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Abstract

This work contributes the numerical analysis of the Hamilton-Jacobi-Bellman quasi-
variational inequality (HJBQVI) associated with the combined stochastic control and
its applications to mathematical finance. Here the term "combined" means that we use
both of the regular stochastic control and the impulse control. The regular stochastic
control affects the drift and diffusion coefficients of the stochastic differential equation
(SDE) describing the system, and the impulse control intervenes the value of the SDE
directly.

We first sketch stochastic control theory by the classical approach in Chapter 1. The
key points of this chapters are the dynamic programming equation and the verification
theorem. We also briefly mention the notion of viscosity solution which is related to the
discussions in the following chapters.

In Chapter 2, we construct an approximation scheme for the HJBQVI using the finite
difference method. The key points of our scheme are: (i) we discretize the HJBQVI with
the forward difference for the time grid; (ii) the impulse control part is kept in the same
time step. We prove the monotonicity, the stability and the consistency of the scheme
which are necessary for the convergence in the viscosity sense.

We propose an algorithm to solve the finite time horizon HJBQVI in Chapter 3. We
focus on how to solve the discretized HJBQVI while we discuss its convergence in
Chapter 2. The discretized HJBQVI is converted into an equivalent fixed point problem
and is solved by the policy iteration. We provide a detailed procedure for the algorithm
in matrix form for the sake of easy implementation. The optimal forest harvesting over
finite time horizon is described as an example applied this algorithm.

An application of the combined stochastic control to the mathematical finance is
discussed in Chapter 4. We investigate the optimal execution problem which seeks the
optimal way to liquidate or acquire a large asset position. It is a trade-off between the
fast trade facing the market impact risk and slow trade being exposed the risk that the
price change due to the course of time. Using our novel algorithm, we seek the optimal
execution strategy. Our execution strategy includes both of the limit and market orders
and behaves dynamically reflecting on the price recovery from the market impact.
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Introduction

Stochastic control theory is a type of control theory and focuses on systems under noise
in discrete and continuous time. We treat a continuous time problem and then the sys-
tem is described by a stochastic differential equation (SDE) in which controls affect drift
and diffusion coefficients of the SDE. In many cases, we measure the performance of the
control by a scalar value. Our purpose then is to seek the value function that describes
the performance that would be realized if we controlled the system optimally. A stan-
dard approach to analyzing the value function is to employ the dynamic programming
principle pioneered by Bellman [Bel56]. This in turn leads the Hamilton-Jacobi-Bellman
(HJB) equation, a non-linear partial differential equation that the value function satis-
ties. We refer to the literature: Fleming and Rishel [FR75], Krylov [Kry08], Fleming and
Soner [FS06] and Pham [Pha09] for general topics regarding stochastic control theory;
Bjork [Bjo09] and @ksendal [Dks03] for readers interested in mathematical finance.

Mathematical finance is one of the most popular applications of stochastic control.
A typical example is a portfolio optimization. The traditional mean-variance approach
originated by Markowitz [Mar52] is a myopic method because it does not consider
the rebalance after a fund has been launched. Hence, a continuous time approach
employing a stochastic control is more suitable in the sense that it allows rebalancing of
the portfolio until the fund is closed. Merton [Mer69] is a seminal work of continuous
time portfolio optimization that suggests keeping a certain portfolio weight. For long-
term investors such as pension funds, portfolio optimization in continuous time is a
significant topic. Some examples of the literature treating managements of pension
funds are as follows: Deelstra et al. [DGKO03] and Giacinto et al. [DFG10] discuss the
portfolio management for pension funds with a minimum guarantee; Menoncin and
Scaillet [MS06] and Gerrard et al. [GHV12] deal with the pension scheme including the
de-cumulation phase; Ieda et al. [IYN13] and [IYN14] investigate a liability tracking
approach for pension fund management.

An impulse control is another way to control the system. Impulse control strategies
consist of pairs of a stopping time and a random variable, that is, we are able to apply the
control at the time which satisfies a certain condition. In contrast, we are able to execute
a control continuously in the regular stochastic control. Another difference between
impulse and stochastic controls is that an impulse control intervenes in the value of
the process describing the system directly (recall that a stochastic control affects the
coefficients of SDE). The main story of an impulse control theory is the same as that of
a stochastic control theory: employing the dynamic programming principle, the value
function is characterized by the Hamilton-Jacobi-Bellman quasi-variational inequality
(HJBQVI). Bensoussan and Lions [BL84] and Uksendal and Sulem [JS07] deal with the
general theory of impulse control.
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We present some of the literature which deal with the applications for the mathemat-
ical finance: Pliska and Suzuki [PS04], Palczewski and Zabczyk [PZ05] and Kharroubi
and Pham [KP10] treat the portfolio optimization with transaction costs; Mundaca and
Jksendal [M@98] and Cadenillas and Zapatero [CZ00] study the control of the ex-
change rate by the central bank; Frey and Seydel [FS10] investigate the optimal loan
securitization policy of a commercial bank and Korn [Kor99] provides an overview
relating to the applications of impulse control.

Because both the HJB equation and HJBQVI are fully non-linear partial differential
equations, analytical solutions are rarely available. Hence, numerical methods to solve
them are necessary for applications in the real world. We enumerate popular numerical
methods for the HJB equation: the finite difference method (see, e.g., Kushner and
Dupuis [KD00] and Bonnans and Zidani [BZ03]); the Semi-Lagrangian method, a similar
method to the finite element methods (e.g., Camilli and Falcone [CF95] and Debrabant
and Jakobsen [DJ13]) probabilistic methods (see e.g., Pages et al. [PPP04] and Fahim et
al. [FTW11]); and meshfree methods (see e.g., Kansa [Kan90] and Nakano [Nak14])

Numerical methods for the HJBQVI are not as rich as the case of HJB equation.
Bensoussan and Lions [BL84] approximate the impulse control problem using iterations
of the optimal stopping problem, and hence the HJ[BQVI is translated to HJB variational
inequalities (HJBVIs). Kharroubi et al. [Kha+10] and Elie and Kharroubi [EK10] take
the approach using a penalty method involving the backward SDEs.

The finite difference approximation is also valid in the HJBQVI. Chancelier et al.
[CMS06] solve the infinite time horizon HJBQVI by converting the discretized HJBQVI
into an equivalent fixed point problem, although they do not prove the convergence
of the discretized HJBQVI. For the finite horizon case, Chen and Forsyth [CF08] solves
the finite time horizon HJBQVI associated with the pricing problem of the guaran-
teed minimum withdrawal benefit. However, there was no general method until leda
[led15b].

Conributions of the present work

The first contribution of this work is the proposal of a novel numerical method solving
the HJBQVI associated with the combined stochastic control over the finite time hori-
zon. We discretize the HJBQVI by the finite difference method. The key points of the
discretization are that (i) we discretize the HJBQVI with the forward difference for the
time grid; (ii) the impulse control part is kept in the same time step. Hence, the present
method is an implicit method. We prove the convergence of the numerical scheme by
the method of Barles and Souganids [BS91]. If we show the monotonicity, stability, and
consistency, the convergence is assured. The discretized HJBQVI is hard to solve in
the original form. Therefore we convert the discretized HJBQVI to the equivalent fixed
point problem. We solve the fixed point problem by the policy iteration.

The second contribution is the application of our novel algorithm to mathematical
finance. We investigate the optimal execution problem under stochastic price recovery.
The optimal execution problem, which seeks the optimal way to liquidate or acquire
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large asset positions, is a matter of concern in mathematical finance. It is a trade-off
between fast trading facing market impact risk and slow trading being exposed to the
risk that the price of the target asset will change over the course of time. We propose a
new model that describes price recovery after the market impact based on the dynamics
of the limit order book. We also enable the limit order strategy in addition to the market
order strategy. Our execution problem is then formulated by the combined stochastic
control problem. The analytical solution is not available for our problem, and thus
we obtain the numerical solution using our novel algorithm. The main results of this
study are: (i) we capture the dynamical behavior of the execution strategy reflecting
on price recovery from the market impact; (ii) the limit order improves the execution
performance.

Organization of the present dissertation

In Chapter 1, we sketch stochastic control theory by the classical approach. Section
1.1 reviews theory of regular stochastic control, and we mainly focus on the finite time
horizon case. The key points are common results: the dynamic programming equation
and the verification theorem. We mention the case of impulse control in Section 1.2. It
follows in the same manner as Section 1.1; however, to the best of our knowledge, there
are no well-known studies in which the HJBQVI is explicitly derived from the dynamic
programming principle for the finite time horizon. Combined regular stochastic and
impulse control is discussed in Section 1.3, and we briefly mention the notion of viscosity
solution which is related to the discussion of the next chapter in Section 1.4.

The purposes of Chapter 2 are the construction of the finite difference method (FDM)
for the H]B equations and its convergence proof. In Section 2.1 we mention the definition
of the finite difference approximation and check accuracies of the approximation for
several finite difference operators. Section 2.2 explains the Bales-Souganidis framework
[BS91] which is a powerful tool to prove the convergence of approximation schemes
for partial differential equations (PDEs). The monotonicity, stability, and consistency of
numerical schemes play a central role in this framework. An illustrative example using
the Bales-Souganidis framework is served in Section 2.3. We prove the monotonicity,
stability, and consistency of the approximation scheme of the one dimensional Hamilton-
Jacobi-Bellman equation. In Section 2.4 we investigate the convergence of the multi-
dimensional Hamilton-Jacobi-Bellman quasi-variational inequality. The convergence of
these approximation schemes tends to be treated as a well-known result. However, to
the best of our knowledge, there are no well-known study that give the convergence
proof of the implicit method for the one dimensional HJB equation. Furthermore, the
convergence proof of the multi-dimensional HJBQVI is a completely novel result.

In Chapter 3, we focus on how to solve the discretized HJBQVI, while Chapter 2
gives its convergence proof. The majority of the contents of this chapter correspond
to Ieda[led15b]. The heart of this chapter is Section 3.3. The discretized HJBQVI
displayed in matrix form is translated into an equivalent fixed point problem. We solve
the fixed point problem by the policy iteration proposed by Chancelier et al. [CMS06]
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We also describe the procedure in detail from the viewpoint of the computational
implementation. In Section 3.4, we apply the proposed method to the optimal forest
harvesting problem. This is the problem that determines the optimal harvesting strategy
for the ongoing forestry business. We employ the mathematical formulation of the
problem proposed by Willassen [Wil98] based on the infinite time horizon impulse
control framework for which analytical solutions of the value function and optimal
strategy are provided. We introduce the terminal time, representing the time of exiting
from the forest business and then the above problem becomes a finite time horizon
problem. In this case, the analytical solution is unavailable, and thus we solve it
numerically by the proposed algorithm.

The application of our novel algorithm to mathematical finance is discussed in Chap-
ter 4. The majority of the contents of this chapter correspond to leda[led15a]. Section
4.2 introduces the mathematical formulation of our execution problem. The stochastic
price recovery proposed in this section is a novel model. We use the combined stochastic
control framework, and market and limit order strategies are formulated by the impulse
and regular stochastic controls, respectively. The goal of this section is to derive the
corresponding HJBQVI. In Section 4.3, we present a numerical method for solving the
HJBQVI, following a similar procedure discussed in the previous chapter. The HJBQVI
is discretized by a finite difference scheme and is converted to an equivalent fixed point
problem. In Section 4.4, we present numerical results under several conditions, specif-
ically the types of recovery intensity functions and either including or excluding the
limit order.



1 Stochastic Control Problem

In this chapter, we sketch stochastic control theory from the classical approach. We
tirst introduce a regular stochastic control, next mention an impulse control and finally
describe combination of both controls. The key points of each topics are common results:
the dynamic programming equation and the verification theorem. The description of
the regular stochastic control is based on the literature von Handel [vHa07], Touzi
[Toul2] and Pham [Pha09] . The impulse control strategy, especially finite time horizon
case, is described in the original way inspired by the literature for von Handel [vHa07]
and Jkesendal and Sulem [JS07] that deal with the elliptic case. To the best of our
knowledge, there is no literature which derive explicitly the Hamilton-Jaboci-Bellman
quasi variational inequality from the dynamic programming principle for the parabolic
case. The last section briefly mentions the notion of the viscosity solution which is
related to the discussion of the next chapter.

1.1 Regular Stochastic Control

Controlled diffusion process

Let (QQ, 7, {Ft}t=0,P) be a filtered probability space satisfying the usual conditions
and W; be an m-dimensional #;-Wiener process. We consider a stochastic differential
equation (SDE) with a control input as follow:

dX; = ‘Ll(t, Xt,ut)dt + O(t, Xt,ut)th, (11)

where u; € U is a control input at time ¢, U is the set of values of control inputs,
p:TXR"XU — R", 0 : TXR"xU — R and T is the time interval. The time interval
T is either finite or infinite but we mainly investigate the finite case in the following
chapters. We often denote by Xf’x the solution of the SDE (1.1) with initial condition
Xs = x to emphasize the initial condition.

We make the following assumptions:

Assumption 1.1.1
A control set U and a control strateqy u = {uy}et satisfy

¢ U is a closed subset of R, q € N;
* u(w) €U forevery (w,t) € QX T;

* uy is an Fi-adapted process.
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We denote by Uy a collection of control strategies which satisfy the above conditions.
The coefficients u and o growth linearly in R" and U, and are Lipschitz continuous on T and
R"™: foralls,t € T,x,y e R"and a € U,
u(t, x, @) < C(1+ |x] +|al),
|o(t,x, )] < C(1 + [x] + |al),
lult, x, @) = (s, y, @)l < C(ls = t[ + |y — x]),
lo(t,x,a) = o(s, y, a)] < C(ls = t] + |y — x]).

where C is a positive constant.

Under the assumption 1.1.1, the SDE (1.1) has the unique strong solution.

Theorem 1.1.2
Suppose that the assumption 1.1.1 is satisfied and T = [0, T], T € (0, 00). Then there exists a
strong solution X; of the SDE (1.1).

Theorem 1.1.3
The solution in the theorem 1.1.2 is unique P-a.s.
These theorems are well known and we refer e.g. Jksendal [Jks03] for the proof.

Remark 1.1.4

The Lipschitz continuity of u and o on T does not need for the existence of the strong solution
of the SDE (1.1). However in Chapter 2, we need this assumption to prove the convergence of
numerical scheme.

Performance Criteria

To evaluate a given control u € Uy, we introduce a performance criterion [* : TXR" — R.
According to time horizons and domains, we consider several types of them defined as
follows.

Finite time horizon and infinite domain

We first introduce a performance criterion over a finite time horizon and an infinite
domain

T
]”(f,x)=E[/t f(s, Xs,us)ds + gr(Xr)

X; :x] , ueU,x),

where T € (0, o) is a terminal time, f : [0, T] X R” X U — R is a measurable function
standing for running profit, gr : R” — R is a measurable function standing for a
terminal profit and U(t, x) is a collection of control strategies u € Uy such that

< 00,

T
E [/t |f(s, Xs, us)|ds
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We see J"(t, x) is the expected profit using the control strategy u from ¢ to T.
We remark that J*(t, x) is well-defined for all u € U if both of f and g satisfy the
quadratic growth condition, i.e., for all (¢, x, a) € [0, T] xR" x U,
|f(t,x,0)| +1gr(x)] < C(t + |x[* + [al?),

where C is a positive constant.

Finite time horizon and finite domain

We next define a performance criterion over a finite time horizon and a finite domain.
Let S be a finite open subset of R"” and JS be a boundary of S. Then for u € U(t, x),

TAts
]u(t/ x) = E [/ f(S/XS/uS)dS + gQS(TS/ XTS)I{T3<T} + gT(XT)l{T<Ts}‘Xt = x] ’
£

(1.2)
where 1 is the first exit time that X; exits from S and gss : (0,T) X dS — Ris a
bounded measurable function standing for a boundary profit. The difference from the
infinite domain case is that when X; exits from the domain S before the terminal time
T we stop the control and obtain the boundary profit.

Infinite time horizon

Performance criteria over an infinite time horizon differ from ones over a finite time
horizon because we have to ensure that the time integrals over [0, o] in the criteria take
finite values. Here we introduce two type of criteria:

e discounted criteria
Ji(x)=E [/ e_Atf(Xf,Ut)dt‘ Xo = x] ,
0

where A € R* is a discount factor;

* time-average criteria

1 (o]

J*(x) =limsupE —/ f(X¢, up)dt| Xo = x| .
T—o0 T 0

As same in the finite time horizon case, we are able to define performance criteria in a

finite domain.

Admissibile Strategy and Markov Strategy

The control strategy u is said to be admissible if the corresponding performance criterion
J* or J is well-defined. We also mention a special class of the admissible strategy, the
Markov strategy:

Definition 1.1.5

An admissible control strategy u is called a Markov strateQy if it is the form u; = a(t, X;) for
some function a : T X R" — U.
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Dynamic Programming Principle

Here we concentrate the finite time horizon case with the finite domain (1.2) and define
the value function V as follow:

V(t,x)= sup J“(t,x), (t,x)e[0,T]xSUJIS. (1.3)
ueU(t,x)

Let us suppose that there exists the optimal control strategy 1, i.e.,
V(t,x)=J%t,x), (t,x)€[0,TIxSUIS.

Thus our goal is equivalent to determine the value function.

The dynamic programming principle is a fundamental tool in stochastic control the-
ory. Roughly speaking, the dynamic programming principle allows us to find the value
function by backward calculations from the terminal time.

Proposition 1.1.6

The value function V satisfies
V(t,x) = gr(x), xeSuUdS;
V(ts, x) = gas(x), x €9S;

t
V(r,x)= sup E [/ f(s, Xs,us)ds + V(t,x)
ueU(r,x) r

forO0<r<t<TA1s.

Xt:x], x €S,

Proof. By the definition, the equation (1.2), it is clear that

V(t,x)= sup J"(t,x)=gr(x), x € SUIS
ueU(T,x)
and
V(ts,x)= sup J"(ts,x) = gas(x), x €9S.
uel(ts,x)
Note that

JUE X5 = T (r, X))

r, Xy
)(f

s

TATs
=E [/ f(s, Xs, us)ds + §5s(7s, Xeg)lirg<T) + §T(XT)1{T< 14}
t

TATs
- E [/ f(sl XS/ Lls)ds + gaS(TS/ XTs)l{T3<T} + gT(XT)l{T<’[3}
r
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for 0 <r <t <T A 1s. Taking the conditional expectation, we obtain

B[ 10 x| X, | - 0, %,)
TAts TAts

= s g, Usg d r| — s g, Usg d r

E[E[/t f(s, X5, us)ds X] E[/r f(s, X u)sX]

TATs
+E [E [gas(’[s, XTS)]'{TS<T}| X:'X’] )Xr] -E [/ gaS(TS/ XT5)1{13<T}+
r

7, Xy
)(t

Xy

+E[E [gT(XT)l{T<TS}|XZ’X’] Xr] —E [ §r(X1)Lir<rgy| X+ ] -

. , £ :
The Markovian structure XSr’X’ =X,"" ,r<t<s, gives

E| e, x50

X | =B, X0 %1,
TATs
Xr] =E [/ f(s, Xs, us)ds
t

E|E gas(TS,XTS)1{13<T}|XI’X’] Xr] =E [ gas(ts, Xes)1(eg<Ty| X ]

BB | gr(Xmimeag| X ||| =B [gr(n)1reeg)| X/ -

TATs
E|E / f(s, Xs, us)ds| XJ%r
L L Jt

9

Thus we have

t
E[I”(t,Xt)er]—]”(r,Xr)=—E[/ f(s, X5, us)ds

Choose u’ to be a strategy that coincides with u on [0, ) and with & on [¢, T A ts]. Then

.
:

where we use the fact that [¥(x) only depends on u on [s, T A ts]. Thus we obtain

x|

.

and hence

t
]”(r,X,):E[/ f(s, Xs,us)ds + J*(t, X¢)

t
V(r,X,) > ]“’(r,X,):E[/ f(s,Xs,u's)ds + ] (X;)

=E [/t f(s, Xs,u's)ds + V(t, Xy)

V(r,X;,)= sup E
uel(r,Xy)

/t f(s, Xs,us)ds + V(t, Xy)
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Hamilton-Jacobi-Bellman equation

The Hamilton-Jabob-Bellman (H]B) equation is the infinitesimal version of the dynamic
programming principle. We derive it formally under strong smoothness assumptions.

Before the derivation, we mention the notations. Denote by .Z* the infinitesimal
generator of the process X;:

LED(t, x) = u(t,x, 0)dxP(t, x) + %Tr [o07(t, x, a)d2(t, x)] ,

for ¢ € C12([0, T] X R") and a € U. We define the Hamiltonian Z : [0, T] x R" x R" x
R™" — R as follow:

H(t,x,p, M) = sup {yT(t, X, Q)p + %Tr [oaT(t, X, a)M] + f(t,x, a)} )
aelU
Note that

JO(t, x,0,V(t,x), 8§V(t,x)) = sug {.,S,”t“V(t,x) + f(t, x, a)} .
ae
Suppose that V(t, x) is C! in t and C? in x; then by the Ito’s lemma we have
V(t, X)) =V(r, X,)+/t {9:V (s, Xs) + LV (s, Xs)} ds +/t 0:V (s, Xs)o(s, Xs, us)dWs
We additionally suppctse that r

t
/ 0V (s, Xs)"a(s, Xs, us)dW; is a martingale for all . (1.4)
0

‘

Using the dynamic programming principle, Proposition 1.1.6, we conclude that

Then taking the conditional expectation we obtain

V(r,X,)=E [/t —{0:sV (s, Xs) + LV (s, Xs)} ds + V(t, X)

t
E / {9V (s, Xs) + LV (s, Xs)} ds + f(s, Xs, us)| X, | <0,
r

for0 > r >t > T A ts and moreover the inequality becomes a equation if # = il on
[0, T A 75]. Thus, at least formally, we have

sup {9,V (r,X,)+ L V(r,X,) + f(r, Xy, ur)} = 0.
uel(r,X,)

Using the pathwise nature of this equation and replacing r to ¢,

sup {8tV(t,x) + 20Vt Xe) + f(t, x, a)} =0, xe8.
acU

and hence
OV (t,x)+H(t,x,0:V(t,x),PV(t,x)) =0, x€S. (1.5)

This is called the HJB equation.

10



1 Stochastic Control Problem

Verification theorem

Using the H]B equation (1.5), we are able to find the value function by the methods of
partial differential equations (PDEs). However a solution of the HJB equation is only a
candidate of the value function. The verification theorem shows that the candidate is
the value function under the proper assumptions. According to problem settings, there
are various version of the verification theorem. Here we restrict the class of control
strategies.

Theorem 1.1.7
Let ¢(t, x) be a function which is Ct in t and C? in x and UM be a class of admissible strategy
u such that

/ dxd(s, Xs) " o(s, Xs, us)dWs is a martingale for all .
0

We set U(t, x) = UM,
(i) Suppose that
o(t, x) = gr(x), x e SUIS;
Prs(x) = gas(x), x €9S;
-0 d(t,x) = (L, x, 0 P(t, x) + 83%(?(1‘, x))=>0, (t,x)e[0,T)xS.

Thenp > Von [0, T] xSUJIS.
(ii) Suppose further that

* ¢(t,x) = gr(x), xeSUIS;
* Prs(x) = gos(x), x €dS;
* there exists a function a(t, x) which satisfies
—i¢(t, x) = LEIV(E, x) - f(E, %, 4(t, x)) = 0
forall (t,x) € [0, T Ats)XS;
o the process il = {@(t, X)}refo,Trrs) i in UM,
Then ¢ =V on [0, T] x S U IS and il is a optimal Markov strategy.
Proof. (i) Fix u € UM. Applying the Ito’s lemma to ¢, we have
O(T A ts, XTars) — P(t, Xt)
TAts TAts
=/t (9sp(s, Xs) + L P(s, x)) ds +/t (s, Xs)a(s, Xs, us)dWs.
Taking the conditional expectation, we find
P(t, X¢)

= E [/TMS — (9s¢(s, Xs) + L (s, x)) ds| Xy
t

+E [¢(T ATS, XT/\Ts)| Xt] ’

11



1 Stochastic Control Problem

where the stochastic integral term vanishes by the property of M. By the assumptions

in (i), we obtain
x|
The above discussion does not depend on u, and thus ¢ > V.

o(t, Xt)
TATs
>E [/ f(sl XS/ us)ds + g&S(TS/ XTs)]-{T3<T} + gT(XT)l{T<Ts}
t
(ii) Almost same as in (i). Fixing u = 1, applying the Ito’s lemma to ¢ and taking the
conditional expectation, we have

= ]u(trXt)
Qb(t/Xt)
TATs
= - as 7 4xs sd(s’XS) ’ d
E[/t ( o(s, Xs) + %, O(s x)) S

Xi| +E[O(T A ts, Xracs)| Xt -

By the assumptions in (ii), we obtain
(P(tl Xt)
TAts
=E [/ f(s,Xs,a(s, Xs))ds + gas(ts, Xes)irg<t) + §T(XT) 1)
t

= ]ﬁ(t/ Xt)
= V(t, Xt)

:

Remark 1.1.8

The idea behind the restricted class UM is the assumption (1.4). The advantage of this approach

is that the derivation of H|B equation and the proof of verification theorem become quite simple.
Another approach which appears to be the most popular is imposing the quadratic growth

condition to ¢ (instead of restricting U(t, x) to UM). This assumption is checked easier than

that in theorem1.1.7. See e.g. Pham [Pha09] for the detail.

We summarize the way to obtain the optimal control strategy:
1. obtain candidates of the value function and optimal control from HJB eqation;

2. confirm that the candidates satisfy the assumptions in the verification theorem
such as theorem1.1.7.

The approach using the verification theorem is called the classical approach.

12
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1.2 Impulse control

In the regular stochastic control case, we control the drift and diffusion coefficients of the
state process. We next consider an impulse control, a control which directly intervene
the value of the state process. In this section, we discuss the impulse control problem
on the finite time horizon and finite domain. The main story is almost the same for
problems on other time horizons and domains.

Formulation

An impulse control strategy is consist of pairs of a stopping time and a random variable.
Let {7i},—01.. m+1 be a non-decreasing sequence of #;-stopping times, that is, 0 = 79 <
71 < -+ < Tpm41 and {Ci}i:m,... ‘M+1 be a sequence of F,-measurable Z-valued random
variables, where M € N and Z is a compact subset of R/, I € N. We denote by v an
impulse control strategy and it is defined by

v = (i, Ci)i=1,- M+1-
The controlled state process X; is described by

dXt = y(t, Xt)dt + G(t,Xt)th, T <t <Tis
Xe = I(Xe-, C)

whereI': SUJS x Z — § is an intervention function. Here we assume that y and o
satisfy the linear growth condition in §, and are Lipschitz continuous on [0, T] and S.
Then the controlled state process X; exists and is unique. We futher assume that I' is
continuous on S U dS.

We evaluate a control strategy v by a scalar performance criterion J7(f, x):

TATs
’(t,x) =E , Xs)d K(t7,X+,C
Feo=| [ fe e Y KX C)

ie{izt<ti<TATS}

+805(18, Xeg) (zg<Ty + §T(XT){T<rg)| Xt = x|

where f : [0, T|XS - R, K: [0, T|xS8XZ - R, g7:S - Rand gy5: (0, T)xdS — R
are measurable functions which standing for a running profit, an intervention profit,
terminal profit and a boundary profit respectively.

As same in the regular stochastic control case, we seek optimal strategy from admis-
sible strategies. An impulse control strategy v is admissible if

¢ there exists an unique strong solution for the state process;
¢ the performance criterion is well-defined;

* Tpme1 > T ass.

13
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Remark 1.2.1
If M = oo the third condition of the above is modified to lim;_,c T; = oo. In Chapter 1 and
Chapter 2, we consider the case that M < oo.

We denote by V(t, x) a collection of impulse control strategies v such that
[ TAts

Bl [ 16 X0l
| Jt

E DK, X, Gl Xe = x| < o0,

ie{i:t<t;<TATS}

E[lgr(Xn)l| X = x] < o0, E[lgas(Xes)l| Xi = x] < 0.

Xt:JC] < o0,

The value function V is defined as follow:

V(t,x)= sup J°(t, x).
veV(t,x)
Dynamic programming principle

As in the regular stochastic control case in previous section, the dynamic programming
principle plays an important role. We suppose that there exists the optimal impulse
control strategy 9, i.e.,

V(t,x) =]t x), (t,x)el0,T]xSUIS.

Proposition 1.2.2
Let 7 be a Fi-stopping time on [t, T A t1s). Then the value function V satisfies

V(t,x) = gr(x), xeSuUdS;
V(ts, x) = gas(x), x €0S;

V(t,x)= sup E / f(s, Xs)ds + Z K(ty, Xer, Gi) + Vi (x)| Xe = x|,
t

veV(t,x) ie{ilt<t;<7}

xeS, 0t <.

Proof. By the definition it is clear that

V(t,x)= sup J(t, x)=gr(x), xeSuUdS
veV(T,x)

and

V(ts,x)= sup [%(ts,x)= gas(x), x €0dS.

DG(V(Ts,x)

14
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We see that
J(7, X2 = J°(¢, X0)
TAts
=E / f(s, Xs)ds + Z K(t;, Xe-, Ci)
! ie{i:t<1;<TATs}
+805(18, Xrg)l{zg<Ty + gT(XT)]‘{T<TS}| Xt%,Xt]

TATs
-E 1XS d K ‘_IXTT/ i
[ fexaass Y K X0

ie{i:t<t;<TATS}

+805(18, XegMrg<ry + T(XT)LT<rg}| Xi ]

for 0 < t < 7. Taking the conditional expectation and using the Markovian structure of
X, we have

7
BLE X0l X - 10 X0 =B |- [ fs Xods— Y Kl Xer G| X
t ie{itt<t; <7}
and thus
7
Fx)=2| [ xads e Y KX, 04 PE X)X
t ie{itt<t;<%}

Choose v’ to be a strategy that coincides with v on [0, T) and with 4 on [%, T A ts]. Then

VIt Xe) = TVt Xy)

=E / e Xods Y KeT X, 0+ 7 Xo| X
t

ie{iit<t;<7}

—5| [ fexods YK, X0, 0+ VX0 X1
t

ie{iit<t;<7}

where we use that J?(s, x) only depends on v on [0, T A ts]. Thus we obtain

V(t,Xi)= sup E / f(s, Xs)ds + Z K(t;, Xe-, Ci) + V(T, Xz7)| Xt | -

veV(t,X;) t ie{iit<t;<%}
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Hamilton-Jacobi-Bellman quasi-variational inequality

The infinitesimal version of the dynamic programming principle for the impulse control

is called the Hamilton-Jacobi-Bellman quasi-variational inequality (HJBQVI). As in the

regular control case, we derive it formally under strong smoothness assumptions.
Before the derivation, we introduce intervention operators .#*, z € Z and .4

MGt %) = Bt T(x, 2)) + K(t, x, 2);
AMP(t, x) = sup A*P(t, x)
zeZ
where ¢ : [0, T] xS — R. )
Suppose that V(t,x) is C! in t and C? in x. Let us fix the strategy v and take (%, () =
(ti,C;) where i = min{i|t; > t, (7;,(;)i=z1,2,.. = v}. By the dynamic programming
principle, Proposition 1.2.2, we have

V(t,x)>E [/T f(s, Xs)ds + K(7~, Xz-,C) + V(%, Xz)
t

Xt:X]

The continuity of the value function gives
V(%/ X’f) = V(’f, F(X’T.'_l C))
= V(%_l F(Xf’/ 5))
= V(T Xe) = K(T, Xe, O)

Hence we have

V(t,x) > E / f(s, Xs)ds + A4V (¥, Xz)
t

Xt =X ] . (16)
This is true for arbitrary v and thus we obtain

V(t,x) =supE [/ f(s, Xs)ds + %ZV(T_,X%—)

Xt:X:|.

On the other hand, applying the Ito’s lemma to the value function and taking the
conditional expectation, we find
q

V(t,X¢) =E [/f_ {9:sV (s, Xs)+ LV (s, Xs)}ds + V(T7, Xz-)
t

.

As in the regular control case, if we additionally suppose that

—
+E / 0:V(s, Xs)o(s, Xs, us)dWs
t

Ti+1
/ 0:xV (s, Xs)"a(s, Xs, us)dWs is a martingale for all i.
T

i

16
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then the second term of the above equation vanishes. Hence we have

V(t,X;)=E [/T —{dsV (s, Xs) + L V(s, Xs)} ds + V(T7, X+)
t

Xt] (1.7)
Combining the inequality(1.6) and the equation(1.7), we find

0 <E /i_ —{0:sV (s, Xs) + LV (s, Xs) + (s, Xs)} ds
t

+V(F, X ) = MV (7, Xs-)

Xt]
Thus, at least formally, we have

SV X)) — BV X)) - f(E,X) 20, t<F,
V(t, Xi-) = MV, X-) 20, t=7,
where we use the continuity of the value function again: V(t~,-) = V(t,-). If (%, () is

optimal, the inequalities turn into equations. Hence using the pathwise nature of the
above inequalities, we finally obtain the HJBQVI:

min (-9, V(t,x) = LV (t,x) - f(t,x), V(t,x)— #V(t,x)) =0. (1.8)

Verification theorem

As the same for HJB equation, the HJBQVI(1.8) only gives a candidate of the value
function. We here prove the verification theorem for impulse control with a restricted
control strategy class.

Theorem 1.2.3
Let ¢ : [0,T] X S UJS — R be a sufficiently smooth function to apply the Ito’s lemma. We
define VM as a class of admissible impulse control strategy v such that

Ti+1
/ dxP(s, Xs)Ta(s, Xs)dWs is a martingale for all i,
and set V(t, x) = VM. Assume that f and K are bounded.

(i) Suppose that

O(T,x) > gr(x), xe€SUIS;

P(1s,%) = gas(x), x€IS;
min (—d;p(t, x) — L p(t, x) — f(t,x), p(t, x) — A P(t,x)) 20, (t,x)€[0,T)xS.

Thenp > Von [0, T] xSUJIS.
(ii) Suppose further that

e ¢(T,x) =2 gr(x), xe€SUJIS,

17
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* P(1s,x) = gas(x), x €S,
o there exists a measurable function {(t, x) which satisfies
- p(t,x)— Lp(t,x)— f(t,x) =0 x €Dy
O, x)— At x) =0 xeS\Dy,
where
D; = {x e Slo(t, x) > //Zé(t"‘)qb(t,x)} .
* the strateqy 0 defined below is in VM:

6 = (’%Z‘/ C(Ti_l X’L'z_)) =12,
where
’i’l‘ = 1nf{t > %i—l|Xt ¢ Dt} .

Then ¢ =V on [0, T] X S U IS and 0 is an optimal impulse control strategy.

Proof. By the boundedness of profit functions f and K, we are able to assume without
loss of generality that f and K are both non-negative. !

(i) Fix a strategy v € VM let m be an index such that m = min{m|t,, > t}, where
t < T A1s. Applying the Ito’s lemma to ¢, taking the conditional expectation and using
the Markovian structure of X;, we see

/T;’ axﬁb(sz XS)TU(S/ XS)QD(S, Xs)dWs
t

E [(P(T%,XT;,)

X;] = o(t, Xy) :E[/Tm [9:0(s, Xo) + Zab(s, X)) ds
t

+E

;

and

E [¢(T;+1/XTI-_+1) Xt] - E [(P(Ti, X’ti)l Xt]

=E - dsd(s, Xs) + Lsp(s, Xs)t ds
[/ {o:0 9(s, X))

1

/ T Deb(s, Xo)T o5, X, )b(s, X)W,

g

+E

Xt], i>m.

Here we implicitly suppose that 74,1 < T A 75, i > m. By the definition of VM the

expectations for the stochastic integrals vanish. Summing up i from m to j — 1, we have

X¢| —E|¢(tm, Xz,,)

j-1
Z (;D(Ti—/ XT;) - ({b(Ti, X’L'i) Xt]

i=m+1

=E [/Tj {85¢(S,Xs) + o%cp(s,Xs)} ds

E [(i)(’[]-_,XT;)‘Xt] +E

x|.

ITwe always able to accomplish this by shifting the profits by constants.

18
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Thus we obtain

Xi| —o(t, Xy)

E [qb(T]T,XT/,—)‘ Xt] +E i(p(f;,XT;) — é(1i, X,

:E[/T; [3:0(s, X) + Zop(s, Xo)} ds xt],
t

and equivalently

(t, X;) =E [/ﬁ —{9e(s, Xs) + Legp(s, Xo) )} ds

i—1

—

43 o, Xa) = (e, X + o7, X)X (19)

1

Il
3

On the other hand, assumptions in the statement give

=0 p(t, x) = Zp(t, x) = f(t,x)
and
D17, Xeo) = bli, Xe) = (17, Xeo) = pla7, T(Xe, )
= K(Tl‘_/ XTI._/ CZ)

where we use the continuity of ¢ for the first line of the second equation. Hence we
have

o(t, X;) > E X

T, j_l
/t f(s.Xs)ds + ; K(t7, Xer, C) + (77, Xo7)

Let us remove the assumption that ;41 < T A ts, i > m. Then the above inequality
is rewritten by

- ANTATs
o x| [ fexads e Y KX,
t

ie{i ‘t<’(l‘<’[]._/\T/\TS }

+¢(Tj_ AT A s, XT],’/\T/\Ts) Xt] .

The admissibility of the strategy v gives

lim ’c]._/\T/\TS=T/\TS.
j—oo
We also find that

- ATATs

TAts
lim | £(5.Xs)ds = / £(s.X5)ds,
t

jo Jt
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by the monotone convergence theorem. Hence taking the limit j — oo, we obtain

TATs
s x)2B| [ fexdds Y KX, 04 9T At X X0
t

ie{i|t<ti<TATS }

TATs
ZE .Xs d K ‘_/XT._/ i
[ rexaase Y K xe0)

ie{i|t<ti<TATs }

+805(18, Xeg{zg<Ty + §T(XT){T<rg)| X¢]

= ]v(t/ Xt)

The above discussion does not depend on the specific v and hence ¢ > V on [0, T] X
SuUds.

(ii) Fix the strategy 9. The discussion is the same as in (i) until obtaining equation
(1.9). Note that assumptions of the statement for (ii) gives

_at(P(t/ X) - $¢(tl X) = f(t, .X),
B, Xe) = plE, X)) = G287, Xeo) = & (47, T(Xer, E(E7, X))
=K (%Z_’ X’?;/ é(%:le:)) ’

where we use the continuity of ¢ again. Thus we have

T7 j_l
] A
t,X = E .Xs d K A‘_/ X’f__/ A'_/ X’f_ '_IXT-_ X
P(t, Xy) /t f(s.Xs)ds + gm (Tl - 017, Xg )) + CP(T] ]) t

The following discussion is almost same as in (i). Removing the assumption 7;41 <
T A ts,1 > m, the above equation is rewritten by

o(t, X;) =E /j’wms F(5.Xs)ds + > K (%;,Xf

ie{i ‘f<T,‘<Tj_/\T/\T3 }

+Q(e; AT A Ts, Xeoarae)| Xe -

Using the admissibility of ¥, monotone convergence theorem and assumptions on the
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statement and taking the limit j — oo, we obtain

ot X,) = B ‘/tT/\rS f(s.Xs)ds + Z K (’TTZ_,X% , CA(%;,X%;))

ie{i|t<ti<TATs }

+@(T A ts, X1ars)| Xt

TATs N
=E / f(s.Xs)ds + Z K (@‘,Xf;, C(ff,X%;))
t ie{i|t<ti<TATs }
+805(T8, Xeg)l{zg<Ty + §T(XT)LT<r)| Xt ]
= ]ﬁ(tl Xt)
= V(t,Xt).

1.3 Combined stochastic control

We are able to combine regular stochastic control and impulse control. We denote by
w = (u,v) a combined control strategy where u is a regular control strategy and v
is an impulse control strategy. We use the strategy u between the intervention times
{7i}1<i<m, that is, we are not able to use both of regular and impulse control strategies
at the same time. The controlled state process X; is described by

dXt = [,l(t, Xt,ut)dt + G(t,Xt, ut)th, T <t <Tiy
XT;‘ = 1—‘()(”[l_/ Ci)/

where functions i, 0 and I' satisfy the conditions imposed in the previous sections. We
deal with the performance criterion [“(f, x) as follow:

TAtg
Pl [ feXouds s Y KX C)
t

ie{i:t<ti<TATS}

+808(T8, Xvg)l{zg<Ty + §T(XT)lT<rg)| X = x] .

The profit functions f, K, gss and gt also satisfy the conditions imposed in the previous
sections. We say the combined control w is admissible if

¢ there exists an unique strong solution for the state process;
¢ the performance criterion is well-defined;

® TM+1 > T a.s.
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We denote by “W(t, x) a collection of combined control strategies w = (u, v) such that

Xt:X < oo, uE(L[(),

[ TATs
E / (s, Xo, u.)lds
L J 1t

Bl YK, X, CI| X = x| < oo,

hiE{i:t<’[[<T/\TS}
E|lgr(Xp)l| X = x| <o, E[lgas(Xeo)l| Xi = x] < o0.

The value function V is defined as follow:

V(t,x)= sup J“, x).
weW(t,x)

The dynamic programming principle for the combined stochastic control is proved in
the same manner as the regular and impulse control cases. Suppose that there exists
the optimal combined control strategy @, i.e.,

V(t,x)=J%@¢,x), (t,x)€[0,T]xSUIS.

Proposition 1.3.1
Let 7 be a Fy-stopping time on [t, T A ts). Then the value function V satisfies

V(t,x) = gr(x), xeSuUdS;
V(ts, x) = gas(x), x €9S;

T
V(t,x)= sup E / flo, X u)ds + > K17, X, §) + Va(0)| Xi = x|,
weW(t,x) t '

iefilt<t;<7}
xeS, 0<t<1.
Proof. It is proved in the same manner as Proposition 1.1.6 and Proposition 1.2.2. m|
The corresponding HJBQVI is given by
min (=0, V(t, x) — #(t, x,9:V(t,x), 02V (t,x)), V(t,x) — #V(t,x)) =0, (1.10)

where the Hamiltonian 7 is defined by

H(t,x,p,A) =sup |u(t,x,u)"p+ %Tr(a(t, x,u)A)+ f(t,x, u)
uelU

where a4 = 00" and the intervention operator .# is given by

A P(t,x) =sup ¢(t,I'(x,z)) + K(t, x, z)
zel

for ¢ : [0,T] xS — R.
The verification theorem is also proved in the same manner as the regular and impulse
control cases.
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Theorem 1.3.2
Let ¢ : [0,T] x S UJS — R be a sufficiently smooth function to apply the Ito’s lemma. We
define WM as a class of admissible impulse control strategy v such that

Ti+1
/ dxd(s, X5, us) o(s, Xs)dWs is a martingale for all i,
T
and set W(t,x) = WM. Assume that f and K are bounded.

(i) Suppose that

O(T,x) > gr(x), xe€SUIS;
P(1s,x) > gas(x), x€dS;
min (=0:p(t, x) = Lp(t, x) — f(t,x), p(t, x) — A P(t,x)) 20, (t,x)€[0,T)xS.

Thenp > Von [0, T] xSUJIS.
(ii) Suppose further that

e ¢(T,x) > gr(x), xeSUJIS,

® (P(TS/ X) = gaS(x)r X € a\S/

* there exists a measurable functions a(t, x) C(t, x) which satisfies
— 9 p(t, x) =2Vt x) - f(t,x)=0 x €D
ot x) - Pt x) =0 xeS\Dy,

where

D, = {x e Slo(t, x) > .//Zé(t'x)qb(t,x)} .

o the process il = {@(t, X)}refo,Tars) i in UM,

o the strategy 0 defined below is in VM:

6= (%, &t Xoo))

i=1,2,

where
ti=inf{t > 7;_1|X; ¢ D;} .

Then ¢ =V on [0, T] x S U IS and 6 is an optimal impulse control strategy.

Proof. It is proved in the same manner as Theorem 1.1.7 and Theorem 1.2.3. |

23



1 Stochastic Control Problem

1.4 Viscosity Solutions

The verification theorems in previous sections strongly depend on the smoothness
assumption. However since both HJB equation and HJBQVI are fully non-linear PDE,
smooth solutions are rarely available. An alternative approach instead of the classical
verification approach is employing the notion of viscosity solutions. Viscosity solutions
are interpreted as weak solutions of PDE.

Let us consider a second order PDE

F(x,V(x),d,V(x),d2V(x))=0 forxeS (1.11)

where F : § X R X R" x R — R is a continuous map which satisfies the ellipticity
condition

F(x,r,p,A) <F(x,r,p,B), A>B. (1.12)
A viscosity solution of (2.1) is defined as follow.
Definition 1.4.1
Let V € C(S).

(i) V is a viscosity supersolution of (2.1) on S if
F(x0, V(x0), dxp(x0), d2p(x0)) = 0

for all pairs (xo, p) € S X C*(8) such that x¢ is a minimizer of V. — ¢ on S.
(ii) V is a viscosity subsolution of (2.1) on S if

F(xo, V(x0), dxP(x0), d2¢(x0)) < 0

for all pairs (xo, p) € S X C(8S) such that x¢ is a maximizer of V. — ¢ on S.
(iii) V is a viscosity solution of (2.1) on 8 if it is both a viscosity supersolution and subsolution

of (2.1).

We remark that both the HJB equation (1.5) and the HJBQVI (1.8) satisfy the condition
(1.12). Itis enough to show that the Hamiltonian satisfies the condition since the second
order derivative is only contained in the regular control part of HJBQVIL

We introduce the definition of viscosity solutions because the numerical schemes
discussed in the following chapters converge to viscosity solutions. However we dose
not address the detail of viscosity solutions themselves. We refer Crandall et. al.
[CIL92] for the general theory of viscosity solution and Pham [Pha(09], Oksendal and
Sulem [JS07] and Fleming and Soner [FS06] for the relation of stochastic controls and
viscosity solutions.

Connection between the classical and viscosity solutions

We mention why Definition1.4 is regarded as an extension of the classical solution of
the PDE(2.1). Let us recall the definition of the classical solution of the PDE(2.1).
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1 Stochastic Control Problem

Definition 1.4.2
A function V : S — R is a classical supersolution of the PDE(2.1) if V € C*(S) and

F(x,V(x),0,V(x),d*V(x)) =0, x€&.
A function V : S — R is a classical subsolution of the PDE(2.1) if V € C*(S) and
F(x,V(x),d:V(x),d*V(x)) <0, x€S.

The notion of viscosity solutions is motivated by the following result.

Proposition 1.4.3
The following claims are equivalent.

(i) V is a classical supersolution (resp. subsolution) of the PDE(2.1).

(i) Let V € C(S). For all pairs (xo, d) € S X C*(8S) such that x¢ is a minimizer (resp.
maximizer) of V. — ¢ on S, we have

F(xo, V(x0), dxp(x0), 93(x0)) = 0,
(resp. F(xo, V(x0), dxP(x0), 2p(x0)) < 0) .
Proof. Let us consider the supersolution. We first prove the statement (ii) from the
statement (i). Since x is a minimizer of V — ¢ we have
(V= §)x0) =0 and (V- §)(x0) 2 0
which are equivalent to
d:V(x0) = dxp(x0) and 2V (xg) = d>(xo).
Hence the ellipticity condition of F implies that
F(xo, V(x0), 9xV(x0), 93V (x0)) < F(x0, V(x0), dx(x0), D2 (x0)).
Since V is classical supersolution, we obtain
0 < F(xo, V(x0), 9x(x0), Ixb(x0))-

which establishes the claim.

The proof of the statement (i) from the statement (ii) is almost obvious. Taking ¢ = V
and the minimizer of V — ¢ is attained at any points in S. Hence by the assumptions of
the statement(ii) we have

0 < F(xo, V(x0), dx(x0), 92 (x0)) = F(x0, V(x0), 9xV (x0), 93V (x0)).
We are able to prove the subsolution case as in the same manner. O

The statement (ii) in Proposition1.4.3 is regarded as the another version of the defi-
nition of a classical solution. We find that if the smoothness assumption is weaken the
statement coincides with the definition of the viscosity solution. Hence we are able to
regard a viscosity solution as the extension of a classical solution.
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2 Convergence Proof of Finite Difference
Scheme for Hamilton-Jacobi-Bellman
equations

The purposes of this chapter are construction of the finite difference method (FDM)
for the Hamilton-Jacobi-Bellman equations and its convergence proof. In Section 2.1
we mention the definition of the finite difference approximation and check accuracies
of the approximation for several finite difference operators. Section 2.2 explains the
Bales-Souganidis framework which is a powerful tools to prove the convergence of
approximation schemes for partial differential equations (PDEs). The monotonicity,
stability and consistency of numerical schemes are play a central role in this framework.
An illustrative example using the Bales-Souganidis framework is served in Section 2.3.
We prove the monotonicity, stability and consistency of the approximation scheme of
the 1-dimensional Hamilton-Jacobi-Bellman equation. In Section 2.4 we investigate
the convergence of the multi dimensional Hamilton-Jacobi-Bellman quasi-variational
inequality.

2.1 Formulation

Let us consider a sufficiently smooth function f : R — R. Roughly speaking, FDM is
an approximation method of the derivatives of f by the values of f on the finite grid
points with grid size 6 > 0.

Definition 2.1.1
We define the first order finite difference operators A*, A~, A® and the second order finite difference
operator A? as follows:

RYPWLCL: (2 —f)

I e ()

aofie) < LEXD-f=0)

A2y = L6 +6)—2j;(2x) +fx-8)

The differences A* f, A~ f and A f are called the forward difference, backward difference and
central difference, respectively.
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

It is easily checked that

AT f(x) = f'(x) + O(5),
A" f(x) = f'(x) + O(5),
A f(x) = f'(x) + O(6%),
A% f(x) = f"(x) + O(62),

as 0 — 0. For instance, by the Taylor expansion, we have
ACf(x) = {( Flx)+ f(x)6 + f”( x)6% + f<3>(x + 9+5)53)

- (f(x) ~ P00 + 3£ (0067 = 2 O - 9_6>63)}

Fix) + % (fO +0.0)+ FOx +0-5)) 57
=f'(x) + O(5?),

where 0,,60_ € (0,1).
We next consider the n-dimensional case: f : R” — R, n € N.

Definition 2.1.2
We define finite difference operators as follows:

flx +0iei) — f(x)

A f(x) = 5

AT f(x) = fx) - fé(lx diei)

Asfry = L& ‘Sf‘ff)zgif (x = bier)

A f(x) = 25 6 [2£(x)+ f(x + i1 + 8je;) + f(x — brei — Sje))]

26 5; [f(x+6 ei) + f(x —oiei) + f(x +0jej) + f(x — 6]6])]

Ai_ff(x)_Z(S(S [f(x + 6iei) + f(x = bier) + fx + bjej) + f(x = bjej)]

2616 [2f(x) + f(x + 01e: — Sjej) + f(x — Siei + je))]

i/j:]v”'/n/

where 6; > 0 is a step size for x; and {e1,- - , e, } is the standard basis for R".
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

Remark 2.1.3

In the case of i = j, A7, is preferable to A7 when we solve second order PDEs. We need to the
information of the 1 step distant points from boundary because A}, contains the 2 step distant
point from x:

AL f(x) = 266 [2f(x)+f(x+26e)+f(x 266)]

- ? [ f(x + 6ier) + f(x = bies)] -
i
On the other hand, A7 is the same as the second order operator in the 1-dimensional case:

AT f(x) = % [F(x + 6re) — 2£(0) + f(x — bie)] -

We check the approximation accuracy of A:F]. f(x). For the sake of simply notation, let
us set n = 2 and denote by

A;yf(x’y) 26 6 [Zf(x y)+f(x+6x/y+6 )+f(x 5x/y 6y)]

353 [fx+0x,y)+ f(x =62, y) + fx, y +8y) + f(x,y = 5y)] -
x0y

The Taylor expansion gives
flx+06x,y+0y )+f(x—6x,y—6y)
—2f(x N+ 5 (5 9 +8y0y)" f(x,y)
- Aﬂ (6x0x + 6yay) (fx+ 6770, y+06770,) + f(x + 0770,y +0775y)),
fx+0x,y)+ f(x —0x,y)
=2f(x,y)+ %&ﬁmf(x, y) + %6?58”” (f(x+656x, y)+ f(x +6706x, 1)),
fxy+06y) +f(x,y— Oy)
= 2f (e, y)+ 5630y f (0, 9) + 504y (f 0y + 056,)+ Flx,y +678,)
where 677,077, 67, 0¢, 6y, 0, € (0,1). Hence we obtain

Agyf(x,y) =dxy f(x, y)+
1

+ g (0504 0,0,) " (Flx+ 0" 01,y + 0% 5,) + flx+ 07 6x,y + 07°5,)
1575,

= 0% 0xxax (f(x + 0702, y) + flx + 0765, )
=5y Fyyyy (f(x, Y+ 050y + flx,y+ Qgéy)))
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

which implies
Agyf(x,y) = deyf(x,y) + O (max(éi, 6;))

as 0 = (Oy, 6y)T 1 0. From the similar computation, we have

Ny f(x,y) = 9y f(x, y) + O (max(62, 2))

as 6 = (0y,6,)" | 0.

Remark 2.1.4

Although we are able to define more higher order approximations, they are not tractable for the
numerical schemes for second order PDEs. They tend to require the information of the outside of
the boundary. It is the same situation in Remark 2.1.3.

2.2 Convergence to viscosity solution: the Barles-Souganidis
framework

We introduce a powerful framework to prove the convergence of approximation schemes
proposed by Barles and Souganidis [BS91]. Let us consider a second order parabolic
PDE

F(x,V(x),0,V(x),0>V(x)) =0, forxeSuUaS, (2.1)

where S U dS X R x R" Xx R"™" — R is a continuous map which satisfies the ellipticity
condition
F(x,r,p,A) <F(x,r,p,B), A>=B. (2.2)

We define an abstract approximation scheme .%#; for the PDE (2.1) as follow:

Definition 2.2.1 (Abstract approximation scheme)

Fs(x, VO(x),[V?]x) =0 (2.3)

where & is the discretization parameter and [V °], represents the value of V° at other points than
X.

Following properties of the scheme .#; are required for the convergence proof.

Definition 2.2.2 (Monotonicity)
The scheme % is said to be monotone if

fé(x, Y, ¢) < ﬂ@(x, Y, 1#),

forany y € R" and ¢, € B(S) such that ¢ < 1, where B(S) is the spcae of bounded
functions defined on S.

Definition 2.2.3 (Stability)
The scheme Fy is said to be stable if there exists a solution V° for the scheme (2.3) with a bound
independent of 6.
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

Definition 2.2.4 (Consistency)
The scheme F; is said to be consistent if for all x € S U dS and ¢ € C*(S U JS)

im Ty o)+ &Pl +E) =F (x, P(x), Ixp(x), I3 (x)) -

0—0

Y
By Barles and Souganidis [BS91], the solution of (2.3) V° converges to the solution of

(2.1) V in the viscosity sense If the scheme .#; satisfies the monotonicity, the stability
and the consistency.

2.3 1-dimensional Hamilton-Jacobi-Bellman equation

In this section, we construct numerical schemes for a 1-dimensional HJB equation

A V(t,x)+H(t,x,0xV,0:xV)=0, (t,x)e[0,T)xS, (2.4)

with terminal and boundary conditions
V(T,x)=gr(x), xeSudsS, (2.5)
V(t,x) = gas(x), (t,x)€[0,T)xdS, (2.6)

where S = (Xmin, Xmax), S = {Xmin, Xmax} and Xmin, Xmax € R such that Xmin < Xmax-
Here the Hamiltonian .77 is defined by

JO(t,x,p,A) =sup |u(t,x, u)p + %a(t, x, WA+ f(t,x,u)
uel

where a = 0% and we additionally assume that the profit functions f, ¢r and g,s are
continuous and satisfy

[f(s,y,u) = f(t, x, )] < CA+y| + [x] +[ul)ls =t + [y - x])
1805(s, y) = gas(t, ¥)| < C(L + |y| + |x|)(|s = t] + [y = x])
lg7(y) = gr()| < CA+ |yl + [x[)]y — x|
for some constant C.
Let us prepare the notations for the discretization. We denote by N, N* € N the

number of time and spatial grids and define the discretization parameters 6; and 0y
and discretized domain S? as follows:

° 6t — %/ 6x — xmaxz\;xxmin;

o 8% ={xpin+i6y |i=1,---N¥ =1}
We introduce some symbols as follow:

o tr=kot, Xi=1i0x + Xmin,

e T0=[0,T-%), JT°=[T-%,T]

Q 0 Ox 36 0 Ox
® 86 = (xmin + Tx/ Xmax — T)‘)/ aSO = [xmin/ Xmin + Tx] U [xmax - sz xmax]-
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

2.3.1 Explicit method

Let us approximate the HJB equation (2.4) using the backward difference A} for t and
the central difference A{ for x. Straightforward replacement gives
i V(t,x)+ H(t,x,0xV,0: V)
=~ A;V(t,x)+ 5 (t,x, ASV(t, x), A2V (t, %)),
V(t,x)=V(t -0, x)
t

A (t,x, NSV (E, x), A2V (¢, %)),

for (t,x) € {tk| k=1,--- ,Nt} x 89, Shifting the time label, we define the explicit
method .7 £ for the HJB equation (2.4) with central difference as follow.

Definition 2.3.1 (Explicit method for 1-dimensional HJB equation with central difference)

FEC(t, x, VO(t,x), [V°]i2)

VO(t + 04, x) = VOt
(t+ f’g) &0 | (t + 00, %, ASVO(E + 8p, %), A2VO(E + 6t,x)) ,
t
(t,x) e {tel k=0,--- ,N' =1} x &?,
_ lgr(x) = Vo(t, x), (t,x) € T x (SUIS),
as(t, c(x)) = VO(t, x), (t,x) € T x 38?,
N'-1N*-1
VO(te, xi)1 —VO(t,x), otherwise.
20 20 VY ) ]t iy} T V) otherise
where
¢(x) = argmin |x — y|.
yeaS
Remark 2.3.2
Definition 2.3.1 implies that
VO, x) = VO(t + 61, %) + A (t 00,5, ASVO(t + 61, %), AZVO(E + 6f,x)) @7

Since we are able to obtain the approximate solution V°(t,-) explicitly by the backward induction,
the scheme FE:¢ is called the explicit method.

The numerical scheme using the backward or forward differences for the state vari-
able x is not suitable to approximate the HJB equation, because the both schemes are,
generally, not monotone. However the upwind scheme which is the combination of
the backward and forward differences is quite useful. The (first order) upwind scheme
switch the backward and forward differences depend on the coefficient of the first order
derivative:

p(t, x, u)o V(t, x) = pu*(t,x, u) ATV (t, x) — u=(t,x, u)A;V(¢t, x),
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

where u* and p~ is the absolute values of the positive and negative parts of the function
e
p = max(y,0),
i = max(—p1,0).
To use the upwind difference, we introduce an operator 7 such that
H(t,x,p",p7,A) =sup |ut(t,x, u)p* — u (t,x, u)p” + %a(t, x, u)A+ f(t,x,u)l.
uelU

We note that
H(t,x,p,p,A)=H(t,x,p,A).

and hence we approximate the HJB equation (2.4) by
atv(t, X) + %(t, X, axv, 8xxv)
=~ AV(t, x) + 52 (t,x, ALV (t,x), ALV (E, x), A2V (t, X)),
V(t,x)=V(t -0, x)
t

for (t,x) € {tkl k=1,---, Nt} x 8% As in the case of central difference, we shift the
time label and define the explicit method with the upwind scheme.Z " as follow.

H(t,x, ATV (t,x), ATV (t,x), A2V (t, x)) ,

Definition 2.3.3 (Explicit method for 1-dimensional HJB equation with upwind difference)

FEUE, 2, VOt x), [V )

VOt + — Vot N )
(t+0, )= VIEY) | (t T80, %, AXVO(E+ 8y, %), ATVO(E + 64, 1), A2V (E + 6t,x)) )

o
(t,x) e {tel k=0,--- ,N' =1} x &?,
_ Jgr(x) = VO(t,x), (t,x) € IT? x (SUIS),
gas(t, c(x)) = VOo(t,x), (t,x) € T? x 9S?,

N'-1N*-1
VO(tr, xi)1 —VO(t,x), otherwise.
20 2 Ve T et ey} V)

Let us compare the schemes .#5¢ and .#E*. Since the scheme .#E uses the central
difference, the convergence speed of .7 ¢ is expected faster than that of # . However,
as shown in the latter subsection, the monotonicity of .7 Ec s guaranteed under the
condition

a
< —
Iul_é,

X
while the scheme .#E# dose not require such condition. Thus either method is superior
to the other. We also remark that we have to determine the parameter 6; and 6, to
satisfy the condition (like the CLF condition)
—a <1,

2
x
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

for both methods.

Remark 2.3.4
The convergence proof of the explicit methods is found in [FS06]. They use the probabilistic
representation to prove the three properties. In this subsection, we prove them more directly.

We now prove the convergence of the approximation scheme .7 . The case of F 5"
is proven in the almost same manner. All we need is to show the monotonicity, the
stability and the consistency.

Lemma 2.3.5
Assume that

Then the scheme F ¢ is monotone.
Proof. Let y € Rand ¢, ¢ € B(S) such that ¢ < ¢. We see that
FE( 2,y [§lie) = F5 (82, [Plie) = g1(x) =y = (gr(x) —y) =0,
for (t, x) € aT° x (SUIS),
Tt 2,9, (W) = F50 (62, y, (@) = (Ras(t, c(x) - y) = (gas(t, ¥) — ) =
for (t,x) € T x 98°, and

fEc(f XY [ Wlx) = FEC (6 x, v, (i)

1N*-1
= Z Z ¢(tk’x )1 te te— ‘3f A+t ) [x'—%x,xfr%x)} —Y
Nf 1N*-1
Z Z P(te, xi )1 -3 tk+6f) xe[x,-—‘sTx,xw%x)} —Y
Nf-1N~* 1
; 2. (Ptoxi) = @t D) T ry o) celte ety

for (t,x) € [0, TIX (SUIS)\ ({#| k=0,--- ,N' =1} x SPUT® x (SUIS) UT? x 9S?).
The remaining is to show the case of (f,x) € {tkl k=0,--- Nt - 1} x 89, Straight-
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

forward computations give

FEtx,y, [)ix) = F5 (4%, y, [0lis)
Y(t+ 0, x + 0x) — P(t + 0t,x — Ox)

1P(t+6t,x)—y
= + su t+0:,x,u
5 Sup |t 01 x, 1) 26,
F+0,x+0y) =20t + 04, x)+Y(t+ 04, x =0
+%ﬂ(t+6t,x,u1)lp( tx X) l7b( 62 t x) 17b( tx X)+f(t+6t,x,u1)]
X
t+0¢,x)— E+0,x+0y)—O(t+ 06, x—0
9 6tx) Y qup (e + 60, up 2 B0 x)zéqs( (X = 05)
t uelU X
F+ 0, x+0,) —20(t+ 04, x)+d(t+ 06, x =06
+%a(t+6t1xlu2)¢( i X) ¢( 62 t X) ¢( vz X)+f(t+6f/xru2):|
X
= sup f(t+6t,x,u1)—6ly+(5l—a(tL2’x'ul)) Y(t + 04, x)
w1 €U t t 0%
+ 1 w+y(t+6t,x,u1) P(t + 0¢, x + 0x)
204 Oy
1 [a(t+06s,x,u
+E (% — u(t + 064, x, ul)) Y(t + 64, x — 60]
1 1 t+ 04, x,
— sup f(t+5t’x'”2)_5_y+(5__w) o(t + 0, x)
€U t t 0%
+i w+y(t+6t,x,uz) O(t + 0¢, x + 0x)
26 Oy
1 [a(t+06s,x,u
350 (% —u(t+ 6t,x,u2)) O(t + 61, x — 5x)] .

The assumption in the statement implies that the coefficients of (£ +6¢, x), Y (t+6¢, x+06x)
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

and Y (t + 6¢, x — O,) are non-negative. Hence we find that

FE(t,x,y, [Plie) = FE (62,9, [§lq)

1 1 a(t+ds,x,u
> sup | f(t+06¢,x,u1) — 6—y + (6_ - %) Ot + 04, x)
u €U t t 0%
+ 1 w+y(t+6t,x,u1) Ot + 0¢, x + 0y)
204 Oy
+L alt+on,x,m) _ p(t +0¢,x,u1)| ¢t + 0¢, x — 0y)
20, o
1 1 a(t+:,x,u
—sup | f(t+ ¢, x,u2) — 5Vt (6_ - %) Ot + 64, x)
€U t t 0%
L w + p(t 4+ 0¢, x, u2) | O(t + 0¢, X + 0x)
204 Oy
el (AUEEOL X D) s, )] ot + 61, x - 6)
20y o
=0
which establishes the claim. O
Lemma 2.3.6

Assume that

<X i<
5 &

Then the scheme FE-< is stable.

Proof. Let V® be a solution of .ZE<(t, x, VO(t, x), [Vé]t,x) = 0. The existence of V?° is
obvious from equation (2.7) and thus we show that V9 isbounded. Itis enough to show
the boundedness on {f; = k&:|k =0,1,--- , Nt} x (S° U dS).

We see that

[VO(tnt, )| = [VO(T, x)| = [gr(x)| < C1, xeS°UdS,

and
[VO(tr, x)| = |gas(te, x)| < Ca, k=0,1,--- ,N' -1, x €IS

where

Ci= sup Igr(y)l;
yeSUIS

Ca= sup |gas(s, y)l.
s€[0,T),yedS

Note that both of C; and C; are independent of 6; and 0.
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

Next we consider the case that (t;, x) € {t[k =0,1,--- , N -1} x S?. Straightforward

computations give
VO(tr 4+ 6, x + 0x) = VO(tr + 01, x — Oy)

VOt + 6¢,x) = VO(ty,
(b + 8¢, %) (b x)+sup p(t +0¢, x,u)
Ot uel 20y
1 VOo(t + 0 Sy) = 2VO(t; + 6 VOt + 6 -0
+§ﬂ(tk+6t,x,u) (k+ t/-x+ x) (ké'z" t/x)+ (k+ trX x)+f(t+6t,x,u)
X
=0.

This is equivalent to

VO(ty, x) = sup

0
(1 - _éﬂ(tk_,_]_, X, u) Vé(tk+1/ x)

uel X
o 3
+ ﬁ (a(tk+1/ X, l/l) + 6[’1(tk+1/ X, l/l)) Vb(tk+1/ X+ 6)
X
0
+ 257 (At ) = dplti, ,w) VO (b, x = )
X
+6ff(tk+1/ X, l/l)] .

The assumption in the statement implies

5, 5
1-—a|, —(axd6u)=>0,
( 52 ) 207" OH)
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

and hence we have

‘ 5 :
|Vb(tk/ x)l = sup (1 - _;a(tk+1/ X, M) Vb(tk+1,X)
uel 6x
Oy
+ E (a(tk+1/ X, u) + 61u(tk+1/ X, u)) Vé(tk+1/ X+ 6)
Ot
+— 262 (ﬂ(tk+1,x 1/[) - 6‘11(tk+1,x T/l)) V (tk+11x - 6)
+6tf(tk+l/ X, 1/[)] |
o
< sup (1 Ot ot )| VO, )
uel 6x
Oy
+ ? (a(tk+1/ X, u) + 6‘u(tk+1/ X, u)) |V6(tk+1l X+ 6)'
Ot
+ 252 (altisr, x, u) = Sp(tesr, x, ) [V (tgs1, x = 0)]
x
+0¢| f(tre1, x, )]
< su max {(1—6—11(1‘ x u)) Ot (a(tisr, x, u) + Op(tesr, x, 1))
= e O e 62 k+1, 4, 26% k+1, HATk+1,
Ot ’
o (02,0 =3yt 10) | IV, )
+6t|f(tk+1/ x/u)l]
=sup| max_|V(tear, x) + O¢l f(trs1, X, M)l]
wely | v e{x,x+£0,}
= max_|VO(tie, X)| + 6¢ sup | f (e, x, 1))
x'e{x,x£0y} uel

+ 0:C3

< max [max [V (i1, x')], max |[VO(tei, X))
x'eS? X' €08

< max | max |V (tes1, ¥')|, Ca| + 6:C3,
x’eSo

where C3 = sup,¢(o 1, yes, uew |/ (5, ¥, u)l. This evaluation implies that

|VO(tk, x)| < max[C1,C2] + (N* — k)o:Cs.
We are able to show the above by induction. For k = N,

[Vo(tnt, x)| < C1 < max[C1,C2] + (N = N*)6,Cs.
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Assuming the claim is established for k = k" + 1,

VO (te, )] < max | max [VO(tia, x')], Ca | +6:Cs
x'eS*

< max [{max[C1, C2] + (N' = (K" + 1))5:C3} , C2] + 6:C3
< max[C1,C2] + (N! = (k' +1))0;C3 + 6;C3
< max|[C1, C2] + (N! = k)5;Cs.
Note that (Nt — k)6;C3 < TC3,k =0,1,--- ,N! — 1 and we obtain
|VO(t, x)| < max[C1, C2]+ TCs, (tr,x)€ {tx =kdi]k=0,1,---,N' =1} xS?,

which establishes the claim. m]
Lemma 2.3.7

The scheme FE- is consistent.

Proof. Let ¢ € C™([0, T] x (8° U 9S)).
We first consider the case that (¢, x) € [0,T) X S. Suppose that 6; and 6, are small
enough such that (¢, x) € T® x §°. More precisely, we assume that 6; and 6, satisfy

. 1 ) o1
min(t, T — ) > Eét' Eib%lx - x| > Eéx'

We choose (s, i) as follow:

s = argmin |t — t|, y = argmin|x —x’|.
1<k<N'-1 x’eS°®

Then we find

|ZE(s, y, pls, y) + & & + &) = (bt x) + A (t, %, 0xP(t, ), Frb(t, x)) )|
_ |9 +01,y) +E—(P(s, )+ &)

Ot
+sup | f(s + 0, y, u) + u(s +5t,y,u)¢(s +6f,y+6x)+52—6(¢(s +01,y — 0x) + &)
uelU .
O(s+ 01, Yy +0x)+E=2(P(s + 01, y) + &)+ P(s + 01,y — 0x) + &

+%a(s +0¢, Y, U1)

o3

—d:¢(t, x) — sup

u(t, %, 1)dxd(t, %) + %tz(t,x, WPt x) + F(E,x, u)] ‘
uel

where £ € R. Note thatfor A c R"and f1, ,: A — R,

sup fi(x) —sup fo(x) < sup (fi(x) - fo(x)) ,

xXeA XeA X€A
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

and we have

|,9ZE'C(S, Y, 08, y)+& ¢+ &)= (drd(t, x) + A (t,x,0:¢(t, x), 2¢(t, x)) )|

_|ets +6t,g> 06 5
t

+ sup [f(s +0¢,y,u)— f(t,x,u)
uelU
P(s + 01,y + 0x) = (s + 01, y — 6x))

+ (s + 04, y, u) — p(t, x, u)dxPp(t, x)

2064
N %a(s v oy, u)qb(s + 0ty +0x) + —2¢(56-|2- Ot, )+ P(s +6¢, y — Ox)
—%a(t, x, ) Ph(, x)] ‘
< '¢(S + 04, g) PG, y) atqb(t,x)‘

+sup|f(s+0¢,y,u)— f(t,x,u)

uel
+ 064,y +0y) — + 84,y — Oy
+sup |u(s + 04, v, u)(P(S t' Y )— (s + 0ty ) %, 1)l )
uel 20y
+ 0,y +0,)—2 + 04, + + 04,y — Oy
+ 151119 EZ(S + 5t1y,u)¢(s trY ) ¢)(S > t y) (P(S £y )
uelU 2

—a(t,x, u)&§¢(t,x)|.

Denote by 645 = s — t and 6., = y — x and we evaluate each term.
We first evaluate the time derivative term. The Taylor expansion gives

'<¢>(s + 01, Y) = (s, v)
Ot

- 8t¢(t/ x)
= 01P(s, y) + I7p(s + 0164, )0; — =01 P(t, x)|
= |01 p(t + Ots, X + Oxyy) + O7P(s + 0101, )01 — Ir (£, )|
= [97(s + 010¢, y)Or + 7 P(t + 0254, X + 0205y )dts
+ axatqb(t + 020, x + 926xy)6xy|/
where 61, 6, € (0,1) and hence

G(s +01,y) =~ 9(s, )
Ot

- didp(t,x)| =0 asdy — 0and (s, y) — (¢, x).

We next evaluate the terms related to the first derivative of x. Using the Taylor
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

expansion, we find

(P(S + 6t1y + 6x) - (P(S + 6t1y - 6x)
204

=y (s + O, y) + % (D(s + 01, y + 030x) + 2p(s + 61, y — O40y)) 62
= deP(t, x) + % (BD(s + 01,y + O30x) + 2p(s + 61, y — O40y)) 62
+ at8x¢(t + 95(6ts +01),x + 956xy)(6ts +04) + (9;2c<]5(t + 65(5ts + 6t)/x + 6SCSch)(Sxy-

where 0; € (0,1),i = 3,4,5. Thus we have

+ 0,y +0x) — +0t,y—=0
sup y(s+6t,y,u)¢(s Y+ 0x) = Qs + 61,y — Ox))

- (t/ X, u)a (tl x)
uelU 269( : x¢
< sup|p(s + 6t y, u) — p(t, x, u)|[dxp(t, x)|
uel

1
+sup |u(s + 6, v, u)] o (3P(s + 01, y + 030%) + A3 p(s + 61, y — 040y)) 6%
uelU

+atax¢(t + 05(04s + 01), x + 655xy)(6ts +04) + a§¢(t + 05(04s + 01), x + 656xy)6xy|

The Lipschitz continuity and the linear growth condition of u implies
sup |p(s + 0t y, u) = u(t, x, u)l[dxp(t, x)| < sup C(|s + 6 =t + |y — x)|dxP(t, x)|
uel uelU
= C10¢ + 01s| + [0y Dx p(t, )]
and

sup |u(s + 6¢, y, u)

1
P 75 (R0(5 + 01,y + 036) + Dyp(s + 0, y — 04d2)) 63
ue

+01 9 P(t + O5(Sps + 01), X + O50xy)(S1s + O1) + D2 (t + O5(S¢s + 61), X + O56x)xy

< C(1 + |y| + sup |ul)
uel

+0;dx P (t + O5(Ots + O1), x + 0505y )(Ots + ¢) + 92P(t + O5(S¢s + 1), X + O502) 0y -

1
75 (GR0(5 + 01,y + 036) + 02b(s + 01, y — 0ad2)) 63

Recall that U is compact and we obtain

P(s + 01,y +02) = P(s + 01,y = 0x)

sup 2. p(t, x, u)dxd(t, x)| = 0

uel

p(s +6¢,y,u)

as 0y = 0, 6y = 0and (s, y) — (¢, x).

The terms related to the second derivative of x are evaluated in the same manner.
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

The Taylor expansion gives

O(s +0¢, Y +0x) =2¢(s +0¢,y) + P(s + 0t, y — 6x)
%

= dxP(s + Oy, y) + 5 (aﬁq)(s + 04,y + 00x) + IEP(s + 01,y — 0704)) &2

= dxP(t, x) + ﬂ (a§¢(s + 04,y + 00x) + IrD(s + 01, y — 0704)) &2
+ atax¢(t + 95(6ts + 6t); X + 656xy)(5ts + 51}) + (9§qb(t + 95(6ts + 6t), x + 656xy)6xy1
where 0; € (0,1),i =5,6,7. Hence we see
+0:, Y+ 0y)+ -2 + 04, Y) + +6;,y—0
sup a(s + 61, vy, u)(P(S tr Yy x) (P(S(52 t,Y) (P(S iy )
uelU 2

—a(t,x, u)&,%qb(t, x)|

< supla(s +06t,y,u) —a(t, x, u)||dxP(t, x)|
uel

+sup la(s + 6¢, y, u)| (84(1)(5 + 0,y + Op0y) + Irp(s + 01,y — Gyéx))
uel

+01dxP(t + O5(0s + 61‘)/ X + 050x)(Ots + 01) + D2 p(t + O5(Ots + 0t), X + O50xy)0xy| -
Using the Lipschitz continuity and the linear growth condition of o, we have
|H(S + 61‘/ vy, I/l) - a(t/ X, l/l)| = |02(S + 6t/ y, l/l) - Gz(tr X, u)l
< (lo(s +06r, y, Wl +o(t, x, w)l) lo(s + 6, y,u) = a(t, x, u)l
< C22+ |yl + x| +20u)(16¢ + 61| + [0xy 1),
and
la(s + 61, y,u)| < C2(1 + |y| + [u])>.

Hence we obtain

sup |a(s + 6¢, y,u) —a(t, x, u)||dxP(t, x)|
uel

< C22+ |yl + |x| +2sup [u])(|6¢ + Ots| + [0y | IxP(E, x)|
uel

and

sup |a(s + 6¢, v, u)l (84¢)(s + 04, Y + 060x) + IrP(s + O, y — 076x)) 62

uel
+0:dxP(t + 95(6ts + 6t) X + 050,y )(01s + 01) + aqu(t + O5(04s + 04), x + 956xy)6xy|

< sup C3(1 + |y| + |u|)2 ((94qi)(s + 01, Y + 060x) + 3 D(s + 01, y — O070x)) 02

uel
+0:dxP(t + O5(0¢s + 6t), X + 050,y )(01s + 01) + PP(t + O5(54s + 01), x + 656xy)6xy| .
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which imply

O(s +0t, Y + 0x) + =2¢(s + 0¢, y) + P(s + ¢, y — Ox)
sup |a(s + ¢, Yy, u) 5
uelU 6x
—a(t,x, u)&f(@(t,x)l — 0, as 6y —» 0, 6y = 0and (s, y) — (t, x).

By the assumption of f, the remaining evaluation is almost obvious:

sup |f(s +6¢,y,u) = f(t,x,u)] < C(L+ |y| + [x| + sup [u])(|6 + Ots| + [0xyl)
uel uel

and thus

sup|f(s+ 06, y,u)— f(t,x,u)] =0, asdy —0, 6y = 0and (s,y) — (¢, x).
uel

Therefore the claim is established on (¢,x) € [0, T) X S. )
We next consider the case that (¢, x) € [0, T) X dS. Suppose that (s, y) € T? x dS? and
then

| FEC(s, y, ¢(s, y) + &, + &) = (A dp(t, x) + A (t,x,0xD(t, x), P2 (¢, x)) )|

=|gas(s, <)) = ((s, y) + &) — (gas(t, x) — P(t, x))
The assumption imposed to gss gives

| FEC(s,y, ¢(s, y) + &, ¢+ &) = (A dp(t, x) + H (t,x,0xP(t, x), 2 (t, 1)) )|

S CAH+I[cW+ IxD)(s =t + [y — x]) + [9: p(t + Obts, x + OgOuy)||04s]
+ |8x¢’(t + 08045, x + 686xy)||6xy| + €]

where 0g € (0,1). Hence we obtain

| ZEC(s,y, 05, y) + &, ¢ + &) = (I dp(t, x) + H (t, x, 0+ D(t, x), P2 (t, x)) )| = 0,
as 0y =0, 6y = 0& = 0and (s, y) — (¢, x).

which establishes the claim on [0, T') X d8S.
Finally we consider the case that (t,x) € {T} X (8 U dS). Suppose that (s,y) €
dT? x (S U dS) and then

| FEC(s,y, d(s, y) + &, ¢+ &) — (A dp(t, x) + A (t,x,0xP(t, x), P2 (t, x)) )|
= |gr(y) = (9(s, y) + &) — (gr(x) — ¢(T, x))|.

The assumption imposed to gr gives

[ 75,5, (s, p) + £, ¢ + &) = (9t ) + A (t,x,0x(t, %), 92(1, %)) )|
< CAH+yl+IxD(y — x[) + 19t Pp(t + O9dts, X + O90xy)|[6ts]
+[dxp(t + Ogdys, x + 696xy)||6xy| + <]
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

where 69 € (0,1). Hence we obtain

| ZEC(s,y, 05, y) + &, + &) = (I dp(t, x) + H (t,x, 0+ P(t, x), P2¢(t, x)) )| = 0,
as 0y = 0, 6y = 0& — 0and (s, y) — (¢, x).

which establishes the claim on {T'} X (S U dS).
O

Lemma 2.3.5, Lemma 2.3.6, Lemma 2.3.7 and the convergence framework as in Barles
and Souganidis [BS91] lead the following theorem.
Theorem 2.3.8
Denote by V°(t, x) the solution of the numerical scheme FE¢ = 0. Then the limit

Vi(t, x)= lim Vo s,
( ) 6tréx_)0/ (sry)_)(trx) ( y)

exists and is a unique viscosity solution if the comparison theorem is established.

Proof. Lemma 2.3.5, Lemma 2.3.6 and Lemma 2.3.7 establish the claim by Barles and
Souganidis [BS91]. O

2.3.2 implicit method

We approximate the HJB equation (2.4) using the forward difference A; for ¢ and the
central difference A{ for x. Straightforward replacement gives

OV (t,x) + H(t,x,0,V,dxr V)
=~ AJV(t, x) + 5 (t,x, NSV (¢, x), A2V (¢, x)) ,

_V(t+04,x) = V(t, x)
= 5,

+ A (t,x, NSV (t,x), A2V (t, X)),

for (t,x) € {tk| k=0,---,Nf - 1} x 8. We define the implicit method .# ! for the HJB
equation (2.4) with central difference as follow.

Definition 2.3.9 (Implicit method for 1-dimensional HJB equation with central difference)

Fle(t, x, Vo(t, x),[Vo] )

0 _ Y90
t
(t,x) € {tk| k=0,--- ,Nt—l} XS‘S,
_ {8r(x) = V(t, %), (t,x) € 7T x (SUIS),

gas(t, c(x) = VO(t, x), (t,x) € T x 98°,
Nf-1N*-1

VO(ty, xi)1 S s s\l — V2t x), otherwise.
; ; (F, i) {te[fk—%f,fﬁbz—t),xe[xi—%x,xﬁ%’f)} (t,x), otherwise
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where
¢(x) = argmin |x — y|.
yedS

As in the explicit method, the upwind scheme is available.

Definition 2.3.10 (Implicit method for 1-dimensional H]B equation with upwind difference)

yE,u(t, X, V(S(tr .X), [Vé]t,x)

VO£ b, ? “Vi) L (t, x, AEVO(E, x), ATVO(E, x), A2VA(E, x)) ,
(t,x) € {tel k=0,--- ,N' =1} x 8?,
_ Jgr(x) - Vo(t, x), (t,x) € IT? x (SUIS),
gas(t, c(x)) = VOo(t,x), (t,x) € T° x 28?9,
Ni-1N*-1
kZ:; ; Vé(tk’Xi)l{te[tk—%t,tk+éz—t),xe[x,-—éTx,x,-+5Tx)} - V(t,x), otherwise.

where
¢(x) = argmin |x — y|,
yedS

and 7 is an operator such that

H(t,x,pt,p~,A) =sup |ut(t,x, u)pt — u(t,x, u)p” + %a(t, x, u)A+ f(t,x,u)l.
uel

Remark 2.3.11

Comparing the explicit method, the scheme F' does not give the explicit formula for VO(t, ).
As shown in below, we need to solve the linear equation of VO(t,-). Hence the scheme F' is
called the implicit method.

Remark 2.3.12
Although the convergence of the implicit method is treated as the well-kown result, best of our
knowledge, there is no literature which gives the convergence proof.

To prove the convergence of the approximation scheme .#!*, all we need is to show
the monotonicity, the stability and the consistency.

Lemma 2.3.13
The scheme F1* is monotone.

Proof. Let y € Rand ¢, ¢ € B(S) such that ¢ < 1p. We see that

Tt x, 9, [Wly) = F (8 x,y, [0lix) = gr(x) —y — (gr(x) —y) =0,
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

for (t,x) € IT? x (S U IS),

Tt x,y, [la) = F (6 x,y, [@lx) = (gas(t, c(x) = y) — (gas(t, x) —y) =0
for (t,x) € T® x 8% and

FUtx,y, [Wlix) = F (8 x,y, [9li)

Nf-1 N1
T & 2 YO ) e
N'-1N*-1
; Zl Pl DUl st 8, aef-tpmns)} Y
N'-1N*-1
- kz:; 2. (V(te, xi) = d(tx, xi)) 1{te[tk—67t,tk+%t),xe[xi—%,xi+%)}
>0,

for (t,x) € [0, T] X(SU&S)\({tkl k=0,---,Nt —1} xS UT? x (SUIS)UT® x dS8?).
The remaining is to show the case of (f, x) € {tk| k=0,---,Nt - 1} x S, Straight-
forward computations give

Tt x,y, [Wlie) = F2 (8 x,y, [0lix)

t+0¢,x)— t,x+0y) — —UP(t,x — Oy
= i bX) "y + sup ‘u+(t,x,u1)¢( a )=y —u(t,x, u1)y Pt x )
Ot €U Ox Oy
t,x+0,)—2y+UY(t,x =0
+%a(t,x, u1)¢( x + 0x) 62 Pt x = 0) + f(t,x, ul)]
t+0¢,x)— E,x+0y) — —o(t, x — O
- P bX) =Y + sup y+(t,x, uz)q)( t )~y -y (t,x, uz)y Pt x )
6t urelU 6x 6x
E,x+0y) =2y + O(t, x — Oy
+1a(t,x, uZ)qb( - ) J qb( - ) +f(t/x/ uZ)]
2 5%
U(t + 64, %) ( 1 a(t,x,uy)  wh(t,x,ur)+u(t,x, ul))
=su tox,u)+—— 2 — | — + +
et ft,xm) O 5t o2 Ox Y
a(t,x,u1) = pr(t,x,u1) a(t,x,uy) w(t,x,u) _
+ ( 257 + 5 Y(t, x + 6x) + 252 + 5 Y(t, x — 6x)
t+ 64, *(t, x, ~(t, x,
— sup f(t,x,u2)+—¢( bx) l+a(t’x’u2)+# (£, %, uz) ¥ p7{E, X, ) y
T/IZGU 6t 6t 63% 6x

+(a(t,29(;;%uz) LH (téf/ uz)) ot 3+ b0) + (a(t,zz;%uz) N y_(t;‘ij’ uz)) qb(t,x_éx)]

Since the coefficients of (t + 6¢, x), Y(t, x + 6x) and ¢ (f, x — Ox) are non-negative, we
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

find that

Tt %,y [l) =7 (6%, v, (@)
> sup [f(t,x, ul) + M _ (l n ll(t,x, Ml) 4 ‘u+(t,x, ul) + y‘(t,x, Ml)) y

1 €U Ot Ot 52 O
a(t,x,ur) M+(tIX,u1)) (a(t,x, up) y‘(t,x,m)) ]
+ + E,x+0,) + t,x—0
( 25% Oy qb( x) 253% Oy ¢( x)
t+ 0, x 1 t,x, T(t,x,un) +u(t, x,
— sup f(t,x,u2)+—¢( d )—(—+a( x2 uz) | K (t,x, uz) + uZ))y
€U o O 52 Oy
a(t,x,up)  u(t,x, Mz)) (a(t,x, upy)  u(t,x, uz)) ]
+ + £, x +0x) + + t,x—0
( 25% 6x Qb( x) Zéazc 6x ¢( x)
=0
which establishes the claim. O
Lemma 2.3.14

The scheme F1* is stable.

Proof. Let V° be a solution of Z1(t, x, VO(t,x),[V®]; x) = 0. The existence and bound-
edness of V? are obvious on the boundary T x dS? and the terminal 9T x (S U
dS). 1If we are able to show the existence and boundedness of V® on the grids
{tk| k=0,--- ,Ntf - 1} x 89, there exist bounded V?° on the other region since it takes
same value on the nearest grid.

We show the existence of V? on the grids {tk| k=0,--- ,Nt - 1} x S%. Note that

tO}\I,u (tk/ Xi, V(S/ [V(S]tk,xi)

_ VO(tgsr, xi) — VO(ty, xi)
Ot

VO(tk, xi1) = VO(te, xi)

- VO(t, xi) = VO(ty, xi-
[J+(tk,xi, Ll) s U (tk,Xi,u) (k 1) (k i 1)
x

Ox

+ sup
uel

VO(t, xiv1) — 2VO(tk, xi) + VO(tk, xiz1)
62

1
+§a(tk,xi, u)

VO(tks1, xi)
Ot

+f(tk,xl-,u)

= sup [f(tk, Xi,u)+
uel

1 El(tk, .'X'l',l/l) !’l+(tk1xl’/ u) + H_(tk/ Xi, 1/[)) 5
-t + VO(tk, xi
6t 6326 63{ ( k l)

a(ty, xi,u) (ke xi, u)) 5
+ + VO (t, x;
263 Ox (F, xis1)

t ] - t /x'/ /
n Ll( k/-xllu)_|_lu (k ! Ll)) Vé(t,xi_1)], 1:1,"'/Nx_1/
262 Ox
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Define V € RN"*1 by Vk VO(t, xi),i= -, N* and the scheme .Z!* is displayed in
the matrix form:

sup [L”’ka+f”'k+Vk+1] =0, k=0,---,Nt -1,

Uy, Unx_1€U

where L'* € RN+DX(N™+1) jg given by

1’ ie{O/Nx}/j:i/
0 0 _ . .
-1- ;éﬂ(tk,xi,ui) - 5—t (u*(te, xi, wi) + p~ (ke xi,ui)) , i€ {0,N*}, j=1i,
X X
o 0 . .
L?j’k = ?a(tkzxi/ui) + _t[vl+(tk1xi/uz‘)/ i¢{0,N*}, j=i+1,
X
Ot 6 . .
262a(tk1x11 Z)+_y (tklxll Z) Zg{O;Nx}, ]:l—l,
0, otherwise,
and f** by
gas(te, xi), i=0,
fu,k: 6tf(tk,xi,ui), Z':1/"' /Nx_lr
! Sas(tr, xi), i=N~,
0, otherwise.
For any u, we find that
o O¢
uk|_‘ a(teri/ui)"‘6—ty+(tk/xi/ui) xz,u)+6 (tk,x,, 1)
x x x

]#:z

Ot
- 62a(tk1xl/ 1)"’__(!J (tk/xl/ Z)+!'l (tk/xlr Z))

<1+ %a(tk/xi/ uj) + O (™ (b, xi, wi) + p™ (b, xi, 7))
o2 Ox
=LY%,  i=1,--- ,N -1,
Hence L** is strictly diagonally dominant matrix and thus is invertible (see e.g. [Var09]).
Recall that VZ.Nt =gr(xi),i=0,---, N* and we observe that (L”'Nt‘l)‘l(—f~”'Nt‘1 - VN
exists for any u. This implies the existence of VN'-1. For arbitrary k € {0,--- ,N -2},

the existence of V' is obtained by the induction.
We next show the boundedness of V*. Define q,‘)”'k € RN"*1 a5 a solution of

th,k¢u,k + f“u,k + Vk+1 =0
and

i* = argmax |¢;"k|.
i
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If i* = 0 or N¥, the it is trivial that

y:
|p%" | = 1gas(tk, xi)| < Ca,

where

Co= sup |gas(s, )l
s€[0,T),yedS

Let us consider the case that i* € {1,---,N* —1}. Because L;.’].’k > 0fori # jand
|qb;’;k| > sign((pfi’k)qb;"k, we see that

uky uk . u,k u,k uk
D L IoR | = sign(@p") ) Lif o)
it i
Since Z]‘ L;.‘].’k =—-1forie{l,---,N* -1}, we have
uky _ u,ky uk
031 = = ) Liflp"]
j

k k ks Jk Jk
== D L 1ot | = Liisign() ).

i

. Jk o uk . Jk ko k
< —sign(@}") ) Lifo!" —sign(9 Ly o)

i

- —sgnt) Y o
j

= sign((j):i’k) (f:”k + Vilﬁﬂ)
Fu,k 7k
< |fif 1+ IVE
< 6;Cs + max |Vik+1|,
1

where

Cs = sup lf(s,y,u)
s€[0,T], yeS, ueU

The above discussion is valid for arbitrary # and hence we obtain
|Vik| < max | Cp, 6;C3 + max |Vik+1| i
1

This evaluation implies that
|V¥| < max[C1, C2] + (N' - k)5;Cs.
where

Ci= sup |gr(y)l
yeSUdS
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

We are able to show the above by induction. For k = N £
[VE = |gr(xi)] < C1 < max[C1, C2] + (N' = N*)5;Cs.

Assuming the claim is established for k = k" + 1,

|\71.k/| < max |Cy, 6;C3 + max |Vl.k'+1|
1

< max [Cz, 6:C3 +max[C1, C2] + (N — (K’ + 1))6fC3]
< max [Cz, max[C1, C2] + (N' - k')8;Cs]
< max[C1, C2] + (N — k)8;Cs.
Note that (Nt — k)6;C3 < TC3,k =0,1,--- ,N! — 1 and we obtain
|VF| < max[C1,C2] + TC,

which establishes the claim. O

Lemma 2.3.15
The scheme FL* is consistent.

Proof. Let ¢ € C™([0, T] % (8% U 98)).
We first consider the case that (t,x) € [0,T) x S. Suppose that 6; and O, are small
enough such that (¢, x) € T® x §°. More precisely, we assume that 6; and 6, satisfy

. 1 . o1
min(t, T — ) > Eét' ,fféb%lx - x| > Eéx'

We choose (s, i) as follow:

s = argmin |t — t¢|, y = argmin|x —x’|.
1<k<N'-1 x’eS°®

Then we find

| F1 (s, y, (s, )+ &, + &) — (drp(t, x) + A (t,x,0:P(t, x), 2 (¢, x))) |
_ P(s+061,y)+E—(P(s,y) + &)

Ot
+ sug f(s,y,u)+u*(s,y, u)(p(S’ yrod) (fx— (@69 +5)
_ [/l_(s,]/, M)(P(S/ y) + 5 - (f(sly - 6X) + E)
+%a(5’y,u)¢(s,y+6x)+é—2(<¢>(s,(sz)+£)+q>(s,y—6x)+é

u(t, x, u)dxp(t, x) + %a(t, x, u)&iqﬁ(t, x)+ f(t, x, u)]

-0 P(t, x) — sup
uel
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

where £ € R. Note thatfor A c R"and f1, ,: A = R,

sup fi(x) —sup fo(x) < sup (fi(x) - fo(x)) ,

x€A x€A xX€A
and we have

[ (s, y, (s, 1) + &, @ + €)= (drblt, x) + A (1,x,0xb(t, x), P (t, 0)) )|
@6+ y) — o6, y)

3 —drp(t, x)
+ sug [f(s, y,u)— f(t,x,u)
+ut(s, v, w2y 6(;3 — ey w(s,y, w2 - fx(s' y=0)
— u(t, x, u)dxp(t, x)
+%a(s, v, u)¢(5’ Y+ o)+ _Zgbé(zs’ Y+ Plory ~0x) %a(t, x, u)d2(t, x)] ‘
< "P(S *on Zf ZOEY) it 00| + sup LF(s, y, 1) — £t x, )
uelU
+sup |u(s, y, 2L 6;;) VW s,y 2 f(s’ v )
uel X X
—y(t,x,u)axqb(t,x)‘
N %Sup a(s,, u)cb(s, Y +0x)+ —2¢6(25, Y+ Pls,y—0) alt, v, (1)
uel X

Denote by 645 = s — t and 6., = y — x and we evaluate each term.
We first evaluate the time derivative term. The Taylor expansion gives

G(s + 01, y) — (s, y)
Ot

— drp(t, x)

=9 p(s, y) + IFP(s + 0161, )OSt — I P(t, x)|
= [0 p(t + Ots, X + Oxy) + I7P(s + 0101, Y)Or — A P(t, X))
= [97¢(s + 010¢, y)Or + 7 P(t + 0251, X + 0205y )dts

+ 01 P(t + 0201, x + 626xy)6xy|/

where 61, 6, € (0,1) and hence

d(s+06t,y)—P(s,y)
5

- dip(t,x)| =0 asdy — 0and (s, y) — (¢, x).

We next evaluate the terms related to the first derivative of x. Using Taylor expansion,
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

we find
P(s, y + 65) ~ 96 y) _ Peh(s, 1) + %a§¢(5,y + 036,)5,
= d P(t, x) + %8§¢)(s, Y + 030,)0;
+ 99 P(t + 5015, X + O50xy)0ts + 03P (F + 05015, X + O50xy) Oy
and
PENZCEY 0 506, ) - 32005,y = Oub2)os

1
= d,P(t,x) — 5a,%qs(s, Y — 040,)04
+ 90y P(t + O504s, X + O50xy)0ts + 2 (t + 05015, X + O50xy)Oxy.

where 6; € (0,1),i = 3,4,5. Thus we have

sup i (s, , w 2L 6(;) I s,y P Z)(S’ o
uel x x

—ult, %, 12, %) |
< sug [ut(s,y,u)—u(s,y,u)— p(t,x, u)||dxp(t, x)|

+sup |ut(s, y, u)|

1
P Ea,%qs(s, Y + 030x)0x + 019xP(t + O5045, X + 0502015
ue

+I3P(t + 05015, X + O50xy)Oxy

1
SRP(S, Y = 0302)0x + 01k p(t + 0015, X + O505)015

+sup |u (s, y,u)l
uel

+I2P(t + 05615, X + 050xy)0xy

The Lipschitz continuity and the linear growth condition of u implies

sup |u*(s,y, u) — u (s, y,u) — u(t, x, u)||0x¢(t, x)|

uel
=sup |u(s, y, u) — u(t, x, u)||d«p(t, x)|
uelU
<sup C(|s — t| + |y — x])|dx (¢, x)|
uel

= C(|0ts] + [0xy DIdxP(t, x)],

51



2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

sup |u*(s, y, u)|

1
P Eaiqb(s, Y+ 030:)0x + 91 9xd(t + 05015, X + 0501015
ue

+I2¢(t + 05015, X + 0502,)0xy

1
< C(1+ |y| +sup|ul) §8§¢(s, Y+ 0302)0x + 91dxP(t + 05045, X + O50xy)04s
uelU

+I2¢(t + 05015, X + 0504y)0xy

4

and

sup |u~ (s, v, u)|

1
P SRP(S, Y = 030:)0x + Dbt + 0015, X + O50)015
ue

+832((P(t + 656t51x + 656xy)6xy

1
< C(1+ |y| +sup |ul) Eaggb(s, Y — 046x)0x + 1dx P(t + O50ss, X + 0501015
uel

+I2¢(t + O50ts, X + 0502)0xy

Recall that U is compact and we obtain

JY +0x) = (s,
#+(s,y,u)¢(s = 5: ey (s, y,u)

Qb(sr }/) - Qb(sz V= 6x)
0

X

sup
uelU

—u(t,x,u)dx¢(t,x)| =0, asdy — 0and(s,y) — (¢, x)

The terms related to the second derivative of x are evaluated in the same manner. Then,
Taylor expansion gives

O(s, Yy +0x) =2¢(s, y) + (s, y — 6x)

6%
= 0:¢(s,y) + % (93h(s, Yy + O60x) + I (s, y — 0704)) &2
= 0.0 (1, ) + 75 (200, y + 0d) + 0205,y — 076.)) &
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where 6; € (0,1),i =5,6,7. Hence we see

O(s,y +0x) +=2¢(s,y) + P(s, y — Ox)
%

sup
uelU

a(s,y,u)

—a(t,x, u)&%qb(t, x)|
< supla(s, y, 1) = a(t, x, w)||xp(t, %)
uelU

+sup |a(s, y, u)|
uel

+0;9xP(t + 05015, X + 0501y)0ts + 2 (t + 05015, X + O50xy)0xy] -

1
o (93D(s, y + 060x) + I (s, y — 0704)) &2

Using the Lipschitz continuity and the linear growth condition of ¢, we have

las, v, u) = a(t, x, w)] = [o3(s, y, u) = o(t, x, )|
< (lo(s, y, u)| + |o(t, x, u)l) lo(s, y, u) — o(t, x, u)]
< CPQ2 + [yl + |x| + 2{u)([04s] + |6xy]),
and
la(s, vy, u)] < C*(1 +|y| + |u])>.
Hence we obtain

SuP |a(sl y/ M) - a(tl X, M)llax(P(t, X)l
uel

< C22+ |yl + |x| + 2sup [u])(|6ss| + 16y Dx(t, x)|
uel

and

sup la(s, y, u)| | (93¢ (s, y + O60x) + Iy P(s, y — O76)) &5

=
uelU 12
+9dxP(t + 05015, X + O50x)0ts + 2P (t + 05045, X + O50xy)0xy|

1
< sup C2(1 + |y| + |ul)? 5 (%p(s, y + 060x) + A2 (s, y — 076,)) 6>

uelU
+0xP(t + 05015, X + O50x)0ts + I2P(t + O504s, X + O50xy)Oxy] -

which imply

7 6}( -2 7 7 - 636
sup a(sly/u)qb(s y+0x) + <P(zs Y)+¢(s,y - bx)
uel 6x
—a(t,x, u)8§¢(t,x)| — 0, as 0y — 0and (s, y) — (¢, x).

By the assumption of f, the remaining evaluation is almost obvious:
sup [ f(s, y,u) = f(t, x,u)] < C(L+|y| + |x] +sup [u])(|0ss| + |62y 1)

uelU uel
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and thus

sup|f(s,y,u)— f(t,x,u)] =0, asdy —0and (s,y) — (t,x).
uel

Therefore the claim is established on (¢, x) € [0, T) X S.
We next consider the claim in the case that (t, x) € [0, T) X JS. Suppose that (s, y) €
T® x 8% and then

| Z14 (s, y, (s, y) + &, ¢ + &) — (drp(t, x) + A (t,x,:P(t, x), 2 P(t, x))) |

= |gas(s, <(y) = ((s, y) + &) = (gas(t, x) = (t, x))
The assumption imposed to g5 gives

|F14 (s, y, (s, )+ &, ¢+ &) = (drp(t, x) + A (t,x,0:P(t, x), (¢, x))) |

< CA+ el + |x[)(s =t + |y — x]) + |9 (¢ + Os01s, x + OgOxy )[04
+ |ax¢(t + Og0¢s, x + 986xy)||6xy| +|&]

where 03 € (0,1). Hence we obtain

| Z14 (s, y, (s, y) + &, ¢ + &) — (drp(t, x) + A (t,x,9:P(t, x), 2P(t, x)) )| = 0,
as 0y = 0, 6y = 0& = 0and (s, y) — (¢, x).

which establishes the claim on [0, T) X dS.
Finally we consider the claim in the case that (¢, x) € {T} X (§ U dS). Suppose that
(s,y) € IT? x (S U d8S) and then

|71 (s, y, ¢(s, y) + &, ¢ + &) = (drp(t, x) + A (t, x, dx(t, x), PP(t, x)) )|
= |gr(y) = (¢(s, y) + &) = (87(x) — H(T, 1)

The assumption imposed on gt gives

|71 (s, y, (s, y) + &, ¢ + &) = (9 Pp(t, x) + A (t,x,d:P(t, x), (¢, %)) ) |
< CA+ [yl +1xD(ly = x[) + 19rP(t + O904s, X + O90xy)|[0ts]
+ 192 P(t + 09045, X + O90xy)|[0xy| + |E]

where 69 € (0,1). Hence we obtain

| F14 (s, y, (s, )+ & d + &) — (drp(t, x) + A (t,x,xP(t, x), D2(t, x)) )| = 0,
as 0y =0, 6y > 0& = 0and (s, y) — (¢, x).

which establishes the claim on {T} X (S U dS).
O

Using Lemma 2.3.13, Lemma 2.3.14, Lemma 2.3.15 and the convergence framework
as in Barles and Souganidis [BS91], we find the following result.
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Theorem 2.3.16
Denote by VO(t, x) the solution of the numerical scheme F'* = 0. Then the limit

V(t,x) = Vo(s, y)

lim
6¢,0:—0, (s,1)>(t,x)
exists and is a unique viscosity solution if the comparison theorem is established.

Proof. Lemma 2.3.13, Lemma 2.3.14 and Lemma 2.3.15 establish the claim by Barles and
Souganidis [BS91]. O

2.4 Multi dimensional Hamilton-Jacobi-Bellman quasi-variational
inequality

Let us construct a numerical scheme for a n-dimensional HJ BQVI
max |9V (t, x) + H#(t,x,0:V,5V), 4V (t,x) - V(t,x)| =0, (¢t x)€[0,T)XS, (2.8)
with terminal and boundary conditions

V(T,x)=gr(x), xeSuUdS, (2.9)
V(t,x) = gas(x), (t,x)€[0,T)xdS, (2.10)

n

where S = rl(x?‘m, x%), oS = S\ S, S is the closure of S and x™", x™a ¢ R" such
i=1

that x™i" < xMa_ Here the Hamiltonian 7 is defined by

H(t,x,p,A) =sup |u(t,x, u)Tp + %Tr(a(t, x,u)A)+ f(t,x,u)
uel

where a = 00" and the intervention operator .# is given by

AMP(t, x) =sup ¢(t,T(x,z)) + K(t, x, z)
zeZ

forp:[0,T] xS — R.
We assume that the profit functions f, gr, gss and K are continuous and satisfy
|f(t,x,u)] < C(A+|x]+|ul)
|f(s,y,u) = f(t,x,u)l < C(ls —t[ + |y — x]),
|gas(t, x)| < C(1 + |x]),
18as(s, y) — gas(t, x)| < C(ls — t| + [y — x]),
|gT(x)] < C(1 + |x]),
187(y) — gr(x)| < Cly — x|,
|K(t,x,z)| < C(1+ |x| +|z]),
|K(s,y,z) = K(t,x,z)| < C(]s —t| + |y — x|),
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for some constant C. We suppose that the control sets U and Z are compact and the
intervention function I' is continuous.

According to the verification theorem, we seek the optimal strategy from the strategies
consist of the triplet (1, v, D) such that

D ={Diticpor)y, D CS,
u = {u(t, x)}iefo,1),xeS/

v = (1;,C(Ti, XT;))lsisMH,
i =inf{s > 7,_1|Xs ¢ Ds},

where C: [0,T) xS — Z.

2.4.1 Discretization

We fdefine discretization parameters. Let Ny, N; € N, i =1,---,n, be numbers of time
grids and spacial grids of i-th axis. Then the grid sizes 6; and 61, - , 6, are given by

T xmax _ xmin

ni:O,---,Nl}.

We split S? into the discretized domain S? and the discretized boundary 9S?:

n
S = {xmin + Z n;o;e;

i=1

0S8% = 8%\ 8°.

The spacial grid S° is defined by

n
Sé = {xmin + niéie,'
i=1

ni:]-/"'/Ni_]-}l

Denote by Ng, Ns and Nj,s, numbers of grid points in 8%, 8% and dS?. For latter proofs,
we introduce some symbols as follows:

e te=kdy, TO=[0,T-%), T=[T-%T]

n
° Sé = l—l(x;nin + %,x?ax - %), 836 = S \36,
i=1

We next approximate the regular control part. We use the forward difference for the
time derivative and the central difference for the first spacial derivative:

V(t+0¢,x)—V(t x)
Ot !
V(t,x + dje;) = V(t,x — O;e;)
28; ’

oV (t,x) =~ AfV(t x) =

APVt x) = ATV(t,x) = =1, ,n.
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For the second spacial derivative, both of A'; and Ai‘]. are invalid because the monotonicity

and the stability are not guaranteed. To avoid the above issues, we employ the upwind
scheme for the approximation of d;;V (¢, x):

Tr(a(t, x, u)d*V (¢, x)) = Z aij(t, x, u)d; V (£, x)
L]
: Z aii(t, x, u)AZV(t, x) + Z a;“].(t, x, u)A;;V(t, x)— ai_j(t, x, u)Ai_jV(t, x),
i jeg (i)

where (i) = {1,--- ,n} \ {i}. Define the operator # by
H(t,x,p, AT, A7)

1< o
= sup [u(t, X, u)Tp + E Z {aii(t/ X, ”)Ajini
uelU i=1

+ Z a;rj(t,x,u)A;;.—ai_j(t,x,u)Ai_j + f(t,x,u)|,
jeg (@)

and the approximation scheme for the regular control part is given by
AV (t,x)+ H(t,x,0,V, V)
= ATV (t,x) + H(t, x, NSV (t,x), N2V (¢, x), A2V (t, x)).
Here ASV(t,x) € R" and A2*V (t,x), A2V (t, x) € R™" are defined by
(ALV(t, x)); = ATV (¢t x),
(AFV(, ) = ALV (E, x),
(AT V(X)) = A5V x), i j=1-,n
The more explicit form of the above scheme is as follow:

oV (t,x)+ H(t,x,0,V,d>V)
UVt +06,x) =Vt x)

o
n
—a;i(t, x, u) |ajj(t, x, u)|
+ sup Z — G+ Z — |V(t,x)
+1 C a;i(t, x, u) Z |aij(t, x, u)] +Kyi(t,x,u) Vit %+ k5:e1)
24 5?2 L 50, 5; ’ i€
i=1 x==%1 i jeJ (i) ]

n az[;.d](t,x, u)

1
"2 2 2670,

i=1 jeJ(i) x,A=%1

V(t,x +xdie; + Aéjej) + f(t,x,u)|, (2.11)
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where
[xA]

i
We impose the following condition to assure the monotonicity and stability of the
scheme:

a = a;“jl{mzl} + ai_].l{,d:_l}, K, A ==1.

a;i(t,x,u) |aij(t, x, u)]
e Z A At dutal

1

|pi(t, x, u)| < (2.12)

A 0j
jeg (i)

To approximate the impulse control part, we define a function I : S X Z — 8 as
follow:

I(x,z) = argmin |T(x, z) - y|.
yeS?o

Then the impulse control part is approximated as follow:

AV (L, x;) =sup V(t, I(x,z)) + K(t, x, 2).
zeZ

According the above discussion, we define the numerical scheme .%# % for the HJB
equation (2.8) as follow.

Definition 2.4.1 (Implicit method for HJBQVI)

yé(tl X, Vé(tr x)/ [Vé]t,x)
max [AfV‘S(t, x)+ At x, ASVO(t, x), AZTVO(t, x), A2 VO(t, x)) ,

+sup VOo(t,T?(x, 2)) +K(t,x,z)] , (t,x)e {tkl k=0,---,Nf = 1} x 82,

_ zeZ
gT(x) - Vé(t/ X), (tl X) € aTé X (S U a‘S)/
gas(t, cas(x)) — VO(t, x), (t,x) € T® x d8?,
V(cr(t), cs(x)) — VO(t,x), otherwise,
where
cr(t) = argmin |t —s],
SE{top",tNt_l}
¢s(x) = argmin |x — y|,
yeS®
cos(x) = argmin |x — y|.
yeaS
Remark 2.4.2

Since the scheme F° dose not gives a solution V° explicitly, the scheme F° is an implicit
method. We also remark that the condition (2.12) becomes milder if we use the upwind scheme
to approximate the first spacial derivative, instead of the central difference.
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2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

2.4.2 Convergence proof

Monotonicity

Lemma 2.4.3 7
If the condition (2.12) is satisfied, the scheme .F° is monotone.

Proof. Let y € Rand ¢, € B(S) such that ¢ < 1. We see that

ﬁé (t/ X, Y, [Iqb]t,x) - 19?6 (t/ X, Y, [(P]t,x) = gT(x) —y- (gT(x) - y) = O/
for (£, x) € 9T x (S U JS),

3?5 (t, XY, [lp]t,x) - gé (t/xl Y, [qb]t,x) = (83S(t, C&S(x)) - y) - (gQS(t/ x) - y) =0
for (t,x) € T x d8% and
Fo(tx,y, [Wla) = 0 (8%, y, [§is)
= ¢(cr(t), cs(x)) —y — (p(cr(t), cs(x)) — y)

>0,

for (t,x) € [O,T]X(SUQS)\({tkl k=0,--- ,Nt—l} X SPUT? x (SUIS)UT? x 9S?).
The remaining is to show the case of (¢, x;) € {tkl k=0,---,Nf - 1} X S%. Recall that

a1 > ap, by = bp = max(ai, b1) = max(ay, by)
and we find that if we show
AT, 2y 00=y + A2, x, AP (E, 1), ATY(E, 0), AT Y(E 0))y(o, 0=y
> At %) lgt0=y + H(E, X, AP, ), AT O, ), AT O, X))ot x)=y,  (2.13)
and

sup (¢, (x,z)) + K(t,x,2) > sup ¢(t, I(x,z)) + K(t, x, 2) (2.14)
zeZ zeZ

for (¢, x;) € {tkl k=0,---,Nt - 1} X 80, then the claim is established.
The inequality(2.14) is almost obvious:

sup {y(t, I(x,z)) + K(t, x, z)} —sup {o(t, I(x,z)) + K(t, x, z)}

zeZ zeZ

> sup {qb(t, I(x,z)) + K(t, x, z)} —sup {qﬁ(t, I(x,z)) + K(t, x, z)}
zeZ zeZ

=0.
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Let show the inequality(2.13). By (2.11), we have

A:—Fb(tr xi)llp(t,xi)zy + %(t/ Xi, A;l/}(t, xi)r A?'I/J(t, xi)/ A?c_l/}(t/ xi))'lp(t,xi):y
- A?—¢(t1 xi)l(f)(t,x,-):y - ‘%‘Z(tl Xi, A;(P(t/ xi)/ A32C+¢(tl xi)/ Ai_ﬁb(t/ xi))|¢(t,xi):y

Y(t + 0, x) 1 ¢ —a;i(t,x, u) laij(t, x, u)]
= ——— +sup —+Z —2+Zf
O wew | |0 45 07 jeT (i) 20i0

%Z Z au(t X, u) Z |aij(t, x, u)| + % pilt, x, 1) Y(t, x + xdie;)
=1«

g 00 o
(t X, u)
Z Z Z Tgb(t,x + xdje; + /\(5]‘6]') + f(t, X, u)
i=1 jeJ(i) x,A=%1 ™
¢(t + 6t/ x) 1 $ _ﬂjj(t,x,u) |aij(t’x’u)|
————— —sup — + - o + .S .
o uev | | Ot ; 61’ jG;(i) 2616]
1 it x, aji(t,x, u t,x,u
Ay %_Z |U(M L M2 ) o1, x i)
i=1 x==+1 i jeI (i) o Z

al[;.d](t,x, u)
E E ————¢(t, x + kdje; + Adjej) + f(t, x,u)
26;0;

=1 jeJg(i) x,A=%1

+
N[~

Since the coefficients of {(t + 0¢, x), P(t, x + x0;e;) and P(t, x + xd;e; + Adje;) are non-
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negative by the condition (2.12), we find that

A:l/)(t/ xi)'lp(t,xi):y + %(t/ Xi, Ailp(t/ xi)/ A32c+¢(t/ xi)/ Ai_lp(t/ xi))llp(t,x,-)zy
= AT O, Xt xy=y — H(E, i, ASP(E, x7), AT P(E, xi), AT P(E, X))ot )=y

Ot + 64, x) 1 & —a;i(t,x,u) laij(t, x, u)]
< —— +sup 6—t+Z _— Z _—

2 . .
61‘ uel i-1 i €T (i) 2615]
1 aii(t, x, u) laij(t, x, u)| wi(t, x, u) N
’ z Z 62 B Z 516] tK i ¢(t,x + Kélel)
i=1 =2l i jeT (i)
1 & al[]’.”](t,x,u)
+§ Z 250 (t, x +xodie; + Adje;) + f(t, x, u)

t+ 0y, Ly a;i(t,x,u
_gb( tx)+s 1 +Z a”(t‘,x,u)+ Z |aij( )]

l.lp - 2 LS.
Ot uelU Ot i=1 i jeg (i) 2616]
D IPI Ay YA L] PR
2 2 52 L 50; Oi o a
=1 k=21 i jeg ()
n ﬂz[;-{)\](t/x/u)

1
+§ : Z Z O(t, x + x0ie; + Adjej) + f(t, x, u)

20:0,

which establishes the inequality (2.13).

Stability

To prove the stability of the scheme .7°, we investigate behaviour of the interventions
at the same time. We first define the index function 1.

Definition 2.4.4
n:{l,--- ,Ns}xZ —{1,---,Ng} such that

n(i,z)= argmin [[(x;,z)— xjl.
je{l,~ ,Nsh\{i}

Fix an control (1, v, D), and let us define
nOt,1;0) =1,
n(m)(t/ i; C) =1 (n(m_l)(t, i} C), C(t, xn(m—l)(t’i,.c))) , m2 1,
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and
mC(t, l) = arg;nin {xn(m)(tli;c) S Dt} .
The following lemma plays an important role to prove the existence of the scheme .7°.

Lemma 2.4.5
If (u, v, D) is an admissible control strategy, for all t € [0, T) and x; € S° \ Dy,

N, ;0 £, 1<m<mC(t,i),

Proof. Suppose that there exist ' € [0, T) and m” € {1,---,m°(t, i) — 1} such that
"N, i;0) = i.
Set j* = argmax{7; < t'} and Xy = x; and note that
j
T].*+1 = "[]-*_'_2 = e = "[]'*_'_m/ = t/,

because X X i) € 8%\ Dy, 1 <m < m’. Moreover

Ti*+m —

— _ 1
XT]-*+,,1 = xf](”’)(t’,i;C) - xr](miL%Jm/)(t’,i;C) €S \ Dt/

for m > m’. This implies that
Tm+1 =1,

which contradicts the fact 7p141 > T imposed by the admissibility. O

Let us define 1(t, i; C) representing the maximum interventions number to reach the
state x; from x j:
m(t,i;C) = max ml{l R (2,70}

Lemma 2.4.6
We have

m(t,n(t,i;Q); Q) > m(t,i;0) + 1.

Proof. A straightforward computation gives

m(t, n(t,i;C); C) = maxml{n(tlc) nom(t,i;0)}

= X 1ty i)} {000}

. e Mt io)=nei:0} Himno-0(, 500}

=maxmly._ -1 i
=GO}
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Set m’ = m — 1, then
ML ety o) = m’ 4+ Dy o
r?ix {i=ntm=D(t,j;0)} Y?T%,X( ) {i=nt")(t,7;0)}
=(t,i;C)+ 1.
Therefore the claim is established. O

Lemma 2.4.7 ‘
If the condition (2.12) is satisfied, the scheme .7° is stable.

Proof. Let V° beasolution of Z°(t, x, VO(t, x),[V°];,x) = 0. The existence and bounded-
ness of V? are obvious on the boundary Tx9S8? and the terminal 9T?x(SUJS). If we are
able to show the existence and boundedness of V? on the grids {tkl k=0,--- ,Nt - 1} X
S?, there exist bounded V° on the other region since it takes the same value on the near-
est grid.

We show the existence of V° on the grids {tkl k=0,---,Nt - 1} xS%. We display the
scheme .Z° on {tk| k=0,---,Nt - 1} x 8% in a matrix form. Fix an admissible control
w = (u,, D) and define A¥* € RNs*Ns and b%* € RNs as follows:

Ly"k, X; € Son Dy,
ok _ |Mp, i €S NS\ Dy),
" 1, xi€(986, i:]',
0, x€dS i%j
fte, xi, ub) + 3 VOt xi) xi € S°N Dy,
b = S K(t, xi1,25), xi € SO N(S\Dy),
gaS(tk/xi)/ Xi € 886

where uf = u(ty, x;), zf = C(tx, x;) and LK, M® € RNs*Ns such that

1, ifxie885, i=j
1~ i (b, X, uf | (tx, xi, uf)|
+Z—” i 1)+ Z vy (be, 31, 1)) if x; €98%, i=j

2 O !
o o O3 €T (i) 20110
1 aivir(ti, i, u¥) ~ Z |ajejr(ti, xi, ub)| . Kﬂi'(tk,xi,uf)
2 5 y ’
T O pégtny OO >

if xj =x; +x6per, k1, " €{1,---,n},
1 al[’if\](tk’ xi/ui'() s
U ifx; €98%, xj = xi + kbpen + Abpep, 1, A = £1,

1 o0p
i/e{]-/"' In}l jlej(il)/

0, otherwize,

C_ 9.,
My = —Lizj + Ly .2by-
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Using A“* and b, the scheme .%° is represented by

sup {Aw'ka + bw'k} =0,
w

where V5 € RNs, k = 0,---,N; such that V¥ = V(t,x), i = 1,--- ,Ng. If A% is
invertible, a linear equation
Aw'k(P + bw,k — O,

has a solution ¢ = —(A“*)~1p®*. This implies the existence of V¥. Therefore we need
to show that A“* is invertible.

We prove the case that D;, = S. In this case A“* = L**. By the assumption (2.12),
we find

Z |Luk Z Z ajrir (tk/ Xi, U; ) Z |11i’j'(tk/ Xi, uf)l N pir (e, xi, ”f)
- K
6110 XY

J#i =1 k= +1 j'eJ (i)

[K”(tk,xl, k)

+Z 2 Z T

i'=1jeJ(i") x= +1

" i (b, xi, ub) Z lairj (t, xi, u)]

- 612, 2640

Jeg@)

J1 Zn] aivir(t, xi, u¥) ~ Z |airj (e, xi, ub)|
2 i’ i’
o 0% e g (i) 2010

=LY, ie{lln e S

Thus L"* is a strictly diagonally dominant matrix. It is a well known result that a strictly
diagonally dominant matrix is invertible. Hence L** is invertible.

Let us consider the claim in the case that Dy, # S. In this case, A"k is indeed a
generalized diagonally dominant matrix which is also invertible (see e.g. [Var09] and
[JR75]). We are able to define c4 € [0, 1) satisfying

max —k < CA
ie{llesSnDyy LY

where

ﬂ;l/ = max m(tk/ Z; C)
ie{l|x;€8°N(S\ Dy, )}

Using a constant c4, we define a diagonal matrix C by

1, otherwise.

(Ca)ii = {Cf(tk,i;o' if x; € S*N(S\ D),
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Fori € {l|x; € 8° N Dy, }, we have

DlamFCal < YUIAT = YT I < i LK < [(LFCaal = (AR Caul,
j#i j#i JE=)

because (Ca);; € [0, 1]. By the lemma 2.4.5 and the lemma 2.4.6, we see

w,k _ (e, n(i,25);0)
A ECa) =My Ly
]¢z
m(ty,i;0)+1
<c Cy k
< Cm(tk i;C)
A
‘M m(tk i; C)
= [(A“*Cn)iil,

fori € {I|x; € 8°N(S\ Dy,)}. Therefore the matrix AYKC, is a strictly diagonally
dominant matrix and A% is a generalized diagonally dominant matrix.
We next show the boundedness of V*. Define i* € {1,--- ,N §) such that

i* = argmax |¢;].
i

If x; € 89, it is trivial that
lpi-| = |gas(tr, xi)| < Ca,
where

Co= sup |gas(s, )l
s€l[0,T),yedS

Let us consider the case that x;- € S°. We define i* € {1,--- ,N, s} as follow:

P = argmax |¢il.
ie{llxeS°nDy, }

Because A%‘j = Lj.ibkj > 0and |¢;o| > |¢j| > sign(¢;n)¢; for i*P # j, we see that

ZAWkM)I | > sign(¢p;n) Z Az"k

j#E j#i*D

65



2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

. wk _ 1
Since Z]» Ai*Dj = -3, We have
Jk Sk
[psol = =51 ) AL IoL
j
Jk koo
= =0t Z A?:D]‘|¢i*D| - 5tAszz-*DSIgn(¢i*D)¢i*D
j#iD
. k . Jk
< —0Ossign(¢p;n) Z A?D].qu — Osign(P0) AL p Piep

j#iD

~ossign(io) > AN,
j

. k k
= sign(¢;. )i
S |f(tkl xi*Dl Mf)l + |VZ§5—1|

< 0;Cs + max |Vik+1|,
1

where

Cs = sup |f(s,y,u)l.
s€[0,T], yeS, uelU

Hence if x € 8° N Dy, we find that |¢p| = |p0| < 6;C3 + max; |Vl.k+1|. If x;/ €
S° N (S \ Dy,), note that

¢i* = (pq(tk,i*;(,) - K(tk/ Xi*, Zi()
m€(t,i";C0)~1
_ . _ k
= ¢mc(tk’l*;c) Z K (tk, xn(nl)(tk,i*;c), Zl](nl)(tk,i*;c)) .
m=0
and thus
me(ty,i*;0)-1
k
|¢l| < |¢m”(tk,i*;C)| + Z K (tk/ Xnom(t,i*;C) 7 Zq(m)(tk,i*;g)) ‘

m=0
me(ty,i%0)-1
< |p;n|+ Cq Z 1
m=0

< 6;Cs + max |Vik+1| + Cym®(ty,i%;0),
1

where
Cy= sup |K(s,y,2z)l|.
s€[0,T], yeS, zeZ
The above discussion is valid for arbitrary admissible w and hence we obtain

|VF| < max |Ca, 6:C3 + Cam(ty, i*; C*) + max |[VFH]|
1

66



2 Convergence Proof of Finite Difference Scheme for Hamilton-Jacobi-Bellman equations

here we denote

ik = argmax |Vik|.
i
This evaluation implies that
Ni-1
[VF| < max[C1, C2] + (N* - k)8;C3 + Cy Z m(ty, i*; O°).
1=k

where

Ci= sup |gr(y)l
yeSUdS

We are able to show the above by induction. For k = N,

Ni—-1
[VE| = |gr(x:)| < C1 < max[C1, C2] + (N = N")6;C5 + C4 Z m®(t1,i"; C).
I=N;¢

Assuming the claim is established for k = k" +1,
Vil < max [Cz' 6¢Cs + Cam(ty, i"; ") + max IVik'”']
1
< max [Ca, 6;C3 + Cam®(ty, i'; C")

Ni-1
+max[C1, C2] + (N! — (K’ + 1))6;,C3 + Cy4 Z me(ty, i C*)]
I=k’+1

N;-1
< max | Cp, max|C1, C2] + (N! — k")6;C3 + C4 Z me(t;, it C*)]
1=k’
N;—1
< max[C1,C2] + (N' = k')8,C3 + C4 Z me(t, ' O).
1=k’

Wesee that (N1 —k)5;C3 < TC3,k =0,1,--- ,Nf—1. Because the term Zfifk_l me(t;, i1 C*)

means the count of interventions after t;, we find Zﬁtk_ ! mC(t;,i*; C*) < M. Therefore
we obtain
[V¥| < max[C1,C2] + TC3 + MCy,

which establishes the claim. m]

Consistency

Lemma 2.4.8
The scheme .F° is consistent.
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Proof. Let ¢ € C¥([0, T] X (S° UdS)) and 645 =s — t and 6*Y = y — x.
We first consider the claim in the case that (¢, x) € [0, T) X dS. Suppose that (s, y) €
T® x 8% and then

[ 7265,y 85, y) + &0+ &) = (9d(t, 1) + (8,7, 0:(t, %), (1, %) )|

= |gas(s, c(y) = (@(s, y) + &) = (gas(t, x) = P(t, x))
where £ € R. The assumption imposed to g5 gives

| 70(s, v, d(s, ) + &, + &) = (Arp(t, x) + H (t,x,0x¢(t, x), I2¢(t, X)) )|
At P(t + 0105, x + 010™Y) 045

4

< C(s -t +]e(y) —x]) +

n
+ ) 0ip(t+ 01615, x + 0:5™)5Y | + |¢]
i=1

where 67 € (0,1). Hence we obtain
| 7%(s, v, (s, y) + & + &) = (I p(t, x) + A (£, x,0xP(t, ), 39 (t, %)) ) | = O,
as 0y >0, 0 > 0& — 0and (s, y) — (¢, x).

which establishes the claim on [0, T) X 8.
We consider the claim in the case that (¢, x) € {T} X (S U dS). Suppose that (s, y) €
dT? x (S U dS) and then

| 705, y, (s, ) + &, ¢+ &) — (drp(t, x) + A (t,x,dxP(t, x), 2P(t, x))) |
= |87(y) = (¢(s, y) + &) — (g7(x) = P(T, x))|.

The assumption imposed to gr gives

| Z0(s, v, (s, y) + &, P+ &) = (dep(t, x) + A (t,x, 0+ P(t, x), 2 (t, x)) )|
< Clly —x|) + ‘8tgb(T — Oy5.7, % + 025%Y)bsr

n
+ 3" ip(T = Oz057, x + 0,5™)57" | + |¢]
i=1

where 0, € (0,1). Hence we obtain
|ﬁé(sl Y, (P(S/ ]/) + él(P + 5) - (at(P(t,X) + (t/x/ aX(P(t/ x)l az(]j(t/x)) )| - O/
as 0y =0, 6 > 0& = 0and (s, y) — (t,x).

which establishes the claim on {T'} X (S U dS).

The remaining task is to prove the case that (¢, x) € [0,T) X S. Suppose that 6; and
6 are small enough such that (¢, x) € T° x §°. More precisely, we assume that §; and 6
satisfy

1 1 .
min(t, T —t) > =6, |(x —x)i| > 0;, ¥’ =argmin|x-x'|, i=1,---,n.
2 2 x'€dS
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We choose (s, i) as follow:

s = argmin |t — t]|, y =cs(x).
1<k<N*-1

Then we find
|355(s, Y, (s, y) + &, ¢+ &) — (Irdp(t, x) + 5 (t,x, 0+ (¢, x), I2¢(t, x))) |
= [max [Af (t, x) + A(t, x, AsP(s, y), AT (s, y), AT P(s, ),

+ Sug {¢(s,T°(y,2)) + K(s,y,2)} — ¢(s, y)]

— max [&t(p(t, x) + sup {y(t, x, U)o P(t, x) + %a(t, X, u)&;‘;(jo(t, x)+ f(t,x, u)}
uel

+sup {¢>(t, I'(x,z)) + K(t, x, z)} - o(t, x)]

z€Z
Recall that
|ay — az| < 84, |b1 — b2| < 6, = |max(ai, b1) — max(az, by)| < max(6,, 6p)
for ay, az, by, by € R and thus it is enough to show that
[AF bt ) + (2, AL (s, y), AT §(s, ), AT (s, )

—0;¢(t, x) — sup {y(t, x, u)drP(t, x) + %a(t, X, u)aiqb(t, x)+ f(t,x, u)}
uelU

-0,

as 0y = 0, 6 = 0and (s,y) — (t,x), (2.15)

and

sug {qb(t, Fé(y, z))+K(s, y, z)} - ¢(s, )

—sup {qb(s,F(x, z)) + K(¢, x, z)} +¢(t,x)| =0,
zeZ

as 0y = 0, 6 = 0and (s, y) — (¢, x). (2.16)
We prove the claim (2.16). Note that for A c R" and f1, f,: A = R,

sup fi(x) = sup fo(x) < sup (fi(x) - f2(x)) , (2.17)
xeA x€eA xeA

and we have

sup {(p(s,ré(y,z)) + K(s, vy, z)} -, y)— sug {(p(t, I'(x,z)) + K(t, x, z)} + ¢(t, x)

zeZ z
< sug |¢(s, F‘S(y, z)) - ¢(t, T(x, z))| + sug |K(s, y,z)—K(t, x, z)!

+1¢(s, y) = P(t, X
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Let 6"*#) = I%(x, z) — [(x, z) and note that |5| ™| < 6;,i = 1,--- ,n, by the definition
of I'*. Hence we find

|¢(S/r6(]/z Z)) - ¢(S,F(X,Z))|
= |p(s,T(y, 2) + 6") = (s, T(x, 2))|

= |9(s,T(y,2)) = (s, T(x, 2)) + ) dicp(s, T(y, 2) + Oro" 02,

i=1

< l¢(s,I(y, 2)) = ¢(s, I(x, 2))| + Z 19i(s, Ty, z) + Or6" )6,

i=1

where Or € (0,1). Therefore the claim is established by the above estimation, the
Lipschitz continuity of K and the continuity of ¢.
We prove the claim (2.15). Using the inequality (2.17), we have

|ﬁ“5(s, Y, 00, y)+ &, ¢+ &) — (dd(t, x) + 5 (t,x,0x (¢, x), 2P(t, x)) )|

< [AF@(s, y) - dip(t, x)| + sup |f(s,y,u) = f(t, %, )]

+ Z sup |yi(s, v, u)ASP(s, y) — wilt, x, u)di(t, x)|

i=1 uelU
n

+ > sup |ag(s, v, W)AG (s, y) — aiilt, x, u)diip(t, X))
i=1 uelU

gzzm

i=1 jeg(i) “€U

a;;.(s, v, u)A:rjqb(s, y) — ai‘j(s, v, u)Ai‘jqﬁ(S, y) —a;i(t, x, u)dijp(t, x)|.

We first evaluate the time derivative term. The Taylor expansion gives

|AF D (s, y) = drp(t, %)
= 91 p(s, y) + P P(s + 0304, y)Or — I P(t, x)|
= |8f¢(t + (st, X + 62xy) + 8%(1)(5 + 636t, y)ét - 8tqb(t, X)|

7 (s + 0301, Y)Or + 7 P(t + 0401, x + Os0xy) s

+ Z i p(t + 6461, x + 055°1)57Y|,
i

where 03, 04 € (0,1) and hence
|At+¢(s, y) — 8tqb(t,x)| — 0 asd; — 0and (s,y) — (¢, x).

We next evaluate the terms related to the first derivative of x. Using the Taylor
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expansion, we find

- ). 1 . 582
A @(s, y) = 9igp(s, y) + 13 D, D5, Os,x,1ie1)d]

k=%1

1
= dip(t,x) + T Z P(s, 05,1,k 0:€i)07 + 1dip(t + Og iOts, x + Op,i0™Y) s
k==1

n
+ D" 90ip(t + 0,615, x + 06,55,
j=1

where 05 . i, 06, € (0,1),i =1,--- ,n and k = £1. Thus we have

sup (s, ¥, WALG(s, ¥) - pilt, ¥, w2 p(, %)
uelU

< sup |ui(s, y, u) — wi(t, x, u)||dip(t, x)|
uelU

1
T Z P(s, O5,x,iK0:€i)07 + 1dip(t + Og iOts, x + O6,i0™Y )45

K==1

+sup |ui(s, y, u)|
uel

n
+ Z 8]-8iqb(t + 96,i6t51 X+ 96,i6xy)6;<]/
=1

The Lipschitz continuity and the linear growth condition of u implies

sup |pi(s, v, u) — pi(t, x, u)| <sup C(|s —t| + |y — x|)[dip(t, x)|
uel uel

= C(|6s5] +16™]),

and

sup |ui(s, vy, u)] < C(1+ |y| + sup |ul).
uel uel

Recall that U is compact and we obtain

sup |ui(s, v, W)ASP(s, y) — wilt, x, u)dPp(t, x)| > 0, as & — 0and (s, y) — (£, x).
uel

The terms related to the second derivative of x are evaluated in the same manner.
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The Taylor expansion gives

A5, y)

= dijd(s, y)

: [_6 ((P(s v+ 6 '5iei) + P(s, y — 9-_-’i5i€i))
24(51‘(5]‘ i il ’ 1]

y iy
— 68041 (065, y + 07556 + o5,y — 07 57e)

+ (61'(91' + (5]'8]') (QD(S, y+ 6;}*'61-61' + 6i+],+(5je]~) + (j,')(S, Y- 91-_]._61‘61‘ - 61'_]'_6]'5]'))]
= d;;P(t, x)

+

n
+ 8taijqb(t + 607,ij0ts, x + 67,ij(5xy)5ts + Z 8181‘]'@(15 + 07,ij0ts, x + 97’ij5xy)6;€}/
=1

1 44
+246i6][ 0 fffi(¢(sy+6 diei) + 05,y = 0 56))

+,j -
— 6;1(9;1]]] (@(S, y+ 91]]616]) + gb(s, Y- 91]]6]8]))
+(0i05-+6,07)* (bls,  + 0357 dier + 0357 05e7) + 65, y — 03~ 0ves = 0705¢7)) |,
and

A7 (s, 1)
= 3ij¢(t/ X)

n
+ ataij¢)(t + 97,1']'6135, X+ 97,i]'(5xy)5ts + Z 3laij¢(t + 67,1']'5155, X+ 97,jj5xy)5;cy
=1

1 s b .
+2451.5.[z iiii(¢(sy+9 oiei) + P(s,y — 0,7 66))
6?‘9?]']']‘ (qb(s, y+ 9;']5]'@]') +¢(s,y - 9;]"]5j€j))

_ (51'81' - 5]'8]') (qj(s, y+ 6;;_(51'81' + 6;;_(5]'6]') +¢(s,y — Qi—j+6iei - 61,—],+6]'€]‘))] ,

- - —— i ot opg-i ol —
where 6;“]*,9;; ,Qi]-+,9ij ,Qij ,Qij],ei]- ;Qi]-],67,ij € (0,1), i,j =1---,n. Hence we
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see
sup |a;i(s, y, WAL P(s, y) — aiilt, x, u)5¢(t, x)
uel
< Sup |uii(sl y/ M) - aii(tl X, U)l |81]¢(t, X)l
uel
+sup |a;i(s, y, u)| |0:dijp(t + O ijOts, X + O5,i;0™Y)dts
uel
n
+ Z 318i]‘(;[)(t + 65,ij5ts/ X+ 95,ij5xy)5?y
I=1
1 . .
b 25 0108, (90, v + 0 010 + (s, y - 0, 0ie)) |,
and

Sup Ell-'—]-(s, ]/; M)A;;(P(S, y) - ai_j(sl ]// u)Ai_]'qb(sl ]/) - aij(t/ X, u)alz]ﬁb(t/ x)‘
uelU

<supla;i(s,y, u) — a;j(t, x, u)||0ijp(t, x)|
uel

+sup |aji(s, y, u)| )8tai]‘¢(t + 07,015, x + 07,0 )04
uelU

n
+ Z 910ijp(t + 67,ij615, x + O7,16™)5,”
=1

1 . B
2460, [_6?‘9?1‘1‘1‘ (975(51 y+ Q;rj’léiei) + (s, y - Qij'zéiei))

+ sup |ai+j(s,y,u)|
uelU
- 6‘]*8?].].]. (¢(s, v+ 9;']5]‘6]') +¢(s,y — Qi_j’]é]-e]-))
(51‘81' + 6]'8]')4 (q5(5, Y+ 91-+]-+5i€i + 91-+]-+5]'e]') + (],')(S, Y- 9,-}_51'61' — Qi;_éjej))] ‘

+ sup |al._].(s, Y, u)l
uelU

1 . i
246;6; [6?8?1'” ((p(s’ y+ 0" 0ie) + §ls, y - Qij'l‘siei))
+ 6?8?]‘]‘]' (CP(SI y+ 9;’]61‘3]') + (s, y - Gi_].’]é]-ej))
— (8,0 — 8;9))* + (qJ(s, Y+ 67 Siei + 6575e) + (s, y — 6 biei - eiféje]-))] ‘ .
Using the Lipschitz continuity and the linear growth condition of ¢, we have

la(s, y, u) —a(t, x,u)| = [0*(s, y, u) — o>(t, x, u)|
< (lG(S, y/ u)l + |G(t/ X, M)') |G(S/ y/ u) - G(t/ X, u)l
< CP+ [yl + |x| + 2lul)(|65s] +16]),

and
la(s, y, u)| < C2(1 + |y| + |ul)*.

73
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Recall that U is compact, and we obtain

sup |a’(s, y, )A;¢(s, y) — aii(t, x, w)d%P(t, x)| = 0,
uel

sup
uel

afj(s, v, u)A:T].qb(s, y)— az._].(s, v, u)Ai_].(p(s, y) —aij(t, x, u)&z.zj(p(t, x)|—0,
as 0 = 0and (s, y) — (¢, x).
By the assumption of f, the remaining evaluation is almost obvious:

sup |f(s, y,u) = f(t, x,u)| < C(L+ |y| + x| +sup [u])(|0ss| + [0xy])

uelU uelU

and thus

sup |f(s,y,u-f(t,x,u)] -0, asdy— 0and (s,y) — (¢, x).
uelU

Therefore the claim (2.15) is established.
O

By Lemma 2.4.3, Lemma 2.4.7, Lemma 2.4.8 and the convergence framework as in
[BS91], we obtain the following theorem.

Theorem 2.4.9
Denote by V(t, x) the solution of the numerical scheme #° = 0. Then the limit

V t,x = 1 Vé S,
( ) 01,00, }s,n})a(t,x) ( y)

exists and is a unique viscosity solution if the comparison theorem is established.

Proof. Lemma 2.4.3, Lemma 2.4.7 and Lemma 2.4.8 establish the claim by Barles and
Souganidis [BS91]. O
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3 Implementation of Numerical Algorithm for
Hamilton-Jacobi-Bellman
Quasi-Variational Inequalities

In the last section of the previous chapter, we discuss the convergence of the implicit
method of the HJBQVI. In this chapter, we provide a new algorithm to solve the dis-
cretized HJBQVI arising in the implicit method defined in the previous section. We
also show an illustrative example, optimal forest harvesting problem in the finite time
horizon. The majority of the contents of this chapter correspond to Ieda[led15b].

3.1 Introduction

Solving the Hamilton-Jacobi-bellman quasi-variational inequality (HJBQVI) is one of
the most challenging issues in the stochastic optimal control problem. The HJBQVI is
associated with the combined impulse and stochastic optimal control which is able to
formulate the system which changes drastically by our control. The combined stochastic
optimal controlis a quite applicable framework. We present some of the literature which
deal with the applications for the mathematical finance: Pliska and Suzuki [PS04],
Palczewski and Zabczyk [PZ05] and Kharroubi and Pham [KP10] treat the portfolio
optimization with transaction costs; Mundaca and Jksendal [M@98] and Cadenillas
and Zapatero [CZ00] study the control of the exchange rate by the Central Bank; Korn
[Kor99] provides the overview relating to the applications of the impulse control. The
applications to other areas, for instance, the management of electricity management, the
problems of maintenance and quality control and information technology are found in
Bensoussan and Lions [BL84] and the references therein.

The major approach to applying the impulse control framework has the aspect that
problems or models are formulated to have an analytical solution. For the HJBQVI
associated with the one-dimensional infinite horizon combined stochastic optimal con-
trol problem, the smooth-fit technique is an established method to obtain the solution.
However this technique is not valid for solving general HIBQVIs and to our best knowl-
edge, there is no established method for the general HJBQVI. Hence the development
of the numerical method to solve the HJBQVI is significantly required.

The numerical approach to solve the HJBQVTI is categorized into two types by the time
horizon: the infinite or finite time horizon. We first mention the case of the infinite time
horizon. Bensoussan and Lions [BL84] approximate the impulse control problem by
iterations of the optimal stopping problem and hence HJBQVI is translated to the HJB
variational inequalities (H]BVIs). The numerical method for the HJBVI is well studied
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due to the motivation for the pricing of American options in the mathematical finance.
An alternative method is proposed in Chancelier et. al. [CMS06]. They provide the
solving method for a fixed point problem which consists of the contractive operator and
the non-expansive operator and the numerical algorithm for the infinite time horizon
HJBQVI has appeared as an application. They discretize the HJBQVI by the finite
difference scheme and lead an equivalent fixed point problem which is solvable by their
algorithm.

In the case of the finite time horizon, we can employ the dynamic programming,
the backward induction in a similar fashion as other optimal control problems which
have the terminal condition. For instance, Chen and Forsyth [CF08] solves the finite
time horizon HJBQVI associated with the annuity pricing problem with a guaranteed
minimum withdrawal benefit. They construct the discretized equation which consistent
with the original HJBQVI under the constraint that the time grid size is small enough
to satisfy a certain condition depend on the space grid size. We note that this method
is dependent on the model and thus it appears to be difficult to apply other problems
directly.

In this chapter, we propose a new numerical algorithm solving the finite time horizon
HJBQVI. Comparing the infinite time horizon case, we must treat the time stepping
carefully. We provide an appropriate transform for the considered HJBQVI and lead
the numerical scheme which does not need a relationship between the time and spacial
stepping. The key points of the present study are that (i) we discretize the HJBQVI with
the forward difference for the time grid; (ii) the impulse control part is kept in the same
time step. Hence the present method is an implicit method.

The main advantage of the present work is providing a numerical scheme which is
independent of the specific model formulation. The stability of the numerical scheme
is especially sensitive in the finite time horizon case. The previous works such as
[CFO8] prove the stability for each concerned problems. The present work gives a
proof of the stability in the general framework and hence our method is able to apply
without the stability proof. To support the advantage of our method from the side of
the implementation, we provide the detailed procedure of the algorithm in the matrix
form.

This paper is organized as follows. We present the mathematical formulation of the
HJBQVI in Section 3.2. The goal of this section is to display the discretized HJBQVI in
the matrix form. Section 3.3 provides a detail of our algorithm. In Section 3.3.1, the
matrix form HJBQVI obtained in Section 3.2 is translated into an equivalent fixed point
problem. We describe the procedure in detail from the viewpoint of the computational
implementation in Section 3.3.2. In Section 3.4, we apply the proposed method to the
optimal forest harvesting problem. This problem that determines the optimal harvest-
ing strategy for the ongoing forest. We employ the mathematical formulation of the
problem proposed by Willassen [Wil98] based on the infinite time horizon impulse con-
trol framework having analytical solutions of the value function and optimal strategy
are provided. We introduce the terminal time representing the time of exiting from the
forest business and then the above problem turns into the finite time horizon one. In
this case, the analytical solution is unavailable, and thus we solve it numerically by the
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proposed algorithm.

3.2 Mathematical formulation

3.2.1 Model

We consider the following combined stochastic and impulse control problems over a
finite time horizon [0, T| with performance criterion

T
J¢(x) = E / Fls, X uddt + g(XP) + Y Koy, X, 0 X =x|. @)

t<7;<T

The controlled process {Xf’} 10 18 governed by

{dX;” - y(t,X:U,ut)dt + G(f, Xf",ut)th, Tj <t< Ti+1, (3.2)

XT]'+1 = F(XT]._+1/ Cj+1)/ ] = 0/ 1/2/ Tty

where W; is a d-dimensional Brownian Motion on a filtered probability space (Q2, ¥, {F+} ;50 , P),
p:[0,TIXR"XU - R, ¢:[0,T]XxR*xU — R™ T :R"x Z —R", UcR and
Z c R!. The combined control w consists of the Markov control strategy u = {u;}+>0,
an U-valued stochastic process which is of the form u; = a(t, X}’) for some function
a :[0,T) x R" — U and the impulse control strategy v = {(7}, Cj)}]?’il. Here 79 = 0,
T1 < Tp < --- are F;-stopping times and C; € Z, j > 1, are ﬁj—measurable random
variables. The performance is measured by the following three functions: a profit rate
function f : [0, T] X R" x U — R, a bequest function g : R" — R, and an intervention
profit function K : [0, T),R" x Z — R.

We denote by ‘W the set of admissible combined controls, i.e., w € W satisfies: (i) a
unique strong solution of the SDE (3.2) with control w exists; (ii) lim; . 7; = T a.s. We
also assume that for w € ‘W,

< oo, B[|g(X¥)|] <0, E Z ‘K(T]»_,Xf:;—,cj')‘ < oo,

T,‘<T

T
E [/O |f(t, X}, up)| dt

The value function corresponding to our problem (3.1) is defined by V;(x) = sup_ .4y J;*(x),
(t,x) € [0, T] x R". Hence the corresponding HJBQVI is given by (see e.g. [IS07])

max (sup {atVt(x) + LVi(x) + f(t, x, a)} ,sup {Vi(I'(x, Q) + K(¢,x,C) = Vi(x)} | =0,
a€eU ceZ
(3.3)
with terminal condition Vr(x) = g(x), x € R", where 0, is partial differential operator
with respect to t, Z}" is the infinitesimal generator of the process X* at time ¢:

LW (x) = u(t, x, )T, W(x) + %Tr ((0aT)(t, x, a)d2¥(x))
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for W € C?(R"). Here 8;; is the j-th order partial differential operator with respect to x
and the operator T means transposition. The continuation set O; at time ¢ is defined by

DtZ{XGRn

sup {Vi(I'(x, C)) + K(t, x, C) = Vi(x)} < 0} :
ceZ

We impose the condition Dy # 0, t € [0, T) on the control set on, i.e., the control which
intervenes at all region is not admissible. A simple way to satisfy this condition is that
the intervention times {1 j}]f“’:l meet the following statement: for each t € (0, T), there
exists xR € S such that X; = xR and Tj+1 # t where j = argmax {7; < t}. We are usually

1
able to find such x® from the problem formulation: an example of this case is seen in

Section 3.4.1.

As similar to other numerical problems, we face the problem that the computer does
not deal with the unbounded domain. Since our state process X;" leaves any bounded
region until the termination time T with non-zero probability, this problem is inevitable.
To cope with it, we restrict ourselves to the problem with the bounded domain. Let
S c R" be the domain and dS be the boundary. We assume that (i) D; NS # 0,
t € [0, T); (ii) the intervention function I satisfies I : S — S. The boundary condition
is given by the function ¢ : [0, T) X dS — R.

3.2.2 Discretization

We discretize the QVI (3.3) using the standard finite difference scheme with the central
difference. Let 6¢,0 = (01,---,0,)" be the finite difference steps respect to t and
x. We denote by S; the spacial grid and then Sy = S N []},(6;Z). The discretized
boundary dSs is also represented by dSs = dS N []};(6;Z). For the convenience we
introduce symbols of the time grid points {f;}o<i<nt, ti € [0, T] and the spacial grid
points including boundary {x; };<;<nxy5v, Xi € S UJSs, where N ! is the number of the
time grid points, N* is the number of the spacial grid points and N* are the number
of the discretized boundary points. We note that the subsequences {x;}i<i<nx and
{xi}Nv<i<nrinx Tepresent the spacial (internal) grid points and discretized boundary
points respectively. Furthermore the time grid points are defined sequentially: ty = 0,
t1 = 6¢,--, tyt = N'6; = T. Here we implicitly assume that 6 is the number supporting
the existence of N* € Ns.t. N'6; = T. Let Zs be a discretized set of the impulse control
and we assume that: (i) I' : Ss X Zs — S, (ii) we can take space indices which allow to
define an integer functionn: {1,--- ,N*} x Zs — {1,--- ,N*} s.t.

[(xi, Q) = xpi,0, n@,C)<i, with ie{l,---,N"}, CeZs, (3.4)

and x1 € D;.
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The discretized QVI of the QVI (3.3) is defined as follow:

{q)k+1 (x) _ (I)k(x)

5 + LYk (x) + f(ty, x, a)} ,
t

max (sup
acU

sup {@*(T(x, 0)) + K(tx, x, ) — 0¥ (x)} (3.5)

CeZs
Pk (x) = Y(tr, x), x €dSs,

:0, xES(s,

for k € {0,--- ,Nf -1}, vyith terminal condition @Nt(x) = g(x), x € S5 U dS5s, where
@k : S5 U IS5 — R and Z%F is the operator such that

n T TY. .
Sak _ —(00")ii [(o0")ijl
LU (x) =W (x) § —— +‘Z‘ 55,
=t jeT ()

1 & (oo M) |(UUT)1‘]‘| Wi
+§ZZ\P(.’X+K51€Z) 62 —Z T6j+7<6—i

i=1 k==1 i jeJ (i)
[xA]
1 (007);
+§Z Z Z \I](X+K(Si€i+A6j€]‘)T6j, XES§,

i=1 jeJ(i) x,A=%1

for ¥ : S5 U dSs — R. Here we have used the notations

(oo™l = Jex (0,(o07)yj),  xA=1,
g —min (0, (g0 ")ij), ®xA=-1,

j(l) :{1/"' ,1’1} \ {l}/

and have omitted the arguments of (60 ") and p, i.e, (c07) = (60 ")(tx, x, @) and p =

plte, x, @).
We have employed the central difference to obtain the discretized QVI (3.5). If we
employ the one-sided difference the discretized operator .Z%* becomes

n T TY.. .

Sk _ —(00 )i (oo )l]l _ |Hz|

2YRW(x) =W(x) 2—52 + Z 55, " o
i=1 i jeJ (i)

[x]
1 1 (GGT)Z'Z' |(00T)ij| Y
+§ZZ\I/(X+K51'€1‘) R Z 570, + 5
i=1 xk=%1 i jeg (i) ]
(00T

1 i
+ 5 Z Z Z W(x + xdje; + A(Sjej)T(Sj, x €Ss,

i=1 jeJ(i) x,A=%1
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Finally we represent the discretized QVI employing the central difference (3.5) as the
matrix QVI form:

L gk
1

max( sup {(plé—t + (L“'kqbk)i + fl.“’k} ,

acUN*

sup {(M¢¥) +Ki*-gf}]|=0, 1<i<N?, (36)

1
X
zeZN

¢¥ = ¢(tx, xi), N*<i<N*+N¥7,

fork € {0,--- , N! -1} with terminal condition qbf\]t =g(x;),i € {l,---,N*}, where (pk is
a (N* + N*)-dimensional vector s.t. qbf = DF(x;), a = {a;hi<ient, a; € U, z = {z; hi<i<ne,
zi € Zs, L% * isa N* x (N* + N*) matrix such that fori € {1,--- ,N*},

n T
—(o0 M)ir [(goM)irjl e
- A5 + —I f = 7
Z &2 , Z 2010 nr=y
i’=1 i’ j'eg (i)
% (Gaz)i’i’ B Z |(O‘60“—;)1/]/| N Kgfv , if Xj 1: Xi + Kfl'/el'/,
1.4k 03 jeginy  UOT 7 kxl, " e{l,---, n}
ij = if Xj=Xi+ xbjyey + /\(5]‘16]7,
T[]
1 (00 )i'j’ K, A ==1,
2 (31'/6]‘/ ! i"e{l,---,n},
jeg),
0, otherwize,

where f”'k is a N*-dimensional vector s.t. fl.”’k = f(tr, xi,a;), M*isa N¥ X (N* +N*) ma-
trix s.t. MZZ] = 1{j=y(i,z;)y and K% is a N*-dimensional vector such that Kf’k = K(t, xi, zi).
We have omitted the arguments of (c0*) and u again, i.e, (60 ") = (00 " )(tx, xi,a;) and

u = plte, xi,a;).

Here we assume that the functions y and o satisfy the condition

(coM)ii(t, x, a) [(oaT)ij(t, x, )]
5i - 2 5 ’

lpi(t, x, a)| < (t,x,a) € [0,T) x Ss x U.
JET (D)

3.7)

and then the equation (3.6) becomes stable. We remark that if we have employed the
one-sided difference the condition (3.7) becomes the milder one:

< (0o T)ii(t, x, a) 3 Z |(GGT)i]'(t,x,a)|

0
= 5; 5

, (t,x,a)€[0,T)xSsx U,
jeg ()

even though the convergence speed becomes slow.
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3.3 Algorithm

3.3.1 The equivalent fixed point problem

We convert the matrix QVI (3.6) to the following equivalent fixed point problem:

i = max( sup {(I:“'kqbk) ‘ +f_l.”’k} , sup {(Mngk) o+ ka}) , 1<i<N?%
a€UN* ! zeZN¥ !
gbic = gb(tk,xi), N* <i < N~* +Nx,
(3.8)
where %K is a N*-dimensional vector, L*F is a N* x (N* + N¥) matrix and they are
defined as follows:

- hod h
ak _ t a,k l§+1
fi _h+6tfi +h+6t(¢)Z ’

- 0
ak _ ¢ ak
L T o (I +hL"").

(3.9)

Here h is a positive number such that

1
Lok

11

h < inf min
acUNY 1<i<N¥*,1<k<N!

and I isa N*x(N*+N*) matrix such that I; j = 0;j where 6 is the Kronecker’s delta. Then
the fixed point problem (3.8) satisfies the conditions to apply the method proposed by
Chancelier et. al. [CMS06]. The detail is discussed in the last subsection of this section.

3.3.2 Procedures

We are able to solve the problem (3.8) by the backward method. In the following steps
we assume that we have already found the ¢**1.

step1 set o = ¢pF*1,
step2 search the controls 4% and £¥ such that

a* = argmax {L*¢* + f*¥} 2K = argmax {M*p* + K}

aeUN* zeZN¥
and define an index set 7 ¥ such that

Ik={ie{1,--.,Nx}

s N s sk
(Lak’kcpk)i + fia Jk > (Mqubk)i + Klz ,k} ,
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step3 determine a (N* + N¥) X (N* + N¥) matrix A and (N* + N*)-dimensional vector
b as follows:
if;'k ifiel,
Ajj = Mf]." ifie{l,---, NN\,
0 ifie {N*+1,---,N*+ N*},
R fieT,

1

bi= K%  ifie{1,---,N*N\I,

i

(g, x;) ifie {N*+1,---,N*+ N},
step4 solve the linear equation (I —A)¢’ = b where ¢’ isa (N* + N*)-dimensional vector
and I isa (N* + N*) X (N* + N¥) identity matrix,

step5 if max |¢} - qﬁf | exceeds the admissible error replace ¢* by ¢’ and back to step2,
else also replace ¢f by ¢’ and go to step6,

stepb ifk # 1 replace k by k—1 and go back to step1, else determine the Markov control
@, the set 9y, and the impulse control ¢ = (7, C;)i>1 as follows:

Q(te, x;) =¥, Dy ={x;|ie 1"},
p=min{t e {h, o tve |l 2 XE € Dy |,

Cir) =2, Ke(l, - N'ystte=1,

R

where 7o = 0and @ = (&, 9).
The control @ obtained by the above procedure satisfies ]ff (x) > Ity (xi), tx € {to, -+ , ENt-1},
x; € S5, w € W and hence o is optimal control.
3.3.3 From the matrix QVI (3.6) to the fixed point problem (3.8)

We first verify that the matrix QVI (3.6) and the fixed point problem (3.8) are equivalent.
The equations (3.9) imply that
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hence the matrix QVI (3.6) is rewritten in the following form:

1 1 _ ]

11 Fak gk ak _ 1;}

maX((aﬁh);ggx{( &), =
, sup {(Mz¢k)‘+1<f'k—qbf}) =0, 1<i<N¥
ZGZNX 1

<f>§-‘ = UY(ty, x;), N¥<i<N*+N*

The parameters 6; and / are positive numbers thus it is equivalent to !

max( sup {(I_fl'k(pk)i + fl.a’k} — ¢k

acUN*

zeZN¥

¥ = ¢(tr, xi; ), N* <i<N*+N~

, sup {(qubk)i+l<f’k} —¢f) =0, 1<i<N"

Therefore we obtain the fixed point problem (3.8).
We next show that L is a contraction map displayed in the matrix form. By the
definition of h, the condition (3.7) and the equations (3.9), we find that

Osij?j'k,<1 iel,---,N%, jel,--- , N +N* (3.10)
N*+N*
- ,k .
L?]. <1, ie€l,---,N* (3.11)
j=1
Thus we obtain
N*+N~
a,k 17 a,k _ rak r  71ak
||L ¢ L ¢||00_1I<l;-12])\(]r Z L1] ¢] L1] (P]
j=1
N*+N~
< [kp! — L2k
< 0 2 [l @i R o
j=1
N*+N~*
< max |¢p’, — di| max Z Lok
1<j/<N¥ (P] Pi 1<isNe 1Y
]:
< max |¢p’, — ~,‘
1<j’<N* ¢] i
=[lo" - ¢,

Hence L% is a contraction map displayed in the matrix form.

Imax[c f(x), g(x)] = 0 is equivalent to max[ f(x), g(x)] = 0, for every ¢ > 0,
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Finally we show that L** satisfies the discrete maximum principle i.e.,

ia,k¢1_ia,k¢s¢1_¢=>¢’—¢ > 0.

We lead the contradiction of the above statement. Assume that ¢), — ¢, < 0 and
¢:— ¢i 2 0,i # k. Then we have

(L) = (L P)n = Y L@ - o))

]
= D L@, = b)) + L (@ — o)

j#n
> Ly (¢ = @)
> ((/5;1 - an)

Hence we obtain

st -y <0 =LY L P £ ¢' ¢

which establish the statement.

3.4 Numerical results

We apply our method to the finite horizon optimal forest harvesting problem based
on the Willassen’s formulation. The mathematical formulations of the original and
extended problems are described in Section 3.4.1. The original work considers the
infinite time horizon impulse control problem and gives the analytical solution in the
unbounded domain. We first restrict the domain to the bounded one and add the
boundary condition which gives the equivalent solution to the unbounded domain if
the domain is large enough. In Section 3.4.2 we discuss the validity of our boundary
condition using the numerical experiment. Our main target problem, the finite time
horizon optimal forest harvesting problem which solution is not obtained analytically
is discussed in Section 3.4.3.

3.4.1 Optimal forest harvesting problem

Let X; be the biomass of a forest at time t and 71 < 72 < - - - be the tree harvesting times.
We cut all trees in the forest at time 7; and replant the biomass ¥ € R. Suppose that the
growth of the biomass follows the Geometric Brownian motion and then X; is governed

by

dX] = uXjdt +oX{dW;, 1<t <Tjy, (3.12)
X =% j=L2,--,

where p and o are positive constants. Furthermore we suppose that 7; satisfies the

conditions to be the intervention time, i.e., 7; is an ¥;-stopping time and 7; < o a.s.
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Then Xf has a unique strong solution and v := (71, 72, -) is the admissible impulse
control strategy.

The original work formulated by Willassen [Wil98] is defined as the infinite time
horizon optimal impulse control problem. Let g € (0, 1) be the proportional harvesting
cost and Q > 0 be the replanting cost of the biomass ¥. Then the performance criterion
is

J°(x) =E i =M ((1 — B) X, - Q) X?=x|, (3.13)

=1

where A > 0is the discounting factor. We impose %, f and Q on the condition (1 - )% <
Q: if this is not the case, then the optimal strategy is that we harvest trees immediately
after the replant which is a quite vacuity situation. The vacuity harvesting just after the
replanting also suggests that xR = ¥ for any ¢ € (0, o).

The value function corresponding to the criterion (3.13) is defined by V(x) = sup,, J°(x),
x € R and hence the corresponding HJBQVI is given by

o2x?
2

max PV (x) + uxd V(x) = AV(x), V(&) +(1-B)x-Q-V(x)| =0 (3.14)

Willassen solved the HJBQVI (3.14) explicitly:

(3.15)

Vix) = {\I’(x) ) forx <y,
1-Px-Q+W¥(x) forx>y,

where

W(x) =

1-By (x\” 02 = 2u + /(02 = 2u)? + 8021
T R
and y > ¥ is a solution of

Q-0 -py (/)"

- a-poy-n
We call y the strategy switch point. The key ideas to obtain the solution are as follows:
(i) the condition for the cost suggests that we should wait for the harvesting until

X; exceeds a certain value y; (ii) since the partial differential equation %%V(x) +
uxdV(x) — AV(x) = 0 has the analytical general solution, we obtain the value function
by connecting this analytical solution and V' (¥) + (1 — f)x — Q smoothly at y.

We extend the above problem by considering the case that the farmer exits the forest
business at time T': he harvests all trees and does not replant at time T. Then the problem
turns into the finite time horizon problem and the performance criterion is modified as
follow:

) =E| Y e ((1 - pXE - Q) +e M- p)X2| X, = x| (3.16)

t<1j<T
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The value function corresponding to this problem is defined by Vi(x) = sup, J/(x),
t €[0,T), x € R and thus the corresponding HJBQVI is given by

2

2
Ozx PVi(x) + uxd, Vi(x),

max | d; Vi(x) +
Vi@ +e M ((1-px - Q) - Vt(x)) ) (3.17)

with terminal condition Vr(x) = e=4T(1 - f)x.

In this case, the analytical solution is not available. However we can expect the
behavior of the solution of the HJBQVI (3.17). Since the performance criterion Jj is
equivalent to that of the infinite time horizon case (3.13) on the limit T — oo, the value
function V; and the optimal control ¢ coincide with the infinite horizon ones if T is large
enoughand t < T.

3.4.2 Determination of the bounded domain and boundary condition

The idea introducing the strategy switch point y is significant for determination of
the candidate finite domain and boundary condition. Let xmax be positive real value,
S = (0, Xmax) be the candidate bounded domain and boundary dS = {0, xmax} be the
candidate boundary. We first define ¢’ as the function giving the boundary condition
of the infinite time horizon case such that

P(0)=0,
{yb(xmax) = V(f) + (1 - ﬁ)xmax _ Q (318)

Since we cannot expect the forest growth after the biomass reaches to 0, the value
function should be 0 at x = 0. We are able to expect that this boundary condition gives
the same solution in the infinite domain case if xmax is enough larger than y.

We examine this candidate domain and boundary condition by solving the HJBQVI
(3.14) with them numerically. The method to solve the infinite horizon HJBQVI is pro-
posed by Jksendal and Sulem [JS07]. Since our state process is the 1-dimensional
geometric Brownian motion, we are able to employ the method without extra assump-
tions. The HJBQVI is discretized by the standard finite difference scheme with central
difference and we denote by 0, be the finite difference step and N* be the number of
the grid points. We determine the parameters as table 3.1. In this situation, the value
of strategy switch point y is 5.495503.

The numerical results obtained by the algorithm are as follows. Figure 3.1 shows the
maximum error of the value function comparing the analytical solution (3.15) and the
numerical solution. The order of the error is O(62) which coincides with that implied
by the finite difference scheme with the central difference. Figure 3.2 displaying the
analytical strategy switch point with red line and the numerical one with blue line
indicates that the numerical result of switch point is well accorded with the 6,-order.
Therefore we conclude that our candidate domain and boundary condition are valid.
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error

Parameter | Description Value
Xmax right limit of the domain | 10
X initial biomass 1
B harvesting cost rate 10%
Q replanting cost 2
U expected growth rate 1
o volatility 1
A discount factor 2
Table 3.1: Parameters
10°2 o 5.50 y
5.45 > -
103k 5.40
5.35
104 5.30
N =5.25
N
105} ) 5.20
AN 5.15
-6 \\
10 5.10 /
5.05 . .
7 . -e-numerical solution
10 5.00 ——analytical solution
107 102 103 10 10 102 103 104

Figure 3.1: Maximum error.
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Figure 3.2: Strategy switch point.
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We next define the boundary condition in the finite time horizon case as the slightly
modified one from the infinite time horizon case:

l,[l(t,O) =0,
Qb(tr Xmax) = Vi(%) + e M (1= a@)xmax — Q).

This boundary condition works well under the case that xmax is large enough: the
value of xmax should be larger than one of the infinite time horizon case. Because
of the replanting cost Q we are able to expect that the optimal strategy close to the
terminal time T is not cutting down the trees. However, our boundary condition has
enforced the cutting down the trees at the boundary point xmnax. We can avoid this
contradiction by taking the value of xmax large enough. The contribution of the cost Q
to the value function V;(x) vanishes if the biomass x is large enough: the harvest profit
which becomes larger with the growth of the biomass x; the cost Q does not depend on
the biomass x. We discuss this issue again in the following section with the numerical
results.

At the end of this subsection, we mention about the computational load to solve the
infinite time horizon HJBQVI by this algorithm. Figure 3.3 describes the computational

102 ,
103
2 10!
£ F
] / £
c =1
£ 400 N
g 10 / 5 10
3 { ®
E £
© 1071 4
jid
- // 101 £
102 o 74
10! 102 103 10* 10! 102 103 104
Figure 3.3: Computational time. Figure 3.4: Iteration number.

time as a function of the number of the grid points 2. We see that the computational
time grows exponentially when 0, becomes finer. The main load is the growth of size
of the linear equations which is inevitable until we employ the finite difference scheme.
The search of the optimal regular and impulse controls on the each grid points is the
second load: the index i takes the larger range value when N* becomes larger. There is
the possibility that we can ease up this factor by the massively parallel computing such
as the GPGPU or others. Figure 3.4 shows the inherent load of this algorithm. Since the
finer finite difference step allows us to compute the more accurate value function, we
need more iteration to reach the fixed point.

2The detail of our computational resources is as follows. The computer we use has Intel Core i5 650
@3.20GHz and 4GB RAMs. Our code is parallelized by the OpenMP, and we used the PARDISO
[SG04], the linear equation solver.
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3.4.3 Finite time horizon case

We now treat the main issue of this section. In this situation the matrix operators of our
algorithm are defined as follows:

o?x? o
— 62 1= ]’
Lok = g2x? px
ij +— 1=1i%+1,
262 204
0 otherwise,

fu,k =0, n(i,z;)=jeNs.t Xj =%,
K = e (1= a)x; - Q).

We set T = 3.0 and N = 3000 and then 6; = 0.001. The other parameters are used the
same value in table 3.1 except xmax.

The first numerical result we discuss in this subsection is the behavior of 7;, the
strategy switch point at time ¢. As mentioned in Section 3.4.1, we can expect that ¥;
converges to y, the strategy switch point discussed in the previous section if ¢ goes to
0 and T is large enough. We also remind that ; contains the error if xmax is not large
enough. Hence we examine the various value of xmax and the result is shown in Figure
3.5.

80

— : infinite time case
70

60

Y. T

50

40 I

30 /
20

160 175 200 225 250 275 3.00
t

Figure 3.5: {j; with various xmax. The orange, green, red and blue lines indicate the
strategy switch point obtained with the boundary xmax =100, 50, 20 and 10
respectively. The purple line indicates that of the infinite time horizon case.

The remarkable point we first mention is that jj; converges to y regardless of the value
of Xmax. It coincides with our expectation discussed in the previous subsection. We can
understand the behavior of #j; as follows. The behavior of 7j; close to T which takes
the much higher value than jj suggests that we should keep the trees and this is quite
consistent with the discussion in the previous subsection. If the time ¢ disengages from
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T, the merit of the waiting for the harvest caused by the replanting cost Q vanishes and
hence the value of #j; decreases.

We discuss the error caused by the improper boundary condition. In the previous
subsection we hypothesize that the error vanishes The behavior of #; support our
hypothesis. The evidence is the time interval that #; is fixed on xmax. This time interval
decreases with the increase of xmax and we cannot recognise the interval the case of
Xmax = 100 in Figure 3.5. Another evidence is that §j; with the smaller xpyax consists
with one with the larger xmay if t disengages from T. The time interval that they are
consistent becomes longer if xmax become large.

We next discuss the computational load. We set xmax = 100 and the results are
displayed in Figure 3.6 and Figure 3.7. Figure 3.6 describes the computational time

104
g /
@, 3 102
© 103 / 8 10
£ / E /
= / 3
T / c
c <
o 102 / o /
B é B
3 ’ £ /
O o e 107 /
/ /.
Lo i 4
102 108 104 102 108 104
:VT ]\Tﬂ?
Figure 3.6: Computational time. Figure 3.7: Iteration number.

whose transverse is the number of the grid points. The new load factor is obviously
the time grid size N'. The growth of size of the linear equation and the search cost for
the optimal controls 4% and 2* are quite the same factors as the previous subsection.
However, the iteration number for convergence to the fixed point is slightly different.
Figure 3.7 which shows that the maximum iteration number of each time step suggests
that we only need to the approximately 10% iteration comparing to the same grid size
infinite time horizon case. This is due to the determination of the initial value of ¢.
Since 6; is small enough the difference between ¢* and ¢**! is expected to be small.
Hence we are able to reduce the iteration number than the infinite case which is the case
that we have no information about the solution.

3.5 Discussion

In this section, we check the robustness of our scheme using numerical results with
various parameters. We use the same parameters in Table 3.1, except the right limit of
the domain xmax: We set Xmax = 100.

We first see the effect of the discount factor A. Figure 3.8 shows the time evolution of
the strategy switch points with various A. The solid lines indicate the analytical optimal
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switch points y in the infinite time horizon case. The dashed lines are the numerical
optimal switch points 7; in the finite time horizon case. The behaviors of the numerical
results are the same in Section 3.4.3: §j; close to Xmay if t near the terminal T; #; converge
to y if t < T. If the discount factor takes the smaller value, we are able to expect that
the switch point ij; takes the larger value, since we weight the latter profits heavily. The
numerical solutions capture this feature well.

We next mention how the environment parameters p and o. Figure 3.8 shows the
time evolution of the strategy switch points with various u and 0. Each panel displays
the results with the fixed parameter p indicated on the top of the panel. We observe
that the switch point j; takes larger value if p increases. Since the parameter p stands
for the average growth ratio of the forest, it is optimal to wait for the growth of the trees.
Furtermore, the behaviors of the numerical results are also the same in Section 3.4.3.

The effect of the costs are evaluated in Figure 3.10 displaying the time evolution of
the strategy switch points with various f and Q. We find that if the costs increases, the
strategy switching point #j; takes the larger value. It is rigorous because the difference
of the profit between the terminal harvesting which does not require the replanting cost
and the ongoing harvesting increases if the cost increases.

Finally, we remark that all of the numerical results in this section are calculated stably.
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Figure 3.8: §j; with various A.
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Figure 3.9: #j; with various u and o.
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93



3 Implementation of Numerical Algorithm for Hamilton-Jacobi-Bellman Quasi-Variational Inequalities

3.6 Summary

We have proposed a new numerical method to solve the HJBQVI associated with the
combined impulse and stochastic optimal control problem over the finite time horizon.
The key points of our numerical scheme are that (i) we discretize the HJBQVI with
the forward difference for the time grid; (ii) the impulse control part is kept in the same
time step. Hence the present method is an implicit method. The main advantage of the
present method is that it is independent of the specific model formulation. The present
work gives a proof of the stability in the general framework and hence our method is
able to apply without the stability proof. We have provided the detailed procedure of
the algorithm displayed in the matrix form for the sake of the easy implementation.

We apply our method to the optimal forest harvesting problem. The original problem
formulated by Willassen [Wil98] is defined as the infinite time horizon impulse control
problem and has an analytical solution. We introduce the terminal time which repre-
sents the time of exiting from the forest business and then the above problem turns into
the finite time horizon one. Since the original problem is defined on the unbounded
domain, we have introduced the equivalent bounded domain and boundary condition
and we have verified them by the numerical experiment.

The analytical solution of our finite time horizon problem is unavailable and hence we
solve it by our algorithm. The behavior of the obtained optimal strategy is reasonable:
the strategy coincides with the infinite time horizon one when the terminal time goes
to infinity; the strategy switch point, the threshold of the biomass to harvest the trees is
much higher than the infinite horizon case near the terminal time.
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In this chapter, we discuss an application of a combined stochastic control for mathe-
matical finance.

We study the optimal execution problem under stochastic price recovery based on
limit order book dynamics. We model price recovery after execution of a large order by
accelerating the arrival of the refilling order,which is defined as a Cox process whose
intensity increases by the degree of the market impact. We include not only the market
order but also the limit order in our strategy in a restricted fashion. We formulate the
problem as a combined stochastic control problem over a finite time horizon.

The corresponding Hamilton—Jacobi—Bellman quasi-variational inequality is solved
numerically by the algorithm proposed in the previous chapter.

The majority of the contents of this chapter corresponds to Ieda[led15a].

4.1 Introduction

The optimal execution problem, which seeks the optimal way to liquidate or acquire a
large asset position, is a matter of concern for both market practitioners and academic
researchers. The pioneering work on the optimal execution problem, Bertsimas and Lo
[BL98], provides an intuitive optimal strategy to minimize the purchasing cost under
a discrete time grid and linear market impact, specifically dividing the amount of the
target asset equally across the time grid. In seminal papers by Almgren and Chriss
[ACO01] and Almgren [AImO03], the performance criterion of the execution consists not
only of the expected revenue but also a penalty for the uncertainty of the revenue. In
these papers, the market impact is defined by two components: the temporary impact
and the permanent impact. The former work considers a discrete time model and the
latter a continuous time model. The approach using marketimpact consists of temporary
and permanent components in continuous time with various risk-return criteria appears
in papers such as Schied and Schoéneborn [SS09], Forsyth [Forl11], Gatheral and Schied
[GS11], Kato [Kat14] and Brigo and Graziano [BD14].

A recent trend in the study of the optimal execution problem is to include features of
the limit order book (LOB). The shape of the LOB, or how the limit orders stack in the
LOB, is a crucial aspect for modeling the market impact. The resilience of the LOB, which
leads the price recovery found after the execution of large orders, is also a significant
feature of the LOB. For studies of the empirical features of the LOB and modelling
of the dynamics related to the LOB, we refer the reader to Almgren [Alm+05], Large
[Lar07], Bouchaud et. al. [BFL09], Hall and Hautsch [HH07], Muke and Farmer [MF08],
Toke [Tok11], Gould et. al. [Gou+13] and Cont et. al. [CST10]. Research reflecting
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LOB information in optimal trade execution is addressed in Alfonsi and Schied [AS10],
Predoiu et. al. [PSS11], Kharroubi and Pham [KP10], Guilbaud et. al. [GMP13], and
Obizhaeva and Wang [OW13]. In particular, Obizhaeva and Wang [OW13] study linear
market impact and exponential-type deterministic price recovery, finding an optimal
strategy consisting of the initial large trade, pre-scheduled small trades during the
period, and the terminal large trade.

In this chapter, we study the optimal execution problem under stochastic price re-
covery based on LOB dynamics. From the viewpoint of the LOB, the price recovery
after execution of a large order is regarded as refilling the stacked limit order at the
prior price. We model price recovery by accelerating the arrival of the refilling order.
Following research on dynamics of the LOB such as [CST10] and [Lar(07], we adopt the
Cox process model to describe the arrival of the refilling order. The intensity of the Cox
process is increased by the degree of the market impact. We define two types of intensity
functions, linear and exponential, and call the former a weak recovery intensity and the
latter a strong recovery intensity.

The price recovery possibly induces a waiting time to ease the market impact. To
desterilize this waiting time, we include not only the market order but also the limit
order in our execution strategy. In previous research dealing with the optimal execution
problem, the limit order is rarely included in the optimal execution strategy as it is an
intractable order method compared with the market order. Moreover, to the best of
our knowledge, the dynamics of the market impact due to a large limit order remains
uncertain. To avoid the complexity due to limit orders, including the market impact, we
allow a restriction on the limit order. Our restricted limit order strategy is regarded as
a quasi-iceberg strategy. We again use a Cox process model to describe the dynamics
of the counterpart market order arrivals, which turns into a Poisson process under our
restrictions.

The first main result of the present study is to provide a dynamic execution strategy
depending on the state at each time step. Our new price recovery model, which is
defined as a stochastic process, is the source of the dynamic behavior in the strategy.
The key to understanding our strategy is tolerance for the market impact depending on
the time remaining and the current state. The tolerance governs both the size and the
timing of the trade. A quantitative demonstration of the usefulness of including the limit
order in the strategy is the second main result. The proposed optimal strategy gives
competitive results in numerical simulations, even though the limit order is allowed
under conservative evaluation of the execution price.

This paper is organized as follows. Section 4.2 introduces the mathematical formu-
lation of our execution problem. We use the combined stochastic control framework,
and the market and limit order strategies are formulated by the impulse and regular
stochastic controls respectively. The goal of this section is to derive the correspond-
ing Hamilton—Jacobi—-Bellman quasi-variational inequality (HJBQVI). In Section 4.3, we
present a numerical method for solving the HJBQVI, following a similar procedure to
that found in [Ied15b]. The HJBQVI is discretized by a finite difference scheme and is
converted to an equivalent fixed point problem. In Section 4.4, we present numerical
results under several conditions, specifically the types of recovery intensity functions
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and either including or excluding the limit order.

4.2 Model formulation

We consider the selling order execution problem: we must sell all share holdings before
the terminal time. Let (QQ, 7, {¥¢};s( , P) be a filtered probability space, x¢ be an initial
number of share holdings and let T be the terminal time. We define our execution
problem as the combined stochastic control problem over the finite time horizon T. We
note that we call the number of remaining share holdings as the inventory.

4.2.1 Execution Strategy

We first formulate the market and limit order strategies using impulse and stochastic
control strategies respectively. We note that we cannot use the both limit and market
orders at the same time in this framework.

The market order strategy consists of the timing of each execution and the volume
of each order. Let {7;};50 be a sequence of #;-stopping times, that is, the sequence
of execution times of market orders, and let C; be the market order volume at time 7;
defined as an ¥ j—measurable Zj-valued random variable, where Z; C R*\{0}. We
prohibit short selling, that is, Z; is bounded by the inventory at time 7;. We denote
v = {1}, Cj}j>0, and note that v satisfies the definition of impulse control strategy..

We allow a limit order under the following restrictions: (i) the order volume is small
enough; (ii) the execution price of the limit order is evaluated as a price that is slightly
higher (by the fixed spread size s) than the best bid price, regardless of the quoted price
(see equation (4.5) in Section 4.2.3). Then our limit order strategy consists of a single
factor, the limit order volume. We denote the control set by L ¢ R*, which is the set of
values we are allowed to choose as the limit order volume. We describe the arrival of the
counterpart order to our limit order by a Poisson process (see, for example, [CST10]).
We denote by I; € L, Nt and Al the limit order volume at time ¢, the Poisson process
describing the arrival of the counterpart order and the intensity of N* respectively.

4.2.2 Price process and market impact

We next define processes related to the asset price. Let P; be the unaffected part of the
asset price process for the market sell order at time f, and suppose that P; follows the
stochastic differential equation

dpt = G(tlpt)dwtl
Py = Po € R*.

Hn the literature, the arrival is modeled by a Cox process whose intensity depends on the spread size.
Our situation coincides with a fixed spread size, and thus the intensity is a fixed value. Hence arrivals
are indeed described by a Poisson process.
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We note that P; is the best bid price, and is not the mid-price. We denote by E} the
degree of market impact at time ¢, which is governed by

dEY = —6zdNp, 1j <t <Tjs,

=0

‘_‘Tj+1 = Eg}_—ﬂ + F(Cj+1)/ ] = 0/ 1/2/ oy (41)
=0,

=0

=0
where N= is the Cox process with intensity A%(Z?). The market order increases the
market impact through the function I', and the impact recovers following the process
N*=.

The process N¥ is the focus of the present research. Previous studies describe the
dynamics of E; with a deterministic function. In contrast, our new model describes
the dynamics more precisely in the sense that it includes features of the LOB in the
dynamics. Price recovery is regarded as a random event corresponding to the arrival
of the limit order in the LOB. This price recovery model is based on the view that (i)
a large market order consumes the stacked limit order; (ii) the consumed orders at the
prior price are refilled by new limit orders; (iii) the arrival of the limit order refilling the
consumed order is more frequent than that of the usual limit order. The frequent arrival
of the limit order is realized by increasing the intensity A% in our model. Empirical
studies such as [Lar07] take a similar approach.

With the perspective above, we define AZ(&) to be an increasing function of &, and
propose the following two candidates: a strong recovery intensity defined by the expo-
nential function

A5(6) = M (e -1), 42)
and a weak recovery intensity defined by the linear function
AZ(©E) = hié. (43)

4.2.3 Inventory and cash holdings

Let X}’ be the inventory, the number of remaining shares, at time ¢. Then X}’ is governed
by
dX;UI—lthtL, T]'St<’[]'+1,

Xt = Xi‘;—ﬂ -Gy, j=0,1,2,---, (4.4)
XY = xg
O 7

where N tL is a Poisson process describing the arrival of the counterpart order to our
limit order.
We denote by Y/” the cash holdings at time t. The dynamics of Y;” are described by

dYP = 1;(P; — By +s)dNf, 1j <t <Tjp,
Y%‘;+1 = Y»?;—H - Cj+1(PT]'+1 - ET}‘+])I ] = 0/ 112/ Tty (4:5)
YY =0.

0
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We remark that the profit from sell order execution is evaluated conservatively. As
shown in the second line of equation (4.5), the execution price of the market order is
assessed as the lowest price affected by the market order. The execution price of the
limit order is appraised slightly higher than the best bid price P; + E; which is regarded
as the minimum price that can be quoted. Hence the advantage of the limit order under
the current setting is primarily avoidance of the market impact.

4.2.4 HJBQVI
We define |, the performance criterion at time ¢, as
];U(xr y/plé) =E [g(XT/YT/PT/ET)|Xt = x/Yt = y/Pt = p/Et = E:I ’

where w = (I, v) is the combined stochastic control strategy and g : R* XRXRxR* — R.
We remark that our performance criterion only depends on the terminal state. The value
function V; is defined by

Vilx,y,p, &) :=sup ] (x,y,p, &),
w

and the corresponding HJBQVI is given by (see e.g. [(JS07])

max (9, Vi(x,y,p, &) +sup { L' Vi(x,y,p, &)},
lell

sup {4 Vi(x,y,p, &)} = Vilx,y,p,&)] =0 (4.6)
eZ(x)

with terminal condition Vr(x,vy,p,&) = g(x,y,p, &), where & I is the infinitesimal
generator of the multi-dimensional stochastic process (X, Y;, Pt, E¢)

.fth(x, y,p, &)= @%Vt(x, v, v, &)
+ AL [Vt(x -Ly+(p-&+s),p,&)—-Vilx,y,p, 5)]
+ A5 [Vilx, y,p, & = 02) - Vilx,y,p, 8)] , (4.7)
AL is the intensity of NI, and .#¢ is the operator describing the intervention:
MV, Y, p, &)=V (x =Gy +{p - & =T} C,p, & - T(Q) . (4.8)

4.3 Numerical method

4.3.1 Terminal wealth criterion and reduced form of the value function

To solve the HJBQVI numerically, we first specify the form of the function g. Following
empirical studies of market impact such as [Alm+05], we use a power law function to
describe the market impact:

I'(x) = 61x%, 4.9)

99



4 Optimal Execution Problem

where 01, 0, € R*. We define the performance criterion as the terminal wealth including
the terminal execution. The function g is determined by

glx,y,p, &)=y +(p-<&-Tx)x. (4.10)

The second term of the above equation represents the terminal execution.

In the current setting, we are able to remove the arguments y and p from the value
function by substituting the ansatz Vi(x, y,p, &) = y + x(p — &) + ¢(x.&), so that the
HJBQVI (4.6) becomes

max | dips(x, &) + sup {/\L [qbt(x —1,&)—de(x, &) + ls] }
lelL
+ A5(E) [rlx, & = 62) — Pi(x, &) + x0z] , (4.11)

sup {¢s(x = C, & +T(0) — xT(0) - di(x, &)} | =0
CeZ(x)

with terminal condition ¢r(x, &) = —xT'(x).

4.3.2 Discretization of HIBQVI
We discretize the H/BQVI (4.11) using a finite difference scheme with grid size (6¢, 0y, 0¢):

max Pt (i, Eic) = i, i) +sup {A" [, (xi, = 1, &) — Py (xi,, Ei) + 1] }

6t 1€eLLs
+ A=(&i) [ pr (xiy, &g — 02) — P (xi, &) + x4, 02, (4.12)

sup {y, (xi, — C, &ip +T(0) — x;, () — dpi(xiy, &)} | =0,
CeZs(xiy)

where k, iy, ig € N, ty = kdt, xi, = ix0y, &i = igdg, and Ly and Zs(x) are the discretized
sets of L and Z(x). The discretized terminal condition is represented by

Pryi (xiy, &) = —xi, T(xi,),

where N = 5%, the other grid numbers are denoted by N* = g—s and N¢ = %ﬁo). We
have assumed that the grid sizes 6, 6 and 6 are chosen so that the grid numbers N t
N* and N¢ are natural numbers.

We define the vector ((pé(ix,i{) by qbz‘l.x’ié) = ¢y (xi,, &ip), from

ix€{0, ,N*},ig€{0, ,N&}
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which we obtain the HJBQVI (4.12) in matrix form:

k+1  _ (Pk
(ix,ig) (ix,i¢) L .k k
max 5 + sup {)\ [¢(ix—il,ig) - qf)(l.x,l.g) + ls] }
t l€]Lg;

g k k
AR |0 oy = Oy 2002
sup {qgk. e = x () - gbﬁ i)} =0,
CeZs(xis) (fx—ig, ig+i) x/lE
where i; = [é], iy = [é'l and ié = [%?'l.
We now introduce the constant & € R* satisfying
1 g
h> = +2 (A%(g(x0)) + AY),
t

and convert the HJBQVI (4.13) into the equivalent fixed point problem

7

¢k = max (sup {El(pk + f_l'k} , sup {Mctpk + KC}

IeLs (eZs(xiy)
where
1(1 o Ao

1—E(6—t+)\ (£i5)+/\), i=7]=(ix,ig)
A=(&i,) o

l'jj = h — i=(ix,ig),j = (ix, i = 1)
AL C
K i=(ix, i), ] = (ix — 11, 0¢)
0, otherwise,

k11 e AZ(E; )0 + AL

f(z'x,ig) T 5t¢(ix’i5) Ezé)xzix =+ p

C _
M;; = 1{i:(z'x,ig),jz(ix-z‘,,z'g+i§)}’

K(Cimié) - Xix F(C)

(4.13)

(4.14)

We find that, thanks to the factor /, L! is a contraction map displayed in matrix form,
and M¢ is a non-expansive map. We refer to [led15b, Section 3.2] for the procedure to

solve the problem in equation (4.14).

4.4 Numerical results

In this section, we investigate features of the optimal strategy obtained by the method
described in the previous section. We divide this section into four subsections depend-
ing on the type of recovery intensity and the restrictions on limit orders. Throughout
this section, we choose the parameters to obtain the optimal strategy as in Table 4.1.
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Parameter | Description Value
X0 initial inventory 50
Ox minimum trading volume 1

(grid size for Xy)

O¢ size of time step 0.001

= grid size for &; 1

s spread size 1
601 amplitude of market impact 2
0> exponent of market impact 1
A1 amplitude of price recovery 1
Ao exponent of price recovery 1

Table 4.1: Parameters related to execution strategy

The key to understanding the optimal behavior is that the tolerance for the market
impact depends on the time remaining and inventory. We are able to capture the intuitive
ideas that (i) the incentive for quick liquidation using the market order becomes higher
over the course of time, especially near the terminal time; (ii) a lower inventory and
a larger market impact induce a wait for price to recover; and (iii) if the limit order is
available, it is better to quote the limit order as compared with waiting for the price to
recover.

4.4.1 Strong recovery intensity without limit order

We first consider the case with strong price recovery intensity as defined in equation
(4.2),and set T = 10, AL = 0 and I;max = 0. Note that we are not allowed to use the limit
order strategy under the current setting.

Figure 4.1 shows the optimal strategy, where each panel displays a snapshot at the
time indicated on the top of the panel. A red dot indicates that waiting for the price to
recover is optimal, while a blue triangle indicates that selling one share, the minimum
trading volume, by a market order is optimal. Because we prohibit short selling, the
maximum value of Z; is g(xo — X;). Hence, the optimal strategy is calculated in the
triangular regions shown in Figure 4.1. We observe that the region filled by red dots is
dominant except in the last panel, which describes snapshot point close to the terminal
time. We also note that the blue triangles appear in the region where E; takes a small
value. These results imply that if we observe the large market impact and enough time
remains, then it is optimal to take no action because the price is expected to recover.
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Figure 4.1: The optimal strategy under strong recover intensity without limit order when
T =10. Each panel displays a snapshot at the time indicated above the panel.
A red dot indicates that waiting for the price to recover is optimal, while a
blue triangle indicates that selling one share, the minimum trading volume,
is optimal.

We next find that the region filled by blue triangles expands over the course of time.
However, Figure 4.1 does not have enough resolution to discuss the time evolution of
the optimal strategy. Therefore, we focus on the region where Z; takes a lower value as
shown in Figure 4.2. We find that the region filled by blue triangles expands from the
bottom right corner to the top left corner over the course of time. We also observe that
selling one share by a market order is optimal when E; = 0, that is, the market impact
fully recovers.
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Figure 4.2: The optimal strategy, focusing on the region E; < 10 under strong recovery
intensity without limit order when T = 10. A red dot indicates that waiting
for the price to recover is optimal, while a blue triangle indicates that selling
one share, the minimum trading volume, is optimal.

The key to understanding the dynamics described in Figure 4.2 is tolerance for the
market impact. If the tolerance is high, the optimal strategy is to wait for the recovery
of the market impact, whereas if the tolerance is low, it is optimal to liquidate by market
orders. The region filled by red dots (respectively blue triangles) in Figure 4.2 is regarded
as the high (resp. low) tolerance region. The manner of expanding the low tolerance
region argues that tolerance for the market impact decreases with an increase in the
inventory and over the course of time. This view is quite consistent with our intuition.

The interpretation using tolerance for the market impact is supported by Figure
4.3 and Figure 4.4. These figures display sample paths followed by the numerical
simulation: the upper and lower panels describe the time evolution of the inventory X;
and the degree of market impact E; respectively. We observe that sell order execution
by a market order with minimum trading volume occurs when E; takes a certain value.
The value that triggers execution is Z; = 1 before t = 7, after which different behaviors
can be detected. From Figure 4.3 and Figure 4.4, we find that the triggers are E; = 0
and E; = 2 respectively We are able to explain this phenomenon by considering the
remaining inventory. We observe that X; in Figure 4.3 takes a lower value than in
Figure 4.4 in the region after t = 7. Thus the tolerance increases in the sample path
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shown in Figure 4.3 and decreases in the path shown in Figure 4.4. Focusing on the
lower panel in both figures, we find that &; decreases more frequently in Figure 4.3 than
it does in 4.4. The natural behavior is to speed up execution when price recovery is fast,

and so there are frequent arrivals of refill orders.

50
40
30
20
10

0.0

0.0

X

2.5 5.0 7.5 10.0

Xi =Xi

25 5f0 7.5 10.0

Figure 4.3: A sample path under strong

recover intensity without limit
orders when T = 10. This fig-
ure describes the fast price re-
covery case. The upper and
lower panels display the time
evolution of the inventory X;
and the degree of the market
impact Z; respectively.
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HMT- -

7.5 10.0

Figure 4.4: A sample path under strong

recover intensity without limit
orders when T = 10. This fig-
ure describes the slow price re-
covery case. The upper and
lower panels display the time
evolution of the inventory X;
and the degree of the market
impact E; respectively.

From the point of view of tolerance for market impact, and the results when T = 10,
we predict that (i) if we choose a larger value for T then the tolerance will increase;
and (ii) as a result, the behavior tends to wait for full price recovery over the entire
sample paths. A longer simulation gives results that support this. Figure 4.5 displays
the optimal strategy when T = 50 in the same manner as in Figure 4.2. The high
tolerance region is more dominant compared with that when T = 10. The sample paths
vividly describe that the optimal strategy is to wait for full price recovery. We choose
a sample path in the fast price recovery case, where price recovery is frequently found,
and display it in Figure 4.6. A sample case of slow price recovery is displayed in Figure
4.7. Both imply that the optimal behavior coincides with our prediction: waiting for
full price recovery is observed over the entire sample path.
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Figure 4.5: The optimal strategy focusing on the region Z; < 10 under strong recovery
intensity without limit orders when T = 50. A red dot indicates that waiting
for the price to recover is optimal, while a blue triangle indicates that selling
one share, the minimum trading volume, is optimal.
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A sample path under strong re-
covery intensity without limit
orders when T = 50. This fig-
ure describes the fast price re-
covery case. The upper and
lower panels display the time
evolution of the inventory X;
and the degree of the market
impact Z; respectively.
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A sample path under strong re-
covery intensity without limit
orders when T = 50. This fig-
ure describes the slow price re-
covery case. The upper and
lower panels display the time
evolution of the inventory X;
and the degree of the market
impact Z¢, respectively.

4.4.2 Weak recover intensity without limit orders

In this subsection, we show the results using the weak recovery intensity defined in
equation (4.3), again excluding limit orders.

Let us discuss the results for T = 10. Figure 4.8 describes the optimal strategy in the
same manner as in Figure 4.1. It is obvious that the triangles representing point with
low tolerance for market impact occupy a larger region than they do in Figure 4.2. This
result indicates that tolerance for market impact is less than in the case studied in the
previous subsection. The reason is clear: because the intensity in equation (4.3) implies
that refill orders arrive less frequently compared with the intensity in equation (4.2), we
do not expect the price to recover.

We also find that the time evolution of the tolerance follows the same pattern as in the
previous subsection. Figure 4.9 shows a sample path for the current setting in the same
manner as in Figure 4.3. We observe that the execution of a sell order occurs when Z;
takes a certain value, as we found previously. Decreased tolerance is also found in the
sample path, as the value of E; that triggers the execution in Figure 4.9 is higher than
the value in Figure 4.3.
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Figure 4.8: The optimal strategy focusing on the region E; < 10 under weak recovery

intensity without limit orders when T = 10. A red dot indicates that waiting
for the price to recover is optimal, while a blue triangle indicates that selling
one share, the minimum trading volume, is optimal.
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Figure 4.9: A sample path under weak re-

covery intensity without limit
orders when T = 10. The up-
per and lower panels display
the time evolution of the inven-
tory X; and the degree of the
market impact Z;, respectively.
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A sample path under weak re-
covery intensity without limit
orders when T = 1. The
upper and lower panels dis-
play the time evolution of
the inventory X; and the de-
gree of the market impact &y,

respectively.

The most remarkable finding in this subsection is observed in Figure 4.9, where we
see large trades close to the initial and terminal times, unlike the previous case. The
large trades are described with high resolution in Figure 4.10, which shows a sample
path with the same parameters as in Figure 4.9 except that the terminal time is T = 1.
These two large trades, however, each have a different structure.

Let us discuss the large trade near the initial time. We observe that it is constructed
by a sequential market order with minimum trading volume. The sequential trades
continue until E; hits the trigger value for execution in the short term. This is the result
of a tradeoff between the following two desires: (i) reducing the inventory to a proper
level, which we can describe using tolerance, as quick as possible; and (ii) avoiding an
increase in the market impact =; as much as possible.

The large trade at the terminal time has different characteristics. Focusing on Figure
4.10, we see that (i) the slope of X; at the terminal time is steeper than the slope near the
initial time; and (ii) Z; does not increase around the terminal time. These observations
imply that the large trade at the terminal time is due to the terminal condition in equation
(4.10). Because we are not concerned with what happens after the terminal time, this
manner of terminal execution appears to be valid.

We summarize the features of our optimal strategy obtained from the results thus
far. The strategy is made up of three components: (i) a large initial trade executed by
sequential market orders with the minimum trade volume; (ii) small trades during the
time period triggered by tolerance for the market impact; and (iii) a large terminal large
trade due to the terminal condition. The large trades appearing around the initial and
terminal times vanish if the execution period is long enough or if the price recovery is
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fast enough (see Section 4.4.1). The tolerance for market impact plays a central role in
the interpretation of the optimal behavior.

Finally, we compare our optimal strategy with those investigated in previous research
that models the price recovery as a deterministic process, such as Obizhaeva and Wang
[OW13] . Both strategies consist of a large initial trade, small trades during the time
period and a large terminal trade. The significant difference between them is found in
the small trades. As mentioned above, the trigger for execution, which depends on the
time remaining, the inventory and the market impact, is at the heart of our strategy.
Because we model price recovery using stochastic processes as in equation (4.1), our
optimal strategy behaves dynamically. The optimal strategies from previous studies are
static in contrast. They describe price recovery using a deterministic function where
we know the exact price recovery ex-ante and are then able to construct the execution
strategy for the scheduled orders. Our model fits this view if we substitute E; into
the expectation E[Z;]. Hence, the averaged version of our strategy corresponds to the
previous strategy.

4.4.3 Enabling limit orders

The waiting times found in our strategy investigated in the previous subsections lead
us to include limit orders in our strategy. Quoting the limit order appears to be efficient
compared with simply waiting for the price to recover. The parts of our model related
to the limit order are indeed motivated by this view. Recall that we include the limit
order with small trade volume and a conservative evaluation of the execution price. The
approach using the limit order with small trade volume to avoid the market impact is
similar to the iceberg strategy used by market participants in the real world. 2 Hence
we call our limit order strategy the quasi-iceberg strategy. In this subsection, we discuss
how the limit order is included in the optimal strategy. Throughout this subsection we
fix the parameters as follows: AL =0.1, Ipmax = 3and T = 30.

Figure 4.11 describes the optimal strategy in a manner similar to Figure 4.2 although
using different symbols and colors. We find that the dynamics of the market order
part of the optimal strategy follows the same rule as it does without limit orders. We
observe the new region occupied by the blue plus symbol which indicates that quoting
a limit order with three shares is optimal. This behavior coincides with our expectations
mentioned at the beginning of the present subsection. However, we still find that the
region filled with red dots represents an optimal strategy of waiting for the price to
recover. The execution price for the limit order is evaluated conservative and hence
waiting is an optimal strategy when frequent price recovery is expected.

2For example, the NYSE offers the block reserve order which corresponds the iceberg strategy. Academic
research about the iceberg strategy is found, for instance, in Esser and Ménch [EMO07].
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Figure 4.11: Optimal strategy with limit orders and intensity A* = 0.1 under weak
recovery intensity when T = 30. The region shown is for Z; < 10. Each
panel displays a snapshot at the time indicated above the panel. A red dot
indicates that waiting for the price to recover is optimal. A yellow triangle,
a green square and a blue plus symbol indicate quoting a limit order with
one, two or three shares is optimal, respectively. A purple square indicates

that selling one share, the minimum traded volume, by a market order is
optimal.

We note that the regions filled with yellow triangles and green squares only appear on
theboundary between the regions occupied by red dots, which correspond to waiting for
the price to recover, and by purple squares, which correspond to a quote of I;max. Because
there is no adverse effect due to the size of the limit order in our model, there is little
incentive to choose trading volumes other than I,c. From the technical perspective,
the existence of these regions is interesting because it implies that the optimal strategy
changes smoothly from waiting to quoting a limit order with /. shares.

The tolerance for market impact continues to give a powerful interpretation in the
current case. The optimal strategy has the following three phases. In the first phase,
the tolerance is high and waiting is chosen as the optimal behavior. The tolerance then
decreases and the optimal strategy changes to quoting a limit order with /.« shares.
In the third phase, the tolerance hits the trigger discussed in the previous subsections,
so immediately selling one share, the minimum trading volume, by a market order is
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optimal.

The strategy of waiting, however, does not appear in the investment simulation.
Figure 4.12 displays a sample path under the current settings. In the lower right panel
of the figure, which displays the optimal strategy over the time grid, we only observe
immediately selling of one share by a market order and quoting a limit order with three
shares. This observation implies that the market order part of the optimal strategy does
not allow E; to exceed the trigger value, which changes the strategy to waiting. Figure
4.12 also suggests that the dynamics of the market order part of the optimal strategy is
unchanged from the discussion above.
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Figure 4.12: A sample path with limit orders and intensity AL = 0.1 under the weak
recovery intensity when T = 30. The upper left and right panels display
the time evolution of the inventory X; and the degree of the market impact
Et respectively. The lower left panel indicates the cumulative order volume
executed by the limit orders. The lower right panel describes the optimal
strategy: a blue bar indicates that immediately selling one share by a market
order is optimal; a red bar indicates that quoting a limit order with three
shares is optimal.

In this sample path, the quasi-iceberg strategy works well. The cumulative order
volume executed by the limit orders is described in the lower panel of Figure 4.12. We
observe that the limit order executions occur six times and that 18 shares are liquidated.
This liquidation due to the limit orders leads to low tolerance for the market impact
found near the terminal time in the upper right panel in Figure 4.12, which indicates the
time evolution of E;. Another contribution of the quasi-iceberg strategy is demonstrated
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by the performance analysis discussed in the next subsection.

4.4.4 Performance analysis

In this subsection, we present a performance analysis of our optimal strategy. The
results in the previous subsections suggest that we are able to reduce the market impact
by increasing the terminal time T and taking a longer time span to liquidate the target
asset. On the other hand, a larger value for T leads to large fluctuations from the
initial price, as mentioned in the introduction. We quantify this tradeoff through a
performance analysis using the liquidation rate Rt defined as follows:

_ Y7 —(Pr— Er — g(X7))Xr
Xopo .

Rr

The numerator of the above equation is the terminal wealth including the terminal
execution and the denominator is the wealth obtained under perfectliquidity. Therefore,
the liquidation rate is defined as the ratio between the total wealth with and without
market impact. We run the simulation under weak recovery intensity and evaluate the
expectation and the standard deviation of the liquidation rate, E[R7] and SD(R7), for
each of the terminal times given in Table 4.2. We use geometric Brownian motion as the
price process, that is, o(t, p) = op, and produce 10° sample paths using the parameters
in Table 4.2 as well as the parameters in Table 4.1.

Parameter | Description Value
T terminal time 1,3,5,10, 20, 30, 50
o volatility 0.08
Po initial price 150
Op grid size for P; 1
- number of sample paths 10°

Table 4.2: Parameters related to numerical simulation

Let us first discuss the case that excludes the limit order. Figure 4.13 plots E[Rr] and
SD(Rr) on the vertical and horizontal axes respectively. The points are colored with
a lighter blue as T increases and are interpolated linearly. We observe that there is a
monotonic increase for both E[R7] and SD(Rt). The former and one of the features of
our strategy imply that the improvement in performance relies on reducing the market
impact. The latter is obviously caused by price fluctuation because of the large terminal
time. Hence, using E[Rr] and SD(Rt) to quantify the tradeoff between avoidance of
market impact and price fluctuation is somewhat primitive. The implication is obtained
from the shape of the curve in Figure 4.13. Because the curve is concave, the amount of
change in SD(R7) required to improve E[R7] a certain amount becomes larger as E[Rr]
increases. This implies that, over a long time span, liquidating the asset is not profitable.
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the points are interpolated order, respectively. The
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displayed in Figure 4.13.

We next consider the case where limit orders are permitted. Recall that the limit
order in our optimal strategy replaces the strategy of waiting for the price to recover
found in the optimal strategy without the limit order. Thus we expect an improvement
in performance due to the limit order. Figure 4.14 plots E[R7] and SD(R7) in the same
manner as in Figure 4.13 and supports this expectation. The dashed blue line and
the solid red line in Figure 4.14 represent the results with and without the limit order
respectively. We note that the former line is the exactly same as in Figure 4.13. We
observe that the solid red line appears on the upper left side of the dashed blue line.
This indicates that enabling limit orders leads to an improvement both in the risk and
the return. We find that the improvement stands out when T > 10. The limit order is
executed when the counterpart order arrives, and the number of limit order executions
declines if the terminal time is a small value. Hence, the improvement due to the limit
order is relatively small unless the terminal time is large enough. We also find that
main contribution to the improvement comes from the decrease in SD(Rt). We impose
a conservative evaluation of the execution value of the limit order, which appears to
restrict the improvement in E[Rt]. Therefore we expect further improvements in E[Rr]
under a more sophisticated evaluation of the limit order execution.
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4.5 Discussion

In this section, we discuss the relation between our approach and the practical trading.

We first introduce famous execution strategies which are used in real markets. John-
son [Joh10] categorizes algorithmic execution strategies into three types: impact-driven,
cost-driven, and opportunistic strategies. Impact-driven strategies aim to minimize the
market impact. The VWAP (volume weighted average price) strategy is one of the most
famous strategies which are categorized in the impact-driven strategies. Cost-driven
strategies stand the viewpoint of the reduction of the overall trading cost. A typical
strategy categorized in the cost-driven strategies is the implementation shortfall strat-
egy. Opportunistic strategies reflect on the market condition. The price inline strategy
is a typical opportunistic strategy. We mention that we can categorize the algorithmic
execution strategies in different fashions since there are vast strategies.

Since our optimal strategy reflects the degree of the market impact dynamically, our
strategy is categorized in the opportunistic strategies mentioned above. Furthermore,
the limit order in our strategy is regarded as the iceberg strategy. The iceberg strategy
is the stream of small limit orders which are not posted until the previous order is
executed. The purpose of the iceberg strategy is to avoid that other market participants
detect our large trade position. We remark that the iceberg strategy is offered as an
order method by some market maker, e.g., New York Stock Exchange [Exc] 3.

We next mention how to implement our strategy to real deals. In the practical case,
the initial inventory x¢ and the execution span T are given. Recall that the key point
of our strategy is the tolerance of the market impact and it depends on the intensity
of the resilience and the remaining time. Since the execution span T is given, that
is, remaining times are also given in each time steps, we can determine the optimal
strategy if the resilience intensity is estimated. Although there is no dominant method
to estimate the resilience, candidates are investigated in the empirical studies. We refer
Aldridge [Ald13] and Large [Lar(07] for the candidates of estimation methods. Using
the estimated intensities, we calculate the execution strategy before the execution and
post orders according to the observed market impact.

4.6 Concluding remarks

In this chapter, we study the optimal execution problem under stochastic price recovery
based on LOB dynamics. We model the price recovery after execution of a large order by
accelerating the arrival of the refilling order. The arrival of the refilling order is defined
as a Cox process whose intensity is increased by the degree of the market impact. We
include not only the market order but also the limit order in our execution strategy albeit
in a restricted fashion. Our restricted limit order strategy is regarded as a quasi-iceberg
strategy. We formulate our execution problem as a combined stochastic control problem
over a finite time horizon. The corresponding HJBQVI is solved numerically using a

3They call the iceberg strategy as a reserve order.
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scheme similar to that proposed by Ieda [led15b]. The performance criterion is used to
maximize the terminal wealth including the terminal execution.

The optimal execution strategy without the limit order is made up of three compo-
nents: (i) a large initial trade executed by sequential market orders with the minimum
trading volume; (ii) unscheduled small trades during the time period; and (iii) a large
terminal trade due to the terminal condition. The heart of our strategy is the tolerance
for the market impact, which depends on the time remaining and inventory: if the
tolerance is high, then the optimal strategy is to wait for the recovery of the market
impact, while if the tolerance is low, then it is optimal to liquidate by market orders.
The timing of the small trades, the second component of the strategy, is triggered by
the tolerance. Since the tolerance reflects the state at the time, our optimal strategy is
dynamic. The tolerance also governs the size of the large trades appearing around the
initial and terminal times. These trades vanish if the execution period is long enough
or if the price recovery is fast enough, which leads to a high tolerance situation.

The intervals between the small trades appearing in the above strategy motivate
including limit orders in the strategy. Enabling limit orders under the restriction that
a limit order does not affect the price dynamics, the strategy of waiting for the price
to recover observed when limit orders are excluded is replaced by quoting the limit
order. Although we impose a conservative evaluation on the limit order execution, our
performance analysis based on the liquidation rate, the ratio between the total wealth
with and without the market impact, demonstrates that the improvement is caused by
the inclusion of the limit order.

We finally compare our result and previous studies from the viewpoint of practical
applications. Bertsimas and Lo [BL98] is one of the most accepted results by practi-
tioners, since the implication of their study, splitting equally a large order, is simple,
intuitive and easy to implement. However, the real market is much more complex than
the simplified market assumed in Bertsimas and Lo [BL98]. For example, because of the
resilience of LOBs which is not considered in their work, practitioners empirically know
that executing the sliced orders in the fixed intervals is not a good way. The timings
executing orders seems to rely on the experience of traders. Hence, for their account-
ability, traders require academic studies which suggest when they should execute the
order quantitatively. Obizhaeva and Wang [OW13] is an answer for the above issue.
Their deterministic resilience captures the averaged behavior of the market. Our study
dealing with the dynamic resilience is a more advanced answer. Since the market fluc-
tuates volatile, our dynamic model seems to be preferable compared to the deterministic
model in the sense that the dynamic behavior fits the experience of traders.
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Conclusion

In this dissertation, we proposed a new numerical method to solve finite time hori-
zon Hamilton-Jacobi-Bellman quasi-variational inequalities (HJBQVIs) and studied the
optimal execution problem under stochastic price recovery using our novel method.

Chapter 1 served an introduction of stochastic and impulse controls. The main topics
of this chapter were: (i) the derivation of Hamilton-Jacobi-Bellman (HJB) equations
and HJBQVIs employing the dynamic programming principle and (ii) the verification
theorem under smoothness assumption for value functions. We also briefly mentioned
the notion of viscosity solutions as a preparation for subsequent chapters.

We constructed numerical schemes for HJB equations and HJBQVIs using the finite
difference method in Chapter 2. To prove the convergence of numerical schemes,
we employed the powerful framework proposed by Barles and Souganidis [BS91]: if
a numerical scheme is monotone, stable and consistent, the solution of the scheme
converges to the solution of the original partial differential equation in the viscosity
sense.

As illustrative examples that how to apply the Barles-Souganidis framework, we dealt
with both explicit and implicit methods for the one dimensional HJB equation. Both
are regarded as well-known results, however, to the best of our knowledge, there is no
well-known study in the literature that describes in detail the convergence proof of the
implicit method.

The convergence proof of the numerical scheme for the multi-dimensional finite time
horizon HJBQVI was the heart of this chapter. The most remarkable point of our
method was that the discretization parameters of the time step and the spatial grids are
independent. Hence, our method was regarded as a fully implicit method.

In Chapter 3, we proposed an algorithm to solve the finite time horizon HJ[BQVI. We
focused on how to solve the discretized HJBQVI while we discussed its convergence
in Chapter 2. The discretized HJBQVI was converted into an equivalent fixed point
problem and was solved by the policy iteration. We provided a detailed procedure for
the algorithm in matrix form for the sake of easy implementation.

We applied our method to the finite time horizon optimal forest harvesting problem,
which considers exiting from the forestry business at a finite time. The original optimal
forest harvesting problem is defined in the infinite time horizon and has an analytical
solution. Because analytical solutions were not available in the finite time horizon, we
sought the optimal strategy numerically by our method. The obtained optimal strategy
coincided with our intuition: the strategy coincides with the optimal strategy in the
infinite time horizon case when the terminal time goes to infinity; the strategy switch
point, the threshold of the biomass to harvest the trees, is much higher than the infinite
horizon case near the terminal time.

117



Conclusion

An application of the combined stochastic control for mathematical finance was dis-
cussed in Chapter 4. We investigate the optimal execution problem, which seeks the
optimal way to liquidate or acquire a large asset position. It is a trade-off between fast
trading facing market impact risk and slow trading being exposed to the risk that the
price of the target asset will change over the course of time.

We proposed an execution mode with a price recovery based on the limit order book
dynamics. We model price recovery after execution of a large order by accelerating the
arrival of the refilling order, which is defined as a Cox process whose intensity increases
by the degree of the market impact. We include not only the market order but also
the limit order in our strategy in a restricted fashion. We formulate the problem as
a combined stochastic control problem over a finite time horizon. The corresponding
HJBQVI was solved numerically by the algorithm proposed in the previous chapter.

The optimal execution strategy without the limit order is made up of three compo-
nents: (i) a large initial trade executed by sequential market orders with the minimum
trading volume; (ii) unscheduled small trades during the time period, and (iii) a large
terminal trade due to the terminal condition. The heart of our strategy is the tolerance
for the market impact, which depends on the time remaining and inventory: if the
tolerance is high, then the optimal strategy is to wait for the recovery from the market
impact. If the tolerance is low, then it is optimal to liquidate by market orders. The
timing of the small trades, the second component of the strategy, is triggered by the
tolerance. Because the tolerance reflects the state at the time, our optimal strategy is
dynamic. The tolerance also governs the size of the large trades appearing around the
initial and terminal times. These trades vanish if the execution period is long enough
or if the price recovery is fast enough, which leads to a high tolerance situation.

The intervals between the small trades appearing in the above strategy motivated the
inclusion of limit orders in the strategy. With limit orders enabled under the restriction
that a limit order does not affect the price dynamics, the strategy of waiting for the price
to recover observed when limit orders are excluded is replaced by quoting the limit
order. Although we impose a conservative evaluation on the limit order execution, our
performance analysis based on the liquidation rate, the ratio between the total wealth
with and without the market impact, demonstrates that the improvement is caused by
the inclusion of the limit order.

118



Bibliography

[ACO1]
[Ald13]
[Alm+05]

[AImO3]

[AS10]

[BD14]

[Bel56]

[BFL09]

[Bj609]

[BL84]

[BLIS]

[BS91]

[BZ03]

R. Almgren and N. Chriss, “Optimal execution of portfolio transactions,”
Journal of Risk, vol. 3, no. Kyle 1985, pp. 5-39, 2001.

I. Aldridge, “High-frequency trading: A practical guide to algorithmic strate-
gies and trading systems,” Wiley trading series, 2013.

R. Almgren, C. Thum, E. Hauptmann, and H. Li, “Equity market impact,”
RISK, vol. 18, no. July, pp. 57-62, 2005.

R. F. Almgren, “Optimal execution with nonlinear impact functions and
trading-enhanced risk,” Applied Mathematical Finance, vol. 10, no. 1, pp. 1-
18, 2003.

A. A. Alfonsi and A. Schied, “Optimal Trade Execution and Absence of
Price Manipulations in Limit Order Book Models,” SIAM Journal on Financial
Mathematics, vol. 1, no. 1, pp. 490-522, 2010.

D. Brigo and G. Di Graziano, “Optimal trade execution under displaced
diffusions dynamics across different risk criteria,” Journal of Financial Engi-
neering, vol. 1, no. 2, p. 1450018, 2014.

R. Bellman, “Dynamic Programming and Lagrange Multipliers.,” Proceed-
ings of the National Academy of Sciences of the United States of America, vol. 42,
no. 10, pp. 767-769, 1956.

J. Bouchaud, ]J. Farmer, and F Lillo, “"How Markets Slowly Digest Changes
in Supply and Demand,” in Handbook of Financial Markets: Dynamics and
Evolution, First Edit, Elsevier, 2009, pp. 57-160.

T. Bjork, Arbitrage theory in continuous time. Oxford university press, 2009.

A. Bensoussan and J. Lions, Impulse control and quasi-variational inequalities.
Gauthier-Villars, 1984.

D. Bertsimas and A. W. Lo, “Optimal control of execution costs,” Journal of
Financial Markets, vol. 1, no. 1, pp. 1-50, 1998.

G. BARLES and P. E. Souganidis, “Convergence of approximation schemes
for fully nonlinear second order equations,” Asymptotic Analysis, vol. 4,no. 3,
pp- 271-283, 1991.

J. F. Bonnans and H. Zidani, “Consistency of Generalized Finite Difference
Schemes for the Stochastic HJB Equation,” SIAM Journal on Numerical Anal-
ysis, vol. 41, pp. 1008-1021, 2003.

119



[CFO8]

[CF95]

[CIL92]

[CMS06]

[CST10]

[CZ00]

[DFG10]

[DGKO03]

[D]13]

[EK10]

[EMO7]

[Exc]

[Forl1]

[FR75]

[FS06]

Bibliography

Z.Chen and P. a. Forsyth, “A numerical scheme for the impulse control for-
mulation for pricing variable annuities with a guaranteed minimum with-
drawal benefit (GMWB),” Numerische Mathematik, vol. 109, no. 4, pp. 535-
569, 2008.

F. Camilli and M. Falcone, “An approximation scheme for the optimal control
of diffusion processes,” eng, ESAIM: Mathematical Modelling and Numerical
Analysis, vol. 29, no. 1, pp. 97-122, 1995.

M. G. M. Crandall, H. Ishii, and P-l. P. Lions, “USER’S GUIDE TO VIS-
COSITY SOLUTIONS OF SECOND ORDER partial differential equations,”
Bulletin of the American Mathematical .. ., vol. 27, no. 1, pp. 1-67, 1992.

J.-P. Chancelier, M. Messaoud, and A. Sulem, “A policy iteration algorithm
for fixed point problems with nonexpansive operators,” Mathematical Meth-
ods of Operations Research, vol. 65, no. 2, pp. 239-259, 2006.

R. Cont, S. Stoikov, and R. Talreja, “A Stochastic Model for Order Book
Dynamics,” Operations Research, vol. 58, no. 3, pp. 549-563, 2010.

A. Cadenillas and F. Zapatero, “Classical and Impulse Stochastic Control of
the Exchange Rate Using Interest Rates and Reserves,” Mathematical Finance,
vol. 10, no. 2, pp. 141-156, 2000.

M. Di Giacinto, S. Federico, and F. Gozzi, “Pension funds with a minimum
guarantee: a stochastic control approach,” Finance and Stochastics, vol. 15,
no. 2, pp. 297-342, 2010.

G. Deelstra, M. Grasselli, and P-F. Koehl, “Optimal investment strategies
in the presence of a minimum guarantee,” Insurance: Mathematics and Eco-
nomics, vol. 33, no. 1, pp. 189-207, 2003.

K. Debrabant and E. R. Jakobsen, “Semi-Lagrangian schemes for linear and
fully non-linear diffusion equations,” Mathematics of Computation, vol. 82,
no. 283, pp. 1433-1462, 2013.

R.Elie and I. Kharroubi, “Probabilistic representation and approximation for
coupled systems of variational inequalities,” Statistics & Probability Letters,
vol. 80, no. 17-18, pp. 1388-1396, 2010.

A. Esser and B. Monch, “The navigation of an iceberg: The optimal use of
hidden orders,” Finance Research Letters, vol. 4, no. 2, pp. 68-81, 2007.

N. Y. S. Exchange, https://www.nyse.com/markets/bonds/trading-info
[accessed 31 January 2017].

P. A. Forsyth, “A Hamilton-Jacobi-Bellman approach to optimal trade exe-
cution,” Applied Numerical Mathematics, vol. 61, no. 2, pp. 241-265, 2011.

W. Fleming and R. Rishel, Deterministic and stochastic optimal control. Springer-
Verlag, New York, 1975.

W. H. Fleming and H. M. Soner, Controlled Markov processes and viscosity
solutions. Springer Science & Business Media, 2006, vol. 25.

120



[FS10]

[FTW11]

[GHV12]

[GMP13]

[Gou+13]

[GS11]

[HHO07]

[Ied15a]

[led15b]

[TYN13]

[TYN14]

[Joh10]

[JR75]

Bibliography

R. Frey and R. C. Seydel, “Optimal securitization of credit portfolios via
impulse control,” Mathematics and Financial Economics, vol. 4, no. 1, pp. 1-28,
2010.

A. Fahim, N. Touzi, and X. Warin, “A Probabilistic numerical method for
fully nonlinear parabolic pdes,” Annals of Applied Probability, vol. 21, no. 4,
pp- 1322-1364, 2011.

R. Gerrard, B. Hojgaard, and E. Vigna, “Choosing the optimal annuitization
time post-retirement,” Quantitative Finance, vol. 12, no. 7, pp. 1143-1159,
2012.

F. Guilbaud, M. Mnif, and H Pham, “Numerical methods for an optimal
order execution problem,” The Journal of Computational Finance, vol. 16, no. 3,
pp- 3-45,2013.

M. D. Gould, M. a. Porter, S. Williams, M. McDonald, D. J. Fenn, and S. D.
Howison, “Limit order books,” Quantitative Finance, vol. 13, no. 11, pp. 1709-
1742, 2013.

J. GATHERAL and A. SCHIED, “OPTIMAL TRADE EXECUTION UNDER
GEOMETRIC BROWNIAN MOTION IN THE ALMGREN AND CHRISS
FRAMEWORK,” International Journal of Theoretical and Applied Finance, vol. 14,
no. 03, pp. 353-368, 2011.

A. D. Hall and N. Hautsch, “Modelling the buy and sell intensity in a limit
order book market,” Journal of Financial Markets, vol. 10, no. 3, pp. 249-286,
2007.

M. Ieda, “A dynamic optimal execution strategy under stochastic price recov-
ery,” International Journal of Financial Engineering, vol. 02, no. 04, p. 1550 025,
2015.

——, “An implicit method for the finite time horizon Hamilton-Jacobi-
Bellman quasi-variational inequalities,” Applied Mathematics and Computa-
tion, vol. 265, pp. 163-175, 2015.

M. Ieda, T. Yamashita, and Y. Nakano, “A Liability Tracking Approach to
Long Term Management of Pension Funds,” Journal of Mathematical Finance,
vol. 03, no. 03, pp. 392—400, 2013.

——, “A Liability Tracking Portfolio for Pension Fund Management,” in
The 46th ISCIE International Symposium on Stochastic Systems Theory and Its
Applications, Kyoto Institute of Technology, Japan, 2014.

B. Johnson, Algorithmic Trading & DMA: An introduction to direct access trading
strategies. 4Myeloma Press, 2010.

K. James and W Riha, “Convergence criteria for successive overrelaxation,”
SIAM Journal on Numerical Analysis, vol. 12, no. 2, pp. 137-143, 1975.

121



Bibliography

[Kan90]  E.J.Kansa, “Multiquadrics-A scattered data approximation scheme with ap-
plications to computational fluid-dynamics-II solutions to parabolic, hyper-
bolic and elliptic partial differential equations,” Computers and Mathematics
with Applications, vol. 19, no. 8-9, pp. 147-161, 1990.

[Kat14] T. Kato, “An optimal execution problem with market impact,” Finance and
Stochastics, vol. 18, no. 3, pp. 695-732, 2014.

[KDO0O] H. J. Kushner and P. G. Dupuis, Numerical methods for stochastic control prob-
lems in continuous time. Springer, 2000, vol. 24.

[Kha+10] I. Kharroubi, J. Ma, H. Pham, and J. Zhang, “Backward SDEs with con-
strained jumps and quasi-variational inequalities,” The Annals of Probability,
vol. 38, no. 2, pp. 794-840, 2010.

[Kor99]  R. Korn, “Some applications of impulse control in mathematical finance,”
Mathematical Methods of Operations Research (ZOR), vol. 50, no. 3, pp. 493-518,
1999.

[KP10] I. Kharroubi and H. Pham, “Optimal Portfolio Liquidation with Execution
Cost and Risk,” SIAM Journal on Financial Mathematics, vol. 1, no. 1, pp. 897-
931, 2010.

[Kry08]  N. V. Krylov, Controlled diffusion processes. Springer Science & Business Me-
dia, 2008, vol. 14.

[Lar07] J. Large, “Measuring the resiliency of an electronic limit order book,” Journal
of Financial Markets, vol. 10, no. 1, pp. 1-25, 2007.

[Mar52] H. Markowitz, “PORTFOLIO SELECTION,” The Journal of Finance, vol. 7,
no. 1, pp. 77-91, 1952.

[Mer69] R.C. Merton, “Lifetime Portfolio Selection under Uncertainty: The Continuous-
Time Case,” The Review of Economics and Statistics, vol. 51, no. 3, p. 247, 1969.

[MFO08] S. Mike and J. D. Farmer, “An empirical behavioral model of liquidity and
volatility,” Journal of Economic Dynamics and Control, vol. 32, no. 1, pp. 200-
234, 2008.

[MS06] F.Menoncin and O. Scaillet, “Optimal asset management for pension funds,”
Managerial Finance, vol. 32, no. 4, pp. 347-374, 2006.

[M@98] G. Mundaca and B. Oksendal, Optimal stochastic intervention control with
application to the exchange rate, 1998.

[Nak14] Y. Nakano, “Convergence of the meshfree collocation methods for fully
nonlinear parabolic equations,” pp. 1-20, 2014.

[OW13]  A. a. Obizhaeva and J. Wang, “Optimal trading strategy and supply/de-
mand dynamics,” Journal of Financial Markets, vol. 16, no. 1, pp. 1-32, 2013.

[Pha09]  H. Pham, Continuous-time stochastic control and optimization with financial ap-
plications. Springer Science & Business Media, 2009, vol. 61.

122



[PPP04]

[PSO04]

[PSS11]

[PZ05]

[SGO4]

[SS09]

[Tok11]

[Toul2]

[Var09]

[vHa07]

[Wil98]

[Dks03]
[DS07]

Bibliography

G Pages, H Pham, and J. Printems, “An optimal Markovian quantization
algorithm for multi-dimensional stochastic control problems,” Stochastics
and Dynamics, vol. 4, no. 4, pp. 501-545, 2004.

S. R. Pliska and K. Suzuki, “Optimal tracking for asset allocation with
fixed and proportional transaction costs,” Quantitative Finance, vol. 4, no. 2,
pp. 233-243, 2004.

S.Predoiu, G. Shaikhet, and S. Shreve, “Optimal Execution in a General One-
Sided Limit-Order Book,” SIAM Journal on Financial Mathematics, vol.2,no. 1,
pp- 183-212, 2011.

J Palczewskiand ] Zabczyk, “Portfolio diversification with Markovian prices,”
Probability and Mathematical Statistics, vol. 25, no. 1, pp. 75-95, 2005.

O. Schenk and K. Girtner, “Solving unsymmetric sparse systems of linear
equations with PARDISO,” Future Generation Computer Systems, vol. 20,no. 3,
pp. 475-487, 2004.

A. Schied and T. Schéneborn, “Risk aversion and the dynamics of optimal
liquidation strategies in illiquid markets,” Finance and Stochastics, vol. 13,
no. 2, pp. 181-204, 2009.

I. M. Toke, “Market Making in an Order Book Model and Its Impact on the
Spread,” in Econophysics of Order-driven Markets, F. Abergel, B. K. Chakrabarti,
A. Chakraborti, and M. Mitra, Eds., ser. New Economic Windows, Milano:
Springer Milan, 2011, pp. 49-64.

N. Touzi, “STOCHASTIC CONTROL, AND APPLICATION TO FINANCE,”
Lecture Notes, 2012.

R. S. Varga, Matrix iterative analysis. Springer Science & Business Media,
2009, vol. 27.

R. von Handel, “Stochastic Calculus, Filtering, and Stochastic Control (Lec-
ture Notes),” 2007.

Y. Willassen, “The stochastic rotation problem: A generalization of Faust-
mann’s formula to stochastic forest growth,” Journal of Economic Dynamics
and Control, vol. 22, no. 4, pp. 573-596, 1998.

B. Oksendal, Stochastic differential equations. Springer, 2003.

B. Oksendal and A. Sulem, Applied stochastic control of jump diffusions. Springer,
2007.

123



