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Abstract

This thesis comprises of five chapters. The first chapter gives a brief introduc-
tion on the existing literature about the optimal trading order execution problem,
the concept of limit order book, market impact models and their underlying market
microstructure. We will also provide some brief review on the regularity problem
of market impact model and the resilience effect of the LOB market. Some no-
tions about the limit order book trading will also be introduced in this chapter.
The second chapter, a game theoretical model given by Rosu [74] is introduced and
the same side and opposite side resilience are reinterpreted for this model. The
solution structure of a Markov equilibrium of this model is obtained for the same
side resilience by providing a rigourous mathematical analysis. We also provide a
sufficient condition for the existence of real-valued solutions under this situation.
We also reproduce the results in Rosu [74] about the opposite side resilience in
this LOB model. In the third chapter, we extend the LOB market impact model
in Obizhaeva and Wang [65] by introducing two sides resilience and a general LOB
shape function. Two existing LOB market impact models are then replicated by our
extended model, allowing the cross-impact resilience rate going to zero and infinity
respectively. In the last two chapters, we conduct two applications of our extended
market impact model. These two applications are able to help us study the optimal
execution problem and the market regularity issues. We find out that the minimum
cost of the zero-spread LOB model is a lower bound of the minimum cost of our
extended market impact LOB model and those models with zero bid-ask spread

have weaker regularity conditions than those with a non-zero bid-ask spread.
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Chapter 1

Introduction

In section 1.1, we will briefly review the existing literature about the optimal
trading order execution problem, the concept of limit order book (LOB), market
impact models and the market microstructure underlying these models. Moreover,
we will also provide some brief review on the regularity problem of market impact
model and the resilience effect of the LOB market. Since our research is conducted
on the limit order book structure, some notions about the order book trading will
be introduced in section 1.2. These notions are used throughout this thesis. Then
in section 1.3, we would like to present the motivation of this research. Finally, in

section 77, we will give the structure of this thesis and our main contributions.

1.1 Literature review

1.1.1 Optimal trading order execution problem

With or without private information, there are some cases in which a trader
needs to liquidate a large amount of some asset. As proposed in Brunnermeier and
Pedersen [19] some examples are hedge funds with margin calls, traders who uses

portfolio insurance, stop loss options, or other risk management strategies, a short



seller who may need to respond to the price increases'. Because of the limited

liquidity in the financial market, trading a large amount of any asset has an impact
on its prices, and usually this price shift is against the trader’s interest. This trading

incurred price shift is called the price impact.

The basic observation is that the costs of the price impact of a large trade
can be reduced significantly by splitting the large trade into a sequence of smaller
trades. To this end, we adopt the view of Bertsimas and Lo [13] and Gatheral
[33] about the order execution process. They suggested that the trading process
is separated into three layers: The first layer is called macro-trader and this layer
decides about the timing of trading and about the order sizes; The second layer
called micro-trader. Given a slice of the order placed by the macro-trader, the
second layer decides whether to place market orders or limit orders. If a limit order
is placed, at which price to trade; The third layer is the smart order router. Here a

decision is made about which trading venue to send the orders to.

Although it is desirable to have an integrable model for all layers of the
trading process, such a model might be overly complex as suggested in Bertsimas and
Lo [13]. The market impact models we consider in this thesis are models developed
for solving the first layer optimal execution problem. We will review the market
impact models in detail in the section 1.1.2. Apart from the market impact models,
there are other first layer related studies focusing on optimal trading times, such as
Kharroubi and Pham [51] and Lehalle et al. [59], or the studies focusing on order
split between transparent and hidden, such as Buti and Rindi [20], Cebiroglu and
Horst [22], Esser and Ménch [29] and Kratz and Schéneborn [55]. The second layer
execution usually involves limit order placement, such as Avellaneda and Stoikov
[10], Bayraktar and Ludkovski [11], Guéant and Lehalle [41], Guéant et al. [42],
Harris [45], Hollifield et al. [47], Kovaleva and Iori [54]. There is also some research

which combines both the first and the second layer, for example Guibaud and Pham

! As stated in Madhavan [62], this is the case that ‘issues of how investors trade are decoupled
from issues of why they trade’. Even though an ideal framework should combine the optimal trading
strategy problem and dynamic portfolio problem, it is very helpful to have a full understanding on
the trading part itself at first.



[43], Guilbaud and Pham [44], Huitema [50], Naujokat and Westray [64]. For the
layer of smart order router, one can refer to Cont and Kukanov [24] and Laruelle

et al. [57] and the references therein.

1.1.2 The market microstructure underlying market impact models

The market microstructure endogenously explain the formation of the price
impact, and the motivation of trading activities, etc. To build a both mathematically
tractable and well rounded market impact model, it is desirable to gain a better
understanding of the endogenous market microstructure that underlies the market
impact models. Some recent books and articles, such as Biais et al. [15], Lehalle
[58], Madhavan [62], O’Hara [66], summarised the market microstructure literature

from the aspects of theoretical, empirical and experimental study.

In a market impact model, the relation between the transacted order volume
and the consequent price shift is described by the price impact function. The price
impact function is an abstract microstructure description of the interactions between
traders and the liquidity in the market. In other words, it does not model the
dynamics of price impact via interactions of trades at a microscopic level as in a
market microstructure model, but emphasise on a direct relation between a large
order and the price dynamics. As in Alfonsi et al. [5], Almgren and Chriss [9],
Gatheral [32] and Obizhaeva and Wang [65], the asset price in a market impact

model is in the form of
Sy = SP + Price impact function
where SY is an exogenously given process to describe the asset price when it is

unaffected by the price impact.

Both the unaffected price process and the price impact function are required
to be specified in a market impact model. As suggested in Gatheral and Schied [35]

and Schied and Slynko [78], there are two generations of market impact models. The



first generation market impact models distinguish between two price impact compo-
nents, namely the temporary impact and permanent impact. The second generation
market impact models is based on the subsequently decay of price impact, which
is called the transient tmpact. In the rest of this section, we will briefly review the
market microstructure that underline the first and the second generations of market

impact models.

The first generation market impact models and dealer market

Madhavan [62] attributes the cause of temporary and permanent price impact
to three types of costs when one trades in a dealer market. On a dealer market,
liquidity is provided by a specialist who is contractually obliged to always stand
ready to buy at quoted bid and sell at quoted ask. Price is determined via the

specialist’s auction and the trader’s bidding.

The temporary price impact reflects the transitory cost of demanding lig-
uidity, such as order handling fee in Roll [72] and inventory cost in Stoll [81]. The

temporary price impact only affects the individual transaction that has triggered it.

The permanent price impact reflects the specialist’s price update based the
information transmitted to the market by the buy /sell order flows. Thus the perma-
nent price impact is due to the costs of being adversely selected by informed traders
as discussed in Easley and O’Hara [28], Glosten and Milgrom [38], Kyle [56]. The
permanent impact does not only influence the price of the current trade but also

the prices of all subsequent trades.

This kind of market impact models are first introduced in Bertsimas and Lo
[13], Almgren and Chriss [9] and Almgren [8]. The framework of Almgren and Chriss
[9] has now been a basis for practical applications used in the financial industry.

Some variants of the Almgren-Chriss framework are:

1. Adapting the optimal execution strategy for various risk criteria, such as the

mean-variance optimisation utilised in Almgren [8] and Huberman and Stanzl



[49] and the expected utility maximisation applied in Schied et al. [79] and
Schied and Schéneborn [77].

2. Introducing the optimal adaptive strategy, for example, Lorenz and Almgren

[61];

3. Applying more general unaffected price processes, other than the Bachelier
model, such as the geometric Brownian motion applied in the work of Schied

[76] and Gatheral and Schied [34].

The second generation market impact models and LOB market

On a LOB market, there is no designated liquidity provider. Liquidity is
offered in a self-organised way. In other words, any agent can choose, at any instant
of time, to either provide liquidity or consume liquidity. A satisfactory LOB mi-
crostructure model should be able to include the interactions of different traders and
explain how the bid and ask prices are affected by the interactions. Particularly in
this thesis, it is desirable to reflect the same side and opposite side resilience effect

in a LOB model.

We list some survey papers focusing on the market microstructure of the
LOB. They are Bouchaud et al. [18], Gould et al. [40] and Parlour and Seppi [68].
Following the view of Abergel and Jedidi [1] on the classification of LOB microstruc-
ture models, two research methods could be outlined. The first method is a game
theory approach, such as Foucault et al. [30], Goettler and Rajan [39], Parlour [67],
Rosu [74] and Rosu [75]. Among these, the effect of asymmetric information on LOB
trading activities is considered in Bloomfield et al. [16], Goettler and Rajan [39],
Harris [45] and Rosu [75]. In such a trading game, traders are assumed to arrive at
the LOB market randomly and trade strategically by endogenously choosing their
trading decisions as solutions to individual utility maximisation problems. The LOB

dynamics is then the collections of equilibrium strategies of all active traders.

The other method focuses on modelling the LOB microstructure in the zero-



intelligence models, such as Abergel and Jedidi [1], Cont and Larrard [25], Cont and
Larrard [25], Smith et al. [80] and Toke [82]. Zero-intelligence means the focus of this
approach is more on reproducing the mechanics properties of the order book without
assuming the strategic interactions between agents. The arrivals of different order

flows are assumed to be independently and identically distributed point processes.

More empirical studies suggest that price impact is transient, but is not sep-
arated into two parts, namely the permanent price impact and temporary price
impact. In other words, an order creates some immediate price impact that subse-
quently decays over time. Bouchaud et al. [17], Bouchaud et al. [18], Potters and
Bouchaud [70], Weber and Rosenow [85], Wyart et al. [87] are among those empiri-
cal LOB studies which support this transient decay idea. Obizhaeva and Wang [65]
adopted the transient price impact with the same side resilience into the market
impact models. In their research, the LOB is defined via a block shaped and time
independent function. The same side resilience factor was defined via a determinis-
tic exponential function. In recent years, there are some research extended the work

of Obizhaeva and Wang [65]:

1. In Gatheral et al. [37] and Alfonsi et al. [6], the same side resilience factor

follows other deterministic functions.

2. In Alfonsi et al. [4], Alfonsi and Schied [3], Predoiu et al. [71] and Alfonsi
et al. [5], the shape function of the LOB is also defined as a time independent

function but not in block shape.

3. In Alfonsi and Acevdeo [2] and Fruth et al. [31], the LOB shape function is

assumed to be a block shaped function but not independent with time.

4. In Fruth et al. [31] and Weiss [86], the same side resilience factor is considered

to be stochastic.

5. More general unaffected price process is applied in Lorenz and Schied [60].



1.1.3 Regularity of market impact models

The optimisation problem brings us the issue of regularity of a market im-
pact model. A minimal regularity condition is the existence of admissible optimal
execution strategy. This existence of an optimal solution is guaranteed by the ab-
sence of the price manipulation strategy (PMS) and the positivity of liquidation cost
(PLC). Moreover, the resulting optimal strategies should be well-behaved. For in-
stance, we do not want to follow a trading strategy that strongly oscillates between
buy and sell since there is usually additional fees for trading market order. This
oscillation strategy can be excluded by the absence of the transaction-triggered price
manipulation (TTPM) in a market impact model. The notions of these irregularity

conditions of market impact model will be introduced in section 3.3.

However, we should note that these arbitrage opportunities in market im-
pact models are different from the arbitrage in derivative pricing models and are
also distinguished from the arbitrage opportunities generated by asymmetric infor-
mation as discussed in Allen and Gorton [7]. So even a martingale assumption on
the unaffected price process will not exclude these irregularities in market impact

models.

Huberman and Stanzl [48] initiate the research on arbitrage opportunity in
market impact models and link this to the arbitrage in derivative pricing framework
via so called quasi-arbitrage. They find that the linearity of the permanent price
impact function is a necessary condition for the absence of the PMS. Their results
are further confirmed in transient models of Gatheral [32] and Gatheral et al. [36].
Alfonsi et al. [6] and Gatheral et al. [37] both research on linear transient LOB model
with general decay factor. They find out a necessary condition on the decay factor for
absence of both PMS and TTPM. Alfonsi and Schied [3] and Kloéck [52] represent two
extensions of the linear transient impact model. Alfonsi and Schied [3] generalise
their results with the non-linear price impact function. Klock [52] introduce the
effect of stochastic linear price impact into market irregularity investigation and

propose the notion of PLC.



1.1.4 The resilience of the market impact

In this section, we provide an overview of some theoretical and empirical
studies on the order book resilience. In market impact modelling framework, the
resilience means the price impact induced by a large trade can be reduced if extra
time is given for the market to recover. The resiliency in a LOB is quantified in

three respects:
1. Magnitude, i.e. how much will the best bid or ask price recover.

2. Speed, i.e. how quick will the best or ask price recover.

3. Direction, i.e. same side resilience or opposite side resilience?.

In particular, we will have a discussion on the same side and opposite side resilience

after a trade incurs price impact.

Theoretical studies on the resilience of the market impact

The resilience study in Bouchaud et al. [17] and Bouchaud et al. [18] is
conducted via analysing the diffusive behaviour of mid-price (average of the best
bid price and the best ask price) process. They claim that the market observed
mean-reverting mid-price process holds if and only if the price impact decays slowly.
They offer the rational behind price mean-reverting as: the liquidity provider needs
to close their position at a later time without trading at a much higher price. So
the liquidity provider needs to mean-revert their limit order prices after a large
order. The recovery direction is not clarified and their view about the time scale of

resilience is that the mean reversion cannot take place too quickly.

Via a study on high frequency (HF) trader’s optimal market making (i.e.
supplying liquidity with limit orders) strategy, Cartea et al. [21] offer evidence on
opposite resilience in a LOB market on short time scale. The optimal solution

implies that the HF trader should correct the market making strategy in order to

2See section 1.2 for a detailed discussion



mitigate the risk of being adverse selected, and exploit the short-term mid-price
deviation via directional strategy. In other words, after a large market buy order,
the HF trader posts further away from the mid-price on the ask side (avoid being
adversely selected) and puts closer to the mid-price on the bid side (exploiting the
short-term deviation by directional strategy). That is to say, HF market maker’s
directional strategy supports the opposite side resiliency of the order book on short

time scale.

Foucault et al. [30] applied a game theory to study continuous-time order
submission problem. To measure the resiliency they use two definitions, namely the
reservation spread and the competitive spread. Reservation spread is the smallest
price improvement by which a limit order trader could make a non-negative profit.
Competitive spread is the patient traders’ reservation spread. Resiliency is then
measured as the probability that the spread reverts to ‘competitive spread’ before
the next transaction. They find out that when traders have the same reservation
spread, the resilience is the fastest and when traders are heterogeneous, the more
the patient traders there are, the faster the price impact decays. There is no clear

results about the resiliency direction.

Empirical studies on resilience of the market impact

Ponzi et al. [69] and Téth et al. [83] are two empirical studies via event study
based on an order book. They both observe a power lay decay of price impact. In
other words, new limit orders are not placed simply in a way that immediately
reverts the spread back to its original value, but they are sequentially placed close
to the current best price and this leads to a slow decay of the spread. However, the
study of Ponzi et al. [69] does not distinguish the resilience between the same side
and the opposite side recovery. Téth et al. [83] separately measure the number of
queuing orders on each side of the order book before and after a large market order.
They show for price drop on the bid side the number of queuing limit buy orders

decreases to about half of the usual value. At the same time on the ask side the



number of queuing limit sell orders increases and even stays very high for a long time
after the event. That is just the two-side resilience effect which will be explained in

more detail in next section.

Another two important empirical study on order book resilience are: Biais
et al. [14] and Degryse et al. [27]. Biais et al. [14] find new in-spread limit orders
on the ask (bid) side of the market are particularly frequent after large market sell
(market buy) orders. This empirical observation is an evidence of opposite side
resilience. They attribute the co-movement effect to information, in the sense that
part of the resilience in the same side could be mechanical, but the resilience in the
opposite side is believed to be due to the information arising from the shift in the
expected fundamental value. Degryse et al. [27] extend the work of Biais et al. [14]
by studying not only the next incoming limit order after the large market order but
also the sequential orders. They conduct a descriptive event study and they observe
that for small stocks the best ask price jumps up after a large market buy order,
while the best bid price increases as well but without a jump. So does after a large
market sell order. The resilience of two sides of the order book are different to the

same large market order..

1.2 LOB and its execution rules

In most of the published literature on LOB, the following terminology has

been adopted. They will be widely used in this thesis too.

Market order and limit order

A limit order is an order to buy or sell some specified quantity of an asset
at a price specified by the trader. It is not executed immediately, instead it enters
the queue of outstanding limit orders. A market order of a given size is an order
that results in an immediate execution at the best available price upon submission.

Thus for market order traders, they only specify the amount to buy or sell without

10



explicitly specifying a trading price. Market order is executed against the existing

limit orders. This is the interaction between market and limit orders.

Large order and child order

According to an empirical paper Biais et al. [14], trades are distinguished
by trading direction (buy or sell) and aggressiveness (patience for order execution).
The most aggressive order is placed via a market order to trade a large quantity of
shares which usually demand the execution of more limit orders than that available

at the best price.

In market impact models, a large order corresponds the most aggressive order
in market. In particular, it specifies a large amount of shares which is needed to
be split into smaller orders, so that the adverse price impact incurred by it can be

reduced. This sequential smaller order is called the child order.

Bid side and ask side

A LOB for a single asset is the collection of all active buy and sell limit orders
with the corresponding prices and volumes information. We call the collection of
limit buy orders the bid side of the LOB and the collection of limit sell orders the

ask side of the LOB. A snapshot of an order book is shown in Figure 1.1.

Order execution rules

Execution of outstanding limit orders by market orders is settled according

to a set of priority rules. Prevailing ones are price-time rule and pro-rata rule.

In this thesis, it is assumed that the LOB follows the price-time priority
rule. Price-time priority LOB markets give priority to orders submitted at more
competitive prices and to displayed orders over hidden orders at the same price level.

Orders with the same display status and submission price are usually matched on a
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Figure 1.1: A LOB Snapshot of AMZN on June 21, 2012.

first-come-first-serve basis. As a result, the price-time priority order execution rules

are:

1. When a market buy order arrives, limit sell orders in the ask side of the
LOB are executed, starting from the orders with the lowest price to the more

expensive ones until the total number of shares ordered is reached.

2. When a market sell order arrives, limit buy orders in the bid side of the LOB
are executed, starting from the most expensive orders to the less expensive

ones until the total number of shares ordered is reached.

Discrete price grids

In a real LOB, orders are placed at a pre-fixed discrete price grids. The grid
step is the smallest interval between two prices and it is called the tick size. The

tick sizes are different between the exchanges and trading assets.
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LOB dynamics and order flow

The order book evolves over time according to the arrival of new orders. The
price is therefore the result of the interactions between the order book and order
flow. The dynamics of the LOB would be mainly affected by the following four order
flow processes, namely market orders, limit orders placed in the bid-ask spread, limit

orders placed at prices worse than the best price and cancellation of limit orders.

Same side resilience and opposite side resilience

The same side resilience describes the following market situations:

1. After a market buy order, the ask side of the order book will be recovering to

its original status.

2. After a market sell order, the bid side of the order book will be recovering to

its original status.

Likewise, the opposite side resilience describes the following market situa-

tions:

1. After a market buy order, the bid side of the order book will be recovering to

its original status.

2. After a market sell order, the ask side of the order book will be recovering to

its original status.
In terms of order flow, the same side resilience means that:

1. After the arrival of a market buy order, there are new incoming limit sell

orders placed within the current bid-ask spread.

2. After the arrival of a market sell order, there are new incoming limit buy

orders placed within the current bid-ask spread.

Likewise, in terms of order flow, the opposite side resilience means that:

13



1. After the arrival of a market buy order, there are new incoming limit buy

orders placed within the current bid-ask spread.

2. After the arrival of a market sell order, there are new incoming limit sell orders

placed within the current bid-ask spread.

Two sides resilience means that, after the arrival of any market order, there are new

incoming limit buy and sell orders placed within the current bid-ask spread.

1.3 Motivations

As demonstrated in the section 1.1.4, empirical evidences of the same side
and opposite side resilience of the market impact are discovered in trading actives.
We believe that these resilience effects are important academically and practically.
But because of the complexity of these features, they are still not well researched. In
Rosu [74], a microstructure LOB model is provided and to the best of our knowledge,
among other LOB models, this model can theoretically replicate the effect of two-

side market impact resilience due to its mathematical tractability.

Different from the microstructure LOB model provided by Rosu [74], a mar-
ket impact model based on the LOB is introduced by Obizhaeva and Wang [65]. As
reviewed in the last part of the section 1.1.2, the work of Obizhaeva and Wang [65]
is very popular in recent years and there are various modifications or generalisations
conducted by other academics. However, all these studies did not consider two sides
resilience. Usually, they simplify their models by zero-spread assumption or focusing

on only one-side of the order book.

This thesis fills a gap in literature by providing a mathematically rigourous
proof for the existence of the same side and the opposite side resilience in the
microstructure LOB model of Rosu [74]. Moreover, to the best of our knowledge,
there is no published evidence which examines the effects of the two sides resilience

in a market impact model. As a consequence, this thesis also fills another gap that

14



considering two sides resilience effects with a non-zero bid-ask spread under the

Obizhaeva and Wang [65] market impact model.

After providing a generalised Obizhaeva and Wang [65] market impact model,
which we call a cross-impact LOB model, research on the optimal execution problem
and the market regularity issues under this model is conducted for two reasons.
Firstly, Klock [52] and Fruth et al. [31] claimed, but did not prove, that the market
impact models with zero bid-ask spread has weaker regularity conditions than the
models with a non-zero bid-ask spread. So, we would like to verify this argument
in our cross-impact LOB model. Secondly, we want to investigate the effects of two
sides resilience on the first layer optimal execution strategy, which has long been

neglected in the literature.
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Chapter 2

Resilience in LOB

microstructure model

In this chapter, our aim is to show the presence of same side resilience and
opposite side resilience in an order book market. We base our analysis on a game
theoretical model given by Rosu [74]. Compared to other game theoretical models
summarised in Section 1.1.2, there are several reasons to work on the model of
Rosu [74]. First, it allows for a flexible spread of the order book and for explicit
measurement of resiliency with enough mathematical tractability, compared to the
models of Parlour [67], Foucault et al. [30] and Goettler and Rajan [39]. Second, the
direction of the resilience is able to be reflected and modelled in this model, while
it is assumed a fixed one tick size spread in Parlour [67]. Third, the motivation
of trading is exogenous to the model, namely the effect of asymmetric information
is not modelled. Rosu [75] provides an alternative model in which the information
effect is considered. Fourth, it includes the execution time risk of limit orders into

the model formulation, as in Foucault et al. [30].

In Section 2.1 we summarise the model of Rosu [74]. It starts by reviewing
the main characteristics of this continuous time trading game proposed in Rosu [74].

We then introduce the construction of the rigid, competitive Markovian equilibrium
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in the one-side book case, since this case is quite intuitive and admits closed-from
equilibrium strategies. It turns out that the properties of one-side case can be easily

extended to the two-side case.

We present our main results in Section 2.2. In Section 2.2.1 we reinterpret
the same side resilience and opposite side resilience by notions of Rosu [74]’s trading
model. The same side resilience is reflected by the positivity of the difference between
same side temporary price impact and permanent price impact caused by a same
side market order. The opposite side resilience is measured by the positivity of the
non-execution side permanent price impact. This is an essential step since the price
adjustment in this continuous time trading game is taking place instantaneously,
while the transient resilience is a time-dependent feature of a LOB. Section 2.2.2
deals with the solutions of the Markov equilibrium obtained in the one-side order
book case. We present the solution structure in our Proposition 2.2.2 which is
distinguished from the results of Rosu [74]. In Section 2.2.3, we provide a rigourous
proof of the same side resilience by looking at the asymptotic behaviour of the
price impact functions under the assumption of fast decay arrival rates. We also
construct a counterexample of the same side resilient in Proposition 2.2.4 where the
fast decaying assumption did not hold. Section 2.2.4 reproduce the results in Rosu

[74] about the opposite side resilience in this LOB model.

2.1 The model description

2.1.1 Characteristics of the LOB trading game

The limit order book is of one asset with no dividend. The game is happening
on time interval [0, 00), and trading takes place in continuous time'. The tick size
of price grid is zero, i.e. the prices can take any real value. We take the reason to

trade for all traders to be exogenous to the model. All information about the order

Since there is no universally accepted model of continuous time stochastic game and related
definitions, we follow Rosu [74] that adopts and extends the continuous time framework of Bergin
and Macleod [12] and Rosu [73].
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book and trader strategy are publicly available. Traders can choose between market
order and limit order. The execution of limit orders is subject to the price-time
priority rule as discussed in the Section 1.2. The limit order can be cancelled or
revised at will with no cost. After order execution, the agents exit the order book
forever. There is no delay in trading, in the sense that submitting or execution

happens instantaneously.

The players form a countable set. They are distinguished by the patience
and trading directions of buy or sell. More precisely, there are four types of traders
considered here: patient buyer, patient seller, impatient buyer, and impatient seller.
Each player’s choice of buy or sell, patience and amount of trading orders are ex-
ogenously given outside of the model and stay the same during the trading game.
For simplicity, it is assumed that the impatient traders only submit market order,
which is automatically executed against existing limit orders. Patient traders choose
strategically between market and limit order and the price to submit if a limit order
is used. The price of a limit sell order, P°, and the price of a limit buy order, P?,
is constrained to lie between [P, P]. Moreover, it is assumed that there is an infinite
supply (demand) at price P (P) which is provided exogenously. Patient traders ar-

rive with only one unit to trade. Impatient traders can submit up to k-unit market

orders for some constant k > 1.

The arrivals of traders at the order book are modelled according to indepen-
dent Poisson processes with constant, exogenous intensity rates. Denote the arrival

rates for different type of traders as following:

;

For i < k, u; > 0 is the arrival rate of i-unit impatient buyer. If i > k, u; = 0;
For i < k, A; > 0 is the arrival rate of ¢-unit impatient seller. If i > k, \; = 0;

w >0, arrival rate of patient seller;

A >0, arrival rate of patient buyer.
\

The utility function is a trade-off between higher execution price and lower wait-
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ing costs. More specifically, the utility function for market order traders is the
instantaneous best prices at the submitting time, since they do not need to wait for
execution. The expected utility functions for limit order seller and buyer at time

t € [0,00) are defined respectively as

f(PS, t) = Et[PS —r(r —t)]
and

g(PB,t) = —Et[—PB —r(r —1)],

where 7 > t is the random execution time and r is the waiting cost discount factor
for patient agents. That is, limit order traders bear the execution time risk. There
are a few things we should note about these utility functions. First, —g represents
the expected utility of a buyer since the higher utility is obtained for a buyer by
lowering the price to pay. The sign ‘—’ was moved to the right hand side so that it
is convenient to maximise both f and g for buyer and seller at any time. Second,
by assuming a linear relationship between the execution price and the discounted
waiting cost, there is possibility that the utility becomes negative. One could instead

consider an alternative form of utility functions

F(PS,1) =K [SPe_T(T_t)}
and

F(PBt):=E [PBe—?“(T—”} .

However, the model is already too complicated to add more complexity from the
utility function. To this end, we can always choose the waiting cost discount factor r
such that the utility is positive. In fact, we will see in the sequel that in equilibrium

the utility has a positive constant lower bound.

The players can respond immediately in this continuous time trading setting.
In other words, the trader will keep the current order as long as the other agents

stays unchanged, but if some other agents deviate from the current state at some
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time ¢, this trader will immediately undercut her order price at t.

2.1.2 One-side order book game

In this section, we will consider firstly one-side of the order book. Without
loss of generality, we focus on the ask side of a LOB. For the ask side, the best bid
price is the reservation value of the limit order sellers, as they can always submit a
market sell order at the best bid price and exit the trading. So we set the lowest

price P to be the best bid price for sellers.

For description simplicity, we set ¥ := klim Zle u; and introduce the fol-
—00

lowing notations:
m: the number of limit order sellers in the order book;

am(i): the ask price of the ith limit sell order counted from the best ask price, in

an order book with m limit order sellers with i =1, ..., m;
am: the best ask price for a m limit order seller order book.

Firstly, we review the construction of the competitive Markovian equilibrium
in Rosu [74]. At the beginning, the order book is empty, i.e. m = 0. At some time ¢
patient seller 1 comes and places a limit order at the maximum price level a; = P.
This is required by the Nash equilibrium since P is the highest price as long as
seller 1 is the only one in the order book. Suppose then a second patient seller 2
arrives. If immediate response is not allowed, seller 2 would secure earlier execution
by placing a limit order at as = a; — d for some very small 6 > 0. The limit order of
seller 2 gets executed before that of seller 1 with only infinitesimal price sacrifice, the
expected utility of seller 2 is strictly higher than that of seller 1. However, seller 1 is
allowed to undercut his limit order instantaneously to a; —24. So a price war would
follow. As the limit order price gets undercut, the utility for both of them decreases.
Therefore, in equilibrium, seller 2 should submit a limit order at as < a; = P such

that both sellers have the same expected utility.
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The same idea works for m-seller order book as well. In equilibrium, the
sellers have their limit orders placed at different prices but get the same expected
utility; otherwise, they would be undercut by each other. The same-utility property
reflects the assumption that the seller with a higher limit order price needs to wait
longer. As a result, we could show that in equilibrium the utility of limit order seller
depends only on the number of active sellers in the book m. Thereafter, we denote
the seller’s expected utility by f,,. Since the arrival of patient sellers is modelled by
exogenously given independent Poisson processes, the state variable m is exogenous
and follows a Markov process. According to the definition of Markov strategy in
Maskin and Tirole [63], the state m utility function f,, and the trading strategy

form a Markovian perfect equilibrium.

Apart from determining the price strategies in equilibrium, we also need to
know how limit sell order traders revise their orders when someone in the book
deviates. To this end, Rosu [74] applied the notion of competitive? equilibrium,
in which a local deviation from one trader can be stopped by any other trader’s
immediate undercutting, assuming that the rest of the equilibrium does not change.
The features of large amount trader and instantaneous response make the choice of

competitive equilibrium natural®.

Then we consider some properties of the utility function f,,, i.e. the boundary
conditions of f,,,. We should note that the state variable m is the only state member
and must be finite. Suppose m — oo, the expected execution time for the top seller,
i.e. the seller with the highest ask price, would be E[r] — oco. Hence the top seller’s
expected utility is E[a,,(m) —r(7 —t)] — —oo. Instead, the top seller could at least
improve her trading by submitting a market order with price P which gives him the

reservation utility.

2An example of non-competitive equilibrium is given in the NASDAQ dealer market study by
Christie and Schults [23].

3By Rosu [73], an Markovian equilibrium is competitive if a restriction of the strategies on time
interval (t,t+ 0) is still a Markov equilibrium. This restriction can be made because of the Markov
condition with which pay-off related history is reduced to the limit of outcomes at a single time
point.
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In addition, from the economic point of view, we obtain that the expected
utility function f,, decreases with m and the best ask price a,, is decreasing with m
(since more limit order sellers incur longer waiting time). Meanwhile, the minimum
value of a limit sell order should be no less than the reservation value P. In other
words, when the utility of waiting till execution is less than the utility of submitting
a market sell order at P(recall that P is defined to be the best bid price), some
seller would just cancel their limit orders and place market orders at P. Then
it is reasonable to define a maximum capacity M := max{m : f,, > P}* and a
mized strategy in which limit order trader randomly switches to a market order
with Poisson(r). There are four types of mixed strategies that could happen when
there are M sellers. These are introduced in Proposition 12 and Corollary 2 in
Rosu [74]. In particular, the notion of rigid equilibrium is constructed here. Rigid
equilibrium means that if some agents have mixed strategies, mixing is done only

by the agents with the most competitive limit orders (highest bid or lowest ask).

Then, we derive a recursive system of utility functions f,, to compute the
equilibrium strategy. For a book of m < M sellers in equilibrium, the market can

go to: state m+1 if a new limit order seller arrives with probability MJ%E, or to state

Hi
B

m — 4 with ¢ = 1, ..., k if an 4-unit market order buyer arrives with probability
where ¥ = >~ u;. Apart from this, patient sellers lost utility in a way proportional

to expected waiting time with discount factor r. One obtains the formula

r

k
H Hi
=L+ e i —
fm M+Efm+1 v M+me ) ,UJ—{—E

Furthermore, we construct the individual limit sell order prices a,,(i) for i =
1,...,min{m, k}. With rate u;, an impatient buyer arrives and places an i unit

market order. The ith seller will receives a,, (7). The non-executed sellers will have

4If far < P, some of the sellers could always improve their utility by submitting a market order
directly at price P and get a better utility P > fas. This is a contradiction with the optimisation
of each trading strategy. If far > P, let us consider what happens in state M + 1. If one agent
accepted h = P at some time and exited the game, the utility of the other agents would be fas > P.
The utility for the agent who accepts h is lower than fas. So no seller would accept h and everybody
waits. But this is in contradiction with M being the largest state in which agents wait.

22



the same utility which is equal to f,,—; with probability &%. Since all sellers must
have the same expected utility in equilibrium, the ¢th price in a m-seller order book

am (i) must be equal to the expectation of all possible utilities, i.e.

(i) = Zjiii:_j (2.1.1)

Define by convention that f; = P for i < 0.5

When the order book reaches its maximum capacity M, the arrival of a new
patient seller does not affect the state of the order book since in equilibrium the new

arrival will immediately place a market order at price P and exit. With probability

ulfz an i-unit market order buyer arrives, the system would go to state M —¢. Or
with probability ;5 the bottom seller, i.e. the seller with the lowest ask price,
switches to a market order at P and exits by the rule of rigid equilibrium. Similarly

one obtains a formula for state M utility, which is

Hi Fari— r
v+ M Ty

k
v
fu = me—1 + ;

Theorem 2 in Rosu [74] provides the strategy in equilibrium: if m = 1, then place a
limit order at a1(1) = P; If m = 2,..., M — 1, look at the bottom k levels (or at all m
levels if m < k), which are a,,(1), ..., am (k). If any of them is not occupied, occupy
it. Anything above a,,(k) does not matter; if m = M, the strategy is the same as
for m = 2,..., M — 1, except for the bottom seller at ays(1), who exits (by placing
a market order at P) after the first arrival in a Poisson process with intensity v; If
m > M, then immediately place a market order at P. The equilibrium is unique
in the class of rigid equilibria, in the sense that any other rigid equilibrium leads to

the same evolution of the state variables.

5This can be seen by equation (2.1.1) and a; = P. It is technically required that a; = ai(1) =
21 Bifm—j

= =7 — P, although for i < 0 f; has no practical meaning.
J=1Hi
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2.1.3 Two-side order book game

Now we are ready to review the two-side case in Rosu [74], since the derivation
of the opposite-side resilience depends on the knowledge of the best prices a,, , and
bm,n. Similarly as in the one-side case, we will familiarize ourselves with the possible
trading activities, the set of state variables (m,n) where m is the number of patient
sellers and n the number of patient buyers in the book, and the recursive system of
utility functions f, , and gy, ». Thereafter, if given a solution of the recursive system
of f, g, according to Definition 4 in Rosu [74] one can then obtain the formulas for

best prices a,, , and by, .

For simplicity in the two-side game, we assume that the impatient traders

can only submit one-unit order, i.e. g; =0 and A\; =0 if ¢ > 1, and will denote by
m : the number of limit order sellers in the order book;

n: the number of limit order buyers in the order book;

Qm,n: the best ask price in a m limit sell and n limit buy order book;

bm.n: the best bid price in a m limit sell and n limit buy order book.

For illustration, let us see the trading activities for example at state (1,0).

The market may go to:

(0,0) if either an impatient buyer arrives after time 77 ~ exp(p1) and buy with a
market order at price a; g = P, since ayo = P is the highest possible sell price
to achieve for the patient seller in the range [P, PJ; or after some random time
Ty ~ exp(A) a patient buyer arrives and submits a limit buy order at price
h. The existing patient seller accepts to trade at h if the expected utility

of waiting till next arrival of a new agent is less than h according to the

Proposition 12 in Rosu [74].

(1,1) if after some random time 75 ~ exp(A) a patient buyer arrives and submits a

limit buy order at price h, but the existing seller does not accept h. Then the
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patient buyer stays and behaves as a monopolist at the bid side by changing

bid price from h to a lowest buy price at B immediately.
(2,0) if another impatient seller arrives after time 75 ~ exp(A1).

As in the one-side case, if an order book with m limit order sellers and n
limit order buyers is in equilibrium, all the m sellers must have the same expected
utility denoted by f, », and all the n buyers must have the same (minus) expected
utility denoted by g, . It is defined that the state region €2 as the set of all states
(m,n) where in equilibrium agents wait in expectation for some positive time. The
state variable m, n are finite because of the same reason as stated in the one-side

case.

Thereafter, we can summarize all possible trading activities. For any state

(m,n) € €, the system can go to the following neighbouring states:

Activity A: leading to (m — 1,n), (1) if an impatient buyer arrives, or (2) if a
patient buyer arrives and place a market order to trade with the bottom limit
order seller at the best ask price a, p, or (3) if a patient seller cancels the limit

order and submits a market order at P when n = 0;

Activity B: leading to (m + 1,n), if a patient seller arrives and submits a limit

order;

Activity C: leading to (m,n — 1), (1) if an impatient seller arrives, or (2) if a
patient seller arrives and place a market order to trade with the top limit
order buyer at the best bid price by, , or (3) if a patient buyer cancels the

limit order and places a market order at P when m = 0;

Activity D: leading to (m,n + 1), if a patient buyer arrives and submits a limit

order;

Activity E: leading to (m — 1,n — 1), (1) if the existing bottom patient seller
switches to a limit order at a lower than best ask (bid) price h such that

h = fmn = Gmn, and the existing top patient buyer immediately accepts it
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by placing a market order; (2) if the existing top patient buyer switches to a
limit order at a higher than best bid price h such that h = fy, , = gmn, and
the existing bottom patient seller immediately accepts it by placing a market

order.

Now we are ready to define the mixed strategies under this two-side case.
First of all, it is observed from Proposition 12 case (1) that it must be fmn > gmn
if all traders prefer to wait in the order book. Otherwise, in state (m,n) with
fmn < Gm.n, the patient sellers could improve their utility by placing a limit order
at some price level h € [fm n, Gm.n] and some patient buyer immediately accepts one
of the offers by placing a market order. This is feasible by noting that —g,, is
the expected utility for buyers. This reflects the fact that as new patient buyers
and sellers arrive, they place limit orders on both sides until it is better off to trade
immediately rather than wait. In case of state (m,n) with fp, ,, = gmn, the order
book is defined to be full and the traders on both sides play a game of attrition. By
Proposition 12 and Corollary 2 in Rosu [74], according to a Poisson process with
intensity v, ,, traders on both sides might apply mixed strategies. More specifically,
they are one of the following four cases of mixed strategies: A(3), C(3) and E(1),
E(2). The set of the states (m,n) at which mixed strategies take place is defined as

the boundary v of .

In the two-side limit order book, some typical points in {2 can be summarised
as in Figure 2.1, in which the big dots are boundary and small dots are the interior
of the state region. Notations in this figure follow those in Rosu [74]. We should

note that ) does not have to be that specific shape.

For each point (m,n) in the state region, we can get a coupled system for
fmn and gm n, and corresponding equations for a, , and by, ,. Recall that £ is the
maximum units that a market order can trade with and r is the waiting discount
factor. For each boundary point (m,n) € v, a corresponding number v, ,, > 0 is the
intensity of a Poisson process with which some traders will have mixed strategies.

Let v be the collection of all vy, ,,. Set £1 = p+ X+ 1 + A, and o = pp+ A+ Aq.
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Figure 2.1: Types of points in the state region 2 cited from Rosu [74]. The points
at boundary are types 3a, 3b,4a,4b,5. The types 0, 1, 2a, 2b are interior points.

Then define the recursive system associated to (€2, k, ) by considering the following

set of equations for each state (m,n) € Q .

First, we consider the interior points at which there are no mixed strategies.
If (m,n) is of type 0, as illustrated in Figure 2.1, we have m = 0 and n = 0. Then
we define by convention foo = P and goo = P. If (m,n) is of type 1, there are
four possible trading activities which can affect the state. They are activities A(1),

C(1), B and D. One obtains the recursive equations

1
fm,n = 271 [fm-l—l,n,u + fm,n-{—l)\ + fm—l,n)\l + fm,n—lﬂl - T]

and

1
Imn = 271 [gm—i-l,n/i + gm,n-l—l)\ + gm—l,n/\l + Imn—1p41 + T‘] .

If (m,n) is of type 2a, this is the state where there is no existing limit order sellers.
As illustrated in Figure 2.1, we have m = 0. Then set fy,, = P. The arrivals of

patient seller, patient buyer and impatient seller might incur respectively activities
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B, D and C(1). One obtains the formula for go, as

1
gon = s, (91088 + Gon+1A + Gon—1A1 + 1] .

For type 2b, as illustrated in Figure 2.1, we have n = 0. So the recursive equations

under this situation, fp, 0 and gpm, 0, are similar to those for type 2a.

Next, we look at the boundary states when mixed strategies might happen.
If state (m,n) is of type 3a, set by convention fo, = P. Since the capacity of limit
order buyers reaches its maximum and there is no existing limit order sellers, event
E(2) is not possible but C(3) might happen at price P. The arrivals of new patient
seller will place a limit order and stay in the book, which implies activity B not
A(1). The arrival of new impatient seller incurs activity C'(1). Thus, one get the

formula for limit order sellers’ utility

1

L on N (91,01t + Gon—1V0,n + Gon—1A1 + 7] .
,n

gon =

If (m,n) is of type 4a, existing limit order sellers reach its maximum capacity.
Therefore the limit order sellers will not wait but trade following activity E(1). If a
new patient seller arrives, she will immediately submit a market sell order and trade
with the top limit order buyer at by, . This implies that activity C'(2) might happen.
If a fnew patient buyer arrives, it is still better to wait than trade immediately for
him. So event D is possible. The trading of impatient buyer and seller will incur

event A(1) and C(1). One obtains the utility functions

1
fm,n = 7[fm,n—1,u + fm,n—l—l)\ + fm—l,nﬂl
E1 + Vmmn
+ fm,n—l)\l —r+ fm—l,n—lem]
and
1
Imn = m [gm,nflll + gm,nJrl)\ + Im—1,nt41

+ gm,n—l/\l +r+ gm—l,n—lym,n]-
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If (m,n) is of type 5, in the case of impatient traders arrival, they trade as normal
with market orders, which are events B and D. In the case of patient traders arrival,
the order book is in a state where it is better to trade immediately than wait. So

patient traders will either do E(1), E(2) or do A(2),C(2). Thus, one obtains the

formula
1
fm,n = m[fm,n—lﬂ + fm—l,n)\ + fm—l,nﬂl
+ fm,nfl)\l —r+ 2fm71,nflym,n]
and
1
Immnm = m[gm,n—lﬂ + gm—l,n)\ + Im—1,ni41

+ gm,n—l)\l +r+ ng—l,n—lym,n]-

We can define a,, , and by, ,, based on the ideas of the same expected utility
in equilibrium as in the one-side case. More specifically, the one who is getting
executed must have the same expected utility as the other traders in the book on

the same side. They are given by the following formulas:

Amn = fm—1n and by = gmn—1, if (m,n) is of type 1;
aon = P and by, = gon—1, if (m,n) is of type 2a;

amo = fm—1,0 and by, o = P, if (m,n) is of type 2b.

For those points on the boundary, without loss of generality, we will give the
derivation of a,,, at state of type 5. There are three situations where the existing
bottom limit order seller gets executed: trade to a market buy order in cases of
A(1),A(2) or do mixed strategy E(1). With probability ﬁ, the bottom
seller trades to market buy order and receives a,,, while the other limit order
sellers get fi,—1,,. With probability m:/(”ﬁ, the bottom seller switches to a limit
order at some lower level h, and the top limit order buyer immediately switches to

a market buy order and accepts the offer at h. This price h should be one such
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that for both the bottom seller and top buyer not losing utility than f,, , and g n
respectively. So it has to be that h = f,,, , = gmn. All the other sellers now get

utility fi,—1,,—1. The same expected utility for all sellers leads to the relationship

am,n(,ul + A) + Vm,nfm,n = fm—l,n(,ul + )\) + Vm,nfm—l,n—l'

Thereafter, we get the formulas

1%
Umn = fm—l,n + 2 ‘T:,Zl (fm—l,n—l - fm,n)

and

Vm,n

A+

bm,n = 9m,n—1 + (gmfl,nfl - gm,n)-

The derivations for other types of boundary points are similar.

Theorem 3 in Rosu [74] gives the existence of a rigid, competitive Markovian
equilibrium in the two-side case. We summarise it here: If (m,n) is in the interior
of set (2, the bottom seller places a limit sell order at a,, 5, and the top buyer places
a limit buy order at by, ,. If (m,n) € v, then the strategy is the same as the one
above, except that with the first arrival in a Poisson process with intensity ()
the bottom seller changes the limit order from a,,, to h = fin = gmn, and the
top buyer immediately accepts it via a market buy order; the top buyer would not
accept any higher limit sell order. If (m,n) ¢ Q and m,n > 0, then the bottom seller
places a limit order at h = fy,, = gm,n and the top buyer immediately accepts it
via a market order. If (m,n) ¢  and n = 0, then the bottom seller places a market

order at P and exists the game.

2.2 Price impact and resilience

We present some of our main contributions in this section, we firstly translate
the definitions of the price impact and the price overshoot in Rosu [74] by notions of

two-side resilience correspondingly. Secondly, for the equilibrium strategies in one-
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side case, we give a rigourous proof of the theorem 2 in Rosu [74] by introducing the
proposition 2.2.2. Thirdly, we provide a rigourous proof for same side resilience in
the Proposition 2.2.3. Finally, we also provide an counterexample of the conjecture
in Rosu [74], which stated that the same side resilience exists without the restriction

on arrival rates p; and p.

2.2.1 Resilience measurement

Recall that the same side resilience is the decay of the price impact on the
same side of the large market order. The opposite side resilience is the decay of the

price impact on the opposite side of the large order.

When an i—unit market buy order is submitted to the order book of m limit
order sellers, this market order clears the sell orders from the lowest one to the
lowest ith order. The lowest (i + 1)th limit sell order immediately becomes the new
best ask order in the order book. This is the immediate price impact incurred by
the large order. Since the agents are fully strategic, they instantly regroup to adjust
to the new state with m — ¢ sellers. The second best ask price changes corresponds

to the transit decay of the first price change.

In Rosu’s model [74], these two price changes take place instantaneously,
and are described by the notions of temporary and permanent impact. However,
as stated in Chapter 1, the permanent price impact is observed in the long term
time. To prevent misunderstanding, in this thesis the permanent price impact is
the second price change and the temporary price impact is the first price change
as discussed above. Without loss of generality, we will define the temporary and
permanent price impact on the ask side of the order book. These definitions could

be extended to the bid side in a similar way.

Definition 2.2.1: Consider the limit order book with only patient sellers and impa-
tient buyers who can submit a market order of size at most k-unit for some k > 1.

In the state of m patient sellers, denote by an(j) the ask price of the jth limit sell
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order starting from the best ask price a,,(1) for j < m. Denote by iy := min{k, m}.
The temporary price impact on the ask side caused by a buy market order of size

1 < 1ig is defined as the difference
IA() = am(i 4+ 1) — am(1), (2.2.1)

which is the difference between the i + 1'st offer am (i + 1) from the bottom and the

best ask price an(1).

The permanent price impact on the ask side caused by a buy market order of

size 1 < 1g 1S given by
PA>i) := am—i(1) — am(1), (2.2.2)

which is the difference between the best ask price an—i(1) in the state with m — i

sellers and the best ask price ap, (1) before the market order was submitted.

If use the superscription A for the ask side and B for the bid side, we say
there is the same side resilience if the difference between same side temporary impact
and permanent impact is positive, i.e. IA(i) — PA(i) > 0 and IB(i) — PB(i) > 0.
The opposite side resilience is measured by the positivity of the opposite side, or
non-execution side, permanent impact, i.e. P2(i) > 0 if I}(i) is non-negative and

P2(i) > 0 if IB(i) is non-negative.

2.2.2 Solution of the recursive system in the one-side case

In this part, we will discuss the properties of the solution of the recursive
system proposed in the one-side order book case. This is an important step in
proving the same side resilience and opposite side resilience. In general, it is difficult
to get an explicit solution of the coupled recursive system in the two-side case.
Consider the limit order book with only patient sellers and impatient buyers who

can submit up to k-unit market orders for some k > 1, placing orders between the
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price range [P, PJ; patient sellers arrive at rate 4 > 0 and have waiting cost discount
factor » > 0; impatient buyers who submit ¢-unit market orders arrive at rate p; > 0
if¢ <kand pu; = 0if ¢ > k. Let us recall the recursive equations of the sellers’

expected utility f,, with the boundary conditions given by

,

;=P ifi <0,
(1+%>fm:fm+1+zizl%fm—i_ﬁforlSmSM_la
(1+%) fM:fM*1+Zi21 %fM*ifgy

fm =P,

(2.2.3)

where ¥ =3 .o p; and pj =0 if j > k.

The structure of the solution for the recursive system (2.2.3) is presented in

Proposition 2.2.2.

Proposition 2.2.2: Given the difference equation

X A r
(1+)fm:fm+l+zluzfm—i— for 1<m<M-1
H i>1 ®

with 3 = Zi21 pi and p; = 0 if j > k. Assume that 1 > 2121 ipw;. The structure

of the solution to this difference equation is given by

r
fm =Co+ Crai(m)+ ...+ Crar(m) + —=——m
" B—= ZiZl LU
where ap = 1 and ay(m), ..., ax(m) are the corresponding ansatz solutions of the

difference equation (2.2.2). «;(m) are functions of m and p, py, ..., fi.

The constants Cy, . ..,Cy and M are determined by the boundary conditions

fi=Pifi <0, far = P and the state M difference equation

<1 + f) v = fu—1+ Z %fM—i - — (2.2.4)

r
, v
i>1
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2.2.3 Same side resilience

As proposed in Assumption 1 and Proposition 8 by Rosu [74], the same side
resilience is obtained under the assumption that the market order arrival rate of
1 > 2-unit is much smaller than the arrival rate of one-unit order. One possible
reason behind this assumption is due to the large order splitting behaviour in the
market. Traders usually like to use small size order to eliminate the adverse price
change. Thus, it is natural to make this assumption and study the market under it.
Besides, we will test the attempt to relax this assumption in the end of this section.
It is shown there that if the arrival rates of impatient traders satisfy are all the

same, there does not exists the same side resilience in this microstructure model.

Before providing a mathematically rigorous proof of the same side resilience,

we base on and improve the notation in Rosu [74]. For i > 2, denote by
i = epipy with ¢ > 0 and 0 < ¢; < o0.

The numbers ¢; are called the relative arrival rates. The utility function f,, and

the ask prices a,, (i) are now functions of u, u1, € and ¢;>1.

Recall that the same side resilience is measured by the positivity of the
difference between same side temporary impact and permanent impact, i.e. qul(z) —

6

PA(i) > 0. The presence of the same side resilience® is summarised in the following

proposition.

Proposition 2.2.3: Consider the limit order book with only patient sellers and
impatient buyers who can submit up to k-unit market orders for some k > 1, placing
orders between the price range [P, P]; patient sellers arrive at rate u > 0 and have

waiting cost discount factor r > 0; impatient buyers who submit i-unit market orders

arrive at rate p; > 0 if 1 < k and p; = 0 if i > k. If the arrival rates of the impatient

5The rational behind the same side resilience effect given by Rosu [74], is that in order to
take advantage of larger incoming market orders, the patient sellers stay higher price in the book.
Once an i-unit market order hits the order book, the rest of patient sellers readjust because of the
(off-equilibrium) competitive behaviour.
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buyers satisfy the following conditions:

1. > "oy ipi, i.e. patient sellers arrive faster than the units demanded by the

impatient buyers,
2. ¢ — 0%, i.e. the arrival rates p;~1 are much smaller than p,
the temporary price impact I:2(i) is larger than the permanent price impact P (i).

A sketch of the proof: step 1, one proves the continuity of the ansatz solutions

(a, at, ..., ) € R¥L of the difference equation 2.2.2 at the point (i, 1,0, ...,0) €

RE+L: step 2, one needs to find the limit limJr fm for any m < M; step 3, one proves
e—0

the limit of the consecutive difference of f,, is positive; step 4, one estimates the

asymptotic behaviour of the differences ay,—i(1) — fin—i—1 and ap, (i +1) — frn—i—1.

Conjectured in Rosu [74], he speculated that the same side resilience holds
without the assumption on fast decaying arrival rates u; for ¢ > 2. However, by the
following counterexample, it is shown that this conjecture does not hold when the

arrival rates u; are all the same for ¢ > 1.

Proposition 2.2.4: Consider the limit order book with only patient sellers and
impatient buyers who can submit up to k-unit market orders for some k > 1, placing
orders between the price range [P, P|; patient sellers arrive at rate p > 0 and have
waiting cost discount factor r > 0; impatient buyers who submit i-unit market orders

arrive at rate p; >0 if i <k and u; =0 if © > k.

If the arrival rates p; = piv1 fori=1,...,k —1, then there does not exist the

same side resilience in this trading game.

2.2.4 Opposite side resilience

Recalling that in the two side order book case, we only consider k = 1, i.e.
only one-unit market orders are considered. The opposite side resilience is measured
by the positivity of the opposite side permanent impact given there are temporary

impact on the same side of the larger order.
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In order to prove the opposite side resilience, Rosu [74] suggests to regard the
limit order book as the collection of the ask side and bid side. The reservation value
for each side is given by the best price on the other side. Without loss of generality
in state (m + 1,n), the sell side of the book can be considered as a one-side model
with lower bound of price range P = by,41,n, i.e. the best bid price. When the
best bid price P moves down to P — A for some A > 0, which is caused by an
one-unit market order, one can observe a fall of the ask price a;11,, too in this
model. The Proposition 10 in Rosu [74] gives an approximation of the magnitude
of the opposite side resilience. We review and prove it here again for consistency
reason. From the proof, we should also note that this proposition works when the
order book is not full, i.e. the interior of the state region ). This is due to an

approximation expression of am+1,n by frmn-

Proposition 2.2.5: Suppose the limit order book is in the state with m 4+ 1 sellers
and n buyers, where (m+1,n) is not on the boundary set . Assume that A = p, and
A1 = 1 satisfying ¢ = ﬁ > 1 and A\; = u; =0 fori > 1. Then if a market sell order

mowes the best bid price down by A, the best ask price moves down approrimately by

A(l— Cim) Therefore, there exists the opposite side resilience in this LOB model.

2.3 Proofs

Proof of Proposition 2.2.2. The difference equation (2.2.2) can be rewritten as

(W +2) fm +7r = pwfmyr + p1fm-1+ .o+ S

The corresponding homogeneous equation is

me-l—l - (H + E)fm + lem—l + ...+ Mkfm—k = 0.
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The auxiliary equation is given by
Pryr() = pa = (4 D)ab + a4 e

Since all u; are positive for ¢ = 1,...,k, the roots 5y = 1,..., Br of the auxiliary
equation Pyyi1(x) are all not zero. Considering the possibilities of complex roots
and repeated roots, we denote by «; with ¢ = 0, ...,k the ansatz solutions of the
difference equation (2.2.2). The general solution of the homogeneous equation can

be expressed as
fm=Co+ Ciag + ...+ Cray.

Also it is easy to check that m is a special solution for the difference

.
p=SF i
equation (2.2.2).

Step 1: prove the continuity of (1,a, s, ...,a;) at the point (u, u1,0,...,0)

Recall that (o, f1, ..., Ok are the roots of the auxiliary polynomial Py (z) and
ag, a1, ..., i are the corresponding ansatz solutions of the difference equation (2.2.2).

We want to know the behaviour of a; for i =1,2,--- ,kas e — 0.

We will apply the continuity theorem of the roots of a polynomial given in

Cucker and Corbalan [26].

Theorem 2.3.1: Let P, (z) = 2" +a12" ' +...4+a, be a monic complex polynomial,
and let &1, ..., &, be its roots. Given a real number w > 0, there is a real number § >
0 such that for every monic polynomial Qy(x) = x™+b1x™ 4. .+by, if |bj—aj| <&
for 1 < j <mn, then there are (1,...,(, € C such that Qn(z) = ngjgn(x —(j) and

IGj — &l <w for1<j<n.

Lemma 2.3.2: Under the assumptions of Proposition 2.2.2, let (S, ..., Br) be the
roots of the polynomial Pyi1(x) = pxFtt — (u + Zle i)k + Zle pixh =t Given

the polynomial Qpy1(z) = pa® ™t — (4 p1)z® + pr2®=1 with roots (by, ..., bx), if the
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condition (2) of Proposition 2.2.3 is satisfied, namely the arrival rate of more-than-
one units orders w1 are much smaller than arrival rate of one-unit order uy, then
the roots (Bo, ..., Bk) is continuous at the point (u, 1,0, ...,0), and as e — 07 the

roots (o, ..., Bx) tends to (1, %, 0,... ,0) which is the roots of polynomial Q1.

Moreover, the corresponding ansatz solutions ag(m), ..., ax(m) of the differ-

ence equation (2.2.2) are continuous at the point (u, p1,0, ...,0) and tend to the point
m
5
<1,<u) ,0,...,0).

Proof. As € — 07, the coefficients of polynomial Py 1 (z) approaches to the coeffi-
cients of polynomial Q1(z). One can easily solve the equation Qk41(z) = 0 and
get the roots as (1, %,0, .. .,0). By Theorem 2.3.1, we immediately obtain the

continuity of (S, ..., Bx) at the point (u, u1,0,...,0).

The guessed corresponding solutions «; are power functions of 3; or linear
combination of power functions of 8;. Thus, the («y, ..., ag) is continuous at the point
m
(14, 11,0, ...,0). And for all m < M, one has lim ag(m) =1, lim ay(m) = (ﬂ)
e—0t e—0t K

and lim «a;(m) =0 for ¢ > 1.

e—0t
O
Step 2: find the limit of f,, as ¢ — 0" for any m < M
Lemma 2.3.3: Under the assumptions of Proposition 2.2.2, one has
im fmn=P+C <<1) - 1) + m. (2.3.1)
=07 2 B 1

The constant C' is given by

ptv
T p1tv

e

Proof. For j = 0,1,...,k — 1, the boundary conditions associated with difference
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equation (2.2.2) are

Co+ Crai(=j) + ...+ Crag(—j) = P + (2.3.2)

. T
J———

DT
and

r
Co+Cion(M)+ ...+ Croap(M) =P — M— .

) ) TS ST
As € — 0T, one gets a;(j) — 0 for i > 1 by Lemma 2.3.2. So the limit a;(—j) — oo
for i > 1 as € — 0" holds. We find that the limit of the RHS of equation (2.3.2) is
finite as € becomes very small. Then, for ¢ > 1 it has to be lim .o+ C; < oo such

that C; = o(a;(7)). Thus, we get

e—0t e—0T

lim f,, = lim <Co + Crai(m) + Coag(m) + ... + Crax(m) + M_Tzwm>

=Cp+C1 lim ag(m)+ lim Cy lim as(m)+ ...+ lim Cy lim ax(m) + m
e—0t e—0t e—0t e—0t e—0t H— 1
m
r
=Co+Cy (Ml) + m.
K = p

Since C; = o(«;(j)) for i > 1, the asymptotic behaviour of the boundary conditions

implies
limf():lim(Co—i-Cl—l—...—i-Ck):Co—i-Clzﬁ
e—0t e—0t
and
r M
lim fy — M = lim Co-i—ClOél(M)—i-...—l-CkOék(M)ZC()—l-Cl ('ul) =P.
e—0t H—=H e—0t o

We solve the above boundary conditions and get

_ M
P-P+-1-M B—PGQ -
C = FZHL 50 and Cp = a AN NS

- (a)" - (a)"

Thereafter, the limit of the utility function f,;, can be rewritten as

e (8 ) it
w w—=p
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where the constant C' is given by

ptv
C r 1238 +v

e )
B B

Step 3: find the consecutive difference of f,,.

Lemma 2.3.4: Under the assumptions of Proposition 2.2.2, one obtains lim+(fm_1—

e—0
fm) > 0.

Proof. We estimate the consecutive difference of f,, as follows

m—1
. M1 241 r
1 m—1—Jm)=C | — 1—— ] —
6_1>%1+(f L) (M) ( M) st

Mty m—1
r 1+ M1 1 r
H=Hm (M) (1_ﬂ> p 15 I |

m n
S A e <’“‘1>m_M_1
o= p1 \ pr v\ p
>0
The last inequality holds as the assumption of pu > pg. ]

Denote by Lqp = lim g+ (fa — fp) for all 0 < a < b < M. Since fo — fp =
(fa — fax1) + (fat1 — fas2) + -+ (fo—1 — fp), we then get the general difference
given by
lim (fa — fb) = La,a+1 + ...+ Lbfl,b > 0.
e—0t
Step 4: estimate the differences a,,—;(1) — frn—i—1 and ap, (i + 1) — fr—i—1

ngi B fm—j

Recall that the ask prices in equilibrium are given by a,, (i) = STy
=i I

and the arrival rates of market order for more than one unit are denoted by pu; =
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ep1¢; with € > 0 and 0 < ¢; < o0.

Lemma 2.3.5: Under the assumption of Proposition 2.2.2, if the arrival rates [;~1
are much smaller than py, namely € tends to the zero from right, the difference

am—i(1) = f—i—1 is estimated as 0 < am—i(1) — fr—i—1 < o(1).

Proof. According to Lemma 2.3.2 and Lemma 2.3.3, the difference an,—i(1) — frn—i—1
is continuous at the point (u, 1,0, ...,0). We can then compute the limit of the

difference a,,—i(1) — fr—i—1 as follows

im (an—i(1) = frmn—i-1)

e—0t
_ 1 prfm—io1 o €t ik p1fm—i-1 +epr(d2+ ...+ Op) frm—i1
= lim —
e—0+t  p1+epr(pa+ ...+ d) p1 +epr (P + .o+ dr)
€
= 1 ico = feic1) 4 .. F ik — F—i
6_1>%1+ 1+6(¢2+---+¢k) (¢2<fm 1—2 fm 1) ¢k(f k fm % 1))
€
= li li m—i—2 — fm—i—1) + ...+ —i—k — fm—i—
I e o 922 = fnim) Ok(fn—ik = fm—i-1)]
=0.
The last equation holds because of Lemma 2.3.4. ]

Lemma 2.3.6: Under the assumption of Proposition 2.2.2, if the arrival rates p;~1

are much smaller than 1, one has liI(I)l+ (am(i+1) — fr—i—1) > 0.
e—

Proof. First, we note that for any € > 0, the difference is positive, i.e.

Okfm—k + o+ ir1fmi1

O+ ..+ iy

1
- m[¢k(fm—k — fm—ic1) + .-

+ ¢iv1(fm—i-1 — fm—i—1)] > 0.

am(i+1) = fin—i1 =

- fm—i—l

Since f, is decreasing with m, fori +1<j<k m—-k<m—j5<m—1i—1one

has f—x > fm—j = fm—i—1. Thus the last inequality holds.

Next, we look at the asymptotic behaviour of the difference a,, (i+1)— fin—i—1
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when € — 07. By Lemma 2.3.4, one gets

lim (apn(i+1) = fnic1)
1

= li m—k — Jm—i— coo+ Git1(fm—i-1 — fm—i-
i, St T o [k (fm—k — f 1)+t diga(f 1—f 1)]
1
= Ly gm—i-1+ ..+ ®ir1Lm—i—1m—i—1] > 0.
T to [Pr L —r, 1 Git1 1, 1]

Step 5: to prove the same side resilience

Proof of Proposition 2.2.3. There is same side resilience if and only if I} (i) = a,, (i+
1) — am(1) > am—i(1) — amn (1) = PA(i), which is equivalent to establish a,,(i +1) >

am_i(l).

By Lemma 2.3.5, we know El_i)r(]gl+(am_i(1) — fm—i—1) = 0. That implies that
for VO > 0, there is § > 0 such that for all 0 < u; < § with ¢ > 1, one has
|am—i(1) — fi—i—1] < 0. Furthermore, since the ask price a,,—;(1) can be regarded
as a weighted average of a decreasing sequence fy,—;i—k, frn—i—k+1, -5 fm—i—1, One

getsam—i(1) > fi—i—1, which implies a,—;(1) < fin—i—1 + 6.

By Lemma 2.3.6, lim+ (am(i+1) = fi—i—1) > 0 implies that there are 6 > 0,
e—0
for V§ > 0, there are some p; with i > 1 satisfying 0 < p; < ¢ such that a,,(i +1) >
fm—i—1+ 0.

Therefore, the statement /(i) > P4 (i) holds. O

Proof of Proposition 2.2.4. We prove by showing contradiction. Suppose p; = i1
for i = 1,...,k — 1. Substituting to the ask prices a,,(i + 1) and a,,—;(1), we then

get

am(z + 1) _ fm—k + k_—: fm—i—l

and

_ Jf—ick + -+ fm—ic1

am_i(l) k
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We want to see if the difference a,, (i + 1) > a;,—i(1) is positive. So we compute

k(k — i) (am(i 4+ 1) — am—i(1))
= kfm—k: +o+ kfmfifl - (k - i)fm—i—k: e (k; - Z)fm—k e T (k - Z.)fmfifl
= i(frm—t + o+ frnmiz1) — (k= 0) [ fr—ick + - + frn—is1]

=1 [(1 - k) (fr—ick + oo+ frntr1) + frn—p + o + fmil}

7

A

i |:fm—i—k (1 - % +k— z) + <1 - ]:> (frm—ickr1 + o+ fm—k+1):| .

When i = 1 the RHS of the inequality is negative. This is a contradiction to the

same side resilience. O

Proof of Proposition 2.2.5. For any state (m+1,n) in the interior of the state region
2, one has the best ask price a1, approximately equals f,, ,, with the dependence

of f on n being omitted.

The temporary price impact of an one-unit market sell order is given by
IB. (1) = bms1(2) —bpmy1(1). As the best bid price (or the reservation price for the
ask side traders) changes, the utility of limit order sellers changes by approximately

dTYL
B, (1) x 4=

The dependence is computed as follows. By Proposition 2.2.2, for £k = 1 and

m = M the expected utility function fy; is given by fay = P+C(cM — 1)+ HJIM M,
r_ ptv 1
—p1 p1+v cM-1_cM:-

At the same time by boundary condition fy; = P,

where C' = m

one has

P=P+C(M-1)+ "
M

M. (2.3.3)

Differentiating equation (2.3.3) with respect to P, one gets

_dc

1= 2
ar

(M —1).

Then the expected utility function f,, depends on reservation value P in the follow-
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ing way:

1=
dP 1 —cM’

One can then approximate lim g—g =1- cim Thus, the approximated
M—o0 "=
. . e . . 1
opposite side resilience is given by A (1 — c—m)
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Chapter 3

The cross-impact LOB model
and definitions of market

irregularities

This chapter is our main contribution, which is the formulation of the cross
impact LOB model. It is an extension of the LOB model of Obizhaeva and Wang
[65]. The main difference and contribution compared to Obizhaeva and Wang [65]
is that we include the same side resilience and opposite side resilience into the LOB
market impact modelling framework and model a more general time-varying shape

function. The model formulation is provided in Section 3.1.

Two existing LOB market impact models considered in Section 3.2.1 and
Section 3.2.2 correspond to limiting cases of our cross-impact model developed in
Section 3.1. We provide the derivations of these two existing models from our cross-
impact model. Utilising the separation of the same side and opposite side resilience
in our cross-impact model, a non-zero spread in a market impact model is achieved.
In particular, the spread is an endogenous results of the two sides resilience effect

instead of being exogenously given.

Finally, in Section 3.3, three market irregularity notions are provided. Two
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relationships about the absence of the three market irregularities are presented in
Proposition 3.3.4 and Proposition 3.3.5, followed by two examples showing these

hierarchy relationship are not invertible.

3.1 The model formulation

The optimal execution problem is characterised by the following standard
assumptions in the LOB based transient market impact model framework. It is
assumed there is only one large trader whose trading incurs price impact. All other
traders are noise traders, whose trading activities determine the dynamics of the
LOB when the large trader is not active. We do not presume the large trader has
private information about the trading asset. There is some amount @ > 0 (Q < 0)
of one asset to be bought (or sold) within a certain time period [0, 7] with 7" < oo.
The reason to trade is exogenously given outside of the optimal execution problem.
The large trader wants to minimise the trading costs by splitting the large order
Q@ into smaller pieces of market orders. We will use the superscription A and B to

denote the ‘ask’ and ‘bid’ side for variables.

Trading strategy

In the rest of this thesis, we focus our effort on the set of deterministic execu-
tion strategies. Although it might be suboptimal in some circumstances according
to Klock [52] and Lorenz and Almgren [61], the deterministic strategy is a standard
assumption and provides some very delightful insights on optimal execution prob-
lem and market irregularity issues, as shown in most of the market impact model
literature where they focus on deterministic strategy as well. One can regard the

deterministic strategy as sample paths of the stochastic strategy.

Define a trading strategy X to be composed of two non-decreasing processes
X/ and XP, which respectively represents the number of accumulative large buy

and sell orders by large-order trader up to time t € [0,7]. The trading strategy
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process X; is defined via X{* and X/ as
t ¢
th/ dX;“/ dXP,  with Xy =0.
0 0
The admissible trading strategy set is defined by

AQ) = {(XA,XB) 1[0, T4] — Ri ‘ Xt =0, X7, =Q, X% is non-decreasing

and bounded variation for ¢ = A, B},

where @ > 0 (Q < 0) corresponds to a trading program of buying (selling) |Q|

shares of an asset.

In the case that trading takes place at discrete trading times 7 := {to, t1,...,tn}

with 0 <ty <t < ... <ty < T, we constrain the admissible strategy set to

AN (Q) = {(XA,XB) € AQ) | X{ =X} _ ae. on (t,tyy1) forn=0,1,..,N —1}

C A(Q).

Another subset of A(Q) which is important for the absence of market irregularity

is the pure buy (sell) strategy set

Ap(Q) = {(X*, XP) e AQ) | XP =0 (X{* =0) ae. Vt € [0,T]}

C A(Q).

Both impulse trading and continuous trading are allowed in a trading strategy. For
i = A, B, let us denote by dX} the continuous strategy and by AX} := X§+ . ¢
the jumps of X at time . Especially, we will denote the discrete buy (sell) order
at time t, by ©¢ := AXtin. We assume at a single point in time, only buy or sell
order can be submitted, in the sense that AXAAXP =0 and dX/dX? = 0 for all

t € [0, T]. Otherwise, only the net position is considered .

'If at time ¢, both buy and sell orders AX* and AX? are submitted by one large trader. Only a
buy order of size (AX7* — AXtB)]lAXfA_AXth, or a sell order of size (AXJ — AXtA)]lAXfB_AX;A>O
would be taken. ) ) )
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Best bid and ask price

In market impact models, it is a standard assumption that the actual trading
price is decomposed into two parts, namely an unaffected price process which de-
scribes the price dynamics when the large trader is not trading and the price impact
caused by the large trader. We denote by (Ag)te[O’T] the unaffected best ask price
process and by (B?)te[()j] the unaffected best bid price process. They are exoge-
nously assumed to be martingales on a given filtered probability space (2, F, (F;),P)

satisfying BY < AY.

The price impact caused by strategy (X A xB ) on the ask and bid side are
denoted respectively by s and s. Therefore, when the large trader trades following

strategy (X4, XP), the best ask price A; and the best bid price By are defined as

A= A+ st (XM XD,
and

Bt:B?_StB(XtA7XtB>'

Without loss of generality, we set A) = Ay and BY = By. The dynamics of the price

impact s and s? will be given in the sequel.

Shape function

The shape function is an abstract description of the dynamics of limit order
volumes at different prices. We will adopt the continuous shape function assumption
as in most market impact models. The continuity assumption enables us to keep
mathematical tractability and at the same time it makes good approximation of the
real order book. The discrete tick size of real order book will result in the shape
function being piece-wise constant. By approximation of the piece-wide constant

step function with a smooth function, we can reach any degree of smoothness.

Assume that the ask side (bid side) shape function f4(t,z) (fB(t,z)) is
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strictly positive, deterministic and twice continuous differentiable. The volume of

limit sell and buy orders at time t between prices a and b is given respectively by

ff fA(t, x)dx and f; fB(t, x)dx.

Dynamics of price impact and volume impact

We introduce two sides resilience effect into the market impact modelling,
which are the same side resilience and the opposite side resilience introduced in

Section 1.2. We reinterpret them with notions of price impact in the following.

When a market buy order is matched against the limit sell orders on the ask
side, the best ask price decreases. This reflects the price impact on the same side of
the market order. We will denote by D;“ the accumulative same side price impact
caused by previous market buy orders up to time ¢ and by DtB the accumulative same
side price impact caused by previous market sell orders up to t. Set by convention

D{ =0 and DE = 0.

Let us now turn to look at the evolution of the same side price impact. More
specifically, one assumes that the same side price impact exponentially decays when
the large trader is inactive. This exponential decay assumption is a natural and
computational efficient one following the line of research of Obizhaeva and Wang
[65] and Alfonsi et al. [5], though empirical studies suggested some other choices,
such as power-law decay in Weber and Rosenow [85], Gatheral [32]. We denote by
pt the same side resilience rate for t € [0,T]. It is assumed to be deterministic,
positive and continuous differentiable. That is to say, given a trading strategy

(X4, XB) € A(Q), the same side price impact D? recovers exponentially at rate p;

dD{ = —p,DAdt + ﬂ (3.1.1)
7= H ) q.
f(t, DY)
and the same side price impact DP recovers exponentially at rate p;
dxp
dDP = —p,DPat + ——L | 3.1.2
CT PTG DP) (312
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where f4 and f2 are the strictly positive shape functions of the ask and bid side of

the order book.

In addition, we know that a market buy order incurs price changes not only
on the ask side, but also has an impact on the bid side. This reflects the price
impact on the opposite side of the market order, and is called the cross price impact.
Following the notation rule that superscription A is for variables on the ask side,
and superscription B is for variables on the bid side, we denote by L' the ask side
cross price impact incurred by all previous market sell orders up to time t, and by
LP the bid side cross price impact incurred by all previous market buy orders up to

time ¢. More precisely, they are functions of the form

LY =LMXP)
and

L{ := LY (X{),

with L5l = 0 and L¥ = 0.

The creative part of this thesis is that we assume the size of cross price
impact depends on the size of the same side price impact and exponentially decays
by the cross impact resilience rate of § > 0. The dynamics of the cross price impact

LA and L? are given as follows

AL} = —(B 4 pr) L{dt + BDE dt, (3.1.3)
and

dLP = —(B + py)LEdt + pDdt. (3.1.4)

Combining both the same side price impact and cross price impact into the

best bid and ask price, one obtains the expressions for the price impact s4 and sB
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given by

st (x4, xP) = DM (x) - LHXP)
and

st (X4, XP) = D (XP) - LY (x7)

with 864 = 3(])3 = 0. In the sequel, to distinguish from the same side impact and cross

impact, we will call s* and sP the total price impact.

As suggested in Alfonsi et al. [5] and Alfonsi and Acevdeo [2], there is another
natural way to describe the market order execution and the transient decay in LOB

based market impact model, namely it is assumed a volume impact reversion.

When a market buy order is submitted to the ask side, the existing limit
sell orders are consumed by this market order. This reflects the volume impact on
the same side of the market order. We denote by Ef* the accumulative volume of
limit sell orders consumed by all previous market buy orders up to time ¢ and Ef
the accumulative volume of limit buy orders consumed by all previous market sell
orders up to time ¢. Set by convention that Ej' = 0 and EF = 0. We call E4 and

EPB the same side volume impact.

It is assumed here that the same side volume impact decays exponentially
by the rate of p; when the large trader is not active. The same side resilience rate
pt is assumed to be deterministic, positive and continuous differentiable. Given a
trading strategy (X4, XB) € A(Q), the dynamics of the same side volume impact
EA and EPB are given by

dE = —p Eidt + dX1,
and

dEP = —p,EBdt + dXP.

At the same time, the opposite side volume impact is described by by JA
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and JP. We call them the cross volume impact, which reflect the reactions on the
opposite side of the market order in terms of volume of new limit sell and buy order.
Following the same notation rule of the superscription A and B, we denote by JtA
the ask side cross volume impact incurred by all previous market sell orders up to
time ¢, and by J£ the bid side cross volume impact incurred by all previous market
buy orders up to time ¢. Given a trading strategy (X A XB ), the dynamics of the

cross volume impact follow the way

dJ = =B+ pi)J{dt + BE/ dt
and

dJP = —(B+ pr)JPdt + BE{dt

where (8 is the cross impact resilience rate and the initial conditions J({‘ = 0 and

JE =o.

Combining both the same side volume impact and cross volume impact, one

obtains the expressions for the total volume impact V4 and VB

VAXA XP) = BAX?) - JAXP)
and

VE(XA, XP) = B (XP) - JP (x7)

with Vit = V& = 0.

Via the shape functions f4 and fZ, the relationship between total price

impact and total volume impact can be expressed as

VA = /0 " A 2)da (3.1.52)

and
0
VB = fB(t,z)dx. (3.1.5b)

B
—si

An example of trading and resilience in discrete time are illustrated in Figure 3.1
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and Figure 3.2. The strategy used is: buy size zg at time ty and wait until time
t; at which buy another z; shares. Explanations of each trading activity is given

under the plot.

Cost function

Now we are ready to look at the trading costs given a strategy X € A(Q).
The following two assumptions are helpful to simplify the expressions of the cost

functions.

Assumption 3.1.1: We assume FA(t,x) and FB(t,z) are functions such that

FA(t,0) = FB(t,0) =0 for all t € [0,T],

x 0
FA(M):/O fAtpdp, FPtx)= [ (Pt p)dp,

—x

and

lim FA(t,z) =00, lim FB(t,z) = —oc.
Tr—00 T—00

Denote the first derivative of F'(t,z) on t by n'(t,x), i.e. aézi (t,x) = n'(t,z) for
i=A,B.

Assumption 3.1.2: For each fized time t € [0,T] and i = A, B, the function
Fi(t,x) is assumed to be invertible on x. Or equivalently, assume there exist func-

tions g'(t,z) such that F'(t,g'(t,x)) = .

With the functions F* and ¢, the relationship between the total price impact

s4, sB and the total volume impact V4, VB can be rewritten as

Vi = F'(t,s}) and s! = ¢'(t, V). (3.1.6a)

Before we derive the cost function, the following notations are needed. For

Vx € RT, one takes

P = [ CyrAdy,  GA(x) = FALgA (L 2) (3.1.7)
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0
BU AU

Number of shares

Price per share

(a) From time 0 to tg, the status of the order book without any
large trader activity.

At _x)

A
E0+

Number of shares

0 7 7 Price per share
B A Ao. P
(b) At time to4 a market buy order of size z is executed against

the existing limit sell orders on the ask side. The volume con-
sumed is denoted by the shadow area E', .

At x)

Number of shares

0 8 B A0 A Price per share

(c) Up to time t1, there is no large trade during (¢o,t1). Both
sides of the order book are recovering. Reacted to market buy
order z¢, the limit buy orders regenerate by volume of J£ and
the ask side volume impact decreases to E{*

Figure 3.1: LOB dynamics with strategy of buying xg at time ¢ty and then waiting
until ¢7.
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Number of shares

0 2 B A? A, A Price per share
N

1 1+ 1+

(a) At time t14, another buy order of size z; is placed. It con-
sumes a volume of Ef‘Jr limit sell orders. The best ask prices

jumps from A; to A;,.

Number of shares

0 g0 B A0 A A, Price per share

(b) During time (t1,%2), there is no large order trading. Both
sides continue to recover. The bid side volume at time ¢o in-
creases by JP. The ask side recovers to new best ask price As.

Figure 3.2: Continued LOB dynamics with strategy of buying z; at time ¢; and
then waiting until ¢s.
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and

0
FB(t,z) = / yfB(t,y)dy, GB(t,x) = FB(t,¢P(t, x)). (3.1.8)

—T

Furthermore, one can derive some regularity properties of GA(¢,z) and GB(t,z) as

summarised in the following.

Lemma 3.1.3: Fori = A, B, suppose F'(t, ) satisfies Assumption 3.1.1 and As-
sumption 3.1.2, the partial derivative on x of function G*(t,x) is given by %—Cf(t, x) =

g'(t, x).

The partial derivatives of ¢*(t,x) with i = A, B are given as:

i o -1 o (s dits o
B0 = (5 (Pt -0)) 5 (Filtg) = ) = - LT

and

3gi _ 0 i i—:L’ _lﬁ i i_l._i
5y (%) = <8gi (F(t. ') )> oz ") ) = Fi ity

Lemma 3.1.4: Fori = A, B, assume g'(t, ) is the inverse function of F'(t,x) such
that Fi(t,g'(t,z)) = x and F(t,v) satisfy Assumption 3.1.1 and Assumption 3.1.2.
Then the functions g'(t,z) are strictly increasing with respect to x for all x € R at

some fixed time t.

Since the best price takes the form of the sum of unaffected price and price
impact, the expected trading cost C® must be equal to the sum of the expected cost
caused by the unaffected price and the expected cost caused by price impact. Let
us first look at the expected costs caused by the unaffected price martingale. For a
deterministic trading strategy (X4, X?) € A(Q), using integration by parts to the

expected cost function E [ fOT AngtA}, one obtains

T
B | [ ataxt - BlaxP| —Elab, i, - AYX] - (B} XE, - DX
0

= E[AOT+X74+ - B%+XTB+] = AB(X{}JF - X7]§+> = A8Q
since by definition we have X(‘)4 = X8 =0, X{{r — X%r =Q, A) = BY and A°, B°
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are martingales.

Moreover, since only deterministic strategies are considered and the shape
function, two sides resilience rates are all deterministic functions, the trading cost
caused by price impact is actually deterministic. Therefore, in the rest of this thesis,
without loss of generality we can set A’ = BY = 0 on time interval [0, 7] and denote

by CP the deterministic trading cost caused by price impact.

The costs of singular buy and sell trade AX/* and AX/ are given respectively
by

DA —LE
BAX / afA(t, x)dx
DA-LE

g (L EAHAXP—TP)
:/ cfA(t,x)dx
At EA—TB)
G4

(t7Et +AXtA_JtB)_GA(t7Ez4_JtB)

and

tEB JA)
zfP(t, x)dx
B(t,BE-AXB-J)
(t EP —AXP - g - GB(t,BF - JM)].
The trading cost on [0, 7] of a continuous strategy dX 4 is given by

T T
| eraxity = [ 16M BN - g+ axt) - GAe S - )
0 0

T
- | ot mt = aaxt

The last equation holds because of Lemma 3.1.3. Similarly, we obtain the cost of

continuous strategy dX?

T T
| eraxt = [P EP - gt - axp) - 6P B2 - g
0 0
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T
— [ 9P BP - Pax?.
0

For any deterministic trading strategy X = (X4, X?) € A(Q), the trading cost

function is then defined as

T
C(X) = / A VXA + 3 [GA VA + AXA) - GAr, VA
0 t<T

T
+ /O dPt VP XE + 3 [GE ¢, VP - AXP) - GBvP)] . (3.1.9)
t<T

Since both price impact reversion and volume impact reversion models are defined,
it is convenient to write the cost function in terms of price impact s} as well. It is

given by
T
C00) = [ sfaxpt+ 3 (G2 P ) + AX{Y) - GA(E P 5]
0 t<T

T
- / sPdX P+ [GP(t, FP(t,sP) — AXP) — GP(t, FP(t,s7))].
0 t<T

(3.1.10)

3.2 Two limiting cases as the cross resilience rate § — oo

and 5 — 0

In this section, we review two existing frameworks of LOB based market
impact models and show that our cross-impact LOB model in Section 3.1 could

reproduce their results by making § — oo and S — 0 respectively.

3.2.1 Zero-spread LOB model

Zero-spread assumption is widely used in different market impact models,
like Almgren and Chriss [9], Alfonsi et al. [5], Gatheral et al. [37], Gatheral [32] and

Alfonsi and Acevdeo [2]. The corresponding microstructure mechanics behind the
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zero-spread assumption is that once a market buy (sell) order is executed, the hole
on the ask (bid)-side can be replenished by the incoming limit buy (sell) orders at
an infinite speed. In terms of resilience, that is to say the opposite side resilience
rate is infinite, i.e. 8 — oo. The price impact reversion in these zero-spread models

can be reinterpret as a finite same side resilience rate, i.e. p; < oo for all ¢ € [0, T.

Now, we derive the cost function in the zero-spread LOB model by sending
8 — oo. As the cross impact resilience rate § — oo, one obtains the cross price
impact on ask side L# equals the same side price impact on bid side D5, i.e. Lf =

DE. Similarly, one gets the relationships L = D, JA = EP, and JP = EJ.

Denote by sf’oo, sf "*° the total price impact in zero-spread framework and

VtA’OO, VtB’OO the total volume impact. They are expressed as

Ao _ A B __ B,oc0
sy =Df =Dy = —s,
and

Ao A B __ B,c0
Vit =E B ==V

Substituting s4°, B VA4 and VB> into the cost function (3.1.9), we then

obtain

T
Co(X) = / stax 4+ 30 [6 0 VAT AX) - 64 1]
0 t<T

T
+ / sp0dXP +) [GB(t, VB~ AxP) - G, VtB’O")] . (321)
0 t<T
We will show how our cost function (3.2.1) coincides the zero-spread cost functions
as given in Alfonsi et al. [5]. The key steps are to show f4(t,z) = fB(t,z) and
then G4(t,z) = GB(t, —z). These can be proved by working on the relationship of

A B A B .. .
5,7 = —s;7%% and V;°° = —V,7"™°. This is because equation

‘/tA,OO — FA(t, 824700) — _‘/tB,OO — —FB(t, StB’Oo) = —FB(t7 —524100)
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implies equation F4(t, x) = —FB(t, —x). Rewriting F4 and F'? via shape functions

4 and fB, one has

x 0 x
A _ B _ B
/Of (t,p)dp = /xf (t,p)dp /Of (t,p)dp

Since both f# and f? are defined on the whole real line, the equality f4 = f? holds

and also the equation FA(t, z) = FB(t,z) holds. Furthermore, the relationship
s =g (0 V) = =57 = P V)

implies g*(t, z) = ¢gB(t, —x).

Recall the notation for i = A, B one has G'(t,x) := F'(t,g'(t,x)). The

equation g4(t, z) = gB(t, —z) implies the equation

GA(t, @)

A ( (tv .CU)) = FA(tvgB(tﬂ _37))

FB(t, g7 (t, —2)) = GP(t, —)

= G(t,2).

We can define a function F(t,z) in a similar way as in cross-impact LOB model

case. Set the shape function f(t,z) := f4(t,y).

Assumption 3.2.1: Define function F(t,z) by F(t,x) fo f(t,y)dy, and assume
that F(t,0) =0 for all t € [0,T],

lim F(t,z) = —o0
T—>—00

and

lim F(t,x) = oo.

T—00

Its first derivative on t is denoted by n(t,z), i.e. %—f(t,x) =n(t,x).

Assumption 3.2.2: For each fized time t € [0,T], the function F(t,x) is assumed

to be invertible on x. Or equivalently, assume there is a function g(t,x) such that
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F(t,g(t,x)) = .

Remark 3.2.3 (Special cases of F and g): 1) Zero-spread time independent shape
function as in Alfonsi and Schied [3]: f(t,x) := f(x). The anti-derivative function
is F(t,x) :== F(z) = [ f(y)dy and it inverse function is g(t,x) := F~1(z).

2) Zero-spread time-varying separable shape function as in Alfonsi and Acevdeo
[2]: f(t,x) := q(t)h(z). The corresponding F' and g are F(t,z) = q(t)F(z) where
F(z) = [y f(y)dy and g(t,2) = F~* (&),

The admissible set of trading strategies under the zero-spread LOB model is

defined as
¢ ¢
A®(Q) = {Xt :[0,Ty] - R ’ Xt:/ dX;“—/ dxpB
0 0
V(X XP) € AQ), Xo=0, and X7, = Q}.
The zero-spread discrete admissible strategy set can be defined as
AR(Q) == {Xy € A°(Q) | Xy = X4, + on (tn, tys1] for n=10,1,...,N}.

Denote by & := AX; and short by &, := &,,. The zero-spread cost function (3.2.1)

of strategy X € A>(Q) can be rewritten as

T
C®(X) = / (D = DPYax,+ > [G(t, B - BP + AXy) - G(t, Ef* - EF)].
0 te[0,7]

(3.2.2)

3.2.2 One-side LOB model

We call the LOB model proposed in Fruth et al. [31] by the one-side LOB
model. By ‘one-side’, we mean there is no opposite side resilience modelled, namely

B = 0. In the following, we remind the readers briefly the model of Fruth et al. [31].

Readers might have noticed that in Fruth et al. [31], at the very beginning
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both bid and ask sides of the order book were modelled. More specifically translated
into our notation, the equations (1) and (2) in Fruth et al. [31] implies that for any

t € [0,T] the best ask and best bid prices are

Ay =AY + 57
and
By =B) - s,
where
st =X+ Dt - /t (1= e o) ax?
t YA t — 7 s
and ’

t
sf =X +DFP - 7/0 (1 —e PudU) dx,

for the permanent impact factor v. The price impact sf, sP are determined by
both buy and sell trades via the permanent impact factor v. However later in their
Proposition 3.3, they claim only temporary impact should be considered. So they
set the permanent impact factor v = 0 for the rest of the analysis. By doing this,
their LOB model only includes the same side resilience effect. Thus, in this thesis we
call it one-side LOB model. However we should note that, when it is restricted that
only buy (sell) order can be traded, there is no difference between the cross-impact

LOB model and one-side LOB model.

Now let us derive the cost function in the one-side LOB model. As the cross
impact resilience rate § = 0, one gets the cross price impact Lf =0, LF = 0 and the
cross volume impact Jt“‘ =0, JtB =0 for all ¢ € [0, T]. Denote the total price impact

in one-side LOB model by 524,0’ sf’o, which are given by 824’0 = D, Sf’o = DP.

Simply substituting 524’0 and sf’o into cost function formula (3.1.10), we
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obtain the cost function of the one-side LOB model as

T
CO(X) = / DAIXA + 3 [GA( B + AX) — GAt, BL)]
0 t<T

T
+/ DPAxXP +> " [GP(t,Ef - AXP) - GP(t,EP)]. (3.2.3)
0 t<T

This expression coincides with the cost function in Fruth et al. [31].

3.3 Market irregularity definitions

In this section, we introduce three widely studied market irregularity notions
in market impact model and some hierarchy relationships between them. More
studies on the presence and absence conditions of these market irregularities will be

presented in Chapter 5.

Note that as stated in Section 3.1, the effect of the unaffected price on the
trading costs is not considered. We will recapitulate the original definition in terms
of our notions. We drop the superscription oo, g and 0 of the cost function unless

stated otherwise, so that these definitions are not model dependent.

Definition 3.3.1: A market impact model does not admit price manipulation (PMS)
strateqy if

inf C(X)>0,
XeA0)

where A(0) is the set of the round trip strategies which means the total amount to

trade is zero, i.e. X7y = 0.

The notion of price manipulation strategy is first proposed in Huberman
and Stanzl [48]. According to Gatheral and Schied [35], an optimal solution of the
optimal execution problem does not exist if it is profitable to exploit some PMS

strategy to a given strategy.
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Definition 3.3.2: A market impact model has positive liquidation costs (PLC) if
forV@Q € R, and every corresponding order execution strategy

inf C(X) >0,
XeAQ)

where A(Q) is the admissible set of trading strategies that to get a total amount of
Q shares.

Note that for round trips, PLC and absence of PMS are equivalent. However,

PLC is defined on a bigger set of execution strategies.

Positive liquidation cost is first defined in Kléck et al. [53]. In its original
paper, the condition is presented as inf x ¢ 4() C(X)+40Q > AoQ over all X € A(Q)
given Ag = By. This PLC condition rules out the situation that on average the
trader can make a profit beyond the face value AgQ of a position out of the price

impact incurred by his own trades.

Definition 3.3.3: A market model does not admit transaction-triggered price ma-
nipulation (TTPM) strategy if for any Q € R,

inf C(X)= inf C(X),
XecAQ) XeAp(Q)

where Ap(Q) is the set of the pure trading strategies.

The TTPM strategy is first found in Alfonsi et al. [6]. It describes the
situation in which the execution costs of a a buy (resp. sell) program can be reduced
by intermediate sell (resp. buy) orders. For those models which admit TTPM
strategy, optimal execution strategies may oscillate strongly between buy and sell

orders, which implies the instability of the market impact models.

As preparation for the study of absence and presence condition of market
irregularity in Chapter 5, we start with some hierarchy relationships between these
three market irregularity definitions followed by some examples showing these rela-

tionships are not invertible.
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Proposition 3.3.4: In cross-impact LOB model with cost function (3.1.9), the
absence of the transaction-triggered price manipulation implies the model has positive
liquidation cost. Moreover, the existence of positive liquidation cost implies the

absence of price manipulation strategies.

We note that in the proof of the hierarchy relationship of market irregularity,
a specific LOB model is required. Suppose given a general LOB model, the hierarchy

relationship turns to be the one given in Proposition 3.3.5.

Proposition 3.3.5: The absence of the transaction-triggered price manipulation

implies the absence of price manipulation strategy.

In the following, we will present some examples and show the above hierarchy

relationships are not invertible.

Example 3.3.6 (No PMS but not PLC): By this example we will demonstrate a
constant time-varying zero-spread LOB model that excludes the PMS but does not

have the PLC under some circumstances.

Assume the shape function is of the form f(t,p) = q(t)f(x) where we set
f(x) =1 and q(t) = 1 —bt +at®. Let trading times be T = {0,1,2}. For the trading

strategy (z,y,Q — x —y), we have the trading cost

2
y [y L, @
coo_+<+2e p)
2q(0) 2 \2 q(0)

Q-z—y(Q-z—-y , o T —py>
T ( @ Tt )

Using the software Mathematica, one obtains C*° > 0 for @ = 0 under some specific

combinations of the coefficients a,b,p. One example is taking a = 21.5 and b =

—19.5, p =log(2).

However, with the same coefficients a,b, p and for any QQ # 0, one obtains
inf C*® — —oo, which implies the violation of the definition of positive liquidation

cost.

Example 3.3.7 (PLC but TTPM): We will present an example of a zero-spread
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LOB model which has PLC but admits the TTPM. Consider a purchase program to
buy 50 shares of some stock. Suppose that the resilience rate is p = 1, cross impact
resilience rate is § — oo and trading times T = {to = 0,t; = 0.05,to = 0.1}, the
shape function is of the form f(t,x) = q(t) where q(t) = 4 + cos(2nt). We fix the
first trading size to be & = 20.

As we change the size of the second trade & and the final trade & accordingly
such that a total size of QQ = 50 is bought in the end, the change of the trading cost of
strategy {&o,&1, &2} is shown in Figure 3.53. As we can observe, the optimal strategy
&1 is megative in some cases (shown by the negative part of &1). In particularly,
the minimum of the trading cost is obtained when & = —5 and accordingly & =
50 — & — & = 35. As a result, this model admits the TTPM. But this model has
PLC by Proposition 5.3.2 in Chapter 5.

3.4 Proofs

Proof of Lemma 3.1.3. Using the integration by parts formula zF'(z) = fox ydF (y)+
Jo F(y)dy, for each fixed time ¢ € [0,T] we could write

g2 (t,x) "
GA(t, ) = / ydFA(t,y)
0
At,z)

— ()P o) - [ T A )y
0

g (tw) A
—/0 (& = FA(t,y)dy

gA(t,z) T
= / / dzdy
0 FA(ty)
x gA (tvz)
= / / dydz
0 0

and
0
GP(t,z) 2/ ydFP(t,y)
7gB(t7$)
0
P o) - [ PRy
—gB(t,x)

66



5900

5895 -

5890 -

[$))

©

o<}

o
T

Liquidation cost

5880

5875

5870 | | | | | | |
-8

Figure 3.3: The change of the liquidation cost against the trade size &; at time ¢;.
The vertical line is &, = 0.
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0
- / (x — FB(t,y))dy

—gB(t7£E)

0 x
:/ / dzdy
—gB(t,x) JFB(t,y)
T 0
:/ / dydz.
0 7gB(t,Z)

The last step in equations of G* and GP are both true because of the fact that the

symmetric difference of the sets

{(z9) | z € [FA(t,y),2] and € [0,¢%(t,2)]},

{(z,y) ‘ z € [0,z] and y € [O,gA(t, z)]},

{(z,9) | z € [FP(t,y),2] and y € [-¢"(t,2),0]}
and

{(z,y) ‘ z € [0,z] and y € [—gP(t, z),O]}

are both at most a countable union of line segments. Thus the two-dimensional
Lebesgue measure is zero. Therefore, G'(t, ) = [ ¢ (¢, z)dz and %—Cj(t, r) = g'(t, 7).

O]

Proof of Lemma 3.1.4. Ask side: Suppose x2 < x1 < oo. For some fixed time
t € [0,7T], choose yi,ys such that FA(t,y;) — 21 = 0 and FA(t,y) — x2 = 0.
Thus we get FA(t,y1) > FA(t,y2) since FA(t, z) is non-decreasing on z by Assump-
tion 3.1.1. The inequality F(¢,y1) > F“(t, y2) can be rewritten as [ f4(t, z)dz >
512 fA(t,x)dz. The positivity of the shape function fA(t,z) implies y; > o, i.e.

gA(tu fEl) > gA(t7 132)-

Bid side: For z5 < 1 < oco. Choose y1,y2 such that FB(t, y1) —x1 =0
and FB(t,ys) — x2 = 0. Thus we have FB(t,y1) > FB(t,10), i.e. nyl fB(t,z)dx >
fi)yz fB(t,z)dr. By the positivity of the shape function, we obtain 31 > o, i.e.
g7 (t, 1) > gP(t, x2). O
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Proof of Proposition 3.3.4. Part One: We prove the proposition under the price
impact reversion and volume impact reversion respectively. Without loss of general-
ity, we will consider a pure buy strategy (X4,0) € Ap(Q). Recall the cost function

of a cross-impact LOB model for pure strategy

T
CP (X1, 0) = / Aaxt+ S [GAL VA + AXA) - GAL V] > 0.
0 t€[0,T]

Case of price impact reversion: The total price impacts caused by strat-
egy (X4,0) are s{' > 0 and sP = 0 for all ¢ € [0,T]. This is because the cross price
impact LA(XP) of a pure buy strategy is zero, namely sf = D{‘ for all ¢t € [0,T].
Considering the initial condition D{' = 0, the dynamics (3.1.1) and and X is non-
decreasing, one gets sf > 0. Via the relationship equation (3.1.6), the corresponding

volume impact are given by V4 = FA(t,s{*) > 0 and V,? = 0.

By Lemma 3.1.3 and Lemma 3.1.4, we know G4 (t, ) is non-decreasing on z
for some fixed ¢ € [0, T]. Therefore, for AX/ > 0 and VA > 0, GA(t, VA + AX/) —
GA(t, V) >0 for t € [0,T]. In addition, since dX/* is a positive measure on [0, 77,

one obtains the first term in cost function is positive, i.e. fOT sftdX > 0.

The trading cost of arbitrary pure buy strategy (X4,0) is then positive. So

for any pure strategy one obtains infxc 4, () Ch(X) >o.

The absence of TTPM implies that inf ye 4q) C7(X) = inf xe 4,(g) C°(X) >

0. Therefore, the absence of TTPM implies the positive liquidation costs.

Case of volume impact reversion: The total volume impacts are V;4 =
fg e Pt dXA > 0 and V;P = 0 since X4 is an increasing process. By the relation-
ship equation (3.1.6), the corresponding price impact are given by si* = g4 (¢, V,A) >

0 and sP = 0 for all t € [0, T] since g*(t,z) is increasing on .

Therefore, for AX{! > 0and V;* > 0, one has GA(t, VAHAXA) -GA(t, ViA) >
0 for t € [0,T]. Furthermore, dX; is a positive measure on [0, 7], which implies

I spax > o.
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As a result, the trading cost of an arbitrary pure buy strategy is positive,
namely C?(X/,0) > 0. So for any pure strategy we have inf xe A,(Q) CA(X) > o.
In particular, by absence of the TTPM strategy in cross-impact model, one ob-
tains inf xec 4() CP(X) = infyca, C?(X) > 0. Therefore, the absence of TTPM

strategy implies the positive liquidation costs.

Part Two: For a round trip i.e. Q = 0, the model admits positive liquidation cost

implies
inf CP(X)>0,
XEA(0)
which is just the definition of absence of price manipulation strategy. O

Proof of Proposition 3.3.5. In this proof, we drop the superscription 3, co and 0 of
the cost functions. By doing this, we show that the following arguments hold under

all three models.

If we could prove that the existence of price manipulation strategy leads to

transaction-triggered price manipulation, then the assertion holds.

On one hand, the existence of PM strategies implies that there is at least a

round trip X € A(0) such that C(X) < 0, namely inf y ¢ 40y C(X) < 0.

On the other hand, the absence of TTPM strategies implies that for Q =0
one has inf x¢ 40y C(X) = infxc 4, (0) C(X). While for a round trip, the pure strategy
could only take the form of X; = 0 for all ¢ € [0, T]. As a result, the cost of a trading

strategy X € Ap(0) is always zero.

If the TTPM strategies are excluded, one has inf y ¢ 4(0) C(X) = inf xc 4,,(0) C(X) =
0. This is a contradiction to the existence of PMS which states inf x¢ 4(0) C(X) < 0.
Thus the TTPM strategy can not be excluded. Then the assertion holds. O
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Chapter 4

Application I: Optimal market
order trading strategy

As a natural application of the cross impact LOB model, in Section 4.1 we
will solve the optimal execution problem in a more general context. The complex-
ity brought by modelling the two sides resilience p, 8 and a general time-dependent
shape function f(t,z) makes it hard to prove the existence of optimal strategy.
Exploiting the Proposition 4.1.2 and Corollary 4.1.3, we can transfer the problem
of existence of optimal solution of the cross-impact LOB model to the problem of
existence of optimal strategy in zero-spread LOB model. Proposition 4.1.2 and
Corollary 4.1.3 respectively states that for any strategy in the admissible set A(Q),
the zero-spread cost C™ is a lower bound of the cross-impact cost C?, and further-
more the minimum cost of the zero-spread LOB model is a lower bound of the

minimum cost of the cross-impact LOB model.

We closely follow the line offered in Alfonsi and Schied [3] and Alfonsi and
Acevdeo [2], where the price impact reversion and volume impact reversion are
both considered. Firstly, we use Euler-Lagrange formalism to find the discrete-time
optimal trading strategy. Then, by taking each trading interval [t;,t;11) to be very

small approaching zero, one obtains a candidate continuous-time optimal strategy.
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Then the verification of optimality is done by direct calculation. Therefore, in the
sequel we will discuss the optimal execution strategy under four cases of zero-spread
LOB model, namely reversion of the volume impact process in discrete time (FE;
Dis) and continuous time (E; Cts), reversion of the price impact process in discrete

(D, Dis) and continuous time (D; Cts) setting.

We also obtain sufficient conditions for absence of TTPM under all four
cases, which are summarised in Table 4.1. An overview of the contributions in this
chapter is: Our results generalise the results in Alfonsi and Acevdeo [2] in terms of
optimal strategy (Proposition 4.1.5, 4.1.6, 4.1.10, and 4.1.11) and absence condition
of transaction-triggered price manipulation (Corollary 4.1.7 and 4.1.12). For the
zero-spread LOB model in Alfonsi and Acevdeo [2], the sufficient conditions on
absence of TTPM is independent on shape function. While, in our case with more
general shape function, the condition in Corollary 4.1.7 is more restrictive than that

in Alfonsi and Acevdeo [2].

Section 4.2 is devoted to constant time varying shape function of cross impact
LOB model. There, we will present some numerical examples of our cross-impact
LOB optimal execution strategies. It is further assumed that the shape function
is of the form f(¢t,z) = ¢(t). Comparative analysis on the shape function, same
side resilience rate p and cross-impact resilience rate 5 are conducted. Figure 4.4
suggests that the bigger the cross impact resilience rate, the more volatile the optimal
strategy alternating between buy and sell. As shown in Figure 4.6, the bigger the
same side resilience rate, the more pure buy (sell) orders are used and the smaller

size for each child order.
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4.1 Construction of optimal trading strategy

Let us summarise the optimal execution problem that we consider in this

chapter. The cross-impact cost function C#(X4, XB) is defined as

T
CA(XA XP) = / (D — 19X + Y [ B — A+ AKX
0

t<T
T
~GACEN - )] + [ (DF - 1P)axP + 3 [P P - P
0 t<T
—Axf)—a(t,Ef—Jf)], (4.1.1)

where DA, DB are the same side price impact, Lf

, LtB are the cross price impact,
E{, EP are the same side volume impact, and J7, JF are the cross volume impact.
They are related by formula (3.1.6) in Chapter 3. Recall the following functions
too. g*(t,z) and ¢gP(t,z) are inverse functions of FA(¢,z) and FB(t,z) such that

g2t FA(t,z)) = x and ¢B(t, FB(t,z)) = 2. FA(t,z) and FB(t,z) are functions

satisfying
OF" :
W(ta J") n (t,fL‘),
FA(tz) = [ fA(ty)dy
0
and
0
FP(ta)y= | fP(t,y)dy.

—x

where fA(t,z) is ask side shape function and fP(t,z) is bid side shape function.

The auxiliary function G4 (¢, z) and GB(t,x) are defined as

FA(t,:p):/OryfA(t,y)dy, GAt,z) = FA(t, g (t, x)),

and

0
FB(W)Z/ yfP(ty)dy,  GP(t,x) = FP(t,g"(t,x)).

—T
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The admissible set is given by

T+ T+
A<Q>={<XA,XB>GR1 Xgt = X5 =0, /0 dX;‘/O dx? = q,
Xf‘ > Xf, Xf > XSB for any t > s,

and X4, X are bounded variation.}. (4.1.2)

The admissible set A(Q) is closed, convex but not bounded. In this case, we make

use of the notion of a coercive function.

Definition 4.1.1: A function f(z) : R®™ — R is said to be coercive if for every
sequence {z¥} C R™ for which ||x¥| — oo it must be the case that f(z") — 400
as well. That is, for any constant M > 0 there is a constant R(M) > 0 such that
|f (@) > M whenever ||z¥| > R(M).

It turns out that Proposition 4.1.2 and Corollary 4.1.3 enable us to simplify

the task of proving the existence of optimal solution in cross-impact LOB model.

Proposition 4.1.2: Given the cost functional C* for zero-spread LOB model, C?
with 0 < 8 < oo for cross-impact LOB model and C° for one-side LOB model, for

any strategy X € A(Q) these cost functions satisfy the following relationship
C®(X) <CP(X) <C'(X).
Moreover, for all pure strategies X € Ap(Q), the three cost functionals coincide i.e.

C®(X) =CP(X) =CX).

The optimal execution problem under the zero-spread LOB model is formu-

lated as follows. Minimise the zero-spread cost functional

T
C> = / (D = DPYdX,+ > [G(t,Eff - EP + AX,) — G(t, Ef* — EP)]
0 te[0,7]

(4.1.3)
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over the admissible set

t t
A®(Q) := {Xt 0,7 ) >R | Xo=0,X7, =Q and X, :/ x4 / dx?P
0 0

for any (X7, XP) e A(Q)}.

From the analysis of section 3.2.1, we know the function G(¢,z) is defined by
G(t,x) = GA(t,x) and F(t,x) = [ f(t,y)dy, n(t,x) = GF(t,x) and g(t,z) the

inverse function of F'(t,z) satisfying g(¢, F'(t,z)) = x.

Corollary 4.1.3: If there is an optimal solution X*? for the optimal execution
problem (4.1.1) and an optimal solution X*>° for problem (4.1.3), one obtains the

following relationship

C® (X)) < CP(X™P) over A(Q).

As a result, we can restrict our attention to the existence of optimal solution
in zero-spread LOB model. In the discrete time case, we will demonstrate the
existence by proving the coerciveness of the cost functionals and then we construct
a semi closed-form optimal execution strategy. By taking the time step of trading
strategies to zero, we get a candidate solution. In this way, we can transfer the

results from discrete to continuous time.

Before stepping into the detailed discussion, we will make a simplification
assumption that the same side and opposite resilience rate are constant, i.e. py = p
for all t € [0,7] in this chapter. All results can be extended to the deterministic
resilience rate case in the same way. Besides, in the rest of this section only, we will

drop the superscription and denote by C = C*.
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4.1.1 Model of volume impact reversion in discrete time

Denote by a, = e Pltn=tn-1) for 1 < p < N. The dynamics of the volume

impact process in discrete time are summarised by equations

n—1
Ey=0, E, = Z@e_p(t"_ti) forn=1,...,N
i=0
and
n—1

Eoy = &0, Eny = Z&e*p(t”*ti) +&, forn=1,...,N,
i=0

where &; is the trade size at each trading time t; € T.

We rewrite the zero-spread cost function (4.1.3) in discrete time setting by

N
C(&) =D [Gtn, En + &) — Gltn, En)]
n=0

N-1
=) _[G(tn, En + &) — Gtnt1, Ent1)] + G(tn, En +EN)
n=0
N-1
= [G(tna En + gn) - G(tn—l-l; an—l—l(En + gn))] + G(tN, EN + lSN) (414)
n=0

In order to construct a discrete time optimal strategy in Proposition 4.1.5, we need

the following Assumption 4.1.4 and auxiliary function:

_ 9(ti, ) — aiv19(tiv1, aiy1®)
hiyi(z) =

,forreRand0<i<N-—-1. (4.1.5)
1 —ait1

Assumption 4.1.4: For Vt € [0,T], the shape function f(t,x) satisfies the condi-

tions x%(t,x) <0 and n(t,z) > 0.

Proposition 4.1.5: Under Assumption 4.1.4, the auziliary function (4.1.5) is bi-

jective and we denote by h;l its inverse function. Construct a trading strategy &*
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as follows

;o= hi'(),
& = hih(w)—ah'(v), 1<i<N-1 (4.1.6)
& = Fn,v) — aNh]Ql(V),

where v is the unique solution of the following equation
N
Q=) & =0—a)hi'(v)+...+ (1 —an)hy' (v) + Flty,v).
i=1

Strategy (4.1.6) is the unique minimiser for the cost functional (4.1.4) over A (Q).
Moreover, this zero-spread LOB model does not admit PMS. The first and the last
trades have the same sign as Q). The intermediate strategies £, 1 <i < N —1 has

the same sign as Q, if the following condition
a;+ a1 <1 for1<i<N-1 (4.1.7)

18 satisfied.

In other words, Assumption 4.1.4 and condition (4.1.7) are the sufficient
conditions for absence of TTPM. The condition (4.1.7) does not depend on the
shape function f(¢,z), but only on the resilience rate p. With this condition, we
can tell that the bigger the resilience rate p, the less profitable to use the TTPM

strategies in this discrete time volume impact reversion model.

The condition (4.1.7) for absence of TTPM strategy is more restrictive than
the condition (33) in Theorem 2.3 of Alfonsi and Acevdeo [2], where the shape
function takes the form f(¢,x) = q(t) f(z). In that case, condition (4.1.7) is satisfied.

This is proved in Lemma 4.3.4.
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4.1.2 Model of volume impact resilience in continuous time

For continuous time case, we utilise the optimal execution strategy obtained
in discrete time set-up, and provide a verification argument that the corresponding
continuous analogy strategy is an optimal solution. We propose a continuous time

auxiliary function

10g

99
*(tﬂf)—;a

hi(z) = g(t,x) + o

(t,z), (4.1.8)

We assume the shape function f(¢,z) to be such that the auxiliary function (4.1.8)
is bijective on R and has positive first derivative on x is positive, namely %(m) > 0.
Later in Corollary 4.1.7 we will show that the auxiliary function h¢(z) is bijective

and strictly increasing on R if Assumption 4.1.4 and condition (4.1.10) are satisfied.

Proposition 4.1.6: Assume a continuous differentiable shape function f(t,z) such
that the auxiliary function (4.1.8) is bijective and %(m) > 0 on R. Denote by
ht_l(x) the inverse function of hy(x). Construct a trading trading strategy X* in the
following way: Trade at time t = 0 a singular order of size &; then continuously
trade with rate & on time interval (0,T); finally at time T submit a singular order

of &. The trade sizes are determined by

é-S:COv
d
& zg—l-pg

and

6;’ = F(T7V) - aN<T7
where we set (; := ht_l(y) and v € R uniquely solves the equation
T
Q= / ph; L (v)dt + F(T,v). (4.1.9)
0

Then the cost function 4.1.3 is non-negative and has a minimiser X* over A>(Q).

Moreover, the initial trade £ and the last trade {1 have the same sign as Q) which
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1s positive if it is a buy program and is negative if it is a sell program.

Now let us discuss the sign of the trades given by the optimal strategy. A

sufficient condition of absence of TTPM is summarised in Corollary 4.1.7.

Corollary 4.1.7: Under Assumption 4.1.4, the auxiliary function hy(x) is contin-
wous differentiable in x, bijective on R and strictly increasing if

ai <;Z> (t,z) > 0. (4.1.10)

Thus, the results of Proposition 4.1.6 hold. Moreover, if

0 0 0
QPCta—J: + 287{77 +pfn+20°Gf - faﬂ (t,g(t,G)) =0 (4.1.11)

also holds where (; takes values as that in Proposition 4.1.6, £ has the same sign

as @ for any 0 <t < T, which excludes TTPM.

We should note that the condition (4.1.11) is not a time continuous analog
of the absence condition (4.1.7) in discrete time case and is not a sharp condition as
we can see from the proofs. Our results from Corollary 4.1.7 is more restrictive than
the condition (22) in Alfonsi and Acevdeo [2] in a way that our results is depend
on the shape function. In particular, in Lemma 4.3.6 we provide a proof that our
condition (4.1.11) implies the condition (22). Furthermore, it turns out that as long
as the shape function takes the form of f(¢,x2) = q(t)f(z), the condition (22) in
Alfonsi and Acevdeo [2] holds under arbitrary function f(x).

4.1.3 Model of price impact reversion in discrete time

Recall that for 1 < n < N, we set a,, = e P(n=tn-1) The dynamics of the

price impact process D, in discrete time are given by

Dy =0, D, = ang(tn—lvF(tn—laDn—l) + gn—l) forl<i<N
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and

D0+:g(0)€0)7 DTH-:g(tnaF(tn)Dn)—’_gn) fOI'1<’L§N,
where g(t, z) is the inverse function of F(t,z) = [ f(t,y)dy such that g(¢, F(t,z)) =
x.
We translate the cost function (4.1.3) with price impact resilience as

N
C(&) = > [Gltn, Fltn, Dn) + &) — G(tn, F(tn, Dy))]

n=0

N-1
= G(tN’ F(tN’ DN) + &V) + Z [G(tn’ F(tmDn) + gn) - G(tn+1a F(thrl»DnJrl))]

n=0

F(tN, (tn, F(tn, Dn) + €n)
N—
Z [ t'mg tn, (tny )+ én)) - (tn—l—l;an—l-lg(tn,F(tn;Dn) + {n)) )

(4.1.12)

where F is defined by F(t,z) = fox yf(t,x)dy. Similarly in order to solve the optimal
execution problem in this model, we will need Assumption 4.1.8 and construct an

auxiliary function

)
ai1+1 — a1 f(tiv1, ) 52 <ti,F <ti, a%))
1= aip1f(tiv1, )52 (%F ( i a+1))

pit1(z) =2 (4.1.13)

Assumption 4.1.8: For each fized t € [0,T] and all x € R, the shape function
f(t,x) needs to satisfy:

0
1. xa—i(t,x) > 0;

2. (t x)<0anda;(fatdx—%{g—£>20;

S5}
<
—

~
N2

3. r—x ’Ji(t ) 08 non-decreasing on R_ and non-increasing on R.
y

Remark 4.1.9: By analysing the Assumption 4.1.8 item 1 and 3, it is observed that
the set of functions satisfying this assumption should be of the form f(t,x) = A(t),
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or equivalently O, f(t,x) = 0 for all x € R. This is due to the fact that function

al‘f(tv)_ J—
xﬁ—o at x = 0.

This observation is also reflected by the Assumption 2.2 in Alfonsi and Acevdeo
[2] and by Corollary 2.6 in Alfonsi and Acevdeo [2]. Assumption 2.2 is a restriction
of our Assumption 4.1.8 with the shape function of the form f(t,z) = f(z)A(t).
The functions that satisfy that assumption are constant functions on R. The suffi-
cient conditions of absence of TTPM in Corollary 2.6 for general separable shape
functions coincides with those for constant shape functions, which is trivial from the

Assumption 2.2.

Nevertheless, when finding optimal solution(s) for discrete time price impact
reversion, one should not restrict on the set of constant shape functions. Our proof
in the discrete time relies on Lagrange multiplies which requires to show first that
the cost function has a minimum. In addition, the candidates of optimal strategy in
continuous time are obtained from the discrete time optimal solutions shown in the

following Proposition 4.1.10.

When stating the continuous time optimal strateqy, we slightly relax Assump-
tion 4.1.8 since the proof of the continuous time case relies on a verification argu-
ment. In FExample 4.1.18 we will show the existence of optimal solutions of time-
varying non-constant shape function LOB models and conditions to exclude the PMS

and TTPM.

Proposition 4.1.10: Under Assumption 4.1.8, the auxiliary function (4.1.13) is

bijective and we denote by pi_l its inverse function. Construct a trading strategy £*

as follows
-1
* Py (V)
=F|(t
&0 (07 a ) )
p'ill(y)

&=F|t, ;7“ — F(ti,p;'(v)), 1<i<N-1 (4.1.14)

and

&v = Fltn,v) — F (tn,py (v)),
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where v is the unique solution of the following equation

Q= Z [F <ti_1, pil(y)> — F (ti,p; ")) | + F(tw,v).

Q;
=1 v

Strategy (4.1.14) is the unique minimiser for the cost function (4.1.12) over A (Q).
The cost functional C(§) is non-negative and the first and the last trades have the

same sign as Q.

Not like in the case of discrete time volume resilience model, it is difficult

Qi+l

to find a more restrict condition than sgn(v)F <ti, Pit )> —F (ti,pfl(V)) > 0 to

make the trades £ have the same sign as Q).

4.1.4 Model of price impact reversion in continuous time

We propose the continuous auxiliary function

) = o 200:2) = uf0.2) + pr0f 1.2

— pf(t,x) — O f(t,x) + proy f(t, ) : (4.1.15)

Now we are ready to show that no PMS exists and that there is a unique
optimal execution strategy if the auxiliary functions for ¢ € [0, 7] are bijective on R

with a positive first derivative on x.

Proposition 4.1.11: Assume the shape function f(t,z) € C%([0,T] x R,R") sat-

isfies the condition

pf(t,x)+ pmg‘;(t,w) — gZ(t,x) > 0, (4.1.16)

and is such that the auziliary function (4.1.15) is bijective on R with positive first
derivative ypi(x) > 0. Denote by p; *(2) the inverse function of py(x). Construct
a trading strateqgy X* in the following way: Trade at time t = 0 a singular order of

size £ ; then continuously trade with rate & in time (0,T); finally at time T submit
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a singular order of . The trade sizes are determined by

68 = F(t(]v CO)?

& = 1(t.6) (Gt + 1)

and

£%ZF(tN7V)_F(tN7CT)7

where we set (; := pt_l(u) and v € R uniquely solve the equation

T
Q=F(Tv)+ /0 lopi () £t (V) — n(t,pr (v))] dt. (4.1.17)

Then the strategy X* is the minimiser of the cost function (4.1.3) and PMS does

not exist. The initial trade & has the same sign as Q.

In the following Corollary 4.1.12, we show that if the Assumption 4.1.8 holds,
the increasing, bijection condition of the auxiliary function p; is automatically sat-

isfied.

Corollary 4.1.12: Let f be twice continuous differentiable. Under Assumption 4.1.8,
if the condition pf(t,x) + pm%(t,az) - %(t,az) > 0 holds, the function p; is O, bi-

jective and strictly increasing. Thus, the results of Proposition 4.1.11 hold and the

last trade &1 has the same sign as (). Besides, if

px0y <8xf(t,x)> — 0 <8tf(t,x)> + (p - at—f(t, ac)) <2p — w(t,x)) >0

f f f
(4.1.18)

also holds, & has the same sign as Q) for any 0 <t < T, which rules out TTPM.

As stated in Remark 4.1.9, due to Assumption 4.1.8, the results of Corol-
lary 4.1.12 coincides with the condition (30) in Corollary 2.6 of Alfonsi and Acevdeo
[2] for absence of PMS and TTPM. From the proof of this corollary, we should note
that the condition (4.1.18) is not sharp. In the following, we study the absence

of PMS and existence of optimal solution for a LOB model with a non-separable
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time-varying shape function.

Example 4.1.13: Consider a shape function of the form
f(t,x) =tx* +a, for some positive constant a > 0.

In this case, %(t,x) =22 and g—i(t,x) = 2tx. The auziliary function p(x) and its

derivative on x are then respectively given by

(4pt — 1)2? + 2ap
(3pt — 1)x2 + ap

pi(x) =x

and
1

t — 2 —+ 1/6 1 3Pt —1)+ 2 —1 2 2

8a:pt(x) = (
Thus, pi(x) is bijective and strictly increasing if and only if
3pt —12>0.

We can apply the results of Proposition 4.1.11 in this case. The LOB model with
this mon-separable, time-varying shape function admits a unique optimal execution

strategy, which can be numerically computed.

4.2 Numerical examples of discrete optimal trading strat-

egy in cross-impact LOB model

In this section, we are going to look at some numerical examples of optimal
trading strategies in discrete time cross-impact LOB model. We will further assume
that the shape function takes the form f4(t,z) = fB(t,z) = ¢(t) where the depth
function ¢(t) is assumed to be deterministic, twice continuous differentiable and

strictly positive.

Substituting the shape function ¢(t) into the cross impact cost function (4.1.1),
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one gets

T T
(XA, xP) = /0 (D — Lyax + /0 (DE — LPYAXE + 3
t<T

<(AXtA)2 (AXtB)Q)
2q(t) 2q(t) )

(4.2.1)

In particular, before specifying the dynamics of price impact and volume impact, we
substitute the constant shape function into equation (3.1.6) and obtain the relation
equation between the price impact s4, s® and volume impact VA, VB, which is
given by

;

si: Vi , fori = A, B.
q(t)

By considering a shape function §(t) = ¢(T — t) and trading times fy_; = T —
t;, It turns out that the price impact reversion model in constant shape model is
mathematically the same as the volume impact reversion model. Without loss of
generality, we will only derive the optimal problem under the assumption of price

impact reversion in the rest of this section.

Let us introduce the following notations:

04 = (64, 64,...,08) e RNF,

o8 = (65,68,...,68) e RN+,

e_p(tj_ti)
i i ,
" q(t:)
i e (pHB)(t;—t:)
Qjj .= ———~F,
2% Q(tz’)

A L= amIL{Kj}

A L= Elly]:ﬂ.{2<]},

_ a; 5

As=aiglic) + 5 L=y,
B= %(AT +A),
D=A-A,
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Z= (@A793)7

and
B —-D
-D B

The cost function of a discrete trading strategy (04, ©F) can be expressed as

che4,08) = (04, Ae1) — (08 404) + (65, 464 + (08, A65)
04,4078 + (64, A67P)
= (64, Bt — (68 Do) + (68, BOP) — (64, DOP)

where (-,-) : RN+ x RN+1 5 R is an inner product.

T
B 0 D-D
By introducing a skew-symmetric matrix M = DT 2 , the cost
= 0
2

function can be further simplified to be

CB(04,08) = (2, Mz) = (=, (M + N)z) = %(z, (M + MT)z) = %(z, Hz), (4.2.2)

where H := M + M7 is a symmetric matrix. Thus the optimal problem in constant

shape cross-impact LOB model now is to minimise the cost functional
(z,Hz),

subject to z > 0 and (e, z) = Q, where e’ = (1,...,1, -1, ..., —1).

The object of Figure 4.1 is to study the changes of the minimal costs of a
cross-impact LOB model against the cross impact resilience rate 8. The star line
describes the minimal costs under the cross-impact LOB model. The horizontal line
is the minimal costs of a zero-spread LOB model with the same parameters, except
that it is independent on the cross impact resilience rate. One observes that as

B increases from 0 to 50, the cross-impact minimum cost approaches to the zero-
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spread minimum cost from above. This is agreeable with the definitions of the cost

functions in these two models and the Proposition 4.1.2 that lim C*# = C* over

B—o0
X € A(Q).

Figure 4.2 are two bar graphs illustrating respectively the optimal strategies
under a cross-impact LOB model with volume impact revision and with price impact
revision. They are plotted against a regular time grid t; = tg + ¢7 with 7 = % The
bars above the horizontal line & = 0 stands for buy orders, while the bars under
this line for sell orders. The common features of these two plots are: the optimal
strategy for both models are not pure strategies; the first and last order are two
lumps which are much bigger than the intermediate orders; there are some time in
the trading interval when it is better not to trade. Another interesting observation
is that the optimal strategies are showing symmetry in the sense that X; = X]‘\/,ﬂ.
if we denote by X* and X" the optimal strategies under price impact reversion and

volume impact reversion model respectively.

Next, we will have a look at how different shape functions affect the optimal
trading strategy under the cross-impact LOB framework. Keep other parameters
constant, four examples of shape functions are tested, e.g. reverting depth ¢(t) =
2+ cos(27t), increasing depth ¢(t) = 1+ 2¢, constant depth ¢(¢) = 5 and decreasing
depth ¢(t) = ﬁ. Figure 4.3 consist of four plots showing optimal strategies under
different shape functions, which are represented by dashed lines. Plot (a), (c¢) and
(d) show lump orders at the beginning and end of trade time. In plot (b) under
increasing depth though, only the end order is relatively much bigger than other
orders. Focusing on plot (b), (¢) and (d), there exists a positive correlation between
the order book depth and optimal order sizes. Specifically, when the depth function
q(t) is increasing (decreasing, or constant), the intermediate optimal trading sizes

are increasing (decreasing, or constant). Compared to the rest of the plots, plot

(a)’s optimal strategies show oscillation between buy and sell orders.

Inspired by the observation in Figure 4.3, the existence of the transaction-

triggered price manipulations depends on the shape function of the order book.
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Figure 4.1: The change of the minimal cost C* of a cross impact LOB model against
the cross impact resilience rate 3, with Q = 50 shares, T'=1, N = 20, p = 2 and
q(t) = 2 + cos(2nt). The horizontal line is the minimum cost of a zero-spread LOB
model with the same parameters, which is independent on £.
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(a) The optimal execution strategies with the volume impact resilience.

Order size
~

| | | | | |
-6
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Time

(b) The optimal execution strategies with the price impact resilience.

Figure 4.2: The optimal execution strategies for buying 50 shares on a regular time
grid with the volume and price impact resilience, with T'=1, N =50, p =2, § =10
and ¢(t) = 2 + cos(2nt). The dashed line is the plot of the depth function ¢(t).
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(a) q(t) = 2 + cos(2mt)

Order size
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Figure 4.3: The optimal execution strategies for buying 50 shares on a regular time
grid with four different depth function ¢(t) (plotted in dashed lines). For each
sub-figure, the corresponding depth functions is indicated in its sub-caption. Other
parameters are identical for each of the four plots, i.e. T'=1, N = 20, p = 2 and
B =5.
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Especially when taking the cross impact resilience rate 8 = 5, the optimal strategy
is not pure strategy under reverting depth function, meanwhile there are pure buy
optimal strategies for increasing, constant and decreasing depth function. There-
after, in the following Figure 4.4, we fixed the depth function as ¢(t) = 2+ cos(27t)
and compute the optimal trading orders by setting the cross impact resilience rate
B to be 1,10,100 and tends to oo respectively. It is shown that when 8 = 1, the
TTPM can be excluded (by showing pure optimal strategy). As the cross impact
resilience rate taking bigger values, more sell orders are used in this purchase pro-
gram, namely more volatile between buy and sell orders. However, this feature is

not true for the model with depth ¢(t) = while keeping other parameter the

_2
0.5+¢
same. In Figure 4.5, there does not exist TTPM strategy for all four values of 3.
Finally, we want to study the effect of the same side resilience rate p on the
optimal strategies. We can achieve this by controlling three parameters at the same
time, namely the same side resilience rate p, the cross impact resilience rate 8 and
the depth ¢(t). In Figure 4.6 on the same row of plots, from the left column to the
right column, only p is increased from 2 to 20. As the same side resilience rate p
increases, the optimal strategies are less volatile. This is reflected in three aspects:
the lump order becomes smaller, as shown in all subplots; the intermediate orders
are more evenly distributed, as shown from plot (a) to (b) and from plot (g) to (h);

there are less opposite side orders, as shown from plot (c), (e) to plot (d), (f).

4.3 Proofs

Lemma 4.3.1: Given the admissible set A(Q) is defined by equation 4.1.2, A(Q)

1S a convexr set.

Proof of Lemma 4.3.1. For any (X{*, XP), (X3!, XB) € A(Q) and VA € (0,1), we

check the following three conditions. For i = A, B,
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(d) 8 — o0, i.e. the zero-spread optimal strategy

Figure 4.4: The optimal execution strategies for buying 50 shares on a regular time
grid with four values of cross impact resilience rate 5. For each sub-figure, the
corresponding (3 is indicated in its sub-caption. Other parameters are identical for
each of the four plots, i.e. T'=1, N =20, p = 2 and ¢(t) = 2 + cos(2nt) (plotted in
dashed lines).
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(d) 8 — o0, i.e. the zero-spread optimal strategy

Figure 4.5: The optimal execution strategies for buying 50 shares on a regular time
grid with four values of cross impact resilience rate 5. For each sub-figure, the
corresponding (3 is indicated in its sub-caption. Other parameters are identical for
each of the four plots, i.e. T =1, N =20, p =2 and ¢(t) = %ﬂ (plotted in dashed
lines).
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(a) q(t) =2+cos(2nt), p=2,5=1 (b) ¢(t) =2+ cos(2mt), p=20, B =1
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(c) q(t) =2+ cos(2nt), p=2, =10 (d) q(t) =2+ cos(27t), p =20, =10

Order size

(e) q(t) = 2+ cos(2nt), p=2, f — © (f) q(t) = 2 + cos(2nt), p =20, B — o0
(g) q(t) =2t +1,p=2,8=10 (h) q(t) =2t +1, p=20, =10

Figure 4.6: Optimal execution strategy to buy 50 shares on a regular time grid, with
T =1, N =50. The dashed lines are the plot of shape functions.
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AX1(0) + (1= X)X5(0) =0,

AX{(T+) + (1 = N)Xo(TH) = AQ+ (1 - M)Q = Q.

2) For any s < t, we have Xi(s) < Xi(t) and X&(s) < X4(t). Therefore the non-

decreasing property holds, i.e.
AX((5) + (1= N)X5(s) < AXT(E) + (1 — A)X5(t).

3) The total variation of AX%(s) + (1 — \)X&(s) is also finite and bounded. O

Proof of Proposition 4.1.2. Recall that the cost functions of cross-impact, zero-spread

and one-side LOB models are respectively given by

T
CA(X) = / (D — Lax + Y [GA B — JA + AXY) — GA(L B — 3]
0

t<T

T
+ [ (OF ~LP)axP + 3 [GP(.EP - JP - AXP) - Gl EF - IP)]
0 t<T
(4.3.1)

T
C(X) = / (DA — DPYaxA + 3 [GA( B — BP + AXP) — GA(, BA — BP))
t<T

T
+ / (D — DMdxP +>[GP(t, BEf — Eff - AX]) - G(t,EP — E}")]
0

t<T
(4.3.2)
and
T
() = [ DAX+ Y [GA BN + AXS) - Gt B
0 t<T
T
+/ DPdxP +  [GP(t,Ef - AXP) - G(t,EP)]. (4.3.3)
0

t<T

For all pure strategies X € Ap(Q), the three cost functionals are the same since

only either ask side or bid side is involved. The equality part of this proposition is

96



easy to get.

Next, we prove the inequality C*(X) < C#(X) < C%(X) for VX € A(Q)\Ap(Q)

in two steps.
Step 1: prove C® < CP.

In the case of modelling price impact reversion, given the shape function f4
and fB, the cross impact resilience rate 0 < 3 < oo, the same side resilience rate
0 < pt < o0, let us recall the dynamics of same side price impact and cross price

impact respectively,

axy
dD{ = —pDftdt + L
' O FE DY
dxp
dDf = —pDPdt + — L=,
t Cf#DP)

dL{} = —(B + pi)Lidt + BDPt,

ALy = —(B+ pr) L dt + BDdt.

To simplify the illustration, we introduce the processes D4 and D? satisfying

the equations

dD{ = —(py + B)D{*dt + axy
= —\pt . AN
! ! f(t. DY)
. . dXxXB
dDB = — DBdr + —t
t (pt+ﬁ) t +f(t,DtB)

Thereafter, the cross price impact processes L4 and L? can be expressed by formulas
Lf =D F - D tB )

LP = D{ - D}

Since the admissible strategies X', X are non-decreasing and D4, DP

follow exponential decay, one gets the relationships between the cross price impact
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and same side price impact

LA < DP
and

L? < D

Thereafter, the ask side price impact s{' = Df* — L and the bid side price impact

sP = DP — LP satisty

Dt — DB < st (4.3.4a)
and

DP — D < 5B, (4.3.4b)

Via the relationship equation (3.1.6), we can express the ask side volume impact

VA = Eff — J and the bid side volume impact V,” = EP — JP as
VA =FARst), VP =FB(tsP).
Since F(t, ) are increasing on x for i = A, B, equation (4.3.4) implies that

E} - EP = FA(t,D{ - DP) <V
and

EP — B} = FB(t,DP — D} < VB,

In the case of modelling volume impact reversion, given the same side re-
silience rate p; and cross impact resilience rate 5 < oo, for all ¢ € [0, 7], the dynam-
ics of same side volume impact process and cross volume impact process are given

by

dEA = —p Efdt + dX7,
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dEP = —p,EBdt + dXP,
dJft = —(B+ po)Jidt + BEP dt,

dJP = —(B+ p)JPdt + BE]dt.

Similarly, we introduce two processes E4 andEZ evolving as follows

dEf = —(p + B)Efdt + d X,

dEP = —(pi + B)EPdt + dX .
Thereafter, the cross price impact processes J# and JZ can be expressed by formulas

s =B - P,

JE =B - B

Since the admissible strategies X/, X are non-decreasing and EA EB
follow exponential decay, one gets the relationships between the cross price impact

and same side price impact

JA < EP
and

JP < B}

Thereafter, the ask side volume impact V;4 = EfA — J and the bid side volume

impact V,? = EP — JP satisfy

Ef —EP <vA (4.3.52)
and

EB —EA < VB, (4.3.5D)
Via the relationship equation (3.1.6), we can express the ask side price impact
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sf* = DA — L and the bid side price impact sZ = DE — LF as

VA =gt s1)
and

V;SB = gB(ta StB)

Since g¢'(t,r) are increasing on x for i = A, B by Lemma 3.1.4, equation (4.3.5a)

implies that

D! — DP = g*(t, E{* - BP) < 5!
and

Dy — Dt = g%(t, Ef — Ef') <57

In both cases, since G*(t, r) is convex in x by Lemma 3.1.3 and Lemma 3.1.4,

one obtains

GAt B — EP + AX{') — GA(t, Ef* — EP)
AXH
GA(t, Eff — J + AXP) — GA(t, B — T
< A
AX;

and
GB(t,EP — Ef — AXP) - GB(t,EP — Ef)
AXFP
_ GB(t,EP —JP — AXP) - GB(t,EP — JP)
AXP '

From these two inequalities, one obtains C*° < CP.
Step 2: prove C? < CY.

Simply since the cross volume impact is positive, i.e. Ji > 0 for i = A, B,

the convexity of G* on  implies the following inequalities

GA B — I + AXT) - GA B — JfY) _ G B + AXY) — Gt BYY)
AX Ax{
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and

< .
AXP AXP

In addition, since the cross price impact is positive, i.e. Li > 0 for i = A, B, the

inequality C# < €Y holds. O
Proof of Corollary 4.1.3. Since X™*° is a minimiser of C°*°, one has

CO(X ) < C®°(X*P).
At the same time, for strategy X*# Proposition 4.1.2 implies that

C®(X*P) < CP(X*P).

Therefore, we obtain C®(X*>®) < C#(X*#) over A(Q). O

Lemma 4.3.2: Given the volume impact dynamics
n—1
E’I’L — Z &ieip(t”ﬂ*ti)
i=0
and the discrete time cost functional (4.1.4), we have C%—(])V = g(tn, EN+&n) and for

i=0,...,N—1,

oc e P(tiv1—ti) oc

87’5' E =g(ti, E; + &) — e_P(ti+1—ti)g(ti+1’ Eii1). (4.3.6)

Proof. We have aa% =0if ¢ > n, and %% = e Pln=%) if { < n. Thus, we get

N
ac pltnt
ge — 9t Bt &) + > e P (g(tn, Bn + &) = g(tns Bn))
i n=i+1

= g(ti, Ei + &) — e Pt gty 40, Bipy) 4 e Pl =) [g(tz‘ﬂ, Eip1 + &)

N
. Z e_p(tn—ti+1)(g(tn’ E, + &) — g(tn, En)):|
n=i+2
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it1—ti) acC

= g(ti, Bi + &) — e Pt =gt Eipr) + 7 :
O&i+1

Lemma 4.3.3: Under Assumption 4.1.4, one obtains:

1. fori € {0,...,N — 1}, the auziliary function hi11(z) by equation 4.1.5 is an

increasing bijection on R;

2. if condition (4.1.7) holds, we have sgn(x)h;rll(a:) > sgn(z)a;h; (z) for i €
{0,...,N —1};

3. sgn(x)F(tn,z) > sgn(z)anhy' ().

Proof of Lemma 4.3.3. We will prove each point of this lemma in sequence.
e point 1:

Since the resilience rate p is positive, we have 0 < a; < 1. By Assump-
tion 4.1.4, zn(t,z) > 0 implies f(t;,z) < f(tit1,2) on R and x% < 0 implies f is
non-decreasing on R_ and non-increasing on R;. By Lemma 3.1.4 we know g(t,x)
is increasing on z, i.e. g(t;,air1z) < g(t;, ) on Ry and g(t;, ai11x) > g(ti,x) on

R_.

Thus we compute %(m) and obtain

Ohit1 Oeg(ti, x) — a2, 10:9(tis1, aip12)

oz (@) = 1 —aip
1 1 2 1
1—aip1 | f(ti,g(ti,z)) ”1f(ti+1,g(ti+1,ai+1$))
2
> 1 —ai, 1 > 0.
1 —air1 f(ti, g(ti, x))
e point 2:

We set §(t,x) = 0,9(t,x) = 1/f(t,g(t,z)). By Assumption 4.1.4 and Lemma 3.1.4,
we know ¢ is positive, non-increasing on R_ and non-decreasing on R;. Take v > 0

and y = h;_ll(y). We note that y > 0 because h;;1(0) = 0 and h;4 is increasing by
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the first point of this lemma. Thus, we have

9(ti,y) — air19(tis1, aiy1y)
I—ain

9(ti,y)

I—aip

1 v,
<gltn)+ [ ottariar
— Qi+1 Jo

vV =

= g(tis1, ait1y) +

1 .
< g(ti,y) + T a0 yg(ti, y)
— Q41

=: Ri11(y).

Hence we obtain that R;;; is increasing on R, and then y > R;rll(y). Take z =

a;h;*(v). We have

g (ti—la a%) —aig(ti, z)
1-— a;
g (t’i—la aiz) - g(tl)z)

1—CL7;

1 a
> g(ts, z) + / g(t;, r)dr
1— a; J,

|

> g(tir2) + T -29(ti. 2)

UV =

= g(t’ivz) +

Therefore, if

w1

(4.3.7)

or equivalently the condition (4.1.7) holds, we get that R;1(z) < R;(z) for all z > 0.

That is to say one gets RZ-_JFI1 (z) > R;*(x) and therefore

The same arguments for v < 0 give y < R;_ll(u) <R '(v) <z
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e point 3:

Using the above notations, we have sgn(z)Ry(x) > sgn(z)g(tn,x), and

therefore we get

sgn(V)F(tn,v) > sgn(v)Ry' (v) > sgn(v)z = sgn(v)anhy (v).

Proof of Proposition 4.1.5. We rewrite the cost function (4.1.4) as follows

N N—-1 n
) =6 (tN, Zstie')(tfvti)) Y le (m thiep@nm)
=0 n=0 =0
-G (tn—i-l, efp(tnﬂftn) Z ft.ep(t"ti)> ] )

1=0

Define the linear map 7 : RN — RN+ by (T3¢), = S0 &,e Pt Further

rewrite the cost function

N-1
C(g) = G(tN7 (Tlf)N) + Z [G(tnv (Tlg)n) - G(tn+17 An+1 (Tlf)n)]

n=0

Note that 77 is a linear bijection. Thus one obtains |71&| — 400 as |{| — +oo.

Moreover, one can get the following inequality

an41T x €T
/ g(tny1,y)dy < an+1/ 9(tny1,y)dy < an+1/ g(tn, y)dy.
0 0 0

The first < sign holds since G(t,x) is convex on x and %—g(t,:n) = g(t,x). The

second < sign holds because of n(t,z) > 0 and %(t,x) = —?gﬁ% on R;. Equiv-

alently, that is G(tn+1,an+12) < ant1G(tn,x). We then have G(tn, (T1€)n) —
G(tnt1, n+1(T1€)n) > G(tn, (T1€)n)(1 — ant1). Since the function G is convex on x
and G(t,0) = 0, we have G(¢t,z) > 0 for all z € R and li_>m G(t,z) = oco. Therefore

C(¢) > 0and C(§) — +oo as || — +oo since g is increasing and liril F(t,x) = +oo0.
T—>+00

To find the candidate optimal solution, we consider the Lagrangian L defined
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as

By setting 2L = 0, we get the relationships
y & ¢,

v(l —aiy1) = g(ti, By, + &) — efp(t"“*ti)g(tiﬂ, Ey,. ) fori=0,..,N and

V= g(th EtN + é-tN)'
Thus the Lagrange multiplier v satisfies,
v="hit1(Ey, +&,), fori=0,...,N —1, and v = g(tn, Et,y + &y )- (4.3.8)

By Lemma 4.3.3, we know the auxiliary function h;(x) is bijective and invertible. Let
us denote it by h; '(x). Thereafter, we have Ej, + & = h;rll(y) and then Fy, =
a,-+1hz-_+11(u) (the dynamics of volume impact process E, = e Ptn=tn-1)(E, | +

€n—1)). We then summarise the candidate optimal strategy as

& =(h)"" (v),
& = (hix1) () —a; (hi) ' (v), 1<i<N-1
and

& =F(ty,v) —ay (hy) ' (v),

where v solves the equation
N
Q=> & =0—a)hi'(v)+...+ (1 —an)hy' (v) + Fty,v).

=1

By Lemma 4.3.3 the right side is an increasing bijection on R, and we deduce that
there is only one v € R which satisfies the above equation. This gives the uniqueness

of the minimiser.

Moreover, the functions g(¢, ) and h;(z) vanish at z = 0 and v has the same
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sign as ), which implies that £ and £} have the same sign as () by Lemma 4.3.3
Besides, by Lemma 4.3.3 if (4.1.7) holds, the trades & have also the same sign as
Q.

O
Lemma 4.3.4: Given zn(t,z) > 0 for x € R, YVt > 0 the condition a; + aj+1 < 1
implies that

11—a _ 1—am
a;l—a; — 1—ai+1’

- ti_
where a; = a; alti—1)

q(ts) ’

and f(t,x) = q(t)f(z), n(t)

_ 4@
 oq() -

Proof. Assume a separable shape function f(¢,z) = ¢(t)f(x). By Assumption 3.2.1

of %—f(t,:n) = n(t,x), we compute correspondingly n(t,x) = q(t)n(t)F(x) where
F(x):= [ f(y)dy. Since ¢(t) and F(x) > 0, we have

zn(t,z) >0 < nt) =0 < q(t;) > q(ti-1)
and then
ti_
0<C~Li:aiq(z 1) <a; <1.
q(t:)

1

ag

In addition, we note that inequality a; + a;+1 < 1 is the same as the inequality
> 1

T=a; = Taiy One then has
1
——1 1 1—aqa 1 1
“© > To<—(l-a) < —(1-a)
I—a; = 1—aj l—ait1 = a a;
Now look at the following inequalities
dil_al 1—a; Sl—&iﬁ(l_f%)
1—aj1 I —a;4 I —a;4
As a result, we get
; 1—a; < 1—~(~11 N Nil—di 1—a;41
l—ajy1 — 1—a;11 a;1—a; = 1—a;1
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Lemma 4.3.5: Given a time continuous function

dg

hi(z) = g(t,x) + x%(t,x) . 99

~ Ltz
p ot (%)
and a time discrete function

hi(z) g(ti,x) — air19(tiv1, ai, )
(A
1—a;p1

)

where t; € {tg,t1,...,tNn} satisfying tiz1 —t; =t; —ti—1 and ty =T, and set T := %,

we have lim h;(z) = hi(z).
70

Proof. On time grid {to,t1,...,tn} , we set a; = e 7 := a. We do the following

calculation
he(z) = lim g(t,x) —ag(t + 7, azx) — lim O-lg(t,z) — ag(t + 7, ax)]
7—0 1—a 7—0 87(1 —a)
pe Tg(t + 7 ax) —e " [%?(t + 7, ax) + g%(t +, ax)%(e—/”:c)}
dg 10g
g(,$)~|—xax(,x) p@t(’x)

O]

Proof of Proposition 4.1.6. Since hy(z) is bijective, denote its inverse function by

hyt. For 0 <t <T,set
T
C(tv T) Eta Xt) = [G(t) <t) - G(t7 Et)] + / g(u7 Cu)fudu + [G(Tv F(T’ V)) - G(Tv CT)]
t
where we set ¢, = hy, 1 (v), &, = % + pCy and v € R solves the equation
T
—E; + / pht(v)du+ F(T,v) = Q — X;. (4.3.9)
t

We should note that the function v — ftT phY(v)du + F(T,v) is bijective and
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increasing since h(z) and F(t,x) are both increasing and bijective on x. So v

uniquely solves the equation (4.3.9).

Remind that the volume impact function E; is the solution of dF; = dX; —
pE.dt. Set

t
C, = / 605, B)dX, + 3 [G(s, s+ AX,) — G(s, Eo)] + C(t, T, By, Xo)
0

0<s<t
with Cp = C(X) and Cy = C(0, T, 0, Q).
e Step 1: show C(0,7,0,Q) > 0.
Given the boundary value C(T', T, Er, X1) = G(T, Er+(Q—Xr1))—G(T, ET),

let us substitute &, into C(t, T, E;, X;) and then apply integration by parts. We get

C(ta T7 Et7 Xt)

:[G(t7 Ct) - G(tv Et)] + [G(T7 F(T7 V)) - G(T, CT)]
T T
+ /t 9w, C)dCu + p /t 9, Ca)Cudt

T
[G(t, ) — G(t, E)] + [G(T, F(T,v)) — G(T, r)] + p / 9, Cu)Cud

-/ ' [dG(u, G- 2, @)du]

T
—~ GO B) + G F) + [ |aalun 66— GG du

Since G(0,Ep) = G(0,0) = 0 and G(t,z) > 0, it is sufficient to check that the
function ¢ — pCg(t,¢) — %(t, () is non-negative.

Since f(t,x) is continuous differentiable, we can do the following calculation

oG g 9(t2) Hf

Gta) = Sttt ftgta)+ [ vty

By definition we know g(¢,0) = 0 for all ¢ € [0,7]. Thus the function ( — plg(t,()—
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%(t, (¢) vanishes at zero and its derivative is given by

0*G
o (t.€)

= pglt, Q)+ pC52(4,0) — F2(0,0) = pha(0),

5t (a(0.) = 5F(0.0)) = patt. ) 4 5200 -

which has the same sigh as (.
e Step 2: show dC; > 0, and that dCy = 0 holds only for X*.

First, we consider the case of a jump AX; > 0. The corresponding change

of C} is given by
AC, =Gt By + AXy) — G(t, Ey) + C(t+,T, By, X)) — C(L, T, By, Xy).

Since Eyp — Ey = AXy, the solution vy of equation (4.3.9) also solves —E;; +
ftT pht(v)du + F(T,v;) = Q — X;4 and then AC; = 0. Denote by

V(t7 Ta Et’ Xta V) = - G(tv Et) + G(T7 F(Ta V))

T T
—i—/t pg (u, hyt(v)) du —/t 8;: (us hyt(v)) du

and we compute

g‘/(ta T7 Eta Xt7 V)
oG OF T 5a _ _
= 52 —(T,F(T,v))— O (T,v) — | oton (u, h 1(1/)) Ox (hul) (v)du

T
w0 ]0n () @9 (01 0) + 120D 9 (01 09) 040109

— o, (") () + v (T,v).

Since d(Ey—X;) = [ft pOz(hiy V) (vy)du + (T, I/t)j| dvi—ph; () dt, we could rewrite
A,V (t,T, Ey, X;,v) = pv(h; ' (v)E;)dt. The differential of Cy is

dC
dCy = g(t, Ey)dX; + ——

at (t,T, E¢, Xy)
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oG oG

=g(t, By)d Xy — E(t’ Ey)dt — %(t, E)dE; — pg(t, G)Gedt
0G ov
+ E(t’ Ge)dt + %(t7T7 Ey, Xi,v)duy
0G
oG
+ E(t’ Ge)dt + phy(Ce) (¢ — Ey)dt
= et(C)'

The function 0,(C) := — %7 (¢, 1) + pg(t, Er)dt — pg(t. )¢ + 57 (8, 0) + phu(¢) (¢ — Er)
vanishes at ( = E; and its derivative 0,0:(¢) = —pg(t,() — p(%(t, () + %(t,() +
0:hie(Q)p(C — Et) + ph(¢) = pdyhi(¢)(¢ — F4) is positive for ¢ # E;. This implies
that C(X) > 0 for X € A®(Q) and dC, = 0 only holds for X*.

If X is another optimal strategy, we necessarily have ¢; = E;, dt — a.e..
Differentiating X; — Q — E¢ + ftT ph Y (v)du + F(T, 1) = 0 on 14, one obtains that
[ftT pOzh Y (v)du + f(T, Vt):| dv; = 0, which implies dv; = 0 since d,hy, ' (z) > 0 and
f > 0. Thus we get that vy = v where v is the solution of (4.1.9). Thereafter, we
get AXg = Ept = (ho) 1(v) = AX} and then X = X*, which gives the uniqueness
of the optimal strategy.

We observe that v has the same sign as @ and thus & = (o = hy'(v)

: : g _ _n(tg) 99 _ _1 :
has the same sign as (. Remind that 3} = i) and 32 = Tig) which are

both positive by assumption. Thus we have sgn(x)hi(x) > sgn(z)g(t,z) which

implies that aysgn(z)h; *(z) < sgn(x)h;  (x) < sgn(z)F(t,x). Thus the last trade
& = F(t,v) — ayhy' (v) has the same sign as Q. O

Proof of Corollary 4.1.7. (; has the same sign as @, and ¢(t, (;) has the same sign
as ) since ¢(t,0) = 0 and g is increasing on R. It is sufficient to check that & > 0.

Since —x0, f(t,x) > 0 by Assumption 4.1.4 and a% (?) > 0, dropping the

arguments for g = g(¢,x) we get

Ohy, . _0g 1 of dg
e = 2 g ree " oe
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L L59)3I(9) 0t 3 9) 5
p (F(t,9))2
SR = [
> 0.

We also have % = —m%(g). Thus the strategy

& = aa:hj(Ct) [ A ——(Ct) + pCO ht((t)]
_ 1 n(tag> CL‘ g af (t ) 1
= BhG) [f(t,g)+f( 7 |50~ a0 F |~ s e
B n(t. g) n(t,g) [0f _of,, \n(t.g)
DT p| o o9 oyt g + oana)
_ 1 [_ctgﬁ@,g) (G +n(t,9) | 257 (t:9) pG +nlt,9)
drhy () f(t,g)3 j2¢ f(t,9)? p
L1 pn(t7g)+2p26t—g’2(t,g)]
f(t.9) P '

is non-negative if condition (4.1.11) holds since d,h; > 0 and —Ct%(t, g(t, () >0

Lemma 4.3.6: Under Assumption 4.1.4, condition (4.1.11) implies

d +
d P o2 m)z
dt \ 2p + 2p+m

where f(t,x) = q(t)f(x), n = qq/((;))'

Proof. In the case of separable shape function f(t,z) = q(t) f(x), we have

F(t,z) = q(t)F(x) with F(x / f(y)dy,
n(t, z) = q(t)mF (z),

O 1.2) = 4t ).
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and

g(t,z) = F <qu)> .

Recall also the notation in Alfonsi and Acevdeo [2] that (; := h‘ji(y) where v is the
unique solution of fo pth( v)dt + q(T)F(v) = @ and the auxiliary function is

given by hw(l‘) =F~!(z) + p+pm T @)

Next, we will show h¢(q(t)x) = hy(z), or equivalently ¢; = q(t)(;. Substi-

tuting % =y into hy(z), we get

P SR T )
mula(tly) = 9(b2) + 25y ¥ 2 gt o)
Lg(t)nF(F~(y))
)

= F~) + a0y L1

= hyv(y).

Now we can conclude that

2 Ctl +2g{n+pfn+2p Gf — f (t,g(t, )

= 2pq* ()G f (G) + 2% ()07 e f(C) + 2PQQ(t)§tf(€tt)
+ p@® O)mG f(C) — O+ 12) F(G)
= Gf (&)@ () (2pne + nf + 20 + pmy — 17)

= Gf ()@@ [(p+n)2p+m) —m) =0

d
- & p >+p(p+m)20.
t \ 20+ 20+

Lemma 4.3.7: Given the cost function (4.1.12), for i =0,...,N — 1, we have

oc

agz (tzaF(tlvD)+€Z)

oC dg
+ [ — Di+1:| f(tiv1, Dig1)aiv1 5= (tu F(ti, D;) + &).
011 ox
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Proof. The derivative 88[5): is given by

o

anaz(t” 1>F(tn—17Dn—1)+§n—1)a ifi=n-—1

If 1 <i<n-—2, we can calculate that

8812: = an%tm, F(tn—1, Dn-1) + &n1) f(tn-1, Dnl)aggi‘l
= a1 f(tiv1, Di+1)%(ti,F(ti7Di) + gi)aa;jZ'
Thereafter, we have
ac ol 9D,
o6 g(ti, F(ti, Di) + &)+ Y [g(tn, F(tn, Du) + &) — Dl f(tn, Dn) 5 o,

n=i+1

= g(t;, F(t;, D;) + &)

g
+ [9(tix1, F(tix1, Dix1) + &iv1) — Dit1] f(tix1, Dig1)@ig1 5= (tz,F(tz,D )+ &)

ox
aC dg
+ — g(tiv1, F(tiv1, Dig1) + &iv1) | @ipr f(tig1, Dig1) 7= (ti, F(ti, Di) + &)
061 Oz
oC dg
—g(tivF(tivDi)+£i)+ Y *Di+1 f(ti+1aDz+1)az+1 (thF(tlvD)Jrfi)'
0&iv1 Oz

O]

Lemma 4.3.8: Under Assumption 4.1.8, we have that:

1. the function x — x f(t,x) is increasing on R, or equivalently F t,x) fo yf(t,y)d

1S CONVeTr on T;

2. f(zva+1> — ai11f(tiy1,2) >0 fori=0,...,N —1;

3. The auziliary function

113



is well-defined, bijective and increasing and satisfies sgn(x)p;(x) > |z|.

Proof. e point 1: Since f(t,z) > 0 for Vo € R and V¢ € [0,T] and 20, f(t,x) > 0 by

Assumption 4.1.8, one gets

;xxf(t,x) = f(t,z) + x0, f(t,z) > 0.

e point 2: Since %(t,x) < 0 by Assumption 4.1.8, we have

x T
()2 1)
Qi1 Ai41

Also, the assumption that x%(t, x) >0and a;41 <1 for i =0,...,N — 1 implies

! (tz‘+1a ax> > f(tiv1,®) > aip1 f(tiv1, o).

i+1

As a result, we get

x
f <ti7 > > a1 f(tig1, ).
Ai+1

e point 3: Denote by H := ff(ttl%x) and we know a;41H < 1 by the second point
’L}m

of this lemma. Rewrite the auxiliary function (4.1.13) and we get

pit1(x) =

—1
14 a; ;1 —1 '
1 —aj H

Since a;4+1 < 1, it is easy to check that p; is well-defined and satisfies sgn(x)p;(x) >

|z|. Then we compute the derivative of p;(z) as

~1

a. 5 —1 1—a;11 Ai+1
Oypi(x) = |14 —+L +z—— O H
:pi () ( 1—ai 1 H air1 (1 —a;y1H)? x

@
= ﬁ [(1 =@ H)(1 = af  H) + 2(1 = azp1)aiv1 0, H] .
7
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The derivative 0, H is given by

ot g [ S | Ol o) (ti225) = 2 f b, )0 f (b, 52

7 (ti52) 7 (4 %)2

Thereafter, it is sufficient to check that x0, H > 0, or equivalently

0y f (tiz1, ) %1 (o %)
v f(tz—&-—:a; - a:& f(ti’ai+1) |

Since a;+1 < 1, one has

Ou f(tiy1,) v Opf(tiy1,x/aiy1)
T > .
fltiv1,2) — a1 f(tiv1,z/aiq1)

Moreover, since x (88;5; - %{%) > 0 by assumption, we have x0; (‘%Tf) > 0. Thus,

T

one could derive that

o Of () o 0 (tha)
A (e B A A ()

L]
Proof of Proposition 4.1.10. Since F(t, x) is convex on x and F(t, 0) = 0, we have
F(tnt1;ant19(tn, F(tn, Dp) +€2)) < an1F (i1, g(tn, F(tn, D) + &) for all z € R

Moreover, we have F(t,,z) > F(tn41,x) by the second condition 2) in Assump-

tion 4.1.8. Thus, the cost function (4.1.12) satisfies

N-1

C(f) F( (tNa (tN;DN) +§N)) + Z F(tnag(th(tmDn)) + fn)(l - an-i-l)'
n=0

Set Tg(é—) = (fo, (tl,Dl) + &, ... (tN,DN) + 5]\[) Since mll}ﬂoloF(t,CC) = 00, one

has that |T5(§)| — oo as |[¢] — oo, which immediately implies that C(§) — oo as
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We denote by v a Lagrange multiplier such that
v ="pi+1(Djt1), for i =0,...,N —1 and v = g(tn, F(tn,Dn) + &N).

By Lemma 4.3.8, we know that p; is invertible and we denote by p;l its inverse

function. We then get

—1
58 - F (tO’pla(y)> ,

1

-1

(v

& =r (ti7pz+1( )) — F (ti,p;'(v)), fori=1,...,N -1
Ai+1

and

&y =F(ty,v) — F (tn,py' (v)) -

Besides, v solves the equation

Fltn,v) + ZN: [F <t“, pz‘_l(”)> _F (ti,pil(y))] —0. (4.3.10)

Since F' and p; is increasing and bijective in  and the function y — F (751'71, a%) —
F(t;,y) is increasing (its derivative is positive by Lemma 4.3.8), v is the unique
solution to equation (4.3.10), and has the same sign as @. Thus &* is the unique
optimal solution. Moreover, the initial and last trade have the same sign as () since

sgn(z)pi(z) > |z|. O

Lemma 4.3.9: Given a time continuous function

B x2pf(t,a:) — O f(t,x) + pr0, f(t, x)

pt(x) - pf(t,x) — atf(t,.I) + pl’amf(ta :B)

and a time discrete function

1 P
oy — it f (b, @) 52 (tuF (ti, ai“))

1- ai+1f(ti+1a$)% (ti’F (ti, ﬁ))

pit1(x) =
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where t; € {tg,t1,...,tn} satisfying tiz1 —t; =t; —ti—1 and ty =T, and set T := %,

we have lim p;(x) = pt(x).
T—

Proof. In aregular time grid {to, t1, ..., tn } such that t;y1—t; = t;—t;—1 and txy =T,

set 7 := % and a = e 7. We do the following calculation

- _af(t—|—7'x 2(t,F (%))
pe(z) ;—>0 1—af(t+7,2)% ( F(t,%))

a1 — af;t(j;,f;)
:x’}'gr(l) 1_af(t+7_7$)
F(t.2)

2 lim f(t,efTx)efT — f(t+71,2)ePT
=0  f(t,efTx) — f(t+7,2)e PT
2 lim pelT f(t,elTx) 4+ €70, f(t, eFTx)pelTx + pe PTf(t + T,2) — Opf(t + T, 2)e P
70 O f(t,ePTx)pefTx 4+ pe=PTf(t + T,2) — O f(t + T,x)e P
2Pf(t, l’) — atf(ta $) + pxa:}cf(tv '7;)
pf(ta 5U) - atf(tv 1‘) + pxaxf(t7 l’) .

O]

Proof of Proposition 4.1.11. Since py(s) is bijective, we can denote by p~!(z) its

inverse function. For 0 <t < T, we introduce

C(t,T, Dy, X) = [F(t,¢) — F(t, D) / Cubudu + [F(T,v) — F(T, )],

(4.3.11)

where ¢, = p; ' (v), & = flu, &) (% + pCu) and v € R, solving the equation

T
B [ [ 0)F (i 0) = 0 (0 0)] duct () = Q = Xe. (4312

We should note that the function x — px f(t,z) — n(t, x) is increasing and bijective,

since its derivative is equal to pf(t,z) + px%(t,x) - —(t x) and is positive by

T

assumption. Thus v uniquely solves equation (4.3.12).

Recall that the price impact function D; and volume impact function E;
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satisfy By = F(t, D;) and dD; = —pDydt. So we can solve FE; satisfying

oF oF
AEy = X+ S (t Di)dt + 5 (t, Dy)dDy
= dXy + [n(t, Dt) — pDy f(t, Dy)] dt

We set

t
C, = / DX, + 3 [G(s, Es + AX,) — G(s, By)] + C(¢,T, Dy, Xy)
0 0<s<t

with Cp = C(X) and Cy = C(0,T,0, Q).
e Step 1: show C(0,7,0,Q) > 0.

Given that C(T,T, Dy, X1) = G(T,Q — X7+ Er) — G(T, ET), let us substi-

tute &, into C'(¢,T, Dy, X;) and then apply integration by parts. We get

. N T, OF
C(taT> DtaXt) = F(T’ l/) - F(tv Dt) + /t P(uf(ua gu) - E(ua Cu) du. (4313)

Since F(0,Dy) = F(0,0) = 0 and F(t,z) > 0, it is sufficient to show that the
function ¢ — pf(t,¢)¢? — %—f(t, ¢) is non-negative.

It is obvious that this function vanishes at ( = 0. Its derivative is equal to

20pf(t,C) + pCQ%(t, () — Q%(t, ¢) and has the same sign as ¢ by assumption.
e Step 2: show dC; > 0, and that dCy = 0 holds only for X*.

We first consider the case of a jump AX; > 0. The corresponding change of

C} is given by

AC, = [G(t, By + AXy) — G(t, Ey)| + C(t, T, Dyy, Xiv) — C(t, T, Dy, Xy).
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Since Fiy — Ey = AXy, the solution v, of equation (4.3.12) also solves

T
—Eiy + / [opa (W) f (wpy (V) =1 (s 0 ()] du + F(T, 1) = Q — Xo.
t
Thus AC; = 0 since F(t, D;) = G(t, E;). Denote by

V(ta T: DtthaU) = F(T,’U) - F(t¢ Dt)

T

+/ [p(pul(v))Qf(u,pul(v))—m(uqujl(v)) du

¢
and we compute

aV
%(t, T, Dt, Xt, ’U)

: T
= 0,F(T,v) +/ 9 (pu) (v) [2003" () f (w7 (v))] du
T t ) -
+/t 9z (py ") (v) [p (py ' (v))" 0 f (u,py (V) — OOLF (u,pgl(v))} du

T

— uf(T,0) + / 8, (07Y) (0)p3 (v) [2pf (. p (v))] du
T
+/t 9 (P2 1) ()Pt (v) [P ()0 f (u,py (V) = O f (u,pyt(v))] du
T
o [f(T, o)+ / 9 (vY) (0) (o (s py " () du

T
o | [ 000 00 (o5 0000 (i) = 0 (i () .

t

Since d(Ey — X;) = [n(t, Di) — pD.f(t, Dy)]dt, we get from equation (4.3.12) that

T
[ /t Oz (pu") ) [pf (w, 0y () + ppy ' ()0 f (u,py " (0)) = Dan (w, Py (v)) ] du] dvy

T
+ [/t axF(T,v)du] dv — [,op;l(v)f (t,p;l(v)) -7 (t,pfl(v))] dt

= [n(t, D) — pDef(¢, Dy)]dt. (4.3.14)
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Thereafter, we can rewrite 0,V (t,T, Dy, Xt,v) as

%(t, T, Dy, Xy, v)dvy = ve[n(t, Dy) — n(t, ¢) + pGef(t, G) — pDef(t, Dy)].

Since dDy = —pe Dydt + ﬂ%ﬁ), the differential of C; is given by

oF
dCy = DydX; — —(t, Dy)dt + pD?f(t, Dy)dt — Dyd Xy — pCP f(t, () dt

ot
+ g(t, G )dt + gf(t,T, Dy, Xy, v)dvy
= O Gyt — 2Lt Dyt -+ pD2 0. Dyt — o (1 )i
+pe(Cn(t, D) = n(t, G) + pGif (¢ G) = pDe f(E, D)) dt
=: i (G )dt.

We have ¢;(D;) = 0 and can compute its derivative as

a:v¢t(§) = azpt(g) [n(t> Dt) - 77(75, C) + pCf(ta g) - thf(tv Dt)]

Since 9,pi(¢) > 0, it is sufficient to look at the term oy (z) := n(t, D) — n(t,x) +
prf(t,x)—pD.f(t, Dy). We then compute its derivative 0,4 (z) given by pzd, f(t, z)+
pf(t,x)—0.n(t, z). The function ay(z) is positive on ¢ > Dy, and negative on ¢ < D,
since dyay(x) is positive by assumption. Thus, D; is the unique minimiser of :

Y (Dy) = 0 and 94 (¢) > 0 for ¢ # Dy.

If X is an optimal strategy, we necessarily have (; = D; dt — a.e.. From

equation (4.3.14), one obtains that

T
[ / B (1) () [pf (03" (1)) + pupir ()0e f (w5 ()

— 8, (u,py, () |du | dvy = 0,

which implies dvy = 0 since d,p;(z) > 0 and 0,y (x) > 0. Thus we get that v, = v
where v is the solution of (4.3.12). Thereafter, we get AXy = F(to, (o) = AX{ and
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then X = X*, which gives the uniqueness of the optimal strategy.

Since v has the same sign as @, pi(x) is bijective and F'(t,z) is increasing

along R, one obtains that £ = F'(to, (o) has the same sign as Q. O

Proof of Corollary 4.1.12. Set A :=p (1 + xaf(];(;’)x)) - 8}{?3’;)6). First, dropping the

arguments for f(¢,x), we can rewrite the auxiliary function p;(z) as

‘ pf —Ouf + prd. f

p
=z —i—l)zx(
Ouf _ Oif
<P+xf 7

We then compute its derivative

+1).

D=

Wty = (10 LY 208 _ 1 N2 94
6x($)_(1+A) A28x_A2(A oA xp@a:)

_ L e _ 2 20 f of
= |2 on=oteon (S5 ) mn ()]

f f
A > 0, which implies Oypi(z) > 0. Since A > 0 and p;(0) = 0, we also have p; is

By Assumption 4.1.16, we have 20, (xazf) <0, x% (M) > 0 and also we assume

bijective and sgn(z)pi(z) > |z|. We then could deduce that sgn(z)p; ' (x) < ||,
which implies that the last trade &}, has the same sign as @) since F'(t, ) is increasing
in z.

We also know % =— 81171(@) %(Q) and the first derivative

d ()__@%
PP T A

0.1 ouf
-l (7)o (%))

Thus the strategy

& =1t (%5 + 06

= f(t, ) <3xpj(Ct) % [pCtat <8jcf> — O <a}f>} + p<t>
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- 2 Lo (%) -0 () s nceon]

_ pth(t7<t) [ 8xf 8tf xa;(;f

= (G)AZ :pth‘)t ( 7 ) — 0 <f> + A% + pA — p?¢i0, <f) + pCi0y (
= % PGe0: (8;]0) — O (8}f> + A? +pA]

- o ()4 () () )

8xpt(<t)A2 L
> 0.

The first inequality holds by the last two items of Assumption 4.1.8 and the second

inequality does by the first item of Assumption 4.1.8. Moreover, the last inequality

holds if condition (4.1.18) holds.

Lemma 4.3.10: Under Assumption 4.1.8, if p (1 + xazf(t’x)> — 9f(te) > 0 condi-

f(t,z)

d p—m) <P_77t>
- + >0
dt (2p—m P\2p =,

where f(t,x) = q(t)f(z) and ny = 'g((f)).

ft)
tion (4.1.18) implies

Proof. In the case of separable shape function f(t,z) = q(t) f(x), we have

F(t,x) = q(t)F(z) with F(x / f(y)dy,
n(t, ) = q(t)nF(x),

E(tax) = q(t)nef (),

and

Now we can conclude that

o () o (5) + (o= 7)) (- F)
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= —n+(p—n)(20—n) >0

d —
@<P 77t) <P 77t>
dt \2p —ny 2p —my
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Chapter 5

Application II: Absence and
presence of market irregularity

conditions

Another application of our cross impact LOB model is to study the market
impact model regularities when one cannot get closed-form optimal solutions of the
execution problem. Our goal is to understand whether and how the dynamics of
the LOB, specifically the depth and resilience of the order book, will create market
irregularities. In particularly, we will research how the cross impact resilience factor

5 affects the market irregularity absence and presence conditions.

Some theoretical studies of market manipulations in market impact models,
such as Huberman and Stanzl [48], Alfonsi et al. [6], Gatheral [32] and Klock [52],
address the market irregularity problem merely on models without spread. Fruth
et al. [31] argues that in models without spread it might appear that there are price
manipulations while in practice the spread precludes these price manipulations. At
first sight, this statement is quite trivial since traders would not make profits from
a round-trip if there is a cost to cross the spread. However, as we can see in the

sequel, our cross impact model possesses non-zero spread too but it is possible that
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all three market irregularities exist.

All of these inspire us to think of the inclusion of two sides resilience into the
analysis of market irregularity issues and think of the profitability depending on two
sides resilience of the order book. Indeed, the cross impact LOB model provides us
new insights about the market irregularity. Our Proposition 5.1.1, Proposition 5.1.2,
Proposition 5.2.1, Proposition 5.3.1 and Proposition 5.3.2 show that the market
irregularity conditions in models without spread is weaker than that in the cross-
impact LOB model and the conditions in cross-impact model is weaker than that in
one-side LOB model. All the results about this weaker relationship between zero-
spread and cross-impact are due to the argument we made in Proposition 4.1.2 that
for an arbitrary strategy X € A(Q), the costs under zero-spread model is always

less than or equal to the costs under the cross-impact model.

Moreover, we provide necessary conditions for absence of PMS, TTPM and
existence of PLC under the cross-impact LOB model. Particularly, the necessary

condition (5.3.2) becomes sufficient for zero-spread models.

In this chapter, we assume a constant time-varying shape function of the
form fA(t,x) = fB(t,x) = q(t) unless specifically stated. The depth function ¢(t) :
[0,T] — (0,00) is deterministic and twice continuous differentiable. For simplicity,
the same side resilience rate p and cross impact resilience rate [ are assumed to
be constant. In this constant shape function setting-up, as discussed in section 4.2,
we will focus on the models with price impact resilience. We remind the reader the

main notations here.

Given a constant shape function ¢(t), the same side price impact D{‘,DF

and cross price impact Lf, LtB take the following forms:

—p(t—s)
DA (X[ = / T axa
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efp(tfs)

Pty = |

0y a(s) (1779 ax!

and

—p(t—s)
LAXE) = / € 1— e Bl=9)) gxB.
P o 4(s) ( )

The cost function of the cross impact LOB model is

T T A)2 B\2
cﬂz/ (D;‘—L;‘)dxg“+/ (DtB—LtB)dXtB+Z<(AXt) 48X )
0 0

2\t 2lt)
(5.0.1)
The cost function of the one-side LOB model is
T T AN2 B\2
AX) (AX}])
= / DAdx +/ DBaxP + (( El ¢ 5.0.2
o o ¢ ; 2q(t) 2q(t) ( )
The cost function of the zero-spread LOB model is
T 2
AX
C>® = [ DX — 5.0.3
A t t + ; 2q(t) b ( )
where
—p(t—s) —p(t—s)
Dy ::/ c dX;“—/ c dx5
0 4(s) 0 4(s)
and

X, ;_/ dX;“—/ dx?.
[0,t) [0,¢)

The structure of this chapter is: section 5.1, 5.2 and 5.3 present conditions for
the absence and presence of three irregularities TTPM, PMS and PLC respectively.
We will review the definition of each market irregularity first, and then look at how
each of them is affected by our cross-impact resilience rate 5. It is followed by
absence and presence conditions of each irregularity. The section 5.4 show some
examples of price impact dynamics generated by three different LOB models which

admits PMS.
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5.1 Absence of transaction-triggered price manipula-

tion strategies (TTPM)

Recall that a market impact model does not admit transaction-triggered price
manipulation (TTPM) if for any @ € R, there is

inf C(X)= inf C(X),
XeA@) XeAp(Q)

where Ap(Q) is the admissible set of the pure strategy. By the hierarchy Propo-
sition 3.3.4, we know that once the transaction-triggered price manipulation is ex-
cluded, the standard price manipulation strategy is impossible and the liquidation
cost is positive. So we will first have a look at the transaction triggered price ma-

nipulation.

5.1.1 Absence of TTPM strategies on cross-impact resilience

From the numerical example Figure 4.6 in section 4.2, we observe that if there
is TTPM in zero-spread model (corresponds to the left column in the figure), TTPM
is also likely to exist when 8 < oo is big but less possible to exist when (3 is small;
when the zero-spread model excludes TTPM (corresponds to the right column), no
matter what value § < oo is, TTPM does not present. So we conjecture that: the
smaller the cross impact resilience rate 3, the less profitable to apply transaction-

triggered price manipulation strategies.

We start by proving that the one-side LOB model which corresponds to a
£ = 0 does not admit the TTPM.

Proposition 5.1.1: Consider a cross-impact LOB model (3.1.10) with a constant
time-varying shape function f(t,x) = q(t), if the cross impact resilience rate 3 = 0,

the model excludes transaction-triggered price manipulation.

As the cross impact resilience rate becomes bigger, i.e. 8 > 0, we get the
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following property about TTPM between models of zero-spread (corresponds to
B = oo ) and cross-impact. Note that the Proposition 5.1.2 works for any shape
function f(¢,z) which is twice continuous differentiable, deterministic and strictly

positive.

Proposition 5.1.2: Consider a cross-impact LOB model (3.1.10) with a constant
time-varying shape function f(t,z) = q(t), if there is no transaction-triggered price
manipulation in the LOB model with 8 = oo, then the cross-impact LOB model with

0 < 8 < oo does not admit transaction-triggered price manipulation.

The economics interpretation of this cross-impact resilience rate dependent
absence condition of TTPM is that: The key step for the success of the market ma-
nipulation in the real financial market is to make the market believe the misleading
trading and then to create extra supply on the opposite side of the order book. If
the opposite side is not responding (i.e. § = 0), it is not beneficial to trade on both
sides of the order book. As the cross impact resilience rate 5 becomes smaller, the

ability to create extra liquidity via manipulations drops.

Predoiu et al. [71] and Fruth et al. [31] are two which obtain the same results
as our Proposition 5.1.1 without solving the optimal execution problem. We extend
their results about the absence of TTPM. Although not explicitly stated out in their
wor, Predoiu et al. [71] and Fruth et al. [31] can be regarded as our 8 = 0 one-side
LOB model. Predoiu et al. [71] works with a time-independent shape function.
Fruth et al. [31] studies a constant shape function with stochastic depth and they
believe that it is the non-zero spread that precludes the TTPM. In particular, our
cross impact time varying LOB model possessing a non-zero spread, admits the
TTPM under some circumstances. This implies that the non-zero spread is not the
reason to exclude the TTPM, but the way of modelling the two sides resilience of

the order book.
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5.1.2 A sufficient condition for absence of TTPM

The cost function of pure strategy under the zero-spread, cross-impact and
one-side LOB model is the same by Proposition 4.1.2. Without loss of generality,
given a pure buy strategy Xp € Ap(Q), the cost function of pure strategy is given
by

AX
p(Xp) = /D{‘dXt +Z t : (5.1.1)
t<T

For an arbitrary strategy X € A(Q), the cross-impact cost function is

tA)dXA + /T(DB ~ LB+ AXtB)dXB
2q(t) 7" o T T 29(0)

T
- [ 2 - Lyaxt + (0p - 1yax |
0

T
CA(x4, XB) = /0 (DA — L +

—FE

+[/TAXtAdXA+/ AXthX ]
o 2qt) " Sy 2q(t)

=Fs

Since X/ is an increasing process in the sense that AX? > 0 and dX/? > 0 for all

t € [0, T], we have

Ax{ XA (AX{)?
E2>/0 2q()d t; 2 (5.1.2)

In addition, we can rewrite E as

T T T T
E| = / Diax + / DPdxP - / LidX{ — / LBaxP . (5.1.3)
0 0 0 0

=F3 =FEy =Fs5

By definition of TTPM, if for any X € A(Q) there are Xp € Ap(Q) such that
CA(X) > Cp(Xp), the cross-impact LOB model does not admit TTPM. It is suf-
ficient to say that if F3 — E4 — F5 > 0, there is no TTPM. Note however that

FE3 — E4 — E5 > 0 is not a sharp condition. In particular, when £F4 — E5 — E6 < 0
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there might not admit TTPM if for any strategy (X4, X?) one has

T B
AX; B
dX Es— Ey— E5 > 0.
/0 2(](t) t + L3 4 5

In the following, we illustrate an example of increasing depth function under the
cross-impact LOB model and show how one could check the absence of TTPM by
using the condition F3 — Fy — E5 > 0.

Example 5.1.3: Suppose that the depth function is q(t) = e®* with o > 0. Consider
a strateqy where shares are accumulated continuously at the positive constant rate
v1 on time interval [0, 7] and then liquidated continuously at the positive constant
rate vo during the rest of time (1,T| such that at the end of trading, @ shares are

purchased. The time T is one such that viT —vo(T — 7) = Q. So one gets

T_TU2+Q
v1+ug

Now we calculate E3, E4 and Es as follows:

T

T 0
2

U

t
T
_ / e Pt (Hr=a) _ g(p=a)y gy

—p(t—s) T rt
i dxPdt =3 / / e PP dsdt

p—«
2 —aT —aT T(p—a
_ v [e —e L8 (p—a) (1o — e‘”’)]
p—« a P
v3 ~(p—a)
= i) = ()

>0

T t —p(t—s)

E4:/ Ul/ (1 -e P 9)axBat
0 o ¢

— ()7
and

T t
By = / v / e=plt=s)=as (1 _ o8-\ g x A gy
T 0

T T
= vg/ 1)2/ e*p(tfs)*as(l — eﬁ(tfs))vldsdt
T 0
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T T
= 1)11)2/ ept/ elP=)s (1 — ¢ B=5)) dsdt
T 0
__uv =70 _ o= TP\ (oT(p—a) _
= e e e 1
plp—a) ( ) ( >

B V102 —7(p+B8) _ ~T(p+8) T(pth-a) _ 1
TG AC )

= v1val(p)m(p — a) — vivam(p + B — a)l(p + B)

> 0,

where functions [(-) and m(-) in the last equation are defined as

and

Thereafter, we obtain

Es—Ey— FE5 =F3—Es
v
== P) _2a UQZ(O[) - ’UQ@T(pia)l(p) — ’UleT(pia)l(p) + ,Ull(p):|

+vval(p+ B)m(p+ S — ) := H 4+ vival(p+ B)m(p + B — ).

Before checking the condition Es—Es > 0, we derive some properties about functions
I and m. The function m(x) > 0 for all 7 > 0 and € R. I(x) is positive and non-

increasing on R since its derivative is

% = %[e_Tx(Tx +1)—e T (rz+1)] = é[h(T) — (1)},

where h(t) = e ¥ (tz + 1) and % = —tx?e” < 0, Vt > 0.

o Case 1: v1 < vo.
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Since ——[l(a) — e™P=(p)] > 0, we have

p—a
]¥:p?a[”KMAWWﬂPMMm}fp?a{“J@ﬂ%@W*me
Y201 7(p—a)
> _ P
_p_apm>2e 1(p) +1(p)]
() (o—
. Q}2’U1m+1_26 (p a)
l(p) p—a
>0,
if v T2 i implies By— By > 0 since m(z) and I() ti
l(p) p—a . D 3 5 stmece m(x) an ) are positive

V7 € [0,T] and x € R.

IfH<0and p—a<p+p—a<0, we then have E3 — E5 > 0 since

E3 — E5 = H +vival(p+ B)m(p+ B — «)

Y2 [Ug (l(a) - l(P)eT(p_a)ﬂ — vival(p)m(p — @)

+vival(p+ B)m(p+ B — )

> 2 o (1) = 1)) | — vaval(p)m(p — )

e —
+vival(p+ B)m(p + B — )
L v [I(p) (1= €707 +1(p+ B) (TP —1)]
B p+pB—a
 viv2 (l(a) — l(p)eT(p*“))
p+pB—a

[l(oz) +1(p) +U(p+ B) (eT<P+ﬁ*a> - 1) — 2(p)ertP)

Ui
B«
> 0.

e (Case 2: v1 > vo. There is no easier condition found to exclude the TTPM other

than asking for

U2
p—a

U2
p—a

vol () — vgeT(p_a)l(p)} - [vleT(p_a)l(p) — Ull(p)] >0
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or
U2
p—a

ool(a) = 2" (p) = 01" Dp) + 11llp)] + Up + Bmlp + B~ ) > 0.

5.1.3 Absence of TTPM strategies with time-independent shape

function

In this section only, we do not assume a constant shape function. A time-

independent shape function takes the form of f(t,x) = f(z).

Some zero-spread LOB models (i.e. § = 00), such as Alfonsi et al. [6], Alfonsi
et al. [5] and Alfonsi et al. [4], work under assumption of time-independent shape
function. Their results are that the time independent shape limit order book model

with zero spread precludes the TTPM.

Here we extend their results to the cross impact modelling where the opposite
side resilience rate (5 is finite. We then claim that the TTPM is impossible under the
cross-impact LOB model in case of time-independent shape function. Suppose there
is a minimiser strategy X*°° for zero-spread LOB cost function and a minimiser
strategy X*# for cross-impact LOB cost function, Proposition 5.1.2 implies that if
X*% is a pure strategy, then the optimal strategy under cross impact model X*#
is also a pure strategy. That is to say, the TTPM is absent under all three LOB

modes when the shape function is time-independent.

5.1.4 Absence of TTPM strategies on trading frequency

An interesting property of the optimal strategy under the assumption of time
independent shape function is that the optimal strategy consists in a sequence of
market orders that consume exactly that amount of shares by which the LOB has
recovered since the proceeding market order due to the resilience effect. If this is
true for time-varying shape function as well, the TTPM can be excluded by checking

the resilience of the order book. We then find this relationship does not hold if the
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shape function is time-dependent. We will show one example that Ey, . —Ey, | # &1

under the zero-spread LOB model.

Recall that the shape function is given by f(¢,x) = ¢(t). Given the trading

interval [0, T], the discrete time trading times are t; := to+i7 for i = 0, ..., N where

T = % Let us denote by a; = e~Plti=ti-1) and a; = aiqgt(.ti)l) for 1 < i < N. Note

that ¢; and a; are functions of V.

In zero-spread LOB model framework, the optimal execution problem admits

a unique optimal strategy £* € A(Q) which is explicitly given by

58 = %Q(t()) 11,71?}117
L 1—a; .
& = Falti) | 7% (@ - ) + st |, 1<i<N-1 (5-1.4)
1_
& = Faltn) ey,

where

e = A= 20 +alin) | S (Lo G
U

aN(l — aN&N) =0 1-— ai+1&i+1) '

We find that the optimal strategy is not perfectly using the resilient amount of the
order book during each small trading interval. The resilience amount over time

interval (ti’ti—l—l) is

Q 1-—aip
By — By = 228 008) — agrg(tion).

i1 T
The optimal trading size during this same interval is

1-— &i+2 1-— di—f—l
S =qtiv)———— —qltiv)aiyiT————— # By — Bty
o T — aig0bigo T — aip1@i i

Furthermore, one need to note that the length of each small trading interval
still has an affect on the presence of transaction-triggered price manipulation. We

will have a look at two examples under the framework of zero-spread LOB model
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Figure 5.1: The optimal execution strategies for buying 50 shares on a regular time
grid with N = 20 (plots in left column) and N = 80 (plots in right column). For
each sub-figure, fix T'=1, p = 2 and 8 — co. Both plots in the first row illustrate
the strategies with ¢(t) = 44 cos(2nt) (plotted in dashed lines) and both plots in the
second row illustrate the strategies with ¢(t) =4 + %ﬂ (plotted in dashed lines).
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Figure 5.2: The optimal execution strategies for buying 50 shares on a regular time
grid with 7' =1 (plots in left column) and 7' =5 (plots in right column). For each
sub-figure, fix N = 20, p = 2 and 8 — oo. Both plots in the first row illustrate the
strategies with ¢(t) = 4 + cos(27t) (plotted in dashed lines) and both plots in the
second row illustrate the strategies with ¢(t) =4+ ﬁ (plotted in dashed lines).
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with time-varying, constant shape function. In Figure 5.1 we change each trading
times by fixing the trading time interval 7" and changing the trading frequency from
20 to 80. The lump orders at the beginning and the end of T have no change, but the
intermediate orders becomes smaller as IV increases. In Figure 5.2 we fix the trading
frequency N = 20 and change the trading time interval T from 1 to 5. Focusing
on the upper row plots, when 7' is increasing, the optimal strategy becomes a pure
strategy. For the models excluding the TTPM (lower row plots), the sizes of the

first and last order become smaller and the child orders are more evenly distributed.

5.2 Absence and presence of price manipulation strate-

gies (PMS)

Recall that a market impact model dose not admit price manipulation strat-
egy (PMS) if inf x¢ 4(0) C(X) > 0 where A(0) is the set of the round-trip strategies
which are to buy the total amount of zero shares. From the analysis of TTPM ab-
sence section 5.1 and irregularity hierarchy relationship Proposition 3.3.4, all three
market irregularities can be excluded under the one-side LOB model. Thus we only
study the cross-impact and zero-spread models in this section for price manipulation

strategy and the next section for positive liquidation cost.

5.2.1 Absence of PM strategy on [

Proposition 4.1.2 shows that given a trading strategy, the cost under the
zero-spread model is a lower bound of the cost under cross-impact model, and the
cost under the one-side model is an upper bound of the cross-impact cost. In terms
of the price manipulation, this proposition implies that the profitable round trips
under the cross-impact model also make non-negative costs under the zero-spread

model. Note that this PMS property holds even for a general shape function.

Proposition 5.2.1: Consider C° the cross-impact cost function (3.1.10) and C®
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the zero-spread cost function (3.2.2), if there is round trip strategy X € A(0) such
that C#(X) < 0, we have C*(X) < 0.

In other words, if PMS is impossible in zero-spread LOB model, then there
is no PMS in cross-impact LOB model. However, in general, the converse does not

hold. We will present in Example 5.2.2 the possibility of C* < 0 < C”.

Example 5.2.2: Consider a round trip X = (AX{‘, AXB) (m,m) with t; < t; <

T. The cross impact cost function of this strategy is given by

2 2

2 ,—p(tj—t;)
B _ m m _mTe _ —B(ti—t;)
¢ <2q<ti>+2q<tj>> T Lme)

- [(261@') " 2(1(1tj)> - Q(ii)(l - C)]

where a = e Pi—t)  h = %t;)) and ¢ = e Bti—ti)

Applying the same strategy X = (m, m) to the zero-spread cost function (5.0.3),

one obtains the zero-spread cost function

C®(X) =m’ [(2&@-) + 2q(1tj)) N Q(Czi)}

If p, B and a are such that B < ; 1 ln and b+ 1—2a < 0, one obtains

2a
—(b+1—2a)
2q(t )(b +1—-2a) <0< 2"& )(b + 1 — 2a + 2ac). An economics interpretation of

the condition B < tj ln (b+1 ) is that: As the cross-impact factor 3 becomes

smaller, from oo to less than

tj—ti In —(b+2{l—2a)’ the opposite side resilience becomes
slower. This results in smaller opposite side price recovery, and then the profits of
the round trip is smaller, e.g. after a buy order, one might sell at a lower price if

the opposite side resilience is smaller.
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5.2.2 Conditions for absence of PM strategies

In this section, we will first present two necessary conditions for absence of

PMS under the cross-impact model.

Proposition 5.2.3: Consider a cross-impact LOB model (3.1.10) with a constant
time-varying shape function f(t,x) = q(t), if the cross-impact LOB model does not

admit the price manipulation strategy, then for any s < t the depth function satisfies

als) > 92¢ Pt=8) _ 1 _ 9¢=(p+h)(t=s) (5.2.1)
q(t)

Corollary 5.2.4: Consider a cross-impact LOB model (3.1.10) with a constant
time-varying shape function f(t,x) = q(t), if the price manipulation strategy is ex-
cluded in the cross-impact LOB model, then the cross-impact resilience rate satisfies

B(t—s) <In2 for any s < t.

An extreme example of this Corollary 5.2.4 is that if 5 = 0, we are then in

the one-side LOB world, and we know PMS is not possible.

Next, let us consider the corresponding results for zero-spread model. By
sending the cross impact resilience rate § to oo, one obtains the necessary condition

for LOB model with zero spread, which is given by

Q

(S) —p(t—s
) > 2778 1, (5.2.2)

o~
—~

In general, condition (5.2.1) and condition (5.2.2) are not sufficient. We will present
in the following example that for a depth function ¢(t) satisfying condition (5.2.2),

the zero-spread LOB model still admits price manipulation strategy.

Example 5.2.5: Let us consider a three-trade round trip strategy under zero spread
LOB model (i.e. the cross-impact resilience rate B = o). Trading times are T =

{to, t1,t2} and total trading size is Q = 0.

Given a depth function q(t) = (1+t)? and a same side resilience rate p = 0.4,
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one has

q(t:) <1+ti)2:1 2t —t) (tjti>2>12(tjfi)

q(tj) 1+t 1+t 1+t 1+t
and
_ (t] - tl) >1 4 t] > 1> e_p(tj_ti)_
1+ tj - 1+ tj -

Thus, given 1 — % > e Pti=t) e obtain that

1— 20t —t;) > 9e—Pti—t) _ 1

1+t —

)

which implies that condition (5.2.1) is satisfied. Now, let us look at the cost function

of round trip (xo,x1, —xo — x1), which is in the form of

1
COO<1'0, 1, —To — xl) = —(x[) + .’L’l) <9(—.’L‘0 — 1‘1) + 0.4493x¢ + 0.16761‘1)

+ 20(0.4493(—x0 — x1) + x¢ + 0.6703x1)

+ 21(0.1676(—xo — x1) + 0.6703x0 + x1/4).

Then we solve the inequality C*°(xg, x1, —xo — x1) < 0 and the solutions are

20<0  and  —6.3490620 — 5.66648|zo| < z1 < —6.34906z0 + 5.66648|z0|
or
20>0  and  —6.349062) — 5.66648|x0| < 1 < —6.34906z0 + 5.66648|x(|.

5.3 Conditions for the positive liquidation cost (PLC)

Recall first that a market impact model has positive liquidation costs (PLC)
if for V@ € R, there is

inf C(X)>0.
XeA@)
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First, we try to derive a discrete-time necessary and sufficient condition for PLC.

Recall the cross-impact cost function (4.2.2) with constant shape function

1
che4,08) = 5 (e Hz), (5.3.1)
where
04 € An(Q), O°AN(Q),
e—P(tj—ti) R e~ (P+B)(tj—t:)
Qg5 = ) Q5 ‘= )
K q(t) ! q(t:)
~ _ _ ai’~
A= a,-J]l{Kj}, A= ai,j]l{i<j}a A= az"j]l{i<j} + TJ]I{i:j]w
B:%(ATJFA), D=A-A,
and
B —-D
z:=(04,05), M = , H=M~+M".
-D B

In this case, we have positive liquidation cost if and only if the depth function ¢(t)
is such that the matrix H is co-positive. A discussion of criteria for co-positive
matrices can be found in Véliaho [84] and Hiriart-Urruty and Seeger [46] and the

references therein.

In general, this co-positivity matrix condition for PLC is not very practical
since it is not easy to check the co-positivity. We then derive a necessary condition

for PLC under cross-impact LOB model.

Proposition 5.3.1: Consider a cross-impact LOB model (3.1.10) with a constant
time-varying shape function f(t,x) = q(t), if the cross impact LOB model has posi-

tive expected liquidation cost, then for any s <t the depth function satisfies

Q

(i)) > ¢~ 20(-9) (1 _ o~ Bt=9))2, (5.3.2)

Q
—~

Next, we will derive a necessary and sufficient condition for PL.C under zero-
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spread LOB model. Note that this condition (5.3.3) is a sufficient condition for PLC
under cross-impact model by Proposition 4.1.2. When the cross-impact resilience

rate 8 — oo, one obtains the cost function of the zero-spread LOB model

C2(6) = 6, A8),

e~ Pltj—til
q(tint;)

where £ € AY(Q) and A; ; = for 0 <1i,j < N with (mAn) taking minimum

between m and n.

Proposition 5.3.2: Consider a zero-spread LOB model (3.2.2) with a constant
time-varying shape function f(t,x) = q(t), the zero spread LOB model has positive
liquidation costs if and only if q(t) satisfies

q(s) > q(t)e 202, (5.3.3)

for any s < t.

5.4 Examples of models admitting PM strategies

In this section, we will show examples of price impact dynamics A — A°
and B — B° generated by three LOB models which admit PMS. The three LOB
models are: the zero-spread increasing depth LOB model, the zero-spread reverting
depth LOB model and the cross-impact increasing LOB model. The objective is to
understand that how a price manipulation strategy works under different trading

times, depth function ¢(¢) and cross resilience rate .

The base assumptions for all three examples are: a round trip strategy with
two discrete trades is considered, i.e. the buy strategy is X4 = (0,...,0, AX,;?, 0,...,0)
and the sell strategy is XP = (0,...,0,AX£,0,...,0) with t; < t9 and AXt“l‘ =
AX,E := m. Take trading time interval T' = 1. Thereafter, the cost function of such

a round trip can be expressed as a function of trading time t1, t2, the depth function

141



q(t) and the cross-impact resilience rate

m? (M 41426 (pHB)(t2—t1) _ er(tz—t1)>

C(t1,t2,B,q(t)) = ) 2q(t1)

(5.4.1)

Example 5.4.1 (Zero-spread and increasing depth LOB model): Consider an ex-
ponential depth function q(t) = q(0)e®. First, we investigate that how the costs
change against trading time t1 and ta. When ty is fized, like in Figure 5.3 where
we set t1 = 0.2, we see that placing the sell order at different to might lead to nega-
tive costs, which means this particular LOB model admits PMS. In other words, in

order to create negative costs the trader should submit the sell order between time

(0.2,0.7).

Next, we look at how the ask side and bid side price impact dynamics behave.
Figure 5.4 and Figure 5.5 illustrate two price impact dynamic examples when trading

times are t; = 0.2, to9 = 0.4 and t1 = 0.2, to = 0.8 respectively.

The price impact dynamics can be described as: before first buy order at tq,
there is no price impact incurred on both sides. At time t1 a buy order of size m
pushes the best ask price up and makes a hole in the order book. This is reflected
by the vertical line at time t; in plots of A — A°. The bid side refills the hole at an
infinite speed (i.e. f — o0), which is illustrated by the vertical line at t1 in plots of
B — BY. During time (t1,t2), price impact decays on both sides. At time ta, another
sell order further drags back the best bid price and makes a hole in the order book.
This is reflected by the vertical line at to in plots of B — BY. The infinite resilience
of the ask side refills the hole at once, which is illustrated by the vertical line at to

in plots of A — A,

Because of the infinite cross impact resilience, the ask side dynamic and the
bid side dynamic are the same. The position of two midpoints on the two vertical
lines in each plot shows whether the cost of this round trip with trading time tq, to
s negative or non-negative. In Figure 5.4, midpoint + is lower than the midpoint

A implies the average buy price is lower than the average sell price. Thus, the total
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Figure 5.3: The change of the cost function against to when ¢; = 0.2, ¢(t) = ¢(0)e
with ¢(0) =2, =3, p=1, 8 — oo and m = 50/3.
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cost of t1 = 0.2, to = 0.4 strategy is negative. While in Figure 5.5, midpoint + 1is
higher than the midpoint A implies the total cost of t1 = 0.2, to = 0.8 strategy is

positive.

Example 5.4.2 (Zero-spread and reverting depth LOB model): Consider a re-
verting depth function q(t) = 2 — cos(2nt). Similarly, Figure 5.12 shows how
the cost (5.4.1) changes with respect to ty for fized time t; = 0.2. We also ob-
serve the price manipulation opportunities where the cost function is below zero for

ty € (0.2,0.46).

The interpretation of price impact dynamics in Figure 5.6 and Figure 5.7 is
the same as in Example 5.4.1. The way to detect PMS is the same as in Exam-
ple 5.4.1 too. The difference between this LOB model and the one in Example 5.4.1
is the depth function. At the same time to = 0.8, the different depths q(t2) generate

two different price impact dynamics as shown in Figure 5.5 and Figure 5.7.

Example 5.4.3 (Cross-impact increasing depth LOB model): In this example, it
is assumed that the depth function takes the form q(t) = q(0)e®. Figure 5.8 illus-
trates how the cross-impact cost are affected by the trading time to when t1 is fized
and by the cross-impact resilience rate 3. As the cross impact resilience rate 3 be-
comes smaller, the negative cost time interval becomes smaller and the profits —CP?
1s smaller. This observation coincides with Corollary 5.2.4 and Proposition 5.2.1

about the relationship between irreqularity and cross-impact resilience rate.

Three cases of price impact dynamics are presented in Figure 5.9, Figure 5.10
and Figure 5.11 respectively. The two trading times are fized to be t1 = 0.2 and
to = 0.5. Compared with the price impact dynamics in FExample 5.4.1, for the bid
stde price impact, after the first trade at time t1 there is no instantaneously refill
in the sense that it is not a vertical line at t1. The transient opposite resilience is

reflected in the ask side price dynamics at time to as well.

Compare the price impact dynamics in Figure 5.9 and Figure 5.10. They are

distinguished by different cross impact resilience rate 3. Without loss of generality,
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Figure 5.4: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with ¢; = 0.2 and ¢t = 0.4.

For each plot, p = 1, 8 — 00, q(t) = q(0)e** with ¢(0) = 2 and o = 3, m = 50/3.
The point + is the midpoint of the vertical line at time ¢;. The point A is the
midpoint of the vertical line at time t».
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Figure 5.5: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with ¢t; = 0.2 and ¢ = 0.8.

For each plot, p = 1, 8 — oo, q(t) = q(0)e* with ¢(0) = 2 and o = 3, m = 50/3.
The point + is the midpoint of the vertical line at time ¢;. The point A is the
midpoint of the vertical line at time ts.
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Figure 5.6: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with ¢; = 0.2 and ¢2 = 0.3.

For each plot, p = 1, f — o0, q(t) = 2 — cos(2nt), m = 50/3. The point + is the
midpoint of the vertical line at time ¢1. The point A is the midpoint of the vertical
line at time t5.
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Figure 5.7: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with ¢; = 0.2 and 2 = 0.8.

For each plot, p = 1,  — o0, q(t) = 2 — cos(2nt), m = 50/3. The point + is the
midpoint of the vertical line at time ¢1. The point A is the midpoint of the vertical
line at time t9.
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Figure 5.8: The change of the cost function against t with § — oo (left) and
B =15 (right) when ¢; = 0.2. For each plots, p = 1, m = 50/3, q(t) = q(0)e** with
q(0) =10 and o = 3.
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Figure 5.9: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with p =1 and § = 15.

For each plot, ¢(t) = ¢(0)e* with ¢(0) = 10 and a = 3, m = 50/3, t; = 0.2 and
to = 0.5.
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Figure 5.10: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with p =1 and 5 = 60.

For each plot, ¢(t) = ¢(0)e* with ¢(0) = 10 and a = 3, m = 50/3, t; = 0.2 and
to = 0.5.
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Figure 5.11: The ask side price impact (left) and the bid side price impact (right)
dynamics on time interval [0, 1] with p =5 and 5 = 15.

For each plot, ¢q(t) = ¢(0)e* with ¢(0) = 10 and a = 3, m = 50/3, t; = 0.2 and
to = 0.5.

148



160

140

120

100

80

cost

60

40

_20 | | | |
0 0.2 0.4 0.6 0.8 1

t

Figure 5.12: The change of the cost function against to when t; = 0.2, p = 1,
B — o0, q(t) = 2 — cos(2nt) and m = 50/3.
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we look at the bid side price impact plot. As B become larger, the opposite side
refills the hole faster. This is reflected in the plot by the shorter time that it takes
to reach the maximum bid side price impact, whose economics interpretation is the
minimum bid-ask spread after the trade at t1. The same analysis applies to ask side

price impact during time (ta,1].

Compare the price impact dynamics in Figure 5.9 and Figure 5.11. There are
different same side resilience rate p in these two figures. Without loss of generality,
let us focus on the price impact dynamics on time interval (t1, t2). After a buy
market order at t1, the ask side (i.e. same side of buy market order) decays faster
if the p is bigger. Correspondingly, on the same time interval (t1,t2) at the bid
stde, the cross price impact incurred by the buy order at t1 is smaller than that in

Figure 5.9.

Recall that one can see the profitability of round trip strategies by investigating
the levels of average buy and sell prices. In order to compare the average buy and
sell prices, we do the phase portrait of the coupled system of best ask and best bid in
Figure 5.13. The trade at time t1 corresponds to the jump from 0 to 0.92 along the
A — A azis. The sell order at time ty is the B — B® jump from 0.69 to 0.3 in the
opposite direction of B — B® axis. The point + is the projection of the midpoint of
A — A jump onto the line x = y. The point A is the projection of the midpoint of
B — BY jump onto the line x = y. Similar to the analysis in Example 5.4.1, if the
point A is higher than the point +, it implies the strategy is a PMS.

5.5 Proofs

Proof of Proposition 5.1.1. Without loss of generality, we consider a purchase pro-
gram. Given 8 = 0 in the sense that the one-side LOB model is considered, the cost
function (5.0.2) can be rewritten as

T AXA T AXB
0 XA XB :/ DA t XA / DB t XB
O = g Pt g ) f P g )
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Figure 5.13: The phase portrait of the coupled system of ask side price impact
against bid side price impact. p = 1, 8 = 15, ¢(t) = ¢(0)e®* with ¢(0) = 10 and
o = 3, m = 50/3, t1 = 0.2 and tg = 0.5.
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Since DP > 0 and X/ is an increasing process along time, one obtains

0/vA vB Troa AXP A
x4 xB) > [ (pAs dxA. (5.5.1)
0 2q(t)

The right hand side of inequality (5.5.1) is the cost function of a pure buy strategy
(X/,0) to buy a total amount of X14+ > (Q since QQ = X:,4+ - X:’FB+. If we replace the

pure buy strategy X/ by min{ X/, Q} for all t € [0, T], we obtain a feasible pure buy

A
strategy in Ap(Q) whose total cost is less than or equal to fOT <D,§4 + g;(if) ) dxi.

Therefore, the transaction-triggered price manipulation is excluded. O

Proof of Proposition 5.1.2. Given that there is no TTPM under the zero-spread
LOB model, by the definition of transaction-triggered price manipulation, one has

the following relationship

inf C*(X)= inf C™(X).
XEAQ) XeAR(Q)

Next, let us consider the minimum costs C** := infyc 4(g)C*(X) and c*h =

infyc Q) C?(X). By Corollary 4.1.3, we have
C*,oo S C*’ﬂ.

Furthermore, Proposition 4.1.2 states that pure strategies X € Ap(Q) give out the

same cost functions for all three LOB models. That is to say

inf C®(X)= inf CP(X).
XeAp(Q) XeAp(Q)

These three equations above imply that

inf CP(X)< inf CP(X).
XeAp(Q) XeAQ)
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At the same time, since Ap(Q) C A(Q), we have

inf CP(X)< inf CA(X).
XeAQ) XeAp(Q)

Therefore, we have the equality infyc 4(q) CP(X) = inf xe4,(0) CP(X). O

Proof of Proposition 5.2.3. Consider a round trip trading strategy: buy first X4 =
(0,...,0,2,0,...,0), and then sell X = (0,...,0,2,,0,...,0) with #; < ¢; and

xy;, = w¢; > 0. We can compute the same side and opposite side price impact

K3

dynamics and then obtain the cross-impact cost function

2 2
cP(xA xB) = Tt ePti=ti) (o=Blti=ti) _ 1) 4 t; 4l
( )= ( ) 2q(ti) ~ 24q(t))
m

= 0 12— ),

where we set x;, =m >0 and a = e Pt74) b = % and ¢ = e Alti—t),
J
Suppose that condition (5.2.1) does not hold i.e. b < 2a(1 —¢) — 1, the cross
impact cost is then negative C? (X A XxB ) < 0. Therefore, for any trading strategy
X € A(Q) there is

inf C/(X)<cP(x4,xP) <o.
X€A(0)

This is a contradiction to the definition of absence of price manipulation strategy.

O]

Proof of Corollary 5.2.4. Adapting the notations from the Proof of Proposition 5.2.3,

we have a = e Pti=t) p = % and ¢ = ¢ #%=%) Then condition (5.2.1)
J

can be rewritten as b > 2a — 1 — 2ac. If ¢ > %, and since a < 1, one obtains

b—2a+1+2ac>b+1—a>0. Therefore the assertion holds. ]

Proof of Proposition 5.3.1. Let us consider a buy program totally to buy @ > 0

shares. Consider a trading strategy: sell following X? = (0,...,0,24,,0,...,0),
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and then buy X4 = (0,...,0,2¢,,0,...,0) with t; < t;. Here we set z;, = m > 0,

Ty, =m+Q, a= e Pli—t) b= %, c=e Blti=t) and

L(m) =m?(b+1—2a(1 —¢)) +2mQ(b — a(1l — ¢)) + bQ>.

Then we compute the both sides price impact dynamics and then obtain the cross-

impact cost function

2 2
CB(xA, xB) = Tl oonlty—t) (e‘ﬂ<tj—ti>—1>+< Ty b )

q(t:) 2q(t:) ~ 2q(t))
_ 2m(Q +m)a(c — 1) +m?  (Q +m)?
2q(t;) 2q(t5)
_ m? —2a(l—c¢ mQ((b—a(l —c 2
= ol L= 2a(1 - ) 4 2mQE a1~ ) + QY
1
ZQQ(ti)L(m)

Look at the quadratic equation L(m) = 0. If the condition (5.3.2) does not hold in
the sense that A := (b—a(1—¢))? —b(b+1—2a(l —¢)) = a?(1 —c)? —b > 0, then

the quadratic equation L(m) = 0 has two distinct solutions, which are given by

w1 — VA
m = Q¥
mwa
and
w1 + \/A
me =Q———,
mwao

where w1 =a(l —¢) —band we =b+1—2a(l —¢).
e Case 1: if wy > 0.

Since a < 1 and ¢ < 1, one has 0 < 1 —¢ < 1 and then a(1 —¢) < 1. The
A > 0 implies b < a?(1 — ¢)? < a(1 — ¢) which implies w; > 0. If wy > 0, we have
w1 > VA since

wi—A?=(a(1—¢c)=b)?—a*(1—-c)?+b=b(b—2a(l—c)+1)>0.
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Then the two solutions satisfies 0 < m; < mg. For any m € (my, mg), by property

L(m
2q(t:)

of quadratic equation we have C%(m) = < 0. Thereafter, for any trading

strategy X € A(Q) there is

inf C’(X)< inf CP(m)<0.
XeAQ) me(m1,ma)

In other words, by constructing a purchase trade strategy by selling quantity m €

(mq, mg) first and then buying back @ + m, one could get negative liquidation cost.
e Case 2: w9 < 0.

wa < 0 implies the necessary condition (5.2.1) for absence of PMS is violated.
By the hierarchy Proposition 3.3.4, the cross-impact LOB model does not admit
PLC. O

Proof of Proposition 5.3.2. The proof will be conducted in two steps. On one hand,
let us prove that q(s) > q(t)e=2?(=%) is the sufficient condition for the zero spread

LOB model having positive liquidation costs.

The condition ¢(s) > q(t)e~2?(*=%) implies that for discrete times {to, %1, ..., tx }

one has q(t;_1) > q(t;)e Pt or equivalently a;a; < 1 for Vi € {1,...,N},

where a; = e~ P(ti~ti-1) and a; = a; q?t('t_ii)' Then, we can define vectors vg and v; to
be
€
Vo =
q(to)
and
- €; p
v = 4vi1 + ——==—=/1 — a;d;,
q(ti)
where 1 < i < N and eg,...,ey are the canonical basis of RN*!. Note that v; for

1 <4 < N are linearly independent. We have the matrix A;; = (v;,v;) as their
Gram matrix. Thus A is positive definite and then the zero-spread cost function

C>*® >0.

155



On the other hand, let us prove that the zero spread LOB model having
positive liquidation costs is the sufficient condition for a constant time varying shape

function ¢(t), satisfying ¢(s) > q(t)e—Qp(t—s)‘

If the matrix A is positive definite, its minors

L
(1—(11'54'), 1§n§N

det((Aij)o<ij<n) = q(;) q(ts)
1

(2

are positive, which implies the condition (5.3.3).
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Chapter 6

Conclusion

6.1 Concluding remarks

In this thesis, there were two main parts of research involved. First, in Chap-
ter 2, the study was set up to explore the LOB resilience. The analysis was based
on a market microstructure model proposed by Rosu [74]. Rather few investigations
dealt with the resilience effect in the framework of a LOB from a game theoretical
point of view. Second, in Chapter 3, 4 and 5, we worked on a new cross-impact LOB
model by extending the LOB-based market impact model proposed by Obizhaeva
and Wang [65] to include the two-side resilience. The difference between the ex-
isting LOB based market impact model and our cross-impact LOB model was the
inclusion of the resilience effect on both bid and ask sides of the order book. In
addition, our cross impact LOB model is the first to incorporate the bid-ask spread

into the optimal execution strategy and market irregularity.

Chapter 2 verified order book resilience under a game theoretical model. We
recapitulated the stochastic trading game in both the one-side case and the general
case formulated in Rosu [74]. The main contribution of this chapter was that we
proved the existence of the same side resilience in Proposition 2.2.3 in a mathe-

matically rigourous way, by reinterpreting the same side resilience and the opposite
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side resilience in terms of the temporary price impact and permanent price impact.
That was an essential step for verifying the existence of the resilience, since the price
adjustment in this continuous time stochastic trading game is taking place instanta-
neously, while the resilience effect is a time-related feature of a LOB. We rewrote the
solution for the recursive system of the sellers’ utility function in Proposition 2.2.2
and then provided a proof of same side resilience in four steps by investigating
the asymptotic behaviour of the difference of the price impact functions under the
assumption of fast decaying arrival rates of impatient buyers who submitted more
than one-unit order. We also constructed a counterexample of the same side resilient

where the fast decaying assumption did not hold.

In Chapter 3, we formulate of the cross-impact LOB model. Apart from
defining a trading strategy, a time-varying shape function and cost function, a crucial
part of the model formulation was the introduction of the limit order regeneration
on both ask and bid sides after a price shift created by market order. The same side
price impact was described by processes D or DP with a same side resilience rate p.
The opposite side price impact was represented by processes L? or LZ with a cross
impact resilience rate 8. The total price impacts were then linear combinations of
the same side and opposite side price impacts. This new model successfully allowed
an endogenous non-zero bid-ask spread in the LOB based market impact models.
To the best of our knowledge, this model was the first one to model non-zero spread
and two-side resilience effect in the market impact model framework. Moreover, in
section 3.2 we indicated the generality of the cross-impact LOB model by replicating
two existing LOB models under our model setting-ups. By sending the cross impact
resilience rate § to infinity, we succeeded in replicating the zero-spread LOB model.
The one-sided LOB model was also replicated here if the cross impact resilience
rate 0 was set to be zero. At the end of this chapter, we provided three market
irregularity definitions. We proved that for cross-impact LOB models, the absence
of transaction-triggered price manipulation (TTPM) implied the positivity of the
liquidity costs (PLC) and the positivity of liquidity cost lead to the absence of price
manipulation strategy (PMS) in Proposition 3.3.4.
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In Chapter 4 we applied the cross-impact LOB model for studying the opti-
mal execution problem. We proved the existence of optimal execution strategy under
the cross-impact LOB framework in four cases: model of volume impact reversion in
discrete time, model of volume impact reversion in continuous time, model of price
impact reversion in discrete time and model of price impact reversion in continuous
time. We found that for any strategy in the admissible set, the zero-spread cost is
a lower bound of the cross-impact cost. Furthermore, we proved that the minimum
costs of the zero-spread LOB model is a lower bound of the minimum cost of the
cross-impact LOB model. The relationship between cost functions of zero-spread
LOB model and cross-impact LOB model was presented in Proposition 4.1.2 and
Corollary 4.1.3. With the help of the costs relationship between models, we trans-
ferred the problem of proving existence of optimal solution under the cross-impact
LOB model to the existence problem under the zero-spread LOB model. For dis-
crete time cases, we proved the coerciveness of cost functions and solved the optimal
strategy by the method of Lagrange multiplier. Then we took the continuous ana-
log of the discrete time optimal strategy and proved the optimality via verification
argument. A by-product of this process was that we obtained sufficient conditions
for absence of PMS and TTPM under the zero-spread LOB model. They were
summarised in Table 4.1. Our results contributed to the zero-spread LOB model
literature by generalising the optimal trading strategy and absence conditions of
market irregularities since a general form of shape function was used. Under the
assumption of a constant time-varying shape function, we presented some numerical
examples of optimal strategies under the cross-impact LOB model. As a result, the
relationships between respectively the optimal strategy and the depth function, the
cross impact resilience rate, the same side resilience rate were explicitly investigated.
Figure 4.4 suggested that as the cross impact resilience rate increased, more opposite
side orders were used under the LOB model with TTPM. Figure 4.6 suggested that

as the same side resilience rate increased, the optimal strategies were less volatile.

In Chapter 5 we addressed the regularity problems of market impact model

when one cannot obtain closed-form optimal solutions of the execution problem like
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in Chapter 4. We answered the questions raised by Fruth et al. [31]: might it be
true that the LOB model with non-zero spread exclude these price manipulations.
We found that the cross-impact LOB models possess non-zero spread, but it is still
profitable to manipulate prices. We proved that the profitability of the price ma-
nipulation strategies depends on the resiliency of the order book and the dynamics
of the shape function. The conditions of the absence of three market irregularities
were presented in Proposition 5.1.1, Proposition 5.1.2, Proposition 5.2.1, Propo-
sition 5.3.1 and Proposition 5.3.2. According to these propositions, we concluded
that market irregularity conditions under zero-spread LOB models were weaker than

those under the cross-impact LOB models.

6.2 Further research

We have argued in Chapter 1 and Chapter 2 that there are both the same side
resilience and opposite side resilience in the limit order book market, nevertheless,
there are much less theoretical studies on the resilience effect than on other features
of the order book. The game theoretical models are still introducing a rather large
amount of free parameters, most of which cannot be measured directly. We may
resort to the stochastic models of the limit order book. It would be desirable to be
able to model the dynamic bid-ask spread endogenously, via the various order flows
of the trading within. More market microstructure research are needed to help with

explaining and identifying the after-shock price formation.

From perspective of optimal execution problem, it is certainly a challenge
to come up with a mathematically tractable model that cover all three layers of
order splitting. A first step could be to add the choice of limit order into the
optimal execution strategy. Apart from the studies about the second layer execution
discussed in Chapter 1, we believe that the combination usage of limit orders and/or
dark liquidity inside the spread can be a research direction. Indeed, the resilience

effect is the process of regeneration of limit orders inside the after-price-shock spread.
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There is still a gap for this optimisation problem.
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