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Abstract. This paper studies and describes stochastic orderings of
risk/reward positions in order to define in a natural way risk/reward mea-
sures consistent/isotonic to investors’ preferences. We begin by discussing
the connection between the theory of probability metrics, risk measures,
distributional moments, and stochastic orderings. Then we examine several
classes of orderings which are generated by risk probability functionals. Fi-
nally, we demonstrate how further orderings could better specify the in-
vestor’s attitude toward risk.
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1. INTRODUCTION

In this paper, we describe the admissible classes of probability functionals that
are consistent with a given order of preferences. To classify the orderings and risk
probability functionals, we distinguish between primary and compound probability
functionals; between uncertainty and risk orderings/measures; between orderings
and survival/dual orderings; and between bounded and unbounded orderings. By
doing so, we present a general and unifying framework to understand the connec-
tions between the investor’s preferences that are consistent to a given order and
choice problem.

We first discuss the links between continua stochastic dominance orders, dual
stochastic dominance rules based on Lorenz orders, and the different distribu-
tional moments of a portfolio of assets returns; see Fishburn [6], [7] and Muliere
and Scarsini [19]. We tie together the consistency-isotonicity of risk and reward
measures with the classical orderings. We study the properties that a probability
functional must satisfy to solve optimal choice problems. The theory of prob-
ability functionals and metrics was developed by Zolotarev and his students to



204 S. Ortobelli et al.

solve stability problems, see Rachev [27] and the references therein. Furthermore,
there exists a strong connection between probability functionals and orderings; see,
among others, Kakosyan et al. [13], Kalashnikov and Rachev [14], and Rachev and
Riischendorf [29], [30].

In this paper, we discuss the static approach to the theory of choice under
risk and uncertainty. In particular, we are interested in the economic use of prob-
ability functionals to optimize choices for a given order of investors’ preferences.
As a consequence of this discussion, we propose a new set of orderings, risk and
reward measures that are coherent to investors’ choices. The new probability func-
tionals and orderings generalize those found in the literature and are strictly re-
lated to the theory of choice under uncertainty (see, among others, von Neumann
and Morgenstern [37], Machina [17], Yaari [38], Gilboa and Schmeidler [11], and
Maccheroni et al. [16]) and to the theory of probability functionals and metrics; see
Rachev [27] and the references therein. While the new orderings serve to further
characterize and specify the investors’ choices/preferences, the new risk measures
should be used either to minimize the risk of a portfolio of financial assets or to
minimize its distance from a given benchmark, see Rachev et al. [28], Stoyanov et
al. [33], and Ortobelli et al. [25]. We will call these new measures/orderings “FORS
measures/orderings”. We show how one can generate further orderings and mea-
sures by using the Mellin transform when applied to the fractional integral.

In the next section, we examine continua and dual stochastic dominance and
their connection to the distributional moments of portfolios. In Section 3, we de-
scribe how to use probability functionals to define new orderings and portfolio risk
measures. Finally, we briefly summarize the results.

2. CONTINUA AND DUAL STOCHASTIC DOMINANCE THEORY

In this section, we study the stochastic orders in a complete probability space
(Q, S, P). By doing so, we take the perspective of an investor who wants to solve
a portfolio selection problem. In particular, we denote by L° (3) the space of all
real-valued random variables defined on (€2, 3, P) while

P (8) = {X : (2,3, P) — R| E(|X[") < +oc}.

Recall that X dominates Y with respect to n (integer) order stochastic dominance
(X >Y)if and only if E(u(X)) > E(u(Y)) for every utility function u whose

n

derivatives satisfy the inequalities (—1)*+'u(*®) > 0 for k = 1,...,n, if and only
if for every real ¢t we have

t
F() = [ Py w)du < BY().
—00
Furthermore, we observe that for any m > n, X > Y implies X > Y. In addi-
n m
tion, we state that X dominates Y in the sense of Rothschild and Stiglitz [31]
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(X R—SY)ifandonly if E(u(X)) > E(u(Y)) for every concave utility func-
tion u, if and only if X > Y and E(X) = E(Y"). This order is also called concave
2

in the ordering literature; see, among others, Shaked and Shanthikumar [32] and
Miiller and Stoyan [21]. Moreover, all these relations can be easily generalized in
continuous terms.

2.1. Continua, survival, bounded/unbounded stochastic dominance rules.
Fishburn [6], [7] considers continuous orders applied to bounded and unbounded
random variables. In the following, we further characterize and generalize these
orders. This extension is possible because the first lemma found in Fishburn [6] is
still valid following the Fubini—Tonelli theorem; see also Miller and Ross [18] and
Zhang and Jin [39].

LEMMA 2.1. Let (R, B, 1) be the real space with the Borel sigma algebra
Bpr and a positive sigma finite measure 1. Then for any —oco < a < z < +00

(z —y)*duly))de = B (a,v) [(z—y)* T du(y),

Z‘(z _ x)v—l(

Q%Eﬂ
Q%l\n

[ —ay( f (v — ) 'du (y))dz = B (o, v) f (4 — @) du (y),

where
I'(a)l'(v)

Bl =Ty

+oo
and T(t)= [ 2 lem%dz.
0
These relations are still valid if o, v are complex numbers with Re o, Rev > 0 and
B(a,v) is the beta function with complex arguments.

We assume that F)(g) = Fx and put @ = inf {x | Fx(z) > 0}. Using the defi-
nition of fractional integral (see Erdelyi and McBride [5] and Miller and Ross [18]),
we obtain for every real « > 0 and o # 1, F)((O‘) (t) =0, for all t < a and for every
t>a

t— a—1
o EEH = [ yrtarg () = L)
I() 5

where (t — x)ﬁ:rl = (t—x)v 1] le<t and Ij, .y is the indicator function equal

to 1 if x < ¢, and O otherwise. Thus, F' )((a) is a positive continuous function for
a > 1;itis right continuous for v = 1 and left continuous for o € (0, 1). A slightly
different definition (see Fishburn [7]) is necessary for o € (0, 1) in order to include
the probability measures that satisfy P(X = ¢;) > 0 for some real numbers ;.
Analogously, we can use the survival function F)((l) () =P(X >z)=1-Fx(x)
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and we obtain, for every positive real o # 1 and for every ¢t < b,

B((x -7
I'(a) ’

b
22 FP) = [(y— 1) dFx(y) =

and F)((a) (t) = 0 for all ¢ > b, where b = sup {x | Fx(x) < 1}. In this case, the
function F )((a) (x) is right continuous for all & € (0, 1] and it is continuous for o> 1.

In particular, when X is a continuous random variable, F)((a) (u) = Fgg(—u) for
every u € [a,b] and a > 0. From Lemma 2.1 it follows that, if 1 is the probability

measure obtained by the right continuous distribution function of X, F)((1 ) (y) =
Fx(y) = u(y) or, by the survival function u(y) = F)((l)(y), we obtain

IR v
m f(t — u)O‘*”*lF)(c)(u)du
o for all a > lorforalll > a > v >0,
(2.3) F)(( )(t) = ) or atnOé vzlor IOI'(a) a>v
M, oy (7 EX
foralla>1>v >0,
- b
24)  FO) = f ) F (w)du  forall a > v > 0.
t

We can define stochastic orders as follows:

DEFINITION 2.1. For every a > 0, we state that X dominates Y with respect
to the o bounded stochastic dominance order (X > Y) iff F )( t) < F}(,a) (t) for

every t belonging to supp { X, Y} = [a, b], where a:mf {z|Fx(z)+Fy(x)>0},
and b = {z | Fx(z)+ Fy(z) < 2}. We state that X strictly dominates Y with re-

spect to the o bounded order (namely, X > Y)iff X > Y and F'x # Fy.
Moreover, following Fishburn [7]: for every o > 1 X dominates Y with re-
spect to the « stochastic dominance order (X > Y) iff F)(f)( t) < F}(, )( t) for ev-
(0%
ery real . X strictly dominates Y with respect to the « order (namely, X > Y)iff

X > Y and Fx # Fy. Since X Y (X Y) is simply X > Y (X > Y) plus

67

the identity relation, we shall consider only > (>) explicitly. As proven by Fish-

burn [7], bounded and unbounded orderings > > are equivalent among random

variables with finite expected values if and only 1f a € [1,2]. When « ¢ [1, 2], the
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b
orders >, > do not generally coincide. Similarly we define the survival bounded
o (03

order (X ; Y)iff F)((a) (t) < F}(/a) (t) for every ¢ that belongs to supp { X, Y} =

sur o

[a, b] (and the survival unbounded order: X > Y iff F' )((a) (t) < F)(,a) (t) for every

sur o

real t). We prefer to concentrate on stochastic dominance orders because when
a > 1, we have

F& () = B(X =) 3" )/T(a) = F9 (~u)

and the results are equivalent to those obtained for orders on the opposite of random
variables.
Even if Definition 2.1 generalizes the orders proposed by Fishburn [6], [7] to
« bounded orders with « € (0, 1) that imply first stochastic dominance, in many
cases we cannot compare random variables with respect to these orders. In partic-
b
ular, if X > Y with a € (0,1), a point ¢t < sup{z | Fx(z) + Fy(z) < 2} such
[0
that 0 < P (Y =t) < P (X =t) cannot exist because in the right neighborhood

of t we have F)((a) (tt) > Fi(/a) (t*). In addition, as follows from the proposition
below, we cannot express the o order X > Y forany a € (0,1).
o

PROPOSITION 2.1. For any pair of bounded (from above or/and from below)
random variables X and 'Y that are continuous on the extremes of their support,
there is no o € (0,1) such that F)((a) (t) < FX(,Q) (t) for all t € supp(X,Y). In
addition, for any pair of random variables X and Y, there is no « € (0,1) such
that F)((a) (t) < Fx(,a) (t) for every real t.

Proof. Considera € (0,1).Let X and Y be bounded random variables con-
tinuous on the extremes of the support. Then

X, Y <sup{z | Fx(z) + Fy(z) <2} = b < 4o0.
b
Suppose X ? Y. Then we obtain

b b
T(@)FM®) = [ (b—2)* " dFx(z)> [ (b—2)* " dFy(z) = F ()T ()

—0o0 —00

because X and Y are continuous on the extreme b and the function u(z) =
(b — )*~ I}, <y is an increasing function for = < b and

DB (1) = E(u(Y)), T(a)Fy () = E(u(X)).

Furthermore, because the function g(a) = F)((a) (b) = E ((b— X)*"!) is analytic,
there exists r € (v, 1) such that F)((T)(b) > F)(/T)(b); otherwise F'y = Fy because
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using the Mellin transform we can univocally determine the distribution func-
tions. In the case where X and Y are bounded random variables not necessar-
ily continuous on the extremes X,Y < b < +oo0, for every increasing function
v(z) = (t —2)* ' Ij;<p) and ¢ > b it follows that

b b
E(v(X)) = _f (t —x)* tdFx(z) > _f (t— ) dFy(z) = E(u(Y)),

and similarly the inequality is strict for some ¢. There are analogous considerations
when X, Y > inf {z | Fx(z) + Fy(z) > 0} = a > —oo because — X, —Y < —a

b —
and X ? Y iff -Y ?a —X. Next, suppose X and Y are a pair of random variables

M)

b b M b

such that X > Y. Observe that X > V" iff XM >y xOD 5y (M) gnd at
1 1

least one dominance is strict, where X = XJ(rM) + X £M) and XJ(FM) = XIix>m)

O

= XIx < forevery M € supp {X,Y}. Thus the assertion follows. =

Due to this proposition, we cannot compare random variables according to
the a bounded order with o € (0, 1) except in a few cases. However, although «
bounded orders with « € (0, 1) are not applicable in many cases, they could serve
to rank financial losses and truncated variables. This is why this generalization
could be interesting from a financial point of view. Typically, for every pair of
random variables X and Y, with density of probability such that fx(¢) < fy(t)

forallt < M and P(X < M) = P(Y < M) =1, we have F)((a)(t) < F;,a)(t) for
M

all t € supp{X,Y},and X > Y for every a > 0. The following example shows
(0%

the use of the « order for truncated variables.

EXAMPLE 2.1. Let Y7 and Y5 be two financial losses with truncated Gaussian
distribution functions:
(a) the function

s Lo (-()

Fy,(t) = —= | exp| — dz

Yl( ) oo ;{;O p ( ( \/50_

fort < p < 400 is equal to a Gaussian N (p1, o) and Fy, (t) = 1 for ¢t > p;
(b) the function

-t Lo ( () )

for ¢t < p < 400 is equal to a Gaussian N (y + €,0) with e > 0 and Fy, (¢) =1
fort > p.
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Since the probability density of the two losses are fy, () < fy, (t) forallt < u
and P(Y1 < p) = P(Yoa < p) = 1, F}(,j‘)(t) < F)(,?)(t) for all ¢t € supp {Y1, Y2},

and Y5 g Y1 for every a > 0. Therefore, all investors would prefer loss Y; to Y5.
(0%

In addition, equation (2.3) extends the use of functions F)(Ca). From a practical
point of view, this has an immediate effect as shown in the following:

REMARK 2.1. The following implications hold:
b
(1) X >Y implies X > Y. These orders coincide if and only if a € [1,2].
[0 (63

b
Therefore, every outcome of the > order is true when > holds, but the converse is
o (0%

not generally true if o ¢ [1,2].
(2) For every o > v > 0, F)(;))(t) < F}(,U)(t) for all t € supp{X,Y} im-

b
plies F)((a) () < Fx(,a) (t) forallt € supp {X,Y'}. In particular, the order X >Y

b
(X > Y ifv>1)implies the order X >Y (X >Y).
v (0% (e

b M b
(3) X > Y if and only if XM >y x5 v (M) and at least one
1 1

dominance is strict, where X = XS_M) + X(_M) and XJ(FM) = Xlix>u;; X (_M) =
b
Xix < for every M € supp{X,Y'}. In addition, X > Y with o > 1 implies

(M)

U :
X > Y forany given M € supp{X,Y}.
(03

b b+t
@ X>Y (X>Y)ifandonlyifcX +t> Y +1 (X 4+t > ¥ +1)
(0% (0% (0%

(03
foreveryt € R,c > 0,a > 0.

Proof. Points (1) and (2) are a logical consequence of the previous discus-
sion and of formula (2.3). Point (4) is proved by the equality

x—t

F x (x) = Fx < > forevery t,xz € R,c > 0.

Thus, with this affine transformation, the assertion follows for any o > 0. Point
(3) follows from the definition of the distribution functions F' X(M)(t) = 0 for

+
allt < M and F ) (t) = Fx (t) forall ¢ > M, while F' () (t) = Fix(t) for all
+ —

b
t < M and FX£M> (t) = 1forallt > M. Thus, forevery M € R,theorder X > Y

«

(M

M

) > Y_(M). Observe that generally we cannot say that X > Yimplies
(04 (6%

> Y_(M). [

03

implies X
(M)

X
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There is a strong connection between moments and stochastic orders as many
authors have pointed out (see, among others, Fishburn [8] and O’Brien [22]).
Proposition 2.2 summarizes some of these results and provides necessary condi-
tions on moments for « stochastic orders. It is interesting to observe that generally
these implications do not always hold when we consider o bounded stochastic
orders.

PROPOSITION 2.2. The following implications hold:
(a) Suppose X >'Y and the moments of X and 'Y through integer n are finite
[e%

forn —1 < a < n. Then
(E(X),....,B(X™) # (E(Y),...,E(Y™))

and (—1)*E(XF) > (=1L E(Y") for minimum integer k such that E(X*) #
E(YF).
b

(b) If X > Y with a > 1 implies
«

1 a— a—

SE(X1 = X" < B((X -Y)§),
2.5) )
E(vi— X)) < SE(N - Yo[*7h),

where Y1, Yo are independent realizations of Y, X1, Xo are independent realiza-
tions of X, and X1,Y1 are independent.

Proof. The first part of the proposition summarizes one of Fishburn’s [8]

and O’Brien’s [22] results. In order to prove the inequalities given by (2.5), recall

b
that if X > Y, then Fi¢)(X1) < FY(X0): FE (V1) < B (V7). 1 we apply

(03
the Fubini theorem to the expected value of these random variables, we get for all
a>1:

1 _
(@) E(Fy) (X1)) = S B(IX1 - Xo|* ™)
<T()E(RY (X)) = B(X — 1)),

Similarly we obtain the other inequality. m

As for integer orders, we can characterize stochastic orders with respect to a
given class of utility functions. In particular, as the result of the previous lemma
and of Fishburn [6], [7], we observe that > is a reflexive and transitive preorder,

(e
while > is a strict partial order (asymmetric and transitive) on the space
«

jooi _ [IXTE(X|"™") <400} if a#1 a>0,
allv. X if a=1.
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Moreover, for every pair of random variables X, Y &€ Lo~ X > Y ifand only if
(6

E(u(X)) > E(u(Y)) for all utility functions u belonging to

+oo
Us={u(@)=c— [ (y— ) Ydv(y) | ¢,z € R;

xt

+oo
where v is a positive o-finite measure: f Iyl tdu(y) < 00}

—0o0
In particular, for every random variable X € Lo~ all utility functions

+oo
—T(a)F (@) = — [ (t—2)* " dFx(t) = —E((X —2)77Y)

xt

belong to U,. Similarly, for every pair of random variables X,Y € L*! with

_ b
support on [a,b] (a,b € R), X > Y if and only if E(u(X)) > E(u(Y)) for all
«
utility functions u belonging to

b
Ub = {u:[a,b] » R|u(z)=c— {(y 29 Ldu(y) — k(b — 2)0L

b
¢ € R,k > 0; where v is a positive o-finite measure: | ly|* tdu(y) < 00}
a

The classes U, and U?, are closed under positive affine transformations and are suf-

b
ficient to characterize the « stochastic order (>, >), although more general base

classes could be used. On the other hand, Fishgurg [6], [7] and Miiller [20] prove
that U, 2 Us (U8 2 Ug) for every 1 < o < 3 and the derivatives of u € U,
(u € UY) satisfy the inequalities (—1)**1u®*) > 0, where k = 1,...,n — 1 for
integer n such that n — 1 < o < n. The main advantage of using continua orders
is given by their definitions in terms of moments. It is well known that portfo-
lio returns exhibit heavy tails that do not always guarantee finiteness of the first
moments. We apply « stochastic dominance orders to portfolios:

(1) with a # 1 only if all portfolios X belong to the L>~! space (i.e., LY =
(X | B(X|"Y) < +oo);

(2) when o« = 1 (first-order stochastic dominance), no regularity conditions on
moments are needed.

Thus, one can rank the investor’s choices by using orderings > with o €

(03

(1,2), even when the finite first moments cannot be guaranteed. The following
definition considers orders that generalize the classic Rothschild-Stiglitz (R-S)
order.
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DEFINITION 2.2. We state that X dominates Y in the sense of «-(bounded)
R-S (strict) order (a-(bounded) R-S (strict)) when

b b
XZ2Y X2Y,X>Y, X>Y)
« «

[0}

Q

and
—a _
—X>-Y (-X > -Y,-X>-Y,-X > -Y).
« « « «

We remark that in the literature, the «-R-S order is also known as an a-con-
cave order when « is an integer that is greater than or equal to 2. In particular,
when o« = 2, we obtain the classic R-S order. Furthermore, a (bounded) R-S order
is strictly linked to the moment order. The following corollary summarizes some
of the main implications regarding R-S type orderings.

COROLLARY 2.1. The following implications hold:

(a) X a-(bounded) R-S (strict) Y implies X [3-(bounded) R-S (strict) Y for
all B > .

(b) Suppose that X strictly a-R-S'Y and the moments of X and Y through
integer n are finite forn — 1 < a < n. Then

(B(X),...,B(X™) # (B(Y),...,E(Y™) and E(X*) < BE(Y")

for the minimum even k such that E(X*) # E(Y*). In particular, if X and Y
are random variables with finite first moments, then X «-R-S'Y implies E(X) =
EY).

(¢) X a-(bounded) R-S (strict) Y if and only if dX + ¢ a-(bounded) R-S
(strict) dY + ¢ for every ¢ € R d > 0 if and only if for every real t for all
t € supp(X,Y)

T()F&M () = E((t—X)S) < E((t—Y)$™") = T() F(1),

PR (1) = B((X = 077") < B =087") = D) R 0)

(and at least one inequality is strict for some t when the respective orders are
strict).
(d) X aR-SY implies that

E(|X1 - Xo|*7h) < E(|X1 - 1[*7h) < E(Yi - V2|7,
and E(|X —t|*™Y) < B(|Y — t|*71Y) for every real t (that is strict for some t

when the a-R-S order is strict), where Y1,Ys are independent copies of Y, and
X1, Xo are independent copies of X, and even X1, Y are independent.
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Proof. Points (a) and (c) are a consequence of the a-R-S order (o bounded
R-S order) definition. Point (b) is a consequence of the Fishburn [8] and O’Brien
[22] necessary condition of moments expressed in the previous proposition; that
is generally true only if we consider unbounded dominance orders. Point (d) is a
consequence of point (b) of Proposition 2.2. =

Clearly, o must be strictly greater than 1 in the definition, because X ? Y
implies —Y > —X and we cannot have F(X) > E(Y) and —E(X) > —E(Y).
In addition, we can compare bounded random variables in the sense of a-R-S order

only when o > 2, as it follows from the next proposition that summarizes some of
the most important implications relative to R-S type orders.

PROPOSITION 2.3. The following implications hold:

(a) Assume Y belongs to LP with p > a. If X a-R-S'Y and E (| X|") =
E(|Y|") for a given r € (o — 1,p], then Fx = Fy; otherwise X «-R-S strictly
Y implies E (|X|") < E(|Y]|") for every r € (o — 1,p|. In particular, a random
variable X ¢ LP can never a-R-S dominate a random variable Y € LP.

(b) If X andY are (below or above) bounded random variables with first mo-
ment finite, then there exists no o € (1,2) such that X a-(bounded) R-S strictly Y.

(c) If X and Y are symmetric with null mean, X a-(bounded) R-S'Y if and
b
onlyif X >Y (X 2Y).
(03

(0%
Proof. Point (a) generalizes Theorem 2.6 of Li and Zhu [15]. By the previ-
ous Lemma 2.1, we know that

1 ||

a=1, r—a
B((X’T_er){(\wl Y)Yy dy

jz]" =

for every r > o — 1. Then, as a consequence of the Fubini theorem, we get

B(a,r —a+ 1)E(|X]|")

o

2 —

b 0
v ([ (e — ) dFx (2)dy + [(—y)" ([ (v — ) dFx(z))dy

y)dy +T(a) [(—y)F (y)dy.

Il
3
L

O—
<
i
Q
|
><A

2 ~—o
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Thus,

b
Bla,r —a+ D)E(Y]" - |X]) = T'(a) {yf-a(ﬁéa%y) — PP (y))dy

If X o-R-S Y and E (|X|") = E([Y[") with 7 > o — 1, we have F\*) = F{®)
(i.e., Fx = Fy); otherwise F (|X|") < E(|Y]") for every r > a — 1 for which
the finite r-th moment exists.

In order to prove (b), suppose X and Y are random variables bounded from
below; then X, Y > a > —oo. Since X and Y admit the finite first moment, we can
suppose X dominates strictly Y in the sense of a-R-S order. However, under this
assumption we have £ (X —a) = E (Y — a). By the previous point (a), if o €
[1,2) and X a-R-SY (X o bounded R-SY), then E((X — a)") < E((Y —a)")
for every r > o — 1, against E (X — a) = E (Y — a). Similar considerations can
be done when X,Y < M because — X, —Y > —M. Thus point (b) follows, and
so« € [1,2) such that X a-R-S Y (X « bounded R-S Y') cannot exist when X and
Y are bounded and they admit the finite first moment. If X and Y are symmetric
with null mean X = —X and Y = —Y, the point (c) holds true. =

From the previous analysis, we deduce that the inequalities between absolute
moments allow us to order portfolio uncertainty coherently to different types of
investors. Another immediate consequence is the next corollary.

COROLLARY 2.2. Ifin the market there exist two portfolios X andY with the
same mean and dispersion E(|X — E(X)[") = E(|Y — E(Y)|"), then either
one portfolio is redundant (because it has the same distribution as the other) or
the two portfolios are not comparable in the sense of (p + 1)-R-S order for any
p<r.

According to an operational definition of the risk and uncertainty that is per-
ceived by investors (see, e.g., Rachev et al. [28] and Holton [12]), the previous
discussion suggests distinguishing the orderings with respect to (a) the uncer-
tainty of different positions and (b) the investor’s exposure to risk. Generally,
R-S type orders serve to characterize the different degrees of portfolio uncertainty

b
and for this reason are called uncertainty orders, while the orders (such as >, >)
+a «

derived by the monotonicity order (i.e., the order X > Y implies that X dominates

b
(>, >2)Y) also take into account the downside risk of portfolios and are called risk
+a o

orders. Clearly, this first distinction could have an important impact for investors.
Specifically, to select the set of admissible choices which are coherent to a
given category of investors, we can consider the direct risk measures p(X) (as-
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sociated with random wealth X) that are consistent with the order relation ( >,
+a

b b
>, a-(bounded) R-S); that is, p(X) < p(Y) if X dominates (>, >, a-(bounded)
« +a «

R-S) Y. Typically, it follows that p; o(X) = E((t — X)‘j‘:l ) is a measure con-

b
sistent with > ( >) order for any fixed ¢ (belonging to the support of all optimal
[e%

o

portfolios). Similarly, the measures o (X) = F(|X1 — X2/ ") and jo(X) =
E(|t — X|*!) are consistent with a-R-S (a-bounded R-S) order for any fixed
t (belonging to the support of all optimal portfolios) under the assumption that
X1, X5 are independent copies of X. The measures consistent with risk orders
are called risk measures, while the measures consistent with uncertainty orders are
called uncertainty measures. Thus, as discussed by Ortobelli et al. [26], their use
is different in portfolio choice problems.

Furthermore, we can order the choices considering reward instead of risk. Ac-
cording to the definition given by Rachev et al. [28] and De Giorgi [4], we assume
a reward measure to be any functional v defined on portfolio returns that is iso-

b
tonic with respect to a given stochastic risk order (for example: >, >). Thus, when

a given category of investors (e.g., non-satiable, non-satiable rioék Oéwerse) prefers
X to Y, then v(X) > v(Y). On the other hand, Rachev et al. [28] and Biglova et
al. [3] have shown that the use of a reward-risk ratio could be important not only
from a computational point of view, but also because it takes into account portfolio
diversification. Any consideration that we do for measures consistent with some
risk orderings can be extended to reward measures considering a maximization
problem instead of a minimization problem. That is, if p(X) is a risk measure con-
sistent with a risk ordering, then —p(X) is a reward measure isotonic with the same
order. Thus, if we characterize the consistency with respect to risk orderings (say

b
>, >), we also implicitly characterize isotonicity. For this reason, in the following

[0 2NN e
we place much more emphasis on the consistency with a given order.

2.2. Inverse stochastic dominance. Similarly to classic stochastic dominance
rules, we can describe stochastic dominance rules based on the left inverse of F'x
(namely, F'y 1) given by

Fil(p) =inf {z : Pr(X < x) = Fx(z) > p} forallp € (0,1]

and Fy'(0) = 1171{% Fx*(p). In particular, Muliere and Scarsini [19] have defined

inverse stochastic dominance order as follows: we say that X strictly dominates
Y with respect to n (integer) inverse order stochastic dominance (X > Y) if and
—n
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only if

t t
F () = [ F de > BTV = [ R (@)d forall € (0,1),
0 0

where we assume F)(gl) =Fy 1 As for integer stochastic orders, even the above
dual stochastic orders can be easily extended in continuous terms. Let us consider
the unique completion of the o-finite positive measure associated with F'iy'!, which
on the half open intervals of the forms [a,b) C [0, 1] is given by

b
px ([a,0)) = Fx'(b) = Fx'(a) = [ dFy'(p).

a

Then we can define the « dual functions:

F)({l)(p) - F);l(p) forall p € [0, 1],

—a 1
26 FyY(p) =

(o) (p—u)* 'dF (u) forallp € [0,1], a # 1,

o3

which are continuous for every @ > 1 and left continuous for @ < 1. Moreover,
the functions F)((_l)(p) = —F)((_l)(p) for all p € [0, 1] and

. 1
F(p) = ——

@ (uw—p)* tdFt(u) forallp € [0,1], a # 1,

“BJF\’_‘

are continuous for every o > 1, left continuous for o« = 1 and right continuous
for o < 1. In particular, when X is a continuous random variable, it follows that
F)({_a) (p) = FS(O‘) (1 —p) forall a > 0. Moreover, as a consequence of Lemma 2.1
we obtain

o 1 " a—v— —v
F)(( )(p):F(a—v) {(p—u) IF)(( )(u)du forall « > v > 0,
( 1 1 _ Y
m f(u—p)“_“_lF)(( )(u)du
p+
=(—a foralla>v>1orl>a>v >0,
P ) = L )
8 e ACR DM U CLT
Pn/D o —v Pn
forallaa > 1> v > 0.
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In particular, when o« = 2, we obtain the absolute generalized Lorenz curve
(~-2) A
FX (P):LX(P):fFX (t)dt
0

(that is formally different from the relative Lorenz curve often used in income
inequality'). Thus the following definition extends the previous dual orders to con-
tinua orders.

DEFINITION 2.3. For every a > 0, we say that X dominates Y with respect
to the « dual (also called inverse) stochastic order (X > Y) iff

FyY(0) > B forallt e [0,1],

and we say that X strictly dominates Y with respect to the o dual order (X > Y)
—a
iff
X > Y and FX 7é Fy.
—a
We say that X dominates Y in the sense of the dual a-R-S order (strict) (dual
a-R-S (strict)) if

X>2Y(X>Y) and —X > -Y(-X > -Y).
“a -«

—Q —

Similarly, we can define the survival order, that is,

X > v iff FUOw)<FEYw)

sur—o

for every ¢ belonging to [0, 1]. Since for oo > 1 we get F)((_a) (p) = Fﬁ}a)(l - D),
the results obtained for survival dual orders (with o > 1) are equivalent to those
obtained for orders applied to the opposite of the random variables. From this defi-

nition we infer that F)(C_U) (p) is a reward measure for any p belonging to (0, 1). As
for the « stochastic orders, we can prove similar properties for the dual stochastic
orders. In particular, it is well known that > and > orders are equivalent to the re-
1 2

spective > and > orders. Therefore, all the implications which are valid for >, >
-1 -2 12

b b . . .
( 2, 2) and 2-(bounded) R-S orders are still valid for the equivalent orders >, >
12 -1 -2
and dual 2-R-S orders. However, integer stochastic dominance orders greater than
two are different by the respective dual orders (see, among others, Muliere and

Scarsini [19]). This is logical because the inverse stochastic order is defined only

! The relative Lorenz curve is given by Lx (p)/E(X); see Arnold [1], Ogryczak and Ruszczyn-
ski [23].
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b
on the support of the random variables (as > order but differently by > order).
(63 [0

b
Thus there probably exists a correspondence between > and dual orders, which
(e

will be the subject of future research.
On the other hand, we observe that inverse stochastic orders previously de-
fined can be extended to unbounded inverse stochastic orders as follows. Suppose

that either |F)((_1)(0)| < 00 or |F)((_1)(1)| < oo for X belong to a given class of
random variables A. Then we extend F)((_l) on the whole real line R assuming
FUY () = FUD(0) forall uw < 0 and FY Y (¢) = FEV(1) for all ¢ > 1. More-

over, we say that X dominates Y with respect to the unbounded o inverse stochas-
tic order (unbounded X > Y) iff
—Q

F)({a)(u) > Fx(;a) (u) foreveryu € R,

where

— 1) tarY (1),

ol
=T
L
=
Il
%ﬁ‘
=

—00

Many of the considerations done for stochastic dominance orders can be repeated
for dual orders, and in the next remark we summarize the main properties of these
orders.

REMARK 2.2. The following implications hold:
(1) Unbounded X > Y implies X > Y. In addition, for every 3 > «, (un-

bounded) X Y lmplzes (unbounded) X > Y, and X dual (unbounded) o-R-S

Y implies X dual (unbounded) 3-R-SY .
(2)X>Yzfand0nlyzch—|—t cY—l—tforeverytER c>0,a>0.

X 2 Y witha > 1 implies X( ) > Y )forany given M € R.
—OZ

(3) Forevery o > 1 and for every X, Y belonging to the set
Aoy == {X | |F{ ¥ (@)| < oo forall z € (0,1)},

it follows that X Ylf and only if

o(x)dF (x) < [ p(x)dFy (x)  forevery g € VO,

ot—
O%»—\
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where

1
Ve = {¢(z) = — f+(s —2)* dr(s) — k(1 —2)* ' k> 0;

T is a o-finite positive measure such that for all X € A(a)

the function |s — x| is dr(s) x dFy ! (x) integrable in [0,1] x [0,1] }.

(4) For every o > 1 and for every X,Y € Ay = {X | ]F)({a)(xﬂ < 00
forall x € R}, it follows that unbounded X > Y'if and only if

+fo P(x)dF5t (z) < J?O o(x)dFy " (x)  forevery ¢ € UV,

where

+o00
Uve={¢(z)=— [ (s— x)*"Ydr(s) | T is a o-finite positive measure such that
ot

forall X € A, the function |s — 2|7t s dr(s) x dFy ' (z) integrable in R*}.

(5) If X > Y, then for any integer k > o — 1 the inequality

—Q

holds, where X;,Y; (i = 1,...,k) are i.i.d. copies of X and Y, respectively.

Proof. While the first three points follow by the previous discussion, impli-
cations (4) and (5) are a logical consequence of the analysis proposed by Muliere
and Scarsini [19]. =

From the above discussion it follows that there exist many different ways to
discriminate between the choices available to investors. We distinguish between
orders and their dual/survival orders, bounded and unbounded orders, and risk and
uncertainty orders. Moreover, there exists a strong connection among orderings and
risk/uncertainty measures that will be more thoroughly treated in the next section.

3. NEW MEASURES FOR ORDERINGS AND PROBABILITY FUNCTIONALS

Most of portfolio theory is based on minimizing a distance from a benchmark
or minimizing potential possible losses while maintaining constant some portfolio
characteristics. As observed by Rachev et al. [28], these problems can be reformu-
lated from the point of view of the theory of probability metrics. In particular, we
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are generally interested in probability functionals p : A X A — R (where A is a
non-empty space of real-valued random variables defined on (2, 3, P)) satisfying
the following property for any pair of random variables X, Y:

IDENTITY PROPERTY. f(X) = f(Y) & pu(X,Y) = 0, where f(X) identi-
fies some characteristics of the random variable X.

From this property we can distinguish among three main groups of proba-
bility functionals (namely, primary, simple, and compound) depending on cer-
tain modifications of the identity property (see Rachev [27]). Compound prob-
ability functionals identify the random variable almost surely (i.e., for any pair
of random variables X,Y: u(X,Y) =0« P(X =Y) = 1). Simple probabil-
ity functionals identify the distribution (i.e., for any pair of random variables X, Y:
w(X,Y) =0« Fx = Fy). Primary probability functionals determine only some
random variable characteristics. Typically, with respect to the portfolio selection
problem, the two probability functionals p studied are those that identify:

(1) The uncertainty of the random variable in a given absolute moment.

Thus, we can say that some portfolios are equivalent in uncertainty if they
present the same dispersion that can be measured in different ways, see Ortobelli
et al. [26]. For example, we can consider equivalent in uncertainty portfolios with:

« the same distance by a given benchmark 7,

(X, Y) =0 dX,2)=d(Y,2),

where d measures a distance between the random variable and the benchmark Z;
« the same level of concentration valued with an opportune moment p, i.e.

pX,Y) =0« E(X1 - XI") = E(1 - Y"),

and where X is an independent copy of X and Y] is an independent copy of Y.
(2) The losses in distributional tail behavior.
Thus, for example we can assume equivalent in losses (risk) two investments
that present
« the same distributional tail

wX,Y) =0« Fx(z) = Fy(x) forallz € (—oo,t]
for a given t;
« the same power of the tail valued on the left tails with an opportune moment,

WX, Y)=0sE(t-X)E)=E(t-Y)")

for a given threshold ¢ € R.

Further extensions that describe primary, simple, and compound probability
metrics as tracking error measures can be found in Stoyanov et al. [33] and Orto-
belli et al. [25].
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3.1. FORS orderings. One of the principal problems in economics is the or-
dering of choices in the face of uncertainty. Basically, any observer can deduce
the decision makers’ preferences from their behavior in the market. Starting from
this logical deduction, utility theory classifies the optimal choices of different cat-
egories of market agents (for example, risk-averse, non-satiable, non-satiable risk
averse) under ideal market conditions. In particular, the fundamentals of utility
theory under uncertainty conditions have been developed by von Neumann and
Morgenstern [37]. Several improvements and further advancements of the theory
have been proposed, even in recent years; see, among others, Machina [17], Yaari
[38], Gilboa and Schmeidler [11], and Maccheroni et al. [16]. Roughly speaking,
in utility theory the ordering of uncertain choices begins with the selection of a
finite number of axioms characterizing the preferences of a given class of market
agents.

The second step of the theory involves representing the preferences of market
agents using “utility functionals” that summarize the decision makers’ behavior.
Clearly, there exists a correspondence among the orderings of utility functionals,
the orderings of preferences, and the orderings of random variables. Thus, when
utility functionals are characterized, it is possible to identify the different cate-
gories of market agents. Consequently, we can also identify the optimal choices
for a given class of market agents when we order some utility functionals. In par-
ticular, we define as efficient, for a given category of market operators, all the
admissible choices that cannot be preferred (dominated) by all the agents in the
same category. Moreover, there exists a correspondence between utility function-
als and probability functionals. Therefore, in order to capture the agents’ behavior,
we propose to study orderings among probability functionals which are induced by
orderings among preferences.

According to the definition of probability functionals (see Rachev [27]), we
want to discuss the main relevant properties of a probability functional with respect
to the portfolio selection problem. It is well known that the most important property
that characterizes any probability functional p associated with a portfolio choice
problem is the consistency with a stochastic order, see Ortobelli et al. [26]. In
terms of probability functionals, the consistency is defined as: X dominates Y
with respect to a given order of preferences = implies u(X, Z) < u(Y, Z) for a
fixed arbitrary benchmark 7.

We define a FORS measure induced by order > as any probability functional
w: A x A — R that is consistent with a given order of preferences . The order
of preferences > could be characterized either with (a) some axioms that iden-
tify the decision makers’ preferences (as in utility theory); or with (b) an order
that identifies the preferences of a particular category of investors characterized by

b
the parameter «, such as orders >, >, >, unbounded > and (dual) a-(bounded)
« o —x —Q

R-S order. In case (b), we simply call a-FORS order, the order of preference >
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and a-FORS measure induced by the a-FORS order any probability functional
1 A x A — R consistent with the given order of preferences.

Observe that in the definition of consistency, no rule relative to the benchmark
Z is described. As a matter of fact, the benchmark Z is a fixed random variable
that depends on the order of preferences >. Therefore, as a subclass of proba-
bility functionals consistent with an order of preference we can consider all the
risk measures i : A — R. In particular, the recent literature in financial economics
has highlighted the importance of some particular properties of risk measures; see,
among others, Artzner et al. [2], Frittelli and Rosazza Gianin [10], Féllmer and
Sheid [9], and Ortobelli et al. [26]. We recall that a convex measure £(X) valued
on a family of random variables X € A is:

1. monotone: forevery X, Y € A, X > Y = u(X) < pu(Y);

2. translation invariant*: forall X € Aandm € R, u(X +m) = u(X) —m;

3. convex: forall X, Y € A and forall a € [0, 1],

paX +(1—a)Y) <ap(X)+ (1 —a)uY).

If additionally we even consider positive homogeneity,

4. positive homogeneous: for all > 0 and for all X € A, u(aX) = ap(X),
then, we have a coherent static risk measure.

Thus any coherent risk measure is a FORS measure 1 : A — R induced by the
monotonic order, i.e., for all X, Y € A, X > Y P-almost surely implies

H(X) < u(Y).

DEFINITION 3.1. We call a convex a-FORS measure any translation invariant,
convex probability functional i1 : A — R that is consistent with an o-FORS order.
We call a coherent a-FORS measure any translation invariant, convex, and positive
homogeneous probability functional 1 : A — R that is consistent with an «-FORS
order.

Although in many cases convex/coherent risk measures are convex/coherent
FORS measures, this definition better specifies the consistency. For example, for
every a > 1 and for every 8 € (0, 1) the measure

“Ila+1) (—(at1
is a coherent (o + 1)-FORS measure consistent with >  order (see Ortobelli
—(at1)
et al. [26]). However, this measure is not necessarily consistent with >  when
—(v+1)

2 Observe that there exist several alternative definitions of translation invariance property asso-
ciated with financial random variables (see Ortobelli et al. [26]). Since the translation invariance is
often used to value the risk of a random variable, some authors apply the property to the opposite of
the underlying random variable. In this case, the above property becomes: p(X + m) = pu(X) + m.
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v > « (i.e., it is not a coherent (v + 1)-FORS measure). Among the typical FORS
functionals we can consider the following ones:

1. —F)((_a) (p) for a fixed benchmark p € (0, 1) (is induced by > order);
—a

2. F)((O‘) (t) for a fixed benchmark ¢ € R (is induced by > order);

3. pra(X) = E(Jt — X|*!) for a fixed benchmark ¢ € R (is induced by a-
R-S order);

4. pa(X) = E(|X — X1/*7") for the benchmark X that is an independent
copy of X (is induced by a-(bounded) R-S order).

As for the previous ordering analysis, we deduce that there exist two types of
FORS measures:

« measures of risk (tails, losses) which are induced by the monotonicity order
or by all the orderings of tails such as >, g >, that we call FORS risk measures

(0% o —«
(that are measures of reward if we multiply the functions by —1);

« measures of uncertainty (concentration, dispersion) which are induced by
orderings of uncertainty such as (dual) a-(bounded) R-S orders, that we call FORS
uncertainty measures.

Similarly we can extend the previous definition to reward measures isotonic
to orderings. To do so we assume that any probability functional x4 associated with
a portfolio choice problem satisfies the following property:

(b-bis) (isotonicity) X dominates Y with respect to a risk ordering > implies
w(X,Z) > u(Y, Z) for a fixed arbitrary benchmark Z.

Then the probability functional p is called a FORS reward measure induced
by the risk order >.

Clearly, any consideration done for FORS risk measures can be easily ex-
tended to FORS reward measures. Moreover, all the above examples of FORS
functionals induced from a given ordering of preference > are parametric. How-
ever, under the opportune hypotheses, we can also say the converse. As a matter of
fact, one can develop many other kinds of orderings using the fractional integral in
the following way.

DEFINITION 3.2. Assume py : [a,b] — R (with —00 < a < b < +00) is
a bounded variation function for every random variable X belonging to a given
class A. Furthermore, assume that px is a simple probability functional over the
class A (i.e., forall X,Y € A, px = py < Fx = Fy) and suppose that, for any
fixed A € [a,b], px () is a FORS risk measure induced by a risk ordering .
Then, for every o > 0 and for all X,Y € A(,), where

b
Aoy ={X e M| [ [t|* "dpx (t)| < oo},

we say that X dominates Y in the sense of a-FORS risk ordering induced by >
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(in symbols, X FQRS Y) if and only if
,Q

px.a(u) < pyalu) forallu € [a,b],

where
1w 1
—_— —t)*'d t if a > 0, 1,
pPx,a(u) = '« {(u ) px(t) ifa o7
PX u) if o« = 1.

We call the new class of orderings FORS risk orderings induced by -, and we
call px a FORS measure associated with the FORS ordering of random variables
belonging to A.

In contrast to classic stochastic dominance orders, it could happen that

X FQRS Y witha € (0,1)

even when the random variables X and Y are bounded and continuous on the
extremes of their support. Similarly, we can define FORS uncertainty orderings.

DEFINITION 3.3. We say that X dominates Y in the sense of a-FORS uncer-
tainty ordering induced by > (we simply write X EORS Y) if and only if

,unc o

-1

(x — s)i_l dp+x(s) < [ (x —s)} dpiy(s) forallz € [a,b],

2 ~—8
2 ~—8

i.e. when
X F(QRS Y and -—-X FQRS -Y.

Given a FORS ordering, then it is possible to define a survival ordering as
follows:

1 |
Pxalt) =L T(a) [(w—12Ydpx(u) if a>0, a1,
b t+
—px(t) it a—1,
b
1 a—v—1 =
Tl J (070" Pxolu)du
t+
PX,a(t) = foralla >v>1lorl>a>v >0,
1 b
A e =) [ (=t pxp(u)du  foralla>1>v >0,
n — t;’t
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and we say that

X EORS Y iff px o(t) < py,a(t) forevery t € [a,b].
,Sur «
However, in this case, we cannot generally say that the results obtained for survival
orders are equivalent to those obtained for orders applied to the opposite of the
random variables. Thus the survival FORS ordering is an alternative to the original
one. Note that if we assume in Definition 3.2 that px is a primary (instead of
simple) probability functional induced by >, then the probability functionals
= — —t)*d t
pxal) = gy J (=0 Hdox (1)
defined for o > 1 are again FORS measures induced by >. In addition, if ox is a
FORS probability functional induced by a given FORS ordering F(QRS , then ox
U

is again a FORS measure induced by the order .

For any FORS risk ordering induced by >, we can easily define an inverse
(dual) ordering if the FORS measure px is monotone. In this case, we consider
the left inverse of px (i.e., py' (z) = inf {u € [a,b] : px(u) > x} for any real x
belonging to the value domain of px). However, many of the extensions we have
observed for stochastic dominance order and its dual are still valid for FORS or-
derings as described in the following remark.

REMARK 3.1. The following implications hold for a FORS ordering of a ran-

dom variables class A.:
(1) Foreverya >v >0, X F(QRS Y implies X FQRS Y, and we can write
U ,Q

ot
F(a — ’U) f(t - u)a_v—lpxﬂ)(u)du
a
px.a(t) = forallao >v>=1lorl>a>v>0,
. 1 tn
1tlnl%e (o =) {(tn —w)* oy, (u)du  foralla>1>v > 0.

(2) For any monotone increasing FORS measure px associated with a FORS
ordering, the left inverse p;(l is a FORS reward measure and — p;(l is itselfa FORS
ordering induced by .

(3) Suppose |px(b)| < o0, |px(a)| < oo for every X belonging to A. Then
we can extend px on all the real line R assuming px(u) = px(a) for all u < a
and px(u) = px(b) for all w > b. Moreover, we say that X unbounded F(QBS

dominates Y iff px o (u) < py.(u) for every u € R, where we define
1 e a—1
px.alu) = (o) [ (u—t)*"'dpx(t) forallue R.

If px is monotone, then unbounded FQRS order implies FQRS order.
e fre?
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Proof. It follows from the previous definitions and discussions. =

In addition, an equivalent formulation of FORS orderings is given by the fol-
lowing corollary that generalizes the representation of orderings using utility func-
tionals.

COROLLARY 3.1. Suppose px is a FORS measure associated with a FORS
ordering = on a given class of random variables X belonging to A. Then, given

XY €Ay, X FQRS Y if and only if

b b
J o(w)dpxa(u) > [ p(w)dpy,(u)
for every ¢ belonging to

b
={¢(x) =~ [(s—2)* dr(s) —k(b—2)* ' |k >0,k = 0if b= oo;

T is a o-finite positive measure such that for all X € Ay,
the function |s — x| is dr(s) x dpx () integrable in [a,b] % |a, b}

Moreover, for every 1 < o < v, ¢, € WY if and only if there exists a function
Oa € WO such that

Proof. The proof of this corollary is analogous to the proof given by Muliere
and Scarsini [19], Fishburn [6], [7] and Miiller [20] with some little differences. In
particular, observe that if X F(QRS Y, then px o(u) < py,o(u) for every u be-

,Q

longing to [a, b]. Thus,
b
J b= 9" dpx(s) <

a

(b—5)*""dpy(s)

2 —

and

bu~
ff (w — 5)* tdpx (s)dr(u

Q%o‘

%f (u — 5)* Ldpy (s)dr(u).

From the Fubini-Tonelli theorem, this is equivalent to the inequality

b b

[ ow)dpx (u) > [ ¢(u)dpy (u),

a a
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where ¢(z) = — fber (s — x)*Ldr(s) — k(b — x)*~L. Conversely, let us consider
1 u b
px,a(u) = (o) {(U —5)* ldpx(s) = {@f’(u)(s)dl)x(s)v
where ( a1 (*) )
u—8)*" g ) (s o
D)(s) = F(a)[ L= sf+(2 — 5)* Ty (2)
and
_ I(u,b] (y) ‘

Clearly, for every u € [a,b], —¢(,)(s) € W<, and the inequality

(= by (8))dpx(s) > [ (= du(s))dpy(s)

Q —
Q —

implies that for all u € [a,b], px.o(u) < py.o(u), ie., X FQE{S Y. Moreover, as

a consequence of Lemma 1, for every o < v, we have ¢, € W if and only if

b

du(@) = = [ (s =) dry(s) = k(b — )"

__:} w(j’( _ )Oﬁld (y) — k(b — )afl)d
= erB(v—a,oz) S+y S To (Y s s
b
= f+(s )" o (s)ds,
where
_ ; el . k(b_s)a_l To(Y)
¢a(5) = f+(y S) dTa(y) B(v—a Oz)’ Ta(y) = B(a v—a)’

and ¢ € W, u

Moreover, as follows from the proposition below, even some of the moments
properties we have verified for the stochastic dominance orders can be replaced for
FORS orderings.

PROPOSITION 3.1. Suppose px : [a,b] — R is a FORS measure associated
with a FORS ordering = for a given class of random variables X belonging to A.

Then the following implications hold for any opportune pair of random variables
X and 'Y belonging to A:
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(a) X F(QRS Y (a > 1) implies the following relations for any increasing
,Q

and invertible function H: supp(X,Y) — [a,b] such that |H(z) —z|* ' is
dFz(z) x dpx (z) integrable for Z equal either to X ortoY:

B(pxa(H(X))) (( SO

I
L —
s3]

VA

S
C?

N

&
~
s
>

o)
=
>
=
I

Q> 2% o—

&
—

In particular, when supp(X,Y') = [c, d], we can take

H(z) = E:Z(bfa)m.
(b) If X FORS YandXFORSY (ie., px.a(u) < pya(u) and px o(u) <
py.au )forevery real u € |a, b andf |s|" dpx (s f Els dpy( )foragiven
r >« — 1, then Fx = Fy; otherwise it lmplzesf | |"dpx (s f |s|" dpy (s)

foreveryr > a — 1.

Proof. Using P(X < H™!(t)) = P(H(X) <) for all t € [a,b] and ap-
plying the Fubini—Tonelli theorem, we get point (a). The proof of point (b) is prac-
tically the same as for point (b) of Proposition 2.3. =

The fact that a FORS measure px (associated with a FORS ordering) is a
simple probability functional over a given class of random variables qualifies the
FORS ordering itself. Next we propose a further characterization of FORS order-
ings. Suppose |t| < 400 and let

1 ¢ a+is—1
PX,atis(t) = Tlatis) {(t — ) dpx ()

be the complex extension of the FORS measure px (t) (o > 1) associated with a
FORS ordering. Then, as a consequence of Lemma 2.1, for every real & > v > 1,
forall X € A, and s,k € R, we get

0

PX,a+is (t) = f a+i871de (t - u)

a+zs

1 t
- F(Oé — v+ 2(3 — ) f a v+2 o k) pX,'u-I—zk(u)dU
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Consequently, for all v € [1, «) the functions
S .
Sx(p +is) = D(p+i8)px orpris(t) = [ folw)a?™ de
0

are the Mellin transforms of the functions f,,(x) := px . (t — 2)I[g1—q)(7), defined
for all p € (0, — v] and for all s € R. Thus, from the properties of the Mellin
transform we get the following inversion formula: for all v € [1, ), for all X €
A(q), and for all p € (0, o — v],

1 T ) .
pxalt = )T -a)(x) = o [ Sxalp-+im)z " dm
T oo
and, in particular,
1t ,
px(t — o)l p_q(z) = Py [ Sxi(p+im)z™P"""dm forallp € (0,a —1J;
T~

see, among others, Titchmarsh [36], Szmydt and Ziemian [35], and Ortobelli [24].
Observe that the Mellin transform is an analytical function. Then, if we know the
values that the transform 3y ,(sy,) assumes on a countable complex sequence
{sn}nen (sn € C) and even at its accumulation point s (i.e., s, — s), we uni-
vocally determine px ,(x) for every = € [a,t]. That is, the « fractional integral
valued at a given point ¢ and for every a € (1, p] represents itself a transform
because hy(u) = I'(u — 1)px ,(t) for all w > 1 is the Mellin transform of
px (t — x)Ijg 4_q) () valued on the real line. From this simple observation we get
a systematic way to generate FORS orderings based on the following theorem.

THEOREM 3.1. Suppose |b| < +oo and pgp : [a,b] — R is a simple FORS1
measure associated with a simple FORS1 ordering - defined on a class of random

variables A. If pgp is a bounded and monotone function, then the probability func-
tional pg?) : [1,p1] — R defined by pg?) (u) = pg;)u(b) points out a simple FORS?2
measure (induced by =) on the class of random variables A,,,,

Apy = {X € Apr > 1: oY) (b)] < +oo}.

In addition, pg?) is associated with the following new simple FORS2 ordering in-

duced by the previous one > defined for every pair
p1
XY e, ={Ze,: ‘fuo‘*ldpg?)(u){ <oo}, a>0,
1

as follows:

X FQRSZ Y zﬁ‘pg?)a(u) < pg)a(u)forallu € [1,py].
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We call the second level of ordering induced by > the new class of orderings
FORS2.

Proof. From the Holder inequality we know that for every a € (1, p] and

XelA={Z€eA: \p(ZlL(bﬂ < 400}, it follows that X € A,. Thus, the func-

tion pg?)(u) = pg)u(b) is defined for every X € A, and for every u € [1,p1].

Moreover, since

X FO%Sl Y implies X FQRSI Yforany u € [1,p1],
>7 7”

we infer that

X FORSLY implies ¢ (u) = p¢), () < oy}, (b) = i (u).

Therefore pg?) (u) is a FORS2 measure induced by > on the class A, for any fixed

u € [1,p1]. In addition, if for almost any u € [1,p;] we have pg?) (u) = pg) (u),
then pgpu(b) = pg,lzl (b). Thus, by applying the inverse Mellin transform, we get

pg;) (t) = pgfl)(t) for every t € [a, b]. This implies F'x = Fy, i.e., pg?) is a simple

probability functional on the class A, . Thus, using Definition 3.2 we prove the
theorem. m

Thus, given a FORS1 ordering, we can define a second level of ordering
FORS2 and the definition can be extended recursively. As a matter of fact, we

can easily get a k-th level of FORSK ordering pg];): [1,pr] — R with pg];) (u) =

pg;;l) (pr—1) on the class of random variables

k-1
Ap, = {X e Ap,._, | p > 1: ’Pg(,pk)(pkfl)’ < +oo},

where pg = b. An immediate consequence of the proposed analysis is given by the
following corollary.

COROLLARY 3.2. Under the assumption of Theorem 3.1, for every m > k
and o > 1 the ordering X FORlSk Y implies X FO}RSm Y. In particular, if ox
-, o

is a FORSk probability functional induced by the k-th level of a FORS ordering
FQRSk (v > 1), then ox is also a FORS measure induced by order .
U

Thus, it follows from Corollary 3.2 that the new orders are finer than the gener-
ating one. This could permit us to characterize better the investors’ choices under
uncertainty. However, several new questions arise by the introduction of k-level
orderings. For example, it could be interesting to analyze the relations/differences

existing among functionals pg]g) and pg‘;)ﬁ for s # k and/or o, 3 > 1,0 # (3, in

e’
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order to understand their impact on investors’ preferences. We also believe that
some of the “moments” properties verified by Fishburn [8] and O’Brien [22] can
be extended to FORS type orderings. However, because of space constraints, we
cannot be exhaustive in our analysis and further analysis of these issues will be the
subject of a future paper.

3.2. Examples of FORS measures and orderings. Typical examples of FORS
orderings are the classical stochastic orders and their duals that are induced by
the first stochastic dominance order. Consider the following examples of FORS
measures and orderings.

Moment FORS measures. For any fixed real ¢,
A
px (V) =T+ DELTV (1) = B((t - X))

is a primary probability functional over the class of p-integrable random variables
A=1LP ={X | E(|X") < 4o0}. In addition, px (/\) defined for every A > m

and a given m < p is a FORS measure induced by > . Then for every o > 1 the
measure

u
mPX o) = fu—sa 1de() forallu > m
m

b
with m < p is a FORS measure induced by > that identifies the distribution of

the tail (i.e., ;mpx,a(u) = mpy,a(u) for all u > m for a given o > 1iff Fix(z) =
Fy (z) for all x < t). This is a logical consequence of the inverse Mellin trans-
form applied to the moment curve of the positive random variable (t — X)), that
univocally determines the distribution of the tail.

Weak moment FORS orderings. Let us consider the class of random variables
bounded from above and p-integrable: A = {Z € LP | Z < b < +oo}. Then for

every m < p we can consider ,,px(A) = E((b— X)A) for all A > m, which is

b
a FORS measure induced by the m + 1 stochastic dominance order > , that is
m+ 1

also a simple probability functional over the class A. Thus for every m > 0 the
following probability functional:

1

mPX,a(u) = (o) (u—8)*dppx(s) forallu > m,

S —=

identifies a FORS ordering induced by the order >= > That is, for every pair of
m+1
random variables X and Y in the class A:

X FQRS Y ifand only if ,px o(u) < mpye(w) forall u > m.
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Similar analysis can be done with random variables bounded from below.
Thus for random variables A = {Z | — o0 < a < Z < b < 400} bounded from
below and above we can express moment FORS orderings induced by the order
—= il assuming that for all Z € A we have Z < band —Z < —a. Thus if for all

m

A > mwehave ,,px(A) = E((b— X)A ), then ,p—x (A) = E((X — a)? ). Con-
sequently, for every pair of random variables X and Y belonging to A, we can say

that X dominates 'Y in the sense of a-moment FORS uncertainty ordering induced
by the risk ordering = >1 when X FORS Y and —X FORS —Y.
m—+ « «

>. 2 >. K
4. CONCLUDING REMARKS

This paper unifies the classical theory of stochastic dominance and investor
preferences with the recent literature on risk measures applied to the portfolio se-
lection choice problem faced by investors. First we distinguish between primary,
simple, and compound probability functionals. In addition, we propose new order-
ings and measures for risk and reward.

Many new problems arise from this analysis. First, since some of the “mo-
ments” properties indicated by O’Brien [22] can be extended to FORS-type orders,
we can better specify the optimization portfolio problem by taking into account the
investor’s attitude toward risk. Therefore, if we create an ordering induced by an
order of preferences, we need to propose optimization models that are based on
consistent probability functionals. Second, we need to understand how to value the
impact of different probability functionals. In particular, in order to determine the
best opportunity from the perspective of different market agents, we have to com-
pare the effect of several portfolio strategies. In that case, we need to consider the
theoretical characteristics of the different statistics and their asymptotic behavior.
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