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Abstract: This paper studies a variation of the continuous-time mean-variance portfolio selection
where a tracking-error penalization is added to the mean-variance criterion. The tracking error
term penalizes the distance between the allocation controls and a reference portfolio with same
wealth and fixed weights. Such consideration is motivated as follows: (i) On the one hand, itis a
way to robustify the mean-variance allocation in the case of misspecified parameters, by “fitting”
it to a reference portfolio that can be agnostic to market parameters; (ii) On the other hand, it is a
procedure to track a benchmark and improve the Sharpe ratio of the resulting portfolio by considering
a mean-variance criterion in the objective function. This problem is formulated as a McKean—Vlasov
control problem. We provide explicit solutions for the optimal portfolio strategy and asymptotic
expansions of the portfolio strategy and efficient frontier for small values of the tracking error
parameter. Finally, we compare the Sharpe ratios obtained by the standard mean-variance allocation
and the penalized one for four different reference portfolios: equal-weights, minimum-variance,
equal risk contributions and shrinking portfolio. This comparison is done on a simulated misspecified
model, and on a backtest performed with historical data. Our results show that in most cases,
the penalized portfolio outperforms in terms of Sharpe ratio both the standard mean-variance and
the reference portfolio.

Keywords: continuous-time mean-variance problem; tracking error; robustified allocation; parameter
misspecification

1. Introduction

The Markowitz mean-variance portfolio selection problem has been initially considered in [1]
in a single-period model. In this framework, investement decision rules are made according to the
objective of maximizing the expected return of the portfolio for a given financial risk quantified by
its variance. The Markowitz portfolio is widely used in the financial industry due to its intuitive
formulation and the fact that it produces, by construction, portfolios with high Sharpe ratios (defined
as the ratio of the average of portfolio returns over their volatility), which is a key metric used to
compare investment strategies.

The mean-variance criterion involves the expected terminal wealth in a nonlinear way due to the
presence of the variance term. In a continuous-time dynamic setting, this induces the so-called time
inconsistency problem and prevents the direct use of the dynamic programming technique. A first
approach, from [2], consists of embedding the mean-variance problem into an auxiliary standard
control problem that can be solved by using stochastic linear-quadratic theory. Some more recent
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approaches rely on the development of stochastic control techniques for McKean-Vlasov (MKV) type
control problems. MKV control problems are problems in which the equation of the state process
and the cost function involve the law of this process and/or the law of the control, possibly in
a non-linear way. The mean-variance portfolio problem in continuous-time is a McKean-Vlasov
control problem of the linear-quadratic type. The state diffusion, which represents the wealth of the
portfolio, involves the state process and the control in a linear way while the cost involves the terminal
value of the state and the square of its expectation due to the variance criterion. In [3], the authors
solved the mean-variance problem as a McKean—-Vlasov control problem by deriving a version of
the Pontryagin maximum principle. More recently, [4] developed a general dynamic programming
approach for the control of MKV dynamics and applied it for the resolution of the mean-variance
portfolio selection problem. In [5], the mean-variance problem is viewed as the MKV limit of a family
of controlled many-component weakly interacting systems. These prelimit problems are solved by
standard dynamic programming, and the solution to the original problem is obtained by passage
to the limit.

A frequent criticism addressed to the mean-variance allocation is its sensitivity to the estimation
of expected returns and covariance of the stocks and the risk of a poor out-of-sample performance.
Several solutions to these issues have been considered. An approach consists of using a more
sophisticated model than the Black-Scholes model, in which the parameters are stochastic or
ambiguous and to take decisions under the worst-case scenario over all conceivable models.
Robust mean-variance problems have thus been considered in the economic and engineering literature,
mostly on single-period or multi- period models; see, e.g., [6-8]. In a continuous-time setting, ref. [9]
have developed a robust approach by studying the mean-variance allocation with a market model
where the model uncertainty affects the covariance matrix of multiple risky assets. In [10], the authors
study the problem of utility maximization under uncertain parameters in a model where the parameters
of the model do not evolve freely within a given range, but are constrained via a penalty function.
Let us also mention uncertain volatility models in [11,12] for robust portfolio optimization with
expected utility criterion. Another approach is to rely on the shrinking of the portfolio weights or of
the wealth invested in each risky asset in order to obtain a more sparse or more stable portfolio. In [13],
the authors find single-period portfolios that perform well out-of-sample in the presence of estimation
error. Their framework deals with the resolution of the traditional minimum-variance problem with
the additional constraint that the norm of the portfolio-weight vector must be smaller than a given
threshold. In [14], the authors study a one-period mean-variance problem in which the mean-variance
objective function is regularized with a weighted elastic net penalty. They show that the use of this
penalty can be justified by a robust reformulation of the mean-variance criterion that directly accounts
for parameter uncertainty. In the same spirit, in [15], [,-norm regularized models are used to seek
near-optimal sparse portfolios.

In this paper, we investigate the mean-variance portfolio selection in continuous time with a
tracking error penalization. This penalization represents the distance between the optimized portfolio
composition and the composition of a reference portfolio with the same wealth but fixed weights that
have been chosen in advance. Typical reference portfolios widely used in the financial industry are
the equal weights, the minimum variance and the equal risk contribution (ERC) portfolios. The equal
weights portfolio studied, e.g., in [16], is a portfolio where all the wealth of the investor is invested in
risky assets and divided equally between the different assets. The minimum variance portfolio is a
portfolio where all the wealth is invested in risky assets and portfolio weights are optimized in order to
attain the minimal portfolio volatility. The ERC portfolio, presented in [17] and in the monography [18],
is totally invested in risky assets and optimized such that the contributions of each asset to the total
volatility of the portfolio are equal. The mix of the mean-variance and of this tracking error criterion
can be interpreted in two different ways: (i) From a first viewpoint, it is a procedure to regularize and
robustify the mean-variance allocation. By choosing reference portfolio weights which are not based
on the estimation of market parameters, or which are less sensible to estimation error, the allocation
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obtained is more robust to parameters estimation error than the standard mean-variance one. (ii) From
a second viewpoint, this optimization permits to mimic an allocation corresponding to the reference
portfolio weights while improving its Sharpe ratio via the consideration of the mean-variance criterion.

We tackle this problem as a McKean—Vlasov linear-quadratic control problem and adopt the
approach developed in [19], where the authors give a general method to solve this type of problems
by means of a weak martingale optimality principle. We obtain explicit solutions for the optimal
portfolio strategy and value function, and provide asymptotic expansions of the portfolio strategy
and efficient frontier for small values of the portfolio tracking error penalization parameter. We then
compare the Sharpe ratios obtained by the standard mean-variance portfolio, the penalized one and the
reference portfolio in two different ways. First, we compare these performances on simulated market
data with misspecified market parameters. Different magnitudes of parameter misspecifications are
used to illustrate the impact of the parameter estimation error on the performance of the different
portfolios. In a second time, we compare the performances of these portfolios on a backtest based on
historical market data. In these tests, we shall consider three reference portfolios cited above: the equal
weights, the minimum variance and the equal risk contribution (ERC) portfolios. Finally, we will also
consider the case where the reference portfolio weights are all equal to zero. This case corresponds to a
shrinking of the wealth invested in the different risky assets along the investment horizon.

The rest of the paper is organized as follows. Section 2 formulates the mean-variance problem
with tracking error. In Section 3, we derive explicit solutions for this control problem and provide
expansion of this solution for small values of the tracking error penalization parameter. Section 4 is
devoted to the applications of those results and to the comparison of the mean-variance, penalized
and reference portfolio for the different reference portfolios presented above. We show the benefit of
the penalized portfolio compared to the standard mean-variance portfolio and the different reference
portfolios on simulated and historical data in terms of Sharpe ratio and the lower sensitivity of the
penalized portfolio to parameter estimation error.

2. Results

Throughout this paper, we fix a finite horizon T € (0,00), and a complete probability
space (Q, F,PIF = {]:t}0<t<T) on which a standard F-adapted d-dimensional Brownian motion
W = (W1,..., W%) is defined. We denote by L2(0, T; RY) the set of all R?-valued, measurable stochastic
processes ( ft)te[o,T] adapted to F such that E[ fOT | fe |2dt] < 0. We consider a financial market with
price process P := (P;);c[ 7], composed of one risk-free asset, assumed to be constant equal to one,
i.e, PO =1, and d risky assets on a finite investment horizon [0, T]. These assets price processes
Pi, i = 1,...,d satisfy the following stochastic differential equation:

dpPi = Pi (bi dt+ Y0, aijdw{) , te[0,T]
P >0
where b; > 0 is the appreciation rate, and 0 := (O'ij) ij=1,..d € R4*4 s the volatility matrix of the d

stocks. We denote by ¥ := ¢o ' the covariance matrix. Throughout this paper, we will assume that the
following nondegeneracy condition holds

Y > 6l

for some 6 > 0, where I; is the d x d identity matrix.
Let us consider an investor with total wealth at time ¢ > 0 denoted by X;, starting from some initial
capital xg > 0. It is assumed that the trading of shares takes place continuously and transaction cost and

consumptions are not considered. We define the set of admissible portfolio strategies a = (a?,...,a%) as

T
A= {tx : Q% [0,T] = R?s.tais F — adapted and / E[|a)?)dt < oo} ,
JO
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where ocf;, i =1,...,d represents the total market value of the investor’s wealth invested in the ith asset
at time ¢. The dynamics of the self-financed wealth process X = X* associated to a portfolio strategy
« € Ais then driven by

dXy = afbdt+a cdW,. (1)

Given a risk aversion parameter y > 0, and a reference weight w, € R?, the objective of the
investor is to minimize over admissible portfolio strategies a mean-variance functional to which is
added a running cost:

J(a) = uVar(Xt) — E[X7] + E{/OT (ar — w,X¢) | T (& — w, Xy) dt]. )

This running cost represents a running tracking error between the portfolio composition «; of the
investor and the reference composition w;X; of a portfolio of same wealth X; and constant weights
wy. The matrix T' € R?*“ is symmetric positive definite and is used to introduce an anisotropy in
the portfolio composition penalization. The penalization fOT (ar — w,X¢) | T (ar — w,X;), which we
will call “tracking error penalization”, is introduced in order to ensure that the portfolio of the

investor does not move away too much from this reference portfolio with respect to the distance
M| := MTTM, M € R%.
The mean-variance portfolio selection with tracking error is then formulated as

Vo := inf J(a), 3
acA
and an optimal allocation given the cost J(«) will be given by

af € argmin J(a).
aeA

We complete this section by recalling the solution to the mean-variance problem when there is no
tracking error running cost, and which will serve later as benchmark for comparison when studying
the effect of the tracking error with several reference portfolios.

Remark 1 (Case of no tracking error). When I = 0, it is known, see e.g., [2] that the optimal mean-variance
strategy is given by
1 _
af =3 1p EebTZ BTy —XF|, 0<t<T, @)

where X} is the wealth process associated to a*. The vector £~1b, which depends only on the model parameters
of the risky assets, determines the allocation in the risky assets.

In the sequel, we study the quantitative impact of the tracking error running cost on the optimal
mean-variance strategy.

3. Solution Allocation with Tracking Error

Our main theoretical result provides an analytic characterization of the optimal control to the
mean-variance problem with tracking error.

Theorem 1. There exist a unique pair (K, A) € C ([0, T],R* ) x C ([0, T], R4.) solution to the system of ODEs

dK; = {(Ktb —Tw,) " S (Keb — Tw,) — erer} it, Kr=up

(&)
dA; = {(Atb —Tw,)" ;1 (Ash — Tw,) — w;rl“wr} dt, Ar=0
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where Sy := KX + T. The optimal control for problem (3) is then given by

with

af = S, Tw, Xy — S;0[KeXe + Vi — (K — ADE[XH]], (6)

T _
Y, = L TS (Ab-Twy)ds

R; = %/T sts—lb e—ZfSTbTS;l(Aub—I"wy)du ds,
t

and X = X" is the wealth process associated to a¥'. Moreover, we have

Vo = J(a") = AgX3+2YyXo + Ro.

Proof. Given the existence of a pair (K,A) € C([0,T],R%) x C([0,T],R4) solution to (5),
the optimality of the control process in (6) follows by the weak version of the martingale optimality
principle as developed in [19]. The arguments are recalled in Appendix A.

(i)

(if)

(iif)

Here, let us verify the existence and uniqueness of a solution to the system (5).

We first consider the equation for K, which is a scalar Riccati equation. The equation for K is
associated to the standard linear-quadratic stochastic control problem:

T ~ ~
o(t, x) := inf { /t (mT Tw, (XE)? — 20 Two, X + o) rocs) azs}

where X[ is the controlled linear dynamics solution to
dXs = o) bds+al cdW;, t<s<T, X =x.

By a standard result in control theory ([20] Ch. 6, Thm. 6.1, 7.1, 7.2), there exists a unique solution
K € C([0, T], R4 ) to the first equation of system (5) (more, K € C([0, T], R%) if w, is nonzero).
In this case, we have 3(t, x) = x T Kpx.

Given K, we consider the equation for A. This is also a scalar Riccati equation. By the same
arguments as for the K equation, there exists a unique solution A € C([0, T|,R.) to the second
equation of (5), provided that

AT >0,  w/Tw, —w/T(KZ+T)"'Tw, >0, KXZ+T>6;, 0<t<T

for some 6 > 0. We already have that At = 0. From the fact that K > 0, together with the
nondegeneracy condition on the matrix £, we have that K~ +T > I" > §l;. Since I > 0,
and under the nondegeneracy condition of matrix X, we can use the Woodbury matrix identity

to obtain )

-1
(K +T) t=r"1-1" (r-l + 2) r-..

We then get
-1

_ 1
w, Tw, —w, T (KZ+T) ' Tw, = w, (rl + ) w, > 0.

Given (K, A), the equation for Y is a linear ODE, whose unique continuous solution is explicitly
given by
Y, = LTS (AT )ds.
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(iv) Given (K, A, Y), R can be directly integrated into

Ry = % / "5 1y 2 TS (AT g
t

We can see from the expression of the optimal control (6) that the allocation in the risky assets
has two components. One component is determined by the vector S, Tw, = (K2 + 1")71 T'w,
with leverage X;, and the second one by the vector S, v = (KzZ+ F)_1 b with leverage
[Ki Xt + Y — (K¢ — A)E[X;]]. Computing the average wealth X = E[X] associated to a!, we can
express the control a! as a function of the initial wealth of the investor xq and the current wealth X;

1
af = S; Tw, X; — AS; b (XOCo,t + 2Ht> @)
1
+ St_lb l:Kt (XOCO,t + EHt - Xt) — Yt:|
where we set Cs := e~ J bt ST (Aub—Twr)du 4 q Hy:=Cr fot Csz,t b"S;71b ds.

Remark 2. In the case when I is the null matrix, I = 0, we see that the first component of the optimal
control (7) vanishes,

_ 1 _ 1 bTE b (T—t)
Yi=—3 Rt_4y<1 ¢ )

and the system of ODES (5) of (K, A) becomes

dKy = Kb 'S dt, Kr=up

2
dA; = RbTEbdt, Ar =0,

which yields the explicit forms
Ke=pe P20 (T-0 A —q,

_ 1Ty (1o -
Weget S, ! = ZT,l = w, C..=1and H; = %fg bTx b et "7 (T=5)ds. The first line of

the optimal control a¥ equation vanishes and the second line can be rewritten as

af =27 [zly (&’TZ”’ T+ / BT lp e (Ts)ds> +Xo — Xt} :
0

Computing the integral in this expression, we recover the optimal control of the classical mean-variance
problem (4).

Remark 3 (Limit of a} for ' = y]; — o0). If we consider T in the form T = «1, the optimal control can be
rewritten as

K\t 1 K\t -
oc? = (Hd + ;Z) w, Xy — ; <Hd + ;Z) b [KtXt +Y; — (Kt — At)Xt] . 8)

We show in Appendix D that K; and Ay are bounded functions of the penalization parameter v,
thus &, Ay,

Y T Yoo

We rewrite Y; as

T 1,7 Kss) !
v — _%ebTWr(T,%fjt b (Hd+752) (Asb+K T, )ds
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_%ebTwr(Tft)

and we get that Yy ;) . Thus the second term of (8) vanishes and we get

zx? — w; X}

y—00

which corresponds to the reference portfolio.

Remark 4 (Expansion for I’ = yI; — 0). We take I' = «1;. Since the covariance matrix X is symmetric,
there exists an invertible matrix Q € R*% and a diagonal matrix D € R4 such that ¥ = Q-D - QL.
We can then rewrite the matrix S;l = (KiZ + ')/]Id)f1 as

S =Q (KD +91y) 7' Q!
with
1 o .
I fi=

(a0 a1), = {7 1=

i 0 ifi#j
where d; is the i-th diagonal value of the diagonal matrix D. From the nondegeneracy condition of the covariance
matrix, we have d; > 0, Vi € [1,n]. As v — 0, we want to write the Taylor expansion of the diagonal

elements of the inverse matrix (D + 1) " equal to 21+ (1 + ﬁ) . We have that K; — pe P71,
thi thi ¥—0
thus 7= — 0. We can then write the Taylor expansion of the matrix S, Las
t y—0
ozt

S;l=="—
! K; K?

+0(¥?)

keeping only the terms up to the linear term in .
Putting this expression in the differential equation of K, and keeping only the terms up to the linear term in
v, we get the differential equation

K .
— = Ko —llw, + 2710 +0(+), )

where we set p := b ¥ ~1b. We look for a solution to this equation of the form
K{ = K} + 9K} +0(7?).

Putting this expression in the differential Equation (9), we get two differential equations, for the leading
order and the linear order in -y respectively

0
Lfttl = K%, K =y
dK _
S =Klp— |lwr +Z7)%, KL =0

which yield the explicit solution

1 — e P(T-1)
K} = K+ 7]w, + = b f +0()
(T—t)

where K = pe= is the solution to the differential equation in the unpenalized case.
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From the expansion for K, we can write the expansion of the differential equation for A up to the linear
term in «y. We use the expansion

11 1—e T
—=—[1—q|w, + 27| ———— O(+*
o K?< L T e
and we get the following expansion of the differential equation of A

dny A2 ( g 1= (Tt
—— =—fp (1= 7llw, + 70| ——5—— (10)
gt K? K%

At Ty —1 At 2 Ty -2 2 2
—y (2t T e - () BT b— [lw]|” | +O(77).
t t

As before, we look for a solution of this differential equation of the form
Al = A} +7AF+0(7).

Plugging this expression into the Equation (10), we get the two following differential equations

2
dny _ (A7) 0 _
& = KD 0, AT =0
ant

AOAL A0\ 2 1412 1—e—p(T-D)
i =200~ () plior+Etb|P g

0 o\ 2
- <2;<\5bT21w, + (;‘5) bTE 20+ ||wr||2>, AL =0
t t

The first differential equation yields the solution AY = 0, Vt € [0, T|. Replacing A by this value in the
second differential equation, we get the equation

dAl
== llwl?

and obtain the solution
A} = ylw,|P(T =) + O(+?).

We can also compute the first order expansion of C.,.

ot bTZ_lw
Cr =1 /ﬁ 2(T—u) — == ) du+ O(o?
5t ), k0 (Iwrll (T —u) 5 u+0(7r)
=1-9C5, +0(7?)
where we set

- {ollrlP(t =)+ (=) = 1) (e lP(oT = 1) —bT= ", ) },

[y

©

1Y
and we have ,
-2

The last expansion we need to compute before rewritting the optimal control is the expansion of Hy. We can
rewrite

gt
Y, + chlfT‘

e’ —ot 1 2
Hi=— (1—e¢ ) —yH; +O(7")
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with

t pTy-1p t y-1
1._ 1 1 e v T 1 -1
H} = [ (2cli+cly) s+ |0 Tl (KiLg+=1) bas.

As shown in Appendix B, we can rewrite the optimal control
ol =27l +7 (27w of? ~ 22 o} ~ 27! ) + 0(1?) (11)

where we set ©~2 := (2712, and with

o) = ﬁePT + X — X;

= %(T— ) (Xo+ 9 (1-e7#)) +XoCh, + 5 + % + 5

a}'z _ % (1 _ efpt) 4 2(13?)2 (12)
=%

We see that for v = 0, we recover the classical mean-variance optimal control. For non-zero values of v,
we see that a mix of three different portfolio allocations is obtained. The weight of the allocation ¥~ 'b is modified
and two allocations ¥ ~2b and ¥~ w, appear with weights 'yzx}’z and 70(}’3.

From this expansion of the control o, we can compute the first order asymptotic expansion in 7y of the
equation giving the relation between the variance of the terminal wealth of the portfolio and its expectation.
In the classical mean-variance case, this equation is called the efficient frontier formula. As shown in Appendix C,
with the tracking error penalization, the first order asymptotic expansion in <y gives

e -0
V”V(XT):W (XT —Xo)
szlw,[ 1 ,r 1—efT
[T L (1T
{ 1”2 o 0
T Ty-2
P11, b ETD g, —p(T—s) 2
- Ealt =2 Zal2 ) ep(T=5)ds 1+ O(12).
I (Fas ol | e T s 14 0(7?)

The leading order term corresponds to the efficient frontier equation of the classical mean-variance allocation
computed in [2], and thus for v = 0, we recover this classical result. The linear term in <y contains contributions
of the three perturbative allocations. A modification of "leverage” of the original mean-variance allocation ¥ ~'b
and two different allocations £~2b and ¥~ 1w,

4. Applications and Numerical Results

In this section, we apply the results of the previous section and study the allocation obtained
by considering four different static portfolios as reference. First, we shall study these allocations on
simulated data, in the case of misspecified parameters. The misspecification of parameters means that
the market parameters used to compute the portfolio allocations are different from the ones driving
the stocks prices. This study allows us to estimate the impact of the estimation error on the portfolio
performance. For a second time, we perform a backtest and run the different portfolios on real market
data. To simplify the presentation, we will assume now that the tracking error penalization matrix is
in the form I = 7I; with € R% . With this simplification, we have S, L= (Kz + ')/]Id)_l and we can
rewrite the system of ODEs (5) and the optimal control (6) as
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dK; = {(Ktb - 'ywr)T S[l (Keb — yw,) — vy (wr)T w,} dt, Kr=u

ANy = {(Atb - ')’wr)T 5;1 (Atb - ')/wr) - (wr)T wr} dt, Ar=0

and
v ~1 —1 !
o, =S, wy Xy — A5 b XoCor + EHt
1
+ S;lb {Kt <X0C0,t + EHt - Xt) - Yt}
where

- 1
St = Ktz + ,Y]Id/ CS,t =e j: bTSul(Aub—'YWr)du’ Yt — 7§Ct,T'
We will consider three different classical allocations as reference portfolio.

1. Equal-weights portfolio: in this classical equal-weights portfolio, the same capital is invested in
each asset, thus

1
=Ze

d

ew
w?’

where d is the number of risky assets considered and e € R is the vector of ones.

2. Minimum variance portfolio: the minimum variance portfolio is the portfolio which achieves
the lowest variance while investing all its wealth in the risky assets. The weight vector of this
portfolio is equal to

wmin—var _ = le .
' elz-le

These weights correspond to the one-period Markowitz portfolio when every asset expected
return b; is taken equal to 1. In that case, only the portfolio variance is relevant and is minimized
during the optimization process.

3. ERC portfolio: the equal risk contributions (ERC) portfolio, presented in [17] and in the
monograph [18] is constructed by choosing a risk measure and computing the risk contribution
of each asset to the global risk of the portfolio. When the portfolio volatility is chosen as the risk
measure, the principle of the ERC portfolio lays in the fact that the volatility function satisfies
the hypothesis of Euler’s theorem and can be reduced to the sum of its arguments multiplied by
their first partial derivatives. The portfolio volatility o (w) = Vw " Zw of a portfolio with weights
vector w € R can then be rewritten as

o(w) = iwiaia(w) = i M
i=1

= o(w)

w' (Sw)!

The term under the sum o(w) corresponding to the i-th asset, can be interpreted as the
contribution of this risky asset to the total portfolio volatility. The equal risk contribution
allocation is then defined as the allocation in which these contributions are equal for all the
risky assets of the portfolio, w;((zw u)’)l = w;((zuf ‘)})] for every i,j € [1,d]. The equal risk contribution
allocation is thus obtained when the portfolio weights w* are given by

d . . . . .
w* = {w e01: Yo' =1, o (Zw) =/ (Zw), Vije [[1,d]]}.
i—1

1
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With this risk measure, the ERC portfolio weights can be expressed in a closed-form
only in the case where the correlations between every couple of stocks are equal, that is
corr(P;, P;) = ¢, Vi,j € [1,d], with the additional assumption that ¢ > fﬁ. Under these
assumptions, and with the constaint that Y7 | (wg'

equal to

)i = 1, the weights of this portfolio are

-1
(w5); = =

i yd -1
Z]':1 7;
where 0; is the volatility of the i-th asset.

In the general case, the weights of the ERC portfolio do not have a closed form and must be
computed numerically by solving the following optimization problem

d d . ‘ , N 2
W™ =argmin ) ) (w’ (Zw)' — o/ (Zw)])
weRd  i=1j=1

stelw=1and 0 <w' <1, Vi€ [1,d].

4.  Control shrinking (zero portfolio): this is the portfolio where all weights are equal to zero,
w. = 0 for all i. This case corresponds to a shrinking of the controls of the penalized
allocation, in the same spirit as the shrinking of regression coefficients in the Ridge regression
(or Tikhonov regularization).

4.1. Performance Comparison with Monte Carlo Simulations

In this section we compare, for each reference portfolio, the classical dynamic mean-variance
allocation, the reference portfolio and the “tracking error" penalized portfolio. In a real investment
situation, expected return and covariance estimates are noisy and biased. Thus, in order to compare the
three portfolios and observe the impact of adding a tracking error penalization in the mean-variance
allocation, we will run Monte Carlo simulations, assuming that the real-world expected returns bye,;
and covariances 0y, are equal to reference expected returns by and covariances op plus some noise:

0.12 0.20 1. 005 —0.05 0.10

by = 0.14 oo = 0.30 Co = 0.05 1. —-0.03 0.12
0.16 |’ 040 |’ —-0.05 -0.03 1. -0.13 |’
0.10 0.50 0.10 012 —-0.13 1.

with the volatilties vy and correlations Cy and
breal = by + € X NOiSe,  0peql = 0y + € X Noise

where the covariance matrix oy is obtained from vy and Cy. The noise follows a standard normal

distribution A/(0,1) and € is its magnitude. We use Monte Carlo simulations to estimate the expected

Sharpe ratio of each portfolio, equal to the average of the portfolio daily returns R divided by the
E[R]

standard deviation of those returns: E [m] .

We consider an investment horizon of one year, with 252 business days and a daily rebalancing
of the portfolio. The risk aversion parameter p is chosen so that the targeted annual return of the
classical mean-variance allocation is equal to 20%, thus p = % according to [2]. The initial wealth
of the investor x( is chosen equal to 1 and we choose the penalization parameter v = 11/100. Indeed,
as the value of n depends on the value of the stocks expected return and covariance matrix and on the
targeted return, and can be very big, we express y a function of this p in order for the penalization to

be relevant and non-negligible.
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For each reference portfolio, we compare the reference portfolio, the classical mean-variance
allocation and the penalized one for values of noise amplitude € ranging from 0 to 1. For each value of
€, we run 2000 scenarios and we plot the graphs of the average Sharpe ratio as a function of €.

On the Figures 1-4 , we can see that in the four cases, the mean-variance and the penalized
portfolios are superior to the reference. In the case where the equal weights portfolio is chosen as
reference, the penalized portfolio’s Sharpe ratio is lower than the mean-variance one for small values
of €. For € greater than approximately 0.25, the penalized portfolio’s Sharpe ratio becomes larger and
the gap with the mean-variance’s Sharpe tends to increase with €. The same phenomenon occurs in
the case where the ERC portfolio is chosen as reference, with a smaller gap between the mean-variance
and penalized portfolios” Sharpe ratios. When the minimum variance portfolio is chosen as reference,
the penalized portfolio’s Sharpe ratio is lower than the one of the mean-variance portfolio for all €
in the interval [0, 1]. This is certainly due to the sensitivity of the minimum variance portfolio to the
estimator of the covariance matrix. Finally, in the case of the control shrinking, the Sharpe ratio of
the penalized portfolio is significantly higher that the Sharpe ratio of the mean-variance portfolio,
for every value of the noise amplitude € in the interval [0, 1].

e  Equal-weights reference portfolio

—— Sharpe mean-variance
— Sharpe penalized, y = /100

0.075

0.070

0.065

0.060

Average Sharpe ratio

0.055

0.050

0.0 02 0.4 0.6 0.8 1.0
Noise amplitude

Figure 1. The highest average Sharpe ratio attained by the equal-weight portfolio is equal to 0.047 for
e=0.
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e  Minimum-variance reference portfolio

— Sharpe mean-variance
—— Sharpe penalized, y = /100
0.075

0.070

0.065

0.060

Average Sharpe ratio

0.055

0.050

0.045

0.040

0.0 0.2 0.4 0.6 0.8 1.0
Noise amplitude

Figure 2. The highest average Sharpe ratio attained by the minimum-variance portfolio is equal to
0.057 fore = 0.

o  ERC reference portfolio

—— Sharpe mean-variance
—— Sharpe penalized, y = /100

0.075

0.070

0.065

0.060

Average Sharpe ratio

0.055

0.050

T T T T T T

0.0 0.2 0.4 0.6 0.8 1.0
Noise amplitude

Figure 3. The highest average Sharpe ratio attained by the ERC portfolio is equal to 0.051 for € = 0.
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e  Control shrinking (zero reference)

— Sharpe mean-variance
—— Sharpe penalized, y = /100

0.075

0.070

0.065

0.060

Average Sharpe ratio

0.055

0.050

00 02 04 06 08 10
Noise amplitude
Figure 4. In this case the reference weights are equal to zero, and no Sharpe ratio is computed for the
reference portfolio.

4.2. Performance Comparison on a Backtest

We now compare the different allocations on a backtest based on adjusted close daily prices
available on Quandl between 2013-09-03 and 2017-12-28 for four stocks: Apple, Microsoft, Boeing and
Nike. Here we chose a value of n which corresponds to an annual expected return of 25%. In our
example, we express again <y as a function of p and we consider two different values, v = p and
v = n/100.

Figures 5-7 show the total wealth of the four different portfolios, mean-variance, reference and
the penalized portfolio with the big and the small penalization as a function of time. On these graphs
we observe that, at the beginning of the investment horizon, the mean-variance allocation has the
largest wealth increase, hence the largest leverage. As the wealth of this portfolio attains the target
wealth, expressed as ieszflb T + xo in the mean-variance control Equation (4), its leverage decreases
and its wealth curve flattens. The same phenomenon occurs for the penalized allocation with large
penalization parameter v = p. In this case, the high value of the penalization parameter keeps
the penalized portfolio controls close to the ones of the mean-variance portfolio. On the contrary,
the reference portfolios have constant weights and no target wealth. We can see that in each case the
reference portfolio’s wealth keeps increasing over the entire horizon. The wealth of the penalized
portfolio with penalization parameter v = 11/100 follows the wealth of these reference portfolio due to
the small value of the tracking error penalization.

For these three reference portfolios, we observe that the penalized portfolio with penalization
parameter v = p outperforms both the mean-variance and the reference portfolios in terms of
Sharpe ratio whereas the penalized portfolio with penalization parameter v = /100 outperforms
the mean-variance but underperforms the reference portfolio. This can be attributed to the larger
weight of the mean-variance criterion with respect to the tracking error in the optimized cost (2) with
penalization parameter y = p.

Finally, Figure 8 corresponds to the case of a reference portfolio with weights all equal to zero.
This corresponds to a shrinking of the optimal control of the penalized portfolio. In that case, for a better
visualization, we plot the total wealth of the mean-variance and penalized portfolios for penalization
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parameters v = pand v = /100 normalized by the standard deviation of their daily returns. On this
graph, we can see that the normalized wealth of the two penalized portfolio is higher than the one of
the mean-variance allocation. Similarly to the three precedent reference portfolios, the two penalized
portfolios outperform the mean-variance allocation in terms of Sharpe ratio. As previously, we observe
that the Sharpe ratio of the penalized portfolio with penalization parameter v = p is greater than the
one with ¢ = /100, due to the larger weight of the mean-variance criterion in the functional cost.

e  Equal-weights reference portfolio

—— Wealth mean-variance
—— Wealth penalized, y=p
—— Wealth penalized, y = /100
—— Wealth equal weights

1.6

Total portfolio wealth

0.0 0.2 0.4 0.6 0.8 1.0
Time

Figure 5. Sharpe ratios: Mean-variance: 0.183; Equal weights: 0.258; Penalized y = p: 0.260; Penalized
v = n/100: 0.226.

e  Minimum variance reference portfolio

—— Wealth mean-variance
—— Wealth penalized, y=u
—— Wealth penalized, y = /100
—— Wealth minimum variance

16

15

14

Total portfolio wealth
W

11

0?0 0?2 0?4 DTS 0‘8 lfO
Figure 6. Sharpe ratios: Mean-variance: 0.183; Minimum variance: 0.255; Penalized v = p: 0.256;
Penalized 7y = 11/100: 0.220.
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e  ERC portfolio

—— Wealth mean-variance
—— Wealth penalized, y=u
— Wealth penalized, y = /100
—— Wealth ERC

16

13

Total portfolio wealth

12

1.0

0.0 0.2 0.4 0.6 0.8 10
Time

Figure 7. Sharpe ratios: Mean-variance: 0.183; ERC: 0.258; Penalized v = p: 0.260; Penalized v =
1/100: 0.225.

e  Zero portfolio (shrinking)

— Wealth Markowitz
—— Wealth penalized, y =

3504 — Wealth penalized, y =p/100

325

~ w
S =3
G =3

Total portfolio wealth

~
S
S

225

200

175

0.0 0.2 0.4 0.6 0.8 10
Time

Figure 8. Total wealth of the mean-variance and penalized portfolios for v = pand ¢y = /100,
normalized by the standard deviation of daily returns, as a function of time. Sharpe ratios:
mean-variance: 0.183; Penalized v = w: 0.252; Penalized y = p/100: 0.221.

5. Conclusions

In this paper, we propose an allocation method based on a mean-variance criterion plus a tracking
error between the optimized portfolio and a reference portfolio of same wealth and fixed weights.
We solve this problem as a linear-quadratic McKean-Vlasov stochastic control problem using a weak
martingale approach. We then show using simulations that for a certain degree of market parameter
misspecification and the right choice of reference portfolio, the mean-variance portfolio with tracking
error penalization outperforms the standard mean-variance and the mean-variance allocations in terms
of Sharpe ratio. Another backtest based on historical market data also shows that the mean-variance
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portfolio with tracking error outperforms the traditional mean-variance and the reference portfolios in
terms of Sharpe ratio for the four reference portfolios considered.

Compared to the approaches of robust and bayesian optimization ([9,21]), the regularization
of the mean-variance allocation by a tracking-error penalization offers a more intuitive and simple
approach from the financial point of view as the specification of the reference portfolio has a clear
operationnal meaning. The benchmark tracking with improvement of the Sharpe ratio is intrinsically
linked to the method described in this article and is, by definition, absent of the two other approaches.

Depending on the penalization parameter I', the choice of the reference portfolio plays an
important role. If this reference portfolio is not agnostic and the computation of its weights is based
on estimated market parameters, it will also be impacted by the parameter misspecification and the
allocation will be more sensitive to estimation errors. The allocation would be more robust when
an agnostic portfolio to market parameters, such as the equal-weights portfolio or the zero portfolio
(control shrinking), is chosen as reference.

In our approach, the mean-variance criterion in the optimized cost function is based on estimated
market parameters. Hence, while regularized by the tracking-error penalization, the allocation obtained
still has a sensitivity to parameter misspecification. This constitutes a limitation compared to a robust
optimization approach which optimizes the portfolio in the worst case scenario and is then unimpaired
by parameter misspecification. Nevertheless, as the optimization of the mean-variance allocation
with tracking error is based on estimators of the market parameters and not on a worst-case scenario,
this allocation should outperform the robust approach for smaller values of parameter misspecification.

A potential direction for further studies would be to compare quantitatively the approach of the
tracking error penalization with the robust optimization and the Bayesian approach. It would also be
interesting to compare the method presented in this paper with Deep Learning based approaches such
as the ones presented in [22,23].
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Appendix A. Proof of Theorem 1

The proof of Theorem 1 is based on the weak optimality principle lemma stated in [19],
and formulated in the case of the mean-variance problem (3) as:

Lemma A1 (Weak optimality principle). Let {V{,t € [0, T], a € A} be a family of real-valued processes
in the form

V& = v(XF, E[XF] +/ er"‘ (a5 —w,XE)ds,
for some measurable functions vy on R x R, t € [0, T|, such that:

1. or(x,%) = pu(x — %)> — x, forall x, % € R,
2. the function t € [0, T] — E [V}*] is nondecreasing for all x € A
3. themapt e [0,T] - E {Vt‘x*} is constant for some a* € A.

Then, o™ is an optimal portfolio strategy for the mean-variance problem with tracking error (3), and

Vo = J(a").
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We aim to construct a family of processes {V{*,t € [0, T|,a € A} as in Lemma A1, and given
the linear-quadratic structure of our optimization problem, we look for a measurable function v; in
the form:

Ut(x, f) = Kt(x — Y)z + Atfz + ZY,}X + Rt (Al)

for some deterministic processes (K, A, Yy, R¢) to be determined. Condition (i) in Lemma A1 fixes
the terminal condition
KT =H, AT :O, YT = —1/2, RT =0.

For any a € A, with associated wealth process X := X%, let us compute the derivative of the
deterministic function t — E[V}] = E {Ut(Xt,]E[Xt]) + fot (a5 — ers)T T (a5 — wrXs) ds} with v; as
in (A1). From the dynamics of X = X} in (1) and by applying It6’s formula, we obtain

dE[Vf]
dt

—Var(X;) (Kt ] l"wr> +X (At ] er) FOX, Y + Ry (A2)
+E[Gt(a)]

where
Gt(ﬂé) = octTStzxt +2 { (Kf(Xi— — Xt) + Y+ AtXt) bT — thrTl”} Nt.

By completing the square in a, and setting S; := K;X + ' and g; := b"S; b, we rewrite G;(«) as
Gi(a) =E [(oct — oatr)T St (zxt - txtr)]
— Var(X;) {Kfﬁt +w, TS Tw, — 21<ths;1rwr}
X {A%pt +w, TS Tw, — 2Aths;1rwr}

— 2%, {Athﬁt - Yths;lrwr} —Y?p

with af := S;ll"ert — S[lb [Ki Xt + Y: — (Ki — A)X¢]. The expression in (A2) is then rewritten as

dE[VF] _ r\ " r
T =E (oct —zxt) Sy (vct—zxt)
+ Var(X;) { Ky — K3ps + ] Tw, + 2K;b" 87 'Tw, — w/ TS; 'Tw, }
X {At — A25; 4w, Tw, +2A¢b T S7 Tw, — w, rs;lrw,}
+2X; (Y + Yib" 87" Tw, — ArYipy )
+ Rt — Ytzﬁt.
Therefore, whenever
Ky — K2p; + w/ Twy + 2Kb TS, Tw, — w TS, 'Tw, =0
Ay — A2py + w, Tw, +2A4b " S Tw, — w/ TS ' Tw, =0
Yt + YthS;lrwr — Athﬁt =0
Ry — Y =0
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holds for all t € [0, T], we have

dELEYtq _E [(at - octr)T S “trﬂ

which is nonnegative for all & € A4, i.e., the process V/* satisfies the condition (ii) of Lemma Al.
Moreover, we see that V =0, 0 <t < T if and only if a; = zx{, 0<t<T.

XTI := X* is solution to a linear McKean-Vlasov dynamics and, since K € C([0,T],R%),
AeC([0,T],Ry) and Y € C([0,T],R), X' satisfies the square integrability condition

E

T2
sup [Xj |
0<t<T
Therefore, «f € A, and we conclude by the verification Lemma Al that it is the unique

optimal control. O

< oo, which implies that a! is F-progressively measurable and fOT E[|al|?]dt < oo.

Appendix B. Computation Linear Expansion of a? forI' = yI[; — 0

1
IX? =yx"1p (ePT + Xo — Xt)
2y

_ 5\ X r1 efT _
+7 (z Yw, + % 2b) ng —'y||wr||2(T—t)Wb <X0+ " (1—e Pf))
t t

_ . X
— (2 "hXoCj + = ZbK?>

1 oT
— <Zlet D (1- ept)>

2 2Ku

T 1 -1 (g1 -1 1,Cr 2
2{ ) (Ktﬂd—IrZ )b+2 bK?}—i-O('y)

2 oT Hl J & C
— 7= {'3"(’0” (T—t) (XO + 67 (1- ept)> + XoChe + H + — L + 2

2 (k92 2K]
— X% ePO (1—e )+ ! s ¢ +0(77).
2Kip 2 (K9)

Appendix C. Computation Linear Expansion of Var(Xrt) forT = vI; — 0
We recall that the linear expansion of the optimal control can be written as
a) =27 bad +v (Zflw, oc}'3 —X 2% zx}'z -zl D(}'l) +0(9?)
1,2

where the coefficients oc}'l, a;” and uc}'3 are given by (12). The average total wealth of the portfolio
constructed by the optimal control at time ¢ is given by the ODE

b lw - —
o —p) X +0(r), X=X,

dXi = pl — v (oo + b2 200y ? ) + (7
(o ) (2
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where we set { := Xp + ﬁe” T. We get the solution

Xr =Xoe T+ (1 - e_PT)

b 1w, 1 +1—erT T

= 7" _ _—ppT _ 11 Ty—23.12\ ,—p(T—s) 2
+’y{ i <T§ 2ye 5 ) /0 (pocs +b X bag )e ds}+O<'y)
=Xr +1X1 +0(7?)

with
X0 = Xpe PT + (11— e_PT)
Xr = bTZ bz w (Tg ePTl 4 pT) fo (pocs +b'e- 2btx“)e p(T=s)gg

and )
-2 (<0 ——0-—1
X7 = (XT ) +29Xr X1 +0(7?)
The average of the square of the portfolio wealth at time ¢ is given by the ODE
— 2
dX? = <§ — 'yoc}'l> o— ZbeZ*Zba}’z (g — 'yoc}’l>
Ty -1
Wy b _ L1\ vy
+ 2')/ K? (C e ) Xt
—PXi +0(7?)
which gives the solution
X2 =Xge PT + (1 — e*pT)
T
— 2')/@/ {pag'l + bTZ*Zbag'z} e P(T=5) g
0
Ty -1 T
+ 27w’ib§/0 X, ds + o).

We can then compute the variance of the terminal total wealth of the portfolio given by the
control (11)

Var(Xr) =X2 — X

L — 2
_1—e*PT (XT _X())
bl 1—e T
oyt (CT ot )
p? P‘ P
T —
0 11 b 4, —p(T—s) 2
- —g" A+ —ay e ds+0 .
,Y/O (ﬂas ]/l ‘Xs e s (’)’ )

Appendix D. Proof that K; and A; are Bounded in vy

To prove this, we use a theorem from [24] (also in [25], Theorem 14.1, p93). We rewrite the

differential equation of K as
dK
Ttt - f(tth/’)/)/ KT = ]/l

with f(t,K;, ) = (Kib—qw,)" (K4 9L;) " (Kb — yw,) — v||lw,||>, where || - || denotes the
euclidean norm in R¥,
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For t € [0,T], the partial derivatives df/0dK and df /07y exist and are continuous in the
neighbourhood of the solution K;. Then the partial derivative

oK;

o W

exists, is continuous, and satisfies the differential equation

’ 0 2
P = %(t/Kl‘/')’)lPt + ai;(t,Kt,'y).

Recalling that the derivative of the inverse of a nonsingular matrix M whose elements are functions
of a scalar parameter p w.r.t this parameter is equal to azg; =-M1! %—MM ~1, we can compute the
partial derivatives df /0K and df /9y, and we obtain the following differential equation for ¢

(9e) = [~lloT ST (Keb = ywy) |2+ 26771 (Keb = ywr)| e = |y + 87 (Keb = yw) |, £ € [0,T]
Ppr = 0.

This ODE has an explicit solution given by

T s
Py :/ Age Ji Budugg
t
with A; >0, Vt € [0, T] equal to

K K\~ 2
v v 00

and
K K\t

K? K\ 7! K\
— =L (b+Zw,)" (]Id + *z:) )y (]Id + *z) (b + Zw,)
v v Y
—2b"w, — ||o w2
We have By — —2b'w, — ||o"w,|?, thus Yy — 0, Vt € [0, T] and K; is bounded in v for every
Y—00 Y—00
te [0, T].
In the same spirit, we rewrite the differential equation of A; as

dA
=8t ALY), A=0
with g(t, A¢, ) := (Asb — yw,) " S (At — yw,) — ||wy||?. The partial derivative

o0A;

Y e
exists, is continuous and satisfies the differential equation

g = 267 S7 (A —7w0,) ¢y = [[lwo, + ;7 (Ab = yw,) 1P+ el 87 (Ash —yw) 2], e [0,T]
$o = 0.
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which gives the explicit solution

T s
¢ = / Cee™ I; D”duds
t

with C; > 0, Vt € [0, T] equal to

and

K

1 K\ ! 1 -
Cii= ||; (]Id + ;2> (At + KiZw,) || + zpt||;aT (]Id + 72) (Ash + KiZw,) — o T w,|?

-1
D;:=2 [}be <]Id + ?Z) (Atb + KtZw,) — bTWy] .

We showed that &,wt — Oforeveryt € [0, T]. Thus Cy — 0, Dy —» —2b"w, and ¢r — 0,
r y—roo y—roo y—roo y—roo

Vt € [0, T]. At is then bounded in «y for every t € [0, T]. [
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