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Chapitre 1

Introduction

Cette these s’intéresse a des problemes de gestion de portefeuille avec incertitude et a
leurs applications en finance et en assurance. Le modele le plus célebre est celui proposé
en 1951 par Markowitz [54]. Il est encore tres utilisé de nos jours. Sa force réside dans sa
simplicité : il n’a que deux périodes. Il offre une solution optimale explicite et le modele ne
dépend que du vecteur de moyennes et de la matrice de variance-covariance des rendements.
11 suffit de calibrer le modele et de choisir un niveau de risque, complétement caractérisé par
la variance, et on obtient le portefeuille a acquérir en période initiale afin d’avoir le meilleur
rendement moyen en période terminale sous la contrainte de risque choisie.

Toutefois, ce modele trés simple repose sur des hypotheses tres fortes. L'une d’entre elles
est la liquidité parfaite des actifs. Acquérir ou liquider une position importante ne peut pas
se faire de facon immédiate sans payer un colit élevé, voir par exemple [35]. De plus, en
fonction de I’aversion au risque ou des conditions de marché par exemple, I'agent peut avoir
intérét a rebalancer son portefeuille avant la date terminale. Ainsi, le cadre mathématique
naturel pour une gestion de portefeuille avancée est celui des modeles mathématiques en
temps continu.

Lorsque les actifs sont supposés étre des semi-martingales d’'It6, 'agent observe d € N*
actifs sur [0, 7], notés (S, )o<u<r. Ils sont supposés étre solution forte d'une équation diffé-
rentielle stochastique brownienne. Si (W, )o<u<r est un mouvement brownien de dimension
d, on suppose que :

She =5+ / s (u, SE%)du + / os(u, SL*)dW,,. (1.0.1)
t t

Une stratégie a un instant 0 < u < T consiste a posséder le vecteur d’actif o, € A ou A
est un sous-ensemble de R?. Dans ce cas, la valeur du portefeuille évolue en fonction de la
variation des actifs possédés a chaque instant :

V= gy / 2 d S = v + / Cufis(u, S5°)du + / s (u, S45)dW,,
t t t

ol ()o<u<T €St un processus progressivement mesurable a valeurs dans A. L’objectif est
N J . . . s t N .
de trouver la stratégie (o, )o<u<r qui maximise 'espérance de V¥ a travers une fonction
0<u< T
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d’utilité.
Ce probleme est un cas particulier du probléme de controle stochastique suivant :

v(t,z):= sup E {g(X%m’a)} . (t,z) €[0,T] x R (1.0.2)
aEAL®
avec ¢ : R? — R une fonction & croissance au plus polynomiale dont la régularité sera donnée
par le contexte, et X est défini par I’équation différentielle stochastique :

X i [l X0 ads + [ ol XU 0, (103)
t t

ol « est fixé dans AH* qui est I'ensemble des controles admissibles.

Dans un cas un peu plus général !, 'agent peut avoir & payer un cofit instantanné lié au
choix de son controle (par exemple, un cofit de liquidité). Si f : [0,7] x R? x A +— R est
une fonction continue qui décrit le gain (si f est positive) ou un coit (si f est négative), le
probléme de controle stochastique devient :

T
th=waVf@X?%m%+%@W% (t,r) € [0,T] x RY. (1.0.4)
t

aEAL®

Dans ce genre de probleéme, 1'objectif premier est de trouver un contréle optimal (ou
presque optimal) « : [0,7] x Q — A, il s’agit de I"approche standard. Ici, par définition de «
et de X»®° T'agent agit en temps continu et le processus X est continu. Cette approche ne
contient pas, par exemple, les modeles avec coflit de transaction non proportionnel qui font
sauter la composante d’argent liquide de I’agent. Et dans ce cas, par construction, il ne pourra
agir qu'un nombre fini de fois : il supporterait un cofit infini, sinon. Le contréle devient une
suite ¢ := (73, a;);>1 ou, pour tout i > 1, 7; est un temps d’arrét et a; est F,.-mesurable et &
valeurs dans un ensemble A. Le processus X peut s’écrire par exemple :

tx,d . t,x,¢ t,x,p 0
dXo%? = (s, Xy%)ds + o (s, Xo0)dW,  sur N

1.0.5
X.f.;w’d) = F(TZ’,X:;QEd), Oéi> 1>1 ( )
ot N := Uiso[7, Tixa[N0, T avec 79 := 0.
Dans ce cas, le probleme de controle optimal est :
v(t,x) = sup E[g(X;"")], (t,2) €[0,T] x R, (1.0.6)

¢€¢i,z

avec ®H* I'ensemble des controles admissibles.

Le Chapitre 2 repose sur deux articles écrits en collaboration avec Bruno Bouchard et
Ngoc Minh Dang : Optimal control under uncertainty and bayesian parameters adjustments

1. Le colit intantanné peut toutefois étre ajouté directement dans le vecteur X.



(publié dans SIAM Journal on Control and Optimization) [10] et Optimal trading with online
parameter revisions (publié dans Market Microstructure and Liquidity) [9].

Par rapport a (1.0.5), nous considérons qu’il y a de I'incertitude sur la réaction lorsqu’on
joue le controle. Nous traduisons cette incertitude par l'ajout d’'un parametre inconnu de
l'agent v € U, ou U est un espace polonais, et une suite i.i.d. (¢;) dont chaque composante
est a valeurs dans un espace polonais E et de loi P..

L’équation de X»*® en 7; se réécrit :

Xf—;x@ - F(Tiaxt“r’d) Q;, U, gi)a { 2 17

Ti—
De tels problemes de controle optimal ont été étudiés en temps discret, voir par exemple [37]
pour des références. L’objectif de ce chapitre est d’étudier ce probleme de contrdle optimal
en temps continu.
On s’autorise également a ce que notre action ne soit pas immédiate, voir par exemple
[21], mais puisse intervenir apres un délai aléatoire : par exemple, lorsqu’on place un ordre a
cours limité et qu’on attend son éventuelle exécution. On définit les variables aléatoires :

192' = w(TiaXTi—7ai7U7€i)7 i > 17

avec w une fonction mesurable qui vérifie w(t, ) > t. L’équation différentielle stochastique
(1.0.5) se réécrit :

dX5 = px (s, X0 ds + ox (s, X250 dW,  sur N,

Xl’;’f’d) = F(Ti,Xiﬁd’,ai,v,e) 1>1

ou N¢ = UiZO[’&iv Ti+1[ﬂ[0,T] avec 190 = 0.

(1.0.7)

On introduit (F5%?),s, la filtration génénée par X%, C'est celle observée par I'agent et
sur laquelle va s’appuyer la stratégie de ’agent. La filtration dépend de maniere non triviale
des conditions initiales ce qui se révelera étre une difficulté afin d’établir un principe de
programmation dynamique.

L’ajout du parametre inconnu v € U n’est pas anodin. Il est commun a toutes les im-
pulsions. A chaque fois que l'agent agit sur le systéme, il obtient de l'information sur v.
La fonction valeur ne peut pas seulement dépendre de (¢,z), elle doit aussi dépendre de
I'information sur v.

Etant donnée une loi & priori m € M sur v oit M est un sous-ensemble des mesures de
probabilité boréliennes sur U, on introduit le processus MH*™¢ défini pour tout borélien
B € B(U) par :

ML 9(B) == E (Ljpep | FLom). (1.0.8)

La fonction valeur va naturellement dépendre de la loi de v a l'instant t. Cette définition
amene a une révision Bayesienne de M en 1J; sachant M, _ et en dehors, le processus est
constant. C’est en agissant sur le systéeme qu’on obtient de I'information nouvelle sur v et
que M s’actualise, ce qui permet d’éviter toute diffusion infinitésimale sur M.



L’objectif est de caractériser sous forme de solution de viscosité la solution du probleme :

v(t,z,m) = Sup E [g(T(e), X553 Mgi™®)| . (t,2,m) € [0,T) x R*x M, (1.0.9)
c t,x

ot g : [T, +o0o[xR? x M + R est une fonction continue bornée. Puisque, une fois la derniére
action effectuée en 7; < T, on récupere (X549, ME™?) en 9;, il se peut que ¥J; > T'. Dans ce
cas T'[¢] = ¥;, sinon T[¢] = T. La fonction g peut ne pas dépendre de M:tp[g;]m ’¢, dans ce cas la
fonction valeur dépendra encore naturellement de m. L’introduction de I'espace des mesures
dans la définition de la fonction valeur amene a des difficultés techniques résolues a travers
les résultats de [17].

Pour introduire 1’équation aux dérivées partielles (au sens de la viscosité) satisfaite par
v, supposons-la suffisamment réguliere. Supposons avoir a notre disposition un principe de
programmation dynamique, en considérant un contréle ¢° tel que P{m; > T'} = 1, on devrait
avoir v(t,z,m) > E[v(t + h, Xttf;f)o,m)]. En appliquant Ito, puis en divisant par h et en
le faisant tendre vers 0, on devrait avoir —Lv(t,z,m) > 0 ou L est I'opérateur de Dynkin
associé a Xh®9°

1
Lo = 0wp + (11, Do) + §T1"[UO'TD2<;D].

D’autre part, en considérant un controle ¢* tel que P(1;y = t,aqy = a) = 1 avec a € A
compact, on devrait avoir

v(t,z,m) > Kv(t,x,m),

0l Kip = sup,ep K% avec Ko =B [o(0y, X550, My7™ ).
De méme, a la frontiere en T', on devrait avoir v(T,-) > Krg et v(T,-) > Kv(T,-), ou

ICTg('ﬂ m) = fU fE g(a m,u, €>dP€(€)dm(U)
Enfin, par optimalité, v devrait étre solution (de viscosité) de I’équation quasi-variationnelle

min{—Ly , ¢ —Ke} =0 sur [0,7) x R x M (1.0.10)
min {¢ — Krg, ¢ — Ko} =0 sur {T} x R x M. (1.0.11)
Nous supposons tout d’abord l'existence d'un principe de comparaison.

Hypothése 1.0.1. Soit u (resp. v) une sous- (resp. sur-) solution de viscosité semi-continue
supérieurement (resp. inférieurement) et bornée de (1.0.10)-(1.0.11). On suppose de plus que
u < v sur (T,00) x R x M. Alors, u < v sur [0,T] x R? x M.

Le résultat principal que nous établissons est le suivant.

Théoréme 1.0.1. Supposons que I’Hypothése 1.0.1 est vérifiée. Alors, v est continue sur
[0, 7] x RY x M et est ['unique solution de viscosité bornée de (1.0.10)-(1.0.11).
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La difficulté principale afin d’obtenir ce résultat est d’établir un principe de programma-
tion dynamique. Nous n’avons pas d’hypothéese de régularité a priori, nous pourrions établir
un principe de programmation dynamique faible. Nous ne pouvons cependant pas utiliser
Bouchard et Touzi [22] (voir aussi Dumitrescu et al. [36]) car la filtration dépend des condi-
tions initiales de maniére non triviale.

L’inégalité majorante du principe de programmation dynamique (faisant intervenir ’en-
veloppe semi-continue supérieure) dans notre probléme ne pose pas de difficulté particuliere,
car la démonstration repose sur un argument de conditionnement. Nous établissons une par-
tie du principe de programmation dynamique faible pour des temps d’arrét de la forme :
X = 0 A7 ou 0 est le temps de sortie de (X5®¢ M"®™¢) d’une boule (Proposition 2.4.2). 1l
est construit pour en déduire la propriété de sous-solution de viscosité (Proposition 2.4.1).

L’autre sens du principe de programmation dynamique est plus délicat. Nous approximons
notre probleme de controle optimal en temps continu par une suite de versions discretes
(Vn)n>1 dans lesquelles I’agent joue & temps discret. Sur cette version discrete, afin détablir
le principe de programmation dynamique sans régularité a priori, I’argument principal est
un argument de sélection mesurable. Nous montrons que pour tout n > 1, v,, satisfait un
principe de programmation dynamique. Nous montrons ensuite que la limite inférieure relaxée
de (v,) est sur-solution de notre probléme et nous en déduisons le Théoréme 1.0.1 grace a
I’'Hypothese 1.0.1.

Nous donnons ensuite une condition suffisante a I’'Hypotheése 1.0.1 (Proposition 2.5.1) qui
nécessite 'existence d’une sur-solution stricte W.

Nous proposons ensuite un schéma numérique convergent (Section 2.6) qui repose sur une
adaptation des arguments de [14] & notre contexte.

Nous terminons ce chapitre avec deux exemples d’application. Le premier porte sur 'ac-
quisition optimale d’'une position en passant des ordres au marché. Cela se traduit par la
possibilité, a chaque instant, de passer un ordre d’achat immédiat pour plusieurs actions.
Le prix de marché est endogene : a chaque fois que nous achetons il y a une augmentation
immédiate du prix de maniere aléatoire. C’est cette augmentation qui dépend du parametre
inconnu v qu’on apprend au fil de I'eau a chaque fois que nous agissons.

Dans le second exemple, nous envoyons des odres a cours limité et nous attendons qu’ils
soient exécutés ou non, en nous fixant un temps d’attente maximum ¢ > 0. Plus la limite
de l'ordre est basse, plus le temps d’attente est long en moyenne. Le temps d’attente est
supposé suivre une loi exponentielle, et le parametre inconnu est le parameétre de cette loi
exponentielle que nous apprenons au fil de 1’eau.

Le Chapitre 3 repose sur 'article Optimal control under uncertainty : Application to the
issue of CAT bonds (en prépublication) [7].

Nous nous plagons cette fois-ci dans un cadre actuariel. Le risque n’est plus associé a
I’évolution d’'un mouvement brownien mais a une mesure aléatoire de Poisson a activité
finie : il y a un nombre fini de sauts sur [0, 7] et la mesure aléatoire de Poisson s’assimile &
un processus de Poisson composé qui représente 'arrivée des sinistres. Pour un état de l'art
sur les solutions de viscosité avec des mesures de aléatoires Poisson générales, voir [13].

5



Le cadre est le suivant : un assureur (ou un réassureur) possede un portefeuille qui est
exposé a un risque de catastrophes naturelles. Il peut, afin de se couvrir, émettre des obli-
gations catastrophes : des CAT bonds? (voir par exemple [32] ou [33] pour une introduction
générale).

Nous introduisons a nouveau un controle impulsionnel de la méme forme que précédem-
ment : ¢ := (7;, a;);>1 ou 7; correspond a la date d’émission du i CAT bond et a; représente
les caractéristiques de ce CAT bond (région et péril, tranche, etc). La maturité des CAT bonds
est fixée a une durée ¢ > 0. On introduit la suite (9;);>1 qui sont les dates de fin des CAT
bonds émis en (7;);>1, par arrivée a I’échance ou par défaut.

Lors de I’émission, le coupon n’est pas parfaitement connu & ’avance (le coupon sera
déterminé au moment de ’émission sur le marché), et on s’autorise & avoir une incertitude
sur la loi comme au Chapitre 2. Nous introduisons a nouveau un parametre vy € UY ou U"
est un espace polonais. Mais cette fois-ci, il y a également incertitude sur la diffusion : on
considére une intensité inhomogene qui dépend d'un parameétre inconnu Ay € U? et, en cas
de sinistre, ce sinitre suit une loi qui dépend d’un parameétre vy € U” ot U» et U7 sont des
ensembles polonais. Le processus X"%% est solution de :

X:=x+ / wu(s, Xq)ds + / /d B(s, Xs—,u)N(ds,du)
t t Jr
+ Z 1{t§Ti<~}H(Tia Xﬂ') a’b)

i>1

ANy
+ > Lipvn<y /tv | C(s,r;)ds
i>1 Ti

+ Z 1{t§191§}F(1927 Xﬁi,, Xﬂ‘? T, O, 191 — Tiy ui)l{ﬁi—Ti¢€}7

i>1

(1.0.12)

ou r; := Co(1y, Xr,—, 4,0, €;) et u; est la taille du sinistre associé a la mesure de Poisson N &
la date ¥; (en cas de sinistre).

On fixe un nombre k € N* de CAT bonds que 'assureur peut avoir en cours d’exécution
simultanément. On remarque que, si kK = 1, dés que l'assureur émet un CAT bond, il est
obligé d’attendre la fin de celui-ci pour pouvoir en lancer un autre. Dans ce cas particulier,
on pourrait reformuler (1.0.12) afin de retrouver une équation de la forme (1.0.5) et avoir
un probléme de contréle impulsionnel identique au Chapitre 2, a I'exception du mouvement
brownien remplacé par une mesure aléatoire de Poisson.

Dans ce chapitre, on s’autorise a avoir plusieurs CAT bonds en cours, ce qui correspond
a plusieurs impulsions en cours.

Le processus (1.0.12) n’est pas markovien, méme sans parametre inconnu. En effet, il faut
retenir les contrats signés afin d’appliquer le paiement des coupons et les payoff éventuels en
cas de sinistre. Nous introduisons un processus (C, L) ot C' est le processus des caractéris-
tiques des CAT bonds en cours et L les durées associées. Nous séparons les caractéristiques

2. Les obligations catastrophe, ou CAT bonds, sont des obligations négociables & taux variable. Le risque
associé & CAT bond n’est pas lié a la défaillance d’une entité (Etat ou société) mais est lié a la survenance
d’une catastrophe.



de la durée car elles joueront un roéle différent dans 'EDP. Le processus C' est un processus
constant par morceaux qui saute a 1’émission ou a I’échéance d’'un CAT bond. Le processus
L évolue continument : c’est le temps écoulé depuis 1’émission. Nous notons CL ’ensemble
dans lequel le processus (C, L) prend ses valeurs.

On introduit (Fi®?),s; la filtration génénée par (X»»? N). Une fois cette définition
introduite, comme dans le chapitre précédent, afin d’établir un principe de programmation
dynamique et de caractériser la solution comme unique solution de viscosité d’une certaine
équation, nous introduisons les processus M*, M” et MV qui sont définis par :

M (B)
M)

(Lpesy | F279), MPY™(B) :=E (1eny | Fo™0)

1.0.13
(Lgoeny | Fo). ( )

=K
=FE

Comme M"” et M n’évoluent que lors de la survenance de sauts (par la mesure de Poisson
pour le premier, par le contréle pour le second), la révision Bayésienne se définit comme
précédemment. Pour M?, le processus évolue continument et saute lors de la survenance de
sinistres. Afin d’avoir un générateur infinitésimal classique, nous supposons que M?* prend
ses valeurs dans un ensemble M* homéomorphe & un sous-ensemble P de R¢, puis nous
travaillons sur le processus défini sur R? et nous le notons P. On pose M := (M?, M") a
valeurs dans un ensemble de mesure de probabilité boréliennes M.

L’objectif est de caractériser sous forme de solution de viscosité la solution du probleme :

v(z,p,m) = sup E[g(X7?,C3% L%, Pp*, M7™ )|, (2,p,m) € [0, T] xR x CLx P x M,
¢e¢)t,z

ol g: RY x CL x P x M est une fonction continue bornée et z := (¢, z, ¢, ).

On introduit L, := E [L¢] qui est 'espérance de 'opérateur de Dynkin associé a notre
probleéme. L’espérance est prise a travers m* et m”?.

En supposant que v est réguliere et qu’on a a notre disposition un principe de program-
mation dynamique, si on pose 7(c,[) le nombre de CAT bonds en cours, on s’attend & avoir

v > —L‘,*Vl{ﬂ(c,l):H} + min {—[,*V, v — K:V} ].{W(CJ)#,.@}, (1.0.14)

ou Ky = sup,ca K% avec K :=E [gp(ﬁ, Xz end Lest ph Mfl’rf’d)a)} avec ¢® qui
vérifie P(1y = ¢,y = a) =1 (pour a € A compact).

De méme, a la frontiere en 7', on devrait avoir v(T,-) > g et v(T,-) > Kv(T,-) si w(c,1) #
K.

Pour des contrats en cours d’exécution dans les indices J C {1,...,x}, on introduit
Popérateur £, avec J' C J, défini par :



23 00,07 = (0,0 (1.0.15)
() i<j<n = (Elggesy + LGy )i<j<n (1.0.16)

avec (0,47 = {l € ([0,JUd)*:1; #0 < je€ T}, I; = d s’il n’y a pas de contrat dans cet
indice. Cet opérateur représente les contrats arrivant a maturité sans déclenchement de payoff.

Lorsqu’un CAT bond arrive a maturité, il n’y a pas de payoff. On devrait avoir, si on
note € la fonction qui, & un ensemble de contrats (c, 1), supprime ceux arrivés & maturité ,

lim v(.,el,.) =max{v(., e [c, £ ()],.), Kv(., ¢ [c, £ (1)],.)}.
U= (1)
Enfin pour J C {1,...,k} et J # (), par optimalité, v devrait étre solution (de viscosité)
de I’équation quasi-variationnelle

Lirien=r} [ L] + Lin(epy£ey min{—Lop, o — Kp} =0 sur D, (1.0.17)
© = Lin(e)=r}9 + Lin(ep2ey max {Kg, g} sur Dr (1.0.18)
lim (., cl',.) =max{o(., € [c, 23 (1)],.), Ke(., € [, £3(1)],.)} sur D, UDy, (1.0.19)

=23 (1)

ou
D, :=[0,7) x R? x CL; x P x M,

Dy :={T} x R x CL x P x M.
Le résultat principal que nous établissons est le suivant.

Théoréme 1.0.2. Supposons qu’il existe un principe de comparaison. Alors, v est continue
sur [0,T] x RYx CL x P x M et est I'unique solution de viscosité bornée de (1.0.17)-(1.0.18)-
(1.0.19).

Outre les sauts, la premiere différence avec le Chapitre 2 est que le générateur infinitésimal
dépend de A\ et de vy qui sont aléatoires. C’est L, qui apparait dans I’équation, c’est-a-dire
son espérance. On montre que le générateur est continu sous des hypotheses raisonnables
(Lemme 6), propriété qui intervient dans 1’établissement des propriétés de solution de visco-
sité. Une autre différence est la condition au bord associée a I'arrivée a échéance d'un CAT
bond qui n’a pas fait défaut.

Afin d’établir le principe de programmation dynamique, nous avons la méme difficulté
de dépendance non triviale de la filtration aux conditions initiales. On s’appuie sur les résul-
tats du Chapitre 2 afin de I’établir. On caractérise ensuite la fonction valeur comme unique
solution de viscosité de (1.0.17)-(1.0.18)-(1.0.19) en adaptant les arguments du Chapitre 2.

A nouveau, nous donnons une condition suffisante a I'hypothese d’existence d’un principe
de comparaison (Proposition 3.5.1) ol nous construisons une sur-solution stricte au moyen
d’une fonction V.



Nous établissons ensuite un schéma numérique convergent (Section 3.6) qui repose sur
[14].

Enfin, on s’intéresse a une application d’assurance face au péril des ouragans en Floride.
L’assureur a une part de marché de la valeur assurable en Floride et fait face au risque
d’ouragans. Il peut souscrire des CAT bonds a différentes tranches afin de couvrir son risque.
Toutefois, il ne connait pas non plus parfaitement 'intensité d’arrivée des sinistres. Dans un
premier cas, on ne considere pas de réchauffement climatique et 'incertitude est sur le niveau
d’intensité, contrainte liée au fait qu’on se fixe une loi a priori de la famille Gamma. Dans le
second cas, on suppose que I’ensemble des parametres possibles pour I'intensité est discret et
fini. Ce second cas, plus simple en terme de loi a priori, permet d’intégrer une inconnue sur
le seul facteur d’accroissement de l'intensité en conséquence du réchauffement climatique.

Le Chapitre 4 repose sur un article écrit en collaboration avec Bruno Bouchard, David
Evangelista et Othmane Mounjid : Optimal inventory management and order book modeling
(a paraitre dans ESAIM : Proceedings and Surveys) [11].

Dans ce chapitre, on n’utilise plus une approche avec prix de marché unique mais on
modélise le carnet d’ordre. L’objectif est de proposer une modélisation de carnet d’ordre
endogene aux agents. Ce sont les actions d’agents économiques rationnels qui font bouger
le carnet d’ordre et par conséquent le prix. Ces agents économiques résolvent des problémes
de programmation dynamique qu’ils appliquent ensuite sur le carnet d’ordre. Nous mettons
ensuite ces agents ensemble sur le méme carnet d’ordre, ce qui construit notre carnet d’ordre
endogene.

En finance, le carnet d’ordre est la rencontre de la courbe d’offre et de demande sur un
actif. Les offres d’achat et de vente sont discretes : I’écart minimum entre deux prix est appelé
le tick. Si on note le tick 6 > 0, I’ensemble des prix possibles est §Z.

Un agent peut passer un ordre d’achat au prix p, pour une quantité n;. Cet ordre est
enregistré et, sauf s’il venait a étre annulé, il sera exécuté si, a un instant, personne n’a de
meilleure offre d’achat et qu’une offre de vente se fait au prix p,. La meilleure offre d’achat
est appelée prix bid, que 'on note p,. La meilleure offre de vente est appelée prix ask, que
I’'on note p,. Par construction, p, < p,. En effet, s’ils étaient égaux, il y aurait échange au
prix p, = p, jusqu’a ce qu’ils soient distincts. La valeur p, — p, € OIN* est appelée le bid-ask
spread.

Un agent économique peut placer un ordre d’achat a cours limité dans le carnet au meilleur
prix, pp. Toutefois, si d’autres ordres sont placés avant lui au méme prix, ils sont prioritaires
et 'ensemble des ordres a ce prix forme une queue. Si une offre de vente se fait au prix py,
c’est 'ordre d’arrivée dans la queue qui prime. Nous souhaitons calculer la stratégie optimale
de placement d’ordre sur un tel carnet : il nous faut tenir compte de la quantité placée ainsi
que de la position dans la queue.

Le modele est proche de ceux utilisés dans [29], [46], [47] et [52]. Empiriquement, la plupart
des ordres sont placés aux meilleurs limites, voir par exemple [19]. Ainsi, par parcimonie, nous
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ne modélisons que la queue associée a la meilleure offre d’achat, py, et la queue associée a la
meilleure offre de vente, p,. Lorsqu’une queue est détruite, par exemple celle d’achat, nous
appliquons une loi aléatoire de découverte de queue a un tick plus bas, au prix p, — §. Nous
modélisons jusqu’a deux ticks, on a p, — p, € {0,20}. Enfin, des ordres d’achat et de vente
arrivent selon une mesure aléatoire de Poisson qui dépend de la structure du carnet d’ordre
a travers 'imbalance, voir par exemple [18].

Les agents peuvent placer des ordres a cours limité, des ordres au marché (aussi appelés
ordres agressifs) et, lorsque p, — p, = 29, placer des ordres a cours limité au prix p, + 4. Ils
peuvent également annuler leurs ordres a cours limité non exécutés ou partiellement exécutés.
Ils peuvent placer jusqu’a un ordre a cours limité a 1’achat et un autre ordre a cours limité
a la vente.

Face a ce carnet d’ordre, nous nous intéressons a plusieurs agents économiques. Le premier
est le teneur de marché, ou market maker. Celui-ci va essayer de se faire acheter au prix p,
tout en vendant au prix p, et ainsi, d’empocher le bid-ask spread p, — p,. La mesure aléatoire
de Poisson dépend des parametres du carnet d’ordre : en particulier de la taille des queues. Le
teneur de marché pourra également étre amené a jouer sur une anticipation de mouvement
du prix. Intuitivement, il placera des ordres a cours limité de chaque c6té du carnet d’ordre et
pourra étre amené a placer des ordres au marché si son inventaire devient trop déséquilibré.

Nous construisons un probleme de controle optimal pour le teneur de marché ou celui-ci
gere son inventaire et vise a maximiser la valeur de ses opérations sur le carnet d’ordre sur
une période [0,7] a travers une fonction d’utilité. Nous proposons un schéma numérique
convergent et complétement explicite afin de le résoudre.

Nous nous intéressons ensuite au comportement d’un trader haute fréquence, ou High
Frequency Trader. Celui-ci ne cherche pas a empocher le bid-ask spread mais a profiter d'un
écart de cours entre 'actif d’une part, et un future sur ce méme actif d’autre part. Lorsqu’il
réalise une transaction sur le marché de l’actif, il réalise ’opération inverse immédiatement
sur le marché des futures. Le marché des futures est modélisé sans carnet d’ordre, plus
précisément, on modélise uniquement 1’écart de prix entre le future et 1'action. Cet écart
profite d’un effet retour a la moyenne vers 0 que le trader haute fréquence va chercher a
exploiter.

Nous construisons un probleme de controle optimal pour le trader haute fréquence ou
celui-ci gere son inventaire composé d’actifs et de futures en sens opposé et vise a maximiser
la valeur de ses opérations mixtes sur les deux marchés, en placant des ordres sur le carnet
d’ordre de D’actif. Si un ordre est exécuté, il réalise automatiquement 1’opération inverse sur
le marché des futures. Nous proposons un schéma numérique convergent et completement
explicite afin de le résoudre.

A ces deux types d’agent, nous ajoutons des investisseurs institutionnels qui suivent des
stratégies classiques d’acquisition ou de liquidation d’actifs : la stratégie VWAP (Volume
Weighted Average Price) et des stratégies qui reposent sur le volume de marché (robots).

Enfin, grace a un unique programme (en C++ avec OpenMP) qui résout dans un premier
temps les problemes de contrdle optimal, nous faisons jouer tous ces agents ensemble sur un
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marché. Seul I'écart de prix entre I’action et le future sur celle-ci est simulé. Les agents inter-
ragissent sur le carnet d’ordre avec leurs controles pré-calculés et nous observons I’évolution
de celui-ci et les stratégies des différents agents.
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Chapitre 2

Optimal control under uncertainty
and Bayesian parameters
adjustments : Application to trading
algorithms

We propose a general framework for the optimal control/design of trading algorithms
in situations where market conditions or impact parameters are uncertain. Given a prior
on the distribution of the unknown parameters, we explain how it should evolve according
to the classical Bayesian rule after each sequence of trades. Taking these progressive prior-
adjustments into account, we characterize the optimal policy through a quasi-variational
parabolic equation, which can be solved numerically. From the mathematical point of view,
we indeed treat a quite general impulse control problem with unknown parameters, and the
derivation of the dynamic programming equation seems to be new in this context. The main
difficulty lies in the nature of the set of controls which depends in a non trivial way on the
initial data through the filtration itself. Typical examples of application are discussed.

2.1 Introduction

When trading at a high frequency level, several market parameters become of major
importance. It can be the nature of the market impact of aggressive orders, or the time to be
executed when entering a book order queue, see e.g. [51] and the references therein. However,
the knowledge of these execution conditions is in general not perfect. One can try to estimate
them but they remain random and can change from one market /platform to another one, or
depending on the current market conditions. Most importantly, they can only be estimated
by actually acting on the market. We therefore face the typical problem of estimating a
reaction parameters (impact/execution time) while actually controlling a system (trading)
that depends on these parameters.

Such problems have been widely studied in the discrete time stochastic optimal control
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literature, see e.g. [37] for references. One fixes a certain prior distribution on the unknown
parameter, and re-evaluate it each time an action is taken, by applying the standard Bayesian
rule to the observed reactions. The optimal strategy generically results from a compromise
between acting on the system, to get more information, and being not too aggressive, be-
cause of the uncertainty on the real value of the parameters. If the support of the initial
prior contains the true value of the parameters, one can expect (under natural identification
conditions) that the sequence of updated priors actually converges to it in the long range.

It is a-priori much more difficult to handle in a continuous time framework with continuous
time monitoring, as it leads to a filtering problem, leaving on an infinite dimensional space.
However, optimal trading under market impact can very naturally be considered in the
impulse form, as robots send orders in a discrete time manner. In a sense, we are back
to a discrete time problem which dimension can be finite (depending on the nature of the
uncertainty), although interventions on the system may occur at any time.

In this paper, we thus consider a general impulse control problem with an unknown
parameter, under which an initial prior law is set. Given this prior, we aim at maximizing a
certain gain functional. We show that the corresponding value function can be characterized
as the unique viscosity solution (in a suitable class) of a quasi-variational parabolic equation,
for which a convergent numerical scheme is constructed. To better fit with market practices,
we allow for (possibly) not observing immediately the effect of an impulse. This applies for
instance to trading robots that are launched for a certain time period and whose impact will
be observed only at the end of this period, or to dark pools in which nothing is observed but
the execution time.

The study of such non-classical impulse control problems seems to be new in the literature.
From the mathematical point of view, the main difficulty consists in establishing a dynamic
programming principle. The principal reason lies in the choice of the filtration. Because of the
uncertainty on the parameter driving the dynamics, the only natural filtration to which the
control policy should be adapted is the one generated by the controlled process himself. This
implies in particular that the set of admissible controls depends heavily (and in a very non
trivial way) on the initial state of the system at the starting time of the strategy. Hence, no
a priori regularity nor good measurability properties can be expected to construct explicitly
measurable almost optimal controls, see e.g. [22], or to apply a measurable selection theorem,
see e.g. [17]. We therefore proceed differently. The (usually considered as) easy part of the
dynamic programming can actually be proved, as it only requires a conditioning argument.
It leads as usual to a sub-solution characterization. We surround the difficulty in proving the
second (difficult) part by considering a discrete time version of our initial continuous time
control problem. When the time step goes to 0, it provides a super-solution of the targeted
dynamic programming equation. Using comparison and the natural ordering on the value
functions associated to the continuous and the discrete time model, we show that the two
coincide at the limit.

We consider two examples of applications. In the first one, aggressive orders are send
in a model with immediate and resilient impact. The unknown are the parameters of the
impact and liquidity costs functions. In the second one, we only consider limit orders. The
unknown is the distribution of the time to be executed. In both situations, the problems
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can be solved numerically without much difficulties and we provide numerical illustrations
showing the dependence of the optimal strategies on the current priors.

The rest of the chapter is organized as follows. The model is described in Section 2.2. In
Section 2.3, we provide the PDE characterization of the value function. Proofs are collected
in Section 2.4 (viscosity solution properties) and in Section 2.5 (comparison). An example
of numerical scheme is provided in Section 2.6. Section 2.7 is dedicated to two examples of
application.

2.2 The impulse problem with parameters adjustment

All over this paper, C([0,T],R%) is the space of continuous functions from [0,7] into R?
which start at 0 at the origin. Recall that it is a Polish space for the sup-norm topology.
We denote by W(w) = w the canonical process and let P be the Wiener measure. We also
consider a Polish space (U, B(U)) that will support an unknown parameter v. We denote by
M a locally compact subset ! of the set of Borel probability measures on U endowed with the
topology of weak convergence. In particular, it is Polish. A prior on the unknown parameter
v will be an element m € M. To allow for additional randomness in the measurement of the
effects of actions on the system, we consider another Polish space E on which is defined a
family (¢;);>0 of i.i.d. random variables with common measure P. on E. On the product space
Q= C([0,T],RY) x U x EN, we consider the family of measures {PP x m x PN : m € M}
and denote by P, an element of this family whenever m € M is fixed. The operator E,, is
the expectation associated to P,,. Note that W, v and (¢;);>o are independent under each
P,.. For m € M given, we let F"" = (F;");>0 denote the P,,,-augmentation of the filtration
F = (Fi)i>0 defined by F; = o((Ws)s<t, v, (€:)i>0) for t > 0. Hereafter, all the random
variables are considered with respect to the probability space (2, F*) with m € M given by
the context, and where T is a fixed time horizon.

2.2.1 The controlled system

Let A C [0,T] x R? be a (non-empty) compact set. Given N € N and m € M, we denote by
D™ the collection of sequences of random variables ¢ = (7;, a;);>1 on (2, F7*) with values in
R x A such that (7;);>1 is a non-decreasing sequence of F"-stopping times satisfying 7; > T’
P,, —a.s. for j > N. We set
oM = U oL
N>1

An element ¢ = (75, a;)1<i<n € ™ will be our impulse control and we write «; in the form
a; = (4;, 3;) with ¢, € [0,T] and 3; € R?P,, — a.s.

More precisely, the 7;’s will be the times at which an impulse is made on the system (e.g. a
trading robot is launched), f; will model the nature of the order send at time 7; (e.g. the

1. In many situations, the family of probability measures of interest will in fact be parameterized or be
the set of measures on a compact metrizable space, see Remark 2.2.1 below.
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parameters used for the trading robot), and ¢; will stand for the maximal time length during
which no new intervention on the system can be made (e.g. the time prescribed to the robot
to send orders on the market). Later on we shall impose more precise non-anticipativity
conditions.

From now on, we shall always use the notation (77, a);>; with af = (£, 3) to refer to a
control ¢ € .

We allow for not observing nor being able to act on the system before a random time "ﬁf
defined by
19'? = YD(T;Z)’ Xf_qbia a;‘ba v, ei)a
where X? is the controlled state process that will be described below, and
w:Ry xRYx AxUxE—[0,7] is measurable, such that w(t,-) >t for all t > 0(2.2.1)

In the case where the actions consist in launching a trading robot at T;) during a certain time
(¢, we can naturally take 97 = 77 + ¢2. If the action consists in placing a limit order during
a maximal duration ﬁf , 19? is the time at which the limit order is executed if it is less than
Tf + E?, and Tf + E? otherwise.

We say that ¢ € &> belongs to ¢ if 19? < T;ﬁ_l and Tf) < Tiﬁl P,,-a.s. for all « > 1, and
define
N = (Ui [r?,90)] " (2.2.2)

We are now in a position to describe our controlled state process. Given some initial data
z:= (t,x) € Z :=[0,T] x R% and ¢ € ®™, we let X*¢ be the unique strong solution on
[t,2T] of

X =zt </ Lo () (s, X,) ds + / 1N¢(s)a(s,Xs)dW5)
t t
+ Z 1{t§ﬁ¢§.}[F(Tz‘¢a X,o_, 04?7 v,6) — X o] (2.2.3)

i>1
In the above, the function

(0, F) : Ry xR x A x U x E— R x M? x R? is measurable.
The map (i, o) is continuous, and Lipschitz with linear growth (2.2.4)
in its second argument, uniformly in the first one,

with M¢ defined as the set of d x d matrices. This dynamics means the following. When
no action is currently made on the system, i.e. on the intervals in N'®, the system evolves
according to a stochastic differential equation driven by the Brownian motion W :

dX, = p (s, X,)ds+ o (s, X,)dW, on N?.

When an impulse is made at Tf, we freeze the dynamics up to the end of the action at time 19?.
This amounts to saying that we do not observe the current evolution up to 19?. At the end of
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the action, the state process takes a new value X = F(Tf, X o, af, v, €;). The fact that F'
depends on the unknown parameter v and the additional noise Iei models the fact the correct
model is not known with certainty, and that the exact value of the unknown parameter v
can (possibly) not be measured precisely just by observing (97 — 77, X g0 — X o).

In order to simplify the notations, we shall now write :
77% = (-, X*%) and Z7°:= (-, X*°) (2.2.5)

in which X*° denotes the solution of (2.2.3) for ¢ such that Tfs > T and satisfying X;° = x.
This corresponds to the stochastic differential equation (2.2.3) in the absence of impulse.
Note in particular that

Z;’;’ = z’(Z:;f_,af,v, e1) on {rf >1t}, with 7 :=(w,F). (2.2.6)
From now on, we denote by F>™¢ = (F2™®),. o the P,-augmentation of the filtration
generated by (X*¢, 3,5, Lo o) O [t,2T]. We say that ¢ € ®™ belongs to ®*™ if (77);>1

is a sequence of F*™®_stopping times and ozf) is Fj&m’(b—measurable, for each © > 1. Hereafter

an admissible control will be an element of ®*™.

2.2.2 Bayesian updates

Obviously, the prior m will evolve with time, as the value of the unknown parameter is
partially revealed through the observation of the impacts of the actions on the system :
at time ¢, one has observed {z’(ij_,Oz?,v,ei) i > 1,97 < t}. It should therefore be
considered as a state variable, in afny case, as its dynamics will naturally appear in any
dynamic programming principle related to the optimal control of X*?, see Proposition 2.4.2
below. Moreover, its evolution can be of interest in itself. One can for instance be interested
by the precision of our (updated) prior at the end of the control period, as it can serve as a
new prior for another control problem.

In this section, we describe how it is updated with time, according to the usual Bayesian proce-
dure. Given z = (t,x) € Z,u € Uand a € A, we assume that the law under P, of 7'[z, a, u, €],
recall (2.2.6), is given by q(+|z, a,u)dQ(+|z, a), in which q(:|-) is a Borel measurable map and
Q(+|z,a) is a dominating measure on Z for each (z,a) € Z x A. For z = (t,z) € Z, m € M
and ¢ € ®>™, let M*™? be the process defined by

Mz"™9(C) 1= Py[v € C|F2™], C € B(U), s > t. (2.27)

As no new information is revealed in between the end of an action and the start of the next
one, the prior should remain constant on these time intervals :

Mz,m,¢ _ M;%bm@ on [194”7—53_1) , 1> O, (228)
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with the conventions 95 = 0 and M{"™? = m. But, M*™¢ should jump from each Tf to each
19? , © > 1, according to the Bayes rule :

ME™? = MM 250, 250 af), i > 1, (2.2.9)

in which

Jea(Z)] 2o, o, w)dme(u)
- Jo a(2h| 20, @0, w)dmey(u)’

for almost all (z,, 2., 4y, m,) € Z? x A x M and C € B(U).

M(me; 25, 20, a0)[C]

(2.2.10)

Note that we did not specify M*™¢ on each [T;z), 19?) since the controller must wait until 97
before being able to make another action. A partial information on v through 9% is known
as a right-censored observation of ¥¢ is revealed through the interval [77,9?).

In order to ensure that AM*™¢ remains in M whenever m € M, we need the following
standing assumption :

Assumption 2.2.1 (Standing Assumption).
M(M;-) C M.

Remark 2.2.1. The above assumption means that we have to define a locally compact space
M such the initial prior belongs to M, and that is stable under the operator M. It is important
for the use of viscosity solutions. This is clearly a limitation of our approach, from a theoretical
point of view. An alternative would be to lift M to the space of square integrable random
variables, and then use the methodologies developed in the context of mean-field games (see
e.g. [25, Section 6]). We prevent from doing this for sake of clarity. On the other hand, our
assumptions are satisfied in many practical applications where M is either a set of measures
defined on a metrizable compact space, see e.q. [17, Proposition 7.22 p130], or a parameterized
family (which needs to be the case eventually if a numerical resolution is performed). If it
is a parameterized family, it suffices to find an homeomorphism f from an open set of RF,
k> 1, to M to ensure that M 1is locally compact. On the other hand, the stability of M with
respect to M can be ensured by using conjugate families, as explained in e.g. [16, Chapter
5.2]. The simplest example being the convex hull of a family of Dirac masses. See Section 2.7
for examples of applications.

We formalize the dynamics of M*™¢ in the next proposition.

Proposition 2.2.1. For all z = (t,z) € Z, m € M and ¢ € ®>™, the process M>™? is M
valued and follows the dynamics (2.2.8)-(2.2.9) on [t, 2T7].

Proof. Let C' be a Borel set of U and ¢ be a Borel bounded function on the Skorohod
space DU of cadlag functions with values in R4, Set &% := 37,5, 1 , and set 6.X L=

Zvd) _ Z:d)
VP o

[19?,00
One can find a Borel measurable map ¢ on D?4*! such that

z, _ A YHP i ¢
SO(X.A?: ff\s)l{ﬂ‘f§3<7—f+l} = ‘P(X,M;_w 0X s, §_Mf)1{19fgs<7f+1}‘

18



Then, the independence of v with respect to o(W,, 46 — Wﬂqh) given ]-" 7 and the fact that

T{il is measurable with respect to the sigma-algebra generated by J(W —Wye) and .7-' 2

vo?
imply that, for s > 0,

IE'm 1{1}60}90()(2/(?7 5%\5)1{19?§5<T;Z_1} = ]Em l{UGC}SO(X ,,9¢7 0X /\575/\19¢) {19?<s<7’f+1}:|

— Em Mg;}m,(ﬁ [C]()O(Xz’f;q” 5XZ/\S) 6 /\19¢) {19?<5<Ti¢+1}:|

= B, M IChe (X5, €01

{19?§5<7—f+1}:| :
This shows that Mj’m’¢[C]1{ﬁ¢<s<T¢ = Mzmd)[C] {ﬁ¢<s<7¢ y P — aus.

It remains to compute M”’w Note that (2 2.3) implies that (XZ f¢ ) = (X;f : 51‘;5 ).

Let ¢ be as above, and let ¢ be a Borel measurable map on DI % R, x R such that
( /\19‘15’5/\19‘15) (XZ/1¢¢> 75/\ ¢> 7 X;f) = @(Xz/id)dﬁ ,fdj\T¢_,Z/[Ti¢,X:;,¢_,@?,U,Ei]).

Then, since ¢; is independent of F%™? and has the same law as ¢,
T

[I{UEC}@ /\19057 5 /\19d>>:|
— B [Loco) (X0, €0 o A1 X 0 v,61])
:]Em /]—{UGC}QO( /\ ¢ 76/\ ¢ ) 2 )q(z']Z:;b_,af,v)dQ(z'lfo_,a?))}

B | [ @30 €07 ( a2 af.u)dd 4 w) ) dQ(|25 o))

Let us now introduce the notation 9 [C](2') := W(M:;ff’gb; 2, ij)_, a?). Then,

Em |:1{U€C}QO(X /\194’75/\19¢):|
=B | [ PX0 € AMICI (|25 of 0)dQ 124 af)]
= Em {90( ﬁqﬂg/\ﬁ(#) [C]<ZZ d))} :
This concludes the proof. O

Remark 2.2.2. For later use, note that the above provides the joint conditional distribution
of (72 e ,MZ m’¢) given F2™°. Namely, for Borel sets B € B([t, T|xR?) and D € B(M), a

szmple applzcatzon of Fubini’s Lemma implies that

P[(Zﬁf,Mzmd’) € B x D|]—"fi;ff’¢] = k(B x D|Zjlfi, Mji;fj‘ﬁ,af) (2.2.11)
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in which
k(B x D|z,, M4, a,) ::/ / 1p(M(me; 2', 20, a0) )A(2' |20, Ao, w)dQ(2' |2, a)dm,(u), (2.2.12)
uJ/B

for (zo,mg,a,) € Z x M x A.

2.2.3 Gain function

Given z = (t,x) € Z and m € M, the aim of the controller is to maximize the expected value
of the gain functional

¢ € P = GF(¢) = g(Z;;’[‘f;}, Méﬁ’ﬂ v, €),

in which T[¢] is the end of the last action after 7" :
T[¢] :==sup{d? :i>1, 77 <T}VT.

As suggested earlier, the gain may not only depend on the value of the original time-space
state process Z%’[‘Z] but also on M;’[gl]’qﬁ, to model the fact that we are also interested by the
precision of the estimation made on v at the final time. One also allows for terminating the
last action after T'. However, since g can depend on T[¢] through Z?[‘Z], one can penalize the
actions that actually terminates strictly after 7.

Hereafter, the function ¢ is assumed to be measurable and bounded? on Z x M x U x E.

Given ¢ € ®*™ the expected gain is

J(z,m; ¢) = B [GZ™ ()],

and

v(z,m) == d)sgp J(z,m; ¢) 1<y + L=y En [9(2, m, v, €)] (2.2.13)
cdzm

is the corresponding value function. Note that v depends on m through the set of admissible
controls ®*™ and the expectation operator E,,, even if g does not depend on é’[gﬁ"ﬁ.
Remark 2.2.3. Note that a running gain term could be added without any difficulty. One
usually reduces to a Mayer formulation by adding a component to the space process and by
modifying the terminal reward accordingly. Here, if this running gain only covers the period
[0,T], it should be added explicitly because of the modified time horizon T[¢] at which the
terminal gain is computed.

2. Boundedness is just for sake of simplicity. Much more general frameworks could easily be considered.
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2.3 Value function characterization

The aim of this section is to provide a characterization of the value function v. As usual, it
should be related to a dynamic programming principle. In our setting, it corresponds to :
Given z = (t,z) € Z and m € M, then

v(z,m) = sup B, [v(Z57, MZ™)), (2.3.1)

for all collection (0?,¢ € ®*™) of F*™?-stopping times with values in [t,2T] such that
6 € N2 N [t, T[¢]] P, — a.s., recall the definition of N? in (2.2.2).

Let us comment this. First, one should restrict to stopping times such that 8¢ € N?. The
reason is that no new impulse can be made outside of N'®, each interval [77, 19?) is a latency

period. Second, the terminal gain is evaluated at T[¢], Wthh in general is different from 7.
Hence, the fact that 0% is only bounded by T[¢].

A partial version of (2.3.1) will be proved in Proposition 2.4.2 below and will be used to
provide a sub-solution property. As already mentioned in the introduction, we are not able to
prove a full version (2.3.1). The reason is that the value function v depends on z = (t,z) € Z
and m € M through the set of admissible controls ®*™, and more precisely through the
choice of the filtration F#™? which even depends on ¢ itself. This makes this dependence
highly singular and we are neither in position to play with any a-priori smoothness, see
e.g. [22], nor to apply a measurable selection theorem, see e.g. [17].

We continue our discussion, assuming that (2.3.1) holds and that v is sufficiently smooth.
Then, it should in particular satisfy v(z,m) > E,,[v(Z;5,, m)] whenever z = (t,z) € [0,T) X
R?and 0 < h < T —t (Z*° is defined after (2.2.5)). This corresponds to the sub-optimality
of the control consisting in making no impulse on [¢,t + h]. Applying [t6’s lemma, dividing
by h and letting h go to 0, we obtain —Lv(z,m) > 0 in which £ is the Dynkin operator
associated to X*°,

1
Lo := 0+ (1, Do) + §Tr[aaTD2<p].
On the other hand, it follows from (2.3.1) and Remark 2.2.2 that

V<Z7 m) > sup ]Em[V(Z/[Z, a,v, 61]7 m(ma Z/[Zv a, v, 61]7 Zs a))] = ICV(Za m)
acA

where Ky :=supK% with K%p:= /gp(z’,m’)dk(z’,m'|-,a) for a € A. (2.3.2)
acA

As for the time-T" boundary condition, the same reasoning as above implies v(7,-) > Krg
and v(T,-) > Kv(T, ), in which

Krg(-, / / ,m,u, e)dP(e)dm(u). (2.3.3)
By optimality, v should therefore solve the quasi-variational equations
min {—Ly, ¢ —Kg} =0 on [0,T) x R x M (2.3.4)

min {¢ — Krg,o — Ko} =0 on {T} x R* x M,

in the sense of the following definition (given for sake of clarity).

21



Definition 2.3.1. We say that a lower-semicontinuous function U on R_ x R? x M is
a wiscosity super-solution of (2.3.4)-(2.3.5) if for any z, = (to,x,) € Z, m, € M, and
0 € CH20([0,T] x R? x M) such that ming,m(U — @) = (U — ©)(20,ms) = 0 we have

[min {—Ly¢, ¢ = KU} 1y,cry + min{p — Krg, o — KU} 1{tO:T}] (z0,ms) > 0.

We say that a upper-semicontinuous function U on Ry x R% x M is a viscosity sub-solution
of (2.3.4)-(2.3.5) if for any 2, = (to,2,) € Z, m, € M and ¢ € CH?°([0,T] x R? x M) such
that maxz.m(U — @) = (U — ¢) (20, mo) = 0 we have

[min {—Lyp, p—KU} 1, <7} + min {o — Krg,o — KU} 1{tO:T}] (20, ms) < 0.

We say that a continuous function U on Ry x R? x M is a viscosity solution of (2.3.4)-(2.3.5)
if it is a super- and a sub-solution.

To ensure that the above operator is continuous, we assume from now on that, on R xR%x M,

Krg is continuous, and Ky is upper- (resp. lower-) semicontinuous,

for all upper- (resp. lower-) semicontinuous bounded function . (2.3.6)

A sufficient condition for (2.3.6) to hold is that k defined in (2.2.12) is a continuous stochastic
kernel, see [17, Proposition 7.31 and 7.32 page 148].
Finally, we assume that comparison holds for (2.3.4)-(2.3.5).

Assumption 2.3.1. Let U (resp. V') be a upper- (resp. lower-) semicontinuous bounded
viscosity sub- (resp. super-) solution of (2.3.4)-(2.3.5). Assume further that U <V on (T, 00) x
R? x M. Then, U <V on Z x M.

See Proposition 2.5.1 below for a sufficient condition. We are now in position to state the
main result of this paper. The proof is provided in the next section.

Theorem 2.3.1. Let Assumption 2.3.1 (or the conditions of Proposition 2.5.1 below) hold.
Then, v is continuous on Z x M and is the unique bounded viscosity solution of (2.3.4)-(2.3.5).

Remark 2.3.1. We do not discuss here the issue of existence of an optimal control, we refer
to subsection 2.6.2 for the construction of approximately optimal controls. Note also that the
construction of Section 2.4.2 below produces an almost optimal control as the arguments of
Section 2.4.4 show that the sequence of value functions (vy,)n>1 actually converges to v.

2.4 Viscosity solution properties

This part is dedicated to the proof of the viscosity solution characterization of Theorem
2.3.1. We start with the sub-solution property, which is the more classical part. As for the
super-solution property, we shall later on introduce a discrete time version of the model that
will provide a natural lower bound. We will then show that the sequence of corresponding
value functions converges to a super-solution of our quasi-variational equation as the time
step goes to 0. By comparison, we will finally identify this (limit) lower bound to the original
value function, thus showing that the later is also a super-solution.
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2.4.1 Sub-solution property

We start with the sub-solution property and show that it is satisfied by the upper-semicontinuous
envelope of v defined in (2.2.13) :

vi(z,m) = limsup v(z/,m) , (z,m) € R, x R* x M.
(z!,m")—(z,m)

Proposition 2.4.1. v* is a viscosity subsolution of (2.3.4)-(2.3.5).

The proof is rather standard. As usual, it is based on the partial dynamic programming
principle contained in Proposition 2.4.2 below, that can be established by adapting standard
lines of arguments, see e.g. [22]. For this part, the dependency of the filtration on the initial
data is not problematic as it only requires a conditioning argument. Before to state it, let us
make an observation.

Remark 2.4.1. Note that, given z = (t,x) € Z, the process X*° defined in (2.2.5) is
predictable with respect to the P-augmentation of the raw filtration FXW generated by (W.; —
W,). By [34, Lemma 7, Appendiz I], it is indistinguishable from a TtV -predictable process.
Using this identification, X7°(w) = XZ°(w"*) for s > t, with W"* := wpy.as — wy. Similarly,

0 and of can be identified to Borel measurable maps on C([0, T];R?) that depends only on

Wb @) o that (Z;f, M;;bm"ﬁ) can be seen as a Borel map on C([0,T];R?) x U x E, while
1 1
(250, MZ™®) can be seen as a Borel map on C([0,T];R?) that only depends on whT @),
T — T —

recall (2.2.6), (2.2.8) and (2.2.9). Iterating this argument, we also obtain that (Z%’[f;], M;’[Z]’d))

is equal, up to P,,-null sets, to a Borel map on C([0,T];R?) x U x EN, for some N > 1 that
depends on ¢.

We use the notations introduced in (2.2.5), (2.3.2) and (2.3.3) in the following.

Proposition 2.4.2. Fiz (z,m) € Z x M, and let 0 be the first exit time of Z*° from a Borel
set B C Z containing (z,m). Then,

2,0 a? 2,0
v(z,m) < (psg?m Emlf(Z57,m)1y 0y + K lf(ZTme)]l{ezrf}] (2.4.1)
€ Z’t

in which z .= (t,z), ®3" == {¢p € &> : >t} and

f& ") = v (", m" ) Lppery + Krg(z', m') 1>y (2.4.2)
for 2 = (t',2') € A and m’ € M.
Proof. Let N > 1 be such that 77 > T for i > N. By right continuity of (Z*?, M*"%) and

upper-semicontinuity of f and K f on [0, T) x R x M, see (2.3.6), it suffices to prove the result
for the projections on the right of 6 and 7'1¢ on a deterministic time grid. Then, it is enough to
consider the case where (8, 77) = (s, s') € [t, T]?, by arguing as below and conditioning by the

values taken by (6, Tf) ) on the grid. In the following, we use regular conditional expectation
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operators. We shall make use of Remark 2.4.1. In particular, we write ¢(w,u, (€;)i<n) to
denote the Borel map (w, u, (¢;)i<n) € C([0,T}; RY) x U x EN = {(77, aX) (W', u, () ;<i-1),
i < N} associated to ¢. If s < ¢, we have P,,-a.s.

Em[GZ7m(¢)|FsZ7m7¢] (wv u, (ei)izl) = Em[GZ?O(Wtys)’m(QSwtvs)]

_ Em[]CTg<X?§’ (wt,‘s)ﬂ)wt,s’Mij? (wi,s)’m,qﬁwt’s )]

in which Kr is defined in (2.3.3) and

Guts 1 (W u, (6)icn) € C([s, T);RY) x U x EN s (wh + W\, — wl, u, (€)i<n)
is an element of ®%" " )meuts Tt follows that B [GZ™(0) | F2™ ey < f(Z2°,m) 1 e
P,, — a.s. Similarly, if s > s, we have P,,-a.s.

Z,m wts v.er,af (Wt
En[G*" ()| FIT ) (w, u, (er)ien) = En[GEW 0 i@ (g, 1))

with

/ /

§(wt’8l, v, €1, o/f(wt’sl)) — (.7 M(m; -, Z22° (wt’sl), off(wt’s ))) AV (wt’sl), off(wt’s ), v, €1),

recall the notations in (2.2.6) and (2.2.10). Hence, P,,-a.s.,

!

¢( t,s

E,..[G*™ ()| FZ™ ) (w, u, (e1)i<n) < Enm[f(E(Wh, v, 61, af(wWh)))] = K

w

F(Z32 (W), m),
in which a € A — K¢ is defined in (2.3.2). O

Proof of Proposition 2.4.1 As already mentioned, the proof is standard, we provide it for
completeness. Let ¢ be a (bounded) C*?? function and fix (z,,m,) € Z x M such that

0=(v"—¢)(20,m0) = glxal\a[{(v* — ). (2.4.3)

We use the notation z, = (t,,z,) € [0,T] x R%

Step 1. We first assume that t, < T'. Let us suppose that min {—Ly , ¢ — Kv*} (25, m0) > 0,
and work towards a contradiction to Proposition 2.4.2. Let dy; be a metric compatible with
the weak topology and let || - ||z be the Euclidean norm on Z. We define

p(2,m') = (2, m) + |2/ = 2ollz + dn(m', mo).

If the above holds, then min{—L¢g , » — Kv*} (25, m,) > 0. By our continuity assumption
(2.3.6), we can find ¢, > 0, such that

min{—-Lp, ¢ —Kv*} >n on B, (2.4.4)
in which
B, :={(¢,m)€ZxM: |2 — 2|3+ dm(m',m,) <1} C[0,T) x R x M.
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Note that, after possibly changing n > 0, we can assume that
(v —p) < —non (B)". (2.4.5)
In the following, we let (z,m) € B, be such that
v(z,m) — @(z,m)| < n/2, (2.4.6)

recall (2.4.3). As above, we write z = (t,z) € [0, T] xR% Fix ¢ € ®*™. We write (7i, o, ¥;)i>1,
Z and M for (77, al,09)1, Z>® and M*™9. Let 0 be the first time when (Z, M) exits B,.

Without loss of generality, one can assume that 7, > ¢. Define x := 019} + 1io>7301. In
view of (2.4.4), (2.4.5) and (2.4.6),

Em[V*<Zx’ Mx)] = ]Em[V*(Zﬂu Mﬁl)l{x;ﬁ} +v*(Zo, M9)1{X=9}]

S En KV (Zr -, My ) pyz0y + V7 (Zg, Mp) 1=y
< Enl@(Zonr—s Mopr,—)] — 1

< @(z,m)—n

<v(z,m)—n/2.

Since xy < T, this contradicts Proposition 2.4.2 by arbitrariness of ¢.
Step 2. We now consider the case t, = T. We assume that min {¢ — Kv* | ¢ — Krg} (20, m0) >
0, and work toward a contradiction. Let us define

ot 2, m') = gt a',m) + O(T — 1) + ||(t',2") — 2oz + dm(m', mo)

and note that, for C' large enough, min{—Lyp , p — Kv* |, ¢ — Krg} (20,mo) > 0. Then, as
in Step 1, we can find ¢, > 0, such that

min{—Ly, ¢ —Kv*, ¢ — Krg} >n on B,
in which
B, :={(t,2',m') € (T —,T] x M : ||z’ — 2o||ga + dp(m’,mo) < 1}
After possibly changing n > 0, one can assume that
(V" = @) < —non (B,)".

Let (t,x,m) € B, be such that

v(t,z,m) — @(t, z,m)| < n/2.
One can assume that t < T'. Otherwise, this would mean that

Vvi(20,mo) = limsup  v(T,2',m')=  limsup Kp(T,2',m") = Krg(z,,mo),
(T’ )= (20,m0) (T\x' ;m!) = (20,m0)
recall (2.3.6), and there is nothing to prove. Given ¢ € ®*™ with z := (¢, x), let (7,71, 2 =
(+,X), M) be defined as in Step 1 with respect to ¢ and (z,m), and consider x := 01y} +
1(p>-301, where 6 is the first exit time of (X, M) from {(2/,m/) € R* x M : |2/ — 2o ||ga +
dm(m’,ms) < ¢}. As in Step 1, the above implies that E,,,[v*(Z,, M, )] < v(z,m)—n/2, which
contradicts Proposition 2.4.2 by arbitrariness of ¢. O]
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2.4.2 Discrete time approximation and dynamic programming

In this part, we prepare for the proof of the super-solution property. As already mentioned
above, we could not provide the opposite inequality in (2.4.1), with v* replaced by the lower-
semicontinuous envelope of v, because of the non-trivial dependence of F*™® with respect to
the initial data. Instead, we use the natural idea of approximating our continuous time control
problem by a sequence of discrete time counterparts defined on a sequence of time grids. In
discrete time, the dynamic programming principle can be proved along the lines of [17] for
the corresponding value functions (v,),>1. Passing to the limit as the time mesh vanishes
provides a super-solution v, of (2.3.4)-(2.3.5). As v* is a sub-solution of the same equation,
Assumption 2.3.1 will imply that v, > v*, while the opposite will hold by construction. Then,
we will conclude that v is a actually a super-solution, and is even continuous. This approach
is similar to the one used in [38] in the context of differential games.

We first construct the sequence of discrete time optimal control problems. For n > 1, let
T, = {t},j < 2"} with ¢} := jT/2", and let ®7™ be the set of controls ¢ = (77, af)i>1 in
®>" such that (77);1 takes values in m, U{t} U[T, o0), if z = (¢, z). The corresponding value
function is

vp(z,m) = sup J(z,m,¢), (z,m) € Z x M.
ey ™

We extend v,, by setting
vy = Kpg, on (T,00) x M, (2.4.7)
Remark 2.4.2. Note that v, < v < v* by construction.

We first prove that v,, satisfies a dynamic programming principle. This requires additional
notations. We first define the next time on the grid at which a new action can be made, given
that a is plaid :

s™t,x] == min{s € m, U [T, 0) : s > w(t,x,a,v,€;) and s > t}.

Let 0 denote a cemetery point that does not belong to A. Given a € AU{J}, we make a slight
abuse of notation by denoting by (Z®*)e M (#:#)ma) the process defined as (Z"#):¢, M (t:2)m.e)
for ¢ such that

(T{z}7 Oé(lls) = (t7 a)l{@éa} + (T + 17 a*>1{a:8}

in which a, € A and 7 > T +1 for i > 1. Then, we set

J(T,;a) = KrK*q, vo(T,) ;== sup J(T,a) on RYx M x (A U{d}),
acAU{0}

with the convention that K2 is the identity, and define by backward induction on the intervals
[t;l>T)7j:n_17 707
J(z,m;a) == En[Va(Z5 s Maay)] s Vai= sup J(:;a),

ac€AU{0}

together with the extension

Vn = Krg on (T,00) x R? x M.
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Lemma 2.4.1. Fizt > 0. Then, there exists a universally measurable map (z,m) € ZXM
a"'[z,m| € AU{0} such that J(-;a™"[-]) > Vv, —t on Z x M. Moreover, the map v, is upper
semi-analytic.

Proof. Since Krg is assumed to be upper semi-analytic (indeed continuous), it follows from
[17, Proposition 7.48 page 180] that J is upper semi-analytic on [t?_;, T] x R?x M x (AU{d}).

Then, the required result holds on [t _,,T] x R x M by [17, Proposition 7.50 page 184]. It
is then extended to [0, 7] x R? x M by a backward induction. O

Proposition 2.4.3. v,, = v,, on Z x M. Moreover, given a random variable (¢, i) with values
in Z x M and v > 0, there exists a measurable map (z,m) — ¢'[z,m] such that

J(C?H’a ¢L[Cnu]) Z Vn(ca M) — L ]P)m — a.S.

Proof. The proof proceeds by induction. Our claim follows from definitions on [t?, T] x R x
M. Assume that it holds on [t7,,,T] x R? x M for some j < n — 1. For the following, we fix
z=(t,x) € Z with t € [t},17,,) and m € M.

Step 1 : In this step, we first construct a suitable candidate to be an almost-optimal control.
Fix ey,...,e, >0, g0 := 0, and set (i) := (g9, €1,-..,&;). Let (a™"),50 be as in Lemma 2.4.1,
and consider its extension defined by a™ = a, on (T,00) x R? x M. Define r© .=t and

¢1'") € o by

e(1)

e(1)
(P alt ) = (50 @ O e m) Loy 4+ sy (T +4,a0) , 0> 1.
where
ae [ri(o) x,m| = a™ [Ti(o) x,m]
We then set

(1)

1) to2TIn (ri(o), 00).

ry ) = minm, N [ﬁf

2, i(l)

By Lemma 2.4.1 and [17, Lemma 7.27 page 173] applied to the pull-back measure of (er(” ,
(1) 2
Mz,m,qSl

74;(1)

A U {9} such that

), we can find a Borel measurable map (¢,2/,m’) € Z x M — ay=*[t',a’,m'] €

ne » ;‘(1) 2m §(1> ne . ¢>§(1> 2m d)i(l)
~ 3 2 b b b P A~ 3 2 b 9 9
a [Z 5(1> ,M 5(1> ] =a [Z 5(1) ,M 5(1> ] ]P)m — a.s.
T2 T2 T2 T2
e(2)
We define ¢5~ by
(2) e(2) e(1) e(1) e(1) e(1)
¢; 2 _ (o 6(1) ~neafrdy 21,0y ?1 #1
(Ti 5 OZ,L' ) = (Tz 5 a [Z’ré(l) 5 MT;(1> ])1{’i=2,T;(1>§T} + Ti 5 Oél' {i;éZ}U{T‘§<1)>T}’
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for + > 1. We then define recursively for k > 2

<(k)
r,i(f% =infm, N [19?“ 2T N (g S 0)
( ¢e(k+1) ¢)z(k+1) (k)

(k)
e T N R T VALV e ¥
Ti 7 - e(k) T'E(k) {i:k—‘rl 7"8<k) <T}

9 k+1>
* k+1 k41 k+1
(k) e(k)
1 Py,
+mh e {i#k+ 130l ) STy

for ¢ > 1, in which (¢,2/,m/) € Z x M — a ;{7 [t',2',m/] € AU{9} is a Borel measurable
map such that

e(k) e(k) e(k) e(k)
~1n.E 7¢ z m7¢ ANLE >¢ z,m ¢
a™ere [Z e M gy ] = a"trt [Z ey M (k) ] P,, — a.s.
k+1 Tk+1 Thr1 Thr1

We finally set
e A Zm
Q5 = (7’0 , O )121 c q)n’ .

K3 K3

Step 2 : We now prove that v,(z,m) > v,(z,m). By the above construction and Lemma
2.4.1,

_ = psM _

Vo(z,m) > J(z,m;aq" ) > Vu(z,m) — €.
Since vy, (tg, -) = Vp(ty, ) for k > j by our induction hypothesis, we obtain

Vn(z,m) 2 sup B [vi(Z 5?1), Mzgf?)a)] —e1 > vu(z,m) — ey,
acAU{d}

in which the last inequality follows from a simple conditioning argument as in the proof of
Proposition 2.4.2. By arbitrariness of e; > 0, this implies that v,(z,m) > v,(z,m).
Step 3 : It remains to prove that v,(z,m) < v,(z,m). Define

Yg(l 1) (ZZE((éE 1) MZE’(T,?) )7 Z 2 17

7

with YFY = (z,m), and observe that Y;" =1 and ]-'E(, ? only depend on (i — 1). Then,
for each i > 0,

i (i—1) ,e(4) e(i—1) ,e(4)
vV =(i-1) 1 v Yis b Y; NoR Z,m,¢°
Vn(}/; ) = hm Em[Vn(Z £(3) s M (i) )’F E(Z 1 ”
€40 Tit1 Tt
e(i—l) d)s(i) YE(Z 1) ¢5(1) .
=limE ( \Y Z s M ii g I‘Z 711 N
€40 m[ { 154:1)<T} ( ZE_(H) ) rfil) )| E( 1)]
yei=1) 4e(® e(i—1) ,e(i)
i ®; Y; b Z,m, ¢
+11vam[l{ et >>T}g(Z (i) M U 60)|]:5<1 n o P —as.
€0 Tit1 Tit1

on {r; = <1 }. Since g is bounded, so is v,. The above combined with the dominated
convergence theorem then implies

B . . 5 i— 1)7¢E<’L) 5(7, 1)7¢€( )
Vn(Z,m) — llm"'ill}})E Zl E()>T> 5(1 1)}9(2 Ms() U,GO)]

€140 z+1 Tit1

=1 ... h - AE <
lim - - - lim J(z,m7¢ ) < va(z,m),
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which concludes the proof that v,, = v,,.
Step 4. The second assertion of the proposition is obtained by observing that, given a ran-
dom variable (¢, i) with values in Z x M, one can choose a™*' Borel measurable such that

a™e¢, p] = a™* [, p] P, — a.s. O

We are now in position to conclude that v,, satisfies a dynamic programming principle.

Corollary 2.4.1. Fiz z = (t,z) € Z and m € M. Let (0%, ¢ € ®>™) be such that each 6%
is a F=™%_stopping time with values in [t,2T] N (7, U [T, 00)) such that 82 € N° N [t, T[¢]]
P,, —a.s. for ¢ € ®2™. Then,

Va(z,m) = sup B [vi(Z5°, My™?)).
Pedy™

Proof. The inequality < can be obtained trivially by a conditioning argument. Fix ¢ € &>™.
By Proposition 2.4.3, we can find a Borel measurable map (2/,m’) — ¢*[2, m’] such that

J(Z9¢ ’ Zm¢7 ¢L[ 9Zf)7 Zmd)]) > Vn( ;f)u géﬁm,d)) — L

Let us now simply write gb‘ for ¢*[Z;; ,M(’;,m ?]. Without loss of generality, one can assume
that 70 > ¢ and that 77 > 0%. Let [ == card{i > 1 : P < 9¢} Then, J(z,m;¢") >

E,.[v (Zg;>¢,Mzm’¢)] — ¢ in which (77 ¥ af) = 1 (70, 0) + 1isg (77,0 }), i > 1. Sending
t — 0 leads to the required result. O

2.4.3 Super-solution property as the time step vanishes

We now consider the limit n — oo. Let us set, for (z,m) € R, x R? x M,

Vo(z,m) = lim inf v (t', 2 m’).
(tl7x/ 7ml7n)%(z7m7m)

Remark 2.4.3. Note that (2.4.7) and (2.3.6) implies that v, = Krg on (T, 00) x R? x M.
Proposition 2.4.4. The function v, is a viscosity super-solution of (2.3.4)-(2.3.5).

Proof. Let ny — oo and (zx, mi) — (20, mo) be such that v, (2, mk) — Vo(20, Mo).

Step 1. We first show that VO(ZO, me) > Kvo(zo, ms). By Corollary 2.4.1 applied to v, with
a control ¢F defined by (7, af) = (tg, ar)Limy + Xjo1 (T + J, a) 1y, © > 1, with af, € A,
we obtain

Vo (28, M) > sup E[vy, ( j’/j;[z,pml)]dk(zl,m/Vkvmk?ak)] = ICE[VW(Z;E;C[_}, NN (zk, mg),
ap€

in which s’* [t x] = minm,, N [t,00). Let ¢i, be the lower-semicontinuous envelope of
inf{E[v,, (Z R ), k > ko}. Then, for k > ko, vy, (2, mi) > [ i, (2/,m))dk (2", m/ |zp, my, ax),

and, by (2.3.6), passing to the limit k& — oo leads to vo (2o, mo) > [ i, (2, m')dk(2', m/| 25, Mo, ao).
We shall prove in step 3 that limg, o @r, > V.. These maps are bounded, since g is. Domi-
nated convergence then implies that vo(z,,mo) > [ vo(2',m')dk(Z', m/|z, Mo, ao)-
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Step 2. Let ¢ be a (bounded) C12°([0, T] x R? x M) function and (z,,m,) € [0,T) x R x M
be a minimal point of v, — ¢ on Z x M. Without loss of generality, one can assume that
(Vo — @)(zo,mo) = 0. Let B and (zg, Mg, ng)n>1 be as in Lemma 2.4.2 below. We write
2k = (thy Tk), 20 = (to, 7o) € [0,T] x R%. On the other hand, by considering the control ¢*
defined by (7’ af) = (T +1i,a,), i > 1, we obtain from Corollary 2.4.1 that

Vi (20 1) 2 B[V, (25515, m)]

with hy € T27" (N U {0}) such that ¢, + hy < T if t, # T and t; + hy = T otherwise.
Let C' > 0 be a common bound for (v,),>; and ¢. Then we can choose (hy)g>1 such that

O 1= (‘p(zlmmk) — Vi (Zk>mk) —2C P[Zf:rhk §é B])/hk — 0.

This follows from standard estimates on the solution of sde’s with Lipschitz coefficients. Then,
ifto < T,

tk+hk
0 2 W Bnlp(Z3n,ms) = (o) + 6 = Bl [ (225, ma)ds] + i,

tr

k) = Enlg(Z777 mu, v, eo)] =

En[Krg(Z7°, my)] and passing to the limit leads to ¢(zo,mo) > Krg(zo, mso), recall (2.3.6).

Finally, (zo,mo) > K¢(z,ms) by Step 1. O
Step 3 : It remains to prove the claim used in Step 1. Let us set

sending k — oo leads to Lp(zo,mo) < 0. If to =T, vy, (25, m

Or, (2',m') := inf {E {Vnk (Zji,f [z’],m')ﬂ } ,

k>ko

so that ¢y, is the lower-semicontinuous envelope of ¢, . Note that ZSZ;L’,CO[Z,}
+

z as (¢, k) — (z,00). Hence, for all ¢ > 0, there exist open neighborhoods B.(z,m) and
Be(z,m) of (2,m), as well as k. € N such that P[(Zzn,f[ m') ¢ B.(z,m)] < e for k > k.

and (2',m’) € Bz(z,m). One can also choose k. and B (z, m) such that infgsy v, (2/,m') >
Vo(z,m') — e for all k > k. and (2',m') € Bs(2,m). Let C' > 0 be a bound for (|v,|),>1 and
Vo[, recall that g is bounded. Then, for k. large enough and (2, m’) € B (2, m),

converges a.s. to

Ok, (2,m') > vo(z,m) —e — 2C sup [P’[(Zzn,f[ m') & B.(z,m)] > vo(z,m) — (1 4 2C).
k> ko

Hence, since v, is lower-semicontinuous,

lim @ (z,m)= lim liminf @ (2',m') > vo(z,m).
ko—ro0 ko—00 (2/,m')—(z,m)

We conclude this section with the technical lemma that was used in the above proof.
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Lemma 2.4.2. Let (u,)n>1 be a sequence of lower semi-continuous maps on Z x M and
define uo := Hminf s, n)(..00) Un(2',m') on Z x M. Assume that u, is locally bounded. Let
@ be a continuous map and assume that (zo, mo) is a strict minimal point of uo — @ on Z x M.
Then, one can find a bounded open set B of [0,T] x R and a sequence (zp, My, Ny )n>1 C
B x M x N such that ny — oo, (2, mg) is a minimum point of u, — ¢ on B x M and
(21, Mgy Uny, (2, M) = (25 Moy Uo (20, M)

Proof. Since M is assumed to be locally compact, it suffices to repeat the arguments in the
proof of [12, p80, Proof of Lemma 6.1]. O

2.4.4 Conclusion of the proof of Theorem 2.3.1

We already know from Proposition 2.4.1 and Proposition 2.4.4 that v* and v, are respectively
a bounded viscosity sub- and super-solution of (2.3.4)-(2.3.5). By (2.2.13), Remark 2.4.3 and
(2.3.6), we also have v, > v* on (0,7) x R? x M. In view of Assumption 2.3.1 and Remark

2.4.2, v is continuous on Z x M and is the unique bounded viscosity solution of (2.3.4)-(2.3.5).
0

Remark 2.4.4. The above arguments actually show that (v,)n>1 converges to v.

2.5 A sufficient condition for the comparison

In this section, we provide a sufficient condition for Assumption 2.3.1 to hold.

Proposition 2.5.1. Assumption 2.3.1 holds whenever there exists a continuous function ¥
on [0,27] x R? x M satisfying

(i) (.,,m) € CH2([0,T) x RY), for all m € M.

(i) oV > LY on [0,T] x R? x M for some constant o > 0,

)

)

(iii) ¥ — KU > 4§ on [0,T] x R? x M for some § > 0,

(iv) U > Kr[g] on [T,00) x R x M with §(t,.) := e®g(t,.) and o is defined in (ii),
) v

(v) ¥~ is bounded.

The idea of the proof is the same as in [20, Proposition 4.12]. Note that their condition H2
(v) is not required here because we only consider bounded sub and super-solutions and we
take a different approach. To avoid it, we slighlty reinforce the hypothesis H2 (iii) and asked
for U~ to be bounded.

Proof. Step 1. As usual, we shall argue by contradiction. We assume that there exists
(20,m0) € Z x M such that (U — V)(z9, mg) > 0, in which U and V' are as in Assumption
2.3.1. Recall the definition of ¥, p and g in Proposition 2.5.1. We set @(t, x,m) := e U (¢, z,m)
and 0(t,z,m) = eV (t,x,m) for all (t,2,m) € Z x M. Then, there exists A € (0,1) such
that

(@ — ) (20, mo) > 0, (2.5.1)
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in which @ := (1 — \)@ + AVU. Note that @ and ¥ are sub and supersolution on Z x M of

min{op — Ly, — Kp} =0 (2.5.2)

associated to the boundary condition
min{¢ — K7g, 0 — Kp} =0. (2.5.3)

Step 2. Let dyg be a metric on M compatible with the topology of weak convergence. For
(t,z,y,m) € Z x X x M, we set

L.(t,z,y,m) := a(t,z,m) — *(t,y,m) — e (||31:H2 + [lyll* + dM(m)> (2.5.4)

with ¢ > 0 small enough such that I'.(¢y,zo,x0,m¢) > 0. Note that the supremum of
(t,z,m) — D[.(t,z,x,m) over Z x X x M is achieved by some (t.,z.,x.,m.). This fol-
lows from the the upper semi-continuity of I'. and the fact that 4, —0, —¥ are bounded from
above. Recall that M is locally compact. For (¢,z,y,m) € Z x X x M, we set

O"(t,x,y,m) :=L.(t,x,y,m) — nllz — y|>.
Again, there is (5, 25,95, mS) € Z x X x M such that supy, x. OF = O (5, 25, y5, ms). It
is standard to show that, after possibly considering a subsequence,
(t87 n7yn7mn) (tEﬁIéﬁx&mE) € Z X X X M on - yn||2
and OL(t:, x

— 0,
(2.5.5)
) 'n,7yn7 n) _> Fs(t€7x€7x€7m€) = FE(t€7x€7x€7m€)7

see e.g. [31, Lemma 3.1].
Step 3. We first assume that, up to a subsequence, (i — Ka)(t5, 25, ms) < 0, for n > 1. It

n’ n’

follows from the supersolution property of ¢ and Condition (iii) of Proposition 2.5.1 that

(tfwxnvm ) )\(tfwyfm ) < Ku(tfl,xn,m ) K@A(tzvyfwmfz) — Ad.

Passing to the limsup and using (2.5.5) and (2.3.6), we obtain (& — *)(f., Z.,1M.) + A6 <
K(i — ) (tz, 22, M. ). In particular, by (2.5.4), Te(fe, &, 2o, e ) + A0 < K (0 — M) (fe, By 1702).
Now let us observe that

sup (i — %) =lim  sup  T.(t,z,2,m) = limI.(t., 2., v.,m.) = hmF (e, Bey 2oy ),
ZxM €20 (1 2,m)eZxM €0

(2.5.6)

in which the last identity follows from (2.5.5). Combined with the above inequality, this shows
that supg, (i — ) + A6 < lim._o K(@ — 9*) (., 2., M.), which leads to a contradiction for
¢ small enough.

Step 4. We now show that there is a subsequence such that ¢, < 7" for all n > 1. If not, one
can assume that t5 = T and it follows from the boundary condition (2.5.3) and step 3 that
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w(T,z5,ms) < Krg(T, x5, ms) for all n > 1. Since, by (2.5.3) and Condition (iv) of Propo-

) n’ ) n’

sition 2.5.1, 0MT, 4, ms) > Krg(T,ys,ms), it follows that a(T, 25, ms) — 0MT,y5, ms) <

n n rn)

Krg(T, a5, m5)—Krd(T, y, mS). Hence, To(T, a5, y5, ms) < Krg(T, a5, ms)~Kog(T, v, ms,).

’»Yn rn)

Combining (2.3.6), (2.5.5) and (2.5.6) as above, we obtain sup(@ — o) < 0, a contradiction.

Step 5. In view of step 3 and 4, we may assume that t5 < T and (@ — Ka)(t5, x5, ms) > 0

for all n > 1. Using Ishii’s Lemma and following standard arguments, see Theorem 8.3 and
the discussion after Theorem 3.2 in [31], we deduce from the sub- and supersolution viscosity
property of @ and 9%, and the Lipschitz continuity assumptions on p and o, that

o ((ts, 5, m) — 0\ (t5, 5, m5)) < C (nllaf, — wil* + (L+ 25 ]” + wil?))
for some C' > 0, independent on n and e. In view of (2.5.4) and (2.5.5), we get
o (e, Be, ey i) < 20 (14 [|ic])?) - (2.5.7)
We shall prove in next step that the right-hand side of (2.5.7) goes to 0 as € — 0, up to a

subsequence. Combined with (2.5.6), this leads to a contradiction to (2.5.1).

Step 6. We conclude the proof by proving the claim used above. First note that we can always
construct a sequence (t., Z., M. ).~o such that

I.(t., &, %c,m.) — sup (@ — ) and e(||#:]|* + dm(me)) — 0 ase — 0.
ZxM

By (2.5.5), T.({., ., 7., m.) < To(le, &2, 22, m.). Hence, supg, n (@ — ) < supg, (@ — ) —
2lim inf, || Z.||% O

2.6 Numerical approximation

2.6.1 An example of numerical scheme

When the comparison result of Assumption 2.3.1 holds, one can easily derive a convergent
finite different scheme for (2.3.4)-(2.3.5).

We consider here a simple explicit scheme based on [23, 24]. We let hg be a time-discretization
step so that T'/hg is an integer, and set T" := {t?o = jho,j < T/ho}. The space R?
is discretized with a space step h; on a rectangle [—c, c|?, containing Ny, points on each
direction. The corresponding finite set is denoted by X",

The first order derivatives 9, and (dp/0x");<4 are approximated by using the standard
up-wind approximations :

APp(t,z,m) = hy (@t + ho,x,m) — p(t, 2, m))

hi(p(t + ho, w + eiha,m) — p(t, w,m)) if pi(x) >0
ho L 1 05 2101, ) —
Apyaptsw,m) = { hit(p(t, z,m) — @(t + ho, x — e;hy,m)) if pi(x) <0,
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in which e; is i-th unit vector of R¢.
As for the second order term, we use the fact that each point z € R? can be approximated
as a weighted combination
/ /
=Y 2w(|z)
2/ €Ch, (z)

of the points 2’ lying on the corners Cj,, () of the cube formed by the partition of R it belongs
too. Then, given another small parameter hy > 0, we approximate Tr[o(x)o(x) " D%p(t, ,m)]
by Th0 0 @) (L, z,m) defined as

(th) Z[ ]hlt‘l—ho,l‘—f-\/»o‘ t—}—ho’x—\/ig
— 2hg <p(t,x,m)
in which ¢? is the i-th column of ¢ and

eln(t,z,m) == > w(@|@)p([tl, ', m) with [t], := min[t,2T] 0 (T" U [T, 277)

z'€Ch, ()

1.

is a piecewise linear approximation of ¢. In the case where only the first row ¢ of ¢ is not

identically equal to 0, one can use the usual simpler approximation
(h) Yot |2 ( (t + ho,x + \/hie1,m) + o(t + hg,z — \/hlel,m))
= 2(ha) Mo P (t, z,m).

Similarly, we approximate Ky by

Khono(t,x,m) :=sup [ [¢]n(max(t + ho,t), 2", m")dk(t', 2',m'|t, z,m, a).
acA

Letting h := (hg, h1, h2), and setting

; 1
Ll = Ao+ 3 WA o+ STk ), (2.6.1)
i<d
our numerical scheme consists in solving
min {—L"0, ¢ — K} =0 on (T'\ {T}) x (X! \ 9X[") x M, (2.6.2)
min{y — Krg ,  — Kn,p} =0 on {T} x (X' \ 0X") x M, (2.6.3)

0 —Krg:=0 on ([0,T] x 9X" x M)U ((T,2T] x RY x M).  (2.6.4)

We specify here a precise boundary condition on 9X™ but any other (bounded) boundary
condition could be used. Finally, we extend v§ to the whole space by setting v§ = [v§], on
[0, 7] x R? x M.

This scheme is always convergent as (ha, hy/ha, ho/h1) — 0 and ¢ — co.
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Proposition 2.6.1. Let v§ denote the solution of (2.6.2)-(2.6.3)-(2.6.4). If Assumptions 2.5.1
holds, then v§ — v as (ha, hi/hg, ho/h1) — 0 and then ¢ — oo.

Proof. Using Lemma 2.6.1, one easily checks that our scheme satisfies the conditions of [14,
Theorem 2.1.]. In particular, |vi| < sup|g| < co. Then, the convergence holds by the same
arguments as in [14, Theorem 2.1.], it suffices to replace their assertion (2.7) by Lemma 2.4.2
stated below. O

Remark 2.6.1. We did not discuss in the above the problem of the discrete approximation
of M. Applications will typically be based on a parameterized family M = {my,0 € O}, for a
subset © of a finite dimensional space. We can then further approximate © by a sequence of
finite sets to build up a numerical scheme. Similarly, the set of control values A need to be
approximated in practice. If the corresponding sequences of approximations are dense, then
convergence of the numerical scheme will still hold.

We conclude this section with the technical lemmas that were used in the above proof.

Lemma 2.6.1. If (u,),>1 s a bounded sequence of functions on Z x M and (z,, my)n>1 1S
a sequence in Z x M that converges to (zo,m.), then

lim inf Kho hy tn (20, M) > Kuo(20,mo) , where ug := lim inf un(2',m’),
(ho, h1) — (0,0) (z/,m') — -
and
limsup Ky pytn (20, mn) < Ku®(20,ms) , where u° := limsup wu,(z',m’).
n — oo n — 0o
(ho, h1) — (0,0) (z',m') = -

Proof. We first rewrite

Khohytin(zn, mn) = sup [ unn(2',m)dk(z', m’|z,, mn, a) (2.6.5)
acA
where w, 5, (2, m') := [uy)n, (max(t, + ho,t'),2’,m’). Let w,, 5, be the lower-semicontinuous

envelope of inf,,>,, n<p, Unn. From (2.6.5), we get, for n > n, and h < h,,
]Cun,h(zna mn) Z Kﬂno,ho(zna mn)a
and, by (2.3.6), passing to the limit inf as (n, h) — (+00,0) leads to

li inf ’C n ny in > IC_” O o/
() (toe0) #(zn; M) 2 Kl o (20, o)

Moreover, u,, n, T u, point-wise. The required result is then obtained by monotone conver-
gence.
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2.6.2 Construction of c-optimal controls

It remains to explain how to deduce the optimal policy. At each of point (¢,z) of the time-
space grid and for each prior m, one computes

(0(t, z,m),b(t,z,m)) € arg max {/VZ(Z’,m')dk(z’,m’Kt,x),m, (¢,b)), (¢,b) € A}.

A ~

If v§ (t, z,m) is equal to the above maximum, then we play the control (¢(t,z, m),b(t,z,m)),
otherwise we wait for the next time step. This is the usual philosophy : we act on the system
only if this increases the expected gain. As already argued, here the gain should not only
be considered as an improvement of the current future reward, it can also be a gain in the
precision of our prior which will then lead to better future rewards.

This produces a Markovian control which is optimal for the discrete time problem associated
to our numerical scheme, and asymptotically optimal for the original control problem. We
shall use this algorithm for the toy examples presented in the next section.

2.7 Applications to optimal trading

This section is devoted to the study of two examples of application. Each of them corresponds
to an idealized model, the aim here is not to come up with a good model but rather to show
the flexibility of our approach, and to illustrate numerically the behavior of our backward
algorithm.

2.7.1 Immediate impact of aggressive orders

We consider first a model in which the impact of each single order sent to the market is taken
into account. It means that «; represents the number of shares bought exactly at time 7;, so
that ¢; = 0, for each 7. This corresponds to A = {0} x B in which B C R, is a compact set
of values of admissible orders. Therefore, one can identify A to B in the following, and we
will only write b for a = (0,b) € A and g; for oy; = (¢;, 3;).

Our model can be viewed as a scheduling model or as a model for illiquid market. The first
component of X represents the stock price. We consider a simple linear impact : when a trade
of size [3; occurs at 7;, the stock price jumps by

Xy, = Xgo + Bi(v + €)/2

in which v € R is the unknown linear impact parameter, (¢;);>1 is a sequence of independent
noises following a centered Gaussian distribution with standard deviation o.. The coefficient
1/2 in the dynamics of X! stands for a 50% proportion of immediate resilience.
It evolves according to a Brownian diffusion between two trades and has a residual resilience
effect :

dX} = odW}! + dX} and dX; = —pX}dt, (2.7.1)
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where o, p > 0 and X} € R are constants. The process X* represents the drift of X! due to
the non immediate resilience and X = 0. When a trade occurs, it jumps according to

Xy =X, +Bi(v+e)/2

We call it spread hereafter. This is part of the deviation from the un-impacted dynamic.
The third component, which describes the total cost, evolves as

2

Finally, the last component is used to keep track of the cumulative number of shares bought :

X, =X2_+5.

We are interest in the cost of buying /N shares, and minimize the criteria
E,, [enL(XTvU) A O]
where n > 0 is a risk aversion parameter, C' > 0, and

) N — X3)2
L(Xp,v) = X2+ X7.(N — X2) + (v + 60)(2T)

represents the total cost after setting the total number of shares bought to N at T
If the prior law m on v is a Gaussian distribution, then q(:|¢t,z,b,u) is a Gaussian density
with respect to

/

dQ(2'[t, 2,b) = da"'d6 oy (2% )0y (2% )G v _ gy (2)
and the transition map

_ Joa(@'|t, z, b, u)dm(u)
Jra(@'|t, z, b, u)dm(u)’

M(m;t' 2’ t,x,0)[C]

maps Gaussian distributions into Gaussian distributions, which, in practice, enables us to
restrict M to the set of Gaussian distributions. More precisely, if (m,(7;—), 0, (7;—)) are the
mean and the standard deviation of M;,_, then the values corresponding to the posterior
distribution My, are

Nl

1 1Y)
O'v(ﬁz’) = 1{01;(7'1'—)750} <O' (T‘—)2 + O'2> )

o2 (ri=) + ou(ri-) (X}, — X1_)
o7+ 0y (7i)? Hotmor

my(V;) = mv(Ti_)l{av(Tr):o} + (

Comparing to the general result of the previous section, we add a boundary condition
v(t, 2t 2%, N,z%) = 1 and restrict the domain of X3 to be {0,..., N}. Since this parame-
ter 23 is discrete this does not change the nature of our general results.
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Note also that the map ¥(¢t,z,m) = N — 2% defined on [0,7] x R? x {0,...,N} x R x M
actually satisfies the conditions of Proposition 2.5.1 to ensure that Assumption 2.3.1 holds.

We now discuss a numerical illustration. We consider 30 seconds of trading and N = 25
shares to buy. We take n = 1, o = 100 and ¢ = 0.4z which corresponds to a volatility of
40% in annual terms. The trading period is divided into intervals of 1 second-length. The size
of an order f; ranges in {1,2,3,4,5}. We take 0. = 107* and p such that the spread X* is
divided by 3 every second if no new order is sent. We start with a prior given by a Gaussian
distribution with mean m,,(0) and standard deviation o, (0). Finally, we take C' = 10%°° which
makes this threshold parameter essentially inefficient while still ensuring that the terminal
condition is bounded.

In Figure 2.1, we plot the optimal strategy for ¢,(0) = 5.107* and m,(0) = 5.1072 in
terms of (X2, X3). Clearly, the level of spread X* has a significant impact : when it is
large, it is better to wait for it to decrease before sending a new order. This can also be
observed in Figure 2.2 which provides a simulated path corresponding to an initial prior
(m,(0) = 2.1072,0,(0) = 1073) : after 15 seconds the algorithm alternates between sending
an order and doing nothing, i.e. waiting for the spread to be reduced at the next time step.
On the top right graph, we can also observe that the low mean of the initial prior combined
with a zero initial resilience leads to sending an order of size 3 at first, then the mean of the
prior is quickly adjusted to a higher level and the algorithm slows down immediately.
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FIGURE 2.1 — Evolution of 3 in terms of (X3, X?) at time 0Os (top), 15s (left) and 25s (right),
for (m,,, o,) = (5.1072,5.107%).
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Let us now consider the case p = 0, i.e. without dynamic resilience, with a trading period
of 60 seconds and N = 50. In Figure 2.3, we provide the optimal policy (number of traded
shares) in terms of the number X3 of already traded shares and the prior’s mean parameter
m,, for different times. Not surprisingly the algorithm is more aggressive as the prior’s mean
decreases and the remaining number of shares to buy increases. It is rather stable in time
(compare t = 0s with ¢ = 30s) up to the end where it is forced to accelerate to avoid a
large final impact cost. It is also much more aggressive compared to the case p > 0 presented
above : we can no more make profit of the decrease of the resilience term X*, and there is
no reason to wait.

In Figure 2.4, we provide a simulated path of (X, o, m,, 0,,) that shows how the prior on the
unknown coefficients v can adapt to changing market conditions. The red dashed lines and
circles correspond to the same path of Brownian motion and the same realized noises (€;);>1
as the black solid lines and crosses, but the true parameter is changed from 5.1072 to 5.10~%
after 5 seconds. It is more aggressive quite quickly after the shock as the prior adapts to the
new small level of impact. Note that the total number of shares is bought slightly before 30s,
so that the prior do not change anymore after this date.

In Figure 2.5, we plot the log of the value function minus the cost 5.10% of buying the total
shares without impact (similar to the implementation shortfall), in terms of the different
quantities of interest.
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FIGURE 2.3 — Evolution of « in terms of (m,, X?) at time 0s (top), 30s (left) and 55s (right),

for o, = 5.107%.
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2.7.2 Random execution times : application to strategies using
limit-orders

In this section, we consider a limit-order trading model. X' now represents a mid-price (of
reference) and, between two trades, has the dynamic

dX} = ocdW}. (2.7.2)

An order is of the form (¢, ) in which ¢ is the maximal time we are ready to wait before
being executed, while 3 is the price at which the limit order is sent?®. For simplicity, each
order corresponds to buying one share.
We assume that the time 6 it takes to be executed follows an exponential distribution of
parameter p(v, X! — 3), given the information at time 7. One can send a new order only
after ¥ :=7 4+ A 6.
Hence, given a flow of orders ¢ = (7;,4;, 3;)i>1, the number X3 of shares bought evolves
according to

X? =X on[¢,Tin)

ng = Xr3i— + 1{92652‘}?
in which 9; := 7;4+0;A0;. Each 6; follows an exponential distribution of parameter p(v, X % —Bi)

given ]-"ZZ.’T@. As in the previous model, X? is restricted to {0,..., N}. The total cost X? of
buying the shares has the dynamics

X? = Xj on [0;,Ti1)
We want to minimize

2 _ 3 5102 (7 w3 )2
B | Xt 102N =X3 )+ 25 (VX300 1\ ’

in which 1.02 is the best ask (kept constant) and 5.10? is an impact coefficient. This corres-
ponds to the cost of liquidating instantaneously the remaining shares (N — 2)™ at T. This
model is a version of [6], [42], [45], see also [43].

Direct computations show that the prior process M evolves according to

M = Mgi on I:’Lgi,TiJrl)
My, = (M, Zy,, Zri—, 06) Lig,<eiy + Ma(Mr,—; Zy,, Zri, 06) 19,503

in WhiCh —p( —b)
! —b)e” ua!=b t/dm(u)
) t, ’ " 1. DB = fB p(Ua
ml (m7 AL >[ ] IR+ p(u, ! — b)e pluzt b)t’dm(u)

3. Dark pool strategies could be considered similarly, in this case, S would rather describe the choice of
the trading platform
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FIGURE 2.6 — Solid : v = 0.8. Dashed : © = 0.3

and

—p(u,zt—b)l
T L fB € 3 dm(u)
My (m;t', 2’ t, 2z, 1,0)[B] := o e g ()
for all Borel set B.
In the case where M is the convex hull of a finite number of Dirac masses, then the weights
associated to M can be computed explicitly.

Here again, the map ¥ (¢, z,m) = N —x3 satisfies the conditions of Proposition 2.5.1 to ensure
that Assumption 2.3.1 holds.

We now consider a numerical illustration. We take C' = 10?°°. The time horizon is T = 15
minutes. To simplify, we fix the reference mid-price to be X! =1 (i.e. ¢ = 0) and restrict to
= 1, i.e. an order is sent each minute. We take N = 10. One can send limit buy orders in
the range B := {0.90,0.92,0.94,0.96, 0.98}.
As for the intensity of the execution time, we use an exponential form as in [42] : p(u, x' —b) =
A(u)e=2000980) i which A(u) = —In(1 — u). This means that the probability to be executed
at the price 0.98 within one minute is u. Orders are sent each minute, but we use a finer
time grid in order to take into account that it can be executed before this maximal time-
length. The original prior is supported by two Dirac masses at v = 0.3 and v = 0.8. The
corresponding probabilities of being executed within one minute are plotted in Figure 2.6.
Our time step corresponds to 15 seconds, so that every 15 seconds the controller can launch
a new order if the previous one has been executed before the maximal 1 minute time-length.
In Figure 2.7, we plot the difference, in logarithms, between the value functions obtained
in the latter case and for a time step of 1 minute (in which case a new order cannot be
launched before one minute). Clearly, the possibility of launching new orders in advance is
an advantage.
In Figure 2.8, we plot the optimal policy at time ¢ = 0 and ¢ = 7.5 minutes. As expected,
the algorithm is more aggressive when the probability of having v = 0.8 is higher.
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FIGURE 2.7 — Launching new orders in advance, if the previous one is executed, is an advan-
tage.

In Figure 2.9, we plot a simulated path. The red and black lines and points correspond to the
same realization of the random variables at hand, but for different values of the real value of
v. Black corresponds to the most favorable case v = 0.8, while red corresponds to v = 0.8 for
the first 7.5 minutes and v = 0.3 for the remaining time. The initial prior is P[v = 0.8] = 9%.
Again, the algorithm adapts pretty well to this shock on the true parameter. We also see
that it is more aggressive when the prior probability of being in the favorable case is high.
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Chapitre 3

Optimal Control under uncertainty :
Application to the issue of CAT bonds

We propose a general framework for studying optimal issue of CAT bonds in the presence
of uncertainty on the parameters. In particular, the intensity of arrival of natural disasters is
inhomogeneous and may depend on unknown parameters. Given a prior on the distribution
of the unknown parameters, we explain how it should evolve according to the classical Bayes
rule. Taking these progressive prior-adjustments into account, we characterize the optimal
policy through a quasi-variational parabolic equation, which can be solved numerically. We
provide examples of application in the context of hurricanes in Florida.

3.1 Introduction

We consider an insurer or a reinsurer who holds a portfolio in non-life insurance exposed
to one or several natural disasters. He can issue one or several CAT bonds ! in order to reduce
the risk taken, see e.g. [32] or [33] for a general introduction to CAT bonds.

The first CAT bonds where issued at the end of the 1990s and the market is globally
increasing, with a total risk capital outstanding greater that USD 30 billion at the end of
2017, see [5] and [26]. CAT bonds give a strong alternative to the classical reinsurance market.

However, issuing a CAT bond leads to the choice of several parameters, as the layer e.g.
and the date of issuance. The coupon is not a priori perfectly known as well as the claim
distribution. Moreover, the global warming will lead to an increase of several natural disasters
which is a source of uncertainty on the distribution of future claims. For example, in [55],
the authors estimate that if the temperature rises of 2.5 degrees in the next decades, the
frequency of Hurricanes in North Atlantic will rise by 30%.

The aim of this paper is to provide a rigorous continuous-time framework in which we
can establish the optimal behavior policy in issuing CAT bonds, taking into account the

1. Catastrophe bonds, or CAT bonds, are tradable floating rate notes. The risk associated with a CAT
bond is not linked to the default of one entity (state or corporate) but is related to the occurrence of a
catastrophe.
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uncertainty described above as the risk evolution.

The coupon of the CAT bond is generally not known in advance, even its distribution is not
always clearly fixed. We therefore need to model it as a random variable whose distribution
depends on unknown parameters. It is the same for the distribution of the natural disasters.

The particular case of acting on a system with partially unknown response distributions
has been studied in [10] in a Brownian framework, see the references therein for the case of
discrete settings. They fix a prior distribution on the unknown parameter and introduce a
stochastic process on the space of measures which leads to a dynamic programming principle
and a PDE characterization of the value function (in the viscosity solution sense).

In this paper, the natural disasters will be represented by a random Poisson measure
and two parameters are unknown : the distribution of the severity of the natural disasters
and the intensity of their arrivals. As in [10], we allow the agent to issue new CAT bonds at
any time, the actions are discrete but chosen in a continuous time framework.

To the best of our knowledge, the study of such a general problem with an application
to the CAT bonds seems to be new in the literature, even in the case where all parameters
are known. From a mathematical point of view, the main difficulty comes from the fact that
the conditional distribution on the unknown parameters evolves continuously and jumps at
the occurrence times of a catastrophic event. In [10], it was only evolving when an action
was taken on the system. For tractability, we assume that the associated process remains in
a finite-dimensional space which can be linked smoothly to a subset of R? for some d > 1.

Although the model presented below has been designed for the particular case of CAT
bonds, it is quite general from a mathematical view-point and can be applied to all cases
where the agent faces a random Poisson measure and can issue contracts from which he pays
a premium and receives a specific payoff depending on some event.

2

3.2 The framework

3.2.1 General framework

All over this paper, D([0,T],R?) is the Skorohod space of cadlag? functions from [0, 7]
into R?, P is a probability measure on this space, and T' > 0 is a fixed time horizon.

We consider three Polish spaces : (U*, B(U?)) , (U7, B(U")) and (UY, B(U?)) that will
support three unknown parameters, respectively \g, 7o and vy. Here B(.) denotes the Borel
o-algebra. We set U := (U*, U7, U?).

Let N(dt,du) be a random Poisson measure with compensator v(dt,du) such that v is
finite on (R%*, B(R%)) where R% := R4\ {Og«}. The intensity of the random Poisson measure
is supposed to be inhomogeneous of intensity s — A(s, A\g) where )¢ is a random variable
valued in U*. The jump distribution is assumed to be T (7, -) where v, is a random variable
valued in U”. We denote by M* a subset of the set of Borel probability measures on U* and

2. The activity of the random Poisson measure will be finite, by construction
3. continue a droite, limite & gauche (Right continuous with left limits)
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by M”® MY =: M the product of two locally compact subsets of the set of Borel probability
measures, respectively on U” and U, endowed with the weak topology.

We also allow an additional randomness when acting on the system and consider another
Polish space (E,B(F)) on which is defined a family (¢;);>1 of i.i.d. random variables with
common probability measure P, on B(E).

On the product space € := D([0,T],R?) x U x EN"| we consider the family of measures
{P xm x PN m € M} where M := M* ® M. We denote by Py an element of this
family whenever m € M is fixed. The operator Es is the expectation associated to Pr.
Note that N(dt,du) and (¢);>1 are independent under each Pg. For m € M given, we
let F™ := (F]")i>0 denote the Pr-augmentation of the filtration F := (F;);>o defined by
Fi = o(N([0, 8] X +)s<t, Ao, Y0, Vo, (€:)i>1). Hereafter, all random variables are considered with
respect to the probability space (Q, Fi*, Pr) with € M given by the context.

3.2.2 CAT Bond framework

In this framework, d € N* is the number of perils. The insurer has some exposure related
to these perils and may issue CAT bonds to reduce the risk taken. The random Poisson
measure represents the arrival of claims. The intensity of arrival is s — A(s, Ag) in which A,
valued in U?, may be unknown to the insurer. The dependence in time may represent the
seasonality or a structural change, for example caused by the global warming.

The measure m* € M” is the initial knowledge of the insurer on )y and will evolve through
the observations of N, whose jumps model the arrival of natural disasters. The severity
distribution of the claims may also be unknown, it depends on the unknown parameter
Y0, valued in U7. An initial prior is given as an element m” € M”. Acting on the system
consists in issuing a CAT bond, which means transferring a part of the risk to the market.
The equilibrium premium that the insurer will pay is random (since it comes from the law of
supply and demand and is not know when the decision to issue is taken), and the distribution
may not be perfectly known. We assume that it depends on the unknown parameter vy, valued
in U". Its prior distribution is represented by some m" € M".

We fix a maximum of n € N possible CAT bonds in term of risk covered. The possible
risk coverages are denoted by (4;)1<j<, with A; C B(R%) in which B(R%) denotes all Borel
sets of R%. In practice, it will represent the layer of one peril for one region, and then,
if for j = 1, it is the first dimension (risk) of N which is covered, A; will have the form
[a, +00[XR x ... x R with a > 0. If a claim u € R? satisfies u € Ay, it will give a payoff of
the form (u; — a) bounded by some b > 0 associated to this layer (the layer is [a,a + b]).

3.2.3 The controlled system

Let A C R%! be a non-empty compact set. Let £ € R% be the time-length of each
action on the controlled system. Given m € M, we denote by ®>™ the collection of random
variables ¢ = (77,a%)i>1 on (Q, FF) with values in Ry x A such that (7);>; is a non-
decreasing sequence of F™-stopping times and each «; is ]-'T’:T,—measurable for i > 1. We shall
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write of := (k¥ n?) € A where k¥ and nfb are R? and R-valued. To each k¢, we associate a
non-empty closed set 4,0 C R% through a one-to-one map.

The 7’s will be the times at which a CAT bond is issued. The fixed value ¢ is the time-
length (or maturity) of all CAT bonds. In o := (k”,n?) € A, n is related to the notional
and A, is the layer chosen for one peril and one region : it is the characteristics of the CAT

bonds associated to the risk covered. If a natural disaster occurs and its severity is in the
layer A4, i.e. the random Poisson measure has a jump in 4, s, then the CAT bonds ends and

the reinsurer gains a payoff proportional to the notional nf .
We denote by 99 the end of the i-th CAT Bond defined by :

07 = inf{t > 77, N({t} x A}) =1} A (77 + 0). (3.2.1)

(2

Remark 3.2.1. According to the definition of (97)i>1, it can happen that 19?’1 = ?9?2 foriy # 1.
Moreover,
P <o <TP+ 0

We are now in position to describe the controlled state process. Given some initial data
(t,z) € [0,T] x RY and ¢ € ®>™ we let X»®? be a strong solution on [t,T] of

X :=x+ / wu(s, Xq)ds + / /d B(s, Xs—,u)N(ds, du)
t t Jr
+ Z 1{t§7‘,¢<-}H(Ti¢7 XTgb, a?)

i>1
N 5 (3.2.2)
+>° Lipvro<y o C(s,r7)ds
i>1 7

¢ ¢ ¢ qb ¢
+ Z 1{t§’l9?§}F(/l9'L 7X1925_7X7_;15, Ty, oy 719’5 —T; ’ui)l{ﬁ?—ﬂfb#f}’

i>1

in which r¢ := € (77, X o, af v, &) with € : [0, T] xR x A x U¥ x E — R a measurable
function and u; is the jumpzsize of the random Poisson measure N at ;.

To guarantee existence and uniqueness of the above, we make the following standard
assumptions.

Assumption 3.2.1. p: [0, T] xR = R 3: [0, T] xR x R? s M? and C : [0,T] xR — R,
are assumed to be measurable, continuous, and Lipschitz with linear growth in their second
argument, uniformly in the other ones.

The maps H : [0, T) xRYx A, and F : [0,T] x R x R x R x A x [0, ] x R? are assumed to
be measurable. Moreover, H (resp. F') has linear growth in its second (resp. third) component.

This dynamics means the following. Without any CAT bond, the process X follows a pure
jump process with a drift on the first line of (3.2.2). The second line refers to a jump of the
whole process when a CAT bond is issued, for example, a fixed cost. The third line represents
the instantaneous cash flows generated by the closed and current active CAT bonds. The last
line represents the final cash flow if the policy ends before the maturity.
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The first component of the process X will be the cash. The second may record the
aversion of the market for the CAT bonds : when a natural disaster occurs, it jumps and
then decrease again over time. The function p can be the drift associated to some interest
rate or the decrease of the risk aversion of the market when no natural disaster occurs. The
function [ can represent the exposure in cash of the reinsurer for each peril, and also the
sensitivity of the CAT bond market (for the second component of X') when a natural disaster
occurs. The function H represents an initial cost to issue the CAT bond. The function C is
the continuous premium paid by the reinsurer for the CAT bond and Tf is the level of the
coupon (a random variable which is determined by an unknown parameter v and a noise ¢;).
The function F' is the payout, 19? — Tf # { means that the CAT Bond ends with an event.

We denote by FHm¢ = (]_—;mm¢> - the Pm-augmentation of the filtration generated
5>

by (Xt,a:,¢, Zigl r?1[7f7+00[, N([t, S] X ')szt)'
For k € N*| we say that ¢ € &> belongs to ®-*™ if the condition

D 1oy SE VEST (3.2.3)
1>1

holds. The set @™ is the set of admissible controls. The constraint (3.2.3) refers to the fact
that the controller cannot have more that x simultaneous running CAT bonds at each time.

Note that X**¢ has a jump of size H (Tf’, Xi@f’d’, af) at each Tf and is left-continuous at
this point, whereas it is right-continuous at each 9¥;. This allows to observe a jump from the
left from the random Poisson measure and then issue immediately a new CAT bond, leading

to an immediate jump of X from the right. The process X**? defined above is ladlag.

3.2.4 The CAT bonds process

We need to keep track of how many CAT bonds are running, and which parameters are
associated to. Corresponding to the definition of the process X in (3.2.2), the effect of a
CAT bond will be measured by the value of (.X'if’(;5 r? af) determined at 7;, for (t,z) €

[0, 7] x R% ¢ € ®L%¢ . Moreover, a CAT bond will end from a jump or after the time-length
£. We need to define a process which will keep track of this information. We introduce the
sets C = ((R? x R x A)UD)", L := ([0,£[Ud)", in which
— An element of the set R? x R x A represents the initial parameters of the CAT bond ;
— An element of the set [0, ¢] represents the time-length elapsed of a running CAT bond ;

— The point 0 represents the absence of CAT bond, it is a cemetery point.
The set of CAT bonds is

CL:={(c,])eCxL | ¢;=0«<=1;=0,V1<j<k}

and we denote by CL its closure. We set K := {0, ..., s} and we define by P(K) the set of
subsets of K. We can now define the sets CLy with J € P(K) :

CL; ={(c,l)eCL | jeJ<=1¢;#0,V1<j<k}
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which represent the sets of CAT Bonds in which there is CAT Bonds running exactly in the
indexes of J.
Moreover, for (¢,l) € CL\CLg, we introduce :

%, 1) :=min{l < j < rk:c =0},

which is the first index with no CAT bond.

For z := (t,x,¢,1) € Z := [0,T] x RY x CL and a control ¢ € ®“*™ we now define the
process ((C, L)7*7),Z=% valued in CL and denoted hereafter (C, L) for ease of notation. The
process (C, L) will jump at the 7/s (new CAT bond) and at the ¥;’s (end of one or several
CAT bonds). C will be a pure jump process whereas the indexes of L will evolve continuously
over time, recall that it represents the elapsed time-length of the CAT bonds.

We now define the functions associated to the jumps of (C, L). The first one, denoted by
¢, , represents the arrival of one new CAT bond with parameters (z,7,a) € R? x R x A and
is defined by

¢, : (CL\CLk) x R x R x A — CL

(C,l;l’,’l”, a’) = Q:_,.(C, l;.T,T, CL)

where, if we write (ci, 1) for € (¢, l; 2,7, a),

(cesl)mogeyy = ((z,7,a),0),
(C+7 l+)j = (Ca Z)J ] 7A H0<C> l)

The second function, denoted by €_, represents the end of the CAT bonds by an event
associated to the random Poisson measure, of severity v € R%, and is defined by

(3.2.4)

¢_:CL x R* - CL
(e, lyu) = €_(c,l;u).

Nonetheless, several CAT bonds may end with a single event. We define the set of indexes
in ¢ € C which end after the natural disaster u € R%, by

J(c;u) = {je{l,...,fﬁ}|cj7é8,u€Akj}. (3.2.5)
Using this set, €_(c,l;u) is defined simply through its j-component

oy ) Ox0 if j € J(c;u) ,
C_(c,lu); .—{ (1), ifj¢Tlcu)’ 1<j<k. (3.2.6)

It remains to consider the case where a CAT Bond ends because [; = ¢ for some 1 < j < &.
We define :

¢! . (CL\CLy) — CL
(c,1) = € (c,1),
where, for all 1 < j < k,
¢ (e, 1); = (0 x D)=y + (e, 1)1,
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We are now in position to define the processes C*? and L*? for ¢ € ®:®™. The process
evolves at 7¥ and 97, for i > 1, according to :

(C, L) = € ((C L2 X250 rf o)

L (3.2.7)

S = Lo g€ ((C L);;ff, ) + 1pge_e, € ((C L);’;’).

Elsewhere, C*? is constant. For 1 < j < k, L*%J evolves according to :

AL =1 dt.

{1707 20}

This closes the definition of the process (C, L). Note that we separated both the initial
parameters with the elapsed time-length since the second one will play a different role in the
PDE characterization in consequence of its continuous part.

Remark 3.2.2. If c — Il(c) := #{j € K : & # 0}, the process C*? (and also, by construc-
tion, L*?) satisfies :
[(C>?) < k, Vs € [t,T], Pm — a.s.

(C*) <k—1, Vi>1, Pr—a.s.

We also give a metric on CL.

Definition 3.2.1. We associate to CL the metric 0 defined by

2[(e 0. (1)) = X [l I+ =12+ X el +1)

JEINT’ ey
+ 3 ()P + (1)) + Card(IAT),
FEINT

where J and J' are respectively the set of running CAT bonds of parameters (c,l) and (¢',1").

Remark 3.2.3. For z := (t,x,c,1) € Z, we shall write X*® for the process X starting with
the CAT bonds (c,1) and F*? the same filtration as F>*™® but also starting with the CAT
bonds (c,1). Note that (C, L) is adapted F="™?-adapted. Moreover, we define ®>™ as ®LE™
but, again, starting with CAT bonds (c,1).

3.2.5 Bayesian updates

Obviously, the prior m € M will evolve over time. Recall that M := M* ® M and denote
by m := (m*,m?, m") the corresponding element. The observation of X over time will lead
to a continuous update of m*, whereas m” will be updated by observing the size of a jump

from N and the measure m" will be updated by acting on the system at times Tf’. This leads
to the definition of the process M := (M*, M”, M?) valued in M. We first focus on m*.
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Evolution of the intensity

We start with the assumption associated to the unknown and inhomogeneous intensity
of the random Poisson measure.

Assumption 3.2.2. For all m* € M?,

i) [P A(u, No)du < +oo m* —a.s., for all 0 < s < t.

ii) t — A(t, \o) is a cddlag process m* — a.s.

iii) For almost every s > 0 such that A(s,\o) > 0 m* — a.s., there exists hg > 0 and
K >0 such that [ A(u, \o)du < KhA(s, Xo) for all h < h.

) [o7° A(u, No)du = +oo m* — a.s.
Between two jumps of the random Poisson measure, the probability measure associated

to \g will evolve continuously. When a jump occurs, it jumps as well. We first deal with what
happens between two jumps.

Remark 3.2.4. Remark that, since a cadlag function has at most a countable set of points
of discontinuity, under ii) of Assumption 3.2.2 we have

/t A(u, Ao)e™ S Awddo gy o= [T AW o= [LA@AY px g (3.2.8)
for almost all 0 < a < s <'t.

Given B € B(U"), we set Mt (B) := Ex (1{/\0€B}|}—;,m,¢) for z = (t,z,¢,1) and ¢ €
o™ We shall see below that M ;W does not depend on x and ¢. From now on, we denote
by ((i)i>1 the jump times associated to the random Poisson measure.

Lemma 1. For all z = (t,z,c,l) € Z and s > t,
m/\
M;, <B>1{CiSS<Ci+1} = m/\(B; Cia S)l{Ci§5<<i+1}
where
Jyp e Je M (g

MA(B; G, 8) = s < Ligi<qy-
Jo e Ja RN )

Proof. Let ¢ be a Borel bounded function on D([0, T, R*!). Set &% := 3,54 rf’lwa ool

0Xt = ?v’fi—Xgi"b? and 08" 1= ¢, —&,. Note that 6% 1ci<s<ciyq} 18 U(.Fé’m’(bUO'(U, (6;)1<j<K))-
measurable. We can find a Borel measurable map % such that

90<szf7 g-(j/)\S)l{Ci§5<<i+l} - @(XZ/{?N gﬁ\g‘i? 6X-i/\s= 5£-iAs)1{CiSS<Ci+1}'
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In view of Remark 3.2.4, it then follows :
Em (1{AoeB}1{<is$<<i+1}90(XZA’f,€¢’ )
= Em (1{>\0€B}1{CiSS<Ci+1}QO( /\C 5/\@ 5X.i/\57 551/\3))

Y i — [ A(w,A0)dv
</ 1{)‘063}1{@<s<u}§0( /\C f 6 “AS) 55/\5)‘/\(“7 /\0)6 fg’ (v:20) du)

X752 X — [ A(w,Ao)dv
]_{)\OGB}SO( A 75/\@ 5 AS? 56 AS / 1{(‘ <S<u}A(U )\0) Gi du

? A(v,\o)
= Ex <1{/\06B}90( /\g fAQ 0X AS,(S{ As)l{( g€ fgl (v,20) >
_ z 7 7 — |, Alv,\)dv mA
=B (2(X75 € 75X-As755m)1{<igs}/36 Je M (dA)>

¥ ' : - SAU,)\dv
:Eﬁ (@( 5/\(75X./\su65,/\3)1{<i§5}9}t>\(3;€i’8)/R e fCi (v,\)

+

(@ Xz/\(é) 5/\§ ) 6X~i/\s’ 5§:LAS)1{Ci§5<Ci+1}m)\<B; G 8))
= ]EW <90(Xz/\s ) S-As)l{CiSS<C¢+1}9ﬁ)\(B; Cia S))

M (dA))

This shows that M;’mA (B)]‘{QSS<C¢+1} = EITI)\(B, Cia 8)1{C¢§5<4i+1} ]P’m—a.s.

Lemma 2. For all m* € M* and almost all s > t, we have

i)
/A A(s, VMI™ (d)) < 400 P — a.s.
U
i)
/A A(Cm)\)MéﬁA(dA) <400 Pmp—as, i>1.
U
iii)

/A Als, VM (d)) < 400 Ppy —
U

Proof. Step 1. For almost all A € U*, we fix Ny C [0,T] the set of discontinuity of
t — A(t, \) which is, at most, countable. We introduce :

NC = {VZ > 1,@' gN)\O}.
We shall show that P(AV) = 1 by showing that P(¢; € N,,) =0 for all i > 1. Fix ¢ > 1 and

remark that, given A\ € U?, the distribution of ¢; | {\g = A} is absolutely continuous with
respect to the Lebesgue measure. Denote by f;\ a corresponding density function. Then,

Pr(G; € Nbu) = [ | [ /. 1Nk<z>fm<z>dz] dm* (V) = [ 0dm () =o.
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Step 2. We show 7). We set :

— [F AN du -1
KZ(S) = (/U/\ e fCi (x3) Mé; (d)\)) < Kz(CH—l) on {Q <s< C’H—l'
We have, by ¢) of Assumption 3.2.2,
Ki(Gi1) < +o0.

Moreover, by Fubini’s Lemma and Remark 3.2.4,

Git1 — [ AluN)du Gi+1 — [ AluN)du
L A e A angas = [ A e A s ay
i U U i

— [ A(u U m
= [ eI AR (a)) < oo,
U 1

on NV¢. On the other hand, using Lemma 1,
/ “ /U A(s, N ME (AN)ds < Ki(Gia) /C “ /U A(s.N)e” Je M p o (13 ds < o0
on N¢. This shows that, for almost all s > ¢,
1 cocirs) /U A(s, \)ME™ (dX) < +o0 on N

This leads to the result since (; — +00 when ¢ — +oo for almost all w.
Step 3. We show ii). Since M*™" evolves continuously on all |¢;, (;41[, we also have,

/m A(G—, AME™ (dX) < +00 P — as.

Moreover, on N¢, ¢; cannot be on a discontinuity of A by construction, # > 1. Then, we
have, on N°¢,

/ A(G, A)YME™ (dX) < +o0.
UA '
Step 4. We show 7). We introduce :
A= {se[t,T]:m*[A(s,\) = 0] < 1}.

Recall that, by construction, M << m? forall s > t. If s € A, [0 A(s, \)ME™ (dN) =
0 < +o0. If s € A, the distribution of (; is equivalent to the Lebesgue measure and then, by
i1), we get the result.

We now look at the intensity at the observation of a jump (;.

Lemma 3. For all z = (t,7,¢,1) € Z and B € B(U?),

_ I AGNMET (@)
Jon MG, NME™ (d)]

ME™ (B)
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Proof. We use the same notations as in the proof of Lemma 1.

1. For ease of notation, we set B;(() := {(;-1 < 5,(; € [s,5+ D], s + h < (41} For s > 0,
we show that, with (y := 0,

ML (B)1p,) = (B ME™ s, h) 1,0, (3.2.9)

where

T 1154 A G, N du] e S At pptam® g
B

ml)‘(B;M;inkasvh) = sth .
fUA {ferh A<u> )\)dU] e fs i A(u,)\)duM;an (d)\)

S

Let ¢ be a Borel bounded function of D([0,T],R*1), we can find a Borel measurable
map @ such that

SO(XZ/\erhvS/\erh)lBi(C) = ( /\s’f(é\s?5X/\3+h755-i/\s+h>13i(<)'

We shall write 7(X, €) for B(X 38, €, 0X 7 s 0 wsrn)- It then follows :

K (1{>\0€B}1B (g)@(X.ZA’fMa ff\s+h))
1{)\063}13 ©P(X, 5))

s+h s
= [ Lm0 | [ A ] 0 )
DX, )1y, 1<s}/ [/ A(u, )\)du] e_fssm/\(u,)\)duMsth(d)\))

s+h s
PIX, L, (B M5, 1) /w Vs A(u, A)du] e_fSMA(“’A)d"MﬁmA(d/\))
= B ((X, ) 15,0 M(B; M 5,1))
m%
= ( (X/\s+h7§As+h)1B ?Jﬁi\(B;M;’_ Jsah))

This shows that (3.2.9) hold Prm-a.s.
2. For i =1, on {¢; > s}, by Lemma 2, A(s,\g) € Ll(MSti”A) for almost all s. Using #i1)
of Assumption 3.2.2, by the dominated convergence theorem, we deduce that

I
=
3

|

=

3
D N /\

3

s A(s, \)ME™ (dN)
Jos A(s, NME™ (dN)

A
M;’ (B)l{<0<s,<1=s} =

i.e., since the law of (; is absolutely continuous with respect to the Lebesgue measure,
mA

S5 MG, MG (dA)
mA

Jon MG, M) ME™ (AN

Since almost surely, (41 > (;,¢ > 1, and since the law of each (; is absolutely continuous
with respect to the Lebesgue measure, we deduce the result by a straightforward induction.

ME™ (B) =

m
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We provide a sufficient condition for Assumption 3.2.2 to hold.

Lemma 4. Assume that A can be written as follows :

n

A(s,A) = 1a(s) D_ fils)gi(N),
i=1
for all (s,\) € [0,T] x U where :
— A is a Borel set of [0,T] such that s — 14(s) is cadldg,
— (gi)1<i<n : UM = R, are measurable and positive,

— (fi)i<i<n [0, T] — Ry are cadlag, positive and locally bounded by below.
Then Assumption 3.2.2 holds.

Proof. Let € > 0. Since for each 1 < i < p, f; is right continuous and locally bounded by
bellow, there exists hi > 0 and ¢; > 0 such that, for all 0 < h < R, ¢; < fi(s+h) < fi(s) +e.
Let hg := mini<i<p hé and ¢ := minj<j<, ¢'. Then, for 0 < h < hy

p

L7 A =300 [ Lt e <30 [ (Gs) +

=1 i=1

€ 9i(\) —1
< hA(s, ) (1 59 fi(s)gi(A)> <hA(s,\) (T+c7e)

Evolution of the parameters v, and vy

We use the notations of Section 3.2.5. We define M ™" (B) := Ermy (1{763}‘]_—;@(;5) and
Mz (B) = B (Liuem| F2™).

Between two jumps of the random Poisson measure, no information about the size distri-
bution of the jumps is revealed, and therefore, about 5. Whereas no information is revealed
about v between two jumps from our control. In this case, both processes should remain
constant. At the i-th Poisson jump of size u;, the process M*™" should evolve according to
the classical Bayes rule. The process M*™ ¢ should evolve at the time the j-th CAT bonds
with the coupon c¢; is issued according to, again, the Bayes rule.

Lemma 5. Fiz s > 0. Assume that, for almost all v € U7, the claim size distribution is
dominated by some common measure ji,. We have

M;7mW(B)1{§i§S<Ci+1} = Mé;mv (B)l{C¢SS<C¢+1}
Mg™ (B) = 9, (M (B); U)
in which

vy Jpay(us [ v)dmI(y)
Thmeite) = G [)dm3 ()

for almost all (m?,u,) € MY xR in which q,(u. | 7) is the conditional density, with respect
to mY, of observing a jump of size u, knowing {~o = ~}.
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Moreover,
M;f,m 7¢(B)1{Tj§5<7j+1} = M:;m 7¢(B)1{Tj§5<7'j+1}
7m/u7 p— t7mu7¢ . Z7¢)
M‘ﬁj ¢(B) _mU(MTj— (B)7Tj77j7XTj—>aj)
in which

M, (MY 7o, to, To, o) = Jo Qu (7o | to; To, o, v)dmE (V)
v 01y Toyloy Lo, Ao quU(TO|t°’x°7a07U)dmg(U>‘

for almost all (MY, 7o,t0,T0,a,) € MY x R x [0,T] x R x A, in which q,(ro | te, To, a0, v)
is the conditional density, with respect to mY, of observing a jump of size ro knowing {1; =
tO,ij’d,’ = Xo, Oy = Uo, Vg = V}.

Proof. Use the same arguments as in the proof of Proposition 2.2.1 in Chapter 2.

3.2.6 Parametrization of the set M}

Here, we have three measures on which will depend the value function. The one associated
to the distribution of the jumps of the Poisson measure and the one from the unknown para-
meter evolve by a finite number of jumps on each bounded interval : the first one according
to the jumps of the random Poisson process and the second one according to the impulses
from the control. Those will not lead to deal with derivatives on the space of measures and
a specific [t6 formula nor generator of the diffusion. However, the measure associated to the
parameter of the intensity evolves continuously. To deal with this, we will assume that the
associated space of measures can be linked smoothly to a subset of R* for some & > 1.

Assumption 3.2.3. We assume that there exists an open or compact set P C RF, for some
k € N*, and a function
f P — M)\

0 — f(0),
which is a homeomorphism between P and M.
Remark 3.2.5. The process PP defined by :
p=fm"), P?P.=f Y M"M), s>t

remains, by construction, in P. Moreover, Lemma 1 and 3 provide that M only
depends on the stopping times of the jumps of the random Poisson measure on [0,t], thus,
Mtm s FN = 5 o (N(u,-),t <u < s)-adapted. Then, from Assumption 3.2.3, PP is
also FN-adapted. Moreover, PP does not depend on the size of the jumps.

According to Remark 3.2.5, we formulate the following assumption.

Assumption 3.2.4. Let P*? be the process defined in Remark 3.2.5.
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There exists Lipschitz maps hy : [0,T] x P — R* and hy : [0,T] x P — R* with linear
growth such that

Pt,p:er/' hl(s,p;vp)dﬁ/'/d ha(s, PYP)N (ds, du)
t t JRo*

=p+ / ha (s, Pst’p)ds + / ha(s, Pstf))st’
] t

where we use the notation : AN, := N(ds, R%).
We provide two examples in which the Assumptions 3.2.3 and 3.2.4 are fulfilled.

Example 1. Assume that there exists a cidlig function h : [0,T] — R* such that A(t,\) =

A(t) for all t > 0,\ € U*. Set m* = Mtt’mk = G(ay, Br), where G denotes the Gamma
distribution. Then, if we define

(0,8) = (@ + N = Nospo+ [ h(w)du)
it follows that
MY =G (a, ),
and P'"? = («a, ) satisfies Assumption 3.2.4.

Example 2. Assume that U* := {\,...,\,} € (RY)™ Define, for p = (p;)i<i<n with
pi > 0,1 <i <n, the distribution D(p) by :

Z?:l pi(;/\i

D = ="t
(p) i1 b

Set, for s > t,

. . NS t
Pl ::pl[ Il A(m)] ey <<,

J=N¢+1

Then Mt = D(P'?) and the process above satisfies the stochastic differential equation :

piri — pt / PEPEA(s, Ni)ds + / PEPYA(s, \) — 1]dN,, 1<i<n.
¢ t

3.2.7 Gain function

Given z = (t,z,¢,l) € Z and (p,m) € P x M, the aim of the controller is to maximize
the expected value of the gain functional

6 € VT s GPI(G) i g(X;7, O, Lif P M),
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in which ¢ is a continuous and bounded function on R? x CL x P x M. Recall that C2? is
the random variable which represents all CAT bonds which are still active at the end and
that L2 is the elapsed time. If there is an initial cost when a CAT bond is issued , recall
the function H, one should not issue any CAT bond too close to the end, this allows to
compensate it.

Given ¢ € ®>™ the expected gain is

J(z,p,m; ¢) = Em[G*P™ ()],

and
Py ™

is the corresponding value function. Note that v is bounded.

3.3 Value function characterization

In order to introduce the PDE, we first need the definition of a new function. Recall the
set J(c;u) defined in (3.2.5). Then,

Flzu) = > F(t,x,d,l;u), z:=(t,z,¢l),
JET (csu)

represents the total payoff for the ends of the CAT bonds according to the jump u. Recall
that IT : C — K gives the number of running policies where K := {0,...,k}.

For ease of notation, we define D := [0,7] x R? x CL x P x M, and for J € P(K),
Dy :=[0,T] x R¢x CLy x P x M. To J € P(K), we denote by 13 = (15(j))1<j<~ the vector
in R* in which 15(j) = 1if j € J, 0 else.

For (z,p,m) € D and u € R%*, we introduce the operator Z defined, for all (z,p, m) € D,
by :

Il ul(z,p,m) == p(t,x + B(t, z,u) + F(z;u), € (¢, ;u), p + ha(t, p), M, (M5 u), m").
Thus, the Dynkin operator associated to our problem with policies running in indexes J

is :

Ll =0+ (u+> 15()C(t, &), D) + (13, Do) + (h1, Do)+

/Rd [Z1eo, u] — @] A(t, M) T (Y0, du),

in which recall that T denotes the size distribution of the jumps of the random Poisson
measure N. Moreover, we introduce :

ﬁi@ = Em [EJSO} )

4. To issue a CAT bond has a cost.
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and
D, :=[0,7) x R x CL; x P x M,

Dy :={T} xR x CL x P x M.
Then, we expect that v is a viscosity solution of, for each J € P(K) and non-empty J' C J,

-k {—E,Ifgo} + 1y min{—Llp, 0 — Ko} =0 on D, (3.3.1)
¢ = 1yy-ky9 + 1gsky max {Kg, g} on Dy (3.3.2)
lim (., c,l',.) = max{p(, € [c, &5 (1)],.),Kp(, € [c, 25 ()],.)} on D\Dy  (3.3.3)

VD)

in which, for (z,p,m) € Dy and ¢* € &> a control such that {bea =t = a} holds with
probability one,

K= supKrp, K7p(z,p,m) = Emlo(Z5" p, ME™)];

and, for J' C J,
230,07 = (0,0 (3.3.4)
([)i<j<n = ((Lgieay + Lilggan ) i<j<k, (3.3.5
where (0,07 :={l € ([0,(]Ud):1; £0 < j € T}

Remark 3.3.1. Note that the above corresponds to the definition of a system of PDFEs linked
by the common boundary conditions.

We now define what is a viscosity solution of (3.3.1)-(3.3.2)-(3.3.3). For J € P(K), we
define :
€y = {go :Dy— R, g€ Cl’l’(o’l)’l’O(DJ)} :

Definition 3.3.1. We say that a upper-semicontinuous function u on D is a viscosity sub-
solution of (8.5.1)-(3.8.2)-(3.3.3) if, for any J € P(K), (2o, po,mo) € Dy, and p € €} such
that maxp,; (u — ¢) = (v — @) (20, Po, Mo) = 0 we have, if to < T,

15—k {—5590} + Ly min{— Lo, ¢ — Ku)} (20, po, mo) <0,

if I # 0, for any non-empty J € P(J), with dy = (to, o, Co, £ (Io), po,ms) and d, =
(to,xo,C{[co,ﬂﬂl(lo)],po,mo),

limsup u(z,p,m) < max {u(d;), Ku(d;)} ,

(vavm)%do

and, ifto =T,
(2o, Poy Mo) < {l{J:K}g + 152k} max(ng,g)} (Zo, Coy loy Doy Mo).
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We say that a lower-semicontinuous function v on D is a wviscosity super-solution of
(3.8.1)-(3.3.2)-(3.3.3) if, for any J € P(K), (20,p0,mo) € Dy, and ¢ € €5 such that
minp, (v — ¢) = (v — ) (2o, Po, Mo) = 0 we have, if to < T,

1k [—EFSO} + 1gzk) min{—ﬁ;]cp, ¢ — Kv) }(20, po, mo) > 0,

if 3 # 0, for any non-empty J € P(J), with dy = (to, To,Co, L3 (1), Po, Mo) and d, =
(to,xo,Ce_[co,ﬁgl(lo)],po,mo),
liminf v(z,p,m) > max{v(d.), Kv(d,)}

(Z7p1m)_>d0

and, ifto =T,
U(Zmpm mO) > {1{J:K}g + 1{J;£K} maX(ICg, g)} (xm Co, l0ap0a mO)-

We say that a function w is a viscosity solution of (3.8.1)-(53.8.2)-(3.5.3) if its upper-
semicontinuous envelope u* is a viscosity sub-solution and its lower-semicontinuous envelope
Uy 18 a viscosity super-solution of (3.3.1)-(3.3.2)-(3.53.3).

To ensure that the above operator is continuous, we first assume that :

Assumption 3.3.1. Ky is upper- (resp. lower-) semicontinuous, for all upper- (resp. lower-)
semicontinuous bounded function .

A sufficient condition for Assumption 3.3.1 to hold is provided in Chapter 2, see the
discussion after equation (2.3.6).

In order to ensure that £ is continuous for all J € P(K), we make the following assump-
tion.

Assumption 3.3.2. We assume that
— The functions F' and M., are continuous ;
— The stochastic kernel v — Y (v, du) is continuous;
— There map (t,\) — A(t, \) is continuous.

Lemma 6. Assume that Assumption 3.3.2 holds. Then, for all (¢,m) € C x M, with J :=
{j € K:¢; # 0}, and for all bounded function ¢ € €5, the operator LIy is continuous.

Proof. Let (¢,m) € C x M and J defined as above. Recall that

Llo =0+ (u+ > 15(5)C(t, &), Do) + (13, Do) + (b1, Dpp)

B | [ [Tlevul = ¢ At Xo) T (0, d)|

For the first line above, since all involved functions are continuous, the operator is conti-
nuous. For the second line, since ¢ is bounded, one easily checks that the expected value with
respect to (A, ) is well defined and one can apply Fubini’s theorem. This is rewritten :
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Nep) [ |, Elowu]l = ) Xy, du) | dim?(3)

with A(t,p) := [» A(t, \)dm*(\) which is continuous, see [17, Proposition 7.30 p145].

Now, remark that the function integrated through Y (v, du) with v € U” fixed is conti-
nuous by definition. Since the stochastic kernel v — T(~, du) is assumed to be continuous, we
get again from [Proposition 7.30 p145] that the function integrated through m? is continuous
and bounded. And then, the operator is continuous.

We now assume that we have a comparison principle. A sufficient condition is provided
in Proposition 3.5.1 below.

Assumption 3.3.3. Let U (resp. V') be a upper- (resp. lower-) semicontinuous bounded
viscosity sub- (resp. super-) solution of (3.3.1)-(3.3.2)-(3.3.3). Assume further that U <V
on Dr. Then, U <V on D.

Theorem 1. The function v is the unique viscosity solution of (3.3.1)-(3.5.2)-(3.3.3).

3.4 Viscosity solution properties

This part is dedicated to the proof of the viscosity solution characterization of Theorem 1.
We start with the sub-solution property and continue with the super-solution property. The
main difficulty relies on the fact that the filtration depends on the initial data. The results
can be obtained along the lines of Chapter 2.

3.4.1 Sub-solution property
Proposition 3.4.1. The function v is a viscosity sub-solution of (3.3.1)-(3.5.2)-(3.3.3).

The proof of this proposition, as usual, relies on a dynamic programming principle. For
this part, the dependency of the filtration on the initial data in not problematic as it only
requires a conditioning argument. We have the following result :

Proposition 3.4.2. Fiz J € P(K) and (z,p,m) € Dy, and let 6 be the first exit time of
(279", P'?) from a Borel set B C Dy containing (z,p, m) where ¢° € ®*™ is a control such

that Tfo >t. Then,
z i * z
V<Z7p7 m) < ¢Sg£)m K. V*(ZQ’QS’ Pg’p,m)1{9<7i¢>} + Ky (ZT{fi’ P:;f*’ m)l{ezrf} (341)
el
in which z := (t,z,¢,l), (IDZZT ={¢p € o™ : > t}.

Proof. It suffices to follow the arguments of Proposition 2.4.2 in Chapter 2.

We now prove Proposition 3.4.1.
Proof.

Since, for each J € P(K), the operator £ is continuous, the proof of (3.3.1) and (3.3.2)
can be obtained by using the same arguments as in Proposition 2.4.1 in Chapter 2.

To prove (3.3.3), one can use the same arguments used in order to prove (3.3.2).
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3.4.2 Super-solution property

Because of the non-trivial dependence of the filtration F*™® with respect to the initial
data, in order to prove the super-solution property associated to Theorem 1, we shall use a
discrete version of our impulse control problem, as in Chapter 2. We shall show that the limit
problem is a super-solution of (3.3.1)-(3.3.2)-(3.3.3). Proposition 3.4.1 and the comparison
assumption will show that the limit problem is v.

We shall use a dynamic programing principle in some discrete form defined below.

Proposition 3.4.3. Fiz J € P(K) and (z,p,m) € Dy. Let ®2™ be the subset of elements
of ®™ such that the stopping times 7.0 > 1 are valued in {t} U m, N [t,T] with m, =
{kT/2";0 < k < 2"}. The corresponding value function is :

Vn(zﬂp7 m) = Sup J(Z7p7 m; ¢)7 <Z7p7 m) e D'
pedy™
Let (6%,¢ € ®2™) be such that 0° is a F*>™%-stopping time valued in {t} U, N [t,T].
Then,

va(zmpim) = sup B [vi(Z30, B M)
pedy™

Proof. It suffices to follow the arguments of Lemma 2.4.1, Proposition 2.4.3 and Corollary
2.4.1 in Chapter 2.
We now consider the limit n — 4o00. Let us set, for (z,p,m) € D,

vo(z,p,m) := lim inf v (2, p,m').
(Z/7pl7ml7n)ﬁ(z7p7m7+w)

Proposition 3.4.4. The function v, is a viscosity super-solution of (3.3.1)-(3.3.2)-(3.5.3).

Proof.

The equations (3.3.1) and (3.3.2) can be obtained by using Proposition 3.4.3 and following
the arguments in the proof of Proposition 2.4.4 in Chapter 2.

We now prove the boundary condition (3.3.3).

Step 1. Fix J € P(K) and (z,p,m) € Djy.

Let ny — 400 and (zx, pk, mk) — (2, p,m) such that v, (2x, pk, M) — vo(z,p,m). Let
ko, > 1 and define the lower semi-continuous function ¢y, as in the proof of Proposition 2.4.4
in Chapter 2. Then, from Proposition 3.4.3, with ¢ € ®%%™ a control such that T{bo > T, we
get for k > k.

21,0°  ptip 25k d°
Vg (Zk’apkamk) > Em |:S0kO(Ze¢O 1 1 gp0 ) M ge0 ) .

Then, k£ — +o0 leads to

0
Vo(2,p,m) > Ba [0, (200, PLf, M5
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and, again from the proof of Proposition 2.4.4 in Chapter 2, we get that limg, 1o 0, >
V.. By Fatou’s lemma we have

(1]
Vo(2,p,m) > B [va( 2200, Po, M5

Step 2. Now fix J/ C J and (zo,po,mo) € Dy. Let k& — +oo and (zy, pr, mi) —
(to, To, Co, £3 (1), Po, M) such that

Vo 2k, Dk, Mg) — liminf Vo(z,p,m).
(vavm)ﬁ(to 7900700723 (lo),po 7m0)

We introduce hy := £J (l,) — ly. Then, for k, large enough, we can find € > 0 such that
SUPy> g, MaXjey by, < & < infpsp, max;eny (€ —13). Then, for k > k.,

Volths Ty iy £3 (o) — iy iy M) > E {Vo(fofO’ pjepe, Mtzﬁémk’%)} :

Now, we send k — 400, since the functions in the diffusion are Lipschitz, using Fatou’s
lemma leads to

kggloo Vo (ks ks i, £3 (o) = hiey pry ) > B [vo(ijiO, PP Mti’r?’qbo)} :

Since, under the control ¢°, the processes X, P and M are driven here by the random
Poisson measure with finite activity, they satisfy the stochastic continuity property. Moreover,
since the probability of observing a jump decreases to 0 when € — 0, one easily shows that,

Hm Vo (s Ta, Cry £3 (L) = iy Py M) > Vo (to, To, € o, £ (1)], Pos M),
k—+o0

by using the fact that v, is bounded and the definition of the process C' and L after the end
of one or several CAT bonds.
Step 3. In order to show the second inequality, repeat Step 1. and Step 2. using, instead
of ¢°, a control ¢* € ®=™ such that {Tf’a =1, o/fa = a, Tfa > T'} holds with probability one.
We now prove Theorem 1.
Proof. [Proof of Theorem 1.] We already know that v* and v, are respectively a bounded
sub- and super-solution of (3.3.1)-(3.3.2)-(3.3.3). Then, under Assumption 3.3.3, v* < v,.
Moreover, by construction, v, < v < v*. Then, v is continuous and the unique solution of
(3.3.1)-(3.3.2)-(3.3.3).

Remark 3.4.1. If we denote by Sk the set of permutation of {1 < k < k}, then, by symmetry,
v(z,p,m) =v(t,z, (c,1) o X, p,m)
for each ¥ € Sk, (z,p,m) € D. From a numerical point of view, this allows to only compute

the value function on k + 1 different dimensions for the CAT bonds space CL on which we
can order them, instead of 2% different dimensions with no order.
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3.5 A sufficient condition for the comparison

In this section, we provide a sufficient condition for Assumption 3.3.3 to hold.

Proposition 3.5.1. Assumption 3.3.3 holds whenever there exists a function W on [0,T) X
R? x CL x P x M such that, for each J € P(K),

(i) (t,x,1,p) — V(t,x,c,l,p,m) € CHLLL[0,T) x REx [0,£) x P) for all (c,m) € C x M,

(ii) 0¥ > LIV on Dy for some o > 0,

(iii) W — KW > § on Dy for some § > 0,

(iv) ¥ > maz(Kg,g) on R x CLy x P x M with §(t,-) := eg(t,-) and o is defined in

(i),
(v) liminf, oy U e, l,) = U(- € (e, £3(1)),.) >0 for all Y C J,
(vi) U= < U(z) = o(||z|?) as ||z||* = +oo for some ¥ : R — R.

Proof.

Step 1. As usual, we shall argue by contradiction. We assume that there exists some
Jo € P(K) and some (zq, po, mg) € Dy such that (U —V')(zo, po, mo) > 0, in which U is a sub-
solution of (3.3.1)-(3.3.2)-(3.3.3) and V' is a super-solution of (3.3.1)-(3.3.2)-(3.3.3). Recall the
definition of ¥, ¢ and g in Proposition 3.5.1. We set a(t,.) = e?U(t,.) and 0(¢,.) = e?'V (¢, .)
for all (¢,.) € Dy for all J € P(K). Then, there exists A € (0,1) such that

(@ — ) (20, po, mo) > 0, (3.5.1)
in which #* := (1 — )0 + A¥. Note that @ and ¥ are sub and super-solution on Dy of
min {op — LIp, 0 — Kp} =0
for each J € P(K), with the boundary conditions

Lua—xy(e(T,-) = 9) + Lgzxy min{p(T', ) — 3, (T, ) = Kg} =0, (3.5.2)
and
lim o, el,.) =0l ey 1)],.) YI cJ, (¢l)ecCLy (3.5.3)
r—g3' (1)

Step 2. Let dyg be a metric on M compatible with the weak topology. For (¢, x,y, ¢, 1, p,q,m) €
D' :=[0,T] x R? x R? x CL x P%2 x M, we set :

F&(t7 x’ y7 C? l7p7 q7 m) ::ﬂ(t7 x? C’ l7p7 m) - ﬁA(t7 y? C’ l? q7 m)

(3.5.4)
=& (Il + ly1? + (e, 1) + IIpl* + llgl* + daa(m))

with & > 0 small enough such that I'.(¢y, zo, zo, co, lo, Po, Po, o) > 0. Although [0,/) is
not closed, note that the supremum is achieved for some J. € P(K) by some (t.,x.,ye,
Ceyley Py e, me) € Dy . This follows from the upper-semicontinuity of I'., the fact that @, —o
and —W are bounded from above, and by the fact that

limsup(@ — ) (., ¢, 1',.) < (@ — ) (., € (e, £5(1)), .).
(10
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For (t,z,y,¢,l,p,q,m) € D', we set
Or(t,x,y,¢,L,p,q,m) = Te(t, 2,9, ¢,,p,q,m) —n (|lz — y[* + lp — ql*) -
Again, there is (¢, 25, v, ¢, 15, p5, &, m5) € D’ such that
SUp OF = OZ (th, Ty Y G by s G 1)
It is standard to show that, after possibly considering a subsequence,
(s @500 Y o 5 D €5 105) = (B B, G, 2, I, B, Gy 2) €D,
n (a5 = val® + 5 — g5I*) — 0, and

@g@fu Ly yna n? lfupnu qn; 2) - Fe(tAz-:a jz—:a ﬁs, éea le;ﬁa QE7 ms) = Fe(ta Ley Ye, Ce, lsypsa e, mz—:)a
(3.5.5)
see e.g. [31, Lemma 3.1]. Moreover, up to a subsequence, there exists ny € N, such that, for
all n > ng, (65,25, ¢5, 15, p5,mE) € Dy and (t5, 45, 5 15, ¢5,m) € DJE
Step 3. We first assume that, up to a subsequence, (@ — Ku)(t5, 25, 5, 15, p5,ms) < 0, for
n > 1. Then, it follows from the supersolution property of v and Condltlon (iii) that

ﬁ(ti,x Ca ln’prw n) _f))\(tavynv n?l;’qn’ n) <
Kﬂ(tiw QZ n7 lprnv n) - ’CU ( no yn? Cn? lfw qfw mfl) — Ad.
Passing to the limsup and using (3.5.5) and (3.3.1), we obtain
(ﬂ - 6)\)@57 isa ésa Z&?ﬁea me) + Ad < K(ﬂ - 17)\)657 isa 657 stﬁsa me)
Now let us observe that

Sup(ﬁ—f)’\) = lim sup Fa(t,l',ZE,C,l,p,p,m)
D =0 (t,z,c,l,p,m)eD

- limre<t€7x67xaac€7lé‘?pé‘JpEJmE) (356>
e—0
= lim Fe(ia Te, B, Ccy ey Pe, P, m6)7
e—0
in which the last identity follows from (3.5.5). Combined with the above inequality, this
shows that supp (@ — ) + Ad < limsup, o K(@ — 9*)(fe, 2¢, ¢, le, Pe, ), which leads to a
contradiction for £ small enough.

Step 4. We now show that there is a subsequence such that t; < T for all n > 1. If not,

one can assume that ¢5 = T'. If, up to a subsequence, one can have a(7, x5, ¢, 15, p5,ms)) <
g(T, x5, ¢ 18, ps,ms), then it follows from (3.5.2) and Condition (iv) that,

a(T7'x lg,pn’ )) (T y’n,? f]’ln7qn7 fL) S g(T’x CE ln7pn7 ) (T yn? fl’l’rqu? 8)'

Hence,
Fe(t57I€7IEJC€7 l€7p€7p€7m€) S §<T7 $1€17 CiL7l’f€7,7p;€17m1€1> - g(T7 yi?cij l7i7q27 mi)?
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and (3.5.5) with (3.5.6) leads to supp (@ — ) < 0, a contradiction. If, up to a subsequence,
w(T, x5, 5,15, p5,ms) < Kg(T, x5, ¢, 15, ps,ms), by (3.5.2) and Condition (iv),

ﬂ(T,ZL‘ nalfmpna )_6>\(T7yn7 nal27qn7 )S ’Cg(T7ZE nalivpn7 )_’Cg(Tv yna nvliaqna 781)

Hence,

Fa(t87$87$57c€7l£7p87p87m€) S Kg(T7'T la’pn, ) ICg(T yn7 n?ln7Qn7 n)?

and combining Assumption 3.3.1 with (3.5.5) and (3.5.6) leads to supp (@ — ") < 0, the same
contradiction.
Step 5. In view of step 2, 3, 4, one can assume that t5 < T, (a—Ka)(t5, x5, 5, IS, p5,ms) >

n

0 and (c,15) € CLye for all n > 1. Using Ishii’s Lemma and following standard arguments,

n'’n

see Theorem 8.3 and the discussion after Theorem 3.2 in [31], we deduce from the sub-
and supersolution viscosity solutions property of @ and @, and the Lipschitz continuity
assumptions on pu, o and [, that

o (Ut a5, ¢, 15, 15 msy) — 0 (8,45, &, 15 g5, ms,) ) <
C (n(llzs — vall® + 15, — G5l®) + e+ g l1? + Nwall® + P51 + lgG 1))
for some C' > 0, independent of n and e. In view of (3.5.4) and (3.5.5), we get
ole(fe, e, e, b, e, ey Py 1) < 2Ce (14 |2 + [[e]|?) - (35.7)

We shall prove in next step that the right-hand side of (3.5.7) goes to 0 as € — 0, up to a
subsequence. Combined with (3.5.6), this leads to a contradiction of (3.5.1).

Step 6. We conclude the proof by proving the claim used above. First note that we can
always construct a sequence (f., &e, &, Iz, e, ) )es0 such that

T.(t., e, T, Cey le,y Pey Pe, e) — sup(@ — %) and
D

e (I1Z]1? + (e, &) + 15| + dma(me)) = 0 as e — 0.

By (3.5.5), D.(iz, &e, &z, e, le, Py Pos 1e) < Do(fey ey @, e, Iz, Pes Pe, he). Hence, supp (a—*) <
supp (@ — %) — 2liminf. ;o e (||2]]* + ||P:]|?)-

3.6 Numerical Scheme

We let h, be a time-discretization step such that both T'/h, and ¢/h, are an integer. In
order to ensure the existence of such a h., we shall assume that (7'/¢) € Q% which does not
appear as a restriction from a practical point of view. We set T" := {th* .= ih,,i < T/h.}
and, for J € P(K), we set Lj° = [T%_,(015¢(j) + L"15(j)) in which Lt := {I}* := ih,,i <
0/ho}.

73



The space R? is discretized with a space step hy on a rectangle [—c, c|? containing Ny,
points on each direction. The corresponding set is denoted by X"+, Recall that P is a subset
of R%. We again discretise R? with the same step space h, on a rectangle [—c, c|? containing
N} points. The corresponding set is denoted by Po"= thus, the discretization of P is P/ :=
Po N P.

We set h = (ho, hy). The first order derivatives (0;p), (0w, )i<d, (O1,9)i<x and (0,,¥)i<d
are approximated by using the standard up-wind approximations :

A?O7t¢(zapa m) = hgl (@(t + h07 ) - 90)
Rt (o, + eihe,) — @) ifp +35%,C >0
},"*FB - * D) 7 j=1 =
A p(z,p,m) { h*—l (p— (-, — e;hy,-)) else
. b (el ehy, ) — @) ified
tnm =

hap b (e(p+eih ) — @) ifhy >0
Ai SO(Zypa m) = { h:l (SO _ S0(7p o ez‘h* )) else

in which e; is i — th unit vector of R<.
We shall assume that A is finite. We introduce :

R

Ch == [[(015:(5) + (X x R} x A)15(5)),

=1

in which R := {ih, : —¢/h, <i < c/h,}.
Then, the discrete counter-part of the set of policies running in indexes J is defined by

CL} .= Cl x L.

We introduce : o
Ahel(tp) =t [ [ A, Ndm (s,
t U

in which m” is completely determined by p, recall Assumption 3.2.3.

Note that, for u € U7, we may have x + (-, u) +§(;u) & X?;. One needs to approximate
¢ with the closest points in X"+, We have the same issue with PZP We define [¢],, as an
approximation of ¢ by

[(p]h* - Z w(m’,p’ | l‘,p)(p(-,l‘/, 'ap/a )

(z',p")eCh, (x)XCh, (p)

in which Cy, (z) (resp. C, (p)) denotes the corners of the cube of R? (resp. RY) in which z
(resp. p) belongs too and w(- | z,p) is a weight function.
Moreover, in order to integrate the boundary condition when [; — ¢ for some j € J, we

define L' = L U ¢ and L' = [15-1(015¢(j) + L' 15(j)). We introduce
[@]Z('a ¢, l7 ) = gO(, @{(67 l)a ')7 (07 l) € C]}* X E.f]LO
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And finally,

eI, = [l)In..
The discrete counterpart of £ for all J € P(K) is
Lo = AP ol + 30 ATl + 3 A el + 30 APl
1<i<d ieJ 1<i<d (3.6.1)
/U“f /Rd (t + ho,+) — 90} T (v, du)dm? ().

For the sequel, we set ¢° € ®2™ a control such that T{z’ "> T as. and ¢* € ™ a control
such that be =t a.s. and 755 > T a.s. for a € A. Thus, the discrete counterpart of K is

K 1= sup B (215, (205, Pt M) (3.6.2)

We set )D(’g; = (X!\0X!), and 152; = (P2\OPZ™).
Our numerical scheme consists in solving, for all J € P(K) :

0 =1k} {—,ngp} + 12k min{—ﬁgap, Y — IChcp} on (Th"\T) X X';* X CL? X PZ: x M

(3.6.3)
¢ =g1ly—xy + (9 V Klgln.) Lz on {T} x X" x CL} x f’?; x M
(3.6.4)
© =g on T’ x §XM x CL: x P x M
(3.6.5)

Proposition 3.6.1. Let v§ denote the solution of (3.6.3)-(3.6.4)-(5.6.5). Then v — v when
(huy ho/hy) = 0 and ¢ — +o0.

Proof. We check that the conditions of [14, Theorem 2.1.] are satisfied as in [9].

3.7 Example : CAT bonds in a per event framework for
Hurricanes in Florida

Here we focus on a simple example where the controller is an insurance or a reinsurance
company which can issue CAT bonds in order to cover its risk in natural disasters.

We will consider CAT bonds of per event type. The time-unit will be the year and we fix
¢ = 3 which corresponds to the average maturity of CAT bonds in years.

We will consider the case of hurricanes occurring on the US Atlantic coast. More specifi-
cally, on Florida. The motivation comes from the fact that this region is well exposed, about
one hurricane every two years in average, see [53]; and has an important and increasing
insured value about 4000 billion in 2015, see [60].
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Thus, we build an example in which an insurer has a strong exposition in Florida against
the hurricanes, and can launch CAT bonds to cover it.

We consider a 1-dimension random Poisson measure N, which represents the intensity of
arrival and the severity of Hurricanes. We first on the case with a Gamma distribution as a
prior.

3.7.1 Intensity of Hurricanes : the Gamma case

We define the intensity A as the function :
A(t,N) = Ah(t), (t, ) €[0,T] x R,

in which A : ¢ — h(t) is a positive continuous function which represents the seasonality of
the arrival of hurricanes and some growth according to the global warming. The parameter
e U= R , which is unknown, represents a level of intensity.

We set m) = G(a, By) with (g, fo) € (R%)? as an initial prior on .

Thus, by Example 1, we deduce that the process M t’mA, starting from m* := T'(ay, 3;) at
t € [0,T], remains in the family of Gamma distributions and, for all s > t,

M,=G (at + N, — N, 5 —|—/ h(u)du> )
t
Moreover, we can define two processes P® and P” :

P =P+ [ ans,
t

PP =Ppf + / h(s)ds.
¢

and, by construction, M = G(P%, P?).

For the function h, we need to add seasonality. We will add growth’s intensity in the
Bernoulli case. For the seasonality, especially on big Hurricanes, we refer to [56] in which
the authors give a curve based on a kernel density estimation. One close parametric density
function over one year can be found in the form :

ho : [0,1] — R, (3.7.1)

( t—d -
tH{ (J)Ca,ﬁ (#%) ift € (doda) (3.7.2)

else

A

in which f; ; is the density function of the Beta distribution of parameters (&, 3) € (R%)?.
The Figure 3.1 shows a representation of hg close to the one obtained in [56].
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Normalized intensity over one year
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FIGURE 3.1 — Representation of h over one year with dy = 15 July, d; = 15" November,
& =8 and = 6.

3.7.2 Intensity of Hurricanes : the Bernoulli case

Although the Gamma prior gives parameters that belongs in R, in order to remains in
the Gamma distribution over time, it requires the form (¢, A) — Ah(t) and then the intensity
of the whole period is proportional in A\. We introduce a Bernoulli case with three alternatives
in which one can place any function depending on time.

With F : R, +— N the integer part function, we define the intensity as :

AN = ;h(t) (1 + ?A) L) €10.T] x {A, An As) (3.7.3)

in which the parameter A € {\, A2, \3} C R, represents 3 scenarios of the evolution of the

intensity, as a consequence of the global warming.

Following Example 2, we can define 3 processes, starting from p := (p*,p?, p*) € R} at
time t € [0, 7] :

Pli—pi— /t PA(s, M) ds + /t P [A(s, \) — 1]dN, (3.7.4)
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3.7.3 Severity of the Hurricanes

As in [53], we use a Generalized Pareto Distribution for the simulation of the severity of
the claim, over the exposure of 4000 billion. Their threshold (minimum claim size) is p = 0.25
billion for an exposure of 2000 billion. Here, we shall use : = 0.5, 0 = 5 and £ = 0.5. To fix
ideas, the median is 4.5 billion, the quantile at 90% is 22 billion and the quantile at 99.5% is
132 billion. We also bound the distribution by the total exposure of 4000 billion.

Now we define the possible CAT bonds to issue. We will work with per event CAT bonds.

We introduce the so-called Occurrence Exceedance Probability (OEP) curve. To this aim,
we introduce the random variable :

g := max /* uN (du, {s}),

t<s<t+1 JRr
which is the greatest Hurricane in [t,¢ 4 1] for ¢t € [0,7 — 1]. The OEP curve is simply :

1
OEP! ::inf{xER:P(Lth)zl—t}, t>0,
in which t is called the Return period. By construction, OFE P! is the quantile of order 1 —1/t
Of Lt.
The Figure 3.2 shows the corresponding OEP curve with the prior (p®,p?) := (25, 50).
We now define the set of controls and the output process.

3.7.4 The set of controls and the output process

Recall that a control ¢ has the form (Tf, kf) , nf)) Here n; is the percentage of the Insured
Value in the portfolio of the Insurer and is the notional of the CAT bond. It is fixed to one.
We introduce { Ky, Ky, K3, K4} := {10, 50, 200, 1000}. We introduce what will be the capacity
of the CAT bonds : [, = OEP),  — OEP; for 1 <j<3andte[0,T—1].

The value k; can be chosen in {K;, Ky, K3} and the associated sets Ay, are defined by :

Al = [OEP}, 400, i> 1.

If a Hurricane leads to a cost in Aj , then the default of the CAT bond is activated. It
remains to define the payout for the insurer in the default case. It corresponds to cover the
layer [OEP{,OEP{ + ;] at a ratio of n;. We define the payout of the j — th CAT bonds
as :

Fi(t,z,c,l,n, k,u) :=n; [(u — OEP,:;lj>+ A [kj} , jed{L,2}.

Note that, in our example, the risk cannot be covered above the return period of 1000.

We consider the process X := (X!, X?) valued in R?. The first component represents
the cash of the Insurer/Reinsurer and the second component represents the risk premium, in
term of percentage of the pure premium, of the market about the CAT bonds.
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OEP curve
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FIGURE 3.2 — Representation of an OEP curve, with the parameter (u, o, ) defined in the
text and with the prior (p, p?) := (25, 50).

We shall denote by p > 0 the speed mean return of the price of CAT bonds, by p* : R — R

the increase function of the price after a claim and by Hy > 0 the initial cost of issuing a
CAT bond. We set, with z := (2!, 2?) :

u—i—r:);)
2

The parameter p represents the premium rate, the insurer is profitable if © > Eg [A(t, A)] [ uY (du),
and r > 0 is the constant interest rate.
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3.7.5 Gain function and dimension reduction

The controller wants to maximize, for some v > 0, the criteria
1 Hy & A
g(x,c,l,p,m) = —exp |—y |z + 7 S g0 =) || VC.
k=1

The right part inside the exponential function compensates the initial cost for remaining
CAT bonds, in order to avoid particular behavior of issuing nothing close to the end. We
take C' := —103% which ensures that ¢ is bounded and big enough such that it will not play
an essential role.

Note that in the Gamma prior case, we have P? = Pf + J; hsds which is a function of
time. Then, one can avoid it in the numerical scheme since it is a function of time fully
characterized by the initial prior.

In the Bernoulli case, one can see that, if we set for the prior

p' = p,

for some 0 > 0, then, for all s > ¢, we have P, = §P; and then D(P!) = D(P;). One can
normalized P such that the sum is 1 and avoid the last component.

3.7.6 The choice of the parameters

We choose here the form and the functions and the parameters for our toy examples. We
first describe the Gamma case (for the prior) and then describes the Bernoulli case.

Just after the occurrence of Katrina, the price of the reinsurance was about two or three
times greater with a persistence of about two years and can be also seen on the CAT bond
market, see Figure 9 in [33]. Thus, we set

pi=2.

Moreover, the estimated return-period of such event is about 20-year return period, see [48].
Since the increase was about two of three times greater, we set

0.05

o) =
1- meé(“)

in which F),,¢ denotes the cumulative distribution function of the Pareto distribution
of parameters (u,o,£). Then, here, for a return period of 40 years (recall that we have in
average one claim each 2-year period), it gives an increase of 100% of the price.

The insurer has a market share of ey €]0, 1] that we fix at 10%. We shall assume that,
the insurer is profitable until A = 0.65. Then, the premium rate is

0o

1-¢

= 0.65 eo/ uY (du) = 0.65 X eg X (,uo + ) = (0.6825.
R*
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If k; = K; with j € {1,2,3},

1 1/1 1
’L:Q: i7XT'7 iyci) — T =\ 7 — I, (1 2 il - 3.7.5
T o(7i, Xoy qiiyei) = [60 (Kj+1+2<Kj Kjﬂ))] KJ( +x +6) ( )

Thus, the CAT bond price is decomposed by :

— The part =— Wthh is the probability that a claim is above the layer within one year
and then the payout is the layer
— The part ++ — K_—H which is the probability that the greatest claim is in the layer,

and we multlply it by one half like if it was uniformly distributed in the layer, which
is greater than the true value.
— The factor 22 is the risk aversion of the market, and ¢; is some random value about
the price the coupon.
Finally, the cost of issuing a CAT bond is fixed at : Hy := 0.0025, the interest rate is
fixed at r :== 1% and the market share at ¢y := 10%.

Remark 3.7.1. In these examples, we deal with per event CAT bonds. One also can deal
with aggregated losses within the period. In this case, one needs to remember the current
accumulation of claims and to introduce another dimension in the output process X .

Remark 3.7.2. In practice, in general, a partial default below 70%-80% of the capacity does
not end the CAT bonds : the coupon is reduced by the proportional loss and another loss may
lead to the complete default, using the same limits. Here, for simplification, the CAT bond
ends whenever the layer is attained.

Remark 3.7.3. Note that the function ¥(z,c,l,p) = & + ! 4§ satisfies the conditions of
Proposition 3.5.1, for 6 > 0 great enough.

Note that, in this example, we did not add any global warming effect, it will be added
in the Bernoulli case. Actually here, we could only add a deterministic global warming effect
since the Bayes stability requires an intensity of the form A(t, A) = Ah(¢).

With a convex hull of Dirac masses

In this case, the intensity grows over time, recall (3.7.3). We fix A\; = 0.2, Ao = 0.3, A3 = 04
and P} = P = P} = %, recall (3.7.4).

To be consistent, We say that the premium rate also rises over time following the rise of
intensity, but by 35%, and then is :

u(t z) = <u (1 + 0.35%) +m1> () € 0T x R

We assume that the market is updating the OEP with :
t
OEP" .= OEP° <1 + 0.35T> , tefo,T).
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3.7.7 Results

Recall that, for each CAT bond that the insurer can issue, we need to add its characte-
ristics and then the complexity increases hugely in x, depending on possible policies. Thus,
in our simulation, we use kK = 2 and thus, the controller can choose at most 2 layers among
the three available (recall them in term of return periods : [10, 50], [50, 200] and [200, 1000]
which correspond to [1.23, 4], [4, 9], and [9, 21.5] in billion dollars).

With the Gamma prior

In Figure 3.3, we provide a simulated path of the optimal strategy in which the Pareto
distribution is discretized in 2500 points (the highest possible value is 49 billion dollars). The
top left graphic describes the control played by the insurer. The top part represents the issue
of CAT bonds, the level is the lower bound of the layer. The bottom part represents the
running CAT bonds with respect to the layer. The double dash says that two CAT bonds at
the same layer are running. The top right graphic describes the arrival of natural disasters.
The bottom part gives the size of the claim of the insurer while the top part gives the payoff of
the CAT bond(s). The middle left graphic describes the evolution of the cash of the insurer.
The middle right graphic gives the evolution oh X?, the price penalty of the CAT bonds
which appears in (3.7.5). The bottom left graphic gives the evolution of the mean of the
estimated distribution of Ay, defined by %, and the bottom right graphic gives the evolution

of the standard deviation, defined by \épf.

At the beginning, the insurer does not issue any CAT bond. Since we start in January,
there is no risk to experiment a claim and thus the insurer delay the issue. Just when the
season starts, he first chooses to issue two CAT bonds on the layer [200, 1000]. Recall that it is
the highest layer which corresponds to [9,21.5] in billion dollars. It is possible to have a claim
highly above the layer and having a double cover on this big layer gives, indirectly, a cover
against huge claims above the layer (recall that the maximum claim size is 49 billion dollars).
He renews each CAT bond at the maturity until he meets a claim with a return period above
1000 during the 5" year. He gets the associated payoff. Despite the huge increase of the price
of CAT bonds, by almost 400%, he immediately issues a new one on the layer [200, 1000],
but only one. He waits the next season, with a better expected price, to issue the other one.
After, he follows this strategy to the end, except very close to the end where he optimizes
the cost of CAT bonds.

In Figure 3.4, we represent the approximated density (by kernel estimation) of the total
cash of the insurer at the end of the 30 years. On the left, it is the case with A\g = 0.6 (as it
is also the case in Figure 3.3) and on the right with A\g = 0.5, i.e. what believes the insurer
at the beginning. The solid curve is the case when the insurer plays the optimal control and
the dashed curve is when he never issues any CAT bond. We also add the quantiles at 99.5%
in term of losses, see the legend. In the case with A\g = 0.6 (left), from which the paths in
Figure 3.3 come from, we can see that the standard deviation is reduced. And the quantile
at 99.5% is strongly reduced. One can observe that the case A\g = 0.6 strongly reduces the
expected net return in average.
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FI1GURE 3.3 — Simulated path of the optimal strategy of the insurer.
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Cash distribution at the end (Ao = 0.6) Cash distribution at the end (Ao =0.5)
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FIGURE 3.4 — Cash distribution (with 200 000 simulations) for Ay = 0.6 (left) and Ao = 0.5
(right) with the optimal control (solid dark blue) and without any CAT bond (dashed black).

We now look at the case with a discretization of 500 of the Pareto distribution. In par-
ticular, the maximum claim size is 21.4 billion which does not exceed the maximum layer
[9.0,21.5]. In general, the risk is lower. In Figure 3.5, we show a simulated path. This time,
the insurer chooses to get two CAT bonds at the layer [50,200]. Actually, with this discretiza-
tion, the layer [200, 1000] appears to be less competitive since the discretization of 500 leads
to a lower expected payoff. In the first years, the expected intensity is revised higher and the
relative price of the layer [10, 50] decreases (this layer requires the highest coupon since it is
frequently hit). At the 4'® year, he changes his strategy and gets one CAT bond on the layer
[10,50] and the other one on the layer [50,200]. A catastrophe above the return period of 200
occurs at the 20" year and both CAT bonds end. He prefers to wait the next season because
of the consecutive price increase. Note that, in the previous cases (with Pareto distribution
discretized in 2500 points), he was never without any CAT bond, even after an increase of
400%. Then, he continues his strategy to get a CAT bond on the layer [10, 50] and the other
one on the layer [50,200], until the end.
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FI1GURE 3.5 — Simulated path of the optimal strategy of the insurer.
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With the Bernoulli prior

In Figure 3.6, we provide a simulated path of the optimal strategy in which the Pareto
distribution is discretized in 2500 points (recall that the highest possible value is 49 billion
dollars). As in the Gamma prior case, the insurer chooses to get two CAT bonds at the higher
layer. When he experiences a huge claim during the second year, he still gets twice the layer
but prefers to wait before to take a new CAT bond, according to the huge rise of the price.
He waits the next year and restarts the same strategy until the 12" year. Then, he issues
CAT bonds on the layer [50,200] and [200, 1000] until close the end.

The estimated probabilities on Ay evolve slowly at the beginning since \g has an impact
which rises over time.

In Figure 3.7, we represent the approximated density (by kernel estimation) of the total
cash of the insurer at the end of the 30 years. On the left, it is the case with A\g = 0.4 (as it
is also the case in Figure 3.3) and on the right with Ay = 0.3. The legend is the same as in
Figure 3.4 and we get close distributions.

We now look at the case with a discretization of 500 of the Pareto distribution and show
a simulated path in Figure 3.8. As in the Gamma prior case, at the beginning, the insurer
chooses to get two CAT bonds at the layer [50,200]. He follows this strategy until he meets
a huge claim in the 16" year. He waits the next season and restarts the same strategy. At
the 24 year, he chooses to issue CAT bonds on two different layers, at [50,200] and [10, 50].
As in Figure 3.5, this results in a change on the belief on the intensity.

Finally, in Figure 3.9, we display the distribution of the probabilities on Ag. This highlights
the fact that it is very difficult to estimate it with observations through time.
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Cash distribution at the end (Ao = 0.4)
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FIGURE 3.7 — Cash distribution (with 200 000 simulations) for the increase parameter \g =
0.4 (left) and Ay = 0.3 (right) with the optimal control (solid dark blue) and without any

CAT bonds (dashed black).
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Prior distribution at the end (A; =0.4)
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FIGURE 3.9 — Distribution of the probabilities on Ay at the end (with 200 000 simulations).
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Chapitre 4

Optimal inventory management and
order book modeling

We model the behavior of three agent classes acting dynamically in a limit order book of
a financial asset. Namely, we consider market makers (MM), high-frequency trading (HFT)
firms, and institutional brokers (IB). Given a prior dynamic of the order book, similar to
the one considered in the Queue-Reactive models [29, 46, 47], the MM and the HFT define
their trading strategy by optimizing the expected utility of terminal wealth, while the IB
has a prescheduled task to sell or buy many shares of the considered asset. We derive the
variational partial differential equations that characterize the value functions of the MM and
HFT and explain how almost optimal control can be deduced from them. We then provide
a first illustration of the interactions that can take place between these different market
participants by simulating the dynamic of an order book in which each of them plays his own
(optimal) strategy.

4.1 Introduction

The comprehension of the order book dynamic has become a fundamental issue for all
market participants and for regulators that try to increase the market transparency and
efficiency. A deep understanding of the order book dynamic and agents behaviors enables :
market makers to ensure liquidity provision at cheaper prices, high-frequency traders to
reduce arbitrage opportunities, investors to reduce their transaction costs, policy makers to
design relevant rules, to strengthen market transparency and to reduce market manipulation.
Moreover, modeling the order book provides insights on the behavior of the price at larger
time scales since the price formation process starts at the order book level, see e.g. [28] for
Brownian diffusion asymptotic of rescaled price processes. Recently, the widespread market
electronification has facilitated the access of high quality data describing market participants
decisions and interactions at the finest time scale, on which statistics can be based. The
availability of the order book data certainly allows a better understanding of the market
activity. On the other hand, the recent market fragmentation and the increase of trading
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frequency rise the complexity of agents actions and interactions.

The main objective of the present paper is to propose a flexible order book dynamics model
close to the one of [29, 46, 47, 52], construct a first building block towards a realistic order
book modeling, and try to better understand the various regimes related to the presence of
different market participants. Instead of considering a pure statistical dynamics as in e.g. [29],
we construct an endogenous dynamics, see e.g. [27, 52|, based on the optimal behavior of
agents that are assumed to be rational. For numerical tractability, we simplify the market in
three classes of (most significant) participants : the market makers (MM), the high-frequency
trading (HFT) firms, and the institutional brokers (IB). Each of them decides of his policy in
an optimal way, given prior statistics, and then interact with the others given the endogenous
realizations of the market.

More precisely, we postulate that they assume an order book model similar to the one
suggested by the Queue-Reactive model [46], see also [1, 29, 44], in which we restrict to
the best bid and ask queues! : limit and aggressive orders arrive with certain intensities,
when a queue is depleted it is regenerated according to a certain law and possibly after a
price move, the spread can take two different values?. Importantly, we also take the order
book’s imbalance into account in the modeling of the different transition probabilities, see
e.g. Besson et al. [18].

The market participants can either put limit or aggressive orders. The aim of a market
maker is to gain the spread. He should therefore essentially put limit orders, aggressive orders
being used when his inventory is too desequilibrated. In our model, he can only acts on the
given order book. The high-frequency trader is assumed to play on the correlation between
the order book dynamics, viewed as the stock price, and the price of another asset, called
futures hereafter. Indeed, he believes that the difference between the stock and the futures
prices is mean-reverting. Whenever he buys/sells one unit of the stock, he sells/buys back
one unit of the futures. We do not handle the order book associated to the futures but simply
model the price of the futures as the mid-price of the stock to which a mean-reverting process
is added. Still, we introduce a (possibly equal to 0) transaction cost proportional to the size of
the transaction. As the market-makers, he seeks for a zero inventory at the end of the trading
period. Finally, institutional brokers are simply assumed to play VWAP (Volume Weighted
Average Price)- or Volume-based strategies (robots). Again, they essentially use limit orders
and become aggressive when they are too late in their schedule.

We focus on the derivation of the optimal strategies of the market makers and the high-
frequency traders, and on how they can be computed numerically by solving the associated
variational partial differential equations. Note that it is important to consider their strategies
within a dynamical model as current actions impact the order book and therefore may modify
its futures dynamics. We will actually see that, in certain situations, participants can place
aggressive orders or limit orders in the spread just to try to manipulate the order book’s
dynamics in a favorable way. Note that the dimension of our control space is higher than

1. This limitation is for numerical tractability. It is already enough for most markets.
2. One could consider a larger set of possible spreads in theory, but refrains to doing this for numerical
tractability.
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in [1, 44, 27, 52] since more complex decisions are required to tackle the market making
problem.

However, the ultimate goal of this work is to provide a market simulator. In the last sec-
tion, we already present simulations of the market behavior given the pre-computed optimal
strategies of the different actors. More precisely, we will only simulate the evolution of the
mean-reverting process (driving the difference between the stock and the futures price) to-
gether with the reconstruction of the queues when prices move, and let the participants play
their optimal strategies given the evolution of the order book due to their different actions.
This should allow us to study how these different market participants may interact among
each other if each of them is playing his optimal policy. In particular, one should observe
different market regimes depending on the proportion of the different participants in the total
population, on their risk aversion, etc. First simulations are provided in this paper, a more
throughout study will be conducted in the companion paper [8].

Our approach therefore lies in between two current streams of literature. The first one is
based on “general equilibrium models”, including economic models, where the market activity
is generated by interactions between rational agents who take optimal decisions that interact
through the market netting process, see e.g. [39, 57, 58]. The second stream of literature
considers purely statistical models where the order book is seen as a random process, see
e.g. [2, 3, 15, 29, 30, 41, 46, 47, 49, 50, 59]. The statistical models focus on reproducing
many salient features of a real market rather than agents behaviors and interactions. In our
approach, we take into account that the agent’s behavior are essentially based on statistical
approaches, but that they eventually interact with each other.

We end this introduction with an outline of this chapter. In Section 4.2, we present the
general order book dynamics. The marker maker control problem is studied in details in
Section 4.3. There, we present the equations satisfied by their optimal strategy and propose
a numerical solution for this problem, together with numerical illustrations. In Section 4.4,
we formulate the high-frequency trader control problem and perform a similar analysis. The
institutional broker strategy is described in Section 4.5, where we restrict to VWAP and
Volume liquidation problems. Finally, in Section 4.6, we simulate a realistic market using the
three agent’s optimal trading strategies.

4.2 General order book presentation and priors of the
market participants

As mentioned above, we focus on a single order book and only model the best bid and ask
prices, in a similar way to [29]. In this section, we describe the general market mechanisms as
well as the priors on which the optimal strategies of the agents are based. We fix a terminal
time horizon 7" and consider a probability space (€2, P). Here, Q := Q; X Q5 and P := P; ® Ps,
where €2; is the space of R''-valued cadlag paths on [0, 7] endowed with a probability measure
P, with full support on €4, and {2, is the one dimensional Wiener space endowed with the
Wiener measure Ps.
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We denote respectively by (Pf)i>o and (P?)so the best bid offer and the best ask offer
processes on the market. They are valued in 0Z where 0 > 0 is the tick size. We denote
by (Q%)i>0 and (Q%);>o the sizes of the corresponding queues valued in N*. To simplify
the notation, we introduce P := (P° P%), Q := (Q° Q") and define the spread process as
§P := P* — P® Moreover, we assume? that 6P, € {0,20} for all t > 0.

We denote by (7;);>1 the times at which orders are sent to the market. We assume that
this sequence is increasing and that #{i € N : 7, < T} < 0o a.s. The market participants
can send different types of orders at each time 7; :

— Aggressive orders of size af € NN [0,Q°] at the bid or of size af € NN [0,Q"] at
the ask : the size of the corresponding queue, Q° or Q°, decreases by the size of the
aggressive order, af or af.

— Limit orders of size LY € N at the bid or of size L} € N at the ask : the size of the
corresponding queue, Q° or Q°, increases by the size of the limit order, L? or L¢.

— When 0P = 20 : Limit orders of size Lf’% € N at the bid or of size L?’% € N at the
ask : the order is placed inside the spread, at the price P® 40 = P®—0, this generates
a new queue at the bid or at the ask, of size L? '3 or L?’%, and a price move.

— Cancellations : Cancellations of M € NN[0, Q] orders at the bid or of M € NN[0, Q°]
orders at the ask. The difference between cancellations and aggressive orders is that
aggressive orders consume the bottom of the limit while we see cancellations as only
consuming the top of the limit first.

h,l ct,l .
We assume that the sequence (af,a%, L8, L8 L;’%, L;’%, M?, M#);>1 is made of random

variables leaving, with probability one, on the state space C, defined as the collection of
1 1
elements (a®, a®, £°,¢°, %2, (%2, m® m®) € N® such that

ata® =0

(* =¢* =0 if max{a®,a"} > 1
(>3 =0 if max{a®a® (*} >1
(2 = 0 if max{a®,a® (°} > 1

mb =0 if max{a®, a® (° ("2} >1
m® = 0 if max{a®, a® ¢ ("2} > 1

(4.2.1)

We interpret the above expression as follows. First, aggressive orders can not be sent simul-
taneously at the bid and at the ask. Next, limit orders (at the current bid/ask prices) can not
be placed at the same time that aggressive orders are sent. Finally, one can not place limit
orders within the spread if limit orders at the current bid/ask prices are placed. Because we
only consider the first limits, these conditions are natural whenever one presumes that orders
of different market participants do not arrive exactly at the same time.

Depending on the arrival of orders, queues can be depleted. In this case, new queues can
be re-generated, at the same prices or at different prices, and possibly with a change of the

3. The extension to more possible spread values is straightforward. We stick to this setting for notational
and computational simplicity. Note that this limit is also justified by empirical evidences for many stocks,
see [29].
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spread value. To model this, we introduces a sequence of random variables (¢;, €7, €%);>; with
values in {0,1} x (N*)2. The sequence (¢;);>; will describe possible jumps of the bid/ask
prices, while the sequence (€!, €?);>; will describe the new sizes of the queues when they are
re-generated, after one of them is depleted. More precisely, we postulate the dynamics

Pr= P! +0|1-y (—1{@“@3} + 1{6Pm=2a}1{62¢“=d$}> + 1{L?‘%>0}]

PrL= P 40| 1=n (1{% =68}~ 1{6PTi_1—2n}1{Qsi_1:A$}> - 1{Lg,;>0}]

b, 2

— b ) b A b b b
E’i - TZ 1 + L (L - Ti_l)l{Lf %>0} - 1{AP7[3¢:0} + (ei - Qn 1)1{APb #0yu{al —Q-r, 1t
a3 A
n= G F LI (LT QR )L ey~ 6 ar =0 (6 Q) Liarg pojuas=ar,_ )

(4.2.2)

for ¢ > 1, where
d?/a - a?/a + Mib/a’

with

(P, P, Q0,Q0) € Dpg :={(0".p",q) € 0Z)* x (N")* : p* —p" € {0, 20}},

and the convention 79 = 0—. We refer to (4.2.1) to see that this dynamics is consistent. In
particular, prices can move only if one of the queues is depleted because of the arrival of
aggressive orders or if a new limit order is inserted within the spread. These two situations
can not occur simultaneously. The ask price can move by 9 when the ask queue is depleted.
If the spread was already 20, then the bid price moves up as well. The other way around if
the bid queue is depleted. In the following, we extend the dynamics of (P, Q) by considering
it as a step constant right-continuous process on [0, 7.
We now denote by E the N'2-valued step constant right-continuous process defined by

1

AE, =E, —E,. = (afa® L8, L8, L% L% M® M3, c®, ¢, 1), i > 1,
with E;, := E¢ := 0. Later on, we shall only write

(PTz‘vQTi) 7}@( Ti— 17QTz 17 2) (423>

in which the map 7Tp is defined explicitly by (4.2.2).

The process E models the flow of all the orders on the market. From the viewpoint of
a market participant, it corresponds to its own orders and to the other participants’ orders
that we denote by E. The process E has jump times (7i)i>1 C (7:)i>1 of sizes

AE; =Y 1p2.3AE,, i > 1. (4.2.4)

Jj=1

It induces a counting measure 7(dt,de). For a market participant, a prior on this measure
is given by the compensator fi of 7 under P. We assume that it is state dependent. More
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precisely, we consider a Borel kernel (p,q) € Dpg — ji(:|p,q) € M([0,T] x N®), where
M([0,T] x N®) denotes the collection of non-negative measures on [0, 7] x N®. In particular,
it can depend on the order book’s imbalance, as observed in e.g. [18]. To be consistent with
the constraints imposed above, it satisfies :

f(+|p, q) is supported by C,, for all (p,q) € Dpg. (4.2.5)

It should also be such that aggressive orders and cancellations are never bigger than the
corresponding queue size, which will be made more explicit in our numerical example sections,
see Section 4.3.4.

Next, we shall denote by E® the flows corresponding to the trading strategy of either
a market maker, a high-frequency trader, or an institutional broker. Thus, she will assume
facing a global flow E = E + E?.

Moreover, for simplicity, we shall assume that [ is of the form

dji(c,e, €%, €% dt|p, q) = dX(e,€°,€%p, q, ¢)dB(clp, q)dt (4.2.6)

in which A and § are bounded Borel non-negative kernels and (without loss of generality)

/d)\(s,eb,ga]p,q,c) =1, forall (p,q,c) € Dpg x C,. (4.2.7)

11
Later on, when an order (af,a®, Lb, L8 L2 L2 MP?, M) is send by a MM, an HFT or an
IB, we shall also assume that the conditional law of (¢;, €, €?) is given by \.

1771

Remark 4.2.1. Let v(p,q) := [dB(c|p,q). Then, v is uniformly bounded by the above as-
sumption. Let T be a stopping time and fix h > 0. Since X integrates to one, it follows that
P[#{t € [r,7 + h] : AE, # 0} = 1|F,] = hy(P,, Q,) + o(h) and P[#{t € [1,7 + h] : AE, #
0} > 1|F,] = o(h). Moreover, the process counting the number of jumps of E is dominated by a
Poisson process with intensity 7 := supy < oo. Hence, P[#{t < T : AE, # 0} > k] < 7T/k,
for k > 1, by Markov’s inequality. Similarly, if g is a non-decreasing Borel map, then

Elg(#{t € [0,7] : A, # 0})] < Sy g(k) Gme 7.

4.3 Market maker’s optimal control problem

In this section, we describe the optimal control problem of the market maker, the key
tools to characterize the solution and how to numerically approximate the optimal control.

4.3.1 Market maker’s strategy and state dynamics

The market maker typically places limit orders in order to make profit of the spread but
can turn aggressive when his inventory is too important. At the end the trading period [0, 77,
the later should be zero. In the following, we denote by G his gain process and by [ his
inventory. We also need to keep track of the sizes of his orders already placed at the bid
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queue, N° and at the ask queue, N°. For simplicity, we impose that new orders can not be
placed at the bid (respectively at the ask) if he already has previously taken a position at the
bid (respectively at the ask). Then, his position at the bid (resp. at the ask) is completely
described by N° (resp. N®) and the number of units B® before him in the bid-queue (resp. B®
before him in the ask-queue). Later on, we only write N = (N°® N°) and B = (B°, B®).

To define the market maker’s control, we assume that he faces the exogenous process E
described in Section 4.2.

For him, a control is a sequence of random variables ¢ = (T-(;S c?

iV

: . . b,5.¢ ra5.¢ .
increasing sequence of times and each ¢ = (al?,a®?, LY L& L2° L72° MM M*) is

C,-valued, see below for more implicit restrictions. The times (7‘4’ )i>1 are the times at which

7
he sends orders : the action done at 7 is ¢?, whose components have the same meanings as
in Section 4.2.

)izl where (Tz¢)i21 is an

Given his own orders and the other participants’ orders, the sequence of times at which
orders are sent to the market is (7;);>1 where 75 := 0— and 7,4, = min{7; > 7, j >
1} A min{Tf > 1, j > 1}, see (4.2.4) and above.

We denote by E? the cadlag process that jumps only at the times Tfs with jump size

b .
AE;’; = <C?7Z<€j>€j76;>1{rf=7j})v i>1,
jz1
so that*
E=E’+E

from his point of view. As usual, we impose that E? is predictable for the (completed)
filtration F¢ = (,7-"fS )i>0 generated ® by E. We will also keep in mind the number of actions

Ji=2 Liegy
i>1

from time 0 on, as it may induce a cost.
We now impose a minimum and maximum inventory size, denoted by (—I*, I*) € (—N) x
N, and that

#{r? < T,i > 1} < ky A Jy as., for some ky € N,

for some J, € NU {oo}. The constraint on the inventory is classic. The constraint on the
number of operations can be justified by operational constraints. In the case J, = oo, it
just means that each control should be of essentially bounded activity, but the bound is not
uniform on the set of controls and can be as large as needed.

To be admissible, a control ¢ should therefore be such that each C? is C(Z_»_)-valued,
where

Z = (P,Q,X) with X :=(G,I,N,B,.J),

4. We keep in mind that E also depends of ¢ but dot not make this explicit for ease of notations.
5. Note that this creates a dependence of the filtration on the control itself, which is similar to Chapter 2.
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and, for z = (p°, p*, ¢°, ¢°, g,4,n%, n® b°, b%, j), C(2) is the collection of elements ¢ := (a®, a®, £°,
o 00z %z mb me) € C, \ {0} such that :

a® Smin{i+[*—b“; qb} ,at Smm{f*—i—bb; qu}u
0 < (I* = ) Lgogy » 00 < (i 4 ") 1oy,
2 < (I = 1)L e po—2y Lns—y » 7 < (i + I) 1 pepo—oo} L na=0)
m® <n®, m*<n®
c=0if j = J,.

Note that the constraints on the first three lines correspond to the fact that we do not
want to take a position that could lead to an inventory out of the limits —I* and I* if it
was suddenly executed. The indicator functions correspond to additional constraints on the
controls, imposed for numerical tractability : no new limit order can be send on a side if one
has not been executed or has not canceled the position on the same side before, no limit order
can be send in the spread if it is not equal to two ticks. In this case, we write ¢ € C(0, Zy_).

The dynamics of X is given by

XT—L = TX(PTi—lﬁ Q‘Fi—l ) XTifla AE%)]'{AE%#O} + TX(PTF“ QTi*l’ XTFI’ AETi)l{AE?;':O}’
(4.3.1)

in which Tx, Tx : R®2 — 0Z x N x N* x N. More precisely, consider the map
exe(a,n,b) :== min{(a — b)",n}, a,b,n € N.

It represents the number of stocks set at a limit that are executed when an aggressive order
of size a arrives, that the position in the queue is b, and the size of the posted block at this
position is n.

Then, having in mind the constraints encoded in C(-) above, see also (4.2.1), we can write

TX = (7677}7TN[’7TN“77%ba7B“7T]) 5 7~‘X = (7&77‘177&Nb77~‘N‘177-B">7N;3‘177})
where

Ta(p,q,2,0) = g+ (a® — exe(a®, n’, b°))p® — (a® — exe(a®, n®, b%))p"

Ti(p,q,2,0) =i — (a® — exe(a®,n",b%)) + (a® — exe(a®, n®, b))

Taoe(p,q, 2, 6) = nb/e 4 [gb/a _ nb/a]-i- + po/as _ ab/a exe(ah/a,nb/a7 bb/a)

Toora(p, ¢, ,8) = 0% 4 (¢ = 0% Lo sy — b1 vsaoray — (07 A @™ )1 fua 0y — D71
Ti(pq,2,6) = j+1

{¢*/*3 20}
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and

Ta(p, q,x,6) = g — exe(a®, n®, b°)p° + exe(a®, n®, b*)p°

Ti(p, q,x,0) =i + exe(a®, n®, b°) — exe(a®, n®, b%)

Tresa(D, g, 2,0) = n®/* — exe(a®®, n®°, b"/*)

Toora(p,q,2,8) = (07" = a1 ua_gy + (0% = [m®® — (¢ = b°% = n®*) | F)* 1 oy
Ti(p,q,x,6) =0,

for z = (g,4,n%,n%b° 6% ), & = (ab a® €%, 0% (%3 (%2 mb m® e e &%), p = (p'p*) and
¢=(q"q") -
Remark 4.3.1. [t follows from (4.2.6) and the constraint that E? is predictable that the

probability that E® and E jump at the same time on [0, T] is zero. This justifies the formulation
(4.3.1).

For later use, note that it follows from (4.2.2) and (4.3.1) that

Zy =T (Zy, ,, AE2)1 (aB? 20 T T (Zs_,, AR )1 (AEZ 0} (4.3.2)
in which

T = (Tpg,Tx) and T = (7?37(2,7‘)().

4.3.2 The optimal control problem

The aim of the market maker is to maximize her expected utility
ElU(Zr)]
in which
Uz) = —exp (—n{g +ip" =i p* — k(i = ¢"1" +[i" — ¢"") — o5} (4.3.3)

for z = (p° 1% ¢° ¢% g,i,n°, n® b° 0% j). In the above, n > 0 is the absolute risk aversion
parameter, and x > 0 is a penalty term taking into account that liquidating the current
inventory may lead to a worse price than the one corresponding to the best bid or ask : the
quantity i*p® — i~ p® corresponds to the liquidation value of the inventory if the bid and ask
queues are big enough to absorb it, the expression starting from s takes into account the
number of shares that will not be liquidated at the best limit. The coefficient o > 0 penalizes
the number of actions taken by the market maker.

To define the corresponding value function, we now extend the definition of our state
processes by writing

Zt,z,¢ — (Pt,z,(;ﬁ’ Qt,z@)’ Xt,z,<;5)
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for the process satisfying (4.2.2)-(4.3.1) for the control ¢ and with initial condition Z;*® =
z € Dz where Dy is the collection of elements (p°, p°, ¢°, ¢%, g,4,n% n® b°, 0%, j) € Dpg X 0Z x
{—I*,..., "} x N* x {0, ..., J,} such that

n4+i<I*, i—n*>—I"
V' +n® <q", 0%+ n® <"
The corresponding set of admissible controls is C(t, z), and the filtration associated to

¢ € C(t, z) is F4*?. We then set

v(t,z) := sup J(t,z;¢) for (t,z) € [0,T] x Dy,
PeC(t,2)

where

J(t,z¢) = EU(Zy)).
Remark 4.3.2. For later use, observe that
V<t7 Z) = eingv(t’pb,pa, qb7 q“? 07 i? nb? n“? bb’ ba? j)

fOT' allt <T and z = (pbvpavqb7qa7gvivnbvnaabbaba>j) € Dyz. MO?”@O’UGT', Zf Jo = oo, we also
have
v(t,z) = e_"(g_gj)\_f(t, z) = 6_”(9_93)v(t,pb,p“, ¢°,¢%0,i,n° n® b° b°, 0).

Remark 4.3.3. Note that v is bounded from above by 0 by definition. On the other hand,
for a'll z = (pb7pa7 qb’qa’g’ i7nb7na7 bb7ba’j) 6 DZ?
v(t,z) > min ]]E[U(P}’Z’O, 0,0,9,7,0,0,0,0,7)]
ie|—1*,I*
= enlo—ed) min }E[U(P%’Z’O, 0,0,0,1,0,0,0,0,0)],
ic[— *7 *

where P4*0 corresponds to the dynamics in the case that the MM does not act on the order
book up to T'. Moreover, it follows from (4.3.3) that

E[U(P}*°,0,0,0,4,0,0,0,0,0)] > —em W IR[en’ (75" =+
where

sup E[enl*qp;zom_ph|+20+H)] < 0
pbedZ

Y

by Remark 4.2.1 and the fact that the price can jump only by 0 when a market event occurs.
Thus, v belongs to the class LEP of functions ¢ such that ¢/L is bounded, in which

L(pb, g,7) = e~ g=T"p"|—ej)
for (p°,9,7) €VZ x 0Z x {0,...,J.}.
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4.3.3 The dynamic programming equation

The derivation of the dynamic programming equation is standard, and is based on the
dynamic programming principle. We state below the weak version of Bouchard and Touzi
[22], we let v, and v* denote the lower- and upper-semicontinuous envelopes of v.

Proposition 4.3.1. Fiz (t,z) € [0,T] x Dz and a family {0°,¢ € C(t,z)} such that each 6¢
is a [t, T)-valued F4*?-stopping time and ||Z(§;f’¢||Loo < 00. Then,

sup E[v.(0%, Z;77)] < v(t.2) < sup E[v9(6°,257%)]
PeC(t,z) ¢eC(t,z)

Proof. The right-hand side inequality follows from a conditioning argument, see [22]. The
left-hand side is more delicate because the set of admissible controls depends on the initial
data. However, it can be easily proved along the lines of Section 2.4.2 in Chapter 2 when
{02, € C(t,2)} is [t,T] N (N U {t,T})-valued. Then, the general case is obtained by ap-
proximating [t, T]-valued stopping times from the right (recall that Z is right-continuous).
O

One can then derive the corresponding dynamic programming equation. For z = (p, ¢, z) €
Dy, ce€ C(z),t <T, and a continuous and bounded function ¢, we set

Tot, =) i= [(%(t,2) = o(t, 2))dB(clp, a) and Kt 2) = sup Kplt,2)

where we use the convention that K% = sup{@} = —oo, and

Koplt 2) 1= [ plt, T (2,002, 2%, ) dNE, 2", 2, g, ),

recall (4.2.6), (4.2.7) and (4.3.2).

The partial differential equation characterization of v is then at least formally given by

min {—0p — Ty, — Ky} =0o0n [0,T) x Dy

4.3.4
min{e —U,p — Kp} =0on {T} x Dyz. ( )

In order to ensure that the above is correct, we need two additional conditions.

Assumption 4.3.1. For all upper-semicontinuous (resp. lower-semicontinous) ¢ € LEP, the
map (t,z) € [0,T]x Dy — (Z,K)p(t, z) is upper-semicontinuous (resp. lower-semicontinous)
and belongs to LEP.

Assumption 4.3.2. There exists a Borel function 1 that is continuously differentiable in
time and such that

(1) 0> 0w+ Ty on [0,T) x Dy,

(il) v =K > 1 0on[0,T] x Dy for some v > 0,

(i) v > U on {T} x Dy,
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(iv) lminf(y/L)(tn, 2n) = 00 if |2n| — 00 as n — 00, for all (tn, zp)n>1 C [0,T] x Dz,

Then, one can actually prove that v is the unique solution of (4.3.4) in the class L&P
defined in Remark 4.3.3.

Theorem 4.3.1. Let Assumption 4.3.1 hold. Then, v, (resp. v*) is a viscosity supersolution
(resp. subsolution) of (4.3.4). If moreover Assumption 4.3.2 holds, then v is continuous on
[0,T) x Dz and is the unique viscosity solution of (4.3.4), in the class of (discontinuous)
solutions in LP.

Proof. In view of Proposition 4.3.1, the derivation of the viscosity super- and subsolution
properties is very standard under Assumption 4.3.1, see e.g. Section 2.4 or [22]. As for
uniqueness, let us assume that v and w are respectively a super- and a subsolution. Let ¢ be
as in Assumption 4.3.2. Then, (v — w — 9)(t,, 2z,) converges to —oo if |z,| — oo as n — oo,
for any sequence (t,, z,)n>1 C [0,T] X Dz, and showing that v > w on [0,7] X Dz can be
done by, e.g., following the line of arguments of Proposition 2.5.1. Finally, v*, v, € LZP by
Remark 4.3.3. OJ

Remark 4.3.4. If J, < oo and the supports of A(-|p, q, ¢) and y(:|p, q) are bounded, uniformly
in (p,q,c) € (0Z)*> x N? x C,, then it is not difficult to see that the function defined by

?/)(t>z) = 6277(1+I*)\Z|6_7"(j+t), for z = (p7 49,1, m, b7]) € Dz and t <T,

satisfies the requirements of Assumption 4.3.2, for r large enough. Verifying Assumption
4.3.2 in the case J, = oo seems much more difficult. On the other hand, the sequence of
value functions associated to a sequence (J2),>1 increases to the value function associated
to J, = 0o as JI' — oo. which provides a natural way to construct a convergent numerical
scheme for the computation of v and the optimal control policy, see Sections 4.3.4 and 4.53.5
below. Standard arguments based on this approximation would also imply that v, = v and that
v is the smallest supersolution of (4.3.4), in the class of (discontinuous) solutions in LEP.

4.3.4 Dimension reduction, symmetries and numerical resolution

Before to provide a converging numerical scheme for (4.3.4), let us first recall that the
variables ¢ (and j if J, = 0o0) can be omitted, see Remark 4.3.2. If moreover, the transition
kernels depend on prices only through the spread (which is a natural assumption at least on
a rather short time horizon), then one more dimension can be eliminated.

Assumption 4.3.3. The kernel (p,q,c) € Dpg x C — (A(:|p,q,¢), B(:|p,q)) depend on
p = (p° p) only through the value of the mid-spread dp := (p* — p°) /2.

Indeed, if Assumption 4.3.3 holds, then one easily checks that
eim‘po\_](ta _5p7 5p7 qba qa7 07 ia ) = \_/(tapo - 5p,po + 6p7 qba qa7 07 ia )

= ‘7<tapb7pa7 qbu qau 07 7:7 )
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with p° = (pa —|—pb)/2, so that
IR, pt 0 + 20D, 4%, 0%, 0,4, )

does not depend on p® but only on dp.
The resolution of the equation can also be simplified by using potential symmetries, in
the sense of the following assumption.

Assumption 4.3.4. For all (p,q) € Dpg, ¢ := (ab,a“,ﬁb,ﬁa,ﬁb’%, E“’%,mb,m“) € C and all
Borel sets O C {0,1}, O°,O° C N,

d\(e, €%, €%p, q, c :/ dX(e, €% €%|p, q,¢
/O><Ob><O"l ( ’p 1 ) Ox0*xOP ( ‘p 1 )

where p = (—p®, —p°), ¢ = (¢°,¢") and ¢ = (aa,ab,fc‘,éb,fc"%,fr”%,ma,mb). Moreover, for all
BorelsetsO:ngngOExO;}xOZ’% x 0% x 0% x 0% C N8,

ds(clp, :/d 5.
/O Blelp,q) = | dB(clp,q)
where@::ngngngOé’xO;% XOZ% x 0% x Ob .

The above assumption implies that the transition probabilities of the order book are
symmetric at the bid and at the ask, whenever the configurations are. Then, v admits a
symmetry which can be exploited to reduce the complexity of the numerical resolution of
(4.3.4). Namely, under Assumption 4.3.4, we have

v(mpbapau qbv qa7 07 iu nb7 nau bbv baa .]) = {/(ta _paa _pba qau qb7 07 _ia na7 nb7 ba? bbLj)'

Let us now turn to the definition of a numerical scheme for (4.3.4). We now make the
additional assumption that the supports of A and § are bounded (not that they are already
discrete, by nature).

Assumption 4.3.5. J, < oo and there exists finite Borel sets Oy C N® and Oy C N? such
that B(:|p, q) is supported by Oy and \(-|p, q, ¢) is supported by Oa, for all (p,q,c) € Dpgx C.

Then, the operators Z and K are explicit. Hence, the only required discretization is in
time. For a time step 7'/n > 0, we define a time grid =, := {t!',i < n} where ¢} = iT/n for
i < n. We next consider the sequence of space domains D% := Dy N [—k, k]'! for k > 1, and
we let v¥ be the solution of

ceC(+)

T
Vi@?a ) = max {Vﬁ(t?+17 ) + 7IV7’2(t?+17 ')7 max Kc,nvﬁ(t?ﬁ-l’ )} =0on D%a i <n-— 1
n .

vF —U=0o0n ({T} x DY) U (1, x (Dz\ D%)),
(4.3.5)

where T
Ko = K¢+ —7Z o K°.
n

This fully explicit scheme is convergent.
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Proposition 4.3.2. Let Assumption 4.3.5 hold, then the sequence (VF),>1 converges point-
wise to v on [0,T) x Dz as k,n — oco.

Proof. First note that (v¥/L)x ,>1 is uniformly bounded, where L is defined in Remark 4.3.3.
This follows from Assumption 4.3.5 and a simple induction argument, compare with Remark
4.3.3. Then, standard stability results, see e.g. [14] and Section 2.6.1, imply that the relaxed
upper-limit v*° and lower-limit of v, of (v¥);.,>1 are respectively Sub and supersolution of
(4.3.4) and belong to the class LEP. The comparison result mentioned in the proof of Theorem
4.3.1, see Remark 4.3.4, thus implies that v, > v > v* while v, < v*> by definition. 0

4.3.5 Approximate optimal controls

In the following, we estimate the optimal control in a classical way. For each ¢ < n, we
choose a measurable map ¢* (¢, ) such that

eh(tr, ) € argmax{K"vE(th, |, -), c € C(-)} on Df
eh(tr,)=0on Dy \ D,

and define the sequence of stopping times
AJn—i-ki = mln{tn i > O tn Ank’( ICC”V ( i+1 ))(t;’l;,Z%]i) = 0}7 ] Z O’

with 77"F := 0—, and in which Z™* = (P™* Q™% X™*) is defined as in (4.3.2) for the

initial condition Zy_ at 0 and the control associated to ¢F = (71" &k (#F, Zflnkk ))i>1 in a

(2 ’n
Markovian way. This provides a sequence of controls that is asymptotically optlmal.

Proposition 4.3.3. Let the conditions of Proposition 4.3.2 hold. Then,

lim E[U(Z}5)] = v(0, Zo_).

n,k—o00

Proof. Let v(p,q) := [ dB(c|p,q) and recall that 7 is uniformly bounded by assumption, as
well as the sequence (vF)g,>1. Then, it follows from Remark 4.2.1 that

VA 2y, Z30) T8, Z) =vh (0 20 - ’:w(an Q)
+ = /lCC R (tr, 25 dp (el Pt Q')
=E[v} (t71, T(Zi", AE, ))|‘thn]+0(n_1)
and, similarly,

k k
cn(ln an ),n

K ATk T g ) SENE G T2 AB e 2 ) F o ]+ o(n !



with the convention that 7(-,0) is the identity. Let 67 be the first time when Z™* exists the
domain D%. In view of (4.3.5), Assumption 4.3.5 (in particular that J; < 0o) and Remark
4.2.1 (see the arguments at the end of Remark 4.3.3), an induction implies that

vi(0, Zo-) = E[U(Z5:")] + 0a(1) = E[U(Z7")] + 04 (1) + 0x(1)

in which 0,,(1) and ox(1) go to 0 as n — oo and k — oo. It remains to appeal to Proposition
4.3.2. 0J

4.3.6 Numerical experiments

We now turn to a numerical experiment. We compute an approximation of the optimal
control as described in Section 4.3.5, using the simplifications detailed in Section 4.3.4.

Let us first describe a realistic prior distribution for the evolution of E. The coefficients
we use are inspired from the behavior of the stock Société Générale (CLE FP)® and from
[18]. More precise and realistic statistics will be provided in our companion paper [8].

As for the prior on the dynamics of the market. We simply consider that both market and
limit orders arrive according to a Poisson process. Both limit and aggressive orders arrive
with an intensity of 0.6 per second. When a limit order arrives, it is assigned to the bid or
the ask with probability 1/2. When a market order arrives, we assign it to the bid or the ask
according to the statistics described for big caps in [18, Chart 8 p.10]. Namely, if

b _ 2

Imb, = 2 %
i b a
fi—i_in

is the order book imbalance at the time 7; at which the market order arrives, then it arrives
at the ask with probability 0.5 + 0.35 * Imb;,.

To describe the size of the orders and of the inventory, we take 1/2 of the ATS (mediAn”
Trade Size) as the unit.

The size of the market orders is also assumed to be dependent on the order book imba-
lance. We use [18, Chart 16 p.10] to estimate that the size of the trade arriving at the ask
(if it arrives at the ask), represents a percentage of the queue (that we round to an integer
number, by above). Namely, we set f% := 0.7+ 0.3 * Imb;,, and assign a (conditional) pro-
bability of 60% that the order is of size round[f% * Q%] and the same probability that the
executed volume deviates from the latter by one unit (with equal probability to be by one
more and one less unit - if quantities are negative or bigger than the size of the queue, we
obviously set them to 0 or to the size of the queue).

We use a simpler modeling approach for the limit orders. With 55% probability a limit
order (if it arrives) is of size of 2 (recall that the unit is 1/2 of an ATS). It is of size 3 with
probability 10% and of size 1 with probability 35%. Again, it is based on [18§].

6. We thank Chevreux-Kepler for providing us these data.
7. Following [18, Page 23].
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When a queue is depleted, the probability of a price move is set to Ple; = 1|F;] = 75%.
If the bid is depleted but the bid price does not go done, the size of the new bid queue is set
to 2 units with probability 60%, 1 unit with probability 25% and 3 units with probability
15%, otherwise it is set to 10 units with probability 60%, 5 units with probability 25% and
12 units with probability 15%. The same applies to the ask price if this is the ask queue that
is depleted.

If both ask and bid prices move, recall (4.2.3), we take the same distribution for both
queues and consider them as being (conditionally) independent. The distribution corresponds
to the one of a price move, as described above.

When the spread is equal to two ticks, the next limit order arrives in the spread with
probability 90%. This models the fact that a spread of two ticks is not common, see e.g. [29].
To be consistent with the probability of arrival of market orders at the bid or at the ask,
we assume that a new bid limit is created in the spread with probability 0.5 4 0.35 * Imbs,
(otherwise, this is a new ask limit). The size of this new limit is 2 with 55%, of size 3 with
probability 10% and of size 1 with probability 35%. This corresponds to the behavior of the
stock Société Générale (CLE FP). We do not change the dynamic of aggressive orders with
the size of the spread.

Let us now describe the other parameters of the Market Maker’s optimal control problem.
We set the bid price to 10 at time 0—, the spread is one tick, and the tick equal to 0.01,
recall from Section 4.3.4 that only the spread size matters (because we have here the required
symmetry) and observe that the latter can be rescaled together with the level of risk aversion,
which is here fixed to 7 = 1. We take x = 0.02 and o = 1072°. The time horizon is T' = 59
second, and the time step is 1 second. We keep a small time horizon for a better visibility of
the evolution of the order book. We do not consider cancellations from the rest of the market
for simplicity. Moreover, in order to reduce the computation time, we add the additional
constraint that the MM can not cancel only part of position in a queue, he can only cancel
the whole position. We also fix a maximal queue size of 12 and fix the maximal absolute
value of the inventory to I* = 7. The size of the limit and market orders sent by the MM
are constrained to be less than 3. This corresponds to adding an additional constraint in the
definition of C(-) which does not change the above analysis.

In Figure 4.2, we provide a simulated path of the optimal strategy, starting from a sym-
metric configuration of the order book, with queue lengths equal to 6. In this simulation,
the MM always play before the other (random) players®. The top left graphic describes the
control played by the MM. Triangles pointing outward (with respect to the zero line) corres-
pond to limit orders, the number of triangles giving their size. Arrows with triangles pointing
inward are cancellations, again the number of triangles gives the size. Aggressive orders are
symbolized by lines with squares, while limit orders within the spread correspond to the lines
with dots. The top right graphic gives the state of the order book just after the MM has
played, and before the nature (i.e. the other players) plays. The size of the lines gives the total
lenght of each queues, while the dots symbolize the position of the MM in the queue. The
middle left graphic describes the state of the order book after the nature plays. The bottom

8. This is just a convention, since the transition probabilities do not depend on time.
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left graphic gives the value of the portfolio of the MM if he had to liquidate (by sending
aggressive orders) his stock holding at the best bid/ask price. The final value gives the “true”
liquidation value of the book. In the case that the final inventory can not be liquidated at
the best bid/ask price, we liquidate the remaining part at the best bid/ask price minus/plus
one tick. The middle right graphic is the inventory just before he plays and the bottom right
one is the bid and ask prices just after he plays. Figure 4.1 provides the distribution of the
gain made by the MM, it uses 10° simulated paths.

His strategy can seem difficult to interpret at first sight. But, we have to remember that
he believes that the imbalance plays an important role in the book order dynamics, and that
he not only should take care of it but that he can actually use it : some limit orders are
send not to be executed but to influence the evolution of the price in a favorable direction.
Also note that he should avoid the price to go down/up if his inventory is positive/negative.
Having this in mind, it is not surprising that he can be sometimes at the limit of a price
manipulation strategy. Finally, we have to keep in mind that his strategy is constrained.
He sometimes cancels positions to be free to react more quickly to a more favorable market
configuration later on.

Not surprisingly, the MM first send limit orders of equal sizes on both sides of the order
book. Nothing happens until time ¢ = 9. At this time is inventory is 2 and his position at
the ask is still far from the beginning of the queue. In order to avoid increasing again his
inventory, he cancels his remaining position of one unit at the bid. He puts a new position
at the bid at time 10 after the queue has slightly increased, because of an exogenous limit
order. Unfortunately for him, this new position is immediately executed, and his inventory
jumps to 5. After the queue is regenerated, he immediately puts a limit order of size 2 at
the bid. His reasoning is the following : 1. this position has little chance to be executed
immediately, he does not take a risk of again increasing his inventory; 2. by doing this he
increases the imbalance and therefore the probability of being executed at the ask so has
to gain the spread and reduce his inventory. This strategy is successful since immediately 2
units of his positions at the ask are executed. The imbalance is still good even if he cancels
his last unit at the bid, so as to be free to play the control he wants once his last unit at the
ask will be executed. In fact, it does not work and he decides to refresh his global position
at time 16 by canceling his final unit at the ask and putting limit orders again at time 17 in
a symmetric way. This is a limit spread order at the bid. This makes sense since he has to
avoid the stock price to go down, because he has a positive inventory. The fact that just after
he alternates between putting and canceling limit orders at the ask is probably a numerical
artifact : on the one hand, he wants to have a limit position at the ask because his inventory
is large, on the other hand he does not want to increase the imbalance to avoid having a too
big probability of being executed at the bid and of seeing the price go down. Similarly, he
wants to keep a position at the bid to avoid a downward price move, while he really does not
want to be executed on this side. The aggressive order at the bid at time 19 is just a partial
cancellation, that is completed at time 20. He just does not want to be executed. By doing so,
he unfortunately causes a downward jump of the bid, which is not good for him. Just after
he sends a limit spread order at the bid to fight against this downward pressure, and then
cancels it once the bid is back at a distance one tick of the ask. This strategy is successful.
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The rest of his orders can be interpreted in a similar manner. Just note that he starts to be
aggressive at the bid side at time 49 because his inventory is too big and the maturity starts
to be quite close, in particular the first market order of size 3 compensates the execution of a
position of size 3 at the bid just before (so that the graphic of the inventory does not move,
although the inventory temporary jumps to the upper limit 7).

Histogram of Market Maker return

Density

Return

FI1GURE 4.1 — Density estimation of the gain made by the Market Maker.
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4.4 High frequency trader’s pair trading problem

We now turn to the HF'T strategy. We consider a pair trading strategy where the trader
invests in the difference of two highly correlated assets. Here, we choose the futures price of the
stock to be the second asset. The order book defined in Section 4.2 represents the dynamics
of the stock. Whenever the trader buys/sells n units of stocks (being by an aggressive order
or by the execution of a limit order), she sells/buys immediately n units of the futures. Her
inventory should be fully liquidated at T'.

4.4.1 The optimal control problem

We assume that the reference price F' of the futures is given by

Pb pe
P=tl s (4.4.1)
where S' is a mean-reverting process
S =S+ / (8 — Syt + / (S AW, (4.4.2)
0 0

Here, p is the strength of mean reversion, § is the average of mean reversion and o : R — R
is a Lipschitz bounded function representing the volatility of the process. In the following,
we shall assume that

the support of ¢ is bounded. (4.4.3)

Remark 4.4.1. The above implies in particular that S lies in a certain compact set Dg as
soon as Sy does. This could clearly be relaxed to the price of a finer analysis.

The strategy of the HFT is described by the same quantities as the one of the MM in
Section 4.3. The only difference lies in the fact that she constantly holds a number equal to
—1 units of the futures F'. We assume that buying/selling the futures leads to the payment
of a proportional cost kK > 0. Then, the dynamics of the corresponding state process X is
given by
X = TX(‘S‘FN Pr Qs Xy, AEi)l{AE?ﬁéO} T TX(ST“ Priyy @riys Xy, AETi)l{AE%:O}’

(4.4.4)

with Tx and Tx now defined with respect to

7—G(S7pa q,, 5) =4g + (ab - exe(aba nba bb))Ab— - (aa - exe(a“, na’ ba))A?l—

Ti(s,p,q,2,0) =i — (a® — exe(a®, n°, b%)) + (a® — exe(a®, n" b%))

Tresa(s,p,q,z,6) = n®/® 4 [(°/° — o+ 4 o/es _pb/e exe(a®®,nb® po/%)

Tera(p, 0, 8) = 0" + (¢"* = 6" L goanoy = b/ Lpmoacyorey = (B A @)1 ggusasoy = 0L ipra sy
Ti(s;p,q,z,6) =37 +1
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and

Ta(s,p,q,z,0) = g — exe(a®, n®, bb)Ai + exe(a®, n®, b)) A%

Ti(s,p,q,2,0) =i+ exe(a®, n®, b°) — exe(a®, n®, b%)

'TNB/U(s,p, q,x,0) = nb/e — exe(ab/a, n®/e, bb/“)

7;9"/“ (p.q, 2, 0) = [bb/a - ab/a}—i_l{m"/“zﬂ} + (bb/a - [mb/a - (qb/a — b — nb/a>]+)+1{mb/“7ﬁ0}
Ti(s,p,q,2,0) =0,

in which

b a b a
Abi::p[’—p ;p —SiH,Ai::pu—p tr — s+ k.

b

1
a,5
Z’m 9

In the above, we used the notations z = (g,4,n% n® b° 4% 5), 6 = (a®, NANANAS N
m?, e,e%e%), p= (p°,p%) and ¢ = (¢, ¢%).

The set of admissible controls C(0, Sy, Zy_) is defined as in Section 4.3 but with respect
to the (completed) filtration F? = (F})i>o generated by (S, E).

We also assume that she has an exponential type utility function, with risk aversion
parameter 77 > 0. Then, she wants to maximize over ¢ € C(0, Sy, Zo_) the expected utility

E[U(Sr, Z7)]
where
U(s,2) = —exp (—n{g +i"A" =i A% = k(i = "] +[i" — ¢*]") —0s})  (4.45)

for z = (p°, 0% ¢°, ¢% g,i,n°, n® b° 0% j), and where A} and A% are defined as above.

As in Section 4.3, we next extend the definition of our state processes by writing
(St757 Zt78727¢) — (St7s’ Pt7s7z7¢’ Qt7s7z7¢’ Xt7s7z7¢)

for the process satisfying (4.2.2)-(4.3.1)-(4.4.2) for the control ¢ and the initial condition
(S, Z**9) = (s,2) € Dg x Dy. The corresponding set of admissible controls is C(t, s, z),
and the filtration associated to ¢ € C(t, s, z) is Fb55¢ = (FL2¢) ., . We finally define the
value function

v(t,s,z) = sup J(t,s,2;0) for (t,s,2) € [0,T] x Dg X Dy,
¢eC(t,s,z)

where

J(t, s, 2,0) == E[U(SE*, ZE5=9)).

We close this section with Remarks that are the counterparts of Remarks 4.3.2 and 4.3.3.
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Remark 4.4.2. For later use, observe that
v(t,s,2) = e Mv(t,s,p°, 1%, ¢, ¢%, 0,4,n°, 0, 0%, b%, )
forallt <T, s € Dg and z = (p°,p% q¢° ¢%, g,i,n° n* b, b, ) € Dy. Moreover, if J, = oo,
we also have
v(t,s,z) = e M9"j(t 2) == 6_"(9_Qj)v(t, 5,0% 1% ", q%, 0,i,n° n% b° b°,0).

Remark 4.4.3. Note that v is bounded from above by 0 by definition. It also follows from
(4.4.3) that S** takes values in the compact set Dg so that v € LEP by the same reasoning
as in Remark 4.3.3.

4.4.2 The dynamic programming equation

As in Section 4.3.3, we first provide a dynamic programming principle. Again, we let v,
and v* denote the lower- and upper-semicontinuous envelopes of v.

Proposition 4.4.1. Fiz (t,s,2) € [0,T] x Dg x Dz and a family {0°,¢ € C(t,s,z)} such
that each 6% is a [t, T]-valued F>>*¢-stopping time and ||(Sys, Zys™?)|le < 00. Then,

sup B [v.(0%, 555, 20" < vltos.z) < sup E[vi(0%, 5,2, 2070
oeC(t,x,q) oeC(t,x,q)

Proof. Let Ci(t, z, z) be the set of controls ¢ satisfying the additional constraint #{T;b,i >
1} <k a.s., and let vi be the corresponding value function, for £ > 1. Then, it is not difficult
to see that vy is continuous, and the arguments of [22] imply that

sup E {Vk(ed)a z§7 Zéfyz@)} < Vk(t7 S, Z)
¢€Cr(t,z,2)

o€Cy (t,x,2)
< sup E{V(G‘b,ng,ng’z’d’)}.

< sup E[Vk(0¢,5éf,Z§f’z’¢)]
 $eC(ta,z)

Since by definition v = limy_,o T v and C(¢, x, z) = Ug>1Ci(t, z, 2), sending k — oo in the
above leads to the required result, recall Remark 4.4.3. 0

The partial differential equation associated to v is then at least formally given by

min{—Ly —Zp,p —Kp} =00n[0,T) X Dg x Dy

4.4.6
min{p —U,p — Ky} =0o0n {T} x Dg x Dy, ( )

in which £ is the Dynkin operator associated to (4.4.2) :
1
Lo =0+ p(§—5)0sp + 50283890.

To fully characterize the value function, we need the additional assumption, similar to
Assumption 4.3.2.
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Assumption 4.4.1. There exists a Borel function ¢ € C*2([0,T] x Dg X D) such that
(i) 0> LY +Zyp on [0,T) x Dg x Dy,
(ii) v —Kip > 1 on [0,T] x Dg x Dy for some 1 > 0,
(iii) ¥ > U on {T} x Dg x Dy,
(iv) Iminf(¢/L)(tn, $n, 2n) = 00 if [2n| = 00 as n — oo, for all (tn, n, 2n)n=1 C [0,T7] X
Dg X Dy.

Theorem 4.4.1. Let Assumption 4.3.1 hold. Then, v, (resp. v*) is a viscosity supersolution
(resp. subsolution) of (4.4.6). If moreover Assumption 4.4.1 holds, then v is continuous on
[0,T) x Dy and is the unique viscosity solution of (4.4.6), in the class LEP.

Proof. In view of Proposition 4.4.1, the derivation of the viscosity super- and subsolution
properties is very standard under Assumption 4.3.1, see e.g. [22]. As for uniqueness, this
follows from a comparison principle that can be proved in the class LZP by arguing as in the
proof of Theorem 4.3.1. 0

As for the MM problem, Assumption 4.4.1 is easily checked when J, < oc.

Remark 4.4.4. If J, < oo and the supports of A(-|p, q, ¢) and y(:|p, q) are bounded, uniformly
in (p,q,c) € (0Z)? x N2 x C,, then the function < defined in Remark 4.4.4 also satisfies the
requirements of Assumption 4.4.1, for r large enough.

4.4.3 Dimension reduction, symmetries and numerical resolution

As in Section 4.3.4, one can use specificities of the value function to reduce the complexity
of the resolution of (4.4.6). First, the variable ¢ (and j if J, = 0o0) can be omitted, see Remark
4.4.2. Moreover, if Assumption 4.3.3 holds, then one easily checks that

V(t, s,p% p° +26p,q°, ¢%,0,i,n°, n% b° b, 0)

does not depend on p°. The difference with the relation obtained in Section 4.3.4 is du to
(4.4.1) and the fact that the HFT always hold a symmetric position in the stock and the
futures (he is protected against evolutions of the mid-price). The other symmetry relations
described in Section 4.3.4 do not hold because of the dependence on the process S.

Let us now turn to the definition of a numerical scheme for (4.4.6). Recall that, under
Assumption 4.3.5, the operators Z and K are explicit. Hence, the only required discretization
is in time and in the variable s. We shall consider separately the diffusion part and the
obstacle part of the pde. More precisely, we fix a time and a space grid 7} := {t?,1 < n;}
and 77 := {s?, i < ng} where ¢! = iT/n; for i <n; and s? = s+ i(5 — s)/ns, i < ns. Here, s
and § are such that Dg = [s, 5], recall Remark 4.4.1, and n := (ng, ns) € N?. We next define
the sequence of space domains D% := Dy N [k, k]* for k > 1, and we let v¥ be defined by

(4.4.7)
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Here, for i < n; — 1 and i’ < n,,

t s

(tn Sz” ) = E[Vk( z+17pn<S ) )] + zzvfz@?-&-l? 327 ')7 on DZ’ <448)
where p,, is the left-hand side projection operator on 7Z.

Note that the above numerical scheme is not fully explicit as it requires to compute
conditional expectations. This can however be easily performed either by a finite difference
scheme or by Monte-Carlo techniques in a very classical way. Note in particular that the
randomness in these conditional expectations only comes from a one dimensional factor.

Proposition 4.4.2. Let Assumptions 4.4.1 and 4.3.5 hold, then the sequence (V¥),>1 converges
pointwise to Vv as ng, ng, k — 00.

Proof. Note that Assumption 4.4.1 ensures that comparison holds for (4.4.6) in the class LEP,
see e.g., Proposition 2.5.1. Thus, as for Proposition 4.3.2, the result is an easy consequence
of the stability result of [14]. O

4.4.4 Approximate optimal controls

The optimal control can be numerically estimated as in Section 4.3.4. We first extend
(vE ¥EY to 1 x Dg x Dy by setting (vE ¥E) (. s,-) := (v, ¥%) (-, p(s), +). Then, we choose a

n)’ 'n n’ TL n? TL

measurable map ¢& (7, ) such that

i) € argmax{KVE(th s,), c€ C()}, on Dg x D}

éh(t", ) =0on Dg x (D7 \ D),
and define the sequence of stopping times
%jn—;-kl = mln{tn 1 >0, tn Ankv (sz - Kéﬁ{,ﬁﬁ?? ))(t?a St?v Zt?—) = 0}7 .] > 0,

with 75" := 0—, and in which Z™*F = (P Q™* X™*) is defined as in (4.3. 2)- (4 4.2) for the
initial condltlon Zy and the control associated to ¢f = (#/"F &k (#1F S_w, 278 Sak_))iz1in a

Markovian way. Again, this provides a sequence of controls that is asymptotlcally optimal.

Proposition 4.4.3. Let the conditions of Proposition 4.4.2 hold. Then,
lim lim E[U(Sr, Z%)] = v(0, So, Zo_),

k—o0 Nt ,Ms —00
in which the limit is taken along sequences n such that ning' — 0.

Proof. Let v(p, q) := [ dB(c|p, q) and recall that  is uniformly bounded by assumption. The
family {(v¥,v¥)/L}n>1 is uniformly bounded, compare with Remark 4.4.3. Also note that
(s,2) € Dgx D%+ U is Cy-Lipschitz, for some C, > 0 that only depends on k. By induction
(recall that the component s is projected on 77'),

Ry s,) = ¥R (-, 8, )| < Oills — 8| + n,O(n; )], for all s,5" € Dg, on DY,

n
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for some C}, > 0 that does not depend on n€ N2. Since S is 1/2-Hoélder in time in Ly, together
with Assumption 4.3.5, this implies that
nsn _1 _
KETN (71, 8%, 2) = KE[ZV (4, Sffg ,2)] 4 Ox(ny *) + 1,04 (nJ 1),
st . z,c -1 _
= ERE(t, Sy 20 + On(ng 2) + nOx(nSh) for z € DY, c € C(2),

tn n
i+1 i+1

n
nz,c

in which the exponent ¢ in Z% means that the impulse ¢ is given at ', and we use
Remark 4.2.1 again. In the above, Ok () is a function, that may depend on k, but such that
€ € R\ {0} — |Ok(§)]/€ is bounded in a neighborhood of 0. By the arguments already used
in the proof of Proposition 4.3.3, it follows that

V(R s 2) =EVE (1, S Zi )] v max E[VE (R, S, Z607)]
n\liy Sirs 2) =EAVp g1, O 0 Zen Cglgé) Vnlip1 O s 2

+op(ny ) + Ok (n ),
and therefore
k _ Sk k 2 -1
(0, S0, Zo-) = E[U(Sgp, Zgi")] + 05,(1) + Ox(ngng )
= B[U(Sr, Zi*)] + 0k (1) + Ox(nin, ") + ox(1)
by induction, in which of (1) goes to 0 as n — oo, 0x(1) goes to 0 as k — oo, and 67 is as in

the proof of Proposition 4.3.3. It remains to appeal to Proposition 4.4.2. OJ

4.4.5 Numerical experiments

We use the same model as the one described in Section 4.3.6. As for the new parameters,
we take § = 0, p = 50 and o = 0.2, in particular the mean reversion parameter is taken to
be large.
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FIGURE 4.3 — Simulated path of the optimal strategy of the High Frequency Trader.

We approximate the behavior of the spread process S by a trinomial tree based on the
transition probabilities associated to the diffusion (4.4.2), so that the expectation in (4.4.8)
can be computed explicitly. More precisely, we consider a centered 6 points grid with mesh
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equal to half a tick (i.e. 0.005).

The graphics in Figure 4.3 have the same interpretation as in Section 4.3.6 except that
we now also provide the evolution of the Futures process F', this is the dashed line in the
bottom right graphic.

Remember that the HFT does not gain from the evolution of the mid-price, as her position
in stocks in always covered by a symmetric position in the futures. She only gains from the
evolution of the spread process S or from the bid-ask spread of the stock if S does not move.
Not surprisingly, her behavior is quite different from the one of the MM described in Section
4.3.4.

As the MM would do, she first positions herself on the limits in a symmetric ways, because
the spread with the future is 0. She then tries selling at time 4 by sending a limit sell order
in the spread to buy the futures whose price (compared to the mid-price of the stock) is gone
low. She is starting to play on the stock-futures spread. She follows this strategy until time
14. She plays in a more symmetric way after this until time 35, with a slight tendency to
resume her inventory. At time 35, she decides to clearly sell stocks again and buy the futures
whose price is again very low. From time 40 on, she inverts her position on the book to try
buying the stock and thus sell the futures whose price has gown up. She finally inverts her
position again at time 50 when the futures price goes back to the mid price, to liquidate her
position on the pair.

Compared to the positions of the MM in Figure 4.2, her positions in one direction are much
more clear, and are clearly driven by the stock-futures spread. The HF'T also does not seem
to try to control the stock’s mid-price as the MM did, again this is because it does not matter
for her.

In Figure 4.4, we provide an estimation of the density of the gain of the HF'T based on
10° simulated paths.

4.5 Institutional broker strategies for portfolio liquida-
tion

We now turn to the Institutional Broker problem. We consider in the following the two
mostly used strategies for buying/selling a block of stocks. We focus on the buying side,
selling being performed in a symmetrical way.

4.5.1 Volume strategy

We first consider a simple volume strategy. The aim of the broker is to buy Iy stocks.
By convention, we set [y = —I,. She fixes a participation rate f € (0,1). It corresponds to
the percentage of the total volume of trades that should correspond to trades done by the
broker between the initial time 0 and the time at which the Iy stocks are bought. Therefore,
she should buy f/(1 — f) of the total of the trades of the other market participant. To do
so, she considers subintervals [t;,t;11] of Ry. At the beginning of each of this subintervals
she estimates the conditional probability p;;+; that a trade arrives at the bid, given that

117



Histogram of HFT return

Density

Return

FIGURE 4.4 — Density estimation of the gain made by the High Frequency Trader.

a trade arrives and given the order book at ¢;. Then, she puts a limit bid order of size
(f/(1 = f))Q} /pii+1 at t;. When all these units are executed, she adds new limit orders to
keep her position to a level at least equal to (f/(1— f))Q¥ /pii+1, or do nothing if this level is
still achieved, and so on. In the meantime, she compares her realized volume Al := I — I to
the volume 9(0, ) + AT realized on the market from time 0 on. Given a threshold §; > 0, she
stops adding limit orders and cancels her orders already at the bid if AI(1—f) > fo(0,-)+6;
and wait until AI(1 — f) < fo(0,-) + 6;. If AI(1 — f) < fo(0,) — &, then she sends an
aggressive order so as to turn to a position AI(1— f) > fo(0,) — d; as soon as possible. She
stops trading when 1 > 0.

For our numerical experiment, we take the same model as in Section 4.3.6, we consider
a participation rate f = 0.2 and simply take p; ;41 = 1/2. The time intervals [t;, ;1] have
a length of 60 seconds and the time step is 1/2 second. We take 6; = 4 (i.e. 2 ATS). The
number of units to buy is I, = 250 units. A simulated path of the strategy is provided in
Figure 4.5. In the top left graphic, the dashed lines correspond to the target volume +d;,
while the solid curve is the volume traded by the IB. The top right graphic gives the control
of the IB : lines with inward pointing arrows are limit orders, lines with squares are market
orders. The bottom left graphic provides the evolution of the average price at which stocks
have been bought by the IB from time 0 on. The bottom right graphic gives the evolution of
the bid and ask prices. One can see that this very simple strategy is quite efficient in the sense
that only a limited number of market orders are send. On the other hand, the systematic
position of the IB at the bid limit creates an important imbalance that contributes to push
up the price.

Figure 4.6 provides an histogram of the relative error (in %) of the VWAP obtained by
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this strategy with respect to the VWAP realized at the level of the whole market ?. It is based

on 10* simulated paths. One can see that this average price is typically slightly higher than
the VWAP of the market.

Inventory Controls

o 200 200 600 800 1000 1200 1400 o 200 400 600 800 1000 1200 1400
time (sec) time (sec)

Cost per share Bid and Ask price

BT LT e

10,03 [ -oreeee b F_;'{

’/J_r B e i bl e

J_r,_f T SR S s S M

el E i S H / I A |

B T N T I 1 |
L T
10,00 T I RN S SRS SN S,

T L R e RaRRTEETEEE SECLE T

Bid | Ask

il
I

o 200 00 600 800 1000 1200 1400 o 200 400 600 800 1000 1200 1400
e

FIGURE 4.5 — Simulated path of the volume strategy.

9. Namely, (VWAPvo — VWAPMarket)/ VWAP M arket in which VWAPy,, is the VWAP obtained by the
IB by playing his volume strategy.
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FI1GURE 4.6 — Histogram of the VWAP percentage error with respect to the VWAP of the
market, for the Volume strategy.

4.5.2 VWAP

We now present a VWAP (Volume Weighted Average Price) based trading strategy fre-
quently practiced by institutional brokers. Suppose that, at initial time 0, an institutional
broker decides to buy a quantity Iy € N of a tradable asset using a VWAP based strategy,
i.e. by trying to obtain an average execution cost not more than

W

VWAP, =
"7 0(0,7)

. T
where w := / v Pdt and v(-,T) = / vsds, (4.5.1)
0 .

in which v is a deterministic non-negative continuous process such that fOT vedt > 0, which
represents the trading volume of the market, and P models the stock price. *°

Abstract continuous time resolution

Following the seminal work of Almgren and Chriss [4], see also [40, Section 4.4], we first
consider the idealized world in which trading is done continuously at a bounded intensity, the
trading speed 1, taken as a process in the class C of non-negative processes adapted to the
(completed) filtration generated by W. She assumes that the dynamics of the asset reference
price P has a permanent linear price impact generated by the agent’s trading activity, see
[4]. More precisely, she assumes that the stock price evolves according to

with 8,0 > 0, while her inventory I follows the dynamics

d[t == lgtdt

10. We take it deterministic for simplicity. In practice, it generally corresponds to a market volume curve
estimated by the broker.
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with the initial condition Iy = —Iy, meaning that she is short at 0 of the Iy stocks she has to
buy on [0, 7.

She also assumes that her wealth G is affected by a temporary linear market impact s,
for some k > 0, i.e.

dGy = —0,| P, + k0, | dt. (4.5.3)

Her goal is to maximize over ¢ € C the expected utility

E |- exploa{Gr + In(Pr = Rlr) - 22 }]] , (45.4)

for some Kk > 0 which represents a penalty in case the inventory does not match 0 at 7.

This type of problems has been widely studied, see the book [40] for references. In
the present form, it can be solved explicitly by using a verification argument based on
the explicit solution of the Hamilton-Jacobi-Bellman equation corresponding to the va-
lue function (t,p,i,g,w) € [0,T] x R* — v(t,p,4,g,w) associated to the initial condition
(P, It, Gy, wy) = (t,p, i, g,w) :

1
0 =sup (&90 + 502

u>0

2
app

© + puOyp + u (B0 + Oip — POyp) — u2/£(99g0> on [0,7) x R*
with terminal condition
o(T,p,i, g,w) = —e MIHP=FI=mow} for (p i g w) € RY,

where
m:=Iy/v(0,T).

To simplify the above, we first write v is the form
v(t,p,i, g, w) = e M9mmePCMG (¢ b ) with V(¢ p, i) == v(t, p,i,0,0),
so that v formally solves

(BOpp + Bru(t, T)me + dip + npp)?
4knp

0=0wp+ ;02(8§pg0+27711(t, T)Ymdpp+n°v(t, T)*m*p) —
on [0,7) x R* with terminal condition

o(T,p,i,g,w) = —e HCFD} for (p i, g,w) € R
One possible solution is given by
) _ _e—n{z‘(p—m)}eho(t)Jrhl(t)i+h2(t)z'2

v(t,p,i
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in which hg, h; and hy solve ™ on [0,T)

(hl + an<t7 T>m)2
4kn

1
Do = —50°(nu(t, T)m)” +

2K

Ohy = 0277217(25, T)ym + (hy + Bnu(t, T)m)

252 [ onf + 2hy)°
Oy — O | [+ 20+ 2ho]
2 4K

with ho(T") = hi(T') = ho(T') = 0. The solution of the last equation is of the form
1

hQ(t) - —01 T 02603(T—t) — (4
in which the constants ¢y, ..., ¢4 can be computed explicitly by using the above differential
equation and the terminal condition hy(7T) = 0. Namely, set
2 2 ~ 2 =
o 2K — 2K — 1
ao::—77 +77( 6>,a1:: B,aQZ—
2 4Kk K KN

and let y, be a root 2 of

(4agay — a?)y? + (a3 — 4agas)y + apas = 0,

then
aq Qo Yo 1
C3 = y 4=, =", 2= — — (1.
1 — 2y, (1 —yo)cs Cq Cq
Existence of y, is guaranteed since
n2o?

> 0.

a? — dagay =

Then, hg and h; are fully characterized.
An easy verification argument shows that this is actually the correct function and that
the optimal control policy is given by

0 =o(.,1)

where

8(t.i) = BOv(t,p,i,9,w) + Oiv(t,p,i,g,w) — pdyv(t,p,i, g, w)
’ 260,v(t,p, i, g, w)
Bli — v(t, Tym] — 2 — [ha (£) + 2ha(1)i] /1
2K ’

11. Just insert the above in the PDE of v and match the orders in the 7 variable.
12. The function hs does not depend on the choice of the root.
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Strategy in practice and simulations

In practice, this optimal strategy can not be implemented within an order book. We
therefore consider a “discrete” version. In this version, we assume that the IB tries to keep
her inventory I equal to the optimal inventory I:= Io Uydt — 1. To do this, she fixes a time
grid {t;;i < n} with tc = 0 and ¢, = T. At time ¢;, she estimates that she has to execute
a volume of V; ;4 = ffi“ 0(t, I,)dt on [t;, t;y1] while the volume of the market will be
1 i+l = ft”l vidt. Then, she follows a volume strategy with threshold 0; = +o0, see Section
4.5.1 above, on [tz, ti+1] with a target participation rate of f =V ;11/(Viis1 + Viig1). When
Al:=T—1y>1+ é1, for some &; > 0, orders are canceled and she waits until AT < I + 51
In the case where AT < I —§;, she puts market orders to reduce to the situation A > I—6;
as soon as possible.

For our numerical experiment, we take the same configuration as in Section 4.5.1, with
6 = 4, i.e. 2 ATS. The optimization of the VWAP strategy is done with a time horizon
of 30 minutes and a flat volume curve (so that the control does in fact not depend on it).
The number of units to buy is I, = 250 units. The additional parameters '® are set to n = 1,
o=0.2, 5 =0,0004, k = 0.003 and & = k * 60. The latter corresponds to the cost incurred
when buying the remaining shares I in 1 additional minute after 7', at a flat intensity in
the theoretical continuous time model of Section 4.5.2. The volume intensity v corresponds
to 0.6 ATS per second, i.e. 1.2 units per second.

The interpretation of the different graphics in Figure 4.7 is the same as in Section 4.5.1,
except that the dashed lines in the top left graphic correspond now to the optimal VWAP
trading curve +£2 ATS. Again, we see that only a limited number of market orders were
needed to be send, but that the imbalance created by the robots drives the price up.

Figure 4.8 provides an histogram of the relative error (in %) of the VWAP obtained by this
strategy with respect to the VWAP of the whole market 4. It is based on 10* simulated paths.
One can see that he actually typically performs better than the market. Not surprisingly, this
strategy performs better than the volume strategy in terms of VWAP.

13. The coefficients 8 and x are estimated for our book dynamic. Given priors with simulate a bunch of
paths and estimated them by a moment matching approach based on (4.5.2)-(4.5.3). We then use the updated
values to simulate a new bunch of paths and we re-estimate them. And so on, until convergence.

14. Namely, (VWAPMy — VWAP arket )/ VWAPMarket, in which VWAPyy is the VWAP obtained by the
IB by playing his optimal VWAP strategy

123



Inventory Controls

o 500 1000 1500
time (sec)

Cost per share Bid and Ask price

10,07 [ooeeeen

20006 Lot I’—# BT SIS SRR SRR U

1005 [ omcenemnmnonmn oo

10,04 [ omninemnmnon oo

Bid | Ask

10003 oo el

B e S N NI HHI:

B NN iAo

10

o 500 1000 1500 o 500 1000 1500
time (sec) time (sec)

FIGURE 4.7 — Simulated path of the VWAP strategy.

400 Percentage difference with the market VWAP
T T T T T T

350 [
300( s
20 e

S e e

150 f-eemeerrdoreinnns O @400 ST ERREERRELS

100 N S I I . N

C10) SR

0 : B :
-0.6% -0.5% -0.4% -0.3% -0.2% -0.1% 0.0% 0.1% 0.2% 0.3%

FI1GURE 4.8 — Histogram of the percentage error with respect to the VWAP of the market,
for the VWAP strategy.

124



4.6 Simulation of the full market

We now provide an illustration of possible interactions of several market participants.
Again, a more realistic and general study will be performed in our companion paper [8].

The prior and parameters of the participants are the same as the one that have been used
in the above numerical experiments. More precisely, we consider one MM, one HFT and four
IB. Among the IB, two are playing volume strategies (a buy and a sell) and two are playing
WVAP strategies (a buy and a sell). At each time step, each participant decides of his optimal
control given the current state of the order book. They send their orders at the same time.
The control of the HFT is executed first, then this is the turn of the MM, and finally the
controls of the robots are executed (we choose the order among robots randomly, according
to a uniform distribution). Since the MM and the robots decide before seeing the action
of the HF'T, their controls may not be applied or only partially, depending of the state of
the order book after the previous participants have played. The exogenous randomness only
comes from the simulation of the stock-futures spread process S and from the new queues
created when one queue is depleted. If the bid queue is depleted, then the bid price moves
down. If the bid-ask spread is equal to two ticks, then the ask price moves down as well.
The other way round if the ask queue is depleted. If the bid (resp. the ask) price move down
(resp. up), we consider that this is a discovered limit and its size is chosen as in Section 4.3.4 :
10 units with probability 60%, 5 units with probability 25% and 12 units with probability
15%. If the bid (resp. the ask) price move up (resp. down), which can happen if the bid-ask
spread is already of two ticks, we consider that this is a created limit and its size is chosen
again as in Section 4.3.4 : 2 units with probability 60%, 1 unit with probability 25% and 3
units with probability 15%. There is no other randomness, the rest of the dynamics is du to
the HFT, the MM and the four robots.

Note that only the VWAP robots are forced to trade, when they reach the (upper or
lower) limit of their prescribed inventory path. In principle, the MM plays aggressive orders
only when he needs to adjust quickly his inventory. For a typical path of the stock-futures
spread, the HFT also has no incentive to send aggressive orders, except to adjust his inventory.
Without trades, the Volume robots do not act as well (because the market volume does not
move). Therefore, if the MM and the HFT have a zero initial inventory, we expect to have to
wait for the VWAP robots to initiate first aggressive orders, and starts the whole dynamics.

In our illustration, we start with an initial state in which the HFT and the MM have
a zero initial inventory. Each VWAP robots has to buy/sell 75 stocks within 5 minutes of
trading. This corresponds to an average of 0.5 trades per second, which is consistent with
the priors of the MM and the HFT.

The Figures 4.9, 4.10, 4.11, 4.12, 4.13 and 4.14 have the same interpretation as in Section
4.3.4 except that now the position of the agent in the queue is in blue in the top right and
middle left graphics (the black part corresponding to the other participants). The top right
graphic is the state of the book just after the control of the agent is executed, the middle left is
the state of the order book after the controls of all the participants have been executed. Note
surprisingly, the trades are essentially due to the VWAP robots, to which the Volume robots
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need to adjust. The aggressive orders send by the HFT and the MM are either cancellations
or corrections of their inventory near the terminal time, except around time 35 at which the
HFT clearly wants to take a position on the stock-futures spread because it is very low. Note
that the first price jump is due to an aggressive sell order of the HF'T, slightly before time
275, which pushes the bid price down. He just after sends a limit sell order in the spread,
and the ask price moves down as well. Since he is executed first and all players decide at the
same time, he does not give to the others the opportunity to take this position in the spread.
The last price move, just before T, is due to the HFT and the MM. This time the HFT and
the MM send aggressive buy orders that deplete the queue (we do not see the price move on
the graphics of the HF'T, because they provide the prices after the execution of the order of
the agent). As in Section 4.4.5, his position follows the stock-futures spread. In particular,
between time 50 and 100, one can observe that he waits before sending a new sell limit order
because the spread is gone up and he wants to buy stocks to shortsell the futures. When the
spread starts going done, he takes a stronger position at the ask than at the bid, to start
selling back the stock. As for the MM, he finishes with an inventory equal to —1, that will
eventually be liquidated at 10.010, which explains the downward jump of his portfolio value
at T. When his inventory is very low, he balances between putting limit buy orders and
letting the price go down by not supporting the bid limit. It is not successful until the price
eventually moves down around time 275.
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Résumeé

Cette thése se compose de trois cha-
pitres qui portent sur des probléma-
tiques de contrdle impulsionnel. Dans
le premier chapitre, nous introduisons
un cadre général de contréle impul-
sionnel avec incertitude. Sachant une
loi a priori sur des paramétres in-
connus, nous expliquons comment
celle-ci doit évoluer et lintégrons
au probléeme de contréle optimal.
Nous caractérisons la solution a tra-
vers une équation parabolique quasi-
variationnelle qui se résout numeéri-
guement puis donnons des exemples
d'application a la finance. Dans le
deuxiéme chapitre, nous introduisons
un probléme de contrbéle impulsion-
nel avec incertitude dans un cadre
actuariel. Un (ré)assureur fait face a
des catastrophes naturelles et peut
émettre des CAT bonds afin de réduire
le risque pris. Nous caractérisons a
nouveau le probléme de contrdle op-
timal a travers une équation parabo-
lique quasi-variationnelle qui se re-
sout numériquement et donnons des
exemples d'application. Dans le der-
nier chapitre, nous proposons une mo-
délisation du prix a travers un car-
net d'ordre complétement endogéne.
Nous résolvons des probléemes de
contrdle optimal impulsionnel (place-
ment d'ordre) d'agents économiques
rationnels que nous rassemblons sur
un méme marche.

Mots Clés

Contréle optimal, trading optimal, in-
cidence sur le marché, incertitude, fil-
trage Bayesien, obligation catastrophe

Abstract

This PhD thesis is composed of three
chapters, which deal with applications
of impulse control in Finance and In-
surance. In the first chapter, we in-
troduce a general framework of im-
pulse control with uncertainty. Kno-
wing a prior on unknown parameters,
we explain how it should evolve and
we integrate it in the formulation of
the optimal control problem. We cha-
racterize the solution via a parabo-
lic quasi-variational partial differential
equation, which can be solved nume-
rically. We give examples of applica-
tion in finance. In the second chap-
ter, we define an impulse control pro-
blem with uncertainty arising in ac-
tuarial sciences. A (re-)insurer faces
natural disasters and may issue CAT
bonds in order to reduce the risk taken.
The problem is solved using a PDE ap-
proach. A numerical scheme and dif-
ferent examples of application are pro-
vided. In the last chapter, we propose a
price model defined through a comple-
tely endogenous order book. We solve
optimal impulse control problems (or-
der placement) of rational economic
agents that we gather on the same
market.

Keywords

Optimal control, optimal trading, mar-
ket impact, uncertainty, Bayesian filte-
ring, CAT bond
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