IEEE Access

Multidisciplinary : Rapid Review : Open Access Journal

Received February 24, 2020, accepted March 16, 2020, date of publication March 20, 2020, date of current version April 1, 2020.

Digital Object Identifier 10.1109/ACCESS.2020.2982195

Optimal Portfolio Management for Engineering
Problems Using Nonconvex Cardinality
Constraint: A Computing Perspective

AMEER HAMZA KHAN 1, XINWEI CAQ?, VASILIOS N. KATSIKIS3, PREDRAG STANIMIROVIC 4,
IVONA BRAJEVIC®, SHUAI LIS, SEIFEDINE KADRY?, AND YUNYOUNG NAM 8

! Department of Computing, The Hong Kong Polytechnic University, Hong Kong
2School of Management, Shanghai University, Shanghai 200444, China

3Department of Economics, Division of Mathematics and Informatics, National and Kapodistrian University of Athens, 10559 Athens, Greece
4Department of Computer, Faculty of Sciences and Mathematics, University of Nis, 18000 Nis, Serbia

SFaculty of Applied Management, Economics and Finance, University Business Academy, 11000 Belgrade, Serbia

SDepartment of Electronics and Electrical Engineering, Swansea University, Swansea SA2 8PP, U.K.

"Department of Mathematics and Computer Science, Faculty of Science, Beirut Arab University, Beirut 11072809, Lebanon

8Department of Computer Science and Engineering, Soonchunhyang University, Asan 31538, South Korea

Corresponding authors: Xinwei Cao (xinweicao@shu.edu.cn) and Yunyoung Nam (ynam@sch.ac.kr)

This work was supported by the Soonchunhyang University Research Fund. The work of Predrag Stanimirovi¢ was supported by the
Ministry of Education, Science and Technological Development, Serbia, under Grant 174013.

ABSTRACT The problem of portfolio management relates to the selection of optimal stocks, which results
in a maximum return to the investor while minimizing the loss. Traditional approaches usually model
the portfolio selection as a convex optimization problem and require the calculation of gradient. Note
that gradient-based methods can stuck at local optimum for complex problems and the simplification of
portfolio optimization to convex, and further solved using gradient-based methods, is at a high cost of
solution accuracy. In this paper, we formulate a nonconvex model for the portfolio selection problem, which
considers the transaction cost and cardinality constraint, thus better reflecting the decisive factor affecting the
selection of portfolio in the real-world. Additionally, constraints are put into the objective function as penalty
terms to enforce the restriction. Note that this reformulated problem cannot be readily solved by traditional
methods based on gradient search due to its nonconvexity. Then, we apply the Beetle Antennae Search (BAS),
a nature-inspired metaheuristic optimization algorithm capable of efficient global optimization, to solve the
problem. We used a large real-world dataset containing historical stock prices to demonstrate the efficiency
of the proposed algorithm in practical scenarios. Extensive experimental results are presented to further
demonstrate the efficacy and scalability of the BAS algorithm. The comparative results are also performed
using Particle Swarm Optimizer (PSO), Genetic Algorithm (GA), Pattern Search (PS), and gradient-based
fmincon (interior-point search) as benchmarks. The comparison results show that the BAS algorithm is six
times faster in the worst case (25 times in the best case) as compared to the rival algorithms while achieving
the same level of performance.

INDEX TERMS Portfolio management, constrained optimization, nature-inspired algorithms, beetle search
optimization.

I. INTRODUCTION

Portfolio selection is one the most important topic in
finance [1]-[4]. It deals with finding an optimal choice of
investments, which maximizes the profit for the portfolio
holder while minimizing the financial risk. Although the

The associate editor coordinating the review of this manuscript and

approving it for publication was Mauro Gaggero

VOLUME 8, 2020

This work is licensed under a Creative Commons Attribution 4.0 License. For more information, see https://creativecommons.org/licenses/by/4.0/

financial parameters are stochastic and hard to predict with
a high degree of accuracy [5]-[8], it is expected to find an
optimal selection of stock options to maximize the chance
of gaining monetary gain by leveraging the advances in
the theory of mathematical modeling and optimization algo-
rithms. Modern approaches on portfolio optimization rely on
optimization-based algorithms to find the optimal proportion
of each stock in the portfolio [9]-[11]. These approaches rely
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on a fitness function, also called the objective function, which
takes a proportion of each stock in the portfolio and outputs a
fitness value. The goal is to find a specific proportion of each
stock that maximizes the fitness function. The performance
of the optimal solution depends on the formulation of the
fitness function. For example, the fitness function can be
formulated to maximize the expected profit regardless of the
risk in investing in specific stocks. Similarly, it can also be
formulated by considering both factors, i.e., maximize the
profit, while minimizing the risk. A holistic fitness function
accounting for all the relevant factors achieves better results.

A. BACKGROUND AND RELATED WORKS

Markowitz portfolio optimization method is one of the
most well-known methods in modern portfolio theory [12].
Markowitz proposed a method based on the historical per-
formance of stocks, i.e., estimate means and variances in
return rate of the stocks to formulate the fitness function.
In Markowitz’s model, the risk of a stock is directly propor-
tional to the variance of its return rate, while the expected
return is equal to the mean of return rates. For the case of
several stocks, covariances of stocks are also used in the
formulation to evaluate the risk. Another classical approach is
proposed by Elton et al. [13], which formulates a set of simple
rules to find an optimal portfolio, and does not require solving
an optimization problem. Easy availability of large-scale real-
life datasets of stock market prices, advent of fast computing
systems, e.g., general-purpose processors, digital signal pro-
cessors, and an increase in memory capacity have allowed the
researchers to study complex algorithms, which could not be
efficiently implemented in real-time on traditional computers
otherwise. With large processing and memory reservoirs at
hands, the researchers were able to process large real-world
datasets, allowing them to develop and train complex models
to model the efficiency of a portfolio.

Several factors are being considered for formulating a
holistic fitness function. Davis and Norman [14] introduced
the concept of transaction cost [15], [16], i.e., the cost for buy-
ing the stocks. However, they do not consider the other con-
straints to reflect the real-world market factors affecting the
stock prices. A later work by Chang et al. [17] introduced the
concept of cardinality constraint [18], [19], i.e., the final port-
folio can contain certain number of stocks. Machine learning-
based approaches have also been studied for the portfolio
selection problem [20]. Ledoit and Wolf [2] presented a new
perspective on the estimation of covariances matrices by real-
izing that for a small dataset, using traditional approaches to
estimate covariances matrices can lead to inaccurate results.
However, they did not address the problem of solving the opti-
mization problem. Baykasoglu et al. [21] proposed a greedy
randomized adaptive search procedure (GRASP) to solve the
portfolio selection problem with cardinality constraints. The
GRASP based approach decouples the original problems into
two sub-problems: stock selection and proportion determi-
nation. The random search procedure only handles the first
sub-problem, which effectively reduces the holistic nature of
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the optimization problem. However, in our work, the BAS
optimization algorithm treats the optimization problem holis-
tically and considers all the factors simultaneously while
searching for the optimal portfolio. Other approaches use
multiple criteria to evaluate the performance of a portfolio [4].
For example, Kalashnikov et al. [22] considers the multi-
objective approach to address the problem; however, their
work does not consider the problem of cardinality constraints
as considers in this paper.

The recent trends in the field of metaheuristic optimization
algorithms are specifically focused on nature-inspired algo-
rithms. The process of biological evolution has given inspira-
tion for a class of algorithms, called evolutionary algorithms
(EAs) [23]. Similarly, the structure of the human genome
has inspired the creation of genetic algorithms (GAs) [24].
Several algorithms have also been proposed based on the
behavior of macroscopic organisms; for example, Ant Colony
Optimization (ACO) [25], [26] is inspired by the work-
ing of an ant society. Similarly, the Cuckoo Search [27],
Grey Wolf Optimizer (GWO) [28], Artificial Fish Swarm
Algorithm [29], Honey Bee Algorithm (HBA) [30], [31],
Invasive Weed Optimization (IWO) [32], and Firefly Algo-
rithms (FAs) [33] are few of the recently proposed algorithms.
The common feature of these algorithms is that they are
inspired by the swarming behavior [34], [35] of insects, birds,
and animals. Although algorithms based on swarming behav-
ior have demonstrated excellent skills for searching optimal
solution, however, they are also computationally extensive
because each particle needs to evaluate the objective function
individually. This increases the overall complexity multiplied
by the number of particles in swarm. On the contrary, the BAS
algorithm, as used in this paper, mimics the behavior of bee-
tle, which are well-known for their skills for foraging the food
individually, by just using their sense of smell. Therefore,
the BAS algorithm only uses a single search particle, which
contributes to the computational efficiency while achieving a
comparable level of convergence performance.

B. AIM AND ORGANIZATION OF OUR WORK

Inspired by previously mentioned approaches, we have
adopted a nonconvex formulation of the portfolio selection as
a constrained optimization problem. The proposed problem
formulation uses Markowitz’s model to calculate the fitness
of a portfolio; however, it introduces several other constraints
absent from the original model. The goal of the proposed
optimization problem is to minimize the loss, mathematically
characterized as the variance of historical return values, and
maximize the potential profit, mathematically characterized
as expected value of the return. The constrained optimization
is transformed into an unconstrained one by using the penalty
term approach [36]-[40]. The unconstrained optimization
problem has the advantage of numerical and computational
efficiency. We propose a penalty function that penalizes the
violation of optimization constraints by adding a factor to the
objective function. The value of the penalty term is directly
proportional to the magnitude of the violation of constraints.
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An advantage of this approach is that the user can explicitly
specify the importance of each constraint by adjusting the
weight of the corresponding penalty terms.

To efficiently solve the reformulated optimization prob-
lem, we apply a nature-inspired metaheuristic algorithm;
called Beetle Antennae Search (BAS) algorithm. We lever-
age the properties of metaheuristic algorithms in general,
i.e., their well-known ability to efficiently solve com-
plex nonlinear non-convex optimization problems [41]-[45].
Metaheuristic algorithms have found application is several
practical situations [46]-[52]. The proposed algorithm is
inspired by mathematical modeling of the food foraging
behavior of beetles by Jiang and Li [53] and Zhang et al. [54].
The BAS algorithm have found practical applications in sev-
eral real-world scenarios [55]-[67]. In this paper, we explore
a new aspect of the application of beetle behavior and apply
it to the portfolio selection problem. The highlights of this
paper are as follow:

1) This paper adopts a nonlinear formulation of the port-
folio optimization problem with various constraints,
which comprehensively captures the nature of this
problem. Note that traditional methods usually simplify
this formulation to convex ones to reduce computa-
tional issues, but significantly degrades the quality of
the solution.

2) BAS is applied to solve this constrained optimization.
As verified by experiments, the solution is globally
superior to others.

3) For some portfolio selection problems, e.g., real-time
trading of stocks, it is critical to find the solution timely.
As observed in extensive experiments, BAS presented
in this paper is 6 times faster in the worst case than its
rivals in portfolio optimization.

The rest of this paper is organized as follows: Section II
formulates a constrained optimization for the portfolio selec-
tion problem by considering transaction cost and cardinality
constraint. Section III reformulates the constrained optimiza-
tion problem into an unconstrained one and mathematically
models the behavior of beetle as an optimization algorithm.
Section IV presents the experimental methodology, conver-
gence performance, and comparative results with Particle
Swarm Optimizer (PSO), Genetic Algorithm (GA) and Pat-
tern Search (PS). Section V concludes the paper

Il. PROBLEM FORMULATION

In this section, we mathematically formulate the problem of
portfolio selection. First, we briefly introduce the classical
problem formulation by Markowitz [12] and then introduce
cardinality constraint and transaction cost, which are used in
modern portfolio selection. Additionally, we also present dif-
ferent variants of the problems and explain their advantages.

A. MARKOWITZ MODEL
Suppose we have a total of N available stocks options, with
there names denoted by S1, So, ..., Sy. Let w1, na, ..., un
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be the mean return rate calculated from the past market price.
Similarly, o where i, j € {1, 2, ..., n}, denote the covariance
between the return rate of stock S; and S;; note that for i = j,
o;; denotes the variance of the return rate of stock S;. Also
the covariance between two stocks is symmetric, therefore,
ojj = 0j;. Let us define the following matrices for simplifying
the mathematical notation.

p=[m w2 o] (1
o011 012 T O1IN
021 022 T O2N

E = . . . . ) (2)
ON1 ON2 T ONN

where g is a row matrix of mean return rates, and X is
the covariance matrix. Note that the covariance matrix is
symmetric.

Suppose the total investment amount is T, and we normal-
ize it to 1 for the sake of simplicity. Later, we will denormalize
the final solution to calculate the actual investment amount in
each stock. If the normalized amount invested in each stock
is denoted by 1, 2, . . ., ty, then their sum should not exceed
the total normalized investment amount, i.e.,

N
Zti =1. 3)
i=1

Let t = [t1,1,...,ty] denote the normalized amount
invested in each stock. Based on the above definitions,
the expected return on the investment is given by

am =tp', )
where f[i(.) denotes the normalized expected return on
the investment. The amount of total expected return is
Tj = Ttu” . Similarly, the risk on the invested amount is

dependent on the covariance matrix of all the stocks and given
by the following relation

=(t) = txt’, %)

where X(.) denotes the variance of the entire portfolio.

In the original Markowitz mean-variance model, the objec-
tive is to minimize the risk, i.e., portfolio variance, while
obtaining a required value of normalized expected return,
say [req. It can be expressed as the following optimization
problem

mtin =(t)
Subject to: i(t) = treq
i =1
0<u<1, ief{l,2,...,N} 6)

where iy, is the required value of normalized expected
return; this value is assumed to be known in the Markowitz
model. Symbol 1 is the second equality constraint is a row
matrix of ones, i.e., 1 € {1}V Itisa compact form of (3).
The last inequality constraint is arises from the fact that the
normalized investment in each stock should be between zero
(no investment) and one (all amount invested).
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B. MODIFIED MODEL

Although the classical Markowitz model is useful for port-
folio selection, however, modern approaches consider addi-
tional factors, e.g., transaction cost and cardinality constraint.
Now we will incorporate these factors into the optimization
problem formulated above.

1) TRANSACTION COST

The amount required to buy or sell the shares of a particular
stock is called the transaction cost. A realistic portfolio selec-
tion model need to consider the transaction cost because of
their significance in the financial market. The transaction cost
for different stocks is different and plays an important factor
in deciding the final return rate for the stock. Suppose the
normalized transaction cost for investing #; amount in stock S;
is given by a function ¢;(¢;). We can construct the following
matrix with transaction costs of all N stocks

o) = [p1(t)  P2(12) o (in)] (7

and the total transaction cost for investing in N stocks is
given by,

N
¢y =) pi(ti) ®)
i=1
where ¢(.) denotes the sum of all transaction costs.

Several different cost models have been used in litera-
ture [68]. For example, ¢;(.) = 0, where i € {1,2,...,N},
denotes a zero transaction cost model, i.e., the investor only
need to pay for the shares and no additional fee is charged.
However, a more realistic model is called a linear transaction
cost model, in which the investor needs to pay a transaction
fee proportional to the investment amount. Such a model can
be mathematically defined as

¢i(t) =a;t, i€{l,2,...,N} C))

where ¢; is the factor controlling the transaction cost for stock
S;. Using (7), (8), and the linear cost model of (9) the total
transaction cost can be compactly written as,

o(t) = at” (10)

where & = [, a2, ..., ay]. Based on the above discussion,
it can be seen that the total investment amount, is not only
spent on buying the shares in stocks, but also need to pay for
the transaction fee. Therefore, the second equality constraint
of (6) can be modified as follow

A+at! =1, (11)

we will later use this updated constraint in the formulation of
the final optimization problem.

2) CARDINALITY CONSTRAINT

In the Markowitz model, it is assumed that the investor
will invest some amount in each of the N stocks. However,
in practical scenarios, it may be desirable to limit the num-
ber of stocks in the final portfolio. Such a limit is called
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cardinality constraint. Suppose the limit on the number of
stocks in k(< n), i.e., at maximum, the investor can hold
a share of k stocks. To formulate it mathematically, con-
sider binary variables z1, z2, . . ., zx to denote which stock is
present in the portfolio. These binary variables can either hold
a value of zero or one. Let us denote z = [z1,22,...,2¥5].
According to a cardinality constraint

N
Y=k (12)
i=1

Additionally, we need to make sure that the stocks for which
z; = 0, should also have ; = 0, i.e., no investment in those
stocks. It can be ensured using modifying the third inequality
constraint in (6) as follow

0=<1t =<z,

ie{l,2,...,N}. (13)

Note that if z; = 0, the condition (13) becomes #; = 0. We will
update the constraint in the final optimization problem.

C. UNIFIED OPTIMIZATION PROBLEM

The classical Markowitz model in (6) can be updated by
considering the transaction cost model (11) and cardinality
constraint (12), (13). The updated optimization problem, can
be written in the expanded form as

mtin txt!

Subject to: t[l,T = Ureg
A+at! =1
0=<t =z,
12 =k
z € {0, 1}V, (14)

ie{l,2,3,...,N}

Note that {0, 1}'*¥ denotes a binary matrix of dimension
1 x N. Although the above-constrained optimization problem
is most commonly used in literature. However, some other
works [68], incorporate the expected return into the objective
function instead of an equality constraint. Such an approach
eliminates the need to specify the required value of expected
return (4. This approach is also intuitive since the goal of an
investor is not to earn a predefined return but to maximize the
final return. Therefore, by putting it into the objective func-
tion, we are informing the optimizer to achieve the maximum
possible value of expected return while minimizing the risk.
The user can explicitly control the trade-off between the risk
and the expected return by changing the objective function.
The modified problem can be written as

min txt’ — Atu”
Subject to: (1 + ot =1
0<t =<z,
1z =k
z € {0, 1}V, (15)

ie{l,2,3,...,N}
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where the parameter A controls the tradeoff between the
expected return and the risk, the second term is incorporated
into the objective function with a negative sign so that when
the optimizer minimizes the value of the objective function,
the value of the second term tu” increases

lll. OPTIMIZATION ALGORITHM

In this section, we will formulate the BAS optimization
algorithm, by mathematically modeling the food foraging
behavior of beetles. The BAS algorithm is designed for
unconstrained optimization problem, first, we will reformu-
late the constrained optimization problem in Section II into
an unconstrained optimization problem. Then we will derive
the optimization algorithm.

A. UNCONSTRAINED OPTIMIZATION PROBLEM
Observing the constraints of the optimization problem (15)
shows that satisfying third and fourth constraints are a combi-
natorial problem, which in itself is a computationally expen-
sive task. Additionally, each constraint requires a different
solving technique, which makes it complicated to incorporate
additional constraints into an existing solution. Therefore to
avoid the combinatorial problem and unify all constraints
into a single framework, we first need to convert the con-
strained optimization problem (15) into an unconstrained
optimization problem. In this paper, we will use the penalty-
term approach to incorporate the equality and inequality con-
straints into the objective function. Using the penalty-term
approach, the constrained optimization problem (15) can be
written as following unconstrained optimization problem

min txt’ — Atu” + P(t, z) (16)
\Z

where P(.) is the penalty function for the constraints in (15).
The penalty function is composed of four terms correspond-
ing to the constraints in the optimization problem

P(t,2) = p1Pi1(t) + poPa(t, 2) + B3P3(2) + B4Pa(z). (17)

where P;(.), i € {l,2,3,4} denotes the penalty terms and
Bi denotes the weight of each term in the objective function.
The purpose of the penalty term is to add a positive value in
the objective function when the corresponding constraint is
violated. Since the optimizer is trying to minimize the objec-
tive function, therefore these terms penalize the violation in
constraints by adding additional value. If the constraints are
not violated, then these terms become zero.

First, we define the penalty term for the equality con-
straints, i.e., constraints corresponding to lines 2 and 4 of (15)

Pit) = (@ +a)t” — 1), (18)
Ps(z) = (12" — k)% (19)
These functions define a non-negative term which add a pos-
itive value into the objective function of (16), thus penalizing

the violation of constraints. Next, the penalty term for the
cardinality constraint, i.e., constraint corresponding to line 5
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of the optimization problem (15) can be defined as
Psz) =z(1 —2)' (1 — 2)2” (20)

which is equivalent to P4(z) = vazl Z%(l — z)?. This
function produces a small positive value when z; € {0, 1},
otherwise it add a large penalty to the objective function (16).
Now, for the inequality constraint, i.e., constraint correspond-
ing to line 3 of the optimization problem (15), define the
following penalty term

N
Patz) =) Qlti, 2. @1
i=1
where the function Q(.) is defined as
—t, ift<0
Qt,z) =10, if0<r=<z (22)
t—1 ifz<rzt.

It can be seen that such a definition of P, makes sure that
a positive number is added to the objective function (16)
whenever an inequality constraint is violated.

Based on the definitions of penalty function (17), and
replacing the value of individual penalty-term from (18), (21),
(19), and (20), the final form of the penalty function can be
written as

N
Pt.z) = p(1+ot’ — 1>+ ) Qi 20)
i=1

+ 312" — k) + BazA — )T (1 — )2’  (23)

This can be replaced in (16) to get the complete unconstrained
optimization problem. Now we formulate the optimization
algorithm to solve this unconstrained optimization problem.

B. BAS OPTIMIZATION ALGORITHM
The food foraging behavior of beetle inspires the BAS
optimization algorithm. The behavior of beetle is inspiring
because of their excellent ability to search for food in a
previously unknown environment by just using its olfactory
sense. The beetle senses the smell of food, and its goal is
to search for the region with the maximum smell. Therefore,
the behavior of the beetle can be characterized as an optimiza-
tion algorithm. Beetle has a pair of antennae, which is used
to measure the difference in intensity of smell in different
directions while searching way toward food. At each step,
beetle senses the intensity of smell at both antennae location
and, based on the difference, move toward a direction where
the intensity of smell is increasing. The mathematical model-
ing of this behavior leads to an efficient global optimization
algorithm. The behavior is visualized in Fig. 1

Suppose we want to solve following unconstrained
optimization problem

max f(x), (24)

where f : R" — R. The optimization variable x is an
n-dimensional vector. In beetle’s analogy, R” is the space in
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Beetle Behavior:
* Measure intensity of smell

* Compare the smell intensity at antennae. Food Source
* Take step in direction of increasing smell. (Goal)
Legend:
t f(x) denotes the intensity of smell.
1 Color intensity o g(x). t =
Reached Goal (x*)
\ , A
=,

g(x1) < g(x)

FIGURE 1. A visual illustration of the beetle’s food foraging behavior.
Each step depicts a single iteration of the BAS algorithm.

which the beetle is searching and f(.) represents the intensity
of smell at each point. The goal is to find a vector x* such that
the intensity of smell f(x*) is maximized.

Suppose that beetle starts from a random location xg. For
the sake of generality, consider it reaches a point x,, at step
m. Generate a random direction vector d € R" with nor-
mally distributed elements. The random vector is generated
to represent the direction of the beetle’s antennae. Consider
both antennae of beetle are pointing in opposite directions;
therefore we can calculate the location of antennae’s end-
point using the following relations

XL = Xm + Amd,  XmR = Xm — Amd, (25)

where we used variables X, and X,z to denote the position
of left antennae and right antennae, respectively. A, denotes
the length of antennae.

The next step is to calculate the value of the objective func-
tion at both these antennae locations, mimicking the sense of
smell of both antennae. Evaluate the objective function in (24)
using both vectors; X,,;. and X,,g, as follow

S =f &), fur = f Xmr), (26)

where f;,,;;, and f;,r denotes the value of objective function
at left and right antenna location respectively. By comparing
both values, we make the next step according to the following
update-rule

X1 = X + SO SIENFour, — frur)d, 27)

where x;n 41 1s the updated location of the beetle, & (.) is the
parameter controlling the Euclidean length of actual step-
size. The step-size is a function of antennae length A; for
the sake of generality. Their relation is described later. The
function sign(.) is used in the above update-rule to make sure
that the updated location is in a direction toward which the
value of the objective function is increasing.

The objective function is then evaluated at updated location
X, to sense the intensity of smell at the new location

Tt =F K1) (28)
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the value f, 41 1s then compared to the value f;, from the last
location. If there is an improvement, i.e., the new value f / 1
is higher, then the beetle remains at the new location xm 41
otherwise it returns to its previous location. The location
variable is updated as

/ el
Xm+l lffm—H >fm
Xn  AffL < e

Similarly, the variable holding the value of the objective
function is updated

Xl = (29)

r:l+1 iffr;l+1>fm
fu EFLL) <

The above steps are performed repeatedly until an optimal
solution is reached. The steps of the algorithm are system-
atically presented in 1. Fig. 2 shows the schematic diagram
of the BAS algorithm to visually depict the functionality and
connection between different components of the algorithm.

Jmy1 = (30)

Xm 1]
I z I

Delay Block
If-condition

+( jEm + /\md Eq. (16) '/"” L Eq. (29)blocks Eq. (30)

+ J; fm J
Eq. 27) Eq. (16) /

/
x'm+l m+1

Xm+1

Xm — >\m a
+

O Eq. (16)
i JmR
j d

FIGURE 2. Schematic diagram of the BAS algorithm visually depicting the
interconnections between different components of the Algorithm 1.

The value of parameters A, and §,,(.) affect the conver-
gence rate of the BAS algorithm. By empirical observations,
we found that the following rules provide a reasonable con-
vergence rate

Am = Cl\/ﬁe—am’ Sm(Am) = C2hm, 3D

where m denotes the current step number, o controls the
speed of decay. c; and ¢, are constant values and generally
their default values are chosen as ¢; € (0,2) and ¢; = 1.
However, for a specific implementation, their values can be
further tuned. The rule starts the algorithm with a large value
of antennae length and slowly converges to a small value
according to the exponential decay law.

Remark 1: Note that although the above algorithm is for-
mulated for a maximization problem, it can equivalently be
applied to the minimization problem

min f(x), (32)
X
by modifying the update-rule in (29) as follow
X1 = X = SnOm)sign(fur, — four)d, (33)

and reversing the inequality conditions in (27) and (30).
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TABLE 1. NASDAQ symbols for the selected companies.

Companies 01-13 || GOOGL | AMZN FB T AAXN
Companies 14-26 HAYN PM A EPR CARB
Companies 27-39 HAS CNP WEC_W ETJ PAA

Companies 40-50 ORC SNMX AEUA PZZA | WYY

vz F GM OKE TERP | CTRE | IRBT | NFLX
BBRG | GOGO | LEN | HBIO | ORM TD AHL | OCSL
T™Q AZO CG BDC | HBNC | VTVT | KYE ETY
SHLD RIOT GES | JWN WSO PEGA

Remark 2: The unconstrained optimization (16) can be
written in the same form as (32) by defining x = [t z],
i.e., augmenting both row matrices to form a single large
matrix. In this case, the dimension of optimization problem
becomes n = 2N, i.e., x € RZV,

Algorithm 1 BAS Algorithm - Portfolio Optimization
Input: Mean of return rate for all stocks g, covariance
matrix of return rate X, normalized transaction
cost o, number of stocks in final portfolio k,
weight parameters: A, B1, B2, B3, and Ba.
Output: An optimal selection of stocks z* and optimal
investment amount in each stock t*.
Construct the objective function in (16) according to
method given in Remark 2.
xo < Initial location
m <= 0 kgop < maximum number of steps allowed
while m < mg,, do
Generate a normalized random vectors, d e R".
Calculate both antennae’s locations using using (25).
Evaluate the objective function at both vectors.
Use the calculated values to determine the new
location according to the update-rule (27).
Calculate the value of objective function at new
location as given in (28).
Update the location according to (29) and (30).
m<—m+1

end

C. COMPUTATIONAL COMPLEXITY

Here the complexity analysis of the BAS algorithm is pre-
sented. Steps listed inside while loop of Algorithm 1 are
used to calculate the number of mathematical operations.
The first step of the algorithm, requires the generation of n
normally distributed random variables, which requires a total
of by n floating-point operations, where b denotes the opera-
tions required to generate a single random variable. The sec-
ond step, i.e., calculation of antennae’s end-point locations,
requires a 2n additions and 2n multiplication operations,
making up a total of 4n floating-point operations in this step.
The third step requires the evaluation of the objective function
twice. A careful analysis of the objective function tells that it
requires approximately n3 + 7n floating-point operations to
evaluate it once. The most complex part in evaluation of the
objective function is computation of tXt” , which contributed
the n® term. Since we need to evaluate the objective func-
tion twice, it requires 2n> + 14n floating-point operations.
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The fourth step, i.e., updating the location according to the
rule (27), requires 2n + 2 floating-point operations. The fifth
step, requires the evaluation of the objective function again,
therefore requiring approximately n> 4 7n floating-point oper-
ations. The last step, i.e., updating the location according to
(29) and (30) requires 2 comparisons. Summation of floating-
point operations for all the steps make a total of: (b1 n+4n+
Qn3+14n)+2n424+n> +7n+2) = 3n3+Q74+b)n+3a2+2.
It implies that the overall computational complexity of the
BAS algorithm is O(n?), i.e., polynomial with respect to the
dimensionality of optimization variable.

IV. RESULTS AND DISCUSSION

In this section, we will present the experimental methodology
and the optimization results using the BAS algorithm. First,
we will describe the processing of the dataset to obtain the
mean return rate and the covariance matrix from the historical
prices of stocks. Then we will describe the type of experi-
ments and then present their results along with the discussion.

A. EXPERIMENTAL METHODOLOGY

To evaluate the viability of the BAS algorithm in practical
scenarios, we used the real-world dataset [69] to calculate the
parameters for the optimization problems. The dataset [69]
contains the stock prices, up to 2017, for major companies
in the NASDAQ stock exchange. The dataset contains stock
prices for 7192 companies. Out of those, we selected 50 com-
panies to perform our experiments. We used the stock price
data for the year 2017 to calculate the mean return rate and
covariance matrix for the selected companies. The name of
the companies used in our experiments are listed in Table 1.
The dimension of mean return rate matrix g is 1 x 50 and
covariance matrix X is 50 x 50. Therefore, we have visualized
them as a grid of rectangular pixels and used colormap to
show their values. Fig. 4(a) and Fig. 4(b) visualize the matri-
ces u and X respectively. To obtain a value of «, i.e., the
transaction cost vector for purchasing the shares, we gener-
ated a uniformly distributed random vector with a dimension
of 1 x 50, such that 1a”7 = 0.1. All the experiments were
conducted with MATLAB running on macOS Cataline with
2.2 GHz Quad-Core Intel Core i7 and 16 GB of RAM. The
MATLAB was chosen because it provided the environment to
quickly prototype and test the performance of the algorithm.
The real-world implementation of the algorithm will usually
require a more specialized embedded processor programming
using a low-level programming language, e.g., C or C++.
It must be noted that the since the optimal value of the
optimization variables, for the problem of portfolio selection,
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FIGURE 3. The return rate of the stocks of the companies listed in Table 1. Each figure corresponds to five companies. This return rate is used in the
calculation of mean and covariance matrices visualized in Fig. 4. The values of return rate are concentrated above one, i.e., company is giving profit. The

chaotic behaviour of these curves is expected from a real-world dataset.
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FIGURE 4. Visualization of mean return rate and covariance matrix as grid
of rectangular pixels with values shown using colormap. (a) Visualization
for 1 x 50 mean return rate matrix . (b) Visualization for 50 x 50
covariance matrix. Most of the values are concentrated near the middle
(one for mean and zero for covariance) with only few outliers, which can
be expected from a real-world dataset.

lies in the range [0, 1]; therefore, the algorithm was initialized
with uniformly distributed random values, i.e., xo € [0, 1],
where n is the dimensionality of the optimization variable as
explained in Remark 2.

Additionally, to evaluate the comparative performance
of the BAS algorithm, we also conducted the experiments
using PSO [70], GA [71], PS [72], and fmincon [73].
Among these, fmincon is a gradient-based optimizer avail-
able in MATLAB [73], while other are are well-tested
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nature-inspired optimization algorithms and have the focus
of several studies [24], [72]. All major optimization libraries
have a robust implementation of these algorithms and, there-
fore, can be readily used to benchmark the performance of
a given optimization algorithm. We implemented the BAS
algorithm in MATLAB [73]. Since MATLAB also provides
an implementation of PSO, GA, PS, and fmincon, this
enabled us to conduct a fair benchmark and comparative
analysis of the BAS algorithm. To present fair and accurate
comparison results, we manually tuned the hyperparame-
ters of these metaheuristic optimization algorithms until we
reach a satisfactory level of performance. The execution time
present for each algorithm is estimated using code profiling
tools provided by MATLAB, which provide accurate tim-
ing information and take care of any biases caused by OS
scheduler.

Additionally, to evaluate the scalability of the BAS algo-
rithm, we considered the different number of companies to be
included in the portfolio. In this regard, we considered four
different cases. In the first case, we chose a total of 5 com-
panies out of the 50 companies initial selected, i.e., N = 5.
We used the mean return rate and covariance matrices for
those 5 companies to formulate an objective function accord-
ing to (16). The cardinality constraint was used to enforce
that only 3 companies can be present in the final portfolio,
i.e., k = 3. For the second case, we chose 10 companies,
ie., N = 10 and k = 5 was used to formulate the objective
function. For the third case, the number of companies was
20 and k = 10. Similarly, for fourth case, N = 50 and k = 20
was chosen. Note that, A = 1,81 =5, 8, =1, 3 = 2, and
B4 = 10 were used in all the experiments.

B. COMPARATIVE RESULTS AND DISCUSSION

First, we will discuss the convergence behavior of the BAS
algorithm for the four experimental scenarios, as described in
the previous subsection. Then we will compare the optimal
results obtained using the BAS algorithm with results from
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FIGURE 5. Convergence performance of the BAORNN algorithm for different experimental scenarios along with profile of important metrices. (a)-(d) show
the results for the case when 5 stocks were considered and k = 3, i.e., only 3 companies could be present in final portfolio. (a) shows the convergence of
the unconstrained objective function. (b) shows the value of two components of the unconstrained objective function. (c) shows the evolution of return
rate with number iterations. (d) shows the profile of individual constraint penalty term as defined in Section I11-A. (e)-(h) show the similar results for the
case of 10 companies and k = 5. (i)-(I) show the results for 20 companies and k = 10. (m)-(p) show the results for 50 companies and k = 20.

PSO and GA. The comparison includes several metrics: opti-
mal value, optimal return rate and variance, execution time,
number of iterations, and number of evaluations of objective
functions.

Fig. 5 shows the convergence performance of the BAS
algorithm for the four different cases. Each row of fig-
ures show results for a single case. Fig. 5(a)-(d) shows the
results for the first case, i.e., N = 5,k = 3. Fig. 5(a)
shows the decay in the value of unconstrained objective
function along with the number of iterations of the opti-
mization algorithm. It can be seen that the value of objec-
tive function monotonically decreases until it reaches the
minimum optimal value. Additionally, it can be seen that
in the beginning, the value of objective function decreases
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rapidly in large steps, however, as the number of iterations
increase, the reduction in value of the objective function
becomes small; it can be described in term of the rule (31),
which used to calculate the length of beetle’s antennae. In the
beginning, the length is Ap; however, with the number of
iterations increase, the length decreases by an exponential
decay factor. The smaller antennae length implies that the
algorithm is only able to take small steps; however, such a
decaying behavior is necessary to avoid overshooting near-
optimal points. Fig. 5(b) shows different two components of
the unconstrained objective function. It can be seen in (16),
that the objective function have two components; first compo-
nent is from Markowitz’s model and second is the combined
penalty term for the optimization constraints P(.) as defined
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TABLE 2. Summary of convergence profiles of the BAS algorithm.

5 Companies 10 Companies 20 Companies 50 Companies
f(t*,z*) —1.062 —1.062 —1.056 —0.712
t*u” 1.116 1.117 1.106 1.117
t* ot T 0.002 0.002 0.0004 0.0002
P(t*,z*) 0.0505 0.0503 0.0502 0.7025
P1(t*) 0.0101 0.0101 0.0100 0.0135
Pa(t*, z*) 0 0 0.4503
Ps(z*) 2x 1078 3x 1077 6 x 107 0.0087
Pa(z*) 4x 1077 2 x 1076 2x 106 0.0167
BAS:
c1 1.5 1.65 0.01 0.0612
o 0.99 0.999 0.9992 0.9995
c2 1 1 1
PSO:
Swarm Size 25 50 80 100
Neighborhood size 0.25 0.25 0.25 0.25
Max. Iterations 1000 2000 4000 10000
GA:
Population Size 25 50 80 100
Max. Generations 500 1000 2000 5000
PS:
Max. Evaluations 10000 20000 40000 100000

in (17). We have shown the convergence of both of these
components to demonstrate that although the overall value
of unconstrained objective function decreases, the value of
individual components might not follow the same pattern. For
example, in Fig. 5(b), the value of the Markowitz’s model
term increases with the number of iterations; this can be
explained by considering that the initial point produced a
lower value of the first term, but it violated the constraints.
Therefore, such a point cannot be taken as solution of the
optimization problem. As the states of optimizer evolved with
iterations, the individual components also reached an optimal
solution. The violation of constraints at the initial point can
be seen in Fig. 5(d). Fig. 5(c) shows the profile of expected
return rate t[LT. It can be seen that initially, the value of
expected return rate is quite high but achieving it is unrealistic
because the optimization variables violated the constraints at
the initial point. However, the expected return rate reaches a
realistic optimal value of 11.59%. Finally, Fig. 5(d) shows the
value of individual penalty term for optimization constraints.
These penalty terms are defined in Section III-A. The profile
of these penalty terms shows that in the beginning, the opti-
mization variable violated all the constraints, however, as the
optimizer minimized the value of objective function these
penalty terms also converged to an optimal minimum value.

Similar trends can be observed for the second, third, and
fourth experimental cases. Fig. 5(e)-(h) shows the results
for the case of 10 companies and cardinality constraint of
k = 5. It can be seen that for this case, the optimizer took
5000 iterations to converge to an optimal point. Results for
the case of 20 companies and 50 companies are summarized
in Fig. 5(i)-(1) and Fig. 5(m)-5(p) respectively. These experi-
mental results prove the scalability of the BAS algorithm on
the real-world dataset and demonstrate its efficacy in practical
scenarios. Value of different parameters at optimal point are
summarized in Table 2.
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Next, we conducted experiments to perform the compari-
son of the BAS algorithm with PSO, GA, PS, and fmincon.
The comparison results are summarized in Table 3. The table
presents six different metrics to measure the performance of
an algorithm; the optimal value of the unconstrained objective
function, the value of expected return rate and variance at
the optimal point, the total execution time as measured in
MATLAB, the number of iterations of respective algorithm,
and the total number of evaluations of the objective function.
It can be seen that in almost all the cases, BAS and PSO
demonstrate almost identical performance in terms of the
final optimal point, i.e., the value of the objective function
and the expected return rate. The performance of the GA
algorithm deteriorates as the number of companies increases.
However, the computational efficiency of the BAS algorithm
is much higher as compared to the PSO and GA algorithms.
In terms of execution time, it can be seen that even in the
best performance scenario, the BAS algorithm is at least six-
folds (in case of 10 companies) faster than PSO and GA.
In other scenarios, the numerical efficiency of the BAS is even
higher. Remember that all the experiments were performed in
MATLAB, which provided a native implementation of PSO
and GA; therefore, the comparison of execution time is fair.
The authors even tuned the initial parameters of PSO and GA
to enhance their performance. The comparison of the number
of iterations is not directly important because each optimiza-
tion algorithm has a different formulation, therefore a more
holistic comparison is provided by the number of evalua-
tions of the objective function; which directly corresponds to
the computational complexity of the optimization algorithm.
It can be seen from Table 3 that BAS clearly outperforms PSO
and GA in term of the number of evaluations of the objective
function.

In order to prove the robustness and consistency of the
proposed algorithm, statistical results were also generated by
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TABLE 3. Comparison of BAS with PSO, GA, PS, and fmincon for different number of companies in the portfolio.

5 Companies (k=3) 10 Companies (k=5)

BAS PSO GA PS fmincon® BAS PSO GA PS fmincon
Optimal Value -1.062  -1.062 -1.05 -1.059 -0.1275 -1.062 -1.060 -0.992 -1.05 -0.984
Expected Return** 1.116 1.116 1.102 1.114 1.112 1.117 1.111 1.104 1.104 1.110
Expected Variance*** 0.002 0.004 0.001 0.003 0.0061 0.004 0.002 0.003 0.001 0.004
Execution Time' 0.015 0.422 0.647 0.36 0.387 0.105 0.727 0.786 0.950 0.708
Iterations 1000 408 651 1001 104 5000 635 630 1476 94
Func. Evaluationst 3000 40900 60250 14650 1618 15000 63600 119910 40000 2383

20 Companies (k=10) 50 Companies (k=20)

BAS PSO GA PS fmincon# BAS PSO GA PS fmincon
Optimal Value -1.056 -1.06 -0.987 1.8772 -0.984 -0.712 -0.878 0.647 49.62 -0.852
Expected Return* 1.106 1.105 1.104 1.05 1.106 1.117 1.106 1.102 0.990 1.10
Expected Variance** 0.0004  0.004 0.0002 0.009 0.0004 0.0005  0.0002 0.0009 0.370 0.0003
Execution Time' 0.117 1.069 1.256 1.443 1.040 0.203 3.245 5.010 3.591 2.098
Iterations 2000 917 937 1410 66 10000 2598 2174 1336 28
Func. Evaluationst 6000 91800 178240 80000 3000 30000 259900 413270 200000 3031

* Value of expected return rate t* g7 .
T Execution time in seconds as measured in MATLAB.
# Gradient-based optimization algorithm.

** Value of expected variance t*Xt*7 .
¥ Total number of function evaluations.
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FIGURE 6. The box and whisker plot showing the distribution of performance parameters under varying initial conditions. Each experiment was repeated
20 times, and the statistics were recorded in the form of the whisker graph. (a) shows the results for execution time for different number of companies.
Similarly, (b) and (c) shows the statistics for expected return and variance respectively.

TABLE 4. Standard deviation for the performance metrices using BAS algorithm.

5 Companies 10 Companies 20 Companies 50 Companies
Execution Time 0.001 0.0067 0.0015 0.003
Expected Return 0.01 0.0062 0.0028 0.0214
Expected Variance 0.0038 0.0007 0.0004 0.006

repeating each experiment 20 times with different initial con-
ditions. The same initialization strategy was used as described
in Section IV-A. The value of performance metaheuristic,
i.e., execution time, expected return, and expected variance,
were recorded and presented in the form of the whisker graph,
as shown in Fig. 6. The graph shows the distribution of
performance metrics around median value and their overall
variation under different initial conditions. Fig. 6(a) shows
the results for execution time. It can be seen that the values
are tightly distributed in a narrow band, which shows the
consistency in the performance of the proposed algorithm and
demonstrate its robustness to the initial conditions. Similar
results can be observed for the expected return and expected
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variance in Fig. 6(b) and 6(c) respectively. The value of
standard deviation for each parameter are also presented in
the Table 4. The value also demonstrates that there is little
influence on the performance of the algorithm if initial con-
ditions are changed

V. CONCLUSION AND FUTURE WORK

In this paper, we applied a nature-inspired metaheuristic opti-
mizer, called BAS, to the financial problem of portfolio selec-
tion. The BAS algorithm mimics the food foraging behavior
of a beetle, and therefore have a remarkable ability to search
for an optimal point in a computationally efficient manner.
To apply the optimization algorithm on the portfolio selection
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problem, we first formulated a constrained optimization prob-
lem inspired by the classical Markowitz model and enhanced
it to include the cardinality constraint and transaction cost.
Next, it is reformulated as an unconstrained optimization
problem using the penalty term approach. The parameters of
the optimization problem are calculated using the historical
stock price dataset. The portfolio selection problem is then
solved by considering a specific number of available stocks
to evaluate the scalability of the BAS algorithm. Additionally,
the performance is also compared to PSO, GA, and PS, which
are well-studied metaheuristic optimization algorithms. The
experimental results show that the BAS algorithm is, in the
worst case 6 times faster as compared to the other optimiza-
tion algorithm and about 25 times faster in the best case
with the comparable accuracy, which proves efficacy and
computational efficiency of the BAS algorithm.

The following topics for the extension of the proposed
study are potential future research directions. Investigating
and exploring the effect of different portfolio selection mod-
els, such as the Sharpe ratio, on the performance of the
proposed algorithm. Additionally, exploring hardware-level
implementation options, such as GPU and bare-metal pro-
cessing, to deploy the solution in a commercial environment
will also act as a potential future research direction.
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