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If you’re anxious for to shine in the high aesthetic line,

as a man of culture rare,

You must get up all the germs of the transcendental terms,
and plant them everywhere.

You must lie upon the daisies and discourse in novel phrases
of your complicated state of mind,

The meaning doesn’t matter if it’s only idle chatter

of a transcendental kind.

And everyone will say, as you walk your mystic way,

“If this young man expresses himself in terms too deep for me,
Why, what a very singularly deep young man

this deep young man must be!”

W. S. Gilbert - The Aesthete

Optimisation consists in finding the mathematically optimal policy that an economic agent could
pursue. For instance, what is the “optimal” quantity you should allocate to stocks? It involves com-
plicated mathematics and thus raises the barrier to entry by non-mathematically trained scholars.
I would not be the first to say that this optimisation set back the social science by reducing it from
the intellectual and reflective discipline it was becoming to an attempt at an “exact science”. By
“exact science”, I mean a second-rate engineering problem for those who want to pretend that they
are in a physics department - so-called physics envy. In other words, an intellectual fraud.

N.N. Taleb - The Black Swan



Foreword

1 From Model Risk to Optimal Asset Allocation

1.1 The Problem of Measure P

Inherent to the stochastic modelling of financial markets is the (often tacit) specification
of a measure space (Q,.7,P), where Q captures the set of future outcomes, .# is a o-
algebra codifying the events we would like to consider, and P : .% + [0, 1] is a probability
measure which assigns weights thereto in accordance with certain axioms in the manner of
Kolmogorov. Besides the glaringly obvious problem of defining the very notion of prob-
ability (leave that to the philosophers), there is the somewhat more tangible issue relating
to the epistemic inaccessibility of P. Specifically, while it is often assumed in the literature
that everybody agrees on which events occur with which probabilities, it is quite clear (to
the point of being a statistical banality) that this does not pertain to the real world. Au
contraire, there is considerable so-called Knightian uncertainty surrounding which model
(and therefore: which probability measure) should be employed in our financial modelling:
knowledge of P is manifestly a posteriori, being a property of the world which we infer
through the study of past realisations. Unfortunately, this data is but a shadow on the wall
in Plato’s cave, yielding only a rudimentary understanding of which governing dynam-
ics is truly at play. For any given time series, an infinite number of congruent models
prevail, each with their own historically induced probability measure {H;,Hp,...}. This
kind of radical underdetermination is problematic since financial modelling manifestly is
an abstract idealisation of hyper-complex facts of this world. For one reason or another,
all social science models are fundamentally wrong!, suggesting that the employ of such
golden rules as Occam’s razor scarcely will be meaningful in selecting a superior H (the
intuition being that the right model, if anything, should be more complicated than what’s
posited).

The point here is forcefully communicated through an example which has its roots
in Markowitz’ modern portfolio theory. Consider the simple interest-free 1-period model

! Though some may be useful.
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in which the rate of return of n risky assets is multivariate normally distributed, R ~
A (w, X)), where p = E[R] is the expected return, and X' = Cov[R] is the associated
covariance matrix which we assume non-singular. Moreover, let 7 be a vector of portfo-
lio weights placed on the n risky assets, such that the expected return is U, = 7Ty and
the variance is G,Zr = 7T X 7. Now, suppose we are interested in those portfolios which for
fixed returns yield the minimal possible variance: solving the Lagrange multiplier problem
[5] we find that this class of portfolios traces out a parabola (a mean-variance frontier) in

(07, Hr)-space:

62 () =d " (a—2bpur +cpl),

where a = p™X ', b=17X "'y, c=17X7'1, and d = ac — b*. Here, the singularly
most important portfolio attainable (the so-called market portfolio, M) is that which ad-
mits the highest possible return per unit volatility. Solving the optimisation problem, the
associated tangency portfolio is given by

*

> u

T Tyt w’

from which we can compute M = (G,*rz, Us). Now the question we are dying to ask is
“to which extent are these results robust to model risk” - here interpreted as uncertainty
surrounding the parameters g and X'? Specifically, if we are to perform sample esti-
mates of the mean and the covariance of a model which truthfully has the distribution
R ~ A4 (p, X)) per unit time, how much do the estimators & and 3 respectively perturb
the picture above? Following Ellersgaard, Lando, and Poulsen [4] the answers turn out
to be, in turn, “a lot” and “not much at all” - owing to the near telescoping nature of the
drift-estimator. In particular, frontiers which utilise £ will tend to be wildly scattered with
respect to the true frontier, while those frontiers which make use of 37 only vary at a modest
level. This highlights a profound issue at the heart of quantitative asset management: since
drifts manifestly are the kind of quantities we care about, we must brace ourselves for con-
siderable model risk in our modern portfolio theoretical recommendations. Remarkably,
this simple observation rarely is disseminated in business schools!

1.2 The Problem of Measure ()

Unsurprisingly, the uncertainty surrounding measure [P extends to the risk-neutral valua-
tion of derivative securities. Recall that a fundamental result of arbitrage-free markets is
the existence of a measure QQ, equivalent to PP, such that discounted asset prices are Q-
martingales. Specifically, the claim is that if @7 is the pay-off of a security at time 7', then
there exists a (not necessarily unique) Q ~ P such that the time ¢t < T price of the security
is

V, = E°[B] @r| 7, (1)
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where B! is a (possibly stochastic) discount factor representing the time ¢ price of a zero-
coupon bond with terminal value equal to unity. Conceptually, Q (while formally satisfy-
ing the axioms of probability) has nothing to do with objective chances of events per se,
but rather should be construed as the financial market’s conception of fair option pricing.
Specifically, we see that VF € %, Q(F) is equivalent to the fair value of an security with
terminal pay-off @7 = 1/B! if F occurs (zero otherwise).

Insofar as the market is complete, roughly understood as the case where the number
of risky traded securities is at or above the number of random sources [1], Q is uniquely
defined in terms of P. Knightian uncertainty in PP thus trickles through to Q. Nevertheless,
even if we were to imagine ourselves in the fortuitous (and I daresay: implausible) cir-
cumstances that P is known with certainty, uncertainty in Q can still prevail if the market
is incomplete. Sadly, market incompleteness is an almost inexorable fact of life qua the
abundant empirical support for random discontinuities in stock prices (jumps), and non-
tradeable state variables such as stochastic volatility (for a thorough review of these issues,
including a coherent measure for model risk, we refer the reader to Cont [5]).

Some insight into quantifying model risk may be provided through a meta-theorem we
call the fundamental theorem of derivative trading. In elementary terms, we here concern
ourselves with continuous time models marked by uncertainty in the volatility component

Qi . dS[ = rS,dt + Gj’;StdeIQi,

where r is the risk-free rate, o; : [0, 7] — (0,00), and W is a Brownian motion. Suppose the
real volatility is the unknown quantity o; ,. Insofar as we A-hedge a derivative V written
on S based on a Q;-assumption, how much do we stand to gain/lose over time on a mark-
to-market basis? Indeed, what kind of P&L-evolution can we expect for various choices of
the hedge volatility? Initial steps towards answering such questions are taken by El Karoui,
Jeanblanc-Picque, and Shreve [3], who establish that the hedge-error, on an incremental
basis, is of the form
dP&L = sgn(derivative position) (6,%, - 6,%,-)5,@3 Vidt.

S

In the first paper of this dissertation, Ellersgaard, Jonsson, and Poulsen provide an abstract
generalisation of their work, and consider the same questions from an empirical perspec-
tive.

1.3 The Problem of the Rational Investor

Finally, a few words on rationality and optimal asset allocation. Quantitative economics
has long been under fire for operating with what many perceive to be a misguided obses-
sion with rationality (Taleb, with his characteristic rumbustious demeanour, is one such
fiery opponent - see the quotation above). This criticism, however, seems to be largely
anchored in the curious belief that economics should be a purely descriptive discipline,
with no room for such idealistic pursuits as prescriptivism: the art of telling people what
they ought to do. What underlies this callous dismissal is at best nebulous: surely, there is
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considerable interest in establishing how one can secure the optimal realisation of one’s
wealth (say) even under idealised circumstances - yet, on a more benign reading, there is
perhaps some merit to the critique. Specifically, one might argue that prescriptivists have
not with sufficient emphasis underlined the limitations of their work, indeed have not in-
tegrated their prescriptions more closely with what people actually demand. For example,
Markowitz’ 1-period investment model described above suffers from some rather glaring
limitations, including the disregard of: (i) consumption, (ii) dynamic portfolio updating
based on new information, (iii) the interplay between investing for the sake of future con-
sumption, (iv) non-normality of returns (see Munk [5]). Of course, since the heyday of
Merton, these issues have been mitigated considerably, through the principles of continu-
ous time stochastic control theory. Specifically, the type of problems we are nowadays in-
terested are analogous to determining the optimal rate of consumption process {5 } 0,77
alongside the optimal portfolio weights {7 } (07| such that

T
{c5, 75 bseor) = argmax ]E{OC/ e Su(cy)ds+(1—a)e Tu(#7)|, (@)
{C.Y'rﬂS}se[O,T]E'Q{ 0

where {#;},c(0,r] is the controlled stochastic wealth process of the investor, ¢ € [0, 1] is
a relative importance weight between continuous consumption and bequest, 6 € R is a
subjective discounting factor, and u : R* — R is a von-Neumann Morgenstern utility func-
tion. Nonetheless, the operative word remains mitigated: despite the success story nested
in the solutions to problems a la (2), there is still considerable room for improvement. For
example, the notion that anyone cares about their continuous rate of consumption is bla-
tantly false (rather we care about periodic withdrawals). Indeed, utility in itself is an area
which demands further attention to square it with prevalent investor habits (Kahneman’s
prospect theory might be worthy of attention). It will be interesting to see what future
research has to say on these matters.

In this dissertation we present four control studies into rational portfolio theory (in the
classical prescriptivist’s sense). Some of the issues we investigate include (A) analysing
the method by which the non-linear Hamilton-Jacobi-Bellman equations should be solved
numerically in connection with Merton type optimisation problems. A thorough review
of the explicit and implicit methods is provided in one and more spatial dimensions. (B)
Exposing the optimal investment ratios for a utility maximising investor who trades in
bonds and stocks in a stochastic volatility environment. Various models are considered,
including their effect in empirical trading experiments. (C) Extending the above analysis
to include the derivatives markets. How much do the portfolio weights change? What is
the effect of hedging stochastic volatility per se versus merely including a second asset?
Is the bond-stock-derivative strategy truly superior when applied to real market data? (D)
Hedging derivatives in a limit order book when one has the option of placing both limit
and market orders. Assuming a certain tolerance towards deviating from a targeted hedge
strategy, when should a rational investor place which type of order?

Overall, this thesis has been enjoyable to write. We hope the reader will enjoy reading
it as well.
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Abstract Summary

This dissertation is comprised of five research papers written during the period January
2013 - December 2015. Their abstracts are:

e The Fundamental Theorem of Derivative Trading. When estimated volatilities are
not in perfect agreement with reality, delta hedged option portfolios will incur a non-
zero profit-and-loss over time. There is, however, a surprisingly simple formula for the
resulting hedge error, which has been known since the late 90s. We call this The Funda-
mental Theorem of Derivative Trading. This paper is a survey with twists of that result.
We prove a more general version of it and discuss various extensions (including jumps)
and applications (including deriving the Dupire-Gyongy-Derman-Kani formula). We
also consider its practical consequences both in simulation experiments and on empiri-
cal data thus demonstrating the benefits of hedging with implied volatility.

e Numerical Stochastic Control Theory with Applications in Finance. Analytic so-
lutions to HJB equation in mathematical finance are relatively hard to come by, which
stresses the need for numerical procedures. In this paper we provide a self-contained
exposition of the finite-horizon Markov chain approximation method as championed by
Kushner and Dupuis. Furthermore, we provide full details as to how well the algorithm
fares when we deploy it in the context of Merton type optimisation problems. Assorted
issues relating to implementation and numerical accuracy are thoroughly reviewed, in-
cluding multidimensionality and the positive probability requirement, the question of
boundary conditions, and the choice of parametric values.

e Stochastic Volatility for Utility Maximisers Part I. From an empirical perspective,
the stochasticity of volatility is manifest, yet there have been relatively few attempts
to reconcile this fact with Merton’s theory of optimal portfolio selection for wealth
maximising agents. In this paper we present a systematic analysis of the optimal asset
allocation in a derivative-free market for the Heston model, the 3/2 model, and a Fong
Vasicek type model. Under the assumption that the market price of risk is proportional
to volatility, we can derive closed form expressions for the optimal portfolio using the
formalism of Hamilton-Jacobi-Bellman. We also perform an empirical investigation,

XV
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which strongly suggests that there in reality are no tangible welfare gains associated
with hedging stochastic volatility in a bond-stock economy.

e Stochastic Volatility for Utility Maximisers Part II. Using martingale methods we
derive bequest optimising portfolio weights for a rational investor who trades in a bond-
stock-derivative economy characterised by a generic stochastic volatility model. For il-
lustrative purposes we then proceed to analyse the specific case of the Heston economy,
which admits explicit expressions for plain vanilla Europeans options. By calibrating
the model to market data, we find that the demand for derivatives is primarily driven
by the myopic hedge component. Furthermore, upon deploying our optimal strategy on
real market prices, we find only a very modest improvement in portfolio wealth over
the corresponding strategy which only trades in bonds and stocks.

o Optimal Hedge Tracking Portfolios in a Limit Order Book. In this paper we de-
velop a control theoretic solution to the manner in which a portfolio manager optimally
should track a targeted A, given that he wishes to hedge a short position in European
call options the underlying of which is traded in a limit order book. Specifically, we
are interested in the interplay between posting limit and market orders respectively:
when should the portfolio manager do what (and at what price)? To this end, we set
up an Hamilton-Jacobi-Bellman quasi variational inequality which we can solve nu-
merically. Our scheme is shown to be monotone, stable, and consistent and thence,
modulo a comparison principle, convergent in the viscosity sense. Finally, we provide
a concrete numerical study, comparing our algorithm with more naive approaches to
delta-hedging.

Further to these papers we provide an extensive appendix which summarises standard re-
sults from martingale pricing, PDE methods (analytic and numerical), and stochastic con-
trol theory. The work presented in this section is mostly (though not exclusively) deriva-
tive, and can be read as a friendly reminder with respect to the body of theory underpinning
the research articles.



Dansk Resumé

Denne afhandling bestar af fem forskningsartikler, som er skrevet i perioden januar 2013
- december 2015. Deres resuméer er som fglger:

e Den Fundamentale Teorem om Derivathandel. Nér estimerede volatiliteter ikke er
i perfekt overensstemmelse med virkeligheden, vil delta-hedgede optioner med tiden
affgde en profit eller et tab ulig nul. Ikke desto mindre findes der en overraskende
simpel formel for den resulterende hedge-fejl, hvilken har veret kendt siden de sene
90ere. Vi kalder denne formel Den Fundamentale Teorem om Derivathandel. Denne
artikel er en oversigt med modifikationer af dette resultat. Vi beviser en mere generel
version deraf og diskuterer forskellige viderebygninger (inklusiv spring) samt applika-
tioner (inklusiv en udledning af Dupire-Gyongy-Derman-Kani formlen). Vi anskuer
ogsa dens praktiske konsekvenser bade i simulering samt i forbindelse med empirisk
data, og demonstrerer saledes gavnligheden af at hedge med den implicitte volatilitet.

e Numerisk Stokastisk Kontrolteori med Applikationer i Finansiering. Analytiske
Igs-ninger til HIB ligninger i matematisk finansiering er en relativ sj@®lden foreteelse,
hvilket understreger ngdvendigheden af numeriske procedurer. I denne artikel frem-
leegger vi en eksposition af Markov-kade approksimationsmetoden i endelig tid, f@rst
etableret af Kushner og Dupuis. Endvidere anskues detaljerne af hvor godt algorit-
men egentlig klarer sig, nar vi anvender den i optimeringsproblemer a la Merton.
Forskellige problemstillinger relaterende til implementering og numerisk pracision
gennemgas ngje, inklusiv multi-dimensionalitet og kravet om positive sandsynligheder,
spgrgsmalet om randbetingelser, og valget af parametriske verdier.

o Stokastisk Volatilitet for Nyttemaksimerende Investorer Del I. Fra et empirisk per-
spektiv er stokastisk volatilitet veletableret. Dog er der beklageligvis gjort relativt fa
forsgg pa at forene dette faktum med Mertons teori for optimale portefgjevalg for
velferdsmaksimerende investorer. I denne artikel praesenterer vi en systematisk analyse
af optimal aktivfordeling i et derivatfrit marked for Heston-modellen, 3/2-modellen,
samt en model a la Fong Vasicek. Under den antagelse at markedsprisen for risiko
er proportional med volatilitet kan vi udlede lukkede formler for den den optimale
portefglgevaegt qua Hamilton-Jacobi-Bellman formalismen. Vi foretager ogsa en em-

XVii



XViii Dansk Resumé

pirisk analyse, som sterkt peger i retningen af, at der i praksis ikke er noget at hente pa
at hedge stokastisk volatilitet i en obligations-aktie gkonomi.

o Stokastisk Volatilitet for Nyttemaksimerende Investorer Del II. Ved at ggre brug
af martingale metoder udvikler vi arv-optimerende portefgljevaegte for rationelle inve-
storer, som handler i en obligations-aktie-derivat gkonomi karakteriseret ved en gener-
isk stokastisk volatilitetsmodel. For at illustrere vores resultater fortsztter vi da med at
analysere Heston modellen som et specifikt eksempel - thi denne tillader eksplicitte
Igsninger til vanilla Europziske optioner. Ved at kalibrere vores model til data fra
markedet opdager vi, at kravet om derivater primeart er drevet af det myopiske hedge
komponent. Endvidere: néar vi sgsatter vores optimale strategi pa faktiske marked-
spriser, finder vi en enddog meget begrenset forbedring i velfaerd - i forhold til den
tilsvarende strategi som kun handler i obligationer og aktier.

o Optimale Hedge-sporende Portefgljer i en Ordrebog. I denne artikel udvikler vi en
kontrolteoretisk Igsning til metoden hvorigennem en portefgljebestyrer optimalt skal
spore et givent A, givet at han gnsker at hedge en kort position i Europziske optioner
hvis underliggende aktiv handles in en ordrebog (limit order book). Mere specifikt er
vi interesserede i dualiteten mellem det at poste limit-ordrer samt det at poste market-
ordrer: hvornar skal portefgljebestyreren ggre hvad (og til hvilken pris?). For at besvare
dette spgrgsmal fremseatter vi en Hamilton-Jacobi-Bellman kvasi-variationsulighed,
som kan lgses numerisk. Vores numeriske procedure vises at va&re monoton, stabil og
konsistent og derfor, modulo et sammenligningsprincip, konvergent. Slutteligt presen-
terer vi et konkret numerisk studie, hvori vi sammenligner vores algoritme med mere
naive tilgange til delta-hedging.

Foruden disse papier fremturer vi med et ekstensivt appendix, som opsummerer standard-
resultater fra martingale prisfasts@ttelse, PDE metoder (analytiske og numeriske), samt
stokastisk kontrolteori. Arbejdet som presenteres i denne sektion er mestendels (men ikke
100%) derivativt og kan leses som en venlig erindring angaende den teori, som ligger til
grund for forskningsartiklerne.
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Chapter 1
The Fundamental Theorem of Derivative Trading
Exposition, Extensions, and Experiments

Simon Ellersgaard, Martin Jonsson, and Rolf Poulsen

Abstract When estimated volatilities are not in perfect agreement with reality, delta
hedged option portfolios will incur a non-zero profit-and-loss over time. There is, how-
ever, a surprisingly simple formula for the resulting hedge error, which has been known
since the late 90s. We call this The Fundamental Theorem of Derivative Trading. This
paper is a survey with twists of that result. We prove a more general version of it and dis-
cuss various extensions (including jumps) and applications (including deriving the Dupire-
Gyongy-Derman-Kani formula). We also consider its practical consequences both in sim-
ulation experiments and on empirical data thus demonstrating the benefits of hedging with
implied volatility.
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1.1 A Meditation on the Art of Derivative Hedging

Introduction. Of all possible concepts within the field mathematical finance, that of con-
tinuous time derivative hedging indubitably emerges as the central pillar. First used in the
seminal work by Black and Scholes [6],! it has become the cornerstone in the determina-
tion of no-arbitrage prices for new financial products. Yet a disconnect between this body
of abstract mathematical theory and real world practise prevails. Specifically, successful
hedging relies crucially on us having near perfect information about the model that drives
the underlying asset. Even if we boldly adopt the standard stochastic differential equa-
tion paradigm of asset pricing, it remains to make exact specifications for the degree to
which the price process reacts to market fluctuations (i.e. to specify the diffusion term, the
volatility). Alas, volatility blatantly transcends direct human observation, being, as it were,
a Kantian Ding an sich® of which we only have approximate knowledge.

One such source comes from measuring the standard deviation of past log returns over
time (this is tantamount to assuming that the model can at least locally be approximated
as a geometric brownian motion). Yet this process raises uncomfortable questions pertain-
ing to statistical measurement: under ordinary circumstances, increasing the sample space
should narrow the confidence interval around our sample parameter. Only here, there is no
a priori way of telling when a model undergoes a drastic structural change.? Inevitably,
this implies that extending the time series of log returns too far into the past might lead to
a less accurate estimator, as we might end up sampling from a governing dynamics that is
no longer valid. Of course, we may take some measures against this issue, by trying our
luck with ever more intricate time series analyses until we stumble upon a model the pa-
rameters of which satisfy our arbitrary tolerance for statistical significance. Nevertheless,
in practise this procedure invariably boils down to checking some finite basket of models
and selecting the best one from the lot. Furthermore, unknown structural breaks continue
to pose a problem no matter what.

Alternatively, we might try to extract an implied volatility from the market by fitting
our model to observed option prices. Nevertheless the inadequacy of the methodology
quickly becomes apparent: first, implied volatility might be ill-defined as it is the case for
certain exotic products such as barrier options. Secondly, it is quite clear that the market
hysteria which drives the prices of traded options need not capture the market hysteria
which drives the corresponding market for the underlying asset. Fair pricing ultimately
boils down to understanding the true nature of the underlying product: not to mimic the
collective madness of option traders.

! That Black and Scholes along with Merton were the first is the general consensus, although the paper by
Haug and Taleb [14] shows that the view is not universal.

2 Literally, thing in itself or the noumenon. Kant held that there is a distinction between the way things
appear to observers (phenomena) and the way reality actually is construed (noumena).

3 This scenario is not at all implausible. Unlike the physical sciences where the fundamental laws are
assumed to have no sufficient reason to change (in the Leibnizian or Occamian sense), this philosophical
principle would hardly withstand scrutiny in a social science context. Asset price processes are fundamen-
tally governed by market agents and their reactions to various events (be they self-induced or exogenous).
There is really no reason to assume that these market players will not drastically change their opinions at
some point (for one reason or the other).
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Whilst volatility at its core remains elusive to us, the situation is perhaps not as dire
as one might think. Specifically, we can develop a formal understanding of the profit-&-
loss we incur upon hedging a portfolio with an erroneous volatility - at least insofar as we
make some moderate assumptions of the dynamical form of the underlying assets. To give
a concrete example of this, consider the simple interest rate free framework presented in
Andreasen [2] where the price process of a single non-dividend paying asset is assumed to
follow the real dynamics

dX; = W Xedt + 6;  X; dW;.

Let V/ be the value of an option that trades in the market at a certain implied volatility
0; (possibly quite different from the epistemically inaccessible o; ). Now if we were to
set up a hedge of a long position on such an option, using o; as our hedge volatility,
an application of Itd’s formula, coupled with the Black-Scholes equation, shows that the
infinitesimal value change in the hedge portfolio

I, =V -9V - X,,

is
dIT, = Y (o}, — 67) X} 97 I dt, (1.1)

T xx

which generally is non-zero unless 6; = oy . For reasons that will become clearer below,
the importance of this result is of such magnitude that Andreasen dubs it The Fundamental
Theorem of Derivative Trading. Indeed, a more abstract variation of it will be the central
object of study in this paper.

To the best of our knowledge, quantitative studies into erroneous delta-hedging lead-
ing to a result like (1.1) first appeared in a paper on the robustness of the Black-Scholes
formula by El Karoui et al. [13]. They viewed the result as a largely negative one: unless
volatility is bounded (which it is not in any stochastic volatility model) then there is no
simple super-replication strategy. Subsequently, various sources have re-derived the result
(with various tweaks) - most prominently the works of Gibson et al. [17], Henrard [20],
Mahayani et al. [21], Rasmussen [22], Carr [7], and Ahmad and Wilmott [1]. Today, the
gravity of erroneous A-hedging is unquestionably more widely appreciated, yet the Funda-
mental Theorem of Derivative Trading continues to fly largely under the radar in academia
and industry.

Overview. The structure of this paper is as follows: in section 1.2 we state and prove
a new, generalised version of the Fundamental Theorem of Derivative Trading and dis-
cuss its various implications for hedging strategies and applications (some of which might
prove surprising). In section 1.3 we expose the implications of adding a jump process
to the framework, thus emphasising the relative ease with which the original proof can be
adapted. Finally, section 1.4 presents an empirical investigation into what actually happens
to our portfolio when we hedge using various volatilities.
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1.2 The Fundamental Theorem of Derivative Trading

1.2.1 Derivation

Model Set-up. Consider a financial market comprised of a risk-free money account as well
as n risky assets, each of which pays out a continuous dividend yield. We assume all assets
to be infinitely divisible as to the amount which may be held, that trading takes place con-
tinuously in time and that no trade is subject to financial friction. Formally, we imagine the
information flow of this world to be captured by the stochastic basis (2, % ,F,P), where
Q represents all possible states of the economy, [P is the physical probability measure, and
F = {.% },>0 is a filtration which satisfies the usual conditions.* The price processes of
the risky assets, X; = (X1, X2, ..., Xu)T, are assumed to follow the real dynam1055

dX, =Dx, [ (t, X, )dt +o,(t, X,)dW,], (1.2)

where Dx is the n x n diagonal matrix diag(Xy;,Xo;,...,Xu ), and W; = (W, Wy, ...,
W,)T is an n-dimensional standard Brownian motion adapted to F. Furthermore, p, :
[0,00) x R"™ — R" and o : [0,00) x R"™™ — R"*" are deterministic functions, sufficiently
well-behaved for the SDE to have a unique strong solution (in particular, we assume the
regularity conditions

X ~ s ~
/ IDx, o (11, X )| dut < oo, / IDx, o (1, X ) [2dut < oo, (13)
t t

hold a.s. Vr < s, where the first norm is to be understood in the Euclidian sense, whilst
the latter should be construed in the matrical sense).® Finally, we define X sasthen+m
dimensional vector (X;;x;) where x; = (X1r, X2, ---, Xme)T has the interpretation of an
m-dimensional state variable, the exact dynamical nature of which is not integral to what
follows.”

In what follows we consider the scenario of what happens when we hedge an option on
X, ignorant of the existence of the state variable x;, as well as the form of g,(-,-) and
or(-,-). Specifically, we shall imagine that we are misguided to the extent that we would
model the dynamics of X, as a local volatility model with diffusion matrix o (¢, X;).
Similar assumptions pertain to the market, although here we label the “implied” diffusion

4 Specifically, it satisfies right-continuity, Ng>;. % = .%; Vt > 0 (if we move incrementally forward in time

there will be no jump in information), and completeness, i.e. % contains all P null sets.

5 The nomenclature “real dynamics” is ripe with unfortunate connotations of Platonic realism (ontolog-

ical significance of mathematical objects). Strictly speaking, this is not what we require, but rather the

expressive adequacy of a model: i.e. it’s ability to adequately capture the financial events unfolding.

6 Specifically, if & € R” and A € R"*“, the the Euclidian norm is defined as || = (¥, x?)'/2, while the
: : _ d  4231/2

matrical norm is |A| = (L1, X5, A7) 2,

7 Nonetheless, a common assumption in the stochastic volatility literature is obviously to let x be driven

by a stochastic differential equation of the form dx; = m(x;)dt +v(x;)dW; + 5(x:)dW;, where W, is

second standard Brownian motion (independent of the first), and m, v and v are dimensionally consistent,

regularity conforming vectors and matrices.
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matrix o;(t, X;) to distinguish it from our personal belief. Irrespective of which dynami-
cal specification is being made, we maintain that regularity conditions analogous to (1.3)
remain satisfied. Finally, a cautionary remark: throughout these pages we use r and i to
emphasise that the volatility is real and implied respectively, whilst & refers to an arbitrary
hedge volatility. For a comprehensible reading, it is incumbent that the reader keeps these
definitions in mind.

Theorem 1.1. The Fundamental Theorem of Derivative Trading. Let V; =
V(t,X;) € €"2([0,00) x R") be the price process of a European option with ter-
minal pay-off Vi = g(X7). Assume we at time t = 0 acquire such an option for
the market-price Vé, with the associated (not necessarily uniquely determined) im-
plied volatility 0;(0,Xy). Furthermore, suppose we set out to A-hedge our posi-
tion, but remain under the impression that the correct volatility ought, in fact, to be
01,(0,X0), leading to the fair price V(f‘. Then the present value of the profit-&-loss
we incur from holding such a portfolio over the interval T = [0,T| is

. T -
PELE =V —Vi+1 /0 e Jorudu D 32,,(¢, X, )Dx, V2, V] dt, (1.4)
where r, = r(u, X,,) is the locally risk free rate, V2, is the Hessian operator, and

X)) =001, X))ol (1, X,) — ou(t, X))ol (1, X,). (1.5)

is a matrix which takes values in R"*".

Proof: Let {H,h}te[oﬂ be the value process of the hedge portfolio long one option valued
according to the implied market conception, {Vzi}te[O,T]v and short {A] = Vszh}te[o,T]
units of the underlying with value process { X,},e[oﬂ, where V, is the gradient operator.
We suppose the money account B is chosen such that the net value of the position is zero:

"=V +B —V,V'"e X, =0,

where o is the dot product. Now consider the infinitesimal change to the value of this
portfolio over the interval [tz +dt], where t € [0,T). From the self-financing condition we
have that

dIT" = dV + r,B.dt —V V! e (dX; 4 q; 0 X;dt),

where g, = (q1(¢,X1:),92(¢,X2), ..., qn(t,Xn;))T codifies the continuous dividend yields
and o is the Hadamard (entry-wise) product.® Jointly, the two previous equations entail
that

Al =dvi —V, Ve (dX, — (1t — q;) o X;dt) — r,Vidt, (1.6)

where ¢ = (1,1,...,1)T e R".

8 Per definition, if A and B are matrices of equal dimensions, then (Ao B);; = A;;B,;.
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Now consider the option valued under o, (¢, X;); from the multi-dimensional It5 for-
mula (see for instance Bjork [2], p. 65.) we have that

dvl = {9V} + LuloT (1, X,)Dx, V2,V Dx,0.(1, X)) }dt + VoV edX,,  (1.7)

where we have used the fact that X; is governed by (1.2). Meanwhile, V/* satisfies the
multi-dimensional Black Scholes equation for dividend paying underlyings (see for in-
stance Bjork, Theorem 13.1 and Proposition 16.7),

nV =0V + V.V e((rne—q)o X,)+ t[o] (1, X,)Dx, V2, V/'Dx,04(t, X;)]. (1.8)
Combining this expression with the Itd expansion we obtain,

0= —dV!'+rV'di+V, V" e(dX; - (rit—q) o X,dt)

N - (1.9)
+ JuDx, (o,(t, X, )o ] (t, X,) — o4(t, X;) o} (1, X:))Dx, V2, V'] dt

where we have used the fact that the trace is invariant under cyclic permutations of its

constituent matrices. Finally, defining X2,,(z, X ¢) as in (1.5), and adding (1.9) to (1.6) we
obtain

dITt = avi —avl — (V] —v!di + Lu[Dx, 2,(1, X, )Dx, V2,V dt

, ~ (1.10)
= efé rudud(E* f(; rudu (‘/tl _ ‘/th)) + %tr[DX[ Erh (t, XZ)DXTVi;p‘/[h]dt

Whilst a perfect hedge would render this infinitesimal value-change in the portfolio zero,

this is clearly not the case here. In fact, upon discounting (1.10) back to the present (r = 0)

and integrating up the infinitesimal components, we find that net profit-&-loss incurred

over the life-time of the portfolio is

T ” . T " ~
P&I! — /0 d(e fomdu(yi _yhyy 4 /O e ordue LDy 50,1, X, )Dx, V2, Vi di
. T ot ~
=V -Vi+3 /0 e orudt WD 32,4 (1, X, )Dx, V2, V/"dt.

where

T
path= [ e lindnary,
0

and the last line makes use of the fact that V}. = V;! = g(Xr). This is the desired result. (J

Remark 1.1. A few observations on this proof are in order: first, the relative simplicity
of (1.4) clearly boils down to the assumption that the market is perceived to be driven
by a local volatility model. If this assumption is dropped equation (1.8) no longer holds.
Secondly, it should be clear that the value of the P&L changes sign if we are short on the
derivative and long the underlying. Thirdly, the market price of the derivative enters only
though the initial price Vp. That is because we look at the profit-&-loss accrued over the
entire life-time of the portfolio. The case of marking-to-market requires further analysis
and/or assumption. We will elaborate on this in the following subsection.
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Remark 1.2. From a generalist’s perspective, theorem 1 suffers from a number of glar-
ing limitations: for instance, the governing asset price dynamics only considers Brownian
stochasticity, the hedge is assumed to be a workaday A-hedge, and the option type is
vanilla European in the sense that the terminal pay-off is determined by the instantaneous
price of the underlying assets. Fortunately, the Fundamental Theorem can readily be ex-
tended in various directions: e.g. it can be shown that if V; = V (¢, X;,A,) is an Asian option
written on the continuous average A; of the underlying process X;, then the Fundamen-
tal Theorem remains form invariant. In section 1.3 we consider one particularly topical
dynamical modification viz. the incorporation of possible market crashes through jump
diffusion.

1.2.2 The Implications for A-Hedging.

From a first inspection, the Fundamental Theorem quite clearly demonstrates that reason-
ably successful hedging is possible even under significant model uncertainty. Indeed, as
Davis [10] puts it “without some robustness property of this kind, it is hard to imagine that
the derivatives industry could exist at all”. In this section, we dive further into the impli-
cations of what happens to our portfolio, by considering the case where we hedge with (a)
the real volatility, and (b) the implied volatility.

Hedging With the Real Volatility. Suppose we happen to be bang-on our estimate of the
real volatility matrix in our A-hedge, i.e. let o,(, X;) = o,(t, X;) a.s. V¢ € [0,T], then
(e, X ¢) = 0 and the present valued profit-&-loss amounts to

P&LY = Vi — Vg,

which is manifestly deterministic.? However, we observe that this relies crucially on us
holding the portfolio until expiry of the option. Day-to-day fluctuations of the profit-&-loss
still vary stochastically (erratically) as it is vividly demonstrated by combining equation
(1.9) (where h = i) with equation (1.6) (where i = r):

dIT = L u[Dx, X,:(1, X,)Dx, V2, V/]drt
+V, (V,i —V/)e {(utr—rﬂ,—i—q,) OXtdl-l-DXtO'r(t,)N(t)dm},

cf. the explicit dependence of the Brownian increment. As for the profitability of the A-
hedging strategy, this is a complex issue which ultimately must be studied on a case-by-
case basis. However, for options with positive vega,'” it suffices to require that the real
volatility everywhere exceeds the implied volatility.

° Obviously, this can only be the case if there is no underlying state variable.

10 A clear example of vega being manifestly positive would be European calls and puts, which satisfy the

assumptions needed to derive the Black-Scholes formula. Explicitly, v = % =S8 9T g (d))T—1 >

0 where ¢ is the standard normal pdf and ¢ has the usual definition.
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Mark-to-market (P&L)
Mark-to-market (P&L)

T ,M
-,._,,f,:,,,&.

'2t| ‘2.1|5 z ‘Jtl 0.15
Time [years] Time [years]

Fig. 1.1 Left: Delta hedging a portfolio assuming that 6, = o,. The parameter specifications are: r = 0.05,
u=0.1,0,=0.2, o, =0.3, Sy = 100, K = 100, ¢ = 0 and T = 0.25. The portfolio is rebalanced 5000
times during the lifetime of the option. Observe that while the P&L fluctuates randomly along the path
of S; due to the presence of dW;, the accumulated P&L at the maturity of the option is the deterministic
quantity Iy = e'T (Vi — Vé). From the Black-Scholes formula it follows that Vjj = 6.583 and V& =4.615s0
ITy—; = 1.993. The fact that our ten paths only approximately hit this terminal value is attributable to the
discretisation of the hedging which should be done in continuous time. Right: Delta hedging a portfolio
assuming that o, = ;. The parameter specifications are as before. Evidently, the accumulated P&L stays
highly path dependent for the entire duration of the option. However, the curves per se are smooth, which
highlights that dIT' does not depend explicitly on the Brownian increment.

Hedging With the Implied Volatility. Suppose instead we hedge the portfolio using the
implied volatility matrix (¢, X;) V¢ € [0,T], then the associated present-valued profit-&-
loss is of the form

: T N .
P&l =1 / e forudu Dy 324(6, X,)Dx, V2, V/]dt.
0

As we find ourselves integrating over the stochastic process X, this profit-&-loss is mani-
festly stochastic. Notice though that dIT/ here does not depend explicitly on the Brownian
increment (the daily profit-and-loss is &'(dt)) which gives rise to point that “bad models
cause bleeding - not blow-ups”. As for the profitability of the strategy, again this is a com-
plex issue: however, insofar as X,;(r, X,) o V2 _Vi is positive definite a.s. for all t € [0, T,
then we’re making a profit with probability one. To see this, recall that the trace can be
written as'!

tr[DXt Zri(tﬂ X’>Dxrvimv;] = XIT(E”(I7 Xf) o Via;vti)Xf?
In particular, if X,;(r, X,) o V2_V/ is positive definite at all times, i.c.

Vte[0,T] VX, eR": X[ (X,i(t,X,)oV2 V)X, >0,

1 This follows from the general identity for matrices A and B of corresponding dimensions: xT(A oB)y =
tr[DxADyBT] where x and y are vectors.
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then P&LL > 0. A sufficient condition for this to be the case is that X,;(, X,;) and V2_V/
individually are positive definite V¢, as demonstrated by the Schur Product Theorem.

Wilmott’s Hedge Experiment. The points imbued in the previous two paragraphs are
forcefully demonstrated in the event that there is only one risky asset in existence, the
derivative is a European call option and all volatilities are assumed constant. Based on
Wilmott and Ahmad, Figure 1.1 clearly illustrates the behaviour of the profit-&-loss paths
insofar as we hedge with (a) the real volatility, and (b) the implied volatility. Again, the
main insights are as follows: hedging V; with the real volatility causes the P&L of the
portfolio to fluctuate erratically over time, only to land at a deterministic value at maturity.
On the other hand, hedging V;/ with the implied volatility yields smoother (albeit still
stochastic) P&L curves. Nonetheless, here there is no way of telling what the P&L actually
amounts to at maturity.

Rather perturbingly, both strategies blatantly suggest the relative ease with which we
can make volatility arbitrage. Specifically, assuming that the historical volatility is a rea-
sonable proxy for the real volatility, Ohist = O, and that G5 > 0; (Chist < 0;), it would suf-
fice to go long (short) on the hedge portfolio for P(P&Lt > 0) = 1 and P(P&Lt > 0) > 0.

Reality, of course, is not always as simple as our abstract idealisations, wherefore we
dedicate section four to an empirical investigation of Wilmott’s hedge experiment.

1.2.3 Applications

Due to the presence of the real volatility, the exact nature of which transcends our epistemic
domain, one might reasonably ponder whether the Fundamental Theorem conveys any
practical points besides those of the preceding subsection. Using two poignant (even if
somewhat eccentric) examples, we will argue that the gravity of the Fundamental Theorem
propagates well into risk management and volatility surface calibration. Zero rates and
dividends will be assumed throughout.

Example 1.1. Let V,(T,K) be the price process of a European strike K maturity T call or
put option, written on an underlying which obeys Geometric Brownian Motion, dX; =
w-X;dt + 0,.X;dW;, where U,, o, are constants. Suppose we A-hedge a long position on V;
at the implied volatility, o, = o;, then the Fundamental Theorem implies that

. T .
path =1 [ (o? - o})XPrar,
0

where .
" Xon/T —t
is the option’s gamma, ¢ : R — R, is the standard normal pdf and

)

di = o= {In(X,/K) + 307 (T —1)}.
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Since V¢ I’ > 0 the strategy is profitable if and only if 2 > 0'1-2. Furthermore, by max-
imising the integrand with respect to X; we find that the P&L7, is maximal when

X* = Ke2% (T=1)

)

Specifically, upon evaluating the integral explicitly we find that

; T K
max P&LL = ([ — — (02 — 6?2).
X T o Gi( r i )
Using elementary statistics we can compute a confidence interval for the real volatility
based on historical observations. Hence, we can compute a confidence interval for the
maximal profit-&-loss we might face upon holding the hedge portfolio till expiry.

Example 1.2. Let V; = C,(T,K) be the price process of a European strike K maturity 7 call
option written on an underlying price process X. As in (1.2) we assume the fundamental
dynamics to be of the form

dX, = (X)X, dt + o,(t, X)X, dW,;,

where X, is defined as the (1 + m)-dimensional vector (X;;x;) and X is a state variable.
Also, we suppose

T ~
E{ / o}(z,x,)x,zdr} < oo,
0

and that there exists an equivalent martingale measure, Q, which renders X; a martingale
(recall the risk free rate is assumed zero): '

dX, = 6,(t, X)X, dW2.

Now consider the admittedly somewhat contrived scenario of a A-hedged portfolio,
long one unit of the call, for which o}, and o; are both zero. 13 The associates value process
is

I = CI(T,K) + B, — &:CH(T.K) - X = (X, — K)" + B, — Lo ) X, (1.11)

12 Obviously, such an existence claim is not altogether innocuous. Indeed, the measure change is here
further complicated by the fact that we have not made formal specifications for the dynamical form of
the state variable ;. However, insofar as we adopt the standard dynamical assumption dx; = m(x;)dt +
v(x:)dW; + 5 (x;)dW;, our existence claim is tantamount to positing the existence of a market price of
risk vector @ € R which renders the process L(T) = Lx (T )L (T') a true martingale, where

T u,(t,X T 2, X
Lx(T)EeXp{— L’N’)dwt_% L’N’)m}
0 o.(t,X,) Jo o2(1,X,)

and

T T
LX(T)Eexp{—/ e,Tth—%/ |0,|2dt},
0 0

13 To be precise, the contrived part is the assumption that the call trades at zero volatility; less so that we
hedge it at zero volatility. The latter corresponds to a so-called stop-loss strategy, see Carr [8].
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where 1x -k is the indicator function. The important point here is that (X; — K )" may
be reinterpreted as the terminal pay-off of a strike K maturity ¢ call option (obviously,
the specification o;, = 0; = 0 is paramount here). Substituting (1.11) into the infinitesimal
form of the Fundamental Theorem,

dIt’ = 1(c?(t,X,) — 67)X?9%.CH(T,K)dr

T Uxx

we find that
d(X, —K)" +B, — Lix-x)X) = S67(t,X,)X?8(X, — K)dt, (1.12)

where we once again have made use of o; = 0, alongside the fact that 5'x1l{x,> k) 1s the
Dirac delta-function §(X; — K). Taking the risk neutral expectation of (1.12), conditional
on .%, the left-hand side reduces to
EC[LHS] = E2[d(X, — K) "]+ E%[dB; — 1 5, kydX)]

= dE¥[(X, — K) "]~ E¥[Lx, - gy dX]

= dCy(t,K) —EXEQ[1 1y, xydX,| )] (1.13)

=dCy(t,K) —E-[1y, >K}]EQ[er|Jz]]

=dCy(t,K),

E9[
E9[

where the second line uses r = 0 (whence dB; = 0), whilst the third line uses the law
of iterated expectations and the fact that EQ[(X; — K)*] is the time zero price of a strike
K maturity ¢ call option. Finally, the fourth line follows from the .%;-measurability of
11x,>ky}, whilst the fifth line exploits the martingale property EQ[dX;] = 0.

As for the right-hand side, define the joint density

fo_2 X (6%,x)do?dx = Q({c* < 6? < 6> +do?}N{x < X, < x+dx}),

then

= %/R+x25(x—1<)f§?(x){/R+02f§;(cz|xl :x)dcz}dxdt (1.14)
=1 | P8(x—K)f(x)E[6?(1,X,)|X, = x]dxd
K*fA(K)EQ[G3(1,X,)|X, = K]d1.

Recalling that dxEQ[(X; — K)1 x,- k3] = —E[1x,~ ], and 9k EQ[1 x, - k] = EQ[S (X, —
K)] we arrive at the Breeden-Litzenberger formula
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HUK) = 9k Ch(t,K). (1.15)
Combining equations (1.13), (1.14), and (1.15) we thus have that

dcy ~
(1K) = 0 Ch(1, K)KER 07 (1.X0)|X, = K],
which using the change of notation

Derman-Kani formula

14+ = T amounts to the celebrated Dupire-Gyongy-

orCy(T,K)

EQ[62(T,X1)|Xr = K] = ool
' SK292,.CH(T,K)

(1.16)
- see e.g. Dupire [12] or Derman and Kani [11]. Using some amount of extlrapolation,15
the righthand side is empirically measurable, hence (1.16) provides a way of calibrating
the volatility surface to observed call option prices in the market.

Remark 1.3. In Wittgensteinian terms we must “throw away the ladder” to arrive at this
final conclusion, [28] prop. 6.54. Hitherto, we have assumed that the real parameters (r) are
fundamentally unobservable, whilst the implied parameters (i) are those we are exposed
to in the market. Yet, no such distinction exists in the works of Dupire et al., whence the r
superscript in (1.16) really ought to be dropped.

Remark 1.4. The above derivation is arguably unconventional and neither rigorous nor the
quickest way to demonstrate (1.16). In fact, the entire point of setting ¢; = 0 is essen-
tially to extract the Ito-(Tanaka) formula applied to (X; — K) ™, from which Derman et al.’s
derivation takes its starting point. We keep the derivation here, as it provides a curious
glimpse into how two philosophically quite distinct theorems can be interconnected.

1.3 The Gospel of the Jump

Following remark 1.2, it is worthwhile exploring how the Fundamental Theorem can be
adapted to new terrain. For instance, it is well known that Brownian motion in itself does
not adequately capture the sporadic discontinuities that emerge in stock price processes.
Hence, it is opportune to scrutinise the effect of a jump diffusion process, which in turn
will give rise to another valuable lesson on the profitability of imperfect hedging.
Already, it is a well-known fact that exact hedges generally do not exist in a jump econ-
omy where the true dynamics of the underlying is perfectly disseminated (see e.g. Shreve
[23] or Privault [19]). It is thus of some theoretical interest to see how this preexisting
hedge error is further complicated under the model error framework of the Fundamental
Theorem. We note that this problem has been treated (with various degrees of rigour) in

14 We do this to emphasise that ¢ is the maturity of the option (not its value at time 7).

15 Exactly how to do this extrapolation has turned out to be sufficiently non-trivial to spurn numerous
papers and successive quant-of-the-year awards a-decade-and-a-half later, see Andreasen and Huge [3]
(pure local volatility), Guyon, J. and Henry-Labordere [18] (decorated stochastic volatility models).
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Andreasen [2] and Davis [10] when the hedge volatility is implied. Our main contribu-
tion is to generalise to the multi-dimensional framework with arbitrary specifications for
the volatility and jump distribution. For an overview of multi-dimensional jump-diffusion
theory we refer the reader to the appendix.

Suppose the real dynamics of the underlying price process obeys

dX; =Dx, [p(t,X,)dt + o,(t, X, )dW;] + Dx,_dY, (1.17)

where {Y;};>¢ is an n-dimensional vector of independent compound Poisson processes.
Specifically, the j™ component is given by

where {N/};>0 is an intensity-A; Poisson process, and {Z]};>1 is a sequence of rela-
tive jump-sizes, assumed to be i.i.d. square-integrable random variables with cumulative
distribution function (cdf) v; : R + [0, 1]. For shorthand, we shall refer to the vectors
A=A, A,..,A4)T and v = (v, va,...,V,)T as the intensity and cdf of Y;.

Oblivious to the true nature of (1.17), we imagine that pricing and hedging should be
performed (with obvious notation) under the tuple (¢, )\g, u?,o-h (t,X;),Q), where Q is
the risk neutral measure

J=1

T T n
dQy xe 0 = exp{/o psedW;— 3 A |y |*ds — Z(%%_’lh,j)T}

. . (1.18)
7 1Q 4,,Q
1 ﬁ PV %) o
=ikt A jdvy j(Z])
such that {¢; };>0 is a bounded adapted rn-dimensional process, and )\g, u? respectively

represent the jump intensity and jump-size distribution under Q. Specifically, the price of
an option with terminal pay-off g(Xr) is determined as

v =EQe i rlig(Xp)| #¥],
with the underlying supposedly driven by
dX, =Dx,[redt +0,(t, X,)dW, 2] +Dx, [dY; — A2 oE, o[Zi]]
with Z, = (Z},73,...,Z%)7, and Q has been specified such that

pn(t, X0) + AL 0B o[ Z1] + on(t, Xy )y = rit, (1.19)

is satisfied almost everywhere. '

16 1t should be clear the Q is not uniquely determined. In fact, for (1.19) to admit only one solution, we
would require that either (i) A, = )\g = 0 (there are no jumps), in which case we recover the standard
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Remark 1.5. We emphasise that (1.18) is a risk neutral measure transformation of the
hedge dynamics with the associated measure [P". This is to be contrasted with example
2 in subsection 1.2.3 in which @Q is the risk neutral measure of the real dynamics.

Theorem 1.2. The Fundamental Theorem of Derivative Trading with Jumps. Let
V, =V(t,X,) € €'2([0,0) x R") be the price process of a European option with
terminal pay-off Vi = g(Xr). Assume we at time t = 0 acquire such an option for
the market-price Voi, with the associated (not necessarily uniquely determined) im-
plied volatility o;(0,Xy). Furthermore, suppose we set out to A-hedge our posi-
tion, but remain under the impression that the correct volatility ought, in fact, to be
01,(0,X0), leading to the fair price Vg‘. Then the present value of the profit-&-loss
we incur from holding such a porifolio over the interval T = [0,T] is

. T ~
P&L} = Vg ~Vi+3 /0 e b (D, 3,(1, X,)Dx, V2,V dt,
T n . ,
+ /0 Y e Bl (AVEeX,o) = Xj-Zyd VAN (1.20)
j=1
— 1,3 (BUA ! (1, @)la-x, — X;u-E2(Z{10,V" )t |,

where '
AV X )=V X0 (b +8;28)) -V X, ),

represents the change in value of the option when the underlying jumps in the j"
component, and [& ] = 8; i is a unit vector in R".

Sketch Proof: The proof runs in parallel with that of theorem 1. Specifically, the analogue
of expression (1.6) is

dIT" = dVi —V V" e (d X" — (rie — q;) 0 X,dt) — ViV e dY, — 1, V/dr,
where d X °™ is the continuous part of (1.17) i.e.
dX&O" = Dy, [p,(t, X )dt + o0 (t, X, )dW).
Furthermore, in analogy with (1.7) and (1.8) we have the It0 formula
dvl = {9,V + Lula] (t, X)Dx, V2, V/'Dx 0, (t, X)]}dt + V.V ed XM,

n . .
+ Y VM X o (e +&,Z0)) — V"(t, X, )]dNY,
j=1

Girsanov theorem with ¢, = o, ! (pp, — re), or (i) when oy, = 0 (there are only jumps) in which case
)\;’Q = (pp —11t) ©E o[ Z;] where @ is Hadamard division.
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and the partial integro-differential equation for pricing purposes

rV =V + V.V e ((r—aq)o X))+ %tr[a;f(t,-’E)Dx,Vinsz,ah(t,X)]
X A E oV (o (14 €,Z)) = V(@) — ;2] 0,V (t,7)|a=x,

Combining these three expressions as above yields the desired result. g

Remark 1.6. The last two lines in (1.20) (which we denote by P&L;) represent the present-
valued profit-&-loss brought about by our inability to hedge the jump risk completely.
Letting J?h (dt x dz’) be a Poisson random measure with intensity

B, (dr x d2l)) = AL dedvy?,(27),

for j=1,2,...,n, we have that the jump contribution to the profit-and-loss may be written
as

T n . .
P&L; = /O /R Y e Bl AV, X, )~ X 0 VI (dr x dzy). (121
j=1

This highlights that if V is convex in all of its components (a property it will inherit from
the payoff function under mild conditions) then Vj: AV > 8Xj VAX; whence the integrand
in P&Lj is positive. Thus, our hedge portfolio actually benefits from jumps (in either
direction) of any of the underlying price process. Conversely, if we had shorted the option,
the hedge profit would obviously take a hit in the event of a jump (in Talebian terms,
holding a hedge portfolio with a short option position corresponds to “picking pennies in
front of a steam roller”!?). A vivid illustration of this point is provided in figure 1.2 for an
option written on a single underlying.

1.4 Insights From Empirics: On Arbitrage and Erraticism

Inspired by Wilmott’s theoretical hedge experiment, we now look into the empirical per-
formance of A-hedging strategies based on (I) forecasted implied volatilities and (IT) fore-
casted actual (i.e. historical) volatilities. Specifically, we are interested in the properties
of the accumulated P&L, insofar as we A-hedge, till expiry, a three-month call-option on
the S&P500 index, initially purchased at-the-money. We investigate a totality of 36 such
portfolios over disjoint intervals between July 2004 and July 2013. This involves market
data on both the underlying index and on options. Daily data on the S&P500 index is read-
ily and freely available. For option data, we combine a 2004-2009 data set from a major
commercial bank!® with more recent prices from OptionMetrics obtained via the Wharton
Financial Database.

171271 p.19, “’ Most traders were just “picking pennies in front of a steam roller,” exposing themselves to
the high impact rare event yet sleeping like babies, unaware of it.”

18 The bank shall remain nameless, but the data can be downloaded from

http://www.math.ku.dk/ rolf/Svend/http://www.math.ku.dk/~rolf/Svend/
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Fig. 1.2 Suppose we A-hedge a long position in an option with a convex pricing function. Insofar as a
jump in the underlying occurs, X; — X; + AX;, it follows that the value of the option will exceed the value
of the A-position. Hence, our net P&L benefits from such an occurrence. Obviously, the converse will be
true if we hold a short position in the option.

Whilst ATM call option prices straightforwardly are obtained from the data set, the
(forecasted) implied and actual volatilities require a bit of manipulation. In case of the for-
mer, we define the daily implied volatility, over the life-time of the portfolio, as the ATM
implied volatility of corresponding tenor obtained at the portfolio purchasing date (the re-
sulting volatility process is illustrated by the black curve in Figure 1.3). In case of the latter,
we require a suitable volatility model fitted to historical data in order to predict the “ac-
tual” volatility process. Specifically, we define the daily actual volatility, over the life-time
of the portfolio, as the conditional expectation of a volatility model which has been fitted
to market data from the previous portfolio period. In this context, we observe that models
with lognormal volatility dynamics generally have more empirical support than, say, Hes-
ton’s model (see Gatehral and Jaisson [16] and their references). The Exponential General
Autoregressive Conditional Heteroskedasticity model (EGARCH(1,1)) has proven partic-
ularly felicitous in the context of S&P 500 forecasting (see Awartani and Corradi [4]) - a
result we assume applies universally for each of the 36 portfolios investigated. Thus, we
hold it to be the case that daily log returns, r;, can be modelled as r, = u + &, where u
is the mean return, and & has the interpretation of a hetereoskedastic error. In particular,
& is construed to be the product between a white noise process, z; ~ N(0,1), and a daily
standard deviation, oy, which obeys the relation

fap i (1.22)
Or—1

|81_1| _ 2

617] T

logo? = g+ oy log 62 | + @y

where 0, 01, 0 and a3 are constants. The resulting volatility process is illustrated by the
light grey curve in Figure 1.3.
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Fig. 1.3 The top grey curve is the S&P500 Index plotted from July 2004 to July 2013 [units on right hand
axis]. The tic-dates on the time axis have deliberately been chosen to match the purchasing dates {ti}?il of
the 36 delta-hedged portfolios under investigation (each of which is of three months’ duration). The light
grey curve is the actual (stochastic) volatility estimated from a lognormal volatility model. Specifically,
every time segment between purchasing dates [t;,7;+1) reflects a Monte Carlo simulated forecast based
upon an EGARCH(1,1) fitted to market data from the previous time segment [t;,_;,7;). Finally, the black
curve is the three-month ATM implied volatility. Specifically, every time segment between purchasing
dates [t;,#;11) is a static forecast based upon ATM implied volatility data from the purchasing date #;. Both
volatility curves have their units on the left hand axis.

A few remarks on the estimated volatility processes are in order. First, we clearly see
that volatility can change dramatically during the life-time of a portfolio. We also see that
implied volatility typically is higher than actual volatility. This oft-reported result can be
explained theoretically by the stochastic volatility having a market price of risk attached,
see for instance Henderson et al. [15]. Finally, there is a clear negative correlation between
stock returns and volatility during the financial turmoil which followed the Lehman default
in September 2008. All in all, reality unsurprisingly turns out to be a bit more complicated
than the set-up in Wilmott’s experiment. Still and all, does its main messages carry over?
To test this, we perform a hedge experiment with the following design:

e For any given portfolio, we compute the daily implied volatilities {o;""}%3, and the
daily actual volatilities {Gta“}fil as outlined above. We assume there are 63 trading
days over a three months period (labelled by r = 1,2, ...,63) and let S;, r; and ¢; denote
the time ¢ value of the index, interest rate and dividend yield.

e For each of the two hedging strategies x € {6'™, 6!} we do the following: If 67 <

O'imp we short the call (y = —1); otherwise, we go long the call (y = +1). Then, we set

up the delta neutral portfolio ITy = By — '}/AlBS(xl)Sl + YC]?S(Gimp) s.t. IT; = 0, where
ABS(x1) is the well-known Black-Scholes delta.
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Hedging with Daily E-GARCH Volatilities

Ell

Hedging with Daily Implied Volatilities
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Fig. 1.4 Panels (a) (actual) and (b) (implied) show the path-for-path hedge error behaviour for the 36 non-
overlapping three-month hedges. Dotted paths correspond to cases where we initially take a long position
in the option.

e Fort=2,3,...,63 we do the following: compute the time ¢ value of the portfolio set
up the previous day: IT, = B,_je"—14" — yABS (x,)S,e414! 4 yCBS(5,""). The quan-
tity dP&L, = I, — IT,_; defines the profit-&-loss accrued over the interval [t — 1,1].
Next, we rebalance the portfolio such that it, once again, is delta-neutral, I, = B, —
YABS (x,)S, + yCBS (0,™?), where B, is chosen in accordance with the self-financing
condition: I, = I7,.

e Finally, at the option expiry, we compute the terminal P&L, as well as its lifetime
quadratic variation, Y%, |dP&L,|?/63.

The 36 hedge error (or P&L) paths and the distributions of the quadratic variation of the
two methods are shown in Figure 1.4. Table 1.1 reports descriptive statistics and a statisti-
cal tests of various hypotheses.

[Quantity [Mean (m)[Std. Dev. (sd)|Notes (Hypotheses Tests)

Hedge error, 7.7 17.3 The mean hedge error is statistically greater than zero

actual volatility (p-value = 1%) when we hedge with the actual vol. forecast.
Hedge error, 7.7 15.6 The mean hedge error is statistically greater than zero
implied volatility (p-value = 1%) when we hedge with the implied vol. forecast.

We cannot reject the hypothesis that the standard deviations
sdye; = sdimp are distinct (p-value = 55%).

Quadratic var., 1.2 2.1

actual volatility

Quadratic var., 0.81 2.0 The mean quadratic variation of the hedge error when
implied volatility we hedge with the actual vol. forecast is statistically

less than the quadratic variation when we
hedge with the implied vol. forecast (p-value = 1.4%).

Table 1.1 Summary statistics and hypothesis tests for different hedge strategies.
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First, we note (top panels figure 1.4) that even though implied volatility typically is
above actual volatility, this far from creates volatility arbitrage. Hedge errors for the two
methods readily become negative. A primary explanation for this is the randomness of
volatility. Our A-hedged strategy only makes us a profit if realised volatility ends up “on
the right side” of initial implied volatility. And that we don’t know for sure until after the
hedging period is over; we have to base our decisions on forecasts; initial forecasts even,
for the fundamental theorem to apply. Notice though that the averages for both hedge
errors are significantly positive. This shows that there is a risk premium that can be picked
up, most often by selling options and A-hedging them. Because the hedge is not perfect,
this compensation is anticipated. The question is, is it financially significant? In theory
the hedged portfolio has an initial cost of zero, so it is not obvious how to define a rate
of return, but the initial option price would seem a reasonable (possibly conservative)
benchmark for the collateral that would need to be posted on a hedged short call option
position. From column three in Table 1.2 the average option price is $ 49.2. Comparing this
to the means (~ 7.7; remember this is over a three-month horizon) and standard deviations
(~ 15.5; ditto) of the hedge errors in Table 1.1 shows that the gains are also significant in
economic terms. Put differently, a crude calculation

7.7
4- 17 -0.02

433
gives annualised Sharpe-ratios around 1.

If we look just at the terminal hedge errors, then the difference in riskiness (as
measured by standard deviation) between hedging with actual and hedging with implied
volatility is in no way statistically significant (the p-value for equality of variances is 55%).
Also, the correlation between the terminal hedge error from the two approaches is 0.97.
However, if we consider the quadratic variations as the measure of riskiness, then the pic-
ture changes. The average quadratic variation of the implied hedge error (0.81) is only
two-thirds of the average quadratic variation of the actual hedge error (1.2) (a paired ¢-test
for equality yields a p-value of 1.4%).

All in all this shows that volatility arbitrage is difficult, but the following insight from
Wilmott’s experiment stands: If you are in the business of hedging, then the use of implied
volatility should make you sleep better at night.

1.5 Conclusion

In the world of finance, no issue is more pressing than that of hedging our risks, yet re-
markably little attention has been paid to the risk brought about by the possibility that our
models might be wrong. To remedy this deplorable situation, we have in this paper de-
rived a meta-theorem that quantifies the P&L of a A-hedged portfolio with an erroneous
volatility specification. Meta- to the extent that one of the constituent parameters (the real
volatility) is transcendental; yet, also a theorem with some very concrete “real world”
corollaries. For instance, it was shown that hedging with the implied volatility gives rise



22 Ellersgaard, Jonsson & Poulsen

to smooth (i.e. &(dt)) P&L-paths, whilst any other hedge volatility yields erratic (i.e.
O(dW;)) P&L paths. In a somewhat quirkier context, the Dupire-Gyongy-Derman-Kani
formula for volatility surface calibration was shown to be a corollary.

Whilst the theorem proved in section one is more general than the versions typically
found in the literature, it does not go far enough. Extensive empirical support has been
added to the case of discontinuities in the stock price process: thus, in the Gospel of the
Jump we extended the Fundamental Theorem to include compound Poisson processes,
which came with the revelation that jumps unambiguously hurt you when you try to hedge
short put and call option positions.

One of the most conspicuous implications of the Fundamental Theorem is undoubt-
edly the apparent ease with which arbitrage can be made: e.g. in the constant parameter
framework of Wilmott’s experiment, a free lunch is guaranteed insofar as we can establish
max{o;,0;} (in case of the former, we go long on the option - otherwise, we short it).
Studying this strategy empirically, we find that the mean P&L indeed is in the positive;
nonetheless, qua a significant dispersion the profit readily turns negative: the statistical
arbitrage accordingly relies on us being willing to take so some significant hits along the
way. Indeed, this is without even factoring in the non-negligible role of transaction costs.
On the other hand, there is strong evidence that hedging at the implied volatility does yield
smoother P&L paths.
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Appendix: Multi-dimensional Jumps

In this section we establish Girsanov’s Theorem and a pricing PDE for multi-dimensional
jump-diffusion models. The equivalent results for 1-dimensional models are ubiquitous -
see for instance Cont and Tankov [16], Privault [19] or Runggaldier [43].

The Radon-Nikodym Derivative

A Generalised Girsanov Theorem for Jump-Diffusion Processes. Let { W; } 1€[0,T]
be a d,,-dimensional vector of independent Wiener processes on the filtered prob-
ability space (Q,.7,P,{F},cj0,r]). One the same space, let {Y;};c(o7) be a dy-
dimensional vector of independent compound Poisson processes, the i component
of which is

N
Ytl = Z lew
k=1
where N} ~ Pois(A;), 4; > 0 is an intensity parameter, and {Z! };cy is a sequence of

i.i.d. random variables with jump distribution dv;(z). Finally, let {9, };c(o7] be a d,,-
dimensional Girsanov kernel (some bounded, adapted process), then the processes

t ~
{W,@::vv,— / ¢sds} , and {%2:=Y,-2%0E,qo[Z]}
0 IE[O T] Z‘E[O,T]

are martingales under the probability measure QQ defined as

n N 2Qave(z A
dQ, y0.,0 = E(@xW)(T)- e~ T -2T
¢7}\@7 Q ((P )( ) HkI_I ldv,(Z’

I
where & (¢ xW)(T) = eld 0:24Wi=3 Jo 10,45 i the Doleans exponential with re-
spect to W}, and we have defined A = (41,42, ..., A)T, and v = (v1, V2, ..., Vg, )T

Proof. The diffusion part is well known from Girsanov’s theorem and will not be treated
here. Instead we will show that for any bounded measurable function f : R% — R, the
following equivalence obtains

Exe,o[f(Y7)]|=Exn {f(YT)%} ;

for the defined measure Q. To this end, define Y, as the vector Y; with the upper limit of
the summation, N/, replaced by some fixed number /' € Ny for all i. Then the RHS can be
written as
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4 N 207
e Liti (%Q*MTEAW (Y9 H Ai7dvi(Z)

iliel Aidvi(Z))
Q d o dy
= A A Z Z P m{Nl :hl}
=0 nh=0 i=1
dy N QLde
Ex, "
o (SO TS50 o0 ),dv,(Z’ I
i > dy . . d\ h a{@dv )
— I AT P(NL = W) Es, | f
hE’O hdyzz'og (V7 JEx ,I_!krl Adv,(Zl)
had o dy AT Q
B SN hY s : ﬂ A2av(zi)
= e i=1\" .
héo hc;()iI:Il k't v |/ H,H /ldv,(Z’

oo oo d) e—)LI T(AQT)h" h : (Z;{) i
= hlz_o uhdyZOl 1 kl‘ /]Rhl hd‘ f( )I:_]l:kI;Il dvl(z;'() i(Zk)
) =) d) e—l T AQT h[ d\ ht
SRR M) | R /R [ PODTITT v
=0 pdy—gi=1 e e
- Loy H@ =) Exa e /(%]
hl'=0 =1
= > dy . . dy . )
=Y - ¥ Q| NN =H} | Exapo [F(¥D| NG = K}
=0  pb=0 i=1 i1
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which by the law of total probability corresponds to the LHS, Eyq ,o[f(Y7)] as desired.
To show independence of increments under Q, let & = dQ/dP(s), and let f and g be two

bounded measurable functions. Suppose s <t < T then

Exe ol f(¥5)8(Y; = Y)] = Ex o [f(Yo)g(Y: - Y;)&/]
= EA.,V[f( S)és}EA u[ (Y; - K)ér/és]
=Exp[f(Y5)E]Exu[g(Y: — Y0)&]
=Exo o[/ (Y))]-Exo0le(Y; - Y))].
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Measure Changes in Jump-Diffusion dynamics

To appreciate the gravity of this result, consider the jump-diffusion dynamics of the n-
dimensional stock price process

dX, =Dx, [u(t,X;)dt + o (t,X,)dW;)+ Dx,0(t, X,_)dY; (1.23)

where Dx, =diag(X;;—, X2 ..., X~ ), p:[0,00) X R" = R", & : [0,00) X R" R
and  : [0,0) x R" — R™*%_ For the purposes of no-arbitrage pricing we want to determine
the measure (Q such that the discounted process

3
X; = e hrdix,

is a martingale. From Ito’s lemma, it can readily be deduced that

dX[ =Dx [(u(t,X;) —rie+0(t, X)) Ao E, [ Z1])dt 4o (t, X, )d W]
+DY%, 0(t,X,)(dY; —AoE,[Z]dt),
where we have added and subtracted 6 (¢, X;)A\oE,, [ Z;dt, where Z := (Z},Z3, ...,ny)T.
Using the measure transformation in the theorem above this transforms to

dX; =D [(u(t, X)) = rie+0(t, X)AY 0 E 0 [Z1] + 0 (¢, X, )9, )dt + o (1, X, )dW, 2
+D%, 0(t,X,-)dY;%.

Hence, X is a Q-martingale iff the tuple (¢;, AQ,v2, Q) is chosen such that

w(t, X)) +6(t, X)AYoE o[ Z1] +o(t, X,)$, = 11, (1.24)

almost everywhere. Needless to say, the infinite number of tuples which satisfies the no-
arbitrage condition (1.24) ruins our chances of establishing unique prices for financial
derivatives depending on the underlying jump diffusion dynamics. This is obvious by re-
calling that the discounted price process of V also should be a martingale, whence:

T
V(t, X)) = E, yo 0 [e*fr "‘d”g(XT)} , (1.25)

where g(X7) is the terminal pay-off.

Example: The Merton Model.

Let S; be the price process of a stock which obeys the following dynamics under the P
measure, S; = Spett oW+t or in differential form

ds; = S,[(u+ 2o?)dt + 6dW,] + S, (% — 1)dN,.
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Transforming to the measure'” QQ 10 yo We have W; = W,@ and
dS, =S, [( + 10? + ACE g [¢” —1])dr + 6dW,?)
+8,_[(e? —1)dN, — AUE o [e? —1]d1],
which implies the no-arbitrage condition
r=p+1c? +A%K o[e" — 1],

and, of course, S; = Soexp{ur + oWl + Y;}. Assume {Z; }ren is a sequence of indepen-
dent N(§,¢?) distributed random variables under Qo s yo- Then by the law of total ex-
pectation, the value of a derivative paying out @ (S7) at maturity is

0. (A
Vi=e rT—ANT Z ( o ) Et,AQ,VQ [@(S[€#T+k6+x)]7
k=0 :
where T:=T —t and
k
=o(Wr —W;)+ Y. (2 — 8) ~N(0,0%T+k(?).

i=1
In particular, if the option is a vanilla call, @(S7) = (St — K)™, we find that

1.2
65+2§ B

_ —rt—AQr - (AQT)k
Vi=e k:ZO k!

1
E, 100 [(Ste(rfjcﬂ,ﬂ@( D) T+kS+X _K)Jr]

:e_r'f—k@’r i (A’Q(i‘i )) CBS< kCz AQ( 5+2€ 1)t+kd K o +L r, T)

k=0

where CBS := CBS(S,,K ,o2.r, 7) is the Black-Scholes price. The first line follows from
the no-arbitrage condition alongside

1
Eve [ezl] =2 ¢ :
The last line from the relation
1
e B [(xeX 27T _ k) = CBS (x, K, /7, 1, T),

where v := 627 4 k{?. Hence the value of a call option under a jump-diffusion dynamics
can be written as an infinite superposition of Black Scholes call prices.

19 Strictly speaking, this is not Merton’s choice of measure. He assumes the jump intensity and distribution
to be invariant under P — Q, while the Wiener process changes.



28 Ellersgaard, Jonsson & Poulsen

PIDE Methods

The Partial Integro-Differential Pricing Equation (PIDE) Consider a jump dif-
fusion dynamics of the form (1.23), and let V; = V (¢, X;) be a derivative the value of
which is contingent upon it. Let (¢;, A2, 22, Q) be a tuple such that the no-arbitrage
condition (1.24) is satisfied. Then

dX, = Dx, [riedt +o(t, X,)dW2] + Dx, 6(t,X,_)[dY; — AQoE, o[ Z]dr]],
and V; = V (¢, x) satisfies the PIDE

Vi = 0V +rxe VgV, + su[oT(t,2)Dy V2, ViDgo (t,x)]
d, .

+E oL ANV (o (14 0.4(1,)Z)) —V (¢, 7)}

— (D0(t,2)A%0 Z1) 0V, V (1)),
where V, is the gradient operator, V2, is the Hessian operator, ¢ := (1,1,...,1)T €
R”, and 6. ;(t,x) denotes the i column of the matrix 6(¢,z). Particularly, when
n=dy and 6 = [ is the identity matrix then

V= 0,\Vi+rixeV,V,+ %tr[a’T(t7 m)DwVin,Dwa(t, )]
+Y0 ARE o[V (o (L +&Z1)) — V(t,®) — xiZidyV (t,2)),

where &; is a unit vector in the i direction.

Proof. Suppose a jump occurs in the i component of the compound Poisson process Y;:
Y/ =Y +Z,. From the governing dynamics (1.23), this means that the stock price process
jumps by AX; = X;_ o (¢+0.;(t, X, )Z!). Defining the continuous SDE

dXM = Dy, [redt + o (t, X,)dW%] —Dx, 60(t, X, )ACoE o[Z]d1],

we find by Ito’s lemma,

dv(t,X,) = oV (t,X,)dt + V.V (t, X,) e d X
+ o T (6, X, )Dx, V2, V(t,X:)Dx, 0 (t, X,)]dt
FYS (VX +AX,) - V(t, X, ))dN]
=9V (t,X,)dt + V5V (t,X,) e (Dx,r;1)dt
+VLV(t,X,) e (Dx,o(t, X;)dW,2)
—V.V(t,X;)e(Dx, 8(t,X; )ALoE o[Z)])dt
+ L[0T (1, X, )Dx, V2,V (1, X,)Dx, o (t, X,)|dt
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FER V(Xm0 0+ 040, X,-)Z2y)) = V (1, X,-))aN]
= QV(t,X,)dt + VoV (1,X,) e (Dx,r,t)dt
—V.V(t,X,)e(Dx, 0(t,X, )AQoE o[Z)])dt
+ o T (6, X, )Dx, V2,V (t, X:)Dx, 0 (t, X,))dt
+ 20 ALE o [(V(E o (o + 0.4, 2)Z))) ~ V(t,2))] ,_ . dt
+ VoV (t,X,)e(Dx,o(t, X, )dWS2)
X0 V(X0 (04 0,41, X,2)ZL,) =V (1, X, ))aN]
~APE o [(V(Emo (b4 0.5(1,2)Z))) — V(1,2))] ,_x, dt}.

Under Q, the expectations of the diffusion term and the compensated jump terms (the last
three lines) vanish. Furthermore, since

V=T hndiy (1 X)),
is a Q martingale; dV;* should be driftless. These facts jointly imply that

— r[V(t, X,) + 3,V(I,Xt) +rDx,te VwV(t,X,)
—V.V(t,X;)e(Dx, 6(t,X; JAQoE o[Z])

+ Lt[oT(1, X,)Dx, V2,V (1, X,)Dx, o (t, X,)]

I ARE, o (Vi @o (4 0.,(1.@)2)) ~V(1,@))],_y =0,

which essentially is what we wanted to show. O
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Appendix B: Data

Ellersgaard, Jonsson & Poulsen

Contract ATM strike Option price P&Lacl P&L'}np]led | Q. zetual | Q.V,implied

07-Jul-2004 1118.3 36.5852 12.2045 15.1591 0.5269 0.2615
05-Oct-2004 1134.5 33.0392 5.8372 5.0520 0.1683 0.1386
05-Jan-2005 1183.7 34.7050 11.4080 13.6705 0.1975 0.1759
06-Apr-2005 1184.1 34.9985 7.3072 9.0917 0.3162 0.1693
06-Jul-2005 1194.9 34.4864 11.9818 10.5282 0.2974 0.0894
04-Oct-2005 1214.5 37.8141 7.2779 7.4261 0.5384 0.1670
06-Jan-2006 1285.4 37.1621 12.6952 12.4934 0.1539 0.1406
07-Apr-2006 1295.5 38.2703 0.0765 0.5022 0.2827 0.2444
07-Jul-2006 1265.5 45.5356 15.3714 13.7452 0.3655 0.1974
05-Oct-2006 1353.2 42.7682 12.6179 12.6400 0.0904 0.0945
08-Jan-2007 1412.8 45.4682 -5.0096 2.1741 2.4476 1.0569
09-Apr-2007 1444.6 47.0689 19.4885 7.4564 0.7699 0.0865
09-Jul-2007 1531.8 55.8378 -11.4976 -7.5524 1.8603 1.1396
05-Oct-2007 1557.6 63.1625 1.6451 -1.2115 1.2330 0.4542
09-Jan-2008 1409.1 74.2874 9.6117 9.6158 1.1975 0.6555
09-Apr-2008 1354.5 66.2276 17.3617 19.0049 0.8019 0.6270
09-Jul-2008 1244.7 62.8179 -56.9636 -47.0345 8.0872 10.4193
07-Oct-2008 996.2 83.8510 55.3847 51.8900 9.7721 6.4129
09-Jan-2009 890.3 69.9489 14.1892 3.2637 3.0947 0.4083
10-Apr-2009 856.6 62.9702 30.2400 27.2551 0.5701 0.4336
09-Jul-2009 882.7 49.8464 -12.4499 -9.8467 0.1245 0.1039
07-Oct-2009 1057.6 49.0640 17.0496 18.0507 0.2944 0.2135
07-Jan-2010 1141.7 42.2410 16.4989 16.4106 0.2595 0.1990
09-Apr-2010 1194.4 36.6784 -10.3121 -9.5031 0.5463 0.5578
09-Jul-2010 1078.0 52.2001 15.6833 17.6455 3.0501 0.3326
07-Oct-2010 1158.1 50.6050 20.7394 19.8607 0.1926 0.2166
06-Jan-2011 1273.8 43.6970 9.4015 11.7384 0.3762 0.2400
07-Apr-2011 1333.5 44.7866 13.3942 13.8116 0.3490 0.3055
08-Jul-2011 1343.8 43.0900 -3.8722 3.8883 0.1692 0.3196
06-Oct-2011 1165.0 73.4417 14.3245 16.8015 0.8601 0.7112
06-Jan-2012 1277.8 53.9770 -17.4158 -21.6739 0.3472 0.1853
09-Apr-2012 1382.2 48.9735 -9.7517 -9.9641 0.4760 0.4018
09-Jul-2012 1352.5 47.5814 15.8417 15.4475 0.3181 0.3184
05-Oct-2012 1460.9 42.9608 11.2648 9.0422 3.0925 0.8156
09-Jan-2013 1461.0 43.7355 17.6935 14.7094 0.2747 0.1360
11-Apr-2013 1593.4 39.2535 9.4000 6.6261 1.0037 0.7546

Table 1.2 The first column lists the purchasing dates of the 36 contracts. Column two shows the ATM
strikes at which the contracts are purchased and column three show the prices at which this happens. The
fourth column gives the terminal P&L for each contract, when the hedge is performed with an “actual”
(EGARCH(1,1)) volatility forecast. Column five likewise, but when the hedge is with the implied volatil-
ities. Finally, columns six and seven give the quadratic variation, defined as Xf\’:l |dP&L;|? /N, where
N = 63 is the number of trading days, for the entire actual and implied paths respectively.
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Abstract Analytic solutions to HIB equation in mathematical finance are relatively hard to
come by, which stresses the need for numerical procedures. In this paper we provide a self-
contained exposition of the finite-horizon Markov chain approximation method as cham-
pioned by Kushner and Dupuis. Furthermore, we provide full details as to how well the al-
gorithm fares when we deploy it in the context of Merton type optimisation problems. As-
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including multidimensionality and the positive probability requirement, the question of
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2.1 Introduction

It is well known to anyone who has dabbled in continuous time continuous state stochas-
tic financial control problems that searching for closed form solutions is an onerous and
all-too-often fruitless endeavour. Given the far-reaching scope of the field, from classi-
cal portfolio optimisation a la Merton [12], [35], to modern day market micro-structure
as in Almgren [3], and Stoikov et al. [6], it is quite clear that numerical control proce-
dures are called for. Indeed, a plurality of such methods already prevails, from hands-
on discretisations of the Hamilton-Jacobi-Bellman equation (see e.g. Forsyth et al. [24],
[27]), to the employ of sophisticated forward-backward SDE techniques (see e.g. Ludwig
et al. [17]). Most prominently, perhaps, stands Kushner and Dupuis’ monograph on the
so-called Markov chain approximation method [31], which although predominantly con-
cerned with control-independent diffusions, straight-forwardly can be generalised in this
direction, [16]. This paper pertains to this latter method, the central premise of which is to
substitute the continuous time continuous state controlled state process by a discrete time
discrete state Markov chain. As shown in [31], by choosing the transition probabilities of
the Markov chain based on standard finite difference discretisations of the governing PDE,
convergence can be established.

The purpose of this paper is two-fold: first, it serves as an exegesis of the Markov
chain approximation method for anyone who seeks a swift and comparatively unconvo-
luted theoretical overview of the area. To this end, even numbered sections aim to equip
the reader with the fundamental theoretical tools needed in order to implement numerical
control problems in simple environments where uncertainty is driven by a Brownian mo-
tion. For the reader well-versed in the Markov chain approximation method, these sections
can safely be skimmed if not downright skipped. The second, and arguably more intriguing
part of this paper, is the odd numbered sections, which provide a detailed account of just
how well the Markov chain approximation method fares when we deploy it in a Merton
type portfolio optimisation context. As it will soon become clear, actual implementations
require a non-negligible amount of Fingerspitzengefiihl, the key lessons of which are not
communicated by Kushner and Dupuis. For example, inexact boundary conditions turn out
to have a corrosive effect on the accuracy of the numerical controls for a rather large region
into the finite difference grid. However, we show that if an exact relationship between ad-
jacent grid nodes can be established, this problem altogether dissipates. Another question
concerns the sanctity of one of the central requirements of the algorithm: positive transi-
tion probabilities. Given the prevalence of multi-dimensional problems for which negative
probabilities are hard to avoid, it is only reasonable to test how well the Markov chain
approximation method fares in this domain. Our numerical studies suggest that negative
probability schemes indeed have something to offer, although one must tread carefully.

Admittedly, this is not the first paper to deal the numerical implementation of Mer-
ton type problems. Clear examples include Fitzpatrick et al. [10] and Munk [22], [23].
Nevertheless, these papers all deal with the infinite horizon single state process case, and
only focus on the implicit implementation procedure. We, on the other hand, focus on
finite horizon investment problems both from an explicit and implicit perspective, with
generalisations to higher spatial dimensions.
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2.2 The Finite Horizon Stochastic Control Problem

We set out by restricting our attention to mono-dimensional controlled diffusion processes
over finite temporal horizons. Let T = [0, 7] where T < oo be the time interval of interest,
and let X; : Q x T +— R be the stochastic process (the state variable) we are trying to
control. As convention would have it, the latter is assumed to inhabit the stochastic basis
(2,7 ,F,P), where F = {FX},cr is the canonical filtration of X. Defining the mono-
dimensional Brownian motion {W, },;cT we stipulate the governing dynamics of X as

dXsa :b(S,X:X,OCx)dS—‘rG(S,X;X,Ots)dwh 2.1

where X* = x, and o, = (s, X;) is an .ZX -adapted Markovian control, which takes values

in the control space A C R™, and b and o are continuous functions b : T x R x A — R and

o : T xR x A — R chosen such as to guarantee the existence of a unique strong solution.!
The fundamental control problem we are trying solve is that of maximising

T S
W(t,x,0) = E, V e WPt f (5 X o) ds + e H Pudig(xf)] (2.2)

for all (f,x) € TxR and a € <7(t,x). Here, f : T xR x A — R is a running reward
function, whilst g : R — R is a terminal reward function, both of which typically are taken
to satisfy quadratic growth conditions. 8, = B(u,X*, o) is a function f : Tx R x A — R
which present-values the reward functions as appropriate. Finally, we denote by <7 (z,x)
the subset of controls which are admissible, i.e. the .#X -adapted A-valued controls which
minimally satisfy E[ [ [~/ Bed f(5 X, 0ty)|ds] < oo.

The crux of the matter is that the maximisation problem (2.2) is not exactly trivial.

Defining the (optimal) value function
V(t,x)= sup W(t,x,a), (2.3)
oed (t,x)

one may invoke the dynamic programming principle (DPP)

T s T
V(t,x) = sup K, V e I Pudu p (s XE o )ds+e I Pty (X)L (2.4)
ocd (t.x) !

for any stopping time 7, in order to set up the Hamilton-Jacobi-Bellman (HJB) equation
0=09,V +sup{—BV +b(t,x,a)d,V + 1c*(t,x,a) 0%V + f(t,x,a) }, (2.5)
achA

s.t. V(T,x) = g(x). The most striking feature of the HIB equation is arguably the change
in the supremum: while the original control problem asked us to optimise over the set
of A-valued control processes {c,s > 0}, we are now faced with “merely” having to

! Here, standard assumptions are that the SDE satisfies (I) the uniform Lipschitz condition 3K € (0,)
s.t. Vi € T, Vx,y € R and Y € A: |b(t,x,a) — b(t,y, )| +|o(t,x, &) — o(t,y,a)| < K|x—y|, and (I)
IE[‘[OT |b(t,0,)|* +|0(t,0, ®)|?dt] < . Notice though, that these are fairly strict assumptions which rule
out square root processes (CIR models).
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optimise over the set A. Insofar as a solution, ¢, can be found to (2.5) we may invoke a
verification procedure to check if ¢ coincides with the value function (i.e. to check if we
have indeed solved the problem). Assuming the technicalities above, it suffices to check if
(@) ¢ € €12([0,T) x R)NEO(T x R) and if (b) ¢ satisfies a quadratic growth condition.
The reader is referred to Fleming & Soner [21], Pham [18], and Ross [41], for details.

2.3 The Merton Problem: An Analytic Reminder

The benchmark result against which we shall be comparing most of our numerical pro-
cedures stems right from the foundations of stochastic control theory in continuous time
finance. Specifically, we are interested in Merton’s quintessential problem of portfolio
optimisation, [12], [35], over finite investment horizons T = [0, 7']. For the reader’s conve-
nience, we here provide a cursory overview of the problem.?

Let X be the running wealth of an investor who trades continuously in a risk free asset and
a stock, the respective price processes of which obey the usual dynamical equations

dBt = rBtdt7 and dSt = ,LLS[dl"‘ GSthVta

where r, il and o are constant parameters. If 6; : Q x T +— R denotes the total [dollar]
amount the investor has in stocks, and ¢, : 2 x T — R denotes his rate of consumption,
it follows from the self-financing condition that

dX8¢ =[rx8< 4 6,(u —r) — c;]ds + 6,6dW;, (2.6)

where Xte’c = x is the initial endowment (assumed non-negative). Deriving utility from
both his life-time consumption rate as well as his terminal bequest, the investor’s problem
is that of determining an optimal control pair (6,,c},) € </ (¢,x) s.t.

T
W(t,x,0,c) =E {/ e_ﬁ(s_t)u(cs)ds+e_mT_t)u(Xﬁ’C)} ) 2.7
i

is maximal, where

T T
A (t,x) := {(G,C) :/ c‘,der/ 02ds < o0 & X > 0 as. VIET}.
t t

The discount factor, 8, is assumed constant, and the utility function u : Ry — R is as-
sumed to be isoelastic, i.e. u(x) = x'~7/(1 —y), where 7y codifies the investor’s level of risk
aversion. In this paper we will restrict our attention to the root functions y € (0, 1). Setting
up the HIB equation
'
BV=0V+ sup {[rx—i— O(u—r)—cloV + 16262 9LV + 1} , (2.8)
(6,c)eRXR -7

2 For a more thorough survey we refer to Munk [15].
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s.t. V(T,x) = x'=7/(1 — ), we find the first order conditions:

(H=r) OV
o2 2V’

0*(t,x) = — and c*(t,x) = (a,V) /7. (2.9)
Using the ansatz V (¢,x) = g(¢)"x!~7(1 — ) ™!, where g is some deterministic function of
time, we can reduce this problem to a Bernoulli equation, the solution to which is

gt) =A (1 +[A—1]eAT1),

where A=[B—r(1—y)]/v— %(1 — ) [ —r)?/(¥*0?). Crucially, this allows us to calculate
explicit expressions for the first order conditions of (2.8) viz.

(—r)x

o7 H(t,x) = ——, (2.10)

g(t)
which, from verification, constitute the desired optimal controls.

0 (1,x) =

2.4 Towards a Trinomial/Explicit Markov Chain Approximation

2.4.1 Establishing the Approximation

Consider the discretisation .79 x Z" = {0,6,28,...,N6 = T} X {Xmin,*min + #,Xmin +
2h, ..., Xmin + Ih =: xmax } of the full state space T x R of section 2.2, where, xpi, and
Xmax are artificially imposed lower and upper boundaries, whilst 2 and J are fixed spatial
and temporal separations in the grid. Let {é,},z X |n € Ny} be a controlled discrete parameter
Markov chain on %" that approximates (in a sense soon to be spelled out) the controlled
process X*. The stochastic evolution of said chain is determined by the set of probabilities
{p"3(x,y|a,1) : x,y € "} where p"3(x,y|a,t) denotes the conditional probability that the
Markov chain jumps from state x to state y given that the control @ € A is applied at time 7.
Needless to say, if these probabilities are to be construed as Markov chain transition prob-
abilities, then they must satisfy the basic requirements of positivity and summing to unity.
Let a)'® = gh® (n8, &N ’8) denote the random variable, which is the actual control action for
the chain, applied at the discrete time n8. We say the control policy a® = {af’,’5 |n e Np}

for the chain is admissible provided that (i) aﬁ’a € A and (ii) the chain has the Markov
property under that policy:

hé hé . i )
PlEr, =yIEM°,a!°,i < n] = p"(EM® y]a}® nd).

Let <79 (n8,x) denote the set of admissible controls given that &, 9 = x at time n8. We
may then state the approximation to (2.2) as
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S hoy _ g ~xi L Bs.EN )5 ) h
w"°(né,x,a"°)=E Z j=n j f(is,&" )0

i=n

N 1 h,6 115
T IR BUBE 03 e | e } |
whilst the discretisation of the value function (4.1) is defined as
Vi3 (n8,x) = sup W (n8,x,a"?). (2.11)

a8 (n§ x)

Crucially, in order to secure convergence of V% (n8,x) to V(n8,x) as h — 0, it is incum-
bent that the Markov chain approximation is chosen in accordance with local consistency
conditions. Specifically, defining Ag‘,lf’ : én T 13 e require that sup,, , |A El ’5| —0
as h — 0 as well as /

10 (x,a) == EIAEIOIEND =0} = a] = b(n8,x,0)3 +0(8), 212
519 (x,) == B[(AGH — 1 (x,0) PIEM = x,ali® = a] = 02 (n,x,0)3 + 0(),
(2.12b)

Vx € #" and Va € A. Here o(y) is defined as a function which is small relative to y i.e:
limy_,00(y)/y = 0.

2.4.2 Extracting the Solution

Insofar as we have a locally consistent Markov chain approximation to X%, we may solve
for the discretised value function (2.11) through repeated application of the explicit DPP:>

V™ (n8,x) = sup | f(n8,x,a)8 +e PUOx Y phd(x yla, n§)V ((n+1)8,y)
ach yeggh

(2.13)
starting from the terminal condition V" (N§,x) = g(x) and working our way incremen-
tally backwards in time. As in a garden variety (linear) explicit procedure, the grid compo-
nent V9 (n§, x) is given entirely in terms of known quantities {V"%((n41)8,y) :y € 2"},
albeit with the added caveat that we must maximise the expression over all a € A at every
step in the process. Evidently, this aspect should (insofar as possible) be handled through
the employ of the associated first order conditions i.e. the a* which renders the partial

3 This equation is a one-step discrete approximation to (2.4) i.e.

V' (n8,x) = sup | f(n8,x,a)8 + e PO xR [vh-é (n+1)8,y)|Emd
achA

= x,af’l"s = a} }
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derivative of the RHS of (2.13) with respect to a equal to zero. A considerably more time
consuming procedure involves a search over a bounded mesh of possible controls at every
point in the grid .79 x "

The final piece left of the puzzle is that of how we go about constructing a locally
consistent Markov chain in the first place. A luminous “beacon in night” is in this con-
text a fairly flexible programme involving finite difference approximations of the govern-
ing differential equation. Specifically, consider the PDE formally satisfied by (2.2). From
Feynmac-Kac’s theorem we have

BW = oW +b(t,x,a)0W + 16> (t,x,a)IZW + f(t,x,a), (2.14)

or in explicit discretised terms

By sW'¥((n+1)8,x,a) =8~ W3 ((n+1)8,x,a) — W"® (n8,x,a)]
+b(n,x,a)ZW" (n+1)8,x,a) (2.15)
+ %62(n5,x,a)@3XWh‘5((n+ 1)6,x,a) + f(nd,x,a).
The key step consists of defining the difference operators %, and %2, such that equation
(2.15) yields transition probabilities which are uniformly non-negative. For this reason

we forgo the otherwise cherished usage of central differencing and propose the following
up-wind scheme:

o Ifb(t,x,a) > 0let W (t,x,a) = D} W(t,x,a) :==h ' W(t,x+h,a) —W(t,x,a)).
e Ifb(t,x,a) <0let ZW(t,x,a) = Dy W(t,x,a) :=h~ ' [W(t,x,a) — W(t,x — h,a)].
o Let Z22W(t,x,a) = h 2[W(t,x+h,a) —2W (t,x,a) + W (t,x — h,a)].

Defining [y]* = max{y,0} and [y]~ = max{—y,0}, items 1 & 2 may be written as

o b(t,x,a)DW (t,x,a) =h"'[W(t,x+h,a)—W(t,x,a)][b(t,x,a)]" —h~ ' [W(t,x,a)—W(t,x—
h,a)]b(t,x,a)]".

Substituting these approximations into (2.15) and rearranging we obtain

W (n8,x,a)
= (8h~'[b(nd,x,a)]" + 16h"*0*(nd,x,a)) W3 ((n+1)8,x+h,a)
+ (1—68B(nd,x,a)— Sh=Yb(nd,x,a)| — 6h~ 26> (nd,x, a)) Wh'ﬁ((n—i— 1)6,x,a)
+ (8h ' b(nd,x,a)]” + L8h 262 (n8,x,a)) WO ((n+1)8,x — h,a)
+ f(nd,x,a)d,

where we have made use of the fact that |y| = [y]T + [y]~. More succinctly, we can write
this (with obvious notation) as

W (n8,x,a) = ) P8 (x,y]a,n8)W"S ((n+1)8,y,a) + f(n8,x,a)8,
yejh
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where %" (x) := {x+h,x,x — h}, whence we have clear candidates for the transition prob-

abilities. However, p/® (x,x + h|a,n8), p"? (x, x|a,nd) and p"® (x,x — h|a,n§) do not sum

to unity. This prompts us to invoke a renormalisation: specifically, defining %h,é =

1/(1—68B(nd,x,a)) we propose the following

PO (x,x+hla,nd) = A0 (Sh7 b(nd,x,a)]" + 18h 6% (n8,x,a)),  (2.16a)

P (x,x|a,n8) = AP (1 8B (nd,x,a)
(2.16b)
— 8 |b(n8,x,a)| — 5h-2c;2(n5,x,a)),

P9 (x,x — hla,nd) = N° (8h7'[b(nd,x,a)]” + A8h *06*(nd,x,a)), (2.16c¢)

P (x,yla,n8) =0, Vy¢ %" (x), (2.16d)

which clearly satisfy ¥, sn p(x,y|nd,a) = 1. Furthermore, insofar as 1 > 8§ (nd,x,a) +
Sh71|b(nd,x,a)| +8h~2062(nd,x,a) ¥x¥nVa, or, equivalently,
8 < [B(nd,x,a) +h7Yb(nd,x,a))| —|—h7262(n5,x,a)] - , (2.17)

we can also guarantee the p/»9 (x,x|a,nd) stays uniformly non-negative (the requirement
of non-negativity is obviously satisfied by p™%(x,x + h|a,n8) and p"®(x,x — h|a,n§)).
Finally, it is easy to show that the probabilities satisfy the local consistency conditions
(2.12). Thus, for (2.12a) we find that

u(x,a) = h-p"(x,x+hla,n8)+0- p°(x,x|a,nd) — h- p"?(x,x — hla,n8)
= h A0 (8h7 [b(n,x,a)] " — Sh~ ' [b(nd,x,a)]")
= (1-8B(nd,x,a)) 'b(né,x,a)d
=b(nd,x,a)d6 +0(9),
as desired. Similarly, for (2.12b)

218 (x,a) = (h—b(nd,x,a)8)? - p"? (x,x + hla,n8) + (b(nd,x,a)8)* - p"® (x,x|a,nd)
+(=h—b(n8,x,a)8)*- p"° (x,x — h|la,nd) +o(8)
— (h2[5h—1 [b(n8,x,a)]" + 16h 262 (n8,x,a)]
+ W[5 [b(nd,x,a)]” + L6h 262 (n5,x,a)]> +o(5)
— (1-8B(nd,x,a))"! (30‘2(n5,x,a)) +0o(5)
= 62(n8,x,a)8 +o(9).

Hence, the proposed transition probabilities are locally consistent.
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Remark 2.1. In practice, the drift term b(nd,x,a) is often found to be a linear sum of
several different components. This allows us to deploy a method known as splitting the
operator, which can reduce the computational complexity of (2.16) somewhat. Suppose
b(n8,x,a) = YX_, bj(nd,x,a) and that we apply the upwind criterion to each compo-
nent of b individually rather than b as a whole. Specifically, writing b(nd,x,a) 2,W
as Y&, bi(n8,x,a)%,;W, suppose we choose a forward or backward differencing of
9,;W based on the sign of b;(nd,x,a) Vi, thus replacing [b(nd,x,a)]" in (2.16a) with
YX  [bi(nd,x,a)]*, and [b(nd,x,a)]” in (2.16c) with Y, [b;(n8,x,a)]”. The advantage
of this is apparent if the signs of the individual components are a priori given!

Remark 2.2. The skeptical reader might wonder whether our commitment to positive prob-
abilities is mandatory. After all, there seems to be a growing community of iconoclasts
who argue for the cogency of negative probabilities in finance, cf. Haug [13], Meissner
et al. [18] and Zvan et el. [29]. Unfortunately, this heterodoxy is a dangerous game for
our present purposes: specifically, upon proving convergence of the Markov chain approx-
imation from viscosity principles, Kusher and Dupuis assume the monotonicity property
(assumption A2.1. p. 449 [31]), which manifestly requires all probabilities to be non-
negative.* Thus, we shall continue to abide by the positivity criterion (here, equation
(2.17)), even though this inexorably will force us to adopt extremely small time steps
in a Mertonian context.

2.5 The Trinomial/Explicit Method and Merton’s Problem

The DPP (2.13) and its tripartite probability structure (2.16), naturally allows for two dif-
ferent algorithmic interpretations with clear analogies in numerical option pricing. On the
one hand, we can view it as recipe for a trinomial tree; on the other, as a full-fledged finite
difference grid. Whilst this prima facie might appear like a minor detail, the difference of
which boils down to algorithmic run time (the number of grid points evaluated), we shall
argue that the rabbit hole goes deeper. Specifically, if we opt for the finite difference inter-
pretation, then inevitably we will have to make specifications for the boundary points (a
somewhat nebulous endeavour). This issue is side-stepped with a trinomial model, albeit
at the cost of interlocking the number time steps with respect to the number of space steps,
thereby complicating the positivity criterion (2.17) further. We provide a full exposition
of these issues below: first, however, it is worthwhile phrasing the DPP and the associated
transition probabilities for the Merton problem.

In line with non-negativity assumption on financial wealth we restrict x to the state-space
R = {0,h,2h,...,Th = Xmax }. Let 8(n8,x) and c(nd,x) be the discrete controls of the
problem, both of which are supposed to be bounded by the interval [0, Kx], for some con-
stant K.> Then Vx € {h,2h,...,(I — 1)h} the DPP may be stated as

# For an illuminating account on convergence of numerical HIB schemes to viscosity solutions the reader
is referred to Forsyth et al. [24] particularly lemma 5.3 and theorem 5.1.

5 Bounding different controls by different constants is obviously quite feasible: the reader should make a
personal judgement call as to what makes sense in a given context.
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Vi3 (n8,x) =
1=y
wp |20 oo Y o io.cnoV (s, Y
(6,c)eERxR 4 - yegh (x)

where p"?(x,y|0,c,nd) is shorthand notation for p™%(x,y|6(nd,x),c(nd,x),nd) and
" (x) = {x+h,x,x — h}. Specifically, we define the transition probabilities

n,s _ 1 ~1 _ 15-202 2
p (x,x+h|9,c,n5)—1_6ﬁ<5h (rx+9(n5,x)(/.t r))+26h 9(n5,x)c7>,
h6 R S ST P _
p (x,x|9,c,n5)71_6ﬁ<1 5B —&h (rx+9(n5,x)(/.t r)+c(n5,x))
- 5h7262(n5,x)62>,
PO (x,x—h|0,c,nd) = 1—13[3 (8h'c(nd,x) + $8h 6% (nd,x)0?),

PO (x,y|0,c,n8) =0, Wy Z"(x),

where we have made use of the splitting of the operator technique.® Finally, two straight-
forward differentiations of (2.18) yield the first order conditions (FOCs)

(1 —r) ZEV"2((n+1)8,x)
o2 P2Vhi((n+1)8,x)’

0*(nd,x)=—

e ﬁ _1/7
¢*(nd,x) = (WS@XVW((H 1)57x)>

where the differencing operators 2, 2, and 22, are as defined above, and we enforce
the restriction 6*(nd,x),c*(nd,x) € [0,KIh] VnV¥x. Given these analytic expressions for
the optimal controls, the problem we are trying to solve is as simple as computing

* Y
0 s B Y phO(y]0%c nS WV (nt 1)5.)]

VO (nd,x) = [
b= yeA )

incrementally backwards in time: n =N —1,N—2,...,1,0.

6 Specifically, since x > 0 [rx]* = rx (= [rx]~ = 0); since u > r the position in the risky asset must be
positive whence [0(u —r)]" = 0(u —r) (= [6( —r)]” = 0). Lastly, since consumption is non-negative
[—c]” =c (=[] =0).
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-64.645 74,676

-17.553 -26.199

-10.483 -16.438

-7.4424 -11.819

-5.7583 T 9.1145

-5.0536 -4.6915 -7.7463 -7.3362

43111 -4.2530 -3.9562 -6.5044  -6.4357 -6.0774

37686  -3.7199  -3.6708 ... -3.4192 -5.5826  -5.5220 -5.4606 ... -5.1392
232710 -3.2285 -3.0100 47625  -4.7065 -4.4129

-2.8811 -2.6880 -4.1060 -3.8340

-2.4280 . -3.3618

-2.2138 © 29691

-2.0342 -2.6375

-1.8815 -2.3538

-1.7501 -2.1082

t=0 t=0 t=26 ... t=70 t=0 t=0 t=286 ... t=170

Table 2.1 The percentage errors (defined as 100 - (dapprox. — @true ) /dirue) for the optimal stock investment
(left) and the optimal consumption (right) at various times in the trinomial tree. The row number corre-
sponds to the corresponding integer multiple of / in the state space. In particular, the = 0 node occurs at
x=8h.

Y B r u o  xmx K
05 002 005 01 03 100 1.5

Table 2.2 The parametric specifications for the risk aversion 7, the subjective discounting 3, the risk free
rate r, the stock drift and volatility pt and o, the upper bound on the state space xmax, and the constant
curbing the controls from above K.

2.5.1 The Trinomial Method

Let 7 be an even number (€ 2N). The trinomial method is exactly what the name suggests: a
recombining tree diagram where every node has exactly three child nodes (or, equivalently,
a grid which cuts off both end nodes of its state space whenever we move backwards in
time). Thus, at expiry, we set out by evaluating V/+9 for all x € {0,h,...,(I — 1)h,Ih} using
the terminal condition. Then, one time step prior, we compute V19 for all x € {h,...(I—
1)k} using the DPP and continue thusly until %I time steps into the past we compute V-2
for the singleton x € {%Ih} The advantages of this procedure over a full finite difference
grid are clear: first, it saves us the trouble of having to specify boundary conditions for
V9(..0) and V"9 (-, Ih). Secondly, assuming we are indeed only interested in the centre
grid controls, there is a clear reduction in the number of nodes we need to evaluate ((%I +
1)? for the tree versus (31 + 1)(I+ 1) for an analogously sized grid). However, the fact
that we interlock the number of spatial separations in the grid #(h) = I with the number of

temporal separations #(8) =N = %1 does not bode well for the positivity criterion
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Fig. 2.1 The percentage errors of the numerically computed optimal stock investment (left) and the op-
timal consumption (right) computed for various values of I. We assume 7 =1 and N = [ + (r+ (U —
K +K)I +62K212).

Vaveve: & < [B +h7 (rx+ 0(n8,x) (1 — 1) +c(nd, x)) —|—h_292(n5,x,a)c72] - ,
(2.19)
cf. equation (2.17). Specifically, upon setting 6 = T/(%I), h = Xmax/I, X = Xmax and
0 = ¢ = Kxmax We get the worst case scenario inequality, which (if satisfied) surely will
guarantee the positivity of all transition probabilities (and thence the convergence of the
algorithm):

T<M[B+(r+(u—rK+K)I+c*K212] . (2.20)

This is a serious constraint. Suppose momentarily / € R, : upon viewing the RHS as a
function f : R, — R of /, we find that f assumes a maximum at

* B
1 :“GQKT

For realistic parametric values, f(I*) might prove considerably less than the desired level
of T. Indeed, the true solution space (I should be a positive even number) will curb the
allowed T values even further. Thus, the trinomial model might not be able to solve the
Merton problem for the set of parameters we desire. Or at least not without some mod-
ification: e.g. by introducing varying time steps in line with the fact that the state space
decreases as we move backwards in time.

To get a feel for the gravity of this, consider a set-up with the parametric choices
given in table 3.2. We find I* = 0.943 and f(I*) = 0.300: i.e. (2.20) makes us consider
T <0.300. Suppose we set T = 0.1: since f(16) = 0.103 an acceptable grid specification
is I =16 (dt = 0.0125, h = 6.25). Table 3.1 is a (partial) report of the percentage errors
of the numerical controls incurred from the trinomial method. Unsurprisingly, the large
grid spacing (h = 6.25) gives rise to non-negligible errors when evaluating the differencing
operators 7V, P2V in lieu of the derivatives 9,V and 92V . Indeed, these errors are most
pronounced around x = O where the square root utility function (y = 0.5) experiences the
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Fig. 2.2 The analytic and numerical value functions (with miniature zoom) (left) and the percentage errors
of the numerically computed value function including various derivatives (right). We assume / = 100,
T=1andN = [B+(r+ (u—r)K+K)I+c*K*I*].

sharpest rise. For the mother of all nodes (the trunk of the tree, (z,x) = (0,50)) we find
the optimal numerical controls (6*,¢*) = (53.46,42.76) vs. their analytic counterparts
(6*,¢*) = (55.56,45.29) and thence percentage errors of (—3.77,—5.58)%.

2.5.2 The Explicit Method

The easiest way to circumvent the problems of the previous subsection is obviously to
solve (2.18) as a full (“rectangular”) finite difference grid, thereby decoupling #(5) from
#(h). Obviously, we will still need to satisfy inequality (2.19) - however, this is now as easy
as evaluating the RHS and specifying the 8 accordingly. The main obstacle is undoubtedly
the requirement that we must now make specifications for the boundary conditions along-
side the grid. Compared to numerical problems in option pricing, this is considerably more
obscure. E.g. whilst it is plausible that an option deep in or out of the money has vanish-
ing gamma, an analogous argument does not carry over to a Mertonian value function
problem.

A standing point of this paper is that the nebulosity of the boundary conditions is
detrimental to the accuracy of our numerical controls for a seizable chunk of the state
space. To this end, consider the Dirichlet conditions Vn € {0,1,...,N—1}:

V™%(n8,0)=0, and V™ (nd, Ih) =V"O(T,Ih).

The philosophy here is simple: a bankrupt investor (x = 0) can neither consume, nor build
up a bequest. Thus, assuming ¥ € (0,1) his value function is nil. At the other extreme
(x = Ih), for relatively short investment horizons we do not expect drastic changes in the
value function: hence, we may approximate the upper boundary based on the terminal con-
dition. To test the performance of the explicit method we plot the percentage errors of the



46 Ellersgaard

numerically computed optimal controls in figure 2.1 for various values of / (and an N just
big enough to satisfy the worst case scenario inequality). These plots vividly demonstrate
the grave shortcomings of our numerical method for large parts of the upper and lower
state space. For low wealth levels this is hardly surprising: here the gradient of the utility
function is at its steepest, and we wouldn’t expect our relatively coarse grained difference
operators to capture this adequately. The fact that the Dirichlet boundary happens to be an-
alytically exact at x = 0 does to some degree seem to compensate for this as we increase /
and N. On the other hand, the accuracy of 6* near the upper boundary scarcely profits from
increasing the fine-graining of the grid: seemingly, the mis-specification (however modest)
of the upper Dirichlet boundary effectively kills our chances of reasonable convergence.
Figure 2.2 offers a deeper investigation: the numerical value function is highly accurate for
most wealth levels except at the upper boundary. The percentage error of the numerically
computed second derivative is catastrophic in this region, which in turn propagates to the
optimal stock investment (recall 8* supervenes upon the ratio 2,V /22 V).

Remark 2.3. We previously stressed the importance of utilising the (numerical) first order
conditions upon coding the stochastic control problem. Nonetheless, there may be situa-
tions in which this is not feasible; i.e. where one has to resort to numerical optimisation of
the DPP in stead. To test the feasibility of this method for the problem at hand we discre-
tised the space of possible controls A = [0,150] x [0, 150] into a mesh A, of equidistant
separation 0.01. At =T — § we performed a maximisation of the DPP over the full con-
trol mesh for every node in the optimal value grid. However, based on the principle that
controls do not tend to vary drastically across incrementally close periods of time, all other
maximisations where done over a subspace of A, tailor-made to the optimal control pair
of the subsequent time step. Specifically, if (8*(n8,x),c*(nd,x)) = (8,¢) was found to
be optimal for V/®(n§, x), then the optimal solution for V9 ((n — 1)8,x) was assumed to
lie no further than +10 (in any direction) of (8,&). The numerical results of this method
are illustrated in figure 2.3. While the algorithmic run time with the FOCs was found to
be only 2.45 seconds on a 2.5 GHz Intel Core i5 processor, the corresponding run time
without the FOCs was a staggering 1590.36 seconds.

2.6 Towards an Implicit Method

2.6.1 A New Type of Markov Chain

In subsection 2.4.1 we introduced a controlled discrete parameter Markov chain {é,f' 3 |ne
Ny} on the state space %" = {Xmin,Xmin + A Xmin + 2%, ..., Xmin -+ Ih =: Xmax } in approx-
imation of the controlled process X*. Clearly, space and time play fundamentally dif-
ferent roles in this picture: while é,/f % moves dynamically through space in accordance
with locally consistent transition probabilities, time is a passive index ordered in terms of
multiples of 8. The fundamental difference between the explicit and implicit method is
precisely that the latter promotes time to a full state variable. Specifically, we now con-
sider a controlled discrete parameter Markov chain {C,f’ 9 |n € No} on the full time-space
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Fig. 2.3 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) with and without the use of the first order conditions. We assume / = 100, 7 = 1
and N = [B + (r+ (u — r)K + K)I + 62K*1*].

grid 79 x %" = {0,6,28,...,N& =T} X {Xmin, Xmin + 7 Xmin + 27, ., Xmin + Ih =: Xmax }»
such that transition probablhties no longer carry the chain solely through space, but also
through time.

Denote by p"9(s,x;,y|a) the conditional probability that the Markov chain jumps
from state (s,x) € 7% x " to state (t,y) € T x %" given that the control a € A is
applied. Furthermore, let

AhS _Athé(n6 §h6 hﬁ)

denote a positive interpolation interval, such that t,ﬁ" = Z;;Q)At;”a. Then the discrete
approximations to (2.2) and (4.1) may be stated as

i1 B(j6.L1 ) Ak
W (n8,x,a"?) Ze LjnPUE Al (5Ch6 hs)At’“S

Nelp/is #h8 8y 16
_’_e*):j:n B(]&Cj o )Afj g(d\l]ﬁ)

:(n57x)],
and
Vi3nd,x)=  sup WO (nd,x,d"%).
a8 (nd x)

Again, local consistency of some sort is the basic requirement for the convergence of the
Markov chain. Let C o and C: 15 denote the temporal and spatial parts of C,},Z 0 respectively.

We then require that sup, ,, |A C: ’16 | = 0ash— 0as well as

Ui (x,a) := E[AGIT G0 = x,a"® = a] = b(n,x,a) Al + o(Ad9), (2.21a)
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E[(AGY —mr° (x.a)*|8) = x,dy® = a] = 0°(n8,x,0) A1 +0(Ar®), (2:21b)

Vx € %" and Va € A, i.e. the spatial component of the chain must be consistent.

2.6.2 Extracting the Solution

As the designator clearly insinuates, the basic point of the implicit method is to set up
a DPP, in which any given grid node is coupled to multiple grid nodes at the preceding
time step (contrast this to the explicit method in which any given grid node is coupled to
multiple grid nodes at the subsequent time step). Specifically, the implicit DPP we wish to
solve is of the form

hs
Vh"‘s(n&x) :sug f(n6,x,a)At,},”5+e_ﬁ("5’x'“)m” Z ph"s(n5,x;n5,y|a)Vh’6(n5,y)
ac yE%”

+ eiﬁ("‘s’x’“)mgﬁp(n&x; (n+1)8,x|a)V"® ((n+ 1)5,x)] ,

(2.22)
with the usual terminal condition V% (N§,x) = g(x). Notice that by virtue of implicitness
the only non-zero cross temporal transition probability is the one that takes the spatial
state into itself. Generalisations to this are quite feasible, although it would take us into the
domain of so-called 0-schemes.

Before we derive locally consistent expressions for the transition probabilities and the
interpolation interval, let us briefly consider how one should go about solving an expres-
sion like (2.22). Writing the implicit DPP on the general matrix form

sup [MZ*‘S (a)V20 + ¢ ()| = V"2, (2.23)
ach

where V"% := (V13 (08 xmin), V"0 (08, xmin + 1), ..., V0 (08, Xmin -+ Ih))T and g% (a) are
vectors in RI*!, and M/ (a) is a matrix of transition probabilities in RUTD*U+1)  the
challenges we face become quite apparent. Specifically, qua the supremum operator, (2.23)
transcends the garden variety linear system of equations, which allows for immediate com-

putation of V29 in terms of VZfl. Rather, the control dependence of M0 (a) and qZ’S (a)

will generally render the LHS highly non-linear in Vﬁ’s and thus expression (2.23) that
much more difficult to solve.

2.6.2.1 Approximations in Policy Space
One of the easiest procedures to overcome the non-linearity issue of (2.23) is indubitably

the employ of policy space iterations, based on a sequential computation of increasingly
more accurate values for V,’?B and a. Specifically, let ap € A be some initial admissible
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feedback policy (a reasonable starting point is to use the optimal control from the subse-

quent time step, (n+ 1)8). Then a first approximation Vn o to Ve may be computed by
solving the system

h,0 h,0
M0 (ag) Vg + a1 (ao) = V)i,

Indeed, knowledge of Vﬁjg allows us to compute an updated estimate, a;, of a based on:’
a) = argmax [Mh‘s( )Vﬁg +q ( )] ,
ach

Clearly, this procedure can now be repeated all over again. Indeed for a general k =
0,1,2,... we may perform the iterative steps

M (@) VD 4 b () = VI, (2.24a)
(g1 = argmax [M” 3(a)V"S + ¢t%(a )] . (2.24b)

acA

Under mild conditions it can be shown that Vn P Vn as k — 008 In practical terms, a
reasonable place to stop the algorithm is when 'the value function stops changing notably
in successive iterations: e.g. when

|Vh )

h,8
nk+1 Vnk°°<8

where € is some small positive number.

2.6.2.2 On ps and Ars

Finally, let’s expose the procedure by which we obtain the relevant transition probabilities
and interpolation interval. Analogously to subsection 2.4.2 we consider an implicit upwind
discretisation of (2.14)

B, sW'¥(n8,x,a) = § ' W"?((n+1)8,x,a) — W"? (n8,x,a)]
+ [b(n8,x,a)]* ZTW"0 (0, x,a) — [b(nd,x,a)]” D7 W"® (n8,x,a)
+30%(n8,x,a) ZgW"® (n8,x,a) + f(n8,x,a),
(2.25)

where the differencing operators 2,7, 7, and 22, are as defined above. This expression
can be rearranged as

7 Needless to say, this step is optimally handled through the FOCs.
8 See Kusher & Dupuis [31] theorem 6.2.1.
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(h~'[b(nd,x,a)]* + 1h26%(n8 ,x,q))
Q"3 (nd, x,a)

(h~'[b(n8,x,a)]” + 1h262(n8,x,a))
0"3(nd,x,a)

W0 (n8,x,a) = WS (n8 x+ h,a)

+ W (n§,x—h,a)

5—1
T 0 (n8,xa)

1

Q"% (né,x,a)’
(2.26)

WS ((n+1)8,x,a) + f(nd,x,a)

where we have defined

Qh’s(n&x,a) = B(nd,x,a) +8 ' +h|b(nd,x,a)| +h720'2(n5,x,a). (2.27)
(2.26) is of the form

W' (nd x,a) =Y p"(n8,x;n8,yla)W"((n+1)8,y,a)
ye@g(x)

+ (18,5, (1 1)8,a) W (16 x,0) + f (n6 x,a) Ar}?,

where %/ (x) := {x+ h,x — h}, which provides us with clear candidates for the transition
probabilities and interpolation interval. However, again the associated p9 (nd,x;nd,x+
hla), p"%(nd,x;n8,x— h|a) and p"®(n8,x; (n+1)8,x|a) fail to sum to unity unless B = 0.
To compensate for this fact, we introduce a non-zero probability that the Markov chain
stays the same

p(nSaX;n67X|a) =1- Z ph75(n57X;n6ay|a) _ph‘ﬁ(n6ax; (l’l+ 1)5,x|a)
yek@g(x)

_ B(nd,x,a)
- 0" (nd,x,a)

All in all, we are therefore have

h='[b(nd,x,a)]t + 1h20%(n,x,a)

h,0 . —

p"°(nd,x;nd,x+ hla) = 0" (15.x.) , (2.28a)
h='b(nd,x,a)]” + 1h~262(n8 ,x,q)
h75 . _ vy 2 Yy
p"°(nd,x;nd,x —hla) = 0" (16 x.q) , (2.28b)
51

h,6 . _

P’ (nﬁ,x, (l’l+ 1)5,x|a) = m, (2280)
P9 (n8,x;n8,x|a) = 1 — Z P9 (n8,x;n8,y|a)

YEG(x) (2.284d)

—p"0(n8,x:(n+1)8,xa),
and

ph’a(n&x;n&y\a,n& =0, Yy¢Z"x), (2.28¢)
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along with the interpolation interval

e _ 1

At)° = OB (nd x.a)’ (2.29)
It is readily seen that these probabilities are non-negative and comply with local consis-
tency (2.21). Nevertheless, it remains computationally somewhat troubling (albeit mathe-
matically correct) that the DPP (2.22) involves an optimisation over all a € A of an expres-
sion which is heavily control dependent in its numerator and its denominator. To mitigate
this tediousness, one may opt for redefining the denominator as the control independent
quantity

0" (n8,x) := sup 0" (né,x,a), (2.30)

achA

assuming, of course, that Qh*‘S (nd,x) is finite. If this fails to be the case, one can consider
imposing artificial upper bounds on the controls (indeed, this will be the case for the Mer-
ton problem treated below - see also Fitzpatrick & Fleming [10]). The resulting transition
probabilities are form-invariant expressions with respect to (2.28), albeit with the obvious
proviso that (2.28d) will not equal B (n8,x,a) /0% (n8 ,x,a).

2.7 The Implicit Method and Merton’s Problem

2.7.1 Set-up

Recall the definition of 0"-%, (2.27), which in a Mertonian context this boils down to

0" (n6,x,0,c)=B+6"+h " (rx+0(nd,x) (L —r)+c(n,x)) +h26%(nd,x,a)c>.

Clearly, the corresponding 09, (2.30), is only finite insofar as we bound the controls from
above (again, we will assume that VnVx : 0(nd,x),c(nd,x) € [0,Kx]). With this constraint

Q‘hﬁ(n57x) =B 486 Tap! (rx+Kx(u —r) +Kx)+h*2K2x20-2.

Moreover, to save ourselves the trouble of writing multiple inverted As in the transition
probabilities, define

0" (nd,x) := > 0" (n8 x),
then Vx € {h,2h,...,(I — h)h}
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— 1 2.2
P (nSxend x b0, ) = "UEHOUE W 1)) +50(n8, )0

th‘s(n&x) ’
he(nd, x) 4+ 10(nd,x)*c?
5 . _ ) 2 )
p"°(nd,x;nd,x—h|0,c) = 05 (25 ) ,
h?5~!
h,6 . _
14 (n5,x,(n+l)5,x|97c)— m7
"% (n8,x;n8,x|0,¢c) = 1 — Z P9 (n8,x;n8.,y|0,¢) — p'° (n8,x;(n+1)8,xa),
YEZ(X)

p"?(n8,x;n8,50,c) =0, Yy ¢ A" (x),
(2.31)
where Azl = p? /0" (n8,x). The main obstacle is again specifying plausible boundary
conditions for the lower and upper boundaries. At x = 0 we maintain that bankruptcy

corresponds to a zero-consumption zero-investment strategy at all points in time, i.e.
V3 (0) = 0 with

p(nd,0;n6,0]0,c) =1,
p(nd,0;nd,y|0,c)=0, Vy#QO.

For x = Ih the situation remains less transparent. Following [10] and [15] we make the
assumption that there’s a vanishing probability of leaving the grid, i.e.

he(n,Ih) +16(nd,1h)?c?
Q"3 (nd,Ih) ’
h?8!
P9 (n8,1h;n8,1h)0,¢) =1 — p(nd,1h;nd,1h — h|6,c) — p(nd,Ih; (n+1)8,1h|6,c),
P8 (n8,1h;n8,y|0,¢) =0, Vy¢ {Ih—h,Ih}.

"0 (n,Ih;n8,Ih—h|6,c) =

"8 (n8,1h; (n+1)8, 1|6, c) =

(2.32)
Thus, Vx € {h,2h, ..., (I — 1)k} we have the implicit DPP
X)) p? B
V¥ (né,x)= sup c(nl ,_x) 55 (15 +e 0MOms) Z "% (nd,x:n8,y
(0,c)ERXR4 Y 0"(nd,x) yeh (x)
pi

10,V (n8,y) +e €905 p(nd,x; (n+1)8,x]6,c)V"8 (n+1)8,x)],

with terminal condition V4 (N§,x) = x'~7(1—y)~'. An analogous’ expression holds for
V3 (n8, Ih) whilst V9 (n8,0) = 0. We solve the DPP using iterations in policy space:
specifically, at a given iterative step k € Ny we solve the tridiagonal linear system

9 Le. with probabilities as in (2.32).
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Fig. 2.4 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) computed for various values of /. We assume 7 = 1 and N = 10. On average 3
policy iterations per time step are performed.

Mh5(6k,ck)Vnk —|—qn ( ) —h28 IVh‘S

s (2.33)

where VZ’,‘? € RI*! is a vector the (i 4 1) component of which is th’é(n&ih), and

qZ’ﬁ (cx) € R is a vector the first component of which is 0, and more generally, the
(i+1)™ > 1 component of which is % exp{Bh?/Q"%(n8,ih)}ci(nd,ih)' =7 /(1 — 7). Fur-
thermore, Mﬁ"s( Ok, cx) is the (I+1) x (I+ 1) tridiagonal matrix

1 0 0O O 0
MI,O M1,1 M172 0 0
M!S (O c)=| O M Mp My - 0 |
o - 0 0 My My
with components
My = her(nd,ih) + 2616(116 ih)*o?, ie N
M i1 = h(rih+ 6 (nd,ih)(k —r)) + 16,(nd,ih)*c?, e N

Mij = 0" (n8.ih)(1 - ﬁhz/Qhé(mS’lh)) M =M —h87", ieN™!
Myy = 03 (n8 In)(1 — PP/ 03Iy _pgyy | 251,

3

where N/ = {1,2,....1} and N'=! = {1,2, ..., — 1}. The associated policy update (cf. equa-
tion (2.24b)) is performed through the FOCs:
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Fig. 2.5 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) computed for various values of N. We assume T = 1 and I = 10*.

(L—r) LV (n+1)8, i)

ie N1
o> P2V ((n+1)8,ih)

9k+1 (I’l6, lh) -

)

B ﬁhz _I/Y
cent (n8,ih) = (e s @kah’s((n—H)é,ih)) , ieN

with all other control values zero: 6.1(nd,0) = 6,41 (nd,Ih) = cx+1(nd,0) = 0. Again
we enforce 0(nd,ih),c(nd,ih) € [0,KIh] Vn,Vi.

Remark 2.4. At a given time step nd < T, it is opportune to set the initial controls 8y(nd,:)
and ¢o(nd,:) equal to 0*((n+1)4,:) and c*((n+ 1)8,:) respectively.

Remark 2.5. Equation (2.33) can aptly be solved with Thomas’ algorithm. If we insist on
inverting the matrix, a Gaussian elimination procedure would cost us &'((I +1)3) binary
operations per inversion. On the other hand, if we simply aim to solve the problem (and
we do), an &(I + 1) tridiagonal matrix algorithm will do just fine.

2.7.2 Results

We continue to work under the parameter specifications in table 3.2 and set the policy con-
vergence parameter € to 0.0001. Figure 2.4 plots the percentage errors of the numerically
computed optimal controls, for various levels of I, with T = 1 and N fixed at 10 (df = 0.1).
Despite the comparatively large time steps, we find that the picture is almost identical to
the corresponding explicit case, cf. figure 2.1, with the following provisos: (a) There is a
small loss in accuracy in the optimal investment strategy between / = 200 and I = 400. (b)
The optimal consumption seems to overshoot the 0% level. Further grid refinements (up to
I =5-10%) indicate that the upper boundary does not deteriorate much further. Indeed, if
we simultaneously refine the grid along the temporal axis (recall, this is what was done in
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Fig. 2.6 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) computed for various values of / and N, assuming a relational upper boundary,
(2.34).

the explicit case in order to satisfy the worst case scenario inequality), the accuracy of the
controls will improve. This is vividly illustrated in figure 2.5 for I = 10*: notice in partic-
ular the improvements in the numerically computed optimal consumption, which quickly
reverts back to the desired zeroth level of percentage error.

Ultimately, figures 2.4 and 2.5 are also a testimony to the fact that whilst increasing
I quickly dampens numerical imprecision at low wealth levels, there is relatively little to
be gained at the other end of the wealth spectrum. Only by augmenting N as well do we
experience some rather modest improvements in the percentage error for the upper bound-
ary. Thus, we are once more left with the impression that our inexact upper boundary
effectively kills our chances of numerical accuracy in that region - at least for reasonable
levels of computational time. Obviously, providing an analytically exact boundary defeats
the very purpose of a numerical routine in the first place, so for most practical purposes it
seems we have to bite the bullet. A somewhat milder (but certainly not innocuous) strategy
would be the deployment of an accurate ansatz for the value function at the upper bound-
ary. Specifically, from the linearity of the wealth dynamics (2.6) it is at least reasonable to
conjecture that if (0*,¢*) is an optimal control pair at (z,x) then (k0*, kc*) will be optimal
for (¢,kx). Thus, from (2.7) we find that V' (¢,kx) = k' ~YV (t,x), which for k = x~! leads to
the conjecture V (t,x) = g(¢)"x'~7/(1 — y), where g(¢) := (1 — y)V(¢,1) is some function
of time only. Enforcing this equation at the upper boundary, it is readily shown that

1—y
VI3 (n8, (I+1)h) = <1+}) V"3 (nd,Ih). (2.34)

We call this the relational boundary. Thus, at x = Ih, rather than using the inward prob-
abilities (2.32) of Fitzpatrick & Fleming, we retain the expressions (2.31): a transition to
V"9 (n8, (I4 1)h) is simply handled through (2.34). Similarly, a FOC (6(nd,1h)) which
depends on V%9 (n8, (I+1)h) can be handled through (2.34). The results speak for them-
selves: in figure 2.6 we see that we effectively have eradicated numerical imprecision for
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Fig. 2.7 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) computed for various values of . We assume 7 = 1, N = 50 and I = 400.

high wealth levels for suitably fine grids. The price we had to pay was the correct assump-
tion that the optimal value function is separable in space and time.

Finally, returning to the original boundary of Fitzpatrick & Fleming, let us say a few
words about parametric choices and numerical reliability. In Munk [15] it is demonstrated
that the subjective discount factor, 3, is heavily correlated with the accuracy of the nu-
merical procedure in the infinite horizon case, to the point that  ~ 0.1 yields deplorably
inaccurate numerical controls, while 8 ~ 0.8 yields admirably accurate numerical con-
trols. Hence, Munk argues that for economically plausible (i.e. low) values of 8 that grid
must be so designed such that one can ignore “a rather wide neighbourhood of the imposed
upper boundary”. Having worked with 8 = 0.02 throughout this paper, the magnitude of
the discounting factor is clearly less of an issue in the finite horizon case. However, as
figure 2.7 clearly illustrates, this does not belie the fact that higher values of 3 generally
lead to better numerical accuracy.

A similar conclusion extends to the level of risk aversion, 7, cf. figure 2.8. Low risk
aversion (Y ~ 0.35) leads to numerical instability. On the other hand, a high risk aversion
can significantly reduce the inaccuracy at the upper boundary. This is hardly surprising: at
x = Ih, as y increases, the curvature'® of utility function (and thence also the optimal value
function) decreases, which ultimately entails higher accuracy for the difference operators
- particularly Z2.

2.8 A Tale From Higher Dimensions

Hitherto our concern has solely been with stochastic control problems with a singular
spatial dimension. Prima facie, a generalisation to higher dimensions might seem like a
conceptually trivial extension of what has already been covered (modulo the exponen-

10 Per definitionem, if f : R ~ R is a € function, then the curvature is given by k = |£”|/(1 4 £2)%/2.
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Fig. 2.8 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) computed for various values of y. We assume 7' = 1, N = 50 and and / = 400.

tial increase in computational complexity - Bellman’s so-called curse of dimensionality).
Nonetheless, as we shall see, the verisimilitude of this claim rests heavily upon a rather
severe constraint on the diffusion matrix, which invariably will bring us into trouble for
Merton type problems. For our present purposes, we shall restrict our attention to an im-
plicit implementation. The DPP we wish to solve is therefore still of the generic form
(2.22), where y now runs over a multi-dimensional space grid.

We reinterpret equation (2.1) as an m-dimensional process, where b : T x R™ x A
R™ o :T xR™ x A — R™" and W is an r—dimensional standard Brownian motion. The
PDE satisfied by (2.2) is the multi-dimensional extension of (2.14) viz.

BW = oW + Zbi(t,x,a)&xiw+ Z (t,x,a)07 oW+ f(t,x,0), (2.35)
i=1 =1

-

where we have defined x := (x1,x2,...,x,)T and S(z,x,a) := o(t,x,a)07(t,x,a). Again,
to procure transition probabilities for the approximating Markov chain {C,f’ ’5|n € No}
on the multi-dimensional grid 7% x %" x ... x #'"m = {0,8,...,N8} X {X1 min, X1, min +
hi, -y X1 min + hl =: xl,max} XX {xm,mimxm,min + Mim, «oes Xm,min + hindy =: xm,max} we
discretise (2.35) in the upwind sense in analogy with (2.25). Let &; = (0,0, ...,1;,0,...,0)T €
R™ be a unit vector in the direction of the i spatial dimension, then the relevant difference
operators may be stated as

o DIW(t,x,a):=h; ' [W(t,x+&hi,a) —W(t,x,a)] (used if b;(t,x,a) > 0).

o 7. W(txa):= RV W (t,x,a) — W (t,x — &hy,a)] (used if b(t,x,a) < 0).

1

. @fm (t,x,a) = h 2[W (t,x+ &hi,a) — 2W (t,x,a) + W (t,x — &h;,a)].

Furthermore, we introduce the upwind cross derivatives:
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Die W t,x,a) := (2hihy) ™' [2W (1,,) + W (t,x+&hi+&;hj,a) + W (1, x—&h—&;hj,a) —
W(t,x+&h;,a) —W(t,x—&hj,a) —W(t,x+&hj,a) —W(t,x —&h;,a)] (used if i # j
and S,-j(t,x,a) >0).

@)EXZJ.W(I,)C,G) = —(Zhihj)_l[2W(t,x,a) + W(t,x + &h; — é.,-hj,a) + W([,)C —&h; +
&hj,a)—W(t,x+&hj,a)—W(t,x—e&h;,a)—W(t,x+&hj,a)—W(t,x—&;hj,a)] (used
ifl'7é jand Sij(t,x,a) <0).

Using these approximations in the discrete approximation of (2.35) we find (after the usual
“unity” rescaling [36]) that the transition probabilities are of the form

. 1 [bi(nd,x,a)]*
h,0 . . _ I3
P (nd,x;nd,x £ &hila) = 0" (16 x.q) ( 3
Z |Sij(nd,x,a) + 1S,-i(n5,x,a)> (2.362)
- 2 2 ’
& 2 2
s . . Si;(n&x,a)
P (nd,x;né,x £ (&h; +&;hj)|a) = D, 0P (15 0] (2.36b)
e . . S;;(né,x,a)
P (nd,x;nd,x+ (&h; —&;hj)|a) = ey 0P (13 x.a) (2.36¢)
571
h,0 . —
)4 (n67.x, (n+ 1)8,X|a) = m, (236(1)
ph"s(nc‘i,x;n5,x|a) =1- Z ph"s(né,x;n&ym)
ye @l () (2.36¢)
—ph’a(n&x; (n+1)0,x|a),
where, p"%(n8,x;n8,y|a) = 0 Vy ¢ %" (x), and we have defined
0"%(n8,x,a) = B(nd,x,a)+ 8" + Y ;' bi(nd,x,a)]
= 2.37)

m m
+ Zh;zS,-,'(nS,xﬂ) - Z Z(Zh,‘h/)il |S,<j(n57x,a)|.
i=1 =1 jZi

Now, Z"(x) := {ViVj s.t.i # j|x,x & &h;,x &+ &h; = &;h;}, while Z(x) := %" (x)\{x}.
The interpolation interval remains

1
A =
8 th‘s(nﬁ,x,a)

Remark 2.6. Again, it is computationally advantageous to redefine Q% (nd,x,a) without
control dependence in analogy with (2.30).
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Provided that the formulae in (2.36) can be interpreted as probabilities, they satisfy the
basic convergence requirement of being locally consistent in a sense analogous to (2.21).!1
Nonetheless, qua the negative coefficient on |S;;(nd,x,a)| there is potentially an issue
with respect to keeping the probabilities uniformly non-negative. In fact, a closer look at
(2.36a) and (2.37) reveals that a sufficient condition for non-negativity is the requirement
that Vi € N, Vx € R™ and Va € A

%Sii(nfi,x,a) >y %|Sij(n5,x,a)|. (2.38)
! JA

The problem with this constraint is that it fails to obtain for a rather large class of problems
of interest in mathematical economics. While there in some cases are easy fixes to it, the
general case is less encouraging. Consider e.g. the case where S is a matrix independent of
(x,a), which fails to satisfy (2.38), then the problem is as simple as rotating the coordinate
system until the inequality is satisfied. But what about more traditional “asset allocation
type” problems such as

de = bl(t7XlaYlaa)dt+ Gl(taXt)Ytaa)dWlta
dY, = by(t,Y,)dt + 0 (t,Y,) {pdWi, + 1/ 1 — p2dWy, },

where p is a correlation coefficient between X and Y, and 01,0, > 0? Assuming a uni-
formly equidistant grid spacing, condition (2.38) reduces to the diagonal dominance con-
ditions

o1 > |p|oy, and o, > |p|oy,

which generally won’t be simultaneously satisfied (for p = %1 they are always mutually
inconsistent unless 61 = o, a.s., while they for the diagonal case p = 0 clearly always are
consistent). To combat this, one could try an adaptive discretisation approach a la Wang
et al. [27], where a suitable differencing scheme is custom picked for each individual grid
node, with the aim of securing non-negative probabilities. However, such a search over
uniformly positive coefficients will inevitably constitute a non-trivial exercise in coding
for dimensionality m > 1, thus bringing the practicality of the approach into doubt. In [16]
Kushner likewise describes a method which through the employ of non-local transitions
aims to reduce the relative numerical noise of the off-diagonal elements in § - a method he
stoically characterises as requiring some flexibility on the part of the programmer.

2.9 A Multi-dimensional Take on the Labour Income Problem

In this section our aim is to test the performance of the multi-dimensional Markov chain
approximation method on a bivariate Merton type optimisation problem with a known an-
alytic solution, viz. the case where the investor consumes and invests as before, whilst
receiving a stochastic labour income. As it will quickly become apparent, this problems

1T 52 should be read as 60T = S.
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fails to satisfy the crucial inequality (2.38), wherefore convergence to the right solution
cannot be guaranteed. Nonetheless, there is surely some academic interest in scrutinis-
ing the accuracy of the multi-dimensional algorithm beyond the assumptions to which it
is confined. Accurate results could be an indicator, that reasonably similar optimisation
problems can be solved numerically although they fail to satisfy the criterion of positive
probabilities.

2.9.1 The Labour Income Problem

We imagine that the Mertonian investor also receives an exogenous stochastic endowment
at the rate Y;, henceforth described as labour income. The modified Merton problem may
thence be stated as

T
Vtx,y)= sup E., {/ e*ﬁ(“l)u(cs)ds+eiﬁ(T*’)u(Xﬁ’c) ,
(0,c)eet (txy) L/t

st. dX8¢ = [rX8 4+ 0,(1 — r) + Y, — cs]ds + 6,6dW;,

where (Xte’C,Yt) = (x,y), and u (once again) is identified as an isoelastic utility function
u(x) = x'=7/(1 — ). For simplicity, we take Y to be governed by

dY; = pYdt + qYdWs,

where p, g are constant parameters, and the random source on Y; has been chosen to move
in lockstep with the stock price process, thus rendering income risk perfectly hedgeable
by the traded financial securities. Clearly, this assumption does not find its grounding in
empirics, but rather our scheming intentions of deriving a simple closed-form benchmark
against which our numerical algorithms can be compared. The key insight is that labour
income effectively translates to receiving a “dividend” of magnitude Y;ds over the time
increment [s, s+ ds]. Hence the present value of the investor’s future income (his so-called
human wealth) can be computed as

T
H(t,y) := E;Q; {/, e—r(s—t)YSds} 7

where Q is the risk neutral measure defined through the process & := E,[dQ/dP] =
exp{—31A%t —AW,}, A := (1 —r)/o being the market price of risk of the stock. Using
the Abstract Bayes’ Theorem'?, we may re-express human wealth under the P-measure:

T
H(l,y) = éilEt,y [/{ er(St)ésygdsj| .

In particular, since the ¥ process admits an explicit solution of the form ¥; = yexp{(p —
16?)(s—1) +q(W, —W;)} under P, we find, after a few manipulations, that

12 See Bjork [10], proposition B.41.
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Y (1= (r=ptar)(T—1) if r— A £0
H(t,y):{’_p"'qk( ¢ )’ wr—p+gq 7é ) (239)

T —t), ifr—p+4gA=0.

Effectively, the total wealth of the investor at time ¢ is therefore of the magnitude
x4+ H(t,y), and it makes sense to hypothesise that Merton’s optimal consumption and
investment strategies are scaled accordingly. Specifically, for the governing HIB equation

BV =9V+ sup {[rx+9(,u—r)+y—c]8xV+%92028)(2xv
(6,c)eRxR 1

1—y
c
+ypoyV + %yzqzayzv +y9qoafyv + 1—7}’

with terminal condition v(w,y,T) = w!'~7/(1 — 7) and associated FOCs

2
(L—r) oV _ﬂaXyV
62 09XV o diV’

0% (t,x,y) = — and ¢*(1,x,y) = (&V) /7, (2.40)

we make the ansatz

V(txy)=gt) (w+H(y.)) "(1—-y)", (2.41)

in direct analogy with the Merton case, albeit scaled for the auxiliary wealth brought about
by labour income. Indeed, upon solving the problem we find that g is defined as in section
2.3, while

x+H(,y)
glt)

As a sanity check, note that we recover Merton’s original control functions upon setting
the human wealth equal to zero. For a more detailed exegesis of the problem we refer the
reader to Munk [15]. For a study of labour income in incomplete markets see Duffie et al.
[71, [8], and Munk [23].

0" (t,x,y) = (2.42)

Wee  HO) (4=
2
Yo o Yo

_Q)? and C*(t7xay):

2.9.2 The Implicit Implementation

From the linearity of the human wealth in the y variable (2.39) and equation (2.41), the
value function is clearly homogenous of degree 1 — ¥ in (x,y). In the spirit of Davis et
al. [6] the governing HIB equation can therefore be reduced to a single spatial variable,
z = x/y, which in turn warrants a drastic simplification of the numerical procedure (not
to mention positive transition probabilities!). However, as suggested above, there is some
interest in putting the multi-dimensional Markov framework to the test despite the issue
of negative probabilities: at the very least the implementation procedure is sufficiently
non-trivial to deserve some amount of elucidation.
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Thus, let us discretise the labour income problem on the three dimensional lattice .7 8 %
R x Ry = {07 0,..N6=:T } X {xmimxmin + Ay ey Ximin + Ty =: xmax} X {Ymimymin +
Ry, ..cs Ymin +Jhy =: Ymax }- Based on (2.37) and the following (artificial) upper boundary on
the controls VaVxVy : 6(nd,x,y),c(nd,x,y) < K(x+y) we define the control free quantity

0"3(n,x,y) = 8B +1+8h " (re+ K(x+y) (i —r) +y+K(x-+) ) + Sk py
+8h 2K (x+y)? 0% + 8hy 2y q* — Shy 'hy 'yK (x + y)q0,

where we have factored out a §~!'. The associated non-zero transition “probabilities”
(2.36) take the form!3

2.2

6 (rx+6(u—r)+y ,y0oq 6“c
h,8 1 1
2 (nd,x,y;nd,x+hy,y|0,c) = = ( -5 5 )»
p ( y X y| ) Qh’ﬁ hy 2 hxhy 2 h)zc
ns _ B ¢ ,y00q 16262
p"°(nd,x,y;n6,x — hy,y|0,c) = Q_hﬁ(hixiz hyh, 2 h2 )’
P (n8,x,y;n8,x,y+hy|0,c) = -5 (E—lyecq+lﬁ)
sy y Ay yIYs Qh’6 hy 2 hxhy 2 h% ’
5 0o 2q?
) 1Yvoq  1y9q
p"°(nd,x,y;nd,x,y—hy|0,c) = = (_7 +5 )
y Omo\ 2 hehy % h2
6y0qo
/175 . _ yoqo,
p (n(saxvy’n6vx+hX7y+hy|97c) - 2Q_h’6hxhy
6ybqo
s ) _ _9YYq
)4 (”5,x7y,n5,x—hmy—hy|97c) = 2Q_h"6hxhy7
1
P (n8,x,y;(n+1)8,x,y/6,¢) = 55’

ph’5(n5,x,y;n5,x,y|9,c) = 1 — (sum of the probabilities above),

where we for notational simplicity have suppressed the arguments on Q, 6 and c. The inter-

polation interval is At S5 / oh-8 (nd,x,y). Notice that condition (2.38) simultaneously
requires ygh, < 86hy and Och, < ygh,, which obviously fails to be the case. Negative
probabilities are therefore to be expected.

Remark 2.7. As for the boundary conditions (the four surfaces of the grid characterised
by X = Xmin,X = Xmax,Y = Ymin a0d ¥ = Ymax), We adopt a relational boundary approach in

analogy with (2.34). From (2.41) we find that
Vh76 (naaxmax + Iy, Ymin + hyj) = G{lhjvh"é (n‘syxmax,ymin + hyj)-

where we have introduced the notation

13 Again, we have made use of splitting of the operator.
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h o
+,J Xmax —I—H(i’l(s,)’min + Jhy)

(Think of G’ ; as an operator which raises the index i =/ on the operand by plus one,
whilst keeping the j index as is). On the other side of the grid, we can introduce G" J
such that G’l’jV(nS,xmin,ymin + jhy) =V (n0,Xmin — My, Ymin + jhy) (the operator G" ;now
lowers the index i = 0 of the operand by minus one). Analogous coefficients are found for
the y-variable: G}, and G} _, as for the edges of the grid G" |, G} _, G, G"_ (all

through the employ of (2.41)).

Again, the trick to solving the DPP for the labour income problem

17
Vh,ﬁ(n67x): sup c(nS,x,y) Y _ 0
(8,c)eRXR 4 - Y Qh,5 (n87-xay)
Bé
te PP Y phO(n§ x,y1n8,2,710,c)V"0 (nd,2,7)
(2.2)eZ" (xy)
___BS
+e @00 p(nd,x,y; (n+1)8,x,y/0,c)V"0 (n+1)8,x,y) |,

is to rewrite the system on the form

h,6 h,0
Mz-,‘s(ek,Ck)ank +q276(ck) = Vn+1,

which can be solved using iterations in policy space. In this connection it is computation-
ally advantageous to think carefully about the ordering the set of indices {(,;)|0 <i <

1,0 < j < J}. At the very least one should choose an ordering which renders MZ’5 block
tridiagonal and optimally also one which minimises the associated bandwidth (essentially:
the size of the individual blocks). A particularly natural choice is

(i, /) € {(0,0),(0,1),...,(0,4); (1,0, (1,1), ... (1,0);...; (1,0), (I, 1), .., (I, 1)}, (2.43)

which yields the block tridiagonal matrix system

MLy +NG MG 0 0 - 0 Vi 4o Vi
MY NON O -0 \ qf Vi
0 NINE N - 0 Vilsla| = | V5™, 4

0 < 0 0 MyMF+MIY) \V] q; \Yan
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where V” and q" are (J + 1)-dimensional vectors the (j+ 1) components of which re-

spectively amount to th’ﬁ(n, i,j) and

.o
5exp{ﬁ5/Q_h’6(n,l}j)}Ck(nl’1_7]32 y’a

fori=0,1,2,....,]and j=0,1,2,...,J. For ease of notation, we have here defined

(n,i,j) = (n5,xmin + il Ymin +jhy)'

As for the block components, we define the (J+ 1) x (J +1) blocks Iy := diag(G" ,
G" \,...,G" ), I := diag(G", ,,G"} |, ...,G"L ), alongside the Ms which generally are
tridiagonal matrices

X N X XN X N
aiy }/fowL bj,O o 00 - 0
X n XN X N
a’ bt et 0 - 0
i1 i1 i1
X ,n Xpn o XxX.n
MY = 0 ) bi,z Cip 0 ,
0 0 0 xalr}J beJ+x}’;?]xci,J

where the superscript x represents a “bar”,“hat” or “tilde” over the following object, and
*a,*b, and *c are coefficients to be spelled out momentarily. Again, for relational boundary
purposes, we have introduced the quantities 7;?0 = G?LLA ?{fo = G;f_, }71-’:0 = Glf'ﬂ’i, and
}{)‘J = G?fl#, }71.’7’] = fo+, )7}?] = G;‘H.Jr for all i - except the four corner cases where
Yo' = G’L,_/G’;O, Vo= G’jﬁ_/G’j_O, %, =G /G jand 1}, = G1,+/Gi,1- Finally,
a few short manipulations of the DPP reveal that

o 5y9k(n,i,j)q6
i 2ihy

B — 6(— cr(n,i, j) n 1Y6(n i, jlog Gk(n,i,j)262)
L hy 2 hxhy 2 h)zc )
¢, =0,
Y6(n,i,j)oq | y*q*
. = 5(1 k(7 L, 1 )
2] 2 hxhy 2 h; )
h 5h,6 8/0"8 (n,ij =n n ANl N n n
bi,j = th (eﬁ /0" ( ”])_1)_ai,j_bl',j_al‘qj_clﬂj_bi,j_bi,j—i_17
o 5<_Q+1y9k(n,i7j)6q B lyztf)
L] hy 2 hxhy 2 hg
a;; =0,
s L ) —r)+y 1 y6(nij)og 6k (n,i, j)2 02
O\ +2 -5 :
hy ]’lxhy hx
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o S8n.i,j)qo
iJ 2hy,

ViV j. From the DPP we also find the discretised FOCs

S .. . B, ..

o () BV i) Gmintily)g 25V (0 )

O (i, ) = == 5= — L= = S PR
@xka (n,1, j) @xka (n,i, )

_ Bs s —1/y
Ck+1 (nal7]) = (6 03 (ni) ‘@;th" (na17])> P

through which we update our controls (compare these expressions with (2.40)). Again, the
boundaries i = 0,i =1, j = 0 and j = J are handled through the relational operators and
the all controls are suitably constrained.

Remark 2.8. The central idea behind writing the DPP on block tridiagonal form, (2.44),
is that we can solve the system through a generalised block form of Thomas’ algo-
rithm. Were we to invert the Brobdingnagian (I 4+ 1)(/ +1) x (I +1)(J + 1) matrix
using a Gaussian procedure we would incur &((I 4 1)3(J + 1)) binary operations.
With the generalised Thomas algorithm this number we can solve the system with
O((I4+1)(J + 1)) operations. Incidentally, this power asymmetry highlights the im-
portance of choosing an ordering which keeps the bandwidth minimal: essentially, the
ordering (2.43) is only to be preferred if J < I. If J > I, it would be better to have
a system with blocks of dimensionality (7 + 1) x (I + 1) as per the ordering (i, ;) €
{(0,0),(1,0),...,(1,0); (1,1),(2,1),..., (I, 1);...; (1,J),(2,J), ..., (I,J) }. Hence order &'((J +
1)(I+ 1)3) in complexity. Further details are provided in the appendix.

2.9.3 Results

We assume the same parameters as in table 3.2. Furthermore, let the drift and diffusion
of the income process be p = 0.04 and g = 0.1 respectively, and let the state space be
restricted tO [Xmin, Xmax] X [Ymin;Ymax] = [20, 100] x [10,50]. Figures 2.9 and 2.10 plot the
percentage errors of the numerically computed optimal controls for various values of I, J,
and N. Considering that the algorithm comes with no guarantee of convergence, the results
are (for the current parametric choices) pleasantly accurate. Part of this success story must
be ascribed to the use of relational boundaries. We experimented with various Dirichlet
alternatives and found that even mild perturbations could wreck considerable havoc. It is
interesting to note that increasing N not necessarily improves the accuracy of the algo-
rithm. Furthermore, while the illustrated surfaces seemingly become increasingly more
accurate as we increase the spatial fine-graining, numerical experiments also indicate that
there is an upper threshold for /,J beyond which the numerical controls can become ex-
ceedingly inaccurate. Jointly, these facts clearly point in the direction that the algorithm
does not converge, which hardly is surprising given that our negative probabilities violate
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Fig. 2.9 The percentage errors of the numerically computed optimal stock investment (left) and the opti-
mal consumption (right) for various values of 7 and J (i.e. various values of spatial grid refinements). We
assume 7 = 1 and N = 50.

the monotonicity property. Nonetheless, this does not mean that the procedure is alto-
gether useless: very reasonable results can be obtained for a wide range of parameters (the
percentage errors come in at less than 2% for the dominant part of the grid). Thus, if ev-
erything else fails, a multi-dimensional Markov chain approximation with negative proba-
bilities can still serve as a beacon in the night for the working economist. Ultimately, one
must experiment with different grid specifications to test the robustness of the numerical
results: indeed, ask oneself the dangerously nebulous question: are my results reasonable?

2.10 Conclusion

Our path through the numerical landscape of financial control theory has been long and
winded, and it is well worth summarising some of our key findings. The main advan-
tage of the explicit Markov chain approximation is the fact that it is straight-forward to
implement. Alas, simplicity comes at the cost of satisfying the probabilistic positivity re-
quirement (2.17), which for Merton type problem entails exceedingly small time steps.
For a grid interpretation of the explicit method this is a nuisance, but does not cause diffi-
culties in principle. As for the trinomial interpretation, a “worst case scenario” take on the
inequality may altogether rule out the existence of a converging solution. To sidestep this
issue, one may opt for the implicit Markov chain approximation instead. Whilst this prima
facie calls for a solution to a highly non-linear system of equations, one may invoke the
iterations in policy space algorithm (2.24) in order to render the system (iteratively) lin-
ear and thence susceptible to a tridiagonal matrix algorithm. Irrespective of the procedure
being implemented a further key insight pertains to the immense computational benefit of
using discretised FOCs upon updating the controls. Searches over discrete control spaces
are better avoided (or should at the very least be restricted to locally plausible regions
based upon subsequent values of optimality).
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Fig. 2.10 The percentage errors of the numerically computed optimal stock investment (left) and the
optimal consumption (right) for various values of N (i.e. various values of temporal grid refinements). We
assume T = 1,1 = 100, and J = 100.

In a Mertonian context, both procedures were found to be wildly inaccurate near the
upper and lower boundaries. Considering the general opaqueness of what constitutes ade-
quate boundaries this is hardly surprising: however, it is at least somewhat unsettling that
the numerical accuracy near the upper boundary seemingly benefits so very little from in-
creasing the grid refinement (and invariably, the computational run-time). Further numeri-
cal studies indicated that one may take some measures against this by choosing appropriate
parameters (essentially, high values for 8 and ¥), although this admittedly may fly in the
face of empirical data. A better (but admittedly also bolder) move is that of introducing a
relational upper boundary (2.34) based on the correct ansatz of time-space separability of
the value function. This solved the problem satisfactorily even for relatively coarse grained
grid specifications.

Finally, while a multi-dimensional extensions to the Markov chain approximation are
theoretically possible, keeping the transition probabilities non-negative for Merton type
problems proves to be considerably more complex. Given the relevance of this class of
problems, and the absence of easy fixes, we put the algorithm to the test by studying the
(non-spatially reduced) labour income problem, in which negative transitions are manifest.
The numerically computed optimal controls turned out to be surprisingly accurate, despite
the absence of algorithmic monotonicity. However, the performance for various parameters
and grid specifications is also sufficiently erratic, in order for the method to be deemed
potentially dangerous.
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Appendix A: The Generalised Thomas Algorithm

First, recall the fundamentals of Thomas’ algorithm: suppose we have a matrix system of
the form

Ax =y,

where x,y € R/ and A € R’*/ is a tridiagonal matrix. Insofar as we wish to solve for x we
could perform an explicit matrix inversion of A, thus incurring an order of &(I®) binary
operations in the process. However, it is much more sensible to exploit the tridiagonality of
A by first decomposing the matrix into LU form, where L, U € R’* are lower and upper
triangular matrices (the only non-zero elements of which are in the leading diagonal and
the ‘next-to” leading diagonal). Solving for x in LUx =y, is now a two-step process: first,
we solve for X' € R’ in the system

Lx = y,

simply by working our way row-by-row downwards through the system. Secondly, we
solve for the desired object x in the system

Ux =¥,

by working our way row-by-row upwards through the system. The total number of binary
system incurred in the process is of &'(I) - a considerable simplification over the Gaussian
algorithm.

The Extension

Unsurprisingly perhaps, the exact same principles can be extended to matrix systems of
a block tridiagonal nature (the only caveat being the fact that matrix multiplication is
manifestly non-commutative whence one must take slightly more care in the derivation).
Specifically consider the case where Ax =y is a matrix system such that x,y € R/ and
A € RIY*I is a block tridiagonal matrix, with J x J-dimensional block components *A;
where x € {[blank], A, ~}:

ATA70 0 O
ALATALT 0 O
0 ATALAL 0

0--00A" A" A",
0---00 0 A} A
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We now perform a block LU decomposition, to which end we introduce the lower and
upper triangular block matrices:

I 00 0 ...0 H U 0 0 ... 0
L, I 0 0 ...0 0 H U, O 0
OL; I O ...0 0 0 Hz U; 0
L:= , U= )
0 OL, ;IO 0 0 0 H_, U,
0...0 O L;I 0..00 0 H

where L;, H; and U; are in R’*/ and I is the identity matrix of the same space. Thomas’
generalised algorithm then boils down to the pseudo-code exhibited in the algorithm below
in direct analogy with the simple tridiagonal matrix case.

Remark 2.9. Suppose the matrix blocks in turn are tridiagonal matrices, as it will be the
case for PDE problems with two spatial variables and purely local transitions. Can one
imbed a Thomas algorithm within Thomas’ generalised algorithm to solve for the L;s and
y;s (thus sidestepping an explicit inversion of the H;s)? Emphatically: no. This follows
from the simple fact that the H;s generally won’t be tridiagonal beyond the case i = 1.

Complexity

We may now compute the reduction in computational complexity as follows: from the /
full matrix inversions of the H;s we incur from Gaussian elimination: /- (%J S+ 2+ %J )
multiplications & divisions and / - (%J 34 %J 2_ %J ) additions & subtractions. The remain-
ing multiplications & divisions in the algorithm amount to 5/J — 4J, whilst the remaining
additions & subtractions amount to 3/J — 3J. Thus, under the assumption that J < I, the
overall complexity of the algorithm scales as ¢ (IJ3) - a substantial improvement over
Gauss® 0(I*J3).!* Insofar as I < J we could obtain the “mirror” result & (JI*) by choos-
ing the ordering such that the block matrices have dimensionality / x [ instead. For further
details about tridiagonal matrix methods in mathematical finance we refer the reader to
Ellersgaard [15] or Appendix B in this dissertation.

14 In actual implementations of Thomas’ generalised algorithm one might find that it is appropriate to
manipulate the indices, which will engender further binary operations. However, the totality of these prove
to be considerably smaller than the leading order of magnitude.
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Chapter 3
Stochastic Volatility for Utility Maximisers Part I
The Bond-Stock Economy
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Abstract From an empirical perspective, the stochasticity of volatility is manifest, yet
there have been relatively few attempts to reconcile this fact with Merton’s theory of opti-
mal portfolio selection for wealth maximising agents. In this paper we present a systematic
analysis of the optimal asset allocation in a derivative-free market for the Heston model,
the 3/2 model, and a Fong Vasicek type model. Under the assumption that the market price
of risk is proportional to volatility, we can derive closed form expressions for the optimal
portfolio using the formalism of Hamilton-Jacobi-Bellman. We also perform an empirical
investigation, which strongly suggests that there in reality are no tangible welfare gains
associated with hedging stochastic volatility in a bond-stock economy.

Key words: Merton’s Portfolio Problem, Stochastic Volatility, HIB Equation

Both authors are with The Department of Mathematical Sciences
Universitetsparken 5, 2100 Copenhagen @, Denmark

e-mail: ellersgaard @math.ku.dk and e-mail: maj@math.ku.dk.
Ellersgaard is corresponding author.

73



74 Ellersgaard and Jonsson

3.1 Introduction

Since Merton’s seminal paper on lifetime portfolio selection under uncertainty [12] the
use of stochastic control theory in the study of dynamic optimal portfolio selection has
become a cornerstone in the field of mathematical economics. Countless extensions and
modifications have been proposed to Merton’s original argument, including, but not lim-
ited to, stochastic interest rates and labour wages, inflation risk and home ownership (for
a highly readable exegesis of these topics, the reader is referred to Munk [15] and the
references therein). By and large, these extensions centre around solving ever more invo-
luted variations of the non-linear Hamilton-Jacobi-Bellman equation. Indeed, this paper
is no exception in this regard.! Curiously though, there have been relatively few attempts
at unifying Merton’s classical portfolio problem with stochastic volatility. Given the over-
whelming empirical support which underpins the latter (indeed, the tremendous theoretical
interest it has received from the quantitative finance community) this is surprising. In fact,
it is only during the past decade that a small number of papers have emerged offering
closed-form expressions for optimal portfolio choices in stochastic volatility economies.
Most prominently, perhaps, is the work by Liu [19]> and Liu and Pan [20] (a) in which
an investor seeks to optimise her bequest in a Hestonian market [17] with access to a risk
free money account and a stock, (b) in which essentially the same scenario is extended to
include derivatives. For a formal derivation of (a) see Kraft [18] who offers a full-fledged
verification argument.’. Another paper worthy of mention is that of Branger and Hansis
[5], in which optimal “buy-and-hold” strategies are studied for an isoelastic (CRRA) in-
vestor who can also trade in a stock option. Here the market is again Hestonian, albeit
with the interesting caveat that they allow for correlated jumps in the driving processes of
the stock price and the variance. Fundamentally, Branger and Hansis seek to uncover the
utility gains obtained through the incorporation of derivatives and the losses incurred due
to the omission of risk factors and erroneous estimates of risk premia. Finally, we refer the
reader to a paper by Chacko and Viceira [10] in which an optimal consumption process
under stochastic volatility is desired for an investor with Epstein-Zin utility. Working with
what effectively translates to a 3/2-model in a stock-bond economy, Chacko and Viceira
manage to derive closed-form approximations to the optimal consumption level, followed
by a perspective from empirics. Conceptually, our paper bears its strongest ties to this
study. Nonetheless, the differences between our approach and that of Chacko and Viceira
also remain pronounced: e.g. our optimisation problem pertains to terminal wealth max-
imisation - not continuous rate of consumption. Moreover, our stochastic volatility models
are different, as is our empirical performance test.

! Nevertheless, the HIB approach no longer monopolises the market cf. the comparatively recent devel-
opments in martingale / convex-duality theory which in some sense provide a much more @®sthetic and
general approach to the field (see e.g. Pham [18]).

2 Liu takes this as an instantiation of a more general body of theory involving state variables of “quadratic
form”.

3 Non-Lipschitzian models (of which the CIR process is an example) do not fall within that general spec-
trum of SDEs for which verification is considered well established (see for instance Zariphopoulou [35]).
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The structure of this paper is as follows: In section 3.2 we lay down the foundations for
our study, by discussing the assumptions enforced upon the market and the investor. In
section 3.3 we formalise the optimal investment problem using principles of stochastic
control theory and perform a standard dimensional reduction of the governing differential
equation based on the linearity of the wealth dynamics. Sections 3.4 and 3.5 are dedicated
to the solution of two concrete problems viz. the case where the variance process follows
a Heston model, and the case where it follows a 3/2 model. Upon making concrete specifi-
cations for the market price of risk, the former portfolio weight is shown to be independent
of the level of the variance, whilst the same thing cannot be said for the latter. Section 3.6
is a generalisation of the material from section 3.3, by allowing for multiple risky assets
and multiple state variables. Section 3.7 exemplifies this extension by considering a half-
forgotten model proposed by Fong and Vasicek in the early 90s [31], [32]. Fundamentally,
the concern here is the inclusion of fixed income products the values of which are depen-
dent upon a stochastic yield-volatility model. Finally, section 3.8 constitutes an empirical
investigation into the extent to which rational investors should be concerned about hedging
stochastic volatility as opposed to just following a garden variety Merton strategy. Upon
calibrating our models to market data, we observe that hedging stochastic volatility within
the confines of our market assumptions, in practice does not lead to tangible welfare gains.
Section 3.9 concludes.

3.2 Model Set-up

3.2.1 The Economy

Consider a financial market satisfying the usual Black-Scholes-Merton assumptions i.e. a
market characterised by continuous trading and the absence of arbitrage, a market where
all assets are infinitely divisible as to the amount which may be held and where no trade is
subject to transaction costs or taxation (friction). For simplicity, we initially consider the
rudimentary financial landscape where there are just two tradeable assets in existence, viz.
a risk risk-free money account (a bond), represented by the price process {B;};>0, and a
singular risky asset (a stock), represented by the price process {S; };>0. In concrete dynam-
ical terms, we shall assume that the money account grows according to the deterministic
equation

dBt = I‘B,dl‘,

where r is a constant risk free rate (this assumption is relaxed later). On the other hand,
the risky asset is assumed to be governed by the generic stochastic volatility model

ds; = S{(r+VVidi (V;))dt +/VidWy; },

3.1
dv, = o(t, Vi )dt + B(1,V;) (pdWy, + 1/ 1 — p2dWs,),
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where {V;};>¢ is the instantaneous variance process, and the random components W; and
W, are independent Wiener processes. Here, we have introduced A, as the market price of
risk associated with W, (which, equivalently, may be thought of as the Sharpe ratio of the
stock) and the parameter p € [—1,1] to codify an instantaneous correlation between the
stock price and the variance

p = Corr[dS;,dV;].

The coefficients o : [0,00) X RY — R (the drift of the variance) and 8 : [0,00) X Rt — R
(the volatility of variance) are continuous deterministic functions, which satisfy certain
technical conditions in order to guarantee the existence of a unique strong solution.
As usual, all stochastic processes are assumed to inhabit a filtered probability space
(Q,.#,F,P), where Q represents all possible states of the economy, and F = { % }/>¢
is a filtration which satisfies the usual conditions.

Remark 3.1. Observe that A; is assumed dependent upon the instantaneous variance.
Specifically, it turns out to be useful to posit that

M(Vi) =AVVi,

where A € R™. Nonetheless, until this becomes sufficiently obvious, we will work with
the general function ;.

Remark 3.2. The fact that the market is assumed void of derivatives is a shortcoming worth
highlighting. Specifically, our findings in what follows can at best be said to be applicable
to unsophisticated investors who take positions in a bond-stock mixture.

3.2.2 The Investor’s Problem

We consider an investor who trades in the financial market over a known temporal horizon
T = [0,T] where T € (0,00). If #;” represents her total wealth at time ¢ and 7; represents
the fraction of wealth she places on the risky asset (with the remaining wealth being de-
posited in the risk free money account), a quick application of the self-financing condition
shows that her total wealth evolves according to the stochastic differential equation

A" =W (r+ mVVida (V2))dt + m/VidWa, ). (3.2)

Fundamentally, we assume that the the investor is interested in determining the functional
form of the risky portfolio weight which will maximise the expected utility of her terminal
wealth (“bequest” at time 7). Specifically, the goal is to compute an optimal admissible
feedback control law 7 = 7*(¢,#;,V;) for some function 7* : T X RT x R* > R such
that

{7 heum= argmax By, [e 2T Du(n)]
' {m et (t,wy)
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where u : R +— R is a von Neumann-Morgenstern utility function and § is the investor’s
subjective discount factor. Throughout this paper, we will assume that the space of admis-
sible controls is:

T
o (t,w,v) = {n:/ midu < oo as. forall T >1, st. (#,V,) = (w,v)}.
t

In particular, we do not enforce any restrictions on short-selling or leveraging. As for the
utility function, u, we adopt the convention of isoelasticity, meaning that

_JETT =0/ -y), fory#1,
ulx) = In(x), fory=1,

where 7 is a positive* parameter which codifies the investor’s level of risk aversion. Ob-
viously, optimal choices are unaffected by translations of the utility function along the
ordinate axis, which means that the —1 in the numerator of u (¥ # 1) can and will be
dropped in an optimisation context. The main point of retaining the —1 in the definition
stems from the fact that (x' =¥ — 1) /(1 — ) formally converges to In(x) as y — 1 as it may
be verified by applying 1’Hospital’s rule. Accordingly, we will also be able to consider the
optimal financial decisions of log investors throughout this paper simply by letting y go to
unity.

3.3 Towards Rigour

3.3.1 The HJB Formalism

Defining the optimal value function J : T x Rt x RT — R
sr—o) HE)Y
1—y |’

we may use standard control theoretic arguments to show that J necessarily satisfies the
Hamilton-Jacobi-Bellman (HIB) equation

Jt,wyv)=  sup  E {e (3.3)

{m}ed (t,wy)

8J = 9 + sup {w(r+ TV () + ac(t,1) D]

meER
+ WAL + SBR(1,V)IRT + pwm B (1, )93 |,

with the terminal condition J(T,w,v) = w!~7/(1 — y). Differentiating the bracketed ex-
pression with respect to 7; gives is the first order condition

4 The positivity of ¥ renders the utility function concave and thus the agent risk averse, as opposed to risk
neutral (Y = 0) or risk loving (y < 0).



78 Ellersgaard and Jonsson

o M0AJ pBI, v>a2
o WﬁaV%WJ f WW

Hence, the HIB equation may be reformulated as

(34

8J = OiJ + rwoJ + a(t,v)o,J + LB (t,v) 9]

(9wd)? (92,J)? OwJ A2, J (3.5)
= 3R () G5 — 2B )T — B () =5

3.3.2 A Dimensional Reduction

From the linearity of the wealth dynamics (3.2) it follows that the optimal strategy 7, must
be independent of the level of wealth (specifically, multiplying #; by an arbitrary constant
k renders the dynamics form-invariant: thus, there should be no need for tampering with
the control). Using this insight, the optimal value function may therefore be written as

J(t,kw,v) = By o [e 2T Du(kny))
=k VB [T u())
=k wv).

Setting k = 1 /w we arrive at the result that the optimal value function is separable in wealth
and time-volatility:

wl=v

J(t,w,v) = g(t,v)y1 —

(3.6)

where g(z,v)" = (1 —17)J(t,1,v). Inserting this expression into the HIB equation (3.5) we
obtain, after considerable simpliﬁcations,

0=dig— (= 9r— 1y ' IR0 ) g+ (alt,v) + PPB( )M () Dug
(98)° G
zﬁ (t V)(ng %( ’Y)(l_pz)ﬁz(tvv) g )

where g(T,v) = 1 (cf. the terminal condition above) and we have introduced the param-
eter ¥ = (1 — y)/y. Moreover, if we combine the ansatz above with (3.4), the first order
condition simplifies to

g ]a0) | pBGYIg

RN
Specifically, we see that the rational investor ought to amend her Mertonian stock-wealth
(as codified by A;(v)/(y+/v)) by the correction pf3(¢,v)d,g/(1/vg) to hedge against fluc-

(3.8)

> Here we use that 9,J = §~ g” L0,gw! =7, dyJ = g'w™", 92,0 = —yg"w V1, 9,0 = g7 19,gw! 7,
020 = —yg"2(dg)*w! T+ 9 g7~ 1(9ng1 Vand 92,J = yg""'d,gw 7.
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tuations in the underlying state variable, v. Insofar as the latter is zero, the investor is said
to be myopic. Already we see that this occurs under at least two different circumstances,
both of which relish in intuitive appeal: viz. the event when volatility is deterministic
(B(z,v) = 0) and the event when volatility is completely uncorrelated with the price of the
risky asset (p = 0) (whence the risky asset per se provides no hedge against fluctuations
in the underlying state variable).

To proceed any further we now have to make concrete assumptions about the nature of the
stochastic volatility model, i.e. the functional form of o and . To “set the scene”, as it
were, we initially expose Liu’s [19] investigation of optimal portfolio choices when volatil-
ity obeys a Heston (CIR) model, only to generalise immediately to the case where the
Heston parameters are made time-dependent. Subsequently, we consider having volatility
follow a 3/2-model, which is equivalent to stipulating that volatility~! is CIR. All proofs
are relegated to the appendix.

3.4 Experiences From the Heston Model

One of the most popular volatility models in the derivatives industry, cherished for the fact
that it admits quasi-analytic expressions for European call and put options, is the Heston
model, [17]. Dynamically, it corresponds to the Cox-Ingersoll-Ross (CIR) equation,

dV, = k(0 = V;)dt + &V, (pdWy, + /1 — p2dWay), (3.9)

where k, 0 and & are positive parameters which respectively signify the speed of mean
reversion, the long run mean and the so-called volatility of variance. To secure the the
variance process V; is non-explosive, these parameters are typically taken to satisfy the
Feller condition: 2k > £2.

Theorem 3.1. The Heston Optimal Portfolio. Under the assumptions that (I) the
volatility model is Hestonian and (Il) the market price of risk of the stock is propor-
tional to volatility, A1 (v) = A+/v, it follows that the optimal portfolio weight to place
on the stock is

A A
= = +pEIB(T —1), (3.10)
where we have introduced the function
2 At _
Bry=~ =D (3.11)

and the parameters K = k — JpEA and ) = \/R2 — PE2 (p2 +y[1 — p2]) A2 /7.
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Proof. The key insight is that by positing A; (v) = A+/v we obtain a differential equation
which admits an exponential affine solution. See appendix A for details. (]

A few remarks on the optimal portfolio weight are in order: first, ;" does not depend on
the instantaneous volatility, v. Whilst this prima facie is a surprising result (to the extent
that one perhaps would expect an inverse correlation between stock holding and volatility),
note that we effectively have imposed an offsetting condition by engineering the risk pre-
mium to be proportional to volatility. Secondly, as ¥ — 1, * — A /y (the Merton portfolio)
which is in accordance with the theorem that log investors are myopic in their optimal in-
vestment strategy (see e.g. Munk [15]). Thirdly, a few words about the behaviour of the
B-function: assuming & € R™ then B'(7) > 0 and B”(7) < 0 whence B is a monotonically
increasing and concave function of the time to maturity.® It is also bounded from above:
B(t) = A?/(y(R+A)) as T — oo, whence

59 2

lim & = & + %

ety (R4
On the other hand, as T — 0, B(7) — 0 whence 7% — A /¥ which fits the intuition that short
horizon investors increasingly disregard volatility fluctuations (they become increasingly
myopic in their investment strategies as the TTM decreases). Finally, observe that the in-
vestors position vis-a-vis the Merton portfolio is intimately linked to the signs of p and 7.
If both parameters are positive or negative, then the Heston portfolio takes a more aggres-
sive position in the stock market. Conversely, if one and only one of them is negative, the
investor will be more prone towards the risk free asset. Empirically, one often finds that
p < 0 for equity, while y > 1 (7 < 0), which corresponds to the first scenario.

Now, over longer temporal horizons it is scarcely plausible to assume that the financial
landscape will remain sufficiently static to guarantee the constancy of the Heston parame-
ters {k,0,&,p}. Whilst it is easy to envision all sorts of stochastic dependencies, we are
at the same time faced with the burden of making our model analytically tractable. To this
end, consider the simplest of extensions, in which {k, 6, &, p} are made to be deterministic
functions of time. Specifically, let us consider the volatility model

AV, = k(t)(8(t) = Vi)dt + &()VVi (p(1)dWi, + /1 = p(t)2dWa), (3.12)

where k : [0,00) > (0,00), 0 : [0,00) — (0,00), & : [0,00) — (0,00) and p : [0,00) — [—1,1]
are defined such that the SDE for the variance process has a unique strong solution and,
typically, also such that the time-dependent Feller condition is satisfied, i.e. 2k (¢)6(r) >
E2(t) for all t € [0,0). Finally, we will assume that k(¢), & (¢) and p(¢) are (or may be rea-
sonably approximated as) piecewise constant functions, continuous from the left, whilst
no such restriction is placed on 6(¢). Specifically, let [ry,7,] = [t,T] be some finite tem-
poral horizon over which the investor trades, then we assume the existence of a finite
number of discontinuity points 1} <# <... <1 € (¢,T) such that fq,fl, pj are constant
over the half-closed interval (t,_1,2,], K2, &2, P2 are constant over the half-closed interval

6 We calibrated the Heston model 44 times over he course of eleven years and consistently found & € R*.
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(ti—2,ty—1], ... and i, én, pn are constant over the closed interval [fy,#;]. The union of these
n disjoint subintervals is clearly [z, T].

Theorem 3.2. The Time-dependent Heston Optimal Portfolio. Under the assump-
tions that (1) the volatility model is time-dependent Hestonian with k, & and p being
plecewise constant functions, continuous from the left, and (II) the market-price-of
risk of the stock is proportional to volatility, A1 (v) = A+/v where A € R™, it follows
that the optimal portfolio weight to place on the stock is

* A = £ 4
o :?+Pn§nYBn(T_t>7

where p,, &, are the values of p and & at time t, and {By};_, are complicated func-
tions that are computed sequentially for k = 1,...,n according to equation (3.46) in
the appendix. For each k, the function By depends on &;, p;, & fori=1,....k, the
piecewise constant values of k, p, .

Proof. Again, from A, (v) = A./v we obtain a differential equation which admits an expo-
nential affine solution. This allows us to solve the system sequentially backwards in time.
See appendix A for details. t

3.5 Experiences From the 3/2 Model

Following empirical studies into S&P100 implied volatilities by Jones [13] and Bakshi,
Ju, and Yang [2], a stylised fact of the variance process diffusion exponent is its proximity
to 3/2 rather than the 1/2 inherent to the Heston model. This prompts us to look into the
non-affine volatility model simply known as the 3/2 model:

AV, = KV,(8 —V,)dt + EV/* (pdWi, + 1/ 1 — p2dWs,), (3.13)

where 6 and & retain their interpretations from before, but the speed of mean reversion now
has been made dependent upon the instantaneous variance: kKV;. Unlike the Heston model,
there is here no“non-explosivity” restriction on the choice of parameters,’ although we
maintain that x, 6 and & are all positive. To solve the optimal portfolio problem under
the 3/2-model we make two key assumptions: first, inspired from the previous subsection
we will take A (v) = 2+/v. Secondly, we boldly assume market completeness by fixing a
perfect negative correlation between S; and V;:

7 To see this, use It5’s lemma to show that {V;~'} is a CIR (Heston) model with speed of mean reversion
6, long run mean (k + £2)/(2x) and volatility of variance —&. Substituting these parameters into the
Feller condition we obtain, after a few lines of manipulation, & > —&2 /2 which always is satisfied.
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p=—1

Whilst this inexorably is an approximation, it is perhaps not an altogether unreasonable one
- at least some of the time. Drimus [13], for instance, finds that p = —0.99 in a calibration
of the 3/2-model to the S&P 500 index.® Our own calibrations are less encouraging in this
respect (see the empirical section).

Theorem 3.3. The 3/2 Optimal Portfolio. Under the assumptions that (1) the volatil-
ity model is 3 /2 and (II) the market price of risk of the stock is proportional to volatil-
ity, 11 (v) = A\/v, and (III) the stock and variance processes are perfectly negatively
correlated, it follows that the optimal portfolio weight to place on the stock is

me®ygaf14 2 Mt LEFLD ) (3.14)
v ¢ M(a;Ciz)

where M(a; é’ ;2) =1F1(a; é’ ;2) is the confluent hypergeometric function (Kummer’s
function of the first kind)

G=) S0 — 1y Gy SN 2 At DD 2,
=0 ¢ S+ 2 C(C+1)(c+2)6
and we have defined the variable z = z(v,T —1):
_ 2x0
—52 (l_exeT t))
75 . A A PEA+K

and the parameters a = —@ + C=1+2(a+ @) where ® = % +

7E2

Proof. Beyond the specification A;(v) = A+/v, the key element in the proof is here the
ansatz that the governing differential equation only depends on (z,v) through the inter-
vening variable y(¢,v) = jtT eJi'¥0ds gy .y This allows us, through a series of coordinate
transformations, to obtain a confluent hypergeometric differential equation. See appendix
A for details. A cursory introduction to confluent hypergeometric functions and their prop-
erties is provided in appendix C. O

We make the following observations: firstly, unlike the Merton-Heston problem, the opti-
mal control here retains a dependence upon z (and thence on the instantaneous variance v).

8 To highlight the limited comparative difference between setting p = —1 and p = —0.99 we ran 10°
Monte Carlo simulations of a 3/2-driven stock path over a period of three months using the param-
eters (So, Vo, i, k,0,&) = (100,0.2450,0.15,22.84, 0.4669,8.560). The mean rerminal price difference
between the p = —1 and p = —0.99 paths was found to be 3.7807 with a standard deviation of 3.1861,
whilst the mean price difference over the lifetime of the stock was evaluated to 2.2788 with a standard
deviation of 1.5477. The difference between the two scenarios is, in other words, relatively modest over
short temporal horizons - even if not altogether negligible.
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Secondly, it is a well-known fact that the ratio M(a+ 1; Cj +1;z)/M(a; (: ;z) can be written
as a Gaussian continued fraction. Finally, as for the limiting behaviour of the control, we
observe that as 7 = (T —1) — ooy — oo whence z 7 0 and M — 1. Thus, for long temporal
horizons the optimal portfolio strategy converges to

. A
}glolo T, = ? + ﬁa.
On the other hand, as T — 0, y — 0 and z . —oo so M(a + 1;é+ l;z)/M(a;é;z) — fé/z,
where we have used that for large (negative) zs

5 r(
Mla;8iz) ~ (L
r—a
where I" is the gamma function, in conjunction with the elementary relation I" (f +1)=
¢ ({). Once again, the upshot is that short term investment horizons are myopic: 7" —
A/yast—0.

3.6 The Multi-Asset Multi-Factor Extension

3.6.1 Towards Realism

One notable limitation of the financial landscape discussed above is inevitably the assump-
tion that there is just one tradeable risky asset in existence. In a similar vein, working with
a single-factor model (the volatility) seems comically reductionistic: at the very least, our
model should be able to accommodate multiple volatilities as well as a stochastic short
rate (to encompass the bond market). Thus, for the sake of financial plurality, we introduce
an abstract generalisation of the dynamics (3.1). Specifically, letting S, = (S1;,S2, .-, Snt)
represent an N-dimensional vector codifying the price processes of N risky assets, and
letting V; = (Vi;,Vay, ..., Viy ) represent an M-dimensional state variable, we suppose

dS, =Ds{(r(Vi)e+o(t,V))Xi(V}))dt + o (t,V,)dW, },

(3.15)
dVi = a(t, Vi)dt + B1(t, Vi )dWi, + Ba(t, V) d W

Here, W € R and W, € RM are independent Wiener processes (internally, as well as
with respect to each other), where A;(V}) is the market price of risk associated with the
former. Furthermore, o : [0,00) x RM 5 RV*N v 1 [0,00) x RM 1 RM, 3} : [0,00) x RM 1
RM*N and 3, : [0,00) x RM s RM*M are progressively measurable functions, which,
again, satisfy certain technical conditions. Finally, the short rate » has been made depen-
dent upon the state variable V; and we have introduced the notation Dg : RY — RV*N
for the diagonalisation of S, i.e. Dg = diag(S1, 52, ...,Sy), and ¢ as the the N-dimensional
vector of ones (1,1,...,1)T.

Regarding the investor, our assumptions from before remain intact, i.e. we are still
contemplating a situation in which the goal is to maximise expected utility of discounted
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bequest E [e“STu(”//T)]. However, as she is now balancing a portfolio comprised on N
risky assets and one risk free asset, her self-financing portfolio now evolves as

av;T =#"{(r(V;) + o (V}))dt + 7 cd W, }.

where 7, = (my;, T, ..., Ty, ) is an N-dimensional vector of controls corresponding to the
weights she places on each of the risky assets.’

3.6.2 The HJB Equation

Defining the optimal value function J : T x RT x R¥* = R as in (5.4) with v and 7 re-
placed by the appropriate vector quantities v and 7, it can be shown that the governing
multi-dimensional HIB equation is of the form!®

8J = dJ+ sup w(r(v)+mfo(t,v)A(v))dw] +a(t,v)TV,J
RN
+iwinlo(t,v)oT (t,v)m 5, J + Su[V2 I Z] +wnlo(t,v)B7(t, 'U)VvQWJ},
(3.16)
where J(T,w,v) = w'=7/(1 — ) is the terminal condition, and we have introduced the
following notation: (i)

X Eﬁl(tvv)ﬂlT(tvv) +B2(t’v)ﬂ-2r(t>v)7

(ii) tr as the trace operator, (iii) V, = (dy,,0,,, ...,y )T as the gradient operator and (iv)
V2, =V, ®V, as the Hessian operator. Differentiating partially with respect to 7, and
equating to zero, we find that the associated FOC is

OJ
wo2 J

ww'

V'vawj
—(oT(t,0) " Bl (v) 2 BT

ww

m = —(07(1,0) "' Av)

If we once again conjecture a solution of the form
g(t,v)'w!=7
-y
tedious calculations show that (3.16) and (3.17) jointly entail that g must satisfy

J(t,w,v) =

b

0=dg— (2= 9r(w)— 2y AN ()| ) g+ (a(t,0) + 381 (1,0) M1 (v)) Vg

. (3.18)
+ %tr[vivgz} - %(1 - }/);Vl,gﬁz(t,v)ﬁg(t,v)vvg,

® The residual weight 1 — YN | 7; is placed on the risk free asset.
10 For elementary introductions to multi-dimensional HIB equations see [7] and [15].
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subject to the boundary condition g(7,v) = 1, where we reiterate that = (1 —7y)/y. We
may also rewrite the FOC as

W= %/(O'T(t,'u))fl)\l (v)+ é(aT(t,v))flﬂlT(t, V)V, (3.19)

which, of course, is nothing but Merton’s (M + 2)-fund separation result, as it may be
verified by writing 3] (t,v)V,g as ZZJ‘-’IZI ﬁlT:j(t7 v)d,,g, Where ﬁlT:j is the entire /" column

of B].

3.7 Experiences From a Fong-Vasicek Type Model

Multi-factor models rarely wallow in analytic elegance, and alas our exemplification is no
exception. What follows is an attempt to set up a more realistic security market than what
we have hitherto been exposed to, whilst keeping the factor number low. Specifically, one
of the assumptions made in the single-factor model was the constancy of the interest rate.
Given that the variance of changes in the yield of treasury bonds is manifestly fluctuating
over time (see e.g. [32]), this is clearly undesirable. Thus, we argue that a realistic financial
market model, at the very least should be able to encompass a bond market where the short
rate of interests is modelled dynamically over time. Keeping with the spirit of this paper,
consider modelling 7, through the stochastic volatility model

dry = 1.(6, — r;)dt + v/VidWy,, (3.20a)
dV; = K,(6, — Vi)t + EV/Vi{pdWi, + /1 — p2aWai}, (3.20b)

where Wi, and W, are independent Wiener processes. Following Fong & Vasicek [31],
[32], the implications on bond pricing of such a model are well known. Specifically,

Theorem 3.4. If the short rate of interest, r;, is driven by the system of SDEs (3.20),
and the market prices of risk satisfy

(V) =My and )Lz(v):M (3.21)

V1=p2

where Ay, A, are positive constants, then the time t price of a zero-coupon bond
maturing at time T > t is given by

Pl =exp{—A(T —t)—B(T —t)r—B>(T —t)v}, (3.22)

where (r,,V;) = (r,v), and A, By and B, are functions of the time to maturity, which
satisfy the system of differential equations:
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A'(1) = k,6,B1 (1) + %,6,B(7), (3.23a)

Bl (1) =1-xB(7), (3.23b)

B)(7) = —{MB1(7) + 3B1(7)} — {K + A& + EpBi(7)} Ba(1) — 3&°B5(7),
(3.23¢)

subject to the boundary conditions A(0) = B;(0) = B,(0) = 0. Furthermore, the
dynamics of the price of a zero-coupon bond is given by

dPtT = PtT {(r+ @p(T —1t))dt + opi (T —t)dWi; + opo(T —1)dWsa, },

where
op(7) =41 (v)op1 (7)) + L2(v)opa(T), (3.24a)
op1(1) = —VvB1(1) — VvpEBa(7), (3.24b)

op2(7) = —Ev/vy/1—p2By(7). (3.24c¢)

We note that analytic expressions exist for the functions A(t) B (t) and By(7): see
Selby & Strickland [29] or Fong & Vasicek [32]) for details.

Proof: The result follows from a standard no-arbitrage argument. Modulo some sign con-
ventions and non-significant differences in definitions!! the proof is fully exposed in [32]
and will not be reproduced here. U

The Model. Suppose we have a market with N > 2 tradeable assets out of which two
are zero-coupon bonds of different maturities {P', P}, and the remaining N — 2 assets
are stocks {S}, 5?2, ..., SN2}, The bonds are assumed to be governed by the Fong-Vasicek
model presented above, while he price processes of the stocks follow the quasi-Hestonian
dynamics

=

. . 2
ds{ =S| {(r, VY (V))de+VV Y kﬁdw,-t} , (3.25)
i=1

T A brief remark on the market prices of risk is in order. Specifically, the market prices of risk, q(v) and
p(v), referred to in both [29] and [32] are related to A;(v) and A (v) through the linear transformation
g(v) = 41 (v) and p(v) = A1 (v)p + 22(v)\/1 — p2. The difference boils down to a matter of definition:
whilst we define the market price of risk qua the dynamics written on standard form, the standardisation
criterion is dropped in [29] and [32]. Specifically, we define the market price of risk as o LA = (u —r1),
where p — r1 is the excess return, and L is the lower triangular matrix in the Cholesky decomposition of
the covariance matrix of the Wiener vector. Fong & Vasicek disregard the standardisation (meaning that
they define o)\l = (pe — r1)). In general, if ! is the risk vector associated with the former definition, and
A is the risk vector associated with the latter, we may transform between the two using LA’ = A¢ where
L is the lower triangular matrix in the Cholesky decomposition of the covariance matrix of the Wiener
vector.
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where 1 < j <N —2 andV; is driven by the SDE given in (3.20b) [we stress that there is
no empirical support for the assumption that bonds and stocks should be governed by the
same variance process - we invoke it for pure mathematical convenience]. All additional
Wiener increments defined thusly are assumed independent of each other. Also, the Sharpe
ratio y;(V;) is given by Z{ilz kjiAi(V;), where A;(V;) is the market price of risk associated
with W,. Interpretation-wise, we may construe (3.25) as the standardised version of the
situation where every stock price effectively has three random sources: two coming from
the bond market (W}, W5 ) and one inherent to the stock itself Wj* This, in turn, has non-zero
correlation with all other shocks inherent to the other stocks, thus captivating the notion
of a pervasive systematic risk. Cholesky decomposing the vector (W, Wy, ...,Wys_,) the
dynamics will take on the form of (3.25).

Written on the form (3.15) we are accordingly dealing with a model where S; =
(PI P2 SE SN )T A (V) = (M (V) A (Vh), .., Ay (V)T and AWy, = (dWy,, dWay ...
dWy, )T are vectors in RV, whilst

Gpl(Tl—l‘> O'pz(Tl—I) 0 0
opi(lh—t) opp(Th—t) O 0

kiiv/Ve kiov/Vi  kizv/Vi 0

o(t,Vi) = ,  (3.26)
kn_3ivVi kn-3pV/Vi o - kn—3n-1vV; 0
kv ivVVi kn—apV/Ve o - kn—o N1V Vi kn—o v/ Vi

is a matrix in RV, Furthermore, V; = (r,,V))T, a(t,V;) = (k.(6, — 1), k,(8, — V,))T €
R?,

NA7A 0 0---0
), (3.27)

Bi(t,Vr) = <§pﬁ§\/@\/\7t0--- 0

isin R?*N and B, (¢, V) = dWo, = 0.

To obtain a complete specification, we will also need to make concrete assumptions
about the market price of risk vector A (V;). Here, we will stick with the Fong-Vasicek
assumption (3.21) with respect to A;(V;),A2(V;) and set A;(V;) = A;1/V; for all j > 2,
where A; is a positive constant.

The Spatially Reduced HJB Equation. Suppose we define the constant

A2 2pA1 A, )'22
2 L 2 2
)Lp_l_pz = p2 +1_p2+13+...+7LN,

then (3.18) takes on the form

0=dg— (% —fr— %?’71?}%") g+ (k- (6, —r)+7A1v)drg
T (16(8, — v) + TEAv) g + Svd2g+ Epvaie + 1EWale,

(3.28)
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subject to the terminal condition g(T,r,v) = 1, where g(¢,r,v) : T x R x R* — R. Given

that the coefficients in this PDE are linear functions of r and v, we guess the exponential-
affine solution

§(r) =exp{ & (T —) +JACT 1) + 9BU(T —)r + BT —1)v ). (3.29)

Combining (3.28) and (3.29) and using the fact that the resulting expression must hold for
all values of r and v we obtain the coupled differential equations

A'(1) = K.6,B1 () + k,0,B2(7), (3.30a)
B)(t) = 1-KB,(1), (3.30b)
B, (1) { Y 25 + 7B (1) + 3 7Bi(7) }

(3.30¢)
—{K — & — PEpB1(7)} Bo(7) + $9E2B3 (1),

subject to the boundary conditions A(0) = B;(0) = B»(0) = 0. Notice that this system is
identical to (3.23) provided we let Y — oo (§ — —1).

Theorem 3.5. The functions A(T), B1(t) and B,(t) are given explicitly by

2%,6, (L

A(1) =6,(T — By (1)) ;? In (%) (3.31a)

B(7) :1%4,77 (3.31b)
P KT 25,

By(7) =— gzp T+ éf?G(r), (3.31c)

where we have defined the following functions

)

2 YD P A
L(t) =Y Kje “P2r M (45,8 ge )
j=1

K &b (o o
jf_m{ﬁjﬁ’l(aﬁ@’qe %)
J=1L(t)e2"

+4e LM+ 1,84+ 1,0e7) |,

J
where M(a, §,z) is Kummer’s function and K, K, are constants given by the relation
K, = EK| where
[ﬁl - g]M(ah glqu) +Q%M(dl + la Cl + 17@)

[173 _ﬁZ]M(dL&aC}) _Q%M(dZ'i‘ 1,52—'- l,q) .

(x]
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Furthermore, we have introduced the following parameters:

@ p=ili/71-p2) -] 6 a=p+2L,
() 4= 1PU1=0) {1_%:(”%”(*)}, d) &=2B;+1-9,
2 2/RA-p) L p(I-D)&?
(e) Bi=8, (f) B=d-8,
s D 1| 2982 (A3 A ¢ sk M Pp
=_ __ |d2_ > =—r_ LM _
(8) ﬁ_2 2 v K2 [29/ K, 2Kk2|’ () 19_1(, K K2’
where i = \/—1 is the complex unit.
Proof. See appendix A. g

Optimal Controls. We are now in a position to compute the optimal portfolio weights for
our Fong-Vasicek model.

Theorem 3.6. For the general N-asset case, the optimal portfolio weights w =
(T gy gy s, s s Ty, )T @re given by

o Bl(TQ—I)BQ(T—t)—Bz(Tz—t)Bl(T—t)

(&T(l))715\1+m Bz(Tl—t)Bl(T—t) Bl(Tl—t)Bg(T—t) 5

. 1
T, = — —
4 0

(3.32)
where Bi(T) and By(t) are the functions defined in (3.31b) and (3.31c), and
B1(7) and By(7) are the zero-coupon bond price functions which solve (3.23b)
and (3.23¢).'? Furthermore we have defined the following quantities: (i) &(t) =
a(t,v)//v € RVN (i) Xy = X\ (v)//v € RN, (iii) 0 = (0,0,...,0)T € R¥=2 and

(iv)
d(t) EB[(T] —t)Bz(TQ —t) —Bz(T] —I)B] (Tz —l‘).

In the particular case where N = 3 (two bonds and one stock are being traded), the
optimal bond weights are explicitly calculated as
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(2 —ph) km]

RS B
T, = VEVT—pd(0) {B1(T2) [ ik
(3 ) (5202

i %’I) {B1 (T, —1)By(T —t) — By(Ta —1)B\(T — 1)},

kads (A —Pl1)]

. 1 _
ﬂt,Bz - }/&M Z_d(t) {Bl (Tl) [ ks m
_ / k1 )L3 k213 (ﬁ,z — pll)

+ % {Bo(Ty —t)B(T —t) — B\ (Ty —t)B2(T —1)}.

(t)
Moreover, the optimal stock weight is given by
A3
Ty = —.
Y5 ks

Proof: We derive (3.32) based upon (3.19), where o is defined in (3.26), 3; is defined
in (3.27), and g(t,r,v) is defined in (3.29). The key insights are the following: since all
components of (oT)~! are proportional to 1/,/v, and all components of A;(v) are pro-
portional to /v, the “tangency portfolio”-component )l,(O'T)’l)\l (v) is independent of v.
Furthermore, since ﬂf(&rg, d,g) is a vector in RY which is non-zero only in the first two
components, we only need to calculate the first two columns of the inverse matrix (oT)~!
(of which only components (1,1),(1,2),(2,1), and (2,2) will be non-zero) in order to
specify the “hedge portfolio”-component g~ (oT) ! 8] (9,g,dyg). To this end, we use the
following matrix result: let A, be an n X n matrix, the bottom row of which is non-zero
only in the rightmost entry, A, ,, then its inverse is given by '3

—1 -1 —1 _
(A(n—l) A(l:n—l),n) _ <A(n1) _A(nl)A(]:nl),nAn,r]z>

0‘(Fn_1) An,n o O(n—l) A,;rll

13 This is a straightforward corollary of the Banachiewicz identity for blockwise inversion of matrices.
Suppose A, B, C and D are matrix blocks such that A and D are square matrices, then

AB\ ' (AT4A'B(D-CA'B)"!CA~! —A~'B(D—CA'B)"!
CcD —(D-CA'B)"'CA™! (D—CA~'B)"! '

insofar as A and (D — CA™'B) are invertible.
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where A,y € R(=1)x {0 (n—1)sAgtm—1)} € R ' and A, , € R. Clearly, O'(TN> =
o7 is such a matrix. Indeed, so is the sequence of matrices 0'<TN71), a(TNfz), . a'(T3) SO we
can apply the rule repeatedly to show that
-1
(@Ml = opi(Ti —t) opi(T>—1)
1:2,1:2 GPZ(TI _ t) GPZ(TZ _ t) ’
where op)(7), op2(7) are defined in (3.24b) and (3.24c¢). O

Unsurprisingly we find that only the two bonds are used to hedge against interest rate risk
(as codified by W, W, in the Fong-Vasicek model) whilst stocks are used to hedge each
other. More intriguing is the fact that the optimal controls are altogether independent of the
state-variables (r,v), i.e. they are purely deterministic. This property is similar to a two-
bond one-stock model considered by Brennan and Xia [7], where the interest rate follows
a Vasicek model with a stochastic long-run mean. Provided we let ¥ — oo, we can also
recover the property of their model that the hedge portfolio component is (—7,0,0,...,0)
if T =T and (0,—%,0,...,0)if T = 7.4

3.8 The Empirical Perspective

Thus far we have managed to develop some fairly sophisticated correction formulae to
the original Merton problem given the presence of stochastic volatility. Nonetheless, two
important empirical questions remain unanswered: first, the magnitude of these correc-
tions with respect to market data is not intuitively obvious. Secondly, the empirical per-
formance of the corrected investment strategies versus the Merton strategy must be scruti-
nised: whilst stochastic volatility has become common dogma in the derivatives industry,
it is not clear that our prescriptive (“rational”) trading approach will benefit from its incor-
poration. To develop an understanding for these queries, we propose a study of an investor
who trades in a representative market index (the S&P 500 ETF - see figure 3.1), using
respectively

1. The Merton portfolio weight, 717 =1/7,
2. The Heston portfolio weight, 71, cf. equation (3.10),

14 We also note that the completeness of our model makes it suitable (albeit not straightforward)
for studying consumption, i.e. for investigating control problems where the investor tries to maximise
E f,T u(cy)ds], where u is a utility function (here, assumed isoelastic) and ¢, denotes the rate of con-
sumption at time s. Specifically, using the envelope theorem u'(c;) = 9,,J (t,w, r,v), where J is the optimal
value function, as well as the standard separation ansatz J(¢,w,r,v) = g(t,r,v)"w!~7/(1 — 7), we find that
¢; =w/g(t,r,v). For the Fong-Vasicek model presented here, the appropriate g-function is now

g(t,rv)= '/tT exp{— (s—t) +JA(s—1)+9Bi(s—t)r+ ¥B2(s —t)v}ds,

where A(7), Bi(7) and B,(7) are as defined in (3.31a), (3.31b) and (3.31c). Given the complicated hy-
pergeometric nature of these functions, the evaluation of the integral is a task better left for numerical
study.
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Fig. 3.1 The price process of the S&P500 ETF (left) and the measured variance [per year] (right). Notice
the erratic nature of the latter, which corroborates our claim that volatility seems to behave like a stochastic
process. The data is from the period 2000-01-03 to 2013-12-31 and contains 1,492 entries. For further
details the reader is referred to Appendix D.

3. The 3/2 portfolio weight, 7/, cf. equation (3.14).

Specifically, we consider an experimental set-up in which an investor, initially endowed
with wealth wyp = 1000 $, trades in a self-financing manner over a three months horizon, re-
balancing her portfolio approximately every second day. At the end of the trading period,
we compute the resulting profit-&-loss (P&L) incurred by each of the three investment
strategies. Throughout we fix the assumptions r = 0.02, y=2.5 and A = 0.5. To get some
semblance of a statistical basis for our analysis we repeat the entire experiment for a to-
tality of 44 non-overlapping three months trading periods such that trading period 1 runs
from 2003-01-01 to 2003-03-31, trading period 2 runs from 2003-04-01 to 2003-06-30 etc.
Insofar as strategies (2) and (3) are truly superior to strategy (1), this should be reflected
by their average return per unit standard deviation ratio.

Remark 3.3. Keeping the risk free rate constant is inexorably an approximation. However,
it is not an altogether unreasonable one: all of our conclusions were found to be robust
upon substituting a fixed r with the 3-month rate of the U.S. treasury bill.

3.8.1 Calibration Details

For portfolios (2) and (3) we estimate the parameters of the associated volatility model
by calibrating the model to market data running over a period of three years, immediately
prior to the first day of trading. For example, if a portfolio runs from 2003-01-01 to 2003-
03-31, then the associated estimation period runs from 2000-01-01 to 2002-12-32. For
both models, we obtain estimates of ¥ = (k,0,&) by numerical optimisation of the log-
likelihood function for respective model. In particular, if v = (vg,...,v,) is the variance
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from the estimation period, the log-likelihood function is given by

n—1

(y;v) =) log ¢ (vig1|vis W),
=0

where ¢ (v]y; y) denotes the conditional distribution of the variance process.

In Heston’s model, the variance follows a CIR process which has a non-central xz
conditional distribution. A consistent estimator for this process can be obtained by em-
ploying the conditional moments in a Gaussian likelihood and maximising, see Sorensen
[23]. Hence, we maximise

n—1
1 (yv) = Y 10g ¢ (vig1;mi)is Oy 1)
i=0

=

where ¢ denotes the Gaussian density, while the conditional moments are given by

iy = vie™ ™+ 9(1 — e ),

2 _ 52 —xh; —2K;h 652 1 —Kkhi\2
GH—l\i_Vi?(e —e ")+ R( —e )
where the time-spacing between two observations v;; | and v; is given by A;.

For the 3/2 model, an application of Ito’s lemma shows that 1/V; follows a CIR-process
as well with reversion speed K = k6, long-term mean 6 = (k +£2)/(x6) and volatility
& = —£&. Thus, we employ the same estimator (maximising the Gaussian likelihood with
conditional moments) on the inverse-transformed variance data {1/v;, i =0,...,n} to ob-
tain an estimator for the 3/2 model. See also appendix D.

3.8.2 The Mertonian Benchmark Strategy

We illustrate the P&L paths of the Merton strategy against which we shall be compar-
ing our stochastic volatility strategies in figure 3.2. As suggested, the Merton strategy is
characterised by a constant holding in the risky asset of 7M® =1 /y =0.5/2.5 = 0.2, with
the remaining wealth going into the risk free asset. Data for the investment periods and
terminal P&L values is reported in table 3.1 in appendix E. Of the 44 portfolios, 28 have a
terminal profit which exceeds the initial portfolio value. Unsurprisingly, the biggest losses
are incurred in the wake of the Lehman default in 2008. The average relative return of the
strategy is 7.6100 $ with a standard deviation of 15.0471 $, corresponding to a return per
unit std. dev. of 0.5057. The 5% value at risk (VaR) amounts to a loss of 14.5569 $. The
relative returns of the Merton strategy are illustrated in figure 3.3, in which we also exhibit
the corresponding numbers for a risk-neutral investor (Y = 1) who allocates funds equally
between risky and risk free assets. As expected, the latter comes with a greater mean return
(11.70 $), but also a considerably higher dispersion (37.89 $), i.e. a sub-par return per unit
std. dev. of only 0.3088.
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Fig. 3.2 The running wealth from an agent with risk aversion ¥ = 2.5 who invests a proportion 7 = 20%
in the S&P500 index and a proportion 1 — 7 = 80% at the risk-free rate 2% during 44 consecutive periods
of 3 months each. The initial wealth of each period (wy = 1000) is marked with a cross while the terminal
wealth is marked with a circle.
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Fig. 3.3 The profit-and-loss of each period from Mertonian optimal investment (left) and the naive (50-50)

investment strategy (right). The mean, 5%- and 95% quantiles are plotted with dashed lines.

3.8.3 The Hestonian Portfolio Strategy

We now repeat the experiment for the Heston portfolio weight, 7. The calibrated param-
eter values k, 0 and & are reported in table 3.2 in appendix E for each of the 44 investment
periods. The magnitudes of the associated portfolio weights are plotted in figure 3.4. Note
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Fig. 3.4 The Hestonian trading weight 71'® used for each of the 44 periods is plotted with a green line
while the constant Mertonian weight is plotted in blue. The start of each period is marked with a cross.

that every portfolio weight decreases monotonically to the Mertonian benchmark as the
time to maturity goes to zero as suggested by our analysis above. Furthermore, observe
that the Heston correction constitutes an extremely modest perturbation from the Merton
weight: specifically, the Heston correction consistently suggests that the investor should
increase her holding in the risky asset with less than 1/5" of a percentage point vis-a-vis
the Merton ratio. This answers our question about the magnitude of the volatility correc-
tion. As for the performance, upon plotting the running wealth we obtain a graph which
is virtually indistinguishable from figure 3.2 (again, data for the investment periods and
terminal P&L values is reported in table 3.1 in appendix E). Only by plotting the relative
difference between the two graphs (see figure 3.5) do we get an idea about the significance
of hedging stochastic volatility: in the relatively homeostatic pre-financial crisis market
the effect is virtually non-existent. As the market crashes, the Heston strategy takes some
modest hits, which may be symptomatic of using estimated parameters from a quiet pe-
riod. Finally, in the subsequent period of relative turbulence the effect is a melange of
dubious near-insignificant gains and losses. Overall, the average relative return comes out
at 7.6161 $, with a standard deviation of 15.1000 $, hence a return per std. dev. of 0.5044.
The 5% VaR amounts to a loss of 14.6502 $. Evidently, these numbers provide no support
whatsoever to the hypothesis that the Heston strategy outperforms the Mertonian bench-
mark.
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Fig. 3.5 Difference between the running wealth from the Hestonian and Mertonian investment strategies.
The units on the ordinate axis are measured in [$] with an initial investment of 1000 $.
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Fig. 3.6 The 3-over-2 weight 72(V,) in red and the Mertonian weight 7™ in blue. We emphasise that
the weights here vary both with respect to time to maturity and the running variance.

3.8.4 The 3/2 Portfolio Strategy

Finally, we turn our attention to the performance of the 3/2 portfolio weight, 7173 / 2, disre-
garding the unfortunate fact that the p = —1 assumption used in deriving (3.14) does not
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Fig. 3.7 Difference between the running wealth from the 3-over-2 and Mertonian investment strategies.
The units on the ordinate axis are measured in [$] with an initial investment of 1000 $.

reflect the actual state of the market (see table 3.2, which also features the calibrated pa-
rameters k, 0 and £ for the 3/2 model). The magnitude of the associated portfolio weights
are plotted in figure 3.6. The key difference from the Hestonian case is that the portfolio
weight now is a function of the instantaneous variance, wherefore the decay to the Mer-
tonian benchmark as 7 — 0 no longer is monotone. The day-to-day fluctuations brought
about by changes in the variance process are nonetheless not big enough to be immedi-
ately visible on the figure. Again, the magnitude of the volatility corrections to the Merto-
nan benchmark remain minuscule, coming in at less than 1/5" of a percentage point. We
report the terminal P&L of the strategy in table 3.1 and provide a visual overview of the
running P&L with respect to the Merton strategy in figure 3.7. Given the minuteness of the
portfolio corrections, the associated profits and losses are correspondingly diminutive. In
concrete terms we find the average relative return to be 7.6222 $ with a standard deviation
of 15.0938 $, corresponding to a return per standard deviation of 0.5050. The 5% VaR
amounts to a loss of 14.6331 $. Again, it is clear that the 3/2 volatility correction has no
merit whatsoever with respect to the Merton strategy.

3.9 Conclusion

In this paper we have derived closed form expressions for the optimal hedge ratio for a
wealth maximiser exposed to various types of stochastic volatility. To this end we had
to posit that the Sharpe ratio of the stock is proportional to volatility. Whilst the hedge
ratio for the Heston model was found to be independent of the volatility process, the same
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conclusion does not apply to the 3/2 model or the Fong Vasicek type model - both of
which depend on v through confluent hypergeometric functions. Plenty of mathematical
research questions are still left unanswered by our study: for example, it is non-obvious if
closed form expressions can be derived for more plausible volatility models (such as the
lognormal ones - see [16]), and if consumption can be incorporated into the picture.

In order to assess the gravity of our prescriptive standards for rational investments,
we put the Heston model and the 3/2 model to the test for an investor who trades in a
representative market index. Interestingly, from an empirical perspective there is nothing
whatsoever to recommend the notion that stochastic volatility should be hedged in a wealth
optimisation context in a bond-stock economy. For both the Heston model and the 3/2
model, the corrections to the Merton ratio are less than 1/5" of a percentage point and do
nothing to increase the return per unit standard deviation ratio. Indeed, in 17 out of the 44
trading periods, the Merton strategy is marginally better. Either way, the welfare gains and
losses induced by the volatility sensitive strategy amounts to less than 1/50% of the initial
investment over a three months period. Of course, our analysis here can hardly be said to be
void of pitfalls: e.g. it would generally be desirable to (i) work with more realistic market
assumptions (in particular, a market with derivatives), (ii) work under a more empirically
accurate volatility model. Some steps towards mitigating these rudiments are found in the
subsequent chapter.
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Appendix A: Proofs

Heston’s Model

Proof: Substituting (3.9) into (3.7) we observe that all coefficients are either constant or
depend on v or /v. Insofar as we aim for a solution of the exponential affine form, the
latter is clearly undesirable. However, this problem is readily mitigated if we make the bold
move of positing that either A; (v) = A/v (where A € RT is a constant of proportionality)
or A1(v) = 0. On empirical grounds we opt for the former, as there is little to suggest that
we live in a world of risk-neutrality. Thus, the PDE to be solved is

0=ag— (3~ 9r— L1y 'A%) g+ (k(6 —v)+IpEAY) Aug
2 (8)’ (5.35)

L el y><1—p2>év"g ,

with the usual boundary condition, g(7,v) = 1. Clearly, this beckons us to attempt a solu-
tion of the form

glt,v) =exp{ — (2 = 91)(T —1) + JA(T — 1) + IB(T — 1w} (3.34)

where A,B : R — R are deterministic functions of the time to maturity T = T — ¢, which
satisfy the conditions A(0) = B(0) = 0. Specifically, upon combining (3.33) and (3.34) we
arrive at the PDE"

0="——A'(1) =B (t)v+ (k(8 —v) + 7pEAv)B(7) + 3 7E%v (p* +7(1 — p*]) B*(2),

where ' denotes the temporal derivative d/d7. It is readily seen that this equation is of the
form 0 = P(B’,B)v+ Q(A’, B), where

2
PE.B)= 5~ B(5) - (x IpEMB(E) + 195 (02 4411 - P2 B(R), (3350

Q(A’,B) = —A'(1) + k0B(1). (3.35b)

Since 0 = P(B',B)v+ Q(A’, B) should be satisfied for all values of the instantaneous vari-
ance v, we are forced to set P(B’,B) = 0 and Q(A’, B) = 0. This gives us two coupled (but
ultimately solvable) ODEs. In particular, P(B’,B) = 0 is a Riccati equation with constant
coefficients, the solution to which is derived in Lemma 3.1, formula (3.64). Under the as-
sumption that j € R™ (which certainly is satisfied for the empirically plausible parameter
choice of y > 1) the answer is given by

15 Here we use that d,g = 7B(7)g, 92.¢ = 7*B*(t)g and d,g = —d-g = (Y~ '8 — fr— 9A' (1) — 9B/ (7)v)s.
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A? (e7—1)

v (R+m)(em—1)+27
From this, we can now use the equation Q(A’,B) =0 < A(7) = k6 [y B(s)ds to compute
A(7) in closed form, although this turns out to be redundant in terms of computing the

optimal control 7. We state the result here only for completeness and refer the reader to
Lemma 3.2, formula (3.66), for details:

B(r) = (3.36)

A

21
(R+ (e —1)+27

K0

M= S )

{(k+ﬁ)r+21n

}. (3.37)

Finally, we are now in a position to calculate the optimal portfolio weight for an investor
living in a Hestonian economy: by substituting A; = A+/v and the exponential affine solu-
tion (3.34) into (3.8) we obtain

T = )}L/+p£jf/B(T—t). (3.38)

which completes the proof. O

The Time-dependent Heston Model

Proof: Imposing the condition A; (v) = A+/v yields a spatially reduced HIB equation with
coefficients that are linear in v

0=dig— (8 —7r—17'7A%) g+ (K()(6(1) —v) + TP (NE()Ar)drg
2 (3.39)
Lk 21 -1 - P P
8

with terminal condition g(7,v) = 1. Clearly, the trick is to solve n PDEs sequentially,
starting with the interval (#,-1,t,] (for which we have the boundary condition g(z,,v) =
1) and working our way backwards in time to the interval [¢,#;]. To this end, it will be
convenient to work with inverse time T = 7' — s and thence the inverse discontinuity-points

Tw=T—t,_fork=0,....n—1.

Starting with the first subinterval from the end, s € (,—,T], our problem is that of
solving a PDE of inverse time over T € [0, 7;) with the initial condition g(0,v) = 1. Indeed,
by setting k(1) = &1, E(r) = &, and p(t) = p; we see that the problem for all practical
purposes is indistinguishable from the one we solved above. Thus, we guess the solution

g(r) =exp{— (L= pr) T4 9M(0) + 9B (D}, TE0,m),  (B40)

where Aj,B; : [0,7;) — R are functions that satisfy the conditions A;(0) = B;(0) = 0.
Substituting the exponential form of inverse time in equation (3.40) into equation (3.39)
yields the PDE
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v AL (0) By (2t (R (6(1) )+ PApiEuv)Ba(2) + 57805+ 71~ p1) B (1) =0
(3.41)

Since equation (3.41) must hold for all values of v, we end up with the coupled system of
ODEs

— aa s E 1.z, - -
5y B0 = (R = 7Ap181)B1 (1) + 576 (PT +v(1 = p1))BI(7) =0 (3.42a)
—A\ (1) +K10(1)B (1) =0. (3.42b)
In particular, we recognise equation (3.42a) for B; as a Riccati equation with constant
parameters and initial condition B;(0) = 0. Under the assumption that f}; > 0, we once
again obtain
A2 eM?—1

Bi(t) == i
= @ - D 2m

T€[0,71) (3.43)

where & = & — yAp; & and A, = \/fclz — $E2(p? +y(1—p?))y2/y). From this, we ob-
tain the value at the terminal point B;(7;) which will act as an initial condition for B,
when we proceed to the next time interval and we denote it BY = B;(1;). However, be-
fore we do this, observe that equation (3.42b) and the initial condition A;(0) = 0 give
A ()= [y 10 (u)B;(u)du for T € [0, 7) which might be analytically computable depend-
ing on the form of 6. In particular, if 0 is piecewise constant over the same subintervals as
K, &, p, we have a closed form solution while we may resort to numerical integration if 0
is a non-constant function.

Next, we proceed to the second subinterval (,_7,%,—1] which translates to solving the
PDE of g(7,v) for T € [11,72). Assuming a solution of the same exponential form as in
equation (3.40) for g(7,v) with By, A, and notice that B>(1;) = Bi (1) = Bg must hold at
the initial point, and thus A»(71) = A; (1) = A} which constitutes the initial value g(71,v)
for the PDE. Hence, we have a system of ODEs, with k = 2 (written out for a general
k=2,...,n)

S BT~ (R~ ADEIBA(E) + 78B4 (1~ PENBA(D) =0 (344
—AL(T)+ KO(T)BL(T) =0 (3.45)

for T € [1;_1, Tx) with non-zero initial conditions By (Tx_1) = Bx—1(T—1) = Bg andAg (1) =
A1 (Te—y) = Ag. We recognise equation (3.44) as a Riccati equation with constant param-
eters and an initial condition that is non-zero. Under the assumption that 7); > 0, we obtain
the solution from lemma 3.3, equation (3.70):

2(a (BY)? + biBY + 4 (€M 71) 1)
(nk — by — ZakBg)(enk(T*Tk—l) _ 1) +21n ?

Bi(t) =B) + T€ [T, ) (3.46)
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where 7, = T —t,_; with 7 =0, Bg = By_1(t—1) fork =2,..,n with B(]) =0 and we have
defined the parameters

lA_ _ _ _ P
ar = STE (P +v(1=PF)): b= —(Re—IAPk&e), = /b —dauc

for k =1,...,n. Notice that we may include k = 1 since by setting B(l) = 0, equation (3.46)
reduces to equation (3.43) for k = 1.
Calculating the {B;} sequentially in this manner for k = 1,2,...,n, we find that

g(s,v) =g(T —s,v) = exp{— (g — ?r) (T —5)+ JAn(T —s) + 7B (T —s)v} ,
for s € [t,11] & s € [T,—1,T —1t]. This relies on {A;}}_, where equation (3.45) gives
Ap(t) =A%+ frz,l K10 (1) By (u)du for T € [T_1,T) where A = Ay_1(T¢—) except for
A‘l) = 0. Even if we can compute this in closed form (which is the case if 0 is piecewise con-

stant), this turns out to be redundant in terms of computing the optimal control *(¢, w,v).
Specifically, it is readily demonstrated that the FOC (3.8) reduces to the expression

* A = EA
m=y +PuETBu(T — 1),
which completes the proof. 0

Remark 3.4. We observe that the optimal control once again is independent of the instan-
taneous variance in analogy with (4.1). Furthermore, under the assumption that 6 is piece-
wise constant with value 6 for T € [7;_1,T;), the solution to equation (3.45) with initial
condition A is given by

.0 1 — Bre M(T=T—1)
Ak(T)ZAg_ikk ((bk+77k)(f—fk1)+21n< e )>,

1— B

where
b+ M+ 2By

ﬁ"_bk—nk+2ak32'

The 3/2 Model
Proof: Combining (3.7) and (3.13) and setting p = —1 we find that the governing PDE is
0= dg— (g i %y—lm%) g+ (kv(0—v) — FEMP)dg+ LENGR g (3.4T7)

with the terminal condition g(¢,v) = 1. First consider the substitution

glt,v) =exp{~(Z =T =1} -C(t,v) (3.48)



104 Ellersgaard and Jonsson
which yields

0=0,C+ 1y 'PA*VC + (kO — (FEA + k)V?) ,C + $E2VI;.C (3.49)

where C(T,v) = 1. From Carr & Sun [9] it is known that PDEs of this form can be trans-
formed into confluent hypergeometric differential equations. Specifically, insofar that we
make the key conjecture that C depends on (z,v) only through the intervening variable

y(t,v):

T k6(T—1) _ |
_ fixeds, (€ 1),
y(t,v) _/t e du-v ( v ) v, (3.50)
(3.49) reduces to the second order ODE!©
0=13&%C"(y) — [(FeA + K)y+1IC' () + 37 ' PA*C(y), (3.51)

where ' = d/dy. The boundary condition C(T,v) = 1 may now be stated as C(y =0) = 1.
Performing one final change of variables

b

y
where a and b are constants to be fixed at our convenience, tedious calculations show that

Cly)=7"D(z), st z

0= 3822"(0) + { a4 1)+ (A + 0 4+ 122 b0/

(3.52)
+{[3&8%la+ 1)+ (7EA+K)a+ by~ A%+ 22} D(a),
where we have used the results
C'(y)=—42"'D(z) — 127D/ (2), (3.53a)
C"(y) = 242D (2) + 24402 (2) + 272D (), (3.53b)

While this hardly looks like a simplification, we note that our freedom in a and b allow us
to set the last square bracket to zero, i.e.

0=1E%(a+1)+ (PEA+K)a+ 5y 'JA%

Solving this quadratic equation for a we find that

s O
ai:—@i,/az—;’gz, where @52+y‘§zjk7 (3.54)

where we observe that the discriminant is positive insofar y > 1. This is the same assump-
tion we made upon solving the Merton-Heston problem. Hence, for y > 1, a. is a real

16 Here we use that 9,C(y) = C'(y)2, ,C(y) = C"(y) (%)2 and 9,C(y) = —C'(y)[v+ k6y].
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positive number, which is the parametric choice we shall be opting for (NB: for ease of
notation, the subscript . will henceforth be supressed). This allows us to rewrite (3.52) as

a+2
ZT }D’(z) + gz‘”’lD(z)

0= %ézzaﬂD”(z)Jr{[52(a+1)+(}7§7t+1<)]z“+1+ .

or equivalently

0= 20'(z)+ {é + bzzz} Do)+ b%a(z),

where

C=1+2(a+ ). (3.55)
Finally, by fixing b = —2/&? we arrive at the confluent hypergeometric differential equa-
tion

0=2zD"(z)+{{ —2}D'(z) —aD(z). (3.56)
This is a comforting result in the sense that we can refer to a substantial body of literature
to extract the solution (and the various properties thereof). For the reader’s convenience,
a cursory primer on the mathematics of confluent hypergeometric functions is provided in
appendix C. The basic result presented here is that (3.56) admits the general solution

D(z) = KiM(a; &;2) + KU (a; ;2),

;¢
where K, K, are arbitrary constants, M(a; (: ;z) is Kummer’s function of the first kind, and
U(a;{;z) is the Tricomi function'’

s ra-¢ s . I(¢-1
U(a;8sz) = (7AC)M(a; 12)+ re-o
I'la—{+1) I'(a)
We guess (correctly) that the boundary conditions C(0) = 1 and C’(0) = 0 can be met

by setting K = 0. To determine Kj, recall that as y | 0, C(y) | 1. At the same time,
since z = —2/(E?y), it must be the case that as y | 0, z | —co. Now it is a known fact

M+ 12— ).

that for large negative zs the confluent hypergeometric function scales as M (a;f;z) ~
I'(8)(—z)~*/I'(§{ —a) where I' is the gamma function, cf. theorem 3.9. Thus, since
C(y) = °D(z) = K12°M(a; C;z) which goes to KiI'(8)/(I'(§ —a)(—1)%), as z ] —eo, it

must be the case that K| =T"({ —a)(—1)?/I'({) i.e. the solution to (3.56) is

A

D(z) = A)_l)aM(a;C 32). (3.57)

We are now in a position to compute the optimal portfolio weight. From (3.8)

17 Notice that M is undefined for Cf € Z~ U{0}, whilst U is undefined for é’ € Z. Neither of these conditions
pose a threat to the problem at hand.
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A 0
=282 (3.58)
Y 8
where we have used that p = —1, A;(v) = A/v and B(z,v) = £v3/2. The ratio d,g/g is
readily evaluated using the chain rule and Theorem 3.10 in appendix 3.9. The resulting
optimal control turns out to be

zM(a+1;5+1;z)> (3.59)

n,*:/l+é;a<1+A 2
4 ¢ M(aC:z)

where we reiterate that z = —2/(&2y) where y = y(v,¢) is the variable defined in (3.50), a
is is the positive solution defined in (3.54) and { is the parameter defined in (3.55). O

The Fong-Vasicek Type Model

Proof: The proof of (3.31b) is trivial. To show (3.31c) we combine (3.30c) with (3.31b) to

obtain
A2 ¥ M7 % ¥
B _ “p YA Y - 1Y l —K5T l —2K;T
2(7) Hz;ﬁ o o Tl e

r T

_ {K‘v Pl — YE” n Yipe—"”}Bz(r) + 19€2B(1).

r T

Next, we perform a change of dependent variable

L(7) zexp{—;ffz/ofBz(s)ds}, (3.60)
such that
_ 2 L(n) S 2 [U() (U()
By(7)=— 78 L(t)’ and B,(7) = —@ {L(T) — (1) } , (3.61)
to obtain

(1) + {Kv — Pk — yip + V‘E”e*ﬂ}y(f)

)Lz A}l ~ ), ~ ~ ~
1022 ) | M0 | TM Y| (MY V| ke Y ok _
T2 {[27—1— K +21<,2 { K, * K‘r2:| ¢ +2K,26 L =0

subject to the boundary condition L'(t = 0) = 0 (as it will shortly become obvious, one
boundary condition suffices to determine the solution of this second order equation). Mak-
ing the independent variable change
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the PDE becomes!®
K221 (x) + {sz — Kk kx+ P Ex+ PEpx — FE pxz} L'(x)
o2 Mo ¥ MY Y ¥ o
ES - _— L =
+376 { A 21(2] [ X + Krz]x+2K,2x } (x) =0,

with L' (x = 1) = 0. Finally, we perform the substitution

L(x) =xP0(x),

where 3 is a constant to be fixed at our convenience. After a few manipulations this
ia1d<l9
yields

~ 2
xQ"(x) + {2ﬁ+1—19— yfsz} Q’(x)+{ (Bz b+ 15

2 2K2
2 2
”?fzp yz;i [+ k] + ’f’i }Q(x)_q

where we have introduced the parameter

WLl v 1
Zy + 21(21 ) x

s A Cpy
T K K K2

Now, it is clearly desirable to choose  such that the coefficient of % vanishes. This is a

matter of solving a quadratic equation

Ul 298214 M ¢
+ - [ 92— .
2 v K2 lZ}/ + + 22

B=

0|

We pick the left solution and label it B Thus, we are left with a simple second order
equation, the coefficients of which depend linearly on the independent variable x:

. % SR 22 22
xQ”(x)+{2[3+1—19— Yfsz} Q’(x)—i—{—Yﬁép - ’;254 [1+/11;<,]+Zf4 x} 0(x)=0.

T T

It is well-known that the solution of such equations can be expressed in terms of con-
fluent hypergeometric functions (see Theorem 3.11 and Corollary 3.1 in the appendix).
Specifically, we find that

18 Here we use that x2 = ¢ 257, di 2,2 d? d

t=— K,xdxand dz =K:x d2+dex
19 The derivatives are L' = BxP~10+xB 0/ and L” = B(B — 1)xB20+2BxP—1Q' +xB "
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1, N 2 A A
O(x) = e 2P {Ky\M(a,,qx) + Kox' MG —C+1,2—-{,q0)},

where K| and K, are constants to be fitted to the boundary condition and we have defined
the parameters

R N oA . ., PEY

p=-5li\7P(1-p?)—Tpl, q=p+=5

+twﬂﬂ){1_%0+@mf} P2f 1.
2V P(1-p?) p(1-3)K?

Recalling that L(x) = x#Q(x) and x = e~ " this means that

S TEA NI

a

1 w1

_ 7K,-Brflﬁe”‘” AP oA KT — ik (B+1-8)t—5 pe P P oA KT
L(T)_Kle 2 M(aaque )+K2€ 2 M(a_C+172_C7qe )a

or, more succinctly,

PYD g ~
L(t) =Y Kje ®Pm=3r " p(a;, 8, ge ™), (3.62)

e

1

J

where we have defined Bl = B and BZ =9 B as well as

A

—
12+

D>

i A '}A/ 1+ ll Ky
2y/1—-p2 K;
Finally, B>(7) is expressed in terms of L(7) in (3.61). From Theorem 3.10 in appendix 3.9
we have that

d . e A S .
EM(aj;Cj;qe ) = —gKe K’TEJM(aj—i-l;Cj—l—l;qe K.
whence B, (7) is of the form

KD o 2K
— Ae T + —-
&y &y

2 A ~ ~ 5. ~
Kie B L Ba(as. e 4 ae P41, G+ 1,00 |
=1 J

B(1) =

J

)

2 5 N

Kje PietM(aj, Gj, ge")
j=1
which is the desired result (3.31c). Clearly, the value of B,(7) is uniquely determined
insofar as we know the ratio £ = K, /K. But this just requires a single boundary condition

(B2(0) = 0) - specifically, it can be shown that
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(2 —BiM(ar,&.q) — Z'M(01+1Cl+14)

(B = 5IM(@2,60,0) +4EM (@ + 1,6+ 1,4)

It remains to demonstrate the validity of (3.31a). From (3.30a) and the boundary condition
A(0) = 0 we have that

T T
A(1) = k.6, / Bi(s)ds + 1,6, / By(s)ds
0 0

Inserting equations (3.31b) and (3.60) into this expression we get

—0, / ™) ds — zl‘éf” In(L(7)).

Performing the integral, and using the fact that L(7) = L(t)/L(0) (from (3.60), L must
obviously satisfy L(0) = 1), we get the desired result. O



110 Ellersgaard and Jonsson

Appendix B: Differential Equations

Lemma 3.1. Consider the Riccati equation

dy, . 5
a(x) =ay“(x) +by(x) +c, (3.63)

where a,b and c are constant coefficients. Assuming that y(0) = 0 the solution is of
the form

2¢(e% —1)

. ifb* > 4ac,
Gy —1)425° 0>
2
y(x) = 2—6)1;;’ if b* = dac, (3.64)
2c o2
—scot(%)—b’ if b* < 4ac,

where 8 = \/b? — 4ac and € = —i8, where i is the complex unit.

Proof: We will consider the three cases individually:

1. Suppose b? > 4ac: from quadratic factorisation ay® + by + ¢ may be expressed as a(y —
r1)(y —r2), where rj = (—b+0)/(2a) and r, = (—b— 8)/(2a) are real valued roots
and 0 is defined above. Hence, (3.63) may be written as

| Rl dy
— - - =3 3.65
2l G- " (3:69)

The integral may readily be solved using partial fractions; specifically:

y 1 1 y
L —_ 1 AN
alri=r2) ./0 (y_rl _y—r2>dy7 a(ri=rz) (ln ! rl‘ In|l r >
Thus, ‘
. ‘1—}1
n ~| =X
a(ry —ry) 1—3—2 ’

which can be rearranged to the equation

B rlrz(ea(rlfrz)x — 1)

i ea(ri—r)x _ }’2

y(x
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Now it may readily be checked that rir; = ¢ and a(r — r2) = 0. Furthermore,
rredn—r)xy _py — i[(—b—kﬁ)e‘s" (=b—9)] = 5 L[(=b+ 8)(e% — 1) 4 28]. Thus,
y=2c(e% —1)/((8 —b)(e?* — 1) +28) as desired.

2. When b? = 4ac then § = 0 and we have a repeated root, r = —b/(2a). The integral on
the LHS of (3.65) therefore becomes

1/‘y dy 1 1 1y y
alo y—r? al\r—y r) ar(r—y)

Equating this to x (the RHS of (3.65)) we obtain after some manipulation

arzx

1+arx’

y:

Inserting r = —b/(2a) and using the fact that b*> = 4ac we obtain the desired result?’.
3. When b? < 4ac then § is imaginary and r; and r, are complex. The formula derived in
1. still applies - however, to highlight that y is real, it is convenient to reformulate the
expression in terms of real parameters. Till this end define the parameter € = —id € R
then . )
2¢(e®* —1) B 2¢(e®—1)
(ie —b)(eiex — 1) +2ie  ig(eie* +1) —b(eiex — 1)’

2celT (ei% — e_i%)

y(x) =

SEX |

icels (ei% +e’i%) —bels (e’% —e '7)

B 4icsin (%) _ 2¢
" 2igcos (%) —2bisin (%) B SCOS(%) —b’
(%)
which is the desired equation. g

Lemma 3.2. Let a,b and c¢ be constants such that ¢ # b, a # 0 and b # 0 then

X C

c
/0 b(e‘”‘—l)—i—cdx_ b—c+ab(b—c) In

b(e™—1)+c|

(3.66)

Proof: Split the integral into two components I; + I:

/b —1+c /b /be‘”‘

20 A less cumbersome derivation involves expanding ¢ as 1+ 8x+ @(82) in y = 2¢(e%* — 1) /((8 —
b)(e%* — 1) +28) and letting § — 0.
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Upon handling the first integral, /;, on the RHS, use the substitution u = ¢** (szZ = ae™)

whence
c

E/uL__ilni
ali bu—1)+c  ab  |ble®™—1)+c

A similar substitution is used for the second integral, I, only now we will also need to
invoke the method of partial fractions

h= _é/f ulb(u iul) +¢] - a(bl—c) /1u (th B b(u—bl)—i—cdu>

1 1
= 1
b—cx+a(b—c) f

. (3.67)

(3.68)
c

b(e—1)+c

Since —aib + a(bac) = m we clearly get the desired result (3.66) upon combining I;

and b,. O

Lemma 3.3. Consider the Riccati equation with a non-zero initial condition
Y (%) = ay*(x) +by(x) +¢, ¥(0) = yo (3.69)
where a,b and ¢ are coefficients such that b> > 4ac. Then the solution is given by

(b+ 6 +2ayy)(1— e_5x)

=y0— 3.70
y(x) = yo 2a(l— e o) (3.70)
where 8 = /b2 —4ac and B = Ztgﬁzg
Proof: Solve the quadratic equation az3 + bzo +c¢ = 0 to obtain zg = %ﬁf‘s Select the

solution with minus, let z(x) = zo — y(x) and substitute into equation (3.69) to get
—Z(x) = a(z0— 2(x))* + b(z0 — 2(x)) + ¢
= (azd +bzo + ¢) +az*(x) — (2azo + b)z(x)
&7 (x) = —az?(x) — 8z(x), z(0) =z —yo. 3.71)

b+38+2ayy
b—38+2ay

—éx
Consider a solution Z(x) = & (lf;ﬁ and it may be readily checked
)

that Z(x) satisfies the equation 7 (x) = —az*(x) — 8Z(x). Notice that 7(0) = a(lif[i) =

_g;‘s — Yo = z0 —yo = z(0) and we have found a solution to equation (3.71) which gives

¥(0) = zo — z(0) = yo. Hence, equation (3.69) has the solution y(x) = zo — z(x) that can be
rearranged as

, where § =

(b+8 +2ay)(1 —e %)
2a(1 — Bex)

y(x) =yo— (3.72)
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and notice that yg = 0 gives the reduced solution

(b+8)(1—e%)
2a(1 — 18 e—or)

y(x)=— (3.73)

of equation (3.69) with an initial condition equal to zero. Equation (3.72) may equally well
be written as
2(ay3 +byo+c)(e®* 1)

Y =30 ) oy (e — 1)1 25"
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Appendix C: A Primer for the Mathematics of Confluent
Hypergeometric Functions

In this section we briefly review key properties of confluent hypergeometric functions.
For a more thorough introduction the reader is referred to MacDonald [21] or standard
online resources such as https://en.wikipedia.org/wiki/Confluent_hypergeometric_function
and http://dlmf.nist.gov/13.

Definition 3.1. The confluent hypergeometric differential equation is defined as

2
F@+E-9 2D -a 674

where {, a and z are unrestricted. It has a regular singularity at the origin and an irregular
singularity at infinity.

<

0=z

8]

Theorem 3.7. There is an analytic solution to (3.74), known as the confluent hypergeomet-
ric function (or Kummer’s function of the first kind), which is given by the series expansion

r() ¢ Clatn) 2
I'(a) ,;)F(C—Fn) n!

where I : R — R is the Gamma function: I'(t) = [ x'~'e™dx. Alternatively, M(a;{;z)
may be expressed it in terms of rising factorials:

M(a;8sz2) = (3.75)

n

= )
M(a:8:z) =Y <

3.76
= (n)n’ ) ( )

where x©) =1 and
M = x(x4+1)(x+2)- (x+n—1).

Notice that M(a; £;z) is not defined when § € Z~ U{0}.

Theorem 3.8. As (3.74) is second order, there exists another, independent solution. If { is
not integer, it is given by the Tricomi function

(a,g“,z)+wz“¢M(a—c+ 1,2—C.2).  (3.77)

() = p g o™ I'(a)

(a—C+1)
For the case { is integer; see [21].

Theorem 3.9. Asymptotically, for large values |z|:

Prd a—§ _\—a
M(a;8:2) ~ () ( Fz(a) JrF((CZ)—a)) (3.78)

forargz e (—%TC, %71?] Use the first term only insofar (§ —a) € Z~ or when R[z] > 0. Use
the second term only insofar a € Z~ or R[z] < 0.
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Theorem 3.10. The derivative of M(a; ,z) is given by
d a
d—M(a;C,z)ZZM(a—i—l;C—i-l;z). (3.79)

Theorem 3.11. A generic second order ODE with coefficients linear in the independent

variable,
d?y dy
(Ao +A1z) d—zz(z) + (Bo +Blz)jz(z) +(Co+Ciz)y(z) =0, (3.80)
can be transformed into the confluent hypergeometric differential equation (3.74).

40412 where we assume B3 #4C;. After a few manipulations

Proof: To see this, set 2 =
f < B% —4C

we obtain

d? B d C C
5@+ | Bot ———2| S0+ et 2| 39 =0
<z B%—4C] < \/B%—4C] (e

} é}w(i) After some tedious calculations we

Next we set y(2) = exp {— [

arrive at

d? B B G
R G | - L, [
< < NG /B -4y

which indeed is the confluent hypergeometric differential equation.
Corollary 3.1. Assume Ag = 0 and Ay = 1, then the general solution to (3.80) may be

expressed as
1
Y(Z) :e_ij{KlM(a’ quz) +K2Z]7CM(a_ €+ 1 72_ C,QZ)},

where K1,K> are arbitrary constants, M is Kummer’s function, and we have defined the

p= 1/B%—4C1+Bl, and g=p-—By,

parameters

and
B By Co

=By, and a= |1+ 5 .
\/Bi —4C \/B? —4C,

Proof: This follows immediately by combining Theorem 3.8 with Theorem 3.11.
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Appendix D: Empirical Logbook

For the sake of replicability, further details regarding data acquisition alongside the cali-
bration process are provided below.

e The raw data consists of intraday tick-by-tick trade data of the SPDR S&P 500 EFT
(SPY) obtained from Wharton Research Data Services:

https://wrds-web.wharton.upenn.edu/wrds.

The simple answer to the question “why not use S&P 500 index data (GSPC) directly”
is availability - there is no data provider that offers high frequency S&P 500 data for
free (indeed, it comes to quite a high price e.g. from Thomas Reuters, we did investigate
this). SPY, on the other hand, is available to us from Wharton, at no cost at all.

e Prior to the analysis, the raw data is pre-processed. The data processing consists of
a few steps of data cleaning and aggregation. In particular, the irregular tick-by-tick
time scale is aggregated to an equidistant 5 minute time grid. Hence, 5-minute high-
frequency data as a result for the S&P 500 ETF.

e The variance process is measured on a daily (every second day) basis from the 5-minute
data with the realised volatility measure. 192 price observations are used for each vari-
ance measurement which yields 1,492 variance observations. This motivates the re-
quirement of high-frequency data - we may as well measure the variance from daily
price data (with e.g. an EGARCH model or EWMA model) but this will arguably yield
variance measurements of poorer quality.

e With the (daily) variance observations in hand (note: we use the nomenclature observa-
tions although the data is not directly observed; the latent variance process is measured),
we proceed to estimate parameters. The parameters of the variance processes of Hes-
ton?s model and the 3/2 model are estimated with maximum likelihood estimation:
numerical optimisation is performed to optimise the likelihood function of each model.
Since there is no convenient form of the likelihood function of the square root process
(well, there is: the condition distribution is a non-central chi-squared distribution, but
an exact likelihood from this distribution turns out to provide a poor estimator) we use
an approximate (Gaussian) likelihood based on the moments of the square root process
which yields a consistent estimator (this result is due to Sorensen).

e The dynamics of the variance process in the 3/2 model, say with inherent parameters
(x,6,&), is equivalent to the reciprocal square root process (apply Ito’s formula to
1/Y where Y ~ square root process) with parameters (K, 6,&) obtained by a simple
transformation (k, 8,&) — (&,0,&). This result is used to obtain a likelihood for this
model - in effect, reciprocal variance observations are plugged into the approximated
likelihood. This gives two options for the parameter estimation: optimise the likelihood
w.r.t. reciprocal parameters (&,0,&) directly (and take the inverse transformation to
obtain the inherent parameters) or re-parametrise the likelihood to take the inherent
parameters (k,0,&) and optimise w.r.t. these. The latter is the method we use.
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Appendix E: Tables

Investment Period S start Send V start V end Me end He end 3/2 end

02-12-31 to 03-03-31 90.47 87.07 0.051 0.042  996.8997  996.8887  996.8557
03-03-31 to 03-06-30 86.24 97.85 0.095 0.022  1,029.943  1,029.976  1,030.091
03-06-30 to 03-09-30 99.12 100.86 0.046 0.020 1,007.643  1,007.647 1,007.662
03-09-30 to 03-12-31  102.02 111.12  0.0551 0.0041  1,021.428 1,021.445 1,021.5
03-12-31 to 04-03-31  111.18 111.61 0.015 0.010 1,004.727 1,004.728  1,004.727
04-03-31 to 04-06-30  112.63 114.77 0.014 0.010 1,007.758  1,007.759 1,007.76
04-06-30 to 04-09-30  113.52 111 0.0053 0.0119  999.6928 999.69  999.6771
04-09-30 to 04-12-31  112.64 121.2  0.0086 0.0046 1,018.942 1,018.948 1,018.99
04-12-31 to 05-03-31  121.34 117.83  0.0089 0.0184  998.1711 998.168  998.1515
05-03-31 to 05-06-30 117.1 119.76  0.0092  0.0048 1,008.439 1,008.442 1,008.455
05-06-30 to 05-09-30  119.91 121.49 0.014 0.016  1,006.657 1,006.659 1,006.666
05-09-30 to 05-12-31  122.76 12472 0.0066  0.0074 1,007.415 1,007.415 1,007.428
05-12-31 to 06-03-31  127.07 130 0.0206 0.0067 1,008.397 1,008.398 1,008.406
06-03-31 to 06-06-30  130.24 124.16 0.010 0.013 9944169  994.4156  994.3975
06-06-30 to 06-09-30  127.22 133.49 0.0091 0.0079 1,013.833 1,013.835 1,013.845
06-09-30 to 06-12-31  133.47 142.09 0.0038 0.0042 1,016.587 1,016.59  1,016.602
06-12-31 to 07-03-31  140.71 141.64 0.0075 0.0270 1,005.232  1,005.232  1,005.233
07-03-31 to 07-06-30  143.01 151.05 0.0068 0.0184 1,015.035 1,015.037 1,015.05
07-06-30 to 07-09-30  152.35 152.62 0.0033 0.0111 1,004.762  1,004.761  1,004.761
07-09-30 to 07-12-31  154.23 147.8  0.0064 0.0117  995.8456  995.8376  995.8307
07-12-31 to 08-03-31 144.4 133.66 0.023 0.046  989.1243  989.1056  989.0949
08-03-31 to 08-06-30  131.89 128.04 0.031 0.030  998.4123  998.4124  998.4007
08-06-30 to 08-09-30  126.06 120.57 0.072 0.181  995.9456 995932 995.9269
08-09-30 to 08-12-31 113.8 86.56 0.241 0.009 956.227  956.0642  956.1155
08-12-31 to 09-03-31 88.33 78.59 0.055 0.098  983.0127 982.809  982.9544
09-03-31 to 09-06-30 83.05 91.625 0.207 0.029 1,024.678 1,024.843  1,024.734
09-06-30 to 09-09-30 91.57 106.17 0.040 0.042  1,034.855 1,035.033  1,034.944
09-09-30 to 09-12-31  102.53 112.37  0.0268 0.0077 1,022.879  1,022.979  1,022.939
09-12-31 to 10-03-31  113.22 117.43 0.0097 0.0182 1,011.294 1,011.307 1,011.312
10-03-31 to 10-06-30  117.79 107.49 0.0044 0.0418  986.2664  986.2024  986.1993
10-06-30 to 10-09-30  101.88 114.57 0.086 0.022  1,028.377 1,028.467 1,028.485
10-09-30 to 10-12-31 114.5 126.03  0.0220 0.0031  1,023.579  1,023.639 1,023.66
10-12-31 to 11-03-31  125.76 132.73 0.008 0.014 1015.03  1,015.063  1,015.065
11-03-31 to 11-06-30 133.3 129.12  0.0045 0.0096  997.6833  997.6591  997.6538
11-06-30 to 11-09-30  131.77 118.81 0.016 0.150  985.2978  985.1994 985.22
11-09-30to 11-12-31  114.87 12591 0.095 0.027 1,024.274 1,024.337  1,024.344
11-12-31 to 12-03-31  127.36 141.71 0.021 0.010 1,025.473 1,025.509  1,025.539
12-03-31 to 12-06-30  140.28 133.2 0.011 0.027  993.9371  993.9198  993.9015
12-06-30 to 12-09-30  135.78 143.74 0.033 0.012 1,015.84 1,015.86  1,015.879
12-09-30 to 12-12-31  144.25 141.04 0.020 0.019  999.5934  999.5864  999.5821
12-12-31to 13-03-31  144.96  156.365 0.0808 0.0031 1,019.178 1,019.205 1,019.219
13-03-31 to 13-06-30  156.66 160.06 0.011 0.032 1,008.565 1,008.578  1,008.575
13-06-30 to 13-09-30  162.22 168.95 0.016 0.014 1,012.198 1,012.208 1,012.22
13-09-30 to 13-12-31  168.88 183.84 0.0154 0.0013  1,021.297 1,021.317 1,021.335

Table 3.1 This table exhibits the trading period [year-month-date], initial index value, terminal index
value, initial variance, terminal variance, terminal portfolio value using the Merton weight, terminal port-
folio value using the Heston weight, and terminal portfolio value using the 3/2 weight. All portfolios have
an initial value of 1000 $.
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Investment Period Hex He® Heé ) 32k 3126 312¢&

02-12-31 to 03-03-31 55.00 0.07 3.23 -0.14 49.21 1.53 52.14
03-03-31 to 03-06-30  54.624  0.068 3.138  -0.137 50.22 1.52 53.22
03-06-30 to 03-09-30  54.158  0.064 3.043 -0.134 51.22 1.42 55.47
03-09-30to 03-12-31  51.911 0.063 3.025 -0.127 50.45 1.35 55.81
03-12-31to 04-03-31  38.256  0.052 2391 -0.121 57.023 0.755 68.075
04-03-31to 04-06-30  33.059 0.051 2.238 -0.086 61.532 0.679 74.717
04-06-30 to 04-09-30  30.412 0.048 2.062 -0.075 58.686 0.615 76.006
04-09-30to 04-12-31 29978 0.042 1.867 -0.055 59.612 0.587 82.302
04-12-31to0 05-03-31  27.156  0.039 1.796 -0.064 53.501  0.568 82.908
05-03-31 to 05-06-30  24.486  0.038 1.773 -0.060 52.830 0.536 85.286
05-06-30 to 05-09-30  24.733  0.034 1.619 -0.065 53.209 0.517 90.848
05-09-30 to 05-12-31  40.392  0.024 1.292 -0.013 63.850 0.768 105.176
05-12-31to 06-03-31  56.301  0.019 1.114 -0.071 88.32 0.99 131.31
06-03-31 to 06-06-30  73.311  0.015 1.005 -0.066 112.14 1.23 155.70
06-06-30 to 06-09-30  84.324  0.014 0981 -0.132 173.36 1.37 198.14
06-09-30 to 06-12-31  90.523  0.013  0.947 -0.184 208.32 1.37 224.50
06-12-31to 07-03-31  92.842 0.012 0908 -0.159 201.08 1.51 225.60
07-03-31 to 07-06-30  89.061 0.012 1.075 -0.171  152.83 1.36 200.96
07-06-30 to 07-09-30  94.688 0.012 1.071 -0.211 177.38 1.47 220.82
07-09-30to 07-12-31  64.082  0.015 1.533 -0.262 103.84 1.08 166.48
07-12-31to 08-03-31  58.765 0.017 1.744 -0.255 96.040 0.909 157.152
08-03-31 to 08-06-30  43.320 0.022 2334 -0.221 85.26 0.59 143.20
08-06-30 to 08-09-30  42.340  0.023 2357 -0.217 85299 0.586 139.242
08-09-30 to 08-12-31  28.985 0.032 2566 -0.257 80.671 0.449 130.321
08-12-31to 09-03-31  12.682  0.067 3.197 -0.231 67.893 0.204 113.631
09-03-31to 09-06-30  11.981  0.082 3317 -0.220 70.29 0.19 105.56
09-06-30 to 09-09-30  12.090 0.084 3.354 -0.180 63.814 0.206 95.986
09-09-30to 09-12-31  13.127 0.086 3.348 -0.172 62.474 0.253 86.802
09-12-31to 10-03-31  16.517 0.088 3.399 -0.183 62.383  0.285 83.116
10-03-31 to 10-06-30  18.730  0.088 3375 -0.170 58.799  0.355 74.7717
10-06-30 to 10-09-30  22.710  0.094 3947 -0.172 56.427 0.477 64.317
10-09-30 to 10-12-31  23.202  0.093 3.841 -0.150 53.987 0.471 62.541
10-12-31to 11-03-31  19.413  0.091 3.797 -0.150 39.730  0.433 60.479
11-03-31to 11-06-30  16.427  0.087 3.508 -0.148 46.653 0.366 66.990
11-06-30 to 11-09-30  15.924  0.085 3.516 -0.152 59.435 0.285 78.835
11-09-30to 11-12-31  16.700  0.084 3.496 -0.129 62.905 0.269 80.101
11-12-31 to 12-03-31  28.859 0.054 2963 -0.129 67.139 0.449 84.405
12-03-31 to 12-06-30  36.130  0.041 2.822 -0.135 70.180 0.564 92.809
12-06-30 to 12-09-30  37.650 0.039 2.795 -0.143 70.897 0.623 95.136
12-09-30 to 12-12-31  35.207 0.037 2.798 -0.170 68.193  0.602 97.968
12-12-31to 13-03-31  34.653 0.036 2.737 -0.174 70914 0.602  100.466
13-03-31 to 13-06-30  29.300 0.036 2.710 -0.172  70.788  0.555 106.072
13-06-30 to 13-09-30 34.29 0.03 1.74 -0.16  76.645 0.665 112.305
13-09-30to 13-12-31  32.995 0.028 1.669 -0.174 83.718 0.622  122.909

Table 3.2 This table exhibits the trading period [year-month-date], the three Heston parameters x, 8, €, the
correlation p, and the three 3/2 parameters k, 0, &. All parameter estimates are made from data stretching
over a three years period, prior to the first day of the associated investment period.
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4.1 Introduction

Regardless of whether we are dealing with the running variance associated with a finan-
cial time series, or the implied volatility surface extracted from traded option prices, one
thing is abundantly clear: contrary to the assumption of the Black-Scholes-Merton model,
volatility is far from constant. In fact, universally accepted stylised facts of the economy
include the highly erratic nature of the variance process through time (see figure 4.2), or
the skew/smile effect characteristic of the implied volatility surface - as reported in Cont
and Tankov [5].' Naturally, a plethora of possible resolutions to these effects have been
proposed on the modelling front, most prominently local volatility models in which o is a
deterministic function of the random stock price, and diffusion-based stochastic volatility
models in which ¢ is modelled directly as a stochastic differential equation. Both ap-
proaches must be considered significant steps towards designing calibratable models to
observed market phenomena although neither can be said to be void of imperfections [5].
However, the latter is arguably the more sophisticated of the two, being as it were more
readily susceptible to theoretical augmentation. Derivatives pricing likewise becomes a
matter of some interest: whilst local volatility models will have us believe that options are
perfectly hedgeable using bonds and the underlying stocks (thereby making them formally
redundant), this is not so for valuation under stochastic volatility models. Here, incom-
pleteness [10] forces us to make further exogenous assumptions about the behaviour of
the market in order to pin down our risk neutral measure, Q. Specifically, to value one
option, enough similar traded options must already exist on the market, in order for us to
say anything concrete (in somewhat more abstract terms: a supply-and-demand induced
market price of risk must prevail).

Surprisingly, while derivative pricing and calibration in connexion with stochastic
volatility constitute major research areas in the quant-finance community, relatively few
papers deal with the impact of stochastic volatility on portfolio optimisation. In fact, to the
best of our knowledge, the first authors to deal explicitly with the issue are Jun Liu and
Jun Pan, a little more than a decade ago. The more pedestrian of their analyses is found
in [19], in which bequest optimisation in a Heston-driven? bond-stock economy is used to
illustrate a grander theoretical point about solutions to HIB equations. Briefly, under the
assumption that the market price of risk is proportional to volatility, A, = A, 5, Liu shows
that the optimal portfolio weight to be placed on the stock by a rational CRRA investor is

: A y—1
Liu 1
ng, = — —po,——L(T —1), 4.1)
St ¥ y ( )

where Zl /7 is the Merton ratio [12], and the second term is a stoch-vol hedge correction
[15] in which L is the deterministic function

! In the words of Cont and Tankov (ch. 1): “For equity and foreign exchange options, implied volatilities
o;(T,K) display a strong dependence with respect to the strike price: this dependence may be decreasing
(“skew”) or U-shaped (“smile”) and has greatly increased since the 1987 crash”.

2 See [17] and section 4.4 for an exposition of this model.
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A2 (e
KO =5 erm@— o

and we have defined the parameters € = K + 7;7/1 po,A and

-1 _
n= \/82+ YTG& (P2 +7[1-p2) AL

Throughout this paper, we refer to this result as Liu’s strategy. Little is said by Liu on
the empirical implications, yet it is well-known that the correction hedge is negligible. For
example, our own investigation [15] reveals that the hedge correction is multiple orders
of magnitude smaller than the Merton weight for realistic parameter specifications, thus
leading to non-measurable improvements in the investor’s welfare.

A far richer theoretical account of the role of stochastic volatility in portfolio max-
imisation is provided in Liu and Pan [20], who extend the above framework to include
jumps in the underlying price process, and complete the market by including tradeable
derivative securities (specifically, a straddle, chosen for its sensitivity to volatility risk).
By solving the relevant HIB equation optimal portfolio weights are provided (in terms of
certain partial derivatives); moreover, through the employ of market calibrated parame-
ters Liu and Pan estimate that the primary demand for derivatives is nested in the myopic
component of the portfolio weight (rather than the volatility hedge correction). Based on
the same parameters they also establish significant improvements in certainty equivalent
wealth through the act of including derivatives in a utility maximised portfolio.

4.1.1 Overview

This paper might be read as a quasi-exposition of the work above (in the sense that we
obtain similar formulae albeit using different techniques) with elements of novelty. Specif-
ically, through martingale considerations we establish the optimal investment strategy for
a fairly generic stochastic volatility model. These formulas are instantiations of more gen-
eral state-variable expressions found in e.g. Munk [15], but we expose them as (i) there
is some pedagogical value in seeing how they can be derived in a martingale framework,
(ii) they readily can be adapted to more exotic volatility models. Upon specialising to the
Heston model, we then proceed to find explicit expressions in the event the derivative is
a plain vanilla call or put option. Vis-a-vis the straddle strategy mentioned above this is
a minor variation, yet the value of our analysis lies in its great attention to detail, both
from a conceptual and computational point of view. In either case, the change to the op-
timal investment plan is considerable with respect to Liu’s strategy for calibrated market
parameters. Furthermore, in corroboration of the findings by Liu and Pan we find through
Monte Carlo simulation that the hedge component specific to stochastic volatility is ir-
relevant. Finally, in a novel portfolio rebalancing experiment using real market prices, we
show that access to plain vanillas for utility optimisers create only a very modest (dubious)
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improvement in the Sharpe ratio, in discordance with the quasi-empirical musings of Liu
and Pan.

4.2 Problem Set-up

4.2.1 Market Assumptions

Following the path betrodden by Black, Scholes, and Merton we start out by consider-
ing a financial landscape which is frictionless, arbitrage free, and allows for continuous
trading. Three assets which jointly complete the market are assumed to prevail, viz. a risk-
free money account (a bond), one fundamental risky security (a stock), and one derivative
security with a Buropean exercise feature at time ¢ = 7’. As it is commonplace, we de-
fine the dynamical equations of these securities by first introducing the stochastic basis
(2,7 ,F = {F:}1c0,1),P), where Q represents all possible states of the economy, P is
the real-world probability measure, and .%, is the augmented natural filtration of two inde-
pendent Wiener processes Wy and W;: i.e.

Fi=0(FVUN),

where ZW = 0 ({Wis, Was }sefo,)) and 4" represents the null sets of . With this in mind,
we specify the price process dynamics of the money account {B,}te[oj] as the determinis-
tic equation,

dB[ = rBtdt7 (42)

where By = by € R™ and r is the constant rate of interest. As for the fundamental risky
security {S,},e[oﬂ we posit an SDE model of a rather generic stochastic volatility form,
viz.

ds; = us(t,V;)Sidt + VViSidWy,,
4.3)
dV, = a(t,V;)dt + B(t,V;) (pdWy, + 1/ 1 — p2dWy,),

where (So, Vo) = (s0,v0) € R**, and {Vi }icjo,r1) s the variance process which is we assume
strictly positive. As for the dynamical constituents: i, o, and 3 are taken to be real valued
deterministic functions [0,7'] x Rt — R, whilst

p = Corr[dS;,dV;] € (—1,1),

is a Pearson correlation coefficient between the stock variance processes. Finally, as for the
European derivative, we envision a one-time pay-off @(S7) based on the magnitude of the
contemporaneous stock value at time r = T'. Letting {D, = D(¢, S, Vi) }iefo,r) represent the
general price process, it follows from It6’s lemma that

th - ,U,D(t, Slv Vt)Dtdt + O-ID(t»Sl‘a Vt)DtdWII + GZD(tv Stv Vl)DldWZtv (44)
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where Dy = &1, and pp, G1p,0ap : [0,T'] x RT x RT +— R are the functions

up(t,5,v) = D [AD+ s (t,v)s0,D + a(t,v)3,D + Lvs292D
+ 1B, ) 3D+ pB(t,v)Vvs2D|,
pB(1,v)aD + ﬁsasp} ,

owlts,v) = D' [\/1-p2B(t,v)aD|,

4.5)

—_

oip(t,s,v) =D~

assuming, of course, that D € ¢122,

Crucial to our derivations in the subsequent sections, we now enforce the following
minimal structure upon the aggregate risk preferences of agents trading in our tripartite
economy:

Assumption 1 The market prices of risk A; and A, associated with the aleatoric compo-
nents Wi and W, are functions of v only. In concrete terms this means that

Ja(v) = stV =r 4.6)

NG

and

do(v) = Up(t,s,v)—r B oip(t,s,v) ).

= 4.7
oo (t,s,v) oop(t,s,v) “.7)

We call this the weak Heston assumption for reasons which will become clearer below.?

Now, from (4.6) we may define the risk-neutral measure Q through the Radon-Nikodym
derivative

dQ N — _ 1 T,22 _T,2_ }
|, g(T)_exp{ j/0 ,;l" (V))dr /0 ;l,(v,)dwl,. 4.8)

Assuming the Novikov condition, E[exp{} fOT, (A2 (V) + A2 (V;))dt}] < oo, € is a true mar-
tingale, E[£(T”)] = 1, whence Q is an equivalent local martingale measure (ELMM). All
discounted asset prices under Q are therefore local martingales, which can be verified by
combining Girsanov’s transformation

AWy = —X(V,)dt +dW2

i

for i = 1,2 with the price dynamics (4.3) and (4.4). Finally, upon combining the market
price of risk (4.7) with the It6 expressions (4.5) we readily find that the partial differential
equation governing the price of the derivative is of the form

3 We emphasise that this is not a vacuous statement: specifically, the weak Heston assumption is not a
gauge freedom, as it invariably does say something about supply and demand in the market. On the other
hand, it is not an approximation either: clearly, we have the mathematical freedom to suppose whatever
we want here.
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0= 0,D+rsdsD+{a(t,v)—B(t,v)[pA(v)+1/1—p2A2(v)]}d,D
+3vs29ZD + L B2(1,v)9LD + p B (t,v)\/vsdLD — rD,

4.9)

subject to the terminal condition D(7”,s,v) = ®(s).

Remark 4.1. We assume the Novikov condition in order to establish the existence of the
ELMM. Rather bizarrely, existence is something all too often glossed over in the stochastic
volatility literature. Indeed, there are somewhat spectacular examples of stochastic volatil-
ity models where the no-arbitrage condition generally breaks down cf. e.g. the Stein &
Stein model.* Furthermore, it is reasonable to show formally that discounted asset prices
are true martingales as opposed to strictly local ones. Although failure of the true mar-
tingale property does not entail arbitrage, it can lead to peculiarities (“bubble problems’)
such as the breakdown of put-call parity. For examples and general theory pertaining to
these fascinating issues we refer the reader to Wong & Hyde [34].

4.2.2 Investor Assumptions

We consider the case of an investor who trades in the three asset classes in a self-financing
manner over the temporal horizon [0,7] C [0,7’], with the intention of maximising the
expected discounted utility of her terminal wealth, #7. Specifically, we are interested in
determining the optimal portfolio weights 75 , and 7, , which the investor should place on

the stock and the derivative® such that

{n§!,77r5t},e[o,T] = argmax ]E[e_STu(WT)}, (4.10)
{4, mp s }€L2(0,T]

where 8 € R, is a subjective discounting factor, and u : R* — R is a utility function which
we assume isoelastic, i.e.

x=r
u(x) = -y

where ¥ € Ry \{1} codifies the investor’s level of risk aversion. No restrictions on short-
selling and leveraging are enforced upon the portfolio weights. However, to rule out arbi-
trage through doubling-strategies we assume that the weights belong to space of square-
integrable processes, which we have denoted by .22

Note that from the self-financing condition it follows that the optimal wealth process
{77 }1e(0,r) obeys the dynamics

4 The problem with their is that O lies in the interior of V; which (from A;) gives rise to the condition
Us=T.

5 We assume that the remaining fraction of the wealth 1 — 7y, — 7p, is allocated to the risk free money
account.
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= 4 B ) 45 b V) ol
+ 75 Vi + 7 O] W AWy + Ty Cop W AWy, .

which can be used to set up a Hamilton-Jacobi-Bellman equation for the value function
associated with (4.10). This, traditional approach is nonetheless not the route by which
we shall be proceeding: rather, we opt for a martingale theoretic approach, which is well-
equipped to handle bequest-optimisation problems in complete financial markets.

4.3 The Martingale Solution

4.3.1 The Optimal Wealth Process

It is well-known that the dynamic programming problem highlighted above may be refor-
mulated as a static optimisation problem by solving for the optimal wealth process, whence
the optimal portfolio weights can be deduced [10] [3]. Specifically, we are scrutinising the
optimisation problem

Wy = argmax E[e T u(#7)), (4.12)
W AT
over the class of adapted self-financing portfolios, 27, which is to say subject to the static
budget constraint,
wo =EQ[e T 4],

where #y = wo.° In Lagrangian terms, we are accordingly dealing with

e =Ele Tu#s) —nére T W7, (4.13)

where 1) is the Lagrange multiplier, and &7 is the Radon-Nikodym derivative defined in
(4.8), here introduced to write the entire expectation under the P-measure. By differentiat-
ing partially with respect to #7 and equating to zero, we may extract the optimal terminal
wealth

Wi =) ey,

where (#/)~!(-) = (-)~!/7 is the inverse marginal utility, i.e.
Wy =n e dle MY,

where g = (6 —r)/7v. To determine the multiplier we combine this expression with the
P-budget constraint
wo =Ele”"" &7,

to get

6 For a formal proof of this result, see Munk [15].
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wo

n_l/y — .
Ele (7 g/

Thus,

—1
WOerTéT /Y

Elg

*

T (4.14)

Now, consider the denominator E[é - "], From (4.8) it is not hard to see that this almost

looks like a P-expectation of a Radon-Nikodym £° defined as:

dQo 0 1 2 (T% 52 re
T =g =end —10-y? [ Y 22 Wd— (-1 [ Y a0 .
dP T 0 = 0 ;=
(4.15)
In fact, one may readily check that ETI_I/ 7 and 5}) are related through
1—y (T2
VY = éTexp{zzy/ Zz.,?(v,)dt}, (4.16)
rJo S
whence
_ 1y (T2
Elg "7 =EY exp{ 7, Z&?(v,)d’} (4.17)
0 i=1

The explicit dependence on the Wiener increments has thus been suppressed through a
second change of measure. This expectation is sufficiently important to what follows that
we are prompted to introduce the function H : [0,7] x RT — R:

1—y (T2
exp{zyzy/t ;/lf(vs)dsH. (4.18)

To see how this comes in handy, let us determine the optimal wealth process %#;* for all
times ¢ € [0, 7]. From the budget constraint

H, = H(t,v) =E®

W =Bl e Tz
= e*’”*f%mv[é%*]

—r woe” 1-1
— (T l>§1, OH() Etv[ /7]

= Z,ZS]EIVKTCXP{ 7 fo (AE(Vs) + A2 (Vy))dss}]
= SR EPER exp{ 5 fy (AR (Vs) +A3(Vi))ds)]
= %:IZS & Xp{ jo (AE(Vy) + A3 (Vs ds}IE@O [exp{ 77 27/], A2 (Vs) + A3 (Vy))ds}]
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ertw 1—1
= S0 TER exp{ S [T AR(Ve) + 22 (Vy))ds)],

where the second line uses the abstract Bayes’ formula (Bjork [10], proposition B.41), the
third line uses the optimal wealth expression (4.14), the fourth line uses the identity (4.16),
the fifth line uses (4.17), the sixth line splits the integral at the point of measurability .%;,
and the final line uses (4.16) again. Hence, from the definition of the H function (4.18) we
find that the optimal wealth process can be written as

W — g eV (4.19)
Hy

4.3.2 Notes on the H-function

Since the H-function (4.18) is assumed to be a function of # and V; it follows from Itd’s
lemma and the dynamics (4.3) that

dH; = pg (t,V;)Hidt 4 614 (1, Vi) HidWi, + 0op (¢, V) HidWoy (4.20)

where

,uH(l,V) =H"! [atH‘f' (X(t,v)avH+ %ﬁz(hv)avsz}’
oiu(t,v) = H 'pB(t,v)0.H,

oou(t,v) 11 —p2B(t,v)0,H.

Now, from Girsanov’s theorem it follows that the Qp-Brownian increments are related to
the P-Brownian increments through

AWy = —(1=1/7) hi(v)dt +dW,>

i

for i = 1,2. Substituting these into the dynamics for the variance V; (4.3), we find that the
drift changes as o(z,v) — a0 (z,v) where

a®(1,) = alt,v) = (1= 1/7)B(E) [pA () +1/1-p222(v)|.
Thus, from Feynman-Kac we may deduce that H solves the linear PDE
0=0,H+a%(t,v)d,H+ L B(t,v H+—Z7LZV, (4.21)
subject to the terminal condition H(T,v) = 1. The point here is well-worth appreciating:

rather than enduring the non-linearity inherent to the HIB formalism, we have transformed
the optimisation problem into something as comparatively pedestrian as having to solve
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(4.21). Whether we aim for an analytic or a numerical solution, it is clear which approach
imbues the greatest allure.

4.3.3 The Optimal Portfolio Weights

Finally, we are in a position to determine the optimal portfolio weights 7g, and 7. Ap-
plying It6 to (4.19) we find

a; = re"wolle &7 Vdr + ewo - &7 TdH, + ¢ wo e d (&7 + ewo i dHd (6717
= drift+e"wo &[0 HdWy, + Gon HdWa] — € " wo e L&V,

= drift + 7, (015 dWi; -+ GardWay] + € wo B LE 7YYL E 120 (v)aWn, + Ao (v)d W]

Hyy
= drift + 7/ [G]HdWU + GszWQ;] W* 1 M] (V)dW[[ + lz(v)szt]
= drift+ [0 + ly,ll (W] #;* AW, + [oon + )l/lz(v)] Wi AWy, (4.22)

where the first line uses the product rule, the second line makes use of (4.20) and the chain
rule, the third line makes use of (4.19) and the definition of the Radon-Nikodym derivative
(4.8), and the fourth line makes use of (4.19) again. Comparing (4.22) with our expression
for the self-financing condition (4.11) we see that we have established two simultaneous
equations from which 75, and 7}, can be determined

7'5571\/‘7[4- ﬂEJGID = GIH—F%,A](V), and ﬂl*)’,GZDZGzH-i-%,)Lz(V).

Solving these we ultimately arrive at

. 1 (M(v) oipAa(v) C1pO2H }

T, = G2V, 5, 01002 4.23a
St VVi { Y Oop Y H 02D ( )
% 1 )Q v

T = 5 {9(/) + ozH} . (4.23b)

Theorem 4.1. It is well-worth summarising our findings in this section. Consider
the control problem stated in (4.12). Defining the function

H = H(1,v) =EY [exp{ Y/ (AZ(Vy) + A2(V))d H 4.24)

where Q is the measure defined through E° = dQq /dP where

d&) = —(1-1/P)E) (A (v)dWy, + Ao (v)dWay), (4.25)
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the optimal wealth process can be written on the form
H __
W = w77, (4.26)
Hy

Furthermore, the optimal controls which give rise to this maximal wealth process
are of the form

o 1 )»1 (v) O1Dp ﬂ.z(v) O1pO2H }
g = —— —— ——40ojg——— 4.27
& vV { Y Op Y 1 oD ( 2)
N I
Tipr = o { v + 0 ¢, (4.27b)
where
oip =D [pBa,D +\/vsd,D], op=D"'[y/1—-p2Ba,D], (4.28)
oig=H 'pBo,H, o =H '\ /1—p2Bo,H. (4.29)

4.4 Example: The Heston Model

Undoubtably, the most well-known of all stochastic volatility models is that proposed by
Heston, [17]. The Heston model stands out for a number of reasons: first, the variance pro-
cess is non-negative and mean-reverting, which harmonises with market data; secondly,
the model is sufficiently parsimonious to allow for swift calibrations [27] [33]; thirdly,
as exposed below, it famously admits comparatively simple’ expressions for plain vanilla
options; finally, said expressions yield implied volatilities which are found to fit the em-
pirically observed volatility smile closely for a broad range® of medium-seized times to
maturity [33].
Formally, the Heston model is a Cox-Ingersoll-Ross model for the variance process:

dV; = k(6 = V;)dt + 0,/ Vi (pdWi, + 1/ 1 — p2dWay), (4.30)

where k, 0, and o, are three parameters in R* which signify the speed of mean reversion,
the long term variance, and the volatility of variance respectively. Insofar as the Feller

7 Contrary to what is sometimes claimed in the literature, these expressions can neither be considered
closed-form, nor the more extensive analytic since they involve an integral.

8 Matching the smile for very short or very long times to maturity proves more difficult. In particular, with
regards to the former, the so-called volatility of variance, o,, tends to explode, which indicates that there’s
a jump effect neglected by the dynamics.
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condition is satisfied, it can be shown that the variance process stays strictly positive at
all times.” Moreover, the distribution of V; under (4.30) is non-central x2, which in the
asymptotic limit # — oo tends towards a gamma distribution. This effectively disposes of
one of the key shortfalls of classical GBM valuation as the resulting density function of
log returns will be fatter (exponential) than the bell curve.

4.4.1 Vanilla Valuation

What really propelled the Heston model into the academic limelight is largely its ability
to price European calls (and ipso facto European puts). For the reader’s convenience we
here briefly review the valuation formula, and tie it to the theory of pricing in incomplete
markets alluded to in subsection 4.2.1. Specifically, the relevant pricing PDE (4.9) is of the
form

0= 0,D+rsdD+{k(0 —v) —6,\/v[pA +1/1 —p2A]}d,D @31)

+ Lvs?95D + L 62vai,D + po,vsdaD — rD,

% sV

subject to D(T’,s) = [¢(s — K)]*, where ¢ is a binary variable which takes on the value
+1 if the option is a call, and -1 if the option is a put. Upon solving this equation, Heston
crucially makes the assumption that the market price of volatility risk, A, here defined as'®

A =0, [pAi+14/1—p2Ay], (4.32)

is proportional to /v, i.e.

A € R s.t. A, (v) = A/ (4.33)

We call this the Heston assumption and note that it constitutes a concrete instantiation of
the weak Heston assumption explicated above. Nonetheless, based on our desire to solve
the PDE for the H-function, it will in fact be convenient to assume something slightly
stronger, viz.

Assumption 2 There exist constants A; and 4> such that A; (v)= A Vvand A (v) = L V.
We call this the strong Heston assumption.

9 It is dubious that calibrated parameters actually satisfy this condition [27].

10 The market price of volatilty risk (4.32) is concept which arises naturally insofar as the dynamical
equations (4.3) have not had their random components decorellated through a Cholesky decomposition.
Specifically, for the market price of risk vector

A = o~ ! (excess return vector),

we would set 6 = [/V,,0; D~ 's\/vd;D+ D' pc,/vd,D,D~'\/1 — p26,/vd,D], whilst Heston sets ¢ =
o' = [VV;,0;D""\/vd;D,D~ " 6,/vd,D] (the latter is related to the former through the multiplication of
the lower triangular matrix L = [1,0;p,+/1 — p2]: 6 = 0'L). For convenience, Heston also absorbs the
constant o, in his definition.
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Remark 4.2. A partial motivation for (4.33) is provided through Breeden’s consumption
based model, A,(V;)dt = yCov[dV;,dc;/c;], when the consumption process is chosen as
in the (general equilibrium) Cox, Ingersoll, and Ross (1985) model [17]. Less generously,
we might view it as a postulate detached from empirical evidence, which purposefully has
been engineered in order to allow (4.31) to be solved. Be that as it may, under the pro-
portionality assumption it can be shown that the ELMM, Q, exists and that discounted
asset prices are true martingales insofar as certain inequalities on the parameters are satis-
fied, [34]. This may be taken as a formal justification for Heston’s well-known valuation
formula:

Theorem 4.2. (Heston’s Valuation Formula for European Vanillas) The no-
arbitrage price of a European vanilla option is given by

D(t,s,v) = HestonVanilla(x, 8, 6,,0, 41,42, 7,v,5, K, 7', §)

o (4.34)
=0{s01(¢) —e " KQ2(9)},
where ¢ = +1if Dis a call, and ¢ = —1if Disaput, T =T —1,
@) =22 14pa ' InK 4.35
Qj(¢): 2 +¢ j(nS,V,T7H )’ ( o )
for j = 1,2, and we have defined
P,(Ins,v, 7', InK) = = + 1 /mm S RN (4.36a)
i(Ins,v =_+— .
J sV by, ) 7 Jo l(p (Y
fi(lns,v, 7", @) = exp{C;(7', @) + D;(7,@)v+iplns}, (4.36b)
b;—po,gi+d; [ 1—e%”
Di(t.0) = 2 J 436
J(T ,(P) sz (1 — gjed!'T' 9 ( C)

17 . dj’l'/
Cj(TI,(P)EF(PiT/+% (b;—po,@i+d;)T —2In &gt L
oy 1_gj

where dj = ((p0,@i — bj)? — 62 (2u;pi — 9*))'/2, g; = (bj — po,@i+d;)/(b; —
po,Qi—d;), a=k0, u; = % U = —%, by =x+A,—po,, and by = K+ A,.

Remark 4.3. From the generalised option pricing formula (Bjork [10], proposition 26.11)
Dy = ¢{sS(9Sp = OK|.F;) — e T KQ(9Sy = 9K|.F)}, (437)

where S is the stock measure defined through the Radon-Nikodym derivative
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it follows that Q1 and Q5 in (4.34) are risk-adjusted probabilities that the option expires in
the money. Specifically,

01 =Si(¢Sp > 9K|S; = 5.V, =), (4.38a)
02 = Qi (¢S > 9K|S; = 5;V; = v). (4.38b)

Remark 4.4. The formula stated in (4.34) is rather unconventionally expressed in terms
of the market price of risk constants A;, i = 1,2 along with the P-parameters of the vari-
ance process. More commonly, the valuation formula is specified directly in terms of the
risk-neutral Q-parameters: k¢ = k + 6,(pA; ++/1 — p24;) and 62 = 6x/k? (diffusion
parameters unchanged).

4.4.2 The Optimal Heston Controls

We assume the investor trades in a risk free money account, a stock and a European vanilla
derivative in a market characterised by Hestonian stochastic volatility. From the generic
optimal control functions (4.27) it follows that we must determine G1p, O2p, G114, and Gry
and thence the quantities d;D, d,D, H, and d,H. We do this over the two subsequent lem-
mas.

Lemma 4.1. The option delta is given by

A =9D = $0(9), (4.39)

while the option vega is given by

v, = 0,D = svi(Ins,v, 7, InK) —Ke_”'\Q(lns,v, 7, InK), (4.40)
where
1 3 D: / —ipInK (1 , /
Vj(lnS,V,T/,an)E%/ m{ ](T7(P)e .(pf](ns V7T7(P)}d(p. (4'41)
0 1

Proof. A hands-on differentiation of (4.34) with respect to the underlying, s, and subse-
quent algebraic simplification is a tedious exercise better avoided. A somewhat subtler but
arguably simpler argument may be presented by noting that the valuation formula is first
order homogenous in the variable pair (s, K), i.e.
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HestonVanilla(k, 8, 6,,p, A1, A2, r,v,as,aK, 7, ¢) =
a-HestonVanilla(x, 0, 6,,p, A1, A2, 7,v,5,K, 7, ),

for any a € R, whence Euler’s Homogenous Function Theorem!! entails
D = sd,D+ KdgD. (4.42)

Comparing (4.34) with (4.42) it is tempting to deduce that d;D = ¢Q;(9), yet some care
must be taken here. Specifically, it is not immediately obvious that (4.34) is the so-called
natural form of D [26]: with two terms present in the equation we can add any arbitrary
component to one term, as long as we cancel it through a corresponding subtraction to the
other term.!? To establish that (4.34) is the natural one, we employ a well-known result
from Breeden and Litzenberger [6] viz.

kD =" RKEL[[0(Sp —K)]*]
= e 9KES (S — K)1{¢Sp > 0K}
= —e "R [1{¢Sp > 9K}
= ¢ 9Q 1 (S > 9K).

Comparing this with (4.37) the result follows.
Equation (4.40) follows immediately from differentiating (4.34) with respect to v. Note
that the result is independent of ¢.

Lemma 4.2. Under the strong Heston assumption the H function has the exponen-
tial affine form
H(t,v) = exp{A(7) + B(7)v}, (4.43)

where T=T —t. Here B: [0,T]| — R is the function

B =Tz 4 22). “ol

- (4.44)

(0+a)(e?"—1)+20’

where o = x+ (1 —1/y)A, and

11 Recall that the function g : R? — R is said to be homogenous of degree n if

glaxy,axy) = d"g(x1,x2).

Let x} = nx; and x, = nx, then we find upon differentiating g with respect to a that na"~'g = ax/l 80.X) +
ax/z 804Xy = X1 0ax, § + X20ax, g In particular, upon setting a = 1 we get Euler’s result for homogenous
functions:

ng =x10y, & +x20x,8.

2letg=x Ox, 8 +X20x,& and g = x1hy (x1,x2) +x2h2(x1,x2) then a necessary and sufficient condition for
Oy, & = h1(x1,%2) and dy,g = o (x1,x2) is that x39,, by = x50y, hy - see [26].
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while A : [0,T] — R is the function

A7) =

0

20
(0 + 0)(eo = 1)+2w’}' 445

Proof. Substituting in the relevant parametric specifications (4.30), (4.33), into the gov-
erning PDE (4.21) we find

0=—0:H+[k6 — {x+(1—1/7)A, V|0, H + L 62vdZH + 12%27(}112 +2A3)vH, (4.46)

subject to the initial condition H(0,v) = 1, where we have invoked the time transformation
t — 7. Since the coefficients are linear functions of v we form the ansatz that the solution
is of an exponential affine form. Thus, upon substituting (4.43) into (4.46) and using the
fact that the expression should hold for any value of v we find the coupled ODEs:

B (%) = Jo?B(x) — {x+ (1= 1/ YB(3) + 5 (F + D), (4.472)
A'(t) = k0B(1), (4.47b)

subject to the boundary conditions A(0) = B(0) = 0, where ' denotes the derivative with
respect to 7. The first equation is Riccatian, which readily allows us to extract the solution
(4.44).13 Note that o is a real number insofar as Y > 1 which we henceforth assume to
be the case. As for the function A we observe that (4.47b) can we written as A(7) =
k0 [y B(t)dt. Performing this tedious integration we get the desired result.

Putting these results together we can finally state our theorem on the optimal (B,S,D)-
portfolio weights in a Heston driven economy:

Theorem 4.3. The optimal stock weight is given by

= —|p+
ST T—p2 P

while the optimal vanilla option weight is

A [ sA,]Zz A
Y Vi

13 Recall that the generic Ricatti equation y' (x) = ay?(x) +by(x) + ¢ with y(0) = 0 has the solution y(x) =
[2¢(e% —1)]/[(8 — b)(e?* — 1) +28] where § = Vb2 — 4ac assuming b > 4ac.
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DA D
mh, = ——22 4 ZIp(1), (4.49)

T you/1—-ptv, Vi
where B is defined in (4.44), D; is the option price given by (4.34), A; is the option
delta given in (4.39), and Vv; is the option vega given in (4.40). Note that the time
parameter in B is T (the investment horizon), while it for option quantities {D,A,v}
is T’ (the maturity of the option).

We note that the first term in (4.48) is Merton’s optimal stock weight in a simple (B, S)-
economy with constant volatility. More generally, referencing standard results in the lit-
erature'?, we see that the first two terms in (4.48) and the first term in (4.49) constitute
the optimal portfolio weights in a (B, S, D)-economy for a utility maximising investor who
disregards stochastic fluctuations in the state variable v (otherwise known as the myopic or
I-period strategy). Thus, the hedge against stochastic volatility is nested in the time-price-
volatility dependent term —s%-B(7) in (4.48) and 2:B(7) in (4.49). In this connection
we note that A is a function bounded by the interval [0, 1] for a call option ([—1,0] for
a put option), whilst B(7) is a monotonically decreasing function bounded by the inter-
val ((1—7) (A2 +A})/(¥*|®@ + a]),0]. 5,D, and v are all positive quantities unbounded
from above. The signs of the volatility hedge corrections on the stock and the derivative
are thus respectively positive and negative if D is a call option, and negative and nega-
tive if D is a put option. To appreciate the implications of this figure 4.1 plots the optimal
(bank,stock,ATM call option)-weights for different times to maturity, when the tuple (s, v)
is held constant at (100, 8). We assume that the risk free rate is 0.02, that the option expires
at the end of the investment horizon (7 = 7’), and that the investor’s level of risk aversion
7Y is 2. Other parameters are estimated from the S&P 500 index and are exhibited in table
4.1. Note here in particular that the market price of risk A, associated with W is negative,
corroborating standard empirical findings a la Bakshi and Kapadia [2].

Upon examining figure 4.1 we make the following observations: relative to the opti-
mal Merton weight [dash-dotted grey line], Liu’s volatility correction [full grey line] is
barely noticeable, perturbing 7 at the order of magnitude 1073, By comparison, access
to derivative trading prompts the investor to drastically increase her holding in the stock
[full red line], by decreasing her long position in the money account [full black line], and
shorting the call option [full blue line] at a rather modest level. This makes good sense: by
shorting the call, the investor has a negative exposure to the risk endemic to the variance
process thereby collecting positive risk premium [15]. Out of interest, we have also plotted
the effect of including the volatility hedge terms in the optimal investment ratios [Dash-
dotted lines]. As argued above, this respectively underestimates and overestimates the
weights on stock and the derivative: here by as much as six percentage points for the stock
and a single percentage point for the call (see the RHS figure for greater clarity). Volatility
hedge corrections thus seemingly have the magnitude to perturb the terminal wealth of a
rational investor by a measurable amount. Yet, this is in fact not the case when we Monte
Carlo simulate the wealth process (4.11) of an investor trading in a Hestonian economy:

14 See for example Munk [15] theorems 6.2 and 7.5
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Fig. 4.1 Left: Optimal investment strategies in a (bank,stock,call option)-economy for different times
to maturity with s and v held constant. Note that the investor shorts the derivative in order to enter into
a significant long position in the underlying stock and deposit money in the bank. The grey line shows
Liu’s optimal portfolio weight on the stock when the investor disregards derivatives. The dash-dotted lines
represent the corresponding strategies when we do not hedge stochastic variations in the state variable
(volatility). For Liu’s model this corresponds to the Merton weight 4; /. Right: The size of the correction
to the various portfolio weights brought about by hedging volatility. The figure also exhibits the magnitude
of the deterministic functions L(7) and B(t). NB: as TTM approaches zero, so does v which creates
problems with numerical instability in this region.

although the expected return is higher for someone who hedges volatility vis-a-vis one
who does not, so is the associated variance. A Welch’s z-test therefore cannot reject the
null hypothesis that the two trading strategies have equal returns (p-value ~ 0.65). This
suggests that the real capital gains (if any) are to be garnered from access to the derivative
security, and not the hedge corrections to volatility per se, in accordance with the findings
by Liu and Pan [20].

4.4.3 Towards Higher Generality

A natural extension of the Heston model is to allow the model parameters to be time-
dependent functions. This will not only allow for a financial landscape that changes dy-
namically over time, but also provide a more realistic pricing model the implied volatility
surface of which calibrates much closer to market data. A tractable yet flexible functional
form for this purpose is to specify {(t),0(t),0,(t),p(t),A1(t),A2(t)} to be piecewise
constant functions over some finite partition fy < t; < - -+ < f,, of the market horizon [0, 7’].
That is, x(¢) = ik} for ¢ € (t,—1,t,], k(t) = &y for t € (f,2,1,—1] etc. with correspond-
ing structures for the remaining parameters.!> The key observation is then that we may
solve all PDEs sequentially backwards in time. Firstly, we have that the optimal weights

15 We shall still assume that the parameter-constants are specified within reasonable limits, i.e. that the
governing dynamics (4.30) allows for a positive solution. Moreover, the Feller condition might be desired
to be satisfied locally for each time interval of the partition.
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(4.48)-(4.49) depends on the function B which solves the Riccati equation (4.47a). For
the first subinterval (¢,_1,1,] expressed in backwards-time, T € [y, 7)) = [0,7 —,—1) with
T = T —t,—k, we have the familiar boundary condition B;(0) = 0 and solution B; as in
equation (4.44) with {ky, 0y, Go1, P, M1, 121}. This gives us a value for B;(7;) which will
act as a (non-zero) boundary condition for B, on the next interval 71, 7). We may then
proceed sequentially backwards in time!® to obtain Bs,...B, over [T, T3),. .., [T 1,T:)
to cover the whole of [0,7] C [0,7’]. Secondly, we need to calculate A and Vv over the
same sequence of subintervals (extended to cover [0,7’]) to complete the expression for
our market weights. It turns out that this calculation is virtually identical to the one just
considered: D; and C; of (4.36¢)-(4.36d) solve a system of ODEs which is the same as
(4.47a)-(4.47b) (see Mikhailov and Nogel [23] for details). Hence, we may compute the
optimal weights for a time-dependent parameter specification of the Heston model as well
(for reasons of brevity we exclude the technical details from this paper).

4.5 The Empirical Perspective

Based on our optimal portfolio weights in a Heston driven (B, S, D)-economy, we pro-
ceed to perform an empirical experiment which aims to measure the degree to which the
inclusion of plain vanillas impacts the financial wealth of a utility maximising investor.
In particular, we set out to perform a simple automated trading experiment where we let
historical market prices from the S&P 500 index play the role of the fundamental risky
security and where market prices of call options written on the same index constitute the
derivative available in the economy. We will use market interest rates for the money ac-
count.

4.5.1 Market Data

For the tradable stock, we use 3,909 daily prices of the S&P 500 index from the period
2000-01-03 to 2015-08-31. The market price (sourced from Wharton Research Data Ser-
vices'?) is plotted in figure 4.2 together with the daily variance. The variance process is
measured from high-frequency data with the realised volatility measure and we use pre-
computed estimates from the Oxford-Man Institute’s realised library.'s.

For the tradable derivative, we use daily mid-market prices of European call options
on the S&P 500 index from the same time period, as shown in figure 4.3. The time period

16 To this end we need the Ricatti equation with a non-zero initial condition i.e. y' (x) = ay? (x) +by(x) +c,
¥(0) = yo, which has the solution y(x) = yo + [2(ay3 +byo + ¢)(€% — 1)]/[(§ — b — 2ayo) (% — 1) + 28]
where § = Vb2 — 4ac assuming b* > 4dac.

17 https://wrds-web.wharton.upenn.edu/wrds/.

18 The Realised Library version 0.2 by Heber, Gerd, Lunde, Shephard and Sheppard (2009) - see
http://realized.oxford-man.ox.ac.uk For details on the realised volatility measure, see e.g. Andersen and
Terdsvirta [1].
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Fig. 4.2 Daily market prices and measured variance from the S&P 500 index. The price data is sourced
from Wharton Research Data Services while the variance data is sourced from the Oxford-Man Institute’s
realised library.

covers prices of 23 call options with medium-sized times to maturity (in the range 18
to 36 months subject to data availability) and the strike-price of each option is selected
to be ATM at initiation (or as close as possible thereto - subject to availability) thereby
sowing the seed for high exposure to volatility risk. The strike-price and time-to-maturity
structure is shown in figure 4.4. Note the varying TTMs for the options, which again are
symptomatic of the data set available (we use the Option Metrics database sourced through
Wharton Research Data Services).

For our last asset in the (B, S,D) economy, we use the daily short-term LIBOR rate
for an interest to the risk-free money account. The LIBOR market-data is from the Option
Metrics database as well.

4.5.2 Parameter Estimation

For our empirical experiment, we will trade according to the optimal portfolio weights
(705, 705, , 55, ) which are functions of the model parameters and the current stock price,
call price and variance level at time ¢. To this end, we estimate the model parameters with
the following approach. First, we estimate (x, 0, o,,p) of the Cox-Ingersoll-Ross process
from the daily variance data with a maximum likelihood method.'® Secondly, based on
these parameters, to determine the market prices of risk, (11 , 12), we minimise the squares

19 We use numerical optimisation of a Gaussian likelihood, from the method of Sgrensen [30] based on
estimating functions.
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Fig. 4.3 Daily mid-market prices of European call options on the S&P 500 index sourced from Wharton
Research Data Services (Option Metrics data). The corresponding strike prices and maturities are shown
in figure 4.4.

error between daily observed S&P 500 call option prices, {C’t}, and daily theoretical Hes-
ton prices {CH¢ = CH¢(1;,2,)}, where the strike-maturity structure is chosen as in figure
4.4. Specifically, we solve the minimisation problem

- - . A ei 7 W2
(M, A2) = argmin Y (G —C*(A1,42)) ",
(A1,22)ERZH €T

where T = {trading days between 2000-01-03 and 2015-08-31}. The resulting parameters
estimated from the market data are given in table 4.1.

K (7] £ p X 2
Estimate | 9.71 0.030 272 -0.17 0.88 -0.29

Table 4.1 Estimated model parameters with the two-step approach. The estimates are based on 3,909
daily observations of the stock price, the variance and the call price. Note that A; > 0 whilst A, < 0.

Remark 4.5. A few remarks on the above estimation procedure are in order here. First,
note that when we will use the parameter estimates for the forthcoming trading experi-
ment, we employ ex-ante estimates based on actual “future” market data. An alternative
is to estimate parameters from historical data prior to the trading period. However, due
to the amount of available data, this would impair the accuracy our estimates. Since we
are primarily interested in the the efficiency of the trading strategy, (and not in the pa-
rameter estimation problem per se) we require as robust estimates as possible. Thus, we
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Fig. 4.4 The daily strike-price (black line) and time-to-maturity (grey line) for the call price in figure 4.3.
The dotted line shows the S&P 500 index level.

opt for the former alternative. Secondly, we use a rather unconventional estimation proce-
dure whereby we sequentially estimate the CIR-parameters under the statistical measure P,
followed by a mean square optimisation to back out the market prices of risk. A more com-
monplace approach is to formulate the pricing model under QQ directly (see Remark 4.4),
and to estimate the risk-neutral parameters from option data alone, again through mean
square principles . This estimation approach is referred to as model-to-market calibration,
and typically a whole surface of option prices is employed for day-to-day estimation of
the parameters. Since we require statistical CIR-parameters along with the market price
of risks separately for calculation of the optimal portfolio weights, we use the two-step
approach in place of the calibration method.

4.5.3 Empirical Trading Experiment

With market data for the (B, S, D) economy from the S&P 500 index and the LIBOR rate,
we set out to perform an empirical trading experiment. We intend to invest in a portfolio
according to the optimal weights (7, 75, , 75,) and we trade dynamically with daily re-
balancing as the time evolves during the period 2000-01-03 to 2015-08-31. Hence, if AX;,
denotes the daily price-change from #; to ;4| of an asset in the economy, this means that
we realise a daily change in the portfolio value

AB;. AS;. AD,)
AW, =W | iy —L + 7, — + A, — ],
1 t ( 'Bt; Bti St Sz,- Dt; Dti
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for all dates #g,?1,... in the investment period and the realised daily wealth amounts to
Wi, = Wi, +AW;,. Note that the portfolio is self-financing: an initial amount wy is invested
at the initial time and there is no infusion or withdraw of capital from the portfolio during
the investment period.

In addition to the parameters in table 4.1, with fix the risk aversion parameter to the
arbitrary value y = 2. For comparison purposes, we include a “naive” trading strategy with
a constant equal weight invested in each asset, (7, s, Tpr) = (1/3,1/3,1/3). We also
trade according to Liu’s optimal investment strategy in the limited economy, that is, we
invest in (B,S) with portfolio weights (75", 7k™) (and 7tp, = 0 for the call option).

With this in mind, we conduct the following following two experiments for each of
the three trading strategies:

1. Trading throughout 2000-2015. We set the investment period to be 2000-01-03 to
2015-08-31 and initialise the portfolios with a wealth wy = 1,000. We do not trade over
the dates when there is a “new” option, i.e. every time there is a new expiry date since
this would give false price moves of the call option due to changes in the strike price
(see figure 4.3 and 4.4). The same rule pertains to Liu’s strategy, even though there is
no trading in the option. The realised wealth processes from trading according to the
three strategies are shown in figure 4.5 while the optimal portfolio weights are shown
in figure 4.7.

To be able to compare the strategies from a financial perspective, we calculate realised
Sharpe-ratios of daily returns as

o Mean(R;, — ry,) ’

SD(R,)
where R, = log(#},) —log(#;,_,), ti,t2,... are the daily returns of the investment port-
folio and ry, is the daily returns of the money account (the daily return from the LIBOR
rate). The results are shown in table 4.2.

Strategy | Mean return (u(R))  Std. Dev. (6(R))  Sharpe-ratio ()  Sharpe-R. annual
(T, e, 1) 0.011% 0.65% 039% 7.46%
(zkin, zkin 0) 0.010% 0.56% 0.37% 7.16%

(1/3,1/3,1/3) 0.005% 2.27% -0.14 % 2.64%

Table 4.2 The Sharpe-ratio, mean and standard deviation of daily portfolio returns from the three strate-
gies when trading throughout the whole period 2000-01-03 to 2015-08-31. The last column shows the
annualised Sharpe-ratio. The daily mean-return of the money account is 0.0082%, which corresponds to
an annualised return of 3.0%.

2. Investment periods according to the option-expiry structure. For our second empir-
ical experiment, we reset our investment portfolio every time there is a “new” option,
i.e. every time there is a new expiry date and strike-price (see figure 4.4). We set the
investment period accordingly, i.e. to start when we reset the portfolio and to end at the
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Fig. 4.5 Trading throughout 2000-01-03 to 2015-08-31: wealth processes from trading in
{LIBOR,S&P500,Call} according to the naive strategy (dotted line) and optimal investment strategy
(black line), and from trading in {LIBOR,S&P500} with Liu’s optimal strategy (grey line).

date on which we will reset the portfolio the next time. The resulting realised portfolio
value-processes from the optimal (B, S,D)- and (B, S) strategies are shown in figure 4.6
and the portfolio weights of the two strategies are plotted in figure 4.8. The Sharpe-
ratios based on realised daily returns of the investment portfolios are collected in table
4.3, where the results for the naive strategy are included as well.

Strategy Mean return (4(R))  Std. Dev. (6(R))  Sharpe-ratio  Sharpe-R. annual
(T T3y ) 0.010% 0.55% 037% 713%
(mkin, 7kin 0) 0.011% 0.65% 0.36% 6.93%

(1/3,1/3,1/3) 0.005% 2.28% -0.14 % -2.65%

Table 4.3 The Sharpe-ratio, mean and standard deviation of daily portfolio returns from the three strate-
gies when trading according to the option-expiry structure. The last column shows the annualised Sharpe-
ratio.

A note on the interpretation of these results is in order. First, whilst trading strategy (1)
picks up a slightly higher mean return along the way for the (B,S,D) portfolio, the as-
sociated variance of returns is also higher (the risk averse investor might choke on this).
Granted: the (B,S,D) strategy does come out victorious in the end, but this is largely
happenstance: had we terminated our algorithm during the financial brouhaha, our conclu-
sion would have been different. Indeed, the realised Sharpe ratio obtained vis-a-vis Liu’s
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Fig. 4.6 Trading according to the option-expiry structure. Left: wealth process from trading in
{LIBOR,S&P500,Call} according to the optimal investment strategy during investment periods that
matches the expiry/strike structure of the call options. A cross indicates the beginning of an investment
period (with initial wealth wy = 1,000) while a circle shows the terminal wealth at the end of the period.
Right: wealth process from trading in {LIBOR,S&P500} according to Liu’s optimal investment strategy
during the same investment periods.

derivative-free trading strategy is of a very modest nature (0.3 percentage points in annu-
alised Sharpe ratio).

As for strategy (2) the conclusion is largely invariant, only here the mean return and
standard deviation for the (B,S,D) strategy are actually lower than Liu’s strategy, jointly
leading to a Sharpe ratio of (modest) superiority. We stress that this is about as far as we
can go in our analysis here: while strategy (2) on first sight seems to warrant Welchian
hypothesis testing (after all, we are seemingly performing the same experiment 23 times),
this would be profoundly statistically flawed. Essentially, whenever we sample a wealth
path we do so from a different space, where virtually every underlying parameter (bar
the risk aversion) is different. Our conclusion is thus of a purely observational nature: we
see that the utility maximising trading strategy including derivatives outperforms the one
without; yet the financial benefit is hardly worth talking about. Furthermore, this statement
is obviously contingent upon the overall setting of our experiments: from when we chose
to terminate our algorithm, to which derivative product we decided to consider. Indeed,
our analysis has shamelessly disregarded transactions costs, which will have a significant
impact on our wealth paths. Nevertheless, as a first analysis, the results are certainly note-
worthy.
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Fig. 4.7 Trading throughout 2000-01-03 to 2015-08-31: portfolio weights from the optimal {B,S,C}-
strategy (solid lines) and Liu’s {B,S}-strategy (dashed lines). Black lines show the weights in B, red lines
the weights in S and blue line the weight in C. Notice that the weights of the {B,S,C}-strategy makes
sudden jumps at the time-points where the expiry/strike of the option changes, and that we do not trade
during these dates. Furthermore, observe that the derivative position is everywhere negative.
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Fig. 4.8 Trading according to the option-expiry structure: portfolio weights from the optimal {B,S,C}-
strategy (solid lines) and Liu’s {B,S}-strategy (dashed lines). Black lines show the weights in B, red lines
the weights in S and blue line the weight in C. Notice that the weights of the {B,S,C}-strategy makes
sudden jumps at the time-points where the expiry/strike of the option changes, and that the investment
portfolio is reset at these dates. Again, the derivative position is everywhere negative.
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4.6 Conclusion

In the first part of this paper we derived optimal portfolio weights for a utility maximiser
who trades in a (B,S,D)-economy in a generic stochastic volatility framework, thus ex-
tending the work by Liu and Pan. In the second part, we derived explicit expressions for
the Heston model, which benefits by admitting closed form expressions for plain vanilla
European options. Here, empirically based Monte Carlo simulations suggest that there is
no tangible welfare benefit associated with hedging volatility per se: in other words, if
our portfolio benefits from the inclusion of derivatives, it does so through shear myopic
diversification. Liu and Pan are optimistic on this account: through quasi-empirical con-
siderations they find considerable improvements?® in the certainty equivalent wealth for
investors who trade in derivatives. Our own findings, which arguably have a much firmer
grounding in empirical data, are considerably more pessimistic: whilst we can extract a
higher Sharpe ratio than Liu’s (B, S)-strategy, this is of a very modest nature, and arguably
a “fluke” brought about by the overall circumstances of our experiment. Obviously, we
cannot rule out that more “cognisant” derivative strategies will have a greater impact upon
the investor’s wealth level: we will leave this for future research.

20 The reported number is 14.2% for an investor who trades in a straddle position (long call, long put,
same strike).
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Chapter 5

Optimal Hedge Tracking Portfolios in a Limit Order
Book

The Limit/Market Order Duality

Simon Ellersgaard

Abstract In this paper we develop a control theoretic solution to the manner in which a
portfolio manager optimally should track a targeted A, given that he wishes to hedge a
short position in European call options the underlying of which is traded in a limit order
book. Specifically, we are interested in the interplay between posting limit and market
orders respectively: when should the portfolio manager do what (and at what price)? To
this end, we set up an Hamilton-Jacobi-Bellman quasi variational inequality which we can
solve numerically. Our scheme is shown to be monotone, stable, and consistent and thence,
modulo a comparison principle, convergent in the viscosity sense. Finally, we provide a
concrete numerical study, comparing our algorithm with more naive approaches to delta-
hedging.

Key words: Delta Hedging, Limit Order Book, Hamilton-Jacobi-Bellman Equation.
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5.1 Introduction

5.1.1 Mathematics of the Limit Order Book

In recent years the centralised trading platform known as the limit order book (LOB) has
attracted considerable interest from the mathematical finance community. To a large ex-
tent this is a natural response to the evolution of the financial markets per se: more than
half of the world’s stock exchanges are now order driven, with many operating exclusively
so (Hong Kong, Tokyo, Toronto etc.), whilst others have adopted a hybrid variant thereof
(NYSE, NASDAQ and LSE) [25] [42]. From a modelling perspective we can also con-
strue this paradigmatic shift as a considerable step towards axiomatic realism: gone are
the days where modellers casually endorse Black-Scholes-Merton type assumptions; en-
ter a world of de facto transaction costs, finite divisibility of assets, market impact, and
a cacophonous conglomerate of price quotes. Finally, one cannot ignore the considerable
appeal of capitalising on integrating the limit order book with algorithmic trading strate-
gies (high frequency trading). For example, significant capital gains can be accrued simply
by exploiting the upper bound on human comprehension speed: by having machine intelli-
gence do our trading for us, we enter a domain of hitherto unexplored ultra-transient mar-
ket inefficiencies (Lewis’ Flash Boys [33] is a luminous account in this regard). Indeed,
the seriousness of this business is forcefully cemented by noting that the market share of
high frequency trades long has surpassed that of institutional investors. For instance, it is
estimated that high frequency trades account for roughly fifty percent of all equity shares
traded in the United States as of 2014 (TABB Group, [11]), with some sixty-odd percent
for the futures market.!

Broadly speaking, the mathematical literature on the LOB falls within two non-
mutually exclusive categories: on the one hand, the descriptivists aim to map so-called
stylised facts (i.e. empirically consistent qualia) of the order book onto mathematical for-
malism. Key references here include Cont et al.’s queuing model, [5], Carmona and Web-
ster’s reinterpretation of the self-financing condition in high frequency markets, [12], and
Donier et al.’s model of non-linear market impact, [18]. On the other hand we find the pre-
scriptivists, who under fixed assumptions about market dynamics and utility preferences of
so-called rational agents derive wealth optimising trading strategies using control theoretic
arguments a la Merton, [35]. Here, the desire to formulate a solvable control problem in-
variably surpasses the need for model realism. Classical questions pertain to optimal trade
execution (how should large orders optimally be partitioned such as to minimise their mar-
ket impact?) and optimal limit order quotes (which prices should the market maker post
to optimise his bequest?). As for the former, the key reference paper is indubitably the
discrete time mean-variance optimisation by Almgren and Chriss [4] (and the continuous
time extension by Almgren [3]). Other contributions worthy of mentioning include Forsyth
[23], Gueant et al. [26], He and Mamaysky [29] and Obizhaeva and Wang [37]. As for the
question of optimal limit order quotes, much research arguably takes its vantage point in
the work by Avellaneda and Stoikov [6], which in turn is heavily inspired by a compara-

! Needless to say, these numbers are merely indicative: different sources invariably arrive at different
estimates. Nonetheless, 50% is very much in the lower end of the scale, [17].
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tively obscure paper by Ho and Stoll [30]. Good references here include the formalising
paper by Fodra and Labadie [22], and the extension work by Cartea et al. [13].

In this paper we concern ourselves with an area which has thus far received rela-
tively little attention, viz. derivative hedging in the limit order book using prescriptivist
principles. To the best of our knowledge, it is only recently that a few models have been
proposed on this matter, including Agliardi and Gencay’s discrete time investigation® in
which an explicit solution is found for an option hedger who aims to minimise illiquidity
costs and the hedging error, [5]. In a somewhat similar vein, Li and Almgren [34] consider
continuous time hedging in the presence of temporary and permanent market impact. A
key insights here is that the portfolio manager no longer finds it tenable to be perfectly
hedged or even within a fixed distance of being hedged. Rather, he may find himself arbi-
trarily mis-hedged, moving towards the Black-Scholes hedge ratio with a trading intensity
proportional to the degree of mis-hedge and inversely proportional to illiquidity. Our pa-
per, however, takes a somewhat different approach in the sense that we are less concerned
with determining an optimal hedge ratio endogenously, and more with exploring the finan-
cial benefits offered by placing both limit and market orders when pursuing a pre-defined
hedge strategy. In this sense, our work is much more akin to the optimal trade execution
study by Cartea and Jaimungal [14], rather than the existing literature on limit order book
hedging.

Remark 5.1. A plurality of sources provide highly readable accounts of the basic mech-
anisms and nomenclature of the limit order book, which prompts us to forgo a similar
overview. Instead, we refer the reader to the survey paper by Gould et al. [25], or the more
quantitatively oriented textbook by Foucault et al. [20].

5.1.2 Philosophy and Overview

Let it thus be made abundantly clear that our goal here is not to dictate which position
in the underlying LOB-traded asset optimally hedges a derivative portfolio (although this
surely is an important question). Instead, our interests lie with the duality inherent to order
book trading: given an exogenously specified tolerance for “risk” when should a portfolio
manager trade in limit orders and when should he trade in market orders? The A employed
in our equations is for all practical purposes completely generic, meaning that our model
readily is adaptable to more sophisticated LOB hedging strategies that might be proposed
in the future. Tracking is thus the operative word of the title. From a slightly broader
perspective, this paper is inevitably social science research of the pseudo-decreeing kind:
based on a rudimentary model of the order book, and potentially mis-guided notions of
how utility preferences can be formulated mathematically, we derive optimal limit order
quotes and market order stopping times for a wealth maximising agent. At no point do we
make such grandiose claims (otherwise so ubiquitous within our field) as to purport that
these results have a direct impact or relevance to the actual financial markets. Nonetheless,

2 This paper is heavily inspired by the model proposed in [37].
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this does obviously not stop us from hoping that our work at least plants a seed for fruitful
future research.

The structure of the rest of this paper is as follows: in section two we explicate the
fundamental assumptions of the market and the portfolio manager and state the associated
control problem. Section three is a survey of the exogenously specified hedge ratio: a
careful analysis shows that the dynamics of the order book is weakly convergent towards
the dynamics associated with the targeted delta. Section four exposes the Hamilton-Jacobi-
Bellman quasi-variational inequality (HIB QVI) associated with the control problem, and
suggests a dimensional reduction. Finding ourselves unable to extract an analytic solution
thereto, section five sets us up for a numerical scheme which is shown to have the desired
properties of monotonicity, stability, and consistency as dictated by Barles and Souganidis
[8]. Finally, section six provides concrete numerical results, comparing the performance
of our algorithm with a more naive approach to A-hedging. Section seven concludes.

5.2 A Control Approach to Hedging in the LOB

5.2.1 Market Assumptions

As convention would have it, we consider a financial market formally captured by a filtered
probability space (2, Fr,F,P), where F = { % },c[o,7] is the natural filtration generated
by the stochastic processes Sy, L and M;", which will be defined shortly.> For simplicity,
the market is assumed interest rate free, and of a singular non-dividend paying risky asset
(a stock) which is traded in a limit order book. Modulo an important caveat explicated in
remark 5.2 below, all prices in the order book are assumed to be integer multiples of the
tick size, 6, € Q7. In particular, we assume that the dynamics of the mid-price obeys

ds, — Gm/Az(Jl (di x dz) — T (di x d2)), 5.1)

where Sy = 59 € 6,,NT, A CR" = (0,00), and J; : Q x [0,T] x N* — N are independent
Poisson random measures* of common intensity measure

Wi(dt x dz) = E[J;(dt x dz)] = v F,(dz)dt,

for i = 1,2. Here 7; is a non-negative process, which encodes the jump rate intensity,
meaning that the probability that the stock price jumps upwards (resp. downwards) over
the incremental time step (¢,7 + dt] is A;dt. Furthermore, F; is a cdf with integer support
(C A) which captures the conditional distribution of the number of tick points a process
jumps, given that a jump occurs at time ¢. A couple of remarks are worth attaching to (5.1):
first, the dynamics is form-invariant upon rewriting it in terms of the compensated Pois-

3 For technical reasons F is augmented to satisfy the usual conditions i.e. .%S’Li‘Mi =o({S,, L, MF:
0<u<t}uA)where / ={0OCQ:3F € Z st 0CFPF)=0}.

4 For an introduction to this rich field see e.g. (in increasing order of complexity) Hanson [28], Cont and
Tankov [16], and Last and Brandt [32].
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son random measures J;(dt x dz) = J;(dt x dz) — ¥ F;(dz)dt. Hence, S; is an F-martingale.
Secondly, there is a potential pathology nested in the dynamics in the sense that it admits
negative price processes: nonetheless, we shall assume that the probability of this occur-
ring is sufficiently low to be ignored (an otherwise very reasonable assumption over short
temporal horizons / for low intensity processes).

The difference between the best bid, S,b , and the best ask, S, (the so-called bid-ask
spread) is assumed time dependent and of magnitude

§¢—sb =21,

where Y : [0,T] — 6;,NT. Thus, investors who trade through market orders will minimally
pay

St=8+1

per share if they wish to buy the stock, and maximally earn

St =8-1;

per share if they wish to sell the stock, depending on the size of their orders vis-a-vis the
number of shares available at the various price levels. At the aggregate level, we assume
that market orders arrive in the limit order book, in a manner which can be modelled by
an inhomogeneous Poisson process, M;, with intensity rate

A = Eexp{i 1},

where & and k; are real valued positive functions. Clearly, whilst market orders are guar-
anteed instantaneous execution, the liquidity taking fees they incur may be less than ap-
pealing. This is not to say that one optimally should opt for the limit order alternative:
despite superior prices, there is no guarantee of execution at all.

5.2.2 Portfolio Manager Assumptions

We consider the case of a portfolio manager who at time ¢ = 0 sells off 91 European call
options of strike K and maturity 7. Modulo an exogenously specified tolerance for risk, his
aim is to keep his portfolio “delta neutral” throughout, whilst simultaneously maximising
his terminal payoff at time 7. Here, delta neutrality is to be understood as a pre-specified
optimal inventory level A, = A(¢,S;) - the number of shares the portfolio manager ideally
wishes to keep in his portfolio to hedge his short option position. If his inventory level at
time ¢, Qy, is found to be in excess of 4, the portfolio manager is incentivised to offload
some of his shares. Conversely, if Q; falls short of A;, he is incentivised to acquire shares.
To this end, we assume that the portfolio manager places unit-sized limit orders and (if
necessary) integer-sized market orders in the order book, but only one of the two at any
given time. From this, one is prompted to ask the following questions, which will form the
backbone of this paper:
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Question 5.1. When should the portfolio manager trade in limit orders and when should
he trade in market orders? In particular, regarding the former, which price quotes should
he employ?

Whilst market sell (buy) orders are assumed to take place at the best bid (ask), we
assume the portfolio manager is at liberty to decide how deep in the limit order book
he places his limit orders. Specifically, let S; = S, + &, be the price level at which the
portfolio manager places his ask quote at time #, and let S;” = S; — 8 be the price level
at which the portfolio manager places his bid quote at time #, where 8 > 0 is known as
the spread. For mnemotechnical purposes we designate objects that give rise to a lower
(higher) inventory by the superscript - (+).

Remark 5.2. It will be convenient to assume that 5,i can be chosen from all of R, and
not just 6,,NT. Although this clearly is incongruent with the discrete nature of the LOB,
it will simplify the optimisation problem to be stated shortly.

To capture the execution risk inherent to limit orders, we assume that the probability of a
sell (buy) limit order being lifted, given that a market order arrives, is of the form

exp{—K5 },

(exp{—kK; & }). Thus, from the market assumptions it follows that the portfolio manager’s
successful limit sell (buy) order executions are modellable as an inhomogeneous Poisson
process L, (L;") with intensity

.1 _ _ _
Alzlgo EP{LHM —L7 =1}=Xexp {—x6}, (5.2)
(limy,_0 IP’{LLA[ — L =1}/At = Aexp{—K;8}).> The intuition here is clear: the fur-

ther away from the mid-price the portfolio manager places his limit quotes, the less likely
it is they will be executed. This disincentivises the portfolio manager from posting ex-
treme limit order quotes, even though he obviously would benefit considerably from their
execution. Insofar as a limit order placed at time ¢ fails to be executed, we assume that
the portfolio manager cancels it immediately, only to replace it with a (possibly) updated
quote at time ¢ + df. Concordantly, the total cash position (the bank holding, B;) of the
portfolio manager obeys the jump formula

dBt = I{QtZAI} [(St + 6ti)st7 + (St - Y;)dM&}

(5.3)
— 10, <a (S, = §7)dL" + (S +1;)dMy,

subject to the initial condition By = by, where
+ _ +
My =) g <1}
k=1

codifies the number of buy market orders placed by the investor over up till time ¢ at the
stopping times {t* e R*,ie NT|0 < 1" < 7, < ... <1}, and

3 This assumption finds its intellectual roots in the seminal work by Avellaneda and Stoikov [6].
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My, =kle{r,: <t}

captures the portfolio manager’s sell market orders, where {7; € R",i e N"|0 < 1[ <
7, < ... <t} are the stopping times at which sell market orders are placed.

At maturity we imagine that one of the following scenarios obtains: if the options are
out of the money, the portfolio manager immediately liquidates his inventory using market
orders. On the other hand, if the options are at/in the money the option holders exercise
their right to buy the stock for the strike price: insofar as there is a mismatch between
the portfolio managers inventory and the 1 stocks due for delivery, he acquires/liquidates
the difference, again using market orders. There is of course no a priori reason why we
should opt for this terminal condition; indeed, it might seem more opportune go for for
an optimal trade execution strategy a la Almgren-Chriss [4] in the manner proposed by
Cartea and Jaimungal [14] at least if S < K. This is an obvious topic for future research.

Finally, suppose the portfolio manager derives linear utility from his level of financial
wealth, but incurs a quadratic lifetime penalisation from any deviation from the target
hedge portfolio. The control problem to be solved can thus be stated as follows

V(t,b,s,q) = sup Eibsq {BT + 15, <1 Or (ST —17)
{{63: }.VE[Z,T]Ji}Ed(t!hvxﬁq)

+ s>k Lo >y (MK + (O — ) (S7 — 17)]
+ s> L0 <oty [NK — (N —Or) (ST + 17)]

T
- n /t (Qu - Au)zdu:| 9

where V : [0,7] X R X 0, Z X Z — R, B 4[| = E[-|.#] with (B;,S;,0;) = (b,s,q),
and the supremum runs over all admissible control functions: i.e. all non-negative .%;-
predictable limit order spreads and all .%;-stopping times bounded above by 7'. Finally,
1 € RY is a parameter which captures the portfolio managers “readiness” to depart from
the desired hedge strategy A (clearly, the greater the 1, the less prone the portfolio manager
will be to depart from the prescribed strategy). In practical terms, 17 may be seen as a func-
tion of compliance with external (regulatory) risk measures, as well as internal (company
specific) risk management. Notice though, that analogous to more traditional risk aversion
parameters, there is an inexorable nebulosity wrapped around this construct: whether real
world risk preferences can be accurately mapped to this singular parameter, and if it can
be done with a reasonable degree of empirical accuracy is at best questionable.®

5.4

6 Tentatively, one might try to Monte Carlo simulate portfolio returns under various 1 specifications and
study the associated portfolio return distributions.
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5.3 The Question of the A

The question of an optimal hedge strategy for jump processes in a market with friction is
one of considerable complexity which we shall pass over in silence. As suggested above,
our main concern here lies with the duality offered by the limit order book trading strate-
gies; hence, the A we will consider is largely illustrative in nature. Specifically, we shall
suppose that the portfolio manager aims to track a hedge strategy as though he were trad-
ing in a driftless Bachelierian (arithmetic Brownian motion) economy, i.e. as though the
market were frictionless with price dynamics’

dSt = th‘/VZ‘; (55)

where W, is a Wiener process and ¢ : [0,7] — RT is a deterministic function. Using a
standard no-arbitrage argument one may readily show that strike K maturity 7 call options
should be priced according to

KT =(S—K)P(8)+%9(8), (5.6)

[ T
&6=8(1,8)=%""(S,—K), and X = /Guzdu,
Jt

and we have introduced the usual functions: @(-) as the standard normal cdf, and ¢ (-) as
the standard normal pdf.® Hence, from the net portfolio position B; + A,S, — NC;, to hedge
a short position in 91 such call options, one should hold A, = DNdsC; or, equivalently,

where

A =NP(5), (5.7

units of the underlying asset, where we have used the standard identity ¢’(x) = —x¢(x).
Viewed as a function of (¢,S,) we note that A, has the obvious properties that A — N
when the options are deep in the money (S; > K) and A — 0 when the options are deep
out of the money (S; < K). Ast — T the transition between these two extremes becomes
increasingly steep in it its rise, ultimately converging towards the step function 9t11{Sy >
K} at expiry. Thus, the A of at the money calls is exceedingly sensitive to fluctuations in
the price process near expiry, potentially resulting in the acquisition or decumulation of
a large amount of shares in a short span of time. An illustration of this A is provided in
figure 5.1 for constant parameters.

Again, we emphasise that this choice largely is to get the ball rolling: the reader is
encouraged to experiment with alternative specifications. However, forbye the neglected

7 Louis Bachelier is widely credited as the father of mathematical finance. In his doctoral dissertation
The Theory of Speculation [7] Bachelier introduced Brownian motion in the modelling of stock prices.
Specifically, he assumed arithmetic brownian motion with constant parameters: dS; = udt + cdW,.

8 Specifically, from the martingale condition C; = E,[max{Sy — K,0}] where Sy = Sr(Z) = S, +
f,T 0,dW, = S; + L,Z with Z ~ N(0,1) (to see the last equality it is helpful to recall the Ito isometry).
Thus, upon evaluating the integral C; = [ (S7(z) — K)1{S7(2) > K}¢(z)dz we get the desired result.
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issue of market friction, we also note that the hedge ratio (5.7) is not altogether groundless;
specifically, the jump dynamics (5.1) formally converges in distribution to a Bachelierian
dynamics in the event that we let the jump rate intensity tend to infinity. To see this, we
need the following proposition:

Proposition 5.1. Let L, = L} — L2, where L = L'((0,1] x A) = [} [, zJi(dt x dz) for
i = 1,2. Furthermore, let us introduce the function § : [0,T] — R where

" —-1/2
&= (2 /0 IE[Z?]%ds) : (5.8)

then we have the following convergence in distribution as Y, — oo:

&L -4 N(O, 1), (5.9)

where N(0, 1) is the standard normal distribution.

Proof. By Levy’s Continuity Theorem, it suffices to show that the characteristic func-
tion {L, converges pointwise to the characteristic function of N(0,1).” To this end,
suppose we partition the time interval into n + 1 segments: 7, = {t;|to = 0,11 =19 +
Atg,tp =11 + Aty,...,ty11 =1t = t, + At }, where max; Af; — 0 as n — oo. Similarly, let
Gy ={AA, AN, ..., AA,| UL AA; = A} be a partition of the mark space over disjoint
subsets.'? From the elementary properties of Poisson random measures it follows that
J;-Yq = J((ts,t; + Ats] x AA,) and J*" = J((t,,1, + At,] X AA,) are independent provided

that g # r. Furthermore,

()
P {qu = k} = eil'liq (u]ld) ,

where we have defined the discrete intensity measure “}w = wi((t,1 —l—Ats],AAq) =
YsFs(AA,)Ats. Thus, the characteristic function of (L, ie. ¢r(a) = Elexp{ialiL,}]
where i = /—1 and a € R, can we decomposed as @¢11(a)@gp2(—a) (by the indepen-
dence of L! and L?) whence

9ri(a) =E {exp{iaé}/ot/Ale(dsxdz)H E {exp{—iaé’,/ot/Asz(dsxdz)H

exp {iaCnH i i qufq} exp{ —ial, 1 i i ergr}]

s=0¢g=1 u=0r=1

= lim E

m,n—roo

E

9 Recall: if {X,},cn+ and X are random vectors in R¥, and {@,},cn+ and @y are the associated charac-
teristic functions, then (I) X, converges in distribution to X iff @x, (s) — @x(s) for all s € R¥, and (II) if
@x, (s) — @(s) pointwise for all s € R¥, and if ¢ is continuous on 0, then ¢ is the characteristic function
of X and X,, converges in distribution to X.

10 This discretisation idea is inspired by Hanson [28].
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:mlzrllm H H E [exp{ial,+124J)"}] E [exp{—ial,+12:J5"}]
s,u=0q,r=1

= Jim_ T TT ¥ P05 =B [eiadunrzg 107 = k)

s,u=0g,r=1k =
Z P {JIW = kZ}E [exp{_iaCn-HZrJ;p}‘Jup = kz]
ky=0
(IJ“] ) k ur IJ, _.
= hm 1a€"+lzq 1 2 laC,1+1Zrk2
mn%mslu—[Oqlr—_Il kIZ’ | Z
= tim [T [T exp{aff(e 5o — 1) exp{ug” (e 65 —1))
mn_)ms u=0q,r=1
= lim exp{ Z Z ’u WCn+1Zq _ 1)}exp{ Z Z‘ugr(efiagnﬂz, o ])}7
e s=0g= u=0r=1

—exp{ [/ (- vyuriaasfew{ [ [ - yuns .
—exp{ [ (BI04 BleEE] 2y .

where * designates the complex conjugate. Here, the fourth equality uses the law of total
expectation, while the sixth equality uses the Taylor expansion of the exponential function.
Finally, from the expansion

E[e““%) = 1 +ialE[2)] - 3a° G E[Z]) - 4id’ E[Z]] + 0(a* G E(Z])),

we find after internal cancellation that

vcita) =exp{ ~ gt [ BiZmds+ 0 (a4 [ Bl as) )

Upon specifying ¢ as in (5.8) and letting ¥, — oo it follows that @y (a) — exp{f%s2},
which is the characteristic function of the standard normal distribution. O

Hence, we readily deduce that
Corollary 5.1. In the infinite intensity limit, the jump dynamics (5.1) converges in
distribution to the Bachelier dynamics (5.5). In particular, for large ¥; we have that

o; ~ o/ 2E[Z2]y, (5.10)

where the over-line designates the mean of the deterministic function over [0,1].
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Terminal Condition (#)

40

Stock Price Inventory Level oo Stock Price

Fig. 5.1 Assume N = 100 and K = 50.5, with constant values for o and 1. (Left:) The targeted Bache-
lierian hedge strategy A (z,S;) = 91P(&;). Notice that the surface converges towards a step function at the
expiry of the call options. (Right:) The terminal condition of the control problem disregarding the bank
account. Observe that at the zeroth level of inventory we have the classic “hockey stick” pay-off structure
associated with a short option position. At the other end, with a full level of inventory Q = 1, the short
option position is perfectly hedged which is reflected in the constant in-the-money pay-off.

Proof. From (5.9) we have for large 7, the approximation {;L, ~ N(0,1). Hence,
O-mgtLt ~ (Gm/\/i)N(O7t)

Rearranging this, the result follows. O

Remark 5.3. The results presented here may be viewed as an abstract generalisation of
the textbook result that N, /,/¥ converges in distribution to N(0,7) as ¥ — oo, where N, =
N; —yt and N; ~ Pois(yt) cf. Cont and Tankov [5].!!

5.4 The Hamilton-Jacobi-Bellman Formulation

Following standard results in Pham [18] and Fleming & Soner [21], it follows that the op-
timal value function given in (5.4) satisfies the Hamilton-Jacobi-Bellman quasi variational
inequality (HIB QVI)

0 = max {8,V(t,b,s,q) + )/,/A[V(t,b,s—I— Omz,q) =2V (t,b,s,q) +V(t,b,s — Onz,q)|F;(dz)

+ sup e O V(b4 (s+87)s,9— 1) = V(t,b,5,9) Lgza,)
8t76R+

' We note that Cont and Tankov erroneously have omitted the square root in the first edition of their book.
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+osup Ae N V(b (s— 87)5,q+ 1) = V(1,0,5,¢)Ligeny — (g —4)°
8t+E]R+

5 [V(tvb_’_ (S—Y;),S,q— 1) _V(tabaqu)]l{qZA,}

+ [V(t?b_ (S+Y;)7qu+ 1) _V(t7bas7Q)]1{q<A;}}a (5.11)

subject to the terminal condition

V(T,b,s,q) = Br + 1{;cxyq(s — 17) + 1o ky Lgooy [NK + (¢ = N) (s — 17)]
+1{S2K}1{q<m}[mK— (‘Jt—q)(s+TT)]. (5.12)

A graphical representation of the latter is provided in figure 5.1 assuming Br = 0. Notice
that the step function nature of the terminal hedge hedge, Ar, clearly is reflected in the
pay-off here: specifically, the value surface is constant along Q = 0 for S7 < K and along
Q=MNforS>K.

Sketch Proof. It is instructive to offer a heuristic argument for variational inequality (5.11).
To this end let us focus on limit orders in the event the portfolio manager has a sell in-
centive, i.e. his inventory surpasses the targeted hedge ratio Q; > A,. Using the dynamic
programming principle as our vantage point it follows that

0=-n(q—4)*dt+ sup E,p,,[dV(t,b,s,q)]. (5.13)
6t7€R+

cf. the appendix. Furthermore, using Itd’s lemma for marked point processes [S], [28],
[43], we have

dv(t,b,s,q) = oV (t,b,s,q)dt + [, [V(t,b,5+ Omz,q) — V(t,b,s,q9)]J1(dt x dz)
+fA[V(t7b7S_GmZaq) _V(tvbvsaq)}JZ(dt X dZ) (514)
+ [V, b+ (s+87),5,9—1)=V(t,b,s,q)ldL,,

where the first two jump terms are induced by jumps in the underlying process, (5.1),
whilst the third jump in the bank/inventory is induced by a limit sell order being met.

Recalling that E[J; (dr x dz)] = E|J»(dt x dz)] = 1.F,(dz)dt and E[dL; | = Ae %% dr we
find upon combing (5.13) and (5.14) that V satisfies the following HIB equation

0=9,V(t,b,s,q) —&—}/,/A[V(t,b,s—i— Omz,q) — 2V (t,b,s,q) +V(t,b,s — Omz,q)|F;(dz)

+ sup Ae U [V(t,b+(s+8),5,q—1)=V(t,b,5,q)] —Nn(g—A)>.  (5.15)
5,7€]R+

‘We now add the possibility of market orders: if the inventory level O is sufficiently greater
than A, the portfolio manager is incentivised to effectuate a guaranteed immediate sell
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through a market order. Thus (5.15) no longer applies (the righthand being strictly less than
zero). Instead the value function jumps in accordance with the transaction costs associated
with a sell market order:

OZV(Z‘,b—F(S—Y;),S,q—1)—V(I,b,s,q). (516)

On the other hand, if the portfolio manager is contended with limit orders, the righthand
side of (5.16) should be strictly less than zero, being, as it were, the suboptimal strategy.
Jointly, these considerations lead to the variational inequality (5.11) in the event Q; > A;.
Indeed, we may complete the picture by forming an analogous argument for the case where
the portfolio manager is incentivised to acquire the underlying asset (Q; < A;). O

Whilst searching for a closed form solution to (5.11) appears like an exercise in futility,
it is immediately obvious that the problem at least offers a reduction in dimensionality.
Specifically, since the money account B enters the terminal condition (5.12) linearly, and
since the portfolio manager derives linear utility from his financial wealth, we have the
ansatz

V(t,b,s,q) =b+0(t,s,q), (5.17)

where 0 : [0,T] X 6,,Z x Z — R. Hence, the HIB QVI reduces to

0= max{&,@(t,&q) +%A[9(I7S+GInZ7Q) _26(t>57Q) +9(tvs_GmZ7Q)]E(dZ)

+ sup A’te_Ktsr [S+ 61_ + Q(I,S,Q7 1) - 9(t7s7q)]1{q2A,}
5[7€R+

+ fup A[€7K’6’+[—(S—6t+)+6(l‘,s7q—|—1)—0([,S,q)}1{q<A’}—T[(q—At)z
5[ eR4

5 [SiY; + 6<t757q7 1) - e(tasaq)]l{qu,}
)+ 0000+ 1) = 0000 g (5.18)
subject to the terminal condition

0(T,s5,q) = Ls<kya(s — 17) + Lok ooy (MK 4 (g — 9 (s — 17))]

(5.19)
+ 1{.§2K}1{q<‘ﬁ} [‘ﬁK — (‘ﬁ — 6]) (S + TT)].
Upon solving the first order conditions
&+ = argmax Ae MO [£5+ 8 +0(t,5,q£1) — 0(1,b,5,9)], (5.20)

Sti cRy

(where the sign =+ is chosen uniformly) and substituting these back in to (5.18) we obtain
the following key result
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Theorem 5.1. The solution to the optimal value problem (5.4) is given by equation
(5.17) where 0 is a function which satisfies the variational inequality

0= maX{azﬂ(t,s,q) +%/A[9(t,s+6mz,q) —26(t,s,q) + 0(t,s — Owz,q)|F: (dz)

2{ . *— _ *
+— [e i Li>ay te Kt8t+1{q<At}} ~n(g—4)?

K

s [s=X+0(t,5,g—1) = 0(t,5,9)L{g>a,}

+ [—(S+ Y;) + e(tvqu+ 1) - e(taSaQ)]l{q<At} }a (5.21)
where the optimal limit order controls are given by

5t*i: K;Iis-i-e(t,s,q)—e(t,s,q:tl), (5.22)

and the terminal condition is of the form (5.19).

Remark 5.4. Tt is a well known empirical fact of limit order books that a subset of price
fluctuations are of a transient nature, i.e. that the limit order mid-price has a certain pro-
clivity towards reverting back to its former level after a jump. Recently, it has been argued
that squashed trawl processes are opportune constructs to be used in the modelling of this
so-called temporary market impact - see Shephard & Yang [44] or the trailblazing paper
by Barndorff-Nielsen et al. [9]. In this note, we briefly wish to indicate that the framework
developed here readily can be adapted to squashed trawls, assuming that the associated
parameters are known to the portfolio manager. To this end, consider a set-up analogous
to [44]; specifically, let the dynamics of the mid-price be

-l
ds, = oy, / / 21 (di % dz x dx) — T (dt x dz x dx)), (5.23)
JAJO

where X is an independent random variable which codifies the lifetime of a jump (du-
ration of particle in the marked point process). We assume that X ~ U[0, 1] such that
E[J;(dt x dz x dx)] = % F;(dz)dx for i = 1,2. Furthermore, if x is a random variate below
some threshold b € (0,1), then the associated point is remembered “in perpetuity” anal-
ogous to ordinary marked point processes on the real line. On the other hand, if x is a
random variate in excess of b, then it is endowed with the finite lifetime |[d~! (x)|, where d
is a monotonically increasing function which satisfies certain regularity conditions. Thus,
whenever a particle p reaches its expiry a drop of equal but opposite magnitude to the one
originally induced by p will be witnessed in the price process S. In steady state, it is in-
tuitively obvious that the expected influx of particles (births) in the (b, 1] region precisely
is balanced by the expected outflux of particles (deaths) from the same region. Transient
memory particles thus have zero net expected contribution to changes in the value func-
tion (5.4). Thus, the HIB QVI associated with the midprice dynamics (5.23) is virtually
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equivalent to (5.11) only the intensity rate ¥ is suitably scaled to b to restrict the scope
to the permanent market impact.

5.5 Towards a Numerical Solution

Qua the dimensionality reduction offered by (5.17) we have a three-variable variational
inequality, which with limited computational expenditure can be solved using an explicit
finite difference scheme. Here we will elucidate how to set up the problem and demonstrate
its convergence modulo the verisimilitude of a so-called comparison principle. To this
end, we invoke a well-known viscosity convergence result demonstrated by Barles and
Souganidis [8].!? For highly readable accounts of finite difference methods in stochastic
control theory we refer the reader to Tourin [24] and Forsyth and Labahn [24]. For a
cursory overview of viscosity solutions we refer the reader to the appendix.

Now, following standard procedure, to approximate (5.18) in the finite difference
sense, we introduce the bounded mesh

TA X B x ' = {0,At,....nAt,..NAt = T} X {smin =0,y .., iCps .., Gy = Smax }
X {QmimCIminJF17~-~a‘1min+j7~-~7Qmin JFJZQmaX}v

in lieu of the full state space [0,T] x 0;,Z x Z. Here, $min, Smax € OmZ, and Gmin, gmax € Z
are artificially imposed lower and upper boundaries which encapsulate the solution region
of interest. Notice that the only discretisation which takes place is along the time axis (the
stock and inventory dimensions are manifestly already discrete in the original problem).
Furthermore, to handle the integral in (5.18) suppose that the number of ticks that the mid-
price can jump at any given time is bounded from above by the constant K where K € N*.
Specifically, let [, Fy(dz) = Y& ,P,{Z =k} = 1 and K < I such that the price process
surely stays in the mesh unless S; < Ko, or S; > (I — K)o,,. To block the possibility that
the price process jumps out of the mesh near the boundaries, a suitable rescaling of the
probability weights are performed in those regions. Finally, the explicit approximation to
the HIB QVI may then be stated as

07 =9[0T = max{%, [0""'] ; G[0" ]}, (5.24)

for K <i<I—K and gmin + 1 < j < gmax — | Where 8/'; = 0,(nAt,iCp, qmin + Jj) is
a finite difference approximation to the dimensionally reduced optimal value function
0(nAt, i, qmin + j), " = (19l<f]-+1,191<'ﬁ1,195’7_11,{ l"fylj K )T € R?(*+3 and we have
defined the finite difference operators

12 'We remark that this is not the only way in which convergence of HIB numerical schemes may be
demonstrated. For a probabilistic proof we refer the reader to Kushner and Dupuis [31], whose seminal
work on Markov chain approximations of the dynamic programming principle indubitably will resonate
with some readers. For a viscosity approach to Markov chain convergence see Fleming and Soner [21].
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K
gAt[ﬁnH] = ﬂiﬁ_l JrAt{?’nﬂ Z IEDnJrl{Z = k}[ﬁfﬂf; - 219;7—1 + ﬁl'njl_c}j]
k=1
_ 5 1. _
+ sup  Agyre HO[ic, 46, + ’9:;':11 - 19i’,1}L1]1{qmm+j2An+1}
511€R+

n

—K+15+ (s _ s+ n+l _ qn+l )
+ sup Anppre O [—(i0m — 6,0 1) O — O gt i<an)
&5 Ry

- n(‘Imin +j_An+l)2}7
E% [‘0n+1] = [le - I;1+l + ﬂif’f—ll}l{qmin+j2An+l} - [le + Y;l+l - ﬂl{’ﬁl}l{qnlin+j<An+l}7

with analogous expressions near the boundaries. For completeness, note that the terminal
condition of (5.24) takes on the form

19% = i, <&} (qmin + ) (i Om —Iv) + 1i 6,553 g2t (DK + (Gmin + 7 — D)
(i0m — IN)] + Lic,, > k) L gmin+ i<t} [TK = (O = (Gmin + 7)) (i0m + 1n)],
(5.25)
whilst the first order conditions become

P e |
8,1 =Ky

. n+1 n+1
:|:sz+191»_’]» *19i,ji1'
Solving the control problem is thus algorithmically comparable to computing the no-
arbitrage price of an American put option using finite difference methods: starting from
the terminal condition and moving incrementally backwards in time, we must at each grid

node decide whether a limit or a market order optimises our expected utility.

Proposition 5.2. Assuming 2y,At < 1 for n = 1,2,....N, the numerical scheme
(5.24), (5.25) is (i) monotone, (ii) stable and (iii) consistent. Thus, following Barles
and Souganidis’ Theorem 2.1 [8], if the scheme is also satisfying a comparison prin-
ciple, then it converges locally uniformly to the unique viscosity solution of (5.18),
(5.19).

Proof. Following [8] and [21] we first recall the following definitions, suitably adapted to

the problem at hand

}'2K1+3
i=

1. (Monotonicity): For all € € R, and for all unit vectors {&; we require that

G <9[0 4 ed], (5.26)

where [&;]; = &;; where §;; is the Kronecker delta.
2. (Stability):
97 <, (5.27)
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for some constant C independent of Az, as At — 0.13

3. (Consistency): Finally, we require that the system satisfies the basic consistency con-

dition

Jim |5 (G0 = 07) — A [0((n+ DAL i0m, gmin + /)] | =0, (528)

where 7] is the HIB QVI, (5.18), centered at the coordinate

(t,8,9) = ((n+1)At,iG, gmin + j)-

We will work through these items systematically, focussing on the case where the limit
order equation applies (the market order equation trivially satisfies 1, 2, and 3):

1.

(Monotonicity): This is trivially true for all elements of 9" which only have a pos-
itive coefficient instantiation in ¥, [9""!]. In fact, the only non-trivial case is 9{_’;’1.
Specifically, upon eliminating all superfluous terms, the monotonicity condition re-
quires:

0= 8+At{ —2%+1€+  sup [_gln-&-le_’('l“a"ll]1{l]min+jZAn+l}

8 1eR:

— st
+ Sllp [781”+le et n+1]1{qmin+j<An+l}}

+
5rHrl €R¢

: —Kut10,
=€— At{z’)/n_HE + €Apt1 5*m€f]R [e 41 n+1]1{qmin+j2An+1}
n+1 +

i K416, .
+ SA’"+1 5+1n€fR [e " ntl ]l{qmin+/<An+l} } .
n+1 +

Since .
inf e %1% =,

+
6n+l

we’re left with the constraint
2%+14t <1, for n=N-1,N-2,...,0. (5.29)

Indeed, numerical experiments corroborate that violating (5.29) leads to a failure in
convergence of the algorithm. Notice that the inverse proportionality between 7y and
At in practice can lead to very fine grid spacings for realistic values of the jump rate
intensity: hence, (5.29) significantly impedes the rapidity with which the algorithm can
be executed.

(Stability): Taking the L*-norm of the HIB equation and using the triangle inequality
we obtain

13 Per definition, ||x||.. = max; |x;].
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19710 < 1107 oo + At][{-..} |,
where {...} signifies the content of the curly brackets in the definition of %y;,. Setting
At — 0 and using the fact that the terminal condition 19{}9 by assumption is bounded
from above, we obtain the desired result.
3. (Consistency): This follows immediately upon substituting in the definitions of ¥4, and
¢ in equation (5.28) and using the Taylor expansion
O =08 — Arg, 0] + 0((Ar)?).
To complete the proof we deploy similar arguments for the grid points near the boundaries
(recall the rescaling of probabilities such as to avoid the price process leaving the grid).
Since this effectively is a recapitulation of what has already been established we omit the
details here. Finally, regarding the comparison principle, loosely put, what is required is
that if 6; and 6, are two solutions of the HIB QVI with 6, (T,s,q) > 6,(T,s,q) then we
require 6;(z,s,q) > 6;(t,s,q) for all 7. For a more rigorous definition, see the viscosity

references.
O

5.6 Example

5.6.1 The Compound Poisson Model

With a converging numerical scheme at hand, we are in a position to compute the optimal
limit order book hedge strategy called for in question 5.1. For simplicity, we will assume
that all parameters are constant in time. In particular, the dynamics of the mid-price is
assumed to be the difference between two compound Poisson processes:

dS, = 6, (dY,! —av?),
with Sy = K and

N
i_ i
Jj=1

for i = 1,2, where {N ,Ntz},e[oﬂ are independent Poisson processes of common inten-
sity yt, whilst the jump sizes {Z}} jen+ are i.i.d. random variables assumed to follow the

geometric distribution'* '
P{Zj =k} = (1-p)"'p.

14 Readers familiar with Lévy processes will notice that this essentially is a discrete symmetric version of
the Kou model:

v(dz) = [pAre M gy + (1= p)A-e ™ Liecqyldx,
where A;,A_ >0and p € [0,1].
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Fig. 5.2 The optimal limit/market order regions for the portfolio manager at different times to maturity.
The yellow line which cuts each figure across diagonally is the targeted inventory level A, for different
values of the underlying stock. The light blue region surrounding it, is stock-inventory levels for which
the portfolio manager is contented with placing limit orders in an attempt to attain delta neutrality. Finally,
the dark blue region (top left) and the olive coloured region (bottom right) correspond to market orders,
i.e. the case where the portfolio manager deems it necessary to trade immediately to bounce back into the
limit order region. For the corresponding surface plots see figure 5.3.

Here k € NT, p € (0,1], and the first and second moments are of the form

, 1 ; 2—
BlZ))= . and E((Z})%] = sz'
Jumps of unit tick size thus dominate the price process fluctuations, while larger jumps
occur at a power decaying rate.' Finally, as a direct consequence of (5.7) alongside the
approximation (5.10), the targeted Bachelierian hedge strategy must be of the form

S,—K
om\/2Yp 22— p)(T —1)

A = NP (5.30)

15 In practical applications, we cut off the mass function at a level k such that the probability of a jump of
size k occurring is much less than one over the total number of incremental time steps (V).
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(b)

Inventory Level
Inventory Level
Inventory Level

Stock Price Stock Price

Stock Price

Fig. 5.3 A three dimensional representation of figure 5.2. (a) The optimal market sell surface. States
which lie above this surface call for the immediate liquidation of inventory through market orders. (b)
The optimal market buy surface. States which lie below this surface call for the immediate acquisition of
inventory through market orders. (¢) The two market surfaces together with the targeted hedge strategy.

5.6.2 Simulation

Definition 5.1. We designate the joint process {S;, Qz}te[o,r] (i.e. the price path traced out

by the underlying asset over [0, 7], together with the associated inventory level held by the
portfolio manager) the stock-inventory path.

Remark 5.5. Clearly, while the stock path is exogenously determined by market forces, the
portfolio manager is at liberty to choose his associated inventory level.

Quantity  Interpretation — Magnitude Quantity  Interpretation Magnitude
K strike 50.5 n risk aversion 1

O tick-size 0.5 K limit decay 0.3

T TT™ 1 A limit intensity 100

N no. of calls 100 Y market intensity 200

Y half-spread 1 p jump size prob. 0.9

Table 5.1 Parameter specifications used in simulation experiment. Some arbitrariness surrounds these

numbers in the sense that no empirical calibration has been performed - nonetheless, they serve quite
nicely for illustrative purposes.

Consider the parametric specifications listed in table 5.1. Upon solving the HIB QVI nu-
merically, we find the optimal trade regions exhibited cross-sectionally in figure 5.2 for
various times to maturity. Jointly, these temporal hypersurfaces form the surface plots ex-
hibited in figure 5.3. The interpretation is as follows: the portfolio manager aims to keep
his portfolio approximately delta-neutral understood in the sense of keeping his stock-
inventory path on a par with the yellow hedge surface A, (whatever the realised value of
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Fig. 5.4 Instantiation of a stock-inventory path. (a) The evolution of the mid-price, seeded at Sy = K. (b)
The evolution of the portfolio manager’s inventory when he hedges using market orders only (red) or a
combination of market and limit orders (black). (¢) The evolution of the portfolio manager’s bank account,
again using market orders only (red) or a combination of market and limit orders (black). Notice the latter
outperforms the former. The bank wealth is (arbitrarily) seeded at By = 10*. (d) The magnitude of the
orders placed by the portfolio manager when he hedges with market orders only. (e) The magnitude of
the orders placed by the portfolio manager when he hedges with a combination of market (red) and limit
(black) orders. (f) The size of the spread posted by the portfolio manager in those cases where his limit
orders are successful. Black stems are sells, while blue stems are buys.

the underlying, S;, may be). However, he is contended with merely posting limit sell or
buy orders (depending on whether he is above or below 4;) in the immediately adjacent
region highlighted with a light blue colour in figure 5.2, thus allowing for minor devia-
tions from the targeted hedge ratio. Should his stock-inventory path pierce either the dark
blue surface or the olive coloured surface, his “risk aversion” kicks in, and he performs an
immediate inventory alteration through unfavourable market orders (to the point where he
re-enters the limit order region). Notice that as the market sell and the market buy surfaces
both converge towards the strike K at maturity, it becomes increasingly difficult to avoid
placing market orders with time if S; ~ K.

The implications of this are forcefully demonstrated in figures 5.4 and 5.5 for the
realisation of a single stock path.'® Here we investigate the performance of the portfolio
manager’s combined limit-market order hedge strategy vis-a-vis the naive hedge strat-

16 In simulating a Poisson path, it is helpful to recall that the time spent between consecutive jumps, T, is
a random variable which follows the exponential distribution P{t <7} = 1 —exp{—7r}, see [40] [45].
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Fig. 5.5 (a) A three dimensional view of the stock-inventory path described in figure 5.4 when the portfo-
lio manager uses a combination of limit and market orders. Importantly, the path does not remain embed-
ded in the yellow hedge surface, but is free to bounce back and forth between the encompassing market
surfaces discretely highlighted in blue and olive green. (b) The graph viewed from Q = 1. Notice the
symmetric nature of the market surfaces viewed from this angle. (¢) The graph viewed from ¢ = 0. Here it
is quite apparent that the path moves within the pocket space defined by the surrounding market surfaces.
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Fig. 5.6 (a) Histogram of the terminal stock price with Bachelierian normal fit. Clearly, the latter is in-
adequate except around the tails. (b) Histogram of the rate of return of the bank account. The “camel
hump” shape is symptomatic of the binary “all or nothing” inventory position required for delta neutrality
at maturity. (¢) Histogram of the rate of return of the portfolio (bank + stock + options), where Hg’ is the
Bachelier value of the portfolio, defined below. Evidently (and unsurprisingly) the combined limit/market
order strategy greatly outperforms the strategy which trades in market orders only.

egy which at all times utilises market orders to maintain delta neutrality. Unsurprisingly,
since the former strategy permits all stock-inventory paths sandwiched between the opti-
mal market surfaces, whilst the latter only allows those stock-inventory paths which are
embedded!” in the optimal hedge surface, {0t }iepo,r) and {B: },¢(o,7) are considerably less
erratic in case of the former. Indeed, the lower frequency of trading, combined with the
favourable prices associated with limit orders, yield a much more favourable cash position
at the expiry of the options. Specifically, for the simulation at hand, the number of (not
necessarily unit sized) market orders placed with the naive strategy amounts to 220, while
the number of market-limit orders placed with the control strategy come in at 27 & 24,

17 Since we assume that the portfolio manager only buys and sells integer quantities of the underlying, it
is clear that the embedding should be read as “correct to the nearest integer”.
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with an average spread for the limit orders of 2.75. As for the mean quadratic variation of
the inventory path, (AQ)? = %Z?’: 1(AQ;)?, the naive strategy amounts to 1.664, while the
control strategy comes in at 0.103. The analogous quantity, computed for the bank path
yields 4964 vs. 334.

To develop an understanding of the distributive properties of the hedge strategies
above, we repeat the experiment 10* times. The resulting histograms are exhibited in figure
5.6, while the estimators are given in see table 5.2. As expected, the distribution of the ter-
minal stock value (figure 5.6(a)) falls symmetrically around the strike: however, it is worth
noting that the empirical standard deviation (10.12) falls somewhat shy of the Bachelierian
standard deviation (11.65). Indeed, the bell curve appears to be a poor fit to the simulation
data except around the tails.'® This highlights that the employ of the Bachelier dynamics in
lieu of the jump processes is not altogether innocuous. As for the rate of return of the bank
account, By /By, we refer to figure 5.6(b). Whilst it is clear that the combined limit-market
order strategy is superior to the naive market order strategy, the “camel hump” nature of
the histogram might prima facie strike one as puzzling. This mystery is quickly deflated,
however, upon realising that the terminal value of the targeted hedge strategy - the step
function M1{Sy > K} - invariably will drive the portfolio manager to either liquidate or
acquire ~ 50 shares relative to his initial inventory. The asymmetry between the negative
and positive return humps is likely to be symptomatic of the asymmetric boundary condi-
tion (i.e. the operations executed given that the calls are in or out of the money). Finally,
figure 5.6(c) exhibits the return of the hedge portfolio, ITy /TIy where

H[ :B[‘FA,St*m'C[.

Blatantly, Il,.7 is a model dependent quantity which prompts us to suggest the at-the-
money Bachelier price of the call option,

iy = oy | TEZLITZ),
; Tp

in accordance with equation (5.6). Again, while this is dynamically consistent with the
choice of the Ay, (5.30), it is also in flagrant disregard for the jump nature of the underlying
and the friction prevailing on the market. Hence, the Bachelier specification Hg should
not be seen as an absolute standard. Nevertheless, it is intriguing to note that it on average
yields a positive return for the portfolio manager who uses a combination of limit and
market orders to hedge his position, whilst the naive hedge engenders a mean negative
return. Indeed, a Welchian z-test shows that we can comfortably dismiss the null hypothesis
of equal means at the 99% level. For more general values of Iy we simply observe that
the mean of the control strategy return is higher than that of the naive strategy, while the
opposite is the case for the standard deviation.

18 This is hardly surprising: e.g. it is a well-known fact that the Skellam distribution (the law of the
difference between two Poisson random variables, Ny — N,) tends to the normal distribution if (i) N; and
N> have common intensity and, importantly, (ii) N — N> = k is large. See Abramowitz and Stegun [1].
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Br/Bo LIMs By /By MOs | II;/IIZ LIMs _ II; /TIZ MOs

Mean 0.9554 0.8868 1.0048 0.9445
Standard dev. 0.2345 0.2521 0.0077 0.0199
1% Quantile 0.6856 0.5828 0.9848 0.9044
25% Quantile 0.7183 0.6256 1.0000 0.9292
50% Quantile 0.9549 1.0574 1.0052 0.9438
75% Quantile 1.1926 1.1327 1.0102 0.9598
99% Quantile 12119 1.1763 1.0210 0.9843

Table 5.2 Estimators for figure see table 5.6. LIMs refers to the combined limit-market order strategy,
while MOs refers to the naive market order strategy.

5.7 Conclusion

The emergence of certain stylised properties of the otherwise hyper-complex limit order
book beckons us to attempt mathematical modelling theoreof. In this paper we proposed
a simple jump model of the mid-price, alongside a probability of having a limit order met
which is an exponentially decaying function of the distance to the mid-price. It was shown
that the jump model converges weakly to Bachelier’s arithmetic Brownian motion for large
values of the intensity. Furthermore, under the assumption that a portfolio manager wish-
ing to A-hedge his short call position derives linear utility from his terminal wealth, but
incurs quadratic lifetime penalisation from deviating from a targeted hedge strategy, we
derived numerical values for his optimal limit order quotes and stopping times at which he
should switch to pure market orders. Following the standard literature on convergence in
the viscosity sense we proved that our scheme is monotone, stable, and consistent. We also
exemplified the utility of our algorithm by comparing it to a naive strategy which deploys
nothing but market orders: a clear augmentation of the mean return and a clear reduction
in the associated variance was established here. Finally, given the generic nature of our
model, we reiterate that it is adaptable to more sophisticated expressions for the targeted
hedge ratio in the limit order book.
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Appendix: The Dynamic Programming Principle (DPP)

An informal derivation of the DPP (5.13) runs along the following lines. Let X7 designate
the total financial wealth of the portfolio manager, and let 7, = {#;|to = 0,t; =ty + Ato, 1, =
t1+Aty, ...ty =T =t,+ At, } be a discrete temporal partitioning, then the optimal value
function (5.4) for limit orders may be written as

V(t;,b,s,q) = lim sup Et b.5q Xt — nz 6,, Atj].

n—yoo _
{86,110

where (¢, B;,S;,0;) = (;,b,s,q). Using the law of iterated expectations the discrete expres-
sion may be rewritten as

V.= sup Ei[thH —n(g—®(8,))*At;—n Z D(8,)) Atj]
{5 N }’] ;=0 J=i+1
— 2
= sup E, [n(q@(&i)) At + By, {Xln+1 n Z 5,] H
{6;,5,;.}.’}:1-20 j=itl
= Ssup Eti |:_ n(q_ @(6[,-))2At,—|— sup EtH |:Xt,,+1 n Z 6tj ZAI‘J:H
5,?,5,{_’20 {5+ S }, i1 j=i+1

= sup Eli{n(q@(5,i))2At,-+Vt[+]}
5,?,5,;20

Subtracting V,, on both sides and using the .%,-measurability of 1(g — ®(&;,))*At; we
arrive at the discretised DPP:

0=-n(g— ¢(6l,'))2Ati + sup E, [Vli+| - VIJ :
6,?,3,;20

Setting n — oo yields the desired result.

Appendix: A Brief Introduction to Viscosity Solutions

In this appendix we briefly sketch the bare essentials associated with the field of viscosity
solutions. For a more thorough review the reader is referred to Aivaliotis and Palczewski
[2], Fleming and Soner [21], and Pham [18], followed by the references in Barles and
Souganidis [8]. For generality, consider the generic non-linear second order PDE

A (x,w(x),Vw(x),V?w(x)) =0, x€0, (5.31)
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where V and V? respectively represent the gradient and the Hessian operators. Here 7 :
OxRxR"xS§"+— Randw: O+ R are locally bounded possibly discontinuous functions,
S" is the space of symmetric n X n matrices, O is an open subset of R”, whilst O is its
closure.

Definition 5.2. The upper semi-continuous (usc) envelope and the lower semi-continuous
(Isc) envelope of a function f: O — R" are respectively defined as

f*(x) = limsup f(y), and f.(x)= liminf f(y).
y—x,yeO y—x,yeO

Definition 5._3. A locally l_nounded functionw: O — Risa viscosity subsolution of (5.31)
if Vo € 4%(0) and ¥x € O such that u* — ¢ has a local maximum at x, we have

H (%, (x), VO (x), V29 (x)) < 0.

On, the other hand, we say that w is a viscosity supersolution of (5.31) if V¢ € ¢? (@) and
vx € O such that u, — ¢ has a local minimum at x, we have

H(x,u.(x),V(x), V> (x)) > 0.

If w is both a viscosity sub- and supersolution, it is said to be a viscosity solution of (5.31).



Part III
Appendices






Appendix A
Martingale Methods in Mathematical Finance

Abstract In this appendix we provide a cursory overview of standard results pertaining to
martingale methods in mathematical finance. The focal point here is the power of prob-
ability measure transformations: in particular, we expose the Abstract Bayes’ Theorem,
Girsanov’s theorem and the change of numeraire, the first and second fundamental theo-
rems of asset pricing, and the concept of market price of risk. No in-text references are
provided, but a full list of relevant “textbook sources” is provided at the end of this disser-
tation.

A.1 Martingales

Let (2,%,P,F = {.#};>0) be a filtered probability space, and let X; : 2 x [0,0) — R be
a stochastic process defined upon it. We suppose X is integrable, meaning that E[|X;|] < eo.

Definition A.1. We say that X; is a martingale if E[X;|.%] = X; for all s <t € R... Further-
more, X; is said to be a submartingale (resp. supermartingale) if E[X;|. %] > X; (resp.
E[X,| % <X)foralls <reR,.

Furthermore, as an abstract generalisation we have the notion of a local martingale:

Definition A.2. We say that X; is a local martingale if there exists a sequence of F-
stopping times T : Q > [0,00) such that (i) the 7; are almost surely increasing: P{7; <
Trr1 } = 1; (ii) the 7 diverge almost surely: P{1; — oo as k — oo} = 1; (iii) the stopped
process X,* = min{r,7,} 1S an F-martingale for every k.

Generally, all martingales are local martingales, but the converse is not the case (the classic
example of a process which is a local martingale but need not be martingale is the driftless
diffusion process). However, if a local martingale M, also satisfies (*) E[supc[o  |M;|] <o
for every ¢, then M, is indeed also a martingale. For example, if M; = f(¢,W;) where W,
is a Wiener process and f € ¢'%([0,%) x R) then we have that M is a local martingale
provided the standard driftless condition

179
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2
{af + %axx}f(tvx) = Oa

holds (cf. the It6 formula). In order to apply (*) it suffices that Ve > 0 V¢ 3C = C(g,¢) such
that | f(s,x)| < Cexp{ex?} for all (s,x) € [0,7] x R.

A.2 Changing the Measure

Consider the probability space (£2,.%) then we may think of how different allocations
of probabilities to events in this space are interconnected. We say that two probability
measures P and Q are equivalent (labelled P ~ Q) on .% just in case

P(A) =0 Q(A) =0, VA€ .Z.

In particular, the Radon-Nikodym theorem instructs us that P(A) = 0= Q(A) =0 VA €
Z (i.e. Q is absolutely continuous w.r.t. P on .#: Q < P) if and only if there exists an
Z -measurable mapping & : Q — R such that

/dQ(a)) :/€(w)d]P’(a))7 VAe 7. (A1)
A A

In the event that A = Q the left-hand-side in this expression is unity (per definition of
a probability measure). Likewise, the right-hand-side is defined as [, EdP = EF[£]. All
in all, the quantity & is therefore a non-negative random variable with EF[£] = 1. Since
(A.1) infinitesimally can be written & = dQ/dP, £ is commonly referred to as the likeli-
hood ratio between Q and PP or the Radon-Nikodym derivative. Three standard results
surrounding & deserve mentioning:

1. For any random variable X on L' (Q,.7,Q): EQ[X] = EF[£X] and EQ[£~'X] = EF[X].
Proof: obvious using definitions.

2. Assume Q is absolutely continuous w.r.t. P on .% and that &4 C ., then the likelihood
ratios €7 and £¥ are related by £¥ = EF[E7|¥].

3. Finally, assume X is a random variable on (2,.%,P) and let Q be another measure on
(Q,.7) with Radon-Nikodym derivative £ = dQ/dP on .%. Assume X € L' (Q,.7,P)
and let 4 C .% then

EF[EX|4]

EQX|¥] = TEF Q—as. (A.2)

This result is sometimes referred to as the Abstract Bayes’ Theorem.

Example: To get a feel for how these results are used in mathematical finance we consider
the classical set-up: a filtered probability space (2,.7,P,{.7 },c[0,7]) on a compact inter-
val [0, T]. Typically, we are interested in some stochastic process {X; },c[o,7] (e-g. a stock
price) such that Q is the set of all possible paths of the process over [0, T]. Since all rele-
vant uncertainty has been resolved at time 7 all (relevant) random variables will be known
at time 7. If we now consider the non-negative random variable & in %7, then provided
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EP[€7] = 1 we may define a new probability measure Q on .Z7 by setting dQ = ErdP. Per
definition, &7 is a Radon-Nikodym derivative of Q w.r.t. P on %1 so Q < P on .Zr. Thus,
we will also have Q < P on .%; Vr < T so by the Radon-Nikodym Theorem there exists
a random process {& },[0,7) defined by & = dQ/dP on .7, which we call the likelihood
process. Item (2) above now immediately implies that the &-process is a P-martingale:

E° (G| 7] =&, ' >1.
Using this fact alongside item (3) also gives us the result that:

E? (X | 7] = E* [‘?Xt’
t

which turns out to be extremely useful in option pricing upon jumping between different
numeraires.

ﬂ}] ; (A.3)

A.3 The First and Second Fundamental Theorems

We consider a market model consisting of the non-dividend paying asset price processes
S0,S1, ..., Sy on the time interval [0, T].

Theorem A.l. The First Fundamental Theorem. The market model is free of arbi-
trage if and only there exists a martingale measure, i.e. a measure Q ~ P such that
the processes

SOt7 SOt, o SOt7

are (local) martingales under Q.

Notice that we don’t commit ourselves to the interpretation that the numeraire, Sp, is the
risk free asset. However, if indeed So; = By = exp( fé rsds) where r is a possibly stochastic
short rate, and we assume all processes are Wiener driven, meaning that dS; = S; W;dt +
S,-,o-l-TthVtP, then a measure Q ~ P (the so risk-neutral measure associated with the risk
free numeraire) is a martingale measure if and only if

dSi = Syridt + SyoTdW2, (A4)

vie {0,1,...,N}, where W@ is a d-dimensional Q-Wiener process. Le. all assets have the
short rate r as their local rates of return. Proof: apply It6’s lemma to S; /So,. Just in case
Uiz = r; do we obtain a local martingale (i.e. vanishing drift).

Next, we consider what it takes for us to be able to replicate (synthesise) assets on the
market using existing products:
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Theorem A.2. The Second Fundamental Theorem. Assuming absence of arbi-
trage, the market model is complete if and only if the martingale measure Q is
unique.

Remark A.1. This does clearly not say that there is only one martingale measure in exis-
tence. It only says that for this particular choice of numeraire (Sp) the measure is uniquely
determined.

Theorem A.3. Pricing Contingent Claims. Consider a contingent claim, X, that
expires at time T. In order to avoid arbitrage we must price the claim according to

X
X, = S E? [T ﬁ] : (A5)
Sor
where Q is a martingale measure for {So,S1,...,Sn} with Sy as the numeraire. In

particular, insofar as So; is the risk free asset So; = exp( [§ rsds), then we obtain the
classical pricing formula

X, = EQ [e*ff redsy, ‘%} : (A.6)

A.4 Lévy’s Characterisation of Wiener Processes

A Wiener process (Brownian motion) W, is a martingale with continuous paths and
quadratic variation [W,W](z) = t. These properties actually suffice to characterise a Wiener
process as demonstrated by Lévy:

Theorem A.4. Lévy’s Theorem Let M, = (My;,My;,...,My;) be a martingale with
respect to the filtration { % },t > 0. Assume that (i) Vi : My = 0, (ii) Vi : M}, has con-
tinuous paths, (iii) [M;,M;|(t) = &t Vt > 0, then My;, My, ..., My, are independent
Wiener processes.

Proof. We will prove this using characteristic functions. Consider the function f(¢, M;) =
exp{hTM — JhTht}. From Itd’s lemma
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df(t,M;) = (9, f(t, M,) + IVIV.f(t,M;))dt +V.f(t, M,)Td M,
= (—3hThf(t,M;)+ ShThf(t,M,))dt + V. f(t, M,)Td M,
= fo(t,M,)TdM,.

So f is clearly a martingale. It follows that

Elf(t,M;)] =1+ IE[ehTMt] — e%hTht.

The right-hand side is the moment generating function for independent normal random
variables (mean 0 and variance ). The result follows. (I

A.5 The Martingale Theorem and Girsanov’s Theorem

Let W be a d-dimensional Wiener process and let X be a stochastic variable which is both
LQZTW measurable and L'. Then there exists a uniquely determined 351W -adapted process
h = (hy,hy,...,hg) such that X has the representation

t
X =E[X]+ / hIdW,. (A7)
0
Under the additional assumption that E[X?] < co then Ay, hy, ..., hy are in £2.

We can use this lemma to prove the following

Theorem A.5. The Martingale Representation Theorem Let W be a d-
dimensional Wiener process, and assume that the filtration {Z},c(0.1) is defined
as F = FW fort € [0,T). Now let M be any .#, martingale. Then there exists
a uniquely determined %; adapted process h = (hy,hy,...,hg) such that M has the
representation

T
M,:MO+/ hIdW,, 1€ [0,T].
0

If the martingale M is square integrable, then hy,hy,...,hg are in £2.

Recall from section A.2 that the measure transformation dQ = E7dP on %7 (where &7 is
a nonnegative random variable with EF [E] = 1) generates a likelihood process {&}epon
defined by & = dQ/dP on % which is a P-martingale. It thus seems natural to define &
as the solution to the SDE

d& = ¢EdW],

with initial condition &y = 1 for some choice of the process ¢ (the initial condition guaran-
tees unitary expectation under IP). In fact, using this SDE we should be able to generate a
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host of natural measure transformations from PP to the new measure Q, which indeed also
is the upshot of Girsanov’s theorem:

Theorem A.6. Girsanov’s Theorem Let WE be a d-dimensional standard P-Wiener
process on (2,7, ,P,{Z:}c0,r)), and let ¢ be any d-dimensional adapted column
vector process (referred to as the Girsanov kernel). Now define the process & on
[0,T] by

d& =E¢JaW), & =1

&=exp{ [[o1aw? 1 [lo,|Pas}.

Now assume that E [Er] = 1 (see the Novikov condition) and define the new prob-
ability measure Q on Fr by dQ = ErdP on Fr then

or identically

dWF = ¢, dt +dW2, (A8)

where VVtQ is a Q Wiener process.

Proof. We will use Lévy’s theorem to verify that VV,Q is indeed a Q Wiener process.
Evidently (i) W(;@ =0, and (ii) VVtQ is continuous. Furthermore, it is cleat that (iii)
[WIQ,WJQ](t) = §;jt. The only thing left to show is that WY is a Q martingale. To this
end, it is already given that & is a P martingale with EF[é7] = 1. Applying Ito to the
process & W2 we find that
d(&GW?) = WRdE + §dW,* + d§d W,
= WREOTdWT + &(dW — ¢,d1) + (AW — 9,d0)E9TdW
= &(W9T + 1)aw

which proves that & VV,Q is a P martingale. Now, applying the abstract Bayes’ theorem we
quickly deduce that

EUWR 7] = &R [E W2 7] = & EWE = W,

t

which was to be proven. (]

o Assume that the Girsanov kernel ¢ is such that
EP [e%foTIW,Hzﬂ < oo

then & is a martingale and in particular EF[£7] = 1. This useful result is known as the
Novikov condition.
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e Girsonov’s theorem holds in reverse. In particular, assume WP is a d-dimensional stan-
dard P-Wiener process on (2,.%,P,{.7:},co.7]) and assume that .7, = .7 Vt. Fur-
thermore, assume there exists a measure Q such that Q < IP on .%7 then there exists an
adapted process ¢ such that the likelihood process & has the dynamics

d& =E¢JaWF, & =1.

e SDEs of the form dX, = w.dt + o, dW] transform as dX, = (4, + o,¢)dt + o'thVtQ
under Q, which means that the drift changes u, — L, + o ¢, but the diffusion remains
unchanged.

Corollary A.1. The Correlated Girsanov Theorem Let W be a d-dimensional P-
Wiener process on (2,7, P,{F},c(o.1)) with correlation matrix X (i.e. dWPF ~
N(0,Xdr)), and let ¢ be any d-dimensional adapted column vector process. Now
define the process & on [0,T] by d§, = &(X7'9,)TdW, where & = 1, or identi-
cally

3 =exp{ [ gyawr -4 [ ¢12‘1¢sds}.

Again, assume that E¥ [E7] = 1 and define the new probability measure Q on Fr by
dQ = &rdP on Fr then

AWF = ¢,dit +dW2, (A.9)

where VVtQ is a Q Wiener process with correlation matrix X.

Proof. The proof follows immediately by Cholesky decomposing the correlated Wiener
vector WP = LVVF where VVtIF} is a standard Wiener vector, and LLT = X. 0

A.6 The Market Price of Risk

Consider the case where we have N risky assets governed by the vector SDE system

dS; = diag(S,)[wdt + o:d W]

where W is a d-dimensional Wiener process with independent components and ( and o
respectively are N and N x d dimensional tensors adapted to the Wiener filtration. From
equation (A.4) we know that under the risk free numeraire, Sy, Q is a martingale measure
just if all tradable assets {So,S1,...,Sny} have the short rate as their local rate of return:

dS, = diag(S,)[redt + o, dW2).
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Girsanov’s theorem informs us that the Wiener correlations are related by (A.9) so the
question is, what is the kernel A; = —¢, such that the drift changes as p; — r;¢? From the
last bullet point in the previous section, it is clear that A, must satisfy

U'IA[ = M — 1L (AIO)

Clearly, the very existence of a risk neutral measure QQ therefore necessitates that we can
find a solution A; to this system. E.g, if N < d then there are many solutions, one of
which can be written as A\* = o/ (o,0]) ' (it; — r;¢). On the other hand, if N = d and o
is invertible then \* = o, ! (14, — r,¢) which is tantamount to the Sharpe ratio insofar as
o is the diagonal matrix diag(oy,...,0y). In any case, we refer to A as the market price
of risk vector, which makes sense insofar that each 7th codifies the factor loading for the
individual risk factor Wj;.

Theorem A.7. The Market Price of Risk

e Under absence of arbitrage, there will exist a market price of risk vector process
A satisfying rit = py — oy ;.

o The market price of risk X; is related to the Girsanov kernel through A\; = —¢,
and thus to the risk neutral measure Q through

dQ "\T p_1 [ 2
— =expy— [ ATdW; —5 [ [|[A][ds ;. (A.11)
dP 0 0

e [n a complete market, the market price of risk (or, alternatively, the martingale
measure Q) is uniquely determined and there is a unique price for every deriva-
tive.

e [n an incomplete market there are several possible market prices of risk processes
and several possible martingale measures which are consistent with no arbitrage.

o Thus, in an incomplete market {9, X,Q} are not determined by absence of arbi-
trage alone. Instead they will be determined by supply and demand on the market
i.e. by the agents.

Remark A.2. Take care to notice the condition that the components in W are indepen-
dent. If this is not the case, i.e. if IWT ~ A(0,Xdr) for some d x d matrix X, rewrite
it as dWT = LdW?T where dWT is a vector of i.i.d. Wiener increments and L is the
lower triangular matrix arising from the Cholesky decomposetion X' = LLT. This has the
effect that the market price of risk is defined through the equation o, L, A\; = pt; — r;e. In a
complete market N = d where o = diag(oy, ..., oy) this means that A, = L™' R where R
is the vector of Sharpe ratios: ([1; —r]/01, ..., [y — 1]/ ON).
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A.7 Changing the Numeraire

As it was strongly suggested in section A.3, there is no a priori reason why we should
restrict ourselves to interpreting Sy as the risk free asset in the First Fundamental Theorem
as well as in the pricing equation (A.5). In fact, any non-dividend paying tradeable asset
will do, although the martingale measures associated with each different numeraire will
generally be distinct. To highlight this fact, we will write Q° for a martingale measure
under the numeraire Sy, Q! for a martingale measure under the numeraire S; and so forth.
We then have the following relationship between the different martingale measures

Theorem A.8. Assume that Q' is a martingale measure for the numeraire S; on Fr
and assume S is a positive asset price process such that Sj; /Sy is a true Q" martin-
gale (not just a local one). If we define Q/ on Fr by the likelihood process

j_dQ _ S Si

J = — 0T A.12
dQl S Sy T T (A.12)

then Q/ is a martingale measure for S *

Proof. The result follows by equation (A.3). Let X; be an arbitrage free price process, then

J
EQf[Xt/ ﬁr} — ¥ @ﬁ Z, | =Y A Sio Xu Z,
Sjt' él{ Sjt’ 5; SjO Sirt
o Sﬂ&@&gz :ﬁE@i ﬁy
Sio St Sjo S| '] S S|
_SuXe X
Sit Sie S

So if Q' is a martingale measure and Q/ is defined through &/, then @/ is a martingale
measure. O

Theorem A.9. Assume that the price processes obey the Q' dynamics
dS, = diag(S,)[pidt + o, dW2).
Then the Q' dynamics of the likelihood process ﬁij is given by

déii = éz{(a}-t —o;)dWy.
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In particular, the Girsanov kernel ¢lj for the transition 7' to T/ is given by the volatil-
ity difference (]){t =0j —Oj.

Proof. Apply 1td’s lemma to (A.12) remembering that é;i is a Q' martingale. (]

Essentially, a numeraire change thus boils down to the following: we start out with the

conventional pricing formula X; = Ei@[g—;Xﬂ. Then we introduce the RN derivative &7 =

%T 5—0, such that the pricing formula becomes (from the Abstract Bayes’ Theorem):
0 9T

S S
X, =EX [ g xr] =EY [§:X7).

To get the dynamics of S7 under the Q° measure we use Girsanov’s Theorem. Specifically,
since & = dQ/dQS we know that 7 := &' =dQ5 /dQ is such that dn, = ondW2 (find
this ¢). Furthermore, thQ = @¢dt + dW,@S, which is what we need. For example, if we
move from the bank (B; = ¢'") to the stock numeraire (S; = Soexp{(r — %Gz)t + GW,Q}),

then we readily see d1, = GntthQ, whence dW,Q =odt+ dW,QS.

A.8 Dividend Paying Stocks

Consider the case where S, is the price process of a dividend paying asset, then we cannot
use the First Fundamental Theorem to infer that S, /B; is a martingale under the risk free
measure Q (or more generally, that Sy, /S i 1s a martingale under the @’ measure). It turns
out that to generalise the martingale property, we must include the ”sum” of all incremental
changes in the deflated cumulative dividend, meaning:

Theorem A.10. Risk Neutral Valuation of Dividend Paying Assets Let D, be the
cumulative dividend paid out by the asset S, during the interval [0,t]. Then, under
the risk neutral martingale measure Q, the normalised gain process

Snt 11
G = — / —dD
=B B
is a Q-martingale.
Proof. We consider the dynamics of a self-financing portfolio which is long one unit of S,
and where all dividends immediately are invested into the risk free bank account. Such a

portfolio has the value process I, = S,; + X;B; where X; denotes the instantaneous number
of units of B;. The point is, of course, that the portfolio can be viewed as a non-dividend
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paying asset, meaning that I, /B, will be a Q-martingale. Now, from It5’s lemma dIT, =
dS; +X,dB; + B;dX;. Combining this with the self-financing condition dI1, = dS,; +dD; +
X,dB, we find that dX; = B, 'dD,. L.e.

r
I, = S, + /0 B, 'B,dD;,

which will be a Q martingale upon being deflated by B;. g

Theorem A.11. General Valuation of Dividend Paying Assets Assume now Sy, is an
asset associated with the cumulative dividend Dy, and let Sj, be the price process of a
non-dividend paying asset. Assuming absence of arbitrage we denote the martingale
measure for the numeraire S; by Q/ then the following holds

e The normalised gain process G defined by

G—S’”+/t L b /t ' up.ds.
t_Sjt OSjs : OS% S

is a Q/ martingale.
o [fthe dividend process D has no driving Wiener component (or more generally, if
dDdS ; = 0) then the last term vanishes.






Appendix B
PDE Methods in Mathematical Finance

Abstract In this appendix we briefly review some of the standard PDEs encountered in
mathematical finance alongside their (probabilistic) solutions. Furthermore, we expose
how a class of these PDEs may be solved numerically using finite difference methods.
Particular emphasis is here laid on Llewellyn Thomas’ tridiagonal matrix algorithm, which
we generalise to higher dimensional (block matrix) cases.

B.1 From Martingales to PDEs

B.1.1 The Feynman-Kac Formula

Rather than solving the expected value problems inherent to much of mathematical fi-
nance, we may choose to reformulate them in deterministic terms qua partial differential
equations. What bridges the gap between these fields is a fundamental result developed by
Richard Feynman and Mark Kac:

Theorem B.1. The Feynman-Kac Formula Suppose f : R x [0,T] — R satisfies the
PDE

2
() + 1) 2 (1) 4 302 (5,0) S 18) = . 1) 4 1) =0,

ox
st f(x,T) = y(x).

where uQ, 6, r and h are known functions. Then the solution may be written as

T
flxn) =EZ_, Ut Di'h(X,,u)du+Dyf y(x)|, (B.1)

191
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where we have defined the discounting factor Dil = e I rXe9)ds gpg X; is a stochas-
tic process defined on the filtered probability space (22,.%,Q,F) which follows the
SDE

dX, = uQXx,0)dt + o(X,,1)dw2, Xo=x. (B.2)

Proof. We imagine that f solves the PDE listed above. Furthermore, define the process
Y, = /, " DER(X,u)du+ DY f (X0 v).
From It6’s lemma
Y, —d /t DU (X, 1)dtt £ dD! f (Xoyv) + DV f (X, v) +dDVd f (X, v).
Now we make the following observations:

e dD} = —r(X,,v)D}dv. In particular, the fourth term is zero.
e The first term can be written as d [" D¥h(X,,u)du = D}h(X,,v)dv.
e FromIto’s lemma df = f,dv+ uYfdX + S o2 fdX?.

Bringing these insights together we obtain

dY, =D; {h(XV7 v) —r(X,,v)f(X,,v) + %(Xv, V) +uQ(x,, V>%(XV’ V)

162%,0) 2L (0 0) [ v D10 () 2L (3, )2
+507( V’V)(sz( v,V) |dv+D;o( ‘,,V)E( v, V)dW,
By definition of f, the square bracket is zero. Hence, after integrating we are left with
r )
Yr=Y, +/ DtVO'(Xv,v)a—f(Xv,v)deQ.
1 x

Taking Q expectations conditional on X; = x and using the fact that the It0 integral is a
martingale we get

EY_ [Yr] =Y, = f(x,1),

which is exactly what needed to be shown. O
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B.1.2 The Kolmogorov Backward Equation

In a certain sense, the PDE in Theorem B.1 is the backward equation: i.e. given the dy-
namics (B.2) we may infer that the quantity (B.1) satisfies the listed PDE. Nonetheless,
when discussing the Kolmogorov backward equation, one usually thinks of a governing
equation of transition probabilities.

Theorem B.2. The Kolmogorov Backward Equation Consider the filtered proba-
bility space (2, F,Q,F) and let X be a stochastic process on this space, which
solves the SDE

dX, = uQ(X,,0)dt + o(X,,1)dw,2.
Now consider the probability that X; is within some set Y given that at time t < s
X; =z, lLe.

QX e¥IX=x) = [ p(rshr)dy,
yey

where p is the density function. Then p satisfies the PDE

d o d 4 d?
5 TH (xaf)a‘FzG (X,f)ﬁ p(y,slx,t) =0,

Jor (x,1) € R x (0,s) and where p(y,s|x,t) — 6(y) ast s.

Proof. We could consider the boundary value problem

af Q af 12 J
E(XJ)‘FM (xﬁ)g(x’f)‘*‘ic (XJ)W

flx,s)=1{x €Y}, xeR

(x,2) =0, (x,1) e R % (0,s)

where 1 is the indicator function. From Feynman-Kac we deduce the solution
fler)=E§_ [1{X, e Y}].
But this is, of course, just equal to
F0) = QK €YK =)= [ ply.slx.ydy
Since this argument works in both directions, we have effectively already verified the

Backward theorem. In particular, substituting the transition density form of the solution
into the PDE we get
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0 0 02
/EY {at —|—‘UQ(X,Z‘)£ + écz(xvt)axz}p(yas|x7t)dy = Ov (.X,t) ERX (075)
Y
/ py,slx,s)dy=1{x €Y}, xeR.
yeyY

But this holds for any set Y so we can drop the integrals (whence the indicator function
becomes a Dirac delta function). O

B.1.3 The Kolmogorov Forward Equation

In the backward equation we observe that the differential operator operates on the variables
upon which we condition (the “backward variables” if you will), i.e. (x,#). A correspond-
ing result exists for the “forward variables” viz. (y,s):

Theorem B.3. The Kolmogorov Forward Equation (a.k.a.The Fokker-Planck
Equation) Consider the filtered probability space (Q2,.7,Q,F) and let X be a
stochastic process on this space, which solves the SDE

dX, = u%(X,,1) + o (X, 1)dw2.

Now consider the probability that X, is within some set Y given that at time t < s
X =1z, lLe.

QU eYX =x)= [ pOislxr)dy
yey
where p is the density function. Then p satisfies the PDE

32

iLa (0P sl)) =0

d
- ~ (uQ _1
as (y7s|X,t)+ ay(” (y7s)p(y,s|x,t)) 28
Jor (v,5) € R x (0,T) and where p(y,s|x,t) — 6(x) as s \ 1.

Proof. Consider a test function A(y,s) € € 21 with compact support! in the set R x (¢,T)
where t < T are two fixed coordinates in time. From Ito’s lemma,

h(Xr,T) =h(X, r)+/T i+ 2 )i+l02( )a—2 h(X;,s)d
T, — ts p Bs .u »s ay 2 Y, ayz 5:5)as

T oh
- Q

! Le. the function is non-zero only in a closed, bounded region.
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Applying the expectation operator ]E%:x[~ -] and using the compact support condition
(h(x,T) = h(x,t) = 0) we obtain

2

// y7s|xt{ +u%(y,s )aa +1o%(y, );2} (y,s)dsdy =0

Integrating by parts “in time” we find that

T
// p(y,s |xt (y, Ydsdy = /{ph (;phd }d
t
// h(y,s) y7 s|x,t)dsdy

Likewise, using Fubini’s rule and integrating by parts in “state space”

T a 82
L] p<y7sx,r>{u@<y,s>y+;oz<y,s>az}h<y,s>dsdy
—/ /p yslx ) ) (y, )dyds + 3 / /P y,slx,1)6°(, )3 ?(y, )dyds
o /}/ (e 5 2o
= [ LG s [{[P57]_ R w a

 s|x, ) Q(y, 02 . s|x, s
// h(y,s { Py Iaty)u (s ))h_% (p(y laytz)c (y ))}dyds

Combining the last three results, we have

S{X Q S 2 S|X 2 S
// h(y,s { (sl ) + (P Iéty)u &2 ))h_%a (P, 3’;2)6 o ))}dyds:o.

Indeed, since & was chosen as an arbitrary test function, the result now follows. O

B.2 Solving PDEs Through Finite Difference Methods

The story of how to set up and solve PDEs in option pricing using finite difference meth-
ods is one that has echoed into the furthest corners of quantitative finance. It is thus not
altogether unreasonable to treat this subject laconically and in recapitulatory terms, un-
der the assumption that the reader already has established a modicum of familiarity with
the field. Those who seek a deeper understanding of the intricacies of finite difference
methodologies are referred to the specialist literature for details.
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B.2.1 Numerical Solutions to PDEs in One Spatial Dimension

Suppose we wish to price a contingent claim on some underlying quantity which can be
modelled as a stochastic differential equation. Specifically, assume that the risk neutral
dynamics of the underlying follows some generic local volatility model

dX, = p(X,,1)dt + 6(X;,1)dW.2

fort € [0, T], where p is the risk-neutral drift rate and o denotes the volatility. Furthermore,
let the terminal pay-off of the contingent claim be of the form ®(X7). If we let f(x,7) :
Rt x [0,T] — R denote the time ¢ value of the contingent claim, where X; = x, then a
simple replicating argument shows that f obeys the PDE

d d 92
)+ uen 2L L) e f ) =0, B3

(x,t) e RY x[0,T),

(x,1)+ 30 (x,1)

with terminal condition f(x,7) = ®(x), Vx € R, where r(x,?) has the interpretation of
a local risk free rate. Generally, (B.3) does not admit analytical solutions, which prompts
us to seek speedy and stable numerical solution algorithms instead. The basic idea is here
to rewrite the governing PDE as a system of difference equations which can be solved
iteratively backwards in time. To this end, we discretise the state-space R, x [0,7] into
a rectangular grid of J spatial coordinates X = {xpin = x1,X2, ..., XJ—1,Xmax = X7} (..
Vj:xj41 —xj = Ax) and N + 1 temporal coordinates T = {to = 0,1,....tn_1,tn =T} (s..
Vn : Xy4+1 — X, = At), where the upper and lower spatial boundaries on the grid are chosen
to be plausible upper and lower bounds for the underlying process. To square the govern-
ing PDE (B.3) with this discretised space X x T we perform the obvious identifications
fi=r (xj,1,) (and similarly for pj, of and r;). It is somewhat less transparent what con-
stitutes adequate discrete analogues for the first and second derivatives in space and time
- indeed, the conventions for this vary between different numerical schemes. One particu-
larly obvious choice is the implicit method in which

af an f” aof S =i

FN (xj, 1) ~ =—L A7 a(xpfn)“*T, (B.4)
°f f/r'l.H 2f +fjnl
ﬁ(xjatn) ~ T

Nonetheless, our concern is not with these petty details, but rather the grander picture: what
matters is that the classical schemes after some reshuffling of terms result in a discretised
PDE of the form

n n ' —l—b”f”—i—c ]+1 dl‘.H*l’ (BS)
forl <j<Jand0<n<N. Here, the coefficients a;‘, b;l and c'J’- will generally be functions

of (r” /J;’, o', At,Ax). Analogously, the quantity d;”rl depends on the corresponding #,,+1

counterparts as well as on ( f”fll , f"+1 f]”j]l)
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Since the terminal condition of the PDE is known (V; : fj.v = ¥(x;)) dﬁ-\' can be
computed. To determine the time #; = 0 value of f = (f1, f2,...,fs) we must there-
fore proceed along the following backwards iterative scheme: First, determine f¥~! =
(N1 A LAY, From (B.5) we immediately have J — 2 simultaneous linear equa-
tions involving the J unknowns V=17, viz.

N—1,N-1 , 1N—1 N 1 N—1
a, 1 +by —|—c2 f =

N—1 NlNl

a4y 15 bN1f1+111 =dj

To solve this system one must either fix two of the unknowns or add two additional equa-
tions, linearly independent of all the others. Typically, this involves thinking carefully
about the nature of the external boundaries in the grid (j =0 and j =J+ 1). E.g. financial
derivatives which are deep in or out of the money might have obvious prices V¢ < T or we
can utilise the fact that their gammas will be close to zero. Either way, we will assume that
we can meaningfully add the two extra conditions

aifo +bifl +cify :d{l+la
ayfi | +bify +erfii = d7+]7

Vn < N, where fy and f7 | (in some form or the other) are known quantities. Thus we
have obtained a full system of J simultaneous equations in J unknowns, wherefore we can
solve for f¥~!. Once this is done, the algorithm is repeated from the top: i.e. we determine
£¥=2 using equation (B.5) coupled with two boundary conditions and our knowledge of
V-1 ... and so forth till we reach the desired f°.

(B.6)

B.2.2 Thomas’ Algorithm

System (B.5) coupled with the boundary equations (B.6) constitute a triangular linear ma-
trix system:

Bich 00 0 N di*! aify
ablcho 0 0 3 dyt! 0
0 ay b3 ch O 0 s dit! 0
00 0dj, 05, ch,y fia dyty 0
0--00 0 a b f7 drt! c1fi

which succinctly henceforth will be written
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A =dm (B.7)

where A" € R’/*/ is the tridiagonal matrix, f* € R is as defined above, and d"*! € R/
encodes both of the vectors on the righthand side.

The nitty-gritty of this section may now be stated as follows: if we naively solve for
f* in (B.7) by computing [A"]~! using Gaussian elimination with backward substitution
we will incur %J3 +J% - %J multiplications & divisions and %J3 + %Jz — %J additions
& subtractions [4]. The totality of binary operations would concordantly scale as &'(J?).
Nonetheless, this is in fact computationally redundant as any (strictly diagonally dom-
inant)? tridiagonal matrix system may be solved without computing the inverse matrix
[A"]~! explicitly. Specifically, by adopting Thomas’ algorithm for triangular matrix sys-
tems the number of binary operations may be brought down to scale as &'(J).

The details of Thomas’ scheme are straightforward: first an LU-decomposition of A”
is performed, i.e.

A" =L"U",

where L” is a lower triangular matrix and U" is an upper triangular matrix:

100 0 ...0 Wiw 00 ... 0
210 0 ..0 0Mu o ... 0
08 1 0 ...0 00 ul 0

= |, and U= S . ®B3®
0 00,10 0 00  u,
0...0 0 I'1 0..00 0 M

Notice that A" and L"U" have the same number of degrees of freedom, 3J — 2. By per-
forming the multiplication explicitly

W} ulf 0 0
ohy Bui+hy

0 K Bul+h il
LnUﬂ: ,

0 Wy, quy ,+hy
0 0 BRI R

and comparing element-wise with A" we immediately see that a} = I7h}_, Vj € [2,J],
bl =hiand b =1ju_| +h};Vj€[2,J] and finally ’; =} Vj € [1,J — 1]. Thus, we may
determine 4}, u’} and [} by moving from left to right and downward through the triangular
matrix, giving us the first part of Thomas’ algorithm:

% A square matrix M € R”*/ is strictly diagonally dominant if Vi : [Mj;| > ¥;; |M;;|. This is a sufficient
condition [Burden & Faires, Theorem 6.21] for M to be non-singular.
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Thomas’ Algorithm, Part I: The LU decomposition:

Set W= bl
u =
Forj=2,..J—1set [} = dj/h}_y;
h;’ = b?—l;’u;Ll;
n F— 1.
uj = Cj’
Set 15 = ay/h_y;
W= b

The second and final step in the algorithm is to solve the system
LUt =dit

which clearly does not require a full matrix inversion. Specifically, define y” as the solution
to the system L"y" = d"*!. Written in component form, it is evident that Y= d;’f”l and
l;’y;L] +yi = di‘j*l for j € [2,J], hence all components in y” are determined simply by
looking at the first equation in the system and then moving incrementally downwards.
Now, by comparison, y* = U"f" so we have, in fact, also facilitated an easy evaluation of
f". To see this, notice that 2} f7 +u’j 7, | =y} for j € [1,J — 1] and K} f} = ¥/} so we must
simply start with the last equation and work our way incrementally upwards. In algorithmic
terms:

Thomas’ Algorithm, Part II: Solving Ly =d,; Ux=1y:

Set Y o= di‘f’l;

For j=2,...,J set yj = dfflfl;'y;ffl;
Set fr = Yi/hp
Forj=J—1,..,1set f} = (]—ujfi)/h};

As a complete specification of f* has been obtained, this concludes the algorithm. Notice
that 2J — 2 multiplications & divisions and J — 1 additions & subtractions are done in Part
I of the algorithm and that 3J — 2 multiplications & divisions and 2J — 2 additions & sub-
tractions are done in Part II of the algorithm. The total number of binary operations needed
therefore scales as €(J), which is a substantial improvement over a Gaussian procedure.

B.2.2.1 A Restatement

In practice, one often sees the algorithm expressed in the following (equivalent) form
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Thomas’ Algorithm:
Set v = /b
& = dif'/;
Forj=2,...J—1lset ¢} := b}—d}y,
Vo=
& = (a8 g
Set & = (' —dj8y) /(b — i)
= sy
Forj=J—1,..,1set f} = & =V fiin;

Proof. To see the equivalence, notice that fI' = (y* — ul f5) /W = (d"[' — cify) /bt =
— v f5. Analogously, for j=2,...,J —1,

n n n+1 ny,n n
fﬂ_ﬁ_;f,l_d G i
J T pn nvj+1 — n nn n__jn,n Jj+
hj hj b l] = bj l]uj_1

n+1 1[N n n
o dj —djyi_ /] ¢

V= a ] B a0

We now make the obvious observation that when j = 2 then [y"! i1 /h" i ] = &' and
[w}_y/H}_\] = 1. Comparing the coefficients 1n © with the deﬁmtlons of & and v
above, we therefore immediately find that f7 = 67 — v/ f7,,. Finally, in the event j= J
=y =@yt =y ) /(ah =) Sub in 17 = ay /H_, to obtain fI = (a}' —
ajlyj_y [hy-)) /(@) — ajluy_y JHG ) = (it = a8 ) [ (af —djvyy) = &5 U
Remark: The computational complexity (binary count) is invariant under this rephrasing:
we still find 5J — 4 multiplications & divisions and 3J — 3 additions & subtractions.

B.2.3 The Multi-dimensional Case

It turns out that a generalisation of the above is quite possible to multiple dimension.
For simplicity we will illustrate this point by considering the case of two spatial dimen-
sions. Specifically, suppose we have a contingent claim which depends on two, possibly
correlated, underlying factors X and Y which can be modelled as stochastic differential
equations. Specifically, let us assume a governing risk neutral dynamics of the form

ax\ _(m&%0) o (arn o awy;
dy, o (X, Y1) 0 oY1) \awl )’
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where dWl(? and d Wz(? have a Pearson correlation coefficient of p. Letting the terminal pay-
off of the contingent claim be ¥ (X7, Yr) then if f(x,y,7) : Ry x Ry x [0,T] — R denotes
the time ¢ value of the claim, it follows by a replicating argument that f satisfies

d 0 d , 02

aif(xvyat)+”1(xvyvt)ai‘)]:(x»yvt)+.u2(x7ya )aij(x Y )+ {Gl(x Y ) Téc(xvyat)
2*f 20°f

+2p0—1(x7yat)62<x7ya )a (9 (.X Y, )+O-2(-x7yat) (9}12(X7y7t)} _r(xay7t)f(x7yat) = 07

(B.9)
(xayvt) € R+ XR+ X [OvT)7

where f(xaya T) = .{I(xay)’ V()C,y) € R+ X RJr-

We discretise the problem by considering a rectangular cuboid consisting of J x-
coordinates, K y-coordinates and N + 1 temporal coordinates in lieu of the full state space
Ry xRy x[0,T]. Again, we assume equidistance Vj : Ax = x4 —x;j, Vk 1 Ay = yii1 — Yk
and Vn : At =t,4] —t, and that X and Y take on values greater than some upper bound-
aries and lower than some lower boundaries with negligible probability. Ergo, the discre-
tised space is of the from X X Y X T = {xpin = x1,02 = x1 + Ax, ..., Xmax = X7} X {¥min =
V1,2 = Y1 +AY, ..o; Vmax = Yk X {t() =0,t; =ty + At,....ty = tg + NAt = T}. Defining
fj",k = f(x},y,1n) etc. the discretisation of the PDE runs almost exactly as in the single
(spatial) variable case. The only thing novel about our problem is the existence of a cross
second order spatial derivative, yet that can also be handled:

azf (x- t ) ~ f;’1+l,k+l _f,"l+1,k71 _fjr'lfl,k+1 +f;l71,k71
oxdy 7> Ykstn 4AxAY '
Of course, our concern is still with the broader picture and as it happens the classical,

reasonably stable, numerical schemes (the implicit method, Crank-Nicholson,...) now give
rise to a discretised PDE of the form

(B.10)

di i S FO Sk T S A 1+b Wit

(B.11)
n+1
STt T T ot F O S T S T g =

for ] < j<J,1<k<Kand 0<n < N. Again, the nine coefficients on the lefthand
side will be functions of (! ke u” p,Atr,Ax,Ay) as will the righthand side (albeit at

ik Oj, o

at t,+1). Moreover, d';" will in general depend on { f”“} where a € {j—1,j,j+ 1}
and b € {k— 1,k,k+ 1}, so once again we have recovered a system which beckons a
“backwards iterative solution approach” (recall that the time ty face of the cuboid is known
in accordance with the terminal condition V jVk: fj’.\f =Y(xj,y))-

Our only remaining problem is that (B.11) only gives us (J —2) x (K —2) linear equa-
tions in J X K unknowns. Thus, to recover the additional 2(K 4 J — 2) linearly independent
equations, we will assume that we canlet 1 < j <J, 1 <k <K in (B.11): all new instances
of f involving zero™, (J 4 1)™ or (K + 1) subscripts are assumed obvious (e.g. by being
relatable to neighbouring f's involving subscripts in one, J or K). In visual terms one may
think of it as follows: upon inflating the cuboid uniformly by one grid point in all spatial

n+1
d'k
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dimensions, all additional 2(K +J —2)(N + 1) grid points engulfed by the expansion are
considered known.

B.2.3.1 A Block Tridiagonal Matrix

A traditional Gaussian elimination approach to system (B.11) incl. boundary equations
would blatantly be stupendously computationally expensive (specifically, it requires &' (J>K?3)
binary operations per time step). Fortunately, by carefully selecting the ordering of the set
of two-tuples {(j,k)}i<j<si<k<k 3 we may bring the linear equations into block tridi-
agonal form, which in turn is susceptible to a generalised multi-dimensional version of
Thomas’ algorithm. Two natural orderings come to mind, viz.

@: (k) € {(1,1),(1,2),., (1,K)3(2,1),(2,2), ., (2,K)5.5(J, 1), (1, 2), oo (4, K
®: (k) e{(1,1),(2,1),0e, (1, 1):(1,2),(2,2), ., (4,2)5.3 (1,K), (2,K), oo, (1K) }.

As it will shortly become obvious, choosing the former gives rise to a block tridiagonal
matrix of bandwidth* 2K + 2, whilst the latter gives rise to a block tridiagonal matrix of
bandwidth 2J + 2. Generally, it is favourable to minimise the bandwidth as it turns out to
engender fewer binary operations in the solution algorithm.> Without loss of generality we
will proceed as though K < J and thus opt for ordering (a).

The purported block tridiagonal nature now shows by writing out a few rows explic-
itly according to the chosen ordering. The details of this are fairly tedious and won’t be
reproduced here. Ultimately the picture that emerges is the following:

AA"0 0 0 - 0 ! ai*! ¢
ATATAT0 0 - 0 f; a*! €
0AZAZAZ 0 . 0 ; a5 €
e I I G R )
0--0 0A" A A |[f, a;| €1
000 0 A" A" ] qt! €

where the matrix components are defined thusly:

3 Where every two-tuple really should be read as shorthand notation for the coordinate (jAx,kAy) in
XxY.

4 The bandwidth of a block tridiagonal matrix is defined as the maximal span of non-zero entries found in
any given row. Le. the number of elements starting with the first non-zero entry in a row and ending with
the last non-zero entry in a row (but possibly including zero entries in between).

5 The reader may realise this by inspecting the generalised version of Thomas’ algorithm, which requires
the inversion of J RX*X matrices (scheme (a)) or K R/*/ matrices (scheme (b)).
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X L1 .ch 0 O O

STl
X N XN X N
djo "bip 'y 00
X n XN X N
| s, 0 ok
Aj = eR ,
X n XN X n
o --- 0 O dj g 191»7K_1 Sy
X N XN
o -~ 0 0 0 dig Vg
where the superscript x represents a “[blank]”, “hat” or “tilde” over the following object.
J— n n n n n K n — n n n n n
Furthermore, £ = (f71, 12, /13, f]x_1: f1x) ERY, @} = (d] . d} 5., d} 5, ... d} g dig) €
RK and

€] = aj181 + ¢ xex + 81 A + 8 ,A),, €RY,
where we have defined the coefficients a;1 = d | 7 o+ f]o+a} [} oand ¢jx =
c},(f;’fl’KH +@’j?’,(f;fK+1 +577Kf]'.’+1"1(+1. Lastly, &; is the unit vector (1,0,0,...,0,0) € RX,
& is the unit vector (0,0,0,...,0,1) € RK and &, is the Kronecker delta.

B.2.3.2 Thomas’ Generalised Algorithm

The mega-matrix in equation (B.12) is embedded in the space R’X*/K and will (for
most practical purposes) be highly impractical to invert. However, we may proceed al-
most exactly as in subsection B.2.2 to extend Thomas’ algorithm to matrices with matrix
components. To this end, we introduce the lower and upper triangular matrices L* and
U”" as in (B.8) where each component now is a square matrix of dimensionality k X k:
(ll-",h;?,u’}, 1,0) — (L;?,H;?,U;?,]I,O). Defining d.; = d; — €, Vj, Thomas’ generalised al-
gorithm then boils down to the procedure exhibited below.

A few remarks should be wrapped around this algorithm. First of all, the non-
commutativity of matrices must obviously be observed. The ordering below is correct and
may be verified by following the original argument in detail. Secondly, whilst the notion
might have some prima facie allure, notice that one cannot imbed a Thomas algorithm
within Thomas” generalised algorithm to solve for the L;s and y’s (in the attempt to avoid
an explicit inversion of the H;s). This follows from the simple fact that the H';s generally
won’t be tridiagonal beyond the case j = 1.

We may now compute the reduction in computational complexity as follows: from the J
full matrix inversions of the H's we incur from Gaussian elimination: J - (%K 4K+ %K )

multiplications & divisions and J - (%K3 + %Kz — %K ) additions & subtractions. The re-
maining multiplications & divisions in the algorithm amount to 5SJK — 4K, whilst the re-
maining additions & subtractions amount to 3JK — 3K. Thus, under the assumption that
K < J, the overall complexity of the algorithm scales as ¢'(JK?) - a substantial improve-
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ment over Gauss’ & (J2K?).% Insofar as J < K we would obtain the “mirror” result &(KJ?),
so one cannot exploit the difference in the powers of J and K beyond selecting the smallest
possible bandwidth to begin with.

Thomas’ Generalised Algorithm

Set Hi = Al
U, = A7
Forj=2,...J—1set L% = AIH]_ |7
H = A;!—L;? 1
U = A}
Set L = AJHGTh
H; = Aj-LjU} ;;
Set yi i
For j=2,...,J set yj = d:;rl —Liyjii;
Set f; = [H] 'y
Forj=J—1,.,lset I = [H]"'(y'-U"",);

Remark B.1. Although the generalised Thomas algorithm offers a significant reduction in
computational speed, we do certainly not purport that it is the most efficient way to solve
block-tridiagonal linear systems. It manifestly is not. Readers interested in diving into this
rich field are referred to Saad [20].

% In actual implementations of Thomas’ generalised algorithm one might find that it is appropriate to
manipulate the indices, which will engender further binary operations. However, the totality of these prove
to be considerably smaller than the leading order of magnitude.



Appendix C

Stochastic Control Methods in Mathematical
Finance

Abstract In this appendix we briefly review the two basic paradigms of stochastic control
theory, viz. the Hamilton-Jacobi-Bellman formalism and the martingale method. To em-
phasise the problem solving aspect of the two approaches, we shall use Merton’s classical
portfolio optimisation problem as our vantage point. The final section discusses important
differences between the two approaches.

C.1 The Problem Posed

We consider the case of an investor who is assumed to live over a known temporal horizon
[0,T]. His total wealth, #;, is modelled dynamically in time by a stochastic differential
equation and is assumed to have the known initial value %4 = wy. At any given instant the
investor is faced with the choice of how much of his wealth to consume per unit time, c;,
and which proportion of his wealth, 7, = (7, T, ..., )T, he should allocate to n risky
asset, the price processes of which we codify by S, = (Si,,S%, ..., 5w ) T. For simplicity, we
assume a governing dynamics of the form

dS; = diag(S,)|pudt + cdW, (C.1)

where p € R" and o € R"*" are known constant tensors. The remaining wealth of the
investor is to be placed (with proportion 1 — 7] ¢) in a riskless asset, B;, which grows at the
constant rate of interest r, whence dB; = rB,dt. Furthermore, we assume that consumption
is everywhere non-negative, ¢; > 0, whilst no such condition is placed on 7, (that is to say,
we allow for short selling and leveraging). If u is the investors utility function, and § is
some subjective discount factor, then Merton’s portfolio problem [12] is to find functions
¢ and 7/, t € [0,T], such that

T
EF {/0 e O u(c)dr +e T u(#7) |, (C2)

205
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is maximised. L.e. our aim is to find a consumption-investment strategy such that the ex-
pected discounted utility of consumption over a life-time and the expected discounted
utility of the bequest #7 is at its peak. To this end, let us assume we operate with utility
of the constant relative risk aversion (CRRA) variety

x=r
) =T

where ¥ € R\ {1} codifies the investor’s risk aversion.

Finally, assume the overall portfolio dynamics is self-financing and that there are no
monetary injections such as labour income. From the self-financing condition (Bjork’s
Lemma 6.4 [10])” it follows that the wealth dynamics is of the form

ay; = Vﬂt[r—+-71'Tc'r)\]a't—ctdt—|—7/,71'Ta'dV[/’tP7 (C.3)

where A = o~ (u — 1) € R" is the market price of risk vector.

Over the following pages, we expose standard solution methods to the Merton problem
in a manner which allows for straightforward generalisation to more complicated scenar-
i0s. First up is the method most commonly encountered in the literature, viz. the Hamilton-
Jacobi-Bellman (HJB) method, so named after the pioneering work on stochastic control
theory by Richard Bellman in the 1950s alongside the celebrated (deterministic) calculus
of variations result by William Hamilton and Carl Jacobi. Subsequently, we shall consider
the so-called martingale method [6], which despite its probabilistic nature (however obfus-
cating it might appear at first), has much to offer over the traditional Bellmanian approach.
Our level of pedagogy is somewhat on a par with Bjork [10] and Munk [13]. Readers
interested in more advanced surveys are referred to Karatzas and Shreve [10] and Pham
[18].

Remark C.1. From a purely axiomatic perspective, Merton’s problem of utility optimisa-
tion is a cacophony of dubious and overtly simplified assumptions not easily squared with
real life investment-consumption processes of rational agents. Pitfalls include the the neg-
ligence of labour income and transactions costs, the constancy of d, u, o, and r, the fixed
lifetime of the investor and his simplified utility function. Nevertheless, we may rejoice
in the fact that the relatively complex mathematical machinery of the problem above ad-
mits analytical solutions. Indeed, there is some solace to be sought in the more recent
developments of the problem, which has addressed some of these issues and more.

7 Here’s the idea: let P, = (Pit,Paty..., Bur)T € R™ be a pricing vector, and let h, € R™ be the portfolio
holding, such that the investor’s total wealth at time ¢ is #; = h; P;. Suppose the investor last updated
his portfolio at time r — A¢ (holding h,_,,), then the value of his portfolio at ¢ is #; = h,rT_ A Pr- The
cost of the new portfolio he buys at 7 is k] P,. We allow for proceeds consumption of the magnitude
c;At in the interval At i.e. all in all the self-financing condition is h,T, P = h,T P, + ¢;At or identically
Ah] P, + ¢;At = 0. Adding and subtracting Ah] P,_,, and letting Az — 0 we get the budget equation
PTdh, +dPdh, + ¢,dt = 0. But applying Itd to #; = h] P, we get d#; = h]dP, + P'dh, +dP dh;,
which combined with our budget constraint gives us the self-financing condition d#; = h]dP, — c;dt
or identically d#; = #; Y mydPy /Py — c;dt where we have defined the weight m; = P, h; /#;. Clearly,
Y.i m; = 1 so the nomenclature weight is appropriate.
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C.2 The Hamilton-Jacobi-Bellman Method

Theory: The basic point of this approach is to translate the optimal control problem into an
equivalent non-linear partial differential equation known as the Hamilton-Jacobi-Bellman
(HJB) equation. Insofar as a solution to the latter can be found (which is far from given),
one can immediately deduce closed form expressions for the optimal controls.

To this end, we start out by defining the function for which we desire a governing
PDE, viz. the so-called optimal value function (or indirect utility function) J(s,w) :
[0,T] xR +— R, defined as

V(s,w)= sup  I(m,cs,w), where (C4

{m 7cf}t€[.§‘,T]
T
(7, c|s,w) = E[SFZW {/ 675('7‘V)u(c,)dt—|—eiS(T*S)u(WT) ,

which, of course, is nothing but our original problem with a generic starting point s € [0, T]
and wealth w (think of (C.4) as the scenario where we have to solve the Merton problem for
an investor who has already lived for s years). Furthermore, we must make the following
important assumptions:

1. There are optimal Markov control functions w; = w*(t,%#;) : [s,T] Xx R — R and
cf =c*(t, %) : [s,T] x R+ R such that the supremum is attained, i.e. s.t. V(s,w) =
I(7),c}|s,w). In particular, these controls must be admissible meaning that they satisfy
the constraints enunciated above at all times. We say that there is an optimal admissi-
ble feedback control law, £ : {z},c¢/}. This is an existence claim, but it is not a
uniqueness claim.

2. Ve €2 Le. the first order temporal derivative, and the first and second order wealth
derivatives of V all exist. This is non-obvious!

3. A number of limiting procedures in the following arguments can be justified.

Given these assumptions, a PDE to which V (s, w) is a solution can be derived by following
these standard steps in dynamic programming:

1. Fix the coordinate (s,w) € [0,T] x R and consider the following two strategies over the
interval [s,T]: Strategy I use the optimal control law .Z* : {7/, ¢/ }. Strategy II Use
the (sub)-optimal control law ¢’ : {7}, c;} where

gl Y = {f:{ﬂ',,c,}, for (t,%;) € [s,s+As] xR
L Axr e}, for (¢, %) € (s+As,T] xR,
where As is some incremental time step. Notice that it the optimal control is used over
the latter time interval (s + As, T].
2. Compute the Merton expectation (7, c;|s, w) for both strategies.
3. Evidently, strategy I has to be at least as good as strategy II vis-a-vis the Merton expec-
tation. Using this, and letting As — 0 we obtain the HIB PDE.
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From assumption (1) the first strategy is trivially I(7}, c/|s,w) = V(s,w). For the second
strategy we observe that we switch from a random control (.£’) to an optimal control (.£*)
after As amounts of time. The wealth will therefore evolve to the stochastic state %f’ Ag At
s+ As and thence to its terminal value #4% " at T. Thus, I(x/,c}|s,w) can be written as

s+As
EEW [/ ey (e, )dr +
' s

s+As
= ]EEW[/ e_a(t_s)u(c,)dt+e_‘ms'
N

T *
e =Ny (e dt + e T (W% )}
s+As

Ef e
s+As,//S+AS

/T es(z(s+As))u(c;ﬂ)dt+e5(T<s+As))u(7/Tx*)”

+As
s+As
=EF, {/ e 3y (c))dt + eV (s + As, V/S‘fm)} ,
' s
where the second line uses the law of iterated expectations, and the final line the definition

of the optimal value function. Hence, using the first insight from step (3) we have that
strategies I and II compare as

s+As
V(s,wy) > Ej, { / e =Ny (e, )dt + e MV (s + As, me)} . (C.5)

Now using assumption (2) we can use [td’s formula to write
s+As
Vst as ) Vi + [ {avie s
s

FOVCANNE A RRV A2,
which combined with our wealth dynamics (C.3) becomes
s+As
V(s+As, #.Zy,) =V(s,w) +/ {85V(t, VL)L ALV, W,f)}dr
S

ids (C.6)
+ / VLN (1, 4L )l gdW,
i

where we have defined the differential operator
AL =HZ r+n] ooy — 0y + A (HZ)Vr] oo T,

Substituting (C.6) into inequality (C.5) and assuming square integrability in order for the
stochastic integral to vanish, we obtain after a bit or rearranging

s+As
(%% —1)V(s,w) > EF,, [ / {24700 u(e,) + 9V (1, 4,7 +Afv(t,”///,$)}dt} :
(C.7)
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Suppose now we divide through on both sides by As and take the limit as As — 0. If
our expression exhibits sufficient regularity we can justify interchanging the limit and the
expectation operator. Thus,

SV (s,w) > u(cy) + oV (s,w) + ALV (s,w), (C.8)

where we have used the fact that (¢345 —1)/As — & as As — 0.Notice that our functions

V,:,¢; (and consequently also A<) here are evaluated at the initial coordinate (s,w).
However, whilst (s,w) hitherto has been treated as fixed, it was arbitrarily chosen and
thence equation (C.8) must hold true for all (s, ws) € [0,T] x R, with equality holding for
the optimal control .Z* only. Hence, we arrive at the theorem:

Theorem C.1. The Hamilton-Jacobi-Bellman Equation for Merton’s Problem.
Consider a wealth process (C.3). Let V(s,w) be defined as in (C.4), and assume it
satisfies assumptions (1)-(3) declared above, then 'V (s, w) satisfies the HIB equation

OV (s,w)=9dV(s,w)+ sup  {u(cs) +AV(s,w)}, (C.9)

cs€R 4w eR?

V(s,w) € (0,T) x R, where

A=w[r+n]oAd,—cd,+ %wzﬂ'tTaaTﬂ'av%W,

and we have the obvious boundary condition V(T,w) = u(w),Vw € R (if we start
the Merton problem when the investor dies there’s nothing but the bequest). For
each (s,w) € [0,T] x R the supremum is attained by ¢, .

Remark C.2. Importantly, the HIB equation (C.9), whilst highly non-linear, only involves
the supremum over all admissible consumptions and holdings of risky assets at time s, and
not the supremum over the entire process as we saw it in (C.4).

Do notice that the theorem above only has the form of a necessary condition: i.e. if V is
an optimal value function and £ an optimal control, then V satisfies the HIB equation
with .£* giving rise to the supremum. Proving that the HIB equation is also sufficient for
optimality can for more general problems prove considerably more arduous. Nevertheless,
for our present purposes, this so-called verification steps runs as follows:

Theorem C.2. The Verification Theorem for Merton’s Problem. Suppose we have
the functions Q(s,w), w*(s,w) and c*(s,w) such that

o ¢ is sufficiently integrable (see above) and solves the HIB equation

6¢(s,w) = dsp(s,w)+  sup {u(es) +Aq(s,w)},

cs€Ry weR?
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V(s,w) € (0,T) x R, with the terminal condition ¢(T,w) = u(w),Yw € R.

o 7w (s,w):[0,T] xR — R" and ¢*(s,w) : [0,T] xR — R - that is, ™ and c* are
admissible control laws (they satisfy the pre-specified function constraints).

o For each fixed (s,w) the supremum in the expression

sup {M(CS)+A(P(S7W)}7

cs€R4,weR
is attained by the choice 7y = w*(s,w), cs = c*(s,w).
Then it holds that

1. The optimal value function (C.4) to Merton’s control problem is given by

V(s,w) = @(s,w).
2. There exist an optimal control law, viz. {m*(s,w),c*(s,w)}.

Proof. Let functions ¢, 7w* and c* be given as above. Select the arbitrary admissible control
law £ : {m;, ¢, } and fix a coordinate (s, w). If we define the dynamics of the wealth process
#,% as in (C.3) with boundary #;Z = w, then an straight-forward application of It5’s
formula to e =3 @ (1, #,%) gives

e 3T (T, #5%) = (s, w +/ { [0, — Slo(t, 7% ) + Ao, Wf)}dt
+/ S0, 0(t, W% )T o dWP.

Using our assumptions that ¢ satisfies the HIB equation and has the terminal value

O(T W57 ) = u(W57) we get
T T

0(s,w) > / ey (e )t + e ST u(w7%) - / 3=y, 3, 0(t, 4% ynT cdWE.
N N

Applying the (¢,w) conditional expectation to this equation, and using the integrability

assumption:

T
o(s,wy) > Ef, U e5<"‘>u(ct)dz+e5<TSM(WT%]EI(WCAS,WS). (C.10)

JSs

This inequality is true for arbitrary control laws - also in the event that we selected the
supremal control law. Hence, from the definition of ¥, (C.4):

(s, w) > V(s,w). (C.11)
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Had we opted for using the functions 7*, ¢* it is clear that we would have obtained a strict
equality in equation (C.10) viz. @(s,w) =I(], ¢/ |s,w). If we substitute this into the trivial
inequality V (s,w) > I(7),cf|s,w) we get:

V(s,w5) > @(s,w). (C.12)

Evidently, (C.11) and (C.12) jointly imply ¢ =V and that {7, ¢/} is an optimal control.
O

Extracting the Solution: Having formally established the equivalence between solving
the control problem (C.4) and the HIB equation (C.9), we are now left with the task of
finding an explicit solution to the latter. Differentiating the HIB equation partially with
respect to ¢ and 7r; and equating to zero, we find that the optimal feedback controls are of
the form

¢t =)V (s,w)), and = —M(UT)U\, (C.13)

ww

where (/)= (-) = (-)~!/7 is the inverse marginal utility function (for CRRA). Substituting
these functions back into (C.9) reveals that the governing dynamics is, in fact, a highly
non-linear PDE, viz.

(9 V (s,w))?
IV (s,w)

(C.14)
subject to the terminal condition V(7,w) = w!'~7/(1 — y). Generally, non-linearity can
have a rather devastating effect on our ability to extract a solution (analytically or numer-
ically), yet this expressions admits a surprisingly simple solution based on the ansatz that
V is separable in time and wealth. Specifically, from the dynamics of the wealth (C.3) it
can be argued that if {7, ¢/} is the optimal control plan for an investor with initial wealth
wo, then {7/, kc;} should be the optimal control plan for an investor with initial wealth
kwy. Le. consumption is suitably scaled to allow for the extra cash, whilst the proportion
invested in each asset remains unchanged. Using this fact it can easily be shown that the
optimal value function is homogenous of degree 1 — y: i.e. V(s,kw) = k! =7V (s,w) [13].
Indeed, by setting k = w™! we obtain the separability ansatz

8V (s,w) = AV (s,w) + lfyy(awws,w))l—% +rwd, V (s, w) — LIIAIP

w7y
V(s,w) = h(s)yﬁ/, (C.15)
where h : [0,T] — R. Combining this with equation (C.14) we find after a bit of manipu-
lation that

o 1 o
[(1_,, e 2y|>\||2) h(s) — fyy(l L 3h(s)) | h(s)T WY =0,
subject to g(T') = 1. Indeed, since this equation holds for all 7 we conclude that the expres-

sion in the square bracket is nil, which readily enables us to deduce that
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h(s) = (14 ¢ —1]e¢T), where cE‘S_’(l_”_;I;YP\F.

Y
(C.16)
Inserting the separability ansatz (C.15) into the optimal control expressions (C.13) we thus
conclude

—1
W . (@T)A
c, = —— and = C.17
s h(s) I Ky ’}/ bl ( )
which is to say that the rate of consumption is directly proportional to the instantaneous
level of wealth (but exponentially decaying in time), while the investment strategy is con-
stant and equal to a mean-variance optimisation a la Markowitz.8

C.3 The Martingale Method

As we shall shortly argue, there are considerable problems of a rather technical nature
associated with the HIB approach. Nonetheless, the relative ease with which we can write
down the HIB equation and in some scenarios solve it, makes it the methodology of choice
in much of the financial literature. The fact that closed form expressions for the controls
can be found is somehow used to justify glossing over important technical details along
the way. Here we provide an alternative route based on martingale considerations, which
(i) saves us from the pitfalls of the HIB approach, (ii) provides a framework for handling
problems of a more general nature.

The point is here that rather than solving (C.4) dynamically as above, we solve it
statically subject to the constraint that the portfolio must be be self-financing (in other
words, we treat the control problem as a Lagrange multiplier problem). Specifically, from
elementary martingale theory it follows that Q discounted “cashflows” should be equal to
the present wealth level:

T
wp = EQ [ /0 e_"ctdtqte_rTWT} , (C.18)

(we refer to this as the budget equation).” Thus, we are faced with the following Lagrange
multiplier problem

T T
e =FEF {/ ef‘stu(ct)dt +675TM(WT) -n {/ e ""Ecodt + erTgTWTH ,
0 0

where 7 is the multiplier, and & = dQ/dP(z) is the Radon-Nikodym derivative defined
as d§, = —EXTdWT with A = o~ ! — re). Differentiating partially with respect to ¢y
and #7 and equating to zero, we find the following expressions for the optimal rate of
consumption and the optimal terminal wealth

8 Specifically, 7* = argmax{mwTp+ (1 — 7wTe)r — %ﬂTGUTTF} where wTp + (1 — wTe)r is the expected

T
value of the portfolio, and wTo o T is its covariance matrix.
9 For a formal proof of this result see [13].
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¢t =) (nel®1¢Ey), and Wi = ()" (ne® T Ep), (C.19)

where we reiterate that («/)~'(-) = (-)~!/7 is the inverse marginal utility function. To rid
our expressions of the multiplier n we first substitute (C.19) into the budget constraint
(C.18) to find

wo
Jo e+ EPE M dr + e~ rraT P (g

n71/7 —

where we have used Fubini’s theorem alongside the shorthand notation g = (8 —r) /7.
Substituting this expression back into (C.19) we thus have

equggl/YWO equér;l/YW
* d Wr=_—2L - C.20
Cs h(O) ’ an T h(O) ’ ( )
where we for for convenience have introduced the function 4 : [0,7] — R
1-1/y 1-1/y
h(s) :/T ~(rta) =) gP (?) dt + e~ U+OT )P (‘?) . (€21
N S N

It is no coincidence that we have recycled the notation 4(+) for the function above - in fact,
we shall now show that (C.16) and (C.21) are two sides of the same coin. To this end,
let us first evaluate the expectations. While this is a straightforward exercise under the P-
measure (see [13]), a measure transformation argument is more interesting. Let Qg be the
measure defined through 0 = dQ°/dP(t) where d&? = — (1 —1/y)EPATAW then

E? [(g) “/V] _ P [ -a-ympatawz S |A2du}

_ P [ - 1m EATaWE - S (12192 1A P 2zfs|*|2d“]

_ P 'we;yzwu—n]
-EF | &

S

(C.22)

_ R {MYM% s)] o3 IAIPE=)
where the last line makes use of the abstract Bayes’ formula (A.2). Inserting this into
(C.21) and noting that r +¢q — ||)\| |> = ¢ we find after a few manipulations that A(s) is
indeed equal to equation (C. 16)

To establish equivalence between the optimal consumption rate given in (C.20)
and the expression given in (C.17) we need now only derive an expression for the op-
timal wealth level #,* for arbitrary s € [0,7]. Upon substituting this expression into

k= e’qsifl/ "wo/h(0) the result follows immediately. Our starting point is the budget
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equation evaluated at time s, which we shall subject to the measure transformation Q — P
using the abstract Bayes’ formula:

T
W =EQ {/y ek dr + er(T“‘)WT*}

1 T
~lgr [ / er<fs>g,c;dt+er<Ts>gTWT*}

&
_ 1 p g —r(t—s) e_qtét_l/yw() —r(T—-s) eiqTégl/ywo
= €SIEES /S e & n(0) dt+e Er 7(0)

se—1/Y 1-1/y 1-1/y
woe 4 gs EED /Te (r+q)(t—s (§l> dt +e~ (r+q)( (é)
h(0) s g &s
—1/y

~ woe ¥E T h(s)
= —h(O) . (C.23)

Substituting this into ¢§ we obtain the desired expression
s

Finally, we are left with the question of the optimal investment ratio 7;. Applying Itd to
(C.23) and using the fact that d&; = —EATdWE we get

(C.24)

AW = diift+ # AW

At the same time we remind the reader of the (optimal) self-financing condition

AW = W[+ (7)o Nds — ctds+ W, (") TedWE.

Comparing the diffusion terms we immediately see that

1
= )~ A (C.25)

N bl

Y

as desired.

C.4 Discussion

The Hamilton-Jacobi-Bellman equation and the martingale method thus offer complemen-
tary approaches to extracting optimal controls to stochastic control problems. For the Mer-
ton problem treated here, there is no significant difference in the computational intensity
between the two approaches; nor any difference between the level of rigour, yet consider-
able differences can arise for more general problems. Here, we briefly summarise impor-
tant points to keep in mind when tackling more general problems:
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e Writing down the HJB (and in some cases: solving it) is the easy part. Formally verify-
ing that the HIB equation is also sufficient for optimality usually requires a higher level
of mathematical sophistication. E.g. it is worth noting that the standard body of theory
for which verification is considered trivial excludes important financial models such as
the CIR process qua the requirement that the Lipschitz condition holds.

e Assuming that the optimal value function V is smooth (%!?) is generally not innocu-
ous. In fact, it is simply not true even for relatively simple examples (see e.g. Pham
section 3.7 [18]). To mitigate this deplorable situation Crandall and Lions introduced
the concept of viscosity solutions in the 1980s thus providing us with a way to formu-
late HIB equations rigorously whilst only assuming local boundedness of the optimal
value functions.

e While the martingale approach circumnavigates these issues, it is correspondingly more
difficult to get explicit expressions for when the market is incomplete. For an introduc-
tion to so-called convex duality methods in incomplete markets the reader is referred
to Schachermayer [21].

e An important assumption when using the HIB formalism is the Markovian structure on
the dynamical equations (e.g. p and o have to be of the form pu(¢,.S;) and o (¢,.S;) (¥)).
No such assumption prevails for the martingale approach, which makes it more general
(e and o are allowed to be arbitrary adapted path dependent processes).

e Nonetheless, a Markovian structure is advantageous to work with even for the martin-
gale approach. E.g. it can enable us to write down nice linear PDEs for the optimal
controls (or the components thereof at least) while the HIB formalism is intrinsically
non-linear. From a computational perspective (be it analytically or numerically) the for-
mer is obviously to be preferred. To appreciate this point to a greater extent suppose we
consider the local volatility model (*) above sans consumption then (C.22) reads

EQ |33 & IAwSIIPa] _ oo gy (C.26)

Recalling that 0 = dQg/dP(s) where d&0 = —(1 — 1/7)EOATAWT it follows form

Girsanov’s theorem (A.9) that

dWE = —(1-1/y)Xds+dW,
whence
dS; = diag(Sy)[{y 'p(t,8,) + (1 —y DreYds+ o (1, S ) dW].
Thus, from Feynman-Kac (B.1) we deduce that (C.26) is a solution of
0 =0dsg(s, ) + [diag(@){y ' u(t,x) + (1 =y )re}]Vag(s,x)+

3 ulding(2)o (1.2)0 (1. 2) disg(@)Vaae(s.0)] + 33 | A(wa) Pe(s.2)
(C.27)

with terminal condition g(T,x) = 1.
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