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1 Introduction

Stochastic dominance is used to compare the distribution of two random variables [20],
thus providing a way to measure risks. Over the past few years the discussion on sto-
chastic programs with stochastic dominance constraints has garnered more and more
attention. Dentcheva and Ruszczyniski [3,4] first introduced optimization problems
with stochastic dominance constraints. This is an attractive approach for managing
risks in an optimization setting. While pursuing expected profits, one avoids high
risks by choosing options that are preferable to a random benchmark.

Much of the work on optimization with stochastic dominance has focused on the
case where the underlying random quantities being compared are unidimensional
[5,6,18,21]. More recently, Dentcheva and Ruszczynski [7] proposed the concept of
positive linear second order stochastic dominance which is a special case of mul-
tivariate stochastic dominance and obtained necessary conditions of optimality for
non-convex problems. The notion of multivariate stochastic dominance refers to the
stochastic ordering of random vectors. It can be used as a tool for multicriterion deci-
sion making, since each component of vectors can be interpreted as the uncertain
outcome of a given criterion. Homem-de-Mello and Mehrota [10] expanded the defin-
ition of positive linear second order dominance to polyhedral second order dominance
and called it P-dominance. They proposed a sample average cutting-surface algorithm
for optimization problems with multidimensional polyhedral linear second order sto-
chastic dominance constraints. Hu et al. [12] extended this work and presented a more
general definition of stochastic dominance over random vectors as natural extension
of the polyhedral linear stochastic dominance concept. More recently, Hu et al. [14]
proposed a new concept of stochastically weighted dominance, in which they treat
the vector of weights as a random vector to deal with large number of weights for
bigger problems. They showed that such an approach is much less restrictive than the
deterministic weighted approach. More recently, Armbruster and Luedtke [1] derived
a linear formulation for multivariate second order stochastic dominance which can be
solved with off the shelf linear programming solvers.

Inspired by the notion of multivariate stochastic dominance and our earlier work
on unidimensional second order stochastic dominance constraints particularly dealing
with nonlinear underlying functions, we study stochastic optimization problems with
multivariate second order stochastic dominance (SSD) constraints. Sun et al. [25]
proposed an exact penalization scheme for unidimensional second order stochastic
dominance. In this paper we effectively extend the methods proposed in [25] to sto-
chastic programs with multivariate second order stochastic dominance constraints. We
propose an exact penalization scheme for such problems and solve the penalized prob-
lem by the level function method proposed by Lemarechal et al. [17] and extended by
Xu [27] and a modified cutting plane method and compare them to the cutting surface
method proposed by Homem-de-Mello and Mehrota [10] and the linearized method
proposed by Armbruster and Luedtke [1].

The main contribution of this paper can be summarized as follows:

e We develop a penalization scheme for stochastic programs with multivariate second
order stochastic dominance constraints. We do so by exploiting Clarke’s exact
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penalty function theorem [2, Proposition 2.4.3] and Robinson’s error bound [23].
We reformulate the multivariate stochastic dominance constraints and demonstrate
that the reformulated problem satisfies the Slater constraint qualification (SCQ)
under some moderate conditions. Furthermore, an exact penalization scheme based
on Ly-norm is derived. Based on the exact penalization formulations, we apply
a well known level function method in nonsmooth optimization as discussed in
[17,27] to the penalized problems. An obvious advantage of this approach is that
we can effectively deal with excessive number of constraints, non-smoothness in
the constraints and nonlinearity of the underlying functions.

e A modified cutting plane method is also proposed. This cutting plane method differs
from those in the literature [24] in that it applies to the maximum of the constraint
functions rather than each constraint function. Moreover, our modified cutting plane
method uses the cutting plane representation proposed in [16], so it differ from the
methods proposed in [10, 12]. The idea of applying the cutting-plane method to the
maximum of the constraint functions is similar to the idea in algorithm proposed
by Fébian et al. [8]. However, their method is applied to linear models while our
modified cutting plane method is also applicable to nonlinear case. Therefore we
may regard our algorithm as an extension of theirs. Furthermore, the proposed
numerical methods provides an alternative approach to the existing cutting surface
method for multivariate stochastic dominance introduced by Homem-de-Mello and
Mehrota [10] and the linearized method proposed by Armbruster and Luedtke [1].

o We examine the efficiency of the penalization scheme and the numerical methods
by presenting an academic problem, a generic budget allocation problem, and a
real world portfolio optimization problem. The budget allocation model is inspired
by the homeland security application of Hu et al. [13] and the budget allocation
example of Armbruster and Luedtke [1], in which a limited budget must be allocated
to a set of possible projects, and the allocation must stochastically dominate a given
benchmark. The proposed method proved to be more efficient in sense of CPU
time when solving larger problems compared to the linearized method proposed
in [1]. For the portfolio optimization problem, we use real world test data of three
indices to set up backtest and out-of-sample test to inspect the performance of
the generated portfolio and compare it to the benchmark portfolio and a portfolio
strategy generated by Markowitz model. The results suggested that the portfolio
strategy generated by the proposed model significantly outperforms the benchmark
portfolio and the portfolio generated by Markowitz model.

The rest of this paper is organized as follows. In Sect. 2, we define the optimiza-
tion problem and introduce the exact penalization schemes. In Sect. 3, we discuss the
solution method and correspondingly the algorithms. In Sect. 4, we apply the pro-
posed method to some portfolio optimization problems and report some numerical
test results. Finally, we present conclusions in Sect. 5.

2 Problem Formulation

Let’s start with a note of notation that are used in the following sections. We write
xTy for the scalar product of two vectors x and y, and | - || for the Euclidean norm,
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while || - ||oo for the maximum norm of continuous functions defined over a set 7.
d(x,D) := infuep ||lx —x'|| and doo (x, D) := infcp ||x — x'|| denote the distance
from a point x to a set D in Euclidean norm and L,-norm, respectively. For a real
valued smooth function f, weuse V f(x) to denote the gradient of f at x. The expected
value operator is denoted by [E. The standard symbol £ (2, F, P; R™) (shortly L")
denotes the space of all integrable mappings X from €2 to R™. If the values are taken
in R the superscript m will be omitted.

The concept of stochastic ordering for scalar random variables has been introduced
in statistics and further applied and developed in economics [9]. Let g(x, &) be a
concave function, with decision vector x and random variable €. It is said that g(x, &)
stochastically dominates a random variable Y (¢§) € L in the first order, denoted by

g(x, &) = Y(&)if
F(gx,8);n) <FXY(&);n), Vnel, 2.1

where F(g(x,&);n) and F(Y(£); n) are the cumulative distribution functions of
g(x, &) and Y (&), respectively. Let F>(g(x, &); -) be defined as

n
F(gx,8):n) = / F(g(x,&); a)da forn € R.

—0o0

Similarly, we say that g(x, £) dominates in the second order a random variable Y (§) €
Ly if

Fa(g(x,8);n) < F2(Y(6);m), VnelR. (2.2)
We denote the relation (2.2) as g(x, &) >(2) Y(§).

Definition 2.1 A random vector G(x, £) € L] linearly dominates a random vector
Y (&) € L in positive linear second order, written as G (x, &) zél)i” Y (&), if

vIG(x.8) =6, v Y(E), YveRT. (2.3)

In the same manner one can define the first and higher order linear dominance relations:
G(x,&) zf;cl)i” Y(&),k=1,2,... provided that (k — 1)st moments of G(x, §) and
Y (&) are finite.

It is clear that the set of scalarizing vectors v in (2.3) can be truncated, by imposing
the normalization constraint v € S, where S is the simplex:

S:{ve]Rﬁ:vl—i-vz—}—--wl—vm:l}. 2.4)

This restriction does not change the relation (zgl)i”).
In this paper, we consider the following optimization problem with multivariate
second order stochastic dominance (SSD) constraints:

;rg(l E[f(x,&)]

st vIG(x, &) zgl;" vI'Y(€), Vves,

2.5)
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where f : R" x R¥ — R is convex continuous function and G : R” x R¥ — R
is concave continuous function, both in x and £ , x € X is a decision vector with X
being a nonempty convex subset of R” and £ : @ — & C R is a random vector
defined on probability space (€2, F, P) with support E, E[-] denotes the expected
value w.r.t. the probability distribution of £. The random variable Y (£) plays the role
of a benchmark outcome. For example, one may consider Y (§) = G(x, &), where
x € X is some reasonable value of the decision vector, which is currently employed in
the system. We shall investigate the case when G (x, &) and Y (§) are m-dimensional
random vectors, rather than scalar variables.

Using the properties of second order dominance [22,26] and the definition of posi-
tive linear dominance, we reformulate the multivariate stochastic dominance constraint
in (2.5) as,

Elw"n —vIGx, &)1 <E[0w'n—vTY(E)4], Y, v) € R™ x S,

where 0T — v G(x, &)y = max(v'n —vT G(x, £),0).

As it was mentioned earlier, multivariate stochastic dominance can be used as a tool
in multicriterion decision making, since each component of vectors can be interpreted
as the uncertain outcome of a given criterion, so it would be beneficial to take 1 to be
a vector instead of a scalar variable.

Consequently, we reformulate the optimization problem (2.5) as a stochastic semi-
infinite programming problem:

Eneig E[f(x,&)]

st. H(x,n,v) =E[0w n—vIGx, £)4] (2.6)
—E[0Tn —vTY(E)4]1 <0, Y, v) e R" x S.

Our focus is on numerical methods for solving the stochastic semi-infinite program-
ming problem (2.6). There are three issues to deal with: (a) the expectation of random
functions in both the objective and constraints, (b) the infinite number of constraints,
(c) the non-smoothness resulting from the max functions.

Homem-de-Mello and Mehrota [10] introduced a more general notion of dominance
which includes positive linear dominance as a particular case. They considered the case
where the set § is assumed to be a polyhedron. By using the polyhedral properties they
proposed a cutting-surface algorithm. They dealt with the constraints by considering
a cut generation, and solved the problem by a branch-and-cut algorithm. Although
the proposed cutting-surface method is effective, it is computationally demanding. In
particular, even for the case of second-order stochastic dominance, which induces a
convex feasible region, their algorithm requires global optimization of a nonconvex
problem as a subproblem. Furthermore, Armbruster and Luedtke [1] proposed to use
a different notion of multivariate stochastic dominance as a constraint in a stochastic
optimization model. They derived an LP formulation for an SSD constraint which
could be solved using off-the-shelf linear programming solvers.

In what follows, we propose an alternative approach for the stochastic programming
problem with positive linear second order stochastic dominance constraint. Specifi-
cally, we propose an exact penalty function to move the infinite number of constraints
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to the objective and solve the penalized problem using the level function method and
a modified cutting-plane method.

2.1 Exact Penalization with Lso-norm

In this section we develop an exact penalization scheme for solving problem (2.6). We
do so through Robinson’s error bound for convex systems [23] and Clarke’s penaliza-
tion theorem [2, Proposition 2.4.3]. A crucial condition needed is SCQ. Unfortunately
the problem does not satisfy the condition and it may be satisfied through some refor-
mulation. In this section, we go through these technical details, most of which are
extended from similar results of single variate case in [25].

We focus on the case when & follows a discrete distribution, that is

N
min > " p; f(x.§)
i=1
Y ' N _
st. Y pi =0T G, ) =D piw =0T Y (E))4 <0, Y(p,v)eR™ XS,
i=1 i=1
x e X,

' 2.7
where the random variable & has a finite distribution, that is, P(§ = &') = p;, for
i=1,...,N.

Problem (2.7) is said to satisfies the SCQ if there exists xg € X and € > 0 such that

N N
D i n=vTGo, &)y — D 0 =Y E)y < =€, V(1) eR” xS.
i=1 i=1
(2.8)
Unfortunately, this kind of constraint qualification is not satisfied. To see this, as
discussed in [25], for a fixed v € S let

vIY(E) =plYE):i=1,...,N},
and

C(v) :=min[p"Y(E, ... VY EV)). (2.9)
For any v'n < C(v), it can be verified that E[(vn — vT Y (£)),] = 0. For those 7,
the feasible constraint of problem (2.7) reduces to

Elw"n —vIG(x, )11 — B0y —vTY ()] =0,

because the left hand term is non-negative. Consequently, there does not exist a feasible
point xg € X such that (2.8) holds.

Dentcheva and Ruszczynski [3] tackled this issue in unidimensional case by con-
sidering a relaxed problem which restrict n to take value from a specified interval
[a, b]. In other words, the feasible region of the original problem is enlarged. They
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showed that under some conditions, it is possible to choose a set C such that the relaxed
problem satisfies SCQ. For example, if there exists a point xp € X such that

G(x0,8) =) Y (),

and for every £ € E, G(xo, &) > n*, where n* = min{Y (£!), ..., Y (M)}, then x is
feasible point of the relaxed problem and

n n
/ F1(G (x0, £); a)dar < / FI(Y(); a)da.

for all n > n*. In such case, it is easy to verify that the SCQ holds for any a > n*,
while SCQ would fail if [a, b] contains Y (E).

More recently, Homem-de-Mello and Mehrota [10] proposed an alternative
approach to deal with the failure of constraint qualification by considering e-feasible
solutions:

min, E[f (x, &)],
st. E[0Tn —vIG(x, £)4] <E[wIn—vITE)L1+€, Y, v) e R™ x S,

where € is a small positive number. The relaxed problem (2.1) satisfies SCQ as long as
the original problem is feasible. However, it must be shown that the feasible solution set
of the relaxed problem approximates the feasible solution set of the original problem,
which often in turn requires the original problem to satisfy certain regularity conditions
such as lower semicontinuity of the feasible solution set of the relaxed problem.

In what follows, we propose an alternative way to tackle this problem by reformu-
lating problem (2.6) using [3, Proposition 3.2] and [12] as follows:

N
min > p; f(x. §)
i=1

N , (2.10)
s.t. ZPZ'(UTT]]' TG, E)y <yjv), Ywes, j=1,....N,

i=1

x e X,

where n; == Y(&/) and y;(v) := >N | pi(wTn; — v Y (&) 4. Note that, the refor-
mulated problem does not satisfy the SCQ either.

Following [25], we use N to denote the power set of {1, ..., N} excluding the
empty setand for j = 1, ..., N, define

¥, v) = max > pi(v n; — v G(x, &) — v (v). (2.11)
JEN;’EJ

We would like to represent the constraints in (2.10) in terms of ¥ (x, v). The following
lemma addresses this.
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Lemma 2.1 For j=1,..., N, let
@j(x,v) = max > pi(w'n; —v G(x, ).
TJeN -
ieJ
Then

N
> piwTn; = v Gx, €)= max{g;(x, ), 0}, (2.12)

i=1
for each fixed v € S.
Proof Let v € § be fixed, we consider two cases. Case 1. ¢;(x, v) < 0, and Case 2.
@jx,v) > 0.

Case 1. ¢;j(x, v) < 0implies that max{g;(x, v), 0} = 0 and anj —TGx, &) <
0, for j # {1, ..., N}. This implies that

N
> iy = G, £y =0,
i=1
hence (2.12) holds.

Case 2. Now consider case when ¢;(x, v) > 0. There exists a nonempty subset
J C{1,..., N} such that

i, v) =D pin;—v Gx, &) >0.
ieJ

It suffices to show that
N
D piw T =G, €N =D i n; — v G(x, &)y,
ieJ i=1
or equivalently 7 consists of every index i with
v —vTGx, g > 0.
Note that, if J does not include such an index, then adding it to 7 would increase the

quantity Zje/\/ Di (anj —vIG(x, éi)). This contradicts the fact that ¢; (x, v) is the
maximum. Likewise, J does not consist of an index i with

anj — vTG(x, Ei) <0,

as removing the index will also increase the quantity > TeN Pi (an i— vI'G(x, & ).
This completes the proof. O
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By Lemma 2.1, we can write (2.10) as

N
min > p; f(x. §)
i=1

st Y;(x,1) <0, WweS, j=1,....N,
x € X.

(2.13)

Compared to (2.10), a clear benefit of (2.13) is that it may satisfy SCQ under some
circumstances.

Assumption 2.1 f(x, &) and G(x, £') are continuously differentiable w.r.t. x for
i = 1,..., N. Moreover, they are globally Lipschitz over X, that is, there exists
Kk (€) < +o0 such that

V.G (x, &

max(“vxf(x,éi) )5K(s"), i=1,...,N.

)

We are now ready to state the main results.
Theorem 2.1 Let G(x, &) and Y (§) be defined as in problem (2.7) and \j(x, v) be
defined as in (2.11). Let
1/_/j(x) s=maxy;(x,v) for j=1,..., N.
ves

Then
Q) vIG(x, &) > vI'Y (&) forall v € S if and only if

Vi(x) <0, for j=1,...,N; (2.14)

(ii) problems (2.10) and (2.13) are equivalent;

(iii) if there exists a feasible point X such that v! G(X, £) > vIY (&) and
vIG(x, &) > C(v), where C(v) is defined as in (2.9) for all ¢ € E and for
all v € S, then the system of inequalities (2.14) satisfies the SCQ.

Proof The proof is similar to that of [25, Theorem 2.1] except that we have to deal
with parameter v.

Part (i). By [3, Proposition 3.2], vT G (x, £) >, v Y (&) for all v € S if and only
if

N
T T 1 .
Tg;(z;pi(v nj—vIG, £y —yj(v) <0, for j=1,...,N, (2.15)
1=

or equivalently for j = 1,..., N,

N
max max [Zpi(anj TG, ENy — v (), 0] =0.

i=1

@ Springer



120 Appl Math Optim (2014) 70:111-140

By (2.12),
N
max ’Zpi(anj —TG(x, )4 —yj(v), O] =max {max {@;(x, v),0}—y;(v), 0}.
i=1
Note that for any value a € R and r > 0, it is easy to verify that
max{max{a, 0} — r, 0} = max{a — r, 0}. (2.16)
Using (2.16), we have that
max{max{gp;(x, v), 0} — y;(v), 0} = max{g;(x, v) — y;(v), 0} = max{yr;(x, v), 0}.

The last equality is due to the definition of v;. The discussion above demonstrates
that (2.15) is equivalent to (2.14) and hence the conclusion.

Part (ii) follows straightforwardly from Part (i) in that the feasible sets of the two
problems coincide, i.e.,

N
{x € X: maé(Zpi(anj TG, g, — yi(v) < 0} ={xeX: &j(x) < 0}.
i=1

Part (iii). Let C(v) be defined as in (2.9) and p(v) := ZlNzl pi(C(v) —
VY (€)1 Thenp(v) = SN | pi(C(v) —vT Y (€)1 = 0. Likewise, the assumption
vI'G(x,&) > C(v) for £ € E implies that

N
, Tz s
max max > pi(C(r) = v/ G(E ) <0.
ieJ
This shows
.  Togs sy 5
ma | max > pi(C) —v! G £9) =) | <0. 2.17)
ieJ
For each fixed v € S, letviny, ..., vTyy, where n; := Y (£7) denote the N elements

inset v’ Y (2),
i <o <<y
Then inequality (2.17) means that
N
Y1 () :=max %§ieszi<an1—vTG(f, s"»—g P =Y (€D)+ | <0,
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In what follows, we show that
Vj(x) <0, forj=2,...,N

By definition, for j =2,..., N

¥ = max ?S"Z’"(” nj—v G, & ))—va nj — v Y(ED)+
i=1
B N
< rlrjleagc max ?ax ij,(v n;j -G, é)) 0
N_ .
= > piwn; — vTY<S’))+}
i=1
= I\I)lél;( [max {(pj(x, V), O} — yj(v)]
r N
oy X l;‘p,»((an,- —vIG@E, &Ny — ;- vTY(sf)m]
- T
= max /(Fl(vTG(x £),a) — FLOTY (), a))da | . (2.18)

The equality (2.18) is due to the equivalent representation of second order stochastic
dominance [7].

Assume without loss of generality that v’ m < vT 15 (otherwise ¥ () = ¥y (X) <
0). Let v7 nmm e Wl 71, min{mingeg G(x S iy, v 772}) for a given v. Note that by
assumption vl n1 < min{mingcg G(x, &), v 772} vT Nmin €xists. Then

T

vV nj
max / (FL0TG(x,8),a) — FL0TY (&), 0)da
ve
VTnmin
= max / (FL0T G £), ) — FL0TY (&), 0)da
ve
+ /(F1<vTG<x,s),cx>—Fl(vTY(sxa))da
Nmin
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Note that

T
V™ Nmin

max /<F1(vTG(x,s),a)—Fl(vTY@),a))da=0—p1(anmm—va> <0,

where p is the probability that ¥ (£) takes value 1. On the other hand, v’ G (X, £) >
vy (&) implies

anj
max /(Fl(vTG()E,S),oc)—Fl(vTY(é),oz))da <0.
ve

7

This shows that
VT T] i

max /(Fl(vTG()E,S),oz)—Fl(vTY(S),a))da <0, for j=2,...,N.

(2.19)

The conclusion follows by combining (2.17)—(2.19). O
It might be helpful to discuss how strong the conditions in part (iii) of Theorem 2.1 are.
Let us consider the case when & follows a finite distribution, thatis, & = {&', ..., V}.
Suppose that there existapointx € X andip € {1,..., N}suchthatfork=1,...,m
Gr(X. &) > Yi(€D, (2.20)

which means at each scenario G (x, -) dominates the benchmark Y (-) in the multiob-
jective sense. Suppose further

G(%, &) = Y (") (2.21)

fori =1, ..., N, where > is a natural order relation on the m-dimensional space, that
is, there exists a scenario io in which the benchmark value Y (£'0) is strictly dominated

—

by the value of G(x, &) in the multiobjective sense in any scenario & € E. Under
condition (2.20), we have for any v € §,

vIG(x, &) > vy ED
and under additional condition (2.21)

. T iz ¢i . T i
min v G(x, > min v'Y .
iefl (x E ) ie{l,..,.N} (s )

The assumptions made in the theorem above are not overly strong and depend mostly
on the choice of benchmark Y.
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We now move on to discuss penalty method for solving (2.13). One popular penalty
scheme in optimization is based on the L,-norm. Here we consider such penalization
scheme for (2.13) as follows:

mlnz pi f(x, s)+p _max (maij(x V)4, (2.22)
= T

and for problem (2.10)

N
min ;pif(x §)+p _max (mamev nj—v' Gx, €y — y,(v))

jell,..., ves

(2. 23)

In what follows, we show that the two penalty schemes are equivalent, and estimate

the penalty parameter. This will effectively justify the exact penalization function
(2.23) for problem (2.10), although it does not satisfy the SCQ.

Theorem 2.2 Assume that the problem (2.22) satisfies the SCQ and Assumption 2.1
holds; the feasible set of problem (2.13) is bounded. Then

(i) problem (2.22) and (2.23) are_equivqlent;
(i) there exist positive constants § and D such that when

N
p> > pik@EH3 "D, (2.24)

i=1

the set of optimal solutions of (2.13) coincide with that of (2.22) and the set of
optimal solutions of (2.10) coincides with that of (2.23).

Proof Part (i). Through Lemma 2.1 and (2.16), the equivalence of the problem (2.22)
and (2.23) can be verified as follows

max (max (x,v))
Jell,... N} Vi *

T
= max max max v —v' G(x, — v
jefmax | max max. E piwn; (. £ —y;(v)

jell,..,N}

r N
T T j
=  max I;I)lél;(élpi(\} nj—v G(x,‘%“’))+—3/j(v):| .
1= +

Part (ii). Let Q denote the feasible set of problem (2.13) and define

W(x,v) = (Y1(x), ..., ¥ ).

Since Q@ is bounded, Z;N: 1 pif (x,Si) is Lipschitz continuous with modulus
ZlNzl pi/c(Ei), problem (2.13) is convex and satisfies the SCQ. By virtue of
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[25, Lemma 3.1], there exists real number § > 0 and D > 0 such that

N
p> D pikEH5'D.

i=1

the set of optimal solutions of problem (2.10) coincides with that of (2.23). Moreover,
since problems (2.13) and (2.10) are equivalent, and problems (2.22) and (2.23) are
also equivalent, the set of optimal solutions of problem (2.13) coincides with that of
(2.22). O

In the rest of this paper, we apply the level function methods, and a modified
cutting-plane method to solve the penalized optimization problem (2.22).

3 Solution Methods

In this section we discuss numerical methods for solving optimization problem (2.22).
Specifically, we apply the following methods: the level function method and a modified
cutting plane method and compare them to the cutting surface algorithm in [10] and
the linearized method proposed in [1].

3.1 Level Function Methods

The level function method is popular numerical approach for solving deterministic
nonsmooth optimization problems. It has been proposed by Lemaréchal et al. [17] for
solving nonsmooth convex optimization problems and extended by Xu [27] for solv-
ing quasiconvex optimization problems. Meskarian et al. [19] recently applied a level
function method to sotchastic programming problems with scalar second order sto-
chastic dominance constraints where the distribution of & is discrete. In this subsection,
we apply the level function method in [27] to problems (2.22).

It is well known [27] that a subgradient of the convex function can be used to
construct a level function. In what follows, we apply the level function method to the
exactly penalized problems (2.22). Define ¢ (x, p) as follows:

N
P (x, p) = ; pifC, &) +p jmax | (maxy;xv))+
Let ¢x € 0,9 (xx, p), then
o () = & (¢ =)/ gl
is a level function of ¥ (x, p) at xx. Since the projected level function (PLF) Algorithm

is a classical algorithm we are not going to present the algorithm, however we refer
the reader to [27] for the outline of the algorithm steps.
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Theorem 3.1 Let {xi} be generated by (PLF) Algorithm. Assume that f(x, &) and
components of G(x, &) are Lipschitz continuous functions with modulus L y(§) and
L (&) respectively, where E[L 7 (§)] < +o00, E[Lg(§)] < 400 and that the sequence
of level functions {0y, (x)} is uniformly Lipschitz with constant M. Then

A(k) < e, for k> M*T2e2072(1 =),

where Y represents the diameter of the solution set X, € and A are given in (PLF)
Algorithm.

Proof Itis easy to observe that the Lipschitz continuity of G (x, £) w.r.t. x with modulus
L¢ (&) implies the Lipschitz continuity of v; (x, v) with the same Lipschitz modulus
E[Lg(&)]. Along with the Lipschitzness of f(x, &), this shows ¥ (x, p) is Lipschitz
continuous with modulus E[L ¢ (§)]+ pE[L¢ (§)]. On the other hand, since # (x, p) is
convex, the function o, (x) constructed at each iterate is a level function with modulus
1. The rest follows from Xu [27, Theorem 3.3]. O

In (PLF) Algorithm, penalty parameter in ¢ (x, p) is fixed. In some cases, it might
be difficult to estimate a good penalty parameter. One way to tackle this issue is to
start with estimate of penalty parameter and solve the resulting penalized problem
with the above algorithms. The feasibility of the obtained solution is checked: if it is
feasible the optimal solution is obtained, otherwise, the penalty parameter is increased
the process is repeated. This kind of procedure in known as Simple Penalty Function
Method in the literature of optimization, see for instance An alternative way to deal
with the issue of penalty parameters is to solve the following problem

N
;nei;g ,,'e{r?,".lfzv} (rggg (; pi0 n; —v T G(x, &)y — J/j(v))). (3.1

This can be achieved by applying (PLF) Algorithm directly. The optimal value of (3.1)
effectively gives an upper bound for parameter é (see Theorem 2.2. Note that these
parameters are dependent of the Slater condition of (2.13).

3.2 Modified Cutting Plane Algorithm

Rodulf and Ruszczyriski [24] and Fabian et al. [8] proposed cutting plane methods to
solve stochastic program with second order stochastic dominance constraints when the
underlying random variable has finite distribution. This method is an extension of the
cutting-plane method developed by Haneveld and Ven Der Vlerk [16] for integrated
chance constraints (ICC). In what follows, we consider a modification of the procedure
where a cut is constructed.
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Reformulate the optimization problem (2.13) as:

min z

X,Z

s.t. x,v) = max ¥;(x) <0,
Y(x,v) jomax N}l/fj()_

N _ (3.2)
D pif(xE)—z<0,

i=1

xeX, zeZ,

where (x) 1= maxyes ¥j(x, ), Z is a closed convex compact subset of IR such
that

N
Izp,-f(x,g") L EX] CZ.

i=1

Note that, the existence of set Z is due to the fact that f(x, Ei), i=1,...,N,is
a continuous function and X is a compact set. Also the components of G(x, §) are
concave and f(x, &) is convex w.r.t. x, which implies that ¥ (x, v) is convex w.r.t. x
and Z,N= 1 Pif(x, & 1y — z is convex w.r.t. (x, z). We apply the classical cutting-plane
method [15] to both ¥ (x, v) and ZIN:I pi f(x, ") — z. Specifically, we propose the
following algorithm.

Algorithm 3.1 (Modified cutting plane algorithm) Define the optimization problem
at iteration ¢ as

min z
X,Z
st. xe X, z€ Z,
(x,2) € P, :={(x,z)eXxZ:a,Tx§bz, dl x + ez < ki, I=1,...,t}.
(3.3)
Sett :=0, Py := X x Z. For each ¢, carry out the following.

Step 1. Solve the optimization problem (3.3), finding the optimal solution (x;, z;).
If the problem (3.3) is infeasible, stop. Otherwise go to Step 2.
Step 2. Find the solution to max j(1,..., 5} ¥ (x) and find optimal solution (n*, v*),

and set y (v) := SN pi T — Ty (g0)) 4. If
N
oxlox xT i *
D pi =T G g < v ).
i=1
and

N .
D pifGa,E) =z <0,

i=1

stop: (xy, z;) is an optimal solution. Otherwise go to Step 3.
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Step 3. Construct the set

I = {i 0 Ty = v TG, E)) > 0} ,

and the feasibility cuts a,THx < bs41, and leHx + 1412 < k¢41, where

a1 =— Y piVer G(x, &),
ieJ;

bror= D pi(=Vov* G, 8N x + 0 G, £ — ) + v (07,
ieJ;

digy = =Vof (2, 8), erp1=—1, ky1t = =Va f (. §) 0 + f (1, E).

and set

Py =P N {(x, eXXZ: atTHx < bi11, leHx +erp12 < kt+1}.

Proceed with iteration ¢ + 1.

Remark 1 'We make a few comments about Algorithm 3.1.

®

(ii)

Algorithm 3.1 differs from the cutting-plane method discussed in [8,24] in the
way how feasible cuts are constructed. In the former, N constraints/cuts are added
at each iteration, these cuts are not necessarily the extreme support of v (x, v)
at x;. In Algorithm 3.1, we exclude all those non-support constraints, instead we
include a cut at the extreme support (to ¥ (x, v) at x;,) which we believe is the
most effective and a single linear cut is adequate to ensure the convergence. All
other non-support constraints/cuts may potentially reduce numerical efficiency.
This approach is similar to the algorithm proposed by Fabidn et al. [8]. Note that,
Fébian’s algorithm is applied to linear models while Algorithm 3.1 is applicable
to the nonlinear case. Therefore, we may regard the latter as an extension of the
former.

In Step 2 of the above algorithm, we solve the following DC-program

N
T T i T Ty si

max , V) = [(v'n—v G(xy, —(w'n—vY ,
pmax G v) ;p,u n (i, EN4 — vy EN)+]
where [a, b] D {n1, ..., nn} and S is defined as in (2.4).
A function is called DC if it minimizes difference of two convex functions over a
closed convex set. There has been extensive work done on development of solu-
tion methods for such problems, we refer interested reader to [11] and references
therein.
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(iii) When f is linear w.r.t. x, there is no need to introduce additional variable z
because the objective is linear.

We now present the convergence results.

Theorem 3.2 Let {(x;, z;)} be a sequence generated by the Algorithm 3.1. Let
P ={(x,20eXxZ:¢¥yx,v)<0, E[f(x,6)]] —z<0}C X x Z,

where ¥ (x, v) is defined in problem (3.2). Assume: (a) f (x, &) and each of the compo-
nent g;(x, &) of G(x, &) are continuously differentiable and concave w.r.t. x for almost
every &, (b) X x Z € R" is a compact set, (c) there exists a positive constant L such
that the Lipschitz modulus of E[ f (x, )] and ¥ (x, v) are bounded by L on X x Z,
(d) the set P is nonempty. Then, {(x;, z;)} contains a subsequence which converges to
a point (x*, z*) € P, where (x*, z*) is the optimal solution.

The proof of Theorem 3.2 is included in the Appendix.

In next section, we investigate the efficiency of the above algorithms and compare
them to the cutting surface algorithm proposed in [10] and the linearized method
proposed in [1].

4 Numerical Tests

We have carried out an academic test, a budget allocation example as well as a real
world portfolio optimization problem on the proposed model and algorithms by using
MATLAB 7.10 and IBM ILOG CPLEX 12.4 installed on a HP Notebook PC with
Windows 7 operating system, and Intel Core i7 processor.

We consider primarily an academic test problem introduced in [10, Sect. 2.2] to
examine the penalization approach and efficiency of our proposed methods. Addition-
ally, for comparison purposes we consider a budget allocation problem as discussed in
[1]. Finally, we consider a portfolio optimization problem with real world test data to
further investigate the efficiency of the proposed stochastic programming model with
multivariate SSD constraint and compare it to the return generated by a Markowitz
model and corresponding indices. Furthermore, to estimate the penalty parameter we
have solved the optimization problem (3.24) using (PLF) Algorithm as discussed on
page 12. Another approach is to integrate the Simple Penalty Function Method in
(PLF) Algorithm, to find a suitable penalty parameter. We solved the reformulated
problem with (PLF) Algorithms, 3.1, and the cutting-surface algorithm in [10]. For
(PLF) Algorithm we use € = 0.0001 and A = 0.5. In the rest of this section we report
the corresponding results.

4.1 An Academic Example

Example 4.1 Homem-de-Mello and Mehrota [10] considered the following model
using stochastic dominance:
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max, 3xj + 2x7,

S.t.
g2 3 @1
—1 2 ?;'2 |:x1:| @) — 160 |,
10|l g4
where, Si, i = 1,...,4 denotes a random variable. Let El =4+, 52 =2+ a,

£3:=2004 108, and £* := 40 + 58 where « and f are equal to 1. We write (a £ b)
to indicate that the actual value is random with two equally probable outcomes a + b
and a — b. Consequently, there are 16 scenarios to consider.

To solve the optimization problem (4.1), Homem-de-Mello and Mehrota [10] lin-
earized the program and eliminated the redundant constraints. They obtained the opti-
mal solution of problem (4.1) (witha = 8 = 1) to be x = (28.18, 34.55) and the
corresponding objective value to be f = 153.44. Here we reformulate the optimiza-
tion problem (4.1) as discussed in Sect. 2.1 and solved the reformulated problem by
the proposed algorithms. We set the penalty parameter p = 50 and double it at each
iteration. The optimal solution obtained by the proposed algorithms after 4 iteration
is x = (27.99, 34.66) and the corresponding objective value is f = 153.29.

4.2 A Budget Allocation Model

The purpose of this example is to compare the efficiency of the level function method
based on the exact penalization scheme with the linearized method proposed by Arm-
bruster and Luedtke [1].

In what follows we present the budget allocation problem and study the behavior
of the proposed model and methods to solve a simple budget allocation problem. This
example is inspired by the budget allocation problem of Armbruster and Luedtke [1]
and the example in [13]. Here we restate the problem:

Example 4.2 Given a fixed budget, the problem is to determine what fraction of the
budget to allocate to a set of candidate projects, ¢ € 7 with |7 | = T. The quality of a
budget allocation is characterized by d distinct objectives, for which larger values are
preferred. Each project t € 7 is characterized by a d-dimensional random vector of
reward rates R; for these objectives. Thus, given a feasible budget allocation x € X :=
{x € RT : x - 1 = 1}, the values of the d objectives are >, R;x;. We assume that
we are given a d-dimensional random vector Y that indicates a minimal acceptable
joint performance of these objectives, and we require the performance of the chosen
budget allocation to stochastically dominate Y. Subject to this condition, the goal is
to maximize a weighted combination of the expected values of the measures:

max > w!E[R,]x

xeX reT

bii (4.2)
S.t. Z Rlxt z(z)ln Y,
teT

where w € ]Ri is a given weight vector.
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Table 1 Average solution times in seconds of five instances solved by projected level function algorithm
and the modified cutting plane algorithm

d,T) Algorithms N =100 N =300 N =500

(3, 50) PLF Algorithm 2.36 13.05 46.86
Algorithm 3.1 24.13 219.67 739.27

(3, 100) PLF Algorithm 2.69 14.78 53.48
Algorithm 3.1 104.80 - -

(5,50) PLF Algorithm 5.38 14.04 90.18
Algorithm 3.1 24.10 236.28 527.14

(5, 100) PLF Algorithm 10.20 26.69 98.47
Algorithm 3.1 117.94 - -

The ‘=’ indicate that the algorithms could not solve the problem within 30 min limit

Table 2 Average solution times

in seconds of five instances @1 N =100 N=300 N=500
?;)]lved using linear SSD model 3, 50) 0.3 123 6.2
(3, 100) 0.3 8.9 61.6
(5, 50) 0.6 37.8 181.8
(5, 100) 0.7 23.0 105.6
For the test instances, we assumed that the reward rate R := [Ry, R2, ..., R7]

are one of N equally likely scenarios {R/ : j € N} sampled from a joint normal
distribution with mean p and covariance matrix . The components of u are chosen
randomly from U[10, 20] and the covariance matrix X was calculated as follows. The
coefficient of variations were chosen from U[0.2, 1.1]. The correlation of any two
distinct elements (¢, k) and (¢/, k") were chosen from U[—0.2, 0.4] if they share a
project (+ = t’) and from U[—0.1, 0.1] if they share an objective (k = k') and were
0 otherwise. The benchmark random vector ¥ was determined from an allocation in
which all projects are allocated an equal fraction of the budget, but to avoid being
overly conservative, was then reduced by a fixed fraction § of its mean. Specifically,

a given realizations Rtj € R, for each scenario j and project ¢, realization j of ¥
has a probability ¢y (j) = 1/N and is given by Y/ = B/ —§ (% >V, Bk) where

B/ = 1> . .7 R/. In this example, we set the § = 0.1 and weight all objectives
equally in the objective, w = (1, ..., 1).

Table 1 shows the computation times to solve these instances using the exact penal-
ization scheme and solved by the projected level function algorithm and the modified
cutting plane algorithm. For these experiments, we varied the number of objectives
d € {3,5}, the number of projects T € {50, 100}, and the number of scenarios
N = M € {100, 300, 500}. For each combination of these parameters we display the
average computation time in seconds over five instances at that size.

These results indicate that with the exact penalization scheme and PLF Algorithm
it is possible to solve instances with a relatively large number of scenarios with lower
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computation time compared to the linear SSD formulation model’s results shown in
Table 2. Although, the opposite is true for lower number of scenario, but one advantage
of the proposed exact penalized model and the solution methods is that they can
deal with both linear and nonlinear underlying functions. Furthermore, Algorithm 3.1
proved to be less efficient. This is because as the sample size increases, the construction
of set J; in Step 3 of the algorithm takes longer time.

4.3 Portfolio Performance

Suppose that we have a fixed capital to be invested in n assets. Let R;,i = 1,...,n,
denote the return of asset i. In practice, the return is often uncertain and we use a
random variable £ to describe the uncertainty. Specifically, we write R; as R; () and
in doing so we are assuming that all n assets have an identical random factor depending
oné.

To simplify the discussion, we normalize the capital to l anduse x;, i =1, ..., n,
to denote the fraction of capital to be invested in asset i. The portfolio return can then
be formulated as:

F(x,8) == Ri(E)x1 + Ra(§)x2 + -+ + Ru(§)xy. (4.3)

We use the optimization problem (2.5) to optimize our investment strategy. To ease
the presentation, we repeat the model:

Xmei)lg —E[f(x,8)]

st v g(x, &) zg[)i” vI'Y (), Yves,

4.4

where f is defined by (4.3). We need to specify g(x, &) and X. The random vari-
able Y (&) plays the role of a benchmark outcome. For example, one may consider
Y () = g(x, &), where x € X is some reasonable value of the decision vector, which
is currently employed in the system. Note that g(x, &) and Y (&) are m-dimensional
random vectors, rather than scalar variables. Additionally, we use set of linear con-
straints to define the set S, see (2.4).

To further examine the efficiency of the multivariate SSD model, we calculate
the Conditional Value at Risk (CVaR) for random variable f(x*, &) where x* is an
approximate optimal solution obtained from solving (2.23). By definition for a spec-
ified probability level «, the Value at Risk (VaR) of a portfolio is the lowest amount
C such that, with probability «, the profit does not fall below C. The CVaR,, is the
conditional expectation of profit below C. In our context,

1
CVaRy (f (x*,§)) = Sl(ljp [C - JElC- UGN E))+]] . (4.5)

where o € (0, 1) is a pre-specified constant. Three values of o are commonly consid-
ered: 0.90, 0.95, 0.99. However, in our analysis we focus on the case of « = 0.95.
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Let us now estimate the penalty parameter p through Theorem 2.2. Referring back
to Lemma 2.2, we need to calculate «, §, and D. Let xo € X be the weights for an
equally weighted portfolio, the Z,N: 1 pik(§') = 0.0084. The § can be calculated as
follows:

§ := — max max | max wIn: -G ’ ;
jel,N | ves jengl( nj (x0,§"))

N .
- > pivy - vTY<s'))+)} :

i=1

and we found § =~ 4.865E—005. We choose D = 1 and estimate the penalty parameter

as follows:
N

p= D pin(EHsID =192 (4.6)

i=1

Note that the above calculation is accurate with three significant figures.

Example 4.3 We consider m history of percentage returns, for three different group
of n assets. Each of these groups could belong to a different Index. Our aim is to find
an optimal investment strategy for a fixed capital in the n assets which maximized the
expected profit subject to certain risk averse measures. Particularly we consider the
following model:

;fg,fg —E[f(x, §)]
st vg(x, 8) =) v Y (&),

where g(x, &) = [g1(x, §) g2(x, &) g3(x, &) and Y (§) = [Y1(§) Y2(§) Y3(§)]. We
apply the exact penalization as explained in Sect. 2 and set the initial penalty parameter
p = 200. We set the upper bound and lower bound for the capital invested equal to
0.2 and 0, respectively.

We collected 300 daily historical returns of 53 FTSE100, 53 Nasdaq100 and 30
Dow Jones assets prior to March 2011. We use the first 100 observations to con-
struct the portfolio strategy. We solve the optimization problem using level function
algorithms, modified cutting-plane method, and the cutting surface method. Table 3
shows the result of this example. In this example each component of the vector g(x, &)
corresponds to the sum of return of the assets belonging to each of the three indices
computed as described in (4.3).

As it can be seen all four algorithms result in very similar portfolios with identical
expected return and number of assets in the portfolio.

We set up a backtest and use the remaining 200 observations to construct an out-of-
sample test in order to investigate the performance of the selected portfolio. Figures 1
and 2 shows the difference of return on selected portfolio and benchmak portfolio.
The benchmark portfolio represent the average return of the three indices.
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Table 3 Time is in minutes

Algorithm Iter. Time No. Assets Return CVaR
PLF 9 0.0174 6 0.034 0.015
3.1 4 0.0166 6 0.034 0.014
Cutting-surface [10] 6 0.653 6 0.034 0.015

No. Assets refers to the number of assets in the optimal portfolio. The expected return of the benchmark
portfolio ¥ = [0.0051 0.0085 0.0069]

4 PLF Algorithm

1A /\/\A«/\/\/v\/\/\/-’\vf/\ /\VA\/\/\/\A/\VA\[\«'/L /\/\/\f\/\

N

-2
0 10 20 30 40 50 60 70 80 20 100

Algorithm 3.1
4+

T s NN Mt s An/ WA

2 I I I I I I I I I
0 10 20 30 40 50 60 70 80 90 100

Difference of Returns %
N

Cutting-Surface Algorithm [10]
4+

A A wWAAPN , |

-2
0 10 20 30 40 50 60 70 80 90 100

Days

Fig. 1 Backtesting of the difference of return on selected portfolios and indices. The benchmark portfolio
is the average return of the indices

It can be seen that in both Figs. 1 and 2, the line lies mostly above the zero line which
means that the generated portfolio return is higher than the benchmark portfolio.

To illustrate the benefit of using multivariate stochastic dominance constraints, we
compare the portfolio strategy constructed by the optimization problem (2.22) with
an investment strategy generated by Markowitz model as described below:

max E[f(x,§)] = AE[R(x, §)],

st Elgi(x, §)] >Ry, i=1....m, @.7)

inzl, x>0, xelX,
i=1
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Fig. 2 Out of sample test of the difference of return on selected portfolios and indices. The benchmark
portfolio is the average return of the indices

Table 4 Time is in minutes

Model No. Assets Return CVaR
Multivariate SSD 6 0.034 0.014
No. Assets refers to the number Markowitz 6 0.032 0.018

of assets in the optimal portfolio

where A = 1 is a fixed nonnegative number, E[R (x, £)] is the portfolio variance, Rf’
is the benchmark return set equal to the index i, E[g; (x, )] is the return of the asset
belonging to index i, and E[ f (x, £)] is the return defined as in (4.3).

Table 4 compares the portfolio generated by Markowitz model to the generated
portfolio by the multivariate SSD model. As it can be seen, although the number of
assets in the optimal portfolio are the same but the portfolio generated by the Markowitz
model has a lower return and a higher CVaR.

Figures 3 and 4 present the result of the backtest and out-of-sample test as described
earlier. As it can be seen the portfolio generated by the optimization problem (2.23)
outperforms the strategy generated by the Markowitz model (4.7) by having relatively
higher returns both in-sample and out-of-sample.

To investigate the performance of the generated strategy out-of-sample we present
graph of cumulative return of the of portfolio return generated by the multi-SSD
model using the Algorithms 4.2-4.5, Markowtitz model and the benchmark portfolio
in Fig. 5. It can be seen that the return generated by the portfolio strategy based on the
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Fig. 3 Comparing the backtest of the portfolio return of the optimization problem with multivariate SSD
constraint and the Markowitz model

6 T
[
[}
4t ' .
1
L]
' i
2 N E
2 y
o 0 i
£
=] L]
g -2 K b v
o Y ': '|: " : "‘ u !
1
-4r ] v : J . ! T
i
ek '} [=——Multivariate SSD Model

= = = Markowitz Model

-8
100 120 140 160 180 200 220 240 260 280 300
Days

Fig. 4 Comparing out-of-sample test of the portfolio return of the optimization problem with multivariate
SSD constraint and the Markowitz model

Multivariate SSD model is much higher compared to the Markowitz model and the
benchmark portfolio.

Moreover, we also use the Sortino ratio to further compare the generated strategies.
The Sortino ratio measures the risk-adjusted return of an investment asset, portfolio
or strategy. It is a modification of the Sharpe ratio but penalizes only those returns
falling below a user-specified target, or required rate of return, while the Sharpe ratio
penalizes both upside and downside volatility equally. We used risk free rate (0.5 %)
and the benchmark portfolio as the required rate of return. We calculated the Sortino
ratio both at the 100th day and 300th day. The results are shown in Table 5. As it can be
seen the portfolio generated by the multivariate SSD model outperforms the portfolio
generated by the Markowitz model by having higher risk-adjusted return.

Furthermore, we test the algorithms for various number of assets and record the CPU
time. Figure 6 presents the result for this test. As it can be seen, all algorithms solve
relatively large problems within a reasonable time. Additionally, we investigate the
performance of the PLF Algorithm, Algorithm 3.1, and Cutting-surface algorithm [10]
as the number of observations increases. This is illustrated in Fig. 7. Although Fig. 7
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Fig.5 Out-of-sample cumulative return for the generated portfolio strategy based on the Multivariate SSD
models, Markowitz model and the benchmark portfolio)

Table 5 Sortino ratio of the portfolio generated by optimization problem with multivariate SSD constraints
and the Markowitz model

Model Required return 100th day Sortino ratio 300th day Sortino ratio
Multivariate SSD model Benchmark 0.3969 0.3903
Risk-free 0.2643 0.0749
Markowitz model Benchmark 0.1716 0.1308
Risk-free 0.1795 0.0637
40
L T
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Cutting-Surface Algorithm [10]
sg == Algorithm 3.1
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Fig. 6 Graph of CPU time for various number of instruments for each algorithm

shows that the cutting-surface algorithm [10] becomes inefficient, in our numerical
tests increasing the number of observations did not result in a better portfolio.

5 Conclusion

In this paper we studied stochastic programming with multivariate second order sto-
chastic dominance constraints. Specifically, we proposed an exact penalty method for
second order multivariate stochastic dominance constraints. Furthermore, we solved
the penalized problem (2.22) using the level function method discussed by Meskarian
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et al. [19] for similar type of problem as well as a modified cutting-plane method
inspired by the methods proposed in [8,24]. These method were compared to the
cutting surface method proposed in [10], and the linearized method proposed in [1].

We applied the penalization scheme and the numerical methods to an academic
test problem, a budget allocation problem, and a portfolio optimization problem. The
academic test results showed that the penalization approach and the numerical meth-
ods results in similar optimal solution as the solution generated in [10, Sect. 2.2].
The budget allocation problem showed that the proposed method solved with PLF
Algorithm is more efficient compared to the linearized method when the sample size
is large. However, this is not the case when sample size in relatively small. The main
advantage of our proposed method to the linearized method is that it can deal with
nonlinear underlying functions. In the portfolio optimization problem. we used data
of 136 assets from three different indices (FTSE100, Nasdaq100, and Daw Jones). To
investigate the performance of generated portfolio strategy, we set up a backtest and
an out-of-sample test and compared the performance of the selected portfolio to the
corresponding indices. We concluded that the generated portfolio performs better than
the indices in sense of higher return both in-sample and out-of-sample.

Furthermore, to illustrate the benefit of considering multivariate stochastic domi-
nance, we introduced the Markowitz model (4.7) and compared the performance of the
two portfolio both in-sample and out-of-sample as well as based on the Sortino ratio.
It was seen that the portfolio optimization problem with multivariate SSD constraints
out perform the portfolio optimization problem based on Markowitz model by having
higher risk-adjusted return.

Moreover, we performed a test to investigate the effect of the number of instruments
on the computation time for each algorithm. These test suggested as anticipated that
the projected level function algorithm and the cutting plane method can solve a large
problem within reasonable time.

Appendix

Proof of Theorem 3.2:
The proof is similar to the results in [15]. Note that, at each iteration t > 0,
arp1 € Y (x,v), dir1 = VE[f(x,8)], and e,y = V(E[f(x/,8)] — 2z = —1.
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Then alT 11X = b;4+1 and dﬁrlx + er+1z — k41 are the extreme support to the graphs
of ¥ (x,v) and E[ f (x, £)] — z at (x;, z;) respectively. By condition (a), ¥ (x, v) and
E[f (x, &)] are convex and continuous w.r.t. (x, z). Consequently, if (x;, z;) € P and
max{y (x,v), E[f(x,§)]} <0, then

max{a,Tth — biy1, d,THx, +err12 — k1) < 0.
Further, for all (x;, z;) ¢ P,
max{atT+lx,—b,+1, dtTHx,+e,+1z—k;+1}=max{1//(x,, v), E[f(x, &)]—z1>0.

Therefore, when (x;, z;) ¢ P, the set P and the point (x;, z;) lie on opposite sides of
the cutting angle max{atT_th — b41, dtT_Hx, +ey1z2 —ki41} = 0.

Note that, from the definition of P, and (x;, z;), we know that P C P; C P,_q,
(x¢, z;) minimizes z in Py and z;—1 < z;. In the case when (x;, z;) € P, itis easy to
verify that (x;, z;) is the optimal solution of problem (3.2). Indeed, since (x;, z;) is an
optimal solution, for every (x, z) € P;, we have z > z;. Since P C P, then z > z;
for (x, z) € P, which implies optimality of (x;, z;) over P.

In what follows, we focus on the case when (x;,z;) ¢ P Vt. Since X x Z is
a compact set, the sequence {(x;, z;)} contains a subsequence which converges to
(x*, z*) € X x Z. Assume without loss of generality that (x;, z;) — (x*, z*). Let
P* = N, P;. Since P; is compact and P C Py, we have P C P* and (x*, z*) € P*.
On the other hand, since

ZZZH V(X,Z)EP[,

then
7>z V(x,z2) € P* 6.1)

Indeed, if this is not true, then there exists (X, Z) € P*suchthatz < z*. Since z; — z*,
there exists some sufficiently large ¢ such that Z < z;. This is not possible because
(x¢, z¢) is an optimal solution in P; while (x,Z) C P* C P; is a feasible solutions.
This shows that (6.1) holds. Since P C P*, the inequality also holds for all (x, z) € P,
which implies (x*, z*) is an optimal solution of problem (3.3) if (x*, z*) € P.

In what follows, we show that (x*, z*) € P. Note that, (x;, z;) minimizes z in P;,
that is, it satisfies the inequalities:

a1 1x = b1 <0, (6.2)

and
dl1x + ez — kg <0, (6.3)

for/ = 0,...,t — 1 and by condition (c), max{|la;+1ll, ldi+1ll} < L, VI. Let
{x¢, z;} denote the subsequence. We claim that {max{yr(x;, v), E[f(x;,&)] — z;:}}
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must converge to 0. Note that since

by = D pi(=Vov* G, €0 + v G, &) — ) + v (v9),
ieJ;

T
=a;x — Y (x, v,

T
a1 xp — ¥(xg,v),

then (6.2) implies

¥ (x,v) +afyy (x — x1) < 0.

Similarly, by the definition of e;4 1, k;+1, we have from (6.3) that

ELf (x. )]+ df, (x —x) —z < 0.

Assume that the desired convergence does not occur. Then there exists an r > 0
independent of ¢ such that

r < max{y (x;, v), E[f(x;, &)] — z}
max{a/, (xr — x1), d] (v —x) — (21 — 20},
(L+ D)1, z) — s 20l

IA

IA

forall 0 </ <t — 1, which shows that {(x;, z;)} does not converge, a contradiction.
This shows that

{max{y (xr, v), ELf(x1, )] = z:}}

converges to 0 and hence (x;, z;) € P is the optimal solution.

The proof is complete. O
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