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ABSTRACT

We develop and evaluate a two-level simulation procedure that produces a confidence interval for
expected shortfall, a risk measure also known as conditional value-at-risk and worst conditional
expectation, and closely related to tail conditional expectation. The outer level of simulation gen-
erates financial scenarios while the inner level estimates expected loss conditional on each scenario.
Our procedure uses the statistical theory of empirical likelihood to construct a confidence interval,
and tools from the ranking-and-selection literature to make the simulation efficient.



1 Introduction

Financial risk management is vital to the survival of financial institutions and the stability of
the financial system. A fundamental task in risk management is to measure the risk entailed
by a decision, such as the choice of a portfolio. In particular, regulation requires each financial
institution to measure the risk of the firm’s entire portfolio and to set its capital reserves
accordingly, to reduce the chance of bankruptcy if large losses occur. This firm-wide risk
measurement, problem is challenging. Solution methods that avoid Monte Carlo simulation
involve simplifications and approximations that cast doubt on the validity of the answer.
Monte Carlo simulation allows for detailed modeling of the behavior of the firm’s portfolio
given possible future events, and it is compatible with the use of the best available models
of financial markets. Because of this, Monte Carlo simulation is an attractive methodology,
but its appeal is limited by its computational cost, which can be quite large, especially when
derivative securities are involved (McNeil et al., 2005, § 2.3.3). This is because a precise
estimate of the risk measure requires consideration of many future financial scenarios, but
it takes a long time to compute the value of all the derivative securities in any scenario.
Consequently, a large firm-wide risk measurement simulation can take days to run on a
cluster of one thousand computers. Because of the speed at which markets move, timelier
answers are needed. One of our main contributions is to develop a more efficient simulation
procedure for risk measurement when it is time-consuming to compute the portfolio value
in a future financial scenario.

Let V' be a random variable representing the value of a portfolio in the future, and let Fy,
be its distribution. A risk measure is a functional T'(Fy ) of this distribution. For example,
value at risk VaR,_, may be defined as the negative of the p-quantile of Fy . In market risk
management, it is usual to consider the 95th or 99th percentile: p = 5% or 1%. In this
paper, we focus on expected shortfall:

BS1-p = — (BVLves,] + 0l — PilV < 1), 1)

where v, is the lower p-quantile of Fy. If Fy is continuous at v,, then ES equals tail
conditional expectation (Acerbi and Tasche, 2002):

TCE,_, = —E[V|V < v,).

Closed-form expressions for ES are available when the distribution Fy belongs to some
simple parametric families (McNeil et al., 2005, §§ 2.2.4, 7.2.3). There is also a literature
on nonparametric estimation of expected shortfall from data Vi,...,V; drawn from a sta-
tionary process whose marginal distributions are Fy,. In this setting, Chen (2008) shows
that although kernel smoothing is valuable in estimating VaR, the simplest nonparametric
estimator of ES, involving an average of the [kp]| smallest values among Vi, ..., Vj, is pre-
ferred to kernel smoothing. Accordingly, we use unsmoothed averages in our construction of
confidence intervals for ES.



However, we consider a different situation, in which we do not have a sample of data from
Fy and we do not have a parametric form for Fy,. It many risk measurement applications,
it is important to consider risk as depending on the current state of the market. In this
case, historical loss data is not directly representative of the risks faced today. In particular,
suppose that V' is the gain experienced by a portfolio containing derivative securities. We
have a model of underlying financial markets that allows us to sample a scenario Z (which
specifies such things as tomorrow’s stock prices) from its distribution Fz, and there is a
function V'(-) such that the portfolio’s gain V' = V(Z). Even if F; belongs to a simple
parametric family, i, may not, because the value function V(+) is complicated. Furthermore,
if either the model or the derivative securities are complicated, the function V(-) itself is not
known in closed form. However, in most models, we can represent V(Z) = E[X|Z] where
X involves the payoffs of derivative securities, which we can simulate conditional on the
scenario Z.

In this situation, we can estimate the risk measure T'(Fy/) by a two-level simulation, in
which the outer level of simulation generates scenarios 2, Zs,..., 2y and the inner level
estimates each V; := V(Z;) by simulating V' conditional on Z;. For more on this general
framework and its significance in risk management, see Lan et al. (2007b). Point estimation
of a quantile of the distribution (here called Fy) of a conditional expectation via two-level
simulation has been studied by Lee (1998) and Gordy and Juneja (2006, 2008). This is
equivalent to point estimation of VaR. Gordy and Juneja (2008) also consider point estima-
tion of ES. This strand of the research literature emphasizes asymptotic optimality for large
computational budgets or portfolios. In related work, Steckley and Henderson (2003) study
estimation of the density of Fy via two-level simulation.

The present paper focuses on interval estimation of ES and moderate sample sizes, and
it improves upon our earlier work in Lan et al. (2007a). We develop a procedure for efficient
computation of a confidence interval for ES and show that it performs well at realistic
sample sizes. Two-level simulations can be extremely computationally expensive: given
the available computational budget, they may produce very wide confidence intervals. To
produce a narrower confidence interval given a fixed computational budget, our procedures
use screening with common random numbers and allocate sample sizes proportional to each
scenario’s sample variance. In Appendix A we prove that the coverage of our procedure’s
confidence interval is at least the nominal level asymptotically. To the best of our knowledge,
this paper and our conference papers (Lan et al., 2007a,b) provide the first proof of the
asymptotic validity of a confidence interval produced by a two-level simulation; this is one
of our main contributions.

Section 2 contains two examples of two-level risk measurement simulation problems. We
present our simulation procedure in Section 3. Numerical results of computer experiments
in which we apply our procedures to the examples appear in Section 4, while Section 5
concludes and describes future research.



2 Motivating Examples

Risk management simulations may deal with non-trivial models and thousands of compli-
cated securities. However, for purposes of illustration, we consider the following two simple,
small examples. This allows us to report the coverage rate that our procedure achieves
by repeating the simulation experiment many times, so as to see how often our confidence
interval contains the true value of ES.

2.1 Selling a Single Put Option

At time 0, we sell a put option with strike price K = $110 and maturity U = 1 year on
a stock whose initial price is Sy = $100. This stock’s price obeys the Black-Scholes model
with drift g = 6% and volatility o = 15%. There is a money market account with interest
rate r = 6%. The initial price for which we sell the put option is Py = P(U, Sp), which is
the Black-Scholes formula evaluated for maturity U and stock price Sp.

We are interested in ESj g9 at time 7" = 1/52 years, or one week from now. The scenario
Z is a standard normal random variable that determines the stock price at time 7"

2
ST:SOeXp<<p—U2>T+J\/TZ>.

The net payoff at maturity U, discounted to time T, from selling the put for an initial price
of Fyis
X — e—r(U—T) (POGTU o (K _ SU)+> ’

where

Sy = Sy exp <<r - “j) U—T)+ m/ﬁz’)

and Z’ is a standard normal random variable independent of Z.
In this simple example, we can actually find the value

V =E[X|Z] = Pe'" — P(U-T,Sy),

using the Black-Scholes formula evaluated for maturity U — T" and stock price Sy. Further-
more, V' is strictly decreasing in Z, so we can compute that VaRg g9 ~ $2.92 by evaluating
V at Z = zg01, the standard normal first percentile. By numerical integration, we can also
compute ESg g9 ~ $3.39, which will help us to evaluate the performance of our procedure.
(Our procedure does not compute V' by using the Black-Scholes formula, but rather estimates
it using inner-level simulation of payoffs at maturity.)

2.2 A Portfolio of Options on Two Stocks

We are interested in ES at time 7" = 1/365 years, or one day, of a portfolio of call options
on Cisco (CSCO) and Sun Microsystems (JAVA), as shown in Table 1. In the table, the
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Table 1: Portfolio of Call Options

Index | Underlying | Position | Strike | Maturity | Option Implied
) Stock 0, K; U; Price | Volatility o;
1 CSCO 200 $27.5 0.315 $1.65 26.66%
2 CSCO -400 $30 0.315 $0.7 25.64%
3 CSCO 200 $27.5 0.564 $2.5 28.36%
4 CSCO -200 $30 0.564 $1.4 26.91%
5 JAVA 600 $5 0.315 $0.435 35.19%
6 JAVA 1200 $6 0.315 $0.125 35.67%
7 JAVA -900 $5 0.564 $0.615 36.42%
8 JAVA -300 $6 0.564 $0.26 35.94%

position given for each option is the number of shares of stock we have the option to buy; if
it is negative, then our portfolio is short call options on that many shares of stock. Except
for the portfolio weights, which we made up, the data in the table was drawn from listed
options prices on June 26, 2007. We ignored the distinction between American and European
options because neither of these stocks pays dividends, a situation in which early exercise of
an American call option is widely regarded as mistaken (see, e.g., Luenberger, 1998, § 12.4).

The scenario Z = (Z(1), Z?) is a bivariate normal random variable that determines the
stock prices at time T

) . 1. ) .
59 = 59 exp ((/N) N 2(0,(3))2) T4 Umﬁzm) =12

Based on sample moments of 1,000 daily stock prices, the volatilities of CSCO and JAVA are
respectively o) = 32.85% and ¢ = 47.75%, while the correlation between the components
of Z is 0.382. In practice, more sophisticated methods of volatility forecasting would be
used, but this method yields a reasonable covariance matrix for the vector St of stock prices
tomorrow. Because one day is such a short period of time that the effect of the drift u is
negligible, while mean returns are hard to estimate because of the high ratio of volatility to
mean, we take each p) = 0.

In addition to a distribution Fy for scenarios, we need to specify the function V'(-) by
saying how option values at time 7" depend on the scenario. We adopt the “sticky strike”
assumption, according to which each option’s value at time T is given by the Black-Scholes
formula with volatility equal to the implied volatility that this option had at time 0 (Derman,
1999). This does not make for an arbitrage-free model of the underlying stock prices S, but
it is an assumption that has been used in practice to model short-term changes in option
values. As in the previous example, we can compute these values without using inner-level
simulation, but our procedure performs inner-level simulation for each option ¢ by taking the
stock price at maturity U; to be

S¢” L, —
S; = D, exp (—2@- (U, —=T)+ oy U; — TZZ{)
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where j; = jo = j3 = js = 1 (the four options on CSCO) and j5 = js = j7 = Jjs = 2
(the four options on JAVA), D; is a discount factor from T to U;, and Z’ is a standard
multivariate normal random vector independent of Z. Based on Treasury bond yields, the
discount factor was 0.985 for options maturing in 0.315 years and 0.972 for options maturing
in 0.564 years. The independence of the components of Z’ means that, even though in reality
the eight options depend on two correlated stock prices at two times, independent inner-level
simulations are used to estimate the option prices at time 7'. As shown by Gordy and Juneja
(2006, 2008), this can improve the efficiency of the two-level simulation. Furthermore, it
is natural to simulate independently for each option under the sticky strike assumption,
which does not contain a consistent model of the underlying stock prices. The value of
option 7 at time T is the conditional expectation of the discounted payoff Y; := D;(S; — K;)*
given Séji). The profit from holding the portfolio from 0 to 7" is V(Z) = E[X|Z] where
X = 0"(Y — Py/Dy) and the discount factor Dy ~ 1 because the time value of money
over one day is negligible. We estimated the true value of ESggg9 to be $32.4, the average
point estimate produced by 100 repetitions of the complete experiment with a budget of 1.56
billion inner-level simulations each.

3 The Procedure

This section presents a fixed-budget two-level simulation procedure for generating a confi-

dence interval for ES;_,. The procedure first simulates scenarios Z;, Zs, . . ., Zj. If the values
Vi, Va, ..., Vi of these scenarios were known, then the point estimate of ES;_, would be
1 (2l | kp]
S DI AR PR C 2
, (121 V) T <P i v([kp)) (2)

where 7y is a permutation of {1,2,...,k} such that Vi 1) < Vi) < -+ < Vo). That s,
Vv @) is the ith order statistic of Vi, V5, ..., Vj.

Because these values are not known, they are estimated by inner-level simulation. The
inner level of simulation has a first stage in which ny > 2 payoffs are generated for every
scenario, using common random numbers (CRN; see, e.g., Law and Kelton, 2000). Let X;
be a random variable representing a payoff simulated under scenario ¢, that is, having the
distribution of the payoff X given Z = Z;. The first-stage sample average of the ny payoffs
X1, Xio, ., Xin, is denoted X;(no).

After the first stage, screening eliminates scenarios whose values are not likely to appear in
Equation (2). Then sample sizes Ny, Ny, ..., Ny are chosen; the sample size N; is 0 if scenario
Z; has been screened out. The goal of screening is to allocate more of the computational
budget to scenarios that matter. Next, the first-stage data are discarded, a process called
“restarting.” This is necessary for the statistical validity of the confidence interval (Boesel
et al., 2003).

In the second stage, N; payofls X;1, X;o, ..., X;n, are generated conditional on the scenario
Z; for each i = 1,2,...,k using independent sampling (no CRN). The sample average of
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Xit, Xio, ..., Xy, is denoted X;(NN;). Then a confidence interval is formed: the confidence
limits appear in Equations (8) and (9) below. The two-level simulation point estimate of
ESl_p is

Lkp)
1 1 Lkp] ) <
- (Z Xm0 (Nm@) + <p - )mekm)(Nm(i))> (3)

P \i=1
where 7y is a permutation of {1,2,...,k} such that Xz, 1y(Nr, 1)) < Xry@2)(Nmy2) < -+ <

Xﬂl(k)(]\fm(i)). If N; =0, then X is taken to be oo so that it is not among the order statistics
used in Equation (3).

To get a confidence interval, we need a way of combining uncertainty that arises at the
outer level, because 71, Zs, ..., Zy is a sample from F, with uncertainty that arises at the
inner level because we only possess an estimate X; of each scenario’s value V; = V(Z;). In
Lan et al. (2007b), we described a framework for two-level simulation that generates a two-
sided confidence interval [L, U] with confidence level 1 — o where o can be decomposed as
o = a, + a4, representing errors due to the outer and inner levels of simulation, respectively.
Here we further decompose a; = ag+ ;i + e, Where ay is error due to screening and ay,; and
ay, are errors respectively associated with upper and lower confidence limits for inner-level
simulation.

3.1 Screening

Screening is the process of eliminating (“screening out”) scenarios to increase the simulation’s
efficiency by devoting more computational resources to the remaining scenarios. From Equa-
tion (2), we can see that ES depends on the values of scenarios 7y (1), 7y (2), ..., v ([kp])
alone, so we want screening to keep these scenarios but eliminate as many others as possible.
Call the set of scenarios that survive screening I, and define v := {7y (1), 7y (2), ..., 7v([kp])},
the set of scenarios we wish to keep. The event of correct screening is {y C I'}, and we must
create a screening procedure such that Pr{y C I} > 1 — as. The number of pairwise
comparisons between 7 and all other scenarios is (k — [kp])[kp]|. Therefore, for each or-
dered pair (7, ) we consider a hypothesis test that V; < V; at level a,/((k — [kp])[kp]). If
the hypothesis is rejected, then we say Z; is “beaten” by Z;. For each ¢ = 1,2,...,k, let
Xi1, Xiay ...y Xin, be an i.i.d. sample drawn from the conditional distribution of X given Z;,
and let X;(ng) be its sample average. For each i,j = 1,2,...,k, let Sfj(no) be the sample
variance of X;; — X1, Xio — Xjo, ..., Xiny — Xjn,- We retain all risk factors that are beaten
fewer than [kp] times:

I= {z : Zl{Xi(no) > X;(no) +dsw\;ﬁ))} < (k;p}} (4)

— n
i ] 0

where 1{-} is an indicator function and

d =ty 11— an/((kTkp]) k) (5)



is the 1 — s /((k — [kp])[kp]) quantile of the t-distribution with ng — 1 degrees of freedom.
From Equation (4) we see that it is easier to screen out scenarios when the sample
variances Sfj(no) are smaller. We use CRN to reduce the variance of X; — Xj; in financial
examples, CRN usually induces a substantial positive correlation between X; and X;.
Computing I could require as many as k(k — 1)/2 comparisons and sample variance
computations. However, it is generally unnecessary to do all of them: it is possible to
screen out many risk factors with only one comparison each by using a looser but faster
heuristic screening test. Before doing screening, we do a “pre-screening” in the following
way. Define S%(ng) := max{ 72r cio= 1,2, Tkpl}h I Xogwy(no) > Xoo(rap)) (no) +

d\/ no + SQ(no)) /ng, and the sample correlations between X ;) and Xrj1), Xro2),

e Xm([kp 1y induced by CRN are nonnegative, then scenario 7 does not belong to I. If 4
can be screened out in this way, by comparing it only to the [kp|th largest sample average,
then we can avoid many comparisons and sample covariance computations involving ¢ that
appear in Equation (4). The method is heuristic; the proof of the CI’s validity in Appendix A
applies to the version of the procedure without pre-screening.

3.2 Empirical Likelihood

The procedure uses empirical likelihood (Owen, 2001) to account for statistical uncertainty
at the outer level, that is, for the fact that Vi, V5, ... V) is only a sample from the true
distribution Fy of portfolio values at time horizon 7. The construction of an outer-level
confidence interval for ES;_, based on empirical likelihood is discussed by Baysal and Staum
(2007). Here we review a few essential facts for understanding the operation of empirical
likelihood in our two-level simulation procedure.
Empirical likelihood involves assigning a vector w of weights to the scenarios 2, Zs, . .., Zy,

or, equivalently, to their values Vi, V5, ..., Vi. This weight vector w must belong to the set

k k ¢ k
k) := | Se(k) where Sy(k) := {w w>0,> wy=1,> w=p, [Jw > ck:_k} , (6)
=1 i=1 i=1

=1

where ¢ is a critical value derived from a chi-squared distribution. Each w € S(k) belongs
to S¢(k) for a unique integer ¢. There are integers {;, and fy.y such that Sy(k) is empty if
{ < Lpin or £ > lax; We need only consider a limited range of £, not all 1,2, ..., k. Although
¢ depends on w, while /,;, and /., depend on k, to lighten notation we do not make
this dependence explicit. Because ES;_, involves an average over the left tail containing
probability p, we also define a transformed weight vector w':

. —w;/p, i1=1,2,...,¢
: 0.

otherwise.

If the vector V := (V1, V5, ..., Vi) of true portfolio values were known, then with a weight
vector w it would define a discrete distribution Fj, v assigning probability mass w; to each



value V;. For this distribution, ES;_, is 3¢, w! Vv (i)- The empirical likelihood confidence
interval for ES;_, of the unknown true distribution Fy, expressed in Equation (1), is

Join > Zw Vevy, max Zw Vv » (7)
representing the outer-level uncertainty entailed by working with a sample 21, Zs, ..., Z;

instead of the true distribution F.

Because we do not know the values V, we must combine this confidence interval with
inner-level simulation as discussed in Lan et al. (2007b). The result, derived in Appendix A,
is that the lower confidence limit is

Z:Lk;?.l.?fmax (wrenslln Zw Xﬂ' (%) (Nﬂ'o(i)) - le(E)BO(£)> (8)

and the upper confidence limit is

max ( max Zw Xor () (Ny(i)) + zhiBs(€)> , (9)

0=, [kp] \ WES, (k)

where several quantities are defined in Step 5 of the procedure in the following subsection.
At an intuitive level, the lower confidence limit in Equation (8) arises from that in Equa-
tion (7) by ordering the scenarios based on information available at the end of the first
stage, estimating the scenarios’ values by second-stage sample averages, and subtracting a
term that accounts for inner-level uncertainty. The upper confidence limit in Equation (9)
arises similarly, but the ordering of the scenarios is based on information available at the
end of the second stage, and we add a different term to account for inner-level uncertainty.
The minimization and maximization over ¢ represent our uncertainty about how many of
the values Vi, Vs, ..., V} are less than the quantile v,.

3.3 The Procedure

The procedure involves a fixed computational budget, which may be expressed as a total
number C' of simulation replications, i.e., the total number of payoffs that can be simulated, or
as an amount of computing time T". The distinction between these two kinds of computational
budgets is important when choosing the first-stage sample size ng and the number of scenarios
k. However, given ng and k, the kind of budget makes only a small difference in determining
the number C; of payoffs to simulate in the second stage. If the budget is C' total payofts,
then Cy = C — kng. If the budget is an amount of time 7', then during the first stage we
must estimate ¢, the amount of time required to simulate one payoff, and record Tj, the
amount of time required by the first stage. Then C) = (T' — Tp)/t, treating the amount of
time required to construct the confidence interval at the end as negligible in comparison to
simulating payoffs.



To explain exactly how CRN are used, we overload notation by supposing that there is
a function X;(-) such that when U is a uniform random variate (or vector), the distribution
of X;(U) is the conditional distribution of the payoff X given that the scenario is Z;.

The procedure has the following steps:

1. Scenario Generation:
Generate scenarios 21, Zs, . .., Zy independently from the distribution F.

2. First Stage Sampling:
Sample Uy, Us, ..., U,, independently from a uniform distribution.
Foreachi=1,2,...,k and j =1,2,...,ng, compute X;; := X;(U;).

3. Screening;:

For eachi = 1,2,..., k, compute the sample average X;(no) and sample variance S2(ng)
of X1, Xigy + -+ s Xing - B

Sort to produce a permutation 7o of {1,2,..., k} such that X (no) is nondecreasing
in 1.

Compute S%(ng) := Max;—12._.[kp| S?ro(i) and d according to Equation (5).

Initialize I «— {1,2,...,[kp|} and i — k

(a) Pre-screening: If Xuy) > Xoo(Thp]) —i—d\/(SgD(i) (no) + S2(ng))/ng, scenario (i) is
pre-screened out: go to Step (3c).
(b) Screening: Initialize b < 0 and j « 1.
i. Compute the sample variance SZ ;) .
Xﬂ'g(i)no - XTFO(]')ZLO'
i, If Xro)(no) > Xao(j)(10) +dS o (iyro () / /M0, Scenario my(i) beats scenario mo(j):
set b«— b+ 1.

iii. If b > [kp], scenario my(4) is screened out: go to Step (3c).
Otherwise, set j «— j + 1.

iv. If j <, go to Step 3(b)i.
Otherwise, scenario my(#) survives screening: set I «— I U {my(7)}.

(¢) Loop: Set i« 1 — 1. If i > [kp], go to Step (3a).

) OF Xoro ()1 =X ()15 Xmo (2= Ko ()25 - - 5

4. Restarting and Second Stage Sampling:
Discard all payoffs from Step 2.
Compute C) := C — kng or (T — Ty)/t, depending on the type of budget constraint.

For each i € I, compute
C,5?
N; = {11(2%)-‘ ) (10)
>jer Sj (n0)
For eachi € I and j = 1,2,..., N;, sample U;; independently from a uniform distribu-
tion and compute X;; := X;(U,;).



5. Constructing the Confidence Interval: B
For each ¢ € I, compute the sample average X;(N;) and sample variance S?(N;) of

X, Xia, ..., Xyn,, and compute s; := /SZ(N;)/N;.

Compute
. 1— k—¢
o >
lnin min {€ k (g) (k — E) > c} and

¢ 1— k—¢
lax = max {f - kR (i) (k‘—];) > c} )

Initialize L « 00, Nio([kp]) := mini—1 2, kp] Nros), and s([kp]) 1= max;—1.2,_[kp] Smo(i)-
For ¢ = |kp|, |kp| +1,..., loax,

(a) Compute 21(£) := t1-ay Ny, (0)-15

l
A(l) = Jwrg%z(wg)z, (11)

L — min {L min Zw Koo (1) (Nomo(i)) — zlo(é)Bo(E)} . (12)

WGS@(’C
(¢) Compute N (¢ + 1) := min{ N, (¢ ), N7ro(£+1)} and s({ + 1) <« max{s({), Sxoe+1)}-

Sort to produce a mapping mg from {1,2,...,|I|} to I such that s, (; is nonincreasing
in 7.

Initialize U « —oo and 5(limin) 1= MaXj=12,.. ¢, . Sr,(i)-

Sort to produce a mapping m; from {1,2,...,|I|} to I such that X ;)(Nr,@)) is non-
decreasing in 7.

Compute Ny; := min{ Nz, 1y, Nxy2); - -, Neyrp } and zni := t1ay, vy —1-

For ¢ = liin, bin + 1, - - -, [Ep],

(a) Compute A(?) as in Equation (11) and Bg(¢) := 5(¢)A(f).
(b) Set

WES@

U — max {U max Zw Xor()(Neyi)) + zhiBS(E)} . (13)

(c) Set 5« max{5, s (e41)}

The confidence interval given in Equations (8) and (9) is [L, U].

The maximum in Equation (11) is computed by using the Newton method to solve its
KKT conditions. An algorithm for the optimizations in Equations (12) and (13) is given in
Baysal and Staum (2008). The t-quantiles 2),(¢) and zp,; may be replaced by normal quantiles
when the second-stage sample sizes are sufficiently large, as they typically are.
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4 Experimental Results

We tested the simulation procedures by producing a 90% confidence interval (CI) for ESg g9
in the examples described in Section 2. The error o = 10% was decomposed into a, = 5%
for the outer level, a, = 2% for screening, and ), = ay; = 1.5% for the inner-level lower
and upper confidence limits. In each experiment, we chose our procedure’s parameters k
and ng according to a method described in Lan (2009). We compare our procedure with
the plain procedure, a one-stage procedure that does not use screening, and therefore does
not use CRN. It assigns an equal number of replications to each scenario, C'/k if the total
number C' of replications is fixed, T'/tk if the total computation time T is fixed. It then
computes the confidence interval in Equations (8) and (9). We ran the plain procedure with
the same number £ of scenarios as our procedure. To compare the procedures, we evaluate
their confidence intervals’ coverage rates and mean widths given the same fixed budget. We
ran the experiments on a PC with a 2.4 GHz CPU and 4 GB memory under 64-bit Red Hat
Linux. The code was written in C++ and compiled by gcc 3.4.6.

Similar to results reported in Lan et al. (2007a), we found that the plain procedure and
our procedure both had coverage rates greater than the nominal confidence level of 90% as
long as k > 40/p, where p is the tail probability under consideration. In these examples,
p=1-0.99 =0.01.

The following figures report average CI widths for 20 independent runs of the procedures.
The error bars in the figures provide 95% confidence intervals for the mean width of our
procedure’s CI. (The width of the CI produced by the plain procedure is less variable, so the
error bars for the plain procedure were too small to display.) In each figure, a horizontal line
represents 10% relative error, that is, its value is one tenth of ESgg9. We include the line for
the purpose of comparing the CI widths to a rough measure of desirable precision. It would
not be very useful to attain a relative error far less than 10% because of model risk: that
is, risk management models are not generally accurate enough that precision better than,
say, 1% would convey meaningful information. On the other hand, if the CI width is much
greater than 10% relative error, then the simulation experiment has left us with a great deal
of uncertainty about the magnitude of ESjg9. For these reasons, we ran experiments with
computational budgets such that our procedure yields CI widths in the neighborhood of 10%
relative error.

Figure 1 shows how average CI width varies with a computational budget of C replications
for the example of selling a put option described in Section 2.1. The much narrower CI widths
achieved by our procedure show that the benefit of screening in directing more replications to
important scenarios outweighs the cost of restarting and throwing out first-stage replications.
In these experiments, our procedure produced a CI up to 116 times narrower than that
produced by the plain procedure. On the log-log plot in Figure 1, the CI width decreases
roughly linearly in the budget, with slope about —0.4 or —0.44. This is unfavorable compared
to the usual O(C~'/2) order of convergence of ordinary Monte Carlo, but favorable compared
to the O(C~'/3) order of convergence for a two-level simulation estimator of VaR found by
Lee (1998) or the O(C~4) order of convergence for the procedure we proposed in Lan et al.
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Figure 1: Average confidence interval width in the example of Section 2.1 given a fixed
budget of simulation replications.

Figure 2 shows similar results from the example of an options portfolio described in
Section 2.2. In this example, larger computational budgets are required to get an precise
estimate of ES. Again, our procedure produced Cls narrower than those from the plain
procedure, up to a factor of 14. For low budgets, our procedure’s advantage was not as
great. For example, when C' is 32 million, our best choice was k = 4000 and ny = 4703, so
that more than half the budget was used up in the first stage before restarting, yet the first
stage was too small to enable the procedure to screen out most of the scenarios that do not
belong to the tail. When the computational budget is small, our procedure may not be able
to produce a CI narrow enough to be useful. A multi-stage screening procedure (similar to
Lesnevski et al., 2007, 2008) might overcome this problem.

Next we present results when the computational budget limits computing time. The
budget constraint is implemented not by dynamically terminating the procedures when a
given amount of clock time has elapsed, but by choosing values of k and ng such that the
procedure takes approximately the given amount of time. Our procedure’s running time
is slightly variable, but all experiments’ durations were within 5% of the allotted time. A
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Figure 2: Average confidence interval width in the example of Section 2.2 given a fixed
budget of simulation replications.

budget expressed in computing time is less favorable to our procedure (relative to the plain
procedure) than a budget for the total number of replications: our procedure can spend a
substantial amount of time in performing comparisons between scenarios as part of screening,
even though it does not generate more replications then. The amount of time spent on
screening when there are k scenarios is O(k?) because there are k?/2 pairs of scenarios that
can be compared. This pushes us to choose smaller values of £ (Lan, 2009). For example, in
the example of a single put option (Section 2.1), our procedure attains a CI width around
$0.0427 with a budget of C' = 120 million replications or T' = 1, 560 seconds, but if the budget
is in replications then we choose k to be about 600,000 scenarios, whereas if the budget is
in computing time, we choose k to be about 427,000 scenarios. For budgets so large as to
lead to choosing a very large k, the advantage of our procedure degrades. This can be seen
in Figure 3, where the curve representing our procedure’s CI width becomes flatter as the
computing time T grows. Still, Figures 3 and 4 show that our procedure performs much
better than the plain procedure when they are given equal computing times, producing a CI
narrower by a factor of as much as 15 or 12 in these two examples.
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Figure 3: Average confidence interval width in the example of Section 2.1 given a fixed
budget of computing time.

5 Conclusions and Future Research

We have presented and tested a new two-level simulation procedure that creates an asymptot-
ically valid confidence interval for expected shortfall given a computational budget expressed
in computing time or total number of simulation replications. We found that the confidence
interval has adequate coverage as long as the number of simulated scenarios k > 40/p, where
p is the tail probability at which expected shortfall is measured. In these examples, our
procedure’s confidence interval was dozens of times narrower than one created without using
our efficiency techniques.

There are several possibilities for further improving the procedure’s efficiency. Baysal
and Staum (2008) mentions potential enhancements to the empirical likelihood estimation
used here. As in Lesnevski et al. (2008), it may help to use multi-stage screening and to
employ other inner-level variance reduction techniques, such as control variates. One might
also apply variance reduction techniques at the outer level, in sampling scenarios. Relevant
ideas are described by Glasserman (2004, Ch. 9); they apply to expected shortfall as well
as value-at-risk. However, it seems more difficult to employ variance reduction at the outer
level than the inner level while maintaining validity of the confidence interval, which is based

14



100

— _
10% relative error
our procedure 1

plain procedure sssssess ]

ey,
e,
e,
.
nnnnnn
ey
ey
e,
"

R V2 S

10_-

Average Confidence Interval Width ($)

100 1000
Computational Budget T (seconds)

Figure 4: Average confidence interval width in the example of Section 2.2 given a fixed
budget of computing time.

on empirical likelihood at the outer level. Furthermore, some of these variance reduction
techniques for risk management may be substitutes rather than complements for our tech-
niques: for example, importance sampling is often used in risk management simulations to
increase the proportion of simulated scenarios that lead to large losses, but our procedure
accomplishes something similar by screening out those scenarios that do not lead to large
losses.

We tested our procedure on small examples, using a desktop computer. To be useful
for large examples, the procedure must be run in a high-performance parallel computing
framework. We are currently developing parallel implementations of the procedure.

To use our procedure requires choosing a computational budget and a confidence level
1 — «, decomposing « into several components that govern various sources of error, and
choosing the number £ of scenarios and the first-stage sample size ng. In our experience, it
is easy to decompose « in a way that makes the procedure efficient: the values we chose in
Section 4 are broadly effective, a finding which agrees with Lesnevski et al. (2007). However,
it is not so easy to choose k and ng; the procedure’s efficiency depends strongly on these
choices, and the best choices are problem-dependent. A multi-stage procedure may make it
easier to choose ng (Lesnevski et al., 2007, 2008). Ways of choosing k and ny, either from a
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pilot experiment or based on experience in performing similar risk management simulations
in the recent past, are the subject of ongoing research and will be discussed in Lan (2009).
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A Proof

The procedure in Section 3.3 yields a confidence interval [L, U] where L is defined by Equa-
tion (8) and U is defined by Equation (9). This section presents a proof that [f}, U ] has
asymptotic coverage at least 1 — a as the number of scenarios k& — oo, if the payoffs are
normally distributed and pre-screening is omitted. In reality and in the example on which
our experiments are run, payoffs are not normally distributed. However, sample averages of
payoffs are approximately normal because of the central limit theorem if the sample sizes ng
and N; are large enough.

Theorem 1 Suppose that for any scenario Z, the conditional distribution of the payoff X
giwen Z is normal. Let [L, U] represent the CI written in Equations (8) and (9), as produced
by the procedure with pre-screening (Step 3a) omitted. Then limy_, Pr{L < ES_, < U} >
1—oa.

The proof is within the framework of Lan et al. (2007b) for showing the asymptotic
validity of a confidence interval generated by two-level simulation. Baysal and Staum (2008)
show that the asymptotic probability that ES;_, is contained in the outer-level confidence
interval of Equation (7) is at least 1 — o, as k — oo. By the results of Lan et al. (2007b), it
then suffices to construct a confidence region V such that
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1. the probability that V contains the vector of true values V.= (V}, V4, ..., V) is at least
1 — «;, and

2. the two-level simulation confidence limits arise as follows:

L= min Zwvm(z) and U= max ZwZ Ur, (3) (14)

veV,weS(k veV,weS (k)

where S(k) is defined in Equation (6) and 7, is a permutation of {1,2,...,k} such
that vy, (;) is nondecreasing in 1.

We first describe V. Define the t-quantiles

210(0) = t1- AoMiN— g (1),...,m0 () {Ni =1} and 2y =t Qpy M=y (1), (1) ANV — 1}

The degrees of freedom in these formulae are the minimum degrees of freedom available in
estimating any of the relevant standard deviations. Also define

: iy (Nro (i)
By(¢) := max )2 Tro 2 and
0= 2N ST N
) (Nay(i))
Bs({) := max Q—WS(Z -
S() we Sy(k) 171 Nﬂ-s(i)

to be used as bounds on standard deviations of weighted averages. Our confidence region V
for V is the set containing all vectors v such that

Vi I, vi > Vg ([kp))s (15)
k
i 'X N, — B < 1
g:Lk;ﬂl.r}gmaX (WIGI}S}ZI(I Z w; Wo(l)( o(i )) Zlo(g) O(€)> wrgé%g Z w; iUy (4) ( 6)
and )
: - >
=t ] (ﬁ%x Z Wi Xy 1) (Nro()) + ZhlBs(€)> nax > Z wivr, - (17)

This construction makes Equation (14) hold: compare Equation (8) with Equation (16) and
Equation (9) with Equation (17).

The event that the confidence region V includes the true values V can be understood by
plugging in V for v in the definition of V. If we do so, then the constraints defining V take
on the following interpretations.

e Equation (15) is equivalent to correct screening: v := {my (1), 7 (2),...,mv([kp])} C
I.

e Equation (16) implies that the two-level lower confidence limit L < minwesr) Sorg WiV i)
the outer-level lower confidence limit.
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e Equation (17) implies that the two-level upper confidence limit U> MAXweS(k) Sk WiV ()
the outer-level upper confidence limit.

By the Bonferroni inequality, the probability that V ¢ V is bounded above by the sum of
the probabilities

e that V does not satisfy Equation (15),
e that V does not satisfy Equation (16), and
e that V satisfies Equation (15) and does not satisfy Equation (17).

In Appendix A.1 we will show that the probability that V does not satisfy Equation (15)
is bounded above by a,. In Appendix A.2 we will show that the other two probabilities are
bounded above by «ay, and ay; respectively. Because o; = ag + qy + ay, this proves that

Pr{VeV}>1—-q,;.

A.1 Screening

Here we show that the probability of correct screening Pr{y C I} > 1 — «,, where 7 =
{mv(1),- -, mv([kp])}. Let

Bz’j = ]_{XZ(TLQ) > Xj(ﬂg) + dSij(no)/\/no}
be the indicator function which is 1 when scenario 5 beats scenario i. We have

Pr{y CI} >Pr{Vi€y,j ¢y, By=0y>1-> > Pr{B; =1}

1€y jéy

by the Bonferroni inequality. For i € v and j ¢ v, V; < V;. Therefore each

Xz(n()) — Xj(no) Qg
Sy(no) /v d} = Thp! (5 — [hp)’

Pr{B; =1} = Pr{
using d = tn—1,1—as /(k—[kp))[kp] -

A.2 Confidence Region

In this section, we deal with the second-stage inner-level simulation, after screening and
restarting have occurred. We can think of the first stage as randomly generating a simulation
problem which the second stage solves. The first stage produces I and N; for each ¢ € I.
This is an experimental design for the second stage, specifying which scenarios to consider
and how many payoffs to simulate from each of them.

To prove V is a confidence region for V, we first prove two lemmas. The first lemma
addresses the following issue. On the left side of Equation (16), the minimization is over
¢ € {|kp],... , lmax} and then over w € Sy(k). On the right side, the minimization is
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over w € S(k), which is equivalent to minimization over ¢ € {{iin,- - -, {max} and then over
w € Sy(k), according to the definition of S(k) in Equation (6). We formulated Equation (16)
in this way so that the procedure can save time by minimizing over the smaller range ¢ €
{lkp],. .., lmax} instead of {liin, ..., lmax}- For the same reason, in Equation (17) on the
left side, we maximized over ¢ € {lpn,...,[kp]|} instead of over {lmin,...,lmax}. This
formulation of the confidence region complicates the proof of Theorem 2, in which we use
Lemma 1 to show that we can minimize and maximize over these smaller ranges and still
get the desired coverage for the confidence region.

Lemma 1 For any k-vector v and ¢ € {1,2,...,|kp|}, there exists ' > |kp| such that

¢ ¢
>
WIGI}‘Slgnk) sz Ury (i) = ngszn Zw Ury (3)-
Similarly, for any k-vector v and ¢ € {[kp],[kp] + 1,....k}, there exists ' < [kp]| such

that
[ o
ma, w! Uro(i) < Ma w! iU (
we&_;)((k:) Z o(®) WESZ/)((IC) Z o():

Proof: We prove the first part of the lemma in detail. For any ¢ € {1,2,..., |kp]}, define

0= ( )
W(E) = \Wers Wy o Wity 250+ 17

where wy 1, wy 2, ..., we,e are chosen so that

¢ ¢
2 Weibma) = 10 D Wi i)
By optimality, w1 < wee < ... < wyy. Because £ < kp and the weights sum to 1, one of the
weights must exceed (1 — p)/(k — ¢), which is less than 1/k. Therefore there is an integer s
between 0 and ¢ such that wy; < (1—p)/(k—¢) foralli=1,...,sand w,; > (1—p)/(k—¥{)
foralli=s+1,...,¢.
First we consider the case in which the tail probability p < 0.5. The following construction
shows there is an integer ¢’ > | kp| and a weight vector w(l') € Sp(k), whose ith component
is to be denoted wy ;, such that Z 1 WiVr, () = ZZ 1 we, Uy (i) -

1. Choose ¢ to be the largest integer such that Y27 ;we; + (¢ — s)(1 —p)/(k =€) <p
Because ¢ < |kp| (so (1 —p)/(k—¥) < 1/k) and p < 0.5, and from the definition of s,
it follows that (k —¢) > ¢' > |kp] > £. Initialize w(¢') to

1-— 1-—
(wéla-"awfsa pa"'? paw55+17"~7weﬁ)'
) ) k_g k_g ) y

That is, this weight vector is derived from w by switching the weights of components
s+ 1,...,0 with the weights of components &k — ¢’ + s+ 1,..., k. This weight vector
may not be in Sy (k) because >;_; we; + (¢ — s)(1 — p)/(k — £) may be less than p.
The following steps adjust w(¢') to make 3% | wy; = p. Initialize m « 0.
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2. Do while ° wp s + (wep—m — (1 —p)/(k = £)) <p

e Switch the weights in components ¢ —m and k —m: let wp p_p, — Wy, and
W j—m — (L =p)/(k = 0).

e Set m «+— m + 1, end while.

3. Because of the termination criterion, Zle wy; = p, and ¢’ > {, we terminate with m <
¢ —sand ¢'—s—m > 2. Then there exists A > 0 satisfying wy ¢, —A > (1—p)/(k—¥)
and Zf/zl we; + A =p. Add A to component ¢ —m and subtract it from component
k—m: set wy g — (L —p)/(k =€) + A and wp j—m «— W p—m — A.

In the end, this produces a weight vector w(¢') € Sy (k) such that Y0, wive, ) > S0, Wy iVr, (5)-

In the case where p > 0.5, the proof is similar. In this case there is an integer s’ such
that Zflzl we; + (1 — p) < p. Likewise, the proof of the second part of the lemma is similar,
except that we will be choosing ¢/ < (. O

The next lemma provides a tool like a t-test for weighted sums of independent normal
random variables.

Lemma 2 Suppose X;; ~ N(V;,0;) are independent fori=1,...,0 and j=1,...,N;. Let
X; and S? be respectively the sample mean and sample variance of X;1, ..., X;n,. Suppose w

15 Q nonnegatz've (- vector whose elements sum to 1 and 7 is a permutation of i = 1,2,... L.
Define A :== Y5 wi(Xnp) — Vi) and S? = 31 w? (Sfr(i)/Nﬂ(i)). If 0 < € < 0.5 then

Pr{A>~ti_comin_, ,v-1}S}>1—¢

,,,,,

Proof: Because of the independence, A is normal with mean 0 and variance >°¢_, wfafr(i) [Nz,
and it is independent of S?/Ny,S3/Ns, ..., S?/N,, which are themselves mutually indepen-

dent. We can write
¢ S2 w? . S2
62 w;( w(z))_% < 7r>> (i)
; Nz(i) ; % \ Nz 072r(i)
where 0% := YI_; w702 /Nagi). Also define \; := (w?/0%)(02;)/Nx). Notice that Ay, ..., A,
are nonnegative weights that sum to 1. The distribution of (N —1)Sqq 2 / O Is chi-squared

with N — 1 degrees of freedom. By a property of the ¢ dlstrlbutlon
/2

1—emin;—y . {N;—1} > tl—e,Ni—l

yeeny

forall e =1,2,...,¢. Because € < 0.5,

,,,,,

1 1

A2 w? < o2 ) St
= —+-Pr{— > t —é€,min - )
5+ 3 {UA 1—eming_y,.. ¢{N; 1}1220?4 Nz 0721'(i)

L, 1,4 S2)
> — >N A .
= 9 + = 9 { 124 zz; 1—€,Nri)—1 (0-721—(1)
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By Banerjee’s Theorem (Banerjee, 1961),

1
+-(1-2¢)=1—¢.

.....

l\'J\H
DO

O
Using this lemma, we can prove the main result, that V defined by Equations (15), (16)
and (17) is a confidence region for V with confidence level 1 — «;, where o; = ais + i + ayo-

Theorem 2 Suppose that for any scenario Z, the conditional distribution of the payoff X
giwen Z is normal. If the payoffs are simulated independently, then Pr{V € V} > 1 — q;.

Proof: To condense notation, define V(CS) as the set containing v satisfying Equa-
tion (15), £ as the set containing v satisfying Equation (16), and U as the set containing v
satisfying Equation (17), so that V = V(CS) N L NU. Then

Pr{V eV} =Pr{Ve{VICSNLNU}} >1—-Pr{V &L} —Pr{V&{UNV(CS)}}.
Also define

‘
(.= ar min min WiV, and w :=arg min wiVy
- g = Lka ..... fmax <”LU€S@ Z ¢ V ) g wGSg( ) ; v 0
By Lemma 1,
iy oo = iy S (18)
Because Vi, (1), Vay(2), - - - V(o) are the lowest £ Values among Vi, Vo, ..., Vi, while the ele-
ments of w’ are negative,
Vi) 2 Viro(i 19
i, SV i Sl 1)

Let Fy represent the informatlon produced by the first stage of the procedure. Using Equa-
tions (18)—(19),

Pr{V ¢ L|Fo}
k
- {wg%ﬂ 2 wVave < min, (wglsle?k) 2 i (o) = Zlo(ﬁ)BO(ﬁ)) ’ fo}

weSy( k)

ﬁ
min ngVﬂv(i) < _ minemax< min Zw 0 ))—Zlo(ﬁ)Bo(€)>|.7:o}

IN
)—U
H

£
min Y wiVe) < - miné ( min ZwXTI'O (Nﬂo(i))—zlo(f)Bo(€)>|}"o}

weS, (k)
)

fo}.

IN
)—U
H

4
= Pr Zw;(Xﬂo(i)(Nﬂo(i)) - Vﬁo(i)) > ZlO(@BU(@
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Because we restart after the first stage, the conditional distribution of 8, w) N X ro i) (Naro i) —
Vo)) given Fy is normal with mean 0 and variance ZZ J(wh)?o / Nro(iy- By Lemma 2,

fO} S N)o-

Pr{V¢uUnV(CS)} = Pr{V¢V(CS)}+Pr{VeV(CS),V¢U}
< a,+E[Pr{V ¢U|F}1{V € V(CS)}].

4
Pr {Zwi(Xm(z')(Nm(z’)) — Vao()) > 210(£) Bo(£)
1=1

Thus Pr{V ¢ L} = E[Pr{V ¢ L: F}| < a.
Similarly,

Define

B l
(= arg HlaX“C { max sz Wv(z} and @ := arg max sz e
= p

0=, i weSy (k) &= weSy(k) 4
By Lemma 1,
?
_ 1 ‘
wrggx Zw Vi) = ;wzvﬂv(z). (20)

As shown by Baysal and Staum (2008), by optimality, wj, @5, ..., w} is negative and non-
decreasing, so

e B £ B

> 0 X o) (Nry@y) 2 D 0Ky () (N () (21)

i=1 i=1
Using Equations (20)—(21),

Pr{V ¢ U|Fo}
k
= P ! A , .
L Y > s {w%s%% 3l () + 2050 | 72

= Pr Z@D;Vﬂv(i) > r.nax(kp]{ max Zw Xy (Ney (i) +ZhiBg(€)}‘fo}

weS,(k i1
]—"0}

)
fo}_

IN
)—U
s

2
= Pr{ > wi(Xey ) (Nay@) = Vav@) < —2uBs(0)

IA
~
—— N — —/
. S
=
=
\Y
=
3
=
_l’_
IS
=2
Sy
195
=
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The conditional distribution of Zf;l w;()?,rv &) (Nry i) = V5

TV

0 and variance Ele(wg)Qafrv(i)/Nﬂv(i). If V € Y(CS), then

(i)) given Fy is normal with mean

and so by Lemma 2,

7
Pr {Zw;(XWV(i)(NWV(i)) — Vav@y) < —2mBs({)
=1

fo} 1 {V € V(CS)} S Qlhi-

Therefore E [Pr{V ¢ U|Fo} 1{V € V(CS)}] < ani, and so Pr{V ¢ U N V(CS)} < a; + ap;.
In total, Pr{V e V(CS) NLNU} >1—ajp—as—ap =1—q;. O
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