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A higher-order likelihood-based asymptotic method to obtain inference for the difference between two KS Sharpe ratios when
gross returns of an investment are assumed to be lognormally distributed is proposed. Theoretically, our proposed method has
O(n~3?) distributional accuracy, whereas conventional methods for inference have O (n™"/?) distributional accuracy. Using an
example, we show how discordant confidence interval results can be depending on the methodology used. We are able to
demonstrate the accuracy of our proposed method through simulation studies.

1. Introduction

Let P, be the price of an investment at time £, and assume this
investment does not pay out dividends. The net return R, of
this investment between time ¢ — 1 and time ¢ is given as

=Pt_Pt—1

R
' Py

=g~ L (1)
where g, is the gross return or relative price of that in-
vestment. Moreover, let

re = log(g:) (2)

denote the log return at time ¢ which represents the con-
tinuously compounded return. One of the most common
measures used to assess an investment’s performance is the
Sharpe ratio. This ratio, proposed by Sharpe [1], takes the
form

_ E(rt)—rf

\/var (r,) G)

SR

where 7 is a risk-free return. SR then measures the excess
expected return, or risk premium, relative to its volatility.

When data are given in terms of relative prices rather
than returns, Knight and Satchell [2] propose the following
extension to the Sharpe ratio:

E t
s Fa) "

var (g;)

This extension is known as the KS Sharpe ratio.

In statistical literature, it is common to assume that log
returns (ie., the r,) are identically and independently dis-
tributed as normal with mean y and variance 2. Equiva-
lently, the g, are identically and independently distributed as
lognormal with mean and variance given by

2
exp(/,t +C;),
(5)

exp(2‘u + 02)(exp(02 - l))


mailto:august@yorku.ca
https://orcid.org/0000-0003-3927-0705
https://orcid.org/0000-0002-6656-5544
https://orcid.org/0000-0003-3059-4973
https://creativecommons.org/licenses/by/4.0/
https://doi.org/10.1155/2020/6751574

respectively. Under this assumption, the Sharpe ratio and the
KS Sharpe ratio can be written as follows:
—-r
sR=t""1
o

1 (6)

Liu et al. [3] applied the standard likelihood method to
obtain inference for the Sharpe ratio with independent data,
and Ji et al. [4] extended the methodology to obtain in-
ference for this ratio with autocorrelated return data. Fu
et al. [5] relaxed the distributional assumption and applied
the adjusted empirical likelihood ratio method to obtain
inference for the Sharpe ratio. Despite work on the Sharpe
ratio, there does not appear to be any statistical studies on
the KS Sharpe ratio except for the original paper by Knight
and Satchell [2], in which they obtained the uniformly
minimum variance unbiased estimator for the ratio.

As the KS Sharpe ratio depends only on o, one sample exact
inference is straightforward. However, inference for either the
difference or the ratio of two independent KS Sharpe ratios is
complicated and no exact analysis is available. In this paper, we
propose to use a higher-order likelihood-based asymptotic
method to obtain inference for the difference between two
independent KS Sharpe ratios. The proposed method provides
an important indicator to practitioners who are interested in
comparing the performance of two assets. We compare our
method to two standard asymptotic methods through an ex-
ample and simulations. While the example shows the differ-
ences between the three methods, the simulation studies
demonstrate the extreme accuracy of our proposed method.
Accuracy is important as sample sizes can be limited in
practice. The proposed method is straightforward and easy to
use in practice. The methodology can also be applied to obtain
inference for the ratio of two independent KS Sharpe ratios.

2. Likelihood-Based Inference

In this section, we review first-order likelihood-based inferential
procedures. We then propose a modification to the first-order
procedures such that the resulting inference procedure has third-
order accuracy. Let (y,, ..., y,) be a sample from a population
with probability density function f (y;;0), where 0 is a k-di-
mensional parameter. Let = y(0) be the scalar parameter of
interest and A = A(0) be the (k- 1)-dimensional nuisance
parameter. As defined by Kalbfleisch [6], the log-likelihood
function for 6 based on the observed sample (y,...,y,) is

,y,) =a+ ) log f(y;;0),
i1
(7)

where a is an arbitrary additive constant. Reid [7] notes that
the value of the likelihood function is only meaningful in
relative terms. The likelihood function contains almost
everything that a model has to say about the observed data.
Among the possible values of 0, the overall maximum
likelihood estimator (mle) of 6,

£(8) = £(y:N) = €(8; ...
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=<17/, XT>T ~(y@®A®") = argmax£(6;).  (8)

maximizes the likelihood function regardless of the value of

the additive constant a. Hence, without loss of generality, we
set a to be zero. Moreover, let

~ 0°(0)

(8 = ’

7O = 0007 s

(9)

be the observed information evaluated at mle.

2.1. First-Order Methods. With regularity conditions stated
in Cox and Hinkley [8], the asymptotlc mean and variance of
the mle are given as 0 and j ' (6). Hence, for a large sample
size n, by the multivariate central limit theorem, the limiting
distribtion of (8- 9) is the k™ dimensional multlvarlate
normal distribution with mean 0 and variance j~ (9) Thus,
(0 0’ j (6) (G 0) is asymptotically distributed as Xk> with
first-order accuracy or equivalently, with a rate of conver-
gence O (n"2). By applying the delta method, we have

v-y

q(y) = =0 (10)
where
var (§) = vy (8)7" (0)yy (0), (11)

and v, (0) is the derivative of y(0) with respect to 0. The
statistic in (10) is asymptotically distributed as a standard
normal distribution with first-order accuracy. A
(1 —«)100% confidence interval for v is thus given by

v la()l <zy,h (12)

where z,, is the (1 -@/2)100" quantile of the standard
normal distribution. The statistic q(y) is referred to as the
Wald statistic or the standardized mle statistic. Jobson and
Korkie [9] applied this method to obtain approximate in-
ference for the Sharpe ratio.

Another commonly applied asymptotic method is based
on the likelihood ratio method. Since v is a scalar parameter
of interest, we have

R=R(y) =sgn(fp—1//){2[€(§)—£’(§w>]}1/2, (13)
where

614/ = arg m}fle(e; Y) (14)

denotes the constrained mle (i.e., the mle of 0 for a given y).
The statistic R(y) is likewise asymptotically distributed as
standard normal with first-order accuracy. A (1 — «) 100%
confidence interval for y is

{y: IR(W)| <z} (15)

The statistic R (y)* is the Wilks statistic or the log-likelihood
ratio statistic and R () is referred to as the signed log-likelihood
ratio statistic. Reid [7] provided a detailed review of the as-
ymptotic distribution of q(y) and R (y). In practice, the Wald
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statistic is used more frequently than the signed log-likelihood
ratio statistic due to its simplicity in calculation. The determi-
nation of the constrained mle required for the signed log-
likelihood ratio statistic can be a much more difficult task.
However, theoretically, the advantage of the signed log-likeli-
hood ratio statistic lies in its invariance to reparameterization.
The Wald statistic does not possess this property and results will
vary depending on the parameterization used.

2.2. Third-Order Method. Many methods have emerged in
recent years that improve upon the accuracy of the signed log-
likelihood ratio statistic, see Skovgaard [10] for a detailed
overview. In particular, there are three major improvement
methods which are proposed by the following papers: Barlett
[11]; Barndorff-Nielsen [12, 13]; and Fraser and Reid [14]; and
they are reviewed in Skovgaard [10]. Bartlett [11] proposed
the Bartlett correction method, a method that has fourth-
order accuracy and is applicable to any vector parameter of
interest. Except in special cases, the Bartlett correction factor
is extremely difficult to calculate. Barndorft-Nielsen [12, 13]
proposed the modified signed log-likelihood ratio method.
This method has third-order accuracy and is applicable only
to a scalar parameter of interest. It further requires the ex-
istence of an ancillary statistic which may not exist, and even if
it does exist, it may not be unique. Fraser and Reid [14]
generalized the modified signed log-likelihood ratio method
such that it is applicable to any model and does not require an
ancillary statistic. The method achieves third-order accuracy.
In this paper, we apply Fraser and Reid’s method to obtain
inference for the difference of two independent KS Sharpe
ratios under lognormal returns.

Barndorff-Nielsen [12, 13] defined the modified signed
log-likelihood ratio statistic for a scalar parameter ¥ to be

= R(w) — L

Og(w), (16)
R(y) “\Q(v)

where R () is the signed log-likelihood ratio statistic defined in
(13), and Q(v) is a special statistic that depends on the ex-
istence of an ancillary statistic. Fraser and Reid [14] showed that
for the natural exponential family model with 0 as the canonical
parameter and ¢ a component of 0, Q (y) = q(y), which is the
standardized mle statistic defined in (10). Fraser and Reid [14]
further extended their methodology to the exponential family
model where y is not a component of the canonical parameter.
Their approach takes the following steps:

R* (y)

(1) Obtain the canonical parameter ¢ (6)

(2) The statistic R(y) as defined in (13) remains un-
changed as the signed log-likelihood ratio statistic is
invariant to reparametrization

(3) Obtain the standardized mle statistic Q(y) in the
canonical parameter scale as

. ORICHINCE )'{U(e)'} (17)
90 ®) [i(8,)]

where

o o°e(0
(6,)= 252 19)

oAoN" [,

0 (9 ) is the derivative of ¢(0) with respect to A
evaluated at the constrained mle, and ¢4(0) is the
derivative of ¢(0) with respect to 0 evaluated at the
overall mle

Fraser and Reid [14] showed that R* () is asymptotically
distributed as standard normal with third-order distribu-
tional accuracy. Brazzale et al. [15] have a collection of
examples where they apply this third-order method and
demonstrate the extreme accuracy of the method even when
the sample size is small. In what follows, we apply the above
methods to obtain confidence intervals for the difference of
two independent KS Sharpe ratios.

3. Inference for the Difference of Two
Independent KS Sharpe Ratios

As discussed in Section 1, with (y,...,r,) IID normally
distributed with mean y and variance %, or alter-
natively,(g,,...,9,) = (e",...,e™) IID lognormally dis-
tributed, the KS Sharpe ratio is a function of ¢ alone. It is
well-known that ¥, (r; — 7)*/0? is distributed as y2_,. Exact
(1 -a)100% confidence intervals for ¢® can therefore be
obtained. Since the KS Sharpe ratio is a one-to-one function
of 02, exact (1 — «)100% confidence intervals for KS can also
be obtained. However, inference for the difference between
two independent KS Sharpe ratios is not as straightforward.
Exact results are not available. In this section, we apply the
likelihood-based methods discussed to this particular in-
ferential problem.

Consider two independent investments with log returns
(rf, ..., rff ) from a normal distribution with mean y and
variance 0%. The (r!,...,r)) are drawn from a normal
distribution with mean g, and variance 3. The parameter of
interest is the difference between the two KS Sharpe ratios:

1 1
= y(0) = _
y=v \/60§( _1 \/6‘75 _1 (19)

The resultant log-likelihood

2 2\T
where 0 = (uy, 0%, ty,05) .
function is

(tog(g) - )’

s

= Moes? —
£(0) = zlogax 20@
(20)
Y (1og(g}) ~av)’
—mlogai =
2 20Y

The overall mle is



Y log(g;

Journal of Probability and Statistics

T

) Y (log(g ) - ux)

0= (ﬁx’ 5?(’!71/’ 5§)T =

Z;’il 10g<9?) ZT:I

(log(g?) - )" (21)

The inverse of the observed information evaluated at the
mle is used as an approximation to the variance of 0. By
applying the delta method, we are able to estimate the
variance of ¥ as

~2 -20%( @2 -3 I 5 o2& -3
e Xlex-—-1 +——oye "VleY—-1] .
2m

(22)

va (9) =

The statistic ¥ is asymptotically distributed as normal
with mean y and approximate variance var (¥). g () can be
obtained from (10). This can be viewed as an extension of the
method discussed by Jobson and Korkie [9].

Moreover, it can be shown that the constrained mle is

0, =(;7X,5§(,ﬁy,c~r§)T, (23)
where
2 log(g7")
_inl
n

2 log(g7)
j:l

by =

(24)

m

The variances given by % and 33 do not have closed-
form solutions and must be obtained numerically. With this
information, R(y) can be obtained from (13). Confidence
intervals for y based on the first-order methods can likewise
be obtained. We note that the model is an exponential family
model with the canonical parameter given by

1y 1\
=X Y 25
¢(0) = (o@’ag(’o%’a) . (25)

Hence, Q (y) can be obtained from (17) and the modified
signed log-likelihood ratio statistic R* () can be obtained
from (16). Confidence intervals for y based on third-order
methods can thus be obtained.

3.1. Example. To illustrate our proposed method, consider
the data reported in Table 1. This table records the monthly
relative returns of Tesla, Inc. (TSLA) and Netflix, Inc.
(NFLX) downloaded from Yahoo Finance for the period
January 2019 to January 2020. Our interest is in comparing
the performance of the two stocks using the difference

m

between the two KS Sharpe ratios. In terms of the underlying
assumptions, we note that a Shapiro—-Wilks test of normality
for TSLA and NFLX gives p values of 0.7107 and 0.0664,
respectively. Correlation test (p value =0.1177) between the
two series suggests the two populations are independently
distributed as normal. The p value from a Durbin Watson
test of serial correlation is 0.8834 for TSLA and 0.3769 for
NFLX, which suggests no serial correlation.

Table 2 records the 95% confidence intervals for the
difference between the two KS Sharpe ratios calculated using
the three different likelihood methods discussed in this
paper. While the intervals all suggest NFLX is the preferred
stock, they do not produce quantitatively similar results.

3.2. Simulation Results. The results from the above-
mentioned example show how the three methodologies can
result in quite different confidence intervals. In this section,
simulation studies are carried out to assess the performance
of these methods. Extensive simulation studies were per-
formed but only a selection of the results is reported in this
paper. The presented results are representative of the
findings of all simulations conducted. For each combina-
tions of », y, and o, 10,000 Monte Carlo replications are
performed. For each generated sample, the 95% confidence
interval for the difference of the KS Sharpe ratios is cal-
culated. The performance of a method is judged using the
following three criteria:

(1) The central coverage probability (CP): the propor-
tion of the true difference of the KS Sharpe ratios falls
within the 95% confidence interval

(2) The lower tail error rate (LE): the proportion of the
true difference of the KS Sharpe ratios falls below the
lower limit of the 95% confidence interval

(3) The upper tail error rate (UE): the proportion of the
true difference of the KS Sharpe ratios falls above the
upper limit of the 95% confidence interval

The nominal values for these three criteria are 0.95,
0.025, and 0.025, respectively. The nominal value for the CP
criteria is 0.95. Moreover, since the three methods con-
sidered in this paper have the same limiting standard normal
distribution, the nominal values for the LE and UE criteria
are 0.025 and 0.025, respectively. Tables 3-5 record the
simulation results.

The central coverage of our proposed method is superior
to both the Wald and signed log-likelihood ratio methods,
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TaBLE 1: Dataset from MATLAB.

TSLA NFLX

1.0418865 1.0547865
0.8748906 0.9956995
0.8528907 1.0392080
0.7757342 0.9264317
1.2068481 1.0700303
1.0812226 0.8793150
0.9337776 0.9094709
1.0676388 0.9110468
1.3074272 1.0739481
1.0476947 1.0948123
1.2678972 1.0283163
1.3551502 1.0771085

TABLE 2: 95% confidence intervals for the difference of the KS
Sharpe ratios.

Method 95% confidence interval
Wald (~13.3134, —1.6099)
Signed log-likelihood ratio (-12.4562, —1.9002)
Proposed (~13.0647, —1.4752)

TaBLE 3: Simulation results for two sample Sharpe ratios com-
parison under IID lognormal returns for n, =12, n, =6, and

p =y =0

Setting Method CP LE UE

Wald 0.9368 0.0179 0.0453

o=l Signed log-likelihood 115 ¢ 165 0.0720
0, =0.5 ratio

Proposed 0.9495 0.0226 0.0279

Wald 0.9337 0.0191 0.0472

o,=1,0,=1 Signedlogikelihood o0, 0703 00606
ratio

Proposed 0.9488 0.0217 0.0295

Wald 0.9267 0.0281 0.0452

=1 Signed log-likelihood 4 19 ¢ 086 0.0523
0, = \/Z ratio

Proposed 0.9416 0.0304 0.0280

TaBLE 4: Simulation results for two sample Sharpe ratios com-
parison under IID lognormal returns for »n, = 12, n, = 12, and

=y = 0.

Setting Method CP LE UE

Wald 0.9416 0.0248 0.0336

o=l Signed log-likelihood 9375 0244 0.0431
0, =0.5 ratio

Proposed 0.9498 0.0238 0.0264

Wald 0.9394 0.0296 0.0310

o=l =1 OSigned l‘ift'il:)kehho‘)d 0.9343 0.0322 0.0335

Proposed 0.9501 0.0255 0.0244

Wald 0.9366 0.0345 0.0289

=1 Signed log-likelihood - 9315 9376 0.0306
0, = \/f ratio

Proposed 0.9452 0.0282 0.0266

TaBLE 5: Simulation results for two sample Sharpe ratios com-
parison under IID lognormal returns for »n, = 12, n, = 24, and

py =4, =0.

Setting Method CP LE UE

Wald 0.9429 0.0350 0.0221

o=l Signed log-likelihood , 9363 363 0.0254
0, =0.5 ratio

Proposed 0.9511 0.0258 0.0231

Wald 0.9402 0.0376 0.0222

oy =1,0,=1 Signed kr’it'il(‘)kehho"d 0.9357 0.0427 0.0216

Proposed 0.9488 0.0265 0.0247

Wald 0.9432 0.0366 0.0202

o =1 Signed log-likelihood 9367 0413 0.0200
0, = \/f ratio

Proposed 0.9488 0.0243 0.0269

even for small sample sizes. Furthermore, our proposed
method has extremely accurate and symmetric tail error
rates. The tail error probabilities produced by the other two
methods are wildly asymmetric but perform better as the
sample size increases, indicating that these two methods are
converging to the normal distribution. From all our addi-
tional simulation studies, we can conclude that our proposed
method is indisputably superior and thus recommended for
all empirical applications.

4. Conclusion

We considered lognormally distributed returns and used the
KS Sharpe ratio as a measure of an asset’s expected return
relative to its volatility. We proposed a third-order likeli-
hood-based method for the difference between two such
ratios. Numerical studies verified the extreme accuracy
obtained by the proposed method. When returns are as-
sumed to be lognormally distributed, we advocate the use of
our proposed method. It is both easy to implement and
extremely accurate regardless of the size of the samples.

Data Availability

The dataset used in the example is from a public domain
(downloaded from Yahoo Finance). The other numerical
examples in the submitted paper are based on simulation
studies, which are available from the corresponding author
upon request.

Conflicts of Interest

The authors declare that there are no conflicts of interest
regarding the publication of this article.

References

[1] W. F. Sharpe, “Mutual fund performance,” The Journal of
Business, vol. 39, no. 1, pp. 119-138, 1966.

[2] J. Knight and S. Satchell, “A re-examination of sharpe’s ratio
for log-normal prices,” Applied Mathematical Finance, vol. 12,
no. 1, pp. 87-100, 2005.



[3] Y. Liu, M. Rekkas, and A. Wong, “Inference for the sharpe
ratio using a likelihood-based approach,” Journal of Proba-
bility and Statistics, vol. 2012, Article ID 878561, 24 pages,
2012.

[4] Q.Ji, M. Rekkas, and A. Wong, “Highly accurate inference on
the sharpe ratio for autocorrelated return data,” Journal of
Statistical and Econometric Models, vol. 7, no. 1, pp. 21-55,
2018.

[5] Y.Fu, H. Wang, and A. Wong, “Adjusted empirical likelihood
method in the presence of nuisance parameters with appli-
cation to the sharpe ratio,” Entropy, vol. 20, pp. 313-330, 2018.

[6] J. D. Kalbfleisch, Probability and Statistical Inference Volume
2: Statistical Inference, Springer, Berlin, Germany, 1985.

[7] N. Reid, “Likelihood inference,” Wiley Interdisciplinary Re-
views: Computational Statistics, vol. 2, no. 5, pp. 517-525,
2010.

[8] D.R.Cox and D. V. Hinkley, Theoretical Statistics, CRC Press,
Boca Raton, FL, USA, 1979.

[9] J. D. Jobson and B. M. Korkie, “Performance hypothesis
testing with the sharpe and treynor measures,” The Journal of
Finance, vol. 36, no. 4, pp. 889-908, 1981.

[10] I. M. Skovgaard, “Likelihood asymptotics,” Scandinavian
Journal of Statistics, vol. 28, no. 1, pp. 3-32, 2001.

[11] M. S. Bartlett, “Properties of sufficiency and statistical tests,”
Proceedings of the Royal Society of London, vol. 160,
pp. 268-282, 1937.

[12] O. E. Barndorff-Nielsen, “Infereni on full or partial param-
eters based on the standardized signed log likelihood ratio,”
Biometrika, vol. 73, no. 2, pp. 307-322, 1986.

[13] O.E.Barndorff-Nielsen, “Approximate interval probabilities,”
Journal of the Royal Statistical Society: Series B, vol. 52, no. 3,
pp. 485-496, 1990.

[14] D. A. S. Fraser and N. Reid, “Ancillaries and third order
significance,” Utilitas Mathematica, vol. 7, pp. 33-53, 1995.

[15] A. R. Brazzale, A. C. Davison, and N. Reid, Applied Asymp-
totics: Case Studies in Higher Order Asymptotics, Cambridge
Univerisity Press, Cambridge, UK, 2007.

Journal of Probability and Statistics



