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Supplementary Materials

This electronic companion contains additional technical details and formal proofs of all results.

EC.1. Technical Appendix
EC.1.1. Combining Impact and Passive Portfolios

For impact investors who care about both passive and active returns, the raw return of the impact
portfolio, instead of the residual return, needs to be taken into consideration. This appendix estab-
lishes a connection between the optimal weights derived from optimizing the residual return and
those derived from optimizing the raw return. We accomplish this by briefly reviewing the portfolio
theory and applying it specifically to the context of impact investing.

Under the linear multi-factor model in (), one can define the expectation and covariance matrix

of the raw returns of the N ranked assets as:
p=Bp,+p, L=BY,B'+%, (EC.1)

respectively, where p, and X, are the expectation and covariance matrix of (Aj, Ay, ..., Ag)", B is
an N x K matrix whose (i, k)-th entry is the beta of the i-th ranked asset on the k-th factor, and p

and Y are defined as in (E) Then the expectation and variance of the portfolio’s raw return, r,, are:
E(r,)=w' i, Var(r,)=w'Xw. (EC.2)

As in Proposition E, for impact investors who optimize the Sharpe ratio or the mean—variance

utility of raw return, the following proposition characterizes the corresponding optimal portfolios.

ProrosiTiON EC.1. Under the multi-factor model of (E), if investors construct portfolios based
on N assets with frictionless borrowing and lending at the risk-free rate, and they mazimize the
Sharpe ratio of raw returns, SR = E(rp)/\/m, or the mean—variance utility of raw returns,
E(r,) —0.5AVar(r,), with a constant risk-aversion parameter A > 0, the optimal portfolio weights and

the optimal Sharpe ratio are given by:

w*xX ', and SR =\/f' . (EC.3)

Proposition m gives the optimal weights for investors who only care about active returns, and
Proposition gives the optimal weights for investors who optimize for the overall risk-adjusted
returns. Both sets of weights have the same mathematical form, albeit with different covariance
matrices and expectation vectors. In fact, the two sets of weights are closely related, as demonstrated

in the following results under a single-factor model setting.



ec2 e-companion to Lo, Wu, Zhang, and Zhao: Optimal Impact Portfolios with General Dependence and Marginals

ProposiTiON EC.2. Consider the single-factor model:
Ti:ﬁﬂ‘M—f—ei, i:1,2,...,N, (EC4)

where ry s the return (beyond the risk-free rate) of a single factor (e.g., the market portfolio).
The optimal weight of mazimizing the Sharpe ratio of raw returns, SR =E(r,)/+/Var(r,), or the
mean—variance utility of raw returns, E(r,) —0.5AVar(r,), with a constant risk-aversion parameter

A>0, is: .
py —oyB X'
1+‘712v1:3—r271,8

passive component

w'x Y = Y8+ > 'uo
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active component

where py = B(ry), o3, = Var(ry), and B is the vector of B; ranked by the impact factor X. In

addition, the squared optimal Sharpe ratio is:

_ 3B ST B+ 2unB S p -0}, (BTE )
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Proposition demonstrates that, under the single-factor framework, the optimal weights for
maximizing the Sharpe ratio can be regarded as the optimal weights of maximizing the information
ratio (X7'u) plus a passive component which is proportional to X7'3. The corresponding optimal
Sharpe ratio can also be decomposed into the optimal information ratio and a passive component.

So far, we have characterized the optimal impact portfolios constructed based on the impact factor,
X . Moreover, one can combine the impact portfolio with any other portfolio. For example, we can
add the impact portfolio to the suite of portfolios mimicking more traditional asset pricing factors
such as value, size, and momentum. However, perhaps the most natural application is to combine
the impact portfolio with a passive index fund such as the market portfolio, which we demonstrate
under the single factor model, () In particular, under the single factor model, we can define the
expectation and covariance matrix of the N + 1 assets (including N ranked assets and the market

portfolio, 737) as:

. [t + - Y o2 02,88" +% o2
[23Y; 1237 ouBB oy ouB oM
where iy = E(ry), 03, = Var(ry), B is the vector of 8; ranked by the impact factor X, and p
and Y are defined as in (H) Denote by wj, the weight on the market portfolio, and w = ww the
M

weights on the N 4 1 assets. Then, under the single factor model, (EC.4), the expected value and

variance of the return of the combined portfolio, 7, are:
E(f,)=w' f1, Var(f,)=w'Sw. (EC.6)

The following proposition characterizes the optimal combined portfolio.
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ProprosiTiON EC.3. Under the single-factor model (EC.4) with frictionless borrowing and lending
at the risk-free rate, if investors mazimize the combined portfolio’s Sharpe ratio of raw returns,
SR = E(#,)/+/Var(#,), or the mean-variance utility of raw returns, E(f,) — 0.5AVar(f,), with a
constant risk-aversion parameter A > 0, the optimal weights of the N assets and the market portfolio,

and the squared optimal Sharpe ratio are given by:

* . Yl 2
. x w 1 *2 K Ty-1
- * E ! - 4 — 5 SR - 5 E
w (U) >OC H (;gMI_BTZ 1N> O'%/I + M -
S~~~ active component

passive component

When maximizing the Sharpe ratio of the combined portfolio, the optimal weights on the N assets,
w*, are still proportional to ¥~!g. This is the same as the result of Proposition m, which maximizes
the information ratio of residual return. In other words, in the single-factor world with N 4+ 1 assets,
maximizing the Sharpe ratio is equivalent to maximizing the information ratio. In addition, the
optimal Sharpe ratio can be decomposed into the optimal information ratio (the active component)
and the Sharpe ratio of the market portfolio (the passive component). Proposition reduces to
the special case of [Ireynor and Black (1973) if 3 is diagonal.
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EC.1.2. Gaussian Optimal Impact Portfolios

In this appendix, we consider the case where the impact factors and residual returns are jointly
normally distributed, i.e., the F' in (@) is a bivariate normal distribution, and explicitly construct
optimal impact portfolios and analyze their performance metrics. In particular, we assume that a

special case of Assumption E holds:

AssumpTiON EC.1 (Bivariate Normality). The impact factors, X;, and the residual returns, 6;,

1=1,2,...,N, are drawn from the following bivariate normal distribution:

X, X, Xn A ((1x 0% poxoy
0, )\ 0) "\ On Heo ’PUXU9 03 ’

where px, e and ox > 0,09 > 0 are the expectations and standard deviations of X; and 0;, respec-

tively, and p € (—1,1) is the correlation between X; and 6;.
Assumption EiC.l requires that (X;,0;)7,i=1,2,...,N are IID jointly normally distributed. We
relax the assumption of independence in Appendix EiC.1.2.4.

EC.1.2.1. Moments of Impact Returns The following proposition characterizes the distri-

bution of 8;x) using the representation theorem, Theorem m

ProprosiTION EC.4. Under Assumption , we have:

On:ng, - -5 0in:ny) = (Uo (PYLN +v1- ,0221> + o, .-+, 00 (pYN:N +v1- PQZN) +M9) , (EC.7)

where Zy, 2y, ..., LN IE?./\/'(O,l), Yi.n <Yon <--- <Yn.nv are the order statistics of Y1,Y5,..., Yy 0

N(0,1), and random wvariables {Y;}X., and {Z;}}, are mutually independent. In particular, for

,j=1,2,....,N, and i # j, we have:

E(0pi.n) =00 - p-E(Yin) + o, (EC.8)
Var(0pn)) = 05 - (1= p* 4+ p* - Var(Yi.w)), (EC.9)
Cov (0., Ojint) = 05 - p* - Cov(Yiow, Yiw).- (EC.10)

Equation () shows that, under the joint normality assumption, the representation given by
Theorem E reduces to a linear combination of order statistics of normal random variables, Y;.y, and
IID normal noise, Z;. The weights of the two components are p and /1 — p? respectively, which
implies that a stronger dependence between the impact and residual returns (a higher |p|) leads to a
larger weight on the order statistic component, Y;.n, and a weaker dependence (a lower |p|) leads to
a larger weight on the noise component, Z;. This linear representation allows us to straightforwardly

analyze the moments of induced order statistics.
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Equation () represents the expectation of f;. 1 in excess of the cross-sectional average residual
return py as the product of three terms: the cross-sectional standard deviation of residual returns, oy,
the correlation between residual returns and impact factors, p, and a score representing the impact
of the i-th asset relative to other assets, E(Y;.n). This is consistent with Grinold’s (1994) insight that
the alpha of active portfolio management equals “volatility times information coefficient (IC) times
score,” where the information coefficient represents the correlation between the active investment
factor and the active return.

Equations () and () give the variances and covariances of induced order statistics. The
variance of 6;n) is proportional to 1 — p? + p? - Var(Y,.y) and oj. The correlation p determines
the influence of the variance of order statistic, Var(Y;.n), on the variance of 6j;.n). When p =0,
the variance reduces to 03 for any 4. The covariance between 0.5 and 60,57 is proportional to
Cov(Yin,Y;.n) and o} - p?.

The moments of induced order statistics in Proposition depend on E(Y.y), Var(Y;.x), and
Cov(Yi.n,Yj.n), which do not have explicit expressions. Therefore we use Figure @ to illustrate
the results in Proposition @ using a numerical example with 50 assets. Figure and Figure
show the expected residual returns. When the correlation between the impact factor and
residual return is positive (p > 0), the expected value increases as the order i increases; when the
correlation is negative (p < 0), the expected value decreases as the order ¢ increases. We prove a
generalization of this result in Section EiC.1.4.1. The dispersion in expected residual returns across
assets is larger when oy is larger. Different values of ug lead to parallel shifts in the expected residual
returns.

Figure @ shows the variances of residual returns, which are primarily determined by the cross-
sectional standard deviation of residual returns (o). In addition, stronger signals in the impact factor
(as measured by higher values in |p|) lead to lower variances in residual returns. It is also worth noting
that the variance as a function of order i is quite flat. Figure shows the covariance matrix of
the residual returns across all assets. The covariances between the residual returns of different assets,
after ranking by the impact factor, are very close to zero.

There are two notable symmetries in the results of Proposition and Figure . First,
all quantities are symmetric for correlation coefficients with opposite signs (p and —p). Second,

these quantities are also symmetric with respect to the median asset. We show that both of these

symmetries hold under more general distributional conditions, in Appendices IEC.1.4.4 and IEJC.1.5.2,

respectively.
The following proposition provides the asymptotic distribution of €;x; under the joint normality
assumption, Assumption . This is a corollary of the asymptotic version of the representation

theorem, Theorem H
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Figure EC.1 Expectations, variances, and covariances of 6[1.n7, 02:n], - - -, O[n:n] under Assumption EiC.l. We set

N =50 for illustrative purposes.

ProrosiTION EC.5. Under Assumption , we have:

d
(Oliy (v):NTs - - s Ofign (v):8)) =

(‘79\/ 1—=p2Zi+0g-p- O (&) + o, -0/ 1= p*Zo+0g-p- B (&) +M0) ) (EC.11)

IID

where Zy,Za, ..., Zn ~ N(0,1), ® is the distribution function of N'(0,1), and other notations are
the same as in Theorem B In other words, 0};, (ny.n7 converge in distribution to mutually independent

normally distributed random variables with mean p(&) and variance o(&), where

1(&x) =09 p- 27 (Ex) + o, (EC.12)
a(&) =05 - (1—p). (EC.13)

The asymptotic result is consistent with the finite sample results. First, the asymptotic expectation
of residual returns, p(&y ), increases as the rank of asset, &, increases. Second, the asymptotic variance,
o%(&), is a constant that does not depend on &, which is consistent with our observation in Figure
@. Third, the induced order statistics are asymptotically independent, which implies that the
covariance matrix is approximately diagonal (Figure @)
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EC.1.2.2. Characterization of Optimal Impact Portfolios Under Assumption @, the
explicit formulas for the moments of 8;x; given by Proposition @ allow us to investigate the
weights and performance of optimal impact portfolios.

We begin by examining the optimal weights numerically. Figure shows the optimal portfolio
weights in terms of maximizing the information ratio. The weights are jointly determined by the
expected residual returns and their variances, as in (g) When the correlation between the impact
factor and residual return is positive (p > 0), assets with higher values of impact factor have higher
weights; when the correlation is negative (p < 0), assets with higher values of impact factor have
lower (negative) weights. The dispersion in optimal weights across assets decreases as oy increases.

In addition, different values of gy lead to shifts in the optimal weights.
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Figure EC.2  Optimal impact portfolio weights under Assumption éCl We set N =50 for illustrative purposes.

Now we study the optimal information ratio given by Proposition m, which depends on the expected
value and covariance matrix of residual returns after ranking based on the impact factor (see (@)) The
explicit formulas for the moments of residual returns from Proposition EiC.4 allow us to characterize

the optimal information ratio.

THEOREM EC.1 (Optimal Performance). Under Assumption , if |p| <V/2/2~70.71%, the

optimal information ratio of the impact portfolio, IR*, as given in (E), satisfies the following bounds:

\/qu(N) + /;é N <IR"< \/pQQ(N)lJF_(;‘EZ{Ug) N (EC.14)
where v
a(N) =>_[E(Vix )], (EC.15)

and Y.y <Yo.n <--- <Ypn.n are the order statistics of Y1,Ys,..., Yy IrI\]?./\/'(O,l),
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Theorem provides lower and upper bounds for IR". In practice, the correlation between the
impact factor and residual returns, |p|, is usually small (Grinold 1989), which makes the bound in
() relatively tight. The technical condition |p| < v/2/2 not only ensures that the square root
on the right-hand side of () is well defined, but also aligns with Grinold’s (1989) assumption
that |p| is small.

The following proposition shows a property of ¢(N) defined in ()

ProprosITION EC.6. For q(N) defined in () and N > 1, we have

lim @

N—+o0 N

~1. (EC.16)

Equation () indicates that ¢(N) &~ N when N is sufficiently large. Appendix EiC.1.2.5 shows
that this approximation is very good when N is greater than 100. Therefore, the bounds for IR"

given in () can be approximated by:

2 2 2, N
[+ 2ol VN <IR* < V2 \j;l“e_/igzzf. (EC.17)

This approximation implies that the optimal information ratio of the impact portfolio is typically

determined by three components: the correlation between the impact factor and residual returns, p,
the inherent information ratio of the assets, py/0g, and the number of assets included in the portfolio,
N. In other words, impact investors can improve their portfolio performance by using impact factors
with stronger signals (higher p), investing in more profitable assets (higher pg/0p), and including

more assets in the portfolio (higher N).

When py =0 and p is small, () reduces to
IR* ~|p|- VN. (EC.18)

This is closely related to the characterization of optimal active investments, which Grinold (1989)
terms the “Fundamental Law of Active Management (FLAM).”23) The FLAM provides a simple
approximation of the information ratio of an active portfolio using the product of the information
coefficient (p in our notation) and the square root of the breadth of a strategy. In Grinold’s ([1989)
framework, breadth is defined as the number of independent bets of a strategy in a given year. In
our context, breadth is determined by the number of available assets in the universe.

Theorem can be regarded as a generalization of the original FLAM in three aspects. First, the
impact portfolio is constructed using only the ranking information of the impact factor, as opposed
to the actual signal values in the FLAM. Second, the original FLAM is derived under the assumption
that |p| is small, while we provide bounds in () for the optimal information ratio for the more
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general case of |p| < 1/2/2, which shrinks toward the original FLAM when |p| is small. Third, we
allow for nonzero expected residual returns, pg, while the original FLAM assumes py = 0.

Theorem characterizes the performance of an optimal impact portfolio that invests in all
N assets in the universe. However, in reality, impact investors may face a tradeoff between the
performance and the impact of their portfolios. If an investor desires a higher level of impact, or
is restricted to investing in certain assets with low impact scores (also known as negative filtering),
she may not be able to realize the optimal performance derived in Theorem . We discuss this
performance—impact tradeoff in Appendix EiC.1.2.6.

Furthermore, we generalize Theorem in two ways. In Appendix EiC.l.Q.S, we extend our
static framework to a dynamic one by analyzing the optimal impact portfolio performance with a
time-varying p. In Appendix EiC.1.2.4, we relax the IID assumption in Assumption and allow

for dependence between the N assets.

EC.1.2.3. Optimal Performance with Time-Varying Correlation Theorem quan-
tifies the performance of impact portfolios with respect to p, which it regards as a constant that
measures the strength of the impact factor as a signal for residual returns. In practice, the strength
of this signal can change over time, and we extend our static framework into a dynamic one by ana-
lyzing performance with a time-varying p in this appendix. We add the subscript ¢ to the correlation,
p¢, which is modeled as a random variable, and make the following assumption, which generalizes

Assumption to allow for time-varying correlations.

AssumpTION EC.2 (Time-Varying Correlation). The correlations, p;, between impact factors,
X, and residual returns, 0, over time t =1,2,...,T, are IID random variables with a mean of
0 and a variance of 05. Given time t, Xy and 0y are drawn from the following bivariate normal

distribution acrosst=1,2,...,N:

X1t Xoy X ‘pl}\p x 0% pirox-0g
010 )"\ O )77\ Ony i fo )\ pi-0x -0 03 ’

where px, g and ox > 0,09 >0 are the expectations and standard deviations of X and 0, respec-

tively.

The following result characterizes the optimal performance of the impact portfolio when correla-
tions, py, vary over time. To derive this result, we need to first characterize the moments of the residual

returns under Assumption . These details are given by Lemma in Appendix .
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THEOREM EC.2 (Optimal Performance with Time-Varying Correlation). Under Assump-
tion , if 52—1—02 <V2/2~70.71%, the optimal information ratio of the impact portfolio,

IR Timevary s @S given in (g), will satisfy the following bounds:

—2 2 2 2
p paN . 4 paN
+ IR o < + )
\/l/q(N)—i—ag ol ~ Tlmev‘“y_\/[1—2-(p2+05)]/q(N)+a§ ol [1—2-(ﬁ2+a§)]
(EC.19)

where q(N) is defined in ()

Using Proposition , when N is sufficiently large, the bounds for TR7y,,cva,, given in ()

can be approximated by:

—2 2 —2 2
P peN * P N
+ <IR. < + . (EC.20
\/1/N+O’§ O_g ~ TlmeVaryN\/[l2_(p2+0_§)]/N+0_3 O_g [1_2(ﬁ2+03)] ( )

In particular, when p and o, are relatively small and py =0, this approximation further reduces to:

IRf[‘imeVary ~ L (ECQl)
\/1/N + o2

Comparing this with the static case given by (), we have:

IR"}imeVary ~ ¢ < |p| VN =~ IR*?
as long as p; is not a constant (Ui > 0). In other words, the variability in p; leads to a lower information
ratio than that from a constant p. When O'?) =0, Theorem reduces to Theorem .
These results are also closely related to the literature on active portfolio management. The approx-

imation given by () is consistent with Ding and Martin (2017). Furthermore, when N increases

without bound, () converges to:

)

TimeVary ™

which is the average correlation divided by its standard deviation. This is consistent with the approx-
imation first proposed by Qian and Hug (2006). Our results show that these approximations hold
under weaker conditions where investors only use the rank information—mnot the value—of the under-

lying signal (in our case, the impact factor).

EC.1.2.4. Optimal Performance with Cross-Sectional Dependence The optimal perfor-
mance of impact portfolios given by Theorem holds under Assumption , which requires that
(X;,0:)",i=1,2,...,N are drawn IID from a bivariate normal distribution. However, in practice,

the impact factors, X;, and the residual returns, 8;, for different assets may be correlated, especially
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for firms in the same industry. In addition, the impact factor of asset i, X;, may be correlated with
not only the residual return of asset 7, 6;, but also that of other assets, 6;, where j # 7. Therefore, in
this appendix, we consider the case when (X;,6;)" is not IID, and make the following assumption,

which is a generalization of Assumption from a cross-sectional dependence perspective:

AssumpTION EC.3 (Cross-Sectional Dependence). The impact factors, X;, and the residual

returns, 0;, i=1,2,..., N, follow the following bivariate normal distribution:

X, Xo XN ~ N Hx 03( POXx0g
0, )7\ 6, )\ oy o ) \poxoy o} ’

where px, e and ox > 0,09 > 0 are the expectations and standard deviations of X; and 0;, respec-
tively. In addition, for i # j, the equicorrelated cross-sectional dependence is described by px =

corr(X;, X;), po =corr(6;,0;), p=corr(X;,0;), and p = corr(X;,0;).

The following result characterizes the optimal performance of the impact portfolio with cross-

sectional dependence in (X;,6;)". The moments of the residual returns under Assumption are

given by Lemma in Appendix .
THEOREM EC.3 (Optimal Performance with Cross-Sectional Dependence). Under
Assumption , if

(1= po)(1 = px) —2(p—p)* >0, (EC.22)
the optimal information ratio of the impact portfolio, IRD cndences @5 given in (@), will satisfy the

following bounds:

(p—p)*q(V) 1o/ % .
+ SIR epenaence
\/(1—Pa)(1—ﬂx) (1= po) /N + po Depend

(p—p)*q(N) (/o2
< \/(1 —Pe)(l —pX) _ 2(p—ﬁ)2 + [(1 —,00)(1 —px) —2([)—/3)2]/[(1 —px)N] +p9, (ECQ?))

where q(N) is defined in ()

Using Proposition , when N is sufficiently large, the bounds for IRp c,dence giVen in ()
can be approximated by:
_5)2 2/ 2
(p p) N + Na/ae 5 IR‘]*Dependence
(L=po)(L=px)  (1=ps)/N+ps
TV @=po)(I=px)=2(p—p)*  [(L—pe)(1—px)—2(p—p)*l/[(1 = px)N]+ po

In particular, when uy =0, this further reduces to

lp— 7 VN <IR
V@ =) (1= px) ~

* lp—pl
ependence 5 — . \/N (ECQ4)
pepend V(=) (1= px) —2(p—p)?
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With cross-sectional dependence specified in Assumption IEC.S‘, in (IEC.24J), taking the lower bound

as an example, the term % replaces the simple correlation in () We define this
—po)(1-px

quantity as the “adjusted correlation”:

_ pP—p
padj == \/(l—pe)(l—px)' (EC25)

In this sense, the optimal information ratio can still be approximated by the simple form:

lp =7l I~ I~
IR‘*e endence VN = |pad" “VN.
P = pa) (L= px) :

When p = py = px =0, we have p,q; = p, which reduces to ()

This result provides several intuitive relationships for how the optimal performance depends on

the parameters in Assumption . First, a larger correlation between the impact and the residual
return of the same asset, p = corr(X;,6;), leads to a better performance, because it measures the
strength of the i-th asset’s signal on its residual returns. Second, a larger cross-stock correlation,
p = corr(X;,0;), leads to a lower information ratio. This can be rationalized if we view the cross-
stock correlation as a measure of the degree of “signal leak” from the impact factor. Third, the
cross-sectional correlations of both the impact factor, px = corr(X;, X;), and the residual returns,
po = corr(6;,0;), contribute positively to portfolio performance, which can be explained by realizing

that the cross-sectional dependence implies more signal sources and can provide more information.

EC.1.2.5. Optimal Portfolio Performance for a Small Investable Universe Theorems

EC.1, EC.2

assets, IV, is large, using Proposition . In fact, this approximation, ¢(IN) ~ N, is biased because

a(N) _ SLEYP S5 EYin)’) _EEL (i)’ _EEL Y XLEY?

, and IEC3‘ provide the approximate optimal portfolio performance when the number of

N N N N N N

L

where the “<” holds due to Jensen’s inequality. However, this approximation is very good when N
is greater than 100. More precisely, Table @ gives the smallest NV such that the value of ¢(N)/N
is greater than a given threshold. For instance, to reach ¢(IN)/N > 0.95, at least 52 assets should be
included in the portfolio, and to reach ¢(N)/N >0.99, at least 298 assets should be included.

Table EC.1  The smallest N such that ¢(N)/N >c.
c 0.5 0.6 0.7 0.8 0.9 095 0.99
Smallest N 4 5 7 11 24 52 298
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EC.1.2.6. Tradeoff Between Performance and Impact Impact investors may face a tradeoff
between the performance and the impact of their portfolios. The optimal impact portfolio we derived
so far implies a particular level of impact, defined as the average impact score for all assets weighted
by their portfolio weights. If an investor desires a higher level of impact, or is restricted to investing
in certain assets with low impact scores (also known as negative filtering), she may not be able to
realize the optimal performance derived in Theorem .

In this appendix, we provide the optimal information ratio for investors that are restricted to
investing in a subset of all assets, and explicitly derive the tradeoff between a portfolio’s investment

performance and impact. See the following proposition.

ProrosiTION EC.7. Under Assumption , assume that pg = 0. Consider an investor who only
invests in assets with impact scores X; ranking within the (&1,&) x 100 percentile, where 0 < & <

o < 1. If N is sufficiently large and we approximate the moments of 0;x using Proposition ,
(X1

the mazimum information ratio for her portfolio can be approximated by:

| |\/N -1 -1 -1 -1
R T\ (6~ 2 (E)p(074(62)) — (6~ 2 (E)e(271(6))), (EC.26)

and its corresponding average impact, X =E [(ZfilwiXi:N> / <ZZ]\;1 ]wl\)}, can be approrimated
by:

nx (27 M) —o (2 Hew) [+ox [ (-0 ee (271 e) ) - (-2 e (o1 en) )|
‘¢(¢71(52))*¢(¢71(51))‘
X~ £ <05 or & > 0.5,
nx (271 E0) —o (2 Hew) [+ox [ (-0 Here (072 e) ) - (a-2 e (o1 en) )|
20(0)— (2= 1(62)) ¢ (@~ 1(¢1))

sign(p) -

sign(p) -

& < 0.5 <&,
(EC.27)

where ® and ¢ are the distribution function and the density function of N'(0,1), respectively.
As a comparison, we also derive the same set of results for equal-weighted portfolios.

ProrosiTION EC.8. Under Assumption , assume that pg = 0. Consider an investor who only
invests in assets with impact scores X; ranking within the (§1,&2) x 100 percentile, where 0 < & < & <
1, and the investor is long only and puts equal weights on these assets. If N is sufficiently large and
we approzimate the moments of O(x) using Proposition , the information ratio of the portfolio

can be approrimated by:
—1 _ —1
R P YN e(27(&) —p(® (52)), (EC.28)
1—p? &—&
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N

and its corresponding average impact, X =E [(Zi:1wiXi:N> / <ZZV:1 ]wl\)}, can be approrimated

. p(271(81) —¢ (271 (&))
&—& ’

(EC.29)

and @ are the distribution function and the density function of N'(0,1), respectively.

by:
X~pux+ox-
where O
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(d) Average impact factors, p = —20%.

Information ratio (IR) and average impact scores, X, for ten decile portfolios (with impact factors

from the lowest to the highest). Blue bars are results for portfolios with optimal IR, and orange bars

are results for portfolios with equal weights on assets within the decile. We set up = 0%, px = 0%,

and ox = 20%.

Proposition and Proposition provide the information ratio and the impact score for

portfolios constructed from subsets of the universe of all assets. We apply these results to decile

portfolios formed by dividing assets into ten deciles based on their impact scores. Figure shows

the information ratio (IR) and the average impact score of the IR-maximized portfolios and equal-

weighted long-only portfolios when g = 0%, pux = 0%, and ox = 20%.
A performance-impact tradeoff is crucial for impact investors. Figure and Figure

show the results when p = 20%. These figures imply that impact investors can reach a win—win on

both information ratio and impact scores when they invest in assets within the top deciles. However,
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Figure @ and Figure @ show the results when p = —20%. Unlike the case for a positive p,
if an impact investor invests in top decile assets when p = —20% and maximizes the IR, she can
earn a positive IR but a negative impact, while if she constructs an equal-weighted portfolio, she
receives a positive impact but has to endure a negative IR. In other words, when the impact factor
is negatively correlated with the residual return (p < 0), earning a better portfolio performance (as
measured through IR) contradicts the goal of having a greater impact.

We further study the performance—impact tradeoff for a common impact investing strategy—
negative screening. Negative screening investors exclude companies with low impact factors from the
universe to form portfolios. Specifically, we assume that impact investors exclude assets with the
lowest L values of impact factors. Figure @ shows the IR and the average impact score of the
IR-maximized portfolios and equal-weighted long-only portfolios as functions of L when p = 20%,

Mo = 0%, Ux = 0%, and Ox = 20%

0.7
1.4 \\ —— IR-maximized —— IR-maximized
12 '\,\\' equal-weighted 5 0.6 equal—weighte/d
1.0 e R — 805 i
: i~ = /
> $0.4 7
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>
0.2 © 0.1
0.0 0.0
0 10 20 30 40 50 10 20 30 40 50
number of excluded bottom assets, L number of excluded bottom assets, L
(a) IR. (b) Average impact factors.
Figure EC.4 Information ratio (IR) and average impact scores, X, for portfolios constructed using assets exclud-

ing those with the bottom L impact scores. Blue lines are results for portfolios with optimal IR,
and orange lines are results for portfolios with equal weights on assets included in the portfolio. We

set p=20%, po = 0%, ux =0%, and ox =20%.

Figure demonstrates that, for IR-maximized portfolios, as the number of bottom assets
excluded from the universe, L, increases, the optimal IR decreases (Figure ), and the average
impact score increases (Figure @) Therefore, impact investors face a tradeoff between perfor-
mance and impact. For equal-weighted portfolios, the IR initially increases and then decreases as L
increases. This pattern arises because buying the bottom assets decreases the IR, while buying the
top assets increases the IR. In addition, the IR-maximized portfolios achieve both higher IR and

higher average impact scores, implying a win—win situation for impact investors.
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EC.1.3. Generalized Versions of the Representation Theorem

In our main article, we present the representation theorem under smoothness conditions (Theorem
m) as well as its generalized version (Theorem E) In Appendix EiC.l.S.l, we provide a more in-depth
discussion of the technical details related to Theorem @ Appendix EiC.1.3.2 further extends the

representation theorem to allow for cross-sectional heterogeneity.

EC.1.3.1. Additional Technical Details for the Representation Theorem Under Gen-
eral F' This appendix provides technical details for Theorem @ in our main paper.

When Fj is not continuous, we need to clarify the definition of the inverse function, F,; *(-), in the
mixture function given by () We adopt the following definition of the inverse function without loss

of generality:

DEFINITION EC.1 (INVERSE FUNCTION). For any non-decreasing function f(z), the inverse func-

tion of f is defined as f~'(y) =inf{z: f(z) >y}.

When C is non-differentiable, the function g,(-) in (), which is the inverse of v — %% (u,v), is not
well defined. To address this issue, we introduce the concept of the modified partial Dini derivative

proposed by Fang et al. (2020).

DEFINITION EC.2 (MODIFIED PARTIAL DINI DERIVATIVE, (FANG ET AL, 2020)). The modified
partial Dini derivative (MPDD) of a copula C(u,v) with respect to u, denoted by 2,C(u,v), is a
bivariate function [0, 1] x R — [0, 1] defined as

infy>vD1_C(lay)v u:1,UE[O,1),

0, u € [0,1],v € (—o0,0),
1, ue[0,1],v € [1,4+00),

2,C(u,v) = (EC.30)

where D C(u,v) and Dy C(u,v) are the partial right upper and left upper Dini derivatives of C(u,v)
with respect to u:

D{ C(u,v) =limsup Cluthyv) = Olu,0) Dy C(u,v) =limsup Cluv) = Clu=h,0) :

)
h—07+ h h—0+ h

(EC.31)

REMARK EC.1. The MPDD is pointwisely defined for any copula. Fang et al. (2020, Theorem 2.1)
demonstrate that 2,C(u,v) defined by () is a regular conditional distribution function of
C(u,v) given u. In other words, it satisfies:
(i) For any u € [0,1], v+ 2,C(u,v) is a distribution function;
(i) For any v € [0,1], u+ 2,C(u,v) is Lebesgue measurable and ;' 2,C(u,v)du = C(a,v) for any
a€c(0,1].
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Therefore, we can define P(V <v|U =u) = 2,C(u,v). The subscript of Z; represents that the MPDD
is calculated with respect to the first dimension, u. Fang et al. (2020, Theorem 2.1) also demonstrate
that, when C has a density, we have 2,C (u,v) = 2 (u,v), in which case the MPDD reduces to the
simple partial derivative.

Finally, when Fx is not continuous, we demonstrate that the representation holds only when the
copula of F'is “linearly interpolating”; see Definition m The following result not only guarantees the

existence and uniqueness of the linearly interpolating copula but also provides an explicit method

for its construction.

ProposiTiION EC.9. For any bivariate distribution F, there exists a copula of F' that satisfies ()
on ﬁ; X Rg. In addition, the copula is unique on [0,1] x Ry. The construction of this copula is given

in the proof.

The linearly interpolating copula defined by Definition m plays a crucial role in the representation

theorem. To build intuition, we provide examples to illustrate the linearly interpolating copula.

ExamMpLE EC.1. Consider the case where both the marginal distributions of X and @, Fx and Fj,
have discontinuity points. In particular, we assume that Rx = [0,0.3] U [0.7,1] and Ry = [0,0.2] U
[0.5,1], which implies that R = (0.3,0.7) and R, = (0.2,0.5). Figure @ visualizes the linearly
interpolating copula between X and 6. According to Sklar’s theorem, the copula is uniquely deter-
mined in the purple regions: [0,0.3] x [0,0.2], [0,0.3] x [0.5,1], [0.7,1] x [0,0.2], and [0.7,1] x [0.5,1],
and undetermined in the yellow regions: (0.3,0.7) x [0,0.2], (0.3,0.7) x [0.5,1], and [0, 1] x (0.2,0.5).
According to Definition E, we say that a copula C'(u,v) is linearly interpolating on ﬁ; X Ry with
respect to u, indicating that it is linearly interpolating on (0.3,0.7) x [0,0.2] and (0.3,0.7) x [0.5,1]
along u € ﬁ; This is illustrated in Figure by green solid straight lines. After linearly interpo-

lating, the copula is determined on [0,1] x Ry but remains undetermined on [0,1] x R.

Let us now consider a simpler example.

ExampLE EC.2. Assume that X reduces to a constant, ¢, i.e., X; = ¢, and that 6, 0 N(0,1). Then

we have Rx = {0,1} and Ry = [0,1]. By Sklar’s theorem, the copula C' is uniquely determined only
on {0,1} x [0, 1] by:
C(0,v)=0, C(l,v)=v, vel0,1]. (EC.32)
In fact, () holds for any copula, so any copula can be considered as a copula between X and 6
satisfying (@) However, a copula that is linearly interpolating on Ry x Ry = (0,1) x [0,1] is unique
and given by:
C(u,v)=wv, wuwel0,1],v€]0,1].

This is the independence copula defined by Definition in Appendix EiC.1.4.3.
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Figure EC.5 Illustration of a linear interpolating copula.

EC.1.3.2. Representation Theorem with Heterogeneous Distributions In practice, the
joint distribution of the impact factor and residual returns may vary cross-sectionally. For example,
brown stocks may have higher variances in returns than green assets due to regulatory uncertainty.
In this part, we allow the impact factor, X;, and residual returns, 6;, to have heterogeneous cross-
sectional distributions. We provide a version of the representation theorem with cross-sectional het-
erogeneity, discuss an application to markets with heterogeneous groups representing, for example,
different industries, and illustrate the impact of heterogeneity on the optimal impact portfolio using
numerical examples.

In particular, we assume that:

AssumpTiON EC.4. Bivariate vectors (X1,601)",(X2,05)",...,(Xn,0x)" are mutually independent

<)0f11)~F1(.,.), ();22>~F2(-,-), <)9(11VV>~FN(-,-), (EC.33)

where Fy(+,-), Fa(+,+),..., Fn(+,-) are (potentially different) bivariate distribution functions with den-

and satisfy

sities.

We define the following notations:

o Fori=1,2,..., N, the marginal distributions of X, and 6, are F'x ;(-) and Fp,(-), respectively;
e Fori=1,2,..., N, the marginal densities of X; and 0; are fy;(-) and fy;(-), respectively;

o Fori=1,2,...,N, the copula of F;(-,-) is C;(-,");

« For any permutation (i1,2,...,in) of 1,2,..., N, let p;, iy iy =P(X;, <X, <o <X ).
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THEOREM EC.4 (The Representation Theorem, Heterogeneous Distribution). Under

Assumption , we have:

(6[1:1\/]7 0[2:1\/]7 ce 70[NN]) i (hl(H7 M17 ‘/1)7 hQ(Ha M27 ‘/2)7 ey hN(H7 MN; VN)) ’ (EC34)
where “%7 denotes equality in distribution. Here:
e The random vector II is a random permutation of {1,2,..., N} satisfying

IP(H = (i17i27 cee 77;N)) = Diyjig,...in

for any permutation (iy,ia,...,ix) of {1,2,...,N};
e Given I1, the random vector (My, My, ..., My)|\II = (i1,iz,...,ix) has a joint density of

1 N

My ig,..in (951,3327 e aCUN) =
Diyig,in

e The random variables Vi, Vo ...,V satisfy Vi,Va..., Vy ~ Uniform(0,1) and are independent
OfH,Ml,MQ,...,MN;
o Fork=1,2,...,N, function hy is defined as

b (7,2, w) = Fe_,z‘lk © h?X,ik(m) (w) (EC.36)
for any permutation ™= (iy,ia,...,in) of {1,2,...,N}, and “o” represents function composition;
. . 1 . . . aCl
e Foruecl0,1] andi=1,2,...,N, function hi(w) is the inverse function of v Z*(u,v).

Intuition and Implications. We make a few remarks about the representation theorem with
heterogeneous distribution.

First, Theorem reveals a similar representation to that in Theorem |ﬂ because the distribution
of induced order statistics, 8x], is a mixture of three components: a random permutation (II), a set
of random variables analogous to order statistics (M;), and uniform noise (V;). In comparison with
Theorem m, an additional random permutation component, 11, is required here. We refer to random
variables M; as “order statistics” because, by definition, they always satisfy M; < My <--- < My.
In addition, if X, Xs,..., Xx have the same marginal densities, i.e., fx1 = fx2=---= fx n, One
can easily verify that () reduces to the density of order statistics of X, X5, ..., Xn. Therefore,
although M, are not order statistics of a series of random variables themselves, they resemble the
order statistics component in Theorem E

Second, because of the heterogeneity, the mixture functions defined by (), h;, are different
for k=1,2,...,N. In addition, all three components of F;—FY ;, Fp;, and C;—contribute to the

mixture function, hy. This is different from Theorem m in which the mixture function ¢ in ()
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depends only on the marginal distribution of @ and the copula. This is because Theorem allows
for heterogeneous distributions cross-sectionally and, therefore, the marginal distribution of X; is
also crucial for the mixture.

Third, the representation in Theorem can be simplified when F(-,-),..., Fn(:,) are homo-

geneous cross-sectionally. In particular, one can easily verify that:

(i) f Fy=Fyp,=Fyo="---= Fpn, the mixture function () reduces to
ik .
by (7, 2, w) = OhFka(i)( w);

(i) If Fx = Fx1=Fxo="---= Fx_x, the representation () reduces to

(0[1:N]79[2:N]) cee 70[NN]) é (hl(H7 Ul:N?‘/l)th(Ha U2:N7‘/2)7 s 7hN(H7 UN:N; VN)) 3

where Uy.xy < Us.y <--- < Upy.y and V1, V5, ..., Vy are defined as in Theorem m, and the mixture

function () reduces to

hk(ﬂ-vwi) gzkohlk( )
(iii) If C=Cy =Cy=---=Cl, the mixture function () reduces to

by (7, @, w) = Fe_,zlk © h“FX,ik (@) (w),

where h,(w) is the inverse function of v € (u,v);
(iv)  Fy=Fy1=Fyo=---=Fyn, Fx=Fx, ZFX,QZWZFX,N, and C=C,=0C,=---=Cl,
the representation () reduces to (@)
Therefore, the representation theorem presented in the main paper can be regarded as a reduced
form of Theorem [EC.4 under the IID assumption.
Finally, like the IID version, the heterogeneous version allows us to efficiently compute the moments
of Ox) through numerical integration. In particular, the first two moments of @x) are given by the

following proposition:

ProrosiTioN EC.10. Under the assumptions of Theorem , we have:

N

E(0}i.n) :Z / / B, (u, w) Hi (u)dudw, (EC.37)

E(0;:3%) Z /O / [ Hi (u)dudw, (EC.38)

ZH

E(O:n0:3) Z / / / / B (w, w)hy (2 s)Jkl(u z)dzdudwds, (EC.39)

k=11=

2
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fori,j=1,2,...,N andi<j, where functions Bk(, ), Hi(+), and J,i{(,) are defined by:

Bk(u w) =F, ;o hl(w), (EC.40)
(u) < ie 1N 1<FXk( )) (@N 1<F);,1k(u)>7 (EC.41)
7, k] —k,l — —k,l —
‘]kg ( z[ 1N 2<FXk( )s 77[—2:1]\1—2§FX,1Z(Z)) P(mz\r g <Fx ( )s 77][‘—2:1]\7—2§FX,11(Z))
k.l _ k.l y _ —kl _
-P (771[—1:11/—2 < Fx,k( u), 773[ 1: ]]V 0 < FX l( )) +P (771[:N—}2 < FX,lk(u)ang['—l:J]\/—2 < Fx,ll (Z))
(EC.42)
Here, h*(w) is defined in Theorem - ﬂj{ftl < ££_1€L < fN L.n_1 are order statistics
of {X, N, oy 771]\];”2 < nQNl] <. ng\, leN , are order statistics of {XS}SZLS#;’S#, §£TN’“]_1 =
[k, —k,l) [k,
No:N—2 = —0O9, ‘mdiN1 77N 1N—2 = TIN.N— 2—“‘00

Functions hy, H i oand J, ;i are entirely determined by the distributions of X and 6, and they can be
computed using existing results of order statistics in, for example, Bapat and Beg (11989). Therefore,
given the distributions of X and 8, we can use Proposition to calculate the moments of x;
through numerical integration.

Computational Cost. In comparison to the IID version (see Proposition E), when considering
X and 6 with completely different cross-sectional distributions, the computational cost increases
because the summations in (M),(M) imply that we need to calculate N double integrals
for the expected value, N double integrals for the variance, and N(N — 1) quadruple integrals for

covariances of f;. 1. This is not surprising because, in the most general case, each asset can have its
own unique distribution without any cross-sectional structure.

An alternative to computing the moments of ;5 using numerical integrals in Proposition
is to use Monte Carlo simulation. One can start by simulating random samples of X and 6, sort
0 according to X to obtain the induced order statistics, 8;x), and finally estimate their moments
numerically using these samples. Computing moments using Proposition may lead to smaller
estimation errors and require less time especially when N is small.

We conduct numerical experiments to illustrate the computational performance of Proposi-
tion when N is small. Under Assumption and assuming that £y, F5, ..., Fy are all

bivariate normal distributions:

. , 2 O O
<)0§Pz) NN<<NX,1> 7 ( O'X,z sz'Xz,zO'G,z>> , ’i:1,27---7N7
i oy Pi0x,i06:  Op;

where for all i =1,2,...,N, p; =20%, ox; =20%, uy; = 0%, and parameters py,; and oy, take
values in Table , in which the N stocks all have different marginal distributions, and green
stocks (stocks with higher expected values of X') have lower variances in residual returns than brown

stocks (stocks with higher expected values of X).
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Table EC.2 Simulation setups for computing numerical integrals using Proposition and Monte Carlo

simulations.
N Hx,1 Hx,2 Hx 3 Hx. 4 Hx 5 09,1 09,2 09,3 09,4 09,5
2 -30.0% 30.0% - - - 40.0% 10.0% - - -
3 -30.0% 0.0% 30.0% - - 40.0% 25.0% 10.0% - -
4 -30.0% -10.0% 10.0% 30.0% - 40.0% 30.0% 20.0% 10.0%

5 -30.0% -15.0% 0.0% 15.0% 30.0% 40.0% 32.5% 25.0% 17.5% 10.0%

We compute the expected value, variance, and optimal weights using two methods: (a) the rep-
resentation theorem (calculating numerical integrals using Proposition ) and (b) Monte Carlo
simulations. We perform these computations using parameter values in Table , and record the
errors and CPU times. The error is defined as S (w; —w})?, where (w},w},...,w})7 is the true
optimal weights for the N assets given by (@),[24] and (w0, Ws, ..., Wy) " is the optimal weights com-
puted using either Method (a) or Method (b). The CPU time for Method (a) is the total time cost to
calculate the numerical integrals for expectations and (co)variances, and obtain the optimal weights
given by (Q) The CPU time for Method (b) is the total time cost to simulate the random samples
of induced order statistics, estimate the sample averages and (co)variances, and obtain the optimal
weights.

The error and CPU time of both methods depend on the chosen degree of accuracy. In general,
a higher degree of accuracy implies a lower error but requires a higher CPU time. For Method (a),
the degree of accuracy is determined by the number of subintervals partitioned from the original
interval for numerical integration, while for Method (b), it is determined by the number of random
samples used in Monte Carlo simulations. We choose different degrees of accuracy for both methods
and record their respective errors and CPU times. All experiments are conducted on a laptop with
an Intel(R) Core(TM) i7-9750H CPU @ 2.60GHz.

Figure @ shows the relationship between the error and the CPU time. The blue lines are results
obtained using Method (a) (the representation theorem), and the orange lines are results obtained
using Method (b) (Monte Carlo). Different dots on each line correspond to results obtained under
different degrees of accuracy. We make the following observations from Figure .

First, there is a negative relationship between the error and the CPU time, which reflects the
tradeoff between error and computational cost as the level of accuracy increases in both methods.

Second, blue lines generally lie on the lower left-hand side of orange lines, which indicates that
Method (a), the representation theorem, achieves a given level of error with lower computational
costs than Method (b), Monte Carlo simulations.

Third, the blue lines shift upwards as the number of assets, IV, increases. This illustrates that the

CPU time for the representation theorem increases as N grows.
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Figure EC.6 Errors and CPU times for computing optimal weights by numerical integrals using Proposition

and Monte Carlo simulations under parameter values in Table [EC.2.

Finally, the errors in weights are much more stable when using the representation theorem, whereas
the lines for Monte Carlo are noisier due to the random nature of simulations.

These observations demonstrate the computational effectiveness of the representation theorem,
Proposition , especially when N is small. When N is large, we consider the following group
structure which is more practically relevant.

Cross-Sectional Heterogeneity with Group Structure. In practice, one may model the
market as the mixture of several groups with heterogeneity between groups but homogeneity within
a group. The number of groups, denoted by G, is typically much smaller than the number of assets,
N. For example, one may assume that all assets are divided into two groups: one “green” group with
a higher expected value of impact factor and another “brown” group with a lower expected value of
impact factor.

In general, we consider the following assumption, which is a special case of Assumption :

AssumpTiON EC.5. Bivariate vectors (X1,60,)",(X2,02)7,...,(Xn,0x)" are mutually independent

and satisfy

X X5 Xn, \ 1D
) () () o

XN1+1 XN1+2 XN1+N2 IrI\PF ( )
0N1+1 ) 9N1+2 PRI 9N1+N2 )\ )

(rresnean) (Bnveonesn) | (Fueores) @po ), g

0N1+"'+NG71+1 0N1+--~+NG,1+2 0N1+"'+NG—1+NG
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where Ny > 1 for k=1,2,...,G, Ny+ No+---+ Ng=N, and Fy(-,-),F2)(,-),..., Fe)(-,-) are

(different) bivariate distribution functions with densities.

Assumption separates all N assets into G groups, with assets in each group following the same
distribution. Under this more practically relevant setup, one only needs to model the distributions
for the G groups, Fy), F(2),...,Fq), instead of the distributions of all N assets individually. This
reduces the computational cost of calculating numerical integrals using Proposition 7 as shown

in the following corollary.

CoroLLARY EC.1. Under Assumption we have:

E(0;.n) = / / (k) (u, w) Hyy (w)dudw, (EC.44)
E(0;.3%) ZG: / 1 / 1 [ﬁ(k)(u,w)rH(ik)(u)dudw, (EC.45)

G G

11=1,1#k

G
—f—ZNk(Nkl)/o /0 /O /0 ﬁ(k)(u,w)iz(k)(z,S)J(i,;%,(k)(u,z)dzdudwds, (EC.46)
k=1

fori,j=1,2,....N and i< j, where functions B(k)(-, ), H(ik)(-) and J(k) (l)( -) are defined by:

ey (u, w) =Fy (k) h(k (w),
i —(N N, (N N _
H(k)(u) = (fz[—§ 1+ Il < Fxl(k) ) < Ein— ﬁ < FX,l(k)(u)) )
<

(EC.47)
(
Nit-+N),(Ni+-+N Nit-+Ng),(N1+-+N -
b (,2) :P( —(M k) (N1 D < Pl ()T B (N1 Dl < p 71(1)(@)
<

EC.48)

Mi—1:N—2 Nj—2:N—2

IN '11

(N1+-+Ng),(Ny+-+Nj) - N1+ +Ng),(N1+-+N =
_]p<nl[N B NN Nl ¢ el () VN (VN ¢ o 71(1)(Z)>
N N N N — (N N N N, —
P("?Z (1 1+t (N N)] - 1(k)(u) 77][ 11%[+2+ RNt N)] 1(1)(Z)>
(N+ +Ng),(N1+-+Np) - (N1+++Ng), (N1 +-+Np) -
—|—IP’< [— (M1 k), (N1 I]SF ,1(k)(u)v77;[ ]%[72 k)>(N1 Dl < <F 1(1)(Z)>
(EC.49)

Here, N1+ VO nd (N1+ NN ANOL e defined in Proposition |[EC.10, ht¥) (w) is the
k 77k u

(k) (

inverse function of v 2

distributions of Fy

,v), Cuy is the copula of Fyy, and Fx ) and Fy ) are marginal

Corollary allows us to efficiently compute the moments of @;x; and construct optimal port-
folios using numerical integrals because the number of heterogeneous groups, G, is usually limited.
In particular, only G double integrals are required for the expected value and variance, and G*
quadruple integrals for the covariances of };.n. It is important that the computational cost increases
linearly (quadratically) in the number of groups G—not the number of assets N—for the expected

value and variance (covariances).
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Numerical Examples. We use two examples, one with two groups and another with ten groups,
to investigate how heterogeneity affects the moments of induced order statistics and the optimal

weights of impact portfolios.

ExamMpLE EC.3. Consider N = 50 assets in a universe divided into two groups: Group 1 with N; =

25 assets and Group 2 with N, = 25 assets. We further assume that
(X, X5 Xo5\ 11D Uy o p-ox- 0,
Group L: <91>’<92>"“’<925 N 0 ) \p-ox-a, (05)? ’
(X6 Xo7 Xs0 ) 1D M} Ug{ p-Ox 'U;
Group 2: (926>’<‘927 T\ Os0 ~N 0)’ P'UX'U; (03)2 ’

where p = 20%, ox = 20%, and parameters py, pu%, o, , and o, take the following five different
setups:

1. Homogeneous F: py = pk =0%, o, =0, =20%;

2. Different Fy: uy = —10%, put =10%, o, =0, =20%;

3. Different Fy: uy = py = 0%, o, =30%, o =10%;

4. Low Green Volatility: uy = —10%, pk =10%, o, =30%, o, = 10%;

5. High Green Volatility: uy = —10%, ui = 10%, o, =10%, o, = 30%.

Here Setup 1 is the homogeneous baseline which implies that (X;,6;)" are IID cross-sectionally.
Setup 2 assumes that Group 2 has a higher expected value (+10%) of impact factors (“green stocks”),
while Group 1 has a negative expected value (—10%, “brown stocks”). The marginal distributions of
0; are the same for both groups. Setup 3 considers two groups with the same marginal distributions
of X; but different marginal distributions of 6;. Setup 4 assumes that green stocks (Group 1) have
a lower variance in residual returns than brown stocks (Group 2), and Setup 5 considers the reverse
case.

Figure shows the expected value, variance, and optimal weights for the two groups of stocks
under these setups using Corollary . First, because the impact factor is positively correlated
with residual returns (p > 0), the optimal weight increases as i increases. Second, the expected value,
variance, and optimal weights are symmetric with respect to the median asset for Setups 1, 2, and 3.

Third, the heterogeneity in cross-sectional distributions can lead to lower optimal weights compared
to the homogeneous case. By comparing Setups 1 and 2, we observe that heterogeneity in the marginal
distribution of X may reduce the magnitude of expected impact returns (Figure ), leading to
lower magnitudes in optimal weights (Figure @) By comparing Setups 1 and 3, we find that
heterogeneity in the marginal distribution of @ may increase the variance of impact returns (Figure
), also resulting in lower magnitudes in optimal weights (Figure @)

Fourth, in contrast to Setup 1, the results of Setups 4 and 5 with heterogeneous return volatility

show different patterns. Taking Setup 4 (Low Green Volatility) as an example, the expected impact
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Figure EC.7 Expectations, variances, and optimal weights for two groups of stocks.

returns for green stocks are lower than the negative expected impact returns for brown stocks (Figure
). In addition, the variances for green stocks are also much lower (Figure EiC.?b), resulting in
higher optimal weights (in absolute value) for green stocks compared to brown stocks (Figure lEC?c)

The patterns are reserved for Setup 5, not surprisingly.

ExamMpLE EC.4. Consider N = 50 assets in a universe divided into ten groups with each group

containing Ny = Ny =--- = N;g =5 assets (Groups 1 to 10, respectively). We further assume that
X, X X5\ 1D M(1)> ( o2 pox .0(1)>>
G 1: ) e ~ N X)) X o ,
ot (5)-(52) - (@) ((5)- oo G
(X Xy X0\ 1D M()?) o% p-Ox 'O’éz)
o (35). () - (02) 22 ((8) - (oo 7))

. [ Xas Xz X0\ 1D ;&0) J§( pox: aéw)
GI"OUI) 10 (946)7<947> 7-.-,(950> N<< 0 9 p'O'X'UéIO) (O_élo))g 9

where p=20%, ox =20%, and parameters u§’ and o’
j=1,2,...,10,

1. Homogeneous F: 1Y) =0%, o5 = 20%:

take the following five different setups. For
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2. Different Fy: u{) = —90% + (j — 1) x 20%, o’ = 20%;

3. Different Fy: p${) = 0%, 0§ =29% — (j — 1) x 2%;

4. Low Green Volatility: u§) = —90% + (j — 1) x 20%, o =29% — (j — 1) x 2%;

5. High Green Volatility: ) = —90% + (j — 1) x 20%, 05 = 11%+ (j — 1) x 2%.

These setups are similar to those in Example @, which represent various scenarios of cross-sectional
heterogeneity. Setup 1 assumes a homogeneous cross-section. Setup 2 assumes that the distributions
of X; are different cross-sectionally, with expected values of —90%, —70%,...,70%,90% for the ten
groups, respectively. Setup 3 assumes that the distributions of 6; are different cross-sectionally, with
idiosyncratic volatilities taking values of 11%, 13%, ..., 27%,29%, respectively. Setup 4 assumes that
greener stocks have lower idiosyncratic volatilities than browner stocks, and Setup 5 considers the
reverse case.

Figure shows the expected value, variance, and optimal weights for the ten groups of stocks
under these setups using Corollary . The results are similar to those for Example in Figure
EC.7. In particular, the cross-sectional heterogeneity leads to lower magnitudes of optimal weights.
In addition, lower volatilities in greener stocks tend to yield higher optimal weights for them. By
comparing Figure with Figure , we can also find that the weights are flatter and closer to
zero around the median asset as more groups are formed (Figure @)

In summary, these results extend the representation theorem to accommodate cross-sectional het-
erogeneity, and the moments and optimal weights can be calculated efficiently, particularly when

assets are divided into several groups.
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Figure EC.8 Expectations, variances, and optimal weights for ten groups of stocks.
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EC.1.4. More Results for General Dependence via Copulas

This appendix is an extension of Section E and provides additional results regarding the influence of

the copula on the impact returns.

EC.1.4.1. Moments of Impact Returns In this part, we study the moments of impact

returns, @)x], under a general dependence structure, C'. As observed in Figures lEC.laJ and lEC.lb,

under the joint normality assumption, the expectation of 0[;.n) increases with the rank of the asset
when the correlation between impact factor and asset returns, p, is positive, and decreases with the
rank when p is negative. To demonstrate that this result holds for a general dependence structure,

we need to generalize the concept of the positivity/negativity of p to a general copula.

DEFINITION EC.3 (STOCHASTIC MONOTONICITY (NELSEN 2007)). A copula C(u,v) is stochas-
tically increasing in u if 2,C(u,v) is a non-increasing function of u € [0, 1] for all v € [0,1], and is
stochastically decreasing in u if 2,C(u,v) is a non-decreasing function of u € [0,1] for all v € [0, 1].

Here, 2,C(u,v) is defined by ()

REMARK EC.2. Let (U, V) be a bivariate random vector with joint distribution function C'. Because
2,C(u,v) is a regular conditional distribution function of C'(u,v) given u (Remark ), we can
define P(V <w|U =u) = 2,C(u,v). Therefore, a stochastically increasing C implies that, for a given
v, P(V <v|U = u) is a non-increasing function of w. In other words, P(V > v|U = u) is a non-
decreasing function of w. This implies that a larger value of U corresponds to a higher probability
that V' also takes a larger value. Similarly, if C' is stochastically decreasing, a larger value of U

corresponds to a higher probability that V takes a lower value.

The concept of stochastic monotonicity in Definition @ generalizes the notion of positiv-
ity /negativity of p for the bivariate normal distribution. A stochastically increasing copula implies a
“positive dependence” in the distribution, indicating that large values of one variable tend to occur
with large values of the other, while a stochastically decreasing copula implies a “negative depen-
dence.” For example, the copula for a bivariate normal distribution (the Gaussian copula, as we
discuss in Section ) is stochastically increasing if p > 0, and stochastically decreasing if p < 0. See
Nelsen (2007, Section 5.2.3) for more discussions.

The following theorem characterizes the relationship between the stochastic monotonicity of the

copula and the monotonicity of odd-order moments of 6};.57 with respect to the rank of the asset.
THEOREM EC.5. Under Assumption , assume that C' is a copula of F'. Then, for any k=0,1,...,

if C(u,v) is stochastically increasing in u, we have:

o (9[215;]1) <E (9[2;;}) <--.<E (%’33@1) )
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and if C(u,v) is stochastically decreasing in u, we have:
E(020) 2B (034) = 2 B (631).

Theorem demonstrates that, the odd-order moments of 0[;.y) increase with ¢ if the copula is
stochastically increasing, and decrease with ¢ if the copula is stochastically decreasing. In particular,
when k£ = 0, this theorem gives the ranking of the expectations of induced order statistics. This implies
that, if an impact investor forms portfolios only based on the expectation of impact returns, she may
put higher weights on assets with higher values of the impact factor (larger i) when the impact factor

has a positive dependence with residual returns. These findings explain our observations in Figures

IEC.1a| and lEC.lH under the joint normality assumption.

EC.1.4.2. Impact Portfolios Under Gumbel Copula In Section of our main paper, we
study the impact returns when the copula is a Clayton copula. In contrast to the Clayton copula,
which characterizes lower tail dependence, the Gumbel copula characterizes upper tail dependence

between X and 6.

DEFINITION EC.4 (GUMBEL CopPULA). The Gumbel copula with parameter v € [1,400) is defined

as an Archimedean copula with generator function
P (u) = (—Inu)?, uwel0,1]. (EC.50)

By replacing the generator function 1/15“ of the Gumbel copula into Proposition H, we can derive
the corresponding distribution of the induced order statistics, @;x] (for brevity, we write the i-th

entry only):

d _
On) = Fp !

exp ( [(qsgu)’—l (iUi;NVi(ani;Nf”) - (mU,,N)W] W)] . (BC51)

where ¢$"(z) = ()7 (z) = exp(—z'/7) for x> 0.1

By taking the limits of () with respect to 7y, we can show that the right-hand side of ()
converges to F, ' (Uy.y) as v increases without bound, and converges to F,, ' (V;) as  approaches 1.
Therefore, like the Clayton copula, the parameter v in the Gumbel copula determines the relative
importance of the order statistics, U;., and the uniform noise, V.

We then construct the optimal impact portfolios under the Gumbel copula using () and
Proposition @ Figure adopts the same parameter configurations as Figure m, except that the
copula is Gumbel rather than Clayton. Like the results for the Clayton copula, assets with higher
impact factors have higher expectations (Figure ), which is consistent with Theorem @,
while the variances do not show monotonicity (Figure ) Assets with higher impact factors
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generally have higher optimal weights (Figure E;C.9c). In addition, as the parameter v increases,
the dispersion of expected residual returns across assets increases (Figure ), and the level of
variance decreases (Figure ) Together, this lead to more dispersed optimal weights for larger

values of v (Figure E;C.9c).
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Figure EC.9 Expectations and variances of §x), and optimal weights assuming a Gumbel copula. The marginal

distribution of 8 is N (0,03) with g =10%. We set N =50 for illustrative purposes.

Figure m also implies an asymmetric distribution of residual returns and optimal weights.
However, compared to the results for the Clayton copula, the asymmetry is reversed—under the
Gumbel copula, the magnitudes of weights for short positions are lower than those for long positions.
This is consistent with the fact that the Gumbel copula characterizes upper tail dependence, meaning
that the dependence between the impact factor and residual returns will be higher for assets with

higher impact factors. As expected, this effect is opposite to the results for the Clayton copula.

EC.1.4.3. Impact Portfolios Under Fundamental Copula [Yang et al, (2006) show that a
bivariate copula can be decomposed into a convex combination of three fundamental copulas and
an indecomposable part. These three fundamental copulas, namely the comonotonicity copula, the

countermonotonicity copula, and the independence copula, are defined as follows.

DEFINITION EC.5 (FUNDAMENTAL COPULAS). The comonotonicity copula, countermonotonicity

copula, and independence copula are defined as:
C*(u,v) =min{u,v}, C (u,v)=max{u-+v—1,0}, C*(u,v)=uw,

for u,v € [0, 1], respectively.

REMARK EC.3. Assume that (U,V) is a bivariate random vector with both U and V uniformly
distributed on (0,1). One can verify that, if U=V, (U, V) follows a comonotonicity copula; if U =
=V, (U,V) follows a countermonotonicity copula; and if U is independent of V', (U, V) follows an
independence copula. Therefore, these three fundamental copulas correspond to three extreme cases:

perfect positive correlation, perfect negative correlation, and independence.
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The following proposition gives the distribution of 8(x; under the three fundamental copulas using

the representation theorem.

ProrosiTiON EC.11. Under Assumption H, if Fix is continuous, the distributions of Oix) are as
follows for the three fundamental copulas:

(a) For the comonotonicity copula, (0j1.n7, 2.1, - - - On:n7) < (01.5,00.x,. .., O0n.N);

(b) For the countermonotonicity copula, (Op.ny,02:n75- - -, 0iv:N]) 4 (On.N,ON_1.Ny -y 01.8);

(¢c) For the independence copula, (0j1.n7,012:n7, - - -, On:n7) 4 (01,0a,...,0N).

Proposition is intuitive. When X and 6 are independent, ranking by X does not affect the
order of 8. If X and 6 are comonotonic, ranking by X is the same as ranking by 6, and if X and @
are countermonotonic, ranking by X is opposite to ranking by 6.

Although the fundamental copulas themselves are too extreme to be directly used in practice, they
offer insights from two perspectives. First, they represent extreme cases of many widely used copulas.
For example, the Gaussian copula converges to the comonotonicity (countermonotonicity) copula as
p approaches +1 (—1), and reduces to an independence copula when p = 0. Second, because any
bivariate copula can be decomposed into a convex combination of the three fundamental copulas
and an indecomposable part (Yang et al. 2006), in practice, we can approximate any dependence
structure between X and 6 by combining the three fundamental copulas and use the representation

theorem to approximate the distribution of 0x;.

EC.1.4.4. Impact Portfolios Under Elliptical Copula The elliptical copula is a generaliza-

tion of the Gaussian copula.

DEFINITION EC.6 (ELLIPTICAL COPULA). The bivariate elliptical copula with generator ¥, and

parameter p € (—1,1) is defined as
Cy, (u,0) =, (U (u), ¥ (v)),

where ¥ is the marginal distribution function of ¥,, and ¥, is the joint distribution function of a

P

bivariate elliptical distribution with density

2+ x5 — 2p1 179

f\pp(u’Uhﬂfz)EC'f( >, T, T2 €ER,

1—p?
where ¢ > 0 is the normalizing constant and function f(z) satisfies f(z) >0 for all z.

REMARK EC.4. Many commonly used copulas are elliptical. For example, when ¥, is the joint
distribution function of a bivariate normal distribution, C\%lp is a Gaussian copula; and when W, is the
joint distribution function of a bivariate t-distribution, C‘%lp is a t-copula. Parameter p characterizes

the strength of dependence between X and 6.
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The following proposition characterizes the distribution of 8x; when the copula is elliptical and

the parameter p takes opposite signs.

ProprosITION EC.12. Consider two sets of IID bivariate random wvectors, (X-(l),é?gl)) and

K2

(ng) 9(2)), i=1,2,...,N. Assume that the marginal distributions of Xi(l) and Xi(Q) are continuous.

3 »7

Denote their copulas and the marginal distributions of ng) by CY9) and Fe(j), respectively, for j=1,2.
. (1 2
Given pe (—1,1), if BN =F?, ¢ = Cy,, and C® = Cy._,, we have:

(1) (1) (1) 4 (p2) (2) (2)

(0[1:N]70[2:N]’ e ’G[N:N]> - (Q[N:N]70[N—1:N]7 e 9[1N]) ’ (EC52)
where (0[(5;)1\/]79[(5;)1\/]7‘“’9[(ij);N]) are the induced order statistics of 99),99), .. .,9%) ranked by
Xl(j),XQ(j),...,X](\{), for 7 =1,2. Furthermore, the optimal weights of maximizing the information
ratio under the two setups, (wi wi?, .. wi),j=1,2, satisfy:

(i, i) o (Wi Wil @), (EC.53)

Proposition implies that, when the dependence structure between X and 6 is elliptical,
reversing the sign of the parameter p leads to a reversal in the distribution of residual returns and
the optimal weights for the N ranked assets. This symmetry, as demonstrated in Figures and
EC.2, highlights that the distribution of residual returns and the optimal weights are symmetric with
respect to +p. In particular, when p is negative, the optimal strategy for maximizing the information
ratio is to go long on the assets with low impact factors, contradicting the goal of impact investing.

Investors face a tradeoff between portfolio performance and impact when p < 0.
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EC.1.5. More Results for General Return Distributions

This appendix is an extension of Section E and provides additional results regarding the influence of

the marginal distribution of residual returns on the impact returns.

EC.1.5.1. Numerical Example for Skewed Returns To validate the theoretical results pre-
sented in Proposition E for skewed distributions, we consider one commonly used skewed distribution

family, the skew-normal distribution (Azzalini and Capitanio 1999), which is defined as follows.

DEFINITION EC.7 (SCALED-SKEW-NORMAL DISTRIBUTION). A random variable 6 follows a
scaled-skew-normal distribution with parameters (o, o) if 0 2oy [S—E(S)]/+/ Var(S), where oy > 0,

the random variable S follows the skew-normal distribution with density function:
fs(x) =2¢(2)®(ax), zeR,

and ¢ and ® are the density function and distribution function of the standard normal distribution,

respectively. We denote this by 6 ~ ScaleSkewNorm(«, o).

Figure @ and Figure are the Q—Q plot and the density function of the scaled-skew-
normal distribution, respectively. The Q—Q plot is asymmetric on both tails for a # 0. Figure
demonstrates that o parameterizes the skewness. The distribution is positively skewed when a > 0,
and negatively skewed when o < 0. When a =0, by definition, it reduces to the normal distribution.

Figure and Figure show the expectations and variances of the induced order statis-
tics, O1x), and Figure shows the optimal weights, with the number of assets N = 50. The
copula is set to be a Gaussian copula with parameter p = 50%, and 6 is scaled-skew-normally dis-
tributed. In particular, Figure demonstrates that, when o > 0 (positively skewed), the optimal
weights are smaller for top-ranking assets, and when a < 0 (negatively skewed), the optimal weights
are smaller for bottom-ranking assets. This finding is consistent with Proposition @

Furthermore, Figure implies that the expectations of 8;x] vary slightly for different «;, but
from Figure , we find that different « leads to a strong dispersion in variances across assets,
and the variances on the more skewed tail are larger. Therefore, the asymmetry of optimal weights

is mainly driven by the dispersion in variance (risk), rather than the expectation.

EC.1.5.2. Impact Portfolios Under Symmetric Returns In practice, practitioners often
use symmetric distributions, such as the normal distribution or the ¢-distribution, to model asset
returns, which implies a skewness of zero. This section studies the distribution of 8 x) and the optimal
impact portfolio construction when the marginal distribution of 6 is symmetric.

The following proposition provides a sufficient condition under which the distribution of 8;x; and

the optimal weights are symmetric, given a symmetrically distributed 6.
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Figure EC.10  Figure and Figure are the Q—Q plot and density function of ScaleSkewNorm(a, og).

Figures are expectations, variances of @xj, and the optimal weights under

Assumption E The copula is Gaussian with parameter p, and the marginal distribution of 0 is

ScaleSkewNorm(a, gg). We set N =50, p=50%, and g9 = 10% for illustrative purposes.

ProrosiTION EC.13. Under Assumption @, assume that both Fx and Fy are continuous functions,

and C is a copula of F with a density. Further assume that Fy is symmetric with respect to pg:
Fo(pg+x)=1—Fy(ug —x), VreR, (EC.54)

and the copula C' of F is radially symmetric:

Clu,v)=u4+v—-14+C(1—-u,1-v), wu,vel0,1]. (EC.55)
Then the induced order statistics, O(x), satisfy:

(Or:ny — o, Op2:n) — pos - - -, Oveny — Ho) < (g — On:nys o — ON—1:N]s - - - o — Op1ng).-
Furthermore, the optimal weights to maximize the information ratio, (wi,ws, ..., wy), satisfy:
(whws,...,wy)" + (W, wi_1,. -, w) " oc2ueX 1,

where X is the covariance matriz of Ox), and 1 is an all-one vector. In particular, if g = 0, we have:

T

(whw,...,wy)" =—(wy, Wy_1,--,w)".
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REMARK EC.5. If the joint distribution of a random vector (U,V') follows a radially symmetric
copula, for any v and v in [0,1], the probabilities of (U, V') being in the regions [0,u] x [0,v] and

[1 —u,1] x [1 —v,1] are always equal. By definition, all elliptical copulas (e.g., the Gaussian copula,
See Appendix EiC.1.4.4) are radially symmetric. See ()

Proposition implies that the distribution of 8x) and the optimal weights are symmetric
with respect to its long and short positions, when both the marginal distribution of 8 is symmetric
and the copula is radially symmetric. The case of joint normality discussed in Section is a
special case of Proposition , and the symmetry of the distribution of 6;x; and the optimal

weights is illustrated in Figures tEC.l‘ and IEC.2‘. However, this symmetry does not hold when 6 is

symmetrically distributed and the copula is not radially symmetric, as shown in Figures m and
for the Clayton and Gumbel copulas.
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EC.2. Empirical Study

In this appendix, we use real data to demonstrate that asset returns and impact factors are both
highly non-normal in practice, and that accounting for general marginal distributions and depen-

dences using our framework can achieve superior impact portfolio performance.

EC.2.1. Data

Our study relies on two types of data: stock returns and Fama-French factor returns, and various
measures of carbon emission for individual companies. The latter is an important subject of interest
in the rapidly growing literature on climate finance (Bolton and Kacperczyk 2021, 2023) as well as
a major component in ESG scores (Péstor et al. 2022).

The measures of carbon emission for individual companies come from the Trucost Environmental
dataset.?®l It includes data for 3,969 US companies from 2005 to 2020, offering one of the most
extensive historical datasets in this domain. Table shows the number of covered companies
each year, in which a sharp increase occurred in 2016 (from 1,066 to 2,894) due to the expansion
in coverage from only large-cap companies before 2016 to more small- and mid-cap companies after

2016.

Table EC.3 The number of covered companies each year.

Year 2005 2006 2007 2008 2009 2010 2011 2012
Number 956 957 953 959 978 966 957 956

Year 2013 2014 2015 2016 2017 2018 2019 2020
Number 1,061 1,085 1,066 2,894 2,928 2,920 2,937 3,286

We use two categories of annual carbon emission measures included in the Trucost Environmental
data: (1) the total level (in tons of CO,) and (2) the intensity (the ratio of total emissions to
revenue). Both (1) and (2) are further classified into three different sources of emissions according
to the Greenhouse Gas Protocol—Scopes 1, 2, and 3.12”) Nearly 100% company—years in our sample
have valid values for all of these measures.l?®! To mitigate the impact of outliers, we follow Bolton
and Kacperczyk (2021) and Lo et al| (2022) to winsorize (2) at the 2.5% level and take the natural
logarithm of (1) to obtain the log level of carbon emission.

We obtain monthly dividend-adjusted return data for US companies from 2006 to 2021 from the
CRSP dataset,/?”! which covers monthly returns for US stocks listed on the NYSE, AMEX, and
NASDAQ. We obtain monthly Fama-French five-factor (Fama and French 2015) data from Kenneth
R. French’s website,®) which includes the time series of the market factor, the size factor (Small

Minus Big, i.e., SMB), the value factor (High Minus Low, i.e., HML), the profitability factor (Robust
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Minus Weak, i.e., RMW), and the investment factor (Conservative Minus Aggressive, i.e., CMA).
The risk-free rate is also provided.

The datasets we use in this appendix are also used by recent studies in this literature (Bolton
and Kacperczyk 2021, Lo et al) 2022, Péstor et al. 2022). In particular, Lo et al| (2022) form green
portfolios using the bivariate normality framework of Lo and Zhang (2023). The framework in this
study allows for much more general distributions of the impact factor and residual returns. The
following sections illustrate how this increased flexibility enables us to better fit real data and achieve

higher risk-adjusted impact returns.

EC.2.2. Distribution of Impact Factor and Residual Returns

Here we demonstrate that the distribution of (X;,6;)" is highly non-normal, which motivates our
framework to allow for general distributions and dependences. We use each measure of carbon emis-
sion as the impact factor, X. The residual return of each stock, 6;, is estimated by a rolling-window
Fama—French five-factor regression using its monthly returns in the previous five years.

For each sample (X;,0;)" in a particular year ¢, X; is the value of the impact factor at the end of
year t — 1 and 6; is the residual return in year ¢.*] The one-year lag of the impact factor, X, is to
make sure that portfolios are constructed using information available in the previous year, because
the impact factors, X, in the Trucost Environmental data are updated annually.

Figure and Figure show histograms and Q—-Q plots (with respect to the standard
normal distribution) for the log levels and intensities of carbon emissions across the three scopes,
respectively. In both figures, each sample corresponds to a company—year. The solid lines in all figures

are the densities and Q—Q plots of normal distributions fitted using the samples.

Figures tEC.ll‘ and lEC.lj reveal that the distributions of neither log carbon emissions nor carbon

intensity follow a normal distribution. The distribution of log carbon emissions deviates from the
normal distribution considerably at both tails. The distribution of carbon intensity departs even
more significantly from the normal distribution.

Figure shows the histogram and Q—Q plot of monthly residual returns, with each sample
corresponding to a company—month. The solid lines represent the density and Q—Q plot of the normal
distribution fitted using the data. The figure demonstrates that the residual returns have much
heavier tails compared to the normal distribution. This is consistent with empirical findings in the
literature; see, for example, Cont (2001).

Table shows the summary statistics for the impact factors, X, and residual returns, 6, includ-
ing the average value, standard deviation, minimum value, 25th percentile, median (50th percentile),
75th percentile, maximum value, skewness, and kurtosis (in excess of the kurtosis of a normal distri-

bution). We also conduct the Kolmogorov-Smirnov (KS) normality test for the marginal distributions
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Figure EC.11 Histograms and Q—Q plots for log levels of carbon emissions. Solid lines are the densities and Q-Q

plots of normal distributions fitted using the samples.

of the impact factor and residual returns. The test statistics and associated p-values are reported in
the last two rows. The results indicate that the null hypothesis of normality is significantly rejected
for all impact factors and residual returns in our sample.

To further confirm that the impact factor and residual returns, (X;,6;)", are not jointly normally
distributed throughout our entire sample period, we perform the Henze—Zirkler test (
@ ) for each month, where each sample corresponds to a company. Figure shows the

monthly time series of the test statistics and p-values.
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Figure EC.12  Histograms and Q-Q plots for carbon emission intensity. Solid lines are the densities and Q-Q

plots of normal distributions fitted using the samples.

We have three observations. First, at a 5% significance level, (X;,60;)" is not normally distributed
for all months in our sample and for all impact factors. Second, the test statistic tends to be higher
when X represents carbon intensity measures compared to when X represents log levels of carbon
emissions. This observation aligns with the findings from Figures and Table ,
which indicate that carbon intensity measures deviate further from the normal distribution than the
log levels of carbon emissions. Third, the test statistic experiences a sharp increase from 2016 to

2017. This can be attributed to the inclusion of small- and mid-cap companies in the dataset after

2016 (see Table )
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Figure EC.13 Histogram and Q—-Q plot for residual returns. Solid lines are the density and Q-Q plot of the

normal distribution fitted using the samples.

Table EC.4 Summary statistics and normality tests for impact factors, X, and residual returns, 6. For X, each

sample corresponds to a company—year; for @, each sample corresponds to a company—month.

Log Carbon Emission Carbon Emission Intensity Residual Return

Scope 1 Scope 2 Scope 3 Scope 1 Scope 2 Scope 3
average 9.92 10.07 11.79 80.47 27.75 131.38 0.24%
std 3.07 2.52 2.45  240.70 28.61 119.38 10.86%
min -2.43 -1.81 -1.19 0.47 1.02 22.43 -353.53%
25th percentile 7.92 8.64 10.19 4.26 8.26 38.94 -4.04%
median 9.91 10.31 11.99 13.87 17.46 87.50 0.04%
75th percentile 11.78 11.76 13.52 29.17 40.36  181.85 4.10%
max 18.86 16.63 19.03 2391.61 177.69 576.48 674.78%
skewness 0.08 -0.49 -0.49 5.38 2.06 1.41 6.25
ex. kurtosis 0.18 0.42 0.68 34.04 5.31 1.32 287.39
KS statistic 0.99 0.99 1.00 0.81 0.92 1.00 0.40
p-value 0.00 0.00 0.00 0.00 0.00 0.00 0.00
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Figure EC.14  Time series of the statistics and p-values of the Henze—Zirkler test.

EC.2.3. Performance of Impact Portfolios

We use both the log levels and intensities of carbon emissions for scopes 1, 2, and 3 to form impact

portfolios, respectively. The negative values of each measure are used as the impact factor, X,
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because lower levels of carbon emissions correspond to greener companies. We consider the following
long/short portfolios.

Equal-Weighted Portfolios. In each year, we simply go long the top 50% of stocks with equal
weights and short the bottom 50% of stocks with equal weights.

Bivariate Normality Portfolios. We assume that the joint normality assumption (Assumption
) holds. If the estimated correlation p > 0, we use the optimal weights given by (g) Otherwise,
we go long the top 50% of stocks with equal weights, and short the bottom 50% of stocks with equal
weights, which reduces to the Equal-Weighted portfolio.

Gaussian Copula Portfolios. We assume that the general assumption (Assumption m) holds with a
Gaussian copula, and Fj is a scaled-t-distribution with parameters (1, 0y). If the estimated parameter
of the Gaussian copula p > 0, we use the optimal weights given by () Otherwise, we go back to the
Equal-Weighted portfolio.

Clayton Copula Portfolios. We assume that the general assumption (Assumption m) holds with a
Clayton copula, and Fj is a scaled-t-distribution with parameters (1, 0p). If the estimated parameter
of the Clayton copula v > 0, we use the optimal weights given by () Otherwise, we go back to the
Equal-Weighted portfolio.

Gumbel Copula Portfolios. We assume that the general assumption (Assumption m) holds with a
Gumbel copula, and Fj is a scaled-t-distribution with parameters (1,0). If the estimated parameter
of the Gumbel copula v > 1, we use the optimal weights given by (B) Otherwise, we go back to the
Equal-Weighted portfolio.

Empirical Portfolios. We assume that the general assumption (Assumption Iﬂ) holds. Both the
copula, C'; and the marginal distribution, Fjy, are estimated nonparametrically using empirical dis-
tributions. %2

Out of these six portfolios, the Equal-Weighted Portfolio and the Bivariate Normality Portfolio
based on the joint normality assumption in Lo and Zhang (2023) serve as baselines. The Gaussian,
Clayton, and Gumbel Copula Portfolios capture more general dependence structures and allow for
heavy-tailed marginal distributions. The Empirical Portfolios are more flexible because they use the
empirical marginal distributions and copulas and avoid choosing between various parametric copulas.

Next, we describe the procedure for estimating the parameters required for constructing the port-
folios described above.*3 For the first five portfolios with parametric copulas, in each month, we
calculate the maximum likelihood estimation of the parameters (for example, the correlation coeffi-
cient for the Bivariate Normality Portfolio, p) using the cross-sectional data, (X;,6,)7,i=1,2,...,N.
Then, for each year, we use the average estimated parameters over the previous five years to construct
portfolios. For Empirical Portfolios, in each year, we use all cross-sectional data over the previous

five years to estimate the empirical marginal distribution and the empirical copula. In addition, after
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determining the optimal weights, for each long/short portfolio, we standardize the optimal weights
by requiring that Zfil |w;| =1 to ensure the same level of leverage across portfolios.

We test the profitability of all strategies from 2011 to 2021.134 Tables and [EC.6 summarize
the performance of portfolios constructed using the log levels and intensities of carbon emissions,
respectively. In particular, we report their annualized raw return (return), standard deviation (std.),
Sharpe ratio (SR), alpha from the Fama-French five-factor model (FF5 «), volatility of residual
returns (o(6,)), information ratio (IR), and annual turnover.®>) Note that we report metrics related
to both raw returns (return, std., and SR) and residual returns (FF5 o, o(6,), and IR).% In addition
to these performance metrics, Figure visualizes the cumulative residual returns for these

portfolios.

Table EC.5  Performance of impact portfolios constructed using the log levels of carbon emissions. All metrics

in this exhibit are annualized.

Equal-Weight Bivariate Normality Gaussian Copula Clayton Copula Gumbel Copula Empirical

Scope 1
return 0.75% 1.03% 15.79% 3.27% 14.75% 15.97%
std. 3.17% 4.54% 18.96% 5.14% 19.16% 18.42%
SR 0.20 0.20 0.83 0.61 0.76 0.86
FF5 1.78% 2.38% 3.61% 2.39% 3.51% 2.85%
o(0p) 2.13% 3.06% 5.41% 3.03% 5.86% 4.47%
IR 0.83 0.78 0.67 0.79 0.60 0.64
turnover 43.99% 41.72% 36.00% 39.12% 96.11% 35.18%

Scope 2
return 0.56% 0.66% 16.01% 1.31% 15.32% 15.79%
std. 3.02% 4.36% 19.05% 4.05% 19.19% 18.49%
SR 0.15 0.12 0.83 0.29 0.79 0.85
FF5 o 1.81% 2.39% 4.09% 1.85% 4.57% 2.88%
a(6p) 1.82% 2.67% 5.89% 2.26% 6.49% 4.60%
1R 0.99 0.89 0.69 0.82 0.70 0.63
turnover 46.16% 50.57% 44.08% 50.27% 97.67% 37.16%

Scope 3
return -0.26% 0.28% 15.28% 0.72% 15.71% 14.96%
std. 2.93% 4.52% 19.43% 4.21% 20.01% 18.78%
SR -0.13 0.04 0.78 0.14 0.78 0.79
FF5 0.73% 1.46% 2.73% 1.15% 4.06% 1.81%
o(0p) 1.73% 2.93% 6.31% 2.60% 7.47% 4.65%
IR 0.42 0.50 0.43 0.44 0.54 0.39
turnover 44.58% 50.56% 43.14% 49.85% 95.03% 36.07%

Table EiC.E) shows that, for impact portfolios constructed using the log levels of carbon emissions,
the Equal-Weighted Portfolio generally underperforms other portfolios in terms of annualized return,
Sharpe ratio, and active « for all three scopes. This illustrates the superiority of our impact investing

theory based on induced order statistics over the traditional Equal-Weighted Portfolio.
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Table EC.6 Performance of impact portfolios constructed using carbon emission intensities. All metrics in this

exhibit are annualized.

Equal-Weight Bivariate Normality Gaussian Copula Clayton Copula Gumbel Copula Empirical

Scope 1
return 0.51% 0.49% 14.94% 5.75% 14.21% 15.73%
std. 2.77% 4.00% 17.22% 5.42% 17.14% 17.50%
SR 0.14 0.09 0.86 1.04 0.82 0.89
FF5 « 0.94% 1.31% 2.12% 2.72% 1.97% 2.02%
o(6,) 2.55% 3.68% 3.40% 3.64% 3.80%  3.57%
IR 0.37 0.36 0.62 0.75 0.52 0.57
turnover 41.95% 45.81% 36.01% 41.23% 96.50% 30.91%

Scope 2
return 0.21% 0.49% 14.78% 5.09% 13.14% 15.44%
std. 2.51% 3.60% 16.57% 4.60% 16.22% 17.17%
SR 0.04 0.10 0.88 1.08 0.80 0.89
FF5 « 1.04% 1.96% 2.70% 2.40% 2.78% 2.12%
o(6,) 2.12% 3.14% 3.69% 3.14% 3.91%  3.32%
IR 0.49 0.62 0.73 0.76 0.71 0.64
turnover 43.01% 45.79% 34.69% 41.14% 102.47% 31.63%

Scope 3
return 0.28% -0.09% 14.60% 3.09% 13.07% 15.50%
std. 2.90% 3.34% 17.10% 3.97% 18.08% 17.33%
SR 0.06 -0.06 0.85 0.75 0.72 0.89
FF5 « 0.86% 1.39% 2.70% 1.88% 2.71% 1.94%
o(6,) 2.63% 2.89% 3.97% 3.42% 516%  3.97%
IR 0.33 0.48 0.68 0.55 0.52 0.49
turnover 39.57% 48.91% 38.91% 46.08% 100.12% 27.76%

Table also demonstrates that, when using the log levels of carbon emissions, the Gaussian
Copula, Clayton Copula, Gumbel Copula, and Empirical Portfolios outperform the Bivariate Nor-
mality Portfolio in many cases in terms of annualized return, Sharpe ratio, and active a.. This suggests
that extending Lo and Zhang’s (2023) joint normality assumption (Assumption ) to a general
distribution assumption (Assumption Iﬂ) may lead to higher risk-adjusted returns. However, we also
acknowledge that in many cases, the Bivariate Normality Portfolio can achieve similar or higher
information ratios compared to other portfolios. This can be attributed to the fact that the log levels
of carbon emissions do not deviate from the normal distribution strongly enough (see Figure ),
and there, non-normal portfolios may not consistently improve performance.

On the other hand, when considering the performance of impact portfolios constructed using carbon
intensity measures in Table @, we find that the Gaussian Copula, Clayton Copula, Gumbel Copula,
and Empirical Portfolios consistently and strongly outperform the Equal-Weighted Portfolio and the
Bivariate Normality Portfolio in terms of annualized return, Sharpe Ratio, active o, and information
ratio. For example, for Scope 1, the Equal-Weighted Portfolio and the Bivariate Normality Portfolio
earn information ratios of 0.37 and 0.36, respectively, while the Gaussian Copula, Clayton Copula,

Gumbel Copula, and Empirical Portfolios earn 0.62, 0.75, 0.52, and 0.57, respectively.
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Figure EC.15 Cumulative residual returns for impact portfolios.

It is also worth noting that the Empirical Portfolio generally outperforms the Equal-Weighted
Portfolio and the Bivariate Normality Portfolio in terms of the active a and information ratio, and has
a competitive—but not necessarily better—performance compared to the Gaussian Copula, Clayton
Copula, and Gumbel Copula Portfolios. Using empirical distributions does eliminate the need to
choose a specific type of parametric copula, which is a desired property in practice. But we would also
like to point out that it requires more data to estimate these nonparametric distributions well. In this
sense, using specific parametric forms of copula can be regarded as a way to regularize nonparametric
estimations especially when data is scarce. In practice, investors should weigh the pros and cons of
nonparametric and parametric methods given the amount of data available in the specific application.

Overall, by allowing for a more flexible distributional assumption in our framework, impact

investors can achieve much improved risk-adjusted returns. As Figure , Table , and Fig-
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ure demonstrate, the carbon intensity measures strongly deviate from a normal distribution.
Although the marginal distribution of X does not affect the distribution of induced order statistics
given the copula (see Theorem E), it does affect the empirical estimation of the dependence between

X and 0. In particular, when X significantly deviates from the normal distribution, the framework

of tLo and Zhangj (l2023‘) is inadequate in describing this dependence using a single correlation p of

the bivariate normal distribution. As a result, the portfolios constructed using the framework in this
article are able to outperform significantly.

In summary, our empirical study demonstrates that, by extending the joint normality assumption
to the general case (Assumption m), impact investors can achieve higher profits, excess returns, Sharpe
ratios, and information ratios, especially when the impact factor and residual returns deviate from
the normal distribution significantly. This underscores the effectiveness of our general framework in
practice.

Our empirical analysis is related to the growing literature on measuring the association between
, l2023‘) and lBolton et al.‘ (I2022‘) find

that higher stock returns and lower P/E and market-to-book ratios are associated with higher levels

asset returns and sustainability. tBolton and Kacperczyk (l2021

and growth rates of carbon emissions, both in the US and internationally. On the other hand, several

studies find the opposite results. |Gérgen et al.| (}2020‘) find an insignificantly negative carbon premium

when they combine multiple carbon emission-related measures; bheema—Fox et al. (l2021‘) find that

a portfolio going long in low-carbon intensity sectors and shorting high-carbon sectors delivered a

positive alpha; IAswani et al. (l2024l) show that IBolton and Kacperczyk’s (lZOQl‘) carbon premiums

disappear after accounting for disclosed versus estimated emissions; Ehané () finds that

land Kacperczyk"s (lZOQl‘) carbon premiums arise from the forward-looking sales information contained

in emissions instead of the carbon risk premium. In the related literature on ESG investing, several
studies find neutral or positive performance for green portfolios (lBerg et al. l2021, t[;indsey et al.‘ l2021‘,
tPéstor et al.‘ l2021‘). lPéstor et al.‘ (l2022‘) and IArdia et al.‘ (l2023‘) further show that the high returns

for green assets in recent years reflect unexpectedly strong increases in environmental concerns, not

high expected returns.
Our empirical findings are generally consistent with this literature, but may appear at odds with

the findings of IBolton and Kacperczyk (l2021

, l2023‘) in the US market. We provide several remarks

on this difference. First and foremost, the focus of our empirical study is primarily to demonstrate
the applicability of our portfolio construction framework using induced order statistics given a mea-
, l2023‘) and IPéustor et al.‘ (l2021
) focus on estimating the carbon risk premium and greenium in equilibrium using very different

sure of impact, while studies such as IBolton and Kacperczyk‘ (l2021

’

methodologies. For example, lBolton and Kacperczyk (bOQl, IZOQS‘) perform panel regressions of indi-

vidual asset returns on carbon emission measures and a suite of control variables. We use a rolling
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window to estimate the dependence between returns and the impact factor, which can be regarded
as a simple estimate of the dependence between the expected return and the impact factor next year.

In principle, one can apply our framework to more sophisticated estimates of expected returns, such

as the equilibrium model of tPéstor et al.‘ (l2021‘), or those in the literature on robust portfolio with
, tKan and Zhoul IZOOﬂ, IDeMiguel et al.| l2009, IKan et al.‘ l2022‘).

However, exploring different estimates of the expected return is beyond the scope of this paper and

parameter uncertainty (borionl |1986

is left as future work.

Second, both |Aswani et al.‘ (l2024l) and Zhan () find that the previously documented carbon

premium can be explained, at least partially, by either estimation bias in emissions or forward-looking
sales information contained in emissions.

Third, our results are consistent with (), who find a significant greenium in the US
market for a much wider set of non-carbon environmental measures, including water consumption,

waste disposal, land and water pollution, etc.

Finally, our results are in fact also consistent with tPéstor et al.’s (l2022‘) empirical findings in a

similar time period. i;o et al. () use the same dataset as ours and find that a significant portion

of the realized greenium in the US market over the past decade can be explained by the unexpected

increase in climate concerns. This is consistent with IPéstor et a1.|’s (l2022‘) findings and offers another

way to reconcile our results with lBolton and Kacperczylﬂ’s (l2021‘) carbon premium.
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EC.3. Lemmas and Proofs
EC.3.1. Lemmas

LEMMA EC.1. Let C(u,v) be a copula. Then, the partial Dini derivatives Dy C(u,v) and Dy C(u,v)
defined by () are non-decreasing with respect to v for any u € (0,1).

Proof of Lemma . Because C'is a copula, for any v; < ve and h >0, we have C(u+ h,v;) —
C(u,v1) < C(u+ h,vy) — C(u,vy). Taking the limit superiors of both sides proves the result for
D{ C(u,v). Similar arguments apply to Dy C(u,v). O

LemMA EC.2. Given a distribution function f : R — [0,1], define f(w) =inf{v: f(v) > w,v € Ry}
for we[0,1]. Then, we have:

(i) For any w e [0,1], Fy ' o f~H(w) =F; ' o f~H(w);

(ii) For any v € Ry, {w: i_l(w) <vl={w:w< f(v)}.

Proof of Lemma , By definition, f~'(w) > f~Y(w). If £~ (w) > f~H(w), we have f~(w) ¢
Ry. Therefore, there must exist d € Ay such that f~1(w ) ( p(d7), Fp(d)), where Ay is the set
of discontinuity points of Fy. Then, by Definition =

fH(w) = Fy(d) and, therefore, F; ' o f~'(w) = d. This proves Part (H) Part B can be verified by
the definition of f~'(w) and the right continuity of f. [

w) = d. In addition, we have

LEMMA EC.3. Let C(u,v) be a copula. For any fired 0 <a<b<1 and fized v € [0,1], define

. v) = Z:—ZC(a,v)—l—ZiZC’(b,v), u € (a,b),
" (u,v) {C(u,v), ué (a,b).

Then, if C(u,v) is a concave function of u, C*(u,v) is also a concave function of u.

Proof of Lemma . We omit the proof because one can easily verify this by the definition of
a concave function. [

LEMMA EC.4. Let Wi.xy < Wo.ny <--- < Whx.ny be the order statistics of Wi, Wy, ..., Wy Y Fy with

density function fw . Then, the density of Wi.n is:

<—1>]'Ev—>' fw ) Ew @)L= Fw ()]

and the joint density of (Wi,.n, Wiy:n, s W) 48:

fwin (@)=

N!
D a D i
[Fw ()] fw () [Fw (w2) — Fa (21)]2 77 fw (22)

o [1 - FW(xm)]Niime(xm) : 1{w1<x2<~-<wm}a

fW NW7,2 NA...,Wim:N('xl?‘,BQ?‘“"rm)_(

f07’1§11<22<<1m§N
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Proof of Lemma . See David and Nagaraja (2004, Section 2). O

LEMMA EC.5. LetY,.y < Yoy <--- < Yn.n be the order statistics of Y1,Ys, ..., Yy IE)./\/‘(0, 1). Then,
foranyi,j=1,2,..., N, we have:
(i) E(Yin) = —E(Yni1-in);
(i) Cov(Yin,Yjn)=Cov(Yni1jn, YNi1-in);
(iii) @' (5E) <E(Yin) < @71 (4), where @ is the distribution function of N'(0,1);
(iv) Cov(Yn,Yj.n) > 0;
(v) Cov (YN S Yk:N) =1 - Var(Yi.y).

Proof of Lemma EC.5. Part () and Part (H) are direct corollaries of Lemma . Part () is
shown in David and Nagaraja (2004, Section 4.5). Part (E) is shown in Bickel (1967, Theorem 2.1).
For Part (H), note that

Cov (Y;:szykzN> = Cov < i N,ZYk N> Var )

k#i
N
=Cov (YNZYk> — Var(Y, Zcov (Yin,Yi) — Var(Yiy) =1 — Var(Yi.y ),
k=1 k=1

where the last equation uses Cov(Y;.y,Y;) = + (Wang et al. 1996, Theorem 1). O

LEMMA EC.6. Let Yi.ny < Yon <--- <Yn.y be the order statistics of Y1,Ys,..., YN £ N(0,1).

Sequence 1 <i;(N) <iy(N) < N satisfies that, as N — 400, i1(N)/N — & and is(N)/N — & with

constants & and & such that 0 <& <& <1. Then:
2 ) En)]

(i) iy oo —25 S = (& — _1(52) ( _1(52))) - (fl—@_l(fl)so(q)_l(fl))){
§

- T2 oy i o(@7H(&) — (@M (&), 2505 or& 205,
1 e % —
(i) Nms N 20(0) — (27 (&) —@(P7(&)), & <05<Ey
ig(N)
(iii) thﬁmw P(®7'(&)) — (@7 (&),

where ® and ¢ are the distribution function and density function of N'(0,1), respectively.

Proof of Lemma . We first prove Part (H) By Part () of Lemma , E(Y:.n) satisfies
ot (%) <E(Y.n) <! (ﬁ) Further note that ®! (%) >0 when i > N/2, and ! (ﬁ) <0
when i < N/2. Hence, as N — +o0,

ig(N)
Zi;l(N) [E(Yirl\fﬂz Zil(N)<i<i2(N),i<N/2 [E(Yi:N)]Q Zil(N)gigig(N),i>N/2 [E(Yirl\fﬂz

N - N - N |
< i wzizisw.icn2l @ O n iy <icipn.isny2l @ ()]
= N N
&2 el [T (€
o [T oPa = [ s
&1 —1(&)

(&) (PTH&)) + 2T (&) (PN 4)) + & — &,
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Eil(N)gigz'Q(N),igN/z[‘1’71((1'—1)/1\7)} d Z¢1<N)§igi2(1v),i>zv/2[‘1’71(1‘/1\7)}
N N

2 2
where the limit holds because an are
both Riemann sums. The same lower bound can also be obtained, and thus, Part () holds. Using

similar approaches, we can show that

ZQ(N) —1 —1
2\ E(Y;. I3 w1 7 (&2) 7 (&2)
Limutn B N)|—>/ 197! (g)|dg —=—=2 (‘”/ !x\so(x)dx:/ 2l g,

N & o-1(6) o-1(g) V2T
and
12(N) —1 —1
2\ E(Y,.n &2 w1 @7 (€2) 27" (€2)
iz EA )—> d'(q)dg =2 W / asgo(x)da::/ L ety
N & o=1(¢1) o-1(gy) V2T

as N — 4o0. Calculating the integrals completes the proofs of Parts (H) and () O

LEMMA EC.7. For an N x N matriz S = (S;;)1;—,, the smallest and largest eigenvalues of S,
Amin(S) and Apax(S), have the following bounds respectively:
(1) Amin(S) >min,—1o N [Si‘ - Z#i 1S5
(i) Amax(S) <max;_i1_ x5 5],
Proof of Lemma , This is a corollary of the Gershgorin circle theorem, which states that for
any eigenvalue \ of S, there exists ¢ with 1 <i < N such that |\ — S| < Z#i |Si;. See, for example,
Horn and Johnson (2012, Theorem 6.1.1). [

LEmMA EC.8. Denote by Op.ny e, O2:nes - - > Oveny e the induced order statistics of 614,05, .., 0Ny
ranked by X1z, Xog, ..., Xne. Under Assumption , the expectation of O;.n, is:

E(0pi:n,t) = E[E(Oji:ny.elpe)] = 00 - - E(Yin) + po- (EC.56)

The variance of 0. Ny is:

Var(0;.ny,¢) = E[Var(0.n.¢| o)) + Var[E(Op.n.] pe)], (EC.57)

where
E[Var(0:.n1.4|p)] = 0 - [1 = (7* + o) + (p° + 03) - Var(Yi.n )], (EC.58)
VarlE(8nlon)] = 02 - 02 - [B(Yi ). (EC.59)

The covariance between Op.n) ¢ and Op.n,e 1s:

Cov (Opisn b, Opjsn,e) = E[Cov (Ol es O eloe)] + CovIEOpny el pe), E(Opyny el oe)], (EC.60)
where

E[COV(Q[i:N],h e[j:N],t’pt)] = O-S ' (ﬁg + 0-,2)) : COV(K:Na }/j:N)’ (ECGl)

Cov[E(0in1 e |pe)s E(Oen el o)) = 05 - 05 - B(Yiw) - E(Yjon)- (EC.62)

Here,1,j=1,2,....N and i # j; Yi.n < Yo.n <--- <Yn.ny are the order statistics of Y1,Ya, ..., YNy ~
N(0,1).
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Proof of Lemma Given p;, using Proposition EiC.4, we have

E(e[i:N],t‘pt) =0¢ " Pt 'E(Yi:N) + Ly,
Var(0jiny lpe) = 0 - (1= p} + p} - Var(Yin)),
Cov(Opi:ny,es 051t pe) = og - p? - Cov(Yin, Yin).

Then (EiC.5a), (E/CE) %), and (E/Cfid) hold by the law of iterated expectation, the law of total variance,

and the law of total covariance, respectively. [

LEMMA EC.9. Under Assumption , we have:

pP—p
E(@in) = 05 —2—P B(Yix) + 1o, EC.63
( [ N]) o m ( N) Ko ( )
2
Var(fi.n) = 03 - (1_ (lf’_ ;’i + (f_ ;’i Var(nN)>, (EC.64)

COV(Q[i:N]ae[j:N]) - 0'3 . <p9 + (p_;)) N COV(K:N; }/;N)) ) (ECG5)

for i,5 =1,2,....N and i # j. Here, Yi.n < Yoy < --- < Yn.y are the order statistics of
}/17}/27 . YN I;PN(O ]-)

Proof of Lemma . See Lee and Viana ({1999, Corollary 2.1). O

EC.3.2. Proofs for Section E

wTu

VT sw’
, and one can directly check that BIR =0 if and only if w oc X~ . For

Proof of Proposition Ij For investors to maximize the information ratio, let IR(w) =

81R (wTEw)-uf(pr,)-Zw
Then ERESTAE

investors to maximize the mean—variance utility, let U(w)=w"p — f'wTZ'w Then = 1 — AXw,

and thus 22 =0 if and only if w =1+Y "'y oc X', When w o X', we have IR: \/% =
\/% v/ "X~ . This completes the proof. [

EC.3.3. Proofs for Section E

Proof of Theorem @ This is a corollary of Theorem @ O

Proof of Theorem @ We first prove “if” followed by the proof for “only if.” According to the
footnote at the end of Definition m, we have Ry = Udea, (Fx(d7), Fx(d)).

Proof of “if.” The proof of “if” includes five main steps.

First, we calculate 2,C (u,v) on Ry X Ry. For any d € Ay and u € (Fx(d~), Fx(d)), the linearly
interpolating property implies that the partial right upper Dini derivative of C'(u, v) given by ()
satisfies Df C/(u,v) = S CEX( )0) for 4 ¢ Ry, This allows us to study Z;C (u,v).

Fx(d)—Fx(d—)

Let A= {v € Ry:36 > 0 such that Ry N (v,v + &) = 0}. For any v € Ry\ A, there should exist

a sequence {v,}> such that v, € Ry, v, > v, and lim,_,, v, = v. In addition, Lemma
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demonstrates that Dy C'(u,v) is non-decreasing with respect to v. Hence, for any u € (Fx (d~), Fx(d))

and v € Ry\ A, we have

2,C(u,v) = ;r>1£ D C(u,y) = nEIPoo D C(u,v,)

iy O@x(d).0,) = C(Fx(d),va) _ C(Fx(d),v) = C(Fx(d"),v)
n=4o0 Fx(d) — Fx(d) Fx(d) — Fx(d™)

, (EC.66)

where the last equality holds because of the continuity of C' (Nelsen 2007, Theorem 2.2.4).
For any v € A, Fang et al. (2020, Theorem 2.1) demonstrate that, there exists a set B, with

Lebesgue measure 0 such that 2,C(u,v) = 2% (u,v) for u € [0,1]\B,. In addition, by definition, there

are at most countably infinite elements in A. Therefore, £y =], ., B, has a Lebesgue measure 0,

and 2,C(u,v) = %% (u,v) for any u € [0,1]\E; and v € A. Hence, () holds for any d € Ay,
(AS (Fx(d_), Fx(d))\El and v € ﬁg.

Second, we define 2,C(u,v) : [0,1] x R — [0,1] as follows:

C(Fx (d),v)—C(Fx(d™),v) _
910(u7v): XFX(d)—Fx(;{*) , ’U,—Fx(d),deAx,"l}ER, (ECG?)
2,C(u,v), otherwise,

and build a relationship between functions 2,C(u,v) and Z,C(u,v). For any d € Ax, u €
(Fx(d™), Fx(d))\E, and v € Ry, we have

IC (Fx(Fx'(u)),v) = %C (Fx(d),v) = C(Fx(d),v) - C’(FX(;Z‘),U)

Fx(d) — Fx(d- =2C(u,v), (EC.68)

where the three equalities hold because of Fx (Fx'(u)) = Fx(d) (by Definition ), (), and
(), respectively. Meanwhile, for any u ¢ (UdeAx [FX(d*),FX(d)D U E; and v € Ry, we have

PC (Fx(Fx'(u)),v) = 2.C (u,v) = 2,C(u,v), (EC.69)

where the two equalities hold because of Fx (Fx'(u))=wu (by Definition ) and (), respec-
tively. Therefore, by combining (lECGg) and (tEC.6d), we have

NC (Fx(Fi'(u),v) = 2:C(u,v), u€[0,1]\Ea,v € Ry, (EC.70)

where Ey = By U{Fx(d):d€ Ax}U{Fx(d™):d € Ax}, which has a Lebesgue measure 0.
Third, we define

Glu,w)=F; o gu(w), Gu(w)=inf{v: 2,C(u,v) >w,v e Ry}, (EC.71)
and build a relationship between §(u,w) and g(u,w). Let

g(u,w)=F; ! og (w), g (w)=inf{v:2C(u,v)>w,ve Ro}. (EC.72)
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Thus, by (), we have gFX(F;(u))(w) =g (w) and, therefore, G(Fx(Fx'(u)),w) = g(u,w), when
u € [0,1]\E> and w € [0,1]. In addition, because v — 2,C(u,v) is a distribution function (see

Remark ), Part (H) of Lemma implies that g (w) = g.(w) and, therefore, g(u, w) = g(u,w)

for any u € [0,1] and w € [0, 1]. Hence,
g (FX(Fgl(u)),w) =g(u,w), ue€l0,1]\Ey,w e |0,1]. (EC.73)

Fourth, we prove that (X;,6;) = (F<'(Uy), g(Fx (Fx'(U)),Vi)). For any z,y € [0,1], the indepen-
dence between U; and V; implies that

Fx (x)
_ / P (§(Fx (F5'(w), Vi) <) du. (EC.74)
0
Furthermore, by the definition of § in ( ) and Part (H of Lemma , we have

/OFX(I) P(§(Fx (F5'(w), Vi) < y) du = / R (try g () < o)

_ / " (Vi < 210(Fx (Fg (), Fotw) ) du. (EC.75)
By combining (lEC.?d), (IEC.74J), (IEC.75‘), and Remark [EC.1, we have

Fx (z) 5
P(F'(U) <@, g(Fx (Fx ' (U:), Vi) <y) = /O P (V; < H1C(Px(Fx'(u)), Fuly)) ) du
Fx (x)
= / P C(u, Fy(y))du = C(Fx (), Fy(y)) =P(X; <,0, <y).

Therefore, (X;,6;) < (Fx'(U), 3(Fx(Fx'(U)), V7).
Fifth, we prove that
(Orngs - Oivew) = (3(Fx (Fic (Unn)), Va), -, G(Fx (Fic (Unen)), Viv)) (EC.76)
Let H; = F'(U;) and W, = §(Fx (Fx'(U))), Vi) = §(Fx (H;),V;), then by the fourth step, we have
(Bt Oiveny) = Wity Wineny ) (EC.77)
where {W;.n1}iv, are induced order statistics of {W;}Y | ranked by {H,}._,. We claim that
(Wints - Winew) = (3(Fx (Hin), VA, - G(Fx (Hyon), Viv)) - (EC.78)
To prove this claim, taking the case of H; <--- < Hy as an example, we have
P(Wan <@1,. .o, Wiven <@y, Hy < -+ < Hy)
Wy <zy,...,Wy<ay,H; <---<Hy)
(G(Fx (Fx'(Un), Vi) S a1, §(Fx (P H(Un)), Vi) S 2w, FyH(Un) < - < F'(Un)
1

1
:/0 /O 1{§<Fx<Fgl<u1>),w1)Sx1 ..... G(Fx (Fxt(un)wy)<zn}
{F;1(u1)§4,ISF§1(uN)}du1 <~ dundw; - - -dwy. (EC.79)
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In addition,
P(g(Fx(Hin), Vi) <a1,...,g(Fx(Hy.n),Vv) <an,H; <--- < Hy)
=P ( §(FX KH(O), Vi) S, g(Fx (FH(Un)), Vi) <@y, FxH(Uy) < -+ < FY(Uy))

1 duq -+ - duydw; - - - dwy, (EC.80)

{(Fgt(up)<<Ft(un)}

which is equal to () The arguments above hold for any ordering of Hy,..., Hy. Taking the

summation over all orderings, we obtain
P (W[I:N] <z, Wi < l’N) =P(g(Fx(Hi.n),V1)<a1,...,0(Fx(Hy.n),VN) <znN),

which proves the claim. In addition, because Hy.y = Fx'(Us.n), by combining (m) and (M),
we have () holds.

Finally, combining (tElC?j) and (lEC?d) proves (@)

Proof of “only if.” Let C be a copula of F' linearly interpolating on ﬁ; x Ry. We aim to prove
that C'=C on [0,1] x Ry. Let

g(u,w) EFQ_I o gy (w), (EC.81)

where gu( ) is the inverse function of v +— .@ﬁi’(u,v). Based on the result of Part “if,” we have
O N] J(Un.n, V). Furthermore, because () holds, we have Oy.n 4 9(Un.n, V) and, therefore,
Id(Un.ns V) :g(UN;N,VN). Note that for any y € R, by Lemma EiC.éL,

1 1
IED(fJ(UJ\/:J\r,Vz\r)Sy)—/ P(Q(%VN)S?/)NUNldu—/ P (gu(V) < Fy(y)) Nu™"'du
0 0
1 1
:/ IP’(VNS.Qlé(u,FG(y))) NuN_ldu:/ 2.C(u, Fy(y))Nu™~tdu,
0 0

and similarly, P (¢(Un.x,Vn) <y) = fol 2,C(u, Fp(y)) Nu™~'du. Therefore,
0=P(§(Un:n,VN) <y) =P(g(Un:n, Viv) <)
1
/ C(u, Fy(y)) — @1C(U,F9(y))} NuN~"'du

holds for any N > 1. Hence,
1
/ [@1é(u, Foly)) — Z:Cu, Fg(y))} WNdu=0, VYN >0. (EC.82)
0

Because both 2,C' and 2,C are regular conditional distribution functions (Remark EiC.l), for any
y €R, hy(u) = 2,C(u, Fy(y)) — Z1C(u, Fy(y)) is Lebesgue measurable and bounded. Hence, h,(u) €
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L?[0,1]. In addition, () implies that h,(u) is orthogonal to all polynomials, which are dense in
L?]0,1]. Therefore, by the property of the L? space, h,(u) =0 almost everywhere for u € [0,1]. In
other words, for any y € R,

2.C(u, Fy(y)) = Z.C(u, Fy(y)), almost everywhere, u € [0,1].

For any a € [0,1], by integrating the equation above with respect to u from 0 to a, according to
Remark , we have C(a, Fy(y)) = C(a, Fy(y)). Hence, C' = C holds on [0,1] x Ry, where Ry is
the range of Fy. The continuity of copula (Nelsen 2007, Theorem 2.2.4) further implies that C' = C
holds on [0, 1] x Rg. This completes the proof. [

Proof of Proposition @ This is a corollary of Theorem @ given Lemma . O

Proof of Theorem B This is a corollary of Theorem @ O

Proof of Theorem . We first prove “if” followed by the proof for “only if.” For notational sim-
plicity, we abbreviate i, (N) as iy.

Proof of “if.” According to Theorem @ and Lemma , for any fixed x1,...,x,,, we have

21N]<$17 ae[z ]<$m)_P(g(U11N>V )<$17'~'79(Uim:Na‘/im)§xm)

/ / / (Guy (Vi) S Fo(1), -, Gum (Vi) < Fo(am))

(g —uy)27 1 (1 =y ) VI N
(iy — D(g — iy — 1)1 (N — i)

_/01.../0u3 /ouz,f[l%c(uk,%(xk»

u?*l(ug—ul)iQ‘“‘l~~~(1—um)N_imN!
(’il—l) (i2—i1—1) (N—i )'

/ n U P )i s =)

uz — up)B32 7 (1 — )N M N
‘gglc(uk,Fe(xk))' ((12 - 1))!(1'3 — Gy — :E)!'“(]\)f—im)!

du,dug - - - duyy,

dudug - - - dugy,

dus - - - du,y,. (EC.83)

Now we study the integral in the square brackets in the equation above. We have

D,C(uy, Fy(x ))uil*l(u —qy )2t (> —1)! du
0 1 1,46 1 1 2 1 (11—1)!(22—i1—1)! 1
1 .
U =u i — . . -1
STt g 1/ DC(ugt, Fp(xy) )t (1 — )27t (iz = 1)t dt. (EC.84)
0 (i1 = D!z =21 = 1)!
Let by (t) =t171(1 — t)"Q_il_l%, which is the density of a beta distribution. Then, we

have fo by(t)dt =1, and by(t) increases with ¢ when ¢ € [0, Z;;] and decreases when t € [2—:;, 1].

Let t* = ? which satisfies that limy_, | o l—:l =t*. Because 2,C(u,v) is continuous with respect to

w on [0,1], it is also uniformly continuous. Thus, for any ¢ > 0, there exists § > 0 (which does not
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depend on ug,...,u,,) such that |2,C(ust, Fp(x1)) — Z1C(uat*, Fy(x1))| < € for any us € [0,1] and
|t —t*| <. Therefore,

(i — 1)!
(i — 1)(ia — i, —1)!

< / | D2C (gt Fy (1)) — DrC(unt™, Fyla1))| b (£)dt

dt — .@10(U2t*, Fg(ﬂfl))

1
/ D1 C(ugt, Fy(x,))t" (1 — )27t
0
1

t* =5 t*+6 1
:/ ---dt+/ ---dt+/ odt = (1) + (1) + (II), (EC.85)
0 t t* 40

*—5
Term (1) satisfies that (I) < 2 [ by (t)dt < 2(t* — 6)bn(t* — 5) < 2by(t* — §) when N is suffi
ciently large because of 0 < 2,C <1 (Remark @) and the monotonicity of by(t). We claim that
limy o by (t* —0) = 0. To prove this claim, let us consider a random variable 7y following the beta
distribution with density by (t). For any 7 > 0, by Chebyshev’s inequality, we have P(|ny — t*| >
7) < Pl —Blpw)| > 7/2) + B(E(x) — £°] > 7/2) < Var(n)/(7/2)° + P(E(ny) — 1 > 7/2). Tt i
straightforward to show that Var(ny) — 0 and E(ny) — t* as N — 400 and, therefore, P(|ny —t*| >
7) — 0, implying that 1y converges to t* in probability. This demonstrates the claim, which implies
that (I) - 0 as N — 4o0. Similarly, we have (IIT) — 0. Term (II) satisfies that (II) < sfti*j; by (t)dt <
€ fol by (t)dt = e. Therefore, () is less than 2e when N is sufficiently large, and we can estimate

(EC.84) by
(2,C (ust*, Fy(x1)) — 2e)u2™" <

/11,2@0( Fy(z1)) irl( )i (ig — 1)!
o uy, Fo(x1))uy (U2 —uy (iy — D(ip — 4 — 1)!

<(21C(ust”, Fy(1)) +2e)us™ .

dU1

Using similar approaches above, we can deductively derive similar bounds for the iterated integrals

in () and conclude that () converges to [, 21C(&, Fp(x1)) as N increases without

bound thanks to the arbitrariness of €. In addition, we also have

P(g(gla V&) < T1y--- 7g(€m)vm) < xm) = P(gfl (‘/1) < Fg(w1)7 o Jgﬁm(vm) < FQ(xm))
:P(‘/l < -@10(£1¢F0(x1))7 oy Vin < glc(gma Fg(l’m))) = H 910(£k7F9(xk))
k=1
Therefore, we prove (Iﬁ)

Proof of “only if.” Let C be a copula of F linearly interpolating on ﬁfx X Ry. We aim to
prove that C'=C on [0,1] X Ry. Let §(u,v) be defined by () Based on the result of Part
“if,” we have 0};, (nv).n 4 (&, Vi) for any k=1,2,...,m. Furthermore, because (@) holds, we have
Oy, ()N ig(ﬁk, Vi.). Therefore, g(&x, Vi) ig(fk, Vi). Note that for any y € R,

P(9(&ks Vi) <y) =P (Ge, (Vi) < Fo(y)) =P (Vk < 2,C(&, Fe(?/))) = C (&, Fo(y)),
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and similarly, we have P (g(&, Vi) <y) = 2.C (&, Fo(y)). Therefore, because of the arbitrariness of
&L €(0,1), for any y € R, we have

DC (&, Fo(y)) = DC(& Fo(y)), Ve €(0,1).

For any a € [0,1], by integrating the equation above with respect to &, from 0 to a, according to
Remark , we have C(a, Fy(y)) = C(a, Fy(y)). Hence, C' = C holds on [0,1] x Ry, where Ry is
the range of Fy. The continuity of copula (Nelsen 2007, Theorem 2.2.4) further implies that C' = C
holds on [0,1] x Ry. This completes the proof. [

EC.3.4. Proofs for Section E

Proof of Proposition E This is a corollary of Theorem @ because of the mixture function
gu,w)=F; o® (p®~'(u) + /1= p*@~*(w)) and the fact that ®~(U) follows N'(0,1) if U follows
Uniform(0,1). O

Proof of Proposition . This is a corollary of Theorem @, and the proof is similar to the proof of
Proposition @ U

Proof of Proposition B This is a corollary of Theorem @ because of the mixture function g(u,w) =

Filog[¢ ! [¢o9 () w] -7 (w)]. O

EC.3.5. Proofs for Section E
E[Q(pe () +/1-022) ]

Proof of Proposition B By (@), we have w%*(§) = a[2( v 77)] where Z ~ N(0,1)

and Q(z) = Q3™ (x) is given by (@) Thus, we need to study the first two moments of

Q(p2(&) + VI~ PZ).

For notational simplicity, let s = ®~1(£). The expectation is

E {Q (ps + MZH
= —22/2

+oo —x2/2 -
_ 5 € \/1-p2 ( 5 (&
a/_ . (ps+\/1 pw) mderb/_oo ps+4/1 px)im dz

=aps+ (b—a) [;mb(%)- 1—p2tp<\/%>]y

where ¢ is the density of A(0,1). Therefore, we have
lim E[Q (ps+v1—p?Z)] 1 lim E[Q (ps+v1I—p?Z)]

s——+oco aps §—>—00 bpS

=1. (EC.86)

Similarly, direct calculation shows that the second-order moment is

E [Q <ps—|— \/ﬁz)r

= a2p2s2 +a?(1 — p?)

oo (25) o (25 10 225
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ac/2

dm Thus,

where ((t) = ffoo

-~ Var [Q(p3+\/1—p2Z)] Lt Var [Q (ps + 1= p*Z2)]
s=roo a*(1—p?) Lo b*(1—p?)

~1. (EC.87)

Combining (E/CSa) and (EACS() and replacing s with ®~!(£) completes the proof. [J
Proof of Proposition H Without loss of generality, we only prove the case of p € (0,1). By (@),

Garer _ E[@Q(p0 1@ +1/1-022)] N _ HeayTail, 1
we have w%?(§) = Ve[ (1@ 172)] where Z ~ N (0,1) and Q(z) = Q,55 ™ () is given by

(@) Thus, we need to study the first two moments of @ (pCIJ_l(ﬁ) +v1- ,02Z). Since @ is an odd

function, when & = 0.5, we have

E [Q (pqu(g) +4/1 —pzzﬂ —E [Q ( 1 —p22>} —0,

which further implies that w®*(0.5) = 0.
Next, without loss of generality, we prove the results for £ > 0.5. Let us prove that, for £ € (0.5,1),

>0,
we have w%?(£) > 0. For notational simplicity, let hg(z) = 2, 2 and t = =1 >0 Then,
—|z|?, x<0,
o0 p
{ ( +v1 Z)} +7’/ hﬂ(z‘i‘ 1—px)
B o0 — /2
P2 4 r (3) / hy <1 L Yloe m) ¢ ds. (EC.88)
t t e P V2
We claim that this expectation is greater than zero. This is true since
+o0 1= 52 —x2/2
/ h5<1+ Vo P tx)e da
oo p V2T
+00 T—p° B g—a?/2 -—F— T—p° B g—a/2
= 1+ tx dor — VIR 4 tx dx
/ L ' P V2rm —co p V2rm

Yo
s:1+ﬂtz/p +o0 367(871)262/2 0 567(371)28/2
_ CdS _ ‘ ’ -

§lP ———— s
0 ‘ ‘ V2T oo v 2T
+oo 1
= [
0 2
where ¢ =

cds

“+oo
c {67(5*1)202/2 — 67(75*1)262/2} ds :/ |S|671 ce~(*+1)/2 <e“2 — 67“2> ds >0,
0 vV 2

F Hence, for £ € (0.5,1), we have w®(£) > 0.
p
We finally argue that when &€ — 17, ie., t =1/®71(£) — 0%, we have w%(£) — 0. Let f5(t,z) =

ho (14 Yy ) 22
P

75— and ug(t) = f_Jr;o fs(t,x)dx. We can easily check that, when 5> 2, for any

d>0and t € (—9,9), the following three properties hold:
0 S5 !fﬂ(t,w)\dm < 4003
(ii) For a fixed z, 8f (t x) is a continuous function of ¢;

+oo f
(it)) J7 . suPye( s ’Tf(s,x)‘ dx < +o0.
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Therefore, by Durrett] (2019, Theorem A.5.3), uj(0) = 0. With similar arguments, we can further

show that uj(0) = 1;52 B(8 —1). Hence, when /> 2, the second-order Taylor expansion of ug(t) is

given by:
2

ug(t)=1+ 12p2p B(B—1)t+o(t?), t—0T. (EC.89)
By combining (EJCSQ) and (EC.89), we have

E[Q ( VI=pz)| =2 <B>ﬁ[1+0(1)], t— 0", (EC.90)

t t

Before examining the variance, let us make some more preparations. Let tg(t) = [ T fa(t, ) |d.
Using similar approaches, when > 2, we can show that the second-order Taylor expansion of ()
is given by:

1— 2

s (t) = 1+T£ﬁ(ﬁ—1)t2+o(t2), £t 0", (EC.91)

In addition, by direct calculation, we have

e e =, ) EC
t) = t,x)dxr = 14 tx r=1. .92
S A A L

Hence,

Var [Q <§ + MZH = Var [a <§ + MZ> +Thg (g + MZ)}
=0*(1—p*) +7°Var [hg (g ++/1 —pQZﬂ +207Cov [(g +v1- ,02Z) hg (g ++v1— p2Z)}
—or-)+72(2)” 520 =50 207 G 5500 = ()

2 2 2 P [1-p PP 1 +
=0 (1—p°)+T71 13572 [ +o(1 )] +20Tt5—1 [ 7 (1 )], t—0", (EC.93)

where the last equality holds due to (EAC8a), ( EC.91 ), and () Therefore, by combining ()
and (), as t — 07, we have

wO(E) = 22 17 (2)" [L+o(1)]
02(1—p2)+72t2”562 [1}52 +o(1 )} +2U7'p6+1 [1;2”254-0(1)]
i lpot” +7p [1+0(1)]]
= . 5 — 0.
oz [ (L= )2 72 [ 52+ o(1)| 4 207mp2 1497 [ o2 B4 0(1)]

Hence, when £ — 17, we have t =1/®71(¢) — 0" and w®*(¢) 0. O

EC.3.6. Proofs for Appendix

Proof of Proposition . The same as the proof of Proposition m O
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Proof of Proposition . Under the single-factor model, (), the expectation and covariance
matrix of raw returns, (), reduce to ft = pyB+pand =3 —|—O']2\/[,8,6T. Hence, by the Sherman—
Morrison formula, we have
02,2133 et
1+0%,8'2718
_ B~ U@BTE%HE_

1+02,8'S718

S = (S+03,88") N (uuB+p) = (21 - > (tuB+p)

BHE .

Furthermore, direct calculation shows that

'S = (puB+p)" “M_U%BTE_l“E*ﬁJrE*
iz p=puB+p 102,851 I
_ B ET B 2B E 03 (BT )

+ 'S .
1+02,3 313 po=n

This completes the proof. [
Proof of Proposition . Similar to the proof of Proposition m, the optimal weight vector for
the N 41 assets is w = (uz]u > x f]_lﬂ, and the optimal Sharpe ratio is \/[LTiflﬂ, where fi and )y
M
are given by (EC.5). Note that the inverse of 3 is
-1 -1 _y—1
21_<U?wBﬂT+ZG?Mﬂ> ( > >0 )

2 aT-1
2 T 2 _ATy—1 HoyB X778
oyl oy B X =y

and thus,
¥t -xp »-!
-1 ~ puB+p\ H
YT = (_ﬁTzl 1+a§405;2 15) ( Lot > = (% —,BTZ_IM) .
M

Furthermore, the squared optimal Sharpe ratio is

AT T T T B Tyt
X7 = (B + T ) (my gy, | = R R

Vs M

This completes the proof. [

EC.3.7. Proofs for Appendix

Proof of Proposition . This is a corollary of Theorem E because of the mixture function
g(u,w) =09 (p® ' (u) + /1T = p?@~(w)) + pg and the fact that ~1(U) follows N(0,1) if U follows
Uniform(0,1). It is also a corollary of Proposition @ when Fy(y) = ®((y — pe)/0g). See also David
and Nagaraja (2004, Section 6.8). [

Proof of Proposition . Like the proof of Proposition , this is a corollary of Theorem Q
and also a corollary of Proposition @ See also Lo and MacKinlay (1990). O
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Proof of Theorem . This is a special case of Theorem when o, =0, and also a special
case of Theorem when p=px=pp=0. O

Proof of Proposition . This is a corollary of Part (H) of Lemma . O

Proof of Theorem . The optimal information ratio given by (@) is \/.U«TT_lli Therefore,
we first need to specify the expressions of g and 3 under Assumption . By Lemma , the
i-th entry of w is given by () In addition, the covariance matrix ¥ can be decomposed into
Y. = A+ B, where, for i,j=1,2,...,N and i # j, the (¢,7)-entry of A is given by (), and the
(i,7)-entry of A is given by (), the (7,7)-entry of B is given by (), and the (i, j)-entry of
B is given by ()

Let n=(E(Yi.n),E(Yan),...,E(Yn.n)) ", then the matrix B can be written as B = a coz-mm’
Thus, by the Sherman—Morrison formula,
o205 ATlqnT A7}

Y l=(A+B)lt=A4"1-
(A+B) 1+0’§-O’§"]’]TA71’I’]

In addition, by (), we have p=7p-0y -1+ pyl, where 1 € RY is an all-one vector, and thus,

(Riimevary) > =0 S u=p"-05 - A'n+2p-0g-pg-m A1+ 517 A1
B 0—[2) . 03 . (5‘09 . nTA—ln_{_'uelTA—lny' (EC.94)
l+02-05-nTAn
Now we claim that
1"TA 'n=0. (EC.95)

To prove this claim, note that A is a symmetric matrix, and hence A1 is also symmetric. Meanwhile,
Part (H) of Lemma implies that A is also a persymmetric matrix, i.e., A;; = Ay41-j N+1-i, fOr
any 4,7 =1,2,...,N. By the property of persymmetric matrices, A=' is also persymmetric (Horn

and Johnson 2012, Page 36). Thus, with the help of Part (H) of Lemma ,

1TAT =) Y (AGEVn) =D D (A ) vermjvr—i ~E(Vvi_jon)]

=1 i=1 =1 i=1
N N N N

== Z Z(A_l)N+1fi,N+1ij(YN+1 i) ZZ Yk E(Yien) = —1"7A7'n,
=1 i=1 k=1 s=1

which proves the claim. Therefore, () reduces to

o2 05-pi(nTAIn)?
l1+o2 cop-mT Al

(]:]‘:{ji‘imeVary)2 = ﬁQ : Ug : nTAiln + MZ]-TAill —

—2
_ 14 T 4-1
~ oz A )+ o2 +uglT AT (EC.96)

Let A=QTAQ be the cigendecomposition of A, where @ is orthogonal and A is a diagonal matrix

whose diagonal entries are eigenvalues of A.
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We first prove the upper bound of IR; Denote by Apin(A) the smallest eigenvalue of A,

TimeVary *
and Lemma implies that Apin(A) > min, 12 N {Aii — Z#i ]Aij|] , where A;; is the (7, j)-entry
of A, i,j= ., N. Furthermore, by Parts (E) and (H) of Lemma and the assumption of
/P +02§ foranyz—12 ., N, we have
Ay — Z |Aijl =05 - [1—=(P°+02)+ (p* +02) - Var(Y; ZO’G P’ +02)-|Cov(Yin,Yjn)|
J#i J#i
=0 [1 (p* +03) + (7 + o) - Var(Yin) — (p* + o) - Cov ( Yin, )Y )
J#i
=05 [1-2-(p*+02)- (1= Var(Ypn))]| > 05 [1—2-(p° +02)] > 0. (EC.97)

Therefore, we have Ayin(A) > 07 [1—2-(p* +02)] > 0. Combining this with () leads to the
upper bound for IR:

(IR:;‘imeVary)Q < S - ﬁQ HngQQTl
min (A)/(Ue : TITQQTH) + Uﬁ )‘min(A)
_ I LN
Amin(A)/ (07 - q(N)) + 07 Amin(A)
7’ s N

= [1-2-(p"+02)l/a(N) + 07 * s21—2-(F+02)] (EC.98)

We then prove the lower bound of IRy, evary - Denote by Apax(A) the largest eigenvalue of A, and

Lemma implies that Apax(A) <max;—12 N Zj\;l |A;;]. Using similar arguments to (),
we can prove that Zjvzl |A;;| = 0. Hence, Apax(A) < oj. Then, through proofs similar to (),

we can obtain the lower bound:

—2 2
* P weN
IR 2> .
( TlmeVary) - 1/q(N) 0_3 o_g

This completes the proof. [

Proof of Theorem . The optimal information ratio given by (g) is /"X~ . Therefore, we
first need to specify the expressions of pu and ¥ under Assumption EiC.?). By Lemma , u=
\/% 09N+ pel, where n = (E[Yi.n]|,E[Yan],...,E[Yn.n]) . In addition, the covariance matrix
¥ can be decomposed into ¥ = P + J, where J =03 -py-117, 1 € RV is an all-one vector, and

P = (P;)},_, satisfies

_=\2 =2 =2
Poeot (1-p— L= L PP uivin)), Py—o2- PP Couvin, Vi), (EC.99)
1—PX 1—PX 1—PX

for i,j=1,2,..., N and i # j. By the Sherman—Morrison formula,

02-py- P7111T P
1402-pp-1TP11°

Sl=(P+J) =P
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Hence, the optimal information ratio satisfies

—5)? _5
(H'%*Dependence)2 = NTE_lﬂ = (io_ IO))( ' O-g : nTP_1n+ 2\/% c0g Ko - 1TP_177+1U“31TP_11

. 2
96 (%'09'1TP_1"+“91TP_11) (EC.100)
1+0Z-py 1TP11 ' ‘

Similar to the proof of ()7 we can prove that 1T P~'n = 0. Therefore, (E;C.lOO) reduces to

_ 2
oy po-py- (1TP7'1)

~\2
R 2 (P=D) o Tpoip 2T p1g
( Dependence) 1— Px 09 n n + MG 1 + O'g *Po 1TP_11
(p—p)? 2 Tp-1 ”3
= -o5-n P . EC.101
1—py 00 n n+1/(1TP*11)+03'P9 ( )

Let P = Q" AQ be the eigendecomposition of P, where Q is orthogonal and A is a diagonal matrix
whose diagonal entries are eigenvalues of P.

We first prove the upper bound of IR udence: Denote by Awin(P) the smallest eigenvalue of P,
and Lemma @ implies that Ay (P) > min,_1 2 n [Pii — Z#i |Pij\-‘ where P;; and P;; are given
by () In addition, by Parts (E) and (H) of Lemma tE)C.E)‘ and (IEC.2j ), for any i = 1,2, ...,N,

we have

Ro= S IPol =t 1= 0= LI CZP vty | - - L fCov(i Vi)

J#i j#i

. [1 TS T N (K:MZYJ-:N>

1—px 1—px 1—px iEi

=02 [1—p9—2- (f_ﬁ)z -(1—Var(YZ-:N))] > o2 [1—p9—2- (p_ﬁ)z} . (EC.102)

—Px 1—px
Hence,
) 1= po)(1 = px) —2(p— p)?
Amin(P) > 02 [1—;)9—2'(””)] _p2. Lz p)=px) =200 =) (EC.103)
1 —px I—-px

Combining this with (EC.lOl), we have

~\2 2
IR* 2 _ (p_p) 42, TP—l 127
( Dependence) 1 px Op- M n+ 1/(1TP711) + O-g - Po
(p=0)?> 1 THAT It
Ty 7 @) O N P ATRQT) 0 s
_ =2 1 2
_ (p p) .0_2 X q(N) + /’LO

B 1—px o )\min(P) mln( )/N+Ue Po
(p—P)*a(N) 1o/ %
ST o)) 20057 T T po) 0= o) —20p— P/ — )N  F 50

which proves the upper bound.

(EC.104)



ecb4 e-companion to Lo, Wu, Zhang, and Zhao: Optimal Impact Portfolios with General Dependence and Marginals

Now we prove the lower bound of IR} Denote by Apax(P) the largest eigenvalue of P, and

Dependence*

Lemma implies that A\yax(P) <max;—12 .~ Z;\;l |P;;|. Using arguments similar to (EiC.lOQ),

we can derive that ) i|=07(1—pg). Hence, Apax(P) < 0j - (1 — pp), and similar to the proof

]1‘

of (EiC.lO 4), we can obtain that
(IR: j2 s (=P aN) K5/
Dependence

T (L=po)(X=px)  (1=po)/N+ps’
which proves the lower bound. This completes the proof. [

Proof of Proposition , By (@), the optimal weights to maximize the information ratio have
the form of X7'p. Let Y.y < Yo,y <--- < Yn.n be the order statistics of Y1,Y5,..., Yy = N(0,1).
Using Proposition , we approximate the variances and covariances of induced order statis-
tics by Var(0.n)) = oj - (1 — p®) and Cov(};.n},05:8) = 0. In addition, when py = 0, (@)
states that E(fu.n)) = 0¢ - p - E(Yiy). Thus, the optimal weight to maximize the IR, w

0,... 0, W Ny s Wingy p)s-s Wingy ) 0 .,0), can be approximated by

Var(fn)  og-(1—=p?)  0gg-(1—p?)’

where [z] is the largest integer not greater than . Hence, the optimal information ratio satisfies
[N&a) | pE(Yiy)
w'p - Zi:[iféﬂ [59-(1—,1)\]2)} “[og-p-E(Yin)]
Vo sar el lon 5
S [2205 ] (o3 (1 - p2)

N [N€2]

& B ol VN R E(Yen))?
ey P V1—p? N

= 1

VN
- % : \/(52 — & 1(&)p(P1(&))) — (4 — 2 H(&)p(P1(&))),
as N — +o00, where the limit holds due to Part () of Lemma . Thus, () holds. Meanwhile,

since X; ~ N (ux,0%), the average impact factor satisfies
[NE&2] * [NE2] * [N€2) * [N€2] *
X=FE [Zl Ney ) Wi XzN] B [Zi—tfvsu Wi Xin | X 2oz (Ney Wi+ 0x i vey ) WiE(Yin)
B [N€2] * B [N€2] * B [N€2]
Zi—uf/gl] w;| Zi—[]%fglj |w;| Zi:[l%/glj |w;|
N By
N )
ZL G B(Yin)
and thus, () holds thanks to Parts ()f() of Lemma . O
Proof of Proposition . As in the proof of Proposition , we have Var(0j;.n1) ~ o7 - (1—p?)
and Cov(0;.n1,05:8)) = 0. In addition, when g =0, () implies that E(0};.n)) =09 - p- E(Yin).

Hence, the information ratio of the equal-weighted portfolio can be approximated by

|NéEo)
Yimine, Vg vaTTt 10 P E(Yin)]

2
[VE2] 1
\/Ei—tfvsu {LN@J—LN@JH} og- (1= p2)]

[N& ] <i<[N&],

IR =

~sign(p)-

IR ~
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LS |Neo)
S 2 : ' Z E(Yin) = P = - VN . E(Yin)
VI=p® ING| - ING|+1 T, I Va & 2

LoV p(@76) e (0 ()
1—p? Vé& =& 7
as N — +o0o, where the limit holds due to Part () of Lemma . Thus, () holds. Meanwhile,

since X; ~ N (ux,0%), the average impact factor satisfies

[Né2] 1 [NEo] [NE2]
T—F 2= |Ney) [NE- NGy _ 2iz e B(Xi) — ux+ox- 2izvey BYin)
[N&] — [N&]+1 [N&] — [N& ] +1

[N 1
Zi:LNEH [N&2|—[NE& ] +1

L B /N p(31(6) — o (31(6)
s o ’

as N — 400, where the limit holds due to Part () of Lemma . Thus, () holds. O
EC.3.8. Proofs for Appendix

Proof of Proposition . Let C be a copula of F. Define C(u,v) =

Rpx +ox — px +0ox -

Fx(d)—Fx(d Fx(d)—Fx(d™)

Fr = O (Fx (d7),0) + g S O (Fx (d),v),  (u,0) € (Fx(d7), Fx(d)) x [0,1],d € A,
C(u,v), otherwise.

We can show by definition that C(u,v) is also a copula of F, and it satisfies (@) This proves its
existence. In addition, by Sklar’s (1959) theorem, C' is uniquely determined on Ry x Rs. Hence, the
copula satisfying (@) is uniquely determined on [0,1] x Rg. [

Proof of Theorem . Let P be the set of all permutations of 1,2,..., N. For any y1,v2,...,Yn,

P(e[lN] Sylvae[NN] SyN)

= > PO, <y....0 Syn, X, << X))

- Z / / 911 <y17 91]\7 <yN‘X11 =T, . a :EN)

.....

. H fX,ik (xk) . 1{I1§S1N}dxl . de
k=1

= Z / /H]P) 0% <yk’X1k —[L'k Hlek ZL’k 1{x1< <$N}dx1 d.’L‘N, (EC 105)

,,,,

where the last equation uses the independence between (X;,61)", (X2,05) 7, ..., (Xn,0n8)".
In addition, because of Vi, V,..., Vy £ Uniform(0,1) and the independence between Vi, V..., Vy
and H,Ml,Mg,...7MN,

P (hy (I, My, V1) <1y An (L My, V) <yn)
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- Z pi1 ..... iN]P)(hl(ﬂ-aMh‘/i)Syla"‘7hN(7T7MN7VN)SyN’H:Tr)

7T=(i1 ..... 1]\7)67?

= E Diy,.ine

7T=(i1 ..... 1]\7)67?

/"'/]P)(hl(ﬂ-vxb‘/l)Syly---vhN(ﬂ-vava)SyN|H:7TaX1:Ila---aXN:xN)

LTI P iN($173U27---,:L‘N)dx1---de
— Z / / (hy(my 20, V1) <y1,....hn(mzn, Vi) <yn)
7T:(’Ll ..... IN
N
T @) Loy <ocoyyda - day
k=1

- Z / /H]P) P (7, 3, Vi) S i) - Hszk Tr) Lo <o<opydey - -day.  (EC.106)

T=(41,...,iN)EP

By the definition of Ay,

P(hk(’ﬂ',l'k, Vk) S yk) = IP) ( Q_Zk [¢] h7k a:k)(Vk) < yk) P (hlk (wk (V;C) S Fe,ik (yk))

=P (Vk < (986; (Fx.iy, (1), Fo zk(yk))> 88(,; (Fx.i, (1), Fo.i, (yr))

ou

(Fx.i, (Xiy): Fo i (05,)) ~ Ci, (-, -). Hence,

aC; aC; .
ik (Fxi (1), Fo,i, (y)) = £ (u,v) ’u:FX () V=Foi, ()" Furthermore, by Sklar’s theorem,

P (Qik < yk|Xi,C = xk) =P (FG,ik (9%) < Fe,z‘k (yk) |FX,z‘k (XZk) = FX,ik (wk))

oC;
= 8uk (FX,z'k (wk)aFa,ik (yk)) :P(hk(777xka Vk) <Yk)-
This implies that (EiC.105) and (EiC.106) take the same value, which completes the proof. [

Proof of Proposition E’C’.JO, Using Theorem , we have

E(0pi:n7) = E(h (1L, M3, V7))

+oo 1
= 2 B w [ et o)
7=(J1,J2+JN DPjigosin
+o0 +o0 N
/ / H fX]s )1{;cl< Loy <x<lz; 1< <33N}dx1 dxt 1d[]jz+1de] dedw
s=1,s#1

S|

7=(J1,J2+--dN):di =k

dhohh @)@ Y / - / B

H fx.js (J:s)l{zlg...nglgmgmiﬂg...gw}dxl p dxi_ldelde] dzdw

s=1,s7#1

N 1 +oo )
:Z/ / F(;]‘liOh'?Xj,(z)(w)qu( z)- Hi(u ]dxdw Z/ / hy,(u, w) H (u)dudw,
=170 J—o0 o 0
which proves () The proofs of (E,C?)g) and (E/CSQ) are similar, which we omit here. [J
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Proof of Corollary . This is a direct corollary of Proposition . O

EC.3.9. Proofs for Appendix

Proof of Theorem . We only prove the case that the copula of F' is stochastically increasing.

Let C be a linearly interpolating copula of F' constructed using Proposition . Nelsen (2007,
Corollary 5.2.11) demonstrates that a copula C (u,v) is stochastically increasing if and only if, for any
v e [0,1], C(u,v) is a concave function of u. Therefore, by Lemma , the linearly interpolating
copula C' is also stochastically increasing.

By Theorem E, for i =1,2,...,N, O.n < 9(Ui.n, Vi), where g is defined as (@) According to
the definition of stochastically increasing, 2;C(u,v) is non-increasing with u. We claim that this
implies that the function g(u,w) = F,; ' og,(w) is non-decreasing with u. To prove this claim, consider
0 <wuy <wuy <1, then for any fixed v, we have 2,C(u1,v) > 2,C(us,v). Because g,, (w) =inf{v:
2,C(u1,v) > w} and g,,(w) = inf{v : 2,C(us,v) > w}, we immediately have g,, (w) < g.,(w) for
any fixed w. Further because Fj is non—decreasing, g(uy,w) < g(ug,w) holds. This proves the claim.

Through the representation 0. n) = g(Us.nv,V;) and Lemma , we have

02]€+1 / / ’LL ’UJ 2k+1 1(]‘ )N zdudw
[“W (1—1) (N —1)! '

i—1 N—i
Let b;(u) = %, which is the density of a beta distribution. Thus,

1
/ bi(u) du=1, i=1,2,...,N. (EC.107)
0

In addition, it is easy to verify that, for u € (0,1), bit1(u) — b;(u) > 0 if and only if u > &, and
biy1(u) —b;(u) <0 if and only if u < +. Therefore,

E (i) B (6551) / / (11, w)] 4 [ () = by () dudw

[ a4 b (w) — il - / o) ) — bi+1(u)]dul du

N

Y

[
/ / [g <sz“’)] - [Bicer (1) — bi ()l du - / ! [g <§w>]+ [bi(w) - bi+1(u)]du] dw

N

. / _[g (N“’ﬂ / () — bi<u>]du] dw =0,

where the inequality uses the fact that g(u,w) is non-decreasing with u, and the last equality holds

because of (EC.lO?). This completes the proof. [
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1 >
v ¥=% ond therefore

Proof of Proposition E’C. 11. 'We use Theorem @ to prove the result, and all notations are the same
T 0, v<u,

as in Theorem @ If C is a comonotonicity copula, we have 2,C(u,v)

4 (91:N7"'70N:N)-

gu(w) =u for w € (0,1]. This implies that
Fy ' (Unw)) =

(Fy (Unw), -

(g(U1:N7 ‘/1)7 o 7g(UN:N7 VN)) -
. 1, v>21—u,
If C' is a countermonotonicity copula, we have %,C(u,v) {0 - and therefore g, (w) =
, v<l—u
1 —w for w € (0,1]. This implies that
Fa_l(l - UNN)) i (9N1N7' . '701:N)-

(g(Ul:Na‘/l)a"'7g(UN:N7VN)) = (Fg_l(l - Ul:N);---a
=w for w € [0,1]. This

If C is an independence copula, we have 2,C(u,v) =v and therefore g, (w)

SH(Va)) £ (6., 0n)

implies that
(Fg_l(Vl), L F

(g(Uin, V1), oy 9(Un.n, Vi) =

This completes the proof. [
Proof of Proposition |[EC.19.  We use Theorem m to prove the result, and all notations are the same
F\® . By definition, one can verify that 2O (u,v) = %C\%lip(l —

as in Theorem E Let Fy = F(,(1

u,v). Let gf(w) and g;#(w) be the inverse functions of v — 2-Cg (u,v) and v = 2O (u,v)

respectively. They therefore satisfy ¢°(w) = g;*,(w) for any u,w € [0,1]. Then, let g*(u,w) = Fpo
w) = Fyog,”(w), we have g”(u,w) = g”(1 — u,w). This implies that

(gp(Ulsz‘/l)v - g (g_p(l - UI:N,‘/l), e 7g—p(1 - UN:NavN))

g95(w) and g~ (u,
?(Un.n,VN)) =
_p(Uerv Vl))a

4

(g_p(UN:NavN)v"'ag

which proves () Furthermore, by (), the optimal weights satisfy () This completes the

proof. [

EC.3.10. Proofs for Appendix

Proof of Proposition EC.J 3. We use Theorem m to prove the result, and all notations are the

same as in Theorem . By Theorem m, we have
— o < wy)

O N
s 9un.y (Vi) < Fy(po +n))

H9<x17"'a

= (gU1.N(V)<F9(,u9+$1)
1 1
:/ /P(gu1(‘/1)<F9(,u’0+xl) "7guN(VN)§F0(1u9+$N))N1{u1< <uN}du1 dUN
0 0
(EC.108)

i=1

1 1
C
:/ / H|: UuFo(M9+$)) N']-{u1< <uN}du1 duN7
0 0
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and similarly, with the help of the continuity of Fy and v+ %5 (u,v),

MG_Q[N N] <xy,.. 7M0—9[1;N] SIL“N)

/ / H [1 ~ (s, Fp(pg —xz))] N1y sesuyydug ---duy

:/ / H[l—g(l—ui,Fg(ug—xi))] Ny, < cupyduy -+ duy, (EC.109)
0 0 =1

where the last equality replaces u; with 1 — u;.

Furthermore, Nelsen (2007, Theorem 2.7.3) demonstrates that, if C' is the joint distribution of
(U, V), we have (U, V) < (1-U,1—-V) and, therefore, P(V <0|U =u)=P1 -V <0v|]1-U=u) =
P(V >1—0|U =1 —u). This implies that 2 (u,v) =1 — 2(1 — u,1 — v). Combining this with
(IEC.108), (IEC.109), and () completes the proof. [

Endnotes

23] See also Grinold and Kahn (1999, Chapter 6) and Grinold and Kahn (2019, Chapters 4 and 5)
for recent developments.

4The true optimal weights are computed by using a sufficiently large number of subintervals
partitioned from the original interval for the numerical integration. In our numerical experiments,
we set the number of subintervals to 1,000 to compute the true optimal weights.

231 The derivative of ¢S" is (¢S")(x) = —exp(—x'/7)2'/7~! /5, whose inverse function (qﬁsu)/*l
cannot be written explicitly. However, one can still calculate it numerically in practice.

(26]See https://www.marketplace.spglobal.com/en/datasets/trucost-environmental-(46).

27IScope 1 emissions cover greenhouse gas emissions from operations that are owned or controlled
by the company. Scope 2 emissions cover emissions from the consumption of purchased electricity,
heat, or steam by the company. Scope 3 emissions cover other indirect emissions not covered in Scope
2, such as from the extraction and production of purchased materials and fuels, transport-related
activities in vehicles not owned or controlled by the reporting entity, electricity-related activities,
outsourced activities, waste disposal, etc. See https://ghgprotocol.org/corporate-standard.

281We treat both null and zero values in the data as invalid values.

[291We obtain the CRSP data from the Wharton Research Data Service.


https://www.marketplace.spglobal.com/en/datasets/trucost-environmental-(46)
https://ghgprotocol.org/corporate-standard
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B9See https://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html.

BUWe match the Trucost Environmental data with the CRSP data by ISIN for all stocks issued
in the US. The ISINs of stocks issued in the US begin with US. We only use stocks with valid
current-month residual returns and last year’s impact factor.

32

Tn our empirical study, we use the Deheuvels’ empirical copula. See, for example, Cherubini et al.

(2004, Section 5.5.1).

B3l For simplicity, we assume that oy = 0.

B4The carbon emission data start in 2005, which we use to correlate with the residual returns

starting in 2006. By the end of 2010, we have five years of data to estimate p.

> )

where w;; and r;; are the weight and return of stock ¢ in the portfolio in year ¢, respectively.

[351We define the annual turnover as

Wi (147 441)

N
T+ Wit

1
turnover = T Z

1

T
Wi t4+1 —
t=

The portfolio alpha, «, is the intercept term from the Fama—French five-factor regression, and the
volatility of residual returns, o(6,), is the standard deviation of the regression’s residual returns. The
information ratio is defined as the ratio of a to o(6,).

36l Although our methodology is based on residual returns in excess of asset pricing factors, the

portfolios have nonzero exposures to these factors and therefore gain factor risk premiums. Therefore

we report metrics related to both raw and residual returns.


https://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
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