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Abstract

TOPICS IN STOCHASTIC PORTFOLIO THEORY:
Pathwise Generation of Trading Strategies,

and Portfolio Theory in Open Markets

Donghan Kim

This thesis generalizes stochastic portfolio theory in two different aspects. The first part
demonstrates the functional generation of portfolios in a pathwise way. This notion of functional
generation of portfolios was first introduced by E.R. Fernholz, to construct a variety of portfolios
solely in the terms of the individual companies’ market weights. I. Karatzas and J. Ruf developed
recently another approach to the functional construction of portfolios, which leads to very simple
conditions for strong relative arbitrage with respect to the market. Both of these notions of
functional portfolio generation are generalized in a pathwise, probability-free setting; portfolio
generating functions, possibly less smooth than twice-differentiable, involve the current market

weights, as well as additional bounded-variation functionals of past and present market weights.



This generalization leads to a wider class of functionally-generated portfolios than was heretofore
possible to analyze, and to improved conditions for outperforming the market portfolio over
suitable time-horizons.

The second part develops portfolio theory in open markets. An open market is a subset of
the entire equity market, composed of a certain fixed number of top-capitalization stocks. Though
the number of stocks in open market is fixed, the constituents of the market change over time as
each company’s rank by its market capitalization fluctuates. When one is allowed to invest also in
money market, an open market resembles the entire ‘closed’ equity market in the sense that most
of the results that are valid for the entire market, continue to hold when investment is restricted to
the open market. One of these results is the equivalence of market viability (lack of arbitrage) and
the existence of numéraire portfolio (portfolio which cannot be outperformed). When access to
the money market is prohibited, the class of portfolios shrinks significantly in open markets. In
such a case, we discuss the Capital Asset Pricing Model, how to construct functionally-generated

portfolios, and the concept of universal portfolio in open market setting.
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Introduction

This thesis consists of two main chapters. Chapter 1 presents the functional generation of
trading strategies in a pathwise sense. The concept of functional generation of portfolios was
introduced by Fernholz [7], [9] and has been one of the essential components of stochastic
portfolio theory; see [10] for an overview. Portfolios generated by appropriate functions of the
individual companies’ market weights have wealth dynamics which can be expressed solely in
terms of these weights, and do not involve any stochastic integration. Constructing such portfolios
does not require any statistical estimation of parameters, or any optimization. Completely
observable quantities such as the current values of ‘market weights’, whose temporal evolution is
modeled in terms of continuous semimartingales, are the only ingredients needed for building
these portfolios. Once this structure has been discerned, the mathematics underpinning its
construction involves just simple calculus. Then the goal is to construct such portfolios that
outperform a reference portfolio, for example, the market, under suitable structural conditions.

A new functional generation of trading strategies, which we call ‘additive’, as opposed to
Fernholz’s ‘multiplicative’ generation, was recently discovered by Karatzas and Ruf [15]. This
new methodology weakens the assumptions on the market: asset prices and market weights are
continuous semimartingales, and trading strategies are constructed from ‘regular’ functions of
these semimartingales. Strategies generated in this additive manner require simpler conditions for
strong relative arbitrage with respect to the market, over appropriate time horizons; see also [8].

In a different, but related, development, Follmer [11] showed almost 40 years ago that
certain aspects of Ito calculus can be developed ‘path by path’, without any probability structure;

in particular, without any semimartingale assumption. Once a given function has finite quadratic



variation/covariation along a given nested sequence of partitions over a fixed time interval of
finite length, change of variable formulas can be proven by Taylor expansion in a surprisingly
simple way. Then Wiirmli [28] introduced in this setting the concept of local times and the
corresponding pathwise Tanaka formula. This allows the change of variable formula to be applied
to less regular functions, by involving appropriately defined pathwise local times. Such local
times have been further developed recently; see [3], [6], and [22].

Most part of Chapter 1 is based on the paper [14] and generalizes both additive and
multiplicative functional generation of trading strategies in several ways. First, we use pathwise
It6 calculus to show how to construct trading strategies, generated additively or multiplicatively
from a given function, depending on the market weights and in a manner completely devoid of
probability considerations. The only analytic structure we impose is that market weights admit
continuous covariations in a pathwise sense. Secondly, we allow generating functions that depend
on an additional argument of finite variation. Introducing new arguments, other than the market
weights, provides extra flexibility for constructing portfolios; see [23], [24], [26]. We present
various types of additional such arguments, to the effect that a variety of new trading strategies
can be generated from a function depending on them; these strategies yield new sufficient
conditions for outperforming the market.

The pathwise Tanaka formula is also applied to the construction of portfolios from
generating functions rougher than heretofore possible. The classical It6 formula applies to
functions which are at least twice-differentiable; whereas the Tanaka formula only requires
absolute continuity. Usage of the Tanaka formula not only broadens the class of
portfolio-generating functions very considerably, but also yields a lot of identities involving
pathwise local times of functions. These identities are pathwise generalizations of those in
semimartingale theory. Using them as building blocks, expressions for the ranked (in descending
order) functions amongst m given functions are derived, in terms of the original ones and of
appropriate pathwise local times. More specifically, we represent the Follmer-Itd integral with

respect to the k-th ranked function X(;) among m continuous functions Xj, - - - , X, as the sum of



same integrals of the original functions, and collision local time terms generated whenever these
functions collide. This representation helps us generate trading strategies depending on the
ranked market weights. These results regarding pathwise local time and Tanaka formula are
summarized in Section 1.2, which contains results of the paper [17].

Several sufficient conditions for strong relative arbitrage via additively and multiplicatively
generated trading strategies are also provided in Chapter 1. The existing sufficient condition in
[15] requires the generating function to be ‘Lyapunov’, or the corresponding ‘Gamma function’ to
be nondecreasing. By contrast, the new sufficient conditions depend on the intrinsic
nondecreasing structure of the generating function itself. These new conditions show that trading
strategies outperforming the market can be generated from a much richer collection of functions
depending on the market weights, and on an additional argument of finite variation. We provide

some interesting examples of such trading strategies.

Chapter 2 focuses on the portfolio theory in open markets and is based on the paper [18].
Equity markets are conventionally thought of as being ‘closed’, in the sense that they are almost
universally assumed to consist of a given, fixed number of stocks at all times. However, this
assumption fails to represent most real markets, where new stocks enter and some others exit due
to privatization, bankruptcy, or simply bad luck.

The number of companies in the U.S. stock market has undergone wide fluctuations. In
1975, there were around 4,800 U.S. domiciled firms listed on the NYSE, Amex, and Nasdaq. This
number reached a peak of 7,500 listed firms in 1997, and then decreased by more than half to
3,600 firms 20 years later in 2017.

To mitigate the assumption of a fixed, immutable collection of companies, and to model
stock markets more realistically, we study here markets that are ‘open’. These are constructed by
restricting, at any given time, our investing space from the entire market to the subset composed
of a certain fixed number n of top-capitalization stocks at that time. More precisely, within the
entire stock market, we keep track of the price dynamics of all stocks, rank them by order of

market capitalization, consider an open market consisting of the top n stocks, and only invest in



stocks that belong to this open market. High-capitalization indexes, such as the S&P 500 index,
where one invests only in the n = 500 highest-capitalization companies, and any given stock is
replaced by another one when its capitalization falls, are of this type.

In Chapter 2, some results from closed markets which remain valid also in open markets,
are presented. The main result of this type involves the concept of market viability, which is
understood as “lack of a certain egregious form of arbitrage”; this condition prohibits financing
non-trivial liabilities starting from arbitrarily small initial capital. The result shows that in an open
stock market, with an access to the money market, viability is equivalent to any one of the
following conditions: (i) a portfolio with the local martingale numéraire property exists; (ii) a
local martingale deflator exists; (iii) the market has locally finite maximal growth; (iv) a
growth-optimal portfolio exists; and (v) a portfolio with the log-optimality property exists. We
provide precise definitions for these terms, and show that this equivalence can be formulated in
terms of the drifts and covariations of the underlying stock prices, modeled by continuous
semimartingales.

When access to the money market is forbidden, and one is only allowed to invest in a fixed
number 7 of top-capitalization stocks, the class of eligible portfolios diminishes significantly, as
portfolios must satisfy conditions of “self-financibility”. Under this extra condition, we provide a
connection of the above viability theory to the Capital Asset Pricing Model (CAPM), develop a
way for constructing functionally-generated portfolios, and discuss the concept of universal

portfolio in open markets.



Chapter 1: Pathwise Generation of Trading Strategies

This chapter is devoted to the pathwise functional-generation of trading strategies. Section 1.1
and 1.2 present the elements of pathwise [td-Tanaka calculus with help from the relevant notion
of local time needed for our purposes. Section 1.3 defines trading strategies and regular functions,
then discusses how to generate the former from the latter in ways both additive and multiplica-
tive. Section 1.4 gives sufficient conditions for such trading strategies to generate strong arbitrage
relative to the market. Section 1.5 presents the way to construct trading strategies depending on
the ranked market weights. Section 1.6 provides examples of trading strategies generated from

entropic functions, and corresponding sufficient conditions for strong arbitrage.

1.1 Pathwise Ito Formulae

Throughout this chapter, we consider a time-horizon [0, 7] of finite length 7 € (0, c0). For a
given subset V of a Euclidean space, we shall denote by C([0, 7], V) the space of continuous V-
valued functions defined on [0, T']; whereas CBV/([0, T'], V) stands for the space of those functions

in C([0, T], V) whose components are of bounded variation.

In what follows, we let X = (Xj,..., X;) be a function in C([0, T], Rd), representing a vector
of quantities defined on [0, 7], whose values change over time. We require the components of X
to admit continuous covariations (Definition 1.1.1) in the pathwise sense with respect to a given,

refining sequence (T,),en of partitions of the interval [0,7]. The sequence (T,),en is such that

each partition is of the form T, = {0 = t(()") < tin) <. < tl(\;’()T , =T} forn € N, as well as
Ty c T, C ---, and the mesh size ||T,|| := maxyer, |tj+1 — t;| decreases to zero as n — oo.

We fix such a sequence (T,),en of partitions throughout this chapter. Here and below, ¢; and

tj+1 are consecutive points in the partition T, i.e., t; < tj41, T, N (¢}, 2j+1) = 0. Also, when we write



tj € T, and t; < t simultaneously, we set 7;41 = ¢ when j is the biggest index satisfying 7; < f.
With this notation, the notion of pathwise quadratic covariation of X along (T},),cn is defined as

follows.

Definition 1.1.1 (Pathwise quadratic covariation). A function X = (X1, X», . .., X;) in C([0, T], RY)
is said to have pathwise quadratic covariation along a given nested sequence of partitions (T}, ),en

of [0, T], if for every 1 < i, k < d the limit as n — oo of the sequence

Z (Xi(tj+1) — Xi(1)) (Xe(tj51) — X (1)), neN (1.1.1)
tieT,

exists in R for all ¢ € [0, T], and the resulting mapping, denoted by ¢ +— [X;, Xi](¢), is real-valued
and continuous. We call [X;, X; ] the pathwise quadratic covariation of X; and Xj, and denote the

pathwise quadratic variation of X; by [X;] := [X;, X;].

We stress that the existence of pathwise covariations and quadratic variations for the compo-
nents of X depends heavily on the choice of the nested, or “refining”, sequence (T},),en of parti-
tions. Example 5.3.2 in [2], and the arguments following it, illustrate this fact. Note also that the
existence of pathwise covariations and quadratic variations is required for 1t6’s formula to hold in
a pathwise sense. The following result is the original one-dimensional pathwise Itd formula, from

[11].

Theorem 1.1.2 (Pathwise 1t formula). Fix a function X € C([0,T],R) admitting quadratic vari-
ation along the given nested sequence of partitions T = (T,),>1 of [0,T]. Then for every twice

continuously differentiable function f : R — R, the pathwise change of variable formula

£x@) - £(xO) = [ Fixe)axe 3 [ rxeaxe

holds for all t € [0,T]. The last integral of the right-hand side of (1.1.2) is a Lebesgue-Stieltjes



integral, and the first, so-called “Follmer-1t6”, integral is defined as the pointwise limit

L f’(X(S))dX(S) = nh_)ngo Z f/(X(l‘j)) (X(l‘j+1) - X(lj)). (113)
ti€T,

1<t

We shall need a higher-dimensional pathwise It6 formula with an extra ‘input’ as additional
argument. For this purpose, we consider A = (Aj, ..., A,) € CBV([0,T],R") and f : RY x R" —
R, as well as the quantity f(X;(¢),..., Xq(t), A1(2), ..., A,(2)), that depends on time 7 € [0, T]. We
say that such a function f is in C/¥(R? x R™ R), if it is j-times continuously differentiable with
respect to the first d components and k-times continuously differentiable to the last m components.
We also denote by 9; f, afk f the first- and second-order partial derivatives for the first d components
of f (1 < i,k < d), and by Dy f the (d + £)™ partial derivative for the last m components of
fa<e<m).

We present now the following version of the pathwise 1t6 formula involving both components

X and A. The idea of proof is similar to that of Theorem 1.1.2.

Theorem 1.1.3 (Multidimensional pathwise Itd formula). Fix a function X € C([0,T], R?) having
pathwise quadratic covariations along a given sequence of partitions T = (Ty)u>1 of [0,T], and a
function A € CBV([0,T], R™). Then for every function f of class C*'(R? x R™, R), the pathwise

change of variable formula

d

f(X(@), A(r)) — £(X(0), A0)) = /0 Z@if(X(s), A(s))dX;(s) (1.1.4)

i=1

m t 1 d .
+; /O fo(X(s),A(S))dAf(s)+§ Z /O 0% f (X(5), A(s)) d[Xs, X, 1(s)

i,k=1

holds for all t € [0,T]. Here, the last two integrals in (1.1.4) are of the Lebesgue-Stieltjes type,



and the first Follmer-1t6 integral is defined as the pointwise limit

/ Zaf X(s), A(5))dXi(s) := lim Z Zaf X (1), A@t)) (Xi(tj41) - Xi(1)).  (1.1.5)

IJGT i=1
1<t

Proof. Using the telescoping sum representation, we obtain

FXOAWD) = F(XO,A0) = 3 {7 (X100, AG0) = £(X (1)) A)

17€Ty
= 2 X AG) = F(X ) AG) (1.1.6)
tieT,
+y {f(X(th), A@t)) - F(X(@)), A(tj))}. 1.1.7)
t;€T,

The Taylor expansion, applied to the components of the function A in the sum (1.1.6), gives

Z {f(X(th)’ A(tj+1)) = F(X (i), A(tj))} (1.1.8)
l‘jETn
= > > Def (Xt A@) (Acltje) = Act)) + > D r(Actjan) = Adt))),
1€y (=1 tj eTn =1

where the summand in the last remainder term is bounded by
r(Ae(tjc1) — Ae(tj)) < ¢(mté_1X |Ae(tj1) - Aﬁ(tj)|)‘A€(fj+l) — Ac(t))
J

for some function ¢ with the property lim,_,0 ¢(x) = 0. Since A is continuous and of bounded
variation, the last double sum of the right-hand side of (1.1.8) tends to zero as n — oo, and the sum
(1.1.6) converges to the Lebesgue-Stieltjes integral >/’ , fot Dy f(X(s), A(s))dA(s) as n — 0. On

the other hand, again by Taylor expansion applied to the components of the function X in the sum



(1.1.7), we obtain

2o AP X 0. Aw) - £ (XG0, AGH)}

Z‘J'GTH
1<t

d
= > D 0 F(X ), AW) (Xiltj) - Xi(t)) (1.1.9)

leTn i=1

1<t

d
* % D07 R (XU, AW (Xiltj1) = Xilt)) (Xitj41) = Xi(17)) (1.1.10)
1€, i,k=1

d
+ Z Z r(Xix(tj41) = Xix (), (1.1.11)

€Ty ik=1
st

where the summand in the last remainder term (1.1.11) is bounded by
Ll’( ok [Xik(tj+1) - X’?k(tf)|) (Xitje1) = Xi(t))) (Xi(tje1) = X (1),
Jobs

for some function ¢ with the property lim,_,o ¢ (x) = 0. Since X is continuous and has pathwise
quadratic covariation in the sense of (1.1.1), the double sum (1.1.11) approaches zero as n — oo.

The sum (1.1.10) converges to the Lebesgue-Stieltjes integral

1 &
5y /0 02, 1 (X(s), A(5))d (X, Xi)(s),

i,k=1

again by the existence of the pathwise quadratic covariation of X. As all the other terms converge,
the remaining sum (1.1.9) also converges to some limit, which we call ‘Follmer-Ito integral’ as in

(1.1.5). ]



1.2 Pathwise Local Time and Tanaka Formulae

1.2.1  Definition of Local Time and Tanaka Formulae

We consider in this subsection a one-dimensional function X in C([0,7T],R) and present the
notion of pathwise quadratic variation of X along the partition T = (T},),en of [0, T], introduced

by Follmer.

Definition 1.2.1 (Pathwise quadratic variation). A function X € C([0,T],R) is said to have finite
pathwise quadratic variation along a given sequence of partitions T = (T,)uen of [0,T] if, as

n — oo, the mesh size

Tl 2= max [tj1 = 1 (1.2.1)

€T,
tends to zero, and the sequence of measures p" := 3 cr, [X(tj+1) — X (tj)l2 - 0r;» n € N converges
vaguely to a locally finite measure u without atoms; here §, denotes the Dirac measure atz € [0, T].
We write Q(T) for the collection of all continuous functions having quadratic variation along T;

and denote by [X](¢) := u([0, ¢]) the quadratic variation of X on [0, T], for ¢ € [0, T].

For a sequence of measures (u"),en on [0, T'], vague convergence is equivalent to the pointwise
convergence of their cumulative distribution functions at all continuity points of the limiting dis-
tribution function; and if this is continuous, the convergence is uniform. Thus, we are led to the
following result (Lemma 1.3 of [3]). This guarantees, in particular, that the quadratic variation [ X

of a real-valued function X as in Definition 1.2.1 coincides with that of X in Definition 1.1.1.

Lemma 1.2.2. X € C([0,T],R) belongs to the collection Q(T) of Definition 1.2.1 if, and only if,

there exists a continuous function [ X| such that

31X - X 5 [x10) (12.2)
tjGTn
=t

for every t € [0,T]. If this property holds, the convergence in (1.2.2) is uniform.

10



Remark 1.2.3. The assumption in Definition 1.2.1 that the mesh size in (1.2.1) goes to zero as
n — oo, imposed on the sequence (T,),cn of partitions, is actually stronger than the assumption
on the sequence of partitions usually imposed in other works involving pathwise local time. For
example, in [3], [6], [22], the authors define the ‘oscillation’ of the function X along the partition

T, as

2

osc(X,T,) := max max ]|X(s) - X(r)

;€T r,s€[t),141
and require osc(X,T,) — 0 as n — oo, instead of the mesh size going to zero. This is because it
is enough to work with Lebesgue partitions generated by X when defining the pathwise local time
and deriving the pathwise Tanaka formula. Since the function X is uniformly continuous on the
compact interval [0, T'], the decrease to zero of the mesh size does imply that the oscillation of X

also shrinks to zero.

One reason for imposing here the stronger condition of Definition 1.2.1 on (T},),en, is to follow
our original definition of pathwise quadratic covariation/variation (cf. Definition 1.1.1). Another
reason is that we are going to involve an additional (vector of) continuous functions A when gen-
erating trading strategies, and the oscillation of this A also has to shrink to zero along the sequence
of partitions (T,),en. In other words, by using the ‘mesh’ assumption instead of the ‘oscillation’,

we can get rid of such ‘dependence’ of the sequence of partitions (T,),en on both X and A. 0

The very first definition of pathwise local time was given in the unpublished diploma thesis
[28] by Wiirmli. This original local time is called “L>-local time” of a path X along a sequence
of partitions T = (T,),en. Using this notion of local time, Wiirmli established the expression
(1.2.7) below for f in H*(R, R), the Sobolev space of functions in L?(R, R) which are twice weakly
differentiable. Since then, many versions of pathwise Tanaka formulae (generalized Itd formulae)
and different definitions of local times have been introduced and studied; these vary according to
the regularity of the path X, the function f, and the notion of “convergence for local time”. Weaker
convergence in defining a local time requires more regularity on the part of the function f. Some

of these versions are stated in Section 2 of [22], and in [6], for continuous paths with quadratic

11



variation. Similar results for rougher paths (with finite p-th variation, p > 2) can be found in
Section 3 of [3], and in [17]. We present here the following version of local time and Tanaka’s

formula, which we consider most appropriate in our setting.

We have the following definition of continuous local time, with the notation

(a,b], a < b,
(a,b] = (1.2.3)

(b,al, b<a,
used in [3], [6], [17], [22]. We adopt this notation throughout.

Definition 1.2.4 (Continuous local time). We say that a function X € C([0, T], R) has a continuous
local time along the given nested sequence of partitions T = (T, )uen, if lim, || Ty|| = 0, the

‘discrete local times’

R> x> LXM(x) = Z Lix, %, 100 [X(te) 2| € [0.0),  neN (1.2.4)

tjETn
ljst

converge uniformly to a continuous limit x LZX’T(x) as n — oo for every fixed t € [0,7], and

the resulting mapping (¢, x) +— LtX’T

(x) is jointly continuous. We call this limit continuous local
time of X along T, and write L£(T) for the collection of functions X in C([0, 7], R) which admit a

continuous local time along the given nested sequence of partitions T = (T, ),en.

The existence of continuous local time for ‘typical price paths’ is shown in Theorem 3.5 of
[22]. In order to simplify notation, we shall write LX(x), or simply L,(x), whenever the context is

unambiguous. With this definition, we now derive the pathwise Tanaka formula.

For an absolutely continuous function f : R — R and any two real numbers a and b, we have
f(b) - f(a) = fa b f'(x)dx, where f’ is a Radon-Nikodym derivative of f. We assume that f” is
right-continuous with left-limits (RCLL) and of finite variation on compact intervals (since every

function of finite variation has only countably many discontinuities, its RCLL version is also a

12



weak derivative of f, and we work with this version). By applying the integration by parts formula

with the notation (1.2.3), we obtain

/a ’ Fod

/ab F'(x)(b = x)dx = —f"(x)(b - x)|i:a + (a’b](b —x)df'(x), ifa<b

= Jy £ =)dx = {6 =0y = [ b= 0df (%), if b<a

J(®) - f(a)

f@b=a)+ [, (b=xdf (x), if a<b

fr@b=a)= f, b=xdf'(x), if b<a

f’(a)(b—a)+/R]l(]a,b]](x)lb—ﬂdf’(x). (1.2.5)

Thus, using the telescoping summation f(X (1)) — f(X(0)) = Xy, (f(X(tj+1)) - f(X(tj)))

1=t
for the given sequence of partitions T = (T,),en of [0, T'], the above equality becomes

FIXO) = £(XO) = > £ (X)) (X@1) = X)) = Y /R Lgx,x,.,, 1 (O|X (t1) = x|df"(x)
€Ty €T,

- / LY (x)df’ (x), (1.2.6)
R
thanks to the definition (1.2.4). Since L,X ’T"(-) converges uniformly to LZX’T(-) for X € L(T), we

now arrive at the following result, which is Theorem 2.6 of [22].

Theorem 1.2.5 (Pathwise Tanaka formula). Let X € L(T) and f : R — R be absolutely con-
tinuous, with right-continuous Radon-Nikodym derivative f’ of finite variation. Then, the one-
dimensional Follmer-1to integral of (1.1.3) exists, and we have the generalized change of variable

formula

F(X@) - £(X(0)) = /O £ (X(s))dX(s) + /R L(x)df'(x), 0<t<T. (1.2.7)

13



Remark 1.2.6 (Occupation density formula). For every twice continuously differentiable function

f, comparing the last terms in (1.1.2) and (1.2.7), we obtain for X € Q(T) N L(T)

/ 17 (X(s))d[X](s) =2 / F7(x)Ly(x)dx.
0 R

Thus, we also have

t
[ stxenaixio =2 [ soras (128)
R
for any continuous function g. The discrete local times LtX’T"(-) defined in (1.2.4), as well as their
pointwise limit L,(-), have a compact support [m;,, M,] for every fixed ¢ € [0, T] where

my := min X(s), M; := max X(s), (1.2.9)
0<s<t

0<s<t

and the continuity of L,(-) gives the boundedness of L,(-). Furthermore, for any a < b, the indi-
cator function 1(,(-) can be written as the pointwise limit of a sequence of bounded continuous
functions. Thus, by the bounded convergence theorem, (1.2.8) holds for every function of the form
g(-) = 1p(-) with B = (a, b]. On the other hand, the collection of all Borel sets B for which (1.2.8)
holds with g = 1p forms a Dynkin system (closed under set subtraction and increasing countable
union) and so, by the Dynkin System Theorem (Theorem 2.1.3 in [16]), the identity (1.2.8) holds

for every function of the form g = 14, with Borel set A € A(R):

/l 14(X(5))d[X](s) = 2/L,(x)dx. (1.2.10)
0 A

This so-called occupation density formula generalizes a very familiar property of semimartingale

local time.
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1.2.2  Properties of Local Time

In this subsection, we present new results regarding the pathwise local time of Definition 1.2.4.
First, a pathwise version of the classical Tanaka-Meyer formula is a direct consequence of Theo-

rem 1.2.5 with the choice of function f(x) = (x — a)*.

Corollary 1.2.7 (Pathwise Tanaka-Meyer formula). For every function X in L(T), the pathwise

Tanaka-Meyer formula

Li(a)= (X(t)—a)" - (X(0)—a)" - /0 1,00 (X (5)) dX (5) (1.2.11)

holds for all (t,a) € [0,T] X R. Here, the last integral represents the pointwise limit

/O Laoo) (X())dX(5) i= Tim > 10 (X (1)) (X(1521) = X (17)). (1.2.12)
t;€T,

1<t

Remark 1.2.8 (Additional Tanaka-Meyer formulae). We obtain formulae analogous to (1.2.11) by
applying Theorem 1.2.5 with the choices g(x) = (x — @)™ and h(x) = |x — al, respectively:

t

Li(a) = (X(t) = @)™ = ((X(0) —a)” + /0 1y (X(5)) X (5), (12.13)

and

2L(a) = |X(t) —a| - |X(0) — a| - '/0 sign(X(s) — a)dX(s). (1.2.14)

The integral terms are defined as

/0 1(—00,a) (X(S))dX(S) = ’111_>n30 Z ]l(_oo,a) (X(tj)) (X(tj+1) - X(tj))
ti€T,

1<t
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and

/0 sign(X(s) — a)dX(s) := nh—>nolo Z sign(X (1) — a) (X(tj+1) — X(1))),
tieT,

respectively, with the notation sign(x) := 1g,c0)(X) = L(—e0,0)(X).

Next, we have the following result which is reminiscent of very familiar properties of semi-
martingale local time. Note that the continuous local time ¢ — L,(a) of Definition 1.2.4 is, for
fixed a, nondecreasing in ¢, thus of finite first variation in this variable, and the integrals in this

lemma should be understood as Lebesgue-Stieltjes integrals with respect to this temporal variable.

Lemma 1.2.9. For every function X in L(T) and every a € R, we have the following identities

t t t
/ 1ix,=aydLs(a) = Li(a), / Lix,<aydLs(a) = / 1ix,>aydLs(a) = 0. (1.2.15)
0 0 0

Proof. By the Monotone Convergence Theorem and (1.2.4), we have

t t
/ I[{qu,}dLs(a) = lim ]1(_00 a_%](X(s))dLs(a)
0 0 .

m—-0o0

i i 3 () 2 )~ @)
IJGT,!
tj<t

lim  lim Z Lo, amgte) (X)) Ly, x, 1 (@)X (1j41) =
tjéTn
tj<t

that is because, for fixed m, we can take n sufficiently large so that osc(X,T,) < 1/2™, which

guarantees

]1(_00, a—sz](X(tj))]l(]th,th+1]](a) =0.

In a similar manner, we can show that /Ot 1x,>aydLs(a) = 0 holds for any given a € R and the

result follows. ]
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Using the Tanaka-Meyer formulae (1.2.11), (1.2.13), and (1.2.14), we can establish several
identities involving pathwise local times of continuous functions. Each of these identities corre-
sponds to an identity involving local times for continuous semimartingales. First, we have the

following identity.

Lemma 1.2.10. For every nonnegative function X € L(T), the identity

LX(0) = /O 1x,=0ydX(s) (1.2.16)

holds, where the last integral stands for the limit

t
/ Lix,=0ydX(s) = lim > 1oy (X(1) (X(tj21) = X(1))) = lim " Tiop (X)) X(tj1).
0 tjETn tjeT"
1<t tj<t

Proof. Because of the nonnegativity of X, the pathwise Tanaka-Meyer formula of (1.2.11) for

a = 0 becomes

LX(0) = X(r) - X(0) - / L (0,00 (X (5))dX(s)
0

= lim Z (X(l‘]q.])—X(l‘j)) —/ ﬂ(o,oo)(X(S))dX(S)
n_)ootjeTn 0

= lim > (1= Lo (X(5) ) (X(tj1) = X(27) = Tim > Ty (X (1)) (X (1701) = X(17),
ti€Ty ti€Ty

which is the desired result. The second equality just uses the telescoping sum representation, and

the third equality follows from (1.2.12) for a = 0. [

Remark 1.2.11. When Z is a nonnegative semimartingale on a probability space, the equation

(1.2.16) is just the well-known identity (see, for example, [21]) in semimartingale theory

t
LZ(0) = /O 1z,-0ydZ(s).
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Next, we offer another representation of continuous local times.

Lemma 1.2.12. For every function X € L(T), the equation

L,X(O):Lt"*(()):/O 1(x,—0ydX*(s) (1.2.17)

holds, where the integral stands for the following limit

t
/ Lix=0dX () := lim > Loy (X(1) (X" (1j1) = X*(1))) = lim " Liop(X(1))) X* (150,
0 l‘jGTn l‘jGTn
tj<t 1<t

in a manner similar to the integral in (1.2.16).
Proof. For any t; € T,, using the equation (1.2.6) with the function f(x) = x* evaluated at X;;,,
and Xi;, we obtain

X*(t741) = X (1) + L) (X)) (X* (t11) = X (1) + LET(0) = L(0)

as in the proof of Corollary 1.2.7. Now, if we multiply 1(_0j(X(#;)), and 1(_c0)(X(2;)), respec-

tively, on both sides, all terms on the right side except the local times terms vanish:

1ce0) (X () X (tj51) = L) (X(2))) (Lé_‘f‘n(o) - ijf’Tn(o)), (1.2.18)
and
L(—eo0) (X (1) X (tj41) = L(-o00) (X (1)) (Lf,-‘f" 0) - Lij’T"(O)). (12.19)

Applying Lemma 1.2.10 to the nonnegative path X, and using (1.2.18), we obtain

L0 = lim 3" oy (X*() X (720 = im > Lewo)(X(1) X¥(t21)  (12220)
tjéTn tjETn
tj<t tj<t
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lim > 1w (X(zj))(Lgfn(O) - Lt)j(’T”(O))

n—oo

l‘jETn
1j=t
. X,T, X.Ty

= lim 3" Lot (X)) Loy (X)) (L0 ~ L™(0)
l‘jETn
1j=t

= lim 3" 1oy (X(e) (L(0) - 157 0)) (1221)
l‘jETn
tj<t

where the second last equality follows from (1.2.15). The limit of the sum in (1.2.21) represents
the Lebesgue-Stieltjes integral which is equal to LX(0) in (1.2.15), thus, we established LX*(0) =

LX(0). Similarly, starting from (1.2.19) and proceeding as before, we obtain

L) (X(1)) X*(1521) = Lo (X)) (L7(0) = L™ (0))

= L) (X (1)) Loy (X (1)) (L’.‘T"(O) - Lff’T%O)) =0. (1222

tit1

Thus, from (1.2.22), the right-hand side of (1.2.20) is equal to

t
tim Y 110y (X)) X020 = [ LixodX "G
leTn 0
1=t

and the claim (1.2.17) follows. L]
We also have the following twin result of Lemma 1.2.12.

Lemma 1.2.13. For every function X € L(T), the equation

LX) =L* (0) = /0 1x,0ydX (s) (1.2.23)

holds, where the integral stands for the limit

t
/ ]1{XS=O}dX_(S) = nll_)n;lo Z 1{0} (X(l‘j)) X_(l‘j+1).
0 leTn
1<t
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Proof. The continuity of LX(-) and L X(-) gives
L(0) = lim L(e) = lim L™(-¢) = ;7 (0)

where the second equality used the identity LX(€) = LE_X)(—G) from Definition 1.2.4. Then, we

apply Lemma 1.2.12 with the simple identity (—X)* = X~ to obtain

t
LTY0) = LY (0) = / Lix,=0ydX " (s)
0

and thus the result. L]

The following result provides an expression for the local time of the maximum of two given

continuous functions; Lemma 1.2.12 plays an essential role in its proof.

Theorem 1.2.14. For X,Y € L(T), if X VY is also in L(T), we have

t t t
LXVY(0) = /0 Ly, <0ydLi(0) + /0 Lyx,<0ydLY (0) + /0 Lix,—r,—0yd(X* VY*)(s). (1.2.24)

Proof. Consider the function Z = X VY, and use Lemma 1.2.12 to obtain the decomposition of its

local time at the origin as follows:

t
140 = [ 1gndz )

t t t
= / ]1{YS<XS:0}dZ+(S) + / 1{X5<X;:0}dz+(s) + / I[{styszo}dz-k(s). (1.2.25)
0 0 0

Since two paths Z* and X* coincide on the set {s € [0,T] : Y; < X}, the first term on the

right-most side of (1.2.25) is

t t
/ Ly, <oy Lyx,=0ydX " (s) = / L(y,<0ydLX(0),
0 0

on the strength of (1.2.17) in Lemma 1.2.12. By the same token, the second term on the right-most
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side of (1.2.25) is equal to

t
/ 1x,<0ydLY (0).
0

For the last term in (1.2.25), we use the fact Z* = X v Y™, and the result (1.2.24) follows. O

We have a very similar expansion for the local time of the mininum of two functions, instead

of the maximum; the proof is completely analogous to that of Theorem 1.2.14.

Theorem 1.2.15. For X,Y € L(T), if X AY is also in L(T), we have

t t t
LXN(0) = /O 1y,=01dL; (0) + /0 1x,>0ydLY (0) + /0 Tix,—r,—0pd(XT AYT)(s).  (1.2.26)

Proof. Let Q = X AY and use Lemma 1.2.12 twice, to obtain the decomposition

t
12(0) = /O 11,20dQ"(s)
t t t
~ [ t0ox0d 6+ [ Vixornd0 )+ [ 1ixord0
0 0 0
t t t
= / Ly, >0y Lix,=0ydX " (s) + / 1x,>03 Liy,=0ydY " (s) + / 1x,=1,=0,dQ" (s)
0 0 0

t t t
= / 1y,01dL(0) + / 1x,>0ydLY (0) + / 1x,—yv,=0yd(XT AYF)(s),
0 0 0

as before. Note that in the last term, we use Q" = XT A Y™, O]

Combining Theorems 1.2.14 and 1.2.15, we have the following algebraic identity. This gener-

alizes results of [29], [30], valid for continuous semimartingales; see also [20], [21].

Theorem 1.2.16. For X,Y € L(T) with X VY, X AY € L(T), we have the identity for any t € [0,T],

LYY (0) + LXM(0) = LX(0) + LY (0). (1.2.27)

Proof. The elementary identity (a V b) + (a A b) = a + b holds for arbitrary numbers a and b.
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Therefore, the sum of the last terms of (1.2.24) and (1.2.26) can be expressed as

t

1
/0 Lix,=y,=0yd(X™ VY™)(s) + /0 Lix,=v,=0yd(XT AYT)(s)

= lim Z Lix, =v,=0) (XT (1) VYT (tjr1) + XH(tj41) AY T (2j41))
leTn
ljst

= lim Z ﬂ{x,j:)/,jzo}(X+(lj+l)+Y+(fj+1))

n—oo
leTn
ljst

= lim > Loy 0y Lo, 0y X () + Jim D i, =y Loy, =0)Y ¥ (051)
leTn tjETn
1<t t<t

t t
= / IL{YS:()}dLg((O) + / l{XS:o}dLE(O),
0 0

where the last equality follows from Lemma 1.2.12. Then, the result follows by adding the two

equations (1.2.24) and (1.2.26). ]

1.2.3  Dynamics of Ranked Functions

For given d continuous functions Xy, - - -, X; € L£(T), we define

Xio() = max  min{X;(),---, X; ()} (1.2.28)

1<ij<--<ig<d

which represents the k-th rank function X(4(+) of Xi, - - -, Xy, in descending order. More explicitly,

for any ¢ € [0, T], we have

max X;(t) = X1)(t) = Xo)(t) = -+ = Xg-1)(t) = X(g)(t) = Irgii<nd Xi(1), (1.2.29)

1<i<d

so that these ranked functions represent the original functions arranged in descending order. In this
subsection, we assume that ranked functions X, as well as their differences X(;) — X, for 1 <

k,¢ < d also belong to the space £(T). Then, we have the following extension of Theorem 1.2.16
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for m continuous functions.

Theorem 1.2.17. For every t € [0, T], we have the identity

d d

X .
E L*(0) = § LY (0).
k:l l=1

Proof. Using induction on Theorem 1.2.16, we can prove this identity in exactly the same manner

as in the proof of Theorem 2.2 in [1]. O
Our next aim is to derive expressions of the descending ranked functions X fork = 1,---,d
in terms of the original functions X1, - - - , X; and appropriate local times, as in Theorem 2.3 of [1].

In this result of [1], expressions such as “dX;(¢)" appear, and represent It0 integration with respect
to a semimartingale integrator. However, in our setting, such expression “dX;(¢)" makes sense only

when a certain type of integrand, namely f’(X;(¢)), is given, as the Follmer-Itd integral

/0 £ (Xi(5))dXi(s)

is defined as the pointwise limit in (1.1.3). This integral has different representations depending

on the regularity of the test-function f : R — R as in Theorems 1.1.2, and 1.2.5.

In particular, with X € L£(T), the identity (1.2.7) in Theorem 1.2.5 shows that this integral can

be evaluated as

F(X@) - £(X(©) - /R L(x)df (x)

for every function f satisfying the conditions of Theorem 1.2.5. Thus, in the following argument,
we fix an absolutely continuous function f, and assume that the Radon-Nikodym derivative f” of

this latter function is of bounded variation.

For any ¢t € [0,T] and a sequence T = (T,)nen of partitions, we fix t; € T, such that#; < t.

Then, we define

Si(k):={i: Xi(t) = Xy()}  and  N(k) == [S;(k)]. (1.2.30)
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Here, N;(k) is the number of functions which are at rank & at time z.

We start with an expression

F (X)) (X (1) = X (2))), (1.2.31)

whose sum over all #;’s satisfying ¢; € T, and ¢; < ¢ will converge as n — oo to the integral

/o I/ (X (5)) dX ) (s). (1.2.32)

Using the definition (1.2.30) and the fact that

d
Zth(k)_ll{X(k)(lj):Xi(lj)} = 1a (1233)
i=1

we have

L Xy (1)=Xi(2)}

d
Xo(tj1) = X (1)) = Z N, (k)

i=1

d d
L) 0)=x0) L X tp=x:)))
= ) IO (4 1700) - X)) + Y —EEON (1) = Xilt0). (1234

= Ny, (k) (X;(tj+1) i(t)) Z Ny, (k) ( () (1) i(tj+1)) ( )

(X (tj41) = Xr(2))

Then, by plugging (1.2.34) into (1.2.31), the expression (1.2.31) becomes

LT X (11)= X5t
(k)(tj)_Xl(tj)} ,
E — 1 X;(t;)) (X;(¢; — X;(t; (1.2.35)
4L =Xy,
+ E ———— (X @) (X (tj+1) = Xi(tjs1)).  (1.2.36)
i=1 Nl‘](k)
Since

> SO0 (Xt - X)) — [ FXE)XE) a0
€Ty 0
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for each i, the sum

Lixe j Zj
t;ﬂ; IZ: {X(I)\;tjzk))(( - (Xi(tj)) (Xi([j”)_xi(tj))

1<t

of (1.2.35) over ¢;’s also converges by virtue of (1.2.33), and we denote this limit as

LiX(9)=Xi(s)}
Z / (1\)7 0 ' (Xi(s))dXi(s). (1.2.37)

For the expression (1.2.36), we decompose it into

d
X k (l
Z (()k)] L Xy e=Xta) (X (1) = Xiltj1))” (1.2.38)

X)) Xoo(ti1) = Xitj1)) ™. (1.2.39
—Z N, () L=,y (X (tj41) = Xi(tj41)) . (1.2.39)

Note that f ’(X(k)(tj)) is bounded for every t; € T,, because f’ is of bounded variation and the
continuous functions X(4’s have compact support over [0, 7]. The sum of the expression in (1.2.38)

over the #;’s, namely,

d
F (X))
E § MH{X@(Q):XL‘(U)} (X(k)(tj+1) - Xi(tj+1))+
" t

€T, i=1 N (k)
ZjSl
converges to
d
X (s
Z/ 1 (N(Ec])c() )) dL(X(k) 20N (0) as n— oo (1.2.40)
i=1 70 s

as a result of Lemma 1.2.12. Similarly, the sum of (1.2.39) over the ;’s converges to

f X(k)(S) (X -Xi)~ e
/ N (k) dL; (0) as n (1.2.41)
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by virtue of Lemma 1.2.13. By the identities

+ X(k) - X(h), ifh>k B X(h) - X(k), ifh<k
Xy = Xw)™ = Xy = X))~ = (1.2.42)
0, if h <k, 0, if h > k,

with Theorem 1.2.17, the integrals (1.2.40) and (1.2.41) become

I’ X(k)( ) (Xay—Xn)) S / I’ X(k)( ) (Ximy—X))
———=dL; 0 d ———=dL; 0 1.2.43
th/ o © an hZ o O 0243

respectively. Here, the local time L( G~ Xa)

(0)in (1.2.43) is called a “collision local time” of order
h — k + 1 among ranked functions X(j), - - - , X(4). Thus, the sum of the expression (1.2.36) over ¢;’s

converges as n — oo to

Z nr X(k)( 5)) dL(X(k) X("))(O) Z / f N(é(l)c()) dL§X<h>_X<">)(0), (1.2.44)

To sum up, (1.2.31) is represented as the sum of (1.2.35) and (1.2.36). The sums of (1.2.31),
(1.2.35), and (1.2.36) over #;’s converge to the integrals (1.2.32), (1.2.37), and (1.2.44), respec-

tively. Therefore, we arrive at the following “integration along ranks" formula.

Theorem 1.2.18. Let f be an absolutely continuous function which admits a Radon-Nikodym

derivative f’ of bounded variation. Then, the Follmer-1to integral of k-th rank function X(-)

among given d functions Xy, - - - , Xy, is expressed as
L {Xg(5)=x:()}
/ I (Xao)(9)) dX o (5) = Z / — s( 5 7 (Xi(s)) dXi(s) (1.2.45)

CF (X () xa-Xa) F (X)) XX
th N L AL (0) — Z/ N0 L AL (0)

fork=1,---,d.
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1.3 Construction of Trading Strategies

We place ourselves from now onward in the context of a frictionless equity market with a
fixed number d > 2 of companies. We also consider a vector of functions § = (Sy,...,S;) €
C([0,T1], [0, 00)?), where S;(¢) represents the capitalization of the i-th company at time ¢ € [0,7].
Here we take S;(0) > 0 and allow S;(¢) to vanish at some time t+ > 0, for alli = 1,...,d; but
we assume also that the total capitalization X(¢) := Si(¢) + - - - + S;(¢) does not vanish at any time
t € [0,T]. We also assume that each company has a single share of stock outstanding, thus S;(z)

also represents the stock price of the i-th company at time ¢.

With these ingredients, we define another vector u = (uy, ..., ug)" of continuous functions that

consists of the companies’ relative market weights

Si(t) Si(1)
(1) Si(e) 4+ Sat)

i) = te[0,T], i=1,....d. (1.3.1)

We assume that the components of 4 admit finite quadratic covariations [u;, ], 1 < i, j < d along
a given, fixed, nested sequence (T,),en of partitions of [0, T'], in the manner of Definition 1.1.1.
We also consider a vector of functions A = (Ay,...,A;;) € CBV([0,T],R™), along with the
vector u of market weights. For the purposes of this section, the components of A will model
the evolution of an observable, but non-tradable, quantity related to the market weights. In what
follows, we consider functions of the form G(u(-), A(-)) which depend on the vector of market
weights ¢ and on A. Examples of such functions A appear in Section 1.4 below. With this notation,
we have the following definition of trading strategy with respect to the pair (u, A), in the manner

of [15] and [14].

Definition 1.3.1 (Trading strategies). For the market weights u € C([0, T], RY), suppose that ¢ =

(¢, ...,194) is a d-dimensional function, for which the Follmer-It6 integral

. .d d
[ o0 = [ a0du) = tim 3 a6t - )
i=1

tjETn i=1
tj<t
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with respect to u exists in R. We write ¢ € Z(u) to express this. We shall say that ¢ € £ (u)
is a trading strategy with respect to u, if it is ‘self-financed’ in the sense that its value V?(-) :=
Zflzl (1) u;(-) satisfies
. d
VIO -V = [ ) 80w, (132)
0 =i
Here 19;(¢) stands for the dollar amount invested in the i-th asset at time ¢. Since y;(¢) is the
relative market weight of this asset, ;(¢)u;(¢) is the relative dollar amount invested in asset i at time
t, and Vﬂ(t) the total value of investment relative to the market across all assets. “Self-financing"

means that there are neither infusions nor withdrawals of capital: gains are re-invested, losses have

to be absorbed.

The preceding pathwise Itd formula (1.1.4) suggests that integrands ¢ € Z(u) of the special
form 9(¢) = 0f(u(t), A(r)), for some function f € C>'(R“*+™ R), play a very important role for
integrators u € C([0, 7], R?) that admit finite quadratic covariations [, u il,1 <i,j < d along an

appropriate nested sequence of partitions. This gives rise to the following definition.

Definition 1.3.2 (Regular function). For the pair (i, A) of the market weights 4 € C([0,T],RY)
and A € CBV([0,T],R™), we say that G € C(R? x R™ R) is regular, if

1. there exists a function VG = (V|G,...,V;G) : R x R™ — R4 such that the vector ¢ =

(91, .. .,19;) with components
9i(t) := V;G(u(t), A(t)), i=1,...,d, 0<t<T, (1.3.3)

isin Z(u), and

2. the continuous function

() i= G0, AO) = Gl AC) + [ G(uls) A du(s), (13.4)

which we call occasionally the Gamma function of G, has finite variation on compact inter-
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vals of [0, T].

Example 1.3.3. (Smooth regular function) As foretold in the discussion preceding Definition 1.3.2,

any function G in C>!(R¢ x R™, R) is regular for the pair (i, A). If then we set

9:(t) 1= V,G(u(t), A®t)) = ;G(u(t), At)),  i=1,....d, 0<t<T, (1.3.5)

the resulting ¢ = (94, ..., 9;) isin £ (u) from Theorem 1.1.3. Furthermore, we apply the pathwise
It6 formula (1.1.4) to the function G, to deduce that the continuous function of finite variation in

(1.3.4) can be cast in the notation of Theorem 1.1.3 as

m . d .
1
ré¢)=-> /0 DeG (u(s). A(s))dAc(s) = 5 ) /0 O G (u(s), A(9))dlpi id(s). (1.3.6)
=1 ik=1
Regular functions in Example 1.3.3 have to be sufficiently smooth (at least C>!), for the path-
wise Itd formula to apply. However, usage of the pathwise Tanaka formula accommodates regular

functions which are considerably less smooth.

Example 1.3.4 (Regularity with less smoothness). To use the pathwise Tanaka formula of Theo-
rem 1.2.5 in place of the pathwise Itd6 formula of Theorem 1.1.3, we need a more specific form of
regular function G than that of Example 1.3.3. We assume that u and A have the same dimension
d. Then, we set

Xl' = MG —Ai, i = 1,. . .,d, (137)

and assume that each X; belongs to £(T), i.e., admits a local time from Definition 1.2.4. For any
absolutely continuous functions f; with right-continuous Radon-Nikodym derivatives f of finite
variation for every i = 1,.. ., d, we define the function G(m, a) := flzl fi(m; — a;) for (m, a) € R*

and evaluate it along the pair (u, A) as

d
G(u(r), A(t)) = Z fi(X@) = Z filwit) - A0)),  0<t<T. (1.3.8)

d
i=1 i=1
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We claim that the function G as in (1.3.8) is regular for the pair (¢, A). To see this, we start by
noting that we can only consider such generating functions G, represented as the sum of individual
functions f; for i = 1,...,d, because there is no ‘multidimensional Tanaka formula’ that can
be applied to G directly. However, we can apply Theorem 1.2.5 to each component f;(X;(:))

separately, and sum up to obtain

d

G(u(t), A1) = G(u(0), A0)) +Z{ /O £/(Xi(s))dXi(s) + /R Lff(x)dﬁ.'(x)}. (1.3.9)

i=1

We recall from Theorem 1.2.5 that each fl.’ is the RCLL derivative of f;, and a function of bounded
variation. Furthermore, the Follmer-1t6 integral in (1.3.9), defined via the recipe (1.1.3), can be

decomposed as

/0 £ (Xi(9))dXi(s) = lim Z F (X)) (mi(tj1) = pi2)) (1.3.10)
€T,
= lim > (X)) (At = Aiiy)), (1.3.11)

l‘jETn
fj=t

because the last limit (1.3.11) exists as A € CBV([0,T], R%). Thus, the limit (1.3.10) also exists,
and we denote the two limits (1.3.10) and (1.3.11) as fot S/ (Xi(s))du;(s) and fot [ (Xi(s))dA(s),

respectively. Then, by setting
9i(1) = ViG (u(r), AQ®)) = f/(Xi(2)), i=1,...,d, (1.3.12)

for0 <t < T, we see that & € £ (u). Whereas, on account of (1.3.9) and (1.3.10), the function of
(1.3.4) is seen to be of bounded variation, as it takes the form

d  at d

%) = Z / 9;(s)dAi(s) — Z / LY (x0)df!(x), 0<t<T. (1.3.13)
i=1 Y0 1 /R

i=
From now on, we shall only consider C>'-smooth regular functions as in Example 1.3.3, or
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regular functions G of the form (1.3.8) in Example 1.3.4.

1.3.1 Additively Generated Trading Strategies

We would like now to introduce an additively-generated trading strategy, starting from a regular
function in the pathwise sense. For any given function G which is regular for the pair (u, A),
where u is the vector of market weights and A in CBV/([0, T], R™), we consider the vector ¢ with
components

3() = ViG(u(-) AC)), i=1,....d (1.3.14)

as in (1.3.3) of the Definition 1.3.2, and the vector ¢ = (¢, ..., ¢4) with
@i(1) := 9:(t) — 0°(t) — C(0), i=1,....,d 0<t<T (1.3.15)

as its components. Here,

t d
¢ /0 _yY _ . .
0”(t) := V'(1) - V' (0) /0 ;ﬂxs)dﬂl(s) (13.16)

is the so-called “defect of self-financibility" at time ¢ € [0, T] of the integrand ¢ in (1.3.14), and

V¥(t) the “value” of the strategy ¢ as in Definition 1.3.1; whereas
d
C(0) := Y ViG(u(0), A0)) :(0) = G((0), A(0)) (1.3.17)
i=1

is the so-called “defect of balance" at time ¢t = 0 for the regular function G. By analogy with
Proposition 2.3 of [15], the vector ¢ = (¢, ..., @q) of (1.3.15) defines a trading strategy with

respect to u.

Definition 1.3.5 (Additive generation). We say that the trading strategy ¢ of the form (1.3.15) is

additively generated by G : R? x R™ — R, which is assumed to be regular for the pair (u, A).
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Proposition 1.3.6. Consider the trading strategy ¢, generated additively as in (1.3.15) by a regular
function G for the pair (u, A), where u = (uy, ..., uq) is the vector of market weights and A €

CBV([0,T],R™). This strategy has value
Ve(t) = G(u(t), A(t)) +TO(t), 0<t<T (1.3.18)

as in Definitions 1.3.2, and its components can be represented, fori = 1,...,d, as

d
@i(t) = ViG (1), A(D) + TO() + G (ule), A1) — Z 1i(OV;G(u(t), A1)

Jj=1

d
= V(1) + ViG (u(1), A(t)) — Z (VG (ut), A(t)). (1.3.19)

Proof. The proof does not involve any usage of Itd or Tanaka formula; it is exactly the same as
that of Proposition 4.3 of [15], if we change G(u(¢)) and D;G(u(t)) there, into G(u(t), A(t)) and

V;G(u(t), A(t)) in our present context. [

The decomposition (1.3.18) suggests that we can think of the quantity I'S(-)in (1.3.4), (1.3.6),

or (1.3.13), as expressing the “cumulative earnings" of the strategy ¢ in (1.3.15) around the “base-

line" G(u(-), A()).

Remark 1.3.7 (Balanced generating function). When the function G in Proposition 1.3.6 is ‘bal-
anced’, i.e

d
(u(t), A1) = Z wi(t) V;G(u(n), A@t)), 0<1<T (1.3.20)

holds, the additively generated trading strategy ¢ of (1.3.19) takes the considerably simpler form

@i(t) = ViG(u(t), A(t)) + (1), i=1...,d. (1.3.21)
Remark 1.3.8 (Additively generated portfolio). For an additively generated trading strategy ¢ with
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positive value V¥ > 0, the corresponding portfolio weights are defined as

_ei@ui)  @i()i(t)

ﬂi(t) = th(t) B Z;lzl ()Di(t),ui(t)’

i=1,...,d,

or with the help of (1.3.18) and (1.3.19), as

ViG (u(t), A®)) = T, 1 (VG (u(0), A1)
G(u(@), A(r)) +TC(1)

() = w1 + (1.3.22)

1.3.2  Multiplicatively Generated Trading Strategies

Next, we introduce the notion of multiplicatively generated trading strategy. We suppose that
G : RYxR™ — R is regular for the pair (u, A), as in Definition 1.3.2, where y is the vector of market
weights and A in CBV/([0, T],R™), and that the scalar function 1/G(u(-), A(-)) is locally bounded.
This holds, for example, if G is bounded away from zero. We consider the vector n = (7, . ..,14)
with components

~ G
ni(+) := ViG(u(-), A()) exp( / c a0 ) (1.3.23)

0 G(u(t), AQt))
in the notation of (1.3.4), (1.3.14) fori = 1,...,d. The integral is well-defined, as 1/G(u(-), A(-))
is assumed to be locally bounded. Moreover, we have n € Z(u), since 9 = VG(u, A) € Z(u)
from Definition 1.3.2, and the exponential term is a locally bounded function. We turn this 7 into

a trading strategy ¥ = (Y1, ...,¥4) as before, by setting
vi=n; — Q" - C(0), i=1,...,d (1.3.24)

in the manner of (1.3.15), and with Q”7, C(0) defined as in (1.3.16) and (1.3.17).

Definition 1.3.9 (Multiplicative generation). The trading strategy ¥ = (¥, ...,¥4) of (1.3.24) is

said to be multiplicatively generated by the regular function G for the pair (u, A).
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We have the following result, multiplicative counterpart of Proposition 1.3.6, for smooth regu-

lar function G € C>'(R? x R™, R).

Proposition 1.3.10. Consider the trading strategy W = (Y1, ...,¥q), generated as in (1.3.24) by
G € C>'(RY x R™,R) which is regular for the pair (u, A) and 1/G(u(-), A(-)) is locally bounded.

The value generated by this strategy is given by

L dro(s)
V(1) = G(u(t), A(t)) - exp / — ] >0, 0<t<T (1.3.25)
( ) ( 0 G(u(s), A(S)))
in the notation of (1.3.4). This strategy ¥ can be represented fori =1,...,d as

ViG (u(1), A1) = X9, 1 (VG (u(2), A1) ) (1.3.26)

(1) = V¥
vi(t) =V (t>(1 + G (u(r). A1)

Proof. We follow the argument in Proposition 4.8 of [15], using the pathwise It6 formula instead

of the standard It6 formula for semimartingales. With the notation

G
dr”(s) ) (1.3.27)

ko =eo( || oot 2
in (1.3.25), the pathwise 1t6 formula (Theorem 1.1.3) yields
¢ d
G (u(r). AD)K(1) = G(1(0), A0)K(0) + /0 > 6:G (). A(5) K(5)dpu(s)
i=1
+ /Ot K(s)dT%(s) + /OtéDiG(,u(s), A()) K (s)dAi(s)

1 &
A
2 Jo &

1

02,G (u(s). A(5)) K (5)d i, ()

d
Jj=1

; d
= GO AO)KO)+ [ 396 (u(s) A®)K(5)dui(s)
i=1

¢ d
= G(u(0), A(0))K(0) + /0 Zni(s)d,ui(s)
i=1
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:d
= GO AO)KO)+ [ 3 i(s)duts).
i=1

Here, the second equality uses the expression in (1.3.6), and the last equality relies on Proposition
2.3 of [15]. Since (1.3.25) holds at time zero, it follows that (1.3.25) holds at any time ¢ € [0, T].

The justification for (1.3.26) is exactly the same as that of Proposition 4.8 in [15]. [

For the trading strategy ¢, multiplicatively generated from the less smooth generating function
G in Example 1.3.4 with the notation of (1.3.8), (1.3.12), we have a result similar to Proposi-
tion 1.3.10. The proof requires additional attention and computation, as there is no ‘product rule’

that can be applied to such functions, less regular than those we have been dealing with thus far.

Proposition 1.3.11. The trading strategy , generated multiplicatively as in (1.3.24) by the regular
function G of the form (1.3.8), has value V¥ (t) as in (1.3.25) and its components can be represented

as in (1.3.26).

Proof. We recall the notation (1.3.7), (1.3.8), (1.3.27) and consider the following telescoping ex-

pansion over the refining sequence (T, ),en of partitions:

d
G(u(0), A)K(1) = G(u(0), AO)K(©) = " 3" | lXiltj1)) K(tjor) = fi(Xi(t)) K (1))}
i=1 IjGTn

FXilt) (K@) - K@)} (13.28)

M-
ing

d
+ Z Z {(f (Xi(tj+1)) - f,-(X,-(tj)))K(zj)}. (1.3.29)
Then, we can further expand the last double sum (1.3.29) as

Zd: Z {(fz (Xi(tj+1)) - fi(Xi(fj)))K(lj)}

i=1 t;€T,
tj<t
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1 (Xi(1)) K (1) (Xi(tj41) — Xi(t))) + /R ILQX,j,X,jH]](x)|th+1 - X|K(lj)dﬁ-'(x)}

IR
g

F () K ) piteyon) = pitey) | (1.330)

M-

d

- Z {f; (X)) K1) (At = A1) | (1331)
d
Z (r,)/ (L5 (x) = L () df (x), (1.3.32)

where the first equation is from (1.2.5), and the last follows from (1.3.7) and (1.2.4).

Next, we show that the sum of (1.3.28), (1.3.31), and (1.3.32) vanishes as n — oo. First, since

the mesh size goes to zero as n — oo, the limit of the sum (1.3.28) is a Lebesgue-Stieltjes integral

d t t
>, [ ANk = [ 6(uts) A)ax )
i=1 70 0

because f;(X;(-)) is bounded on the compact interval [0, T] for eachi = 1,...,d. From (1.3.13),

the change of variable formula for Lebesgue-Stieltjes integral gives
t t t
/ G(u(s), A(s))dK(s) = / K(s)dT%(s) = / K(s)(dT€(s) - dT5(s)), (1.3.33)
0 0 0

where

d d
IHOEDY /0 9(s)dAi(s),  TS():= )" /R LY (x)df! (x).
i=1 i=1
It follows that the limit of the sum in (1.3.31) is — Zle /Ot K(s)9;(s)dA;(s). On the other hand, the

last integral of (1.3.33) can be expressed as the limit of the sum

| &g = im 3 K@) {80 - 160}
t;€T,
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d

- Z K(r,)/ o (X) = L) df (x),

i=1t
t,<t

which coincides with the limit of the sum (1.3.32). Therefore, the limits of the sums (1.3.28),
(1.3.31), and (1.3.32) are equal to zero; whereas, the remainder term on the right-hand side of

(1.3.28), (1.3.29) is the sum (1.3.30), whose limit we denote as
d t d t
> [ #K s =Y, [ nsiduio
i=1 i=1
from (1.3.8), and (1.3.23). We obtain this way
d t d t
Gl AW)K®) = G0 AO)KO) = Y. [ naai) = ) [ widus
i=1 i=1

where the last equality follows from Zflz | 4i(+) = 1 and (1.3.24). The result (1.3.25) then follows

from the self-financibility of s and the relationship

QU

d
v¢<0>=2wi<0>ui<0>=z (9:(0) = C(0)) i(0) = G (u(0), A(0)) K (0).
i=1

The equation (1.3.26) can be justified in the same manner as Proposition 1.3.10. U

Remark 1.3.12 (Balanced generating function). When the function G of Propositions 1.3.10 and
1.3.11 is ‘balanced’ as in (1.3.20), the multiplicatively generated trading strategy ¢ in (1.3.26),

takes the far simpler form

G
ar-(s) ) i=1.....d (1.3.34)

Yi(t) = (1) - exp (‘/0 m ’

Remark 1.3.13 (Multiplicatively generated portfolio). The portfolio weights corresponding to the
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multiplicatively generated trading strategy ¢, are similarly defined fori = 1,...,d as

9it) = 29y i (0)9(2)

2t) = i) (1)
o G (u(r), A(r))

T womn

(1.3.35)

Here, the last expression follows with the help of (1.3.25) and (1.3.26). For a ‘balanced’ function

G as in (1.3.20), this last expression simplifies considerably, to

(DOt
ity = HD%D o
G (u(r), A1)
1.4 Strong Relative Arbitrage
We consider the vector 4 = (uy, ..., ug)" of market weights as in (1.3.1). For a given trading

strategy ¢ with respect to y, let us recall the value process V¥ = Zfizl @;p; from Definition 1.3.1.
We recall that V¥(¢) represents the relative value, at time ¢, of the strategy ¢ with respect to the
market. For some fixed 7, € (0,T], we say that ¢ is strong arbitrage relative to the market' over

the time-horizon [0, 7], if we have

Ve(t) >0, Vtel[0,T.], alongwith VAT, > V¥0). (1.4.1)

The value process of a trading strategy generated functionally, either additively or multiplica-
tively, admits a simple representation in terms of the generating function G and the derived function
I'C asin (1.3.18), (1.3.25). In turn, this representation provides sufficient conditions for strong rel-
ative arbitrage with respect to the market. We find such conditions on trading strategies generated
by a regular function G(u(-), A(+)), which depends not only on the vector of market weights u, but

also on an additional finite-variation process A related to u.

"When the market weight vector u is modeled as a vector of semimartingales in a probability space, ‘strong’
arbitrage requires that the strict inequality of (1.4.1) holds with probability 1, whereas ‘weak’ arbitrage only demands
the same inequality with some positive probability.
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We have not specified yet the function A € CBV([0,T],R™), so it is time to consider some
plausible candidates for this function of finite variation. A first suitable one would be the d-

dimensional vector

A=l = () [rel, - - .. [1al) (1.4.2)

of quadratic variations for the market weights. We can also think of a more general candidate;
namely, the Sj-valued covariation process of market weights. Here, S7 is the collection of sym-
metric, nonnegative-definite d X d matrices, and we will use double bracket [[ ]] to distinguish

this d2-dimensional vector from (1.4.2): namely,

A=[ull, (Aj= [ p] 1<i,j<d. (1.4.3)

Choosing A as in (1.4.3), we can match the integrators of the two integrals in (1.3.6), and the

resulting expression for I'C(+) can then be cast as one integral.

A few more functions of finite variation for the process A are listed below:

1. The moving average ji of u defined by

0
ks o een
(1) = i=1...,d.

3 s is)ds, t€[6.7],

2. The running maximum g* and the running minimum g, of the market weights, with the com-

ponents u(f) := maxo<s<s Mi(5), pi(2) := ming<s<, pi(s), respectively, fori = 1,...,d.

Since the vectors f, u*, and w, are d-dimensional, m = d holds for these choices of A. Empirical
results using the moving average j are given in Section 3 of [24]. The running maximum u* and

the running minimum g, will appear in Section 1.6.

We first consider conditions leading to strong relative arbitrage with respect to the market with
general A as the third input of generating function G. Then we present some examples of G with

specific finite variation function A chosen from among the above candidates.
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1.4.1 Additively Generated Strong Relative Arbitrage

We start with a condition leading to additively generated strong arbitrage, which is similar to

Theorem 5.1 of [15].

Theorem 1.4.1. Fix a function G : R¢ xR™ — [0, c0) which is regular for the pair (1, A), and such

that the function TC(-) in (1.3.4) is nondecreasing. Here, i is the vector of market weights and A

is in CBV([0, T],R™), as before.

For some real number T, > 0, suppose that
T%T.) > G(u(0), A(0)) (1.4.4)

holds. Then the trading strategy ¢, additively generated by the regular function G as in Defini-

tion 1.3.5, is strong arbitrage relative to the market over every time horizon [0,t| withT. <t < T.

Proof. Since I'°() is nondecreasing, we obtain
Ve(t) = G(u(t), A(t)) +TC(t) > TC(0) =0, forevery ¢el[0,T.],
from (1.3.18). We also have
V(1) = G(u(t), A(t)) + TC(t) > TE(T.) > G(u(0), A(0)) = V¥(0)

for every t € [T., T]. The last equality holds because I'?(0) = 0. [

Remark 1.4.2. With A = [[u]] as in (1.4.3), the function I"%(-) of (1.3.6) is nondecreasing when

a Z/ (lk) 2 tk) ( (s), [[M]](S))d[/.l,,/,lj](s)

k=1

is nondecreasing. Here, D). denotes the first-order partial derivative operator with respect to the

(ik)
(i, k)-th entry of [[u]]. Also, we substitute from (1.4.3), (1.3.6) into (1.4.4) to obtain the more
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explicit form

d T.
—}]A (Dlay + 507 G 1C6) [LATI(5)) s 171(5) > G (O, [[a11O)

i,k=1

of the condition (1.4.4) for strong relative arbitrage. Thus, unlike the situation of Theorem 3.7 in
[15], we can have a nondecreasing I'® and a chance for effecting strong relative arbitrage, even

without ‘concavity’ of G in p. [

Concave functions such as x — —x? and x — —x log x, when used to generate trading strate-
gies, produce nondecreasing functions I'C in (1.3.6); this is because such functions have neg-
ative semidefinite Hessians 902G = (0i.xG)1<ik<d>» Which play the role of integrand in the last
integral of (1.3.6). Such concavity is known to lead to “diversity-weighted” investment strate-
gies, as explained in Definition 3.4.1 of [7]. However, these concave functions had to be twice-
differentiable to apply 1t6’s rule. Now, we can use concave but not differentiable functions, while
still being able to generate portfolios with the help of the Tanaka formula. Typical examples are

x > —x* := —max(x,0) and x — —x~ := —min(x, 0).

Example 1.4.3 (On the “size effect”). Consider a constant & € (0, 1) and the function

) =5 (=8, xeR

which satisfies the conditions in Theorem 1.2.5. Here d is the dimension of the market weight
vector u. Then, for the pair (u, A) with A = 0, we have X = p in (1.3.7), and set f = f; for

i =1,...,d to obtain the analogue
d
Gu) = 1= () -¢)" (14.5)

i=1

of (1.3.8), which is nonnegative by construction. Here, & plays the role of threshold on the market

weights: we only include in our generating function those stocks whose market weights exceed the
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threshold level £. From (1.3.12) and (1.3.13),

d

9:(1) = =11 i=1,....d, and rG(r):ZLfi(.f), (1.4.6)
i=1

for 0 < t < T. Note that the function I'?(-) is nondecreasing, and increases whenever a market
weight hits the threshold &. The trading strategy ¢, additively generated as in (1.3.15), can be

represented by Proposition 1.3.6 as
i) = ~Lunzey + ) Loz ni @O +VE@O,  i=1,...4d (1.4.7)
j=1
and has value

d d
V@) = 1= ) (i) - €)" + Y LI(€), 0<1<T.
i=1 i=1

Since the function in (1.4.6) is nondecreasing, we can use the strong arbitrage condition in The-
orem 1.4.1: Strong arbitrage relative to the market exists over every time horizon [0, ¢] with

T. <t <T,satisfying

(1i(0) - €)"

M&

re(r,) = Z LY(€) > G(u(0)) =

i=1

In the expression of ¢;(¢) in (1.4.7), the sum 25.1:1 Ti;(n=¢y + V¥(2) is a universal term, same
for all indicesi = 1, ..., d. Thus, ¢ invests one currency unit less to this universal baseline amount
for those ‘big-capitalization stocks’, whose market weights exceed the threshold £. Therefore, we
can interpret the strategy ¢ of (1.4.7) as outperforming the market by investing more in ‘small-
capitalization stocks’. This is in broad agreement with results in Stochastic Portfolio Theory, to
the effect that “tilting” in favor of small capitalization stocks, as opposed to their larger brethren,

can lead to superior results under appropriate conditions. [

From (1.3.18), the value V¥(¢) at time ¢ of the additively generated trading strategy ¢ in

(1.3.15), has two additive components, G(u(t), A(t)) and T'%(¢). In Theorem 1.4.1, we derived
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the strong arbitrage condition from the “non-decrease" of I'’(-), but there is no a priori reason to
differentiate between G(u(t), A(¢)) and TC(¢). If t — G(u(t), A(t)) is nondecreasing, it is possible
derive a strong arbitrage condition like Theorem 1.4.1, switching the roles of G(u(t), A(t)) and
I'%(¢). However, it is difficult to find functions G for which t — G(u(t), A(t)) is monotone, be-
cause G must depend on the market weights u(-) and these fluctuate all the time. Thus, we have to
‘extract a nondecreasing structure’ from the generating function G(u(-), A(+)), and use this nonde-
creasing structure, instead of G itself, to derive a new strong arbitrage condition. This is done as

follows.

Theorem 1.4.4. Fix a function G : R x R™ — [0, 00) which is regular for the pair (u, A), where u
is the vector of market weights and A is in CBV ([0, T ], R™), and such that the following conditions

are satisfied:
1. V9() = G(u(-), A()) + TO(-) = 0, withTC(-) as in (1.3.4) or (1.3.6);

2. there exists a function F(u(-), A(+)) satisfying G(u(t), A(t)) > F(u(t), A(t)) for all t € [0,T],

and the mapping t +— F(u(t), A(t)) is nondecreasing;
3. T6(-) > —« holds by some constant k.

For some real number T, > 0, suppose that

F(u(T.), A(T.)) > G(u(0), A(0)) + & (1.4.8)

holds. Then the additively generated strategy ¢ of Definition 1.3.5 is strong arbitrage relative to

the market over every time horizon [0,t] with T, <t < T.

Proof. The first inequality of (1.4.1) is satisfied by the first condition above. From the last two

conditions and (1.3.18), (1.4.8), we obtain also the second inequality of (1.4.1), since

Ve(t) = G(u(t), At)) + T9(t) > F(u(r), At)) — &
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> F(u(T.), A(T)) ~ k > G(u(0). A(0)) = V¥(0)

forevery t € [T, T]. [

In Theorem 1.4.4, the function F(u(-), A(-)) can be seen as the ‘nondecreasing structure ex-
tracted from G’. This result states that the generating function G can lead to strong arbitrage
relative to the market without necessarily being “Lyapunov”, as in Theorem 5.1 of [15]. There
can be strong relative arbitrage even if I'“(-) is nonincreasing. This is intuitively plausible already
on the basis of the representation (1.3.18) when G(u(-), A(-)) grows faster than I'?(-) decays. An

application of Theorem 1.4.4 will appear in Section 1.6 (see also Example 5.6 of [14]).

1.4.2  Multiplicatively Generated Strong Relative Arbitrage

In order to simplify the arguments, we assume in this subsection that the regular function G
takes nonnegative values and satisfies G(u(0), A(0)) = 1. This can be achieved by replacing G by
G/G(u(0), A(0)) if G(u(0), A(0)) > 0, or by G + 1 if G(u(0), A(0)) = 0.

Theorem 1.4.5. Let us fix G : R¢ X R™ — [, B] with 0 < a < 1 < B < oo, which is regular for
the pair (u, A) with the market weights u and A € CBV([0,T],R™), and for which T in (1.3.4) is

nondecreasing. For some real number T, > 0, suppose that

1

r9(T,) > Blog (—) (1.4.9)
a

holds. Then, the multiplicatively generated strategy ¥ of Definition 1.3.9 is strong arbitrage rela-

tive to the market over every time-horizon [0,t] with T, <t < T.

Proof. First, we note that V¥(-) > 0 from (1.3.25). Taking logarithms on both sides of (1.3.25), we

obtain

Vg = _dros) lra
log V¥ (1) = log G(u(2), A(t)) + /0 e AD)) > loga + ﬁl" (1)
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> loga + éFG(T*) > 0 = log G(u(0), A(0)) = log V¥(0)

forall T, <t < T, and the result follows. Here G(u(0), A(0)) = 1, because of the normalization on

G imposed at the beginning of this subsection. [

Since the market weights y;, i = 1,...,d and the continuous function A are bounded on the
compact interval [0, T], a regular function G as in Example 1.3.3 or Example 1.3.4, depending
on the pair (y, A), is also bounded. Thus, the boundedness condition in Theorem 1.4.5 just re-
quires the lower bound « to be strictly positive. Also, in (1.4.9), finding tighter bounds «, 5 of G
yields smaller 7 satisfying the arbitrage condition (1.4.9). See Remark 1.6.2 for further discussion

regarding the bounds on G in the case of specific entropy functions.

Example 1.4.6 (On the “size effect”, revisited). Recall the generating function G of (1.4.5) in

Example 1.4.3, and add a very small constant € > 0 to have

d
Gu®) = (1+e) = > (m()-&)",
i=1

with the same ¥} and the same Gamma function as in (1.4.6). The reason for inserting the constant
€ > 0 is to ensure the uniform bounds € < G(u(-)) < 1 + € regardless of the choice of ¢ € (0, 1),
so that 1/G is locally bounded. The trading strategy ¢, multiplicatively generated by this G as in

Definition 1.3.9, can be represented by Theorem 1.3.10 as

d
Yi(t) = K@) Lyoyzey + Z KLy 15 (1) + VE(2), (1.4.10)
j=1
fori =1,...,d, and its value is given as

d
V(1) = ((1 RN §)+)K(t), with

i=1

- r g dLg" (£)
K(t) = exp(/o —1l+e- Z?;l(/lj(s) _§)+).
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From Theorem 1.4.5, strong arbitrage with respect to the market exists over every time horizon

[0,2] with T, < t < T, satisfying the inequality

1+e-34 (1i(0) —€)+)

€

d
PO = Y LY > (1+ ) log (
i=1

In the manner of Example 1.4.3, the strategy ¢ in (1.4.10) invests K(¢) unit of currency less
than the ‘baseline amount’, Z;i:l K()L(;(n=¢31j(t) + V#(2), in those ‘big-capitalization stocks’
whose market weight exceeds the threshold & at time t. Because K(-) is nondecreasing, ¢ keeps
investing less and less money to those ‘big-capitalization stocks’ as time goes by, and the “size

effect" increases gradually. [

The conditions of Theorem 1.4.5 resemble those of Theorem 1.4.1. We also have the following

formulation, which is similar to Theorem 1.4.4.

Theorem 1.4.7. Fix a regular function G : R¢ x R™ — (0, o) for the pair (u, A), such that the

following conditions hold:

1. there exists a function F : R¥*"™ — (0, 00) such that G(u(t), A(t)) > F(u(t), A(t)) for all

t € [0,T], and the mapping t — F(u(t), A(t)) is nondecreasing;
2. T9(-) is nonincreasing and T'9(-) > —« holds by some positive constant K.

For some real number T, > 0, suppose that

log F (u(T2). A(T.)) > — a (1.4.11)

(1(0), A(0))

holds. Then the multiplicatively generated strategy ¥ of Definition 1.3.9 is strong arbitrage relative

to the market over every time horizon [0,t] with T, <t < T.

Proof. First, note that I'°(-) is nonpositive, because of the condition (ii) and the fact T¢(0) = 0.
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Again, from (1.3.25), we have

dr%(s) K

log V¥(1) = log G (u(t), A(r)) + /0 ol > log F(u(r), A(r)) -

H(s). A(s)) ming<s<r G ((s). A())
- logF(,u(t), A(t)) - ming<s<s FI;,U(S) A(S))
> log F(u(T2), A(T.)) - —————— >0 = log V"(0),

F(1(0), A(0))

for all T, <t < T, by virtue of the conditions /, 2 and (1.4.11). O]

1.5 Rank-Based Trading Strategies

We have identified so far the stocks by their names, but it is sometimes advantageous to identify
the stocks by their ranks rather than names, with regard to the distribution of capital. For this
purpose, we construct trading strategies depending on the ranked market weights, by combining

results from subsection 1.2.3 and section 1.3.

Recalling the notation (1.2.28) of ranked functions, we define the vector u of ranked market

weights

1= (1ay s @) (1.5.1)

In what follows, we assume that the components of u (as well as those of u) admit finite quadratic
covariations [g), u)l, 1 < k, € < d along a given sequence (T,),c of partitions of [0, T] in the
manner of Definition 1.1.1.

In order to generate trading strategies which depend on the ranked market weights u, we con-
sider the pair (u, A), rather than (u, A), for some function A € CBV([0,T],R™). The generating
function G then takes the form G(u(-), A(-)) = G(uay(-) - wa (-1 A1(), -+, An(:)). As be-
fore, depending on the smoothness of the generating function G, we have two classes of regular

functions, which now take the ranked market weights u, instead of u.
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Example 1.5.1 (Smooth regular function, revisited). For any function G € C>!(R¢ x R™ R), the

Itd6 formula of Theorem 1.1.3 gives

; d
G (u(1), A®)) ~ G(u(0), A(D)) = /O ZakG(u(s>,A<s>)du<k><s> (15.2)

+ Z / D;G(u(s), A(s))dA (s) + = Z / 0 (G (1 (s), A(9))dl ke io))(s)-

ki’l

From Theorem 1.2.18, the Follmer-1t6 integral on the right-hand side of (1.5.2) is represented as

/ Zak (s), AGs) dmk)(s)—z / Z “‘(;f()k‘)““” (Glus) AW)dui(s)  (153)

+ Z { Z /l akG(ﬂ(S) A(S)) dLgﬂ(k)_ﬂ(h))(O) B hz_; [)t 8kG(N(S), A(S)) dLE,U(h)_N(k))(O)}.

h=k+1 Ni(k) N;(k)
By setting

T (=
9i(-) = ViG(u(-), A()) = Z %@G(u(-), A()), i=1,....d (1.5.4)
k=1 '

we can show from (1.5.2) that the Gamma function in (1.3.4)

FG(I) _ { Z /z oG .U(S) A(S)) dL(ﬂ(k) ,u(h))(o) Z/t oG M(S), A(S)) dLiﬂ(h)_ﬂ(k))(O)}

W Ns(k) Ns(k)

- Z / D, G (u(s), A(5))dAy(s) - = Z [ @6t ANy uolsr (1.5

ké’l

is of finite variation. Therefore, G € C>!(R? x R™, R) is regular for the pair (u, A).

The same procedure as in Example 1.3.4 yields the following class of regular functions de-

pending on the pair (u, A).

Example 1.5.2 (Regularity with less smoothness, revisited). We assume that 4 and A have the same
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dimension d and set

Xk :=/J(k)—Ak, kzl,...,d.

We then consider the following generating function

d d
Gu(), A®) = D" (X)) = ) filpw(® - ),  0<t<T,  (1.56)
k:] k:l

for any absolutely continuous functions f; with right-continuous Radon-Nikodym derivatives f/
of finite variation for every k = 1, ..., d. From the pathwise Tanaka formula of Theorem 1.2.5, we

obtain

U

d t
G (u(1), A®) = G(u(0), AV)) = ) /R LY () dfyx) = ) /O £ (Xe(5)) dXi(s)
k=1

k=1

d ot d
Z / f;é(Xk(s))dmk)(s)—Z / fL(Xk(s))dA(s)  (1.5.7)
=1 0 k=1 0

Here, in the last equality, we decomposed the Follmer-1td integral as in (1.3.10) and (1.3.11).

Applying Theorem 1.2.18 to Zi:l /Ot f7 (Xk(s))du(s) on the right-hand side of (1.5.7) and setting
5 Dy =)
k) )=Hi” , .
9:(-) = V;G (), A()) := Z (]\;Tfk (X (), i=1,...,d, (1.5.8)
k=1 ‘

yields the representation

Grn f(Xi(s)) (Xeo—Xm) f (X (s)) (Xam-Xa)
() = - (h k+1‘/ N a’L (0) — Z/ N AN (0)

+ ;'/0 f,; (Xk(s))dAk(S) - ; /RLt(ﬂ(k)_Ak)(X)dfk'(x), 0<i<T (15.9)

of the Gamma function defined in (1.3.4). This shows that G of the form (1.5.6) is also regular for

the pair (u, A).

From ¢ defined in (1.5.4) or (1.5.8), we can generate trading strategies depending on the ranked

market weights p both additively and multiplicatively as in subsections 1.3.1 and 1.3.2.
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Example 1.5.3 (Quadratic function for the largest capitalization stock). Consider a quadratic func-

tion depending only on the largest market weight

G(u@) =1- M(Zl)(r). (1.5.10)

Here, note that A = 0 and the equations (1.5.4) and (1.5.5) give

20O Ly ()=} 2umy(s) | )
(1) = — = %) = gL , t
0 o (1) = Z / s (0) + [ 1) (0,

forO<tr<T.

From (1.3.19), the additively generated trading strategy ¢ takes the form

2001y (O Ly (=)}
Ni(1)

20O L ()= (0} (

d
N(D) L= kG (0) + 70 + D u5(0)

j=1

pi(t) = —

_ 20O Ly o=y
Ni(1)

+ ﬂ%l)(t) + FG(t),

where the last equality follows from the identity 25'1:1 Ly ty=p;(ny = Ni(1). This trading strategy
@ invests the universal baseline amount 1 + ,u(zl)(t) +T9(¢) to all stocks at time ¢, except for the
largest-capitalization stocks, in which ¢ invests 2u1)(¢)/N;(1) currency unit less. Since ) is
nondecreasing, Theorem 1.4.1 shows that ¢ is strong arbitrage relative to the market over [0, ¢]

with 7 > T, satisfying

d T, »
H(1(s) (Hy=—Hm)
Zh:z/ N (0) + [cay )T > 1= p(0).

On the other hand, in order to generate trading strategy i multiplicatively, we assume that
H(1y(t) < r holds for every t > 0 for some constant 1/d < r < 1. This guarantees that G of (1.5.10)

is bounded away from zero:

0<1-r><G(p®) =1- @) < 1.
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From (1.3.26) and (1.3.25), the multiplicatively generated trading strategy ¢ and its value V¥ are

given as
20O g =iy > L aro(s)
Yi(t) = N +1+ ﬂ(l)(t)) exp (/0 T2 'u(zl)(s)),
L dro(s) )
Y= (1 = 2 =
V() = ( /1(1)(f)) eXP(/O l—uzl)(S)

As in the case of ¢ above, this ¢ also invests

2pq1)(0) L dr9(s)
NAD exp(/o 1—u;ﬁ)(s>)

currency unit less to the largest capitalization stock than to other stocks at time ¢. The inequality

(1.4.9) of Theorem 1.4.5 yields the strong arbitrage condition

2
1- /1(1)(0)
1-r2 )

2p(1)(s) .
hZZ/ ]ﬂ\l]ﬂ()l) Lo >)(0)+[,U(1),,u(1)](T)>10g(

The strategies ¢ and ¢ are another examples of “‘size effect”, showing that they outperform the

market by investing less in the largest-capitalization stock. U

The following example, depending only on the largest-capitalization stock, is similar to Exam-

ples 1.4.3 and 1.4.6.

Example 1.5.4 (Hinge function for the largest capitalization stock). Consider a function G of the

form (1.5.6)

G(,u(t), A(t)) = fi (/J(l)(t)) =1- (,U(l)(l‘) - §)+, 0<t<T, (1.5.11)

for some fixed constant 0 < ¢ < 1 which plays the role of threshold on the largest market weights.

Here, note that A = 0, as wellas o =--- = f; = 01in (1.5.6). From (1.5.8) and (1.5.9), we obtain

Ly (ey=ps ()} Ly )=€Y - (=)
(1) = _&Tﬂ{ﬂm(ﬂzf}’ re@) = Z / 1\(/])(1) dL " 0) + L (&),

51



forO<tr<T.

Due to (1.3.19) and the identity Z;lzl Loy 0=y = Ni(1), the additively generated trading

strategy ¢ is represented as

Ly (=i o)y

@ilt) = —— O Ly zey + 1= ()@ =€) +TO0) + peny (0L ¢
t
Ly (6)=pe ()} G
) Luawze 1L 02e TV,
Ny(1)

This trading strategy ¢ invests the universal baseline amount 1 +&1¢,,, (1)>¢) + I'(1) to all stocks at
time 7, but 1/N,(1) currency unit less to the largest-capitalization stock whenever its market weight
exceeds the threshold &. Theorem 1.4.1 shows that ¢ is strong arbitrage relative to the market over

[0, 7] with t > T, satisfying

L (0)2¢) R— | +
Z/ lzl\(/)(l)g dL ))(0)+L“”(6)> 1 - (u1y(0) =€)

On the other hand, from (1.3.26) and (1.3.25), the multiplicatively generated trading strategy

 and its value V¥ are given as

I PIRGETO)! ! dr6(s)
wi(t):(——]l ser+ 1+ &L, s )exp(/ )
N,(1) {umy (1)=&} {uy()z&} 01— (/1(1)(5) — §)+

‘ G
Vi) = (1= () - €)") exp (/o - (i)(g)— f)+)'

This trading strategy i also invests

1 eXP(/t er(S) )
N(1) 01— (uny(s)—€)"

currency unit less to the largest-capitalization stock whenever its market weight exceeds & at time
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t. The inequality (1.4.9) of Theorem 1.4.5 gives the strong arbitrage condition

ﬂ{uu>(s)>§} (=) 1= () (0) = €)*
RS Tar () ~H(h) 0 L:u(l) 1

1.6 Examples of Entropic Functions

In this section, we present some interesting examples of trading strategies, additively and mul-
tiplicatively generated from variants of the ‘entropy function’, along with the corresponding con-

ditions for strong relative arbitrage introduced in Section 1.4.

Consider the Gibbs entropy function

d

H(x) = — Z xilog(x),  xe€(0, 1) (1.6.1)
i=1

with values in (0, log d). Being nonnegative, twice-differentiable and concave, this function is one
of the most frequently used as portfolio-generating functions in stochastic portfolio theory. See [7],
[10], [15] for its usage in generating portfolios, and also [23], [24] for some variants of portfolios

generated by this function.

Example 1.6.1 (Entropy function). In order to compare the trading strategy generated by the orig-
inal entropy function, with those generated from variants of functions related to it, we first derive
and summarize the trading strategies generated by the original entropy function. Consider the

“shifted entropy"

d
G(u(r)) = Z pi(r) log (ppui(r) = —log p = > pi(t) log (ui(1)), (1.6.2)

i=1

for some given real constant p > 1. This quantity coincides with the original entropy H(u(t)) in

(1.6.1) when p = 1; the reason for inserting the additive constant will be explained in the following
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remark. From (1.3.6), (1.3.19), and (1.3.26), the additively generated trading strategy ¢, and the

multiplicatively generated trading strategy ¢ from this entropy function, can be represented as

t G
i(t) = —log (ppi(1)) +TC(1),  yi(t) = —exp ( /O g(rﬂ(is))) ) log (ppui(1)), (1.6.3)

fori=1,...,d, where
dlpil(s)
ré() = /
Z 2p(s)
is nondecreasing in ¢. The values of these trading strategies are given via (1.3.18) and (1.3.25).

Note that ¢ and ¢ in (1.6.3) have relatively simple forms, because G in (1.6.2) is ‘almost balanced’,

in the sense that

d
G(u() =1 =) 1()3;G(u()

j=1
holds; compare this with (1.3.20), and (1.6.3) with (1.3.21) and (1.3.34). Then, the condition

(1.4.4) for additively generated strong arbitrage in Theorem 1.4.1 becomes

wlis) %
Z / 2m(s) ; #i(0) log (pi(0)), (1.6.4)

whereas the condition (1.4.9) for multiplicatively generated strong arbitrage in Theorem 1.4.5 is

Z / dlps) | (— YL, 1i(0)log (pui(0))

Blog .
Z#I(S) @

Here, the constants «, g are the lower and upper bounds on G in Theorem 1.4.5. We discuss these

bounds on G in the Remark 1.6.2 below. O]

Remark 1.6.2. The construction of trading strategies described in the previous sections does not
require any optimization or statistical estimation of parameters. However, the relative performance
of trading strategies with respect to the market can be improved by introducing a parameter, or
set of parameters, in the generating function G. Though the original entropy function is as in

(1.6.2) with p = 1, we purposely inserted a constant p inside the logarithm. To achieve strong
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relative arbitrage faster, or to find the smallest such 7. satisfying (1.6.4), or more generally (1.4.4),
it helps to be able to make smaller the ‘threshold’ value G(u(0), A(0)) on the right-hand side of the

inequality, while keeping the ‘growth rate’ of I'%(-) fixed.

It is in this spirit, that we introduced the parameter p in (1.6.2); inserting such a constant
p > 1 inside the logarithm makes the initial value G(u(0)) smaller by the amount log p, compared
to the case p = 1; at the same time, this does not affect I'?(-), as subtracting a constant log p
from G does not change any derivatives of G with respect to the market weights. However, if we
pick p so large that — Zle wi(t)log ui(t) < log p holds at some time ¢, then G(u(t), A(¢)) has a
negative value. Theoretically, — Zfl: | 4i(¢)log p;(¢) has the minimum value of O only when one of
the market weights, say u(t), is equal to 1, and all the other weights w;(¢) fori = 2,. .., d vanish,
which does not happen in the real world. Empirically, — Zle ui(t)log u;(t) is always bounded
away from zero, and we can guarantee this condition theoretically by imposing a weak condition

on the market weights. For example, restricting the maximum value of the market weights, say

max u;(-) < 0.5
yields an additional condition on the market weights, namely; there must be anindex j € {1,...,d}
such that
0.5
(1) > , 0<t<T,
M ]( ) > d-1

thanks to the identity Z?: | 4i = 1. Then, the value of — Z?: | 4i(t)log p;(t) should be bigger than
—[?;_51 log(ﬂ(l);_sl), and bounded away from O at all times. Finding a suitable value of p > 1, while
maintaining G(u(-)) bounded away from 0 (and bigger than some positive constant &) should be
statistically done and depends on d, the number of stocks. It is quite straightforward that G(u(-))
is bounded from above by some constant S, as the function x +— —xlog x has the maximum value
1/e.

Making the initial value of G(u(0), A(0)) small, while keeping the growth rate of I'C(-), is also

beneficial for calculating the ‘excess return rate’ of trading strategies with respect to the market.
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The excess return rate of the trading strategy ¢ at time ¢ € (0, 7] can be defined as

VE(r) — V¥(0)

R?(t) := Vo0)

, (1.6.5)

and from (1.3.18), this can be represented as

G (u(1), A(t)) + T6(t) — G(u(0), A(0))
G (u(0), A(0))

R?(t) =

in the case of additively generated trading strategy. Thus, if we somehow make the value G(u(0), A(0)),
the denominator of above fraction, smaller, while keeping the value of FG(t) in the numerator, we
can obtain larger excess return rates for the trading strategy ¢. In the following examples, we use
this method to decrease the initial value G(u(0), A(0)) of the generating function, by inserting an

appropriate constant p whenever possible. [
The following two examples use for the component A two “polar opposite” functions of finite

variation, the running maximum and minimum, respectively, of the market weights:

M (2) == max p(s), Wi (t) = min w;(s). (1.6.6)
0<s<t 0<s<t

Example 1.6.3 (Entropy function with running maximum). Consider an entropic function of the
type

d
G (). A1) = G(u(t). 1'(1)) = ~logp — ¥ (1) log (1), (16.7)
i=1

with the notation A = p* = (uj, ..., u;)’. As before, p > 1is a constant as in Remark 1.6.2, and
the initial value G(u(0), u*(0)) = —logp— Zle 1i(0)log w;(0) is the same as in Example 1.6.1. We

then obtain the derivatives

GG (u(0), 1'(1) = —log t:(6),  O1G(u(0). '(1)) = O,
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(1)

DiG(/’L(I)7 /’L*(I)) = /J;k(t)’
for 1 <i, j <d. From (1.3.6), we also have
G < ! /li(S) % < % d *
ro =, / )= 2 (0= ) = D0 -1

along with the fact that the increment dy (s) is positive only when p;(s) = u;(s). As the function
G of (1.6.7) is linear in y;(-), the second-order partial derivatives with respect to u; of G vanish,
and the nondecreasing structure of I'?(-) comes solely from (). Also from (1.3.18), and (1.3.19),

the trading strategy ¢ generated additively from this function in (1.6.7), is expressed as
d
gilt) = —log (pu () + > W) =1, i=1,....d;
j=1
and the value of this trading strategy is given as
d d
Ver) == > w)log (pui () + . (1) - 1.
i=1 i=1
The strong relative arbitrage condition (1.4.4) in Theorem 1.4.1 takes the form
d d
DL HHT) > 1= pi(0) log (pyui(0)).
i=1 i=1

On the other hand, from (1.3.25), and (1.3.26), the trading strategy ¢ generated multiplicatively

by the function in (1.6.7), is given as

yi(t) = =K (1) log (ppi (1)), i=1,...,d;

and the associated value is

d
VUt = =K(1) ) pilr) log (pyj (1)), with
i=1
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r d d,uﬁ-‘(s) )
K(r):=exp| - | |
(?) exp( /0 ; 27:1 ui(s)log (p,ujf(s))

The strong relative arbitrage condition (1.4.9) in Theorem 1.4.5 takes the form

~ 24 1i(0) log (pui(0)) )
a

d
Z,u:f(T*) > 1+ Blog (
i=1

Here a, 8 are again lower and upper bounds on G, and these depend on the parameter p and
the condition imposed on the market weights, as described in Remark 1.6.2. Empirical results

regarding this example can be found in the next section. [

The function I'%(-) which represents the “cumulative earnings" of the next example is nonin-
creasing, but surprisingly, the empirical value V¥(-) and V¥(-) of trading strategies grow asymp-
totically in the long run as the value of G grows, as indicated in the empirical results of the next
section. Thus, in this case, it is more appropriate to apply Theorems 1.4.4 and 1.4.7 regarding the

strong arbitrage condition.

Example 1.6.4 (Entropy function with running minimum). Consider the function

d
G (u(t), A1) = G(u(r), pa(0)) = —logp = > (1) log pri(z), (1.6.8)
i=1

with A = u. = (Us1, ..., Usg) in the notation of (1.6.6). As before, p is a constant and the initial

value G(u(0), u.(0)) is the same as in previous examples. Similarly as before, (1.3.6) gives

S ls) 4o e
ro(r) = 21] /O PRy 5) = 21] /0 1 dpei(s) = ;ﬂ*i(r)— L (1.6.9)

which is a nonpositive and nonincreasing function of ¢.

We first consider the trading strategy ¢ additively generated from this function, which is ex-

pressed as
d

0i(1) = —log (ppa(1)) + Z w0 -1, i=1,....d (1.6.10)
j=1
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by (1.3.19). Note that ¢;(¢) admits the lower bound

d
@i(t) = —log p — log p. (1) + psi() + Z Hij () =1 = —log p —log p;(0) + ;(0) = 1, (1.6.11)

j=1
J#i

because the function x +— —log x + x is decreasing in the interval x € (0, 1) and, thus, the quantity
¢i(1) is positive provided that log(pu;(0)) < u;(0) — 1 holds. By (1.3.18), the value of this trading

strategy is given as
d d
Ve(t) = —logp— ) pi(t) log () + ( ) i) = 1). (1.6.12)
i=1 i=1

While T'%(¢) = Zflzl Wsi(t) — 1, the last term on the right-hand side of (1.6.12), is nonincreasing,
the second term — Zflzl wi(t) log w.;(t) asymptotically increases as the mapping ¢ — —log (%) is
nondecreasing. Actually, as we can see in the next section, the value of this trading strategy grows

in the long run. We can apply Theorem 1.4.4, rather than Theorem 1.4.1, to find a strong arbitrage

condition, because I'(-) in this example is not nondecreasing.

In order to apply Theorem 1.4.4, we first need to show that V¥(-) > 0 holds. From (1.6.11), we

obtain

d
~log fsi(t) = = ) pi(t) ~ log i(0) + wi(0) = ~1 ~ log i(0) + 41(0)
j=1

> 1 — . .
> —1 log(jg}?“%duj(O)) +j£r11f1§dp](0)

holds foralli = 1,.. ., d. The last inequality follows from the fact that the function x — —log x+x

is decreasing in the interval x € [0, 1]. Then, we also obtain

d
_Z,u,-(t) log u.i(t) > -1 — log( ‘max ,uj(O)) + max u;(0),
‘= j=1,...d j=1,...d

because — Zf’:l ui(t)log u.i(¢) is just the weighted average of {—log u.;(¢)}1<i<q With weights y;(z)
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with Zflzl wi(t) = 1. Thus, V¥(¢) in (1.6.12) admits the lower bound
V¥(t) > —log p — 2 — log ( max y;(0)) + max x;(0)
j j
for any ¢ € [0,T], and V¥(-) > 0 is guaranteed when

p< e—2—10g (maxj ,uj(O)) +max; u;(0) (16 13)

holds. Regarding the second condition of Theorem 1.4.4, we have

d d
G (p0), pa(1)) = —log p - Zl pi(1) log () = —log p - 21 D) log  max (1.i(1)))

= —logp - Jmax_ {log p.i()} := F(u(r), p(2)). (1.6.14)

Now the mapping t +— u,;(¢) is nonincreasing, so F(u(t), u.(t)) is nondecreasing in ¢. Finally, the

last condition of Theorem 1.4.4 follows easily from (1.6.9), as
ro@) > -1 := —«. (1.6.15)

Thus, Theorem 1.4.4 shows that the additively generated strategy ¢ in (1.6.10) is strong arbitrage

relative to the market over every time horizon [0, ¢] with T, < ¢t < T, satisfying the condition

d

2, #i(0)log (0) = max {log p(T)} > 1.
a o

Next, from (1.3.26), the trading strategy ¢ multiplicatively generated by the function (1.6.8) is

represented as

wi(t) = —K(t)log (puai(t)),  i=1,...,d;
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with the value

d
V() = =K (@) ), pilt)log (ppei(n)),  with

d dyt.i(s)

i=1
K(t) := - .
0 eXp( /o = S, 1i(s)log (pai(s))

For the strong arbitrage condition, we apply Theorem 1.4.7. Since F(u(t), u.(t)), « from
(1.6.14), (1.6.15) satisfy the conditions (i), (ii) (with appropriate choice of p to make F positive),

the strong relative arbitrage condition (1.4.11) becomes

-1
log p + max;=1, g4 { log 1;(0)}

log ( - max, { logpu*i(T*)}) >

Remark 1.6.5. In Remark 1.6.2, we needed to find a suitable value for p satisfying an inequality,
for instance, — Z,d:l wi(t)log(ui(t)) = logp forall ¢t € [0,T] in Example 1.6.1, to ensure G > O.
This inequality usually depends on the values w;(z), t € [0, T] which are not observable at time 0.
Thus, we need to impose some condition on the market weights, or statistically analyze historical

market data to find an appropriate value for p, before we can construct the trading strategy.

However, in Example 1.6.4, due to its unique structure, we can analytically find a suitable value

of p without any statistical estimation at time ¢ = 0. Indeed, from (1.6.14), we have that

G (u(t), us()) = —logp — iirllaxd { log ,u*,'(t)} > —logp - iilllaxd { log ,ul-(O)}

holds; and setting
1

~ max_q_g 4i(0)

P

guarantees the condition G(u(z), u.(¢)) > 0 forall ¢t € [0, T]. Note that this p depends only on quan-

tities observable at time 0. Actually, any p satisfying (1.6.13) also guarantees the nonnegativity
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condition of G, because
G (), () 2 V() = G (), pa() +TE() 2 0

holds due to the nonpositivity of T'¢(-). Of course, one can perform a statistical estimation of p
using past market data, to obtain a better value of p while satisfying both G(u(-), u.(-)) = 0 and
Ve()=0. ]

We next give an example which combines the last two examples with ranked market weights.

Example 1.6.6 (Ranked entropy function with running maximum and minimum). For computa-
tional simplicity, we assume that the stock market is composed of two stocks, i.e., d = 2 and

consider a function

G (u(1), A(t)) = —pq1)(t) log pfy) (1) = o) (t) og paa) (1) (1.6.16)

Here, note that we set A(¢) := (,uZ‘l)(t), 2)(2)) with the notation

pip(® 1= max max (w1 (s) pa(s)) a(e) = min min (s (5), 2(5)).

Along with the fact that the increments d,uZ‘l)(s), du.(2)(s) are nonzero only when py(s) = ,uz‘l)(s)
and p12)(s) = i.(2)(s), respectively, as well as the fact that the increment dL{"""®(0) is positive

only when N(1) = Ny(2) = 2, we obtain from (1.5.5)

G 1 [ ﬂfl)(s) H—H@) %
@) = 5/0 log m dL; (0) + ,Lt(l)(l) + pe2)(t) = 1, 0<r<T. (1.6.17)

From (1.5.4), we have

M=}
N.(1)

{u)()=mi()}

1
Ui(-) = log /J(l)(') - N(Q2) log p42)(*), i=1,2.
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Since the function (1.6.16) satisfies the balance condition (1.3.20), the additively generated trading

strategy ¢ is expressed via (1.3.21) as
@) =9@)+T°0),  i=1,2
with the value

V(1) = G(pu(0), AD)) +TO(1) = = pay (1) log pf, (1) = k) (1) 10g praay (1)

1/l (“Tl@) H(1)—H
+= [ log|———|dL;" "®(0) + i (1) + p)(t) = 1.
2 Jo /l*(2)(s) (1) (2)

As the Gamma function (1.6.17) contains both a nondecreasing term ,ua)(t) and a nonincreasing
term p1,(2)(¢) in ¢, we directly tackle the condition (1.4.1) in order to find the strong arbitrage for ¢,

rather than apply either Theorem 1.4.1 or 1.4.4. Since the inequality

t M (s) _
W@zl/mqiiﬁﬂwWWmﬂ%m—l
2 Jo Ha2)(S)

holds for every ¢ > 0, the trading strategy ¢ is strong arbitrage relative to the market over every

time-horizon [0, 1] with 7, < ¢ < T satisfying

! /T* ('ua)(s)) H1)—H@ -
5 log dL;" "2 0) + pf (T) 2 1+ V9(0) =1 - § H(x)(0) 1og p()(0).
2 0 ﬂ*(z)(S) (1) i (k) (k)

63



Chapter 2: Portfolio Theory in Open Markets

This chapter discusses stochastic portfolio theory in open markets. Section 2.1 defines open
markets, investment strategies, and portfolios, as well as other notions which will be needed
throughout this chapter. Section 2.2 develops arbitrage theory in open markets, along with the
concepts of market viability and numéraire. We provide definitions and properties for these con-
cepts, then state and prove the main result of this chapter. Section 2.3 explores stock portfolios, the
Capital Asset Pricing Model, functional generation of portfolios, as well as the so-called “universal
portfolio”, in open markets. Section 2.4 provides some concluding remarks. We emphasize here
that throughout this chapter, we are abandoning ‘pathwise setting’ of Chapter 1 such that stock

prices are modeled as semimartingales in a fixed probability space.

2.1 Portfolios in Open Markets

Let us suppose that the “whole equity market universe" is composed of N stocks and that we
are only interested in investing in the top n largest capitalization stocks, for some fixed 1 < n < N.
For example, when our investing universe is the entire U.S. stock market, by setting n = 500 we
are investing in those large companies which form the S&P 500 index. In order to invest in these
top n stocks, we must keep track of the rank of each stock’s capitalization at all times, and put

together a portfolio composed of the n stocks with the largest capitalizations.

Throughout this chapter, we fix two positive integers n and N satisfying 1 < n < N as above.
We suppose that trading is continuous in time, with no transaction costs or taxes, and that shares
are infinitely divisible. As in the previous chapter, we also assume that each stock has a single
share outstanding, and the price of a stock is equal to its capitalization; thus, we use the terms

‘price of stock’ and ‘capitalization of stock’ interchangeably. We also assume that stock prices
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are discounted by the money market, and adopt the convention that the money market pays and

charges zero interest.

2.1.1 Stock Prices and Their Ranks

We place ourselves on a fixed, filtered probability space (2, F, F(-),P), and present the follow-

ing definition of price process in the market described above.

Definition 2.1.1 (Price process). For an N-dimensional vector S = (S,---,S,, -+, Sy) of contin-
uous semimartingales on the probability space (€, F, F(-), P), we call S a vector of price processes
if each component is strictly positive, i.e., the inequalities S;(r) > 0 hold for all i € {1,---, N} at
any time ¢ > 0. The component processes of S represent the stock prices, or the capitalizations, of

N companies.

As in (1.2.29), for any ¢ > 0, we rank the components of the vector process S = (S, -+, Sn)

in descending order
_max Si(#) = Say(t) = S)(t) = -+ - = Sv-1)(t) = Swy(t) = min Si(2); (2.1.1)

but here, we use the lexicographic rule for breaking ties that always assigns a higher rank (i.e., a

smaller (k)) to the smallest index i.

Definition 2.1.2 (Price process by rank). For the vector S of price processes in Definition 2.1.1,

we call the N-dimensional vector process
S(0) = (Say(@), -+, Sy (@), 120 (2.1.2)

where each component is defined via (2.1.1), the vector of price processes by rank. In particular,
the k-th component Sy (t) = S()(¢) of the vector S(¢) represents the price of the k-th ranked stock

among all N companies at time 7.
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Each component of the vector process S(-) is also a continuous semimartingale, from the results
in [1]. Along with the notation (2.1.1), we define a process {1,---, N} X [0,00) 3 (i, 1) > u;(t) €

{1,---, N}, such that each u;(-) is predictable and satisfies
Si(t) = S(ui(t)) (), Vt=0, (2.1.3)

foreveryi = 1,---, N. In other words, u;(¢) is the rank of the i-th stock S;(¢) at time ¢, for any given
index i = 1,---, N. Note that for every fixed ¢ > 0, the function u.(t) : {1,--- ,N} — {1,---,N}

is a bijection, because we break ties using the lexicographic rule when defining (2.1.1).

2.1.2 Cumulative Return Processes

In this subsection, we present the notion of cumulative returns of the market. We first define

the stochastic logarithm L£(Y) of a positive continuous semimartingale ¥ with Y(0) = 1 by

“dY (1
L) := / ﬁ (2.1.4)
o Y(@)
and consider the vector R = (Ry, - - -, Ry), whose every component is the stochastic logarithm of

the corresponding normalized component of S in Definition 2.1.1:
R; = C(—), i=1,---,N. (2.1.5)

Each component process R; is again a semimartingale, and represents the cumulative returns of the

i-th stock, since its dynamic is represented as

ds;(1)
Si()

dR;(t) = t>0, and Ri(0)=0 for i=1,---,N. (2.1.6)
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We posit the semimartingale decomposition
Ri=A+M, i=1---,N, (2.1.7)

for each component of the vector R = (Ry, - - - , Ry). Here, the component A; of the vector process
A= (A, -, Ay) with A;(0) = 0 is adapted, continuous and of finite variation on compact time
intervals; whereas each component M; of the vector process M = (Mj,---, My) is a continuous
local martingale with M;(0) = 0, fori = 1,---, N. We think of the finite variation processes A; as

the ‘drift components’, and of the local martinagles M; as the ‘noise components’, of R.

We define next the continuous, nondecreasing scalar process

N .
0= Z ( /0 |dA:(1)| + d[M;, Mi)(1)), (2.1.8)

i=1

where fOT |dA;(t)| denotes the total variation of A; on the interval [0,7] for T > 0 and [M;, M|]
represents the covariation process of the continuous semimartingales M; and M; for 1 <i,j < N.
We note that [R;, R;] = [M;, M;] holds from (2.1.7). This scalar process O plays the role of an
“operational clock™ for the vector R. All processes A; and [M;, M;] for 1 <1i, j < N are absolutely
continuous with respect to this clock, and thus, by the Radon-Nikodym Theorem, there exist two
predictable processes

a = (a)1<isy  and ¢ = (¢ij)1<ij<N> (2.1.9)

vector-valued and matrix-valued, respectively, such that

A= /0 a(t)dO(t), and C=[M,M]= /0 c(t)dO(t). (2.1.10)

Here and in what follows, we write C = (C;)1<; j<n for the nonnegative-definite, matrix-valued

process of covariations

Ci,j = [Mi, MJ] = [Ri, Rj], for 1< l,] < N. (2111)



The component «; in (2.1.9) represents the local rate of return of the i-th stock in the market;
whereas the entry ¢; ; stands for the local covariation rate of the i-th and j-th stocks. We call the
collection of local rates @, ¢ in (2.1.9) the local characteristics of the market, and these rates are

measured with respect to the operational clock O in (2.1.8).

For a continuous vector-valued semimartingale Y = (Y1, - - -, Yy), we denote by Z(Y) the class
of predictable vector processes © = (my,-- -, my) Which are integrable with respect to the vector

Y. In particular, for the collection Z(R) of the vector R in (2.1.5) and (2.1.7), we have a very

convenient characterization: A predictable vector process m = (7y, - - - , my) belongs to Z(R), if and
only if
T
/ (lﬂ'(t)a(t)l + ﬂ’(t)c(t)ﬂ(t))dO(t) <o, forany T 0. 2.1.12)
0
We denote then by

. N _ . .
/Oizzlm(t)dRi(t)E./o n’(t)dR(t):/o ﬂ'(t)dA(t)+/0 7 (1)dM (1),

the stochastic integral of 7 € Z(R), with respect to the vector semimartingale R.

2.1.3  Investment Strategies and Portfolios

Along with the N-dimensional vector S of Definition 2.1.1, representing the stock prices of the

market, we introduce the following notions.

Definition 2.1.3 (Investment strategy, wealth process, and numéraire). We call an N-dimensional
vector of predictable process ¢ = (¢4, - - - , ¥y) investment strategy, if it is integrable with respect

to the price vector S, i.e., ¥ € Z(S). For any nonnegative real number x, we call

. . N
X(ix,9) = x + /0 & (1)dS(t) = x + /0 Z 9;(£)dSi(?) (2.1.13)
i=1

the wealth process generated by ¢} with initial capital x. We call the wealth process numéraire, if
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X(-;1,9) > 0 holds for the normalized initial capital x = 1. The collection of all numéraires is

denoted by X.

The i-th component ;(¢) represents the units of investment (or number of shares) held in the
i-th stock at time ¢, and plays the role of integrand with integrator dS;(¢) in the stochastic integral of
(2.1.13). The requirement X(0) = x = 1 in defining numéraires is a simple normalization, because

X(-;ex, c®) = cX(-; x,9) holds for any positive real number c.

Since we consider investment only in the top n stocks, we need a similar definition of invest-

ment strategy for this particular case.

Definition 2.1.4 (Investment strategy among the top n stocks). We call an investment strategy

9 € Z(S) an investment strategy among the top n stocks, if the “sensoring” equalities

Ui(O1,)>ny =0, for i=1,---,N, t2>0, (2.1.14)

hold with the notation (2.1.3).

The wealth process and the numéraire associated with this investment strategy ©} among the top
n stocks, are defined in the same manner as in Definition 2.1.3. We denote by 7 (n) the collection
of N-dimensional predictable processes ) satisfying the condition (2.1.14), and by Z(S) N T (n)
the collection of investment strategies among the top n stocks.

The collection of all numéraires generated by investment strategies & € Z(S) N 7 (n) among

the top n stocks, is denoted by X'".

The condition (2.1.14) prohibits the strategy ¢} from investing in stock i at time ¢ > 0, if this
stock fails to rank at that time among the top n stocks in terms of capitalization. We present another
definition, that of a portfolio rule, which plays the role of integrand with respect to the integrator

dRi(1) of (2.1.5).

Definition 2.1.5 (Portfolio). We call an N-dimensional predictable, vector-valued process m =

(1, -+, ) € Z(R) a portfolio, if it is integrable with respect to the cumulative return vector R of
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(2.1.5). We call a portfolio 7 € Z(R) a portfolio among the top n stocks, if the equalities
7 () @psny =0, for i=1,--- N, t>0, (2.1.15)

hold with the notation (2.1.3). We denote the collection of portfolios among the top n stocks by

Z(R) N T (n).

Since the function u.(¢) : {1,---,N} — {1,---, N} is bijective for every ¢ > 0, the collection
{l{ui(t):k}}kzl ..y constitutes a partition of unity for any given i = 1,---,N, 7 > 0, and the

conditions (2.1.14), (2.1.15) can also be formulated respectively as

n

9:(6) = Y 0O o) = 0 uzny  for i=1---,N, 120, (2.1.16)
k=1

7i(t) = > miOw=ky = TiOpzn,  for i=1--- N, 120, (2.1.17)
k=1

We present next the connection between investment strategies ¢ and portfolios . For any

scalar continuous semimartingale Z with Z(0) = 0, we denote the stochastic exponential of Z by
1
£(Z) := exp (z -5z, Z]). (2.1.18)

It can be shown that this is also the unique process satisfying the linear stochastic integral equation

£Z)=1+ / E(2)(0dZ(0). (2.1.19)
0

It is straightforward to check that the stochastic logarithm operator £(-) in (2.1.4), is the inverse of

the stochastic exponential operator £(-) in (2.1.18).

We introduce now the cumulative returns process of a portfolio m as in Definition 2.1.5, via the
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vector stochastic integral

. . N
Ry = /O 7' (1)dR(t) = /O ;m(t)dRi(t), (2.1.20)

and consider its stochastic exponential

. N
X, = E(Ry) = 5( /0 Zm(r)dR,-(t)). 2.1.21)
i=1

In particular, we note that X is positive. Then, from (2.1.21), (2.1.20), and (2.1.6), we obtain the

dynamics
dXx(1) N L dSi(0)
= dR,(t) = mi(t)dR;(t) = mi(t)—, Xz(0)=1. (2.1.22)
Xe(t) " ; Z; S0y
By setting
X7T7Ti .
;= < for i=1,---,N, (2.1.23)

we arrive at the equation (2.1.13) with X(-; 1,19) replaced by X,(-). Thus, from the portfolio 7 €
Z(R), we can obtain the corresponding investment strategy ¢ and its numéraire X(-; 1, ), via the
recipe (2.1.23). Here, we denote the numéraire generated by the portfolio 7 by X(-; 1,%9) := X, as

in (2.1.21).

Conversely, for a given investment strategy # generating a positive wealth process, i.e., the

numéraire X(-; 1, ), we define a predictable, vector-valued process 7 = (7, - - -, Ty) as
Sid; .
T ::m for i= 1,"',N. (2124)

It can be easily checked that  is indeed a portfolio, i.e., R-integrable and (2.1.13) can be written

as

. N
X(-; 1,19) =1+ / X(l; l,ﬂ)Zﬂi(Z)dRi(l),
0 i=1

with the help of (2.1.6). This last equation gives the dynamics in (2.1.22) with X;(-) = X(-; 1, 9).
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Thus, whether we start from an investment strategy J (generating a numéraire) or from a port-
folio m, the counterpart can always be obtained via (2.1.24) or (2.1.23), respectively, and we will

denote the corresponding numéraire X(-;, 1,4) in (2.1.13) by X, as in (2.1.21).

In the relationship (2.1.24), the product S;(7);(¢) represents the amount of wealth invested in
i-th stock at time 7, thus 7;(¢) can be interpreted as the proportion of current wealth invested in i-th

stock at time 7. The remaining proportion of wealth

mo=1— Z”i (2.1.25)

is then considered to be placed in the money market.

We present now a few more concepts regarding portfolios. For any two portfolios 7, p in Z(R),
we consider the covariation process between the cumulative returns Ry, R, in (2.1.20), namely
N N
Zﬂ'icl"jpj. (2.1.26)
=1 7

Crp :=[Rr,R)] = / Crp(1)dO(t), with ¢, :=n'cp =
0
j=1

1

Here, we recall the definitions of the matrix-valued processes ¢ and C in (2.1.9), (2.1.10) and
note the notational consistency with (2.1.26). In particular, when the portfolio is given as the unit

vector ¢’ of RN for some i = 1,---, N, we use the subscript ‘i’ instead of ‘e’ to write Cj, = C,i P

and ¢j, = ¢,i, in order to ease notation. This convention is consistent with the actual equalities
C,',j = Ceiej and Cijj = Ceigi for1 < i,j < N.

By recalling the wealth process X, generated by the portfolio 7 as in (2.1.21), (2.1.22), we can

express the logarithm of X as

1

log Xy = Ry — =Cry = / 7' (t)dA(t) — lC,,,r + / ' (1)dM r). (2.1.27)
2 0 2 0

We call the finite-variation part of log X,; the cumulative growth of the portfolio m, and denote it by
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| .
I;:=A;— ECM’ where A, := / 7' (1)dA(t). (2.1.28)
0

In a similar manner, the local martingale part of the decomposition in (2.1.27) is denoted by
M, = / 7' (£)dM(t). (2.1.29)
0

In particular, the cumulative return R, in (2.1.21) is the stochastic logarithm L£(X,) of X,, and
has ‘drift’ component A, as in (2.1.28), from (2.1.20) and (2.1.7); whereas the natural logarithm

log X in (2.1.27) of X, has ‘drift’ term I';.

We further define the predictable processes

1
ay =1n'a, Yo = a— 57r’c7r = @ = 56 (2.1.30)

and call a, the rate of return, and y, the growth rate, of the portfolio 7. The ‘drift parts’ A, and I,
of L(X,) and log X,, respectively, are then represented as the integrals of these rates with respect

to the ‘operational clock’ in (2.1.8):

Ay = /O an()dO@t), Ty = /0 v ()dO(t). (2.1.31)

2.1.4  Portfolios among the Top n Stocks

In this subsection we provide definitions, similar to those introduced in the previous subsec-

tions, for portfolios that invest only among the top n stocks.

For ¢ € Z(S) N T (n) and © € Z(R) N T (n), representing a strategy that invests only among the
top n stocks and a portfolio among the top n stocks, respectively, the equations (2.1.20)-(2.1.25)

can be used in the same manner. In particular, the bidirectional connections (2.1.23) and (2.1.24)
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between ¥ € Z(S)NT (n) and & € Z(R)NT (n) still hold, because of the similarity in the conditions

(2.1.14) and (2.1.15).

We define next a new N-dimensional vector R = (ﬁl, cee ﬁN) by
. t
Ri(t) := / 1, (s)<nydRi(s), for i=1,---,N, t>0. (2.1.32)
0

Each component E(t) represents the cumulative return of the i-th stock, accumulated over [0, 7] but
only at times when the stock ranks among the top n by capitalization. Then, for 7 € Z(R) N T (n),

(2.1.20) can be also cast as

¥ - N . N
Ry = /0 ;m(t)dR,-(t)= /0 ;m(t)l{ui(t)sﬂ}d&(t): /O ;m(z‘)dﬁi(t), (2.1.33)

where the second equality follows from (2.1.17). We then have the semimartingale decomposition

R = A; + M, i=1,---,N, (2.1.34)

where

t t
Ai(t) = / l{ui(s)Sn}dA,’(S), M,'(l‘) = / l{ui(s)Sn}dMi(S)a i=1,---,N, (2.1.35)
0 0

from (2.1.7). In the decomposition R, = Ay + My, with A, as in (2.1.28) and M, as in (2.1.29),

we note that A, and M, can be expressed in terms of the components of Aand M, respectively, as

. N . N . N . N
Ag = /O ;m(t)dAi(tF /0 ;ﬂi(t)dAi(t), M; = /O ;ﬂi(t)dMi(t): /0 ;ﬂi(f)dMi(f)

(2.1.36)

by analogy with (2.1.33). Also in a manner similar to (2.1.11), we define

L= [M;, Mj] = [Ri,R;], for 1<ij<N. (2.1.37)
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Note the relationship

dC;j(1) = d[Ri, Ri)(t) = Vuyem Ly 2mydlRi R0 = Ly em Ly 2mydCij(t) - (2.1.38)

between C and C. We further define a vector-valued process a = (@, - - - , ay) and a matrix-valued

process ¢ = (¢jj)1<i,j<N as

&(1) = Ly mp (1), i=1---,N, (2.1.39)

Gij (1) .= Ly lwzmpcij(@), 1 <0, j <N; (2.1.40)

then it is straightforward to obtain the relationships

A:/O&(t)dO(t), and CE[M,M]:/0 c(1)dO(t) (2.1.41)

in accordance with (2.1.10), where the vector-valued and matrix-valued processes A= (Z TREE ZN)

and C = (a,j)lgi’jsN, respectively, are as in (2.1.35), (2.1.37).

The definition of Cy, in (2.1.26) can be also invoked when 7, p € Z(R) N T (n), but we have

also with the help of (2.1.33) and (2.1.37) the alternative representation

Cop= el = | [ Zm(t)dR o [ Zp,(t)dR o= [ ZZm(t)p,mdcl,(r)

i=1 j=
(2.1.42)
In particular, consider the portfolio 7 among the top n stocks, defined as
() := L)<y € (2.1.43)
for a fixedi = 1,---, N. This portfolio 7 invests all wealth in the i-th stock, when this stock ranks
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among the top n; otherwise, it puts all wealth in the money market. From (2.1.33), the identity

R, =R; (2.1.44)

holds, and we shall use the subscript ‘I’ instead of ‘7’ to write X, = X-and

. N N
Cr, = Crp = /0 D pi0dCij),  aswellas ;= crp= » pi(0G;(0), (2145
) j=1

in order to ease notation for the specific 7 in (2.1.43). This convention is consistent with the

equalities Ci7= [R; I}dj] = 5‘” forl1 <i,j <N.

It is useful to write succinctly the above relationships in this subsection, between symbols with
tilde and corresponding symbols without tilde, in matrix notation. We do this by introducing the

predictable matrix-valued process D = (D ;)1<; j<y With entries

Luwwmszny =7,
D=1 (2.1.46)
0 i#)

for each t > 0. Here, we note that D(¢) is a diagonal, idempotent matrix, whose (i, i)-th entry is 1 if
the i-th stock belongs to the top n stocks at time ¢ > 0, otherwise it is zero. Because at least N — n
diagonal entries of D(t) are zero, D(-) is always singular. Then, any N-dimensional predictable

process v in T (n) as in Definition 2.1.4, satisfies Dv = v; in particular,
DY = 9, Dr =n, (2.1.47)

hold for all ¢ € Z(S) N T (n) and © € Z(R) N T (n) from the conditions (2.1.16) and (2.1.17). Also,
the identities (2.1.32), (2.1.35), (2.1.38), (2.1.39), and (2.1.40) can be reformulated as

dR(t) = D(1)dR(t), dA(r) = D(t)dA(t), dM(r) = D(t)dM(¢), (2.1.48)
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dC(t) = D(1)dC(t)D(r),

as well as

a =Da, c¢=DcD. (2.1.49)

Moreover, we have another expression of the type (2.1.30) for 7 € Z(R)N T (n): using the property

(2.1.47), we write

_ 1 ~ 1 ~ 1 ,_
ay =n'a =n'Da = ', Yo =n'a—=n'cr =n'a - Eﬂ’DCDﬂ' =na - 57r'c7r. (2.1.50)

We present now the following results regarding the integrability condition with respect to R (or

R), which will be used in the next section.

Lemma 2.1.6 (Null portfolio). For an N-dimensional predictable process n € T (n), suppose that
n'a = 0 and cn = 0 hold in the (P ® O)-a.e. sense.
Then n is a portfolio, i.e., 1 € Z(R) N T (n), and the identity R, = /0' 7' (1)dR(t) = 0 holds. In

this case, we call n a null portfolio.

Proof. Asn € T (n), we have Dn = n, or ’ = ’D. Recalling (2.1.48), (2.1.34), and (2.1.41), we

have

[ woare = [ wopware = [ rwdke
= / 7' (1) dA(r) + / 7 ()dM(t) = / 7' ()a()do(r) + / ' ()dM (). (2.1.51)
0 0 0 0
The first integral on the right-hand side of (2.1.51) vanishes, thanks to the assumption n’a = 0.
The second integral /0- 1/(1)dM(z) is a continuous local martingale, and has quadratic variation

/o. n'(t)c(t)n(t)dO(t) from (2.1.41). This quadratic variation also vanishes on account of the as-

sumption cn = 0, and the result follows. 0
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Lemma 2.1.7 (Integrability condition with respect to R). An N-dimensional predictable vector

process t € T (n) belongs to L(R), if and only if

T
./(w@am+ﬂm&wwpmn<w forany T > 0. (2.1.52)
0

Proof. From the assumption 7 € 7 (n), we have D = «, and n’D = n’. The condition (2.1.12)

can be rewritten with the help of (2.1.49) as

T

T
/O (17 a)] + 7' em(n)dot) = /0 (17 D@ + 7 OD@ODO())dO®)

T
i/(W@MM+#®%M@VMO<m
0

2.2 Numéraires and Market Viability

This section presents the fundamental result in the arbitrage theory of an equity market, in open
market context. Before we state and prove the result, we explain in succession several necessary

concepts.

2.2.1 Auxiliary Market

Consider a portfolio p € Z(R) which generates the numéraire X, as in Definition 2.1.5 and
(2.1.21), and fix p throughout this subsection. We regard this portfolio p as a ‘baseline’, in the
sense that want to compare the relative performance of any other portfolio 7 € Z(R) with respect

to p, by understanding the relative wealth process

X,
X0 .=== (2.2.1)
Xp

78



As the wealth X is denominated relative to X, in (2.2.1), we consider an auxiliary market, in
which all the components of the price vector S in Definition 2.1.1 are denominated in units of X,,:

S
SPi=—, i=1,--,N. (2.2.2)
i Xp

Here, we also consider the money market So = 1, with Sg =1/ X,, as we assume that the money
market pays and charges zero interest in the introductory part of Section 2.1. Since Sg is no longer

trivial, we will consider the (N + 1)-dimensional vector S = (S¥, Sf R Sﬁ,) as the price process

vector in this auxiliary market.

Recalling the notation (2.1.20) and (2.1.26), we define two (N + 1)-dimensional vectors of

semimartingales R* = (R}, ---, RY), and RP=(R",---, ﬁﬁ) with components

R :=Cpp— Ry, and R := R{ + (R — Cip), for i=1,---,N. (2.2.3)

1

R :=R)=Cyp—-R, and RI:=R)+(R—Cp), for i=1---,N. (224)

1

Proposition 1.29 of [13] shows that the vector R plays the role of cumulative return in the auxiliary

market, as the relative wealth process X% of (2.2.1) admits the representation

. N
XE=E(RE),  where  RE:i= Re_p—Crpp = /O 3 mdREO) (2.2.5)
i=0

Here, we also recall the ‘money market proportion’ my of a portfolio 7 in (2.1.25). We present the

additional representation in particular for portfolios p, 7 € Z(R) among top n stocks.

Proposition 2.2.1. For any two portfolios p, m € Z(R) N T (n) among the top n stocks, the process

RY in (2.2.5) admits the additional representation

. N
R? = / {(dR"(1). 226
i ;‘w) 40 (2.2.6)
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Proof. Since Rp R{ in (2.2.3) and (2.2.4), it is enough to show

/ Zﬂ,(t)dR Cip)(1) = / Zn,(t)dR C7) ).

Thanks to the condition (2.1.17) and the definition (2.1.32), this can be easily checked:

. N . N
/o Z mi(t)d(R;i — Cip)(1) = /0 Z ()1, 0)<nyd (Ri — Cip) (1)
i=1 i=1
. N
- [ D mnd(E )0
i=1

where, in the last equality, we used the string of identities
L)<y dCip(0) = Ly <nydIR: Ro1(t) = d[Ri, R,](t) = dCs,. (2.2.7)

O

In the special case 7 = ¢!, that is, when the portfolio m invests all wealth in the i-th stock at all

times, the relative wealth process X% and its stochastic logarithm Rf in (2.2.1), (2.2.5) become

x¢=21=5  RI=R

Si
Xp

and Proposition 2.2.1 yields
= S(Rf) (2.2.8)

for any giveni = 1,---, N. Therefore, the component Rl.p of (2.2.3) is the stochastic logarithm of
the i-th component of the price vector S¥ in the auxiliary market, and the vector R” plays the role

of cumulative returns in the auxiliary market.
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By analogy with (2.1.22), we also have

SP(1)
Sp()

dXz(t) _

PO —
X0 XP(0) = 1, (2.2.9)

dRy(1) = Z mi(1)dR (1) = Z rn o

for p, 7 in Z(R), from (2.2.5), (2.2.8). It is very important that the summation in (2.2.9) should

include the index i = 0, as indeed it does, in contrast to the summation in (2.1.22).

2.2.2  Supermartingale Numéraire and Local Martingale Numéraire

We introduce now the notions of supermartingale numéraire and local martingale numéraire.

Definition 2.2.2 (Supermartingale numéraire and local martingale numéraire). A given portfolio
p € Z(R) is called supermatingale numéraire portfolio (local martingale numéraire portfolio) in
the whole market, if the relative wealth process X; = X,/ X, of (2.2.1) is a supermartingale (local
martingale) for every portfolio 7 € Z(R) in the market. In this case, the wealth process X, is called

a supermartingale numéraire (local martingale numéraire, respectively) in the whole market.

Similarly, a given portfolio p € Z(R) N T (n) among the top n stocks is called supermatingale
numéraire portfolio (local martingale numéraire portfolio) among the top n stocks, if the relative
wealth process X is a supermartingale (local martingale) for every portfolio 7 € Z(R) N T (n)
among the top n stocks. In this case, the wealth process X, is called supermartingale numéraire

(local martingale numéraire, respectively) among the top n stocks.

By Fatou’s lemma, every nonnegative local martingale is a supermartingale; thus, every local
martingale numéraire is in particular a supermatingale numéraire. We also have the following
uniqueness result for supermartingale (local martingale) numéraires (respectively, among the top

n stocks).

Lemma 2.2.3. There is a unique (modulo null portfolios) supermartingale (local martingale)

numéraire portfolio in the entire market (respectively, among the top n stocks).
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Proof. Suppose that there are two local martingale (or two supermartingale) numéraire portfolios
p and v with the same initial wealth X,(0) = X,(0). Then, the relative wealth process X,/X,
and its reciprocal X, /X, are positive supermartingales. From the Doob-Meyer decomposition
of semimartingales, it is easy to show that a continuous, positive supermartingale ¥ is almost
everywhere constant, if its reciprocal is also a supermartingale. Thus, X,, = X, almost everywhere,

and the two portfolios p and v generate the same wealth process. U

It can be shown that the supermartingale numéraire is actually the local martingale numéraire,
thus the two numéraires are equivalent, in the whole market where no constraint is imposed on

portfolios. This is Proposition 2.4 of [13], which we repeat here.

Proposition 2.2.4. For a portfolio p € Z(R), the following statements are equivalent:
(1) p is a supermartingale numéraire portfolio in the whole market.
(2) pis alocal martingale numéraire portfolio in the whole market.

(3) The equality A; = C;y, holds foralli =1,---,N.

The statement (3) gives a very simple structural condition, derived from the cumulative return
process of the market, which characterizes this equivalence. It is no surprise that the result also
holds for portfolios among the top n stocks; but in this case, the cumulative return process vector

R in (2.1.5) should be replaced by R of (2.1.32).

Proposition 2.2.5. For a portfolio p € Z(R) N T (n), the following statements are equivalent:
(Flv) p is a supermartingale numéraire portfolio among the top n stocks.
(FZV) p is a local martingale numéraire portfolio among the top n stocks.

(?) The equality A; = Cfp holds foralli =1,---,N.
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Proof. We first assume statement (3~3, which is equivalent to the requirement that R - lep = M,
is a local martingale for alli = 1,---, N from (2.1.34). Recalling the notation of (2.2.4), (2.1.26)
with the identities (2.1.17), (2.1.33) and (2.2.7), we obtain that the process

~ . N . N _
Ry =Cpp— R, :/0 ;Pi(t)dcip(t)—/o ;pi(t)dR,-(t)
- N . N B
:/0 ;pi(t)l{ui(l)Sn}dCip(t)_A ;p,(t)de(t)
. N . N _ N N
= /0 ;Pi(l‘)dclfp(l‘)_ /O ;pi(t)dRi(t):— /0 ; pi(1)dM;(t) (2.2.10)

is then also a local martingale. This in turn implies that all the components IAQ;p = Eg + (R — lep)
fori = 1,---,N in (2.2.4) are local martingales as well. Moreover, from Proposition 2.2.1, the
processes RY and X% are also local martingales for every portfolio 7 € Z(R) N T (n) among the top
n stocks, so the implication @) = (33 has been proved.

Since statement (7) trivially implies statement m it remains to establish the implication m =
@. Assuming statement (T), we first fix any i in {1, - - - , N}, consider a specific portfolio 7 among
the top n stocks defined as in (2.1.43), and recall the notation X; = X;as well as R, = IZ Then,

the processes

X7 X, 7
Xp -~ = 9 Xp -~ = b
p+i X, p-i X,

are supermartingales. In view of Proposition 2.2.1 along with (2.1.44), all processes

P —RP PR _ (- P =R’ _=_ R — =~
/:(ng) =R’ -=Ri-Cy, £(Xp_7) RO = ~(R; = Cp,)
are local supermartingales, implying that R; — C;p is a local martingale. Since i € {1,---, N} can
be chosen arbitrarily, we arrive at statement @ O]

Remark 2.2.6 (Representation of wealth relative to the supermartingale numéraire). When p €

Z(R) N T (n) is a supermartingale numéraire portfolio among the top n stocks, statement @ of
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Proposition 2.2.5 implies that R - lep = M; is a local martingale foralli = 1,---, N.
Then, Proposition 2.2.1 with the notation (2.2.4) yields the following representation of the

relative wealth process X2 for any portfolio 7 € Z(R) N T (n) among the top n stocks, namely,
. N . N
X,f:(c,‘(‘/ ﬂildﬁ.pt):g(ﬁp+‘/ ﬂitdﬂit)
o;()”’ : 0;<>()
. N B : N N
= 5(/0 Z (i) - Pi(f))dMi(l)) =1 +./0 X/:(l)z (7i(r) — pi(1)) dM;(2),
i=1 i=1

where the second-to-last equality is from (2.2.10). Thus, the relative wealth process X% is a

stochastic integral with respect to the local martingale vector M, defined in (2.1.35).

Remark 2.2.7 (A reformulation of statement @). The statement (ZT) of Proposition 2.2.5 can be

reformulated using the ‘rate processes’ @, ¢ of (2.1.41), namely,

. _ . N _ . N
&(1dO(t) = A; = C- = (1)dC, (1) = ()G (1)dO(0),
| @wdow . A;mw,m A;mww>m

with the help of (2.1.45). Thus, we have the following statement @) of Proposition 2.2.5, namely
3) a=cp, (P®O)-ae. 2.2.11)

in matrix notation. In the same manner, the statement (3) of Proposition 2.2.4 also has the equiva-

lent formulation:

3) a = cp, (P®O0)—a.e. (2.2.12)

2.2.3  Structural Conditions

In this subsection, we present yet another equivalent requirement for statement @ of Propo-

sition 2.2.5. This new formulation does not involve p, the supermartingale numéraire portfolio

84



among the top n stocks, and is in the form of what we call ‘structural conditions’. First, we note
that ¢ of (2.1.49) is a singular symmetric matrix, thus not invertible, from the fact that D is singular.
Before proceeding to the next result, we need the following definition of ‘pseudo-inverse’ for the

matrix-valued process ¢ of (2.1.40):

cti= 1im (@ Ly ¢, (2.2.13)

m—>00 m

where 1 is the identity operator on RV . This process ¢ ' will play the role of ‘pseudo-inverse’ for

¢, because it is easily checked that

1. ¢ is the inverse of ¢ when restricted on range(c),
2. ¢c ' coincides with the projection operator of R onto range(c),

3. ¢ is predictable, since matrix inversion is a continuous operation when restricted to strictly

positive-definite matrices.

We are now ready to present the structural conditions.

Proposition 2.2.8. The existence of the supermartingale numéraire portfolio among the top n

stocks, is equivalent to the conjunction of the conditions:

(i) a € range(c), P®0O)-a.e., (2.2.14)

T
(ii) /0 &) )a(r)do(t) < oo, forany T >0. (2.2.15)

Proof. First, we assume that the supermartingale numéraire portfolio p among the top n stocks
exists; then, from statement (3°) of (2.2.11), the identity @ = cp holds. The condition (i) follows
immediately, and we obtain ¢ ¢ '@ = @ from the property (b) above. This also implies that the set

{a € range(c)} is predictable. We set the predictable process

v:i=2c'a, (2.2.16)
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which is range(c)-valued in the (P ® O)-a.e. sense, and satisfies @ = ¢ v. Then, every supermartin-

gale numéraire portfolio among the top n stocks should be of the form

T

p=v+n=c'a+n, (2.2.17)

for a suitable predictable process  which is in ker(c), the kernel of ¢, (P® O)-a.e. We have ¢ = 0

and n’a = 0, thus 7 is a null portfolio in the sense of Lemma 2.1.6.

On the other hand, the assumption that the supermartingale numéraire portfolio among the top n
stocks exists, implies that some N-dimensional process of the form p = ¢ Ta+n of the form (2.2.17)
should be a portfolio, i.e., R-integrable. The integrability condition (2.1.52) in Lemma 2.1.7 with
the observation
+

pep=pc@ia+n =pa=ap=acla,

gives the condition (ii).

We next assume the conjunction of conditions (i), (ii) and find the supermartingale numéraire

portfolio among the top n stocks. We define the two predictable processes

vi=¢'a, and  p:=Dv=D¢"q, (2.2.18)

and claim that p is the supermartingale numéraire portfolio among the top n stocks. Thanks to the
condition (i), we obtain the identity cv = ccla = a, (P ® O)-a.e. Then, we note the series of
identities

vév=va=av=ac'a, (P® 0) —a.e,

as well as
t~

p'cp=v'DcDv =v'¢cv =ad'c’a, Ja=vDa=va=a7ca, (P® O)—ae. (2.2.19)

Here, we used the identities Da = @, and DcD = ¢ which can be obtained from (2.1.49).
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Combining equations of (2.2.19) with the condition (ii) yields the integrability condition (2.1.52)
for p = n in Lemma 2.1.7, i.e., p € Z(R). Also, from the construction (2.2.18), we have
Dp = DDv = Dy = p, thus p € T (n). Therefore, we have shown that p is a portfolio among the

top n stocks, i.e., p € Z(R) N T (n).

Furthermore, we deduce
a=a, P®0O)-ae., (2.2.20)

where the second equation uses the identity cD = ¢, a consequence of (2.1.49) and of the fact that
D is idempotent. Thus, we have obtained the condition (2.2.11), which is equivalent to statement
(,5,) of Proposition 2.2.5, and p is indeed the supermartingale numéraire portfolio among the top n

stocks. L]

The conjunction of the two conditions in Proposition 2.2.8 can be formulated as one equivalent
condition, as follows. We first recall the ‘growth rate’ y, of the portfolio 7 € Z(R) N T (n) among
the top n stocks in (2.1.50). We denote RN N T(n) the collection of elements in RV such that at
most n components are nonzero; then 7(¢) takes values in RN N7 (n) for each ¢ > 0, by the property

(2.1.15). Let us define the [0, co]-valued process

- ~ 1 1 _
g = sup (p’oz - —p’cp) = sup (p’oz - —p'cp). (2.2.21)
peERN 2 PERNNT (n) 2

The last equality follows because of the identities

~ 1 ~ 1 - 1
pa- Ep'cp =p'Da — Ep’Dch =pa- Eﬁcp,

valid for any p € RY, where p := Dp € RN n T(n), by recalling the properties @ = Da and
¢ = DcD which can be deduced from (2.1.49).

This process g in (2.2.21) can be interpreted as the maximal growth rate achievable for all port-
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folios among the top n stocks. Note that g is predictable, because the supremum can be restricted

over a countable, dense subset of RV. We then easily rewrite the process g in the form

I

8= E(al ¢ a’)l{&erange('é)} + Ool{&erange('c‘)}’ (2.2.22)

and the supremum of (2.2.21) is attained if and only if g < c0, at p = p := D¢ '@ as in (2.2.18) and

(2.2.19). Then, the conjunction of conditions (i) + (ii) in Proposition 2.2.8 becomes simply
G(T)< oo, forall T >0, (2.2.23)

where G is an adapted nondecreasing process

G := /0 2(1)do(®). (2.2.24)

We call this G the aggregate maximal growth from portfolios among the top n stocks; and say that
the market consisting of the top n stocks has locally finite growth, if the process G satisfies the

condition (2.2.23). We formalize this argument into the next proposition.

Proposition 2.2.9. The requirement of (2.2.23) of locally finite growth among the top n stocks, is
equivalent to the conjunction of the two conditions (i) + (ii) of Proposition 2.2.8, thus sufficient
and necessary for a supermartinagle numéraire portfolio among the top n stocks to exist. In this
case, we have

G =T,
where p is a supermartingale numéraire portfolio among the top n stocks.
We present the following results which will be used later.

Lemma 2.2.10. Suppose the market has locally finite growth among the top n stocks, i.e., that

(2.2.23) holds, and let p be the supermartingale numéraire portfolio among the top n stocks. Re-
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calling (2.1.50), (2.1.31), (2.1.26), and (2.1.36), we have

~ 1
G=1I,= EC’DP’

as well as the representation

1
e E(-M,). (2.2.25)

Proof. As with (2.2.18) in the proof of Proposition 2.2.8, the supermartingale numéraire portfolio
p among the top 7 stocks is of the form D¢ '@. With (2.2.19), the claim G = T » s easily obtained.

Furthermore, again by (2.2.19) with (2.1.50), we have

1 1 1 —~

Yo =pa— Ep’gp = Ep’gp =3 =8 (2.2.26)

thus T, = 1Cpp, as well as A, = C,,. We then write (2.2.5), (2.2.6) with 7 = (0,---,0) €
Z(R)N T (n):

1 —
ot Xy = ER)) = E(Cpp = Ry) = E(Cpp — Ap — Mp) = E(-M,,).
P

Lemma 2.2.11. Let p be the supermartingale numéraire portfolio among the top n stocks. For any
investment strategy ¥ € L(S) N T (n) among the top n stocks, and for any initial capital x > 0, let
us recall the wealth process X = X(-; x,9) generated by ¢ and x in the manner of (2.1.13). Then

there exists a processn = (n1,- -+ ,1N) € Z(M) N T (n), such that

X . N _
o= /0 Z} nid ). (2.2.27)

Conversely, for any x > 0 andn € Z(M) N T (n), there exists a process 9 € Z(S) N T (n) such that
(2.2.27) holds.
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Proof. From (2.2.25) and (2.1.36), we have d(1/X,(t)) = (1/X,(1)) SN, (= pi(£))dMi(2), as well

as the dynamics

N N N
dX(1) = ) 0i(0)dSi(t) = Y HiOS(OAR(1) = > 0i(0)Si(0) (dAi(t) + dM(1)),
i=1 i=1 i=1

from (2.1.34). Combining two equations via Itd’s formula, we obtain

N ) . N
d(XO/X,0) = Y '9!§;>f;§’> (dA(r) + dE(1)) + X((’t 3 (= pi0) dbi()
i=1 P P i=1

) Z D= py (1)l 1)
p

i=1 j=1

Here, the finite variation terms vanish because of the relationship dAi(1) = ZN L pi(t)d [M;, M; i1(7)
fori = 1,---, N, which is valid on the strength of condition (3) in Proposition 2.2.5. Thus, by

setting
Ui(1)Si(2) — X (2)pi(t)
Xp(1) ’

it is straightforward to check n € 7T (n), and the result follows. The converse can be easily shown

T]i(t):: :1"..’N’

by reversing the above procedure. ]

2.2.4 Local Martingale Deflator and Market Viability

We present a few more concepts and state the main result of this section.

Definition 2.2.12 (Local martingale deflator). We call an adapted, right-continuous and left-limited (RCLL)
process Y, a local martingale deflator among the top n stocks, if it satisfies Y(0) = 1, Y > 0, and
the process Y X is a local martingale for every X € X" of Definition 2.1.4. We denote by )" the

collection of all local martingale deflators among the top n stocks.

Since X = 1 € X", every deflator Y € V" is in particular local martingale.
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Definition 2.2.13 (cumulative withdrawal stream). We denote by /C the collection of all nonde-
creasing, adapted and right-continuous processes K with K(0) = 0. Any element K of /C is called
cumulative withdrawal process, and K(t) represents for the cumulative capital withdrawn up to
time ¢ > 0; actual withdrawals in each infinitesimal interval (¢,  + dt] are represented as dK(r). We

say that K € K is nonzero, if P(K(c0) > 0) > 0.

For x > 0,9 € Z(S) or ¥ € Z(S) N T (n), the wealth process X(-; x, ) defined in (2.1.13) is
said to finance a given cumulative withdrawal process K € I, if X > K holds. In this case, we say

the process K is financeable from the initial capital x > 0 with the investment strategy .

We denote by [C(x), K"(x) the subset of K consisting of cumulative capital withdrawal pro-

cesses financeable from initial capital x; namely:

K(x):={K € K |39 € Z(S) such that X(-; x, %) > K},

K'x):={K € K |39 € Z(S) N T (n) such that X(-; x, %) > K},

We introduce also the collection of cumulative withdrawal processes in K which can be fi-

nanced starting from any positive initial capital:

K(0+) := ﬂ Kx)ck, K0+ := ﬂ Kn(x) c K.

x>0 x>0

Definition 2.2.14 (Superhedging capital). For any cumulative withdrawal process K € K, we call

the quantities

x(K):=inf{x > 0| K € K(x)} = inf{x > 0| 39 € Z(S) such that X(-; x,9) > K},
X"(K):=inf{x >0| K € K"(x)} =inf{x > 0|3 € Z(S) N T (n) such that X(-; x,9) > K}
(2.2.28)

the superhedging capital associated with the withdrawal stream K in the entire market, and in the

market consisting of the top n stocks, respectively. We follow here the standard convention that
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the infimum of an empty set is equal to infinity.

Lemma 2.2.15. Suppose that Y" is nonempty. For a fixed cumulative withdrawal process K € K,

we assume that it is financeable from the initial capital x > 0 with investment strategy ¥ € Z(S) N
T(n), ie.,
. N
X=X(x,9)=x+ / Z 9;(1)dSi(t) = K.
0 i1

Then, the process

Y(X-K)+ /.Y(t—)dK(t)
0

is a nonnegative local martingale, thus also a supermartingale, for every local martingale deflator
Y € V" among the top n stocks. In particular, Y(X — K) is nonnegative supermartingale, for every

Y € Y". Furthermore, for the quantity x"(K) of (2.2.28) we have the inequality

x"(K) > sup EP[ / B Y(t—)dK(t)]. (2.2.29)
Yeynr 0

Proof. For every Y € )", integration by parts gives

Y(X —K)=YX - / Y(—)dK (1) - / K(=)dY (1),
0 0

thus

Y(X - K) + /O Y(-)dK(t) = YX — /0 K(t-)dY (0). (2.2.30)

Both terms on the right-hand side of (2.2.30) are local martingales, and the terms on the left hand
side of (2.2.30) are nonnegative; thus the first claim follows. Also, the process /0. Y(t—)dK(t) is
nondecreasing, therefore Y (X — K) is nonnegative supermartingale. We denote the left-hand side

of (2.230) by Q := Y(X — K) + [; Y(1-)dK(t), then we obtain

00) = x> ¥ o) > | [ YK ()],

0
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By taking the supremum over Y € )" and then the infimum over the initial capital x > 0, the last

claim follows. ]

Definition 2.2.16 (Viability). We say that the entire market is viable if, whenever x(K) = 0 holds
for some cumulative withdrawal process K € IC, we have K = 0.
In the same manner, we say the market consisting of the top n stocks is viable, if whenever

x"(K) = 0 holds for some cumulative withdrawal process K € K, we have K = 0.

The viability of the market consisting of the top n stocks, is actually equivalent to the identity
K"(0+) = {0}

whereas the failure of such viability implies the strict inclusion X"(0+) > {0}. When the viability
of the market consisting of the top n stocks fails, there exists a nonzero cumulative withdrawal
process K € K which is financeable from any initial capital x > 0, no matter how minuscule; or

equivalently, there exists an investment strategy ¢, € Z(R) N T (n) for each m € N, such that
1
X(" ) m) 2 K
m

We further present the following lemma; it can be proven in the same manner as Exercise 2.22 of

[13].

Lemma 2.2.17. The market consisting of the top n stocks fails to be viable if, and only if, there exist
a real number T > 0 and a nonnegative F(T)-measurable random variable h with P[h > 0] > 0

such that for every m € N, there exists an X" € X" with X"(T) > mh.

The following result presents another equivalent characterization of viability for the market

consisting of the top n stocks.
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Proposition 2.2.18 (Boundedness in probability). The market consisting of the top n stocks is
viable if, and only if,
lim sup P[X(T) > m] =0, VT >0. (2.2.31)
m—0e0 yexn
Proof. We first assume that the market consisting of the top n stocks is not viable. Then, from
Lemma 2.2.17, there exist a real number 7' > 0, a nonnegative J (7T)-measurable random variable &
with P[2 > 0] > 0, and a sequence (X"™),,en of wealth processes X € X" satistying X"(T) > mh.

Pick € > 0 sufficiently small, so that P[2 > €] > € holds. We then have
liminf P[X"(T) > em] > liminf P[X"(T) > mh, h > €] > ¢,

thus the condition (2.2.31) is violated.

Conversely, we assume that for some 7 > 0, there exist € > 0 and a sequence (X"),,en C X"
such that P[ X" (T) > m2™] > € hold for all m € N. Consider the set
H:= ﬂ U [XK(T) > k2¥) € F(T),
m=1k=m
and note that P(H) > €. For every m € N, the inclusion
He | ) (x4m) > k24
k=m+1

holds, so there exists a sufficiently large number K, > m such that the set

H, = HN ( O (X5(T) > kzk}) e F(T)

k=m+1

satisfies P[H \ H,,] < FlH] Then, the countable intersection

— pm+l*

E: ﬁHme]-"(T)
m=1
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is a subset of H, and we have

< i P[H] _ P[H]

plH\E]=B|(J\H)| < 3 5 ==

m=1 m=1

thus, P[E] > % and P[E] > 5 > 0. Let us define a sequence of numéraires (E™)en

K
== Z p~k=m) x'k. for each m € N,

k=m+1
and it is straightforward that 2" € X", as all X k e X" for k € N. Furthermore, for every m € N,

we have E C H,, C {E"(T) > m}, from which Z"(T) > m1g follows. Set h := 1g € F(T), then

P[h> 0] = P[E] > = > 0.

€

2

Lemma 2.2.17 yields that the market consisting of the top n stocks is not viable. [
We are now ready to state and prove the main result of this section.

Theorem 2.2.19. The following statements are equivalent:
(1) The market consisting of the top n stocks is viable.
(2) There exists a local martingale deflator among the top n stocks, i.e., Y" # 0.
(3) The supermartingale numéraire among the top n stocks exists.

(4) The market consisting of the top n stocks has locally finite growth; namely, the condition
(2.2.23) of the aggregate maximal growth process G among the top n stocks of (2.2.24)
holds.

Proof. The implication (4) = (3) follows from Proposition 2.2.9. The implication (3) = (2) also

follows easily, because the supermartingale numéraire among the top n stocks is a local martingale
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numéraire among the top n stocks from Proposition 2.2.5, and the reciprocal of the local martingale

numéraire among the top n stocks is a local martingale deflator among the top n stocks.

In order to prove (2) = (1), let Y € )" be a local martingale deflator and pick a cumulative

withdrawal process K € /C such that x*(K) = 0. From (2.2.29) of Lemma 2.2.15, we have

E° [ / ) Y(t—)dK(t)] =0.
0

Since Y is strictly positive and K is nondecreasing with K(0) = 0, it follows that K(co) = 0 holds
P-a.e., which is equivalent to K = 0. The market consisting of the top n stocks is then viable.

The remaining part is to show the implication (/) = (4), which is quite technical. Suppose
that the market fails to have locally finite growth among the top 7 stocks, i.e., one of the structural

conditions (2.2.14), (2.2.15) is violated. Thus, we need to consider two cases:
1. the set {a ¢ range(c)} fails to be (P ® O)-null,
2. the set {@ ¢ range(¢)} is (P ® O)-null, but P[G(T) = o] > 0 holds for some T > 0.

We shall show that the market is not viable in each of the cases (A) and (B) below.

« Case (A). Recalling the notation (2.2.13) with its properties (a)-(c), we first note that the pre-
dictable process

1 I

¥ (a/ - cc a)l{aezrange(?)}a (2.2.32)

" ll—cctalp
is well-defined, because @ ¢ range(c) holds if and only if c¢ '@ # @. Note that Dy = ¢, thus
¢ € T (n), thanks to the properties D& = @, D¢ = ¢ from (2.1.49). Since the process @ — c¢ '@ is

orthogonal to range(c), we have cp = 0. Furthermore, we have ¢'@ = 1{g¢range(@)}» because
(@-cctaya=|la-cc'a|)? + (@-ccia)@ecia) = ||a-ccTa ]’

Thus, from Lemma 2.1.7, ¢ is a portfolio among the top n stocks, i.e., ¢ € Z(R) N T (n). Also, the
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local martingale vanishes: /0. go’(t)dM (t) = 0, because its quadratic variation process vanishes

[ /0 '90’(t)d1‘7(t)] = /O .90'(t)'cv(t)g0(t)d0(t) = (. (2.2.33)

Thus,

/O o (VdR(1) = /O o (NdA(r) = /O & (FdO() = /0 1z erange(ey (NdO(1) =: K.

We define the vector process ¢ = (¥, ,1¥y) with components given by &; = ¢;/S; fori =
I,---,N. It is then easy to check that mi is an investment strategy among the top n stocks, i.e.,

m € Z(S) N T (n), for any m € N, and

X(-;0,m9) = ‘/0. md (1)dS(t) = m'/o. ¢'(t)dR(t) = m'/o. ¢'(H)dR(t) = mK.

In other words, for any m € N, the wealth process generated by the investment strategy m among
the top n stocks has vanishing local martingale part, and is equal to the non-trivial, nondecreasing
part mK of finite variation. This process mK can be arbitrarily scaled by the multiplicative constant
m € N, and thus x"(K) = 0, by recalling (2.2.28). We conclude that the market consisting of the

top n stocks is not viable.

« Case (B). We assume that the set {@ ¢ range(¢)} is (P ® O)-null, but P[G(T) = o] > 0 holds for

some 7' > 0. In this case, the aggregate maximal growth process G of (2.2.24) becomes

1

G = 3 /O | &' )T (a@)do(r). (2.2.34)

We consider first the portfolio p := D¢ Ta € T (n) as in (2.2.18), and also set p" := Plyjpll<m) €
Z(R) N T (n). The log-wealth process of (2.1.27) can be represented, with the help of (2.1.36) and
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(2.2.19), as

e o ~ o
10gXpm=§/O L{jio)l|<m}P (I)C(l)p(l)do(l)+/0 L{jjpol1<my P’ (1)d M (7). (2.2.35)

Note that the first integral on the right-hand side of (2.2.35), namely

2G™ = /0.1{||p(z)||Sm}P'(t)E(I)P(I)d0(I),

is the quadratic variation of the local martingale /0- 1100 <m} 0" (t)dM (), which is the second
integral on the right-hand side of (2.2.35). The Dambis-Dubins-Schwarz representation (cf. Theo-
rem 3.4.6 and Problem 3.4.7 of [16]), with the scaling property of Brownian motion, implies that

there exists a Brownian motion W™, on a possibly enlarged filtered probability space, such that
log X,m = G™ + V2W™(G™), (2.2.36)

for every m € N. The sequence {G"(T)},nen is nondecreasing and converges to

%A p’(l)g(t)p(t)dO(t) = %A a/(l)ET(I)a(Z)dO(I) _ é(T),

as in (2.2.34), again with the help of (2.2.19). The strong law of large numbers for Brownian

motion gives
W™ (G™(T)) 1~ ]
lim P < - , G(T)=o00|=0.
m—eo [ G™(T) 2V2

From the representation (2.2.36), we obtain

lim P

m—oo

[log Xm(T) -

1
Gn(T) > G(T)= oo] =0.

Therefore, in case (B), the collection of random variables {X,«(T) | m € N} C {X(T) | X € A"}

fails to be bounded in probability, and Proposition 2.2.18 concludes that the market consisting of
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the top n stocks is not viable. O

2.2.5 Growth Optimality and Relative Log-optimality

The results in the previous subsection characterize the supermartingale numéraire portfolio
among the top n stocks, via the ‘structural condition’, in terms of @ and c. More specifically, in the
argument leading to Proposition 2.2.8 and in the proof of Lemma 2.2.10, the maximal growth rate
among the top n stocks g of (2.2.21) is attained when the portfolio is the supermartingale numéraire
portfolio among the top n stocks, as in (2.2.26). In this subsection, we reformulate this property
and show that the supermartingale numéraire portfolio is ‘optimal’ in some sense among portfolios

of top n stocks.

Definition 2.2.20 (Relative growth and growth optimality). We define the relative growth of a

given portfolio 7 € Z(R) with respect to another portfolio p € Z(R) as

% :=T,-T, (2.2.37)

namely, the difference between the finite variation process of the log-relative wealth process log X~ =

log(Xx/X,,) from (2.1.28), (2.2.1).

We call a portfolio p € Z(R) N T (n) growth-optimal among the top n stocks, if for every

portfolio 7 € Z(R) N T (n) the process I'y = Iy — [, is non-increasing.

Proposition 2.2.21. A portfolio is growth-optimal among the top n stocks, if and only if it is a

supermartingale numéraire portfolio among the top n stocks.

Proof. (i) Let us first assume that p € Z(R) N 7 (n) is the supermartingale numéraire portfolio
among the top n stocks. From Proposition 2.2.8 and (2.2.11), we know that @ € range(c) and

a = cp hold (P ® O) — a.e. Recalling (2.1.50), (2.2.21) and the fact that the supremum of g
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is attained by the supermartingale numéraire portfolio among the top n stocks, the comparison
Yp = & = ¥x holds (P ® O) — a.e. for every m € Z(R) N T (n). Thus, p is growth-optimal.

(ii) Next, we assume that v € Z(R)NT (n) is a growth-optimal portfolio among the top n stocks.
We pick a portfolio ¢ € Z(R) N T (n) satisfying co = 0 and ¢’a = 1 on the set {@ ¢ range(c)}
(for example, as in (2.2.32) in the proof of Theorem 2.2.19). We then have y,,, = 7, + 1 on
{a ¢ range(c)} from (2.1.50), violating the growth-optimality of v. This implies that the latter set
is (P ® O)-null. In particular, g < oo in the (P ® O) — a.e. sense, from (2.2.22).

On the other hand, we let p := D¢ '@ € T (n) and define p™ := PLjpl<m} € Z(R) N T (n) for
m € N. The equation (2.2.26) yields vy, > y,m = glyj|p||<m}» and thus y, > g holds (P ® O) — a.e.
by taking the limit m — oco. We conclude that v is also a supermartingale numéraire portfolio

among the top n stocks. ]

The supermartingale numéraire portfolio among the top n stocks is ‘optimal’ also in another

sense, as follows.

Definition 2.2.22. A portfolio p € Z(R) N T (n) is called relatively log-optimal among the top n

stocks, if for all portfolios 7 € Z(R) N T (n) and for all stopping times 7 of F, we have

EF[(log X¥(7))"] < oo, and  E[logXf(r)] <0. (2.2.38)

Proposition 2.2.23. A portfolio is relatively log-optimal among the top n stocks, if and only if it is

a supermartingale numéraire portfolio among the top n stocks.

Proof. (i) We first suppose that p € Z(R)N T (n) is the supermartingale numéraire portfolio among

the top n stocks. Then, we obtain

(o)

EF[(log X5())"] = /0 ) P(XE (1) > e')dt < /0 P(X2(1) > t)dt < EF[X2(1)] < 1,
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where the last inequality is from the Optional Sampling Theorem. By applying Jensen’s inequal-
ity to this last inequality, the second condition of (2.2.38) also holds, and we conclude that p is

relatively log-optimal among the top n stocks.

(ii) For the converse implication, we assume that v € Z(R) N T (n) is relatively log-optimal
among the top n stocks. As in the proof of Proposition 2.2.21, we pick a portfolio ¢ € Z(R)NT (n)
as in (2.2.32), satisfying co = 0 and ¢’a = 1 on the set {a@ ¢ range(c)}. By recalling (2.1.27),

(2.1.28), (2.1.31), (2.1.36), and (2.1.50), straightforward computations show

log X,, = log X4, — log X, = /o. (Yy+o(t) = y5(2))dO(t) + /0. @' (H)dM(r) (2.2.39)

= /0 1{&¢range(5)}(t)d0(t)-

Here, the last integral on the right-hand side of (2.2.39) vanishes, because of the equation (2.2.33)
above. The relative log-optimality of v implies that the set {@ ¢ range(c)} is (P ® O)-null. We
then consider a process p := D¢ '@ € T (n) of (2.2.18), as in the proof of Proposition 2.2.21. Note
that @ = cp holds (P ® O) — a.e. from (2.2.20), or equivalently, K, = C;p hold fori = 1,---, N,
from Remark 2.2.7. This last requirement implies that A; = Cy,, thus R; — Cy,, 1s local martingale

for every m € Z(R) N T (n). We further define
v i=vlg=ay + vlazan lpl>my + Plazan Ljplismy,  for m €N,

and it is easy to check that v € Z(R) N T (n) for all m € N,

We now claim that the ratio X, /X, for every m € N is a local martingale. Proposition 2.2.1
implies that it is sufficient to show RL’m = R; — Cyym =: Q is a local martingale, where we set
m:=v—v"eZ(R)N T (n). Ontheset { := {a # cv,||p|| < m}, we have v" = p, thus Q is local
martingale. On the complement set £¢, we have 71 = v — v" = 0, thus Q = 0. In other words, we

showed that

0- /0 1,()dQ(1) = /0 1,()d(Ry - Cap)(0)
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is local martingale, verifying our claim that X, /X, is a local martingale for every m € N. As the

ratio is positive, X, /X,= is also a supermartingale.

If we assume that P[X,(T) # X,»(T)] > 0 were true for some 7 > 0, we obtain

EP[log XV(T)] < logEP[;:(Q)] <0,

contradicting the relative log-optimality of v. Thus, we conclude that X, = X,m, from the con-
tinuity of X, /X,», and v — v is a null portfolio in the sense of Lemma 2.1.6. We then have

cv"=cv=cp=a, P®0)—a.e ontheset / = {a # cv,||p|| £ m} defined above, which

implies that ¢ is (P ® O)-null. Since this property is true for every m € N, the identity @ = cv is

valid (P ® O) — a.e, thus v is the supermartingale numéraire portfolio among the top n stocks. [

In part (i1) of the proofs of both Proposition 2.2.21 and Proposition 2.2.23, we did not assume
the existence of supermartingale numéraire portfolio among the top n stocks. Thus, the existence
of growth-optimal or relatively log-optimal portfolio among the top n stocks is equivalent to the
existence of the supermartingale numéraire portfolio among the top n stocks, and we can add the

following two statements to the list of equivalences in Theorem 2.2.19:

(5) A growth-optimal portfolio among the top n stocks exists.

(6) A relatively log-optimal portfolio among the top n stocks exists.

2.2.6  The Optional Decomposition

Suppose that we are given a nonnegative, adapted process with RCLL paths and X(0) = x > 0.
In this subsection, we characterize the condition when X belongs to X" of Definition 2.1.4, i.e.,
when X is the wealth process generated by an investment strategy that invests in the top n stocks of

the market, and study how can we construct this strategy from X. The following Theorem 2.2.25,
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which we call the Optional Decomposition Theorem, gives, along with its Corollary 2.2.26, the

answer to this question.

We first present the following result, originally from Theorem 1 of [25]. See also Proposi-
tions 2.3 and 3.2 of [19]. We recall for this purpose the semimartingale vector M defined in
(2.1.35) and write ./\/li} 0(1\7 ) the collection of scalar local martingales L with RCLL paths, satisfy-

ing L(0) = 0 and the orthogonality [L, M;)=0Oforalli=1,---,N.

Lemma 2.2.24. [f the supermartingale numéraire portfolio p among the top n stocks exists, then
the collections V" of local martingale deflators among the top n stocks, defined in Definition 2.2.12,

admits the representation:

- {Lg(L) 1L e Mg (M) with AL > —1}. (2.2.40)
Xp oc

In order to simplify the proof of the Optional Decomposition Theorem, we shall work under
the following assumption. The general case of the Theorem can be proven as in the Subsection

3.1.3 of [13].

Assumption (A) : All local martingales on the filtered probability space (€, F, F(-), P) have con-

tinuous paths.

Theorem 2.2.25 (Optional Decomposition). Suppose that the market consisting of the top n stocks
is viable. For a nonnegative, adapted process X with RCLL paths satisfying X(0) = x > 0, the

following statements are equivalent:
(1) The process Y X is a supermartingale, for everyY € V"

(2) There exist an investment strategy 9 € L(S)NT (n) among the top n stocks, and a cumulative

withdrawal process K € K, such that
. N
X=x+ / Z 9:(1)dSi(t) — K. (2.2.41)
S
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Proof. We first show the implication (2) = (I). Forany Y € V", we write Y = £(L)/X,, for some
L e J\/lllo C(M ) with AL > —1 from Lemma 2.2.24, where we denote by p the supermartingale

numéraire portfolio among the top n stocks. Then, we have from Lemma 2.2.11,

YX+YK =

X+ /0 ﬁil ﬁi(l)dSi(l)g

. N
% W= (er [ Y noao)ew

for some process 7 € Z(M)NT (n). The last expression is a product of two nonnegative, orthogonal
local martingales, thus it is a nonnegative local martingale. The claim that Y X is a supermartingale
follows.

We now show the implication (/) = (2) which is more involved, under the above Assumption
(A). We assume that (/) holds and recall the collections )" and Mﬁ) C(A7I ) of (2.2.40). All processes
in M;- C(]VI ) have continuous paths under the Assumption (A). From Lemma 2.2.24, (X /X,)E(L)
is a supermartingale for every L € M llo C(M ), and in particular, X /X, is a supermartingale itself.

The Doob-Meyer and Kunita-Watanabe decompositions give

N
X —~
— =x+M,+L-B, where M,:= / Z ni(t)dM;(t).
X, 0 =1

Here, n = (1,---,nn) € I(M), L € M;C(AAJ) and B is an adapted, nondecreasing and right-
continuous process with B(0) = 0, i.e., B is a cumulative withdrawal process in K. Recalling the
diagonal matrix D of (2.1.46) with its property DdM(t) = dM(r), we further define 77 := Dn €
Z(M) N T (n), and we have

My = [ waiio = [ ooy watio -
Consequently, we obtain

X£ =x+Mz+L-B, with ne€ IM)NTn), Le Mﬁc(ﬁ). (2.2.42)
P
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We next show that L = 0 in (2.2.42). Again from Lemma 2.2.24, (1/X,)E(mL) is a local
martingale, thus (X/X,)E(mL) is a supermartingale for every m € N. Since [£(mL), M;] = 0 for
i =1,---,N, we have [£(mL), Mz] = 0 and consequently, £(mL)Mz is a local martingale as a

product of two orthogonal local martingales. Thus, from (2.2.42), the process

EmL)L - B) = S(mL)Xi - EmL)(x + M5)
0

is a local supermartingale for every m € N. On the other hand, the integration by parts gives

E(mL)(L - B) = /0 (L= B)(1=)dE(mL)(t) + /0 E(mL)()dL(1) + /0 E(mL)()d([mL, L] - B)(1).

Then, the last integrator m[L, L] — B should be a local supermartingale for every m € N, which
implies [L, L] = 0, thus L = 0.

As a result, the equation (2.2.42) becomes

X
—:x+M,7—B,
Xp

and we apply the product rule to obtain the decomposition of X = X,,(X/X,):

X=x+ /O X(t-)p' (t)dR(1) + /0 X,(1)d(M;; — B)(t) + /0 Xp(1)dCy, (1),

in conjunction with (2.1.22) and (2.1.42). Moreover, the condition (3) of Proposition 2.2.5 implies

G;p = Ay = Ry — My, and we deduce

X=x+ /0. (X(t-)p'(t) = X, ()77 (1)) dR(t) — /0. X,(1)dB(t).

Therefore, if we define

(1) := X(")P’(f;(—t)Xp(tW(t)’

~1,---,N, K:= / | X,(1)dB(t).
0
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then it is easy to check that & = (Jy,---,9n) € Z(S) N T (n) and K € K. O

Corollary 2.2.26. Suppose that the market consisting of the top n stocks is viable. For a nonneg-
ative, adapted process X with RCLL paths satisfying X(0) = x > 0, the following statements are

then equivalent:
(1) The process Y X is a local martingale, for everyY € Y".

(2) There exists an investment strategy 9 € Z(S) N T (n) among the top n stocks, such that

. N
X = 9:(0)dSi (7). 2243
x4 /0 Z] (S (1) (2.2.43)

Proof. We first assume (1); then Y X is a supermartingale for every Y € )". From Theorem 2.2.25,
we have a decomposition (2.2.41) for some ¥ € Z(S) N 7T (n) and K € K. In particular, if we take

Y = 1/X,, the reciprocal of the local martingale numéraire, we obtain

_XGx9)
XP

YK YX,

with the notation in (2.1.13). Since the terms on the right-hand side are local martingales, YK is a

local martingale, and so is

YK — / K(=)dY (1) = / YK (1),
0 0

However, the last integral is nondecreasing and is a supermartingale (as a non-negative local mar-
tingale), and therefore identically equal to zero. Thus, K = 0 as Y is positive, and the statement (2)

follows.

In order to show the reverse implication, we assume (2), then X/X,, is a local martingale
where p is the local martingale numéraire portfolio among the top n stocks, as before. From

Lemma 2.2.11, X/X,, can be cast as a stochastic integral with respect to the local martingale vector
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M. Furthermore, from Lemma 2.2.24, every Y € V" is of the form Y = (1/X,)E(L) for some local
martingale L satisfying [L, M;]=0fori=1,---,N. Therefore, the product YX = (X/X,)E(L) of

these two orthogonal local martingales is again a local martingale. [

2.2.7 Entire Market Versus Top n Market

We present first the following result, which can be easily proven from the equivalence between

the existence of supermartingale numéraire portfolio and the market viability.

Theorem 2.2.27. The existence of a supermartingale numéraire portfolio in the whole market,

implies the existence of supermartingale numéraire portfolio among the top n stocks.

Proof. From Theorem 2.34 of [13], the existence of a supermartingale numéraire portfolio in the
whole market, is equivalent to the viability of the whole market. The viability of the whole market
implies the viability of the market consisting of the top n stocks, thanks to the inequality 0 <
x(K) < x™(K) in Definition 2.2.14. We conclude that there exists a supermartingale numéraire

portfolio among the top n stocks, from Theorem 2.2.19. [l

Theorem 2.2.27 shows that the viability of the entire market, composed of N stocks, implies
the viability of the ‘top n market’. Thus, if the entire market is viable, there exist both a super-
martingale numéraire portfolio for the whole market, and a supermartingale numéraire portfolio
among the top n stocks, and the former dominates the latter in the sense of growth-optimality. In
the following proposition, we study this dominance by expressing the asymptotic behavior of log-
relative wealth process between these two portfolios in terms of the ‘local characteristics’ of the

market. We first need the following definitions which are similar to those in (2.2.21)-(2.2.24).

We call a [0, co]-valued, predictable process

1
g := sup (p’a - —p’cp) (2.2.44)
pERN 2
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maximal growth rate achievable in the whole market. This process can be rewritten in the form

(Q’CTQ) 1{aerange(c)} T ©1{agrange(c)}> (2.2.45)

| =

g:

and the supremum of (2.2.44) is attained if and only if g < oo, at p = p := c'a, i.e., when p is
the supermartingale numéraire portfolio of whole market. Here, ¢’ is the ‘pseudo-inverse’ of c,
defined as in (2.2.13). Then, the viability of the whole market can be shown to be equivalent to the
condition

T
G(T) = / g(1)dO(t) < oo, forall T > 0. (2.2.46)
0

Here, the adapted nondecreasing process G is called as aggregate maximal growth of whole market.

When the whole market is viable, the growth rates g of (2.2.22) and g of (2.2.45) have simpler
forms

e 1
a’ca =y g= Eo/c’boz =Y (2.2.47)

respectively, as from (2.2.26), with p := D¢ '@ the supermartingale numéraire portfolio among
the top n stocks, and p := c'a the supermartingale numéraire portfolio for the whole market. We

denote the difference of aggregate maximal growth between the whole market and the top n market

by

G:=G-G= /0. (g(r) — g(1))dO(t) = /O. (vp(t) = y5(1))dO(t) =T, — T;. (2.2.48)

Since p is also a growth-optimal portfolio (as a supermartingale numéraire portfolio) in the whole
market, the relative growth Fg = I'; — T, of Definition 2.2.20 is non-increasing, from which we

conclude that G is nondecreasing and nonnegative.

Proposition 2.2.28. Suppose that the whole market is viable and let p and p be the supermartingale
numéraire portfolio for the whole market and the supermartingale numéraire portfolio among the

top n stocks, respectively. Then, the asymptotic growth rate of the log-relative wealth process
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log Xg is the same as —G of (2.2.48), namely:

lim ! (Xﬁ(T)) =—1 holds P—a.e ontheset {lim G(T)= oo} (2.2.49)
T—oo g(T) p(T) B e T—o0 B ' o

Proof. We recall the notations (2.1.27)-(2.1.31) and write for T > 0,

T T
log X2(T) = log X5(T) ~ log X,(T) = /0 (y5(1) = y,(1))dO(t) + /0 (B(t) - p(t)) dM(2). (2.2.50)

The first integral on the right-hand side is just —G(T') of (2.2.48) and it can be rewritten as

T

T
~G(T) = /0 (yﬁ(t)—yp(l))dO(t):% /0 (@c'@ - a'cfa)(1)do() (2.2.51)

from (2.2.47). On the other hand, from p = c'a and p = D¢ '@, we obtain series of equations as

in (2.2.19):

(P-pYc(p-p)=pcp+pcp—pep-pep=a’cia+acla-2pcp,

as well as

pep=pecia=pa=a @ YDa =a' (@ a.
Combining these equations, we have

/~T~

(p-plc(p-p)=a'cfa-a’c

Thus, the quadratic variation of the last integral on the right hand-side of (2.2.50) is written as

T T
[ / (5(z>—p<r>)’dM<t)] = / (7~ p)e(F - p)(0)dO(1)
0 0

T
_ / (@ cta - @@ 1)do() = 26(T).
0
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The Dambis-Dubins-Schwarz representation (Theorem 3.4.6, Problem 3.4.7 of [16]) with the scal-
ing property of Brownian motion implies that there exists a Brownian motion W, on a possibly

enlarged filtered probability space, such that
log X2(T) = ~G(T) + V2W (G(T)). (2.2.52)

The strong law of large numbers for Brownian motion gives the result (2.2.49). [

The expression (2.2.51) shows that the asymptotic growth rate of the log-relative wealth process

log Xg is expressed in terms of ‘local characteristics’ of the market: «, @, ¢, and c.

2.3 Stock Portfolios in Open Markets

The open market described in the previous section consists of the top n stocks in terms of
capitalization, and of the money market. The existence of this money market gives us a flexibility
to construct portfolios among top n stocks. To be more specific, for any given portfolio 7 € Z(R),
pre-multiplying it the diagonal matrix D of (2.1.46) transforms it into a new portfolio D among
top n stocks. The proportion of assets, which is supposed to be invested in ‘bottom” N — n stocks
by =, is now assigned to the money market by Dx. In the absence of the money market, building

portfolios among top n stocks is more subtle, and this section focuses on these subtleties.

2.3.1 Stock Portfolios and the Market Portfolio

An important subclass of portfolios in Definition 2.1.5 is the collection of portfolios 7 satisfy-
ing Zf\i 1 7i = 1, 0or mp = 01in (2.1.25). Such a portfolio never invests in the money market; and this

condition can be formulated as 7 € AN~!, where we denote

N
AN .= {(xl,--',xN) € RN| ZX,‘ = 1}
i=1
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Definition 2.3.1 (Stock Portfolio). We call a portfolio 7 € Z(R) stock portfolio, if it takes values

in AN-1 je., satisfies 3,)Y | m; = 1. We denote the collection of stock portfolios by Z(R) n AN~1.

We call a stock portfolio 7 stock portfolio among the top n stocks, if in addition it belongs to
T (n), i.e., satisfies the condition (2.1.15), or equivalently, (2.1.17). We denote the collection of

stock portfolios among the top n stocks by Z(R) N AN=!' n T(n).

Remark 2.3.2 (Self-financibility of stock portfolios). For any stock portfolio 7, we sum over

(2.1.24) for all indicesi = 1, --- , N to obtain

al NS
1= ; () = W

and from (2.1.13),
. N N
XL =1+ [ 00dso = ) 00
0 %=1 i=1

This last equation shows the self-financing property of the stock portfolios; recall the equation

(1.3.2) of Definition 1.3.1.

Before we present the most important example of stock portfolios, we introduce the notation
=81+ + SN, (2.3.1)

representing the total capitalization of whole equity market.

Example 2.3.3 (Market portfolio). Suppose that an investment strategy ¢ is given as ¢ = 1/2(0) =
(1, 1,---,1)/Z(0) with initial wealth x = 1. Then, its wealth process is just the total capitalization

normalized by its initial value:

Z()
X5 L) = . 2.3.2
( ) 20) (23.2)
Whereas, from (2.1.24), the corresponding portfolio 7 = u = (uy, - - - , uy) can be expressed as
Si(- Si(: _
pi-) = O _ © for i=1,---,N. (2.3.3)

ZC) SiC) e+ Se()
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We call this special stock portfolio u the market portfolio, and its component processes in (2.3.3)
market weights as in (1.3.1); it is considered as the most important stock portfolio, as its wealth

process gives the evolution of total market capitalization.

In an analogous manner, we define the top n market portfolio, which we denote by u =

(a1, -+, un), with components
_ Si(- Si(-
EO=20_ _ SO oy, (2.3.4)
20 Si6)+ Sy 0)
where
—~ N —~ —~
> o= Z Si = S(l) + -+ S(n)’ and Sl() = l{ui(-)Sn}Si(')’ for i= 1, ey, N. (235)
i=1

The denominator ¥ of (2.3.4) represents the sum of the capitalizations of the top n stocks; thus,
1;(t) is the proportion of the capitalization of stock i, if this stock belongs to the top n, to the total
capitalization of the top n stocks at time 7. In other words, g; can be interpreted as the ‘market
weight’ of i-th stock in the restricted market composed of the top n stocks by capitalization. It is

easy to check that /1 is a stock portfolio among the top n stocks, i.e., @ € Z(R) N AN~ n T(n).

2.3.2 Capital Asset Pricing Model

The Capital Asset Pricing Model posits that individual stocks cannot systematically outperform
the market. In our open market setting, this requirement can be cast as saying that each individual
stock, whenever it belongs to the top n stocks, cannot outperform the top n market. In this sub-
section, we briefly discuss this model for the top n market. Recalling the top n stock portfolio

defined in (2.3.4), we have the next definition.

Definition 2.3.4 (CAPM). We say that the top n market is in the realm of the Capital Asset Pricing
Model (CAPM), if

R = / | Bi()dRz(t) + Ny,  i=1,---,N, (2.3.6)
0
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hold for appropriate processes ; € Z(Ryz), i = 1,---, N, and for continuous local martingales N;

with N;(0) = 0 which are orthogonal to Rz foralli =1,---,N:
[Ni, Rz] = 0.

The following proposition characterizes this property, in terms of the local characteristics of

the top market introduced in Section 2.1.4.

Proposition 2.3.5 (Characterization of CAPM). The top n market is in the realm of the CAPM i,

and only if, the following two conditions hold.

1. There exists a scalar “leverage” predictable process b such that
N T
Z/ |b(t)|1{cﬁﬁ>0}|dC7ﬁ(t)| < oo, for T >0, (2.3.7)
i=1 70
and the equalities hold (P ® O)-a.e.:
@ =bcy, on {cgp >0} for i=1,---,N. (2.3.8)
2. On the set {cgz = 0}, we have (P ® O)-a.e.:

;=0 < a;=0, i=1,---,N. (2.3.9)

When these conditions are satisfied, the process b of (2.3.7) and the processes f; € L(Ry) of

(2.3.6) can be chosen, respectively, as

O
b :C—MI{%?O}, (2.3.10)
M
C a; )
Bi= Aoy + g0 as0py 0= 1o, N. (2.3.11)
M H
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Proof. Let us assume first that the top n market is in the realm of the CAPM. Recalling the notation

(2.1.45), we have

Cim=I [R:, R3] / Bi(t)d[Rg, Rz1(t) + [N, Rzl / Bi(t)dCrz(1),

which implies that € = Bicgz also hold (P ® O)-a.e., fori = 1,---,N. On {czz > 0}, it follows
that 8; = C}’ﬁ/cﬁﬁ fori = 1,---,N. Moreover, since R; — fo' Bi(t)dRz(1) is a local martingale,
we obtain A; = /0' Bi(t)dAz(t), and also @; = B;ag holds (P ® O)-ae. fori = 1,---,N. Asa

consequence, the identities of (2.3.8)

ay
@ = —ﬂcl~# =bcy,  holdfor i=1,---,N, (P®0)-ae on {cz >0},
Chp

with b given as in (2.3.10). Also, the (P ® O)-a.e. identities ; = f;a;, combined with a; = (/'a,
lead to the condition (B). Finally, b = a;/c+ Zon {caz > 0, Cr # 0} implies that |b|1(,.>0}|c; ~| <

|a;| hold fori = 1,---, N, and thus the condition (2.3.7):

Z/ |B(0)|Lcy>0|dC 7(0)] < Z/ |dAj(1)] < 0o,  forall T >0,

Conversely, suppose that the conditions (A) and (B) are valid. Fori =1, -- -, N, defining 3; via
(2.3.11), we have

T —~
/ B0 ldA)] < / IO 1m0 |AC (1) + /0 A0 < oo,

as well as

el r _
/ BOPdC(r) = / ey o0y dO(0) < /0 e=(0)d0(1) = Cy(T) < co.

cua(t)

These inequalities imply that §; € Z(Ry) fori = 1,- -+, N. Furthermore, recalling the semimartin-
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gale decomposition (2.1.34), we observe that

/ Bi1)dRA1) = / BOROAAT) + / B ()dA()
0 0. 0 .
:Aﬁi(t)l{c,;;;(t)>0}b(t)dCﬁﬁ(t)+/0,Bi(l‘)l{cﬁﬁ(t)zo}ﬁ,(l)dg(t) (2.3.12)

+ /0 B ()dH (),

from (2.3.10). The first two integrals on the right hand side of (2.3.12) can be expressed as

/0 Bi){czz(0)>0y () dCrp(t) = /0 Licza>01b(1)dC (1) = /0 Licon>0ydAi(D),
and
‘/0 Bi(O) e )=0y (1) A(t) = /0 e =0y dAi(t),

fori =1,---, N, on account of (2.3.11). Thus, we obtain

/ 'ﬁi(f)dRﬁ(l) = A; + / BOF M) = R - / | (¢' = BD)(t)) dM (1) =: R = N
0 0

0

which is (2.3.6), where we define N; = /0' (¢ — Bi(t)a(r)) dM(z) fori = 1,--- , N. We observe that
the identities (¢/ — B; 1)/ ¢t = ¢z Bican =0 hold on the set {czz > 0} from the definition (2.3.11),

as well as on the set {czz = 0} since Crp = 0 holds there. Finally, we obtain

[Ni: Rz] = /0 | (¢ = Bi(Op) c)at)do() =0,  i=1---,N,

which shows that the top n market is in the realm of the CAPM. [

2.3.3  Functionally Generated Portfolios

Functionally generated portfolios were discussed (in a pathwise sense) in Chapter 1. In this

subsection, we adopt the original method of (multiplicative) functional generation of portfolios,
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which was introduced in [9], to construct stock portfolios in the top n open market. Given a

function G : AY~! — (0, o) of class C? with the notation

M=

AV-T .= AN-T AR = {(xl,--- n) ERY |3 20 for i=1,-- N, Y xi = 1}, (2.3.13)

i=1
we can generate a portfolio 7¢ from G, depending on the vector of market weights u. The formula
(11.2) of [10], colloquially known as the ‘master formula’, gives a simple way to compare the
relative wealth process of 7¢ with respect to the ‘market’, namely, the market portfolio u (see,
Chapter III of [10] for an overview). In what follows, we impose extra conditions on so-generated
portfolios to make them invest only in the top n stocks, and derive a new master formula to compare
the wealth of these portfolios, relative to u, the market portfolio among the top n stocks. The reason
of using Fernholz’s original approach, rather than newer methods presented in Chapter 1, will be

explained later.

Recalling the rank notation in Definition 2.1.2, we define the random permutation process py(t)

of {1,---,N} suchthatfork =1,---,N,

Speo(t) = S (1), (2.3.14)

Pi(t) < prs1(t) if Sy(t) = Siea1)(2).

pi(t) represents the index name of the stock at rank k at time ¢, breaking ties with the lexicographic
rule, so it is the inverse permutation of u;(t), introduced in (2.1.3): u;(t) = k & p(t) = i, for all

t>0.

For any continuous semimartingale ¥, we denote the local time accumulated at the origin by

Y(-)up to time ¢ > 0 by LY (¢);

LY(t) := %(|Y(t)| — 1Y (0)| - /t sign(Y(s))dY(s)), where  sign(x) = 2 X 1g,c0)(x) — 1.
0
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Then, L5®~50(¢) can be interpreted as the ‘collision local time” accumulated up to time ¢, whenever
the k-th and £-th ranked processes of S collide. In order to simplify the local time terms throughout
this subsection, we introduce the following definition which prohibits the accumulation of local

times of ‘triple collisions’ between the stock prices.

Definition 2.3.6. The components of the price vector § = (Sy,---,Sy) in Definition 2.1.1 are

called pathwise mutually nondegenerate, if
(i) the set {r : S;(t) = S;(t)} has Lebesgue measure zero, P-a.e., for all i # j;

(i) LS®»=S(t) = 0 holds P-a.e., for |k — €| > 2.

Proposition 2.3.7. Suppose that the components of the price vector S are pathwise mutually non-

degenerate. Then, with the notation (2.3.5), the wealth process Xz of [ admits the representation

Proof. From Proposition 2.2.1 and the fact that y is a stock portfolio, we have
N Si(t) l{um k)
Xa() =€ Z :()dR; (r) Z 20 aSi(t) t Z Z WO asi1)).
1 2(1)Si(1) i=1 k=1

On the other hand, from Proposition 4.1.11 of [7], we have
al 1 1
Z l{ui(t)zk}dS,-(t) = dS(k)(l‘) — EdLS(k)_S(k”)(t) + EdLS(k_l)_S(k)(l),
i=1

fork = 1,---,N and t > 0, with the conventions L50~50 = 0 and L5™~Sw+) = (. Thus, we

obtain

. a’S(k)(t) dLS6-0Sw(r) 1 dLS®=St+0 (1)
) =€ /Z (1) /Z (t) /Z (1) )
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dZ(t) 1 [ dLSe St () X(- ). ( 1 [ dLS»~ SWU(t))
= g - — = — - — _—
(./0 (1) 2 /0 (1) ) ¥(0) P72 ./0 (1)
]

The exponential term of (2.3.15) captures the ‘leakage’, the effect caused by stocks which cross
over from the top n league to the bottom. Due to this effect, we need to keep track of the collision

local time L5t ~5x+1) in order to compute Xj.

We next present Fernholz’s original method of constructing rank-dependent portfolios from
generating functions. We write ) to represent the k-th ranked market weight among uy, - - -, uy
for k = 1,---, N, and introduce the vector g = (p1), " - -, g(ny) With components pi) = Si)/Z,

k=1,---,N,asin (2.1.1), (2.3.1). The following result is based on Theorem 4.2.1 of [7].

Theorem 2.3.8 (Functionally generated portfolios based on ranked market weights). Suppose that
the price vector S is pathwise mutually nondegenerate. Let py(-), k = 1,---,N be the random

permutation process defined by (2.3.14) and let G be a function defined on a neighborhood U of

AN='. Suppose that there exists a positive C? function G such that for (x1,- -+, xy) € U,
G(xy, -+, xy) = G(xq), -+, X(w))- (2.3.16)
Then G generates the stock portfolio n€ such that fork = 1,--- , N,

DG(p() | i DeG (u())

”g(r)(l):( (1) @) )mk)(t), for 1>0. 2.3.17)
(=

The log-relative wealth process of n8 with respect to the market portfolio p1, can be expressed via

the ‘master formula’ :

Xa6 ) _ G | 1 N (7@ ”;?k+1<z>(t) S
log( Xy ) - log(G(,u(O))) 2/0 — ( ,U(k)(f) M(k+1)(1) dLHETHER ()

1 [ < D G (u)
2 /O ZZWCI[M), Ho)1(2). (2.3.18)



The portfolio 7¢ generated via the recipe (2.3.17) is easily checked to be a stock portfolio, i.e.,
7€ e Z(R)N AN~!; however, it is not generally a portfolio among the top 7 stocks, because ﬂ'g 0®
may have a nonzero value for k > n at some time ¢ > 0. In order to make it a portfolio among the

top n stocks, we need to impose two conditions on the function G in Theorem 2.3.8:

(A) G is ‘balanced’, i.e., satisfies the identity

G(xy, -+, xN) = x;iD;iG(x1,- -, xn), for any xeU, (2.3.19)

M-

J=1

(B) G(x) depends only on the first » components of x.

If the condition (A) is satisfied, then the portfolio 7C of (2.3.17) has a simpler representation as

DG (u())
ﬂka(t)(t) = mﬂ(k)([), for t>0. (2320)

Moreover, if the condition (B) holds as well, then DyG(u) = 0 for k > n, thus ﬂg( ( l)(t) = 0 for

k > n. This means that the portfolio 7C does not invest in the i = pi(z)-th stock at time ¢, if the

rank & of this i-th stock is bigger than n at time ¢.

Definition 2.3.9 (Admissible generating function in open market). We call a function G in Theo-
rem 2.3.8 an admissible generating function of market consisting of the top n stocks, if it satisfies

conditions (A) and (B) above.

Corollary 2.3.10. If G in Theorem 2.3.8 is an admissible generating function of market consisting
of top n stocks, then G generates the stock portfolio among the top n stocks 1% € Z(R) N T (n) N
AN~ given as (2.3.20) for k = 1,---, N. In this case, we have the master formula

X\ [ Gw | 1 [
log(xu)‘l"g( <0>)_5/o

k=1

(Dk (1(®)) D1 G(u(®)) AL ()

G (r)) G(u@))
" D{ /G (n())
= 5 G ((®))

[\)I'—‘
h
2

——————d[ ), L)1) (2.3.21)
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Example 2.3.11 (Balanced functions). By solving the partial differential equation of (2.3.19), a

balanced function G can be shown to be homogeneous of degree 1, i.e, the identity
G(ax) = aG(x) (2.3.22)

holds for any x € U and a > 0. From this simple characterization of balanced functions, we

illustrate three types of balanced functions here:
i) G(x) = m ¥ Cixi,
. 1/N
(i) G(x) = (TT, )",

(i) G(x) = (XN, x")7.

i=1"

These functions are closely related to ‘three Pythagorean means’; (i) and (i1) are just the weighted-
arithmetic and geometric means of the components of x, and (iii) becomes the harmonic mean
when p = —1. A plethora of examples of these types can be found in the literature. The “capitalization-
weighted portfolios™ of large and small stocks from Example 6.2, Example 6.3 of [15], or from
Example 4.3.2 of [7] are special cases of (i). The “equal-weighted portfolio”, which holds equal
weights across all assets, in Section 4.3 of [15], is generated by (ii). The portfolio generated by
(iii) for 0 < p < 1 is called “diversity-weighted portfolio”, and is discussed in detail in Example
3.4.4 and Section 6.2 of [7]. Diversity-weighted portfolios with negative parameter p < 0 in (ii1)

are the main subject of [27].

We can slightly generalize and make these functions satisfy conditions (A) and (B) as well:
1) G(x) = XL, cixi,

(i) G(x)=[1",x% with X ¢ =1,

=

iy G0 = (i, )"

for some constants ¢;’s and p.
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The following example further devolops Example 4.3.2 of [7], and shows that the top n market

portfolio u, defined in (2.3.4), can be generated functionally.

Example 2.3.12 (Top n market portfolio). Consider the function
n
G(x) = G(xqy, -+, X(n) = Z X(k)

k=1

satisfying the conditions (A) and (B) above. Corollary 2.3.10 implies that G generates the portfolio

My (+) 1 B Sy (+)
k<n) =
Hy() + o+ ey (4) thsm Say() + -+ Sy (-

G
Ok )l{kSn}-

This coincides with the top n market portfolio u, because

S Nkzny  Sp(xOlk<ny I o0)
Sy() + -+ + Sy () ) (V)

holds for k = 1,---, N, from (2.3.4). The master formula (2.3.21) is then

X~ YA+ (- 1 : dLHm~Hmn+1)(t
log (_ﬂ) _ log( () P () ) ~ _/ ) (2.3.23)
X, H(O) + -+ pey(0) ] 2 Jo ey (®) + -+ + (1)

In Corollary 2.3.10, the portfolio 7C is indeed a stock portfolio among the top n stocks; but
the master formula (2.3.21) compares its performance with the market portfolio u, which is not
a portfolio among the top n stocks. In the open market setting, since we only consider portfolios
among the top n stocks, it is more appropriate to compare a portfolio’s performance with respect

to u, rather than u. This can be done by combining (2.3.21) and (2.3.23).

Corollary 2.3.13 (Master formula in top n market). For a functionally generated portfolio n€
as in Corollary 2.3.10, the master formula, which compares the log-relative wealth of n€ to that

generated by p, the top n market, is given as

X, _ G(p) B ,u(])(.) 44 ,u(n)(')
e ( Xz ) = log (G(ﬂ(o))) log ( L0+t fm(0) (23.24)
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_ _/ Z (DkG ﬂ(t) Dk+1G(ﬂ(t)) )dL.U(k)—lJ(kH)([)
G(u®) G(p(1))

) dLFm~ #m)(t) n Dif ,u( )
. 5/o py(t) + -+ () 2 / Z Z dluw), ey (1)

=1 (=1

We call this formula of (2.3.24), the ‘master formula for the top n market’ to distinguish it from

the formula of (2.3.18), which we call the ‘master formula in the entire market’.

Example 2.3.14 (Diversity-weighted portfolio). Consider a function

n 1/p
G(x) = G(x(1y, - -+, X)) = (Z xfk))
=

with a fixed constant p € (0, 1). Corollary 2.3.10 implies that G generates the “diversity-weighted

portfolio”
p
Ho ()
G (k)
n> ()= Lik<ny k=1---,N.
PR 8 () 4 10 ()

The master formula in the top n market in (2.3.24) is then given as

| (X,TG) 1 ( “ﬁ)(') Tt '“i)n)(') ) ( H () + e+ pin) () )
08\ | =98 » p —lo
Xz] p K00 + -+ g, (0) 1) (0) + -+ + iy (0)

p—1
1 K () 1 ALFm~He+n) (¢
_ _/ . (n) i dLHm Mo (1) + _/ (1) (2.3.25)
20 Hy O+ (0 2Jo K0+ ()

o Ouls (1)
/ ZZ 20 5 dlkw), ko))

-1 =1 #(1)0) ot (1)

1 -p & :u(k) (t)
t— 5 d[piys Ko 1(2)-
0 = KD+ +u( (1)

Here, in the first integral of (2.3.25), we use the fact that the local time process L*®™Hk+D(.) is flat

off the set {s > 0 : ) (s) = pugs1)(s)} fork =1,---,n—1.

We now conclude this subsection with some remarks. We used Theorem 2.3.8 as the starting

point of the subsection and this is based on Fernholz’s multiplicative generation of portfolios;
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compare (2.3.17) with (1.3.35). In contrast, the additive generation discussed in subsection 1.3.1
is not appropriate in open markets, because additively generated strategies (and corresponding
portfolios) allocate ‘cumulative earnings’, represented by I'C, uniformly across all stocks in the
market. The existence of I'? term in (1.3.19) or (1.3.21) makes these strategies impossible to avoid
investing in those stocks with ©; = V;G = 0; whereas the multiplicatively generated strategy ¢ in
(1.3.34) invests nothing in the i-th stock if the generating function is balanced and ¥; = V;G = 0.

The conditions (A) and (B) above were imposed exactly to achieve this.

Another reason of adopting Theorem 2.3.8 is to use the master formula (2.3.18). This compares
explicitly the log values of two different wealth processes X, ¢ and X,,. In chapter 1, as our goal
was to construct strategies (or portfolios) which outperform the market portfolio u, we computed
the value V? of strategy ¢ relative to u. However, in open markets, we need to compare the
performance of portfolios with respect to u and this was done by successive usage of two master

formulae (2.3.21) and (2.3.23).

2.3.4 Universal Portfolio

We explore in this subsection a universal portfolio in open markets. This portfolio was first
introduced by Cover [4] in discrete time, and its extension to continuous time was developed in

[12]. More recent work under the setting of Stochastic Portfolio Theory can be found in [5].

Recalling the notation AY~! from (2.3.13), we need first the following notation

A fx e RN | 20 for k=L N, D=1 = =ay =0} (23.26)
k=1
throughout this subsection. Since we are only allowed to invest in the top n stocks in an open

market, the notion of Cover’s ‘constant rebalanced portfolio’ needs to be amended, as follows.

Definition 2.3.15 (constant rebalanced portfolio by rank). If a stock portfolio 7 € Z(R) N T (n) N

123



AN~ among the top n stocks satisfies
Tpo() =é for >0, k=1,--- N (2.3.27)

with some & = (£1,---,&N) € A]f_l’", we call  a constant rebalanced portfolio among the top
n stocks by rank. This portfolio re-balances at all times to maintain a constant proportion & of
current wealth invested in the k-th ranked stock, for k < n. We denote the collection of constant

rebalanced portfolios among the top n stocks by CR".

Proposition 2.3.16. Every constant rebalanced portfolio among the top n stocks by rank is func-

tionally generated.

Proof. For a fixed & € AY™'_ consider a function

n

G(x) = G(xy, - -+, xvy) = xf,’;). (2.3.28)
k=1

It is easy to check that G is an admissible generating function of market consisting of the top n

stocks, and it generates the portfolio via the recipe (2.3.20):
ng(t)(t) =&, for t>0, k=1,---,N.

Since € is chosen arbitrarily from Af _1’”, the claim follows. O]

Thanks to Proposition 2.3.16, for every & € Aﬂy ~L there exists a corresponding portfolio 7 €
CR" as in Definition 2.3.15, and we write Xz(¢) to represent the wealth process of 7 at time ¢ in
the manner of (2.1.21), namely,

t N n t
Xe(t) = Xolt) = 5( /0 Zl m(s)dR,-(s>) . 6( ;fk /0

N
ﬂ{ui(s)zk}dRi(s)) for t>0.
=1

1

(2.3.29)
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For T > 0 fixed, we define

X*(T):= sup Xo(T)= sup Xg(T). (2.3.30)
neCR" geAi"*lv"

This X*(T') represents the maximal wealth at time 7', achievable over all constant rebalanced port-
folios among the top n stocks by rank. We show in the following that a F(T)-measurable ran-
dom vector of weights 7*(T) = £ exists, which attains the supremum in (2.3.30), namely, that

X*(T) = Xp+(r)(T) = X¢+(T) holds.
Lemma 2.3.17. For a fixed T > 0, the mapping Af_l’" 3 & Xe(T) € R is continuous.

Proof. For&,¢ € AN we have

log X¢(T) — log X/(T) = log (Xf(T)) o (Xg(T))

Xz(T) Xz(T)
n lu(k)(T))(fk—Zk)
= 1
= o8 (,u(k)(o)

1 /T nz_l (fk—éfk Ekvl —§k+1) _ 1 [Te -6, _
- — — dLﬂ(k) ﬂ(k+l)(t) - — —dLﬂ(n) ﬂ(n+1)(t)
2Jo A\ uw@®  Hean () 2Jo  Hw()

1 T n n égk ff _ gk {[ 1 /T n fk{k
! a&-ai | L
2y 2 2o 105 | 25 e k)

(2.3.31)

In the last equality, we used the master formula (2.3.24) twice, and applied it to the functions of
the form (2.3.28) for ¢ and £, respectively. Since the functions px)(-), LFOTHED(), [uy, pee)l(+)
for 1 < k,¢ < n on the right-hand side (2.3.31) are all continuous, they are bounded on the
compact interval [0,T]. Thus, we obtain the estimate |log Xe(T) — log Xé«(T)| < ||¢ = ¢||Kr for
some positive constant K7, which depends on ming<;<7 px)(t), LFOTHE(T), [y, oo l(T) for

k =1,---,n, and this proves the continuity. OJ

Definition 2.3.18 (Best retrospectively chosen vector of weights). The continuity shown in Lemma 2.3.17

shows that there exists a vector £* = 7%(T) € A]JY ~I which attains the supremum in (2.3.30) for
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a fixed T € (0, ). We call this F(T')-measurable, A1+V ~1_valued random variable 7*(T) the best

retrospectively chosen vector of weights among the top n stocks for the given T € (0, o).

Even though 7*(T) was meant to outperform all constant rebalanced portfolios among the top
n stocks by rank at 7 > 0, constructing it requires the knowledge of stock prices over the entire in-
terval [0, T'], that is, ahead of time. Cover [4] introduced a remarkable way to construct a portfolio,
called “universal portfolio”, depending only on past stock prices, whose long-run performance is
almost as good as that of the best retrospectively chosen vector of weights. Cover’s idea of building
the universal portfolio, was to determine its weights by averaging the performances of all constant

portfolio weights, at any time ¢ > 0.

Definition 2.3.19 (Universal portfolio). With the notation A]f_l’” of (2.3.26), the portfolio 7, de-

fined as
) Juon EcXe(0de f 0, k=1---.N (23.32)
i 1) = — or t>0, =1,---,N, 3.
Pi(t) fAN—l,n Xe(1)dé

is called universal portfolio among the top n stocks.

From the notation Aﬁ’_l’", we have ﬁpk(,)(t) = O forall r > O for k > n; i.e., & invests only in
the top n stocks, thus it belongs to Z(R) N T (n) N AN~!, the collections of stock portfolios among

the top n stocks. We next compute the wealth of the universal portfolio.

Proposition 2.3.20. The wealth process X; is given as

‘/\Ail—l,n Xf(l‘)df

X;(t) =
® _[Aiv—l,n 3

. for t20. (2.3.33)

Proof. Let Z(t) denote the right-hand side of (2.3.33). We have

dz(e) Sy dXeOdE fivn Xe(O) TL) Ticy Gl -ty AR (1) dé
Z(1) ‘/Ail—l,n Xg(l‘)df '/Ail_l’n Xf(l‘)df

N
= 2 A Ol u=i dR(1) = Y AR (1) =

N
i=1 k=1 i=1

n

dX;(t)
Xa(1)
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Here, the second, third and last equalities are from (2.3.29), (2.3.32), and (2.1.21), respectively.

Since X;(0) = Z(0) = 1, the result follows. O

We are now ready to compare the long-run performance of the universal portfolio with the best

retrospectively chosen vector of weights.

Theorem 2.3.21. Suppose that the portfolio u, defined in (2.3.3), satisfies

pay(t) = - = pey(t) 26, forall t>0 forsome 6 >0,

1 1
lim sup f[,u(k), Mo l(T) < oo, lim sup TL“(")_“U‘“)(T) <oo, for k=1,---,n (2.3.34)

T—oo T—o0

Then, the best retrospectively chosen vector of weights and the universal portfolio have the same

asymptotic growth rate; that is,
o1
lim ( log X7(T) — log Xﬁ(T)) =0, (2.3.35)
where n*(T) and 7t are as in Definitions 2.3.18 and 2.3.19, respectively.

Proof. Since Xy«1)(T) > X¢(T) holds for every & € Aﬂy L7 for every T > 0, the inequality “>" of
(2.3.35) is obvious from (2.3.33).

We now show the reverse inequality. Let £&* € Aﬂy ~ be the corresponding vector of weights
7*(T) as in Definition 2.3.18. For any & € Aiv_l’" satisfying ||&* — £]| < n for some 1 > 0, we have

the estimate

T\ 6 1<k<n

~Tkr,

T

1 b
f(log Xe(T) - log Xg*(T)) > —Q(@ max LHOTHED(T) + 6—” max [,u(k), ,u(k)](T))

in the same manner as in the proof of Lemma 2.3.17, for some positive constants a, and b, de-

pending on n. Due to the condition (2.3.34), we can take n sufficiently small such that %KT <e€
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holds for every T > 1, for any given € > 0. To summarize, for any given € > 0, there exists n > 0
such that

1

= (log X¢(T) — log Xe+(T)) > —€ (2.3.36)
holds for every ¢ € B(¢*,7n) and for every T > 1. Here, B(¢7, i) is the intersection of Af ~Lm and
|| - ||-ball in RN centered at £* with radius 5. We denote Va(e+p) and V n-1.n the volume of B(£*,17)

and the volume of the subset Alf L of RN, respectively.

From (2.3.33) and Jensen’s inequality, we have

( X4(T) )% ) ( Sy Xe(T)dé )% § ( S Xg(T)df)%
er*(T)(T) B Xf* (T) VAiV_l’" - Xf* (T) VAiv_Ln

11 1
(VB(é‘*J?)) ! /B(g*,n) Xe(T)7d§

(Xe- ()T (Vyyv-1) 7

19 !
V * T X T T V . T
_ (B(f—m)l/ (ﬁ) dé > ( B(& ,n)) .
(V N—I,n)T B(&*n) X-f*(T) VAi\J—l,n

A

where the last inequality is from (2.3.36). Taking logarithms, then letting 7 — oo for any given

€ > 0, the desired inequality follows. O

2.4 Conclusion

Most of the results in Section 2.2, including the main Theorem 2.2.19, a foundational result
of equity market structure and of the study of arbitrage in open markets, can be formulated quite
simply in terms of the local characteristics @ and ¢ of the open market, defined in (2.1.39), (2.1.40).
In particular, the supermartingale numéraire portfolio p in the top n open market, if it exists, should
satisfy the equation @ = cp of (2.2.11). From this equation, we were able to conclude that the
supermartingale numéraire portfolio p in the open market takes the form of p = Dc'a. Here,
multiplying by the diagonal matrix D of (2.1.46) makes the portfolio invest only in the top n

stocks, while maintaining its supermartingale numéraire property.
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However, as foretold in the introductory part of Section 2.3, we cannot use this technique to
deal with stock portfolios; multiplying by D a stock portfolio in order to make it invest only in the
top n stocks, destroys its self-financing property. For example, a unit vector 7 := ¢! = (1,0,---,0)
is a stock portfolio which invests all capital into the first stock, but D is not a stock portfolio as it
invests all wealth into the money market whenever the first stock fails to belong to the top n market.
Thus, for stock portfolios in open markets, a different approach is offered. Fernholz’s functional
generation of stock portfolios with ranked market weights, under the extra conditions (A) and (B)
of Definition 2.3.9, provides a systematic way to construct stock portfolios that invest only in the
top n open market. This approach also yields the ‘master formula’ in Corollary (2.3.13), which
allows comparing these portfolios with the top n market portfolio, g. As an application of this

formula, we could prove that Cover’s result on the universal portfolio is also valid in open markets.

Nonetheless, there are a lot of limitations when considering stock portfolios in open markets.
First, the balance condition (2.3.19) significantly restricts the class of generating functions in open
markets. Moreover, the local time terms which appear on the right-hand side of the master formula
(2.3.24), make it very difficult to find stock portfolios in open markets which outperform u. These

difficulties are an inevitable price to pay for dealing with stock portfolios in open markets.
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