Math Finan Econ (2017) 11:215-239 @ CrossMark
DOI 10.1007/s11579-016-0178-4

Hedging with temporary price impact

Peter Bank! . H. Mete Soner?> . Moritz VoB!

Received: 14 October 2015 / Accepted: 27 July 2016 / Published online: 6 October 2016
© Springer-Verlag Berlin Heidelberg 2016

Abstract We consider the problem of hedging a European contingent claim in a Bachelier
model with temporary price impact as proposed by Almgren and Chriss (J Risk 3:5-39,2001).
Following the approach of Rogers and Singh (Math Financ 20:597-615, 2010) and Naujokat
and Westray (Math Financ Econ 4(4):299-335, 2011), the hedging problem can be regarded
as a cost optimal tracking problem of the frictionless hedging strategy. We solve this prob-
lem explicitly for general predictable target hedging strategies. It turns out that, rather than
towards the current target position, the optimal policy trades towards a weighted average
of expected future target positions. This generalizes an observation of Garleanu and Ped-
ersen (Dynamic portfolio choice with frictions. Preprint, 2013b) from their homogenous
Markovian optimal investment problem to a general hedging problem. Our findings comple-
ment a number of previous studies in the literature on optimal strategies in illiquid markets
as, e.g., Garleanu and Pedersen (Dynamic portfolio choice with frictions. Preprint, 2013b),
Naujokat and Westray (Math Financ Econ 4(4):299-335, 2011), Rogers and Singh (Math
Financ 20:597-615, 2010), Almgren and Li (Option hedging with smooth market impact.
Preprint, 2015), Moreau et al. (Math Financ. doi:10.1111/mafi.12098, 2015), Kallsen and
Muhle-Karbe (High-resilience limits of block-shaped order books. Preprint, 2014), Guasoni
and Weber (Mathematical Financ. doi:10.1111/mafi.12099, 2015a; Nonlinear price impact
and portfolio choice. Preprint, 2015b), where the frictionless hedging strategy is confined to
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diffusions. The consideration of general predictable reference strategies is made possible by
the use of a convex analysis approach instead of the more common dynamic programming
methods.

Keywords Hedging - Illiquid markets - Portfolio tracking
Mathematics Subject Classification 91G10 - 91G80 - 91B06 - 60H30

JEL Classification GI11 - C61

1 Introduction

The construction of effective hedging strategies against financial risk is one of the key prob-
lems in Mathematical Finance. The seminal work of Black and Scholes [5] and Merton [19]
showed how this task can be carried out in an idealized frictionless market by dynamically
trading perfectly liquid assets. However, in recent years there has been a growing awareness
that these idealizations can lead to misguided hedging strategies with non negligible costs,
particularly when these prescribe a fast reallocation of assets in short periods of time in the
presence of liquidity frictions like price impact. This has spurred the development of new
financial models which take into account the impact of transactions on execution prices; see,
e.g., the survey by Gokay et al. [13].

The two most widely used models go back to Almgren and Chriss [2] as well as Obizhaeva
and Wang [22], respectively: Loosely speaking, the model of Almgren and Chriss is char-
acterized by directly specifying functions describing the temporary and permanent impacts
of a given order on the price. The model of Obizhaeva and Wang assumes that trading takes
place in a block-shaped limit order book with persistent price impact which is vanishing at
a finite resilience rate. As recently discussed in Kallsen and Muhle-Karbe [17], the former
can be regarded as the high-resilience limit of the latter.

Within these two models, most of the existing literature studies the problem of optimally
liquidating an exogenously given position by some fixed time horizon (cf., e.g., Alfonsi et
al. [1], Almgren and Chriss [2], Almgren [4], Obizhaeva and Wang [22], Predoiu et al. [23],
Schied and Schoneborn [25]). Further work is also devoted to the more involved problem
of optimal portfolio choice, cf., e.g., Garleanu and Pedersen [11,12], Guasoni and Weber
[14,15], Kallsen and Muhle-Karbe [17], Moreau et al. [20]. However, only a few papers
directly address the problem of hedging a contingent claim in the presence of price impact
as modeled above, cf. Almgren and Li [3], Guéant and Pu [16], Rogers and Singh [24], and
also Naujokat and Westray [21].

The papers most closely related to ours mathematically are Rogers and Singh [24] and
Naujokat and Westray [21]. Rogers and Singh [24] analyse the problem of hedging a European
contingent claim in a Black—Scholes model in the presence of purely temporary price impact
as in Almgren and Chriss [2]. They relate the hedging problem to a cost optimal tracking
problem of the frictionless Black—Scholes delta hedge. Naujokat and Westray [21] directly
study the problem of optimally following a given target strategy in an illiquid financial market
under the same type of liquidity costs; see also Cartea and Jaimungal [7] for a Markovian
order flow tracking problem. By contrast to these papers, we will focus on a non-Markovian
setup with general predictable target strategies.

Instead of the more common dynamic programming methods used in the papers cited
above, our approach is convex analytic along the lines of Pontryagin’s maximum princi-
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ple. This allows us to consider general predictable target strategies and not only continuous
diffusion-type processes. This is particularly important for hedging in illiquid markets when
the frictionless reference hedge portfolio prescribes sizable instantaneous reallocations as,
e.g., already in the case of discrete Asian options which was not covered by the literature
so far. We derive first order conditions of the considered quadratic optimization problems
which take the form of a linear forward backward stochastic differential equation (FBSDE).
Solutions to these are explicitly available and give us the optimal frictional hedges. In fact,
when considered in a Brownian setting, our approach can be viewed as a special case of the
stochastic linear-quadratic control problem studied by Kohlmann and Tang [18]. Mathemat-
ically, the novelty of our contribution is the interpretation of the optimal tracking strategy.
Indeed, it turns out that the optimal policy does not instantaneously trade from its current
position towards the current target position but towards a weighted average of expected future
target positions which does not occur in the work of Kohlmann and Tang [18]. An interesting
consequence from a financial point of view is that this averaging allows us to understand
how singularities in the frictionless reference strategy have to be addressed in a model with
frictions: A singularity in the frictionless target hedge is smoothed out when averaging the
weighted future target positions which yields sensible hedging strategies for illiquid markets.
Additionally, we also study a constrained version of the problem where the terminal hedging
position is restricted to a certain exogenously prescribed level. This can be viewed as a way
to deal with physical delivery in derivative contracts. Our explicit solution reveals how the
hedger’s focus shifts systematically from tracking the frictionless target position to attain-
ing the prescribed terminal position. Here, our convex analytic approach allows us to avoid
the consideration of nonlinear Hamilton—Jacobi—Bellmann equations with singular terminal
conditions and the challenges that these entail. We also give a sharp characterization of those
terminal positions which can be reached with finite expected trading costs by characterizing
the speed at which the size of these positions is revealed towards the end.

Conceptually, our result generalizes an observation by Gérleanu and Pedersen [12] who
consider quadratic utility maximization in homogeneous Markovian models on an infinite
time horizon and interpret their solution as trading towards an exponentially weighted aver-
age of future expected Markowitz portfolios. A similar interpretation is given by Naujokat
and Westray [21] in their equally Markovian Example 7.1; see Cartea and Jaimungal [7]
for a similarly Markovian study of tracking of order flow in high-frequency trading. These
strategies as well as ours contrast with strategies targeting the present frictionless optimum
directly, which are considered in many papers on asymptotically optimal portfolios with small
transaction costs, including Guasoni and Weber [14,15], Moreau et al. [20], Rogers and Singh
[24], and Kallsen and Muhle-Karbe [17]. In all the literature cited above, the authors confine
consideration to diffusion-type target strategies which, at least asymptotically, are equivalent
to our averaged targets. Our approach, by contrast, allows one to deal with general predictable
frictionless target strategies and so the examples considered in this paper include strate-
gies with jumps or even singularities where the differences between these hedges become
apparent.

Almgren and Li [3] study a quite similar hedging problem but they consider a model
with permanent price impact which feeds into their target strategies via the well-known
functions for Black—Scholes deltas and gammas. Hence, they consider a model where the
target strategy is also affected by the targeting strategy which leads to a feedback effect that
we are disregarding in our problem formulation. We refer to the introduction in Rogers and
Singh [24] for further discussion of this idealization.

The rest of the paper is organized as follows. In Sect. 2 we introduce the setup and
motivate our problem formulation by following the approach of Rogers and Singh [24] (cf.
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also Naujokat and Westray [21]). Our main result is presented in Sect. 3 and provides the
explicit solution for a general hedging problem of a European style option in a Bachelier
market model with temporary price impact. Section 4 contains some illustrations of optimal
solutions in three examples. The technical proofs are deferred to Sect. 5.

2 Problem setup and motivation

We fix a finite deterministic time horizon T > 0, a filtered probability space (2, .7,
(Z1)o<: <7, P) satisfying the usual conditions of right continuity and completeness and
consider an agent who is trading in a financial market consisting of a risky asset, e.g., stock.
The number of shares the agent holds at time ¢ € [0, T] of the risky stock is defined as

t
X;'éx+/ ugds, 0<t<T, (D
0

where x € Rdenotes her given initial holdings. The real-valued stochastic process (u;)o </ < T
represents the agent’s turnover rate, that is, the speed at which the agent trades in the risky
asset. It is assumed to be chosen in the set

T
w4 [u : u progressively measurable s.t. IE/ u,zdt < oo] .
0

The square-integrability requirement ensures that the induced quadratic transaction costs
which are levied on the agent’s respective turnover rates due to temporary price impact as in
Almgren and Chriss [2] are finite.

In such a frictional market, our agent seeks to track a target strategy which can be thought
of, for instance, as a hedging strategy adopted from a frictionless setting. Mathematically, this
problem can be formalized as follows: given a real-valued predictable process (§;)o < <7 in
L?>(P ®dt) and a fixed constant k > 0, the agent’s objective is to minimize the performance

functional
A 1 g u 2 1 g 2
Jw)=E| - (X{ —&)dt + -« uydt | . 2)
2 Jo 2 Jo

This leads to the optimal stochastic control problem
J(u) — min . 3
(u) min 3
Since the agent’s terminal position X7 may be important (for her future plans or physical
delivery), we also consider the optimal stochastic control problem

J(u) — min 4

UeUr

where %, is the set of constrained policies defined as
X

T
UE £ [u tu € % satisfying X7 = x +/ ugds = Br ]P-a.s.]
0

with predetermined terminal position Er € L%(P, Zr) such that

T =2
/ dEIE] 5)
0 T —1t

where B; £ E[E7| %] for0 <t < T.
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Remark 2.1 (1) Lemma 5.4 below shows that a target E7 can be reached with finite expected
costs in the sense that %XE # @ if and only if (5) is satisfied. Observe that this condition
implies, in particular, that 27 € Zr_. In fact, (5) can be interpreted as a condition on
the speed at which one learns about the ultimate target position E7 ast 1 7.

(2) Concerning physical delivery at maturity 7', it would be sufficient to impose the constraint
X L} > Er. However, this would lead to an interesting, yet technically rather different
optimization problem which is left for future research.

One motivation of the objective functional in (2) and its connection to the problem of
hedging a European contingent claim in the presence of temporary price impact is the fol-
lowing (cf. also Rogers and Singh [24] and Almgren and Li [3]): Assume the agent wants to
hedge a European-type option with payoff H at maturity 7 in a market where, for simplicity,
interest rates are zero and the price process S of the underlying risky asset follows a Brownian
motion with volatility o > 0:

S=So+oW;, 0<t<T.

In a frictionless setting, the payoff H can be perfectly replicated by a predictable hedging
strategy £ . Tn a market with frictions where the agent faces liquidity costs as, e.g., in Almgren
and Chriss [2], she may be confined to follow strategies X“ as in (1). As a consequence,
starting from some initial wealth vy € R, her profits and losses from market fluctuations will
incur a risk of deviating from H at maturity 7 that can be measured, e.g., by

T 2 T
E[(H— (vo + / X;‘ds») }= (E[H]—vo)z-i-ﬂi[ / (X" —g,HVUth]
0 0

see Follmer and Sondermann [9]. This deviation can be made arbitrarily small if the agent is
willing to incur arbitrarily high transaction costs. If, however, she puts a cap ¢ > 0 on these
she may want to solve the optimization problem

T T
E |:/ Xy — EtH)2g2dt] — min subjectto E |:/ u?dti| <c, (6)
0 ueU 0
which in its Lagrangian formulation amounts to an objective functional of the form (2).

Remark 2.2 1. A similar hedging problem as formulated in (2) is also studied in Rogers
and Singh [24] and Almgren and Li [3]. In contrast to our setting, Rogers and Singh [24]
consider a Black—Scholes framework. Almgren and Li [3] also include permanent price
impact.

2. Apart from hedging, the minimization problem of the objective in (2) is also related to the
problem of optimally executing a VWAP order as studied using dynamic programming
methods in a Markovian setup in Cartea and Jaimungal [7] and Frei and Westray [10],
or, more generally, to the optimal curve following problem as discussed in Naujokat and
Westray [21] as well as Cai et al. [6].

3. In a Brownian setting, our problem (3) is a special case of a stochastic linear-quadratic
control problem as studied, e.g., by Kohlmann and Tang [18].
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3 Main result

Our main results are the following explicit descriptions of the optimal controls for problems
(3) and (4) and their corresponding minimal costs for which it is convenient to introduce

T —1t
s —, 0<t<T.
JK

Theorem 3.1 The optimal stock holdings X of problem (3) with unconstrained terminal

position satisfy the linear ODE
N tanh(t“(¢)) /» A N

dXzi( —X)dt, Xo =, 7

t \/E & t 0=X (7

o _cosh(z* @)
K, u) = Jesinh(z< (1)) O0<t<u<T.

where, for 0 <t < T, we let

T
EAE [/ £, K (1, u)du| F,
t

with the kernel

The minimal costs are given by
inf J(u) = 1\/Etanh(r"(0)) (x — §0)2 + Iy /T(.f,: —&)2dt
uew 2 2L T

T
+ %E [ / N tanh(r“(r))d(é»] - ®)
0

For the constrained problem we have similarly:

Theorem 3.2 The optimal stock holdings XE of problem (4) with constrained terminal posi-
tion 21 € L*(P, Fr) such that (5) holds satisfy the linear ODE

th(t*
coth(z*(¢)) (E

dXE =
/3

~XF)ar, X§=rx, ©)

5]

where, for 0 <t < T, we let

i 2

/ SMK (t, u)du|4

1 -
|:cosh(r" (1) T + ( cosh(t¥ (t)))
with the kernel
sinh(t" (1))

K=(t,u) = e (cosh(T (1)) — n’ 0<t<u<T.

The solution X & of (9) satisfies the terminal constraint in the sense that

th“ = Zr P-a.s.
1T

The minimal costs are given by

inf J(u) = ﬁcoth(r 0)) (x—go) + E[/ (& —£° w]

uew =

+ EE [/ Vi coth(t(1))d (£ &), } (10)
0
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The convex-analytic proofs of Theorems 3.1 and 3.2 are deferred to Sect. 5.

Note that, rather than towards the current target position &;, the optimal frictional hedging
rules in (7) and (9) prescribe to trade towards weighted averages é, and éta, respectively,
of expected future target positions of &. Indeed, foreach 0 <t < T, K(¢,.) and K E(t, )
specify nonnegative kernels which integrate to one over [¢, T'], and so £ and £ average out
the expected future positions of &. For £2 one chooses a convex combination of this average
of & with the expected terminal position E7, where the weight shifts gradually to Er as
t 1 T since l/cosh(tk(t)) 1 1 in that case.

According to Egs. (7) and (9), the optimal tracking rate trades towards these targets
at a speed proportional to their distance to the investor’s position at any time. The coef-
ficient of proportionality is controlled by both the cost parameter x and the remaining
time-to-maturity 7' — ¢. For the unconstrained solution in (7), since lim, 47 tanh(z* (z)) = 0,
trading slows down when approaching the final time 7'; in other words, towards the end,
the investor does not worry about tracking £ anymore, but seeks to minimize trading costs.
This becomes intuitive when comparing the effect of early interventions to later ones: with
early interventions the investor ensures that she stays reasonably close to the target for the
foreseeable future, but late interventions only can impact the investor’s performance for very
short periods and therefore do not warrant, at least asymptotically, the associated costs. For
the constrained solution in (9) by contrast, we have lim,TT coth(t¥(¢)) = +o0 and so the
optimal strategy trades with increased urgency towards S . which itself is easily seen to
converge to the ultimate target position E7 = lim/47 S, P-a.s. (cf. Proof of Theorem 3.2 in
Sect. 5).

Our tracking result generalizes an observation from Garleanu and Pedersen [12] from their
homogeneous Markovian optimal investment problem to a general hedging problem with a
general predictable target strategy &, also allowing for a random terminal portfolio position
Er. It also sheds further light on the general structure of optimal portfolio strategies in
markets with frictions. Indeed, the description of (asymptotically) optimal trading strategies
obtained in Kallsen and Muhle-Karbe [17], Moreau et al. [20], or Guasoni and Weber [14,15]
prescribe a reversion towards the frictionless strategy & itself, not towards an average such as
£ or £8. For sufficiently smooth &, e.g., of diffusion type, this is still optimal asymptotically
for small liquidity costs as then these averages do not differ significantly from &. The next
section, however, shows that this is no longer the case when we allow for singularities in the
reference strategy.

Finally, our representations (8) and (10) for the values of the tracking problems (3) and (4),
respectively, show how these depend on the initial position x and the L2-distance between
the target £ and the respective signal processes é‘ and éz It also reveals the importance
of the signals’ quadratic variation (§), (§E) which can be viewed as a measure for how
effectively one can predict the target positions £ and Er. To the best of our knowledge, the
key role played by the signals S S € was not observed in the general theory of stochastic
linear-quadratic control problems as discussed, e.g., by Kohlmann and Tang [18].

Remark 3.1 As mentioned in the description of our problem setup in Sect. 2, the quadratic
cost term in our objective function in (2) is due to linear temporary price impact as in the model
proposed by Almgren and Chriss [2]. In this regard, one might likewise extend the objective
functional also in order to account for expected costs resulting from linear permanent price
impact (cf. in Almgren and Chriss [2]). This would lead to the inclusion of the additional

term )
T
E|:9 (/ u,dt)j|:9]E[(X%—x)2] (an
0
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for some constant & > 0. For the constrained problem in (4), this extra cost term obviously
does not depend on the strategy and is thus irrelevant. For the unconstrained problem in (3),
these extra costs can be regarded as a penalization term forcing the final position X7. to be
close to the initial position x. For ease of exposition, we refrain in the present paper from
inducing this additional term, since our main intention here is to outline the key role played
by the optimal tracking signals £, E% in the description of the optimal control as well as
the corresponding minimal costs. A more general setup allowing for stochastic price impact,
stochastic volatility and a penalization on the terminal position as in (11) is left for future
research.

4 Tllustrations

In this section we present a few case studies illustrating the structure of the optimal hedging
strategies we found in Theorems 3.1 and 3.2. The first two case studies are simple determin-
istic toy examples which allow us to understand the effect of jumps as well as of initial and
terminal positions. The final case study considers a discretely monitored Asian option where
random jumps in the reference hedge occur naturally.

In the first two cases we assume the initial position to be x = 0 and consider a time horizon
of T = 1 when, in the constrained case, the position has to be liquidated, i.e., E7 = 0. We
depict & along with its averages £and £8, respectively, as well as the corresponding optimal
frictional hedges X and X&. We alsoinclude a “myopic” benchmark strategy X which directly
targets & (without final constraint) given by
%(St —X)dt, 0<t<T,
in order to compare with analogous strategies considered in Guasoni and Weber [14,15],
Moreau et al. [20], Rogers and Singh [24], and Kallsen and Muhle-Karbe [17].

dX, =

number of shares
3.0

251
20 e

15 S s<

1.0 == ~

05 .

L ~
I I

0.0

L L time
0. 0.2 0.4 0.6 0.8

Fig. 1 Frictionless hedge & with a jump at t = T/2 (blue), corresponding unconstrained (orange, dashed)
and constrained (green, dashed) targets & and & g, respectively, as well as the corresponding frictional hedges
X (orange line) and X g (green line). The myopic benchmark hedge X is plotted in red
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number of shares
41
2 L
0 - 77 / ST time
= == .6 0.8 1
20
—4 |

Fig. 2 Frictionless hedge & with a singularity at 1 = 7/2 (blue), corresponding unconstrained (orange,
dashed) and constrained (green, dashed) targets & and & =, respectively, as well as the corresponding frictional
hedges X (orange line) and X € (green line). The myopic benchmark hedge X is plotted in red

4.1 Frictionless deterministic hedge with a jump

In our first case study we consider a deterministic target strategy & (solid blue line in Fig. 1)
which can be viewed as a stock-buying schedule that prescribes to hold one stock until
time 7°/2 when the position is doubled by a Jump One can observe that the effective target
strategies £ andé of the optimal controls & and it =, respectively, are smoothing out the jump
of &. The target EE additionally takes into account the liquidation constraint E7 = 0 of the
agent’s position until maturity 7. As expected, the optimal frictional hedges X and X are
indeed anticipating the upward jump of the target strategy & at t+ = T'/2 by building up their
positions beyond the actual current position of & even before the occurrence of the jump.
This is not the case for the myopic benchmark strategy X which increases its position much
more slowly and exhibits a kink when the jump occurs after which trading speed picks up
significantly. Finally, the optimal holdings X Z in the constrained setting, where the position
has to be unwound ultimately, are decreasing when time approaches maturity and end up in
the final desired position X ? = 0.

4.2 Frictionless deterministic hedge with a singularity

The second target strategy & (solid blue line in Fig. 2) is again deterministic and also exhibits
a singularity midway at t = 7/2, this time, however, it is a jump from —oo to +00. Once
more, one can observe that the effective target strategies £ and £% of the optimal controls i
and 712, respectively, are smoothing out the singularity of £. Again, the target é € additionally
takes into account the liquidation constraint E7 = 0 of the agent’s position until maturlty
T. In contrast to the benchmark strategy X, the optimal frictional hedges X and X are
anticipating the singularity of the target strategy & at t = T /2 by gradually building up
their positions before the singularity occurs. Actually, they are trading away from the current
target positions of & for some time prior to 7 /2. This is in stark contrast with the myopic
benchmark strategy which keeps selling short more and more intensely even milliseconds
before the reference strategy jumps to +oo.
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4.3 Discrete Asian option

In this final example we investigate a situation where the target strategy & is stochastic and
exhibits a random jump. Specifically, we consider hedging a discrete Asian call with maturity
T > 0 in the Bachelier model where the underlying risky asset S is modeled by a Brownian
motion with volatility o > 0:

S[:S0+GW1, Ofth
For simplicity, we assume that the average is discretely monitored over two fixing dates 7' /2

and 7. That is, the payoff at maturity 7 is given by

| +
H = (E(ST/Z +87) — K)

for some strike K € R. The Bachelier price of the discrete Asian option at time ¢ € [0, T)
can be computed as

—K
o /5T/8 = gos( W)jus, (T/T) S 0<t<T/)2
YT =19 (M2025) 4 (3Sra+ 80 - K)o (P2225)  rp<i <7

where ¢ and ® denote the density and the cumulative distribution function of the standard
normal distribution, respectively. Accordingly, the frictionless delta-hedging strategy is

Ty =

Si—K
- d)(in %r/s_)’ 0<1<T/2
- 1 Stp+8—2K

Note that the delta-hedge exhibits a negative random jump at time 7'/2 since

1 Sti2— K
Er, —&r_ —hmé —hmé __,q>(7)_
Ch S S S RPN

We assume that the initial position x coincides with the initial frictionless delta, i.e., e.g.,
= 1/2 in the case of an at-the-money option with K = Sp. This allows us to focus on
the hedging performance itself and avoids distortions from the initial built up of a sensible
hedging position. As before, the terminal position will be allowed to be either unconstrained
or mandating liquidation, i.e., uT =0.
The effective targets z} and 5 € of the optimal frictional hedging strategy in (7) and (9),
respectively, can be explicitly computed:

28— K) | sinh(z* (T/2))
;-1® () (- $5E) - 0=r <772,
t T/2<t<T,

and

2(8,—K) 1 cosh(r¥ (T/2)+1
@ (45\/5}/27—4) (1 2 cosh(z 1) ) 0=t<T/2
(-

1
) T/2<t<T.
Observe that the Bachelier delta-hedge & is a martingale on [7/2, T'] and thus the signal
& coincides with it in this period. However, the optimal target £ differs from the frictionless

hedge & on [0, 7' /2] since it is anticipating and systematically smoothing out the random jump
at T/2 whose size is determined by the option’s moneyness at this point. The constrained
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n
]
© »
a / 7]
5 05 i’ AT . o
‘S i R "\'\ I ] "\ A [N = : <|>)‘
S i . VW i
g ¢ o “{v L% \ “ “,)".’ ", . \ '1'.’ 8
\, [ N
£ ! g . Y ‘u f E
2 -l’\.\.*'t'“w‘\,‘ )
. I}
‘\\"r..p.\_ "
0 'y 0
| | | |
0.0 0.2 0.4 0.6 0.8 1.0

time

Fig. 3 Frictionless hedge & with a jump at t = T /2 (blue), corresponding unconstrained (orange, dashed)
and constrained (green, dashed) targets Eand £E, respectively, as well as the corresponding frictional hedges
X (orange line) and X8 (green line). The myopic benchmark hedge X is plotted in red. The moneyness is
indicated by the light gray line

target £8 anticipates the liquidation requirement at maturity which plays a more and more
dominating role after time 7 /2.
Again, the myopic benchmark strategy

~ o ~
dX, = —(¢& — Xpdt, 0<t<T
t \/E (& ) =1 <
is not taking into account the random jump at time 7'/2 and keeps on tracking the frictionless
delta-hedge even milliseconds before 7'/2 (see Fig. 3).

5 Proofs

In order to prove our main Theorems 3.1 and 3.2 we use tools from convex analysis. Note
that the performance functional u +— J (1) in (2) is strictly convex. Given a control u € %
recall the definition of the Gateaux derivative of J at u in the direction of w € L2(P ® dt):
o Ju+pw)—J(uw)

m .

(J (), w) £ li
p—0 0

The following lemma provides an explicit expression for the Gateaux derivative of our per-
formance functional J:

Lemma 5.1 Foru € % we have

T T
(J'(w),w)=E |:/ Wy (Kus —I—/ (X — S,)dt) dsi|
0 s

forany w € L*>(P ® dr).
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Proof Let p > 0,u € % and w € L*(P ® dt). Note that X; """ = X" + p Jy wsds. Then,
we have
T t
J(w + pw) — J(u) = pE |:/ Ku;w; + (/ wsds) Xy - S,)dt]
0 0
e (T 1 [T t 2
+ p°E f/ w,2d1+7/ (/ wsds) dt|.
2 Jo 2Jo \Jo
T '
(J'(w),w)=E [/ Kugwy + (/ wsds) Xy — St)dt] .
0 0

Note that due to Fubini’s Theorem we can write the second part of the above integral as

T ' T T
/ (/ w.gds) (X} —&)dt = / (/ (X — S,)dt) wyds
0 0 0 s

which finally yields the assertion. O

Hence,

Let us next derive necessary and sufficient first order conditions for problems (3) and (4).

Lemma 5.2 (First order conditions)

1. Inthe unconstrained problem (3), a controlii € % withX & X  minimizes the Sfunctional
J if and only if X satisfies

. 1 .
X[):.X, dX[: 7(Xt_$[)dt+thf0r0§tS T, XT :0, (12)
K

for a suitable square integrable martingale (M;)o<;<T- X
2. In the constrained problem (4), a control ii € ?/XE with X £ X" minimizes the functional
J if and only if X satisfies

. 1
Xo=x, dX,=—-(X; —&)dt+dM; forO <t <T, Xr=ZEr, (13)
K
for a suitable square integrable martingale (M;)o<; <.

In other words, the first order conditions in (12) and (13) are taking the form of a coupled
linear forward backward stochastic differential equation (FBSDE) for the pair (X, u):

dXt = Mtdt,
1
du, = ;(X[ — §t)dt + dM[,
with some square integrable martingale M subject to

ur =0 unconstrained case,

Xo = x and _ .
X7 = Er constrained case.

Proof (1) We start with the unconstrained problem (3). Since we are minimizing the strictly
convex functional u + J(u) over %, a necessary and sufficient condition for the optimality
of it € % with corresponding X" = x + [ ilyds is given by

(J' (), w)y =0forallw € %
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(cf., e.g., Ekeland and Témam [8]). In view of Lemma 5.1 this means that &t € % is optimal

if and only if
T T
E |:/ Wy (Kﬁs +/ Xy — 5,)dt) ds] =0 (14)
0 s

for all w € % . We will now show that the first order condition in (14) is satisfied (i.e., i € %
is optimal) if and only if X # gatisfies the dynamics in (12).

Necessity Assume that u € % with Xt = x + fO iiyds minimizes J, i.e., condition (14)
is satisfied by #. Then, by Fubini’s Theorem and optional projection, we also get that

T T
E |:/ Wy (Kﬁx +E |:/ (X} —&)dt 9‘{|) dsi| =0
0 s

for all w € % . However, this is only possible if
,?;j| dP ® ds-a.e.on Q x [0, T]. (15)

1 r .
4= —1E [/ (XE — &)ds
K s

Hence, by defining the square integrable martingale

T
M; 2 E [/ (X} — &)dt
0

%] 0<s<T, (16)
we obtain the representation
5
Uy = —— (MS —/ (X — é,)dt) dP ® ds-a.e.on Q2 x [0, T], 17
K 0

in other words, X" satisfies the dynamics in (12). In particular, Xg = x and X% =ur =0
P-a.s.

Sufficiency Assume now that it € % with corresponding X i satisfies the dynamics in (12)
with X5 = x and X7 = 0 P-a.s. Note that the unique strong solution to this linear FBSDE
in (12) is indeed given by (15) or, equivalently, by (17). However, using this representation
of & and applying Fubini’s Theorem yields

T T T
E |:/ Wy (Kﬁs +/ Xy — Et)dt) dsi| =K [/ wg (M1 — Ms)dsi|
0 s 0
T T
=]E|:/ wsE[Mr _Ms|ys]dsi| = / E [ws (E[MT|Z5] — My)]ds =0
0 JO

for all w € %, since M is a martingale. Consequently, the first order condition in (14) is
satisfied and & € % is optimal.

(2) Similar as above, a necessary and sufficient condition for the optimality of 2% € %2
with corresponding X%~ = x + Joifds satistying X%n = Er P-a.s. for the constrained
problem (4) is given by

(J'@%), w) =0 forall w € % .

In contrast to the unconstrained case, observe now that we have an additional constraint on
w. Again, in view of Lemma 5.1, we get that #® € %~ is optimal if and only if

T T
E [/ w; (Kff +/ (X" — g,)dr) ds] =0forall w e %,). (18)
0 s
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We will now show that the first order condition in (18) is fulfilled (i.e., 22 € %XE is
optimal) if and only if X satisfies the dynamics in (13).

Sufficiency Assume that 1% € %XE with corresponding X i satisfies the dynamics in (13)
with ng =xand X ‘}: = Er P-a.s. That is, we have the representation

= = 1 (1 .g
s =ag + ;/0 (X —&)ds+ M, dP®dr-ae.onQ x[0,T)

for some square integrable martingale (M;)o<; < 7. From 4%, & € L3P @ dr), it follows
that E[ fOT M?ds] < oo. Defining the square integrable martingale

T =
NELE [/ (X® — g)dt
0

JOZS]v 0<s=<T,

the above representation of 4% yields

T ~ T =
E[/ Wy (Kﬁs +/ (X7 —s,)dt) ds]
0 s

T
=E |:/ Wy (KﬁOE + N;‘ +ICMA<) ds]
0

T T
=E [(Kﬁg + N}E)/ wsds:| + «E |:/ wsMde]
0 0

=0 forall w € %)

by virtue of Lemma 5.3 below. Consequently, the first order condition in (18) is satisfied and
4= € %F is optimal.

Necessity As shown in the proof of Theorem 3.2 below (which does not use the necessity
assertion of the present lemma), the optimal control 7€ in (9) satisfies the dynamics in (13).
Moreover, by strict concavity of the objective functional in (2), the solution to problem (4)
is unique. Therefore, the assertion is indeed necessary. O

The following technical lemma is needed in the proof of Lemma 5.2 for the constrained
problem (3).

Lemma 5.3 Let M be an adapted cadlag process on [0, T) with E[fOT Mszds] < 00. Then,

T
E [/ wsMSds] =0 forall w € % (19)
0
if and only if M is a square integrable martingale on [0, T).

Proof First, assume that M is a square integrable martingale on [0, 7') with E[ fOT M szds] <
00. Consider a w € %00 such that w = 0 on Q x [T — ¢, T] for some ¢ > 0. Then, by
applying Fubini’s Theorem we have

T T—¢ T
E |:/ wsMsds:I =E |:/ wSIE[MT_5|f;75]dsj| =E |:MT—5/ wsdsi| =0.
0 J0O 0

Now, letw € %00 be arbitrary and consider an approximating sequence (w™),>1 C %00 with
w™ =00onQ x [T —e¢,, T for some &, J 0 such that w® - win L2(Q x [0, T], PR dr)
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for n — oo. Then, by the Cauchy-Schwarz inequality we obtain

T
lim E [/ |(w™ — wS)MS|ds] =0.
0

n—o0

T T
E [/ wSMSa’s:I = lim E [/ w§")MSds] =0,
0 n—oQ 0

where the last identity follows from our initial consideration for ws with supportin [T —e¢, T],
& > 0. Hence, the condition in (19) is satisfied.

Conversely, assume now that the condition in (19) is satisfied. We have to show that M is
a square integrable martingale on [0, T). Let0 <t <u < T, A € .%,, be arbitrary. For any
& >0suchthatt + ¢, u + & < T we define

Consequently,

1
wi(a)) £ IA(CU)E (l[t,t+e] (s) — 1[u,u+e](5)) on Q x [0, T].

Obviously, w is progressively measurable, in L2(P ® ds) and satisfies fOT wyds = 0 P-a.s.
Hence, by assumption (19) we have

T 1 t+e 1 u+e
0=IE|:/ w?Msdsi|=IE|:1Af/ Msdsi|—IE|:1Af/ Msds:|.
0 & Jt & Ju

Passing to the limit ¢ |, 0, we obtain by right-continuity of M,

0=TE[la(M, —M,)] forall 0 <t <u <T.

Consequently, M is a martingale on [0, 7). By assumption, we have that E[ fOT Mszds] < o0
which implies that M is square integrable on [0, T'). O

Now, we are ready to prove our main result by simple verification. We start with Theorem
3.1 for the unconstrained problem (3).

Proof of Theorem 3.1 We divide the proof in two parts. First, we prove optimality of the
solution given in (7). Then, we compute the corresponding minimal costs given in (8).

Optimality of (7): In order to show that our candidate in (7) is the optimal solution for
problem (3), we need to check the first order condition in Lemma 5.2(1). For this, define the
processes

t
Y, 2 / £, cosh(t*(s))ds and M; 2 E[Y7| %], 0<t<T.
0

Since Y7 € L2(IP’) we have that (M,)0<,<T isa _square integrable martingale. Moreover,
note that Y, M € L?(P ® dr). Hence, the process S in Theorem 3.1 can be written as

~ 1 -
e (M, - Y,) dP ® di-ae.on Q x [0, T) (20)
with corresponding dynamics
: _coth(t"(t)) g 1 -
A = === G = Edr e dMy on [0.T), @1
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Due to Lemma 5.5(b), we know that § € L%(P ® dt). Now, the density of the solution from
(7) satisfies

1 . | S

iy = ——(1 — tanh(z* (1)) (g, - x,) an+ tanh(z* (1)) (ds;, - dx,)
1 (/n | i

= ; ((Xt — SI) dr + mdM;) dP ® dt-a.e. on Q x [0, T],

that is, u satisﬁe§ the BSDE-dynamics in (12). Obviously, it holds that )2’0 = x. Solving
equation (7) for X yields upon differentiation

. 1 sinh(t“(¢))
Uy = ———=

/i cosh(z<(0)) "

t : K T
_ 1sinh(r’((t))/ és sinh(t*(s)) 1 M, —-Y,;
K 0

coh (@ ()2 ¥ K o) 22

and we observe thatlim;47 i1; = 0P-a.s., i.e., the terminal condition in (12) is indeed satisfied.
It remains to show that i € L2(P ® dr). Since M,Y e L2(P®d1), it suffices to observe that
sinh(t*(s))/ cosh(t* (5))? is bounded and therefore

T ¢t sinh(z*(s)) 2 T oo 2
IE|:/0 (/o Ssm‘”) di = constiE /0 (/0 |$s|dS) dt

2

T
< const — Q.
2

22
||5||L2(P®dz> <

Computation of minimal costs To compute the minimal costs associated to the optimal
control & given in (8), note first that # € L*(P ® dr) implies X € L*(P ® dt) and thus
J (1) < oo. For ease of presentation, we define

c(t) £ /ktanh(z¥ (1)), 0<t<T,

so that i1, = c(t)(é, -X +)/k. Hence, the minimal costs can be written as
1T . 1 (T
0> J@)=E f/ (Xy — &)%ds + f/c/ i2ds
2 Jo 2 Jo
1 t sy t “ 1 t )
1 ! A 1 ! A A
+—E / c(s)’€2ds | — ~E / c(s)> X &ds
2K 0 ' K 0

1 ! 242
+§IE |:/0 c(s) Xsds“ , (23)

due to monotone convergence. Observe that, using integration by parts and the dynamics of
& from (21), we have, forallt < T,

t
Elc(1)X?] = c(0)x* + %IE U c(s)z}zsésds}
0
1 t N t N
- -E |:/ c(s)zdes] —-E |:/ des]
K 0 0
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as well as
t t
Ele)R,E] = cObox + ~E [ / c(s)zéfds} -E [ / f(sssds]
K 0 0
and

£21 £2 1 ! 282 s
BleE =0 + B | | cwEas| 28] | Eeds

+E [/[ éfds} +E [/[ c(s)d(é)s:| .
0 0

Using these identities, we can write (23) as
J@) =tim | 20— )% + 1B /t(é £
00 > =lim{ - - = —
D =lim |06~ e 3B | Goerds
1 ! A 1 N A
+5E c(s)d(&)s | — EC(t)E[(Xz — &)1t - (24)
0
To conclude our assertion for the minimal costs in (8), observe that
EICR — &)%) <2 (BLX?1 + EIE2))
and let us argue why

lime()E[X?] =0 and limc()E[E?] = 0. (25)
T T

By Jensen’s inequality, we have

t T
E[X}] < tE [/ ﬁfds} < T]E[/ ﬁ?ds] < 0.
0 0

Hence, due to lim;7 ¢(t) = 0, the first convergence in (25) holds true. Concerning the
second convergence in (25), we use the representation in (20) for é to obtain, again with
Jensen’s inequality as well as the Cauchy-Schwarz inequality,

c(r)

Kk sinh(t¥ (1))?2
()

~ K sinh(t¥ ()2

. c(t) E T N 2
= ke sinh(z¢(1))2 (/{ &; cosh(t* (s)) s)

cosh(z*(0))? l 7 pE [/T 24 }
~ ik cosh(t¥ (1)) sinh(z¥(t)) .

K 2 T
< cosh(rO)" [/ 3ds] — 0,
cosh(t¥ (1)) P 1T

0 < c(HE[EH = E[(M; — Y;)*]

E[(Yr — Y;)*]

where for the last inequality we used that sinh(z) > t for all r > 0. In other words, also the
second convergence in (25) holds true. This finishes our proof of the representation of the
minimal costs in (8). O

Next, we come to the proof of Theorem 3.2 concerning the constrained problem (4).
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Proof of Theorem 3.2 Again, we will proceed in two steps. First, we prove optimality of the
solution given in (9). Then, we compute the corresponding minimal costs given in (10).

Optimality of (9): The verification of the optimality of XE=x+ fO u tEdt in Theorem
3.2 for the constrained problem (4) follows along the same lines as in the unconstrained case.
Again, we have to check the first order condition in Lemma 5.2(2). For this, we define the
processes

1 ! ~ =
S ﬁ/ £ sinh(z“(s))ds and M, 2 E[Yr + Er| %]
0

forall0 < ¢ < T. Since Y7, Er € L2(P), we have that (MIE)Osth is a square integrable
martingale. Moreover, note that Y, ME ¢ LQ(JP’®d t). Hence, the process é € in Theorem 3.2
can be written as

- 1 - =
e —— (M - Y) dP ®dt-a.e.on Q2 x [0, T 26
& = iy W7 7)) dare [0.71 26)
with corresponding dynamics
- tanh(t*(¢))
déf = ——————
JK
In particular, we observe that é Ee? (P ®dt). Similar to the unconstrained case above, one
easily checks that

N I ~g
duy = —(X7 —&§)dt + —

. 1 o
(Et — St )dl + mth on [0, T] (27)

1 1
K sinh(7%(r))

that is, 4% satisfies the dynamics in (13). Obviously, it holds that X§ = x.
Next, we have to check the terminal condition in (13), that is, lim;47 X tE = E7 P-as. In

Il;ltE dP ® dt-a.e.on Q x [0, T),

=

order to show this, first note that we can consider a cadlag version of (5,3)05,57 due to its
representation in (26). Hence, since Er is .#7_-measurable by assumption (5) we obtain the
P-a.s. limit

63}

liméE = E[Er|F7r-] = Er

1T

in (26). In other words, for every ¢ > 0 there exists a random time Y, € [0, T') such that
P-a.s.
Br —e<§° <Er+e forallt e[, Tl

For lim, 47 )A( € — By P-as., it clearly suffices to show that for any ¢ > 0 it holds that

lirnsup)A(E < Er+e¢ and hmlnff(E > EBr —¢e P-as.
T T

Define X7 L EBr4+e— )A(,: so that éta — )A(,: < X{ P-a.s. fort € [Y,, T). This yields
SE 1 2B SE
dX! = —-dX/ = _W coth(t* (1)) (&° — X;*)dt
> b coth(z* (1)) X7 dt.
N

Moreover, note that for all @ € €2 the linear ODE on [Y¢(w), T') given by

1
dZ; = ———= coth(t“ (1)) Z:dt, Zv,(w) = X%S(w)(a)),

Je
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admits the solution

1

7= X5, exp( NN coth(r"(s))ds) =X§Q%’ =

with lim;4+7 Z; = 0. By the comparison principle for ODEs, we get P-a.s. X! > Z; for all
t € [Ye, T). Hence,

liminf X7 > hmZt =0 P-as.,
T

4

that is, lim sup,TT E < Er + € P-a.s. Similarly, define 5(;" Br — )A(E and observe

as above that P-a.s. on [ Y, T') we have
veE 1 K vE
dX; < —7/? coth(t* (1)) X, dt.

Again, as above by comparison principle we obtain

lim sup f(f <0 P-as.,
T

ie., liminf 47 )2,3 > Br — ¢ P-a.s. as remained to be shown for (13).

Finally, we have to argue that 7% € L?(P ® dt). For this, we may assume Wlthout loss of
generality that x = 0. Moreover, let us denote 75 2 38 X588 £ X8 gnd £84 £ £8 o
emphasize also the dependence on the given target process E. With this notation it holds that

£ — B0 4 [08

Hence, we have to show that 729 € L2(P ® dt) and %€ € Lz(]P’ ® dt).
Concerning i~ 0. observe that, using S, = &,/ cosh(z¥(t)) with B, £ E[E7|.%],
0 <t < T, as well as the explicit solution X, % for the ODE in (9), we obtain

.z0 _ coth(t" (1)) g,
ul «//? (5[ - X )
_ coth(z(¢)) ( - %fﬂt»duéoﬁ 0

JK
t Loth(r (u)) X3 colh(t (1))
d du 25
o o u / Jo "gEE o)

_ cosh(z“(?)) .z, cosh(t (1)) E ds
N ﬁsinh(t"(O)) 0 K 0 cosh(vc’((s))2
cosh(t (1)) 2
+ JK o sinh(27¥(s))

dE;, (28)

where we used integration by parts in the second line. Obviously, the first two terms in (28)
belong to L2(P ®dt). The third term is in L2(P ® dr) since, using Fubini’s Theorem as well

@ Springer



234 Math Finan Econ (2017) 11:215-239

as sinh(t) > 7 forall T > 0, we get

Tt 248, \? >
E|:/0 (/0 M) :| |:/ / (smh(Zr"(s))) d(n>‘vd{|
2| [ (i) 4| ==
smh(21:"(9))

/ dE[E2]
=K < X
0

[I]

T —s5
by assumption (5).
Concerning 1%¢, we use the explicit expressions for é‘to “ and X ?,g to obtain in (9) that

06 _ ol () oe o
up - = J (gt X, )
_cosh(z*(r)) — 1 T - _
= e sinh (< () [/t &K (t,u)du‘J,]
cosh(z*(r)) [* cosh(t*(s)) — 1
_ P /0 Sinh(TK(s))2 [/ SuK (s, u)du’ ]ds (29)

Note that all the ratios in (29) involving the functions cosh(-) and sinh(-) are actually bounded
on [0, T']. Moreover, we have by Lemma 5.5(c) below that

T
E [/ £, K2, u)dulf/}] cLXP@di),
t

as well as, using Jensen’s inequality,

[ (][ arromaln] ) o]
< %ZE |:/0T (IEI |:/T guKE(s,u)du‘fs])zds} < 00.

Together, this shows 4% € L*(P ® dt) as desired.

Computation of minimal costs Now, we compute the minimal costs associated to the
optimal control & given in (10). We will follow along the same lines as in the unconstrained
case above. First of all, note that 2% € Lz(]P’ ® dt) implies XE € L?(P ® dr) and hence
J (1) < oo. For ease of presentation, we define

c(t) 2 Jiccoth(z“(1)), 0<t<T,

ie., ﬁ,s = c(t)(é,@,E - X ,E) /k. Analogously to the unconstrained case above, we can write
J(@%) as

- 1 Am 1 ~m
00 > J (@) = lim [Ec(oxx —&7+ 3B [/ 5 - sozds]
1 ! o 1 0B £E\2
+3B /0 )%, | - Je@RIGE -2 G0
To conclude our assertion for the minimal costs in (10), observe that

EIXE - 5% =2 (BIRE — 871 + EI(E: - §9)71).
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where B, £ E[E7|.%],0 <t < T, and let us argue why
gn% c(DE[(XE —8)* =0 and }iTan c(DE[(E —EE)* 1 =0, (31)

Concerning the first convergence in (31), Jensen’s inequality, monotonicity of the function
cosh(-) as well as the estimate sinh(zr) > t for all T > 0 yield

c(HE[XE — B)%] < cOE[(XE — XE)?

K T 2
_ kcosh(z (0))%(/ ﬁSEds) }
T —t ]
T -~
< k cosh(t“(0))E [/ (ﬁf)zds] — 0, (32)
p T

since By = )A(% and 4% € L2(P Q dr).
Concerning the second convergence in (31), we insert the definition for é € to obtain that

)

cosh(r“ (M) —=1Y* cosh(z¥ (1) —1)? T, s

2k (cosh(t(r)) — 1)?
~ cosh(t¥ (1)) sinh(t¥(t))
: K K _ T
2 sinh(7¥(0)) COS%I(‘L' (1)) 1IE |:/ Sfdu]
cosh(t¥(t))  sinh(t¥(1)) p

c(DEI(E, —£7)7]
K _ K _ T
. |:(cosh(1' ) =1 _ cosh* (1) 1E[/ & K50 ud
t

1]

cosh(t¥(1)) cosh(z¥(1))

E[E3]

— 0,
T

since E7 € L2(P), & € L>(P ® dt) and lim,47 (cosh(t*(t)) — 1)/ sinh(z* (t)) = 0. Con-
sequently, also the second convergence in (31) holds true. This finishes our proof of the
representation of the minimal costs in (10). ]

The next lemma shows that the set %XE is not empty under the assumption (5).

Lemma 5.4 For Er € L%(P, #1) we have that %XE # & if and only if condition (5) holds,

=2
i.e., if and only iffOT d]?[;t’] < oo with B, 2 E[B7|F 1 forall0 <t <T.

Proof Let E7 € L2(IP’, Z71). We first prove necessity. Assume there exists u € %XE, ie.,
u € L2(P ® dt) such that

T
X‘}:x—l—/ ugds = 2.
0

Then, applying Fubini’s Theorem, we obtain

TdE[g?] 1 T 1
= —(E[E2] — E[E2 E[E2 — &2 )
A =7 (EIE]] [0D+A (87 — &1 ( 7—
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Moreover, E[E7. — E2] = E[(Er — E)?] < E[(X% — X)?] due to the L>-projection
property of conditional expectations. Hence, we get

T4E[E2] 1, . T T 2 1
/0 - < ?(IE[.:T]—]E[.:‘O])-I-/O E ([ urdr) d(T—s)
T T 2
- E[E2] — E[E3]) + E / ! / updr) ds| < oo
=7 ElEr -0 o \T—s /),

by 7 € L*(P) and Lemma 5.5(a).
For sufficiency, simply consider the optimizer #* from Theorem 3.2 which we proved to
be in %XE under the condition (5). O

The final lemma collects estimates concerning the L?(P ® dt)-norm which are needed
several times in the proofs above.

Lemma 5.5 Let (¢)o<i<T € L2(PQdt) be progressively measurable. Moreover, let K (¢, u),
K E(t, u), 0 <t <u < T, denote the kernels from Theorems 3.1 and 3.2, respectively.

a) Forg & ﬁ ftT Leds, t < T, we have

IS 2poan < 211 L2p@ar) -

b) For (X 2 B[[T ¢, K (1, u)dulF,), t < T, we have

K
1S5 2 pedan < <l ll2@earn

for some constant ¢ > 0.
¢) For¢gk™ & IE[ftT CuKE(t, w)du|.F ), t < T, we have

KE
1E% Nz2@eean = cllE2@earn

for some constant ¢ > 0.

Proof a) By Fubini’s Theorem and the Cauchy-Schwarz inequality, we have

112 =E_/T/T;; /W (])Zdtdrds
L2(P@dt) o Jo % T —¢
2
= drds}_ﬂa[(/ m”
sl [0 [art
=2]E|:/0 ;S(iT—s/X g“rdr>dsi|

< 21¢ N 2 poan) 13 I 22 (Pear)

dsdr]

and hence the assertion.
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b) First, assume that (;)o <; < r is deterministic, and so {,K = ftT Cu K (¢, u)du. By similar
computations as in (a) we obtain

IcX12,,, = ! T;; " K K s)didrds
Lan = Jo Jo > Jo ’ N

T T
< / / &l 1 cosh(t*(r)) cosh(t” (s)) coth(t“ (r A $))drds
o Jo NZ3

T K r
= 2/ I cosh(’ (r)) / £y cosh(t” (s)) coth(t* (s))dsdr
0 NG 0

T
=2 / ¢ cosh(t* (s))*¢ X ds
0

< 2cosh(T(0)21Z Il .2 1 X 1 22 ar)

ie., ||{K||Lz(d,) < cll¢ll 2(4r) for some constant ¢ > 0. Now, for general ({;)o<i<r €
L*(P ® dt) progressively measurable, we get with Fubini’s Theorem

T T T T
E[/ (;“,K)zdr]:/ / / E[E[;,lﬂt]E[gslﬁ,]]K(t,r)K(t,s)drdsdt.
0 0 t t

Again, application of Cauchy-Schwarz’s and Jensen’s inequalities yields
E[E[¢ | F]E[Es| 7] < 1S llea@lgsllipopy, @ <r.s<T.

Consequently,

T T T
||§K||iz(]p®d,) 5/0 /t /t 1Sr Il 2@y 8s l 2y K (2, 1)K (2, s)drdsdt
2

T T
_ /O (/ ||z,-||Lz<P)K<z,r>dr) dr.
t

Now, put oAl r2(p) and apply the estimate already proved for deterministic functions
to conclude
2

T T
1E5 1 2 pgar = /0 ( / ;rK(r,r)dr) dt

T T
=< C/O |§t|2dt = C/O IE[{;]dt = C”§”i2(ﬂ”®d1)'

c¢) Jensen’s inequality and Fubini’s Theorem give
- T T T _
I ||iz(P®d,)=E[ /0 @K )Zdr]s /0 / El¢21K (1, u)dudi

T u
:/ E[gj]/ KE&(t, u)dtdu.
0 0

Now, using cosh(z) — 1 > r2/2 for all T > 0, we get
u - u : h K
0< / KE(t, wydt = sinh(z” ()
0 0 ~/k(cosh(z¥(r)) — 1)
- sinh(t*(u)) [* 2« di <2J% sinh(t* (1)) 1
JK o (T —1)? T—u T
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Thus, the above integral over K € is bounded uniformly in 0 < u < T by some constant
¢ > 0, and so

- T
15512 gy = € /0 ELE21du = ¢ 1122
yielding the assertion in (c). O
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