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Abstract

The optimal capital growth strategy or Kelly strategy, has many desirable properties

such as maximizing the asympotic long run growth of capital. However, it has consid-

erable short run risk since the utility is logarithmic, with essentially zero Arrow-Pratt

risk aversion. It is common to control risk with a Value-at-Risk constraint de�ned on

the end of horizon wealth. A more e�ective approach is to impose a VaR constraint

at each time on the wealth path. In this paper we provide a method to obtain the

maximum growth while staying above an ex-ante discrete time wealth path with high

probability, where shortfalls below the path are penalized with a convex function of the

shortfall. The e�ect of the path VaR condition and shortfall penalties is less growth

than the Kelly strategy, but the downside risk is under control. The asset price dy-

namics are de�ned by a model with Markov transitions between several market regimes

and geometric Brownian motion for prices within regime. The stochastic investment

model is reformulated as a deterministic program which allows the determination of the

optimal constrained growth wagers at discrete points in time.
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1 Introduction

In this paper we provide a method to deal with the risky short run properties of the expected

log capital growth criterion . That theory provides the maximum long run asympotic growth,

as shown in increasing generality by Kelly (1956), Breiman (1961), Algeot and Cover (1988)

and Thorp (2006); see also the book MacLean, Thorp and Ziemba (2010), which discusses

the Kelly strategy and reprints the major papers on the topic. However, the Arrow-Pratt

risk aversion index for the logarithmitic utility function is 1
w
, which is essentially zero. Con-

sequently, the wealth trajectories for the Kelly investor are very volatile and risky. One way

to deal with the risk is to use fractional Kelly strategies which blend the Kelly portfolio with

cash; see MacLean, Blazenko and Ziemba (1992). But this is ad hoc and does not generally

produce a smooth wealth path. It reduces risk and growth, so the wealth trajectory has the

same dynamics but with a smaller scale. To get a smooth trajectory the fraction in the Kelly

may need to be very low and correspondingly the growth rate is small. Applications that

use the fractional approach are Grauer and Hakansson (1986, 1987), Hausch, Ziemba and

Rubinstein (1981), and Mulvey and Valdmirou (1992); see also the survey of applications in

Ziemba (2013).

Our approach is to specify a desired ex-ante wealth path at discrete decision points in

time, and to maximize the growth rate (objective) while staying above the path (constraint).

This cannot be achieved with certainty, so a Value-at-Risk (VaR) condition to exceed the

desired path with high probability is imposed and path violations/shortfalls are penalized

in the objective. The penalty is a convex function of the shortfall, so that, for example,

doubling the shortfall incurs a more than doubled negative penalty. The decision model has

strong theoretical underpinnings linked to Prospect Theory (Tversky and Kahneman, 1993)

and is analytically attractive as a stochastic dynamic optimization program.

The impositoion of a VaR consrraint is a common approach to controlling downside risk.

Basak and Shapiro (2001) consider the impact of a VaR-type condition on an investors'

portfolio wealth and investment strategies. The VaR horizon is the same as the investment
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horizon. With lognormal state prices and constant relative risk aversion preferences the

optimal VaR portfolio takes large equity positions � to �nance high wealth should economic

conditions turn favorable � while allowing for large losses in unfavorable conditions. With

general security price distributions and general preferences, VaR investors again incur large

losses in the worst states. The VaR constraint induces traders to invest signi�cantly more in

risky assets in some states than they would have invested in the absence of the constraint.

Zen & Werker (2012) consider the VaR constraint, but the investment horizon is divided

into a few equal-length sub-periods. A VaR condition is imposed in each subperiod, and

the investor has to insure his portfolio against poor performance of the �nancial market so

that the current period's regulatory constraint is satis�ed and there is su�cient wealth to

ful�ll next periods' constraints. The short VaR horizon can prevent portfolio wealth loss

quite e�ectively, but there may be large opportunity cost by limiting the investor's ability

to invest in risky assets in favorable stock markets.

Working with lognormallydistributed returns, Cuoco et al. (2008) re-evaluated the risk

of a trading portfolio dynamically, making full use of conditioning information. So the trader

must satisfy speci�ed risk limits at all times. The portfolio value at the chosen horizon is

computed assuming that the current portfolio composition is kept unchanged until the ending

horizon. By having a VaR condition at all times, they aviod some of the inconsistencies

arising when the VaR is only imposed at the planning horizon.

The portfolio optimization problem with a VaR constraint is a chance constrained pro-

gram. The program is typically nonconvex and is complicated to solve. MacLean, et al

(2004) use a set selection approach to generate a sequence of convex programs converging

to the optimum. In a similar vein, Feng, Wachter and Staum (2014) consider a branch and

bound algorithm for selecting constraints. These approaches discretize the distribution over

scenarios.

The Kelly strategy optimizes the long run growth rate of capital. It was dubbed �For-

tunes Formula� by E. O. Thorp. The Kelly invests the same �xed fraction at each time
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by constantly rebalancing portfolio strategies. Cover (1991) described a portfolio-selection

algorithm that theoretically performs �almost as well� as the best constant-rebalanced port-

folio. Cover's universal portfolio doesn't make any statistical assumptions on the nature of

the stock market. Hembold et al (2013) describe a new algorithm with similar properties

to the universal portfolio, without making any statistical assumptions on the nature of the

stock market. As noted, these �xed fraction strategies can have unacceptable risk in certain

markets. It is desirable to have portfolio algorithms which control for downside risk.

Anumber of issues have been identi�ed: (1) there exist a variety of states/regimes in

the �nancial market; (2) strategies designed for a single state/regime can perform poorly as

states change; (3) protection against large losses along a wealth trajectory is important for

regulation and investor survival; (4) a program for portfolio selection must be computation-

ally feasible. This paper considers those issues in the context of capital growth.

In Section 2 the �nancial market is presented. The setting is a Markov regime switching

framework, with geometric Brownian motion prices within regime. The resulting log prices

are a mixture of normals and provide the �exibility needed to obtain accurate price pre-

dictions as inputs to investment decisions. The investment model is developed in Section

3, where the objective is to maximize growth with a penalty for shortfalls, subject to a

dynamic VaR constraint requiring wealth to exceed a speci�ed benchmark path with high

probability. The unconstrained Kelly strategy is analyzed in Section 4, where the shortfall

rate and shortfall size relative to a benchmark are developed. The results provide context

for the penalized shortfall approach which is dealt with in Section 5. Section 6 concludes

with observations and implications.

2 Model Setting - Market Regimes

The wealth accumulation process is a stochastic dynamic system which depends on the al-

location of capital to investment opportunities and the changing prices of those assets. A
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standard model for price dynamics is geometric Brownian motion . It is known that this

model fails to capture important characteristics of asset prices, notably price distributions

which are not log-normal and time dependent volatility. A �exible framework which accom-

modates observed price behavior is a Markov regime switching model, where the dynamics

within a regime follow the standard geometric Brownian motion and the parameters in

the dynamics vary by regime. Hamilton (1989) successfully applied the regime switching

model to US GDP data and charcterized the changing pattern of the US economy. Ang and

Bekaert (2002) used regime shifts in a study of international asset allocation. Guidolin and

Timmermann (2006) provided important insights into how investments vary across market

regimes. The regimes make economic sense, and the regime switching market structure is

very amenable to analysis.

2.1 A Regime Switching Model

Consider a competitive �nancial market with n assets whose prices are stochastic dynamic

processes, and a single asset whose price is non-stochastic. Let the vector of prices at time

t be

P (t) = (P0(t), P1(t), ..., Pn(t))′, (1)

where P0(t) is the price of the risk free asset, with rate of return rt at time t. It is assumed that

the �nancial market is separated into m distinct regimes. Suppose the market is in regime

k at time t, and let Yik (t) = `nPik (t) , i = 0, ..., n be the log-prices in regime k, k = 1, ...,m.

The price dynamics within regime k are de�ned by the stochastic di�erential equations

dY0k (t) = rtdt (2)

dYk (t) = αkdt+ ∆kdZk, k = 1, ...,m, (3)
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with Yk(t) =


Y1k(t)

...

Ynk(t)

 , αk =


α1k

...

αnk

 ,∆k = (δijk) , dZk =


dZ1k

...

dZnk

 , where dZik, i =

1, ..., n are independent Brownian motions.

In this framework the risky asset prices within a regime are assumed to have a joint

log-normal distribution.

The regimes over time {S(t), t > 0} follow a discrete state continuous time Markov pro-

cess. The state space is �nite S = {S1, ..., Sm} and states will be referred to as regimes:

{i = 1, ...,m} . The dynamics of the Markov process are driven by the intensity gij, which is

the rate of transitioning from regime i to regime j. The rate of switching from regime i at

time t to another regime j at time t + h is P [S(t + h) = j|S(t) = i] = gij · h + o(h), where

o(h)
h
→ 0 as h → 0. If the process is in regime i it transitions out of i to another regime

with rate gi =
∑

j 6=i gij, and P [S(t + h) = i|S(t) = i] = (1 − gi)h + o(h). Then pij =
gij
gi

is the probability that the process moves to regime j from regime i. For regimes i, j the

transition probability function Pij(t) = Pr [S(t) = j|X(0) = i] is a continuous function of t.

This function satis�es the Chapman-Kolmogorov equations Pij(t+ s) =
∑

k∈S Pik(t)Pkj(s).

The market structure given by the switching factor model has advantages: (i) the abil-

ity to estimate the parameters in the model from observations on the asset returns and

(ii) the ability to de�ne analytically tractable investment models. The standard estima-

tion procedure is the Expectation Maximization (EM) algorithm (Dempster et al, 1977).

The investment model developed in subsequent sections considers that parameter values are

known/estimated and focuses on investment strategies which control risk. The aspect of risk

which is attributable to estimation error is not considered directly, but the positive results in

the literature with the Markov switching model and the EM algorithm are the basis for the

de�ned market structure. The applications in Section 5 use the EM algorithm to identify

regimes and estimate regime dependent parameters.
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2.2 Wealth Equations

The prices on assets vary continuously. The decision model assumes that time is divided

into equal size planning intervals. A decision on the fractions of investment capital allocated

to assets is made at the beginning of a period and those fractions are �xed for the period,

although continuous rebalancing of allocated capital is required to maintain the �xed frac-

tions. At the begining of the next period the decision fractions are updated. In the analysis

of trading strategies, the following assumtions are made:

1. All assets have limited liability.

2. There are no transactions costs, taxes, or problems with indivisibility of assets.

3. Capital can be borrowed or lent at the risk free interest rate at any level.

4. Short sales of all assets is allowed.

Consider that the decision points are t1 = 0, t2 = t1 +d, ..., tL+1 = tL+d = T . An investment

strategy is the vector process

{(x0 (tl) , X (tl)) , l = 1, ..., L} = {(x0 (tl) , x1 (tl) , ..., xn (tl)) , l = 1, ..., L} (4)

where
n∑
i=0

xi (tl) = 1 for any tl, with x0 (tl) the investment fraction in the risk-free asset and

xi(tl) the fraction invested in risky asset i, i = 1, ..., n.

The change in wealth from an investment decision X(t) is determined by the changes in

prices, which depend on the Markov regime switching process and the dynamics of prices

within a regime. Let Σ2
k = Σ′kΣk and φk = αk + 1

2
Σ2
ke, k = 1, ...,m. Then the instantaneous

change in wealth if the market is in regime k is

dWk (t) = [X ′ (t) (φk − re) + r]Wk (t) dt+Wk(t)[X
′ (t) ΣkdZjk]. (5)
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If the wealth at time t is wt and the investment decision is maintained through rebalancing

as a �xed fraction from time t to time t+ h, then the accumulated wealth is

Wk(t+ h) = wt · exp
{

[X ′(t)(φk − re) + r − 1

2
X ′(t)Σ2

kX(t)]h+ h
1
2X(t)′ΣkZk

}
, (6)

where Z ′k = (Z1k, ..., Znk), Zik ∼ N (0, 1) .

The following assumptions are made for wealth dynamics between decision points:

1. There is at most one regime transition in the time interval (t, t+ d) . Given regime i at

time t, then τi = the time to switch from regime i to another regime is Exponential with

parameter qi, and Pr [τi ≤ d] = e−qid ≈ qid, which is small for a short time interval.

For two transitions Pr [τi + τj ≤ d] ≈ qiqjd
2, a negligible quantity.

2. If there is a transition it occurs at the start of the interval (t, t + d). The proba-

bility that there is one transition in the interval and it is from i to j is Pij(d) =

Pr [S(t+ d) = j|S(t) = i] = Pr [S(d) = j|S(0) = i] ≈ qid × pij. Then the chance of

remaining in regime i is Pii(d) ≈ 1 − qid. Suppose the transition from i to j oc-

curred at time h, h ≤ d. Then accumulated wealth on the interval with the �xed frac-

tion strategy X(t) is wt ·exp
{

[X ′(t)(φi − re) + r − 1
2
X ′(t)Σ2

iX(t)]h+ h
1
2X(t)′ΣiZi

}
×

exp
{

[X ′(t)(φj − re) + r − 1
2
X ′(t)Σ2

jX(t)](d− h) + (d− h)
1
2X(t)′ΣjZj

}
. The expected

rate of growth is ln(wt) + E
{

[X ′(t)(φj − re) + r − 1
2
X ′(t)Σ2

jX(t)]d
}

+ D(h), where

D(h) = E
{

[X ′(t)(φi − φj)− 1
2
X ′(t)[Σ2

i − Σ2
j ]X(t)]h

}
.Although there is a slight chance

of switching to markedly di�erent regimes, the more likely scenario is a switch to

an adjacent/close regime. Also τi, the time in regime i, is exponential with density

κi(h) = qie
−qih and smaller values are more likely. So the value of D(h) is small and

the rate of return in the next time interval assuming there is a regime switch to j is

close to ln(wt) + E
{

[X ′(t)(φj − re) + r − 1
2
X ′(t)Σ2

jX(t)]d
}
, the rate from regime j

over the interval.
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3. The investment strategy is a �xed fraction of wealth throughout the interval, with

continuous rebalancing to maintain the fractions.

The implication of these assumptions is that a decision on investment fractions for the

next interval are based on the current position and the probability that one of the regimes:

i, i = 1, ...,m will prevail for the entire interval.

Consider that the wealth at the beginning of period t is wt−1, the regime is k in period

t, and the period length is subsumed into the parameters. That is, if the period is one day,

the parameter φ̃k = φd is the vector of expected daily returns , Σ̃k = Σd
1
2 is the covariance

matrix for daily returns and r̃ = rd is the one day risk free return. Then the conditional

wealth at the end of period t if the regime is k, given the �xed investment strategy X(t), is

Wk(t) = wt−1 · exp
{

[X ′(t)(φ̃k − r̃e) + r̃ − 1

2
X ′(t)Σ̃2

kX(t)] +X(t)′Σ̃kZk

}
. (7)

Let

Rk(X(t)) = exp

{
[X ′(t)(φ̃k − r̃e) + r̃ − 1

2
X ′(t)Σ̃2

kX(t)] +X(t)′Σ̃kZk

}
(8)

be the return on investment X(t) in assets in period t. The rate of return in regime k is

ln(Rk(X(t))) =

[
X ′(t)(φ̃k − r̃e) + r̃ − 1

2
X ′(t)Σ̃2

kX(t)

]
+X ′(t)Σ̃kZk. (9)

Then ln(Rk(X(t)) has a multivariate normal distribution. Let E(ln(Rk(X(t))) = µk(t)

and σ(ln(Rk(X(t))) = σk(t), where µk(t) = X ′(t)(φk − re) + r − 1
2
σ2
k(t) and σ2

k(t) =

X ′(t)∆2
kX(t). For the transition probability function Pij(d) the interval time d is �xed,

so we will drop the time d and simply refer to the �xed matrix P = (Pij). Assume that the

distribution over regimes is π(t) = (π1(t), ..., πm(t)), where π(t) = π(t− 1)P. Let the density

for ln(Rk(X(t)) be denoted by fk(v|t), k = 1, ...,m . If the unconditional rate of return on

investment X(t) is ln (R(X(t))) , then the unconditional distribution for ln (R(X(t))) is a

mixture of normals f(v|t) = π1(t)f1(v|t) + . . .+ πm(t)fm(v|t).
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Based on investment decisions at discrete points in time t = 1, ..., T , the wealth process

and the rate of return process are analyzed as discrete time stochastic processes. For the

stochastic process R(X(t)) a trajectory of the data process is associated with an outcome

ω in the space Ω of all returns trajectories at times t = 1, ..., T. The distributions over

returns at each time t generate a probability measure P on Ω and the associated probability

space (Ω, B, P ). The sample space can be represented as Ω = Ω1 × · · · × ΩT , with ωt ∈ Ωt

the data at time t and Ωt the data up to and including time t. Subsets of Ω are of the

form A = A1 × . . . × AT . Let R(ω,X(t)), ω ∈ Ω, be a returns trajectory, where X(t) is

an investment strategy which can depend on the data history but not on unknown future

returns. The discrete time wealth trajectory is W (ω, t) = W (ω, t− 1)R(ω,X(t)).

3 Investment Model

Wealth is generated through investment in the risky assets, but the trajectory of wealth can

have large swings and the chance of falling below sustainable levels needs to be controlled.

The characteristics of shortfalls (falling below benchmarks) are the rate/chance and the

size. Both components are incorporated into our investment model, where shortfall rate is

constrained at a speci�ed level, and the shortfall size is penalized in the objective. The

criterion in the objective is capital growth, namely the maximization of the expected value

of logarithmic utility of penalized wealth, subject to the constraints.

3.1 Penalized Shortfall

We are concerned with trajectories which fall below a target path at discrete points in time.

Consider a trajectory of the wealth process W (t), t = 1, ..., T, and the target/benchmark

wealth path w∗(t), t = 1, ..., T. Two approaches to target paths are : (i) a growth path based

on a desired growth rate, possibly at the risk free rate; (ii) a decay path based on a fallback

rate. The targets are general and can vary from growth to decay over time.
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If the trajectory is below the target at time t, W (t) < w∗(t), then there is a penalty in the

form of a wealth discount,W (t)[1−ρt], ρt < 1. Since the intention is to control large shortfalls,

is is natural to make the penalty proportional to the shortfall, ρt = w∗(t)−W (t)
w∗(t)

= shortfall
target

. If

W (t) ≥ w∗(t), ρt = 0. Then discounted wealth isW (t)
[
1− (1− W (t)

w∗(t)
)+
]γ
, where the penalty

parameter γ captures the decision makers aversion to losses and the positive part is de�ned

by [y]+ = y if y > 0 and [y]+ = 0 if y ≤ 0 . This discounting approach works well with a

logarithmic transformation since when W (t) < w∗(t)

ln

(
W (t)

[
1− (1− W (t)

w∗(t)
)+

]γ)
= ln (W (t))− γ [ln(w∗(t)− ln(W (t))]+ . (10)

IfW (t) < w∗(t), the path shortfall is [w∗(t)−W (t)] and the penalty γ [ln(w∗(t))− ln(W (t))]+

is convex in the shortfall. The penalty parameter γ ≥ 1 is a power factor.

There is another rationale for the penalty approach. Consider D(t) = W (t)
w∗(t)

. Then

ln(W (t)) = ln(w∗(t)) + ln(D(t)) = [0.5ln(w∗(t)) + ln(D+(t))] + [0.5ln(w∗(t)) + ln(D−(t))] ,

where D+(t) = D(t) if W (t) ≥ w∗(t) and D+(t) = 1 if W (t) < w∗(t), D−(t) = D(t) if

W (t) < w∗(t) and D−(t) = 1 if W (t) ≥ w∗(t). Then (10) can be written as

[
0.5ln(w∗(t)) + ln(1 +

[W (t)− w∗(t)]+

w∗(t)
)

]
.

+

[
0.5ln(w∗(t))− ln((1− [w∗(t)−W (t)]+

w∗(t)
)−(1+γ))

]
. (11)

By separating the wealth into gains [W (t)−w∗(t)]+and losses [w∗(t)−W (t)]+ relative to

the benchmark w∗(t), it is seen that the convex penalty approach in (11) de�nes an objective

which is concave in gains and convex in losses. So the convex penalty approach is consistent

with one of the main principles of Prospect Theory (Kahneman and Tversky, 1993).

The use of the logarithmic transformation puts the focus on the growth rate of capital.

That is, ln(W (t)) = ln(W (t− 1)) + ln(R(t)), where ln(R(t)) is the rate of return in period
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t. In our model, the investor's objective is to achieve capital growth with security, so that

the chance and size of shortfalls in wealth is small. This paper extends MacLean, Sangre,

Zhao and Ziemba (2004), which constrained the chance of shortfall in a VaR model. The

objective in that work was optimal growth, which was formulated as the maximization of

the logarithm of terminal wealth, and it decomposed into the period by period growth rates.

If wealth is discounted with a convex penalty in the objective as proposed, the same period

by period decomposition applies.

To develop the wealth process and path shortfall, consider the return process R(X(t)), t =

1, ..., T . For the stochastic process R(X(t)) a trajectory of the data process is associated

with an outcome ω in the space Ω of all returns trajectories, with probability space (Ω, B, P ).

Let R(ω,X(t)), ω ∈ Ω, be a returns trajectory, where X(t) is an investment strategy which

can depend on the data history but not on unknown future returns. The wealth trajectory

is W (ω, t) = W (ω, t−1)R(ω,X(t)). A requirement that the wealth trajectory lies above the

path is W (ω, t) ≥ w∗(t), t = 1, ..., T . For a set of trajectories A ∈ B, it could be required

that all trajectories in the set satisfy the path condition: W (ω, t) ≥ w∗(t), t = 1, ..., T, ω ∈ A.

In log space the corresponding path condition is ln(W (ω, t)) ≥ ln(w∗(t)), t = 1, ..., T, ω ∈ A.

If the path constraint is not satis�ed, the model imposes a penalty at the period of violation.

That is, the logarithm of discounted wealth at the horizon is ln(w(t0)) +
∑T

t=1 ln(R(X(t))−

γ
∑T

t=1[ln(w∗(t))− ln(W (t)]+.

3.2 Capital Growth with Security

For the path condition to be satis�ed (1−α)100% of the time, the multiperiod capital growth

problem, where the rate of shortfalls is controlled with a VaR constraint and the size is part

of the objective, is

max

{
E

[
T∑
t=1

ln(R(X(t))− γ
T∑
t=1

[ln(w∗(t))− ln(W (t− 1))− ln(R(X(t))]+

]}
(12)
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where

Pr[ln(R(X(t)) ≥ ln(w∗(t))− ln(W (t− 1)), t = 1, . . . , T ] ≥ 1− α (13)

X>(t)e = 1, t = 1, ..., T.

With a decision X, the path condition is satis�ed for a set of scenarios A ∈ B. If the

measure of A is such that P (A) ≥ 1−α, then the set is termed acceptable and the decision is

feasible. There are potentially many feasible decisions for a speci�ed acceptance set. Given

an acceptance set A = A1 × . . . × AT , P (A) ≥ 1 − α, and complement sets At, a restricted

form of the problem is

max

{
E

T∑
t=1

{
ln(R(X(t))− γIAt

[ln(w∗(t))− ln(W (t− 1))− ln(R(X(t)))]
}}

(14)

where

ln(R(ω,X(t)) ≥ ln(w∗(t))− ln(W (ω, t− 1)), t = 1, . . . , T, ω ∈ A (15)

X>(t)e = 1, t = 1, ..., T.

In (14) IĀt
is the indicator function. Let Ψ(X∗(A)) be the optimal solution for this problem.

Then sup{A∈B,P (A)≥1−α}Ψ(X∗(A)) = Ψ(X∗(A∗)) is a solution to the full problem de�ned by

(12),(13). It is assumed that there is an optimal solution to the full problem and therefore

there is an optimal acceptance set. That is, given the optimal acceptance set the solutions

for the alternative formulations are the same. The log transformation decomposes the �nal

discounted wealth into a period by period summmation. The formulation with acceptance

sets provides a setting for decomposing the multi-period constrained growth problem into a

sequence of one period problems.
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Proposition 1

Conditional on the optimal acceptance set, the optimal strategy in period t is path inde-

pendent, depending on the wealth at the beginning of period t but not the path to that wealth.

The problem is a sequence of static one period problems conditioned on the wealth from the

previous period.

Proof:

Let A∗ be the optimal acceptance set and consider the associated problem

maxX

{
E

T∑
t=1

{
ln(R(X(t))− γIA∗t [ln(w∗(t))− ln(W (t− 1))− ln(R(X(t)))]

}}

Subject to

ln(R(ω,X(t)) ≥ ln(w∗(t))− ln(W (ω, t− 1)), t = 1, . . . , T, ω ∈ A∗

X>(t)e = 1, t = 1, ..., T.

The Lagrangian for this problem is L(X,λ∗, A∗) =

E

T∑
t=1

[{
ln(R(X(t))− γIA∗t [ln(w∗(t))− ln(W (t− 1))− ln(R(X(t)))]

}]
+

E
T∑
t=1

IA∗tλ
∗
t (ω) (ln(w∗(t))− ln(W (t− 1))− ln(R(X(t)))) . (16)

The multiplier λ∗t (ω) ≥ 0 is in the space of the Lesbegue integrable functions on Ω and

is such that maxX {L(X,λ∗, A∗)} is equivalent to the above problem. Let Lt(X,λ
∗, A∗) =
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E [ln(R(X(t))− γIA∗ [ln(w∗(t)− ln(W (t− 1)− ln(R(X(t))]]

+ E [IA∗λt(ω) (ln(w∗(t))− ln(W (t− 1)− ln(R(ω,X(t)))] . (17)

Then L(X,λ∗, A∗) =
∑T

t=1 {Lt(X,λ∗, A∗)} and the Lagrangian is a sequence of T expres-

sions, each conditioned on the wealth outcome from the previous time period. That is, the

decision X(1) given the initial wealth w(0) leads to wealthW (1) = w(1), which is the wealth

at the start of period t = 2. In the tth period the Lagrangian maximization is equivalent to

the one period problem

MaxX(t) {E [ln(R(X(t)))− γIA∗ [ln(w∗(t))− ln(w(t− 1))− ln(R(X(t)))]]} (18)

Subject to

ln(R(X(t)) ≥ (ln(w∗(t)))− ln(w(t− 1)), ω ∈ A∗ (19)

X(t)>e = 1.

That is, the dynamic multiperiod problem is a sequence of static one period problems

conditional on the wealth from the previous period. �

The sequence of one period problems is de�ned for the optimal acceptance set A∗. Find-

ing the optimal acceptance set is a di�cult problem. There is a sequence of one period

problems with a probability constraint which is equivalent to the optimal acceptance set

sequence. So the probabilistic constraint contains the optimization over acceptance sets.
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For the wealth process ln(W (t)) = ln(W (t− 1)) + ln(R(X(t)), the constraint

Pr [ln(W (t− 1)) + ln(R(X(t)) ≥ ln(w∗(t))), t = 1, . . . , T ] ≥ 1− α

is the same as

1− Pr
[
∨Tt=1 (ln(W (t− 1)) + ln(R(X(t)) < ln(w∗(t)))

]
≥ 1− α.

.

With Pr [ln(R(X(t)) < ln(w∗(t)− ln(w(t− 1)] ≤ αt, where
∑T

t=1 αt ≤ α, the one period

problem with a probabilistic constraint is

Max
{
E
[
ln(R(X(t))− γ[ln(w∗(t))− ln(w(t− 1))− ln(R(X(t))]+

]}
(20)

subject to

Pr [ln(R(X(t)) ≥ ln(w∗(t)− ln(w(t− 1)] ≥ 1− αt (21)

X>(t)e = 1.

The requirement
∑T

t=1 αt ≤ α is still part of the problem speci�cation. The choice

of α is replaced by a sequence {αt, t = 1, ..., T}. The αt may be determined sequentially

as the actual wealth trajectory {w(t), t = 1, ..., T} unfolds relative to the benchmark path

{w∗(t), t = 1, ..., T} . If a priori the periods are the same, the one period constraint proba-

bilities would be αt = 1
t
α. This is analogous to the Bonferroni method for determining an

overall (path) rate α and period speci�c rates αt.
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3.3 Functional Form of One Period Problem

The multiperiod capital growth problem is structured as a linked sequence of one period

problems, but the probabilistic constraints in the one period problem could pose a problem

for solution. However, the setup for rates of return as normal within regimes and a mixture

of normals overall makes the problem more tractable.

Assume that the distribution over regimes in period t is (π1(t), ..., πm(t)) and let the

unconditional return be R(X(t)). The conditional rate of return given regime k in period t

is multivariate normal with

ln(Rk(X(t))) =

[
X ′(t)(φ̃k − r̃e) + r − 1

2
X ′(t)∆̃2

kX(t)

]
+X ′(t)∆̃kZk.

If ln(Rk(X(t))) < ln(w∗(t))− ln(w(t− 1)), then [ln(w∗(t)− ln(w(t− 1)− ln(Rk(X(t))]+

has the same probability law as ln(Rk(X(t)), which is Gaussian. Let fk(v|t), k = 1, ...,m be

the normal density of ln(Rk(X(t)), the log-return given the regime is k. The unconditional

distribution for log-returns is a mixture of normals f(v|t) = π1(t)f1(v|t)+ . . .+πm(t)fm(v|t).

The chance constraint in the one period problem given w(t− 1), in terms of log-return, is

Pr [ln(R(X(t)) > ln(w∗(t))− ln(w(t− 1))] ≥ 1− αt,

or

ˆ ln(w∗(t))−ln(w(t−1))

−∞
[π1(t)f1(v|t) + . . .+ πm(t)fm(v|t)]dv ≤ αt. (22)

Of course
´ ln(w∗(t)−ln(w(t−1))

−∞ fk(v|t)dv =
´ z∗k(X(t))

−∞ f ?(z)dz, where f ? is the standard normal

and z∗k(X(t)) = [ln(w∗(t))−ln(w(t−1))]−µ̃k(t))
σ̃k(t)

, with µ̃k(t) = X ′(t)(φ̃k− r̃e)+ r̃− 1
2
σ̃2
k(t) and σ̃

2
k(t) =

X ′(t)∆̃2
kX(t).

Let G(X(t)) =
∑m

k=1 πk(t)
´ z∗k(X(t))

−∞ f ?(z)dz − αt. So the deterministic constraint is
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G(X(t)) ≤ 0. (23)

The objective can be similarly reformulated. The expected rate of return is

F (X(t)) = E
[
ln(R(X(t))− γ[ln(w∗(t))− ln(w(t− 1))− ln(R(X(t)))]+

]
=

m∑
k=1

πk(t) · E(ln(Rk(X(t))−

γ
m∑
k=1

πk(t)

ˆ z∗k(X(t))

−∞
(ln(w∗(t))− ln(w(t−1))− [E(ln(Rk(X(t))+z ·σ(ln(Rk(X(t)))])f ?(z)dz.

(24)

Then the one period problem is P (g(t), γ, αt) :

max
{
F (X(t))|G(X(t)) ≤ 0, X>(t)e = 1

}
.

This problem depends on the gap between starting wealth and the path target, g(t) =

ln(w∗(t))− ln(w(t− 1), as well as the penalty γ and the shortfall probability αt. The multi-

period problem is a sequence of such one period problems, where the gap in the next period

is controlled by the settings (γ, αt) and the investment decisions for the period.

4 The Kelly Strategies

If the objective is to maximize capital growth, the problem is

Max

{
ln(w0) +

T∑
t=1

E(ln(R(X(t)))

}
.
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The expectation is over the randomness in prices and the uncertain regimes. The terminal

wealth problem is a sequence of one period problems. In each period the optimal capital

growth strategy, called the Kelly Strategy, maximizes the unconditional growth rate of capital∑m
k=1 πk(t) · E(ln(Rk(X(t))). This strategy has many attractive properties and has been

dubbed Fortunes Formula (MacLean, Thorp and Ziemba (2010a), MacLean, Thorp, Zhao

and Ziemba (2011)). One downside of the Kelly strategy is the chance of large losses. A

prime motivation for the path constraint and shortfall penalty is to control large losses. In

this section, the Kelly strategy and modi�cations are considered.

4.1 Kelly Strategy with Regimes

Consider the one period problem max
∑m

k=1 πk(t) · E(ln(Rk(X(t))) = max
∑m

k=1 πk(t) ·[
µ̃k(t)− 1

2
σ̃2
k(t)
]
. Dropping the time argument the solution is

X∗ =

(
K∑
k=1

πk∆̃
2
k

)−1( K∑
k=1

πk(φ̃k − r̃e)

)
,

where X∗ =


x∗1
...

x∗n

 are the fractions invested in the n risky assets.

Since the distribution over regimes (π1, ..., πK) in period t will depend on the regime

distribution in period t− 1 and the transition probabilities, the Kelly strategy will be prior

regime dependent. It is noteworthy that the Kelly strategy does not depend on the wealth

at the beginning of the period: w(t − 1). However, the performance of the Kelly strategy

relative to the path does depend on the starting wealth. In the risk context, performance is

de�ned by the shortfall rate and the average shortfall size.

Given starting wealth w(t − 1) and the position relative to the target path g(t) =

ln(w∗(t)) − ln(w(t − 1), the chance of a shortfall in period t is P [ln(R(X∗)) < g(t)] = α∗t .

Since ln(R(X∗)) has a normal density fk(v), with mean µ∗k = Eln(Rk(X
∗)) = X∗

′
(
φ̃k − r̃e

)
+
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r̃ − 1
2
X∗

′
∆̃2
kX
∗ and variance σ∗2k = σ2(ln(Rk(X

∗)) = X∗
′
∆̃2
kX
∗, then

α∗t =

ˆ g(t)

−∞
[
K∑
k=1

πkfk(v)]dv. (25)

The average size of a shortfall with the Kelly strategy, is

η∗t =
1

α∗t

{ˆ g(t)

−∞
πk[

K∑
k=1

(g(t)− v)fk(v)]dv

}
, (26)

where Vk = ln(Rk(X
∗). The bi-criteria (α∗t , η

∗
t ) can be combined into the risk score

ϕ∗t = α∗t × η∗,

describing the risk relative to the path benchmark w∗(t) and starting wealth w(t− 1).

The formulas for the rate and size of shortfalls can be calculated to determine the risk

with the Kelly strategy. Obviously that risk will depend on the characteristics of the �nan-

cial market Θ = (π(0), P, θ1, . . . , θm), and the investors �nancial position g(t).

CASE : Single Risky Asset

To simplify the analysis of shortfall rate and shortfall size with the Kelly strategy, consider

the case of a single risky asset (the market index) and two regimes representing UP and

DOWN markets. It is assumed the probabilities for UP/DOWN in the coming period are

(π1, π2). So the model parameters are Θ = (φ̃1, δ̃
2
1, π1, φ̃2, δ̃

2
2, π2). If φ̄ = π1φ̃1 + π2φ̃2, and

δ̄2 = π1δ̃
2
1 + π2δ̃

2
2, the Kelly strategy invests x∗ = φ̄−r

δ̄2
in the risky asset.

From (25) and (26) the shortfall rate and average shortfall size are respectively,

α∗t = π1Φ(z∗1) + π2Φ(z∗2) (27)

η∗t = g(t)− 1

α∗t
{π1 [µ∗1Φ(z∗1)− σ∗1Φ′(z∗1)] + π2 [µ∗2Φ(z∗2)− σ∗2Φ′(z∗2)]} , (28)
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where Φ is the standard normal cumulative distribution and

z∗1 =
g(t)−

[
x∗(φ̃1 − r̃) + r̃ − 1

2
x∗2δ̃2

1

]
x∗δ̃1

z∗2 =
g(t)−

[
x∗(φ̃2 − r̃) + r̃ − 1

2
x∗2δ̃2

2

]
x∗δ̃2

.

.

The expressions for α∗t and η∗t are de�ned by the wealth relative to the benchmark as

given by g as well as the standard normal distribution Φ, the mean µ∗k and standard de-

viation σ∗k of the return on the Kelly investment strategy in each regime, and the regime

probabilities (π1, π2) . The Kelly strategy and investment returns depend on the price pa-

rameters
(
φ̃1, δ̃1, φ̃2, δ̃2

)
. Let r̃ = 0, φ̃1 = φ, φ̃2 = (1 − c)φ1, δ̃1 = δ̃2 = δ, π1 = 1 − π, π2 = π.

The constant c de�nes the DOWN returns relative to the UP returns and is a factor in price

volatility.

Proposition 2

The Kelly investment in the risky asset decreases as c increases. Let (α∗, η∗) be the

(shortfall rate, expected shortfall size) for the Kelly strategy. If the wealth gap is g, then

there exists a value g∗such that: (i) the rate of shortfall α∗ and the expected shortfall size η∗

increase as the downside return parameter c increases when g > g∗; (ii) the rate of shortfall

α∗ and the expected shortfall size η∗ decrease as the downside return parameter c increases

when g < g∗.

Proof:

The Kelly strategy is x∗ = (1− cπ) φ
δ2.

and ∂x∗

∂c
= −π φ

δ2
< 0.

With α∗ = (1− π) Φ(z∗1) + πΦ(z∗2), then ∂α∗

∂c
= (1 − π)Φ′(z∗1)

∂z∗1
∂c

+ πΦ′(z∗2)
∂z∗2
∂c
. With

z∗2 = z∗1 + φ
δ
c, simple algebra gives

∂z∗1
∂c

= πδ
φ(1−cπ)2

[
g − 0.5φ2

δ2
(1− cπ)2

]
,
∂z∗2
∂c

=
∂z∗1
∂c

+ φ
δ
.
∂z∗1
∂c

is monotone increasing in g and is negative when g < 0.5φ2

δ2
(1 − cπ)2 and positive when
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g > 0.5φ2

δ2
(1− cπ)2. There is a value g∗ such that ∂α∗

∂c
< 0 if g < g∗and ∂α∗

∂c
> 0 if g > g∗.

The expected shortfall size is η∗ = g − H(c)
α∗
, where

H(c) = (1 − π) [µ∗1Φ(z∗1)− σ∗1Φ′(z∗2)] + π [µ∗2Φ(z∗2)− σ∗2Φ′(z∗2)]. So∂η
∗

∂c
= ∂α∗

∂c
× ∂η∗

∂α∗
. Since

∂η∗

∂α∗
= H(c)

α∗2 > 0, the increase/decrease in expected shortfall size behaves the same as the

increase/decrease in shortfall rate. �

The chance of falling below the path and the expected size of the shortfall depend on the

starting position as given by the gap g. Recall that g(t) = ln(w∗(t) − ln(w(t − 1)), so that

g(t) < 0 is the case where the target benchmark is below the starting wealth and g(t) > 0

when the target is above the starting wealth. The fact that the performance of the Kelly

strategy depends on wealth suggests that current wealth should be a factor in investment

decisions.

Example 1 The qualitative results consider the e�ect on downside risk of the expected

rate of return in the down regime and the wealth gap. The e�ect will be illustrated with

an example. A two regime model was �t to stock and bond daily data for the years 2004

- 2014 to get the estimates. The EM algorithm (Dempster, 1975) was implemented in

Matlab. The risk free rate is r = 0.00006, the geometric mean return for T-Bills over that

period. The estimated parmeter values are φ̃1 = .0007, φ̃2 = −.00126, δ̃2
1 = .0001, δ̃2

2 = .0008 ,

P=

 .97 .04

.01 .99

. The limiting state probabilities are π1 = 0.75, π2 = 0.25. These parameter

estimates were used in the computations of shortfall rate and shortfall size. In considering a

one period problem the limiting probabilities for regimes is used. This long run approach is

consistent with the Kelly perspective. In Section 5 the probabilities for regimes in the next

period will depend on the current period regime and the transition matrix.

Consider, then, in Table 1 the shortfall rate and in Table 2 average shortfall size for a

range of risky investment scenarios. The scenarios are de�ned by the relative rates in UP

and DOWN regimes, with c = 1 − φ̃2
φ̃1
, φ̃1 > 0, φ̃2 < 0, and the gap g = ln(w∗) − ln(w). In

the table the gap is shown as negative, that is the wealth at the beginning of the period
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is above the target. A shortfall occurs if the one period return is less than the gap. The

middle value of c = 2.8 gives the actual up/down values for the data window and the other

values are hypothetical, indicating the result if the stock returns were higher/lower in the

down market.

g

c φ̃1 φ̃2 x∗ -0.002 -0.006 -0.010 -0.014 -0.018
2.0 .0007 -.0007 1.0 0.42 0.31 0.21 0.14 0.10
2.2 .0007 -.00084 .93 0.41 0.29 0.19 0.12 0.08
2.4 .0007 -.00098 .80 0.40 0.26 0.16 0.10 0.06
2.6 .0007 -.00112 .67 0.39 0.22 0.12 0.07 0.05
2.8 .0007 -.00126 .54 0.36 0.18 0.09 0.05 0.03
3.0 .0007 -.00140 .41 0.33 0.13 0.06 0.03 0.02
3.2 .0007 -.00154 .29 0.27 0.07 0.03 0.01 0.00
3.4 .0007 -.00168 .16 0.16 0.03 0.00 0.00 0.00
3.6 .0007 -.00182 .03 0.01 0.00 0.00 0.00 0.00

Table 1: Shortfall Rate: Kelly Strategy

The shortfall rate drops dramatically if the starting position is favorable relative to the

path target. As the downside decreases the Kelly investment in stock also drops since the

investment is less favorable. The most favorable market scenario (c = 2) has an annual

return of 8.8% and the least favorable (c = 3.8) has an annual return of 1.7%. The Kelly

strategy is aggressive and risky in favorable markets.

The shortfall size as the regime parameter c and the gap above the path g change is

provided in Table 2 . These numbers show the average size of the shortfall in terms of

daily rate of returns, so the shortfalls are substantial. For example in the situation where

beginning wealth is close to the target (g = −0.002), we have for shortfalls W
w∗

= 0.988 or

98.8% of the target wealth on average. This level of fallback is equivalent to 95.3% of starting

wealth on an annualized basis. The pattern in average size is similar to that for the shortfall

rate , with the relative returns in UP and DOWN markets having a slight negative e�ect.
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g
c -0.002 -0.006 -0.010 -0.014 -0.018
2.0 0.0120 0.0120 0.0124 0.0134 0.0145
2.2 0.0106 0.0106 0.0112 0.0123 0.0133
2.4 0.0091 0.0092 0.0100 0.0111 0.0118
2.6 0.0077 0.0079 0.0089 0.0099 0.0100
2.8 0.0062 0.0067 0.0077 0.0081 0.0077
3.0 0.0048 0.0055 0.0063 0.0059 0.0052
3.2 0.0034 0.0043 0.0041 0.0034 0.0029
3.4 0.0021 0.0022 0.0017 0.0013 0.0011
3.6 0.0004 0.0002 0.0001 0.0001 0.0001

Table 2: Shortfall Size: Kelly Strategy

For the scenarios presented in Table 1 and Table 2 the Kelly strategy gets more conser-

vative as the downside decreases, since the upside is constant. More volatile scenarios with

increasing upside to match decreasing downside would keep the Kelly investment proportion

high with a corresponding high risk in terms of the rate and size of shortfalls.

4.2 Penalizing Shortfalls and Fractional Kelly Strategies

The Kelly strategy can have an unacceptable risk of shortfalls particularly in favorable

markets, and that is the motivation for controlling the rate and size of shortfalls relative

to a benchmark. An intuitive approach is to use a fractional Kelly strategy, where the

proportional allocation to risky assets is the same as the Kelly but the total wealth invested

in risky assets is reduced to a fraction of the Kelly investment in risky assets. There are

a variety of ways for determining the fraction, including using a power utility. (MacLean,

Zhao and Ziemba, 2006.) The fraction will be considered here from the perspective of the

VaR constraint and path penalty. There is a single risky asset (Kelly portfolio), and the

investment fraction in the Kelly portfolio is selected to satisfy both the rate constraint and

the size penalty. The strategy will depend on the path and the starting wealth, as opposed

to the pure Kelly.

The constrained one period problem is
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max
{
F (X(t))|G(X(t)) ≤ 0, X>(t)e = 1

}
.

Consider the market described previously with UP/DOWN regimes, where φ̃1 = φ, φ̃2 =

(1−c)φ, δ̃1 = δ̃2 = δ, π1 = 1−π, π2 = π.With x the fraction invested in the risky asset (Kelly

portfolio), let x = fx∗, where x∗ = argmax
{(

(1− cπ)φx− 1
2
x2δ2

)}
is the Kelly strategy.

The Kelly shortfall rate is α∗ = Pr [ln(R(x∗) < g] . Assume x∗ > 0.

Proposition 3

Let f ∗be the optimal fraction for the constrained one period problem, the required shortfall

rate be α and the shortfall size penalty be γ.

(i) For given penalty, the optimal fraction f ∗decreases as the rate α decreases.

(ii) For given rate, the optimal fraction f ∗decreases as the penalty γ increases.

Proof:

Consider F (x) =
(
(1− cπ)φx− 1

2
x2δ2

)
− γg(t) (π1Φ(z1) + π2Φ(z2))

+γ {π1 [µ1Φ(z1)− σ1Φ′(z1)] + π2 [µ2Φ(z2)− σ2Φ′(z2)]} and G(x) = π1Φ(z1)+π2Φ(z2)−α,

where µk = x
(
φ̃k − r̃

)
+ r̃ − 1

2
x2δ̃2

k and σk = xδ̃k , and zk =
g(t)−[x(φ̃k−r̃)+r̃− 1

2
x2δ̃2k]

xδ̃k
for

k = 1, 2.

The following inequalities hold for 0 < x < x∗,

∂

∂x

(
(1− cπ)φx− 1

2
x2δ̃2

)
> 0

∂

∂x
(π1Φ(z1) + π2Φ(z2)) > 0

∂

∂x
{π1 [µ1Φ(z1)− σ1Φ′(z1)] + π2 [µ2Φ(z2)− σ2Φ′(z2)]} < 0

∂

∂x
{π1 [µ1Φ(z1)− σ1Φ′(z1)] + π2 [µ2Φ(z2)− σ2Φ′(z2)]− g(t) (π1Φ(z1) + π2Φ(z2))} < 0.
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Consider the Lagrangian L(x, λ) = F (x)−λG(x). Let L(x, λ|α, γ) =
(
(1− cπ)φx− 1

2
x2δ2

)

+γ {π1 [µ1Φ(z1)− σ1Φ′(z1)] + π2 [µ2Φ(z2)− σ2Φ′(z2)]− g(t) (π1Φ(z1) + π2Φ(z2))}

−λ[(π1Φ(z1) + π2Φ(z2))− α]. For optimal multiplier λ∗, maxx {L(x, λ∗|α, γ1)} ≥

maxx {L(x, λ∗|α, γ2)} for 0 < γ1 < γ2 and xγ1 = argmax {L(x, λ∗|α, γ1)} ≥ xγ2 =

argmax {L(x, λ∗|α, γ2)} .

With xγ1 = fγ1x
∗, xγ2 = fγ2x

∗, we have fγ1 ≥ fγ2 . Similarly maxx {L(x, λ∗|α1, γ)} ≤

maxx {L(x, λ∗|α2, γ)} for 0 < α1 < α2 implies fα1 ≤ fα2
.�

Example 2

Consider the one period problem with starting wealth gap g and reliability level α =

0.05, where π1 = 0.75, π2 = 0.25, r̃ = 0.00006 and the values for daily return on stocks in

UP/DOWN regimes are φ̃1 = 0.0007, φ̃2 = −0.00126 and δ̃2
1 = .0001, δ̃2

2 = .0008. As noted in

Example 1, these are the estimated parameter values from stock returns in the 2004 - 2014

window. For this example the Kelly strategy is to invest the fraction x∗ = 0.54 in stock. The

shortfall rate for the Kelly in Table 1 does not meet the VaR level α = 0.05 when the wealth

is above but close to the path. Recall that g = w∗(t)−w(t− 1), the wealth position relative

to the path benchmark. Requiring the VaR level to be satis�ed and penalizing shortfalls in

the objective with a penalty will reduce the investment fraction in stock. Table 4 gives the

investment in stock as a fraction of the Kelly for a range of values for the parameter g and

penalty parameter γ.

g
γ -.018 -.014 -.010 -.006 -.002

0 1.0 0.93 0.70 0..43 0.15
2 .46 0.37 0.26 0.15 0.03
10 .37 0.26 0.15 0.07 0.02

Table 3: Kelly Fractions: f ∗
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If starting wealth is close to the path target, the one period investment strategy is con-

servative when the shortfall rate constraint is imposed. A higher starting position leads to

investment closer to the full Kelly strategy. In the growth framework it is never optimal to

invest more than the full Kelly because growth falls and risk increases. The e�ect of the

penalty on the investment fraction is signi�cant, with the fraction decreasing as the penalty

increases. Reducing the Kelly fraction dramatically decreases wealth variance which enables

the VaR constraint to be satis�ed. The expected shortfall is similarly reduced.

5 Multiperiod Multi-asset Problem

The capital growth problem with path shortfall conditions is a multiperiod problem which

is decomposed into a sequence of one period problems. The analysis of the Kelly strategy

in Section 4 considered the one period problem, and restricted investment opportunities to

a single asset, the Kelly portfolio. For the problem with a VaR constraint and penalized

objective, it is clear that introducing the path through the gap parameter g has a substantial

impact on the single period investment strategy. In this section the problem with multiple

periods and multiple risky assets is considered. When there are many risky assets in the

constrained growth problem, the proportional investments in assets would usually not cor-

respond to the unconstrained Kelly portfolio. The investment decisions in each period will

depend on: (1) current wealth; (2) current regime; (3) next period VaR value and probabil-

ity; (4) penalty for shortfalls. The current wealth and the next period VaR de�ne the �gap�.

The gap is the linking condition between one period problems in a multiperiod problem.

The parameters in the regime switching model (number of regimes, (mean, covariance) for

returns in regimes,transition probabilities between regimes) are considered to be known. So

One period problems for the range of scenarios will be solved to demonstrate the depen-

dence on current conditions. Then a multiperiod problem as a linked sequence of one period

problems is solved for an in-sample period and an out-of-sample period.
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5.1 Model for Asset Returns

Assume there is a risk free asset and two risky assets, stocks and bonds, with the market at a

point in time being in one of a �nite number of regimes. The regimes are driven by a Markov

switching process. Within regime the risky returns are considered to be lognormal. Daily

data for stocks (S&P 500 Index) and bonds (Salomon BIG Index) for the period July 31,

2004 to July 31, 2014 were used to obtain estimates for parameters in the regime switching

model. Statistics on the daily returns are presented in Table 4. The risk free rate was set at

r = 0.00011. This is a bit higher than used in Example 1, and is a blend of the rates on the

3 month and 10 year T-bills.

Parameter Stock Bond

Mean 0.0770 0.0222
Standard Deviation 0.2042 0.0794

Skewness -0.3367 0.1082
Kurtosis 14.0972 6.2754

Correlation 1.0000 -0.3840
-0.3840 1.0000

Table 4: Daily Return Statistics (annualized): 31/07/04 - 31/07/14

The data was split into an in-sample range: 31/07/04 to 31/07/13, and out-of-sample

range: 31/07/13 to 31/07/14. The in-sample was used for model �tting and thenout-of-

sample was used for model testing. If the lognormal model without regimes was appropriate,

then the data would support normality. However, the Jarque-Bera test rejects normality

(P = 0.0003). The regime switching model with 2, 3 and 4 regimes was estimated from

in-sample data using the EM algorithm. The Bayes Information Criteria (Schwarz, 1978)

for the number of regimes are given in Table 5, with the 3 regime model being preferred.
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Regimes 1 2 3 4

BIC −3.0781x104 −3.2139x104 −3.2400x104 −3.2342x104

Table 5: BIC for Number of Regimes

The estimates for the 3 regime model are provided in Table 6.

R1 R2 R3(
φ1
φ2

) (
−.0029
.0004

) (
−.0002
.0003

) (
.0009
−.0001

)
(

δ21 δ12
δ12 δ22

) (
.0013 −.0001
−.0001 .0001

) (
.0002 −.0000
−.0000 .0001

) (
.0004 −.0000
−.0000 0.0001

)
 p11 p12 p13

p21 p22 p23
p31 p32 p33

  .963 .037 .000
.006 .971 .024
.000 .017 .983


π .065 .398 .537

Table 6: Parameter Estimates: 3 Regime Model

The returns on stocks and bonds di�er by regime, with Regime 1 being poor for stocks

(bear market) and Regime 3 being strong for stocks (bull market). In the time window

from 2004 - 2013 there was a bull market 53.7% of the time. The �tted regime switching

model for (stocks, bonds) is compared to the actual prices in Figure 1. The period 31/07/08

to 31/07/09 is shaded. The stock market fell sharply in that time and the period will be

considered in subsection 5.3. The predicted returns follow the swings in actual returns quite

well, although the predicted stock prices are a bit high. The fact that the bull and bear

markets are predicted is important for a portfolio model with decisions based on the state

of the market.
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Figure 1: Fitted Model - Stocks, Bonds

5.2 Optimal One Period Portfolio

At each time point the one period problem with the VaR constraint and penalty on path

violations is

maxX(t)

{
F (X(t), γ, g(t))|G(X(t), α, g(t)) ≤ 0, X>(t)e = 1

}
,

where F (X(t), γ, g(t)) =

3∑
k=1

πk(t) · [µk(t)]−

γ
3∑

k=1

πk(t)

ˆ z∗k(X(t))

−∞
(g(t)− [µk(t) + z · σk(t)])f ?(z)dz,

and G(X(t), γ, g(t)) =
∑3

k=1 πk(t)
´ z∗k(X(t))

−∞ f ?(z)dz − αt.

This is a nonconvex problem and a Monte Carlo approach is used to get the solution.

30



(Mockus, 1989.) The optimal weight is a function of 4 parameters: regime, α, γ, and

w∗(t) =target path (VaR level). The target path will selected to depend on the status with

respect to wealth in the previous period.

If there was a shortfall, so that w(t−1) < w∗(t−1), then w∗(t) = w(t−1). If the

target was exceeded , so that w(t−1) > w∗(t−1), then w∗(t) = 0.998×w(t−1).

The intention is to relax the path requirement if the results are postive, thereby taking more

risk. If the realized return is below the target the investor is constrained to avoid losses and

that will force a more conservative strategy. The chosen rates are for illustration. In the one

period problem at the start of period t , the values (π1(t), π2(t), π3(t)) are determined by the

transition probabilities and the the regime at time t− 1.

Below w∗ Above w∗
α γ R1 : bear R2 : trans R3 : bull R1 : bear R2 : trans R3 : bull

.10 0
(
−0.003
0.001

) (
−0.002
0.014

) (
0.014
−0.011

) (
−0.049
0.0101

) (
−0.037
0.240

) (
0.252
−0.203

)
.25 0

(
−0.006
0.001

) (
−0.004
0.026

) (
0.030
−0.024

) (
−0.102
0.014

) (
−0.076
0.462

) (
0.532
−0.430

)
.50 0

(
−2.251
0.448

) (
−0.626
4.139

) (
16.407
−13.200

) (
−2.251
0.448

) (
−0.626
4.139

) (
16.407
−13.200

)
.10 2

(
−0.002
0.000

) (
−0.001
0.005

) (
0.009
−0.007

) (
−0.045
−0.014

) (
−0.045
0.014

) (
0.145
−0.193

)
.25 2

(
−0.001
0.000

) (
−0.002
0.004

) (
0.008
−0.009

) (
−0.028
−0.022

) (
−0.053
−0.027

) (
0.156
0.107

)
.50 2

(
−0.002
−0.007

) (
0.019
0.000

) (
0.002
−0.027

) (
−0.025
−0.022

) (
0.106
0.644

) (
0.146
−0.900

)
.10 10

(
−0.002
−0.000

) (
0.000
0.006

) (
0.013
0.001

) (
0.027
−0.048

) (
0.012
0.136

) (
0.108
−0.052

)
.25 10

(
−0.003
−0.012

) (
−0.000
−0.008

) (
−0.018
−0.021

) (
−0.024
−0.016

) (
−0.045
−0.032

) (
0.468
−0.012

)
.50 10

(
0.002
0.002

) (
−0.002
−0.003

) (
0.009
0.013

) (
−0.036
−0.024

) (
0.241
0.495

) (
0.066
0.422

)

Table 7: Investment weights in

(
stocks
bonds

)

For the parameter settings in this example it can be observed that:
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1. The investment fractions in risky assets are considerably lower when the previous

period wealth falls below its target value. This results from the decision to impose

amore stringent VaR value when below target.

2. The Kelly case where α = 0.5, γ = 0 is highly levered in the bull market, with strong

investment in stock �nanced by short selling bonds and borrowing in the risk free asset.

There is positive investment in stock in the bullmarket and short selling in the bear

market.

3. Without the penalty (γ = 0), the VaR constraint is active when α = 0.10, 0.25 and the

e�ect is a shift to the risk free asset. T

4. When the penalty is introduced into the objective, the fraction in stocks declines

substantially for all α settings, with a corresponding increase in the fraction in the risk

free asset.

5. The total investment in risky assets changes with the control settings, and also the

relative fraction of the risky investment in stocks and bonds changes. The solution in

the multiple risky asset case is not fractional Kelly per se, but it is an optimal growth

strategy subject to control conditions.

A variety of performance statistics are calculated for the optimal risk constrained investment

strategy.

A) The average wealth at the end of the period

B) The violation probability = the relative frequency with which the wealth at

the end of a period (day) drops below the path target for that period.

C) The average shortfall .

Those statistics are given in Tables 8, 9 and 10 for (α, γ) values and for di�erent regimes

and status with respect to the path.
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Below w∗ Above w∗
α γ R1 : bear R2 : trans R3 : bull R1 : bear R2 : trans R3 : bull

.10 0 .00013 .00012 .00013 .00026 .00017 .00035

.25 0 .00014 .00012 .00015 .00041 .00021 .00059

.50 0 .00340 .00050 .00750 .00340 .00050 .00750

.10 2 .00012 .00012 .00013 .00024 .00013 .00027

.25 2 .00012 .00012 .00013 .00020 .00013 .00021

.50 2 .00012 .00012 .00014 .00018 .00019 .00042

.10 10 .00013 .00012 .00013 .00003 .00014 .00021

.25 10 .00012 .00012 .00011 .00018 .00013 .00045

.50 10 .00011 .00012 .00012 .00021 .00012 .00007

Table 8: Performance: Average One Period Return

Below w∗ Above w∗
α γ R1 : bear R2 : trans R3 : bull R1 : bear R2 : trans R3 : bull

.10 0 0.10 0.10 0.10 0.10 0.10 0.10

.25 0 0.25 0.25 0.25 0.25 0.25 0.25

.50 0 0.48 0.49 0.47 0.47 0.47 0.47

.10 2 0.02 0.00 0.02 0.07 0.00 0.03

.25 2 0.00 0.00 0.02 0.01 0.00 0.01

.50 2 0.02 0.11 0.19 0.00 0.24 0.24

.10 10 0.04 0.00 0.05 0.04 0.00 0.00

.25 10 0.15 0.00 0.19 0.00 0.00 0.20

.50 10 0.07 0.00 0.03 0.03 0.22 0.08

Table 9: Performance: Shortfall Rate
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Below w∗ Above w∗
α γ R1 : bear R2 : trans R3 : bull R1 : bear R2 : trans R3 : bull

.10 0 .00000 .00000 .00001 .00009 .00008 .00009

.25 0 .00003 .00003 .00003 .00056 .00050 .00060

.50 0 .03050 .01130 .04430 .02960 .01040 .04340

.10 2 .00000 .00000 .00000 .00005 .00000 .00002

.25 2 .00000 .00000 .00000 .00000 .00000 .00001

.50 2 .00000 .00000 .00002 .00000 .00044 .00050

.10 10 .00000 .00000 .00000 .00002 .00000 .00000

.25 10 .00001 .00000 .00001 .00000 .00000 .00035

.50 10 .00000 .00000 .00000 .00002 .00037 .00006

Table 10: Performance: Average Shortfall Size

It can be observed that

1. In the unconstrained case (α = 0.5, γ = 0), the Kelly case, there is maximal growth

rate but large downside losses.

2. Other than in the unconstrained case, the returns are rather similar in the below target

case and even in the above target case. The above target returns are higher.

3. The loose VaR condition with shortfall rate α = 0.25 has negligible average daily

shortfall when there is no penalty in the objective. An initial investment of $1000

would �nd an average shortfall on the 25% of cases below the path target of about $10

if the daily shortfall persisted for a year. The e�ect of short (daily) VaR horizons, i.e.

a VaR path, is a small average shortfall at the planning horizon.

4. When the penalty on shortfalls is introduced, the e�ect is quite dramatic. Both the

rate and average size are decreased substantially. The largest penalty λ = 10 has

negligible rate and average size, and the average �nal wealth is comparable to that of

the moderate penalty of λ = 2.
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5.3 Multiperiod Performance

The multiperiod investment problem is a sequence of one period problems which are linked

by the current wealth and the target path/VaR for the next period. A one year (252 days)

problem is now considered for 2 cases: (1) the time of the stock market collapse - 2008/9;

(2) the out-of-sample period 2013/14. The one day problems are based on the estimated

parameters in the �tted model provided in Table 6.

5.3.1 In-Sample: 31/07/08 to 31/07/09

In September, 2008 the stock market in the US experienced a major decline ( Figure 3). That

time frame provides a challenge for an investment model, so it is interesting to consider the

performance of the optimal growth model with shortfall penalties. Recall that the �tted

model for that time did show the market decline, but the predictions were above the actuals

and more importantly the decline and recovery were delayed in the �ts. This �tting error is

signi�cant and will be a factor in the investment decisions and portfolio peerformance.
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Figure 2: In sample Returns: 31/07/08 to 31/07/09

In Figure 4 are shown the accumulated returns (wealth) from the model for the variations

on risk control parameters: α = 0.1, 0.25, 0.50;λ = 0, 2, 10. The rule for setting the path

target for the next day is as stated in subsection 5.2: If there was a shortfall, so that w(t−1) <

w∗(t−1), then w∗(t) = w(t−1). If the target was exceeded , so that w(t−1) > w∗(t−1), then

w∗(t) = 0.998×w(t−1). The �gures give the wealth trajectory {w(t), t = 1, ..., 252} , as well

as the path trajectory {w∗(t), t = 1, ..., 252} . A benchmark portfolio was also constructed,

where the investment total in risky assets (stocks,bonds) was equal to the constrained growth

portfolio but the split was 50/50 for each risky asset.
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Figure 3: In-sample Wealth: 31/07/08 to 31/07/09

The performance of the risk constrained optimal growth portfolio is generally good, but

the cases where the VaR rate is weak (α = 0.50) show a considerable drop in wealth, ending

well below the benchmark. Wealth does track the path but based on the law for the next

target, declining wealth also brings declining targets. The fact that the model predictions

missed the upturn led to poor strategies, and this reinforces the importance of accurate

estimates of the returns distribution. The regime switching model employed in this example
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is the standard, but an enhanced model has the parameters depending on macro and micro

economic variables (Ma, Zhao, Xu 2010).

5.3.2 Out-of-sample: 31/07/13 to 31/07/14

With parameter estimates from the in-sample period, the regime switching model was used

to forecast daily returns for stocks and bonds in the year July 31, 2013 to July 31, 2014.

The actual returns for that peropd are presented in Figure 5.

Figure 4: Out-of sample Returns: 31/07/13 to 31/07/14

The cumulative returns for the risk constrained portfolio and the benchmark portfolio

are shown in Figure 6. In the out-of-sample period the growth portfolio does well in all cases.

The return scale on the �gures demonstrates the lowering of returns as the penalty increases.

As with the in-sample results, the most challenging cases are when the VaR rate is weak

(α = 0.50). Without the penalty the portfolio performnace is very volatile, and even with

the penalty the performance is dominated by the benchmark. Again the growth portfolio
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tracks the path, and this is evidence that the path/VaR settings are an important factor in

decisions and perfromance.

Figure 5: Out-of-Sample Wealth: 31/07/13 to 31/07/14
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6 Conclusion

In the Kelly optimal capital growth problem where the rate of return to the horizon is max-

imized, the solution is usually very aggressive and the chance of signi�cant loss of capital in

the short to medium term is too large. A VaR constraint imposed on the wealth trajectory

at each time point controls the risk of losses, but the size of losses is crucial. In this paper

both the chance and size of losses are controlled along the trajectory. The loss (shortfall wrt

the target) is penalized in the objective with a wealth discounting approach. This retains

the geometric character of the wealth process, or equivalently the arithmetic character of

log-wealth. The model parameters are the path VaR levels, the path VaR probabilities, the

shortfall penalty, the market regimes and the returns within regimes . The model is formu-

lated as a chance constrained program, and then reformulated as a deterministic equivalent

non-convex program.

The impact of the parameters on strategies and accumulated capital is studied analyti-

cally with one risky asset (security) and a riskless asset. The methodology is also applied

to the fundamental problem of investing in stocks and bonds over time. The convex penalty

has the advantage of smoothing the trajectory of accululated capital while achieving capital

growth. Excessive penalization of shortfalls leads to a path with little volatility, but it falls

below low penalty paths along the full trajectory.
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