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Optimal Liquidation Strategies for Large-Tick Stocks
ABSTRACT

This thesis is devoted to study the optimal liquidation strategies in a limit

order book for large-tick stocks. Two frameworks are proposed.

In the first framework, we formulate a stylised limit order book that admits
one-tick spread and fixed market depth cap, in which order flows arrive ac-
cording to point processes with stochastic intensities. We consider an agent
who wants to liquidate a position in this limit order book through market
orders and pegged displayed/non-displayed limit orders within a fixed time
horizon, and whose goal is to maximise the expected utility from the termi-
nal wealth. For this optimal liquidation problem, we derive the associated
Hamilton-Jacobi-Bellman quasi-variational inequality and prove a verifica-
tion theorem giving sufficient conditions for the HIBQVTI solution to be the
value function. The optimal strategy is a combined stochastic and impulse

control, and is then solved numerically using finite different scheme.

In the second framework, we formulate a stylised level-I limit order book
whose spread is constantly one tick and whose dynamics are driven by the
queueing races at the best prices. Order book events occur according to in-
dependent Poisson processes, with parameters depending on the most recent
price move direction. Our goal is to maximise the expected terminal wealth
of an agent who needs to liquidate a position within a fixed time horizon. By
assuming that the agent trades through both limit and market orders only
when the price moves, we model her liquidation procedure as a semi-Markov
decision process, and compute the semi-Markov kernel using Laplace method
in the language of queueing theory. The optimal liquidation policy is then

solved by dynamic programming, and illustrated numerically.
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NOTATIONS

SETS AND SET OPERATIONS

R: set of real numbers; RT := (0,00); R := RT U {0}; R~ := R\ R{.
Z: set of integer numbers.

N: the set of non-negative integers. N* := N\{0};

C: set of imaginary numbers.

For m,n € NT, M,,»,(R) denotes the set of R-valued m x n matrices;

M,,,(R) denotes the set of R-valued square matrices of order m, for m € N*.

Let S be a set, S and dS denote the closure and boundary of set S.

FUNCTIONS AND FUNCTIONS SPACES

x Ay :=min(z,y); z Vy = max(z,y).

For any set A, the indicator functions 1 4(+) is defined by

1 ifxe A,
]lAI:
0 ifzdA

C12([0,T) x O) is the space of R-valued functions f on [0,7) x O whose
of of *f

partial derivatives —

87&’ 81‘l ((9331(91}]

on [0,7"). O is an open set on R™.

, 1 < 4,5 < n exist and are continuous

Cy(U) is the space of bounded and continuous functions on U.



ABBREVIATIONS

AT algorithmic trading

LOB: limit order book

NBBO: national best bid offer

HJBQVI: Hamilton-Jacobi-Bellman quasi-variational inequality
SDE: stochastic differential equation

a.s.: almost surely

cadlag: right continuous with left limits

s.t.: such that

resp. respectively



INTRODUCTION

1.1 BACKGROUND

Algorithmic trading (AT) refers to the use of mathematical models, comput-
ers, and telecommunications networks to automate the buying and selling
of financial securities [58]. Over the previous two decades, the emergence
and rise of AT has been vastly facilitated by the greater complexity of the
modern financial markets as well as the significant breakthroughs in quantita-
tive modelling and information technology. In particular, the predominance
of automated order-driven trading systems, the proliferation of the trading
venues, and the accelerating speed of information processing jointly promote

the popularity of AT.

Nowadays, most equity and derivative exchanges all over the world are at
least partially providing the order-driven trading mechanism: Australian Se-
curities Exchange, Euronext, Helsinki, Hong Kong, Shenzhen, Swiss, Tokyo,
Toronto, Vancouver Stock Exchanges are pure order-driven markets and New
York, London Stock Exchanges, Nasdaq are hybrid markets [39]. Different
from a quote-driven market, where large market makers centralise buy and

sell orders and provide liquidity to other market participants through setting



bid and ask quotes, an order-driven market is much more flexible, which al-
lows all market participants to send buy or sell orders specifying the price
and amount they want to trade into a limit order book (LOB). According
to the classical terminology [39, Section 2.2], orders leading to an immediate
execution upon submission based on the LOB’s trade-matching algorithm
are called market orders, while orders that do not result in an immediate
execution and therefore are stored in the LOB are called limit orders. The
highest (resp. lowest) price among all the active buy (resp. sell) limit orders
is called the best bid price (resp. best ask price). The average (resp. dif-
ference) of the best bid and ask price is called the mid price (resp. spread).
Figure 1.1 gives a schematic diagram of a LOB illustrating the above terms.

In addition to the displayed part of a LOB, virtually all exchanges now al-

Ask Side

sell limit order

. mid-price

Depth Available (o)

bid-price

ask-price

spread

- buy limit order

Bid Side

Figure 1.1: a schematic diagram of a LOB (figure source: [39]).

low market participants to submit partially or entirely non-displayed limit
orders [10], also known as iceberg orders or hidden orders, resulting the LOB

having a non-displayed part.



Broadly speaking, a LOB can be understood as a collection of active buy
and sell limit orders stored at different price levels, and these outstanding
limit orders can either get executed by subsequent counterpart market orders
based on a certain priority rule or be cancelled. In particular, a priority rule
regulates how active limit orders get executed. By far the most common

priority rule is ‘price-visibility-time’, that is,

e price: limit orders placed at a more competitive price, namely, a price

that is closer to the mid price, get higher execution priority;

e visibility: for limit orders placed at the same price, the displayed limit
orders take higher execution priority over the non-displayed ones;

e time: limit orders placed at the same price and with the same display

status follow the ‘first come first serve’ rule.

Throughout this thesis, we will work on LOBs that apply the ‘price-visibility-

time’ priority rule.

1.2 CLASSIFICATIONS OF ALGORITHMIC TRADING

According to [44], algorithms serve for different purposes and are therefore

classified into two categories: agency and proprietary.

1.2.1 AGENCY ALGORITHMS

Agency algorithms are normally used by the buy-side institutional investors
(and the brokers who serve them) in order to implement long-term posi-
tion changes, aiming at minimising the execution costs and market impact.
Generally speaking, an agency algorithm decomposes the acquisition or lig-

uidation process of a large parent order into three layers:

1. how to slice the parent order into child orders and schedule the child

orders over the entire trading horizon;



2. what is the price, order type, visibility and timing to execute each child

order within its scheduled trading horizon;

3. which venue(s) should each child order be routed to.

Literature on optimal liquidation/acquisition strategies is classified accord-
ingly based on the above three layers. Almgren and Chriss [6], Almgren [5],
Gatheral, Schied and Slynko [36] and Lorenz and Almgren [59] address the
optimal execution problems by solely considering the first layer, in which
case the direct interactions between the trader and the LOB are abstracted
away. Some studies take the first two layers into account simultaneously and
formulate the optimal strategies for executing a large position in a single
LOB market. For example, Obizhaeva and Wang [67] and Alfonsi, Fruth
and Schied [4] develop the optimal execution strategies entirely using mar-
ket orders, assuming that the liquidity replenishes gradually over time after
it is taken. Bayraktar and Ludkovski [8], Guéant, Lehalle and Fernandez-
Tapia [41] design the optimal liquidation strategy that posts limit orders only,
treating the liquidation process as a sequence of order fills and modelling it
by a point process. Cartea and Jaimungal [19] seek to execute a large order
employing both market and limit orders, and solve the optimal strategies un-
der different scenarios. Some researchers focus on the second layer and study
how to optimally execute a single child order for the purpose of incorporating
information on the LOB market microstructure into their trading strategies,
such as Stoikov and Waeber [76], Donnelly and Gan [32] and Gonzalez and
Schervish [38] for market-order-oriented, limit-order-oriented and hybrid op-
timal strategy, respectively. Besides, Cebiroglu and Horst [21] formulate and
analyse the optimal submission strategy of an iceberg order, capturing the
trade-off between the costs and benefits of order display. Finally, Cont and
Kukanov [27] combine the last two layers together and propose a strategy
that optimally distributes a child order across different order types and trad-

ing venues.



1.2.2 PROPRIETARY ALGORITHMS

In contrast to agency algorithms, proprietary algorithms are mainly adopted
by high frequency traders aiming to make profits from the trading process
itself. As stated in a white paper [73] by U.S. Securities & Exchange Com-
mission, high frequency traders are typically defined as professional traders
acting in a proprietary capacity that engage in strategies that generate a
large number of trades on daily basis. Key characteristics associated with

high frequency trading (HFT) include:

1. use of extraordinarily high-speed and sophisticated computer programs

for generating, routing, and executing orders;

2. use of co-location services and individual data feeds offered by ex-
changes and others to minimise network and other types of latencies;

3. very short time-frames for establishing and liquidating positions;

4. the submission of numerous orders that are cancelled shortly after sub-

mission;

5. ending the trading day in as close to a flat position as possible (that

is, not carrying significant, unhedged positions overnight).

In fact, HFT is regarded as one of the most dominant components of the
market structure in recent years. Taking the U.S. equity market for exam-
ple, HFT activities accounted for only less than 10% of all trades at the
beginning of this century, but had grown significantly and represented ap-
proximately half of the trading volume by late 2012 [37]. Unsurprisingly, the
prevalence of HFT has led to considerable debates about its impact on mar-
ket quality, in particular after the ‘flash crash’ on May 6, 2010 [56]. There are
widely different views among regulators, in the financial media, and in the
rapidly growing academic literature on whether HF'T is beneficial, neutral,
or detrimental. See [55, 62] for HF'T surveys.

There is no doubt that HFT studies highly depend on the availability and
quality of the relevant market data, which is one of the toughest challenges

5



facing any HF'T researcher. In fact, as trading anonymity is preserved in
almost all modern equity markets, exchanges and regulators are the only
sources of data identifying whether orders and trades originate from an HF'T
account, while public available data on order book activities normally do not
reveal the identities of market participants. Accordingly, HFT literature is
divided into the following two categories:

1. ones that analyse non-public datasets in which market activities have
been attributed to HFT /non-HFT accounts;

2. ones that use various measures calculable from publicly available mar-
ket data to proxy for HFT.

The U.S. Securities and Exchange Commission [74] provides an exhaustive
survey on the HF'T literature of the first category. Particularly, the ‘Nasdaq
HFT dataset’ is the only data source available to academic researchers that
directly classify HFT activities in U.S. equities: firms are categorised as
HFT according to the Nasdaq’s knowledge of their customers together with
the analysis of their trading styles such as inventory position, order duration,
and order-to-trade ratio. See [14, 17, 48] for empirical literature employing
the Nasdaq HFT dataset.

HFT literature of the second category vary depending on the selections of
different HFT proxies. For instance, Hasbrouck and Saar [44] propose a
measure ‘strategic run’ of low-latency activities based on Nasdaq ITCH data
feed in order to approximate HF'T activity. Brogaard, Hendershott and Ri-
ordan [15] use Canadian regulatory data with masked participant IDs that
track market activities and remain constant across days, securities and mar-
kets, and introduce a HFT identification criteria according to trading volume
and intraday inventory position. Cartea, Payne, Penalva and Tapia [20] build
a measure from Nasdaq I'TCH data feed that captures the ultra-fast activities

in the market and study its relation with market quality.



1.3 LARGE-TICK STOCKS

When trading shares in a LOB, traders need to specify the order prices
according to the platform’s tick size, that is, the smallest allowable price
interval between different orders. Taking the Nasdaq platform for example,
each stock is traded in a separate LOB with tick size $0.01, which means all
orders must arrive at a price that is integer multiples of $0.01. Because of
the huge difference in share prices between different stocks (from around $1
to above $1000), the relative tick size, which is defined by the ratio between
the stock price and the tick size, of different stocks also vary considerably. As
defined in [12, 30], large-tick stocks are stocks with large relative tick size, in
the sense that the spread is almost always equal to the tick size and traders

are averse to the order price variations of a single tick.

In this thesis, we restrict our attention to optimal liquidation problems for
large-tick stocks. This is mainly because the spread of large-tick stocks is
almost always equal to the tick size, so that in most cases traders cannot
undercut each other by submitting limit orders inside the spread and there-
fore have to wait in the queue to get executed. This feature may largely
simplify the LOB modelling. More importantly, market conditions and trad-
ing strategies for large-tick stocks are deemed to be different from those for
small-tick stocks [68]. Therefore, the trading strategies for these two cate-
gories of stocks should be studied separately. In Appendix A, we implement
some empirical studies on three representative and highly liquid large-tick
stocks: Microsoft (MSFT), Intel (INTC) and Yahoo (YHOO), based on the
LOBSTER datasets as introduced in the following.

1.4 LOBSTER DATASET

The LOB datasets used in this thesis are provided by LOBSTER, which
is short for ‘Limit Order Book System - The Efficient Reconstructor’, and
works as an online system that gives researchers access to convenient and
high-quality LOB data.



1.4.1 SOURCE AND STRUCTURE

The LOBSTER dataset is derived from the historical Nasdaq TotalView-
ITCH data feed, which is the real-time stream of order book events sent to
the market participants in the Nasdaq platform. For each Nasdaq traded
stock, LOBSTER is working as a translation module that extracts order flow
information from the data feed and reconstructs the LOB dynamics from
09:30 to 16:00 EST on each active trading day. In particular, the LOBSTER
dataset is limit order oriented, as it is entirely composed of limit order events,
i.e. limit order submissions, cancellations and executions, which are recorded
in chronological order. In the LOBSTER dataset, information associated
with each event includes: timestamp, event type, order ID, size, price and
buy/sell indicator, as well as the post-event limit order book state! up to

the requested number of price levels. See [51] for more introductions to the
LOBSTER dataset.

1.4.2 ADVANTAGES AND LIMITATIONS

The LOBSTER dataset has several advantages over other limit order book
datasets. For example, the LOBSTER dataset reproduces the order flows
and LOB state evolutions directly from the Nasdaq servers. It therefore re-
tains greater information accuracy than the datasets that are recorded by
the third-party providers, and possesses higher storage efficiency compared
with the datasets that capture snapshots of order book states [45, Chapter
3]. Besides, all events in the LOBSTER dataset are recorded at seconds after
midnight with decimal precision of nanoseconds, while most other limit order
book datasets are still up to millisecond-timestamped. This improvement in
timestamp granularity enables us to observe the extremely subtle dynamics in
the order books and analyse the traders’ ultra-fast and even intra-millisecond
behaviours. Moreover, as a particular feature for the LOBSTER dataset, ev-

ery visible limit order is assigned with an intraday-unique order ID upon

LA limit order book state is expressed through the occupied price levels and the asso-
ciated market depth. A post-event (resp. pre-event) order book state represents the order
book state immediately after (resp. before) that event.



submission, in the sense that any subsequent cancellation or execution asso-
ciated with that limit order is labeled with the same order ID. Apparently,
this feature allows us to track the entire life of each (visible) limit order with-
out resorting to any further matching algorithm, which greatly facilitate the
analysis of trading behaviours and algorithmic strategies.

However, due to the complexity in modern equity markets and the regula-
tory requirements to ensure traders’ anonymity, the LOBSTER dataset is
not able to provide the complete market information, which will inevitably
impose some limitations and difficulties on LOB studies. For example, since
the LOBSTER dataset originates from the standard Nasdaq data feed, it
provides order book activities merely on the Nasdaq platform. Considering
the strongly fragmented market structure in recent years [70] and its close
relationship with the growth of high frequency trading [63], analyses and
studies based solely on the LOBSTER database can not reveal the impact
brought by the strategies that span multiple trading venues. Besides, infor-
mation associated with hidden order execution is censored in order to prevent
information leakage. In particular, since July 14, 2014, the information of
buy /sell indicator is not included in the messages of hidden order execution,
which brings enormous difficulties to the study of hidden order.

1.5 ORGANISATION OF THIS THESIS

From the perspective of agency algorithms combining the first and the sec-
ond layer, we propose two frameworks in this thesis to study the optimal

liquidation strategy of a large-tick stock in the LOB.

In Chapter 2, we consider an agent who trades through sell market orders
and displayed /non-displayed sell limit orders pegged at the best ask price,
and aims to maximise her utility from the terminal wealth. We transfer the
agent’s optimal liquidation problem to a Hamilton-Jacobi-Bellman quasi-
variational inequality and the prove the verification theorem that gives suf-
ficient conditions for the HJBQVI solution being the value function. The
optimal strategy is in the form of a stochastic and impulse control, and is

solved numerically using finite difference scheme.
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In Chapter 3, we consider an agent who aims at maximising her terminal
wealth, and trades through sell market and limit orders but only takes actions
when there is a price change. We formulate the agent’s liquidation process
as a semi-Markov decision process, with the semi-Markov kernel calculated
using the Laplace method. The optimal strategy is solved using dynamic

programming, and illustrated numerically.

10



“Markets are constantly in a state of uncertainty
and flux and money is made by discounting the

obvious and betting on the unexpected.”

— George Soros

OPTIMAL LIQUIDATION STRATEGY
- FRAMEWORK 1

2.1 INTRODUCTION

In this chapter, we consider an agent (or her agency algorithm) who wants to
liquidate a fixed amount of a large-tick stock over a finite trading window in
a LOB that applies the price-visibility-time priority rule. Along the trading
window, the agent needs to slice the parent order into multiple child orders,
and select the timing, order type, order size and visibility status for each
child order. In terms of order type selection, the agent can submit sell market
orders for immediate execution at the best bid price, which is a less favourable
price; she can otherwise place sell limit orders that are continuously pegged
at the best ask price, but is inevitably subject to the execution risk, as her
sell limit orders are executed only when they match counterpart buy market
orders. Furthermore, the agent is able to keep any proportion of her sell

limit orders invisible to the general market participants' in order to avoid

In Chapter 2 and Chapter 3, the general market participants refer to all the market
participants in the LOB except the agent.

11



the exposure risk, but at the expense of facing even higher execution risk,
as the displayed limit orders always take higher execution priority over the
non-displayed ones at the same price level. We also introduce a termination
time of the agent’s liquidation activities, which arrives as soon as any of
the following events occur: (i) the trading window expires; (ii) the ask-side
LOB state exits a pre-specified domain; (iii) the agent’s remaining inventory
position reaches zero. At the termination time, the agent is required to
liquidate all the unexecuted inventory position (if any) through a sell market
order. The agent’s objective is to find an optimal liquidation strategy that

maximises her expected utility from the wealth at the termination time.

In order to solve the above problem, we develop a combined stochastic and
impulse control model that addresses the trade-offs among order prices, ex-
ecution probabilities and exposure risks throughout the agent’s liquidation
process. Specifically, we first construct a stylised underlying LOB model as
the agent’s trading environment, specifying the dynamics of the ask-side mar-
ket depth and order flows originated from the general market participants.
This framework follows [25, 26], in particular assuming that the spread is
constant, equal to the tick size and that the general market participants
admit a constant market depth cap at each price level. Under these assump-
tions, the evolution of the ask-side LOB state in the absence of the agent’s
participation is modelled by a jump diffusion process, whereby the jumps oc-
cur according to three mutually independent point processes with stochastic
intensities, representing the arrivals of buy market orders, sell limit orders
and cancellations, respectively, originated from the general market partici-
pants; the jump sizes associated with the point processes are modelled by
independent and identically distributed random variables, representing the
sizes of the corresponding order book events; the diffusion part is represented
by an arithmetic Brownian motion, indicating the noisy relation between the
evolution of the stylised and the actual LOB state. Next, we model the
agent’s limit order and market order strategy through a combined stochastic
and impulse control. The stochastic control continuously specifies the size
of a displayed and a non-displayed sell limit order pegged at the best ask

price. For modelling convenience, we assume that the agent’s displayed limit
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orders always hold a fixed relative position in the best ask queue, so that the
execution of the agent’s limit orders can be explicitly captured based on the
price-visibility-time priority rule. We also model the intensities of the general
market participants’ order flows as deterministic functions of the displayed
market depth at the best ask price, reflecting the empirical observations that
traders in the market react to the changing of the LOB state. The impulse
control, on the other hand, consists of a sequence of decision times and order
sizes for sell market order submissions. In this context, we optimise the ex-
pected utility from the wealth at the termination time by optimally choosing

among sell market orders, displayed and non-displayed sell limit orders.

This chapter is organised as follows. In Section 2.2, we specify the underlying
LOB model as well as the agent’s set of admissible liquidation strategies and
trading objective. In Section 2.3, we formulate the agent’s optimal liquidation
problem and translate it into solving the associated Hamilton-Jacobi-Bellman
quasi-variational inequality (HJBQVI) based on the verification theorem. In
Section 2.4, we devote to the model’s parameter estimation and the numerical
scheme solving the HIBQVTI.

2.2 PROBLEM FORMULATION

Throughout this chapter, we fix a probability space (2, F,P) equipped with a
filtration (F3):>o satisfying the usual conditions, and assume that all random
variables and stochastic processes are defined on this stochastic basis.

2.2.1 UNDERLYING LOB MODEL

Consider a LOB that admits a constant tick size 6 > 0 (that is, all orders
must arrive at a price kd, for some k£ € NT) and RT-valued order sizes. In
order to formulate the agent’s trading environment, we build up a stylised
underlying LOB model specifying the market depth and the order flows orig-
inated from the general market participants. In particular, considering that
we are dealing with a liquidation problem for a large-tick stock, we focus on
modelling the LOB on the ask side.
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MARKET DEPTH

Similar to [25, 26], we consider the following framework for the underlying
market depth originated from the general market participants at each price
level on the ask side of the LOB:

Assumption 2.1 (Market depth).

(a) the spread of the LOB is equal to the tick size 0;

(b) the general market participants admit a constant market depth cap d>
0, that is, the underlying market depth (in number of shares) takes values
in (O, d } at the best ask price, and is equal to d at each price level above

the best ask price;

(c¢) buy market order arrivals and sell limit order cancellations from the
general market participants occur only at the best ask price: once the
underlying market depth declines to zero, both the best bid and ask price
will immediately increase by one tick (see Figure 2.1);

(d) sell limit order submissions from the general market participants occur
only at the best ask price: whenever the underlying market depth at
the best ask price reaches the cap d, any subsequent sell limit order will
arrive at the price one tick below, initiating the new best bid and ask

price (see Figure 2.2);

(e) the general market participants never place non-displayed limit orders.

Remark 2.2.

e Due to the fact that order submissions and cancellations are allowed at
any price level and the market depth at each price level has a non-trivial
distribution, the introduction of the market depth cap d is actually
a quite strong assumption. However, this restrictive assumption is
essential to explicitly and conveniently express the instantaneous effects
of all order book events. On top of that, the size of the market depth
cap is believed to be positively correlated with the relative tick size,
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Figure 2.1: examples of buy market order arrival or sell limit order cancellation.

The orange (resp. blue) blocks represent the removed (resp. remaining) underlying liquidity
upon the occurrence of a buy market order arrival or a sell limit order cancellation.
Immediately before that order book event, the best ask price is equal to 56, while the
underlying market depth is equal to d/2 at the best ask price and d at each price level above
the best ask price. The panel on the left (resp. right) describes the situation where an order
of size d/4 (resp. 3d/4) is removed from the underlying LOB. In the latter situation, the
underlying liquidity at the initial best ask price 5§ is depleted, and a new best ask price 64 is
therefore initiated, at which the liquidity consumption or evacuation (of size d/4) continues.

reflecting traders’ trade-off between the execution risk and the order
price. Due to the fact that traders consider the tick size for large-tick
stocks as non-negligible [30], the market depth cap for large-tick stocks
is believed to be larger than that for small-tick stocks: only when the
best ask queue becomes long enough, some sell-initiated traders would
rather undercut the best ask price by one tick than join in the best ask

queue with a unfavourable position.

e Assumption 2.1(d) presumes that the best bid queue becomes suffi-
ciently short when the underlying market depth at the best ask price
approaches the cap d, so that any subsequent sell limit order submission
is able to initiate the new best ask price. In this case, we believe that
the buy-initiated traders in the market perceive strong selling pressure
when observing a long queue waiting at the best ask price, and thus
withdraw their buy limit orders at the best bid price in order to avoid

the risk of adverse selection.
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Figure 2.2: examples of sell limit order placement.

The yellow (resp. blue) blocks represent the newly added (resp. previously existing)
underlying liquidity upon the placement of a sell limit order. Immediately before that order
book event, the best ask price is equal to 50, while the underlying market depth is J/2 at the
best ask price and d at each price level above the best ask price. The panel on the left (resp.
right) describes the situation where an order of size d/4 (resp. d) is placed to the underlying
LOB. In the latter situation, the underlying market depth at the previous bast ask price 5§
reaches the market depth cap d, and the remaining part of that order (of size 3/2) therefore
arrives at the new best ask price 44.

Based on Assumption 2.1, we model the dynamics of the ask-side LOB
state in the absence of the agent’s participation as a cadlag adapted pro-
cess (A, Dy)io, valued in NT\{1} x (0,d], where A, and D, represent the
best ask price normalised by the tick size? and the underlying market depth
at the best ask price, respectively, at time t. We further introduce a cadlag

adapted process (P;)>0, valued in [2, +00), by
P,=A;+1—D;/d forallt>0, almost surely. (2.1)

The processes P and (A, D) virtually carry the same information describing
the evolution of the ask-side LOB state since we have

A = LPtJ and D, =d(P;) forallt>0, almostsurely, (2.2)

2Since the best prices are strictly positive and the LOB admits a fixed tick size, the
lowest available best ask price is equal to 26 and the process A takes values in N\{1}.
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where the function d : [2, +00) — (O, J] is defined by

d(p) == ([p] +1—p)d.

Suppose that an order book event changes the aggregate underlying market
depth on the ask side of the LOB by v € R\{0} at time s > 0, the process P
then evolves as:

P, =P, +v/d. (2.3)

Indeed, for v € R\{0}, let s := max{j € Z: D,_ + jd < v}, we immediately
have
(As, D) = (Agm4 22+ 1,3+ 1)d + Dy_—v) (2.4)

according to the structure of the stylised LOB in Assumption 2.1. Combin-
ing (2.4) with (2.1) yields (2.3).

ORDER FLOW

The order flows (that is, the order types, arrival times and sizes of the order
book events) originated from the general market participants are modelled
according to the ‘zero-intelligence’ approach [26, 28, 75|, based on which
traders submit orders following rules governed by some specified stochastic
processes without strategic or rational considerations. We shall here consider

the following setting for the order flows.

Assumption 2.3 (Order flows).

(a) Buy market order arrivals, sell limit order submissions and cancellations
originated from the general market participants occur according to three
point processes, denoted by (N;"),5¢, (Ntl)t>0 and (Ny),5, that admit
non-negative predictable intensities A, Al and \¢, respectively®. For @ €
{m, 1, c}, we further assume that the intensity A7 is in the form of

AT =A° (D), (2.5)

3For definition of point process with stochastic intensity, see [13, Chapter II. Defini-
tion D7].
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where \¥ : Rt — RT is a continuous bounded deterministic function.

For n € N*, let M,,, L, and C,, denote the sizes of the n-th buy mar-
ket order, sell limit order and sell limit order cancellation, respectively,
originated from the general market participants. We further assume
that {II,,n € NT} is a sequence of independent and identically dis-
tributed JFy-measurable random variables, with cumulative distribution
function FZ, for (w, II) € {(m, M), (1, L), (c,C)}.

(c) (NM),, (Ntl)t, (N?),, {My}, {L,}, {Cy} are mutually independent.

Remark 2.4.

e Assumption 2.3(a) is made based on the solid empirical evidence that

order flows depend on the LOB shape, which can be interpreted as
traders digesting and reacting to the changing market conditions [39,
Section 3.2]. Particularly, we introduce (2.5) according to [49, 79], in
which the intensities of the point processes governing the order flows
are modelled as deterministic functions of the (visible) best queue size.

The time-rescaling theorem [16] indicates that any point process with
an integrable conditional intensity function can be simulated from a
Poisson process with unit rate by rescaling time with respect to the con-
ditional intensity function. In our model, the jump times {u{, u7, ...}
of the processes N¥, for w € {m,1,c}, can be generated by the follow-

ing steps:
(a) Draw {77,i € N*} for w € {m,], c}, three sequences of mutually
independent exponential random variables with mean one;
(b) For w € {m,1, c},

(i) set uf =0 and ky = 1;
11 w 3 . t w w .

(ii) set uf = inf {t : fuqu ATdz > Tkw},

(ili) k% = k¥ + 1 and go to step (ii).
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w1
i1

w2

and v’ are independent for any i1,i; € N* and @y, w, €

Here, u

{m, 1, ¢} with w; # ws, since for ¢; > 0 and ¢, > 0 we have
t1 i1 to 12
Pr(uf' < t,ul? <ty) =Pr / AT dz > ZT;@,/ AFrdz >y
0 , 0 ,
7=1 7j=1

t1 i1 to 12
= Pr (/ ATz > ZT;%) Pr </ AP dz > ZT;@)
0 0

Jj=1 j=1
=Pr (ufl’l < tl) Pr (uzl < tg) .

Based on (2.3) and Assumption 2.3, suppose that the process (F;);>o in (2.1)

follows the dynamics:
1
AP, = odW, + — [MNtmdNtm + OyedNE — LNtlng} . t>0,  (2.6)

where o > 0 is a constant and (W;); is a Brownian motion such that (N*),,
(Ntl)t, (N9),, {M,.}, {L.}, {Cy} and (W), are mutually independent.

Remark 2.5.

e Similar to [25, Section 1.2], we introduce a diffusion term odW; in
order to capture the noisy relation between the changes of the ask-side
LOB shape and the net order flows at the best ask price for short time
intervals. We do so because the order book in reality has extremely
complex dynamics: order submissions and cancellations are allowed at
any price level, the market depth at each price level has a non-trivial
distribution and the market depth cap does not exist.

e The SDE (2.6) does not honour the constraint that P being in [2, o0].
However, we assume that the stock price is far above zero at inception
and the trading window is short, so that the process P will not drop
below 2 before maturity. Besides, later in this chapter, we introduce a
stop loss price p > 2 to the agent’s liquidation problem, in the sense

that the agent stops trading as soon as the process P touches p.
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2.2.2 LIQUIDATION STRATEGY

We consider an agent who is allowed to trade via both sell market and limit
orders in the underlying LOB model introduced in Section 2.2.1, and thus
faces a trade-off between the order price and the execution risk: submitting
a market order leads to immediate execution but the price is less favourable,
while placing a limit order may result in a better price but the execution
cannot be guaranteed. Similar to [42], we model the agent’s limit order and
market order strategies as continuous-time stochastic and impulse controls,

respectively.

LIMIT ORDER STRATEGY

Due to the flexibility of the order-driven trading mechanism, there are enor-
mous amounts of feasible limit order trading methods: the agent can place
displayed or non-displayed limit orders of any size at any price and time, and
is also free to fully or partially cancel them at any subsequent time, which
may result in her limit orders with different sizes, prices, queue positions
and visibility status being simultaneously active in the LOB. In this context,
it becomes quite difficult to find an optimal strategy. Therefore, we make
the following assumptions in order to keep our modelling manageable and
tractable.

Assumption 2.6 (Limit order strategies).

(a) the agent’s sell limit orders are always pegged at the best ask price;

(b) the agent can shield any proportion of her limit orders from public view.

Remark 2.7.

e The reason we introduce Assumption 2.6(a) is twofold: (i) empirical
studies on large-tick stocks indicate that a single market order is barely
able to consume liquidity beyond the best price [18, 46], which means
that limit orders placed deeper than the best price are even more un-
likely to get executed; (ii) since the LOB is assumed to admit a con-

stant one-tick spread, the agent is unable to undercut the best ask price
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through placing limit orders inside the spread. (2) the LOB is assumed
to admit a constant one-tick spread, so the agent cannot undercut the

best ask price through posting limit orders inside the spread.

e Assumption 2.6(b) indicates that the agent continuously specifies the
size of a displayed and a non-displayed sell limit order pegged at the
best ask price and therefore faces a trade-off between the exposure risk
and the execution risk: the agent’s displayed order always takes higher
priority of execution over the non-displayed one according to the price-
visibility-time priority rule, but suffers higher exposure risk since the
general market participants may adjust their order flows based on their
observations on the LOB shape (in particular, size of the visible best
queue), in which case the agent may incur higher adverse informational
impact.

From Assumption 2.6, together with the fact that limit order submissions
and cancellations are at no cost, the agent’s limit order strategy is modelled
by a continuous-time stochastic control, which is in the form of a predictable
process

al™ = (Qy, Hy), t>0, (2.7)

valued in & = [0,e]%

Here @Q); (resp. H;) represents the size of a dis-
played (resp. non-displayed) sell limit order pegged at the best ask price
at time ¢, and the constant &; > 0 represents the maximum size of an ac-
tive displayed/non-displayed limit order that the agent is allowed to keep in
the LOB. Furthermore, we introduce a fixed relative queue position for the

agent’s displayed sell limit order in the best ask queue.

Assumption 2.8 (Relative queue position). Assume that the agent’s dis-
played sell limit order admits a constant relative queue position 6 € [0, 1] in
the best ask queue, that is, a fraction € (resp. (1—6)) of the underlying mar-
ket depth at the best ask price has a higher (resp. lower) execution priority
than the agent’s displayed sell limit order.

Remark 2.9.
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e The introduction of the constant relative queue position for the agent’s
displayed limit order is to some extent for modelling convenience, since
it is notoriously intricate to track the complete dynamics of a cer-
tain limit order’s actual queue position. More importantly, the rela-
tive queue position in this model can be intuitively understood as the
agent’s competence to obtain superior queue positions against the gen-
eral market participants?, in particular when the agent’s pegged limit
orders automatically adjust their order prices upon the changes of the
best ask price. Figure 2.3 gives an example in which a sell limit order
submission originated from the general market participants initiates
a new best ask price and the agent manages to maintain the relative

queue position after the order pegging.

e The agent’s displayed limit orders are assumed to be small in the sense
that the restriction imposed by the market depth cap d in Assump-
tion 2.1(b) does not apply to the agent (see the left panel of Figure 2.3
as an example, where the sum of the underlying market depth and the

size of the agent’s displayed limit order exceeds the cap d ).

MARKET ORDER STRATEGIES

On top of the limit order strategy described above, the agent is also allowed
to submit sell market orders for immediate execution at marginally lower
price levels. We model the agent’s market order strategy via an impulse
control, which is in the form of a double sequence

™ = {(Tj,fj) 1j € N+}. (2.8)

Here, {7; : j € N*} is an increasing sequence of stopping times, representing
the agent’s decision times to submit sell market orders, and &;, for j € Nt is

an JF, -measurable random variable taking values in & := [0, &), representing

4As stated by Moallemi and Yuan [65], a good queue position is quite valuable as it
usually means less waiting time as well as lower adverse selection risk. Market participants
are therefore making every effort to obtain good queue positions in the LOB.
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Figure 2.3: example of sell limit order placement in the LOB with the agent's participation.

The blue (resp. cyan) blocks represent the previously existing (resp. newly added) underlying
liquidity, and the red (resp. yellow) blocks represent the agent's displayed (resp.
non-displayed) sell limit orders. The execution priority of these blocks decreases from top to
bottom at each price level. Suppose that the agent adopts a static limit order strategy

(Qi, Hy) = (d/2,d/4), and her displayed sell limit order admits a relative queue

position § = 1/3. The panel on the left (resp. right) illustrates the ask-side LOB state
immediately before (resp. after) a sell limit order submission of size 3d/4 from the general
market participants. After this, both the agent's displayed and non-displayed sell limit orders
join in the new best ask queue immediately, with the relative queue position # and the lowest
execution priority being maintained, respectively.

the size of a sell market order that the agent decides to submit at 7;. The
constant é; > 0 represents the maximum size of a sell market order that
the agent is allowed to submit. The agent’s overall liquidation strategy is

modelled by a combined control, denoted by
a = (o™ a™), (2.9)

with of™ in (2.7) and o™ in (2.8), and we let A denote the set of all
combined controls.

2.2.3 STATE PROCESS

Suppose that the agent wants to liquidate a fixed amount of a large-tick
stock in the underlying LOB model introduced in Section 2.2.1 and applies
the liquidation strategy illustrated in Section 2.2.2. We introduce the state
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process, denoted by
7 (P}“,}Q(“),Xt(“)) . >0, (2.10)

to describe the dynamic system of the agent’s liquidation problem, where o €
A is the combined control defined in (2.9) and P Y(®) X(®) are adapted
cadlag processes tracing the evolution of the ask-side LOB state with the
agent’s participation®, the agent’s inventory position and cash amount, re-
spectively. We now illustrate the evolution of the state process in the follow-

ing assumption.

Assumption 2.10 (State Process). For a given o € A, the dynamics of the

state process Z@ is given by

1
AR = odWi + — [0 (Qu, Hid (P), Myp ) AN} + CpgdNN; = LyydN)|

(2.11)
for t > 0;
av® = _x (Qt, Hy,d (P®),_ ,MNF) dN™, (2.12)
ax!® =r (LP(C“)L_) K (Qt, Hy,d (P(a))t_ ,MN{“) dNg, (2.13)
for 7; <t < 741, j € NT;
v =y —g, (2.14)
X =X 4 g (Pﬁjﬂ) &, (2.15)

for j € N*; where

o (N7),5o and {II,}nent+, for @ € {m,l,c} and II € {M,L,C}, are
defined as in Assumption 2.3, except that the intensity A7 of (N7),,
has the form )

A7 == (D + Q1) 5 (2.16)

Similar to (2.1), the process P has an equivalent expression (A("‘)7D(a)) =
(|_P(°‘)J ,d (P("‘))), and inherits the property (2.3).
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e the functions 7 and x are defined on &; X (0, J] x Rt by:

(

m, if 0 <m <60d,
0d, if 0d <m < 0d+ q,
n(q, h,d,m) :==< m —q, if 0d+v <m <d+q, (2.17)
d, ifd+g<m<d+q+h,
( m—qg—h, fm>d+q+h
0, if 0 <m < 0d,
m—0d, if 0d<m <0d+q,
k(q, h,d,m) =< q, itdd+qg<m<d+gq, (2.18)
m—d, ifd+q<m<d+q+h,
qg+h, ifm>d+q+h;

e the function r is defined on N*\{1} by:

r(a) = da+ p, for some p > 0; (2.19)

e the function g is defined on [2,4+00) by:
g(p) :=4d(|p] = 1) —¢, for some € € [0,0); (2.20)

o for j € NT | let Zvéal = Z;Jal + dNZg.y), where

AP, ’
A2 1 (Qu Hind (P),_ M) AN, ,
r (LP(“)L_) K (Qt,Ht,d (P, ,MN,;n) A"
(2.21)
for t > 0.
Remark 2.11.

e The function 7 in (2.17) (resp. x in (2.18)) is formulated based on
Assumption 2.8 together with the price-visibility-time priority rule:
for (q,h,d,m) € & x (0, J] xR, the value n(q, h, d,m) (vesp. x(q, h,d,m))
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represents the decrement of the ask-side underlying market depth (resp.
the agent’s inventory position) upon the arrival of a buy market order
of size m, given the agent’s limit order strategy (¢, h) and the under-
lying market depth d at the best ask price. For example, taking the
left panel of Figure 2.3 as the current LOB state, a buy market order
of size d/2 (resp. 11d/8) will consume the underlying market depth of
size d/4 (resp. 3d/4) and decrease the agent’s inventory position by size
of d/4 (resp. 5d/8).

The function 7 in (2.19) maps the best ask price in tick size to the
cash increment from the execution of one unit of the agent’s sell limit
order, which is equal to the sum of the best ask price and the (per-unit)
rebate p for providing liquidity to the market.

The function ¢ in (2.20) maps the underlying liquidity state to the
agent’s cash increment from her submission of one unit of sell market
order, which is equal to the best bid price minus the (per-unit) fee e
for consuming liquidity from the market. Here the agent’s sell market
orders are assumed to be small in the sense that they never penetrate

the entire best bid queue.

The term d NZt(a) defined in (2.21) represents the jump of the state pro-
cess Z@ that stems only from the general market participants (namely,
the processes N¥ for w € {m,1,c}) at t > 0.

2.2.4 'TRADING OBJECTIVE

For some p > 2 and T" > 0, define the solvency region S and the trading

window T by

S:=(p,+o0) xRt xR and T:=10,T].

Here p is interpreted as a stop loss price. For a given initial state z; :=

(o, Yo, Tp) € S and a combined control a € JZ, let the state process Z(®)

in (2.10) start with Zéf) = zp. Without loss of generality, we assume
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that g = 0. We further introduce the termination time 7 of the agent’s

liquidation strategy o € A by
7= inf {t >0 (Pt(“), Y@, Xt(“)> ¢ 3} AT, (2.22)
at which point the agent is required to liquidate all the unexecuted inventory

position (if any) through a sell market order.

Remark 2.12. We introduce the termination time 7 to the agent’s liquida-
tion problem in the sense that we are only interested in the dynamic system

up to any of the following events:

e the trading window T expires;

e the ask-size LOB state P® declines to p, that is, the best ask price
declines to @J ¢ with the best ask queue size accumulates to d (g);

e the remaining inventory position Y (® reduces to zero.

The agent’s objective is to maximise the expected utility from the wealth at

the termination time:

supE [u (X + B(7)g (P?) V)], (2.23)
acA

where

e the set A of admissible combined controls, assumed non-empty, is de-
fined by

A= {a = ((Qu Hzo, (7, &) Yjens) € A
Qi+ H; < Y;(,a) for t € [0,7] and (Q¢, H;) = (0,0) for t > 7;
§ < YT(JQ_) for j e Nt and hTm T} =T, a.8,;
jtoo

there exists a unique strong solution to (2.11)-(2.15)}, (2.24)

in the sense that neither short selling nor trading after the termination

time is allowed;
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e for a € A, Z(® is the unique strong solution to (2.11)-(2.15) starting

from Zy_ = zp;

e the exponential utility function u : R — [0, 1) is given by
u(z) == —e " (2.25)

for some constant v > 0;

e the function 5 : T — {b, 1}, which imposes a penalty for the unexecuted

inventory at T, is given by

1, iftel0,T
B(t) == ’ 1 €lo.7), for some constant b € (0,1).
b, ift="T,

2.3 OPTIMAL LIQUIDATION STRATEGY

2.3.1 VALUE FUNCTION

Definition 2.13. Given an initial condition (¢,2) := (¢,p,y,2) € T x S and

an admissible combined control o € A, let
Zt,z,(a) — (Pt,z,(a)7 th,z,(oz)7 Xt,z,(a))

denote the unique strong solution to (2.11)-(2.15) starting from Z;,_ = z.
The gain function for the agent’s liquidation problem in (2.23) is defined by

J(t, 2,0) == E [u (XE5 + B(7)g (PLP)) Y] (2.26)
with associated value function
v(t, z) == sup J(t, z, @), (2.27)
acA

and we say that o* € A is the optimal admissible combined control if
o(, ) = J(, - at).
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2.3.2 DYNAMIC PROGRAMMING EQUATION

Using combined stochastic control and impulse control theory for jump diffu-
sions [71, Chapter 8], we expect that the value function v in (2.27) identifies
with a function w : T x S — R, where S = [p, +oo) x RE x R, that
satisfies the dynamic programming equation associated with the optimal lig-
uidation problem (2.23), which is in the form of a Hamilton-Jacobi-Bellman

quasi-variational inequality (HJBQVI)

at 2 (9])2 (q,h)eE

ow(t 2 9%w(t
min{ _dultz) om0wltz) sup  LPMw(t, 2),
s.t. ¢+h<y

w(t,z) — sup Mew(t,z)}:o, (2.28)

e€&2N[0,y]

for (t,2) := (¢t,p,y,x) € [0,T) x S, together with the boundary and terminal

condition
w(t, z) = u(z + Bt)g(p)y), (2.29)

for (t,2) € B, where

B:={{T} x [p,+0) x Rf x R{}
AT x {p} xRS x R{}HJ{T x [p,+00) x {0} x R{}  (2.30)

Here the stochastic control operator £9" is defined with (¢,h) € & such
that ¢ + h <y by

eru(es) = | [ w0 T b)) - wes)| A + o
b | [ wltop = v/ a)dF o) = wie. )| V) + )
b | wltops ofdy ) ) = utt, )| X + o)
for (t,2) € [0, T) x S, where the functions T is defined from & x & x R by

(g, h, z,v) = (p+n(g, h,d(p),v)/d, y — k(q, h,d(p),v), = + r(|p])K(q, h,d(p),v)).
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The impulse control operator M€ is defined with e € & N[0, y| by
Mew(t,z) =w(t,p,y — e,z + g(p)e), (2.31)

for (¢,2) € [0,T) x S.

2.3.3 VERIFICATION THEOREM

We now give the verification theorem for the value function, proved in Ap-

pendix B.1.

Theorem 2.14 (Verification Theorem). Suppose we can find w: TxS — R
such that w € CY2([0,T) x S) N Cy(T x S) and

I%II} w (s, Zﬁ’z’(o‘)) =w (, Zﬁ’z’(a)) , almost surely, (2.32)

for all (t,2) € [0,T) x S and a € A.

(a) Suppose that

- — — sup  LPMw(t, z),
8t 2 8]92 (g,h) €&

s.t. g+h<y

2 92
in (_ ow(t,z) o*d*w(t, z)

w(t,z) — sup Mew(t,z)>20, (2.33)

ec&2N[0,y]

for (t,2) €[0,T) x S, and

w(t, z) > u(z + B(t)g(p)y), (2.34)

for (t,2) € B, then w(t,z) > v(t,2) on T x S.

(b) Suppose that
w(t, z) = u(z + B(t)g(p)y), (2.35)

for (t,z) € B, and that there exists a measurable function
©:10,T)x S>3 (t,2) — (q,h) € & withqg+h <y
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satisfying

COw(t,z)  a?PPw(t,2)
ot 2 0p?

for all (t,z) € D, where

D := {(t, 2) €0, T) xS :w(t,z)— sup Mw(t,z) > 0} :

e€&2N[0,y]

Furthermore, suppose that

o~

((t,z) € argmax M°w(t, z)
e€€2N[0,y]

~

exists for all (t,z) € [0,T) xS and (-, -) is a Borel measurable selection.

Set 7o = 0 and define an impulse control {ﬂ,é\]} . inductively by
jEN

Ter o= inf {s > 7, : Z%) ¢ D} AT, (2.37)

€1 = Z<7/'\k+17 Zéfjf,) ) (2.38)
for k € N, where ay € A is a combined control that is in the form of
Gy = (s, 200) Lo {FnE) =10 k).
Suppose that & := limy a € A, then
w(t,z) =v(t, 2), for(t,2) €T xS,

and & is an optimal admissible combined control.

2.4 PARAMETER ESTIMATIONS AND COMPUTATIONAL RESULTS

Our empirical calculations are based on the LOBSTER data of the top two
price levels for a large-tick stock, Yahoo (YHOO), traded on the NASDAQ
platform from April 4 to April 22, 2016, recording all market order arrivals,
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limit order submissions and cancellations at the first and second best prices
between 9.30am and 4pm. This stock is selected based on price, trading
volume and market share considerations as in [12, Section 4]. In order to
avoid the abnormal trading behaviours shortly after market opening and
shortly before market close, we exclude all order book activities during the
first and the last twenty minutes of each trading day. We also exclude all
hidden order executions, which account for around 12% of the total trading
volume. In the following, we first (Section 2.4.1) provide the estimation
methods and results for the market depth cap in Assumption 2.1(b), the
order size distributions in Assumption 2.3(b) and the order flow intensity
functions in (2.16), respectively. We then (Section 2.4.2) give a numerical
scheme that solves the HIBQVI in (2.28)-(2.29). We finally (Section 2.4.3)

visualise the optimal liquidation strategy under different market conditions.

2.4.1 PARAMETER ESTIMATIONS
MARKET DEPTH CAP

Based on Assumption 2.1, the market depth cap d is estimated as in [18,
Section 2.2] by averaging the best ask queue sizes (in number of shares) right
before the best ask price decreases and those right after the best ask price

increases. The estimation result is given in Figure 2.4.

ORDER SIZE

Let O™, O! and O° represent the sets of the sizes (in number of shares) of
the buy market orders, sell limit orders and cancellations occurring at the
best ask price, respectively. Figure 2.5 displays the empirical distributions
of the order sizes in O' and ¢, respectively, which are almost the same.
Similar to [22], we observe that the order sizes in O! and O° are strongly
clustering at integer multiples of 100, in particular at 100 and 200, which
account for nearly 60% and around 15% of the entire sample, respectively.
Besides, we observe that only about 7% of the order sizes in O! and O¢ are
larger than 600 or less than 100.
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Figure 2.4: histogram of the best ask queue sizes (in number of shares) right before the
best ask price decreases and those right after the best ask price increases.
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Figure 2.5: YHOO: histograms of order sizes of sell limit order submissions (left) and sell
limit order cancellations (right) at the best ask price.

Based on the above empirical findings, let L (resp. C4) in Assumption 2.3(b)
be a discrete random variable defined on N := {100, 200, . .., 600} with prob-
ability mass function f! (resp. f€). In Table 2.1, we list the values of f!
(resp. f¢) on N, which are approximated by the empirical probabilities de-
rived from the truncated sample obtained by rounding the order sizes in 9O,

(resp. O.) to the nearest integer multiples of 100, and discard the results
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that are outside A. In Figure 2.6, we exhibit the histogram of the order

Table 2.1: probability mass functions f' and f€ on A.

x| 100 | 200 | 300 | 400 | 500 | 600
fi(z) 10.64 10.17 [ 0.06 | 0.07 [ 0.05 [ 0.01
S(x) [ 0.65 | 0.19 | 0.05 | 0.05 | 0.05 | 0.01

sizes in O™. The order sizes in O™ also display a tendency to cluster at
integer multiples of 100 (particularly, nearly 35% of the order sizes are equal
to 100), but not as strong as that shown in O' and O°. Besides, around 17%
of the order sizes in O™ are less than 100, compared with 3% to 4% in O!
and O° In Figure 2.7, we exhibit the empirical complementary cumulative

0.3 Histogram of Market Order Size

Density

0.1

- I|II

0,1) 1 (1,2) 2 (2,3) 3 (3,4) 4 7 (7,8) 8 (8,9) 9 (9,10) 10(10,11) 11(11,12) 12(12,13) 13 (13, 00)
Order Slze in 100 shares

Figure 2.6: histogram of the sizes of buy market order arrivals.

distribution function of the order sizes in O™ (line of red circles) on a doubly
logarithmic plot. Accordingly, we impose the following assumption on the
probability distribution of the random variable M;, which is introduced in

Assumption 2.3(b) representing the size of a buy market order.

Assumption 2.15 (Distribution of M;).

Let M; be a mixed-type random variable valued in R*, and assume that:

(a) M has a positive mass at z but is continuous elsewhere on R¥;
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(b) M, follows uniform distribution given that 0 < M; < z;

(¢) M, follows exponential distribution with parameter ¥ given that z <
M, <T;

(d) M, follows power-law distribution with scaling parameter a and lower
bound T given that M; > 7.

The cumulative distribution function F™ of M; is then written by

(1T

, f0<x<uz,
z
M1 —i—/Lg, T =Z,
Fo(a) = S ) (2.39)
pa + pe sy, it <o <7,
e VL — eV
€T —a+1
- (=) it o > 7,
( T

where

e 1 = 100 reflects the fact that the order sizes in ,, are clustering at 100

shares;

o (p1, fa, p3, 1a) = (0.170,0.338,0.471,0.021) are the empirical probabil-
ities of the order sizes in 9, being less than z, equal to x, greater

than z and less than Z, greater than or equal to Z, respectively;

e (¥,a,x) = (0.00248,3.909, 1850) are estimated using maximum likeli-
hood method as in [61, 24].

INTENSITY FUNCTIONS

The intensity functions A¥(:) for w € {m,1,c} in (2.16) are formulated as
follows. We first round the best ask queue sizes (in number of shares) in our
sample data to the nearest integer multiples of 100, and call them the rounded

best ask queue sizes. We then estimate the intensities by the maximum
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Figure 2.7: YHOO: empirical (line of circles) and the fitted (solid line) complementary
cumulative distribution function of buy market order size M; on a doubly logarithmic plot.

likelihood method as in [49]:

() = S

for w € {m,1,c¢} and d € {100n : n =0, 1,...,50},
where

e N¥(d),w € {m,],c} represents the total number of buy market order
arrivals, sell limit order submissions and cancellations, respectively, at
the best ask price when the pre-event rounded best ask queue size is
equal to d and the pre-event spread is equal to the tick size ¢;

e T'(d) represents the total time (in number of seconds) during which the
rounded best ask queue size is equal to d and the spread is equal to the

tick size §.

The estimated intensities are presented in the left panel of Figure 2.8, with

the following comments.
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Remark 2.16.

e The rate of buy market order arrivals decreases exponentially as the
rounded best ask queue size increases, which can be interpreted as
traders in the market rushing for liquidity when liquidity becomes

scarce while waiting for better price when liquidity is adequate.

e As a function of the rounded best ask queue size, the rate of sell limit
order submissions takes its minimum value at 0 (corresponding to the
actual best ask queue size being below 50 shares), sees a moderate jump
at 100, and declines rapidly until it rebounds at 800 and then increases
exponentially. The interpretation of this result is threefold: (i) when
the best queue size is below the lot size 100 as a result of the odd-
lot trades, most likely initiated by the high frequency or algorithmic
traders [69], market participants are reluctant to place limit orders at
the best price in order to avoid the risk of adverse selection; (ii) when
the best queue size takes values between 100 and 800, the market par-
ticipants are more motivated to place limit orders at the best price since
they can obtain relatively favourable queue positions but avoid being
alone in the queue; (iii) when the best queue size exceeds 800, we ob-
serve a widespread low-latency market activity at the best price: limit
orders are placed and then cancelled almost immediately (within 1074
to 107 second). This low-latency activity occurs more frequently as

the best queue size increases.

e When the best queue size is below 800, the rate of sell limit order
cancellations remains a stable and low level, indicating the market par-
ticipants’ reluctance to give up their favourable queue positions. When
the best queue size exceeds 800, the rate of sell limit order cancellations
increases exponentially at almost the same pace with that of sell limit
order submissions, reflecting the prevalence of the low-latency activity

mentioned above.

Similar to [79], we propose that the intensity function A¥(:) in (2.16) is in
the form of

MNZ(d) = exp (B + BPd + B5d*), deRT,
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Figure 2.8: left panel: the scatter plot of the set (1000,53”(1000)) forw €
9=0,1,...,50

{m, 1, c}; right panel: the fitted line y = exp (Bg + B?ax + Bﬁ”mz) for @ € {m, |, c}.

for w € {m,1,c}. We then fit a linear regression line
y = B5 + Bra+ B5a’, (2.40)

to the set <1OOD, log (;\w(l()()a))) , for each w € {m,1,c}. The esti-

9=0,1,...,50
mated coefficients 5% for @ € {m,1,c} and i € {0,1,2} are given in Table 2.2.

The fitted curves (2.40) are illustrated in the right panel of Figure 2.8.

Table 2.2: estimated coefficients for the linear regression in (2.40).

Est. Coeflicients Est. Value Std. Error t-value P-value

m 2.74e+00  1.41e-01  1.95e+01 1.95¢-24
fm -2.43¢-03  1.30e-04  -1.86e+01 1.29¢-23
3 3.90e-07  2.52e-08  1.55e+01 2.85¢-20
3 372400  7.49e-02  4.96e+01 6.66e-43
3 -1.50e-04  6.93e-05  -2.17e4+00 3.53e-02
3 7.74e-08  1.34e-08  5.77e4+00 5.54e-07
3¢ 3.34e4+00  4.55e-02  7.34e+01 5.87e-51
3¢ 6.92¢-05  4.20e-05  1.65e+00 1.06e-01
3¢ 4.88¢-08  813e-09  6.00e+00 2.54e-07
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2.4.2 NUMERICAL SCHEME

In the case of adopting the exponential utility criterion (2.25) in (2.23), the

value function v in (2.27) reduces to the form

’U(t, Z) = ’U(t,p,y,l’) = —U($)¢(t7p,y),

for (t,z) € T x S. The HIBQVI associated with ¢ then reads

. op(t,p,y)  o®0d(t,p,y) h
min [ — ———"> — ————>=2 — sup L%¢(t,p,y),
( ot 2 Op? (@.h)EE ( )
s.t. ¢+h<ly
o(t,p,y) — sup Me¢(t,p,y)> =0, (2.41)
e€&2N(0,y]

for (t,p,y) € [0,T) x Sy, together with the boundary and terminal condition

o(t,p,y) = u(B(t)g(p)y), (2.42)

for (¢,p,y) € By, where

Sy = (Q,—l—oo) x RT,

By == {{T} x [p, +00) x Ry }J{T x {p} x Ry } J{T x [p.+o0) x {0}}.
The operator L%" is defined with (g, h) € & such that ¢+ h < y by
L"(t, p,y)

= {/w (g, h, p,0)¢ (t,Z(q, b, p,y,v)) AF™(v) — (¢, p, y)} A" (d(p) + q)

+ > o (tp—v/dy) f'(v) = é(t,p, y)] X (d(p) + q)

LveN

+ (> o (tp+v/dy) f(v) = 6(tp, y)] X (d(p) +q)
LveN
(2.43)
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for (t,p,y) € [0,T) x Sy, where

e the function c is defined on & x Sy by
(g, h,p,v) == —u(r (Lp))klg, h,d(p),v));

e the function = is defined on & x Sy x R* such that ¢+ h <y by

1(g, h, d(p), v)

Z(q, h,p,y,v) = <p+ y

Ly w(g,hd(p), v)) ;

e the operator M€ is defined with e € & N[0, y] by

M ¢(t,p,y) = —u(g(p)e)o(t,p,y —e),

for (t7p7y) € [OaT) X SO-

We solve the HIBQVI (2.41)-(2.42) numerically using an implicit finite dif-

ference scheme as in [52]. We first localise Sy to a bounded domain

Sloc = [1)7]5] X [O7g]7

for fixed p > p and y > 0. The associated localisation error is studied in [29].

We then introduce a regular grid on T x S, with uniform spacing:

O;‘,k = (Z(ST’p +]5P; kf(SY) ) ¢;7k = (b (O.?:k) )
op = %7 op = ﬂv Oy =

m

7

3 <

for (i,j,k) € £ x M x N, with £ :={0,1,...,1}, M:={0,1,...,m}, N:=
{0,1,...,n} and I,m,n € N*. We further assume that there exists v; € N*
(resp. v, € NT) such that &, = 11y (resp. & = vady ), and construct the

regular grids on & = [0,¢;]? (resp. £ = [0, &;]) with uniform spacing dy:

Qq,h ‘= (q5Y> b(sY) (I'eSp. be = an)v
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for (q,h) € 2A; (resp. ¢ € 2Ay), where 2; = {0,1,...,11}* (resp. Ay =
{0,1,...,15}). Next, in order to approximate the Riemann-Stieltjes integral
term in (2.43), we truncate the the region of integration R™ to a bounded
interval [0, U"], partition the interval into N equally spaced subintervals, and
apply the trapezoidal rule [33] to each subinterval, that is

[ zwarn) xS ARSI (15, - pr)

L=

where Z(-) represents the integrand, U’ € R*, N € N* are properly chosen,

and 6, := U’/N. Furthermore, for notational convenience, we denote i

the value of ¢(idr, jop, kdy) when (i, 7, k) € £x{R\M} x {(—o0,n]\N}, and

make the following approximations and assumptions:

o for i € £ j € [0,m\M and k € [0,n]\N, ¢, is approximated
by the bilinear interpolation of the values of function ¢ at the grid

POINLS 04, 7). (k) O3, J(G), K (k)> 00T, K (k) AN 03,75, k(v that s,

i S . &% i i K(k) —k
jk:(ﬂﬁ_]]—ﬂﬁ)< ?wm iWéM)(k—Kk 7
d)J(j),K(k) ¢J(j),K(k) K (k)

where the functions J, J, K and K are defined from R by

J(j) == max{j’ € M: j' <j}, J(j):=min{j’ € M:j < j'},
K(k) :=max{k' e N: k' <k}, K(k):=min{k' e N:k<k'};

e for i € £ and k € [0, n|, assume that

(rb;k =u (k5Y/3(i5T)g(p + mép)) , for j >m,
¢ = u (kdyB(idr)g(p)) , for j < 0;

o for (i,7) € £ x M, assume that ¢}, = u(0) for k < 0.
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Accordingly, the discretised HIBQVT is written by:

i+l g 2 i i
oo — Vi | 02 Bipan — 205, + Bi1u
max + — 5
O 2 0%

+ sup {L361! — ofmax(0,q +b — k)}
(a:h)€2

sup { M;¢’ i — 0 [max(0, ¢ — } qﬁ], > (2.44)

e€o

when (7,7, k) € {L\{l}} x {9M\{0}} x {9\{0}}, together with the boundary

and terminal condition

¢ = u (kdy B(idr)g (p + jop)) , (2.45)

when (i,7,k) € {{{} x MxNFU{L x {0} xN}PY{L x M x {0}}. Here
the constrained maximisers in (2.41) are replaced by the unconstrained ones
using the penalty function method [81], where the constant ¢ > 0 represents
the penalty coefficient; the operator Lg’h is defined with (q,5) € ; by

Lg’%;‘ k= AT, )%

Zg q h ]7 )¢;5(thk‘L)+ (q b ]ab+1)¢_6(qh]kb+l)) - ;’,k

+ N (j,q) Zf ]77 S

veN

+ A (4, 9)

D Wbk — Gl

veN

where
e the function =5 is defined from 2A; x M x N x N by

E&(q7b7j7k7[’) = (j +Ap(q7h;j7 L)7 k - Ay(thJa L>)7
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with

: 1 (ady, hoy,d (p + jop) , Lo,
Ap(q,[L],L) = ( o - ng; P) )7

: K (9dy, hoy, d (p + jop) , L0y
Ay(q,[L],L) = ( - - (S(y_ P) )7

the function A%, for w € {m, 1, ¢}, is defined from 9 x {0,..., 11} by

AZ(4,q) == A7 (d(p + jop) + ady) ;

the function ¢ is defined from 24; x 9T x N by

C(q, b»ja L) = (q5Y7 b(SYa}_) + j(SPa L(Sv) ;

the function §™ is defined from N by

() = F™ ((t 4+ 1)0,) — F™ (10,) ;

the operator Mj is defined with ¢ € %A by
M ;k = —u (edyg (p+jop)) ¢;"7kfe'
Before proceeding to the next step, we introduce the following notations:

e for d € N, let I; denote the d-dimensional identity matrix; for dy, ds €

N*, let J4,xa, denote the d; x dy all-one matrix;

e for d € N*\{1} and b € Nt U [1,d], let €} denote the d-dimensional
column vector with the b-th element being 1 and the others being 0;

e let Uy (resp. Wy) denote the space of functions ¢ : N — N (resp. N —
R);
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e introduce the operators B, E_: Nt x ¥y 5 (d,¢()) = Mgy (R) by

in) 144(0))A(d+1 244p(1))A(d+1 d+ 14+ (d))A(d+1

+(d,9()) = [e<(1++1w( Py e((1++1w( DA egjl +HP(D)A(d+ )} 7
1—(0))V1 2—1p(1))V1 d+1—y(d))V1

B_(d,$()) = [ef550 ov gva]

e introduce the operator (E : Nt x Wy 5 (d,9(+)) = Mg (R) by

We now write the matrix form of the discretised HIBQVI (2.44) by

(I)iJrl _ q)z ) . X .

max [ ———— + Y®' + sup LW sup 2P — P | =0,
5T (g9,h)e2 ey

(2.46)

where
e the matrix ®' € M ms1)x(n+1)(R) is in the form of

¢670 ¢671 e ¢6,n
1,0 1,1 1,n

® = , forie L,

Omo Fmi ' D
with its elements satisfying the boundary and terminal condition (2.45);

e the matrix Y € M,,.;(R) is defined by

v

= (PEI(m, 1) — 28,41 + B (m, 1)) ;
252,
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e the operator £%Y is defined with (q,b) € 2, by

L@ = E(m, A" (- [ Z () (€9 ® 4 P —

+E AN (9) | D f)72@ - @
UEN
+ @ (A 0) | Y F )2~ @
LveN
— a1 ey E (n, 0 max(0,q + b —-)*) ;

with the operator %% being defined with (q,h,¢) € 2; x N by

E(m, 1+ [Ap()] = Ap(+))
E(m, Ap() = [Ap()])
)

{Ei(m, [Ap()NBE(n, [A,()]) BL(m, [A,() )R E_(n, [Ay()])

cgq,fw.:I)i — (E(m, c(q, b, L))

X

BL(m, [Ap ()@ B (n, [A,()])  EL(m, [Ap( )N E_(n, [A,(-)])

E(n, Ay () = [Ay()])
En, 1+ [Ay ()] = Ay ())

e the operators 27 is defined with v € Rt by

@U@z ( v \‘ v J) i5) (m, v >@z
( 5 \; 5 J) <m’ \; 5 J) i;
d(gp dép d(SP

M P = E (m,—u (eSyg(p+-6p))) B E_(n,e)
— Jmt1)x(ns1) E (7% o [max(0,¢ — )]2) ‘
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According to [29, 52|, the discretised HIBQVT in the matrix from in (2.46)

is unconditionally stable and can be converted into the fixed point problem:

@' =max | Y@ + sup LY@ sup.2 P, (2.47)
(q,h)EQh ecAa

together with the boundary and terminal condition (2.45), where

RS

pabgitl . s
N or +¢

(Im+1 + §T) 3

¢

(Im+1 + 5ngq’b) q)i+1a

for i € £\{l} and ¢ > 0. For a given tolerance level tol > 0, the implicit finite
difference scheme solving the HIBQVI (2.41)-(2.42) is illustrated as follows:

Step 1. let qﬁé-’k =u (k:béyg (p +j5p)) , for (4,k) € M x N;
Step 2. suppose that ® for i € £\{l} is already known:

Step 2.1. choose arbitrary ¥ € M ,11)x(n+1)(R);
Step 2.2. calculate

U= (w;k) =max | T ¥+ sup .,fcq’hfI)"“, sup AV | ;
' (C{,h)EQh ecAs

Step 2.3. let ¢, = u (kdyg (p+4op)) for (j, k) € {9 x {0} YU{{0} x N};

Step 2.4. if | ¥/ — ¥|| < tol, go to Step 3; otherwise, set ¥ = ¥’ and go

to Step 2.2;

Step 3. set ® = W'; if i = 0, the scheme is over; otherwise, set i = 7 — 1 and
go to Step 2.

Suppose that we have obtained ®¢, for all i € £ based on the above numeri-
cal scheme. Now, for i € £\{/} (i.e. at time id7), j € M\{0, m} (i.e. when
the liquidity state is equal to jop) and k € DM\{0,n} (i.e. when the remain-
ing inventory position is equal to kdy ), the corresponding optimal strategy,
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denoted by OS(i, j, k), is given by:

argmax.ZM®" if (5, k) € €,
(a,h)€2

0S(i,j, k) = (2.48)
arg max./Z @’ if (4,k) € €,

ecAo

where

¢ .= {(j, k) € M\{0,m} x M\{0,n} :

Y. ®(j,k)+ sup ‘,iﬂgq"@*i(j,k)<sup///e<1>i(j,k:)}.
(qvb)eml 26912

2.4.3 OPTIMAL STRATEGY

In this section, we provide the optimal strategy computed through the finite
difference scheme illustrated in Section 2.4.2. The parameters used are shown
in Table 2.3.

In Figure 2.9, we visualise the map OS(-,-,-) in (2.48), illustrating how dif-
ferent market conditions (namely, time to maturity, best ask queue size and
remaining inventory position) can affect the agent’s optimal action. We ob-

serve the following:

e The optimal strategy is more aggressive when there is less time to
maturity. In such case, the agent will place limit orders only when both
the best ask queue size and the remaining inventory position are small.
This is mainly because the execution risk of limit orders decreases as
the time to maturity increases and the best ask queue size and the

remaining inventory position decreases.

e Compared with placing displayed limit orders, placing non-displayed
ones is more profitable when the best ask queue size is smaller. This
is mainly because the execution risk of non-displayed limit orders de-

creases as the best ask queue size decreases.
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Table 2.3: parameter settings.

Parameter Description Value
Market
0 tick size (¢) 1
d market depth cap (share) 2200
p per share rebate for limit order execution (¢)  0.27
€ per share fee for market order execution (¢)  0.27
Agent

T length of trading window (second) 100
€1 upper bound of limit order (share) 300
2 upper bound of market order (share) 300
0 relative queue position 0.5
0 exponential utility parameter le-5
b terminal penalty paramenter 0.95

Localisation
y upper bound of inventory (share) 1000
p lower bound of liquidity (cent) 3500
D upper bound of liquidity state 3501
Ut upper bound of integration 10000

Discretisation

or step size of time (second) 0.1
dy step size of inventory (share) 100
Oy step size of liquidity 1/22
Oy step size when approximating integral 50
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Figure 2.9: optimal strategy (¢*, h*,e*), namely, the optimal size of displayed limit order,
non-displayed limit order and market order, as a function QS(-,-,-) of the best ask queue
size (x-axis: 7 = 1,2...,20, corresponding to 2100, 2000, ..., 200 shares), the remaining
inventory position (y-axis: kK = 1,2,...,10, corresponding to 100, 200, ..., 1000 shares) and
the time to maturity (panels on the left (resp. right): ¢ = 500 (resp. 50), corresponding
to 500 (resp. 50) seconds.)
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“Rule No. 1: Never lose money.
Rule No. 2: Never forget rule No.1.”

— Warren Buffett

OPTIMAL LIQUIDATION STRATEGY
- FRAMEWORK 11

3.1 INTRODUCTION

In this chapter, we consider an agent (or her agency algorithm) who wants
to sell an order of a pre-specified (small) quantity over a fixed (short) trad-
ing window in a LOB for a large-tick stock, where the price-time priority

!is applied. Following [26, Section 2.1], information available to

mechanism
this agent contains historical order flows and depths at the best prices of this
LOB (‘Level-I’ data). In particular, we are mostly interested in how different
trading conditions (i.e. LOB state, inventory position, time to maturity)
affect the agent’s trading decisions when liquidating the order. In order to
achieve this, we first build up a ‘Level-I" LOB model describing the trading
environment whose dynamics are driven by the general market participants’
order flows and exogenous information. Realistic simplifying assumptions for

this LOB follow those in [26, 28], including unit order size, constant one-tick

'In this chapter, we are only interested in the displayed part of the LOB and do not
consider the activities of the non-displayed limit orders.
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spread, Poisson order flows, depletion of the best bid (resp. ask) queue mov-
ing the price one tick downward (resp. upward) and volumes at best prices
after a price move being regarded as stationary variables drawn from a joint
distribution. We further develop this model by allowing the Poisson rates of
the order flows and the joint distribution determining the depths at the best
prices after a price move to depend on the most recent price move direction.
Under these assumptions, the evolution of this LOB can be modelled as a
Markov renewal process as in [34], whose transition mechanism is intuitively
described as a queueing race between the volumes at the best prices. We
then assume the agent to be risk-neutral, trying to maximise her expected
terminal wealth by selling a fixed-amount of order within a fixed finite time
horizon in this LOB. In order to model the price-time priority rule and cap-
ture the execution of the agent’s limit orders, we assume that the agent is
slow and only reacts immediately after the price moves using both limit and
market orders: at each price-change time, the agent can chose to post a
limit order at the best ask price with the least time priority and/or submit
a market order that never consumes up the entire volumes at the best bid
price. Through combining the assumptions for the LOB and the liquidation
strategy, the agent’s trading process is then formulated by a (stationary)
semi-Markov decision process within a finite horizon [50], among a certain
class of horizon-related Markov deterministic policies. In general, at each
price-change time, the optimal policy is a deterministic function which tells
the agent the size of the market and limit order to trade based on the current
LOB state (i.e. price move direction, depths at the best prices), the agent’s
inventory position and time to maturity in order to achieve terminal wealth

maximisation.

This chapter is organised as follows. In Section 3.2, we set the basic assump-
tions for the LOB model, illustrate the evolutional dynamics of a ‘Level-I’
LOB and define the objective together with the admissible trading strat-
egy set for the agent. In Section 3.3, a semi-Markov decision process with
a horizon-related Markov deterministic policy is introduced to model the
agent’s trading process and an optimal policy is defined. In Section 3.4,

we provide an expression for the semi-Markov kernel, which works as the
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transition mechanism of the semi-Markov decision process. Existence of a
stationary optimal policy is proved in Section 3.5, and empirical studies show

our numerical results in Section 3.6.

3.2 LOB AND TRADING STRATEGY

3.2.1 ‘LeEvVEL-I’ LOB MODEL

We consider a limit order book characterised by two resolution parameters
as in [39, Section 2.1]: the tick size 6 > 0 represents the smallest interval
(assumed constant) between price levels, and the lot size, o > 0, specifies the
smallest amount of the asset that can be traded. All buy and sell orders thus
must arrive at a price k10 and with a size kyo, for some ky, ko € NT. Through-
out this chapter we shall work with the following modelling assumptions for
the LOB:

Assumption 3.1 (Order book settings).

(a) orders from general market participants are of lot size o;

(b) the spread of the LOB is equal to the tick size ¢.

The LOB model is formulated based on a ‘Level-I’ data, that is, the order
flows and depths at the best bid and ask prices. As illustrated in [26, Sec-
tion 2.1], this reduced-form modelling approach is motivated by the empirical
findings showing that large amounts of order flows occur at the best price lev-
els for large-tick stocks [35], the imbalance between the order flows at the best
prices is shown to be a good predictor of the order book dynamics [18, 25],
together with the fact that data at the best prices are more obtainable than
the ‘Level-II’ market data. In the following, we impose the assumption for
the evolution of the LOB:

Assumption 3.2 (Evolution of the LOB).

(a) whenever the depths at the best bid (resp. ask) price are depleted, both
the best bid and ask prices decrease (resp. increase) by one tick;
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(b) immediately after each price increase (resp. decrease), volumes at the
best price levels are treated as random variables with joint distribution
fi1 (resp. fo1) : (N*)2 — [0,1]; for any v°, 0% € N, f. (v’ v?) (resp.
f-1(v%,v%)) represents the probability that the best bid and ask queue

b

contain v* and v® unit limit orders (of actual size v’c and v%0), right

after a price increase (resp. decrease).

Remark 3.3. Assumption 3.2(a) presumes that the LOB contains no empty
level near the mid price so that price changes are restricted to one tick.
Assumption 3.2(b) presumes that price changes are entirely due to exogenous
information, in which case market participants swiftly readjust their order
flows at the new best prices, as if a new state of the LOB is drawn from an
invariant distribution [49]. In other words, we rule out the possibility that
depletion of the best bid (resp. ask) queue is followed by the insertion of a
buy (resp. sell) limit order inside the spread, keeping the best bid and ask

prices unchanged. See Section 3.6.1 for some related empirical analysis.

Order flows from the general market participants are modelled according
to the ‘zero-intelligence’ approach. See [26, 28, 75] for related literature.
Generally speaking, the ‘zero-intelligence’ approach introduces some specific
stochastic processes, with rate parameters depending on variables such as the
LOB state, to describe the aggregated order flows, making the assumption
that general market participants blindly follow a set of rules without strategic

considerations [39, Section 3.1].

Assumption 3.4 (Poisson order flows).

Order book events (i.e. market orders, limit orders and cancellations) from
the general market participants occur according to independent Poisson pro-
cesses, with parameters depending on the most recent price move direction.
To be more specific, taking order flows at the best ask price for example,
during any period between a price increase (resp. decrease) and the next

price change, the following mutually independent events happen:

(a) buy market orders arrive at independent, exponential times with rate

psy >0 (resp. p®, > 0);
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(b) sell limit orders arrive at independent, exponential times with rate £, >
0 (resp. k%, > 0);

(c) cancellations of limit orders occur at independent, exponential times with
rate 6%, > 0 (resp. 6%, > 0) multiplied by the amount (in unit size) of
the outstanding sell limit orders.

Furthermore, we assume an analogous framework for the order flows at the

best bid price, with parameters ul_’H, ub /i’_’H, K, 911, 6, > 0.

Remark 3.5.

e Despite the fact that the ‘zero-intelligence’ model is not exactly compat-
ible with empirical observations [82], it still retains the major statistical
features of LOBs while remaining computationally manageable [75].
Under the ‘zero-intelligence’ hypothesis, the agent can easily charac-
terise the dynamical properties of the LOB from historical data without
assuming behavioural assumptions for other market participants or re-

sorting to auxiliary assumptions to quantify unobservable parameters.

e Assumption 3.4(c) means that if there are v limit orders at the best ask
(resp. bid) price, each of which can be cancelled at an exponential time
with rate 62 (resp. 6°) independently, and the overall cancellation rate
is then 6% (resp. 6%v). Here, this linear cancellation rate assumption,
as proposed in [28], is made for modelling convenience, but it is virtu-
ally in contradiction with empirical data. For example, Huang, Lehalle
and Rosenbaum [49] find that the cancellation rate at the best prices is
an increasing concave function for small best queue sizes, and becomes
flat or even slightly decreasing for large best queue sizes. Such obser-
vation is interpreted by the fact that the priority value increases as the
queue size increases and orders with higher priority value are less likely
to be cancelled.

54



3.2.2 OBJECTIVE AND ADMISSIBLE TRADING STRATEGIES

In the LOB model introduced in Section 3.2.1, we assume that the agent
is risk-neutral and her goal is to maximise the expected wealth obtained
through selling an order of y € NT unit size (yo actual size) within the
trading horizon T := [0, T], where T > 0 is a fixed finite terminal time. The

following assumption describes the set of admissible trading strategies:

Assumption 3.6 (Admissible trading strategies).

(a) the agent can only take actions immediately after a price change; let 7,
denote her n-th decision epoch, namely the time of the n-th price change;
7o = 0 and the last decision epoch before or at maturity is 7,,, where n :=
sup{n e N: 7, <T};

(b) at maturity 7', the agent is required to sell all the unexecuted stocks
through a market order;

(c) at each decision epoch 7, the agent observes the bid and ask queues,
with volumes of v” and v® unit size; she can then post a sell limit order
of [ unit size at the best ask price and submit a sell market order of m
unit size at the best bid price; we assume that the best bid queue is never
depleted by the agent, and that the agent is slow, meaning that her limit
order (of [ unit size) has less time priority upon submission than the limit

orders from other market participants (of v* unit size);

(d) the agent follows a ‘no cancellation’ rule: she will not cancel her limit

order unless the price goes down;
(e) short selling is not allowed.
Remark 3.7.
e Restricting the agent’s trading actions at price changes (Assumption 3.6(a))

might sound relatively strong, but is necessary to capture the time-

priority rule and the executions of the agent’s limit orders.
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e The ‘no cancellation’ rule (Assumption 3.6(d)) is introduced mainly for
modelling convenience, and it can be interpreted as the agent apply-
ing a strategy with limit orders continuously pegged to the best ask
price after being placed. For literature that study optimal liquidation
strategy considering both order placement and cancellation, See [32]

for example.

3.3 TRADING PROCESS MODELLED BY SEMI-MARKOV DECISION PRO-
CESSES

A semi-Markov decision model [78, Chapter 7] is a dynamic system whose
states are observed at random epochs, each of when an action is taken and a
payoff incurs (either as a lump sum at that epoch or at a rate continuously
until the next epoch) as a result of the action. It satisfies the following two
Markovian properties:

(M1) given the current state and the action at a given epoch, the time until
the next epoch and the next state only depend on the current state and

action;

(M2) the payoff incurred at any epoch depends only on the state and the
action at that epoch.

The semi-Markov decision model well describes the agent’s liquidation prob-
lem within our stylised LOB: the LOB with the agent’s participation is a dy-
namic system, and the agent’s selling action at each decision epoch may lead
to a payoff. Indeed, Assumption 3.6(a) enables us to track the state of this
system merely at the decision epochs, and Assumptions 3.2, 3.4 and 3.6(c)
ensure that the transition mechanism of the system is stationary and satis-
fies (M1)-(M2). Moreover, according to Assumption 3.10, each payoff from
the agent’s matched limit order is allocated to the nearest incoming decision
epoch in order to make the payoff as a lump sum. In Section 3.3.1, we de-
fine a (stationary) semi-Markov decision model with lump-sum payoffs for
the agent’s liquidation process. In Section 3.3.2, we define a horizon-related
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Markov deterministic policy and illustrate the evolution of the semi-Markov
decision process. In Section 3.3.3, we give the definition of the expected
reward function, the value function and the optimal policy for the agent’s

liquidation problem.

3.3.1 SEMI-MARKOV DECISION MODEL

The semi-Markov decision model with lump-sum payoffs and the finite-horizon
constraint is defined as a six-tuple {&, (A(€))ees, Q(-,-|-), P(-|-), (-, ), w(-, ) },

where each element is defined below.

STATE SPACE

Fix N € NT large enough. The state space £ := {—1,+1} x {1,..., N}3 x
{0,...,N}? is the set of all pre-decision conditions of the system (i.e. the
LOB with the agent’s participation) observed at each decision epoch. Specif-
ically, the system being in state e := (j, v*,v%,p, 2,9) € £ means that:

e the ask/bid price change is equal to j tick;

the best bid (resp. ask) queue contains v° (resp. v®) unit orders;

the ask price? is equal to pd;

the executed part of the limit order posted by the agent at the previous

decision epoch is of z unit size;

the agent’s remaining inventory position is of y unit size.

ACTION SPACE

The action space A := {0,...,m} x {0,...,1}, with m, [ € N*, represents

the set of trading strategies, that is, the amount (in unit size) of the market

2The stylised LOB model does not implement a, positive restriction on the stock price.
But we assume that the stock price is far above zero at inception and the liquidation
horizon T is short, so that the stock price will never become negative.
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and limit order that the agent chooses to submit and post at the best bid

and ask price respectively. The constant 7 (resp. [) represents the maximum
amount (in unit size) of a single market (resp. limit) order that the agent is
allowed to trade. From Assumption 3.6(c)(e), the agent’s admissible action
space in state e € £ is defined by

Ale) :=={(m,) e A:m <" m+1<y}, (3.1)

so that the agent will never consume up the entire best bid queue nor short
sell. The set of all feasible state-action pairs is denoted by K := {(e, a’)|e €
E.aec Ale)}.

SEMI-MARKOV KERNEL

Before introducing our next concept, recall the following definition.

Definition 3.8 (sub-/semi-Markov kernel). Let (€, F1) and (€22, F2) be real
measurable spaces. A map p(-|-) : Fo x Q; — [0,1] is called a sub-Markov

kernel on Q5 given ) if:

e for any w; € Qy, p(-|wr) is a measure on (s, F2) with p(Qslw;) < 1;

e for any Fy € Fy, p(Fy|-) is a Borel measurable function.

In particular, if p(Qs|w;) = 1 for all w; € Qy, then p(+|-) is a Markov kernel
on €y given ;. Furthermore, a map q(-,-|) : Ry x Fo x Q; — [0,1] is a

semi-Markov kernel on Rg x )y given ( if:

o for (Fy,wy) € Fa x Q, q(-, F3|wy) is non-decreasing, right-continuous
and Q(O, F2’W1) = 0;

e for ¢t >0, q(t,-|-) is a sub-Markov kernel on €, given €;

e the limit liTm q(t,-|-) is a Markov kernel on €5 given ;.
tToo

In our model, let Q(-,|-) be a semi-Markov kernel on R} x £ given K, deter-
mining the (stationary) transition mechanism of the semi-Markov decision
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process: for any t > 0 and é € &, given the state-action pair (e,a) € K at
some decision epoch, the quantity® Q(¢, €|(e, a)) represents the (joint) proba-
bility that the time until the next decision epoch is less than or equal to ¢ and
the next system state is €. Detailed computations are given in Section 3.4.

TERMINAL KERNEL

The terminal kernel P(+|-) is a sub-Markov kernel on N given ICxT_, where we
introduce T_ := R™UT. Specifically, P(:|-) describes the execution dynamics
between the last decision epoch and the maturity: for any 3 € N, given
the state-action pair (e,) € K and the time to maturity A € T_ at some
decision epoch?, the quantity® P(3|(e, @), \) represents the (joint) probability
that the time until the next decision epoch is strictly larger than A and the
executed part of the limit order up to the maturity is of 3 unit size. Detailed

computations are given in Section 3.4.

Remark 3.9. According to our modelling framework, the terminal kernel
satisfies the following properties:

e P(0|(e,),\) =1 when A <0;
o >0 PGl(e,a), ) = 1—Q(\El(e, a)) when A > 0;

e P(3l(e,a),\) =0 when 3 > [;

for any (e, a) € K.

PERIODICAL REWARD FUNCTION

The periodical reward function r : K — R is defined as

r(e,a) :==pm(p—1)+2(p—j), (3.2)

3By abuse of language, we write Q(t, {€}|(e, @) as Q(t, é|(e, @)).

4A decision epoch with time to maturity A < 0 means that it happens a period of
time |A| after the maturity.

By abuse of language, we write P ({3}|((e, ), \)) as P(3|(e, a), ).
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for all (e,a) € K, where p := do, and represents the lump-sum payoff asso-
ciated with a decision epoch given the state-action pair (e, ). Specifically,
the definition (3.2) is given based on the following assumption that assigns
the payoff from the matched part of the agent’s limit order to the nearest

incoming decision epoch.

Assumption 3.10 (Periodic reward function).

For n € N7, the payoff from any limit order that is executed within the

interval [7,,_1,7,) is allocated at 7,.

Suppose that the system is in state e € £ and the agent takes action a € A(e)
at some decision epoch. She then earns an immediate payoff worth m(p—1)p
from submitting the market order of m unit size at the best bid price (p—1)0.
On top of that, the matched limit order of z unit size at the previous best
ask price (p — j)o entails a payoff worth z(p — j)p, which is allocated at the
current decision epoch according to Assumption 3.10.

TERMINAL REWARD FUNCTION

The terminal reward function w : K x N — R{ is defined by

wle,a,3) :=pllp—1)(y—m)+3—gly—m—3), (3.3)

for all (e,a) € K and 3 € N, where the market impact function g : N — R{’

is in the form of
T

g(x) = = (3.4)
for a constant € N*. For any (e,a) € K and 3 € N, the quantity w(e, , 3)
represents the lump-sum payoff associated with the maturity 7', given the
state-action pair (e, «) at the last decision epoch, and the matched part of
the agent’s limit order between the last decision epoch and the maturity
being of 3 unit size. Particularly, the identity (3.3) is given based on the

following assumption:

Assumption 3.11 (Terminal reward function).
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(a) the payoff from the matched limit order obtained within the interval [r,, T)
is allocated at T

(b) when depicting the market impact brought by the market order at matu-
rity, we assume that the impact is linear with v representing the average
depth (in unit size) on the bid side of the LOB;

(c) the unexecuted shares at maturity cannot sweep all the liquidity on the
bid side of the LOB, so that the terminal reward function is R -valued.

Assumption 3.11(b) yields the market impact function ¢ in Formula (3.4).
Furthermore, based on Assumption 3.11(a)(b), the terminal reward w(e, a, 3)
consists of the payoff from the matched limit order (of amount pp3) and the
market order at maturity (of amount p(p — 1)(y — m — 3)), deducted by the
corresponding market impact (of amount g(y — m — 3)).

3.3.2 DYNAMICS OF THE FINITE-HORIZON SEMI-MARKOV DECISION PRO-
CESS

Assume that the agent applies a horizon-related Markov deterministic policy
defined below, specifying a decision rule for her action at each epoch based

on the current state and time to maturity.

Definition 3.12. A decision rule is a measurable function
p:EXT_ > (e,N) — ae Ale),

such that ¢(e, A) = (0,0) for any (e, \) € £ x R™. Let ® represent the set of
decision rules. A horizon-related Markov deterministic policy is a sequence

of decision rules

™= {¢07¢17¢2a"'}a (35)
with ¢, € ® for any n € N. We denote by II the set of horizon-related

Markov deterministic policies. A policy m € II is said to be stationary if there
exists ¢ € ® such that ¢, = ¢ for any n € N and we write 7 = {¢, ¢,...} :=
7%. We denote I1° the set of stationary horizon-related Markov deterministic

policies.
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Remark 3.13. At the n-th decision epoch with system state e, and time
to maturity A, ;=T — 7,,, an action a,, = ¢, (e, A,) is given by the decision
rule ¢, when the policy 7 € II in (3.5) is applied. In particular, the agent
stops trading at any decision epoch 7,, with n > n (namely A, < 0) as a,, =
(0,0) by Definition 3.12, fulfilling Assumption 3.6(b).

Table 3.1 summarises the evolution of the semi-Markov decision model when
implementing a policy m € II. Suppose that the system is in state ey at in-
ception 79, and the agent has a planned trading horizon Ag. According to the
policy 7, she chooses the action oy = ¢o(eg, \g) at the initial decision epoch.
It then takes a period of time t; to reach the next decision epoch 7 = 79 +11,
at which point the system state changes to e; and the time to maturity for
the agent becomes A; = A\ — t1. She then chooses the action a; = ¢;(eq, A1),
and so on. At the n-th decision epoch, a periodic payoff of amount r(e,, a,,)
incurs. At maturity 7, a terminal payoff w(e,, ay,3) is obtained. In par-
ticular, the agent takes no action after 7" according to Remark 3.13, and
correspondingly no payoff is paid.

Table 3.1: evolution of the semi-Markov decision process under a horizon-related Markov
deterministic policy 7 € 1I.

‘ Index ‘ Time ‘ State ‘ Time to Maturity ‘ Action ‘ Payoff ‘
Initial T0 €o )\0 > 0 Qy = d)[)((f(], )\0) T‘((‘,()7 (Jé(])
15t 1 :T()thl (&) )\1 :)\Oftl ZO aq :(/51(61,)\1) 7"((51,(7{,1)

ond To=T1 +to € do=M\ —t >0 ay = ¢a(ea, Aa) r(eq, aa)

(l’l - 1)'th a1l = Tn—2 T tu_1 | €1 )\n—l = )\n—Q — g1 2> 0 Qp_1 = (/)n—l(en—l«, )\n—l) 7‘(&1—1, an—l)

n-th Thn = Ta1t+ta €n =M1 — 6 >0 Qy = d)n(em )\n) ’I‘(Ei“, Ocn)
Terminal T’ w(en, an, 3)

(n + 1)*th Tat1l = Tn + tat €Entl /\n+1 =\ — tarr <0 Qi1 = (0. 0) 0

In the following, we construct the semi-Markov decision process in a proba-

bility space based on the Ionescu Tulcea’s Theorem.

Definition 3.14. Let (€2, F) be a measurable space consisting of the sample
space €2, defined by

Q = {n S N,j € N; ({tnyenp)\naan} € R(—]i_ X g X T, X A(e”))neN }7

62



and the corresponding Borel g-algebra F. Define the random variables 1,
3, X, En, Ay, A, on (Q, F) as:

N(w) =n, 3(w) =3,
Xp(w) =tpy, E,(w) = (Jn, Vé’, Ve, Py, Zn,Yn) (w) = en,
A (w) =\, Ap(w) = (M, L) (w) = an,

for any w € 2 and n € N, where

e X, is the time between the (n — 1)-th and the n-th decision epoch
(Xo = 0 almost surely);

o I, A, A, represent the system state, time to maturity and agent’s
action at the n-th decision epoch;

e N is the index of the last decision epoch;

e 3 is the amount (in unit size) of the agent’s limit order executed be-

tween the 91-th decision epoch and the maturity.

Remark 3.15. Based on this modelling framework, the following properties

hold almost surely for n € N

e A1 = A, — X,41: evolution of the time to maturity;
e P,y1 = P, + Jyi1: evolution of the ask price (in tick size);

e Y, 1 =Y,— M, — Z,.1: evolution of the inventory position (in unit

size);

o 7,1 < L,: the amount of the matched limit order cannot exceed that

of the limit order posted by the agent in each queueing race;
e N =sup{n € N: A, > 0}: index of the last decision epoch;

e 3 < Zy,i: the amount of the matched limit order between the last
decision epoch and the maturity cannot exceed that of limit order ex-

ecuted when there is no finite-horizon restriction.
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Theorem 3.16. [lonescu Tulcea’s Theorem [7, Section 2.7.2]] For any (e, \) €
E X T and m € 11, there exists a unique probability measure IP’?&/\) on (2, F)
such that, for anyt >0,e€ &, a€ A, 3 € N andn € N,

P?e,/\)(XO = O E() =€, AO )
]P”(Te A) (A - O[‘H - h”) - ]]'{d’n(en,An) als
P?@,/\)(Xn-l‘l < t ETH-I - 6|H - hna A = an) = Q(t e|(€n7 an))
P?&)\)(Xn+l > )\n73 - 3|H - hn; A - O[n) - P(3|(en7 a’n) )\n)

where

H o ({X07 EOaAO})a an = 07
" ({Xza Eia A’i7 Ai}i:O,...,n—lp {Xm ETL? An})u an € N+7

1s the sequence of random variables describing the history up to the n-th deci-
sion epoch. In particular, realisations of the random variables (or sequences

of random variables) are denoted by the corresponding lower case letters.

3.3.3 VALUE FUNCTION AND OPTIMAL POLICY

Consider an agent with the objective and trading strategies as described in

Section 3.2.2, introduce the following definition.

Definition 3.17. Define the finite-horizon expected reward function under

a policy w € II by

n
Ve, A) :=Ef (Zr (En, An) + w(Em,Am,3)> ) for any (e,\) € € x T,
n=0
(3.6)
as well as the value function
V*(e,A) :=sup{V"™(e,\), m € II}. (3.7)
A policy 7 € Il is called T-optimal if the equality
V™ (e, \) = V*(e, \) (3.8)
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holds for all (e,\) € £ x T.

Remark 3.18. For any (e, \) € £ x T, we can rewrite the quantity V7 (e, A)
in (3.6) as

Vﬂ'(e, )\) = E?’e’)\) (Z (T(En, An)]l{‘ﬂZn}) + w(En, A,, 3)]1{91_”}>

n=0

=EL (Z (r(En, An)Lgn, 201 + w(Ey, Ay, B)H{OSAR<Xn+1})>

n=0

= Z E?@,A) (r(ETm An)]l{AnZO} + w(En, An7 3)]1{0§An<Xn+1}) ,
n=0

where the second equality follows by writing

(M>n}={Ao>0,... A, >0} ={A, >0}, and
{‘ﬁ:n}:{AOZO,...,AnzO,AnH<O}:{An20,An+1<0}:{O§An<Xn+1},

since the sequence {A,, },en is non-increasing, and the third equality is due to
the non-negativity of the periodic/terminal reward function and the mono-

tone convergence theorem.

3.4 SEMI-MARKOV KERNEL

We now provide the expressions for the semi-Markov kernel Q(-,-|-) and the
terminal kernel P(-]-) defined in Section 3.3.1 using the language of queueing
theory. We first (Section 3.4.1) model the dynamics of the best queues with
the agent’s participation as generalised birth-death processes, and derive the
closed-form expressions for the semi-Markov kernel and the terminal kernel
in all possible scenarios in terms of the distributions of the first-passage time
of the generalised birth-death processes to zero. We then (Section 3.4.2)

compute these distributions by using Laplace method.
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3.4.1 CLOSED-FORM EXPRESSIONS

For notational convenience, we shall fix an element (¢,A) in € x T together
with a Markov deterministic policy w € II and denote ]P”(Te’)\) by P throughout

this section.

SEMI-MARKOV KERNEL

According to Theorem 3.16 and the Markovian property (M1), we can ex-
press the semi-Markov kernel as a (stationary) distribution of the duration
and outcome of a queueing race given its initial condition and the agent’s

action:
Q(télle,a)) =P (Xpy1 < t,Enp1 =€|E, =e A, =a), (3.9)

forany t > 0,é € £, (e,a) € K,n € N. In order to simplify further calcula-
tions, we now factorise the conditional probability in (3.9).

Proposition 3.19. For any é := (j, ﬁb,ﬁa,ﬁ,é,g]) €&, e:=(j,0°,v%p, z,9),
a:=(m,l), s.t. (e,a) € K, we have

Q(t, é’(e, a)) = Qjva (taja 5) f} (61),’5(1) ]l{ﬁ:p_,_j}]l{g:yfmfg}, (3.10)
for all t >0, where® for any n € N,

Qj,v,a (tal}a 2)
=P (X1 St St =, Zu = 2

JIn =7, (V:>Vna) = (Ubava)yAn = a> .

6P (short for IF’?e N in this section) is the probability measure introduced in Theo-

):

P(Xn+1 < t»!]n+1 :37 Zn+1 = 27‘/7?+1 S N+7VT(LI+1 S N+,Pn+1 S N+,Yn+1 S N‘ )

rem 3.16, and we use the short-hand notation P (Xn+] <t Jpt1= 5, Zny1 = 2,
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Proof. According to Assumption 3.2 and Remark 3.15, we can write

Qt,él(e, ) =P (X1 <t,Jnt1 = J, Zps1 = 2| B, = €, A4, = )
X ]P((V,fﬂ, Vi) = ({)b:@a)v Poyr =p, Yo = ?j}
Xo1 <t Jps1 = . Zor = 4, B, = e, A, = @)
= Qjva (tm}v 2) P ((V7f+1’ Vrfﬂ) = (6b76a)’<]n+1 = 5) X
P (Pot1 = plJns1 = J, Po =) P (Yo = §|Yn =y, My, = m, Zyiy = %)
= Qjva (t:3,2) f5 (0",0") Ly L g=y-m-3)-

O

Remark 3.20. The function Q is a semi-Markov kernel on R{ x &' given K,

where

& ={-1,+1} x{0,1,...,N};
K= {(, " 0% a) 1 j e {+1, -1}, (0" v") € {1,... N} ,a € A,m <"}

Indeed, for any (j,v°, v®, a) € K', the probability Q; , o (t, {+1,—1},{0,...,1})
converges to 1 for large ¢, indicating the amount of the matched limit order
cannot exceed that of the limit order posted by the agent.

According to Assumptions 3.2, 3.4 and 3.6, the semi-Markov kernel Q de-
scribes the dynamical mechanism of a queueing race between the volumes
sitting at the best bid and ask prices. Intuitively, fix (j, v, v, a) € K', and
consider a queueing race starting with v* and v?® units limit orders (from
the general market participants) at the best bid and ask prices at a certain
decision epoch. The agent subsequently submits a sell market order of m
unit size, which decreases the best bid volume to (v® — m) unit size, and
posts a sell limit order of [ unit size, which has less time priority than the
pre-existing v® units limit orders at the best ask price. After the agent’s ac-
tion, mutually independent order book events happen at exponential times
with the rates depending on the price move direction j and therefore change
the volumes of the best bid and ask queues. The queueing race terminates
whenever the volume of either the best bid or ask queue reaches zero, and we

denote the result of a queueing race by +1 (resp. —1) if the best ask (resp.
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bid) queue is depleted first. For (¢, 7,2) € R{ x &', the quantity Q;, (%, J, %)
is the probability that the duration of the race is less than or equal to t, the
result is j, and Z unit size of the agent’s limit order gets executed. In the
following, we model the dynamics of the volumes at the best bid and ask
prices as generalised birth-death processes, and therefore build a connection
between the semi-Markov kernel and the queueing theory.

Before proceeding to the next definition, we introduce the following nota-
tions: for any continuous-time process (L;)s>0, denote by 77, its first passage
time to the origin, and f;, (resp. Fp) the probability density function (resp.
cumulative distribution function) of 7.

Definition 3.21. Let (Q, F,P) be a new filtered probability space. For v €
Nt [l e N and &, u,0,n7 > 0, define the following processes on this space:

o (Blv,k, 1,0]s),50 is a birth and death process with state space N and
absorbing state 0, given the initial state v; & is the birth rate and p—+i6
the death rate when in state 1 € N*;

e (Clu, l,,u,@]s)szo is a pure death process with state space N and ab-
sorbing state 0 given initial state [ + v; the death rate equals to p +
max(0,7 — [)f when in state i € N*;

o (Glk,1,0,n]s),50 1s a process with state space N given initial state 0.
Strictly before time 7, it is a birth and death process with birth rate
and death rate i# when in state ¢« € N. After n, the birth and death
rate of this process change to  and p + i6 when in state i € N™ and 0

becomes the absorbing state.

o (Afv,l, K, p1,0]s),5¢ is a process with state space N2 defined by
A[U, la Ky [y 9]8 = (C[Ua l7 H, 9]87 G[K/a s 97 TC[’U,Z,M,@]]S)) for s Z 0.

Lemma 3.22. /28, Lemma 3] Fix (j, v, v, a) € K'. Suppose that, at the n-
th decision epoch, the queueing race starts with v° and v® units limit orders
at the best bid and ask prices after the price moves by j tick, and the agent
takes an action a = (m,l). On [Ty, Thy1), define the following processes:
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o B: size of the orders sitting at the best bid price;

o C: size of the agent’s limit order together with the orders with higher
time priority at the best ask price;

o G: size of the orders with lower time priority than the agent’s limit

order at the best ask price.

: : b b ,,b pb a a ,,a pa
Then there exist two independent processes B[v’—m, k3, u3, 021, Ao, 1, k5, ji§, 05]
such that

B[vb—m, ’{?’ /’Lgv 0?]5 = Bs+'rn and A[Uav Za ’{?7 M?, 0;'1]3 = (Cs—i—'rn) G8+Tn))

for all s € [0, 7,41 — 7). According to Lemma 3.22, we provide an expression

for @ in the following, and defer its proof to Appendix C.1.

Proposition 3.23. Fiz (j,v*,v% «) € K', introduce the following short-hand

notations:
B = B’ —m, kb, ub, 6", B® = B[k}, u, 0],
Al = A, 1 RS, s, 09], C' = Clv, 1, pe,607],
as well as the scenarios:
S1 S24 S3 S4 S5 S6
[ >1 =0 [ >1 =1 [>1 [>1
j=+1|j=41|j=-1|j=-1 j=— j=-1
z2=0 z=1 |ze{l,...,1=1} | z2=1
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Then the following holds for (t,7,%) € R x &'

[t /fAz i )] 1, 1],

FBa /fBa )Fps (u }1{2—0}, [S2+],

FBb / o () Fga(u ]]1{5_0}, 152,

Fpi(t / fer(u)For (u (53],

Qo (1,1,2) = /fBb For(u) = P ] 154),

—Z / (@ | se-twdude, 156

0, otherwise,

where f&.(€) := e fo=(€) and T (§) = e ¢ fu(€) for € >0 and z € N*.

TERMINAL KERNEL

According to Theorem 3.16 and the Markovian property (M1), we can ex-
press the terminal kernel as

P(3l(e,a),\) =P(Xp41 > N3 =3|E,=¢, A, =), (3.11)

for any (e,a) € K, A € R, 3 € N. Remark 3.9 implies that only the
cases when A > 0 and 3 € {0,...,l} need to be considered. According to

Lemma 3.22, we now provide an expression for Q, proved in Appendix C.2.

Proposition 3.24. For any A > 0, (e,) € K (with corresponding (j,v°,v*, m,l) €
K')), introduce the processes B®, B®, AL, C' as in Proposition 3.23. Then the
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following equality holds:

Fps(\)Fpa(N), ifl=0,3=0,

Fpo(AN)For(V), ifl>1,35=0,
P(3l(es1): ) = { T [Fes(M) = (Fe + F2) V], if 1> 1,5 € {1,...,1 -

PN [Fer(N) — Fa (V)] if1>15=1

0, otherwise,

where = is an exponentially distributed random variable with parameter ug,

% is the convolution operator and Fy :=1— F,.

3.4.2 LAPLACE METHOD

Not surprisingly, the distributions of the first-passage time of the generalised
birth-death processes A, B,C' in Definition 3.21 do not admit closed-form
expressions. To compute them, we first determine their Laplace transforms,
and invert them numerically. We keep here the notations of Proposition 3.23.

Definition 3.25. Let f : R — R be a function absolutely integrable
on [0,w] for any w > 0. Its (one-sided) Laplace transform is defined by

f(s) == lim we*‘“f(t)dt,
wToo 0

for all s € C such that the right-hand side converges.

The standard (albeit simplified) inversion formula for the Laplace transform
is the Bromwich contour integral, or Mellin inversion [1, Chapter 1]: for an

absolutely integrable continuous function f, the identity

r+ioco R
() = L/ et f(s)ds

B 2mi r—ioo
holds for any z > 0, and, by symmetry arguments, can be simplified to

f(t) = 27 /00 R [f(x + 1u)] cos(ut)du, for all ¢ > 0. (3.12)
0

m
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We then apply the Euler algorithm in [3, Section 1] that exploits the specific
structure of the integrand in (3.12). We now consider the general case of a
birth-death process X with initial state b € N*, and with birth rate \,, > 0
and death rate p, > 0 in state n € N*. The following lemma, derived in [28,
Equation (14)] following Abate-Whitt methodology [2, Section 4], expresses
the Laplace transforms of the density and cumulative distribution function

of Txb.

Lemma 3.26. The equality Fyi(s) = s~ fxu(s) holds on {s € C : R(s) > 0},
and

o[

( —Akn—1Hk4n

An—1 k>0 \Aktn + Hiin + 8

)] , forallse C st R(s)>0

(3.13)
where

Sib

= IlciTmtootlo---otk(O) and ty(u) = foru>0

0 bk

o~
%

Proposition 3.27. Fix v € Nt | € N and k,u,0 > 0, and denote the
processes Alv, 1, k, i, 0], Blv, K, u, 0], Clv,l, 1, 0] (as in Definition 3.21) by A,
B and C, respectively. In particular, we denote the process Blj, k, i, 0] by B’
for any j € N*. Assume that fa, [z and fo are continuous on R*. Then

[ —kp — k(k+n)b

d
K+t ( k+n)9—|—s]’ o

—1 k>0

1 l+v
. B i p+(n—10)0
fels) = <u+8> n:IlIH/L—I—(n—l)Q—i-s’ Jor all R(s) >0

, , 1 K _ou K _om 7
Besides, given Rj(u) := ﬁexp (—5 (1—e 0 )) [5 (1—e 4 )} for u > 0,
7 €N, we have

1) = @R+ [ Y ot - iR @11

Proof. The formulae for fB and fc are derived directly from Lemma 3.26,
and we therefore focus on (3.14). Let 7o := 74 — 7¢. Before time 7¢, the

process (G,) := (G|k, p, 0, 7c|.) can be regarded as an initial empty M /M /oo
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queue with arrival rate x and service rate 6. Let R;(u) denote the probability
of G, being in state j € N when u < 7¢. Then, by [77, p. 160], we have

Rj(u) =P (Gu = j‘TC = u> = %exp {—g (1- e_eu)} [g (1- e_gu)}j.

Given 7¢ = u, G, = j € N, the probability density function of 74 is fg;.
Indeed, in the case when 7« = v and G, = G, = j, the time spent on
depleting the agent’s order and the orders with higher time priority is v and at
that time the volume remaining in the queue is of 7 unit size. The remaining
queue can be described by the process B’, and the depletion time 7 is
thus 7p; (with density fgi). And given 7¢ = u,G, = 0, we have 7o = 0

almost surely. Therefore, the mixture density 6(-)Ro(u) + Z IBi(-)Rj(u),
j=1
with 0(-) being the Dirac mass, provides the density of 7o given 7¢ = w.
Furthermore, the function §(- — u)Ro(u) + Z fpi(- —u)R;(u) is the density
j=1

of 74 = 7p + 7¢ given 7¢ = u. Consequently, we obtain (3.14). O

3.5 EXISTENCE OF OPTIMAL PoLICY

We now illustrate our main result, namely the existence and uniqueness of
the value function, and the existence of a stationary optimal policy, as in the

following theorem.

Theorem 3.28. The value function V* in (3.7) exists and is unique, and
there exists a stationary T-optimal policy ©¢ = {¢*, ¢*,...} € II¥ in (3.8),
with

o

¢"(e,A) = argmax { r(e,a) + Y w(e,,3)P(3(e; ), A)
acAle) 3=0

eect

+Z/O Vi(eA - t)Q(dt,él(e,a))} . (3.15)
for any (e, \) € € x T.
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The proof of Theorem 3.28 relies on several ingredients. In the first place, to
make a finite-horizon semi-Markov decision model sensible, it is essential to
have a (almost surely) finite number of decision epochs before maturity. In
our setting, this is equivalent to the following lemma.

Lemma 3.29. For any (¢e,A) € €T, m € 11, the limit 1Tm Piyt<n)=1
holds for M as in Definition 3.14.

Proof. According to [50, Proposition 2.1], it suffices to prove that there exist
(,v > 0 such that

Q(C,S\(e, Oé)) <1- v, (316)

for any (e,a) € K. According to (3.9) and Lemma 3.22, we can write, for
any ¢ > 0 and (e, ) € K,

Q(C, €l(e, @) = Plopy (Xnpa < (En = ¢, Ay = @)
=P(rp AT <) =1-P(tz > P (14 > ().

By Assumption 3.6(c), the agent never consumes up all the volumes at the
best bid price through submitting market orders, so that there is at least
one unit size order left at the best bid and ask price after the agent’s action.
Then according to stochastic ordering for the birth and death processes [53,

Section 3], the inequalities

P(rp > () >P (TB[mub, o] > C) > e,
KA A

and

ﬁ(TAz > C) > F(TCZ > C) > F (TC[LO,H?’g?] > C) > e_bc,
hold with ¢ := max {45 + 65 : (s,5) € {a,b} x {+1,—1}}, and (3.16) there-
fore holds for ¢ > 0 and v = e~ 2. O

Next, let U denote the Banach space of non-negative valued functions on € xT

with a finite supremum norm:

Ll:—{u:gx']I'—HRo+

Jull == sup |u<e,A>r<oo}.

(e,\)eEXT
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and, for any decision rule ¢ € ®, introduce the dynamic programming oper-

ator 7% acting on U as

TPule, N) == r(e, d(e, \)) + Y wle, d(e, N),3) P(3l(e, dle, A)), A)

+ Z/O u(@, A —1)Q(dt, &|(e, p(e, \)),

eece

for any w € U and (e, \) € £ x T. The following proposition, as proved in
Appendix C.3, gives properties of T¢.

Proposition 3.30. For any ¢ € ® and 7 := {¢po, 41, P2, ...} € II, we have

(a) T? is a monotone contraction on U with codomain U;

(b) the identity V™ = TV ™ holds on & x T, where n_ = {¢1, ¢o, ...} € II.

By Proposition 3.30(b), the identity V™ = TV holds for any ¢ € ® and
the corresponding stationary policy 7% := {¢,¢,...} € II°. For any 7w €
II, the finiteness of the state space and the action space together with
Lemma 3.29 yield that V™ € U. Therefore, the Banach Fixed-Point’s The-
orem [40], together with Proposition 3.30(a), guarantees the existence and
uniqueness of V™ and yields that

lim (T¢)nu = V™, for any u € U. (3.17)

ntoo

Introduce now the iteration operator V acting on U as, for any u € U,
(e,\) € Ex T,

Vu(e,\) := sup {T(e,a) + Zw(e,a,;«,)P(gKe,a),)\)

acA(e) 5=0

A
+Z/O U(é,A—t)Q(dt,él(e,a))}, (3.18)

ecE

which is also a contraction with codomain ¢/. Indeed, V(U) C U is immediate

since the action space is finite, and the contraction property is inherited from
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that of 7% by [31, Theorem 2]. The Banach Fixed-Point’s Theorem [40] then
ensures that Vu = u has a unique solution, denoted by u*. By [60, Section

1], the fixed point u* admits a maximiser ¢* such that u* = 7% u*, with

¢*(e, A) := argmax {r(e, a) + Zw(e, a,3)P(3l(e, ), \)

acAle) 3=0

+Z/O U*(éd—t)Q(dt,él(aa))}, (3.19)

ée&
for any (e, \) € € x T.

Finally, Theorem 3.28 follows by proving V* = u* = e Suppose that
a policy 7* := {¢g, o7, ¢5, ...} € Il is T-optimal in (3.8). Proposition 3.30,
together with (3.17), yields that

Ve= VT = TAVT S TAVT < lim (T9)" VT = v (3.20)
Combining this with o < V* by Definition 3.17 indicates that the station-
ary policy 7% = {¢%, @5, ...} € II° is also T-optimal. Since u* = T¢ u* >
T%u*, applying Proposition 3.30 and (3.17) we obtain
V* = V”q% = lim (7-¢8)"u* < Ty <u' =T%u = liTm (T¢*)nu* —y <V*

nToo

Theorem 3.28 therefore follows.

3.6 EMPIRICAL STUDIES AND COMPUTATIONAL RESULTS

Our empirical calculations are based on the ‘Level-I’ LOBSTER data for
three large-tick stocks: Microsoft (MSFT), Intel (INTC) and Yahoo (YHOO),
that are traded on the Nasdaq platform from 11 April 2016 to 15 April 2016,
recording all market order arrivals, limit order arrivals and cancellations at
the best prices between 9:30 am and 4 pm. These three large-tick stocks
are selected due to price, trading volume and market share considerations as

in [12, Section 4]. In order to avoid the impact from the abnormal trading

76



behaviours shortly after market opening or shortly before market closing,
we exclude market activities during the first and the last twenty minutes of
each trading day. We also exclude all the executions of hidden orders which
account for around 12% of the entire trading volume. In the following, we
first (Section 3.6.1) show some descriptive statistics for the selected large-
ticks stocks. We then (Section 3.6.2) illustrate the estimation methodology
of the Poisson parameters in Assumption 3.4, as well as the joint distribu-
tion of the best volumes after a price change in Assumption 3.2(b). We
next (Section 3.6.3) give a numerical scheme that approximates the value
function (3.7). We finally (Section 3.6.4) visualise the optimal decision rule
in (3.15) for liquidating the stock YHOO under different trading conditions.

3.6.1 DESCRIPTIVE STATISTICS

Table 3.2 presents the percentage of time during which the LOB is with a
given spread. For the three selected stocks, the spread is equal to one tick

for around 98% of time and is barely over two ticks. Next, we introduce

Table 3.2: percentage of time with a given spread

Spread 1 tick 2 ticks > 2 ticks
MSFT 98.14 1.86 0.00
INTC 98.33 1.67 0.00
YHOO 97.70 2.30 0.00

the definitions of forward and backward insertion. Suppose that the spread
is equal to one tick in the initial stage and then becomes two ticks when
either of the best bid or ask queue is depleted. Once the spread increases
to two ticks, a new limit order is quickly placed inside the spread, driving
the spread back to one tick. If the mid price after the insertion of that limit
order is the same as (resp. one tick higher or lower than) the mid price in
the initial stage, we call the insertion a backward (resp. forward) insertion.
Table 3.3 gives the probability of backward insertions being around 25% and
Figure 3.1 shows that the distribution of the queueing race duration after a
backward insertion is bimodal, with nearly 30% of the queueing races being

shorter than one millisecond, indicating the instability of the LOB state after
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a backward insertion. In sum, the above empirical observations enable us to
make Assumption 3.1(b) that omits the time when the spread is over one tick
and Assumption 3.2(a) that excludes the possibility of backward insertions.

Table 3.3: percentage of forward and backward insertions.

Insertion Forward Backward
MSFET 77.54 22.46
INTC 76.76 23.24
YHOO 73.95 26.05

Backward Insertion Forward Insertion
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Figure 3.1: YHOO: histogram of the queueing race duration after a backward Insertion (left
panel) and a forward insertion (right panel).

3.6.2 PARAMETER ESTIMATION
POISSON PARAMETERS

As in Assumption 3.1(a), orders from the general market participants are of
unit size. We first compute the average size of the limit orders, market orders
and cancellations at the best prices, denoted by S!, S™ and S° respectively,
and choose the unit size to be S'. Estimation results are given in Table 3.4.

We then estimate the Poisson parameters as follows. From our sample data,
we formulate a set Q.1 (resp. Q_;) consisting of the queueing races hap-

pening immediately after a price increase (resp. decrease): if the spread
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Table 3.4: average order size (in shares).

MSFT INTC YHOO
St 176 317 209
Sm 332 565 334
S¢ 163 309 201

is currently one tick, a queueing race q41 € Q44 (resp. q—; € Q_;) starts
when the best bid (resp. ask) price increases (resp. decreases) by one tick
after the best ask (resp. bid) queue depletes, and ends whenever either the
new best ask or bid queue depletes. By maximum likelihood estimation (see
Appendix C.5), we have
N Sm

~G ~
= — K

_ N jo _ Ney S
7 D; S B

- : = (3.21)
J

<.

for s € {a,b} and j € {+1,—1}, where

o N, NEZ’]— and Ny ; represent the total number of market orders, limit

orders and cancellations at s price” for the queueing races in set 9Q;;

e D; represents the sum of the length of the queueing races in Q;;

#Q;
o V.= Z/x Voli(t)dt, where Vol (¢) (resp. ¥;) denotes the volume
i=1 /%

in unit size at s price at time ¢ (resp. the time interval) of the i-th

queuing race 1 Q]‘.

Table 3.5 gives the Poisson parameter estimation where the agent’s action at

each decision epoch has no latency. For the three stocks, we find that:

e the rates of market order arrivals are indifferent to the side of the best

price and the price move direction;

e immediately after a price increase (resp. decrease), there is a surge of

limit order arrivals and cancellations at the best bid (resp. ask) price;

"By abuse of language, ‘at a (resp, b price)’ means ‘at the best ask (resp. bid) price’.
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e from an estimation (of the Poisson parameters) point of view, an in-
crease of the price on the bid (resp. ask) side is symmetric to a decrease
of price on the ask (resp. bid) side.

Table 3.6 gives the Poisson parameter estimation where the agent’s action
at each decision epoch has a one-millisecond latency®. By comparing it with
Table 3.5, we observe that:

e the rates of market order arrivals barely change;

e the rates of limit order arrivals and cancellations see a decrease, espe-

cially on the bid side after a price increase and on the ask side after a

price decrease;

e the symmetry remains unaffected.

Table 3.5: Poisson parameter estimation with no latency.

MSFT INTC YHOO

j I K 0 I K 0 I K 0
+1 1032|307 |031|0.16|245|0.16 | 0.14 | 1.97 | 0.26
+1 1034|597 | 050 | 0.17 | 3.59 | 0.21 | 0.17 | 3.54 | 0.32
-1 [0.35{5.97|0.51|0.18 | 3.87 | 0.22 | 0.15 | 3.29 | 0.33
-1 10.34]3.06|032]|0.18 | 222 | 0.16 | 0.15 | 1.92 | 0.21

N QW

Table 3.6: Poisson parameter estimation with 1ms latency.

MSFT INTC YHOO

j I K 0 7 K 0 7 K 0
+11]0.31 (289|027 ]0.15|236|0.15|0.13 | 1.87 | 0.23
+110.33|331]0.401]0.19 | 2.46 | 0.17 | 0.16 | 2.07 | 0.26
-1 10343221041 (0.18 (249 |0.18|0.14 | 2.02 | 0.27
-1 10.34|287(0.27{0.19 | 236 | 0.17 | 0.15 | 1.83 | 0.18

SIS SRR

8When estimating the Poisson parameters in this case, market activities at the first
one millisecond of each queueing race are excluded, and the queueing races with duration
shorter than one millisecond are excluded.

80



VOLUME DISTRIBUTION AFTER A PRICE CHANGE

The best volumes in unit size are approximated by rounding the division of
the volume in shares by S' up to the nearest integer. Figure 3.2 compares
the volume distribution immediately after a price change and one millisecond
later for YHOO?. We observe that:

e the volume at the best bid (resp. ask) price is quite thin immediately
after a price increase (decrease), but see a dramatic increase one mil-

lisecond later;

e the volume at the best ask (resp. bid) price keeps the distribution al-
most unchanged within the first millisecond of the queueing race start-

ing with a price increase (resp. decrease).

We believe that this observation is mainly due to the existence of National
Best Bid Offer (NBBO) pegged orders: whenever a limit order initiates a
new price inside the spread and is not cancelled immediately, all the limit
orders pegged to the NBBO price will move in less than a millisecond to the

new price level correspondingly [26].

3.6.3 NUMERICAL SCHEME

Dynamic programming techniques usually suffer from the ‘curse of dimen-
sionality’ [72] to compute the value function through the iteration operator A
in (3.18). The next proposition, proved in Appendix C.4, allows us to reduce

the dimension of the problem, and hence to accelerate the implementation.

Proposition 3.31. Given e := (j,v°,v%,p,2,y) € £, € := (j,v*,v%,D,Z,9y) €
E and A € T, we have

Vi(e,A) = V(€ A) + plp — D)y + 2) + p(z = 2)(D — j)-
9n order to implement the numerical calculations later, we introduce the truncation
25 25
by assuming fi1(v?,v%) = 0 for any v®, v® > 25 since Z Z f1(v®,v%) > 95% holds
vb=1v*=1

right after a price change and one millisecond later for YHOO.
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Figure 3.2: YHOO: f,; (left) and f_; (right) with no latency (top) and with one-
millisecond latency (bottom).

Besides, the value function V* is monotone with respect to time to maturity.
Indeed, let 7* := {¢*, ¢*,...} be T-optimal and construct a policy n° :=
{¢°,¢°,...}, for fixed € € (0,7, as

(b*(e,)\—e), lf€§)\§T,

“le,N) =
(e ) (0,0), o< A<e.

Definition 3.17 immediately implies that V™ (e, \) < V*(e, A) for any (e, \) €
ExTand V™ (e, \) = V*(e, A\—¢) for any (e, \) € Ex e, T]. The monotonicity
in time to maturity therefore follows since ¢ is arbitrary. As in [54, 66], we

can take advantage of the monotonicity of the value function to get a faster
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convergence rate. The implementation procedure proceeds as follows, for a

given tolerance level tol:
Step 1. (initialization): let n = 0 and Vy(e,\) = p(p — 1)y + A\py/T for
every (e,\) € & x T;

Step 2. (iteration): choose a random pair (e,, A,) € €T and compute V, =
AVi(€n, An);

Step 3. (correction): with U, := vV, + (1 =) Va(en, An) for v € (0, 1), define
the monotonicity projection as:

Un, ife=e,, A=A\,
Vors(e ) = [Z" V V(e ), ife=enA> A,
’ U AVi(e, N), if e =en, A < Ay,

Ve, A), if e # ey,;

Step 4. (accuracy control): if ||V,41 — V,||< tol, end the scheme; otherwise

go to Step 2 incrementing n to n + 1.

3.6.4 OPTIMAL STRATEGY

In this section, we visualise the results of the optimal decision rule computed
in (3.15) in which the value function is approximated through the numerical
scheme in Section 3.6.3. To begin with, we set the size of the order y = 2
and the maturity 77 = 10 (throughout this section, order size is measured
in numbers of unit size and time is measured in seconds), both of which are
relatively small. Furthermore, we apply the parameters for the stylised LOB
model estimated in Section 3.6.2 together with the market parameters p = 1
and T =9 (see (3.2) and (3.4) for the definitions) and the tolerance level tol =
0.001 in the numerical scheme. Indeed, Proposition 3.31 together with (3.15)
indicates that the optimal decision rule depends on the price move direction j,
the volumes at the best prices v* and v%, remaining inventory y and time to
maturity A, and is irrelevant to the ask price in tick size p and the executed

limit order volume in the previous queueing race z. Moreover, the parameter
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estimation results in Table 3.5 and 3.6, together with those in Figure 3.2,
indicate that the agent’s latency (denoted by lat) also affect her optimal
trading strategy.

Figure 3.3 illustrates the optimal decision rule as a function of v°, v®

o J
and lat when fixing y = 2 and A = 10, where the agent’s admissible trading

strategies are give by (3.1) as:

(m l) S {(2’0)’(1’0)7(171)7(07())7(07 1))(072>}7 if vb> 1a
’ {(0,0),(0,1),(0,2)}, if o = 1.
Comparing the subfigures horizontally and vertically, we observe the follow-

ing:

e The trading strategy that executes part of the order, either through
placing a limit order (m, ) = (0, 1) or submitting a market order (m, 1) =
(1,0), or doing nothing (m,!) = (0,0) is never optimal in all scenarios.
Generally speaking, in the situations where the best ask volume is low
and the best bid volume is high (corresponding to the top-left part of
the subfigures), it it expected that the price will soon increase and the
agent will choose to wait or to trade partially as her best choice. How-
ever, since the trading horizon is quite short and the intensity rate for
the incoming market orders is relatively low, it seems that the agent
would rather post limit orders in order to increase the execution prob-
ability than wait for better opportunities. On top of that, this model
does not consider the risk of adverse selection, so that posing limit

orders is basically at no additional cost.

e The queue imbalance of the best prices, defined as I := (v® —v?)/(v® +
v®), is regarded as a powerful and effective predictor of the short-term
price movements [11, 80] and is incorporated into the optimal market
making strategy [18]. However, we observe no clear relationship be-
tween the queue imbalance and the choice of the optimal strategy in
all scenarios, which may imply that queue imbalance should not be the

only consideration in building the optimal execution strategy. Reason
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for this result may come from Assumption 3.6(d) that the agent sticks
to a ‘no cancellation’ rule, so that the best bid and ask queue follow
different dynamics. On the contrary, the volume at the best ask price
individually plays the most decisive part in the selection of the optimal
strategy: the larger the best ask volume, the more aggressive trading
strategy the agent will employ. In particular, when the best ask vol-
ume v* < 6, the optimal strategy is always (m,l) = (0,2), indicating
the value of queue position for limit orders [65]. Besides, volume at the
best bid price also contributes to determining the optimal strategy, in
particular when the best ask volume is high and the best bid volume is
low (corresponding to the bottom-right part of the subfigures). In such
situations, the optimal decision rule normally chooses to take all the
available liquidity through market orders in case the price soon moves
against the agent’s favour. However, when the best bid volume v® > 10,
the pattern of the optimal strategy is unchanged in all scenarios.

The optimal strategy is no more aggressive after a price decline than
after a price increase. This is mainly because the cancellation rate of
each limit order from the general market participants is lower at the
best ask price after a price increase, which increases the execution risk
of the agent’s limit order, so the the agent prefers to use a market order
in this case.

The optimal policy is no more aggressive when the agent has no latency
than one-millisecond latency. On the one hand, this result comes as
the cancellation rate of each limit order from the general market par-
ticipants is higher at the best ask price when there is no latency, which
increases the execution probability of the agent’s limit order. On the
other hand, suppose the liquidation process enters into the next round
of queueing race, in which the volumes at the best prices change dra-
matically within the first one millisecond, an agent with zero latency
can take most advantage of the speed to occupy a good queue position
in the new queueing race. By contrast, an agent with one-millisecond
latency is less likely to get a high time priority in the new queue, and

therefore prefers to react more aggressively in order to terminate the
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Figure 3.3: optimal policy as a function of best ask volume (x-axis: v® = 1,...,25), best
bid volume (y-axis: v* = 1,...,25), latency (top: lat = Oms; bottom: lat = 1ms) and
price move direction (left: j = —1; right: j = 1) when fixing inventory y = 2 and time to
maturity A = 10.

Figure 3.4 shows the optimal decision rule as a function of v®, v®, j and A
(valued in 3 and 10 seconds) by fixing y = 1 and lat = 1ms, where the agent’s
admissible trading strategies are given by

{(1,0),(0,0),(0,1)}, ifob>1,

(D€ 10,00, 0.1)) if b = 1.
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In addition to the previous results, we find the agent to be more aggressive

when there is less time to maturity.
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latency lat = 1ms.
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EMPIRICAL STUDIES FOR
LARGE-TICK STOCKS

In this section, we conduct some empirical studies based on the LOBSTER
dataset (introduced in Section 1.4) for three highly liquid large-tick stocks:
Microsoft (MSFT), Intel (INTC) and Yahoo (YHOO), that are traded on
the Nasdaq platform in 2016 (corresponds to 252 trading days). These three
large-tick stocks are selected according to price, trading volume and market
share considerations, see [12, Section 4] for the detailed selection rule. On top
of that, the sample data we request contain information up to the second best
price level on both sides of the market. Our focus on the top two price levels
is motivated by the empirical findings indicating that orders placed deeper
into the order book virtually have no price impact on the market [47]. We
also exclude events that occur during the first and last ten minutes of each
active trading day in order to avoid the erratic effects shortly after market

opening and shortly before market closure.
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A.1 CONCURRENCY

A key feature of a LOB dataset is its timestamp granularity, that is, the
smallest time interval between different event timestamps. Currently, almost
all LOB literatures are based on datasets with timestamp granularity up to
one millisecond, which means, events that arrive within the same millisecond
are displayed at the same timestamp in such dataset. However, empirical
evidence shows that sub-millisecond algorithmic trading behaviours indeed
exist. For example, Menkveld [64] shows that twenty percent of the trades
occur within the same millisecond and proposes that these clustered mar-
ket order arrivals increase the adverse selection cost for non-HFT traders.
Thanks to the nanosecond granularity provided in the LOBSTER dataset,
we are able to observe the most subtle LOB dynamics and study the ultra-fast

activities in the market.

For each of the selected stocks over the entire sample period, we categorise the
timestamps in the raw dataset into three categories based on the number of
order book events being recorded at that timestamp, namely, one event, two
events and more than two events. To be more specific, if exactly one event
is recored at a timestamp, we call it an isolated event; if exactly two (resp.
more than two) events are recorded at a timestamp, we treat these events as
a whole and call it an event pair (resp. event bundle). In particular, events
recorded at the same timestamp are listed in a logical sequence reflecting
the price-visibility-time priority. Table A.1 presents the descriptive statistics
on the isolated events, event pairs and event bundles, respectively. We are
particularly interested in the composition and structure of the event pairs
and event bundles.

In general, we observe that the timestamps and the associated events in the
datasets of the three selected stocks have similar characteristics, which are

summarised in the following:
e over 93% of the timestamps have only one event being recorded: slightly

more than half (resp. nearly half) of these isolated events are of type

submission (resp. cancellation), while only around 1% of the isolated
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Table A.1: descriptive statistics on timestamps and recorded events in 2016.

Panel A gives the total number of timestamps (# Timestamp) and the percentage of
timestamps at which an isolated event (1 Event %), an event pair (2 Events %) and an event
bundle (> 2 Event %) is recorded.

Panel B gives the percentage of isolated events belonging to event type

submission (SUB %), full cancellation (Full CAN %), partial cancellation (Partial CAN %)
and execution (EXE %).

Panel C gives the percentage of event pairs being in the form of a full cancellation followed
by a submission of the same size and on the same side (CAN-SUB %), two executions on the
same side (TWO-EXE %) and other paired combinations (Others %).

Panel D gives the percentage of event bundles being in the form of all executions on the
same side (All-EXE %) and other serial combinations (Other %).

Particularly, all means and standard deviations (displayed in the brackets) in this table are
reported across trading days.

Panel A: Overall

Ticker # Timestamp 1 Event % 2 Events % > 2 Events %
MSFT 684,000 (315,721)  93.11 (2.31) 6.39 (2.31) 0.50 (0.11)
INTC 398,523 (171,709) 94.24 (0.99) 5.32 (1.00) 0.44 (0.08)
YHOO 423,360 (206,285)  93.84 (0.79) 5.79 (0.80) 0.37 (0.09)
Panel B: Isolated events

Ticker SUB % Full CAN % Partial CAN % EXE %
MSFT 50.51 (0.52) 47.37 (0.59) 1.12 (0.34) 1.00 (0.23)
INTC 50.61 (0.40) 47.58 (0.67) 0.97 (0.63) 0.84 (0.21)
YHOO 50.16 (0.39) 47.89 (0.63) 0.90 (0.34) 1.05 (0.28)
Panel C: Event pairs

Ticker CAN-SUB % TWO-EXE % Others %
MSFT 94.66 (1.53) 4.80 (1.38) 0.54 (0.26)
INTC 93.65 (2.37) 4.60 (1.53) 1.75 (1.45)
YHOO 94.28 (1.66) 5.35 (1.58) 0.37 (0.15)
Panel D: Event bundles

Ticker ALL-EXE % Others %

MSFT 94.95 (2.62) 5.05 (2.62)

INTC 93.87 (2.20) 6.13 (2.20)

YHOO 94.70 (1.73) 5.30 (1.73)
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events are of type execution;

e around 6% of the timestamps have two events being recorded: nearly 95%
of these event pairs are in the form of ‘a full cancellation followed by a
submission of an order with the same size and on the same side’, and
nearly 5% of those event pairs are in the form of ‘executions of two

orders on the same side’;

e around 0.5% of the timestamps have more than two events being recorded,
and nearly 95% of those event bundles are in the form of ‘executions

of multiple orders on the same side’.

Remark A.1. A timestamp is the time at which an event is recorded by
a computer, which is different from the time of the event itself [9]. Intu-
itively, the greater the timestamp granularity, the less likely different events
are recorded at the same timestamp. However, we observe that approxi-
mately 12.6% of the events are non-isolated in a nanosecond-timestamped
environment. Furthermore, Nasdaq has a platform latency of around 1076
second [12], which arises due to the time it takes to process and route mes-
sages® inside the automated trading platform [57]. Therefore, we propose
that events recorded at the same timestamp are processed concurrently and
are extremely likely triggered by a single message. Based on our empirical
results in Table A.1, most event pairs are in the form of ‘same-size, same-
side full cancellation and submission’. Together with Figure A.1 indicating
the direction of the order price modification, we believe that this pattern is
interpreted as a pegged order adjusting its price to the newly generated best
price inside the spread. Furthermore, most event bundles are in the form of
‘same-side executions’. We believe that this pattern indicates a single market
order matching with several different limit orders.

Based on Remark A.1, we convert the limit order oriented raw dataset into

a message oriented dataset through the following rules:

(R1) if two events, first (resp. second) of which is of type full cancellation

LA message is a standardised packet of data that enables a trader and a trading platform
to communicate with each other.
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Figure A.1: YHOO: direction of order price modification for event pairs in the form of
‘same-size, same-side full cancellation and submission’.

The red (resp. green) bars represent the counts of the event pairs on the sell (resp. buy) side
of the market. On the horizontal axis, 0 represents that the cancellation and submission of
an order occur at the same price level; 1 (resp. —1) represents that the submission price is
one tick higher (resp. lower) than the cancellation price.

(resp. submission), have the same timestamp, same size, same direc-

tion, they will be combined into a single message of type modification;

(R2) if more than one event, all of which are of type execution, have the
same timestamp, they will be combined into a single message of type
market order;

(R3) in other cases, each event of type submission, full/partial cancellation
and execution is treated as a message of type limit order, full/partial

cancellation and market order, respectively?.

We call the dataset generated through the above procedures the message
dataset. Clearly, the message dataset describes the market participants’
behaviours in a more efficient and convenient way, as each message represents

a single trading directive sent to the platform.

2Event pairs or event bundles with a pattern that is not included in (R1) and (R2)
barely appear and we therefore regard them as collections of isolated events for simplicity.
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A.2 CLOCK-TIME PERIODICITY

In this section, we study the periodicity of the messages arriving to the
market by processing the timestamps in the message datasets. In the first

place, we introduce the following definition for nanosecond timestamps.

Definition A.2. For a nanosecond timestamp ¢ (in seconds after midnight),

we define its millisecond remainder (resp. microsecond remainder) by
|1000(t — |t])]  (resp. [1000(1000¢ — |1000¢])]),

which is interpreted as the number of the millisecond (resp. microsecond)
past the most recent one-second (resp. one-millisecond) boundary.

Under the premiss that message arrivals have no clock-time periodicity, the
millisecond and the microsecond remainders are expected to be uniformly
distributed over the integer set {0, 1,...,999}. However, this is not true for
millisecond remainders based on a previous empirical study by Hasbrouck
and Saar [44]. The authors employ a millisecond-timestamped Nasdaq sam-
ple data in October 2007 and June 2008, and find that the empirical distri-
butions of the millisecond remainders in both sample periods distinctively
departure from uniformity: large peaks occur at roughly 10 to 30 millisecond
and around 150 millisecond after the one-second mark. They propose that
this periodic pattern is mainly driven by the employments of agency algo-
rithms that examine and respond to market conditions every second. They
also argue that the peak positions shown in the empirical distributions re-
flect the levels of algorithm latency caused by computation and information

transmission.

In Figure A.2, we exhibit the empirical distributions of both the millisecond
and microsecond remainders together with the null distribution depicted by
the horizontal line at 0.001.

In terms of the empirical distribution of the millisecond remainders, the re-
sults obtained from our sample data (we call them new distributions) are

similar to those from Hasbrouck and Saar’s experiment (we call them old
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Figure A.2: MSFT (top-left), INTC (top-right) and YHOO (bottom): empirical distribu-
tions of the millisecond and microsecond remainders in 2016.

This figure exhibits the empirical distributions of the millisecond remainders (blue lines) and
the microsecond remainders (red lines) of the timestamps in the message datasets for three

stocks, MSFT, INTC and YHOO, in 2016.
microsecond) remainder is the number (rou

For a certain timestamp, the millisecond (resp.
nded down to the nearest integer) of millisecond

(resp. microsecond) past the most recent one-second (one-millisecond) boundary. The

horizontal black solid line in each subgraph
(the null hypothesis).

represents the position of the uniform distribution
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distributions): large peaks occur shortly after the one-second boundary. In
general, we agree with Hasbrouck and Saar’s viewpoint proposing that such
pattern is indicative of the periodic behaviour by the agency algorithms.
Furthermore, the new distributions are more positively skewed than the old
ones and the peak positions observed in the new distributions are located at
around 0 to 5 millisecond and roughly 20 to 30 millisecond, which are closer
to the one-second boundary than those in the old distributions. These dif-
ferences may indicate a general decline of algorithm latency in recent years
because of wider applications of co-location services and developments in
information technology. Besides, moderate elevations in probability are ob-
served at and shortly after integer multiples of one hundred millisecond in
the new distributions. This may suggest that some agency algorithms are im-
plementing the check-and-react strategies at a higher frequency, from every
second to every one hundred millisecond.

The empirical distributions of the microsecond remainders are much closer
to the uniform distribution than those of the millisecond remainders. This
direct comparison suggests that market participants have more control over
the message arrivals to the market within each one-second interval than those
within each one-millisecond interval. In order to measure the clock-time
periodicity at the microsecond level, we propose the following hypothesis test
for the sample data consisting of the microsecond remainders in the message
datasets for each of the selected stocks over the entire sample period.

Ho : The sample data of the microsecond remainders are consistent with the

discrete uniform distribution over the set {0,1,...,999};

H : The sample data of the microsecond remainders are not consistent with
the discrete uniform distribution over the set {0, 1,...,999}

We use the Cramér-von Mises statistics for discrete distributions [23] in our
hypothesis test, namely, W2 U? and A%. As shown in Panel A of Table A.2,
we reject the null hypotheses at a significance level of 5% for all the se-
lected stocks when using any of the test statistic. We further implement
the same hypothesis test on a daily basis, and Panel B of Table A.2 indi-
cates that the null hypotheses is rejected at a significance level of 5% in 222
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Table A.2: Cramér-von Mises test for discrete uniform distribution

This table presents the Cramér-von Mises goodness-of-fit tests of the sample distributions of
the microsecond remainders compared with the discrete uniform distribution over the integer
set {0,1,...,999}. The null and alternative hypotheses are:

Ho : The sample data of the microsecond remainders are consistent with the discrete
uniform distribution over the set {0,1,...,999};

Ha : The sample data of the microsecond remainders are not consistent with the discrete
uniform distribution over the set {0,1,...,999}

In Panel A, we illustrate the test results (that is, the name of the statistics, the critical
value at a significance level of 5% and the value of the test statistics for each selected stock)
for microsecond remainders in the message datasets over the entire sample period (January to
August, 2016). We then apply the same goodness-of-fit test on a daily basis. Panel B presents
the percentages of trading days in which the null hypotheses is rejected at a significance level
of 5% for each selected stocks. Panel C presents the same percentages after the probability

anomalies are manually removed.

Panel A: Microsecond remainders over the entire sample period

Statistic ~ CV(a = 0.05) MSFT INTC YHOO
W2 0.461 3.203 0.931 2.500
U? 0.187 2.949 0.648 2.427
A? 2.492 16.356 8.439 15.614

Panel B: Microsecond remainders on a daily basis

Statistic MSFT (%) INTC (%) YHOO (%)
W2 88.62 89.22 90.42
U? 97.60 95.21 95.21
A? 95.21 90.42 93.41

Panel C: Microsecond remainders on a daily basis (after removing anomalies)

Statistic MSFT (%) INTC (%) YHOO (%)
w2 3.9 4.8 4.4
U? 6.0 5.6 6.7
A? 4.8 4.4 4.4
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to 245 out of the total 252 trading days, depending on the selection of the
stocks and the test statistic. We therefore draw the preliminary conclusion
that the microsecond remainders are not uniformly distributed. In order to
verify the rationality and robustness of this conclusion, we visualise all the
daily empirical distributions of the microsecond remainders for each of the
selected stocks. Surprisingly, we observe a strange but widespread pattern:
the empirical probability for each microsecond remainder is in general closely
located around the level of 0.001, except for one or several short-lived but
significant ‘probability anomalies’, each of which is composed of a slump im-
mediately followed by a spike. We then repeat the hypothesis test to the
sample microsecond remainders on a daily basis after manually removing the
probability anomalies. Panel C of Table A.2 shows that the null hypotheses
is rejected at the significance level of 5% in only 10 to 17 out of 252 trading
days, depending on the selection of the stocks and the test statistics. Fur-
thermore, the probability anomalies basically appear in the same positions
within the same week across all the selected stocks. For example, for each
selected stock and trading day in the first week in 2016 (Jan 4% to Jan 8%
2016), we observe one probability anomaly, which is composed of a slump
in probability at 936 to 938 microsecond followed by a spike in probability
at 939 to 941 microsecond (See Figure A.3). We believe that this weekly
periodic pattern across all selected stocks is unlikely to be driven by certain
algorithm strategies in the market. Instead, this phenomenon is probably
caused by the system latency in the platform.
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Figure A.3: YHOO: example of probability anomalies in the daily empirical distributions of
microsecond remainders.

For each working day in the first week in 2016, we observe one probability anomaly, which is
composed of a slump in probability at 936 to 938 microsecond followed by a spike in
probability at 939 to 941 microsecond.
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APPENDIX FOR CHAPTER 2

B.1 PROOF OF THEOREM 2.14

(a) Consider an initial condition (¢,2) := (¢,p,y,2) € B. Based on the

definition of the termination time 7 in (2.22), we immediately have
Zb5(@) =z — 5 almost surely, for all « € A. (B.1)
Combining (B.1) and (2.34) yields

w(t,z) > u(z+ Bg(p)y) = E [u(Xﬁvmv(a) + 59(]379?,(&))3/:,1/,(&))}
= J(t, 2, q), (B.2)

for all &« € A and then w(t, z) > v(t, z) on B.

Now consider an initial condition (¢, z) € [0,7") xS. Choose an admissible
liquidation strategy o = ((Qt, Hy)i>o, (Tj‘gj)jel\H) € Aand n <m e NT
such that 7,, 1 <t <7, < 711 < -+ < 7. Without loss of generality,
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we set 79 = 0. Since w € CY2([0,T) x S), applying It6 formula yields
o (0 25) = (.25

TH_l dw t,z,(c) 1 aQ_w t,z,(c) /Tﬁ—l ow t,z,(a)
+f <8t(ZS ) 450258 (5,265 ) st [ 7o S s 225t

R R
i 2

+ Y / w (5,07 (Qu Hy 205 e ) ) = w(s, 225

(oo, )=
{(m, M) (& L) (¢,C)}

X <Afds+d]\~ff), (B.3)
fori=n—-1,n,...,m—1and R > 0, where
° Nf:—Nf—/ Ay dv for s > 0;
0
o \7 =)\% (d (P’p a)> Q)forwe{m,l,c}andsZOasin(2.16);

o 707 = 7L 4 dyzp for j € N* asin (2.21);

. T]-R := 7; A\ Tg, where

Tr:=inf {s>0: HZ?Z’(O‘) — ZH >R}, and
, t, ifj=n-1
T =
I 7, ifje{n,n+1,...,m}
For each w € {m,1,c}, the process A® defined by
A? = w(t,Fw(Qt, Ht7 Zt,,HNtw)) - w(t, th), for t 2 O7

is predictable. Therefore, E [ fg \Af\)\fds] is finite for all ¢ > 0 since w

and A are bounded, and [ Afdﬁf is a martingale by [13, Chapter II,
Theorem T8]. Taking expectation on both sides of (B.3) and letting R
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tends to infinity, we obtain
E [w (T{H, Zvi’,z’l(f)ﬂ =K [w (Ti’, Zi’/z’(a)ﬂ
i+ (3
Ti[+1 aw t,z,(« 1 28211) t,z,(«
/r{ <E (8, Zs, o( )) +§O' 6_])2 (S,Zs’ o )) ds

Ti/Jrl w t,Z,(O‘) (7]
( w(s,T (Qs, H,, 77 ,y) )dF= (1)
T/ R+

+ > E
—w (5, 202) )47 (d(P)o- + Qi) d ] (B.4)

+E

(w,1)=
{(m,M),(1,L),(c,C)}

fori=n—1,n,...,m — 1. We then translate (2.33) into

Cow(t,z) 0_28211)(25, z)

— sup  L%Mw(t,z) >0, (B.5)
at 2 3p2 (q,h)€[0,7)?
s.t. ¢+h<y

w(t,z) — sup MCw(t,z) >0, (B.6)
e€[0,eny]

for (t,z) € [0,T) x S. Summing up (B.4) from i = n to i = m — 1,
together with (B.5), yields

w(t:2)+ 3 [o (i 257) —w (7 Z57) |~ B (s 252

™ ow t2,(@) o® Pw t2,(@) Qs Hs t,2,(a)
:—E[/t E(S,Zs )+?6_]92($’Z5 )—i—ﬁ w(s,Zs, )ds

>0. (B.7)
Besides, combining (B.6) with (2.14) and (2.15) yields

w (Ti, Z‘:f—;%(a)) = w <Ti7 pt pv(a)’ }/Tvgv é'“ (a) + g < 7p,(a)) £Z>

— Méw (Ti,Zi;‘i("“)) < sup Mew (n, ii("‘))

ec [o,é/\Yf]jy_’(“)]

<w (Tl, A (a)> . (B.8)

Ti
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Next, combining (B.8) with (B.7) gives

w(t,z) > E [w(Tm, Zt’z’(a)) )

Based on (2.32) and (2.34), together with lim,1o0 7, = 7 as in (2.24),
letting m — oo yields
w(t, z) > J(t, z, ).

Since a € A is arbitrarily chosen, we then get
w(t,z) >v(t,z), onl[0,T)xS. (B.9)

By (2.35), we get the equality for (B.2) and then w(t, z) = v(t, z) on B.

Applying the arguments in (a) for (¢,2) € [0,T) x S with

0= (62) 00 {(7.6) sjeNt}) e

Then by (2.36) we get the equality for (B.7), and by (2.37) and (2.38)
we get the equality for (B.8). We therefore obtain

w(t, ) = [w (@, 2]

and letting m — oo yields w(t, z) = J(t, z, @), which combined with (B.9)
finishes the proof.
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APPENDIX FOR CHAPTER 3

C.1 PROOF OF PROPOSITION 3.23

In Scenario [S1], the agent posts a limit order at the best ask price (I > 1),
and the best ask queue is depleted before the best bid queue (5 = +1).
Hence,

e the execution time of the best ask queue is less than that of the best

bid queue;

e the limit order posted by the agent must get fully executed in the
queueing race;

e the duration of the queueing race is the depletion time of the best ask

queue.
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Therefore, we can write

n 'n

Qj,v,a (tvjv 2) =P <Xn+1 S t7 Jn+1 =

=4, (VL V) = (1, U)An:a)

x P (Zn+1 S

Jpet = +1, Ly, l)

= F(TBb > T, Ta < t) 1{5 1}

{FAl /fAz ) Fp (u )dU} Liz=py.

In Scenario [S2], the agent posts no limit order at the best ask price (I = 0).
The dynamics of best ask queue can be then described by the process B?,
independent of that of the best bid queue. The proof is similar to that in
Scenario [S1].

In Scenario [S3], the agent posts a limit order at the best ask price (I > 0),
and the best bid queue is depleted before the best ask queue (5 = —1), while

the agent’s limit order gets no execution (Z = 0). Hence,

e the execution time of the best bid queue is less than that of one unit
size of the agent’s limit order together with the limit orders with higher
time priority at the best ask price, and is therefore less than that of

the entire best ask queue;

e the duration of the queueing race is the depletion time of the best bid

queue.

We then have

n’'n

Qj,v,a (taja 2) =P (Xn+1 < t, Zn+1 =

=, (VB V) = (0, 0%), An:a>
X P(Jn+1 - —1‘Ln - l,Zn_;,_l - 0)

=P (e > o, e < 1)

= Fps(t) _/0 fre(u)Fer (u)du

In Scenario [S4], the agent posts a limit order of one unit size at the best

ask price (I = 1), the best bid queue is depleted before the best ask queue
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(j = —1) and the agent’s limit order gets executed (2 = 1). According to
Remark 3.20, we have Q,, (t,}, {0, 1}) = Qiva (t,}, 0) + Qjva (tJ, 1), SO
that

Qj,'u,a (ta _17 1)
=P (Xn-l-l <t Jpy1=—1

T = 3 (VI VE) = (040, A, = (m,1))

= Qjva(t,=1,0)

= P(TAI > TRb, Ty < t) — ija (t7—1,0)

/ Fi () P ()t — [ng / fi () Fen )du]

/fBb [For(u) — Far(u)] du.

In Scenario [S5], the best bid queue is depleted before the best ask queue
(j = —1), while 2 € {1,...,1 — 1} out of [ > 1 unit size of the agent’s limit

order gets executed when this queueing race terminates. Hence,

e the execution time of the best bid queue lies within the interval [r¢:, 7o+
A), where A is the execution time of one unit size of the agent’s limit
order when at the top of the queue, which is exponentially distributed

with parameter uj and is independent of 7¢z;

e the duration of the queueing race is the depletion time of the best bid

queue.
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We then have

Qj,v,a (taja 2)
=P (Xn+l <t Zp1=2

Jn = 5, (VE, V) = (0¥, 0%), A, = a)

X P(Jn+1 - —1|L,ral = Z7Zn+1 - 2)

:ﬁ(rcg <7 < T+ A, e < t)

/000 /Oooﬁ(TBb € [u,u+v),7m <t) fcg(u)p(A € dv)dudy
- /Ot /Ot—“ [Feo(u +v) — Fgo(u)] fo:(u)P(A € dv)drdu
+ /Ot /: [Fp(t) — Fio(w)] fo (w)P(A € dv)dvdu

t t
- M?/ it feo (1) (/ e_“?EFBb(e)de> du
0 U

HLEL, t H5v £ (u)du — th z(u)d
5 Fpu(t) [ e fortuhdu— [ Fou(u)fes(u)d
:u?/o ng(e)/o fcg(u)dude+/0 [Fho(€)] /0 fo=dude

-/ i) [ festwauae

where f£.(€) := ¢ fo=(€), [5s(€) == e75% fpu (&) and F, (€) := e 5  Fu (€)
for any £ > 0 and z € N*.

Finally, in Scenario [S6], according to Remark 3.20, for (j, vb,v“,a) e K
such that [ > 1, we have

-1
Qj,v,a (t; _17 {07 ]-a s 7l}) = Qj,v,a (t’ _1) 0)+Z Qj,v,a (tv _17 Z)+Qj,v,a (t, _17 l) )
z=1

which yields the result by using [S3] and [S5].
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C.2 PROOF OF PROPOSITION 3.24

If ] =0 and 3 =0, then

PGl(e, ), \) = P (g0 ATpe > \)
=P (rp > NP (e > A) = Fn (N Fpe (V).

Ifl>1,3=0, then

P(3l(e,a),\) =P (1o ATgt > X\, 71 > A)

P
F(TBb > )\)P(T(ﬂ > )\) = FBb()\)FCI()\).

Ifl>1and3e{l,...,l—1}, then

P(3l(e, ), A)

(T ATt > N Tes +Z > X > 7¢s)

(1 > NP (105 + E > A > 703)
(o > A\) P [ —P(res > A) —P(res + E < )\)]
(A [Fos(N) — (Fes * F=) (N)] .

aj| ol

Ifl>1 and 3 =, then

P(3l(e,a),\) = F(TBb/\TAl>>\T(ﬂ<)\) (TBb>)\) (Tat > A > 701)
F(TBb>)\)[ ]P(Tcl>)\) (TA1</\)}
Fp

v(A) [Fer(A) = Far(A)]

By Remark 3.9, the terminal kernel has zero value in all other scenarios.
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C.3 PRroor or PRrRoOPOSITION 3.30

To prove Part (a) of the proposition, we can write the inequality

IT%ull < sup [r(e,dle, )|+ sup |w(e, ¢(e, A),3)]
(e,\)eEXT (e,\)EEXT

+ sup
(e,\)€EXT

)

Z/O u(@, X —1)Q(dt, &|(e, ¢le, N)))

eet

for any ¢ € ® and v € U. The first two terms are bounded since the state
space £ and the action space A are finite. Regarding the last term, applying
Lemma 3.29 yields

Z/O u(@, A —1)Q(dt, &|(e, ¢(e, \)))

ect '

sup
(e;,A)eEXT
A
<l s |3 / Q(dt, él(e, dle, V)
(eNeEXT |57 Jo
—lull sup QA El(es dle, A)))
(e, \)EEXT

< JJull sup(1 — e7?)
AT
= JJul[(1 — e_QLT) < 00.

Therefore the codomain of 7% is I. The contraction property follows directly
from (3.16), since || 7% — T%v|| < (1 — e 2T)|ju — v|| holds for all u,v € U,

and the monotonicity follows from the properties of the semi-Markov kernel.

To prove Part (b), we can write, for any (e, \) € ExT and 7 := {¢g, ¢1, P2, ... } €
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ZE(eA 1(Eny An)Lin, >01 + W(Ens An, 3) L {0<A, < X011} )
= E(e 3 [7(E0, Ao) L iae01 + w(&o, Ao, 3) T o<rp<xi]

+ ZE En,.A Mia, >0y + w(En, An, 3)Ljo<a, <Xn+1}]

Efen

= ]E7(Te7,\) T(807 A0>]]-{A020} + Z w(80> AOa 5)]1{0SA0<X1,3:3} ‘HO] ]

_ ]

OO

+ e)\) |:E(e)\ |:T 571)-’4 ]l{A >0} +U}((€n,¢4n,3)]1{0</\ <Xnt1}

n=1

r(e doe. \) + > wle, dole, A),3)P(3l(e. dole, V), A)
3=0

+ ZE { (€1,A1) [ (En—1, An—1) a1 >0y + w(En—1, An—1, 3)]1{0§An_1<Xn}H

o0

e, bo(e; A)) +Zw s do(e; A),3) P (3l (e, dole, ), A) +ER ) [V (€1, )]
= 7"(67 ¢0(€> )‘)) + Zw(e7 ¢0(€7 A)?ﬁ)P(ﬂ(ev ¢O(ea /\)>> )‘)

+Z/ V™ (€, A — )Q(dL, é|(e, dole, N))),

ect

according to Remark 3.18 and Theorem 3.16, which concludes the proof.

C.4 Proor or PRrROPOSITION 3.31

Let i:= (0,0,0,1,0,0) and k := (0,0,0,0,1,0), so that e =€ + A,i + Ak,
where A, =p —p and A, := z — Z. Define further é := e + A k. According

to Proposition 3.30 and [31, Theorem 3], we can write

Ve, \) = AV*(é,)) = V*(&,A) + pA.(P — j). (C.1)
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With the auxiliary function u(e, A) := V*(e — A,i, )+ pA,(y+2) for (e, A) €
& x T, simple calculations yield Au(e, A) = u(e, \) for any (¢, A) € € x T, and
Theorem 3.28 implies that V*(e, \) = V*(é, \) + pA,(y + z). Combining this
with (C.1) concludes the proof.

C.5 MAXIMUM LIKELIHOOD ESTIMATION FOR THE POISSON PARAME-
TERS

Fix s € {a,b},j € {+1,—1} and denote the Poisson parameters s, x3, 65
by u, K, 0 respectively. Introduce the auxiliary parameters p/ := uS'/S™
and 0 := 0S'/S°¢. Suppose we observe [; times of limit order arrivals, m;
times of market order arrivals and ¢; times of cancellations on the s side
in the i-th queueing race, whose starting time is 7;, duration is d; and the
volume in unit size at s price at time ¢ is Vol;(¢), for i € {1,...,#Q,}. The

likelihood functions are then constructed as:

7 ()™
/. . L —u'd;
E(u.ml,...7m#,3j,d1,...,d#,3j) leIl p— e M
#Q; li
(kdi)"
Lkl lpa,di,. .. dyg,) ;—H e di
#Dj c;
O(d;)™
L0 ety cpn,0(d), ..., Odua,)) = (C ') o0l
i=1 i

where ©(d;) = ¢ f:eri Vol;(t)dt. Taking logarithms, and cancelling the
derivatives yield the optima (3.21) with

#9; #9; #Q rird;
NZ =Y w, fowe{mlc Dy=>d, V=) / Vol, (t)dt.
i=1 A .
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