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Abstract

Optimal trade execution aims at balancing price impact and timing risk. With respect
to the mathematical formulation of the optimization problem, we primarily focus on
Mean Variance (MV) optimization, in which the two conflicting objectives are maximizing
expected revenue (the flip side of trading impact) and minimizing variance of revenue (a
measure of timing risk). We also consider the use of expected quadratic variation of the
portfolio value process as an alternative measure of timing risk, which leads to Mean
Quadratic Variation (MQV) optimization.

We demonstrate that MV-optimal strategies are quite different from MQV-optimal
strategies in many aspects. These differences are in stark contrast to the common belief
that MQV-optimal strategies are similar to, or even the same as, MV-optimal strategies.
These differences should be of interest to practitioners since we prove that the classic
Almgren-Chriss strategies (industry standard) are MQV-optimal, in contrary to the com-
mon belief that they are MV-optimal.

From a computational point of view, we extend theoretical results in the literature
to prove that the mean variance efficient frontier computed using our method is indeed
the complete Pareto-efficient frontier. First, we generalize the result in Li (2000) on the
embedding technique and develop a post-processing algorithm that guarantees Pareto-
optimality of numerically computed efficient frontier. Second, we extend the convergence
result in Barles (1990) to viscosity solution of a system of nonlinear Hamilton Jacobi
Bellman partial differential equations (HJB PDEs).

On the numerical aspect, we combine the techniques of similarity reduction, non-
standard interpolation, and careful grid construction to significantly improve the efficiency
of our numerical methods for solving nonlinear HJB PDEs.
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Chapter 1

Introduction

1.1 Algorithmic Trade Execution

Algorithmic trade execution has become a standard technique for institutional market
players in recent years, particularly in the equity market where electronic trading is most
prevalent. A trade execution algorithm typically seeks to execute a trade decision op-
timally upon receiving inputs from a human trader. For concreteness and exposition
purposes, this thesis will discuss trade execution in the context of share liquidation.

At the relatively macro level, the execution decisions consist of the timing and quantity
of sell order submissions. Mathematically, a macro-level liquidation policy can be modeled
by an optimal selling velocity function v*(X (¢),¢; p), where X () is the state vector at time
t and p is the parameter vector. We work at this macro-level, using a continuous time
model.

Given the macro-level decision, numerous micro-structural aspects of order submission
decisions remain to be made, which include order types, order prices, execution venues,
among others. We will not further discuss these micro-structural aspects of trade execu-
tion.

In practice, execution algorithms can be roughly classified [42] into the following over-
lapping types: (i) schedule-based type, which uses time or volume schedules to track
selected benchmarks; (ii) liquidity seeking type, which sources liquidity in both dark and
lit venues; and (iii) implementation shortfall type, which strikes a balance between the
conflicting goals of minimizing both market impact and timing risk. In this thesis we fo-
cus on implementation shortfall type algorithms, which account for a significant portion
of the methods used in practice [29].

1.2 Models for Implementation Shortfall Algorithms

Implementation shortfall [55] is defined as the difference between the mean execution
price and the arrival price when trading starts. Implementation shortfall can be broken



down into permanent price impact, temporary price impact and timing risk. Permanent
price impact comes from other trading parties adjusting their trades upon observing our
trades [46], e.g. when other traders know about a large buyer in the market, they will
tend to buy more, moving prices against the larger buyer. Temporary price impact comes
from temporary imbalance of supply and demand, and is best illustrated by a large buy
market order matching with sell orders of successively higher limit prices. Timing risk
comes from potentially adverse random price changes.

There are two fundamental modeling aspects in any optimal execution model. The
first aspect is the modeling of asset price dynamics in the presence of price impacts. In
this aspect, our approach is similar to that of the pioneering works [I8] and [9, §]. In
our models, price impacts are specified exogenously as functional forms that appear in
the stochastic differential equations governing the state dynamics. In addition, temporary
price impact is assumed to be instantaneous and affects only the executing trade. Another
common approach in the literature generates price impacts endogenously via a limit order
book model [53, 2] 1], 57], which gives rise to temporary price impacts that are transient

3, 133, 135].

The second aspect concerns the choice of what objective function to optimize. We
primarily focus on Mean Variance (MV) optimization, in which the two conflicting objec-
tives are maximizing expected revenue (the flip side of trading impact) and minimizing
variance of revenue (a measure of timing risk). We also consider the use of expected
quadratic variation of the portfolio value process as an alternative measure of timing risk,
which leads to Mean Quadratic Variation (MQV) optimization.

A similar multi-objective optimization approach is used in [34], except that it uses
time-averaged value-at-risk as the risk measure. Another common approach is to maximize
the expectation of a utility function of revenue, see for example [59] 60, 52, [43].

1.3 Overview and Contributions

The Mean Variance objective is intuitive, well-known and aligns with performance mea-
surement in optimal trade execution. For these reasons we focus on efficient computa-
tional methods for determining MV-optimal strategies. We consider the Mean Quadratic
Variation objective to demonstrate that MV-optimal strategies are quite different from
MQV-optimal strategies in many aspects. These differences are in stark contrast to the
common belief that MQV-optimal strategies [9] (which are standard [44, 42] 40] in the
optimal trade execution industry) are similar to, or even the same as, MV-optimal strate-
gies.

The main contributions of this thesis with regard to computational methods are as
follows.

e We extend the result in [47] on the embedding technique to tackle non-convex multi-
period MV optimization problems. For non-convex problems, the embedding tech-
nique may produce Pareto-inefficient points. We prove a number of results that
guarantee Pareto-optimality of the computed frontier.



e We extend the convergence result in [16] to the system of nonlinear HJB PDEs that
arises under our regime switching trade execution model. First, we prove that our
discretization of the system of nonlinear HJB PDEs is monotone, consistent and
infinity-norm stable. Second, we prove in detail that these properties guarantee the
convergence of numerical solutions to the viscosity solution, provided that a strong
comparison principle holds.

e We combine the techniques of similarity reduction, non-standard interpolation, and
careful grid construction to significantly improve the efficiency of our numerical
methods for solving nonlinear HJB PDEs.

The main contributions of this thesis with regard to MV-optimal and MQV-optimal
strategies are as follows.

e We show that it is important to adapt MV-optimal strategies to random changes in
temporary price impact. When the real dynamics is rapidly switching between two
regimes of differing price impacts, mis-specifying the dynamics as the non-switching
mixture results in significant sub-optimality.

e We show that MQV-optimal strategies are poor approximations to MV-optimal
strategies in many aspects. In particular, for the same variance, an MQV-optimal
strategy can have significantly smaller expected revenue compared to an MV-optimal
strategy.

e We prove that the classic strategies in [0, 8] are MQV-optimal, in contrary to the
common belief that they are MV-optimal.

1.4 Outline

Chapters [2] to 5| study the Mean Variance optimization problem. Chapter[2introduces our
optimal trade execution models. Chapter [3] discusses computational methods. Chapter [
details the proof of convergence to viscosity solution for a system of nonlinear HJB PDEs.
Chapter 5| presents numerical results.

Chapter [0] studies the Mean Quadratic Variation optimization problem. Chapter
compares Mean Variance-optimal strategies with Mean Quadratic Variation-optimal
strategies. Chapter [§ concludes.



Chapter 2

Optimal Trade Execution : Mean
Variance Optimization Approach

This chapter introduces our optimal trade execution models in the context of Mean Vari-
ance optimization. We start by describing our trade execution models in Section [2.1] and
then discuss Mean Variance optimization in Section [2.2]

2.1 Trade Execution Model

In this section, we first introduce our basic Geometric Brownian Motion (GBM) trade
execution model and then extend it with a finite-state Markov chain to a Regime Switching
model.

For generality, we will discuss Mean Variance optimization in the context of the Regime
Switching model. Nevertheless, the basic GBM model will be used in most of our com-
putational results.

2.1.1 Basic Model: Geometric Brownian Motion

Let

Price of the underlying risky asset,

= Balance of risk free bank account,
Number of shares of underlying asset.
= B+ AS = Portfolio Value.

v o W »
Il

The optimal execution problem over t € [0, 7] has the initial condition

S(0) = Syt B(0) = 0, A(0) = cyar. (2.1.1)



If ajnie > 0, the trader is liquidating a long position (selling). If a;,;; < 0, the trader
is liquidating a short position (buying). In this thesis, for definiteness, we consider the
selling case.

At terminal time ¢t =T,
S=S(T), B=DB(T), A=A(T) =0,
where B(T') is the cash generated by selling shares and investing in the risk free bank

account B, with a final liquidation at t = 7'~ to ensure that A(7) = 0.

In our research work, we consider Markovian trading strategies v(-) that specify a
trading rate v € [V, 0] as a function of the current state, i.e. v(-) : (S(t), B(t), A(t),t) —
v=uv(S(t), B(t), A(t),t). Note that in using the shorthand notations v(-) for the mapping,
and v for the value v = v(S(t), B(t), A(t),t), the dependence of v on the current state is
implicit.
By definition,
dA(t) = v dt. (2.1.2)

As in [13], we assume that due to temporary price impact, selling shares at the rate v at
the market price S(t) gives an execution price Sezec(v,t) < S(t). It follows that

dB(t) = (rB(t) — vSesec(v,t))dt, (2.1.3)
where r is the risk free rate. Note that since v < 0 for selling, the term (—vSezec(v, 1))
represents the rate of cash obtained by selling shares at price Sezec(v,t) at a rate v.

In the basic model, we suppose that the market price of the risky asset S follows a
Geometric Brownian Motion, where the drift term is modified due to the permanent price
impact of trading, i.e. we assume the dynamics

dS(t) = (n+gv))S(t) dt +oS(t) dW(t), (2.1.4)

where 7 is the drift rate, g(v) is the permanent price impact function, o is the volatility,
and W(t) is a Wiener process under the real world measure.

In the basic model, we assume the temporary price impact scales linearly with the
asset price, i.e.

Seace(v, 1) = f(v)S(1), (2.1.5)
with
f(v) = (1+ kysgn(v))explr, sgn(v)|v|?], (2.1.6)

where kg is the bid-ask spread parameter, k; is the temporary price impact factor, and
B is the price impact exponent. The form is suggested by empirical statistical
analysis of order book dynamics [I3], 16 49 56]. We also refer the interested reader to [4]
for more discussion about price impact functions and a more general functional form.



Note that we assume r; < 1, so that Sezec(v,t) > 0, regardless of the magnitude of v.

The permanent price impact function g(v) is assumed to be of the form
g(v) = Ky, (2.1.7)

where r, is the permanent price impact factor. This linear form of permanent price
impact function eliminates the possibilities of round-trip price manipulation [I3], 38]; see
also Appendix [C]

Given the state (S(T7), B(T~),A(T~)) at the instant ¢ = T~ before the end of the
trading horizon, we have one final liquidation (if necessary) so that the number of shares
owned at t = T is A(T) = 0. The liquidation value, denoted by B(T'), after this final
trade is defined as follows{]

B(T) = B(T7)+ lim A(T)Seec(v,T7)

v——00

-
_ / T~ 0See(0,)) dt + T A(T)Suec(v, 7). (2.1.8)
0

V——00

2.1.2 Extension to Regime Switching

Let L(t) be a continuous-time stationary Markov chain taking values in M = {1,--- M}
such that L(t) is independent of W(¢) in (2.1.4). Let Ay, > 0 denote the switching

intensity from regime [ to regime m, i.e.

P(L(t+dt) =m|L(t) =1) = Ny, dt,  for I # m. (2.1.9)

In our regime switching model, the drift rate n, the volatility o, the permanent price
impact function g(v) and the temporary price impact function f(v) are regime-dependent;
we use the notations

n'=n), o' =0o(), g')=gl), f)=/[f(vI) (2.1.10)

where [ = L(t) denotes the regime state at time ¢.

We also extend the trading strategy v(-) to be regime-dependent, i.e

v(-) 1 (S(t), B(t), A(t), L(t), 1) = v = v(S(t), B(t), A(t), L(t), 1). (2.1.11)

The dynamics of our regime switching trade execution model are specified by the
Markov chain L(t) and the equations

dA(t) = v dt, (2.1.12)

'In actual implementation, we would replace lim,_,_o by a finite vpmin < 0. Also, in the case
of liquidating a short position (buying), which is not considered in this thesis, equation would
be defined as B(T) = B(T™) + limy_y00 A(T7)Sezec(v, T7), and we would replace lim,_,, by a finite
VUmax > 0 in implementation.



dB(t) = rB(t)dt — v f'(v)S(t)dLt, (2.1.13)

dS(t) = (nl +gw) = YA - 1))S(t) dt + o'S(t) dW(t) + Y (¢"™ —1)S(t) dL(t),
T Al

(2.1.14)
where (™ > 0 is the stock price jump factor when switching from regime [ to m, i.e.

S(tT) = S(t7)¢™; and

1 with probability \™ dt
dL(t) = VT PO (2.1.15)
0 with probability 1 — \™ dt
Note that X and ('™ are defined only for | # m.
Assumption 2.1. We assume
f10)=1, ¢"(0) =0; f'(v) €]0,1] and ¢'(v) <0 for v < 0. (2.1.16)

for obvious financial reasons. We also assume that f!(v) and ¢'(v) are Lipschitz continuous
in v, for technical reasons that will become apparent in the convergence proof in Chapter

Ml

We remark that Assumption [2.1]is satisfied by (2.1.6) and (2.1.7), where there are no
regime-dependence.

2.2 Mean Variance Optimization

This section introduces our Mean Variance (MV) optimization approach that aligns well
with how performance is measured in the optimal trade execution industry. More specif-
ically, suppose that a trade execution engine carries out many thousands of trades and
uses the post-trade data to determine the realized mean return and the standard devia-
tion. Assuming that the modeled dynamics very closely match the dynamics in the real
world, an MV-optimal strategy in our framework would result in the largest realized mean
return, for a given standard deviation, compared to any other possible strategy.

There are two variants of continuous time (multi-period) Mean Variance optimization,
namely the pre-commitment version [I7] and the time-consistent version [63]. The pre-
commitment version of Mean Variance optimization aligns with performance measurement
in practice as discussed above. We use the pre-commitment version throughout the thesis.

2.2.1 Mean Variance Optimality in the Pareto Sense
To simplify notations, we use X (t) = (S(¢), B(t), A(t), L(t)) to denote the multi-dimensional
space-state process and = = (s, b, a, ) to denote a space-state. We will also use the nota-

tion X (t) = x in our context as a shorthand for (S(t) = s, B(t) = b, A(t) = «, L(t) = 1).

7



Let E“ )[B(T)] be the expectation of B(T) conditional on the initial state (z,¢) and
the control ’U( ): (x,t) — v =v(x,t). More specifically, define

E[-] : Expectation operator,
E*"] . E[|X(t) = x] when observed at time ¢,
Ef(t)[] . E™'[.] with v(-) being the strategy that controls

the stochastic process X (t) given by (2.1.9] -m
Similarly we define Varfjg) [B(T)] as the variance of B(T") conditional on the initial state
(x,t) and the control v(-).

All optimizations will be over the set of admissible strategies defined as follows.

Definition 2.2. A strategy v(-) : (x,t) — v = v(x,t) is said to be admissible if v(x,t) €
[VUmin, 0], where vy, <0, and v(z,t) =0 when A(t) =0

Definition 2.3. An admissible strategy v*(-) is defined to be Mean Variance optimal in
the Pareto sense if there exists no admissible strategy v(-) such that

L E;L[B(T)] > By,

2. At least one inequality in the above is strict.

[B(T)], Vari![B(T)] < Vary

oB(T)].

Essentially, the mean-variance tradeoff of a Pareto-optimal strategy cannot be strictly
dominated by any other strategy.

2.2.2 Scalarization

Although Pareto-optimality as defined in Section [2.2.1] is economically intuitive, it is
mathematically inconvenient because there are two conflicting criteria to optimize. A
standard scalarization reformulation [30] combines the two criteria into a single objective
(the subtleties of the scalarization reformulation will be discussed in Chapter [3)). More
specifically, consider the following family of objective functionals parametrized by A > 0

Fr= {Jf’t(v(')) () = B [B(D)] = AVary [B(T)}} : (2.2.1)

In the notation of (2.2.1), the members (functionals) in the family F) have different
initial states (z,t) but the same A. Given (r,?) and A, we use v, ,(-) to denote an optimal

policy that maximizes the corresponding functional, i.e. J;f’t (v())
2.2.3 Precommitment

According to previous discussion about performance measurement, optimal trade exe-
cution is concerned about determining v} o, (), where (z9,0) = (X(t = 0),t = 0)
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denotes the initial state at the beginning of trade execution and )\ denotes the risk aver-
sion level chosen. To maximize the performance metric in practice, i.e. Jf\vg’o (v(+)), the
same strategy vy ,,(-) should be used throughout the trading horizon ¢ € [0, 77, i.e. as
time proceeds and the state changes to (z/,t") = (X (t'),t), the optimal trading rate is

*

Uy 0 (', 1), as opposed to vy, (2',t). In other words, the trader pre-commits to the

strategy vy o.,(-) and does not recompute v*(-) as time proceeds.

2.2.4 Time Inconsistency of Optimal Strategies

As far as trade execution performance is concerned, it is sufficient to determine v}, ,(-)
for only ¢ = 0. Nevertheless, it is interesting, from computational and economics points
of view, to consider the relationship among optimal strategies v , (-) for t € [0,T7.

Optimal strategies in our Mean Variance optimization framework are time-inconsistent
in the following sense. Let (21,¢;) be some state at time ¢; and v} , (-) be a corresponding
optimal strategy that maximizes J;"' (v(-)). Let (z2,t2) be some other state at time
ty > t; and v}, \(-) be a corresponding optimal strategy that maximizes I3 (v().

The optimal strategies are time-inconsistent in the sense that, for ¢’ > t,,
Uy a@ ) = v \(a',t") does not always hold. (2.2.2)

Although time-inconsistency is considered as unnatural by some authors in the
context of long-term asset allocation [I7] and creates computational difficulties, time-
inconsistency often arises naturally in reasonably formulated problems in financial eco-
nomics; see [20] for examples.

As discussed in [I7], there is no dynamic programming principle for determining
vy 2(+) for all t € [0,T] due to the time-inconsistency . Fortunately, it is suffi-
cient for our purpose to determine v, ,(-) for only t = 0. The computational methods
for determining v}, \(-) will be detailed in Chapter .



Chapter 3

Mean Variance Strategy: Numerical
Method

We begin this chapter by explaining that it is necessary to transform the mean variance
objective for computation using dynamic programming, and the subtleties therein.
Next, HJB PDEs are derived from the reformulation. Finally, the numerical issues of
localization, boundary conditions and discretization are discussed in detail.

3.1 Embedding Technique for Mean Variance Opti-
mization

The dynamic programming principle cannot be directly applied to solve the pre-commitment
mean variance problem formulated as . This is because dynamic programming is
applicable only for the expectation term but not the variance term in . For the
expectation term in , dynamic programming is applicable due to the “smoothing-
property” of conditional expectation, i.e. E[B(T)|l,]| = E[E[B(T)|l2]|l1], where I, C I,
are information sets. However, no analogous relation is available for the variance term
in (2.2.1). More specifically, in general (E[B(T)|I1])? # E[(E[B(T)|I5])? 1], where the
terms (E[B(T)|1;])? arise from the variance term in (2.2.1)).

In order to apply the dynamic programming principle to derive an HJB PDE for the
MV problem, we will use the embedding technique introduced in [65, 47]. Instead of
performing the scalarization (2.2.1]), which is linear in Ef(t) [B(T)] and Varff&’f) [B(T)], the
embedding technique performs a scalarization that is a quadratic function of Ef}”(t) [B(T)]

and Varif&f) [B(T)]. This is called the embedding technique since every optimal control for
the original linear scalarization problem (2.2.1]) is an optimal control for the quadratic
scalarization problem (but not vice versa in general). The quadratic scalarization problem
can be solved using dynamic programming.

The embedding technique for multi-period mean variance optimization was originally
developed in the context of asset allocation problems, in which the terminal bank account

10



value is typically a linear function of the control variable [47, [65, 48, [19], giving rise to
convex problems. Applying the quadratic scalarization formulation to convex problems
is relatively straightforward by the virtue of duality results [48]. In contrast, B(T) is a
nonlinear function of v in our optimal trade execution problem, and therefore the problem
is in general non-convex. This potential non-convexity gives rise to a number of subtle
issues in applying the embedding technique. In this section we prove a number of results
to tackle these subtleties. In summary:

e The embedding technique generates a superset of the Pareto-optimal points. We
develop a post-processing algorithm which can be used to eliminate the spurious
points.

e We prove that all Pareto optimal points obtainable from the linear scalarization
problem can be obtained by solving the quadratic scalarization problem, even
though only one out of possibly many optimal controls of the quadratic scalarization
problem is computed.

The above results are quite general (not specific to our optimal trade execution prob-
lem) and can be applied to solving any multi-period mean variance optimization problem
using the dynamic programming principle.

3.1.1 Scalarization

The following definition slightly extends the notion of Pareto optimality first introduced
in Definition 2.3

Definition 3.1. Let (z9,0) = (X(¢t = 0),¢ = 0) denote the initial state. Let

Y ={(V,E) = (Vary[B(T)], E;0Y[B(T))) - v(-) admissible } (3.1.1)

denote the feasible objective space and Y denote its closure. A point (Vi, Ey) € Y is

called a Pareto (optimal) point if there exists no admissible strategy v(-) such that

EYIB(T)] > E.

VaryJ[B(T)] < Vi, (3.1.2)

vV

and at least one of the inequalities in equation (3.1.2)) is strict. Essentially, the mean-
variance tradeoff of a Pareto point cannot be strictly dominated by that of any admissible
strategy. We denote the set of Pareto points by P C ).

The linear scalarization (2.2.1)) can then be generalized as determining for each p > 0

Ve = {(Vo, Bo) € ¥V = (Vo, Eo) = (Mig)feyﬂv — B} (3.1.3)
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Remark 3.2. It is well known that if the feasible objective space ) is convex, then every
point in P is in some Yp(u). In general, every point in Vp(,) is in P but the converse may
not hold. This thesis is concerned with determining Uu>0 Yy, which will turn out to be
equal to P in our computational examples. The more difficult problem of determining the
entire set P, in the most general case, s an unsolved problem.

Instead of computing the whole feasible objective space ) (which would be very com-
putationally inefficient), we would like to use dynamic programming to solve for Vp, via
the value functions

Plasti) =i wVarsh (BT - B2 B (3.1.4)

However, as pointed out in [65, 47], the value function P(x,t; ) is not amenable to
solution by means of dynamic programming due to the variance term. To overcome this
difficulty, we use the embedding technique of [47, 65] to embed the objective in
into the value functions (parameterized by v > 0)

Qtw.ti) = t{ Bz (B(r) — /271, (3..5)

which can be solved by dynamic programming.

Remark 3.3. We remark that the quadratic objective can be considered as a target-based
approach with a quadratic loss function [62]: by regarding /2 > 0 as a target (recall that
B(0) = 0), we see that an optimal strategy should stop sellingdl| when B(t) = v/2, since
more selling will increase B(T) beyond /2, which is penalized in the quadratic objective.

3.1.2 Previous Results

In this section, we review the embedding technique in [65, [47] using a more general
notation. This generalization will help us derive some new results which are important
for numerical algorithms.

The following property of the feasible objective space ) is essential in our new results
on the embedding technique.

Proposition 3.4 (Bounded Properties of )). The feasible objective space ) is a non-
empty subset of {(V,E) € R*:V >0, 0 < E < Cg} for some positive constant Cg.

Proof. Since V' represents variance, V' > 0 is obvious. To prove the boundedness of F,
we can assume without loss of generality that the interest rate r is zero. Hence,

dB(t) = —vf'(v)S(t)dt
—vS(t)dt (since v <0, f'(v) <1 by Assumption and S(t) > 0)

<
< |vmin|S(t)dt,

! Assuming zero interest rate. The case for non-zero interest rate is analogous.
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which implies

E[B(T)] < B(0) + |vmin| E

/OT S(t)dt|,

where E[-| denotes Ef(o)o[] By applying the result in [25] (for details see Appendix ,
we can show that sup,¢j 1) £[S(t)] is bounded by a constant Cs, hence

E[B(T)] < B(0) 4 |[vyin|CsT, (3.1.6)

which completes the proof. O

The authors of [65, [47] work directly with optimal controls (for the value functions
P(z,t; u) and Q(x,t;)), which may not exist if ) is not a closed set. To generalize their
results, we work with the following point sets.

For the reader’s convenience, the definition below restates (3.1.3]).

Definition 3.5. For p > 0, define

= E Y — Ey= inf - F 1.
yP(H) {<‘/07 0) € y ;u‘/(] 0 (‘ﬂlg)ey Nv } ) (3 7)
and
Vp = U Ye(w)- (3.1.8)
u>0

Definition 3.6. For v > 0, define

= {(V.. E, V:V,+ E?>—~FE, = inf E? —~E}. 1.
Yoy =1V, E,) €Y V. + E; —v (V}g)ewaL vE} (3.1.9)
and
yQ:UyQ(’Y)‘
v>0

Note that since

Vary\[B(T)] + (Byy[B(T)])? — 7By [B(T)]
=E,\[B(T)"] = (B, [B(D))* + (B, [B(D)N)? = v B, [B(T)]
—E“ \[B(T)? =vB(T)]
—E“ (B(T) = 7/2)"] =% /4,
the objective in is essentially the same as that in , since including the con-

stant term —v?/ 4 in - 3.1.9) does not change YVg(). It is clear that dynamic programming
can be used to determine optimal strategies of 1)

By Proposition [3.4], we have the following obvious results.
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Lemma 3.7. For any jt > 0, Vp(,) is non-empty, i.e. there exists (Vo, Ey) € Vp(u) C Yy
such that
Vo — E f uV —F.
H¥o 0= (Vlgeyu
Similarly, for any v > 0, Vo) is non-empty, i.e. there exists (V., E,) € Vo) € Y such
that

V. +E?—~E, = W %f V 4+ E? —yE.

Proof. Construct convergent sub-sequences using the boundedness result. O]

Lemma 3.8. If (V' E') € Y, then

wV'—E'> inf uV —E.

(V.E)ey
Similarly,
V' + E? —yE' > inf V+E2—7E
(V.E)ey
Proof. The objective functions are continuous. O]

The following result is a slight generalization of the main result on the embedding
technique in [65], [47].

Theorem 3.9. Let (Vy, Ey) € Y and p > 0 be such that

Vi—Eo= inf uV—FE, ide (Vo,E) € : 3.1.10
Vo 0 (V}]gl)eyﬂ i.e. (Vo, Eo) € Vp(u ( )
Then
Vo+ Ef —vEy = " 13Ea)fyv+E2 —E, e Vo, Ep) € Yo (3.1.11)
where .
v ==+2E;>0. (3.1.12)
1

Proof. Assume to the contrary that (3.1.11]) does not hold. Then, by Lemma ,

(Vlél)feyv + E? —yE <V + E3 — vE,. (3.1.13)

By Lemma [3.7] there exists (V;, E,) € Y such that

V. + E?—~E, = f V+E?>—~E. 3.1.14
+ E; —~ (Vlg)ey + v ( )

Combining ((3.1.13]) and (3.1.14]) gives
Vi+ E2 —vE, < Vy+ E2 — yEj.
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Rearranging and multiplying by u > 0 gives
(Vi + E? — (Vo + E3)) — vu(E. — Ey) <0, (3.1.15)

Define the function
(v, e) = pv — pe* — e.

Note that
(v + e e) = pv + pe* — pe? —e = pv — e. (3.1.16)

It is easy to see that 7" (v, e) is concave quadratic in (v,e). Consequently,

n m
™+ Av,e+ Ae) < 7H(v,e) + on a(v’ 2 Av + on (;U’ B)Ae
v e

= 7(v,e) + plv — (1 + 2ue)Ae. (3.1.17)
A direct application of (3.1.17)) gives

™(Vi+ E2,E,) < 7(Vo + E§, Eo) + p(Vi + E = (Vo + Ej)) — (14 2uEy)(E, — Eo)
= (Vo + B3, Eo) + u(Vi + E2 — (Vo + Ej)) — yu( B — Eo)
<7 (Vo + E, Ey), (3.1.18)

where we have used (3.1.12) in the equality and (3.1.15)) in the last inequality.
By (3.1.16)), the strict inequality (3.1.18]) means that
,LL‘/;—E*</,L‘/E)—E07

which contradicts equation (3.1.10)). O]

It is immediate that the following holds, which explains the embedding terminology.
Corollary 3.10. Every element in Yp is in Vg, i.e. Yp C Vg.

Remark 3.11 (Time-inconsistency). When solving for the value function Q(z,t;~y) (3.1.5)),
v is treated as a constant. However, when we consider the relationship between optimal

controls of the transformed problem (3.1.5)) and that of the original problem (3.1.4), equa-

tion (3.1.12) in Theorem shows that v depends on the initial state, i.e. v = y(x,t; ).
Hence optimal strategies are time-inconsistent [20).

3.1.3 Using the Embedding Technique in a Numerical Algo-
rithm

We pointed out previously that the linear scalarization problem (Definition [3.5)) involves
the variance directly and does not allow the use of dynamic programming to compute
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optimal strategies. Theorem showed that optimal strategies can be found from the
quadratic scalarization formulation (Definition [3.6)).

We should be aware that for our optimal trade execution problem, the set of controls
which generate a given Pareto point may not be unique (see Chapter 5| for more discus-
sion). As a trivial example, consider the case of the point (V, E') = (0,0). This point can
be clearly generated by selling all shares at an infinite rate at ¢ = 0 since the price impact
will cause the execution price to be zero. Alternatively, the trader could wait any time
t > 0, and then sell all shares at an infinite rate, and achieve the same result.

In a typical numerical algorithm, when there are multiple optimal strategies that pro-
duce the same minimum value of the objective function, only one strategy will be selected.
Therefore, we have to be cognizant of possible non-uniqueness of optimal strategies when
dealing with the transformed problem.

The following summarizes the challenges and our main results on using the embedding
technique in the context of a numerical algorithm.

e Since Vp C Vg, the embedding technique may generate points in Y which are not
Pareto optimal points. We develop a post-processing algorithm which can be used
to eliminate the spurious points.

e We prove that all Pareto optimal points obtainable from the linear scalarization
problem ({3.5) can be obtained by solving the quadratic scalarization problem (|3.6)),
even though only one out of possibly many optimal controls of the quadratic scalar-
ization problem is computed.

3.1.4 New Results

This section collects our new results on using the embedding technique in the context of
a numerical algorithm.

The following definition of scalarization optimal point (SOP) will prove useful.

Definition 3.12. Let X be a non-empty subset of ), i.e. the closure of the feasible
objective space. We define

Su(X) ={(Vo, Eo) € X - pVo — Ep = winf V- LY.

We call an element of S,(X') a scalarization optimal point (SOP) w.r.t. (X, p).
We also define

S(X) =A{(Vy, Ep) : (Vo, Ep) is an SOP w.r.t. (X, u) for some pu > 0}.

We call an element of S(X') a SOP w.r.t. X.

Remark 3.13. Note that Definition generalizes Definition in the sense that
Su(Y) = Ve and S(¥) = V.
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Remark 3.14. For any > 0, S,,(X) is non-empty by a trivial generalization of Lemma
(57

Remark 3.15. A point in (Vy, Ey) € S, (X) has the geometric interpretation that (Vy, Ep)
lies on a supporting hyperplane [21] (in our case a supporting line with slope ) of X.

Lemma 3.16. For any p > 0,

inf uV—-—E= inf uV'—F.
(V,E)eY (V',E"eYVq

Proof. Let (Vy, Ep) be a SOP w.r.t. (Y, ). By Corollary 3.10, Yp C Vg, hence (Vy, Ey) €
Yg. Consequently,

Vo—FEy= inf puV —FE > inf V' —F.
1Yo 0 (V,E)Ey'u - (V/,E/)EyQILL

Equality follows since the reverse inequality

inf puV—-E< inf upuV' —F
(V,E)ey (V,E"eYqg

holds by Vg C ). O
Theorem 3.17. The SOPs of Yg are the same as the SOPs of Y, i.e.
S(Vg) =Yr=80).

Proof. From Corollary we have that Vp C V. By definition, Vg C Y. Suppose
(Vo, Ey) € S(Yg). Hence there exists g > 0 such that

Vo — Ep= inf V-F.
2240 0 (v,}EI)leyQu

Since (Vj, Ey) € ), then from Lemma [3.16)

Vo — Ey= inf V-F
1Vo 0 (V}g)eyﬂ )

and (Vp, Ey) € S(Y). Suppose (Vy, Ey) € S(Y), then

Vo—FEy= inf puV —F
mVo 0 (V}g)eyﬂ

and since Yp C Vg, then (Vp, Ey) € Vo, and then from Lemma m

Vo —FEy= inf uV-—F,
oo L

hence (Vo, Ey) € S(Vg). O

The following theorem will prove useful when we construct a subset of Vg using a
numerical algorithm.
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Theorem 3.18 (Uniqueness of SOP points). If (V, E) is a SOP w.r.t. Vg, then there
exists a y such that (V, E) € Vo) and Vo) is a singleton.

Proof. Let (V,, E,) be a SOP w.r.t. (Yo, ). By Lemma (Vi, Ey) € Ypur). Hence,
by Theorem there exists v* such that

1
(Vi, Ei) € Yg(yey, where 7" = — +2F,. (3.1.19)
L

Suppose there is another element of Vg(,+), which we label (Vg, Ey). Since both elements
are in Yg(y+) we have that

2 _ 4 2 % _ ; 2 _ ¢
Vit E, —7y'E,=Vo+ Ej — v Ey (Mlg)feyV—irE vE |
so that
Vo+ Ef — (V. + E?) —y*(Ey — E.) =0. (3.1.20)

Consider the function 7 (v, e) = p*v — pu*e® — e as in Proposition . Following similar

steps as in the proof of Proposition , we obtain (using equations (3.1.19)) and ({3.1.20))

T (Vo + g, Bo) < " (Vi EZL B + 1 (Vo + Eg — (Ve + E2)) — (1 + 257 EL) (Ey — E.)
= 7 (Vi + ELE) + p* (Vo + E2 — (Va + E2) —v*(Ey — E.))
= 7 (V,+ FE%LE,). (3.1.21)

Recalling that 7 (v + €2, e) = p*v — e, thus equation (3.1.21)) yields

Since (V4, E.) € Vpur) and (Vp, Ey) € V),

wVe—FE,= inf p'V—FE<p'Vy— Ey.

(V,E)ey
Hence
wVo—Ey=pu"V.— E, . (3.1.22)
Rewrite equations and as
WV = Vo) = (B — Ey) = 0 (3.1.23)
(Vi—=Wo) +(E. — Ey)(Ex+Ey—7v") = 0. (3.1.24)
Noting equation , equation becomes
(Vi—=Vo) + (Ex — Eo)(Eo— E.—1/p") =0. (3.1.25)
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Solving equations ([3.1.23)) and (3.1.25) for (E, — Ey) gives the unique solution E, = Ej
and V, = V;. O

We immediately have the following result for elements of YVg4).

Corollary 3.19 (Properties of Vg(,)). For a fized v > 0, V() is either

o A singleton containing a SOP w.r.t. Y.

o A non-empty set that does not contain any SOP w.r.t YVg.

Since only one out of possibly many optimal controls (which all minimize V + E* —yFE)
is selected, a typical numerical algorithm will generate a subset of Vg, which we denote
by Vg"™. We define the following in view of Corollary [3.19]

Definition 3.20 (Numerical )g). Let ygm be a singleton subset of Vj(,), defined as

follows. ygg; contains either

e The unique single point which is SOP w.r.t. Vg if Vg, is the singleton set con-
taining a point SOP w.r.t. Vg.

e A single point if Vy(,) does not contain any points SOP w.r.t. Vg. The single point
is selected arbitrarily.

Let
vg = Ut

>0

Lemma 3.21. If (Vo, Ey) is a SOP w.r.t. Vg, then (Vo, Ey) € Y™, i.e. S(Vg) € Vo™

Proof. By Theorem there exists v > 0, such that (Vo, Ey) € Vo(,) and Vo) is a
singleton. Hence (Vo, Ep) € Y5*™ by Assumption m O

Lemma 3.22. For any p > 0,

inf pV—FE= inf  uV' —F.

(V,E)eVq (V/,E)eygem

Proof. Let (Vy, Ey) € Yo be SOP wurt. (Vg,p). It follows from Lemma [3.21] that
(Vo, Eo) € Y5*™. Hence

wWo—Ey= inf uV-—FE2> inf  uV' —FE.

(‘/,E)EyQ (V/7E/)€yau7n

The reverse inequality holds since ;)/5’”” C Vo O

Our main result is proving the correctness of the following simple post-processing
algorithm that recovers Vp from Yo'
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Theorem 3.23. The set S(ygum) is identical to the set of Pareto points YVp, i.e.
SVg™) =Yp=380) .
Proof. By Theorem [B.17, we know that S(Vg) = Yp. Hence we need only show that

SV = S(Va)-
Suppose (Vy, Ey) € S(Vg). Hence there exists > 0 such that

Vo — Ey= Inf V-FE.
HVo 0 (V,E)eyQM

From Lemma S(Vq) € V5™, hence (Vo, Ey) € V'™ From Lemma @

Vo—Ey=  inf V-F,
HVo 0 (V,E)eygum'u

and (Vo, Ep) € S(Vp™). Suppose (Vo, Eo) € S(V5"™), then

Vo—Ey=  inf V-F,
HVo 0 (V,E)eygum'u

and from Assumption (Vo, Eo) € Yg. From Lemma m,

Vo— Ey= inf V-F,
HVo 0 (VJ{Jf)leyQ/i

hence (Vp, Ey) € S(Vg). O

3.1.5 Numerical Estimates of ygum

In general, V"™ needs to be approximated in two aspects:

1. ygg; can be computed for only finitely many v > 0, giving rise to finite set error.

num

2. ygy;'; needs to be approximated by a sequence of points converging to y%), e.g.
due to PDE discretization error/Monte Carlo sampling error (examples in Section

532).

We denote by (ygmk a sequence of approximations that contain the above errors, where
(ygum)kﬂ uses finer meshes and more Monte Carlo simulations than (ygum)k .

Theoretically, these additional approximations give rise to subtleties in applying our
new results on the embedding technique, i.e. whether S((V3“™)*) converge smoothly to
S(Y@E*™). Fortunately, the sequence of approximations S((Vg“™)*) can be plotted/tabulated
and thus smooth convergence can be (heuristically) confirmed, in which case the theoret-
ical subtleties should not be a concern.
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3.1.6 Implementing the S operator

In this section we discuss an approach for implementing the S operator for a finite set
A = {(Vi, Ex)}, where k = 1,--- | K. Essentially, we show that S(.A) can be obtained
from the upper-left convex hull of A.

Standard algorithms exist for generating the (vertices of the) convex hull of a finite set
of points [I4]. The upper-left convex hull is defined as the part of the convex hull which
starts with the left-most vertex and ends with the top-most vertex by going clockwise. (If
there are multiple left-most/top-most vertices, the upper-left convex hull starts with the
top-most left-most vertex and ends with the left-most top-most vertex).

Theorem 3.24. S(A) can be obtained from a convex hull algorithm by
S(A) = Cul(A) N A,
where Cy(A) denotes the upper-left conver hull of A.
Proof. Let us order (in clockwise order) the vertices in the upper-left convex hull by

Pl = (VZ,EZ), where [ = 1, Tt ,L.

Let (V,,E;) € Cu(A) N A. Since (V,, ;) is a vertex on the upper-left convex hull,
there exists a positive-sloping supporting hyperplane (in our case a line) of A that goes
through (V;,E;). Hence (V,,E;) € S(A) by Remark |3.15]

Let (V,E) € S(A). Since S(A) C A for the finite set A, (V, E) = (Vi, Ex) € A. Since
a supporting hyperplane of A always intersects the boundary of the convex hull of A,
(Vi, Ex) must be a vertex in the convex hull. (Vj, Ex) € Cy(A) then follows since there
exists a supporting hyperplane through (V%, Ex) that (i) has positive slope; and (ii) have
A on its right. O

3.2 HJB PDE Formulation

In this section, we develop an HJB PDE formulation to solve the Mean Variance opti-
mization problem under the regime switching model.

3.2.1 Value Functions

In the embedding technique we solve for the value function (3.1.5)), i.e.

Qlz,t;7) = i?g{Ejj(a) [(B(T) - %)2} } (3.2.1)

for initial states (z,t), where z = (s,b, , [).
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To avoid the need to compute separate value functions for different values of ~, we
change variables. Recall that, from (2.1.1) and (2.1.13]), the process B(t) follows the
dynamics

dB(t) = (rB(t) — v f'(v)S(t))dt.
We define the new process
B(t) = e TDB(1) — % (3.2.2)
which satisfies

dB(t) = —re"T=IB(t)dt + " T VdB(t) = —e" Ty f1(v)S(t)dt,

and

Hence

wr{ e [iom) - 307 - (e [oer] .

where b = B(0) = —v/2.
Let 7 = T — t be the backward time. We define value functions V' by
Vi=Vi(s, ba,71) = %{Ej’(_ﬁia’l’tﬂ” [B(T)?] } (3.2.3)
where we have used the notation 6 for a state of the process B(t).

We also define the value functions

l l s,b ol t=T—1
U =U(s,b,o,7) = E [B(T)], (3.2.4)
where v*(-) is an optimal controf] in (3.2.3). The value functions U’ will be required to
compute the mean variance efficient frontier, as discussed in Section It will be clear
in Section |3.6|that mean and variance for various risk aversion levels v can be determined
from the same value functions V! and U’; this is the reason we change variables from B(t)

to B(t).

3.2.2 Systems of HIB PDEs

Before deriving the systems of HJB PDEs for solving V! and U', we first define some
shorthand for ease of exposition. The reader is suggested to review the notation in Section

2If optimal controls are not unique, the value of Ej;ﬁ(’_o)"l’t:TfT[B(T)] in general depends on the choice

of optimal control. This is one of the subtleties that was discussed in Section By Theorem [3.23] this
non-uniqueness is not a practical concern since using the post-processing algorithm will guarantee the
Pareto-optimality of the computed frontier.
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212l Define
M M
A=A =y A -1, (3.2.5)
i =
the differential operator £! by

1)\2
Lyl — (023) Vsls i (nl _ pl)sVsl AV

and the operator J! by
M
TV = NV, b, 7).
m=1
m=#l

We also define the Lagrangian differential operator %(v) by

Dlvl
Dr

(v) = Vi = g (0)sV! + o f (v)sV} — oV,

which is the rate of change of V! along the characteristics s = s(7'), 6 = 6(7'), a = a(7’)
defined by the trading velocity v through

% = —g'(v)s, % = e fl(v)s, % = —v. (3.2.6)

By standard dynamic programming arguments (see Appendix |A| for details), the value
functions V! solve the system of nonlinear HJB PDEs

Dlvl
— LV - TV + max

VE [Upmin,0] DT

(v)=0; l=1,...,M, (3.2.7)

in the domain Q = {s>0,6 <0, > 0,7 > 0}, with initial condition at 7 = 0 given by

Vi(s, b,a,7 =0) = (6+as lim f'(v))> (3.2.8)

v——00

After the optimal trading velocities v* have been obtained from solving the system of
nonlinear HJB PDEs (3.2.7), we can then determine the expected values by solving the
system of linear PDEs

D'U!
Dt

- LU - J'U + (v)=0; 1=1,...,M, (3.2.9)

in the domain €2, with initial condition at 7 = 0 given by

Ul(s,b,a,7=0) = 6+as lim f'(v). (3.2.10)

V——00
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Since v* has been determined, the PDEs in the system (3.2.9) are linear and inexpen-
sive to solve.

3.3 Localization and Boundary Conditions

For computational purposes, we localize the domain Q to Qp = {s € [0, Smaz), 6 €
[6min, 0], € [0,1],7 € [0,T]}. The following remark explains why it suffices to consider
only non-positive b.

Remark 3.25. Recall from that B(0) < 0. Intuitively, in view of definition
, when b < 0 an optimal strategy should increase B(t) towards zero by selling
stocks. When 6 =0, any selling can only increase B(T) and therefore an optimal strategy
should not sell until the final liquidation, which essentially discards the remaining stock
holding. Therefore, B(t) should stay at zero after it has reached zero from below. In fact,
this observation that B(t) should not exceed the target of zero has already been seen in

Remark [3.5 in terms of the original variable B(t).

Let us now consider how to localize the system of PDEs (3.2.7) for V! and impose

boundary conditions.

For the localized problem, we define J' by

M
JV = Z AV (min{¢"™s, Smaa b, b, a, T),
m=1
m=#l
to ensure that V™ is evaluated within €27,.

No boundary conditions are required at s = 0 because all V; and V,, terms vanish in

B27).

No boundary condition is required at o = 1 since —v > 0 and thus the characteristics
are outgoing there.

No boundary condition is required at 6 = b,,;, < 0 since e v f'(v)s < 0 and thus the
characteristics are outgoing there.

At 8 = Syaz, We use the boundary conditions V! = 0 and V, = 0.

The rationale for imposing V! = VL = 0 at s = s,,,4, is that V! — constant as s — oo
when other variables are held constant. Note that this is obvious when o = 0; otherwise,
consider separately the cases where 6 < 0 and 6 = 0. Intuitively, in view of definition
(3.2.3), when 6 < 0 an optimal strategy should increase B(t) towards zero by selling stocks.
As s — oo and as > |b|, an optimal strategy will force B(T) — 0 (and V! — 0). When
b = 0, any selling can only increase B(T) and therefore an optimal strategy should not
sell until the final liquidation which will essentially discard the remaining stock holding,
and consequently V! will be independent of s.
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The boundary conditions V! = 0 and V., = 0 at s = s,,,4, are clearly approximations
for a finite $,,.,. We shall verify that if s,,,, is sufficiently large then this does not cause
any appreciable error in the region of interest.

At 6 = 0 and o = 0, we impose v = 0 so that (s, 6, a, T) stays in Q. These are
legitimate since 6 should not become positive (see Remark [3.25]) and « should not become
negative (i.e. a short position).

The localized problem for U' is extremely similar to that for V!. To avoid repeating
ourselves, henceforth our discussion on numerical methods will be detailed for only V.

3.4 Formal Formulation of Localized Problem

We now formalize the localized problem with boundary conditions discussed in the pre-
vious section. We will use the notationE] x = (8,b,,7) to denote a point in Q = {s €
0, Smaz], b € [bmin, 0], € [0,1],7 € [0, T]}. Note that since different values of [ correspond
to different PDEs in the system, [ does not appear in this notation which concerns the
domain of a single PDE.

Definition 3.26. The following domains partition 1.

Qin = {5 < Smazs b € [bmin, 0)
Qs = {5 = Smaws 6 € [bmin, 0), @ > 0,7 > 0}
Q=0 = {8 < Smaz, b € [bmin,0),a = 0,7 >0} U{s < Spmaz, 6 =0,7 > 0}
smazv=0 = 18 = Smazs b € [bin, 0), a0 = 0,7 > 0} U {8 = a0, b6 = 0,7 > 0}
Q, ={r=0}

,a>0,7>0}

Definition 3.27. The following definition of the Lagrangian differential operator %(az, v)
encompasses various boundary conditions.

Dt Vi(z) — g'(v)sVi(z) + eTvf!(v)sV(z) —vVi(z) x € Qy
Dy (z,v) = ¢ Vi(x) + v fl(v)sV}(z) — vVi(x) x €

T Smax

Vi) 7€ QU up
(3.4.1)

3Note that the same notation x was previously used to mean a state z = (s,b,, 1) of the process
X(t) = (S(t), B(t), A(t), L(t)). The meaning of the notation = should be clear from the context and no
confusion should arise.

25



Definition 3.28. Using the notations
DV'(x) = (V{(x), Vi (2), Va(x), Vi (2)),
D*V'(z) = V,,(x),
(0's)?

£V ) = j> Vi) + (o = )sVia) — NVI(x),

N4 Z AV ™ (min{ ¢S, Smae b, 6, @, ),
m;él
the system of HJB PDEs (3.2.7)) can be formally written as

F'(z, Vi(z), {V™(min{¢"™s, Smaz }, b, o, 7)Y, DVY(2), D*V(2)) = 0
forl=1,---, M,

where

Fl(z, Vi(z), {V™(min{¢"™s, $imac }, b, o0, ) Y71, DV (2), D*V(2))

(3.4.2)

Fl () = =LV ) = TV () + MV (2) + maxyef,,,. 0 DIZ,‘T/Z (x,v) =€ Q4
Fl ()= =TIV (2) + XV (2) + maxuep,,, 0 252 (7, v) reQ,,..
=4 Flo(-) = =LV (@) = TV (2) + NV (x) + 555 (z,v) T € Qg
Fl o) = =TV (x) + NV(z) + %(m, v) x € Qs 0=0
\FTZ ol ):Vl($>_52 z € Q.

3.5 Discretization

For easy reference, notations in this and subsequent sections are defined/summarized in

Table B.11

3.5.1 Computational Grid

Define a set of nodes {s;}, {6}, {ow} and {7,}, where 0 < i < ip00, 0 < 5 < Jinas,
0 <k < kpaz, and 0 < n < nyee. We order the nodes in ascending order and make

Tn = nAT, where AT =T /Nygs.

3.5.2 Discretizing £'V!

We use standard finite difference methods to discretize L'V (x; j x ni1). Let (L5 Vi jkni1
denote the discretized version of LV (z; jxni1). LV 2ijrni1) is discretized using cen-

26



Notations Descriptions
r=1(8,b,0,7) a point in Qp,
Qn grid; spacing between neighboring nodes is O(h)
Tijkm grid node (s;, b;, oy, 7,,) in €,
T shorthand notation for x; j k. n+1
Vi =V VM) RM_valued discrete function defined on €,
V! [-th component of V},; real-valued
VYikn value of V; at z; j x.n
Tijkn(v) = (85, b5, 0, Tn) | foot of Lagrangian characteristics; not on grid in general
atom shorthand for (min{¢'™s, s;ae } b, @, 7).
fﬁ;’kmnﬂ shorthand for (min{¢"s;, Smaz} b;, Ok, Tyt
‘/;jlnterp(ji,j,k,n(v)) linear interpolated value of V!
%mem(iég’}g‘n 1) linear interpolated value of V"
{Vj’j’k,nﬂ}i/# values de’k’nﬂ defining (L} V}f)i,j,k,nﬂ, where i’ #£ i
{VZJW W) values VJJW ,, defining Vil,mrp(i"i,j,k,n(v))
{any k’,n+1}m l values Wny K 1 defining imerp(jézzn—s—l)

TABLE 3.1: Summary of notations for discretizing the system of HIB PDEs
for the Mean Variance problem.

tral, forward, or backward differencing in the s direction to give

(L4 Vi)igknt1 = aé(‘/il—l,j,k,n—&—l) - (aé + b, + Al) (Vz‘l,j,k,nﬂ) + b, (Vil+1,j,k;,n+1)

for all 7 except i = 0, 1,02,

where the positive coefficient condition

al>0and b >0 (3.5.1)

is guaranteed by the algorithm [28]. The boundary conditions at s = 0 and s = $,,,4, are

taken into account by setting

ab=by=a, =b. =0,

tmax

3.5.3 Discretizing the Lagrangian Derivative Terms

Dlvl

The discretized version of the Lagrangian derivative “5~(z;,v) is given by

D'V!

D—T(xi,j,k,n-‘rl» U) =

(3, b;

where Z; ; xn(v) = (5, 7

D

1 A
E <‘/;l7j7k7n+1 - ‘/Znterp(xi,j,k,n(v))), (352)

o, Ty) is the foot of the characteristics when we solve the ODEs

1D initially at z; j s n+1, from 7,41 to 7,, and ‘/;lnte'rp(i'i,j,k,TL(/U)) denotes a linear inter-
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polated value.
The foot of the Lagrangian characteristics can be written as a function of the desti-

nation point z; and the trading velocity v as

(83, b3, 03, ) = Il(aziyjyk,nﬂ,v, AT), (3.5.3)

77 ]7

where 7! = (Z!, 7, I, T}) is defined for z € Q and v € [vynin, 0] by

!
Tz, v, A7) = {Sexp(g ()AT) 5 7 Smax (3.5.4)
S S§ = Smax
! I ST e AT ]
y(z,v, A1) = b—eTvusf (v)< 700) ), (3.5.5)

Tz, v, AT) = a+vlr,
Ti(z,v,AT) = 17— AT

Remark 3.29. Note that s = Spa has to be treated separately in because of the
boundary condition Vy = Ve =0 at s = Spaz.

For theoretical purposes, we can approximate (3.5.3)) - (3.5.7) by

. . A\ AT)? ) ]
W {Sﬁslg WETTONET e 353)
S v = lmag
b = b; — e s, fL ) AT + O((AT)?), (3.5.9)
a = ap+ VAT, (3.5.10)
Tn = Tnt1 — AT, (3.5.11)

3.5.4 Discretizing max,c[,,, o Dll)‘T/l (x,v)

In order to motivate our discretization technique, we will first explain why the following
straightforward discretization has conceptual difficulties:

DW! 1/ ' z )
max Dr (Tijkni1, V) = r <W7j7k7n+1 — min ‘/:interp(xi,j,k,TL(U)))- (3.5.12)

VE[Umyin,0] VE[VUmyin,0]

The problem with the discretization (3.5.12) is that the point at which we interpolate V!,
i.e. the point #; ;..(v) = Z'(zn, v, AT), may go out of Q, for some v € [Upin, 0].

3.5.4.1 Restriction of admissible velocities

We now proceed more formally and set up notations that will be useful later in proving
consistency of our numerical scheme.
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According to Definition [3.27] restricting admissible velocities is relevant only when a
grid node z;, € €, U, . For such x;, in a grid §;, with time spacing A7, we define

Smax

Qyi = {xh € Vin UQ,, .. 5.t. 0 € [Unin, 0] 8.t. Ty, v, AT) ¢ QL} (3.5.13)

Smax

to be the places where the set of admissible velocities needs to be restricted so that
T (xp, v, /AT) stays in Q.

For xp, € Q;, UQ, . UQ,_oUS, . -0, we define Vg}res(xh) to be the set of restricted
admissible velocities, i.e.

{v € [Vmin, 0] 8.t. TH(p, v, AT) € Qr}, a2 € i UQ,, ..
{0}7 Tp € Qv:O U Qsmaz,vzo

Vﬁz,res ('Th) = {

Note that Vi . (z;) is guaranteed to be non-empty since Z'(x;jjnt1,v = 0, AT) =

(si, bj, g, T) € S

3.5.4.2 Discretizing the control space

For a grid node x; j . n41, we discretize the setﬁ of restricted admissible velocities V}, . (i jkn+1)

into a discrete set \Afﬁljms(miﬁjﬁkﬁnﬂ) in the usual way such that the maximum spacing be-
tween neighboring nodes goes to zero at a rate of O(h).

Our discretization can now be stated as

Dlvl 1 1 . 1 ~
max D (xi,j,k,”-Fl? U) ~ A Vti,j,k,nJrl - o imn ‘/interp(‘ri,j,k,n(v)) :
VE[Vmin,0] T T veviz,res(xivjyk,n+1

Since V}! may not be convex, we use a linear search as the minimization algorithm to
guarantee global optimality.

3.5.5 Discretizing J'V

The discretized version of J'V at node ; 4 n+1 i given by

M
1 _ lm y,m ~l—m
(jh Vh)i,jylwﬂ - E :/\ interp(xi,j,k,n-i—l)’
m=1
m#l

- ~l—m 3 3 m ~l—m - - 3
where the notation ;77" ., is defined in Table 3.1 and V;7.,,(7; 7, 1) is a linear inter-
polated value.

4We note that Vlh’res (zp) is a closed and bounded interval of the form [vbms(mh),()] by continuity
arguments.
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3.5.6 Complete Discretization Scheme

For the RM-valued discrete function V}, defined on grid Q,, let
Hl h Vl Vl s Vl Vm m#l
it o Vig ket Virg ket bt Vi jrw b AVily g b
M
l ~l
== D AN Vi (B i)
m=1
m#l
! : i L 5 1yl
+ Ay (‘/;,j,k,n+1 - , mm therp(ﬂlii,j,k,n(v))) — (L, V3)ijknt1s (3.5.14)
T vevh,res(xivjyk,n+l

where

{Vi?j’k’nﬂ}i/# = {values Vj’j,k,nﬂ defining (£}, V,f)i,j,k,nﬂ, where ¢’ # i}
{Vit it = {values Vi , ., defining V},.. (&; 5 (v)), where @', j', k" are arbitrary}

interp
m m#lL __ m : m ~l—=m AR N .
Vi 377" = {values V% 10y defining ViR (377", 1), where @', 5/, k' are arbitrary}

The complete discretization scheme can be given as

gf,j,k,nﬂ (h, ‘/z'l,j,k,n—l-l? {‘/ié,j,k,n—i-l}i'#i’ {Vi{,j',k/,n}’ {‘/i:?j’,k’,n—}—l}m#l) =0 for = L. 7M7
(3.5.15)

where

! 2 _
gz _ Vi,j,k,nﬂ - Ej Tny1 =0 (3 5 16)
’i7j7k77’b+1 - l O e
Hi,j,k,n+1 T+l >

The linear discretized equations ((3.5.15) are solved at each time step as follows: the
optimal control is first determined by linear interpolation, then the equations are solved
using a fixed point iteration scheme [36, 37] |

Note that solution of the system of discrete equations (3.5.15)) is an R™-valued discrete
function V' defined on the grid €2,. We will prove that the discrete solutions converge to
the viscosity solution in Chapter [

3.6 Computing Results of Practical Interest

In this section, we discuss two methods for computing results of practical interest for
Mean Variance optimal strategies. The PDE method is more elegant whereas the Hybrid
(PDE-Monte Carlo) method is more versatile.

°In the papers [36, 37], the scheme is called a fixed point policy iteration method since it can also be
used to determine the optimal control in other discretizations; in our case, the optimal control is already
determined based on time n information from the semi-Lagrangian discretization.
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3.6.1 The PDE Method

The PDE method can be used to obtain the mean variance efficient frontielﬁ by straight-
forward evaluation of value functions. The PDE method requires solving the system of

linear PDEs (3.2.9) in addition to solving ((3.2.7)).

In the PDE method, the mean variance efficient frontier is obtained directly from the
value functions (3.2.7) and (3.2.9)). For each value of -, the corresponding point on the
frontier Vo (for initial regime L(0) = [) can be shown to be given by the expressions

EZSYTB(D) = Ug(6) +

7
>
VarsiSH=[B(T)] = Vi(6) — (UL(6))* (362)

where 6 = B(0) = —v/2 by equation (3.2.2)), and U}(6) and V{(6) are shorthand notations
for
Vo(6) = V'(s,6,0,7 = T) = B [B(T),

Ui(6) = U'(s, 6,0, 7 = T) = ESSOIB(T)].

The formula (3.6.1)) and (3.6.2) are obtained by solving for E5%"'=°[B(T)] and E*>%"'=°[B(T)?

v () v* ()

from the linear system

2

Ej;ﬁ(’.?’“:o[B(Ty] . ’yES’ﬁ’a’l’tZO[B(T)] + ’YZ _ Es,ﬁ,a,l,tzO[B<T)2]

Es,ﬁ,.a,l,t:O[B(T)] . % _ Es’ﬁ’.a’l’tZO[B(T)]

Remark 3.30. Note that mean and variance for various risk aversion levels v can be
determined from the same value functions V' and U' using different values of 6. This
means that the entire efficient frontier can be obtained with a single PDE solve.

This was the reason we changed variables from B(t) to B(t); if we were to work with
Q(z,t;7) in (3.2.1), we would need to compute separate value functions for each value of
7.

3.6.2 The Hybrid (PDE-Monte Carlo) Method

In the Hybrid method, the optimal control v*(-) is first obtained by solving the system
of HJIB PDEs . Monte Carlo simulations are then carried out (see Appendix [E| for
details) to estimate quantities of interest, using the optimal control v*(-). An advantage of
the Hybrid method is that we can estimate interesting statistics (e.g. liquidation progress)
that are difficult to obtain directly from the value functions.

6Technically, this means Vg as defined in Definition This terminology will be used in the rest of
this section.
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3.7 Improving Efficiency

In this section we explain how we combine the techniques of similarity reduction, non-
standard interpolation and grid scaling to significantly improve the efficiency of our numer-
ical methods for solving the system of HJB PDEs ([3.2.7)). These techniques are important

in overcoming the challenges in solving (3.2.7)). Without these techniques, solving ([3.2.7))
to satisfactory precision would be computationally expensive.

For readers who need to solve HJB PDEs that pose similar challenges, the techniques
discussed here will be of interest. On the other hand, readers who are not interested in
these techniques can safely skip this section, which is largely independent of the rest of
the thesis.

We also note that our convergence proof in Chapter [d] is for the discretization scheme
that uses none of the techniques in this section. It is straightforward, but alge-
braically tedious, to prove convergence for the case of using similarity reduction; we refer
interested readers to [31] for such a proof in the single regime case.

We will discuss the techniques using V! (3.2.3)) as an example. The same techniques
can be applied to U’ (3.2.4).

In this section we explain the techniques by analyzing the HJB PDE. Section [5.2.7]
will illustrate the improvements by numerical results.

3.7.1 Similarity Reduction

It can be verified that the form of the system of PDEs (3.2.7) and the initial condition
(3.2.8)) imply the homogeneity properties (for positive scalar &)

Vs, Eb,a,7) = V(s b,a,7),
v (€s, by, T ) = (s, by, T, 1),

which suggests the use of similarity reduction as follows. By the homogeneity property
(13.7.1)),

b b*
Vis, b,a,7) = (F)W(%, 6, a, 7). (3.7.3)
Therefore we only need a single grid node 6* < 0 in the 6 direction, which saves significant
computational cost. For 6 = 0, (3.7.1) implies the boundary condition V! = 0. In using
similarity reduction, the calculation of V., (#;;xn(v)) needs to be adapted by using a

wnterp
discrete version of (3.7.3), i.e.
. b; 9 s;b*
‘/;lnterp(xl’v]}kyn(v)) = (5_1) ‘/’iilteTp(ZE_7 5*7 Oél%’ Tn)'
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3.7.2 Parametric Curve Interpolation Method

Recall that in our semi-Lagrangian discretization, we need to interpolate the discrete value
function V' at the foot of the Lagrangian characteristics, i.e. the term V. (Z;;kn(v))
in . It turns out that standard linear interpolation, which interpolates along the
axes directions, has poor accuracy in approximating V. To obtain accurate interpolation
results, we develop a parametric curve interpolation method, which is essentially linear

interpolation along a carefully chosen direction.

We explain the parametric curve interpolation method by considering a limiting case
with extreme parameter values o = k; = 0, and typical parameter values r = k, = ks =
n = 0 (single regime). Since the asset price is constant, problem degenerates to the
deterministic control problem of minimizing B(T)?. Moreover, since there is no pricing
impact, B(T') = as + 6 with certaintyﬂ. Consequently, the value function V isﬁ

. s, by, T—T 21 2 2
Vs, b,a,7) = i?g ES [B(T)*] = B(T)* = (aws + b)7, (3.7.4)
which can also be verified by direct substitution into the HJB equation (3.2.7)), (3.2.8))
as follows. First, note that the initial condition (3.2.8]) is satisfied because f(v) = 1. To
verify (3.2.7]), note that the parameter values yield the simplifications

DV
LV =0, E(v) =V, +vsV; —oV,. (3.7.5)

Substituting (3.7.4]) into (3.7.5)) gives

DV
V., =0,V =2(as + b),V, =2s(as+ b)) = D—(v) = 0 for all v. (3.7.6)
T
Since any admissible trading velocity v is optimal in this case, the problem of determining

the optimal control v is completely ill-posed.

The above limiting case motivates the definition of the parametric curve interpolation
method. In the limiting case, the method is defined as replacing linear interpolation along
the a-axis direction by linear interpolation along the parametric curve L defined by

ds db do
L pu— el ) T — — —
(SZ’E]’Odk)—i_C(dC?dC’dC)’
ds db do
g% @ T g ST

Note that different parametric curves L are used for different trading velocities v (the
candidate control). In the limiting case, linear interpolation along the parametric curve L
is exact, since (3.7.7)) defines a curve of constant wealth {as+ # = constant}. The differ-

"Our definition of the liquidation value in (2.1.8) is designed to handle this case so that
limy oo A(T7)Sezec(v,T7) = A(T7)S(t™) when kK =0
8We drop the superscript [ since there is only one regime.
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ence between standard axis-aligned interpolation and the parametric curve interpolation
method is illustrated in Figure |3.1

alpha alpha
A

point to interpolate = point to interpglate

(a) The standard method linearly interpolates  (b) In the parametric curve method, linear inter-
along the axes directions. polation along the a-axis direction is replaced by
linear interpolation along L.

FIGURE 3.1: Comparing the two methods of interpolation at the foot of characteristics,
shown as “point to interpolate” in the diagram. The dashed lines correspond to the
computational grid and the dots are interpolation nodes.

For general parameter values, the definition of the parametric curve L is generalized

to
ds db d
L = (s;,ﬁj,a,;)—l—é(d—z,d—gyd—?);
Z—zz—g(v)sz> ;l—g = euf(v)s;, Z—?Z—U- (3.7.8)

To conclude our discussion about the parametric curve interpolation method, we note
the following.

e Since equations (3.7.8)) express how changes in « lead to changes in s and 6 through

both trading revenue (Z—g = vs;) and pricing impact (the terms g(v) and f(v)),
interpolating along L can be seen as an extension to interpolation along L defined

in (3.7.7), which takes into account trading revenue but not pricing impact.

e [t turns out that the parametric curve interpolation method illustrated in Figure
3.1{(b) is very accurate along the « direction. Consequently, our computational grid
will use much fewer nodes in the « direction than in the s direction; see Chapter
for details.
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3.7.3 Scaled Grid

Consider again the analytical solution for the limiting case. Recall that V' changes
slowly along curves of constant wealth {(as + 6) = const}. This property of V' suggests
a computational grid with constant curves of wealth built into it as follows, which is
illustrated in Figure [3.2]

alpha

0 200 400 600 800 1000

FIGURE 3.2: The scaled computational grid.

e For a > 0, scale the s grid by {s;} — {s;}/a.

e For a = 0, no scaling is performed, i.e. the original s grid {s;} is used.

3.8 Summary

The main results in this chapter are the followings.

e We extend the result in [47] on the embedding technique to tackle non-convex multi-
period MV optimization problems. For non-convex problems, the embedding tech-
nique may produce Pareto-inefficient points. We prove a number of results that
guarantee Pareto-optimality of the computed frontier.

e We combine the techniques of similarity reduction, non-standard interpolation, and
careful grid construction to significantly improve the efficiency of our numerical
methods for solving nonlinear HJB PDEs.
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Chapter 4

Proof of Convergence to Viscosity
Solution for System of PDEs

In this chapter, we extend the convergence result in [16] to a quasi-monotone [39] system
of nonlinear PDEs.

It was proved in [16] that for a nonlinear second-order PDE, any monotone, consistent
and infinity-norm stable discretization scheme converges to the viscosity solution, provided
that there exists a strong comparison principle for the PDE. We extend this result for a
nonlinear PDE to the quasi-monotone system of nonlinear HJB PDEs that arises
under our regime switching trade execution model. Although our proof (Proposition
is given in this concrete context, it can be easily adapted to similar systems of nonlinear
PDEs.

We choose to prove convergence for the discretization scheme , which does
not use similarity reduction and other techniques for improving efficiency. This allows us
to concentrate on the new results regarding a system of PDEs (from a regime switching
model) without further algebraic complication. For readers interested in proof of conver-
gence in the case of using similarity reduction, [31] provides a proof in the single regime
case.

This chapter is organized as follows. Section defines the viscosity solution for the

system (3.4.2). Sections to show that our discretization (3.5.15)) of the system
(3.4.2) is monotone, consistent, and infinity-norm stable. Finally, Section proves the

main convergence result, i.e. these properties of the discretization scheme guarantee the
convergence of numerical solutions to the viscosity solution.

For easy reference, notations in this chapter are defined /summarized in Table .

4.1 Viscosity Solution Formulation

To define viscosity solution, we need to introduce the notions of upper and lower semi-
continuous envelope. For a real-valued function w : C' — R defined on the closed set C,
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Notations Descriptions
@' ¢ : Qr — R has continuous derivatives of all orders
{0, Foen = Qp a sequence of grids with spacing O(h,), where h, — 0 as ¢ — oo
T o kame = (Sigs Bjs Qhys T, a grid node in €, .
Th, shorthand for @;_ ;. r,ng+1-
Vhe = (Vhlq, e >Vh]:1/[ ) RM-valued discrete function defined on €,
V,ﬁq [-th component of V}, ; real-valued
{@n, tgen — a sequence of grid nodes converging to z € €.
O km value of ¢' evaluated at grid node ; ;1. in Q
Diiukana value of ¢' evaluated at grid node x;_j, k,n, i O,

TABLE 4.1: Summary of notations for Chapter .

the upper semi-continuous envelope w* and lower semi-continuous envelope w, are defined
as

w*(z) = limsup{w(y) s.t. |z —y| <ey € C},

e—0

we(z) = 1igiig1f{w(y) s.t. jr—y| <eyeC}.

Definition 4.1 (Definition of viscosity solution of the system of PDEs (3.4.2)). An RM-
valued function u = (u!,--- ,uM), where each u' : Q1 — R is locally bounded, is called a
viscosity sub-solution (respectively super-solution) [39, 23, [15, [61] of the system of PDEs
(3.4.2), if for all (real-valued) test functions ¢' € C*(Qr) and all x € Qp such that
ul* — ¢! (respectively ul — @' ) has a strict local maximum (respectively minimum) of zero

at x = (s, b,c, 7) € Qp, we have
Fi(:c,ul*(:c), {um*(i,lﬁm)}m;él?D(bl(x)’DZ(bl(x)) < O,
(respectively

F™ (2, ul(2), {ul (7'7™)}", D¢! (), D*¢'(x)) = 0.)

Since there is no coupling of derivative terms among individual PDEs in the system
, the test function for the [-th equation should be scalar-valued and replaces only
the [-th component of the solution wu, as in the above definition of viscosity solution.
Consequently, there is no information regarding how the m-th component of the solution
u compares with the test function ¢'. Recall that a key step in the convergence proof of
[16] consists of (i) comparing the numerical solution with the test function; and (ii) using
monotonicity of the numerical scheme to obtain inequality in the right direction. In using
the above definition, only the [-th component of the numerical solution can be replaced by
test function ¢!, the m-th component must be handled separately. It is in this sense that
we extend the convergence result of [16] to systems of PDEs that arise under a regime
switching model; see the proof of Proposition for the details. A related recent work
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that also generalizes the result of [16] to systems of PDEs is [23].

We note that this technicality is overlooked in [54], which compares a vector-valued
numerical solution with a test function in its convergence proofH

Remark 4.2. The above definition, which assumes ¢' € C>(), is equivalent to the

more common definition which assumes ¢' € C?(Q). This equivalence is discussed in
[]5/ and [61/.

4.2 Monotonicity

The notion of monotonicity in [16] needs to be extended for discretization of a system.
To motivate the extended definition, let us first show that the system of PDEs has
the quasi-monotone property, which is an important assumption in the theory of viscosity
solution for systems of PDEs [39].

Proposition 4.3. Let w;,w, € R™ and [ € {1,---, M}. We use the notation w; >; wy
to mean that wy > wy component-wise and wh = wl. The system of PDEs is called
quasi-monotone [39] if whenever wy >; wq, then

F'(w, 0, {w"}"?!, D (), D*¢(2)) < F'(w, wy, {wy'}"*', D' (x), D' (x))
for all x € Qp and ¢' € C=(Qy).

Proof. This follows from straightforward calculation by noting that the switching inten-
sities A™ are by definition nonnegative. O

We now prove that our discretization scheme is monotone. Note that the definition of

monotonicity with respect to the last argument of G! ., 41 in 1) below is a discrete
version of the quasi-monotone property (Proposition [4.3])

Proposition 4.4. The numerical scheme is monotone in the following sense.
For any two RM -valued discrete functions W, and Uy, defined on Qy such that Wy, > U,
and Wz'l,j,k,nﬂ = Uz'l,j,k,nﬂf

gf,j,k,nﬂ (h, Wil,j,k,n+17 {M/il’,j,km—i-l}i/#i: {ml’7j/,k’,n}7 {Wz’Tj',kanH}m#)
<G g (1 Uit LU g Yo AU o b AUy i} (4:2.1)

Proof. The following proof consists of simple positive coefficient condition analysis.

Note that from the definition of Qf?M,nH in (3.5.16)), we only need to focus on the case
when G! ;1 = H! .41 ; the other case is trivial.

1See equation (30) in the proof of Theorem 4.8 in [54].
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Linear interpolation guarantees that the term V;

znterp(xi,j,k,n(v)) can be written as

V;lnterp('%i,j,kyn(v))
= Z wi’,j’,k’(”) V;%,j’,k:’,m where wi/7j/7k/(’l)) S [0, 1], Z 'llAJZ‘/7j/7k/(U) =1. (422)

0<4’ <imaa 0<i’ <imaa

0<§' <jmaa 0<j' <jma=

0<k'<kmaa 0<k'<kmaa
and the term V7, (Z/77" 1)) can be written as

Ve @mn) = Y @y Vi, wheredy €[0,1], > by =1 (42.3)

0<i'<imaa 0<i' <imaa
The positive coefficient discretization 1) guarantees that
1yl
(L5, Vh)i,j,k,nﬂ

= aé(‘/z‘l—l,j,k,n—i-l) (a + bl + A ) (V;]kn-i—l) + b (Vz+1] kn+1) where am bi, A>0
(4.2.4)

The monotonicity (4.2.1]) directly follows by subtracting the right hand side of (4.2.1]) from
the left hand side, using the positive coefficient conditions (4.2.2))-(4.2.4), and noting that

- min { interp xz,j,k,n(v))} - <_ min { interp xl,j,k»"(v>)})

l L l .
vevh,res (mlvjvkan+l 6wvrh. Tes(xz,],k,n-‘—l

N 1 N
< omax {10 (V) Ui o = 0o (0) W o o }
’UEVh Tes(wiyjyk”"A*l)

< 0.

4.3 Consistency

This section proves that the numerical scheme ([3.5.15) is a consistent approximation to the
system (|3 in the viscosity solution sense. Before stating our definition of consistency,
we mtroduce the following notation.

Definition 4.5. Let {d™}™7! be a set of real values d™. We use the notation

gf,j,k,nﬂ (h, I/Vz‘l,j,k,n+17 {M/il',j,k,nﬂ}i’#z‘a {M/il’,j’,k’,n}’ {dm}m#>

to mean
l l l l m __ gmym#l
gi,j,k‘,n—i—l (h, Wi,j,k,n+17 {W/i',j,k,nﬂ}i’#i, {V[/i’,j’,k’,n}’ {Wi’,j/,k:’,n-f—l =d } >7

Le. for a fixed m, W, ,, ., all have the same value d™.

39



Deﬁnition 4.6. The numerical scheme (3.5.15) is said to be consistent with the HJB
PDE if for a sequence of grids {2, }sen — 1 and sequences of points

{a:hq = miq,jq,kq,nq+1}qu — T = (57 b,a, T) € Q, {gq}qEN — 0, {dgl}ggé\i —d™,
(4.3.1)
we have

hm 1nf glq»]q,quLqul (hrp igrjakama T &g {Qbé’,jq,kqmqﬂ}i’#iq + & {¢é’,j’,k/,nq} + & {dzn}m#)
ZFi(:v, ¢ (x),{d"}"*, D¢ (x), D*¢' (x)) (4.3.2)

and

i l
lim Sup gzqaqukqvnq""l < £ ¢Zlb]q kq,nq + gq’ {¢7' qukqanq'f'l}i/?’éiq + é-q’ {Qsi/mj/?k/vnq} + éhq’ {d;n}m# >

q—o0

<F"(x,¢'(2),{d"}"", D¢/ (x), D*¢'(x)) (4.3.3)

Before going into the details, it is helpful to review the discretization scheme to have
an overall idea of what needs to be shown. For the reader’s convenience, we reproduce
the discretization ([3.5.14]) below. For 7,1 > 0,

gl,] kn+1 <h V{j kn+1» {V/,] k n—i—l} i £ {V’,]’ k' n} {V’,]’ k' n—i—l}m#l)

_ Im m l%m
- E : A znterp ,j,k,n—i—l)
m;ﬁl

1 .
+ E [‘/Zj,k,nJrl min { interp xl,jyk,TL(lU))}] - (Eiz Vhl)l'vjvk,nJrl'

L .
Vh res(x’ba]ak,n-Fl

Our proof of consistency will proceed as follows. Section [4.3.1] shows that the semi-
Lagrangian term V},,... (&;xn.(v)) is a consistent discretization. Section performs a
classical error analysis of the discretization scheme for infinitely differentiable test func-
tions, temporarily ignoring the errors due to restricting the set of admissible velocities to
Vh s (). Section 3| treats the technical issues that arise from restricting the set of
admissible Velomtles to V;L res(X). Section M proves the main consistency result.

Remark 4.7 (Technical comment on definition of consistency). In Definition the
last argument of G} ; ;. . is {dg'}"#!, instead of the more typical {47 1., 1}, i.e.
values of locally bounded functions Y™ : Q1 — R at grid nodes in . The rationale of
using {d;”}m# will become apparent in our main convergence proof (Proposition .
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4.3.1 Semi-Lagrangian Interpolation

Lemma 4.8. Let xp, = % j i1 = (8i, b, s, Tng1) € p and v € Vﬁwes(:ﬂh), we have

1 Dl l
- [8) = By Fiann0))] = S5 0) + O(A7),

where @lyep(Zijrn(v)) is a linearly interpolated value.

Proof. Recall the definition of %(1‘, v) in (3.4.1) for three different cases. In each case,
the proof follows from straightforward Taylor’s expansion around ;41 using (3.5.8
- 3.5.11]), similar to that in [26]. We note that the boundary conditions are correctly
handled at s = S;45. Since s; = Syq, by construction (3.5.8]), there is no ¢, term in the
Taylor’s expansion of ¢, When s = $,,4,, which agrees with the definition of #(m, v)
in (3.4.1) . O]

4.3.2 Truncation Error Analysis : Smooth Test Functions

In this section, we perform a truncation error analysis on our numerical scheme (3.5.15
3.5.16)). For ease of exposition in proving consistency with regard to restricting the set of
admissible velocities, we define the following terms.

Definition 4.9. Using the notation of Section [3.4] define

Fly ol 8 (a) {am)™, Dl (), D¢ ()

Amam £ Mo (z) + max ¢(m,v)
T

vGVQL res ()

M:
]

Ll ¢l
m=1
m#l
and

‘F’éfi resmSma:t (x7 ¢l (aj)7 {dm}m#l7 DQSZ (a:)’ D2¢l (:E))

=— Z Amgm™ + Mol () + max  ——(z,v)
m=1 UEV% res( ) T

m##l
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Lemma 4.10. We have for all grid nodes x, = 2; jpnt1 € Qn

gz Jrk,n4+1 ( ¢z g,k + 57 {qbé’,j,k,n—l—l}i/?fi + g’ {qbé’,j’,k’,n} + 57 {dm}m¢l>

(FL (2, ¢ (@), {4}, D! (1), D6 (1)) + O(h) + O(€) i an € D\ Dy
FL (2n, ¢ (n), {d"}"#, D! (an), D*6 (1)) + O(R) + O(€) Fan € Qe \ vy

h,res

= fi{%,msmsmw (ZITh, ¢l(l‘h), {dm}msﬁl’ qul(xh)’ D2¢l($h)) + O(h) + O(f) if xp, € sz N Qsmm

Fly ool ), A"}, DY 1), D6 (20) + O() + O)  if 2 € Dy (1

h,res

le):O(xhv ¢l(xh)7 {dm}mﬂv D¢l(xh)7 D2¢l(xh)) + O(h) + O(g) Zf xp € Qo
Fémaz,vzﬂ('xh? ¢l(xh)7 {dm}m;él7 D¢l<xh>7 D2¢l<$h)) + O(h) + O(S) Zf Th € Qsmaz,v:O
L ET o (@, ¢ (20), {d™ Y7, DY (1), D¢ (1)) + O(€) if 2n € Qr—o

Proof. Consider the case x, = ; jknt1 € Qin \ sz . By definition we have

z] kn+1 (h ¢1] k.n + 57 {(bé’,j,k,n—i-l}i/?éi + 57 {(bé’,j’,k’,n} + E? {dm}m#l)

1
mzl AT Pl e VEV, oo (@i knt1) {¢ terp(Fiiin (V) 5}
m#l
_ <a§ (8 (i1 hnir) + &) — (@b + 8+ A (S (@i jnsr) +€) + 0 (' (@i1jpmsr) + §)>
=z 1
m=1 T Uevh,res(xiyj,k,nqtl
m##l

(4.3.4)

Note that the term d™ in above is a result of linear interpolating (4.2.3) the
constant grid values {dm}mﬂ (see Remark [4.7)).

By Taylor series expansion and the smoothness of ¢',

(£2¢l)z‘,j,k,n+1 = (£l¢l)(l‘i,j,k,n+1) + O(h). (4.3.5)
By Lemma [4.§]
1 Dl l
s [Cbl(l“h) = O terp(Eijen (V) | = D—f(l"h, v) + O(h). (4.3.6)

Since the coefficients of the PDEs are Lipschitz continuous (see Assumption 2.1)), dis-
cretizing the control space Vh ves(Tijkmt1) a8 Vh res(a:” kn+1) gives an O(h) error, i.e.

Dl¢l Dl¢l

~ max (xp,v) = max

VEV), o (i gk nt1) Dt VeV o (@ijkni1) DT

(24, v) + O(h). (4.3.7)

42



Since Ty = Zijpnt1 € Qin \ Qv

h,res

Vé,res(xi,j,k,n—i-l) = [Umin; O] (438)

Substituting (4.3.5) - (4.3.8) into (4.3.4) gives

gf,j,k,nJrl (h‘7 (Zsé,j,k,n + 57 {(ﬁé’,j,k,nJrl}i';ﬁ’i + 57 {(bé’,j’,k’,n} + 57 {dm}m#l)

M Dl¢l
==Y A"md"+ max ———(z5,0) = (L'¢") (@i jkns1) + O(h) + O(€)

VE[Umyin,0] DT
m=1
m#l

=F (wn, @' (24), {d"}"7', D' (x0), D¢ (1)) + O(h) + O(€)

The rest of the lemma can be proved by similar direct calculations in (4.3.4) together
with ({4.3.0) - (4.3.8). O

4.3.3 Handling restricted set of admissible velocities

Note that Lemma [4.10] would be sufficient for proving consistency in the viscosity sense
if FL, and FL, were F! and F!  respectively. Although it is possible

h,res h,res

Nin
to impose (ad-hoc) conditions on the grid so that sz becomes an empty set in the

,res

NSmax

limit (in which case Lemma would be sufficient for proving consistency), we opt for
generality in the grid construction. The cost of this generality is the need to prove the
following two technical lemmas.

Lemma |4.11) shows how to bound .7-"{,2 Jeunin and }—{’2 esPma”
Lemma 4.11.
Flo(tn ) S Fly  ol@ng ) < Eh(en,. ). (43.9)
and
Fvslma:vﬂ}:O(Ihq, T ) S F(/-l NSmazx (IhQ’ T ) S Fslmaz (xhq7 T )7 <4310>

hg,res

where (2, - -+ ) stands for (zp,, ¢ (xn,), {d]"}"7, Dt (xy,), D¢ (x,)).

Proof. Note that the definitions of F} (zp,, ), For o (Thy, ) and Fl_o(zp,,---)

hq,res
differ only in the sets of admissible velocities; for F}. (zp,,--) the set is [Umin,0], for
f(fiq,mﬁm(xhq’ -+ +) the set is Vﬁlmres(gchq), for F!_(zp,, ) the set is {0}. Since we are
maximizing over the sets of admissible velocities, and {0} C Vﬁlq’,,es(xhq) C [Umin, 0], this
proves (4.3.9). The proof for (4.3.10) is very similar. ]
Lemma |4.11| suggests that it is clearly consistent to bound ]-"‘l,l i (Tespectively
h,res

]:l

V;r,,res NSmaa

) from the above by F}, (respectively F! ). The next lemma shows that it
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is also consistent to bound F!, A
\'% Nin

h,res

(respectively F., ) from the above by F!_,

Vh,resms'm‘”3

(respectively FI ).
Lemma 4.12. Let {zp, = (Si,, bj,, Qg Tng+1) € iy fgen — = = (5, 6,a,7) € Qp. Then
the following implications hold.

X Oy
hq e th ,res

N Q. for infinitely many ¢ = x € closure(y,—p). (4.3.11)
xhq € Qvl N Q

hq,res

for infinitely many ¢ = x € closure(§2s,,,., v=0)- (4.3.12)

Smazx

Proof. We will prove (4.3.11)) in some detail. The proof for (4.3.12)) is similar.
First, note that by Definition [3.26

closure(Qy—o) ={b=00r a =0} NQy,

thus it remains to prove 6/ = 0 or &« = 0. We proceed using proof by contradiction.
Assume to the contrary that 6 < 0 and « > 0, we will show that

(si;, b;., g Tng) = Il(xhq, v, AT) € Q for all v € [V, 0] for all ¢ sufficiently large,
(4.3.13)
which would lead to a contradiction by definition (3.5.13)).

Showing (4.3.13) is equivalent to showing that each of the followings holds for ¢ suf-
ficiently large: (i) s;; € [0, Smaal; (ila) b;, = b (iib)b; < 0; (iila)ay; = 0; and (iiib)
0515(1 S 1.

The following is basically a straightforward analysis of the formula (3.5.43.5.7) to-
gether with the assumptions f!(v) >0, ¢'(v) < 0 and v < 0; see (2.1.16)).

By the assumptions on the signs of f!(v), ¢'(v) and v, (i), (iia) and (iiib) hold trivially.

Finally, since A1 — 0 as ¢ — oo and the admissible control set [V, 0] is compact,
by continuity we have

lim ; = lim 6;, = 6 <0 and lim ap = lim a;, = a >0,
qg—oo Y9 q—00 q—00 q q—00
which proves (iib) and (iiia). O

4.3.4 Proof of Consistency

We need one final easy lemma before proving the main consistency result.
Lemma 4.13. Let {Q, }een — QU and {zp, }een — @ € Qy, then for x € closure($;,)

(xp, not necessarily in Q) and sequences {clfl”};ng;lI — d"

lim inf £, (2, ¢' (2n,), {dg"} "7, D' (1,), D*'(1,))

>Fl(a, ¢! (2), {d"}", D¢ (x), D* (x)). (4.3.14)
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Stmilarly,

lim sup F,L»ln(mhq, ¢l($hq)a {d;n}mﬂa D¢l($hq)7 D2¢l(mhq>)

q—r0

<F"(z,¢!(2),{d"}", D¢ (x), D*¢'(x)). (4.3.15)

By identical arguments, the above results hold when the pair (Qu,, F.)) is replaced by
(Q Fl )7 (Qv:07 Fé:o); (Qsmaz,vszZ ) or (QT:()7F7Z-:0)'

Smaz) ~ Smax Smaxz,v=0

Proof. The result follows easily by the definition of lower-semicontinuous envelope F!, the
convergence of di* to d™, and the smoothness of ¢'. Similar steps can be used to show

(#.3.19). O

Having proved Lemma [4.10H{4.13| proving consistency in the viscosity sense will be
straightforward.

Proposition 4.14. The numerical scheme is consistent with the HJB PDE
in the sense of Definition .

Proof. We will prove only (4.3.2). The proof of (4.3.3) is more straightforward (does not
require Lemma [4.12])

In applying Lemma [4.10} it is obvious that the only tricky case is when xj, € Qv

hg,res
for infinitely many ¢g. Without loss of generality, we can assume x;, € QVZ for all qq
q.res
Note that for each ¢, we may have
Th, € Qyi N Q) and/or (4.3.16)
:th c Qvil ﬂ Qsmaz (4317)

For ease of exposition, we focus on the case when (4.3.16)) holds for all q. The situation
when either (4.3.16]) or (4.3.17) can hold can be similarly handled.

Applying Lemma m (to each grid €2, ) gives

hm lIlf g’fq Jaskq, nq+1<hqv Qbiq Ja-kq,nq + gl]’ {¢z Jarkq nq+1}il7£iq + gq’ {qbé/aj/vk,vnq} + gq’ {dg’b}m#l)

. hmmf]:vz g8 ) 7Y D ), D (2,)) + Olhy) + O(&,)

= hzﬁzzlf]:l i@y O (20,), {dg Y D (2, ), D*¢ () + lim O(hg) + O(&,)

= 1lg£ffvz rin(@ng & (wn,), {dg" ", Dl (), D¢ (2,))

> llglongé:0(xhq7¢ (@n,), {dg' "7, D! (1), D* (wn,)) (4.3.18)
> Fl(w,¢'(x), {d"}"7, D¢' (), D¢ (x)), (4.3.19)
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where we have used Lemma [4.11) in (4.3.18) to lowerbound F, . by F/_,. Note
hq,res

that the application of Lemma [4.13)in (4.3.19)) is legitimate since the closure condition is
satisfied by using (4.3.11)) in Lemma [4.12]
When either (4.3.16)) or (4.3.17)) can hold, we just need to (i) lower bound .7-"(,1
hg,res
by F,_, if (4.3.16) holds; and (i) lower bound F%,, by F! o if (4.3.17) holds.
hg,res ’

The application of Lemma will be legitimate since the closure condition is satisfied

by using (4.3.11]) and (4.3.12)) in Lemma m O]

N

Nin

NSmax

4.4 Stability

Proposition 4.15. The numerical scheme (for the localized problem (3.4.2)) on
Q) is unconditionally stable in the infinity norm. More precisely,

0<V, <K,

1,7,Fy

where K = B2, is a constant independent of the grid §y,.
Proof. We proceed by induction. The base case (n = 0,7, = 0) is obvious from the initial

o . l o 2
condition V; ;. = b;.

For 7,41 >0, VI, 1y is solved from !, ., = 0 (See (3.5.14)), which we rewrite as

M
Vifj,k,nﬂ - AT(U}L fo)i,j,k,nﬂ - Z A AT i?terp(jézz,lnﬂ)
ezl
= N min ‘/iilterp(‘i‘iaj:k,n(vw (441>

l
Uevh,res (Cvi,j,k:,n-}—l

Note that the left hand side of (4.4.1) consists of nodes V?,j,k ne1 With various values of
i and ', and the same values of j, k and n + 1. Therefore (4.4.1) can be written as a
matrix equation

(I - ATL)V} jpsy = RHS

by considering all i = 0, i, and all I’ = 1,--- | M with fixed j, k and n. By (i)
the positive coefficient condition al, b}, \' > 0 (4.2.4); (ii) A > 0; (iii) m # 1 in (@.4.1);
and (iv) the use of linear interpolation, (I — A7L) is an M-matrix. Since RHS (which
consists solely of nodes at time step n) is non-negative by the induction hypothesis and

linear interpolation, we have proved that V;l ki1 = 0.

To prove the other inequality, rearranging the terms in (4.4.1) and applying the in-
duction hypothesis gives

(1+ (af + b + \)ATVV jnr S K + XAV + A7(al + 6)| Vi |

(2
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where ||V, 1] = max; j i {V} 1} It then easily follows that

0 < Vipmar < |Vanall < K.

4.5 Convergence

We prove convergence of the numerical scheme (3.5.15) under the following assumption
on the PDE system (3.4.2)).

Assumption 4.16. Strong Comparison Principle for (3.4.2))
It 7' is an upper semi-continuous subsolution of 1} and V! is a lower semi-continuous

supersolution of (3.4.2)), then
Vl S Kl in Qz’nt U aQrega

where €2;,,; stands for the interior of €7, and 9€,., C 9, stands for the regular part of
the boundary 09, (regular meaning that boundary conditions imposed on 0€2,., influence
the solution in the interior domain; see [41, 27] for more discussion).

We note that the strong comparison principle has recently been proved for a similar
system of PDE from a regime switching model in [32].

Proposition 4.17. Under Assumption numerical solutions of converge
locally uniformly in Qj,; U 08,4 to the unique continuous viscosity solution of .

Proof. Define the upper semi-continuous function V : ; — RM™ component-wise by

Vl(x) = lim sup V) (zy,).
h—0
Thp—T

Note that V' is bounded by Proposition m

For a fixed [, let ¢! € C*(Qy) be a test function such that 7. #' has a strict local
maximum of zero at = € Q7. By a classic argument in the theory of viscosity solution (see
e.g. [27]), there exists sequence {2, }gen — €21 and sequencﬂ {@h, = T, j, kymg+1 tgeN —
x € Qp such that V,fq — ¢! has a global maximum at rp, and

Vi ioman = V(). (4.5.1)

iq’qukm

2Note that this Tp, may not be the same as that in {)
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Let &, be defined byf

V;li,jq,kq,anrl = éq,]’q,kq,nqﬂ + & where § — 0 by (4.5.1) and Vl(x) = ¢l($) (4.5.2)

Since xp, is a global maximum of V,fq — ¢!, we have

Vl . < QSI . + §q7 fOI‘ xi’,j’,k’,n’ 6 th (453)

ig:Jq:kqngtl = Fig,jq,kqng+1

Since V,fq is a numerical solution,

l l l ! ly _
gz Jarkqng+1 hq> ‘/z Jarkqmg+17 {‘/;",j kg, +1}i/7éiq7 {V;’,j’,k’,n }7 {‘/iTj’,k’,n —i—l}m?é =0
a:Jq:Fq,Mq a,Ja:Rq,Mq a,%q:Nq q q
(4.5.4)

By the monotonicity property (£.2.1)) in Proposition [4.4] substituting (4.5.2) and
(4.5.3) to (4.5.4) gives the inequality

l l
gll]v]qvkl]7nq+1 < @ ¢Zq7]q kq,nq+€Q7 {¢Z qukq7"q+1}i/7éiq +€q’ {¢ ik nq}—{'gq; {V/»J/ K’ ”lq‘f'l}m?é >

(4.5.5)

To proceed, for each m # [, let NJ* = {z}}} C {4, }4en be the interpolation nodes
such that the values {V;"(z}" )} (subset of {V;", ., , 1}) are used for linear interpolating

m l~>m l%m Sl—m : ; : ;
Vinterp(Ti 1k ng)s Where &7 - — #7™. By virtue of linear interpolation, we know

that for each m # [,
Vinters(Tiyjokym,) < max {Vii ()}

interp 7,q Jarkq,ng EN’"

and
max |z — 7™M = 0as ¢ — oo.
xh ENJ
Consequently,

—m

limsup V;™_(#7™ ) <limsup max AV (@) <V (™)

interp zq,jq,kq,nq c
q—00 q—00 a:h a

Define sequences {d}"},en by

dy' = max {V (Z'7™), supvy }, where v, = max {Vir(@he)
q'>q r

such that
dy" > each V;"(z},!) used in linear interpolation, dg" — V™(E™) as ¢ — oo

By the monotonic property 1D of Qf’j’k’n 41 in the last argument (discrete quasi-

3Note that for any finite grid size, the global maximum at zp, will not necessarily be zero, i.e. §; # 0
in general.
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monotonicity)

.. 1 1 l l l
hqugolf giq,jq,kq,anrl (hq, ¢z‘q,jq,kq,nq + &g {¢i',jq,kq,nq+1}i’7ﬁiq +&o {¢i/,j',k',nq} + &g {Vtir,lj’,k’,nq—l-l}m?é )

.. l l l l l
= hqlgggf giq,qukq’”q"'l (hq’ ¢iq,jq7kq’nq + éq’ {¢i/7qukqvnq+1}i/¢iq + gq’ {éilvjlvklvnq} + Sq’ {dgl}m# )
(4.5.6)

By Proposition |4.14| and d” — V' (#7™) as ¢ — 00
y q

el ! ! ! I
h;gg.}f Giakgmat <hq, Piyjakamg T Ca> {@/,jq,kq,nqﬂ}i’#iq + &g {¢i',j',k/,nq} + &g {dzn}m?é )

> Fy(x, ¢! (x) {V" (@)}, D¢l (), D' (x)) (4.5.7)
In summary, (£5.5), and give
Fi(x, ¢' (), {V"(#7™)}"7, D¢l (), D*¢! () < 0
By assumption, V' (z) = ¢'(z), therefore
Fl(a, V' (), {V" (@™}, Dl (x), D*!(x)) < 0

Note that V' and V'™ are their own upper semi-continuous envelopes by construction,
thus V' is a sub-solution of (3.4.2).

Similarly, the lower semi-continuous function V : Q; — R* defined component-wise
by
Vi) = liminf V}!(z,)

h—0
Thp—T

is a super-solution of (3.4.2)).

By Assumption [4.16), Vl < Viin Quu U 0$eg. On the other hand, Vl > V! by
construction. Hence we have

V=V in Qi U0,

This immediately implies point-wise convergence to the unique continuous viscosity solu-
tion of (3.4.2)). Locally uniform convergence follows by a variation of Dini’s theoremff] [

4.6 Summary

The main result in this chapter is the following.

4The classical Dini’s theorem [58] states that if a monotonically increasing sequence of continuous
real-valued functions on a compact topological space converges point-wise to a continuous function, then
the convergence is uniform.
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e We extend the convergence result in [16] to the system of nonlinear HJB PDEs that
arises under our regime switching trade execution model. First, we prove that our
discretization of the system of nonlinear HJB PDEs is monotone, consistent and
infinity-norm stable. Second, we prove in detail that these properties guarantee the
convergence of numerical solutions to the viscosity solution, provided that a strong
comparison principle holds.
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Chapter 5

Mean Variance Optimization:
Numerical Results

This chapter presents numerical results for the Mean Variance optimization problem. We
start by a brief discussion about parameter values in Section Numerical results for
the basic Geometric Brownian Motion model are then presented in Section [5.2} Finally,
Section presents numerical results for the Regime Switching model.

5.1 Trade Execution Model Parameters

The set of common parameter values shared by all computational examples in the thesis
is summarized in Table [5.1] There are a number of points that are worth noting.

e Our numerical methods are designed to handle the quite general trade execution
model in Section [2.1] The restriction to the parameter values in Table [5.1]is by no
means necessary from a computational point of view.

e Since the drift rate is extremely hard to estimate in practice for a short trading
horizon (e.g. one day), we set n = 0 (we refer reader to [I1] for more discussion
about drift rate in the context of optimal trade execution).

e Since interest rate has little effect over a short trading horizon, we set r = 0.

e Recall that we use a linear permanent price impact function (2.1.7) to eliminate
the possibilities of round-trip price manipulation. As such, integrating (2.1.7]) w.r.t.

Ui T | Kp | Ks | Sinit | Qinit | B T Urniin Action
0.0/00]00|00] 1001 1.0 |10 1/250 —1000/T Sell

TABLE 5.1: Parameter values shared by all computational examples in the thesis.
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Case | o Kt Percentage of Daily Volume
1 1.0 2x107° 16.7%
2 [02[24x10°° 20.0%
3 02| 6x10°7 5.0%
4 102|12x107" 1.0%
5 102]24x1078 0.2%

TABLE 5.2: Computational cases for Section . The cases have different volatility
and temporary impact factors. Other parameters are the same as that specified in Table

5.1

time would give total permanent price impact = K,n;t, Which is a constant that
does not affect execution optimality in our model. Therefore, we set x, = 0.

e The cost from spread is in practice much smaller than that from temporary price
impact, so we set ks = 0.

e We note that s;,;; and a;,;; can be normalized to 100.0 and 1.0 respectively without
loss of generality.

5.2 Geometric Brownian Motion Model

In this section we report numerical results for the Mean Variance optimal trade execution
problem under the basic Geometric Brownian Motion model of Section [2.1.1}]

5.2.1 Computational Cases

The computational cases we consider have parameters as listed in Table [5.2] Case 1
corresponds to liquidating a high volatility stock with low liquidity. Case 2 to Case 5
correspond to liquidating a low volatility stock with various levels of liquidity.

Note that we simulate liquidating different percentages of the daily volume by us-
ing different values of k; while keeping the total liquidation volume unchanged. More
specifically, we simulate liquidating Y% of the daily volume by using x; = (1.2 x 1077)Y’
while keeping a,; unchanged at unity. The estimate that x; = 1.2 x 10~7 corresponds to
liquidating 1% of the daily volume is explained in Appendix [F]

5.2.2 Computational Information

In this section we provide brief information in using the PDE method and the Hybrid
(PDE-Monte Carlo) method to compute results of interest. The reader can review the
two methods in Section [3.6l
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Refinement Level | Timesteps | s nodes | 6 node | & nodes | v nodes
0 200 369 1 11 8
1 400 737 1 21 15
2 800 1473 1 41 29
3 1600 2945 1 81 57

TABLE 5.3: Computational grid for Section . The same grid is used for solving the
HJB PDE and in the Hybrid method.

Table |5.3| shows the computational grid for solving the PDEs (3.2.7) and (3.2.9)), and
for the Hybrid method (for interpolating optimal selling velocities v* during Monte Carlo
simulations). We note the following points about the design of the computational grid.
(Readers interested in this should review Section |3.7})

e The v nodes are required to carry out a linear search to determine optimal con-
trols. Note that we use quite few v nodes to save computational time. Numerical
experiments show that using more v nodes gives little improvement in computing
the value functions.

e There is only one node in the 6 direction (with value * = —100) because of the use
of similarity reduction; see Section for details.

e The number of s nodes is significantly more than the number of o nodes. This is
because our parametric curve interpolation scheme (Section 3.7.2)) has small errors
in interpolating along the a direction.

In using the Hybrid (PDE-Monte Carlo) method, we always use enough simulations
to reduce sampling error to negligible levels in our reported results. For example, 400, 000
simulations are used for Case 1 where the volatility is large.

5.2.3 Numerical Convergence

Table reports convergence information in solving the PDEs (3.2.7) and (3.2.9) for
Case 1. We note that first order convergence rate is observed. The next section contains

additional graphical illustrations of convergence.

Table [5.5] shows that s,,,, is sufficiently large so that the boundary conditions at
S = Smae introduce negligible errors.

5.2.4 Efficient Frontiers

The mean variance efficient frontielﬂ can be computed using either the PDE method or the
Hybrid method discussed in Section [3.6] Figure plots the efficient frontiers computed

!Technically, this means Yg as defined in Definition We will use the this terminology throughout
this chapter since no confusion should arise. See also Section @
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Refinement Level \% U Mean | Variance | Standard Deviation
0 4.1483 | -1.7042 | 99.5458 | 1.2439 1.1153
1 4.0109 | -1.6842 | 99.5658 | 1.1745 1.0838
2 3.9427 | -1.6742 | 99.5758 | 1.1398 1.0676
3 3.9086 | -1.6691 | 99.5808 | 1.1226 1.0595

TABLE 5.4: Convergence table for solving the PDEs and for the value

functions V and U, respectively. Mean and variance are calculated from the value func-
tions as discussed in Section [3.6 Results are reported for Case 1 at the risk preference
level v = 202.5. First order convergence rate is observed for this case (and other cases
not reported), as expected.

Refinement Level | 8,42 1% U Mean | Variance | Standard Deviation
3 20,000 | 3.9086 | -1.6691 | 99.5808 | 1.1226 1.0595
3 40,000 | 3.9086 | -1.6692 | 99.5808 | 1.1223 1.0594

TABLE 5.5: Convergence test to confirm Spmaq 8 sufficient large for the Mean Variance
problem. Results for smqz = 20,000 are the same as that reported in Table[5.4 Results
for smaz = 40,000 show that increasing Smaz makes negligible difference.

using the two methods for each of the computational case in Table 5.2 We plot standard
deviation instead of variance so that the z-axis and the y-axis have the same unit (dollar).

We make the following comments on Figure from a computational point of view.

e The same computational grid is used in both the PDE method and the Hybrid
method (for interpolating optimal selling velocities v* during Monte Carlo simula-
tions) at each refinement level.

e The frontiers computed by both the PDE method and the Hybrid method converge
to the same limit as the computational grid is refined.

e The frontiers computed by the Hybrid (PDE-Monte Carlo) method converge faster
than those computed by the PDE methods. This may seem counter-intuitive as the
Monte Carlo simulations use the optimal trading strategies determined by the PDE
method. Nevertheless, it is plausible that Monte Carlo simulations produce better
estimates of expected values and standard deviations, which is what our numerical
results suggest.

5.2.5 Verifying Pareto Optimality
Recall the discussion in Section about the subtleties in applying the embedding tech-

nique to numerically solve mean variance optimization problems. In this section we use
Theorem to verify the Pareto-optimality of the computed frontiers in Figure[5.1l For
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FIGURE 5.1: Efficient frontiers of Mean Variance-optimal strategies. The frontiers

labeled with PDE are obtained from the PDE wvalue functions.

The frontiers labeled

with Hybrid are obtained from Monte Carlo simulations which use the optimal controls
determined by solving the HIB PDE .
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FIGURE 5.2: Plot of Yo' for Case 1 in Table . Numerical solution has essentially
converged at the higher grid refinement levels.

illustration, we reproduce the result in Figure [5.1f(a) in Figure [5.2(b); Figure[5.2(a) plots
expected value against variance instead of standard deviation.

Using the terminology of Section , Figure (a) plots Yg*™ for two grid refinement
levels. It is clear that the numerical solution has essentially converged at the higher
refinement level. From the plot, we see that every point of Y3*" lies on the upper-left
convex hull of Yg*™. Therefore, every point on Ji*™ is Pareto-optimal by Theorem m

As discussed in Section discretization of v gives rise to theoretical subtleties in
applying Theorem to numerical solutions. For the example plotted above, we believe
that these should not be a concern since

e Although we did not compute yggg; for all v > 0, we have used sufficiently many ~
values to compute V5", i.e. computing yggg; for more ~ values results in a negli-
gible change to the plotted Jg5*". We also note that mean and variance increases
monotonically with ~.

e The numerical convergence of V"™ (or S(V3*™)) is smooth.
e We have used sufficiently many Monte Carlo simulations so that the standard error

is negligible.

All mean variance efficient frontiers in the thesis can be verified to be Pareto optimal
in the same way.
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(a) This MV-optimal strategy has mean 99.29,
standard deviation 0.68, and corresponds to v =
199.82. The optimal normalized velocity at
the beginning of the execution is approximately
—20.0.
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(¢) This MV-optimal strategy has mean 99.65,
standard deviation 1.13, and corresponds to v =
203.50.  The optimal normalized velocity at
the beginning of the execution is approximately
—13.1.
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(b) This MV-optimal strategy has mean 99.50,
standard deviation 0.90, and corresponds to v =
201.30.
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(d) This MV-optimal strategy has mean 99.78,
standard deviation 1.46, and corresponds to v =
209.42. The optimal normalized velocity at the
beginning of the execution is approximately —8.8.

FIGURE 5.3: MV-optimal strategies for the case 0=1.0, k; = 2 x 1079 for different
risk preference levels v, plotted at t = 0 and s = s;jn;e = 100. A normalized velocity of
—1.0 corresponds to the constant liquidation rate —cupnic/T. Refinement level 3 is used

to compute the results.
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5.2.6 MV-optimal Trading Strategies

Figure plots the MV-optimal strategies in Case 1 for various risk preference levels.
MV-optimal strategies for the other cases have similar properties. We make the following
comments on Figure 5.3 about MV-optimal strategies.

e MV-optimal strategies sell much faster as the stock price increases (becomes more
favorable for selling). We note that similar results have been reported in [51].

e As the risk preference level v increases, it is optimal to sell slower. Consequently,
the mean increases since trading impact is reduced, and the standard deviation
increases since there is more timing risk.

We make the following comments on Figure from a computational point of view.

e Comparing the four subfigures would reveal that the curves are the same curve
scaled differently. This is because different risk preference levels v correspond to
different initial asset prices under similarity reductionﬂ

e The curves are not smooth when Normalized Velocity is between —40 and —100.
These very fast initial selling rates correspond to small levels of mean and standard
deviation that are not of practical interest. Moreover, Figure [5.1] shows that the
efficient frontiers are smooth even though the optimal controls are not smooth.

e The non-smoothness observed above is an unavoidable consequence of numerically
determining the optimal selling rate when the objective function is flat and close to
zero. Reader interested in the detail can read Section and look at the figures
therein for illustrations.

e We have refined the v grid at t = 0 for plotting purposes. The original coarse v grid
is sufficient for computing the value functions accurately.

5.2.7 Illustrations of Computational Techniques

Recall the efficiency-improving techniques discussed in Section In this section we use
numerical results to illustrate the improvement.

Figure[5.4]illustrates the value function V' computed under a traditional Cartesian grid
and that computed under the scaled grid illustrated schematically in Figure [3.2l Since
the two value functions have very similar values, in the following we sometimes refer to
them as “the value function”.

We make the following comments about Figure [5.4]

2Using equations (3.2.2) and (3.7.2), the optimal velocity at risk preference level ~ is
VU (Sinit, —7/2, Qinit, T) = 0" (=26 Sinit [V, 6%, Qinat, T).
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FIGURE 5.4: Illustrations of value function V for the case o0=1.0, k; = 2 x 1079,
plotted at t = 0. Note that there is no b grid since similarity reduction is used with
b* = —100 (see Section .

e Note that the value function at ¢ = 0 is approximately (min{as + 6*,0})? (see the
discussion in Section [3.7.2). When plotted under a traditional Cartesian grid in
Figure [5.4((a), the value function has a more complicated shape than when plotted
under the scaled grid Figure (b) In particular, curves of constant wealth, i.e.
{as + b = const}, are straight lines under the scaled grid by construction.

e Table 5.4 shows that accuracy in the region where V' is small is important since this
region corresponds to the most curved part of the efficient frontier. The scaled grid
has more nodes in the region where V' is small.

e There is a large region where V =V, = V; = V,, = 0. Optimal selling velocity v is
not unique in this region (the value function V' is unique though); see also Section
0. (2

Figure [5.5| illustrates the improvement made by the parametric curve interpolation
method by comparing interpolated values on ezactly the same discrete value function V*
(with values very similar to that in Figure [5.4)).

We make the following comments on Figure [5.5

e The parametric curve linear interpolation produces a smooth approximation of the
local objective, whereas the standard linear interpolation method has large errors.

e Since the local objective is essentially a portion of the value function, the flatness of
the local objective in Figure [5.5|is clearly a consequence of the flatness of the value

function (see e.g. Figure[5.4(a))
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FIGURE 5.5: Two methods for interpolating exactly the same discrete value function V'
at the foot of the Lagrangian characteristics, i.e. Vilmef,«p@i,j,k,n@))- The local objective
Vi erp(Ei gk (v)) is plotted as function of the normalized velocity v/T. The parametric
curve interpolation method is a significant improvement compared to the poor accuracy

of standard linear interpolation.

e Here we have used thousands of values of v (the control variable) for illustration
purposes. When solving the HJB PDE, much fewer candidate controls are used (see
Table. In that case, the standard interpolation method can produce large errors
in estimating both the optimal control and the minimum objective value.

We also note that Figure |5.4] also explains the improvement made by the parametric
curve interpolation method. Figure (a) shows that the value function changes rapidly
and quadratically when s is fixed but « is changing, i.e. along {s = const}, causing large
a-direction interpolation error for the standard axis-aligned interpolation method. In
contrast, the parametric curve method interpolates (almost) along the curves of constant
wealth, along which the value function changes slowly, as can be clearly seen in Figure
5.4(b). Recall that the curves of constant wealth are equivalent to ScaledAssetPrice =
const by construction.

5.3 Regime Switching Model

In this section we report numerical results for the Mean Variance optimal trade execution
problem under the Regime Switching model of Section [2.1.2
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Regime | o Kt Percentage of Daily Volume Description
A 0.2 24x107° 20.0% largest impact
B 02| 6x107"° 5.0% smallest impact
C 0.2 1.2x107° 10.0% 2 x smallest impact
D 0.2 1.5%x107° 12.5% Average of Regimes A and B

TABLE 5.6: Underlying regimes for Section . The underlying regimes differ only in
their temporary price impact factors. Other parameters are the same as that specified

in Table .

5.3.1 Computational Cases

Table lists the Regime Switching computational cases, which are based on individual
underlying regimes specified in Table [5.6

Note that the underlying regimes in Table differ only in their temporary price
impact factors k;. We choose to focus on temporary price impact for the following rea-
sons: (i) it directly affects execution cost and execution strategies; (ii) it is random and
difficult to determine in practice [10]; (iii) as we will see, it is beneficial to adapt execution
strategies to the level of temporary price impact. We refer interested readers to [7] for a
more detailed discussion on the importance of considering stochastic liquidity.

In the context of liquidating large-cap stocks, the temporary impact factors ; consid-
ered in Table [5.6 are near the high end of those encountered in practice, e.g. liquidation
of U.S. government’s stock holdings acquired during the 2008 credit crisis [64]. In the
context of liquidating small-cap stocks, which have much less liquidity on average, our
temporary impact factors are more typical.

The computational cases in Table are built on the underlying regimes in Table[5.6
Case AB-0, AB-4, AB-40 and AB-400 study regime switching between Regime A and
Regime B. Case GREEDY is the same as AB-400, except that selling is allowed in only
Regime B (the regime with smaller impact). Case GREEDY-PROXY, which is just the
single Regime C with no switching, will be used as a proxy to Case GREEDY. In Case
MISSPEC-AVERAGE the true dynamics is that of Case AB-400 and we investigate the
(suboptimal) performance of the optimal strategy for Regime D.

5.3.2 Computational Grid

The computational grid is listed in Table [5.8], which is the same as Table for the GBM
model, except that the number of time steps is multiplied by ten. We note that many
time steps are required to compute Case AB-400 and Case GREEDY since there are 400
switchings on average over the trading horizon.
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Case Initial Regimes | A'2 = 22! | (12 = ¢# Description
AB-0 AorB 0 1 No Switching
AB-4 AorB 1000 1 4 Switchings/Day
AB-40 AorB 10000 1 40 Switchings/Day
AB-400 AorB 100000 1 400 Switchings/Day
GREEDY AorB 100000 1 sell in only Regime B
GREEDY-PROXY C N/A N/A compare with GREEDY
MISSPEC-AVERAGE D N/A N/A | true dynamics is AB-400

TABLE 5.7: Computational cases for Section . The underlying regimes are specified

in Table .

Refinement Level | Timesteps | s nodes | 6 node | o nodes | v nodes
0 2000 369 1 11 8
1 4000 737 1 21 15
2 8000 1473 1 41 29

TABLE 5.8: Computational grid for Section .
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FIGURE 5.6: Convergence of numerical solutions for Cases AB-0 and AB-400. Similar
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convergence results are observed for other cases in Table .
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FIGURE 5.7: Efficient frontiers for switching between Regime A and Regime B. Differ-
ence between “Initial Regime = A” and “Initial Regime = B” diminishes as switching
intensity increases.

5.3.3 Numerical Convergence

Figure shows that the efficient frontiers computedﬂ using Refinement Level 1 and
Refinement Level 2 are essentially the same, for Cases AB-0 and AB-400 (similar results
hold for other cases not shown here.). This means that the numerical solutions have
essentially converged at Refinement Level 2. All subsequent numerical results reported
are computed using Refinement Level 2.

5.3.4 Increasing Switching Intensities

In this subsection we compare Case AB-0, AB-4, AB-40 and AB-400 in Table which
differ only in the switching intensities between the two underlying regimes.

5.3.4.1 “Convergence” of Efficient Frontiers in Frequent Switching

Figure plots the efficient frontiers for the regime switching cases, when initial regime
(at t = 0) is Regime A or Regime B. Recall that the temporary impact is larger in Regime
A. The following observations can be drawn from Figure [5.7}

3 All efficient frontiers in this section are computed using the Hybrid method. We have shown previously
in Section that frontiers computed by the Hybrid method converge faster than those computed by
the PDE Method.
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e The frontiers “AB-0 - Initial Regime = A” and “AB-0 - Initial Regime = B” rep-
resent the efficient frontiers for the underlying regimes (i.e. Regime A and Regime
B), since there is no switching in Case AB-0. The frontier “AB-0 - Initial Regime
= A” is worse because of larger impact in Regime A.

e As switching intensities increase, the frontiers associated with “Initial Regime =
A” become better. This is because switching to Regime B, which has a lower price
impact, results in larger expected value. For similar reasons, as switching intensities
increase, the frontiers associated with “Initial Regime = B” become worse.

e Consider the differences in the following pairs: AB-0 v.s. AB-4, AB-4 v.s. AB-40,
and AB-40 v.s. AB-400. We note that the difference between AB-4 and AB-40 is
particularly large.

e The frontiers “AB-400 - Initial Regime = A” and “AB-400 - Initial Regime = B”
are very close to each other. As switching becomes extremely frequent, the initial
regime has little effect on the end result.

e By extrapolating the results in Figure[5.7] we can see that as switching intensities go
to infinity, the efficient frontiers will converge to a limiting efficient frontier between
“AB-400 - Initial Regime = A” and “AB-400 - Initial Regime = B”. It is interesting
to know whether the limiting efficient frontier corresponds to that of a single regime,
and what parameters that regime would have. The next section will shed some light
on this problem.

5.3.4.2 Sell More Slowly when Price Impact is Larger

Figure [5.§ compares the optimal trading velocities between Case AB-0 and Case AB-400.
The following observations can be drawn from Figure [5.8}

e The difference between “Initial Regime = A” and “Initial Regime = B” is smaller
in Case AB-0 when there is no switching.

e The difference between “Initial Regime = A” and “Initial Regime = B” becomes
larger when switching intensity is increased. As temporary price impact switches
between Regime A and Regime B, an optimal strategy would try to sell more in
Regime B (which has lower price impact) and less in Regime A. Such “selective
selling” behavior becomes more pronounced as switching intensity becomes larger.
Note that this is in contrast to Figure in which the difference between the
frontiers labeled “Initial Regime = A” and “Initial Regime = B” becomes smaller
as switching intensity is increased.

e Despite the above, selling velocity does not drop to zero in “AB-400 Initial Regime
= A”. Therefore the straightforward strategy that simply sells in only the regime
with lower price impact is sub-optimal. We will study such a strategy in detail in

Section [(.3.9]
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FIGURE 5.8: Optimal selling velocities in Case AB-0 and Case AB-400. A normalized
velocity of —1 corresponds to the liquidation rate —avpn/T = —1/T.

e A careful look would reveal that the selling velocity in “AB-400 Initial Regime =
B” is four times that in “AB-400 Initial Regime = A” in Figure 5.7 Recall that
k¢ in Regime B is one-fourth of that in Regime A. This relation can be explained
by observing that the optimum of the objective function in the HJB PDE is ap-
proximately linear in 1/x; (holding everything else constant in the HJB PDE), and
noting that the value functions at Regime A or B are approximately the same for
rapid switching.

e The above analysis (regarding optimum of the objective function) is valid for all
risk-aversion levels, and in particular at the risk-neutral limit where expected value
is maximized regardless of standard deviation. By interpreting ¢ as volume time
(rather than clock time), a strategy that sells at a constant rate tracks the volume
weighted averaged price (VWAP). Our results show that even if the objective is to
solely maximize expected value, it is still beneficial to adapt selling speed to the
(constantly changing) level of temporary price impact in the market.

5.3.5 A Look at Greedy Strategies

As discussed in Section [5.3.4.2] when regime switching is frequent, a liquidation strategy
that sells in only the lower-impact regime (henceforth referred to as a greedy strategy) is
suboptimal. We now study in detail the sub-optimality of such greedy strategies.

We can forbid any selling in Regime A (which has a larger price impact) by changing
the set of admissible selling velocities to {0} in our numerical algorithm. Our algorithm
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FIGURE 5.9: The best greedy strategy is noticeable suboptimal. The efficient frontier
of Regime C' (GREEDY-PROXY) is close to that of GREEDY.

will then solve for the best greedy strategy, which we denote by Case GREEDY in Table
b7

Figure [5.9(a) (respectively Figure [5.9(b)) shows that even the best greedy strategy
is still noticeably suboptimal compared with the truly optimal strategy, when the initial
regime is Regime A (respectively Regime B).

It is interesting to note in Figure [p.9(a) and Figure [5.9(b) that the efficient frontier
of Case C, which has roughlyfl] double the temporary impact of the lower-impact regime
(Regime B), is very close to that of Case GREEDY. Intuitively, approximately half of
the time is spent in the lower-impact regime when switching is frequent, thus the optimal
strategy in Case GREEDY needs to “double the selling speed” to finish liquidation in
time. Consequently, “doubling the selling speed” for x; = 6 x 1077 (Regime B) gives an
effective k; of 2 x 6 x 1077 = 1.2 x 1075, which is the price impact in Regime C. This
reasoning is supported by numerical results in Figure [5.10| which shows that the optimal
selling velocity in Case GREEDY is very close to double of that in Case C.

5.3.6 Sub-optimality from Mis-specification

Note that for a strategy that sells at a constant rate, its expected trading impacts under
the following two market dynamics are the sameﬂ

1. Rapid switching between regime A with k; = k! and regime B with x; = k” (with
equal switching intensities)

4We say roughly because exp{x;v} ~ 1 + K.
°In fact they are just approximately the same since exp{rv} is a slightly nonlinear function of &, for
typical values of v. However, the difference is negligible for all practical purposes.
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FIGURE 5.10: The optimal selling velocity in Case GREEDY is approzimately double
of that in Case C.

2. Single regime with x; = (k! + k2)/2

Consequently, if the true dynamics follow rapid switching, but no switching is assumed
in measuring x;, one would obtain the “averaged” value of x; from the measurement. Since
the stochastic nature of k; is typically ignored and assumed to be constant in practice
[7,164], it is important to understand the consequences of such mis-specification.

Recall that x; in Regime D is the average of that of Regimes A and B. In Figure
5.11)(a) and Figure [5.11|(b), the sub-optimality of MISSPEC-AVERAGE (optimal strat-
egy for Regime D) is seen to be quite large. Moreover, sub-optimality is clear even at
the risk-neutral limit. Although this is not very surprising given the large difference be-
tween Regime A and B, it is still worth noting that MISSPEC-AVERAGE is clearly more
suboptimal than GREEDY (plotted in Figures . This means that it is better to take
advantage of stochastic changes in temporary price impacts, even in a sub-optimal way
as in GREEDY, than simply assuming constant price impact.

5.4 Summary

The main results in this chapter are the followings.

e MV-optimal strategies sell much faster as the stock price increases.

e [t is important to adapt MV-optimal strategies to random changes in temporary
price impact. When the real dynamics is rapid switching between two regimes of
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FIGURE 5.11: The optimal strategy for Regime D 1is significantly suboptimal when
the real dynamics is that of Case AB-400, even at the risk-neutral limit. Note that
MISSPEC-AVERAGE is more sub-optimal than GREEDY; see Figure .

differing price impacts, mis-specifying the dynamics as the non-switching mixture
results in significant sub-optimality.
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Chapter 6

Optimal Trade Execution: Mean
Quadratic Variation Approach

This chapter discusses optimal trade execution using the Mean Quadratic Variation
(MQV) optimization approach, as opposed to the Mean Variance (MV) optimization ap-
proach studied in earlier chapters. A main result in this chapter is the proof in Section
that the classic strategies in [9] are MQV-optimal, in contrast to the common belief that
they are MV-optimal. This chapter also develops computational methods for determining
MQV-optimal strategies, which will allow us to show in Chapter [7] that MQV-optimal
strategies are poor approximations to MV-optimal strategies in many aspects.

The computational methods for determining MQV-optimal strategies are quite similar
to those for determining MV-optimal strategies. Therefore, our discussion on computa-
tional methods in this chapter will be relatively brief compared to earlier chapters.

6.1 Mean Quadratic Variation Optimization

In this chapter we restrict attention to the single regime case and study MQV-optimal
strategies primarily{’| under the Geometric Brownian Motion trade execution model intro-
duced in Section R.T.11

6.1.1 Quadratic Variation as a Risk Measure

Formally, the quadratic variation risk measure is defined as

E

/0 ' (A(t’)dS(t’))2] . (6.1.1)

' The notable exception is Section where we consider the Arithmetic Brownian Motion model to
compare with results in the literature.
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Informally, the risk measure definition (6.1.1)) can be interpreted as the (expected)
quadratic variation of the portfolio value process as follows: by expanding the square of
dP(t'") = dB(t') + d(A(t")S(t')), we have

| tawasen = [ ape), (612

when the trading velocity process v(t) is bounded.

From the interpretation , minimizing quadratic variation clearly corresponds to
minimizing the volatility of the portfolio value process. The definition shows that
quadratic variation takes into account the trading trajectory A(t') over the whole trading
horizon. This is in contrast with using variance (Var[B(T)]) as a risk measure, which is
independent of the trading trajectory A(t') given the end result B(T"). We note that the
idea of using quadratic variation as a risk measure was first suggested in [24].

6.1.2 Mean Quadratic Variation Optimality in the Pareto Sense

To simplify notations, we use X () = (S(t), A(t)) to denote the multi-dimensional space-
state process and x = (s, «) to denote a spaee-stat. We also let Ef(t)[] denote expec-

tation conditional on the initial state (x,t) and the control v(-) : (z,t) — v = v(z,t), as
defined in Section 2.2.11

Definition 6.1. Define the objective functionals J** <v()> and Jy* <v()) by

I (v0) = B _ / ) (A(t')dsw)z],

-
Jg’t<v(-)> = B / e T (= 0See(v, 1)) dt' + lim A(T)Sepec(v, T7)
t

V——00

Definition 6.2. An admissible strategy v*(-) is defined to be Mean Quadratic Variation
optimal in the Pareto sense if there exists no admissible strategy v(-) such that

Lo (v0) 5 (v 0), B (00) 2 5 (v ().
2. At least one inequality in the above is strict.

Remark 6.3. We note that Definition does not require the definition of the state
process B(t), i.e. MQV-optimality is still well-defined even if we did not define the state
process B(t) in . For notational simplicity, we define B(T) as a formaﬁ shorthand

2The notations X (¢) and z have slightly different meanings from that in previous chapters. The
underlying meaning should be clear from the context and no confusion should arise.
3There is no state process B(t) defined for ¢ € [0, T).
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as follows

-
B(T) = / " T (= 0Sepec(v,t)) dt' + lim A(T7)Sepec(v,T7). (6.1.3)
¢

v——00

6.1.3 Scalarization

As we discussed in Section [2.2.1], Pareto-optimality is economically intuitive but mathe-
matically inconvenient because there are two conflicting criteria to optimize. A standard
scalarization reformulation combines the two criteria into a single objective (the subtleties
of the scalarization reformulation was discussed in Chapter . More specifically, consider
the following family of objective functionals parametrized by ¢ > 0

Fo = {Ji’t(v(-)) Lo(-) = By B ¢> )2]} : (6.1.4)

In the notation of (6.1.4)), the members (functionals) in the family F, have different
initial states (z,t) but the same ¢. Given (r,t) and ¢, we use v, 4(-) to denote an optimal

strategy that maximizes the corresponding functional, i.e. Jg’t (v())

6.1.4 Time Consistency of Optimal Strategies

Optimal strategies in the above Mean Quadratic Variation formulation optimization
framework are time-consistent [I7] in the following sense. Let (x,t;) be some state
at time t; and v}, , 4(-) be a corresponding optimal strategy. Let (z2,%2) be some other
state at time t; > ¢; and v}, ,(-) be a corresponding optimal strategy. The optimal
strategies are time-consistent in the sense that

Uz, ¢(a: t) = Uzz,t2,¢($/at/) st >ty

6.2 HJB PDE Formulation

In view of the formulation (6.1.4]), define
V(s, a,t; ) = sup {ES at ¢/ )2] } (6.2.1)
o(-)
for initial states (z,t) = (s, a,t) and risk aversion parameter ¢ > 0.

Fort <T,let V=V(s,a,7 =T —t:¢) = V(s,a,t;¢). For notational simplicity, we
drop the parameter ¢ from V' henceforth, i.e. we simply write V =V (s, a, 7).
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The dynamic programming principle is directly applicableﬂ to (6.2.1). Standard deriva-
tion of the HJIB PDE (see Appendix [BJ) gives

2.2

V, =nsV, + %Vss — ¢po’a’s® + mex {—eTvf(v)s+gv)sVi+oVa}  (6.2.2)
VE|Umin,
for 7 > 0; with initial condition
V(s,a,7=0) = lim asf(v) (6.2.3)
V——00

in accordance with (6.1.3)).

In order to plot expected value (Ef()[B(T)]) against expected quadratic variation
(Ef(t) [ftT (A(t’)dS(t’))z]), we will need to know the values of each term in (6.2.1). To
compute only the expected value, let U (s,a,t) be defined by

~ ~

Uls, o t) = EXB(T)]

where v*(+) is found by solving the HIJB PDE (/6.2.2)).

A~

Let U(s,a,7 =T —t) = U(s, a,t). Following the same steps as used to derive equation
(6.2.2)), or simply setting ¢ = 0, we obtain

2.2

U, = nsUs+ %USS — e f(v")s + g(v*)sUgs + v*U, . (6.2.4)
We have the initial condition
U(s,a,7=0)= lim asf(v). (6.2.5)

vV——00

in accordance with (6.1.3)).

6.3 Localization and Boundary Conditions

For computational purposes, we localize the computational domain to Q, = {s € [0, Synaa], @ €
[0,1],7 € [0, TT}.

No boundary condition is required for V in (6.2.2) at s = 0 because the V; and Vi

terms vanish and we simply need to solve

V; = max [UVQ]. (6.3.1)

ve [vmin 70]

4In contrast, the dynamic programming principle cannot be directly applied to the objective functional
(2.2.1)) in the (pre-commitment) Mean Variance problem; see Section
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Notation Descriptions
r=(s,a,7) a point in the localized domain
Q grid with spacing O(h)
Ti ko grid node in €
Vi R-valued discrete function defined on €2,
Vikn value of V}, at grid node
Ti (V) = (85, a5, ) foot of Lagrangian characteristics
Vinterp(Zi gen (V) linear interpolated value of V},

TABLE 6.1: Summary of discretization notations for the MQV problem.

No boundary condition is required at o = 1 since v < 0 and thus the characteristic is
outgoing there.

At a = 0, we impose v = 0 so that (s, «, 7) stays in Q7. More specifically, this ensures
that we do not allow a to become negative (i.e. a short position).

At 8 = Smax, we make the assumption that V' ~ C(a, 7)s?, which can be justified by
noting that the term ¢o?a?s? acts as a source term in equation . We also assume
that the effect of any permanent price impact at s = sy can be ignored i.e. g(v) =0 at
S = Smax- Lhis gives

Ve =(2n+ %)V — ¢o*a?s* + max |—eTvf(v)s +uV,]|. (6.3.2)

VE [Umyin,0]

Equation (6.3.2)) is clearly an approximation. We will carry out numerical tests with
varying Spax to show that the error in this approximation can be made small in regions
of interest.

Similar reasoning suggests that no boundary condition is needed for U in (6.2.4]) at
a=0,a=1o0rs=0 At s = Spa, we assume U ~ D(a,7)s (based on the initial
condition (6.2.5))) and g(v) = 0. Consequently,

U-=nU — e v f(v")s +0v"Uy ; S = Smax- (6.3.3)

Again, equation ([6.3.3)) is clearly an approximation. We will verify that the error of this
approximation is small for sufficiently large sax.

6.4 Discretization

Since much of the discretization is similar to that in the MV problem (Section [3.5]), the
discussion will be relatively brief here. Adapting the discretization notations for the MV
problem to the MQV problem, we summarize the discretization notations for the MQV

problem in Table [6.1]
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Define a set of nodes {s;}, {ax} and {7}, where 0 < i < 402, 0 < k < Kppos, and
0 <1 < Nypae- We make 7, = nA71, where AT =T'/np0,.

Define the differential operator £ by

2.2
LV = nsVi+ %V
Define the Lagrangian differential operator = (v) by

DV

D—T(U) = V= Vig(v)s — Voo,

which is the rate of change of V' along the characteristics s = s(7), & = a(7) defined by
the trading velocity v through

ds do B

== —g(v)s, o=V (6.4.1)

Equation (6.2.2)) can be rewritten as

DV
—LV + ve[{fiﬂ,m D_T(U) +eTuf(v)s| + pa’s’a”® = 0.

We use standard finite difference methods to discretize LV. Let (L, Vi)iknt1 denote
the discretized version of LV at node ;1. LV is discretized using central, forward,
or backward differencing in the s direction to give

(L Vi)igmsr = @ (Victgnir) = (a4 0) (Vignsr) + 0 (Visknsr)
for all 7 except i = 0, i,maz,

where the positive coefficient condition
at>0and b >0

is guaranteed by the algorithm [2§].

Note that £V does not appear in the boundary conditions at s = 0 (6.3.1)) and s = S04
6.3.2).
v

The discretized version of the Lagrangian derivative %(v) at node z; ;41 is given by

<%(U>)z‘,k,n+l - i (Vi,k,n—i—l - Vz‘nterp(fl:"i,k,n(v))),

where Z; 5, (v) = (s;,p,7,) is the foot of the characteristics when we solve the ODEs
(6.4.1) initially at x; j n41, from 7,41 to 7,5 and Vipgerp(Zign(v)) is a linear interpolated
value.
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Since the point Z; . ,(v) may go out of £, for some v € [V, 0], we need to restrict the
set of admissible velocities for the localized discrete problem. Since the details are very
similar to that in Section for the MV problem; here we just state the discretization
as

. DV . 1 .
veglrig,o] { <D_T(U)>i,k,n+l} ~ min {A_T (‘/i,km,—i—l - ‘/interp(-ri,k,n(v))> }7

Uevh,'res (xi,k,n+1)

where Vi, yes(Zi pnt1) 1S a discrete set of restricted admissible velocities.

The final discretization is

1
0= min { (‘/i,k,n+l - ‘/interp('@i,k,n(v))) + erT"+IUf(U>Si}

Uevh,rcs(zi,k,n+1) AT

— (Lo Vi)ikmi1 + dazsio’. (6.4.2)

We will use two methods to determine the minimum in . The first method uses
a linear search, which guarantees convergence to the global minimum. The second method
uses a one dimensional optimization algorithm [22] to determine the optimal control. This
has the advantage of being less computationally expensive. The drawback, however, is
that one dimensional optimization methods are not guaranteed to converge to the global
minimum. We will carry out numerical tests using both methods.

Our discretization of the HJB PDE is very similar to that of in the
Mean Variance problem. By following similar steps in Chapter [3] and [, we can show
that our discretization of is monotone, consistent and stable. Assuming a strong
comparison principle for (6.2.2)), numerical solutions converge to the viscosity solution by
the result in [16].

6.5 Arithmetic Brownian Motion Model

In the context of optimal trade execution, the trading horizon T is typically short (e.g. one
day). Therefore, it is typical in the literature, see e.g. [9, [60], to approximate Geometric
Brownian Motion (GBM) by Arithmetic Brownian Motion (ABM). In this section we use
the ABM model in the Mean Quadratic Variation framework to compare with the analytic
result in the seminal work [9]. We did not use the ABM model in the Mean Variance
framework because there is no corresponding analytic result in that framework.

6.5.1 Trade Execution Model

Recall that the basic GBM model was introduced in Section 2.1.1l This section describes
our ABM optimal execution model based on modifications to the GBM model.

The asset price dynamics ([2.1.4)) is modified to the ABM process
dS(t) = (n+g(v))S(0) dt +cS(0) dW(2) . (6.5.1)
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In addition, we assume that temporary price impact is asset-price-independent, i.e.
Sezec(v,t) = S(t) + S(0)h(v), (6.5.2)
where
h(v) = ks sgn(v) + K, (6.5.3)

to be in accordance with [9]. Note that Se.e.(v,t) may be negative for v — —oo, i.e.

(6.5.3) is valid only for small trading rates.

Temporary impact in the ABM model (6.5.2)) - (6.5.3) is related to that in the GBM

model (2.1.5) - (2.1.6) as follows. Assuming 8 = 1, k|v| < 1 and kks < 1, temporary
impact of the form ([2.1.6) is approximately

f(v) = 14 kgsgn(v) + Kw
by Taylor’s expansion. By (2.1.5), the price impact (in dollar terms) is
Sezec(V, 1) =S(t) = f(v)S(t)—S(t) = S(t)[kssgn(v)+ k] = S(0)[ks sgn(v) + k] (6.5.4)
for S(t) ~ S(0). Note that now agrees with - (6.5.3).

The permanent price impact function in the ABM model takes the same form (2.1.7))
as that in the GBM model, i.e.

g(v) = K. (6.5.5)

We also assume r = 0 in the ABM model, since trades are usually executed within
one day.

6.5.2 HJB PDE Formulation

We define the value functions V and U for the ABM model as for the GBM model. A
derivation similar to that in the GBM case gives the HJB PDE

Ve =nS(0)Vs +

0252(0)2%3 ~00%a?S(0)” + _max |o(Va —s) ~vh(0)S(0) +g(0)SO)V. .
(6.5.6)

where h(v) and g(v) were defined in (6.5.3) and (6.5.5)).
Note that the explicit s dependence in (6.5.6]) appears only in the term v(V, —s). Let

V(s,a,7) =V(s,a,7) — as. (6.5.7)
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Substituting (6.5.7) into (6.5.6]) gives

V.= nS0)(Vi+a)+ wvm — ¢pa*a”S(0)* + Jnax vV, — vh(v)S(0) + g(v)S(0) (Vi + a) |.
o (6.5.8)
From and , the initial condition for V is
V(s,a,7=0) = UEIPOO a(s+ S(0)h(v)). (6.5.9)
Therefore, from we obtain
Vis,a,7=0) = UEIPOOQ(S + S(0)h(v)) —as = UEIPOO aS(0)h(v).  (6.5.10)

Now, note that (6.5.8)) has no explicit s dependence, and that the initial condition
6.5.10) has no s dependence. It therefore follows that (6.5.8) with initial condition
6.5.10) can be satisfied by a function

Via,7)=V(s,a,7), (6.5.11)
where V (o, 7) satisfies the PDE

V, =nS(0)a — ¢o*a®S(0)* + max |vV, — vh(v)S(0) + g(v)S(0)a|, (6.5.12)

ve [Umin,O]

with initial condition

V(e,7=0) = lim «aS(0)h(v). (6.5.13)

V—>—00

6.5.3 Analytic Results

Proposition 6.4. Assuming Arithmetic Brownian Motion , asset-price-independent
temporary price impact , zero interest rate, and initial condition , an optimal

control for equation 18 static, even when optimization is over the class of dynamic
strategies.

Proof. An optimal control for equation (6.5.6)) is also an optimal control for equation
(6.5.12)), which is independent of s, i.e. v*(:) : (o, 7) = v*, hence an optimal control for
problem (6.5.6)) is also independent of s, i.e. static. O

In general, the PDE (6.5.12)) has no known analytical solution. This section gives

a special case analytical solution under the additional assumptions of zero drift, uncon-
strained control and linear price impact functions. More formally, we make the following
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set of common assumptiond’] which gives the result in Proposition [6.6}

Assumption 6.5.

dS(t) = g(v)S(0)dt +cS(0)dW(t),

r = 0,
h(v) = Kssgn(v) + K,
g('U) = ’%pva

v € (—00,00)

Proposition 6.6. Under Assumption[6.5, an optimal control for is 1dentical with
the (continuous equivalent of the) static strategy in [9, 5], i.e.

. _ aKcosh (KT)
v (e, T) = “smh (K1) (6.5.14)
where K = /¢ 025(0) /K.
In addition, the value function V(a, T) is
V=FE+¢F, (6.5.15)
where
"o S0)a (2ksf1(1)? + akpfi(T)? + ado?S(0) T+ a kK f1(7) f2(T))
—2f1(7)? ’
b 0500 (—fs(1)*A(7) = fi(r) +27 K fa(7))
4K f1(7)* f3(T) ’ (6.5.16)
fi(7) = sinh(K'7) ,
fo(T) = cosh(KT) ,
f3(1) = exp(KT) .

Note that if ks = 0, then both E and F, and hence V are proportional to a?.

Proof. Under Assumption the PDE (6.5.12)) has the form

V, = —¢0*a?S(0)* + max [UVCY — (ksvsgn(v) 4 £0°) S(0) + kS (0)a|.  (6.5.17)

vE(—00,00)

Using an initial condition that is consistent with (6.5.13)) for V (o, 7) gives

V(a,0) = {0 « =0 (6.5.18)

—o00 otherwise

5Note that the assumption of unconstrained control may not be desirable as it allows buying shares
during stock liquidation.
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by using the definitions (6.5.7) and (6.5.11)). It can be verified by straightforward cal-
culations that the value function (6.5.15) and the control (6.5.14) solves the HJB PDE

(6.5.17)) with initial condition (6.5.18)). m

In general, we would like to restrict v from taking all real values. For example, in the
case of selling, a natural constraint is v € [Vin, 0], as in this thesis. This constraint may
take effect if  # 0, in which case the analytical solution will no longer be valid.

6.6 Computing Results of Practical Interest

In this section we briefly discuss using the PDE method and the Hybrid (PDE-Monte
Carlo) method to compute results of practical interest about Mean Quadratic Variation-
optimal strategies. The PDE method and the Hybrid method are introduced in Section
3.6) in the context of Mean Variance optimization.

The PDE method can be used to obtain the mean quadratic variation efficient frontier
by straightforward evaluations of value functions. The PDE method requires solving the
linear PDE in addition to solving the nonlinear HJB PDE . For each value
of risk aversion level ¢, the corresponding point on the frontier is given by the formula

EXPTUB(T)]) = Uls,a,7 =T 9)

()
t= T / / U s Ly = T7 - V ) Ly = T7
B 0[/0 (A(t)ds(t)ﬂ - Yar=Ti0) 5 oo 2 180)

where the optimal control v*(-) found by solving V' is used in solving U.

In the Hybrid method, the optimal control v*(-) is first obtained by solving the HJB
PDE . Monte Carlo simulations are then carried out to estimate quantities of
interest, using the optimal control v*(:) (see Appendix [E| for details). An advantage of
the Hybrid method is that we can estimate interest statistics that are difficult to obtain
directly from the value functions.

To plot expected value against risk in the same unit, we define QV Risk as the square
root of (expected) quadratic variation, i.e.

QV Risk = \/ Ejf(yf“[ /0 ' (A(t’)dS(t’))z},

which has the same unit (dollar) as ES;CZ_’;:O[B (7).

6.7 Numerical Results

In this section we report numerical results for the Mean Quadratic Variation optimal
trade execution problem under the basic Geometric Brownian Motion model of Section

211
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Refinement Level | Timesteps | s nodes | a nodes | v nodes
0 800 67 41 30
1 1600 133 81 59
2 3200 265 161 107
3 6400 529 321 213

TABLE 6.2: Computational grid for Mean Quadratic Variation optimization. The
same grid is used for solving the PDEs and , and for the Hybrid method.

Refinement Level 1% U (Mean) | Quadratic Variation | QV Risk
0 98.4268 | 99.2824 0.8556 0.9250
1 98.4403 | 99.2876 0.8473 0.9205
2 98.4472 | 99.2902 0.8431 0.9182
3 98.4506 | 99.2916 0.8410 0.9170

TABLE 6.3: Convergence table for solving the PDEs and for the value

functions V' and U, respectively. The one-dimensional optimization method is used
in local optimization. Quadratic variation and QV Risk are calculated from the value
functions as discussed in Section[6.6. Results are reported for Case 1 at the risk aversion
level ¢ = 1. First order convergence rate is observed for this case (and other cases not
reported), as expected.

The computational cases we consider have the same parameters as those listed in Table
.2l In this section we will present results for only Case 1 in Table[5.2] Results for other
cases will be reported in Chapter [7] when we compare MV-optimal and MQV-optimal
strategies.

Table 6.2 shows the computational grid for solving the PDEs ((6.2.2) and (6.2.4)), and
for the Hybrid method (for interpolating optimal selling velocities v* during Monte Carlo
simulations).

We note that the v nodes are used only in the linear search method; they are not
needed in the one-dimensional optimization method (see the end of Section [6.4]). We will
use the one-dimensional optimization method since it is faster. It will be shown that the
two methods have similar accuracy.

Table [6.3| reports convergence information in solving the PDEs (/6.2.2) and (6.2.4]) for
Case 1 in Table 5.2l We note that first order convergence rate is observed.

Table [6.4] shows that s,,q, is sufficiently large so that the boundary conditions at
S = Smae introduce negligible errors.

The mean quadratic variation efficient frontier can be computed using either the PDE
method or the Hybrid method discussed in Section [6.6] Figure [6.1] plots the efficient
frontiers computed using the two methods for Case 1 in Table[5.2] We make the following
comments on Figure from a computational point of view.
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Refinement Level | $,,02 V U (Mean) | Quadratic Variation | QV Risk
1 5,000 | 98.4403 | 99.2876 0.8473 0.9205
1 10,000 | 98.4403 | 99.2876 0.8473 0.9205

TABLE 6.4: Convergence test to confirm Spmaz 18 sufficient large for the Mean Quadratic

Variation problem. Result for Smaz =

5,000 is the same as that reported in Table[0.3.

Result for smar = 10,000 shows that increasing Smaqxz makes negligible difference.
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PDE Method
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PDE Method
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[ |

Refinement Level 0

980

QV Risk

FIGURE 6.1: Efficient frontier of Mean Quadratic Variation optimal strategies for
Case 1. The frontiers labeled with PDE are obtained from the PDE walue functions.
The frontiers labeled with Hybrid are obtained from Monte Carlo simulations which use
the optimal controls determined by solving the H/IB PDE .

81




Normalized Velocity
N N o o o
® ® ® o N ~
[} £ n [e:] [e-] (]
T T T T T T

N

ol

©
T

Lo v Ny
96 98 100 102 104
Asset Price

FIGURE 6.2: An optimal mean quadratic variation strategy for Case 1 in Table
plotted at t = 0 and s = s;p; = 100. This strategy has mean 99.29, QV Risk 0.93, and
corresponds to the risk aversion level ¢ = 1. A normalized velocity of —1.0 corresponds
to the constant liquidation rate —covupni/T. Refinement level 1 is used to compute the
results.

e Numerical convergence has essentially been reached at Refinement Level 1. There
is little change between the frontiers at Level 0 and those at Level 1, especially for
the Hybrid method.

e The comments we made in Section on Figure[5.I]for the Mean Variance problem
are all applicable here.

Figure plots the MQV-optimal strategies in Case 1 for the risk aversion level ¢ = 1.
We note that the strategy sells slightly faster as the stock price increases (becomes more
favorable for selling). MQV-optimal strategies for the other cases (and other risk aversion
levels) have similar properties.

Figure shows that the one-dimensional method has similar accuracy as the linear
search method.

6.8 Summary

The main results in this chapter are the followings.

e The classic strategies in [9] are MQV-optimal, in contrary to the common belief that
they are MV-optimal.

e MQV-optimal strategies sell slightly faster as the stock price increases.
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FIGURE 6.3: The efficient frontier computed using the one-dimensional method is
essentially the same as that computed using the linear search method.

83



Chapter 7

Comparing Mean Variance and
Mean Quadratic Variation

In this chapter we compare Mean Variance (MV) optimal strategies with Mean Quadratic
Variation (MQV) optimal strategies. We demonstrate that MV-optimal strategies are
quite different from MQV-optimal strategies in many aspects. These differences are in
stark contrast to the common belief that MQV-optimal strategies are similar to, or even
the same as, MV-optimal strategies. This is important in the practice of trade execution
since performance is measured in terms of MV-optimality (see Section , whereas the
classic strategy in [9], which is the industry standard [44] 42| 40], is actually MQV-optimal

(see Section [6.5).

7.1 MQYV as an Approximation to MV

So far we have considered Mean Variance optimization and Mean Quadratic Variation
optimization as two separate approaches and on equal footing. In this section we will see
that the two approaches are closely related, and that it is natural to consider the MQV
approach as an approximation to the MV approach.

The key connection between MV and MQV is that variance is the same as expected
quadratic variation for static (asset price independent) strategies, i.e.

T
Vari e [B0)] = B8] [ s 711)

under some additional mild assumptions; see Appendix [D] for details.

From a practical point of view, there is no reason to restrict admissible strategies to
static strategies. For dynamic strategies, variance is (of course) not the same as expected
quadratic variation. However, in view of the equality in the above special case, it
is natural to consider using expected quadratic variation as an approximation to variance,
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Vary ! [B(T)] ~ By { /O ' (A(t’)dS(t’)f] : (7.1.2)

The approximation is mathematically convenient, since we have seen that the MQV
problem is easier to solve than the MV problem. In particular, the dynamic programming
principle can be directly applied to the MQV problem but not to the MV problem (see
Section . Nevertheless, the approximation can be quite poor for practical
parametric cases; see the numerical results in this chapter.

7.2 Optimality of the Classic Strategy

This section explains in what sense the classic strategy (6.5.14]) in [9] is optimal or not
optimal. Before we explain the subtleties, let us first summarize the key points. For ease
of exposition, we denote by S the classic strategy (6.5.14) in [9].

1. MV-optimal strategies are dynamic (s-dependent) under (a) the GBM model; and
(b) the ABM model.

2. S is static (s-independent).

3. By the above, S is not MV-optimal. We remark that S is used as the industry
standard, however, even though performance is measured in terms of MV-optimality.

4. No other static strategy has better MV-performance than S (in the sense of Defini-

tion .

5. S is MQV-optimal under the ABM model. No other strategy, including dynamic
strategies, has better MQV-performance better than S (in the sense of Definition

52).

6. MQV-optimal strategies are dynamic under the GBM model. Thus S is not MQV-
optimal under the GBM model.

In fact we have shown points 1(a), 2, 3, 5 and 6 in previous chapters. Point 1(a)
is illustrated in the numerical results in Chapter Point 2 is clear from the formula
(6.5.14]). Point 5 is proved in Section . Point 6 is illustrated in the numerical results
in Chapter [6] Point 1(b) is the result in [12] [50].

Point 4 is in fact the main result in [9], which optimizes MV-performance over the class
of static strategies. Interestingly, through the equality , the paper [9] is actually
adopting the MQV objective function! However, we emphasize that the paper [9] does
not show that the strategy S is MQV-optimal over the class of dynamic strategies; we
prove the MQV-optimality of S as a consequence of the result in Section [6.5]
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Remark 7.1 (Static as a restriction or as a property). It should be clear at this point that
it is important to distinguish between whether the use of the concepts static or dynamic
refer to the class of admissible strategies, or to a property of an optimal strategy. In
particular, even if optimization is over the class of dynamic strategies, an optimal control
may turn out to be static. As explained above, the classic strategy in [9] is a case in point.
Another example can be found in [60)].

7.3 Numerical Results

In this section we compare MV-optimal strategies and MQV-optimal strategies.

We consider all five computational cases listed in Table[5.2] In computing MV-optimal
strategies and MQV-optimal strategies, we use the computational grids specified in Table

and Table respectively.

We will compare MV-optimal strategies and MQV-optimal strategies using 800 and
1600 timestepsﬂ We have previously shown that the numerical solutions have essentially
converged at 1600 timesteps for both MV and MQV.

We will compare the two strategies using the Hybrid (PDE-Monte Carlo) method.
Monte Carlo simulations allow us to estimate the QV Risk of MV-optimal strategies and
standard deviation of MQV-optimal strategies; these estimates cannot be obtained di-
rectly from the value functions. Note also that the frontiers computed by the Hybrid
method converge faster to the limit solution than those computed by the PDE method,
as shown earlier in Chapter [5] and Chapter [6]

7.3.1 Comparing the Two Risk Measures

The left subplots in Figures [7.1] to [7.5] compare MV-optimal and MQV-optimal strategies
using standard deviation as the risk measure. The right subplots in Figures to
compare MV-optimal and MQV-optimal strategies using QV Risk as the risk measure.

Several conclusions can be drawn from the comparisons.

e As one would expect, in using standard deviation as the risk measure, MV-optimal
strategies dominate MQV-optimal strategies.

e Conversely, in using QV Risk as the risk measure, MQV-optimal strategies dominate
MV-optimal strategies.

e [t appears that the MV-optimal strategies perform reasonably well using either
risk measure. The difference between the MV-optimal strategies and MQV-optimal
strategies is most pronounced at lower risk levels.

!These correspond to Refinement Level 2 and 3 in Table for MV, and to Refinement Level 0 and
1 in Table
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FIGURE 7.1: Comparison between MV-optimal strategies and MQV-optimal strategies
for the case 0=1.0, k; =2 x 1075,
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FIGURE 7.2: Comparison between MV-optimal strategies and MQV-optimal strategies
for the case 0=0.2, ry = 2.4 x 1075,
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Market practitioners may consider expected implementation shortfall (the relative dif-
ference between expected value and initial stock price) of 10 basis points to be significant.
To achieve small implementation shortfall, liquidation must be done slowly to reduce
trading impact, at the expense of increasing timing risk. Striking a good balance is im-
portant here, as it might not be wise to aim at an expected shortfall of 10 bps if the risk
(as measured by either standard deviation or QV Risk) is several times larger. Our plots
show that risk can be several times of a 10 bps expected shortfall in the parametric cases
(a) 0 = 1.0, 16.7% daily volume; (b) o = 0.2, 20% daily volume; and (c¢) o = 0.2, 5%
daily volume.

The analysis above suggests that one way to choose a risk aversion level on an efficient
frontier is to choose a ratio between the implementation shortfall and risk. Alternatively,
a common practice among market practitioners is to pick the “corner of the frontier”.
Our plots show that picking the corner can result in expected implementation shortfall
much larger than 10 bps.

7.3.2 Comparison of Strategies for Similar Expected Values

In this section we compare MV-optimal strategies with MQV-optimal strategies that give
similar expected values. In particular, we focus on the parametric case o = 1, k; = 2x 1076
since the differences are more apparent when volatility and pricing impacts are larger.

Figures to correspond to comparisons across four horizontal lines in Figure
7.1, with four different expected values chosen to represent the more interesting part of
the frontiers. For example, in Figure both strategies give an expected value of around
99.29. For the MV-optimal strategy, this corresponds to v = 199.82; for the MQV-optimal
strategy, this corresponds to ¢ = 1.
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7.3.2.1 Common Observations for Each Level of Expected Value

In each of Figures[7.6]to[7.9] the subplots labeled (a) and (b) compare the optimal trading
velocities at ¢ = 0, where we normalized the trading velocities so that a normalized
velocity of —1.0 corresponds to the constant liquidation rate —ayy;,/T. It is clear that
while both strategies sell faster as price becomes more favorabld?, the sensitivity in the
MV-optimal strategy is much more non-linear. More specifically, around the initial asset
price S = 100, the optimal control for the MV-optimal is a curve with rapidly changing
slope whereas that for the MQV-optimal strategy is more or less a straight line.

In each of Figures to [7.9) the subplots labeled (c) and (d) compare the mean
(E[A(t)]) and standard deviation (Std[A(t)]), respectively, of the liquidation profiles A(t)
of the MV-optimal strategies and the MQV-optimal strategies over the trading horizon. It
is interesting to note that while the mean profiles are very similar, the standard deviation
profile of the MV-optimal strategy is much larger than that of the MQV-optimal strategy.
This reflects the fact that the MV-optimal strategy is much more sensitive to change in
asset price during the liquidation, which is also suggested by the strategy subplots. We
also note that the mean profiles are convex, i.e. the mean liquidation rate is always
decreasing over time, as expected.

7.3.2.2 Differences among Different Levels of Expected Values

As we move from Figure to[7.9] the expected value is increasing, and so as the standard
deviation and QV Risk. By comparing subplots (a) and (b), we see that the optimal
selling rates become slower as expected value increases. Recall that the mean profiles are
convex, so that the mean liquidation rate is always decreasing over time. By comparing
subplots (c), we observe that the convexities of the mean liquidation profiles diminish as
expected value increases, and the mean liquidation profiles approach a straight line. By
comparing subplots (d), we observe that the mean-variance strategy becomes less variable
as expected value increases.

7.4 Summary

The main result in this chapter is the following.

e MQV-optimal strategies are poor approximations to MV-optimal strategies in many
aspects. In particular, for the same variance, an MQV-optimal strategy can have
significantly smaller expected revenue compared to an MV-optimal strategy.

2For the buying case, mean-variance optimal strategies would buy faster as price becomes more favor-
able (drops). For both selling and buying, mean-variance optimal strategies trade faster as price becomes
more favorable; this property is called aggressive in the money [45]. Mean variance-optimal strategies
are aggressive in the money because this introduces an anti-correlation between trading revenue and
trading impacts [51]. Mean-quadratic-variation optimal strategies are different: for the buying case,
mean-quadratic-variation optimal strategies would buy faster as price increases (unfavorable), to reduce
quadratic variation of the remaining position; we have verified this numerically.
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Mean of alpha

FIGURE 7.6: Comparison between MV-optimal strategy and MQV-optimal strategy for
the case 0=1.0, k; = 2 x 1076, The MV-optimal strategy plotted has mean 99.29, stan-
dard deviation 0.68, QV Risk 0.93, and corresponds to v=199.82. The MQV-optimal
strategy plotted has mean 99.29, standard deviation 0.82, QV Risk 0.84, and corresponds
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FIGURE 7.7: Comparison between MV-optimal strategy and MQV-optimal strategy for
the case 0=1.0, k; = 2 x 1076, The MV-optimal strategy plotted has mean 99.50, stan-
dard deviation 0.90, QV Risk 1.05, and corresponds to v=201.30. The MQV-optimal
strategy plotted has mean 99.50, standard deviation 0.98, QV Risk 1.00, and corresponds
to ¢=0.5. 1600 time steps are used to compute the results.
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Chapter 8

Conclusions and Future Work

From the computational point of view, we developed efficient methods to solve for opti-
mal trade execution strategies based on discretization of nonlinear HJB PDEs. We took
particular care in rigorously proving that the numerically computed efficient frontier is
indeed the complete Pareto-efficient frontier by (i) extending the result in [47] on the em-
bedding technique to non-convex mean variance optimization problem, and in particular
proving a simple post-processing algorithm guarantees Pareto-optimality of the computed
frontier; and (ii) extending the result in [16] to prove convergence of numerical solutions
to viscosity solution of a system of nonlinear HJB PDEs.

From the optimal trade execution point of view, we illustrated in detail many in-
teresting properties of Mean Variance-optimal strategies (which align with performance
measurement) and their unexpected differences from Mean Quadratic Variation-optimal
strategies. These differences should interest practitioners since MQV-optimal strategies
are used widely in practice to approximate MV-optimal strategies, but with little under-
standing of such differences.

8.1 Future Work

We suggest the following directions for future work.

e Stochastic trading impact was restricted to switching between two temporary price
impact factors in the thesis. It would be interesting to adopt a more realistic model
of stochastic trading impact based on high frequency analysis of trading data.

e The effect of temporary trading impact is assumed to be instantaneous in the cur-
rent work. Empirical analysis of limit order books suggest that trading impact is
transient, i.e. the impact decays over time.

e [t would be interesting to consider the simultaneous liquidation of multiple assets
that have correlated price movements.
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Appendix A

Deriving the System of HJB PDEs
for the Mean Variance Problem

In this section, we derive the system of HJB PDEs ({3.2.7)) from a dynamic programming
principle.

By a slight abuse of notation, let us denote by V'

o . s,b,00,l,t 2
V= V(s b.0,0,) = inf B [B(T) } (A.0.1)

Note also that the original definition (3.2.3)) uses the backward time 7 as the last variable.

For notational simplicity, we define X (t) = (S(t), B(t), A(t), L(t)) and = = (s, b, @, 1).
We also use X (t) = x to denote (S(t) = s,B(t) = b, A(t) = «, L(t) = 1). We also write
xr+ Ax = X(t + At). Using these notations, we can rewrite (A.0.1)) as

V= inf 17 [B(Tﬂ |

By using the law of iterated expectation, i.e.

x,t 4+ Az, t+ At ot
B [Evc) H] = By H

we have
V(s b.0.11) = inf B 'B(T)ﬂ

-z e ]|

~

= inf B!
o) 0

V(s + As, b+ Ab,a+ Do, Lt + At), t+ At)], (A.0.2)

where the last equality follows by the optimality of the control.
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Let AV =V (s+As, b+ Ab,a+ Aa, L(t+ At), t+At)—V (s, b, a, 1, t), we can rewrite

(D) as

0= inf 3 [AV] (A.0.3)

By Ito’s Lemma,

x,t
B [Av}
] M
~E%, [VtAt Vil 4 SV (L8) + Vildb+ VDo + Y )\’mAt<V((’ms, 6,a,m,t) — V(s b,a,l, t))}
Al
(A.0.4)
From (2.1.12), (2.1.14) and (3.2.2))
Ef(t) [As] = (0" + ¢/ Z A = 1))s At
m;él
Ey(Ds)?) = (a's)? At
Ej(t) [AB] = —e" T Dy fl(v)sAt
Ef(.t) [Aa] = vt (A.0.5)
Substituting (A into , we have
Eg |Av]
lm Im (Ul3)2 r(T—t),, gl
=At{ Vi + (' + ¢ (v ZA —D)sVit Ve + =0 f )V + ol
m;él
M
+ Z)\ ( V(¢™s, b,a,m,t) — V(s, 6,oz,l,t)>> (A.0.6)
m=1
m#l

By substituting (A.0.6]) into (A.0.3), dividing by At, and then changing back to the
backward time variable 7, we will have derived the system of nonlinear HJB PDEs ((3.2.7]).
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Appendix B

Deriving the HJB PDE for the Mean
Quadratic Variation Problem

In this appendix, we derive the HIB PDE ((6.2.2) from a dynamic programming principle.
For the asset-price dynamics (2.1.4]) in our trade execution model,

T T
/ (A(t) dS(t'))? = / a2 A(t)?S()? dt’ . (B.0.1)
¢ ¢
Using the definitions (6.1.4)), (6.2.1]) and (6.1.3)), as well as (B.0.1)) we have
V(s,a,t;0)
= sup Ez(o;t

w5y B o [ () asie)]

= sup Ej(ost [

[ (0= Sl ) = 6P ACPSWR) '+t AT S0 T)
v(-)

t V——00

(B.0.2)
Using the law of iterated expectation on (B.0.2)), i.e.

s,a,t s+As,a+Aa,t+At _ s,ont
Ev(.) [EU(.) H] - EU(.) []7
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we have

~

V(s,a,t; o)

s,at

= sup Ev(.)

t+At
/ <er(T—t’)( _ USezec(U, t/)) . 9250214(25,)25(15,)2) dt
v(-) t

T
+ Bt Aattar / (eT(T_t/)( — 0Seqec(v, 1)) — ¢02A(t')25(t')2> dt'
t+At

(B.0.3)

) V——00

+ E5+A570+Ao"t+At|: lim A(T_)Sexec(vaT_)]

Noting that for an optimal control v*(-),

Es+As,a+Aa,t+At
v* ()

V—>—00

T
[ (T 08 al0nt)) = 60 ACPS W) d + tin AT Sl T7)
t+At

:V(s + As,a+ Aa,t + At; ¢). (B.0.4)

From equations (B.0.3(B.0.4)) and the form of the price impact ([2.1.5)),

A

V(s,a,t;0)

=sup Ej(ost [eT(T_t)(—vf(v)s)At — po2a?SPAt+V (s + As, a + Aa, t + At; ¢) | + O((At)*/?).
()

(B.0.5)

Define

~

AV =V(s+ As,a+ Aa,t + At;¢) — Vs, a, t; ).
Rearranging equation ([B.0.5)) gives

0 = sup Ej(a)t [er(Tt)(—vf(v)s)At — po’a’s* At + AV} +0((At)¥?) . (B.0.6)
v(-)

Using Ito’s Lemma, and equations (2.1.2)) and ({2.1.4)), we obtain

S0 J ’ Y o%s® ’
EXSAV] = At {v; + (n+ 9(0)sVa + ——Ves + vVa} +O((AD*2) . (B.O.7)

Let V = V(s,a,7 = T —t;¢) = V(s,a,t;¢). Substituting equation (B.0.7) into
equation (B.0.6), dividing by At, and letting At — 0, then we obtain the HJB PDE

2.2
V. =nsV, + %Vss — ¢o?a’s® + sup {e”(—vf(v))s + g(v)sV, + vVa} :
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Appendix C

Proof of No Round-trip Price
Manipulation

Since temporary impact always leads to trading losses, there is no restriction on the func-
tional form of the temporary impact [38, [13]. In contrast, the form of the permanent price
impact must be restricted to ensure non-positive expected gain from round-trip trades, as
noted by [38]. In this appendix, we show that a linear permanent price impact function of
the form is consistent with the no round-trip price manipulation condition of [3§],
which basically states that the expected gain from a round trip trading strategy should
be non-positive.

Note that while previous work considered only Arithmetic Brownian Motion, we handle
both Geometric Brownian Motion (GBM) and Arithmetic Brownian Motion here.

In the following, we assume that there is no temporary price impact, since this is
irrelevant in terms of no round-trip price manipulation.

We assume that the deterministic drift rate 7 is zero, so that the the asset price

dynamics is
dS(t) = kyu(X(t),t)S(t)dt + oS (t)dW(t) | (C.0.1)

which has the solution
S(T) = S(0) exp {ﬁp /0 (0.1 dt} exp [JW(T) - ﬂr/z] | (C.02)
Noting that
/OTU(X(t), 0 dt = /OT %it)dt - /OT dA(t) = A(T) — A(0),
equation becomes
S(T) = S(0)exp [HP(A(T) — A(O))] exp [O’W(T) — 0—2T/2} ,
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and consequently

E[S(T)] = S(0) . (C.0.3)

dR(t) = —v(X(t),£)S(t) dt. (C.0.4)

Rearranging equation ((C.0.1]), we obtain

o(x ), 05w dt = B 50 iy (C.0.5)

Kp Kp

Substituting equation ((C.0.5)) into (C.0.4) gives

R(T) = —/OT{dS(t) _ a5 dW(t)] __S@=50) i/OT S(t) dW(t) .

Kp Kp

Noting that

B[ s aw) =0,

then, for a round trip trade (from equation ((C.0.3)))

Consequently, the expected revenue for any round trip trade for a permanent price impact
of the form (2.1.7)) is zero, hence this precludes round-trip price manipulation.

Note that equation (C.0.3) also holds in the ABM case, and the rest of the proof is
similar.
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Appendix D

Equivalence between Variance and
Expected Quadratic Variation

In this appendix, we give conditions under which the approximation

Var, [B(T)] ~ By { /0 : (A(t)dS(t))Q} . (D.0.1)

becomes an equality.

We specializd!] our trade execution model of Section as follows

dA(t) = (D.0.2)
dS(t) = ( () t) dW(t), (D.0.3)
dB(t) = —vSesec(v, t)dt, (D.0.4)
Sexec(v,t) = S( ) + S(0)h(v) (D.0.5)

For generality, we will ﬁrstﬂ consider dynamic strategies v(-), i.e.
v(-) 2 (S(t), A(t), 1) = v =v(S(t), A(t), ).

We also assume A(T~) = A(T) = 0, i.e. all shares are liquidated before 7.

From the above model we have that
dB(t) = —vS(t)dt — S(0)vh(v)dt = —=S(t)dA(t) — S(0)vh(v)dt,

Using the integration by part formula for stochastic integrals on the product A(t)S(t), we

1We assume zero drift in (D.0.3)), zero interest rate in (D.0.4)) and asset-price independent price impact
(6.5.2) in (D.0.4). Note also that (D.0.3]) encompasses both our GBM model and ABM model as special
cases.

2We will later impose the assumption of static v(-) for proving equality in lj
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have
=S(t)dA(t) = —d(S(t)A(t)) + A(t)dS(¢)
since dA(t)dS(t) = o(dt). Consequently,
dB(t) = —d(S(t)A(t)) + A(t)dS(t) — S(0)vh(v)dt. (D.0.6)

Integrating from 0 to 7', and noting A(T~) = A(T) = 0, gives
T T
B(T) = S(0)A(0) + / A(#)dS(t) — / S(0)oh(v)dt (D.0.7)
0 0

Note that the last term Bippaet = [y S(0)vh(v)dt = [ S(0)u(S(t), A(t), )h(v(S(t), A(t), t))dt
corresponds to the cost from nonzero trading impact and is stochastic in general. Now
we restrict v(+) to be static.

Assumption D.1. The control v(-) is of the form
U() : (A(t)at) = U= U(A(t)at>7

i.e. a static strategy that is independent of S().

With Assumption [D.1] the term Bjypeet = fOT S(0)v(A(t), t)h(v(A(t),t))dt becomes
deterministic. As a result, equation (D.0.7]) implies

. [B(T)] o [ /OT A(t)ds(t)] _ E[( /OT A(t)ds(t)ﬂ - E[( /0 ' A(t)a(S(t),t)dW(t))Q]

since the Ito integral has zero expectation. Now we have

EK/OTA(t)J(S(t),t) dW(t))j = E[/OT(A(t)a(S(t),t))Zdt] :EK/OTA(t)dS(t)>2],

where the first equality is a result of the Ito isometry.

In conclusion, we have shown that under the model (D.0.2|- ,

Var, ) suatic {B(T)] = Ey(.) static { /O ' (A(t)dS(t))Q} .
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Appendix E

Details of Monte Carlo Simulations

In this appendix, we provide some details about how to perform Monte Carlo simulations
in the Hybrid (PDE-Monte Carlo) method of Section [3.6] For ease of exposition, we will
explain in the context of Mean Variance optimization using the basic Geometric Brownian
Motion model, i.e no regime switching.

Numerically solving the HIB PDE gives us the optimal strategy on the discrete
computational mesh, i.e. UMv(S,',ﬁj,Oék,tn)EI. By using vav (s, b5, o, ) as input for
Monte Carlo simulations, we can obtain information about the tradmg strategy that is not
readily available from the value functions. For example, we can estimate the probability
distribution of B(T'), and the mean and the standard deviation of the liquidation profile
(plot of A(t) against ¢). In particular, Monte Carlo simulations enable us to measure
the MQV-performance of MV-optimal strategies, and conversely, the MV-performance of
MQV-optimal strategies; see Chapter [7] for examples.

The Monte Carlo simulations also provide a verification of the solution from the PDE
method (Section [3.6)), in the sense that given an optimal control, we can obtain indepen-
dent estimates of mean and variance.

E.1 Change of Variable

Suppose that the optimal strategy vasv (si, b;, o, t,) is obtained from solving the HJB
PDE (3.2.7). For a fixed value of v, each Monte Carlo simulation starts with the initial
values S(0), B(0), A(0) at time ¢t = 0 and is updated at the discrete times ¢,. In the
following we give a full specification of the simulation procedure by detailing the simulation
from time point ¢, to the immediate next time point t,.,,.

At toq, the state is (Soa, Bods Aoia). To look up the optimal trading velocity, we
first need to change the variable from B to B. For the fixed value of v, we have
Byg = 't B, — ~/2 from equation (3.2.2). Now the optimal trading velocity
V(Sotds Boid, Aolds toid) needs to be interpolated from the discrete vasy (s, 6;, o, tn)-

INote the use of forward time notation.
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E.2 Interpolation

Our numerical study (see Section shows that it is more accurate to linearly inter-
polate vy (4, bj, g, t,) along a constant line of wealth {as + 6 = constant} than along
the coordinate axes. Therefore, we interpolate vy (s;, 6, o, t,,) as in Figure B.1(b) with
L given by the constant line of wealth {aus+ 6 = constant}. Note that the form of the line
L as defined by equation ([3.7.7) is not applicable in the current context because there is
no candidate control v.

E.3 Updating State Variables

Let At = t,00, — toq, we update the state variable as follows:

Aopt = Avia + v(Soid, Botas Aoids tora) A,
Anew — maX(Aopt7 0)7
Vopt = (Anew - Aold)/Atv

1
Snew = Soa €xp{(n+ g(vopt) — 502)At + o/ AtN(0,1)},
Bnew - Bold - er(T_tOId)voptf(vopt)SoldAt7
Qvnew = Q‘/old + (Aold(Snew - Sold)>27

where N'(0, 1) is a standard normal variate and QV},.,, is an approximation of f(f e (A dS(t)2.
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Appendix F

Example Computation for the
Temporary Price Impact Factor

In this appendix we discuss how to relate an execution program’s participation (in terms
of percentage of daily volume) and the temporary price impact factor ; in our model.
We describe a simplified, yet realistic, scenario in which using a temporary price impact
factor k; = 1.2 x 1077 in our model corresponds to liquidating 1% of the daily volume of
a stock.

Suppose that the initial stock price s;,;; = 100 dollars, buy rate = 1,000 shares/min,
corresponding temporary price impact = 3 dollars/min, daily trading time = 420 minutes,
and daily volume = 42,000,000 shares. For such a scenario, our trading corresponds to
1% of the daily volume, and the daily market turnover for the stock is 4.2 billion dollars,
corresponding to that typical of a large-cap stock.

Assuming a constant trading rate over one day (7' = 1/250), then the total price
impact is 3 x 420 dollars. The impact ratio, i.e. ratio of total post-execution value to
total initial value of stock, is then given by

_ total post-execution value  total initial value — total price impact

total initial value a total initial value

42
1 3 x 420 —1-3x10°°
420 x 1000 x 100

Using our trading mode]E] (2.1.3), (2.1.5) and (2.1.6), the impact ratio is f(v) =

exp(kw) &= 1 + k. Therefore, the ratio R is approximately 1 + k.

Since piy = 1 in our model and 7" = 1/250, the constant trading rate is v = —250.
Substituting v = —250 into

l+xkv=1-3x%x10""

gives ry = 1.2 x 1077,

'We also set ks, = 0 and 3 = 1.
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Appendix G

Proof of uniform boundedness of

E1S(t)

Proposition G.1. In the regime switching model of Section E[S(t)] is uniformly
bounded over t € [0, T}, i.e. sup;ep 7 E[S(t)] is bounded by a constant Cs > 0.

Proof. Without loss of generality, we can change the drift rate in (2.1.14) to any constant
C, and replace ¢'™ by a single constant Cy = max;,, (™. Hence we consider

dS(t) = C1S(t) dt + o'S(t) dW(t) + Y (Co — 1)S(t) dL(t). (G.0.1)
o

The uniformly boundedness then follows from the first-moment exponential stability
result in [25]; to see this, we now write (G.0.1]) using the notation in [25] as follows:

d(t) = frw(x(t))dt + v (2(t)) dW(t), t# 1
t

$(t> :kar(t—)<$(t_))> :fk, ke {1,2,3,-"}, (GOQ)
where
x(t) = S(1),
r(t) € @ ={1,---, M} denotes the mode/regime at time t,
fq(x) = Cyx for all ¢ € Q,
o4(x) = o% for all ¢ € Q,
& = 1 is deterministic,
Jy(z) = Caz,
tr, denotes the regime switching time. (G.0.3)

Note that the conditions f,(0) = 0 and ¢,(0) = 0 in [25] are satisfied in our model.
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To apply Theorem 3.1 in [25], we pick V,(z) = z, aé = bé =1,p=1,¢=C, and
p(-) = Cy. For p = 1, condition (7) (in [25]) is clearly satisfied. Note that LV, (z) =
fq(x) = Cyx, thus condition (8) is satisfied by the choice of (. It is clear that condition
(9) is satisfied. Since V,(&§xJy(2)) = Vo (J,(2)) = Jy(x) = Cax, condition (10) is satisfied.
Since fi, \; and Ag are finite, condition (11) is satisfied for C negative enough, which we
can assume without loss of generality.

Applying Theorem 3.1 in [25] shows that there exists constants C' and « such that
El|lz(t)|] < Clz(0)]e™, (G.0.4)

which clearly implies E[x(t)] is uniformly bounded over t € [0, T.
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