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Abstract

In portfolio risk management, the main foci are to control the aggregate risk of the
entire portfolio and to understand the contribution of each individual risk unit in the
portfolio to the aggregate risk. When univariate risk measures are used to quantify the
risks associated with a portfolio, there is usually a lack of consideration of correlations
between individual risk units and the aggregate risk and of dependence among these risks.
For this reason, multivariate risk measures defined by considering the joint distribution of
risk units in the portfolio are more desirable. In this thesis, we define new multivariate risk
measures by minimizing multivariate loss functions subject to various. constraints. With
the proposed multivariate risk measures, we obtain risk measures for the entire portfolio

and each individual risk unit in the portfolio at the same time.

In Chapter 2, we introduce a multivariate extension of Conditional Value-at-Risk
(CVaR) based on a multivariate loss function associated with different risks related to
portfolio risk management. We prove that the defined multivariate risk measure satisfies
many desirable properties such as positive homogeneity, translation invariance and subad-
ditivity. Then, we provide numerical illustrations with multivariate normal distribution to
show the effects of the parameters in the model. After that, we also perform a comparison
between our multivariate CVaR and other traditional univariate risk measures such as VaR
and CVaR.

In Chapter 3, we define a multivariate risk measure for capital allocation purposes.
Unlike most of the existing allocation principles that assume the total capital is exogenously
given, we obtain the optimal total capital for the entire portfolio and the optimal capital
allocation to all the individual risk units in the portfolio at the same time. In this chapter,
we first discuss our model with a two-level organization/portfolio structure. Then, we
move to a more complex three-level organization/portfolio structure. We find that many
of the existing allocation principles can be seen as special or limiting cases of our model.
In addition, our model can explain those allocation principles as solutions to optimization
problems. Finally, we provide a numerical example for the two-level organization/portfolio

structure model with two different error functions.

In Chapter 4, we introduce a multivariate shortfall risk measure induced by cumulative
prospect theory (CPT) and give the corresponding risk allocations under the multivariate
shortfall risk measure. To obtain this risk measure, we make an extension of previously
studied univariate generalized shortfalls induced by CPT and incorporate the idea of sys-

temic risk. In this study, we discuss the properties of the risk measure and conditions

iii



for its existence and uniqueness. Also, we perform a simulation study and a comparison
to a previously studied multivariate shortfall to show that our model can provide a more

reasonable risk measure and allocation result.
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Chapter 1

Introduction

1.1 Background

In portfolio risk management, two of the most important questions are to quantify
the risk for the entire portfolio and the risk units in the portfolio and to find the optimal
allocation of the available capital to each risk unit in the portfolio. In this thesis, we use

multivariate risk measure approaches to accomplish those two tasks.

1.1.1 Risk measures

To quantify risks, many risk measures have been developed, and their properties have
been studied in detail. A risk measure p is a mapping from X to R = (—o0, +00), where
X is the set of loss random variables, namely, for any X € X, p(X) € (—o00,+00). Some

definitions and desirable properties of a risk measure are listed below:

A risk measure p defined on a convex cone X containing all the constants is coherent

if the following four properties hold:

1. Monotonicity: p(X) < p(Y) for all X, Y € X with X <Y almost surely (a.s.).
2. Translation-invariance: p(X + ¢) = p(X) +c for all X € & and all ¢ € R.
3. Positive homogeneity: p(AX) = A\p(X) for all A € R, =[0,00) and all X € X.

4. Subadditivity: p(X +Y) < p(X) + p(Y) for all X,Y € X.



A risk measure p defined on a convex set X that is closed under translation is convex

if it satisfies monotonicity, translation-invariance and

5. Convexity: p(aX + (1 —a)Y) <ap(X)+ (1 —a)p(Y) forall X,Y € X and a € (0,1).

One of the popular risk measures used in risk management is Value at Risk (VaR). It
has an intuitive interpretation and is easy to implement. However, it is also criticized by
many researchers and regulators as not providing a proper measurement for the loss severity
in a rare event, and as not satisfying the subadditivity property. Artzner et al. (1999) define
the axiomatic properties of a desirable risk measure and introduce the concept of a coherent
risk measure. These ideas play an essential role in modern quantitative risk management.
Follmer and Schied (2002) follow a similar idea by defining convex risk measure, and
Rockafellar, Uryasev, et al. (2000) introduce Conditional Value at Risk (CVaR, also called
expected shortfall). Following this, Bellini and Frittelli (2002) and Frittelli and Gianin
(2002) incorporate expected utility theory in risk measures. Researchers also use distortion
functions to model preference in risk management. For related literature, please refer to
Wang (1995), Acerbi (2002), Belles-Sampera et al. (2014), Mao and Cai (2018) and so
on. While univariate risk measures have many desirable properties, they may not be
suitable for portfolio risk management. Univariate risk measures can define the risk of
every single unit. However, as a univariate risk measure is determined based only on its
single distribution, it is hard to incorporate the correlation between individual risk units
within the same large portfolio under the same scenario. For example, a 99% VaR for unit
1 is very likely to have a different scenario than 99% VaR for unit 2 in the portfolio. It
is also hard to determine the contribution of each risk unit to the aggregate risk of the

portfolio under the same scenario.

In portfolio risk management, multivariate risk measures can help us to understand
the risk structure of a portfolio and the correlation between the risk units in the portfolio
better than univariate risk measures. Literature on multivariate risk measures can be
found in Cai and Li (2005), Embrechts and Puccetti (2006), Lee and Prékopa (2013),
Noyan and Rudolf (2013), Cousin and Di Bernardino (2014), Huerlimann (2014), Cossette
et al. (2016), Landsman et al. (2016), Cai et al. (2017), Prékopa and Lee (2018), Herrmann
et al. (2020), Shushi and Yao (2020), and references therein.

Most multivariate risk measures use a random vector, say X = (X, ..., X,,), to rep-
resent the portfolio, where each component of the random vector, X;, for i = 1,...,n,

corresponds to each risk unit in the portfolio respectively. Then, this random vector is



used to calculate the multivariate risk measure. During this process, the aggregate ran-
dom variable, S = >""" | X;, is not directly involved, and the risk measure for the aggregate
risk, S, is not obtained from these multivariate risk measures. In this thesis, we obtain
the risk measures for the aggregate risk of the entire portfolio, S, and each risk unit in the
portfolio at the same time by minimizing a multivariate objective function. In this way,
we can confidently say the obtained multivariate risk measure, including the risk measure
for the aggregate risk, is the optimal solution that satisfies the risk manager’s objective or
preference based on the given objective funtion. In this thesis, we provide two approaches.
In the first approach, we derive the multivariate risk measure by including the aggregate
risk random variable, S, in the multivariate objective function. The obtained multivariate
risk measure has a dimension of n + 1 and is in the form of (p1(X1), ..., pn(Xy), ps(S))
where the first n components of the vector are the risk measures for the risk units in the
portfolio and the last component of the vector is the risk measure for the aggregate risk of
the entire portfolio. In the second approach, we combine the concept of systemic risk man-
agement with cumulative prospect theory (CPT). In systemic risk management, portfolio
managers focus on analyzing the risk of failure of the entire system /portfolio caused by the
failure of each risk unit in the system/portfolio. Systemic risk measures have been widely
studied since the financial crisis of 2008. The literature on systemic risk measure studies
includes Bartram et al. (2007), Chen et al. (2013), Kromer et al. (2016), Feinstein et al.
(2017), Weber and Weske (2017), Acharya et al. (2017), Armenti et al. (2018), Biagini et al.
(2019) and Brunnermeier and Cheridito (2019). In this approach, we use the acceptance
set concept in systemic risk measures to define the acceptable monetary allocation, which
is a vector of dimension n. When combining with CPT, we can represent the portfolio
manager’s risk appetite more accurately. Defining the risk measure for the entire portfolio
to be the minimum of the sum of the n components of each acceptable monetary allocation,
the acceptable monetary allocation that corresponds to this minimum is used to be the

risk measure for each risk unit in the portfolio.

In comparison to the existing approaches for deriving multivariate risk measures,
our approach can obtain risk measures for the entire portfolio and each risk unit in the
portfolio at the same time as the optimal solution to a multivariate objective function.
In this way, our approach can incorporate the correlations between all risk units and the
aggregate risk. Our defined risk measure can help portfolio managers and shareholders to
understand the relative importance of each individual risk in the system, information which
can then be used to provide a guideline for more reasonable capital allocation method. Also,

our approach can provide an intuitive meaning for the obtained risk measure, namely the



optimal solution of the portfolio manager’s objective based on the given objective function.

1.1.2 Capital allocation principles

Another important topic in portfolio risk management is finding an optimal capital
allocation method. The portfolio manager/business owner needs to hold enough capital to
make sure the portfolio/business can survive some extreme scenarios. At the same time,
a portfolio/business may have many sub-portfolios/sub-business lines. In this situation, a
proper allocation of the total capital to each sub-portfolio/sub-business line is important.
This can be seen from different perspectives. For accounting purposes, capital allocation
can help a portfolio manager to allocate costs and expenses. As pointed out by Dhaene,
Tsanakas, et al. (2012), there are usually costs associated with holding capital, which
may be either frictional costs or opportunity costs. After the capital allocation process,
the portfolio manager can assign costs to each risk unit, and can also can allocate other
direct and indirect expenses of portfolio management based on the allocated capital. For
performance evaluation purposes, the portfolio manager can use the allocated capital to
calculate the return on capital. For risk management, the portfolio manager can allocate
regulatory or economic capital to each risk unit within the portfolio. The allocated capital
can then be viewed as the risk exposure of each risk unit. In this case, the capital allocation
process is also the risk allocation process. Furthermore, as pointed out in Hesselager and
Andersson (2002), the risk allocation result can then be used to decide the premium for
each risk unit in the insurance field. In all of the situations above, it is crucial to find the

optimal allocation method.

In a capital allocation problem, we assume there are n individual risk units in a system
with losses represented by X, Xs, ..., X,,, as in a multivariate risk measure problem. The
aggregated loss S is given by S = Y7 ;| X;. We have an additional variable K representing
the total available capital, and variables K;, for « = 1,2,...,n representing the capital
allocated to each individual risk unit. We can also extend this two-level structure portfolio
to a three-level structure. In this case, each K; will be considered as the allocated capital
for each sub-portfolio X;, and will then be distributed again to the next level. The goal is to
find an optimal strategy for determining the allocation under some optimization criteria.
In the past two decades, much research has been done on capital allocation strategies.
The literature on capital allocations includes Overbeck (2000), Cummins (2000), Myers
and Read Jr (2001), Denault (2001), Dhaene et al. (2003), Tsanakas (2004), Kalkbrener
(2005), Sherris (2006), Tsanakas (2007), Dhaene et al. (2008), Dhaene, Tsanakas, et al.



(2012),Zaks and Tsanakas (2014), Cai and Wang (2020), and references therein.

Here, we give some of the commonly used capital allocation methods:

(a) Haircut: for given a € (0,1) and i = 1,2, ..., n,

Fxl(@)

Ki= 571K,
i=1 FX}(O‘)

where Fiy'(a) is the VaR at confidence level a for X;.

(b) Covariance: for i =1,2,...,n,

. COV(Xi, Z?:l Xz)

K, = K.
Var(35, X5)

(¢) Conditional Tail Expectation (CTE): for given a € (0,1) and i = 1,2, ..., n,

_ E[Xi|S > Fy'(a)]

8= E515 > 7 o))

K,

where S =31, X;.

For all of the capital allocation methods above, the total capital K is calculated sepa-
rately. Then, in the process of deriving the capital allocation method, we assume that the
total capital K is given, obtaining the allocation method by minimizing objective functions
that involve risk random variables X;, for ¢ = 1, ..., n, under some constraints. In this thesis,
we provide a new approach to the capital allocation method. In our approach, we obtain
the optimal total capital K and the allocation to each risk unit K; simultaneously. To
achieve this goal, we incorporate the aggregate loss random variable, S, in the multivariate
objective function, and obtain the total capital, K, as part of our optimization process. In
comparison to other approaches, our total capital K and allocated capital K; are derived
under the same framework, and they are consistent with the portfolio manager’s objective.
In additional to claiming the allocation method is optimal under the portfolio manager’s
objective, we can confidently claim that the total required capital is also optimal under the
same objective. Moreover, our allocation method also generalizes many existing allocation
methods and provides explanations for those allocation methods from the perspective of

optimization problems.



1.2 Outline of the thesis

In Chapter 2, we extend the univariate CVaR to a multivariate CVaR. Our study
is motivated by the multivariate geometric VaR and expectile risk measures studied in
Chaudhuri (1996), Maume-Deschamps et al. (2017), and Herrmann et al. (2018). In this
chapter, we propose a new multivariate CVaR (MCVaR) risk measure by defining a mul-
tivariate loss function from the perspective of systemic risk management. In contrast to
Chaudhuri (1996), Maume-Deschamps et al. (2017), Herrmann et al. (2018), and most
existing multivariate risk measures, our MCVaR will consider both individual and aggre-
gate risks of portfolios, but will prioritize aggregate risks. In this chapter, we discuss the
conditions for existence and uniqueness of a solution, following by desirable properties of
the risk measure. We round out the chapter with a numerical illustration of our defined

risk measure and a comparison with existing risk measures.

In Chapter 3, inspired by the idea of systemic risk measures, which consider the risk
measure of the entire system and the contribution of the risk of each individual risk unit
at the same time, we propose a new method of capital allocation which can simultaneously
decide the optimal total capital and the capital allocation to each individual unit in the
system. Our model extend the models proposed in Furman and Zitikis (2008) and Cai and
Wang (2020), using additional components in the model to consider the risk of the entire
system/portfolio. In this chapter, we discuss the optimal solution for a system with two
or three layers of structures. We provide the conditions for existence and uniqueness of
solutions. We also provide numerical illustrations of our proposed allocation and make a

comparison with the results of existing allocation methods.

In Chapter 4, we extend the idea of generalized shortfalls induced by cumulative
prospect theory (CPT) in Mao and Cai (2018) to multivariate risk measures with the con-
cept of systemic risk, a common acceptance set technique used in systemic risk and the
method used in Armenti et al. (2018). In systemic risk, we consider the risk of the entire
system and how the failure of each individual unit in the system may lead to the failure of
the entire system. In our model, we extend the univariate generalized shortfalls induced by
CPT. This model can also be applied to the problem of capital allocation. In this chapter,
we first review the concept of CPT and the model, univariate generalized shortfalls induced
by CPT, followed by the technique used to extend the univariate model to our multivariate

generalized shortfalls induced by CPT. Then, we discuss the existence and uniqueness of



the solution. Also, we perform a simulation study based on Armenti et al. (2018)’s original
study and make a comparison with Armenti et al. (2018)’s result to show why our model

can provide a more reasonable result.

In Chapter 5, we provide a summarization for each chapter and for the whole thesis.
In this part, we revisit our approach for defining new multivariate risk measures and the

shared common approach for defining them.

Throughout this thesis, “increasing” means “non-decreasing” rather than “strictly

increasing”, and likewise “decreasing” means “non-increasing”.



Chapter 2

A multivariate CVaR risk measure
derived from minimizing a

multivariate loss function

2.1 Introduction

In portfolio risk management, one important step is to quantify the risk of the entire
portfolio and the risk of each individual component in the portfolio. To perform this task,
many types of risk measures have been developed. Currently, the most commonly used
risk measures are univariate risk measures due to their simplicity. Generally speaking,
a univariate risk measure is a mapping from a set of random variables to real numbers.
In insurance and finance risk management, a risk measure of a random variable X can
provide not only an assessment of the severity of risk X, but also a guideline about how
to prepare the required capital or to determine the insurance premium for risk X. When
a decision maker faces a random vector or risk portfolio X = (Xj,..., Xy), the decision
maker wants to assess not only the severities of all individual risks, but also the severities
of other risks in the portfolio, in particular, the severity of the aggregate risk Zle X;
of the portfolio, which is the main concern in portfolio risk management as pointed out
by Burgert and Riischendorf (2006). A decision scheme of determining required capital
or insurance premiums for risk portfolios often involves both individual and aggregate
risks. To manage risk portfolios, many multivariate risk measures have been proposed
from different perspectives. Many of these multivariate risk measures are extensions of the

commonly used univariate VaR, CVaR, and expectile risk measures. To understand the



ideas behind these extensions, we recall the definitions of the univariate VaR, CVaR, and
expectile risk measures. More examples of univariate risk measures can be found in Mao
and Cai (2018), Cai and Mao (2020), and the references therein. The value-at-risk (VaR)
risk measure VaR,(X) of any random variable X with distribution Fx at confidence level

a € (0,1) is its quantile at level o and is defined by
VaR,(X) =inf{z € R: Fx(x) > a}. (2.1.1)

In addition, VaR,(X) is also the smallest minimizer to the optimization problem min E(f, (X —

ceR
¢)), where the loss function f,(t) is defined as

1
ult) = alt)s + (1 - a)(t) = 3 (1t + (20— 1)), (2.12)
where for any = € R, z; = max(z,0) and x_ = max(—=z,0) satisfying x = z, — x_
and |z| = x4 + x_. The expectile risk measure e,(X) of a random variable X with

E(X?) < oo at confidence level « € (0,1) is the unique minimizer to the optimization
problem min E(fo(X —¢)), where the loss function f,(t) is defined as
ce

fat) = a((t))* + (1 —a)((t)-)* = ; 2l (2] + (2 = 1)2). (2.1.3)

The conditional value-at-risk (CVaR) risk measure CVaR,(X) of a random variable X
with E|X| < oo at confidence level a € (0,1) is the minimum value of an expected loss

function E(fx (c)), namely

. . 1
CVaR,(X) = rggﬂgE(fXa(c)) = min {c + . E(X — c)+}, (2.1.4)
where the loss function f, ,(t) is defined as
¢ —t —t
falt) =t &=y o=t @=t) (2.1.5)

l—a 2(1 — a)
It is well known (see, for example, Rockafellar, Uryasev, et al. (2000)) that VaR,(X) is
the smallest minimizer to optimization problem (2.1.4) and that
1
CVaR,(X) = VaR.(X)+ TE(X — VaR,(X))+ (2.1.6)
-«
= E(X|X > VaR,(X)) (if X has a continuous distribution).(2.1.7)

In fact, problem (2.1.4) can be viewed as the problem a regulator wishes to solve for mini-
mizing a weighted sum of the total capital (premium) provided by shareholders (insureds)
and the expected shortfall borne by the debtholder (insurer).

9



A multivariate VaR is defined in Cousin and Di Bernardino (2013) by extending the
critical interval in (2.1.1) to a multidimensional critical set. Several multivariate condi-
tional tail expectation (CTE) risk measures are introduced by extending the conditional
expectation in (2.1.7) to multivariate forms conditioning on different extreme events asso-
ciated with a random vector. See, for example, Cai and Li (2005), Embrechts and Puccetti
(2006), Lee and Prékopa (2013), Noyan and Rudolf (2013), Cousin and Di Bernardino
(2014), Huerlimann (2014), Cossette et al. (2016), Landsman et al. (2016), Cai et al.
(2017), Prékopa and Lee (2018), Herrmann et al. (2020), Shushi and Yao (2020), and the
references therein. For the purposes of portfolio risk management, another important way
to define multivariate risk measures is to extend loss functions (2.1.2) and (2.1.3) to mul-
tivariate loss functions, and to define multivariate risk measures as optimal solutions that
minimize the expectations of these multivariate loss functions. Indeed, Chaudhuri (1996)
proposes a multivariate quantile/VaR, by extending loss function (2.1.2) to a multivariate
case. Maume-Deschamps et al. (2017) and Herrmann et al. (2018) discuss multivariate
expectiles by extending loss function (2.1.3) to multivariate forms. Other multivariate
risk measures proposed in this way can be found in Prékopa (2012), Torres et al. (2015),

Merakli and Kiigiikyavuz (2018), and the references therein.

For x = (71,...,24), Yy = (Y1,..,ya) € R% and a € R, x|l = ¢ x? is the
Euclidean norm of x, (x,y) = 2%, 2;5; is the inner product of x and y, x +y =
(1 4+ Y1,y Tg + Ya), and ax = (azxq,...,axy). For a random vector X = (X,...,Xy)

and real vector u = (uy,...,uq) € BY = {x € R? : ||x|] < 1}, Chaudhuri (1996) de-
fines a multivariate geometric quantile/VaR for X with preference vector u, denoted by
MVaR,(X) = (MVaR4(X), ..., MVaR4(X)), as the unique minimizer to the optimization
problem grel%@ E(®,(X — ¢)) if such a unique minimizer exists, where the loss function ®,(t)
is defined as

Py(t) = ;(||1;||2 + (u,t)), teR% (2.1.8)

and MVaR,;(X) is the risk measure of X;, i = 1,...,d, and called the marginal VaR of X.

Chaudhuri (1996) shows that if X has a joint density function, then there exists a unique

c* = (¢}, ...,c) = MVaR,(X) € R? such that E(®,(X —¢*)) = m%{rcll E(®,(X —¢)), and c*
ce

is the unique solution to the following system of equations:

X, — o
E() = wy, i=1,..d (2.1.9)
X —cll2

Following the idea of Chaudhuri (1996), Herrmann et al. (2018) define a multivariate
geometric expectile p,(X) for a random vector X = (X, ..., X;) with preference vector

u € B¢ as the unique minimizer to the optimization problem min E(py (X — ¢)) if such a
ceR
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unique minimizer exists, where the loss function ¢,(t) is defined as

1
pu(t) = 1t (lt]o + (u, 1), teR

Herrmann et al. (2018) show that if E(X;)? < oo, i = 1,..,d, then there exists a unique
c* = (cf,...,c) = pu(X) € R? such that E(pu(X —c*)) = mler; E(pu(X —¢)).
ce

Motivated by the multivariate geometric VaR and expectile risk measures studied
in Chaudhuri (1996), Maume-Deschamps et al. (2017), and Herrmann et al. (2018), in
this chapter we propose a new multivariate CVaR (MCVaR) risk measure by defining a
multivariate loss function from the perspective of systemic risk management. In contrast
to Chaudhuri (1996), Maume-Deschamps et al. (2017), Herrmann et al. (2018), and most
existing multivariate risk measures, our MCVaR will consider both individual risks and

aggregate risks of portfolios, but prioritize aggregate risks of portfolios.

In a standard approach to risk management of a set of risks, the risk measurement
of the sum of risks is first determined by a univariate risk measure of the sum such as
VaR or CVaR, which is then allocated among the set of risks by an allocation principle
such as the haircut or CTE principles. Such a standard approach usually entails a top-
down risk decomposition strategy. In a top-down approach, the risk measurement of the
sum of risks depends only on the distribution of the sum or aggregate risk, and does not
consider the relative importance of each individual risk to the aggregate risk and/or the
dependence between each individual risk and the aggregate risk. In risk management of
finance and insurance, the risk measurement of the sum of risks and of individual risks can
be used to determine the required capital for a corporation and its subsidiaries, respectively,
or to calculate the premiums for the combined risk and individual risks of an insurance
portfolio, respectively. In a standard or top-down approach, the risk measurement of
the sum of risks and the risk measurements of individual risks are determined in a two-
step procedure. In the proposed multivariate CVaR approach, these risk measurements
are determined simultaneously in a single-step procedure. Using the multivariate CVaR
approach, a decision maker such as a regulator or an insurer can take into consideration
the relative importance of each individual risk to the aggregate risk and/or the dependence
between each individual risk and the aggregate risk when determining required capital for
a corporation or premiums for an insurance portfolio. Generally speaking, such a one-step
approach provides a way to determine risk measurements for a set of risks from a systemic
point of view. In addition, the multivariate CVaR also provides a new way to determine
the risk measurement of the sum of risks, which can be used in a standard or top-down

approach to risk measurement of a set of risks.
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In this chapter, we consider the risk measurement of a random vector or set of risks
that represents the risk of a corporation or an insurance portfolio. We refer the systemic risk
of the corporation or portfolio to the situation when the aggregate risk of the corporation
or portfolio is greater than the required capital for the corporation or portfolio. Not only
does the systemic risk of the corporation or portfolio depend on the aggregate risk of
the corporation or portfolio, but it also links to the individual risks of the corporation
or portfolio, the relative importance of each individual risk to the aggregate risk, the
dependence between each individual risk and the aggregate risk, and the dependence among
the individual risks. This motivates us to propose the multivariate CVaR risk measure
from a systemic viewpoint or from the perspective of systemic risk management. A decision
maker (a regulator or an insurer) may use this multivariate CVaR to determine the required
capital for a corporation and its subsidiaries or to calculate premiums for the combined
risk and individual risks of an insurance portfolio from a systemic point of view. In fact,
determining the required capital for a corporation or premiums for an insurance portfolio
is an important application of multivariate risk measures in risk management for finance

and insurance.

The rest of this chapter is structured as follows. In Section 2.2, we give preliminary
lemmas about convex optimization problems and consider a generalization of loss function
(2.1.5) associated with the univariate CVaR. In Section 2.3, we extend this loss function
(2.1.5) to a multivariate loss function considering the systemic risk of a portfolio and define
a new multivariate CVaR (MCVaR) risk measure, which places emphasis on aggregate
risks. In Section 2.4, we give sufficient conditions for the existence of the new MCVaR risk
measure and obtain an expression for its solution. In Section 2.5, we discuss the properties
of the new MCVaR including positive homogeneity, translation invariance, subadditivity,
and monotonicity under some assumptions. In Section 2.6, we illustrate the MCVaR by
numerical examples and explore the effect of dependence among individual risks on the

MCVaR. Concluding remarks are given in Section 2.7.

2.2 Preliminary lemmas about convex optimization

problems

In this section, we present preliminary lemmas about convex optimization problems

and consider a generalization of loss function (2.1.5) associated with the univariate CVaR.

Definition 2.2.1. Let f : R — R be a function.
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(i) f is said to be convex (strictly convex) on R? if f(Ax+ (1—N)y) < (<) Af(x)+(1—
A\ f(y) for any x,y € R? and any A € [0, 1].

(ii) f is said to be coercive on R? if lim |y, 00 f(X) = 0.

In the following two lemmas, we recall some well-known results (see, for example,
Niculescu and Persson (2006)) about convexity, coercivity, and solutions to convex opti-

mization problems.

Lemma 2.2.1. (i) If fi(x;) is a convex (coercive) function of x; on R, i =1,...,d, then

S fil@) is a convex (coercive) function of x = (w1, ...,z4) on Re.

(ii) If g(x) is a coercive function of x on R? and f(x) > g(x) for all x € RY, then f(x)

is also a coercive function of x on RY.

Lemma 2.2.2. (i) If f : R? — R is a coercive and convez function on R Then

there exists an element x* = (z1,...,74) € R? such that f(x*) = infycpa f(Xx), and

*

x* = (x1,...,xq) is a solution to the following system of inequalities:

0~ ot
<0<
8xif(x17 ,Z‘d) —0— al’z

f(z1,.xg), 1=1,...d. (2.2.1)

If, moreover, f is also differentiable, then x* = (x1,...,24) € R? such that f(x*) =

infycra f(X) is a solution to the following system of equations:

0
65177;

flar, yzg) =0, i=1,...d. (2.2.2)

(ii) If f : RY — R a coercive and strictly convex function on R?, then there exists
a unique element x* € R? such that f(x*) = infycra f(X). In addition, if f also
differentiable, then x* = (x1,...,2q) € RY such that f(x*) = infycpa f(X) is the

unique solution to the equations in (2.2.2).

Next, we discuss the properties of a generalization of loss function (2.1.5).

Lemma 2.2.3. For random variable X with E|X| < oo and real numbers a, b, v, define

(expected) loss function lx () by
Ixpw(z) = ax+bE|X —z|+vE(X —2) (2.2.3)

= ar +AE(X —2)y —vE(X —2)_, (2.2.4)

. A— A ;
where A =b+v, v =v —b, or equivalently, b = >3, v = % The following results hold.
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(i) For any b >0 and any a,v € R, lx,(x) is a convex function of x on R.

(it) If v —b < a < v+ b, or equivalently, if v < a < A, then lxp,(x) is coercive and

convex on R.

Proof. (i) Since ax + vE(X — z) is a linear function of  on R and bE|X — z| is a convex
function of z on R for b > 0. Hence, lx;,(z) is a convex function of z € R by (2.2.3).
(ii) Note that |z| = 2(x)y — 2z and (z)- = (z); — 2. Thus (2.2.3) and (2.2.4) have the
equivalent expressions:
Ixpo(x) = (a—7)z+7EX + (A —7)E(X —2)4 (2.2.5)
= (a=ANz+AEX — (v = ME(X —z)_. (2.2.6)
By the monotone convergence theorem and E|X| < oo, we have lim, o E(X —x); =0
and lim, , o E(X —x)_ = 0. Thus, it follows from v < a < A that lim, , Ix4.(z) = 00
by (2.2.5) and that lim,_,_ lx.(2) = 0o by (2.2.6). Hence, Ix ;. (z) is coercive. O
Lemma 2.2.4. Forv—b< 1 <wv+b or equivalently v <1 < A\, and any random variable
X with E|X| < oo, denote mapping GCVaRy,,(X) from X to R by

GCVaR,,(X) = Héiﬂg{c +bE|X — | +vE(X — )}

= néiﬂg{c +AE(X —¢); —vE(X —¢)_}. (2.2.7)
Then,
GCVaR,,(X) =vE(X) + (1 —v) CVaR,(X), (2.2.8)
where
b+v—-1 A-1
= = 2.2.
“ 2b A—7 (229)

Proof. Note that (z)_ = (z); — x, we have

GCVaRyp,(X) = min{(1 —y)c+ A=) E(X — )y +7EX}

ceR

: A—7
:'yEX%—(l—v)rcrgﬂg{c%— ﬁE(X—c)JF}

=~vEX + (1 —v)CVaR,(X),
where the last equality follows from (2.1.4). We point out that (2.2.7) can be also obtained
by using (2.19), (2.24), and Example 2.39 of Pflug and Romisch (2007). O

By setting v < 1 < A, it implies that we focus more on the shortfall risk. Furthermore,
if v > 0, the surplus will partially offset the shortfall risk. If v < 0, we consider the surplus

to be an additional risk.

14



2.3 A multivariate CVaR considering the systemic

risk of a portfolio

Motivated by the multivariate loss functions used in Chaudhuri (1996) and Herrmann
et al. (2018), we would extend loss function (2.1.5) for the univariate CVaR to a multivariate
loss function considering the systemic risk of a portfolio/company. In doing so, for any

c = (cy,...,cq) € R? and random vector X = (X1, ..., Xy), define multivariate loss function

fxqb8(c) by
d
fxanbple) = D it A( PIREDD Ci)

* ZE(A"(XZ'_CZ‘L_%(XFQ)) +BIX —cllz,  (23.1)

where A\, v, 8, \i, Vi, ¢ = 1,...,d, are real numbers, and b = (A, ..., A\g, 71, ..., 7a). Prac-
tically, A and \; for ¢ = 1,...,d should be positive as shortfall risks should always be
controlled. At the same time, v and ~; for i = 1, ..., d can be both positive and negative as
we can treat a surplus to be an additional risk or an offset to the shortfall risks depending

on risk managers’ preferences.

In this chapter, we denote S(x) by the sum of the components of a vector x, namely,

for any x = (x1,...,x,) € R*, S(x) = >0, x;.

We first provide an interpretation of the loss function fx x,ps(c) in terms of capital
requirements and then define a multivariate CVaR risk measure based on the loss function.
In the loss function fx x4 bg(c) with expression (2.3.1), ¢; can be viewed a base capital for
individual risk X;; 3% | ¢; is the total base capital for the aggregate risk ¢ | X; or for the
portfolio/company; (Z?Zl X, -4, Ci)Jr is the shortfall risk on the aggregate risk if the
total base capital is not sufficient; (Zle X;— Zle ci> _ is the surplus risk on the aggregate
risk if the total base capital is over budgeted; (X; — ¢;); is the shortfall risk on risk X; if
the base capital for it is not sufficient; (X; — ¢;)_ is the surplus risk on risk X; if the base
capital for it is over budgeted; and || X — c|| is the Euclidean distance between the risk
vector X and the base capital vector ¢ and represents an overall deviation risk between the
risk vector X and the base capital vector c. In addition, the parameters A, \;, v, v;, and 8
represent the relative importances of the corresponding shortfall risks, surplus risks, and
the overall deviation risk in the portfolio or reflects on decision maker’s preferences on the

corresponding shortfall risks, surplus risks, and the overall deviation risk in the portfolio.

Hence, the loss function fx x~bg(c) with expression (2.3.1) can be understood in a
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similar way to the univariate CVaR and it can be viewed as the sum of the total base
capital S(c) = 2% | ¢; for the aggregate risk plus the total backup/additional capital
A(S(X) = 5(e)), —7(S(X) = S(e)_+5E, (M(Xi =), —v(Xi—a) ) +BIX — cllz.
To buffer the impact of the shortfall risks, surplus risks, and overall deviation risk in the
portfolio, it is reasonable to hold these backup/additional capital. However, holding too
much capital reserves for a portfolio or a company would reduce the potential investment
of the company. Hence, like the idea behind the univariate CVaR in (2.1.4), we would
like to minimize the expected total required capital for the portfolio, namely to minimize
E(fx+.b3(c)), and then use mingcra E(fx 1 ~.b,(c)) as the risk measure of the aggregate
risk S(X) or as the required capital for the aggregate risk S(X). Thus, if there exists a
unique ¢* = (cf, ..., ¢j) = argminecpa E(fx 1+ b,s(c)), where ¢ is the base capital for risk
X; or subunit ¢, then, the risk measure for the aggregate risk S(X) of the portfolio, denoted
by p(5(X)), is

p(S(X)) = E(fxrrps(c)) = Inin E(fx27.b,5(c))

= 5(e”) + AE(S(X) ~ S(e), ~ vE(S(X) - 5(c*))

d
+ > (MEX = ¢)) = wE(X — ¢)-) + BE(IIX — ¢'[l2). (23.2)
i=1
Note that when d = 1, (2.3.2) is degenerated to

¢ + AE(X, — c;)+ —E(X1 =€) +MEX) — )y — mEX) - )~ + BEIX; — |
= A+ MFA+HEX —¢), —(n+7 - HE(X —¢)

which means that the required capital for risk X; or subunit 1 is the base capital ¢} plus
the backup capital (A + A+ 8) E(X; —¢f)r — (71 +v— 5) E(X; —¢})_. Hence, for risk X,
1 =1,...,d, we can set that the required capital for risk X; or subunit 7 is the base capital
¢ plus the backup capital (A; + A+ B)E(X; — ¢f)y — (v + v — B) E(X; — ¢f)_ under the
preference parameter \; + A+ 3 on the expected shortfall risk and the preference parameter
—(v; +v— ) on the expected surplus risk. Thus, denote the risk measure of X; by p;(X),

then we can set that
piX) = g+ N+ A+B)EX; —¢f)y — (i +7 =B EXi—¢)-, i=1,..,@23.3)

Hence, for risk portfolio X = (Xj, ..., Xy), we could use (2.3.2) as the risk measure of the
aggregate risk S(X) and use (2.3.3) as the risk measure of X;, and thus we obtain a multi-
variate risk measure (p;(X), ..., pa(X), p(S(X))) for the risk portfolio X = (Xi,..., X4). In
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such a multivariate risk measure, the priority is to consider the aggregate risk of a port-
folio, which is described in Burgert and Riischendorf (2006) as a natural idea to take the
aggregate risk of a portfolio as a main concern. Note that the real numbers ¢f = ¢f(X) in
(2.3.2) and (2.3.3), i =1, ...,d, depend on X or its distribution.

Definition 2.3.1. For random vector X = (Xj,...,Xy) and loss function fx ~ps(c)
defined in (2.3.1), let ¢* = (c},...,c;) € R? be the unique minimizer to optimization
problem min E(fx,xb,5(c)) if such a unique minimizer exists, namely

ceR

¢’ =(cf,....,c;) = argmin E(fx »~.pbs(c)). (2.3.4)

ccRd

The multivariate CVaR (MCVaR) risk measure of X, denoted by MCVaR, 1, 5(X), is a
mapping from X to R and defined by

MCVaRy 4 6,5(X) = (p1(X), - -, pa(X), p(S(X)), (2.3.5)

where p(S(X)) is the risk measure of the aggregate risk S(X) defined by (2.3.2), and p;(X)
is the risk measure of X; defined by (2.3.3). O

In multivariate loss function (2.3.1), X%, ¢;, ( 4 X-2t, Ci)+’ ( 4 X-t, ci) -
can be viewed as the total capital (premium) provided by subsidiaries of a corporation (in-
sureds of an insurer), the shortfall borne by the corporation (insurer), and the over-required
capital to the corporation (the overcharged premium by the insurer), respectively, while
(Xi - Ci)+ and (Xi - ci) _ can be viewed as the shortfall borne by subsidiary (insured) i and
the over-required capital (the overcharged premium) to subsidiary (insured) i, respectively.
In addition, ||X — c||2 can be viewed as a penalty or cost faced by the corporation (insurer)
due to the deviation between risk vector X and capital (premium) vector c. Therefore,
problem (2.3.4) can be seen as the problem a regulator (insurer) wishes to solve for mini-
mizing a weighted sum of the total capital (premium) provided by subsidiaries (insureds),
the expected shortfall borne by the corporation (insurer), the expected over-required cap-
ital to the corporation (the expected overcharged premium by the insurer), the expected
shortfalls borne by subsidiaries, the expected overcharged premiums to insureds, and the
expected penalty or cost of the corporation (insurer). This multivariate loss function (2.3.1)

considers a set of risks from a systemic view.

Remark 2.3.1. f =0, \; =0, v =0, ¢ =1, ...,d, the loss function fx ,ps(c) defined

in (2.3.1) is reduced to
d d d
fX,A,’y(c) = ZCZ' + )\(

=1 7

Xi_zcz) —7(

1 i=1 + i

X — Zci)_. (2.3.6)

1 =1
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Thus, if v < 1 < A, by Lemma 2.2.4, the risk measure p(S(X)) of the aggregate risk S(X)
in the multivariate CVaR risk measure MCVaR, 1, 3(X) is reduced to

d d
p(S(X)) = min { ch + AE(ZXZ >e), —E(Y X - Zci)_}
¢ =1 i=1 i=1 i=1
= Iglelél {c + )\E(S(X) - C)+ — WIE(S(X) - c)_}
= 7E(5(X)) + (1 — ) CVaR,(5(X)),
where a = /\f This means that in this case, the risk measure p(S(X)) of the aggregate

risk S(X) is a linear combination of the expected value of S(X) and its CVaR at the
confidence level % In addition, if v = 0, the risk measure p(S(X)) of the aggregate
risk S(X) is reduced to its CVaR at the confidence level 2. By (2.3.6), we see that
if the required capital for the aggregate risk of a portfolio or company is determined by
CVaR, such a required capital only considers the shortfall risk on the aggregate risk. If
MCVaR, ,b,(X) is used to determine required capital or premiums of a portfolio, then
the systemic risk of the portfolio, including the shortfall and surplus risks from individual
risks and the aggregate risk and the overall deviation risk of the portfolio, is taken into

consideration. O

2.4 Existence and solution expression of the MCVaR

risk measure

In this section, we give sufficient conditions such that the MCVaR, defined in Definition
2.3.1 is well defined. Then, we derive the solution expression of the MCVaR under certain
conditions. To do so, we first study the properties of the objective function E(fx x~.b(c))
n (2.3.4).

Note that 2 = 3(|z| + x) and z_ = 1(|z| — ). Thus, fx r,bs(c) defined in (2.3.1)

has the following equivalent expression:

fxanbs(e) = S(e)+ Bo|S(X) = S(c)| +vo(S(X) = S(c))

d
+ Y 81X — il + (v, X —¢) + B||X —c|l2, (2.4.1)
where
_)\_’7 >‘+’7 )\z_/yz _>\z‘|”}/z .
bo=—5" vw="—5— b 5 ti= g =1 d, (2.4.2)



and v = (vq,...,vq), w = (B4, ..., Ba, V1, ..., vq). The relationships in (2.4.2) are equivalent to
A=vo+ fo, v =wo— Po, Ai=vi+ B, vi=vi— B, i=1,..,d (2-4-3)

Proposition 2.4.1. Let X = (X, ..., Xy), d > 2, be a random vector with finite expec-
tation, namely E|X;| < oo, i = 1,...,d, and fx ~pp(c) be the loss function defined in
(2.3.1). Then, the following statements hold.

(i) For any X, v, b, and B in the loss function fx x~pbs(c), E(fxrqbs(C)) is a finite-
E(fx ab,5(0))| < 00.

valued function of ¢ € R, namely for any c € R?,

(i) If B>0, X\ >, X\ > 7, 1=1,..,d, then E(fx x~bs(c)) is a convex function of
c € R

(iii) If >0, X\ >, N\ > v, i=1,...,d, and the distribution of X is not supported on a

single straight line, then E(fx x~b,5(c)) is a strictly convex function of ¢ € R%.

(ZU) Ifﬁ 2 0; A Z s )\z 2 Yis 1= ]-7"'7d7 and

d
SNi+v+A+y -2 < (28+ 8, (2.4.4)

i=1
then E(fx x~b5(€)) is a coercive function of ¢ € RY, where 8* = min{\ — 71, ..., \a—

Ya}-

(v) If3>0,A>0,7v=0,v <1<\, i=1,..d, then E(fxobs(c)) is a coercive

and convex function of c € RY.

Proof. For any x = (11, ...,24),y,2z € R? and a,b € R, the following inequalities hold:

la+b] <lal+ [0, [x+yllz<lxlz+lylle, [ <xl2llylles  (2.4.5)

and ;
la=bl > [b] —lal,  lx—=yll2>lylla = Ixll2 D lwl > [I%]l2- (2.4.6)

i=1

For any ¢ = (¢, ...,cq), v = (v1,...,v9) € R% and any random vector X = (X1, ..., X4), by
(2.4.1), we have

fxab,8(c)
d d d
= (1= vi—vo)ei + ol S(X) = S(e)| + BIIX = clla+ D (vi +v0) X + 3 Bi Xi — i
=1 =1 i=1
d
= (v, €) + Bo| S(X) = S(e)| + BIIX = cll2 + (w", X) + > 8| Xi — i, (2.4.7)

=1
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where

vVi=l—-v—yl=(1-v)l-v, w' =v+uyl, (2.4.8)

and 1 € R? is a vector with all components of 1’s.

(i)

(i)

(iii)

Applying the inequalities in (2.4.5) and (2.4.6) to (2.4.7), we obtain
n d
[fxaams©)l < 1 )+ 18] Yo 1Xil + 18] 1S(e)] + 18] > 1] + 18] el
=1 1=1
d d d
w2 DXl + X 1B Xl + D181 el
i=1 i=1 i=1

which implies ’E(fx7,\mb”3(c))‘ < E‘fx)\mbwg(c)‘ <ooas E|X;| <o0,i=1,....,d.

Note that S(c), (v, X — ¢}, and vy (S(X) - S(C)) are linear in ¢, and thus are convex
functions of ¢ on R?. In addition, if 3 > 0, A > v, \; > v;, i = 1, ..., d, or equivalently
it >0, >0, 5 >0,i=1,....d, then y|S(X) — S(c)|, 5||X —c||2, and

Zle B; | X — ci], are convex functions of ¢ on R? by the triangle inequalities. Hence,

by the expression (2.4.1), E(fx.~b(c)) is a convex function of ¢ € R%.

Note that the assumptions that 5 > 0, A > v, \; > v, ¢ = 1, ..., d, are equivalent to
f>0,6>0,0>01i=1,..,d By (24.1), if 3 > 0, then E(fx »~bs(c)) has the

following equivalent expression:

E(fxaabs(€) = S(¢)+BE|S(X) — 5(e)| + woB(S(X) — 5(e)) + ; BiE|X; — ci
+E((v, X = c)) + BE[IX — c|2.

Note that functions S(c), UOE(S(X) - S(c)), and E((v, X — c)) are linear in ¢ € R?
and that BOE‘S(X) - S(c)‘ and Y% | B; E|X; — ¢;| are convex in ¢ € R? if 5y > 0 and
Bi >0,i=1,...,d. In addition, it follows from Theorem 2.17 of Kemperman (1987)
that E||X — ¢, is a strictly convex function of ¢ € R if d > 2 and the distribution of
X is not supported on a single straight line. Thus, 3E||X — c||5 is a strictly convex

function of ¢ € R if 8 > 0. Hence, E(fx,bs(c)) is a strictly convex function of
c e R%

Ifﬂ 2 0, A Z Y, )\Z 2 Yis 1 = 1,...,d, that iS, 6 2 0, 60 2 0, ﬂz 2 0, 1= 1,...,d,
applying the inequalities in (2.4.6) to (2.4.7) and noting that |S(X) — S(c)| > 0 and
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f* =min{A\; — Y1, ..., \a — Ya} = 2min{py, ..., B4}, we have

Fxanns©) = (8= IV'[l2) llell: = BIXl + (w", X) Zm i@-mr
> (3= Iv'll) llells — 81Xl + (', X) + 2 el - 2@ b
= (B+ 5~ IV liele — 81X + (w", X) Zﬁm
Hence, we have
E(feanms(@) = (845 ~vl) llells ~ SEIXIL
+E((w", X)) - iﬁ E|X;). (2.4.9)

Note that E[|X]|s, E(<w*, X)), E|X;|, i = 1,...,d, are all finite. Thus, if 8 + 2~ —
|[v*|l2 > 0 or equivalently (2.4.4) holds, then (2.4.9) implies

lim E(fxmbﬁ( )) = oo,

llellz2—o0

which means that E(fx ~b(c)) is coercive on ¢ € R?.

(v) If 5>0,A>0,7=0, by (2.3.1), we have

d
E(fx,)\,o,b,g(c)) = Z (Ci + )\ZE(Xl — C/L')Jr — "}/ZE(X,L — C,L)>
d d
+AE<ZXZ~—ZC,~)++6E||X—C||2 (2.4.10)

1=1 i=1
d
i=1

Further, if 3, <1 < X\, @ = 1,...,d, by Lemma 2.2.3(ii), we have that ¢; + \E(X; —
Ci)y — %E(X ; — ¢;)_ is a coercive and convex function of ¢; € R, and thus, by Lemma
2.2.1(1), (CZ + ME(X; — )y — wE(X; — ci)_> is a coercive and convex function
of ¢ € Rd. Hence7 by (2.4.11) and Lemma 2.2.1(ii), we have that E(fx ops(c)) is
a coercive function of ¢ € R% In addition, by (2.4.10), E(fx0ps(c)) is a convex
function of ¢ € R? as both )\]E(Z - 101) and SE|X — cl| are convex
functions of ¢ € R O

Now, we make the following assumption, which gives sufficient conditions such that
the new MCVaR risk measure in Definition 2.3.1 is well defined.
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Assumption 2.4.1. For random vector X with finite expectation and loss function fx x bs(c)
defined in (2.3.1), assume that the following conditions hold for pair (X, fx~bs(c)) :

(i) X has a continuous joint distribution function with a joint density function,

ii) and that 8 >0, A > v, A\; > 7,1 =1,....,d, and
(ii) gl v

d
Y+ vit+A+y—2)7 < (26+ 8, (24.12)
i=1
where §* = min{\; — v, ..., \g — Ya}- O

Remark 2.4.2. Under Assumption 2.4.1, by Proposition 2.4.1(iii)-(iv), we know that
E(fxx~bs(c)) is a coercive and strictly convex function of ¢ on RY. Thus, by Lemma

2.2.2(ii), there exists a unique c* = (¢}, ..., ;) € R? such that

E(fxab,8(c) = min E(fxanb,8(C))- (2.4.13)

Hence, Assumption 2.4.1 gives sufficient conditions such that the multivariate CVaR risk
measure MCVaR,, , b 3(X) in Definition 2.3.1 is well defined. We also point out that the
assumption that X has a joint density or has the absolute continuous distribution is also
assumed in Chaudhuri (1996) to guarantee that the multivariate geometric quantile/VaR
MVaR,(X) is well defined. O

Theorem 2.4.3. Under Assumption 2.4.1, there exists a unique c* = (¢}, ..., c;) € R? such
that (2.4.13) holds, and moreover, c* = (cj, ..., c5) is the unique solution to the following

system of equations:
— ¢ d
_ 9 =1

Proof. Under Assumption 2.4.1, by Remark 2.4.2, there exists a unique ¢* = (¢}, ..., ) €
R? such that (2.4.13) holds. By (2.3.1), we have

E(fxxqb,8(c))
d d d d d %
i=1 i=1 i=1 i=1 =1 i=1
d
+ > NE(X — )y Z% — ) (2.4.15)
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Let gi(c;) = E(Xi — ¢;)4 = [ Fx(z)dz, hi(c;) = B(X; — &)~ = [*, Fx(z)dz, and

glcl, .oy cq) = <§;Xl Zz;cl) = /;_lq FS(X)(x)dx,
h(ci,...,cq) = <in iq)_ = /if_lq Fyx)(x)dx.

1

N
Il

..

—

Under Assumption 2.4.1(i), g(c1, ..., cq), h(c1, ..., cq), gi(c;i), hi(c;) are differentiable with

0 d o d
acig<cla - Cd) = _FS(X (;Cz>, Qcih(cl’ ‘-‘,Cd) = FS(X)<Z§:IC¢),
0 _ 0

afcigi(ci) = —Ix,(c), £hi(ci) = Fx,(c:).

[N

Under Assumption 2.4.1(i), it is pointed out in Chaudhuri (1996) that E( ¢ (X, —cz-)2>
is differentiable with

38@ E(Zd:(Xi - c,-)2)é - ; X ]E[(Z(Xi . cl-)Q)% X 2AX; — ci)(—l)].

=1 =1

Thus, E(fxx~.b,(c)) is differentiable with

0
ac, E(fxybs(c))

= 1—NFx,(c) — viFx,(c;) — /\FS(X)<§;CZ'> - 7FS(X)<§: ) BE(HX—CCHz)

=1

By Lemma 2.2.2(ii), ¢* = (¢}, ..., ¢};) is the unique solution to equatlons (fx Ayb,a(€)) =
0,7=1,...,d, thus, we obtain

BE(g o) = 1= M) =3 (e) = AFx (30 ~ 950 ( 3oe)

=1 =1

d
=1

which yields (2.4.14). O

Remark 2.4.4. In Theorem 2.4.3, if A =, \; = ;, i = 1,...,d, the equations in (2.4.14)

are reduced to

X —cll .
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which are equivalent to those in (2.1.9) with u = (’\J“\ﬁl_l, o /\+/\Bd_1)' Thus, in this
case, the minimizer c¢* defined in (2.3.4) is reduced to the multivariate geometric quan-
tile MVaRy(X), namely ¢f = MVaR;(X), i = 1,...,d. The MCVaR risk measure of X is

(p1(X), ..., pa(X), p(S(X))) with the following expression:

pi(X) = A+ M) E(X,) + (1= A=) MVaR;(X)

+ BE|X; — MVaR;(X)), (2.4.16)
pSX)) = 3 (0 A)E(X) + (1= A = A) MVaRy(X) )
+ 51E(Zdj (X, - MVaRZ-(X))2>2. (2.4.17)

The expression (2.4.16) means that the required capital for risk X; is a linear combination
of the expected value of X; and its marginal VaR in the portfolio plus a loading that
is proportional to the expected absolute deviation between X; and its marginal VaR in
the portfolio. In addition, the expression (2.4.17) means that the required capital for
the aggregate risk S(X) is the total of all linear combinations of an individual risk and its
marginal VaR in the portfolio plus a loading that is proportional to the expected Euclidean
distance between the risk portfolio X and its MVaR. 0

Next, we consider a special case of the loss function defined in (2.3.1) when A > 0,
vy=0,8=0 XN>1 v =0,4i=1,..,d In this case, by (2.3.1), the loss function
fxaq.b(c) is reduced to

d

d d d
fxaa(c) = Z i + A(in = ci)+ + Z (X — )y, (2.4.18)

i=1
where A = (Aq,...,A\g). The loss function fx ) a(c) means that the total required capital
for the aggregate risk is equal to the total base capital plus the additional capital on the
shortfall risks of the aggregate risk and individual risks. This form (2.4.18) of multivariate
loss function is similar to (2.1.5), in which the decision maker is concerned only about
shortfall risks. By Proposition 2.4.1(v), E(fxa(c)) is a coercive and convex function of
c € R% Thus, by Lemma 2.2.2(i), there exists ¢* € R? such that

E(fxaa(c)) = ({fel]%} E(fxaa(c)). (2.4.19)

In the following theorem, we show under some conditions, there exists unique ¢* € R?
such that (2.4.19) holds. Moreover, we give the explicit solution to the unique c* satisfying
(2.4.19).
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Assumption 2.4.2. For random vector X = (X7, ..., X4) with finite expectation and loss

function fx xa(c) defined in (2.4.18), assume that the following conditions hold for pair
(X7 fX,)\,A<C)):

(i) Distribution functions Fgx)(z), Fx,(x), i = 1,...,d, are continuous on R, the left-
continuous inverse functions Fi'(¢) of F, are continuous on (0, 1) with lim,_,; F'(q) =

o0, 1=1,...d,
(ii) and that A >1,v=0,5=0,\; > 1,7 =0,i=1,...,d.

Theorem 2.4.5. Under Assumption 2.4.2, there exists a unique c* = (¢}, ..., c};) € R? such
that (2.4.19) holds, and c* has the following solution

¢ = Fx' (H;sx)(%0)), i=1,..,d, (2.4.20)
where 0 < H; gxy(wo) < 1,i=1,....d,

Ai+A—1—=AFyx)(z)  Ni—1 +)‘FS(X)($)

H, — — , 2.4.21
5x)(@) N N (2.4.21)
and xo = xo(X, A\, A) is the unique solution to equation
4o A—1
x— ZFX (Hisx(z)) =0, x> FS<X>(T)‘ (2.4.22)

Proof. Under Assumption 2.4.2, by Proposition 2.4.1(v), we know that h(c) = E(fx xa(c))
is a coercive and convex function of ¢ € R%. Thus, by Lemma 2.2.2(i), there exists ¢* € R?
such that h(c*) = mingcga h(c). In this case, by (2.4.18),

h(c) = E(fxa(c Zc,#—)dE(ZX ch>++§:)\iE(Xi—ci>+.

=1

Under Assumption 2.4.2(i), h(c) is differentiable. Thus, by Lemma 2.2.2(i), we know that

c* = (cf,...,c5) is a solution to the system of equations

0
801'

h(ct,.cg) =0, i=1,...d. (2.4.23)

By taking partial derivatives of h(c) with respect to ¢;, we easily see that the equations in
(2.4.23) are reduced to

d
1= A— A+ AFx, (ci) + MFscx <Zcz) i=1. ..

=1
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which is equivalent to

Ai +A— 1—)\Fs(x)<2§l1 Ci) A — 1+)\FS(X)(Z?:1 Ci)

FXi<Ci) = )\z = /\z

= Hisx(Ya), i=1,..d (2.4.24)

=1

where function H; gx)(x) is defined in (2.4.21). Under the assumptions of A > 1 and
A >1,1=1,....d, we have that 0 < % <1, Hgx)(x) >0,7=1,...,d, and that

A—1 A—1\ qe
0< Hisx)(zr)<1l,i=1,..,d <= Fyx)(z)> — = x> F*i&)()\) L
which means that if 3¢, ¢; > 2*, then
d
0< HZ-75(X)( cz-) <1, i=1,..4d. (2.4.25)
=1
Hence, if S0, ¢; > z*, by (2.4.24), we have
d
=P (Hise (Y i), i=1,..d, (2.4.26)
=1
which imply that
d d d
S =Y Fxl (Hisx (Y o)) (2.4.27)
=1 =1 =1

Let g(z) =2 — XL, Fx! (HLS(X)(@“)) for x € (2*, 00). Note that H; gx)(x) is decreasing
inz and F )}il(x) is increasing for i = 1, ..., d, hence, g(z) is strictly increasing as function x

is strictly increasing. In addition, g(z) is also continuous under Assumption 2.4.2(i). For

any ¢ = 1,...,d,
' N1 At Ai—1-Ax A3t
dm Hisoo(@) = ==, lim Hisoo(e) = A -

Hence, lim, - F);il (H@S(X)(x)) = 00, i = 1,...,d, which, together with —oco < x* < oo,
implies lim, .- g(z) = —oo. Obviously, we have lim, . g(x) = oco. Thus, there exists a
unique zy € (z*, 0o) such that g(xo) = 0, which, together with (2.4.27), implies ¢ | ¢; =
xo. Hence, by (2.4.26), we have (2.4.20). In addition, by (2.4.25), we have 0 < H; g(x)(z0) <
lLi=1,...d 0
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Remark 2.4.6. Under Assumption 2.4.2 and the notations in Theorem 2.4.5, denote
¢ = (X, A) = H;gx)(x0), © = 1,...,d, and the multivariate CVaR risk measure
MCVaR. p,3(X) of X by MCVaR ) a(X) = (p1(X), ..., pa(X), p(5(X))), then by (2.4.20),
(2.3.3), (2.3.2), we have

pi(X) = F);il(qi)+()\i+/\)]E(Xi—F§i1(qi))+, i=1,..d,  (2.4.28)

d d d
pSX) = 3 Fa) + AB( XX - P w))
+ Ed:ME(Xi - F;?}(qi))+- (2.4.29)

Expression (2.4.28) means that if the base capital for each individual risk is its VaR at
confidence level ¢;, then the required capital for the individual risk is the VaR plus an
additional capital which is proportional to the expected shortfall risk at the preference
parameter A\; + A\. We point out that the confidence level ¢; depends on the whole risk
portfolio X. In addition, expression (2.4.29) means the required capital for the aggregate
risk is the total VaRs of individual risks at their own confidence levels plus the total

additional capital for the shortfall risks from the aggregate risk and individual risks. [J

2.5 Properties of the MCVaR risk measure

In this section, we discuss the properties of the new MCVaR. For risk vector X =
(X1, ..., Xq) with MCVaR 1 8(X) = (p1(X), ..., pa(X), p(S(X))), the risk measure p(S(X))
of the aggregate risk S(X), and the risk measure p;(X) of individual risk X;, i = 1,...,d,
are all depending on the whole portfolio risk X = (X7, ..., X4). The priority in our MCVaR
is the risk measure of the aggregate risk. In the following propositions, we show that under
some conditions, MCVaR, - p,(X) satisfies positive homogeneity, translation invariance,

subadditivity, and monotonicity.

Proposition 2.5.1. (Positive homogeneity) For random vector X and loss function fx b ()
defined in (2.3.1), assume that minimization problem ming.cga E(fx x~.b(C)) has a unique

manimizer. Then for any a > 0,
MCVaRA777b75(aX) = aMCVaR,\mbﬁ(X), (251)

which means that p;(aX) = ap;(X), i = 1,...,d, and p(S(aX)) = p(aS(X)) = ap(S(X)).
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Proof. Denote by c¢*(X) = (¢j(X), ..., ¢5(X)) the unique minimizer of mingcga E( fx 1 ~,b,5(C)),
that is,

E(fxaqb5(c"(X))) = min E(fx x5b,5(¢))-

cERd
Note that E(f.x~bs(ac)) = aE(fxr,bs(c)) for any a > 0 and ¢ € R? and that ¢ €
R? <= ac € R?. Hence,

min ]E(fax)\’%byg(c)) = min ]E(faX’A7%b75(aC)) = g min ]E(fX,A,%b,ﬁ(C))
ceRd ceRd ceRd

= aE(fxnb,58(c"(X))) = E(fax 2 b,5(ac” (X)),

which means that minimization problem mingcga E(fux 1~.b,5(c)) has a unique minimizer
ac*(X). Thus, by (2.3.2) and (2.3.3), we can easily verify that fori=1,...,d

pi(aX) = ac;(X)+ (A + A+ B) E(aX; — acj (X)) — (vi +7 — B) E(aX; — acj(X))-
= aﬁi(X)

p(S(aX)) = S(ac’(X)) + AE(S(aX) - S(GC*(X)))+ —7E(aS(X) - aS(c"(X)))

+ 3 (VE(aX; — aci (X)) — %E(eX; — acf(X))-) + SE(la(X = &' (X))
= ap(S(X)).

]

Positive homogeneity of MCVaR provides a similar concept as positive homogeneity
of a univariate risk measure, however, positive homogeneity of MCVaR is in terms of the
whole business entity. For instance, if the risk size doubles for all risk units within the

business entity, the risk measures for all units and the aggregate risk will double.

Proposition 2.5.2. (Translation invariance) For random vector X and loss function
fxaqbp(c) defined in (2.3.1), assume that minimization problem mingcga E(fx xq.b,5(C))

has a unique minimizer. Then, for any real vector a = (ay,...,aq) € RY,
MCV&R)\mbﬁ(X + a) = MCV&R)\’%b,B(X) + (a, S(a)), (2.5.2)
which means that p;(X+a) = p;(X)+a;, i =1,....,d, and p(S(X+a)) = p(S(X)+S(a)) =

p(S(X)) +5(a).
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Proof. Denote by c¢*(X) = (¢j(X), ..., ¢5(X)) the unique minimizer of mingcga E( fx 1 ~,b,5(C)),
then
E(fxavp,(c"(X))) = min E(fx x4b,5(c))-

ceRd

Note that E(fxtaxybs(c+a)) = E(fxrqybs(c)) for any a,c € R? and that ¢ € R? <
c+a € R% Hence,

min E(fx1axqb,5(€)) = minE(fxianybs(c+a)) =min E(fxqbs(c))
ccRd ceRd ceRd

= E(fxarbs(c (X)) = E(fxiarqybs(c’(X) +a)),

which means that minimization problem min, gi E( fx1ax~bs(c)) has a unique minimizer
c¢*(X) +a. Thus, by (2.3.2) and (2.3.3), fori: =1,...,d

piX+a) = ¢f(X)+ai+ N+ A+ B)EX; - (X)r — (v +7— B)E(X; — ] (X)) -
= pi(X) +a
and

p(S(X+a)) = S (X+a))+IE(S(X) - S(c” (X)))+ —YE(S(X) - S(c*(X)))

+ 3 (MB(X: = ¢ (X)) = %E(X: = i (X))-) + BE(IX - c'l1)
S(X

E(
= p(5(X)) +5(a).

]

This translation invariance property of MCVaR means that if the risk of a subunit
is increased by a constant amount, then the corresponding risk measure for each subunit
will increase by the same amount. Furthermore, the risk measure of the aggregate risk will

increase by the total of increased amounts.

In the following proposition, we discuss the subadditivity of the MCVaR. Unlike the
subadditivity of a univariate risk measure, for a multivariate risk measure, the concept of
subadditivity may not apply for any two random vectors since two random vectors may
have different dimensions. From the purpose of portfolio risk management, we expect that
the risk measure of the aggregate risk in an portfolio is not larger than the total of the
risk measures of sub-portfolios. For instance, the premium of a combined policy is not
larger than the total of premiums of individual policies or the required reserve on a merged
company is not larger than the total of the required reserves on separated companies.
In the following proposition, we show that MCVaR holds the subadditivity within a risk

vector or a portfolio.
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Proposition 2.5.3. (Subadditivity within a risk vector) For random vector X = (X1, ..., Xg)

and loss function fx x~pp(c) defined in (2.3.1), assume that minimization problem

min ]E(fX,)\;y,b,ﬁ(C)) (253)

ccRd

has a unique minimizer. Then MCVaRy v 3(X) = (p1(X), ..., pa(X), p(S(X))) satisfies
d
p(S(X) < 3 pi(X). 254
i=1

Proof. Denote by ¢*(X) = (¢j(X), ..., ¢j(X)) the unique minimizer of mingcga E(fx 1 ~.b,3(C))-
For the sake of simplicity, write ¢*(X) = (¢j(X), ..., (X)) as ¢* = (¢f, ..., ¢5). Note that
X —c*|ls < 2%, | X; — ¢f|. Therefore, by (2.4.7), we have

p(S(X)) = E(fxqb,5(c))

= (v, ") + BoE|S(X) — S(c")

d
+ BE[IX — c*l2 + E((w", X)) + > B E|X; - ¢
=1

d d d d d
< D v+ B ) EIX — ¢+ BY_EIX: — ¢+ D wiE(X;) + D B EIX; — ¢
=1 =1 =1 =1 =1
d d d
= D v+ > wiE(X;) + Y (B+ o+ B)EIX; — ¢
i=1 i=1 i=1
d d d
= D (L—wo—wi)ei + > (vo+ i) E(X;) + > _(B+ Bo+ B)EIX; — ]
=1 =1 =1
d
— S+ (B + o+ BIEIX: — i + (1 + v) E(Xi — )
i=1
d
= Y (e A+ DB =)y — i+ = B — ) )
=1
d
=1
where the last equality follows from (2.3.3). O

The subadditivity within a random vector means that if we manage the total risks of
all subunits of a business entity at the enterprise level, the risk measure of the aggregate
risk should be no larger than the total of the risk measures of the subunits. In the proposed
MCVaR, we determine the risk measures of each subunit and the aggregate risk or the entire
business entity simultaneously. However, the priority of our MCVaR is the risk measure
of the aggregate risk or the entire business entity. In next proposition, we discuss the

subadditivity of MCVaR for aggregate risks when risk vectors have the same dimension.
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Proposition 2.5.4. (Subadditivity among aggregate risks) For random vectors X, Y, X+
Y € RY, and loss function fz~bs(c) defined in (2.3.1), assume mingega E(fx 2 ~b5(C)),
mingcra E(fy rq.0,8(€)), and mingcga E(fx+va4b,8(C)) have unique minimizers, respec-
tively. Then, the risk measures p(S(X)), p(S(Y)), and p(S(X+Y)) in MCVaR, ,p 3(X),
MCVaR 4 b4(Y), and MCVaRy ,b8(X +Y), respectively, satisfy

p(S(X+Y)) = p(S(X) + 5(Y)) < p(5(X)) + p(5(Y)).

Proof. For any ¢ = (cy,...,cq), ¢ = (c},...,c)) € R% by (2.4.7) and triangle inequalities,

we have

fX-&-Y,/Bo,Uoﬂlﬁ(C + C/)
= (v, e+ )+ 3[SX+Y) - S(c+ )

FBIX+Y — (et e)o + (W', X+Y)

d

=1

(v, €) + (v, ) + B[ S(X) = S(e)| + 8o |S(Y) = S(c)

IN

d d
+HB X —clla + BIIY = lla+ (W, X) + (W, Y) + > 5[ Xi —ail + > 5 [Vi — ¢
i=1

i=1

= fxanrbs(€) + fyaqns(c).

Hence, we have for any c,c’ € R,

E(fx+vaqybs(c+ ) <E(fxaqybs(c)) +E(fyaqyps(c)). (2.5.5)

Denote by c%, c3, and ¢k, y the unique minimizers of minimization problems mler; E(fxq.p4(c)),
ce

min E(fy4b,5(c)), and min E(fx1vb,s(c)), respectively. Then, by the definition of

ceR ceR

MCVaR, we have p(S(X +Y)) = E(fx+vr+b,8(Ckyy))- In addition, by the definition of

Cx.4y» we have for any c € R4, E(fx+y rvb8(Cx1y)) < E(fx+vaqbs(c)). Hence,

E(fxivaqbs(cxiy) < E(fxivaqrbs(cx +cy))
< E(fxanbs(cx)) + E(fyaqbs(cy))
= p(S(X)) + p(S(Y)),

where the second inequality follows from (2.5.5). O

At the end of this section, we explore the monotonicity of the MCVaR. We notice
that if random vectors X and Y have different dimensions, it does not make sense to

compare the components of the two vectors. In addition, even if X and Y have the same
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dimension, the monotonicity of MCVaR may not hold for the components of two random
vectors since the risk measure of one individual risk depends on the whole portfolio risk
and its relative importance in the portfolio. However, in the next proposition, we will show
that the monotonicity holds for the aggregate risks S(X) and S(Y) in the MCVaR under

some special cases.

Proposition 2.5.5. (Monotonicity on aggregate risks) For random vectors X, Y € R%, if
Assumptions 2.4.2 holds for pairs (X, fxaa(c)) and (Y, fyaa(c)), and X <Y, then, the
risk measures p(S(X)) and p(S(Y)) in the multivariate CVaR risk measures MCVaR , 4 (X)
and MCVaR ) A(Y), respectively, satisfy p(S(X)) < p(S(Y)).

Proof. Under Assumptions 2.4.2, by Theorem 2.4.5, MCVaR ) o(X) and MCVaR, A(Y)
are well defined. Note that X = (X1,...,Xy) <Y = (V,...,Yy) means that X; < Y,
i =1,...,d. For any real number ¢ € R, function h(z) = (z — ¢), is increasing in = € R.
In addition, for any ¢ = (cy, ..., ¢q) € R?, by (2.4.18), we have

ci) +Z)\IE i —Ci)x

M=~
M-

E(fxaalc)) = ZCZHE( X; —

=1 1

w
Il
—
-
Il

M:L
M-

< Zcz +AE(YYi-Ya) + ZAZ&E(Y
=1 i=1 i=1 i=1
= E(fyaa(c)),
which implies p(S(X)) = mingera E(fxaa(c)) < minecra E(fyaa(c)) = p(S(Y)). O

2.6 Numerical illustrations of MCVaR

In this section, we use a multivariate risk portfolio to illustrate the proposed MCVaR
and the effect of dependence among risks in a portfolio on MCVaR. We also compare
MCVaR with VaR and CVaR if required capital is determined by these risk measures.
In this section, risk portfolio X = (Xj, ..., Xy4) is assumed to be a d-dimensional normal
random vector with a d-dimensional normal distribution Ny(p, X), where p = E(X) =
(pe1, ..., pha) is the mean vector, pu;, = E(X;), i = 1,...,d, ¥ = (Cov(X;, X;))ij=1

positive-definite covariance matrix of X, Cov(X;, X;) = pi; 0; 0j, where 0; = \/Var(X;),

.....

Var(X;), and p;; is the correlation coefficient between X; and X; satisfying —1 <
pi; = pji < 1for 1 <i< j<d. The joint density function of (Xi,..., Xy) is

1 1 -1 !
_ _ L) = (k) a
f(x) = f(z1,...,zq) ) e ? , x€eR% (2.6.1)
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Thus, X; and S(X) have normal distributions N (u;, 0?) and N(ug, o%), respectively, where
s = Yb i, 05 = /Var(S(X)), and Var(S(X)) = %, 02 + 2X1<icj<a pij0i 0j. Let
¢ and ® be the density and distribution functions of the standard normal distribution
N(0,1), respectively. If required capital for risks are determined by VaR at confidence

level «, then

VaR,(X;) = wi+0,® Y a), i=1,...4d, (2.6.2)
VaR,(S(X)) = us+os® (). (2.6.3)

If required capital for risks are determined by CVaR at confidence level «, then

(M)
— q><va§a()()_u> i=1,..,06.4)

g4

CVaRa(X;) = E (X, | X; > VaRa (X)) = i + 07 x 1

and

o VeRaLSC) s
EI)(VaRaEqsm))Zs 32'6'5)

as

CVaR4(S(X)) = E (S(X)| S(X) > VaRa(S(X))) = ps + 5 x -

See Johnson et al. (1995) for these results about normal distributions. In the following
two subsections, we use the above normal random vectors and Theorems 2.4.3 and 2.4.5
to illustrate MCVaR.

2.6.1 Applications of Theorem 2.4.3

In this subsection, we consider a special case of loss function (2.3.1) discussed in
Theorem 2.4.3 when A >0, 8 >0,vy=0, \; =0,y =0,7=1,...,d. In this case, loss
function (2.3.1) is reduced to

d

d d
fxas(e) =) e+ A(ZXZ- — Zci)+ + BIIX — clfo. (2.6.6)
=1 i=1

i=1
For loss function (2.6.6) and the normal random vector X, Assumption 2.4.1 is reduced to

the following condition:

2—- )

‘2‘\/8 < B. (2.6.7)
By Theorem 2.4.3, the multivariate risk measure MCVaR ) 3(X) = (p1(X), ..., pa(X), p(S(X)))

has the following expression:

pi(X) = ¢ +AEX; — )+ + BEIX; — ¢, i
d

p(S(X)) = iz;cﬂm(iz:xi—Zc:)++ﬁE(i<Xi—c:>2) . (269)

=1

1,....d, (2.6.8)
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where (cf, ..., ¢;) = (;(X, A, B), ..., (X, A, B)) is the unique solution to the following sys-

tem of equations:

Xi— :
BE<C) S )\FS(X)<ZCi), i=1,..,d. (2.6.10)
X = ¢l

i=1
In loss function (2.6.6), the additional capital is prepared for the shortfall risk (Zle X;—
>4, Ci)+ of the aggregate risk and for the overall deviation || X — c||5 of the portfolio.

Remark 2.6.1. We point out that in loss function (2.6.6), if A = 2, then Assumption 2.4.1
or condition (2.6.7) is reduced to 8 > 0 and system (2.6.10) of equations has the unique
solution ¢ = E(X) or ¢; = E(X;), i = 1,...,d. To see that, for any normal random variable
X, we have Fx(E(X)) = P{X <E(X)} = 5. Thus, if A\ =2 and ¢; = E(X;), i = 1,....d,
then the right-hand side of equation (2.6.10) is reduced to 1 — 2 + 2Fgx) (E(S(X))) = 0.
Note that X has the joint normal density function (3.5.1), thus, Y = X — E(X) has the

following joint normal density function:

1 1 —1
— — _§y2 Yy d
9(y) =91, - ya) G doE) e , yeERY (2.6.11)

which is an even symmetric function on R? satisfying g(y) = g(v1, ..., %a) = 9(—=y1, ..., —Ya) =

g(—y) for any y = (y1, ..., 44) € R% Hence, for any i =1, ..., d,

X; _]E(Xl) Y; o0 9y
E() - E( > :/ / X (Y15 s Ya)dyr...dyq = 0,
IX = EX)[2 Yo/~ e sy~ !

which holds since H%z is odd symmetric on R? satisfying Hi'/ﬁ = —1x ﬁ for any

y = (y1,...,ya) € RL In fact, based on the above arguments, we can confirm that if A = 2

and Y = X — E(X) has an even symmetric joint density function, then ¢ = E(X) is the

unique solution to system (2.6.10) of equations. O

Next, we give numerical illustrations of MCVaR, 3(X). To do so, we set d = 3
or consider X = (X, X5, X3). Further, we assume that the marginal normal distribu-
tions of X = (X7, X5, X3) have the following expectations and variances: E(X;) = 130,
Var(X;) = 900, E(X,) = 150, Var(Xs) = 2500, E(X3) = 170, and Var(Xs) = 400. In
addition, to investigate effect of dependence among risks on MCVaR, we consider three
cases of dependence: positive dependence, negative dependence, and mixed dependence.
For each case of dependence, we calculate MCVaR,, g for different combinations of (A, )
and compare these numerical results of MCVaR, 3 with the corresponding results deter-

mined by VaRg g9 and CVaRgg9. In this section, numerical calculations are performed by
using MATLAB.
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(1)

Positive dependence: Assume that risks in portfolio (X7, Xs, X3) are positively de-
pendent and that the correlation coefficient of any two risks in the portfolio is positive
with p1s = 0.8, p13 = 0.2, and peg = 0.3. By solving system (2.6.10) of equations,
we first obtain the numerical solutions (base capital) ¢}, ¢5, and ¢}, and then cal-
culate the expected shortfall ]E( ;1:1 X; — Zle c;")+ of the aggregate risk and the

expected overall deviation E|| X — c|| = IE( ?:1(Xi—cz‘)2)% of the portfolio, for each
of the different combinations of (A, 5) in Table 2.2. Next, by (3.5.2), (3.5.3), (3.5.4),
(3.5.5), (2.6.8) and (2.6.9), we obtain the numerical results of VaRgg9, CVaRg .,
MCVaR 3(X), which are presented in Table 2.1.

From Table 2.2, we observe that the expected shortfall of the aggregate risk is less
than the expected overall deviation of the portfolio. For A = 2, the base capital, the
expected shortfall of the aggregate risk, and the expected overall deviation of the
portfolio are independent of 3, since in this case of A\ = 2, by Remark 2.6.1, the base
capital is equal to the mean vector of the portfolio, which is independent of 3. For a
fixed 5 (=2), the base capital and the expected overall deviation of the portfolio are
increasing in A\ while the expected shortfall of the aggregate risk is decreasing in A,
which means that there is a trade-off between the expected shortfall of the aggregate

risk and the expected overall deviation of the portfolio.

From Table 2.1, we find that for a fixed A (= 2), the required capital for the individual
risks and the aggregate risk are increasing in 5. For a fixed § (= 2), the required
capital for the individual risks and the aggregate risk are increasing in A. In addition,
the required capital for the individual risks and the aggregate risk determined by
MCVaR, 5(X) vary in the choices of (A, §) and can produce less or larger required
capital than those determined by VaR and CVaR.

Negative dependence: Assume that risks in portfolio (X, X5, X3) are negatively
dependent and that the correlation coefficient of any two different risks in the portfolio
is negative with pjo = —0.4, p13 = —0.1, and py3 = —0.1. Similarly to (i), we obtain

the corresponding numerical results, which are reported in Tables 2.5 and 2.4.

From Tables 2.5 and 2.4, we find that the remarks on Tables 2.2 and 2.1 in case
(i) still apply to Tables 2.5 and 2.4 in case (ii). However, by comparing Table 2.5
with Table 2.2, we notice that the expected shortfalls of the aggregate risk in case
(ii) are less than those corresponding ones in case (i). Furthermore, by comparing
MCVaR, 3(X) in Table 2.4 with those in Table 2.1, we observe that the required

capital for the aggregate risk in case (ii) are less than those corresponding ones in
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case (i). These results are reasonable since in a portfolio with negatively dependent
risks, the aggregate risk may be reduced due to the risk offsets from the negatively
dependent risks. In general, the aggregate risk in a portfolio with negatively depen-
dent risks is less risky than the aggregate risk in a portfolio with positively dependent
risks. In addition, for A = 2, the required capital for the individual risks in case (ii)
are the same as those corresponding ones in case (i) since in this case of A = 2,
the base capital is equal to the mean vector of the portfolio and dependence has no

impact on the required capital for the individual (marginal) risks.

(iii) Mixed dependence: Assume that risks in portfolio (Xi, X, X3) are mixedly depen-
dent and that some of the correlation coefficients of two risks in the portfolio are
positive while some are negative with p;o = 0.2, p;3 = 0.8, and po3 = —0.3. Similarly
to (i), we obtain the corresponding numerical results, which are reported in Tables
2.8 and 2.7.

From Tables 2.8 and 2.7, we find that the remarks on Tables 2.2, 2.1, 2.5, and
2.4 in cases (i) and (i) still apply to Tables 2.8 and 2.7 in case (ii). However,
comparing Table 2.8 with Tables 2.2 and 2.5, we notice that the expected shortfalls
of the aggregate risk in case (iii) are less than those corresponding ones in case (i)
but larger than those corresponding ones in case (ii). Furthermore, by comparing
MCVaR, 3(X) in Table 2.7 with those in Tables 2.1 and 2.4, we observe that the
required capital for the aggregate risk in case (iii) are less than those corresponding
ones in case (i) but larger than those corresponding ones in case (ii). These results
are also reasonable since portfolios with positively and negatively dependent risks
are two extreme cases, the aggregate risk in the former portfolio is in the most risky

situation, while the one in the latter portfolio is in the least risky situation.

2.6.2 Applications of Theorem 2.4.5

In this subsection, we consider a special case of loss function (2.4.18) discussed in
Theorem 2.4.5 when A\; = Ao, i = 1, ...,d. In this case, loss function (2.4.18) is reduced to

d

d d d
P (€) =3 ¢+ A(in -y ci) e (X — )y (2.6.12)
i=1 i=1 i=1 + i=1
For loss function (2.6.12) and the normal random vector X, Assumption 2.4.2 is reduced

to

A>1, o> L (2.6.13)
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By Theorem 2.4.5, the multivariate risk measure MCVaR »,(X) = (p1(X), ..., pa(X), p(S(X)))

has the following expression:

pSX) = D Fxlla)+ AE( > Xi=3 Fx}(f]))+ + Ao Y E(X; — Fx!(q)]2:6.15)

=1

where ¢ = ¢(X, A, \o) = Hx xo.5x)(20),

Ao+ A= 1= A Fspqy() _ do = 1+ A Fox ()

H = 2.6.1
Mo,s(x) (@) N ~ : (2.6.16)
and zg = xo(X, A, \g) is the unique solution to equation
N o A—1
v =Y P! (Haasoo (@) =0, 2> Fg, <T> (2.6.17)

=1

In loss function (2.6.12), the additional capital is prepared for the shortfall risk (Zle X, —
N Ci)+ of the aggregate risk and for the total shortfall X% | (X; — ¢;), of the individual
risks. Note that by (2.6.17) and the definitions of zy and ¢, we have zo = X", Fx'(q),
which means that xg = (X, A, \g) is the base capital for the aggregate risk.

Like Subsection 2.6.1, we set d = 3 or consider X = (X7, X5, X3) and use the same
distribution and dependence settings for (X, X5, X3) as those assumed in Subsection 2.6.1.
For each of the three dependence cases, we calculate MCVaR, ), (X) for different combi-
nations of (A, \g) and compare these numerical results of MCVaR, ,(X) with the corre-

sponding results determined by VaRgg9 and CVaRj.gg.

(i) Positive dependence: p12 = 0.8, p13 = 0.2, and pe3 = 0.3. By solving equation
(2.6.17), we first obtain the numerical solution zo = z¢(X, A, o), and then get the
base confidence level ¢ = ¢(X, A, \o), the base capital o = Y{, Fx'(¢) for the
aggregate risk, the expected shortfall ]E(Zle X; — x0>+ of the aggregate risk, and
the total expected shortfall Y% | E(X; — Fx'(¢))+ of the individual risks, for each of
the different combinations of (A, \g) in Table 2.3. Next, by (2.6.14) and (2.6.15), we
obtain the numerical results of MCVaR, ,,(X), which are presented in Table 2.1.

From Table 2.3, we observe that the expected shortfall of the aggregate risk is less
than the total expected shortfall of the individual risks. For a fixed Ay (=2), the
base confidence level ¢ = ¢(X, A, A\g) and the base capital for the aggregate risk are
increasing in A, hence, the expected shortfall of the aggregate risk and the total

expected shortfall of the individual risks are decreasing in A. For a fixed A (=15),
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(iii)

the base confidence level ¢ = ¢(X, A\, \g) and the base capital for the aggregate risk
are increasing in \g, hence, the expected shortfall of the aggregate risk and the total

expected shortfall of the individual risks are decreasing in .

From Table 2.1, we find that for a fixed Ay (= 2), the required capital for the in-
dividual risks and the aggregate risk are increasing in A. For a fixed A (= 15), the
required capital for the individual risks and the aggregate risk are increasing in Ag.
In addition, the required capital for the individual risks and the aggregate risk deter-
mined by MCVaR, ), (X) vary in the choices of (A, Ag) and can produce less or larger
required capital than those determined by VaR and CVaR.

Negative dependence: pjo = —0.4, p13 = —0.1, and pog = —0.1. Similarly to (i), we

obtain the corresponding numerical results, which are reported in Tables 2.6 and 2.4.

From Table 2.6, we find that the remarks on Table 2.3 in case (i) still apply to Table
2.6 in case (ii). However, by comparing Table 2.6 with Table 2.3, we notice that the
expected shortfalls of the aggregate risk in case (ii) are less than those corresponding
ones in case (i). Furthermore, by comparing MCVaR, »,(X) in Table 2.4 with those
in Table 2.1, we observe that the required capital for the aggregate risk in case (ii)
are less than those corresponding ones in case (i). These results are consistent with
those in cases (ii) of Subsection 2.6.1, and further indicate that the aggregate risk in
a portfolio with negatively dependent risks is less risky than the aggregate risk in a

portfolio with positively dependent risks.

From Table 2.4, we find that all the remarks on Table 2.1 in case (i) still apply to
Table 2.4 in case (ii), expect that for a fixed A (= 15), the required capital for the
individual risks are neither increasing nor decreasing in Ay, which is different from

case (i).

Mixed dependence: pjo = 0.2, p13 = 0.8, and py3 = —0.3. Similarly to (i), we obtain

the corresponding numerical results, which are reported in Tables 2.9 and 2.7.

From Tables 2.9 and 2.7, we see that the remarks on Tables 2.3 and 2.1 in case (i)
still apply to Tables 2.9 and 2.7 in case (iii). However, comparing Table 2.9 with
Tables 2.3 and 2.6, we find that the base confidence levels ¢ = ¢(X, A, Ag) in case (iii)
are less than those corresponding ones in case (i) but larger than those corresponding
ones in case (ii). Furthermore, by comparing Table 2.7 with Tables 2.1 and 2.4, we
observe that the required capital for the aggregate risk in case (iii) are less than those
corresponding ones in case (i) but larger than those corresponding ones in case (ii).

These results are consistent with those in cases (iii) of Subsection 2.6.1.
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2.7 Conclusions

The novel MCVaR risk measure proposed in this chapter balances the systemic risks
resulting from individual risks and the aggregate risk of a portfolio, and gives first priority
to the aggregate risk. The risk measures for individual risks and the aggregate risk in a
portfolio resulting from this MCVaR depend not only on their own distributions, but also
on correlations among the individual risks and the relative importance of the individual
risks and the aggregate risk to a portfolio. This MCVaR is an objective-driven multivariate

risk measure and it can minimize expected systemic risk in a risk portfolio.
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X, X X;  S(X)
VaRo.99 199.79 266.32 216.53 645.19
CVaRg.99 209.96 283.26 223.30 673.62
MCVaRy_p -1 177.87 22979 201.92 570.38
MCVaRy_p s—2  201.81 269.68 217.87 623.82
MCVaRy_s s—3  225.75 309.58 233.83 677.25
MCVaRy_s s—y  249.68 34947 249.79 730.69
MCVaRy_3 s—2 21253 287.39 225.19 652.02
MCVaRy_y -2 22123 30170 231.31 673.03
MCVaRy_5 5—» 22849 313.74 236.52 689.67
MCVaRy_15—2 189.60 249.33 209.73 617.63
MCVaRy_14 -2 190.56 250.94 210.38 619.80
MCVaR_150—2 19146 25244 210.98 621.81
MCVaR_16, a2 192.31 25385 211.54 623.70
MCVaRy_15 -3 192.08 25347 211.39 625.80
MCVaR_15 5—25 200.56 267.60 217.04 672.50
MCVaR 15 050 205.64 276.11 220.43 694.84

Table 2.1: VaRg.99, CVaRg.99, MCVaR, 3, and MCVaR, ,, with positively dependent risks

a c g EXCLXi-YLig): E[X—c2
(\B)=(21)| 130 150 170 33.47 53.43
(A\B)=(22)| 130 150 170 33.47 53.43
\B)=(2,3)]| 130 150 170 33.47 53.43
\B)=(2,4)| 130 150 170 33.47 53.43
(A, B) =(3,2) | 136.87 158.87 175.44 23.94 54.50
(A, B) = (4,2) | 141.68 165.02 179.30 18.51 56.50
(A B) = (5,2) | 145.36 169.64 182.29 15.01 58.67

Table 2.2: Base capital, expected shortfalls of aggregate risks, and expected overall devia-

tions with positively dependent risks based on model (2.6.6)
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q To =i, F)Z-l(Q) E( L, Xi —x0)r X E(X; - F)?}(Q))Jr
(A Xo) = (13,2) | 0.9018 979.19 2.2448 4.6319
(A, Ao) = (14,2) | 0.9063 581.85 2.0856 4.3770
(A, Ao) = (15,2) | 0.9104 584.31 1.9468 4.1513
(A, Ao) = (16,2) | 0.9141 586.60 1.8247 3.9500
(A, Ao) = (15,3) | 0.9163 588.07 1.7502 3.8258
(A, Ao) = (15,25) | 0.9681 635.39 0.3990 1.2449
(A, Ao) = (15,50) | 0.9819 659.21 0.1716 0.6611

Table 2.3: Base confidence levels, expected shortfalls of aggregate risks, and total expected
shortfalls of individual risks with positively dependent risks based on model (2.6.12)
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X, X, X;  S(X)
VaRo.09 199.79 266.31 216.53 561.08
CVaRg g0 209.96 283.26 223.30 577.26
MCVaRy_p -1 177.87 22979 201.92 543.03
MCVaRy_p -2  201.81 269.68 217.87 597.97
MCVaRy—p s—3  225.75 309.58 233.83 652.91
MCVaRy_p 5—q  249.68 349.47 249.79 707.84
MCVaRy_3 s—p 21250 287.73 224.97 613.61
MCVaRy_y -2 221.33 303.11 230.68 624.83
MCVaRy_5 5=y 228.97 316.83 235.45 633.53
MCVaRy_13 a2 207.41 279.02 221.61 566.07
MCVaRy_145—2 210.00 283.34 22333 566.92
MCVaRy_15 a—2 21252 287.54 225.02 567.71
MCVaRy_ig r—2 214.98 291.64 226.66 568.46
MCVaRy_15 0—3 211.28 285.46 224.19 578.36
MCVaRy_15,3—25 201.95 269.96 217.94 665.46
MCVaR 15, a—50 205.93 276.58 220.62 692.09

Table 2.4: VaR.g9, CVaRg.99, MCVaR 5, and MCVaR, ,, with negatively dependent risks

a c g EXCLXi-YLig): E[X—c2
\B)=(2,1)| 130 150 170 19.05 54.94
\B)=(2,2)| 130 150 170 19.05 54.94
\B)=(2,3)]| 130 150 170 19.05 54.94
\B)=(2,4)| 130 150 170 19.05 54.94
(A, B) = (3,2) | 13421 155.48 174.04 12.97 55.49
(A, B) = (4,2) | 137.03 159.10 176.75 9.76 56.46
(A B) = (5,2) | 139.12 161.75 178.77 7.78 57.48

Table 2.5: Base capital, expected shortfalls of aggregate risks, and expected overall devia-

tions with negatively dependent risks based on model (2.6.6)
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q To =i, F)Z-l(Q) E( L, Xi —x0)r X E(X; - F)?}(Q))Jr
(A Xo) = (13,2) | 0.7912 531.06 0.8785 11.7987
(A, Ao) = (14,2) | 0.7951 532.42 0.8190 11.5156
(A, Ao) = (15,2) | 0.7987 533.69 0.7671 11.2582
(A, o) = (16,2) | 0.8020 534.87 0.7213 11.0226
(A, Ao) = (15,3) | 0.8158 539.93 0.5510 10.0554
(A, Ao) = (15,25) | 0.9601 624.75 0.0015 1.6275
(A, Ao) = (15,50) | 0.9800 655.29 0.0001 0.7359

Table 2.6: Base confidence levels, expected shortfalls of aggregate risks, and total expected
shortfalls of individual risks with negatively dependent risks based on model (2.6.12)
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X, X, X,  S(X)
VaRo.09 199.79 266.32 216.53 610.50
CVaRg.g 209.96 283.26 223.30 633.88
MCVaRy—y g—1  177.87 229.79 201.92 559.35
MCVaRy_p s—2 20173 269.58 217.81 613.67
MCVaRy_s p—s  225.75 309.58 233.83 667.99
MCVaRy_s s—s  249.53 349.28 249.69 722.32
MCVaRy_s s—y 21240 287.41 22499 636.63
MCVaRy_y s—2  221.02 302.13 230.86 653.50
MCVaRy_5 s—s  228.19 314.88 235.78 666.76
MCVaRy_13 -2 193.98 256.63 212.65 594.85
MCVaRy_1s -2 195.33 258.88 213.55 596.43
MCVaR_150—2  196.61 261.02 21441 597.91
MCVaR_16, a2 197.84 263.06 21522 599.29
MCVaRy_15—3 196.81 261.36 214.54 603.99
MCVaRy_15 ,—25 201.33 268.89 217.55 667.13
MCVaR 15 050 205.86 276.48 220.57 692.51

Table 2.7: VaRgg9, CVaRg g9, MCVaR ) g, and MCVaR, », with mixedly dependent risks

*

*

*

! G2 €3 E(C X =2 6)s E[IX —c*s
=(2,1) 130 150 170 27.52 54.30
(2,2) 130 150 170 27.52 54.30
=(2,3) 130 150 170 27.52 54.30
=(2,4) 130 150 170 27.52 54.30
=(3,2) 136.52 156.89 174.89 19.34 55.15
(4,2) 140.98 161.60 178.30 14.80 56.71
=(5,2) 144.32 165.13 180.90 11.93 58.38

Table 2.8: Base capital, expected shortfalls of aggregate risks, and expected overall devia-

tions with mixedly dependent risks based on model (2.6.6)
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q To =i, F)Z-l(Q) E( L, Xi —x0)r X E(X; - F)?}(Q))Jr
(A, Ao) = (13,2) | 0.8636 559.68 1.6427 6.9052
(A, Ao) = (14,2) | 0.8682 561.78 1.5288 6.6238
(A, Ao) = (15,2) | 0.8723 563.73 1.4294 6.3915
(A, o) = (16,2) | 0.8760 565.54 1.3419 6.1436
(A, Xo) = (15,3) | 0.8819 568.42 1.2119 5.7939
(A, Ao) = (15,25) | 0.9629 628.53 0.1050 1.4812
(A, Ao) = (15,50) | 0.9804 656.06 0.0276 0.7208

Table 2.9: Base confidence levels, expected shortfalls of aggregate risks, and total expected
shortfalls of individual risks with mixedly dependent risks based on model (2.6.12)
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Chapter 3

A new approach to determine the
required capital for the aggregate

risk and individual risks

3.1 Introduction

In portfolio risk management, after quantifying risk with risk measures, deciding how
to allocate the available capital in the most efficient way is also an important topic. The
rules for deciding capital allocation are usually guided by risk measures. In this chapter, we
will develop a risk measure from the capital allocation perspective. Instead of discussing
risk measure properties, we focus more on comparing currently existing allocation principles
and with allocation principle based on our risk measure, and on how our model can be
viewed as a generalization of many existing allocation principles. In this model, we use
a similar idea to derive our multivariate risk measure as in the previous chapter: we
simultaneously obtain the risk measure for the entire portfolio, which is used as the optimal
total capital, and the risk measures for all the individual risk units in the portfolio which

are used as the optimal allocation to the individual risk units.

Currently, in most optimal capital allocation studies, it is assumed that a given total
capital K for a company will be allocated among its n (main) business lines with losses
X1, ..., X, respectively, and the predetermined total capital K is often determined by a de-
cision maker based on the aggregate risk S = >_I' ; X, of the company under a total capital
criterion, such as K = VaR,(S5) (VaR criterion) or K = CTE,(S) = E(S]|S > VaR,(95))
(CTE criterion), where 0 < ¢ < 1. The VaR and CTE criteria are two important ways to
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determine the required total capital for insurance companies and financial institutions. In
addition, under certain assumptions, VaR,(S) and CTE,(S) are the unique solutions to
the optimization problem

minE(§(s — )?) (3.1.1)

z€R v

with respective choices of £ and v, where £ is a random variable and v is a real number
such that & > 0 and % > 0. See, for instance, Furman and Zitikis (2008) and Cai
and Wang (2020). In fact, it is easy to see that the unique minimizer of problem (3.1.1)
is E(5). If € = Iisovary(s)) and v = P{S > VaR,(5)}, then CTE,(S) = E(4S). If
§ = Iiseay and v = P{S € A}, where A C R is a set satisfying E(S|S € A) = VaR,(95),
then VaR,(S) = E(£5). The existence of such a set A is proved in Proposition 3.7 of Cai

and Wang (2020) if S is a continuous random variable.

When a decision maker allocates the predetermined capital K among the n business
lines, they use a criterion to allocate a capital K; for business line i, i = 1,...,n, so that
?  K; = K. For example, the allocation (K71, ...., K,,) may be a solution that minimizes
an expected loss function that concerns the decision maker. For instance, (K7, ..., K,)

could be a solution to the optimization problem

{ MiN(K, . Ky)eR? D2ieq UiE(fiD(Xi;Ki» (3.1.2)

S.t. ?:1 KZ — K,

where &; and v; are non-negative random variables and positive real numbers, respectively,
1 = 1,...,n, and D is a function. With suitable choices of & and v; for, i = 1,...,n
and of D, the optimal solution (K7, ..., K,) to problem (3.1.2) can yield many interesting
capital allocation principles including CTE, haircut, covariance and proportional allocation
principles, and so on. See Dhaene, Tsanakas, et al. (2012) and Cai and Wang (2020)
for details. In such a capital allocation scheme, the required total capital K and the
corresponding allocation scheme are considered separately. If the required total capital K
is determined by the CTE or VaR criterion, the deviation between the aggregate risk S
and the required total capital K is the main concern for the decision maker. In this way,
the required total capital K only depends on the distribution of the aggregate risk and

ignores relationships among X, ..., X,,, S such as dependences and covariances.

When determining the required total capital K for the aggregate risk S of a company
and allocating the total capital K to business lines or individual risks of the company, the
decision maker is concerned not only with the deviation between the total capital K and the

aggregate risk S, but also with the total of the allocation deviations between the allocated
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capital K; and the individual risk X;, ¢ = 1,...,n. To balance the deviation between the
total capital K and the aggregate risk S and the total of the allocation deviations between
individual allocated capital K; and risk X;, ¢ = 1,...,n, in Section 3.2 we first consider how
to determine the optimal required total capital K* for a company and the corresponding
optimal allocation scheme (K7, ..., K) among the n business lines of the company, which

is formulated as the following optimization problem:

min g g, ... xcoerest (1= ) E(ED) (535)) + a £, v E(g Dy (X25)) ) (31
st YLK = K, h

where 0 < a < 1, v and v;, are positive real numbers, ¢ and &;, are non-negative random
variables, i = 1,...,n, and Dy and D»;, © = 1,...,n are real functions used to measure the
deviation between the total capital K and the aggregate risk .S and the allocation deviation
between the allocated capital K; and the individual risk X, respectively. We point out
that in optimization problem (3.1.3), there are n + 1 control variables K, K1, ..., K, and a
constraint > 1" ; K; = K.

As discussed in Zaks and Tsanakas (2014) and Cai and Wang (2020), in practice each
(main) business line of a company may further have several sub-business lines, assuming
that business line i has n; sub-business lines with loss random vector (X, ..., Xin,), ¢ =
1,...,n, the capital K; allocated to business line ¢ needs to be further allocated among the
n; sub-business lines of business line 4, say, a capital k;; is allocated to X;;, 7 = 1,...,n;,
so that 37", ki = Ky, @ = 1,...,n. In this scenario, the decision maker is also concerned
with the total of the allocation deviations between the capital k;; allocated to sub-business
line 75 and the risk X;;, 7 = 1,...,n;, ¢ = 1,...,n. To balance the deviations resulting
from the three levels (company, main business lines, and sub-business lines), in Section 3.3
we discuss how to determine the optimal required total capital K* for the company and
the corresponding optimal allocated capital K}, kJ;,
two levels of main business lines and sub-business lines at the same time. Such an optimal
allocation scheme can be formulated as follows: Let K = (K, Ky, ..., K,,), ki = (i1, ..., kin,),

it =1,...,n, and consider the following optimization problem:

MIN(K ;... kn)€RY {041UJE[¢D1<S_TK>} + o X wiE {fﬂiDzi(Xi;iKi)}
+ a3 X0 Y wiE {¢ijD3z‘j (Xfuifjkj)] } (3.1.4)
s.t. i Ki=K, YXiiikj=K;, i=1,..,n,

1=1,...n, j =1,...,n;, among the

where d 2 1+ n + S mi, the a; and 0 < a; < 1,7 = 1,2,3, satisfy 32, a; = 1, and
in addition, w, w;, and w;; are positive real numbers and v, v;, and 1);; are nonnegative

random variables.
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Note that in optimization problem (3.1.4), there are d control variables K, K;, k;j,
1=1,..,n,5=1,...,n;, and 1 +n constraints > 7 ; K; = K and Z?;l kij = K, i=1,..,n.

The rest of the chapter is organized as follows. In Section 3.2, we derive the unique
solution (K*, K},..., K*) to problem (3.1.3) when D;(z) = 2? and Dy(z) = 2*, i =
1,...,n, namely the allocation deviations are measured by (weighted) squared errors. We
show that many existing approaches for determining the required total capital, such as
VaR and CTE criteria, and allocation schemes such as CTE, haircut, proportional and
covariance allocation principles, and so on, are special or limiting cases of the unique
solution (K*, K7, ..., K}) to optimization problem (3.1.3) when D;(z) = 2 and Dy;(z) =
2%, i = 1,...,n. Moreover, these results clearly show the impact of a decision maker’s
attitude toward the allocation deviations at the three levels of company, main business
lines, and sub-business lines on the optimal required total capital and the optimal allocation
scheme. In Section 3.3, we extend the model in Section 3.2 to a three-level structure. We
again use the squared error deviation function to measure the allocation deviation for all of
the three levels and derive the unique solution for the three-level model. Furthermore, we
show that under special conditions, this model can be reduced to the model in Zaks and
Tsanakas (2014). In Section 3.4, we replace the squared error deviation function with an
absolute error deviation function as the measurement of allocation deviation. Under this
model, we discuss the conditions to guarantee the existence and uniqueness of the solution.
In Section 3.5, we provide a numerical illustration of the allocation method with two-level
model with both square error and absolute error deviation functions. We also compare our
allocation method with current existing allocation methods such as the haircut and CTE

principles. Concluding remarks are given in Section 3.6.

3.2 Optimal solutions based on weighted squared er-

rors for a company with main business lines

In this section, we discuss optimal required total capital and optimal allocation scheme
for a company with multiple business lines and consider problem (3.1.3) when D, (z) = 2?
and Dy; = 22, i = 1,...,n, namely the allocation deviations are measured by weighted

squared errors. In this case, problem (3.1.3) is reduced to the following problem:

{ MiN (k... K, ) €RH {(1 - O‘)E[% (S N K)Q] * O‘Z?ﬂE[% (X" B Ki)2” (3.2.1)

S.t. ?:1 Kl - K.
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To guarantee that problem (3.2.1) has a unique solution (K*, K7, ..., K}), we assume

that the following conditions hold.

Assumption 3.2.1. For problem (3.2.1), we assume that real numbers v and v;, and

random variables £ and &;, i = 1, ..., n, satisfy

E E(& .
3 >0, £ >0, <] > 0, & >0, i=1,..,n, (3.2.2)
v V; v U;
and that expectations E[$5%], E[$9], E[f}— X2, E[f}— Xi], i =1,...,n, exist. O

Denote the objective function in problem (3.2.1) by J(K, Kj, ..., K,,), namely,

JK, Ky o 1) = (1— a)]EF (5 - Kﬂ + aiE[g(X - Klﬂ. (3.2.3)

v V;

Note that by Assumption 3.2.1, we have
£ 2 £ £ £
0< E(U<S - K) ) —E(>5%) - 2K E(2 8) + K*E(2) < o0
for any K € R. Similarly, by Assumption 3.2.1, we have 0 < E(g— (XZ- — Ki>2> < oo for

any K; € R, i =1,...,n. Hence, the objective function J(K, K, ..., K,,) for problem (3.2.1)
is well defined.

Lemma 3.2.1. Under Assumption 3.2.1, the objective function J(K, Ky, ..., K,) defined

in (3.2.3) is a convex and coercive function of (K, Ky, ..., K,) € R""

Proof. Note that a quadratic function az® + bz + ¢ is a convex and coercive function of
2 2
x € R when a > 0. Thus, under Assumption 3.2.1, E[%(S — K) } and E{% (XZ- — Ki) }

are convex and coercive functions of K, K; € R, respectively, 1 = 1, ..., n.

It is well known that if f;(z;) is a convex and coercive function of z; € R, i =

1,...,m, then f(x) = X", fi(z;) is a convex and coercive function of x € R™, where
x = (1,...,%y). Hence, J(K, Kj,...,K,) defined in (3.2.3) is a convex and coercive
function of (K, K7, ..., K,,) € R"™. O

Theorem 3.2.2. Under Assumption 3.2.1, problem (3.2.1) has the following unique solu-
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tion:

* — B(a M o - E[&XZ]
K = f(a) 5 +6( ); EE] (3.2.4)
_ NBlaXi] 5 (EEES] SR E[GAX]
- X Ry X we ) (325)
* € X (o EES]  &E[GXi]
K; et o) (g > Ee] (3.2.6)
_ E[§Xi] IE1[)§] Y E&X,] i N
= R Tohog R we ) Then 020
where
1Ay — Vg
Bla) =1-B(a) o+ (=) S, (3.2.8)
and

g + (11— o) Xi 5

Proof. By Lemma 3.2.1, we know that problem (3.2.1) is a constrained convex optimization
problem and that the objective function J(K, K7, ..., K,) of the problem is convex and
coercive in (K, Ky, ..., K,,) € R""1. Hence, an optimal solution for problem (3.2.1) exists.

Denote the Lagrangian of problem (3.2.1) by

LK, K1, oo Koy A) = (1 — @E(f(s _ K)Q) n ai]E(g(X _ Ki>2> n A(iji _ K>.

; Vj i=1
Then, under Assumption 3.2.1, ]E(%(S — K)2) = E(% 52) — QKE(% S) + KQ]E(%) is

differentiable with respect to K and

OE(E(S - K
(U((’?K )) _ _2E(§(S_K)), (3.2.10)

2
Similarly, we have that E(% (XZ- — K,-) ) is differentiable with respect to K; and

61[-3(5— (Xi — Ki) ) _ —ZE(&(Xi _ Ki))- (3.2.11)

(%

Thus, the Lagrangian function L(K, Kj,..., K,,\) is differentiable with respect to each
of K, Kj,...,K,. Hence, a solution to problem (3.2.1) is any solution to the following
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equations or any solution satisfying the following Karush-Kuhn-Tucker (KKT) conditions

9L _ ),

0K

;’}; =0, i=1,..n, (3.2.12)
n K, =K.

By (3.2.10) and (3.2.11), we see that (3.2.12) is equivalent to

—2(1 - a)E[$(S - K)| =X =0,

—20E[%(X; - K;)|+A=0, i=1..n, (3.2.13)
The above equations are further equivalent to
E[£S] _ v
2 K = —giaym
X Ay -
vl — Ki =gl i=1..m, (3.2.14)
o K = K

Summing two sides of the equations on the second line in (3.2.14) for i = 1, ...,n and using

the constraint on the third line in (3.2.14), we obtain

L I
= E[&] a = El&]
which, together with the equation on the first line in (3.2.14), yields

ElgsS] REl&X] d AR o
B % El]  20-oEE 20X Bl

From the above equation, we obtain

)\ = 2a(1 — a)E[¢] ElS]  -E[6Xi]
AT T (- oE ”Emﬁ«:m 2 E[&]>
2(1 = o)E[¢]B() (E[ES] K E[6Xi]
= . (E[f] ; E[E] > (3.2.15)

Thus, using (3.2.15)

which yields the first expression (3.2.4) for K*. Then, the second expression (3.2.5) for K*
follows from (3.2.4) and B3(a) = 1 — f(a). Furthermore, using (3.2.15) and the equation
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on the second line in (3.2.14), we obtain

o - Bl&Xi] v
' E[fz] QQE[&]
_ E[§Xi] Vi 2(1 = o)E[{]B(e) (E[ES] K E[6X]
= “E] T 2aEE) b
_ E[5X] — E[¢
= gg O ( E: >

which yields the first expression (3.2.6) for K. Furthermore, by (3.2.5), we have

CEGX] 1 REGX]
; El&] (K — R[] )

Bla)
which, together with the first expression (3.2.6) for K}, yields that the second expression
(3.2.7) for K. It completes the proof of Theorem 3.2.2. O

Remark 3.2.3. By (3.2.8) and (3.2.9), we observe that 0 < 3(a), f(a), fi(a) < 1, i =

1,..,n, and B(a) = X%, B;(a). From the first expression (3.2.4) for K*, we see that
E[¢5]

E[¢]

risk) and Y7 ; E%f;(]] (the total of the expected weighted individual risks). From the first

expression (3.2.6) for K, we see that the optimal capital K allocated to business lines i is

equal to the base capital ]E]E[;j] which is the expected weighted risk for business line 7, plus a

E[£S] s E[6iX]
E[¢] =1 E[&]
between the expected weighted aggregate risk and the total of the expected weighted

the optimal required total capital K* is between (the expected weighted aggregate

loading or backup capital Bz-(oz)( ), which is proportional to the difference

individual risks with the loading factor ;(«). While from the second expression (3.2.5)
for K*, we see that the optimal required total capital K* is equal to the total of the base

capital for individual risks plus a loading or backup capital §(«) (% -, E]%[Z(]i] ), which
is proportional to the difference between the expected weighted aggregate risk and the total
of the expected weighted individual risks with the loading factor §;(«) = >, 8i(a), which

is the total of the loading factors for individual risks.

We also point out that the expected weighted aggregate risk =

IE[&]
ily equal to the total of the expected weighted individual risks >, % The opti-
mal required total Capltal K~ for the company satisfies that if ]Eﬁ < ZZ 1 E]Efg]], then
EEK] < K <EZZ 1 E[ CHE Zz]El Eg] < E[g] , then 7" ]1E E[g] < K E[g] ; and if
% =3, ]E[lgif}’ then K* = IES]. The relation between ﬂ and >0, E “ I depends

on the decision maker’s attitudes toward the aggregate risks and individual risks, which

are represented by the weighting factors &, &, 1 =1,...,n. 0

53



3.2.1 Special or limiting cases of Theorem 3.2.2

In this subsection, we consider some special or limiting cases of Theorem 3.2.2 and
show that Theorem 3.2.2 can yield many interesting results about how to determine the
optimal required total capital of a company and how to allocate the optimal required total

capital among its main business lines at the same time.

Proposition 3.2.4. (i) In Theorem 3.2.2, if
V; :E[ngZL 1= 17...,77,,

then the optimal allocation is reduced to the following proportional allocation principle

E[£ Xi]

K= 5 x K, (3.2.16)

=1 E[g]

where the optimal required total capital K* is given in Theorem 3.2.2.
(ii) In Theorem 3.2.2, if

E[§X;] _mie v ..
R v; = E[§X;], i=1,..,n, (3.2.17)

sz[f]i

then the optimal allocation is the proportional allocation principle (3.2.16) and the optimal

required total capital K* is given

E[$S] ~ E[§Xi]
K'=(1-a«a + « . 3.2.18
1=y O (3:215)
Proof. Under the condition that v; = E[§;X;], i = 1,...,n, by (3.2.7), we have
E[& Xi]
E[¢; X E[E] = E[G X
K = b (K- )
Blel v, i T 2 B
E[§ X;]
E[§X] E[&] . E[Xi]
. n  E[&X;] -
E[&Z] i=1 E[Ez] E[gl]
]E[ﬁ[iX]z‘]
E[¢; *
= o Eex E[&_Xi}K, 1=1,...n
=1 E[¢]
Further, if the conditions in (3.2.17) holds, then > 7 ; E?éi] =3, % = ﬁ, and hence
B(a) and B;(a) defined in (3.2.8) and (3.2.9) are reduced to 3(a) = 1 — f(a) = a. Thus,
(3.2.4) is reduced to (3.2.18). O
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Remark 3.2.5. Proportional allocation principle (3.2.16) has the same proportional weights
as the proportional allocation principle given in Proposition 3.11 of Cai and Wang (2020).
However, in our proportional allocation principle (3.2.16), the optimal required total cap-
ital K* is specified as well. We now discuss applications of Proposition 3.2.4 and give
interesting samples of the optimal required total capital and the proportional allocation

principle.
For any finite-valued mappings/risk measures p(S), p;(X;), i = 1, ..., n, if there exist
sets A, A; € R, i =1,...,n, satisfying

then by setting

I{S’GA} I{X'EA-} ) n

= == i:é) i:E l.Xi :17___7 , = is 3.2.19

S=Bsear STPeap UTEEX] v ;“ (3:2.19)

in Proposition 3.2.4, we see that E[¢(] = 1, E[¢;] = 1, i = 1, ..., n, the conditions in (3.2.17)
hold, and that

E[£S] E[§; X]
—— = E[5]5 € A] = p(9),
B oA g
Thus, (3.2.16) is reduced to the following proportional principle in terms of risk measures:
(X
K;k — npl( 7/)
i pi(Xi)

and the optimal required total capital K* in 3.2.18 is reduced to

x K*, (3.2.20)

K*=(1-a)p(S) + aipi(Xi). (3.2.21)

This proportional principle not only gives the optimal proportional weights, but also spec-
ifies the optimal required total capital K*, which is equal to the weighted sum of the risk

measure of the aggregate risk S and the total of the risk measures of individual risks. [

Remark 3.2.6. Assume that X, ..., X,,, S are continuous random variables.

(a) By Proposition 3.7 of Cai and Wang (2020), we know that there exist a set A C R
satisfying E(S|S € A) = VaR,(S5), furthermore, we take A; = {S > VaR,(95)},
i =1,...,n, thus, (3.2.20) and (3.2.21) are reduced to the following CTE allocation
principle

= K* 2.22
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where
K* = (1—«a)VaR,(S) + aCTE,(S). (3.2.23)

The optimal total capital criterion (3.2.23) and the corresponding CTE allocation
principle (3.2.22) are very interesting. As pointed out in Belles-Sampera et al. (2014),
if the required total capital for a company is determined by VaR, this capital may not
be sufficient for buffering the impact of a potential right-tail risk. If the required total
capital for a company is determined by CTE, this capital may be too conservative
or too much. A reasonable required total capital for a company might be between
VaR and CTE. Belles-Sampera et al. (2014) proposed a risk measure called GlueVaR,
which is between VaR and CTE, for the purpose of determining the required capital.
Total capital criterion (3.2.23) gives a simple way to determine the optimal required
total capital. If the decision maker puts more weight (small ) on the aggregate risk,
the required total capital will be close to VaR. If the decision maker puts more weight
(large ) on individual risks, the required total capital will be close to CTE. Hence,
using VaR or CTE as the reqired total capital for a company represents the decision
maker’s attitude towards the aggregate risk and individual risks. In general, our
results (3.2.23) and (3.2.22) say the optimal scheme to allocate an optimal required
total capital amounting between VaR and CTE, is the CTE allocation principle.

In addition, by Proposition 3.7 of Cai and Wang (2020), we know that there exist
sets A, A; C R, 7« = 1,...,n, satisfying E(S|S € A) = VaR,(5) and E(X;|X; €
A;) = VaR,(X;), i =1,...,n. Thus, (3.2.20) and (3.2.21) are reduced to the following

haircut principle

K = g x K*, 3.2.24
T VaR, (X) 3220

where
K* = (1—a)VaRy(S) +a ) _ VaR,(X;). (3.2.25)

i=1

If we take sets A = {S > VaR,(S)} and A; C R so that E(S|S € A) = CTE,(S) and
E(X|X € A;) = VaR,(X;), i = 1,...,n, then, (3.2.20) and (3.2.21) are reduced to the

following haircut principle

x K*, (3.2.26)



where

K* = (1—«a)CTE,(S) + azn:VaRq(Xi). (3.2.27)

i=1

Note that the optimal required total capital K* in (3.2.26) and (3.2.24) are different
and they are determined by (3.2.27) and (3.2.25), respectively.

(d) If we take sets A = {S > VaR,(5)} and A; = {X; > VaR, (X))}, i = 1,...,n, then,
(3.2.20) and (3.2.21) are reduced to the following CTE principle

CTE,(X;)

" S OTE,(X) (9:2:25)
where
K* = (1 - a)CTE,(S) +a)_ CTE,(X;). (3.2.29)
=1
O

Example 3.2.1. Similarly the assumptions used in Dhaene, Tsanakas, et al. (2012), in
Theorem 3.2.2, if E[¢] = 1, E[§] =1, X, v; = v, i = 1,...,n, then, by (3.2.8), we have
B(a) = 1 — B(a) = «a, and the optimal required total capital and the optimal allocation
are reduced to

n

K* = (1-a)E[S]+a Y E[&X)]

i=1

e _ mlex]+ (kST EEX]). e
K = E[@X@HU(K ;E[@Xl]), i=1,..n

We point out that the optimal allocation expressions for K are the main result of Theorem
1 in Zaks and Tsanakas (2014) when the required total capital is calculated as (1—«) E[£S]+
a i BIG X O

Example 3.2.2. In Theorem 3.2.2, if {, = &, 7 = 1,...,n, then the optimal required total

capital and the optimal allocation are reduced to

K* — Ek&5]
E[¢] ° 3.2.30
{K; = ]El[géi], i=1,..,n. ( )

In this special case, we notice that the exposure parameters v and v; and the preference
parameter o do not affect the optimal solution. In fact, from the proof of Theorem 3.2.2,
we find that if § =&, i = 1,...,n, then, from (3.2.15), we have A = 0, which, together with
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(3.2.14), yields (3.2.30) and shows how the effects of the exposure parameters v and v; and
the preference parameter o disappear in the optimal solution. Intuitively, when §; = &,
1 =1,...,n, the sum > " ; &X; of the weighted losses from all the business lines is equal to
the weighted loss £S5 of the enterprise, and the decision maker’s attitudes towards all the
business lines and the enterprise are the same. Hence, the exposure parameters v and v;

and the preference parameter o do not affect the optimal solution.

In particular, if & = € = %’ i = 1,...,n, then (3.2.30) is reduced to the

well-known CTE principle:

{ K* = CTE,(9), (3.2.31)

Kr = E[X;|S > VaRy(S)], i=1,...n.

In this principle, the required total capital is determined by CTE of the aggregate risk and
the capital allocated to a business lines is the conditional expected risk of the business line
conditioning on that the aggregate risk of a company exceeds its VaR. Hence, the CTE

allocation principle is a special case of our model.

In addition, from (3.2.30), we find that many of the existing multivariate CTE risk
measures can be viewed as the special cases of Theorem 3.2.2 when §; =&, i=1,...,n. In
fact, if £ = & =14, i = 1,...,n, where A is an event associated with X, ..., X,, S, then
(3.2.30) is reduced to

K = YL E[XG|A],
. (3.2.32)
Kr = E[X|4], i=1,...,n.
In the followings, we list several interesting examples of the event A.
(i) If
A={X; > VaR,(Xy),..., X, > VaR,(X,,) }, (3.2.33)

then (3.2.32) recovers the MCTE risk measure of Landsman et al. (2016). In this
case, event A means that the losses of all the n business lines exceed the respective
threshold levels that are determined by VaR,.

(ii) If
A={X, > VaRy(X1)} U+ U {X, > VaR,(X.)}, (3.2.34)

then (3.2.32) recovers the example of Cai et al. (2017). In this case, event A means
that the loss of at least one of the n business lines exceeds the its threshold level that
is determined by VaR,.
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(iii) Moreover, we can also consider the event A as the joint situation of the business lines

and the company such as:
A={X; > VaR,(Xy),..., X, > VaR,(X,,), S > VaR,(5)} (3.2.35)
and

A={X; > VaR (X))} U--- U {X, > VaR,(X,)} U{S > VaR,(S)}. (3.2.36)

All of the four extreme events of A involve all of the business lines or individual risks.
In those scenarios, the optimal required total capital for the company is the conditional
expectation of the aggregate risk of the company conditioning on occurrence of the extreme
event A, and the optimal capital allocated to business line 7 or individual risk X; is the
conditional expected risk of this business line conditioning on occurrence of the same

extreme event A. O

Example 3.2.3. (i) In Theorem 3.2.2, if

£ =Issvary(9)), & = lixi>var,, (x0y, v = E[G]E[Xi] >0, v =E[{]E[S] >0,

where 0 < ¢ <1,0<¢q; <1,7=1,...,n, then, the optimal required total capital and the

optimal allocation are reduced to

{ K* = (1-a)CTE(S) + a i, CTE, (X)) (3.2.37)

K; = CTEg(X:) + (1 —a)8il x (CTE,(S) — i, CTE,(X3)), i=1,..,n

In this example, the optimal required total capital K* is a weighted sum of the CTE of
the aggregated risk at the required confidence level ¢ for the company and the total of the
CTEs of the individual risks at their own required confidence levels ¢;, i = 1,...,n. The
optimal capital K allocated to business line i is equal to the base capital CTE,, (X;), which
is the CTE of the risk of business line i at the required confidence level g; for business line
i, plus a loading or backup capital (1 — a)I]EE[[);] X (CTEq(S) - >, CTE, (Xi)), which is
proportional to the difference between the CTE of the aggregate risk and the total of the

CTEs of individual risks with the loading factor (1 — a)3k.

(ii) In Theorem 3.2.2, if

§ = Lisovary(s)), & = lix,>var, (x)y, Vi = E[§] Cov(X;, S) >0, v=E[{]Var(S) >0,

where 0 < ¢ < 1,0<¢q; <1,7=1,...,n, then, the optimal required total capital and the

optimal allocation are reduced to

{ K* = (1—a)CTE,(S) +a ¥, CTE, (X;),

K} = CTEq (X)) + (1 - a) %) 5 (CTE,(S) - X, CTE, (X)), i=1,..,

(3.2.38)
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(iii) In general, let p(X,S), h(X,S), pi(X,S) hi(X,S), i =1,...,n, be mappings/risk
measures from (X, 5) to R, where X = (Xy,..., X,,) and >7 , hi(X, S) = (X, S). Thus,
in Theorem 3.2.2, if

5 = I{SGA}7 v = E[é] h(X’ S) > 07 §Z - I{XiEAi}? Vi = E[Ez] hz(X7 S) > 07 L= 17 ey Ty
where the sets A, A; € R, i =1, ..., n, satisfy

then, the optimal required total capital and the optimal allocation are reduced to

(3.2.39)

K* = (1-a)p(X, S)+aXi, p(X,9),
K; = pi(X, 8)+ (1 — )58 x (p(X, 9) = 2, pi(X, 8)), i=1,...,n.
O

Example 3.2.4. (i) In Theorem 3.2.2, if @ — 0, then B(a) — 0, B(a) — 1, Bi(a) —
L 2
5 £i(0), and

i=1 E[§
* E[ES]
P (3.2.40)
* E[&i X;] 1 EeS]  —n  EEX]) - 2.
Ki - [gz] + -1 ]E ( 5] =1 E[éz} )7 1= 1, ciey n.

In this limiting case of @ — 0, from (3.2.1), we see that the main concern of the decision
maker is the deviation between the aggregate risk and the required total capital. The
optimal required total capital K* is approximating to the expected weighted aggregated
risk and the optimal capital K allocated to main business line ¢ is approximating to the

base capital ]E[E"Xi], which is the expected weighted risk for business line 7, plus a loading

E[&]
Bi(0 )(E]E[ES ] A ]E]%MX]]), which is proportional to the difference between the expected

weighted aggregate risk and the total of the expected weighted individual risks with the
loading factor 3;(0). By (3.2.40), we see Theorem 1 of Dhaene, Tsanakas, et al. (2012) is the

limiting case of Theorem 3.2.2 when o« — 0 and the given total capital K in Theorem 1 of

E[¢S]
E[g) -

In addition, we notice that the exposure parameter v does not affect the optimal solution in

Dhaene, Tsanakas, et al. (2012) is determined by the expected weighted aggregate risk

this limiting case. In fact, from Theorem 3.2.2, we find that the exposure parameter v affect
the optimal solution only through the weights (c), f(«), fi(a), i = 1,...,n. Obviously,
when o — 0, the exposure parameter v disappears in all the weights 3(a), 3(a), Bi(a),

t=1,...,n, in the limiting case.
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(ii) In Theorem 3.2.2, if & — 1, then B(a) — 1, f(a) — 0, Bi(a) — 0, and

(5 - mw

* El&X:]
K — ] 1=1,...,n.

(3.2.41)

In this limiting case of @ — 1, from (3.2.1), we see that the main concern of the decision
maker is the total of the allocation deviations among individual risks and the corresponding
allocated capital. The optimal required total capital K* is approximating to the total of the
expected weighted individual risks and the optimal capital K} allocated to main business
line ¢ is approximating to the expected weighted risk of the business line. In this limiting
case, we notice that all the exposure parameters v, v;, ¢ = 1,...,n, have no effect in the
optimal solution in the limiting case. In fact, from Theorem 3.2.2, we find that the exposure
parameters v, v;, i = 1,...,n, affect the optimal solution only through the weights 5(«),
B(a), Bi(a), 1 =1,...,n. Obviously, when o — 1, the exposure parameters v, v;,i = 1, ..., n,

disappear in all the weights 8(a), f(«), Bi(a), i = 1,...,n, in the limiting case. O

3.3 Optimal solutions based on weighted squared er-
rors for a company with main business lines and

sub-business lines

In this section, we discuss optimal required total capital and optimal allocation scheme
for a company with main business lines and sub-business lines and consider problem (3.1.4)
when D;(z) = 2% and Dy; = 22, i = 1,...,n, namely the allocation deviations are measured
by (weighted) squared errors. In this case, problem (3.1.4) is reduced to the following

problem:

+az Xy Y E[% (Xij — kz‘j)ﬂ} (3.3.1)
s.t. ,?:1 KZ :K7 2?121 k'LJ :KZ 1= 1,,%

To guarantee that problem (3.3.1) has a unique solution (K* k7, ..., k"), we assume that

the following conditions hold.

Assumption 3.3.1. For problem (3.3.1), we assume that real numbers w, w;, w;;, and

random variables ¥, 5, ¥4, i =1,...,n, j = 1, ..., n;, satisfy

Yoo Yisg Yusg EWL o Bl o EWy
w W; W5 w w; w;j

>0, i=1,...n j=1,..832)
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Y

and expectations E[£5?], E[25], E[%XE], IE[Z’]—ZXZ], B[ X7, B[ X, i=1,..,n

Wi 5 Wi 5

j=1,...,n;, exist. 0
Denote the objective function in problem (3.3.1) by J(K, Ky, ..., ky), namely,

JK,ky,...ky) = oE [K(S—K)Q]+a2§E[Z(Xi—KZ-)2]

YV E M}] kij)2]. (3.3.3)

i=1j5=1

Lemma 3.3.1. Under Assumption 3.5.1, the objective function J(K, Ky, ...,ky,) defined in
(3.3.3) is a conver and coercive function of (K, ky,....kyn) in RY, whered = 1+n+3X" n;.

Proof. Clearly, under Assumption 3.3.1, E{% (S— K)2} , E[% (Xz- —Ki)2} , and E[zﬁj (Xij —
kij>2} are convex and coercive functions of K, K;, k;;, respectively. Hence, J(K, ki, ..., ky)

defined in (3.3.3) is a convex and coercive function of (K, kg, ...,k,) on R% O

Theorem 3.3.2. Under Assumption 3.3.1, problem (3.3.1) has the following unique solu-

tion:
. E[yS] | < < E[1); X;] o Efi; X
K == (5 y 5 T 1 + 5 ) ) [ ) + 1 ) T, 1
(al 6% 043) E[¢] (Oél (oD Oé3) ; (5 (OK2 Oé3) E[¢] 6( Q2 3)]21 ]E[l/}”}
E[:.X; Bl Xy
K = fi(ag,a3) ]Efw] | + Bi( o, o3) > %w
) j=1 %
| E[ys] _ & E[y:X] o Bl Xy
+ 0,(@1,a2,a3)< E[y] Zz::l (51( ag,a3) E[i] +Bz< Qa, 3)]2:1 E[dy] >>,
iXil o~ E[i; Xi;
= Bilag, as) [Q@M ] + Bi(g, a3) Z %}Wg]]
j=1 i
0i(a1, s, o3) K — - _ E[¢i X;] 3. o~ Ethi; Xij) -
+ (Ckl, as, 063) < ; (/Bz(a% leg) E[¢z] + 62(042, a3)j2::1 ]E[w”] ))a 1=1,..
) E[t)i; Xij] Bl f e Efyi X .
k; - Jw KZ - TTmor. 1) 17 ) 10y = 17 s 1oty
i W%]] * Z] 1 ]E[QZZ]} ( j=1 E[¢zg] ) " J "
where
~ _ _ _ Oégﬁw)
O, az,a5) = 1= 9(ar, az,a3) oy T 01 iy Bilae, as) gy (334
3 _ 1_3 _ O350
Bi(az, as) 1 — Bi(ag, as) agE( o ZJ 1 IEEZZ]} , (3.3.5)
ei(Oél, g, @3) = 61(6%27 a3> alwl (336)

A =77 IE( + aq ZZ 1 /Bl(a27 043) [wz]
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Proof. By Lemma 3.3.1, we know that problem (3.3.1) is a constrained convex optimization
problem and that the objective function of the problem is convex and coercive. Hence,
optimal solutions for problem (3.3.1) do exist. Denote the Lagrangian of problem (3.3.1)
by

LK, K1, oo, Kn, A Ary oy Ap) = alE[z(S - K)Z] + iE[i (X; — Ki)?]
=1 ?

—l—agizE{ww k;ij)2]+/\<§:1Ki—K>+§:l/\i<Ki—;§:lkij).

i=1j=1

Under Assumption 3.3.1, it is easy to see that the Lagrangian function L(K, ky, ..., kn, A, A1, ...

is differentiable. Hence, a solution to problem (3.3.1) is any solution to the following equa-

tions or any solution satisfying the following Karush-Kuhn-Tucker (KKT) conditions:

oL _
7% =0,
oL L
Tm—o, Z—l,...,n 337
T (33.7)
o = i=1,..,n, j=1,..n;
?1K K Z kij:Ki; 2217,71
It is easy to see that (3.3.7) is equivalent to
—20E[£(S - K)] - A =0,
—QQQE{%<XZ-—IQ)} A+ N=0, i=1,..,n, (335)
Vij . . o
—2a3E[w; (Xi - kw)} -A=0, i=1,...n, 7=1,..,n;
i Ki=K, YXiikj=K, i=1,.,n
The above equations are further equivalent to
EWS] 1o w
i e B
i X _ (AtAD)w; S
o] - K, = SosBlo] LT 1,...,n, (3.3.9)
Eli; Xi) _ ki At 1=1,...,n =1,...,n o
E[ww] - 2,131@[#,1.].]7 =L.,n J7=14 s 1y

i Ki=K, Yiikj=K, i=1,.,n

Summing two sides of the equations on the third line in (3.3.9) for j = 1,...,n; and using

the constraint on the fourth line in (3.3.9), we obtain

o B Xy] e A g (3.3.10)
o Elvyl 203 5 Ethyj]
which yields
205 Y5, Sl o K 2ash; 203K,
)\i - _ njz 1 w[iWw} + nia?) wzij _ Qa3 4 a3 17 (3311)
22551 By 2551 By 9i 9i
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where

h; = BE T 9i = L
32221 E[1y] j=1 E[1)5]
Substituting (3.3.11) into the second line of (3.3.9), we get
E[szz] K — )\U)Z hz-ozgwi a3W;
E[¢] ' 20 E[¢]  gicoR[hi]  giaoE (1) "
Rearranging the above equation, we get,
El; X; i Aw; hiazw;
iXi] (1 + W) p= o Tudsti (3.3.12)
El¢i] gico B (1)) 20B[hi]  gicoE[Y)]
Note that
1 (1)) Z?;l Eﬁf.] ~
a3W; - n; = W; 4 = 62'(042, O{g) = 1 - /8i(OZ2, O{g),
1+ giazle(zlﬂi) Q3W; +- a2E<wi> Zj:l E[T#Zj]

where S;(as, as) and f;(as, as) are defined in (3.3.5). Thus, equation (3.3.12) is reduced
to

EW@] QOCQE[TM N 91'042]E[¢i]

Summing two sides of the above equations for ¢ = 1,...,n and using the constraint on the
fourth line in (3.3.9), we obtain

El¢; X; Aw; h;sw; ,
Bi(ag, a3) WiXi] _ K; = Bi(az, as) ( > ) L i=1,..,n.

- E[1; X;] _ = A Aw; _ hiazw;
;@(Oéz,@:z) E[QM - K= ;@(@2,%) (2042E[¢i] giQZE[wi]> )

which, together with the equation on the first line in (3.3.9), yields

E[¢S] n E[¢; X;] L Aw B " I Aw; B h;osw;
Blg] )R] T TomEy] e <2a2E[w4 giaZE[w@-f)'m)
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Thus, solving (3.3.13) for A, we get

-1
W;
o (2041E¢ +Zﬁl o2, 03) 2E(¢z)> -

" E hiozng
(W - ;51'(0427 3) ]E Zﬁl 4z, ) gicx 2E[¢i]>
)

B QOélE( X
w+ 20, E(¢) Y 151(0427@3)%

EWS] 5 4,y ) BN e T 2
(EW iz—:l(ﬁ’(% ) g O ) R,

] 1 E4s;]
B 2a1E(¢) X
w~+ 204 E(¢) Yo, Bila, 0‘3)%

%_" (g, E[tiXi] aanE[ ]
(E[w] ;(6’( 2 0) E[t);] + Bilas, 05) 3 E[y )) (3.3.14)

Jj=1

where, the last equality follows from

Bi(a27a3) o Q3W;
Bilaz,a3) B[] YT, u;[f/}

Next, from (3.3.10) and the second line of (3.3.9), we get

E[¢4] Elvi]  200E][ M

which implies

-1
E[¢ o~ E[1i; Xi4] Aw; W & Wi
N = - —
’ ( ,QZ% ; E ¢z]] 20‘2E[wz] ) 8 (2042153[%] * ; 20‘3E[¢z]])

E[¢ > Bl Xis] AW; QOQJE[%]
( E j=1 EW”] QOQEWJZ]> x W; + QQQE[,@bl] j= 1% (3315)
Substituting equation (3.3.14) into the first line of equation (3.3.9), we get
K = E[yS] w
E[v] w + 200 E () Xy Bioe, 03) 5o
EpS] & s E[y; X;] o 1 X
X ( E[@b] ; (51(0627043) E[@Z)z] 5 (0427053)JZ1 E[¢z]] ))
= 5(0&1, o, Oég) I?é/léf]’] -+ S(Oél, 9, 043) zil (ﬁi(ag, (X3)E}£§ZE;;§J + B (062, Oég)gnZil E][I;?[Z)j”]) s
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which yields the expression for K* in Theorem 3.3.2, where §(ay, aa, as) and d(ay, aa, as)
are defined in (3.3.4).

Next, we derive the expressions for K in Theorem 3.3.2. From the second line of
equation (3.3.9), we get
EiXi] (A + M)w

K; = Efo] ~ 2asEli] (3.3.16)

By (3.3.15), we have

E[Y: X;] & By Xy Aw; 20421['3[%]
A+ = A — — _
" + El] 2 Elby 2a2E[wi]) : (wzmﬁ[wz] PR
W
N )\(1 U}Z‘f'OéQEW)]ZJ 10[3?15@111)
[wz z] _ % E[ww 1]] 20421[“3[%]
i ( Elyi] jz=:1 E[t)i;] ) : <wz+a2E[wl] S5 skl ]>’

which, together with (3.3.16), implies

o [% ]_ W; W;
e = E[¢4] 2042E[¢i])\(1 w; + ] 3 T )

-7 1 asE[ti;)
o wi (ElgiXi] i: EliXi] | 20@5[%]
20E[0] \ E[s] 5 Ely] w; + B[] XL ph
. wi — E[¢i X;] 4 wi - i E[4)i; Xij]
wi + B 5L g ) Bl wi+ B[] Y50 o i3 Elvy]

I -
200 [1);] w; + B[] 35, asg[:]bm]

Ely; X; 5 o~ Bl Xi i,
= Bi(ag,as) H[-;/[Jw] ] + Bi(ag, a3) Z; Eg[j/}j]ﬂ - 252;?[;(]13)‘
i Jj= L !
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By (3.3.14), we have

_wirBi(ag,a5) aE(y) B (v, crg)—
202 E[1)i] w+aEW) S Bilas, as) iy ) B[]
E[4S] & [1i X] o~ B[y Xy
X (EW] - ; (51(042@3) E[¢] + Bil s, 3)]2:1 Ef¢y] ))
alE(¢)

= (5(0(1, g, Oé3>61 Q, 013)

R )

_ = [wz z] A o E[szz]
= 0 (0417042,043) (W ; ( (ag, as) E[%] + Bi (0427043); ]E[zjﬂij]j
where
N arE(¢)w; _ Bi(ag, az) Q1 W;

0;(aq, o, a3) = (g, ao, ag) Bi(aa, a o X ,
( 1, &2 3) ( 1, &2 3)6( 2 3) OQ]EW}Z]w 052153(1/))"’_051 ZZ 16@(0527053)W E[d}l]

which is the definition 60;(ay, asg, a3) given in (3.3.6). Thus, we get

K; = 51’(042,043)EWE;}‘]Z]+5@ 2, (3 Z ¢2J]ZJ
7 j=1 1

+ 0, (al,az,a3)< IEEQ[/}S g; < Qg, (3) I[E%QZ]Z] —1—51 g, (3 ;E][E ]))

which yields the first expression for K in Theorem 3.3.2.

By replacing 0(a, g, a3) by 1 — §(aq, ag, a3) in the expression of K* in Theorem
3.3.2, we obtain

Z( o) g+ “2’“3nZEE ]>

]:1 ’L]

which, together with the first expression of K in Theorem 3.3.2, yields the second expres-
sion of K in Theorem 3.3.2.



Next, by the third line of equation (3.3.9) and equation (3.3.11), we get
E[ti; Xi;] Aiwi;

kii = —
’ E[4i;] 203 E [ty
n; ]E[wu ’LJ]
_ Bl Xy] (Za‘ UEy) G ) Wi
E[yy] SiLiEns ie g/ Bl
E[¢Z]Xz]] + n]f:[wljjz]uw (Kz nz EW)Z] U])7

E[%;] Zj:l E[ti;] j=1 [ww]

which yields the expression for £j; in Theorem 3.3.2. O

Remark 3.3.3. From Theorem 3.3.2, we observe that 0 < §(aq, ag, ag), 5(@1, a2, a3) <1
and that 0 < S;(aq, as), Bi(Oég,ag), 0;(a1, a0, 3) < 1,4 =1,...,n. From the expressions of
K*, K7, and k}; given in Theorem 3.3.2, we see that the optimal required total capital K*
for the company is between the expected weighted aggregate risk of the company and the
weighted sum of the expected weighted losses of main business and sub-business lines. We
point out that the expected weighted aggregate risk of a company is not necessarily equal
to the total of the expected weighted risks of the main business and sub-business lines of

the company. If fact, the optimal required total capital K* for the company satisfies that
B n ElYi 'L nz E[i; X
it H;[ib]] < Xim <5i(0427043) X 4 Bi(ag, as) > [IlEZ)[szJ]J]> then

E[yS] _ < EiXi] | a5~ By Xy,
T <K< X (Alassan) gt + Alasa) TG )

if 370 <Bz(az,043) Ely:Xy] Z +ﬁz(042,043)2?21 E[fé’[;f]f]) < Eﬁg] then

n

Ef; X o Elthy; Xy . _ E[£S]
ZZ(BZ (IQ,O[g) E['@Z}] +5z( ); E[¢zg] ><K <ma

and if ]E]E%Sj =", (ﬁi(ag, as) ]E]%[’; i+ 51(042, a3) >0y ]E[]mi}“]), then

o ElS]
E[+]
The relation between [ws and Y <B¢(042, as) ngf]] + Bi(ag, ) 25y quEﬂ[jbf]] ]> depends

on the decision maker’s attltudes toward the aggregate risks of the company and individ-
ual risks of the main business lines and sub-business lines, which are represented by the

weighting factors ¥, ¥;, ¥y, 1 =1,...,n, 7 =1,...,n;

Moreover, from the expression for K* in Theorem 3.3.2, we observe that at the top

level, the optimal required capital K* for the enterprise is the weighed sum of the adjusted

68



expected losses from all the three levels: the enterprise, the main business lines, and the
sub-business lines. At the second level, from the second expression for K in Theorem
3.3.2, we find that the optimal capital K allocated to main business line 7 is equal to a
base capital, which is a weighed sum of the adjusted expected losses of all the main business
lines and the sub-business lines in the enterprise, plus a loading or a back up capital, which
is proportional to the difference between the required total capital K™ for the enterprise
and the weighed sum of the adjusted expected losses from all the main business lines and
the sub-business lines in the enterprise, with a loading factor %. At the bottom
level or the level of the sub-business lines, the optimal capital £;; allocated to sub-business
lines ij is equal to a base capital, which is the adjusted expected loss of sub-business line
17, plus a loading or a back up capital, which is proportional to the difference between the

capital allocated to main business line ¢ and the total of the adjusted expected losses from

all the sub-business lines in main business line ¢, with a loading factor Zn[wiﬂ]u” O]
=1 E[¥y;]

3.3.1 Special or limiting cases of Theorem 3.3.2

In this subsection, we consider some special or limiting cases of Theorem 3.3.2 and
show Theorem 3.3.2 can yield many interesting results about how to determine the optimal
required total capital of a company and how to allocate the optimal required total capital

among the main business lines and their sub-business lines at the same time.
Proposition 3.3.4. (i) In Theorem 3.3.2, if
w; = E[szzL Wyj = E[¢13XZ]], 1= ]., ., N, j = ]., -y Ny, (3317)

then, the optimal allocations among the main business lines and the sub-business lines are

respectively reduced to the following proportional allocation principles

@'(042, 043) Elviy]

* E[t);] * .
K = — x K* i=1,..n, (3.3.18)
iy Biln, ag) et
E[Iéﬁfin]ij]
x Pij % - .
kl] = EW]E—[lJZJZJ-Xu] X K’i’ 1 = 17...,7’1, j = 1,...,7’%, (3319)
J=1 Elghy]

where the optimal required total capital K* and the weights B;(az, as), i = 1, ...,n, are given
in Theorem 3.3.2.

(7i) In Theorem 3.3.2, if

w; = B[ Xi], wiy =E[y; Xy, i=1,..,n, j=1..n;,
w = E[Y] XL, Bi(az, as) Eﬁ;ﬁ”,
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then, the optimal allocations among the main business lines and the sub-business lines are
reduced to the proportional allocation principles (3.3.18) and (3.3.19), respectively, and the

optimal required total capital K* is given by

(03] E['LpS] (6) n

Z(ﬁi%as) CURINN iE ” ]3>3 21)

K* = X +
aq + Qo E[y] o +ag E[v);]

where B;(aa, a3), Bilas, as), i = 1,...,n, are given in Theorem 3.3.2.

Proof. By (3.3.4), (3.3.5), and (3.3.6), we have

- (6D) Z 1 szj
By, a5) = i, aug) x ——— =il

A3
and
Oilon, an,05) _ Piloa as) X gy Bi(as, az) x 7Ly O
d(a1, ag, a3) > i ﬁi(ozz,a:a)% S B, as) X > Eﬁ;;}

(i) Under the conditions in (3.3.17), by the second expression for K in Theorem 3.3.2,

we have

x K*

Elt; X;] + Bia )nz E[1i; Xy5] n O; (v, g, )

BT ) T ) 2R T T Bl anea

_bi(ar, a9, 03) i (52‘(0427043) E[%ﬁz]) _ bi(ar, a9, 03) i (61‘(0527053) i E[i; Xij)

(5(051’ a2, a3) i=1 E[@Z)z
E[¢); Xi]

6(ar, ag, a3) = o Efyyl

9@'(0417 Qg, 043) = EWUXM]

= </ N K* 7/ ) ~i )
d(aq, g, ai3) XK filag, o) Eft] T iloz; as) o Elyl
Bilaz,a9) 50y & | Bl
= ﬁi(aza%)E][E%i Z@ g, (r3) K]
Bilos, ag) x T3t B! o ) - EfYi, X,
_ = 151(04%043) XZ g{i : Zl( Q2, (3 ]2:1 Elty] >,
_ Glananay)

5(051, g, Oé3)

E[; X;]
__Plon o)y i=1,..n
. o N
>oicy Bilag, az) I[Ew[wi]]

Moreover, under the conditions in (3.3.17), by the expression for kj; in Theorem 3.3.2, we
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have

g = EXy | O (1: - 3~ Bl
’ Elpul s, Sl V3 Bl
_ ElyXyl e oo Bl Xa]
E[t4] Z?Ll%ﬁj] ' E[ti;]

Efi; Xiz]
By *

Bl g i1 n, =1,
n; E[wl]X’LJ} 7 3 ) ? ) Y (2
2k E[tbi;]
(ii) If the conditions in (3.3.20) hold, then by (3.3.4), we see that 0(ay, s, a3) is

reduced to

~ le%)
) = 1-94 =
(a1, g, 3) (o1, 9, 3) ay+ oy’
which, together with the expression for K* in Theorem 3.3.2, yields (3.3.21). O

Remark 3.3.5. The above proposition is an extension of the proportional allocation prin-
ciple for a two-level company in Proposition 3.2.4 to a three-level organization structure.
We point out that besides the conditions in (3.3.20), if

E[:iXi]) = Elgy] Y —=2-90 =1,..,m, (3.3.22)

then the proportional allocation principles (3.3.18) and (3.3.19) and the optimal required
total capital (3.3.21) are reduced to

E[?ﬂ[iX]i]
K’L = m X K s 1 = 1, ,n,
=1 E[y]
W[u ]zy]
* _ Ewm * - y .
ki = —Z’-“ Rl X0 x K7, 1=1,..,n, j=1,..,n,,
J=1" Ely;]
E i TR X
o - I [@/JS] [a%) 3 ( Vi Xi] i X 3 [ U])
a;+ay  E[Y] a1 +ay i \ag + Oé3 Wz] az+az o E[y]

ay EWS] Qs &
a1+ Qo X ]E[@D] 041 + o Z z]

=1

respectively. If fact, the conditions in (3.3.22) imply

a3
)
Q3 + (6%)

Bilaz, a3) = 1 — Bi(an, a3) =

1=1,..,n.
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For instance, in Proposition 3.3.4, let sets A, A;, A;; satisfy

and let

Iiseay Lixeal Ixgeayy
= WEA = )= =1,
v P{S € A}’ v P{X; € A;} Vi P{X, € Ay}

and

CK2+043Z 1

thus E[¢] = 1, E[¢] = 1, E[¢;] = 1, E[¢S] = VaR,(9), E[¢;X;] = E[X;|X; > VaR,(X;)] =

CTEq<X1), E[meZ]] = E[XU|XZ > VaRq(XZ)], 7= 1, . n, j = 1, ey Ny, and
i B[ Xy
Bl = B, > VaR, ()] = 3B, > VaRy (X)) = Bfy] 3 “e
Jj=1 v

which mean that the conditions in (3.3.22) hold and 3;(ae, a3) =

a2+a

. Hence, all the con-

ditions in (3.3.20) and (3.3.22) hold. Thus, the proportional allocation principles (3.3.18)

and (3.3.19) and the optimal required total capital (3.3.21) are reduced to

K = CTE,(X:) K* i=1,..,n,
iz1 CTE,(X;)

* = K’ =1,.. =1,...,n;
km CTE (X) X I, 1 yees 1y ] y ey Ty
K* = VaR,(S) + E[X;|X; > VaR,(X;

041+C¥2 & ( ) 041—1—042; ‘ & ( >]

n

- VaR,(S) + —2— 3" CTE,(X)).

a + (6%} oy + o i—

respectively. Note that the above example, we assume X; = Z?;l X

ijy ¥ = 1,...,

1,...,ni.

n,j =

O

Example 3.3.1. Similarly to the assumptions used in Zaks and Tsanakas (2014), in The-

orem 3.3.2, if E[¢] = 1, E[¢;] = 1, E[¢p;5] = 1, X0 w; = w, Y0 wy; = w;, @ =1, ..,

j=1,...,n; then, by (3.3.5), (3.3.4), and (3.3.6), we have

~ ag
(g, 03) = 1= [i(ag,a3) = ,
Bi(az, a3) Bi(az, a3) o + o
ar,a9,a3) = 1—0(ar,a,03) = g+ as,
Qi(OébOéQ,Oé?)) = ale-
w
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Thus, the optimal solution in Theorem 3.3.2 are reduced to

K* = oqE[WS] + as iE[%X@] + a3 i i Efti; Xij1,

i=1 j=1
Qo
K = ——E[¥;X;]+ E[vi; X;
! Q9 + (0%} [w (0% + 042 Z w J ]
Qw; n n

+

<K CVQ—FangwZ i +QSZ;E¢1] 1]> 1=1,...,n,

i=1

* Wij * . .
kij = E[wszz]] + w](Kl — ZEthXZ]])? 1 = 1, ., n, ] = 1, ., Ny
7 j=1

We point out that the optimal allocation expressions for K, and k;; are the main results

of section 3 in Zaks and Tsanakas (2014) when the required total capital is calculated as
K* = aiE[YS] + a2 30 E[Yi Xi] + a3 207 2075 Bl Xij). O

Note that aq, as, ag represent the decision maker’s attitudes towards the allocation
deviations of at the levels of the company, the main business lines, and the sub-business
lines, respectively. In the rest of this section, we consider the following three limiting cases
of Theorem 3.3.2.

Limiting case 1: a3 — 0, g—g — 0. In this case, we have oy + as — 1 and ay > as,
which mean that the main concern of the decision maker is the allocation deviations among
the main business lines and the derivation between the aggregate risk and the required total

capital. The allocation deviations among the sub-business lines are less important.

Limiting case 2: a; — 1 and Z—;" — 0. In this case, we have as+a3 — 0 and ay > as,
which mean that the main concern of the decision maker is the derivation between the
aggregate risk and the required total capital. The allocation deviations among the main

business lines the sub-business lines are less important.

Limiting case 3: a; — 0 and g—; — 0. In this case, we have as+a3 — 1 and ay > oy,
which mean that the main concern of the decision maker is the allocation deviations among
the main business lines the sub-business lines. The derivation between the aggregate risk

and the required total capital are less important.

Proposition 3.3.6. In Theorem 3.5.2, if g — 0, 53 — 0, then Bi(og, as) = 0, Bi(ag, o) —
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~ QQ%
5(@1, Qo, 063) — + Z )
Qg TN Lim1 5
aq ZZ
(5(0[1, g, 053) — ! E(wl )
OQ]E(w ‘|‘O‘1211E )
alw;
E[t)q]

ei(ah&%ai’)) —

Y

a2]E(1/) —|-Oélz:Z 1IE] )

and the optimal required total capital and the optimal allocations have the following limits:

a1 Y g E[S] 25y = E[i X
K* — + X ,
OéQE( o T Yo E ) E[y] OQEW +a X, B wl) 21 E[);]
K — K/(ag,09,0) = E[@/h] + O‘QEW T o ZZ 1 E(w) X < E) ; K] >, 1=1,...,n,

E[gyXy] | %o S X)) .
kX — I (K:(OéhOég,O) — M), i=1,...n, j=1,..n;
’ Elpi;]  Zitiamy jzl Elty]

Note that in the proof of Theorem 3.3.2 and its proof, it is assumed that 0 < «; < 1,
1 =1,2,3. If fact, the condition of o; > 0, 7 = 1,2, 3 is used in the proof of Theorem 3.3.2.
Hence, we could not obtain Theorem 3.2.2 by simply setting a3 = 0 in Theorem 3.3.2 and
its proof. Although the proof of Theorem 3.2.2 is similar to that for Theorem 3.3.2 and the
optimal required total capital K* and the optimal allocation (K7, ..., K}) are equal to the
limiting forms of K* and K in Theorem 3.3.2, we keep the proof of Theorem 3.2.2 since
the proof of Theorem 3.2.2 is helpful for one to understand the proof of Theorem 3.3.2.

Proposition 3.3.7. In Theorem 3.3.2, if oy — 1 and =0, then

W;
E(vs)
n w;

i=1 E(v;)

Bi(ag, az) — 1, &(0427043) — 0, 5(04170427043) — 0, 6(aq, a2, a3) = 1, O;(ar,az,03) =

and the optimal required total capital and the optimal allocations have the following limits:

Ko
) ) A EfiXi] @ (EWS] n E[iXi)
Ki — Ki(1,0,0) = B Zifpw E[g] — ~i=l E[wi])
'Lu”
* Et)i; Xi4] E[y;;] * _ v By Xg) - - )
ki — B+ ™ 1;1[:77-1 (Ki(l,0,0) S SRt )7 i=1,...,n, j=1,..n;

In this proposition, as a; — 1, the optimal required total capital at the enterprise

level is completely decided by the weighted aggregate loss of the enterprise.
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Proposition 3.3.8. In Theorem 5.5.2, if ax — 0 and &2 — 0, then O(ay, ag, 3) — 1,
d(ar, ag,a3) — 0, 0;(a1, az, asz) — 0, and the optimal required total capital and the optimal

allocation are reduced to

« < E:; X;] 5 < Bl Xij]

K" — ;(@(0@70&3) E[i] +ﬁi(a2,a3);w )

Ky — 5i(a2aa3)%+@(a2,a3)gm = K (0,a9,a3), i=1,...,n,
. E[i; Xy] o . < Bl Xij] : :

ke Wil (R0, an0) — S SR iy =1, .
" E[v;] >ty Efgn,] (0,a2,02) ; E[ts] ) ' o "

3.4 Optimal solutions based on weighted absolute er-
rors for a company with main business lines and

sub-business lines

In this section, we discuss optimal required total capital and optimal allocation scheme
for a company with main business lines and sub-business lines and consider problem (3.1.4)
when Dy (x) = |z| and Do; = |z|, i = 1, ..., n, namely the allocation deviations are measured
by (weighted) absolute errors. In this case, problem (3.1.4) is reduced to the following

problem:

MINK K, ... ky)eRE {OqEW’S - K] + ag Y, E[wz‘ X, — K; }
+az i, 22}21 E[l/)ij‘Xij — ki ]} (3.4.1)
s.t. ?:1 Kz = K, 2;2:1 kij = KZ', 1= ]., ., n.

To guarantee that problem (3.4.1) has an optimal solution (K* ki, ...,k’), we assume that

the following conditions hold.

Assumption 3.4.1. For problem (3.4.1), we assume that random variables v, 5, 1;;,

1=1,...,n, 7 =1,..,n,; satisfy
and that expectations E(¢[S]), E(¢;|Xi|), E(¢;| X)), i =1,...,n, j =1,...,n;, exist. O

Denote the objective function in problem (3.4.1) by J(K, kj, ..., ky), namely,

}+a3ii1@[¢zj

i=1j=1

J(K k1, ... kn) = 01 E[|S — K[| + a3 iE[wi X; — K;
=1

Xij — kiffp.4.2)
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To solve problem (3.4.1), we follow the similar approach used in the proof of Theorem
4.2 of Cai and Wang (2020). We first recall the inverses of distribution functions. For the
distribution function F(z) = Pr{X < z} of a random variable X, the left-continuous and
right-continuous inverse functions of F are respectively defined as F~'(q) = inf{z € R :
F(z) > q}, F7'*(q) =sup{z € R: F(x) < ¢}, and the p-mixed inverse function F'~1() of

the distribution function F is defined as

F'0(q) = pF~Y(q) + (1 — p)F " (q),

where 0 < p < 1 and 0 < ¢ < 1. By the definition of F~'() we see that if 0 < ¢ < 1, then
[F(q), F7"" ()] = {F'®(q), p € [0,1]}. (3.4.3)

For problem (3.4.1), we define functions F, F}, Fi;, G, G;, G, on R as

_ E[lrg<ay] _ Elilix; <oyl _ Elilix, <ay]
F(z) = E{[ZT =, Fi(z) = E[j;z‘] ’ Fi(@) = [ ]E[wij]} ]’ (3.4.4)
E[ligcqt] E[il(x, <z} ElYiilix, . <a} c
Gla) = =567 Gile) = =55 Gulo) = —pi—

It is easy to see that under Assumption 3.4.1, F, F; and Fj; are distribution functions
and that G(z) = lim,,,- F(y) = F(z—), Gi(z) = lim,_,,- F;(y) = Fi(z—), Gi(z) =
lim,_,,- Fi;(y) = F;;(xz—), which mean that G, G;, and G;; are left-continuous distribution
functions. In addition, we have that 0 < G(z) < F(x) < 1, 0 < Gi(z) < Fi(z) < 1,
and 0 < G;j(z) < Fjj(z) < 1. Furthermore, for distributions F, Fj, Fj;, i =1,...,n, j =

1,...,n;, denote their p-mixed inverses by

F1®)(q) = pF~(q) + (1 —p)F*(q), (3.4.5)
F'(q) = pF (q) + (1 — p)F M (g), (3.4.6)
F;'P(q) = pFi7'(q) + (1 — p)F; " (q). (3.4.7)

Moreover, for left-continuous distribution functions G, G; and Gjj;, denote their right-
continuous inverses by G™'*(q) = sup{z € R : G(x) < ¢}, G;'"(q) = sup{r € R :
Gi(z) < ¢}, and G;;'"(q) =sup{z € R: Gy(z) < ¢}, 0<qg<li=1,..nj=1...,n,.
Thus, by Lemma 4.1 of Cai and Wang (2020), we have that for any 0 < ¢ < 1,

G Mg =F "), G"M@=F""@, G;""(q)=F;""(q), (348

% % i i

and that for any x € R and any 0 < ¢ < 1,

Gx)<q< F(r) <= Flq) <z<F (g, (3.4.9)
Gi(r) < q < Fi(x) <= F'(q) <z < F77(q), (3.4.10)
Gile) < 4 < Fylg) = Fj'q) <o < Fy*(q). (3.4.11)



Lemma 3.4.1. Let g(c) = E(§|X —c]), where § > 0 and X are random variables. Assume
g(c) < 400 for any ¢ € R. Then,

g_(c) = _E{ﬂ{xzc}} + E[ﬂ{x«}}, (3.4.12)
and
gi(c) = —E[ﬂ{x>c}] + E[gl{ch}] (3.4.13)

Proof. The result follows from Lemma A.2 of Mao and Cai (2018) by the relation |z| =
() + (&)

Theorem 3.4.2. Under Assumption 3.4.1, solutions to problem (3.4.1) do ezist and a
solution (K, Ky, ...,ky) to problem (3.4.1) has the following expression:

A
K — F—l(p)<E[w]+a1>
2E[y] /)
1y (Elthi] — 2N
Ki=F 1<pl><az), i=1.....n (3.4.14)
2K ]
_1(pe) (Elthis] + 2%
fii = Fi'l‘p”)<]a3), i=1,.m, j=1,... . n,
! ! QEW}U]

for any p, p;, pij € [0,1], and any X\, \; e R, i =1,...,n, j = 1,...,n;, providing that the

parameters p, X\, pi, \i, pij, © = 1,...,n, 7 = 1,...,n, satisfy the following equations and

inequalities:
n AN A
ZF—I(pl)(EW)z] - ;FQ ) _ F_l(p)<E[¢] + 041)
i=1 ’ QE[%] QE[QM 7
n E A E AN (3.4.15)
ZF'_‘I(pij)< [¢U] + as) _ F'l(pi)< [wz] T an ) i=1... ..n
j::l ) 2E|:'l/}ljj| T 2E|:'l,blj| Y 9 ) )
and \
—E[y] < — <E[¢],
aq
A+ —
M < — + <M, i=1,...,n, (3.4.16)
(&%)
i
m<—<m, i=1,...,n,
a3
where o
M = min{E[¢y], i =1, ...,n},
M =max{—E[J;|,i=1,....n},
o {—Ely] } (3.4.17)

m
m=max{—E[¢;],i=1,...,n,j=1,...,n}.



Proof. Denote the Lagrangian of problem (3.4.1) by

i=1

LK, Kk, ...k, M A s M) = J(K kg, 00 k) + )‘(ZKi — K) + Z)\i(Ki — ka>
i=1 j=1

Under Assumption 3.4.1, it ie easy to see that E [w‘S— K
ki;
defined in (3.4.2) is a convex and coercive function of (K, kg, ...,k,) on R Thus,

LK, Ky, ...,Ky, A, Ap, .o, Apn) is a convex and coercive function of (K, ki, ..., k,) on R4

Hence, optimal solutions to the constrained convex optimization problem (3.4.1) do ex-

|, Elw|X; - K[|, and E [vy;| X, -

} are convex and coercive functions of K, K;, k;;, respectively. Hence, J(K, kq, ..., ky)

ist and (K, Ky, ..., k;,) is an optimal solution to problem (3.4.1) if it satisfies the following
Karush-Kuhn-Tucker (KKT) conditions:

Qe—ﬂ 8+7L 3_L<0 8+L>0
0K 9K |’ 5 <0 g 20,
-aiL 8+L- 8—L 8+L
OE _8KZ" aKi-’ ! ’ AL aKZ — 8Kl = U, 1 ) y 1,
r0-L OVTL <~ oL o+ L
=1, m, j=1,...m <0 >0, i=1,..n, j=1,
O 6 _akwa akij_7 ] ) 77% j 9 ,nz, akl] ~ s aklj e , Z , n j
=1 Jj=1 i=1 j=1

By applying Lemma 3.4.1, we see that the above KKT conditions are reduced to the
following system of inequalities and equations:
nE[¢Iisery] > ar B[ Lssry| + A,
mE[ilx<ry] > wE[Wilxsry] - A= X, i=1..m,
s B[ L, <hy] > 0By Iixongy| + M i=10m, j=1,..,m;
o E :w I{SEK}} > E[iﬂ I{S<K}] - A,
0B lxomrg] > BYilxag] A+ N, i=1,...,n,

Q3E:¢¢j I{X,-jzkij}} > Of?:E[wij I{Xij<k;ij}} X, =100, j=1,.n;

ZKZ:K, szU:KZ, 2:1,,n
i=1 Jj=1

(3.4.18)

Note that Ij;sey = 1 — Ijp<qy and Iip>ay = 1 — [pqy for any z,a € R. The above system
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(3.4.18) is equivalent to

201 B[y Iis<ry| > 01 E[g)] + A,
Q%EWﬂmﬁ&ﬂzaﬁWA—A—&,i:me,

205 B[y Ix,<hyy| > 0sElvy] + X, i=1,m, j=1,..n,
o1 E[¢] > 201 B[¢ Iisry] — A

E[¢i] > 200 B[ Lx,cny| + A+ N i =1, ,m,
M@J>Zmﬂ%ﬂgﬁ%ﬂ—A%i:L“wn,j:me“

ZK K, Zk”: hoi=1,.,n.

By the definitions of functlons F, G, F;, G;, F;j, and G;;, we see that system (3.4.19) is

equivalent to

(3.4.19)

E[y] + 2
G(K) < [21]E[¢] < F(K),
E[y;] — 2 .
Gl(Kl) < W < E(Kz)a i1=1,... » 1,
MSE]UCU)? Z:L...,TL, jzl,...,nl‘,

ZK K, ka: i=1, .0

(3.4.20)
Gij(kij) <

Hence, if .
E[;@j;;p]m <1
0<W<1, i=1,...,n, (3.4.21)
0< W <1, 1=1,...n, 7=1,....n
by (3.4.9), (3.4.10) and (3.4.11), we know that system (3.4.20) is equivalent to
A A
%Mg&f)SKSFlwmg&f)
A A
) == (o)

]EW@J} [wz] s . o
]1 W) < kz] S F;,JH‘( 2E[¢U] >’ 1= 1,...,77,, ] = 1,...,ni,

ZKl K, ZZ]{?ZJ:KZ, 2:].,,71,

=1

0<

&

ﬁ

i :]_,...777/7

1
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Note that conditions in (3.4.21) are equivalent to those in (3.4.16). Hence, by (3.4.22) and
(3.4.3), we see that any (K, ki, ..., k,,) with expression (3.4.14) satisfies the KKT conditions
in (3.4.18), providing that the parameters p, A, p;, Ai, pij, ¢ = 1,...,n, j = 1,...,n;, satisfy
the equations in (3.4.15) and the inequalities in (3.4.16). It completes the proof of Theorem
3.4.2. [

From Theorem 3.4.2, we know that optimal solutions to problems (3.4.1) are not
unique. However, under some additional conditions, problems (3.4.1) has the following

unique solution:

Theorem 3.4.3. Under the assumptions and notations of Theorem 3.4.2, if F~1(q),

F(q) and E;l(q) are continuous and strictly increasing in q € (0,1), i = 1,...,n,

j=1,..,n; Gi(b+) > Ga(b+) and G1(b—) < Ga(b—), where

Gty = 3o (L,

i=1 QEW%]
_ o (BRI S
@@*47(:mw]>
Qz(l‘) =+ f;l(_x>, (3.4.23)
filz) =2+ g (2153[%'] F; (%(;)) - EW%]),
oy s oo (Bl o
and X o
{b = maX{_alE[w]v _fi(a3 m)7 q; (_a2 M)7 1= 17 "'7”}7 (3424)
b=min{E[Y], —fi(asm), ¢;(—aa M), i=1,..,n},
then, problem (3.4.1) has the following unique solution:
* —1 E[d}] + 2%
ke=r ( 2R [1)] )
-1 E[éz] - %12(7)\*) .
Ki = F ( Evi ) i=1,...,n, (3.4.25)
P et EWU]JF%;A*) o L |
kij _Fl] < 2E{¢z]] )7 2_17"'7”7 J —1,...,71@,
where \* € (b, b) is the unique solution to equation
Y e = WY () R -
et E; < 2 [1)4] ) =F < 2E[¢)] ) (3.4.26)

2
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Proof. 1If F~'(q), F;'(¢q) and Figl(q) are continuous and strictly increasing on (0, 1), then

)

we know that F~10)(q) = F~1(q), F;'"(q) = F(q) and F;;'"(q) = F;'(g) for any p €

)

[0,1] and ¢ € (0,1), and that F'(z), F;(z) and F;(x) are continuous on R. Moreover, g;(x)

defined in (3.4.23) and F;* (EWHI) are continuous and strictly increasing respectively on

2E[¢i]
r € (m, m) and x € (M, M). Thus, by (3.4.14), (3.4.15), and (3.4.16), we see that an

optimal solution (K, ky, ..., k;,) for problem (3.4.1) has the following expression:

(B4 2
Kk=F ( 2 [1)] )
AN\
K, = F- (@W]) i=1.... .n (3.4.27)
kij:F;;1<%)y i=1,...,n, j=1...,n,

where the parameters A\, \;, ¢ = 1, ..., n, are solutions to the following system of equations

and inequalities:

z (;ﬁ;ﬁw ) (@E[ M* ). it

A 3.4.28
~Ely] < = <Ely], (3:4.2%)
a1
AN —
- h < M; L= 17 1,
Qg
N
m<—<m, 1=1,...,n.
Qg
By the definition of g; in (3.4.23), the second line of (3.4.28) is rewritten as
\ [wz] At
(20 = B () i=1,..n 3.4.29
) 2E[y] (3429

Note that distribution function Fj(z) is increasing and continuous in € R, hence F;(F; ' (y)) =
y for any 0 < y < 1. Thus, it follows from (3.4.29) that

. E[),] — 22
F(g()\—» = WQI]EW@ i=1,..,n. (3.4.30)

By (3.4.30) and the definition of f; in (3.4.23), we obtain

—A =\ + 0z (2E[wi] Fi(g Z(A )) = E[i]) = fi(\), i=1,..n. (3.4.31)
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Note that E(gl(al?))) is continuous and increasing on = € (az3m, agm). Hence, fi(z) is

continuous and strictly increasing on (a3 m, azm). Thus, f;*(z) is continuous and strictly

increasing on (fi(asm), fi(agm)). Therefore, (3.4.31) implies

A= fiH=A), i=1,..,n. (3.4.32)

which is further equivalent to — f;(asm) < A < —f;(azm), i = 1,...,n. Hence, \ satisfies
c<A<ET, (3.4.33)

where ¢ = max{—f;(agm), i = 1,...,n} and ¢ = min{—f;(azm), i = 1,...,n}.

It is well-known that any increasing function has non-negative derivatives almost
everywhere on its domain. Hence, by the definition of f; in (3.4.23) and noticing that F;
and ¢; are increasing, we have

fi(x) =1+ 2a2E[¢)] F{(gz(*)) g£<£> S > 1.

x
(0% a3’ (O3
Thus, by the definition of ¢; in (3.4.23) and the derivative rule for an inverse function, we
have
1

AT (=) x (=1)
Therefore, ¢;(x) = 2+ f; !(—x) is continuous and strictly increasing on (— f;(azm), —f;(azm)).
Now, the condition on the fourth line of (3.4.28) is reduced to

g(zr) =1+ > 0.

i (A .
[V G IS S (3.4.34)
Qg

which is equivalent to —ag M < ¢;(\) < —ag M, i =1,...,n. Thus, it follows from (3.4.34)
that

G (—aa M) <A< g ' (—aa M), i=1,..,n,
which imply
d<X<d, (3.4.35)
where d = max{q; '(—ay M), i =1,...,n} and d = min{q; '(—ay M), i =1, ...,n}.
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In addition, the condition on the first line of (3.4.28) is reduced to
N s E[y] + o+
Gi(\) = Fl(“2> = Fl("l) = Ga()). 3.4.36

i=1
Note that the intersection of the domains of ¢;(\), i = 1, ..., n, is N, (— fi(am), —fi(am)) =
EW]H), i=1,..,n,is (M, M).

(¢, ©). In addition, the intersection of the domains of F !

(N
ag

2E[4);]
Hence, — i =1,...,n, in function G(\) should satisfy

M- gy
(&%)

y ey T

which are equivalent to (3.4.34) or (3.4.35). Furthermore, O% in G3(\) should satisfy
—E[y] < a% < E[¢], which is equivalent to

—oE[Y] < A < oqE[y]. (3.4.37)

Let b = max{—a E[¢], ¢, d} and b = min{a E[¢)], ¢, d}, which are respectively equiv-
alent to the definitions of b and b in (3.4.24). Note that G;()\) is continuous and strictly
decreasing while Gy(\) is continuous and strictly increasing in A € (b, b). Thus, if
G1(b+) > Go(b+) and G1(b—) < Go(b—), then there exists a unique \* € (b, b) satis-
fying G1(A\*) = Go(A\*), which means that equation (3.4.26) has the unique solution A*.
Thus, by (3.4.32), we have A} = f;'(—\*), hence problem (3.4.1) has the unique solution

)

(3.4.25). O

If ag = 0, problem (3.1.4) is reduced to the following problem:

MiN (g K, ... K,)eRM+1 {(1 - OC)EW’S - KH + « Z?=1E[¢z'
s.t. ?:1 Kz = K,

X — K,

I} sasy

where 0 < o < 1. Solutions to problem (3.4.38) will give the optimal required total capital

and optimal allocation scheme for a company with main business lines.

Assumption 3.4.2. For problem (3.4.38), we assume that random variables ¥, ¥;, i =

1,...,n, satisfy
Y >0, >0, E] >0, Elt] >0, i=1,..,n,
and that expectations E(¢[S|), E(¢;|X;|), i = 1, ..., n, exist. O

Following the same arguments used in the proofs for Theorem 3.4.2 and Theorem
3.4.3, we easily obtain the general solution and the unique solution to problem (3.4.38) in

the following two theorems.
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Theorem 3.4.4. Under Assumption 3.4.2 and the notations of Theorem 3.4.2, solutions
to problem (3.4.38) do exist and a solution (K, K, ..., K,) to problem (3.4.38) has the

following expression:

(3.4.39)

for any p,p; € [0,1], i = 1,...,n, and any X\ € R, providing that the parameters p, A, p;,

1 =1,...,n, satisfy the following system of equations and inequalities:

" (B 2N (BRI

Z;:F H( 2R [1);] )_F ()( 2R [¢)] )

— E[] - Y], (3.4.40)
M<—2<M, i=1,...,n.

Theorem 3.4.5. Under the assumptions and notations of Theorem 3.4.4, if F~'(q) and
F(q) are continuous and strictly increasing in q € (0,1), i =1,...,n, Hi(A+) > Hy(A+)

(2

and Hy(A—) < Hy(A—), where

> 2%][@@]&)’

= (3.4.41)
EW
= (S )
and o
{)\ = max{—(1 — a)E[¢)], —a M}, (3.4.42)
A =min{(1 — a)E[¢)], —aM},
then, problem (3.4.38) has the following unique solution:
BRI+
K*=F 1 l—o 7
(E[E]EMA* ) (3.4.43)
* _ p—1 U r_
K =F, ( E D] ), 1=1,...,n,
where \*(= X\ (a)) € (A, A) is the unique solution to equation
(B -2 B+
> (mm) —F (mm) (3.4.44)
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3.5 Numerical illustrations

Now, we would like to provide some numerical examples based on model (3.2.1) or
Theorem 3.2.2 and model (3.4.38) or Theorem 3.4.5. We will illustrate the result with

multivariate normal distribution.

Let X = (X7, ..., Xg4) be a d-dimensional normal random vector with a d-dimensional
normal distribution Ny(p,X), where p = E(X) = (i1, ..., ptq) is the mean vector, p; =
E(X;),i=1,...,d, ¥ = (Cov(X;, X;))ij=1..a is a positive-definite covariance matrix of X,
Cov(X;, X;) = pij 0,05, where 0; = /Var(X;), o, = /Var(X;), and p;; is the correlation
coefficient between X; and X satisfying —1 < p;; = p;; < 1 for 1 <1i < j < d. The joint
density function of (X7, ..., Xy) is

1

— — —5(x—p) =" (x—p)’ d
f(x) = f(z1,.... xa) T dnE) e , xcR% (3.5.1)

Thus, X; and S(X) have normal distributions N (p;, 0?) and N(ug, 0%), respectively, where
s = Sy i, 05 = /Var(S(X)), and Var(S(X)) = S, 07 + 23 1<icjca pij 0i0;. Let

i=1%1q
¢ and ® be the density and distribution functions of the standard normal distribution
N(0,1), respectively. If required capital for risks is determined by VaR at confidence level

a, then

VaR,(X;) = wi+0® o), i=1,...4d, (3.5.2)
VaR,(S(X)) = ps+os® a). (3.5.3)

If required capital for risks is determined by CVaR at confidence level «, then

(b(VaRa(Xi)—Hi)

CTEQ(XZ) =E (Xq, | X > VaRa(Xz)) = W; +0; X 11— @(VaR;ET‘Z(i)_M) ) L= 17 B 0(7354)
and
(VaRa(S(X))*us)
CTEL(S(X)) = E (S(X)| S(X) > VaRa(S(X))) = s +05 x — (VaRZfsm)_us )(3.5.5)
os

See Johnson et al. (1995) for these results about normal distributions.

Here we consider d = 3. We assume that the marginal normal distributions of X =
(X1, Xo, X3) have the following expectations and variances: E(X;) = 130, Var(X;) = 900,
E(X3) = 150, Var(X,) = 2500, E(X3) = 170, and Var(X3) = 400. Further more, by affine

transformation of multivariate normal distribution, the joint distribution of (X;, S) where
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i=1,2,3is No(A;p, A; X AT) where A, is a constant 2 x d matrix such that (X;, S) = A;X.

In our case, we set d = 1 and we can derivate that

100 010 001
A= . Ay = . Ay = . (3.5.6)
111 111 111

We use the above normal risk vector (Xi, Xy, X3) and the allocation principles of
(3.2.22), (3.2.24), and (3.2.26) to illustrate the applications of model (3.2.1) and Theo-
rem (3.2.2) and show the influences of dependence on the optimal allocations. With the
definition of &, &;, v and v; in (3.2.19), the model in (3.2.1) is reduced to

o[G0 IO (8 P38

MiN (K k..., K, ) €RH {(1 —a) S UE(XA) E(X;[A;) (3.5.7)

with different definition of event A and A;, i = 1,2, 3.

Then, we set ¢ = 0.99 in (3.2.22), (3.2.24), (3.2.26), and (3.2.28), thus, the CTE
principle (3.2.22) is reduced to

P E(X;|S > VaRg.99(5))

‘ CTEq.g9(5)
with K* = (1 — a)VaRgg9(S) + aCTEq9(S), and by Proposition 3.7 of Cai and Wang
(2020), we know that there exist sets A C R, satisfying E(S|S € A) = VaRgg9(5) and
A; ={S > VaRgg9(5)}, i = 1,...,n ; the haircut principle (3.2.24) is reduced to

o= VaRg.g9(X;)
Y Y VaRo.go(X)
with K* = (1 — a)VaRgg9(S) + a X", VaRgo9(X;), and by Proposition 3.7 of Cai and
Wang (2020), we know that there exist sets A, A; C R, i = 1,...,n, satisfying E(S|S €
A) = VaRgg(S) and E(X;|X; € A;) = VaRgoo(X;), @ = 1,...,n; the haircut principle
(3.2.26) is reduced to

x K* (3.5.8)

x K* (3.5.9)

K — VaR0.99(Xi)

b Y VaRo.go(X)
with K* = (1 — a)CTE9(S) + a X", VaRog(X;), and A = {S > VaRg99(S5)}, and by
Proposition 3.7 of Cai and Wang (2020), we know that there exist sets A; CR, 71 =1,...,n,
satisfying E(X;|X; € A;) = VaRog(X;), i = 1,...,n; and, the CTE principle (3.2.28) is

reduced to

x K* (3.5.10)

o+ CTEpg(X))
’ ?:1 CT‘EO.99 (Xz)

x K* (3.5.11)
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with K* = (1 — Q)CTEO.QQ(S) + @Z?:l CTEo_gg(Xi), and A = {S > VaRo.gg(S)} and
A; = {S > VaRolgg(S>}, 1=1,...,n.

With the joint density function of (X, S), E(X;|S > VaRgg9(S5)) in (3.5.8) is calcu-
lated by the following formula

1 o0 o]
E(X, - / / e
(X;]S > VaRg.99(5)) LS > VaRouo (57 J-oe Nk sn(s) zfx, s(x,s)dsdx

1 o o0
0.01 /—oo /vaRo'gg(S) xfx,.s, (v, s)dsdx

where fx, s, 1 = 1,2,3 is the joint density function of X; and S.

In the following numerical results, we will illustrate the allocation result for posi-
tive dependence, negative dependence and mixed dependence. The numerical results are
calculated with Matlab and shown in the tables below.

Note that, for all case (i) (ii) and (iii), we have VaRg9(X1) = 199.79, VaRg 99(X3) =
26632, VaR,o,gg(Xg) = 216.53.

(i) Positive dependence: Assume that risks in portfolio (X, Xs, X3) are positively de-
pendent and that the correlation coefficient of any two risks in the portfolio is positive

with P12 = 08, P13 = 02, and P23 = 0.3.

In this case, we have 0% = 7040, px, s = 0.8820, px, s = 0.9535, px, s = 0.4886. Also,
we have VaR,O.gg(S) = 64519, CTE099(5> = 67362, E(Xl\S > vaRo.gg(S)) = 20052,
E(X3]S > VaRge(S)) = 277.06, E(X3|S > VaRgg(S)) = 196.05. The optimal

allocation results are presented in the following table.
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K~ K3 K3 K3
a=0.05 646.61 19248 265.95 188.19
a=0.10 648.03 192.90 266.53 188.60
CTE principle (3.5.8) | « =0.50 659.41 196.29 271.21 191.91
a=0.90 670.78 199.67 275.89 195.22
a=0.95 67220 200.09 276.47 195.63
a=0.05 647.06 189.38 25244 205.24
a=0.10 64894 189.93 253.17 205.84
Haircut principle (3.5.9) | @ =0.50 663.91 194.31 259.01 210.59
a=0.90 678.89 198.69 264.86 215.34
a=0.95 680.76 199.24 265.59 215.93
a=0.05 674.07 197.29 26298 213.81
a=0.10 674.53 19742 263.15 213.95
Haircut principle (3.5.10) | a =0.50 678.13 198.47 264.56 215.10
a=090 681.73 199.53 26597 216.24
a=0.95 68218 199.66 266.14 216.38
a=0.05 675.77 198.02 267.15 210.60
a=0.10 67791 198.64 268.00 211.27
CTE principle (3.5.11) | a =0.50 695.07 203.67 274.78 216.62
a=090 71223 208.70 281.56 221.97
a=0.95 714.38 209.33 282.41 222.64

Table 3.1: Capital allocation result of model (3.2.1) for multivariate normal distribution

with correlation p;o = 0.8, p13 = 0.2, and po3 = 0.3

(ii) Negative dependence: Assume that risks in portfolio (X7, X5, X3) are negatively
dependent and that the correlation coefficient of any two different risks in the portfolio

is negative with p;o = —0.4, p;3 = —0.1, and py3 = —0.1.

In this case, we have 03 = 2280, px, s = 0.1675, px, s = 0.7539, px, s = 0.2513. Also,
we have vaRo,gg(S) = 56108, CTEogg(S) = 57726, E(Xl\S > vaRo,gg(S» = 14340,
E(Xz’S > VaR,O.gg(S)) = 250.47, E(Xg’S > VaRo.gg(S)) = 183.40. The optlmal

allocation results are presented in the following table.
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K~ Ky K; K3

a=0.05 561.89 139.58 243.80 178.51

a=0.10 562.70 139.78 244.15 178.77

CTE principle (3.5.8) | a=0.50 569.18 141.39 246.96 180.83
a=0.90 575.64 14299 249.77 182.88

a=0.95 57645 143.20 250.12 183.14

a=0.05 567.16 165.99 221.27 179.90

a=0.10 573.24 167.77 223.64 181.83

Haircut principle (3.5.9) | @« =0.50 621.86 182.00 242.61 197.25
a=0.90 670.48 196.23 261.58 212.67

a=0.95 676.56 198.01 263.95 214.60

a=0.05 58253 170.49 227.26 184.77

a=0.10 587.80 172.03 229.32 186.45

Haircut principle (3.5.10) | & = 0.50 629.95 184.37 245.76 199.82
a=090 67210 196.71 262.21 213.18

a=0.95 677.37 198.25 264.26 214.86

a =090 681.73 199.53 26597 216.24

a=0.95 682.18 199.66 266.14 216.38

a=0.05 58423 171.19 230.96 182.07

a=0.10 591.19 173.23 233.71 184.24

CTE principle (3.5.11) | a=0.50 646.89 189.55 255.73 201.60
a=0.90 702.60 205.88 277.76 218.96

a=0.95 709.56 207.92 280.51 221.13

Table 3.2: Capital allocation result of model (3.2.1) for multivariate normal distribution

with correlation po = —0.4, p13 = —0.1, and py3 = —0.1

(iii) Mixed dependence: Assume that risks in portfolio (Xi, X, X3) are mixedly depen-

dent and that some of the correlation coefficients of two risks in the portfolio are

positive while some are negative with p;o = 0.2, p13 = 0.8, and po3 = —0.3.

In this case, we have 0% = 4760, px,.s = 0.8117, px, s = 0.7247, px, ¢ = 0.4203. Also,
we have vaRo,gg(S) = 61050, CTEogg(S) = 63388, E(Xl\S > vaR,o‘gg(S)) = 19490,
E(Xg’S > V&RO.QQ(S)) = 246.58, E(Xg’S > VaRo.gg(S)) = 192.41. The optimal

allocation results are presented in the following table.
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K~ K:  Kf @ K;
a=0.05 611.67 188.07 237.94 185.66
a=0.10 612.84 188.43 238.39 186.02
CTE principle (3.5.8) | a«=0.50 622.19 191.30 242.03 188.86
a=090 631.54 194.18 245.67 191.70
a=095 63271 19454 246.12 192.05
a=0.05 614.11 179.73 239.58 194.79
a=0.10 617.71 180.79 240.99 195.93
Haircut principle (3.5.9) | « =0.50 646.57 189.23 252.25 205.09
a=0.90 67542 197.68 263.50 214.24
a=0.95 679.03 198.73 264.91 215.38
a=0.05 636.32 186.23 248.25 201.84
a=0.10 638.76 186.95 249.20 202.61
Haircut principle (3.5.10) | a =0.50 658.26 192.66 256.81 208.79
a =090 677.76 198.36 264.42 214.98
a =095 680.20 199.08 265.37 215.75
a=0.90 681.73 199.53 265.97 216.24
a=095 68218 199.66 266.14 216.38
a=0.05 638.01 186.95 252.22 198.84
a=0.10 642.14 188.16 253.86 200.12
CTE principle (3.5.11) | a =0.50 675.20 197.85 266.93 210.43
a=0.90 708.26 207.53 279.99 220.73
a=095 71239 208.75 281.63 222.02

Table 3.3: Capital allocation result of model (3.2.1) for multivariate normal distribution

with correlation pio = 0.2, p13 = 0.8, and po3 = —0.3

Next, we illustrate the applications of model (3.4.38) and Theorem 3.4.5 by setting

) = ;EZZ§}’ P = Pl,ggee‘;"}}, i=1,...,n, in model (3.4.38). Then, the model is reduced to

.....

4]} (3.5.12)
s.t. ?:1 Kz = K,

{ ming g, ier {(1— B[S = K|[A] + o T, E[|X; - K;

Thus, by (3.4.43), the optimal allocation (K*, K7, ..., K) for model (3.4.38) is reduced
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to

* (3.5.13)
K*_F1(1_Aa)_F1( *> =1
A ) 2 - 44 QO7 t=1,...,m,

and

and \*(= A (a)) € (A, A) is the unique solution to equation

B8 ()

We consider the following four choices of the sets A and A;.

(a) Take A C R so that E(S|S € A) = VaRgg9(S) and let A; = {S > VaRgo9(S5)},
i =1,...,n. By Proposition 3.7 of Cai and Wang (2020), if VaRg.99(S) > E(S), then
there exists a unique z* € R so that A = (z*, c0) and E[S|S € A] = E[S|S > a*] =
VaR.g9(5). In this case, the distribution functions F'(x) and F;(x) are reduced to

*

0 A
Fz)=P{S<z|A}=P{S<z|S>z"}= ()Fs()

L 61y
( ) Y )

and

P{X <z, S > VaR,, 99(3)}
P{S > VaR(S5)}

1 x  poo
= 001 g(t,s)dsdt, —oo <z < 3.5.15
0.01 [oo /VaROAgg ) fx,s(t, s)dsdt, 00 < x < 00, ( )

E(ZL’) = P{X <ZE|S>V&R099(S)}

where fx, s, 1= 1,2,3 is the joint density function of X; and S.

(b) Let A = {S > VaRg9(5)} and take A; C R so that E(X|X € A;) = VaRgg9(X;),
i =1,...,n. By Proposition 3.7 of Cai and Wang (2020), if VaRg ¢9(X;) > E(X;), then
there exists a unique xf € R so that A; = (zf, o) and E[X;|X; € 4;] = E[X;|X; >
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xf] = VaRgg9(X;). In this case, the distribution functions F'(x) and F;(x) are reduced
to

{ 0 x < VaRg.g9(5),

Fo(2)—Fg(VaRo.00(S))
S].—Fs(s/aRo_g(;(gg)) X > VaR'0~99(S)7

0 x < VaRg.g9(95),
- Fs(2)—0.99 (3.5.16)
o001 = T > VaR,O.gg)(S),
and
. 0 r <z,
1—Fx, @) o L7

(c) Take sets A, A; C R so that E(S|S € A) = VaRgg9(5), E(X|X € A;) = VaRg.g9(X)),

i =1,...,n. In this case, the distribution functions F(z) = P{S < z|A} = P{S <
z|S >z} and Fi(z) = P{X; <z | A} =P{X; < x| X; > a}} are given in (3.5.14)
and (3.5.17), respectively.

(d) Tabe A = {S > VaRog(S5)}, Ai = {X; > VaRggo(Xi)}, i = 1,...,n. In this case,

the distribution function F(z) =P{S <z |A} =P{S <z |S > VaR(g9(S5)} is given
in (3.5.16) and the distribution function F;(z) = P{X; <z |A;} =P{X; <z | X, >
VaR()gg(Xi)} is given by

{ 0 x < VaRg.g9(X;),

Fx, (z)—Fx,;(VaRo.99(X3))
1_FXi (VaR()‘gg(Xi)) ’ z > VaR,O.gg(XZ'),

(3.5.18)

Fx. (2)—0.99
%, €T > VaRo,QQ(Xi)>

{ 0 z < VaRg.g9(X;),

Then, we use the same normal risk vector (X7, Xo, X3) as that used in the applications

of model (3.2.1) and Theorem 3.2.2. We obtain the optimal allocation (K*, K7, K5, K3)

for each of the four choices of sets A, A;, Ay, A3 and for each of the three dependence

settings by Matlab. The numerical results for the three choices of sets A, A, Ay, As

and one dependence setting are presented in one table. In particular, in the following
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tables, the first five-row numerical results are for the choice (a) of sets A, Aj, Ag, A3, the
second five-row numerical results are for the choice (b) of sets A, A;, Ay, Az, the third five-
row numerical results are for the choice (c) of sets A, A;, Ay, A, and the fourth five-row

numerical results are for the choice (d) of sets A, Ay, Ay, As,

Note that E(X;) = 130, E(X3) = 150, E(X3) = 170, E[S] = 450, VaRgg(X1) =
199.79, VaRg.g9(X2) = 266.32, VaRg99(X3) = 216.53.. For both choices of (b) and (c) for
sets A, Ay, Ay, A, we find that x] = 188.41, x5 = 247.35, and x% = 208.94. In fact, the
vale of x} only depends on the distribution of X;, i = 1,2, 3.

(i) Positive dependence: Assume that risks in portfolio (X, Xs, X3) are positively de-
pendent and that the correlation coefficient of any two risks in the portfolio is positive
with p12 = 0.8, p13 = 0.2, and peg = 0.3. In this case, we have VaRgg9(5)) = 645.19,
CTEg.99(S) = 673.62, and z* = 613.36.

From Theorem 3.4.5 , we know that one of the condition to guarantee the uniqueness
of the solution is that Hy(A+) > Ho(A+) and H;(A—) < Ho(A—). Therefore, we have
derived equation for H; and H, here. In the following tables, we do have the cases
that such condition is not satisfied. We have identified the cases that the condition

is not satisfied. In those situations, we list one of the possible solution in the tables.

As we don’t have ¢§ = 0 for case (a), we only derived the H; and H; function for
case (b) and (c).
For case (b), we have

Fs(zr) —0.99 1+

F(z) = T QH , x> VaRgg(9). (3.5.19)
Therefore,
1+
Fg(x) = 0.017“ +0.99, (3.5.20)
and
i 1+
r = Hy(y) = Fyg 0.0170‘ +0.99], (3.5.21)
where Fg! is the inverse function of cdf function of S. Similarly, we have
_ Y
o=y = F5 (0 Fold) 50 Fae) B2
_ Y
bR (0= Pa@) S 4 ) (65)
_y
+ ((1 — Fx(a) 5= + Fx3($§)> SENCERA

93



where F )}il is the inverse function of cdf function of X; for i =1, 2, 3.

For case (c), we have same H; as case (b), and for Hy, we have

x = Hy(y) = F5' ((1 — Fs(x*))Hzlga + Fs(x*)> : (3.5.25)

A\ A % q @ K* K; K3 K

a=20.05 -0.05 0.05 0.0238 0.5125 0.2617 63791 189.94 263.23 184.73
a=0.10 -0.10 0.10 0.0465 0.5258 0.2674 638.80 190.21 263.55 185.04
a=0.50 -0.50 0.50 0.1612 0.6612 0.3388 649.43 193.42 267.35 188.66
a=090 -0.10 0.10 0.0621 0.8103 0.4655 666.78 198.64 273.65 194.49
a=2095 -0.05 0.05 0.0325 0.8250 0.4829 669.11 199.34 274.51 195.26

a=0.06 -0.05 0.05 0.0091 0.5048 0.4089 666.40 194.92 258.20 213.28
a=0.10 -0.10 0.10 0.0174 0.5096 0.4132 666.69 195.01 258.34 213.34
a=0.50 -0.50 0.50 0.0506 0.5506 0.4494 669.20 195.76 259.60 213.84
a=0.90 -0.10 0.10 0.0190 0.5949 0.4895 672.16 196.65 261.08 214.43
a=0.95 -0.05 0.05 0.0101 0.6006 0.4947 672.56 196.77 261.28 214.51

a=20.05 -0.05 005 0.05 0.5263 0 638.83 186.45 245.21 207.17
a=010 -0.10 0.10 0.1 0.5555 0 640.88 187.17 24597 207.74
a=0.50 -0.50 0.50 0.2391 0.7391 0.2609 657.39 192.22 253.69 211.48
a=0.90 -0.10 0.10 0.0663 0.8316 0.4632 670.20 196.06 260.10 214.04
a=0.95 -0.05 0.05 0.0340 0.8397 0.4821 671.60 196.48 260.80 214.32

a=20.05 -0.05 005 0.05 0.5263 0 667.69 194.90 261.07 211.76
a=0.10 -0.10 0.10 0.10  0.5535 0 669.52 19547 261.68 212.37
a=0.50 -0.50 0.50 0.2966 0.7966 0.2034 691.05 202.31 270.52 218.21
a=0.90 -0.10 0.10 0.0761 0.8803 0.4577 704.77 206.43 277.38 220.95
a=0.95 -0.05 0.05 0.0387 0.8869 0.4796 706.20 206.86 278.10 221.24

Table 3.4: Capital allocation result of model (3.4.38) for multivariate normal distribution
with correlation p1o = 0.8, p13 = 0.2, and pe3 = 0.3 for case a, b, and ¢ (from top to bottom

separated by horizontal line)

(ii) Negative dependence: Assume that risks in portfolio (X7, X, X3) are negatively
dependent and that the correlation coefficient of any two different risks in the portfolio
is negative with p1o = —0.4, p13 = —0.1, and pe3 = —0.1. In this case, we have
VaR.99(5)) = 561.08, CTEqg9(S) = 577.26, and x* = 542.97.
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I X T @ K K{ K3 Kj

a=0.05 -0.05 0.05 0.0096 0.5050 0.4043 556.65 136.22 241.75 178.69
a=0.10 -0.10 0.10 0.0190 0.5105 0.4052 556.86 136.29 241.83 178.74
a=0.50 -0.50 0.50 0.0814 0.5814 0.4186 559.72 137.31 243.01 179.40
a=0.90 -0.10 0.10 0.0550 0.7748 0.4695 570.51 141.13 247.48 181.91
a=0.95 -0.05 0.05 0.0312 0.8116 0.4836 573.48 142.18 248.71 182.59
a=0.05 -0.05 0.05 0.05 0.5263 0 573.88 164.98 222.89 186.02
a=0.10 -0.10 0.10 0.1 0.5555 0 574.93 165.16 224.07 185.70
a=0.50 -0.50 0.50 0.4975 0.9977 0.0025 644.81 188.44 247.40 208.96
a=090 -0.10 0.10 0.0999 0.9998 0.4445 668.85 195.66 259.43 213.77
a=0.95 -0.05 0.05 0.0499 0.9998 0.4737 670.97 196.29 260.49 214.19
a=0.05 -0.05 0.05 0.05 0.5263 0 557.46 149.15 229.15 179.15
a=0.10 -0.10 0.10 0.01 0.5555 0 558.63 149.54 229.54 179.54
a=0.50 -0.50 0.50 0.4991 0.9991 0.00088 612.16 188.41 247.35 208.94
a=0.90 -0.10 0.10 0.09999771 0.9999886 0.4445 668.85 195.66 259.43 213.77
a=0.95 -0.05 0.05 0.049947 0.99999111 0.4737 670.97 196.29 260.49 214.19
a=0.05 -0.05 0.05 0.05 0.5263 0 574.12 163.55 229.80 180.30
a=0.10 -0.10 0.10 0.10 0.5555 0 574.93 163.99 229.92 181.02
a=0.50 -0.50 0.50 0.499945 0.999945 0.000055224 682.64 199.79 266.32 216.53
a=0.90 -0.10 0.10 0.0999989  0.9999947 0.4444 703.92 206.18 276.96 220.78
a=0.95 -0.05 0.05 0.499996 0.999996 0.4737 705.80 206.74 277.90 221.16

Table 3.5: Capital allocation result of model (3.4.38) for multivariate normal distribution
with correlation p;o = —0.4, p13 = —0.1, and peg = —0.1 for case a, b, and ¢ (from top to

bottom separated by horizontal line)

(iii) Mixed dependence: Assume that risks in portfolio (Xi, X, X3) are mixedly depen-
dent and that some of the correlation coefficients of two risks in the portfolio are
positive while some are negative with p;2 = 0.2, p13 = 0.8, and p3 = —0.3. In this
case, we have VaRg g9(5)) = 610.50, CTEqg9(S) = 633.88, and z* = 584.3282.
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D) \* q* @ K* K K K

a=0.05 -0.05 0.05 0.0154 0.5081 0.3458 604.27 187.14 232.01 185.12
a=0.10 -0.10 0.10 0.0304 0.5169 0.3482 604.75 187.26 232.25 185.24
a=0.50 -0.50 0.50 0.1196 0.6196 0.3804 611.01 188.87 235.33 186.81
a=090 -0.10 0.10 0.0603 0.8013 0.4665 627.14 193.02 243.27 190.85
a=095 -0.05 0.05 0.0325 0.8249 0.4829 630.16 193.80 244.75 191.61

a=20.05 -005 005 0.05 0.5263 0 629.00 183.31 241.69 204.00
a=0.10 -0.10 0.10 0.1 0.5555 0 630.50 183.79 242.26 204.45
a=0.50 -0.50 0.50 0.3329 0.8329 0.1671 652.45 190.73 251.22 210.49
a=090 -0.10 0.10 0.0853 0.9265 0.4526 669.44 195.83 259.72 213.89
a=095 -0.05 0.05 0.0433 0.9329 04772 671.24 196.37 260.62 214.25

a=20.05 -0.05 005 0.05 0.5263 0 605.27 165.09 245.09 195.09
a=0.10 -0.10 0.10 0.10 0.5555 0 606.96 165.65 245.65 195.65
a =050 -0.50 0.50 0.4211 0.9211 0.0789 648.21 189.46 249.10 209.64
a=090 -0.10 0.10 0.0942 0.9710 0.4477 669.08 195.72 259.54 213.82
a=0.95 -0.05 0.05 0.0474 0.9737 0.4751 671.08 196.32 260.54 214.22

a=20.05 -0.05 005 0.05 0.5263 0 629.00 182.02 247.92 199.06
a=0.10 -0.10 0.10 0.10 0.5535 0 630.50 182.49 248.60 199.41
a=0.50 -0.50 0.50 0.4652 0.9652 0.0348 683.96 200.19 266.98 216.79
a=090 -0.10 0.10 0.0977 0.9884 0.4457 704.00 206.20 277.00 220.80
a=0.95 -0.05 0.06 0.049 09896 04742 705.84 206.75 277.92 221.17

Table 3.6: Capital allocation result of model (3.4.38) for multivariate normal distribution
with correlation p;o = 0.2, p13 = 0.8, and py3 = —0.3 for case a, b, and ¢ (from top to

bottom separated by horizontal line)

Note that, for the cases where ¢} = 0, we have checked that the condition of H;(A—) <
Hy(A—) in Theorem 3.4.5 is not satisfied. In those cases, the solutions are not unique and

we present one of them in the table.

Remark 3.5.1. From both models in (3.5.7) and (3.5.12) and all of the allocation princi-
ples, we found that our total capital K increases as we put more weight on individual unit
level risk. The intuition behind this is that if we focus on the aggregated risk on enterprise
level, the risks that are from different individual risk units may offset each other which lead
to the reduction of total capital. If we focus more on the individual risk unit level, then we

tgnore the offset effect which can lead to more total required capital.
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Example 3.5.1. When ¢ =~ > 0, ¢, =7 >0, ;5 =v;; >0¢=1,...,n, 7 =1,..,n,,
are positive real numbers, problem (3.4.1) is reduced to the following optimal allocation

problem:

MinK i, .. ke {osz[ ] + @i 2y ]E[ i }
0 S0y S W | Xy — ki) } (3.5.26)
s.t. ?’:1 Kz = K, Z;h:l kij = Ki; 1= 1, Ny

In this case, functions defined in (3.4.4) are reduced to F'(z) = Fg(x), Fi(x) = Fx,(x),
Fij(r) = Fx,,(z), G(x) = Fs(z—), Gi(x) = Fx,(v—), Gij(v) = Fx,,(z—). The parameters
7, Vi, and 7y;; in this case because penalty factors at enterprise, subsidiary and business

line level respectively.

Example 3.5.2. When 1) = P}’gﬁ}, Y = Pr{A i, and ;= ;Z{A %, where A, A; and A;; are
extreme tail events associated with X, X; and X;;, respectively, v > 0, 7; > 0, v;; > 0, are

positive real numbers, problem (3.4.1) is reduced to

MinK k, .. ke {awE{ } + asy; ?:1EHX1‘ - K;
+a3 iy X %’jEHXij — Ky
s.t. T Ki =K
it k=K, i=1,..n,

{

44]} (3.5.27)

In this case, functions defined in (3.4.4) are reduced to F(z) = P{S < x| A}, Fi(z) =
P{X;, <z |A}, Fj(x) =P{X;; <z|A;}, Glx) =P{S <z|A}, Gi(x) =P{X; <z |A},
Gij(x) =P{X;; < x| A;;}. Similarly to Example 3.5.1, the parameters v, v;, and +;; in this
case because penalty factors at enterprise, subsidiary and business line level respectively.
The examples of the sets A, A; and A;; can be those used in 3.2.33, 3.2.34, 3.2.35, 3.2.36.

3.6 Conclusions

In the traditional capital allocation problem, we usually have a given total capital
and try to find an optimal way to allocate the given capital to all individual risk units. In
this chapter, we proposed a new method of capital allocation based on a similar idea as in
the previous chapter. We are trying to decide the optimal total capital and the optimal
allocated capital to each individual risk unit at the same time. As in the previous chapter,
this allocation method depends not only on the distributions of each individual risks, but
also on correlations among the individual risks and the relative importance of the individual

risks and the aggregate risk to a portfolio. This study also provides an explanation for
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previously studied allocation methods as the result of optimization problems, providing an

intuitive explanation for why those allocation methods are reasonable.
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Chapter 4

A multivariate shortfall risk measure

based on cumulative prospect theory

4.1 Introduction

In the previous two chapters, we have developed two multivariate risk measures with
applications in capital allocations that are motivated by portfolio risk management pur-
poses. In this chapter, we will present another multivariate risk measure that can be very
useful for portfolio risk management from another point of view. In this model, we com-
bine the acceptance set concept, distortion risk measures, and cumulative prospect theory
(CPT). Before we move to the details of our model, we would like to provide some back-
ground on the involvement of risk measures and how those concepts that we mentioned

above are developed and used in risk management.

Risk measures provide numerical references on risks’ severity and frequency and guide
risk managers in preparing appropriate capital based on regulatory requirements and their
own risk appetites. Therefore, obtaining an adequate risk measure that can represent a risk
position accurately is a crucial question in quantitative risk management. Risk measure

develops from a starting point of univariate risk measures.

For a long time, the financial industry has used VaR as a risk measure due to its
simplicity. However, VaR has some serious weaknesses such as its tendency to underes-
timate the severity of a rare event and the fact that it does not satisfy subadditivity. In
Artzner et al. (1999), the well-known concept of coherent risk measure is brought up. In
this paper, the desirable properties of a risk measure are defined and since then they have

played an essential role in modern quantitative risk management. In Féllmer and Schied
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(2002), the condition of positive homogeneity is relaxed and the concept of convex measure
is defined. This concept is also widely used in this research area. As time has passed, uni-
variate risk measures have become more and more sophisticated. For example, there are
many simple risk measures like the most commonly used risk measure, VaR. There are also
more complicated univariate risk measures such as expectile and Conditional Value at Risk
(CVaR /expected shortfall) by Rockafellar, Uryasev, et al. (2000). For more complicated
models, such as those in Bellini and Frittelli (2002) and Frittelli and Gianin (2002), ex-
pected utility theory is also involved. Furthermore, per th Ellsberg paradox (see Bellini and
Frittelli (2002)), we know that expected utility theory may not always create appropriate
models to represent risk managers’ preferences, and that models that involve a distortion
function can appear. For these topics, please refer to the distortion risk measure as gener-
alized by Wang (1995), spectral measures of risk in Acerbi (2002), the GlueVaR distortion
risk measure in Belles-Sampera et al. (2014), generalized quantiles based on RDEU theory
in Mao and Cai (2018), and so on.

Although many sophisticated univariate risk measures have been developed, one of
the shared weaknesses of univariate risk measures is that they define the risk of every
single unit one at a time, making it hard to incorporate the correlation between individual
risk units within the same large portfolio and their contribution to the aggregated risk
of the portfolio under the same scenario. However, the correlation structure is especially
important for portfolio risk management, as it can help us to understand the contribution
to the aggregated risk from each individual risk unit. Therefore, multivariate risk measures
have been developed. One of the most common ways to define a multivariate risk measure
is to extend a univariate risk measure. Many difficulties can arise with this procedure.
For example, some univariate risk measures use a coefficient, «, to represent the risk level.
When the univariate risk measure is extended to a multivariate risk measure, how we define
the risk level can present a challenge. From existing contexts, there are a few ways to define
the multivariate risk level. Cousin and Di Bernardino (2013) extend CTE to multivariate
CTE by defining a critical layer and a level set. Cai and Li (2005), Cai et al. (2017) and
Landsman et al. (2016) extend univariate risk measures to multivariate ones by defining a
level for each component of the random vector and applying a univariate risk measure at
the corresponding level to each component. Prékopa (2012) uses a concept called “p-level
efficient point” to represent the level. Chaudhuri (1996) and Herrmann et al. (2018) use

the norm of a directional vector to represent the level.

Besides defining the level explicitly, there is also a way to define the level implicitly. In

this approach, we need to employ the concept of an acceptance set, first used in Artzner et

100



al. (1999), who use the concept of an acceptance set and its properties to define coherent risk
measure. This concept gives the risk measure an intuitive and practical explanation and
a solid mathematical definition at the same time. Usually, regulatory bodies or corporate
management teams have a risk appetite that can be represented by an acceptance set A.
We say a risk random variable X defined on a probability space (£, F,P) is acceptable if
X € A. Otherwise, a capital ¢ needs to be prepared for the extreme situation so that the
remaining risk, X — ¢, is acceptable, i.e., X — ¢ € A. Since that paper, the acceptance set
idea has been widely used in defining risk measures including the convex risk measure in
Follmer and Schied (2002), systemic risk measure in Biagini et al. (2019), and Feinstein
et al. (2017). In Frittelli and Gianin (2002), although an acceptance set is not explicitly
used, the idea of an acceptable position is mentioned. It has already been shown in Mao
and Cai (2018) that in the univariate case, with this method, the risk level can be implicitly
defined via the choice of preference functions and distortion functions. In the multivariate

case, Armenti et al. (2018) also use this method.

In this chapter, we extend the idea of generalized shortfall induced by cumulative
prospect theory (CPT) in Mao and Cai (2018) to a multivariate risk measure with the
acceptance set concept used in systemic risk measurement and the method employed by
Armenti et al. (2018). The concept of systemic risk involves considering the risk of the
entire system and how the failure of each individual unit in the system may lead to systemic
failure. In our model, we extend the univariate generalized shortfall induced by CPT based
on this concept. Although we use an approach similar to CPT, we provide a different
explanation for the utility functions used in our model. We would call this function a
preference function since instead of using the utility function to describe people’s behaviour,
we use it to represent stakeholders’ risk preferences. For example, a shareholder who
worries more about the default probability of the company may choose a preference function
that puts more weight on undercapitalization scenarios than the overcapitalization ones.
This would provide a more reasonable meaning for a risk measure as normally used to
represent people’s risk appetites and preferences, instead describing people’s behaviours
from a observer’s perspective. With this model, we can obtain a risk measure for the
whole risk system and risk allocation to the risk units in the system at the same time.

This model can be applied to the problem of capital allocation.

The rest of this chapter is structured as follows. In Section 4.2, we start with pre-
liminary theory that includes the notations that we are going to use later, the definition
of a coherent risk measure, a distortion risk measure, and univariate generalized shortfall

induced by the CPT model. In Section 4.3, we discuss the properties of the risk set, the
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set of acceptable monetary allocation, and multivariate generalized shortfalls induced by
CPT. We also discuss the existence and uniqueness of multivariate generalized shortfalls
induced by CPT with the properties of objective functions. In Section 4.4 we provide
some numerical illustrations with possible selections of distortion functions and preference

functions. Finally, in Section 4.5, we provide a conclusion for this chapter.

4.2 Preliminaries

4.2.1 Basic notation

First, we introduce some notations that we are going to use in this chapter. Let
(2, F, P) be the probability space and let L°(R%) := L°(Q, F;R?) be the space of random
vectors with dimension d. For X and Y € RY, wesay X > Y or X > Y if P(X >Y) =1
or P(X >Y) =1 Let X = (Xy,...,Xq) € LO(R?) be a random vector of financial
losses, which means that the negative values of X}, are used to represent the profits. Let
U denote the set of all continuous increasing functions on R. Let C denote the set of all
continuous functions on R. Let #H be the set of all distortion functions h : [0,1] — [0, 1]
which are increasing with h(0) = 0, (1) = 1 and have no jumps at 0 and 1. Let h* be the
dual distortion function of h defined by h*(x) = 1 — h(1 — ). Let X* = max(X,0) and
X~ = —min(X,0). For a function v defined on R, v (z) = v(z) on Ry and v_(z) = v(—x)
on R_. Let %f(x) = fi(z) and & f(z) = f' (z).
Definition 4.2.1. A risk measure p defined on a convex cone X’ containing all the constants
is coherent if the following four properties hold:
(P1) Monotonicity: p(X) < p(Y) for all X,Y € X with X <Y almost surely (a.s.).
(P2) Translation-invariance: p(X +¢) = p(X) + ¢ for all X € X and all ¢ € R.
(P3) Positive homogeneity: p(AX) = Ap(X) for all A € Ry =[0,00) and all X € X.
(P4) Subadditivity: p(X +Y) < p(X) + p(Y) for all X,V € X.
A risk measure p defined on a convex set X’ that is closed under translation is convex if it
satisfies (P1) monotonicity, (P2) translation-invariance and
(P5) Convexity: p(aX +(1—a)Y) <ap(X)+ (1 —a)p(Y) forall X, Y € X and a € (0,1).

Similar to univariate risk measures, we discuss these properties for our multivariate
risk measures. However, in multivariate risk measures, some property may be not properly
defined such as subadditivity. For example, we have two companies A and B with n and

m risk units respectively such that n # m. We use X to represent the risk random vector
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of the company A and Y to represent the risk random vector of the company B. In this
way, X has a dimension of n, and Y has a dimension of m. If those two companies merge,
we may not simply merge n risk units of company A into m risk units of the company B.
In this case, the subadditivity cannot be applied directly to the random vectors X and Y.
One of the possible solutions is to define the subadditivity on the aggregate risk measure

of company A and B.

4.2.2 Distortion risk measures

To start, we review the definition of distortion risk measure and some related trans-
formation of distortion risk measure. There are a few different variant in the definition of
distortion risk measure such as Dhaene, Kukush, et al. (2012) and Cai et al. (2020). Here,
we stay with Cai et al. (2020).

Definition 4.2.2. Given a random variable X, and h € H, the functional
—+o00 0
pn(X) ::/ (1— h(B(X < )))dz —/ h(P(X < z))dx (4.2.1)
0 —00
400 0
:/ W(P(X > 2))de —/ (1— h*(P(X > z)))da. (4.2.2)
0

—0o0

is called a distortion risk measure, where h* is the dual distortion function of A.

In the next proposition, we can see that under some certain conditions, distortion risk
measure can be written as the expectation of a function with respect to a new probability

measure.

Proposition 4.2.1. If h is right continuous, (4.2.1) can be also written as

pn(X) = /R rdh(F(r)) = [ ViRa(X)dh(a). (4.2.3)

Proof. For details, see Lemma 2.1 of Cai et al. (2020). O

4.2.3 Univariate model

After we go over some basic concepts that we are going to use, we move to the
preference function involved risk model. Before we talk about multivariate generalized
shortfalls induced by cumulative prospect theory (CPT), we go through the background
of CPT and related concept in univariate cases.

Expected loss/utility based on cumulative prospect theory (CPT)

103



The idea of expected loss/utility based on CPT was first brought up by Tversky and
Kahneman (1992). Later, a few researchers came up with several applications based on
CPT including Kaluszka and Krzeszowiec (2012a), Kaluszka and Krzeszowiec (2012D),
and Mao and Cai (2018). The definition given by two researchers is in different forms.
In Kaluszka and Krzeszowiec (2012a) and Kaluszka and Krzeszowiec (2012b), expected
loss/utility based on CPT is defined as

pg (1 (XT)) = pg (u2 ((—=X)7)) (4.2.4)

where uy, up € U, hy, hy € H and p, (u; (X)) is defined as the form of (4.2.1), fori =1,2..
The concept is used in insurance premium calculation. In Mao and Cai (2018), Expected
loss based on CPT is defined as

Hv7h1,h2(X) :/OOO ( )dhl FX +/ dhg Fx( )) (4.2.5)

where F' is the distribution function of X. In this form, CPT is viewed as the expectation
of preference function v with respect to probability measure h; o F for the positive part and
with respect to probability measure hs o F' for negative part. Both definitions are generally

not equivalent. In this chapter, we will stay with the definition in Mao and Cai (2018).

In Mao and Cai (2018), the function v is restricted to be continuous increasing function
on both R, and R_. In this chapter, as a generalization, we would like to ease the restriction
on v to make it continuous only and study the properties of the model on new restrictions.
Generalized shortfall induced by CPT
For the following content, we use the definition of of Mao and Cai (2018) for generalized
shortfall induced by CPT.

Definition 4.2.3. For v € U, and hq, ho € H, the risk set is defined as
Xy, ={X € LOR) : Hypy (X — ) < 00, VaeR}, (4.2.6)
Then, define py p, psy : Xzf”’@ — R and
Pohihe(X) =1nf{z € R: Hyp, 5, (X — ) < 0} (4.2.7)
Such a risk measure is called a generalized shortfall induced by CPT.

Some properties of CPT include that £ C X} ;.  and that A} , is closed under
translations. Our multivariate risk measure will be extended from univariate generalized

shortfall induced by CPT.
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4.3 Multivariate extension of univariate generalized
shortfalls induced by CPT

One of the challenge, when a univariate distortion risk measure is extended to multi-
variate distortion risk measure, is how do we properly apply the distortion function. One
approach used by Estany et al. (2018) is to apply the distortion function g to joint survival
function S(z1,...,x4). Then the distortion risk measure for multivariate nonnegative risks

is defined as
p(X) = /0 /0 g(S(z1,...,xq))dxy ... dxg. (4.3.1)

However, one of the obvious limitations is that this can be only applied to nonnegative
multivariate risks. In this chapter, we use a different approach similar to Armenti et al.
(2018). In this approach. we first apply an aggregation function ! which is called loss
function in Armenti et al. (2018). The loss function [ transforms a random vector X to a
univariate random variable Y = [(X). In this way, we can apply the distortion function

just like in the univariate case.

4.3.1 Risk set and set of acceptable monetary allocation

Similar to the univariate case, we first define the risk set. Also, we define the set of
acceptable monetary allocation. Before we go any deeper, we propose some conditions on
loss function [ which are useful to guarantee the existence of risk measure and desirable

properties of the obtained risk measure.

Assumption 4.3.1. Let [ : R — R be strictly increasing, proper convex function where
strictly increasing means that if x < y for each z; < y;, then I(x) < I(y) and strictly
decreasing means that if x < y for each z; < y;, then I(x) > I(y) for all 1 < i < d..
Furthermore, assume inf{ < 0, [(0) = 0 and I(x) > X%, 2;. Let v € C, and hy, hy € H.

In this assumption, the properness of [ is used in Lemma 4.3.17 to show the properness
of H. The convexity of [ is used in Proposition 4.3.3 to show the convexity of function H,
Proposition 4.3.18 to show the unbias of function [ and Theorem 4.3.22 to solve the solution
of the objective function. Furthermore, the assumpton that [(0) = 0 is used in Theorem
4.3.19 to show the existence of solution. Finally, the assumption that [(x) > 3¢, w; is also
used in Theorem 4.3.19 to show the existence of solution. Here, we provide an example of

possible selection of [.
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Example 4.3.1 (Armenti et al. (2018), (6.1)). Let x = (x1,...,24) € R?% Consider
I(x)=Y", zf — 2%, z;. We show that this [ satisfies Assumption 4.3.1.
First, we show that [ is strictly increasing. As x = 7 — x7, if < y, then we need to

have either 27 < y™ and —2~ < —y =, or 27 < yt' and —z= < —y~. In either case,
+

et — 17 <y" -1y~ Now, ifx <y,
I(x) => o — B DT =D (% 3% ) < (yl — ¥ > =U(y). (4.3.2)
i=1 i=1 i=1 i1

Next, it is obvious that [(0) = 0. Then, Finally, as z; — —oo for ¢ = 1,...,d, I(x) =
Y4 ah — % 4 a; = —% >4 x; — —o0. Therefore, infl < 0.

Finally, we see that

Next, we introduce the notations H,j, (X) and X,i’f’,i) which will be used as decision

criterion for our risk measure. Let X € R, let

Hop (X)) = [ v(@)dh (Fx(a)). (4.3.4)
The risk set is defined as
X0 = {X € LORY) : Hypypy, (I(X —x)) < 00, Vx € RY}. (4.3.5)

As we mentioned before, since we use the loss function [/ to transform X from the dimension
of d to univariate random variables, we can directly apply the distortion function to the
new random variable. Therefore, we can define the objective function same as univariate
generalized shortfall induced by CPT in Mao and Cai (2018).

Remark 4.3.1. In the above setup, technically, we can combine the aggregation function
[ with the adjustment function v to form a single function. We separate them mainly for
two purpose. First, since our model can be also viewed as an extension of Armenti et al.
(2018)’s model, we would like to be consistent with the structure in Armenti et al. (2018)
in order to make further comparison. Also, the separation of two functions can make the
model easier to be understood and implemented. While the aggregation function l is usually
based on some subjective aggregation rules, the adjustment function v totally depends on
the stakeholders’ risk appetite. As the reasons above, we decide to leave the aggregation

function | and adjustment function v as two separate components in the model.
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In the next proposition, we provide a sufficient condition for the risk set to be convex,

and we start with a lemma that would be used in the proof of the proposition.
Lemma 4.3.2. Let X € X}}l’f);fy vy () = v(z) and v_(x) = v(—x), then
Hoa(X) = Hy iy (X7) 4+ Hoog (X7) - (4.3.6)
Proof. We start with right hand side of the equation.
Hyny (X7) 4 Hy (X—)
-~ / v (2)dhy (Fys (2)) + / 2)dh; (Fx-(z)) from (4.3.4)

_ /R v (2)dhi (P(X* < ) + / 2)dhy(P(X~ < 1))

_ Ow v (2)dhy (P(X < ) +/ 2)dh(P((—=X)* < 7))

_ OOO v (2)dhi (P(X < 1) +/ ) dhy(P(~X < ))

_ 0°° v (2)dhi (P(X < 1) +/ )dhy(P(X > —1))

_ 0°° vy (2)dh (P(X < 7)) — /0 "ol (2)dh(P(X < —a))

_ 0°° v (2)dhi (P(X < 7)) — / o (—a)dh(P(X < )

_0°°v+ )dhi (P(X < 2)) +/ (—a)dh(P(X <))

_ OOOU Ydhi(P(X < ) +/ 2)dh(P(X < z))

_/ 2)dhy (P(X < 1) +/ 2)dh(P(X < 1)) (4.3.7)

where the last line is by the definition of Lebesgue—Stieltjes (L-S) integral. For details,
please see Merkle et al. (2014). O

Proposition 4.3.3. The risk set X,fl’f’,i is convex if

(a) v is convexr and strictly increasing on R, and convex and strictly decreasing on R_ and
hi, he € H, hy is convex and hy is concave; or

(b) v is strictly increasing and convex on both Ry and R_, hy, he are conver, and there

exists a constant d such that

d> sup (4.3.8)
pe.1) (h1)’(p)
Proof. This proof is modified from Proposition A.1 of Mao and Cai (2018).
(a) From Lemma 4.3.2, we know that
Huny o (X = %)) = Hypy (LK = x))7) 4+ Ho g (X =x))7), (4.3.9)
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where hj(p) = 1 — ha(1 — p). Next, let X and Y € X,‘i’f’;fg, and A € (0,1). Set Z =
AX + (1 = A)Y. As vy is convex, for any x € RY,

)+ (1= NI(Y — x))+> by convexity of [ and v, is increasing,
NT+ 1 =NIY - x))+) by convexity of ()7,
)+) + (1 —A)vg (l(Y — X))+) by convexity of v..

(4.3.10)
Next, by property of distortion risk measure, H, s, (X) = pps(v(X)) for any random
variable X if hy is left continuous (see Dhaene, Kukush, et al. (2012)), where py, is the

distortion risk measure defined in 4.2.1. Next,

Hoy, i ((Z = %))") <Hu, gy (g (X = %)) + (1= Moy (Y =x)1))  (4.3.11)
A,y (X = %))+ (1= N H,y o, (Y = x))Y)  (43.12)

<0

where (4.3.11) is because h; o Fy(x) defines a probability measure and (4.3.12) is from Hong
et al. (1987), we know that rank-dependent utility H, ,(X) is convex if and only if u is
convex and h is convex.

For H,_ p: ((I(X —x))7), since v is decreasing on R™, v_ is increasing on R™. With similary
approach, we can show that H,_ s ((I(Z —x))”) is also finite for any x € R%.

(b) First, we notice that since [ is convex, for Z = A\X 4 (1 — A\)Y, we have

(Z) =I(AX + (1 — \)Y)
<A(X) + (1= NIY) (4.3.13)

Therefore, Hy py 1, (1(Z)) < Hypy ny (A(X) 4+ (1= A)I(Y)). The rest of the proof follows the
proof of Theorem 2.7 (iii)— (i) in the Appendix of Mao and Cai (2018) by letting X = I(X)
and Y = I(Y). O

With our basic setup defined, now, we are going to define the concept of acceptance

set and acceptable monetary allocation set.

Definition 4.3.1. We call a risk random vector X is acceptable if it satisfies

H%hhhz (Z(X)) <c (4314)
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The set
A= {X e XM Hyp, g, (1(X)) < c} (4.3.15)

is called acceptance set of our risk measure.

In this definition, we set an acceptable risk level which is represented by a constant
c. We use objective function H with preference function v, distortion function hy, he and
loss function [ together to measure the total risk level of risk random vector X. If the
measured risk level is below ¢, that means the risk is under control and we can accept this
risk position. Otherwise, the risk level is too high and we should manage the risk to make

it acceptable or avoid it.

Remark 4.3.4. The idea of acceptable monetary allocation is very similar to the idea of
acceptance set what was first brought up in Artzner et al. (1999). In Artzner et al. (1999),
the author defines a coherent risk measure based on the properties of the acceptance set.
After that, this idea is also used by many other researchers. In Féllmer and Schied (2002),
the authors use this idea to define a convex risk measure. In Feinstein et al. (2017) and
Biagini et al. (2019), both authors use acceptance set to define risk measures for systemic

risk.

Next, using the idea of acceptance set and following the idea of Armenti et al. (2018),

we define the set of acceptable monetary allocation.

Definition 4.3.2. A monetary allocation x € R is acceptable for X if
Hy ooy ([(X = x)) < ¢ (4.3.16)
for some constant ¢. The set of accepatable monetary allocation A(X) is
AX)={xeR": X —xc A} = {x € R*: H,,, 1,(I{X —x)) < c}. (4.3.17)

Remark 4.3.5. The idea for acceptable monetary allocation is that if a risk random vector
X is not acceptable, we should prepare the risk capital x. After subtracting the risk capital
from the random vector, the new uncertain risk position should be acceptable. The amount
of capital that makes the risk position acceptable is called acceptable monetary allocation.
Naturally, the acceptable monetary allocation is not unique as if a capital x is acceptable,
then any other capital y > x should also be acceptable. We notice that the acceptable
monetary allocation itself can be used as a risk measure for capital allocation. However,
as a set of wvalues, the nonuniqueness may create confusions when it is applied to risk

management. Therefore, based on the set of acceptable monetary allocation, we define our
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multivariate generalized shortfalls induced by CPT with corresponding risk allocation in
Section 4.3.3.

Remark 4.3.6. Generally, the acceptance criterion can be set to be any level ¢ € R such
that Hy py py (X —x%)) < c. In Mao and Cai (2018), ¢ is set to be 0. However, in this
chapter we go back to use general value c as the value of ¢ together with selection of v,1, hq
and hy will decide the existence and uniqueness of acceptable monetary allocation and our

risk measure.

Before we talk about the properties of acceptable monetary allocation set, we provide
an example of possible selection of v, hy, and hsy to give a direct impression of the possible

application of our risk measure.

Example 4.3.2. If we set v(z) = z, hi(z) = z, and hy(r) = x, then our acceptance
criterion is reduced to

Ho s (UX = %)) = [

— /O:O sd(Fix—x)(5))
i) (4.3.18)

sd(P(I(X — x) < s) + /_0 sdP(I(X — x) < 5)

This acceptance criterion is used in Armenti et al. (2018). With this acceptance criterion,
the risk measure defined later in Definition 4.3.3 is reduced to Multivariate shortfall risk
defined in Armenti et al. (2018).

Remark 4.3.7. Here, we would like to provide an interpretation for this acceptable money
allocation. First, the acceptable money allocation decision criterion H is decided by the sum
of two parts: the undercapitalization part X, and the overcapitalization X _. Both risks
are reweighted with preference function v and the distribution is distorted by the function
hy and ho for the positive part and negative part respectively. If an acceptable monetary
allocation x is applied, the risk level that is measured by our decision criterion functions
H should be below c.

4.3.2 Properties of acceptable monetary allocation set

In this section, we first discuss the properties of acceptable monetary allocation set
under certain restrictions applied to the preference function, distortion functions and value

¢ which would make this risk measure desirable and then consider the conditions that are
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sufficient for the existence of solutions. We follow this order as the existence of solutions de-
pends on the properties of preference functions, distortion functions and ¢. We would only
provide the existence conditions for some cases. We introduce the following propositions
by the order of complexity of the restrictions on v, hy and hy. We start with translation

invariance property.

Proposition 4.3.8 (Translation invariance). For X, Y € Xg{?ﬁly AX+m)=AX)+m
for any m € RY;

Proof. By (4.3.17), AX+m) ={y € R": H,p, n,(I(X+m —y)) <c}. Let x=y —m,
we have AX +m)={x+meR?: H,, 5, ((X—-x)) <c} =AX)+m. O

The translation invariance property has a similar interpretation as the univariate risk
measure’s. If the risk random vector is increased by a constant amount for each component,
then the capital needed to make the position acceptable for each risk component is also
increased by the same constant amount. In the next proposition, we are going to show
sufficient conditions for the permutation invariance property of the acceptable monetary

allocation set.

Proposition 4.3.9. Let X, Y € X}‘i’%. Let w be a permutation function and w1 be the
inverse function of m. We define mA(X) = {y € RY: 3x € Ay = w(x)} and we say a
function 1 is permutation invariance if [(X) = I(n(X)). If | is permutation invariant, then

A(n(X)) = TmA(X) for every permutation .

Proof Ar(X)) ={x € R?: Hyp, 1, ([(m(X) — x)) < ¢}. If | is permutation invariant, then

(T 0) = X)) = Hyp s ((5(X = 71(0)))) = Hyp 1y (1(X — 71(x))). Therefore,
X € A( (X)) iff 771(x) € A(X). As 7(7}(x)) = x, 7 }(x) € A(X) implies x € TA(X).
Finally, we have x € A(7(X)) iff x € TA(X). O

This proposition provides us with a condition to guarantee the permutation invariance
property of the acceptable monetary allocation set. This property is necessary as only
changing the order of risk component should not change the risk measure for each risk
component. This can prevent the incentive of reducing the risk for certain risk component
by changing the order of the risk component. In the next proposition, we show sufficient
conditions to make the acceptable monetary allocation set convex which is used later to

show the existence and uniqueness of the risk measure.
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Proposition 4.3.10. For X, Y € X,‘i’f},’fy if v is strictly increasing and convex on both R,

and R_, hy, hy are convex, and there exists a constant d such that

(h2)" ()
d up ————~
= ety () (0)
then, it holds:
(i) A(X) is conver;
(it) Define A(X)+(1—a)A(Y) = {z|3x € A(X),Ty € A(Y), such that z = ax+(1—a)y}.
Then, A(aX + (1 —a)Y) 2 aA(X) + (1 — a)A(Y), for any a € (0,1).

Proof. (i) Since {(X —z) < M(X —x) 4 (1 — N\){(X —y), similar to Proposition 4.3.3 (b),

we have Hy p, p, (L (X —2)) < AHppyp, (X — %)) + (1 — XN)Hy oy 2, (X —y)) < ¢ which
implies the set A(X) is convex.

(ii) We need to show that if x satisfies H, p, n, ({(X — x)) < ¢, and y satisfies Hy p, 5, (((Y —y)) <
¢, then ax + (1 — a)y satisfies Hy p, 5, ({(aX + (1 — )Y — (ax+ (1 —a)y))) < c. This can

be easily shown with the same method as Proposition 4.3.3. [

In this proposition, we provide a condition that can make this set convex. In the next
proposition, we provide the condition that makes the acceptable monetary allocation set

monotonic.

Proposition 4.3.11. For X, Y € X,ffl’f’,’é, if
v 1s increasing on both Ry and R_, hy, ho € H,
then A(X) D A(Y) whenever X <Y.

Proof. This is equivalent to show that if X <Y, then Hyp, p, ((X —x)) < Hypy 1, (1Y —
x)). Let X < Y. Then, due to the increasing of v, on R, and [ is increasing, we have
v (X =x))") <o ((I(Y —x))*). As hy o Fyx) defines a probability measure, we have
Hy, o p (X —x))") < Hyo oy, (LY —x))T). For Hy,_p, ((X —x))7), as both v and !
are increasing, we have v_ is decreasing and {(X — x) < [(Y — x). Then, ({(X —x))” >
(Y —x))" andv_(I(X —x)7) <v_(I(Y —x)") asv™ is decreasing. Finally, H, 5, ({(X—x))7) <
Hy, g, (LY —x))7) and by 4.3.9, Hy py ny ([(X = X)) < Hy g 0, (I(Y = X)). 0

Mathematically, this proposition shows that if a risk random vector X is less than
Y componentwise almost surely, then the acceptable monetary allocation for Y is also
acceptable for X. Intuitively, this is also reasonable since acceptable capital allocation for

larger risk should be acceptable for smaller risk.
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Remark 4.3.12. Proposition 4.5.10, 4.5.11 provide sufficient conditions for the acceptable
monetary allocation set to satisfy the above properties. We observe that in Example 4.3.2,

v satisfies conditions in all of above propositions. For details, please see Armenti et al.

(2018).

In the next proposition, we provide conditions that can make the acceptable monetary

allocation set positive homogeneous.

Proposition 4.3.13. For hy, hy € H, if the distortion function hy is continuous at ¢ =
inf{p : hi(p) = 1} and hy is continuous at qu = sup{p : ha(p) = 0} with ¢ > qo, and I
is positive homogeneous, then A(cX) = cA(X) for every ¢ > 0 if and only if there exist

£ >0, and arbitrary constant ay,ay such that

alxﬁ, x>0,
v(z) = (4.3.19)
as(—x)?, = <0.

Proof. As [ is positive homogeneous, [(A(X — x)) = M(X — x) for A > 0. The rest of the
proof follows the proof of Proposition 2.9 of Mao and Cai (2018) by replacing X — z with
[(X — x). Furthermore, as we remove of the restriction of v(z) is strictly increasing, the
resulted a; as does not have to be positive as the result in Mao and Cai (2018). This is
because from the proof of Proposition 2.9 of Mao and Cai (2018), it is shown that the
solution of v(z) is that v(x) = vy(z) for x > 0 and v(z) = —vy(—2) for < 0. Then by
solving the equation of v;(z) and vs(x), we have the general solution is that v, (z) = a;2”
and vy(x) = ayr”. Now, from the continuity of v(x), we need to have v1(0) = —vq(—0).
Therefore, we have 5 > 0. As we remove the restriction of strictly increasing of v(z), ay

and as can be arbitrary constants. O

This property is the same as the univariate positive homogeneity’s. If the risk is

magnified, the acceptable capital is also magnified by the same factor.

After we discuss the properties of acceptable monetary allocation set, we move to the
sufficient conditions for the existence of solutions if the preference functions and distortion

functions are defined as in Proposition 4.3.10.

Proposition 4.3.14. For X, Y € X,fl’f’,;g, if ¢ € (infyera Hypyp, (X — %)), 00), then
0 # A(X) # R, Furthermore, if v is strictly increasing on both R, and R_, then
il’lfxeRd Hv,hl,hg (l(X - X)) S 0.
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Proof. Hy py 5, (I(X —x)) can also be written as
Hogy (X = %)) = Hyy (X = 3)7) + Hogy (—(0(X = %))7) (4.3.20)

This is obvious if inf, cga Hy py p, ([(X —x)) = —00. Therefore, we only need to prove the
case that inf,cga Hypy p, ([(X — %)) > —00.
Let x* = arginf,cra [(x). Let x,, — oo for each z; where 1 <i < d. Then, as infl < 0,

o s (X = %)) =Hopy (0) + oy (—(UX = x,))7)
SHv,hl (O) + Hv,hz (O)
<0, (4.3.21)

Therefore, infyega Hypyn,((X —x)) < 0. To see A(X) # R?, similar to (a), we let x, —
—oo for each z; with 1 <4 < d. Then H,, ((X —x))") = coand Hyp, (—({(X —x))7) —
0 as [ is strictly increasing on S, and vy is strictly increasing on R,, which implies
Hypyn([(X —x,)) > c. O

This proposition is useful to show the existence of risk measure. Also, the second part

A(X) # R? shows that not all capital allocation methods are acceptable.

4.3.3 Properties of multivariate generalized shortfalls induced by
CPT

In this section, we define the risk measure multivariate generalized shortfalls induced
by CPT and risk allocation and then following by its properties. After that, we discuss

conditions that can guarantee the existence and uniqueness of risk allocation.

Definition 4.3.3. Multivariate generalized shortfall induced by CPT is defined as

d d
pi’f”fm(X) = inf {Zxk IX € A(X)} = inf {Z Ty, X € R Hypyn, (1(X —x)) < c} )
k=1 k=1
(4.3.22)
This risk measure can be viewed as the minimum total capital needed of a company
or a system with acceptable monetary allocation to each risk component. Next, we define

the concept of risk allocation based on acceptable monetary allocation set. We use same

definition as Armenti et al. (2018) for risk allocation.
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Definition 4.3.4. A risk allocation is an acceptable monetary allocation x = (z1...,x4) €
A(X) such that R(X) := pi’f:;"m(X) = Y% x;, When a risk allocation is uniquely deter-
mined, we denote it by RA(X).

Before we talk about the properties of multivariate generalized shortfalls induced by
CPT, we would like to draw the connection between multivariate generalized shortfalls in-
duced by CPT and univariate generalized shortfall induced by CPT (Mao and Cai (2018)).
Univariate generalized shortfall induced by CPT (Mao and Cai (2018)) can be seen as a
special case of our multivariate generalized shortfall induced by CPT. We show that in the

next example.
Example 4.3.3. Let [(x) = Y%, z; and d = 1, the decision criterion becomes
Hy oy by (U(X = X)) = Hypy o (X — ), (4.3.23)
and our risk measure is reduced to
pilg,(X) = inf {x € RV : H, 1, (X — 7)) < c} (4.3.24)

which is generalized shortfall induced by CPT in Mao and Cai (2018). Here, we notice
that the loss function [ satisfies Assumption 4.3.1.

In next theorem, we show that under certain conditions, multivariate generalized
shortfalls induced by CPT is convex, monotone, translation invariant, and positive homo-
geneous. Those properties play an essential role in univariate risk measure and also make

our multivariate risk measure a desireble one.

Theorem 4.3.15. For X, Y € X,ff;fw and ¢ € (infyega Hypyon, (X — %)), 00), if v is

strictly increasing and convex on both R, and R_, hy, hy are convex, and there exists a

(ha2)"(p)

d> sup ————=
pe,1) (h1)4(p)

and [ is positive homogeneous strictly increasing on R,

dl, , o ) .
then py, 4 (X) is real valued, convex, monotone, and translation invariant where translation

constant d such that

invariance is defined as p(X +m) = p(X) + X%, m; form = (my,...,my) € R%
In addition, if the distortion function hy is continuous at g1 = inf{p : hy(p) = 1} and hy is
continuous at go = sup{p : ha(p) = 0} with ¢1 > g, and there exist [3,ay,as such that
a12”, x>0,
v(z) = (4.3.25)
as(—x)P, x <.
then pzf:ﬁz(X) is positive homogeneous.
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Proof. The proof will follow the properties of A(X). The convexity can be derived from
Proposition 4.3.10. As A(aX + (1 —a)Y) 2 cA(X) + (1 — a)A(Y),

pild (aX + (1 —a)Y) =inf {zd: z,:x € A(aX + (1 — a)Y)}

k=1

<inf {f:xk ' x € aA(X) + (1 a)A(Y)}

k=1

k
=api 1,(X) + (1 = a)pyi 7, (Y). (4.3.26)

The second last equality is because that if z € aA(X) + (1 —a)A(Y), from definition, there
exists an x € A(X), and y € A(Y), such that z = ax + (1 — a)y. Then, let {z,}|5>; C
A(X) 4+ (1 = a)A(Y) be a sequence of vectors such that inf,x)+a-a)ay) Sy =
im® , ¢ | 2,; where z,, = (21, - . ., Zna). Then, inf 4(x)+(1—a)A(Y) Y9 e = 1me, L axpy
(1—a)yni, where x,, = (Tp1, - -+, Tna) and Y, = (Yn1s - - -, Yna)- At the same time, {x, }|5°; C
A(X) and {y, }|>2; € A(Y). Therefore, im?> | ¢ | z,; < infyx) Yf; 2; and Himi® | 3¢y, <

inf 4(v) Z?:l yi. Therefore,

inf {i 2 x € aA(X) + (1 - a)A(Y)}

k=1

Zainf{zd: T X E A(X)} + (1 —a) inf{zd: TR X E A(Y)} : (4.3.27)

k=1 k=1
On the other hand, we can find a sequence of vectors {x,}|>°;, C A(X) and {y,}|>>, C
A(Y) such that infsx) ¢ 2 = HmS2, 524 2, and infaiy) SF_y v = B0 S8 Y
Then, by definition of A(X) + (1 — a)A(Y), for every x, = (p1,...,2nq) and y, =
(Yn1s - - Yna), there exists a z,, € A(X)+(1—a)A(Y) such that z, = ax,+(1—a)y,. Then,

Inf 4x)+ (1) A(Y) Dbt 2 < 20 20 = S0 ani + (1 — @)yns where z, = (Zn1,- -+, Znd).

Finally, as n — oo, we have
d
inf {Z z X € dA(X) + (1 — a)A(Y)}
k=1

Sainf{zd:xk x € A(X)} +(1-a) inf{zd:xk X € A(Y)} . (4.3.28)

k=1 k=1

By combining, (4.3.27) and (4.3.28), we have the second last equality.
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Monotonicity can be derived from Proposition 4.3.11. As A(X) 2 A(Y) we have

d
Py (X) = inf {Z hexe A(X>}

k=1

Sinf{ixk IX € A(Y)}
k=1

=pp5 (Y). (4.3.29)

Translation invariance can be derived from Proposition 4.3.8. As A(X +m) = A(X) + m,
we have

d
pi’f:zz(X—l— m) :inf{z xx € AX + m)}

k=1

:inf{zd:xk:xeA(X)an}

k=1

d
:inf{Zxk—i—mk IX € A(X)}
k=1

d

—pi iy (X) + > m. (4.3.30)

i=1

Positive homogeneity can be derived from Proposition 4.3.13. As A(cX) = cA(X), we have

AR () =it {

:inf{
k
=inf {c

k=
=cop? (X). (4.3.31)

Tp X E A(cX)}

M- 1

Tp X E CA(X)}

I
=~
I,

T X € A(X)}

O

Another important problem that we need to consider is that if this risk allocation is
attainable and unique. In other words, we need to make sure this risk allocation is in set
A(X). In this case, we first need A(X) to be closed. In the next proposition, we provide

conditions that can make A(X) a closed set.

Proposition 4.3.16. For X € X,fl’f’;é, and ¢ € (infycra Hypyop(((X — X)), 00), if | is
continuous, then A(X) is closed. Furthermore, if inf,cpa Hypy n(((X — X)) is attainable,

for
¢ =inf,cga Hypy 1, (((X —x)), A(X) is closed.
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Proof. We want to show that for any x, € A(X) forn € 1,2,---, and x,, — X, then x €
A(X). First, we want to show that H,p, ({(X —x))*) < oo and H,_; (I(X —x))7) <
oo. Since we have x,, € A(X), this implies H, 5, ((I(X — x,,))") < ocand H,_; (I(X —x,))7) <
oo. By translation invariance of A(X) (Proposition 4.3.8), we have x € A(X 4+ x — x,,)
which implies H,p, (I(X —x))*) < oo and H,_ s (I(X —x))7) < oo.

Next, we have X — x,, = X — x. Then, by continuity of I, we have (X — x,,) — (X —x).
Furthermore, we have (I(X — x,))" — (I(X —x))* and ((X —x,))” = ((X —x))". As
Hypy ((X =x))") < oo and H,_pz ((I(X —x))7) < oo, by dominated convergence the-
orem, we have Hy,p, ((X —x,))%) = Hyp, ((X —x%))7) and Hy_py (X —%,))7) —
Hy_ gy (L(X=%))7). As Hypy, (X = %)) = Hopy ((X=%))7) + Ho_pg (X =x%))7),
we have Hy o, (((X —x3,)) = Hypyn, ([(X —x)).

Now, since x,, € A(X), if H({(X — x,,)) = ¢ for some n € N, we have H(I(X — x,,)) = ¢
Vm > n. In this case, H(I(X — x)) = ¢, and we conclude x € A(X). If H{I(X — x,,)) < ¢,
then, as H(I(X — x,)) — H(I(X — x)), we have H([(X — x)) < ¢, then we also have
x € A(X) which complete our proof. O

Next, we also need the objective function Hf,’fl’hQ (x) = Hypyn(((X — %)) to be a
proper closed convex function which will be used in Theorem 4.3.19 and we state the

definition of closed function here.

Definition 4.3.5 (Boyd and Vandenberghe (2004), A.3.3). A function f : R" — R is said
to be closed if, for each o € R, the sublevel set

{x € domf|f(x) < a} (4.3.32)

is closed.

In the following lemma, we provide a sufficient condition to make H a proper closed

convex function.

Lemma 4.3.17. Let X € X,‘i’%, and | be a continuous function. If v is strictly increasing
and convex on both Ry and R_, hy, ho € H, hy, he are convex, and there exists a constant
do such that

b sp (P20)

pe.n) (m)’(p)’
then Hf,’llth (x) = Hypy 1 ((X —x)) is a proper closed convex function.

Proof. Convex property can be seen from Proposition 4.3.3 and Proposition 4.3.10. We
prove the closed property with Definition 4.3.5 and Lemma 4.3.17. Let o € (inf,cga Hy py 0, ([(X — %)), 00)
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Then, from Lemma 4.3.17, the sublevel set {x € dome,’fth (x)]hff,ffhh2 (x) < a} = A(X)
is closed. If o = inf,cpa Hy py oy (((X — %)), then if inf,cpa Hy py ony ([(X — %)) is attainable,
by Lemma 4.3.17 again, the sublevel set is closed. If infycga Hyp,y p, (1(X — %)) is not at-
tainable, the sublevel set is empty, thus closed. If a € (—oo,inf,cga Hypyn, (X — %)),

the sublevel set is again, empty, thus closed.

Now, we need to show that H, , », ({(X—x)) is proper. It is obvious that H, », p, ({(X—
x)) < oo for some x. We only need to show that H, s, p,({(X — x)) > —oo for all x. We

have
Hopyony (1(X = %)) =Hy o, (X = %)) + Hopy (=X = x,))7)
> Hoypy (0) + Hypy (—(1(X = %2))7)
> — 00, (4.3.33)
where the last inequality is from [ is proper. O]

Now, we define the concept of an unbiased function which will also be used to show

the existence of the solution.

Definition 4.3.6. We call a loss function [ unbiased if, for every zero-sum allocation
u = (uy,...,uq), [(Au) = 0 for any A\ > 0 implies that I[(—Au) = 0 for any A > 0 where

zero-sum allocation means that 3%, u; = 0.

Here, we would like to provide sum examples of biased and unbiased functions.

Example 4.3.4 (Armenti et al. (2018) ,Example 3.3). Consider the loss function

x—i—y—l—%—l ity <1

l(z,y) = (4.3.34)

00 otherwise.

If we let z = 0.5 and y = 0, and A = 1, we have [(0.5,0) = 0. However, I(=\(z,y)) =
[(—0.5,0) = —1.5 # 0. Therefore, the function is biased.

Before we discuss the example of unbiased functions, we state a lemma. From the
lemma, we draw a connection between homogeneous and permutation invariant function

and an unbiased loss function.

Lemma 4.3.18. If loss function | is positive homogeneous and permutation invariant, then

the function | is unbiased loss function.
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Proof. Since Y% u; = 0, we have u; = Z?:Lj;éi uj. Now, if [(Au) = 0, as [ is convex and

permutation invariante, we have

() l(‘“‘) _z< ity Ti( )> < EoinalOm) o0

d—1  \dl—1 d —1 d —1
(4.3.35)

where the first equality is from homogeneity of [ and second equality is from zero-sum

allocation property of u. The last inequality is from convexity of [. On the other hand, we

have
Au AZZ 1,m(u)#u ﬂ-l( ) Zz 1,m( ul(Aﬂ-l(_u))
O—l<d!—1>_l< dl—1 = T = (=),
(4.3.36)
It follows that I[(—Au) = 0 and thus [ is unbiased. O

Example 4.3.5. Again, we consider the loss function in Example 4.3.1. I(x) = Y%, o —
Zl 1 z; . Obviously, the loss function [ is positive homogeneous and permutation invari-

ant. Therefore, by Lemma 4.3.18, the loss function [ is unbiased.
Now, with our tools ready, we can move to show the existence of solution under certain
conditions.

Theorem 4.3.19. If is a continuous, positive homogeneous, unbiased loss function, fur-
thermore, v is strictly increasing and convex on both Ry and R_, hy, ho € H, hy, hy are

convex, and there exists a constant d such that

(ha) (0)
42 s i)

Then, for every X € Xgl’f],’é, risk allocations exists.
Proof. Let x € A(X), then by Definiton 4.6.1 in Appendix,
0TAX) = {u e R%: H,p, 5,((X — (x +Au))) < ¢, forall A >0} (4.3.37)

Since A(X) is closed from 4.3.16, by Theorem 4.6.1, if u satisfies H, y, p, ([(X—(x+Au))) <
c for any x € A(X), it satisfies Hy, p, 5, ([(X — (x + Au))) < ¢ for all x € A(X). By Lemma
4.3.17, we know that H, , p, is a proper closed convex function. Then, by Theorem 4.6.2(2),
we have 0V A(X) = 0" Hy p, p,- It turns out that

0TAX) = 0" Hypypy = fu € R (Hypy 1,07 (y) < 0} (4.3.38)
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Then by Theorem 4.6.2(3), we have

0" A(X) =0 H, py 1,

_ {u c R - sup Hv,hl,hz(l(X — (X + )\11))\)) — Hv,h17h2(l<X - X)) < 0}

A>0

(4.3.39)

Next, we define

flx) =D x; +(x|AX)) =

i=1

Y4 w o ifx € A(X),

00 if x ¢ A(X).
Then, it follows that f is increasing, convex, lower semicontinuous, proper and such that
R(X) =inf f. Let B :={x € R?: f(x) <7} # 0. Then

d
0"B={ueR’: f(x+Au) = (2;+ Au;) + 6(x + Au|A(X)) <, for all A > 0}.
i=1
(4.3.40)
We know that f is a proper closed convex function as a proper convex function is closed if
and only if it is lower semi-continuous. Then, by Theorem 4.6.2(2), we have 07 f = 07 B.
It turns out that

0Tf=0"B={uecR: (f0")(y) <0}. (4.3.41)
Then by Theorem 4.6.2(3), we have

O+f:O+B:{u eR?: supf(x+)\l;\> —fx) < O}
A>0

_ {u <R ssup () 3+ ACK)) = (S + A O}

_ {u - i“pi“i L ket )\u|A(X))?) ~0(x|AX) _ 0}

(4.3.42)

which can be satisfied only if x + Au € A(X) which implies u € 0T A(X). At the same

time, from the definition of 0 B, we have
0"B:={uecR: f(x+ ) <, forall A >0}. (4.3.43)

Then, with x + Au € A(X), we must have

d d
—00<R(X) <> 4+ A u<y<oo (4.3.44)
i=1

=1
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for all \. Therefore, we conclude that Zle u; = 0 and 07 f = {u € R¢ : Zle u; =
0}N0*TA(X). By Theorem 27.1 (b) of Rockafellar (2015), the solution exists if f is constant
along its directions of recession 07 f. For u € f70, we have liminf, ., f(x + \y) < oc.
Then, by Theorem 4.6.2(1) and (4), we know that u is the direction of recession of f.
Therefore, we want to prove that f(x + Ay) is constant for all A > 0 which by Theorem
4.6.2(5) is equivalent to show that u € f*0 and —u € f*0. Let u € ft0. By 4.3.39
and Proposition 4.3.11, we have (X — (x + Au)) < (X — x) for all x € A(X) and A > 0
which implies [(=Au) < 1(0) = 0. Furthermore, we have I(—Au) > =AY ,_; u¢ = 0 from
Assumption 4.3.1. Therefore, [(—Au) = 0. As [ is unbiased, [(Au) = 0. From homogeneity

and convexity of [, we have

[(x + Au) _ <X+ Au) < l(x) N [(Au)  I(x)

= 4.3.4
2 2 2 2 2 (4.3.45)

for any x € R% Therefore, [(X —x + Au) < /(X — x) which implies —u € 0TA(X) =
—u e f10. O

Remark 4.3.20. Lemma 4.3.18 provides a practical way go find an unbiased function as

a homogeneous and permutation invariante loss function is unbiased.

Corollary 4.3.21. Ifl is a homogeneous and permutation invariante loss function, then,

dvl . . .
for every X € &, risk allocations exists.

Proof. Tt follows that by Lemma 4.3.18 [ is unbiased. Then, by Theorem 4.3.19, the risk

allocation exists. O

After we show the existence of the solution, we need to provide a method on how the
risk allocation can be calculated. In the next theorem, we show that the risk allocation

can be calculated by solving a system of equation.

Theorem 4.3.22. If all the conditions in Theorem 4.5.19 hold, and c is selected following
Proposition 4.53.14. Then the risk allocation x* will be the solution of

Vf(X) + /\VHv,hl,hz (l(X — X)) = 0, (4346)
where V = (i %), and
Hypypy (X —x)) = ¢, (4.3.47)

where X is a Lagrange multiplier. Furthermore, if the condition in Theorem 4.53.19 holds,

then the solution can be further reduced to the solutions to the system of the following
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equations:

0
1+ A (X — d A
* j[x:l(X x)>0} 0T; (v(i( X)) dp + /

x:l(X—x)<0} O%;

fori=1,...,d, and
Hypyon (X —x)) =c. (4.3.49)

where py = hy o Fy and ps = hy o Fi.
Proof.

[e'S) 0
Hopn (X =) = [ 0(s)dhn (Fioxn () + | o(s)dh (Fixs(s))

—00

{x:l(X—x >O} X)) 1 {x:1(X—x)<0} U( ( X)) Kz

(4.3.50)
where p1 = hy o Fy and pus = hy o Fx. Then, we have a convex optimization problem
minimize f(x)
subject to Hy p, n, (X —x)) <,
The associated Lagrangian L is defined as
L(x,\) = f(x) + AN Hyppyn (X =%)) —0).

We can see that the slaters condition is hold with proper selected ¢. Then, the solution to

this convex optimization problem, by KKT condition, is

Vf(X) + AVHU7h17h2 (Z(X — X)) = O,

0 )
X =x))dp1 + A / [(X—x))dpz = 0, (4.3.51
I, /Xl X—x)>0} o =) )dper O0x; J{x:1(X—x)<0} o(UX =x))dpz ( )

fori=1,...,d, and

=1+

)\((Hvﬁth (Z(X - X)) — C) = 0. (4352)

If the conditions in Theorem 4.3.19 holds, let 4; = (0, . .. ’0’$’ 0,...,0)ande; = (0,...,0, 1 ,0,...

~—~
i-th i-th

Let

w5, (X, %) = v(I(X — (x+ (57,)5)) —o(I(X — x)) (4.3.53)
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Then, %v(l(X —x)) = lims_,o ws, (X, x), and the derivative exists since v and [ are con-
tinuous. Now, as v is convex and increasing, [ is convex and increasing, v ol is convex and
increasing. Let —w,, (X, x) = v({(X — (x+¢;))) —v({(X —x)). Then, it is integrable with

respect to p; and po. Furthermore, we have
lws, (X, x)| < —w,,(X,x) forallx € R"and § > —1,§ # 0. (4.3.54)

Therefore, we can apply the change of integral and partial derivative is by Proposition
4.6.3. Finally, from equation 4.3.55 and 4.3.56, we have

0 ]
1 X - X — =
- )\‘/Xl X—x)>0} axz (UU( X))) dﬂl + )\/xl X—x)<0} 8:13'1 </U(l( X))) dﬂ2 07
(4.3.55)
fori=1,...,d, and
Hypy oy (I(X = %)) = c. (4.3.56)
O

Generally, risk allocation is not unique. However, with the following additional re-

striction, the risk allocation can be unique.

Theorem 4.3.23. If all the assumptions in Theorem 4.5.19 are satisfied, furthermore, H

is strictly convex outside R? along zero-sums allocations, then the risk allocation is unique.

Proof. Assume the risk allocation is not unique. Then, we have two risk allocation m and
n such that m # n and pfl’f:fLQ(X) =>4 mi=Y% n. AsaXl mi+(1—a)X n; =
pzll 1, (X) for any o € [0,1], am + (1 — a)n is also a risk allocation. Furthermore, as
>4 m;—n; = 0, m—n is a zero-sum allocation. Also, am-+(1—a)n = n+a(m—n) is a risk
allocation along zero-sum direction. Now, as m, n and am+(1—a«)n are all risk allocation,
from Theorem 4.3.22, they satisfy Hy,p,p, (X —m)) = ¢, Hypop, (X —1n)) = ¢ and

Hypyn, (X —am — (1 — a)n)) = c. By convexity,
¢ = Hypp (X —am — (1= a)n)) < aHypp ((X —n))+(1—a)Hypp ((X—m)) =

Therefore, as H is not strictly convex along am+(1—a)n, we must have am+(1—a)n € R%
which implies am+(1—a)n < 0. By monotonicity, we have H, , p, (((X — am — (1 — a)n)) <
H, pyny (1(0)) <0 < ¢ which is a contradiction. O

In next example, we provide a simple case of selection of [, v, h; and hy to illustrate
the conditions in Theorem 4.3.22 and Theorem 4.3.23.
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Example 4.3.6. (i) Let hi(z) = =, hao(z) = z, v(z) = =z, and I(x) := X%, g;(z;), where
gr : R — R is univariate loss function that satisfies Assumption 4.3.1 for k = 1,...,d.
Furthermore, g is strictly convex on R, . In this way, we can see that v, h; and hy satisfy
conditions in Theorem 4.3.19. Also, in this way, H satisfies the condition in Theorem
4.3.23. This objective function is actually reduced to Proposition 3.9 of Armenti et al.
(2018). Therefore, the risk allocation exists and unique.

(ii) For an example that the risk allocation exists but not unique, we have same set up for v,
hi, and hsy, but let [ be the loss function defined as I(x) = g(X%_, ;) where g(z) = 27— B2~
and 0 < 8 < 1 (Example 3.8 of Armenti et al. (2018)). We can see that [ is positive
homogeneous and permutation invariant. Therefore, by Lemma 4.3.18, it is unbiased.
Then, by Theorem 4.3.19, the risk allocation exist. However, if x is a risk allocation and

u is a zero-sum allocation, then Zle Ti+u; = szzl x;. Therefore,

d d
Hypyohy (X =X 4 1)) = Hypy (9 (Z X — (1 + Uk))) = Hy ny o (9 (Z Xy — xk)) <g,
- T s
which means x + u is another risk allocation. This risk allocation is not unique because [ is
not strictly increasing outside R?. To see that, let x € R? and y € R?, then Ax+(1—\)y €
R,

x4+ (1-=XNy)=g (Z(sz + (1 - )\)yi)> = Z()\Jfl + (1= Ny;). (4.3.58)

i=1 =1

On the other hand,
d d
I(x)=yg (Z :1:2> => (4.3.59)
i=1 i=1

Therefore, [(Ax 4+ (1 — AN)y) = M(x) + (1 — A\)I(y), and [ is not strictly increasing outside
R?.

Remark 4.3.24. From the properties of this model, we can obtain a risk measure for the
entire risk system and risk allocation to each risk unit at the same time. Therefore, it is

desirable for the capital allocation problem.

4.4 Numerical illustrations and empirical studies

In Armenti et al. (2018), researchers performed a empirical study for a default fund

allocation. In this study, let RA(X) be the unique capital allocation for random vector X
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calculated with the method provided in Armenti et al. (2018), then the allocation of the
default fund (DF) for unit k = 1,...,d is calculated as

RAL(X)

A(Xy=DF——>—72 |
fX) = PE e R X)

(4.4.1)

In this study, we first provide a simple numerical illustration to show why Multivariate
generalized shortfall induced by CPT is a superior risk measure comparing to the risk
measure defined in Armenti et al. (2018). Then, we will use the same data as the one used in
Armenti et al. (2018) which is “based on an LCH real dataset corresponding to the clearing
of 74 portfolios of equity derivatives bearing on 90 underlyings” and it is available online at
https://github.com/yarmenti/MSRA, to illustrate the real life application of multivariate
generalized shortfalls induced by CPT. The simulation method and distributions has been
discussed in Armenti et al. (2018). As the code are provided online, for comparison purpose,
we modified the original code, regenerate the simulations and use the same simulation
results to compare the allocation result from Armenti et al. (2018) and the allocation

result from our risk measures.

4.4.1 Loss functions and distortion functions
In Example 4.3.1, we have an unbiased loss function:
1 -
l@%iiﬁi—§iﬁr (4.4.2)

We would like to combine this loss function with different choice of distortion functions. In
Example 3.4 of Mao and Cai (2018), researchers provide two distortion functions defined

as following

1)

() 0 fo<zr<a (1.4.3)
1\T) = 4.
T ifa<z <1

nyay= {10 MOSTSITS (4.4.4)
1 fl-f<z<l

We see that hy(x) is a convex function and hi(x) is a concave function. Therefore, we use

distortion function h;(x) and hs(x) in our risk measure. In this way, we have h; and hy
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to be convex. In this way, hi(x) is distortion function for TVaR, and hj(z) is distortion
function for TVaRs and furthermore, TVaRy = E(X).

As we have shown in Theorem 4.3.19, the allocation exists and with Theorem 4.3.23,
the allocation is unique. Then, we can calculate of allocation with the method provided in
Theorem 4.3.22. Then, we use the allocation method in (4.4.1) to calculate the allocation
for default fund explicitly and comparing the result with the one in Armenti et al. (2018).

We can also adjust the level of a to see the effect on the allocation result.

4.4.2 Risk measure calculation

As our risk measure is calculated as
d
pild (X) = inf {Z T, x € R Hy gy n(1(X = %)) < c} : (4.4.5)
k=1
we set ¢ = 0, and we will use

Hypno (X =x)) = > () (hl(Fl(X—x) (1)) — ha(Fix—x (%'71)))

Y ol@) (ha(Fixs (1) = ha(Fix—x(2i-1)))

z;<014€{2...,n}
+U($1)h1(ﬁl(x,x) (331)) (446)

to estimate
Hop (X = %)) = [ v@)dh (Ficx (@) + [ OOO o(@)dho(Fixx (@), (44.7)

where 7 ..., x, are simulated data points in increasing order and E(X—x)(xi) is the em-
pirical cdf of [(X — x). Furthermore, x; > 0 and z;_; < 0. WLOG, we assume z; < 0 and
z, > 0. Thus, we need to show that H,, 4,({(X — x)) converges to H, , n,(1(X — x)).

Proposition 4.4.1. Let H, p,, »,(I(X — x)) be defined as in (4.4.6) and let H, p, 4, (1(X — x))
be defined as in (4.4.7). Then, asn — 00, Hypy py (X — %)) = Hypyn, (1(X — %)) almost

surely.

Proof. First, by law of large number, we have Fl(x—x) (x;) converges to Fyx—_x)(z;) almost
surely as n — oo. Now, we look at h; and hy. As hy; and hs are monotone function on
[0, 1], by Froda’s theorem, they have at most countably numbers of discontinuities. Then,
let Sr be the set that E(Xfx) (x;) converges to Fyx_x)(x;) and Sy, be the set that h; is
continuous for i = 1,2, then h;(Fyx_x)(z)) converges to h;i(Fix_x)(x)) on Sy, N Sp. As
P ((8p, NSp)) = 0, hi(Fix—x(x)) converges to h;(Fyx_x) (z)) almost surely. Finally, we
have H, p, ny (1(X — X)) = Hypyny ([(X — x)) almost surely. O
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4.4.3 Allocation result and comparison

First, we would like to use a numerical illustration to show the flexibility of our risk
measure. Let (X,Y") be a bivariate discrete distribution to represent the loss distribution of
a company with two business units. The probability distribution is defined in the following
table:

X=x Y=y Pr(X=x, Y=y)

280 1000 0.05
280 200 0.45
0 0 0.45

-1000 -1000 0.05

Then, the risk measure and allocation result obtained based on Armenti et al. (2018)’s

risk measure is listed in the Table 4.1.

Risk measure | Allocation percentage
X 120.38 39.25%
Y 186.29 60.75%

Table 4.1: Allocation result and percentage weight based on Armenti et al. (2018)’s method

The risk measure and allocation result obtained based on our risk measure based on
different o and S level are listed in the Table 4.2 and Table 4.3.

Risk measure | Allocation percentage
X 280 29.61%
Y 665.72 70.39%

Table 4.2: Allocation result and percentage weight based on Multivariate generalized short-
fall induced by CPT with o = 0.95, 8 = 0.05

Risk measure | Allocation percentage
X 280 27.14%
Y 751.72 72.86%

Table 4.3: Allocation result and percentage weight based on Multivariate generalized short-
fall induced by CPT with a« = 0.95, 8 =0.5
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From the result in the tables above, we can see that based on Armenti et al. (2018)’s
method, there are 50% chance that the company is going to be insolvent and under insolvent
situation, unit X is very unlikely to get extra funding to become solvent as the loss 280 is
more than twice of the allocation capital 120.38. In terms of the allocation percentage, as
the unit Y has a much heavier tail, intuitively, we should allocate more capital to unit Y.
However, under Armenti et al. (2018)’s method, the allocation weight does not emphasis

enough on the heavy tail of Y.

Under multivariate generalized shortfall induced by CPT with the preference function
v and distortion functions hq, hy we selected, as we have two more level parameters a and
[, the risk measure becomes more flexible. If « = § = 0, then we can obtain the same
risk measure as Armenti et al. (2018)’s method. If we set « = 0.95 and § = 0.05, then
it means that we look at the the tail, top (1 — 0.95)% loss, and ignore the top 5% profit.
Then, the obtained risk measure is shown in table 4.2. With this risk measure, we can see
that there are only 5% chance that unit Y will be insolvent and the extra funding it needs
to reach the solvent point is much smaller. If we set the parameter a = 0.95 and g = 0.5,
then we ignore more profit to 50% level, then the risk measure for Y will increase further
to 751.72. That means, in this case, the extra funding it needs to reach the solvent point
is getting smaller. From the allocation weight aspect, the weight on Y is getting bigger

and bigger as we increase the value of o and .

Therefore, as a comparison result, multivariate generalized shortfall induced by CPT
is superior to Armenti et al. (2018)’s risk measure and the superiority comes from the
great flexibility of the preference function v and distortion function hy, he. With different
selection of v, hy, and ho, we can emphasis more on profit, loss, tail distribution and more

other aspects.

In next part, we will apply multivariate generalized shortfall induced by CPT with

same selection of v, hy, and hy to real life data used in Armenti et al. (2018).

From simulated risk values, the allocation result for highest 10 portfolios and its

percentage weight based on Armenti et al. (2018) is shown in Table 4.4:
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portfolio | v = 2 v==56 v =150
name
PB7 15812895| 16.93% | 15200883 16.23% | 15797036| 16.79%
PB56 11324746| 12.13% | 10803504| 11.53% | 11051189| 11.74%
PB59 8690535 | 9.31% 8998567 | 9.61% 8720702 | 9.27%
PB50 5868323 | 6.28% 6052060 | 6.46% 5725238 | 6.08%
PB32 4881761 | 5.23% 5040400 | 5.38% 4861512 | 5.17%
PB45 4258280 | 4.56% 4392386 | 4.69% 4294089 | 4.56%
PB41 3840451 | 4.11% 3977165 | 4.25% 3843467 | 4.08%
PB34 3632838 | 3.89% 3566306 | 3.81% 3752219 | 3.99%
PB15 3298364 | 3.53% 3102467 | 3.31% 3196824 | 3.40%
PB22 3211442 | 3.44% 3061508 | 3.27% 3137539 | 3.33%

Table 4.4: Allocation result and percentage weight based on Armenti et al. (2018)’s method

The allocation result for highest 10 portfolios and its percentage weight based on our

risk measure at different o and 3 levels are shown in Table 4.5 and Table 4.6:

portfolio | v = 2 v==56 v =150
name
PB7 32972614| 16.96% | 32259869| 16.69% | 32739120| 16.90%
PB56 23630313| 12.16% | 22770629| 11.78% | 23169112 11.96%
PB59 18501877| 9.52% 18567673| 9.61% 18357995| 9.48%
PB50 12386177| 6.37% 12375210/ 6.40% 12032855 6.21%
PB32 10348629/ 5.32% 10415175| 5.39% 10265705| 5.30%
PB45 9001322 | 4.63% 9121441 | 4.72% 9018360 | 4.65%
PB41 8157867 | 4.20% 8192979 | 4.24% 8098012 | 4.18%
PB34 7534564 | 3.88% 7513720 | 3.89% 7801296 | 4.03%
PB15 6846814 | 3.52% 6591190 | 3.41% 6654228 | 3.43%
PB22 6707251 | 3.45% 6445806 | 3.33% 6565776 | 3.39%

Table 4.5: Allocation result and percentage weight based on our method with o = 0.9
g =0.1
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portfolio | v = 2 v==56 v =150
name
PB7 40439562| 17.04% | 39077500| 16.66% | 39166399| 16.68%
PB56 28770683| 12.12% | 27673622 11.80% | 27619335| 11.76%
PB59 22532256( 9.49% 22541031| 9.61% 22466488| 9.57%
PB50 15057948/ 6.34% 14907017| 6.35% 14810419/ 6.31%
PB32 12613429/ 5.31% 12615961 | 5.38% 12580794/ 5.36%
PB45 10948603 4.61% 11057596/ 4.71% 11046438 4.70%
PB41 9951034 | 4.19% 9939243 | 4.24% 9920986 | 4.23%
PB34 9234160 | 3.89% 9123470 | 3.89% 9255543 | 3.94%
PB15 8402953 | 3.54% 7992394 | 3.41% 7988451 | 3.40%
PB22 8166736 | 3.44% 7849559 | 3.35% 7816522 | 3.33%

Table 4.6: Allocation result and percentage weight based on our method with @ = 0.95
g =0.1

As a recap, the allocation result based on Armenti et al. (2018)’s method is equivalent
to our risk measure with a = 0 and 5 = 0. From the allocation result, we can see that the
risk measure for each portfolio increases as o and [ increase. This is because at the level of
« increases, we only consider the expectation of loss based on top (1 — «)%. Similarly, at
the level of 3, we only consider the expectation of profit ignoring the top 5%. Therefore,
at the level of (a, ), we are making the risk measure more conservative. The allocation

weight for each portfolio also changes as our emphasis on tail changes.

4.5 Conclusions

In this chapter, we define a multivariate risk measure called multivariate generalized
shortfall induced by CPT which is an extension of univariate generalized shortfall induced
by CPT as defined by Mao and Cai (2018). This risk measure includes a total measure
for the whole risk system and risk allocation to the risk units within the system. It
can also be viewed as a generalization of the model proposed by Armenti et al. (2018).
In this chapter, we have discussed the desirable properties of the risk measure and the
conditions and restrictions on the distortion functions and preference function to guarantee

desirable properties and the existence and uniqueness of the risk measure. We have also
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provided some simple examples to illustrate the possible selections of preference functions

and distortion functions.

In future study, we will consider posible applications by choosing more specific dis-
tortion functions and real life data, and compare with other existing allocation methods

including haircut, quantile, covariance, and CTE principles.

4.6 Appendix

In the appendix, we provide some properties for the convex function and the condition
for interchangeability of integral and derivative which we need for the proofs in the main

context.

4.6.1 Convex function properties

Here, we quote the summarization of definition and theorems of recession cone that
is provided in Armenti et al. (2018) Appendix A which was originally stated in Rockafellar
(2015).

Definition 4.6.1. For any non-empty set C' C R¢, recession cone is defined as

07C := {y € R": x + \y for every x € C'and A € R}

Definition 4.6.2. We denote by f0" the recession function of f, that is, the function with

epigraph given as the recession cone of the epigraph of f, and we call
0% f = {y € R*: (f07)(y) < 0}.
Theorem 4.6.1. If C' is non-empty, closed and convez, andy # 0,
07C = {y € R?: there exists x € C such that x + \y € C for every A € R}

Theorem 4.6.2. Let f be a proper, closed and convex function on R?.
1. Given x,y € R, if liminf, .o f(x+ \y) < 0o, then A — f(x + \y) is decreasing.
2. All the non-empty level sets B := {x € R?: f(x) <~} # 0 of f have the same recession

cone, namely the recession cone of f. That is:

0t f =0"B, for every v € R such that B # ().
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3. fO% is a positively homogeneous, proper, closed and convex function, such that

ngwzamf@+Aw—f@):Hmf@+Aw_f@)

A>0 A A—00 A

,y € R

for every x € dom(f).

4. There exists x € dom(f) such that the map X — f(x + \y) is decreasing, that is, y is
a direction of recession of f, if and only if this map is decreasing for every x € dom(f),
which in turn is equivalent to (f07)(y) < 0.

5. The map N — f(x+ \y) is constant for every x € dom(f) if and only if (f0*)(y) <0
and (f07)(=y) <0.

4.6.2 Interchange of integral and derivative

Proposition 4.6.3. Let I € R be a nontrivial open interval and let f: Q2 x I — R be a
map with the following properties.

(i) For any x € I, the map w — f(w,z) is in L*(P)

(it) For almost all w € 2, the map I — R, x — f(w,x) is differentiable with derivative f’
(iii) There is a map h € LY (P), h > 0, such that |f'(-,z)| < h a.s. for allx € I.

Then, for any x € I, f'(-,z) € LYP) and the function F : x> [ f(w,x)P(dw) is differen-
tiable with derivative

F(x) = [ f/(w.x)P(dw),

where L'(P) is the set of Lebesgue integrable function with respect to measure P.

Proof. Please see Klenke (2012) for details. O

133



Chapter 5
Conclusions

In Chapter 2, we introduce a new multivariate CVaR. This risk measure extends
the CVaR defined by Rockafellar, Uryasev, et al. (2000) to a multivariate context with
dimension d and is motivated by the multivariate geometric quantile/VaR and multivariate
geometric expectile. It shares the same strategy of extending the expected loss function to
the multivariate case that was first introduced by Chaudhuri (1996). After we define the
risk measure, we give an interpretation of it and provide the restrictions on parameters
and the conditions necessary to guarantee the existence and uniqueness of the minimum
value of the expected loss function. In the following sections, we discuss the properties of
the risk measure. Since it may not make sense to directly apply the risk axioms of the
univariate case to our measure, we first modify some properties such as subadditivity to
fit our multivariate model. Also, for a given property, for example monotonicity, that does
not apply to our model or may not be suitable for it, we provide an explanation for that
exception. Finally, we provide a numerical illustration to show how changes in parameters
and a change of covariance between random variables would affect the risk measure, and

also provide a comparison between univariate risk measures and multivariate geometric

CVaR.

Chapter 3 introduces a new capital allocation principle which can be seen as an
extension of the allocation principle studied in Furman and Zitikis (2008) and Cai and
Wang (2020). Using this allocation principle, we can obtain the optimal total capital
and the optimal capital allocation to each individual risk in the portfolio at the same
time by including the component that considers the risk of the entire portfolio in our
objective function. In this chapter, we discuss the conditions needed to guarantee the

existence and uniqueness of the solution, and we also provide numerical illustrations and
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comparisons with the existing allocation principles. Our allocation principle can be viewed
as the generalization of many existing allocation principles, and our model can be used
to provide explanations for those allocation principles from the viewpoint of optimization

problems.

In Chapter 4, we define a multivariate risk measure called multivariate generalized
shortfall induced by CPT, which is an extension of univariate generalized shortfall induced
by CPT introduced by Mao and Cai (2018). This risk measure includes a total measure
for the whole risk system and risk allocation to the risk units in the system. It can also
be viewed as a generalization of the multivariate shortfall risk allocation and systemic
risk introduced by armentFi2018multivariate. In this chapter, we discuss the desirable
properties of the risk measure and the conditions and restrictions on the distortion functions
and preference function to guarantee desirable properties and the existence and uniqueness
of the risk measure. We also provide some examples to illustrate the possible selections
of preference functions and distortion functions. Finally, we provide a similar simulation

study to those in Armenti et al. (2018) to show the superiority of our defined risk measure.

In this thesis, we propose a new approach for portfolio risk management with multi-
variate risk measures. With this new approach, we define three multivariate risk measures.
We obtain these risk measures for the entire portfolio and each risk unit in the portfolio

at the same time as optimal solutions to multivariate objective functions.
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