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Méthodes et modeles numériques appliqués aux risques du marché et a

I’évaluation financiére

Ce travail de these aborde deux sujets : (i) L’utilisation d’une nouvelle méthode numérique pour
I’évaluation des options sur un panier d’actifs, (ii) Le risque de liquidité, la modélisation du carnet

d’ordres et la microstructure de marché.

Premier théme : Un algorithme glouton et ses applications pour résoudre des équa-

tions aux dérivées partielles

Beaucoup de problemes d’intérét dans différents domaines (sciences des matériaux, finance, etc)
font intervenir des équations aux dérivées partielles (EDP) en grande dimension. L’exemple typique
en finance est ’évaluation d’une option sur un panier d’actifs, laquelle peut étre obtenue en résolvant
EDP de Black-Scholes ayant comme dimension le nombre d’actifs considérés. Nous proposons d’é-
tudier un algorithme qui a été proposé et étudié récemment dans [ACKMO06, BLM09] pour résoudre
des problemes en grande dimension et essayer de contourner la malédiction de la dimension. L’idée
est de représenter la solution comme une somme de produits tensoriels et de calculer itérativement
les termes de cette somme en utilisant un algorithme glouton. La résolution des EDP en grande di-
mension est fortement liée a la représentation des fonctions en grande dimension. Dans le Chapitre
1, nous décrivons différentes approches pour représenter des fonctions en grande dimension et nous

introduisons les problémes en grande dimension en finance qui sont traités dans ce travail de these.

La méthode sélectionnée dans ce manuscrit est une méthode d’approximation non-linéaire ap-
pelée Proper Generalized Decomposition (PGD). Le Chapitre 2 montre ’application de cette méthode
pour Papproximation de la solution d’une EDP linéaire (le probléme de Poisson) et pour I"approxima-
tion d’une fonction de carré intégrable par une somme des produits tensoriels. Un étude numérique de
ce dernier probléme est présenté dans le Chapitre 3. Le probleme de Poisson et celui de 'approxima-
tion d’une fonction de carré intégrable serviront de base dans le Chapitre 4 pour résoudre 1’équation
de Black-Scholes en utilisant I’approche PGD. Dans des exemples numériques, nous avons obtenu des

résultats jusqu’en dimension 10.

Outre I’approximation de la solution de ’équation de Black-Scholes, nous proposons une méthode

de réduction de variance des méthodes Monte Carlo classiques pour évaluer des options financieres.

Second théme : Risque de liquidité, modélisation du carnet d’ordres, microstructure

de marché

Le risque de liquidité et la microstructure de marché sont devenus des sujets tres importants
dans les mathématiques financieres. La dérégulation des marchés financiers et la compétition entre

eux pour attirer plus d’investisseurs constituent une des raisons possibles. Les régles de cotation sont



en train de changer et, en général, plus d’information est disponible. En particulier, il est possible de
savoir a chaque instant le nombre d’ordres en attente pour certains actifs et d’avoir un historique de
toutes les transactions passées. Dans ce travail, nous étudions comment utiliser cette information pour
exécuter de facon optimale la vente ou I'achat des ordres. Ceci est lié au comportement des traders

qui veulent minimiser leurs cotits de transaction.

La structure du carnet d’ordres (Limit Order Book) est trés complexe. Les ordres peuvent
seulement étre placés dans une grille des prix. A chaque instant, le nombre d’ordres en attente d’achat
(ou vente) pour chaque prix est enregistré. Pour un prix donné, quand deux ordres se correspondent, ils
sont exécutés selon une regle First In First Out. Ainsi, a cause de cette complexité, un modeéle exhaustif
du carnet d’ordres peut ne pas nous amener a un modele oll, par exemple, il pourrait étre difficile de
tirer des conclusions sur la stratégie optimale du trader. Nous devons donc proposer des modeéles qui
puissent capturer les caractéristiques les plus importantes de la structure du carnet d’ordres tout en

restant possible d’obtenir des résultats analytiques.

Dans [AFS10], Alfonsi, Fruth et Schied ont proposé un modele simple du carnet d’ordres. Dans
ce modele, il est possible de trouver explicitement la stratégie optimale pour acheter (ou vendre) une
quantité donnée d’actions avant une maturité. L’idée est de diviser I'ordre d’achat (ou de vente) dans
d’autres ordres plus petits afin de trouver ’équilibre entre I'acquisition des nouveaux ordres et leur

prix.

Ce travail de these se concentre sur une extension du modele du carnet d’ordres introduit par
Alfonsi, Fruth et Schied. Ici, l'originalité est de permettre a la profondeur du carnet d’ordres de
dépendre du temps, ce qui représente une nouvelle caractéristique du carnet d’ordres qui a été illustré
par [JJ88, GM92, HH95, KW96]. Dans ce cadre, nous résolvons le probléeme de 1'exécution optimale
pour des stratégies discrétes et continues. Ceci nous donne, en particulier, des conditions suffisantes
pour exclure les manipulations des prix au sens de Huberman et Stanzl [HS04] ou de Transaction-
Triggered Price Manipulation (voir Alfonsi, Schied et Slynko). Ces conditions nous donnent des intu-
itions qualitatives sur la maniére dont les teneurs de marché (market makers) peuvent créer ou pas

des manipulations des prix.



Numerical methods and models in market risk and financial valuations area

This work is organized in two themes : (i) A novel numerical method to price options on many

assets, (ii) The liquidity risk, the limit order book modeling and the market microstructure.

First theme : Greedy algorithms and applications for solving partial differential

equations in high dimension

Many problems of interest for various applications (material sciences, finance, etc) involve high-
dimensional partial differential equations (PDEs). The typical example in finance is the pricing of a
basket option, which can be obtained by solving the Black-Scholes PDE with dimension the number of
underlying assets. We propose to investigate an algorithm which has been recently proposed and ana-
lyzed in [ACKMO06, BLMO09] to solve such problems and try to circumvent the curse of dimensionality.
The idea is to represent the solution as a sum of tensor products and to compute iteratively the terms
of this sum using a greedy algorithm. The resolution of high dimensional partial differential equations
is highly related to the representation of high dimensional functions. In Chapter 1, we describe various
linear approaches existing in literature to represent high dimensional functions and we introduce the

high dimensional problems in finance that we will address in this work.

The method studied in this manuscript is a non-linear approximation method called the Proper
Generalized Decomposition. Chapter 2 shows the application of this method to approximate the so-
lution of a linear PDE (the Poisson problem) and also to approximate a square integrable function
by a sum of tensor products. A numerical study of this last problem is presented in Chapter 3. The
Poisson problem and the approximation of a square integrable function will serve as basis in Chapter 4
for solving the Black-Scholes equation using the PGD approach. In numerical experiments, we obtain

results for up to 10 underlyings.

Besides the approximation of the solution to the Black-Scholes equation, we propose a variance
reduction method, which permits an important reduction of the variance of the Monte Carlo method

for option pricing.
Second theme : Liquidity risk, limit order book modeling and market microstructure

Liquidity risk and market microstructure have become in the past years an important topic in
mathematical finance. One possible reason is the deregulation of markets and the competition between
them to try to attract as many investors as possible. Thus, quotation rules are changing and, in general,
more information is available. In particular, it is possible to know at each time the awaiting orders
on some stocks and to have a record of all the past transactions. In this work we study how to use
this information to optimally execute buy or sell orders, which is linked to the traders’ behaviour that

want to minimize their trading cost.



The structure of Limit Order Books (LOB) is very complex. Orders can only be made on a price
grid. At each time, the number of waiting buy (or sell) orders for each price is stored. For a given price,
orders are executed according to the First In First Out rule, as soon as two orders match together.
Thus, since it is really complex, an exhaustive modeling of the LOB dynamics would not lead, for
example, to draw conclusions on an optimal trading strategy. One has therefore to propose models

that can grasp important features of the LOB structure but that allow to find analytical results.

In [AFS10], Alfonsi, Fruth and Schied have proposed a simple LOB model. In this model, it
is possible to explicitly derive the optimal strategy for buying (or selling) a given amount of shares
before a given deadline. Basically, one has to split the large buy (or sell) order into smaller ones in

order to find the best trade-off between attracting new orders and the price of the orders.

Here, we focus on an extension of the Limit Order Book (LOB) model with general shape in-
troduced by Alfonsi, Fruth and Schied. The additional feature is a time-varying LOB depth that
represents a new feature of the LOB highlighted in [JJ88, GM92, HH95, KW96]. We solve the op-
timal execution problem in this framework for both discrete and continuous time strategies. This
gives in particular sufficient conditions to exclude Price Manipulations in the sense of Huberman and
Stanzl [HS04] or Transaction-Triggered Price Manipulations (see Alfonsi, Schied and Slynko). These

conditions give interesting qualitative insights on how market makers may create price manipulations.
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Part 1

Greedy algorithms and application for solving high-dimensional

partial differential equations






Approximation of high-dimensional functions and the pricing

problem

The approximation of high-dimensional functions is an important subject because of the large

domain of applications.

The main difficulty for approximating high-dimensional functions is that when the dimension
increases, the quantity of information increases exponentially fast with the dimension. This obstacle

is known as the curse of dimensionality.

In Section 1.2, we present different approaches proposed in the literature for representing high-
dimensional functions. In particular, in Section 1.2, we discuss the linear techniques, the non-linear
methods being defined in Chapter 2. We draw your attention on the fact that the non-linear techniques

will be the methods used in this manuscript.

Before introducing these linear methods to approximate high-dimensional functions, let us dis-
cuss the curse of dimensionality in order to understand the difficulties behind the study of high-

dimensional problems.

1.1 The curse of dimensionality

Let us introduce the Hilbert space V. The main idea of the deterministic approaches is to
represent solutions u € V as linear combinations of tensor products. The approximation by a full

tensor products writes:

N1 Na Ny

u(zy, ..., xq) = Z Z Z w2 (21 by (22) - iy (Ta) (1.1)

i1=lip=1  ig=1

where u1%2-% € R for all i; = 0,...N;, j = 1,...,d and (¢ij)1<' oy are the basis of the vector
<ij <N

spaces of dimension N; for all j = 1,...,d which are fixed. As a consequence, this approach leads to

considering a number of degrees of freedom N
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d
N=1In (1.2)
j=1

that grows exponentially in terms of the dimension d.

The following result given by DeVore, Howard and Micchelli [DHMS&9] allows to see in practice
the curse of dimensionality because it shows that a sampling method cannot do better than a certain

error estimate depending exponentially on the dimension.

This result is based on the non-linear manifold width. Let X be a normed space and K C X
a compact set. Let us consider the maps E : K — R for the encoding and R : RY — X for the

reconstruction. Introducing the distortion of the pair (E, R) over K

max |lu — R(E(u))| x,

we define the non-linear N-width of K as

dy(K) := Inf max[lu — R(E(u))] x

where the infimum is taken over all the continuous maps (F, R). If X = L and K is the unit ball of
C™([0,1]%), it can be proven that (see [DHMS89])

¢eN~@ <dy(K)<CN~

where ¢ and C are two constant that do not depend on N. For a fixed error level, the number of
degrees of freedom grows exponentially fast with the dimension. In conclusion, for high-dimensional

problems, appropriate approximation tools should be studied.

In this direction, we present in the following Section 1.2 approximation methods that allow to

reduce the number of degree of freedom given the tensorial form of their approximated solutions.

1.2 Some approaches to approximate high-dimensional functions

In this section, we present a short survey on methods proposed in the literature for approx-
imating high-dimensional functions. We recall that the approach used in this work to obtain this

approximations is presented in Chapter 2.
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1.2.1 Sparse grids

The sparse grid method is a numerical discretization technique for multivariate problems. This
approach is introduced in [Smo63] and studied by Schwab [PS04] and Zenger [Zen91]. In this part,
we present a short survey of this method. See [BG04] for a complete introduction to the sparse
grid methods. This approach is also known under the name of hyperbolic cross points or splitting

interpolations.

Let us consider X = [0, 1]. The use of one-dimensional multilevel (or hierarchical) basis is one
of the main ideas of the sparse grid method. In the classical approach, the following standard hat

function is employed to construct the hierarchical basis functions

b(6) = 1—[gl, if & € [-1,1] (13)

0, otherwise.
Consequently, we can consider a set of equidistant grids of level m and mesh width h,, = 2™™
on X by introducing the following points:
Emi=12""",0<7<2™

Associated to the points &, ;, we define the basis function (¢, ;)1<i<am—1 using the standard
hat function (1.3)

Pm.i(z) == ¢ <%> :

We note that this basis is the standard basis of Py Lagrange finite element functions with mesh

size hy,, and with support on £, — i, Emi + .

Thus, we can define the function spaces

Vi = Span{¢p,;, 1<i<2™ -1}

and the hierarchical increment spaces W,

Wy, = Span{¢ni,t € I, },

where the index set I, is defined as follows
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L ={ieN,1<i<2"—1iodd}.

Hence, the increment spaces verify the following relation

Vin = @Wka

k<m
where the symbol @ means that the sum is direct. This decomposition (¢; )k<m.ic1, leads to the

hierarchical basis of V,,, because any continuous piecewise linear function u € V,,; can be written as

m
U= Upidri,

k=14icl},

with ug; € R for all 1 <k < m and ¢ € I,. We remark that the support of all the basis functions ¢y, ;

spanning W are mutually disjoint.

In order to explain, the tensor product construction in high-dimensional spaces, let us introduce
i=(i1,...,iq) € N*and k = (kq,..., kq) € N? two multi-indices. The notation

1<k

means that

V1< <d, ij<l€j

Moreover, we will consider the notation 2! = (271,...,2%) € N and 1 = (1,...,1) € NP,

The goal is to construct a multi-dimensional basis on X¢ = [0, 1]¢ from the one-dimensional hier-
archical basis. In order to do that, we consider the d-dimensional tensorization of the one-dimensional
basis (¢g)i<k<m,icr, by introducing m = (mi,...,mq) the multi-index denoting the level of dis-

cretization in each dimension and the grid points z,,; given by

LTm,i = ($m1,i1’ e ’xmdﬂ'd)

where i = (i1,...,iq) € N¢ with 1 < < 2™,

Then, for each grid point x,,;, an associated d-dimensional basis function ¢y, ; is defined as the

product of the one-dimensional basis functions.
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d
¢m,i($17 e ,ﬂj'd) = H ¢mj,ij (:Ej)
J=1

Thus, using this basis of functions, we can define the spaces V;,, of continuous piecewise d-linear

functions

Vi = Span {¢pi, 1 <i <2 —1}. (1.4)

As in the one-dimensional case, we can define the hierarchical increments W, as follows

Wi := Span{¢p, i, i € I, }

where I,,, := {iGNd,1§i§2m—1,ij odd for all 1§j§d}

Consequently, the spaces V,,, verify the property

Vm: @Wlm

k<m

and therefore any function u € V,,, can be written under the form

w@)= > > uidri(x), up; €R.

1<k<m i€l

In order to introduce an optimization with respect to the number of degrees of freedom and the

obtained accuracy of the approximation, we consider the sparse grid space V,, of level n defined as

follows:
Vn = @ Wk.
|k]1<n+d—1
where |k|; and |k|s are two norms for multi-indices k = (ki,. .., kq) € N¢ such that
d
|k[1 12];\/%! and [kl := max [k;],

moreover, in this case, the associated full grid space V,, can be written as

Vii= @ Wi,

|k|oo <
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The dimension of the space V,,, that means, the number of degrees of freedom or grid points is

given by

n—1 .
N p—1
mmWZE:TG +ﬁ

i=0 p—1
= O(hy, ' logy(hy)[P7H).

We remark that the space V,, can be seen as the discretization space associated with a standard
P, finite element discretization based on a uniform discretization of mesh size h,, = 27", so the
dimension of the space V,, is of the order O(h,P). Consequently, the reduction in the number of

degrees of freedom is significant by considering V,, instead of V,.

To show the accuracy of the approximation obtained by the sparse grid methods, we introduce

the following Sobolev space

H2,miX(Xd) — {u c L2(Xd),8au c L2(Xd)7a S Nd7 ’a\oo < 2} )

and we denote by Iy, and IIy, , the L?(X%)-orthogonal projector of L2(X?) onto V, and onto Vi,

respectively.

For all u € H>™X(X9) N H}(X?), the approximation error of the function u on the sparse grid

space is

|u— Iy, ull g2 (x0ay = O(hzn®1), (1.5)

and on the full grid space, the accuracy is

lu — IIv, ull L2 ey = O(h7,). (1.6)

For a given error level, in (1.5), the number of degrees of freedom does not grow exponentially
with the dimension. These results (see [BG04]) show the advantage of using the sparse grid space Vi,
with respect to the full grid space V,, because the number of degrees of freedom is strongly reduced
while the accuracy is insignificantly deteriorated if the exact solution is regular enough. The efficiency
of the sparse tensor products is lost when the solution w is not regular or when the considered mesh is
complicated. Consequently, in practice, this method may be difficult to apply for reasons such as the

lack of regularity of the solution and the difficulty to implement the associated algorithms.
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1.2.2 Canonical, Tucker and Tensor Train decompositions

In this section, we suppose that the Hilbert space V' has the following form:

V=QV. (1.7)

i.e., V is tensor product of Hilbert spaces of univariate functions. In other words, for all 1 < i < d,
the function u; € V; is such that u; : x; € §2; — wu(x;) and then a function v € V is such that
w:(r1,...,mq) € 21 X ... x 24— u(zy,...,xy). By considering (1.7), the goal is to obtain a number

of degrees of freedom which does not depend exponentially on the dimension d.

Canonical decomposition

The canonical decomposition is a classical method to represent in a tensor format a function

u € V. This approach looks for a representation of u as follows

T d
(xl,...,xd)n%u(xl,...,xd):Z ( ulk> (T1,...,2q), (1.8)
1

k=1 \i=

that is, u is represented by r elementary products of single-variate functions. The number r of products
of single-variate functions is called the canonical rank of the function u. In a finite dimensional case
with dim(V;) = N, for all i = 1,...,d, we can deduce that the complexity of the decomposition (1.8)
is rdN.

Nevertheless, one disadvantage of this approach is that the set of rank-r tensors

r d
Cr = {u eViu(xy,...,zq) = Z < uzk> (1,...,2q),V1 <1yuyp € VZ}
1

k=1 \i=

is not a weakly closed subset of V when d > 3 and r > 2, see [dSLO08]. Consequently, there may not

exists a minimizer to the problem

el —
Jnf Jlu —allv

In the literature, this decomposition is also called CANDECOMP or PARAFAC as in [BK09].
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Tucker decomposition

A more robust tensor format decomposition is called the Tucker decomposition that consists in

decomposing u as follows:

1

Td p
(:El,... ,l'd) — u(ml,xg,... ,xd) = Z Z Cky,...kq <®uz,kz> (:El,... ,:Ep),
i=1

k=1  ky=1
where for all 1 <i < d, r; € N u;p, € Vi for all 1 < k; <r; and ¢y, x, € R.

Thus, in the Tucker decomposition, the function u is decomposed over all the possible tensor

products between the functions (u; i, )1<k,;r, for all 1 < i <d.

Let us note rp := (r1,...,7,) € (N*)P the Tucker rank of u. The set of tensors of Tucker rank
rp is weakly closed in V', then the problem of the best approximation has a solution. Nevertheless, we
observe that if rp = (r,...,r) and dimV; = N for all 1 < ¢ < d this approach leads to a complexity
given by O(r? + Nrd) that is exponential with the respect to the dimension d. Hence, the Tucker

decomposition is not pertinent when d is large.

Tensor train

The following decomposition allows to overcome the exponential complexity obtained in the case
of the Tucker decomposition and it is called tensor train decomposition. In this case, the function u

is represented as follows:

(1, xq) = u(zy,...,2q)
1 Td—1

=Y ... > Ui(wr, k)Us(ky, w2, k2) ... Ug—1 (ka—2, ¥d—1, ka—1)Up(ka—1, x4).
b=l kg =1

The rank of the function u in the case of the tensor train is defined as rpr = (r1,...,74-1) €
(N)?~1. Based on this tensor train decomposition, a function u can be expressed as the following

product of matrices

w1, ..., xq) = Ur(z1) ... Up(ap)

where
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T Ul(ajl) c RIX”,

To — UQ(I‘Q) c RT1><7‘27

xg—1 = Ug_y(xg—q)RM4-2%Td-1,

Tgq > Ud(l’d) € Rra-1x1,

The set of functions of tensor train rank of at most rp7 is a weakly closed subset of V. Moreover,
the complexity of this type of decomposition is O(r2Nd) if ; = r and dimV; = N forall i = 1,...d

and not exponential with respect to d as in the case of the Tucker decomposition.

The algorithms used in practice to compute the best approximation of a given tensor in the
Tucker or tensor train format, execute successive Singular Value Decomposition problems. We can men-
tion the Higher Order Orthogonal Iteration (HOOI) [LMV00a], the Newton-Grassman approach [ES09]
or the Higher Order Singular Value Decomposition (HOSVD) [LMV00b].

1.3 High-dimensional problems in finance

In finance, many of the high-dimensional applications include high-dimensional partial differen-
tial equations (PDE). A high-dimensional PDE is an equation that depends on several independent
variables. Roughly, the PDEs can be classified in elliptic, parabolic and hyperbolic. In this work, we
principally study the parabolic ones, given that in finance the relation between the Black-Scholes

model (see Section 1.3.2) and this type of equations give them a strong importance.

The goal of this section is to present some high-dimensional PDEs that appear in finance and
that are studied in this manuscript, but before that, it is important to begin by introducing the

standard framework used in mathematical finance.

1.3.1 Important concepts in finance

The pricing of financial options is one of the most important problems in financial mathematics.
In 1900, Bachelier [Bacal] is the first that shows that for answering this kind of problems it is important
to use suitable mathematical techniques. This domain did not have a very strong development until
the 70’s with the Black-Scholes model developed in 1973 by Merton, Black and Scholes [Mer76, BS73],
where they define the price of derivatives as the price needed to hedge them. After that, the financial

mathematics domain was driven by the martingale theory developed in the 80’s.

One of the most typical examples of derivatives proposed in markets are the options. An Eu-

ropean call (resp. put) option is a financial contract that gives to the holder the option and not the
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obligation to buy (resp. sell) a number of stocks to the price K at time 7. The fixed price K is known
as the strike and T is the maturity of the option. The underlying is equal to St at the maturity T and
the option will be exercised if Sp > K (resp. St < K) and consequently, the holder’s gain is given by
St — K (resp. K — S7) because he can buy (resp. sell) the stock at the price K and after sell (resp.
buy) it in the market at the price Sp. Otherwise, the option is not exercised and the gain is equal to

0. Hence, we note that the value of the call at the maturity is given by

(ST — K)+ = max(ST - K, 0)

For the counterpart (the bank) which sells the European call option, the goal is to provide the
stocks at price K and thus to obtain at the maturity a wealth equal to (S7 — K)4. At the time when
the option is sold, the value of the asset St is not known and then the question of the pricing, that

is, how much the client has to pay to get a call option, is very important.

To answer the question of the pricing, some assumptions are usually considered. The hypothesis
that appears in most models is that in a liquid market there is no arbitrage, that means, it is impossible

to make profit without taking risks.

Under the assumption of no arbitrage, the price of the call option at time T is given by (Sp—K) .
In general, the price at the maturity of an option is a function of St called the payoff. There exist

different types of payoff functions,

1Vt€[O,T],St€[a,b]¢(ST)7 for barrier OptiOIlS,
1t
o(St, Ar), where Ay = ;/ Sudu, for options on the average,
0

P(Sk, 82, ..., 8%), for a basket option,

In this work, we will mainly consider the payoff:

d
S(Sh, ..., 54 = (K - %;s@) (1.9)

+

called a basket put option.

Hence, the function ¢ depends on d different assets which, in general, do not evolve indepen-
dently.
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1.3.2 The Black-Scholes model

In section 1.3.1, we already presented the main ideas of the theory of options in the framework
of financial mathematics. The goal of this section is to develop the relationship between theory and

mathematical equations that are obtained based on the Black-Scholes model.

A partial differential equation for the option pricing problem

In this section, we present the framework that allows to find a PDE for pricing European options.
In order to do that, we introduce the classical Black-Scholes model that takes into account a risky
asset with price Sy at the time ¢ and a risk-free asset which price at time ¢ is S. In this model, S; and

SY are such that:

dSt = MStdt + O'StdBt,

and

dsY = rSPdt

where B, is a Brownian motion in a probability space (§2, (F)t>0,P), and p (the mean rate of return),
o > 0 (the volatility) and r (the risk-free interest rate) are three constants. This framework can be
generalized to the case where r, 4 and ¢ are functions of the time ¢ and the stock S; under suitable

smoothness assumptions. The filtration (F;);>¢ is the natural filtration of the Brownian motion B;.

Let us introduce the risk-free probability measure Q defined by its Radom-Nikodim derivative

with respect to P as follows

dQ Uy — o t —r 2
= exp </0 ”TstJr/o (”U ) ds) (1.10)

This new probability Q is one of the key tools to obtain the results of the Black-Scholes model.

If we introduce the stochastic process W; = B; 4+ “="t, the process S; satisfies the following
stochastic differential equation under the probability Q

dSt = St(Tdt+Uth) (111)

St

where W; is a Brownian motion and g is a martingale under the probability Q.
t
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Since we are interested in the pricing of an option, the Black-Scholes model is studied in the
interval [0, 7] where T is the maturity of the option. Thus, the solution of the equation (1.11) is given
by

02
Sy = Sper =TI We -t e [0, 7). (1.12)

where Sy is the value of the asset at time ¢ = 0.

Specifically, we can observe that the process (S¢);>0 satisfies the equation (1.11) if the process
(log(St))¢>0 is a Brownian motion, not necessarily standard. Looking at the expression of the process
S; obtained in (1.12), we find the assumptions of the Black-Scholes model on the evolution of the

asset. These are:

— Continuity of the trajectories.
- Ifu<t, S—i is independent of the sigma-algebra o (S,,v < u)
- Ifu<t, (Sts;usu) and (S't%o_so) have the same law.

Let us define now a strategy that allows to generate a portfolio. A strategy is a process
(Hi)o<t<T = (Hy, HY) € R? adapted to the natural filtration of the Brownian motion, with H; risky

assets and H non-risky assets. Hence, the value of the associated portfolio P; is

P, = HS; + HYS? (1.13)

The considered portfolio P, is assumed to be self-financing, that means, any change on this
portfolio is done with no exogenous supply or withdrawal of money. Mathematically, this assumption

writes

dP; = HdS; + HdS?, (1.14)

and using this equation (1.14) it is possible to show that S%% is a martingale.

As we mentioned in section 1.3.1, the great idea of the Black-Scholes model is to put together
the pricing of the option and the quantity of money needed to hedge it. Theoretically, for a given
function ¢ (the payoff) and a given maturity 7', it is possible to create a self-financing portfolio such
that Pr = ¢(S7). This result is obtained using the martingale representation theorem, the fact that ¢
is Fpr-measurable and that S%% is a martingale. Using the martingale property, the value of the portfolio

at the time t is

P, =E =T 6(Sp)| 7] (1.15)
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Using the so-called arbitrage-free principle, it is possible to show that P; has to be the price at
time t of the option which allows the holder to obtain the payoff ¢(S7) at the maturity 7.

A PDE formulation of the pricing option problem can be obtained because of the Markov
property of the process S;. This Markovianity means that the expectation of any function of (S¢)o<i<r

conditionally to F; is a function of the price of the asset S; at time ¢. In other words, this implies that

by = p(t, 5) (1.16)

where p is a function of ¢ € [0,7] and S € [0,00), known as the pricing function of the option. We

remark that the pricing function p is a deterministic function defined for all values of ¢ > 0 and S > 0.

As a consequence of the Markov property of Sy, we can re-write the pricing function p under

the form:

p(t,x) = E [T o(Sp")]

where the process S is the solution of the equation (1.11) starting from z at time ¢, or equivalently,

dSH* = SY%(rdu + odW,), u>t,

t
St7x =X

Using It6’s calculus and the fact that % is a martingale, we deduce that p has to verify the
t
following PDE:

9p O 4 PSP L,
5 trSgg + 55— rp =0,

052 (1.17)
p(T,S) = ¢(9).

It is possible to show that if p verifies (1.17), then p(t, S;) is the value of a self-financing portfolio
such that its value is equal to ¢(St) at time 7.

The Black-Scholes formula

In this section, we present the formulas obtained for the pricing of European options. The fact
that relatively simple expressions give the price of these financial contracts is one of the most important

features of this model.
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Let us note P(t,S) the price of the option with maturity 7" of payoff ¢. Assuming that r and

o > (0 are constants, the price of the option in the Black-Scholes equation is given by

P(t,) = e T VEq g (SerT e We W50 )| (1.18)

The expression (1.18) can be written under the following form

Pt S) = e—r(T—t)/ é (Se(r_é)(T_t)Jramy _ Ke—r(T—t)) e“%zdy
R

1
V2T
because under the probability Q, W — W, is a centered Gaussian random variable with variance 1" —t¢.

If we take the case of a put option, that means that the payoff ¢ is such that ¢(S;) = (S; — K) 4,
we can get that

d 2 2
c(t,S) = L/ i (Se‘T(T_t)_”va_t - Ke_T(T_t)) e~ T dy, (1.19)

where

L log (#)++5T -1
' oVT —1t

The Black-Scholes formula can be derived from (1.19).

and d2 :dl —O’\/T—t (1.20)

Proposition 1.1. If we assume that o > 0 and r are two constants, the price of a European call

option is given by

C(t,8) = SN (dy) — Ke " TN (dy), (1.21)

and for the case of a European put option, the price is

P(t,8) = —SN(—dy) + Ke "IN (—dy). (1.22)

where dy and dy are defined by (1.20) and N is the cumulative distribution function of a centered

Gaussian distribution with variance equal to 1.

Finally, we can remark that if » and o are functions of time, the formulas (1.21) and (1.22) are

still valid, replacing the expressions (1.20) by
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log (2) + L rydu+ 3 [T o2du T
dy = () + 1 2t and dy = dy — / o2du (1.23)
t

1_ \/ftT o2du ‘

1.3.3 High-dimensional partial differential equations in finance

The goal of this section is to extend the model presented in the previous Section 1.3.2 to the

case when d-assets are considered as the underlyings of an option.

Model with d risky assets

We consider that there exist d risky assets whose prices at time ¢ are written S;(t). We assume

that for all ¢ such that 1 < ¢ < d, the price S;(t) verifies the following stochastic differential equation:

dSl(t) = ,uiSi(t)dt + O'ZSZ(t)dWZ(t) (1.24)

We have to point out that (W;(t)) for 1 < i < d are correlated Brownian motions defined on a
probability space (2, (F)¢>0,P). Let us introduce p;; the correlation factor between W;(t) and W;(t).
That is

E [Wi(t)W; ()]

Pij = 7

We remark that —1 < p;; < 1 and p; = 1. In addition, the volatilities o;, for 1 < i < d are
positive constants.

As in Section 1.3.2, we are interested in the study of an European option, but on d underlyings,
with d > 1. If T' is the maturity of the option of payoft f(S1(T),...,S4(T)), it is possible to find a

risk-free probability measure Q that allows to write the price of the option at time ¢t as follows:

P, =EQ [e—“T—ﬂ F(S\(T),... ,Sd(T))m} (1.25)

Let us find, as in the case presented in Section 1.3.2, the linear parabolic partial differential
equation on d+ 1 variables linked with the equation (1.25) and that allows to find the price P; at time

t of the option. In order to do that, we cite some results given in [AP05].

Proposition 1.2. Let us introduce the differential operator
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L:f =:iSiS; Of ds-af 1.26
=5 ZZ"’U ]855 +T; 18_517:7 ( )

zl]l

where Z;; = pijaiaj Then, for all function u: (Si,...,Sgt) — u(S1,...,Sq,t),u € C*LRL x [0,T))
verifying |SZ | < CA+|Si]), i=1,...,d with C that does not depend on t, the process

M, = e "u(Sy(1), ..., Salt)) _/Ot - (g_t+Lu—ru) (S1(t),. .., Sa(t))T

1s a martingale under the filtration F;.

Theorem 1.1. Let P be a continuous function, P € C*Y(R% x [0,T)) such that |S; 3L 55 Pl <C(1+8;)

where C' does not depend on t. Assuming that P verifies the equation

(%—I;+LP—TP) (St,....84,t) =0, t<T,(S1,...,8) € RL (1.27)

and satisfies the Cauchy condition
P(S1,...,84,T) = f(S1,...,84), (Si,...,54) € R%,
then the price of the European option given by (1.25) verifies

= P(Si(t),...,Sq4(t),t)

It should be outlined that in the case of a basket option, analytical formulas such as those
presented for the case of one asset can no longer be found. This implies the use of numerical methods

in order to approximate the price.

Free boundary problems

In some applications we do not only need to find the solution of a PDE but it is also necessary
to define constraints on an unknown boundary. The problem of the execution of an American option

can be studied with this type of problem.

It is possible to show (see [AP05]) that the partial differential equation for the pricing of the

American option can be expressed under the following form:

) ou ) . d
min { Lu— —,¢p—u ) =0, inRp:=(0,T) xR
( gt ? r:=0.1) (1.28)

u(0,z) = ¢(x), =€ R?

where the parabolic operator L is defined by (1.26).
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From equation (1.28), we deduce that u > ¢ and then the region Ry is divided in two parts:

the so-called exercise region where u = ¢ and the continuation region where u > ¢ and Lu — % =0.

We remark that, in the continuation region, the price of the option verifies the Black-Scholes PDE.

In fact, the problem (1.28) is equivalent to

ou i
Lu—ago, in Ry
UZ¢= in RT

ou

(u—9) (Lu - —) =0, in Ry (1.29)

ot
u(0,7) = ¢(0,z), = €R?

This type of problem is known as the obstacle problem and is presented in Section 5.2 where
we propose an application of the algorithm introduced in Chapter 2 for treating the problem of the

American options.






A nonlinear approximation method for solving high-dimensional

partial differential equations

Many problems of interest for various applications such as kinetic models, molecular dynamics,
quantum mechanics, uncertainty quantification and finance involve high-dimensional partial differen-

tial equations.

It is well known that when the number of variables of a PDEs is very large, standard algorithms
such as finite differences and finite elements cannot be used in practice to solve them. As we discussed
in Section 1.1, the reason is the curse of dimensionality, in other words, the number of unknowns
typically grows exponentially with respect to the problem’s dimension and rapidly exceeds the limited

storage capacity.

The main goal of this Section is to present an algorithm which has been recently proposed
by Chinesta et al. [ACKMO6] for solving high-dimensional Fokker-Planck equations in the context
of kinetic models for polymers and by Nouy et al. [Noul0] in uncertainty quantification framework
based on previous works by Ladeveze [Lad99]. This approach is also studied in [BLMO09] to try to
circumvent the curse of dimensionality for the Poisson problem in high-dimension. This approach is a
nonlinear approximation method that we will call below the Proper Generalized Decomposition (PGD).
It is related to the so-called greedy algorithms introduced in nonlinear approximation theory, see for

example [TemO8]. The main idea of the PGD is to represent the solution as a sum of tensor products:

u(zy,...,xq) = Z r,ﬁ(ml)r,%(wg) .. rg(xd)
E>1
=> (refe.. o) @, ...w) (2.1)
E>1

and to compute iteratively each term of this sum using a greedy algorithm. The algorithm of the
PGD method can be applied to any PDE which admits a variational interpretation as a minimization
problem. The practical interest of this algorithm has been demonstrated in various contexts (see for

example [ACKMO6] for applications in fluid mechanics).
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One contribution of this work is to complete the first application of this algorithm in finance,
investigating the interest of this approach for option pricing. Our aim is to study the problem of
pricing vanilla basket options of European type by solving the Black-Scholes equation and to propose

in addition a variance reduction method for the pricing of the same type of financial products.

This application in finance leads us to consider two extensions of the standard algorithm, which
apply to symmetric linear partial differential equations: (i) non-symmetric linear problems to value

European options, (ii) nonlinear variational problems to price American options.

In this chapter, our goal is to present this nonlinear approximation method that we study in

this work from a general mathematical point of view.

In what follows, we introduce the approach that we study to solve high-dimensional PDEs that
arise in finance. This method is called Proper Generalized Decomposition and it is connected to the
greedy algorithms proposed in the nonlinear approximation theory by Temlyakov in [Tem08], Davis et
al. in [ADM97] and Barron et al. in [BCDDO0S8]. Other related works are the methods based on looking
for the best n-term approximation of operators as in [BK09] and [BM02].

We begin by presenting the greedy algorithms in a general framework and the link with the
PGD. After that, we define the PGD and we apply it, as an example, to the Poisson problem. Finally,

we recall results on convergence and speed of convergence for the Proper Generalized Decomposition.

2.1 Greedy algorithms

In what follows, we present an introduction to greedy algorithms. See [Tem08], [DT96] or [BCDDO08]
for more details. We consider V' a real Hilbert space associated with the inner product (.,.)y and with
the norm ||.||y. We define a dictionary D as a family of functions from V' such that all the elements
of the dictionary D are normalized, that means ||g|y = 1 for all g € D and Span(D) = V. We also
assume that the dictionary is symmetric namely that g € D = —g € D.

The problem tackled by the greedy algorithms theory is the problem of approximating a function
u € V by a finite linear combination of elements of the dictionary D. Thus, to analyze the greedy
algorithms, we introduce the best n-term approximation u,, of the function v € V where u,, is a linear
combination of at most n elements of the dictionary D. Mathematically, it amounts to looking for the

functions gy, ..., g, € D such that they minimize the following error:

(glv"'agn) € argmin ||u_Pd1,...,dnu||V
(dlvvdn)ep
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where Py, 4
V.

is the orthogonal projector on Span{dy,...,d,} with respect to the inner product of

n

Instead of fixing the functions (di, ..., d,) € D as in the linear case where the best approximation
is the projection Py, 4., the nonlinear framework lets the functions (di,...,d,) € D depend on the
function u that has to be approximated. Hence, the principle of the greedy algorithms is to look
iteratively for the best element in the dictionary and, in this way, they propose a constructive way to

find the solution for the problem of approximating the function v € V.

In the sequel, we assume that for any function u € V', there exists an element g € D such that

g € argmax(u, d)y (2.2)
deD

Thus, if g verifies (2.2), we can deduce directly that

(9,(u,g)y) € argmin |u— Ad||y.
(d,\)eEDxR

There are several versions of these greedy algorithms which are introduced in [DT96]. Here, we
present two classical versions: the Pure Greedy Algorithm (PGA) and the Orthogonal Greedy Algorithm
(OGA).

Pure greedy algorithm (PGA):

1. Set rf := u, uf := 0 and n = 1. Choose € > 0.

2. Find ¢! € D such that

gb € argmax(rf_, g)v
geD
3. Define v :=ub | + (rl | gP)ygk and rE :=1rE | — (rP | gP)ygPh.

4. If [|rP]] < €|luB ||, then stop. Otherwise, n = n + 1 and return to step 2.
Orthogonal greedy algorithm (OGA):

1. Set r§ :=u, uf := 0 and n = 1. Choose € > 0.

2. Find g;, € D such that

g € argmax(ry _1,9).
g€D

3. Define Hy := Span{g;,1 < i < n}, v, := Ppgo(u) and 1) := u — Ppo(u).

4. If [|r2]] < e||ug ||, then stop. Otherwise, n = n + 1 and return to step 2.
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The above algorithms are greedy since the basis of vectors used to approximate g is built incre-
mentally; at each iteration a new vector is added, but former vectors are never removed nor modified.
We remark that for a general dictionary D (D is not an orthonormal basis), the solution obtained

after n iterations of the algorithm is generally not the best rank-n approximation (2.14).

The difference between the OGA and the PGA is that the OGA takes the Galerkin projection
on the functions gf,. .., g9 generated at each iteration. The first and second steps are the same for the
OGA and the PGA.

The convergence of these algorithms is proved for all u € V as we can see in the following

theorem.

Theorem 2.1. For any dictionary D and any u € V, we have that

PGA: [l = llu— 2] — 0,
0] — .0
OGA: [[rg]| = llu — w3l — 0,

It is also possible to prove convergence rates for these algorithms. In order to do that, it is
necessary to define a functional space for the function u, adapted to the convergence analysis. For a

general dictionary D, we introduce the following class of functions

AY(D, M) = {ue Viu= chvk,vk € D,#A < o0 and Z k| §M}
keA keA

Let us also introduce the space A! (D, M) as the closure in H of A} (D, M), that is, A(D) :=
Unr>0A' (D, M), or, equivalently,

[oe) o0
,41(17):{uev,u:Zr,i@r,z@...@rgd),z||r,1®r,3®...®r,§d>uv<oo},
k=1 k=1

Thus, the following result proved in [DT96] holds:

Theorem 2.2. For a general dictionary D in V', the following estimates can be deduced: For a function

u € A, there exists a constant M > 0 such that

Il =l — || < Mn=Y0,

Il = llu—ugl| < Mn~"/2,

for all n € N*.
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We note that the constant M depends on the norm |Ju|| 4:. In [KT99], Konyagin and Temlyakov
obtain a better estimate for the PGA

P2l = llu — | < Mn~tH02,

2.2 The Proper Generalized Decomposition

As we said in the introduction of this Section, this approach has been recently proposed by
Chinesta et al. in [ACKMO06] to solve high-dimensional Fokker-Planck equations in the context of
kinetic models for polymers and Nouy in [Noul0] in the context of uncertainty quantification following

previous works by Ladeveze [Lad99].

In general, let V be a Hilbert space of multivariate functions u(x1,...,z4) and let V4,..., Vg be
Hilbert spaces of single-variate functions depending on the one-dimensional variable x;. One of the

principles of the PGD is to choose the dictionary of functions as the set of tensor products

D= {r1®...®rd|rlGVl,...rdGVd,\|rl®...®rd||vzl} (2.3)

where r! @ r2 @ ... @ r¥(z1, w2 .., xq) = rH(z1)r%(22) ... r(2g).

Let us define the following set of simple products

Z::{r1®...®rd,r1GVl,...,rdEVd} (2.4)

Under the assumptions
(A1) ¥ CV,
(A2) SpanE”'“V =V,

(A3) for all sequences of X' bounded in V', there exists a subsequence which weakly converges in

V towards an element of X,

the dictionary D defined in (2.3) is a well-defined dictionary of V. We note that the assumption (A3)
implies that the problems of the type (2.2) have at least one solution.

The PGD is based on two main ideas. The first one is to extend the solution as a sum tensor

products of lower-dimensional functions
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n
1 2 d
Up(z1,22,...,2q) = Z T @TE...QrE(xy, T2, .., 2q) (2.5)
k=1
where for all e = 1,...,d and k = 1,...,n, the functions r,(;) € V;. Consequently, the function u,, is a

separated representation of the solution u € V.

The second idea is to recast the original problem (in our case a high-dimensional PDE) as a

minimization problem:

u = argmin £(v), (2.6)
veV

where £ : V +— R is functional with a unique global minimizer u € V.

In general, to compute wu, in the separated form (2.5), u,, being the approximation of u solution

of the problem (2.6), we propose to use the PGD that is defined as follows:

Tterate on n > 1

n—1
(ri 2, rd) e argmin & Zri@ri@...®r,‘§+r1®r2®...rd ) (2.7)
rleVi,r2eVe,...,rieVy, k=1

where V', Vi, ..., Vy are Hilbert spaces.

The principle of the algorithm is to look iteratively for the best tensor product and this leads
to a nonlinear approximation method which gives the solution w,, as defined in (2.5). We remark that
the implementation of (2.7) amounts to applying the Pure Greedy Algorithm in the Hilbert space V'
and for the dictionary D defined by (2.3).

Instead of solving the minimization problem (2.7), we solve the first-order optimality conditions
of this minimization problem, namely the Euler equation. This yields to a system of equations where
the number of degrees of freedom does not grow exponentially with respect to the dimension. This fact
will be very important in order to reach high-dimensional frameworks in practical applications. More
precisely, the Euler equation writes as a system of d nonlinear equations, where d is the dimension
considered. The maximum dimension that can be treated by this technique is limited by the fact that a
system of d nonlinear equations has to be solved. We also note that the solutions of the Euler equation
are not necessarily solutions of the minimization problem given the nonlinearity of the tensor product

space V1 @ ... ® Vj.

Thus, the greedy algorithm can be stated as follows: For n > 0, find (7’,11 Q... Tg) €
HY (1) x HY(£25) x ... x H)(§24) such that
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n—1
(rle2 .. rd)e argmin & ZT%@T,%@...@T%—FT:[®T2®...®rd , (2.8)
rlevy, r2evs,....rdevy k=1

Remark 2.1. Curse of dimensionality

As we already said, in the PGD approach we look for a solution under the form:

n
un(x1,T2,...,2q) = Zr,ﬁ @r2...@rl(z,...,zq) (2.9)
k=1

In practice, the functions r]i are obtained as linear combinations of the basis functions (gzﬁé J1<i<N; -

Thus, we introduce the space Vx}zi as the finite element spaces used to discretize the Hilbert spaces Vy,

that are spaces of functions depending on the one-dimensional variable x;

Vi = Span{¢;,0 < j < Ni}

%

where h; is the parameter of discretization h; = N%

At the end, the problem of computing the approximation (2.9) leads to solving a problem of

dimension N such that

N =nd>"N; (2.10)

which remains lower compared with N defined in (1.2), if n is small enough.

2.3 Some particular cases: the Singular Value Decomposition and the general

linear case

2.3.1 Tensor product of spaces

Let us define the inner product (. , .)g associated to the space Span(X) as follows:

V(rl,r2,...,r(d)),(fl,fQ,...,fd) EVIxVox...xVy,

(rMleore.. orflefe...@fg = (r, v (r?, Py, ... (rd, /)y,

Likewise, we define the related norm ||| called cross-norm as
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v (et D) € Vi Vo x Vg, et r? D = (s @l (210)

Thus, the tensor product of the spaces V1, Va,..., Vg, noted by V1 ® Vo ®...R® V; and defined as
(Span(E)”'”(@, (-, ->®) is a Hilbert space.

In this section, we discuss two cases in which the greedy algorithm satisfies important properties.

2.3.2 The Singular Value Decomposition case

In this case we consider that
E) = [lu—ol} (2.12)

where V = V; ® V5, that means, the product of only two Hilbert spaces. Moreover, we assume that

the norm || - ||y is a cross-norm following the definition (2.11) in Section 2.3.1.

In this case, the pairs (r},72) € V; x Va, defined by (2.7), verify the following orthogonality

n''n

relation:

(Trlwrrln,>v1 = <T72L=T72n,>‘/2 =0,Vn 7’é m (2.13)

This orthogonality property has several consequences:

— The Pure Greedy Algorithm and the Orthogonal Greedy Algorithm are equivalent.

— The decomposition of the function u as follows
o
U= Z r,i ® r,%
k=1

is unique.
— At iteration n, the approximation u, = > j_; r,i ® r,% is the best rank-n term approximation

of u

n n
1 2 : 1 o =2
U — r. @rilly = inf U — 7 Q7. 2.14
L L SN LB O, L (2.14)

It is also possible to deduce that

~ The solutions to the Euler-Lagrange equation which maximize the L%norm ([, |r ® 3\2)1/ 2
are exactly the solutions to the minimization problem.
— In dimension d = 2, the solutions to the Euler-Lagrange equation that satisfy the second

optimality conditions are the solutions of the minimization problem.
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— Let Ay = ||rf @ rZ|lv for all 1 < k < co. The sequence (\g), € N* is non-increasing and the

convergence rate of the algorithm is related to this sequence as is showed in (2.15):

o o
le —unl = >k @rill*= > X (2.15)
k=n+1 k=n+1
2.3.3 The linear case
In this case, we consider again a quadratic functional £(v) = |[u — v||? but V is the product

of more than two Hilbert spaces or the norm is not a cross-norm. Here, the convergence results (2.1)
and (2.2) hold but the orthogonality property (2.13) is no longer verified. This implies that the
PGA and the OGA are not equivalent. The greedy algorithms do not give as solution the best rank-n
decomposition as is defined in (2.14) and the sequence A\, = ||ri @ r7||y for all 1 < k < oo is not

necessarily non-increasing.

2.4 Other cases of application for the Proper Generalized Decomposition

The work of Cances, Ehrlacher and Lelievre [CEL12] study the case when the functional £ is
not supposed to be a quadratic energy functional. They extend the work [BLMO09] by considering
a general strongly convex energy functional. In this section, we give an outline of this extension. In
particular, these results can be used to solve an obstacle problem with uncertainty with a large number
of random parameters. As the pricing of American options can be written as an obstacle problem (see

Section 5.2), the method proposed in [CEL12] can also be applied for the pricing of American options.
Let us consider the following assumptions:

(A4) The energy functional £ is differentiable and strongly convex. Mathematically, that means
that there exists o > 0 such that

Vo,w e V,E(v) < E(u) + (VE(w),v — w)y + %Hv — wH%/

(A5) The gradient of £ is Lipschitz on bounded sets: for each bounded subset K C V, there

exists a constant L g such that

Vo,w e K, [|[VE(v) — VE(w)|lv < Lil|lv —w||v.

Thus, Cances, Ehrlacher and Leliévre prove in [CEL12] the following theorem:
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Theorem 2.3. If the conditions (A1)-(A5) are verified, then the iterations of the algorithm (2.7) are

1,2 d

well-defined, in the sense that (2.7) has at least one minimizer (r,,r=,...,r%). Moreover, the sequence

(Un )nen strongly converges in V' to u.
The following result is about the speed of convergence:

Theorem 2.4. If the spaces V1, Va, ..., Vg are finite dimensional, the convergence rate of the algorithm

is exponential, in other words, there exists C,o > 0 such that for all n € N*

—on

[ = unllv < Ce

The constant C' can be estimated by ||u||y; and the constant o depends on the dimensions of the

spaces Vi, Vo, ..., V4.

Another important result obtained by Cances, Ehrlacher and Lelievre [CEL12] is that if we

suppose in addition that

(A6) There exists /3,y > 0 such that for all (7’1, 72) € Vi x Vo, with V; and V3 two Hilbert spaces.

BllrHlvi ll72llve < llrt @ < Allrt v llr?[lve

then it is not necessary to obtain the global minimum of (2.8) to ensure the convergence of the greedy
algorithm. We note that this result is proved when it is considered a product of only two Hilbert

spaces.

Theorem 2.5. Let us suppose that we are in the case of only two Hilbert spaces Vi and Vy and that
the assumptions (A1)-(A6) are satisfied. Then, if at each iteration n € N, the pair (7“1,7’2) eV xVy
is chosen to be a local minimum of (2.8), such that E(u,) < E(un—1), then (up)nen+ still converges
strongly in 'V towards u the solution of (2.6). Besides, if the Hilbert spaces Vi and Vi are finite
dimensional, the rate of convergence of the algorithm is still exponential in n, i.e., there exists C,o > 0
such that for all n € N*

—on

|lu —unllv < Ce
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2.5 The Proper Generalized Decomposition for the approximation of a

square-integrable function

In order to show the implementation that we use for the algorithm (2.7), let us present the simple
problem of approximating a square-integrable function f by a sum of tensor products. Mathematically,
we consider the spaces V = L%(21 x 25 x ... x §24), Vy, = L*(¢2;) for i = 1,...,d, where §; C R is a
bounded domain for ¢ such that 1 <14 < d. We recall that we are looking for a separated representation

J =21 Mnere..® rg. So, let us consider the following minimization problem:

1
Find u € L3(2) x 25 x ... x §2;) such that u = arg min,¢ 2 (—/ v? —/ vf)
21 X2 X...X 02 21 X2 X...x 2

2
(2.16)
whose solution is obviously u = f. In this context, the algorithm of the PGD (2.7) can be rewritten
as follows:
Iterate for all n > 1: Find (r},72,...,79) € Vi, x Vi X ... x V,, such that (r},r2 ... %) belongs
to
1 n—1 2
argmin - Yorierne...eM+rere... o
PLEL2(21),..rleL2(2y) 2 Jxx..x0q |}
1 (2.17)
—
—/ Zr,ﬁ@r%@..mg—krl®T2®...®rd 1,
21 X 22 X... X2 1

As proposed in [BLM09], instead of solving the problem (2.17), we will determine the solutions
of the Euler equation for (2.17). Notice that, in general, the solutions of the Euler equation are not
necessarily the solutions of the minimization problem, given the nonlinearity of the tensor product
space L2(21) @ L (%) ®@ ... @ L%(§2y).

The Euler equation for (2.17) has the following form:

Find (r},72,...,7%) € L2(02)x L2(£22)x. . .x L*(£24) such that for any functions (r!,72,...,r?) €

n’'n?

Lz(Ql) X L2(Qg) X ... X L2(Qd), we have

d

/ (r%@r%@...@ri)(7‘1®7‘3L®...®rf@l—|—ri®r2®...®rn+...+rﬂl®r%®...®rd)
21X 22X...X2g

:/ fr1 (r1®r,21®...®rﬁ+r}1®r2®...®rﬁf+...+7’,1L®7‘,2L®...®rd)
21 X22X...x 2

(2.18)
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where f,_1 = f —>_ %r,ﬁ@ri@...@r,‘f.

The equation (2.18) can be written equivalently as

221302 a2 v = Sy ..xaq (T2 @78) fuci,

I P12 2 72 = o xyminnin (e @ @i ® . @rd) fart, 010

I P22 2 P 7 = foy ey xs s (@R @S @ @) fuy

where ||7¢ |2 denotes the L? norm: ||r¢||? = Jo, |7 2.

The system (2.19) is a non linear coupled system of equations which can be solved by a fixed point

. 1,(0) 2,0
procedure as proposed in [ACKMO06]. Choose (rn’( ) 2@ b0 e L2(0))x L2(02y) % ... x L*(£2y),
. . 1,(k) 2,(k . .
and at iteration £ > 0, compute (rn( ),rn’( ), o r®R)) e L2(02)) x L2(%) x ... x L?(£24) which is
the solution to
2,(k 3,(k d,(k 1,(k+1 k d k
L R S [P (AL I
k+1 3,(k k d,(k 2,(k+1 k+1 3,(k 4,(k d k
I SR O O 17O S = [ e, (R @R @i et ®) i,
k1 2,(k+1 3,(k+1 d—1,(k+1 d,(k+1
L o [ R [
_ 1,(k+1) 2,(k+1) 3,(k+1) d—1,(k+1)
= fnl X 29X 23X 2q_1 (r” @ Tn ®Tn ®...@rn ) 1,

(2.20)

until convergence is reached.

It is important to note that we start with a linear problem (2.16) with exponential complexity
with respect to the dimension, and we obtain at the end a nonlinear problem (2.19) with a linear
complexity with respect to the dimension at each iteration . This is a general feature of the PGD
method: the curse of dimensionality is circumvented, but the linearity of the original problem is lost

because the space of tensor products is non-linear.

In the two-dimensional case (d = 2), the algorithm given by (2.17) is related to the Singular
Value Decomposition (or rank one decomposition), as it is explained in [BLMO09]. In this case, the
solutions of the variational problem (2.17) are exactly the solutions to the Euler equation (2.18) that
verify the second-order optimality conditions (See Section 2.3). This property does not hold in a

d-dimensional framework with d > 3.
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2.6 The Proper Generalized Decomposition in the case of the Poisson problem

In this section we present the application of the Proper Generalized Decomposition for solving

high-dimensional PDEs through the use of the greedy algorithms.

As in [BLMO09], we take the example of the Poisson problem. Let us consider a function f €
L?(£2), where 2 = (21 x ... x {23 with £2; C R are bounded domains for all i = 1,...d. Thus, we define

the following homogeneous multivariate Dirichlet Poisson problem:

) 0 —Au = fin 2
Find w € H{(£2) such that (2.21)
u=0on 02

Using Lax Milgram’s theorem, (2.21) is equivalent to the following minimization problem
1
Find u € HY(£2) such that v = argmin <—/ |Vol? —/ fv) . (2.22)
veHd(2) \2 /0 2

Moreover, we note that the problem (2.22) is equivalent to
Find u € HY(£2) such that u = argmin/ V(v —u)?, (2.23)

veHY (12) /2

where wu is the solution of the problem (2.22).

In particular, in the case of the Poisson problem (2.21), the greedy algorithm writes:

Find (r,ll @i x ®rf§) € HY(21) x HY(£22) x ... x HI(£) such that

1
(r,ll Rri®...® rﬁ) € argmin —/ A% (rl RMR...® rd) |2_/ froiriorie.. .®7“g
rleHY (21),r2€HY(22),r € HY (24) 2 2
(2.24)
where f,_1=f+ A (ZZ;%@ 1} ®...®r,§l).
The Euler-Lagrange equation related to the minimization problem (2.24) is: Find (r},72,...,r%) €

HY($1)x HY(£22) x. .. x H)(£24) such that for any function (r',72,... r?%) € HY(£21)x H)(£29)x HY(§2,)

(0]

:/an_l (rl®r§®...®r;{+r}1®r2®...®rﬁ+...+r;®rﬁ®...®rd)
(2.25)
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This Euler-Lagrange equation can be written as follows

_(||7‘%H%2"'||7”g”%2)( )+l 2 T15- 0,52 ITBl17 270 = Joyx. x0, fn178 @ .. @1

— (I N 132) () o+ Syt TIP3 = Sy Froarh ® !
(2.26)

We observe that the Euler equation (2.25) is not equivalent to the original problem (2.24) because
of the nonlinearity of the tensor product space H}(21) ® ... ® H}(£24)

We remark that calculating high-dimensional integrals as:

/ flz1, 20, .. xg) ri(z) @ ... @rd deydey ... deg (2.27)
leﬂz XQd

can be very costly. The idea that we use to overcome this practical obstacle is to approximate, in
a preliminary step, the data (the function f) by a sum of tensor products using, for example, the

approach presented in Section 2.5 and then to use Fubini’s rule to compute the term (2.27).

As in the case of the approximation of a square-integrable function, we start from a linear
problem with exponential complexity with respect to the dimension d as (2.21) and we end up with a

nonlinear problem with linear complexity with respect to the dimension d given by (2.26).

We observe that (2.26) is a nonlinear coupled system of low-dimensional Poisson equations,
which may be solved by a simple fixed point procedure as follows: At iteration [ < 1, find the functions
(rg)’l,rg)’l, e ) € HY(21) x HY(29) ... x HY(£24) solution to

d jl—
— (I a3 3 112 ) (r2) o Sy g TTo ot I 22

- 17l 37l_1 d,l—l
_f91><93...><9d fn—lrn ®Tn ®Tn

(2.28)

We remark that the number of degrees of freedom needed to obtain the solution w, in the
form (2.5) is n Y%, N; where N; is the number of discretization points in the dimension 7. So, the

number of unknowns at each iteration of the algorithm (2.7) grows linearly with respect to the dimen-

— (U2 2, () o+ 5 o TTa i I Ear! = S xy Froarit ™ @ @700

- (”T}LJH%Q cee ”Tg_l’lH%?) (rflfl_l) + Z =1,i#d H] 1,7#d,j#1i HT ’l”L = f()l XX 821 fn—1T}L7l Q...

—(”Trle%zHTiH%zHrfley)( ) +Z 127521_[] 1,3;&2,]7&2”7”nHL27” f91x93 xrzdfn 1T ®7’ ...®7‘Z

1

d—1,1
QT
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sion and this allows an important reduction in the number of degrees of freedom with respect to the
classical approach. At each iteration of the greedy algorithm, the computational cost is given by the
solution of a low-dimensional nonlinear problem which is deduced from the high-dimensional linear

problem as in the example given in the previous section 2.6.

Convergence results for the Poisson problem

Le Bris, Lelievre and Maday in [BLMO09] prove that the PGD (2.24) converges when the PGA

and OGA are used to solve the Poisson problem.

Theorem 2.6. Let us assume that the assumptions (A1), (A2) and (A3) are verified and that the
functional € has the form (2.12). Then, for a function u € A', there exists a constant C > 0 such that

[un —ully < Cn5, (2.29)

for all n € N*,

As mentioned above, the convergence rate factor of % can be improved to é and that the

constant C' depends on the norm ||ul| 41.

An extension of this result is proposed by Figueroa and Sully in [FS12] in the case of an arbitrary

diffusion coefficient satisfying a uniform ellipticity assumption.

Remark 2.2. A full characterization of the set Ay(D) is not clear. Le Bris, Leliévre and Maday
in [BLMO09] give the following characterization of this set in terms of standard Sobolev spaces for the
Poisson problem (2.21)

For any m > 1+ g, H™(2)NHY(N) C A (D)

More characterizations for the set A1(D) are obtained in [FS12] for more general operators.






Approximation of a Put payoff function using the Proper

Generalized Decomposition

In this section, we discuss the implementation of the Proper Generalized Decomposition defined
by (2.7) in the case of the approximation of a put payoff function (that is, a square-integrable function)
by a sum of tensor products as we presented in Section 2.5. We will then provide numerical examples
of the application of this approach. This particular case has the advantage of being an easy example
to understand the implementation of the algorithm (2.7). Moreover, this procedure is useful in a
preliminary step to approximate the initial condition of the Black-Scholes PDE (see Section 4.1.5),

namely in order to get a separated representation of the payoff function.

3.1 Separated representation of a Put payoff

In this section we will apply the algorithm (2.17) to obtain an approximation of the payoff of a
basket put option. This implies that we take f(x1,...,24) = (K — % Zle :EZ) . in the algorithm (2.17).
For the practical implementation of the greedy algorithm, we need to introduce the space discretization.
In practice, the spaces fom for i = 1,...,d that are used to discretize L?({2;) with £2; = (0,1) for
i =1,...d are the P1 finite elements on a uniform mesh with space step Ax. The number N = ﬁ
is the number of intervals in each direction. For each k, we discretize the functions r,i fori=1,...,d

that appear in the approximation of the solution given by the expression (2.18) as follows:

N

i, Az irj irj .

e (z) = Zrk’J¢j(xi), r? € R, Vi, k, (3.1)
J=0

1 —|z|if 2| <1,
0 if |z| > 0.

where ¢;(x) = ¢ (“52) with ¢(x) =
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This type of discretization and its generalization to the d-dimensional case will be used for all the

numerical simulations of this work.

Figure 3.1 shows how the algorithm approximates the basket put payoff in a two-dimensional
framework (d = 2). We observe that, as the number of iterations of the greedy algorithm increases,

the approximation of the function f(x1,x9) improves.

140 T T T T T T
Put payoff ~ +
First iteration of the greedy algorithm
L Third iteration of the greedy algorithm ~ *
120 B
*
*
100 * E
*
80 |- * .
*
*
60 - % B
*
40 % .
*
*
20 - B
%
*

0 TR g & % K K X ox % ok % K K ¥ ¥ g

-20 1 1 1 1 1 1
0 10 20 30 40 50 60 70

Fig. 3.1. Basket put option with two assets. We consider here the intersection between the surface of prices and the
plane S1 = S2. To obtain this approximation we take 31 points of discretization per dimension (N= 30). In this figure,

we show the approximation given after the first and third iteration of the algorithm.

In order to study numerically the problem of approximating a square-integrable function, we
discuss about the fixed point procedure, the criteria of convergence of the algorithm (2.7) and the

numerical integration techniques used in our numerical experiments.

3.2 Fixed point procedure

In what follows, we are going to study the convergence of the fixed point method (2.20) from a
numerical point of view. This method allows us to find the solution of the Euler equation represented
by the non-linear system of equations (2.19). In order to analyze the fixed point procedure used in
practice in this work, we will propose three different stopping criteria for two different norms: L*>° and
L?.
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The first criterion consists in simply fixing arbitrarily the number of iterations. This arbitrary
number of iterations can be determined, for instance, by iterating the algorithm many times and thus
deduce the needed number by experience. The advantage of such a method is that we do not have to
compute any norm of the error at each step of the fixed point procedure (2.20) and so we can reduce
the computational time. Nevertheless, the inconvenient is that we cannot predict if the chosen number

is optimal.

A second criterion, called the residues method, consists in determining the convergence of the

fixed point method by calculating the following norm (L? or L*°):

||7=}L7k‘+1 ® T%,k-ﬁ-l ®R...® rg,k-i—l _ r#k ® T%’k R...Q T%k‘”
Ir* @i © .. @ ri|

(3.2)

where n is fixed and represents the PGD iteration and k is the fixed point iteration.

The third implemented method compares the solutions obtained in two consecutive iterations

of the fixed point method fixing one direction, by computing the following norm in L? or a L>:

ik+1 _

" il
[l

I (3.3)

Let us now, to compare the last two criteria according to the number of iterations of the fixed
point procedure (2.20). Figure 3.2 illustrates the evolution of the number of iterations needed for
the convergence of the fixed point procedure when we use the expressions given by (3.2) and (3.3)
for a basket put option function with 5 assets. For practical considerations, we consider a maximum
number of 30 fixed point iterations by dimension, so for each PGD iteration we compute a maximum
of 150 fixed point iterations in a five-dimensional framework. We observe that for this example, the

criterion (3.3) yields to less iterations for the fixed point procedure compared with the criterion (3.2).

Nevertheless, we cannot say that we should always use the criterion (3.3), as in the case of a
basket put option with 6 assets, the criterion (3.3) needs more iterations to converge compared with

the criterion (3.2) as illustrated in Figure 3.3.

As a conclusion, we can say that for our numerical experiences, we have chosen an arbitrary
number of iterations for the fixed point method because neither of the two criteria (3.3) and (3.2) does

not seem to influence the convergence of the PGD algorithm.
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Fixed Point lterations of a basket Put payoff with 5 assets
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Fig. 3.2. Comparison between the number of fixed point iterations obtained at each PGD iteration according to the

criteria (3.2) and (3.3).

Fixed Point lterations of a basket Put payoff with 6 assets
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Fig. 3.3. Comparison between the number
criteria (3.2) and (3.3).
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3.3 Initial condition for the fixed point procedure and for the convergence of the

Proper Generalized Decomposition method

A choice that can influence the convergence of the fixed point procedure is the initial condition.
To analyze this point, we study numerically two cases: a constant initial condition and a random initial
condition.
n—1 1

_ d
The constant initial condition is equal to the matrix e, wa) ||1ﬁ:1 W 1, where 1 is the

matrix such that 1; ; = 1 for all 4, j, whereas the random initial condition is given by vectors whose
coordinates are uniform random variables in the set [—1,1]. We renormalize this vector to obtain a
norm equal to the current error |[u(z1,...,xq) — S0-1 7} @ ... @ ri||, where n is the current PGD

iteration and u is the basket put payoff with d assets.

Figures 3.4 and 3.5 compare the number of fixed point iterations needed under the criterion (3.3)
depending on the choice of a random or constant initial condition. Using these figures, we outline that
it is not clear if it would be better to begin the fixed point procedure with a random or a constant

initial condition.

Fixed Point lterations of a basket Put payoff with 5 assets
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Fig. 3.4. Comparison of the number of fixed point iterations needed to obtain convergence according to the election of

a random or a constant initial condition in a 5 dimensional framework.

The choice of a random or a constant initial condition for the fixed point procedure has to be
analyzed as well from the convergence of the algorithm (2.7) to the basket put option function as the

number of the PGD iterations increases.
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Fixed Point lterations of a basket Put payoff with 6 assets
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Fig. 3.5. Comparison of the number of fixed point iterations needed to obtain convergence according to the election of

a random or a constant initial condition in a 6 dimensional framework.

Figure 3.6 and figure 3.7 show a comparison between the convergence curves for a basket put
option approximation in the case of 5 and 6 assets respectively obtained with a random and a con-
stant initial condition. We note that in this case, using a random initial condition leads to a faster
convergence. The experience obtained by this type of observations led us to consider random initial

conditions for the fixed point procedure in our numerical examples.

3.4 Criteria of convergence used in practice

In this part, we discuss about the criteria that we used in practice to establish the convergence
of the PGD algorithm (2.17). We note that the computation of

If(@1,... 2a) = Y @ ...@rf], (3.4)
k=1

where f is the square-integrable function to approximate, involves a high-dimensional integral. We

give more details on the treatment of terms of type (3.4) in Section 3.5.

A possible criterion would be to verify if |7} ®...®r|| is small compared with || X7 -1 ri®...®
r¢||. In [BLMO9], the authors note that using this criterion can lead to missing a term with a large

contribution in terms of norm. They show that in the fixed point procedure (2.20), an optimal term
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can be missed if the initial condition has a zero component on the eigenspace associated to this term.
1

L ...,rd obtained when solving the Euler

They also note that it is possible that the optimal terms r
equation are picked in an order not appropriate for computational efficiency. Moreover, they remark
that the relaxation step performed in the orthogonal version of the PGD does not solve any of these

difficulties.

As the computation of the term (3.4) in dimension d, when d is large, is not possible for storage
reasons, from a practical point of view, we use a number of iterations for the algorithm (2.17) defined
a priori. This number of iterations can be estimated using many tries with the algorithm measuring
at the end the norm of the error (3.4). We remark that even when the dimension d is not large, the

computation of the error term (3.4) can take a lot of time.

In our numerical experiments, we calculate the support of the payoff function and we store
the points obtained in order to use them in the next iterations of the algorithm. In this manner, a

backtracking algorithm is used only one time in the computation of the approximation of the function f.

3.5 Numerical integration

In order to reduce the computational time needed to calculate the integrals presented in the
system of equations (2.19), we use the specific form of the payoff function in order to compute, in
a preliminary step, the points that belong to the support of this function. Thus, when we calculate

numerically the integral term

/ (r,ll Rri®...® rﬁ) fdxidxs ... dxyg (3.5)
21X 22X...X2q

in (2.19), we do not need to pass through the points where the function vanishes. In practice, in
order to describe the support of this payoff function, we use a backtracking algorithm. This type
of algorithm consists in constructing candidates sequentially and neglecting them when they do not

verify the conditions required as a solution, in this case to belong to the support of the payoff.

Specifically, we consider the function (K — ézle Si)+ with S; € [0,5™] for all ¢ = 1,...d.
Introducing the parameter N to discretize the interval [0, S™*], we obtain that S; = $§»Sm“x, with

a:; = %, j=1,...,N + 1. This leads us to look for those z¢, i = 1,...d such as

d
dK — S "zl >0
i=1
for j = 1,...,N + 1. In order to do that, we need to find the combinations of (i1, ...,iq) € N¢, such
that:
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i1 iq K
N+"'+N§dsmaw
From a point (i, i ... ,iq) € N® that belongs to the support of the function f, we increase i; by
1 and we check if this new point (i; + 1,42 ...,144) is in the support of f. If this is the case, we continue
incrementing 47 until the considered point is no longer in the support of f and then we pass to the

following coordinate.

For instance, in a 5-dimensional case, the computational time is reduced by a factor of % by

taking into account the support of the payoff in the computations of the integral term (3.5).

Remark 3.1. Concerning the computational time, we note that if the dimension increases, one iter-
ation of the algorithm takes more time to be computed because the number of equations in the Fuler
system (2.19) increases linearly with respect to the dimension. The integral terms of type (3.5) also

demand more time of execution because the domain has a new variable.

3.6 Numerical results

Figure 3.8 shows that, as the dimension increases, the number of iterations needed to obtain the

convergence increases as well.

We also provide in Table 3.1 the number of iterations needed in order to obtain a relative error
of 1075 when we consider 11 points of discretization per dimension (N = 10). The relative error

calculated is the discrete L2 error

N N N 2
B \/% E’il:l Zi2=1 s Eidzl (f(:Eip:Eiz? e 7xid) - un(:pipxigv s a:L‘id))
n =

TN SN N 2 (3.6)
JN DD DAEIID DR i 2 TR ¥)

where u™(z1, 29, ...,24) = Y p_ e @72 @ ... @7 is the solution obtained with the PGD algorithm at

the iteration n. It is to be outlined that computing (3.6) is more costly than the PGD method itself.

Notice that the full tensor product approximation would require 118 ~ 2.10® degrees of freedom
in an 8-dimensional case, whereas we obtain 3974 x 8 x 11 ~ 350000 degrees of freedom. For the
evaluation of this number, we used the fact that at each iteration of the algorithm we get 8 functions

that are determined by 11 discretization points.

We can also study the convergence of the algorithm with respect to the L°° norm. Figure 3.9
illustrates the convergence curves for the L? and L> norm when we approximate a basket put option

with 3 assets.
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L2 Error vs Number of Iterations according to the dimension
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Fig. 3.8. Convergence curves for the approximation of a basket put payoff by a sum of tensor products. We observe
that if the dimension increases, the number of iterations needed to obtain the convergence increases as well. The error

calculated is given by (3.6).

Dimension|Number of iterations
1 1
2
10
22
101
228
1077
3974

0 N O Ot W

Table 3.1. Number of iterations needed to obtain a relative error of 107° when we take 11 discretization points per

dimension

3.7 Mass lumping technique

Until here, all the numerical results presented were obtained by computing the term (3.5) using

the following approximation:
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Fig. 3.9. Convergence curves in the L? and L° norm for the approximation of a basket put payoff with 3 assets by a

sum of tensor products.

N N
/ (ri@...@rﬁ)f(a:l,...,xd)dxl...dxdm/ Z...Zf(a;’ll,...,xild)@l(a:l)...(ﬁid(xd)
21 X...X 82y 21 X.. X802y

J1=0 Ja=0

N N
( ERINCIVN Z ¢, (xa) | dx1 ... dxg

N N ) .
:ZZf(x7ily7x?1d)

i1+1

> o / Giy (1)@, (21)dz1
ji=i1—1 !
ig+1

> rit [ o (e (wades

Ja=tqa—1

The mass matrix M defined below is a symmetric and tridiagonal matrix because the supports
of the functions ¢; and ¢; are disjoint when |i — j| > 1. The expressions of the terms of this mass

matrix can be determined analytically.

and
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DA (2 —ih)((i + 1)h — x) h

(M)iig1 = /ih 2 dx = 5

Nevertheless, we can also apply a mass lumping approach to reduce the execution time when
solving the linear system of equations obtained using the tridiagonal mass matrix M. The mass
lumping technique uses the trapezoidal rule for integration that gives the following approximation of

the integral:

(i+1)h i i
[ ey = p TR+ f2(( +1Dh))

Using this formula, we can replace the matrix M by N defined as follows:

Ny = RO D)+ ) | (O D)+ (i)

= h,

and

Niit1 =Ni21:,=0

Therefore, the matrix N is such that N' = hl where the matrix I is the identity matrix.
Figure 3.10 shows the convergence curves obtained using the matrices M and N respectively in the
system of equations (2.19). In Figure (3.10), we can also note that solving the system (2.19) with the

approximation using the mass matrix M is more precise than the mass lumping technique.

In Table 3.2, we compare the computational time needed to obtain 30 iterations of the PGD

algorithm (2.17) to approximate a basket put option payoff function with and without mass lumping.

Dimension |Execution time in seconds with mass lumping|Execution time in seconds without mass lumping

2 1 2

3 2 7

4 2 18
5 3 34
6 4 63
7 6 97
8 11 167
9 22 298
10 80 563

Table 3.2. Execution times according to the dimension with or without mass lumping in the approximation of a basket

put payoff
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In Table 3.2, we consider only 11 points of discretization per dimension. As the number of
points of discretization increases ( N > 21 points), the advantage of the mass lumping method is more
obvious as we can see in Table (3.3).

45

approximation of a basket put payoff with 5 assets

Execution time in seconds without mass lumping

96

Table 3.3. Execution times according to the number of discretization points when using or not mass lumping in the

The advantage in terms of the execution time of the mass lumping method for numerical inte-

gration is interesting because it allows to obtain relatively fast results in high-dimensional frameworks.

approximation except if it is indicated.

Nevertheless, when we look for more accurate approximations we consider the approximation given by

the mass matrix M. The numerical experiments presented in this work do not consider mass lumping

49
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3.8 Pricing of a basket put using the separated approximation of the payoff

As an example to show that the approximation by a sum of tensor products makes sense, we
can use this approximation as a method to obtain prices of options in the Black-Scholes framework.

The price of a European option in the Black-Scholes model (see Section 4.1.1) is given by

P =E e T {(Sy(T),..., Su(T))|Fi]

= G_T(T_t)f(yl, e 7yd)g(T7 Yty .- 7yd‘t7 Sl(t)7 e 7Sd(t))dy1 e dyd
21 X...X 8024

(3.7)

where (F)i>0 is the natural filtration generated by the d assets prices S;(t) (i = 1,...,d), f is the
payoff of the option, g(T),.|t,S1(t),...,S4(t)) is the joint density of the variables Si(T),...,Sq(T)
given the values (S1(t),...,S4(t)) of the underlying assets at time ¢. This joint density is a log-normal

law and thus has an explicit analytical expression.

Using the greedy algorithm as we saw in the previous section, we can obtain a separable ap-

proximation of the product

f(y17 s ayd)g(T7 Yty .- ayd|t7 Sl(t)a v an(t))7

and thus the integral (3.7) can be calculated very efficiently using the Fubini’s rule.

In Figure 3.11, we apply this idea for the case of a basket put option on seven assets and in Table 3.4
we show results for at-the-money basket put options according to the dimension comparing the price

of the method presented in this section with a Monte Carlo method with 10* and 10% simulations.

Dimension| CI 10* CI 10° |Price method
3 7.54 - 7.71(7.59 - 7.61 7.59

4 8.33 - 8.54(8.48 - 8.50 8.47

5 8.35 - 8.55(8.49 - 8.51 8.48

6

7

8.79 - 8.99|8.88 - 8.90 8.87
8.94 - 9.15|9.03 - 9.05 9.00

Table 3.4. At-the money price for a basket put option in dimension d = 3, 4, 5, 6, 7. We consider the Black-Scholes
model with a correlation matrix of the form p;; = 0.3 for all extra-diagonal terms. The today spot is given by the d-first
elements of the vector [50, 30, 50, 40, 20, 20, 50] and the volatility vector o is obtained by the same way on [0.3, 0.1, 0.3,
0.2, 0.1, 0.2, 0.1].
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Fig. 3.11. Price of put basket option with 7 assets. The continuous curve gives the price of this financial product with
respect to the number of iterations of the algorithm. The horizontal lines represent the confidence interval obtained with
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4

Application in Finance of a nonlinear approximation method for

solving high-dimensional partial differential equations

Now, we will apply the greedy algorithm (2.7) presented in Section 2.2 to solve the Black-Scholes

equation (1.27) and obtain the price of a European option.

4.1 The Proper Generalized Decomposition applied to the Black-Scholes partial
differential equation

4.1.1 Weak formulation of the Black-Scholes partial differential equation

The Black-Scholes model in a d-dimensional framework (see Section 1.3.3) describes the dynam-

ics of d risky assets that satisfy the following stochastic differential equations:

=rdt+ 0,dB;(t) for alli =1,...,d, (4.1)

with

d(Bi,Bj>t == pijdt. (42)

The number p;; is the correlation between the Brownian motions B; and B; that drive the

dynamics of the assets S; and S; respectively.

The coefficient o; represents the volatility of the asset S; at time t and r is the risk-free instan-
taneous interest rate. To simplify, we assume that r and o; for ¢ = 1,...d are constant during the
period [0,7]. We note that the PGD method that we are proposing can be used when the risk-free
interest rate is a continuous function of time and the volatility is a continuous function of time and of

the asset under standard regularity assumptions (See Chapter 2 in [AP05]).
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We recall that the price of a European option with payoff f and maturity T is given by the

following formula

E [0 f(Sy(T), .., Sa(T)| ]

Using the Markovianity of the process (S1(t),...,S4(t)), it can be written as:

E [0 f(SU(T),..., Sa(T)IFi| = Pt Si(2), .. Sa(t)), (4.3)
where P is a deterministic function.

The function P(t,S1,...,S,) satisfies the Black-Scholes PDE which can be obtained using the
Feynman-Kac theorem. The Black-Scholes equation in a d-dimensional framework is a parabolic PDE

that has the following form:

9 4 P =0, t<T,(S,...,5) € R,
P(T,81,...,84) = f(S1,---,Sa), (S1,...,84) € RL,

where the operator L is given by

1 i p2p P
Z 95.05, o ag Pij0i05:iS; +Z7‘S 95 rP.

Let us recall the standard framework for problem (4.4). Setting 7 := T —t, the time to maturity,
we get the following forward parabolic problem for ]5(7', S1...,8q¢)=P(t,S1...,54)

~LP=0, 0<7<T,(S,...,584) € R

X (4.5)
P(O,Sl,...,Sd) = f(Sl,...,Sd), (51,...,Sd) € Ri.

We note that it is possible to write the diffusion term in the operator £+ r in a divergence form

as follows:

opP
(pi,j0i0§S:S; )) 75,

l\D

9 AT 1¢
EP—i—TP— Zas (mealaj Jas) Z( _Z

7j=1

Therefore, if we multiply —LP by a test function @ and then we integrate on R%, we obtain the

following bilinear form:
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. 1 LY aP 0Q
b(P,Q)=2> > / R S evenieven
t( Q) 22':1]':1 ]RipJU ] Jasj dS; p
d 1 & 9 oP - o)
_;:1/11@1 (rSj - 5?:1: a—Si(Pi,jUinSiSj)> 8—SjQ +r e PQ.

Let us now introduce the Hilbert space

9
V(RL) = {v ve LQ(Ri),Sia—; € L’(RL),i=1,... ,d}

and its norm

1
2 2
L2<Ri>> '

We have the following result for problem (4.5) (see Theorem 2.11 in [AP05]).

ov

d
lvlly = (”U”;(Ri) + Z
i=1

Theorem 4.1. Let us assume that the matriz = defined by Z; ; = p; jo;o; is positive-definite. Then
for all f € L*(RL), there exists a unique function P € L*(0,T;V) N C°([0,T); L*(R%)), with %—Ij €
L2(0,T; V") such that, for any function ¢ € D(0,T), for allv €V,

T . T .
_ /0 & (1) < /R i P(t)v) dt + /0 S(D)b(P (1), v)dt = 0 (4.7)

and

Pt=0)=f. (4.8)

This result shows the existence and uniqueness of a weak solution for the problem (4.5).

In this work, our goal is to obtain the curve of prices for a put basket option which has a square-
integrable payoff. The price of call basket options can be obtained by the well-known put-call parity.

So, as initial condition we consider the payoff function:

d
F(Ste.,Sa) = (K - %Zsz(m) (49)
=1

_l’_

where the constant K is the strike of the option.
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Three new difficulties appear when we want to apply the PGD techniques (2.7) to solve the
problem (4.5) when we compare it with the application of the PGD method to the case of the Poisson

problem as we presented in Section 2.6:

1. It is a problem posed on an infinite domain.
2. It is a time-dependent problem.

3. We cannot simply recast the weak formulation (4.7) of the problem (4.5) as a minimization problem

because the bilinear form (4.6) is non-symmetric.

4.1.2 Formulation on a bounded domain

The financial assets S; for i = 1,...,d take values in [0, 00). Consequently, we have to deal with

an infinite domain. Let us then introduce the following transformations:

S

U:Ry— 0,1, s~ , 4.10

o 0T e (4.10)
K

00,1 —R — . 4.11

[7 ]'_> + $|—>d(1—$) ( )

As remarked by Pommier in [Pom08], the change of variables (4.10) maps bijectively Ry to
the interval [0, 1] and appears to be efficient in practice since it leads to a refined mesh around the
singularity line of the payoff function. In [Pom08], Pommier explains that if we set a classical localized
boundary-domain then the volume next to this singularity decays exponentially with the dimension.
This change of variables allows us not to impose artificial boundary conditions contrary to classical
truncation techniques. Proposition 4.1 below shows that with the change of variables (4.10), we get a

well-posed problem in a bounded domain without boundary conditions.

Applying the change of variable (4.10) into the equation (4.4), we obtain:

du | fo
— % + Lu =0,

(4.12)
w(0,21,...,2q) = (K — %Z?:1 15—961)7

where u(t, 1,...,24) = P(t,S1,...,Sq) with S; = ¥(z;),(21,...,24) € 2 = (0,1)% and

d d
< ; 0
Lu = div(AVu) + E r+oltr; —of + % E pijoi(2x; — 1) x;(1 — xl)a—u —ru,
; T
i=1 J=1j7 ¢
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with the matrix A given by

000
_ Pij%i%; .

Am(xl, . ,(L‘d) :

Then let us introduce the following Hilbert space

V(©2) = {v EIA0) |V1<i<d, (1-z)uol e L2(Q)}, (4.14)

ox;

endowed with the norm

1
lolly = (IvllF2gq) + 1013)? (4.15)
where
d 2
ov
V| = zi(1 — ;) — ) 4.16
vl5; ; ( )&ri o) (4.16)

In what follows, we need the following lemma:
Lemma 4.1. The space C°(0) is dense in V(12).
This lemma can be directly deduced from Lemma 2.6 in [AP05].

Corollary 4.1. The following integration by parts formula holds:

/ div(AVu)v = —/ (AVu)Vo, Yu,v € V(12). (4.17)
9 9}
Proof. 1t follows from Lemma 4.1.

Therefore, multiplying —Lu by a test function v € C°(£2) and then using (4.17), we get the

following bilinear form:

by (u, v) :/Q(AVu)Vv—/

Q(CLVU)U—F/QTUU. (4.18)

where a = (a1, ...,aq) : 2+ R? is the vector field with i-th component given by
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d
o
ai(z1, ..., xq) = zi(1 — x;) |r+ ole; — 02 + EZ Z pijo;(2x; — 1)1, (4.19)
j=Li#i

The following result holds for the the bilinear form defined in (4.18)

Lemma 4.2. The bilinear form by is continuous from V x V, that is, there exists a constant € that

does not depend on t such that for all functions v,w € V
b (v, w) < cllv|lplwls (4.20)

Moreover, the bilinear form b, verifies a Garding inequality, that is, there exist two positive constants

¢ >0 and \ > 0 such that for all functions v € V

b(v,v) > clvfy = AllvllZ2(q) (4.21)

Proof. The Garding inequality is obtained by observing that the first order term satisfies the following:

ov 1 op 9
T1y..-, & v| < = T1y...,Lq)V
‘\/_Qp( 1, ) d)aﬂjl =21/g 8$Z( 1, ) d) )
where p(x1,...,24) is a polynomial. The proof of the continuity uses the same arguments.

Thus, we obtain the following result concerning the existence and uniqueness of the solution for

the weak formulation associated to the problem (4.12).

Proposition 4.1. For all function g € L*(2), there exists a unique u € L*(0,T; V)NC([0, T]; L?(£2)),
with % € L*(0,T; V') such that for any function ¢ € D(0,T), for all function v € V,

T T -
_/0 ¢(t)/9u(t)vdt+/0 d(t)b(u, v)dt = 0, (4.22)

and
u(t=0)=g (4.23)

Moreover, u solution of (4.22) is related to P solution of (4.7) by the functions defined in (4.10)
and (4.11).

This proposition can be deduced from Lemma 4.2 using standard techniques, see [AP05].

4.1.3 The IMEX scheme and the Black-Scholes equation as a minimization problem

To apply the PGD method (2.7), our goal is to rewrite the problem (4.12) as a minimization

problem. As a first step, we propose to use an Euler scheme to discretize the problem in time. Let
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us consider a time discretization grid of M + 1 points, 7o = 0 < ... < 72y = T, where 7; = 1At
and At = % We introduce a time discretization of the variational formulation (4.22) where we treat

explicitly the non-symmetric part of b; and implicitly its symmetric terms (IMEX scheme).

Fori=1,...,M, find u* € V such that

, At - At . ,
i A i _ i i
/qu+1+rAt/Q( Vu')Vu S0+ AT [/Q(aVu)v—l—/Q(aVv)u}
1 At

— -1, A4t i1y - 3
_1+7’At/_;gu U+2(1+7’At) {/Q(CLVU Jv /Q((IVU)’LL ], Yv e V.

Thus, using that the left hand side of the equation (4.24) is symmetric in v’ and v, we are led

(4.24)

to solve the following sequence of minimization problems

Fori=1,..., M:

Find u' € V(£2) such that u' = argmin & (u) (4.25)
ueV(9)

where

Ei(u) = %/Q lul? + ﬁ |:/Q(AV’U,)VU - /Q(aVu)u]
1

C1+rAt /Qui_lu - ﬁ {/(Z(aVui_l)u - /Q(avu)ui_l} '

Let us introduce the bilinear symmetric form a(u,v)

(4.26)

R At At
a(u,v)—/nuv—i-1+TAt/Q(AVu)VU—72(1+TAt)

and the linear form

/Q(aVu)v—k/Q(aVv)u], Yu,v €V (4.27)

, _ 1 i1 At i1 i—1:| ¥
Li—1(v) = 1—1—7‘At/9u v+ 50 1 r A /Q(aVu v /Q(aVv)u , Yve . (4.28)

We have that E;(u) = Sa(u,u) — Li—1(u).
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4.1.4 Stability analysis for the IMEX scheme

In this section, we study the L2-stability of the IMEX scheme (4.24). Let us consider u" the
solution of the problem (4.25) at time 7,. In our context, the meaning of stability is given in the

following definition.

Definition 4.1. The numerical scheme (4.24) is L?-stable if there erxists a constant C > 0 that does

not depend on the discretization parameter At such that for any initial condition u° and for all n > 0

lu™ g2 < Clla|l 2

We will see that the scheme (4.24) is L2-stable under a condition on the time step At. For the

sake of simplicity we take » = 0. Let us begin with the following lemma:
Lemma 4.3. Let us assume that the matriz = defined by Z; ; = p; joioj, 1,5 = 1,...,d, is positive-
definite. Then there exists a constant o > 0 such that
5 -
/Q (AVu) Vu > alul;, Yu e V. (4.29)

Proof. Using that the matrix = is positive-definite, we have
/ S0 P97 0y P2 [vrzy e min o)l
——r(l —z)—x;j(1 —z;)— = = min ul%
Qij:l 2 ! ‘ ox; J J Z; 0 — \XesSp(E) 4
where Sp(=) denotes the set of eigenvalues of the matrix = and Y is the vector such that Y; =
x;(1— xi)g—x“i. This proves (4.29) with o = miny¢gp,(=) A

Now, we can state the following proposition:

Proposition 4.2. The scheme proposed in (4.24) is L%-stable under the following condition on the
time step At

1
At < 5 (4(||&Hoo—|—||div(a)||oo) 4 %) (4.30)

«

where the constant o is defined in Lemma 4.8 and a is the vector such that for all i =1,...d

d
- 0;
a; = T‘—l—U?ﬂ%—U?—I—EZ E piJO'j(Qﬂjj—l) .
J=Llj#i
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Proof. Let us take 7 = 0 and v = u’ in the variational formulation (4.24). Thus, we obtain

1 02 2—12> L/ P12 / i i_/ i, i
o </ WP ) 4 [t = P [ (avuvae - [ @V
=3 [/ (aVu' "M )u'! —/(aVui)u"_l}
7|2 2 1 2 2 12 A A
2At (/ Gl ) 2At/ = +/Q(AV“ JVu

2 (aV(u +u ) ——/ (aVut)(u — ui~t) = 0. (4.31)

Moreover, we note that a; = z;(1 — z;)a; and that a € L>°(£2).

Thus, for all € > 0 we have that

N iz, lall [0 i
/Q(aVu)(u —u | < elu \%—FT/QIU — a2 (4.32)

Besides, using the integration by parts given by (4.17) to study the term [,(aV (u! + ui=1))u?,

we observe that

)

= ’/Q aVu' (2ui + (U — ul))

§€|ui|%+ ”C;HGOO (/;22|’LLZ _ui—1|2_|_/;28|ui|2)

’/Q aVu'(u’ + ') W)

and

div(@) e - | .
< 1dv(@)lloo (/ 2l — uf 112+/ 8!u’\2) +e/ Ju'[?. (4.34)
4e Q 2 2

Then, using (4.32), (4.33) and (4.34), we deduce from (4.31) that

Lol _ vl } o
[Mt 6 [+ (o -

1 lalloo |l le Hoo] / i 12 1 / i—12
_ _ _ < ? .
+ [QAt 4e 4e 0 fu = < 2At Jo [u™

So, if we assume the condition (4.30) and we choose € = §, then we can deduce the following

/le Hu' )

(4.35)

three inequalities:
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U ot div@loe € o 1 e+ divia)oe

2At € 2 2At 4e (4.36)

Consequently, we get

7 1 1—
[ < g f

< (1 + 20415)/ el
02

§(1+2CAt)M/ 02
2
_ech/ W02,

2

where C' = 2 ((||&H°°+”fiv(a)|‘°°) + %) is a constant which is independent of the discretization parame-
ter At.

4.1.5 Implementation of the Proper Generalized Decomposition techniques for the

Black-Scholes partial differential equation

To simplify the notation we consider the case of only three dimensions, but the definition of the

algorithm and all the equations below can be easily generalized to a d-dimensional framework.

We recall that the PGD method will generate the function u’ in the separated representation:

ui(x17x27x3) = Z T]i ® 32 & tf;(xl,xg,xg).
k>1

The PGD algorithm (4.25) is defined as follows: For i = 1,..., M, iterate on n > 1

. . 1 n—1
(ry,sy,ty) € argmin 5&(7"(2)8@15,7"®8®15)—LZ 1(reset)— <Z rk®8k®tk,r®s®t> (4.37)
re ]}(Ql), k=1
S € 9(92),
t e 1)(.93)

where @ is defined by (4.27) and L;_; by (4.28).

Then, the Euler equation associated with the problem (4.37), that is used in practice to imple-

ment the algorithm, is given by:
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Find (1%, 5%, ) € V(£21) x V(£22) x V(§23) such that for any functions (7, s,t) € V(£21) x V(§25) x
V($23)

arh, @ sk Qth,r s, Qth +rh @s@th +1h Q5L @) = Li1(r@sh Qth +rh @ s@th +1h Qsh @)
o o i (4.38)
ta(r@s, @t T @O, +Th s, @, Y T @ sk @1
k=1
Henceforth, we will consider without loss of generality s = 0 and ¢ = 0 in order to study in detail

each term of this Euler equation (4.38). We recall that the Euler equation is solved using a fixed point

procedure as in (2.20).

Remark 4.1. All the high-dimensional integrals in (4.38) are easily calculated using Fubini’s rule
because the functions in these integrals are separable except for i = 1 where the term u® appears as

follows:

/ r® st @t (x1, 20, 23)u’ (1, T2, £3)d21, drods, (4.39)
Ql><(22><93

The idea used to overcome this practical obstacle is to approximate, in a preliminary step, the
initial condition u° of the Black-Scholes PDE by a sum of tensor products as explained in Section 3.1.

Once the initial condition u® has a separated approzimation:

uo(xlax%x?:) = Z 7’2 & 32 & tg(azl,xg,xg).
k>1

the integral (4.39) is easy to compute using Fubini’s rule.

Using the space discretization described in Section 3.1 and the notation given by (3.1), the

following vectors will be used:

i

i i _ i T i _ g i
’ Sn_[sn,OV"asn,N]’ tn_[n,07'--atn,N

. . T T
r;l = [TTL,(]?“‘?T’?;L,N] ]

9

Given the fact that all the terms in the equation (4.38) admits a separated representation, the

equation (4.38) can be written in a matrix form.

The following matricial expressions allow us to deduce the matricial form for the equation (4.38):

[ Ghesien)eeshen) = Mk Msh i,
1 2 3
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/ (AV(ri, @ st @ 1)) V(r @ sh @ th) = (U—z[t‘nTMt‘n][s;TLs;] + ﬁ[t;TLt:,][s;TMs‘n]) Mr,
21 X 29X 23 2 2
i (P1 2;7102[ Mtn][s DSL]—FPI 3;103[ T i ilsk, Msi,])

(D+ D7)+ T st Msh] (e Mt L,

/ (aV(rfl ®sh® t;)) (r@sh @th) = [sh Msn][t Tt L]Bri + pL, 20102 [SLTCSL][tir,TMtin]
21 X 22X 23

+—p1’3;“’3[ sk Ms,,]) Dri, + ("1 PL20102 (i T e rgd T g
w[ Msn ) Cri + ( Mtn][s Bsil]
+

P2, 3020'3[

Ct ][sn Dsn] [ Btn][ Sh Msn]

+—p2 3;203 [t Dt ][SLTOSL]) Mri,
where the matrices M, L, B,C, D are explicitly computable tridiagonal matrices of size N x N, with

N the number of intervals in each direction. The computation of the components for these matrices

boils down to one-dimensional integrals.

In this way, solving (4.38) with a fixed point procedure allows us to obtain for a fixed i such
that 1 <i < N, the n-th term of the sum Y }'_; 7} ® st ® ¢} which is an approximation of the solution
at time t; = iAt of the problem (4.12).

4.2 Numerical results

4.2.1 Testing the method against an analytical solution

In this part, we apply the PGD algorithm defined in (4.37) to solve the problem (4.12) with the

following initial condition:

d +
w(0,21,. .., 24 < H 1_x ) (4.40)

for which the solution is analytically known.

Using the Feynman-Kac theorem (4.3) we get that the solution of the PDE (4.5) is given by
E [e""T(K — Hle S%)Jr}, which is possible to calculate analytically in the Black-Scholes model. We

have:

i=1 i=1 i=1

d d d
E [e‘rT(K -1 S%)*] = ¢ "TKP <K > 11 Séf) —e "B ]I S%I{K>Hd Si } (441)
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We get the quantity P (K > Hle Srfp) as follows:

K
T, S

d
. d i
P(K>T[Sh) =Pzt <
=1

K
ITi=1 55
. 2 . .
where X7, = (r — %)T +oWprandY = S X7 is a normal random variable with mean equal
2
to Zle (T — %) T and variance given by zgl:l Z?Zl pijoioiT.

Besides, we remark that:

d
_ Y 7
} =E |e 1{6Y<H+} izl_Ilso

7
=10

E ﬁ Srl {
=1

K>, Sk

where the last term can be calculated analytically. We remark that the analytic solution (4.41) is not

separable with respect to each coordinate.

We present in figure 4.1 a numerical example of the solution obtained with our algorithm and

the analytic solution. In figure 4.2 we see the same surface but intersected with the plane z1 = .

Analytical solution and solution obtained by the greedy method
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Fig. 4.1. The analytical solution and the numerical one obtained with our method for the problem (4.5) with the initial

condition (4.40) in a two-dimensional framework. For this example, we consider At = ﬁ and Az = 3—10.

Figure 4.3 shows the convergence curves, i.e, the L? relative error with respect to the number of
iterations of the algorithm according to the dimension. We note that the number of iterations needed

to obtain convergence increases as the dimension of the problem increases.
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Fig. 4.2. The analytical solution and the numerical one obtained with our method for the problem (4.5) with the initial
condition (4.40) in a two-dimensional framework. We represent the intersection between the surface in figure 4.1 and the

plane 1 = 2. For this example, we consider At = ﬁ and Az = %.

Convergence curves for the analytic solution
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Fig. 4.3. Convergence curves for the solution at time 7" of the equation (4.5) with initial condition given by (4.40). To

obtain this curves, we consider Az = 0.1 for each dimension and At = 0.01.
4.2.2 Results on the Black-Scholes equation

In this section, we show the results that we obtained applying the PGD method described in

the previous section to the Black-Scholes equation.

Figure 4.4 represents the approximation of the solution at time 7 to the problem (4.5) with
initial condition (4.9) obtained using the PGD approximation defined by the equations (4.38)

Figure 4.5 represent the price of a basket put option when all the assets take the same

value, i.e. S1 = ... = Sy. Precisely, Figure 4.5 compares prices obtained with different discretizations
Ax.
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Fig. 4.5. The approximated solution obtained with our method for the problem (4.5) with the initial condition (4.9) in

a four-dimensional framework. For these results, we set Ax = 0.1,0.2 and At = 0.01.

In terms of computational time, the PGD approach (4.37) is not competitive compared to Monte
Carlo methods when one is interested in the price of only one value of the spot, but on the other side

the curve of prices is obtained for any time ¢ € [0, 7] and any price spot.

4.2.3 Application as a variance reduction method

In this part, we show that we can use the solution obtained by the PGD method described above

in order to find a control variable to reduce the variance when calculating the price an of option.

We can re-write the equations (4.1) and (4.2) which define the Black-Scholes model as follows:
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dsi O y
S; =rdt+o Z Hi,det (4.42)

i=1

where W is a d-dimensional Brownian motion and the matrix H verifies HH! = Y] where ¥ isa d x d

matrix such that X; ; = 1if j =i and X; ; = p;; otherwise.

We recall that the price of a basket put option is given by

E [T f(S}, . S9)]

where f(Sk,S2,...,5%) = (K —lyd 5})

Now, for the sake of simplicity, let us consider r = 0. Generalization to r # 0 is straightforward.

L
Let us introduce the Kolmogorov equation:

P —1A:V2P=0

(4.43)
P(0,z) = f(x)

where A = FH(FH)" and F is a diagonal matrix such that F;; = 0°S? for i = 1,...,d. Notice that

P(T, So) =B [f(SF, 5%, 99)] .

Therefore, we have

A A T A
P(0,57) — P(T, So) = / FHVP(T —t,5,)dB,
0

and thus,

P(T,Sy) = f(Sr) — /OT FH VP(T —t,8,)dB; (4.44)

The random variable Y = fOT FH Vﬁ(T — t,S¢)dB; has zero mean and is a perfect control

variable since

Var [f(S7) — Y] =0.

As we do not know the solution P, in practice, we calculate an approximation P* of P using

the PGD algorithm presented in Section 4.1.5. Therefore, we obtain an approximated control variable
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Y* = fOT FH V]S*(T —t,5¢)dB; and we can compute an approximation of P(T, Sp) by Monte Carlo,

computing the following quantity:

T A
E [f(ST) —/0 FH VDT —t,5,)dB,

We remark that this idea can be applied to any payoff function and that for a new value of Sy

we use the same approximation P*.

In Table 4.1 and 4.2 we present the performance of our variance reduction method compared

with the variance obtained with the classical method, i.e. calculating directly E[f(ST)].

Dimension|Without variance reduction|With variance reduction
4 0.1233 0.0012
5 0.1204 0.0034
6 0.1197 0.0078
7 0.1245 0.0113
8 0.1257 0.0254

Table 4.1. Variance with a correlation parameter p; ; = 0.9 constant between all the assets.

Dimension|Without variance reduction|With variance reduction
4 0.1256 0.0023
5 0.1248 0.0045
6 0.1230 0.0096
7 0.1199 0.0158
8 0.1232 0.0296

Table 4.2. Variance with a correlation parameter p; ; = 0.1 constant between all the assets.

For two typical values of the correlation, we observe that the reduction of the variance is impor-

tant, for example, up to a factor 6 in dimension 8.

4.3 Appendix: Formulas for the matrices used to solve the Black-Scholes partial

differential equation

In this section, we detail the calculations of the terms appearing in the equation (4.38). As
we already remarked, the multi-dimensional integrals are in fact the multiplication of 1-dimensional

integrals.
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Let us now analyze some terms that appear in the left hand side of the equation (4.38). Thus
we have that:

/ (AV (1), ® sy, X t))V(r ® s;, @ t,) 250%/ |tn|2 / |sn|2 / :cf(l - 5101)2(89“7",1)(5101)8701 (r(z1))dz:
21 X 22 X023 Q23 29 1031

010 ;
4 p1201 2/ It / 22(1 — z2) 8% (22) 0z, (sh) (22 d:Cz/ 21(1 = 21)0x, (rp,) (@1)rda:
23 22 =
010
+P13 195 2 / 23(1 — 23)t% (23) 0, (1) (23 dxg/ 21(1 = 21)0z, (ry) (z1)rdas
(o2 023 @

/ |t | / :c2 1—1:2 Q62(571)(9132) o sn (z2) dmg/ r(x1)dz:
23 29 2

p120102/ |t | / zo(1 — z2)s, (:cz) oo (S) (T2 d:cg/ z1(1—z1 rn Oz, (r)(x1)dz1
03 29 2
1z / i 2 / 231 — 23200y (1) (23) s (1) (3 s / i (@)r () o

29 23 21

09000 [ [ e @)ool = a)ron (o).
29 23 21
(4.45)

We recall that we consider a discretization in space given by Ax = % and that is the same for

each dimension. So, in order to calculate these last terms, we define the next matrices:

Lis = [ 21 = 020,(60))0:(6)(w)da (4.46)

Dij = [ 2(1 = 2)6:(2)01(6;) (w)dz (4.47)

The matrix L is a tridiagonal matrix of size N + 1 x N + 1 given by:

1(Az)® — 1(Az)* + 1 (Aw), if i=7=0

—%(Ax)B—F%(Ax)z—%(Ax), if i=0,7=1

= (Az)(10 — 15(Az) + 6(Ax)?), if i=j=N

—30(Az)(10 — 15(Az) + 6(Ax)?), if i=N,j=N—1
Lis = 2 (Az)(15(Ax)?i* 4 30(Az)?i* + 3(Ax)? — 30(Axz)i® — 30(Az)i + 15i° + 5), if j=1i

_ %(A:c) [30(A@)%i* — 60(A)%i® + 60(Ax)%i® — 30(Ax)?i + 6(Az)’

—60(Az)i® + 90(Axz)i* — 60(Ax)i + 15(Ax) + 30i* — 30i + 10]

— 35(42) [30(Az)?i" 4 60(Az)*® + 60(Ax)*i® + 30(Az)*i + 6(Az)* — 60(Ax)i® i
i jg=1+

— 90(Ax) 2 — 60(Ax)i — 15(Ax) + 30i* + 30 + 10] ,
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The matrix D is also tridiagonal of size NV + 1 x N + 1 and it is such that:

X i=j=0
13 (Az)((Az) — 2), if ‘ ‘
ort=N,j=N-—-1
X _i=j=N
—15(Az)((Az) - 2), if ‘ .
ort=0,7=1
Di’j - 1 . . . .
3(Az)(2i(Az) — 1), it j=1

L(Az)(6i%(Az) — 4i(Az) + (Az) —6i+2), if j=i—1

—L(A2)(6i2(Az) + 4i(Az) + (Az) — 6i —2), if j=i+1

Another term that appear in the left hand side of the equation (4.38) is the next one
/ (aV(ri s @th))(r®s, @th) =
91 XQQ ><Q3
= [ i@ [ Isi(ea)Pdes [ @+ oten = oD = e0)n () (@)r(@)dar
3 2 1

+PEA% [ @) P | (20 = 1)lsh(ea) Pdrs [ 11— 2100 (3) 1) r(ea)doy
3 2

2 )
+p130103/ ]sfl(azg)Pdmg/ (2z3 — 1)]tfl(m3)\2da:3/ x1(1 — xl)(‘)xl(ril)(xl)r(azl)dml
2 Qz 93 Ql
PRAT |t )P [ a1 2)Orasi) (w)sh ) des [ (201 = i a)r(an)doy
2 25 2o o
+/Q \t;(azg)Pdmg/Q (r+a§x2 —ag)mg(l —xg)axz(sfl)(azg)s;(azg)dmg/n T;(azl)r(azl)dml
3 2 1
P230203 / (225 — 1)t (23) *das / 2o(1 = 22)y, (51) () (102) s / v (20 (21 ) das
2 93 92 Ql

+

,031;103/ ]sfl(azg)deg/ azg(l—azg)ax?)(tfl)(a;g)t;(xg)dazg/ (221 —1)rfl(a;1)r(a:1)dx1
25 23 I

+ [ Jsh@nPdes [ (r+ ofes = od)aa(l = 2a)0k, (t) (@)t (@a)das [ ri@n)r(@n)day
2 3

7'0230—203/ (2x5 — 1)]s;(x2)\2dx2/ z3(1 —963)3%(’5@)(953)%(353)61%3/ r(@)r(z1)dey

2 2 o o)

Therefore, we define the next matrices:

By = [+ 0% = a?)a(l - )0,(60)(2)6; (a)da

71

(4.48)

(4.49)
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and

Gy = [ (22 = Doi(a)e; (@)da (4.50)

B is a tridiagonal matrix of size N 4+ 1 x N + 1 such that:

= (Az)(3v*(Az)? + 5(Az)r — 10v°(Az) — 107 + 1007), if i=j=0
— a5 (Az)(3v*(Az)? + 5(Az)r — 10v°(Az) — 10r + 10v°), if i=0,j=
—6—10(A:c)(5vz(A:c) — 30 (Ax)? — 10r + 5(Ax)r), if i=j=N
o (Az)(5v°(Az) — 3v*(Az)* — 10r + 5(Az)r), if i=N,j=N-1
Bis = L (Az)(100* — 400* (Az)i + 20(Az)ri + 3v*(Az)® + 300% (Az)%i2 — 10r), if j=i
_ 6_10(Ax) [450° (Ax)?i — 200° + 15(Az)r — 30ri — 300" (Az) + 800 (Az)i — 40(Az)ri i
—120°(Az)” 4 300% (Az)%i® — 60v° (Az)?i® — 60v*(Az)i® + 30(Az)ri® + 30v% + 207
_ 6_10(Ax) [150%(A2)2i + 100% + 5(Ax)r — 30ri — 100%(Az) — 400° (Az)i + 20(Az)ri i
+3v%(Az)? + 300%(Az)%® + 300 (Ax)*i® — 600* (Az)i® + 30(Az)ri® + 300 — 10r] .

C is also a tridiagonal matrix of size N + 1 x N + 1 such that:

H(Az) (=2 + (Az)), if i=5=0
H(Az)((Az) — 1), if i=0,7=1
—L(Az)(~2 + (Ax)), if i=j=N

Cij=9{ 1 L .
—5(Az)((Ax) — 1), if i=N,j=N-1
2(Az)(2i(Az) — 1), if j=1i
H(Az)(2i(Az) — (Az) — 1), if j=i—Tlorj=i+]1

We do not develop the expression of the right hand side of the equation (4.38) because its terms

can be obtained using the same matrices B,C, D, L and M.



Perspectives of the application of the Proper Generalized

Decomposition method for option pricing

In this section, we present some perspectives on the first part of this manuscript: the problem

of the American options and the use of non-continuous dynamics for the asset value.

5.1 Pricing using the characteristic function, application to Bermudan options

Before treating the pricing of an American option, it is important to remark that the PGD
approach can be applied as well in the case of another type of option apart from European and
American options and that can be considered as an intermediate point between them. This type of
option is known as Bermudan option and the holder of one of these contracts can exercise the option
only at certain days between the present time and the maturity. For example, for an option on a single

asset, if we denote the payoff by the function ¢, then the pricing function is such that

p(t},S) = max (p(t; . S), 6(S))

at each exercising time t; € [0,7] and satisfies the PDE of Black-Scholes (4.4) between the exercising

times.

Using the same idea as in the Section 3.8, we can compute numerical integration on the Fourier
domain. This method can readily be applied for solving problems under various asset price dynamics,
for which the characteristic function (the Fourier transform of the probability density function) is
available. This is the case for models from the class of regular affine processes [DFS03] which also
includes the exponentially affine jump-diffusion class of [DPS00]. Many methods based on Fourier
transform techniques are used on the one dimensional asset class of models [CMS99, LO08, KL09]. As

a future work, an idea would be to extend these methods to the multi-dimensional framework.
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Let us introduce T = t1,...,tp, tg <t1 < ... <ty =T a set of exercise dates where we define
the time between two exercise dates as §; = t; — t;_1. Applying the dynamic programming principle,

the pricing formula for a Bermudan option is given by

p(tav, ) = ¢(tm, ),
pH(tmor,z) =€ " /de(tm;y)g(yltm_htm;w)dy, (5.1)

p(tm—1,x) = max ((b(tm_l, 2), 0" (tm_1, a;))

for m=M.,...,2 and

p(to,z) = e ™ Adp(tl;y)g(y\toytl;x)dy

Here, the probability density function of y = X; " under the risk-neutral measure is denoted

St
K

g(ylt,t, ). In this case, y = log ( ), p(t,z) is the value of the option, p* (¢, z) is the continuation

value and ¢(t,x) is the payoff.

Considering a multi-dimensional truncated domain of integration to proceed numerically, we

obtain that the payoff is L?-integrable. Mathematically, we take the function ¢ such that

O(tm, ) = ¢(tm, ¥)lgen, 1 <m < M. (5.2)

where £2 is a bounded subset of R<.

Using the approximation (5.2), we can compute the Fourier transform of (5.1)

F (p+(tm—1a -)) (€)= e_’"&”/ P(Y, ti)g(Yltm—1, tm, )™  dydz
R2xR2

Assuming that the probability density function comes from an independent increment process

(for example a Lévy process), that is

g(y|tm—17tm7$) = g(y - $|tm—17tm7 0)

Then, it holds
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F (0 (tn-1:2)) (€) = €77 F (ptm ) ()P (b1, tms =€) (53

where ®(t,1,€) = Jpa f(2]t,1,0)ei*dz.

In conclusion, we can propose the following steps to compute the price of the Bermudan option:

1. Compute an approximation of p(t,,,.) as a sum of tensor products using the PGD approach (2.17)

to obtain the function p as follows:

N
Plotm) =) 1 ®...0r8
n=0
2. Apply the Fubini’s rule to get
N
F(pltm, ) =D Flrp) ® ... @ F(ry)
n=0

3. Convolve by density function using (5.3)
F (5" (tmo1,)) (€) = € 7" F (Bl(tm, ) () B(E).

4. Compute an approximation of F (5 (ty,—1,.)) as a sum of tensor products by the PGD method (2.17)

and calculate the inverse Fourier transform using the Fubini’s rule.

5.2 The problem of the American options

In this section we propose an application of the PGD method for solving the problem of the
American options. This type of options can be exercised at any time up to the maturity, consequently,

the price of an American option with payoff ¢ and maturity T is given by

pt.o) = sup B[e I (st

TET[,:’T]
for stopping times 7 between ¢ and 7', for ¢ € [0,T] and = > 0, where 7T, 7] denotes the set of stopping
times 7 of the filtration F.

It is possible to show that the pricing of an American option amounts to solving (see [AP05]):

max {Gyu + Lu,u — ¢} = 0in [0,7] x RL
u(0,.) = ¢ in RZ



76 5 Perspectives of the application of the Proper Generalized Decomposition method for option pricing

where L is defined by (1.26) and the problem (5.4) is equivalent to the following problem, called the

obstacle problem

ou )
Lu—agO, in Ry

u2¢7 in RT
0 .
(u— ) (Lu—a—?> =0, inRr

u(0,2) = ¢(0,x), =R’

(5.5)

To apply the PGD approach to the problem (5.4), we propose to use the idea presented
in [CEL12] and that allows to apply the PGD method to the obstacle problem (5.5) by penalizing the

constraints. In order to use this idea we can discretize in time, obtaining:

max{““é—t_“n + Lutt umt — ¢} = 01in [0,7] x RY

u(0,.) = ¢ in RL
Finally, we propose to penalize the constraints:

un—l—l —um s ) A 1 )
g T L L S = g) =0 (5.6)

+1

Again, the problem in """ is symmetric and thus can be rewritten as a minimization problem

needed to apply the PGD method.

There exists theoretical results that indicate that the approach (5.6) is reasonable (see [CEL12]).
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Liquidity risk, limit order book modeling and market microstructure






Survey on market impact models

6.1 Introduction

Financial markets are places where buyers and sellers can exchange different types of assets. One
of the goals of a financial market is to allow companies to fund themselves through different types of
financial products. This implies that an important part of the economy is influenced by the financial

markets. The understanding of how these financial markets work is therefore very important.

As a consequence of the technological innovations and regulatory changes, the structure of the
financial markets has evolved in the past years. Initiatives such as the MiFID in Europe and the
Regulation National Markets System in United States have appeared to deregulate markets and then
to improve the service given to the investors by stimulating the competition between the markets. The
deregulation has been one possible reason for which liquidity risk and market microstructure have

become a hot topic in mathematical finance in the past years.

Market microstructure is the study of how the markets work. Thus, this branch of finance is
interested in understanding the details of the trading mechanisms. Among the topics treated by the
market microstructure we have the price formation and price discovery, the market structure and

design issues, and the information and disclosure.

The importance of the market microstructure can also be seen from the common assumption of
frictionless markets, that means markets without transaction costs. This hypothesis is considered in
many important models in mathematical finance such as the well-known Black-Scholes model. Because
of the assumption, the price process does not depend on the trading strategy used by the agents. As

the time scale becomes smaller and smaller, this assumption is less coherent.

Liquidity risk is a decisive concept in market microstructure. This risk takes into account finding
the counterpart for the buy or sell order that the trader needs to execute. Liquidity is therefore a key
to knowing how prices will change after the action of the agents in the markets through some measures

of the liquidity of the asset such as the bid-ask spread or the market depth.
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Markets are also supposed to be perfectly liquid in classical models of mathematical finance, an
assumption that guarantees the perfect hedging as in the case of the Black-Scholes model for example.
In practice, however, this is not true; trading large volumes of orders shifts the price of the asset in
the opposite direction to the one most beneficial to the investor. As a consequence, the price impact

can be seen as the difference between the realized price and the price before the order was executed.

We cannot take further the discussion on market impact models without introducing the concept
of an order, which constitutes an instruction from customers to brokers to buy or sell on the markets.
In the financial markets, there exist different types of orders, the more standard ones being the market
orders and the limit orders. On the one hand a market order allows the client to execute his order
immediately and to get the best price available on the market. On the other hand, a limit order gives
to the investor the possibility of buying or selling a share at a specified price. When the execution of
the order is greater than the price for the trader, he will generally use a market order. A limit order
might not be able to be executed at all but it would allow the investors to have control over the price

that they might pay for executing their orders.

A database of limit orders constitutes a limit order book. In other words, investors place orders
to buy or sell a given quantity of stock in the limit order book. If a market order arrives in the limit
order book, then it is matched with the best current price proposed on the market and if a limit order
is placed in the limit order book, this will be stored waiting for a market order that would execute
it. Figure 6.1 illustrates a limit order book for specific shares. Orders can only be placed on a price
grid and at each moment in time, the number of waiting buy (or sell) orders is stored for each price.
For a given price, orders are executed according to the FIFO rule as soon as two orders match. As we
can observe, the structure of Limit Order Books (LOB) is very complex, so an exhaustive modeling
of its dynamics would not lead, for example, to draw quantitative conclusions on an optimal trading
strategy. One has therefore to propose models that can grasp important features of the LOB structure

but that allow to find analytical results.

Quotation rules are changing and, in general, more information is now available. In particular,
it is possible to know at any given time the number of awaiting orders for certain stock and to obtain
a record of all past transactions. A natural question arises: how to use at the best this information
to execute buy or sell orders optimally? In other words, what is the behavior of traders who want to

minimize their trading cost?

Given that the size of the order can be large, the trader needs to find an optimal strategy which
consists in using the resilience of the markets to help split this large order into smaller orders. This
resilience of markets can be explained through the supply and demand of the assets. Hence, by splitting
the large order, the trader will decrease the impact of his trade on the price of the asset. But, if the

investor waits, he will increase his market risk. In other words, the market impact forces slow trading
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Fig. 6.1. Limit order book of Vodafone shares containing the shares quoted on the London Stock Exchange.
Source: http://www.londonstockexchangegroup.com/investor-relations/group-at-a-glance/electronic-trading/electronic-

trading-main.htm

but the market risk forces quick trading. The idea is then to find a good trade-off between liquidity

and the market risk.

It has been reported, for example in [AFS10], that optimal execution is a recurrent problem
for practitioners because traders liquidate about twenty percent of the daily volume of shares. More
dangerous practical situations can also exist as an example of application of the optimal execution,
for instance, the well-known case of Jérome Kerviel at the Société Générale. Here the bank had to
liquidate his large speculative positions. Another example of this type is when a financial institution
holds a large quantity of government bonds and as the default probability of that country increases,
the value of these assets quickly decreases. The institution therefore would be interested in liquidating
this portfolio as quickly as possible. It is natural that in selling everything at the outset is not optimal
because, given the limited liquidity of the market, this financial institution would have to sell its bonds

very cheaply.

It is possible to distinguish three different time scales for the trading activity. Asset management
activities generate tasks like the hedging of positions that can be set in long-scale time periods, for
example, days or weeks. These activities imply that it is necessary to manage positions and to execute

orders on the market in a matter of minutes. The last time scale for trading is the so-called high-
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frequency trading which is performed in intervals of time from 1076 to 1 seconds. The market impact
models that we will study in this work apply to the intermediate time scale of trading, that goes

typically from a minute to some hours.

In Section 6.2 we will define the optimal execution problem and we will analyze some market
impact models that the literature has proposed in order to solve it. In the same section we will present
the main results of these models and the connections and differences between them. We will also study
the concept of price manipulation and the existence of optimal strategies for the optimal execution

problem.

6.2 Market impact models

The aim of this Section is to compare the market impact models proposed by the literature and

to establish links between them, emphasizing the advantages and the drawbacks of each.

6.2.1 Definition of the optimal execution problem

The problem that we will study in this manuscript is the optimal liquidation of a portfolio with x
shares by a large trader who can place orders over a period of time [0, T]. We consider that x > 0 (resp.
x < 0) corresponds to a selling (resp. buying) program. By large investor, we understand a trader
who executes a large volume of orders and therefore is able to modify the price of the exchanged
asset. In practice, regulators define the concept of large trader in order to supervise markets and to
avoid manipulation and fraud. In the literature, these large traders are differentiated from the normal
traders (also called noise traders) who, on average, do not modify the price of the asset. In this work,
we will analyze the case of only one large trader. See [BP05] and [CLV07] for frameworks that consider

more than one trader in competition with each other.

In order to find a solution for this optimal liquidation problem, we need to analyze the impact
of the actions of the agents on the markets, that is, to model the market impact. This impact is
closely related to the liquidity in financial markets described by the market impact models. We could
think that market impact depends on many variables like bid-ask spread or market capitalization;
nevertheless, the market impact models that we will study are related to the shift in price and to the

exchanged volume.

For the sake of clarity, we would like to introduce here a general framework for studying this
optimal liquidation problem. First, let us assume the existence of four price processes: (A?,t > 0),
(A4, t > 0), (BY,t > 0) and (By,t > 0) on a given filtered probability space (§2,(F;),F,P). The

processes (AY,¢t > 0) and (BY,t > 0) represent respectively the best ask price and the best bid price
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of the asset unaffected by the large trader. The processes (A, t > 0) and (B, t > 0) are the actual

best ask price and best bid price where the orders of the large investor are taken into account.

To simplify, most of the models proposed in the literature neglect the bid-ask spread and thus
consider only two processes: (SY,t > 0) and (S;,t > 0) which represent respectively the price when
the large trader is inactive and the price when the orders of the large investor have an influence on the
limit order book. It is important to note that for liquid assets the size of the bid-ask spread is usually
one tick as has been empirically shown, see Cont and De Larrard in [CD11] and the references therein.
Thus, in practice, a zero bid-ask spread for liquid assets is not far from reality in the time scale where
our model is set. As the unaffected price process is determined by the actions of the noisy traders, it
is usually supposed to be a martingale. Other reasons for this consideration are that the time period
of trading is normally short and that including a nonzero drift would lead to profitable strategies that

have to be differentiated from price manipulation strategies.

Even if in practice the problem of the optimal execution of orders make sense in the discrete-time
framework, it is interesting to analyze its outcomes in both the continuous and discrete time cases. For
example, an important topic to study is whether the optimal strategies are stable when we increase

the number of dates for trading.

For discrete-time strategies, we assume that at most N + 1 market orders can be placed by the
large trader. In this case, an admissible strategy is given by an increasing sequence 7o = 0 < ... <
7n = T of stopping times and random variables &, ..., &N, where &; is the size of the order placed at

time 74, (§ < 0 corresponds to a sell order, and & > 0 holds for a buy order) such that

® X+ Zij\;O & = 0, i.e. the investor liquidates his portfolio of x shares,
o ¢ is F;,-measurable, and
e IMeRVOLi<N, & >M, as.

This third hypothesis will be needed for technical reasons and can be seen as the fact that the investor

cannot propose (or take out) an infinite amount of liquidity on the markets.

In addition, if we analyze continuous-time strategies, we can define an admissible strategy as a

stochastic process (X¢);>0 such that

e Xg=xand Xy =0,
e X is Fi-adapted and left-continuous, and

e the function t € [0, 7+] — X, has finite and a.s. bounded total variation.

This process (X¢)i>0 represents the number of shares that remain to liquidate at time t. We can
observe that in the discrete-time strategy case, we have X; = x+ Zij\;(] &ils, <+ and we can deduce the

assumptions on the continuous case from the hypothesis of the discrete case.



84 6 Survey on market impact models

The question about the objective of the traders which determines the choice of the criterion to
state the problem of optimal execution is not closed. The trader could be interested only in minimizing
the expected execution cost or he could take into account the variance of his strategy as well, arguing

that the expected execution cost criterion misses the volatility risk.

There exist three types of market impacts that the literature considers according to the time
that they shift the price of the underlying asset: the permanent impact is a permanent change in the
price such as an impact due to a new information on fundamentals of the asset; the instantaneous
or temporary impact only influences the actual order; and the transient impact modifies the price
after the placement of an order but decays over time. We will see that the permanent and temporary
impacts are first introduced in the literature leading to a first family of models. The consideration of

the transient impact comes later to produce a second type of model.

6.2.2 First family of models (immediate and permanent price impact)

In the first works mentioned in the literature for treating the optimal execution problem, the
impact created by the large trader was incorporated directly into the dynamic of the asset exogenously.
In these models, the price impact depends on the size of the order and on the speed of liquidation of

the position.

We can differentiate these models according to the time framework: discrete-time and continuous-

time models.

Discrete-time models

Among these models, Bertsimas and Lo [BLI8] and Almgren and Chriss [AC00] studied first

the problem of the optimal execution. Precisely, they consider the following discrete-time model

n
Si,=Sp +4> & n=0,...,N, (6.1)

i=0
where 4 > 0 and in order to take into account the impact on the price, the price process S, consists
of an arithmetic random walk and a linear function of the order size. The time schedule of trading is

considered to be a uniform discretization of the period [0, 7], so t,, = %

Bertsimas and Lo consider in [BL98] that the aim of the large trader is to minimize the average

cost of his trading program. Hence the goal is to find &g, ..., &N such that
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min E [cB4(9)], (6.2)
£0,--,&N, such that: x-i-ZﬁV:O &=0

where

N
CPh(E) == &S (6.3)
=0

As we already mentioned, the strategy £"#V¢ that consists in selling the entire quantity x allows
to eliminate the future risk on the value of the asset but its cost can be very high. Precisely, in this

case, we have the following cost for this strategy

CBL(Snaive) — —S(()]X + ,.~YX2

and the variance of this strategy is zero.

On the other hand, the strategy that is optimal in the framework of [BL98] and that consists

of a constant rate of trading given by &; BL — — %, minimizes the expected cost given by (6.3) but its

variance can be large. The cost of this strategy is given by

N ~ w2
—x (N +1)3x
E E — — —xQ0 gy M T
L:o N Stk] x5 + 5§

and its variance is equal to

N 2 N
Var 3" 28, | = 5B | ST {2(N — k) + 1} (S2)? | — x2(59)?
L;ON ] N7 Lgo{( )+ 1}(S5,) (S9)

The differences between these strategies £~Pl and "V illustrate the fact that for this type
of model where the price impact is only permanent and temporary, the optimal strategy has to be a

trade-off between the cost of the strategy and its variance.

Removing the assumption that the investor is not risk averse and based on a similar model
for the price asset, in [AC00] Almgren and Chriss use a mean-variance risk criterion for the investor

setting a level of risk aversion of the agent.

Thus, the goal of Almgren and Chriss in [ACO00] is to find the optimal strategy for the problem

E [CH(€)] + AVar |1 (¢)] (6.4)
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CAL is the cost in the Almgren and Chriss

for different values of the risk aversion parameter A and
framework. Indeed, they show that for each value of A > 0, there exists a unique optimal strategy that

minimizes the criterion (6.4).

Let us consider a uniform time grid, that means t; = - for i =0,..., N and 0t =t; —t; 1 = %
In [ACO00], Almgren and Chriss obtain the solution for the optimal execution problem in a discrete
case. Precisely, as in [BL98], the permanent and temporary impact appear directly in the dynamic of

the asset

Sy, = Si,_, +oVdtxy — dtg <§—’;) , (6.5)

where o is the volatility of the asset, & the size of the order executed at time t; and (xx)k=1,.n is a
sequence of i.i.d. random variables with zero mean and unit variance. The function g represents the
permanent impact and, in the equation (6.5), this impact is considered in the average rate of trading

% in the interval from ¢;_; to t.

In this model, the temporary impact is taken into account through the function h appearing in

the price Stk obtained by the trader in the market at the time ¢

5 &k
Stk = Stk,1 —h (&) .

Using that CAC := f\io &S't“ Almgren and Chriss in [ACO00] find an explicit optimal strategy

in the case of a linear permanent impact function g and of a temporary impact function A given by

h <%) = esgn(&x) + n%

for some positive constants e, 7.

For a parameter of risk aversion of the trader A > 0, this optimal strategy is determined as

follows:

sinh(k(T — t))
sinh(kT)

2
m,/%+0(5t), 5t — 0.

XAk = x, k=0,...,N

where
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In this case, this model allows an easy implementation and to obtain some insights about the
parameters. We note also that the case A — 0 in (4.4) gives X* = X(T—;tﬁ which is the optimal strategy
already found by Bertsimas and Lo in [BL98|. We recall that the process X} denotes the amount of

shares to detain at time t; but not the size of the order executed by the trader.

A disadvantage of discrete-time models as [BL98, ACO00] is that the time trades are fixed in

advance of the trading which is clearly not realistic.

Continuous-time models

The Almgren and Chriss model is also studied in a continuous-time framework by Almgren
in [Alm03]. He obtains analytic optimal strategies for a temporary impact given by a power-law
function h(X;) = nXF where k > 0 and for a linear permanent impact given by g(X;) = vX;. We

remark that X, represents the speed of execution of the asset S;.

In this same continuous-time framework, let us assume that the permanent impact and the
temporary impact are linear functions of X; —x and X; respectively. We note that the quantity X; —x
represents the amount of shares already executed in the market by the large trader. This implies that

the price S; is given as follows:

Here, the parameter -« describes the permanent impact of the orders and 7 the temporary impact.
We can mention that a linear market impact of the orders is not satisfactory as shows the empirical
study [AHLTO05] by Almgren et al. For more details, see [Alm03] and the references therein. We recall
that the simplicity to handle the obtained expressions and to get closed formulas is the main reason

why a linear impact is used in the literature.

We note that, if we sell the asset, the price has to decrease, so we impose v > 0,7 > 0, x > 0
and X7 = 0.

Therefore, we can define the cost as follows

A . T
CM(X,) ._E[ /0 stht], (6.7)

that can be further written as:
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T
E l / Stht] — _S0x £ E +
0

T T T .
/ Xtht] — yxE [ / dX; / det]
0 0 0
T
/ X2dt| . (6.8)
0

Thus, we can deduce that if = 0 (i.e. no temporary impact is considered) then the cost is

= —S0x + %X2 +nE

independent of the strategy, and any strategy is optimal. We remark that, in discrete-time, the same

conclusion can be obtained.

Otherwise, when 1 > 0, as we minimize the cost (6.7), we can use the Jensen inequality

1 /T . 1T .\’
" /0 Xz > ( /0 Xdt) (6.9)

to deduce that

X = — (6.10)

X
T
because (6.9) is an equality when (6.10) is verified.

We observe that the first family of models presents the disadvantage that the price impact
functions are deterministic functions which depend only on the quantity exchanged and do not take
into account the dynamic of the limit order book, neglecting the effect of the trade over the supply
and demand in the limit order book. It is intuitive that when an investor wants to place orders during
a period of time, the response of the limit order book to the previous exchanges has to be one of the

most important points to analyze. This is the motivation for the second family of models.

6.2.3 Second family of models (transient price impact)

Two new aspects appear in the model considered by Obizhaeva and Wang in [OWO05] in order to
consider the limitations of the first family of models. To be more specific, they first propose a model
for the dynamic of the limit order book from which they can deduce the market impact of the large
trader, instead of considering that the price impact is given as a fundamental as in [BL98, AC00].
They also introduce the concept of transient impact which means that the price shift remains after
the order is placed but it decays because of the resilience of the limit order book. Hence, the idea of

transient impact naturally appears when the response of the limit order book is taken into account.

In [OWO05], the limit order book is represented by a constant distribution of shares to sell and to
buy, respectively: the ask and bid part of this limit order book. This is called a one side model because

the trader is not allowed to sell when his goal is to buy x shares; or conversely, he is not allowed to buy
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when his purpose is to sell. When a sell market order arrives, it takes away the liquidity placed at the
left of the best bid and affects the price linearly with respect to the volume exchanged (the symmetric
situation happens when a buy market order arrives). The limit order book will recover from the impact
of the sell market order through resilience. On the other hand, when the large trader is inactive, the
best bid and the best ask move according to the action of the noise traders, which add new orders
in between the bid-ask spread. The price impact created by this mechanism is neither temporary nor
permanent, but transient. Considering a linear permanent impact in this model is possible and it does
not change the optimal strategy. Figures 6.2, 6.3, 6.4 and 6.5 illustrate the idea of the model.
Number of

shares
per price

B: At Price

Fig. 6.2. Limit order book of an asset according to the model introduced by Obizhaeva and Wang in [OWO05]. The sell
and buy orders at that moment are the ask and bid sides of the book. The bid ask spread is the difference between the
best ask price A; and the best bid price Bx.

Number of
shares
per price

Volume consumed
by a sell market order

Bid ask
spread

B, At Price

Fig. 6.3. Limit order book of an asset in the model introduced by Obizhaeva and Wang in [OWO05]. A sell market order

arrives to the limit order book and it is matched with the best prices offered in the bid part of the limit order book.

We can say that the resilience of the market was taken into account implicitly in the previous
researches [BL98] and [AC00] when treating temporary impact with instantaneous recovery of the
price after the execution of the order. In other words, in these models, the resilience is considered
infinite. Meanwhile, the permanent price impact corresponds to a zero resilience case for the limit

order book. We also see that the resilience reflects the fact that there are new orders appearing in
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Number of
shares
per price

New bid 3

ask spread

Bt+ At Price

Fig. 6.4. Limit order book of an asset in the model introduced by Obizhaeva and Wang in [OWO05]. By is the new best

bid price after the execution of the sell market order that arrives in Figure 6.3 and a new bid-ask spread is created.

Number of
shares
per price
Market resilience

__Newbid |
“ ask spread”
B, As

Price

Fig. 6.5. Limit order book of an asset in the model introduced by Obizhaeva and Wang in [OWO05]. When the large
trader is inactive, new orders appear in between of the best ask price and the best bid price generating a new bid-ask

spread.

the bid-ask spread and not in other places like the depth of the limit order book. In other words,
we remark that the density of the limit order book does not change in the depth of the limit order
book. We therefore deduce that the optimal strategy in the type of model proposed by [OW05] has
to be a trade-off between the recovery effect on the price (that is the resilience of the limit order
book) and the time constraint to liquidate the portfolio. The effect of the resilience is detected in such
empirical studies as [BHS95, BGPW04, BP03] and [RWO05]. Consequently, [OWO05] gives new types of
optimal strategies, that are combinations of discrete and continuous trades, and that are unlike the
optimal strategies in [BL98] and [AC00] that consist only of continuous trades. Figure 6.6 compares

the different actions of the traders according to the different types of models.

There is an important assumption in the model proposed by Obizhaeva and Wang in [OW05],
that is, the quantity of shares offered on the market is constant for all prices S;. This is what is called
a block-shaped limit order book. The fact that in practice there are no block-shaped limit order books,
only non-constant limit order books, has been shown in empirical studies as [BGPWO04, BP03, RW05,
BHS95]. The constant form of the limit order book implies that the price impacts considered in this
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0 T Time

Fig. 6.6. Comparison between the optimal strategies obtained in [OWO05] and [AC00]. The broken line represents the
optimal strategy in the framework introduced by Obizhaeva and Wang in [OWO05] and the continuous line is the optimal
strategy deduced by Almgren and Chriss in [ACO00].

framework are linear with respect to the volume of executed orders. However, the linearity in the
impact on the traded volume is not true in reality; the impact is empirically proven to be non-linear
in [Alm03, AHLTO05].

Let us explain this further. If we want to estimate the market impact generated by the execution
of an order of size & according to the model presented in [OWO05], in other words, the change of price

from S; to Sy, we can consider the following equation:

St+
/ qgdx =& (6.11)

St

given that the distribution of shares offered on the market is a constant ¢ with respect to the price.
So, (6.11) implies that the price impact given by Sy — Sy is linear with respect to the volume traded

& because

Sty — St = é
q
We note that the optimal strategies that result from all the models discussed above [BL98, AC00,
OWO05] are static (or deterministic). This means that these optimal strategies can be determined in
advance to the trading and that they are independent of the martingale unaffected price process. To

observe this, let us consider the cost of executing a market order of size &

S+ 0 0 Si+
(&) = /S (Sy + z)qdx = S;& + q/ xdx

St

Consequently, the accumulated cost of an admissible strategy £ is
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N N N S+
Some) =Y S +aY [ af(@)ds (6.12)
i=0 i=0 i=0 7 5t;

By considering the process X;, we can re-write the first sum in the right hand of (6.12) side as

follows

N N N
nggl = ng (th‘+1 - Xti) = _ng - Zth(StOn - S?n,l) (613)
1=0 1=0 i=1

Given that the strategy ¢ is admissible, the process X;, is F;, ,-measurable. We remark that
X, is also a bounded process. Therefore using the martingale property of the unaffected price process
SY, the expectation of (6.13) is equal to —Sgx. Moreover, we note that the difference S; —S; does not
depend on the martingale process S{ and that this difference is deterministically determined when the
values &o(w), & (w), . .., En(w) are given. Hence, there exists a deterministic function C'(9) : RN+1 — R
such that

S,

N o S .
> [ @ = ... )
i=0 """t

Consequently, we obtain that

C(&) = ~Sox +E |V, ... &n)]

which implies that the optimal strategy do not react to the changes in the price process.

We observe that the second family of models still does not consider important features of the
market and of the traders’ behavior. In the next section, we mention some works that take into account

some of these features.

6.2.4 Other models

We remark that in all the previous models, the large investor can only place market orders, but
in the markets, investors have a large variety of types of orders. See, for instance, the work of Gueant,
Lehalle and Fernandez [FGL12] and Avellaneda and Stoikov [AS08] for a large trader who can use

limit orders in his strategies.

A different type of modelling is proposed by Cont and De Larrard in [CD11]. Using a Markovian
queueing model of the limit order book that describes essentially what is happening at the bid and

ask prices, they deduce some quantities of interest such as the distribution of the duration between
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price changes and the probability of an upward movement in the price, conditional on the state of the

order book. Nevertheless, the problem of the optimal execution is not treated.

The problem of optimal liquidation has been studied as well by Schied and Schéneborn in [SS09].
Their model is based on a continuous version of the model used in [AC00] with 7" = co. Considering
temporary and permanent impact that are linear and using a stochastic control approach, they also
analyze the adaptive liquidation strategies that react to the price changes, which are unlike the static
strategies given by the previous models. Schied and Schéneborn state that, in general, these adaptive
liquidation strategies give higher expected utility than the static strategies only in the case of investors

who have non-constant risk aversion. These adaptive strategies were also studied by Almgren in [ALO7].

We can go deeper in the explanation of the differences between the models with adaptive and
static strategies by trying to interpret the goal of each type model. Thus, in [OWO05] the model describes
the mechanism of the limit order book dynamic from an average point of view. In practice, the limit
order book is a discrete function of prices which are determined by the size of the tick. The continuous
distribution of shares represented by the shape of the limit order book is then an assumption of what
is happening in average on the markets. As a consequence of this fact and that the associated time
scale is wider, obtaining static strategies in the framework introduced in [OWO05] is something we could

expect.

Another important model is given by Gatheral in [Gat10] who studies the concept of transient
impact by introducing a decay factor. Gatheral deduces a relationship between the market impact

function and its decay, assuming the next model for the evolution of market prices is

t t
S, = Syt / h(@s)G(t — s)ds + / odWV, (6.14)
0 0

where &, is the rate of trading at time s < ¢, h(&s) corresponds to the temporary impact of the
activity of the large investor at time s, the function G(¢ — s) represents the decay factor and Wy is
a Brownian motion. This functions h(.) and G(.) should be considered as representing the different
market conditions in an average sense. We note that, for instance, in the framework of Almgren and
Chriss given by [AC00], G(t—s) = §(t—s) which means that the market impact decays instantaneously.
In the case of [OWO05], we have G(t) = e " with p > 0 and h(.) is a linear function of the rate of
trading.

6.2.5 A first extension of the second family of models

The work of [AFS10] extends the results in [OWO05] by considering general shapes for the limit
order book. In that paper, Alfonsi, Fruth and Schied assume that the process (SY);>0 is a rightcon-
tinuous martingale on the filtered probability space ({2, (F;),F,P) such that SJ = So P — a.s.. This
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unaffected price is not influenced by the large investor and so it is determined by the noise traders. The
martingale assumption for the unaffected process (SP,t > 0) is also used in [BL98, AC00] and [OW05].
One of the reason that explains its use, is that as we consider short trading horizons, the drift effect
can be neglected. As it is mentioned in [KSS11], a non-zero drift can create profitable round trips that
would have to be differentiated from the ones defined by Huberman and Stanzl in [HS04].

Moreover, the aim of the model proposed in [AFS10] is to describe the dynamics of the price
process (S)¢>0 affected by the action of the large trader. This dynamic comes from the reaction of the
limit order book and the dynamic of the unaffected price process. In order to describe the response
of the limit order book, they introduce two processes: a volume impact process E; that represents the
impact of the large traders on the limit order book in terms of volume and a price impact process Dy

that is the price impact created by the action of the large trader.

Thus, it is possible now to define the actual price process S as follows

Sy =S + Dy. (6.15)

Therefore, if at time ¢ the trader places a market order of size &, the volume impact of the large

investor changes from E; to

Et+ = Et + §t (616)

On the other hand, if the large trader is inactive, the process (E;,t > 0) decays exponentially
as follows

We consider that the rate at which E decreases is the deterministic and time dependent param-
eter t — p; called the resilience. The equations (6.16) and (6.17) define completely the dynamics of

the volume impact process E and this framework is named the model with volume impact reversion.

The question is now, how to relate the volume impact and the price impact created by the order
placed by the trader? In order to do that, they introduce a continuous distribution of bid and ask
orders out of the unaffected price SP. To represent this distribution, Alfonsi, Fruth and Schied consider
a continuous function f : R+ [0, 00) verifying f(x) > 0 for a.e.x. This function is called the shape
function of the limit order book. Thus, the number of shares offered between the prices SY + 2 and
SY + 2 + dx is equal to f(x)dw.

Therefore, there is a relation that links the volume impact E; with the price impact Dy, given

by the following equation
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Dy
f(x)dx = Ey. (6.18)
0

Figure 6.8 shows the relation (6.18) between the volume impact E; and the price impact Dy

generated when a large trader executes an order on the market.

Number of z0 = E
shares A 0 o+
per price ,f 0)
f(Do+)
>
So S(-JI— Price
<>
D0+

Fig. 6.7. The shape function f of the limit order book in the model [AFS10]. The trader executes an order of size Eo4

and then moves the price from Sy to So+.

Let us define the antiderivative of f,

)= | ' f@)de, yeR,

so we can observe that the connection between the volume impact process E and price impact process

D can be stated as

E; = F(Dy) and Dy = F~(F) (6.19)

We note that F' is invertible because it is a strictly increasing function given the assumption

f(z) > 0 for a.e. x.

We remark that if at time ¢ > 0 the large investor places an order of size &, the actual price
moves from S; to
St+ = S? + Dt+ = S? + F_l(Et +£t)

We can conclude that the price impact Dy — Dy is a non-linear function of the order size & except
if the shape function of the limit order book f is constant between D; and Dyy. This block-shaped
limit order book is the one used, for instance, by Obizhaeva and Wang in [OWO05] and corresponds to

a linear price impact.
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Alternatively, as we can consider that the resilience acts on the price impact when the large

trader is not placing orders instead of the exponential reversion of the volume impact, by taking

The equation (6.20) means that the price impact is recovering in the limit order book. So, if we

replace (6.17) by (6.20) we obtain the so called price impact reversion model.

This two different models lead to different point of views for the dynamic of the limit order book
and we remark that they are not necessarily equivalent. Thereby, instead of only studying the model
impact with price reversion as in the most part of the literature, we also need to analyze the model

with volume impact.

Instead of defining the optimal execution problem within a class of deterministic strategies as
in [OWO05], Alfonsi, Fruth and Schied in [AFS10] allow the strategy to belong to the larger class
of adapted strategies. In [AFS10] the large trader could a priori have sell orders in a buy program,
even though they show that this is not optimal in their model, alternatively to the model suggested
in [OWO05]. Moreover, analyzing several examples, Alfonsi, Fruth and Schied in [AFS10] assure the

robustness of the optimal strategy.

The techniques used to solve the optimal execution problem in [AFS10] are based on the La-
grange multiplier method and not in dynamic programming techniques as in [OWO05]. The idea behind
is to reduce the model with the two sides of the limit order book to a model without bid-ask spread

and to prove that these problems are equivalent.

The main results in the works [AFS10] and [AS10] are the existence and uniqueness of the

optimal strategy and the fact that it is possible to exhibit analytic formulas for this optimal strategy.

6.2.6 Differences between the Gatheral model and the Alfonsi, Fruth and Schied model

One of the results obtained by [Gat10] is that the exponential decay is incompatible with the

non-linear market impact, outcome that seems to be in contradiction with the conclusion in [AS10].

This difference can be explained by taking the discrete version of the model proposed by Gatheral
in [Gat10]

Sf =50+ Y h(&)G(t — ) (6.21)

<t

where the functions h and G are defined according to (6.14).
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In the continuous-time case (6.14), considering an exponential decay G(t) = e~ ?t, for p a positive
constant, in [Gat10] Gatheral proved that if the impact function A is not linear there will not exist
price manipulation strategies in the sense of Huberman and Stanzl. This conclusion can be also applied
in the discrete version of the model presented in [Gat10] given by (6.21) using discrete approximations

of the manipulation strategies obtained in the continuous case.

In the model proposed by Alfonsi, Fruth and Schied in [AFS10], if we consider a constant
resilience p in the model with volume impact reversion, we obtain that the volume impact process is

defined as follows

By =Y &e =) (6.22)

T <t

and (6.22) implies that the actual price is given by

Sy =80+ F! (Z gne—P“—Tn)) . (6.23)
Tn<t

Thus, the models proposed in [Gat10] and in [AFS10] are different which explains the difference in

their conclusion because in (6.21) the nonlinear price impact function is applied to each trade whereas

in (6.23) is a function of the total volume impact.

6.2.7 Price manipulation strategies

As an asset pricing model, a market impact model needs some requirements to assure its viability.
Huberman and Stanzl in [HS04] introduce the concept of price manipulation, i.e. the existence of
strategies where x = 0 and that have strictly negative expected execution costs. These types of price
manipulation strategies are called price manipulation strategies in the sense of Huberman and Stanzl.
The presence of these price manipulations can be seen as a weak principle of no-quasi-arbitrage because
the gain is in an average sense. Thus, by repeating indefinitely the price manipulation strategies, we
can obtain by a law of large numbers, an almost sure profit, that is an arbitrage in the classical sense.
So, Huberman and Stanzl affirm that the assumption of risk neutral dynamics for the unaffected
price process is not sufficient for the viability of the market impact model because can exist price
manipulation strategies for price impact models with martingale dynamics for prices. Besides, the
problem that consists in the minimization of the costs incurred by the large trader could be not well
defined due to the existence of the price manipulation strategies in the sense of Huberman and Stanzl.
For example, by studying the relationship between the market impact function h and its decay G

that exclude price manipulation strategies in the sense of Huberman and Stanzl [HS04|, Gatheral
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obtains expressions determining the value of the parameters appearing in the price impact and decay

functions.

Alfonsi and Schied in [AS10] extend the concept of price manipulation strategies by introducing
the existence of strategies where the expected cost of a sell (buy) program can be decreased by

intermediate buy (sell) trades, i.e. 3X admissible strategy such that

C(X) < inf {C (X), X is admissible and nonincreasing or nondecreasing} .

Alfonsi and Schied called this notion the transaction-triggered price manipulation strategies. We re-
mark that if there is no transaction-triggered price manipulation strategies then there is no price

manipulation strategies in the sense of Huberman and Stanzl.

6.3 Motivation for our work

After overviewing all these models, we can note that they do not consider entirely the liquidity
changes during the trading time [0, 7] where the large trader has to liquidate his position. Some of the
models presented above consider a resilience parameter that depends on time but the distribution of
orders in the limit order book does not depend on time and sometimes is even constant with respect
to the price. Therefore, the aim of this part of the work is to extend the model proposed by [AS10] by
introducing the time dependence of the liquidity and then by studying the consequences of this time

component in markets while maintaining the tractability of the model introduced in [AFS10].

One work that considers that the liquidity is not constant over time is the paper of Fruth,
Schéneborn and Urusov [FSU13]. Here, they analyze the optimal strategies and the existence of price
manipulation strategies in a time-dependent limit order book model with deterministic depth and
resilience for a non-zero and zero bid-ask spread case. In the case of a bid-ask spread different from
zero, this spread increases when market orders are executed in the limit order book and so they prove
the non existence of price manipulation strategies while they obtain that there are price manipulation

strategies when the bid-ask spread is neglected.

Fruth, Schéneborn and Urusov in [FSU13| are interested in the minimization of costs problem
which is set in a discrete-time and continuous-time framework and is solved using dynamic program-
ming techniques. They find that under some assumptions on the parameters of the model, the orders
have to be executed according to a ratio between the number of orders remaining to liquidate and the
current price impact. We remark that the time-dependent limit order book used in [FSU13]| is based
on the model introduced in [OWO05] which means that they take into account a block-shaped limit

order book which implies considering a linear market impact.
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In [BF12], Bank and Fruth also study the problem of letting the liquidity to change over time
through the market depth and the resilience parameter. By considering also a block-shaped limit
order book, they set out the minimization of costs as a convex problem in order to manipulate convex
analysis techniques that allow to describe the optimal strategies using concave envelopes depending

on the parameters of the model.

The work that we propose extends different points from the works [AFS10] and [AS10]. One new
aspect is that the depth of the limit order book changes along with time. It is well known that there
is more activity on markets at the opening and closing of markets but less activity at noon. This led
to underlining the existence of an U-shaped pattern in the intraday trading volume, price volatility
and average bid-ask spread, pattern that shows the relevance of time in the dynamic of the limit order
book. These intraday patterns have been highlighted by Jain and Joh in [JJ88], Gerety and Mulher
in [GM92] for volumes and prices in the U.S. markets, Hamao and Hasbrouck in [HH95] for the Tokyo
Stock Exchange and Kleidon and Werner [KW96] for the London Stock Exchange. Hence, the idea
of our model is to consider a time-dependent shape of the limit order book which is coherent with
this time shift of the market conditions. For example, this shape could be calibrated to capture the
deterministic changes in the liquidity during one day. See Chordia, Roll and Subrahmanyam [CRS01],
Kempf and Mayston [KMO8] and Lorenz and Osterrieder [LO09] for more details on deterministic
liquidity patterns.

We remark that this calibration of the time-varying liquidity is consistent with the estimation
of the other parameters of the model as the resilience because this resilience has to capture as well

the changes in the recovery of the limit order book during a period of time.

Beyond solving the optimal execution problem in a more general context, our goal is to under-
stand how the dynamics of the LOB may create or not price manipulations in this time-dependent
framework. The study of this price manipulations strategies lead us to derive sufficient conditions to
exclude them. These conditions are not only interesting from a theoretical point of view, as they also
give a qualitative understanding on how price manipulations may occur when posting or cancelling
limit orders. The behavior of market makers can be related to the parameters of the model which allow
to explain these price manipulations strategies from the market maker point of view. It is important
to note that price manipulations strategies do not exist in the model without time-dependence as it
has been proven by [AFS10].

Another contribution of this work is that we solve the optimal execution problem in a continuous
time setting while [AFS10] and [AS10] mainly focus on discrete time strategies. In particular, using
a time-continuous framework is much more suitable for stating the conditions that exclude price
manipulations and for understanding the influence of the shape of the limit order book on the price

manipulations strategies.
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Finally, we consider that new arrival orders can appear anywhere in the limit order book and
not only between the bid-ask spread as it is considered in [AFS10] and [AS10]. In other words, the
agents (noisy traders) can place limit orders in the depth of the limit order book and not only at the

best price that is either the current best ask or the current best bid.

f ‘\ new orders new orders new orders
'

Y

A -
o

Price

Fig. 6.8. New orders appear in the bid-ask spread in the model [AS10] as it is shown by the dashed line. In our
framework, new orders can appear in the bid-ask spread but also in the depth of limit order book as can be seen with

the continuous arrows.

Section 7 presents the model that extends [AFS10].



Optimal execution and price manipulations in time-varying limit

order books

The paper that has been accepted in Applied Mathematical Finance is presented in this chapter.

Abstract: This paper focuses on an extension of the Limit Order Book (LOB) model with general
shape introduced by Alfonsi, Fruth and Schied [AFS10]. Here, the additional feature allows a time-
varying LOB depth. We solve the optimal execution problem in this framework for both discrete and
continuous time strategies. This gives in particular sufficient conditions to exclude Price Manipula-
tions in the sense of Huberman and Stanzl [HS04] or Transaction-Triggered Price Manipulations (see
Alfonsi, Schied and Slynko [ASS11]). These conditions give interesting qualitative insights on how

market makers may create or not price manipulations.

Introduction

It is a rather standard assumption in finance to consider an infinite liquidity. By infinite liquidity,
we mean here that the asset price is given by a single value, and that one can buy or sell any quantity
at this price without changing the asset price. This assumption is in particular made in the Black and
Scholes model [BS73], and is often made as far as derivative pricing is concerned. When considering
portfolio over a large time horizon, this approximation is relevant since one may split orders in small
ones along the time and reduces one’s own impact on the price. At most, the lack of liquidity can be
seen as an additional transaction cost. This issue has been broadly investigated in the literature, see

Cetin, Jarrow and Protter [CJP04] and references within.

If we consider instead brokers that have to trade huge volumes over a short time period (some
hours or some days), we can no longer neglect the price impact of trading strategies. We have to
focus on the market microstructure and model how prices are modified when buy and sell orders are
executed. Generally speaking, the quotation of an asset is made through a Limit Order Book (LOB)

that lists all the waiting buy and sell orders on this asset. The order prices have to be a multiple of
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the tick size, and orders at the same price are arranged in a First-In-First-Out stack. The bid (resp.
ask) price is the price of the highest waiting buy (resp. lowest selling buy) order. Then, it is possible
to buy or sell the asset in two different ways: one can either put a limit order and wait that this order
matches another one or put a market order that consumes the cheapest limit orders in the book. In
the first way, the transaction cost is known but the execution time is uncertain. In the second way, the
execution is immediate (provided that the book contains enough orders). The price per share instead
depends on the order size. For a buy (resp. sell) order, the first share will be traded at the ask (resp.
bid) price while the last one will be traded some ticks upper (resp. lower) in order to fill the order

size. The ask (resp. bid) price is then modified accordingly.

The typical issue on a short time scale is the optimal execution problem: on given a time
horizon, how to buy or sell optimally a given amount of assets? As pointed in Gatheral [Gat10] and
Alfonsi, Schied and Slynko [ASS11], this problem is closely related to the market viability and to the
existence of price manipulations. Modelling the full LOB dynamics is not a trivial issue, especially if
one wants to keep tractability to solve then the optimal execution problem. Instead, simpler models
called market impact models have been proposed. These models only describe the dynamics of one
asset price and model how the asset price is modified by a trading strategy. Thus, Bertsimas and
Lo [BL98], Almgren and Chriss [AC00], Obizhaeva and Wang [OWO05] have proposed different models
where the price impact is proportional to the trading size, in which they solve the optimal execution
problem. However, some empirical evidence on the markets show that the price impact of a trade is
not proportional to its size, but is rather proportional to a power of its size (see for example Potters
and Bouchaud [BP03], and references within). With this motivation in mind, Gatheral [Gat10] has
suggested a nonlinear price impact model. In the same direction, Alfonsi, Fruth and Schied [AFS10]
have derived a price impact model from a simple LOB modelling. Basically, the LOB is modelled by
a shape function that describes the density of limit orders at a given price. This model has then been
studied further by Alfonsi and Schied [AS10] and Predoiu, Shaikhet and Shreve [PSS11].

The present paper extends this model by letting the LOB shape function vary along the time.
Beyond solving the optimal execution problem in a more general context, our goal is to understand
how the dynamics of the LOB may create or not price manipulations. Indeed, a striking result
in [AFS10, AS10] is that the optimal execution strategy is made with trades of same sign, which
excludes any price manipulation. This result holds under rather general assumptions on the LOB
shape function, when the LOB shape does not change along the time. Instead, we will see in this pa-
per that a time-varying LOB may induce price manipulations and we will derive sufficient conditions
to exclude them. These conditions are not only interesting from a theoretical point of view. They give
a qualitative understanding on how price manipulations may occur when posting or cancelling limit
orders. While preparing this work, Fruth, Schéneborn and Urusov [FSU13] have presented a paper

where this issue is addressed for a block-shaped LOB, which amounts to a proportional price impact.
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Here, we get back their result and extend it to general LOB shapes and thus nonlinear price impact.
The other contribution of this paper is that we solve the optimal execution in a continuous time setting
while [AFS10, AS10] mainly focus on discrete time strategies. This is in particular much more suitable

to state the conditions that exclude price manipulations.

7.1 Market model and the optimal execution problem

7.1.1 The model description

The problem that we study in this paper is the classical optimal execution problem. To deal
with this problem, we consider in this paper a framework which is a natural extension of the model
proposed in Alfonsi, Fruth and Schied [AFS10] and developed by Alfonsi and Schied [AS10] and
Predoiu, Shaikhet and Shreve [PSS11]. The additional feature that we introduce here is to allow a
time varying depth of the order book. We consider a large trader who wants to liquidate a portfolio
of x shares in a time period of [0,7]. In order to liquidate these x shares, the large trader uses only
market orders, that is buy or sell orders that are immediately executed at the best available current
price. Thus, our large trader cannot put limit orders. A long position x > 0 will correspond to a sell
program while a short position x < 0 will stand for a a buy strategy. The optimal execution problem

consists in finding the optimal trading strategy that minimizes the expected cost of the large trader.

We assume that the price process without the large trader would be given by a rightcontin-
uous martingale (SP,¢ > 0) on a given filtered probability space (£2,(F;), F,P). The actual price
process (S¢,t > 0) that takes into account the trades of the large trader is defined by:

Sy =S+ Dy, t >0. (7.1)

Thus, the process (Dy,t > 0) describes the price impact of the large trader. We also introduce the
process (E;,t > 0) that describes the volume impact of the large trader. If the large trader puts a
market order of size & (& > 0 is a buy order and & < 0 a sell order), the volume impact process
changes from F; to:

Ey =FE +¢&. (7.2)

When the large trader is not active, its volume impact E; goes back to 0. We assume that it decays

exponentially with a deterministic time-dependent rate p; > 0 called resilience, so that we have:

dEt = —,OtEtdt. (73)

We now have to specify how the processes D and E are related. To do so, we suppose a continuous

distribution buy and sell limit orders around the unaffected price SP: for € R, we assume that the
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number of limit orders available between prices SY + z and SP + x + dx is given by A(t)f(z)da.
These orders are sell orders if > D, and buy orders otherwise. The functions f : R +— (0,00) and
A:[0,T] — (0,00) are assumed to be continuous, and represent respectively the LOB shape and the
depth of the order book. We define the antiderivative of the function f, F(y) := [V f(z)dz, y € R,
and assume that

lim F(z) =—o0 and lim F(z) = oo, (7.4)

T—r—00 Tr—00
which means that the book contains an infinite number of limit buy and sell orders. Thus, we set the

following relationship between the volume impact E; and the price impact Ds:

Dy
A(t) f(z)de = E,
0
or equivalently,
E
E, = \N(t)F(D;) and D, = F~* <(—;)> : (7.5)
Within this framework, a large trade & changes Dy to Dy = F~! (E/{(J;)&) and has the cost
Dt+ 0 0 Dt+
/D (S + )N (D) f ()dz = £,5° + /D ANtz f(x)de = m(&). (7.6)
t t

Throughout the paper, we assume that ) is C? and set 7; = % Thus, we have

A0 = A©) e [ t ).

and t — 1 is C'. Similarly, we assume that t — p; is C!.

Now, let us observe that we have assumed that the volume impact decays exponentially when
the large trader is inactive. Other choices are of course possible, and a natural one would be to assume

that the price impact decays exponentially
th = —ptDtdt, (77)

which amounts to assume that dE; = n,Edt — pA(t) f(F~H(E /A1) F 1 (Ey/A(t))dt by (7.5).

Definition 7.1. The dynamics of “model V' 7 with volume impact reversion is the one given by (7.1),
(7.2), (7.3) and (7.5). The dynamics of “model P” with price impact reversion is the one given by (7.1),
(7.2), (7.7) and (7.5). In both models, we assume that the market is at equilibrium at time 0, i.e.
Ey = Dy = 0.

Remark 7.1. Though being simplistic, this model describes through p; and \(t) the two different ways

that market makers have to put (or cancel) limit orders: it is either possible to pile orders at an
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existing price or to put orders at a better price than the existing ones. Thus, \(t) describes how market
makers pile or cancel orders while p; describes the rate at which new orders appear at a better price.
Basically, one may think these functions one-day periodic, with relative high values at the opening and
the closing of the market and low values around noon. The particular case A = 1 corresponds to the
model introduced by Alfonsi, Fruth and Schied [AFS10] for which new orders can only appear at a

better price.

Let us make some comments of the model. Obviously, limit order books have in practice a much
more sophisticated dynamics than the one presented above. Somehow, the shape function f should
be seen as an average of all the order books observed during one day, while A\(¢) should represent
a one day periodic function which is proportional to the volume of limit orders in the book. The
resilience p; should also be considered as a one-day periodic function that should be proportional to
the volume of new limit orders that are posted at the bid or ask price. This give a way to estimate all
the parameters. However, the scope of our model is not to model precisely the limit order book at a
microstructure level. It aims at modelling the price impact at a mesoscopic time scale. The limit order
book interpretation is mainly used to justify equation (7.6) that relates the transaction costs to the
shape function f. Thus, it seems to us more appropriate to estimate the parameters using the market
price impact observations. Empirically, it has been observed that the price impact is proportional to
some power of the order size (see for instance Potters and Bouchaud [BP03], Almgren et al. [AHLT05],
T6th et al. [BDAL*11]). This indicates the choice of f(x) = |z|7 which reproduces precisely such an
impact. The parameter v could be estimated like in the cited papers. Once « is chosen, A(t) could be
estimated in the same vein from empirical data on market impact. Also, p; can be estimated from the

average time needed for the decay of the temporary price impact.

7.1.2 The optimal execution problem, and price manipulation strategies

We focus on the optimal liquidation of a portfolio with x shares by a large trader who can place
market orders over a period of time [0,7]. Thus, x > 0 (resp. x < 0) corresponds to a selling (resp.

buying) strategy.

We first consider discrete strategies and assume that at most N + 1 trades can occur. An
admissible strategy will be then described by an increasing sequence 19 = 0 < --- < 73y = T of
stopping times and random variables &, ...,&{n (&; stands for the trading size at time 7;) such that

- x+ Zﬁio & = 0, i.e. the trader liquidates indeed x shares,

— & is Fr,-measurable,

- dM e R, VO<i< N,& > M, as.

The expected cost of an admissible strategy (&, 7) with € = (§o,...,¢{x) and T = (19, ...,7n) is given
by
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N
C¢,T)=E lz T, (&)] ) (7.8)
=0

where 7, (&;) stands for the cost of the i-th trade, and is defined by (7.6) in models V or P. Throughout
the paper, we will assume that the goal of the large trader is to minimize his expected cost among the

admissible strategies.

Remark 7.2. The choice of minimizing the expected cost enables us to characterize explicitly the op-
timal strategy (see Theorems 7.3, 7.4, 7.5 and 7.6). Let us mention here that other targets could be
considered for the trader. Typically, one may wish to include in the optimization program some Tisk
aversion. This has been considered for instance by Almgren and Chriss [AC00] or Schied [Sch13].
However, in our model we will see that the optimal strategy that minimizes the expected cost is de-
terministic. Thus, the risk only stems from the fluctuations of S° during the execution and can be in

practice neglected when the deadline T is short enough, which gives a justification of our choice.

We also consider continuous time trading strategy and make the same assumptions as Gatheral
et al. [GSS12]. An admissible strategy (X¢);>0 is a stochastic process such that

- Xo=xand Xpy =0,

— X is (F;)-adapted and leftcontinuous,

— the function ¢ € [0, T+] — X; has finite and a.s. bounded total variation.
The process X; describes the number of shares that remains to liquidate at time ¢. Thus, the discrete
time strategy above corresponds to X; = x + Z?Lo &ils, <+, and the three assumptions on (§,7)
precisely give the ones on X. Let us observe that processes ¥ and D are also leftcontinuous since we

have in model V' (resp. model P):
dEt = dXt — ptEtdt, (resp. dEt = dXt + UtEtdt — ,Ot/\(t)f(F_l(Et/)\(t)))F_l(Et/)\(t))dt) (79)

We want now to write the cost associated to the strategy X. To do so, we introduce the following

notations

z€R, F(z) = /Om ufW)dy, G(x) = F (F~\ (), (7.10)

so that m(dX;) = SYdX, + \(t)[G (%) -G (%)] Since G’ = F~!, the cost of an admissible

strategy is given by:

T . ( FE B+ AX, E; [ E
C(X)=E / SO+F1<—t>}dX+ At[G(ti)—G(—>—Fl<—>AX}
o { o 7 o) | et 22016 g a2
(7.11)
which coincides with (7.8) for discrete strategies. Here, AX; = X;y — X; denotes the jump of X at

time ¢ (jumps are countable), and dX; stands for the signed measure on [0, 7] associated to (X;,0 <
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t < T+) (a jump AXp induces a Dirac mass in T'). If we introduce the continuous part of X,

Xi = Xt — 3 0<s<t AXs, we can rewrite the cost as follows:

o L5t ()] v e st [ (B552) 6 ()]

t<T

C(X)=E . (7.12)

The optimal execution problem is in fact closely related to questions around market viability
and arbitrage. We recall the definition of price manipulation strategies introduced by Huberman and
Stanzl [HS04].

Definition 7.2. A round trip is an admissible strateqy X for x = 0. A Price Manipulation Strategy
(PMS) in the sense of Huberman and Stanzl is a round trip whose expected cost is negative, i.e.
C(X)<o.

Heuristically, if a PMS exists, it could be repeated indefinitely and would lead to a classical arbitrage
(i.e. an almost sure profit) by a law of large numbers. However, it has been pointed in Alfonsi et
al. [ASS11] the absence of PMS does not ensure the market stability. In fact, in some PMS free
models, the optimal strategy to sell x shares consists in buying and selling successively a much higher

amount of shares. To correct this, they introduce the following definition.

Definition 7.3. A model admits transaction-triggered price manipulations (TTPM) if the expected

cost of a sell (buy) program can be decreased by intermediate buy (sell) trades, i.e.

3X admissible, C(X) < inf {C(X),X is admissible and nonincreasing or nondecreasing}.

It is rather natural choice to exclude TTPM: in presence of TTPM a large trader would increase the
traded volume to minimize its cost, which produce noise and may yield to instability. Besides, the
absence of TTPM implies the absence of PMS. The optimal strategy for buying £ > 0 shares is made
only with intermediate buy trades and has thus a positive cost. Thus, by some cost continuity that

usually holds (this is the case for models V' and P), any round trip has a nonnegative cost.

Remark 7.3. It is possible to define a two-sided limit order book model like in Alfonsi, Fruth and
Schied [AFS10] or Alfonsi and Schied ([AS10], Section 2.6). In such a model, bid and ask prices
evolve as follows. A buy (resp. sell) order of the large trader shifts the ask (resp. bid) price and leaves
the bid (resp. ask) price unchanged. When the large trader is idle, the shifts on the ask and bid prices
goes back exponentially to zero, like in models V' or P. As in [AFS10, AS10], the two-sided model
coincides with the model presented here when the large trader puts only buy orders or only sell orders.

In particular, the optimal strategies are the same in both models in absence of TTPM.
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7.2 Main results

The first focus of this paper is to extend the results obtained in Alfonsi et al. [AFS10, AS10]
and obtain the optimal execution strategies for LOB with a time varying depth A. Doing so, our goal
is also to better understand how this time varying depth may create manipulation strategies. In fact,
it was shown in [AFS10] and [AS10] for A = 1 that under some general assumptions on the shape
function f, there is an optimal liquidation strategy which is made only with sell (resp. buy) orders
when x > 0 (resp. x < 0). Thus, there is no PMS nor TTPM when the LOB shape is constant. This
is a striking result, and one may wonder how this is modified by changing slightly the assumptions.
In Alfonsi, Schied and Slynko [ASS11] is studied the case of a block-shaped LOB, where the resilience
is not exponential so that the market has some memory of the past trades. Conditions on the market
resilience are given to exclude PMS and TTPM. Analogously, we want to obtain here conditions on A
and p that rules out such strategies. This is not only interesting from a theoretical point of view.
This will give also some noticeable qualitative insights for market makers. In fact, for a market maker
who places and cancels significant limit orders, these conditions will indicate if he may or not create

manipulation strategies.

Before showing the results, it is worth to make further derivations on the expected cost. Let us
start with discrete strategies. By using the martingale property on S° and the assumptions on &€ made
in Section 7.1.2, we can show easily like in [AS10] that

N D4
cleT) = -stx+E |y [ A(n)xf(x)dac]-
i=0 7 Dr;

D, . e . .
Then, it is easy to check that YN, DT.Z+ A7)z f(z)dx is a deterministic function of (£,7) in both
volume impact reversion and price impact reversion models. We respectively denote by C V(E ,T) and
CFP(€,T) this function and get:

C(&,T) = —Six +E[CY(£,T)], (7.13)

where M € {V, P} indicates the model chosen. Thus, if the function (z,t) — C™ (x,t) has a unique
minimizer on {(x,t) € RY x RNH,ZZZL x; = —x,0 =ty < --- <ty = T}, the optimal strategy
is deterministic and given by this minimizer. When A is constant, it is shown in [AS10] that under
some assumptions on f depending on the model chosen, the optimal time grid ¢* is homogeneous with
respect to p, i.e. ft?“ psds = % fOT psds. Instead, there is no such a simple characterization for general
A, even in the bloék—shaped case. Thus, we will focus on optimizing the trading strategy & on a fixed
time grid ¢:

t= (to,...,tn), such that 0 =tp < --- <ty =T. (7.14)

Last, we introduce the following notations that will be used throughout the paper:
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t’i . . _ t; . _ t; _
a; =e “t-1 pudu, a; = 7(1’))\\((?;1) =e Li—1(pu+nu)du, a; Alti) =e Li—1(pu nu)du7 1<i<N.
7

(7.15)

Similarly in the continuous case, we get by using the martingale assumption (see Lemma 2.3
in Gatheral, Schied and Slynko [GSS12]) that E[fOT S9dX;] = —xS). From (7.11) and (7.12), we get
C(X) = —xSJ + E[CM(X)], where

T E Ey + AX, E;
v = [ F (5 ) axe+ a6 (Pt ) -6 (5 )]
= B) X 22019 (g 10

Once again, CM is a deterministic function of the strategy X in both models M € {V, P}, and it is

sufficient to focus on its minimization.

7.2.1 The block-shaped limit order book case (f = 1)

In this section, we consider a shape function of the limit order book that has the form A(¢). This
time-dependent framework generalizes the block-shaped limit order book case studied by Obizhaeva
and Wang [OWO05] that consists in considering a uniform distribution of shares with respect to the
price. We will get an explicit solution for the optimal execution problem, which extends the results
given by Alfonsi, Fruth and Schied [AFS08].

Volume impact reversion model

When f =1, the deterministic cost function is simply given by

. N Diy s Nog [ g S . f:; psds ¢,

CcV(&t) = nz:jOA(tn)/Dm rf(x)dr = ;0 3 | xe) +2 o : (7.16)
which is a quadratic form: CV (§,t) = %ETMVE, with MZV] = W, 0<i,j<N
Theorem 7.1. The quadratic form (7.16) is positive definite if and only if

a;a; < 1,vie{l,...,N}. (7.17)

In this case, the optimal execution problem to liquidate x shares on the time-grid (7.14) admits

a unique optimal strategy & which is deterministic and explicitly given by:

_ X 1—
§ =AW [t (@ - )+ ] 1<i< N - (7.18)
X 1—a
67\/ = _K_V)\(tN) 1—a1(\lrg1v’
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where
N ~
gy = M2 2 | 57, A0

Its cost is given by CV (&£*,t) = x2/(2Ky).

This theorem provides an explicit optimal strategy for the large trader. It also gives explicit

conditions that exclude or create PMS. First, let us assume that
Vi > O, 2pt + 0 > 0. (719)

Then, for any time grid (7.14), a;a; < 1 and the quadratic form (7.16) is positive semidefinite since it is
a limit of positive definite quadratic forms. Thus, the model is PMS free. Conversely let us assume that
2p¢, +m¢, < 0 for some ¢ > 0. Let us consider the following round trip on the time grid t = (0, ¢1,¢2)
with to > t1, where the large trader buys x > 0 at time ¢; and sells x at time t5. The cost of such a
strategy is given by

2

v x ft2 Nudu — [ pudu> LE2
—2),t) = : 1-2¢ )i - 2 - ty —t
CY((0,z, —x),t) ) <€ 1 + e 'h 650 ) ((2p1, +me, ) (t2 — t1) + o(t2 — t1))
(7.20)

and is negative when t, is close enough to %;.

Corollary 7.1. In a block-shaped LOB, model V does not admit price manipulation in the sense of
Huberman and Stanzl if and only if (7.19) holds.

Let us now discuss this result from the point of view of market makers. A market maker that puts
a significant amount of orders may have an influence on p; and 7; and can increase (resp. decrease)
them by respectively adding (resp. canceling) an order at a better price or at an existing limit order
price. What comes out from (7.19) is that no PMS may arise if one adds limit orders, whatever the
way of adding new orders. Instead, PMS can occur when canceling orders. A different conclusion will

hold in the price reversion model.

An analogous result to Corollary 7.1 is stated in a recent paper by Fruth, Schéneborn and
Urusov [FSU13] that has been posted while we were preparing this work. To be precise, results
in [FSU13] are given for model P with a block-shaped LOB, and the optimal execution strategy
is obtained in a continuous time setting. As we will see in the next paragraph, models V and P are
mathematically equivalent when the LOB shape is constant, even though they are different from a
financial point of view. By taking a regular time-grid t; = %,z’ =0...,N, and letting N — +o0,
we get back the optimal strategy in continuous time (that we still denote by £*, by a slight abuse of

notations):
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* * . x A(0)po
50 — fo = 2x(s
N—+o0 AT+ [ 22N g 2P0+ 0
& |: / . t:
iN * . X Pt Pt iN
— = — At ( ) + t( ) for i such that — t
T/N N~ Yoo ft ANT)+ OT fﬁéil ds ( ) 2pt+nt p 20e+me ) | ? N Ao
x x X MT) (nr+p1)
& — &= — .
N T T 2x(s +2
N—+oo NT)+ [ L gs  MTTEPT
(7.21)

The strategy dX; = £5oo(dt) + &5 dt + &0 (dt) with initial trade &, continuous trading & on [t,t + dt]
for t € (0,T) and last trade &7 is indeed shown to be optimal in Fruth, Schéneborn and Urusov [FSU13]
among the continuous time strategies with bounded variation. We will show here again this result for
more general LOB shape. The optimal strategy has the following cost:

<2

2 s *
9 [A (T) + JF 4—2’3,)51(,7’5 ds]

Besides, this provides a necessary and sufficient condition to exclude transaction-triggered price ma-

nipulation.

Corollary 7.2. In a block-shaped LOB, model V' does not admit transaction-triggered price manipu-
lation if and only if
!/
Pt Pt + M
YVt >0, o+ pr >0, and (7) +p (7)20. 7.22

e 2pt +me "\ 20+ (7.22)
The first condition comes from the last trade and implies (7.19) since p; > 0. It can be interpreted
similarly as condition (7.19) from market makers’ point of view. The second condition in (7.22) comes
from the intermediate trades and brings on the derivatives of p and 7. It is harder to get an intuitive
idea of its meaning from a market maker’s point of view. Last, let us mention that we can show that
the optimal strategy on the discrete time-grid (7.14) is made with nonnegative trades if one has (7.17)
and

1—a 1—aq . _
— 4 Qi+l Vie{l,...,N -1} and ay < 1. (7.23)

Ajp 17—
1 —ai16i41
Condition (7.22) can be seen as the continuous time limit of condition (7.23).

Let us give now an illustration of the optimal strategy with a time-varying depth. We consider

the case of a time-varying depth
A(t) = Ao + cos(27t), with Ag > 1,

which corresponds to a one-day periodic function with high values at the beginning and at the end of

the day. We can show that n; > — \/% and with a constant resilience p, there is no PMS as soon as
P
21

2p — v > 0. Figure 7.1 shows the optimal execution strategy (7.18) with a value )y that excludes
PMS ut allows TTPM. The optimal strategy to buy 50 shares consists in buying almost 95 shares

and selling 45 shares, which roughly trebles the traded volume.
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Optimal Execution Strategy
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Fig. 7.1. Optimal execution strategy to buy 50 shares on a regular time grid, with N = 20, p = 1, A(t) = 4 + cos(27t)

(plotted in dashed line). In solid line is plotted the function ¢ — (ﬁ)/ + pt (2’:;;’77; )

Price impact reversion model

Dy,
When f = 1, the deterministic cost function % D:_ﬁ At;)z f(z)dx is given by

CP(e,t) = ivj Atn) / O (@) = i ) LIPS o P St & ) gy
n=0 Dy, i=0 2 /\(tl) j<i /\(tj)
1 exp(_ J"ttz psds ) o
This is a quadratic form: C*(&,t) = §£TMP£, with MZ-IZ- = A(tm]tj) for 0 < 4,5 < N. When

f =1, we get from (7.9) that model P is equivalent to model V' with a resilience p; = p; — 1. Another
way to see that both models are mathematically the same in the block-shape case is to reverse the

time and consider:
Vt € [0,T], pr = pr—i, Mt) =ANT —t) and ty_; =T —t;, for 0 <i < N.

Then, we have

P e_‘f’;i Pods| e_lj;tzjvvjij pads|
MP = S e — 7.25
YAEAG) MEv—i Vin-g) 72)
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and the optimal execution problem in Model P with resilience p, LOB depth A(¢) and time-grid ¢ is the
same as the optimal execution problem in Model V' with resilience p, LOB depth 5\(75) and time-grid .
We immediately get the following results.

Theorem 7.2. The quadratic form (7.24) is positive definite if and only if
a;a; < 1,Vie{l,...,N} (7.26)

In this case, the optimal execution problem to liquidate x shares on the time-grid (7.14) admits a

unique optimal strateqy & which is deterministic and explicitly given by:

&= — At 1ol

l—aja;*
1—a; .
€ = — M) [ (4 — 1) + s ] 1<i< N -1 (7.27)
1
S}k\f = _KLP)\( N)l—[ljt\l]]g]\}'

where

sep = MW =20 £Atx) N0
P 1—anan = Y1 — a1

Its cost is given by CT (€% t) = x2/(2Kp).

By taking a regular time-grid ¢; = %,z’ =0...,N, and letting N — +o00, we get the optimal strategy

in continuous time:

6 o 8= oy 2w o O
0 2ps—ms
iy * . X Pt—1t U TZN
TN N & = _A(0)+ 7 ;,fi(;)d A(t) (2pt m) + pt (2pt m) for i such that At—_})()t
N = x A(T) 22—
3 N—oo & MO+ ;;{(f?sd ) zpr 5z
(7.28)

The strategy with initial trade &, continuous trading & on [t,t +dt] for t € (0,7) and last trade &7 is
shown to be optimal in Fruth, Schéneborn and Urusov [FSU13] among the continuous time strategies
with bounded variation, and has the following cost:

X2

2[A(0) + J 420 ds]

Corollary 7.3. In a block-shaped LOB, model P does not admit price manipulation in the sense of

Huberman and Stanzl if and only if

It does not admit transaction-triggered price manipulation if and only if

-\ Pt — 1
VE>0, pr—m >0, and( t)—i—p( L t)zo. (7.30)
2pt — 2pt —
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The first condition in (7.30) comes from the initial trade while the second comes from intermediate
trades. From market makers’ point of view, (7.29) and the first condition in (7.30) give different
conclusions from model V. A significant market maker will not create manipulation strategy if he puts
orders at a better price (which increases p) or cancels orders at existing prices (which decreases 7).
Instead, he may create manipulation strategies if he piles orders at existing prices, or if he cancels
orders that are among the best offers. The second condition of (7.30) brings on the dynamics of n
and p and it is more difficult to give its heuristic meaning in terms of trading. Last, let us mention
that the optimal strategy in discrete time given by Theorem 7.2 is made only with trades of same sign

if, and only if, one has (7.26) and

A

1— a1 > 4 1—a;

Vie{l,...,N—1 da <1. 7.31
1—aip1Gi41 1 — a;d;’ redl b and 4y (7.31)

7.2.2 Results for general limit order book shape

We extend in this section the results obtained on the optimal execution for block-shaped LOB
to more general shapes. In particular, the necessary and sufficient conditions that we have obtained to
exclude TTPM (namely (7.22) for model V' and (7.30) for model P) are still sufficient conditions to
exclude TTPM for a wider class of shape functions. From a mathematical point of view, we proceed
as follows. We first characterize the optimal strategy on a discrete time grid, by using Lagrange
multipliers. Then, one can guess the optimal continuous time strategy, and we prove its optimality by

a verification argument.

Volume impact reversion model

We first introduce the following assumption that will be useful to study the optimal discrete

strategy.

Assumption 7.1. 1. The shape function f satisfies the following condition:

f is nondecreasing on R_ and nonincreasing on R

2.5t >0, p +nt > 0.

We remark that when the LOB shape does not evolve in time (1, = 0), the second condition is satisfied
and we get back the assumption made in Alfonsi, Fruth and Schied [AFS10]. We define
F_1($) — aiF_l (&Zl‘)

z €R, hyi(x) = T ,1<i¢<N. (7.32)
— g
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Theorem 7.3. Under Assumption 7.1, the cost function CV(E, t) is nonnegative, and there is a unique
optimal execution strategy £ that minimizes CV over {€ € RNt Zﬁio & = —x}. This strategy is given

as follows. The following equation
N
S Altic)(1 = a)hyh(v) + A(tn) F(v) = —x
i=1

has a unique solution v € R, and

& = Ato)hyy (v),
& = Ati)(hy iy (V) — @ihy; (), 1< <N -1,
& = AIN)F(v) = Mtn—1)anhy 'y (v).

The first and the last trade have the same sign as —x. Besides, if the following condition holds

d1za  17am (7.33)
a;l—a; = 1 —a;qq

the intermediate trades £, 1 <1 < N — 1, have also the same sign as —x.

This theorem extends the results of [AFS10], where X is assumed to be constant. In that case, (7.33) is
satisfied and all the trades have the same sign. Condition (7.33) is interesting since it does not depend
on the shape function, but it is more restrictive than the condition (7.23) for the block-shape case
(see Lemma 7.4 for (7.33) = (7.23)). In fact, the continuous time formulation is more convenient
to analyze the sign of the trades. Under Assumption 7.1, we will show that no transaction-triggered

price manipulation can occur with the same condition (7.22) as for the block-shape case.

When stating the optimal continuous-time strategy, we slightly relax Assumption 7.1. This is
basically due to the argument of the proof that relies on a verification argument. Instead, our proof
in the discrete case relies on Lagrange multipliers which requires to show first that the cost function

has a minimum, and we use p; + 1 > 0 for that. We introduce the following function

N+ Pt x
pr f(F~1(z))

We will show that no PMS exists and that there is a unique optimal strategy if these functions for

hvi(z) = F~'(z) + (7.34)

t € [0,7] are bijective on R with a positive derivative. If Assumption 7.1 holds, this condition is

automatically satisfied.

Theorem 7.4. Let f € C1(R). We assume that fort € [0,T], hy, is bijective on R, such that hyy > 0.
Then, the cost function CV(X) is nonnegative, and there is a unique optimal admissible strateqy X*

that minimizes CV. This strategy is given as follows. The equation
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T 1
/0 A(O)pehy V)t + NT)F(v) = —x (7.35)

has a unique solution v € R and we set (; = h‘_/é(u). The strategy dX} = £500(dt) + &5 dt + 567 (dt)
with

&6 = A0)Co

&= A1) % + (pe +1)Ce| 5

&0 = AMT)(F(v) = ¢r);

is optimal. The initial trade £ has the same sign as —x.

Thus, a sufficient condition to exclude price manipulation strategies is to assume that hy; is
bijective with Ay, > 0. We have a partial reciprocal result: there are PMS as soon as hy,, (0) <0 (or
equivalently, 2p;, + 1, < 0) for some ¢; > 0. Indeed, in this case we consider the following round trip
on the time grid t = (0,¢1,t2) with ¢t > ¢1, where the large trader buys x > 0 at time ¢; and sells z
at time to. The cost of such a strategy is given by
- fttf psds 1) re fttf psds

A(t2) I )

A(th)

x(e

CV (0,2, —2),£) = A1) G < ) ) | @

x

= \(t) (—mlG (ﬁ) + (pt, + ml)A(":l)F‘1 (A(tl)» (ta —t1) + o(ta — t1).

The derivative of z +— —n, G(z) + (pt, + 1, ) F~1(x) is pi, vy, (), which has the opposite sign of x
near 0 since hyy, (0) = 0 and hy,,, (0) < 0 by assumption. Thus, we have CV((0,z,—z),t) <0 for x

and to — t1 small enough.

Now, let us focus on the sign of the trades given by the optimal strategy. Without further hy-
pothesis, the condition & > 0 typically involves the shape function f. However, under Assumption 7.1,

we can show that TTPM are excluded under the same assumption as for the block-shape case.

Corollary 7.4. Let f € C'. Under Assumption 7.1, the function hy; is C*(R), bijective on R, and
such that h&t > 0. Thus, the result of Theorem 7.4 holds and the last trade £ has the same sign as

—X.

Besides, if (7.22) also holds, & has the same sign as —x for any 0 < t < T', which excludes
TTPM.

Let us now focus on the example of a power-law shape: we assume that
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f(.’,l') = "T‘Wa v > -1

Strictly speaking, this does not fulfill the assumptions made before on f since it is not smooth in 0. How-

ever, the result of Theorem 7.4 still holds. In this case, F(z) = sgn(x) |9fy|f11

fies (7.4). We have F~1(z) = sgn(z)(y+ I)V_}H |x|# and hy () = sgn(z)(y+ 1)# |:E|'Y_‘1H (%).

is well-defined and satis-

Thus, hy; is bijective and increasing if, and only if:
pe(2+7) +n > 0.

In this case, we have

hh(e) = - K(sga(o)al ™ with Ki() = (

pe(1+7) >1+’Y
v+1 ’

pe(2+7) +m
In this case, we have by Theorem 7.4 that

*x x N
0 foT A(t)pe Kt () dt+A(T) (0)Ko(7),

[ = == dK:(7)
- o )‘(t)pth(’Y)dtH\(T))\(t) [ a T (o + Ut)Kt(/y)} (7.36)
g s D0 = K ()

T A K ) dNT)

is the unique optimal strategy. For v = 0, we get back (7.21). If we only assume that p;(24~)+n > 0,
we still have CV(X) > 0 for any admissible strategy X. The cost CV(X) is indeed continuous with
respect to the resilience, and is the limit of the cost associated to resilience p; + ¢, € | 0. On the

contrary, if p(2 +) +n: < 0, we have hy,,(0) < 0 and there is a PMS as explained above.

Corollary 7.5. When f(x) = |z|”, model V' does not admit PMS if, and only if
VE> 0, pi(247) +n = 0.

It does not admit transaction-triggered price manipulation if and only if

V¢ >0, py+n, >0, and (M)/+pt(ﬂ)>o.
- - pe(2+7) +m pe(2+7y) +m/)

These conditions come respectively from the nonnegativity of the last and intermediate trades. For
given functions p; and 71, the no PMS condition will be satisfied for ¢ € [0, 7] when + is large enough.
This can be explained heuristically. When « increases, limit orders become rare close to Sf and dense
away from SP, which creates some bid-ask spread. One has then to pay to get liquidity, and round
trips have a positive cost. Instead, when ~ is close to —1 it is rather cheap to consume limit orders,
which may facilitate PMS. In Figure 7.2, we have plotted the optimal strategy for v = —0.3 and v =1
with the same parameters as in Figure 7.1 for the Block shape case. We can check that the no PMS

condition is satisfied in both cases.



118 7 Optimal execution and price manipulations in time-varying limit order books
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Fig. 7.2. Optimal execution strategy to buy 50 shares on a regular time grid, with N = 20, p = 1, A(t) = 4 + cos(2xt)
i
(plotted in dashed line) and v = —0.3 (left) or v = 1 (right). In solid line is plotted the function ¢ — (%) +

Pt (%) (this function is well-defined but out of the graph for v = —0.3).

Price impact reversion model

The results that we present for model P are similar to the one obtained for model V. We first
solve the optimal execution problem in discrete time. From its explicit solution, we then calculate its
continuous time limit and check by a verification argument that it is indeed optimal. Doing so, we get
sufficient conditions to exclude PMS and TTPM. In particular, condition (7.30) that excludes PMS
and TTPM for block-shape LOB also excludes PMS and TTPM for a general LOB shape satisfying

Assumption 7.2 below.

To study the optimal discrete strategy, we will work under the following assumption.

Assumption 7.2. 1. The shape function f is C' and satisfies the following condition:

f is nonincreasing on R_ and nondecreasing on Ry

2.5t >0,pp —m > 0.

3.z x% is nondecreasing on R_, nonincreasing on R .
The monotonicity assumption made here is the opposite to the one made in Assumption 7.1 for
model V. This choice is different from the one made in Alfonsi et al. [AFS10, AS10]. It is in fact
more tractable from a mathematical point of view, especially here with a time-varying LOB. Let us
stress here that Assumption 7.2 (resp. Assumption 7.1) is a condition under which we are able to
run the proof for the discrete time optimization of the price (resp. volume) reversion models. From

a practical point of view, it may seem too restrictive or unrealistic. However, these conditions are
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sufficient but not necessary. Looking at the proofs, we can observe that the optimal strategy &* given
by Theorem 7.5 (resp. 7.3), if it is well-defined, is still a critical point of the cost function when
Assumption 7.2 (resp. 7.1) does not hold. Of course, this is not enough to conclude that £* is a global
minimizer, but indicates that £&* is a good candidate for that. Another way to avoid Assumption 7.2

(resp. 7.1) is to work in continuous time and check directly the hypothesis of Theorem 7.6 (resp. 7.4).

Theorem 7.5. Under Assumption 7.2, the cost function C* (&,t) is nonnegative, and there is a unique
optimal execution strategy £ that minimizes C* over {& € RN+, Zf\io & = —x}. This strategy is given

as follows. The following equation

N hat(v ,
ST A1) lF< il )> — Af’) F(hp;(v))
i=1

a;

has a unique solution v € R, and

-1
€ = )\(to)F (hPJ (V) 7
ay
hpsq (V) _ .
£ = \(t:) [F ( P+l ) F(hplw))|, 1<i< N -1,
Ai41 ’
[

The first and the last trade have the same sign as —x.

We now state the corresponding result in continuous time and set:
Pt ]
zf'(@)) _ '

o (155 —

Theorem 7.6. Let f € C2(R). We assume that one of the two following conditions holds.

z€R, hpy(z) =z |1+ (7.37)

1. Fort € [0,T], p (1 + xf(lg))—m > 0 for any x € R and hpy is bijective on R, such that h'p () > 0,

dz-a.e.

2. For t € [0,T], pt (1 + x}c(/g)) —n < 0 and py (2 + x}c(/g)) —ne > 0 for any x € R, and hpy is

bijective on R, such that h}%t(:z:) <0, dx-a.e.

Then, the cost function CT(X) is nonnegative, and there is a unique optimal admissible strategy X*

that minimizes CT. This strategy is given as follows. The equation
T
| AOlohzi @)1 (2 w) = P (i ))dt + D) F () = —x (7.38)

has a unique solution v € R and we set (; = hl_;i(y). The strategy dX} = £5oo(dt) + & dt + E5.07(dt)
with
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&6 = A0)F(¢o),
& = At) f(Ct) [% + PtCt] ;

& = MT)(F(v) = F(¢r)),

is optimal. The initial trade & has the same sign as —x.

In particular, there is no PMS in model P as soon as Assumptions (z) or (i) hold. Conversely, let us

assume that pg, (2 + x}c(lg)) — ¢, < 0, when z belongs to a neighbourhood of 0 for some ¢; > 0. This
is equivalent to assume that 2p;, —m, < 0 for some ¢; > 0. Then, we set t = (0,t1,t2) with to > ¢y,
and consider that the large trader buys x > 0 at time t¢; and sells x at time t5. The cost of such a

round trip is

CP(0,z,—x),t)
e (sg) e [o (70 (7)) i) - (5 (55

= Alt) [—mlﬁ (7 (55)) + o (55) 7 (7 Aél)))] (t2= 1) + olta — ).

The derivative of z — —n;, F(z) + pyy2? f () is xf(x) (pt1 (2 + m}ug)) - 77t1) and has the opposite

sign of = near 0. Thus, C*((0,z, —x),t) is negative when t5 is close to ¢; and z is small enough, which
gives a PMS.

Corollary 7.6. Let f € C*(R). Under Assumption 7.2, the function hpy is C1(R), bijective on R and
such that h'p; > 0. Thus, the result of Theorem 7.6 holds and the last trade & has the same sign as

—X.

Besides, if (7.30) also holds, & has the same sign as —x for any 0 < t < T, which rules out
TTPM.

As for model V| we consider now the case of a power-law shape f(z) = |z|”. We can apply the
results of Theorem 7.6 in this case. We can also notice from (7.9) that dE; = (n: — pi(1 + 7)) Edt.

Therefore, model P with resilience p; is the same as model V' with resilience gy = pi(1 + ) — .

Corollary 7.7. When f(z) = |x|7, model P does not admit PMS if, and only if
vVt >0, pe(24+7) —m > 0.

It does not admit transaction-triggered price manipulation if and only if

Pt(1+7)—77t)/_|_ t(ﬂt(1+7)—77t) >0

\V/tZO, Pt(1+7)_77t 207 and (
pe(2+7) —m pe(2+7) + m
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7.2.3 Numerical results

In this paragraph, we would like to briefly investigate the impact of the different parameters on
the optimal strategy. As already mentioned in this paper, it has been observed in the literature that
the price impact of an order is proportional to a power of its volume (see e.g. T6th et. al [BDALT11]),
this power being close to 1/2. This leads us to consider the power law shape f(z) = |z|?. In this
model, the shift on the price D; is proportional to Etﬁ, which indicates the choice of v = 1. Last,
we consider the volume impact reversion model. As said above, this choice is not restrictive since for
a power law shape function it is equivalent to the price impact reversion model, up to a change of the

resilience function.

Optimal Execution Strategy Optimal Execution Strategy

Order size
Order size
i

Dt L

T T T T T T T T T T T T T T U T T T T
0 0.1 02 03 04 05 06 07 08 09 1 0 0.1 02 03 04 05 06 07 08 09 1

Time Time

Fig. 7.3. Optimal execution strategy to buy 50 shares on a regular time grid, with N = 20, p = 10, A(t) = 4 + cos(27t)
for v =7/3 (left) or v = 3/7 (right).

We first examine how the shape function modifies the optimal strategy. We have already seen
in Figure 7.2 that this function may significantly change the optimal trades, as one could expect.
However, this Figure consider two rather different values of v with parameters implying TTPM. Now,
we consider other parameters that exclude TTPM since we deem it should be the case for in practice.
We still consider a one day (i.e. one period) deadline. As recalled above, it is empirically observed that
the price impact of a trade is proportional to a power of the trade size, and this power is typically
close to 1/2. In Figure (7.3), we have plotted the optimal strategy for v = 7/3 and v = 3/7, which
corresponds respectively to a power 1/(y 4+ 1) equal to 0.3 and 0.7. The optimal strategy for v = 1
(i.e. a square-root impact) is plotted in the upper right part of Figure (7.4). Qualitatively, there is no
striking difference between these optimal strategies that do not seem very sensitive to . The main

change is the size of the last trade that increases when ~ gets larger.
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Fig. 7.4. Optimal execution strategy to buy 50 shares on a regular time grid, with N = 20, A(¢) = 4 + &, cos(27t),
p(t) = 10 + 2.5¢, cos(2nt) and v = 1 for (ex,e,) equal to (0,0) (upper left), (1,0) (upper right), (0,1) (lower left) or
(1,1) (lower right).

In Figure 7.4 we focus on how is modified the optimal strategy when we consider constant or
time dependent functions A and p. Let us recall that A models the liquidity available on the market
while p models its resilience. It is known from Alfonsi, Fruth and Schied [AFS10] that the optimal
strategy is made with intermediate trades of the same size when p and A are both constant. This is
again observed in the upper left graphic of Figure 7.4. Then, we consider in the upper right and the
lower left graphics the case where A depends on ¢ and p is constant, and conversely. To compare, we
have considered each time the same type of time-dependency, which is proportional to 4 + cos(27t).
Qualitatively, this two graphics are rather similar. As one could expect, the size of the intermediate
trades follows the trend of the market liquidity or resilience. Looking closer, this impact on the optimal
strategy is more important for the liquidity oscillations than for the resilience. Last, when both liquidity
and resilience depend on the time (lower right graphic), these effects add up. The intermediate trades

change significantly along the time. Also, the first and last trades are larger, because they coincides
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to the upper value of A and p. Thus, we see that the evolution of A and p have a clear impact on the
optimal strategy: this strategy follows the trend given by A and p. This behaviour is very close to the
VWAP (Volume Weighted Average Price) strategy which is widely used by practitioners.

7.3 Proofs

7.3.1 The block shape case

Proof of Theorem 7.1: The quadratic form (7.16) is given by CV(£,t) = %ETMV& with

.
exp(— f_J psds
MZV] = —)\(\t:\jTL, 0 <i,j < N. Let us assume that a;a; < 1,Vi € {1,...,N}. Then, we can

define the following vectors:

€ - e; = .
= —, ¥V, = 4;¥io1 + ——V1—aa;, 1<i<N
Yo )\(to) Yi iYi—1 )\(tz) 1q
where e ... ey denote the canonical basis of RV*!. We have Mi‘; = y;fpyj. We introduce Y the upper
triangular matrix with columns yo,...,yy. By assumption, it is invertible and so is M = Y7TY.

Conversely, if MY is positive definite, the minors

1 n
det((M,)})o<ij<n) =

Ato) -

)

1
(1—CLZ'C~LZ'), 1SHSN
1 A(t)

are positive, which gives (7.17).
Let us turn to the optimization problem. One has to minimize C’V(E,t) under the linear con-
straint Zﬁio & = —x, which gives

X

-1
€= wamr M) b (7:39)

where 1 € RV is a vector of ones. Since Y is upper triangular, it can be easily inverted and we can
-1
calculate explicitly (M V) 1 and get (7.18). We do not detail these calculations since the result is

anyway a consequence of Theorem 7.3. O

7.3.2 General limit order book shape with model V

Let us introduce some notations. For the time grid ¢ given by (7.14), we introduce the following

quantities:
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ay = psds k=1,...,N. (7.40)

th—1

We can write the cost function (7.13) as follows

CV(Et) = i ) [G (Eth)f") e (%ﬂ , (7.41)

n=0

where we use the following notations (observe that E,, = a,(Fn—1 + &n—1))

n—1 n
Ey=0, B, =3 &e 2= 1<n< N,
=0

ocY _ -1 (En+€ -
Lemma 7.1. We have ag—N_F ( ){\EtN)N) and, fori=0,...,N —1,

ocvV ocvV B+ & Eiq
= —:F_1<Z >— F—1< it ) 7.42
9&; it 0&i+1 A(t) it A(tit1) (7.42)

Proof. Let us first observe that %@" =0, if ¢ >n, and %@" =e Dkmir if ¢ < n. Thus, we get by
using that G/ = F~1:

g () ZZ (= Ga) = ()

(E +£Z) = (i)

N
—Qit1 z+1 +£z+1> + e EZ:i+2ak <F—1 (En +£n) _F_1 ( En ))
z+1 n:;-l& )‘(tn) )‘(tn)
1 EH‘&') _1< Eiq ) aocY
— Uy F + )
( A(ti) i Meirn)) oG

Lemma 7.2. Under Assumption 7.1, we obtain the next conclusions.

1. Fori e {1,...,N}, the function hy,; defined in (7.32) is an increasing bijection on R that satisfies
sgn(z)hv,i(z ) > Ul Pl ().

= l—a;

2. If (7.33) holds, then we have sgn(at)h‘_,’liJrl (x) > sgn(x)dih;}i (z) forie{l,...,N —1}.
3. sgn(z)F(z) > Sgn(a:)th‘_,’lN (z).

Proof. 1. Since the resilience p; is positive, we have 0 < a; < 1, and a; < 1 since p + n: > 0 by
Assumption 7.1. We then get
ahvﬂ' (a;) . 1 1 CLZ'ELZ' 1-— CLZ'CNLZ' 1

o1 1—a | FF @) FF el = T—a FF 1) "

because f is nondecreasing on R_ and nonincreasing on R, and F~! is increasing.
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2. We set f(z) = (F~1)(z) = 1/f(F~(x)): this function is positive, nonincreasing on R_ and
nondecreasing on R. Let v > 0 and y = h‘_/’li+1(l/). We note that y > 0 because hy;+1(0) = 0 and

hv,i+1 is increasing by the first point of this lemma. Thus, we have that

F~(y) — aizpa F(Gi11y)

VvV =

1—aj
1, F~Yy) — FYa;
—F 1(ai+1y) + (y)l ( H—ly)
= Q41
-1(7 1 Yo -1 I1—ai1
= F@1y) + [ F©ds < )+ oy fly) = g )
1—ai11 Ja iy 1—a;

Hence, we obtain that g;;; is increasing on R and then, y > g;ll(u). Let z = dih‘_,’li (v) > 0. We

have:

Ft (Z) a; F~1(2)

V= 1—ai
FY(&)=-F 1z
—F_l(z)—l— (‘1{')— —~ ( )
-1 1 7 -1 (ﬁ% B ) ? _
=F"(2)+ a /. f(f)df > F(2) + T%Zf(z) =: gi(2)

Therefore, if (7.33) holds, we get that g;11(z) < g;(z) for all z > 0. Then, we have gij_ll (x) > g7 ' (z),

and therefore

v

y> gt (v) = g7 (v) > 2

zZ.

IN

The same arguments for v < 0 give y < g;ll(y) <g; L(w)

3. Using the above definition, we have sgn(z)gy(x) > sgn(x)F~1(x), and therefore we get
sgn(v)F(v) > sgn(v)gy' (v) > sgn(v)z = sgn(v)anhyy (v).

Lemma 7.3. Let a € (0,1) and b > 0 such that ab < 1. We have G(z) — +G(abz) > 0 for x € R, and
G(z) — 3G(abz) — +oo.

|x| =400
Proof. Since G is convex (G’ = F~1 is increasing) and G(0) = 0, G(abx) < abG(z). If b > 1, we then
have G(z) — $G(abx) > G(z)(1 — a) which gives the result. If b < 1, we have

x abz x ax
G(a) ~ 5 Glaba) = 0 P (u)du — © / P (u)du = /0 P (w)du — /0 F (bo)du

/F du—i—/ (F ()~ F (bw) du > [](1 — )P (Jaz])

|z| =400
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Proof of Theorem 7.3: We rewrite the cost function (7.41) to minimize as follows:
S Eq+¢ E
14 n n n
t) = " ZnTon)
e =200 |6 (S57) ¢ ()

Lo&ie” DDA
e A(tn) = A0)G(0)

Yo ie Limits e” Mt Y g &ie Dhmigr O
Atn)G ( i) ) — AMtn1)G ( Y )]

N-1
+ 2
n=0

n

ZZL:() §i67 Zk:i+1 ap

We define the linear map 7 : RN*1 — RN+ by (T¢),, = e , so that
N-1
CY(&t) = AtN)GUTEN) + Y Mt)GUTE)n) = Altns1)G (Gns1(TE)n)] - (7.43)
n=0
Let us observe that T is a linear bijection. By Lemma 7.3 we get that CV (&,¢) > 0 and CV (€, t) " —
—+00
+00, which gives the existence of a minimizer £&* over €, s.t. Zf\io ¢ = —x. Thus, by using (7.42),
there must be a Lagrange multiplier v such that
E, +& . -1 (EN—’_G(V)
— hyi 1) i=0..N—1, andv = ! [ ZNTSN 44
v v, +1< N ) i=0 and v i) (7.44)

We have E/‘\l(—f): = h‘_/’liJrl (v) and then E; 1 = )\(ti)aiﬂh‘_/é“ (v), for 0 <i < N — 1. Thus, we get

& = Mto)hy} (v),

)

& = Ati)hyiey (V) = Mti—1)ashy; (v), 1<i <N -1,
& = FW)A(tn) — Atn—1)anhyy (v)

Furthermore, we note that

N
Y& =—x=Ato) (1 —a)hy i (V) + ...+ Mtn-1)(1 — an)hy y (v) + F@)A(tw).
1=0

By Lemma 7.2 The right side is an increasing bijection on R, and we deduce that there is only one
v € R which satisfies the above equation. This give the uniqueness of the minimizer £*. Moreover, the
functions F~! and hy,; vanish in 0, and v has the same sign as —x, which gives that & and ¢} have
the same sign as —x by Lemma 7.2. Besides, if (7.33) holds, the trades £ have also the same sign

as —X. Od

Let us now prepare the proof of Theorem 7.4 and assume that hy; is bijective increasing. We
introduce for 0 <t < T,
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E, r
CV (LT, B X0) = M(0) [G(6) — G (Wﬂ + [ PG du+ ND)GEFW) - Gl (745)

where
T
VER, st — Ey+ / A(w)puhiy s (v)du + N(T)F(v) = —X,, (7.46)
t
dCu
G = hyy (V). &= A(u)[% + (Pu + M) Cul- (7.47)

Let us observe that v — ftT A(u)puh;’t(u)du + M(T')F(v) is increasing and bijective on R, and (7.46)
admits a unique solution. The function CV (¢, T, E;, X;) denotes the minimal cost to liquidate X; shares
on the time interval [t, T given the current state E;. In particular, we observe that

)

which is the cost of selling X7 shares at time T'. Besides, an integration by parts gives that

CY (07,8, %) = 206 (55) + [ 3w (0 + P66 = GG du-+ ADIGE(W)),

(7.48)
The function ¢ = (py + 7u)F~1(¢)¢ — 7,G(C) is nonnegative since it vanishes at 0, and its derivative
is equal to pyhy,(¢) that has the same sign as ¢. Since G > 0, we get:

cV(0,T,0,x) > 0. (7.49)

Formula (7.45) can be guessed by simple but tedious calculations: one has to consider the
associated discrete problem on a regular time-grid and then let the time-step going to zero. We do
not present these calculations here since we will prove directly by a verification argument that this is

indeed the minimal cost.

Proof of Theorem 7.4: Let (X;,0 <t < T+) denote an admissible strategy that liquidates x.
We consider (E;,0 < t < T+) the solution of dE; = dX; — pEdt, v the solution of (7.46) and
¢ = hyt(v). We set

Cy = /Ot F1 (i)) dXS+ > As) [G (%) -G <Ai)ﬂ + CV(t,T, E, Xy).

0<s<t

Let us observe that O = CV(X) and Cy = CV(0,T,0,x). We are going to show that dC; > 0, and
that dC; = 0 holds only for X*. This will in particular show that CV (X) > 0 from (7.49).

Let us first consider the case of a jump AX; > 0. Then, we have

o) -6 ()] €V T By i) — €V ., B )

AC; = A(t) [G ( Yo,
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Since AE; = AX;, the solution v of (7.46) is also the solution of —E; + ftT )\(u)puh;’t(ut)du +
MNT)F(v) = — X4, and then ACy; = 0. Now, let us calculate dC;. We set

C(t,T,E;, X, v) = MT)G(F(v)) — A\t)G (ﬂ)

At)
[ 2@ [(0u + m)E AR ) ~ naGlhL 0] du
Then, we have from (7.48):
B ¢y Ly L c
dCy = (A(t)) dxXe — NG <W) dt — F~ (A(t)) (dX§ — (pe + me) Eydt)

NO -+ )P (GG + N (GGt + o (T By XKoo
Since [)\(T)f(ut) + ftT )\(u)pu(h‘_/’z)’(yt)du] dvy — )\(t)pth‘_/é(ut)dt = d(F; — X3) = —ptErdt and

A hit (v
0,0, B X ) = Nl @) + [ Aol ) [F*(h;,z(v)) T T )))] du

pu f(hylh(v
T
—u [A(T)f(v) +f A(u)m(h;,z)’(v)du] ,

we finally get

dCy = A() [(Pt + 1) ()\E(;) P (AE(t)> GF (Ct)) + 1 (G(Ct) -G (%)) + prhv,(Ce) (Ct )\%))] dt
= A()Ye(G)dt. (7.50)

We have ¢1(¢) = —(pe + m) (F7HO) + 7y ) + IO+ prhQ) + pth'w«)(c - &) =
pehy(O)(C — }f)) Since hy;, > 0, 1 vanishes at ( = )\(t) and is positive for ¢ # & O]

Thus, if X is an optimal strategy, we necessarily have (; = W’ dt-a.e. Then, we get by differenti-

ating {Xt —E+ [ )\(u)puh;}u(l/t)du + )\(T)F(Vt)} = 0 that [ftT )\(u)pu(h‘zlu)’(ut)du + )\(T)f(ut)} dvy =
0, which gives dv; = 0 since (h‘_/i)’ > 0 and f > 0. Thus, we get that vy = v where v is the solution
of (7.35). In particular, we get AXy = Eyy = )\(O)h‘_,})(O) = AXy and then X = X*, which gives the
uniqueness of the optimal strategy. Last we observe that v has the same sign as —x and thus & has

the same sign as —x. O

Proof of Corollary 7.4: Since p; +1; > 0 and xf'(F~1(x)) > 0 by Assumption 7.1, we have

' (z) = ne+2p 1 et peaf (F7(z)

= pe fE@) e fFFN (@)

Also, we have sgn(z)hy,(z) > sgn(x)F~!(x) and then sgn(:n)h;i(x) < sgn(z)F(z), which gives that

the last trade &7 has the same sign as —x. Then, we have % = —W%(Q) and thus

> 0.
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o ABG [_dm/p) 1 /
= e [ T )
_ A0S 1 P — pen; (et Gf(G)
" ) [mf(F-l(ct)) (2 et ) = RS FESE
is nonnegative if (7.22) holds since hy,, > 0 and (;f'(G;) > 0. 0

Lemma 7.4. We have (7.33) = (7.23) if pt +n >0, t > 0.

Proof. We have

11—a _ 1-a
(7.33) = di 5 -~ ditl

&_il T4, 1o G -~ (1 — ai-i—l) — a; (1 — ai-i—l) > a; (1 — CLZ') — (le'di_}_l (1 — ai)

N 1
& air1 (1 —a;) + 5(1 —aiy1) 21 —a; +1—a;1.

(3
Since a;+1 < 1, weget 1—a;+1—a;41 = 1—aa;41+(1—a;)(1—a;11) > 1—aja;11+ai41(1—a;)(1—a;q1).
Thus, (7.33) implies that:
N 1 N
@it1 (1 —a;) + 5(1 —ai41) > 1 —a;a401 + @i 1(1 — a;)(1 — aiq1)
T
< 1—a; +a;a;410; — AjGi41 = Q41 — Q41041 + QA Q110541 — Qip1Gi41

<~ (1 — di) (1 — ai+1di+1) > i1 (1 — di+1) (1 — ai&i) ~ (7.23).

7.3.3 General limit order book shape with model P

We first focus on discrete strategies on the time grid ¢ such as (7.14). We introduce the following
shorthand notation D,, = D;, for 0 <n < N and have

gn—l
Atp—1)

We can write the cost function (7.13) as follows:

Pre g _ N Dunt o Ata)F(Da) + &0\
O = 3 Alt) /| el = 3 Nt [G( o ) G(F(Dn»] (7.51)

DO:O, Dn:anF_1< —|—F(Dn_1)),1§n§N

tn

We begin with the following lemmas that we use to characterize the critical points of the opti-

mization problem.

Lemma 7.5. For i =0,...,N — 1, we have the following equations:
ocr _ & f(Dis1) ocr
—:Fl(—Z+F(Di)>+&i1 & —Ditq |-
9&i A(ti) i f (F—l (/\(ﬁtl) + F(D,))) O&i+1 i
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Proof. First, we have %Lg_” = 0 for ¢ > n, and the following recursive equations:

ODn = n 0D, = Gis1f(Dig1) 0Dy for1<i<n-—2.

W1 Mtn1)f (FU5225 + F(Do))) 96 f(F1(585 + F(Dy)) O

From (7.51), we get:

ﬁ=F‘1< s +F(Di))+ 5 [ <F(Dn)+ n >—Dn} F(D) 22n

9&i A(ti) il Altn) &
_ (S , i1 f(Dit1) -1 , §iv1 \ o
=7 <A<ti>+F<Dl))+f(F—1%+F<Di>>) [ )
ait1f(Diy1) oc” (St pop, ]
7 (7 G + F00) e~ (R o)

which gives the result.

Lemma 7.6. Under Assumption 7.2, we have that:
1. The function x — xf(x) is increasing on R (or equivalently, F is convez).
2. We have f(a%) —a;f(x)>0, i=1,...,N.
3. The function
[L7(2) — aaf ()]
$ A
f(£)-aif ()

is well-defined, bijective increasing and satisfies sgn(xz)hp;(z) > |z|.

reR, hp;(z) =

Proof. 1. We have (zf(z))" > 0 since xf'(x) > 0 by Assumption 7.2.
2. We have for x € R,

x .
Ati-1)f () = Alti)aif(2) 2 Ati-1) f(2)(1 — a;) > 0
because f (a%) > f(z) and a; < 1 by Assumption 7.2.
3. The function hp; is well-defined thanks to the second point. We have sgn(x)hp;(x) > |z| since
—1
hp7,~(x) =z |1 + ajif(m) ;
1= izezy

1

and it is sufficient to check that f(z)/f(z/a;) is nondecreasing on R, and nonincreasing on R_. We

( f(a) ) S (E) - ar@r (@)
) £(z)

calculate
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This is nonnegative on R, and nonpositive on R_ if and only if x}{gg) > zf f,g%i% for x € R, which
holds by Assumption 7.2 since |z| < |z|/a;.

Proof of Theorem 7.5: We remark that the cost (7.51) can be written as follows:

CP(&,) = \(tn)F (F—l (F(DN) + %))
B [p (7 (rwa565)) - S (ot (004 365))

Since F is convex by Lemma 7.6 and F(0) = 0, we have F (a,412) < any1F(z), for € R and thus

CP(&,t) > \Ntn)F (F—l (F(DN) + %)) + ZA(tn)F (F—l (F(Dn) + Af:n)» (1 = Gpyt).

In particular CP(E,t) > 0, since F > 0 and dn+1 < 1 by Assumption (7.2). Besides, by setting
T = (/\i(too—),Dl + /\i(tll—), ...,Dn+ /\i(t’;’v—)), we can easily check that |T'(§)| miw +00, which gives
immediately that C*(€,t) — +4oosince F(z) — +oo.
[€]—+o0 |z| =400
Thus, there must be at least one minimizer of C(&,¢) on {& € RNt SN ¢ = —x}, and we

denote by v a Lagrange multiplier such that % = v. By Lemma 7.5 we obtain:

V:hP,z'—i-l(Di—i-l)a iZO,...,N—l.
We also have %g—; =F-! (F(DN) +%) =v,and weget (1 =1,...,N —1):

hpi(v)

a

6 =0 (22 6 =) [P (M) P (1510)| €5 =300 [F0) - POz 0]

Besides, we have

N -1 v .
AN F() + 30 A(tion) [F (hp”,( >) - F(h;t-w))] ~ x. (7.5

i=1 (ti-1) ’

Since F' is increasing bijective on R and the function y — F(y) — /\?t(fj)l)F (a;y) is increasing (its

derivative is positive by Lemma 7.6), there is a unique solution to (7.52), and v has the same sign as
—x. Thus &* is the unique optimal strategy. Moreover, the initial and the last trade have the same

sign as —x since sgn(v)hpn(v) > |v|. O

We now prepare the proof of Theorem 7.6. For sake of clearness, we will work under assump-

tion (i) and assume that p; (1 + m}cég)) —n¢ > 0 for any € R and that hp; is bijective and increasing.
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However, a close look at the proof below is sufficient that the same arguments also work under as-

sumption (7).

Contrary to model V, it is more convenient to work with the process D rather than E (both are
related by Dy = F~Y(E;/A(t)). We introduce for 0 <t < T,

CP (6,7, D1, X1) = A1) [G(G) — F(Dy)] + /t CGudu D) - Gl (159

where

T 1 1 -1 _
VER, st — By + /t M) [ty ) F (0 () = nuF (1 ()] du+ NTYF(v) = — X0 (7.54)

dGu

Cu = hpu (V) &= AW F(G)IZS + putal: (7:55)

Let us observe that z — p,x f(x)—n, F(z) is increasing: its derivative is equal to f(z) (pu (1 + m]]cug)) — nu)
and is positive by assumption. Therefore, the left hand side of (7.54) is an increasing bijection
on R and there is a unique solution v to (7.54). The function CF(t, T, Dy, X;) represents the min-
imal cost to liquidate X; shares on [t,T] given the current state D;. We have in particular that
CP(T, T, Dr, X1) = \T) [G (%) -G (%)} , which is the cost of selling X7 shares at time 7.

Besides, an integration by parts gives that
. T . -
CP(t,T, Dy, X1) = =\($)F (D) + / Aw) [puf(C)CE = B ()| du+ \(T)E(v). (7.56)

The function ¢ — p,f(¢)¢? — n,F(¢) is nonnegative: it vanishes for ¢ = 0 and its derivative is equal

to Cf(C) (pu (2 + %) — nu) and has the same sign as ¢ by assumption. Since F > 0, this gives

Cc?(0,T,0,x) > 0. (7.57)

Proof of Theorem 7.6: Let (X;,0 <t < T+) denote an admissible strategy that liquidates x.
We consider (E;, 0 < t < T+) the solution of dE; = dX;+nErdt—p\(t) f(F~Y(Ey /M) F~1(Ey /A\(t))dt,
Dy = F~Y(Ey/\(t)), v; the solution of (7.54) and (; = hl_gi(l/t). We set

t Es + AX E
C:/Dstng A(s [G(¥)—G<—S)]+0Pt,T,D,X .
=, 2 TR Moy )] TP

Let us observe that Cr = CF(X) and Cy = CF(0,T,0,x). We will show that dC; > 0, and that
dCy = 0 holds only for X*. This will in particular prove that C*(X) > 0 from (7.57).

Let us first consider the case of a jump AX; > 0. Then, we have

E’f%ﬁ&) -G (ﬂﬂ + CP(t4,T, Doy, Xoy) — CP(t, T, Dy, Xy).

AC; = A(t) [G ( Y0
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Since AE; = AXy, we have vy = v, from (7.54) and then AC; = 0 since F(Dy) = G(E;/A(t)). Now,
let us calculate dC;. We set

~ - - T -

Clt T, D1y X1y0) = ATIE() = AOF (D) + [ M) [puf o)k (0 = muF (b ()] dee
Since dDf = —pDydt + 5 );{(C By We have from (7.56):

dCy = DydX{ — N (t)F(Dy)dt + A(t)pef(Dy) Didt — DydX§ — M) [pef (G)GE — meF'(¢))dt

aC

o

Since d(Ey — Xy) = N(t) [ F(Dy) — p Dy f (Dy)] dt, we get from (7.54)

(t7T7 Dt7Xt7 Vt)th-

T
[ / M) (kg () [(pu = 1) F (Bl (7)) + putipy () £ (i}, (1)) | du + A(T)f(u»] dvy (7.58)
(1) |pihp () f (i) = mF (hp (1)) ] dt = A(®) [meF(De) = peDef (D))t
On the other hand, we have
~ T
0,C(t, T, By, Dy,v) = NT)vf(v) + / M) (hpy) (0)hph (0) [ (200 = 1) F(hp () + pubph (0)F (hp ()] du

_ T -1/ —1 —1 /
= [A(T)f(v) + [ AM@0RLY ©) (0w = m) (074 (0) + pubiph (0)F (il () du] ,

and we get %—f(t, T, Dy, Xy, ve)dvy = A(t)ve[ne (F(De) = F(G)) +pe(Ge f (¢) = D f (Dy))]. We finally obtain:

dCy = N()1hy(()dt, with (7.59)
$i(C) = m(F(Q) = F(D) + pe(DF f(Dr) = Q) + hpa(C) (ne(F(Dy) = F(C)) + pe(CF(Q) = Def(Dy))) -

We have 9;(D;) = 0 and get that 14(¢) = hlp,(C) [n:(F(Dy) — F(C)) + pe(Cf(¢) — Def(Dr))] by simple
calculations. On the one hand, we have h}%t(C) > 0. On the other hand, the bracket is positive on
¢ > Dy and negative on ¢ < Dy since its derivative is equal to (p; — n¢) f(¢) + peC f(¢), which is positive
by assumption. Thus, D; is the unique minimum of ¥y: ¥ (D;) = 0 and ¥¢(¢) > 0 for ¢ # Dy.

Thus, if X is an optimal strategy, we necessarily have (; = D;, dt-a.e. From (7.58), we get

T
[ | @GR @) (00 = ) £ R 0)) + pubiply00) (i ()] du -+ AT >f<ut>] dv; =0,

and thus dyy = 0 since (hpz) and x — (py —nu) f(z) + pux f'(z) are positive functions by assumption.
We get that v, = v, where v is the solution of (7.38). In particular, we have AXy = A(0)F(Do+) =
A0)F (h;’lo(y)) = AX{ and then X = X*. This gives the uniqueness of the optimal strategy. Last, &;

has the same sign as —x since v and —x have the same sign. O
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Proof of Corollary 7.6: By Assumption 7.2 we have p; —n; > 0, xf’(x) > 0 and x(‘)x(x]{/xf ) <0,

which gives:

- (o 2+ 552) = m0) (o0 (14 452) = mi) — a0 (255) -

n, =
o (14 2 )

Also, we have sgn(x)hp(x) > |z|, and hpy is thus bijective on R. We deduce that sgn(x)h}i(w) < ||,
which gives that the last trade {F has the same sign as —x.

Let us assume moreover that (7.30) holds. Let v, = A ()G 5 > 0. Then,
b0 {1+ S 2

{Pf&ﬂt —201&771{, + oy (1 n Gf'(G) @) (2+ Gf'(G) _) i f/(ﬂf))’m:g]

& =7
R IO O F(x)
S /
>V {w + pe (1 - ﬁ) (2 — @” by Assumption 7.2.
Pt Pt Pt
2
:’Yt( Pt — 77t> [(Pt 77t) + oy (Pt ﬁt)] > 0 by (7.30).
Pt 2ps — Mt 2pe —m
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