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Abstract. In this paper fuzzy mean-entropy-skewness models are proposed for 
optimal portfolio selection. Entropy is favored as a measure of risk as it is free 
from dependence on symmetric probability distribution. Credibility theory is 
applied to evaluate fuzzy mean, skewness and entropy. Hybrid intelligence al-
gorithm is used for simulation. Numerical examples are given in favor of each 
of the models.   
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1   Introduction 

Different authors like Philppatos and Wilson [1], Philippatos and Gressis [2], Naw-
rocki and Harding [3], Simonelli [4], Huang [5], Qin et al. [6] used entropy as an 
alternative measure of risk to replace variance proposed by Markowitz [7]. Entropy is 
used as risk in the sense that uncertainty causes lose and so investors dislike uncer-
tainty and entropy is a measure of uncertainty. Entropy is more general than variance 
as an efficient measure of risk because entropy is free from reliance on symmetric 
probability distributions and can be computed from non-metric data.     

Skewness measures the asymmetry of a distribution. Portfolio returns are generally 
asymmetric and investors would prefer a portfolio return with larger degree of asym-
metry when the mean value and risk are same. There will be three goals in portfolio 
optimization, maximizing the mean and the skewness and minimizing the entropy. 
Consideration of skewness in portfolio selection was started by Lai [8] and then con-
tinued by Konno et al. [9], Chunhachinda et al. [10], Liu et al. [11], Briec et al. [12] 
etc . All these literatures assume that the security returns are random variables. There 
are many non-stochastic factors that affect stock markets and they are improper to 
deal with probability approaches. So Ramaswamy [13], Inuiguichi et al. [14], Li et al. 
[15] etc. studied fuzzy portfolio selection. But till date none has considered mean- 
entropy- skewness model for portfolio selection problem.  

In this paper, in section 2, the definition of fuzzy entropy by Li and Liu [16] is dis-
cussed and also credibility theory is used to evaluate the mean and skewness of the 
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fuzzy return. In section 3 portfolio selection models are constructed. In section 4 
fuzzy simulation integrated genetic algorithm is used to solve the proposed models. In 
section 5 numerical results are given to illustrate the method followed by conclusions 
in section 6. 

2   Mean, Entropy, Skewness by Credibility Theory 

In this section we will discuss credibility theory (c.f. Liu [17]) to have the mean, 
skewness and entropy of a fuzzy variable.  

Definition 1: Suppose that ξ be a fuzzy variable with membership function ξμ . Then 

for any set B  ⊂ ℜ the credibility of ξ ∈B is defined as: 

c
ξ ξ

x B x B

1
Cr {ξ  B} = ( x ) + 1 ( x ) .sup μ sup μ

2 ∈ ∈

⎛ ⎞
⎜ ⎟∈ −⎜ ⎟⎜ ⎟
⎝ ⎠

 

Definition 2: The expected value of ξ is defined as 
0

E[ ξ ] Cr{ ξ r }dr Cr{ ξ r }dr.
0

∞
= ≥ − ≤∫ ∫

−∞
 

Definition 3: Suppose that ξ be a fuzzy variable with finite expected value. The 
skewness of ξ is defined as 

3S[ξ]  E[(ξ E[ξ]) ].= −  

Definition 4: Let ξ be a continuous fuzzy variable and let T(t) = – t.ln(t) – (1–t).ln(1– 
t). Then the entropy of ξ is defined by  

H[ξ ] T(Cr{ξ r })dr.
∞

= =∫
−∞

 

Definition 5: Let ξ be a discrete fuzzy variable taking values in {x1, x2, . . .} and let 
T(t) = – t.ln(t) – (1–t).ln(1– t). Then the entropy of ξ is defined by  

iH[ξ ] T(Cr{ξ x }).
i 1

∞
= =∑

=
 

Example 1: The expected value, skewness and entropy of a triangular fuzzy number ξ 
= (a, b, c) are respectively 

2a + 2b + c (c  a) (c  2b + a) c  a
E [ξ ] = , S[ξ ] =  and H[ξ ] = .

4 32 2

− − −
 

Theorem 1: Let i i i ir  = (a , b , c )% (i =1,2,…,n) be independent triangular fuzzy num-

bers. Then 

( )
n

1 1 2 2 n n i i i
i 1

1
E[ r x r x .... r x ] a b c ,

4 =
+ + + = + +∑% % %  
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( )
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Proof: Since i i i ir  = (a , b , c )% are triangular fuzzy numbers, by Extension Principle of 

Zadeh it follows that    
n n n

1 1 2 2 n n i i i i i i
i = 1 i = 1 i = 1

r x r x .... r x  =   a x  ,  b x  ,  c x ,
⎛ ⎞

+ + + ⎜ ⎟⎜ ⎟
⎝ ⎠
∑ ∑ ∑% % %  

which is also a triangular fuzzy number. Combining this with the results obtained in 
example 1 we are with the theorem. 

3   Mean-Entropy-Skewness Model  

Let ir%  be a fuzzy number representing the return of the ith security. Let xi be the por-

tion of the total capital invested in security i, i = 1, 2, …, n.  

Then 
'
i i i

i
i

p  + d p
r  = ,

p

−
% where pi is the closing price of the ith security at present,  

'
ip is the estimated closing price in the next year and di is the estimated dividends in 

the next year.  
Now when minimum expected return (α) and maximum risk (γ) are known, the in-

vestor will prefer a portfolio with large skewness. It can be modeled as: 

1 1 2 2 n n

1 1 2 2 n n

1 1 2 2 n n

1 2 n

i

m axim ize S[r x r x .... r x ]

  subject to 

  E [r x r x .... r x ]  α
  H [r x r x .... r x ]  γ
  x x .... x  =  1

  x   0, i =  1 , 2, ...., n.

+ + +⎧
⎪
⎪
⎪ + + + ≥⎪
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⎪

≥⎪⎩

% % %

% % %

% % %
   ……………………………….. (1) 

When expected return (α) and skewness (β) are both not less than some given target 
values, the investor would aim to minimize the risk; which can be modeled by II. 

1 1 2 2 n n

1 1 2 2 n n

1 1 2 2 n n

1 2 n i

minimize H[r x r x .... r x ]

  subject to 

  E[r x r x .... r x ]  α
  S[r x r x .... r x ] β
  x x .... x  = 1,  x   0, i = 1, 2, ...., n . 

+ + +⎧
⎪
⎪⎪ + + + ≥⎨
⎪ + + + ≥⎪
⎪ + + + ≥⎩

% % %

% % %

% % %

  ……………………….. (2) 

When minimum skewness (β) and maximum risk (γ) is known, the investor would 
aim to maximize the expected return. It can be modeled as:  
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1 1 2 2 n n
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maximize E[r x r x .... r x ]

  subject to 

  H[r x r x .... r x ]  γ
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  x x .... x  = 1, x   0, i = 1, 2, ...., n.

+ + +⎧
⎪
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% % %

% % %

% % %

………………………….. (3) 

4   Hybrid Intelligence Algorithm  

To find the optimal portfolio, we integrate fuzzy simulation into the genetic algo-
rithm. The genetic algorithm procedure has been introduced in detail in [18]. Here, we 
sum up the hybrid intelligent algorithm as follows: 

Step 1) In the GA, a solution x = (x1, x2, . . . , xn ) is represented by the chromosome C 
= (c1, c2 , . . . , cn ), where the genes c1, c2 , . . . , cn are in the interval [0, 1]. The 
matching between the solution and the chromosome is through xi = ci /(c1 + c2 + · · · + 
cn ), i = 1, 2, . . . , n, which ensures that x1 + x2 + · · · + xn = 1 always holds.  
Randomly generate a point C from the hypercube [0, 1]n . Use fuzzy simulation to 
calculate the entropy value, skewness and expected value. Then check the feasibility 
of the chromosomes. Take the feasible chromosomes as the initialized chromosomes. 

Step 2) Calculate the objective values for all chromosomes by fuzzy simulation. Then, 
give the rank order of the chromosomes according to the objective values. For model-
III, the greater the expected value is, the better the chromosome is, and the smaller the 
ordinal number the chromosome has. For model-II, the smaller the entropy value is, 
the better the chromosome is, and the smaller the ordinal number the chromosome 
has. Next, compute the values of the rank-based evaluation function of the chromo-
somes and the fitness of each chromosome according to the rank-based-evaluation 
function. 

Step 3) Select the chromosomes by the roulette wheel selection method, which is 
fitness proportional. 

Step 4) Update the chromosomes by crossover and mutation operations. Check the 
feasibility of the chromosomes in a similar way as the initial step. 

Step 5) Repeat the second to fourth steps for a given number of cycles. 

Step 6) Choose the best chromosome as the solution of portfolio selection. For model-
III the chromosome with the maximum expected value is the best chromosome. For 
model-II the chromosome with the minimum entropy value is the best chromosome. 
For model-I the chromosome with the maximum skewness is the best chromosome. 

5   Numerical Example 

We apply our mean-entropy-skewness models to the data from Huang [19]. We take 
the first seven securities. The returns are triangular fuzzy numbers.  
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Security Return( ir% ) Security Return( ir% ) 

I (-0.3, 1.8, 2.3) V (- 0.7, 2.4, 2.7) 

II (-0.4, 2.0, 2.2) VI (- 0.8, 2.5, 3.0) 

III (-0.5, 1.9, 2.7) VII (- 0.6, 1.8, 3.0) 

IV     (-0.6, 2.2, 2.8)  

 

Example 1.  Considering the minimum expected return and the bearable maximum 
risk to be as 1.6 and 1.8, we judge the model-I and the solution of the above model is 
obtained as: 

 

Securities 

I II III IV V VI VII 
Skewness 

0 0 0 0 0 0.3077 0.6923 12.6875 

 

Example 2.  Considering the minimum skewness and the bearable maximum risk to 
be as 12.5 and 1.8, we judge the model-III and the solution of the above model are 
obtained as: 

 

Securities 

I II III IV V VI VII 
Mean 

0 0 0 0 0 0.5549 0.4451 1.6803 

 

Example 3.  : Considering the maximum skewness and the minimum expected return 
to be as 12.5 and 1.8, we judge the model-II and the solution of the above model is 
obtained as: 

 

Securities 

I II III IV V VI VII 
Risk 

0 0 0 0 0.0813 0.2451 0.6736 1.772 
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6   Conclusion 

Since skewness is incorporated in the portfolio selection model, the model has be-
come more sensible. Entropy is used as the measure of risk. The smaller the entropy 
value is, the more concentrative the portfolio return is and the safer the investor is. A 
hybrid intelligence algorithm is designed and numerical results are given to show the 
effectiveness of the method. Works are going on to apply the proposed approach in 
Indian stock market. 

References 

1. Philippatos, G.C., Wilson, C.J.: Entropy, market risk and selection of efficient portfolios. 
Applied Economics 4, 209–220 (1972) 

2. Philippatos, G.C., Gressis, N.: Conditions of equivalence among E–V, SSD, and E–H port-
folio selection criteria: The case for uniform, normal and lognormal distributions. Manag. 
Sci. 21, 617–625 (1975) 

3. Nawrocki, D.N., Harding, W.H.: State-value weighted entropy as a measure of investment 
risk. Appl. Econ. 18, 411–419 (1986) 

4. Simonelli, M.R.: Indeterminacy in portfolio selection. Eur. J. Oper. Res. 163, 170–176 
(2005) 

5. Huang, X.: Mean-entropy models for fuzzy portfolio selection. IEEE Transactions on 
Fuzzy Systems 16(4), 1096–1101 (2008) 

6. Qin, Z., Li, X., Ji, X.: Portfolio selection based on fuzzy cross-entropy. Journal of Compu-
tational and Applied Mathematics 228(1), 188–196 (2009) 

7. Markowitz, H.: Portfolio selection. J. Finance 7, 77–91 (1952) 
8. Lai, T.: Portfolio selection with skewness: a multiple – objective approach. Review of the 

Quantitative Finance and Accounting 1, 293–305 (1991) 
9. Konno, H., Suzuki, K.: A mean-variance-skewness optimization model. Journal of the Op-

erations Research Society of Japan 38, 137–187 (1995) 
10. Chunhachinda, P., Dandapani, P., Hamid, S., Prakash, A.J.: Portfolio selection and skew-

ness: evidence from international stock markets. Journal of Banking and Finance 21, 143–
167 (1997) 

11. Liu, S.C., Wang, S.Y., Qiu, W.H.: A mean- variance- skewness model for portfolio selec-
tion with transaction costs. International Journal of System Science 34, 255–262 (2003) 

12. Briec, W., Kerstens, K., Jokung, O.: Mean-variance- skewness portfolio performance 
gauging: a general shortage function and dual approach. Management Science 53, 135–149 
(2007) 

13. Ramaswamy, S.: Portfolio selection using fuzzy decision theory. Working paper of Bank 
for International Settlements 59 (1998) 

14. Inuiguchi, M., Ramik, J.: Possibilistic linear programming: a brief review of fuzzy mathe-
matical programming and a comparison with stochastic programming in portfolio selection 
problem. Fuzzy Sets and Systems 111, 3–28 (2000) 

15. Li, X., Qin, Z., Kar, S.: Mean-variance-skewness model for portfolio selection with fuzzy 
returns. European Journal of Operational Research (2009), doi:10.1016/j.ejor.2009.05.003 

16. Li, P., Liu, B.: Entropy of credibility distributions for fuzzy variables. IEEE Transactions 
for Fuzzy Systems 16(1), 123–129 (2008) 

17. Liu, B.: Uncertainty Theory, 3rd edn., http://orsc.edu.cn/liu/ut.pdf 
18. Huang, X.: Fuzzy chance-constrained portfolio selection. Applied Mathematics and Com-

putation 177, 500–507 (2006) 
19. Huang, X.: Mean-semivariance models for fuzzy portfolio selection. Journal of Computa-

tional and Applied Mathematics 217, 1–8 (2008) 
 


	Mean-Entropy-Skewness Fuzzy Portfolio Selection by Credibility Theory Approach
	Introduction
	Mean, Entropy, Skewness by Credibility Theory
	Mean-Entropy-Skewness Model
	Hybrid Intelligence Algorithm
	Numerical Example
	Conclusion
	References



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (ISO Coated v2 300% \050ECI\051)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Perceptual
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /sRGB
  /DoThumbnails true
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts false
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /Warning
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /Warning
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 600
  /MonoImageMinResolutionPolicy /Warning
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 5.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [595.276 841.890]
>> setpagedevice




