcer a participer aux marchés d’équilibrage. Cela nous motive a
proposer un modele de programmation a deux-couches stochastiques pour I’optimi-
sation opérationnelle d'une cascade d'une centrale hydraulique qui vend de I'énergie
aussi bien sur un marché au comptant que sur un marché d’équilibrage. Le probleme
de planification optimise la gestion du réservoir avec une granularité hebdomadaire
et le projet sous-commercial optimise le marché des transactions avec une granularité
horaire. Nous résolvons aussi bien les problemes de planification que de trading en

regle de décision linéaire afin de parvenir a une tracabilité informatique.

Mots clefs. Optimisation convexe, programmation conique, optimisation distri-
butionnellement robuste, programmation stochastique, regle de décision linéaire,
optimisation de portefeuille, croissance optimale du portefeuille, valeur a risque,

inégalité de Tchebychev, marché de I'électricité
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|} Introduction

Classical results in optimization theory usually deal with static optimization, where a
decision maker implements an optimal action at a single point of time. Many static
optimization problems are well understood and are supported by efficient numerical
procedures. In practice, however, many optimization problems are dynamic. In this
case, a decision maker seeks a sequence of decisions which optimizes some objective
function. Two examples of dynamic optimization problems are discussed extensively
in the remaining chapters, namely portfolio optimization problems and hydropower

scheduling problems.

In a portfolio optimization problem, an investor wishes to distribute his/her current
wealth over a set of available assets in order to maximize his/her terminal wealth.
In a hydropower scheduling problem, on the other hand, a generation company
operating a cascade of reservoirs wants to determine a generation and pumping
schedule to reach a certain goal, which can be, for example, to meet an electricity

demand uninterruptedly or to maximize its net revenue from trading hydroelectricity.

The main difference between static and dynamic optimization is that, in the latter
case, the decision maker has to account for the effects of current decisions carried to
the future. Dynamic optimization problems are further complicated by the presence
of uncertainty because current decisions must be hedged against future uncertainty
whereas future decisions can exploit the knowledge of the past. In this sense, these
future decisions should be expressed as policies, i.e., functions of the observable

information. For the two problems discussed above, the investors and the generation
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companies are exposed to considerable uncertainty in asset returns, electricity prices

and water inflows.

Searching for optimal policies in a dynamic setting is usually much harder than search-
ing for optimal decisions in a static setting because exact solution methods suffer from
the curse of dimensionality, rendering them intractable for larger problems. In order
to facilitate the incorporation of uncertainty and to gain tractability, one typically
resorts to approximation schemes; see Powell (2014). For large instances of practical
optimization problems though, approximation methods alone may not guarantee a
satisfactory solving time, especially for applications where efficient decision making
is not an option, but a necessity. To summarize, most dynamic optimization problems

under uncertainty share in common the following hurdles.

* Propagation effect. Current decisions allow to hedge against future uncertainty;
on the other hand, they have ramifications on the future. Hence, solving dy-
namic optimization problems is not equivalent to solving static optimization

problems sequentially.

* Uncertainty. Uncertainty in optimization problems implies that decision makers

have to take actions when some of the information is not yet known precisely.

* Problem size. The problem size (e.g. in terms of the numbers of decision stages,

decisions and constraints) can be very large in real-world problems.

It is therefore important for decision makers to have additional domain-specific
knowledge which allows them to solve their problems more efficiently. In some
cases, the repetitive nature of dynamic models leads to an exploitable structure of
the optimal policies. One interesting example advocating this notion is the growth-
optimal portfolio. This portfolio is designed to have a maximum expected log-utility
over a single rebalancing period. Kelly (1956) and Breiman (1961) independently show
that the growth-optimal portfolio will eventually accumulate more wealth than any
other causal portfolio with probability 1 in the long run. To many, this discovery is
counterintuitive because myopic policies are rarely optimal. Nonetheless, despite its
theoretical appeal, the practical relevance of the growth-optimal portfolio remains

limited because of the following reasons.



* Ambiguous asset return distribution. The computation of the growth-optimal
portfolio requires full and precise knowledge of the asset return distribution.
This requirement is however rarely met in practice because the asset return
distribution is typically inferred from sparse empirical observations. Hence, the

growth-optimal portfolio is prone to estimation errors.

* Asymptotic guarantees. Many properties of the growth-optimal portfolio, in-
cluding its superior wealth accumulation discussed above, hold asymptotically
when the investment horizon tends to infinity. Little is known, however, about
its finite-time guarantee. Indeed, empirically the growth-optimal portfolio has

been shown to be unstable and amply volatile in the short run.

On the other hand, some of the main challenges for generation companies solving a
hydropower scheduling problem arise, among others, from the significant uncertainty
and the multiscale nature of the problem. Indeed, in European electricity markets,
trading frequencies are usually high, and new information materializes every hour,
be it electricity prices or water inflows. Moreover for the generation companies to
fully capture the seasonality of such information, planning horizons should span at
least a year. Hence, hydropower scheduling models typically consist of large numbers
of decision stages and random variables. Consequently, if the generation company’s
objective is to maximize expected revenue, then the corresponding stochastic program

is intractable.

* [Intractability of multistage stochastic programs. Solutions of stochastic pro-
grams are hard to obtain and require significant solving time. For the energy
problem studied in this thesis, the numbers of decision stages and random
variables further compound the complexity of the stochastic program and make
it virtually impossible for the generation companies to obtain (near-) optimal

solutions.

The main objective of this thesis is to formulate and solve dynamic investment prob-
lems that are not only theoretically sound but also practically relevant. To achieve
this, we develop complexity reduction techniques and decomposition schemes for
efficiently solving industrial size instances of the considered problems. Specifically,

we aim to address the following issues related to the growth-optimal portfolios.
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 For each portfolio, we aim to establish performance guarantees (similar to those

offered by the growth-optimal portfolios) for finite investment horizons when
the asset return distribution is ambiguous. Put differently, we wish to construct
horizon-dependent guarantees that hold for any probability distribution of the

underlying assets within a prescribed ambiguity set.

An investor adopting our model would be interested in identifying a portfolio
with the most attractive performance guarantee. Thus, it is important that (i)
the performance guarantee of any given portfolio and (ii) the optimal portfolio

in the view of the proposed performance measure can be computed efficiently.

In addition, we address the following concerns about hydropower scheduling.

e Peak/off-peak spreads on European electricity spot markets are eroding, re-

ducing the profitability of engaged generation companies who utilize the price
arbitrages. Hence, in order to recover or to outperform their original profitability,
we propose an optimal strategy for trading hydroelectricity additionally in the

balancing markets.

Engaging in multiple markets simultaneously complicates the revenue maxi-
mizing stochastic program because the number of pertinent random variables
increases. We therefore propose a systematic way to reduce the complexity of

the problem in order to solve it within a reasonable time frame.

1.1 Contributions and Structure of the Thesis

In this thesis, we investigate how techniques from stochastic and distributionally

robust optimization can be utilized in formulating dynamic investment problems

and how these problems can be reduced or simplified so that they can be efficiently

solved. Specifically, the problems considered are portfolio optimization problems

and hydropower scheduling problems. Both of these problems share the same objec-

tive function which is to maximize total earnings, from their respective investment,

however with respect to different risk measures, i.e., quantiles and expected values.

The main contributions of this thesis are divided into three self-contained chapters.

4



1.1. Contributions and Structure of the Thesis

Chapter 2 and Chapter 4 investigate the aforementioned dynamic investment prob-
lems. Chapter 3 has a more mathematical focus but its contents nonetheless apply to

an investment problem reminiscent of the one studied in Chapter 2.

In Chapter 2 we revisit the growth-optimal portfolio and alleviate some of its shortcom-
ings. In particular, we design a robust portfolio that offers similar performance guar-
antees as the classical growth-optimal portfolio. This guarantee is not distribution-
specific and in fact it applies for any asset return distribution sharing the same mean
and covariance matrix. Relying on a conic reformulation of distributionally robust
chance constraints, we show that this robust portfolio can be computed efficiently
by solving a tractable second-order cone program whose size is independent of the
length of the investment horizon. The contents of this chapter are published in the

following paper.

(i) N.Rujeerapaiboon, D. Kuhn and W. Wiesemann. Robust Growth-Optimal Port-
folios. Management Science 62(7) 2090-2109, 2016.

The results in Chapter 2 rely on a second-order Taylor approximation of logarithmic
terminal wealth which becomes more accurate as the rebalancing frequency increases.
In Chapter 3, however, we show that the portfolio optimization problem in Chapter 2
can be solved exactly in polynomial time without such a Taylor approximation. To
achieve this, we derive sharp probability bounds on the left tail of a product of non-
negative random variables. The material of Chapter 2 can then be viewed as an
application of Chapter 3 where each random variable describes the growth of the
portfolio over a single rebalancing period. We prove that these generalized Chebyshev
bounds (for both left and right tails) can be computed numerically using semidefinite
programming. Furthermore, we demonstrate that similar techniques from duality
for moment problems, polynomial optimization and semidefinite programming can
be used to derive multivariate Chebyshev bounds for sums, maxima, and minima
of non-negative random variables. The contents of this chapter can be found in the

following paper.

(i) N. Rujeerapaiboon, D. Kuhn and W. Wiesemann. Chebyshev Inequalities for

Products of Random Variables. Under Review for Mathematics of Operations
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Research, 2016.

In Chapter 4 we propose a stochastic program for the optimal operation of generation
companies trading hydroelectricity in both spot and balancing markets simultane-
ously. Despite its size, this stochastic program needs to be solved efficiently because
of the trading frequencies. We therefore devote Chapter 4 to the development of a
scheme for decomposing the stochastic program into a two-layer stochastic program,
where each layer can be solved efficiently with a linear decision rule approximation.
The outer stochastic program (the planning problem) optimizes the reservoir man-
agement over a yearly horizon with weekly granularity, whereas the inner stochastic
programs (the trading subproblems) optimize the market transactions over a weekly
horizon with hourly granularity. Numerical experiments indicate a considerable
potential of trading hydroelectricity in the balancing markets. The contents of this

chapter are based on the following working paper.

(iii) N. Rujeerapaiboon, D. Kuhn and W. Wiesemann. A Multi-Scale Decision Rule

Approach for Multi-Market Multi-Reservoir Management. Working Paper, 2016.

Finally, the main results in Chapter 2 have been extended and used as a basis for ana-
lyzing portfolio risks incurred by autocorrelations (also known as serial correlations)
of asset returns. These correlations are important in many financial studies because
they help explain various phenomena, for example, seasonality in asset returns and
investors’ beliefs about market movements. The contents of this work are not included

in the thesis but can be found in the following paper.

(iv) B. Choi, N. Rujeerapaiboon and R. Jiang. Multi-Period Portfolio Optimization:
Translation of Autocorrelation Risk to Excess Variance. Under Review for Opera-

tions Research Letters, 2016.

1.2 Statement of Originality

I hereby certify that this thesis is the result of my own work, where some parts are
the result of collaborations with my thesis supervisors Dr. Daniel Kuhn and Dr. Wol-

fram Wiesemann, as well as my industrial partners, Dr. Georg Ostermaier and his

6



1.2. Statement of Originality

colleagues from Decision Trees GmbH. No other person’s work has been used without

due acknowledgement.






4 Robust Growth-Optimal Portfolios

The growth-optimal portfolio is designed to have maximum expected log-return over
the next rebalancing period. Thus, it can be computed with relative ease by solving a
static optimization problem. The growth-optimal portfolio has sparked fascination
among finance professionals and researchers because it can be shown to outperform
any other portfolio with probability 1 in the long run. In the short run, however, it
is notoriously volatile. Moreover, its computation requires precise knowledge of the
asset return distribution, which is not directly observable but must be inferred from
sparse data. By using methods from distributionally robust optimization, we design
fixed-mix strategies that offer similar performance guarantees as the growth-optimal
portfolio but for a finite investment horizon and for a whole family of distributions
that share the same first and second-order moments. We demonstrate that the re-
sulting robust growth-optimal portfolios can be computed efficiently by solving a
tractable conic program whose size is independent of the length of the investment
horizon. Simulated and empirical backtests show that the robust growth-optimal
portfolios are competitive with the classical growth-optimal portfolio across most
realistic investment horizons and for an overwhelming majority of contaminated

return distributions.

2.1 Introduction

Consider a portfolio invested in various risky assets and assume that this portfolio

is self-financing in the sense that there are no cash withdrawals or injections after
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the initial endowment. Loosely speaking, the primary management objective is to
design an investment strategy that ensures steady portfolio growth while controlling
the fund’s risk exposure. Modern portfolio theory based on the pioneering work by
Markowitz (1952) suggests that in this situation investors should seek an optimal trade-
off between the mean and variance of portfolio returns. The Markowitz approach has
gained enormous popularity as it is intuitively appealing and lays the foundations
for the celebrated capital asset pricing model due to Sharpe (1964), Mossin (1966)
and Lintner (1965). Another benefit is that any mean-variance efficient portfolio can
be computed rapidly even for a large asset universe by solving a tractable quadratic

program.

Unfortunately, however, the Markowitz approach is static. It plans only for the next
rebalancing period and ignores that the end-of-period wealth will be reinvested.
This is troubling because of Roll’s insight that a number of mean-variance efficient
portfolios lead to almost sure ruin if the available capital is infinitely often reinvested
and returns are serially independent (Roll 1973, p. 551). The Markowitz approach also
burdens investors with specifying their utility functions, which are needed to find
the portfolios on the efficient frontier that are best aligned with their individual risk
preferences. In this context Roy (1952) aptly noted that ‘a man who seeks advice about

his actions will not be grateful for the suggestion that he maximise expected utility.’

Some of the shortcomings of the Markowitz approach are alleviated by the Kelly strat-
egy, which maximizes the expected portfolio growth rate, that is, the logarithm of the
total portfolio returns’ geometric mean over a sequence of consecutive rebalancing
intervals. If the asset returns are serially independent and identically distributed,
the strong law of large numbers implies that the portfolio growth rate over an infi-
nite investment horizon equals the expected logarithm (i.e., the expected log-utility)
of the total portfolio return over any single rebalancing period; see e.g. Cover and
Thomas (1991) or Luenberger (1998) for a textbook treatment of the Kelly strategy.
Kelly (1956) invented his strategy to determine the optimal wagers in repeated betting
games. The strategy was then extended to the realm of portfolio management by
Latané (1959). Adopting standard terminology, we refer to the portfolio managed
under the Kelly strategy as the growth-optimal portfolio. This portfolio displays several

intriguing properties that continue to fascinate finance professionals and academics
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alike. First and foremost, in the long run the growth-optimal portfolio can be shown
to accumulate more wealth than any other portfolio with probability 1. This powerful
result was first proved by Kelly (1956) in a binomial setting and then generalized by
Breiman (1961) to situations where returns are stationary and serially independent.
Algoet and Cover (1988) later showed that Breiman’s result remains valid even if the
independence assumption is relaxed. The growth-optimal portfolio also minimizes
the expected time to reach a preassigned monetary target V asymptotically as V tends
to infinity, see Breiman (1961) and Algoet and Cover (1988), and it maximizes the me-
dian of the investor’s fortune, see Ethier (2004). Hakansson and Miller (1975) further
established that a Kelly investor never risks ruin. Maybe surprisingly, Dempster et al.
(2008) could construct examples where the growth-optimal portfolio creates value
even though every tradable asset becomes almost surely worthless in the long run.
Hakansson (1971b) pointed out that the growth-optimal portfolio is myopic, meaning
that the current portfolio composition only depends on the distribution of returns
over the next rebalancing period. This property has computational significance as
it enables investors to compute the Kelly strategy, which is optimal across a multi-
period investment horizon, by solving a single-period convex optimization problem.
A comprehensive list of properties of the growth-optimal portfolio has recently been
compiled by MacLean et al. (2010). Moreover, Poundstone (2005) narrated the col-
orful history of the Kelly strategy in gambling and speculation, while Christensen
(2012) provided a detailed review of the academic literature. Remarkably, some of the
most successful investors like Warren Buffet, Bill Gross and John Maynard Keynes are
reported to have used Kelly-type strategies to manage their funds; see e.g. Ziemba
(2005).

The almost sure asymptotic optimality of the Kelly strategy has prompted a heated de-
bate about its role as a normative investment rule. Latané (1959), Hakansson (1971a)
and Thorp (1975) attributed the Kelly strategy an objective superiority over other
strategies and argued that every investor with a sufficiently long planning horizon
should hold the growth-optimal portfolio. Samuelson (1963, 1971) and Merton and
Samuelson (1974) contested this view on the grounds that the growth-optimal portfo-
lio can be strictly dominated under non-logarithmic preferences, irrespective of the
length of the planning horizon. Nowadays there seems to be a consensus that whether

or not the growth-optimal portfolio can claim a special status depends largely on one’s
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definition of rationality. In this context Luenberger (1993) has shown that Kelly-type
strategies enjoy a universal optimality property under a natural preference relation

for deterministic wealth sequences.

Even though the growth-optimal portfolio is guaranteed to dominate any other port-
folio with probability 1 in the long run, it tends to be very risky in the short term.
Judicious investors might therefore ask how long it will take until the growth-optimal
portfolio outperforms a given benchmark with high confidence. Unfortunately, there
is evidence that the long run may be long indeed. Rubinstein (1991) demonstrates,
for instance, that in a Black Scholes economy it may take 208 years to be 95% sure
that the Kelly strategy beats an all-cash strategy and even 4,700 years to be 95% sure
that it beats an all-stock strategy. Investors with a finite lifetime may thus be better off

pursuing a strategy that is tailored to their individual planning horizon.

The Kelly strategy also suffers from another shortcoming that is maybe less well recog-
nized: the computation of the optimal portfolio weights requires perfect knowledge of
the joint asset return distribution. In the academic literature, this distribution is often
assumed to be known. In practice, however, it is already difficult to estimate the mean
returns to within workable precision, let alone the complete distribution function; see
e.g. § 8.5 of Luenberger (1998). As estimation errors are unavoidable, the asset return
distribution is ambiguous. Real investors have only limited prior information on this
distribution, e.g. in the form of confidence intervals for its first and second-order
moments. As the Kelly strategy is tailored to a single distribution, it is ignorant of am-
biguity. Michaud (1989), Best and Grauer (1991) and Chopra and Ziemba (1993) have
shown that portfolios optimized in view of a single nominal distribution often perform
poorly in out-of-sample experiments, that is, when the data-generating distribution
differs from the one used in the optimization. Therefore, ambiguity-averse investors
may be better off pursuing a strategy that is optimized against all distributions consis-
tent with the given prior information. We emphasize that ambiguity-aversion enjoys

strong justification from decision theory, see Gilboa and Schmeidler (1989).

The family of all return distributions consistent with the available prior information
is referred to as the ambiguity set. In this chapter we will assume that the asset
returns follow a weak sense white noise process, which means that the ambiguity set

contains all distributions under which the asset returns are serially uncorrelated and
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have period-wise identical first and second-order moments. No other distributional
information is assumed to be available. To enhance realism, we will later generalize

this basic ambiguity set to allow for moment ambiguity.

The goal of this chapter is to design robust growth-optimal portfolios that offer similar
guarantees as the classical growth-optimal portfolio—but for a finite investment hori-
zon and for all return distributions in the ambiguity set. The classical growth-optimal
portfolio maximizes the return level one can guarantee to achieve with probability 1
over an infinite investment horizon and for a single known return distribution. As it
is impossible to establish almost sure guarantees for finite time periods, we strive to
construct a portfolio that maximizes the return level one can guarantee to achieve
with probability 1 — € over a given finiteinvestment horizon and for every return dis-
tribution in the ambiguity set. The tolerance € € (0, 1) is chosen by the investor and
reflects the acceptable violation probability of the guarantee. While the guaranteed
return level for short periods of time and small violation probabilities € is likely to be
negative, we hope that attractive return guarantees will emerge for longer investment

horizons even if € remains small.

The overwhelming popularity of the classical Markowitz approach is owed, at least
partly, to its favorable computational properties. A similar statement holds true for
the classical growth-optimal portfolio, which can be computed with relative ease
due to its myopic nature, see, e.g., Estrada (2010) and § 2.1 of Christensen (2012).
As computational tractability is critical for the practical usefulness of an investment
rule, we will not attempt to optimize over all causal portfolio strategies in this chapter.
Indeed, this would be a hopeless undertaking as general causal policies cannot even
be represented in a computer. Instead, we will restrict attention to memoryless fixed-
mix strategies that keep the portfolio composition constant across all rebalancing
dates and observation histories. This choice is motivated by the observation that
fixed-mix strategies are optimal for infinite investment horizons. Thus, we expect
that the best fixed-mix strategy will achieve a similar performance as the best causal

strategy even for finite (but sufficiently long) investment horizons.

The main contributions of this chapter can be summarized as follows.

(i) We introduce robust growth-optimal portfolios that offer similar performance
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(i)

(iii)

(iv)

guarantees as the classical growth-optimal portfolio but for finite investment
horizons and ambiguous return distributions. Robust growth-optimal portfolios
maximize a quadratic approximation of the growth rate one can guarantee to
achieve with probability 1 — € by using fixed-mix strategies. This guarantee
holds for a finite investment horizon and for all asset return distributions in the
ambiguity set. Equivalently, the robust growth-optimal portfolios maximize the
worst-case value-at-risk at level € of a quadratic approximation of the portfolio
growth rate over the given investment horizon, where the worst case is taken

across all distributions in the ambiguity set.

Using recent results from distributionally robust chance constrained program-
ming by Zymler et al. (2013a), we show that the worst-case value-at-risk of the
quadratic approximation of the portfolio growth rate can be expressed as the
optimal value of a tractable semidefinite program (SDP) whose size scales with
the number of assets and the length of the investment horizon. We then exploit
temporal symmetries to solve this SDP analytically. This allows us to show that
any robust growth-optimal portfolio can be computed efficiently as the solution
of a tractable second-order cone program (SOCP) whose size scales with the

number of assets but is independent of the length of the investment horizon.

We show that the robust growth-optimal portfolios are near-optimal for isoelas-
tic utility functions with relative risk aversion parameters x 2> 1. Thus, they can
be viewed as fractional Kelly strategies, which have been suggested as heuristic
remedies for over-betting in the presence of model risk, see, e.g., Christensen
(2012). Our analysis provides a theoretical justification for using fractional
Kelly strategies and offers a systematic method to select the fractional Kelly
strategy that is most appropriate for a given investment horizon and violation

probability €.

In simulated and empirical backtests we show that the robust growth-optimal
portfolios are competitive with the classical growth-optimal portfolio across
most realistic investment horizons and for most return distributions in the

ambiguity set.

Robust growth-optimal portfolio theory is conceptually related to the safety first princi-
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pleintroduced by Roy (1952), which postulates that investors aim to minimize the ruin
probability, that is, the probability that their portfolio return falls below a prescribed
safety level. Roy studied portfolio choice problems in a single-period setting and
assumed—as we do—that only the first and second-order moments of the asset return
distribution are known. By using a Chebyshev inequality, he obtained an analytical
expression for the worst-case ruin probability, which closely resembles the portfolio’s
Sharpe ratio. This work was influential for many later developments in behavioral
finance and risk management. Our work can be seen as an extension of Roy’s model to
a multi-period setting, which is facilitated by recent results on distributionally robust
chance constrained programming by Zymler et al. (2013a). For a general introduction
to distributionally robust optimization we refer to Delage and Ye (2010), Goh and Sim
(2010) or Wiesemann et al. (2014). Portfolio selection models based on the worst-case
value-at-risk with moment-based ambiguity sets have previously been studied by
El Ghaoui et al. (2003), Natarajan et al. (2008), Natarajan et al. (2010) and Zymler et al.
(2013b). Moreover, Doan et al. (2015) investigate distributionally robust portfolio
optimization models using an ambiguity set in which some marginal distributions are
known, while the global dependency structure is uncertain, and Meskarian and Xu
(2013) study a distributionally robust formulation of a reward-risk ratio optimization
problem. However, none of these papers explicitly accounts for the dynamic effects of

portfolio selection.

The universal portfolio algorithm by Cover (1991) offers an alternative way to generate
a dynamic portfolio strategy without knowledge of the data-generating distribution.
In its basic form, the algorithm distributes the available capital across all fixed-mix
strategies. Initially each fixed-mix strategy is given the same weight, but the weights are
gradually adjusted according to the empirical performance of the different strategies.
The resulting universal portfolio strategy can be shown to perform at least as well as
the best fixed-mix strategy selected in hindsight. As for the classical growth-optimal
portfolio, however, any performance guarantees are asymptotic, and in the short run
it is susceptible to error maximization phenomena. A comprehensive survey of more

sophisticated universal portfolio algorithms is provided by Gyorfi et al. (2012).

The rest of the chapter develops as follows. In Section 2.2 we review the asymptotic

properties of classical growth-optimal portfolios, and in Section 2.3 we introduce the
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robust growth-optimal portfolios and discuss their performance guarantees. An ana-
lytical formula for the worst-case value-at-risk of the portfolio growth rate is derived
in Section 2.4, and extensions of the underlying probabilistic model are presented in

Section 2.5. Finally, Section 2.6 reports numerical results and concludes.

Notation. The space of symmetric (symmetric positive semidefinite) matrices in
R™*" is denoted by S” (S7}). For any X, Y € S” we let (X,Y) = Tr(XY) be the trace scalar
product, while the relation X > Y (X >Y) implies that XY is positive semidefinite
(positive definite). The set of eigenvalues of X € S” is denoted by eig(X). We also
define 1 as the vector of ones and [ as the identity matrix. Their dimensions will
usually be clear from the context. Random variables are represented by symbols with
tildes, while their realizations are denoted by the same symbols without tildes. The set
of all probability distributions on R" is denoted by &]. Moreover, we define log(x) as
the natural logarithm of x if x > 0; = —oo otherwise. Finally, we define the Kronecker

delta through §;; = 1if i = j; = 0 otherwise.

2.2 Growth-Optimal Portfolios

Assume that there is a fixed pool of n assets available for investment and that the port-
folio composition may only be adjusted at prescribed rebalancing dates indexed by
t=1,...,T,where T represents the length of the investment horizon. By convention,
period ¢ is the interval between the rebalancing dates ¢ and ¢ + 1, while the relative
price change of asset i over period ¢, that is, the asset’s rate of return, is denoted by
i = —1. Based on the common belief that markets are information efficient, it is
often argued that the asset returns #; = (7;1,...,7,,)T for t =1,..., T are governed by a

white noise process in the sense of the following definition.
Definition 2.1 (Strong Sense White Noise). The random vectors (¥;) thl form a strong

sense white noise process if they are mutually independent and identically distributed.

A portfolio strategy (w;) rT:1 is a rule for distributing the available capital across the
given pool of assets at all rebalancing dates within the investment horizon. For-

mally, w;; denotes the proportion of capital allocated to asset i at time ¢, while
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w; = (wyy,..., w:,,)T encodes the portfolio held at time #. As all available capital must
be invested, we impose the budget constraint 1Tw; = 1. Moreover, we require w; = 0 to
preclude short sales. For notational simplicity, the budget and short sales constraints
as well as any other regulatory or institutional portfolio constraints are captured by the
abstract requirement w; € #', where # represents a convex polyhedral subset of the
probability simplex in R”. We emphasize that the portfolio composition is allowed to
change over time and may also depend on the asset returns observed in the past, but
not on those to be revealed in the future. In general, the portfolio at time ¢ thus consti-
tutes a causal function w; = w;(ry,...,r;—1) of the asset returns observed up to time
t. Due to their simplicity and attractive theoretical properties, fixed-mix strategies

represent an important and popular subclass of all causal portfolio strategies.

Definition 2.2 (Fixed-Mix Strategy). A portfolio strategy (w;) th1 is a fixed-mix strategy
if there is a w € W with w¢(ry,...,ri—1) = w for all (ry,...,r;—1) € R™ 0D gnd t =
1,...,T.

Fixed-mix strategies are also known as constant proportions strategies. They are
memoryless and keep the portfolio composition fixed across all rebalancing dates
and observation histories. We emphasize, however, that fixed-mix strategies are
nonetheless dynamic as they necessitate periodic trades at the rebalancing dates.
Indeed, the proportions of capital invested in the different assets change randomly
over any rebalancing period. Assets experiencing above average returns will have
larger weights at the end of the period and must undergo a divestment to revert back
to the weights prescribed by the fixed-mix strategy, while assets with a below average
return require a recapitalization. This trading pattern is often condensed into the
maxim ‘buy low & sell high.” By slight abuse of notation, we will henceforth use the
same symbol w € # to denote individual portfolios as well as the fixed-mix strategies

that they induce.

The end-of-horizon value of a portfolio with initial capital 1 that is managed under a

generic causal strategy (w;) [TZI can be expressed as
~ T
Vr=[][1+wF,..., 7o) TR,

=1

where the factors in square brackets represent the total portfolio returns over the
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rebalancing periods. The portfolio growth rate is then defined as the natural logarithm
of the geometric mean of the absolute returns, which is equivalent to the arithmetic

mean of the log-returns.

3 L N L
yr =log | [0+ we ..., Feo1)TF :?Zlog[1+w,;(rl,...,rt_l)Trt] 2.1
=1 =1

The reverse formula V7 = /7 T highlights that there is a strictly monotonic relation
between the terminal value and the growth rate of the portfolio. Thus, our informal
management objective of maximizing terminal wealth is equivalent to maximizing
the growth rate. Unfortunately, this maximization is generally ill-defined as yr is
uncertain. However, when the portfolio is managed under a fixed-mix strategy w € #’
and the assetreturns 7, £t = 1,..., T, follow a strong sense white noise process, then

Y is asymptotically deterministic for large 7.

Proposition 2.1 (Asymptotic Growth Rate). If w € # is a fixed-mix strategy, while the

asset returns () thl follow a strong sense white noise process, then

Tlim ¥r=E(log(1+w'F)) with probability 1. (2.2)

Proof. The claim follows immediately from (2.1) and the strong law of large numbers.
|

Proposition 2.1 asserts that the asymptotic growth rate of a fixed-mix strategy w € #
coincides almost surely with the expected log-return of portfolio w over a single
(without loss of generality, the first) rebalancing period. A particular fixed-mix strategy
of great conceptual and intuitive appeal is the Kelly strategy, which is induced by
the growth-optimal portfolio w* that maximizes the right hand side of (2.2). We
henceforth assume that there are no redundant assets, that is, the second-order

moment matrix of 7; is strictly positive definite for all ¢.

Definition 2.3 (Kelly Strategy). The Kelly strategy is the fixed-mix strategy induced by

the unique growth-optimal portfolio w* = argmaxey E (log(1 + wT#)).

By construction, the Kelly strategy achieves the highest asymptotic growth rate among
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all fixed-mix strategies. Maybe surprisingly, it also outperforms all other causal portfo-

lio strategies in a sense made precise in the following theorem.

Theorem 2.1 (Asymptotic Optimality of the Kelly Strategy). Lery7} andyr represent
the growth rates of the Kelly strategy and any other causal portfolio strategy, respec-
tively. If (¥;) ;Tzl is a strong sense white noise process, thenlimsupr_.., Y1 — Y7 < 0 with
probability 1.

Proof. See e.g. Theorem 15.3.1 of Cover and Thomas (1991). 1

Even though the Kelly strategy has several other intriguing properties, which are dis-
cussed at length by MacLean et al. (2010), Theorem 2.1 lies at the root of its popularity.
The theorem asserts that, in the long run, the Kelly strategy accumulates more wealth
than any other causal strategy to first order in the exponent, that is, V1T < el7 T+o(D),
with probability 1. However, the Kelly strategy has also a number of shortcomings that
limit its practical usefulness. First, Rubinstein (1991) shows that it may take hundreds
of years until the Kelly strategy starts to dominate other investment strategies with
high confidence. Moreover, the computation of the growth-optimal portfolio w*
requires precise knowledge of the asset return distribution P, which is never avail-
able in reality due to estimation errors (Luenberger 1998, § 8.5). This is problematic
because Michaud (1989) showed that the growth-optimal portfolio corresponding
to an inaccurate estimated distribution P may perform poorly under the true data-
generating distribution P. Finally, even if P was known, Theorem 2.1 would require
the asset returns to follow a strong sense white noise process under P. This is an
unrealistic requirement as there is ample empirical evidence that stock returns are
serially dependent; see e.g. Jegadeesh and Titman (1993). Even though the definition
of the Kelly strategy as well as Theorem 2.1 have been generalized by Algoet and Cover
(1988) to situations where the asset returns are serially dependent, the Kelly strategy
ceases to belong to the class of fixed-mix strategies in this setting and may thus no

longer be easy to compute.
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2.3 Robust Growth-Optimal Portfolios

In this section we extend the growth guarantees of Theorem 2.1 to finite investment
horizons and ambiguous asset return distributions. In order to maintain tractability,
we restrict attention to the class of fixed-mix strategies. As this class contains the Kelly
strategy, which is optimal for an infinite investment horizon, we conjecture that it also
contains policies that are near-optimal for finite horizons. We first observe that the
portfolio growth rate yr(w) = %Zle log(1+ wTF;) of any given fixed-mix strategy w
constitutes a (non-degenerate) random variable whenever the investment horizon T

is finite.

As ¥ r(w) may have a broad spectrum of very different possible outcomes, it cannot be
maximized per se. However, one can maximize its value-at-risk (VaR) atlevel € € (0, 1),

which is defined in terms of the chance-constrained program

1T
P-VaR. (yr(w)) = r)r}e%{y P (? ;log(l +wTF) = y) >1 —6}.
The violation probability € of the chance constraint reflects the investor’s risk aversion
and is typically chosen as a small number < 10%. If y* denotes the optimal solution
to the above chance-constrained program, then, with probability 1 —¢€, the value of a
portfolio managed under the fixed-mix strategy w will grow at least by a factor e’?"
over the next T rebalancing periods. Of course, the VaR of the portfolio growth rate
Yr(w) can only be computed if the distribution P of the asset returns is precisely
known. In practice, however, P may only be known to belong to an ambiguity set 22,
which contains all asset return distributions that are consistent with the investor’s
prior information. In this situation, an ambiguity-averse investor will seek protection
against all distributions in £2. This is achieved by using the worst-case VaR (WVaR) of

Y (w) to assess the performance of the fixed-mix strategy w.

WVaR. (77 (w))

in P-VaR, (¥
ggg aRc(yr(w))

LT (2.3)
r&a&g{y : P(?;log(l+wTFt) 2)/) >1-¢ VPE?}’}

In the remainder of this chapter, we refer to the portfolios that maximize WVaR as
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robust growth-optimal portfolios. They offer the following performance guarantees.

Observation 2.1 (Performance Guarantees). Let w* be the robust growth-optimal
portfolio that maximizes WVaR. (Y (w)) over W and denote by y”* its objective value.
Then, with probability 1 — €, the value of a portfolio managed under the fixed-mix
strategy w* will grow at least by e™"" over T periods. This guarantee holds for all

distributions in the ambiguity set 2.
Proof. This is an immediate consequence of the definition of WVaR. 1

We emphasize that the portfolio return in any given rebalancing period displays sig-
nificant variability. Thus, the guaranteed return level y* corresponding to a short
investment horizon is typically negative. However, positive growth rates can be guar-

anteed over longer investment horizons even for € < 5%.

In the following we will assume that the asset returns are only known to follow a weak

sense white noise process.

Definition 2.4 (Weak Sense White Noise). The random vectors (¥;) ;r:l form a weak
sense white noise process if they are mutually uncorrelated and share the same mean

values Ep (F;) = p and second-order momentsEp (F,F] ) =X+ ppT foralll <t <T.

Note that every strong sense white noise process in the sense of Definition 2.1 is also a
weak sense white noise process, while the converse implication is generally false. By
modeling the asset returns as a weak sense white noise process we concede that they
could be serially dependent (as long as they remain serially uncorrelated). Moreover,
we deny to have any information about the return distribution except for its first and
second-order moments. In particular, we also accept the possibility that the marginal
return distributions corresponding to two different rebalancing periods may differ (as
long as they have the same means and covariance matrices). In his celebrated article
on the safety first principle for single-period portfolio selection, Roy (1952) provides
some implicit justification for the weak sense white noise assumption. Indeed, he
postulates that the first and second-order moments of the asset return distribution are
the only quantities that can be distilled out of our knowledge of the past.” Moreover, he

asserts that ‘the slightest acquaintance with problems of analysing economic time series
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will suggest that this assumption is optimistic rather than unnecessarily restrictive.’ It

is thus natural to define

Ep(F)=p Yr:1<t<T
P ={Pep . , (2.4)
Ep (FsF]) =0 Z+ppu’ Vs,t:1<s<t<T

where the mean value p € R” and the covariance matrix Z € S’ are given parameters.

Note that the asset returns follow a weak sense white noise process under any distribu-
tion from within 2. We remark that, besides its conceptual appeal, the moment-based
ambiguity set &2 has distinct computational benefits that will become apparent in
Section 2.4. More general ambiguity sets where the moments g and X are also subject
to uncertainty or where the asset return distribution is supported on a prescribed

subset of R”T will be studied in Section 2.5.

In a single-period setting, worst-case VaR optimization problems with moment-based
ambiguity sets have previously been studied by El Ghaoui et al. (2003); Natarajan et al.
(2008, 2010) and Zymler et al. (2013b).

Remark 2.1 (Support Constraints). The ambiguity set & could safely be reduced by
including the support constraints P (¥, = —-1) =1Vt :1 <t < T, which ensure that
the stock prices remain nonnegative. Certainly, these constraints are satisfied by the
unknown true asset return distribution, and ignoring them renders the worst-case VaR
in (2.3) more conservative. In order to obtain a clean model, we first suppress these
constraints but emphasize that problem (2.3) remains well-defined even without them.
Recall that, by convention, the logarithm is defined as an extended real-valued function

on all of R. Support constraints will be studied in Section 2.5.1.

2.4 Worst-Case Value-at-Risk of the Growth Rate

Weak sense white noise ambiguity sets of the form (2.4) are not only physically mean-
ingful but also computationally attractive. We will now demonstrate that useful
approximations of the corresponding robust growth-optimal portfolios can be com-

puted in polynomial time. More precisely, we will show that the worst-case VaR of
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a quadratic approximation of the portfolio growth rate admits an explicit analytical
formula. In the remainder we will thus assume that the growth rate yr(w) of the
fixed-mix strategy w can be approximated by
77,T(w) = %;Tl Wi — % (WTf‘t)Z )

which is obtained from (2.1) by expanding the logarithm to second order in wT#;. This
Taylor approximation has found wide application in portfolio analysis (Samuelson
1970) and is accurate for short rebalancing periods, in which case the probability
mass of wT#; accumulates around 0. Additional theoretical justification in the context
of growth-optimal portfolio selection is provided by Kuhn and Luenberger (2010).
To assess the approximation quality one can expect in practice, we have computed
the relative difference between y7(w) and ¥';(w) for each individual asset and for
100,000 randomly generated fixed-mix strategies based on the 10 Industry Portfolios
and the 12 Industry Portfolios from the Fama French online data library.! For a ten year
investment horizon the approximation error was uniformly bounded by 1% under
monthly and by 5% under yearly rebalancing, respectively, and in most cases the

errors were much smaller than these upper bounds.

From now on we will also impose two non-restrictive assumptions on the moments of

the asset returns.

(A1) The covariance matrix X is strictly positive definite.

(A2) Forallwe #,wehavel —wTu > , /ﬁ ||Zl/2w||.

Assumption (A1) ensures that the robust growth-optimal portfolio for a particular T
and ¢ is unique, and Assumption (A2) delineates the set of moments for which the
quadratic approximation of the portfolio growth-rate is sensible. As the exact growth
rate y(w) is increasing and concave in wT#;, its worst-case VaR must be increasing
in wTp and decreasing in wTZw. Assumption (A2) ensures that the worst-case VaR
of the approximate growth rate ¥',(w) inherits these monotonicity properties and

is also increasing in wTp and decreasing in wTZw. Note that the Assumptions (A1)

http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
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and (A2) are readily satisfied in most situations of practical interest, even if T = 1.
Assumption (A1) holds whenever there is no risk-free asset or portfolio, while (A2) is
automatically satisfied when p and Z are small enough, which can always be enforced
by shortening the rebalancing intervals. In fact, (A2) holds even for yearly rebalancing
intervals if the means and standard deviations of the asset returns fall within their

typical ranges reported in § 8 of Luenberger (1998).

In the rest of this section we compute the worst-case VaR of the approximate growth

rate
VﬂhRJ?}UW)=In%dy:P(ﬂﬂu02y)zl—e VP e 2} (2.5)
YE

for some fixed w e #, T e N and € € (0,1). By exploiting a known tractable refor-
mulation of distributionally robust quadratic chance constraints with mean and
covariance information (see Theorem A.1 in Appendix A.1), we can re-express prob-
lem (2.5), which involves infinitely many constraints parameterized by P € 22, as a

finite semidefinite program (SDP). Thus, we obtain

WVaR, (77(w)) = max y
s.t. MeS"T*! BeR, yeR

1
B+:(Q,M) <0, M>0 (2.6)

%Z{zlplwaPt —%ZLIPIw
M- >0,
T
-3 (X, Plw) yT-p

where
[ Z+ppT oppt - T p
ppt  Z+ppt oo oppt o g
Q= . . . . . c gnT+1
ppt ppt - Z4ppt|p
BT pto...opt | 1]

denotes the matrix of first and second-order moments of (7], ...,7})", while the trun-

cation operators P, € R"*"T are defined via P,(r],...,r1)T =r, t=1,...,T. As (2.6)
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2.4. Worst-Case Value-at-Risk of the Growth Rate

constitutes a tractable SDP, the worst-case VaR of any fixed-mix strategy’s approximate
growth rate can be evaluated in time polynomial in the number of assets n and the

investment horizon T, see e.g. Ye (1997).

Remark 2.2 (Maximizing the Worst-Case VaR). In practice, we are not only interested in
evaluating the worst-case VaR of a fixed portfolio, but we also aim to identify portfolios
that offer attractive growth guarantees. Such portfolios can be found by treating w € W
as a decision variable in (2.6). In this case, the last matrix inequality in (2.6) becomes
quadratic in the decision variables, and (2.6) ceases to be an SDP. Fortunately, however,

one can convert (2.6) back to an SDP by rewriting the quadratic matrix inequality as

T

T T
M — 0 0 ZZ P, w P, w
0 2yT-T-2p =1 -1 -1
T
T T T T T T
_ \w P2w PTw le Pzw PTw
-1 B . | -1 . |

which is satisfied whenever there areV € S"T, v e R" and vy € R with

2V 2v Plw - PTTw‘
2v7 21/0—2)fT+T+2ﬁ -1 - -1
V v
M = .| wrpy -1 1 - 0 |>=0
vt
| WPy -1 0o - 1

by virtue of a Schur complement argument.

Even though SDPs are polynomial-time solvable in theory, problem (2.6) will quickly
exhaust the capabilities of state-of-the-art SDP solvers when the asset universe and
the investment horizon become large. Indeed, the dimension of the underlying matrix
inequalities scales with n and T, and many investors will envisage a planning horizon
of several decades with monthly or weekly granularity and an asset universe compris-
ing several hundred titles. However, we will now demonstrate that the approximate

worst-case VaR problem (2.5) admits in fact an analytical solution.

We first notice that the random asset returns 7; enter problem (2.5) only in the form
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of the portfolio return wT#;. We can thus use a well-known projection property of

moment-based ambiguity sets to perform a dimensionality reduction.

Proposition 2.2 (General Projection Property). Let& and { be random vectors valued

inRP and RY, respectively, and define the ambiguity sets Py and Pz as
Zg={Peay(R?): Es ([E7T1]7[E71]) = 0}

and
Z;={Pea(R): B ([T1]"[{T1]) =0},

where the moment matrices (g € §f+1 and Q€ §Z+1 are related through

T
A O

07T 1

A O
o7 1

Qg

=

for some matrix A € R7*P. Then, for any Borel measurable function f : R” — R, we have
inf P(f()<0)= inf P(f(Ad) <0).
[FDIE%Z’Z (f©)=<0) PIE%E (f(Aé) =0)
Proof. This is an immediate consequence of Yu et al. (2009, Theorem 1). 1

Applying Proposition 2.2 to problem (2.5) yields

WVaR, (77(w)) = sup 7y
Y

1T 1 2.7)
s.t. P(—Z(ﬁt——fﬁ)zy)zl—e VP € Z5(w),
TH 2
where the projected ambiguity set
r Ep(f)=w'p Vt:1<t<T
‘@ﬁ(w): [FDEgZO : 2
Ep(7s7]) = 65w 2w+ (wTp)” Vs,t:1<s<t<T

contains all distributions on R” under which the portfolio returns (j1,...,77)T follow

a weak sense white noise process with (period-wise) mean w7y and variance wTZw.
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2.4. Worst-Case Value-at-Risk of the Growth Rate

Problem (2.7) has the same structure as the original problem (2.5), but the underlying
probability space has only dimension T instead of nT. Thus, it can be converted to a
tractable SDP by using Theorem A.1 to reformulate the underlying distributionally

robust chance constraint. We then obtain

WVaR, (y7-(w)) = max y
s.t. MeST BeR, yeR
p+L@w)M) =<0, M>0 2.8)

1
I |

1
f >0,
~LIT T

.

where Q(w) € ST*! denotes the matrix of first and second-order moments of M1,-..

)T

[ wWTEZw+ (wTp)? (wTp)? (wT p)? wip |
(wTﬂ)Z szw+(wTﬂ)2 (wT”)2 wTp
Q(w) = : :
(wT”)Z (pr)z wTZw+(wTy)2 wTp
wTp wip wip 1

The projected problem (2.7) can be further simplified by exploiting its compound

symmetry.

Definition 2.5 (Compound Symmetry, Votaw (1948)). A matrixM € sT+1 g compound

symmetric if there exist T1,T2,T3,T4 € R with

' Ty T2 - T2 T3 1
Tp T1 -+ T2 | T3
M= : = -~ ] :[. (2.9)
Tp T2 -+ T1 | T3
| 73 T3 ... T3 | T4 |

Note that the second-order moment matrix (w) is compound symmetric because
of the temporal symmetry of the random returns. More generally, the second-order

moment matrix of any univariate weak sense white noise process is compound sym-

27



Chapter 2. Robust Growth-Optimal Portfolios

metric. The next proposition shows that there exists a matrix M that is both optimal in

(2.8) as well as compound symmetric.

Proposition 2.3. There exists a maximizer (M, f,y) of (2.8) withM compound symmet-

ric.

Proof. Denote by I17*! the set of all permutations 7 of the integers {1,2,..., T + 1} with
n(T+1) =T +1. Forany z € [I1”*! we define the corresponding permutation matrix
P, e RTTDXT*D through (P,);; = 1if #(i) = j; = 0 otherwise. Note that P}, represents
the permutation matrix corresponding to the inverse of 7. A matrix Ke ST is
compound symmetric if and only if K = P,KP], for all w € TI”*!. Suppose that (M, 3,7)
is a maximizer of (2.8). Since the input matrices in (2.8) are compound symmetric and

P, is non-singular, we have

[ 1y _1 1y _1
M-| 2 2 EOQPH(M—[ 2 2 )P,T,zo
-(3)" yT-p -(3)" yT-p
noo-
— P,MP] - =0.
-(3)" yT-p

The compound symmetry of Q(w) and the cyclicity of the trace further imply
(Q(w),M) = Tr MQ(w)) = Tr(MP] Q(w)P,) = Tr (P,MP] Q(w)) = (Q(w),P,MP}).

Hence, (P,MP}, §,7) is feasible in (2.8) and has the same objective value as (M, §,7).
It is therefore a maximizer of (2.8). As the set of maximizers is convex, the convex

combination

1
M’:ﬁ ). P;MP;

. HEHT+1
is also a maximizer of (2.8). Moreover, M’ is compound symmetric because p(I1 T+1y =

"*1 and, a fortiori, P,M' PFT) =M forany p € [17*1. Thus, the claim follows. B

By Proposition 2.3, we may assume without loss of generality that M in (2.8) is com-
pound symmetric. Thus, each matrix inequality in (2.8) requires a compound symmet-

ric matrix to be positive semidefinite. The next proposition shows that semidefinite
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constraints involving compound symmetric matrices of any dimension can be re-

duced to four simple scalar constraints.

Proposition 2.4. For any compound symmetric matrix M € ST*! of the form (2.9), the

following equivalence holds.

7420 (2.10b)
M>0 <«

T1+(T-112,=20 (2.10c)

T4 (11 +(T—1)T12) = TT3 (2.10d)

Proof. We use the well-known fact that a symmetric matrix is positive semidefinite
if and only if all of its eigenvalues are nonnegative. First, it is easy to verify that any
vector of the form v = [v1, vy,..., v7,0]T with ZZTZI v; = 0 constitutes an eigenvector of

M with eigenvalue 7; — 7,. Indeed, we have

TV +To(vo+v3+---+U7T) ‘ ' (T1—712)11 1
T+ TV +v3+--+vT) (T1—T2) 12
Mv = : = : =(T1—-72)0.
T+ T2V + U3+ + V1) (T1—T2)vr
T3(v1+v2+---+vT) 1 1 0

There are T — 1 linearly independent eigenvectors of the above type. Next, we as-
sume first that 73 = 0. In this case, the two remaining eigenvectors can be chosen
as[1,1,...,1,0]T and [0,0,...,0,1]T with eigenvalues 71 + (T — 1)7, and 74, respectively.
Thus M > 0 if and only if (2.10a), (2.10b), and (2.10c) hold. Moreover, (2.10d) is trivially
implied by (2.10b) and (2.10c) whenever 73 = 0. Assume now that 73 # 0. In this
case, the two remaining eigenvectors are representable as v = [1,1,...,1, v]T for some
v € R. Observe that A is a corresponding eigenvalue if and only if Mv = Av, which is

equivalent to

T1+(T-D1o+vi3=A, Ti3+vr4=AU

The second equation above thus implies that v(A —74) = T13 #0, and thus v = AT_TI?;.
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Substituting this expression for v into the first equation above, we obtain

2

T1+(T-1)715 + =A.

Solving this equation for A yields the two eigenvalues

1
=3 T4 (T = D72+ 741/ (01 + (T = Do+ 702 +4(T73 ~ 14(11 + (T = D7)
(2.11a)

1 2 2
== T4 (T = DTp+ 74 /(01 + (T = 1)7p ~ 142 + 4T3 (2.11b)

From equation (2.11b) it is evident that the square root term constitutes a strictly

positive real number. The two eigenvalues are thus nonnegative if and only if
T1+(T-1D12+74=20, (T1+(T-1712)142= T‘L’%. (2.12)

The second inequality in (2.12) ensures that the square root term in (2.11a) does not
exceed 71 + (T — 1)12 + 74, which implies (2.10d). By (2.12), both the product and the
sum of 71 + (T — 1)1 and 74 are nonnegative, which implies that each of them must be
individually nonnegative, i.e., (2.10b) and (2.10c) hold. The claim now follows from
the fact that (2.10a)—(2.10d) also imply (2.12). 1

Corollary 2.1. For any compound symmetric matrix M € ST*! of the form (2.9), the

semidefinite constraintM = 0 is equivalent to a system of second-order cone constraints.

T1=2T2

M>0 <
T1+(T-DT2+74 2 \/(rl+(T—1)rg—r4)2+4Tr§

Proof. The inequalities (2.10b), (2.10c), and (2.10d) can be viewed as a hyperbolic

constraint. The claim then follows from Boyd and Vandenberghe (2004, Exercise 4.26).
[

We now demonstrate that the semidefinite program (2.8), which involves @ (T?) de-

cision variables, can be reduced to an equivalent non-linear program with only six
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decision variables. First, by Proposition 2.3, we may assume without any loss of gen-
erality that the decision variable M is of the form (2.9) for some 7 € R*. Thus, we can
use Proposition 2.4 to re-express both semidefinite constraints in (2.8) in terms of one
non-linear and three linear constraints, respectively. Using the notational shorthands
pp = wTp and o, = VwTZw for the mean and the standard deviation of the portfolio

return, we obtain the following non-linear program.

WVaR, (7(w)) = max ¥
s.t.  TeRY BeR yeR

ﬁ"‘%[T(U;z)"’NE)TH‘ T(T—l)u§T2+2Tupr3+r4 <0

(2.14a)
T1=To (2.14b)
1,20 (2.14¢)
T1+(T-1D71220 (2.14d)
T4 (11 +(T = 1)1p) = TT5 (2.14e)
(t1-3) =712 (2.14f)
T4—yT+f=0 (2.14g)
(11-3)+(T-D71220 (2.14h)

(ta—yT+B) (11 -3) + (T-D12) = T(13+1)°  (2.140)

Note that (2.14a) corresponds to the trace inequality, while (2.14b)—(2.14e) encodes
the positive semidefiniteness of M, and (2.14f)—(2.14i) is a reformulation of the last

matrix inequality in (2.8).

We first note that (2.14a) is binding at optimality. Indeed, if (2.14a) is not binding
at (t, B,7), then (r,y + &, B+ A) remains feasible but has a higher objective value for
a sufficiently small A > 0. Moreover, (2.14b) and (2.14d) are redundant in view of
(2.14f) and (2.14h) and can thus be dropped. Finally, there exists an optimal solu-
tion for which (2.14f) is binding. Indeed, if (2.14f) is not binding at (7, §,7), then

T1+(T-1)T2-3 T1+H(T-1)72—3 . . . "
7 2+ %, n £,73,T4,Y, B| remains feasible with the same objective

value but satisfies (2.14f) as an equality. Without loss of generality, we can thus elimi-
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nate the decision variable 71 by using the substitution 7, = 75+ % In summary, we have

WVaR, (y7(w)) = max y
s.t. T2€R, 73R, 74€R, feR, YR
,3+%[%(Uf,+uf))+T(af,+Tuf))12+2Tpp13+T4 =0
7420
T4—yT+p=0
7920
T4 (T2 +55) 2 75

(ta—yT+p) 12> (13+1)°.

(2.15)
Problem (2.15) can be written more compactly as
WVaR, (77(w)) = — min aw+bx+cy+dz+e
s.t. wx,),zeR
w=0,x=0,y=1 (2.16)

Gz+D*<sw(y+1)

Gz-1*=x(y-1),

where the decision variables w, x, y and z in (2.16) are related to the variables 75, 73,

74, B and y in (2.15) through the transformations

4T 4l14—yT+
w:—4, x=u, y=4T1,+1, z=-813-2,
T T
hile the objective functi fficient venbva=L—1 p=l o= % TH
while the objec 1ve2 unc 10nzcoe 2mensare givenbya= -3, b=73, c= =",
M o o . . . .
d= —% and e = 4—5 - % + z—g - ﬁ. Note that the inequality constraints in (2.15)

correspond to the inequality constraints in (2.16) in the same order, while the equality
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constraint in (2.15) has been eliminated via the following substitution.

(o2 +12) + (02 + TE) (-1 = 1 Twp(z+2) + 1 Tw)

:—((i—;11)w+(i)x+(UP+T“")y+(—@)z+“—%’—@+U—?’ 0‘2’)

4¢ 4~ 2¢ " 2 4eT

=—(aw+bx+cy+dz+e)

Problem (2.16) admits an explicit analytical solution as stated in the following lemma.

Lemma 2.1. For any given real numbers a, b, c and d that satisfy the conditions

(i) a,b,c>0,
(ii) (a+b)c> d? and
(iii) a+b+d > AVbla, whereA=+/(a+b)c—d? >0,

the optimal value of the optimization problem

min aw+bx+cy+dz

s.t. wx,),zeR
w=0,x=20,y=1 (2.17)
Gz+D*=sw(y+1D)

Gz-1?=<x(y-1)

is given by

2bd + A+ N 20Vab | 2Vab (/o) (s b+ d - AVETa).

a+b +(a+b)2

Proof. Assumption (i) ensures that problem (2.17) is bounded, while assumption (ii)
guarantees that A = V/(a+ b)c— d? is real. Assumption (iii) is not strictly needed, and
problem (2.17) admits a generalized closed-form solution even if this assumption
is violated. However, this more general solution is not needed for this chapter, and

therefore we will not derive it.
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Note that (2.17) constitutes a (convex) SOCP with two hyperbolic constraints, and the
Karush-Kuhn-Tucker (KKT) optimality conditions are necessary and sufficient. We

will now prove the lemma constructively by showing that the candidate solution

1 2 1 2
2_p— 20m+qg-2 52+1 52—1
yo2p=a _2pra-2pp (el (32-))
p-q p-q y+1 y—-1
with
_—d+A\/b/a _—d—A\/a/b
P= a+b ' B a+b

satisfies the KKT conditions and is thus optimal in (2.17). Note first that this solution

is feasible. Indeed, by the assumptions (i)—(iii) we have g < p < 1. We conclude that

2—-p- 2(1-
_2-p-q_, 20-p)
P—q p—q

>1,

which in turn implies that w = 0 and x = 0. The two hyperbolic constraints in (2.17)

are binding by the definition of w and x.

For later reference we state the following identities, which are easy to verify.

z+2 z—2

ap+bg+d=0, ap®+bg*=c, p:2y+2, 2y-2

(2.18)

Moreover, we denote by a;, a» and a3 the Lagrange multipliers of the three linear
inequalities and by A and 6 the Lagrange multipliers of the two hyperbolic constraints
in (2.17), respectively. To prove that the suggested candidate solution is indeed op-
timal, we show that it satisfies the KKT conditions with a; =a; =a3=0, A1 = ﬁ >0
and 6 = % > 0. Note that these Lagrange multipliers are dual feasible and satisfy
complementary slackness. By using (2.18) together with the explicit formulas for the
candidate solution and the Lagrange multipliers, we can further verify the stationarity

conditions:

a-a;—-Aly+1)=0
b—a,-6(y—-1)=0
c—az—Aw-8x=c—ap>*-bg*=0

d+3Az+2)+36(z-2)=d+ap+bq=0.
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As all KKT conditions are met, we conclude that the proposed candidate solution is
optimal. In order to evaluate the optimal objective value of problem (2.17), we first
use (2.18) to show that w = p(3z+1) and x = g (3z—1). This enables us to express

the optimal objective value as

aw+bx+cy+dz=ap(3z2+1)+bq(32—1)+cy+dz
=ap-bqg+cy+3z(2d+ap+bq)
=ap-bq+cy+ %dz,
where the last equality follows again from (2.18). As y and z are defined in terms of p
and g, we can now express the optimal objective value as a function of p and g only.

The claim then follows by substituting the definitions of p and ¢q into the resulting

formula. [ |

We are now ready to state the main result of this section.

Theorem 2.2 (Worst-Case Value-at-Risk). Under Assumptions (Al) and (A2) we have
WVaR, (77 (w)) = 3 (1—(1—pr+\/1€T€ ||z“2w||) wTZw) (2.19)

Proof. We know that the worst-case VaR of ¥/,(w) is given by the optimal value of
problem (2.16). By construction, the objective function coefficients a, b and c in (2.16)
are strictly positive. Moreover, the square root discriminant A = \/m = 4:—"\/7
is strictly positive by Assumption (A1), while Assumption (A2) implies that

a+b+d— - tp) > 4,/(1 )T =V blaA.
€ €

As all conditions of Lemma 2.1 are satisfied, we may conclude that

WVaR, (77 (w)) = - (2LAed=020Vab o 2vah (A~ gv/alb)(a+b+d—AVDia) +e).

a+b (a+b)2

The claim then follows by substituting the definitions of a, b, ¢, d and e into the above

expression and rearranging terms. i

If the set # of admissible portfolios is characterized by a finite number of linear con-
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straints, then the portfolio optimization problem max,,c WVaR, ()7’T(w)) reduces to a
tractable SOCP whose size is independent of the investment horizon. In order to avoid
verbose terminology, we will henceforth refer to the unique optimizer of this SOCP as
the robust growth-optimal portfolio, even though it maximizes only an approximation
of the true growth rate. Maybe surprisingly, computing the robust growth-optimal
portfolio is almost as easy as computing a Markowitz portfolio. However, the robust
growth-optimal portfolios offer precise performance guarantees over finite investment

horizons and for a wide spectrum of different asset return distributions.

Note that the worst-case VaR (2.19) is increasing in the portfolio mean return w™pu
and decreasing in the portfolio variance wTZw as long as w satisfies Assumption (A2).
Thus, any portfolio that maximizes the worst-case VaR is mean-variance efficient.
This is not surprising as the worst-case VaR is calculated solely on the basis of mean
and covariance information. Markowitz investors choose freely among all mean-
variance efficient portfolios based on their risk preferences, that is, they solve the
Markowitz problem max,ey wTu — ngZw corresponding to their idiosyncratic risk
aversion parameter p = 0. In contrast, a robust growth-optimal investor chooses the
unique mean-variance efficient portfolio tailored to her investment horizon T and
violation probability e. We can thus define a function p(T,¢€) with the property that the
robust growth-optimal portfolio tailored to T and € coincides with the solution of the
Markowitz problem with risk aversion parameter p(7T,¢). By comparing the optimality
conditions of the Markowitz and robust growth-optimal portfolio problems, one can

show that

(2.20)

P L B T-1
» eT ”Zl/zw“ eT(l—pr+ /%HZI/ZWH);

where w denotes the robust growth-optimal portfolio, which depends on both T and
€ and can only be computed numerically. The function p(T,¢) will be investigated
further in Section 2.6.1. From the point of view of mean-variance analysis, a robust
growth-optimal investor becomes less risk-averse as € or T increases. Indeed, one can
use Assumption (A2) to prove that WVaR, (?’T(w)) is increasing (indicating that p(T,¢€)
is decreasing) in € and T. We emphasize that the robust growth-optimal portfolios may
lose mean-variance efficiency when the ambiguity set of the asset return distribution is

no longer described in terms of exact first and second-order moments. Such situations
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will be studied in Section 2.5.

The classical growth-optimal portfolio is perceived as highly risky. Indeed, if the rebal-
ancing intervals are short enough to justify a quadratic expansion of the logarithmic
utility function, then the classical growth-optimal portfolio can be identified with the
Markowitz portfolio corresponding to the aggressive risk aversion parameter p = 1. In
fact, the two portfolios are identical in the continuous-time limit if the asset prices
follow a multivariate geometric Brownian motion (Luenberger 1998, § 15.5). The
Markowitz portfolios associated with more moderate levels of risk aversion p 2 1
are often viewed as ad hoc alternatives to the classical growth-optimal portfolio that

preserve some of its attractive growth properties but mitigate its short-term variability.

According to standard convention, a fractional Kelly strategy with risk-aversion pa-
rameter x = 1 blends the classical Kelly strategy and a risk-free asset in constant
proportions of 1/x and (x — 1)/x, respectively. Fractional Kelly strategies have been
suggested as heuristic remedies for over-betting in the presence of model risk, see
e.g. Christensen (2012). As pointed out by MacLean et al. (2005), the fractional Kelly
strategy corresponding to k emerges as a maximizer of the Merton problem with
constant relative risk aversion « if the prices of the risky assets follow a multivariate
geometric Brownian motion in continuous time. In a discrete-time market without a
risk-free asset it is therefore natural to define the fractional Kelly strategy correspond-
ing to x through the portfolio that maximizes the expected isoelastic utility function
ﬁ[E[(l +w ). By expanding the utility function around 1, this portfolio can be
closely approximated by w, = argmaxyey wTp—5wT (2 + ppT) w, which is mean-
variance efficient with risk-aversion parameter p = x/(1+x w, p) whenever w, p < 1/x.
Note that the last condition is reminiscent of Assumption (A2) and is satisfied for typi-
cal choices of €, T, p and Z. It then follows from (2.20) that the robust growth-optimal
portfolio tailored to the investment horizon T and violation probability € coincides
with the (approximate) fractional Kelly strategy corresponding to the risk-aversion

parameter

vWa-eeT+(T-1) || = 2w

T,e) = ,
k(T)e) v(eT |2V2w| - VO -eeTwTu)—(T-DwTu|Z2w||

where the robust growth-optimal portfolio w must be computed numerically and v
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is defined as 1 — wTpu + \/% |Z'2w|. Our work thus offers evidence for the near-
optimality of fractional Kelly strategies under distributional ambiguity and provides
systematic guidelines for tailoring fractional Kelly strategies to specific investment
horizons and violation probabilities. The function x(7,€) will be studied further in

Section 2.6.1.

Remark 2.3. (Relation to Worst-Case VaR by El Ghaoui et al. (2003)) Theorem 2.2
generalizes a result by El Ghaoui et al. (2003) for worst-case VaR problems in a single-
period investment setting. Indeed, for T = 1 the portfolio optimization problem

maxyey WVaR. (¥, (w)) reduces to

l1-e¢
1 _ 4T 1-¢ 1/2 T 1/2
max (1 (1 wpt+y\ ||Z w||) ) — max ' — c ||Z w||

Under Assumption (A2), the objective functions of the above problems are related
through a strictly monotonic transformation. Thus, both problems share the same
optimal solution (but have different optimal values). The second problem is readily
recognized as the SOCP equivalent to the static worst-case VaR optimization problem
by El Ghaoui et al. (2003).

Remark 2.4. (Long-Term Investors) In the limit of very long investment horizons, the

worst-case VaR (2.19) reduces to
. ~/ _ 1 1 2 1
Nm WVaR(yr(w) = 3 -3 (1-wTp) -5-w Zw,

which can be viewed as the difference between the second-order Taylor approximation
of the portfolio growth rate in the nominal scenario, log (1 + wT ), and a risk premium,

which is inversely proportional to the violation probability €.

Remark 2.5. (Worst-Case Conditional VaR) We could use the worst-case conditional
VaR (CVaR) instead of the worst-case VaR in (2.5) to quantify the desirability of the
fixed-mix strategy w. The CVaR at level e € (0,1) of a random reward is defined as the
conditional expectation of thee x 100% least favorable reward realizations below the
VaR. CVaR is sometimes considered to be superior to the VaR because it constitutes a
coherent risk measure in the sense of Artzner et al. (1999). However, it has been shown in
Theorem 2.2 of Zymler et al. (2013a) that the worst-case VaR and the worst-case CVaR

under mean and covariance information are actually equal on the space of reward
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functions that are quadratic in the uncertain parameters. As the approximate portfolio
growth rate y'.(w) is quadratic in the uncertain asset returns, its worst-case VaR thus

coincides with its worst-case CVaR.

In order to perform systematic contamination or stress test experiments, it is essential
to know the extremal distributions from within 2 under which the actual VaR of the
approximate portfolio growth rate ¥’ (w) coincides with WVaR, (77.(w)). We will now
demonstrate that the worst case is not attained by a single distribution. However,
we can explicitly construct a sequence of asset return distributions that attain the
worst-case VaR asymptotically. A general computational approach to construct ex-
tremal distributions for distributionally robust optimization problems is described by
Bertsimas et al. (2010a). In contrast, the construction presented here is completely

analytical.

For a fixed w € #/, we first construct a sequence of portfolio return distributions
P¢ e Py (w), €' € (¢,1), that attains the worst case in problem (2.7) as ¢’ approaches e.
Recall that 7 represents a weak sense white noise process with mean p, = w™p and
standard deviation o, = VwTZw.

To construct the distribution P¢' for a fixed €’ € (€,1), we set

A T b N € A 1-¢ P +2A
=0 -, = _—0 , u= —_— = —0 , =Uu _
p e Hp 1-€eNT p Hp T e'T p T

and introduce 2T + 1 portfolio return scenarios 77, Y tT:1 and {n?}le, defined

through

nb:(nﬁ’,...,nl%)T where n?:b Vs=1,...,T,
nf=m¢y,....ni )7 where nf =u+Ad; Vt,s=1,...,T,

n?:(n‘t{l,...,n‘t{T)T where n‘tl,szd—A&s vt,s=1,...,T.
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We then define P¢ as the discrete distribution on R” with

P (=)= 57 Vi=1..T,
. 6'/
P€ (n:n‘f):ﬁ vi=1,...,T

Theorem 2.3 below asserts that the distributions P¢ attain the worst case in (2.7) as
¢’ | €. Before embarking on the proof of this result, we examine the properties of Pe.
Note that in scenario 5” the portfolio returns are constant over time. Moreover, in
scenarios 1% and n? the portfolio returns are constant except for period ¢, in which
they spike up and down, respectively. If T > 1 and/or ¢’ « 1, then we have A > 1. In
this case the 11? scenarios can spike below —1. The distributions P may therefore be
unduly pessimistic. However, this pessimism is manifestation that we err on the side of
caution. It is the price we must pay for computational (and analytical) tractability. Less
pessimistic worst-case distributions can be obtained by enforcing more restrictive
distributional properties in the definition of the ambiguity set 2. Examples include

support constraints as studied in Section 2.5.

Theorem 2.3. The portfolio return distributions P<, ¢ € (¢,1), have the following

properties.

(i) P € Py(w) Ve € (e1).

(@) IfY} = 70— 377, then grlreme’-VaRem) = WVaR, (75 (w)).

Proof. We first establish some identities for the parameters A, b, u and d that will be

useful for the proof of the two assertions. From the definition of d we conclude that
(T-Du+ (u+A)*=(T-1Dd*+(d- A2, (2.21)
while the definitions of b and u imply that

(1—6’)b+e'(u+%) = p. (2.22)
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For later reference we define

2
1-¢ T-1,

1

By construction, y is equal to the worst-case VaR of 7°.(w) at the tolerance level ¢'; see
Theorem 2.2. Basic algebraic manipulations yield the following equation equivalent
to (2.23).

!/

By using the definition of b, this equation can be reformulated as

2pp — iy — 0 —2y€’ 0
1-¢ e

b -2b+ (2.24)

Similarly, from the definition of u we obtain

2(T 1) —\/4(T - N2 - 4T 2Ty - 28+ A2)
B 2T ’

where the second equality uses (2.23) and the third equality uses the definition of A.

Therefore, u can be viewed a root of the quadratic equation

Tu? +2u(A—T)+2Ty —2A + A* = 0. (2.25)

We are now ready to prove assertion (i). We will show that the distributions pe’,
€' € (¢,1), satisfy the moment conditions in the definition of 223 (w). By construction,

it is clear that P¢ is indeed a probability distribution. As for the first order moment
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conditions, we observe that

! /
A)=(1-€)b+— £ (ra-
Epe (7¢) = (1 e)b+2T(Tu+A)+2T(Td A)
!

€
:(1—6’)b+:—r(Tu+A) =pup Ve=1,...,T,

where the second equality follows from the definition of d, while the third equality

exploits (2.22). As for the second order moment conditions, we have

! /

=2\ _ (1 _ ) 2 €_ _ 2 2 6_ _ 2 Y
Foo (77) = (1=€) 1" + = (T= D + (w+ 8)°) + — (T = D d” +(d - A)?)

/
:(1—6')b2+%((T—l)u2+(u+A)2)
/

=(1-¢) b2+%(Tu2+2uA+A2) (2.26)

2 2 !
2Hp~Hp =y~ 2¥€ +2—€’(uT—T)/+A)
1-¢ T

=(1-¢) (219—
€'A
:p§+a§—2(pp—(1—e')b—€'u—T) = [,LIZ)+UIZ);

where the second equality follows from (2.21), the fourth equality exploits (2.24) to
re-express b? and (2.25) to re-express Tu? + 2ul + A%, and the last equality holds due
to (2.22). Similarly, we find

Epe (71577¢) = (1-¢€) b2+2€—T((T—2) u2+2u(u+A))+2€—T((T—2)d2+2d(d—A))

1N 2, g2 2 _ 2_6_/ 2 _ 2
=(1-¢)b +2T((T D (u”+d?) + (u+A)"+(d - A7) 707 = 1

for s # t. A comparison with (2.26) shows that the first two terms in the second line of
the above expression are equal to ,uf, + 012). The third equality then follows from the
definition of A. Thus, P* € 2; (w).

To prove assertion (ii), we first evaluate the distribution of the (quadratic approxima-
tion of) the uncertain portfolio growth rate }77% under P¢'. Indeed, )7'% will adopt only
one of two different possible values depending on whether the realization of 7 is equal
to ” or any of the other scenarios (nY or 11? forany ¢ =1,..., T), respectively. If f = 5?,

it is easy to verify that )77% =b- %bz. On the other hand, if =¥ forany ¢t =1,..., T,
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then

7! —l((T—U(u—1u2)+(u+A)—1(u+A)2
Yr=7 2 2
:%(—TMZ—Zu(A—T)+2A—A2):y,

where the second equality follows from basic manipulations, and the third equality
holds due to (2.25). A similar calculation shows that )71% is also equal to y if i = n‘f
forany ¢t =1,...,T. Details are omitted for brevity. Next, we will demonstrate that
b— %bz > v, that is, the growth rate )77% adopts its largest value in scenario ij = 5”. To

this end, we observe that

2
=S\t e O e b

1 2 1-¢ T-¢ ,
5 1-(1-pp) -2 T (1-pp)op- T °Pp
<\ 0-m) ===

<%(1—(1—up)2—af,),

where the first inequality holds because of Assumption (A2) and because €’ € (¢, 1).
Thus,

2pp — g — 0 —2y€’

(1—(1—'up)2_af))>y —> TS

1
>y = b—5b2>y,

N =

where the first equivalence follows from basic algebraic manipulations, while the

second equivalence is due to (2.24). In summary, we have shown that
Per(ff?p =y)= Per(ﬁ #nY)=¢ and IP"”/()?T% >7y) = Pel(ﬁ =g =1-¢

for all ¢’ € (¢,1). Together with the continuity of y as a function of €/, which follows

from the definition of y in (2.23), we may thus conclude that

lim P¢-VaRe(77) = WVaR, (7 (w)).
€le
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This observation completes the proof.

As €' tends to €, the distributions pe’ converge weakly to ¢, where P¢ is defined in the
same way as P¢ fore' € (e,1). We emphasize, however, that P¢ fails to be a worst-case
distribution. As the scenarios n% and 51¢ for ¢ = 1,..., T have total weight e under P,
the VaR at level € of )71%, which adopts its largest value in scenario # = 5%, is equal
to b— %bz, which implies that P°-VaR.(7;) > WVaR.(7.(w)). Hence, P-VaRe (771%) is

discontinuous in P at P = [P¢.

So far we have constructed a sequence of portfolio return distributions that asymp-
totically attain the worst-case VaR in (2.7). Next, we construct a sequence of asset
return distributions that asymptotically attain the worst-case VaR in (2.5). To this
end, we assume that the portfolio return process (1,...,77)T € RT is governed by a
distribution P¢’ of the type constructed above, where €’ € (¢, 1). Moreover, we denote
by (ﬁ@I, ceo mTT)T € R"T an auxiliary stochastic process that obeys any distribution
under which the 7, are serially independent and each have the same mean p and
covariance matrix Z, respectively. Then, we denote by Q)el the distribution of the asset

return process (..., F})T € R"T defined through

Corollary 2.2. The asset return distributions Q¢ €' € (¢,1), have the following proper-

ties.

(i) QF e® Ve €(el).

(i) 1im @ -VaRe(7'y () = WVaR. (7 (w)).

Proof. This is an immediate consequence of Theorem 2.3, as well as Theorem 1 of Yu
et al. (2009). [ |
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2.5 Extensions

The basic model of Section 2.3 can be generalized to account for support information
or moment ambiguity. The inclusion of support information shrinks the ambiguity
set and thus mitigates the conservatism of the basic model. In contrast, accounting
for moment ambiguity enlarges the ambiguity set and enhances the realism of the
basic model in situations when there is not enough raw data to obtain high-quality

estimates of the means and covariances.

2.5.1 Support Information

Assume that, besides the usual first and second-order moment information, the asset
returns (FlT e F})T are known to materialize within an ellipsoidal support set of the

form

[1]

1 T
:{(rlT,...,r})TER”T:?Z(rt—v)TA_l(rt—v)sﬁ},
=1

where v € R"” determines the center, A € $" (A > 0) the shape and § € R (6 > 0)
the size of Z. By construction, the ellipsoid = is invariant under permutations of
the rebalancing intervals ¢ = 1,..., T. This permutation symmetry is instrumental
to ensure that any robust growth-optimal portfolio can be computed by solving a
tractable conic program of size independent of T. If the usual moment information is
complemented by support information, we must replace the standard ambiguity set

22 with the (smaller) ambiguity set
Ep(F)=p Vt:1<t<T

P-=3 PePP: Ep(FF])=0uZ+ppT Vst:l<ss<t<T ;

P(F,...F)TeE)=1

when computing the worst-case VaR (2.5). By using a tractable conservative approx-
imation for distributionally robust chance constraints with mean, covariance and

support information (see Theorem A.1 in Appendix A.1), we can lower bound this
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generalized worst-case VaR by the optimal value of a tractable SDP.

WVaR, (7, (w)) = max y
s.t. MeS"™ qeR, feR, yeR AeR
1
=0, <0, A=0, B+ (QM)=<0
-y Pla'p, YT PIA v
M>a«a
T “10T _
(L, PIAW)T T(6-vTA~'v) 2.27)
%ZthlplwaPt _%Zleplw

-3 (ZL,Plw)T  yT-P
-y PIATP, YT PIA MY
A
(ZL,PIAW)T T(6-vTA" 1Y)

Here, the truncation operators P;, ¢ = 1,..., T, are defined as in Section 2.3. We
emphasize that even though the SDP (2.27) offers only a lower bound on the true
worst-case VaR with support information, it still provides an upper bound on the
worst-case VaR of Section 2.3 without support information. This can be seen by fixing
a = A =0, in which case (2.27) reduces to the SDP (2.6). Note that the SDP (2.27)
is polynomial-time solvable in theory but computationally burdensome in practice
because the dimension of the underlying matrix inequalities scales with n and T. We
will now show that (2.27) can be substantially simplified by exploiting its inherent
temporal symmetry. To this end, we first introduce the notion of a block compound

symmetric matrix.

Definition 2.6 (Block Compound Symmetry). A matrixM € S$""*1 is block compound

symmetric with blocks of size n x n if it is representable as

[ A B -~ B|c|
B A - Blc
M= : = "~ (2.28)
B B Alc
[ ¢T T - T
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forsomeAeS", BeS", ceR" andd e R.

Next, we argue that without any loss of generality the decision matrix M in (2.27) may

be assumed to be block compound symmetric.

Proposition 2.5. There exists a maximizer (M, a,B,7, /1) of (2.27) where M is block

compound symmetric with blocks of size n x n.
Proof. The proof widely parallels that of Proposition 2.3 and is thus omitted. H}

The next two propositions demonstrate that the positive semidefiniteness of a block
compound symmetric matrix M € R”7*! can be enforced by two linear matrix inequal-

ities of dimensions only n and n + 1, respectively.

Proposition 2.6. For any matrixK e S"T of the form

A B B
k= = (2.29)
B B A

for someA,B € S we have that eig(K) = eig(A—B) Ueig(A+ (T — 1)B).

Proof. We prove this proposition constructively by determining all eigenvalues as
well as the corresponding eigenvectors of K. Let {(v;,A;)}!_, denote all n pairs of

eigenvectors and eigenvalues of the matrix A+ (7T —1)B. Forany i = 1,...,n, we have

[ v, ] [ A+(T-1DB)v; | [ v; ]
v; A+(T-1)B)v; v;
K = :A/l‘ y
v | | A+(T-DB)v; | | v |

which implies that [v],v],...,v]]T is an eigenvector of K with eigenvalue A;. Next,

denote by {(u;,0;)}]_, the n pairs of eigenvectors and eigenvalues of the matrix A - B.
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Foranyi=1,...,n and for any k € R with 1Tk = 0 we have

[ kiu; ] [ ki (A-B)u; ] [ ki u; ]
kou; ko(A—B) u; kou;
K . = . =0;
| kru; | | kr(A-B)u; | | kru; |

Thus, [kyu], koul,..., krul |7 is an eigenvector of K with eigenvalue 6;. Hence, there
are T — 1 linearly independent eigenvectors that share the same eigenvalue ;. In
summary, we have found all n+ n(T — 1) = nT eigenvalues of K counted by their
multiplicities, and we may thus conclude that eig(K) = eig(A—B) ueig(A+ (T — 1)B).
|

Proposition 2.7. For any block compound symmetric matrix M € S"T*1 of the form

(2.28), the following equivalence holds.

A>=B

M>0 < A+(T-1)B

cT

e[S

Proof. For ease of exposition, we set

K ¢

T d

M=

’

where ¢’ = [cT,cT,...,cT]T, and K is the block matrix defined in (2.29). Assume first
that d = 0. Then, M > 0 if and only if ¢ = 0 and K > 0, which in turn is equivalent to
c=0,A>B,and A+ (T —1)B = 0; see Proposition 2.6. Thus, the claim follows. Assume
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next that d # 0. Then,

1
M>0 d>0,K:Ec'c'T

[ A—cc"/d B-cc'/d ... B—ccT/d |
B-cc'/d A-cc’/d ... B-ccTld
<~ d>0, ) ) ] ) =0
| B—ccT/d B-ccT/d ... A-cc'/d |

T
S d>0,AzB,A+(T—1)BzEccT

A+(T-1)B c
< A>B,

>0

)

T a
¢ T

where the first and the last equivalences follow from standard Schur complement
arguments, while the third equivalence holds due to Proposition 2.6. Thus, the claim

follows again. N

By Proposition 2.5, we may assume without any loss of generality that the decision
variable M is of the form (2.28), where A€ $”, B€ S”, ¢ € R” and d € R represent new
auxiliary decision variables to be used instead of M. Proposition 2.7 then allows us to
re-express each (nT + 1)-dimensional SDP constraint in (2.27) in terms of two linear
matrix inequalities of dimensions n and n + 1. Using a standard Schur complement

argument to linearize all terms quadratic in w, we can thus reformulate the SDP (2.27)
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as

max vy

s.t. AeS", BeS" ceR", deR, aeR, BeR, YeER, LR
a=0,<0,1=0
B+ L(TAZ+pp")+T(T—1)B,ppT) +2TcTp+d)<0

A+(T-1)B ¢ A1 Ay
=
cT % vIAL §—vIA Ly
(2.31)
A-B>—-aA~!
[ A+ (T-1DB+AA"! c—AA"ly w
cT—AvIA~! %+dLTﬁ—)f—/1(6—vTA_1v) -1 1=0
w7 -1 2
A-B+AA1 w
> 0.
w7 2

This simplified SDP provides a lower bound on WVaR, (7} (w)) in the presence of
support information. Note that the size of the SDP (2.31) scales only with the num-
ber of assets n but not with 7. This observation implies that one can maximize
WVaR, (7 (w)) approximately over w € # by solving a tractable SDP, and thus the
robust growth-optimal portfolios can be approximated efficiently even in the presence

of support information.

2.5.2 Moment Ambiguity

Assume that fi and £ are possibly inaccurate estimates of the true mean p and co-
variance matrix X of the asset returns, respectively. Assume further that g and X are

known to reside in a convex uncertainty set of the form
U ={(1,2)eR"xS": (u-)" £ (- ) <61,652 <2 =<6,38}, (2.32)

where 6§, = 0 reflects our confidence in the estimate fi, while the parameters 6, and
03,02 = 1= 03> 0, express our confidence in the estimate ¥. Guidelines for selecting

A

i, 32,6 1, 02 and 63 based on historical data are provided by Delage and Ye (2010). If

50



2.5. Extensions

the asset returns follow a weak sense white noise process with ambiguous means
and covariances described by the uncertainty set % and if the Assumptions (A1) and
(A2) are satisfied for all (p, Z) € %, then, by Theorem 2.2, the worst-case VaR of the

approximate portfolio growth rate y'.(w) is given by

2
1 1-€ -1
WVaRe (77 (w)) = min —(1-|1-wTp+\/— |Z?w|| -—w Zw
€ YT (H,Z)E% 2( ( I‘,’ €T || || €T

We will now demonstrate that the above minimization problem admits an analytical

solution.

Theorem 2.4. If (A1) and (A2) hold for all (p,X) € %, then WVaR. (7', (w)) is equal to

2
1 N B L S L T 62(T-1) -4
5 (1— 1- wTI.l+ 61 + TZ ||Zl/2w|| - 2TWTZW) .

Proof. Recall that under Assumptions (Al) and (A2) the worst-case VaR (2.19) is in-
creasing in the portfolio mean return wTu and decreasing in the portfolio standard
deviation | Z'/2w|. Thus, the worst case of (2.19) is achieved at the minimum portfo-
lio mean return

: Ty — TH $1/2
iy = W /B

and at the maximum portfolio standard deviation

max 22w = V6, [ £ w].
(mX)ewu

The claim now follows by substituting the above expressions into (2.19). 1§

We remark that maximizing WVaR, (?’T(w)) over w € # gives rise to a tractable SOCP,
and thus the robust growth-optimal portfolios can be computed efficiently even under
moment ambiguity. We further remark that the Assumptions (A1) and (A2) hold for all
(p, Z) € % if and only if

53£>0 and wT+/5, |2V %w| + |2V 2w < 1.

662 |
1-€e)T
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These semidefinite and second-order conic constraints can be verified efficiently.

2.6 Numerical Experiments

We now assess the robust growth-optimal portfolios in several synthetic and empirical
backtests. The emerging second-order cone and semidefinite programs are solved
with SDPT3 using the MATLAB interface Yalmip by Léfberg (2004). On a 3.4 GHz ma-
chine with 16.0 GB RAM, all portfolio optimization problems of this section are solved
in less than 0.40 seconds. Thus, the runtimes are negligible for practical purposes. All
experiments rely on one of the following time series with monthly resolution. The
10 Industry Portfolios (10Ind) and 12 Industry Portfolios (12Ind) datasets from the
Fama French online data library? comprise U.S. stock portfolios grouped by industries.
The Dow Jones Industrial Average (DJIA) dataset is obtained from Yahoo Finance®
and comprises the 30 constituents of the DJIA index as of August 2013. The iShares
Exchange-Traded Funds (iShares) dataset is also obtained from Yahoo Finance and
comprises the following nine funds: EWG (Germany), EWH (Hong Kong), EWI (Italy),
EWK (Belgium), EWL (Switzerland), EWN (Netherlands), EWP (Spain), EWQ (France)
and EWU (United Kingdom).

We will consistently use the shrinkage estimators proposed by DeMiguel et al. (2013)
to estimate the mean g and the covariance matrix X of a time series. The shrinkage
estimator of g (Z) constitutes a weighted average of the sample mean fi (sample
covariance matrix £) and the vector of ones scaled by # (the identity matrix scaled
by %ﬁ)). The underlying shrinkage intensities are obtained via the bootstrapping
procedure proposed by DeMiguel et al. (2013) using 500 bootstrap samples. Shrinkage
estimators have been promoted as a means to combat the impact of estimation errors
in portfolio selection. We emphasize that the moments estimated in this manner
satisfy the technical Assumptions (A1) and (A2) for all data sets considered in this

section.

We henceforth distinguish two different Kelly investors. Ambiguity-neutral investors

believe that the asset returns follow the unique multivariate lognormal distribution

2http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
3http://finance.yahoo.com
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P, consistent with the mean p and covariance matrix . Note that in this model the
asset prices follow a discrete-time geometric Brownian motion. We assume that the
ambiguity-neutral investors hold the classical growth-optimal portfolio wy,, which
is defined as the unique maximizer of Ep, (log(l +wT Ft)) overweW ={weR":w=
0, 1Tw = 1}. By using the second-order Taylor expansion of the logarithm around
1, we may approximate wy, with g, = argmaxyey wTp— 1w’ (X +ppT)w. This
approximation is highly accurate under a lognormal distribution if the rebalancing
intervals are of the order of a few months or shorter, see Kuhn and Luenberger (2010).
Ambiguity-averse investors hold the robust growth-optimal portfolio wyg,, which
is defined as the unique maximizer of WVaR, (7 (w)) over # for € = 5%. Unless
otherwise stated, the worst-case VaR is evaluated with respect to the weak sense
white noise ambiguity set &2 with known first and second-order moments but without

support information.

2.6.1 Synthetic Experiments

We first illustrate the relation between the parameters T and € of the robust-growth
optimal portfolio and the risk-aversion parameters po(T,¢) and (T, €) of the Markowitz
and fractional Kelly portfolios, respectively. Afterwards, we showcase the benefits of
accounting for horizon effects and distributional ambiguity when designing portfolio
strategies. In all synthetic experiments we set 7 = 10 and assume that the frue mean p
and covariance matrix X of the asset returns coincide with the respective estimates
obtained from the 120 samples of the 10Ind dataset between 01/2003 and 12/2012. In
this setting the growth-optimal portfolio wg, and its approximation iy, are virtually

indistinguishable. We may thus identify the growth-optimal portfolio with @y,.

In Section 2.4 we have seen that each robust growth-optimal portfolio tailored to an
investment horizon T and violation probability € is identical to a Markowitz port-
folio w, = argmax,yey wTp — ngZw for some risk aversion parameter p = (7, ¢€).
Table 2.1 shows p(T,¢) for different values of T and ¢, based on the means and co-
variances obtained from the 10Ind dataset. As expected from the discussion after
Theorem 2.2, p(T;¢) is decreasing in T and €. Note that o(T,€) exceeds the risk aver-
sion parameter of the classical growth-optimal portfolio (¢ = 1) uniformly for all

investment horizons up to 50 years and for all violation probabilities up to 25%. We
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Table 2.1: Markowitz risk-aversion parameter p(7,¢) implied by the robust growth-
optimal portfolio that is tailored to the investment horizon T (in months) and the
violation probability €. The reported values are specific to the 10Ind dataset.

1 5% 10% 15% 20% 25% €l 5%  10% 15% 20% 25%

24 46.87 28.80 21.66 17.64 14.97 336 2745 15.16 10.76 8.44 6.97
48 39.20 23.40 1735 13.99 11.79 360 2720 14.99 10.62 8.32 6.87
72 35.77 2098 1542 1236 10.38 384 26.98 14.83 10.50 8.22 6.78
96 33.71 19.54 14.26 11.39 9.53 408 26.78 14.69 1039 8.12 6.69
120 32.30 18.54 13.47 10.72  8.95 432 26.60 14.56 10.29 8.04 6.62
144 31.25 17.81 12.88 10.23 8.53 456 26.42 14.44 10.19 7.95 6.55
168 30.44 17.25 1243 9.85 8.19 480 26.27 1433 10.11 7.88 6.49
192 29.78 16.79 12.06 9.53 7.92 504 26.12 14.23 10.02 7.82 6.43
216 29.24 16.41 11.76 9.28 7.70 528 25.98 14.13 994 7.75 6.37
240 28.77 16.08 11.50 9.06 7.51 552 25.86 14.04 9.88 7.69 6.32
264 28.38 15.80 11.28 8.88 7.34 576 25.74 13.97 9.81 7.63 6.27
288 28.03 1556 11.09 871 7.21 600 25.62 13.88 9.75 7.58 6.22
312 2772 1535 1091 856 7.08

have also observed that all robust growth-optimal portfolios under consideration
are distributed over the leftmost decile of the efficient frontier in the mean-standard
deviation plane. Thus, even though they are significantly more conservative than
the classical growth-optimal portfolio, the robust growth-optimal portfolios display a

significant degree of heterogeneity across different values of 7" and ¢.

In Section 2.4 we have also seen that the robust growth-optimal portfolio tailored to
T and € can be interpreted as a fractional Kelly strategy wy, = argmaxyecy wTp—
ng (Z + ppT) w for some risk aversion parameter x = x(7,€). Table 2.2 shows k(T €)
for different values of T and € in the context of the 10Ind dataset. The fractional Kelly
and Markowitz risk-aversion parameters display qualitatively similar dependencies

on T and €.

Horizon Effects We assume that the asset returns follow the multivariate lognor-
mal distribution Py, implying that the beliefs of the ambiguity-neutral investors are
correct. In contrast, the ambiguity-averse investors have only limited distributional
information and are therefore at a disadvantage. Figure 2.1(a) displays the 5% VaR
of the portfolio growth rate over T' months for the classical and the robust growth-
optimal portfolios, where the VaR is computed on the basis of 50,000 independent

samples from P,. Recall that only the robust growth-optimal portfolios are tailored to
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Table 2.2: Fractional Kelly risk-aversion parameter x (7, €) implied by the robust growth-
optimal portfolio that is tailored to the investment horizon T (in months) and the
violation probability €. The reported values are specific to the 10Ind dataset.

€l 5%  10% 15% 20% 25% 1 5% 10% 15% 20% 25%

24 74.35 37.26 26.14 20.50 16.98 336 35.05 17.22 11.77 9.04 7.38
48 56.76 28.70 20.10 15.73 13.01 360 34.65 17.00 11.60 891 7.26
72 49.83 25.15 17.55 13.70 11.31 384 3429 16.80 11.46 8.79 7.16
96 4592 23.10 16.07 12.51 10.31 408 33.96 16.62 11.32 8.68 7.07
120 43.34 21.73 15.07 11.71 9.64 432 33.67 16.46 11.20 8.58 6.99
144 41.48 20.73 1435 11.13 9.14 456 33.39 16.30 11.09 8.49 691
168 40.06 19.97 13.78 10.68 8.76 480 33.14 16.16 10.98 8.41 6.84
192 3893 1935 13.34 10.32 8.45 504 3291 16.03 10.89 8.33 6.77
216 38.01 18.85 12.96 10.02 8.20 528 32.69 1591 10.80 826 6.71
240 3723 1842 1265 9.76 7.99 552 32.49 15.80 10.72 8.19 6.65
264 36.57 18.06 1239 9.55 7.80 576 32.30 15.70 10.64 8.13 6.60
288 36.00 17.75 12.15 936 7.64 600 32.13 15.60 10.56 8.07 6.55
312 35.49 17.47 1195 9.19 7.50

T. Thus, under the true distribution P}, the robust growth-optimal portfolios offer
superior performance guarantees (at the desired 95% confidence level) to the classical
growth-optimal portfolio across all investment horizons of less than 170 years. Note

that longer investment horizons are only of limited practical interest.

We also compare the realized Sharpe ratios of the classical and robust growth-optimal
portfolios along 50,000 sample paths of length T drawn from Py,. The Sharpe ratio
along a given path is defined as the ratio of the sample mean and the sample standard
deviation of the monthly portfolio returns on that path. It can be viewed as a signal-
to-noise ratio of the portfolio return process and therefore constitutes a popular
performance measure for investment strategies. The random ex post Sharpe ratios
display a high variability for small T but converge almost surely to the deterministic a

priori Sharpe ratios pT wygo/ / ergOZ Wrgo and pTwygo// ngOZ wg,, respectively, when

T tends to infinity. The boxplot in Figure 2.1(b) visualizes the distribution of

gﬁrgo - gﬁgo
|§Rrg0| + |§Rg0| ,

where ﬁ?rgo and §Pg0 denote the ex post Sharpe ratios of the robust and the classical
growth-optimal portfolios, respectively. We observe that the Sharpe ratio of the robust

growth-optimal portfolio exceeds that of the classical growth-optimal portfolio by
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14.24% on average.

As they are tailored to the investment horizon T, the robust growth-optimal portfolios
can offer higher performance guarantees and ex post Sharpe ratios than the classical
growth-optimal portfolios even though they are ignorant of the exact data-generating

distribution Py,.

Ambiguity Effects We now perform a stress test inspired by Bertsimas et al. (2010a),
where we contamine the lognormal distribution Pj,, with the worst-case distributions
for the classical and robust growth-optimal portfolios, respectively. More precisely,
by Corollary 2.3 we can construct two near-worst-case distributions Pg, and Pyg,

satisfying

Pgo-VaRsy, (¥ 7(wgo)) < WVaRsy (Y1 (wgo)) + 6,
Prgo-VaRso (Y7 (Wrgo)) < WVaRs5e, (¥ 1(wrgo)) +6,

where § is a small constant such as 107%. We can then construct a contaminated

distribution

P =vgoPgo + ¥rgoPrgo + (1 ~Ygo— U/rgo) Pin (2.33)

using the contamination weights ¥go, Yygo = 0 With ¥go + Ygo < 1. Note that P € &2
because Pgg, Prgo, P1n € &2, which implies that the ambiguity-averse investors hedge
against all distributions of the form (2.33). In contrast, the ambiguity-neutral investors
exclusively account for the distribution with ¢, = /g0 = 0. In order to assess the ben-
efits of an ambiguity-averse investment strategy, we evaluate the relative advantage of
the robust growth-optimal portfolios over their classical counterparts in terms of their

performance guarantees. Thus, we compute

P-VaRsy (77T(wrgo)) —[P-VaRsq (77T(wgo))
|P-VaRsg, (71 (wrgo)) | + |P-VaRse, (71 (wgo))|

for all distributions of the form (2.33), where each VaR is evaluated using 250,000
samples from P. The resulting percentage values are reported in Tables 2.3, 2.4, and

2.5 for investment horizons of 120 months, 360 months and 1,200 months, respectively.
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(a) 5% VaR of the monthly portfolio growth rates for the classical and robust
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Figure 2.1: Comparison of the classical and robust growth-optimal portfolios under
the lognormal distribution Py,.
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Table 2.3: Relative advantage (in %) of the robust growth-optimal portfolios in terms
0f 5% VaR (T = 120 months).

Yeo | 0.0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1.0
'Wrgo
0.0 63.87 62.41 65.83 63.28 65.61 6820 71.18 67.20 98.19 100.0 72.65
0.1 62.89 63.52 67.78 63.96 71.03 64.81 77.36 78.47 100.0 58.41
0.2 64.16 64.70 66.56 69.35 68.64 72.99 83.81 100.0 53.81
0.3 68.97 67.98 68.42 71.10 7459 90.50 100.0 52.44
0.4 64.84 66.94 69.93 76.00 88.32 100.0 50.13
0.5 68.43 7295 73.92 79.92 100.0 49.85
0.6 70.19 73.53 89.97 100.0 47.97
0.7 74.08 71.88 100.0 43.69
0.8 100.0 100.0 41.11
0.9 100.0 34.76
1.0 8.52

We observe that the robust growth-optimal portfolios outperform their classical coun-
terparts under all contaminated probability distributions of the form (2.33). Even for
Wgo = Wrgo = 0 the robust portfolios are at an advantage because they are tailored to the
investment horizon. As expected, their advantage increases with the contamination
level and is more pronounced for short investment horizons. Only for unrealistically
long horizons of more than 100 years and for low contamination levels the classical

growth-optimal portfolio becomes competitive.

2.6.2 Empirical Backtests

We now assess the performance of the robust growth-optimal portfolio without (RGOP)
and with (RGOP*) moment uncertainty on different empirical datasets. RGOP™* opti-
mizes the worst-case VaR over all means and covariance matrices in the uncertainty
set (2.32). We compare the robust growth-optimal portfolios against the equally
weighted portfolio (1/n), the classical growth-optimal portfolio (GOP), the fractional
Kelly strategy corresponding to the risk-aversion parameter x = 2 (1/2-Kelly), two
mean-variance efficient portfolios corresponding to the risk-aversion parameters
o =1and p =3 (MV) and Cover’s universal portfolio (UNIV). The equally weighted
portfolio contains all assets in equal proportions. This seemingly naive investment
strategy is immune to estimation errors and surprisingly difficult to outperform with

optimization-based portfolio strategies, see DeMiguel et al. (2009). In the presence
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Table 2.4: Relative advantage (in %) of the robust growth-optimal portfolios in terms
of 5% VaR (T = 360 months).

Veo | 00 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1.0
Wrgo
0.0 11.60 11.65 11.53 11.50 11.58 11.80 11.90 12.09 13.27 16.30 81.01
0.1 11.61 11.54 11.60 11.87 12.00 12.09 1241 1221 16.71 68.62
0.2 1142 11.61 11.49 11.46 12.12 12.08 12.05 1826 65.81
0.3 11.42 12.05 1220 1256 12.87 13.12 16.20 63.49
0.4 11.37 12.12 11.76 12.00 13.15 18.69 65.79
0.5 11.58 12.06 12.75 13.17 1596 61.86
0.6 12.07 11.90 12.61 17.24 60.05
0.7 12.19 13.62 16.27 59.91
0.8 12.78 16.01 58.52
0.9 15.40 48.91
1.0 14.75

of a risk-free instrument, the fractional Kelly strategy corresponding to x = 2 invests
approximately half of the capital in the classical growth-optimal portfolio and the
other half in cash. This so-called ‘half-Kelly strategy enjoys wide popularity among
investors wishing to trade off growth versus security, see e.g. MacLean et al. (2005).
The Markowitz portfolio corresponding to ¢ = 1 closely approximates the classical
growth-optimal portfolio, while the Markowitz portfolio corresponding to o = 3 pro-
vides a more conservative alternative. Moreover, the universal portfolio by Cover
(1991) learns adaptively the best fixed-mix strategy from the history of observed asset
returns. We compute the universal portfolio using a weighted average of 108 portfolios
chosen uniformly at random from # where the weights are proportional to their

empirical performance; see Blum and Kalai (1999).

To increase the practical relevance of our experiments, we evaluate all investment
strategies under proportional transaction costs of ¢ = 50 basis points per dollar traded.
Note that the RGOP, RGOP*, GOP, MV and 1/2-Kelly strategies all depend on estimates
fi and £ of the (unknown) true mean g and covariance matrix  of the asset returns,
respectively. The RGOP™ strategy further depends on estimates of the confidence
parameters 61, 62 and 03 characterizing the uncertainty set (2.32). All moments
and confidence parameters are re-estimated every 12 months using the most recent
120 observations. Accordingly, the portfolio weights of all fixed-mix strategies are

recalculated every 12 months based on the new estimates and (in the case of RGOP
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Table 2.5: Relative advantage (in %) of the robust growth-optimal portfolios in terms
of 5% VaR (T = 1,200 months).

Yeo | 0.0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1.0
'Wrgo
0.0 249 253 248 250 241 259 258 272 296 3.03 91.56
0.1 252 244 246 247 250 246 268 3.00 3.87 84.23
0.2 248 248 241 257 254 278 274 3.34 8283
0.3 251 254 267 271 266 284 3.74 8298
0.4 256 261 261 264 255 356 80.90
0.5 259 253 264 270 282 80.70
0.6 252 269 287 390 7864
0.7 246 261 448 79.01
0.8 293 326 75.02
0.9 3.48 69.17
1.0 23.57

and RGOP™) a shrunk investment horizon. Strictly speaking, the resulting investment
strategies are thus no longer of fixed-mix type. Instead, the portfolio weights are
periodically updated in a greedy fashion. We stress that our numerical results do
not change qualitatively if we use a shorter re-estimation interval of 6 months or a
longer interval of 24 months. For the sake of brevity, we only report the results for a

re-estimation window of 12 months.

We choose 67 and 6, such that the moment uncertainty set (2.32) constructed from the
estimates fi and £ contains the true mean p and covariance matrix = with confidence
95%. This is achieved via the bootstrapping procedure proposed by Delage and Ye
(2010), implemented with 500 iterations and two bootstrap datasets of size 120 per
iteration. The parameter 63 defines a lower bound on the covariance matrix that is
never binding; see also Remark 1 of Delage and Ye (2010). Thus, we can set 63 =0

without loss of generality.

We evaluate the performance of the different investment strategies on the 10Ind,
12Ind, iShares and DJIA datasets. We denote by w; and w; the portfolio weights
before and after rebalancing at the beginning of interval ¢, respectively. Thus, w;
represents the target portfolio prescribed by the underlying strategy. The following

performance measures are recorded for every strategy:
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The results of the empirical backtests are reported in Table 2.6. We observe that the
robust growth-optimal portfolios with and without moment uncertainty consistently
outperform the other strategies in terms of out-of-sample Sharpe ratios and thus gen-
erate the smoothest wealth dynamics. Moreover, the robust growth-optimal portfolios
achieve the lowest standard deviation and the lowest maximum drawdown (maximum
percentage loss over any subinterval of the backtest period) across all datasets. These
results suggest that the robust growth-optimal portfolios are only moderately risky.

The universal portfolio as well as the equally weighted portfolio achieve the lowest
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turnover rate, which determines the total amount of transaction costs incurred by an
investment strategy. This is not surprising as these two portfolios are independent
of the investors’ changing beliefs about the future asset returns. Nonetheless, the
robust growth-optimal portfolios achieve higher terminal wealth than the equally
weighted portfolio in the majority of backtests. Maybe surprisingly, despite its the-
oretical appeal, the classical growth-optimal portfolio is strictly dominated by most
other strategies. In fact, it is highly susceptible to error maximization phenomena as

it aggressively invests in assets whose estimated mean returns are high.

We also tested whether the Sharpe ratio of the RGOP* strategy statistically exceeds
those of the other strategies by using a significance test proposed in Jobson and Korkie
(1981) and Memmel (2003). The corresponding one-sided p-values are reported in
Table 2.6 (in parenthesis). Star symbols (*) identify p-values that are significant at the
5% level. We observe that the RGOP™ strategy achieves a significantly higher Sharpe

ratio than all other benchmarks in the majority of experiments.

2.6.3 Discussion of the Results

The classical growth-optimal portfolio maximizes the growth-rate of wealth that can
be guaranteed with certainty over an infinite planning horizon if the asset return dis-
tribution is precisely known. The robust growth-optimal portfolios introduced in this
chapter maximize the growth-rate of wealth that can be guaranteed with probability
1 —e€ over a finite investment horizon of T periods if the asset return distribution is am-
biguous. We show that any robust growth-optimal portfolio can be computed almost
as efficiently as a Markowitz portfolio by solving a convex optimization problem whose
size is constant in T. If the distributional uncertainty is captured by a weak-sense
white noise ambiguity set, then the robust growth-optimal portfolios can naturally
be identified with classical Markowitz portfolios or fractional Kelly strategies. How-
ever, in contrast to Markowitz and fractional Kelly investors, robust growth-optimal
investors are absolved from the burden of determining their risk-aversion parameter.
Instead, they only have to specify their investment horizon T and violation tolerance
€, both of which admit a simple physical interpretation. Simulated backtests indicate
that the robust growth-optimal portfolio tailored to a finite investment horizon T

can outperform the classical growth-optimal portfolio in terms of Sharpe ratio and
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Table 2.6: Out-of-sample performance of different investment strategies. The first
column specifies the dataset used in the respective experiment as well as the under-
lying backtest period (excluding the ten-year estimation window prior to the first
rebalancing interval). The best performance measures found in each experiment are
highlighted by gray shading.

Dataset | Portfolio Py Gp SR TR NR MDD
10Ind RGOP 0.0062 0.0360 0.1718 0.0437 2.3628 0.3555
(01/2000- RGOP™ 0.0064 0.0361 0.1775 0.0433 2.4465 0.3544
12/2012) 1/n 0.0050 0.0444 0.1130*(0.0311) 0.0325 1.8714 0.4818
GOP 0.0008 0.0583 0.0143*(0.0105) 0.0812 0.8681 0.6738
1/2-Kelly 0.0015 0.0502 0.0301*(0.0113) 0.0760 1.0352 0.6319
MV (p=1) 0.0009 0.0583 0.0150* (0.0107) 0.0805 0.8740 0.6731
MV (p =3) 0.0025 0.0442 0.0555* (0.0133) 0.0706 1.2550 0.5617
UNIV 0.0050 0.0441 0.1139* (0.0310) 0.0323 1.8763 0.4796
12Ind RGOP 0.0063 0.0359 0.1744 0.0445 2.3925 0.3605
(01/2000- RGOP* 0.0065 0.0361 0.1805 0.0444 2.4875 0.3606
12/2012) 1/n 0.0049 0.0449 0.1097* (0.0207) 0.0320 1.8374 0.4966
GOP 0.0013 0.0585 0.0225* (0.0134) 0.0763 0.9338 0.6457
1/2-Kelly 0.0018 0.0499 0.0368* (0.0134) 0.0763 1.0920 0.6146
MV (p=1) 0.0013 0.0584 0.0231* (0.0136) 0.0761 0.9395 0.6451
MV (p=3) 0.0026 0.0437 0.0596* (0.0135) 0.0712 1.2897 0.5489
UNIV 0.0049 0.0446 0.1103*(0.0206) 0.0318 1.8402 0.4951
iShares RGOP 0.0033 0.0573 0.0575 0.0388 1.1548 0.5867
(04/2006- RGOP™ 0.0033 0.0573 0.0576 0.0388 1.1555 0.5865
07/2013) 1/n 0.0029 0.0689 0.0425 (0.3086) 0.0321 1.0466 0.6045
GOP 0.0032 0.0628 0.0503 (0.3723) 0.0649 1.1042 0.6165
1/2-Kelly 0.0030 0.0592 0.0505 (0.2482) 0.0514 1.1114 0.6022
MV (p=1) 0.0032 0.0627 0.0505 (0.3753) 0.0646 1.1054 0.6154
MV (p=3) 0.0030 0.0582 0.0516 (0.1695) 0.0457 1.1195 0.5964
UNIV 0.0030 0.0687 0.0431 (0.3141) 0.0321 1.0509 0.6045
DJIA RGOP 0.0049 0.0381 0.1296 0.0668 1.9569 0.3966
(04/2000- RGOP™ 0.0057 0.0381 0.1498 0.0651 2.2118 0.4000
07/2013) 1/n 0.0066 0.0460 0.1424 (0.4230) 0.0527 2.4017 0.4824
GOP -0.0025 0.0801 -0.0313*(0.0107) 0.1034 0.3831 0.8389
1/2-Kelly —-0.0029 0.0685 —0.0430* (0.0055) 0.1002 0.4105 0.8269
MV (p=1) -0.0025 0.0805 -0.0308*(0.0109) 0.1024 0.3828 0.8398
MV (p=3) -0.0009 0.0563 -0.0160*(0.0068) 0.0931 0.6605 0.7325
UNIV 0.0066 0.0459 0.1434 (0.4333) 0.0527 2.4153 0.4804
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growth guarantees for all investment horizons up to ~ 170 years even if the classical
growth-optimal portfolio has access to the true data-generating distribution. The out-
performance becomes more dramatic if the out-of-sample distribution deviates from
the in-sample distribution used to compute the classical growth-optimal portfolio.
Empirical backtests suggest that robust growth-optimal portfolios compare favorably
against popular benchmark strategies such as the 1/n portfolio, various Markowitz
portfolios, the classical growth-optimal portfolio, the half-Kelly strategy and Cover’s
universal portfolio. The 1/n portfolio achieves a lower turnover rate but is dominated
by the robust growth-optimal portfolio in terms of the realized Sharpe ratio, realized
net return and several other indicators even in the presence of high proportional
transaction costs of 50 basis points. Our backtest experiments further showcase the

benefits of accounting for moment ambiguity.
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8] Chebyshev Inequalities for Products

of Random Variables

We derive sharp probability bounds on the tails of a product of symmetric non-
negative random variables using only information about their first two moments.
If the covariance matrix of the random variables is known exactly, these bounds can
be computed numerically using semidefinite programming. If only an upper bound
on the covariance matrix is available, the probability bounds on the right tails can be
evaluated analytically. The bounds under precise and imprecise covariance informa-
tion coincide for all left tails as well as for all right tails corresponding to quantiles that
are either sufficiently small or sufficiently large. We also prove that all left probability
bounds reduce to the trivial bound 1 if the number of random variables in the product
exceeds an explicit threshold. Thus, in the worst case, the weak-sense geometric
random walk defined through the running product of the random variables is ab-
sorbed at 0 with certainty as soon as time exceeds the given threshold. The techniques
devised for constructing Chebyshev bounds for products can also be used to derive

Chebyshev bounds for sums, maxima and minima of non-negative random variables.

3.1 Introduction

The classical one-sided Chebyshev inequality (Bienaymeé 1853; Chebyshev 1867) for

arandom variable ¢ with mean p and variance o2 can be represented as

o? .
o Trza

1 ify < p.

PE=y) s{ (3.1)
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This inequality is sharp. Indeed, for y # pitis binding under the two-point distribution

o? r=p)?
-2 Or + g ?

p=02/(y—p) ify>p,

p* — (3.2)

N, 5 JLE S ify <
(=727 T a2 Ou+oi(u-y) Y <H.
In the degenerate case y = , the inequality (3.1) is still sharp because the distributions

1 K2

=Tt

— 0 /
1+x2 y+o/x

have mean p and variance o? for every x > 0, while limyo, P« (f > v) = 1. Note,
however, that no single distribution with mean p = y and variance o2 > 0 can satisfy
PE=y) =1.

If we have the extra information that the random variable ¢ is non-negative (and
without much loss of generality that p > 0), then one can strengthen the Chebyshev
inequality (3.1) to

2 .
) 02+g’—u)2 ify>p+o?/pu,
P =y) < % ifusy<u+o?iu, 3.3)
1 ify<p,

see, e.g., Godwin (1955); Shohat and Tamarkin (1943). The extremal distributions (3.2)
are supported on the non-negative real line if either y = p+02/u > p or if y < p.
Thus, they certify the sharpness of (3.3) in the respective parameter domains. For
[ <7y < u+0?/uthe Chebyshev inequality (3.3) for non-negative random variables
reduces in fact to the classical Markov inequality P(¢ = y) < u/y. In this Markov regime,

the Chebyshev inequality (3.3) remains sharp because the distributions

2 _ _ ) — 2 2 _ _
U__.U(K N)_ﬂ(Y 1) 6+“(K 1) 06 +0 iy —

Pr= |1+ 0 y
Ky vyk-v) x(K-7) YK —=7v) K(K—7)

Ox

have mean p and variance o for every x > p + 02/, while limy o, Py E=y) =puly.
From the textbook proof of Markov’s inequality it follows that P* = [1—pu/y]8o+[u/y10y
is the only distribution on the non-negative reals that has mean p and satisfies P* (¢ >

y) = u/y. However, the additional requirement that the variance of ¢ under P* must
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equal o2 implies y = u+ o2/ . Thus, for u <y < u+ 02/ u there cannot exist any single

distribution with P(£ = y) = u/y.

In the rest of the chapter we consider a sequence of T random variables ELEs L Er
and assume that the first two moments of these random variables are known and
permutation symmetric. Specifically, assume that all random variables share the same
mean p and variance o2, respectively, while all pairs of mutually distinct random
variables share the same correlation coefficient p. Thus, the mean vector and the

covariance matrix ofé~ =(&,,....,&)T are given by

FIJ/- '0'2 po'z .o po'zq
g o -+ po?

u= ,u eRT and X= p. o p. es’, (3.4)
1 lpa? po? - o]

respectively. Throughout the chapter we assume that o > 0 and —ﬁ < p < 1. These
conditions are necessary and sufficient for the covariance matrix X to be strictly
positive definite. Note that & constitutes a weak-sense stationary stochastic process in
the sense of Lindgren (2012).

An elementary calculation reveals that the sum Zthl &; has mean value Ty and vari-
ance To%(1+(T-1) p). The classical Chebyshev inequality (3.1) applied to Zthl f ¢
thus implies

Ta?(1+(T—-1)p) 5
_ ify=Tu,
PLL &z <] TP0rDoso-Tar V= H 3.5)

ify<Tp.

This inequality is still sharp due to a projection property of distribution families
with compatible first and second moments. Indeed, for any distribution P; of a ran-
dom variable f with mean value Tu and variance To?(1+(T-1) p) there exists a
distribution P of the random vector & with mean vector g and covariance matrix
2 such that P; coincides with the marginal distribution of Zthl &, under P, that is,
[P((Z € B) = [P’(ZtT:1 &, € B) for every Borel set B € R (Yu et al. 2009). The extremal
distributions (3.2) certifying the sharpness of (3.1) can therefore be used to construct

multivariate extremal distributions of & certifying the sharpness of (3.5). This result
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may be unexpected. Indeed, if &,...,Er are independent and identically distributed,
then, by the central limit theorem, their sum is approximately normally distributed
with mean Tu and variance To?. In contrast, if «f Lyeee é: r are only known to be un-
correlated with a common mean and variance (but not necessarily independent and
identically distributed), then, by the projection theorem, their sum may follow any

distribution with mean T and variance To?.

Assume now that E ¢ is non-negative for every ¢ = 1,..., T (and without much loss
of generality that u > 0). As we will prove in Proposition 3.1 below, a distribution P
supported on IRI with mean vector g and covariance matrix X as given in (3.4) exists
iff u? + po? = 0. We will assume that this condition holds throughout the rest of the
chapter. In this setting, the generalized Chebyshev inequality (3.3) applied to the

non-negative random variable Zthl ¢y implies

To?(1+(T-1)p) . P
) T2+ (T-Dp)+(—T)7 ify=Tu+0°1+(T-1)p)/py,
P, &zp < % fTpu<y<Tu+o?(+(T-1p)ly, (3.6
1 ify<Tp.

Even though the multivariate extension (3.6) of the univariate Chebyshev inequal-
ity (3.3) can still be shown to be sharp, we are not aware of an elementary proof;

see Theorem 3.9 below.

In this chapter we aim to derive Chebyshev inequalities for products of non-negative
random variables. Specifically, we will derive sharp upper bounds on the left and
right tail probabilities I]J’(]'[tT:1 & <7y and [F"(]'[L‘T:1 & = 7), respectively. Products of
random variables frequently arise in physics, statistics, finance, number theory and
many other branches of science (Galambos and Simonelli 2004). Indeed, they are
at the heart of stochastic models of many complex phenomena. When rocks are
crushed, for example, the size of a fragment is multiplied by a random factor (that
is smaller than 1) in every single breakup event (Frisch and Sornette 1997). Similar
multiplicative phenomena explain the distribution of body weights, stock prices, the

sizes of biological populations, income, rainfall etc. (Aitchison and Brown 1957).

Note that the stochastic process & = {7i7}7en defined through 71 = ]'[[T:1 &, can be

interpreted as a geometric random walk driven by the weak-sense stationary process
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E={& e Chebyshev inequalities for the products of the &, thus provide tight bounds
on the quantiles of a geometric random walk when there is limited distributional in-
formation. Consequently, they are potentially relevant for the many applications in
economics and operations research, where geometric Brownian motions are tradi-
tionally used to model the prices of assets (Karatzas and Shreve 1991). An improved
understanding of weak-sense geometric random walks may also stimulate new re-
search directions in distributionally robust optimziation (Delage and Ye 2010; Goh
and Sim 2010; Wiesemann et al. 2014) and optimal uncertainty quantification (Hana-
susanto et al. 2015c; Owhadi et al. 2013).

Remark 3.1 (Chebyshev in Log-Space). It seems natural to reduce Chebyshev inequali-
ties for products of non-negative random variables to Chebyshev inequalities for their
logarithms. Assume thus that the first two moments of the logarithmic random vari-
ablesi); =log(&y), 1,..., T, are known and permutation symmetric. Specifically, denote
by wy, af] and p, the mean, variance and correlation coefficient in log-space. Then, the

Chebyshev inequality (3.5) for sums implies

Tos(1+(T-1)py) if logy = Tu

P(T-, & 2 =P, 7 2logy) <4 Tonl+(T=Dpy)+(ogy=Thy” " -
1 if logy < Tuy,.

(3.7)

Note that (3.7) is sharp because (3.5) is sharp. However, there is no one-to-one corre-
spondence between the moments of the original and the logarithmic random variables.
Even worse, it is possible that u is finite while p, = —oco (e.g., if §; = 0 with positive
probability), or that p, is finite while y = +oo (e.g., ifé; follows a Pareto distribution
with unit shape parameter). In this work we focus on the case where the &, have known
finite first and second moments, and we explicitly allow the event & ; = 0 to have positive
probability. This assumption can be crucial for truthfully capturing the bankruptcy

risks in financial applications, for instance.

The starting point of this chapter is the intriguing observation that modern opti-
mization theory provides powerful tools for constructing and analyzing probabil-
ity inequalities (Bertsimas and Popescu 2005). Assume for instance that we aim to

find a sharp probability inequality for a target event characterized through finitely
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many polynomial inequalities on a random vector &. Assume further that the desired
inequality should hold for all distributions of & satisfying finitely many polynomial
support and moment constraints. In the special case of the Chebyshev inequality (3.1),
the target event corresponds to the set {¢ € R: ¢ =y}, while the relevant distribution
family corresponds to the class of all distributions on R with mean u and variance o?.
Constructing the desired probability inequality is thus tantamount to maximizing the
probability of the target event over the given distribution family. This leads to a gener-
alized moment problem over probability measures. Under a mild regularity condition,
this moment problem admits a strong dual linear program subject to polynomially
parameterized semi-infinite constraints; see e.g. Isii (1960, 1962); Karlin and Studden
(1966). A key insight of Bertsimas and Popescu (2005) is that this dual problem can
be approximated systematically by tractable semidefinite programs. The resulting
approximations are safe (i.e., they are guaranteed to provide upper bounds on the
probability of the semialgebraic event). Moreover, these approximations are always

tight in the univariate case but generically loose in the multivariate setting.

Stronger statements are available for probability inequalities that rely exclusively on
first- and second-order moments. Specifically, if the support of the random vector Eis
unrestricted, the best upper bound on the probability of a convex target event is given
by 1/(1+d?), where d represents the distance of the target event from the mean vector
of f under the Mahalanobis norm induced by the covariance matrix of f (Marshall and
Olkin 1960). More generally, if the target event constitutes a union of finitely many
convex sets, over each of which convex quadratic optimization problems can be solved
in polynomial time, then the best Chebyshev bound can be computed by an efficient
algorithm reminiscent of the ellipsoid method of convex optimization (Bertsimas and
Popescu 2005). Recently it has been observed that if the target event is defined by
quadratic inequalities, the best Chebyshev bound coincides exactly with the optimal
value of a single tractable semidefinite program (Vandenberghe et al. 2007). In spite of
these encouraging results, the computation of Chebyshev bounds becomes hard in
the presence of support constraints. Specifically, if & is supported on the non-negative
orthant, it is already NP-hard to find sharp Chebyshev bounds for convex polyhedral

target events (Bertsimas and Popescu 2005).

For a random vector & with zero mean and unrestricted support, the above methods
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have been used to derive a sharp Chebyshev bound on P(IT7_, &, = 1, , > 0 V1), which
is expressed in terms of the solution of a tractable convex program (Marshall and
Olkin 1960). As the «f ¢ are allowed to adopt negative values, however, we believe that
the practical relevance of this bound is limited. In this chapter we aim to derive
sharp Chebyshev bounds on HJ’(l'[tT:1 & = Y) and I]J’(l'[tT:1 & < Y) under the explicit
assumption that & is supported on the non-negative orthant. Note that the second
target event {& € R : Hlef + < v} is neither convex nor representable as a finite
union of convex sets, nor representable through finitely many quadratic constraints
in &. Thus, none of the existing techniques could be used to bound its probability
even if there were no support constraints. As support constraints generically lead to
intractability (Bertsimas and Popescu 2005), we focus here on the special case where

the first- and second-order moments are permutation-symmetric.

The main results of this chapter can be summarized as follows.

(i) If the distribution P of the non-negative random variables has mean p and
covariance matrix X as given in (3.4), then the sharp upper Chebyshev bounds
on IF’(]'[IT:1 = y) and [IJ’(]'[tT:1 &< Y) can both be expressed as the optimal values
of explicit semidefinite programs, which are amenable to efficient numerical

solution via interior point algorithms.

(ii) If the distribution P of the non-negative random variables has mean g and a
covariance matrix bounded above by X in a positive semidefinite sense, then

we obtain an explicit analytical formula for the sharp upper Chebyshev bound
onP(1_, & =y).

(iii) The Chebyshev bound in (ii) coincides with the corresponding bound in (i)
for all values of y that are either sufficiently small or sufficiently large. For
intermediate values of y the numerical bound in (i) may be strictly smaller than

the analytical bound in (ii).

(iv) If the distribution P of the non-negative random variables has mean g and a
covariance matrix bounded above by X in a positive semidefinite sense, then
the sharp upper Chebyshev bound on IF’(]—[;FZ1 &; <) coincides with the corre-
sponding numerical bound in (i). Thus, there is a distribution that makes this

bound sharp and has covariance matrix X.
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(v) The Chebyshev bound in (iv) reduces to the trivial bound 1 for every y > 0 if
T exceeds an explicit threshold Ty. Thus, in the worst case, the weak-sense
geometric random walk 7T = {7i7} ren defined through 77 = Hthl «f ¢ is absorbed

at 0 with certaintyif T = Ty.

(vi) The techniques devised for constructing Chebyshev bounds for products of
random variables can also be used to derive Chebyshev bounds on sums, max-
ima and minima (and possibly other permutation-symmetric functionals) of

non-negative random variables.

The rest of the chapter is structured as follows. In Section 3.2 we formalize the connec-
tion between probability inequalities and convex optimization. Left- and right-sided
Chebyshev inequalities for products of random variables are then derived in Sec-
tions 3.3 and 3.4, respectively, while generalized Chebyshev inequalities that account
for imprecise knowledge of the covariances are discussed in Section 3.5. Chebyshev
inequalities for other permutation-symmetric functionals of the random variables are

presented in Section 3.6, and examples are given in Section 3.7.

Notation. The symbol [ stands for the identity matrix, 1 for the vector of all ones,
and e; for the i-th standard basis vector. Their dimensions will always be clear from
the context. The space of symmetric T x T matrices is denoted by S7, and its subset
of all positive semidefinite matrices is denoted by Sz. For A, B € ST, the statements
A > B and B < A both mean that A— B € ST. The indicator function 1¢ of a logical
statement & is defined through 1¢ = 1 if & holds true; = 0 otherwise. Random variables
are denoted by tilde signs, while their realizations are denoted by the same symbols
without tildes. The Dirac distribution concentrating unit mass at ¢ is denoted by
d¢. For any closed set ¥ < RT, we let /. (%) be the cone of all non-negative Borel

measures supported on ..

3.2 Optimization Perspective on Chebyshev Inequalities

To analyze probability bounds using tools from optimization, we first introduce an

ambiguity set &2, that is, a family of distributions for which the desired probability
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bound should hold. In this chapter we mainly focus on the ambiguity set of all
distributions supported on R’ that share the permutation-symmetric mean and

covariance matrix defined in (3.4), that is, we set
p={Pedt.®R]): P(E=0)=1,Ep(§) = pp, Ep (EET) =Z+ ppT }. 3.8)

We highlight that 22 is characterized by only four parameters: T, i, o, p. Without much
loss of generality, we assume henceforth that x>0, 0 >0 and —ﬁ < p < 1. The last
two conditions are equivalent to X > 0. To rule out trivial special cases, we further
restrict attention to T = 2. However, all of these conditions do not yet guarantee that
22 is non-empty. Proposition 3.1 below provides a necessary and sufficient condition

for the non-emptiness of 2.

Proposition 3.1 (Non-emptiness of 2). The ambiguity set 2 is non-empty iff u> +

po? =0.

Proof. If 22 is non-empty, then any P € &2 satisfies

ur+0o2=0

Os[Ep(ffT):Z+ppT<:>{ = u?+po? =0,

,u2 + ,002 =0
where the equivalences follow from the definition of £ and the assumption that p < 1.

Assume now that p? + po? = 0. We show that 2 contains a discrete distribution P

satisfying
P(E=y1+(x—y)e,-):% i=1,...,T, and P(é=z1)=1-p (3.9)

forx=y=0,z=0and p € [0,1]. For this distribution to be contained in £2, it must

also satisfy the following moment conditions:

(i) Epld] = p = La+@-vp+a-pz=p

(i) EplEET =+ pp’ ?(x2+(T—1)y2)+(1—p)zz:u2+02,

?(2xy+ (T—=2)y2) + (1 - p)2° = 12 + po?.
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To construct P, it is notationally convenient to perform the change of variables m; —
1(x+ (T -1)y) and my — +(x*+ (T —1)y*). For a given (m1, my), we can then recover

(x,y) via

x=m (T Dmy-m?) and y=my—\/imz—md)/(T-1).

Note that the correspondence between (x, y) and (m;, my) is one-to-one and onto
over {(x,y) € IR?F :x=y}and {(my,my) € Ri : m% <mp < Tmf}. Now, for P to be in 22,

we require that

(i) Eplél=p = pm+0-pz=y;

(i) EpléET =2 +ppu’ < pmo+(1-p)z?=p?+0?

P (Tmi = my) + (1= p)2* = i + por®.
In the remainder of the proof, we thus need to show that there exist m,my,z = 0,

m% <mp< Tmf, and p € [0, 1] satisfying (i’) and (ii’). To this end, consider the choice

. sz pT )
mln{ Tu2+(1+(T—l)p)0'2’ 1+(T—1)p} lfp > O,
b ifo=0

p=% Ti2+o? p=0 (3.10)
;f; ifp<o0,

which satisfies p € [0, 1] by construction, as well as

_ (I-p)(A+(T-1)p) _ 2, (-p)(T-Do? _ _ [p(A+(T-1)p)
ml—u+0\/T,mg—ml+T,Z—u—0 W

Note that the terms inside the square roots are non-negative since p > —1/(7 —1).

Step 1: We show that m;,my,z = 0. The non-negativity of m; and m, holds by

construction. To check that z = 0, we distinguish the cases p >0, p =0 and p < 0.
Tu?
T2+0+(T-1Dp)a?"
expression for z is increasing in p, we thus conclude that z = 0. The case where p =0

Tu? Tu?
TE?+0? ~ T2+(1+(T-1)p)a?

For p > 0, we obtain z = 0 for p =

Since the square root term in the

is analogous since for p = 0. For p <0, on the other hand,
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we obtain z = u—o/=p for our choice of p. The resulting z is thus non-negative due

to the assumption that u? + pa? = 0.

Step 2: To check that m% <mp < Tm%, we first use the definition of my and the
assumption that p < 1 to verify that m? < my. The other inequality holds if and only if
1 —

my<Tmé: < Py < m
pT (3.11)

— y\/pT+(\/(1+(T—1)p)(l—p)— \/l—p)azo,

where the first and second equivalence follow from the definitions of my and m;,,
respectively. We now show that the last inequality holds by distinguishing the cases
p>0,p=0and p<0.

For p > 0, we observe that the expression /(1+(T—1)p)(1-p) —/1—p in (3.11)

evaluates to 0 for p = and that it is decreasing in p. Since u\/pT = 0 by

Tp

1+(T-1)p
construction, we thus conclude that the last inequality in (3.11) holds, and hence
ms < Tmf when p = 0. In combination with (3.10) and (3.11), the above inequality

ensures that mp < Tm?.

For p =0, equation (3.11) simplifies to

uvpT+H/1-p-1)oc=20 <=

wWT _1-Vi-p uﬁz\/ﬁ
g

o VP

where the two implications follow from algebraic manipulations and the fact that

1—\/1—p

VP = for p € [0, 1], respectively. One readily verifies that the last inequality is
T
satisfied by P= T

For p <0, substituting p in (3.11) with its definition from (3.10) yields

,u\/pT+(\/(1+(T—l)p)(1—p)—\/l—p)a— ”1_‘0 (1+(T_;)p— l—p)a
_Tp0+(1+(T—1)p_ 1_p)0
1-p 1-p
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where the equalities follow from direct calculations and the inequality holds since

p? + po? = 0. We thus conclude that m, < Tm? whenever p < 0 as postulated.

Step 3: We show that our choice of m;, m, and z meets the requirements (i’) and
(ii"), regardless of the value of p. First, a direct calculation shows that requirement (i’)
follows from the definitions of m; and z. Next, the first requirement in (ii’) follows

from

pma+(1—p)z°=pmy+1—-p)z°—(pm+ (1 - p)z)2 +u?

= p(my —m?) + (pm? + (1 - p)2%) - (pmy + (A - p)2)° + 12
= plmy—mi) + p(1 = p)(my - 2)° + °
=+1-p)(T-10*+ (1 +(T-1)p)o? + u?

=0+’

where the first equality holds since the requirement (i’) is met, and the fourth equality

follows from the definitions of m;, m, and z.

Finally, to prove the second requirement in (ii’), we first observe that

P pT
pmz = ——(Tmj —my) = ——(my = my) = (1= p)o*,
where the second equality follows from the definition of m,. Note that the term on
the left (right) side of this equality constitutes the difference between the left (right)
sides of the requirements in (ii’). The second requirement in (ii’) and the claim thus
follow. N

In order to establish Chebyshev bounds for products of random variables, we will
formulate generalized moment problems that optimize over the probability measures
in the ambiguity set 2. We can then leverage powerful duality results from convex op-
timization to reformulate these moment problems as explicit semidefinite programs
that are amenable to efficient solution via interior point methods. The weak duality
principle, which holds true for every optimization problem, states that the optimal
value of a (primal) minimization problem is bounded from below by the optimal value

of its associated dual (maximization) problem. To establish tight probability bounds,
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we need to invoke the strong duality principle, which states that under certain condi-
tions the optimal values of the primal and dual optimization problems coincide. In

our setting, strong duality holds whenever u? + po? > 0.

Theorem 3.1 (Slater Condition). Ifu?+pa? >0, then the moment vector (1, j, =+ p ™)

is contained in the interior of the moment cone £ defined through
w={([ pao. [ erao, [ sean)eeacnl.
RT RT RI

Proof. We first show that &2 contains a distribution of the form (3.9) where the in-
equalities x = y =0, z = 0and p € [0, 1] hold strictly, aswell as x+ (T —1)y > Tz (Step 1).
This distribution allows us to show that (1, g, Z + ppuT) is in the relative interior of
K =X Nn({1} x IR{I x SI) (Step 2), from which the result follows directly by re-scaling
the measures in %7 (Step 3).

Step 1: We distinguish the cases p <0 and p = 0. For p <0, one readily verifies that
the choice of p, x, y and z in the proof of Proposition 3.1 satisfies x > y > 0, z > 0,
pe€(0,1) and x+ (T — 1)y > Tz by construction. Moreover, these inequalities are also
satisfied strictly for p = 0 if we replace p in (3.10) with any value from the open interval
0, p).

Step2: To prove that (1, g, Z+ppuT) e relint.£7, we show that all perturbed ambiguity

sets
P, 0 ={Pe s, R]) : P(£>0)=1,Ep (&) = p°, Ep (§€7) = Q°}

with pu¢ € B.(u) and QF € B, (X + puT) are non-empty for sufficiently small €, where
%.(x) denotes the e-ball around x in the respective space. Note that the covariance
matrix of any distribution in 22 (u¢, Q°) is positive definite for small € since Z > 0 and
the eigenvalues are continuous functions of the second-order moment matrix. In the

following, we construct a discrete distribution P¢ € 22(u¢, Q) with

[Fbe(f:(fe'i):? i=1,...,T and P°(E=¢""1)=1-p, (3.12)
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where p is the constant chosen in Step 1. The moment conditions for ¢ then simplify

to:
~ p T
M Eselfl=p® = )& (-t = e Vi=1,...,T;
i=1
5 p L T+1
(i) Epc[€ET]=Q° = ;Z(“)Hl p (&8 ) =Qf, Vi=1,...,T,
p T
?Z “lp(1-pEetHe™-qf viss<t<T.

These moment conditions represent a system of nonlinear equations
F(ﬂ Qé" {fe l}T+1

in the moments u¢ and QF as well as the atoms &%, i = 1,..., T + 1, of the distri-
bution P¢. From Step 1 we know that F(u,Z + puT; {EI}T“) =0for& =yl+(x—
ye;,i=1,..,T, T, ET+1 = z1 and for some X, ¥,z € Ry satisfying x > y >0, z > 0 and
x+ (T -1)y > Tz. Moreover, the implicit function theorem proves the existence of
continuously differentiable functions g’ : RY x ST — R”, i = 1,...,T + 1, such that
F(p,0%{g" (uf,Q4} 1) = 0 for all p¢ € %B.(p) and QF € B,(= + ppT), provided that
€ is sufficiently small, F is continuously differentiable, and the Jacobian of F with
respect to {6 " has full row rank at (p¢, Q¢, (&5} 1) = (u, Z+ ppT,{&"} 1. Thus, the
functions g’ allow us to construct distributions of the form (3.12) that satisfy the
moment conditions of the perturbed ambiguity sets 22(u¢, QF) for all u¢ € %.(u)
and QF € B.(Z + ppuT). Since each gi is continuous, we have gi(p"’,ﬂe) > 0 for all
ut € B (n) and Q° € B.(Z + uuT) when € is sufficiently small, that is, the support of

P€ is contained in R, and thus P is indeed contained in 2 (u¢, Q°).

The moment function F is continuously differentiable by construction. To apply the
implicit function theorem, we therefore only need to show that the Jacobian J of F with
respect to &1, ..., && T has full row rank at (u¢, Q¢, (&€ l}T“) = (1, X+ puT, & }T+1

For ease of exposition, we divide the first 72 and the last T columns of J by £ Fand1-p,

respectively, and we divide the rows corresponding to the first requirement in (ii) by 2.
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We then obtain

[ l [ l

J=| yl+(x—yeie] | yl+(x—yese; | -+ | yI+(x—yerel | 2l |,

Cl C2 . CT CT+1
where fori = 1,..., T, the matrix C' € R@)*T satisfies

x if (s, 0) €4{(i, ), (j, D}
=y ifs0el(n T#iuiE T Al

0 otherwise.

Here, the indices s and ¢, 1 < s < t < T, encode the row and the index j refers to
the column of C, respectively. The matrix C**! is defined analogously with x and y

replaced by z.

Consider the linear combination (mT, vT,cT)]J of all rows of J with the coefficients
m; (t =1,...,T) for the first block of T rows, v; (t = 1,...,T) for the second block
of T rows, and c;; for the third block of (g) rows. For notational convenience, we
define cs; = ¢4 for s > t. To prove that J has full row rank, we need to show that
(mT,vT7,cT)]J evaluates to 0T only if m, v and ¢ vanish. To this end, consider the first
and the (T + 1)th element (i.e., the first elements of the first two column blocks) of the
equation (mT,vT,cT)J =0T, which are equivalent to
T T
mi+xvi+y) c;=0 and my+yvi+xcia+y). c1;=0.
=2 t=3

Subtracting the two equations implies that (x — y) (v, — ¢12) = 0, which in turn yields
v1 = c12 since x # y. Generalizing this observation to the fth columns in each pair of
column blocks s and #, we find that all v; and c¢s; must be equal to a single variable v.
Next, consider the (T2 + 1)th and (T2 + 2)th columns (i.e., the first two elements of the

last column block) of the equation (mT, vT,cT)J = 0T, which are equivalent to
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T T
m1+zv1+chlt:0 and mp+zvo+2z 021+262t =0.
=2 =3
However, since v; = ¢s; = v for all s and ¢, we conclude that m; = m,. Again, generaliz-
ing this observation to each pair of columns in the last column block, we can identify
all m; by a single number m. Replacing v, and cs; by v and m; by m, the previous two

equations simplify to
m+(x+(T-1)y)v=0 and m+ Tzv =0,

and we conclude that m = v = 0 since we established earlier that x+ (T - 1)y # Tz.

Hence, the Jacobian J indeed has full row rank, which concludes Step 2.

Step 3: We have shown in Step 2 that 22(u¢, Q°¢) # ¢ for all u¢ € %B.(u) and Q° €
PBe(Z+ppT), which implies that (1, u, Z+ppuT) e relint ). Since {A.£7 : Le R} € A,
we have A2 (u¢,Q°) < & for all 1 = 0. As the moments are linear in the measure, we

thus conclude that (1, g, X + puT) € int £ as desired. B

Theorem 3.1 will allow us to use the strong duality theorem of Shapiro (2001, Proposi-
tion 3.4), which states that a linear optimization problem over the distributions in &2
has the same optimal value as its associated dual problem. In the remainder of the
chapter, we will make extensive use of this insight, and we therefore assume from now

on that u? + po? > 0.

3.3 Left-Sided Chebyshev Bounds

In this section we study left-sided Chebyshev bounds of the form

T ~
L()/):sup[ll’(ngftsy),

Peo? =1

where the ambiguity set &2 is defined in (3.8). We begin with the main result of this

section.
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Theorem 3.2 (Left-Sided Chebyshev Bound). Lety > 0. Forall T = 3, the left-sided
Chebyshev bound L(y) coincides with the optimal objective value of the semidefinite

program

inf @+ TuB+ T +0%)y:+T[Tu?+0*+(T-1)po?]y,
S.t. a,ﬁ,)q,yz eR, Al,Ag,ﬂg >0, p€R2T+1, P€§Z+l, qERZT_l, Q€§Z

az=1l, y1+72=0, y1+Ty2=0
y2+y—]}+a2 “(ﬁ—AI,Y2+Y—]}—C¥)')2

Yo+yi+a-1=|(B-Azy2+y1—a+1)|,
Y1

?"'/13—(14'1)”2

Po=(T—Dy1yTT +(T =122y T1, pr+qo=(T—1)pyTT

1 (3.13)
’}/2+?+/l3+05—1 = H(ﬂ—),gTYUT,Y2+

1
p2rqi=a-1, pr+qro=2(T-1Dy2y™1, pra+qr=p
p2r=Y1+Y2, Pr+qr-1=0 Ve=3,...,.T-1,T+2,...,2T -1

pt:Zi+j:tPi,j VIZO,...,ZT, CIt:ZHj:rQi,j VtZO,...,ZT—Z,

where we use the convention that the entries of p, P, q and Q are numbered starting
fromO0. For T =2, L(y) is given by a variant of (3.13) where the constraints po+q, = a—1
and pr+qr-1=2(T - l)yzyﬁ are combinedtop,+q1 =a—-1+2(T - l)ygyﬁ.

Proof. We first reformulate the maximum probability of the left tail of the prod-

uct Hthl &, falling below y as the generalized moment problem

s.t. Pe .%+(Rz)

fue{ Pg)=1 (3.14)
[ ¢Pao=n
RY
fRT EETPAE)=Z+pupu.
This moment problem admits a strong conic dual in the Lagrange multipliers « €

R, Be R and T e ST corresponding to the normalization, mean and covariance

constraints in (3.14), respectively, see Theorem 3.1 and Shapiro (2001, Proposition 3.4).
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Recalling that g = u1 and X = (1 - p)o?l+ po?117, the dual problem can be expressed

as

L(y) = inf @+ plTB+((1-p)o?l+ (i + po?) 117,T)
s.t. aeR, peR’, TeS’
a+ETpHETEZ0 VE20
a+ETP+ETE=T VE=0: []L & <y.

(3.15)

By Lemma 3.1 below, the symmetry of problem (3.15) implies that we may restrict
attention to permutation-symmetric solutions of the form (a, ,T) with § = f1 and

I'=y,014+ 7,117 for some f,y;,Yy2 € R. Thus, problem (3.15) simplifies to

L(y) = inf a+ Tuf+TW?+0?)y1+T|[Tu?+0*+(T-1pc?]y,
S.t. a,ﬁ,yl,yzeR

5 ) (3.16)
a+BlEl +y1lélls +y2l€I1T=0 VE=0
a+PlEl +71lIE3+y2lEl2 =1 VE=0: T[] & <7.
Lemma 3.2 then implies that (3.16) can be reduced to
L(y)= inf a+Tuf+TW?+0?)y1+T[Tu?+0*+(T-1)pac?]y.
s.t. a,B,71,72€R

. 2, V1 2
?zlga+ﬁs+ygs +?s =0 (3.17)

inf a+Ps+yrsi+y1st=1
§=

inf a+Bs+7y25°+y15° fr (0, lT) >1.
$=0 N

By assigning a Lagrange multiplier 1; = 0 to the constraint s = 0 and using the .-
lemma (P6lik and Terlaky 2007), the first constraint in (3.17) can be reformulated as

the linear matrix inequality

a=0

i B-h

YetF

p-M
2

ja!
z0 = 4§ 72+7 20

(Yo+Ha =1 (B— A1)

a=0
— A Y1+Tj/220

yo+Braz|(B-Arz+ F-a)l,,
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where the first equivalence follows from the observation that a 2 x 2-matrix is positive
semidefinite iff it has non-negative diagonal elements as well as a non-negative deter-
minant, while the second equivalence uses a well-known reformulation of hyperbolic
constraints as second-order cone constraints (Boyd and Vandenberghe 2004, p. 197).

Similarly, the second constraint in (3.17) holds iff there exists A, = 0 with

a=>1

-
Y2+ 71 ﬁz

)
2

=0 <= < 72+7:1=20

Ye+trita—-1= ||(ﬁ—/12,7/2+)’1—“+1)”2-

a-—1

Lemma 3.3 below further allows us to decompose the third constraint in (3.17) into
two simpler semi-infinite constraints.

2

inf a+ﬁs+y252+yls—>l (3.18a)
se[0,TyHT] T

inf {a+pBs+yas+y; min{
s=TyVT £,E20

EH(T-1E:+(T-1DE=s L :y}} >1
(3.18b)

As s € [O, T}/”T] iff s(T)/”T —s) = 0, we can once again use the .-lemma to show
that (3.18a) holds iff there exists A3 = 0 with

a=1
_ Tl/T
Yo+ + 23 bAsTy ASZY Yo+ L +23=0
B-AzTy"'T =0 = Y1
ST a—1 Y2+T+/13+C¥—1

= |}(,3—/13T’)/1/T,)/2+Y—T1+13—af+1)”2.

Finally, it remains to be shown that (3.18b) also admits a conic reformulation. To do

so, we first argue that one can replace (3.18b) with

inf {a+ﬁs+)f2$2+)f1 E+(T-DE|:E+(T-Dé=5, 5?‘1:7}21
s2TyVT,£,620 - N B

(3.19)

without changing the optimal value of problem (3.17). If y; = 0, then (3.19) is indeed
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equivalent to (3.18b). On the other hand, if y; <0, we find

s=Ty!T £E20

inf {a+ﬁs+yzsz+y1min{§2+(T—I)EZ:§+(T—1)E:s, iET_l :y}}

> inf {a+ﬁs+y232+ylnlax{§2+(T—I)EZ:§+(T—1)E:s,§ET_1 Y}

SETYI/T §,€20
= _inf {a+ﬁS+Y2$Z+Y1 [cf‘2+(T—1)E2 EH(T-Dé=s, géT—lzy}
s=2TyVT,§,E=0 = ha hd

> inf  a+Bs+yss®+y15°,
SET)/UT

which means that (3.18b) is implied by the second semi-infinite constraint in prob-
lem (3.17). By eliminating s = ¢ + (T — 1)¢, the maximization problem on the left hand
side of (3.19) reduces to

_inf a+ﬁ[§+(T—1)E]+y2[§+(:r—1)2]2+y1[§2+(T—1)EZ.
§,820,§ET-1=y

Note that the constraint s = Ty!/” has been dropped in the above formulation. This
constraint is redundant due to the inequality of arithmetic and geometric means,

which implies that
- —T-1
s=E+(T-DE=TEE HVT =Ty

By setting x = él/(T_D, we can further replace ¢ and & with 71 and yV/ T~V /x, re-
spectively. Using elementary manipulations, one can then show that (3.19) reduces

to

inf (T - DY1yTT + (T = D2y2y 71 + (T = DBy Tk + (a — )i
K=

+2(T—l)ygyﬁKT+,BKT+1+(yl+)/2)1<2T > 0. (3.20)

Note that the objective of the maximization problem on the left hand side of (3.20)

constitutes a polynomial of degree 27T in x and is therefore representable as (k) =
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Z?ZO a;x', where

(T = Dy1yTT + (T —1)2yyT1 ifi=0,
(T—1)pyT ifi=1,
a—1 ifi=2,
ai=3 2(T-1)yy™ ifi="T, 3.21)
p iti=T+1,
Y1+72 ifi=2T,
0 otherwise.

Here we assumed that T > 2. For T = 2, the quadratic monomial in /(x) would have
the coefficient & — 1 +2(T - l)ygyﬁ instead of a — 1. Thus, the case T = 2 could be

handled via a case distinction, which we omit for the sake of brevity.

Constraint (3.19) thus requires the polynomial /(x) to be non-negative for all x = 0.
By the Markov-Lukacs Theorem (Krein and Nudelman 1977), this is equivalent to
postulating that /(x) admits a sum-of-squares representation of the form /(x) = p(x) +
xq(x), where p(x) = Y21 pix’ and q(x) = ¥3L;? g;x' are sum-of-squares polynomials
of degrees 2T and 2T — 2, respectively. By matching the coefficients of all monomials,

one verifies that the identity /(x) = p(x) + kg (x) holds iff
Po=ay, pir+qi1=a; Vi=1,...,2T—-1 and por=azr. (3.22)

Moreover, by Nesterov (2000, Theorem 3), p(x) and g (x) are sum-of-squares poly-

nomials iff there exist positive semidefinite matrices P € ST*! and Q € S! such that

pi= ) Pij Vt=0,...,2T and ¢q,= ) Q;; Vt=0,...,2T-2. (3.23)

i+j=t i+j=t

Thus, (3.19) holds iff the conic constraints (3.22) and (3.23) are satisfied. The claim
now follows by replacing the three semi-infinite constraints in (3.17) with their explicit

conic reformulations. [ |

The proof of Theorem 3.2 relies on 4 auxiliary lemmas, which we prove next.

Lemma 3.1. Problem (3.15) has a permutation symmetric minimizer (a*, p*,T'*) that
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satisfies B* = B*1 andT* = y¥1+y5 117 for some B*, v+, v} €R.

Proof. Let ‘3 be the set of all permutations of the index set {1,...,T}. For any 7 €
¥ we denote by P, € RT*T the permutation matrix defined through (P;);; = 1 if
(i) = j; = 0 otherwise. Let (a,ﬁ, I‘) by any optimal solution to (3.15), which ex-
ists by Shapiro (2001, Proposition 3.4). We first show that the permuted solution
(ar, B, Tx) = (a, P, B,P,TP]) is also optimal in (3.15). To this end, we observe that

ar+plT By + (1 - p)o?l+ (U + po?) 117,T,)
= a+ulTP, B+ ((1 - p)a?l+ (u* + po?) 117, P,TPL)
= a+u®PINTB+((1-p)o*PIP, + (u* + po®) PL1(PLD)T,T)
=a+ul"B+(1-p)o’l+ (u* +po?)117,T),

where the first equality follows from the definition of a,, B, and I';, the second
equality exploits the cyclicity property of the trace scalar product, and the third
equality holds due to the permutation symmetry of 1 and the fact that P} =P, =P, .
Thus, (ay, B, T'x) has the same objective value as (a, §,T). To show that (@, B, T'x)

is feasible in (3.15), we note that

A +&ETPr+&ET &= 1{HtT=15tSY} VE=0
= a+ P+ P T TP =1yr )y V620
— a+&Tp+&TéE= 1{H[T=1§ﬂmsy} VéE=0
— a+&Tp+&Té= Lnr esp v¢=0,

where the first equivalence follows from the definition of a, f; and I'; and because
P] =P;!, the second equivalence holds because permutations are bijective, and the
third equivalence relies on the permutation symmetry of the non-negative orthant.
Thus, (a, fr, I's) satisfies the semi-infinite constraints in (3.15) whenever («, ,T)

does. We conclude that (ay, B5,T;) is feasible and thus optimal in (3.15) for every

meB.

Due to the convexity of the (semi-infinite) linear program (3.15), the equally weighted
% 2 e (@, Br, T'y) constitutes another optimal solution. It is
now clear that P, * = * and P,I'*P] = I'* for any 7 € |3 since 7 (33) = B. Thus, the

claim follows. [ |

average (a*, *,T*) =
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€]l = fr(0,7)

1€ll2 = g (7, 00)
€l =1 €l =1

&3 &3

Hf=1 &=7 & » H?:l & =1

Figure 3.1: The subproblems (3.25a) (top) and (3.25b) (bottom) determine the smallest
and the largest spheres centered at the origin that intersect with the hyperplane
€Nl = 1 (shaded areas) and the hyperbola l'[tT=1 ¢r =7,y (solid lines). The dashed

circles represent level sets of the objective function || II§. Both graphs illustrate the
case where T = 3.

Lemma 3.2. Fora,f,y1,Y2,A€R andy,y e R U{oco}, y <Yy, we have

;gg{mﬁn:nl FYUEIZ+ 720803 T, & e [y V1 = A

. T —;.T
sz{rr;fI/T a+PBs+yss+y,8° fT()_f/s YIst)=A (3.24)
: L T =T
inf  a+Bs+yss?+y15° griylst,ylsh) =A,
SZTZI/T —
where
Frp )= InE g1 161 = 1, T &€ [y 71} (3.250)
and gr(y,7)=sup{1&I3: 180 =1, T, ¢, € [y 71} (3.25b)
L £20 L

Moreover, we have fr(y,00) =1/T fory < T-T and gr(0,7) =1 fory € R, U {oo}.

Figure 3.1 visualizes the two parametric subproblems (3.25a) and (3.25b). Note that
both problems are non-convex whenever y < oo as their last constraints are equivalent

to (Hthl '3 z)” T'e [ZU T,71/T] and because geometric means are concave (Boyd and
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Vandenberghe 2004, § 3.1). Moreover, the subproblem (3.25b) remains non-convex

for y = oo since it maximizes a convex objective function.

Proof of Lemma 3.2: The first constraint in (3.24) can be reduced to

inf  a+fs+y2s® +1nf{Y1II«fII2 Il =, TI~ 16t €Yy }ZA (3.26)

SZTY”T

by decomposing the maximization over all £ = 0 into two nested maximization prob-

lems over all s = Ty"T

and over all £ = 0 with [ €]l; = s, respectively. Here, the lower
bound on s is owed to the fact that there is £ = 0 satisfying |||, = s and HIT:1 ¢rely,yl

ifand onlyif s = Ty!/”. A case distinction on the sign of 1 shows that constraint (3.26)

holds if and only if
inf a+ s+ yos+y nf IS 161 =, T e [y 7} = A
S>TY1/T
infa+ s+yes+yisup{I613: 06 = T, & e 1.7} =
S>TY1/T {

is satisfied. The change of variables & — s¢ shows that this constraint system is
equivalent to the second constraint system in (3.24). Finally, we have fr(y,c0) =1/T
fory < T-Tand gr(0,7) = 1fory € Ry U{oco} since the inequalities %II«EII2 ||£||2 ||«f||2
arezight for & = £1and & = e;, respectively. W

Lemma3.3. For T =2,y =0andy =0, the optimal value fr(0,) of (3.25a) equals

mm,$’+u‘1w EH(T-DE=1, £ = 7} ifosy<T17,

fr0,y) =3 20620
T ify>1".

(3.27)

Proof. We first observe that the non-convex optimization problem (3.25a) is bounded
below by its relaxation minyg, =1 1§ ||§. Note, however, that the optimal solution & =

of this relaxation is feasible and thus optimal in (3.25a) whenever ¥ = T~7. Thus,
we have fr(0,7) = :lr fory=T-T. For0<¥ < T~7, on the other hand, the product
constraint ]'[tT=1 ¢+ <y must be binding, for otherwise convex combinations of the

optimal solution & with %1 would improve the objective function of f7(0,y), which is

88



3.3. Left-Sided Chebyshev Bounds

a contradiction. In summary, we thus find

infgs 2 =1, 1L, &=y} ifosy<TT,
fT(o,v):{ llng_o{nfuz 160 =1, T & =7} Ho=y < 3.28)
T ify=7T"".

When y = 0, the product constraint in the first line of (3.28) can only be satisfied if
¢: =0 for at least one t. By permutation symmetry, we may assume without loss of
generality that { 7 = 0. Then, the product constraint is automatically satisfied and may
be disregarded, implying that the minimization problem in the first line of (3.28) is
solvedby ¢y =&, =---=¢7_1 = ﬁ and {7 = 0. We thus conclude that f7(0,0) = ﬁ

and therefore

7 ify =0,
fr0,y) =3 infego{ll€N5: 1€ =1, [T, & =7} ifo<y<TT, (3.29)
T ity =777,

We now study the non-convex parametric optimization problem
rg(r)l{uén%:nénl:l, [ &=7} (3.30)

on thedomain 0 <y < T-T. Observe that (3.30) has a non-empty compact feasible set
for any admissible y and is therefore solvable. Assigning Lagrange multipliers a and b
to the norm and product constraints, respectively, we find that any optimal solution

to (3.30) must satisfy the stationarity conditions

b L _
26i+a+—[]&v=0 Vi=1,...,T < 2&+aé+by=0 VYi=1,.,T,
L=1
where the equivalence follows from primal feasibility. Note that each ¢; needs to
satisfy an identical quadratic equation, which must have two distinct positive real
roots! é and E The roots depend on a, b and y, but this dependence is notationally
suppressed to avoid clutter. At optimality, the decision variables ¢;,¢»...,¢ 7 can thus

be partitioned into two groups, where all variables in the first group are equal to ¢,

IThe existence of at least one real root is guaranteed because (3.30) is solvable and because any
optimal solution must satisfy the stationarity conditions. In fact, the stationarity conditions must
admit fwo distinct positive real roots because otherwise & = %l would be the only conceivable optimal
solution, which is impossible fory < 7-7.
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and all variables in the second group are equal to &. This structural insight allows us to

simplify problem (3.30). Indeed, by permutation symmetry, it is sufficient to consider

only solutions that satisfy ¢; =--- =& = é and o1 =---=¢7 :Efor some E,E >0 and
forsome ke {1,..., L%J}. Thus, the optimal value of (3.30) coincides with
min_ fri(y), (3.31)
kefl,.., 21}

where the functions fr: (0, T~ Y Rfork=1,2,..., L%J are defined through

Jrx(y) = min {k'fz +H(T-K)E kE+(T-k)E=1, &&F :77} (3.32)
0,650 T - -
By Lemma 3.4 below, the optimal value of (3.31) is given by fr1(y). Hence, if we

replace the minimization problem in (3.29) with fr;(y), we obtain

frop =4 00
ify=7"".

The statement of the lemma now follows since the minimization problem in the
equation above evaluates to 1/T aty = T~ . Indeed, the minimization problem is
bounded below by ming,=; €3, and the optimal value 1/ T of this bound is achieved

by the feasible solution ¢ = & = 1/T of the minimization problem aty =T-7. &

Lemma3.4. For T =2 and0 <7y < T~ T, the optimal value of (3.31) is given by fr1(Y).
Proof. The statement holds trivially true when L%J =1, thatis, for T € {2,3}. Next, we
show that f3 1(7) < f12(y) for any ¥ € (0,4™%). This inequality not only implies that the

statement holds true for T = 4 but will also be instrumental for proving the statement
for T > 4.
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Fixy € (0,4™%) and note that

fa2(y)= min {2§2 +28% 128 +28=1, & :7}
6>0,6>0
:1 ml_n {624-226_'_3:1’ 6224 ?}
§>0,£>0 - - -

1 — 1 —
=— 4 = ——4 ,
2fz,1( ﬁ) 2 Y

where the second equality follows from the substitution { < 2¢ and & —2¢, and the
last equality holds because f>1(y) = 1 — 27 for any ¥ € (0,272), which can be verified by

direct calculation. Thus, we need to show that f; ; (y) < % —44/7, where

f11(y) = min {§2+3EZ;§+3E:1’ §E3:7}

§>0,£>0

=min{(1-38?+38: (1-3D =7} (3.33)
&>0

It is therefore sufficient to find E* feasible in (3.33) with

(1-3E%)2%+3(E%)% < 1/2—4ﬁ — 12(E%)%-6&* + (1/2+4\/% <0
= e,
where (* = (3+4/3 —48\/%/12 are the roots of 12(*)2 — 6&* + (1/2 +4ﬁ). Equiva-

lently, we should demonstrate the existence of some &* € ((~,¢*) with (1—3&*)(E*)° -

v = 0. By the intermediate value theorem, this holds if
1-3¢)¢)3-F>0 and (1-3CHCH*-F<o. (3.34)

But these inequalities are automatically satisfied under the assumption thaty € (0,4™%).
Indeed, recalling the definition of {~ and defining z~ =12{™ -3 = —1/3-48,/y, we

have

— - - 2
Carvire3 = [, 3%z )(3+z )3_(3—(z )2) R AP
(1-3¢7)C) Y—(l 2 12 18 = —123(2 ) (2 +2)>0,
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where the inequality holds because z~ € (—=v/3,0) for ¥ € (0,4™%). Similarly, defining
zt =12¢* -3 =/3-48,/¥, we can prove that (1 —3(")({*)% - < 0. Thus, we have
shown that f31(y) < f12(y) for any ¥ € (0,4™%), which establishes the assertion for
T=4.

Fixnow some T = 5 and assume for the sake of argument that there exist k € {2, ..., L%J}
andy € (0, T~ 1) with fr(0,%) = frx(®) < fr1(y). Hence, there are some ¢>0and E>0
with ¢ # & such that the minimum of f7(0,%) in (3.25) is attained by the solution
§r=-=¢c=¢and Egpq =+ = Ep =& Pixing &y,..., &2 and &pua,..., 7 at their
optimal values and optimizing only over the remaining four decision variables in
fr(0,y) yields

fry) = min (k=20 +(T-k-2)& + k2 &2
Ck-16 k6 kr1,C k4220 - B
. 1. (k=2)E+(T—-k-2)+Xk2 & =1

§k—ZET—k—2 Hf:l%—l & <7.

Defining the strictly positive constant ¢ =1 - (k—2)¢ — (T — k- 2)¢ = 26 + 2¢ and using
the substitution y; < {x_2+,/c for t =1,...,4 further yields

fr0y = (k-2 +(T-k-2)+

. 4 2.2 v4 _ 4 Y
T R I e

2 2 2 7
(k—=2)& +(T-k-2)&+c f4(0’W)’

where the second equality follows from the definition of f;(0,7) in (3.25). By construc-
tion, the minimization problem in (3.35) must be solved by y; = y» =¢ and y3 = ys = I3
However, this contradicts our previous results. In fact, we know that the solution
of f4(0,7) must have the following properties for T = 4. If y/[c* §k_2 ET-k-2) < g4,
then three out of the four ¢; variables must be equal at optimality. Conversely, if
yllc* k=2 gT-k=2] > 4=4  then all four &, variables must be equal. This contradicts our
assumption that there exist k € {2,..., L%J} and vy € (0, T-T) with fr,y) = frir(y) <
fr,1(y). Thus, the assertion holds for all T > 4. [ |
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We now show that in the worst case, the weak-sense geometric random walk & =
{7t} ren defined through 771 = H;r:l E ¢ is absorbed at 0 with certainty if T exceeds a
threshold Tj.

2 2
Theorem 3.3 (Certainty of Absorption). For T > (’f_;;yaz + 1 we haveL(y) = 1 for every
v >0.

Proof. From the proof of Proposition 3.1 we know that there exists a discrete distri-
bution Py = } e PO €D with scenarios &F and associated probabilities py > 0,
where k ranges over a finite index set £ of cardinality T + 1. By the permutation
symmetry, any discrete distribution of the form Py € &2 can be used to construct a

corresponding symmetric distribution

P :% Y. D pibp g, (3.36)

neP ke#
which is also an element of 2. Here, ‘B denotes the group of all permutations of
{1,..., T}, while P, € R"*T denotes the permutation matrix induced by 7 € *3; see also
Lemma 3.1. Next, we define m1 7 ZT 164 kand m2 F Z[T:l(cf ’f)z as the arithmetic
and quadratic means of scenario &, respectively. It turns out that the first two mo-
ments of f can be expressed in terms of m{c and m§ Note, for instance, that for any

t # s we have

(ftfs = Z‘:ﬁ Z Pk(fz];(t)‘ffi(s) Z ka Z ‘fn(t)

r=1  geP:r(s)=r

Pk Z Pk ky2 k
Z— -2 Tmf -ék| = Y T(my)” —my |,
L P
where the first equality follows from the definition of P and because the ¢-th compo-
nent of P;&W is given by &¥ 2(ry While the third equality holds because there are (T —2)!
permutations that map s to r and  to any fixed index different from r. Similarly, one

can show that

Er (&)= Y prmi and Ep(&3)= Y pims.
ke x ke x
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The moment conditions in the definition of 2 thus reduce to

Y. Pk =1 (3.37a)
ke x
Y prmf =u (3.37b)
ke x
> prms = u? +o? (3.37¢)
ke X

L (1 (my? - mf) = 1%+ po. (3.37d)
ke X r-1

In the following we will update the scenarios & of the distribution [P iteratively in
finitely many steps, always ensuring that P remains within &2 after each update. The
terminal distribution will have the property that Hthl ¢ ],f =0 for every k € £, which
means that we will have constructed a distribution P € 2 with P(IT_, £, = 0) = 1. This

will establish the claim.

Step 1: Keeping the scenario probabilities as well as the scenario-wise arithmetic
and quadratic means constant, we first replace each & with a minimizer of the

problem
. T 1 L D B
inf [[&:=) &=my, =) &=my ¢, (3.38)
§20 |, T3 T3

which depends parametrically on m{“ and méc . By Lemma 3.5 (i) below, problem (3.38)
is indeed solvable for every k € #. The new distribution with updated scenarios
still belongs to &2 because we did not change px, m{c and m§, implying that the
moment conditions (3.37) remain valid. To gain a better understanding of the updated

distribution, we define the disjoint index sets

k k
m T m T
Htr=Ake# :T>—2->——"\ and # =_kex:1<s—2 <— 1,
(mk2 — T-1 (mky2 " T-1
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and note that # = #* U~ by Lemma 3.5 (i) below. Lemma 3.5 (ii) further implies
that

k k_ (k)2 _
ke ¥t < T=> ! _L@lsmz (my) _T L
(mk2 — T-1 T mk T
, 1 2 (3.39a)
<:>]‘[§’;:0
t=1
and
k k k2
m my —(m 1
ke X~ < 1< k22<T 1(:)0_ 2 (kl) —
m - m
(my) 2 (3.39b)

T
— Hflf>0.
t=1

We will henceforth say that £ * (& ™) is the index set of the absorbing (non-absorbing)
scenarios. If all scenarios are absorbing (that is, if # " = %), then I]J’(]'[tT:1 f (=0)=1,

and we are done.

Step 2: If there exists a non-absorbing scenario i € £ ~, we will alter both the sce-
narios and their quadratic means to make scenario i absorbing, while ensuring that
all scenarios k € £ * remain absorbing. To achieve this, we consider the following

family of quadratic means parameterized in A € [0, 1].

(1 - V)mb + A7 (mb)? forke &~
My =4 mh+ A e L(mb — 75 (mf)?) fork=i (3.40)
m¥ for ke & ~\{i}

By construction, py, m{c and méc = m§ (1) satisfy the moment conditions (3.37) for
every A € [0,1]. As in Step 1, the scenario & k() is then chosen to be a minimizer
of problem (3.38) with inputs m{c and mg = mé“ (A). However, (3.38) could fail to
be solvable for A < 1, in which case the proposed construction would fail. Indeed,
Lemma 3.5 (i) shows that (3.38) is only solvable when 1 < m§ (7L)/(m{€)2 < T. In the
remainder we will demonstrate that there is A* € (0, 1) such that & k(A*) exists for every

k € # and such that all scenarios k € # * U {i} are absorbing.
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Subtracting (3.37d) from (3.37c) and dividing the difference by (3.37c) yields

T kex Pk(ms —(mH?)  (1-p)o? o1
(T -1 X ker Pemy p2+o? = T-1

)

12 +a?
(1-p)a?
both sides of the inequality by % and partitioning £ into # " and & ~ further

where the inequality follows from the assumption that T > + 1. Multiplying

reveals that

k ky2 k k\2
km—(m) km—(m)
D ket Prm, 2m§1 + D kew- Pirm, 2mk1 1

z > (3.41)

% %
Ykew+ Py + X kew— Py

The expression on the left hand side of the above inequality represents a weighted aver-
age of the fractions (méc - (m{“)z)/ mé‘ across all k € £ . Recall from (3.39a) and (3.39b)
that the fractions indexed by k € & * are larger or equal to 1/ T, while those indexed
by k € # ™ are strictly smaller than 1/T. The inequality (3.41) asserts that the fractions
corresponding to k € #* dominate those corresponding to k € # ~. Thus, (3.41)
remains valid if we replace £~ with {i}, that s,

K mb=mp® o mi—(m})®
Ykew+ Pkmy; ——p—+pim
2 mk 2 i

2 m 1
Y kew+ P + piml T’
which is equivalent to
(mp)* i Pk (kT (o k2 i\2
Ykew+ PkTir *Pi (mz +Xkewt o (My — 7 (mp)?) = (my) ) 1 (3.42)
D kew+ Pk%(m{c)2+l9i(m£+2kex+%(mf—%(mf)z)) T .

Using the notation introduced in (3.40), the inequality (3.42) can be reformulated as

m¥(1)-(m)?

mg (1)

Y ke + PkmE (1) + pimi(1)

mi(1)—(m})?

i
+pimy(1) m (1) 1
> J—

Y kex+ Pemi (1)

)

which constitutes a weighted average of the fractions (mg(l) - (m{“)z) / mg(l) across all

k € #* u{i}. By construction, we have (mg(l) - (m{“)z)/mg(l) = % forevery ke & ¥,
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and thus the average on the left hand side of the above inequality can exceed % only if

my(1) - (mi)? 1
_— > .
mi (1) T

As i€ &, therelation (3.39b) further implies that

my(0)—(m)?*  mi-(mp® 1

m;(0) m;
The intermediate value theorem then guarantees the existence of 1* € (0, 1) with

my(A*)—(m)* 1 — myA*Y) T

mi(A*) T (miz  T-1

By construction, we thus have 1 < m§ A™)/ (m{“)2 < T for every k € £, which implies
via Lemma 3.5 (i) that the corresponding scenarios &*(1*) are well-defined. Our con-
struction also guarantees that % < méc A"/ (m{c)2 < T for every k € £ * U{i}, which
implies via Lemma 3.5 (ii) that the corresponding scenarios £¥(1*) are absorbing.
Thus, by replacing & k with '3 k(A*) in (3.36) we obtain a new distribution P € 22 with
more absorbing scenarios. As the total number of scenarios is finite, we can repeat
Step 2 finitely many times to construct a distribution PP € 22 that has only absorbing

scenarios. Thus, the claim follows. [ |

The proof of Theorem 3.3 relies on the following auxiliary result.

Lemma 3.5. Assume that my, my > 0 and consider the parametric program

. T 1T 1z,

gg{gft:?;ft:mb?;ét:mz}. (3.43)
Then, the following statements hold:

(i) Problem (3.43) is feasible and solvable iff T = % >1.
1

. . . . m T
(it) The optimal value of (3.43) iszero iff T = —5 = 75

m? 1
Proof. As for assertion (i), assume that there is & feasible in (3.43). We then have
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1> 1, &= my, which implies that Tm? = m, = m? since €|, = €], = ﬁ [€]l;. Con-

mT-z mT-z
T-1 " T-1

1
to be chosen later. By construction, we have %Zthl ¢ = m irrespective of z, while

) for some z € [my, Tm,]

versely, if T > 75 > 1, we may define § = (z,

1252 _ z_2+T—1(m1T—z)2
T rer T T-1

changes continuously from m? to Tm? when z is swept from my to Tm;. Thus, by
the intermediate value theorem, we may assume that + ¥.1_, &2 = mp € [m?, Tm?] for
some suitably chosen z € [m;, Tm;]. We conclude that (3.43) is feasible whenever
T = % > 1. In that case, however, (3.43) is also solvable as the objective function is

continuous and the feasible set is compact.

To prove assertion (ii), we observe that the optimal value of (3.43) vanishes iff the
problem admits a minimizer & with Hthl ¢r = 0. More precisely, by permutation sym-
metry, the minimum of (3.43) vanishes iff there exists  with 7 =0, $ X' &, = my
and %Zth_ll ¢ % = my. By assertion (i), however, the last two inequalities are satisfiable
iff

mg(%) 21 <= T>@> !
" >
-1

Ir-1z——= =
2 2 -
(m (7)) my -1

and thus the claim follows. [ |

3.4 Right-Sided Chebyshev Bounds

We now study right-sided Chebyshev bounds of the form

Peop =1

T
R(y):suplP(Hétzy),

where the ambiguity set £ is defined in (3.8). We first present the main result of this

section.

Theorem 3.4 (Right-Sided Chebyshev Bound). Lety > 0. For all T = 3 the right-sided
Chebyshev bound R(y) coincides with the optimal objective value of the semidefinite
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program

inf a+Tup+TW*+0%)y+T(TE* +0*+(T-1)po?)y,

s.t. a,B,7L,72€R, A1,A2,4320, peR?TH pesT*l ger?T! Qes!

a=0, azl—/lgT)/”T, Y1+ Ty2=0, y1+y2=0

I

y2+yl+a2||(,6—7Lz,Y2+Y1—“)“2 (3.44)

y2+y—]}+/13TY1/T+a—12H(,B—)Lg,yg+Y—]}—/lgTy”T—a+1)”2
po=(T-DyryTT +(T-D2y2yTT, pr+qo=(T-1Fy™T
p2tqi=a-—1, PT+67T—1=2(T—1)Y2Yﬁ, pr«1+qr=p
por=Y1+Y2 Pi+qi-1=0 Vt=3,...,T-1,T+2,...,2T -1

pt:Zi+j:tPi,j Vi=0,...,2T, qt:Zi+j:tQi,j Vi=0,...,2T -2,

where we use the convention that the entries of p, P, q and Q are numbered starting
from0. For T =2, R(y) is given by a variant of (3.44) where the constraints po+q; = a—1
andpr+qr-1=2(T - l)yg}fﬁ are combinedtop, +q, =a—1+2(T - 1))/2)/%.

Proof. Using similar arguments as in the proof of Theorem 3.2, one first shows that the
worst-case probability problem supp 5 I]J’(l'[tT:1 &; = v) admits a strong dual which con-
stitutes a semi-infinite optimization problem. Exploiting this problem’s permutation

symmetry, one can further show that its optimal value amounts to

R(y) = inf a+Tuf+TW?+0?)y1+ T [Tu?+0*+(T-1Dpac?]y2
s.t. a,B,71,72€R
a+BlEl+yilEl5+y201817=0 VE=0
a+PlIEl +yilEl5+y2lE12=1 VE=0: [T &=y

(3.45)

Details are omitted for brevity of exposition. Lemma 3.2 then implies that (3.45)
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reduces to

R(y) = inf a+Tup+TW?+0?)y,+ T(Tu?>+0?+(T-1)pa?)y,
s.t. a,B,71,72€R
inf a+ﬁs+yzsz+ﬁ52 >0
5§20 T
ing a+PBs+y2si+y152=0 (3.46)
§=
n,

inf  a+Bs+y2st+
s=TylT T

2>1

inf  a+ Bs+7yys>+y1s° (l,oo)zl.
s=TylUT ps+ niser sT

By leveraging the .-lemma and a well-known reformulation of hyperbolic constraints
as second-order cone constraints, one can use similar arguments as in the proof
of Theorem 3.2 to show that the first three constraints in (3.46) hold iff there exist
A1, A2, A3 = 0 satisfying

a=0, az=1-ATy"T, y1+Ty,20, y1+7220

Y2+Y—]}+a2H(ﬁ—/h,ﬁ"‘y_]}_a)ug

Yo+yi+az|(B-Azy2+11-9a),

Y2+Y—TI+/13TY1/T+“—12 H(ﬂ—/ls,Y2+Y—;—ﬂsTYl/T_“"’l)Hg'

By Lemma 3.6 below, the last semi-infinite constraint in (3.46) can be re-expressed as

inf {a+ﬁs+y232+)/1 [€2+(T—1)22 EH(T-1DE=s, £ =Y} =1,
s=TyVT,¢,620 - N a

which is identical to (3.19). The claim then follows by replacing this constraint with its

explicit semidefinite reformulation familiar from Theorem 3.2.

The proof of Theorem 3.4 relies on 2 auxiliary lemmas, which we prove next.
Lemma 3.6. For T =2,y =00 andy =0, the optimal value gr(y,0) of (3.25b) equals
max |

gT(Z)OO) = §20>§20
- l:f)/> T—T.

EH(T-1E:E+(T-1DE=1, £ :y} ifosy<T1T,
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Proof. Ify > T ~T, then the maximization problem (3.25b) is infeasible due to the
inequality of arithmetic and geometric means, and thus we have gr(y,o00) = —oo.
For y = T-T, the unique feasible solution of (3.25b) is & = %1, which implies that
gT(): o0) = % Moreover, for y = 0, the last constraint in (3.25b) becomes redundant.
In tl;is case gr(y,00) is optin;ized by ¢ = e;, and thus we find gr(y,o0) = 1. Lastly, for
0<y< T-T, the maximization problem (3.25b) is feasible, and every feasible solution
has strictly positive components. In addition, the product constraint Hle Sr=vis
binding at optimality for otherwise convex combinations of the optimal solutio;l 4
with e;, where i € argmax{¢; : j = 1,..., T}, would improve the objective function

of (3.25b), which is a contradiction. We thus conclude that

1 ify=0,

maxgso {1813 1€0 =1, 117, & =y} ifo<y<T77,
gr(y,o) =4 | = i

T ify=T",

—00 ify>71°T,

As in the proof of Lemma 3.3, for 0 <y < T~T one can use the optimality conditions

of (3.25b) to show that

gr(y,00)= max gri(y), (3.47)
- kefl,...,[ 21} -

where the functions g7 : (0, T TYoR k=1,2,..., L%J, are defined through

gT,k(Z) = 6333_2);0{k§2 + (T - k)Ez : ké‘i' (T - k)E: 1, ikET—k — Z} . (3.48)

Lemma 3.7 below asserts that the maximum in (3.47) is attained at k = 1. We thus

obtain
: ify=0,
(1,00 = | max.., z>o {§2 + (T - 1)52 :§+ (T - I)E: 1, §ET—1 :Z} if 0 <y< 7T,
r(y,00) = &
- % ifZ: T_T,
—° ify>1-T.

The statement of the lemma now follows since the maximization problem in the

101



Chapter 3. Chebyshev Inequalities for Products of Random Variables

equation above evaluatesto laty =0andto1/T aty = T-T. Indeed, the maximization
problem is bounded above by max ¢, =1 [I§ ||§, and the optimal value 1 of this bound is
achieved by the feasible solution (§ , E) = (1,0) of the maximization problem aty = 0.
Likewise, gT(T_T,oo) is bounded above by manzo{IIEII% éEN =1, T1;¢: = T‘T},_and

11)

the optimal value 1/T of this bound is achieved by the feasible solution (¢, &= (7

of the maximization problem. N

Lemma3.7. For T =2 and0<y < T™T, the optimal value of (3.47) is given by gr.1(y).
Proof. The proof widely parallels that of Lemma 3.4 and is therefore omitted.

We now show that in the extreme case, the weak-sense geometric random walk
7t = {fiT}Ten defined through 71 = HtT: 1 & weakly exceeds the deterministic growth
process {”} ren with certainty for any time horizon T, assuming that p = 0. The result

can be viewed as the right-sided analogue of Theorem 3.3.

Proposition 3.2. Ifp =0, thenR(y) =1 forally < u”.

Proof. The objective function of problem (3.46) can be reformulated as
(@+ Tup+ TPy + T2 uyo) + To* (Y1 + (1 + (T = 1) p)yo).

For y < u”, the first term equals the left hand side of the third semi-infinite constraint
in (3.46) if we set s = Ty, and it must therefore be greater than or equal to 1. In
the second term, the factor (y; + (1 + (T —1)p)y2) can be expressed as the linear
combination p-(y1+Ty2)+(1—p)-(y1+72). For p = 0, this linear combination becomes
a convex combination, and the claim follows since y; + Ty, = 0 and y; +y2 = 0 are

explicit constraints in the equivalent reformulation (3.44). §

We highlight that Proposition 3.2 breaks down for p < 0.

3.5 Covariance Bounds

The ambiguity set &2 reflects the assumption that the covariance matrix X is known

precisely and that the (co-)variances of the components of & are permutation sym-
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metric. Either assumption may prove overly restrictive in practice. In this section,
we therefore assume that only an upper bound on the covariance matrix is available.

More precisely, we consider the ambiguity set
@%ﬂpemambzuwézmzLEMa:pm¢@3)52+ppf}

where p and X are defined as in Section 3.1. For y > 0, we are then interested in

quantifying relaxed left-sided and right-sided Chebyshev bounds of the form

T T
L'(y) = supP(Hftsy) and R/(y)= SupIP(HEtzy),

Peg?! t=1 Pegp’ =1

In the following, we analyze each of these relaxed bounds in turn.

Theorem 3.5 (Relaxed Left-Sided Chebyshev Bound). The relaxed left-sided Chebyshev
bound satisfies L' (y) = L(y) for ally > 0.

Proof. By repeating the first few steps of the proof of Theorem 3.2, one can show
that L'(y) coincides with the optimal value of (3.15) with the extra constraint I' > 0.
In this case Lemma 3.1 remains valid and implies that we can restrict attention to
permutation-symmetric solutions of the form I' = y1 1+ y» 11T for some y1,y2 € R. As
I'=y1l+7y211T = 0iff y; + Ty, = 0 and y; = 0 by virtue of Proposition 2.4, we may
then conclude that L'(y) coincides with the optimal value of (3.16) with the extra
constraints y; + Ty, = 0 and y; = 0. Note that (3.16) is equivalent to (3.13) and (3.17).
As y1+ Ty, = 0is an explicit constraint of problem (3.13), it is necessarily an implicit
constraint of the problems (3.16) and (3.17). Thus, L'(y) coincides with the optimal
value of (3.17) with the extra constraint y; > 0. To prove the identity L(y) = L'(y), it is
therefore sufficient to show that appending the extra constraint y; = 0 has no impact

on the optimal value of (3.17).

To this end, fix any feasible solution of problem (3.17) with y; < 0. As this solution
must satisfy the constraint a + s + s>y, + s°y; = 1 forevery s=0and as s = T > 0,

we have

a+Tup+ TPy, + T*uy, = 1. (3.49)
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Moreover, the objective function of (3.17) can be reformulated as

a+ Tup+ T +02)y, + T [Tp* +0* + (T -1 po?]y,
= (a+ TuB+ T?pPys+ T?pPy1) + TA = T) (U + po?) y1 + To* (1 + (T = 1)p) (y1 +72),

which constitutes a sum of three terms. The first term in the sum is greater than or
equal to 1 because of (3.49), and the second term is strictly positive because T = 2,
¥1 < 0 and p? + pa? > 0. The third term is non-negative because p > —1/(T — 1)
and y; +y2 = 0 is an explicit constraint of (3.13) and thus an implicit constraint
of (3.17). In summary, we have shown that the objective value of any feasible solution
of (3.17) with y; < 0 is strictly greater than 1. As the optimal value L(y) of (3.17)
represents a probability, however, we conclude that no feasible solution with y; <0
can optimize (3.17). Thus, the extra constraint y; = 0 does not change the optimal

value of (3.17), and the claim follows. [ |

Theorem 3.6 (Relaxed Right-Sided Chebyshev Bound). The relaxed right-sided Cheby-

shev bound admits the analytical solution

1 ifo<ysuf,
_ . 29\ T
R(y) = uy 1T zf,uT<y<(p+‘7T—3) :
2 . 29\ T
0-29+TTIJ9_},1/T)2 ify=z (:LH' UT_'L?) )

where 6 =1+ (T—-1)p >0.

Proof. Using similar arguments as in the proof of the previous theorem, one can show
that R'(y) coincides with the optimal value of the following semi-infinite optimization

problem:

R'(y) = inf a+plTB+((1-p)o?l+ (u?+po?)117T,T)
s.t. aeR, peRT, rest
a+ETP+ETTE=0 VE=0
a+&TP+ETE=1 VE=0:1,¢, 2y

(3.50)

Without loss of generality, we use different symbols & and ¢ to denote the uncertain

parameters in the two semi-infinite constraints, respectively. Note that (3.50) can be
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viewed as the robust counterpart of an uncertain convex program with constraint-wise
uncertainty sets (Ben-Tal et al. 2009). As the left hand sides of the robust constraints
are convex in the respective uncertainties, the ‘primal worst equals dual best duality

scheme portrayed in Beck and Ben-Tal (2009, Theorem 4.1) implies that (3.50) is

equivalent to
R'(y)=sup ¢
st pgeRe, §EERT T ¢, 2y
prg=1 (3.51)
pE+qg=p

pEE' +qE&T < (1-p)o?l+ (12 + po?) 11T,

where p and g represent dual variables assigned to the two robust constraints in (3.50).
Thus, the primal uncertain convex program (3.50) is solved under the worst possible
realizations of & and ¢, while the dual uncertain convex program (3.51) is solved under
the best possible realizations, in which case E and é become decision variables. Prob-
lem (3.51) has intuitive appeal as it can be interpreted as a restriction of the original
worst-case probability problem that minimizes over all two-point distributions in the
ambiguity set 22’ with scenarios & and ¢ and corresponding probabilities p and ¢,
respectively. Note that (3.51) constitutes a non-convex program because it involves
multilinear terms in the decisions. Using the variable transformations u — p& and

v — g§ we can reformulate (3.51) as

R'(y)=sup g
s.t. p,geRy, u,veRZ
szlvtquY
p+q=1

u+v=pul

1
p

(3.52)

uu' + %va <(1-p)o?l+ (u? + po?) 117,

Note that if p = 0 (g = 0), then u = 0 (v = 0) for otherwise the matrix inequality is
not satisfiable. In (3.52) and below we adhere to the convention that 0/0 = 0, which
reflects the idea that a scenario with zero probability mass should have zero weight in
the covariance matrix. Observe that problem (3.52) is a convex program. In particular,

the first constraint is convex because of the concavity of geometric means, and the
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last constraint is convex due to a standard Schur complement argument. Exploiting
the problem’s permutation symmetry and convexity, one can proceed as in Lemma
3.1 to show that (3.52) has a permutation symmetric minimizer of the form u = ul
and v = v1 for some scalar decision variables u, v € R,. Restricting the search to

permutation symmetric solutions, problem (3.52) can therefore be reformulated as

R'(y)=sup ¢q
s.t. p,q,u,velRy
V> CIYI/T
p+tq=1
u+v=u

(3.53)

2

2
(l—p)02|]+(,u2+p02—”?—”7)11T20.

It can be shown that the eigenvalues of the matrix (1 — p)o?l + (u? + po? — “72 - ”72) 117

are given by (1 — p)o2 and (1 - p)a2 + T(u2 + p02 — % - ”72); see e.g. Proposition 2.4.
Since (1 — p)o? > 0 by assumption, the matrix inequality in (3.53) is equivalent to the

scalar constraint

2

(1-p)o? + T(,u2+p02—”—2— )20. (3.54)

v
poq
Any feasible solution of (3.53) satisfies gy'/” < v < u, implying that the optimal value

of (3.53) is bounded above by min{1, uy~T}. For 0 < y"T < p, an optimal solution

of (3.53) is then given by (p,q,u,v) = (0,1,0,u), and the optimal value is equal to

(1+(T-1)p)o?
Ty

by (p,q,u,v) = A — uy YT, uy="7,0, u) with corresponding optimal value py /7.

1. Foruy<yYT < pu+ , on the other hand, an optimal solution is given

Indeed, any larger value of g would require a larger value of v, which in turn would

violate the non-negativity of u as u + v = . One can show that the constraint (3.54) is
(1+(T-1)p)o?
Tu

implies that ¢ must not exceed uy~ 7, which in turn implies that the constraint

always inactive at this solution. For y'/7 > pu+ , finally, the constraint (3.54)
must be binding. Furthermore, g has to be strictly positive for otherwise (3.53) would
be solved by (p,q,u,v) = (1,0, u,0), which contradicts our earlier finding that the
constraint (3.54) is binding. Substituting p =1 - g and u = u— v, the left hand side
of (3.54) becomes a quadratic function of v parametric in g. We denote the two

roots of this function by v* and v~ and define u™ = u—v*" and u™ = u—v~. A direct
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calculation yields

=(Q-qu+o\/1+(T-1p q( ) and vt = gus o/ IT(T-1py ) 19 _q)

By construction, both (u*,v™) and (u~, v™) satisfy (3.54) as an equality. However,
there is no ¢ € (0,1] for which (u*, v™) is feasible in (3.53). Indeed, a direct calculation

reveals that the constraint v+ = gy'/” from (3.53) can hold only if

gu-y"NH=zo/1+(T-1Dp (_q) (3.55)

However, (3.55) is not satisfiable as its left hand side is strictly negative by assumption,
whereas its right hand side is non-negative. Therefore, (u*, v™) is infeasible in (3.53).
In contrast, the second solution (u~, v™) is feasible in (3.53) if we select g € (0, 1] with
2

T
Tu?+0%(1+(T-1)p)

u =20 < g¢g=

and

T o2+ (T-1)p)
=y 9= o?(1+(T-1)p)+ T(u—yt/T)?2

Problem (3.53) aims to maximize g, which is tantamount to setting

Tu? o?(1+(T-1)p)
Tu2+02(1+(T-1)p) o2(1+(T-1)p) + T(,u—)/”T)Z}
B o?(1+(T-1)p)

021+ (T-1p) + T(u—yYT)?’

q:min{

(1+(T-1)p)o?

o . Thus, the claim follows.

where the second equality follows from y'/7 > p+
[

In addition to admitting an analytical solution, the relaxed right-sided Chebyshev
bounds also allow us to determine a distribution P* € &2’ that attains the probability

bound.

Corollary 3.1 (Extremal Distribution). A distribution P* € &' attaining the relaxed
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right-sided Chebyshev boundR'(y) is given by P* = p* 8+ p*1 + §*0[y* g1, Where

1 ifo<y<ul,

T
* _ -1/T o T 20
q” =14 uy if w <Y<(,U+UT—M) ;
29 . 20 T
e vz (ne g

and p* =1-q*, as well as

e U sz<y<(p+"Ti5)T,
q*u+oy/ 25T gpy s 1+ %)T

andu* =pu—v*, where =1+ (T—-1)p >0.
Proof. The proof follows directly from that of Theorem 3.6 and is thus omitted.

The relaxed left-sided and right-sided Chebyshev bounds differ in the sense that the
left-sided bound coincides with L(y), whereas R'(y) does not equal R(y) in general.
The relaxed right-sided Chebyshev bound does coincide with R(y), however, when T

is sufficiently large.

Proposition 3.3. If >4/ I_Tpa, thenR'(y) =R(y) for ally =7y, where

—UT 1 \/ [1-p
= — 11 4 _ 1
Y ﬂ+2ab + ab T o+

witha:,u—\/l_Tpa,b:UTTQ and0 =1+ (T -1)p.

Note that ab — oo and thus 71/ T @ whenever T — oco. The rate of convergence
depends on p, o and p, and the fastest convergence is observed for large ¢ and small

o and p.

Proof. We first show that ?1/ TS U+ % (Step 1), which allows us to invoke Theorem
2

3.6 to conclude that R'(y) = Wg—yl”ﬂ' 1

struct a distribution P* € 2’ that satisfies P* ([1_, £, =y) = R'(y) (Step 2), and we

We then employ Corollary 3.1 to con-
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3.5. Covariance Bounds

show that a suitable perturbation of P* results in a distribution P’ € &2 that satisfies
P, & =y)=P* (1, &, = y) (Step 3). The statement then follows from the fact
that R(y) is bounded above by R'(y).

Step 1: We show that ?1/ T is the maximum root of the convex quadratic function
q(x)=0%0a(1+bu-x?)-x|,

where a and b are defined in the statement of the theorem, and that this root satisfies

— 2 . .
yl/T > u+ UT—g. From the quadratic formula we know that the maximum root x* of

q(x) satisfies

2abp+1++/Qabu+1)2—4a2b(bu? +1) 1
* __ — —
X" = 52 —,u+2ab(1+\/4ab(u a)+1),

and replacing a with its definition inside the square root reveals that x* = ?1/ T To

— 2
show that )/1/ TS w+ %, we observe that

%0 1-p ., 0'0? 9 %0
,u+—u)_ (u— TU)(G 0+ T,uz)_a 9(,u+T—'u)

p—y/aA-p)iTo 1 )<0

1
T u? Tu

=020(0%0 + T?) (

as well as g(x) — oo for x — oo since p >4/ I_Tpa. Since g(x) is quadratic, both obser-

/T

vations imply that the maximum root x* =y"'" of g(x) indeed belongs to the interval

20
[+ 5500
Step 2: The distribution P* in Corollary 3.1 satisfies P* ([1'_, &, =y) = R'(y). For
later reference, we remark that P* = p*0 /=1 + %0+ 41 satisfies the properties

(v
q*

*)2 *)2

(u 2 1 2
= +?(1+(T—l)p)0 . (3.56)

p*

v =qg*y"", u*+v*=p and

Note that the last condition holds because (3.54) is binding when y'/7 > u + UT%?.
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Chapter 3. Chebyshev Inequalities for Products of Random Variables

Step 3: Consider the distribution P defined through

= (u* 1, . = UF .
Pl&E= ?—/l 1+ Te; :?p, i=1,...,T, and IP{:?I =q

with A =4/ %0’. If P e 2, then we find that

T B _ *
R(y)zum(l"[ft:y) zp(z:%l) - g* =R'(y),

=1

which implies R(y) = R'(y). We thus need to show that P € 2. To this end, we first

observe that the first two moments of & under [P satisfy

- p* & ((u*
EP({):_Z(—*—A 1+TAe,-)+v*1=(u*+v*)l=ﬂ
T im\\p
SRR (G (52 )erae) 5
E = — A1+ TAe;||[—=A|1+TNe; 117
p(ff) T;( = + TAe; pe +TAe;| + p
* * 2 * *2
P lr[Z -2 +2(“—*—A)m i+ 22|+
T p p q
*\2 *\2
= (”*) (U*) —p*/lz)llT+p*T/12|]
p q

= (,u2 + ,002)11T +(1- p)0'2|] =3+ puu',

where the last row is due to (3.56) and our definition of A. It remains to be shown that
& is non-negative P-a.s. By construction of P, this is the case iff u* = p* 1. We now

observe that

* 1T _ ooy!'T 1-p

*: — = — >
wERTaY H 020+ T(u-y'TH2 VT

o,

where the first identity follows from (3.56), the second one is due to the definition of

g™ in Corollary 3.1, and the inequality holds since there is C > 0 such that

1/T

o

)

1) o0y l-p

—Clu- _
6/()/ # 020+ T(u—yl/T)? T
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and this expression is non-negative whenever y = y. We thus conclude that

(w*? _ _(1-p)o®
— = >—

*32
(u™) T

)

which in turn implies that u* > 4/ %a = p* A as desired. The claim now follows.
|

3.6 Extensions

The techniques developed in this chapter can also be used to construct Cheby-
shev bounds for sums, minima and maxima of non-negative random variables. All
these Cheybshev bounds can be reduced to computing supp4 P(h(£) < 0) for some

permutation-symmetric functional i(<).

Theorem 3.7. For any permutation-symmetric continuous functional h:RT — R, we

have

supP(h(&)<0) = inf a+Tuf+TW+0>)y+T[Tu?+0*>+(T-1)po?]y,
Pe?

s.t. a,A,A2€Ry, By1,72€R
Y1+7220, y2+y1+az||[(B-AnLy2+y1—-a),
7_T1+)/220,)/2+Y—Tl+a2||(ﬁ—7tsz2+Y_Tl_a)”2
a+Ps+y25’+y1(s) =1 VseS
a+,6$+7/2$2+7/1$(3)21 Vsed,
(3.57)

where the optimal value functions ¢(s) and ¢(s) are defined as

P(s) = Ztng{uzn% €l =s h&) <0} and ¢(s)= séup{nzn% 1€l =s, h(&) <0}
- = >0

forall s =0, while & = {s €ERy:(s) < +oo} denotes the effective domain of ¢(s) and
P(s).

Proof. The proofis largely based on arguments familiar from Theorems 3.2 and 3.4.

Details are omitted for brevity of exposition. i
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Chapter 3. Chebyshev Inequalities for Products of Random Variables

The significance of Theorem 3.7 is that it enables us to compute supp.4 P(h(£) < 0)
by solving a semidefinite program whenever ¢(s) and ¢ (s) are piecewise polynomi-
als. In this case the last two constraints in (3.57) reduce to the requirement that a
univariate piecewise polynomial, whose coefficients depend affinely on the decision
variables, must be non-negative uniformly on .. Such conditions can systematically

be reformulated as linear matrix inequalities (Nesterov 2000).

Table 3.1 lists examples of permutation-symmetric functionals /(&) that lead to piece-
wise polynomial mappings ¢(s) and ¢(s) and thus to computable Chebyshev bounds.
Theorems 3.8 and 3.9 below present two special cases in which these bounds can be

evaluated analytically.

Theorem 3.8 (Left-Sided Chebyshev Bound for Sums). For anyy >0 we have

T 1 ify=Tu,
wpr(fie|

Peg? =1 m otherwise,

where 0 =1+ (T -1)p > 0.

Proof. By Theorem 3.7 the Chebyshev bound supp.g [FD(ZtT:1 &; < 7) can be refor-
mulated as the semi-infinite program (3.57), where the functions ¢(s) and P(s) are
specified in Table 3.1. Distinguishing the cases y; = 0 and y; < 0, this semi-infinite
program can be reduced to a robust optimization problem with a scalar uncertain
parameter. By using the ‘primal worst equals dual best’ duality scheme from robust
optimization (Beck and Ben-Tal 2009), one can further show that the optimal value
of this problem coincides with the univariate Chebyshev bound supp, g, PE <),
where 2| contains all distributions of & supported on R, with mean Ty and variance
0?T(1+ (T —1)p). The latter Chebyshev bound has an analytical formula, which can

be derived based on arguments familiar from Section 3.1. N

Theorem 3.9 (Right-Sided Chebyshev Bound for Sums). For anyy >0 we have

2 .
r Tl i Y= Tu+o®0/y,
Pe2? =1
1 if y<Tp,
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A>ssog co- A>ssop oo+ 19577 4 L= ) gns
A=sq S v Azsq % WM ﬁ = WM? e
L<sq oo d<sy oot = LS @
Assson S v Assson % 4 W\NN Tv w%?m:m
_ A>sson B oo+ boare foir #3d
ez b pssan ekt 4 el | (L= el Jadng
=S ¢ IA=sy %
Ap<sy 0o~
ALss>AQ1-I)n A1 =1) =)+ A1 -1)
L> (1 rm:.. z z : Ih<sm 0o+ 1o =1 =y @%d
: : HAWMWSW L A—19"xew Tvﬁw Xeur vgmsm
dgss>Ag M=)+ A ) ¢
Assson &
1550 o || psson R E T Y TR
IAZs AL+ (LA-9)AZ+ (LA -S$) IAZsp = ’ =
_al-L i gy @3
IA<sy  U=9)5=+4 L rqbmi=t Lozt @
| pAssson % 7 (453w Jgdns
)P )¢ @y punoq Aays&qay)

Table 3.1: Chebyshev bounds equivalent to supp g P(h(&) < 0) for some permutation

symmetric functional /(). These bounds coincide with the optimal value of (3.57),
instantiated with the respective piecewise polynomials ¢(s) and ¢(s).
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Chapter 3. Chebyshev Inequalities for Products of Random Variables

where 0 =1+ (T -1)p > 0.

Proof. The proof is widely parallel to that of Theorem 3.8 and is thus omitted for
brevity. 1

3.7 Numerical Experiments

We first compare our Chebyshev bounds R(y) and L(y) with alternative bounds pro-
posed in the literature, as well as the relaxed Chebyshev bound R’(y) from Section 3.5.
We then present a case study that employs our left-sided Chebyshev bound L(y) to
select financial portfolios under imprecise knowledge of the asset return distributions.
All optimization problems are solved with the SDPT3 optimization software using the
YALMIP interface (Lofberg 2004; Toh et al. 1999).

3.7.1 Comparison of Chebyshev Bounds

Instead of employing the bounds R(y) and L(y) from Sections 3.3 and 3.4, which are
exact but may result in computationally challenging optimization problems, one can
employ existing results to derive approximate bounds on the tail probabilities of a
product of non-negative, permutation-symmetric random variables. In the following,
we compare our bounds with two such approximations based on earlier results of
Marshall and Olkin (1960) and Vandenberghe et al. (2007). Both approximations rely

on the larger ambiguity set
P ={Pe M, R") :Ep (&) =, Ep (§ET) ==+ puT}

with support RT, where HE RTandX e SI, 2 > 0, need not be permutation-symmetric.

Marshall and Olkin (1960) derive a convex optimization problem that provides a tight
upper bound on the probability that the random vector & is contained in a closed
convex set €, assuming that & can be governed by any distribution from the ambiguity
set 29, The choice € = {£ e RT : Hthl & =y} allows us to approximate the right-sided
Chebyshev bound R(y). For this special case, the bound of Marshall and Olkin has the
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3.7. Numerical Experiments

analytical solution

- T
RMO () = 1 i ifo<y=supu’,
o°(1+(T-1)p) if)/>uT,

o2(A+(T-D)p)+ T (u—y'T)?

which follows from Bertsimas and Popescu (2005, Theorem 6.1). By construction,
RMO(y) = R(y) since 22 c 22°. Note that RMO(y) coincides with our relaxed Chebyshev
bound R'(y) for y = (,u + %)T, see Theorem 3.6. Thus, RMO (y) also coincides with
our right-sided Chebyshev bound R(y) for large values of y, see Proposition 3.3. Note
that the bound of Marshall and Olkin cannot be used to approximate our left-sided

Chebyshev bound L(y) since the complement of € fails to be convex.

Vandenberghe et al. (2007) derive a semidefinite program that provides a tight up-
per bound on the probability that & € € for a (not necessarily convex) set € = {£ €
RT : ETA;E+2b]E+c; <0 Vi=1,...,m}, assuming that the random vector & can be
governed by any distribution from the ambiguity set 22°. Employing a second-order

Taylor approximation of ]'[tT:1 ¢y around ul,

T 1
[T&=u"? (u2 G- pDTL+ S - pnTal —ﬂ)(f—ul))
=1
= T2 ((1 — T+ pET1 + %fT(uT -D&E+ %sz(T— 1)—(T- l)yle)

= %;JT_Z((T— (T -2)p? = 2(T-2)pT1+&ETA1T -DE),

we can derive an approximate right-sided Chebyshev bound RVEC (y) = suppe g0 P( €
%) by replacing the product Hszl ¢ with its Taylor approximation in the definition of
the set 6

€ = {fe RT - %pT—Z((T— (T -2)p* = 2(T - 2)p&T1+&ET(A1T - 1)¢) >)/}.

A similar approximation LYB¢(y) can be derived for our left-sided Chebyshev bound
L(y) by considering the strict complement of 6. Note that RVE¢(y) and LVB¢(y) can
over- or underestimate our bounds R(y) and L(y) due to the use of the Taylor approxi-

mation.

Figure 3.2 compares our Chebyshev bounds L(y) and R(y) with the approximate
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21 08 -06 -04 -02 0 0 02 04 06 08 1
log(y) log(y)

Figure 3.2: Comparison of the left-sided (left) and right-sided (right) Chebyshev
bounds for the products of T =5 (top) and T = 10 (bottom) random variables with
¢ =1and p = 0. The solid lines with squares, the dashed lines with triangles and the
dotted lines with circles represent our bounds, the VBC bounds and the MO bounds,
respectively. From bottom to top, the blue, red and green lines correspond to o = 0.2,
0.3 and 0.4 (left) and o = 0.4, 0.5 and 0.6 (right), respectively.

bounds LYB¢(y) and RVB®(y) (‘VBC bounds’) as well as RMO(y) (‘MO bound’). As
expected, the VBC bounds can over- and underestimate our bounds L(y) and R(y),
whereas the MO bound consistently overestimates R(y). Moreover, the MO bound
coincides with our right-sided Chebyshev bound for large values of y. The quality of
both approximations deteriorates with increasing o and decreasing y. Interestingly,
the VBC bound deterioates with increasing numbers of random variables, whereas
the MO bound improves with increasing T. The figure shows that both approximate

bounds can misestimate the bounds L(y) and R(y) substantially.

The MO bound has an analytical solution and can therefore be computed in negligible
time. In contrast, the VBC bounds and our bounds require the solution of semidefinite

programs with two LMISs of size @ (T?). Table 3.2 compares the computation times
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Number of random variables T
4 8 12 16 20 24 28 32 36 40
VBC bounds | 1.02 1.01 1.06 1.07 1.11 1.23 1.29 1.48 1.72  2.02
Ourbounds | 1.63 1.81 2.19 2.64 3.43 4.71 6.38 9.34 13.37 18.35

Table 3.2: Runtimes (secs) required to calculate the Chebyshev bounds. Each runtime
is averaged over 10 instances with randomly selected p, o and y, and it includes the
calculation of both the left-sided and the right-sided bounds.
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log(y) log(v)

Figure 3.3: Comparison of the right-sided Chebyshev bounds R(y) (solid lines with
squares), R'(y) (dashed lines with diamonds) and RM©(y) (dotted lines with circles)
with g =1 and p = 0. From bottom to top, the blue, red and green lines correspond to
o =0.4, 0.5 and 0.6 in the left graph (with T =5 fixed) and to T = 3, 5 and 7 in the right
graph (with o = 0.5 fixed), respectively.

of both bounds for products of different size T on a computer with a 3.40GHz i7
CPU and 16GB RAM. While both bounds can be computed within seconds, the VBC
bounds require significantly less runtime than our bounds. We attribute this to the
LMI reformulations of the polynomial constraints in Theorems 3.2 and 3.4, which

seem to lack structure that can be exploited by SDPT3.

Figure 3.3 compares the right-sided Chebyshev bound R(y) with the relaxed right-
sided bound R'(y) and the MO bound RMO(y). The figure illustrates that RMO(y)
coincides with R'(y) for y = (u+ "T—zg) " and subsequently both bounds coincide with
R(y) for large values of y. The gaps between the bounds increase with larger variances

02, and they decrease with larger numbers of random variables T.
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3.7.2 Case Study: Financial Risk Management

Consider an investor who allocates a limited budget to a fixed pool of n assets over
a time horizon of T periods. We denote by 7;; = -1, t=1,...,Tand i = 1,...,n, the
relative price change of asset i between periods ¢ and ¢ + 1. We assume that the
investor pursues a fixed-mix (or constant proportions) strategy which rebalances the
portfolio composition to a pre-selected set of weights w € # = {z€ R} : eTz = 1} at the
beginning of each period. Note that despite being memoryless, fixed-mix strategies
are dynamic since they recapitalize those assets whose returns were below average
(‘buy low’) and divest assets whose returns were above average (‘sell high’). Fixed-mix
strategies generalize the well-known 1/ N-portfolio (DeMiguel et al. 2009), and they

have received significant attention among both academics and practitioners.

We assume that the investor assesses the fixed-mix strategy w in view of the value-at-

risk of the portfolio’s terminal wealth, which is defined as

T

VaRe(w) = sup{y: P (H(l +w'F) > y) >1 —6‘}.
YER r=1

Here, the asset returns 7, = (7;,;)}"_, are governed by the probability distribution P,

and ¢ is a pre-specified parameter that reflects the investor’s risk tolerance.

Calculating the value-at-risk of a portfolio’s terminal wealth requires perfect knowl-
edge of the joint asset return distribution ’, which is unavailable in practice. Fol-
lowing Chapter 2, we will assume that it is only known that the asset returns (#;) ;:rzl
follow a weak-sense white noise process with mean p and variance X, that is, the asset
returns are serially uncorrelated and have period-wise identical first and second-order
moments. In that case, the wealth evolution (&;) thl =1+w'sy) thl also follows a
weak-sense stochastic process governed by a distribution P, supported on R, under
which the &; have mean wTp and variance wTZw and are serially uncorrelated. We
denote the set of all these distributions by £2,,. In this setting, an ambiguity-averse
investor may assess the fixed-mix strategy w in view of the worst-case value-at-risk of

the portfolio’s terminal wealth over all distributions P, € 22,

YeR wEPw

T
WVaRe(w):sup{)/: inf [F"w(l_[ft>y)21—e}.
=1
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Figure 3.4: Worst-case value-at-risk of the growth rates of the minimum-variance (left)
and maximume-expectation (right) portfolios for different investment horizons T and
risk tolerances €.

In Chapter 2, the worst-case value-at-risk of the portfolio’s terminal wealth is replaced
with a quadratic approximation. The Chebyshev bounds proposed in this chapter
allow us to calculate the worst-case value-at-risk exactly without resorting to any

approximation. Indeed, one verifies that

T
WVaR, (w) = sup{y : sup Py (H &< y) < e} = sup{y:Ly;wTp, w'Zw) <e},
yeR Pw€Pyw t=1 YER

where we have made explicit the dependence of the left-sided Chebyshev bound L
on the mean wTyu and the variance wTZw of the wealth evolution ) th1- Since Lis
monotonically non-decreasing in v, the last expression can be evaluated efficiently

through bisection on y.

Figure 3.4 reports the worst-case value-at-risk of two portfolios over different time
horizons T, where p and X are calibrated to the 2003-2012 period of Fama and French’s
10 Industry Portfolios data set.? The minimum-variance portfolio (left graph) corre-
sponds to the weight vector w € # that minimizes wTZw, whereas the maximum-
expectation portfolio (right graph) invests all wealth into the asset i with the highest
expected return ;. To facilitate a fair comparison among different time horizons,
the graphs report the growth rates of the portfolios, that is, the logarithms of the
terminal wealth, divided by the number of investment periods T. As expected, the

minimum-variance portfolio is less risky than the maximum-expectation portfolio,

Zhttp://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
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and the risk of both portfolios tends to decrease when the investment horizon T grows.
Interestingly, however, the risk of the maximum-expectation portfolio increases with
large T for low risk tolerances ¢ < 0.15. This seemingly counter-intuitive effect is
explained by Theorem 3.3, which states that the wealth evolution ]'[tT=1 &, is absorbed

at 0 for large investment horizons T.

In addition to evaluating the worst-case value-at-risk of a pre-selected portfolio w, an
investor often seeks to determine a portfolio w™ that optimizes the worst-case value-
at-risk. The search for optimal portfolios is greatly simplified by the observation that
there is always a portfolio w* on the mean-variance efficient frontier that maximizes
WVaR, (w) over (subsets of) #'. Indeed, Theorem 3.5 implies that L(y; wTp, wTXw) =
L'(y; wTu, wTZw), and one readily verifies that L' (y; wT g, wTZw) is non-decreasing

in both y and wTXZw. This implies that

sup{y:L'(y;wTp,w'Zw) <¢e} < sup{y:L'(y;w' T p,w' Zw') <¢}

YER YER
for two portfolios w and w' that satisfy wTp = w'Tg and w™Xw = w'TZw’. We thus
conclude that among all portfolios w € # that achieve the same mean return wTpy,
the portfolio with smallest variance w™Zw provides the best worst-case value-at-risk.
We can therefore identify an optimal portfolio through a one-dimensional line search

over the mean-variance efficient frontier.
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Multi-Market Multi-Reservoir Manage-

ment

Peak/off-peak spreads on European electricity spot markets are eroding due to the
nuclear phaseout and the recent growth in photovoltaic capacity. The reduced prof-
itability of peak/off-peak arbitrage thus forces hydropower producers to participate
in the reserve markets. We propose a two-layer stochastic programming model for the
optimal operation of a cascade of hydropower plants selling energy on both the spot
and reserve markets. The planning problem optimizes the reservoir management over
a yearly horizon with weekly granularity, and the trading subproblems optimize the
market transactions over a weekly horizon with hourly granularity. We solve both the
planning and trading problems in linear decision rules, and we exploit the inherent

parallelizability of the trading subproblems to achieve computational tractability.

4.1 Introduction

Electricity from renewable sources, e.g. wind, geothermal, solar and hydropower, has
seen its share growing in European electricity markets in recent years. The increase of
renewable energies is resulting in numerous environmental and economic benefits.
However, electricity generation from some of these sources, especially wind and solar,
is intermittent because of its reliance on weather and sunlight conditions. Hence,
there is a growing need to invest in power plants with storage capacities that can
produce or consume electricity on a short notice. For example, pumped-storage
hydropower plants are capable of buffering short-term fluctuations in demand and

supply because of their storage capabilities and negligible start-up times.
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In terms of wholesale electricity markets, most generation companies in Switzer-
land, France, Germany, Luxembourg and Austria participate in the European Energy
Exchange (EEX), which is one of the largest electricity markets in central Europe.!
Among the markets offered by EEX, European Power Exchange Spot (EPEX SPOT) is
an exchange for power spot trading. It consists of different forward markets, with
the main component being the day-ahead market. Generation companies operating
pumped-storage hydropower plants typically trade in this market. In the remainder
of the chapter, we use the terminology spot market to refer to this day-ahead market.
Pumped-storage hydropower plants benefit from participating in the spot market
by releasing the water downstream for electricity generation at peak times and by
pumping the water upstream during off-peak periods for future generation (‘buy low
& sell high’). In doing so, the generation companies exploit the gaps between peak
and off-peak electricity prices to make immediate profits. However, these price gaps
have been shrinking since 2008 (Mayer 2014). This phenomenon occurs because of
two main reasons: (i) the phaseout of nuclear power plants from European electric-
ity markets and (ii) the rapid growth in photovoltaic capacity; see Morris and Pehnt
(2015); Wirth (2016). Nuclear power plants are important sources of base load power.
As a result, their withdrawal from the electricity markets increases base load electricity
prices. On the other hand, the growth in photovoltaic capacity increases the amount of
electricity supply during daytime, which significantly overlaps weekdays’ peak hours,

and thus reduces the peak electricity prices.

As the spot market is a day-ahead market, electricity supply and demand are settled on
the day before delivery. In practice, however, this cannot be achieved without errors
for many reasons. Examples include operational outages, withdrawal of power plants,
and sudden rises in demand. While small errors are usually corrected by trading in
intraday markets, bigger errors need to be handled separately. Moreover, since wind
and sunlight conditions can change abruptly and are difficult to predict with high
accuracy, wind and solar energy is highly volatile. Thus, as the percentage of the
renewable energy supply increases, the resulting fluctuations can be large, and they

cannot be absorbed completely in the spot and intraday markets.

In order for the frequency of the electricity grid to be maintained at 50Hz, the im-

Thttps://www.eex.com
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balances between demand and supply have to be diminished. To achieve this, the
transmission system operators procure additional ancillary services (in this case, con-
trol energy) in advance on separate markets.> These markets, depending on their
geographical locations, have different names, for example, balancing markets, reserve
markets, regulation markets, and control markets. To avoid terminological confusion,
we will consistently use the term reserve market in the remainder of the chapter. For
a succinct overview of how the reserve markets work and what role the hydropower
producers play in these markets, we refer interested readers to Beck and Scherer
(2015); Hirth and Ziegenhagen (2015).

With reserve markets, when electricity demand and supply differ, the transmission
system operator of the control area responds by requesting reserve market participants
to increase or decrease their electricity output. For generation companies, the benefit
of trading in the reserve markets is two-fold. First, they receive capacity fees in
advance regardless of whether the reserve capacities are activated. Second, they also
earn money proportional to the increase or decrease in their production levels when
the transmission system operator triggers the reserves. Since the amount of activated
reserves can be positive (upward regulation) or negative (downward regulation), we
distinguish between the two cases by decomposing the reserve market into reserve-up
and reserve-down markets, respectively. Figure 4.1 visualizes situations when reserve-
down and reserve-up capacities are activated by the transmission system operator.
The existence of the reserve markets should ease the pressure on the hydropower plant
operators who are struggling to recover their capital costs or their original profitability

on the spot market because of the eroding peak/off-peak spreads.

The focus of this chapter is to develop, for hydropower producers, a stochastic program
that maximizes their total revenues earned from simultaneously trading in both
the spot and reserve markets. The resulting optimization model is computationally
challenging because it involves a large number of decision stages as well as significant
uncertainty in electricity prices and water inflows. For example, consider the setting
where the planning horizon is one year, and where electricity is traded daily. In this

case, the number of decision stages already exceeds a few hundreds. Furthermore, in a

2The European Network of Transmission System Operators for Electricity (ENTSOE) publishes the
list of transmission system operators in Europe, available at https://www.entsoe.eu.
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Figure 4.1: Tllustration of downward regulation (]) and upward regulation (1).

system with multiple connected reservoirs, a coordinated water release and pumping
policy is required because the water releases from an upstream reservoir contribute

to the inflows of its downstream reservoir(s).

As pointed out by Shapiro and Nemirovski (2005), multi-stage stochastic programs
‘generically are computationally intractable already when medium-accuracy solutions
are sought.” It would appear hopeless for us to directly solve the formulated stochastic
program. Inspired by Pritchard et al. (2005), we decompose the problem temporally,
which in our case is achieved by splitting the planning horizon into weekly periods.
At the beginning of each week, the generation company sets a target release for each
reservoir. This target is obtained by solving a reservoir management problem, which
can also be formulated as a stochastic program. Then, for a predetermined target,
the generation company solves another stochastic program to determine an optimal
trading policy for both the spot and reserve markets over the course of one week. To
gain tractability, all arising stochastic programs are solved approximately in linear

decision rules, which we discuss next.

In dynamic optimization problems, future decisions are representable as measurable
functions of the observable data. One major challenge for solving such problems is
that optimizing over functions is generally much harder than optimizing over finite
vectors. The linear decision rule approximation simplifies the problem by focus-
ing on the subclass of affine functions only. By focusing on decision rules in affine
forms, we obtain a conservative approximation of the true optimization problem. The

main advantage of solving dynamic optimization problems in linear decision rules is
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tractability as highlighted by Shapiro and Nemirovski (2005); Ben-Tal et al. (2004). Of-
ten, such an approximation is scalable to industrial-size problems. However, there are
two main issues that may limit the relevance of the linear decision rule approximation
in practice. First, it is possible that the approximation may result in a non-negligible
degree of suboptimality. Second, some feasible stochastic programs, even those with
complete recourse, may fail to admit feasible linear decision rules (Chen et al. 2008).
To address the first shortcoming, Kuhn et al. (2011) outline a primal-dual approach
to numerically quantify the loss of optimality incurred by the linear decision rule
approximation, and Bertsimas et al. (2010b) further show that linear decision rules are
optimal for some instances of one-dimensional dynamic problems. In contrast, the
second shortcoming ceases to be relevant to the reservoir management problem if the
generation company sets the target storage levels at the end of the planning horizon to
be the same as the initial storage levels. In this case, there always exists a feasible water
discharge policy in affine form, one of which is to immediately spill the inflows. In any
case, more flexible decision rules can be used if high-accuracy solutions are sought;
see Georghiou et al. (2015); Chen et al. (2008). The linear decision rule approximation
(in a simpler form) has been previously applied to the reservoir management problem

in different settings. We refer the readers to Yeh (1985) and the references therein.

The main contributions of the chapter may be summarized as follows.

(i) We propose a stochastic program for maximizing the net revenue of a hy-
dropower producer who simultaneously trades in both the spot and reserve
markets. The proposed model accounts for uncertainty in electricity prices,
reserve capacity fees, inflows, etc. Accounting for price uncertainty usually
leads to intractability because of the high frequency at which market prices

fluctuate. Therefore, we develop a complexity reduction scheme (ii).

(ii) To achieve tractability, we propose a planner-trader decomposition, which leads
to a two-layer stochastic program. The decomposition is achieved by separating
fast and slow dynamics. In particular, the inflow uncertainty is accounted for in
the planning problem, which is a reservoir management problem with weekly
granularity. On the other hand, the market uncertainty is absorbed in the the
trading subproblems, which optimize intra-week transactions in both the spot

and reserve markets.
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(iii)

(iv)

We prove that if the reservoirs in the considered cascade have seasonal storages
in the sense that it takes at least a few weeks to fully replenish or deplete them,
then the planner-trader decomposition generically provides a conservative

approximation of the stochastic program proposed in (i).

We consider a cascade of three connected reservoirs operating in the con-
trol area of the Austrian Power Grid AG (APG).? The data for this case study
is provided by the energy consultancy Decision Trees GmbH.* We solve our
stochastic programs conservatively using a linear decision rule approximation
to determine a near-optimal operation of the generation company under two
circumstances: (a) the generation company participates in the spot market only
and (b) the generation company participates in both the spot and reserve mar-
kets. Our experimental results suggest that participating in the reserve markets
increases total revenues by 48.3% on average. Furthermore, it also reduces

variation in storage levels.

The remainder of the chapter is structured as follows. In Section 4.2, we introduce

the notation and the operational constraints for the hydropower producers, while

Section 4.3 presents the revenue-maximizing stochastic program. Our decomposition

scheme and numerical solution procedure are described in Section 4.4 and Section 4.5,

respectively. In Section 4.6, we discuss a common heuristic used in hydropower

scheduling and extend it to cater for additional investments in the reserve markets.

Finally, we quantify the benefits of trading in the reserve markets in Section 4.7.

Notation. Basic matrix operations used in this chapter follow from MATLAB symbols.

In particular, for two matrices with the same number of rows (columns), we use a

comma (semicolon) to concatenate them horizontally (vertically). For a column vector

x, we let diag(x) denote a square diagonal matrix with x on its main diagonal.

Shttps:/ /www.apg.at/
http://dtrees.com/
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4.2 Hydropower Scheduling Model

We consider a generation company that operates a cascade of reservoirs, indexed by
i € ., and trades hydroelectricity in both the spot and reserve markets. For notational
convenience, we represent the topology of the interconnected reservoirs by a directed
acyclic graph with a set of nodes .# and a set of arcs «f < .# x .# where reservoirs are
represented as nodes. A tuple (i, j) is an arc in « if i (j) is an upstream (downstream)
reservoir of j (i). Without loss of generality, we assume that .# contains a unique
sink node ® which represents a dummy reservoir below the cascade. In this way;, all
reservoirs except ® have at least one outdegree. The topology of the cascade can be
encoded conveniently with an incidence matrix M, where for each (i, a) € .¥ x o« we
have that

1 ifiis the tail of arc a,
M;.=1{ -1 ifiisthehead ofarc a,

0 otherwise.

Last but not least, we denote the cardinality of « and .# by A and I, respectively.

We split the entire planning horizon into trading hours indexed by t € 9 :=1{1,..., T}.
We remark that the planning horizon should span at least a year in order for the gener-
ation company to fully capture the seasonality of electricity prices and water inflows.
To begin our discussion on the constraints of hydropower scheduling problems, we
consider the case where the company participates only in the spot market. At the
beginning of each trading hour ¢, the generation company commits, for each arc
a=(i,j) e, gqaand p;, which represent the amount of water released from i to
j (in m3®) and the amount of water pumped up from j to i (in m?), respectively. We
denote the storage level of reservoir i € .# at the end of trading hour ¢ by v;;. For
the sake of transparent exposition, we assume that the delays in water flows between

reservoirs are negligible. Aggregating these decisions across the arcs as

8= [8rdlacs €RY,  pri=[pralacws €RY, = [v;ilies €R,
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Figure 4.2: An example cascade of three reservoirs. From top to bottom, we denote
them by %, .# and .Z, respectively. Hence in this case, .¥ = {%,.#,¢,®} and «f =
(U, ), (M, L), (L, ®)}. Aturbine-pump pair is attached to arc (%,.#), whereas
the remaining two arcs have only turbines.

we can then represent the dynamics of the reservoirs’ storage levels as
vt:v;_1+1[lt—M(s[+gt—pt) VteT,

where s; =[S, q4lacer € RA represents the vector of spilling decisions, while v, ; and v, ;
denote the hourly natural inflow and the initial storage level of reservoir 7, respectively.
Both g;,, and s; , represent water release quantities. However, the difference between
them lies in the purpose of the release. On the one hand, g; , represents the amount
of water discharged to a turbine for hydroelectricity generation and thus contributes
to an hourly revenue the company earns on the spot market. On the other hand, s; ,
represents the amount of water released to adjust the reservoir storage level when
necessary, for example, when the upstream reservoir of arc a is overfilled, and hence
it does not contribute to any profit. We may refer to g; , and s; 4 as the productive and

non-productive releases, respectively. For the equation of the reservoir dynamics, we
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use the matrix M to ensure that the water released from an upstream reservoir flows
into the corresponding downstream reservoir(s). The decisions g;, p;, s;, v; have to be

taken subject to the following physical constraints.

1. Non-negativity:
gtEO» ptEO, st20 Vteg

2. Maximum generating and pumping levels:

where g, (m3/h) and p, (m3/h) are the maximum release and pumping rates of
a turbine-pump pair attached to arc a. If the pump (turbine) is absent, we set

P.=0(8,=0.

3. Bounds on storage levels:
V,<v;<v, VIiET,

where v, ; (m®) and 7, ; (m®) represent the lower and upper bounds on the stor-
age levels of reservoir i, respectively. Typically, the upper bounds coincide with
the reservoirs’ full capacities, whereas the lower bounds can vary throughout
the year. For example, they can be higher in the summer months than in the

rest of the year for environmental or touristic purposes.

The generation company aims to find a policy to distribute water among reservoirs
over the entire planning horizon such that it maximizes the total revenue from the

spot market which amounts to

Y #icT (g:—Dpy),

teg

where 7} is the electricity spot price (€/MWh) at time ¢, whereas ¢ and D represent

the collections of conversion rates and cycling deficiencies of all hydrological arcs
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a € ¢f in the form
c:=[Calaey and D:=diag([dalaeer).

For each hydrological arc a, the conversion rate ¢, >0 (MWh/m?) translates the water
amount (m3) to energy output (MWh). In reality, this conversion rate ¢, depends on
the net hydraulic head which is defined as the difference of the water levels between
endpoint reservoirs; see e.g. Tester et al. (2012, § 12.3). For tractability reasons,
however, we follow the literature (see e.g. Baillo et al. (2004); Lohndorf et al. (2013)) in
assuming that c, is a constant. This typically offers a good approximation for a cascade
of weekly and annual reservoirs, especially when the net heads are high. Besides, the
cycling deficiency d, > 1 determines the rate of energy loss when producing electricity

from pumped water.

In addition to trading in the spot market, the generation company may simultaneously
participate in the reserve market (which is decomposed into reserve-up and reserve-
down markets). The transmission system operator regulates these reserve markets to
maintain the network frequency in its control area. The mechanisms underlying the

spot and reserve markets are different in the following senses.

1. The spot market is a day-ahead market, i.e., it is cleared on the day before energy

delivery, whereas the reserve markets are cleared week-ahead.®

2. Trading decisions for the spot market have to be implemented regardless of the
state of the control area, whereas reserve capacities may or may not be activated
by the transmission system operator, whose action depends on total real-time

demand and supply within the control area.

From the transmission system operator’s perspective, the main purpose of reserve
markets is to smooth out the differences between real-time electricity demand and
supply. These differences can be caused by several reasons, for example, a production
failure, a sudden rise in demand, or, more importantly, an inaccurate forecast of

the production levels of other renewable energy sources. The reserve-up capacities

SWe consider the electricity markets in the control area of APG, Austria. The tendering period can be
different in other control areas. However, this does not fundamentally change our model.
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may be activated when the demand is higher than the supply and more electricity
is needed. On the other hand, the reserve-down capacities may be activated when
there is an oversupply of electricity in the transmission system operator’s control area.
Upon the request to activate the reserve-up capacity, the generation company has
two choices to honor the reserve commitments. It can either increase the electricity
production or decrease the electricity consumption. In the case that a significant
amount of additional electricity is required, it may also be possible that the generation
company has to take both actions. Similar arguments in the opposite direction apply

to the reserve-down capacities.

From the generation company’s perspective, the benefit of participating in the reserve
markets is two-fold. First, the transmission system operator offers compensations for
the reserve capacities in the form of an advance payment (i.e., reserve capacity fees).
Second, the company is also paid for the hydroelectricity production/consumption

when the reserve capacities are activated.

Participation in the reserve markets complicates the producer’s planning problem
because it involves more decisions. Such decisions include u;, = 0 and d;, = 0
(for all t € 9 and a € &) representing the reserve-up and reserve-down capacities,
respectively. Similarly to previously introduced decision variables, we aggregate these

decisions over a € <f as

;= [Us,ql geas and d;:= [dt,a]aew’-

Moreover, additional constraints have to be incorporated in order to ensure that the
company is able to honor the commitment in both the spot and reserve markets.

These new constraints are:

OSutSE—gt+Pt, Vteg,

O<d;,<p-p:+8g:, Vted.

As discussed above, the upper bound on the reserve-up capacity u; , (reserve-down
capacity d; 4) is given by the sum of the production buffer g, — g;, (consumption
buffer p , — p:,4) and the consumption level p; , (production level g; ,). Furthermore

to take into account the effects of reserve capacities, the dynamics of the reservoirs’
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storage levels for all £ € 9 and i € .# is amended to
Vi =0V +1/lt—M(St+gt—pt+p?ut—p?dt),

where p} = 1 implies an activation for the reserve-up energy (= 0 otherwise) and
pf = 1 implies an activation for the reserve-down energy (= 0 otherwise). A generation
company that participates in both the spot and reserve markets earns the total revenue
of

Y ot (@ + oty + (@ + pfndid+ (g~ Dpy)
teg
where (¢%, %) and (¢9, 7Y) are the capacity fees (€/MWh) and the electricity prices

(€/MWh) in the reserve-up and reserve-down markets, respectively.

Lastly, we assume that the generation company is a price taker, that is, its operation
is not large enough to have a non-negligible influence on the electricity prices, be it

spot prices (}), capacity fees (¢}, <p‘ti) or reserve prices (7, n?).

4.3 Revenue Maximization

Based on the discussion in Section 4.2, the generation company may formulate an op-
timization problem to identify a revenue maximizing policy subject to the constraints
previously described. In practice, though, it is impossible to have a perfect forecast
of the future inflows (y ;), the electricity prices in the different markets (3, 7}, n‘ti),
the reserve capacity fees (¢}, (,bctl) and the activation sequences of the reserve capaci-
ties (p}, p‘}). The optimization problem thus needs to account for uncertainty in the

market and inflow information.

We highlight that it is of great importance to explicitly account for uncertainty in this
problem. This is the case, for example, if hydroelectricity generation is profitable in
only a few hours with high spot prices within a week. Assuming a constant spot price
throughout the week may lead to a highly suboptimal solution, that is, not to generate
at all. Henceforth, we assume that the generation company is risk-neutral. Therefore,

it aims to identify a reservoir management policy that is feasible almost surely under
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the joint probability distribution P of the relevant random variables and maximizes
the expected total revenue. In order to respect non-anticipativity, future decisions can
exploit knowledge of the past, but not that of the future. Thus, it is necessary for us to

introduce the sequence of revealed information which evolves as time passes.

For the sake of concise notation, we denote by &; the information that is revealed to
the generation company at the beginning of trading hour ¢. Furthermore, we denote
the first hour of the day and the first hour of the week containing ¢ by d(¢) and w(1),
respectively, and we let #(w) denote the first trading hour of the operational week w.
Last but not least, we denote by & (without subscript) the information available at the

end of the planning horizon, thatis, & = (1;...;&7+1).

In our hydropower scheduling problems, natural inflows v ; as well as electricity
prices 7%, 79 and activations pY, pd in the reserve markets are assumed to materialize
hourly. On the other hand, daily spot prices are revealed at the beginning of the day,
i.e., when r = d(t), whereas weekly reserve capacity fees are revealed at the beginning
of the week, i.e., when ¢ = w(#). We summarize the information that is revealed to the

generation company at the beginning of hour ¢ € 9 as follows.
T .
(oo el ) if t #d(1),
(pY ,p% 7wy 7wt Lyl 7%, wS,,,)" ift=d(f) and t £ w(?),

u d u d T S S
(pt—l’pt—l’ﬂt—l’nt—l’wt—l’nt""’ﬂHZS’

d d T Y
B ®lrep Phre o Plire7) ift=w(

Recall that the spot market is a day-ahead market. Therefore, when ¢ = d(t), the
generation company decides on the trading volumes in the spot market for the next
24 hours, i.e., gy and p; for T = ¢,..., £ +23. On the other hand, the reserve markets
are cleared week-ahead. Thus, when ¢ = w(?), the generation company has to decide

on the reserve capacities for the next whole week, i.e., u; and d; fort =+¢,..., t + 167.
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The company may then solve
max E(Yer T (¢} +pimy) u, + (¢ + pinf) di + 75 (g: — Dpy)))

s.t. 8uPt~Faw We, i ~Fuwwy, St, Vi ~Fr1 VEET
0<g;,<g O0<p:<p, O0<s
Ur<g—8:+p: (4.1)

dtSﬁ—pt'i'gt r Vte g, P-a.s,,

V=V + W —M(s +8c—petpluy —P(tidt)

VtS vtfit

which represents a multistage stochastic program. Here, the objective is to maximize
the expected revenue accumulated over the planning horizon from the reserve-up,
reserve-down, and spot markets. The constraints were previously discussed in Sec-
tion 4.2. It is worth noting again that all decisions must be non-anticipative, and we

capture the non-anticipativity requirements by using a o-algebra
Fr=0lsll<s=<t)

generated by the observation history up to time ¢ € 9. Since the reserve market is a
week-ahead market, u; and d; are adapted to the o-algebra & ,,(;). On the other hand,
the spot market is a day-ahead market; hence, g; and p; are adapted to %y . Lastly,

s; and v, are adapted to %, as the storage levels are monitored and adjusted hourly.

Multistage stochastic programs are difficult to solve numerically. In fact, determin-
ing an exact solution of a two-stage stochastic program is already computationally
intractable when the random variables follow independent uniform distributions;
see Dyer and Stougie (2006); Hanasusanto et al. (2015a). To achieve tractability, we
propose in Section 4.4 a framework to decompose the stochastic program (4.1) into a
two-layer stochastic programming problem. After the decomposition, a number of
smaller stochastic programs, which consist of much fewer decision stages and random
variables, emerge. Moreover, many of them can be solved in parallel. Nonetheless,

they still constitute multistage stochastic programs. To simplify the problem even
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more, we solve these stochastic programs approximately in linear decision rules, that
is, we express future decisions as affine functions of prior observations. In many
cases, including ours, a linear decision rule approximation ensures the tractability of

dynamic optimization problems under uncertainty.

4.4 Planner-Trader Decomposition

The stochastic program (4.1) consists of a large number of decision stages as the
planning horizon usually comprises at least one year. As a first step to simplify the
problem, we decompose (4.1) into a collection of smaller and more tractable stochastic
programs. Our decomposition is motivated by the following observation concerning
the problem’s dynamics. Electricity prices are volatile and can differ greatly from one
hour to another. On the other hand, the dynamics of the reservoirs’ storage levels
change on a much coarser scale. For a cascade of seasonal reservoirs, it takes at
least weeks to fully deplete or to fully replenish each reservoir, and hourly changes
in the storage levels are often marginal. This contrast between electricity prices and

hydrological dynamics can be used to simplify (4.1) as follows.

Since the reservoirs’ storage levels change slowly, we split the entire planing horizon
g into weeks # = {1,..., W}, and we monitor the storage levels only at the end of
each week. Denote by 9 (w) the set of trading hours within week w. Hence, the entire
planning horizon can be expressed as I = Uyep I (w). By the tower property of

conditional expectations, we may then rewrite the objective function of (4.1) as

Z Z [E( Z (ﬁ?,aut,a+ﬁ(ti,adt,a+ﬁst,a(gt,a_dapt,a)))

weW acsd teT (w)

ft(w))),

where 7}, fr? , and 7, are introduced for notational simplicity as net revenues

=2, X [E(E( Y (Ahattnat 2 dia+ 7 0(8ra— dapia))
te

wewW acsd I (w)

earned from the reserve-up, reserve-down, and spot markets, respectively, for comit-

ting 1 m®/h of water release, i.e.,

AU L u u.u ~d ._ d d_d AS L s
Tta'=CalPy+pymy), Tpg'=CalPy+pymy), 7pgi= Cally.
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The outer expectation is taken with respect to &), and the inner expectation is
taken with respect to #Y, #% and 7% (for ¢ € I (w)) conditionally on & ). We are now
ready to discuss the planner-trader decomposition which is used to simplify the full
model (4.1).

At the beginning of each week w € #, the generation company solves a reservoir
management problem, that is, it sets a weekly target of productive release, say ¢, 4,
for every arc a € of of the hydrological system. We highlight that g,, , is not necessarily
positive as it can take a negative value when the net volume of the pumped water
exceeds the net volume of the released water. Subsequently, after deciding on q,,4,
the generation company has to optimize the intra-week market transactions, that is, it
has to trade in both the spot and reserve markets on an hourly basis while respecting
the weekly targets of water consumption q,, = [qy,4lacor- At the end of the week, the
weekly aggregate inflows, from both natural sources and upstream reservoirs, then

materialize.

This explains the main idea behind the planner-trader decomposition where the
planner optimizes the reservoir management with weekly granularity, whereas the
trader optimizes the intra-week market transactions with hourly granularity. Referring
to the graph representation of the cascade’s topology, the planner optimizes the
allocation of water over the set of nodes .# to maintain the reservoirs’ storage levels,

and the trader optimizes hourly transactions locally for each individual arc a € <.

Before we formulate the planning and the trading problems mathematically, we

impose the following statistical assumptions about the relevant random variables.
(A1) The process [ ]eg is statistically independent of the other exogenous stochas-

tic processes.

(A2) The stochastic processes [7}] 7, [ﬂ‘[i] e [P} teT, [p‘ti] reg are serially indepen-

dent.

(A3) The stochastic process [7}] ;e is Markovian.

We remark that the planner-trader decomposition is still implementable even if As-

sumptions (A1)-(A3) fail to hold. However, these assumptions strengthen the approxi-
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mation quality and improve the tractability of the decomposition. We are now ready

to state our decomposition scheme.

4.4.1 Trading Subproblems

The information crucial to the decision making process of the trader is that from
within the week. This observation is due to Assumptions (A2) and (A3). For trading

hour ¢ € 9, we define a new o -algebra 9; c %; as
Fl=0&lw(t)<s<1). (4.2)

To maximize the expected weekly revenue with the hydroelectricity production and

consumption from hydrological arc a, the trader solves
max E(Y (7Y ura+ 7 dr g+ 7S ,(8a—dapra)) |&
e (w) M qUtat Ty qQrat Ty 4 \8t,a ™ GaPta t(w)

S.t. gt,a;pt,aNg:i(n, Uta,dra €ER. YIET (W)

— — (4.3)

Vte I (w), P-a.s.,
Ua< 84— 8tatPra Ata<Ps—Ptat8ta

> teT (w) (gt,a —Pta~t pltlut,a - p?dt,a) = Juw,a

where the weekly target of water release g, , is determined by the planner and is there-
fore exogenous to the trader’s problem. We then denote the optimal objective value
of this trading problem by I, 4 (¢u,a, € 1) )- A detailed description of the stochastic
modeling of the market uncertainty [7%],cq, [7]1eq, [0%]1eq, [0%teg and (7S] e is
relegated to Section 4.7, where we report on the experimental results of our model.
Note that the last constraint in (4.3) is imposed as an inequality (as opposed to an
equality) constraint. Indeed, we will see in the proof of Theorem 4.1 that impos-
ing the water target as an equality would disallow exploitation of the information

materializing within a week.
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4.4.2 Planning Problem

The planner receives information about the expected weekly revenues from the trader
through the functionals I1,,, and manages the water resources in the cascade in
order to maximize the expected earnings of the generation company over the entire

planning horizon . Particularly, the planner solves

max [E (ZweW Yac Nwa (QW,a»ft(w)))

S.t. Gu~Frw), Sw~Frw+) YWEW 4.4

EWSqwsﬁw, sw=0
YweWw, P-as.

vy, <svo+ 2o (we —M(sy +qy)) < vy
Here, the planner optimizes weekly target release quantities g, , for every (w, a) € # x
& . The target q,,, attains its upper bound when the turbine operates at a maximum
level throughout the week, whereas it attains its lower bound when the pump operates
maximally. Hence, to make (4.4) complete, we set g y and q,, to —168p and +168g,
respectively. Note that, for notational convenience, in the formulation above we
introduce w7, as an aggregate weekly inflow, i.e., ¥}, = ¥ jcg () ¥;. Similarly, we
introduce v} and v,, as the lower and upper bounds on the storage levels at the end
of week w, i.e., v} = v, and v, = U, for ¢ such that 7+ 1 = #(w + 1). This corresponds
to the earlier observation that the storage levels may not need updating every hour.
By a slight abuse of notation, s, in (4.4) represents weekly spilling decisions, not to be

confused with hourly spilling decisions s; in (4.1).

We end this section by discussing the accuracy of the planner-trader decomposition.
Theorem 4.1 below asserts that the planner-trader decomposition provides a conser-
vative approximation to a variant of (4.1) when the intra-week bounds on the storage

levels are omitted.

Theorem 4.1 (Suboptimality of planner-trader decomposition). Ifv, , = —oco and
Viq=+oo foreveryt € I :t+1# w(t+1), then the planner-trader decomposition (4.4)
provides a conservative approximation for (4.1).

Proof. Under the assumption that the reservoir bounds are imposed only at the end
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of each week, there is no need for us to keep track of the intra-week storage levels.
Therefore, we can simplify (4.1) by aggregating the inflows and the spilling decisions

as well as the productive release quantities over the trading hours in week w as

W:ruz Z Y S;: Z sy, and ¢, = Z gt_Pt"‘P?ut—p?dt.

teg (w) teg (w) teg (w)

Recall that since s; ~ %1, we have that s, ~ %;(,,+1). Moreover, since both g; and p;,
are adapted to %) and pY, p‘ti are contained in &1, it follows that q,, ~ F;w+1)- If

v}, denotes the vector of storage levels at the end of week w, we find

+ +

v =v,  +wh,-M(sh+qu),

and therefore v}, ~ %;,,+1). We can then re-express (4.1) as
max Y ey Yacw B ([E (Ztef/‘(w) (ﬁltl,a Ut,a+ ﬁgadt,u + ﬁi,a(gt,a - dapt,a)) ’fw(r)))

S.t. gt)pINgd(t)» ut,d[Ngw([) Vteg

0<g;<g, O<p;<p
U <g-g+p: » YteT, P-as.

di=sp-pi+8&

qw;s;p V;'Ngt(w+l) YwewW

+ + + 5t
O<s,, v,sv,=v,

Gu =2 teT (w) g[—pt+p‘;ut—p?dt YweWw, P-as.,

+

Vi =V + W, —M(s), + qu)

where the measurability properties of the aggregate decisions follow directly from
their construction. Next, we argue that the equality constraint which assigns a value
to the weekly net productive release q,, can be equivalently rewritten as a greater than
or equal to constraint. Indeed, if there is a positive slack between the left hand side
and the right hand side of this constraint, we can add this slack to the corresponding

spilling decision s,, as there are no upper bounds on spilling. In this way, the weekly
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total releases (both productive and non-productive) q,, + s;, remain unchanged.

By enforcing q,, to be adapted only to %, (instead of %;(,,+1)), we obtain a conser-
vative approximation of (4.1), and the emerging problem is equivalent to the proposed
planner-trader decomposition because we can assign hourly constraints (those in the
first bracket) to the corresponding trading subproblems and assign weekly constraints

(those in the second bracket) to the planning problem. N

4.5 Multiscale Approximation

The focus of this section is to outline numerical methods for solving the planning and
the trading problems efficiently. Notice that, even after the decomposition, the emerg-
ing optimization problems still constitute multistage stochastic programs, which
are computationally hard to solve. Henceforth, we solve them approximately in lin-
ear decision rules, that is, we restrict the future decisions to affine functions of the

observable data.

We assume that we are given a set of independent samples {&° : s € .#} of the random
vector &, where the index set . is defined as {1,...,S}. This allows us to solve the

planning problem (4.4) by replacing its objective function with the sample average

1
g Zsey Zwe?// Zaed Hw,a (qu“’ i(w))

and by replacing all almost sure constrains by robust constraints over a polyhedral

uncertainty set = of the form
u pd s -u -~d u ,d a-
o O, L, wy, pp P20, W20 ViET

—u —d
pi+pisL Qisdisd, Plsdisd, VieT
(4.5)

[1
[l
o
1S

s S 7S _u u_=u _d d_=d a-
ST STy, B, <A, <, A, <A, <7, VIe€T

We emphasize that any feasible solution of the resulting optimization problem is also

feasible for the realizations & € Z\{&° : s € &#}. Observe that much of the description
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4.5. Multiscale Approximation

of = is explained by component-wise box constraints, with two exceptions. First,
p}+ p? < 1 isimposed because the reserve-up and the reserve-down capacities cannot
be activated in the same trading hour. The other exception is z; <YieTw Wi = W:L,
which corresponds to the bounds on the aggregate weekly inflows instead of individual
hourly inflows. The motivation for using these aggregate bounds is that, as we will
describe below, in the planning problem (4.4) we aggregate hourly inflows to weekly

inflows for tractability reasons.

We then solve the resulting planning problem in linear decision rules by approximating
the decisions q,, ~ %) by affine functions of {1, ..., &+ w). The decisions s, can be
approximated analogously using the slightly richer information base &3, ..., & w+1)- To
solve the planning problem efficiently, we further restrict our attention to simplified

linear decision rules of the form

qdw=Qu (L ..;wl ) and s, =S, (Ly]..;v),

for some matrices Q,, and S,, with appropriate dimensions, where in the information
bases we aggregate hourly inflows within the same week to weekly inflows and we
exclude the market information from the planning problem. Hence, the planning

problem can be approximated by
1 Yy y y I T (1. +. ot ) N
max g &se LweW Laed Hwa e Qu(Ly..5vw, ) Hw)

s.t. Que€ RAX[(W—U”U,SW € RAX (wI+1]

4,=Qu(LYi; v, ) <d, we)
Sw(Lyl;..;wh,)=0 > T
v sv+ XY (wh-M(So (Lyl..;wl)+ VEEE,

Qu (i) < T

where e, represents the a-th standard basis vector. The above optimization problem
involves robust constraints over a polyhedral uncertainty set. Therefore, they admit a
linear reformulation by using strong duality of linear programs; see, e.g., Ben-Tal et al.

(2009); Kuhn et al. (2011). However, the objective function is not yet tractable because
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the trader’s objectives I1,, , remain unknown. Nonetheless, it follows from perturba-
tion and sensitivity analysis (see, e.g., Boyd and Vandenberghe (2004)) that IT,, , is
concave in its first argument ¢, ,.° We can exploit this concavity to convert (4.6) into
a tractable linear program, if we further approximate the function I1,, , by a concave

piecewise linear function

w,s,l

era (qw,(l) E‘;(w)) ~ min o + ﬁw’s’lqw'a,

e

where [ € & is the index of the affine function characterized by a slope %! and a
vertical intercept a'*!. Then, we can rewrite the objective function of (4.6) using
an epigraphical reformulation. To find this piecewise approximation, we solve each

trading subproblem Hw,a(CIw,a’ ) for 7 different values of

s
t(w)

Guw,a €{-168p,,—-112p,,—56p,,0,56g,,112g ,,168g .}

a priori (in this case | Z| = 6 because each affine piece is identified by two consecutive
discretized values of q,,,). Note that, since the trading subproblems still constitute
multistage stochastic programs, we also solve them in linear decision rules. This can
be done in a similar manner as before, and thus the details are omitted for brevity.
The number of trading subproblems to be formulated is equal to S x W x A, and each
subproblem has to be resolved |.£| + 1 times. Moreover, all of them can be solved in

parallel, which is an important benefit of the planner-trader decomposition.

We highlight that, in the trading subproblems, the weekly decisions u;, and d; ,
are modeled as here-and-now decisions, whereas the daily decisions g, and p;, 4
are adapted to & L’i( . which is defined in (4.2). This is possible because of Assump-
tions (A2) and (A3). Last but not least, the inflow information ¥; can be dropped from

the information bases of the decisions g; , and p; , because of Assumption (Al).

4.6 Bang-Bang Strategy

The purpose of this section is to derive a heuristic for controlling the storage levels

while trading in the electricity markets. This is an important issue to address because

6This observation remains valid when we solve the trading problems in linear decision rules.
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4.6. Bang-Bang Strategy

wait-and-see decisions, unlike here-and-now decisions, are not readily available as
they constitute functions and not numbers. Even after the planner-trader decomposi-
tion, the generation and pumping decisions in the spot market are still wait-and-see
decisions in the trading subproblems (4.3). This motivates us to develop a heuristic
to retrieve the values of these decisions at little computational costs. For the devel-
opment of this heuristic, we require that each reservoir has at most one downstream

reservoir, that is, for reservoirs i, ji, j» € .4 we impose that

(A4) (i,j1),(,jo)ed = j1=]o.

If the generation company participates only in the spot market, then a bang-bang
strategy is nearly optimal and often employed; see e.g. Kovacevic et al. (2013, § 4.3)
and Nisdkkilda and Keppo (2008). Under the bang-bang strategy, for each trading
hour f € 9 and for each hydrological arc a € <7, one of the following three actions is
taken, namely, the generation company either operates the turbine (if exists) at full
power, operates the pump (if exists) at full power, or switches off both the turbine
and the pump. The selection criterion is based on a comparison between spot prices
and water values, where a water value (in €/m?®) measures the opportunity cost of

releasing a cubic meter of water. We denote these water values by 9 4.

To make spot prices and water values comparable, we divide the water value 9, ,
by the corresponding conversion rate ¢, in order to measure the opportunity cost
of producing 1 MWh of hydroelectricity. In this case, Table 4.1 below presents the
selection criterion and the corresponding actions underlying the bang-bang strategy.
Simply put, when the spot price is high in comparison to the water value, then it is
profitable for the generation company to generate and sell hydroelectricity. On the
other hand, when the spot price is low, then the generation company should purchase

electricity from the spot market and use it to pump water upstream.

Ot,al Ca < 705 Ot,al Ca € (5, dgm}] Otal Ca > dam$
(&,0) (0,0) 0,p,)

Table 4.1: Description of the bang-bang strategy explained in terms of (g;,4, pt,4) for
engaging in the spot market when the water value is given by 9; 4.

143



Chapter 4. Multi-Market Multi-Reservoir Management

Incidentally, the bang-bang strategy can also be derived from a short-term variant of
our planning model, which maximizes a net revenue in trading hour ¢ locally for each

hydrological arc a:

(gt,a» pt,a) € argmax gt,a(cani - 19t,a) + pt,a(’at,a - dacani)

S.t. 8ta)Pra € R+ 4.7)
8ta = ga’ Pt,a = ﬁa'

This linear program incorporates altogether the immediate revenues from trading
in the spot market as well as the incurred opportunity costs. Furthermore, it can be
shown to admit an analytical solution that coincides with the expressions presented in
Table 4.1. In the remainder of this section, we outline how to obtain the water values,
which are instrumental to implementing the bang-bang strategy, from our stochastic

programs and how to extend the bang-bang strategy to the multiple-market case.

4.6.1 Determination of Water Values

Water values may be extracted from the optimization problem (4.1). To achieve this,

we first consider the shadow prices (i.e., dual variables) of the storage level constraint
Vi=vi1+ Y —M (St + 8 —Ppit+piu - P(tidr) .

We denote the dual variables of this I-dimensional constraint by A, € R!. For trading
hour #, A;; determines the monetary value of one additional cubic meter of water
stored in reservoir i. Note that, for the generation company opting out of investment
in the reserve markets, u; and d; can be restricted to 0. In this case, the following

result still applies.

To determine the water value 9; ,, we denote the upstream reservoir of arc aby i € .#.
Moreover, by Assumption (A4), reservoir i has exactly one downstream reservoir
(which can be either a real reservoir or the sink node ®), and we denote it by i~. If
i has no downstream reservoir, i.e., a = (i, ®), then J; , coincides with A; ;. Assume
now that i~ # ®. Then, the water value 9; 4 is thus given by the difference of the the

shadow prices A;; — A, ;- because a water outflow from i constitutes to a water inflow
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toi .

This method of determining water values is still applicable when we approximate (4.1)
by the planner-trader decomposition. In the planner-trader decomposition, we up-
date the reservoirs’ storage levels on a weekly basis in the planning problem (4.4),
which implies that the shadow prices are also updated weekly. In other words, the
water values 9, 4 are fixed throughout the week because of the planner-trader decom-
position. Figure 4.3 illustrates the intra-week operation of a hydrological arc a during
a given week when the planner-trader decomposition and the bang-bang strategy are

conjunctively used.

[
]
! ‘ull 1

sj"' - V,U.

S
Uy

Figure 4.3: Weekly trading decisions in the spot market determined by the bang-bang
strategy. The two horizontal dashed lines, from bottom to top, represent the values of
D1.al (cady) and 9; 4/ ¢4, respectively, where 9 , is kept constant throughout the week.
When the spot price is above the top dashed line, the generation company releases
water downstream (|) to sell hydroelectricity, whereas when the spot price is under
the bottom dashed line, the generation company purchases electricity to pump water
upstream (1).

4.6.2 Extension of the Bang-Bang Strategy

We are now ready to generalize the bang-bang strategy explained in Table 4.1 for the

intra-week operation of the generation company wishing to participate in both the
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spot and reserve markets. To achieve this, we modify the linear program (4.7) by

introducing additional constraints as follows.

(8t,a» Pr.a) € argmax  grq(camty —91,0) + Pr,aD1,a— daCarry)
S.t. 8taPra €Ry
8ta<8s Pta<Py (4.8)
gt,(l = ga - ut,d + pt,a

Pta<Py—Ata+ §ta

The new constraints model the obligations of the generation company arising from
the reserve markets. We highlight that the reserve market decisions (u;,, and d; ,) are
chosen at the beginning of the week. They represent here-and-now decisions in the
view of the trading subproblems. Therefore, they can be readily extracted upon solving
the stochastic program (4.3). The trading decisions in the spot market, on the other
hand, can instead be determined using the linear progrem (4.8). Henceforth, when

considering this linear program, we assume that u; , and d; , are already determined.

Similarly to (4.7), we will now demonstrate that (4.8) also admits an analytical so-
lution. Keeping in mind the results in Table 4.1, we begin our derivation by distin-
guishing three regimes for the water values: (i) 9;,4/c, < 73, (i) 75 < 94,0/ Ca < A}
and (iii) 9,4/ ¢4 > dg;. For the case (i), in view of the linear program (4.8), g;,, and
P1.a should be set to their respective maximum and minimum, respectively. For the
case (ii), both g, and p;, should be set to their respective minima. Finally, for the
case (iii), g, and p;,, should be set to their respective minimum and maximum.
Note, however, that solving (4.8) is not as straightforward as solving (4.7) because of
the coupling between the decision variables g; , and p;,, in the last two constraints
of (4.8).

To solve (4.8) analytically, we first visualize its feasible region in Figure 4.4. We highlight
that the shape of the feasible set is determined by the reserve market decisions, which
can be categorized into three disjoint cases: (i) u;q < §,, dt,a < P, (1) dra > P,
and (iii) us, > g,. In particular, there is no overlap between the cases (ii) and (iii)

because the last two constraints of (4.8) imply that u;,+d;u < g,+P,-

Furthermore, one can show that it is always suboptimal to have the turbine and
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Pta
Pta
Pt

7

Jta Jta Jta

Figure 4.4: The feasible set of the linear program (4.8) is visualized by the shaded
areas, from left to right, for (i) u;q < g, d,a < P, (i) dya > p, and (iii) vy q > g,.
The marked dots (x) represent the candidate optimal solutions for each case. For (i),
the candidates are (0,0), (g, — u+,4,0) and (0, p, — d;,4). For (ii), the candidates are
(8, Ut,a,0) and (d;, — p,,0). Finally, the candidates for (iii) are (0,p, — d; ) and
0, usq —§a)-

the pump operating at the same time. Indeed, if (84,4, pr,a) = (g + 6, p +0) for some
g, p =0and d > 0 is feasible in (4.8), then a new solution (g;,4, pr.a) = (g, p) is also
feasible and yields a better objective value because d, > 1. Hence we conclude that, at
optimality, g; 4 or p;,, vanishes. This observation allows us to readily solve the linear

program (4.8), which in turn admits an analytical solution as displayed in Table 4.2.

ﬁt,a/CaSﬂ?; ﬂt,a/Cae (ﬂ?,daﬂ'i] ﬁt,a/ca>da7l'st
ut’a Sg — _
dl’,u < ﬁz (ga — Ut,a» 0) (0,0) (0’ Da— dl’,a)
dt,a > ﬁa (Ea — Ut,a) 0) (dl‘,a _ﬁa’ 0) (dt,a _ﬁa» 0)
Uia> §a ©, Uta— ga) 0, Ut,a _ga) (O,ﬁu - dt,a)

Table 4.2: Description of the extended bang-bang strategy explained in terms of
(81,4 P1,a) for engaging in the spot market when the water value is given by 9, ,.

We remark that Table 4.2 generalizes Table 4.1. Indeed, one can verify that if the
generation company decides to trade only in the spot market, i.e., if u;, =d;, =0,
then only the first row of Table 4.2 is of interest, and it coincides with the contents of
Table 4.1.
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w M £
v, (m°) 1.85 x 10° 6.90 x 10° 1.6 x 10°
1.25 x 107
v},; (m% if w=<18, 0 0
0 otherwise
Table 4.3: Node parameters of the cascade.
(w, ) (A, 2L) (Z,®)
ca (MWh/m?) 6.69x 1074 1.03x 1073 6.22x 107"
d, 1.40 - -
g, m>/h) 4.63 x 10* 4.45 x 10* 5.18 x 10*
P, (m3/h) 3.99 x 10* - -

Table 4.4: Arc parameters of the cascade.

4.7 Case Study: Austrian Electricity Market

The purpose of this section is to evaluate how profitable it is to invest in the reserve
markets. In all of our experiments, we consider a generation company operating a
cascade of three reservoirs, and we assume that the planning horizon comprises one
year divided into weeks w € # = {1,...,52}. Moreover, we assume that the topology of
the considered cascade coincides with the one shown in Figure 4.2. We denote the
upper, middle and lower reservoirs by %, .# and .Z, respectively. In our terminology,
reservoirs are represented as nodes of a graph. Their relevant parameters (i.e., bounds
on storage levels) are given in Table 4.3. Reservoirs .# and . are allowed to be full or
empty at any point in time during the planning horizon. The storage level of reservoir
% , however, cannot be lower than 67.57% of its full capacity for the first 18 weeks
(starting from 1% of July). Moreover, this cascade possesses three hydrological arcs:
(U, %), (M ,ZL)and (£, ®), where we use ® to denote the sink node. The parameters
of each arc are given in Table 4.4, where the first arc has an attached turbine-pump
pair and the remaining ones have only turbines. Finally, we assume that initially all of
the reservoirs are 80% full. The target storage levels at the end of the planning horizon
are set to the initial levels. This ensures a smooth transition between operational

years.

148



4.7. Case Study: Austrian Electricity Market

Inflow (106 m3)

Figure 4.5: 20 realizations of the weekly inflows in the catchment area of the cascade
across the year.

4.7.1 Experimental Setup

The planner-trader decomposition proposed in Section 4.4 requires as input S real-
izations of the relevant stochastic processes. Here, we explain how these realizations
are obtained. The information in this section has been kindly provided to us by our

industrial partner, Decision Trees GmbH.

We consider 20 realizations of the total weekly inflows in the catchment area of the
cascade as illustrated in Figure 4.5. These are part of the input to the planning prob-
lem (4.6). The total inflow to the different reservoirs is distributed proportionally
to their surface areas. In our experiment, reservoirs %, .# and .Z are assumed to
receive 11%, 57% and 0%, respectively, of the total inflows. We note that this constant
proportion assumption speeds up the solution time of the planning problem as we
can reduce the information bases for the decisions in (4.6). In particular, we can

replace w}, € R’ with a single scalar.

We now consider the stochastic processes explaining the electricity spot prices. We
assume that the spot price forward curve is available to the generation company at the
beginning of the planning horizon. In our experiment, we use hourly spot prices from
2014 as our price forward curve.” We denote this price forward curve by ﬂg,t, teJ.

We use this price forward curve to construct realizations of the spot prices as well as

"Historical prices are available for download at https://www.eex.com/en/market-data.

149



Chapter 4. Multi-Market Multi-Reservoir Management

the updated price forward curve at time 7 > 0, denoted by 71'1;,[, through

f ¢ E(exp(x)|F;)

R JC7) Vi=0 and n,,=7mp,-
’ " E(exp(xy)

TR0 E (explan)

where x; and y; are exogenous stochastic processes. Their evolution is described by

the stochastic differential equations
dx; = a(y;—x)dt+o,dw; and dytzaydwf, (4.9)

driven by the independent standard Wiener processes w? and w2 This two-factor
model for electricity spot and forward prices is inspired by Pilipovic (1998); Haar-
briicker and Kuhn (2009), respectively. The exact values for «, 0 and o, used in our
experiments are again shared with us by Decision Trees GmbH. To further elaborate,
we sort the price forward curve [n(f)’t] reg in ascending order and divide it into five
equidistant bands. Accordingly, we split the trading hours 9 into five disjoint sets.

The corresponding @, o and o, for each price band are given in Table 4.5.

Spot price band
1 2 3 4 5
a (year™ ') 20.767 391.283 | 508.168 | 333.480 | 282.830
o (year 1/?) 4.648 12.260 9.781 9.758 9.184
oy (year /%) 0.123

Table 4.5: Parameters for the stochastic differential equations (4.9).

Note that the spot price simulation heavily relies on the calculation of E (exp(x;)). To
demonstrate how these expectations are obtained from (4.9), we observe that both
x; and y; are normally distributed; see Haarbriicker and Kuhn (2009). Hence, exp(x;)
follows a longnormal distribution, and its expectation can be expressed in terms of
the mean and variance of x;. A detailed derivation of the first two moments of x; is

relegated to Appendix A.2.

Figure 4.6 below demonstrates how to use the price forward curve to simulate spot

prices and how to update it in the future. The updated price forward curve can then

81n this setting, [(x;, y1)]teg is Markovian but [7%] ;g is not, implying that Assumption (A3) is vio-
lated. We conjecture that this phenomenon does not greatly degrade the quality of the decomposition.
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be used to simulate new updates of the spot prices as time passes. The spot price
realizations in the left figure are simulated using the original price forward curve
[ng,t] g, and they constitute inputs for the planning problem (4.6). On the other
hand, the realizations in the right figure are obtained from the updated price forward
curve. These realizations represent spot prices as seen by the trading subproblems,
where the trader updates the price forward curve using on-line information from the

most recent week.

Figure 4.6: Spot price simulation using the price forward curve. In the left figure, the
solid and dashed lines represent nf),t and 7}, respectively. In the middle figure, we

update the price forward curve and obtain n?t, which is represented by the solid line.
In the right figure, we simulate new spot prices n} for t = 7 using the updated price
forward curve.

Finally, for the reserve markets, we assume that the activations of the reserve capacities
(p} and p‘ti) follow independent Bernoulli distributions with success probabilities of
1%. Assume further that the electricity prices in the reserve markets (7% and %) follow
uniform distributions as described in Table 4.6. Within a week, there are 60 peaking
hours and 108 off-peak hours. Peaking hours cover the periods with high electricity
demands from 8:00 to 20:00 from Monday to Friday.” Under these assumptions, we
can generate any given number of realizations of the random variables relevant to the
reserve markets. To be consistent with the number of the inflow scenarios available to
us, we generate 20 realizations of 7}, n‘tl, Py, p‘[j, and we set all of the reserve capacity
fees ¢}, c[)‘tl to zero in all of our experiments. In practice, the reserve capacity fees can
be strictly positive. In that case, setting ¢} = (/b‘jl =0 for all £ € 9 is a conservative

choice which underestimates the profit opportunities of the generation company.

http:/ /www.apg.at
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Peaking hour (€/MWh) Off-peak hour (€/MWh)
lower bound | upperbound | lower bound | upper bound
m 590.4 885.6 641.9 962.9
n? 1518.4 2277.6 1586.6 2380.0

Table 4.6: Distributional parameters of the electricity reserve prices.

Under this setting, we then have a set . of 20 realizations of . In order to solve
the planning and the trading problems, we also have to specify precisely the uncer-
tainty set = defined in (4.5). The lower bounds and the upper bounds in Table 4.6
correspond to the values of 7}/, 77, g‘},ﬁ?. On the other hand, the lower bounds and
the upper bounds on electricity spot prices and weekly inflows are determined from

the minimum and the maximum of the corresponding variables over all realizations

&8s

Specifically to the regulations of the Austrian electricity markets, the tendering period
of reserve capacities is one week. Within a week, reserve-up capacities for all peaking
hours must be equal. Similarly, reserve-up capacities for all off-peak hours must also
share the same value. These rules also apply to reserve-down capacities. We remark

that these requirements are readily embedded in the trading subproblems (4.3).

4.7.2 Numerical Results

We now assess the benefit of trading in the reserve markets. To this end, we solve the
planning problem in a receding horizon fashion. That is, at the beginning of each week
w, we resolve the planning problem in order to obtain the target release quantities
q.,- We then solve the trading subproblems to obtain the reserve capacity decisions
ut* and d;* for t € 7 (w). In fact, since we already solve each trading subproblem for
different values of the target release q,,, when we approximate I1,, , by I1,, 5, we may
estimate u;, and d , by linear interpolation over gy, 4. Lastly, we use the extended
bang-bang strategy developed in Section 4.6 to decide on the trading decisions g}
and p; in the spot market. In doing so, we only extract first-stage decisions from
the planning and trading problems, and we use the heuristics to obtain high-quality

wait-and-see decisions.
We then repeat the experiment with the additional restriction that all reserve capacities
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are zero, implying that the generation company trades in the spot market only. We
then compare the results of both experiments to quantify the profitability of the

reserve markets by several means: shadow prices, storage levels, and total revenues.

All linear programs are solved with CPLEX 12.6.2. For all trading subproblems that can
be solved in parallel, we thank the High Performance Computing (HPC) services at
Ecole Polytechnique Fédérale de Lausanne and Imperial College London for allowing

us to use their platforms.

Shadow prices: When we solve the planning problem at the beginning of week w,
we can extract the shadow prices A;(,,), which in turn give us information about water
values to be used in the extended bang-bang strategy. Figure 4.7 below compares the
shadow prices of the three reservoirs. By participating in the reserve markets, the
shadow prices of all reservoirs increase, which is already an indicator of the additional

profitability offered by the reserve markets.

0.15

8 8 o1
s S
= z
o o
© ©
(0] (3]
% & 0.05

Figure 4.7: Weekly shadow prices (€/ m?) of the three reservoirs, from top to bottom,
U, A and .Z. The left figure shows the shadow prices when the generation company
trades in the spot market only, whereas the right figure represents the case where the
generation company trades simultaneously in both the spot and reserve markets. The
shaded areas cover the range between the 10%- and 90%-percentiles of the shadow
prices, and the marked lines (x) in the middle of the shaded areas represent average
shadow prices.

Storage levels: In Figure 4.8, we show how the storage levels of the three reservoirs

evolve over the entire planning horizon. Recall that, for each reservoir, we set the
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initial and target storage levels to 80% of its full capacity. In the planning model (4.4),
the storage levels are updated every week, while in reality they are updated on a much
finer scale. To capture the storage levels in high resolution, Figure 4.8 shows hourly
storage levels, where within a week we use the transactions (determined by the trader)
on the electricity markets to determine the hourly storage levels, and we assume that
natural inflows are uniform within a week, i.e., ¥, = ﬁ‘l’; for every t € I (w). We
can see that participation in the reserve markets reduces the variation in the storage

levels.

On the other hand, it can also be seen that it is possible for the storage levels to drop
below zero. This is the price that we have to pay for tractability, as in the planner-trader
decomposition, we only impose bounds on the storage levels at the end of each week.
However, since the considered cascade consists of only seasonal reservoirs, these
events are very rare. Though, it should be pointed out that the current model is not
suitable for daily or hourly reservoirs. To account for smaller reservoirs, we may have
to change our decomposition scheme as we have to keep track of hourly storage levels.
Alternatively, this phenomenon could be avoided by increasing the lower bounds of

the storage levels to combat the effects of over-discharging.
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Figure 4.8: Storage levels (m®) of the three reservoirs, from top to bottom, %, .# and
Z. The left figure shows the storage levels when the generation company trades in the
spot market only, whereas the right figure represents the case where the generation
company trades in both the spot and reserve markets. The shaded areas cover the
range between the 10%- and 90%-percentiles of the storage levels, and the marked
lines (x) in the middle of the shaded areas represent the average storage levels.
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Total revenues: Finally, Figure 4.9 compares the cumulative revenues over the entire
planning horizon for two cases: (i) the generation company trades in the spot market
only and (ii) the generation company trades in both the spot and reserve markets.
By participating in both markets simultaneously, the generation company can in-
crease average revenues by 48.3%. Hence, our analysis in this chapter suggests that
the reserve markets offer substantial additional profit opportunities for hydropower

generation companies.
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Figure 4.9: Cumulative revenues (€) from all three reservoirs over the entire planning
horizon. The shaded areas cover the range between the 10%- and 90%-percentiles of
the cumulative revenues, and the marked lines in the middle (x) of the shaded areas
represent the averages.
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Conclusions

Information in optimization problems is often inexact, and disregarding this phe-
nomenon may lead to ill-informed decisions which perform disappointingly. In the
past, researchers have identified two principles to deal with uncertain information.
On the one hand, uncertainty in optimization problems is representable as random
variables governed by a probability distribution. On the other hand, it can be ex-
pressed as uncertain parameters living on an uncertainty set. In the former approach,
a risk-neutral decision maker may try to minimize an expected loss function; in this
case, the arising optimization problem is a stochastic program. In the latter approach,
a risk-averse decision maker may seek a robust solution that is optimal in the view of
worst case. While both approaches are pervasively implemented in practice, they are
not without shortcomings. Stochastic programs are computationally demanding to
solve, and exact solution methods generally require perfect knowledge of the distribu-
tion, which is difficult to acquire in practice. On the other hand, even though typically
tractable, robust programs are ignorant of any distributional information except for
the support and therefore often considered to be overly conservative. To mitigate the
drawbacks of each paradigm, one might consider combining both of them. Indeed, a
distributionally robust optimization approach has been intensively explored in the
past few years. The main results in this thesis are leveraged from distributionally
robust optimization techniques and linear decision rule approximations in stochastic

programs.

In this thesis, we considered applications of optimization under uncertainty in dif-

ferent disciplines. Particularly, we utilized techniques from distributionally robust
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optimization in financial and mathematical applications, in Chapter 2 and Chapter 3
respectively. In Chapter 4, on the other hand, we formulated a multi-market multi-
reservoir management problem as a stochastic program and solved it approximately
in linear decision rules. We highlight that the solutions obtained in Chapter 4 is dis-
tributionally robust in the sense that the expected revenue earned by the generation
company remains unchanged even under perturbed probability distributions as long
as their first and second moments are preserved. This is an artifact of the approxima-
tion, owing to the fact that the expectation of a quadratic function can be expressed in

terms of the first two moments of the distribution.

Another important feature of this thesis lies in complexity reduction and decompo-
sition schemes. In Chapter 2 and Chapter 3, the complexity reduction was achieved
by exploiting the permutation symmetry of the first two moments of weak-sense
stationary processes. In Chapter 4, the reduction is more direct as we decomposed the
reservoir management problem spatially and temporally, which is possible by distin-
guishing between dynamics with different paces. We hope that these decomposition
ideas can be reused in other problems which may appear discouraging to solve at first

glance.

5.1 Future Research Avenues

During the course of the doctoral programme, we identified several research questions
to address in the future. Some of them would complement the results in the thesis,

whereas the others would answer open questions in optimization under uncertainty.

In Chapter 2 and Chapter 3, we studied variants of distributionally robust chance
constrained programs with Chebyshev-type ambiguity sets. An interesting open ques-
tion here is to investigate whether it is possible to extend the tractable reformulations
of individual chance constraints to joint chance constraints. The extension is by no

means obvious, even in the following simple setting
inf PAx<&) =1—¢, (5.1)
Pe2

where A € R™*" is a technology matrix with m > 1, x € R" is a decision vector, and &?
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is a Chebyshev-type ambiguity set. Zymler et al. (2013a) highlighted the numerical
difficulties encountered upon solving these programs exactly, whereas recently Hana-
susanto et al. (2015b) proposed a tractable reformulation of these programs, albeit
in a different ambiguity setting. Despite these indications, it still remains unknown

whether a tractable reformulation of (5.1) exists.

In Chapter 3, we derived sharp probability bounds for products of random variables.
Unlike the classical Chebyshev inequalities, our bounds are not analytical and have to
be obtained by solving a semidefinite program whose size scales with the number of
random variables (7T) in the product. Hence, the computational burden for calculating
these bounds increases with T. Although, this is not as cumbersome as it sounds
because we showed, for large T, that the bounds reduce to a trivial number or to an
analytical bound for the majority of the quantiles, it would still be more insightful
to have bounds that are more accessible. Perhaps one can show that the Chebyshev
bounds for products admit closed-form expressions that we are not aware of. In that
case, it would be interesting to relate the solutions of the semidefinite programs with

the corresponding analytical bounds.

In line with Bertsimas and Popescu (2005), this chapter provides an optimization
perspective for probability inequalities. There are abundant applications in machine
learning, probability, and statistics which can benefit from advances in optimization
under uncertainty. Recent examples include Goldenshluger et al. (2015) and Fertis
(2009).

Moreover, the distributionally robust optimization with Chebyshev-type ambiguity
sets can be classified as a parametric approach which assumes that the probability
distribution is fully characterized by a finite set of fixed parameters. With increasing
processing power and storage capabilities, however, one may be inclined towards a
non-parametric (or a data-driven) approach, in which the distributional knowledge

can be adapted to accumulated information; see Mohajerin Esfahani and Kuhn (2015).

Last but not least, the results in Chapter 4 are not yet settled and more experiments
have to be performed before we can provide the generation companies with informed
managerial insights. To get a comprehensive understanding of the problem, we should

(i) quantify the loss of optimality incurred by the linear decision rule approximation,
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(ii) improve the model in such a way that daily reservoirs can be included, (iii) compare
the obtained results with the results from other approaches proposed in the literature,

and (iv) reduce the solution times of both the planning and the trading problems.
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LY\ Appendices

A.1 Distributionally Robust Chance Constraints

Theorem A.1. Let 2 be the set of all probability distributions of & € R" that share the
same mean p € R" and covariance matrix X € S, £ > 0. Moreover, let 2?(Z) be the
subset of & that contains only distributions supported on the ellipsoid = = {{ e R" :
E-V)TAY(&E-V) <6}, where A€ S, A >0, veER" and5 €R, 5 > 0. Then, forQe S",
g € R" and q° € R, the following statements hold.

(i) The distributionally robust chance constraintinfpess P (§TQE+&Tq +q° <0) =

1 — € with moment information is equivalent to

Q q
1
IMeS™!, BeR: ﬁ+E(Q,M)SO, M>=0, Mx> . (A

97 ¢°-p

D=

(ii) Thedistributionally robust chance constraint infpegr(z) P (ETQE+ETq + q° <0) =

1 — € with moment and support information is implied (conservatively approxi-
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mated) by

IMeS" 1 a=0,5<0,1=0:

. -A7! Ay
B+—-(QM) =<0, M=>a ,
‘ A'WT §-vIA Iy (A.2)
Q 39q ~A7! Ay
M > +A
1q7 ¢°-p (A'WT §-vIA ly

In the above expressions, Q is a notational shorthand for the second-order moment

matrix of €, i.e.,

Q=

Z+pp’ p
ptooo1

Proof. Assertion (i) follows from Vandenberghe et al. (2007) or Theorem 2.3 of Zymler
et al. (2013b). Assertion (ii) is an immediate consequence of Theorem 3.7 of Zymler

et al. (2013b). Note that (A.2) reduces to (A.1) if weseta = A =0. [ |

A.2 Mean and Variance of Mean-Reverting Processes

LemmaA.1. Consider a two-dimensional stochastic process{(x;, y;)} =0 defined by (4.9)

with a given initial condition (xy, yo). The following statements hold.

(i) The mean of x; is (xo — yo) exp(—at) + yp.

t
T
(ii) The variance of x; is (1,0,0)[ exp(atN) (Ui,O,U?,) dr, whereN is a constant
0

matrix defined as

-2 2 0
N=( 0 -1 1
0 0 O

Proof. The expectation of x; has a starting point E(xy) = x¢ and follows a deterministic
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process
dE(x;) =E(dxs) =E(a(y; —x)dy) =« (J/O - [E(xt)) de,

where the last equality holds because E(y;) = yy, which is implied by the second
equation in (4.9). From elementary calculus, the solution of the above ordinary

differential equation is given by
E(x;) = (xo0 — yo) exp(-at) + yo,

and thus assertion (i) holds. As for assertion (ii), we consider the derivative of the
second-order moment of (x;, y;), which includes the variances of x; and y; as well as
their covariance. To facilitate the calculation of these derivatives, we define cov(:,-) as
the covariance between two input random variables. First, for the derivative of the

variance of x;, we consider

COV (Xprdp Xevdr) = COV (X + @y — x)dt + oy dwy, x; + a(y; — x,)dt + o xdwy)
=cov (x;, x;) + azcov(yt —xnye—X) n? + Uicov(dwf, dwy)+

2a cov(xs, yr— x)dt.

Hence, we find % cov(Xxy, X¢) = U?C + 2a cov(xy, y; — x;). Similarly, we find

% cov(ye, yi) = af, and % cov(x¢, i) = @ cov(ye — x¢, yi) -

Introducing a vector of second-order moments z; = [cov (x;, X;) ,cOV (xt, yt) ,COV ( Vir y[)]T,
the above three differential equations are representable as

i _ 2 0 2 T N
dtzt_ g%, ,Uy + adINZ;.

Moreover, this linear system has an initial condition z, = 0 because (xy, o) is deter-

ministically given. It can then be shown to admit a solution of the form

t T
zt:f exp(arN) (Ui,o,ai) dr,
0

where in this case ‘exp’ represents the matrix exponential. With this, assertion (ii)
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holds and the proof thus completes. &
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