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CPPI Strategies in Discrete Time



Abstract

In general, the purpose of portfolio insurance strategies is to limit the downside risk of risky
portfolios. The constant proportion portfolio insurance (CPPI) is a prominent example
of a portfolio insurance strategy. Based on a dynamic trading rule, the CPPI provides
payoffs greater than some minimum wealth level at some specified time horizon. The
great advantage of the CPPI is its particularly simple trading rule, which basically only
requires the knowledge of the current portfolio value and thus makes the CPPI applicable
to any kind of risky portfolio. Under the assumption of a complete financial market where
trading takes place in continuous time, it is well known that the payoffs provided by the
CPPI are greater than a pre-specified minimum wealth level with certainty. In this thesis
we are concerned with various sources of market incompleteness. One source of market
incompleteness are trading restrictions. Restricting the possibility of making changes
to the portfolio to a fixed set of trading dates allows for payoffs below the minimum
wealth level. The associated risk is called gap risk. The assumption of a fixed set of
trading dates is well suited for the derivation of various risk-measures related to gap
risk. Analyzing the gap risk is important with respect to the effectiveness of the CPPI
if trading in continuous time is not possible. One natural reason for the assumption
of trading restrictions are transaction costs. However, in the presence of transaction
costs the frequency of monitoring the portfolio is generally larger than the willingness
to rebalance the portfolio. With respect to transaction costs it is reasonable only to
rebalance the portfolio upon relevant changes in the portfolio value or the underlying
assets. This rationale leads to the notion of triggered trading dates. It turns out that
triggered trading dates are also better suited with respect to analyzing modifications of the
CPPI. The basic CPPI exhibits at least three structural problems. First, it requires the
assumption of unlimited borrowing which can be explicitly modelled with the introduction
of a borrowing constraint. Second, in the case of a good performance of the portfolio,
it is well possible that the minimum wealth level becomes insignificant in comparison to
the portfolio value. This can be modelled by increasing the minimum wealth level upon
good performances of the portfolio. Third, the exposure to the underlying risky assets
can become arbitrarily small such that portfolio may basically only consist of riskless
assets. Explicitly defining a minimum on the exposure to the risky assets provides another
modification. All modifications can be analyzed in a setup with triggered trading dates.
While the use of triggered trading dates allows for the modelling of transaction costs also
for the modifications of the CPPI, choosing small triggers allows for approximations of the
continuous-time case for which analytic expressions for the modifications are not known

in the literature so far either.
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Introduction

Financial strategies designed to limit downside risk and at the same time to profit from
rising markets are summarized in the class of portfolio insurance strategies. Among others,
Leland and Rubinstein (1976), Grossman and Vila (1989) as well as Basak (1995) define
a portfolio insurance strategy as a trading strategy which guarantees a minimum level of
wealth at a specified time horizon.! This definition has to be understood as a minimum
requirement for a portfolio insurance strategy. Surely, strategies that require stronger
conditions such as permanently keeping the portfolio value above some minimum level as in
El Karoui, Jeanblanc, and Lacoste (2005) or keeping the portfolio value permanently above
some stochastic minimum level as for example in Grossman and Zhou (1993) and Cvitani¢

and Karatzas (1995) are included in the definition of portfolio insurance strategies.

The optimality of an investment strategy depends on the risk profile of the investor. If the
risk profile is given in the form of an utility function, in order to determine the optimal
rule, one has to solve for the strategy which maximizes the expected utility. Approaches
that model portfolio insurers as utility maximizers where the maximization problem in-
cludes an additional constraint for keeping the portfolio value above some certain (not
necessarily constant or deterministic) level can be found for example in Cox and Huang
(1989), Brennan and Schwartz (1989), Grossman and Vila (1989), Grossman and Zhou
(1993, 1996), Basak (1995), Cvitanic and Karatzas (1995, 1999), Browne (1999), Tepla
(2000, 2001). In a fairly general framework, El Karoui, Jeanblanc, and Lacoste (2005)
show that the solution to the maximization problem, when the portfolio is to be kept
above a certain constant level (permanently or only at some specified time), is given by
the unconstrained solution with an additional put option written on the unconstrained
solution. Unconstrained solution is to be understood in the sense of an optimal choice

about the assets to invest in if the portfolio insurance constraint is ignored. The put

1 An alternative definition can be found in Leland (1980) and Brennan and Schwartz (1989) who refer
to the term portfolio insurance with respect to any strategy whose payoff at some specified time horizon

is a convex function of the payoff of some reference portfolio.



option on this optimal choice then accounts for the satisfaction of the portfolio insurance
constraint. This is what is often called three fund separation. It goes back to Cox and
Huang (1989) and can be viewed as a generalization of the famous two fund separation
by Markowitz (1952). Portfolio insurance strategies that employ options to satisfy the
portfolio insurance condition are called option-based portfolio insurance (OBPI). The ap-
propriate options do not need to be traded assets. It is well known that in a complete
market model any claim is attainable such that options can be replicated by a self-financing
dynamic trading strategy. However, there are various sources of market frictions such as
borrowing constraints, short selling restrictions and transaction costs that cause a market
to become incomplete. A market incompleteness may result in the relevant option of an
OBPI not being attainable in the sense that it may not be possible to be replicated with
a self-financing strategy. Consequently it is well possible that an optimal strategy in a
complete market ceases to be optimal if a source of market incompleteness is introduced.
Furthermore, solving the optimization problem in an incomplete market is usually quite
complicated or even impossible. Another problem is posed by model risk. This is gener-
ated by the possible inconsistency between the unknown true model and the model the
risk manager relies on in order to determine the optimal strategy. That is, one has to use
some (educated) assumptions about the data-generating processes. However, strategies
which are based on an optimality criterion with respect to some assumed model, fail to

be optimal if the true model deviates from the assumed one.

In absence of an optimal solution due to the presence of market frictions, an alternative
approach is to define a stylized trading rule that, if followed by the portfolio manager,
satisfies the constraint of a portfolio insurance strategy. Omne of the most prominent
of such strategies is the constant proportion portfolio insurance (CPPI). The CPPI was
introduced by Black and Jones (1987) and Perold (1986). While the CPPI can be found to
emerge as a special case of the maximization with HARA utility functions which goes back
as far as Merton (1971), Black and Perold (1992) show the CPPI to be utility maximizing
with respect to a piecewise HARA utility function if the only source of incompleteness is
due to borrowing constraints. The properties of CPPI strategies in continuous time have
been widely studied in the literature. Apart from the above mentioned Bookstaber and
Langsam (2000) focus on the comparison of different portfolio insurance strategies with
respect to path dependency. Black and Rouhani (1989) and Bertrand and Prigent (2002a)
compare the properties of the CPPI and the OBPI. Several modifications of the CPPI
are compared in a Monte Carlo study in Boulier and Kanniganti (1995). While Black
and Perold (1992) further develop the properties of the CPPI strategy in continuous



time based on a standard lognormal model, they also introduce discrete-time trading
based on triggered trading dates and show how to include borrowing constraints and
transaction costs. The analysis of the CPPI has also been conducted under alternative
model assumptions, such as a stochastic volatility model and jump processes in Bertrand
and Prigent (2003) and Bertrand and Prigent (2002b).

While it is an appealing feature, that the CPPI can be found to be utility maximizing
under certain conditions, this is not the main intention with a stylized trading rule. The
great advantage of the CPPI lies in an extremely simple trading rule and its flexibility.
Consider, for example, a fund manager that has to keep a portfolio consisting of many
different assets above a certain level. In the option based approach, the manager is
required to either buy or replicate put options to insure the portfolio. While put options on
the single assets in the portfolio might be available on the market, usually an appropriate
option on the whole portfolio will not be. Also, insuring the portfolio with options on all
single assets is likely to be too expensive, such that the manager might have no choice but
to make assumptions about parameters such as the drift and volatility of the portfolio and
determine a suitable replication strategy for the appropriate option. Surely, the success
of the strategy hinges critically on the assumptions, such that these must frequently be
checked and the strategy adapted if necessary. Furthermore, the manager might want to
change the composition of the portfolio from time to time. Altering the composition of
the portfolio will usually also lead to an altered appropriate option to insure the portfolio
and therefore also to a different trading strategy. In contrast to this, in order to insure the
portfolio with a CPPI strategy, basically all information needed is the current portfolio
value. Surely, any projections about the future performance of a CPPI strategy critically
hinge on the model assumptions as well. However, the strategy itself does not. It is this
great simplicity, that has let the CPPI to become a frequently applied strategy among

practitioners and caused the market to produce a large number of CPPI based products.

Clearly, since the CPPI is based on a stylized trading rule, it can only be optimal in the
utility maximizing sense with respect to certain conditions on the market environment.
Nevertheless, as an optimal strategy mostly is not available, it is important to investigate
the performance of the CPPI with respect to satisfying the portfolio insurance condition as
well as with respect to different performance measures under the consideration of various
sources of market incompleteness. To a large extent, this is the focus of this work. In
particular, the main source of market incompleteness will be caused by trading restrictions.
Although the standard lognormal model along the lines of Black and Scholes (1973) is used

for the underlying assets, trading will be restricted to discrete time. In chapter 1, which



is strongly based on Balder, Brandl, and Mahayni (2009), it is assumed, that trading can
only take place at a discrete set of fixed trading dates. While, if trading in continuous time
is permitted, it can be shown, that the CPPI strategy always yields a portfolio value at
a pre-specified future time that is greater than some minimum level, thus always satisfies
the portfolio insurance constraint, this is not true any more if trading is restricted to a
discrete set of fixed trading dates. Under discrete-time trading the potential losses in
underlying assets and hence also in the portfolio value may be so large from one trading
date to another, such that with the lowered portfolio value it is not possible any more to
meet the portfolio insurance constraint with certainty, even if this was still possible at the
previous trading date. This is what is commonly labelled gap risk or overnight risk. An
accumulation of the gap risks yields the probability of the discrete CPPI not satisfying
the portfolio insurance constraint, i.e. the shortfall probability. The shortfall probability
is one of several risk-measures that are employed in order to investigate the effectiveness
of the CPPI in discrete time with respect to keeping the portfolio insurance constraint,
another risk-measure is the expected shortfall. However, also other properties of the
discrete CPPI such as the moments and sensitivities with respect to the model parameters
are provided. It is also shown, that the discrete CPPI converges to the continuous time

version as the number of permitted trading dates turns to infinity.

In chapter 2 a different kind of discrete-time trading is employed. In contrast to the
discrete set of fixed trading dates in chapter 1, in principle trading is permitted at any
time. The fact that trading is permitted at any time does not mean that trading in
continuous time is possible. A natural reason for the introduction of such a trading
restriction are transaction costs. Based on the methodology of Black and Perold (1992),
it is assumed that trading takes place upon changes in the underlying assets, i.e. the
trading dates are assumed to be triggered. While choosing a certain number of fixed
trading dates in chapter 2 can be viewed as a strategic decision, so can choosing the right
triggers here. It turns out that triggered trading dates result in appealing properties of
a discrete version of the CPPI based on these trading dates. For example, as a direct
consequence of the construction, it also turns out that with the so-discretized CPPI the
portfolio insurance constraint can be satisfied with certainty which means there is no
gap risk. In addition, it is possible to find an analytic expression for the distribution
of the discrete CPPI. There are several structural problems of the CPPI. One of these
structural problems is the requirement of the assumption of unlimited borrowing. While
first an analytical expression for the requirement of certain borrowing levels is derived, it

is shown later, that the introduction of a borrowing limit changes the properties of the



CPPI considerably. The CPPI with borrowing constraints will be called a capped CPPI
and important properties such as the distribution are derived and compared. It is also
possible to introduce transaction costs without borrowing constraints or in addition to a

borrowing limit.

The analysis in chapter 3 is also based on the methodology of triggered trading dates.
However, while in the first two chapters the focus is on trading restrictions, the focus here
is on modifying the CPPI. While a portfolio insurance that guarantees a minimum level of
wealth at a specified future time might be appropriate for a short time horizon, for a long
time horizon it is well possible for the portfolio value to increase to a level that makes the
portfolio insurance insignificant in comparison. A modification of the CPPI that increases
the level of portfolio insurance as the portfolio increases is proposed. The modification is
quite similar to a TIPP strategy as proposed by Estep and Kritzman (1988). Although
Grossman and Zhou (1993) and Cvitani¢ and Karatzas (1995) prove the optimality of
the strategy with respect to a CRRA utility function, the properties of the strategy have
hardly been analyzed. After the investigation of this modification another structural
problem, the cash-lock, which is common to CPPI structures in general is tackled. The
term cash-lock refers to a situation where the portfolio is completely invested into the
riskless asset. While such a situation in a strict sense can only occur as a result of a
fixed set of trading dates as in chapter 1 or as a result of jumps in the underlying assets,
in a wider sense in can be used to describe situations where the investment into risky
assets is very small. It turns out that the modified CPPI increases this problem. The
problem is tackled by modifying the CPPI further such as to require a minimum fraction
of the portfolio value to be invested into the risky assets. However, while such a condition
clearly solves the cash-lock problem, it opens up the possibility of a violation of the

portfolio insurance condition again.






Chapter 1

The Discrete CPPI with Fixed Trading
Dates

A CPPI investor specifies two parameters, a constant multiplier and a minimum level
of wealth at some future time, the guarantee. The present value of the guarantee is
called the floor. Then the exposure, i.e. the amount which is invested in a risky asset,
is determined by the product of the multiplier and the excess of the portfolio value over
the floor. The excess of the portfolio value over the floor is called the cushion such that
the exposure equals the product of the multiplier and the cushion. The remaining part,
i.e. the difference of the portfolio value and the asset exposure is invested in a riskless
asset. This implies that the strategy is self-financing. Self-financing means that funds are
neither taken from nor added to the portfolio. The procedure is best explained on the
basis of an example. Suppose, the portfolio value equals 1000, the multiplier is chosen
to be equal to 6 and the portfolio insurance condition requires the portfolio value to be
larger than 900 in one year, which reflects the guarantee. Assuming for simplicity that the
riskfree interest rate equals 0%, then the floor is equal to the guarantee. Consequently,
the cushion is 100 and the exposure is 600. If now the portfolio value decreases to a
value of 950 due to a bad performance of the risky asset, the cushion drops to 50 and
consequently the exposure drops to 300. Vice versa, if the portfolio value increases due to
a good performance of the risky asset, the exposure increases as well. Hence, the CPPI
is a pro-cyclical strategy. If the risky asset keeps decreasing, the exposure of the CPPI
will approach zero at the same time such that the guarantee can still be met with the
investment in the riskless asset. If the price process of the risky asset does not permit

jumps, the continuous-time application of the CPPI ensures that the portfolio value does



8 CHAPTER 1. THE DISCRETE CPPI WITH FIXED TRADING DATES

not fall below the floor. The strategy outperforms the prescribed floor unless there is a
sudden drop in market prices such that the manager is not able to rebalance the portfolio

adequately.

In this chapter, we assume that trading is restricted to a given set of fixed trading dates.
Surely, from one trading date to another the risky asset can drop so much such as to yield
a portfolio value below the floor and thus violate the portfolio insurance condition. We
propose a discrete-time version of a simple CPPI strategy which satisfies three conditions.
The strategy is self-financing, the asset exposure is non—negative and the value process
converges. Assuming that the underlying price process is given by a geometric Brownian
motion, trading restrictions in the sense of discrete-time trading are sufficient to model
the possibility of a floor violation. The advantage of a model setup along the lines of
Black and Scholes (1973) is that risk measures, such as the shortfall probability and the
expected shortfall which are implied by the discrete-time CPPI method can be given in
closed form. Once the risk measures are determined, the gap risk can be priced easily.
However, the main focus is not the pricing. Instead, the relevant risk measures are used
to discuss criteria which must be satisfied such that the CPPI strategy is still effective if
applied in discrete time.! For example, it turns out that for a small number of rehedges,
the shortfall probability, i.e. the probability that the strategy falls below the floor at
the terminal date, may as well first increase in the trading frequency before it decreases.
However, after a critical number of rehedges, the shortfall probability is always decreasing
in the number of rehedges. The change in monotonicity can be interpreted in terms of a
minimal number of rehedges which is necessary such that a portfolio protection can be
achieved by applying the CPPI technique in discrete time. Obviously, the critical number

of rehedges depends on the model parameters.

The outline of the chapter is as follows. Section 1.1 gives the model setup and reviews the
structure and the properties of continuous-time CPPI strategies. A discrete-time version
of a CPPI strategy where the asset exposure is restricted to be non-negative is defined
in section 1.2. The properties of the discrete-time version are derived in analogy to the
continuous-time version. The assumption that the asset price increments are independent
and identically distributed yields a closed-form solution for the shortfall probability and
the expected shortfall. The calculations are given in section 1.3 which also includes a
sensitivity analysis of the risk measures with respect to model and strategy parameters.

Section 1.4 illustrates the results and discusses criteria which ensure that the discrete-

Tt is worth mentioning that while arbitrage free pricing is based on the expectation under the mar-

tingale measure, the risk measures must be determined with respect to the real world measure.



1.1. MODEL SETUP AND THE SIMPLE CPPI IN CONTINUOUS TIME 9

time strategy is effective, i.e. the portfolio protection is still valid in discrete time. In
section 1.5 it will be shown, that the discrete-time version of the CPPI converges to

the continuous-time version as the trading restrictions vanish. Section 1.6 concludes the

paper.

1.1 Model Setup and the simple CPPI in continuous

time

All stochastic processes are defined on a stochastic basis (€2, F, (F3)icpo,r+), P) which sat-
isfies the usual hypotheses. We consider two investment possibilities: a risky asset S and
a riskless bond B which grows with constant interest rate r, i.e. dB; = Byrdt where
By = b. The evolution of the risky asset S, a stock or benchmark index, is given by a

geometric Brownian motion, i.e.
dSt:St (/Ldt—f-O'th), S():S, (11)

where W = (W})o<i<r denotes a standard Brownian motion with respect to the real
world measure P and p, o are constants with g > r > 0 and ¢ > 0. A continuous—
time investment strategy or saving plan for the interval [0,7] can be represented by a
predictable process (a)g,p Where a; denotes the fraction of the portfolio value at time
t which is invested in the risky asset S. If there are no additional borrowing restrictions,
we can, w.l.o.g., restrict ourselves to strategies which are self-financing, i.e. strategies
where money is neither injected nor withdrawn during the trading period |0,7'[. Thus,
the amount which is invested at date t in the riskless bond B is given in terms of the
fraction 1 — oy. V' = (V;)<,p denotes the portfolio value process which is associated

with the strategy «, i.e. V; is the solution of

d dB
dVy(a) =V, ati +(1—oy)—= ), where Vj = z. (1.2)
S, B,

Notice that there are alternative possibilities for portfolio insurance. Let T denote the
terminal trading date. For example, one might think of 7" as the retirement day. The
minimal wealth which must be obtained is denoted by . The guaranteed amount is
assumed to be less than the terminal value of a pure bond investment, i.e. we assume
G < eTV,. Besides a pure bond investment, a trivial possibility is given by a static
trading strategy where at the initial time ¢ = 0 the present value of the guarantee, i.e.

Ge T is invested in the bond B and the remaining part, i.e. the surplus Vy — e "1'G,
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is invested in the risky asset S. Thus, although a; = Wg—é is stochastic, the
strategy is static in the sense that there are no rebalancing decisions involved during the
interval |0, T']. Abstracting from stochastic interest rates, the above strategy honors the
guarantee GG independent of the stochastic process generating the asset prices. Another
example of portfolio insurance is given by a stop—loss—strategy which is represented by a
portfolio fraction oy = 1 {(Visemr@-nG}- Here, everything is invested in the asset until the
surplus (or cushion) V; —e "9 is exhausted. This means that the strategy is effective
with respect to the guarantee if continuous—time monitoring (trading) is possible and the
asset price process does not permit jumps. Together, the above strategies can be used
to explain the basic idea of the constant proportion portfolio insurance. A combination
of continuous—time monitoring and keeping the cushion under control yields the CPPI

approach.

However, in a complete market there is a second possibility, the option based portfo-
lio insurance approach. The completeness implies that there is a self-financing and du-
plicating strategy in S and B for any claim with payoff h(Sy) at T. Notice that for
P(ST) = A(Sr+[§ = 57]") = G+ A[Sr—§]" and A > 0 it holds A(Sr) > G. Buy-
ing \ assets and A put—options with strike % enables a portfolio insurance, too.? If the
associated options are not traded, they must be synthesized by a hedging strategy in S
and B. If the concept of perfect hedging is impeded by market incompleteness, the OBPI
and the CPPI can both violate the purpose of portfolio insurance. In terms of model
risk, i.e. the problem that one does not know which process can describe the true data
generating process adequately, the OBPI approach causes more problems than the CPPI
technique. The composition of the CPPI strategy is model independent. In contrast to
this, it is necessary to incorporate a volatility guess in order to implement the OBPI

approach with synthetic options. Thus, there is an additional error introduced by using

the wrong hedging model.

In the following, we concentrate on the CPPI approach. It is worth mentioning that
even without an utility based justification, the CPPI is an important strategy in prac-
tice.> We fix the notation and review the basic form and properties of continuous-time
CPPI strategies. Recall that the basic idea of the CPPI approach is to invest the amount

20r buying X call options with strike % and a riskless investment of Ge™"7T.
3Besides the importance of CPPI strategies in the context of hedge funds, the CPPI technique has
recently been extended to the credit derivatives market, c.f. Fletcher (2005). ABN Amro created the

first credit CPPI product in April 2004. It is called Rente Booster.
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of portfolio value which is above the present value of the guarantee in the risky asset S.
Normally, the symbol F is used to denote the floor. The floor is defined by F := e "T=9(@

and thus denotes the present value of the guarantee GG. This is equivalent to

dFt = Ftr dt with FO = B_TTG.

The surplus is called cushion and denoted by C, i.e. C; := V, — F,. If the cushion is
monitored in continuous time, it is even possible to invest a multiple of the cushion in the
risky asset. Let m denote the multiplier, then the fraction « of a CPPI strategy is given
by*

mC,

ap = .

Vi

Notice that there are various modifications of the CPPI, some of which will be considered
in chapters 2 and 3. For this reason, we call a continuous-time CPPI strategy which
satisfies the above form simple. Notice that a simple CPPI strategy is given in terms
of the guarantee G and the multiplier m > 1. In addition to the protection feature,
this ensures that the value of the CPPI strategy is convex in the asset price’, at least
in a continuous-time setup with continuous asset paths. Throughout this chapter, the
guarantee is given exogenously, i.e. it is the minimal value of wealth which is needed
at T'. We review some basic properties of the continuous-time CPPI technique. First,
consider the cushion process (Cf”") ., We use the notation C°"* for the cushion
process in continuous time and likewise V"™ for the value process in continuous time
in order to distinguish from several discrete-time cushion and value processes yet to be

introduced.

Lemma 1.1.1
If the asset price dynamic is lognormal, i.e. if it satisfies equation (1.1), the cushion

process (C’font)ogtST of a simple CPPI is lognormal, too. In particular, it holds

dCe™ = O™ ((r +m(p — r) dt + om dW;) .

4For simplicity, we abstract from borrowing constraints in this chapter. Borrowing constraints are

min{m(Ve —Fy),pVe} (ooey)

discussed in chapter 2. In the current framework, they could be modelled by a; = v,

p > 0.
®Note that this property ensures that the CPPI is also a portfolio insurance strategy with respect to
the definition of Leland (1980) and Brennan and Schwartz (1989).



12 CHAPTER 1. THE DISCRETE CPPI WITH FIXED TRADING DATES

PROOF: Notice that Cf" = Veort — Fy implies

dctcont = (Wcont o Ft)

mCee™ dSs, mCe"\ dB, dB,
— ‘rcont t 1 — t _F
! < Vieont S, < Vot ) By " B,

= Ccpm (m@ —(m—1)r dt) :
St

The rest of the proof follows with equation (1.1). O

Proposition 1.1.2
The t—value of the a simple CPPI with parameter m and G is

Vo — Ge™'T 1 ’
0

PROOF: Notice that the assertion can also be rewritten as

¢ 1 i
‘/;fcont:ﬂ_i_s_iexp{(r_m(r—ng) _mQ%) t}SZn
0

The proof of this equation is well-known, c.f. for example Bertrand and Prigent (2002a).
Together with
Sy = Soe(“_%UQ)t+0Wt

it follows that
thont _ Coe(r+m(u—r)—%m202)t+ath (13)

which matches the result of lemma 1.1.1. O

Proposition 1.1.2 illustrates the basic property of a simple CPPI. The t-value of the
strategy consists of the present value of the guarantee G, i.e. the floor at ¢, and a non-
negative part which is proportional to (g—(t))m Thus, the value process of a simple CPPI
strategy is path independent.® The payoff above the guarantee is linear for m = 1 and it
is strictly convex for m > 1. In financial terms, the payoff of a CPPI strategy with m > 1
can be interpreted as a power claim. The portfolio protection is efficient with probability
one, i.e. the terminal value of the strategy is higher than the guarantee with probability
one. Notice that the lognormality of the asset price process implies the lognormality of
the cushion process. Therefore, it is immediately clear that the strategy does not fall
below the floor in all scenarios where the asset price dynamic is lognormal. Clearly, the

assumption of lognormality is not necessary. In general, the CPPI in continuous time

SNotice that this is not true if one deviates from the concept of a simple CPPI.
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Expectation and Standard Deviation of a simple CPPI
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Figure 1.1: Expected terminal value of a simple
CPPI with V5 = 1000, G = 800, T' = 1 and varying
m for 0 = 0.1, p = 0.1 and r = 0.05.
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Figure 1.2: Standard deviation of the terminal
value of a simple CPPI with V5 = 1000, G = 800,
T = 1 and varying o for p = 0.1, » = 0.05 and

m =2 (m =4, m = 8 respectively).

will satisfy the portfolio insurance condition whenever the sample-paths of the underlying

risky asset are assumed to be continuous.

The expected value and the variance of a simple CPPI are easily calculated as follows.

Lemma 1.1.3

E [V;cont}
Var [V;cont} —

PRrOOF: With proposition 1.1.2 it follows

Bl (Ve = F)] =

Var [In (Ve — F)] =

Fo4+ (Vo — Ge ™) exp{(r + m(u—r))t}
(Vo — Ge_TT)2 exp{2(r+m(p—r))t} (exp{m?c’t} —1).

1
2

InCy + (7" +m(p—r)— —m202> t

o’m?t

while it is well-known that for X ~ N (ux,ox) we have

E [¢X] = erxtaok,

Var [eX} = 2MX 7% (e"i - 1) )

It is worth mentioning that the expected terminal value of a simple CPPI strategy is in-
dependent of the volatility . In contrast, the standard deviation increases exponentially

in the volatility of the asset S, c.f. figures 1.1 and 1.2. Intuitively, this property explains
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that the effectiveness of a CPPI strategy with respect to various sources of market in-
completeness does not only depend on the asset price drift but even more importantly on
the volatility of the underlying asset. In particular, this is the case for large values of the

multiplier.

1.2 Trading restrictions

We assume now that trading is restricted to a discrete set of dates and define a discrete-
time version of the simple CPPI strategy satisfying the following three conditions. Firstly,
the value process of the discrete-time version converges in distribution to the value process
of the simple continuous-time CPPI strategy. Secondly, the discrete-time version is a self-
financing strategy. This means, that after the initial investment 1V = x, there is no in-
or outflow of funds. Thirdly, the strategy does not allow for a negative asset exposure.
Notice that the first condition implies that the cushion process of the discrete-time version
converges to a lognormal process in distribution. However, the cushion process with
respect to a discrete-time set of trading dates may also be negative. Therefore, to avoid
a negative asset exposure, this must be captured by the definition of the discrete—time

Version.
Let 7™ denote a sequence of equidistant refinements of the interval [0, 77, i.e.
T ={tr=0<t1 < - <ty <t,=T},

where 11 — tp = % for k = 0,---,n — 1. The restriction that trading is only possible
immediately after ¢, € 7™ implies that the number of shares held in the risky asset is
constant on the intervals |¢;,¢;11] for i = 0,...,n — 1. However, the fractions of wealth
which are invested in the assets change as asset prices fluctuate. Thus, it is necessary
to consider the number of shares held in the risky asset 7 and the number of bonds 3,
i.e. the tupel ¢ = (1, 3). With respect to the continuous-time simple CPPI strategies, it
holds

at‘/;cont mcvtcont
77t = =
Sy Sy 7
cont cont cont
g _ (Q=a)Ver Ve —md

By By

The following argumentation illustrates that a time-discretized strategy ¢?" which is
defined by
¢t "= ¢tk for t G]tk,tk+1], k=0,....n—1
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is in general not self-financing. The value process V7" := V(¢; 7") which is associated

with the discrete-time version of ¢, i.e. with ¢7", is defined by V" := V} and

Vile; T") = n, S+ By By for t €]ty tisa]
= V%((ﬁ) - (77t - ntk)st - (515 - 5tk)Bt for t G]tk,tk+1]7

where

Vi(@) = n:S; + B¢ By

If ¢ is self-financing, this is not necessarily true for ¢7". Notice that ¢7" is self-financing
iff

ntkStk+1 + ﬂthtIH-l = nfk+1Stk+1 -+ ﬁtIH—IBtk-H fOl" all I{Z = O, Lo, = 1
= Vi (0:T") = V,,.(¢) forallk=0,...,n—1

Obviously, this is only true in the limit, i.e. for n — oo. It is worth mentioning that it
is not even clear whether the above time-discretized version is mean-self-financing with
respect to the real world measure, c.f. for example Mahayni (2003). In order to specify a
meaningful discrete-time version of a simple CPPI strategy, it is necessary to admit only
self-financing strategies. This is equal to the condition that

n ]- n n
7= g = al"s)  fort €t -4

which is reflected in the following definition.

Definition 1.2.1 (Discrete-time CPPI)
A strategy ¢7" = (07", BT") where fort €]ty ty1] and k=0,...,n—1

. m(V,I" — F,
St,
n 1 n n
or" = (VT =Sy
k

is called simple discrete-time CPPI.

Recall that constant proportion portfolio insurance means that the fraction of wealth «
which is invested in the risky asset is given proportionally to the difference of the portfolio
value and the floor, i.e. the cushion. Note that this basic trading rule of the CPPI is
immanent in definition 1.2.1. In addition, we do not allow for short positions in the risky
asset, i.e. the asset exposure is bounded below by zero. This is achieved by considering

the positive part of the cushion in definition 1.2.1. Also, the self-financing condition from
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equation 1.4 is reflected. In order to distinguish from the discretization with triggered
trading dates, which is introduced in chapter 2, from now on we will denote the value
process and the cushion process of a simple discrete-time CPPI with respect to a fized set
of trading dates as defined in definition 1.2.1 with V% and C¥?, respectively. The cushion
process Cf7 is defined by C/" := V/* — F,.

Proposition 1.2.2 (Discrete—time cushion process)
Let t, :== min {tk € T”\ng < 0} denote the first trading date at which the portfolio value
process of the simple discrete-time CPPI is not strictly above the floor. Further sett, = oo

if the minimum is not attained. Then it holds

. ' min{s,k+1} St -
Ot]:H _ CoeT(tk+1—mln{ts,tk+l}) H (mst — —(m — 1)@7";) .
i=1 ot

PROOF: Notice that

. mC . mCy’ B
Vfl — Uk 0%s Vf”b _ iy ols k+1
tei1 max { Stk ) } teq1 + < tg max { Stk ) 123 Btk

B ; S B ;
B ot + Off (m2g — (m = )52} for Cff > 0

fi By fi
‘/;k B—tk for Ctk S 0.

Btk+1
B,

Together with Fj, = Fy, ., it follows

Ct’;i (mM —(m — 1)er%> for th: >0

., = N, |
e Ct]:er% for C’t]: <0,
for all k=0,...,n — 1, from which the assertion becomes apparent. a

Notice that the value process V/? converges in distribution to the value process Ve if
the trading restrictions vanish, i.e. if n — oo. The proof of the convergence statement is
based on the convergence of the corresponding expectation and variance. Therefore, it is

postponed to section 1.5 where the moments are known.

1.3 Risk Measures of Discrete—Time CPPI

Recall that the basic idea of a CPPI strategy is portfolio protection. Heuristically, the

usage of these strategies is explained by an investor who wants to participate in bullish
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markets but does not want the terminal value of the strategy to end up below a guar-
anteed amount GG. Thus, the investor is completely risk averse for values below the floor
(or guarantee). As motivated in the previous sections, as soon as a source of market
incompleteness is considered, i.e. a restriction on the set of trading dates, the concept of
a perfect portfolio protection is impeded, in particular for dynamic strategies. With the
exception of static portfolio insurance strategies, there is a positive probability that the
terminal value is below the guaranteed amount. In particular, this is true for CPPI and
OBPI strategies which include a synthetic put. The use of such constrained strategies
or strategies which include a gap risk can be explained as follows. On the one hand,
one might think of an investor who accepts, because of market incompleteness, a strategy
which gives the guaranteed amount with a certain success probability. On the other hand,
one might think of retail products which are based on the CPPI method and are thus also
hedged by a CPPI strategy. Normally, the buyer of such a product gets the guaranteed
amount even in the case that the strategy fails to provide it. Here, the issuer takes the gap
risk and considers this in his product pricing. In both cases, the risk profile of the CPPI is
of great interest. It is necessary to compute risk measures which allow a characterization

if the constrained CPPI is still effective in terms of portfolio insurance.

In the following, we take the view of an investor who uses the CPPI as a savings plan with
portfolio protection. A CPPI strategy contradicts the original idea of the portfolio insur-
ance if it results in a very high gap risk, i.e. if the shortfall probability and the expected
shortfall are prohibitively high. The investor has to decide whether this additional risk is
not too high in terms of a portfolio insurance. In addition to the expected final value and
its standard deviation, we consider the shortfall probability and the expected shortfall
given default as the risk measures which determine the effectiveness of the discrete—time
CPPI strategy.” The shortfall probability is the probability that the final value of the
discrete-time CPPI strategy is less or equal to the guaranteed amount G. Intuitively,
one can also define a local shortfall probability (given that no prior shortfall happened
before). Additionally, we use the expected shortfall given default to describe the amount

which is lost if a shortfall occurs.

"Notice that the shortfall probability is not a coherent risk measure, i.e. it is not sub-additive. In
contrast, the expected shortfall given default is a coherent risk measure. We remain within the class of
stylized strategies, i.e. the CPPI strategies. Thus, it is in fact not a problem even if the effectiveness of
the strategies is analyzed by using a risk measure which is not sub—additive. For details on coherent risk

measures we refer to the work of Artzner, Delbaen, Eber, and Heath (1999).
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Definition 1.3.1 (Risk measures)

pSF.— p (ijl < G> =P (ijz < FT> shortfall probability

Pffil = P (V;ffrl < FtM]thi > Fti> local shortfall probability
ES = E [G — iji\iji < G} expected shortfall given default.

It turns out that, in contrast to a discrete-time option based strategy with a synthetic
put, the calculation of the shortfall probability implied by a CPPI strategy is very simple.
This is easily explained if one observes that the shortfall event is equivalent to the event
that the stopping time which is defined in proposition 1.2.2 is prior to the terminal date.

It is convenient to consider the following lemma.

Lemma 1.3.2
Let Ay, = {Sft’“ > mT_leT%} fork=1,...,n, then it holds
k—1

i i—1
te >t} = A:and {t; =1t} = AN Al for i=1,...,n.
J 1 J
i=1

j=1
PROOF: According to the proof of proposition 1.2.2 it holds

C't]: (mSt#Z1 — (m — 1)er%> for C’,fflf >0

cf
C’t]:er% for C’t{f <0.

tet1

The rest of the proof follows immediately with the definition of the stopping time ¢, and

S, S, -1
Pl (= 1)eln > 0 = s M ek,
Stk Stk m
O
Lemma 1.3.3
The local shortfall probability is independent of t; and t;y1, i.e.
PHE, = PHT = N (=dy) (1.5)
In -2+ (p—r)t —L152L
where dy = e P ) - (1.6)
o\~
PRrROOF: Notice that in view of lemma 1.3.2
Ptlﬁil = P (‘/;ﬁl < Ft¢+1|v;5{i > Ez) - P<t5 - ti+1|t5 > ti) =P (Alc) )

where the last equality follows from the assumption that the asset price increments are
independent and identically distributed (iid). O
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Shortfall probability
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Figure 1.3: Shortfall probability dependent on  Figure 1.4: Shortfall probability dependent on

the number of rehedges. The parameters are Vy = the number of rehedges. The parameters are V; =
1000, G = 1000, m = 12 (15 and 18 respectively), 1000, G = 1000, m = 12 (15 and 18 respectively),
1 =0.085, r =0.05 and ¢ = 0.1. 1 =0.085, r =0.05 and 0 = 0.3.

Proposition 1.3.4
The shortfall probability P5F is given in terms of the local shortfall probability P5F, i.e.

PSF: 1 — (1 o PLSF>7L‘

PROOF: The above lemma is a direct consequence of lemmas 1.3.2, 1.3.3 and the inde-

pendence of asset price increments, i.e.

P =1-Plt,=00) = 1—(1-P"")".

It will be shown later, c.f. lemma 1.5.2, that the shortfall probability converges to zero
as continuous-time trading is approached, i.e. lim PSF = 0. At first glance, it might be
tempting to think that the shortfall probability T; riloonotonically decreasing in the hedging
frequency, i.e. the number of rehedges n. In general, this is only true after a sufficiently
large n is reached. The effect that the shortfall probability is increasing for small n is more
pronounced for high volatilities and high multipliers, c.f. figure 1.3 and figure 1.4.8 Let
n* denote the number of rehedges such that the shortfall probability is increasing in n for
n < n* and decreasing for n > n*. The critical level n* is to be interpreted as a minimal

number of rehedges which is necessary such that the CPPI method is effective for m > 1

81t is straightforward to show that the shortfall probability is monotonically increasing in m and o.
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in discrete time. Consider for example a guaranteed amount G given by G = eTTmT_lVO
such that oy = 1, i.e. the initial exposure in the risky asset coincides with the initial
portfolio value. If in addition n is chosen to be one, i.e. there is no rehedge until 7', the
discrete-time CPPI strategy coincides with a pure asset investment. Obviously, the CPPI
method can not be effective for n = 1, i.e. a pure asset investment is not in the spirit
of the CPPI method. Thus, it is intuitively clear that a minimal number of rehedges
becomes necessary such that the CPPI method applies if trading is restricted to discrete
time. The critical level n* and its implications are further discussed in section 1.4 where

the effectiveness of the discrete-time CPPI method is studied in detail.

If a shortfall is possible, one should also consider the amount of the shortfall or a risk
measure which describes the amount of the shortfall. One possibility is given by the
expected shortfall £.S which is introduced in definition 1.3.1. It turns out that in order
to determine the expected shortfall, it is convenient to decompose the expected terminal
payoff into two parts. One part is given by the expected terminal value if a shortfall
occurs and the other by the expectation on the set where the terminal value is above the

guarantee.

Proposition 1.3.5 (Expected terminal value)

It holds
fi —rT n e'rT B EIL
E[VT} = G+ (Vp—Ge ™) |Er + B,
e'n — E1
where By = melaN (dy) — er%(m— DN (dz)
E, = me“%./\/'(—dl) — er%(m — DN (—ds),
dy is the same as in lemma 1.8.8 and dy = dy + 0\/%.
PRrROOF: First notice that
E [szz} =L [VTﬁ 1{1:5:00}} +E [szi 1{1:59:”}] (1.7)

where the first expectation on the right hand side can be written as

Fr ] 14, i 11 1Ai]
=1 =1

= G(1-PF+E|Cf ﬁui] (1.8)

i=1

BV ] = B +E

with the help of lemma 1.3.2.
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We now show that

=Cy (B, Vi=1,...,n. (1.9)

E|C] H1A

The following calculations are based on proposition 1.2.2, lemma 1.3.2 and the assumption

that the asset price increments are independent and identically distributed (iid).

' i i S . .
E|Cl H1Aj] = C\E H(msi—(m—we%) 1Aj]
i=1 ti-1

j=1 i-

- [ --ae) ]

j—1

)

Notice that the last expectation matches the definition of Ey, i.e. it holds

m T
E, = —e'n"FE
1 506

+
e M (5t1 - mﬂ: 15067"2) ] = me v N (dy) — e (m — DN (ds)

such that equation (1.9) is proven.

For the second expectation on the righthand side of equation (1.7), observe that

i=1
We now show that

E [iji 1{%:%}] =G PYSY(1 — PSPy T O BB Vi=1,...,n (1.11)

From lemma 1.3.2 we know

BV lgmy| = B

i—1
Ul 7 L P Ly s
' i—1
V;{Z 1Azc H lAj] .
j=1
Notice from proposition 1.2.2 that if there is no shortfall until ¢;_;, it holds

cl' = ¢l ( Sfti —(m—l)erz>
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such that

E |:sz1 1{ts:ti}i|

= G E [1{155:151}} + E [C{ﬂil{tszti}]

i—1 i—1
r(T—t; i Sz rZ
=G E |10 lelAj LTt Ct{,l (mSt;_l — (m—1)e n> Lye ElAj] )

With equation (1.9) and the assumption that the asset price increments are iid, it follows
B [ijz 1{t5:ti}] — (O pWSF (1 _ PLSF)i—l

- S
e THCETE [(m% —(m — 1)@’”%) 1A?}

0
where it is straightforward to check that the expectation satisfies the definition of FEs.
This proves equation (1.11). Now a combination of equations (1.10) and (1.11) yields

n

E Vi lay| = D0 (G P (1= PSTY 4 e TG BB

i=1
rT En
= G PS4+ CyE ] (1.12)
e'n — E1
such that together with equations (1.7), (1.8) and (1.9) the proposition is proven. O
The calculation of the expected shortfall ES is now straightforward.’
Corollary 1.3.6 (Expected Shortfall)
The expected shortfall ES which is defined as in definition 1.3.1 is given by
CoBy 2t
PROOF: According to the definition, it holds
A
BS = E|G- Vit <oo| = G- ——5——
The proof is completed by inserting equation (1.12). O

9The same is true for the price of the associated gap risk, i.e. the price of an option where the payoff
at T is given by (G — qui)Jr. Notice that by standard financial theory, the tg—price is given by the
expected value of the discounted payoff under the martingale measure. However, the risk measures which

are considered here must be given with respect to the real world measure.



1.3. RISK MEASURES OF DISCRETE-TIME CPPI 23

Proposition 1.3.7 (Variance of final value)
With dy and dy as defined above, it holds

fi —rT\2 | o €2TT B E? fi 2
Var [V = (Vo= Ge ™) | B + B | = (BIVf] - 6)
e n — El
where
Ey = m2eP TN (ds) — 2m(m — 1) w N (dy) + (m — 1)%e* 7N (dy)
Ey = m2e@HEN (—d3) — 2m(m — D)eW I uN (=dy) + (m — 1)%¥ 7 N (—ds)
and T, 3 2T
g In 78+ (p=r)y +5075
o\~
PROOF: Notice that
. . N2 . 2
var [v1] = var [cf] = |(cF)'| - (8 [12] - ) (1.13)

where

E [(cgﬁﬂ —E {(cﬁf 1{,55:00}] + 2: E {(0{2")2 1{@:@-}} | (1.14)

Analogously to the proof of proposition 1.3.5 it is straightforward to show for all i =

i 2 i :
(Cﬁ)Q 1t | =c2 <E (mi_to ~(m— 1)er%> 14) = (2 (El) (1.15)
j=1

which gives an expression for the first term on the right hand side of equation (1.14). For

1,....n

E

the second term on the right hand side of equation (1.14) note first that
BIC e = T E (€] L]

where

i—1

=1

i\ S, )2 i—1
= FE (CtH) (mﬁ—(m—l)e n) 1A?£[11Aj
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Sensitivity of risk measures

Risk measures || Strategy parameter | Model parameter
G m 1 o

Mean l T T T

Stdv. 1 T T T

P - 1 l 1

ESF | T T T

Table 1.1: Sensitivity analysis of risk measures. We use the symbol 1 for monotonically increasing and

| for monotonically decreasing.

with the help of equation (1.15). Therefore the sum in equation (1.14) is given by

2rT En
1

- i =N 2(Tty) i i
ZE [(C{“ )21{ts:ti}:| - CgEZZBQ e tl)El b= CSEQﬁ
i=1 i=1 e

which combined with equations (1.13), (1.14), and (1.15) yields the assertion in the propo-

sition. 0

Before we study the effectiveness of the time-discretized CPPI in detail, we briefly perform
a sensitivity analysis of the risk measures. In order to avoid a lengthy discussion of all
possible sensitivities, we summarize the main results in table 1.1. The corresponding
proofs are straightforward. Notice that the shortfall probability is independent of G, c.f.
proposition 1.3.4. Partial differentiation immediately yields that the shortfall probability
is increasing in ¢ and m but decreasing in u. In contrast, the sensitivity analysis of the
other risk measures is tedious. For example, the monotonicity of the expected terminal
value, i.e. E[VJ'], in o is shown at the end of the section in lemma 1.3.8. Likewise, similar
arguments to the ones presented here can be used to show that the expected terminal
payoff is also increasing in p and m. Monotonicity in G and V{ is immanent. With respect
to the standard deviation, it is intuitively clear that the volatility o has a positive effect
on the standard deviation, so does m. It is worth mentioning that both the shortfall
probability and the expected shortfall are increasing in m and o. This implies that a
discrete-time CPPI is not effective in discrete time if either the standard deviation is too

large in comparison to the multiplier or vice versa.

We end the section by proving the sensitivity of the expected terminal value with respect

to the volatility.
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Lemma 1.3.8

The expected terminal value of the simple discrete CPPI is increasing in the volatility o,

i.€. '
OE [vjf’]

>0
o

PrOOF: With proposition 1.3.5 and the definition of Fjy it follows that

fi T T BTT — E{L
EVi' = Ve + (Vo — Fo)m (e("_r)? — 1) _
1-— Ele_’”?
It is straightforward to show that E; > ™. For > r, the expected terminal value of
the discrete CPPI strategy is always larger than the investment in the riskless asset. This

is quite intuitive. Now, consider the derivative with respect to o, i.e.

n— —rL n r N
o BV —n B8 (1 Bren ) - (Bp - o) G

5, = mW-F) (6(“_T)% - 1)

1
0 o
2
(1 — Ele_’"%>

O FE;
do

is omitted here. In particular, analogous calculations as for the determination of the vega

For > r, the leading factors are positive. Besides, we have > 0, the proof of which

of a call-option price in a Black/Scholes-type model are needed. Finally, it is to show
that

Sl

—n By (1= B F) = (B = ¢ T) e F 20,

An application of Bernoulli’s inequality gives

nEy 7 (B = 1) — e (B - eT)

e — B\
=e"n (nE?_l (E1 - er%) — BV + EY (1 + 71> >
Ey
T
T‘;_E
ZG_T% (TLE?_I (El_e'r%) —EIL‘FE? (1"‘”%)) =0.
1

Notice that due to F; > e’”%, the above inequality is also strict. O

1.4 Effectiveness of the discrete-time CPPI method

As shown above, the effectiveness of the discrete-time CPPI method depends on the
strategy parameters, i.e. the multiplier m, the number of rehedges n and the guarantee

G, as well as the model parameters  and ¢. The most important influences are caused by
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the multiplier m and the volatility o. Therefore, all examples are considered for varying
multipliers and volatilities. If not mentioned otherwise, we consider a model scenario
where p = 0.085, 0 = 0.1 (0.2 or 0.3, respectively) and r» = 0.05. The maturity time of
the CPPI strategy is equal to one year (1" = 1), the initial investment coincides with the
guarantee, i.e. Vy = G = 1000. Thus, the goal of the strategies under consideration is to
ensure 100% of the initial capital. This is in accordance to guaranteed fund management.!°
For the multiplier m we consider the values 12, 15 and 18. Here, the initial asset exposure
m (Vo — e"'G) is 585.247 for m = 12, 731.559 for m = 15 and 877.870 for m = 18 such
that the relative initial asset investment varies between 0.585 and 0.88. A high multiplier
is convenient in order to emphasize all effects and to highlight the effect of a small change

in volatility.

First, we consider the question whether the discrete-time CPPI method gives a good
approximation of the continuous-time CPPI for a finite number of rehedges n. Recall
that the value process of the discrete-time CPPI converges to the value process of the
continuous—time CPPI in distribution, c.f. proposition 1.5.1. Since the cushion process
of the continuous—time CPPI is lognormal, the payoff distribution of the continuous—time
CPPI is described by its mean and its standard deviation. These numbers are summarized
in table 1.2. In addition, table 1.2 summarizes the moments and risk measures for various

numbers of rehedges n.

Now consider the shortfall probability. Observe, that in the case where o = 0.1, a monthly
CPPI-strategy (n = 12) with a multiplier m = 12 implies a shortfall probability of only
0.01. In contrast, a volatility of ¢ = 0.2 gives a shortfall probability of more than 0.5.
Thus, the monthly CPPI strategy ensures a significant protection level for ¢ = 0.1 while
the concept of portfolio insurance is already impeded for ¢ = 0.2. Here (for 0 = 0.2),
even a weekly rehedging, i.e. n = 48 is not enough to achieve a shortfall probability of less
than 0.05. This illustrates that the effectiveness of the discrete—time CPPI method is very
sensitive to the volatility of the asset price process. Besides, the higher the multiplier,
the more pronounced the effect is. For example, notice that the shortfall probability for
a CPPIl-strategy with n = 24 and m = 18 is 0.049 for ¢ = 0.1 but 0.86 for o = 0.2.

Recall that the shortfall probability is not necessarily monotonically decreasing in the

number of rehedges. A very large shortfall probability implies that the number of rehedges

10Tt is worth mentioning that the probability that the CPPI portfolio value is higher than the OBPI
value increases in the percentage of the insured initial investment, c.f. Bertrand and Prigent (2003).
Recall that VJQBPI = G+ [St — G|T. Thus, the above effect is intuitively explained by observing that the

probability of exercising the embedded call option is decreasing in the strike.
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n|m Mean Stdv. SFP ESF

12 | 12 | 1077.53 (1080.23) | 125.04 (703.03) | 0.0115 (0.5430) | 5.463 (25.933)
24 | 12 | 1077.77 (1078.60) | 132.01 (948.79) 0.0002 (0.3195) | 2.981 (12.296)
48 | 12 | 1077.90 (1077.98) | 135.88 (1133.36) | 0.0000 (0.0580) 1.574 (5.802)
96 | 12 | 1077.97 (1077.97) | 137.92 (1249.06) | 0.0000 (0.0009) 0.000 (3.037)
oo | 12 | 1078.03 (1078.03) | 140.04 (1387.90)

n|m Mean Stdv. SFP ESF

12 | 15 | 1085.94 (1074.28) | 206.30 (1874.59) | 0.0767 (0.7592) 8.901 (57.01)
24 | 15 | 1086.22 (1090.92) | 226.81 (3361.17) | 0.0069 (0.6610) 4.836 (27.86)
48 | 15 | 1086.44 (1087.43) | 238.86 (4936.18) | 0.0000 (0.3258) 2.597 (11.03)
96 | 15 | 1086.56 (1086.60) | 245.46 (6130.89) | 0.0000 (0.0333) 1.364 (5.02)
oo | 15 | 1086.67 (1086.67) | 252.51 (7801.45)

n|m Mean Stdv. SFP ESF

12 | 18 | 1095.70 (1120.63) | 339.07 (4924.65) | 0.2094 (0.8691) | 13.911 (118.32)
24 | 18 | 1095.65 (1111.58) | 396.37 (12759.40) | 0.0494 (0.8593) | 7.296 (64.66)
48 | 18 | 1095.90 (1101.08) | 432.75 (25691.30) | 0.0015 (0.6767) 3.908 (23.70)
96 | 18 | 1096.08 (1096.68) | 453.66 (39053.60) | 0.0000 (0.2131) 2.067 (8.30)
oo | 18 | 1096.27 (1096.27) | 476.83 (62763.30)

Table 1.2: The time horizon is T = 1 year and the guarantee G is equal to the initial investment

Vo = 1000. The model parameters are given by p = 0.085, r = 0.05 and 0 = 0.1 (0 = 0.2 respectively).

The case n = oo represents the continuous-time CPPIL.

is still too low to achieve an effective portfolio protection. For example, one might think

of the extreme case that n = 1, i.e. the case where the portfolio is held constantly on

the trading period [0,7]. Obviously, a portfolio protection can only be achieved if only

the surplus is invested in the risky asset. One can argue that the CPPI method is not

effective if the number of rehedges n is still in a region where the shortfall probability is

increasing in n. Thus, it is convenient to determine the minimal number n* such that

an increase in the number of portfolio rebalancing dates is able to reduce the shortfall

probability. For different combinations of ¢ and m, the critical number n* is illustrated

in table 1.3.1! However, n* can only be used as a number which is at least necessary to

achieve an effective portfolio insurance.

HCompare also the remarks in the last section referring to figure 1.3 and figure 1.4.
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Minimal number of rehedges

* * *

m o n|lm o n|lm o n
1201 20015 01 3.08]18 0.1 440
1202 7.00|15 0.2 11.09 |18 0.2 16.11
1203 1535 |15 0.3 2444118 0.3 35.64

Table 1.3: Minimal number n* of rehedges such that the shortfall probability is decreasing in n.

One solution to ensure the effectiveness of the discrete-time CPPI method is given by the
possibility to determine the contract parameters such that the probability of falling below
the guarantee is bounded from above by a confidence level ~, for example v = 0.99 (or
v = 0.95). This can be explained by an investor who is aware of market incompleteness
and accepts a small shortfall probability with respect to the guarantee. Again, we consider
the same model scenario where T' = 1, ;. = 0.085, r = 0.05, Vy = G' = 1000 and distinguish
between ¢ = 0.1 and ¢ = 0.2. For illustration, we determine (n, m)-tupels which give a
shortfall probability of 0.01 and 0.05. The resulting values as well as the corresponding
other risk measures are given in table 1.4. For example, observe that in the case of
o = 0.1, the CPPI method with monthly rehedging and a multiplier of 11.84 ensures
that the capital is maintained with a probability of 0.99. At the same time the expected
payoff and the variance of the payoff are similar in magnitude to the ones obtained by
a direct investment in S, i.e. for the expectation compare 1077 to 1088 and for the
standard deviation compare 121.75 to 109.14.'2 Therefore, in the case where ¢ = 0.1,

even a monthly rehedging is enough to give a high success probability if the multiplier

12A direct investment of Vj in the asset S gives for o = 0.1 (o = 0.2 respectively)

} = Voe'T =1088.72 (1088.72)

} = Vo e@uta )T — 2T = 109.144 (219.939)

0.212 (0.373).

N
A~
=
SRS
IN
Q
~
I
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Risk profile for discrete-time CPPI strategies with a shortfall probability of

0.01 (0.05).

oc=20.1
n m Mean Stdv. ES
12 | 11.843 (14.124) || 1077.118 (1083.377) | 121.752 (178.420) | 5.313 (7.770)
24 | 15.446 (18.024) || 1087.558 (1095.730) | 246.087 (398.225) | 5.157 (7.319)
36 | 18.146 (20.956) || 1096.273 (1106.154) | 432.362 (774.426) | 5.149 (7.217)
48 | 20.386 (23.389) || 1104.150 (1115.646) | 717.129 (1419.070) | 5.186 (7.219)
60 | 22.336 (25.507) || 1111.528 (1124.588) | 1152.310 (2511.390) | 5.243 (7.267)

oc=20.2
n m Mean Stdv. ES
12 | 6.065 (7.152) || 1063.302 (1065.747) | 107.138 (150.350) | 4.478 (6.432)
24 | 7.879 (9.128) | 1067.464 (1070.485) | 204.334 (316.650) | 4.275 (5.931)
36 | 9.234 (10.605) | 1070.748 (1074.241) | 345.136 (591.266) | 4.190 (5.720)
48 | 10.358 (11.829) || 1073.591 (1077.500) | 554.966 (1048.690) | 4.145 (5.605)
60 | 11.335 (12.893) || 1076.156 (1080.449) | 868.650 (1804.760) | 4.121 (5.535)

Table 1.4: For a given discretization in terms of n, the multiplier is determined such that the implied
shortfall probability is 0.01 (0.05 respectively).

is chosen appropriately.'®> However, in case of a volatility scenario where o = 0.2, the

multiplier is to be chosen much more conservatively. Finally, it is worth mentioning that

it is sufficient to control the shortfall probability if one also wants to control the expected

shortfall which is unarguably a more convincing risk measure. In the above example,

keeping the shortfall probability on a 0.01 level is approximately the same as keeping the

expected shortfall at a level of 5.2.

13 Again, it is worth mentioning that although a multiplier of approximately 12 seems to be fairly large,

it is to be interpreted in combination with the low volatility. In particular, a multiplier of m = 11.843

implies that for a guarantee G = V{j = 1000 the initial amount invested in S is given by

aVy =m(Vy — Fy) = 11.843(1000 — ¢~ °°1000) = 577.59.
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1.5 Convergence

Based on the results of section 1.3, the purpose of this section is to show that the simple
discrete CPPI converges to the simple continuous CPPI as the trading restrictions vanish.

In particular, the following proposition will be shown.

Proposition 1.5.1 (Convergence)
Forn — o0, the value process VI converges to the value process V't in distribution, i.e.
VI L yeort [y particular, it holds

lim £ [ij’] = G+ (Vo—Ge™exp{(r+m(pu—r))T}

n—oo

lim Var [szf’] = (Vo— Ge_TT)QeXp {2(r+m(p—r))T} (exp{m?*c?T} —1).

n—oo

First, we consider the convergence of the shortfall probability, the expected terminal value

and the variance of the terminal value.

Lemma 1.5.2

The shortfall probability converges to zero if the trading restrictions vanish, i.e.

lim P =0

n—~oo

PROOF: Let f € C'(R) such that lim f(z) = 1. With

r— 00

lim (f(z))* = lim (1 + M)x _ i a7

r—00 T—00 €T

together with an application of L’Hdépital’s rule, i.e.

. . flx) -1 : 20 f
A e - =g T = g e, @)
. . =z lim —ng—ﬁ(as) o1 20 f .
it follows xlirﬁlo(f(x)) = ev—oo if J}erolo —1*%5(x) exists. Thus,
lim P = lim 1— (1 — P =1 — lim NV (dy)"
- 1_ enleOO —nzw —1_ enli}n;o —n%/\f’(dz)%

The rest of the proof follows immediately with the definition of ds, c.f. proposition 1.3.5,
and
lim e"n* =0 forall ke N.

n—oo
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Lemma 1.5.3
The expected value of the discrete—time CPPI converges to the expected value of a simple

CPPI if the trading restrictions vanish, i.e.

lim E [V;fﬂ = G+ (Vo — Ge™™T)elr+mu=r)T
PROOF: According to proposition 1.3.5 it holds

erT _ E{l
1-— Ele_r’
First, we consider the limit of EJ. Using the definition of Fy, c.f. proposition 1.3.5, it is

EVI] = G+ (Vo—Ge ™ E! + (Vo — Ge ' )e " Ey (1.16)

3N

straightforward to show that lim F; = 1. According to the proof of lemma 1.5.2 it holds

lim —n22%1
lim Ef =en—oe — o7
where
oE
—n28—1 = muTe" <N (dy) — (m — 1)rTe" =N (do)
n

— me“Z:nQ./\/’/(dl)% + (m - 1)er3:n2./\/’/(d2)%.

Notice that the last two terms on the right-hand side vanish for n — oco. Besides, with

the definitions of d; and ds, c.f. proposition 1.3.5, it immediately follows

n—oo n—oo

such that

lim (Vo — Ge ™ B} = (V) — Ge™T)emul=(m=1rT"

n—~oo

Thus, it is still to show that the last term of the right hand side of equation (1.16)
converges to zero. Inserting Fsy according to its definition, c.f. proposition 1.3.5, the

relevant term is
m (e(“_”% — 1)

1-— Ele_’”%

(Vo — Ge ™) (e —EM) [ 1+

Notice that lim m <e<ﬂ—r>% - 1) — 0and lim 1—Eje"% = 0. With the rule of L'Hopital

n—oo n—oo

and similar arguments as above it follows

T
m (e(#—r)z _ 1) —m(“_QT)Te(“_T)%
lim - = lim e
n—00 1—FEie ™ n—oo \  EyrTe "n e—r% 0 Fq
n2 on
m(pu—r)T
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Lemma 1.5.4
The variance of the discrete—time CPPI converges to the variance of a simple CPPI if the

trading restrictions vanish, i.e.

lim Var [VZ{Z:| _ (V[) B Ge—rT)QeQ(r+m(u—r))T<6m202T i 1)
PROOF: Recall that according to proposition 1.3.7 it holds
fi T2 7 T2 —2rL 75 €2TT_E{Z fi 2
VCLT[VT ] = (Vb — Ge™" ) E{L + (VE) — Ge™" ) e TE.E'Q—T~ - (E[VT ] - G) .
1-— B_QTE El
Analogously to the proof of lemma 1.5.3, it can be shown that E, le%::zﬁ% "% 0. For
_ - o a0B '
the convergence of E] we use again that lim E} = e ™ on  Notice that
2851 2 (2uto?) L 2 (utr) L
= m’e w(2u+ 0*)TN (d3) — 2m(m — 1)e ™% (u+ r)TN (dy)
dd:
+(m — 122 5 2r TN (d3) — mze(z’““’z)%712/\/"(d3)a—‘5
n
od ad
+2m(m — 1)e<M+T>%n2N'(dl)a—1 — (m — 1)262T%n2/\/'(d2)8—2.
n n

Similar arguments to the ones given in the proofs of lemma 1.5.3 and lemma 1.5.2 imply

. st 2 2\ _ _1)2 _ 2,2
lim E{L — oM (2p+0?)T=2m(m—1)(p+r)T+(m—1)22rT _ e2(r+m(,u r))Tem o T‘

n—0o0

Finally, lemma 1.5.3 immediately gives

lim (E |:ij{| - G)2 _ (Vvo . Ge—TT)QGQ('H-m(#—T))T'

n—0o0o

In order to prove proposition 1.5.1 it is remains to show that, for n — oo, the limiting

distribution of In(V;*) is a normal distribution . Let

n S, r
Cn = Zln (msti — (m — 1)ern> :
i=1

141

J/

::gi,n
In view of lemma 1.5.2, i.e. lim P = 0, it is sufficient to show that the limiting
distribution of (, is a normal distribution. Applying the results for rowwise independent
arrays of Gnedenko and Kolmogorov (1954), c.f. in particular theorem 1 in Ch.5 §26, it

remains to show that

ZP(|§M| >e) =X 0 forall e > 0.
i=1



1.6. CONCLUSION 33

Using the independency, one only needs to show that

n—oo

nP (&1, >€) — 0 for all e > 0.

This proof is straightforward, i.e. it is given by arguments which are similar to the ones

used in the proofs of the above lemmas.

1.6 Conclusion

The introduction of market incompleteness and model risk impedes the concept of dynamic
portfolio insurance, i.e. the technique of constant proportion portfolio insurance. The
introduction of tradings restrictions is one possibility to model a gap risk in the sense
that a CPPI strategy can not be adjusted adequately. Measuring the risk that the value
of a CPPI strategy is less than the floor (or guaranteed amount) is of practical importance
for at least two reasons. On the one hand, CPPI strategies are common in hedge funds
and retail products. Often, a CPPI strategy is pre—specified in the term sheet of hedge
funds. In addition, it is combined with a guarantee for the investor. Thus, an additional
option is written. The option is exercised if the value of the CPPI strategy is below the
floor. On the other hand, CPPI strategies can be used to protect return guarantees which
are embedded in unit-linked life insurance contracts. The terminal date T is interpreted
as the time of retirement and the guarantee is interpreted as the amount which is at least
needed by the insured. The assumption that the insurer wants to back up the guarantee
by a simple and discrete-time investment strategy highlights some advantages in favor of
the CPPI method. Firstly, it is computationally very simple and it can easily be applied in
discrete time. Secondly, the composition of a CPPI strategy is independent of the model
assumption of the investor or insurer who might use a misspecified model. Thirdly, the
riskiness in terms of commonly used risk measures which is induced by trading restrictions
can be given in closed form. In particular, this is also true for the price of an additional

option which is normally included in CPPI-based products.

The analysis of the risk measures of a discrete-time CPPI strategy poses various problems
which are to be considered. Basically, it is necessary to check the associated risk measures
and to determine whether the strategy is still effective in terms of portfolio protection.
For example, the protection feature is violated if the shortfall probability of the CPPI
strategy under consideration exceeds the shortfall probability of a pure asset investment.
Formally, the last one can be interpreted as a static CPPI. Intuitively, this explains the

result that the shortfall probability of a discrete-time CPPI is only decreasing in the
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hedge frequency after a sufficiently high number of rehedges. Below this critical number,
the shortfall probability increases such that additional adjustments of the strategy yield
a shortfall probability which is even higher than the one of a pure asset investment. This
effect is even more pronounced for high asset price volatilities and high multipliers. Thus,
if one restricts the set of admissible strategies to those strategies which satisfy a confidence
level of protection, the choice of the CPPI-multiplier is naturally restricted. A similar

reasoning is applied to other risk measures such as the expected shortfall.



Chapter 2

The Discrete CPPI with Triggered
Trading Dates

In this chapter we are also concerned with the question of how the CPPI can be performed
in discrete time. In the previous chapter a discretization of the CPPI strategy based on
a fixed set of trading dates was presented. The focus was on the discussion of the default
risk that emerged as a consequence of the discretization. Default risk was understood in
the sense that the payoff of the discrete version of the CPPI will not be greater than some
given guarantee with probability one. However, since the CPPI strategy in continuous
time does not incorporate default risk, the pure existence of default risk in the discrete
version has to be viewed as a major drawback. Although as a consequence of convergence
the default risk can be made arbitrarily small by choosing smaller distances between the
trading dates, it is unpleasant that the discrete-time version of the CPPI loses the most
important feature of the continuous-time CPPI, portfolio protection with probability one.
A second drawback is that the default risk between any two trading dates is constant,
independent of the size of the cushion. This makes things even worse, because it is clearly
an unfavorable feature that no matter how far the portfolio is above the guarantee, the
probability of falling below the guarantee from one trading date to the next is always the

salme.

Here we present a different kind of discretization. Instead of taking fixed trading dates, the
portfolio is adjusted at triggered trading dates based on the performance of the portfolio.
By triggered trading dates we mean that trading only takes place whenever the underlying
risky asset or alternatively the cushion process has gained or lost a certain proportion,

for example 10%. Note that triggered trading dates emerge naturally as a consequence

35
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of transaction costs. In the presence of transaction costs the frequency of monitoring
the portfolio and rebalancing the portfolio is usually not identical since the willingness
to rebalance is reduced due to the induced costs. In particular, while the frequency of
monitoring may be very large in order to reduce the gap risk, one would like to only trade
upon relevant changes in the portfolio value, the cushion value or the underlying assets
such as to reduce the costs of rebalancing. This can be achieved with triggered trading

dates.

In this chapter we use a model where the frequency of monitoring is infinite, i.e. continuous
monitoring, but trading takes place in discrete time dependent on changes in the cushion
value or the underlying assets. If trading takes place upon changes in the value of the
cushion, it is quite intuitive, that the cushion process cannot fall below zero because it
can always lose only a predetermined proportion of its previous value from one trading
date to another. Since the cushion is the difference between the portfolio value and the
amount theoretically needed to be rolled over in the riskless asset such as to yield the
guarantee at maturity, the cushion can never become negative if from one trading date to
the next only a fixed proportion of the previous cushion value can be lost. As a result we
get a discrete-time version of the CPPI that keeps the portfolio protection feature with
probability one.

However, this very appealing result comes at a cost. From a formal point of view, it
is clear, that for this strategy to be able to work, we must have a model in which the
underlying assets (the risky asset as well as the riskless asset if stochastic) have continuous
sample paths and we must assume a market that allows for the instantaneous execution
of trading orders. From a practical point of view, this strategy is slightly more difficult to
perform than the strategy with fixed trading dates since it requires continuous monitoring
of the portfolio. The acceptance of continuous monitoring will be the price for the riddance
of default risk.

This strategy was first investigated by Black and Perold (1992). They show that the
payoff of the discrete CPPI with triggered trading dates only depends on the number of
trading dates (which can possibly be arbitrarily large) and the terminal values of the risky
and the riskless asset. In general, this is a very appealing result in itself and they also
show that the inclusion of transaction costs does not change the basic structure of this
result. However, in order to be able to deduce quantitative results like the moments or
the distribution of the terminal payoff from their formula, the joined distribution of the

number of trading dates and the terminal values of the underlying assets would be needed
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which is not known so far.

This chapter consists of three topics. The first topic is the presentation and discussion
of the simple CPPI with a discretization based on triggered trading dates. In partic-
ular, analytical expressions in terms of Laplace transforms for the case of a standard
Black/Scholes type market are provided, such that the only numerics required will be the
inversion of a Laplace transform. Note that with a Monte-Carlo simulation it is very hard
to find reliable results, since the simulation of the portfolio value is equivalent to simu-
lating the m™ moment of the underlying risky asset! and therefore the simulation errors
are hard to control in particular for high values of m. In contrast to this, the Laplace
transform can be calculated very fast and with high precision?. The main results include
the distribution and the moments of the terminal value, the distribution of the number of
trading dates and the distribution of the maximum amount of borrowing required. Also
convergence to the continuous-time strategy is shown as the trading restrictions vanish.
The second topic is dedicated to a structural problem of the simple CPPI, the requirement
of unlimited borrowing. An attempt to limit the borrowing leads to the introduction of a
modification of the CPPI, the capped CPPI. We are able to present analytical expressions
based on Laplace transforms also for the capped CPPI. Finally, the influence of transac-
tion costs on both, the simple and the capped CPPI, is discussed. Note, that we use a
basic Black/Scholes type setup and will make frequent use of the independent and iden-
tical increments property of Brownian motion. The use of the independent and identical
increments property combined with the assumption of continuous sample paths basically
limit our results to a log-normal model. Principally, both assumptions can be relaxed but
analytical expressions do not seem possible any more if they are relaxed. Additionally,
relaxing the continuous sample paths condition will allow for the possibility of default

risk.

Note, that the discretization with triggered trading dates is advantageous from a theo-
retical point of view not only because of the riddance of default risk. It opens the door
for an analytical consideration of various modifications of the CPPI strategy, the first
of which is the capped CPPIL. In the next chapter this discretization will be used as a
vehicle to consider several other modifications. While it already seems very hard to find
an analytical expression for the distribution of the payoff of the simple CPPI if a fixed set

of trading dates is used as in the previous chapter, it is even harder to find any analytical

!See e.g. Bertrand and Prigent (2002a)
2See Abate and Valko (2004) for further information on the numerical inversion of the Laplace trans-

form and an appropriate algorithm. We use their Mathematica-package for our calculations.
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expressions for modifications. The combination of the use of triggered trading dates and

Laplace transforms translates the continuous-time problem into a random-walk problem.

From an applied point of view, the discretization with triggered trading dates can also
be seen as an approximation to the following strategy. Suppose, the CPPI strategy is to
be performed in discrete time with fixed trading dates where the trading dates are very
frequent, for example daily (which is currently quit common) or even several times a day.
As changes made to the portfolio are always subject to transaction costs, it might be
decided not to change the portfolio on every single trading date but only if the changes
to be made are of significant size. This strategy would require a hybrid model between
fixed and triggered trading dates, but the discretization with triggered trading dates will

yield a good approximation.

In particular, the chapter is organized as follows. The basic model and definitions will be
introduced in section 2.1. The focus is on the simple CPPI in section 2.2. The capped
CPPI will be introduced and discussed in section 2.3 and transaction costs are considered
in section 2.4. Finally, in section 2.5, the strategies will be discussed with respect to long

maturity times. A conclusion of the chapter is given in section 2.6.

2.1 Basic Model and Definitions

As in the previous chapter, we assume a Black-Scholes type market with two investment
opportunities, a risky asset and a bond with values S; and B; at time ¢, respectively. The
risky asset is assumed to follow a geometric Brownian motion, i.e. dS; = Si(udt + odW;).
The bond is assumed to be riskless and grows at a constant rate r, i.e. dB; = Byrdt. In the
previous chapter we assumed a given set of fixed trading dates 0 =ty < t; <ty < --- <
tny =T at which trading took place while between two trading dates the strategy was a buy
and hold strategy. Here we do not assume fixed trading dates but we assume an increasing
potentially infinite sequence of random variables 0 = 79 < 73 < 7 < ... at which trading
takes place. However, we also assume here that no changes to the portfolio are made
between the trading dates. In order to distinguish the discretization with triggered trading
dates from the discretization with fixed trading dates we use the notation C{" and V"
for the cushion process and the value process at some time ¢ respectively. As the floor is
identical to the floor in the discretization with fixed trading dates, we keep the notation
F;. Tt is clear, that if the trading rule of the simple CPPI is followed on each trading date

7;, 1.e. invest the amount mCY in the risky asset and the rest, V" —mC?¥", in the riskless
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asset, for t € (13, 7;41] we find

Clr = C’Zer(t_”) <mSte%(t_T) —m+ 1) (2.1)
similarly to proposition 1.2.2 in the previous chapter, since this is just a consequence of the
fact that no changes are made to the portfolio between any two trading dates. However,
while for fixed trading dates there is always the probability of a default, i.e. a nega-
tive cushion, this possibility can be avoided by defining the trading dates appropriately.
Suppose the trading dates are defined by

To(w) =0,

i : —r(t=Tn—1) tlr _ tr : —r(t=Tn—1)ttr _ tr
Tp(w) 1= min {tiﬁf_l e C" = kO, t>lng_1 e C, deTn1} . (2.2)

where k, > 1 and kg € (0,1) are some constants, the triggers. This recursive definition
of the trading dates means that trading takes place whenever the discounted cushion
process has gained the fraction k, — 1 or lost the fraction or 1 — k4 relative to the value
of the discounted cushion process at the previous trading date. In the following we will
refer to a fractional change of k£, — 1 as an up-move and to a fractional change of k; — 1
as a down-move. Note that the number of trading dates is not bounded from above a
priori. From equation (2.2) it is obvious, that at each trading date the discounted cushion
process has either multiplied with k, relative to its value at the previous trading date as
a result of an up-move or multiplied with k; as a result of a down-move. Since both, k,
and kg are positive constants, the discounted cushion process can never become negative
by construction. The value of the discounted cushion process can become arbitrarily
small due to frequent down-moves and hence frequent multiplication with k4, but it will
remain positive. However, if the discounted cushion process is positive at all times, clearly
the cushion process is also positive at all times and therefore no default can occur by
construction. The only thing we have to make sure is that no problem similar to the

paradox of Achilles and the turtle can occur.?

3The paradox of Achilles and the turtle is as follows. Achilles and a turtle are having a race to find
out who is the fastest runner. Achilles is comfortable to easily win the race and therefore they agree
on the turtle getting a head start of some distance. At some time after the race has started, Achilles
will reach the starting point of the turtle but the turtle will have moved forward as well. By the time,
Achilles reaches the point where the turtle was when he had reached the starting point of the turtle, the
turtle will have moved forward again and so on. The consequence is, that Achilles will never be able to
overtake the turtle. He can shrink the lead of the turtle to an infinitesimal distance if he indeed is faster

than the turtle, but he can never overtake.
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To this end, notice that a combination of equations (2.1) and (2.2) yields

Ste—r(t—‘ri)
———m+1 = k,
m Sﬁ m d
G- o — 1
s — =1 : 2.3
5 gl (2.3
such that the trading dates could be equivalently defined by fractional changes of ki;; L or

kg—1
m

discounted cushion process. While this relation holds in more general model setups and

in the discounted risky asset instead of fractional changes of k, — 1 or k; — 1 in the

is also mentioned in Black and Perold (1992), in our setup it is also equivalent to changes
in the Brownian motion driving the risky asset. From the dynamics of the risky asset we
know

S, =5, e(#— 102)(t—i)+o(Wi—Wr,)

which yields

Spe~ (=) kug—1
Sie T P

S, m
o o)yt Wimwr) _ | Kua =1
m
1.2
—r—1o 1 Fug — 1
o B 0% g on) W - Wy, = ~log (1+ 4 )
o g m

which relates the definition of the trading dates to changes in a Brownian motion with
drift. In particular, the trading dates could equivalently be defined by trading whenever
the Brownian motion with drift §, W? := 6t + W,, has lost the quantity

1 1—k
alky) = glog (1 Sl d) (2.4)
or gained the quantity
1 k,—1
b(k,) = —1 1 = 2.5
(k) i= Slog (14 22 (25)
where
R
g.=t"T72% (2.6)
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Note that a(k;) < 0 and b(k,) > 0. For
most parts of the chapter we will shorten wih
the notation to a = a(ky) and b = b(k,). b

The situation is as schematically depicted

in figure 2.1. For the first trading date
to occur, the Brownian motion with drift b]

must hit either of the barriers @ and b. If a]

the barrier a is hit, the discounted cushion

process of the simple CPPI has multiplied
with k; and likewise if the barrier b is hit, Figure 2.1: Sample path of Brownian motion with
the discounted cushion process has multi- qyift hitting exactly twice the upper barrier before
plied with k,. From that point onwards, 7.

for the second trading date to occur, the

Brownian must again hit the same barriers a or b and so on until neither of the barriers
is hit any more up to maturity time 7. In the remainder of the chapter we will need
information about the trading dates, i.e. their distribution. However, we know now that
the distribution of the time between any two successive trading dates 7,1 — 7; is given
by the time the Brownian motion with drift needs to hit the barriers a or b. Due to
the independent and identical increments property of Brownian motion, it is clear that
Tiv1 — 7; must be independently identically distributed. Coming back to the problem of
Achilles and the turtle, the independent and identical distribution of the difference be-
tween any two trading dates is sufficient to conclude that such a problem can not occur in
our setup. It is now crucial to find expressions for the hitting time densities. Fortunately
the double barrier problem has been solved already such that from Hall (1997) we can

take the following lemma.
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Lemma 2.1.1 (Hitting time densities)
Let (W?)is0 a Brownian motion with drift & started from 0 and a < 0 < b two con-

stants. Let further to > 0 and define g¢;(t|7y,0) = \/Fe S 1E =) and gs(t|y,9) =
1 e—%(§+62t).4
2mt

a) The defective probability density function p,(t|a,b,d), t € [0,to] for the time of

hitting the upper barrier b before the lower barrier a and before time tq is given by

pu(t|a,b,6) = e (Zgl (t125(b—a) +b,0) — Zgl t|2j(b—a)+b—2a 5))

7=0

b) The defective probability density function py(tla,b,d), t € [0,to] for the time of

hitting the lower barrier a before the upper barrier b is given by

pd(t|a7 b7 5) = ea5 (Z gl(t|2j(b - (l) -, 5) - Z gl(t|2j(b - (l) + 20 — a, 5))
=0 =0
¢) The joint probability density function p(z|a,b,d) of W and hitting none of the two

barriers a and b up to time ty is given by

p(z|a,b,8) =€ (gg(t0|z J) —l—Zgg tolz —2j(b—a),o —l—Zgg tolz +2j(b—a),0)

Jj=1 j=1

=) galtolz +2j(b—a) — 2b,8) = > galtolz — 2j(b—a) — 2a,5)>

j=1 j=1

From our discussion above, it is clear that with a, b, ¢ as in (2.4), (2.5), (2.6), respec-
T—7;

tively, for all 4, [ py(t|a,b,0)dt is the probability (conditioned on the knowledge of
0

T—’Ti
time 7;) of the discounted cushion process increasing by the factor k,, [ pa(t|a,b,d)dt

is the probability of the discounted cushion process decreasing by the0 factor k4 and
jz pl~7i(z|a,b,8)dz is the probability of the discounted cushion process staying within
the bounds (kqaClre"m k,Cle™"™). Since our results are all based on Laplace transforms
we will need the following proposition. The Laplace transform of some function f(t) at
the point s with respect to the variable ¢ will be denoted by £, {f(t)} and likewise the

inverse Laplace transform of some function f(s) with respect to the variable s will be
denoted by £ {f(t)}.

4Note, that €7°g; and de?gy are the densities of the inverse gaussian and the reciprocal inverse

gaussian distribution respectively. See for example Barndorfl-Nielsen and Koudou (1998).
5See also section A.2 in the appendix for a brief introduction to Laplace transforms.
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Proposition 2.1.2 (Laplace transforms of the hitting time densities)
The Laplace transforms of the densities p,(t|a,b,0), pa(tla,b,d) and p'(z|a,b,d) with re-
spect to t are given by

b6—b\/2s+02 _ 1—e?aV 25442

a) U<S|(l, b, (5) = Lt,s {pu(t|(l, b, 5)} =€ m
55182 1_e—2bV2s+62
b) d(slab.d) = Lo {pultla,b,5)} = esbreV BT Az VS

) p(s,zla,b,6) = Lys{p'(zla,b,0)}
e—a8—av/2s+352 z4+2v2s z—z\/2s av'2s
d(s) 25+V62 (eé +2v2s4+62 _ 66 V2s5+62+2a/2 +62) 2 < 0
- e~ b3 +bV2s+62 z—zv\/2s z+2v2s - s
u(s) 25V+62 (66 V25462 __ 66 +2v25462—2bv/2 +62) .z > 0.
PROOF: With a hint to footnote (4) it is well known that the Laplace transform of ¢ is
given by L, {g1(t]y,0)} = e 7V 5 > 0. With this we get
Et,s {pu<t|a7 b7 6)}

— b (Z L {01825 (b—a) +0,6)} = > Lo {g1(t12(b— a) + b — 2a, 5)})

=0 =0
_ eb6 (Z —(2j(b—a)+b)V2s+62 Z (25 (b—a)+b— 2a)\/23+52>
j=0 j=0

and an application of the summation formula for a geometric series yields
1 20T TS
Ly {pu(ﬂa, b, 5)} _ ebé—bm - .
| 1 — e 2ma)V2sid? ] — em2(bma)Vaste?

proofing a). The proof of b) is completely analogous. For ¢) note that with respect to

footnote (4) we know L; s {g2(t[7,9)} = % Therefore

Lis{p'(z|a,b,6)}
= % <ﬂ + AU +§: o~ (e425(b—0))v/25+8?
V2s+82 o Vst N T
2 o~ (2425 (b—a)—2b)v/25+57 2 (:-2j(b—0)~20)VET
_Z VEB+® S Ve )

0z
€ (e—\z\\/25+62<1 o e—?(b—a)\/23+62) + ez\/25+62—2(b—a)\/25+62

 V2s + 52(1 — e—2(b—a)\/25+62)
_|_€—z\/25+62—2(b—a)\/25+62 . e—zx/23+62+2a\/23+52 o ezx/25+62—2b\/25+62>

Considering the cases z < 0 and z > 0 directly yields the result. O
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For most parts of the chapter we will use the shorter notation u(s) = u(s|a,b,0), d(s) =
CZ(S’CL, b, 5) and p(S, Z) = p<87 Z’CL, b, 5)

2.2 The Simple Discrete CPPI With Triggered Trading
Dates

We start this section by giving the distribution of the number of trading dates. The
number of trading dates is important in particular for a comparison with the discrete
CPPI with fixed trading dates as in the previous chapter as well as with respect to

section 2.4 where we will consider transaction costs.

Proposition 2.2.1 (Distribution of the number of trading dates)
Let N(w) := sup {n € Ng|7,, < T'} be the number of trading dates. Then the distribution
of N 1s given by:

) ForneNy: P(N=n)= E;;{M(u(s) +d(s))"}

S

b) ForneNy: P(N<n)= ﬁs—%ﬁ{w}
and the expected number of trading dates is given by

— u(s)+d(s
¢) B[N) = £} {1

PROOF: For n > 1, let f, (t) denote the probability density function of 7,,. Note that
fr(t) = pu(tla,b,0) + pa(tla,b,0) and further f, = f, *---x f,, where x denotes the
—_—

. n times
convolution. Therefore

P(N@W)=n) = P(ra <TAms>T)
_ /T Jor(O)P(rss > Tl = 1)
= E)an(') * P(1 > 1)) (T)b
= 20 (uls) + d(s))" / o(s, 2)d>
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Figure 2.2: Point probabilities for different val- ~ Figure 2.3: Point probabilities for different val-
ues of k,, and kg = k1, m =4, p = 0.15, 7 = 0.05, ues of the volatility o and k, = 1.4, kg = k7!,
c=03,T=1. m=4, 4 =0.15r=0.05,T = 1.

follows from the convolution property of the Laplace transform®. Direct calculation shows
b
that [ p(s, z)dz = M. The proof can be found in the appendix, proposition A.3.1.

This proofs part a) for n > 1 and the case n = 0 is trivial. Part b) follows from a) by

summing over n. As for part ¢), note that
E[N]=) nP(N =n)
n=0

and hence the result follows from part a) and

inm"—xiaxn—xagox = *
— B —~ du - or (1 —ux)2

It is important to notice that the distribution of the number of trading dates only depends
on u(s) and d(s), i.e. the Laplace transform of the hitting time densities. This means
in particular, that the number of trading dates is independent of the guarantee G = Fr.
This is no surprise, since the trading dates are defined on relative changes in the cushion

and the guarantee only influences the size of the cushion at time ¢t = 0.7

In figure 2.2 and 2.3 we have depicted the distribution of the number of trading dates for

different values of k, and o respectively. It is striking at first glance that the distributions

6See proposition A.2.5,b) in the appendix.
7Also, Proposition 2.2.1 only requires the i.i.d. increments property and not the continuous sample

paths property such that the very same formula holds if the risky asset is modelled by a Lévy-process.

Of course u(s) and d(s) have to be adjusted in that case.
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look very symmetric, although there are possibly arbitrarily many trading dates and
clearly no less than zero. Also, it can be seen, that there is approximately a quadratic
relation between the number of trading dates and the volatility. Doubling the volatility
means quadrupling the number of trading dates. Intuitively we can do comparative statics
on the basis of equations (2.4), (2.5) and (2.6). The drift ¢ of the Brownian motion has
a minor influence on the number of trading dates and therefore also p and r do not
influence the number of trading dates much. However, the size of the barriers a and b is
crucial. Doubling either of these barriers in size approximately results in half as many
trading dates. Therefore, since in view of equations (2.4) and (2.5) doubling the volatility
o means cutting the barriers a and b half in size, it is intuitively clear, that the number
of trading dates must quadruple which is confirmed by figure 2.3. Also, doubling the
multiplier m approximately means quadrupling the number of trading dates. Using a
simple first-order Taylor approximation for the exponential function, e ~ 1 + x, we find
a~ —% and b ~ % from which this effect is apparent. While likewise the number of
trading dates can be found approximately proportional with respect to k, — 1 and 1 — kg

if only either k, — 1 or 1 — k4 is changed, it is more difficult to determine the influence

1
L

trading dates is less than quadratic in k, — 1 for the symmetric case. Finally, it is obvious

of k, if the symmetric case k; = - is considered as in figure 2.2. Clearly, the number of
that the number of trading dates must be approximately proportional with respect to

maturity time 7.

Unfortunately, since the formulas in proposition 2.2.1 involve an inverse Laplace transform
it is not possible to directly do any comparative statics on the basis of these formulas.
However, as the inverse Laplace transform can be expressed as an integral®, the formulas
can easily be derived by exchanging the inverse Laplace transform and the differentiation.

For example we can write

and likewise for the other parameters if a precise comparative statics is required.

8See appendix A.2.
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Proposition 2.2.2 (Moments of the simple CPPI with triggered trading dates)

Let ky, > 1, kg € (0,1). The j-th moment of the terminal value of the cushion is given by

b
[(me —m+1)p(s, z)dz

E[(CF)Y] =G Loy |

1 — klu(s) — kld(s)
where the integral is given explicitly in proposition A.3.1.

PROOF: Let Q" :={w € Q| 7, <TACE = Coe'™kLk} '}, i € {0,...,n},n € Ny be the
event that the discounted cushion process performs ¢ up-moves and n — ¢ down-moves.
the probability density function for the first time at which the event Q%" occurs. Since
there are (?) different ways of the discounted cushion process performing i up-moves and

n — 1 down-moves, we have

n
fin = (i>gu(-|a,b,5)*---*pu(-|a,b,5l*gd(-|a,b,5)*---*pd(-|a,b,52

' '

i times n—i times

and hence

oo Fintt)) = (7 Juteyiater

follows from the convolution property of the Laplace transform and proposition 2.1.2.
From equations (2.1) and (2.2) we know that (C) = CLeiTkiik) "™ (mesWe-W2,) —

m + 1) on the set Q“" N {7,171 > T}. Further we can find

|

&

meo‘(WqJ«—W;—sn) —m 4+ 1)J 1Qi,n 1{7-n+1>T}:|

Feal)E [(mer ™32 — 1)1yl = o] i

b
fin(t) / (me” —m + 1)Yp" '(z|a, b, )dzdt

a

Il
St — e Oty T

(me? —m + 1) (fiu(-) %V (2|a, b, 6)) (T)dz

— 7k { (’7>u(s)id(s)n—i / (e —m 4 1)ip(s, z)dz} |
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m | E[N] k., Mean Stdv.

12| 12 | 1.4080 (1.9768) | 1076.87 (1074.28) | 126.08 (626.14)

12| 24 1.2756 (1.6245) | 1077.42 (1075.97) | 132.46 (872.32)

12| 48 | 1.1885 (1.4117) | 1077.72 (1076.94) | 136.07 (1076.37)
12| 96 | 1.1301 (1.2768) | 1077.87 (1077.48) | 138.01 (1214.38)
18 | 12 | 1.6654 (2.7373) | 1091.69 (1082.85) | 332.24 (2999.90)
18| 24 | 1.4380 (2.0579) | 1093.80 (1088.25) | 389.85 (8763.30)
18| 48 | 1.2950 (1.6730) | 1094.98 (1091.82) | 428.42 (19614.13)
18| 96 | 1.2011 (1.4414) | 1095.61 (1093.92) | 451.17 (33035.68)

Table 2.1: Moments of the discrete CPPI with triggered trading dates. The
parameters are T' =1, V = 1000, G = 1000, p = 0.085, » = 0.05 and ¢ = 0.1
(o0 = 0.2 respectively).

Therefore we get

E[(CT)] = Z E [(CF ) 1ginl{r,,>1y]
n=0 i=
b o0 n
= CeTL ) /(me —m+ 1) dzz ( )k” (s) 'k d(s)"

n=0 =0

b
[(me™ —m + 1) p(s, z)dz

= Cye"L) : :
0 ! 1 — kju(s) — kd(s)

using the binomial formula and the summation formula for the geometric series. a

From the moments of the cushion, we can easily deduce the moments of the terminal value
of the portfolio since V7 = G + C¥. In particular, the expected value and the variance

are immediately given by
ElVY] = G+E[Cr]
Var [V¥] = Var [CY] = E[(CE)?] — E [C4]?.
Table 2.1 shows the expected terminal value and the standard deviation of the terminal

value for different values of m and different values of the triggers k, and k;. We have

chosen k; = ki and k, such that the expected number of trading dates are 12, 24, 48
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and 96. Remember, that it is quite easy to translate the values of k, into changes in
the discounted risky asset with the help of equation (2.3). For example, in order to have
an expected number of 96 trading dates per year with m = 18 and ¢ = 0.20, trading
must take place whenever the discounted risky asset has gained 2.45% or lost 1.7%. The
other parameter values are chosen such as to equal the choice of table 1.2 for the simple
discrete-time CPPI with fixed trading dates and the simple continuous-time CPPI. It is
important to notice that the moments of the discrete CPPI with fixed trading dates are
mostly closer to the moments of the continuous CPPI than the moments of the discrete
CPPI with triggered trading dates if the expected number of triggered trading dates
equals the number of fixed trading dates. In particular in view of the very high shortfall
probabilities of the CPPI with fixed trading dates for the case m = 18 and ¢ = 0.20 this

is quite remarkable.

The lower standard deviation of the CPPI with triggered trading dates in comparison
with the CPPI with fixed trading dates can surely partly be explained with the missing
possibility of a shortfall. However, since the expected terminal value is also mostly lower
and considering the magnitude of the standard deviation, the lower standard deviation
must also or mainly stem from the large payoffs. The reason here seems to be the choice
of the triggers, in particular k; = i This choice favors conservative adaptations of the
portfolio since the lower barrier 1 — k4 is smaller than the upper barrier k, — 1. If 1 — £y
was to be chosen such as to equal k£, — 1, i.e. k; =2 — k,, then last line in table 2.1 would

read

m | E[N] ky, Mean Stdv.
18 | 96 | 1.1836 (1.3671) | 1096.24 (1096.35) | 469.94 (54750.79)

giving a higher expectation and standard deviation of the terminal value than for the
CPPI with fixed trading dates.

Let us now turn to the distribution of the terminal value of the CPPI. It will simplify
things considerably if k; = é and we will make this assumption from now on. Let N
denote the number of trading dates before time 7', then 7y is the last trading date before
time T'. Further, let n denote the number of net up-moves, i.e. the number of up-moves
minus the number of down-moves at time 75 and therefore also at time 7. Then it

immediately follows from the definition of the trading dates, i.e. equation (2.2), that

tr TTN 1.1
CTN = Coe ku
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Also, since 7y is the last trading date before time T, it follows that
Clr e (CoeT k"1, Coe Tk

since otherwise there would be another up- or down-move. Now, suppose some x € (G, c0)
and choose n,, such that Coe™ k" < x—G < Coe k™ then it is apparent that whenever
the number of net up-moves up to time 7T is less than n,, n < n,, the condition V" <z
or equivalently C¥ < x — G must be satisfied, while for all n > n, + 1 the condition
Ci < x — G can not be satisfied. For the cases n = n, and n = n, + 1, it depends upon
the behavior of C/" in the interval (7, T] whether the condition C¥ < x — G is satisfied
or not. It is this simple idea, that lies beneath our expression for the distribution of the

terminal value of the CPPI.

Proposition 2.2.3 (Distribution of the simple CPPI)
Let ky, > 1, kg = k;*. Further let *,

B log Cgfo_f;T
e = log k,,
1 x—G m—1
wl@) = ;log (mC’OeTTk;‘w m )
1 r—G m — 1
ya(z) = ;log (mcoeerZzﬂ + m )

for x € (G,00). Then the distribution of the terminal value of the simple CPPI with
triggered trading dates, i.e. the probability P(VE < x), is given by:

y1(z) y2(z)
1— —d
ES_% U(Sz (S)Q(nm —1,8) 4+ q(ng, s) / p(s,2)dz + q(n, + 1, ) / p(s, z)dz

where q(k, s) = q(k|u(s),d(s)), Q(k,s) = Q(k|u(s),d(s)) for all k as in lemma A.1.2 and

the integrals as in proposition A.3.2.19

PRrROOF: Note that n, is the solution to
max {n € Z|G + Coe" k! < z}

and therefore the condition V" < z is satisfied for all n < n,, independent of the behavior

of CI" in the interval (7y,T] (remember that n denotes the number of net up-moves at

9For some = € R, |z| denotes the largest integer less or equal to x. Likewise, we will later use the

notation [x] to denote the smallest integer larger or equal to x.
10We will mostly use the shorter notation ¢(k, s) and Q(k, s) from now on.
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time 7y and 7y is the last trading date before maturity time 7"). Therefore
PV <z, n=k)=Pn=k)

for all k € Z, k < n, is immediate. Similarly to the proof of proposition 2.2.2 let us now
define

0= {w e O My STACE | = Coeaikk}, i€ No, k€T

TIk|4-2i

and fi;(t) denote the probability density function for the first time at which the event

O occurs. The Laplace transform of fj,; is then given by

('k‘ﬁi)u(s)id(s)w” , k<0

7

Lis{fei(t)} = . .
('lf‘j'zz)u(s)'kH"d(S)Z , k>0.

Therefore we get

P(Qk’i, le‘+2i+1 > T)

~
N
I
=
I

@
Il
o

Jri(®) P (T 201 > T Tjgjga: = t)dt

b

fra(t /th z|a, b, 0)dzdt

I
M M 1M

S t— e T T

(sz() (')( |a, b, 5)) (T)d=

=07,
00 b
L. { ‘k|+2’ d(s)k|+ifp(s,z)dz} , k<0
— 1=0 a
= b
L %{ (M) us)*+d(s )pr(s,z)dz} , k>0
=0 a

= 3 gk / p(s, )dz

a

where the last equality follows from a glimpse at lemma A.1.2. Note the analogy to random
walks which occurs as a consequence of the convolution property of Laplace transforms

that turns convolutions into products.
Let us now turn to the case n = n,. We know that

tr
Vi —Grcr gt

=G+ Coe" Tk (me”(W%_WfN) —m+ 1>
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and therefore, in this case,

1 r—G m—1
r 4 1)
ViIn<ax & a<Wp—-W. < glog (mCOe’”Tk:gz + - ):yl(az)

from which
yi(z)

PV <z, n=n,) = Es_%p q(ng, s) / p(s,z)dz

a

can be concluded analogously to the cases n < n,. Finally, for the case n = n, + 1, we
find

y2(x)
PVi <z, n=n,+1)= ﬁs_% q(ng, +1,s) / p(s, z)dz

analogously to the case n = n,. The assertion is now a direct consequence of

ny+1
P(Vf<z)= > Py <z n=k)
k=—o00
b
since [ p(s, z)dz = M is already known. O

a

Corollary 2.2.4 (Density of the simple CPPI)
In the notation of proposition 2.2.3, the probability density function of the terminal value

of the simple CPPI with triggered trading dates, pVTtr(x), 15 given by:

pupe () = c;;{q<nm,s>p<s7yl<x>>%+q<nz+1,s>p<s7y2<x>>%}

Jx oz
where
9y _ 1
dx  olr—G)+a(m—1)CherTkn=
9ys _ 1
ox  o(r—G)+o(m—1)CherTknat1

PRrROOF: The formulas can be immediately verified from theorem 2.2.3 by differentiation.
(I

In figure 2.4 we have plotted different densities of the terminal value of the simple CPPI.
The triggers k, are chosen such as to yield 3, 6, 12, 24 expected transactions per year. The
choice of the other parameters deviates from our usual choice in chapter 1. The reason

for this is that the density of the simple CPPI (continuous as well as discrete) becomes
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Figure 2.4: Densities of the terminal value of the discrete CPPI for G = 800, Vu = 1000, m = 4,
w = 0.15, r = 0.05, c = 0.30, T = 1, and the k, chosen to give approximately 3, 6, 12, 24 expected
trading dates. The dotted line is the continuous CPPI.

very spiky close to the guarantee for high values of m which makes it impossible to see
differences between densities of the discrete and the continuous version. The volatility
has been set to a high value of 0 = 0.30 to pronounce the differences. We will use these
parameters as a standard throughout this chapter. It is not difficult to notice the spikes
in figure 2.4. They are placed at the values x = Coe" k™ for n € Z and thus refer to
the trading dates, where changes in the portfolio are made. It is not surprising that the
density is not differentiable in these points. However, it is quite remarkable, how few
transactions are required to resemble the density of the continuous CPPI. This is even

more surprising if one keeps in mind, that for the same parameters the discretization with
fixed trading dates yields default risks of 11.15%, 4.52%, 0.44% and 0.003% respectively.

In order to further investigate how good or bad the discrete version of the CPPI resembles
the continuous version, we consider the terminal value of the simple continuous-time CPPI
conditioned on the terminal value of the simple CPPI with triggered trading dates taking

some fixed value. In particular, we can show
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Proposition 2.2.5 (Conditional Distribution)

Using the same notation as in proposition 2.2.3 and the additional notation

= max{n,, 0} +

= —min{n,,0} +j

= max{n, + 1,0} +j
= —min{n, +1,0} +j

for j € Ny, it holds:
a) Given that the terminal value of the discrete simple CPPI equals x, V' = x, the

terminal value of the continuous simple CPPI, Vo™ can only take values from the

discrete set
U v1(x) U U vs,(),
j=0 =0

where

Ul,j(x) — G+Coe(r—%m(m—l)aQ)T—l—nl’d,z(j)moa—&—nl,uyz(j)mob+my1(z)

vy (.CE) = @G + Cvoe(r—%m(m—l)oj)T—i—nz’dyz(j)maa—‘rng,u,z(j)mab—i—myg (z)

b) The distribution of the terminal value of the simple continuous-time CPPI condi-

tional on VI = x is a discrete distribution and for i € {1,2} and for all j € Ny:

Es_’%,, { (nz,d,zé.z],)u‘t‘z"z;;l,z (-7))U(S)nz,u,z(])d(s)nz,d,z(])p<s7 yl<x)> %’!iz }

P(VE™ = v j(x)|Vf = x) =

Dyir ()

PROOF: For part a) note that there are two possibilities for the terminal value of the
discrete CPPI, V}", to take the value x. First, the discounted (discrete) cushion process
has performed exactly net n, up-moves at the last trading date 7y and W2 —W? = y; ().
Second, the discounted (discrete) cushion process has performed exactly n, + 1 net up-
moves and W) — W2 = ys(x). Therefore we know that W2 can take any of the values
Nidz(J)a + niu.(7)b for i € {1,2},5 € Ny, dependent on the exact number of up- and

down-moves. Since we know from lemma 1.1.1 that

cont __ r4+m(p—r)—Lim2s2 t+omW;
Ce _ C’oe( (p=r)—3 ) t

1 2 &
r—Lim(m—1)02)t-+omW
Coe( 27 )7”) t,
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we find that V" can take the values

cont

C

cont __ cont ~'T
VT - G(_|—C(’FN (Clcont
N

= G + Coe(r—%m(m—l)cfQ)TN—l-ni’d,z(j)moa—&—ni,u,z(j)mabe(r—%m(m—l)aQ)(T—TN)—l-mayi(z)

1 . .
= G+ Ooe('r—Em(m—l)cfQ)T—l—ni’d,z(])moa—&—ni,u,z(j)mcfb—s—moyi(z)

for i € {]., 2},] S N().

For part b) is suffices to notice that

P(Vfot = v, i(x), VI € dx)
PV} e dx)

PV €dw, Tn, () tniae) ST < Tagos(i)bnias()+1)
PV} e dx) '

PVE™ = v j(0)|Vi =) =

Before we discuss the implications of the conditional distribution of proposition 2.2.5,
we establish L? convergence for k, — 1 of the terminal values of the simple discrete-time

CPPI with triggered trading dates and the simple continuous-time CPPI as an application.

Proposition 2.2.6 (Convergence)
The terminal value of the simple discrete-time CPPI with triggered trading dates converges

to the terminal value of the simple continuous-time CPPI in L? as k, — 1:

lim E [(Vi™ = V{)?] = 0.

ku—1
PROOF: First note that
B Vi) = B (5 — O] = B ()] — 28 [0 CE] + B (G
where
E [(C5)2] = Cgetertamumryimtatr

is known from lemma 1.1.3. Further we know from proposition 2.2.2 that

2 . )
2\, i 2—i1—e'7u(s)—e7d(s)
Y mi(1 —

2 )t (1 =y

B ()] = Cae o 4 2

1 — k2u(s) — k2d(s)
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and find

. 1 —ePu(s) —e*d(s) s—i(p—r)—i(i— 1)(’2—2
- k2u(s) — k2d(s) s —2m(u—r)—m20?

with the rule of L’Hospital. Therefore

2
> (G)m? (1 —m)*~
. tr\2] 2 20T p—1 =0
kle_I)ll E [(CT) i| - C()e ES,T s — Qm(ﬂ/ — 7") — m202

1
- ey |

s —2m(p—1r)—m?o?
= BlCFmy)

follows with the help of lemma A.2.5,d). Using proposition 2.2.5 we further find

E[cemcl] = / 2 [C5MC8 = ] peyy (x)dar
0

b
[ em¥(me™ —m + 1)dy
_ 02 (QT—%m(m—l)az)TE—l a
0¢ ST 1 — kyemobu(s) — kgemoad(s)

Writing
b

1
/em"y(me"y —m+ 1)dy = Zmz(l —m)tt
=0

a

1— e(m—i—i)ab . e(m—i—i)aa

s—(m+i)(p—r)—(m+i)(m+i-1)%

we can apply the rule of ’Hospital again to give

Y 1 — elmFiob _ glmi)oa s—(m+i))(p—r)—(m+i)(m+i— 1)(’2—2
im =
ku—1 1 — ky,emobu(s) — kge™moed(s) s —2m(p —r) — 3m20? + $mo?
from which
1
lim E CcontCtr _ 026(2r—%m(m—1)02)T£—1 i
ku—1 [cier] 0 T s —2m(p—r) — 3m20% + tmo?
_ 036(27“—%m(m—l)aQ)Te(Zm(,u—r)—i-%mQO'Q—%mO'Q)T
— E [(C%ont)2}
follows again with lemma A.2.5.d). O

Figure 2.5 shows the probabilities for the terminal value of the continuous CPPI to take

different values under the condition that the terminal value of the discrete CPPI equals
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Figure 2.6: Probabilities P(VEomt — VE| VI =
1051) for different values of the volatility ¢ and
G = 800, Vp = 1000, m = 4, p = 0.15, r = 0.05,
T =1, k, = 1.276.

Figure 2.5: Probabilities P(VEo"t| Vi = 1080)
and G = 800, V, = 1000, m = 4, p = 0.15, r =
0.05, o = 0.30, T = 1, k, = 1.276.

1080. All probabilities greater than 1% are depicted and the values of the continuous
CPPI vary from 1035 to 1135 which seems to be a very large range. All parameters have
the same values as in figure 2.4, picture 4. In particular with this picture in mind one
might have expected a better result. Observe that the conditioned distribution consists of
two parts. The two parts consist of the values vy ;(z) and vq ;(x), respectively. However,
conditioning on the portfolio values V" = G + Coe" k™ for n € Z, which relates to the
values at the trading dates, will result in the collapse of one part. Observe also that the
distribution is skewed to the right and for increasing values of V" it will even be more so.
This has already been observed by Black and Perold (1992). They noticed that reversals,
i.e. an up-move followed by a down-move or vice versa, increase the continuous CPPI
relative to the discrete CPPI. This result they call "volatility cost". Since the number of
reversals is bounded from below by zero but unbounded from above, it is clear that the
conditioned distribution must be skewed to the right. Conditioned on the performance of
the discrete CPPI, the continuous CPPI takes its minimum value if there is no reversal,

i.e. if the number of net up-moves equals the number of up-moves.

In figure 2.6 we have chosen V}" appropriately such that the conditional distribution
collapses to only one part, in particular V7 = Vpe'™' which equals the performance of
the riskless asset, and depicted three distributions for different volatilities. All point
probabilities that belong to the same value of the volatility are connected to make the
picture clearer. A very important observation is that the variance of the conditional
distributions increases as the volatility of the risky asset increases. This is important
because the discrete CPPI possesses a certain "self-regulation" property. The term self-

regulation is to be understood on the following chain of arguments. It is intuitively clear,
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that an increase in the volatility of the risky asset will increase the deviation between the
discrete and continuous CPPI if k, is adjusted such as to keep the number of expected
trading dates constant. However, an increase in the volatility will result in an increase in
the number of trading dates if k, is kept constant. This exploits the convergence and thus
reduces the deviation to the continuous CPPI. This "self-regulation" property puts the
question about the relevance of the volatility for the deviation between the continuous
CPPI and the discrete CPPI as one might think that the increase in the number of
trading dates could make up for the increased volatility. We learn from figure 2.6 that
this is clearly not the case. The (conditional) variance of the deviation between discrete
and continuous CPPI still increases in the volatility, irrespective of the larger number of

trading dates.

The simple CPPI requires the assumption of unlimited borrowing. In particular this
means that for any given borrowing level, there is a positive probability of the simple
CPPI requiring even more borrowing if the trading rule is to be followed. We can not
expect our discrete version to change this basic fact, as the strategy converges to the
continuous one for a large number of trading dates. However, it is interesting to investigate
how exactly the borrowing requirement changes in the discrete version. An expression for
the probability of the discrete CPPI requiring more borrowing than some borrowing level

Z € R is given in the following proposition.

Proposition 2.2.7 (Borrowing requirement)
Fo+2

log —2—~—
Let Z € Ry and n = % — 1. Then the probability for the simple discrete-
time CPPI with triggered trading dates to require at least a discounted amount of Z to be
invested into the risky asset in addition to the current portfolio value V'™ at some point

before maturity time T is given by:
n—+1
P(mCl" > V" 4+ Ze™ for some t € [0,T] ) = L, 1 {M}
’ s
where h(k,s) = h(klu(s),d(s)) as in lemma A.1.1.

PROOF: The condition can be rewritten in the following way:
mCl" > VI + Ze" s (m—1)CI" > (Fy+ Z)e™.

Since rebalancing takes place only at trading dates, additional capital will also only be
required at trading dates. However, at trading dates the cushion process takes the form

C" = Cok"e’™, where n denotes the net up-moves at time 7. Therefore the first time
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when the condition is satisfied is determined by the net up-moves, i.e.
min {n € Z|(m — 1)Cok], > Fo + Z}

and it is obvious that n + 1 is the solution to this minimization problem. From lemma
A.1.1 we know that the Laplace transform of the probability density function of the first
time the discounted cushion process performs net n + 1 up-moves is given by h(n +
1|u(s),d(s)). Therefore with lemma A.2.5 part c) it is clear that the Laplace transform

of the appropriate probability is given by w which proves the assertion. a

Figure 2.7 depicts the probabilities of

the continuous and the discrete CPPI

to require more borrowing than the 0-8

amount Ze™ at least at some point :? 0.6

in time, ¢ € [0,7], depending on the 48

borrowing level Z. The curve with g 0.4

the jumps stems from the discrete 0.2

CPPL. It is apparent from the figure ‘ ‘ ‘ ‘ :
that the probability for the require- " Discounted Borroning Requirement

ment of borrowing is reduced com- '
Figure 2.7: Borrowing requirement of the discrete

pared to the continuous CPPI for , )
' ' and continuous CPPI with parameters G = 800,

virtually any borrowing level. The Vo = 1000, m = 4, u = 0.15, 7 = 0.05, o — 0.3,

jumps in the curve stem from the T=1,k, =1.276.

fact, that the discrete CPPI can only

require borrowing at trading dates and not in between. However, it is also apparent

from figure 2.7 that borrowing is a critical issue in general for both, the discrete and the

continuous CPPI.

2.3 Limited Borrowing - The Capped CPPI

In this section we deal with the problem of limited borrowing. As we know from section
2.2, the simple CPPI requires the assumption of unlimited borrowing both in discrete
time as in continuous time. If the trading rule is to be followed strictly there is a positive
probability for the CPPI to require more borrowing than any given borrowing level at
some point in time. In practice, this is a major drawback. It is clear that the trading

rule cannot be followed strictly in all cases in practice since unlimited borrowing does
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not exist. But consequently, estimations about the outcome of the strategy based on the
formulas of the simple CPPI, be it the discrete or continuous version, must be flawed.
Indeed, we know from section 2.2 and proposition 2.2.7 in particular that the amount
of borrowing the simple CPPI requires, is directly linked to the size of the cushion and
therefore as well to the portfolio value. Hence, introducing a borrowing limit will only
affect the "good" paths and lead to a significant change in particular in the expected
terminal value. Estimations based on the formulas for the simple CPPI will overestimate
the expected terminal value of the strategy. In the following, we assume a borrowing
limit Z € Ry and Z will denote the maximum borrowing allowed in discounted terms,
i.e. at time ¢ the total borrowing will be restricted to Ze™. In particular, Z = 0 refers
to the case of no borrowing such that the maximum exposure will always be equal to the
current portfolio value. The resulting strategy will be referred to as capped CPPI. The
value process and the cushion process of the capped CPPI at some time t will be denoted
by VP and C°% respectively. On the basis of our discrete time model we will only
be concerned with borrowing limits in discrete time. For borrowing limits in continuous
time see Balder (2007). The introduction of a borrowing limit immediately leads to two
different cases. Already at time ¢t = 0 it is possible for the capped CPPI to require more
borrowing than the borrowing limit permits. The condition for this is mCy > Vi + Z.
In this case, already at time ¢ = 0 the borrowing constraint is binding and our trading
rule changes such that the amount Vy + Z (in contrast to mCjy in the unrestricted case)
is invested in the risky asset and the amount Z is borrowed. The situation where the
borrowing limit is binding will be referred to as a situation of full exposure. Analogously
mCy < Vi + Z refers to the case where the borrowing constraint is not binding at time
t = 0 and the investment in the risky asset is mCj like in the case of the simple CPPI

whereas the investment in the riskless asset is V, — mC.

We proceed to determine the distribution of the capped CPPI and start by investigating
the somewhat simpler case mCy > Vy+ Z. Since the portfolio value V and in addition the

borrowed amount Z is invested in the risky asset, the portfolio value evolves according to

Ve = (Vo + Z)% — Zemt (2.7)
0

and the first trading date is now defined by the first time the condition
mCtCap _ V;Cap + Zert (2.8)

holds, as this is the first time, the investment into the risky asset is determined by the

trading rule of the CPPI and not the borrowing constraint. Together with equation (2.7)
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Figure 2.8: Binomial tree with maximum level ~ Figure 2.9: Binomial tree with maximum level

zero and changing probabilities at the maximum  greater zero and unaltered probabilities at the

level. maximum level.
and V7% = F, + C°  this can be rewritten as Stg;" = (m”z(g‘&?z) or equivalently
W? = —lo =:d 2.9
‘o g(<m—1><vo+z>) ! 29)

and the time defined by equation (2.8) or equivalently equation (2.9) therefore is 71. Note
that 7 is a dummy trading date as the exposure to the risky asset is still maximal and
no trading takes place. However, it is the first time, the exposure to the risky asset is
determined by the trading rule of the CPPI and not the borrowing limit. In contrast to
conditions (2.4) and (2.5), condition (2.9) only reflects a one-sided barrier on the Brownian
motion. The first trading date occurs, if the Brownian motion (W) decreases to a’. It is
easy to verify, that for the case where there is only one barrier, analogous expressions to

the ones given in proposition 2.1.2 are given by

d(sla,00,d) = blim d(s|a, b, §) = e dtav2s+s
— 00
e5z+2\/23+—52_652—2\/23+—52+2a\/25+—52 5 < 0
. \/2 52 ) —
:0<S7 Z|CL7 0, 5) = blirgo :0<S7 Z|CL7 ba 6) - e0z—2/25+062 (1_;:\/234-52)
NoTEw> , 2>0

for some a < 0 and some ¢ € R and thus the Laplace transform of the probability density
function of the time for the first trading date to occur is given by d(s|a’, 00, d) with §
as in equation (2.6). The second trading date will be the first time, the portfolio is
rebalanced and it can only occur as the result of a down-move since the strategy is still at
full exposure. The situation at 77 is as depicted as a binomial tree in figure 2.8 where the
start of the tree refers to time 7;. The tree starts at level 0 which refers to the case of full
exposure. Since the exposure is at its maximum, there can only be a down-move. With

respect to our discretization this down move occurs if the discounted cushion process
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decreases by the fraction 1 — k; which is equivalent to condition (2.4). Therefore, the
Laplace transform for the time of this down-move to occur is given by d(s|a(k,), 00, ).
After this down-move the strategy is at level —1 from where both, up- and down-moves,
are possible. Hence we set the maximum number of up-moves to 0 and count the net

up-moves as n =0, —1, —=2,....

Proposition 2.3.1 (Distribution of the capped CPPI, case mCy >V, + Z)
Let Z € Ry the mazimum amount of borrowing allowed, C' := % and a' as in equation

(2.9) and d'(s) = d(s|a’,00,0). Further let

1
n, = min { {%igcl:;;TJ ; 0}

, 1 r—G m — 1
yi(z) = —log o
o mCerTk,” m
1 r—G —1
/ — —
yo(x) = o log (mCeTTkn“”H m )
(z) = 1 . T+ Z
Y3 ot Vot Z

for all x € (G,00). Then the distribution of the terminal value of the capped CPPI, i.e.
the probability P(VTcap < x), is given by:

P(VTC‘ZP <zx)= ES_% {d'(s) L~ u(s) — d(s) Qo(nl, — 1, s)}

s
( y () y (z)
Lopsd(s) ) [ p(s,z)dz +qo(nl,+1,8) [ p(s, . nl < —1
vy (%) v ()
+ Es_%p d'(s) | qo(nl,s) [ p(s,z)dz+qo(nl,+1,5) [ p(s,zla,00,0)dz ,nl=—1
y () y5(x)
LS d(s ) [ p(s,zla,00,0)dz+ [ p(s,z|d,00,0)dz , nl=0
L a a’

with qo(k,s) = qo(k|u(s),d(s),d(s|a,00,d)) and Qo(k,s) = Qo(k|u(s),d(s),d(s|a, o0, ?))
as in lemma A.1.4. FExpressions for the integrals are given in propositions A.3.2 and

A.5.4.

PRrROOF: If 7 < T, we know that the cushion of the capped CPPI at time 7y is given by
C’gvap = C’g“pe’”(TN k" where n denotes the number of net up-moves at 7y. From
equation (2.8) it is apparent that CS” = e™C and hence CI% = Ce'™k!. Fur-
thermore it is known from equation (2.9) that 7, < T is equivalent to the Brownian

motion with drift hitting ¢’ and the appropriate Laplace transform is d’(s). Once 7
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has occurred, the three cases n < nl — 1, n = n/, and n = n), + 1 can be consid-
ered analogously to the proof of proposition 2.2.3. Note that n/ is the solution to
max {n € {0,-1,...}| G+ Ce''k < z}. Hence, for n < nl, — 1, we know Vi <
G + CeTkl* < x regardless of how the cushion develops in the time interval (ry, 7.
Similarly to proposition 2.2.3 the probability of all cases n < n/, — 1 without any restric-

tion to the further development of the cushion is given by

b

/
n,—1

L.y d’(s)/p(s,z)dz Z qo(k, s)

w k=—o00

where the differences are that the net up-moves are counted by qo(k, s)!! instead of ¢(k, s)

and that d’(s) has to be added as a factor accounting for trading date 7.

The situation is more complicated for the cases n = n!, and n = n/, + 1. Due to the fact,
that the maximum number of net up-moves is 0, three more cases have to be considered:
n,. < —1,n!, = —1, n,, = 0. Let us start with the case n = n/, and n!, < —1. In this case

the portfolio value at time T is given by
VIO = G 4 Cer TR <me”(W%_W’§N) —m+ 1)

and hence Vi < z & a < Wi — W2 < yi(z). We immediately conclude that the
probability of VTC “P <z in this case is given by

1 ()

Lord(s)ao(ny) [ pls 2)dz

For the cases n = n! +1, n/, < —1 and n = n/,, n}, = —1 the probability can be calculated

analogously to yield
Yy ()

£t d'(s)ao(n), + 1) / o(s, 2)dz

)

a

and
v} (@)

Es_%, d'(s)qo(n,) / p(s,2)dz

/

.= —1. Since

respectively. However, the situation is different in the case n = n/,+1 and n

n = n! 41 = 0 the exposure is at its maximum (where there can only be a down-move and

1See lemma A.1.4 where the corresponding random walk problem is solved.
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the probability of a down-move as well as the probability of not having further trading

dates are altered) and hence p(s, z|a, 00, d) must be used instead of p(s, z) to yield

y5(z)

£t d (s, +1) / (s, 2], 0, 8)d=

a

and likewise the case n = n! and n/, = 0 gives

Yy (2)

Es_}, d'(s)qo(nl) / p(s, z|a, 00, 0)dz

a

Clearly, the case n = n! 4+ 1, n, = 0 can not happen, since n < 0. However, so far, the
additional assumption for all cases was 7 < T', made at the beginning of the proof. It is
possible that there is never a first trading date 7 up to maturity time 7', i.e. 74 > T. In
this case, the exposure will always be at its maximum, i.e. the capped CPPI is nothing
more than a pure investment into the risky asset (leveraged if Z > 0). The portfolio value
at time 7' is then given by

S
Vit = (ot 2)g = 2 = (Vo + Z)erTert = zet (2.10)

and VS < & < a/ < W < y4(z). Therefore the probability in this case is given by

y3(2)
Ly / p(s, zld’, 00, 8)dz

al

completing the proof. O

Now consider the case mCy < V + Z where the borrowing is not binding at time ¢ = 0.
Since the up-moves determine the size of the cushion and therefore also the investment in
the risky asset and the required borrowing, it is clear that the introduction of a borrowing
limit induces a maximum number of net up-moves which we will denote by n. Allowing
for n + 1 up-moves and then changing the portfolio according to the trading rule of the
CPPI, i.e. invest m times the cushion into the risky asset, would violate the borrowing
constraint. Therefore the situation is as depicted in figure 2.9 such that the number of
net up-moves can take the values n,n — 1,7 — 2,.... From proposition 2.2.7 it is known

that n is given by

log otz
_ (m—1)Co
=|—— — 1 2.11
" { log k,, ( )
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As the trading rule of the CPPI can not be followed after net n + 1 up-moves due to
the borrowing constraint, it would be the simplest way to define the strategy such that
whenever a situation of net n up-moves occurs, only a down-move is possible and no
changes are made to the portfolio if the (discounted) cushion process keeps increasing.
However, with this simple rule, full exposure would only be possible in special cases. For
being fully invested at some trading date 7, the condition mC¢%? = V% + Ze'™™ must

hold and we get the condition
(m—1)Cokly = Fy+ Z (2.12)

using CY? = Cye" k" and Cy = Vi — Fy. It is obvious that condition (2.12) can only
hold for discrete values of k,. In order to make full exposure possible for the non-suited
values of k,, we proceed in the following way. Suppose the cushion has performed net

n + 1 up-moves at some time 7. Then the current portfolio value is given by

Ve = F 4 Coe k! (2.13)
and the amount V.9 + Z¢e"™ is invested into the risky asset since mCS%? > V9% 4 Ze'™™ and
thus the borrowing limit is binding. The situation is then similar to the case mCy > Vy+ 2

where the borrowing limit is binding already at time ¢ = 0. Analogously to that case the

portfolio evolves according to

‘/tCap — (V;Cap + ZGTT)% i Zert (214)

and we define the next trading date by

mCy = VP 4 Zert (2.15)

analogously to condition (2.8). Equations (2.13), (2.14) and (2.15) together yield

1 m(Fy + 2)
6 1 "
‘/‘/ — '/‘/ = —1 — = 2]_

t T OOg((m—l)(Po+CokZ+l+Z)) “ (2.16)

and so the appropriate Laplace transforms are given by d(s|a”, 00, ) and p(s, z|a”, 00, 6).
It is important to notice that while the situation at the beginning is as depicted in figure

2.9, the situation after n + 1 up-moves is as depicted in figure 2.8.
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Proposition 2.3.2 (Distribution of the capped CPPI, case mCy < V + Z)
In the notation of propositions 2.2.3, 2.5.1 and additionally a” as in equation (2.16),
d"(s) = d(s|a”, 00,d) and

xe T+ 7
S Fo+ Cokitl 1 Z

1
ys(x) = p lo

for all x € (G,00), the distribution of the terminal value of the capped CPPI, P(VTC’”’ <

x), is given by:

P(VE™ < ) = Pi(x) + Py(x)

A = £ {F10= 00, i ey - 1)}
L

( y1(x) yz(az
s_,% Qﬁ<nfﬂ7s) f IO(S Z)dZ+Qn Ng + ]- S f /0 ; Ny < n
+ y1(x)
L1 qa(ne,s) [ pls,2)dz L Ny =1
-1 1—u(s)—d(s) _
\LS,T {Qﬁ<n78)f} y Ng >N
and
1 _
Py(z) = L1 {h(n +1,s)d"(s) u(si d(S)QO(nx -1, s)}
( v (@)
ES_% h(n+1,s)d"(s) | qo(nl,s) [ p(s,z)dz
y5()
+qo(nl, +1,8) [ p(s,2)dz , nl, < —1
yi (x)
L33 h(n+1,8)d"(s) | go(n’,s) [ p(s,z)dz
+ ()
+qo(nl, +1,8) [ p(s,zla,00,0)dz , nh=—1
yi(x)
Lo h(n+1,8)d"(s)q(nl,s) [ p(s,zla,00,08)dz
vy ()
+h(n+1,8) [ p(s,z]a", o0,0)d , n,=0
K a//

Notice that ¢z (k, s) = qa(k|u(s),d(s)) and Qn(k, s) = Qa(k|u(s),d(s)) as in lemma A.1.3,
while qo(k, s) = qo(klu(s),d(s),d(sla,c0,d)) and Qo(k,s) = Qo(k|u(s),d(s),d(s|a,0,d))
as in lemma A.1.4. FExpressions for the integrals are given in propositions A.3.2 and
A.3.4.
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PRrROOF: We determine the probability P(VTC % < x) as the sum of two cases. The first
case gives the joint probability of VTC 7 < x and the cap never becoming relevant (i.e. net
n + 1 up-moves never occur up to time 7). The second case gives the joint probability of
VTC “ < g and the cap becoming active at some point in time before T'. The two cases refer
to Pi(z) and Py(z) respectively. We start with the first case. Since the cap is never to
become active, the capped CPPI behaves exactly like the simple CPPI, but the probability
for the net up-moves must be calculated according to lemma A.1.3. It is therefore apparent

that for n, < n, the expression for P;(z) must equal the expression in proposition 2.2.3
y2(z)
with gq(k, s) exchanged by ¢ (k,s). For n, = 7, the term ¢s(n, +1,s) [ p(s, z)dz must

a
vanish, since net n, +1 = n 4+ 1 up-moves would violate the assumption that the net up-
moves do not surpass n. For n, > n it is apparent from the fact that there can maximally

be net n up-moves and from the definition of n, that
VE? < G+ Coe kT < G+ Coe R < w

such that V'™ < z is always satisfied. Hence, here the probability P(Vi® < x) must be
given by

ol { 1 —U(sz —d(s) Z g (k, s)} = ﬁ;%p{l —u(s) — d<S)Qﬁ(ﬁ, 8)}'

S
k=—o00

Let us now turn to the second case where net n + 1 up-moves do occur up to time 7.
Once the cushion process has performed 7 + 1 up-moves, the situation is equivalent to
the situation where mCy > Vi + Z. Hence the expression for Py(x) is very similar to the
expression for P(VTC % < x) in proposition 2.3.1 and we restrict ourselves here to explain
the differences. While d'(s) was needed in proposition 2.3.1 to leave the borrowing limit,
here d'(s) must be replaced by the product of h(n + 1,s) and d”(s) for first reaching
and then leaving the borrowing limit. After 7 + 1 up-moves (which we suppose to occur
at time 7) the portfolio evolves according to equation (2.14) and thus Vi = (V.S +
Z e”)g—f — Ze™T if the borrowing limit keeps being binding until maturity time 7. Hence,
with equation (2.13)
VTcap <z & (F+ Coe kI + Ze”)% < x4 ZeT

T

& (Fy+ Cok™' + 2)e?We=Wo) < g 4 Ze'T
& Wy — W) <yj(x)

and it becomes obvious that
y3(x)
/ p(s, z|a’, 00, 8)dz

(Zl
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Figure 2.10: Densities of the terminal values of ~ Figure 2.11: Densities of the terminal values of
the risky asset, the capped and uncapped CPPI. the risky asset, the capped and uncapped CPPI
The parameters are Vo = 1000, G = 800, Z = 0, The parameters are Vp = 1000, G = 600, Z = 0,
m =4, u = 015 r = 0.05, ¢ = 030, T" = 1, m =4, p =015 r = 0.05, ¢ = 0.30, T" = 1,
k., = 1.01. k, = 1.01.

from proposition 2.3.1 must be replaced by

h(n+1,s) / p(s, zla", 00, 8)dz

here. O

The probability density function of the terminal value of the capped CPPI can imme-
diately be deduced from propositions 2.3.1 and 2.3.2 by differentiation analogously to
corollary 2.2.4. Figures 2.10 and 2.11 depict the density functions for the terminal value
of the CPPI, the capped CPPI and a pure investment into the risky asset. While for figure
2.10 we have used our usual choice of parameters, in figure 2.11 the guarantee is reduced
such that the initial exposure, mCy, is considerably larger than the initial portfolio value
Vo which makes the borrowing constraint binding already at time ¢ = 0. The trigger k,
has been chosen extremely small, such as to refrain from the effects of the discretization
and resemble the continuous-time case instead. A large k, leads to spikes in the density

function similar to figure 2.4.

The first thing to notice is that the capped CPPI is bimodal. Unsurprisingly this is a
direct consequence of the change in the strategy whenever the borrowing limit is binding.
The position of the break in the density can be deduced from the condition mC’gap =
V.Z% 4 Ze™™ which is the condition for the borrowing limit being binding at maturity 7.

Solving for V.5 gives

VA rT
v = mG + Ze™ (2.17)

m— 1
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for the position of the break. What can also be seen from the figures is that the right
tail of the capped CPPI and the risky asset seem to be similar while the right tail of the
simple CPPI is significantly different. Indeed, since the borrowing of the simple CPPI
is directly linked to the portfolio value, high payoffs of the capped CPPI can only be
achieved when the cap is binding. However, if the cap is binding, the capped CPPI is
only a pure investment in the risky asset (leveraged if Z > 0) such that the behavior
of the capped CPPI for large values of the risky asset must be identical to the behavior
of the risky asset itself. The distribution of the simple CPPI on the other hand has a
much fatter right tail than the risky asset. These fat tails of the simple CPPI reflect the
possibility to create exorbitant gains. It is exactly this theoretical possibility to create
large gains that accounts for the very high expectation and standard deviation of the
terminal value of the simple CPPI and that must be paid with a large probability for the
terminal value to end up close to the guarantee. The capped CPPI effectively solves this

problem.

On the other hand, the left tail of the capped CPPI is very similar to that of the simple
CPPI while the left tail of the risky asset must be considerably different as there is no
portfolio protection for a pure investment in the risky asset. The left tail behavior of the
capped CPPI is unsurprising, as the capped CPPI is identical to the simple CPPI as long

as the cap is not binding which is the case for low portfolio values.

Generally it can be said that in comparison to the simple CPPI, the capped CPPI shifts
probability mass from the right tail towards the middle while in comparison to a pure
investment in the risky asset the capped CPPI shifts probability mass from the left tail
towards the middle.

Proposition 2.3.3 (Moments of the cushion of the capped CPPI)

In the notation of proposition 2.3.2, the j-th moment of the cushion of the capped CPPI
s given by

Case mCo > Vo + Z:

E [(Cﬁ“”)ﬂ} = (C’eTT)j L.y d'(5)Qo(—1, 5) /(me” —m+ 1) p(s, 2)dz

(CeTT) EST $)qo(0, s / “—m+1)p(s, z|a, 00, §)dz

o / (Vo + 2)e — (Z + Fy)) pls, 2l 00, )z

a/
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Case mCo < Vo + Z:

El(cf®y] =

a
o)

h(n+1,8)d"(s)G(0, s) /(me”z —m+ 1) p(s, z|a, 0o, §)dz

a

+ (C’eTT)j ES_%

[e.9]

+e" LS h(n+ 1, s) / ((Fo + Cok™ + Z)e™ — (Z + Fy))” p(s, 2]a”, 00, 6)dz

all

where

Go(k, s) = qo(k|kiu(s), kld(s), K2d(s|a, o0, 8)), Qo(k, s) = Qo(k|kiu(s), kld(s), krd(s|a, 00, §))
as in lemma A.1.4, Ga(k,s) = qa(k, s|kiu(s), k2d(s)), Qn(k,s) = Qu(k|kiu(s), kd(s)) as
m lemma A.1.3 and the integrals as in propositions A.3.1 and A.3.3.

PROOF: As the proof is very similar to the proofs of propositions 2.3.1 and 2.3.2, we
only show the case mCy > Vy + Z where the strategy starts with full exposure. Recall
from the beginning of the section that the first trading date 7 is defined by the first
time the trading rule of the CPPI requires full exposure and the Laplace transform of
the probability density function of 7y is given by d’(s). Further recall from the proof of
proposition 2.3.1 that C’gvap = Ce"™VE where n denotes the number of net up-moves at

the last trading date before maturity, 7. Therefore, for £k < —1, we have
E () Lty Ly |

J
— B |:<06er5 <m60'(W76“_W7§N) —m + 1)) 1{n—k}1{T1<T}:|

b

= (CeTT)j L.y E2Rd' (s)qo(K|u(s),d(s), d(s|a, w,é))/(me”z —m+ 1) p(s, 2)dz

a

as a consequence of lemma A.1.4. Now carefully notice that

kikqo(k’u(s)’ d(‘s)’ d(s]a, 0, 5)) = qo(k]kftu(s), kéd(s)a kéd(s]a, 0, 5)) = CIO(ka S)

follows from the definition of the function ¢ in lemma A.1.4 and k; = ki Likewise, for
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m | E[N] ke, Mean Stdv.

12| 12 | 1.4080 (1.9768) | 1072.57 (1066.58) | 77.60 (133.97)
12| 24 | 1.2756 (1.6245) | 1072.71 (1066.75) | 78.11 (135.30)
12 | 48 | 1.1885 (1.4117) | 1072.78 (1066.84) | 78.37 (136.04)
121 96 1.1301 (1.2768) | 1072.82 (1066.88) | 78.50 (136.39)

Table 2.2: Moments of the capped CPPI. The parameters are T = 1,
Vo = 1000, G = 1000, i — 0.085, r = 0.05, Z = 0 and o = 0.1 (o = 0.2

respectively).

k =0, we find

E [(Cgap)jl{mo}l{nﬁ}}

[e.e]

= (CeTY £ d(s)n(0.5) [ (me”™ —m-+ 1) pls. 2Ja, 00, 8)d:

a

Finally, if the borrowing constraint is always binding, it follows with equation (2.10)
E [(Cgap)jl{nzn} = E [(VTC“p - G)jl{nZT}]

. J
= "B [((Vo + 2)e™t — 7 — FO) 1{T1ZT}]
= LS [ (ot 27 — (24 R psiela 0,8)d:
and hence the assertion of the proposition follows with

0

E [(Cg‘”’)j} - ) E [(Cga”)jl{n:k}l{mn} +E [(Cgap)jl{nZT}

k=—o00

Table 2.2 shows the moments of the capped CPPI when no borrowing is permitted. The
parameters are chosen such as to match the parameters in table 2.1. For a better com-
parison the values for the trigger k, have been chosen identical to the values in table 2.1.
Hence, the column E[N] refers to the expected number of trading dates for the simple
CPPI. The expected number of trading dates for the capped CPPI will clearly be lower
in comparison, as one of the effects of the capped CPPI is that no trading takes place
while the cap is binding. The chosen parameter constellation implies an initial exposure

of 585.25 such that the borrowing limit is not binding at time ¢ = 0. It is remarkable, how
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little the values for the capped CPPI resemble those for the simple CPPI. A comparison
of the values of the mean confirm what was said at the beginning of the section, the
cap affects only the "good" paths, such that the simple CPPI overestimates the expected
terminal value. The same argument holds for the considerably reduced values of the stan-
dard deviation of the capped CPPI. However, it is remarkable how little the values for the
standard deviation vary with respect to the number of trading dates. For o = 20% the
values standard deviation only vary between 133.97 and 136.39. While figure 2.4 already
suggested that very few trading dates are necessary to resemble the continuous simple
CPPI well, the values for the standard deviation in table 2.2 suggest that this impression
is even more valid if borrowing limits are introduced. Note that, compared with table
2.1, we have omitted to display the values for m = 18. The reason is that the initial
exposure in this case equals 877.87 which is already close to the borrowing limit such that

the effects of the case m = 12 are only highlighted but no new information can be drawn.

We will now proceed to discuss the influence of the strategy parameters on the capped
CPPL. In order to sharpen the intuition about the behavior of the strategy it seems to be

well suited to look at extreme values of the parameters. An overview is given in (2.18).

7 — 00 — Simple Discrete — Time CPPI
Z=0,G—=0 — Risky Asset
Z =0, m— o0 — Stop — Loss
Z =0, mCy>Vy, k, — — Stop — Loss

(2.18)

Let us first consider the borrowing limit Z. We know that the condition for the cap to
be active is given by mCC® > V% 4+ Zert. Therefore it is intuitively clear that the
probability of the cap to be active is decreasing in the borrowing limit Z and converges
to 0 for Z — o0, such that in the limit case the cap will never be active. Hence, as Z
turns to infinity, the capped CPPI will converge to the simple discrete-time CPPI with
all other parameters identical. Now suppose the case G — 0. If G = 0, i.e. there is no
guarantee, the cushion is always equal to the portfolio value, since CZ = V. — F, and
F, = Ge="T=1_ As a consequence, the condition mCC™ > VX% + Ze is always satisfied
if borrowing is not allowed since it can be rewritten as (m — 1)V,” > 0. Therefore the
cap is always active and the capped CPPI collapses to a pure investment into the risky
asset. It can also be observed in figures 2.10 and 2.11 that for the smaller value of G,
the density of the capped CPPI resembles the risky asset much better. Note, that this
is not the case for Z > 0. In this case the condition mCS™ > V. + Ze' can only be
rewritten to (m — 1)V;CGP > Ze™ such that there is a positive probability of the cap not

being active. However, looking at this condition, it is clear that for G = 0 the borrowing
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limit Z must be large in order for the capped CPPI to differ significantly from a buy and
hold strategy where V) + Z is invested into the risky asset and the amount Z borrowed
at time ¢t = 0. Let us now turn to the case m — co. As m becomes large, the cushion
must become very small to violate the condition for the cap being active. Therefore, it is
intuitive that in the limit case, the cap must always be active unless the cushion becomes
zero, in which case the portfolio value at maturity equals the guarantee. This is exactly
what a stop-loss strategy does. A formal proof of the convergence in m can be found
in Black and Perold (1992). Finally we consider the case k, — oo. When £k, turns to
infinity, at the same time k; = é turns to 0. It is obvious, that in this case, there will
be no trading at all unless the cushion approaches zero. Therefore, if mCy > V; and no
borrowing is permitted, the capped CPPI converges to the stop-loss strategy analogously
to the case m — oo. If borrowing is permitted and mCy > V), the capped CPPI still
converges to a stop-loss strategy but a leveraged one in the sense that more than the initial
portfolio value V; will be invested in the risky asset at time ¢ = 0 and this investment
will be held until the cushion approaches zero. In the case mCy < Vj, the capped CPPI
turns to a mixture of a riskless investment and a stop-loss strategy. Generally it can be
said that the non-leveraged capped CPPI is a hybrid between a pure investment into the
risky asset (or a stop-loss strategy) and the simple CPPI as its distribution possesses the
tail of the risky asset while close to the guarantee the capped CPPI shows the smooth
stop-loss feature of the simple CPPI.

2.4 Transaction costs

In this section we investigate how transaction costs change our results from the previous
sections. For simplicity we assume that the cost of a transaction is given by some fraction
of the transaction size, i.e. we are only concerned with proportional transaction costs.
Note that the introduction of a fixed component in the transaction costs can result in the
cushion becoming negative and thus lead to default risk if the cushion size is very small.
For economic reasons, in such cases, one would resort to changing the strategy and omit
the transactions if the cushion size is very small. This problem can be avoided if only

proportional transaction costs are considered.

For the definition of the transaction costs we follow Black and Perold (1992). Denote the
proportional factor of the transaction costs by 3 such that e.g. § = 1% means that for

any transaction, 1% of the transaction size is lost in value. Further denote by C,, and C.,
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the cushion before and after the transaction, respectively, such that C;, is the cushion
process net of transaction costs. We do not use the specific notation C*" and C““ as the
general procedure of the implementation of transaction costs holds for both strategies.
The trading rule of our strategy will be to invest the quantity mC.,; into the risky asset
at time 7; such that the transaction costs are immediately implemented in the strategy.
At time 7,_; the investment in the risky asset is mC,, ,, according to the trading rule.
i and the trading rule will

STi—l

At time 7; this investment will have evolved to mC,, |

require to invest the amount mC’, into the risky asset. Therefore the transaction costs

will be fm |C+ — CF, 4 SS”' ‘ We can now find the cushion net of transaction costs at
Ti—1

time 7; through the equation

Cr+ = C.,Bm ‘Cfﬁ — Cﬂ.ﬁ% (2.19)
and from the definition of the trading dates in (2.2) we know
C, =C, eIk, (2.20)
and
C,, = Cp,_ 4", (2.21)

for and up- and down-move respectively. Furthermore, a combination of equations (2.1)
and (2.20) yields

Sﬂ ku‘i‘m—lr(
= e

7o) 2.22
3. - (2.22)

in case of an up-move while a combination of equations (2.1) and (2.21) yields

Sﬂ kd‘i‘m—lr(
= e

Ti~Tim1) 2.23
5. - (2.23)

in case of a down-move. Combining equations (2.19), (2.20) and (2.22) now gives

ky, -1
CTH— - Cﬁ—l'*'er(ﬁ_n_l)ku —pm (Cﬂ'—&— - Cﬁ—l"'ier(ﬂ_ﬂ_l))
m

o 1+0
L= O L etmmmioy) [ ~1 2.24
@ CT1+ CT171+6 ( + 1 _|_ 6m<kju )) ( )

=ky,

in case of an up-move and likewise equations (2.19), (2.21) and (2.23) yield

k —1
OT,-—&— = C’Ti_l+6r(T¢—Ti_1)kd + Bm (CTH— _ CTY_1+d+7mer(n—n—1))

! m

1—pPBm

g

::];Zd

1 —
& Oy = C, etz (1— b (1—kd)> (2.25)
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in case of a down-move. It is easy to see that generally ky < ky and kq < kg for 6 >0
such that a comparison with (2.2) leads to the insight that the cushion process net of
transaction costs is gernerally smaller than the cushion process without transaction costs,
as it should be. Note, that the cushion process is not supposed to become negative.

Therefore from (2.25) we find a lower bound for k4 to be given by

- 1—p06m
ki>0 & kg>1-— .
d = d = -3
For 0 < kg < 1 — 257 the cushion process without transaction costs will still always be

1-8
positive but the transaction costs will cause the cushion to become negative on the first

down-move such that the amount GG can not be guaranteed any more.

It is important to keep in mind, that while the probability of an up-move or down-move
of the cushion remains unchanged in the presence of transaction costs, i.e. still hinges on
the triggers k, and kg4, the discounted cushion only multiplies with k, < k, in case of an
up-move and kq < kq in case of a down-move. It is fairly easy to include transaction costs
in the propositions of section 2.2. Basically, replacing k, by k, and ky by k4 wherever they
don’t refer to a probability is all there is to do. For example, in proposition 2.2.3, k, and
ks must be replaced in the expressions for n,, y;, y» while they must not be replaced in
the expressions for a, b and hence also the expressions for u, d, p and ¢ remain unchanged.
However, the condition k; = i must be changed to kg = i Generally, apart from the
trivial case m = 1, if kg = k;* holds, kg = k' will not hold. This condition can be
satisfied by first calculating k, as defined in equation (2.24), then putting kg = i and
finally calculating kq from kg, using the definition of k; in equation (2.25). It is slightly
more difficult to include transaction costs in the propositions of section 2.3, in particular
for the case mCy < V. The reason for this is the change in the trading rule at the first
time the cap becomes binding. Since the cap is binding at that time, the investment into
the risky asset is less than it would be without the cap and therefore the transaction costs
are also less. In section 2.3 we have omitted to present the density of the terminal value
of the capped CPPI. As an example of how to implement transaction costs, we will now
give this density in the presence of transaction costs. The density without transaction

costs can be deduced by setting 5 = 0.

Corollary 2.4.1 (Density of the capped CPPI, case mCy < V) + Z)

Let B > 0 the factor for the transaction costs, k, > 0, k. as in eq. (2.24), kg = i,
kg=1-— 11—_5571(1 — /%d) and Z € R, the maximum amount of borrowing allowed. Further
let i as in equation (2.11) and n,, y1(x), yo(z) as in proposition 2.2.3 and C, n',, yi(z),

yy(x) as in proposition 2.3.1 with k, and kq exchanged by ky and kg. Additionally let V :=
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F0+C’0k2ku+Ziifgokﬁ(ku—i-m—l)7 a' = 110g me, y3( ) = 110g —rr +Z fO?“ al © € [G OO)

Then the density of the terminal value of the capped CPPI in the presence of transaction

costs is given by:

Pygen(x) = pi(x) + pa()

where
L35 {ga (0, 8)p(5, 31 (2)) 22 + g (e + 1, 8)p(s, yo(2)) 22}y <7
pi(x) = § L7 {an(na, s)p(s, p(x) 52} ]
, Ng >N
and
(23 {4 1.9)/(5) (ol )ols. ()22
ao(n, + 1 )o(s. vale)) 32) } n < -1
1y = L £ {0 196) (ot oot ()
o a0l + 1, 8)p(s, (), 00, 6) 5% )} g = -1
Lo B+ 1, 9)d ()0l 5)p(s, yi () a, 00, 6)24
\ +h(R+ 1, 8)p(s, yi(x)|a", 00, §) 2 } 0. =0

PROOF: The expression for p;(x) follows immediately from proposition 2.3.2 by differen-
tiation. For py(x) we have to take into account that after net 7 + 1 up-moves (which we
suppose to happen at time 7) the trading rule changes such that instead of mC’fﬁp the
amount V.7 4+ Ze' is invested into the risky asset. Since mCC® > VO 4 Ze'™ | the
transaction costs for the changes made to the portfolio will therefore be lower. Denote
the trading date before 7 with 7/, then the amount invested into the risky asset at time

7’ was mC P and it follows from equation (2.3) that this amount has evolved to
C’ap S C(Zp 7"(7’—7”)
CT+S = (O Ve (ky +m —1)

= Coe k" (ky+m—1)
up to time 7. It follows that
Ve = VO 4 zem — 3 (Ve” — Coe”/%fj(k‘u +m— 1)>

determines the amount Ve™ to be invested into the risky asset at time 7. This equation

can be solved for V to yield

Vee ™ + Z 4 BCokT (ky +m — 1)
1+4

V:
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Figure 2.12: Expected terminal value of the sim-
ple CPPI for different values of the transaction
costs. The parameters are V, = 1000, G = 800,
m =4, u = 015 r = 0.05, 0 = 020, T = 1,
Z = 0. From top to bottom the curves are for

6=0,08=0.2% and 8 = 0.5%.
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Figure 2.13: Expected terminal value of the
capped CPPI for different values of the transaction
costs. The parameters are Vo = 1000, G = 800,
m =4, p =015 r = 0.05, 0 = 0.20, T = 1,
Z = 0. From top to bottom the curves are for

B8=0,08=0.2% and 8 = 0.5%.

from which it follows immediately that V' matches the definition in the corollary if it is

taken into account that
‘/;_Cdp =e'7 <F0 + COI%Zku>

is the portfolio value at time 7 before the transaction. Now, analogously to the proof of
proposition 2.3.2, the expressions for ¢” and yj can be found and the expression for py(x)

then follows from proposition 2.3.2 by differentiation. O

Figure 2.12 shows the expected terminal value of the simple CPPI depending on the
expected number of trading dates with and without transaction costs. While it can be
shown that the expected terminal value of the simple CPPI in continuous time is greater
than the expected terminal value of the simple CPPI in discrete time, i.e. the global
maximum of the expected terminal value is attained for F'[N] — oo or equivalently
k, — 1, this is not true any more if transaction costs are considered. In the presence of
transaction costs, the expected terminal value exhibits a local maximum in the number of
trading dates. While it is rather intuitive that a large number of trading dates causes the
expected terminal value to decrease, it is surprising how few trading dates are sufficient
to produce this effect. Figure 2.12 shows that the maximum of the expected terminal
value is approximately at 7.5 expected trading dates for § = 0.2% and at 3.5 expected
trading dates (per year!) for § = 0.5%. Note also that it is possible for the expected
terminal value to have a local minimum for large k,, (or equivalently for very few expected
trading dates). A similar effect occurs for m — oo. Black and Perold (1992) show that

the expected terminal value of the simple CPPI has a maximum for very large m before
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Figure 2.14: Probability of the CPPI and the  Figure 2.15: Probability of the CPPI and the
capped CPPI performing better than the riskless capped CPPI performing better than the riskless
asset. The parameters are Vo = 1000, Fy = 750, asset. The parameters are Vy = 1000, Fy = 750,
m =4, p=0.15 r = 0.05 ¢ = 0.20, k, = 1.01, m =4, u =0.15, r = 0.05, ¢ = 0.30, &k, = 1.01,
Z =00, Vo, O. Z = o0, Vg, 0.

converging to the expected terminal value of a stop-loss strategy. Similarly, for large k,
the simple CPPI converges to a stop-loss strategy. With the help of the expected terminal
value of a stop-loss strategy it can be shown, that in spite of the local minimum for large

k., the global maximum can not be at k, — oc.

For the capped CPPI, the situation is different. The global maximum without transaction
costs can be attained for E[N] — oo with the same effects as for the simple CPPI.
However, figure 2.13 shows, that the global maximum of the expected terminal value can
also be attained for k, — oo which reflects the case of a stop-loss strategy. This effect
occurs if the initial exposure is close to or even greater than the maximum exposure. For
initial exposures well below the maximum exposure, the situation will be as for the simple
CPPI in figure 2.12.

2.5 Long Maturities

So far we have omitted to discuss the influence of the maturity time 7" on the behavior of
both, the simple and the capped CPPI. As in section 2.3 it will be instructive to discuss
the influence of the maturity time in terms of the extreme case T' — oo. However, there is
a good reason for the omittance. The simple as well as the capped CPPI were introduced
as strategies that aim to guarantee a certain fixed amount G' at maturity time 7. With
a fixed guarantee G, the initial floor is given by Fy = Ge "' and the initial exposure

equals m(Vy — Fy) = m(Vo — Ge™1). For large maturities, it is obvious that the initial
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floor turns to zero while the initial exposure turns to mVj. Hence, it is trivial that the

guarantee becomes irrelevant in the long run.

In order to meaningfully investigate the influence of the maturity time, we therefore resort
to keeping the initial floor F{y constant which in turn makes the guarantee a function of the
maturity time, i.e. G = Fr = Fye™ . Notice, that this is a change in the interpretation of
the strategies. In contrast to guaranteeing a fixed amount at maturity, keeping Fjy constant
can be interpreted as guaranteeing a minimum rate of return of r on some fraction, %’, of
the initial wealth. For a given maturity 7', both interpretations are obviously equivalent.

Throughout this section we will mainly focus on the probability of the simple and the
capped CPPI performing better than the riskless asset. Figures 2.14 and 2.15 show this
probability as a function of the maturity time, i.e. P(Vy > Vye'T). The three cases
refer to no borrowing, a maximum borrowing of the initial portfolio value and unlimited
borrowing which reflects the case of the simple CPPI. We have basically used our standard
parameter set with o = 20% in figure 2.14 and o = 30% in figure 2.15. The trigger k, was
chosen very small such as to reflect an approximation of the continuous-time case. The
initial floor was chosen such as to yield an initial exposure equal to V4. Without borrowing
(the case Z = 0) this means that the capped CPPI is exactly at full exposure at time
t = 0. The first thing to notice is that with respect to the probability of beating the
riskless asset the capped CPPI performs worse in both figures if borrowing is permitted.
Also it can be seen, that in figure 2.14 all probabilities are increasing in the maturity time,
while in figure 2.15 all probabilities are decreasing. For the simple CPPI, the probability
of beating the riskless asset may converge to 0 or to 1 as the maturity time 7' turns
to infinity dependent on the exact parameter constellation. This behavior stems from
the dynamics of the simple CPPI. We know from lemma 1.1.1 that the simple CPPI in
continuous time follows a geometric Brownian motion. In particular we know that the

terminal value of the simple CPPI in continuous time is given by
Veont  _— + Coe(r—i_m('u_r)_%mQUQ)T+mUWT
g =

= Vo' + Coe'" (e(mW—’”)—%mzo?)TeroWT _ 1)

and it is obvious that the probability of beating the riskless asset hinges on the drift term

m(p — 1) — 2m*c?. More specifically it is the sign of the term

1
p—r— §m02 (2.26)

that determines whether the probability of the simple CPPI beating the riskless asset
approaches 1 or 0 in the long run. If the sign is positive, the probability will approach
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Probability
Probability

Figure 2.16: Probability of the simple CPPI per-  Figure 2.17: Probability of the capped CPPI
forming better than the riskless asset for different performing better than the riskless asset for differ-
values of the transaction costs 5 = 0, 8 = 0.2%, ent values of the transaction costs. The parame-
B = 0.5%. The parameters are Vo = 1000, ters are Vy = 1000, Fy = 750, m = 4, p = 0.15,
Fy =750, m =4, up = 0.15, r = 0.05, 0 = 0.20, r =0.05, 0 =0.20, k, = 1.085 and Z = 0.

k. = 1.085.

one and if the sign is negative, the probability will approach zero. The sign of the term
(2.26) critically depends on the multiplier m and the volatility o of the risky asset and is
very stringent as can be seen in figure 2.18. If the parameters are chosen to be u = 0.15,
r = 0.05 and o = 0.20, the multiplier can maximally be set to m = 5 if the probability
of the simple CPPI beating the riskless asset is not supposed to converge to zero. This
maximum on the multiplier is interesting in particular with respect to the fact that the
expected terminal value of the simple CPPI is increasing in the multiplier. Therefore,
for large m and a large maturity time 7', the probability of the simple CPPI performing
better than the riskless asset will be close to zero, while the expected payoff will be huge
at the same time. This is a feature that is rather suited for a lottery than for a meaningful

portfolio insurance strategy.

Things are not as simple for the capped CPPI. In figure 2.14 the probability of outper-
forming the riskless asset approaches 1 in the long run for both capped CPPI strategies,
with and without borrowing, such that the only difference is in the speed of convergence.
However, in figure 2.15, for neither of the strategies the probability of beating the riskless
asset will approach 0 in the long run. Indeed, if no borrowing is permitted and if the
initial floor is set to Fy = mT_lVD, which yields an initial exposure of V;, it is possible to

show

T
<
|
=
3
]

)
[V}

lim lim P(Vy? > Vpe'T) = (m-1)%

T—00 ky—1

(2.27)
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with the rule of L’Hépital and lemma A.2.5.e).'? From equation (2.27) it is apparent that
the probability of the capped CPPI beating the riskless asset depends on the sign of the
same term as for the simple CPPI but in addition on the sign of the term p—r — ”2—2 The

terminal value of a pure investment into the risky asset is given by

2
Vi = Vbe(”_ )T +oWr

5
_ V'Oe'rTechT

such that the sign of 6 = # determines whether the probability of a pure investment
into the risky asset outperforming the riskless asset turns to 0 or 1 in the long run.
In other words, the long run probability of the capped CPPI beating the riskless asset is
dependent on both, the long run probability of the simple CPPI and the risky asset beating
the riskless asset. Note that equation (2.27) only holds for the special case Fj = mT_IVO
and Z = 0. For F, > mT_lVO the probability will be lower while for Fj < mT_IVO the
probability will be larger. Similarly, the probability is decreasing in the borrowing limit.
Also, equation (2.27) does only hold strictly for the continuous-time limit case k, — 1,

however the distortions for reasonable values k, > 1 are minute.

Figures 2.16 and 2.17 show the probability of the simple and the capped CPPI beating the
riskless asset for different values of the proportional transaction costs. The discretization
parameter has been set to k, = 1.085 which approximately gives 96 expected trading
dates per year for the simple CPPI. While the probability for the simple CPPI is still
increasing for the small transaction costs 5 = 0.2%, it can be seen that the probability
already decreases for § = 0.5%. In fact, there are still only two cases for the simple
CPPI, either the probability turns to 0 or to 1 in the long run. In comparison, the
probability for the capped CPPI is still increasing even for the larger transaction costs
5 = 0.5%. However, while the probability still turns to 1 for the smaller transaction costs
B = 0.2%, for 8 = 0.5% the probability only turns to around 89% for T' — oo. Notice
that while the discretization parameter k, has only marginal effects on the long term
probability of beating the riskless asset, the effect becomes significant when transaction
costs are considered. For example, choosing k, = 1.26, which yields about 12 trading
dates per year, causes both, the probability of the simple and the capped CPPI for the

larger transaction costs 3 = 0.5% to approach 1.

Cap
Figure 2.19 shows the expected yield of the capped CPPI, as defined by % log £ [VTT} 13

as a function of T. The parameters are identical to the ones in figure 2.17, with the

12The notation [X]~ denotes the negative part of X, i.e. [X]™ := [ X]T.
13Note that this is rather the yield of the expectation than the expected yield, as the expected yield is
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Expected Yield

Figure 2.18: Combinations of m and o suchasto  Figure 2.19: Expected yield of the capped CPPI

yield p—r — %02 = 0 for different p. The riskfree  for different values of the transaction costs. The

interest rate is set to r = 0.05. parameters are Vp = 1000, Fy = 750, m =4, p =
0.15, » = 0.05, ¢ = 0.20, k,, = 1.085 and Z =
0. From top to bottom the curves are for § =
0, 0.2%, 0.5%.

exception of a higher volatility o = 30%. The higher volatility is chosen such as to
produce the case p —r — %ma2 < 0. It is clear that the expected yield must approach
15% for T — 0 as this is the drift of the risky asset and the initial exposure is 100%. It
can be seen that the expected yield is increasing in the long run. Indeed, it can be shown
that
E[vi]
lim lim Tlog

T—o00 ky—1 v@ - A

independent of the other parameters. Although this result might seem appealing, there
is a major drawback. The reason for the large expected yield is that in the long run, the
capped CPPI outgrows the guarantee. Once the cap is binding, the higher drift of the
risky asset compared with the riskless asset results in a tendency of the capped CPPI
never reach a situation again where the cap is not binding. Exactly those paths, that
keep the cap permanently binding, are responsible for the high expected yield and make
the guarantee increasingly irrelevant over time. This feature of the capped CPPI makes

it a strategy that is rather suited for short than for long maturities.

ap

C
usually defined by %E [log V{/D

For example, for the risky asset it holds

} . The difference is that the yield of the expectation is not risk-adjusted.

1 St . 1 St o?
—logFE |—| = hil —F |log—| =pu— —.
T % {SO} a WHEe T [Ogso} =5
We use the yield of the expectation as a tool to meaningfully investigate the expected terminal value for

large maturity times 7.



2.6. CONCLUSION 83

2.6 Conclusion

The discretization with triggered trading dates of the CPPI strategy solves the problem
of continuous trading at cost of continuous monitoring while maintaining the feature that
the terminal value be above some pre-specified guaranteed amount almost surely. It is
this feature, that distinguishes a discretization with triggered trading dates from one
with fixed trading dates. It is shown that as the triggers become small, the discrete
CPPI converges to the continuous CPPI. Also the discrete CPPI possesses a certain self-
regulation property with respect to the volatility. If the triggers are kept constant, an
increase of the volatility of the risky asset will lead to a higher expected number of trading
dates, thus exploiting the convergence. However, an increase of the volatility will lead to
a larger difference between the discrete and the continuous CPPI and the self-regulation
property can only dampen but not compensate this effect. In particular with respect to
hedging this is an important insight. The introduction of transaction costs results in the
expected payoff of the discrete CPPI not being monotonously increasing in the expected
number of trading dates any more. Moreover the expected payoff will have a maximum,
such that there is an optimal number of expected trading dates. In continuous time,
the simple CPPI strategy requires the assumption of unlimited borrowing. Although
also the discrete version of the simple CPPI requires unlimited borrowing, the borrowing

requirement is reduced.

The introduction of a borrowing limit changes the properties the CPPI significantly. In
particular the moments of second order or higher change dramatically if a borrowing limit
is assumed. While for the simple CPPI the exposure is directly linked to the portfolio
value, the introduction of a borrowing limit is equivalent to the introduction of a maximum
exposure ratio. As a consequence the capped CPPI shows two different tail behaviors. For
large portfolio values the CPPI behaves like a pure investment in the risky asset, while
for low portfolio values, the capped CPPI behaves like the simple CPPI. Dependent on
the parameters the density of the payoff of the capped CPPI can be bimodal.






Chapter 3

Floor Adjustments on CPPI

The previous chapters were mainly dedicated to discretizing the simple CPPI strategy.
In addition, the structural problem of unlimited borrowing was solved by introducing a
capped version of the CPPI. For the simple and the capped CPPI, the floor develops
over time like an investment in the riskless asset and the goal is to keep the portfolio
value above the floor at any point in time. Therefore, given a fixed maturity, a fixed
amount can be guaranteed. For short maturities this seems to be a reasonable target.
However, for long maturities, due to the higher drift of the risky asset, the portfolio value
is likely to outgrow the floor, such that the floor and therefore the guaranteed amount
at maturity can easily become insignificant in size in comparison to the portfolio value.
Surely, once the portfolio value has outgrown the floor, it would be undesired to fall back
to the floor in a market crash. Therefore for long maturities, it might be a desirable
feature to increase the floor farther upwards in bullish markets such as to protect the
gains to date. The Time Invariant Portfolio Protection (TIPP) strategy, which was first
formulated by Estep and Kritzman (1988), is designed to do exactly this. The basic
idea of the TIPP is to increase the current floor together with the portfolio value. In
particular, the current floor in the TIPP will be a certain fraction of the maximum of all
past portfolio values. That means, whenever the portfolio value reaches a new all-time
high, the new floor will be set to a certain fraction v of the current portfolio value. In
contrast to the CPPI, where the floor increases at the riskfree interest rate, the guarantee
in the TIPP solely hinges on the maximum of the portfolio values and remains constant
otherwise. Apart from the differences in the definition of the floor, the TIPP trading rule
is the same as the trading rule of the CPPI, at each point in time a multiple m of the

current cushion, i.e. the difference between the current portfolio value and the current

85
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floor, is invested into the risky asset and the rest into the riskless asset. It is apparent
that in the TIPP strategy the current floor will always be significant in size compared
with the current portfolio value as the ratio between floor and portfolio value can never
fall below . Currently there are several investment funds on the market which perform
TIPP strategies, for example Zurich Financial Services, who were the first to offer such
a structure with their "Protected Profits Fund" in 2003 or Barclay Capital’s "Prosper".
While for short maturities these companies usually perform capped CPPI strategies with
a fixed guarantee at maturity, Prosper as well as the Protected Profits Fund are offered

as open ended products, which is consistent with our discussion above.

In this chapter we are concerned with a strategy very similar to the TIPP. While in
the TIPP the current floor remains constant unless the portfolio value reaches a new
maximum, we increase the floor by the riskfree interest rate as for the CPPI. However,
we also adopt the feature of the TIPP and tie the current floor to the maximum of the
portfolio value. In particular, in the strategy to be considered, the current floor will be
set to a certain fraction 7 of the portfolio value whenever this fraction is greater than the
current floor and the strategy will be referred to as CPPI with floor adjustment. Grossman
and Zhou (1993) as well as Cvitani¢ and Karatzas (1995) show that if the floor is defined
as described for the CPPI with floor adjustment, then, with respect to the expected long-
term growth rate of a utility of constant relative risk aversion as well as with respect to
the expected long term growth rate of logarithmic utility, it is optimal to use the trading
rule of the CPPL.

While the CPPI with floor adjustment is better suited as a long term portfolio insurance
strategy in a certain sense as its construction prohibits the portfolio insurance condition,
i.e. the floor, to be outgrown by the portfolio value, it turns out to be more susceptible
with respect to a structural problem of the CPPI, the cash-lock. The cushion and hence
the exposure to the risky asset can become arbitrarily small for the CPPI with floor ad-
justment as well as for the simple and the capped CPPI such that the investor effectively
might end up holding a bond. This problem is referred to as cash-lock and it is a problem
that all CPPI structures share. As a reaction to the cash-lock problem, CPPI products
are often offered with a minimum exposure ratio. This means, that CPPI strategies are
modified such that the exposure to the risky asset is never less than a certain fraction of
the current portfolio value and it results in a CPPI strategy that switches to a constant
mix strategy for low cushion values and switches back when the cushion value increases
again. While a minimum exposure ratio solves the cash-lock problem by construction, it

contradicts the idea of a portfolio insurance at the same time. The introduction of a min-
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imum exposure ratio causes default risk even in a continuous-time setup without market
frictions if no additional provision is taken. We investigate the effects of the minimum
exposure ratio in particular with respect to the drawback of the default risk caused and
the gains of an increased expected yield. Finally we consider the case where put-options
are employed to cover the default risk caused by the introduction of a minimum exposure

ratio. It turns out that a provision against the default risk is quite expensive.

After introducing the CPPI with floor adjustment in section 3.1 and a modification in
section 3.2 we investigate and compare the cash-lock for the CPPI with floor adjustment
with the simple and the capped CPPI in section 3.3. A minimum exposure ratio is
introduced in section 3.4. Section 3.5 is dedicated to the investigation of the costs of

hedging against the default risk caused by the introduction of a minimum exposure ratio.

3.1 The CPPI with Floor Adjustment

We use the same model setup as in the previous chapter, i.e. changes in the portfolio
take place whenever the yield of the discounted cushion process is equal to k, — 1 or
ks — 1 whichever occurs first. For simplicity we assume kg = é throughout this chapter.
Suppose an initial investment of V. The floor at time ¢t = 0 is set to Fy = vV, where
v € (0,1) is a constant and accordingly the initial cushion is equal to Cy = (1 —)Vp. As
for the simple and the capped CPPI, the floor increases at the riskfree rate r such that
F; = e"'F, at some time ¢t. From equation (2.2) we know that if at some trading date
7 the portfolio has performed net n up-moves, the portfolio value of the simple CPPI is

given by
Voe' (v + (1 = )ky). (3.1)

However, here we want to adapt the rule that if the fraction gamma of the current portfolio
value is greater than the current floor, i.e. vV, > F;, the floor is adjusted and set to
F; = ~V;. Note that this is equivalent to saying that the floor is adjusted whenever the
discounted portfolio value has reached a new maximum. Indeed, it can immediately be
seen that vV, > F; is equivalent to Ve ™" > % = Vj such that the first adjustment to the
floor is made when the discounted portfolio value surpasses Vj. Since v+ (1 —~)k, > 1, it
is obvious from equation (3.1) that the discounted portfolio value reaches a new maximum
in our discrete-time setup when the discounted cushion process performs net one up-move.
In order to distinguish the CPPI with floor adjustment from the other strategies, at some

time ¢ the portfolio value, the cushion and the floor will be denoted by V;f4, CF4 and
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FF4 yespectively. Suppose that the level of one net up-move is reached the first time at

7. Then the portfolio value is given by V.4 = Vye'"c where
c=c(v,ky) =7+ (1 =)k, (3.2)

and the floor adjustment rule sets the new floor to Ff4 = 4V 4 = 4Vye'"c and thereby
the cushion to CF4 = (1 — 4)Vge"e. From time 7 onwards the situation resembles the
situation at the beginning. The time 7 of the floor adjustment can be interpreted as a
reset to the CPPI such that a new CPPI is started with floor F¥'4. Therefore the floor
at time ¢ > 7 is given by Ff4 = FF4e¢r=") and when the discounted cushion process
performs net one up-move (suppose at time 7), the floor is adapted to F54 = 4V 4 and
the CPPI strategy is restarted again and so on. From equation (3.1) it is immediate that
at time 7’ the portfolio value is given by V' Aer(M =T = Vye'™ ¢ such that between two
floor adjustments the strategy is a simple CPPI strategy while on every floor adjustment,
the portfolio multiplies with the constant ¢ and the strategy is restarted. It is important
to notice that v can not be chosen independently of the multiplier m with respect to
borrowing. Since the cushion at the time of a floor adjustment equals CF4 = (1 —~)VF4,
the investment into the risky asset equals m(1 — «)V.f4 according to the trading rule of
the CPPI. Therefore, in contrast to the capped CPPI where a maximum exposure ratio
was explicitly modelled, the CPPI with floor adjustment automatically incorporates a
maximum exposure ratio given by m(1 — ). Any borrowing limit can be modelled with

a suitable choice of the parameters m and 7. In particular, choosing

m—1

v=— (3.3)

m

yields a maximum exposure ratio of 100%, thereby ruling out borrowing while allowing for
the possibility of the portfolio being completely invested into the risky asset. For v < mT_l
the strategy will possibly require borrowing and for v > mT_l the maximum exposure ratio
will be below 100% such that some fraction of the portfolio value is always invested into

the riskless asset. As a first result we calculate the moments of the strategy.

Proposition 3.1.1 (Moments of the CPPI with floor adjustment)
Let v € (0,1). Then the moments of the CPPI with floor adjustment, E [(VE#)], are
given by

b
[(me™ —m+1)'p(s, z)dz

J . .

- - ) 1=KLh(1,s)
V] grT E : J J=i(] — ir 1 u 3 ' .
0€ — (z)v (L=7)Lar 1—dh(l,s) 1—Fku(s)— kid(s)
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where h as in lemma A.1.1, the constant ¢ as in equation (3.2) and the integral as in
A.3.11

PROOF: Suppose the number of floor adjustments equals & € Ny. Then the terminal value
of the CPPI with floor adjustment is given by V4 = Voe' Tk (y+(1—~) kL (me”W#=Won) —
m + 1)) where [ = 0, —1,—2, ... denotes the number of net up-moves between the time
of the last floor adjustment and time 7. Hence, the j-th power of the terminal value is

given by
. . . . j
(VEAY = Ve Tedd (4 (1= ) (me” W0 —n 4+ 1))

— VojejTTckj i: (‘Z)Wj_i(l = W)ikff(me”(W%_WfN) —m+1))
i=0
We know that the Laplace transform for the first time of net & up-moves is given by h(k, s).
Further we know that the Laplace transform for the last hit before time 7" yielding net [
up-moves while never surpassing the level 0 is given by ¢o([, s) and the Laplace transform
for having no further trading date is given by p(s,z). Therefore the j-th moment of
the terminal value of the CPPI with floor adjustment, conditioned on having & floor

adjustments and the last trading date before time 7" being at level [, is given by

b

J .
Vet (Z)W’(l — )Lk S Bk, 5) g (1, s) / (me™ —m + 1) p(s, 2)dz
1=0 a

Since ki'qy(l, 5) = qo(l|kiu(s), kid(s)) and h(k,s) = h(1,s)*, summation over all k € Ny
and | € Z \ N immediately yields

b
Qo(0|kLu(s), kid(s)) [(me™ —m + 1)'p(s, z)dz

J grT j—i 1_ -1 a
voe Z() e = oh(l,5)

using the definition of ). From lemma A.1.3 we know that

qo(Olkyu(s), kgd(s)) 1= k,h(1,s)

QoOlFuls): kad()) = T, Ty (o), k() — 1= Riuls) — id(s)

where the second equality follows immediately from direct calculation using the identities
(A.4). O

! As in the previous chapter, we will frequently use short notations such as h(k,s) = h(k|u(s),d(s)),
q(k, s) = q(klu(s), d(s)), qn(k, 5) = qn(klu(s),d(s)), Qn(k,s) = Qn(k|u(s),d(s)) and so on.
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Before we give the moments of the continuous-time version, notice the similarity between
the formula for the moments of the CPPI with floor adjustment in proposition 3.1.1 and

the formula for the moments of the cushion of the simple CPPI in proposition 2.2.2.

Corollary 3.1.2 (Moments, continuous-time case)
The j-th moment of the continuous-time version of the CPPI with floor adjustment is

given by

” 'Y] 11_ ) 2 _§2) 52
2V] jTZ 911"’92] (01 69 ’ N< Qllﬁ)—i_@Q 6 )QN(QQJ\/_)>

where 1. 9
~ =7 —:mo . S
5:+7 01, =0 +1imo, 02’]-:5—1—]7710'(1—’7)

PROOF: In view of proposition 3.1.1 we first need to determine the limit case k, — 1.

Notice that

po1=kALs) V25452 =5 —imo
ku—1 1 —c7h(1,s) \/m (5—jma (1—7)

follows after lengthy calculations as an application of the rule of L’Hospital. Similarly to

the proof of proposition 2.2.6 also

b
[(me™ —m+1)'p(s, z)dz

1
lim e - - - 2
ka—1 1 —Kiu(s) — k4d(s) s —im(p —r) —i(i — 1)m2%

follows with the rule of L’Hospital. Now notice that
1

2
s—im(p—r) —i(i — )m®%G (V25 + 8% — 0,,)(V/25 + 02 + 8 + imo)

and hence the moments of the continuous-time version of the CPPI with floor adjustment

are given by

i,
Vj JrT (]) Jj—1i 1— Z‘Cs_l 2
o ; i) (= Lo (\/234—52 6 — jmo(1l—~ ><\/23+52+5+zm0>

Due to the particularly simple structure, the involved Laplace transforms can be inverted

analytically, such as to yield the assertion in the corollary. O

Notice that the expression given in corollary 3.1.2 is closed-form. In particular, it does

not contain any Laplace transform since the relevant Laplace transforms could be inverted
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Figure 3.1: Expected yield of the capped CPPI ~ Figure 3.2: Standard deviation of the capped
and the CPPI with floor adjustment as a function CPPI and the CPPI with floor adjustment as a

of the maturity time 7. The parameters are k, = function of the maturity time 7. The parameters

1.01, m =4, p = 0.15, r = 0.05, ¢ = 0.20, v =  arek, =1.01,m =4, p = 0.15,7 = 0.05, 0 = 0.20,

mT_l = 0.75 and Iy = vV} for the capped CPPIL. v = mT_l = 0.75 and Fy = ~V} for the capped
CPPL

explicitly. Remember that it is far from usual that the inverse of a Laplace transform can
be calculated analytically?. All Laplace transforms given in chapter 2 must be calculated
numerically. However, one might wonder whether it is possible to find a closed-form
solution for the continuous-time version of the capped CPPI, i.e. the limit case k, — 1.
Unfortunately, although it is possible to find the Laplace transform for the limit case, its

analytical inversion does not seem possible for the capped CPPIL.

Figure 3.1 depicts the expected yield, defined by %log %‘ZT], for the capped CPPI and
the CPPI with floor adjustment as a function of the maturity time 7". The dotted line is
the capped CPPI. While the capped CPPI seems to converge to the drift, u, of the risky
asset, the CPPI with floor adjustment seems to be monotonously decreasing to a value

considerably below p. Indeed, we know that

= p (3.4)

for the capped CPPI from the previous chapter and, with the help of corollary 3.1.2 and

2]
i, Jim, 7:los —7

proposition A.2.5.e), it can be shown that
E [VFA] o

Al plos =y =t el rmmg
for the CPPI with floor adjustment and in particular
. . E [V:IEA] o’
TlglgoklulriqlflogT =r+[pu—r—(m-— 1)?] (3.5)

2See Polyanin and Manzhirov (1998) for a good reference on correspondence tables of Laplace trans-

forms.
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if 7 is chosen as in equation (3.3) such as to yield a maximum exposure ratio of 100%.
For the parameter values in figure 3.1 this gives a rate of convergence of 9% for the CPPI
with floor adjustment. The capped CPPI converging to u is a confirmation of what was
already mentioned at beginning of the chapter. In the long run, the higher drift of the
risky asset results in a tendency of the capped CPPI to reach the maximum exposure
ratio of 100% (without leverage) and remain at that level unless a massive decrease in the
risky asset occurs and hence the behavior of the capped CPPI becomes similar to a pure
investment in the risky asset. For the CPPI with floor adjustment this is not true. Let
us choose 7 as in equation (3.3) such that the strategy starts with a 100% investment in
the risky asset at time ¢ = 0 and the instantaneous yield at the beginning consequently
equals p. From the point of full exposure, if the portfolio value increases, the floor is
adjusted and the exposure ratio remains at its maximum. However, if the portfolio value
decreases, funds are shifted from the risky asset towards the riskless asset irrespective
of how often the floor has been adjusted before. This is the crucial difference to the
capped CPPI. If the portfolio value in the capped CPPI is large, a moderate decrease in
the risky asset will not change the exposure ratio. In the CPPI with floor adjustment,
no matter what the portfolio value is, decreases in the risky asset will pull the exposure
ratio below 100%. It is therefore intuitive, that the expected yield of the CPPI with
floor adjustment must decrease in the maturity time if the initial exposure ratio is 100%.
A closer look at the term r + [ — 7 — (m — 1)"—22]+ yields the insight that for a high
volatility of the risky asset or a high multiplier, the expected yield of the CPPI with floor
adjustment very easily converges to the risk-free interest rate r. For example one of the
standard parameter constellations from chapter 2, y = 0.15, ¢ = 0.30, m = 4 already
gives r + [u —r — (m — 1)0_22]+ = r. This insight makes the choice of the underlying as
well as the choice of the multiplier crucial decisions for the success of a CPPI with floor

adjustment as a long maturity or even open ended product.

Figure 3.2 shows that the standard deviation of the CPPI with floor adjustment is consid-
erably reduced compared to the one of the capped CPPI. Since in contrast to the capped
CPPI the exposure ratio of the CPPI with floor adjustment is not likely to remain at

100%, a shift of funds to the riskless asset must result in a decrease of variance.

Proposition 3.1.3 (Distribution of the CPPI with floor adjustment)
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7 rT
log —2 log —2& log 2=¥¢ Voo~
— L ’YV()ETT L VoeTT N (1*7)CZV0€TT
Let n, = Lilogc J, n, = max { { oos— |20 ¢ na(l) == | — | and

=
=
=
I
Q=

x — cyVoe't m—1
log : —©) +
mct (1 —v)VoerTky” m

(i, ) 1l x — cyVoe't m—1
1,x) = —lo .
Y2t o & mcz(l _ ,-Y)%eer;lz(Z)'i‘l m

for all x € (vVpe'™, 00). Then the probability P(VEA < x) is given by

b
1
ﬁs_% (1— —i—ths Qo(ny (i) — /

Y1 (lvx) Y2 (lvx)

+qo(ns (1), s) / p(s,2)dz + qo(n.(i) + 1, s) / p(s, z)dz

a a

with h, qo, Qo as in lemmas A.1.1, A.1.3 and the integrals as in proposition A.3.2.

PROOF: Note that n, is the solution to max {z € No|Voe et < x} Suppose the number
of floor adjustments is 7. Then it is clear that Vp < Voe' cl(y + (1 — 7)k,) = Voe'T ettt
and therefore the condition V; < z always holds for 0 < ¢ < n,. The Laplace transform
for the density of the first time of having n, floor adjustments is given by h(1,s)% =

h(n,,s) and therefore, using proposition A.2.5,c), the probability for having n, or more

h(ng,,s)
S

floor adjustments is given by Es_%{ } Consequently, using proposition A.2.5.d),

S

the probability for having less than n, floor adjustments equals Es_; {M} which
accounts for the first term in the expression for P(Vy < x). For the other terms, first note
that 7, is the solution to max {i € No|yVpe™ " < z}. Since yVpe ¢’ is the guarantee after
i floor adjustments, we know that always Vp > « for ¢ > n,. However, fori € {n,,...,n,},
once the i-th floor adjustment has occurred, the situation is very similar to that of the
capped CPPI in proposition 2.3.1. From that time on the maximally allowed number of
net up-moves is zero because otherwise there would be a further floor adjustment. Note,
that the definitions of n,(7), y1 (¢, x) and y2 (i, ) match the definitions of proposition 2.3.1
with G = yVpe ¢’ and C = (1 — ) Vyc'. Therefore,
y1(4,x)

L4 h(i,s) Qo(nm(z’)—l,s)/p(s,z)dz-l-%(nx(i),s) / p(s, z)dz

y2(i,z)

+qo(ny (1) + 1, 5) / p(s, 2)dz

a
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Figure 3.3: Densities of the capped CPPI and the
CPPI with floor adjustment. The parameters are
k, = 1.01, m =4, p = 0.15, r = 0.05, 0 = 0.20,
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Figure 3.4: Density of the CPPI with floor ad-
justment. The parameters are k, = 1.40, m = 4,
p= 015 r = 0.05, ¢ = 0.20, v = =L = 0.75,

7:mT’1:0.75,T:5andF0:7V0forthe T =5.

capped CPPL

gives the joint probability of having ¢ floor adjustments and Vr < x. Summing over all

i € {n,,...,n,} completes the proof. O

It is straightforward deduce the density of the CPPI with floor adjustment by means of

differentiation.

Corollary 3.1.4 (Density of the CPPI with floor adjustment)
In the notation of proposition 3.1.3, the density of the terminal value of the CPPI with

floor adjustment is given by

prgate) = £34 3 hlics) (a0, s o) 2207

o (i) + 1, )p(s, (i w>>%> }

where
dyilie) 1 1
ox N Ty — Vet (7 —(m—1)(1- ,Y)kaz(i))
Oyalisw) 1 1
ox N Ty — ciVyerT (7 _ (m _ 1)(1 o ,Y)k;lz(i)-Fl)

Note that the structure of the formula in corollary 3.1.4 is very similar to the structure
of the density of the simple CPPI in corollary 2.2.4, the main difference being the sum.

However, this difference is crucial with respect to the numerical complexity. While the
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sum is finite for any fixed k, > 1, the upper summation limit n, turns to infinity as
k, — 1.

Figure 3.3 depicts the densities of the capped CPPI (dotted line) and the CPPI with
floor adjustment. The discretization parameter k, was chosen very small such as to
approximate the continuous-time case. Figure 3.4 shows the density of the CPPI with
floor adjustment for the same parameters but a larger discetization parameter. The
occurrence of the spikes in the density for larger values of the discretization parameter
is not very surprising. Since between any two floor adjustments, the CPPI with floor
adjustment is identical to a simple CPPI, the spikes reflect the spike of the simple CPPI
close to the guarantee. However, for small values of the discretization parameter, the
CPPI with floor adjustment becomes uni-modal as can be observed in figure 3.3. This is
in contrast to the capped CPPI where the one break in the density as given in equation
(2.17) remains, independent of k,. Generally it can be said that the CPPI with floor
adjustment shifts probability mass from both edges towards the middle compared with
the capped CPPI. The vertical line is at the point V7 = Vpe'l and therefore symbolizes
the payoff of the riskless asset. From equation (2.17) it is immediate that the placement
of the break in the density of the capped CPPI is equal to the payoff of the riskless asset
whenever there is no borrowing permitted and the initial exposure ratio is 100%. Figure
3.3 also suggests that the probability of beating the riskless asset is larger for the CPPI
with floor adjustment than for the capped CPPI. Indeed, it is known from the previous
chapter that

1— [u—r—%moz]i o2

~ , p—=r—%>0
lim lim P(Vy™ > Vpe') = (m-1)%
T—00 ky—1 2

0 , u—r—%5 <0

(3.6)

is the long term probability for the capped CPPI beating the riskless asset while it can
be shown (using propositions 3.1.3 and A.2.5,¢)) that

lim lim P(VEA > Voe'T) = m0-0%

T—o0 ky—1
and in particular

[u—r—%—mc’z] B
a
2

-1\ =
lim lim P(VF4 > Voe'T) = (L> (3.7)

T—00 ky—1 m

for v as in equation (3.3) is the long term probability for the CPPI with floor adjust-

ment beating the riskless asset. An application of Bernoulli’s inequality to equation (3.7)
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immediately yields

) B W TSt SRS
mZ (m—1)%

such that at least in the long run, the probability of beating the riskless asset is larger for

the CPPI with floor adjustment.

Figures 3.5 and 3.6 depict the probability of the capped CPPI and the CPPI with floor
adjustment outperforming the riskless asset as a function of the maturity time 7. The
parameter constellations only differ in the volatility. Using equations (3.6) and (3.7) we
find that the probability of beating the riskless asset tends to one in the long run for
both strategies in figure 3.5 while it tends to 40.74% for the capped CPPI and 59.96% for
the CPPI with floor adjustment in figure 3.6. Figure 3.6 is particularly interesting with
respect to the long term yield of the capped CPPI and the CPPI with floor adjustment,
i.e. equations (3.4) and (3.5). While the probability of outperforming the riskless asset
is only about 40% but the expected yield equals the drift, u, of the risky asset for the
capped CPPI, the probability of outperforming the riskless asset is 60% but the expected

yield is equal to the riskfree rate r.
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3.2 Increased initial floor levels

First, we generalize the strategy of the previous section section slightly. In the previous
section the floor was adjusted and set to yVI4 whenever F¥4 > 4V 4 on some trading
date 7, which was seen to be equivalent to adjusting the floor whenever the maximum
exposure ratio m(1 — ) is surpassed. In this section we will use the same rule for floor
adjustments. However, while in the previous section, the initial floor was set to Fy = V4,
here we investigate the effects of increased initial floors, i.e. Fy € [yVp, Vp). The choice
Fy = 7V means that the strategy starts with the maximum exposure ratio at time ¢ = 0.

m=1 as in equation (3.3), which is the condition for

Combined with a choice of v =
making an exposure ratio of 100% possible while ruling out borrowing, this means that
the strategy starts with the whole portfolio invested into the risky asset. Choosing larger
values for the initial floor results in the strategy starting with less than the maximum
exposure ratio, in particular with a choice of Fy > vV and v = mT_l the strategy starts
with an exposure ratio, which is less than 100% but the possibility of the exposure ratio
rising up to 100% in the future remains. While in the previous section the initial exposure
ratio was equal to the maximum exposure ratio and therefore floor adjustments were made
after net one up-move, the situation is slightly different here. Since the initial exposure

ratio is lower than the maximum exposure ratio, it will take more than net one up-move

to surpass the maximum exposure ratio.

Suppose that the initial floor is set to Fy = ﬁ where n € Ny. It is obvious that
d
n = 0 yields Fy = vVy and lim — Y% — V} such that the value for Fy is chosen from
n—00 7+(1_7)kd

a discrete subset of the interval (yVp, Vy). The restriction to this discrete subset is not
necessary and is only done for simplicity. Suppose now that the cushion process performs

net n up-moves up to time 7. Then the portfolio value at time 7 is given by

‘/;—FA _ FOeTT 4 (% o FO)kZ,eTT
%eTT
v+ (L =)k}

and the exposure ratio is given by

m(v;FA o FfA

T

which is the maximum exposure ratio. Therefore, the first time the maximum exposure
ratio is surpassed is after net n 4+ 1 up-moves. Like in the last section, at this time the
current floor is increased to 7 times the current portfolio value such that the exposure

ratio becomes equal to the maximum exposure ratio. From this time onwards the strategy
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is identical to the strategy in the previous section. Since after the first floor adjustment,
which is made after n + 1 net up-moves, the exposure ratio is at its maximum, it requires
only one net up-move to adjust the floor again. Formally, the only difference to the
strategy in the previous section is, that the first floor adjustment requires net n + 1 up-
moves. Calculating the moments and the distribution of the strategy is a straightforward
adaption of propositions 3.1.1 and 3.1.3 and we restrict ourselves to giving the moments

in the following corollary.

Corollary 3.2.1 (Moments, increased initial floor)

Let v € [mT_l, 1), n € Ny and Fy = ﬁ Then the j-th moment of the CPPI with

floor adjustment and increased initial floor is given by

(i) B0

Qo(OlK u(s), Kid(s)) / (me™ — m + 1) p(s, 2)dz

a

= dh(h+1,s)
T ) 1 —cih(1, )

b
RO (Al u(s), Kid(s)) / (me™ — m + 1) p(s, 2)dz

a

Figure 3.7 depicts the expected yield as a

function of the time to maturity for differ- 012

ent values of the initial floor. It can be g 0©-11

seen that the expected yield is not always 5 0}

monotonous in the maturity time. While % 009
for low values of the initial floor it seems to & o 08 o

be monotonously decreasing, it seems to be o

monotonously increasing for high values of

the initial floor. For medium values of the
Figure 3.7: Expected yield of the CPPI with floor

initial floor, however, the expected yield
adjustment as a function of the maturity. The pa-

has a maximum in the maturity time. Nev- rameters are ky = 1.01, m = 4, i = 0.15, 1 = 0.05,

ertheless, the size of the initial floor does 4 = .20, v = 0.75. The three lines are (from top

not seem to have any impact on the long to bottom) for 7 = 0, 37, 62 giving approximately

term performance of the strategy, but only o = 750, 900, 950 respectively.

influences the short term performance. Ir-

respective of the size of the initial floor the expected yield converges to the same value,

which is equal to r + [ — 7 — (m — 1)%2]+ as is known from the previous section.
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Let us now take a different view on the increased initial floors. Suppose the CPPI with
floor adjustment is offered as an open ended fund product where customers can invest or
withdraw their investment at any time. Without loss of generality we can assume a two
customer case here. At time ¢t = 0, a company launches an open ended CPPI product
with floor adjustment and customer one invests the amount K; at time ¢ = 0 and we
assume Fy = vV = vK;. At a later point in time 7 > 0, which we assume to be a trading
date for simplicity, customer two wants to enter and invest the amount K. At time 7
the wealth of customer one is equal to Kic'e™ (v + (1 — v)k") for some i,n € Ny. This
means, that customer one has had i floor adjustments after which the portfolio decreased
such that the next floor adjustment requires net n + 1 up-moves. If the strategy is not
to be changed by the investment of customer two, the first floor adjustment for customer
two will also be after net n 4+ 1 up-moves. After the arrival of customer two, the (joined)

portfolio value is given by

V. = Kide(y+ (1 =)k} + K

i T Ko n (38)
= (ch e’ + m) ('7 + (1 - V)kd)

such that from equation (3.8) it is apparent that for customer two, entering a running
CPPI with floor adjustment is equivalent to investing into a CPPI with floor adjustment
and an increased initial floor. In view of this, the above mentioned irrelevance of the
long term performance of the CPPI with floor adjustment of the initial floor is an ideal
result. Irrespective of when a customer joins an open ended CPPI with floor adjustment
and how the performance has been in the past, the long term performance will always be
the same. Surely, the short term performance may be considerably different and heavily

depends on the past performance as is obvious from figure 3.7.

3.3 The cash-lock problem

The term cash-lock refers to a situation where the portfolio value of the CPPI is lower
than the floor at some point in time, i.e. the cushion is negative. In a cash-lock situation,
the investment strategy is to fully invest the portfolio into the riskless asset and this is
where the terminology stems from. However, if the price process of the risky asset is
continuous, this situation can not occur in continuous time and neither in discrete time
with triggered trading dates as in the previous chapter. A cash-lock can only occur if
trading takes place in discrete time with fixed trading dates as in chapter 1 or if the price

process of the risky asset is not continuous. Since in our setup a cash-lock can not occur,
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we resort to a slightly modified definition of cash-lock. In the following, we will call a
situation e-cash-lock if the exposure ratio of the strategy falls below some € > 0. Although
all versions of the CPPI considered in this and the previous chapter can fully recover from
an e-cash-lock situation, once the exposure ratio has become small, the expected time for
a recovery is large such that a very small exposure ratio is already an unpleasant situation

to be in.

Proposition 3.3.1 (e-Cash-Lock)

Lete >0, v € (0,1) and n := {%%J. Then, with h(n,s) = h(n|u(s),d(s)) as in

lemma A.1.1 and hi(n,s) = hi(n|u(s),d(s)) as in lemma A.1.5, it holds

a) the probability of the exposure ratio of the simple CPPI with Fy = ~Vy falling below

at some point in time before maturity time T is given by

ok {h(& s) }

b) the probability of the exposure ratio of the CPPI with floor adjustment falling below &

at some point in time before maturity time T is given by
E_l 1 hO <ﬂ7 S)
ST s1 — hpa(1,s)
c) with Fy = vVy, the probability of the exposure ratio of the capped CPPI falling below &
at some point in time before maturity time T is given by

1 1h, n, d"(s)d 00, 8)h , 1.
L7 ~haa(n,s) + = ,+1(n8_) (s)d(s|a, 00,0)ho(n' + 1, s)
S S 1 —d(s|a,00,8)hyia(1,5)

for the case mCy < Vo + Z and by

o1 [Ld()d(s]a, 00, 8)ho(w + 1, 5)
s, T 1 —d(8|a70075)hﬁ’+2(178)

for the case mCqy > Vo + Z, where n,d'(s) d’(s) as in propositions 2.3.1, 2.3.2 and addi-

10g< (m—1)Fye )
: r_ =) (g +2)
tionally n' = L Top ks )

PROOF: From equation (3.1) we know that at some trading date 7 the value of the simple

CPPI is given by Voe™ (v + (1 — v)k™) for some n € Z. Therefore the exposure ratio at
% and it follows immediately that the exposure ratio is less than or

equal to € for all n < n. We know that the Laplace transform of the density for the first

T is given by
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time of having net n up-moves is given by h(n,s). Hence, with the help of proposition

A.2.5,c) part a) of the proposition is immediate.

For part b) note that the value of the CPPI with floor adjustment is given by Vpe™ ¢! (v +
(1 — ~)k?) at some trading date 7 for some i € Ny and some n € Z \ N. Hence, the
exposure ratio is again given by %

Laplace transform of the density for the first time of having ¢ floor adjustments while

and less than or equal to e for all n < n. The

not reaching the e-cash-lock and then n net up-moves while not having a further floor
adjustment is given by (hy41(1,5))" ho(n, s). Since there can be possibly arbitrarily many

floor adjustments, summing over 7 € Ny yields the result.

For part ¢) note that h;(n, s) is the Laplace transform for reaching the e-cash-lock before
the cap becomes active, which explains the first summand in ¢) for the case mCy < Vo+Z.
Likewise h,,11(n+1, s) is the Laplace transform for reaching the cap before the e-cash-lock.
The term d”(s) is the Laplace transform for going down to the situation where mC’tC =
V.4 Zemt ie. the situation where according to the trading rule of the CPPI the complete
portfolio plus the maximum borrowing must be invested in the risky asset. From that
point, it requires n' up-moves to reach the e-cash-lock. The term d(s|a,00,0)hy12(1, s)

stands for going down one level and going up to the situation of full exposure again

without reaching the e-cash-lock before. The term — @M therefore accounts

1
5la,00,6) R,y 4 o(1,5)
for the fact that there can be arbitrarily many switches between full exposure and less
than full exposure. Finally, d(s|a,oc0,d)ho(n’ + 1,s) stands for going down to less than
full exposure and reaching the e-cash-lock while not reaching full exposure again. Hence,

the case mCy < Vi + Z becomes apparent and the case mCy < Vy + Z is analogous. O

Figures 3.8 and 3.9 show the probability of an e-cash-lock occurring as a function of the
maturity time for the simple CPPI, the capped CPPI and the CPPI with floor adjustment.
It is clear, that the e-cash-lock probability must be increasing in the maturity time for all
strategies, since a longer maturity time increases the overall variance. It can be seen that
the e-cash-lock probability of the CPPI with floor adjustment converges to one in both
figures, the e-cash-lock probability of the capped CPPI converges to a value considerably
below one in both figures and the e-cash-lock probability of the simple CPPI converges
to a value below one in figure 3.8 and to one in figure 3.9. These differences require some
comment and we start with the capped CPPI. The capped CPPI has two basic barriers.
One lower barrier for reaching the e-cash-lock and one upper barrier for reaching the cap.
There is always a positive probability of reaching the cap and this probability does not

converge to zero if the time to maturity becomes large. However, once the cap is reached,
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Cash Lock Probability
o

Figure 3.8: Probability of an e-cash-lock of the
simple CPPI, the capped CPPI and the CPPI
with floor adjustment as a function of the matu-
rity time. The parameters are k, = 1.01, m = 4,
pw=0.15,r =0.05, v = 0.75, Fy = vV, € = 0.01
and o = 0.20.

Cash Lock Probability

Figure 3.9: Probability of an e-cash-lock of the
simple CPPI, the capped CPPI and the CPPI
with floor adjustment as a function of the matu-
rity time. The parameters are k, = 1.01, m = 4,
w=0.15r=0.05, vy =0.75, Fy = ~yVy, € = 0.01
and o = 0.30.

the strategy turns into a pure investment in the risky asset. We know that the value
of the discounted risky asset at some time t > 7 is given by S, = S,eW¢=W2) It is
well known, that for Brownian motions with positive drifts, there is a positive probability
of the Brownian motion never hitting lower barriers. Therefore, whenever the drift ¢§ is
positive and the strategy has reached full exposure, there is a positive probability of the

strategy never reaching less than full exposure again.

For the simple CPPI the situation is somewhat different. From proposition 1.1.2 we

know that the discounted cushion process of the continuous-time version is given by

eTrtCent = Cyelmn=r)—gm?e®)itomWe \With the same argument about Brownian motions

with drift, we find here that there is positive probability for the discounted cushion process

never falling below some lower barrier, if u —r — %m02 is positive. Since the exposure
17

ratio is given by % and directly dependent on the discounted cushion process, the
t

same is true for thte e-cash-lock probability. However, for negative drifts the probability
of an e-cash-lock occurring in infinite time is indeed 1. The parameters in figures 3.8
and 3.9 are the same as in figures 3.5 and 3.6 and therefore also yield p —r — %ma2 >0
and < 0 respectively. Surely, for our discrete version of the simple CPPI, this condition
is only an approximation as we know that for k, — oo the simple CPPI converges to a
stop-loss strategy. Nevertheless, for reasonable values of the discretization parameter k,,
the cash-lock probability of the discrete version of the simple CPPI is well explained by

the cash-lock probability of the continuous time version.
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For the CPPI with floor adjustment, note that after each floor adjustment, the fixed
number of net n up-moves (since n is negative these are actually down-moves) is required
to reach the e-cash-lock. Hence it is a simple consequence of the indefinitely increasing
variance of the Brownian motion in infinite time that any fixed number of net down-
moves is surpassed at some point in time. Therefore, independent of the parameters,
the CPPI with floor adjustment will reach an e-cash-lock situation with certainty within
infinite time. Although, for a long-term or open ended strategy this is not a nice result,
it is the trade-off for the increased portfolio insurance. Notice also that the probability
of recovering from an e-cash-lock situation is the same for all three strategies as their

behavior is identical for low portfolio values close to the respective floor.

Nevertheless, as a consequence of the large e-cash-lock probability it is an intuitive idea to
further modify the CPPI with floor adjustment such as to introduce a minimum exposure
ratio. Currently, CPPI products are often offered with a maximum as well as a minimum
exposure ratio. While the maximum exposure ratio is a natural byproduct of the floor
adjustments, the minimum exposure ratio must be modelled explicitly. This is what will

be done in the next section.

3.4 The CPPI with Minimum Exposure Ratio

In this section, we provide the CPPI with floor adjustment with a minimum exposure
ratio. The idea is to create a new strategy by performing a CPPI with floor adjustment
whenever the exposure ratio according to the CPPI with floor adjustment is greater than
some minimum exposure ratio A € (0, 1) and investing exactly the fraction A of the current
portfolio value in the risky asset and the fraction 1 — X in the riskfree asset whenever the
exposure ratio would be less than A according to the CPPI with floor adjustment. We will
call this strategy CPPI with minimum exposure ratio. In continuous time, always investing
exactly some fraction A in the risky asset and the fraction 1 — X is called a constant mix
strategy. Therefore a situation where the minimum exposure ratio is binding will be
referred to as the strategy being in the constant miz part as opposed to the strategy
being in the CPPI part.

The first question in modelling the constant mix part of the strategy is how to define the
trading dates. Up to now, the trading dates were defined upon changes in the discounted
cushion process and this was equivalent to trading upon changes in the price process of the

discounted risky asset. However, this equivalence does not hold anymore for the constant
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mix part of the strategy. It is impossible to define the trading dates of the constant
mix part of the strategy based on changes in the discounted cushion process. Formally,
this would mean that the portfolio is rebalanced according to the constant mix strategy
whenever the discounted cushion process e "'C; = e " (V, — F,) increases or decreases
by certain fractions. The consequence of so-defined trading dates would be a problem
equivalent to the paradox of Achilles and the turtle. Therefore it is clear, that the trading
dates can not be defined upon changes of the cushion process, but they can be defined
upon changes in the discounted price process of the risky asset. If the same fractions

as for the CPPI part of the strategy were used, trading would take place whenever the

ky—1
m

discounted price process of the risky asset has gained the fraction or lost the fraction

%. However, it is not clear, why the same fractions as for the CPPI part should be
used. While being in the constant mix part, one might wish to trade at a higher or lower
frequency. Although it is no problem to introduce different fractions for the constant mix
part upon which the trading dates are defined, it is not our concern here to discretize the
constant mix strategy. Therefore we resort to the simplest possibility and perform the

constant mix part of the strategy in continuous time.

It might seem somewhat awkward to com-
bine discrete time trading and continu-
ous time trading and it is justified to ask
what information can be drawn from such a
model. Firstly, for k, close to 1, the model
will be a good approximation for the en-

tirely continuous time pendant of the strat-

egy and so far there does not exist a contin-
uous time pendant in the literature. Sec-

. Fi .10: Binomial t ith both i-
ondly, one could argue that while a com- igure 3.10: Binomial tree with both, a maxi

pany performs the CPPI part of the strat- i and minfmun barrier

egy itself, whenever the constant mix part

is reached, it invests into a constant mix product on the market and does not perform
this part itself. For k, considerably greater than 1, the differences between the results of
our partially discrete time strategy and the entirely continuous-time pendant will clearly
only stem from the CPPI part and this shall be the focus here. Thirdly, a constant mix
strategy is not a portfolio insurance strategy. For a constant mix strategy there is always
the possibility of the portfolio value decreasing to zero such that the portfolio can not be

kept above a certain level. Hence, the CPPI with minimum exposure ratio is not a port-
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folio insurance strategy either. Reinstalling a portfolio protection feature for the CPPI
with minimum exposure ratio becomes an important topic. The next section is dedicated
to this topic and it entails considerable simplifications if the constant mix part of the

strategy is performed in continuous time.

Let us now briefly recall the constant mix strategy in continuous time. Suppose, at some
point in time 7, the amount V is invested into a constant mix strategy with parameter

A. Then the dynamics of the portfolio value is given by

dVy dSy
[ = —_— 1 —
7 A S, + ( A)rdt
— (A (1= N)r)dt + AodW, (3.9)

for ¢ > 7 using the dynamics of the risky asset as defined in equation (1.1). It is apparent
from equation (3.9) that the portfolio value of the constant mix strategy follows a geomet-
ric Brownian motion again if the dynamics of the price process of the risky asset follows
a geometric Brownian motion. From equation (3.9) we therefore immediately conclude
that

Vi = Vet o) = 53202 (t=r) £ Ao (Wi W)

which can be rewritten as
V;f _ V;er(t—‘r)e)\o(Wf)‘ —WEA) (310)

where

—r— 12
oy = SR TAC (3.11)

o

and W denotes the Brownian motion with drift dy.

In the following we will give a detailed description of the CPPI with minimum exposure
ratio. At time ¢ = 0 the strategy starts in the CPPI part such that a CPPI with floor
adjustment is performed. From section 3.1 we know that at some trading date 7 the
portfolio value is given by Vpe' ¢! (v + k% (1 — 7)) for some i,n € Ny. From section 3.3 it is
known that the exposure ratio of the CPPI with floor adjustment is less than A whenever

n > ny where

log <77’\ >
(1=7)(m=2A)
= 3.12
™ log kg4 ( )
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and therefore the constant mix part of the strategy is reached, when the strategy has
performed ny+1 down-moves since the most recent floor adjustment.® Hence, the portfolio

value at the beginning of the constant mix part is given by
VME = Ve (y + Ep (1 — 7)) (3.13)

for some i € Ny, where VME denotes the value process of the CPPI with minimum
exposure ratio at time ¢. Likewise CM¥ and F™¥ denote the cushion and the floor. After
being in the constant mix part, the question is, when to enter the CPPI part again. The
canonical choice would be the time, when the trading rule of the CPPI suggests to invest
exactly the fraction A of the portfolio into the risky asset. However, for simplicity, we
define the time of reentering the CPPI part by

7= min VMF = Voe''cl(y + K (1 — 7)) (3.14)

t>T1

such that from time 7’ it requires exactly net n, up-moves to achieve full exposure again

and exactly net n, + 1 up-moves for the next floor adjustment. In general, the exposure

kg*(1=y)
Tk 1=y)
A which can only be the case for certain combinations of A and k;. We will now focus on

ratio a time 7’ will be slightly higher than A. It will be equal to A if and only if

the time needed to reenter the CPPI part of the strategy. A combination of equations
(3.10), (3.13) and (3.14) yields

. 5 5 .
Voe™ ' (y + k(1 — 4))e? W=7 = Voertcl (4 + KA (1 — 7))

or equivalently

1 kA (1 —
W — W = —log < i nf+§ ) > —: by, (3.15)
Ao v+ k(1 =)
It is important to notice that equation (3.15) does not depend on the number of floor
adjustments ¢ such that the time to reach the CPPI part again, once being in the constant
mix part, is independent of how often the floor has been adjusted before. From equation
(3.15) it is immediate that the Laplace transform for the density of the time to reenter
the CPPI part is given by
Uson(8) == u(s| — 00,by,8x) := lim wu(sl|a,by,dy) = P02y 2563

a——00

3Note that (3.12) is given in terms of down-moves which is in contrast to the formulas in the previous
sections where the formulas were given in terms of up-moves. Although n) down-moves is equivalent to
—n) up-moves due to kg = %, it is convenient to think in terms of down-moves in this section. The

situation is as depicted in figure 3.10.
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and the Laplace transform for the joint density of not reentering the CPPI part up to

some point in time and the final value of the Brownian motion with drift §, is given by

poo,/\<372) = poo,/\<872’_ooab)\75)\)

= lim 10<S7Z|a’7b/\75)\)

( <1—e2b“ /25+5§\> Azt /25463
, 2<0
\/25+03
ROCEER /25453 _ Ot /25463 —2by 4/ 25+53 I
\ 21 ’ '

We are now in a position to give the first result, the moments of the CPPI with minimum

exposure ratio.

Proposition 3.4.1 (Moments of the CPPI with minimum exposure ratio)
Let v € [2=11), A € (0,m(1 —)) and Fy = yVy. Then the j-th moment of the CPPI
with minimum exposure ratio, E [(V%WE)J} , 18 given by

S5 ()41 — ) Euku(s), Ki(s)) fme™ —m+ 1)ip(s, 2)dz

VieTp-l { =2 : <
0 > (1_7700,/\<]7S))(1 _C]h—nA<178))

(me?® —m+ 1)p(s, z)dz

S o

oo (G>8) 32 (7971 = AV K Ea(Riu(s), Ki(s)

+ 1=0
(1 = Noon (4, 8))c7ho(ny + 1, 5)
. b>\ .
Moon (4, 8) (7 + kP T (L = 7)) [ €792 p a(s, 2)dz
+ —00

(1 = Moo (ds 8))c7ho(nx + 1, 8) oo A(S)

where
cho(ny + 1, 8)ho(—ny — 1, 8)uso ()
ox(l,8) == ’ ’ ’ ,leN
ool ) = T o) = o (=L, St ()
and
1 —=h_p,(Iu,d) = ho(—nx — 1|u, d)
Sulu,d) = l—u—d
Eiu,d) = 1 — hy, (—1|u,d) — ho(ny + 1]u, d)

1—u—d
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PROOF: We only proof the proposition for j = 1, the formula for arbitrary j is a straight-
forward generalization. First, we explain the term 7. (1, s). It can be understood as the
strategy performing a certain cycle. The cycle consists of first having a possibly arbitrary
number of floor adjustments without reaching the constant mix part of the strategy, then
reach the constant mix part, switch possibly arbitrarily often between the constant mix
part and the CPPI part without further floor adjustment before finally having another
floor adjustment. Since the strategy starts with maximum exposure, one net up-move
is sufficient for a floor adjustment. So, in the following we will refer to a situation with
maximum exposure as the strategy being at level zero. Also we know that net ny + 1
down-moves are required to enter the constant mix part of the strategy and we will call
this level —n, — 1. Therefore the Laplace transform for having a floor adjustment while
not entering the constant mix part before is given by h_,,(1,s). We know that a floor
adjustment means multiplying the portfolio with ¢ and therefore ¢/ for the j-th moment.
Suppose there are i; € Ny floor adjustments, then we have (¢/h_,, (1, s))il. The Laplace
transform for reaching the constant mix part is given by ho(—ny — 1,s) and the Laplace
transform for going back to the CPPI part is uo x(s). From that point, level —n,, the
Laplace transform for entering the constant mix part while not having another floor ad-
justment before is given by h,, (—1, s). Therefore the term (A, (—1, 5)usoa(s))" describes
i € Ny switches between the CPPI part and the constant mix part. Adjusting the floor
again after the last switch requires net n,+1 up-moves and the relevant Laplace transform
for that is hg(ny + 1,5). In addition, a multiplication with ¢/ for the floor adjustment is

needed again for the floor adjustment. Hence, in total we get
(chn,(1,8))" ho(=nx — 1, 8)tioo A (5) (hny (=1, §)tsor(5))™ cho(ny + 1, 5)

and summation over all possibilities i1, 72 € Ny yields 7 A(1, s). There can be an arbitrary

number of such cycles and therefore the term

an,k(lﬁs)i = !
=0

1= nen(l,8)
is found.

After a possibly arbitrary number of cycles, there are three cases. First, never reach the
constant mix part again. Second, reach the constant mix part again, switch arbitrarily
often between constant mix and CPPI without having another floor adjustment before
eventually neither having another floor adjustment nor reaching the constant mix part
again. Third, reach the constant mix part again, switch arbitrarily often between constant

mix and CPPI without having another floor adjustment before never returning to the
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CPPI part again. We will now calculate the expected value of the strategy for each of

these cases separately.

For the first case, note that never reaching the constant mix part again means that there

can still be arbitrarily many floor adjustments and the Laplace transform for that is given

by m including the multiplications with ¢ for each floor adjustment. The value
—n)\ b

of the strategy at maturity 7T is given by
Vo'l (v + (1 — v)kg(me”(w%_wgzv) —m+1))

for some ¢ € Ny, n € {0,1,...,n,} if the strategy ends in the CPPI part where 7y is
the last trading date before time T as usual. The ¢ are accounted for implicitly with
the probabilities of occurring floor adjustments as described above. After the last floor
adjustment, the strategy is at level zero. It is apparent that &,(u(s),d(s)) accounts for
the probability of all paths that neither produce another floor adjustment nor reach the

constant mix part. Hence, for the first case the expected guarantee is given by

2ulu(s), d(s)) [ p(s. 2)dz

(1 - 7700,/\<1a 3))(1 - Ch_m\(l, 3))

Voe' 'L 1 (3.16)

Since the cushion multiplies with k, for each up-move and k,4 for each down move, we can
implicity account for that by taking &, (k,u(s), kqd(s)) and therefore the expected cushion

is given by

Voe' "L (3.17)

For the second case there can be arbitrarily many floor adjustments, hence m,
7”)\ b

before reaching the constant mix part with ho(—ny — 1, s), going back to the CPPI part
with us A($) and switching arbitrarily often between the constant mix and the CPPI with

L oL Multiplication of the terms yields

1—=hny (=1,8)uco,A (s

ho(—ny — 1, 8) e 1 (8) - Noo (1, 5)

(1 - Ch—m\<17 S))(l - hm\<_17 S)UOO,/\(S)) (1 - 7700,>\<17 S)>Ch0<n>\ + 1, S)'

The strategy then is at level —n) and the probability of all paths that neither produce an-

other floor adjustment nor reach the constant mix part is accounted for with &;(u(s), d(s)).
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With the same arguments as above, for the second case the expected guarantee is given
by

Yoo A (1, 8)alu(s), fp s,2)d
Voe™ L7 3.18
0¢ FsT (1 — noon(1, 8))ch0(n,\ +1,s) (3.18)
and the expected cushion is given by
b
(1 = NEP oon(1, 8)Ea(kyu(s), kqd(s)) [(me™ —m +1)p(s, z)dz
Voe' L1 2 . (3.19)

(1 — 1o n(1, 8))cho(ny + 1, s)

For the third case we analogously find the term

7700,>\<1a S)
(1 — noon(1, 8))cho(ny + 1, 8)uo A(S)

for all cases of the strategy reaching level —ny — 1. Since the strategy is not to enter the

CPPI part again by assumption, the value of the portfolio at maturity is given by
S S
V GTTCZ<’}/ + (1 _ ,y)k;lA-i-l)e/\o(WT)‘—WT;‘,)

and therefore the expected value at maturity must equal

Noon (1, 8)(y + EP (1 — f % poo A (s, 2)dz

(1 — noon(1, 8))cho(ny + 17 $)Uso A (S)

Voe' L4 (3.20)

for the third case.

It can readily be seen, that the sum equations (3.16), (3.17), (3.18), (3.19) and (3.20)

coincides with the formula in the proposition for 7 = 1. a

Note that while the formula given in proposition 3.4.1 is closed-form in terms of a Laplace
transform, as all formulas presented so far, it does not seem possible to receive such an
expression for the distribution of the CPPI with minimum exposure ratio. Although it
is not difficult to find an expression containing an infinite sum of Laplace transforms (or
equivalently a Laplace transform of an infinite sum), we therefore restrict ourselves to

present some risk-measures.
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Proposition 3.4.2 (Risk-Measures)

In the notation of proposition 3.4.1 and in addition

1
ay = —Ilo 1

o B A kT

L ho(ny + 1, 8)ho(—nx — 1, s)u(s|ay, by, dy)
m(s) = (1= hon, (1, 9)) (L — hu, (=1, s)u(s|ax, by, 65))’ L€ No,

it holds:

a) The probability of the strategy being in default at maturity T, i.e. the shortfall proba-
bility PSF = P(VME < EME) s given by

ax

. 0,s)
L} Moo (0, / son(s, 2)dz
sT (1 = 1oox(0,8))ho(ny + 1, $)usA(S) Poo(5:2)

—00

b) The probability of the strategy with maturity time T falling below the current floor at
some time before T, i.e. P (Elt €(0,T): VME < FtME), s given by

—1 na(s) d(s|ax, b, 6x)
ES’T{(l —x(8))ho(ny + 1, s)u(s|ay, by, 0,) s }

c¢) The expected shortfall at maturity, ESF, is determined through

E [(FTME —VMEY {VTME<F¥E}}
PSF

ESF = E [Fp'" — VPP < pfP] =

where E [(FIME _ VZ‘LWE)l{VIJyIE<FIJYIE}:| is given by

ay ay
7700,/\<1a S) (’7 f poo,)\<37 Z)dZ _ (7 + (1 - V)kZZLA—H) f e)\azpoo,/\<37 Z)dZ)

—00

Vi T‘TL—].
o€ Ly (1 —noon(1,8))cho(ny + 1, 8)uco A(S)

PROOF: We know that the value of the portfolio at maturity is given by Voe™ ¢! (v + (1 —

5 5
fy)kgﬁl)e”(WTA_WTzAv) if the strategy is to end in the constant mix part. Since
‘/()GTTCi<’}/ + (1 o 7)k3A+1)6AoaA _ 7%61@6”&7

which equals the time 7" guarantee after i floor adjustments, part a) is immediately clear

from the proof of proposition 3.4.1. It is also obvious from the proof of proposition 3.4.1
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Figure 3.11: Probability of a default at matu-  Figure 3.12: Probability of a default at matu-

rity of the CPPI with minimum exposure ratio as a rity of the CPPI with minimum exposure ratio

function of the minimum exposure ratio, A, for dif- as a function of the maturity time T for different
ferent volatilities. The parameters are k, = 1.01, volatilities. The parameters are k,, = 1.01, m = 4,
m =4, up=0.15,r=0.05, y = 0.75 and T = 30. w=0.15,r=0.05, v =0.75 and A = 0.10.

that

ax
7”&;A(173).f pomA<Saz)dZ

‘/ r]ﬁ[:—l
0¢ Fs (1 —noon(1,8))cho(ny + 1, 8)usA(S)

is the expected guarantee on the set of all paths that end in default and

ax
Moo (1,8) (v + (1 = VEPTY) [ e poca(s, 2)dz

—00

(1 —noon(1,8))cho(ny + 1, 8)usA(S)

rT p—1
Voe ES’T

is the expected portfolio value on the set of all paths that end in default. Hence, part c)

is apparent.

For part b) note that 7,(s) is identical to 7 (0, s) only that u x(s) has been exchanged
for u(s|ay, by, ), which is the Laplace transform for the strategy (once in the constant
mix part) reaching the CPPI part again before the current portfolio value is below the
current floor. Likewise, d(s|ay, by, dy) is the Laplace transform for the strategy, being in
the constant mix part, reaching default while not going back to the CPPI part before.
Hence, part b) follows. O

Figures 3.11 and 3.12 show the probability of the CPPI with minimum exposure ratio
being in default at maturity as a function of the minimum exposure ratio A and the

maturity 7" respectively. The default probability is increasing in both variables. It is
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CPPI with floor adjustment

BN K Mean Stdv.

12 | 1.2595 (1.4134) | 8148.29 (4384.71) | 8619.67 (5519.37)

24 | 1.1773 (1.2774) | 7890.23 (4266.88) | 8069.22 (4937.29)

48 | 1.1224 (1.1890) | 7712.84 (4190.30) | 7692.69 (4570.41)

96 | 1.0851 (1.1303) | 7590.02 (4139.48) | 7433.26 (4332.29)

CPPI with minimum exposure ratio

LILI D Mean Stdv. SFP ESF
12 | 10% | 8433.07 (5377.21) | 8618.26 (6497.90) | 0.0467 (0.2951) | 84.89 (159.84)
24 | 10% | 8177.71 (5238.70) | 8068.96 (5879.65) | 0.0479 (0.2981) | 84.15 (158.08)
48 | 10% | 8000.68 (5146.05) | 7692.52 (5482.67) | 0.0485 (0.2995) | 83.59 (156.82)
96 | 10% | 7878.46 (5084.82) | 7433.20 (5224.02) | 0.0490 (0.3006) | 83.21 (155.98)
12 | 30% | 9535.64 (7275.82) | 9089.27 (9196.78) | 0.0890 (0.3651) | 313.28 (599.16)
24 | 30% | 9279.10 (7106.25) | 8544.44 (8464.34) | 0.0914 (0.3718) | 310.28 (594.80)
48 | 30% | 9095.30 (6983.79) | 8163.74 (7965.56) | 0.0927 (0.3751) | 307.91 (590.82)
96 | 30% | 8969.08 (6903.44) | 7902.12 (7640.84) | 0.0937 (0.3776) | 306.27 (588.29)

Table 3.1: Moments and risk-measures of the CPPI with floor adjustment and the CPPI with
minimum exposure ratio. The parameters are T' = 20, V, = 1000, m = 4, v = mT_l = 0.75,
Fy =~V =750, p = 0.15, r = 0.05 and 0 = 0.2 (0 = 0.3 respectively).

clear, that the default probability must vanish as the minimum exposure ratio tends to

zero, since in this case the CPPI with minimum exposure ratio converges to the CPPI

with floor adjustment. However, in figure 3.11 it is interesting to notice, that in the case of

o = 30% already a minimum exposure ratio of 1% produces a default risk of approximately

26% for a maturity of 30 years. Also, the difference in the default probability for the two

different volatilities is remarkable. The difference is even more remarkable in figure 3.12.

While the default probability converges to around 32.2% as T' turns to infinity for the

case 0 = 30% it only converges to approximately 5.3% for a volatility of o = 20%.

Table 3.1 compares the moments of the terminal values of the CPPI with floor adjustment

and the CPPI with minimum exposure ratio for different volatilities, different values of the

discretization parameter k, and different values of the minimum exposure ratio \. While

the parameters agree with our usual set of parameters, the maturity time 7" has been

chosen quite large to equal 20 years. This is consistent with our interest in the long term

performance as well as suited to pronounce the effects of the minimum exposure ratio.
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First notice that the discretization parameter k, has been chosen such as to yield 12,
24, 48 and 96 expected trading dates per year (see the column %) Although we have
not presented the distribution of the trading dates in this chapter, it is straightforward
to check that this distribution coincides with the distribution of the trading dates of the
simple CPPI as given in proposition 2.2.1. For the CPPI with minimum exposure this is
not true any more. The column @ here merely is supposed to symbolize that the same

discretization parameters as for the CPPI with floor adjustment have been chosen.

Notice that the values for the moments in table 3.1 are significantly decreasing in the
number of expected trading dates. This is no coincidence. We know from section 2.3 that
both, the simple and the capped CPPI, converge to a stop-loss strategy as k, turns to
infinity. This is also true for the CPPI with floor adjustment and the CPPI with minimum
exposure ratio. The strategies start with full exposure at time t = 0 and for k£, — oo the
portfolio will never be rebalanced. While it is well-known that the stop-loss strategy has
the same expected long term yield as the risky asset, i.e. the drift u, it is known from
section 3.1 that this is not true for the CPPI with floor adjustment. Also the long term
yield of the CPPI with minimum exposure ratio will be lower than the drift of the risky
asset. Therefore it is not surprising that the moments are decreasing in the number of
expected trading dates. However, one must not be misled by the increase of the expected
value for k, — oco. Although a larger expected payoff seems appealing, no rebalancing of
the portfolio also means, that there will be no floor adjustment, such that the portfolio

protection is considerably lowered at the same time.

Now compare the values of the moments for the two different volatilities ¢ = 20% and
0 = 30%. Recall from equation (3.5) that the expected long term yield of the CPPI with
floor adjustment equals the risk-free interest rate r for o = 30%. On this basis, the CPPI
with floor adjustment can be ruled out as a reasonable long term strategy upon violation
of the condition p—r—(m— 1)%2 > (. Table 3.1 underpins this impression. The difference

between the values for the two volatilities is remarkable.

A comparison between the moments of the CPPI with minimum exposure ratio and the
moments of the CPPI with floor adjustment demonstrates once again the basic effect
of the minimum exposure ratio. It provokes a trade-off between an increased expected
payoff and the existence of a shortfall probability. For the smaller volatility, o = 20%, it
is surprising that both, the gain in the expected payoff and the shortfall probability, are
quite small for a minimum exposure ratio of A = 10%. For the minimum exposure ratio of

A = 30% the effect is more pronounced. Notice also that the moments vary considerably



3.4. THE CPPI WITH MINIMUM EXPOSURE RATIO 115

1 £
> > :
hat b
s 0.8 - 0.8
- -

: 2
q 0.6 q 0.6
o] [o]
9 I
% : 2y
o 0.4f! L 0.4
— —
& - 5
w 0.2f! w 0.2
J9) : o
A A
0 0
0 0.05 0.1 0.15 0.2 0.25 0.3 0 5 10 15
Minimum Exposure Ratio T

Figure 3.13: Probability of the CPPI with min-  Figure 3.14: Probability of the CPPI with min-
imum exposure ratio becoming smaller than the imum exposure ratio becoming smaller than the
floor at some time up to maturity as a function of  floor at some time up to maturity as a function
the minimum exposure ratio for different volatil- of the maturity time T for different volatilities.
ities. The parameters are k, = 1.01, m = 4, The parameters are k, = 1.01, m = 4, p = 0.15,
pw = 015, r = 0.05, v = 0.75, T = 30 and r=0.05,7=0.75, A = 0.10 and ¢ = 0.20, 0.30.
o =0.20, 0.30.

dependent on the discretization while the shortfall probability and the expected shortfall
remain relatively constant in comparison. In the case of the larger volatility, o = 30%, the
gain in the expected payoff compared to the CPPI with floor adjustment is remarkable,
in particular for the larger minimum exposure ratio, but so is the increase of the shortfall

probability.

The relevance of the risk-measures and acceptance of the CPPI with minimum exposure
ratio very much depends on the contract specification between the issuer and the investor.
For example, if the contract is such that the investor bears all default risk and pays the
issuer only for performing the strategy, a default risk of around 5% (10%) for ¢ = 20% and
A = 10% (A = 30%) might well be acceptable for the avoidance of the cash-lock dependent
on the investor’s attitude towards risk. Keep in mind that the shortfall probability gives
the probability of the portfolio value at maturity being lower than the floor. Due to the
floor adjustments, this probability has little to do with the investor losing money compared
to the initial investment. It is well possible that, compared to the initial investment, the
terminal portfolio is quite large while below the floor at the same time such that the
outcome is satisfactory irrespective of a shortfall. This situation occurs in particular if
the portfolio value increases very much at the beginning and decreases later. The situation
is much different if the issuer commits himself to guarantee at least the floor at maturity.

In this case the risk-measures are crucial.

Figures 3.13 and 3.14 depict the probability of the CPPI with minimum exposure ratio
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becoming smaller than the floor at some time before maturity. Once the current portfolio
value is below the current floor, default at maturity would be safe if all funds were switched
to the riskless asset immediately. Hence, from this time onwards the strategy must perform
better than the riskless asset to avoid default and so the situation could be called a
virtual default. This probability converges to one, independent of the parameters, as the
maturity 7" turns to infinity. The reason is the same as for the probability of an e-cash-
lock, the increasing variance of the risky asset for large maturities combined with the floor

adjustment rule.

The importance of the virtual default probability also depends very much on the contract
specifications. If the CPPI with minimum exposure ratio is offered as a fixed maturity
product, then the virtual default probability is of minor interest, as there is no obligation
before maturity time whatsoever. However, for example a surrender option that allows
the investor to retrieve the maximum of the current portfolio value and the current floor
at any time before maturity makes the virtual default probability relevant. The virtual
default probability is the only one of relevance if the CPPI with minimum exposure ratio
is offered as an open ended fund product where investors can come an go at any time. Our
results show, that while the CPPI with minimum exposure ratio might be an acceptable
long term investment strategy based on a fixed maturity, if offered as an open ended fund

product the strategy must end in default sooner or later.

The default risk can be avoided by covering the potential losses caused by the minimum
exposure ratio with the help of options. Such a hybrid between a CPPI and an OBPI is

presented in the next section.

3.5 Hedging the CPPI with minimum exposure ratio

In section 3.4 it was shown that the introduction of a minimum exposure ratio causes
significant default risk, such that hedging a CPPI with minimum exposure ratio becomes
an important issue. First, we consider the CPPI with minimum exposure ratio with a
fixed maturity 7" and determine the fair price at time ¢ = 0 to cover potential losses that
occur if the strategy does not end up above the floor ¥ at maturity, which we suppose
is guaranteed by the issuer. More explicitly, the question will be what the price of the

claim

(FME — yMEYT (3.21)
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is. This claim is an European put-option written on the CPPI with minimum exposure
ratio as underlying and the floor at maturity as strike. Note that if the i-th floor ad-
justment is made at some trading date 7, the portfolio value of the CPPI with minimum
exposure ratio is given by VME = Vjer¢!| while the floor is given by FME = yVje ¢t
Therefore, the discounted claim (e FME — e~ TV ME )+ can also be viewed as an in-
finitely increasing ladder put, based on the discounted value process of the CPPI with
minimum exposure ratio, where the barriers are given by Vyc' and the strikes are given
by YVoc! for i € INy. From the fundamental theorem of asset pricing it is well-known that

the price of the option in equation (3.21) is given by
EP |:€—TT (F%WE _ Vj{\4E>+}

where P* is the equivalent martingale measure*. Note that pricing the option in equation
(3.21) is quite similar to calculating the expected shortfall of the CPPI with minimum
exposure ratio. Since the expected shortfall of the CPPI with minimum exposure ratio
at maturity is given by
B |(F}® - viie)’]
PSF '
formally the difference between the expectation for the expected shortfall and the price of

the option is simply in discounting and taking expectations with respect to the martingale
measure P* instead of the physical measure P. Therefore, from proposition 3.4.2,c) we

have the following corollary.

Corollary 3.5.1 (Price of a static hedge at time ¢ = 0)
The fair price at time t = 0 for covering all potential losses of the CPPI with minimum

exposure ratio, i.e. BT [e_’”T (FZME — VT]\4E)+] , s given by

ay ax
Neor (1, 5) ('y [ poop(s,2)dz — (v + (1= NEPT) [ eA”Zpoo,A(s,z)dZ)

(1 — noon(1, 8))cho(ny + 1, 8) oo A(S)

VoL, r

in the notation of proposition 3.4.2 with the additional assumption p=r = 0 = —s0.

1
2

4See Harrison and Kreps (1979) and Harrison and Pliska (1981) for the notion of arbitrage free pricing.
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Figure 3.15 shows the price of the option as
a function of the maturity time 7T'. It is no-
ticeable that the price of the option is very

large. For a volatility of 30% and a matu-

Option Price

rity of 30 years, the fair price of the option

is around 17.5% of the initial investment.

The reason for this large price are the floor
adjustments. Since the strike of the put
option equals the floor at maturity, each Figure 3.15: Price of the option at time

floor adjustment makes the option more t = 0 to cover all potential losses of the CPPI

with minimum exposure ratio as a function

valuable. As we know from the previous ] ) o
of the maturity 7" and in percent of the ini-

section, the floor at maturity is roughly tial investment Vj for two different volatilities,

equal to ye™ trerﬁ%}}(] e "VME therefore de- o =0.20 and o = 0.30. The other parameters
pends on the maximum of the value process are ky, = 1.01, m = 4, A = 0.20, r = 0.05,
of the CPPI with minimum exposure ratio 7 =075
and is very similar to a look-back option.
It turns out that the price of the option is increasing in the maturity time but more impor-
tantly, the price is not bounded from above as the maturity time turns to infinity. Indeed,
Duffie and Harrison (1993) show that the price of a perpetual look-back option can not be
finite. Already in finite time the price of the option in equation (3.21) can be higher than
the initial investment V. Hence, even if the simplest contract specification is considered,
i.e. a fixed maturity time 7" and a guarantee from the issuer that is only related to the
maturity time, the issuer might not be able to perform a static hedge against potential
losses due to the guarantee by just buying (or synthesizing) the option in equation (3.21).

A simple static hedge might thus not be a viable option.

We therefore resort to considering claims of the form

+
(Fp"® = VRTE) " ypme_pueerir—ny (3.22)

where 7 is the time of some floor adjustment. The claim in equation (3.22) refers to a
knock-out put option that starts at a time where a floor adjustment is made and covers all
potential losses of the CPPI with minimum exposure ratio as long as there is no further
floor adjustment, which is the knock-out condition. In the following, the idea is not to
buy an option that covers all potential losses right at time ¢ = 0 but to buy the knock-
out option in equation (3.22) every time a floor adjustment is made. It is clear that if
such a knock-out option is bought every time a floor adjustment is made, all potential

losses of the CPPI are covered. From the point of view of time ¢ = 0, the expected
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costs of this hedging strategy equal the price in corollary 3.5.1. However, we will not
hedge the CPPI with minimum exposure ratio externally, but rather buy the knock-out
options from the portfolio such as to produce a new self-financing strategy that features
a minimum exposure ratio while keeping the cushion non-negativ. The resulting strategy
can be viewed as a hybrid between an OBPI and a CPPI strategy and we will call it the
default protected CPPI with minimum exposure ratio. We start by giving the price of the

knock-out options.

Corollary 3.5.2 (Price of a hedge between two floor adjustments)
Suppose a CPPI with minimum exposure ratio that starts at time t € [0, T] with maturity
time T and an initial investment of one unit, i.e. V; = 1. Then the fair price at time t

of the option to cover potential losses of the strategy if there is no floor adjustment, i.e.
7T(t, T) = EP” [e—r(T—t) (FZME _ VCIME)+ 1{FQZYIE:FtNIEer(T—t)}|E:| , s given by

ay ay
ho(—(nx + 1), 5) <7 [ poon(s,2)dz — (v+ (L =)EPTY) [ 6A"Zpoo,x(872)d2)
-1 —o0 —00
ES’T_t 1 — Ry, (=1, 8)uso a(S)

in the notation of proposition 3.4.2 with the additional assumption p=r = 0 = —%0.
Suppose that at some time 7 of a floor adjustment, the CPPI with minimum exposure
ratio is to be hedged with a knock-out option. Then, according to corollary 3.5.2 the
hedging costs at time 7 are given by VM¥x (7, T'). However, if the option is to be bought
from the portfolio, then the amount available for the CPPI with minimum exposure ratio
decreases and hence VMEr (7, T) can not be the correct price any more, since this is the
price if the amount invested into the CPPI with minimum exposure ratio equals V¥
which it does not any more after the option is acquired. It turns out that the price of the

appropriate option is given by

VME
T T 3.23
1+7T(7—,T)7r<7_’ ) ( )
since
ME ME
VME VT*?T(T, T) Ve

T 1+47(r,T) :1+7T<T,T)

such that the amount invested into the CPPI with minimum exposure ratio after the

%, which is consistent with the price in equation (3.23).

Since the option knocks out on the next floor adjustment, this effectively means that the

option is bought equals
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portfolio value decreases by the factor 1 7 on each floor adjustment. However, we

1+7(7,T
also know, that the discounted portfolio value of the CPPI with minimum exposure ratio
multiplies with the constant factor ¢ on each floor adjustment. Therefore, the discounted
value process of the default protected CPPI with minimum exposure ratio multiplies with

the factor

&, T) = TC(TT) (3.24)

instead of ¢ as for the CPPI with minimum exposure ratio. With the trivial inequality
7(7,T) > 0 this means that the portfolio value of the default protected CPPI with mini-
mum exposure ratio is generally lower than the portfolio value of the CPPI with minimum

exposure ratio as long as the latter is larger than the floor.

Unfortunately, as a consequence of the dependence of ¢(7, T") on the time to maturity 7'—,
it does not seem possible to find any analytical expressions for the moments or even the
distribution of the default protected CPPI with minimum exposure ratio. Nevertheless we
can find an expression for a lower bound of the expected terminal payoff. As a preparation

the following proposition is needed.

Proposition 3.5.3 The price n(t,T) is increasing in the time to maturity T — t.

PROOF: Since 7(t,T) = 7(0,T — t), it is sufficient to show 7(0,7") < 7(0,7") for 7" >
T. Let 7 be the time of the first floor adjustment. Due to the fact that the CPPI
with minimum exposure ratio is a self-financing strategy, the discounted value process
(VMEe=rt) is a martingale under the martingale measure P* and hence also the process

t/\T)) is

(y — VMEe=t) is a martingale. Therefore also the stopped process (y — VMFe=(

a martingale according to the Optional Sampling Theorem®. Hence we have
ROT) = B [ (FME VAP Lpye_ggrnr)

S [CRGRSEON

* * / +
_ EP EP |:<,y . ‘/'(Zj\f{fT)e—T(T /\T)) ‘ FT1:|

| g

> pF|EP [ y— V(JC\F{I/%T) o—T(T'AT)

= B7 (7= Ve )]

= 7T(0,7-1)

5See for example Rogers and Williams (2000), p.159.
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using Jensen’s inequality. O

With the help of proposition 3.5.3 it is now obvious that &(¢,7) > ¢(0,T), such that a
rough lower bound for the expected payoff of the default protected CPPI with minimum

exposure ratio can be found by always using ¢(0,7") instead of é(¢,T").

Corollary 3.5.4 (Expected payoff, lower bound)
A lower bound for the expected terminal payoff of the default protected CPPI with minimum

exposure ratio is given by

ety ) (et +nw,A<s>sd<u<s>,d<s>>)7af ple, 2)dx
T+ STY\L=&(0,T)h_py(1,8) &0, T)ho(ny+1,5) ) 1—1nur(s)

me’ —m+ 1)p(s, z)dz

=2
8 —

(it v gt~
Moo\ (s < f poo (8, 2)dz + (v + k(1 — ))abfkek‘”poo,x(s,Z)dZ>
! 0 )0, T3 1 T, (3
where
Heoa(5) 1= ¢(0,T)ho(nx + 1, 5)ho(—nx — 1, $)uoo A(S) leN,

(1 - é<0a T)h—m\(la S))(l - hm\(_l? S)U'OO,/\(S))’

and the other notation as in propositions 3.4.1 and 3.4.2.

Figures 3.16 and 3.17 show the expected yield per year of the CPPI with floor adjustment,
the CPPI with minimum exposure ratio and the lower bound of the default protected
CPPI with minimum exposure ratio as a function of the maturity time 7" as given by the
formula X 7 log = E[VT for our standard parameter constellation and o = 20% and o = 30%
respectively. The minimum exposure ratio was set to A = 10%. It is known from section
3.1 that the expected yield of the CPPI with floor adjustment converges to 9% for o = 20%
and to the riskfree interest rate of 5% for the large volatility o = 30%. Unsurprisingly, the
expected yield of the CPPI with minimum exposure ratio is significantly larger in the long
run, in particular for the larger volatility. This is a direct consequence of the constant
mix part of the strategy. The expected yield of a pure constant mix strategy is given by

A+ (1 — A)r which gives 6% for our parameters. It is intuitively clear that the expected
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Figure 3.16: Expected yield of the CPPI with  Figure 3.17: Expected yield of the CPPI with
floor adjustment, the CPPI with minimum expo- floor adjustment, the CPPI with minimum expo-
sure ratio and the lower bound of the default pro- sure ratio and the lower bound of the default pro-
tected CPPI with minimum exposure ratio as a tected CPPI with minimum exposure ratio as a
function of the maturity time 7'. The parameters function of the maturity time 7'. The parameters
are k, = 1.01, m =4, u = 0.15,r = 0.05, v = 0.75, arek, = 1.0, m =4, p=0.15,r = 0.05, v = 0.75,
A =0.10 and o = 0.20. A =0.10 and o = 0.30.

yield of the CPPI with minimum exposure ratio will not be lower. Nevertheless, our
numerical results suggest that for 7" — oo the expected yield is considerably larger than
6% and converges to approximately 7.4%. For the default protected CPPI with minimum
exposure ratio things look different. First consider figure 3.17. Although also the lower
bound for the default protected CPPI with minimum exposure ratio will converge to a
value larger than the riskfree interest rate and therefore perform better than the CPPI
with floor adjustment in the long run, the default protection seems to be quite costly.
In figure 3.16 the result is disastrous for the default protected CPPI with minimum
exposure ratio. The high hedging costs seem to completely thwart the positive effects
of the minimum exposure ratio, i.e. the avoidance of an e-cash-lock. Although it must
not be forgotten that the curve for the default protected CPPI with minimum exposure

ratio only constitutes a lower bound which is very rough, this result is remarkable.

So far we have assumed a fixed maturity time. Suppose now that the default protected
CPPI with minimum exposure ratio is offered as an open ended fund product. In this case
the European type options from equation (3.22) must be replaced by perpetual American
type options. It is well-known that the price of an European type option is always a lower
bound for the price of an otherwise identical American type option. Since we know from

proposition 3.5.3 that 7(0,7") is increasing in the maturity time 7', it is apparent that

7(0,00) = Thm 7(0,7)
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constitutes a lower bound for the price of the options to be bought if the default protected
CPPI with minimum exposure ratio is offered as an open ended fund product. In addition
to that, due to the infinite maturity, it is immediate that 7(¢,00) = 7(0, 00) for all t.
Hence, from the definition of ¢ in equation 3.24 we also find that &(¢, 0o) = ¢(0, 0o) for all
t, such that ¢ is independent of time. Consequently, if ¢(0,7") is replaced by ¢(0,00) in
corollary 3.5.4, then corollary 3.5.4 constitutes an upper bound for the expected payoff of
the open ended strategy after T" years. With respect to figures 3.16 and 3.17 it therefore
must be said, that hedging the default risk induced by the minimum exposure ratio by
consecutively buying knock-out options does not seem to be a viable strategy. Although,
in principle, it is possible to hedge the minimum exposure ratio with knock-out options,

the induced costs seem to be too large.

3.6 Conclusion

For long maturity times, the capital protected with conventional CPPI strategies such
as the simple and the capped CPPI can become insignificantly small compared to the
portfolio value. The CPPI with floor adjustment increases the level of protection by lifting
the floor if the portfolio value increases and hence keeps the magnitude of the protected
capital significant compared with the portfolio value. In particular, the portfolio value
can never lose more than a given fraction of the maximum of the past portfolio values.
While both, the expectation and variance of the terminal value, are lower in comparison
with the capped CPPI, the probability of outperforming the riskless asset is increased.
Hence, the CPPI with floor adjustment is better suited for conservative investors. Due to
the increasing level of protection, the strategy is suited for both a long maturity and an
open ended product. New investors joining at a later point in time will face a different
short-term performance while receiving the same expected yield as earlier investors in the

long run.

A well known problem that CPPI structures in general share is the cash-lock. The proba-
bility of a cash-lock is found to be increased for the CPPI with floor adjustment compared
with the simple and capped CPPI and a direct consequence of the increased protection
level. While it seems to be a natural idea to introduce a minimum exposure ratio such
as to prevent an e-cash-lock, it contradicts the idea of portfolio protection. If no further
provision is taken, the portfolio value can not be kept above the floor and thus a minimum

exposure ratio induces default risk. For an investor who is willing to accept a small de-



124 CHAPTER 3. FLOOR ADJUSTMENTS ON CPPI

fault risk as a trade-off for avoiding an e-cash-lock, a CPPI with minimum exposure ratio
can be an adequate investment strategy. However, the strategy is can not be labelled a

portfolio insurance strategy any more in the strict sense as it induces default risk.

Formally, the default risk induced by the introduction of a minimum exposure ratio can
be covered using put-options written on the value process of the CPPI with minimum
exposure ratio. However, it turns out, that the price of these options can be larger than
the initial portfolio value for long maturities and is unbounded from above as the maturity
time turns to infinity. The reason for this result is the combination of the minimum
exposure ratio and the floor adjustments. Due to the floor adjustment, insuring the
portfolio against default risk at the inception of the strategy means insuring potential
gains of the strategy that are yet to be realized. For long maturities this is not possible.
Although it is possible to successively insure the portfolio whenever gains have been
realized, i.e. whenever floor adjustments are made, this procedure is very expensive.
While the introduction of a minimum exposure ratio has positive effects on the expected
payoff of the strategy, these positive effects seem to be made undone by the large costs of

covering the default risk.



Appendix A

Mathematical Prerequisites

A.1 Some aspects about Random Walks

Consider a potentially infinitely repeated game where at each step the probability of
winning one unit of money is u, the probability of loosing one unit of money is d and the
probability of the game terminating immediately is p where u + d + p = 1. For n € Ny,
let X,, denote the wealth of the player at the n-th step of the game and suppose X, = 0.}

Lemma A.1.1 The probability of the player’s wealth rising or falling to k € Z at some
step 1s given by

P(IneNg: X, =k) = h(k|u, d)

where
(sem)'
1—/1—4ud
=z
PROOF: The lemma will be proven together with the following lemma. O

Lemma A.1.2 Let N € Ny denote the number of steps after which the game terminates.

a) The probability of the game terminating at wealth level k € Z is given by

P(Xy =k) = p q(klu,d)

'Most of the results presented in this section are well-known and can be found, at least for the special

case u + d = 1, for example in Feller (1968) in the context of generating functions.
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where

h(k|u,d)
klu,d) = ——=.
q(klu, d) T i

b) The probability of the game terminating at or lower than wealth level k € 7 is given

by
P(Xn < k) = pQ(k|u, d)
where
K _q(k[ud) k<0
Q(k|u, d) = Z qGlu, d) = { FRCTud :
i (k4+1|u,d)
J=e l—i—d - ({—h(1|u,d) , kE>0.

PROOF: We start with part a). It is apparent that the probability of the game terminating
at wealth level & € Ny is given by

[e.°]

pd ™3 (P (ud)” k<0
Ty = 1=0 (A.1)
put Y- (o) (wd) k=0
n=0

such that the proof of the lemma boils down to finding an expression for these sums. It
is obvious that x_;, = i—iazk for k > 0 and therefore it is sufficient to consider the case

k > 0. From equation (A.1) the difference equation
uxy + drpyo = Tpqg

for the series (xj) can easily be verified and we solve this difference equation with the

standard method. The general solution to the difference equation is given by
x, = ANY + BAS

where \; o are found from the characteristic equation
1++v1—4ud
2d

and A and B are some constants. From the general solution we know that the constants

U+d>\2:/\ = )\1’2:

A and B must satisfy
o = A + B, Ty = A)\l + B)\z (AQ)

such that the problem has reduced to finding explicit expressions for xy and ;. It can

readily be checked that
2n -1
d)" = 2 ) (—4ud)”
(2w = (72) (-aua)
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and therefore

as a consequence of Newton’s binomial formula®. From equation (A.1) uz_;+dz; = x9—p

can be verified and together with x_; = gazl we find

To—p _ p 1—+v1—4ud
2d V1 —4ud 2d '

From condition (A.2) we now immediately deduce

T =

A=0, B=—2L_—u4

V1 —4ud

and therefore

T =

— 5d = pq(k|u,d)

for £ > 0. For k < 0 we now get

d* ) 1— 1 —dud\ "
*m( 2d >
B P 1—vI—dud\ "
()
o 1+ VT — dud\"
—m( 2d )
= pq(klu,d)

()

Tk

which completes the proof of part a) of lemma A.1.2. Also lemma A.1.1 now becomes
apparent. Note, that x; can also be written as x;, = zoh(k|u,d) and can therefore be
interpreted as first reaching a wealth level k& with the probability h(k|u, d), then terminate
at that level with probability z.

k
For part b) we have to calculate the sums Y. ¢(klu,d). For k < 0, the formula imme-
j=—00
diately follows from

k

Z q(jlu, d) = q(klu, d) Zh]|ud—qk|ud2h —1|u, d)’
=0

Jj=—00 Jj=—00 J

2See for example Feller (1968), p.51.
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while for k£ > 0, note that

Z Q(]|U’7 d) = Z Q<]|u7d) - Z Q<]|u7d)

For the second sum on the right hand side of the equation we get

. _ gk +1]u, d)
,d) = q(k+ 1lu, d) h(k —_
Jj=k+1 7=0
while for the first sum we find
e} 0 00
> qllu,d) = qOlu,d) > hijlu,d) +q(1lu,d) Y h(jlu,d)
j=—00 j=—00 7=0

) 1 h(1|u,d)
= q(0|u,d) (1 — h(—l\u,d) T 1-— h(l!U, d)) '

Finally, the identity
1 n h(Lu,d)  q(Olu,d)~*
1—h(—1|u,d)  1—h(lju,d) 1—-u—d

yields the assertion.

Lemma A.1.3

a) The joint probability of the game terminating at wealth level k € [n,n—1,n—2,...]
and the wealth level never surpassing some maximum wealth level n € Ny is given
by

= < n) = —
P(Xn k’ne{ﬁ?ﬁfN}X” < n) = pgn(k|u,d)

where
q(k|u,d) (1 — (h(L]u, d)h(—1|u,d))"™) k<0

g (k|u, d) = ek
g(k|u, d) (1 — (h(1]u, d)h(~1|u, d)) ) k>0,
b) The joint probability of the game terminating at or lower than wealth level k €

n,n— 1,7 —2,...[ and the wealth level never surpassing some mazximum wealth

level n € Ny is given by

< <n)= 7
P(Xy <k, ne{%nle?iN} X, <n) = pQn(klu,d)
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where
F _aa(klud) b <0
Qﬁ<k|u7d) = Z Qﬁ(j|u, d) = 1—h(-1fu,d) )
j n (k|u,d) 1—h(k|u,d)
S s T Toaed . 0 k20

PROOF: Throughout this proof we will use the simplified notation gz (k) = ¢n(k|u, d),
q(k) = q(k|u,d) and h(k) = h(k|u,d). Let ¢z (k) denote the probability of the wealth level
being k when the game terminates such that the probability of the game terminating at
wealth level & is given by pgs(k). First, consider the situation with a maximum wealth
level of 0 and in particular the probability ¢o(0). Since we start with a wealth level 0
and the maximum wealth level is not to be surpassed, there are only two possibilities:
The game terminates or the wealth level goes to —1. From level —1 the probability of
reaching level 0 again sooner or later is given by h(1|u,d). Once being at level 0 again,
the situation is the same as at the start. Therefore the probability of terminating at level

0 is given by

p90(0) = p+ pdh(1)go(0)

from which
1

q(0) = T=an(D)

can be deduced. By a similar chain of arguments we find that

qo(k) = d (qo(k + 1) + h(1)qo(k))

< qo(k) qo(k +1) = h(=1)go(k + 1)

. d
1 —dh(1)

and by recursion

QO(k) = h(k)%(o)- (A-3)

Now, in the situation with an arbitrary maximum wealth level n € Ny, it is apparent by

a similar argument, that the probabilities are given by

> h(i)ao(k —5) k<0

S h()aolk — ) k=0
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and with equation (A.3) we find for & < 0
(k) = > h(i)aolk—j)
=0

= qo(O)h(k')Z(h(l)h(—l))j
1—(h(1)h( )™
—h(1)h(=1)
(=)™

= QO(O)h<k)

= q(k) (1 - (h( )h

and likewise for k& > 0

an(k) = q(k) (1= (A(DA(-1))""7F)

which proofs part a) of the lemma. For part b) we only have to calculate the sums
k

>~ qa(j). For k <0, the formula immediately follows from

k) Y h(j)

b o)

Z Qﬁ<j) =

b [e's)
For k£ > 0 we have

Z Qﬁ(j) = i %(ﬁ"‘Z%(ﬂ

7 00

_i)l) + ZQ(O)h(j) (1 — (R(1)h(—1))"17)

ga(—1) —h(k+1) 1 - h(_1>_(k+1) i1
= — 0 h(1)h(—1
T—noy 1O Ey MOy (WAL
and since l—h(il)*l = _1f51_(i)1) we further get
k
> al))

h(—l) 1 h(l) h(k)(h(l)h<_1))ﬁ+l_k
= ¢q(0) <1 ~h-D) + = h(l)) - q(O)l — h(l)h(k) —q(0) 1—h(—1)

h(-1) 1 h(1) 1 qn (k)
1—M—n+1—mn)_“mmm(l—mn+1—h@n)+1—h@n
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where the last equation follows from

h=) L a@7 _
1—h(-1) 1-h(1) 1-u—d 1—h(l)  1-h(-1) l-u—d

Lemma A.1.4 Suppose there is a mazimum wealth level n € Ngy. Suppose further that
whenever the wealth level equals n, the probability of losing one unit of money equals ds
and the probability of the game terminating is ps with do + ps = 1, while whenever the
wealth level is lower than n, the probabilities of the game terminating, gaining one unit of

money and loosing one unit of money are p, u and d, respectively, with u+d+ p = 1.

a) Then the probability of the game terminating at a wealth level k € [n,n—1,n—2,...]|

s given by
a(klu,d,dy) , k=n
P(Xx = k) = p2 qn (k| 2)
P qﬁ(k|u7 d7 d2) ) k<n
where?
1 — _ =
oo (Kl d, dy) = 4 TRl ) k=
gn1(Klu, d) + g b0l d)go(k +1 = nlu,d) , k <q.

b) The probability of the game terminating at or lower than a wealth level k < 7 is

gien by
P(Xy <k) = p Qu(klu,d,dy)
where
k an(k|ud,dz) <0
Qulklu,d,dy) = > aa(jlu,d,dg) = { 1D :
i 7 (klu,d,d2) 1—h(k|u,d) B
= 1q—h(—1\u,2d) R —— , 0 <k <n.

PROOF: For the proof we use the simplified notation Gz (k) = gn(k|u,d,ds), ¢z(k) =
¢ (klu,d) and h(k) = h(k|u,d). Consider first the situation with a maximum level 7 = 0.
Analogously to the proof of lemma A.1.3 we find

1

poio(0) = o + 2h(Vio(0) = @(0) = T

3For n = 0, the term g5 _1(k|u, d) becomes meaningless and must be set equal to zero for the formula
to hold.
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and then for £ < 0

da

Go(k) = dy (qo(k + 1) + h(1)Go(k)) = %(k‘):m

qo(k +1).

For the situation with an arbitrary maximum level n € N it is sufficient to notice that

and
(k) = gr-1(k) + h(n)Go(k — 71)

for k < n. This proofs part a) of the lemma. Part b) is a immediate consequence of part
a) and lemma A.1.3. O

Note, that the term gz (k|u, d) in Lemma A.1.4 refers to Lemma A.1.3. Since ¢z (k|u, d, d) =
¢ (k|u, d) for all k, Lemma A.1.4 is a generalization of Lemma A.1.3 and we use the same

notation for both.

Lemma A.1.5 Suppose a minimum (mazimum) wealth level k € Z\ N (k € Ny) and a
target wealth level n € Ny (n € Z\ N). Then the probability of reaching the target wealth

level before falling below the minimum (rising above the mazimum) wealth level is given

by

1= (h(1]u,d)h(=1|u,d)) "I ; . _
hk(n|U; d) = h(”‘“; d) 1—(h(l|U7d)h(—1|u7d))|n\+\k|+1 , Ior k" n € 7z, kn < 0

0 , else

PROOF: Since the two cases are analogous, it is sufficient to consider a minimum wealth
level k£ € Z \ N and a target wealth level n € Ny. For notational simplicity set h(i) =
h(ilu,d), © € Z throughout this proof. From lemma A.1.1 it is known that h(n) is the
probability of ever reaching a wealth level n. However, since the wealth level can fall
below k before reaching n, this probability is too large for the current situation and hence
we subtract the probability h(—(|k| + 1))h(n + |k| + 1) for falling below the minimum
wealth level k& and rising to the level n afterwards. Unfortunately, although h(—(|k| + 1))
is the probability for falling below the minimum wealth level k&, the wealth level might
have risen to n before. Therefore the subtraction of h(—(|k| 4+ 1))h(n + |k| + 1) is too
large and the probability h(n)h(—(n + |k| + 1))h(n + |k| + 1) for rising to n, falling to k

and rising to n again must be added. Surely this addition is too large again. Carrying on
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this procedure ad infinitum will give the probability in the assertion. Hence we find
hi(n|u,d) = h(n) —h(=(|k| + 1))h(n+ |k| + 1)

+h(n)h(—(n+ |k| +1))h(n + k| + 1)
—h(—=(lk| +1))h(n + k| + )h(—(n + |k| + 1))h(n+ k| +1) + — ...

= (h(n) = h(=(k] + D)h(n + |k + 1)) p_ (h(=(n+ [k + 1)h(n + |k] + 1)’
1 — (h(1)A(—1))**!
= PTGy
using the summation formula for the geometric series. a

A.2 Basics about Laplace Transforms

This section summarizes some important facts about Laplace transforms. All results are

well-known and can be found for example in Davies (1985).

Definition A.2.1 (Laplace transform) Let f : [0,00) — R, then the Laplace trans-
form of f is a function C — C defined by

[e.9]

Lo {f(t)) = / o F (1)t

0

Lemma A.2.2 (Existence) Let f : [0,00) — R a piecewise continuous function and
suppose | f(t)| < Me™ for all t € [0,00) and some constants M and «. Then L;s{f(t)}

is an analytic function for Re(s) > a.

Lemma A.2.3 (Uniqueness) Let f and g two functions with L, s{f(t)} = Lis{g(t)}
for all s € C with Re(s) > a where alpha is some constant such that the Laplace transforms
of both functions exist. Then f(t) = g(t) for all t € [0,00) where f(t) and g(t) are

continuous.

Lemma A.2.4 (Inversion) Suppose the Laplace transform of some function f is ana-
lytic for all s € C with Re(s) > a. Then

Y4100
1

= % GStﬁt,s {f(t)}

Y—t00

f(t)

for any v > «. The integral s known as the Bromwich-Integral.
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Proposition A.2.5 (Properties) Let f and g two functions such that both Laplace

transforms, Lys{f(t)} and Lis{g(t)}, exist for all s € C with Re(s) > a. Then it
holds:

a) Linearity: For any constants ¢; and cy the Laplace transform of c1f(t) + cog(t) is

given by
Lis{erf(t) +cgt)t = ales {f(O)} 4+ c2Lles{g(t)}

b) Convolution: The Laplace transform of the convolution, (f * g)(t), is given by
Los{(f*9))} = Los {f(O)} Los {9()}

c) Integration:

[ foart =2 (10}

1
5;5{ }=e“’f
’ S—a

e) Limit: If f is analytic on Re(s) > 0, it holds

d) Special Case:

lim f(t) = sli%lJrS Ly { (1)}

t—o0

A.3 Some integrals

Proposition A.3.1 Leta, b, 0 € R witha <0, b> 0 and p(s, z|a,b,d) as in proposition
2.1.2. Let further Ay, As, A3 € R some constants. Then, for some j € Ny,

b
/(AleZA3 + As) p(s, z|a, b, §)d

a

Zj: JATAL (1 — ePu(s|a, b, ) — e3d(s|a, b, 5))
s —i0 Ay — 212 A}

=0

Y .
and the particular choice 6 = & —2— and Az = o yields

b
/(Ale"z + Ay) p(s, z|a,b,)d

a

zj: A’AJ Z( — eu(s|a, b, §) — e“%d(s|a, b, 9))
— s—z(,u—r)—z(z—l)”—;

while the choosing j = 0 gives

b
/?@meﬁmz:l—“@%hﬁ—d@MQﬁ

S
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PRrROOF: First, an application of the binomial expansion yields

J .
ety = 3 (1) ey

=0

b
such that only the integrals of the form [ e*43p(s, z|a,b,d)dz need to be considered.

Notice that
0 —ad—ar/2s5+52 0
/eZiA3p(S, Z|a, b7 5)dz _ d(S)e : S / (e(§+iA3+v25+62)z o e(§+iA3—\/2s+§2)z+2a\/25+62> d
V2s +
with

0
/<6(5+iA3+\/23+52)z _ 6(6+iA3—\/25+§2)z+2a\/25+62> dz
a

0

(0 +iAs3 — V25 + 52)6(5+iA3+v25+52)z — (6 +iAs + V25 + 52)6(6+iA3—\/23+52)z+2a\/25+62
(0 +iAs + V25 + 02) (5 +iAs — V25 + 6?)
1v2s + 52(1 + ean/W _ 261'A3aea§+a\/25+62) o (5 + ZAd)(l - 62(“/28"'_52)
s —i0A; — 312 A3

2

and likewise

e—b(H-b\/ 25462

e* 43 (s, zla, b, 8)dz = u(s) ————r

S — ..

b
/<6(6+iA3—\/25+62)z o e(6+iA3+\/25+62)z—26\/23+62) dz
0

b
/ ( p(6+iAs—V25+5%)z _ €(6+iA3+\/25+52)z—2b\/25+§2> dx

b

(0 +iAs + V25 + 52)6(5+i143—v25+52)z — (6 +iAs — V25 + 52)e(5+iA3+\/23+62)z—2b\/23+52
(0 +iAs + V254 02)(0 +iAs — V25 + 6?)
1v2s +02(1 + e—2bV25+62 _ 2€iA3beb6—b\/2s+§2) + (6 +1A3)(1 — B_Qbm)
s — 10 A3 — 5i2A3

2

b

dz and [ €*43p(s, z|a, b, §)dz now yields
0

0
Summing up the two integrals [ e*43p(s, z|a, b, )

a
the assertion.

d
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Proposition A.3.2 Let a, b, § € R with a < 0, b > 0 and u(s|a,b,0), d(s|a,b,d),
y
p(s, z|a,b,0) as in proposition 2.1.2. Then the integral [ p(s, z|a,b,d)dz is given by

_ d(s[a,b,0) + d(s\a b 5) (6-&-\/W)66y7y\/2sJr762Jrza\/geriﬁ_(6_\/m)eéyjry\hyrié2 iy
) . 25125+ 82edatay/2s+52 , Y <
M _ ( ’ b 5) (5+\/m)eéy7y\/25+752_(5—m)eéy+y\/m72b 25752 0
) e 25v/251 0250 —bV/25+62 , Y
PRrROOF: Follows from direct calculation similar to the proof of proposition A.3.1. O

Proposition A.3.3 Leta, § € R with a < 0 and d(s|a, 00, 0), p(s, z|a,00,d) as in section
2.3. Let further Ay, As, A3 € R some constants. Then, for some j € Ny

I J o (\ Ai Ad—i iaA3
2A: - _ (i)AlAQ (1 — e*®d(sla, 00, 9))
/(Ale " Ag)pls, zla, 00, 8)dz =) s —i0Ay — 22 A3

=0

a

}L—T—%O’Q

and the particular choice § = and As = o yields

o J j i pAJ—t ioca
[ 5 A2yt ol e = 3o LA A T o0, )
P s—i(p—r)—i(i—1)%

a

PrOOF: Follows immediately from proposition A.3.1 and b — oc. a

Proposition A.3.4 Leta, § € R witha < 0 and d(s|a, 00, 0), p(s, z|a,00,d) as in section
y
2.8. Then the integral [ p(s, z|a, 00,0)dz is given by

d(s|a,00,6) | (04+V/2540%)edy—yV 262420V 25402 (5 /95482)edvtuV2st0?
_ + y<0
s 25:v/25+62 ’
1-d(sla,00,8)  (1—e2aV2:+0%)(54/25782)dy—vV2s 432 <0
s 25-v/25462 y Y
PrOOF: Follows immediately from proposition A.3.2 and b — oc. a

Proposition A.3.5 Let b, §, A € R with b > 0 and poa(s,2z) = lim p(s, z|a,b,0) as

a——00
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y
in section 3.4. Then the integral [ e*?p (s, z)dz is given by

—00

(1—e—2bV25+8%) o (5+V25+62+4)y

<

V25102 (6+/25 102+ A) , y<0
1 4 1 e(6—V2s+52+A)y e(64+V/ 25452+ A)y—2bv/25+62 <0

S_Ag_ATZ V25+62 \ 6—V2s5+62+A 5+v25+62+A Y

PRrROOF: Follows from direct calculation. O
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