Optimal market dealing under constraints *

Etienne Chevalier! ¥ M’hamed Gaigi § Vathana Ly Vath ¥ Mohamed Mnif |

June 25, 2015

Abstract

We consider a market dealer acting as a liquidity provider by continuously setting
bid and ask prices for an illiquid asset in a quote-driven market. The market dealer
may benefit from the bid-ask spread but has the obligation to permanently quote both
prices while satisfying some liquidity and inventory constraints. The objective is to
maximize the expected utility from terminal liquidation value over a finite horizon and
subject to the above constraints. We characterize the value function as the unique
viscosity solution to the associated HJB equation and further enrich our study with
numerical results. The contributions of our study, as compared to previous studies [2],
[12], [15], concern both the modelling aspects and the dynamic structure of the control
strategies. Important features and constraints characterizing market making problems
are no longer ignored. Indeed, along with the obligation to continuously quote bid and
ask prices, we do not allow the market maker to stop quoting them when the stock
inventory reaches its lower or higher bound. Furthermore, we no longer assume the
existence of a reference price.
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1 Introduction

We consider a financial market with a single dealer or monopolistic market maker acting
as a liquidity provider by continuously setting bid and ask prices for an illiquid asset.
In most studies on financial markets, it is assumed that investors are price-takers, i.e.
liquidity takers, in the sense that they trade any financial asset at the available prices with
a liquidity premium that must be paid for immediacy. It is clear from the structure of
financial markets that, in addition to the presence of price-takers, there must necessarily
exist market participants who are price-setters or liquidity providers. In limit order book
markets or order-driven markets such as the NYSE, traders can post prices and quantities at
which they are willing to buy or sell while waiting for a counterparty to engage in that trade.
In dealers’ markets or quote-driven markets, for instance the Nasdaq or LSE (London Stock
Exchange), registered market makers quote bids and offers and serve as the intermediary
between public traders. More precisely, registered market makers act as counterparties when
an investor wishes to buy or sell the securities.

In this paper, we consider an equity quote-driven market with a single risky equity
assets. In the trading of most equity assets in either Nasdaq or LSE, there are several
registered market makers in competition. However, in our study, in order to focus on the
modelling of the market making strategies, we consider there is only one “representative”
registered market maker in the dealing of the equity assets. The presence of several registered
market makers dealing in a competitive environment will be studied in future research. In
conformity with a dealer market as mentioned above, we assume that the market maker
has a contractual obligation to permanently quote bid and ask prices for this security and
therefore to satisfy any sell and buy market order from investors. Indeed, in order to obtain
the role of a market maker of an assigned security, a firm has to sign an agreement with the
stock exchange which contains many obligations that the firm has to satisfy. Continuously
quoting binding bid and ask prices inside of the maximum spread is one of those obligations.
The role of the market maker is very important in the trading of illiquid assets as she acts
as a facilitator of trades between different investors. The market maker may therefore
benefit from the bid-ask spread but faces a number of constraints, in particular the liquidity
and inventory constraints. Indeed, the obligation imposed upon the market maker to meet
investors orders may make the position of the market maker very risky. For instance, when
the market maker has to buy stocks successively due to investors’ sell market orders, her
stock holding position may become very large and positive, which is very risky in the event
of a downturn of the market.

The structural constraints imposed upon market makers in dealer markets are proved
to be a major challenge. In the study of market making/dealing problems, we may refer
to Avellaneda and Stoikov [2]|, Ho and Stoll [12]|, and Mildenstein and Schleef [15]. In [2]
and [12], the authors consider a market making problem as described above but within a
financial market in which the risky assets has a reference price or a fair price S; which is
assumed to follow an arithmetic brownian process. The market maker quotes her ask and
bid prices as respectively S; 4+ 0¢ and S; — 67, where (3¢, %) are both positive and represent
the strategy control of the market maker. The price processes, ie. bid, ask or mid prices,



are therefore mainly driven by the reference price process. In [15], the authors consider
the existence of a constant price at which they liquidate their inventory at terminal date.
Within a multi-period setting, they determine the optimal bid and ask prices that maximize
the discounted expected cash flow.

In our study, we do not assume the existence of a reference price. The prices are therefore
uniquely driven by the equilibrium between buy and sell market orders. An imbalance
between buy and sell market orders, for instance, in the case when the arrivals of sell
orders largely exceed those of the buy orders, is expected to move down the bid and ask
prices quoted by the market maker. Our assumption realistically takes into account the very
features of the financial markets. Indeed, the assumption of the existence of a reference price
and the possibility to liquidate the inventory at that price may be suitable only in some
specific cases. It is the case when the assets security, for instance, some trackers, futures or
shares of holding companies with quoted affiliates, have highly liquid underlyings.

In terms of mathematical modelling and resolution, the most difficult challenge to over-
come is to take into account the inventory constraints that the market maker is facing.
First, we consider, as [15], that the market maker has the obligation to respect the risk
constraint imposed upon her by her company’s risk department. We may refer to [9] which
investigates the impact of the inventory constraints on the market making problem studied
in [2]|. Indeed, the stock inventory of the market maker is assumed to have upper and lower
bounds which could be high enough to allow some trading flexibility to the market maker.
However, unlike in [9], once the inventory reaches the lower (upper) bound, we do not allow
the market maker to stop submitting limit ask (bid) order since allowing such move violates
the agreement that the market maker’s firm has agreed with the financial stock exchange to
continuously quote bid and ask prices. As such, in our model, the market maker complies
with both obligations to quote and to keep her stock inventory within the lower and upper
bounds. Should the market maker violate this inventory risk constraint, we may assume
that her role as the market maker is terminated by her firm and her inventory position may
be liquidated.

A second important difference with the problems studied in [2], [12] and [15], comes
from the assumption that the market maker may liquidate her stock inventory on terminal
date at the reference price or a constant price independent of the inventory. In other words,
the only inventory risk is due to either the randomness of the reference price [2], or to the
uncertainty reflected in a diffusion term of the inventory process itself, [12|. However, from
different studies on liquidation costs and price impacts, see for instance [6], [11], [14], and
[17], it is clear that the degree of ability to liquidate the stock inventory at the reference
price or the mid-price should not be ignored. In our paper, we assume that when the
market maker has to liquidate her stock inventory, she incurs a liquidity cost and the price
per share received (paid) are lower (higher) than the mid-price in the case of a long (short)
position. Our assumption on the form of liquidation function is mainly inspired by [11] and
[17]. Under this liquidation assumption, there is equally a trade-off between the gains she
could get from the bid-ask spread and the potential loss it will occur when she liquidates
her position.

Furthermore, as in [15], to take into account the microstructure of the financial markets,



we no longer consider continuous price processes. Bid and ask prices quoted by the market
maker are realistically assumed to be discrete prices, and more precisely correspond to
multiples of a tick value. However, unlike in [15], we do not assume that prices take values
in a finite set.

In terms of market orders arrivals, we assume that the arrival of buy (and sell) market
orders submitted by investors follow a Cox process with a regime-shifting Markov intensity.
This assumption is inspired from recent literature on liquidity problems, see for instance
[2] and [7]. One may expect the regime-shifting in intensity to strongly impact the trend
of the bid and ask price processes. As in |7], [2], [12] and [15], we assume that the market
maker has access to full information on the market and may in particular observe the whole
market orders arrivals process, including the Markov intensity process. However, we may
refer to Kyle [14] and Glosten and Milgrom [8], where the authors investigate market making
problems under the context of asymmetric information. In their studies, the presence of
bid-ask spread is purely due to the presence of an insider trader.

The objective of the market maker is to maximize the expected utility of the terminal
wealth. However, we consider that the market maker should avoid, as much as possible,
violating the inventory risk constraint imposed by her firm, since her firm may terminate
her own position as a market maker. We therefore introduce, in the objective function, a
penalty cost self-imposed by the market maker herself or her firm, in order to reduce the
inventory risk. It is worth noticing that this penalty cost, together with some other features
such as the presence of the liquidation costs, largely prevent the market maker from being
able to manipulate the stock price.

The contributions of our study, as compared to previous studies [2], [12], [15], concern
both the modelling aspects and the dynamic structure of the control strategies. Important
features and constraints characterizing market making problems are no longer ignored. In-
deed, along with the obligation to continuously quote bid and ask prices, we do not allow
the market maker to stop quoting them when the inventory stock reaches its lower or higher
bound. Furthermore, we no longer assume the existence of a reference price. We equally
stop assuming that the market maker may liquidate her stock inventory at the reference
price. Such an assumption is, in our view, in contradiction with the very essence of the
studies on market liquidity risk and impact. As a result, these above additional features
turn our market making problem into a non-standard control problem under constraints
with real modelling and mathematical challenges.

We provide rigorous mathematical characterization and analysis to our control problem
by proving that our value functions are the unique viscosity solutions to the associated
HJB system. It is always a technical challenge when applying viscosity techniques to non-
standard control problems under constraints. In the proof of our comparison theorem, a
major problem is to circumvent the difficulty arising from the discontinuity of our HJB
operator on some parts of the solvency region boundary. One way to tackle this difficulty
is to build specific test functions allowing us to prove the uniqueness by contradiction.

The rest of the paper is organized as follows. We define the model and formulate our
optimal market making problem in the following section. In Sections 3 and 4, we obtain
some analytical properties and prove the dynamic programming principle related to our



control problem. These results enable us to obtain the characterization of the solution of
the problem in terms of the unique viscosity solution to the associated HJB system. Finally,
in Section 5, we further enrich our study with numerical results.

2 Problem formulation

Let (€2, F, P) be a probability space equipped with a right continuous filtration F = (F;)o<t<r
where T is a finite horizon. We assume that Fy contains all the P-null sets of 7. We con-
sider a financial market operated as a single dealer market, in which there is a trading risky
assets. In this dealer market, there is a market maker who has the obligation to perma-
nently quote bid and ask prices and to act as a counterparty to investors’ market orders.
We equally assume that investors, considered as price-takers, may only submit either buy
or sell market orders.

2.1 Model settings

Trading orders. We denote by (62);>1 (resp. (6%);>1) the sequence of non-decreasing F-

stopping times corresponding to the arrivals of buy (resp. sell) market orders. From the
market maker’s point of view, both sequences of stopping times correspond to trading times,
i.e. the times when she has to act as a counterparty to investor’s market orders. We denote
by (& )i>1 the sequence of these trading times. When a buy (resp. sell) market order arrives
at time 6 (resp. 9;?), the market maker has to sell (resp. buy) an asset at the ask (resp.
bid) price denoted by P® (resp. P’). As in [9] and [12], we assume here that transactions
are of constant size, scaled to 1.

Market making strategies. We define a strategy control as being a F-predictable pro-

cess @ = () (o<t<T) = (€2, €2 m#, nP)o<t<T where the processes €%, €’ 7% n’ take values in
{Xmins s Xmaz }, With —xmin € N and ymae € N*.

We assume that when a sell market order arrives at time 9?, the market maker may either
keep the bid and ask prices constant or decrease one or both of them by at most Ymaz
ticks or increase one or both of them by at most X ticks. Notice the market maker may
decide to change the bid/ask prices but transaction prices are assumed to be based on the
one quoted before the prices changes. In here, a tick value is denoted by a strictly positive
constant 4. On the opposite side, when a buy market order arrives at time 6, the market
maker may either keep the bid and ask prices constant or increase one or both of them by
at most Xmae ticks or decrease one or both of them by at most X, ticks .

In order to illustrate our model, in the below Figure 1, we represent a path of the bid and
ask prices for a given control process « such that (egg, Eg?)lgigg = ((1,1); (0,0); (1,0)) and
(77(01;.‘7 Ugg)1§i§3 = ((1,0); (0,1); (1,1)).

Bid-Ask spread modelling.

We denote by P* = (P#)o<i<r (resp. P’ = (P?)o<i<r) the price quoted by the market
maker to buyers (resp. sellers). Notice that P* > P’
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Figure 1: Representation of bid and ask prices paths

The dynamics of P%? evolves according to the following equations

a,b
AP, = 0, & <t <&
a,b a,b a,b
Peb, - Pab* - 569@
Jj+1 j+1 j+1
Pt = PR e
k41 01 k41

where 7 is the number of transactions before time ¢, j the number of buy transactions before
time t for the market maker, k& the number of sell transactions before time ¢, and § represents
one tick.

We denote by P the mid-price and S the bid-ask spread of the stocks. The dynamics of the
process (P, S) is given by

dP, = 0, & <t <& (2.1)
P = By — 2(62}“ + g ) (2.2)
Pog,, = Fpo + g(n‘égﬂ + g ), (2.3)

asy = 0, & <t<&n (2.4)
Sor., = Sz, ~ 5(6;?+1 - eggﬂ) (2.5)
Sop,, = Spr +0(0G — ) (2.6)

Regime switching. We first consider the tick time clock associated to a Poisson process
(Rt)o<t<r with deterministic intensity A defined on [0,7], and representing the random
times where the intensity of the orders arrival jumps.

We define a discrete-time stationary Markov chain (f k)keN, valued in the finite state space
{1,...,m}, with probability transition matrix (p;;)1<i j<m, i.e. P[lps1 = jlIn = i] = pij s.t.



pii = 0, independent of R. We define the process

I =1Ig,, t>0 (2.7)
(1) is a continuous time Markov chain with intensity matrix I' = (vij)1<i,j<m, Where
Yij = Apij for i # j, and yii = — Y 7ij.
J#

We model the arrivals of buy and sell market orders by two Cox processes N® and N?. The
intensity rate of N and N} is given respectively by A(t, Iy, P;, S¢) and \°(t, Iy, P;, Sy) where
A% and A’ are continuous functions valued in R and defined on [0, 7] x {1, ...,m} x $N x 6N.

Remark 2.1 The dependency of intensity rate on the assets prices is inspired by [2] and is
used by many previous papers, see for instance [4] and [9], [10].

We assume that:

A= sup (max()\a, AP, )\)> < 400.
[0,T]x{1,....m}x INx SN

We now define 67 (resp. 02) as the k™ jump time of N® (resp. N?), which corresponds to
the k** buy (sell) market order.

We introduce the following stopping times p;(t) = inf{u > t,I, = j} and p(t) = inf{u >
t,R, > R} for 0 <t < T and the notation Z%%*% is the state process associated to the
control o such that (I, Z"*%) = (i, z).

Remark 2.2 Price process under naive strategy.

This remark is inspired by [1]. Consider the so-called naive strategy which consists in in-
creasing (resp. decreasing) both ask and bid prices by one tick when a buy (resp. sell) market
order arrives. In that case, the market maker follows the constant strategy (1,1,1,1), the
spread is constant and the mid-price has the following dynamics.

drp, = 0, & <t <&y,
P9?+1 - P9§11 —%
PQZ+1 == Pg;;l + 6

We can show that, under some assumptions on the intensity processes of order arrivals,
the mid price weakly converges to the solution of the following stochastic differential equation
when the tick, & goes to 0:

df)to = Pto (M(t, Ita P)to)dt + O'(t, It7 Pto)th) . (28)

where p and o are defined on [0,T] x {1,..m} x R*. Indeed, considering a C* function f
from R into R, we have that the infinitesimal generator associated to the mid price process
P is given by

Lf(p) = A(t,i,p)(f(p+06) — f(p)) + X'(t,3,p)(f(p — 6) — £(p))
2
= NN 0) + G N+ N p) ) + 87200,

7



where €(8) converges to 0 when § converges to 0. Under the following assumptions

SN = MN)(t,4,p) — plt,i,p)  as S — 0
82N+ N0)(t, i, p) — o2(t,i,p) asd —> 0,

we have

o%(t,i,p)

5 ' (p), asd — 0.

Lf(p) — p(t,i,p)f (p) +
From Jacod and Shiryaev [13], Theorem 4.21. chapter IX, the laws of the process P converges
weakly to the law of the diffusion process solution of equation (2.8).
2.2 The control problem

Stock holdings. The number of shares held by the market maker at time ¢ € [0,7] is
denoted by Y;, and Y satisfies the following equations

dY; = 0, & <t< &4_1 (2.9)
Yp | = Yy +1 (2.10)
Yo, = Yo -1 (2.11)

As in [9] and [15], we consider that the market maker has the obligation to respect the
risk constraint imposed upon her by her company. Concretely, the stock inventory of the
market maker is assumed to have upper and lower bounds which could be high enough to
allow some trading flexibility to the market maker. Let ¥min < 0 < Ymaz. We are therefore
imposing the following inventory constraint

Ymin < Yt < Ymag a.5. 0 <t < T (212)

Cash holdings. We denote by r > 0 the instantaneous interest rate. The bank account

follows the below equation between two trading times
dX; = TXtdt, & <t < fi+1. (213)

When a discrete trading occurs at time 0? 41 (resp. 07 ), the cash amount becomes

X(,Jb_+1 = XG?L ~ Py (2.14)
a
ng+1 = XGZL + PQZL’ (2.15)
State process. We define the state process as follows:
Pe 4+ PP
Z=(X,Y, P:= % S :=P%—PY). (2.16)

Cost of liquidation of the portfolio. If the current mid-price at time ¢ < T is p and the

market maker decides to liquidate her portfolio, then we assume that the price she actually
gets is

Qt,y.p.) = (p = sign(y)3)f(t,y), (2.17)



where f is an impact function defined from [0, 7] x R into Ry.

We make the following assumption

Assumption (H1) The impact function f is non-negative, non-increasing in y, and satis-
fies the following conditions

A

flty) < flty)ify <y
yf(ty) < yflt,y) ift <t

Remark 2.3 (H1) suggests that the further from maturity when the market maker liqui-
dates her block of shares, the more she is penalized. In addition, the bigger the block of
shares to liquidate, the more she is penalized. This form of impact function is inspired by

[11] and [17].

Liquidation value and Solvency constraints. A key issue for the market maker is to

maximize the value of the net wealth at time T. In our framework, we impose a constraint
on the spread i.e.

0<S, <K& 0<t<T,

where K is a positive constant. This constraint is consistent with the idea to insure a good
level of liquidity in the financial market. The regulatory of the financial market has to
find a consensus between the objective of the market maker whose aim is to increase her
wealth and the liquidity of the financial market. This bid-ask spread constraint is generally
part of the commitments that market maker’s firm has taken in its contract with the Stock
Exchange. We also impose that the bid price remains positive, therefore the market maker
has to use controls such that
P — St/2 > 0.

When the market maker has to liquidate her portfolio at time ¢, her wealth will be L(t, X3, Y, P;, St)
where L is the liquidation function defined as follows

L(t,x,y,p,s) = x +yQ(t,y,p, s),

with @ as defined in 2.17.

Furthermore, we assume that in the case that the cash held by the market maker falls
below a negative constant x,,;,, she has to liquidate her position. This constraint on x,,;,
is a solvency constraint generally imposed by the market maker’s employer since they do
not have unlimited financing facilities. From the market maker’s point of view, x.,;, is the
threshold below which she shall not go.

We may now introduce the following state space

S = (Tmin, +00) X {Ymins - Ymaz } ¥ gN x 0{1,...,K}.

9



and then the solvency region
S=A{(t,z,y,p,s) €[0,T] xS: p— g >0}
We denote its boundary and its closure by

0,S = {(t,w,y,p,s)E[O,T]xg:x:aﬁmm} and S = SU,S.

Admissible trading strategies. Given (¢, z) := (t,z,y,p,s) € S, we say that the strategy

a = (e, e, 1% n)i<u<r is admissible, if the processes €%, ¢®, 7%, n° are valued in {Xmin, - Xmaz }

and for all u € [t,T], (u, Zy"**) € S. We denote by A(t, z) the set of all these admissible
policies.

Value functions. The objective of the market maker should be to maximize the expected

utility of the terminal wealth, obtained at the expiration of the market making contract.
However, we consider that the market maker should avoid violating the inventory risk
constraint 2.12 imposed by the risk department of her firm. We therefore introduce, in
the objective function, a penalty cost self-imposed by the market maker herself in order
to reduce the inventory risk. This penalty cost does not directly impact the wealth of the
market maker, but only her control strategy in the optimization problem.

We set g a non-negative penalty function defined on {¥min, ---, Ymax }- This penalty may
be compared to the holding costs function introduced in [15]. For numerical purposes, in
Section 5, we will consider as in [15] a quadratic penalty cost function.

We also consider an exponential utility function U i.e. there exists v > 0 such that
U(zx) =1—e7 for x € R. We set U, =UoL.

As such, we consider the following value functions (v;);eq1,...,my Which are defined on S by

vi(t,z) == sup J(t,2) (2.18)
a€A(t,z)
where we have set
A ' y T/\,T_t,i,z,a .
4,200
Jia(t, Z) = E4? Ur(T A Tt’Z’ZﬂaZ(T/\Tt,i,z,a)—) - /t g(}/;t,hy,a)ds ,
b3 = infl{u >t XERY < g, or YUY € Ly — 1 Ymae + 11

3 Analytical properties and dynamic programming principle

We use a dynamic programming approach to derive the system of partial differential equa-
tions satisfied by the value functions. First, we state the following Proposition in which we
obtain some bounds of our value functions

Proposition 3.1 Bounds of the value functions. There exist nonnegative constants,
C1, Co and Cs, depending on the parameters of our problem, such that

1-C1 - 02603;) <wi(t,z,y,p,s) <1, V(i t,z,y,ps)€{l,...,m} xS,

10



Proof: Let i € {1,...,m}, (¢t,2) := (t,z,y,p,s) € S and a € A(t, z). As U is lower than 1 and
g positive, we obviously have v;(t,2) < 1. Moreover, if we set G = supycy, .~ o+ g(y),

we get
. _ 3 _ t,i,2, t,i,2,00 _ .
2= i Bl (tr s )] -
We conclude the proof by applying the following Lemma. O

Lemma 3.1 Let 8 > 0. For all (i,t,z) := (i,t,x,y,p,s) € {1,...,m} xS, we have

ui(t,z) :=sup E [exp (—ﬁL(T A Thbse ZETz/fﬁzza)—)” <exp (—Ba + AT (ePbxmaz _ 1)) edtp.
acA

where we have set a = Tuin + Ymin f (0, ymm)KT‘s and b = —Yminf (0, Ymin)-

Proof. See Appendix.

This technical Lemma equally allows us to show the next results on the Holder continuity
of the functions J; and v;. We begin with the following Lemma establishing the Holder
continuity with respect to the cash variable for the functions J*.

Lemma 3.2 For ¢ € [0, —Zmine™"7), we set

gerT

‘ Tmin ’

0 =1 (1= 55} and 09 = VI + 00 + &

Leti € {1,...m}, (t,2) := (t,z,y,p,5) €S and x < 2’ < T —Tpine "L . For all a € A(t, 2),
we have

| T (t,2) = Tt 2) |< Ka(p)v(a’ — 2),

where K1(p) is a positive constant depending only on p and 2’ = (2',y,p, s).

Proof. See Appendix.

Now we turn to the Holder continuity of the criterium function with respect to both time
and cash variables.

Proposition 3.2
Leti € {1,...m}, (t,2) :== (t,x,y,p,8) €S and (', ') in [0, T] X (Xmin, +0) s.t.

<z <x—xmine ", and (3.19)
—2rT /
; 1
|t — ¢ |< min <%,r|m <|xf”‘ |> |>, if ' # 0. (3.20)
mwn

For all « € A(t Nt',z) such that ag = 0 for all s € [t ANt/ ¢V '], we have o € A(t, z) N
At 2" with 2/ = (', y,p, s) and

| TRt 2) = IR, 2) | < Ka(p) (w(re™ [2/(t =) ) + 92’ —a)+ [t —t]).

where Ko(p) is a positive constant depending only on p.

11



Proof. See Appendix.

Proposition 3.3 Uniform Continuity of the value functions
Let (i,y,p,s) € {1,....m} X {Umin -+, Ymaz } X gN* x 0{1,..K} such that p— 35 > 0.
The function (t,z) — v;i(t,x,y,p, s) is uniformly continuous on [0,T] X [Tymin, +00).

Proof: Throughout the proof, we set V(u,&) = v;(u,&,y,p, s) on [0,T] X [Zmin, +00).
Let (t,2) := (t,z,y,p,s) €S and (¢',2') in [0,T] X (Tmin, +00) s.t. (t,z) and (¢, 2') satisfy
conditions (3.19) and (3.20). We shall prove that

| V(t,z) =V(',2") | < Ka(p) (w<re”’ |2/ (t—t) )+’ —a)+ |t —t |) :

where 2/ = (2/,y,p, s) and Ky(p) is a positive constant depending only on p.

Let € > 0 and o € A(t', 2) such that V(#',2") < J*' (', 2') + . For u € [t At/, T, we set
oy = ag Igy>yy. We have o € A(t, 2') N A(t, 2) then it follows from Proposition 3.2 that
Vit o) -Vt,z) < JM,2)—JNt,x)+e¢
< Ko(p) (Y(re™ |2/t =) [) + (@ —z)+ [t —t]) +e.

Now, we know that there exists o € A(t, z) such that V (¢, z) < J*(t,z)+¢e. Foru € [tAt', T,
we set o, = g, >4 We have a € A(t', 2') N A(t, z) then it follows from Proposition 3.2
that

V() -Vt,z) > JME,2) - J¥t,x)—¢
> —Io(p) (Y(re™ |2/t =) [) + (@ —a)+ |V —t]) —e.

Letting € going to 0, we obtain the result. O

V

For control problems, dynamic programming principle was frequently used by many
authors. In our context, it is formulated as:

Theorem 3.1 Dynamic programming principle (DPP)
Let (i,t,z) == (i,t,z,y,p,s) € {1,...,m} x S. Let v be a stopping time in T, T, we have

vi(t,z) = sup JOV(t,2), (3.21)
a€A(t,z)

where, for a € A(t, z), we have set
JOV(t,z) = IE[ —gly) (1/ NI t) +or (1/ A§, ZZif) B, pjeroy
+Up, (*f-a7.1'e7“(%0‘—t),y,p’ 3) 1{7:O‘§V/\6A}i|’ (322)
with +¢ = 72 AT, p = inf{fu >t : R, > R, }, 0¥ = inf{u > ¢ : NEbz
Ns}_’l’t’z}, Jorw e {a,b} and 0 = p A 0% AP

Proof: To establish the Dynamic Programming Principle, we may adapt the proof of The-
orem 5.2 in [5]. The proof strongly relies on the continuity of the value functions .J; and
v; established in Propositions 3.2 and 3.3. However, for the sake of completeness, in the
Appendix, we will provide the proof of this dynamic programming principle, which is always
of interest, especially in the case of such a non-standard control problem.
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4 Viscosity characterization of the value function
We first define the following set:
A(t,z) = {a = (% e’ % n’) e {—Xmins +-» Xmaz }* s.t. p— ; — 6t >4,
§<s5—06("—¢e’) < K6, and § < s+ d(n* —n°) SK(S}.

For all (i,t,z,y,p,s) := (i,t,2) € {1,..,m} x S and a := {e%, e, %, n®) € A(t,z), we
introduce the two following operators:

A’U(t P O{) _ UL(t)x7ymin7pv 8) if Y = Ymin
T vilt, e +p+ 5,y —Lp+ 50" +1"),s+ (" —n’)) otherwise
UL(t,l',ymaz,p, 5) if Y = Ymax
; , _s
Bug(t. 2, 0) = UL(t,2) if T < Tnin +P — 5
UL(t,2) if T =Tmin+p—35<0
L\Y, min 2

vi(t, v —p+35,y+1,p— g(aa + %), 5 — (s — %))  otherwise

On the open set {1,...,m} x S, we have:

(%i 31}1‘
- - itv yVis ) — Yy tu ) 4.2
o ’H(zvax) 0, (t,z) €S (4.23)
where H; is the Hamiltonian associated with state i:
8vi 8'UZ'
Hi(tazvviai) = rr +ZVZ] (Uj(t7x7y1p78)_Ui(tax7y>p>s))_g(y)

ox ox oz

+ sup [A(tp,s) (Avi(t 2,9, p,s,a) — vi(t,z,y,p, 5))
acA(t,z)

+ A?(tvpa 8) (Bvl(tv xZ, y7p7 S, a) - Ui(t7 x, y7p7 8)) = 0
The boundary and terminal conditions are given by :

vi(t7xmin7y7p7 8) = UL<t7xminay7p7 S) (424)
/U’i(Ta:E7y7p’ S) = UL(T,x,y,p, S)' (425)

We now provide a rigorous characterization for the value function by means of viscosity
solutions to the HJB equation (4.23) together with the appropriate boundary terminal con-
ditions. The uniqueness property is particularly crucial to numerically solve the associated
HJB. Since the value functions v; is continuous, we shall work with the notion of continuous
viscosity solutions.

Definition 4.1 Viscosity properties.

i) Let (¢i)1<i<m a family of functions defined on S. A function ¢ is a viscosity superso-
lution of the system of variational inequalities (4.23) on {1,...,m} x S if,

O,
ot

(to, z0) — Hig <t0, 20,1, gﬁ) >0, (4.26)
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whenever, for all (4,y,p,s) € {1,..,m} X {Umin, --» Ymaz } X gN x o{1,..,K}, (t,z) —
Ui(t,2,9,p,5) is @ C' function on {(t,2) € [0,T) X [Emin, +00) © (t,,9,p,5) € S}
and ¢ — 1 has a global minimum at (ig,tg, 20) € {1,...,m} x S.

it) A function ¢ is a viscosity subsolution of the system of variational inequalities (4.23)

on {1,....m} xS if,

o,
ot

(tO) ZO) - Hio <t07 20, ¢a ?ﬁ) < 0’ (427)

whenever, for all (j,y,p,s) € {1,..,m} X {Ymins --» Ymaz } X gN x 0{1,., K}, (t,z) —
Vit x,y,p,8) is a C* function on {(t,x) € [0,T) X [Zmin, +0) : (t,2,y,p,5) € S}
and ¢ — 1 has a global mazimum at (ig,to, 20) € {1,...,m} x S.

itt) A family of functions (¢i)i<i<m 15 a viscosity solution of the system of variational
inequalities (4.23) on {1,...,m} x S if it is both supersolution and subsolution in

{1,..,m} x S.
The following theorem relates the value function v; to the HIJB (4.23) for all 1 < i < m.

Theorem 4.2 The family of value functions (v;)i<i<m s the unique family of functions
such that

i) Continuity condition: For all (i,y,p,s) € {1, ..,m}x{Ymin, ..,ymaz}ngxé{l, - K},
(t,x) = vi(t,z,y,p,s) is continuous on {(t,z) € [0,T) X [Tmin, +0) : (t,x,y,p,s) €
S}.

i1) _Growth condition: There exist C1, Co and C3 positive constants such that

1—Cp — Coe®? < wy(t,x,y,p,s) <1, on{l,.,m}xS. (4.28)

i11) Boundary and terminal conditions:

Ui(tvxminvyvpa S) = UL(ta Tmin, Y, D, S) and U’i(Tax7y7p7 S) = UL(T7x7y7p7 S)' (429)

iv) Viscosity solution: (vi)i1<i<m 1S @ viscosity solution of the system of variational in-
equalities (4.23) on {1,...,m} x S.

Assertions i), i) and 4ii) respectively follow from Proposition 3.3, Proposition 3.1 and
the value function definition. Therefore, it just remains to establish assertion iv) and the
uniqueness result. We shall divide our proof in three lemmas: first we prove that (v;)1<i<m
is a viscosity subsolution (see Lemma 4.3) then a supersolution (see Lemma 4.4) and finally
we prove a comparison theorem (see Lemma 4.6) which will lead to the uniqueness result.

Lemma 4.3 The family of value functions (v;)i1<i<m is a subsolution of the system of vari-
ational inequalities (4.23) on {1,....,m} x S

Proof. See Appendix.
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Lemma 4.4 The family of value functions (v;)i<i<m s a supersolution of the system of
variational inequalities (4.23) on {1,...,m} x S

Proof. See Appendix.
We now turn to the uniqueness result. First, we give an equivalent formulation of the
viscosity solutions which is useful to prove the comparison result, see [16].

Lemma 4.5
Let (¢i)1<i<m a family of functions defined on S. A function ¢ is a viscosity supersolution
(resp. subsolution) of the system of variational inequalities (4.23) on {1,...,m} x S if,

oy,
ot

(th ZO) - Hio (t07207 ¢7 gﬁ) > O) (7”65]). < 0) (430)

whenever, for all (j,y,p,s) € {1,..,m} x{Ymin, ..,ymar}X%NX(s{l, LK} (tx) =t e, y,p, s)
is a C' function on {(t,z) € [0,T) X [Zmin, +00) : (t,2,y,p,5) € S} and ¢ — 1) has a global
minimum (resp. mazximum) at (ig,to, 20) € {1,...,m} x S.

With this equivalent definition of viscosity solutions, we are now able to establish the com-
parison result. In the proof of the comparison result, a major problem is to circumvent the
difficulty arising from the discontinuity of our HJB operator on some parts of the solvency
region boundary. One way to tackle this difficulty is to build specific test functions allowing
us to prove the uniqueness by contradiction.

Lemma 4.6 Let (u;)i<i<m (resp. (w;))i<i<m) be a viscosity subsolution (resp. superso-
lution) of (4.23) on [0,T] x S satisfying the growth condition (4.28) and such that for all
(J,y,p,8) € {1,...m} X {Ymins --» Ymaz } X %N x 0{1,.., K}, (t,z) — wu;(t,z,y,p,s) (resp.
w;(t,x,y,p,s)) is a continuous function on {(t,x) € [0,T) X [Tpmin, +00) : (t,2,y,p,s) € S}.
Assume that for all (i,t,z) € {1,..,m} x S we have

ui(T,z) < wi(T,z), (4.31)
ui(tyxm’in7y7pas) S wi(tuxminvyapﬂs) (432)

then we have u;(t, z) < w;(t, z), for all (i,t,z) € {1,..,m} x S.

Proof: Let (1, B2 and [3 be positive constants such that 83 > C3. We set h(t,z) =
2T () + 22 + PP) | for (t,2) € S and w] = (1 — y)w; + vh for i € {1,..,m} and
7€ (0,1).

First we show that h is a supersolution of (4.23) on S. For (i,t,2) € {1,..,m} x S, we have
oh Oh

_a(t, z) — M <t, z,h, 8:):) - 52@62(T_t) (51 + 2% + 653])) — 0 02ra? 4 9(y)

— sup N (tp.s) (At z,0) = A(t, 2))
a€A(t,z)

ANt p, s) (Bh(t, 2,a) — h(t,2)) ] . (4.33)
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For o € A(t, z) and p; > 1, we have

An(t,2,0) = h(t;2) = [UL(t2) = h(t, )| By,

B(T—1) {(m Tpt 3)2 + ePs(pt5m +n) _ 2 6ﬁ3p] Lyt

< P [(p + %)(23: +p+ g) + e (eﬁ‘”"; - 1) } Dyt (4:34)

In the same way, if we set C = {2z € S: Y # Ymin OF T > Tpin+p—735 O T = Tpin+p—5 > 0}
then we have

Bh(t,z,0) — h(t,z) < %200 [(a: —-p+ 3)2 +ePs(pmg(ene) _ g2 6531”} L.ec

< P2AT-D) [(_p + g)(gx —p+ %)} l.cc (4.35)

Now we plug inequalities (4.34) and (4.35) in inequality (4.33), and obtain that for 5; and
B2 great enough, there exists n > 0 such that

oh oh
—a(t, z) —H; <t,z,h, 83:) > .

To prove Lemma 4.6, it suffices to show that for all v € (0,1), we have

-
~max _ sup <u-7w->§0
jellom} g yes N 07 ’

since the required result is obtained by letting + going to 0.
We shall argue by contradiction and assume that

(:= max sup (u —w7) > 0.
JE{1,..,m} (t,2)eS ! J

From the growth condition satisfied by v and w, we deduce that for all (j,¢,z) € {1,..,m} X
S,
(uj — w;’> (t,2) < C) + CpetsP — 2T (51 + 2?2 + eﬁ3p> .

Hence, we have limy,;; o0 (uj —wj-) (t,z) = —oo and this implies that there exists
(i*,t*,2*) € {1,..,m} x S such that

(up —wl) (5, 2%) = ¢ > 0.
If t* =T or * = Zymin, we deduce from the boundary conditions satisfied by u and w that
0<0<~y|ux=(trz")— eBQ(T_t*)Bl <0,

since u; < 1 < 1. Therefore, we have t* < T and z* > Zin.
We now distinguish the following two cases.
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Ss*

First case: Assume that z* = zpn +p* — 5.

We introduce a sequence (z,)n>0 taking values in (Zmn, +00)\{z* } and such that lim,_, 4 o x, =

x*. We set z, = (xn,y", p*, s*) and, for n € N,

2 — 2|

(o= max sup |uj(t,2) —wl(t,z) — +—-—=
" de(lm) (1oyes L I 2 — 2*||?

It follows from the growth conditions satisfied by u and w, that there exists a sequence

(2%, 1%, 22 )n>0 taking values in {1,..,m} x S and such that, for all n € N,

n»'n’Tn

x ok Y o(pk Lk Hzn — Z;;HQ
Cn = Ujx (tnv Zn) - wi;(tn’ Z’fl) T e — o¥|2°
We notice that

C> o> (up —w)l) (£, 20).

From the continuity properties of v and w, it follows that limy, ., ¢, = ¢ > 0 and

s : _
dn 2R e
Therefore, there exists N € N such that, for all n > N, we have (, > 0, (y},p},sl) =
(y*,p*,s*) and x}, € (Tmin, +00) \ {z*}. Let n > N, if t7 =T, we would have the following
contradiction

0 < Gn < y|ug (ty, 2,) — Bi| <0.

therefore ¢; < T.

For (t,z,2') € [0,T] x S?, we define the function:

e N e e

D, (t,2,2) = up(t,z) —wlh(t, 2 ,
n( ) ln( ) 1n< ) c Hzn _ Z*HQ Hzn _ z*HQ
where € > 0.
By a classical argument in the theory of viscosity solutions, we can show that there
exists (t,(€), 21 (¢), 22(¢))n>0 € [0,T] x S? such that

’rTn

Pu(tn(€): 2(€), 20()) = sup P, (t,2,2).
(t,2,2')€[0,T]xS?

Moreover we can prove that

1 2 2
. 1 2 g% k% . Hzn(g) B Zn(g)” _
gl_I}(l)(tn(E), Zn(é'), Zn(g)) - (trw 2% Zn) and il_I}(l] c = 0.

To simplify notations, we shall omit to precise the dependency on ¢.
Notice that y, p and s are discrete variables thus, for € small enough, we have

(Yns Dy 85) = (y*, %, 8%) = (y2, P2, 52).
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We introduce two functions defined on {1,..,m} x § by

2|12 2 2|12
(¢t — 7* t 2 Hz_ZnH HZTZ_ZH Hzn_an
Yi(t, 2) wzn( ns Zn) + c 20 — 252 [lzn — 2*|2
lzn — 2I°  llzn — 2all® 20 — 2|
(¢ — (T 1y n o n . '
) = e ) =TT T L T R e P

From the definition of ¥ and ¢, u — 1) has a local maximum at (i¥,¢,,z}) and w? — ¢
has a local minimum at (i¥,¢,, 22), which implies from the equivalent formulation of the

viscosity solutions that

O+ 0
_ gtn (tn, z,ll) — Hix (tn, z}l, u, ai) <0, (4.36)
0P+ 0
— gt” (tn,22) — Hix <tn, 22 w7, ai) >yn > 0. (4.37)
From inequalities (4.36) and (4.37), we have
8¢z ¢z 2 1 aw 2 8¢
_ > _ ., oY . y Y9
777 — at (tn? ’I’L) + 6t (tn) n) 7-l’Ln <tnvznﬂu7 ax +Hln tn7zn)w bl 8x
> A1+ Ag+ Ag, (438)
where we have set
8%‘* ¢z 2 1 O 1 2 8¢ 52
A = - na ny - = ny ~n n ) n
1 9 " (t, 2h) + 5 " (tn, 20) — TT, 2 (tn, z,) + 1o 5 m(t )
2r, 4 242 2r 1 1 2 2
- —?(xn —x5)° + (on — 272 (l’n(l'n —x,) —xs (zy — n)) ,
_ 1 o 2 1
Ay = Z iz ([uli (tn, Zn) — Wi (tm Zn)} - [uj(tm Zn) - (tnv Zn):|> >0
Vs
_ a,* Y 2 Y 2 b,* Y 2 vy 2
Ay = sup e (Awl (b, 22 0) = wl (b, 22) ) + N (Bul, (b, 22, 0) — . (t,22) ) |
a€A(tn,p*,s*) " n n n
- sup [)\,ﬁ’* (Aui;z (tn, z}” @) — ugx (tn, zn)) + Ab * (Bul (tn, z}“ a) — wx (tn,z%))} ,

QEA(tn,p*,s*)

with A\ = /\% (tn,p*,s™) and AD* = )‘fli);; (tn,p*,s*). We have lim._,0 A} = 0 and lime_,0 Ay >
0. Indeed, we have

lim Ay = Z'yﬁ“] ([ul* aZn) — (tn,Zn)} — [ i(th, 2n) — (tn,zn)D

e—0

JF,

* % * % ||Z _Z*H2
= Z Vi (Cn - [ (tnv n) - (tm n) H - ZHQ]
i s

> 0.

We may conclude the proof by proving that lim inf. o Az > 0. As (y, pl, sl) = (y*, p*, s*) =
(y2,p2,s2), there exists a* € A(ty, z}) = A(tn, 22) such that Az > A\ 61 + A28, where

0 = [Aw%;(tn,zg,a*) — (tn,zn)] — [Aui;(tn,z}l,oz*) —ui;(tn,zi)}

8y = [Bw%(tn,zi,a*) - wzz(tn,z,%)] - [Bui;fb(tn, zha*) — ui;(tn,z}l)}.
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We set o = (¢%,¢%, 1%, 1) and for z = (z,y,p,s) € S, we shall use the following notations:

S
z = (az—i—p—i—,y—l,p—i—

5
5 (na+nb),s+5(n“—nb)>

2

N>

)
_ (x—p+;4r+Lp—2@“+3%8+5@”—90-

If ¥* = Ymin, we have

lim by = lim UL (b0, 22) = w, (ta 2] = [UL(tur 20) = g (b0, 20)]
= liH(l) [ul* (tn, z,ll) - wl (tn, zi)]
||Zn —z H2
Cn + > 0.
" e — 2%
If ¥* > Ypmin, we then have
il_r)%él = il_f)I(l) {w;’;(tn,ig) (tnvzn)] - [uiﬁ(tnvzlz) - uiﬁ(tnvz}z)]
~ ~ P 2
= G g (.20 — i (85,7 + Ln 2l
" [2n — 2*||
> (n—C.

If 4* = Ymaz OF T < Tppin, + p* — %, then, for n large enough, we get

lim 6, = lim [V (£, 22) — w (tn,zn)] - [UL(tn,zé) — iyt 20)| = 6> 0.
e—0 e—0
Moreover, if y* < Ymae and z), > Tpin + p* , we obtain
limdy = lim [wz* (tn, 22) — Wik (tn, zg)} - [uz* (tn, 1) — wie (tn, ZTIL)}
e—0 e—0 n n n
> (n— |:u2;§ (t*a 2;;) - w;y;; (t;.;a 2:;):|
2 Cn - C

Hence, if we let € going to 0 in inequality (4.38), we get —yn > 2((, — ¢). We obtain a
contradiction by letting n going to +ooc.
Second case: We assume that x* # xpin + p* — % As we shall work far from the set of
discontinuity of the operator B, this case is more simple and we just give the sketch of the
proof. For (t,z,2') € [0,T] x S%, we define the function:
Py 2
Bt2) = weltz) —ul () - AL
where € > 0.
By a classical argument in the theory of viscosity solutions, we can show that there
exists (t(g), z1(g), 2%(e)) € [0,T] x S? such that

B(1(e), ). ) = swp (22,
(t,2,2")€[0,T] xS?
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Moreover we can prove that

0.

lim(1(0). 21 (€).2(0) = (., #) and  lim IZE 2O

The function gﬁ and 1]) defined by

) 2z — 22(e)|?
Yi(t,z) = wl(t(e), 22(e)) + ”E(E)H
hiltz) = ui 1oy - 1@ ==l
¢l(t7 Z) = Us* (t(€)7 z (5)) -

are respectively super and sub solution of equation (4.23) then we get

= =2 1(e), M)+ 22 1), () e <t<s>, e gi’) s (t(s), 2(e)u, gf) ‘

We conclude the proof by letting € going to and get the following contradiction 0 > —yn > 0
O

5 Numerical Results

In this paragraph, we present the results of the numerical method we used to approximate
the solution of the system of equations (4.23).

5.1 Numerical scheme

To solve the HIB equation (4.23) arising from the stochastic control problem (3.21), one can
use either probabilistic or deterministic numerical method. We choose to use a deterministic
method based on a finite difference scheme, which is well known to have the monotonicity,
consistency and stability properties. These properties ensure the convergence of this scheme,
see [3].

To compute numerically the value function, we usued the following iterative scheme
allowing us to obtain the HJB (4.23) as a limit of HJB equations :

Vi e {l,...,m}
W (t,2) = Ug(t,z), (t,2) €S
87}? y n ,n—1 avzn —
T — Hi(t, z, v 0] 81:) = 0, (t,2) €S,

where H; is the Hamiltonian associated with state i and defined as follows:

n
» n—1 OV

vl
Hi(t,Z,U?,Ui . ) = T 8.’113 +Z’YZ] (U]T'L(t7$7y7p78)_v?(t7x7y7p7s)) _g<y)
J#i
+ sup  [M(p,s) (APt y,p, s, 0) — VP (E 2,9, p,5))
a€A(t,z)

+ )‘?(pa S) (B,U?_l(ta L,Y,D, 3, O‘) - U?(tvxa Y, D, 8))] :
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The boundary and terminal conditions are given by :

U?(tvxmm,%p’s) = UL(taxminyy;p73)
Uin(Tvvaax)y) = UL(Taany,P,S)-

After localizing the problem on the discretized grid [0, T) X (Zmin, Tmaz] X {Ymin, - Ymaz | X
[Pmin, Pmaz] X 0{1,..., K}, where ppin and pma, are nonnegative constants, and . >
ZTmin, each HJB equation is approximated by a finite difference scheme assuming a Dirichlet
boundary condition on the localized boundary

U?(ﬂxmazm%ﬂ 8) - UL(t7$ma1‘7y7p7 8)'

Let h and d, be, respectively, the time discretization step and the space disretization step in
the direction x. For (t, z) in the time-space grid described above, we consider approximations
of the following form :

i

ot

n

U?(t+ hvxvyapa S) - U?(taxayapv S)
h
7 (taxidl‘7y7pas)_U?(taxvyapas)
ox dy '

Considering a two-regime case, the HJB relative to the regime 1, can be rewritten as follows:

(t,x,y,p,8) ~

n
(t, 2,4, p,5) ~ +t

,Uqf(t + hawvyapa S) - U{L(ta z,Y,p, S) ’U?(ta z,Y,Dp, S) - U{L(t,.’ﬂ - dwayvpv S)
+rx ﬂ{z<0}
h dy
Un(t,$+d 7y)p78)_vn(t7$7yvpas)
+re ( 1 g Laz0)

+712 (Ug(t7 z,Y,p, 8) - 'U?(t, z,Y,p, S)) - g(y)

+ sup [A(p,s) (AP (¢t 2y, p, 5, 0) — 0P (t, 2, y,p,5))
a€A(t,z)

+ X (p, s) (Bv?fl(t,:v,y,p, s,a) — vl (t,z,y, p, s))} = 0.
Which leads to
CH(t, 2)C3(t,z) + C3(t, 2)
1— Ci(t,2)C3(t, 2)
Vit 2) = Ci(t,2)vl(t,z) + C3(t, 2)

vt z) =

C’{ (t,z) = C(i,t,2z)y12d:h,

C’;(t, z) = C(i,t, z){dmv?(t + h,x,y,p,s) £ rzhol (t,z £ dx,y,p,s) — dzhg(y)
b sup ()AL (45, 0) + A (p. )BT (1. g.p.s.0)] ).
acA(t,z)
1
C(i, t, z) = (dx *rzh +dgh (712 + /\g(pa 3) + )\?(p, S))) )

such that i € {1,2}.
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5.2 Numerical computation and results

The approximated value function is now explicit and can be computed numerically. Numer-

ical tests are performed for a two-regime case with the following numerical data:

e Market values:
— Initial conditions: x =4, y=2, p=1, s=0.02.
—r=20.05, 6=0.018, X=20.
— Impact function: f(t,y) = exp (—0.09y).
— Intensity functions:
wq
Ai(p,s) = —texp(—s—001(p—1))
p
M(p,s) = Wlpexp(—s+0.01(p—1)),
where ¢§ = 120, % =80, b =280, 4 =120.

o Constraints:

= Tmin = =2, Ymin = —10,  Ymaz =10, K =5, T =1
— Penalty function: g(y) = y? x 1073,
— Utility function: U(I) =1 — e %0 je. v = 0.01.

e Numerical values:

— Localisation: Tmaz =18, Pmin =1—20 X 3,  Prmag = 1 +20 x 3.
— Discretization: n, = 100 and n; = 20.

— Transition probabilities: p1o = po; = 0.5.

Remark 5.4 1.) The impact function f and the intensity functions A¢ and )\? are respec-
tively inspired from the models studied in [11] and [2].

2.) With these choices of A* and \°, we suggest that the intensity of the buy market orders
is non-increasing with respect to the mid price while the intensity of the sell market orders
is non-decreasing with respect to the mid price. Both intensities are non-increasing with
respect to the spread.

3.) These choices have the following financial assumption: when prices get higher, there are
likely to have many more investors willing to sell and fewer willing to buy. In other way
around, when the spread gets higher, fewer trading orders are expected.

Shape of the value function

We represent in Figure 2 (resp. Figure 3) the shape of the value function associated to the
regime 1 for fixed (¢, x,y) such that y is positive (resp. y is negative).

Remark 5.5 (On the shape of the value function)
- The value function is non-decreasing (non-increasing) in P, the mid-price of the assets,
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when the stockholding, y, is positive (negative).

- The value function is non-decreasing in S, the bid-ask spread, but only up to a threshold,
beyond which the value function would start to decrease. This is a clear evidence that the
optimal strategy for the market maker is not mecessarily to increase the bid-ask spread.
Indeed, a high spread will negatively impact on the frequency of the trades, in order words,
imwvestors may turn away from illiquid assets. This is precisely the reason why the Stock
Exchange sets a mazimum level of bid-ask spread beyond which the market maker may not
allow to go.

Figure 2: Value function for y >0
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Figure 3: Value function for y <0
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Optimal market making strategies

Figure 4 describes the optimal control strategies for the market marker when a sell
market order arrives and when the market maker’s inventory is around zero. In our model,
the market maker has to adjust optimally the bid and ask prices in order to maximize its
objective function. To achieve that aim, the idea for the market maker is to incite trades in
both directions. The best scenario is to get alternately buy and sell market orders in order
earn the bid-ask spread while maintaining her inventory close to zero.

In the case showed in Figure 4, after the arrival of sell market order, the market maker
should act in a way to encourage the arrival of a buy market order, i.e., increasing the buy
market order arrival intensity relatively to the intensity of the sell market order. Given the
properties of the intensity functions, one needs to decrease the mid-price.

Spread

Figure 4: Optimal strategy when a sell market order arrives

From Figure 4, we may make the following observations:

e when the spread is very low, the market maker has to decrease the bid price more
than the ask price, see region where the spread value is below 0.07.

e when the spread is high and close to the maximum spread allowed, the market maker
should decrease the ask price. She should decrease the spread in order to encourage
trades.

Notice that the market maker may make a profit of 3 ticks in the favorable case, i.e., the
next market order is a buy order.
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Spread

Figure 5: Optimal strategy when a buy market order arrives

Figure 5 shows the symmetric case when a buy market order arrives.

Some simulated paths

To obtain these below simulated paths, we compute the optimal strategy of the market
maker via the numerical procedure described above. Then, we simulate the regime switching
(the Poisson process R) and the order arrivals (the Cox processes N® and N? with intensities
\(t, I}, Py, Sy) and A°(t, I, Py, S;) respectively). We adjust the mid-price and the spread of
the market maker according to her optimal strategy and take into account her new cash
and stock inventory positions after each order arrival.

We represent in Figure 6 and 7 simulated trajectories of the bid-ask prices and her stock
inventory.

Remark 5.6

o Figure 7 shows that between t = 0.20 and t = 0.32, there is clearly an imbalance
between buy and sell market orders (with sell market orders largely exceeding buy or-
ders). Therefore, the market maker has to buy the stock in order to satisfy those sell

market orders, resulting in a decrease of the bid and ask prices (see Figure 6).

o Betweent = 0.32 and t = 0.45, there is a reversal of the situation with an imbalance of
orders in favor of the buy market orders. The market maker takes that opportunity to
sell back the shares and controls her inventory risk by keeping her stockholder position
near to zero.

e Between t = 0.45 and t = 1, there seems to be a fair balance between buy and sell
markets.
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Figure 6: Bid and Ask Price Paths

Number of shares
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Figure 7: A simulated trajectory of the market maker’s stock inventory position
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Market maker’s net wealth and comparison with naive strategy

In Figure 8, we represent the mean, over 1000 trajectories, of the market maker’s net wealth
obtained via the optimal strategies and the naive strategy.

—— Optimal Stg
Maive Sty

Net wealth

Figure 8: Optimal strategy v.s. Naive strategy

In the case of the naive strategy, we assume that the market maker behaves in a trivial
way by replacing her optimal strategy a = (at)<i<r) = (€8, €2, m¢, nP)o<i<r With the
strategy denoted & = (&) o<i<7) = (1,1,1,1), as mentioned in Remark 2.2.

Remark 5.7 As expected, Figure 8 shows that

e the trend of the market maker’s net wealth using her optimal strategy is positive which
means that she is able to increase her initial wealth smoothly throughout maturity while
satisfying all the constraints.

e the optimal strategy we computed via our numerical procedure is by far a better strategy
for the market maker than the naive one.

6 Conclusion

We have formulated a market making model in a dealer market. We have studied our
problem by addressing the following three main aspects. First, the modelling aspect which
includes important features and constraints characterizing market making problems. Then,
we have rigourously characterized the value function as the unique constrained viscosity
solution to a system of variational Hamilton-Jacobi-Bellman inequalities. In this problem, a
major challenge to overcome is to take into account the inventory constraints that the market
maker is facing. Finally, we completed our studies with numerical results by solving the
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HJB equation (4.23) arising from the stochastic control problem (3.21) using a deterministic
method based on a finite difference scheme.

This paper is our first contribution in the study of market making problems. We will
further investigate several natural theoretical questions in future research. An interesting
extension is to relax the assumption regarding full information access on the market and in
particular the observability of the Markov intensity process. One way to tackle the problem
with an unobservable Markov process I; is to use filtering theory and draw information
for the intensity process given the observation of the market orders. Another natural ex-
tension of our study is to consider a competitive market making problem under inventory
constraints, with the presence of several market makers in the market.

Appendix

Proof of Lemma 3.1.
Let i € {1,...,m}, (¢,2) :== (t,z,y,p,s) € S and «a € A(t, z). We have

t,1,8,x ti,y,0 t,i,x,a
0< S ti,z,o)— < Ko, Ymin JY, ti,z,00)— < Ymaz and  Tpip <X ti,z,o)— *
(TAT ) (TAT ) (TAT )

Hence, we get

. . . KS
T ty by t7 W
L <T ATh ,z,a7 Z(qlw/g\ﬁ,r?,i,z,a)—) > Tmin + yminf(oa ymin)(P(jz/{)T?,i,z,a)— + 7)
t,1,2,a
2 a — bP(T/\Tt,i,z,a)f 9
where a = Zpin + Ymin f (0, ymm)%‘s and b = —Yminf (0, Ymin) > 0. Moreover, it follows from
the definition of P that P(tj’ffﬁi,zya), < p+ XmazV, (aTtAZTff‘ sy Therefore, we obtain

E |exp (—BL(T A2, 2620 )]

IN

e~Bla-bp)g [exp (Bbxmaa:N (ac’rtiﬁfga)— )) }
< e—ﬁ(a—bp)E [exp (,Bmea;BNT))] )

where N is a Poisson process with intensity A. we conclude the proof by observing that
E [exp (BbXmazNT))] = exp (AT (eP0Xmes — 1)) . O

Proof of Lemma 3.2.

Let o € A(t,z) = A(t,2). To simplify notations, we set 7 = 7 and 7 = T
We first notice that r < 7/, then (YV2»»® phi=e ghizmay _ (ytizha ptizha ghizla)
Therefore we get:

. .
t,9,2,x t,,2"

AJS = TNt ) — Tt 2)
t,i,2" t,i,2,00
UL (TAT, 2G50 )~ U (TAar 2G5 ) - /

TAT

i,2" o 1,2, o i
(UL (77, 2z )~ o (. 2007) - / g(Yj’Z’z’a)du> ]1{7—<T/\7—’}] .

TAT! )
§(YE5) du
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Indeed, on {7 AT =7/ AT}, we have

U(L(T AT, Zipen o)) = Ul(a! = 2)e" ™0 4 L(T A7, Z5 ) = U(L(T AT, Z755-).

Notice that on {7 < 7'}, we have ymin < Y&"** < ymae and therefore X575 < g0

We introduce 6 the first order arrival time after 7:
0 :=inf{u>71: N®>N° or N> Nb_}.

As Toine "N 4 (2 — x)e ™ < e Hapmine T T 42/ — 1) < 0, we can also define the

following stopping time, greater than 7:

r_ r(T—t)
V::T_lm(l_(l’m).
r ’xmzn|

As g is bounded by G > 0 and U <1, we get AJ> > 61 — d2 + 03 — 04 where

o = E[(Un (Tar, 2075 ) = U (7 2857%) ) Lparnen Lpveny
b= E| [ SV <y V|
by = E :_(UL (Tar, 2G5 ) — o (. Zj_“)) Urernry Loy |
5 = E| [ SV iy crney Vo

We first find a lower bound for §; and an upper bound for do. On {v < 6} N {7 < 7/ AT},
we have

Xlt/,i,z/g _ (.%'/ _ x)er(u—t) + X;f_,i,z,ozer(u—T)
< e ((.CU/ . x)efrt 4 a:mmefw)
( x)er + Tmin
< T
B mm( w)eT(T R + Tmin
< Tmin,

where the second inequality is deduced from the definition of v.
Hence, on {v < }n{r < 7/AT}, we have 7/ < v < 6 and it follows from the monotonicity
of the function: t — yf(t,y), see Assumption (H1).

L(T N T,a Z&f’/;—’/c;f) > Tmin + y( - Slgn( )2)f(T NT 7y)
. s
> Tin T+ y(p - Slgn(y)§)f(77 y)
> L(r, Zbb59),

Since U is non-decreasing, we have d; > 0. Moreover ¢ is non-negative, as such, we get

G z' —z)er =Y
0 < GE[(v = T)lfrernrylpy<py] < ——1n (1 - H) :
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Now we find a lower bound for d3 — d4. As g is bounded by G > 0 and U < 1, we get
0 — 01 = B [UL (T A7, Z0705 ) Yrarnen Mozy | — (1 + TGP0 < v).

Therefore, we deduce from Cauchy-Schwarz inequality that

/ t,i,2' o 2 % 1
by — 64> K <UL (T AT Z(’T’AT’,),)) (P < )2 — (1 + TGP < v).

Applying Lemma 3.1 with § = 27, we show that there exists C'(p) > 0 such that.

i,z o 2 3,2 o
E [(UL (77, 275 ) } < 1+Elexp (-9 (T AT, 255705 ))]
< 1+C(p).
Hence, we get d3 —d4 > —(1 + C’(p))% (PO < V))% — (1+TG)P(6 < v). Moreover, we have

P(NZ — N% > 0) + P(N? — Nb > 0)
2P(N, — N, > 0)

3 ’_ r(T—t)
By (i)
r | Tmin ’

where N is a Poisson process with intensity A. To conclude, as ¢(z'—z) = —11n (1 —
we have shown that

PO<v) <
<

(a;/_z)er(Tft) )
S Y A

AJE > Gl — 2) — 231 + C(p))F (d(a' — 2))% — 2A(1 + TG)(’ — ).
It remains to find an upper bound for AJ®. As g is positive, we have
o t,i,2 t,i,2,a0
agr < Blup(Tar, 2g7s ) — v (Tar 24575 )]
< (@) +da(a),
where we have set
t,i,z’,a t,1,2,a
bile) = E|(Un(TAT, 2575 )~ U0 (T AT 25755 ) Y 1en)|
t,1,2, 12,2,
bole) = E|(Un(TAT, 2575 )~ U (T AT 23755 ) V1]
On {v < 0}, we have seen that

L(T AT, 257005 ) = @ —a)e™ + L(T AT, 275 ).

Hence, it follows from the concavity of U and its monotony that
i) < (@ -2 TR0 (L(T A7 252%)) 1eny]
)

y(x' — :U)eTTIE [exp (—'yL (T AT, Zéﬂj\ja))} :

IN A
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From Lemma 3.1, it follows that there exists C'(p) > 0 such that é;(a) < C(p)(z’ — ).
Finally, we deduce from Cauchy-Schwarz inequality and Lemma 3.1 that there exists C'(p) >
0 such that

02 (av)

[N

IN

PO < v) + (E [(UL (T AT, vaTi»;;;_))ﬂ)é (P(6 < v))
< 2(2) — z) + C(p)(2X(z' — 2))2.

O
Proof of Proposition 3.2.
Let « € A(t AT, 2) s. t. ieareve] = 0. As y, p and s are fixed, we will write J{*(t, ()
instead of J(¢,(,y, p, s) for ¢ € [Tmin, +00).
We set & := #/e"@~*). We have | — 2’ |<| 2’ | re’T |t —t' | since | e¢ —1|<| ¢ elél. As
such, from the condition on |t — #'| in (3.20), we may apply Lemma 3.2 and obtain
[T al) = Rt | < IR ) = IR () |
+ [ E) = () [+ | TPt ") = TPt ) |
PAGEIERAR N
+E1(p) (¥(| 2" = 2" [) + ¥ (2’ — 2)).

IA

As 1) is increasing, we have
W(la =" ) <™ |2t —1) ).
Therefore, we just have to prove that there exists C'(p) > 0 such that:
| at) = TR < Clp) [ =t ] (6.39)
We first set to = min(t, t), t, = maz(t, t) and

Ty = o' exp <%(t o (—)R (- to))) for k € {0,1}.

With these notations, if tg = ¢ then zg = 2’ and 1 = &/ else t; = ¢, #1 = 2’ and zo = 2.
Hence, we aim at proving that

| JE (b1, 21) — T (to, 20) | < C(p)(t1 — to) with 1 = zoe" %) 2 = (24,y,p,5) Vk € {0,1}.

To simplify notations, we set 7! = 711:41:@ and 79 = 7l0:420.2 - Ag o € A(tg, 2z0), we have

Ji (to,20) = E
to

0
Ur (T A7 Zto,i,Zma _ T (Yto,iyzovoé) d
L » H(TATY)— gty ul -

Now, if we set 0 := inf{u >ty : N* > N or N} > NP’_ or R, > R,-}. We have

) TATO )
(UL (T/\ ,/_07 ngl/l(igsoi) _/t g(Yuto,z,zo,a) du) ﬂ{é<t1}]
0

) TATO .
(UL (T/\TO, Z(tg,’;’j%’)g —/t g(YJO”’ZO’Q)du> |ft1] ]l{t1<é}]
1

t1 )
(i)
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We can notice that on {t; < 6}, we have
I, =i, =7 and Vu€[t;,T AT, Zlob0o = zivizna
Therefore, we deduce from the Markov property that

0 iy TATO My
Uy, (T/\T , Z(%’A’Tg’),> —/ g(Yioiz0.0) gy ]l{égtl}

to

Ji(to, 20) =

~ tl .
+Jia(t1721)]P>(t1 < 9) —E {(/ g(YJO’l’ZO’a) du) ]l{t1<é}:| .

to

Then, it follows from Cauchy-Schwarz inequality and Lemma 3.1 that there exists C'(p) > 0
such that

J(to, 20) > [( ( 0, t%’;’jg’) ] IP’ 6 < tl))é
—TGP(0 < t1) + J& (tl,zl) (t1 < 0) — G(t, — to)
> —C(p) (P < )) —TGP(B < t1) + JO(t1, 21)P(t1 < 0) — G(t1 — to).

IN gD

Recalling that J&(t1,21) < 1, we get

N|=

Jia(tbzl) - qu(t(JazO)

IN

C(p) (P(é < tl)) F(J2(t, 21) + TGP < t1) + G(t; — to)
< C)BNE [ ti—to |2 +B1L+TCA+G) |t —to | .

The last inequality follows from the following one:
PO <t;) < P(N{>NE)+P(N? >N2)+P(Ry, > Ry)
< 3]P)(Nt1 > Nto)
< 3A(t; —to).
Now we follow the same idea to find a lower bound for Jf*(t1, z1) — J*(t0, 20). We have

JX(to,20) = FE

) TAT )
UL AT, 2 - [ g(i@to’z"zo’a)ds].
to

Once again, we notice that on {t; < é}, we have
Itl = i, 1 =170 and Vu S [tl,T A 7’1], Zzo,i,zo,a = Zil’i’zl’a.

Therefore, it follows from Markov property again that

) TNAT1o .
I (to,20) < E KUL (T/\To, Z(tg:;’jg)"f) —~ /t g(YJO’“ZO’“)dU> ]l{égtl}:|
0

. TNATy ) R
+E [UL(TA 1, Zf;;\’ill)’g) —/ g(Y;t1,z,z1,a)d$:| P(tl < 0)
t1

.y TATo .y
E [(UL (TMO, Z(%’A’TS)’—) - /to g(Y, 0 )dU) ]l{égtl}}
+J8(t1, z1)P(t, < 6).

IN
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As U <1 and g > 0, we obtain

A~

Jf(to, 20) < P(0 < t1) + J&(t1, 21)P(t; < 6).
Hence, from the proof of Proposition 3.1, we know that there exists C'(p) > 0 such that

(S (b1, 21) = 1P (0 <t)
~(C(p) + 1)P(9 < 1)
=3(C(p) + DA(t1 — to).

Jit(t, z1) — Ji*(to, 20)

AVARAVERY]

Proof of Lemma 4.3.
Proof: Let (i,t,2) € {1,..,m} xS and (¢)1<j<m a family of functions such that for all

(janﬂ-)o-) S {]-a "7m} X {ymlna "7ymacc} X gN X 5{17°'7K}> (uaé) — ¢j(u7£7<7ﬂ-70’) is a Cl
function on {(u, &) € [0,T) X [Tmin, +00) : (u,&,(, 7, 0) € S} and v—1) has a global maximum
at (i,t,2) € {1,...,m} x §. Without loss of generality we assume that 0 = (v — ¢) (4,1, 2).

Let 0 < h < T —t such that
If 2<Zmin+p—35 thenze™ <pmin+p— g for all u € [0, h] (6.40)
If 2> Zmin+p—35 then ze™ > zpin +p — g for all u € [0, h].

Notice that if 2 = Zpin +p — 5 < 0 then ze™ < Ty +p — § for all u € (0,h] and if

T = Tmin +p— 5 > 0 then xze™ > 4, +p — 5 for all u € [0, ).

We choose an admissible strategy o € A(t, z) and set 7% := 745%% AT such that the dynamic
programming principle (3.21) implies

Vi(t,z) = wi(t,2)
< B gl) 0= 1) b (4R A 2050 N ngney
+Uj, (%a,xer(%a_t),y,p, s) ]l{%ag(wrh)/\é}] + h?,
E[ = g(y) ((t+ 1) AOAF"—t) + 0y, (1, 2) (6.41)

+ (UL <7A-OC7 xer(’?o‘—t)’ Y, p, S) - 1/12‘(720‘, xer(’?o‘—t)’:%p’ S)) ﬂ{i—ag(t—&—h)/\é} + h27

IN

where we have set v := (t + h) A 6 A 7*~. Applying It&’s formula to Y1, (u, Zy) between t

and v , we have

v ; vy ;
o) = it + [ G Zodes [ G 2K

+ Y (YnwZ) — v, (7))

— . v 31/),- v &
= wz(t,z)—i-/t o (u,Zu)du+/t o (u, Zy)r Xydu
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o [ (o2 = ot 2 )ang+ [ (vn.(wZ2) = i Zuc) )an,
b [ (o 2) - i 2,0 )

By taking expectation, we obtain

Elr, (. Z)] = ilt,2) +E /t O, Zu)iu /t O, Zu)r X ] (6.42)

- v “ s 6 "
+ B [ 2009 (vl Xam 4+ 50— Lo 508 + )+ 000 — 1)
-Jt

—(u, Xu—, Y, D, 5)) Il{y>ymn}du}

+ E / )‘?(t>p73)<¢(uaXu——p+g7
-Jt

5
2+ b)), s — ot —n2))

1 —
y+Lp 5

_w(u Xu—7 Y, D, S)) ]1{y<ymaz and Xu—*IH’%Z-Tmin}du

+ ZE[/t qw(%uZ) wi(u,Zu))du}

JF#i
Plugging (6.42) into (6.41), we obtain
Uit £ El-gly) - 0]+ it (6.43
+ E_t agil(uZ du+/ T’Z)luZ)eru}
+ B[ [ N9 (0 Xae o+ Sy = L+ 00+ rbds + 0008 — )

— i (ty Xy 4, Dy 8)) 11{y>ymm}du}

- 1% S
+ E / )‘?(tapas)(wi(ua){uf—p‘k §,y+1,p—
-Jt

5
5 1+ )5 = 8 = 11,))

_QZJ’L (u’ X’u,—, y7p, 8)> ]l{y<yma1 and Xu—fp‘l’%zxmin}du

= SB[ [ (40,20 - it 2) ]
J#i
+ Ri(t,z) + R,
where we have set

Ri(t,z) = E[ <UL <%a’mr(+a—t)’ Y, D, 8) — i (7, 2e" Ty p, 5)) ]l{%ag(tJrh)Aé}]'

AS & > Zpin, we have ze"T* 7Y > g on {7* < t+ h} for h small enough. Hence, we
have:

Ri(t,z) = E[[UL — i) (9a»$er(9a_t>,ymm’p7 8) L ra—pa<(t4n)nd; y:ymin}:|
_HE[[UL — i <9ba 2’0y, p, 3) D ra o< (14 m)AD: y=ymas OF 272 =0 <y tp—2 }
= E [ /ty M(t,p, s) [UL - 1/)1} (u, Xu—, Y, 0y s)]l{y:ymm}du} (6.44)

HE[/t” Ao(t, p,s) [UL - wz} (u, Xu—s Y s s)) Ly or zertu- t)<xmm+p_§}du}
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At this point, we remark that, for u € (¢, v],

]l{zer(“_t)zfﬂmm-ﬁ-P—%} = 1{x>xmin+p_% or $:xmm+p—520}
]l{ocer(“*t><xmm+10—%} = 1{z<93min+1’*% Or z=Zmin+p—5<0}

Therefore, plugging (6.44) into (6.43), it follows from the definition of the Hamiltonian that

v 0
0< B[ —g(0) + Hilus Zums v, 5
. ox
From the right continuity of the processes (R;):, (N?); and (NP), we get
N i oz 0y
lim = — (1, Zg s 0, 22 ] = — : 29 as.
Jim [ o)+ Mol Zu 0 G ) = =g + it 0. 50) s

Since v is smooth with respect to the variables ¢ and x and the process (u, Zy,)i<u<t+h is
bounded on {u < v}, we deduce from the dominated convergence theorem that :

.1 v 0 oY
< - _ . - — _ . 7y,
0< lim hE[/t 9(y) + Hi(u, Zu—, ¥, 5 ) du] = —g(y) + Hilt, 2,9, )

Therefore (v;)i1<i<m is a subsolution of the system of variational inequalities (4.23) on
{1,....,m} x S.

O
Proof of Lemma 4.4.
Proof: The proof is very similar to the one of the previous Lemma. Indeed, let (i,t,2) €
{1,..,m} x S and (¥j)1<j<m a family of functions such that for all (j,¢,m, o) € {1,..,m} x
{Ymins s Ymaz} ¥ SN x 6{1,., K}, (u,&) = j(u,&,¢,m,0) is a C! function on {(u,§) €
[0,T) X [Tmin, +0) : (u,&,(,m,0) € S} and v — ¢ has a global minimum at (i,¢,2) €
{1,...,m} x §. Without loss of generality we assume that 0 = (v — ¢) (4,1, z).
Let 0 < h < T —t, a € A(t,z) an admissible strategy and set 7% := 7% A T. The
dynamic programming principle (3.21) implies the opposite inequality of (6.41) without the
term h2. Then, we may apply Itd’s formula to vy, (u, Z,) between t and v and by taking
expectation, we obtain equation (6.42). Finally, we obtain the opposite inequality of (6.43)
for any admissible strategy. Therefore, we get

v 0
02 B[ glu) + Halu,Zum, v, 50

and we conclude by dividing by h and letting h going to 0.

Proof of Theorem 3.1.

First step: We prove that v;(t,2) < sup J&Y(t, 2).
acA(t,z)
Let a € A(t, z). We have

i) = Blvse 2 - [ geds
t

- E [E [UL(%"‘,Z%’Z’C“)— / g(YS ) ds| m} ﬂ{uAé<%a}]
t
+E [(UL(%‘”, ze" ™y p,s) — g(y) (7 — t)) ﬂ{%agw\é}} :

35



Now, we shall work on {v A 6 < 7} and we have:

~o
A~

E UL(%OLJZ?ZLLZ,(X) _/t g(YSt’i7y’a)dS|fy/\é:| < vIV/\é (]//\éa sz\g,a) - (V/\9 - t)g(y)

Second step: We prove that 0, (i,t,2) ;== sup J; (¢, 2) < vi(t, 2).
acA(t,z)
Let € > 0. We first notice that

. K :
xtima < gterT 4y -0 and P < p+ 6.

l//\é -

Therefore (v A é, sz\ga) takes values in the bounded set B(t,z,p) where

B(t,z,p) = {(u,f,(,ﬂ,a) €t,T] xS §§m+erT—|—p+§ andﬂgp—i—é}.

We now define a countable partition of B(t,x,p) with Borel subsets By such that for all
kEeN, B, =1xJx{a}x{b} x{c} where I x J C [t,T] X (Zmin, +0), @ € {Ymin, -, Ymaz }
b e %N and ¢ € §,..., K§}. For k € N, we choose ((t, zx) := (tk, Tk, Yis Pk, Sk) € B such
that ¢, is the largest time in the trace of By, in [t, T].

From Propositions 3.2 and 3.3, we can choose B = (By)y such that for all £ € N, all
i €{1,...,m}, all (u,§,(,m,0)in By and all @ € A(u, 2x) s.t. ajj,) = 0, we have

lvi(u, &, m,0) — vi(te, zi)| + |7 (v, &, ¢, m0) — I (e, 21)| < €. (6.45)
Let a € A(t, z) such that
B, (i,t,2) < e+ I (t, 2).

As (Bg)ren is a partition of [t,T] x S, we get

+oo

o . N t,1,2,a .

Oy (i,t,2) < e+ E E|:’U[w\é (u/\ 0, Zu/\é ) ]l{u/\é<%a}]1{(u/\é, Zt’;’;’a)el?k}}
k=0 v

E| () (vAOAT 1) UL (7,0 p5) Dy gy

IN

“+o0o
2+ Z - {vlwé (tk, 2x) ]1{1//\(9<%a}]1{(u/\é, Zt’ig’“)eBk}}
k=0 v

+E[ —9g(y) (1/ AO AT — t) +UL (f'a, ze" ™ 1y p, 5) ﬂ{%ugw\é}} ’

where the latter inequality derives from (6.45).
Now, for j € {1,...,m} and k € N, we introduce o/** € A(ty, j, z1,) such that

Vit 1) < €+ I (t, ).
Let k € N, we get

Vi = E[v[mé (tk, 2k) ﬂ{u/\é<—?&}]1{(u/\é, Zz’i’g"’)eBk}]

m
J.k
< ZE[ (5 + qu (tkvzk)> ]I{IV/\é:j}]l{u/\é<'?a}]1{(l//\é, Zﬁ’i’@z’a)EBk}]'
j=1
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Now, we define the random variable x with values in N, null on {v A § > 7%} and such that
for w € {v A 9AA< 7Y, (v A6, th/’;’g’a)(w) € B, (). Notice that s is F,  ;-measurable.
For w e {v A < 7%}, we set:

as(w) if tgzigu/\é(w)
ds(w):=4¢ 0 if vAO(w) <s <ty (6.46)
ol (w) if  tew) <sand [, 4(w) =]
On {v A > 79}, we set & = a. To simplify notations, we shall write & for Qt,., 7] and
é‘|[z//\é,T]' We get
Vi < E[ (5 + JIQ;A(; (trs Zﬁ)) ﬂ{y/\é<‘f‘°‘}]1{(1//\é, Ziig’“)eB,{}}‘

From the definition of &, we have & € A (1/ A é, I, Zi’i’g’O‘), therefore we deduce from the

last inequality that

+oo too
Z Vi < e+ ZE [JILZN; (e, 2x) ]l{u/\é<+a}]1{(u/\é, Zt’i’?’a)eBn}}
=0 =0 vAO

IN

“+o0o
A ) t,1,2,a )
243 EE (v A0 205 ) Uy picrey Vund, 20
k=0

[ ¢ N t7'7 )
= 24 E[JE (VA0 250 U ey

T

- A t,i,2,a0 ~ ‘IA'& ) t,1,2,00 A

. & l//\@,IV/\é,ZV PR VAG,IVAé,ZV PRt

= 2¢+E <UL(7' A% " )— | g(Ys " )ds I, pjcro
- v

_ 2E+E_<UL(%d,Z§§;’Z’5‘)—/V Ag(Yst’i’Z’d)ds> ]1{VA9A<%Q}},

N0

where the last equality is obtained from the definition in (6.46) To conclude we notice that
on {7#* < v A0}, we have 7* = 7% and then

by(ist,z) < de+ E[ —9(y) (V NINFE — ’5) +UL <%a’ 2™, y.p, S> ]l{f“S”Aé}]

pated

+E|: (UL(%da Z;g,f,a) B /V/\é g(Yst,i,Z,d)d,S) ]l{y/\é<.f.a}i|
de + E[UL(%d,Z;’;’f’&) - / g(Y;t’i’Z’@)dS]
t
= de+JXt,2)
< de+wi(t, 2).

Sending e to zero, we may conclude the proof. O
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