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Preface

Introduction

This book presents and develops major numerical methods currently used for solving
problems arising in quantitative finance. Our presentation splits into two parts.

Part I is methodological, and offers a comprehensive toolkit on numerical meth-
ods and algorithms. This includes Monte Carlo simulation, numerical schemes for
partial differential equations, stochastic optimization in discrete time, copula func-
tions, transform-based methods and quadrature techniques.

Part II is practical, and features a number of self-contained cases. Each case
introduces a concrete problem and offers a detailed, step-by-step solution. Computer
code that implements the cases and the resulting output is also included.

The cases encompass a wide variety of quantitative issues arising in markets for
equity, interest rates, credit risk, energy and exotic derivatives. The corresponding
problems cover model simulation, derivative valuation, dynamic hedging, portfolio
selection, risk management, statistical estimation and model calibration.

We provide algorithms implemented using either Matlab® or Visual Basic for
Applications® (VBA). Several codes are made available through a link accessible
from the Editor’s web site.

Origin

Necessity is the mother of invention and, as such, the present work originates in class
notes and problems developed for the courses “Numerical Methods in Finance” and
“Exotic Derivatives” offered by the authors at Bocconi University within the Master
in Quantitative Finance and Insurance program (from 2000-2001 to 2003-2004) and
the Master of Quantitative Finance and Risk Management program (20042005 to
present).

The “Numerical Methods in Finance” course schedule allots 14 hours to the
presentation of Monte Carlo methods and dynamic programming and an additional
14 hours to partial differential equations and applications. These time constraints



Xvi

seem to be a rather common feature for most academic and professional programs in
quantitative finance.

The “Exotic Derivatives” course schedule allots 14 hours to the introduction of
pricing and hedging techniques using case-studies taken from energy and commodity
finance.

Audience

Presentations are developed at an intermediate-advanced level. We wish to address
those who have a relatively sound background in the theoretical aspects of finance,
and who wish to implement models into viable working tools.

Users typically include:

A. Junior analysts joining quantitative positions in the financial or insurance indus-
try;

B. Master of Science (MS) students;

C. Ph.D. candidates;

D. Professionals enrolled in programs for continuing education in finance.

Our experience has shown that, instead of more “novel-like” monographs, this
audience usually succeeds with short, precise, self-contained presentations. People
also ask for focused training lectures on practical issues in model implementation.
In response, we have invested a considerable amount of time in writing a book that
offers a “hands-on” educational approach.

Prerequisites

We assume the user is acquainted with basic derivative pricing theory (e.g., pay-off
structuring, risk-neutral valuation, Black—Scholes model) and basic portfolio theory
(e.g., mean-variance asset allocation), standard stochastic calculus (e.g., Itd formula
and martingales) and introductory econometrics (e.g., linear regression).

Style

We strive to be as concise as possible throughout the text. This helps us minimize
ambiguities in the methodological part, a pitfall that sometimes arises in nontechni-
cal presentations of technical subjects. Moreover, it reflects the way we covered the
presented material in our courses. An exception is made for chapters on copulas and
Laplace transforms, which have been included due to their fast-growing relevance to
the practice of quantitative finance.

We present cases following a constructive path. We first introduce a problem in
an informal way, and then formalize it into a precise problem statement. Depending
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on the particular problem, we either set up a model or present a specific methodol-
ogy in a self-contained manner. We proceed by detailing an implementation proce-
dure, usually in the form of an algorithm, which is then coded into a programming
language. Finally, we discuss empirical results stemming from the execution of the
corresponding code.

Our presentation is modular. Thus, chapters in Part I offer systematic and self-
contained presentations coupled with an extensive bibliography of published articles,
monographs and working papers.

For ease of comparison, the notation adopted in each case has been kept as close
as possible to the one employed in the original article(s). Note that this choice re-
quires the reader to have a certain level of flexibility in handling notation across
cases.

What’s missing here?

By its very nature, a treatment on numerical methods in finance tends to be encyclo-
pedic. In order to prevent textual overflow, we do not include certain topics. The most
apparent missing topic is perhaps “discrete time financial econometrics”. We insert
a few cases on basic and advanced econometrics, but ultimately direct the reader to
other more comprehensive treatments of these issues.

Content

Part I: Methods

Static Monte Carlo; Dynamic Monte Carlo; Dynamic Programming for Stochastic
Optimization; Finite Difference Methods; Numerical Solution of Linear Systems;
Quadrature Methods; The Laplace Transform; Structuring Dependence Using Cop-
ula Functions.

Part II: Cases

Portfolio Selection: ‘Optimizing an Error’; Alpha, Beta and Beyond; Automatic
Trading: Winning or Losing in a kBit; Estimating the Risk Neutral Density; An
‘American’ Monte Carlo; Fixing Volatile Volatility; An Average Problem; Quasi-
Monte Carlo; Lookback Options: A Discrete Problem; Electrifying the Price of
Power; A Sparkling Option; Swinging on a Tree; Floating-Rate Mortgages; Basket
Default Swaps; Scenario Simulation using Principal Components; Parametric Esti-
mation of Jump-Diffusions; Nonparametric Estimation of Jump-Diffusions; A Smil-
ing GARCH.

The cases included are not necessarily a mechanical application of the methods
developed in Part I. Conversely, some topics in Part I may not have a direct appli-
cation in cases. We have, nevertheless, decided to include them both for the sake of
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completeness and given their importance in quantitative finance. We selected cases
based on our research interests and (or) their importance in the practice of quantita-
tive finance. More importantly, all methods lead to nontrivial implementation algo-
rithms, reflecting our ambition to deliver an effective training toolkit.

Use

Given the modular structure of the book, readers can use its content in several ways.
We offer a few sample sets of coursework for different types of users:

A. Six Hour MS Courses

Al. Quadrature methods for finance

Chapter “Quadrature Methods” (Newton—Cotes and Gaussian quadrature); inversion
of the characteristic function and the Fast Fourier Transform (FFT); pricing using
Lévy processes.

A2. Transform methods

Laplace and Fourier transforms; examples on pricing using Lévy processes and the
CIR model; cases “Fixing Volatile Volatility” and “An Average Problem”.

A3. Copula functions

Chapter “Structuring Dependence Using Copula Functions”. Case “Basket Default
Swaps”.

Ad4. Portfolio theory

Cases “Portfolio Selection: Optimizing an Error”, “Alpha, Beta and Beyond” and
“Automatic Trading: Winning or Losing in a kBit”.

AS. Applied financial econometrics

Cases “Scenario Simulation Using Principal Components”, “Parametric Estimation
of Jump-Diffusions”, “Nonparametric Estimation of Jump-Diffusions” and “A Smil-
ing GARCH”.

B. Ten to Twelve Hour MS Courses

B.1. Monte Carlo methods

Chapters “Static Monte Carlo” and “Dynamic Monte Carlo”. Cases “An ‘American’
Monte Carlo”, “Lookback Options: A Discrete Problem”, “Quasi-Monte Carlo”,
“A Sparkling Option” and “Basket Default Swaps”.
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B.2. Partial differential equations

Chapters “Finite Difference Methods” and “Numerical Solution of Linear Systems”;
Cases “An Average Problem” and “Lookback Options: A Discrete Problem”.

B.3. Advanced numerical methods for exotic derivatives

Chapters “Finite Difference Methods” and “Quadrature Methods”; Cases “An Aver-
age Problem”, “Quasi-Monte Carlo: An Asian Bet”, “Lookback Options: A Discrete
Problem”, and “A Sparkling Option”.

B.4. Problem solving in quantitative finance

Presentation of various problems across different areas such as derivative pricing,
portfolio selection, and financial econometrics; key cases are “Portfolio Selection:
Optimizing an Error”; “Alpha, Beta and Beyond”; “Estimating the Risk Neutral Den-
sity”’; “A Sparkling Option”; “Scenario Simulation Using Principal Components”;
“Parametric Estimation of Jump-Diffusions”; “Nonparametric Estimation of Jump-

Diffusions”; “A Smiling GARCH”.

Abstracts

Portfolio Selection: Optimizing an Error

We assess the impact of sampling errors on mean-variance portfolios. Two alternative
solutions (shrinkage and resampling) to the resulting issue are proposed. An out-of-
sample comparison of the two methods is also presented.

Alpha, Beta and Beyond

We compare statistical procedures for estimating the beta coefficient in the market
model. Statistical procedures (OLS regression, shrinkage, robust regression, expo-
nential smoothing, Kalman filter) for measuring the Value at Risk of a portfolio are
studied and compared.

Automatic Trading: Winning or Losing in a kBit

We present a technical analysis strategy based on the cross-over of moving averages.
A statistical assessment of the strategy performance is developed using a nonpara-
metric procedure (bootstrap method). Contrasting results are also presented.

Estimating the Risk-Neutral Density

We describe a lognormal-mixture based method to infer the risk-neutral probability
density from option quotations in a given market. The model is tested by examining
a trading strategy grounded on mispriced options.
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An ‘American’ Monte Carlo

American option pricing requires the identification of an optimal exercise policy.
This issue is usually cast as a backward stochastic optimization problem. Here we
implement a forward method based on Monte Carlo simulation. This technique is
particularly suited for pricing American-style options written on complex underlying
processes.

Fixing Volatile Volatility

We propose a calibration of the celebrated Heston stochastic volatility model to a
set of market prices of options. The method is based on the Fast Fourier algorithm.
Extension to jump-diffusions and analysis of the parametric estimation stability are
also presented.

An Average Problem

We describe, implement and compare several alternative algorithms for pricing
Asian-style options, namely derivatives written on an average value in the Geometric
Brownian framework.

Quasi-Monte Carlo: An Asian Bet

Quasi-Monte Carlo simulation is based on the fact that “wisely” selected determin-
istic sequences of numbers performs better in simulation studies than sequences pro-
duced by standard uniform generators. The method is presented and applied to the
pricing of exotic derivatives.

Lookback Options: A Discrete Problem

We compare three algorithms (PDE, Monte Carlo and Transform Inversion) for pric-
ing discretely monitored lookback options written on the minimum and the maxi-
mum attained by the underlying asset.

Electrifying the Price of Power

We illustrate a multi-agent competitive-equilibrium model for pricing forward con-
tracts in deregulated electricity markets. Simulations are provided for sample price
paths.

A Sparkling Option

A real option problem concerns the valuation of physical assets using a formal rep-
resentation in terms of option pricing. We price co-generation power plants as an
option written on the spark spread, namely the difference between electricity and gas
prices.
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Swinging on a Tree

A swing option allows the buyer to interrupt delivery of a given flow commodity,
such as gas or electricity. Interruption can occur several times on a given time pe-
riod. We cast this as a multiple-exercise American-style option and evaluate it using
Dynamic Programming.

Floating Mortgages

An outstanding debt can be refinanced a fixed number of times over a larger set of
dates. We compute the value of this option by solving for the corresponding multidi-
mensional optimal stopping rule in a discrete time stochastic framework.

Basket Default Swaps

We price swaps written on a basket of liabilities whose default probability is modeled
using copula functions. Alternative pricing methods are illustrated and compared.

Scenario Simulation Using Principal Components

We perform an approximate simulation of market scenarios defined by high-
dimensional quantities using a reduction method based on the statistical notion of
Principal Components.

Parametric Estimation of Jump-Diffusions

A simulation-based method for estimating parameters of continuous and discontin-
uous diffusion processes is proposed. This is particularly useful for asset valuation
under high-dimensional underlying quantities.

Nonparametric Estimation of Jump-Diffusions

We estimate a jump-diffusion process using a kernel-based nonparametric method.
Efficiency tests are performed for the purpose to assess the quality of the results.

A Smiling GARCH

We calibrate a GARCH model to the volatility surface by combining Monte Carlo
simulation with a local optimization scheme.
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Static Monte Carlo

This chapter introduces fundamental methods and algorithms for simulating samples
of random variables and vectors, and provides illustrative examples of these tech-
niques in quantitative finance. Section 1.1 introduces the simulation problem and
the basic Monte Carlo valuation. Section 1.2 describes several algorithms for im-
plementing a simulation scheme. Section 1.3 treats some methods for reducing the
variance in Monte Carlo valuations.

1.1 Motivation and Issues

Monte Carlo is a beautiful town on the Mediterranean coast near the border between
France and Italy. It is known for hosting an important casino. Since gambling has
been long considered as the prototype of a repeatable statistical experiment, the term
“Monte Carlo” has been borrowed by scientists in order to denote computational
techniques designed for the purpose of simulating statistical experiments. A simula-
tion algorithm is a sequence of deterministic operations delivering possible outcomes
of a statistical experiment. The input usually consists of a probability distribution de-
scribing the statistical properties of the experiment and the output is a simulated sam-
ple from this distribution. Simulation is performed in a way that reflects probabilities
associated with all possible outcomes. As such, it is a valuable device whenever a
given experiment cannot be repeated, or it only can be repeated at a high cost. In this
case, first a model of the conditions defining the original experiment is established.
Then, a simulation is performed on this model and taken as an approximate sampling
of the true experiment. This method is referred to as a Monte Carlo simulation. For
instance, one may generate scenarios about the future evolution of a financial mar-
ket variable by simulating samples of a market model defining certain distributional
assumptions. Monte Carlo methods are very easy to implement on any computer
system. They can be employed for financial security valuation, model calibration,
risk management, scenario analysis and statistical estimation, among others. Monte
Carlo delivers numerical results in most cases where all other numerical methods fail
to. However, compared to alternative methods, computational speed is often slower.
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Example (Arbitrage pricing by partial differential equations) Arbitrage theory is a
relative pricing device. It provides equilibrium values for financial contingent claims
written on prices Sq, ..., S, of tradeable securities. Equilibrium is ensured by the
law of one price. Broadly speaking, two financial securities sharing a future pay-off
stream must have the same current market value. Otherwise, by buying the cheapest
and selling the dearest one would incur a positive profit today and no net cash-flow
in the future: that is an arbitrage. The current arbitrage-free value of a claim is the
minimum amount of wealth x we should invest today in a portfolio whose future
cash-flow stream matches the one stemming from holding the claim, that is, its pay-
off. The number x can be computed by the first fundamental theorem of asset pricing.
If 79 denotes current time and B(¢) represents the time ¢ value of 1 Euro invested in
the risk-free asset, i.e., the money market account, over [fg, ], the pricing theorem
states the existence of a probability measure P*, which is equivalent to the historical
probability [P, under which price dynamics are given, such that relative prices S; /B
are all martingales under P*. This measure is commonly referred to as a risk neutral
proba?ility. The martingale property leads to an explicit expression for any security
price:

T
Vi) = Ef (e o V¥ v (1)), (1.1)
If the random variable V () is a function F(z, x) € C1-2(Rt xR¥) of a k-dimensional
state variable X = (Xy,..., Xx) satisfying the stochastic differential equation
(s.d.e.)
dX(t) = p(r, X(@)) dr + 2 (1, X(@)) - dW(1), (1.2)

and the risk-free asset is driven by dB(¢) = B(¢)r (¢, X(¢)) dz, the martingale prop-
erty of relative prices % = £ (gff;’)) implies their P*-drift must vanish for all
t € [0, T] and for P*-almost surely all @ in £2. This drift can be computed by the Itd
formula. If D denotes the support of the diffusion X, we obtain a partial differential
equation (p.d.e.)

0= [a, +u(t,x) - Vi + %Tr(E(t, x)Z(t, %) Hel[]) — r(t, x)}F(t, x), (1.3)

for all x € D. This equation, together with the boundary condition F(T,x) =
V(T) = h(x), delivers a pricing function F(¢,x) and a price process V(t) =
F(t, X(#)). Numerical methods for p.d.e.’s allow us to compute approximate solu-
tions to this equation in most cases. There are at least two important instances where
these methods are difficult, if not impossible, to apply:

(1) Non-Markovian processes.

! Broadly speaking, P* is equivalent to P, and we write P* ~ P, if there is a unique (up
to measure equivalence) function f such that the probability P* of any event A can be
computed as:

P*(A) = /A f(@)P(dw).

2 E;’;) is a short form for the conditional expectation under P*, that is EP* 1 F)-
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e Case I The state variable X is not Markovian, i.e., its statistical properties
as evaluated today depend on the entire past history of the variable. This
happens whenever u, ¥ are path-dependent, e.g., u(t, ®) = f(, {X(s),0 <
s <t}).

e Case II. The pay-off V (T) is path-dependent: then F is a functional and It6
formula cannot be applied.

(2) High dimension. The state variable dimension & is high (e.g. basket options). Nu-
merical methods for p.d.e.’s may not provide reliable approximating solutions.

In each of these situations, Monte Carlo delivers a reliable approximated value
for the price V in formula (1.1).

1.1.1 Issue 1: Monte Carlo Estimation

We wish to estimate the expected value & = [E(X) of a random variable (r.v.) X with
distribution Px.> A sample mean of this variable is any random average

~ e
6,(X) = > ox®,
i=1

where X = (X, ..., X™) is a random vector with independent and identically
distributed (i.i.d.) components with common distribution Py. If x = (xq, ..., x,) is
a sample of this vector,* then the number 6, (x) can be taken as an approximation to
the target quantity 6 for at least two reasons. First, simple computations show that
this quantity has mean 6 and variance Var(X)/n. This suggests that for n sufficiently
large, the estimation é;,(x) converges to the target quantity. Indeed the strong law of
large numbers states that this is the case. Second, the central limit theorem states that
the normalized centered sample means converge in distribution to a standard normal
variable, i.e.,

Zn = % L NO. 1) asn— . (1.4)

This expression means that the cumulative distribution function (c.d.f.) of the r.v.
z, converges pointwise to the c.d.f. of a Gaussian variable with zero mean and unit
variance. The normalization can be indifferently performed by using either the ex-
act mean square error ¢ = »/Var(X), which is usually unknown, or its unbiased
estimator

J ~
En(X) = m Z(Xz - en(X))z
i=1

as is shown in formula (1.4). This statement says a lot about the way the sample
mean converges to the target number. In particular, the estimation error 6, (X) —

3 We suppose there is an underlying probability space (§2, F, P). The distribution of X is
defined by Py (X < x) :=P({w € 2: X(w) < x}).
4 In mathematical terms x = X(w) for some w € £2.
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6 is approximately distributed as a normal A(0,5>/n), which allows us to build
confidence intervals for the estimated value.

Example (Empirical verification of the central limit theorem) Let X@ e Uulo, 1]
withi =1, ..., n. Figure 1.1 shows the empirical distribution of z,, forn = 2, 10, 15
as computed by simulation. To do this, we first generate 1,000 samples for each X,
that is 1,000 x n random numbers. We then compute a first sample of z,, by summing
up the first n numbers, a second sample of z,, by summing up the next » numbers, and
so on, until we come up to 1,000 samples of z,,. After partitioning the interval [—4, 4]
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Fig. 1.1. Convergence of sample histograms to a Normal distribution.
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Table 1.1. List of symbols

Name Label Type Definition

State variable X .. X : 2 — R measurable
Sample of X X det. x = X (w) for some w € 2
State vector X I.V. X = ..., x", xiid.
Sample state X det. x = X(w) for some w € §2
Sample mean estimator ?Z” det. y — @l(y)f % Z?:l yi
Sample mean 0, (X) r.V. w € 2 — 0, X(w))
Sample mean estimation @1 (x) det. @1 (x), x; = indep. samples

into bins of length 0.2, we finally compute the histogram of relative frequencies by
counting the proportion of those samples falling into each bin. Figures 1.1(a), 1.1(b),
and 1.1(c) display the resulting histograms for z;, 719 and z1s, respectively, vs. the
theoretical density function (dotted line). We see that convergence to a Gaussian law
occurs moderately rapidly. This property is exploited in Sect. 1.2.5 for the purpose
of building a quick generator of normal random samples.

Notice that the sample mean is the random variable obtained as the composite

function of the sample mean estimator’ @, Yy=1,..., ) € R* —» pn~! Z?:] Vi
. - iid
and the random vector X = (X!, ..., X") with X! = x , whereas a sample mean

estimation is the value taken by the sample mean at one particular sample. We are
led to the following:

Algorithm (Monte Carlo method)

1. Fix n “large”.

2. Generate x = (x1, ..., x,) where the x;’s are samples of independent copies
of X.

3. Return the sample mean estimation é;(x):

E(X) ~ 0,(x).

This is the simplest Monte Carlo estimation. Table 1.1 summarizes the terminol-
ogy introduced hereby.

1.1.2 Issue 2: Efficiency and Sample Size

The simplest Monte Carlo estimator is unbiased foralln > 1,1i.e., IE(@L (X)) =6.We
suppose from now on that the variance Var(X) is finite. The convergence argument
illustrated in the previous paragraph makes no explicit prescription about the size of
the sample. Increasing this size improves the performance of a given estimator, but
also increases the computational cost of the resulting procedure.

5 We recall that an estimator of a quantity & € O is a deterministic function of a sample
space into @. A sample space of a random element X € & is any product space &".



8 1 Static Monte Carlo

We examine the problem of choosing between two estimators A and B given
the computational budget 7' indicating the time units we decide to allocate for the
purpose of performing the estimation procedure. Let t4 and tp denote the units of
time required for accomplishing the two estimations above, respectively. We indicate
the corresponding mean square errors by o4 and op. Of course, if an estimation
takes less time to be performed and shows a lower variability than the other, then
it is preferable to this one. The problem arises whenever one of the two estimators
requires lower time per replication, but displays a higher mean square error than the
other. Without loss of generality, we may assume that 14 < 75 and op < o4. Which
estimator should we select then? Given the computational budget 7', we can perform
as many as

n(T, ) =[T/7i]

replications of the estimation procedure i = A, B. Here [x] denotes the integer part
of x. The error stemming from the estimation is obtained by substituting this number
into formula (1.4):

VT@% ) —0) ~N(0.0%7). i=A,B. (1.5)

This expression provides the error in terms of the computational budget 7 and the
time per replication 7;. The best estimator between A and B is thus the one leading
to the smallest estimation error represented by the product Uiz‘l,'i. We are led to the
following:

Rule (Estimation selection by efficiency)

1. Fix a computational budget 7.
2. Choose the estimator i = A, B minimizing:

Efficiency(i) := o71;.

This measure of efficiency is intuitive and does not depend on the way a repli-
cation is constructed. Indeed, if we change the definition of replication and say that
one replication in the new sense is given by the average of two replications in the old
sense, then the cost per replication doubles and the variance per replication halves,
leaving the efficiency measure unchanged, as was expected. After all we have simply
renamed the steps of a same algorithm.

Sometimes the computational time 7 is random. This is the case when the chain
of steps leading to one replication depends on intermediate values. For instance, in
the evaluation of a barrier option the path simulation is interrupted whenever the
barrier is reached. If t is random, then formula (1.5) still holds with t replaced by
E(7) or any unbiased estimation of it.

1.1.3 Issue 3: How to Simulate Samples

No truly random number can be generated by a computer code as long as it can only
perform sequences of deterministic operations. Moreover, the notion of randomness
is somehow fuzzy and has been debated for long by epistemologists. However, there
are deterministic sequences of numbers which “look like” random samples from
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independent copies of the uniform distribution on the unit interval. There are also
well-established tests for the statistical quality of these uniform generators. Each of
these numbers is a uniform “pseudo-random sample”. From uniform pseudo-random
samples we can obtain pseudo-random samples drawn from any other distributions
by applying suitable deterministic transformations. More precisely, if X ~ Fy,
then there exists a number n and function G : [0, 1]* — R such that for any se-
quence of mutually independent uniform copies U1, ..., U™, the compound r.v.
Gx(U MU (")) has distribution F'x. It turns out that the function G x can be de-
termined by the knowledge of the distribution Py, which is usually assigned through:

A cumulative distribution function (c.d.f.) Fx(x);
A density function (d.f.) fx(x) = 4 F x (x) (if Fx is absolutely continuous);
A discrete distribution function (d.d.f.) px(x) = Fx(x) — Fx(x™) (f Fx is
discrete);
e A hazard rate function (h.r.f.) Ay (x) = fx(x)/(1 — Fx(x)).

Methods for determining the transformation Gy (and thus delivering random sam-
ples from Py) are available for each of these assignments. Section 1.2 below is en-
tirely devoted to this issue.

Numbers generated by any of these methods are called pseudo-random samples.
Monte Carlo simulation delivers pseudo-random samples of a statistical experiment
given its distributional properties. In the rest of the book, the terms “simulated sam-
ple” and “sample” are used as synonyms of the more proper term “pseudo-random
sample”.

1.1.4 Issue 4: How to Evaluate Financial Derivatives

Derivative valuation involves the computation of expected values of complex func-
tionals of random paths. The Monte Carlo method can be applied to compute ap-
proximated values for these quantities. For instance, we consider a European-style
derivative written on a state variable whose time ¢ value is denoted by X (¢). At a
given time 7 in the future, the security pays out an amount corresponding to a func-
tional F' of the state variable path {X (s),t < s < T} between current time ¢ and the
exercise time 7. For notational convenience, this path is denoted by X; 7.

History between ¢t and T | — | Pay-off at time T
Xir ={X(),t<s<T} F(Xi,1)

The arbitrage-free time ¢ price of this contingent claim is given by the conditional
expectation of the present value of its future cash-flow under the risk-neutral proba-
bility P*, that is®
T
V(t) _ ]E]lp* (e,f’ r(u’X(u))duF(X[,T)).
Notice that the state variable may enter into the determination of the short rate of
interest r.

6 The risk-neutral probability P* makes all discounted security prices martingales. In other
words, X := V (t)/ exp( fé r(s) ds) is a P*-martingale for any security price process V.
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Example (Options) In a European-style call option position, the holder has the right
to buy one unit of the underlying state variable at time 7 for a strike price K. Here
F(X;,r) = max(0, X(T) — K), where K > O is the strike price and 7 > 0 is the
exercise date. In an Asian option position, the holder receives the arithmetic average
of all values assumed by the underlying state variable over an interval [¢, T]. Here
F(X: 1) = ftT X (s)ds/(T —t), where T > 0 is the exercise date. In an up-and-
out call option position, the holder has the right to exercise a call option C(T, K)
provided that the underlying state variable has always stayed below a threshold I”
over the option lifetime [z, T]. Here F(X; 1) = (X(T) — K)4+1g(X;,7), T > t,is
the exercise date, and the set E ={g € RI-T1 :g(s) < I',Vs € [t, T} identifies all
paths never crossing the threshold I” on the interval [¢, T'].

If we can somehow generate i.i.d. samples xt(l}, ey xt("T) of the random price

path X,7, the simple Monte Carlo estimation gives us
Vi~ Z el dup ()
"o T

This method can be implemented as follows:
Algorithm (Path-dependent Monte Carlo method)

1. Fix n “large”.
2. Generate n independent paths xt(_l%, e, xt("T) of process X on [z, T].

3. Compute the discount factor and the pay-off over each path xt(

i)

T '

4. Store the present value of the pay-off over each path, that is v =
exp(— [, r(u, x)) du) x F(x}).

5. Return the sum of all V(D ... V™ divided by n.

In most cases paths need not, or simply cannot, be simulated in continuous time.
Therefore we may carry out a dimension reduction of the problem by identifying a
path (g(¢),0 <t < T) through a finite number of its value increments on consecu-
tive intervals of length, say, Az:

Agl, ..., AgN —> 8Ag,...ngy ) := Ag1 + -+ Agl/an,

forall t < At x N =: T. We say that paths are discretely monitored. In these cases,
the expected value of a functional of a continuous time path g € RI®71 with respect
to the probability measure PX induced by a stochastic process X over the path space
RI%T] can be approximately evaluated as an integral over the finite-dimensional
space where a finite sample of increments in X is simulated:

X
B (F) = / F(9)PX (dg)
RIO.T]
= A@N F((8x1,xn (0,0 <1 <T)) faxy,...axy (X1, ..., xn) dxy -+ - dxy,

7 The symbol RI"T1 denotes the class of all paths between ¢ and 7.
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where fax,,.. ax, denotes the distribution density of the vector of process incre-
ments X ((k + 1)At) — X (kAt), k=0, ..., N — 1. Consequently, Monte Carlo can
be seen as a method for numerically computing multidimensional integrals. This idea
is particularly useful each time the dimension of the problem is so large that neither
analytical evaluation nor standard numerical discretization procedures deliver reli-
able results.

Example (Basket option) Consider an option on a basket consisting of k many as-
sets. The underlying process is k dimensional and a vector X; := (x; 1, ..., Xj ) IS
sampled at each time 7;. A Monte Carlo estimation reads as

1 n
~ (m) (m) _(m) (m) (m) (m)
E(F) ~ - E F*(xm e X Xy ,...,foLk,xN,l,...,xN’k),
m=1

where x,(";?) denotes the mth sample of the jth component of the state variable at
time ¢#;. This corresponds to an integral in N x k dimensions. For a two year op-
tion, hedged once every week on the calendar year (52 weeks), on three indices, the
dimension is 2 x 52 x 3 = 312!l

1.1.5 The Monte Carlo Simulation Algorithm

Figure 1.2 provides a general Monte Carlo algorithm for financial applications. The
static branch deals with methods for generating pseudo-random samples from distri-
butions assigned by any of the functions listed in Sect. 1.1.3. This topic is developed
in the rest of the present chapter. Chapter 2 tackles the issue of sampling random
paths of a given stochastic process. We suppose a stochastic model is given in a
continuous time diffusion framework. The corresponding dynamics are then approx-
imated using processes that depend on a finite number of random variables. We use
any of the methods illustrated in Chapter 1 to generate samples from these distribu-
tions and then deliver pseudo-random sample paths. Monte Carlo estimation can be
improved by adopting variance reduction techniques that will be introduced at the
end of Chapter 2.

1.2 Simulation of Random Variables

We present some algorithms for generating independent and uniformly distributed
pseudo-random numbers on the unit interval [0, 1]. We then describe three gen-
eral methods for transforming uniform numbers into random samples with assigned
probability distributions. Inverse transformation methods take a c.d.f. as input, the
acceptance-rejection method assumes the d.f. is known, and the hazard rate method
moves from a hazard rate function.
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Static Dynamic
Uniform Arbitrage free
generator model
1 |
U Risk-neutral
s.d.e.
. |
Transformation Discretization Series
rules scheme expansion
1 | !
Simulated rv. X Approximating Approximating
random walk random path
!
Varl&mce Simulation
reduction | _, algorithm
(loop)
!
Sample paths
!
’ Law of large numbers ‘
|

Monte Carlo estimation

Fig. 1.2. Implementation of the Monte Carlo algorithm.

1.2.1 Uniform Numbers Generation

A congruential generator is a recursive formula returning a sequence of pseudo-
random numbers. It starts with a “seed” value xo. Recall that for any positive in-
teger m, the modulus-m of a real number x is defined as the residual of the fraction
x/m and is denoted by x (mod m). We consider linear congruential generators.

Algorithm (Linear congruential generator)

1. Fix positive integers m (modulus), a (multiplier), and ¢ (increment).
2. Setupaseed xg € {0,...,m — 1}.

3. Run the recursive rule x; 1 = (ax; + ¢)(modm).

4. Return u;41 = xj4+1/m € [0, 1].

The modulus-m of ax; + c is given by x;+1 = ax; + ¢ — k;m, where k; is the
number of times the integer m can be “plugged” into ax; + c, i.e., k; = [ax,’;li].
(Here, square brackets denote the integer part of the argument.) As an example, if
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Table 1.2. Linear congruential generators with maximal period

Name m a c
1 237 1 16,807 0
2 2,147,483,399 40,692 0
3 2,147,483,563 40,014 0
4 231 39,373 0
5 231 742,938,285 0
6 231 950,706,276 0
7 231 1,226,874,159 0
8 235 27 +1 1
9 108 31,415,821 1

x0 = 2,a = 1,¢c = 3,m = 2, we have axo + ¢ = 5 and k1 = [%] = 2,80
that x; = 5 — 2 x 2 = 1. This is exactly the residual of the ratio (ax; + c¢)/m.
If constants m, a, and ¢ are correctly chosen, the elements in the sequence (x;);eN
are good approximation of i.i.d. uniformly distributed samples on [0, 1]. Notice that
given u; ~ U[0, 1], the r.v. u; x M is uniform on [0, M].

The sequence (x;);en provided by any congruential generator is periodic. The
maximal period is m, since the sequence must self-intersect, i.e., meet twice the
same value in no more than m steps. Indeed, any sample value x; lies in the set
{0, ..., m — 1} by construction. Consequently, any sequence (xg, ..., X;) cannot
display distinct elements and is thus self-intersecting. This result suggests that one
should (1) select a relatively large m and (2) find conditions on the input coefficients
m, a, and ¢ ensuring that the period p is maximal, i.e., p = m. Table 1.2 reports a
list of input values for which the maximality condition holds true. If the following
conditions are met, the corresponding generator can be proven to be maximal: m is
any power 10, a(mod 200) = 21 or max{m/100, /m} < a < m/100, c is an odd
number not a multiple of 5. It is recommended that the seed be reset to an arbitrarily
chosen value at each run of the code.

Below we report the relative performance of all generators indicated in Table 1.2.
Ranking is done according to the sample L2 deviation from the exact uniform den-
sity. (Error is computed as the difference in area underlying the two graphs.) Execu-
tion time for all generators is about the same across all generators.

Figure 1.3 compares the exact density to histograms for the best and the worst
generators reported in Table 1.3 according to the error criterion. These are genera-
tor 2 and generator 7, respectively.

Figure 1.4 shows the L, error for each bin.

Example (Stratified sampling) To improve the uniformity of generated numbers we
may employ stratified sampling. This technique introduces a bias in the allocation of
sampled points by forcing samples to stick into subintervals refining [0, 1]. Let n be
the number of samples we want to generate. We may divide [0, 1] into M stratifying
bins [ﬁ, %], i =0,...,M — 1, and force the first sample to stick into [0, %],
the second sample into [ﬁ, %], and so on until the Mth sample has been generated
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Fig. 1.3. Theoretical vs. sample uniform densities.

Table 1.3.

Generator 1 2 3 4 5 6 7 8
Lgm’r(xlo—z) 2.67 222 252 244 275 230 528 248

M—1

in the last subinterval [ , 1]. Then, the following number is generated within

[0, ﬁ] and so on. The general rule states that uj € [ﬁ(mod M), %(mod M)] for

k=1,...,n.If n = k x M, this method ensures that k samples fall into each

interval [ﬁ, %]. Table 1.4 displays a pseudo-code for sampling pseudo-random

numbers from stratified bins.
1.2.2 Transformation Methods
A. Inverse Transformation

This is the simplest method for simulating a r.v. with assigned c.d.f. F.

Idea Given a uniform r.v. U on [0, 1], we look for a transformation f of U such
that f(U) has c.d.f. given by F, that is:

P(f(U) < x) = F(x). (1.6)

If f is bijective and monotonically increasing, the inverse function f~! is well de-
fined and we may write:

P(f(U) <x) =P(U < f ()
=) (1.7)
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Table 1.4. Pseudo-code for stratified sampling and histogram of sample density

h[1] = h[2] =... = h[mM = 0;
M = nunber of stratifying bins; /* bin length=1/M*/
n = nunber of sanples /* of the formk*M k = integer */;

m = nunber of histogrambins /* of formp*M bin |ength=1/m*/
for (j =1, j <=k, j++){

for (i =1, i <= M i++){
v = Unifornf0,1];/* sanpling a uniformin [0, 1] */
u=(v+i-1)/M/* zoom[O0,1] into [(i-1)/Mi/M*/
b = integerPart[ (u*m +1];
h[ b] +=1;
} }
Plot[(h[i]l/n)/(12/m] over i =1,..., m

because the probability that a uniformly distributed variable on the unit interval is
less than or equal to a given number is the number itself. Comparing expressions
(1.6) and (1.7) suggests that any function f whose inverse f~! matches F is a can-
didate transformation. We consider three cases.

Case I F is continuous and strictly increasing (Figure 1.5). Then F is bijective and
f = F~! satisfies the required properties.

Case 2 F is continuous (Figure 1.6). Then, it need not be injective and F~! may not
even be defined. Let F~!(y) = min{x: F(x) = y} be the generalized inverse func-
tion of F, which always exists because F is right-continuous. Note that this definition
recovers the traditional definition of inverse in the case of strictly monotone func-
tions. Since F o F~! = Id, the function f = F~! satisfies P(f(U) < x) = F(x).
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Fig. 1.6. Continuous cumulative distribution function displaying weak monotony.

Case 3 F is discontinuous, e.g., F(x) = > ;... pi (Figure 1.7). Here p; is inter-
preted as the probability of x;. This function is neither injective nor surjective, so the
generalized inverse F~!(y) may not even be defined. This is actually the case for
points y € [0, 1]\ Im(F). Let F~! (y) = min{x : F(x) > y} be a further generaliza-
tion of the notion of inverse function. Again, the right continuity of F ensures the
well-definiteness of F~! and this notion matches the two definitions above in their
corresponding cases. In general F o F~! # F~! o F & Identity. For any u € [0, 1],
theset{x :u < F(x) < FoF -1 (u)} is always empty. Consequently, it has zero
probability. We may then write:

P(F'(U) <x) =P(Fo F ' (U) < F(x))
P(Fo F-'(U) < Fx)) +P(U < F(x) < Fo F~1(U))
=P(U < F(x)) = F(x).
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Fig. 1.7. Piecewise constant cumulative distribution function.

These considerations justify the following procedure for generating a random
sample from a distribution F.

Algorithm (Inverse transformation)

1. Simulate U ~ U[0, 1].
2. Return F~'(U).

Example (Exponential sampling) The c.d.f. of an exponentially distributed r.v. X
with unitary mean is F(x) = 1 —e . Thus X = F~'(U) = —In(1 — U) ~ £(1).
Since 1 — U is also a uniform on [0, 1], it suffices to take:

X=—-—InU.

Note that ¢ X is an exponential with mean c. An exponential with parameter A is one
with mean A~!, that is X = —A~!In U, where U is uniform on [0, 1].

B. Multidimensional Inverse Transformation

This method extends univariate inverse transformation to the case of random vectors.

Idea LetX = (Xy,..., X;) be arandom vector. If Xy, ..., X} are mutually inde-
pendent and their c.d.f’s Fi, ..., F; are known, we may generate a sample of X by
applying the inverse transformation method to each component of X:

Xi = F'(UD.

If vector components are not mutually independent, we must follow a slightly dif-
ferent route. First, we fix a permutation i (1), ..., i (k) of the first k positive integers.
For any arbitrary k-uple uq, ..., u; in [0, l]k, we solve the following system for
Xi(l)s « o+ s Xi(k)*
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Fiqy(xiy) = ui

Fio)(xi)lxi1)) = uz
. (1.8)

Fioy (i 1xiqy, - - -5 Xik—1)) = Uk,
and arrive at X = G(u1, ..., ux). Then, we sample k independent uniform numbers
Ui, ..., Ugand return G(Uy, ..., Uy).
Note that there are k! admissible systems, each one corresponding to a selected
permutation. To see this, suppose that distributions admit densities. For each permu-
tation i(1), ..., i (k) of the first k indexes, we may write:

SxCer, .o, xe)
k=1

= fiy(xiqy) - l_[ fig+y &l Xy = xiy, -5 Xigy = xi)). (1.9)
j=1

Each fi() is a density with corresponding c.d.f. Fj(,) determining a system of the
above form. Of course, there are k! many representations of the form (1.9). Some of
these systems may be easier to solve than others. No methods are available to select
a priori any of these systems.

Algorithm (Multidimensional inverse transformation)

1. Solve any of the admissible systems of form (1.8) and get to G(uy, us, ..., ug).

2. Simulate Uy, Uy, ... Uy 5 110, 11.
3. Return G(Uy, ..., Uy).

Example Let (X1, X2) be a two-dimensional random vector with density fx, x,(x1,
x2) = 6x11{x,4x,<1,x,>0,x,>0} (X1, X2). We show that representing f in terms of
conditional densities in those ways corresponding to i(1) = 1, i(2) = 2 and
i(1) =2,i(2) = 1, respectively, does matter for solving the resulting system (1.8).
If f = f1(x1) f2(x2]x1), the marginal c.d.f. is:

F1(X1)=/(; S1G) dy

X1 I—y1
:fo (/0 fxl,XZ(yhyz)dyz)dM

_ 2 3
= 3x7 — 2xy,

where 0 < x; < 1 and condition [0, 1 — y;] y» € defines the support of the distrib-
ution on the y, axis. The conditional c.d.f. is:

FZ(-x2|xl) :/)Q( le,Xz(x]’yz) )dyz:x2(1 _)C])_l
0 01—x1 Ix1,x,(x1, y2) dy2

where 0 < xo < 1 — x1. The system becomes:
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Table 1.5. Performance of alternative multivariate inversion schemes

Method Execution time (s)
Numerical inversion (system (1.10)) 11.861
Numerical inversion (system (1.11)) 13.349
Direct substitution 0.101

— 2 _ 3 _
{ FiXy) =3X} —2X] = Uy, (1.10)
Fy(X2|X1) = Xo(1 = X1)™ =Ua.
The alternative representation f = f2(x2) f1(x1]|x2) leads to:
(X)) =1-(1-Xy)? =0,
5 s (1.11)
Fi(Xi|X2) = X{(1 — Xp)™ = = Ua.

We note that (1.10) is difficult to solve whereas (1.11) is statistically equivalent to
(1 — X»)* = Uy and X7(1 — X»)~2 = U,. This system has a solution:
X, =1-0/"  x,=vu/"u)"” (1.12)

There is no known method to determine a priori which among the k! representations
of the joint d.f. leads to the easiest to solve within the set of systems (1.8). Table 1.5
compares computational times for generating samples by numerically solving system
(1.10), system (1.11), or using the explicit solution (1.12).

C. Multivariate Direct Transformation

We present this method in the bivariate case.

Idea We wish to simulate a random vector (Y;, Y») which is a known one-to-
one transformation g of another random vector (X, X7) with a known density
fx,.x,(x1, x2). Let ¥ be the inverse of g, namely:

VO y2) = (V1O y2), ¥2(1s y2)) : (V1 (1, y2), Y21, y2)) = (1, ¥2)

and J its Jacobian: %ﬂ %
_ Y1 2

J = det < o m) '
dyi Oy

An application of the change of variable formula for double integrals gives:

leaYQ(yl’ y2) =Jx le,Xz(Xls x2)|X1:Ilfl(YIvY2):X2:1//2(y1,)’2)' (1.13)

Example (Normal distribution) Suppose that (Y1, Y2) is a standard normally dis-
tributed random vector. We look for r.v.’s X1, X» and functions g1, g2 such that each
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Y; is equal to g; (X1, X2) and both X and X, are easy to sample. The strategy is to
look for ¥ bringing Y1, Y> somewhere, X and X, say, and then define g = 1#_1. On
a hunch, we check for ¥ transforming Cartesian into polar coordinates, that is:

x1 = Y1, 2) = v+ y3,
X2 := Yo (y1, y2) == tan" ' (y2/y1).

We apply formula (1.13) to the function ¥ : (y1, y2) — (x1, x2) defined above. As
the Jacobian of ¥ is J = 1/2, we have:
L _lwp, 1

1 _ 2 —
fX|,X2(-x17 X2) = Ee x/ X 5 = Ee X o

for x1 € (0, 00) and x; € (0, 2m). By integrating over appropriate domains, we can
compute the marginals of X and X,. We easily read that X is exponential with rate
1/2 and X» is uniformly distributed on the interval [0, 27t]. As a result, if X; and
X are respectively samples from an exponential distribution with rate 1/2 (i.e., with
mean equal to 2) and from a uniform variate on the interval [0, 2x], then the r.v.’s
Y1, Y» defined by:

Y1 = g1(X1, X2) = ¥ (X1, X2) = v/ X1 cos X2,

Y2 = g2(X1, X2) = ¥5 ' (X1, X2) = /Xy sin Xy,
are independent standard normals. Furthermore, if Uj, Us - U[0, 1], then
—21In U is exponential with rate 1/2 and 2nU, is uniform on [0, 2r]. We have
proven the following:

Algorithm (Box—Miiller)

1. Generate Uy, U, from U[O0, 1].
2. Return /—21In U; cos(2nl3) and /—21n U, sin(2nl3).

1.2.3 Acceptance-Rejection Methods

This method is due to John Von Neumann.

Idea Let Py be a target distribution on D := Im(X). A random sample Y is first
drawn from a distribution Py with support D and then undergoes a random test. If the
test is successful, Y is returned; otherwise, it is rejected. The test is designed so that
accepted samples drawn from Py have distribution equal to Py. This scheme is ad-
vantageous whenever sampling from Py is easier than sampling from Px. However,
the method may be largely time consuming as long as several test may be required
before a number is accepted. More precisely, a test consists of drawing a sample
from the r.v. 1{y<g(y)}, where U ~ U[0, 1] and g is a suitable function onto [0, 1].
If the outcome is 1, this is interpreted as a “success”; otherwise, it is meant as a
“failure”. Consequently, an acceptance—rejection scheme for a target distribution Py
is unequivocally defined by the selection of two quantities, namely: (1) a sampling
distribution Py and (2) a test function g. The problem can be stated as follows:
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Problem Given a distribution Py, find a distribution Py and a test function g:
Support(Y) — [0, 1], such that the distribution of Y, conditional to a successful
outcome for the test 1jy<g(yy; (i.€., an independent draw U ~ U[0, 1] does not
exceed g(Y)) matches Py. In terms of densities, this condition reads as

fx(x) = friver)(x), (1.14)
for all x in the support D of X.

Solution One condition for two unknowns (fy and g) generally leads to several
solutions. We may shed light on this issue by expanding the right-hand side in (1.14)
as

PU < gM)|Y = x) fr (x)
P(U < g(Y))
B P(U < g(x)) fy(x)
C[PWU <gMIY =y) fr(y)dy
B g(x) fr (x) g fr(x)
O [PWU g frMdy  [g(O)fr(y)dy

where the Bayes’ formula, the rule of total probabilities and a property of uniform
cumulative distribution functions are used in this order.® By combining this expres-
sion with (1.14), we see that if fx is required to be decomposed into the product
of a test function 0 < g < 1, a density function fy, and a (normalizing) constant
C:= (g frmdn' ie.,

fx(x) =C x g(x) x fy(x) onD. (1.15)

friv<emr(x) =

Then condition (1.14) is fulfilled and the following procedure delivers a sample
from fx. To implement this program, we may select a d.f. fy satisfying

fx <Cfy (1.16)

on D, for some constant C. Thus, decomposition (1.15) holds true for g defined by:

g = fx/(Cfy) onD. (1.17)
Algorithm (Acceptance-rejection)

. Select a constant C, a d.f. fy and a function g as in (1.15).
. Simulate U ~ U]0, 1].

. Simulate Y ~ fy.

. IfU > g(Y), go to Step 2.

. Return Y.

O R O R N R

8 Bayes’ formula: P(A|B) = P(A N B)/P(B) = P(B|A)P(A)/P(B).
Rule of total probabilities: P(X < Y) = fIP’(X <Y|Y =y)fy(y)dy.
Uniform property: P(U < x) = x it U ~ U]O0, 1].



22 1 Static Monte Carlo

Example (Testing sampled uniforms) Drawing samples from Py should be as easy
as possible to perform. It is thus natural to try and simulate uniformly distributed
r.v.’s. Since the target distribution Py and the simulated one must share a common
support, an approximation of infinite domains is required. For the sake of clarity,
we assume an interval [a, b] is a common support for both Px and Py. Thatis Y is
uniformly distributed U[a, b] and X assumes values in [a, b]. This corresponds to
setting fy(x) := (b — a)_ll[a,;,] (x). If M > sup,p fx(x), then inequality (1.16)
holds true for C = M (b — a). Expression (1.17) provides us with g := fx/(M (b —
a) fy) and decomposition (1.15) reads as

1
fx(x) y jl[“’b] ).

Jx(x) =M —a) x i b

The parameter M provides a control on the constant C which turns out to be re-
lated to the efficiency of the resulting algorithm. Indeed, efficiency can be measured
by the inverse of the number of trials N, before a successful pair (U, Y) is drawn:
the smaller the number of trials required to deliver a sample, the more efficient the
algorithm. Since trial pairs (U, Y) are statistically independent of each other, the
probability of success is given by:

P(Lw<gryy =D =P(U < g(Y))

= /IE”(U <gMIY =y)fr(»dy
- /IP’(U <8 fr(»dy
- [smpmar=c

It can be shown that the number of trials before a success occurs is a geometrically
distributed r.v. N, i.e., fy(n) = p(1 — p)", with expectation C. This latter attains
the minimum value 1 provided that M = (b —a)~".

Example (Absolute normal distribution) The exponential density is gg(1)(x) =
e "1g, (x). The absolute value of a standard normal N (0, 1) has density:

d d x 2 2
x) = —P(Z]| <x)= — x)dx | = ——e¥/2.
Sivo, 1 (x) o (I1Z] <x) dx|: -, S (x) ] T

An upper bound for the ratio between finr(,1)] and gg(1) is given by
SO _ 2 epie 28 e (260
fExp (x) V21 T T

The method provides a sample from the absolute value of a normal by sampling from
the exponential distribution.
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1.2.4 Hazard Rate Function Method

Let 7 be a positive r.v.; the ratio between its d.f. f; and 1 minus its c.d.f. F; defines
the hazard rate function (h.r.f.) of 7:

t
rolt) = 7D
1 —F:(1)
This name is motivated by the following:
Example (Bond default) If T represents the time a bond defaults, the corresponding
h.r.f. computed at time ¢ is the probability that default occurs in a “small” interval
(t, t 4+ dr) conditional to the event that the bond has not defaulted before time ¢:
Pt e (t,t+dt), T > 1)
P(t > 1)

_ P(r e 1+dn)

B P(t > 1)

S

1= Fe(t)

We now show how to sample t given its h.r.f. A;(-) > 0. For this, we need to make
the following:

Pt e (t,t+dn|t >1) =

Assumptions (1) A;(-) is bounded from above by a constant A* (e.g., A* =
max; =0 A (1) < +00); (2) 5 Ae(s)ds = oo.

Idea We draw sample jump times 71, 73, ..., of a homogeneous Poisson process
until we meet the first time 7;+ for which a random test provides a positive outcome.
Our task is to design a test in such a way that the selected jump time 7;+ has h.r.f.
Az (t) equal to A;(¢) for all # > 0, and can therefore be taken as a sample of 7. Let
T1, T2, . . . denote jump times of a Poisson process with intensity A* and starting at
time 0. We recall that each time 7; can be obtained as a sum _; _, 7} of independent
samples T1, ..., T; with exponential distribution £(1*). A time ¢ random test is an
experiment taking value “s” (success) with probability «(¢), and value “f” (failure)
otherwise. A test function is a set of random tests, one for each time r > 0. AsP(U <
a(t)) = a(t) for uniform r.v.’s U ~ U]O, 1], a test function can be represented as a
random process (Y (?), t > 0) with Y (1) = 1y<a(s), and is therefore unequivocally
determined by a function («(z), t > 0). We thus look for a time dependent function
(a*(t),t > 0) defining a test function (Yu+(¢),¢ > 0), such that the conditional
r.v. 7;+ representing the first Poisson jump time for which the test succeeds (i.e.,
i*:=min{i > 1: Y,«(r;) = 1}) equals 7 in the distributional sense, i.e., the h.r.f.’s
of 7;+ and t agree for all times r > 0.

Problem Given a hazard rate function (A;(¢),7 > 0), find a test function («™*(7),
t > 0), such that

)\rl-* () = A (1),
for all t > 0; here i* := min{i > 1: Yo+ (1;) = 1}, Yor (i) := 1y, <a*(z)> Ui i
U0, 11,1 = Yh Teoand T; %5 €.
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Solution We first clarify the following terms of the problem:

(1) The event {t € (¢, t 4 dt)} corresponds to the existence of a Poisson jump time
7; lying in (¢, t 4 dt), for which the test succeeds, i.e., Y, (7i) = 1;

(2) The event {t > ¢} means that “the test fails for all Poisson jump times t; < t”;

(3) Poisson processes have independent and stationary increments;

(4) Any test Y, (¢) is statistically independent of the Poisson process and of all tests
Yo (s), withs < t.

Under these assumptions, we may compute the h.r.f. of 7;« as

A () dt = P+ € (t,t +dn)|t= > 1)

D22 (it € (11 +dr), Yor (1) = 1 Yor () =0,k < i — 1)

O2Y p@Eiig € (1 +di), Yor(m) = 1)

= P(u et t4+d)) x P(Yor(r) = 1l € (1,1 +d0))

sl o dr + o(dn) x a*(1),

where o(d¢) denotes a function converging to 0 quicker than ¢. Consequently,

A (1)
A

up to a term of order dz. This method can be implemented using the following:

hp (1) = Ao (1) = a¥ (1) =

’

Algorithm (Hazard rate function)

1. Leti =7 =0and A*: A(t) < A*forall ¢ > 0.
. Seti =i+ 1.

. Sample 7; ~ £(A), and define 7 = 7 + T;.

. Sample U; ~ U[O, 1].

. If A x U; > A(7), then go to Step 2.

. Return 7.

AN AW

The heuristic argument detailed above is turned into a rigorous proof in the next
chapter, where inhomogeneous Poisson processes are simulated using a similar tech-
nique.

1.2.5 Special Methods
A. Univariate Normal Distribution

We describe a “quick-and-dirty” algorithm to generate independent samples from a
standard normal distribution N (0, 1).

Idea The central limit theorem states that the ratio (37, X; — nu)/(y/no) asymp-
totically converges to A/(0, 1). Set X; = U; ~U[0,1]. Then u = 1/2, 0 = l/m
and, for n sufficiently large, the ratio (}_7_, U; — n/2)/+/n/12 is approximately nor-
mal. The assignment n = 12 provides a sufficiently accurate approximation for most
simulation purposes.
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Algorithm (Normal distribution by summing up uniforms)
1. Generate Uy, ..., Ups L uio, 1].
2. Return Z}il U; — 6.

Let us conclude with a few remarks. For a log-normal r.v., we may return e, with
X normal. We cannot use the inverse transformation method to generate a normal
sample because the c.d.f. admits no analytical expression. Analytical approximations
to this c.d.f. actually exist, but inverting them involves a root searching algorithm that
may make the resulting sampling method lower than alternative algorithms.

We have simulated Gaussian variables N (u = 2, o2 = 3) by four methods:
(1) numerical inversion of the c.d.f., (2) acceptance-rejection of an absolute normal
with probability 0.5, (3) Box—Miiller algorithm, (4) summing up 12 uniforms. For
sample sizes n = 1,000; 10,000; 100,000; 1,000,000; and 10,000,000, we have com-
puted execution time (in seconds) and the corresponding deviations of the sampled
histogram from the theoretical normal density. Two metrics have been implemented
for the purpose of evaluating this figure. The first one is the L, metric: it computes
the difference in area between the two graphs. The second one is the Sup metrics: it
determines the maximum distance between ordinates of the two graphs.” Table 1.6
reports results for all cases. These results depend on the refinement of the sample
range. Table 1.6 reports values corresponding to splitting the interval [—6, 10] into
N = 100 bins. We have performed the same analysis under thinner refinements,
that is N = 200 and N = 300. In general, error numbers increase by refining the
sample range. Table 1.7 displays errors for the cases of 10,000 and 100,000 samples
generated by numerical inversion of the c.d.f. However, the trend measured along in-
creasing sample sizes is the same: errors tend to decrease as the sample size becomes
larger and larger. Figures 1.8 and 1.9 display the L,-error across different values in
the abscissa under the hypothesis that the interval [—6, 10] has been partitioned into
300 evenly spaced bins. The graphs support labeling the uniform-based generator as
a “quick-and-dirty” method.

B. Multivariate Normal Distribution

The density of a random vector X with multivariate normal distribution A/ (u, X) is

9 The Ly-distance between functions f and g on the interval [0, T'] is a measure of the area
underlying their difference:

| T
de,(f, 8) = /Olf(t)—g(t)|2~

The Sup-distance between functions f and g on the interval [0, T'] is the least upper bound
of the absolute value of their difference:

dsup(f. 8) == sup |f (1) —g(@)l.
tel0,T]
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Table 1.6. Performance of alternative sampling schemes for normal variables

Method Criterion n=10° n=10° n =107

Numer.—Invers. Lo 0.20831 0.02073 0.00179
Sup 0.09516 0.00615 0.00077
Time 0 0 5

Accept.—Reject. Ly 0.16413 0.01845 0.00208
Sup 0.05041 0.00624 0.00069
Time 0 0 10

Box—Miiller Ly 0.14496 0.01699 0.00210
Sup 0.05763 0.00612 0.00105
Time 0 0 5

Uniform Sum Ly 0.16833 0.02027 0.01140
Sup 0.07493 0.00697 0.00315
Time 0 1 11

Table 1.7. Performance of the numerical inversion method for normal variables

Sample size Criterion Ref. = 100 Ref. =200 Ref. = 300
10,000 Ly 0.056044 0.122860 0.174221
Sup 0.023736 0.038525 0.038613
100,000 Ly 0.020734 0.041032 0.064318
Sup 0.006150 0.016850 0.021737
) = 120 E ),

Jenkdet X

Here p € R* is the mean vector and ¥ € M(k) is the covariance matrix, which
is positive semi-definite and symmetric. The class of normal distributions is closed
under linear transformations, meaning that for any matrix C € M (k), the product
vector Cx is N'(Cp, CXCT). This leads to the following:

Algorithm (Multivariate normal distribution)

1. Decompose X as CC for a suitable matrix C € M (k).

2. Simulate Z = (Z, ..., Z,) ~ N (0, I) by generating samples Z; i N(0, 1).
3. Return CZ + p as a sample of N (i, X).

This method admits as many variants as the number of possible factorizations of
the covariance matrix X¥. We examine two of them.

Cholesky factorization

We look for a decomposition ¥ = CC' where C is a lower triangular ma-
trix. For any positive definite symmetric matrix this decomposition always exists
and can be obtained by a recursive procedure. Given semi-rows ¢;i, ..., ¢;j—1 and
Cjtl,...,Cjj—1,thecell (i, j) is defined by
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Error Inverse Method vs. Exact Density

0,0040
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0,0020
0,0010 1
0,0000 7
-0,0010
-0,0020 A
-0,0030 A

5,55 |
6,51 ]
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0,75 |
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2,67 7

-1,17 1

-4,05 |
-3,09
-2,13 7

-0,0040

-5,97

-5,01 4

-0,21 4
3,63
4,59 4
8,43
9,39

Error Acceptance/Rejection Method vs. Exact Density

0,0040
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0,0020
0,0010 1
0,0000 7
-0,0010
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-0,0030 A

3,63

-0,0040

-5,97
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2,67 7
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6,51
7,47 7
8,43
9,39

Fig. 1.8. Sample errors for approximated inverse function and acceptance—rejection methods

vs. the exact normal density.

j—1
0ij = k=1 CikCjk

Ny
\/(0./4/ — 2 k=1 i)

Cij =

where the sum Z?:l ... 1s set to zero.
Principal components decomposition

Any covariance matrix admits a spectral decomposition ¥ = UAU', where U is
an orthogonal matrix!® and A is a diagonal matrix diag(Ai, ..., A¢). The ith el-
ement A; in the diagonal of A is an eigenvalue of ¥ and the ith column u' in

10 A matrix U =(u1| e |uk) is orthogonal if distinct columns have zero inner product:

(', u/):= % _ ul uj, = 0. This implies U~ = UT.
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Error Box-Muller Method vs. Exact Density

0,0040
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Error Uniform Method vs. Exact Density
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Fig. 1.9. Sample errors for Box—Miiller and uniform-based methods vs. the exact normal den-

sity.

matrix U is its corresponding orthonormal eigenvector.!! Since ¥ is symmetric,
then all eigenvalues are real. This leads to a decomposition ¥ = CCT where

C:=UVA =U-diag(W/a1, ..., V). If X ~ N(u, X), then

iid.
X~u+Cz=pn +zh/)\1u1 + - +zk\/kkuk, where z; S N, 1).

A number A € Cisan eigenvalue of a matrix ¥ andu € RK is an eigenvector corresponding
to A if they fulfill the following equation:

Yu=\u

Eigenvectors corresponding to distinct eigenvalues are orthogonal. If their norm |[u|| :=

fn:l uin is equal to 1, they constitute an orthonormal basis in R¥.
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This expression is particularly useful whenever k is very large and a reduction in
dimension is required. In this case, we first arrange the eigenvalues in decreasing
order, i.e., A; > --- > At. Then, we fix a threshold 7 representing the percent-
age of variance embodied by the original vector X to be explained by the reduced
vector. The former being the sum of all variances of the components of X, that is
Trace(X) = Zle i =) ;.12 we select the smallest index k* such that the
ratio Zf‘; Ai/ ¥ A = T. Finally the vector jui4z1/Au! 4 + zps /et is
the reduced vector with the required approximating property:

X ~ putziv/aad 4 -4 g/t
where variables z; are as above.
Stable Distributions

These distributions arise in the simulation of Levy processes. A r.v. X has an «-stable
distribution if any linear combination of two independent copies of X is distributed
as X up to a linear transformation. More formally, Va, a; > 0 and X1, X» W x s
dc>0,beR: aX|i+arXs 4 cX + b. In particular, the sum of independent copies
of X display the same property. It can be shown this distribution has characteristic
function given by

p(x) = exp{v/—1Ipx — o¥x|*[1 + v/=1B x Sign(x)h(x, a)]},

—tan(a%), a #1,
%lnx, a=1.

hix,a) = {

Here w €¢ R, o0 > 0, 8 € [—1,1], « € (0,2] have the interpretation of shift,
scale, skewness, and stabilization parameters, respectively. We write S, (o, 8, i) to
denote this distribution. It is not difficult to see that S>(1, 0, 0) is a standard normal
and that S1(1, 0, 0) is a Cauchy distribution. The attribute “«-stable” stems from the
following property involving the characteristic function of X: Va > 0, 3o € (0, 2]
and ¢ = c(a) € R such that ¢(x)* = @(&ax)exp{~/—1lcx}.

To generate a sample of X ~ Sy(o, B8, 1), it is sufficient to simulate ¥ ~
S« (1, B, 0), apply the stable property and return

oX+upn ifa#l,

2
o X4+ u+—-Bohmno ifa=1.
T

We may apply the following:
Algorithm («-stable distribution)
1. Generate U ~ U[0, 1].

12 The trace of a matrix is invariant under orthogonal transformations: Trace(X) =
Trace(U ' X) for any orthogonal matrix X.
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2. Generate ¢ ~ £xp(1) independently of U.
3. SetV=nU —n/2and c = —(2a)_17|:,3(1 — |1 —al).
4. Return

sinfa(U — 0)](e ™' cos[U — a(U — )" cos(U) @, ifa #1,

Tecos(U)

2[(3 + BU) tan(U) — B1In( TR0 )] ifo = 1.

Gamma and Chi-Square Distributions

The gamma distribution with shape parameter « > 0 and scale parameter 8 > 0 has
density:

x e (x > 0),

Ir.p &) = T @)

where I is the gamma function defined by:

o0
o) ::/ ¥ e ™ dx.
0

The moment generating function of a gamma distributed r.v. X can be computed as

follows:
00 1 | ‘B—l o
my (1) =f e x¢ e /B gy = .
0 (o) B Bl —1t

By differentiating one and two times this expression with respect to t and computing
the obtained results at 1 = 0, we come up to E(X) = af, E(X?) = a(«x + 1)8% and
Var(X) = af>.

It can be proved that ' («, 8) is homogeneous with respect to 8, i.e., BI'(«, 1) 4
I'(«, B). Consequently, if we wish to simulate a random sample from X ~ I'(«, B),
it suffices to generate a sample Y ~ I'(e, 1) and return S X. The following algorithm
allows us to simulate variables I'(«, 1) with @ > 1 a case covering most applications
in finance.!3

Algorithm (Gamma distribution I' (¢, 1), with « > 1)
Setb =o — 1and ¢ = 30 — 3/4.

Generate U, V Lid- uio, 1].

Set Z = U(1 —U),Yz\/g(U— L and X =b+ Y.
If X < 0, then go to Step 2.

If In(64Z3V3) > 2(bIn(5) — Y), then go to Step 2.
Return X.

AU e

Example (Central chi-square distribution) A chi-square distribution Xz(v) with v €
N, degrees of freedom is defined as the distribution of the sum of v squared i.i.d.
Gaussian variables Z1, ..., Z,:

I3 The case 0 < & < 1 is treated in, e.g., Cont and Tankov (2004) and Glasserman (2004).
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2 2
sz(v) = Zl + -+ Zv'

It can be proved that x?(v) is also a gamma with shape parameter & = v/2 and scale
parameter § = 2; we may then generate a sample ¥ ~ I'(v/2, 1) and finally return
X =12Y.

Example (Noncentral chi-square distribution) A noncentral chi-square distribution
x%(v, 1) with v degrees of freedom and noncentrality parameter A = Y oeiz is de-
fined as the distribution of the sum of a number v of «;-shifted squared i.i.d. Gaussian
variables Z; + a1, ..., Z, + ay:

X200 = Z1+a)?++(Zy +a,)’.
From this expression we read:

X2, ) = X2 (1L, + 2w =1)
— (N, D+ V2)* + 220 = 1),

namely the sum of the square of a Gaussian variable with mean /A and a standard
chi-square variable with v — 1 degrees of freedom. This method works for any integer
v > 1. It turns out that a noncentral chi-square can be defined for any real number
v > 0 by showing that the expression of the distribution function for integer v makes
sense for arbitrary v. In this case, Cont and Tankov (2004) provide us with a way to
simulate a random sample through an alternative algorithm.

1.3 Variance Reduction

We present three techniques for reducing the variance in the basic Monte Carlo algo-
rithm. Other methods gathered around the label “Quasi-Monte Carlo” are developed
as a case-study in Part IT of this treatise.

1.3.1 Antithetic Variables

Let the target 6 be the expected value of a monotone function g of a random vari-
able X. We know that the sample mean 6, (X) := % Yo e(X @) is an unbiased
estimator of & whose precision can be measured by

Var(g (X))
—,

Var(/@\n) = (1.18)

or by its unbiased estimator 3,,2 (gX)) := ﬁ Yo (g(Xi) — @,(X))?

Problem Find an unbiased estimator of 6 with greater precision, that is smaller
variance than (1.18).
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Idea Letn = 2. If X! and X? are samples from common c.d.f. F, the variance
computes as

w(%) S DVar(g(x) + Cov(s(x"). £(x?))]

since Var(g(X! )) = Var(g(X?)). If these samples are statistically independent, this
quantity is Var(@z) If we set g such that g(X!) and g(X?) are negatively correlated,

then:
v (g(X‘)+g(X2)
ar\ ———

5 ) < Var(9,).

According to the inverse function method, we may generate X! as F~1(U") and X?
as F~1(U?), where U' and U? are uniform r.v.’s. If these two uniforms are negatively
correlated, we obtain negatively correlated samples X' and X?2. Given independent
uniform samples U! and U?, we may introduce negative correlation by substituting
U' with «(U"). Here ¢ can be any decreasing function from [0, 1] to itself such that
t(Uy) ~ U[O, 1]. Because the covariance of an increasing function (here F -1y of
a random variable and a decreasing function (here F —1 5 4) of the same variable is
always less than or equal to zero, we have:

Cov(g(X"), g(X?)) =Cov(go F ' (U, go F ' ou(U)) =0
—— ————
increasing decreasing
A simple choice for ¢ is ¢(u) = 1 — u. For an n-sized sample of a k-dimensional

random vector X with c.d.f. F = (F1, ..., Fy) and statistically independent compo-
nents, this method generalizes to the following algorithm.

Algorithm (Antithetic variables)
1. Simulate Uy, .... U, < 24[0. 11 (n x k uniforms):
2. Estimate 6 by:
> | ¢ ~1 ~1
Oav = Y _[¢(F " (Wi, ..., F ' (Ui)

2n “
i=1

+e(F A= Ui, ... FZ (1= U)].

Example In the Black—Scholes model the monotone function g transforming input
Z ~ N(0, 1) into a call option discounted pay-off is given by

Z = S(T) = Spelr =0 /2T +o T2
— C(T,S(T); T, K) =" (S(T) - K)+ =:g(2).

Taking independent sample Z1, ..., Z,, the standard Monte Carlo estimator is @1 =
% Yo' 8(Z;). We obtain the estimator
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~ 1 g(Zi) + 8(—2Z)
Oav = — _
AV nz )

i=1

HU)+H(-U))
2

To implement this estimator, we may compute % Y , where H :=

go Fjifl(o 1)(u) and U; independent uniform variables.

Example 1In a short interest rate model, we may consider antithetic paths generated
by:

i = ) x At o (t, 1) x VAL x (1) x N0, 1).

Here, for each set of N i.i.d. standard normal r.v.’s, we simulate two antithetic paths.
As an alternative we may employ:

ri = ) x At o (4, 1) x VAL x N(O, 1, £U[0, 1]),
where the last factor denotes normals generated by antithetic uniforms, U and 1 — U.

We stress the importance of the monotony hypothesis for g. For instance, a deriv-
ative having pay-off of form |S(7") — K| does not satisfy this requirement. Therefore
we do not expect a variance reduction by antithetic variables in this case.

1.3.2 Control Variables

If we have some information about functionals of the underlying process, we may
foresee the possibility to exploit it in order to build up a new unbiased estimator
which is more effective, either in terms of variance reduction or efficiency, than a
naive Monte Carlo valuation.

Remember that the aim is to estimate:

0 =E(g(X)),

where g denotes a pay-off functional computed over a sample of the underlying
stochastic process X. An antithetic variable estimator is:

) g(X) +g(Y)
AV = f’

where Y is a random path identically distributed as X displaying negative covariance
with respect to Y.

Suppose we know the expected value of another functional f of X, such that
f and g are one “close” to the other. For instance, we may take g to be the pay-off
profile of an Asian option with arithmetic average, for which no closed form solution
exists in the Black—Scholes framework, and f to be the pay-off cash flow of an Asian
option with geometric average. This latter has a closed-form solution.

We may consider the following unbiased and consistent (can you prove it?) esti-
mator:
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Oy = 200 +a(f(X) —E(f(X)),
where the expected value is a known term.

. na e
The variance of OCV is:

Var(62y) = Var(g(X)) + & Var(f(X)) + 2a Cov(g(X), f(X)),

which is minimal for:
. Cov(g(X), f(X)

Var(f (X))

The optimal estimator:

Cov(g(X), f(X))
Var(f (X))

is merely of a theoretical importance. Indeed, it would seem very strange to know
Cov(g(X), f(X)) without knowing E(g(X))! Anyway, we may follow two routes.
First, we can estimate such a covariance by regression over past observed data. This
amounts to computing the slope of the least-square regression line through the set of
points (g(X;), f(Xi),i =1,...,n,ie.,

ot — Yo @(X) = g (X)) (f(Xi) —n”' Y f(X0)

- )

" Yicilg(Xi) —n~1 3 g(X))?

0y = g(X) — x (f(X) —E(f(X)))

and adopting the estimator 58%, Alternatively, we may as well have a broad idea
about the value taken by o™ according to our prior experience on the relation between
f(X) and g(X). That is the case of two derivatives with similar payoffs.

The optimal estimator has variance:

Cov(g(X), f(X))*
Var(f (X))
Corr(g(X), f(X))?(/Var(g(X))?(v/Var(f(X)))?
Var(f (X))

= Var(g (X)) (1 — Corr(f (X), g(X))?),

Var(%y) = Var(g(X)) —

= Var(g(X)) —

showing that under the optimal parameter variance reduction is assured provided that
f and g are one “close” to the other.

Example Let g be a functional transforming a sample price path into a time 7 pay-
off. We may take f to be the final value of a discretely rebalanced A-hedging strategy
within the Black—Scholes model:

N-1
s
So.r = V(So.r) = Cs(0) + [asci x AS; +
i=0

C; —3sC; S;

B AB[:|P1'+1~

Here 05C; = 05C(t;, So,7(#;)) is the option price delta, AS; = So,7(ti+1) — So,7 (%)
is the absolute variation of the stock price S, C; = C(#;, So,7(#;)) is the option



1.3 Variance Reduction 35

price, S; = So,r(t) is the stock price, B; = B(#;) is the risk free asset price,
AB; = B(ti+1) — B(#;) is the risk free asset price variation, and P; 1 = Py, (0)
is the discount factor from time #; | to the current date. We can easily verify that
E(f(Xo,7)) = Cgs(0), that is the Black—Scholes price. Since the value process
above is a proxy of the true replicating strategy for the option defined by g, we may
argue that « = —1 is likely to work well. For the case of a call option on S(T), the
estimator would be:

065" = (Sor(T) — K), — 1 x (V — Cps(0)).

1.3.3 Importance Sampling

The general goal of any Monte Carlo method is to provide an estimation of the ex-
pected value of a function 4 of a random variable X: 6 = E F(h(X)). We assume
that the distribution of X is absolutely continuous with respect to the Lebesgue
measure on the range of X and denote the density of the distribution function Py
of X by f = fx. The Monte Carlo estimate is 6, = n~' Y7, h(X™), where
XM .., X™ is a sequence of independent and identically distributed samples
from Py.

This estimator may be particularly inefficient whenever the region where £ as-
sumes relatively important values has a low probability. This is the case of a deep
out-of-the-money European digital option written on S with maturity 7 and pay-off
N x 1ys(1)> k). For instance, the underlying price distribution can be concentrated
on a region below the triggering threshold K and the probability for the option to
generate a positive pay-off turns out to be relatively low. However, if the amount
N is sufficiently big, then the option may have a nonnegligible value. It turns out
that a sample generator may require several trials before meeting a number exceed-
ing K. The Monte Carlo estimate is extremely sensitive to these circumstances and
its convergence may be unreasonably slow.

Importance sampling consists of (1) replacing f with a density g whose samples
are more likely to fall into the desired region, and (2) performing a Monte Carlo
estimates by sampling from the new distribution and weighing the resulting samples
appropriately. Intuitively, samples occurring more often under g than under f should
be cut by a fraction of the value. This is the case if each sample 4(X?) is weighed
by the ratio f(X?)/g(X®). A simple computation shows that this conjecture is
correct:

0 = Ef (h(X))
= /h(x)f(x) dx

= / h(x)Mg(x) dx
g(x)

=8 (h(X)&)
g(X)
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For this to hold true, we must require that g > 0. For more general distributions,
the two probabilities must assign zero mass to the same events. We say that they
are mutually equivalent probability measures. If we denote by Gy the probability
distribution having density g, the new Monte Carlo estimate is

Zh xm)F XD
o = g(x<">)

where X' ..., X™ is a sequence of independent and identically distributed sam-
ples from Gyx. In other words, after choosing a suitable g > 0, samples are drawn
from it and plugged into the classical Monte Carlo estimator where the target func-
tionis now & x f/g.

Properties It is easy to check that 6% is an unbiased estimator of . However, its
variance differs from the one exhibited by @1. To show this, we assume without loss
of generality that 6 = 0. (Otherwise, we may subtract 6 from é:f and proceed as
follows.) In this case, variance coincides with the moment of order two. For the new
estimator, this figure is easily computed as

———
- %;Eg[(hg) ]
) I

which we compare to the second moment of the traditional estimator 5,,:
1
E4[67] = ~E/ [1?]. (1.20)
n

We should select g, i.e., the new sampling measure, in a way such that (1.19) be

smaller than (1.20):

2

Eg[(h£> ] <E/[n?]. (1.21)
8

Clearly, the ideal situation of zero variance obtains for a density g = f:ﬁ’ meaning

that the best estimator of 6 is 6 itself! This tautology is useful however in providing
us with a guidance towards a wise selection for g.

Prescription The importance sampling density g should be selected to be as close
as possible to a proportion of the product between the contract pay-off 4 and the
probability density function f of the underlying asset at maturity:

gxhx f
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Example Consider a call option written on a standard normally distributed index W
with strike price k. Then 6 = E[(W — k)+] and the standard Monte Carlo estimate
is §1 =n"13 (WD — k), where w " N(O 1). If the option is deeply out-of-
the-money, then it may be useful to sample from a normal distribution targeting the
exercise region of the underlying asset space more thoroughly. An upward shift for
the price mean can do the job. Specifically, we change the density from A/ (0, 1) to
N (u, 1) and compute

— ! Z wo _ —MW‘”*+M2/2
- b

where W®* & 7 (i, 1). An estimate of the sample error can be obtained by com-
puting a Monte Carlo estimate of the variance reported on the left-hand side in for-
mula (1.21), i.e.,

n
Var(é;,) ~ % Z[(W(i) _ k)+e—uw<t)*+uz/2]2'
i=1
The path-dependent case Consider a European-style derivative paying-off & (xy,
., xy) if the underlying index is worth xi, ..., xy at intermediate monitoring
times f1, ..., ty. Assuming that, for the sake of simplicity, the time value of money
is zero, then the derivative value can be written as:

= /h X fXNIX1 e Xyt X SX Xy dXr - dxy

= fh X fXNIX1, o Xno X XX Xnea X X Xy dXn e day

N
= /h(xl,...,xN)l_[fX”Xlw,Xifl(xl,...,xN)dx1-~- dxy (recursion)

N
= f h(xy,...,xnN) 1_[ Ixix;_ (xi, xi—1)dxy --- dxy  (Markov property),
i=1
where all integrands are evaluated at (xi, ..., xy) and fx;|x,,..x;_;li=1 = fx,-
If we denote the transition density fx;x;_, (xi, Xxi—1) by f;, then the importance
sampling estimator corresponding to a new probability measure with transition den-
sities g; reads as:

o~ thXl
eang[h(xl,.. XN)]_[fEX < 3}

with g := (g1,..., gn)-
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Example Consider a standard Brownian motion W moving on a A-spaced time re-
finement O = 7y < f; < --- < ty. The transition density is

P(W(#) € dxi|W(ti—1) = xi—1) = fi(xi, xi—1)
= NGy, A) (i) dx;.

Let gi(xi, Xi—1) = far(x;_ +uiv/a.4) i) dx; be the transition density of a motion
drifting with a rate ; on each interval [#;, f;11]. The weighing ratio is

fl(x,,xl 1) ~ exp{—[(x; —xi— 1?/QA)]
gl(x“x’ 1) l—[ L ex —[(xi — xi- 1_Mt\/_)2/(2A)]}

i=l 2nA
_ ﬁ {(«/—Mz)z 2V Api (x; —xi—l)}
S 24

em[—im(%) + %iu?}

i=1

Consider a general path-dependent option on W. The pay-off can be written as
h(W(t1), ..., W(ty)). An importance sampling estimator reads as

1= . ,
o=~ S (WD), ... W ay))
j=1

N ; ; N
W) W)\ |, 15~ 2
XeXp{—Zm< >+—Zm .12
where (W (11), ..., WU (ty)) denotes the Jjth simulated path of the drifted random

walk
W () = W(ti—1) + uv A+ N(0, A).

Approximating the Zero Variance Estimator The importance sampling estima-
tor (1.22) can be succinctly written as:

—~ 1
o* = E* (h(x) eXp(—[LTX + EILTIL)),

for an N-dimensional Gaussian random vector x. If we write h(x) = exp(H (X)),
then the exponent in the previous expectation is H(X) — [LTX+% . Under the
wu-drifted measure, x has mean . We may therefore replace it by a standard normal
vector Xq plus a constant mean vector g, and get to

~ 1
o" = E|:6XP<H(XO + 1) — ' (xo+ p) + EILTIL)}

|
~ E|:€XP<H(IL) —~ VH() "xo — 1" x0 — EuTuﬂ,
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where the value of H at point xo + u has been approximated by its linear expansion
around p. This expression becomes deterministic provided that

VH(ur) = . (1.23)
This observation leads to the following algorithm.

Algorithm (Optimal importance sampling)

1. Solve the fixed-point condition (1.23) and get to u*.
2. Computeé?f .

The quality of this estimator depends on the proximity of H at point u to its
linear differential.

1.4 Comments

The literature on Monte Carlo methods in finance is exceptionally vast. General treat-
ments can be found in Rubinstein (1981), Press et al. (1992), Fishman (1996), Ross
(1997), and Grigoriu (2003), among others. Boyle (1977) was the first ever paper
on Monte Carlo methods in finance. Approximations of probability distributions and
their funcitonals can be found in Johnson and Kotz (1995). Clewlow and Strick-
land (1998) and Glasserman (2004) explore a wide variety of simulation methods in
finance and provide a complete selection of additional references. Synthetic descrip-
tions of simulation methods are contained in Lamberton and Lapeyre (1996), Boyle,
Broadie and Glasserman (1997), Broadie and Glasserman (1997), Clewlow and
Strickland (1998), James and Webber (2000), Duffie (2001), and Cont and Tankov
(2004). Seminal papers on simulation include Box and Muller (1958), Marsaglia
(1972), Marsaglia and Bray (1964) and Siegmund (1976), among others. Further
technical issues together with a wide variety of simulation methods are explored
in Devroye (1986), L’Ecuyer (1988), Glynn and Iglehart (1989), Glynn and Whitt
(1992), L’Ecuyer (1994), Gentle (1998), L’Ecuyer, Simard and Wegenkittl (2002).
Special topics are investigated in Clewlow and Carverhill (1994), Dupire (1998),
Rogers and Talay (1997), and Bouchaud, Potters and Sestovic (2000), among others.
The density arising in importance sampling has an interesting dynamic counterpart in
finance. It represents the likelihood process associated to a change of measure as no-
ticed by Jarrow (1986) and Jamshidian (1987, 1989). Applications of this process can
be found in Chen and Scott (1993), Geman, El Karoui and Rochet (1995), Jamshid-
ian (1990, 1991c, 1993, 1995, 1996, 1997, 1999), Musiela and Rutkowski (1997),
among others.
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Dynamic Monte Carlo

This chapter presents both existing and new algorithms for simulating paths of a
random process. Section 2.1 introduces the main issue of sampling from proba-
bility measures on a path space. Section 2.2 focuses on continuous path diffusion
processes: four methods are presented and illustrated using a comprehensive exam-
ple on derivative pricing. Section 2.3 details methods for simulating pure and mixed-
jump diffusions. Section 2.4 sketches procedures that have been designed for special
classes of continuous time processes.

2.1 Main Issues

Let us address the problem of simulating samples of continuous time random
processes. There are two main differences from the simpler case of sampling ran-
dom variables (r.v.’s):

(1) No analytical expression exists for the distribution of the “object” we wish to
simulate.

(2) Sample paths are a continuum of values, whereas any simulation algorithm can
only provides us with a finite amount of pseudo random numbers.

The mathematics underlying the first of these items goes well beyond the scope of
the present treatment. However, it is possible to provide the reader with an intuitive
explanation of this fact. Recall that a stochastic process aims at describing the ran-
dom evolution of a state variable X over time. More precisely, for each date t > 0,
a random variable X (¢) is defined on a common probability space (£2, F,P) and a
sample path is the ordered set Xor = (X (f))o<;<7 of outcomes for these variables
corresponding to a particular result w in the sample space §2. Consequently, the dis-
tribution of a continuous time process is a probability measure on the set of sample
paths.! There are several ways we can build a continuous time process and each

I More formally, let RIOT] be the Cartesian product of infinitely many copies of R, one
for each point in [0, T']: that is the space of all functions f:[0, 7] — R. A stochastic
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method implicitly offers such a probability measure. Because the space of sample
paths cannot be ordered, this measure does not allow for a cumulative distribution
function. This absence, along with the fact that the Lebesgue measure® defined on
this space does not exist, implies that density functions are not available for stochas-
tic processes.

For these reasons, we must search for approximations of continuous time process
involving a finite number of random variables that can be simulated. This introduces
a further source of error beyond the one stemming from the impossibility of generat-
ing truly random samples from any distribution: this is the error induced by replacing
a continuous time process with one among all possible approximations.

There are essentially two methodologies for approximating a continuous time
process that can serve the scope of simulation. They share the property of producing
a discretized version of the process in the sense that randomness enters through a
finite number of random variables.

The first methodology consists of replacing a whole continuous time path X; r
by the vector X©, ... XM representing values of X; 7 at fixed points in time 0 =
tp <t <--- <ty = T.Simulation is performed on these variables and the entire
path, if needed, is obtained by interpolation methods.

We illustrate this idea by simulating paths of a standard Brownian motion W on
the positive real axis. Our goal is to compute the expected value of a functional F
of the process path Wy, that is E(F (Wyr)). We may approximate W by a suitable
process taking constant values over finitely many consecutive intervals.

The first part of this program is to split [0, 7] into N evenly spaced time
lags with a common length A and consider the law of the finite-dimensional vec-
tor (Wo, Was, ..., Wyar) of Brownian increments. This vector is distributed as
(O, «/A_tgl, e, \/E(gl +--- 4+ gn)), where the g;’s are independent standard nor-
mal variables. We may thus approximate W (t) by

(1) = Wiryanar ~ VAL(g1 + -+ &i/an), 2.1

process is a mapping from £2 to RIOT]: an elementary event @ is mapped into the set of
all values {f(¢),t € [0, T]}, which is the function f € RIO-TT jtself. Given a probability
space (§2, F, P), the law Py of a process X is a probability measure induced by X on its
image space RIO-T] through the assignment

Px(A) = P({w € 2: X(0) € A}),

for all Borel sets A € B(R[O’T]).

2 Broadly speaking, the Lebesgue measure on a given space is defined as a sigma-additive
measure which is invariant up to rotations and translations of subsets in the space. To illus-
trate this property, we may think of the area of a given square in the plane. This number
does not change if the square is translated and rotated. The Lebesgue measure on the real
line (resp. plane; resp. 3D space) measures the length (resp. area; resp. volume) of a set.
A definition given in Chapter 1 states that the density function of a probability measure is
the Radon—-Nikodym derivative of its cumulative distribution function with respect to the
Lebesgue measure.
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where [x] denotes the integer part of x. The expected value above mentioned can be
computed as:

E(Flgl) ~ E(F[(VAt(g1 + - + gu/am) oz 1)) 22)

which is a standard [/ At]-dimensional integral. A Monte Carlo estimation can be
performed using the following algorithm.

Algorithm (Monte Carlo valuation)

1. Fix n equal to a “large” value; seti = 1 and N = [t/ Af];

2. Slmulateg() (’)lld N, 1);
3. Compute F© = F [(W( )(t))0<t<T] by evaluating the payoff functional F on
the approximate Brownian path W@ () = /A (g(l) S+ g[(’} A

4. Leti =i+ 1.If i < n, then go to Step 2;
5. Return the average sampled payoff n ! i F ),

Example (Call option) Consider a call option C(7, K) on a market index whose
dynamics are described using a Brownian motion W. Here T is the option ma-
turity and K denotes the strike price. Let At = T/N and, fori = 1,...,n

and k = 1,..., N, let g(l) S N(0,1). Setting x@ = VAr(gy + --- + gn),
we obtain a sequence of sampled payoffs (x(V — K),, ..., (x™ — K)+. Assum-
ing a constant short rate of interest r, the Monte Carlo estimate of the option
value reads as n~! e e T (x™ — K),. (Of course, this example is trivial
and no one would use a Monte Carlo to compute the analytically solvable integral

J & = K)4 fvo,r(x) dx!)

Another possible implementation of the same program is to consider the joint

law of a finite number of Brownian points W (¢1), ..., W(t,). We know that any vec-
tor W = (W(t1), ..., W(t,)) follows a normal distribution N (0, ¥) with X;; =
min{t;, tx} (i,k = 1,...,n). By applying the Principal Components decomposi-

tion detailed in chapter “Static Monte Carlo”, a sample W' can be obtained as
Z;le Zj \/)»_juj , where A; is the jth greatest eigenvalue of X and u/ denotes the
corresponding normalized eigenvector. If W,ﬁ denotes the kth coordinate of this sam-
ple, an approximate Brownian path can be obtained as W (¢) = W[it /A

The second methodology for simulating a continuous time process starts from
the representation of a path in terms of a series expansion with respect to se-
lected basis functions. More precisely, the process is written as the sum of a series
X@) = Z,fi] i (t) with respect to a system of deterministic functions ¢ () for
appropriate random coefficients a. A simulation is then performed according to the
following algorithm.

Algorithm (Series expansion method)

1. Fix a sample size K;
2. Generate samples oy, ..., ¢g;
3. Return X (1) ~ YK arqn (0).
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In order to illustrate this method, let us consider the problem of sampling a ran-
dom path (W (#))o<s<1 of a Brownian motion. For the sake of simplicity, we assume
the simulation occurs on the unit interval [0, 1]. We examine three possible methods
for implementing this program by means of a series expansion.

The first method is based on the continuous time extension of the eigenvalue
decomposition reported above for the finite-dimensional case. We diagonalize the
covariance operator C (¢, #) = min{z, u} by solving the problem

fmin{t, ule(t)dt = Ap(t)

with respect to the scalar A and the function ¢. It can be shown that this equation
produces the following system of solutions:

2 2
b= <<2¢T1+ 1)n> ’
0 (1) = fzm(@) (> 1).

This system leads to the well-known Karhounen—Loeve expansion of a standard
Brownian motion

Wt) =Y ziv/aigi(0),
i=1

where z; " A0, 1).

The second method expands a path in terms of a basis in the space £2([0, 1]) of
square-integrable functions on the closed interval [0, 1]. Consider the system of Haar
functions defined as follows: for each integer n > 1, let k € I(n) be the set of odd
integers between 0 and 2", and for ¢ € [0, 1], set

2(m=1)/2 fort € [k_l L),

2" 9 27!
Hin(®) =1 —20=D72 forr e [ £, LEL),
0 elsewhere.

The system of Schauder functions is defined by

t
Sk () = / Hien (1) dut.
0

Then, the following representation holds true:

WO =" " zaSa®),

n=0kel (n)

where zj > N(, 1).
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The third method is based on the first ever construction of a Brownian motion.
Paley and Wiener used a trigonometric basis and obtained the following expression:

© 2ol inkmr)
W(t) =Zol‘+Z Z \/ETZ](,

n=1 j=pn-1

where z; i N(0, 1).

Compared to path generation by the accumulation of consecutive increments, this
series expansion has two disadvantages: first, it involves O (n?) operations; second it
produces a whole path in one shot. This may not be advisable whenever an entire path
over the option horizon need not be computed, as is the case with a barrier option for
which path simulation is to be interrupted each time the barrier is hit. Methods based
on time discretization can be applied to all diffusion processes and generate simu-
lated paths even for very complicated processes. These considerations explain the
higher popularity of these methods in finance literature compared to the ones based
on series expansions. These latter are particularly suitable for stationary processes,
such as Levy processes, for which the distribution of coefficients oy is known. (See
Sect. 2.5 for these extensions.) One further reason for their attractiveness lies in their
independence from interpolation procedures for the purpose of obtaining paths in
continuous time.

2.2 Continuous Diffusions

We consider four methods for sampling solutions of stochastic differential equations
(s.d.e.):
dX(t) = u(t)det + o () dW(z).

These methods correspond to simulating samples:

(1) from the exact transition density p(¢, dx; s, y) = P(X(s) € dx|X (t) = x);
(2) of the solution of the exact dynamics followed by the process;

(3) of the solution of approximate dynamics to the original s.d.e.;

(4) of the coefficients in a truncated series expansion of the process.

The first three of these methods simulate first values for a sample path at a discrete
set of times ?1, ..., fy and then make an interpolation to produce a continuous time
trajectory. Throughout, we make the following assumptions:

e the starting time is #p = 0;
e the starting state is a known value x;
e the sampling interval [0, T'] splits into N equally Ar-sized intervals [#;11, #;].

2.2.1 Method I: Exact Transition

This method can be performed whenever the transition distribution of the process is
known for any pair of consecutive times.
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Algorithm (Transition distribution)
1. Set X¢ = xo;
2. Fori =1,..., N,sample X; ~ p(t;, -; ti—1, Xi—1);
3. Return (X|;/ar, 0 <t < T) as a sample of the process X on [0, T'].

Example (Vasicek model) In the Vasicek term structure model the one-dimensional
state variable is represented by the short rate of interest r, whose dynamics are given
by dr(t) = a(B — r(t))dt + y dW(z). Solving for r, we see that r(¢) has a nor-
mal transition density with conditional mean wu(t; s, y) = 8 + e~ =9 (x — B) and
conditional variance o (¢; s, y) = ‘2’—5(1 — e 2o(t=9)y,

2.2.2 Method II: Exact Solution

Recall that the strong solution X of an s.d.e. is explicit if it can be written as an
analytic functional F of time ¢ and the driving random noise W until that time, i.e.,
X (1) = G(t, Wy,). This method can be performed whenever dynamics are given by
an s.d.e. whose strong solution is explicit. The method consists of discretizing the un-
derlying noise over a finite set of sampling times. An instance of this approximation
has been developed for the case of a Brownian noise in formula (2.1).

Algorithm (Exact solution)

1. Set X¢ = xo;
2. Fori =1,..., N, sample random noise W (#;) and set

Xi =Gt (W), ... W)}
3. Return (X|;/as, 0 <t < T) as a sample of the process X on [0, T].

Example (Geometric Brownian motion) The stock price dynamics in the Black—
Scholes model are given by dS(¢) = S(#)(r dt + o dW(z)), with S(0) = x¢. The
strong solution of this equation is

o2
S(t) = xo exp((r — 7)t + oW(t)).

Discretizing the underlying Brownian noise leads to a discrete time process

2
Siv1=5; exp((r - %)At + o~/ At X gi+1).

Here the g;’s are independent samples from a standard normal distribution and the
corresponding sample path may be obtained using the rule (So, S1,...,Sy) —
SN(1) = St/ At)).

2.2.3 Method III: Approximate Dynamics

Both the exact transition and exact solution methods introduced above simulate an
approximate solution of given dynamics. If neither transition probabilities, nor the
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explicit solution are available, we may look for simulating the exact solution of a
discrete time process approximating the system dynamics:

dX (1) = p(t, X)) dr + o (¢, X (@) AW (2). (2.3)

The method amounts to solving a stochastic difference equation obtained by dis-
cretizing the above equation. There are several ways for doing this and we shall fo-
cus on the two most popular among practitioners, namely the Euler and the Milstein
schemes.

A. Euler Scheme
S.d.e. (2.3) is discretized into the finite difference system:

Xip1 =X +ulty, Xp)At +o(t;, Xi)vV At X g;, (2.4)

where g; 1 N, 1).
Algorithm

1. Set X¢ = xo;

2. Fori =0,...,N — 1, sample g; L N (0, 1) and set X;41 as in (2.4);
3. Return (X[;/as, 0 <t < T) as a sample of the process X on [0, T].

The Euler scheme gives an approximate solution which is pathwise convergent
to the exact solution of the original equation according to a mixed L?-sup norm; that
is, VT > 0,3C = C(T):

E( sup | XV (1) — X(t)|2) < C x At
1€[0,T]

Actually, there is no need to adopt a time grid with evenly-spaced subintervals. We
may as well consider partitions with a finer grid on certain regions of the time axis.
This would improve the precision of our approximate process on some key portions
of the time spectrum, for instance around coupon payment dates of a bond. We just
have to replace At with #;1; — ¢; at the ith step.

Example (A convergent scheme in law) If we take g; = 2b; — 1, where b; S
Ber(1/2) are independent Bernoulli variables, the resulting scheme provides the user
with an approximate process whose trajectories do not necessarily converge to those
of the exact solution. Yet, the law induced by the resulting discrete process on the
path space converges to the of the true process. For practical purposes, this means
that the expected value of any regular functional F of the approximate process X~
converges as N — oo (i.e., At — 0) to the true expectation E(F (X¢7)). For deriv-
ative evaluation purposes, one may thus adopt a weakly convergent scheme such as
the one involving Bernoulli samples.

Example (Fong—Vasicek model) We discretize a two-factor interest rate model
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where r is the short rate of interest and v represents its instantaneous volatility:

dr(r) = a(p —r() dr + o) dw?,

dv(r) = B(it — v(0)) dt + oy/v(t) dW?,
rigt = ri +a(u—r) At + v At X n,
Viv1 = v + B — v;) At +0M X mj,

where (n;, m;) denotes a sample from A>(0, X) and X df = Cov(dwW!, dw?).

B. Milstein Scheme

The idea is to add a second order term in the series expansion of the true solution. The
convergence order of the resulting scheme is the same as the one stemming from a
Euler discretization. However, this comes at the expense of increased computational
complexity.

Xigi =Xi +u(ty, X)W1 — 1) 0@, Xi)Jtiv1 — 4 X g

1
+ 50 X (6, X T x (g1 — 1) x [¢7 = 1]-

Notice that the last term has zero expected value.

2.2.4 Example: Option Valuation under Alternative Simulation Schemes

Let us compute the arbitrage-free value of four European options. Each option is
written on the security price process S and expires at 7 = 0.4 years (i.e., 100 days
for a day-count convention assuming 250 days per year). The strike price is K =
1.9 Euros, the current spot price is S(#) = 2.1 Euros, and the risk-free rate is 2%
per annum. We consider a European call, a digital, a barrier and an Asian option on
the geometric average of past prices. For the barrier option, the up-and-out threshold
is set to 2.5 Euros. The underlying process S is a geometric Brownian motion with
volatility ¢ = 0.2. The option value is first computed using the exact formula and
then compared to the value obtained by simulating the underlying process through
the following five alternative methods:

1.

Recursive sampling from the analytical transition density over intervals of length
A until either the expiration time is reached or the up-and-out threshold is at-
tained. (Method 1.)

Discrete time simulation of the exact solution of underlying process. (Method II.)

. Simulation of the random walk stemming from discretizing the s.d.e. followed

by the process S according to the Euler scheme. (Method III.A.)
As in Step 3, with a Milstein discretization scheme. (Method II1.B.)

. Simulation of the geometric Brownian motion under a Fourier representation of

the driving standard Brownian motion.

Each Monte Carlo evaluation involves 100,000 sample paths. Each path is obtained
by sampling the process 500 times between the outset and the option maturity, unless
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Table 2.1. Comparison of option prices obtained using alternative simulation schemes. First
round parentheses contain percentage error with respect to the exact Black—Scholes price.
Second round parentheses indicate standard errors

Call Digital Barrier Asian
Exact formula 0.242559 0.779335 0.141267 0.210084
Analyt. transition 0.242946 0.779632 0.141416 0.210336
(0.39%) (0.15%) (0.32%) (0.27%)
(—0.16%) (0.04%) (0.11%) (0.12%)
Discret. solution 0.242763 0.779677 0.143879 0.210208
(0.24%) (0.16%) (0.43%) (0.17%)
(0.08%) (0.04%) (1.85%) (0.06%)
Discr. SDE (Euler) 0.242572 0.779492 0.144098 0.210099
(0.22%) (0.12%) (0.31%) (0.16%)
(0.01%) (0.02%) (2.00%) (0.01%)
Discr. SDE (Milstein) 0.242636 0.779669 0.144328 0.210148
(0.20%) (0.04%) (0.27%) (0.12%)
(0.03%) (0.04%) (2.17%) (0.03%)
Fourier expansion 0.242669 0.779287 0.145251 0.210133
(0.24%) (0.08%) (0.39%) (0.15%)
(0.05%) (—0.01%) (2.82%) (0.02%)

the barrier in attained before. For case 5, the Fourier series has been computed up
to the 200th term. Each option price is calculated 10 times for the purpose of comput-
ing the numerical standard deviation of the reported option value. Table 2.1 reports
simulated option prices for all options and computational methods. The numbers
within round brackets are the standard deviation and the pricing error with respect to
the exact option value as expressed in percentage over this latter.

2.3 Jump Processes

A pure jump process is one whose trajectories vary according to discontinuities only.
In the previous section, we presented several methods for simulating samples of con-
tinuous diffusions. In this section, we introduce simulation algorithms for compound
jump processes. The following section combines continuous and compound jump
diffusion processes and develops algorithms to simulate the resulting mixed-jump
diffusions. The last section is devoted to methods expressly conceived for Gaussian
processes.

2.3.1 Compound Jump Processes

We consider a stochastic process of the following form:

N(t)

Ty =Yy, (2.5)
j=1
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This expression involves two terms. The first term N governs the jump occurrence:
for a given elementary event w (usually identified with a sample trajectory), N (¢, w)
counts the number of jumps between the initial time O and current time ¢ (both in-
cluded). We call N a counting process and denote the corresponding jump times by
71(®), ..., TN(,w) (w). The second term (Y;);> determines the jump magnitudes:
Y; represents the ith jump size. The joint effect of the two terms is described by
expression (2.5) defining a compound jump process J.

Sampling paths of a compound jump process J can be split into simulating jump
times corresponding to the counting process N and then generating sample jump
sizes Y;,i > 1. The latter are usually assigned through their distributions. Conse-
quently, methods described in chapter “Static Monte Carlo” can be employed for the
purpose of sampling jump amplitudes. Simulating jump times is less trivial. Actually,
the relationship between counting processes and the associated jump times needs to
be made more explicit.

Example (Counting process) A counting process N = (N(¢),t > 0) is any non-
decreasing process taking values in the set N of natural numbers O, 1, .... This
process can be used to model the number of jumps occurring on a time period [0, T'],
i.e., N(t) = “# jumps until time ¢”. Counting processes can be sampled as follows.

Algorithm (Simulation of a counting process)

1. Generate r.v.’s Ty, . .. with distributions supporting the positive real axis; (7; rep-
resents the ith interarrival time, that is the time between the ith jump and the
following one.)

2. Jump times 11, 72, ... are obtained by summing up interarrival times:

k
TkZZTi§
i=1

3. For each time ¢, N(¢) records the number of jumps that have occurred since the
beginning, that is

o o)
N(t) = Z l{TnSt} = an{fn5t<tn+l}’ (26)
n=1 n=1

where the indicator function 14(w) is equal to 1 if w € A, and O otherwise.
The first expression sums up as many 1’s as the number of jump times occurring
until time ¢. It is clear that a counting process is a compound jump process with
unit jumps, namely ¥; = 1 for all i. We note that the second expression in
formula (2.6) selects n whenever the nth jump occurs no later than ¢ and the
(n + 1)th jump occurs after time . The second expression in (2.6) can be used
for simulating a Poisson random variables.

Example (Poisson process) Let the interarrival times be modeled by independent
and identically distributed exponential r.v.’s. The corresponding counting process is
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called “homogeneous Poisson process”. Simulation reads as follows:

.. n o0
’Ti 1,1\(} EXP()\) - T, = Z Tk — N([) = Z I{Tnft} c 7. (27)
k=1 n=1

Recall the exponential density fexpa)(x) = re=* for X > 0. It can be shown
that the r.v. N (¢) is distributed according to a Poisson law Po(At) with parameter Az,
ie, fne(n) = e M ()" /n!, for all n € Z. Coefficient A represents the expected
number of jumps per time unit, i.e., E(N(¢)) = Az. Notice that this quantity is the
same for all times ¢ and that Var(N (t)) = At as well.

2.3.2 Modelling via Jump Intensity
A compound jump process Z;V:(tl) Y; is determined by specifying jump occurrence
and size. Occurrence can be modeled in two distinct yet equivalent ways.

The first method was described in the previous section: the ith jump time can
be obtained by summing up the first i interarrival times. Since these variables are
sampled from exogenously assigned distributions, this method is advantageous for
simulation purposes as long as their distribution is known by assumption. However,
we may wish to model jump occurrence as a function of time and, possibly, the
underlying state variable. In this case it is not clear how interarrival time distributions
ought to be selected.

The second method serves the purpose of explicitly linking jump occurrence to
both time and state variables. We begin by assigning a jump intensity, or frequency
(A(t),t = 0), which may be constant, time dependent or random as well. Heuris-
tically, this process defines the number of jumps per time unit in a “small” neigh-
borhood of each point ¢ in the time interval [0, T], i.e., A(¢) df = d;E;(N(s))]s=¢-
The integrated intensity f(; A(s)ds is referred to as the compensator of the jump
process N. This term stems from the property that N (¢) — fé X(s) ds is a martingale.
For instance, the intensity of a homogeneous Poisson process with parameter A is A
itself. It can be shown that the intensity process unequivocally determines a corre-
sponding counting process N. The main advantage of this method is that the jump
occurrence can be easily modulated over the time horizon and can be made random,
e.g., state dependent. This goal can be achieved by assigning a specific functional
form to the intensity process. We consider four possible specifications for the jump
intensity of a given process X:

(1) X constant;

(2) A(t) time dependent;

(3) A(t, Y(¢)) random and dependent on a process Y that is statistically independent
of X;

(4) A(t, X(¢)) random and dependent on the underlying process X.

The first two cases are developed in this section for pure jump processes. Models

driven by random intensity will be treated in the more general context of mixed-
jump diffusions.
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Example (Electricity price modelling, Roncoroni (2002)) Poisson processes have
constant intensity: jump occurrence is uniformly spread over the time axis. Electric-
ity markets often display spikes during certain periods of the calendar year. A spike
is a sequence of upward jumps followed by a sequence of downward jumps. If spikes
tend to occur during the warm season, we may use a periodic intensity function

) d

M =0 [1 + [sin(n( — 1)/ k)] 1] ' (@8)
Figure 2.1 displays the graph of intensity function (2.8) across varying levels of
the squeezing coefficient d and for a fixed & = 1. This function concentrates jumps
around a precise portion of the time axis and has been proven to be quite effective for
describing the empirical jump occurrence in most U.S. electricity markets. If jump
occurrence is linked to other quantities than time, we may adopt a random intensity
function depending on the values assumed by these quantities. For instance, spikes
in electricity markets are linked to the prevailing temperature in the region where
power is delivered. This suggests to first model the temperature as an independent
variable F'(¢) and then consider an intensity function A(¢, F(¢)). This turns out to
be an effective way of simulating upward jumps featuring the ascendant movements
during a price spike. However modeling the descendent side of a spike requires a
more “clever” intensity. Whenever prices reach high values compared to those pre-
vailing under normal market conditions, they tend to revert to their mean value. This
effect is usually modeled by introducing a smooth mean reversion effect in the drift of
the underlying diffusion process. Occasionally, this reversion consists of downward
jumps. To force the occurrence of reverting jumps, we can consider an intensity that
also depends on the standing market price E (). For instance, by selecting

d
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Fig. 2.1. Alternative jump frequency functions.
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Ar, E() = A(t) x [1+max(0, E¢T) — b(0))],

with A(?) as in expression (2.8), we may amplify the time dependency of jump oc-
currence in a way that is proportional to the “distance” between the current price
E(t7) and the average price b(t) computed at the same time under normal market
conditions.

2.3.3 Simulation with Constant Intensity

Let N(1) = > 72 L{r,<r}» t > 0, be a counting process with a given constant in-
tensity A. We present two algorithms for simulating sample paths (N (¢))o<;<7 and
the corresponding jump times 7y, ..., Ty(r). The first method, called “conditional
simulation”, simulates the number of jump times occurring on [0, T'] followed by
their exact location within the same interval. The second method, called “countdown
simulation”, samples jump times in a sequential order, starting from the first one and
continuing until the time horizon T is reached.

Method I (Conditional simulation) It can be shown that conditional to N(¢) = n,
jump times 7; of a homogeneous Poisson process are independent uniformly distrib-
uted r.v.’s on [0, T']. This fact leads to the following algorithm.

Algorithm
1. Simulate N(T) ~ Po(AT);
2. Simulate N (T') independent uniform samples 71, ..., Ty(r) on [0, T'];
3. Return jump times 71, ..., Ty(r), and the Poisson realization N (T).

Notice that, contrary to the construction (2.7), here N(T') is sampled first and
jump times are obtained then. The Poisson random variable should be sampled by
any of the methods introduced in chapter “Static Monte Carlo”.

Method II (Countdown simulation) Since A is constant, we know that NV is a Pois-
son process. Therefore interarrival times are exponentially distributed with parame-
ter A and consecutive jump times on the interval [0, T] can be simulated by the
following algorithm.

Algorithm
1. Lettg =0,i =0;
2. Seti =i+ 1;
3. Generate U ~ U[0, 1];
3.SetTj=—r"'"InUand t; = v,_1 + Tj;
4. If r; < T, then go to Step 2;
5. Return jump times 7y, ..., 7j_1, and the Poisson sample N(T) =i — 1.

This is in agreement with construction (2.7).
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Example (Simulation of a Poisson random variable) Since N (t) is a Poisson r.v.
with parameter Af, N (1) is a Poisson r.v. X with parameter A. From expression (2.6),
we see that:

e¢]

o
N =Y nlig<icn, ) = O AlT g Tyl <T 4ot Ty )

n=1 n=1

This expression selects n in a way that the sum of n exponentially distributed sam-
ples T1, ..., T, does not exceed 1 and the same number plus a further independent
exponential sample 7}, is greater than 1. This is just the algorithm illustrated above,
with T = 1. The procedure is somehow inefficient. Indeed, each step involves the
computation of a logarithm. Fortunately, using the equivalence

(Ti4- + Ty <1 <Ti+-+Tpp1)
={U; x - X Upp1 <€ <Up x - x Uy},

we may avoid computing the logarithmic function. This observation leads to the
following algorithm.

Algorithm

1.SetP=1,n=0andd =e;

2. Generate U ~ U]0, 1];

3. Define P=P x U andn =n+ 1;
4. If P > d, then go to Step 2;

5. Return n.

The reason for setting d at the outset is to prevent the implementation code from
repeatedly compute an exponential during the run.

2.3.4 Simulation with Deterministic Intensity

The two methods described in the previous paragraph can be adapted to simulate
samples from inhomogeneous Poisson processes with given deterministic inten-
sity A(f). A third method, called “thinning”, is based on an acceptance—rejection
scheme: jump times of a homogeneous Poisson process (=constant intensity) are
sampled first; then, a test is performed to decide whether to accepted them or not as
sample jump times of the inhomogeneous Poisson process.

Method I (Conditional simulation) The cumulated jump intensity over the time
horizon [0, T] is given by A = fOT A(s) ds. This leads to the following algorithm.

Algorithm

1. Generate N(T') ~ Po(A);

2. Generate N(T) independent samples 71, ..., Ty(r) with common distribution
density f;(t) = A7 A(r);

3. Return jump times 71, ..., Ty(r) and sample number N (T).
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Method II (Countdown simulation) It can be shown that for any pair of con-
secutive jump times 7; and 7,41, the conditional distribution of the compensator
f;"“ A(s)ds given 7; is an exponential variable £(1). Consequently, we may draw
a sample e; 1 from this distribution and then set 7;1 as the first time for which the
integral above exceeds the threshold e; 1.

Algorithm

Lettg =0,i =0;

Seti =i+1;

Generate ¢;+1 ~ £(1);

Let 7; = inf{t > 7 /ji A(s)ds > ejr1);

Sett; =711+ Ti;

If; < T, gotoStep2;

Return jump times 11, .. ., t;—1 and Poisson sample N(T) =i — 1.

NoUnA W=

Method III (Thinning simulation) The idea is to generate jump times from a Pois-
son process with a suitable constant intensity. This can be done by using any of the
algorithms detailed hitherto. Then, we select some of these sample times according
to the outcome of a random test. More precisely, if T is a Poisson jump time, we
draw an independent r.v. U ~ U[O0, 1], where A is an upper bound for A(¢) over the
simulation time domain [0, 7']. If U falls into [0, A(7)], then 7 is accepted as a sam-
ple from a Poisson process with intensity function A(¢). Notice that the closer A(t)
is to A, the higher is the probability that U belongs to [0, A(r)] and that t is then
accepted. Intuitively, if A(7) is close to A, then the inhomogeneous Poisson process
with intensity function A(?) is close to a homogeneous Poisson process with inten-
sity A. The optimal level for A is the one leading to the shortest average time period
before acceptance. It can be proven that this number is A* = supc[o 7] A(s). This
method can be implemented through the following algorithm.

Algorithm

. Set A* = sup;¢po.77 A(5);

. Sample N exponential r.v.’s ¢; ~ £(A*), with N = min{n: Z?:l e >T};
. Sample N — 1 uniform variables U; on [0, 1];

. Define

AW N =

) ML e
1].:{1 1ij§.)\7*‘,
0 otherwise.

5. Select the subset of the index set from 1 to N — 1 consisting of indices j for
which /; equals 1: J = {j: I; = 1}. An order function associates its position
R(j) to each element j in J;

1

6. Return jump times 7; = le(l) e;.

The mathematical proof of this method is developed in an appendix for the gen-
eral case of random intensity.
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2.4 Mixed-Jump Diffusions

2.4.1 Statement of the Problem

A mixed-jump diffusion process, or simply jump diffusion, is the sum of a continuous
diffusion process and a pure jump process. We tackle the issue of simulating a mixed-
jump diffusion satisfying a stochastic differential equation

dX () = p(t, X)) dt + o (1, X @) AW @) + n(t, X)) dI @), (2.9)
X (1) = x,

where J is a compound jump process J(t) = Zyz(ll) Y;, Y; S fr.and X(t7) =
limg4; X (s). This process is specified by the following ingredients:

x = Initial state;

wu(t, x) = Drift function;

o (t, x) = Brownian volatility function;

n(t, x) = Jump impact function;

A(t, x) = Jump intensity, or frequency, function;
Y; = Jump size variable.

Regular coefficients are assumed in order to ensure the existence of a unique solution
to the differential system above. Moreover, A is superiorly bounded by a constant.
The Euler discretization of equation (2.9) reads as

Xis1 = Xi + pti, X)) At + o (1, X))V AL x g;
N(tit+1)
+n XD x Y., (2.10)
J=N(t)+1

where the convention ) /_, 11 @ = 01is adopted. Notice that all jumps occurring in
the semi-closed time interval (#;, #;+1] contribute to the evaluation of X, . Three
methods for simulating the discretized process (2.10) are detailed below.

Example (Black—Scholes dynamics with jumps) We generalize the Black—Scholes
framework for a market where two assets are traded:

o The risk-free asset, or money market account, is given by B(¢) = e'’;

e The risky asset is driven by three mutually independent sources of noise: a stan-
dard Brownian motion W, a counting process N (), and a sequence of random
jump sizes (Y;)i>1.

These terms are combined according to the following guidelines:

(a) The price process S follows a standard geometric Brownian motion between two
consecutive jump times:

t € ltj, tjp1) = dS@) = S(O)((r) dr + o (1) AW (1)),
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(b) At jump time 7;, S jumps by a proportion Y; of its pre-jump value § (rj_)
t=1; > AS@) = S(zj) — S(rj_) = S(rj_)Yj.

These dynamics can be made explicit in terms of the driving noise. On [0, 71), we
have a continuous diffusion:

S(t) = sge o /Do W D) Q.11
In particular, S(z,") = so exp((u —02/2) 714+0 W (11)). Note that the superscript “~”
can be omitted in all expressions on the right-hand side because both drift and W are
continuous functions of time. At the first jump time, price jumps by a proportion Y7,
that is:

S(r1) = S(r)d + Y1)

— soe B DTHIWE) (1 Ly,

On the interval [11, 12), the process S behaves like a continuous diffusion starting at
value S(r1) at time 71:

) Lt §
S(t) = S('L’])ef’l (n—o /2)d3+le odW(s) _ Soe(u—az/Z)t+aW(1) x (14 Y)).

By induction, we arrive at the general term

N(t)
S(1) = s PV O o TT(1 + 17 2.12)
i=1
If N(t) = 0, i.e., no jump has ever occurred, then the product [] is set equal to 1 to

recover formula (2.11). We may derive a unique expression for the differential of S
by summing up differentials of continuous and discontinuous parts of S:

dS@) = S(t)(n(t) dt + o () dW (1)) + > AS(v)
ve(t,t+dr]:AS(v)#£0

N(t)
=S¢7) |:,u,(t) dt +o(t)dW() + d; |:Z Yj:|:|»

j=1
because:
N (t+dt) N(1t) N(1)
YoOAS = Y SEHY=d ) SEHY;=SeT)d Y Y
ve(t,t+dr]: j=N(@)+1 j=1 j=1
AS(v)7£0

The last equality stems from the fact that dt(Z?/:(tl) Y;) assumes nonzero values at
jump times 7; (j > 1) only. Note that this formulation prevents the price process
from assuming negative values as long as we require that ¥; € [—1, 0o) and that the
three sources of random noise W (t), N(¢) and ¥; (i > 1) are mutually independent.
This implies that they must be generated by using transformations of independent
uniform numbers.
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2.4.2 Method I: Transition Probability

Jump diffusion sample paths can be simulated by combining methods developed for
continuous diffusions and for pure jump processes. If the exact transition distribu-
tions are known, we may follow the scheme presented in Sect. 2.2.1.

Example (Poisson—Gaussian process) Consider a mean reverting process with Pois-
son jump component:

dX (1) = k(6 — X (1)) dr + vdW(t) + 1dN (1), (2.13)

where N is a Poisson process with intensity A and parameters are all constant. The
analytic expression of the transition density for this process can be approximated by
the exact transition of a discrete-time approximation of the process above. We may
consider the discrete-time approximation:

Xit1 =k® — X)At +v x VAt x N0, 1) + 1 x Be(g),

where Be(g) denotes a Bernoulli distribution with parameter ¢ = AA¢. It can be
shown that this scheme converges in law to the solution of equation (2.13). The
transition density of the discrete time process is given by

=X —kO=X;_DAr—)?

pti, dx; tiq, Xi—1) = —1__xe 2 Arty)
2n(v2AL + y2)
1— q 7(x—Xl-_1—k(6—X,'_1)At)2
+ — X e 202 At
A 2mvZ At

2.4.3 Method II: Exact Solution

If the solution to the s.d.e. (2.9) can be derived in a closed-form, we may simulate
paths from a suitable discretization of this process. The following example illustrates
this technique.

Example (Black—Scholes dynamics with jumps (continued)) The process (2.12) is
one of the few instances for which simulation can be performed on the explicit so-
lution of the s.d.e. This solution can be discretized by factorizing it on a partition of
the interval [0, T']:

S(At) . x S(nAt)
S0 S((n — DAL’

S(nAt) =59 X

All factors share a common distribution, namely:

A N(G+1)AL)
S(iAr) _ l—[ (1+7) x (=02 /DAt (W (+DAN—W (i AD)
S —han 1 ’
J=NGA)+1
N(AD

1—[ (147 x e(u—az/Z)AH-U(W(At)—W(O))’
j=1
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where N(Ar) ~ Po(LAL), Y; "% fy and W(Af) — W (0) ~ N(0, Ar). This expres-
sion leads to the following:

Algorithm (Simulation of the exact solution)

1. Simulate a Poisson variable N with parameter At;

2. Simulate random samples Y7, ..., Yy with distribution fy;

3. Simulate a standard normal variable n;

4. Return x x Yy X --- X Yy x exp((u — 02/2) At + o/ At x n).

2.4.4 Method III.A: Approximate Dynamics with Deterministic Intensity

In most models, simulation is performed on the exact solution of an approximate
dynamics stemming from the original s.d.e.: this is almost the only method for sim-
ulating a jump-diffusion with varying jump intensity. If intensity is deterministic,
then the jump part of the process can be sampled by any of the algorithms detailed
in Sect. 2.3. Once jump times 7y, ..., 7,, have been sampled, we generate the con-
tinuous part of the process by implementing a standard path simulation between
consecutive pairs of jump times:

Xiv1 = X; +u(ty, X)) At + o (4, Xi)vV At X g;.

Then, for each jump time t;, we sample a random jump size Y; from fr, and add
n(ti, X (r,~))l7,- to the last value of the continuous part of process. Of course, t; need
not belong to the partition 7 = {fg, ..., ty} of the time horizon [0, T]. We may
overcome this problem by substituting each t; with its closest element in 7, that is
ri’ = targmin; |1;—7;]- If we adopt the thinning method, the resulting procedure is given
by the following algorithm.

Algorithm (Thinning method)

1. Generate approximate jump times 77, ..., 7,, as above;
2. Xo=x, ‘L’(/) = 10;
3. Setiy: t;, =71, fork =0,...,m;
4. Fork=0,...,m —1,
4.1. Fori =iy, ..., ir+1, use the Euler scheme:
Xit1 = Xi +u@t, X)) At + o, Xi)V At x g, (2.14)
and get to )?ik, el ?,-Hl_l, ?,»Hl;

4.2. Sample Yj41 from fy;

4.3. Set Xjy = Xipy + n1isrs Xige) X Yet1s -
5. Fori =£m, R y use the Euler scheme (2.14) and arrive at X;,,, ..., Xn;
6. Return Xg, ..., Xn.
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2.4.5 Method I11.B: Approximate Dynamics with Random Intensity

Randomness in the jump intensity is usually introduced through a process D and a
function A(#, D). The resulting jump intensity process A(¢t, D(t)) gives rise to a jump
component whose sampling technique differs according to whether D in independent
of the underlying state variable process X or not. We examine two cases:

1. Exogenous random intensity: D is statistically independent of the Brownian mo-
tion W, the jump sizes Y;, and the state variable process X.

2. Endogenous random intensity: D is statistically dependent on the Brownian mo-
tion W and/or jump sizes Y; and/or the state variable process X.

The case of exogenous random intensity is the easiest to simulate. We first generate
a sample (D(¢),0 < t < T) and the corresponding intensity is the deterministic
function A(#) = A(#, D(t)) defined for 0 < r < T. Then, we employ any of the
methods available for the case of deterministic intensity.

If we adopt a thinning algorithm for simulating jumps, the corresponding proce-
dure is as follows:

Algorithm (Thinning method under exogenous intensity) Preliminary step. Sim-
ulate a sample path (D(#))o</<r and set A(t) = A(t, D(¢)). Steps 1-5 as above
(Method III, Sect. 2.3.4).

Sometimes it is possible to avoid simulating the whole path (A(z),0 <t < T)
and obtain a jump time in one movement. This is the case of an intensity process
whose jump time distribution can be computed in a closed-form. Consider, for in-
stance, a one-point process N(f) = 1{r<;; with jump intensity following a mean
reverting square-root process dA(t) = a(8 — A(t))dt + o/ A(t) dW(t), starting at
A(0) > 0. Provided that o, 8 > 0 and 2ef > o, the process stays always pos-
itive during the entire lifetime. By recalling the definition of intensity, the process
i<y — fot A(u) du is a martingale. Then, P(t > T) = E(exp(— fOT A(u) du)) and,
in the case above, this quantity can be calculated analytically. The jump time distri-
bution function is given by

Fr() =P =01
=1—-P(t>1)
=1 —exp(—=ADA0) + C(1)),
with:
A(t) = 2exp(yt — D)/[ay (exp(yt) — 1) +2v],
2y exp((a +y)t/2)
(@ + y)(exp(yt) — 1) +2y)’

y =+vVa? + 202

This computation, coupled with the inverse transformation method, leads to the fol-
lowing algorithm.

C(1) = 2afo*In
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Algorithm (Exact sampling)

1. Compute F; as above and set FT_1 as the generalized inverse of F7;
2. Sample U ~ U]O0, 1];
3. Return T = F'(U).

The case of endogenous random intensity is slightly harder to address. Indeed,
X determines D which in turn affects A, and ultimately the state variable process X
through its discontinuous part. Therefore, we need to simultaneously sample D and
X via A(t, D(t)). We consider the case where D = X (i.e., A = A(t, X(¢))) and leave
the extension to the more general situation where D # X (e.g., D = g(X)) as an
exercise.

By adopting the thinning method, we come up to the following algorithm.

Algorithm (Thinning method under endogenous intensity)

1. Set initial state Xg = x, initial time 79 = O, time partition ; = iA (i =
1,...,N)and counters ip = 0,k = —1, j =0;

. Define an intensity upper bound A: A(#, x) < A for all (¢, x) in [0, T] x Im(X);

. Setk=k+1,

. Generate independent e; ~ £(A) and set Ty = Ty + e;

. If § > T, go to Step 11, otherwise set T, = #;, where ix = argmin; [t; — T/[;

Fori =iy, ...,iry1 use (2.14) and arrive at X;,, ..., X1, Xip g5

. Generate independent Uy ~ U[0, 1];

. If AU > AT, Xi,.,) go to Step 3 (rejected);
9. Setj=j+landt; = 17;;

10. Sample Yy from fy;

11. Set X;, ., = Xiy + 0t y» Xipy,) X Yiq1 and go to Step 3;

12. Fori =i, ..., N use the Euler scheme (2.14) and arrive at X;,, ..., Xn;

13. Return 71, ..., 7j and Xo, ..., Xn.

The first two steps initialize variables and parameters. Steps 4 and 5 generate
the next potential jump time within the discrete set of sample times. Step 6 sim-
ulates the continuous path until the potential jump time. Steps 7 and 8 perform an
acceptance—rejection test on this sample time. If this is accepted, Steps 9—11 generate
and add a sample jump on the last generated value of the continuous trajectory; if the
test fails, the next potential jump time is sampled. Step 11 simulates the continuous
path between the last potential, or actual, jump time and the time horizon. Step 13
returns sample jump times and path. The algorithm can be implemented through
pseudo-code 2.2-2.3; unfortunately, it may be highly time consuming, depending on
the number of rejected jump times, which, in turn, depends on the average distance
between the jump intensity and the upper bound A. This distance is random as long
as it varies with the sample path. Consequently, the method is viable to the extent that
the function A(#, x) has a relatively narrow image. It is therefore natural to search for
more efficient methods to simulate the desired process. It turns out that the sequential
method detailed in Sect. 2.3.4 can be extended to the case of an endogenous random
intensity rather naturally.
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Algorithm (Countdown method under endogenous intensity)

. Setf():x,tozo,i =k =0;

. Generate e¢; ~ £(1) independently of e;_1, if any;

. Seti =i+ 1;ifiA > T, then go to Step 9;

. Generate g; ~ N (0, 1) independently of all previous samples;

. Set Xiq1 = Xi + pu(ti, X)) At + o (ti, X))V AL x g

L If le:o A(jA, Xj)A < ejy1, then go to Step 3;
.Setk=k+ 1, 5x =iA;

. Sample a jump size J; and set X;11 = X;+1 + Ji; go to Step 2;
. Return jump times 71, ..., 7 and the sample path Xy, ..., X;_1.

O 01O N B~ W —

This algorithm can be implemented using the pseudo-code 2.4.

2.5 Gaussian Processes

Let X be a Gaussian process with mean w () = E(X (¢)) and covariance c(¢, s) =
E(X (@) — u@)(X(s) — u(s))). We examine two methods for simulating samples
from this process following the series expansion approach.

The first approach applies to stationary processes. It relies on a sampling theorem
for deterministic bounded functions. This results states that the value of a function
f:R —[—v,v] computed at a point ¢ can be represented as the sum of a series
whose nth term involves the values of f at finitely many points in the set {kA, k =
0,+£1,+2,...}, with A = ®/v. More formally, f(¢) = lim,— ZZ:_n fkA) x
ak(t), where ai(t) = [(A — km)/tw] sin(tw/A — km). This leads to the following
algorithm.

Algorithm (Sampling theorem for stationary Gaussian processes)

1. Fix sample size n > 1, frequency v, and time interval [0, T];
2. SetA=mn/vand M =[T/A]+n+1;
3. Generate samples of

X(—nA)
X((=n+1DA)|X(—nA)
X((—n +2)A)|X(—nA), X((—n + D A)

X)X (—nA),...,X(—A4)

X(MA)X(—nA),...,X((M —1A).

by using the Gaussian property of conditional distributions;
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(* I NPUT PARAMETERS *)
steps = Val ue; (* nunber of steps *)

dt= Val ue; (* length of one step in years *)
x[ 0] = Val ue;

(* DI FFUSI ON CCEFFI Cl ENTS *)

Drift [t_, x_] := Function(t, Xx);

Volatility[t_, x_] := Function(t, Xx);

Alt_, x_] := Function (t, X); (* junp intensity *)
jumpCoefficient[t_, x_, A_] := Function(t, x);

(* DI STRI BUTI ONS *)

uni form = UnifornDi stribution[0, 1];
normal = Normal Di stribution[0, 1];

j umpRandonConponent = Distribution[];
(* GENERATOR *)

amax = Val ue;

tau = 0;

(* last potential junp tinme (in Years), *)

t = 0;

(* last potential junp tine (in Steps), *)

potential Interarrival Time = -Log[ Randonf uni forni]/inex;

tau= tau+potentiallnterarrival Tine; (* potential junp tine *)

While tau < horizon,
ini =t + 1
t=[tau* /dt] +1 ;

(* GENERATE CONTI NUOUS TRAJECTORY UNTIL POTENTI AL JUWMP TI ME *)

For[i =1ini, i <t + 1, i++,

(* Time steps between ' 1 + |ast potential junp tinme’ and

the ' next potential junp time’ *)

x[i] =x[i- 1] + Drift [i, x[i- 1] ] +
Volatility [i, x[i - 1] ] * Sgrt [dt]
* Random [normal] ;

Fig. 2.2. Thinning pseudo-code.
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(* TEST WHETHER POTENTI AL
JUMP TIME | S TO BE ACCEPTTED OR REJECTED *)

ratio = A[t * dt, xLeft[t]] /Amax;(* Acceptance Rejection Ratio *)
If [Random [uniforn] < ratio,

(* ACCEPTED => GEN. JUMP COVPONENT &

SUM TO THE CONTI NUQUS *)

A = Random [ j unpRandonConponent];
x[t] += junpCoefficient[t* dt, x[t], A];

I
potent iallnterarrival Tinme
= Max [-Log [Random [uniforn] ] / Amax, dt];

(* set next potential interarrival tine > dt *)

tau = tau + potentiallnterarrival Tine;
(* next potenatial junmp tine *)

|

(* GENERATE CONTI NUOUS PATH
BETWEEN LAST POTENTI AL JUMP TI ME AND horizon *)

ini =t + 1;
For[i=ini, i<steps+l, i++,

x[i] = x[i-1] + Drift[i, x[i-1]] +
Volatility[i, x[i - 1] ] * Sgrt[dt] * Randoninornal];

Fig. 2.3. Thinning pseudo-code (continued).

4. Return
[%]-Hl-‘rl

X(n)(t) — Z X(kA)Olk(t):

k=[%1-n
where o, (1) = [(A — k)/t]sin(t/A — k), forall t € [0, T].

The second approach applies to non-stationary Gaussian processes with zero
mean and covariance function c(¢, s). It builds on the Fourier series expansion of
sample paths. The procedure is detailed in the following algorithm.

Algorithm (Fourier method for non-stationary Gaussian processes)

1. Fix a sample size n > 1 and a time interval [0, T'];
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(* I NPUT PARAMETERS *)
steps = Val ue; (* nunber of steps *)

dt = Val ue; (* length of one step in years *)
x[ 0] = Val ue;

(* DI FFUSI ON CCEFFI CI ENTS *)

Drift [t_, x_] := Function (t, X);

Volatility [t_, x_] := Function (t, x);

Alt_, x_] := Function (t, Xx); (* junp intensity *)
jumpCoefficient [t_, x_, A_] := Function (t, X);

(* DI STRI BUTIONS *)

uni form= UnifornDistribution [0, 1];
normal = Nornal Di stribution [0, 1];
j unpRandonConponent = Distribution [];

(* GENERATOR *)

i =1
exponential Time = -Log [ Random [uniform]];
cunul atedl ntensity = 0;

Wiile [i < steps ,

t =i * dt;

noi se = Random [nornal ];

x[i] =

x [i - 1] +Drift [t, x [i - 11]] *dt

+ Volatility [t, x [i - 1]] * Sgrt [dt ] * noise;

curmul atedlntensity += (A[ (i - 1) * dt, x[i - 1]]
+ A[i * dt, x[i]]) * dt/2;

I f[cumul atedl ntensity > exponential Tine ,
A = Random [ j unpRandonConponent ]
x[i] += JunpCoefficient [t, x[i], A];
curmul atedl ntensity = 0;
exponential Time = -Log [ Random [u]];

1;

Fig. 2.4. Countdown pseudo-code.
2. Define I (n) =1z, (n), vy =2nk/T (k =1, ...,n), and

4 T T
con = o / dx / dy[e(x, y) cos(uex)!® sin(vx) =1 ®)
0 0

x cos(upy)! P sin(u )~ M],
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forh,k =0,%1, ..., £n;

3. Generate 2n + 1 centered correlated normal variables Y (k = *£1, ..., +n) with
covariance E(Y;Y,) = cin;
4. Return

Y n
XM (1) = 70 + ];[Yk cos(vt) + Y_g sin(upt)],
fort € [0, T].

This algorithm requires that the Fourier series of all ¢, converges to cij,. This is
the case, for instance, if ¢, are C2 on the square [0, T'] x [0, T'].

2.6 Comments

General treatments of continuous and mixed-jump diffusion processes include Jacod
and Shiryaev (1988), Kloeden and Platen (2000), Rogers and Williams (1987), and
Shreve (2004). Approximations of continuous time jump processes are explored in
Asmussen and Rosinski (2001), Bruti-Liberati, Nikitopoulos-Sklibosios and Platen
(2006), Bruti-Liberati and Platen (2006, 2007), Duffie, Pan and Singleton (1998),
Jacod and Protter (1998), Lewis and Shedler (1979), and Talay (1982, 1984, 1995).
Theoretical aspects of path simulation in finance are examined in Acworth, Broadie
and Glasserman (1998) (comparison of alternative simulation methods), Boyle and
Tan (1997) (quasi Monte Carlo methods), Duan and Simonato (1998) (martingale
simulation), Dupire and Savine (1998) (speed reduction). Abken (2000), Glasser-
man, Heidelberger and Shahabuddin (1999b, 2000), and Picoult (1999) apply ran-
dom number generation to the computation of Value-at-Risk figures. Akesson and
Lehoczky (2000) use simulation for the valuation of mortgage positions, while An-
dersen (1995), Carr and Yang (1998), Glasserman, Heidelberger and Shahabud-
din (1999a), Glasserman and Zhao (1999), Miltersen (1999), and Rebonato (1998)
perform Monte Carlo studies in the context of interest rate models. American op-
tion valuation naturally requires backward induction (see chapter “Dynamic Pro-
gramming”). However, path sampling can be adopted for the purpose of improv-
ing traditional algorithms. These topics are explored by Carriere (1996), Broadie
and Detemple (1997), Broadie and Glasserman (1997), Broadie, Glasserman and
Jain (1997), Carr and Yang (1997), Carr (1998), Andersen and Broadie (2001),
Longstaff and Schwartz (2001), Boyle and Kolkiewicz (2002), and Garcia (2003),
among others. Douady (1998) and Avellaneda et al. (2001) apply Monte Carlo to
the calibration of stochastic models. Avellaneda and Gamba (2000), Broadie and
Glasserman (1996), Fournié et al. (1999), and Gobet and Munos (2002) are major
references for hedging related applications. General valuation schemes using sim-
ulation are developed in Boyle, Evnine and Gibbs (1989), Clewlow and Carverhill
(1994) and Carverhill and Pang (1998). Stochastic volatility models have been simu-
lated in Clewlow and Strickland (1997) and Fournié, Lasry and Touzi (1997). Appli-
cations to the econometrics of continuous time processes can be found in Duffie and
Glynn (1995), Duffie and Singleton (1993), and Gourieroux and Monfort (1996). An



2.6 Comments 67

extensive analysis of price returns using simulation has been performed by Tomp-
kins and D’Ecclesia (2005). Special simulation methods have been developed for
Levy processes in Kéllezi and Webber (2004), Ribeiro and Webber (2003, 2005),
and Tankov (2005). Cont and Tankov (2004) review methods based on the notion of
Levy copula as introduced in Kallsen and Tankov (2004).
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Dynamic Programming for Stochastic Optimization

In this short chapter we introduce one of the most popular and powerful methods to
solve optimal control problems for deterministic and stochastic dynamic systems in
discrete time. This method is known as Dynamic Programming (DP) and has been
proposed in the fifties of the last century by the American mathematician Richard
Bellman (Bellman (1957)) for the case of deterministic dynamics. The main fea-
ture of DP is the reduction of a computational problem of complexity order m” to n
problems of complexity order m. If the resulting algorithm needs to be reduced fur-
ther, then more sophisticated techniques must be employed. For a treatment of these
methods, we may refer to Bertsekas (2005).

Our presentation is organized as follows. Section 3.1 presents the general set-
ting of a discrete time optimization problem. Section 3.2 states the problem for both
deterministic and stochastic systems. Section 3.3 introduces the Bellman principle
of optimality. Section 3.4 develops the DP algorithm for the case of deterministic
systems. The extension to stochastic systems is presented in Sect. 3.5. Section 3.6
illustrates two major applications of DP in quantitative finance. A final section con-
cludes with comments on further references.

3.1 Controlled Dynamical Systems

Let us consider a system whose description at a given time s is captured by a variable
X (s). This quantity is the state variable of the system and may take values in any
given set X. A controlled dynamic system in discrete finite time horizon is defined
by a state variable assigned for each time ¢, ..., T according to a law of the form
X(s+1) = f(s, X(s), u(s, X(s))). Given an initial condition X (¢) = x, this rule
says that the state of the system prevailing at time s 4+ 1 is a known function of
(1) the previous time s, (2) the state X (s) prevailing then, and (3) the value u(s, X (s))
assumed by a control policy computed as a function of time s and state X (s).

Example X may represent the market value of a security portfolio and u the selec-
tion made by an investor about the proportion of his wealth to invest in the set of
tradeable assets in the market under consideration.
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It is important to distinguish between the notions of control policy and control.
A control policy is arule u(-, -) associating to each pair of time s and state y a number
u = u(s, y), the control, in a set U of admissible actions affecting the dynamic link
between the states of the system at consecutive times.! Notice that the last control
occurs one time step before the last date 7'. A control policy is denoted by a symbol u.
The overall evolution of the system depends on:

(a) the selected policy u,

(b) the initial time ¢, and

(c) the starting value x of the system. Consequently we may denote by X" the
solution, which we assume to exist and to be unique, of the resulting dynamic
system:

{X(s—l—1)=f(s,X(s),u(s,X(s))), s=t,...,T —1,
X() =x, u=u(,-).

Whenever the initial setting (¢, x) is unambiguously understood, we adopt the lighter
notation X".

In most applications, we consider a state space X = R" and a control set U = R™.
Moreover, we assume that the pair (state, control) = (x, u) belongs to a specified set
K(s), which is allowed to vary over time, i.e., (X (s), u(s, X(s))) € K(s) for all
s =t,..., T — 1. In this case, we say that u is admissible and write u € U; 7. De-
spite K(s) C X x U, it need not be itself a rectangle A x B, meaning that some
specific control u may be admissible for a limited number of times only.>

Control u is evaluated according to a performance measure (or index) J of the
corresponding dynamic system (X"(s))s=,... 7. This index is supposed to be time
additive, that is:

T-1
T =" F(s, X"5(s),u(s, XP0U(s))) + & (XWNT). G

s=t

This means that the system generates a cost/return at each time. In our previous
example, J may represent the investor’s utility generated by the selected portfolio
strategy u. Table 3.1 summarizes notation and quantities introduced so far. Notice
that J also depends on dynamics f, the control set U, the last date 7', though this is
implicitly taken for granted. Under a slight abuse of notation, J; xr.x.u(s) (u) denotes
the performance of the same system as measured from an intermediate time s > .
We underline that the index above is separable in time and that the last summand on
the right-hand side of expression (3.1) is affected from the control policy u through
the state of the system only.

LB general, a control policy is a time dependent function stating the control selected by
the user at any time 7. In the case of stochastic systems, this quantity may be random. We
restrict our definition to the so-called Markovian control policies, namely those that depend
on time and state only.

2 A x B is the Cartesian product between A and B as defined by {(x, y): x € A,y € B}.
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Table 3.1. Notation

Symbol Space Symbol Variable Symbol Function

X State t Initial time f(,-) Dynamics

U Control T Final time u(-,-) Ctrl. policy

K(s)  Ctrl. constraint s Current time ¥ ()  Final reward

Uyt  Admiss. u Control F(-;-) Going reward
Ctrl. policies X State J() Total reward

3.2 The Optimal Control Problem

Let a controlled dynamic system in discrete time and a performance index be given
as above. A deterministic optimal control problem consists of determining for any
starting point an admissible control policy maximizing the performance of the sys-
tem, i.e.,

max J; ¢ (u),

ueu,,r
for all (z, x) € K(z). The function @ = arg max J is the optimal control policy and
the best performance V (¢, x) = J; (@) is referred to as the value function of the
problem. Minimization obtains by replacing J with —J.

A stochastic optimal control problem generalizes the notion of optimal control
problem to the case of stochastic dynamic systems, namely those described by a
stochastic process. Accordingly, we identify three major differences between deter-
ministic and stochastic problems, which we now illustrate.

e The evolution law for the state variable X is random. More precisely, X (s + 1) is
a random variable whose distribution p is random. It may also depend on time s,
state X (s), and the value u(s) of the control at that time, that is:

X(s+1) Np(dx;s,X(s),u(s),a)). 3.2)

More formally, for each 4-uple of time s, state y, control u, and sample event w,
there is a probability measure p(dx; s, y, u, w) on the state space X. This quantity
represents the probability that the state variable belongs to the interval [x, x 4 dx]
at time s + 1, conditional to event that the system was in state y at the previous
time s and has been controlled by u.

Typically, the dependence on randomness is achieved through a noise term W.
More precisely, a sequence of independent and identically distributed random

shocks W(¢),..., W(T — 1) is given. Then, system dynamics are described as
follows:

X(s+1) = f(s. X(5), u(s), W(s)), (3.3)
for s = ¢,...,T — 1. This relation, coupled with the usual initial condition

X (t) = x, determines a stochastic process X" = (X"*%(s))s=. . T

Example A typical instance of these dynamics is provided by the Euler discretiza-
tion of a continuously controlled stochastic differential system:
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{ dXb(s) = M(S, XU(s), u(s, X“(s))) ds + O'(S, XU(s), u(s, X“(s))) dW(s),
XU(t) = x.

In this case, the resulting discrete time dynamics read as:

XU(s + As) = X"(s) + u(s, X"(s), u(s, X"(5))) x As

+ o (s, X"(s), u(s, X"(5))) x VAs x N0, 1),
XU (1) =x,

where A(0, 1) denotes a standard Gaussian variable. This expression assumes
form (3.3).

e The control variable u is random too. Again, we consider Markov control policies,
namely those whose randomness enters their value through the state variable only,
i.e.,

u(s, w) = u(s, X (s, a))).

e Since there is one trajectory (X (s, ), t < s < T) per sample event w, we need to
synthesize the corresponding performances into a single number. It is customary
to consider the expected value of a functional of the random trajectory correspond-
ing to a given control policy. This expectation is computed under the probability
measure induced over the path-space by the transition densities above indicated
and delivers a measure of the overall performance of the system as:

T—1
Jix(u) = E(Z F(s, X(s), u(s, X(s))) + w(xm)),

s=t

fort < T, provided that ZST;TIQ) = 0, i.e., J7 x(u) = ¥(x). Other function-
als may be adopted in place of the expected value. For instance, we may con-
sider higher-order moments (e.g., the mean square error) or distributional quantiles
(e.g., Value-at-Risk) of the distribution of the random performance index.

Example (Optimal stopping) An important type of stochastic control problems is
the optimal stopping time. In its simplest form, the system is allowed to evolve freely
until a time 7 is selected by the user. The problem reads as follows:

T—1
max(z F(s, X" (s)) + lI/(X”X(r))>, (3.4)

teT
s=t

where the system evolves according to X"*(s + 1) = f(s, X"*(s), W(s)). Here,
7T is a set of random variables taking value in the time set {z, ..., T}.3 In financial
applications, t represents the time at which an option holder decides to exercise his
right to a given cash flow or to perform a certain action. In an appendix to this book,
we show how this problem can be cast in the framework developed so far. It can be

3 Proper measurability conditions are taken for granted in the present context. For more in-
formation on this point, see references cited at the end of this chapter.
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proven that under suitable conditions, a Markov optimal control policy for an optimal
stopping problem defines a curve y (s, x), known as the free boundary associated
to the problem. This curve has the property that the optimally controlled system is
stopped at time s, i.e., T = s, if and only if the state X (s) hits (or overcome) the
threshold y (s, X (s)). Dynamic programming allows us to compute this curve point
by point.

3.3 The Bellman Principle of Optimality

Both deterministic and stochastic optimization problems detailed above involve a
maximization, or minimization, on R’"X(T_t), where m is the number of control
variables and T — is the length of the control time horizon. Dynamic programming is
a method to transform this problem in R”*(T= into a sequence of 7 — ¢ simplified
optimization problems on R™. This method is based on the Bellman principle of
optimality, which we now introduce.

We say that a control policy u' is dominated by another control policy u? if
Jix ") < Jix (u2) for all pairs (¢, x). Correspondingly, we write u! < v We
consider an arbitrary control policy u = (u(¢),...,u(s — 1), u(s),...,u(T — 1))
and then build another control policy u’ by keeping the first s — ¢ components of u
and modifying the last T — s entries as follows. First, we apply the original policy
u to the system X until time s — 1 included, so that the resulting state at time s is
X'*U(s). Then, we let the system evolve optimally: that is, we adopt the control

o = (ﬁs(s), o ut (T — 1)) = arg max Jy yrou) (V).
Veux_T

The resulting control policy read as
u = (u(t), ou(s =1, a%@s), ..., 05 (T — 1)).

The Bellman principle of optimality states that:

Proposition (Bellman principle of optimality) The control policy u is dominated
byu, ie.,
u<u.

Remark One should not confuse u’ with the control policy:
v = (u(t), ouls =1, ats), .., 4T — 1)),

which is obtained from u by substituting the 7 — s components of the optimal policy
i = arg maxyy, » Ji x (W) as computed at time tand under state x to the last T — s

entries in u.

Remark The intuition behind Bellman principle of optimality lays on the additivity
of the performance functional J and the Markov property of the underlying system
dynamics: given time s and state y, the optimal policy on the remaining time horizon
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s, ..., I —1is independent of the way the system reached the state y at time s. This
is linked to the following flow property of the kind of system dynamics we adopted:

X' (s) = XX O (s),

for any t < r < s. Put in simple terms, the time s state of a system X starting at
a prior time ¢ in a state x is the same as the state of the system X had it started on
any intermediate time r at the state X’* (r) that the same system would have reached
after starting at x on date 7. In the stochastic case, this property, which should be
interpreted as an equality in distribution, stems from the Markovian nature of the
underlying stochastic evolution. This informal reasoning is turns into a proof in an
appendix reported at the end of this book.

In the rest of the chapter, we assume that any optimization problem under consid-
eration admits a unique solution for all (s, y) € {z, ..., T} xX. Sufficients conditions
for this assumption to hold true are provided in Bertsekas (2005).

3.4 Dynamic Programming

We now state the dynamic programming algorithm which is grounded on the Bell-
man principle of optimality.

Proposition (Dynamic programming algorithm) For all y € X, define recur-

sively:
e (Begin)
V(T,y) =¥(y),
e (Step 1)
V(T —1, = max F(T—-1,y,u)+ VI(T, f(T—-1,y,u))y,
( y) {u:(y’u)eK(T_l)}{ ( you) + V(T f( y.u))}
a’ N T - 1,y):=  argmax {F(T —1,y,u)+ V(T, f(T —1,y,w)},
{u:(y,u)eK(T—-1)}
e (Step T —n)
Vn, = max Fn,y,u)+Vin+1, f(n,y,u);g,
(n, ) {u:(w)eK(n)}{ (n,y,u) + V( fn,y,w)}
a"(n,y):= argmax {F(n,y,u)+V(n+1, f(n,y,uw)}
{u:(y,u)eK(n)}
Then:

ub o= (@', ), .. aTTHT 2,0, 0T NT —1,0))

is the optimal control policy W' and V is the value function of the optimal control
problem C(t, x).
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Remark The procedure is initialized at time 7', and then moves backward. At time
T, no control is possible, so the best reward is the final reward itself. At any inter-
mediate time n, the controller selects the control u so that the pair (current state y,
control u) is admissible, i.e., it belongs to K(n), and leads to the best reward. This
latter is decomposed into two components: the first one is the time n reward stem-
ming from the current state y of the system and the selected control u, that is
F(n, y,u); the second component is the optimal reward from time » + 1 on, that
is the value function evaluated at time n + 1 under the state of the system then,
namely X(n+1) = f(n, X(n), u(n, X(n))) = f(n, y, u). A proof of this algorithm
is detailed in an appendix.

Remark (Determination of optimal controls) The number V (¢, x) defines the per-
formance for the optimally controlled system. The optimal control policy is the rule
a:{t,..., T —1} x R" — R™ that fully determines a trajectory (X”x’ﬁ(s), t<s<
T) of the controlled dynamic system according to the following procedure:

1. Start at (¢, x);
2. If state y is reached at time s, then time s + 1 state is f (s, y, #(s, y)).

In other words, the optimal control policy is a sequence of functions of the state of
the system y, one function per time between tand T — 1. For instance, (s, -) states
that the control to be applied to the system at time s is (s, y) if the state is y at that
time.

Let us show the way this method can be worked out step by step. Starting with
state x at time ¢, one obtains:

X4+ 1) = f(t,x, 40, %)),
and the optimal control at # + 1 is:
A(r+ 1, X8+ D) =a(r+ 1, £(r, %, 402, %))
At time ¢ 4 2, the optimal trajectory defines a state:
X0 4+2) = fe+ 1, X8+ D, a(c+ 1, X5 + 1)),

and the optimal control is:

i
=a(r+2, f(t+ 1, f(t,x, (1, x)),
a(r+1, f(t,x, 4, x))))).

By recursion, one computes all the individual optimal controls (s, X lA‘(s)) for s =
t,..., T — 1. The overall optimal control is thus the optimal policy computed on
the optimally controlled trajectory (X"*%(¢), ..., X"*9(T)), that is the (T — 1)-
dimensional sequence of individual optimal controls in R™:

a=(a(, X"40), ..., 4(T — 1, X"4T - 1))).

Note that this result is achieved by using the following items only:
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e Initial condition: time ¢ and state x;
e Optimal policy: u(z, -), ..., u(t — 1,-);
e Input dynamics: f(-, -, -).

3.5 Stochastic Dynamic Programming

Stochastic dynamic programming is an algorithm for determining the optimal control
policy in the case of stochastic dynamic systems of the kind presented in the first
section of this chapter. Here, we slightly abuse of our notation by writing X"Y-*(n +
1) for the random state of the system at time n + 1 given that it started from state y
at the previous time and that a control u has been applied between times n and n + 1.
As usual, P(d¢; n + 1, y, u) denotes the probability distribution of the state variable
at time n + 1 given that the system was at state y one time period earlier and that
control u has been adopted. Symbol Py (,)(dw) denotes the probability distribution
of the random noise W affecting the system dynamics at time n.

Proposition (Stochastic dynamic programming algorithm) Forall y € X, define
recursively:

e (Begin)
V(T,y) =¥y,
e (StepT —n)
Vn,y) = max {F(n,y,u)+E[V(n+ I,X”’y’”(n+1))]}

{u:(y.w)eK(n)}

= max {F(n,y,u)—l—/V(n—i—l,{)IP’(d{;n—i—l,y,u)}
{u:(y,u)eK(n)} X

= max F(n, ,u)+/Vn+1, (n,y,u, w))P (dw)}
{u:(y,weK(n)}{ Y | Vit L f Gy, w)Pwe

u(n, y) = argmax{---}.

The sequence of functions @ := (i(¢, -), ..., u(T — 1, ) is the optimal control
policy and V is the value function of the optimal control problem.

Remark The only difference with the determinist case is that the way the system
is optimally controlled from time n 4 1 on as seen as from time ¢ depends on the
random state assumed by the system at time n 4 1. Therefore, controller’s choice is
driven by the best forecast he can do about this state. This reflects into assessing the
expected best performance of the system from time n + 1 on.

Remark (Determination of sample optimal controls) The numerical value V (¢, x)
defines the performance for the optimally controlled system starting at (¢, x). The
optimal control policy determines the optimally controlled stochastic dynamics
(x! 'X*ﬁ(t)),=1 ,,,,, T, that is a probability distribution for the optimal trajectory. For
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each sample w, the corresponding sample optimal control is given by the (T — ¢)-
dimensional sequence of individual optimal controls in R":

a=(a(e, X", 0), ... a(T = 1, X" YT — 1, w))).

In general, the optimal control policy gives rise to different sequences of control
vectors, one sequence per realization o in the sample space.

3.6 Applications

3.6.1 American Option Pricing

We consider an American put option written at time 0 on an asset S for a strike price
K and expiration date T'. If exercised at time 7 € [0, T], the option pay-off is

Y (Sy) = max(K — Sz, 0).

Arbitrage pricing theory allows us to compute the fair price for the contract under
consideration as:
Po= sup E[e™"y(Sp)].
teTor
where E[-] denotes the the risk-neutral expectation operator and 7, 7 is the set of
stopping times assuming values on [0, T'].*

We assume throughout that a discrete time pricing model is given. This model
may be derived by discretizing continuous time asset price dynamics on a time re-
finement {0, At, ..., NAt = T}. The choice of the optimal exercise time t* reduces
to a comparison between the intrinsic value of the option and its continuation value at
each time step j. The former is the pay-off ¥/ (§;) stemming from exercising the op-
tion, whereas the latter is the value of the option provided that exercise is postponed;
that is the conditional expected and discounted value of the option E[e AP 11851
one time step later. The optimal exercise time is the first date and which the intrinsic
value exceeds the continuation value.

This is clearly a dynamic programming procedure:

e (Begin)
Py =¥ (Sn).
o (Step N — j)
P; = max(y(S;), E[e "2 Pj111S;]).

The optimal stopping time 7* is thus:
t* = min(k > 0: ¥ (Sk) > E[e™" 2 Py [Sk]).

4 A more precise formulation would consider the essential supremum over 7 . For the sake
of simplicity, we skip on this subtle point in our presentation and refer to works cited at the
end of the chapter.
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In a binomial model setting, prices can move from one period to the next by either
a proportion u > 1 or d < 1 with probability p and 1 — p respectively. Three
parameters need to be identified: (1) the up jump factor u, (2) the downward jump
factor d, (3) the probability p of an upward movement.

Standard approaches exist for the purpose of selecting u, d, and p in a way that
is compatible to a time discretization of lognormal dynamics underlying the Black—
Scholes model. Cox, Ross and Rubinstein (1979) propose the following choice:

1
U= exp<<r — Eaz)At + o+ At),

1
d= exp<<r — 562>At - o«/At),

1
p= >
where r is the 1-period risk-free rate of interest, o is the Black—Scholes volatil-
ity, and At is the time lag. Jarrow and Rudd (1982) consider equally large absolute
movements. This choice leads to unequal probabilities for the upward and downward
movements:

u= exp(cr«/A_t),

d= exp(—ax/E),

2
Lor=o /ar
2 20
A major problem with these two formulations is that the quality of the resulting ap-
proximation is acceptable only for a very thin time refinement. In order to overcome
this issue, Trigeorgis (1991) proposes the following discretization. Let x denote the
logarithmic price return of the risky asset S. We assume this quantity can increase to
x + Ax, with a probability p, or decrease to x — Axy with a probability p; = 1—p,,.
By matching both mean and variance of the continuous and the discrete time models,
we obtain:

p:

1
E[Ax] = puAxy + pilAxg = <r — 502> At,

1 2
E[sz] = pquL% + pdAxg =o2Ar + (r — 502> Af?,
Pu+ pa=1.

Equal jump sizes lead to the following solution:

1 2
Ax :\/0‘2Al+ (V — 50‘2> Afz,
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1 (r—o?/2)At

Pu = E + 2Ax ’
1 (r—o?/2)At

pd = 5 B 2Ax '

The dynamic programming algorithm can be implemented by computing a tree of
values for both asset and option prices. Each node is identified by a double index
(j,1), where j = 0, ..., N represents the time step and [ is the level of the state
variable at that time. The asset price at node (j, /) is

Sji = exp(xj;) = exp(x +1Ax, + (j — )Axg).
The DP problem reads as:

Pj y = max(K — Sy, 0),
Pj; = max(max(K — Sj;,0), e (py Pjs1,141 + (1 — pu)Pj+1.1))-

This algorithm is implemented in the code Bi noni al Cal | Put Pri ce. m

3.6.2 Optimal Investment Problem

Consider a market where N 41 assets prices evolve according to stochastic processes
So(t), ..., Sy(¢) in discrete timeset + = 0, ..., T. An investor is faced with the
problem of allocating an initial wealth wg and adjusting the resulting portfolio at each
point in time, n —r way that utility stemming from the value of the standing portfolio
at time 7 is maximized. We assume the investor’s utility is a differentiable, concave
and strictly increasing function U of the investor’s... . Let A; () denote the quantity
of asseti (i =0, ..., N) that is selected at time ¢ and held until following time. An
admissible strategy H = (h(?));=o,....7—1, with h(¢) = (ho(¢), h1(?), ..., hn(1)), is
self-financing if the standing wealth at each time ¢ is totally reallocated among the
same set of N + 1 assets available for the trading market. In other words, wealth
is neither drawn out of the market, say for consumption, nor increased by any cash
inflow. Consequently, given an outstanding capital w, if N asset quantities are freely
decided upon, say hi(t), ..., hn(t), then the residual quantity ho(¢) is constrained
to either finance the resulting deficit (case: Z,N: 1 hi(®)S;(t) — w > 0) or to support

the standing surplus (case: w — ZZN=1 hi()S;(t) > 0),1i.e.,

w—YN hi)Si(0)
So(t) ‘

This constraint reduces by one unit the degree of freedom in selecting the optimal
allocation of wealth. We denote the class of self-financing trading strategies by H. In
view of expression (3.5), the time ¢ 4+ 1 wealth W (¢) generated by a trading strategy
H = (h(?)):=0,....7—1 investing an initial wealth W(0) = w is given by:

ho(1) =

3.5)
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t N
WhG+ 1) =wo+ Y Y hi@ISi(u+ 1) — Si(w)]
u=0i=0
t h _ N h: )
=wo+ ) W = iz hi)Si ) [So(u + 1) — So(u)].

= So(u)

N
+ Y RIS+ 1) — &-(u)]}
i=1
Wh@) = 3L hi (080

= wh
O+ So)

[So(r + 1) — So(1)]

N
+ ) @IS+ 1) = ;0. (3.6)

i=1

This expression says that investing W (¢) at time 7 in a self-financing portfolio yields
an amount at time ¢ + 1 that consists of two components: (1) the invested capital
Wh(); (2) the capital gains occurred between ¢ and ¢ + 1, i.e., value variations in the
portfolio exclusively due to price movements. By inspecting the same formula, we
remark that the outstanding wealth at any time ¢ 4 1 depends on the following items:

e The outstanding wealth W(z) at time ¢: . This is a state variable of the system.

e The asset prices prevailing at the both investment and reallocation times. These
constitute N further state variables of the system.

e The allocation quantities /1 (), ..., hx(?). These are control variables of the sys-
tem.

The optimization problem can be cast as follows:

h h _ .0 _ 0
?E%E(U(W (1)) |[Wh0) = w’, S(0) =),

where w? is the initial wealth, S(0) = (So(0), ..., Sy(0)), and s” = (sJ, ..., s%) is
the vector of market prices of the investment assets at time 0.

This problem can be solve by using dynamic programming. The algorithm reads
as follows:

e (Begin)
V(T, (w,s)) =U(w).

o (StepT —1)

V(t, (w,s) = l:gﬁ)}g{E[V(t + LS+ D)W@) =w,S¢) =s]}

N . .
— max {E[u) LU R hisio gy So(t)]]
heRN S0

N
+Zh,-[si(z+1)—sl-]},

i=1
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h*(¢, (w,s)) = arg max{- -

( ) ghe]RN bl
where h =(h1, ..., hy), the expected value is computed with respect to the
conditional distribution of S(r + 1) = (So(t + 1), ..., Sy(t 4+ 1)) given that
S(@) = (50 -, sN)-

The value function at time 0 is given by:

V(0. (wo. s0)).
and the optimal control reads as:
b (r, (WY (1), 8(1))), r=0,....,T —1.

By formula (3.6), the wealth wh* (t) depends on h*(u) only foru =0, ...,1t — 1;
consequently the expression above for h* is well defined for each sample path
S@®,t=0,...,T —1.

3.7 Comments

The most comprehensive treatment of dynamic programming available to date is
Bertsekas (2005). Other comprehensive treatments of both deterministic and sto-
chastic optimal control theory include Kushner (1967), Fleming and Rishel (1975),
Gihman and Skorohod (1979), Krylov (1980), Oksendal (2003), and Oksendal and
Sulem (2004). We refer to the wide bibliography cited in these books for a com-
plete list of references. A concise introductory to stochastic control in continuous
time is contained in Bjork (2004). Shiryaev (1978) provides a complete account of
the optimal stopping problem. Kushner and Dupuis (1992) describe a wide variety
of numerical methods for control problems. Demange and Rochet (1997) provide
an instructive introductory chapter on optimal control and its applications to the eco-
nomic theory. More refined methods in economics can be found in Griine and Semm-
ler (2004) and references therein. The use of trees has been extensively adopted in
quantitative finance since Cox, Ross and Rubinstein (1979). Self-contained introduc-
tions to lattice methodologies can be found in Baxter and Rennie (1996), Musiela
and Rutkowski (1997), Bjork (2004), Briys et al. (1998), James and Webber (2000),
Hull (2005) and, to a much wider extent, Brigo and Mercurio (2006). Applications
of tree-based methods to dynamic hedging and the pricing of exotic options can be
found in Avellaneda and Paras (1994) and Avellaneda and Wu (1999). Li, Ritchken
and Sankarasubramanian (1995) develop a clever device to overcome the problem
of non-Markovianity in HIM models for the term structure of interest rates. Amin
(1993), Baz and Das (1996), Das (1997a,1997b), and K&llezi and Webber (2004)
develop random walks approximating continuous time jump diffusions. Jamshidian
(1991a,1991b) proposes a discrete version of the Kolmogorov forward equation sat-
isfied by the pricing kernel of certain diffusion processes and applied the method
to price interest rate derivatives. Forward induction has also been explored for the
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pricing of American-style options in Carr and Hirsa (2003). Baccara, Battauz and
Ortu (2005) adopt an event-tree approach to model a security market where bid-ask
spreads affect daily quotations and then solve the resulting super-replication prob-
lem via linear programming techniques. Dumas and Luciano (1991) solve a dynamic
portfolio choice problem in continuous time with transaction costs, while Roncoroni
(1995) apply the optimal control scheme to model and solve an economic policy
problem affecting developing countries.
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Finite Difference Methods

4.1 Introduction

4.1.1 Security Pricing and Partial Differential Equations

We have seen in a previous chapter that the arbitrage-free price of a European-style
contingent claim can be expressed as the time ¢ conditional expected value of its
discounted payoff under the risk-neutral probability measure P*:

V() = Ef (e rOsy(r)), 4.1)

Here r(¢) represents the risk-free short rate of interest prevailing at time ¢ for the
period between ¢ and ¢ + dt. If both this rate and the pay-off V (T') can be expressed
as a function of a k-dimensional Itd process X = (X1, ..., Xy) satisfying a vector-
valued stochastic differential equation (SDE):

dX(s) = ,u(s, X(s)) ds + E(s, X(s)) dW(s),

with X(#) = x, then the derivative price V(¢) can be written as a function F of
time ¢ and state X().! According to the Feynman—Kag theorem, the function F (t, X)
satisfies the following PDE:?

0=29F(t,x)+ Vi F(t,X) - u(t,x) (4.2)
+ % Tr[He[ F (1, )12 (1, ) Z(t, %) | — r()F(t, %)

! More precisely, the right-hand side in expression (4.1) is a conditional expectation of the
argument with respect to the o-algebra F; = 0 (X, 0 < s < t) generated by the process
X as observed until time #. Since X is a Markov process, this quantity is o (X;)-measurable
and thus it can be expressed as a function of ¢ and X;.

2 Here 9; F denotes the partial derivative of F with respect to ¢, V F is the gradient vector
collecting all partial derivatives of F with respect to the components of the state variable x,
He[ F] is the Hessian matrix of F, and Tr[-] is the trace operator of a square matrix, i.e., the
sum of all diagonal elements.
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on a domain D, with terminal condition F (7, x) = h(x) = V(T). This result holds
under regularity conditions which basically amount to requiring that F'(¢, x) belongs
to the class of continuously differentiable functions C L2(R* x R).

Let us consider the case of a single asset (k = 1) and assume that the spot price
evolves according to a Geometric Brownian Motion (GBM) under the risk-neutral
probability measure, i.e., dX(¢) = (r —g)X(t)dt + o X (t)dW(¢), with X(0) = x
as a starting condition, r denoting the risk-free rate, and ¢ representing a continuous
“dividend yield”. In this setting, the PDE (4.2) is exactly the Black—Scholes (BS)
equation

1
& F(t,x)+ (r —q)xd, F(t,x) + EazxzaxxF(t, x) —rF(t,x) =0. (4.3)

This equation, coupled with the payoff condition F (7, x) = max(0, x — K), returns
a solution that is the price of a standard call option written on X, with maturity T
and strike K. If the asset pays a continuous cash flow g(z, x), then this latter appears
as an additional term in the PDE above. For example, if the cash flow is proportional
to a stock price X, g(¢, x) = gx say, then a term gx must be added to the right-hand
side of formula (4.3).

In this chapter, we present basic numerical methods for solving one-dimensional
PDEs of the kind above. In particular, we introduce the Finite Difference Method
(FDM) as a simple technique for generating an approximate solution to the pricing
PDE (4.3). A considerable number of problems arise in the case of high-dimensional
PDEs (e.g., stochastic volatility models, stochastic interest rates models, basket op-
tions) and path-dependent payoffs (e.g., Asian options). A few of these issues can be
tackled through analytical tools such as integral transforms (e.g., Laplace and Fourier
transforms). While we defer a treatment of these and other related issues to Chap-
ter 7, the pricing of path-dependent contracts (such as Asian and lookback options)
will be considered through a number of case studies in the second part of this book.
Instead, we will not consider how to deal with multidimensional PDEs, arising with
stochastic volatility or with basket options.

4.1.2 Classification of PDEs

A PDE is a functional equation containing a function and some of its derivatives.
Whereas for Ordinary Differential Equations (ODEs) the unknown function depends
on one variable only (e.g., u’(x) = 2x + u(x), where x is the independent variable
and u is the unknown function to be determined), in PDEs the unknown function de-
pends on several variables. In financial applications, the relevant variables are time ¢
and the underlying state variable x, which is usually identified with an asset price or
any financial index representing the underlying of the contract under investigation.
PDE’s may be classified according to several criteria:

(a) The order of the PDE, namely the order of the highest partial derivative in the
equation.
(b) The number of independent variables.
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(c) The kind of relation (linear/nonlinear) combining the unknown function F with
its partial derivatives.

For instance, the Black—Scholes PDE is a linear second-order equation involving
two variables, that is time and the spot price of an asset. As a more general example,
we may consider a second order linear partial differential equation with independent
variables x and y:

Adxx F + 2B,y F + CdyyF + D3, F + E3,F + HF = G, (4.4)

where F' = F(y, x) is the unknown function to be determined and A, B, C, D, E,
H and G are known real-valued functions of both y and x. If G = 0 for all y and x,
this equation is called homogeneous, otherwise inhomogenous. It is easy to see that
PDE (4.3) can be obtained from (4.4) by setting y = ¢ and

1
A, x) = Eozxz, B(t,x) =0, C(t,x) =0,
D(t,x) = (r —q)x, E(t,x)=1, H(,x)=—r, G(t,x)=0.

We may classify equations (4.4) as belonging to one of the following three groups
within a region R where A(y, x) # 0:

Hyperbolic, if B2 — AC > 0,
Parabolic, if BZ— AC =0,
Elliptic, if B2 — AC < 0.

Since in general B2 — AC is a function of the independent variables, a PDE can
change in nature depending on the part of the domain where it is considered. In the
Black—Scholes equation, we have B> — AC = 0, so that (4.3) is a parabolic equation
on {x > 0}. In quantitative finance, we usually come across parabolic equations:

Oy F(y,x) + A0 F(y,x) + Do F(y,x) + HF(y,x) = G,

where y represents the time variable and x represents a spatial variable. In terms
of physical interpretation, Ad,, F is a diffusive term, D0, F represents a convective
term, H F describes a conservative term, and G is a source term. Let us comment
on the meaning of these terms with reference to the BS equation (4.3) as an example.

e The term 0; F (¢, x) measures the effect of time flow on the option price: ceteris
paribus, the option loses time value as time goes by. This is because the likeli-
hood that the option ends up in-the-money decreases along time.

e The diffusive term o2x2d,, F records the effect of noise on the stock price and
consequently on the derivative price written on this asset.

e The convective term rx9d, F takes into account the deterministic effect of time
flow on the stock price. This is given by opportunity cost of investing in the
risk-free asset and thus is reflected in an option price variation rxdy F.

e The source term represents a continuous cash flow to be received by the holder
of the derivative contract.
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By Itd’s lemma, the sum o; F (¢, x) + 02x%9 F + rxd, F describes the expected
capital gain on the derivative asset, i.e., E}(dF (z, x))/dt. By adding expected cash
flow generated by the asset, i.e., a source term, we obtain the total return on the
option contract. The sum of the expected capital gain and the expected cash flow ECF
provides the expected total return of the option. In a risk-neutral world, all the assets
have the same instantaneous expected total return. Consequently E¥ (dF (¢, x))/dt +
ECF = rF, where rF is the return on a risk-free investment. This is the famous
Black—Scholes pricing equation.
A complete description of a financial valuation problem using PDEs requires:

1. A PDE describing the no-arbitrage relationship between the derivative price and
the price of the underlying assets.

2. Boundary conditions describing the financial characteristics of the contract at
boundary values of the underlying price process.

3. Terminal conditions, describing the payoff at maturity of the contract.

When the values of the state variable x are restricted to a bounded (or semi-infinite)
interval, we require that the solution satisfies assigned boundary conditions which
we assume linear in that they may involve either F (¢, x) (Dirichlet boundary con-
dition), or its space derivative d, F (¢, x) (Neumann boundary condition), or both
(Robin boundary condition).

For example, if we have a left-hand boundary at x = a, the boundary condition
at this point can assume the form

Yo F(t,a) — yi(0)dc F(1,a) = y2(1),

where yo(z) > 0, y1(t) > 0and yy(¢t) + y1(¢) > Oforall ¢ > 0. If: (a) yp(¢) 7~ 0 and
y1(t) = 0, we have Dirichlet boundary conditions; (b) yo(#) = 0 and y;(¢) # 0 we
have Neumann boundary conditions, (c) otherwise, we have Robin condition. At the
right-hand boundary x = b, the boundary condition can be

Mo F(t,b) + 1) F(1, b) = 12(1),

where Ag(z) > 0, A1(¢) > 0 and Ag(z) + A1(¢) > O for all z. When y»(¢) and A;(¢)
are nonzero, the boundary conditions are of inhomogeneous type.

A PDE coupled with the prescription of its solution and/or its derivatives on the
initial (resp. final) line t = O (r+ = T') and on the boundary lines defines an initial
(resp. final) and boundary value problem.

We now examine the importance of the terminal and boundary conditions through
some financial examples. Distinct terminal conditions lead to prices of different con-
tracts. For example, the final condition F (T, X(T)) = max(0, K — X(T)) returns
a put option price. It is also important to specify the domain for x depending on the
type of option one is evaluating.

Example (Vanilla call option) For a standard call option, the asset price can assume
values in the range [0, 4-00). From a computational viewpoint, this domain requires
a truncation from above, [0, M] say, and an indication about the solution behavior
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for both small and large value of x, i.e., forx — 0 and x — M. For a GBM process,
we observe that if x = 0, then the process will be absorbed, i.e., X (t) = 0 for all
t > 0. Consequently, there is no chance that the option matures in-the-money, i.e.,
P(X(T) > K|X(0) = 0) = 0. The boundary condition at x = 0 is thus Fe (¢, x =
0) = 0, > 0. For x = M (large), it is likely that the option will expire in-the-
money and will then be exercised. Therefore, its current value can be approximated
by Fean(t,x = M) = M — Ke™"T=)_ Alternatively, we may assign the Neumann
boundary condition 9y Fean(f, x = M) = 1. This reflects the observation that for
large values of x, the option price tends to resemble the underlying stock price.

Example (Vanilla put option) For a standard put option, the infinite domain [0, +00)
needs be limited to a finite interval [0, M]. If x = 0, the put option is exercised with
certainty since X (7)) = 0 < K. The option value at x = 0 is then Fpy (¢, x = 0) =
Ke "(T=1 Conversely, for large values of x, it is very unlikely that the put option is
exercised. This suggests setting the upper boundary condition Fyy(f,x = M) = 0.
A Neumann boundary condition for large x might be 0, Fyut (¢, x = M) = 0.

Example (Barrier option) Barrier options are activated (knock-in feature) or ter-
minated (knock-out feature) whenever a specific threshold is hit before the expiry
date. In particular, a down-and-out call option is terminated if the asset price hits
a low barrier / < X(0) before time 7. Then the option becomes worthless and
the computational domain is [/, M], for a large value M. Boundary conditions at
x = 1, M become Fyoe(t,x = 1) = 0 and Fyoc(t, x = M) = M — Ke 7T,
respectively. A down-and-in call option is activated whenever the asset price hits
a low barrier [ < X (0) before time T. If in this case, the holder receives a stan-
dard call option with a residual life equal to T — ¢. The computational domain is
again [/, M], however boundary conditions read as Fgic(¢, x = [) = Fcan(¢, 1), and
Faic(t,x = M) = M — Ke "T= A knock-out double barrier call is terminated
whenever the asset price hits a low barrier [ < X (0) or a high barrier u > X (0)
before time 7. The computational domain is [/, #] and boundary conditions at x =/
and x = u are Fyodbeall (7, X = 1) = 0 and Fyodbeanl (7, x = u) = 0, respectively.

Example (Discrete monitoring) In the previous example, threshold hitting has been
checked with continuity over time. Discrete monitoring refers to the case where the
triggering event is checked at a fixed number of times. In this setting, a knock-out
(resp. knock-in) option becomes less (resp. more) expensive as long as the number of
monitoring dates increases. No monitoring at all makes a knock-out option equal to
a plain vanilla option. As for boundary conditions, we observe that out of monitoring
dates, the asset price can freely span the range [0, 4+-00). For computational purposes,
this domain must be truncated into [0, M]. For a double barrier option, we can then
set boundary conditions:

F(ti, x) = F(t;, ) ixeqiu))» 4.5)
where 1;x¢[ . is the indicator function for the interval [/, u] as defined by

1 ifx e[l ul,
Lixeran =1 ifx ¢ [, ul.
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This expression checks whether either of the two barriers has been hit. If this latter
condition occurs, the value of the option is set equal to zero. Otherwise, it is set equal
to its value just before the monitoring date under consideration.

4.2 From Black—Scholes to the Heat Equation

Under the assumption of a GBM process, the Black—Scholes equation (4.3) can be
simplified by simple variable transformations. First, we change the origin of time.
Next, we work with undiscounted option prices. Then, we transform prices into price
returns. Last, we reduce the BS equation to the much simpler heat equation. The first
two steps are general and can be applied independently of the stock price dynamics.
The remaining two steps are possible only under the GBM assumption. However, we
will see how to cope with more general processes in Sects. 4.2.5 and 4.5.

4.2.1 Changing the Time Origin

In financial application, PDEs are usually characterized by a terminal condition ex-
pressing the security payoff. In physics, it is more natural to think in terms of initial
conditions and then model the way information is gradually lost as time goes by. We
instead use a terminal condition because dynamics represent the gradual updating
of price information as the contract maturity approaches. In order to use numerical
methods for PDEs, it is convenient to change the origin of time. In financial terms,
this corresponds to deal with the time fo maturity of the option instead of its time of
expiry, or calendar time. This change of time simply requires introducing a variable
T defined as:
=T —1t,

and defining a function
F(t,x)= f(r,x), witht=T —1.

We observe that
al‘F'(ta x) = _a-[f(f,.x),

and so f solves the PDE:

—0¢ (1, X) +rxdy f(1,X) + %ozxzaxxf(r, x) —rf(r,x)=0. (4.6)

The terminal condition affecting F is then transformed into an initial condition in-
volving f, namely f(0,x) = F(T, x). Boundary conditions are unaffected by this
simple transformation, except for replacing 7 — ¢ by t in all formulas. For instance,
a call option is characterized by conditions f(z,0) = Oand f(z, M) = M — Ke™'".
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4.2.2 Undiscounted Prices

A second transformation removes the term r f from the BS equation. We just need to
define g(7, x) = ¢'" f(r, x) and then obtain:

0:g(t,x) =re'" f(r,x)+e70; f(1,x),
0xg(t,x) =0, f(z, x),
Oxx8(T, x) =€ " 0xx f (7, X).

By replacing partial derivatives in (4.6), we obtain:

1
—3:8(T, x) + rxdeg(z, x) + Eazxzaxxg(t, x) = 0. 4.7

From a financial point of view, this transformation is equivalent to considering for-
ward prices instead of spot prices.

4.2.3 From Prices to Returns

A third transformation allows us to obtain a PDE with constant coefficients. The
method is strictly connected to the GBM assumption and, in general, cannot be ex-
tended to other processes.

Indeed, if X (#) evolves according to a Geometric Brownian motion process
dX () = X()(rdt 4+ o dW), then, applying the It6’s lemma, In X (¢) has dynam-

ics given by:
2
dInX (1) = (r - %) dr + o dW, 4.8)

i.e. an SDE with constant coefficients.
If we define the new function g(t, x) = G(t, z = Inx), we have:

1
axg(":v -x) = ;GZG(T7 Z)’

1 1
axxg(rvx) = _x_282G(Tv Z) + x_zaZZG(r7 Z)'

By inserting these derivatives into (4.7) after a few algebraic manipulations, we ob-
tain a PDE with constant coefficients:

2
o 1
—-0.G(1,2) + <r - 7>3ZG(T, )+ EGZBZZG(L z) =0. 4.9)

Notice that spot returns in this PDE replace spot prices in the previous equation.
The coefficients in front of partial derivatives are r — o'2/2 (convective term) and
o2 /2 (diffusive term).

By considering log-returns, the price domain [0, 4-00) is transformed into the
return domain (—o0, 00). Consequently, we need to truncate the domain on both of
its sides for the purpose of performing numerical computations. The advantage of
working with returns is that the transformed PDE displays constant coefficients. As
we shall see below, this is a good property for a better understanding of the theoretical
properties of the numerical schemes to be used for solving (4.9).
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4.2.4 Heat Equation

A further variable transformation allows us to obtain the standard heat equation. By
setting G (7, z) = e**tATu(z, z) we have:

3,G(7,2) = 0™ PTyu(t, 2) + e** P 3.u(z, 2),
3,.G (1, 2) = a2 PPy (r, 2) + 20 P70 u(z, 2) + €*“ P79, .u(z, 2),
9:G(z,2) = Be““TPTu(r, 2) + e** P h,u(z, 2).

If we replace the partial derivatives in (4.9) and choose « and $ in order to eliminate
the terms 0, u (7, z) and u(z, z), where

we come up with:
2

deu(t, 2) + %Buu(r, 2) =0. (4.10)

The problem (4.10) is a problem of first order in time. The determination of the so-
lution requires to fix an initial condition in time. On the boundary, various boundary
conditions can be taken into account for determining completely the solution (Dirich-
let, Neumann or Robin boundary conditions). Notice that the general form for a heat
equation is —d,u(t, z) + cd;;u(r, z) = 0. It is said to be dimensionless whenever
¢ = 1. Indeed, by recalling the time scaling property of the Brownian motion W (7),
i.e., W(ct) = /cW(1), we can use the additional transformation s = ,/ct and get
to this form.

4.2.5 Extending Transformations to Other Processes

Let us examine how to extend the above transformation to processes exhibiting a
diffusion coefficient more general than the one associated with the GBM process, i.e.,
o (x) # ox. Popular specifications in financial literature are: (1) o /X (square-root
process), (2) o (Gaussian process), (3) ox* (constant elasticity of variance process,
CEV).

The Black—Scholes PDE associated to a general volatility function o (x) is given
by:

1
—0,8(T, x) + rxd,g(t, x) + Eo~2(x)amg<r, x) =rg(r,x). 4.11)

In general, the logarithmic transformation z = Inx does not work for the purpose
of transforming the original PDE into a heat equation. However, we may define z =
f(x) and apply Itd’s lemma:

dz(t) = <rxf’(x) + %az(x)f”(x)> dt + o (x) f/(x)dW (1).
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If we set f(x) in such a way that the new process shows a constant diffusion coeffi-
cient:

o(x)f'(x) =c,
with ¢ # 0, then

X ) ¢
o= [ ssa e =
and f”(x) = —co’(x)/o%(x).> Consequently,

r

dz(t) = c( — lcr’(x)) dt +cdW(1).

X
o(x) 2

By setting g(t, x) = G(t,z = f(x)), then G(z, z) satisfies the PDE:

rx 1,
—0:G(t,2) +c¢ — =o' (x) 0.G(7,2)
o X) 2 x=f‘1(z)
1
+ Eczazzc(r, 2) =0, (4.12)

where f ~1(2) is the inverse function of f(x). Thatis, a PDE with a constant diffusion
coefficient and a variable convective term.

Unfortunately, the transformed PDE (4.12) does not correspond to the heat equa-
tion, as we showed to be possible in the GBM case. So in general, it is preferable to
work directly with the numerical solution of (4.11) rather than with the transformed
version (4.12). The numerical approximation is discussed in Sect. 4.5.

4.3 Discretization Setting

We now describe a numerical procedure allowing us to compute a numerical solution

of the PDE: 5
—du(r. ) + %%u(r, 2) =0, (4.13)

with initial condition:
u(0, 2) = ¢(2),

and boundary conditions:

u(t, zr) = ¥r(1),
u(t, zy) = Yy (1),

at points z7 and zy, which may be infinite. We proceed with the following steps:
1. Approximating both spatial and time derivatives using finite differences;

31f o(x) = ox,then f(x) = Inx and we obtain the logarithmic transformation.
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2. Creating time—space grid of points over which the approximate solution is com-
puted;

3. Replacing partial derivatives appearing in the PDE by their finite differences
computed at grid points;

4. Deriving a recursive procedure to compute the approximate solution;

5. Establishing the main properties of the resulting function.

4.3.1 Finite-Difference Approximations

When a function f(z) is continuously differentiable an appropriate number of times,
then, by Taylor’s formula, we have:

/ 1 2 ol 1 R/ 4
f&+m=f&H%f@+§thH7ﬁf(@+O@) (4.14)
and:
f@—h):f@)—hﬁ@)+%hﬂwg)—é#f”@y+owﬁ, (4.15)

where O(hk ) denotes terms that, when 2 — 0, tend to zero as fast as or faster than
the power function h¥. If we subtract (4.15) from (4.14), we have:

P4 = fe— 1) = 20f'@) + 347" + O,

and therefore:

/ _f(Z+h)_f(Z_h)
@)= 7

This suggests that we approximate the first derivative computed at z by

fG@+h)— f(z—h)
2h ’

+0(h?).

(@)~ (4.16)
This approximation generates a leading error of order /2. It is referred to as the “cen-
tral difference approximation”, because it is centered at z and it involves the symmet-
rical quantities f(z+h) and f(z — h). Geometrically, the derivative is approximated
by the slope of the chord connecting points A and C in Fig. 4.1.

Using (4.14) and considering the Taylor polynomial up to the first term, we can
approximate the derivative by the slope of the chord connecting points B and C in
Fig. 4.1:

fo= LEED=I@),
This approximation, involving the points z + & and z, has a leading error of order h
and is called a “forward difference”.

Similarly, we can alternatively approximate the derivative by using (4.15) through
the slope of the chord connecting points A and B:

(4.17)
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central differen ofward difference

kwird Hifference

z—nh z z+h

Fig. 4.1. Finite difference approximations to the first derivative.

— fz—h
PR L)

(4.18)
This gives rise to a leading error of order /. The resulting approximation involves the
points z and z — & and is accordingly called “backward difference”. Note that central
difference is the most accurate among the three approximations. However, it requires
an evaluation of the target function at two different points, namely z — &, and z + A,
whereas the two alternatives require only one additional evaluation, i.e. at z + & or
at z — h. This simplicity comes at the price of a lower accuracy of these methods.
Table 4.1 synthetizes the different approximations to the first derivative f’(z).

Approximating the second-order derivative can be accomplished by summing
(4.14) and (4.15):

f@+m)+ fz—h) =2f@) +h*f"(2) + O(h*)

and then solving by " (z):

f(z+h)—2f(z)+f(z—h).

f(@) =~ %

(4.19)

This formula leads to an error of order 2.

Partial derivatives d;u(t, z) and 9,,u(t, z) appearing in the heat equation (4.13)
are approximated by expressions similar to those derived above.

The three main finite difference schemes (explicit, implicit, and Crank—Nicolson)
are derived as a result of discretizing the time derivative d;u(t, z) according to the
three methods illustrated above. This is summarized in Table 4.2.
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Table 4.1. Finite difference approximations of the first partial derivative

Approximation (@ Leading error
Backward 7‘f(z)_£(1_h) O(h)

Central W o(h?)
Forward feth)=f@ O(h)

Table 4.2. Approximations of the time derivative and corresponding order of accuracy
Approximation for d;u(z, z) Method Order of accuracy
Backward Implicit O(dr)

Central Crank—Nicolson O(drz)
Forward Explicit O(dr)
4.3.2 Grid

With reference to the time variable, we set t = 0, so that T can range in the domain
(0, T'). With reference to the spatial variable, we truncate the working domain at
point (zr, zy). If the natural domain is (—o0, 400), as is the case for plain vanilla
options, or (—o0, zy) (or (zL, +00)), as it is the case with a single barrier option,
then choosing an appropriate working domain is crucial for determining the accuracy
of the numerical solution. If we are interested in finding a solution in the interval
(z=1, z1), both z1. and zy should be selected far from z_1 and z; a multiple number n
of times the standard deviation of the process. For most applications, a common
choice consists in setting n = 6, so that z1, = z_1 + 60T and zy = z_1 + 60/T.

For the sake of simplicity, we adopt a uniform grid and partition the z axis inm—1
equally spaced intervals of length &z, that is 6z = (zy — zL)/(m + 1). The t axis is
split into n — 1 equally spaced intervals of length 7, thatis §t = T/(n + 1). The
resulting grid is illustrated in Fig. 4.2, where the black circles denote the initial values
and the white circles underline values on the boundary of the domain. We build a
mesh consisting of n points for the 7 axis and m points for the z axis and denote the
solution of the PDE at the mesh point (id7; zp + jéz) by u; j, withi =1, ..., n+1,
and j =1,...,m:

u;j =u(dr, zL + jéz).

For i = 0, we have the initial value on the grid:
ug,j = u(0, zL + jéz).
For j =0 and j = m + 1, we have boundary conditions at points z1, and zy:

uio = u(idt, zr) = YL(id7),
Ui my1 = u(idr, zuy) = Yu(iér).

4.3.3 Explicit Scheme

We approximate the time derivative using the forward difference (4.17) and the spa-
tial derivative using the finite difference (4.19):
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initial conditions upper boundary conditions
2y /NN )
N N NP
t oz
2L O S—+
—— o,
ot lower boundary conditions
T
T

Fig. 4.2. The grid points at which to compute the approximate solution of the PDE.

ou  u(t +68t,2) —ul(t,2)

— = 0(@s7),
at ot +007)
%u  u(t,z+8z) —2u(t, z) + u(t, z — 82) )
— = 0(6z7).
8Z2 (SZZ + ( z )
By replacing these expressions into (4.13), we have:

S —

u(t +94t,z) —u(t, 2) L OGT)
ot
2
o-u(t,z+6z) —2u(r,z) +u(r,z — 8z
=5 ( ) éz) ( )+0@£) (4.20)

If we restrict our attention to the mesh points (i8t, j8z), we can write:

2
Uitl,j — Ui j o u;j 1—2M'V'+M'_'_1
i+1,j i,] +0(7) = — 1,j+ 12] i,j
8t 2 oz

+0(82%).

Let us ignore all error terms and denote the approximate solution by v; ;. The scheme
above reads as:
, T 2. . — v ; .
Vitl,j —Vi,j _ 9" Vij+l Vi,j + Vi j-1

St 2 872

4.21)

Note that u; ; is the true solution of the PDE computed at grid points (idz, jéz),
whereas v; ; indicates the approximate solution of the PDE, which is also the exact
solution of the difference equation (4.21) computed at grid points (57, j§z). We can
solve the recursive relation (4.21) with respect to v; 11, ; and obtain:

8t (o2 ) o?
Vitl,j = Vi,j + 522 7”i,j+1 -0+ 7111',]'—1 )
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T

O O O O O O O

Vi,j+1
21, + 70z Vi j Vi41,j
Vij—1

O O o0 O O O O

o (14 1)o7

Fig. 4.3. Nodes involved in the updating of the solution in the Explicit scheme.

or, equivalently,

2 2
o 2 o
Vitl,j = Tavi’jﬂ + (1 -0 O!)Ui’j + 70!1}1"];1, 4.22)
where o = 81/8z2,i =1,2,...,and j = 1, ..., m. Expression (4.22) suggests that

the unknown value at node (i + 1, j) can be computed in terms of known values at
the previous time step, i.e., at nodes (i, j + 1), (i, j) and (i, j — 1), as is illustrated
in Fig. 4.3. This compels us to use the attribute “explicit” in the resulting numerical
scheme. For i = 0, we obtain the initial condition vg, ; = u(0, zL + jé7). For j =0,
or j = m + 1, we identify boundary conditions, v; o = Y1.(i67) and v; 41 =
Yu(idt), respectively.

Algorithm

EXPLICIT
Set wvold(j)=initial condition eval uated
at jéz, j=1,...,m;
For i=1,...,n:
conput e v(0) =1 ower boundar y(idt)
conput e v(m) = upper boundary(idt)
update the vector v using vold according to
the iteration (4.22), j=1,...,m;
copy v(j) i nvold(j)
End cycl e
returnov(j)for j=1,....,m
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Matrix form

It is convenient to use vector notations and rewrite the iteration of the explicit
scheme in terms of matrix multiplications. Let us define the (m x 1) vector v;
(i=0,1,2,...), the m x m) matrix A, and the (m x 1) vector b;* by:

Vim u(0, zr, + méz)
u(0, zL + (m — 1)éz)
vi=| | Vo = : ;
u(0, zr + 28z2)
i1 u(0, zL + 82)
Vi, m+1
0
b = : ; (4.23)
0
i vi,0
[ (1—o0%a) ze 0 0 0
o (1—g2) 0
A= 0 ' . . 0 (4.24)
0 o (l—ofa) ot
L0 0 0 2¢  (1-0%).

The recursion in (4.22) can be written using matrix algebra as follows:

0'2(1

Vi+1=AV,'+Tb,', i=1,2,....
This representation will be useful later on in order to understand the mathemati-
cal properties of this numerical scheme. Note that this matrix form is not convenient
for programming the explicit scheme.

Example This example is borrowed from Smith (1985, p. 14). Let us consider the
heat equation in the interval [0, 1] with o = V2

—dzu(t, z) + d;u(r,z) =0, (4.25)
initial condition: .
2z 0<z<3
0,2) = - 2 4.26
u(9,2) {2(1—2) l<z<l, (20
and boundary conditions:
u(r, 1) =u(zr,0) =0. (4.27)

4 Note that we have used the somewhat strange numbering of the vector components
m, ..., 11in order to conform to the graphic presentation.
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The analytical solution of this initial value problem is:
8 o 1 nm 2.2
u(t,z) = = Zl " sin<7> sin(nmz)e " T . (4.28)
n=

This example is interesting for at least four reasons. It allows us to:

(a) measure the effect of the initial condition with discontinuous first derivative on
the numerical solution, a common phenomenon in option pricing problems;

(b) examine the interpolation procedure to be adopted for the purpose of computing
solution values at points not included in the grid;

(c) assess the effect of the value of constant « = §z/872 on the numerical stability
of the scheme;

(a) establish a correspondence with the pricing of a double barrier knock-out option,
that is a contract extinguishing whenever the underlying asset hits either of two
selected barriers before maturity.

We set z1, = 0, zy = 1 and choose m = 9 nodes on the z-axis, so that z = 1/10 =
0.1. We are interested in the evolution of the solution until time 0.01 under a time step
8t = 0.001. This means we are considering 11 nodes (0, 0.001, 0.002, ..., 0.01) on
the time grid. The recursion has been implemented in Excel and is illustrated in
Fig. 4.4.

Let us examine the behavior of the numerical solution at points z = 0.2 and
z = 0.5. The latter has been chosen due to the presence of a discontinuity in the first
derivative of the initial condition there. We obtain a very accurate solution at z = 0.2.
However, the percentage error increases as long as we move forward in time, see
Table 4.3. At z = 0.5, the numerical solution appears rather inaccurate due to the
above mentioned discontinuity. Fortunately, the negative effect of the discontinuity

A | B | ¢ [ o [ E [ F [ ¢ [ w [ 1 [ Jv [T x [ ¢ [ ™

| The recursion for the Explicit Method:

2 Vit Lj= & Vi,j+1 + (1 - 2G,) Vi,j + o Vi,j-l
(3] dz 0.1
[4] dt 0.001 Rows of Boundary Conditions
5] o 0.1 < 0.5
[ 6] Column of Initial Conditio) = aJpha*114v + (1-2*alpha)*I15 + alpha*I14
7] 0 15t 251 Hor  (i+1) 51/7(

B 2\t 0 0.00l Q402 _ 0.003 004 _ 0.005 _ 0.004 p.007 _ 0.008 __ 0.009 0.01
9 7, 1 0 0 0 0 0 0 0 0 0 0 0
[10] moz 0.9 0.2 0.2 0.2000  0.2000  0.2000  0.2000,7 0.2000 /0.1999  0.1999  0.1998  0.1996
[11] 0.8 0.4 74000 0.4000  0.4000  0.4000 0.3996 / 0.3992  0.3986  0.3978  0.3968
[12] 0.7 0.6 0.6000  0.6000  0.5996  0.5986 4 0.5950/  0.5924  0.5893  0.5859  0.5822
(B3] G+1)oz 0.6 0.8 0.8000  0.7960  0.7896 0. 0.7732 0.764%  0.7551  0.7460  0.7370  0.7281
[12] joz 0.5 1 0.9600  0.9280 0.8597  0.8424  0.8268  0.8125  0.7992  0.7867
[15] G-1oz 0.4 0.8 0.8000  0.7960 0.7732  0.7643  0.7551  0.7460  0.7370  0.7281
[16] 0.3 0.6 0.6000  0.6000 0.5971  0.5950  0.5924  0.5893  0.5859  0.5822
[17] 0.2 0.4 0.4000  0.4000 0.3998  0.3996  0.3992  0.3986  0.3978  0.3968
(18] 152 0.1 0.2 0.2000  0.2000 0.2000  0.2000  0.1999  0.1999  0.1998  0.1996
19 7 0 0 0 0 0 0 0 0 0 0 0 0

Fig. 4.4. Implementing the explicit recursion in Excel.
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Table 4.3. Numerical and analytical solution when z = 0.2

t Numerical Analytical % Difference
0.005 0.39983 0.39985 0.00%
0.01 0.39678 0.39656 0.06%
0.02 0.37808 0.3766 0.39%
0.1 0.17961 0.17756 1.15%
0.5 0.00351 0.00343 2.49%

Table 4.4. Numerical and analytical solution when z = 0.5

t Numerical Analytical % Difference
0.005 0.85972 0.84042 2.30%
0.01 0.78674 0.77432 1.60%
0.02 0.68915 0.68085 1.22%
0.1 0.30562 0.30212 1.16%
0.5 0.00597 0.00583 2.49%

fades away as long as time increases and the error becomes comparable to the one
reported at z = 0.2, see Table 4.4. The explicit method has an order of accuracy equal
to 87, but, as the example above has clearly shown, it can be reduced by the presence
of discontinuities. Smith (1985, pp. 16—17) reports that when the initial function
and its first p — 1 derivatives are continuous and the pth-order derivative exhibit
a discontinuity, then the difference between numerical and analytical solutions of
the PDE approaches the order (87)P+2/(P*4 for a “small” §7. Consequently, if
all derivatives are continuous, i.e., p — 00, the error becomes of order §7. In the
illustrated above example illustrated, p = 1 so that the error has order 87)3% ina
neighborhood of point z = 0.5. This explains the inaccuracy of numerical results for
small times 7.

It is worth mentioning that the scheme provides a numerical solution only at
the nodes under consideration. For example, once we transform the Black—Scholes
equation into a heat equation, this has been solved over an evenly spaced z-grid. It
may therefore be possible that these values of z do not correspond to desired spot
prices. To determine values over these regions, we need to adopt suitable interpola-
tion methods. For instance, we may assume that v varies linearly from v; ; to v; j11.
The resulting linear interpolation is as accurate as the values on the grid. For any
z € [jéz, (j + 1)éz], we obtain the approximation:

. el v(idt, (j + 1)8z) — v(idt, jéz) .
v(iét, z) ~ v(idt, jéz) + G+ Doz — joz (z —jéz)
v(idt, (j + 1)6z) — v(idt, jéz)

= v(idT, jéz) + (z — jé2).
¥4

It is interesting to examine the way o affects the numerical solution resulting
from the proposed scheme. Figures 4.5 and 4.6 exhibit both analytical and numerical
solutions for « = 0.48 and @ = 0.52. We notice an oscillating behavior occurring
in the latter case. A heuristic explanation for this effect may be as follows. Updated
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Fig. 4.5. Analytical (continuous lines) and numerical solution (dots) at different times (0.0520,
0.1040 and 0.2080) when §z = 0.1 and §7 = 0.0048 (@ = 0.48).

o
Y oosT
a a
a a
03751
o
(u] o o =)
025 T ° o
"
o o
L ] "
0.125T
Q, O
L] -
" "
" "
0 : : : »
0 025 0.5 0.75 1

Fig. 4.6. Analytical (continuous lines) and numerical solution (dots) at different times (0.0520,
0.1040 and 0.2080) when 8z = 0.1 and 67 = 0.0052 (« = 0.52).

values vj41,; in (4.22) can be thought of as the expected value of the three preceding
values, v; j11, Vi, j, and v; j_1, much like is a trinomial tree. This probabilistic inter-
pretation makes sense provided all coefficients are positive and that they sum up to 1.
This amounts requiring that « < 1/2. If this condition is not fulfilled, the round-off
error generated by summing up terms with opposite sign progressively deteriorates
the quality of the numerical solution as time goes by. Refining both time and spatial
grids, while keeping « fixed, does not improve the situation. This behavior is ac-
tually due to an instability problem, which can be eliminated by taking appropriate
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values for «, that is by setting 67 to a very small value compared to §z. This choice
ensures that the difference between numerical and exact solutions remains bounded
as the number of time steps diverges to infinity. This will be discussed in detail in
Sect. 4.4.

4.3.4 Implicit Scheme

If we approximate the time derivative using the backward difference (4.18) and the
spatial derivative using the finite difference (4.19), we have:

u(t,z) —u(r — 987, 2)

+ O(87)
6T
o2 u(t,z+8z) — 2u(z, z) + u(z, z — 82)
=——2 - S +0(87°).
2 872 +0(627)

Computed on the grid points T = id7, z = jdz, this expression provides:

2
Wij—ui—1,j o i jr1 — Ui+ i1
Bl “HEL Lo = & ;

8T 2 8z

+0(82%).

If we ignore the error terms and denote the approximate solution by v; j, we ob-
tain: 5
Vij —Vi—l,j O Vi j41 =20+ Vi j-1

St 2 872

By rearranging terms, we come up with a recursive relation:

o2 2 o2
—7011),',]-_1 + (1 +o ot)vi’j - 70{1}5,./“ =Vi-1,j>
fori =1,2,...and j =1, ..., m, where
8T
o=—. 4.29
522 (4.29)

If i = 0, we have the initial condition. For j = 0 and j = m + 1, boundary condi-
tions are obtained. By proceeding forward in time from the initial condition, we have
an equation connecting three unknowns (v; j+1, v;,j, and v; j—1) to a single known
value (v;—1,;). Thus, in order to find the updated values of the numerical solution, we
need to solve a linear system, as detailed in the next subsection. The scheme is illus-
trated in Fig. 4.7. The order of accuracy of this scheme is O(d, 8z%). This means that
no improvement in accuracy is granted by this scheme compared to explicit scheme.
However, the implicit scheme is unconditionally stable in that no restriction on « is
required. The price to pay is represented by the need to solve a linear system at each
time step.
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Fig. 4.7. The recursion for the implicit scheme.

Algorithm

IMPLICIT
Set v(j)=initial condition evaluated at jéz, j=1,...,m;
For i=1,...,n:
conpute the right-hand side in (4.31);
solve the linear system (4.31);
update the solution v;
End cycl e
return v(j) for j=1,...,m;

Matrix form
By using a vector notation, we may write the iterations involved in the implicit

scheme in terms of matrix products. More precisely, let v; and b; be the (m x 1)
vectors introduced in (4.23). Let also B denote the m x m matrix defined as:

[1+0% -2¢ 0 0 0 ]
—# 1+ 0% 0
B=| | N 0 (4.30)
0 Y. 1+0%a —%
L0 0 0 -Z¢ 4o

The recursive relation (4.22) can be then written as:
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0'201

Bvii =vi+7bi, i=1,2,.... (4.31)
This expression clearly shows the need to solve a linear system at every time step.
Fortunately, this system of equations is tridiagonal, i.e. the matrix B has non-zero
elements only on the diagonal and in the positions immediately to the left and to
the right of the diagonal. This implies that the computational cost is directly propor-
tional to the number of grid points. In fact, the cost per time step for this method is
approximately twice that of the explicit method. In principle, to solve (4.31) we could
compute the inverse of matrix B, provided it exists, and proceed forward according
to the following relation:

2
o o
Vip1 =B~ (Vi +— bi>,

starting with the initial condition mentioned above. The resulting algorithm resem-
bles an explicit recurrence, where the matrix A appearing in the explicit method has
now been replaced by the matrix B~!. However, in the explicit method, A is tridi-
agonal and to update the solution, we just need to store the elements of the three
diagonals. On the other hand, the matrix B! has all non-zero entries, so that its
computational cost and storage can be expensive especially when a large number of
grid points is considered. The m x m matrix B~! requires m? elements to be stored,
whereas the tridiagonal matrix B needs only 3m — 2 numbers to be recorded. As m
is typically around 1,000, one method leads to 1,000,000 elements while the other
only 2,998 figures. In addition, if the coefficients are time dependent, then we need
to compute the inverse of matrix B at each time step.

Example Let us reconsider the example developed for illustrating the explicit me-
thod. We take §z = 0.1 and 7 = 0.001, so that = 0.1. Vector b has all zero entries
and is independent of the index i. Matrix B has main diagonal elements equal to 1.2,
whereas entries in the upper and lower diagonal are all equal to —0.1. The recursion
is illustrated in Fig. 4.8, where we report an Excel spreadsheet implementing an
implicit scheme. For illustrative purposes, the recursion has been performed using
the inverse of matrix B.5 Note that B! has all nonzero entries, so that storage related
limitations are likely to arise whenever the number of spatial nodes is increased.

Table 4.5 shows a comparison between the implicit solution at time 0.01 to the
one obtained using an explicit method and the analytical solution.

Figure 4.9 shows the root mean square error of the implicit method versus the
time step. We can see that this relationship is linear as expected: the time derivative
has been indeed computed using a finite difference scheme accurate to order dr.

4.3.5 Crank-Nicolson Scheme
This scheme is based on the idea of approximating the PDE at points (i5t + %’, Jjé2).

5 In Excel this recursion can be done using the functions MInverse and MProduct.
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A | B [T ¢ T D [T E T F T G [T H ] 1 [ 0 [ xk T L [T ™M
i The recursion for the Implicit Method:
-l

2 vi= B (viyt aby)
3] 0.1
| 4] dt 0.001 Rows of Boundary Conditions
(5] « 0.1

6 Column of Initial Condition: Y, =MATR.PRODOTTO(B34:J42, (H10:H18) + B5*L23:L31))
7] 0o [ 1& 250 () 5t\ (i+1)dt
3| 7\t 0 / 0.001 0.002 0.003 \ 0.00I\ 0.005 \ 0.006 0.007 0.008 0.009 0.01
o] = 1 0 0 0 0 0 O 0 0 0
ﬁ m 5z 0.9 0.2 0.199998 0.199991 0.199973 \.199938 0.199653 0.199475 0.199246 0.198961
L 0.8 0.4 0.399980 0.399912 0.399768 0.397986 0.397173 0.396201 0.395072
i 0.7 0. 0.599762 0.599155 0.598121 0.589741 0.586734 0.583441 0.579898
i (G+1)éz 0.6 0.8 0.797163 0.792334 0.786124 0.754703 0.746233 0.737743 0.729292
i jdz 0.5 1 0.966194 0.937217 0.912035 0.835992 0.821032 0.807150 0.794174
i (j-1p%z 0.4 0.8 0.797163 0.792334 0.786124 0.754703 0.746233 0.737743 0.729292
i 0.3 0.6 0.599762 0.599155 0.598121 0.589741 0.586734 0.583441 0.579898
i 0.2 0.4 0.399980 0.399912 0.399768 0.397986 0.397173 0.396201 0.395072

18 13z 0.1 0.2 0.199998 0.199991 0.199973 0.199653  0.199475 0.199246 0.198961

e 0 0 0 0 0 0 0 0 0 0
ﬂ Note:  Cell BS has been named a_imp; Cells B34:J42 have been named Binv; cells L23:L31 vecth

21
E B b;
23] 1.2 0.1 0 0 0 0 0 0 0 0
ﬁ -0.1 1.2 -0.1 0 0 0 0 0 0 0
ﬁ 0 -0.1 1.2 -0.1 0 0 0 0 0 0
ﬁ 0 0 -0.1 1.2 -0.1 0 0 0 0 0
ﬂ 0 0 0 -0.1 1.2 -0.1 0 0 0 0
ﬁ 0 0 0 0 -0.1 1.2 -0.1 0 0 0
Q 0 0 0 0 0 -0.1 1.2 -0.1 0 0
ﬂ 0 0 0 0 0 0 -0.1 1.2 -0.1 0
i 0 0 0 0 0 0 0 -0.1 1.2 0
1 32]
|33 B! the inverse of B
ﬁ 0.839202 0.070426 0.005910 0.000496 0.000042 0.000003 0.000000 0.000000 0.000000
ﬁ 0.070426 0.845112 0.070922 0.005952 0.000499 0.000042 0.000004 0.000000 0.000000
ﬁ 0.005910 0.070922 0.845154 0.070926 0.005952 0.000500 0.000042 0.000004 0.000000
ﬂ 0.000496 0.005952 0.070926 0.845154 0.070926 0.005952 0.000500 0.000042 0.000003
ﬁ 0.000042 0.000499 0.005952 0.070926 0.845154 0.070926 0.005952 0.000499 0.000042
ﬁ 0.000003 0.000042 0.000500 0.005952 0.070926 0.845154 0.070926 0.005952 0.000496
ﬂ 0.000000 0.000004 0.000042 0.000500 0.005952 0.070926 0.845154 0.070922 0.005910
i 0.000000 0.000000 0.000004 0.000042 0.000499 0.005952 0.070922 0.845112 0.070426

42 0.000000 0.000000 0.000000 0.000003 0.000042 0.000496 0.005910 0.070426 0.839202

Fig. 4.8. Implementing the implicit scheme in Excel, inverting the matrix B.
Table 4.5. Accuracy of the explicit and implicit schemes

z Analytical, A Explicit, E (E—A)/A Implicit, 7 (I—-A)/A
0.9 0.19961 0.19958 —0.0002 0.19896 —0.0033
0.8 0.39655 0.39678 0.0006 0.39507 —0.0037
0.7 0.57990 0.58221 0.0040 0.57990 0.0000
0.6 0.72014 0.72811 0.0111 0.72929 0.0127
0.5 0.77432 0.78674 0.0160 0.79417 0.0256
0.4 0.72014 0.72811 0.0111 0.72929 0.0127
0.3 0.57990 0.58221 0.0040 0.57990 0.0000
0.2 0.39655 0.39678 0.0006 0.39507 —0.0037
0.1 0.19961 0.19958 —0.0002 0.19896 —0.0033
e For the time derivative, we use a central Taylor series expansion around (i6t +

%,j&):
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Fig. 4.9. Implicit scheme: root mean square error versus time step.

du(t, z)
aT

Uit~ Ui
~ 5 :

T=i5t+57r,Z=ZL+j62

This provides an order of accuracy equal to O(872).
e For the second-order spatial derivative, we adopt the average of finite differences
computed at time steps (idt, jéz) and ((i + 1)dt, jéz):

2y
W(T’ 2)
z T=(i+1/2)87,2=21.+j0z
N 1 {Mi+l,j+l —2uiq1,j + Uiy, j—1 } 1 {ui,j-i-l —2uij +uj o1 }

872 + 2 872

2

The accuracy here is O(8z2).

By inserting these differences into the heat equation, we obtain the Crank—
Nicolson (CN) scheme:

Uitl,j — Ui j )
—= = 4+ 0(s7
5. t0067)
_ 0_2 Luigrjr1 = 2uip1,j + tig1,j-1 +1 Wil — 2U4 5 + i j—1
2 \2 872 2 872
+0(82%).

Although the Taylor expansion has been developed at point idt + %T, only values of
u at the grid points appear in the expression above. This leads to an approximated
recursive relation:

Vitl,j — Vi,j
6T

_ 0_2 Vil j+1 — 2041, + Vigl,j—1 4 (Vi = 20 j + i j-1
4 822 822 ’
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Ui, j—1 Ui+1,5—1

o O O O O O O

o (i+1)07

Fig. 4.10. The recursion for the Crank—Nicolson scheme.

or, equivalently,

0'201 0'20l O'zOl
—g VLol 1+ 5 Vit T Vi L+

2 2 2
o~ oo (o4
= Vil + (1 - )Ui,j + 4 Vit (4.32)

where o = 87/8z%. At each time step, the resulting scheme relates six points on
the grid as is shown in Fig. 4.10. As in the case of a fully implicit method, here no
relevant limitation on the size of the time step is required for the method to converge.
The approximation error is O(87% §z2) and allows us to say the Crank—Nicolson
recursion is more accurate than both explicit and fully implicit methods. Another
similar feature to the implicit scheme is that we need to solve a tridiagonal system
of linear equations at each time step. Consequently, the cost becomes proportional to
the number of grid points.

Matrix form

We may write the CN scheme using a matrix notation. Let us define (:m x m) matrices
CandD as

I (R 0 7]
2 2
LT 0
C= . o | (4.33)
2 2
L o 0 0 -—Ze 4o
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(11— %% o 0 0 0 ]

D= 0 0 , 4.34)
2 2
0 1 —2"2"‘ %2
L O 0 0 % 1- % _
and an (m x 1) vector b; as
biT — [ vi,m+1+;i+1,m+1 0 --- 0 Ui,0+;i+l.0 ]
The recursive relation (4.32) can be written as:
o2a

Cviy1 =Dv; + Tb,’, i=1,2,.... 4.35)

The solution of the linear system above can efficiently exploit the tridiagonal form
of matrix C.

Algorithm

CRANK- NI COLSON
Set v(j)=initialcondition(jéz), j=1,....,m
For i=1,...,n:
conpute the right-hand side in (4. 35)
solve the linear systemin (4. 35)
End cycle
return v(j), j=1,...,m;

Example We reconsider the prototypical example previously illustrated. We now set
6z = 0.1 and 6t = 0.001, so that « = 0.1. Vector b has all zero entries and does
not depend on i. Matrix C has main diagonal elements equal to 1.1. Entries in the
upper and lower diagonals are all equal to —0.05. Diagonal elements of D are all set
to 0.9. Elements in the upper and lower diagonals of the same matrix are all equal
to 0.05. Figure 4.11 shows a spreadsheet solving the linear system using the inverse
of matrix C. Efficient methods for solving linear systems are presented in the next
chapter.

Figure 4.12 shows the root mean square error of the Crank—Nicolson scheme ver-
sus the square of the time step. We can see that this relationship is linear as expected:
the time derivative has been indeed computed using finite differences accurate to
order dz?.

Although the Crank—Nicolson method can be proven to be stable for all values
of «, large values of this quantity may negatively affect the actual performance of the
scheme due to unexpected and spurious oscillations in the numerical solution. This
phenomenon is illustrated in figure where we use different values of «. Indeed, if we
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A J B [ ¢ T o T & [ ¥ [ ¢ T #u [ 1 ] J T K J 1 T M
M
| The recursion for the Crank Nicolson Method:
2 C v(i+ 1) = D v(i)+ (a/2)*b(i)
] . | . .
3| e 0.1 v(i+ 1) = C [D v(i)+ (a/2)*b(i)]
2] ar 0.001
(5] « 01 = MATQPRODOTTO(invC;HZ] :H29)}
6|
7] 2 0 0.001 __0.002__ 0.003 _ 0.004 _ 0.005 \ 0.006 _ 0.007 _ 0.008 _ 0.000 _ 0.0
8] = 0 0 0 0 0 0 0 0 0 0 0 0
_9 m 8z 0.1 0.2 0.20000 0.2000 0.2000 0.2000 0.1999 199895: 0.1998 0.1997 0.1995 0.19926
ﬂ 0.2 0.4 0.40000 0.4000 0.3999 0.3998 0.3995 10.399101; 0.3985 0.3978 0.3969  0.39588
(1] 0.3 0.6 059992  0.5996  0.5988  0.5976  0.5958 {0.5%3599% 0.5910  0.5880  0.5846  0.58101
[12] G+ 52 0.4 0.8 079834 0.7939  0.7877  0.7803  0.7722 }0.763716} 0.7550  0.7462  0.7375  0.72881
(3] sz 0.5 1 0.96349  0.9331  0.9072  0.8848  0.8651 |0.847406! 0.8314  0.8167  0.8031  0.79038
(4] Gnsz o6 0.8 079834 07939  0.7877  0.7803  0.7722 {0.763716} 0.7550  0.7462  0.7375  0.72881
[15] 0.7 0.6 059992 05996  0.5988  0.5976  0.5958 |0.593599f 0.5910  0.5880  0.5846  0.58101
[T6] 0.8 0.4 040000 0.4000 0.3999  0.3998  0.3995 {0.399101% 0.3985 0.3978  0.3969 0.39588
(7] 152 0.9 0.2 020000 0.2000 0.2000 0.2000  0.1999 §0.199895% 0.1998  0.1997  0.1995  0.19926
B = 1 0 0 0 0 0 0 0 0 0 0 0
| 19] Note: invC refers to a range of cells containing the matrix C !
20 D v(i)*+ (/2)*b(i)
| 2T] 0.2 0.199999686 0.19999745 0.199989404 0.199969303 0.199929199 0.199860301 0.199753768 0.19960133 0.199395719
22} 0.4 0.399993099 0.399956449 0.399856343 0.39965904 0.399335881 0.39886517 0.398232316 0.397429122 0.396452739
23] 0.6 0.599848486 0.599320485 0.598316127 0.596809862 0.594818295 0.592380093 0.589543723 0.586360173 0.582878839
| 27} 0.8 0.796673582 0.791154805 0.784218455 0.776392855 0.768037181 0.759394512 0.750628241 0.741847103 0.733122384
[ 25] 0.98 0.946970326 0.919141938 0.895240973 0.874343642 0.855774802 0.83903681 0.823759458 0.809664588 0.79654098
|20} 0.8 0.796673582 0.791154805 0.784218455 0.776392855 0.768037181 0.759394512 0.750628241 0.741847103 0.733122384
[ 27] 0.6 0.599848486 0.599320485 0.598316127 0.596809862 0.594818295 0.592380093 0.589543723 0.586360173 0.582878839
| 25} 0.4 0.399993099 0.399956449 0.399856343 0.39965904 0.399335881 0.39886517 0.398232316 0.397429122 0.396452739
27 0.2 0.199999686 0.19999745 0.199989404 0.199969303 0.199929199 0.199860301 0.199753768 0.19960133 0.199395719
Fig. 4.11. Implementing the Crank—Nicolson recursion in Excel.
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Fig. 4.12. CN scheme: root mean square error versus squared time step.

take d too large the relationship between error and dt2, as illustrated in Fig. 4.12,
is lost. Indeed the presence of the kink in the initial condition introduces spurious
oscillations, as illustrated in Fig. 4.13. These oscillations disappear only reducing «,
i.e. or reducing the time step df or increasing the space step dx.

This bias slowly disappears as i increases. Moreover, it usually occurs in a neigh-
borhood of points of discontinuity in the initial values or between initial values and
boundary values. This effect can be observed in Table 4.6, where the error near
z = 0.5 oscillates between positive and negative values as « increases from 0.1
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Fig. 4.13. CN: oscillations in the numerical solution due to the discontinuity in the first deriv-
ative of the initial condition.

Table 4.6. Analytical and numerical solution of the problem at T = 0.01

z AnalyticalL A CN(@=1) DA CN(@=0.1) (CN—A)/A
09  0.19961 0.19890 ~0.0036 0.19926 ~0.0017
08  0.39655 0.39558 —0.0024 0.39588 —0.0017
07  0.57990 0.58343 0.0061 0.58101 0.0019
06  0.72014 0.73812 0.0250 0.72881 0.0120
05 077432 0.76906 —0.0068 0.79038 0.0207
04 072014 0.73812 0.0250 0.72811 0.0120
03 0.57990 0.58343 0.0061 0.58101 0.0019
02 0.39655 0.39558 —0.0024 0.39588 —0.0017
01  0.19961 0.19890 —0.00360  0.19926 —0.0017

to 1. These oscillations can be eliminated only by constraining the time-step of the
Crank—Nicolson method, that is by decreasing the value of o.

4.3.6 Computing the Greeks

Financial “Greeks” are the partial derivatives of the option price with respect to the
underlying price, time to maturity and model parameters. These quantities can be
computed using finite difference approximations. We consider approximations for
the option delta (A), gamma (I") and theta (®) defined as:

du(r, z)
Ajj=———

0z

o Vij+1 — Vi -1

T=id1,72=jéz

28z

3

6 A discussion on this point can be found in Smith (1985, p. 122).
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2
ro.o— 0°u(t, 2) Vi j+1 — 205+ v -1
L] — 2 - 2 )
0z T=id71,2=j6z2 (BZ)
ou(r, z) Vitl,j — Vij
@i,j = >~
0t T=i871,2=j6z §t

Since the schemes are accurate to the order O(8z2), it follows that delta is accurate to
the order O(8z), while gamma is merely O(1). Theta is accurate to the order O(67)
for the CN scheme and O(1) for the Implicit and Explicit schemes. Fortunately, nu-
merical Greeks do not display great inaccuracies in most instances. However, some
bias shows up for small diffusion coefficients.

Computing Greeks relative to model parameters (e.g., Rho, Kappa, and Vega)
can be performed using finite difference approximations. For example, Rho can be
computed with an accuracy of order two by (1) solving the pricing PDE with r + 6r
and then with r — ér; (2) calculating the appropriate finite difference. However, this
requires solving two additional PDEs.

4.4 Consistency, Convergence and Stability

As Figs 4.5 and 4.6 clearly show, the explicit method suffers from an instability ef-
fect. Also the Crank—Nicolson scheme may generate spurious oscillations near dis-
continuity points of the boundary condition. This section tries to clarify this point
through the examination of convergence properties owned by the proposed schemes.
We start with preliminary definitions.

Let us write the heat equation (4.13) as follows:

L(u) = —0;u(t,z) + Lu(r,z) =0,

where L is the differential operator Lu(t,z) = %zazzu(r, 7). Let F be the finite
difference approximation of L at grid points (i, j), v be the exact solution of the
difference equation, i.e., F(v) = 0, and u be the exact solution of the PDE, namely
L) =0.

Definition (Truncation error) For any continuous function ¢ of t and z, we define
the truncation error at a grid point (i, j) by

T; j () = F(dij) — L(¢i,;),
where ¢;; = ¢ (id7, zL + jdz). By setting ¢ = u and using L(u) = 0, we have
T i) = Fuij) — L(u;,j) = F(u;j). (4.36)
The value F'(u;;) in expression (4.36) is the local truncation error at grid point (i, j).

In other words, T;, j (¢) represents an estimate of the error generated by replacing
L(¢;, ;) with F(¢; ;). Let C be a positive constant independent on §7 and on éz. If p
and g are the largest positive integers for which
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IT;,; )| < C((67)” + (82)7)

as 6t — 0 and 6z — 0, the scheme is said to have order of accuracy p in §t and
g in §z. For instance, the local truncation error in the explicit scheme as applied to
equation (4.13) has order p = 1 and ¢ = 2, indeed it is given by O(67) + 0(8z%). In
the Crank—Nicolson scheme we have p =2 and ¢ = 2.

Definition (Consistency) The approximating difference equation is said to be con-
sistent with the original PDE provided that F'(¢; ;) — 0 as t — O and 6z — 0.

Since the local truncation error in the explicit scheme vanishes as 7 — 0 and
8z — 0, it follows that this scheme is consistent with the original PDE. The same
statement holds for both implicit and CN schemes.

Definition (Convergence) A finite difference scheme is convergent according to a
given norm || - || provided that its exact solution converges to the exact solution of
the original PDE

H}E}X lvi,j — ui jll — 0,

asét — Oand 8§z — O.

Let us introduce the discretization error that quantifies the accuracy of the solu-
tion at the grid point (7, j):
8ij = Vij —Uij-

We observe that truncation error is a local concept. For the purpose of assessing the

proximity of the solution stemming from the difference operator F to the one result-

ing from the differential operator L, the error clearly depends on §t and §z. On the

contrary, the proposed definition of convergence is a global assessment. More pre-

cisely, we are interested the way the difference between true and numerical solutions

behave at a generic point 7, z as long as the grid becomes more and more refined.
To prove convergence, it is convenient to use the maximum norm given by:

Ei =&l = max |g;j].
j=1,..., m
We aim at investigating limg,_, ¢ E;, where t is arbitrary and 6z — 0 with 6t = «dz
for some constant «.

In general the problem of convergence is dealt with using the Lax equivalence
theorem. Given a well-posed linear initial-value problem’ and a corresponding linear
finite-difference approximation satisfying the consistency condition, this result states
that stability is a necessary and sufficient condition for convergence.

Stability refers to the fact that small perturbations introduced through numerical
rounding at any stage do not grow and dominate the solution. In other words, if we
could use exact arithmetic, the whole error should be represented by a truncation
error.

7 Broadly speaking, a problem is well-posed if: (a) a solution always exists for initial data
that is arbitrarily close to initial data for which no solution exists; (b) it is unique; (c) it
depends on initial data with continuity.
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Definition (Lax—Richtmyer stability) A scheme is Lax—Richtmyer stable if the
solution of the finite difference equation at a fixed time level remains bounded as
8z — 0. It is asymptotically stable provided that boundedness holds true as i — oo,
8t fixed.

Given the definition of stability, we can now state the Lax Equivalence Theorem.
This theorem studies the relation between consistency, stability, and convergence of
the approximations of linear initial value problems by finite difference equations.

Theorem (Lax Equivalence Theorem) For a consistent difference approximation
to a well-posed linear initial-value problem, the stability of the scheme is necessary
and sufficient for convergence.

The implication of this theorem is that, once consistency has been established,
we need to verify the condition for stability. Stability analysis can be conducted
by using the matrix form of the time recursion. Let F be the matrix arising from
the second-order centered difference approximation of Lu(t, z), i.e., F/c‘Sz2 =
tridiag{1, —2, 1}/8z>. In the following, we will use the symbol tridiag{a, b, c} to in-
dicate a tridiagonal matrix, where the lower (resp. main and upper) diagonal contains
a (resp. b and c¢) entries only:

b ¢
a b c
tridiag{a, b, ¢} = a . . . 4.37)
' b ¢
a b

We have seen that the three schemes can be written as:
Vis1 = Av; +b;, (4.38)

where vector b; keeps track of boundary conditions and may vary over time, whilst
matrix A is set according to the following scheme:

2 2
.. Vitl1 —V; o F o
xplici 5 22 (SZZV’ + o 2 i l
L. Vi—Vi_ o F o -
Implicit — = ——v; A=|I—-a—F ,
mplict 57 5 (Szzvl - ( o 5 >
CN Vi = Vil _ U_ZFVH-] + Fv;
8t 2 2872

—1
o o
= A=(I-06%=F I1+02=F),

and where o = §7/87°.
Lax—Richtmyer stability requires that the solution remains bounded as i — oo.
If v represents a stated initial condition, an iterative application of (4.37) leads to
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vi =Alvg + A" by + A2y 4+ b;—1.

Let us now consider the way a perturbation eg (e.g., a numerical rounding) affecting
initial condition vo propagates on the solution. The biased initial condition is now
v = Vo + €o and the corresponding solution at time step i reads as:

vi= AV + A bg + A by by
The error vector can be computed as:
e =V —v;i= Ai(vé —vp) = Alep.

We need to establish the extent error e; stays bounded as i diverges. In other words,
we look for a constant M > 0 (independent of 6t and éz) such that:

llell = ||Aieo|| < HAi [leoll < Mlleol,
for compatible matrix and vector norms.® In this case,
[A] = [AA] < jAlJAT ] < - < AT,

and the stability condition is satisfied provided that [|[A|| < 1.
Possible matrix norms are:

1. The 1-norm defined as the greatest among the sums of absolute values of column

entries of A:
m

|AlL = max ) lai;l;
!zl
2. The co-norm defined as the greatest among the sums of absolute values of raw
entries of A:

m
[Alloc = max » |aijl;
i ; /
3. The 2-norm defined as the spectral radius p(A) of matrix A, that is the largest
absolute eigenvalue of A:
IAll2 = p(A),
provided that A is real and symmetric.

We now verify the cited stability condition for each of the three schemes mentioned
above.

Explicit scheme Let us consider norm || - | oo. Matrix A is given by:

1+ F —tidiagl el 1 — a0, o
o—F =tndiagyoo—, 1 —aoc”, 0a—,
2 81°2 2
8 The norm of a matrix A is a real positive number giving a measure of the size of the
matrix. It satisfies the following axioms: (1) ||A]| > 0 if A # 0 and ||A|| = 0if A =0,
(2) llcAll = Ic|llA]l for a real or complex scalar ¢, (3) |A + B|| < |A[|+ [IB]l, (4) |AB]| <
[IA|[|IB]|. Matrix and vector norms are said to be compatible, or consistent, provided that

IAx] < AlIx]l, x # 0.
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and then

2 2
o o
IAllo = o+ |l —ao?| +a—

2

=a02+|1—a02
_ 1 if1 —ac? >0,
2002 —1>0 ifl —ac? <0.

Therefore, the explicit scheme is stable provided that

v<—

=3
In a standard heat equation, we have o2 = 2, so that the stability condition amounts
to requiring that @ < 1/2. This condition is actually violated in the experiment exhib-
ited in Fig. 4.6, where the numerical solution displays large oscillations. The explicit
scheme turns out to be conditionally stable and consistent. By the Lax equivalence

theorem, the scheme is also conditionally convergent.

Implicit scheme Let us consider norm | - ||2. Matrix A is given by (I — o24F)~".

F has known eigenvalues given by —4 sinz(sn/ (2m)) (see Smith (1985), pp. 58-59
and 154-156). The matrix A is symmetric and its eigenvalues are given by:

1

Ay = ———————
P 14 o2asin?(3E)

s=1,...,m—1.

Consequently,
1

Al = p(A) = max|————
” ” P s 1+02asin2(%)

<1, Va >0,
proving that the implicit scheme is unconditionally stable. The method is also con-
sistent and, by the Lax equivalence theorem, it is convergent.

Crank-Nicolson scheme Let us consider norm || - ||2. Matrix A is given by (I —
02%F)~' I+ 02%F). It can be shown that A is symmetric and has eigenvalues:’
o 2 — o2asin?(3%)
s 2 2. )
2+ o2asin”(5r)
fors =1, ..., m. Consequently,
2 —o2asin®(3L)

Al = p(A) = max| —————
1Al = p(8) = max| S e

<1,
for any @ > 0. This proves that the CN scheme is unconditionally stable. The method
is also consistent and, by the Lax equivalence theorem, it is convergent.

9 We exploit the fact that if two m x m symmetric matrices B and C commute (i.e.,
BC = CB), then B~!C =BC ! and B-'C! are symmetric too. In the present case, F
is symmetric, and then (I £+ UZ%F) are also symmetric. Moreover, they commute. Hence,
A is symmetric too. The eigenvalues of F are —4 sinz(sn/(Zm)), where s = 1,...,m.
Henceforth, the claimed result about the eigenvalues of A follows.
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Fig. 4.14. Eigenvalues of the CN iteration matrix for different values of «.

The discussion above explains the presence of exploding oscillations in the ex-
plicit scheme whenever « is larger than 1/2. It does not however justify the presence
of spurious oscillations in the Crank—Nicolson scheme near discontinuity points. For
this specific issue, we need to distinguish Ag-stability (i.e., all eigenvalues lay in
[—1, 1]), from Lg-stability (i.e., all eigenvalues lay in [0, 1]). (See, again, Smith
(1985, pp. 120-121).) The implicit scheme is unconditionally L-stable, whilst the
CN scheme is conditionally L-stable, that is the iteration matrix can have negative
eigenvalues. Although stability guarantees that the eigenvalues of A belong to the
interval [—1, 1], it is possible to find eigenvalues close to —1 for some value of «.
As a consequence, the numerical solution will be affected by spurious oscillations.
The phenomenon can be particularly pronounced in the neighborhood of points of
discontinuity of the initial condition. There, oscillations are damped out only very
slowly. For instance, while pricing a discrete barrier option, a discontinuity in the
price function is introduced on every monitoring date (e.g., we set the option value
equal to zero outside the barriers). Spurious oscillations can be avoided only by re-
ducing the time-step of the grid. With reference to the example previously discussed,
Fig. 4.14 shows the eigenvalues of the iteration matrix resulting from alternative
values for the constant « and for §z = 0.1. As long as « decreases, the resulting
eigenvalues all become positive. Of course, this fact implies a binding restriction on
the time step §7. For example, let us set 6t = 0.1, « = 10, and a time to maturity 1.
The resulting algorithm requires 10 time steps only. However, the corresponding nu-
merical solution can be affected by spurious oscillations. By setting 67 = 0.005 and
o = 0.5, we can prevent from this problem to occur. However, the number of time
steps needs be increased to 200.
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4.5 General Linear Parabolic PDEs

In the previous sections, we considered finite difference solutions to the standard
heat equation. In general, we cannot reduce a linear parabolic PDE to this kind of
equation. We now discuss how to numerically solve a general linear parabolic PDE:

—d;u(t, z) +a(r, z)0;;u + b(t, z)0u + c(tr, 2)u +d(tr,z) =0, (4.39)

where the function a(t, z) is assumed to be strictly positive. We associate an initial
condition at T = 0 and boundary conditions at states zp. and zy to the above PDE.
Here, z1. = 0 and zy = 400 are allowed assignments.

Example (Double knock out option) Assuming the underlying asset evolves ac-
cording to a square-root process, dz = rzdr + o./zdW;, then a(r, z) = 022/2,
b(t,z) =rz,c(tr,z) = —r,d(t, z) = 0 and the pricing PDE is

1
—dru(r,z) + 50218zzu +rzo;u —ru = 0.
For a double knock out option, the initial condition reads as u(0, z) = (z — k)4 and

boundary conditions are u(7, z1.) = u(t, z,) = 0.

The application of finite difference schemes requires an approximation of the
partial derivative d.u. In order to preserve an O(8z%) accuracy, it is natural to use a
central difference approximation:

Ui j+1 — Ui j—1
26z
We now examine three benchmark schemes.

b(t, 2)du = b; +0(87%).

4.5.1 Explicit Scheme

The explicit scheme reads as:

Vidlj = Vij o Vil 20 + Vi j—1

a,’
5t / 872
Vi j+1 — Vi j—1
thi Tt +dij =0,
leading to a recursion:
8T
Viyl,j = Vij+ _(Szzai,j(vi,j+l —2v;,j +vi j-1)
St
+ o5zl Wijrt = vij-1) F i jvij + dij

B
= (aai,j — Ebi’j Vi j—1+ (1— 205611"]‘ + (STCiyj)U,"j

+ <aa,-,j + gbi,j)vi,j+1 +dtd; j,

where
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ST d B
o =— an = —.
872 8z

Using a matrix notation, we have:

vit1 =Ajvi+b;, i=1,2,...,

where A; is the m x m tridiagonal matrix defined by
A; = tridi i ﬂb 1 —2wa; j +6tci j, aa; ﬂb
; = tridiag aa,’]—a ijo I —20a; j + rc,’],aaw+5 ijo(>

and b; is the m x 1 vector

p B
b;r = |:(ozai,j — Ebi'j vio 0 -+ 0 aa; i+ Ebi,j Vi,m+1 |-

Here, v; 0 and v; ,,+1 have been set according to the boundary conditions at states z =
z1, and z = zy. Stability conditions now require that coefficients are all nonnegative
and sum up to a number smaller than 1. This gives conditions:

(20[611"]‘ — C,‘yj(S‘L') <1 and §|bi,]‘| < udjj,

which lead to restrictions on both space and time steps:
57 <21 and s 2 B
7 <2—= an T <|—=a;—cij .
Y 5720 T

The restriction can become relevant when the diffusion coefficient a(t, z) is much
smaller than the drift coefficient b(7, 7).

4.5.2 Implicit Scheme

Implicit discretization leads to:

b; b; j
—\wai,;j — ,37 Vi j—1+ 1+ 20(a,~,j =8t j)vij — aa; j + ,37 Vi, j+1

=Vi-1,j>

forj=1,...,mandi = 1,...,n. At each time step, we need to solve the linear
system:
Bviyi=vi+b;,, i=12,...,

where B; is the tridiagonal matrix

o bi,j St bi,j
B; = tridiag aai,j—,BT,—I+gai,j+5fci,j,otai,j+,3 e

and
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b = |:_<Olai,j - ﬁ%)UHI,O o --- 0 _<Olai,j +,3%)Ui+l,m+l }

Here, vi4+1,0 and vj4+1 m+1 are set according to the boundary conditions at z = zI,
and z = zyu.

Differently from discretizing a standard heat equation, B; need not be a symmet-
ric matrix.

4.5.3 Crank-Nicolson Scheme

We use a Taylor series expansion around point (i 67 + %, zL+ j8z). After performing
tedious algebraic calculations, we arrive at a system of difference equations for v; ;:

a* b* . CF a* b*
xs = ﬁz Vit1,j—1 — ({1 +aa” — ?57 Vit1,j + a +'BZ Vi1, j+1
a* b* c*
= <—a7 +,BZ>U,~,/_1 - <1 —aa* + ?5T>Ui,j
a* b*
- (0[7 =+ ﬂz)Ui’j+] — d*(ST,
where:

« . 6T .
a*=a 132+7,ZL+]5Z ,

" ) ST )
b*=0>b 181+7,ZL+1(SZ ,

=,
d* =
This iteration can be written in a shorter form by using a matrix algebra notation:

CVi+1=DVi+bi, i=1,2,...,

with matrices C and D defined by:

C = tridi — —B—, -1 —ada" + —81,0— —1,
r11ag{oz2 ,34 oa +2 ‘L'Ol2+,34}
a* b* c* a* b*
D = tridiag{ —o— + f—, —1 + aa* — =87, —a— — f—
rllag{ a2+ﬂ4, +aa 70T e ,34},

and vectors b; defined as:
—(@% — BE ) vit10+ (—a% + Y )vio — d*st
—d*3t
b; =
—d*8t
—(a% + BE ) victmt — (@G + BY)vimrr — d*st
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Table 4.7. List of main VBA® functions for numerically solving (4.39)

VBA® function Description Default value
payof f Returns the option payoff z—K)+
upper bc Returns the option value at the upper boundary z—e"TK

| ower bc Returns the option value at the lower boundary 0

PDEf unct i onA Returns the function a(z, z) in (4.39) %0222

PDEf uncti onB Returns the function b(z, z) in (4.39) rz

PDEI nplicit Solves (4.39) using implicit scheme and LU dec. -

PDECN Solves (4.39) using CN scheme and LU dec. -

PDEExpl i ci t Solves (4.39) using explicit scheme and LU dec. -
PDECNSOR Solves (4.39) using CN scheme and SOR iteration -

4.6 A VBA® Code for Solving General Linear Parabolic PDEs

A VBA® code for solving a general linear parabolic PDE has been implemented
according to the description reported in Table 4.7. We assume the underlying asset
follows a geometric Brownian motion and we aim at evaluating the arbitrage-free
price a European call option. The user can easily modify the VBA® routine for the
purpose of pricing other contracts. One needs only to modify the payoff function as
expressed through the upper and lower boundary conditions appearing in the code.
Under alternative driving processes, a change in the VBA® function PDEf unc-
t i onAis required.

4.7 Comments

The literature on PDE is vast. An introduction to analytical methods for PDEs can
be found in Strauss (1992) and Zauderer (2006). The most readable introductory
texts to numerical solution of PDEs are Smith (1985), Morton and Mayers (1994),
Mitchell and Griffiths (1980). The relationship between stability and convergence
(Lax Equivalence Theorem) was brought into organized form by Lax and Richtmyer
(1956). Interested readers can find a proof in Richtmyer and Morton (1967), pp. 34—
46. The different concepts of stability are discussed in Lambert (1991). More general
references to numerical methods are Atkinson (1989) and Press et al. (1992). In par-
ticular, Smith also discusses the problem of spurious oscillations in the CN method.
Morton and Mayers discuss how a small diffusion coefficient can alter the solution.
The use of PDE in finance has been introduced by Brennan and Schwartz, Brennan
and Schwartz (1977, 1978), Courtadon (1982) and Hull and White (1990). Nowa-
days, standard references in finance are Wilmott, Dewynne and Howison (1993),
Tavella and Randall (2000) and James and Webber (2000). The PDE approach to
solve problems in two or more dimensions is also discussed in these references.
Contributions on specific topics are by Boyle and Tian (1998), Carr (2000), Fusai
and Tagliani (2001), Pacelli, Recchioni and Zirilli (1999), Zvan, Forsyth and Vet-
zal (1998b). Extensions to jump processes are considered in D’Halluin, Forsyth and
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Vetzal (2003), D’Halluin, Forsyth and Labahn (2005), Hirsa and Madan (2003) and
Zhang (1997). Several papers, among the others we recall Pooley and Forsyth (2002)
and Fusai, Sanfelici and Tagliani (2002), have studied how to cope with the oscilla-
tions that can affect the Crank—Nicolson solution. A finite element approach to PDEs
arising in finance is given in Forsyth, Vetzal and Zvan (1999) and in Topper (2005).
Sanfelici (2004) introduces the use in finance of the infinite element method, a sim-
ple and efficient modification of the more common finite element method. In the
setting of diffusion models for price evolution. Corielli (2006) suggests an easily im-
plementable approximate evaluation formula for measuring errors arising in option
pricing and hedging due to volatility misspecification.



5

Numerical Solution of Linear Systems

In this chapter we present several methods for solving linear systems of the form
Ax = b. Here A is a (m x m) matrix and both x and b are m-dimensional vectors.
Our interest in linear systems is related to the solution of PDEs and therefore we will
consider the case where the coefficient matrix A is tridiagonal, i.e.,

a, ci 0 0 0

by a 0
o . . am—1 Cm—1

0 0 0 by am

In the following we will adopt the notation tridiag({b;}i=2, ., {ai}i=1,. .n,
{ci}i=1,...n) to denote a tridiagonal matrix with diagonal entries given respectively
by {bi}i=2,..n, {a@i}i=1....n, {Ci}i=1,...n. As a shorthand notation, we will also write
tridiag(b;, a;, c;). If the entries do not depend on the index i, we just write tridiag(b,
a, c). In the previous chapter, we saw that when we deal with the implicit or the
Crank—Nicolson discretization of a PDE, we have to solve a system of linear equa-
tions at each time step. In principle, if we compute the inverse A~!, assuming that it
exists, then the solution of the linear system can be obtained by matrix vector mul-
tiplication, x = A~'b. Indeed, this would require a number O(m>) of operations,
to which we add further O(m?) arithmetic operations for multiplying the resulting
inverse matrix by vector b. The problem with matrix inversion is that we lose the
tridiagonal structure of A, see Fig. 5.1. Therefore, storage requirements of A for
large enough values of m can also become an issue.

Fortunately, when the matrix A has a tridiagonal structure, we have highly effi-
cient algorithms exploiting this particular structure in the solution of the linear sys-
tem at our disposal. Therefore, in this chapter, we will focus our attention on the
solution of linear systems where the coefficient matrix A is tridiagonal. We will dis-
tinguish between direct and iterative methods. The former provide a solution in a
finite number of steps, i.e. they will come up to an exact solution of the linear sys-
tem in as many as O(m) operations: a striking improvement with respect to matrix
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Fig. 5.1. The structure of a (5 x 5) tridiagonal matrix and the non-sparseness of its inverse.

inversion. Iterative methods begin with an initial vector () and generate a sequence
of vectors x(I, ..., x(k), ... which converge toward the desired solution as k — oo.
Therefore, a stopping criteria, such as the norm of the difference between x*) and
x*=D is introduced. The main feature of iterative methods is the fact that an individ-
ual iteration requires an amount of work which is comparable to the multiplication
of A with a vector, a very modest amount if A is tridiagonal. For this reason, one
can, with a reasonable amount of work, still carry out a relatively large number of
iterations. This is necessary, if for no other reason than the fact that these methods
converge only linearly, and very slowly at that. Iterative methods are therefore usu-
ally inferior to the elimination methods if A is a small matrix (a 100x 100 matrix is
small in this sense) or not a sparse matrix. However, they prove their relevance when
we deal with American options, for which direct methods are inappropriate.

In Sect. 5.1 we present one of the most famous direct methods: LU decom-
position, a simplification of the Gaussian elimination procedure. Section 5.2 illus-
trates iterative methods, such as Jacobi, Gauss—Seidel, Successive over-relaxation
(SOR) and Conjugate Gradient (CG) methods; we will also discuss the convergence
properties of the different methods. Sections 5.3.1 and 5.3.2 present VBA® and
MATLAB® codes. Finally, we conclude with Sect. 5.4 presenting several applica-
tions of PDEs to pricing problems in finance.

5.1 Direct Methods: The LU Decomposition

The most appropriate algorithm for tridiagonal linear systems is based on the
Gaussian elimination procedure. A linear system where the matrix of coefficients
is lower triangular, i.e.,
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1 0 0 X1 by
I bz 14Lx3 b3

can be solved by forward substitution, starting from the first equation and proceeding
upward to the last one. Similarly, a linear system with an upper triangular matrix of

coefficients, i.e.,
uir w1z w1z [ X1 by
[ 0 ux uzs}[m]= [bz}
0 0  us X3 b3

can be solved by backward substitution starting from last equation and proceeding
backward to the first one.

Let us now consider the linear system Ax = b, where A is a (m x m) matrix
and both x and b are m-dimensional vectors. The algorithm can be formalized by
factorizing the matrix A as:

A =LU,
where L is lower triangular and U is upper triangular. For example, if A is a (3 x 3)
matrix, we would write

1 0 O Uil U U3
A= |:12] 1 O:| |: 0 ux» u23:| .
l22 123 1 0 0 usj3

Therefore, the linear system Ax = b can be written as L(Ux) = b. If we set Ux =y,
then we have Ly = b. In other words, once the LU factorization has been done, the
original linear system can be solved in two steps:

1. Solve the linear system Ly = b for the unknown vector y by forward substitu-

tion, i.e.,
y1 =by,
2 =by — biy1,

y3 = b3 —lny — b3ys.
2. Giveny, solve Ux =y for the vector x by backward substitution, i.e.,

3

X3 = s
— Y27 U3x3
*2 = up2 ’l
X] = —lyr— 23)’2.

uil

When matrix A is tridiagonal, one can immediately find the decomposition A = LU.
Indeed, most elements of L and U are equal to zero. This decomposition leads to the
following factorization:

by ap 0
0 0
0 adm—1 Cm—1
0O 0 O by, am
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1 0 0 0 0 d u; O 0 0

L 1 0 0 0 d up 0
=10 0 0 0

0o . . 1 0 0 N A TR

o 0 o0 I, 1 0O 0 O 0 dm

If we multiply L and U we obtain a recursive procedure to compute dy, ui, I,
dor, ..., dy:

Algorithm (LU Decomposition)
Assign elements a(j), b(j), c(j) of the three main diag-
onal s
d(1) = a(1)
For j =2,...,m
u(j-1) =c(j-1)
1(j) = b(j)/d(i-1)
d(j) = a(j)-1(i)*c(j-1)
Next |
Return vectors |, d, u.

A numerical example is provided in Fig. 5.2.

Note that, once we have factorized A, we do not store the whole matrices L
and U, but just the 3m — 2 entries of vectors [lo, . ..,lm]T, [dy, . ..,dm]—r and
[u1,...,um—1]". These are the only quantities entering the linear systems arising
from implicit and Crank—Nicolson schemes. The following pseudo-code details the
procedure that combines LU factorization with forward and backward substitution
and return the solution of the tridiagonal system.

Algorithm (Tridiagonal linear system)

Assign the three main diagonals and the constant vector
vech.

auxvar = diag(1)

A B [ C [ D [ E [ F [ G | H [ 1 ] | I | M
! LU Decomposition:
2] Find L and U such that A=L U, where A is tridiagonal and L (U) is a lower (upper) triangular matrix
3
] lower main upper
. N . Algorithm: LU
diagonal diagonal diagonal D e i
] (b) (a) (© 1 d u 1 d u
5] 14 0.2 14 02 Y -E7
6] 2 -0.2 1.4 -0.2 -0.14286 1.37143 -0.2 |=C8/H7  =D8-G8*E7 =E8 d(1) = a(1)
7] = -0.2 1.4 -0.2 -0.14583 1.37083 -0.2 |=C9/H8  =D9-G9*E8 =E9 j=2..m
5] 4 -0.2 1.4 -0.2 -0.14590 1.37082 -0.2 |=C10/H9  =D10-GI0*E9 =EI0 u(j-1) = e-1)
o] s 202 14 02 -0.14590 137082 -0.2 |=CI1I/HI0 =DII-GII*EI0 =Ell 1) = b(jd(-1)
Lo s -0.2 1.4 -0.2 -0.14590 1.37082 -0.2 |=CI12/HI1 =DI2-GI2*Ell =EI2 d(j) = aG)-1G)*e(-1)
Ml - -0.2 1.4 -0.2 -0.14590 1.37082 -0.2 |=CI13/H12 =DI3-GI3*EI2 =EI3 [Next j
o] s -0.2 14 -0.2 -0.14590 1.37082 -0.2 |=C14/H13 =DI4-GI4*EI3 =El4
E 9 -0.2 1.4 -0.14590 1.37082 =CIS/HI4 =DI5-GIS*El4
14

Fig. 5.2. An example of LU decomposition.
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solution(1l) = vecb(1l)/auxvar
// Forward substitution
For | =2 To m
gan(j) = updiag(j-1)/auxvar
auxvar = diag(j)-1owdiag(j)*gam(j)
solution(j) = (vecb(j)-lowdiag(j)*solution(j-1))/aux-
var
Next |j
// Backward substitution
For j = m- 1 To 1 Step -1
solution(j)=solution(j)-gamj+1)*solution(j+1)
Next j
End
Ret urn sol ution.

A spreadsheet-based illustration of this algorithm is shown in Fig. 5.3. Figure 5.4
shows a chart detailing the implementation of a solution algorithm, using the user-
defined VBA® function t r i dag, for the example

_a-[l/l(f, Z) +8ZZM(T’ Z) :()3 (51)
initial condition: |
2 Z 0< <3
_ =2=73
u(0,z) = 1 (5.2)
21-2) $=<z=<1,
and boundary conditions:
u(t, 1) = u(r,0) = 0. (5.3)
A B I C | D | E | E [ G | H | 1 | J | I | M
6 Tridiagonal Solver: Solve A x =b -> L U x =b
A
18 Solve Ax=LUx=b: Set y=Ux andsolve Ly=b
Hof
2 1 d u b Algorithm: Tridiagonal
Z 0 14 02 w(1) = q(1)
[22] -0.14286. 1.37143 02 i=2...m
[23} -0.14583 137083 0.2 w(i) =q(i)-1)*w(i-1)
[24] -0.14590 1.37082 02 Next i
2 -0.14590 1.37082 -0.2
[ 26] -0.14590 137082 02 V(m) = w(m)/d(m)
[27] -0.14590 1.37082 02 i =m-1...1
28 -0.14590 137082 02 V(i) = (wi)-u@)*v(i+1)/dG)
[29] -0.14590 1.37082 0 Next i
]
Bl Forward Substitution Backward Substitution
32 L Y= b Ux= Yy
T 1 =125 1.0000 =(C37-G25*138)/E25
4] 2.143 =126-C26°C37 2.0000
55} 3313 = C3 3.0000
36 4483 = 3.9999
Ed 5654 = 49993
38 6.825 = 5.9955
E 7.996 = 6.9689 1#J44)/E31
.ﬂ 9.167 = C43 7.7871 =(C44-G32%J45)/E32
(1] 10337 = 133-C33%C44 75410 = Cas/E33
)

Fig. 5.3. Implementing the tridiagonal algorithm using forward and backward substitution.
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a1 e 1 c [ o 1 g 1 ¢ T o 1 g T 1 [ J ] = [ 1

1 The recursion for the C-N Method using LU decomposition
. .

2] C v(i+1) = D v(D+(a/2)*b(i)
| 3] dx 0.1 This cell has been named dxi
| 4} dt 0001 This cell has been narmed dic
| 5] o 01 This cell has been named alphac
8 lower diag upper
7] 11 -0.05
2] 0.05 11 -0.05
o] -0.05 11 -0.05
|10} -0.05 11 -0.05
[11] 0.05 11 -0.05
[12] 0.05 1.1 0.05
[13] 0.03 11 -0.05
[14] -0.05 11 -0.05
|15 -0.05 11 0
| 16] =tridag($B$7:$B$8,$CH7 :$CH8,$D$T:$D$8,G32:G40,9)
17} v(m+1) is found by LU decomposition of the matrix C
| 18] z\T 0.001 0.002 0.003 0.004 005 0.006 0.007 0.008 0.00% 0.01
| 19] 0 1] ] ] ] 0 ] ] ] ] 0
120] 0.1 02 0z 0199090 01909003 0199970 0190040 0100805 0109807 0199678 0190490 0199263
| 21] 0.2 04 0399007 0399975 0300006 0300758 0390407 0300101 0398549 0397831 0306041 0395879
| 22] 0.3 06 0500034 0590584 0508818 0507563 0505814 M)503500 0500062 0587952 058462 0581012
|23 0.4 0g 0798337 0793914 0987687 0780306 0772215 09937146 0755011 0746238 07357485 0.728811
| 24] 0.5 1 0963485 0933056 0907191 0224792 0365059 0347406 0831398 0E16712 03203103 0.7903%4
125] 04 08 0798337 07930914 0987687 0780306 0772215 0763716 0755011 0746238 0737485 0728811
| 26 | 0.7 06 0599024 05995284 03598218 0597563 0595814 0503500 0500062 03587952 0358462 0581012
127] 0.8 0.4 0300007 0390075 0300006 0300758 0300407 0300101 0398540 0397831 0306041 0395870
| 28] 0.e 0.2 0.2 0199990 0199903 0199079 0190049 0199505 0199807 0199478 0199499 0199243
129] 1 2.22E-16 0 0 0 0 0 ] 0 ] 0 L]
| 20]
31 Z(m= D v(myHa23*him)
[57] 0z 0199999626 019999745 0199980404 0199969303 0190929199 0199860301 0199753768 019960133 0199395719
23] 04 0300003000 0300056440 DIODES6343 030065004 0300335881 030886517 0308132316 0307420122 0306452730
[34] 06 0590843486 0300320485 DS0B3II6127 DSDGR00862 0504813205 0502350003 DS80543TL3 0 SB6360173 0561876430
[35] 08 0796673582 0791154805 0784218455 076302655 0768037181 0750304510 DIS0628241 0741847103 0733120384
[36] 098 0546070326 0010141038 DA0S24D073 DET4343642 0BSSTMB02 053003681 DA2BTSO45E 0B0OE64585 (79654008
[37] 08 0796673582 0791154805 0784218455 0776302655 0766037181 0750304510 DIS0628241 0741847103 0733122384
%] 06 0590843486 0500320485 DS0B3II6127 0SDGS00862 0504813205 0502350003 DS80543TL3 0SB6360173 0561876430
7] 04 0300003000 0300056440 DIODES633 030065004 0300335881 030886517 0308132316 0307420122 0306452730
[ 0] 02 0.199999686 019999745 0.199939404 0199969303 0199929199 0199360301 0199753768 019960133 0199395719
EN hi(m)
EX [ [ [ [ [ [ 0 [ ] [
4] [ [ [ [ [ [ 0 [ ] [
EE] [ [ [ [ [ [ 0 [ ] [
EX [ [ [ [ [ [ 0 [ ] [
[46] ] ] ] ] ] ] o ] 0 ]
41 a a a a a a a a o a
i 0 0 0 0 0 0 0 0 0 0
EX 0 0 0 0 0 0 0 0 ] 0
B 0 0 0 0 0 0 0 0 0 0
N

Fig. 5.4. Implementing the Crank—Nicolson scheme using the tridiagonal solver at each time
step.

The total number of basic operations, i.e., multiplications and divisions, needed
to calculate L and U is 2m —2; in order to solve Ax = b, additional 3m —2 operations
are required. The amount of work is therefore O(m). However, the main advantage of
the procedure described above is that a limited amount of numbers, thatis /o, ..., [,
Ui, ..., Uy, and dy, ..., d,, needs to be stored, just 3m — 2 elements. Inverting
matrix A requires storing m? numbers and the overall computation requires O(m?>)
operations.

Atkinson (1989) performs an error analysis of the LU algorithm, focusing in
particular on the stability of the solution under small perturbations affecting vector b.
In particular, a measure for the degree of stability in this respect is given by the
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condition number v of matrix A as defined by the ratio between the largest and the
smallest absolute eigenvalue of A:

_ maxpea(a) |A]
minjeA(A) ||

Here, A(A) denotes the spectrum of A, i.e. the set of the eigenvalues of A. If this ratio
is nearly 1, the system is well-conditioned. As this ratio rises, the system becomes
more and more ill-conditioned, meaning that a small perturbation of b produces a
large variation in the solution of the corresponding linear system. This can be of great
concern for the final user due to the finiteness of the computer machine accuracy.’
Stability is guaranteed by the following conditions: (a) I; > 0, d; > 0, and u; > 0,
b di > liy1+uj—g,fori =1,....m—1,withl, = uy =0,()di > 1I; +
ci, with I = u,,—1 = 0. Namely, conditions (a) and (b), or (a) and (c), ensure
that forward (backward) substitution is stable. These conditions are satisfied when
LU decomposition is applied to matrices obtained by discretizing the heat equation
according to both implicit and CN schemes.

5.2 Iterative Methods

Several pricing problems require highly accurate solutions. These can be achieved
by thoroughly refining the space grid. In all these cases, the LU decomposition can
be excessively time consuming. Iterative methods may constitute a valid alternative
in these instances. The basic idea is to provide a recursive procedure that keeps on
improving the degree of approximation until a confidence threshold is achieved. As
iterative methods operate on nonzero elements only, the tridiagonal form of matrix A
in the above examples is effectively exploited for the purpose of decreasing the num-
ber of computations. Moreover, no matrix inversion is required, hence the sparsity
of the original linear system is preserved. Finally, iterative methods can be used to
price American options, while direct methods are not applicable in that context. This
actually is the main reason for using iterative methods for solving PDE.

In this section we consider some of the most common and simple iterative meth-
ods for the solution of a linear system Ax = b. In particular, we describe four meth-
ods: (1) Jacobi, (2) Gauss—Seidel, (3) SOR, and (4) Conjugate Gradient Method.

Let us write the matrix A as a sum of three matrices, i.e., A = D+ L + U,
where D is a diagonal matrix and L and U are a lower and an upper triangular matrix
with zeros on the main diagonal. The linear system Ax = b then becomes

D+L+Ux=hb,

so that Dx = —(L 4+ U)x + b. By assuming that diagonal elements of A are all
nonzero,” the last expression gives

! This figure usually amounts to either 16 or 32 digits.
2IfAis nonsingular and has some diagonal element equal to zero, we can always interchange
rows and colums and obtain a nonsingular matrix D.



128 5 Numerical Solution of Linear Systems

x=-D (L +U)x+D'p. (5.4)

This equation represents the starting point for the first three iterative methods which
will be developed below. Then the idea of iterative methods is to transform the above
equation into an iterative procedure. Given the result of the (k — 1)th iteration (the
right-hand side in (5.4)), a new vector is generated (the left-hand side in (5.4)) for
the kth step.

5.2.1 Jacobi Iteration: Simultaneous Displacements

In this iterative method, if we know the approximate solution x*=D at the (k — Dth
iteration, we use (5.4) to update the solution according to the iteration

x® = DL+ U)x* D 4 D !p.
By setting H = —D~!(L 4 U), we have the general iteration
x® = Hx*=D £ p~1p.

The starting condition x() is somehow arbitrary. If the linear system arises in the
solution of a PDE, a possible choice is to use the solution of the PDE computed at
the previous time step i or just set X = 0.

When A is tridiagonal, A = tridiag(l;, d;, u;), the iterations stemming from the
Jacobi method read as follows:

(k) 1
Xl d_l 0 0
(k) 1
.Xfi = E
0 0
) 0 0 +
0 0 0 0 ugr 0 O
I 0
X 0 +
0 liv1 0 0 Upm—1
0 Inm O 0 0 0
_—] b
X d—i
x| x|+ | b
L0 ] L
Then, we have a simple recursive formula:
1 - -
20 = — (b — imx® Y —wxEY), =1 m. (5.5)

1 dl
where we have set [p = u,, = 0. The order in which the equations are processed
is irrelevant: the Jacobi method deals with them independently. Hence, we have the
expression “simultaneous displacements” meaning that updates could in principle be
done simultaneously.
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Example Let us consider the following linear system:

3 10 X1 1
0 1 21Lx3 0

with a starting value x© = 0. The first three iterations read as:

k=1:
m_ 1 _
x =301 —1x0)=033333,

1

x§‘>=Z(z—(—l)xo—zxo)zo.s,
1

x§1)=§(0—1x0)=0;

o _ 1

3 = 3(1=1x0.5) = 0.16667,

o_1, 1) x (0.33333) — 2 x 0) = 0.58333

X5 _Z( —(—=1) x (0. ) — x)_. ,

P = %(0 — 1% (0.5)) = —0.25;

(1 -1 x (0.58333)) = 0.138 89,

(2 = (=1) x 0.16667 — 2 x (~0.25)) = 0.666 67,

—
(9%}
Nt

—_ = Q] =

= 5(0=1x(0.58333)) = ~0.29167.

129

The next iterations are reported in the Table 5.1. In last column, we indicate the

Euclidean distance between vectors x*) and x*=1, This figure provides a criterion
to decide upon terminating the recursive procedure. The iteration is broken as soon
as the distance || x® — x*~D|| < ¢, where ¢ represents a tolerance threshold that is

Table 5.1. Iterations of the Jacobi method

& x{k) xék) xék) ”x(k) _ xk=1) I
4 0.1111 0.6806 —0.3333 0.0027
5 0.1065 0.6944 —0.3403 0.00026
6 0.1019 0.6968 —0.3472 0.00008
7 0.1011 0.6991 —0.3484 0.00001
8 0.1003 0.6995 —0.3495 2.1 x 1076
9 0.1002 0.6998 —0.3497 2.0 x 1077
10 0.1001 0.6999 —0.3499 5.8 x 1078
11 0.1000 0.7000 —0.3500 5.6 x 1072
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selected exogenously. A small value for ¢ determines a large number of iterations.
In our example, we set ¢ = 10_8, so that a break occurs after eleven iterations. The

exact solutionis [ 15 15— -

5.2.2 Gauss—Seidel Iteration (Successive Displacements)

In this iterative scheme, each new component of x*) is immediately used in the
computation of the following component. The attribute “successive” underlines the
dependence of the iterates on the order in which equations are processed. This kind
of updating process is also convenient for reasons related to memory storage. The
new value can immediately be stored in the memory location of the previous value,
thus minimizing the overall storage cost. Compared to the Jacobi method, the storage
requirement for vector x is reduced by half.

Let us consider again the system (5.4). We may do the following transformation:

x=-D'Lx — D 'Ux+ D 'b.

If we need to compute the ith element of the vector x in the left-hand side, we observe
that in the right-hand side (a) the elements x;, with 1 < j < i, are involved in the
product D™ ILx, (b) in the product D™ 1Ux we need the elements x j.withi < j <m.
Therefore, to accelerate the convergence in doing the multiplication D~'Lx we can
use the already updated components. Then the iteration x*) = —D~'Lx*~D —
D 'Ux*"D 4 D bis replaced by

x® = —p~1Lx® — p~Tux*=D 4 D7 p, (5.6)

which gives the matrix-form of the Gauss—Seidel iteration:

1

x® = (1+D7'L)" D! (b - Ux*).

When A is tridiagonal, the iterative relation (5.6) collapses to the following algo-
rithm:

1 -
= (i = li O —ux®Y) =1 m, (5.7)
i —~—

updated value

where we have set /) = u,, = 0 once again.

Example With reference to the previous example, we have the following iterations,
where the bold figures represent the updated values that are used in the iterations:

k=1:
m _ 1
X, = 5(1 —1x0)=0.33333,

1
oV = Z(z — (=1) x 0.33333 — 2 x 0) = 0.583 33,

1
o= 50— 1x0.58333) = ~0.29167;
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Table 5.2. Iterations of the Gauss—Seidel method

k Ny P P Ix®) — x*k=Dj

4 0.10108 0.69946 —0.34973 3.8 x 107

5 0.10018 0.69991 —0.34995 1.1 x 107

6 0.10003 0.69998 —0.34999 3.0 x 1078

7 0.10001 0.70000 —0.35000 8.2 x 10710
k=2:

@ _ 1 _
xi” = 3(1—1x0.58333) = 0.13889,
1
P = 1(2 — (—1) x (0.13889) — 2 x (—0.29167)) = 0.680 56,

1
x§2) _ 5(0 — 1 x (0.68056)) = —0.34028;

(11 x (0.68056)) = 0.10648,

|
—_— | =

) = 1(2 — (—1) x 0.106 48 — 2 x (—0.34028)) = 0.696 76,

1
= 5(0—1x (0.69676)) = —0.34838.
The next iterations are given in the Table 5.2. If the stopping criterion is defined by a

tolerance threshold ¢ = 1073, then exactly seven iterations are required to break the
loop, whereas the Jacobi method leads to eleven steps.

5.2.3 SOR (Successive Over-Relaxation Method)

Generally speaking, iterative methods show a regularly decreasing pattern in the ap-
proximation error. This property can be exploited in order to speed up the conver-
gence of the Gauss—Seidel method. At each step in the procedure, the SOR method
consists of looking for an optimal linear combination between the previous approx-
imate solution and the Gauss—Seidel iterate. To clarify this point, let us consider the
system Dx = —(L + U)x + b in the form:

D+ L)x=-Ux+b.
We may solve for x and obtain the following iterative procedure:
x® =D +L)7(-Ux*D +b).
By adding and subtracting x*~1 on the right-hand side, we get to:

xO =xED @+ 'O +Lx* D+ O+ L) (-Ux*D +b)
=0
=x*D O+ (@ +D+Ux*D —p).
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Notice that & k=1 — L+D+ U)x(k_l) — b represents the error at the (k — 1)th
iteration. We may then write:

x® — xk=1) _ D + L)—ls(k—l)'

It would be interesting to examine if we can accelerate convergence by giving a
larger correction to the previous iterate. This can make sense if successive corrections
display a regular pattern, e.g., they exhibit a common sign.

The idea underlining SOR is indeed to improve the convergence speed of the
algorithm by introducing an over-relaxation parameter w as follows:

x® = x*=D _ (D + L)~ Tg*=D, (5.8)

This iterative relation is called the SOR method (Successive Over-Relaxation). The
case w = 1 recovers the Gauss—Seidel method. An alternative way of interpreting
formula (5.8) is to represent it as a linear combination of the previous solution and
the regular Gauss—Seidel iterate, that is

— (1 _ (k—1) k=1 _ R PR( )

=(1-w) x +o(x M+L) ‘e )

previous iterate

=x*D D+ L) Te®D,

Gauss—Seidel iterate

When matrix A is tridiagonal, and setting Iy = u,, = 0, iteration (5.8) becomes
k k-1 | @ k k—1 ;
xl,( ) — 1 - w)xl.( )4 d_i(bi — li—lxi(_)] — u,-xl.(+1 )), i=1,....,m. (5.9
Example With reference to the previous example, Table 5.3 provides the first few
SOR iterations, for an optimal value of @ chosen according to criterion (5.19) to be
introduced in the next section. This figure is 1.045549. Table 5.4 provides us with
the SOR iteration when w has been set equal to 1.2. Choosing a nonoptimal value for
w increases the number of iterations necessary to achieve a given tolerance.

The three algorithms can be implemented using the following code.

Table 5.3. SOR iterations when w = 1.045549

k xP P P Ix®) — x*k=Dy
] 0.348516 0.613872 ~0.320917 0.60129

2 0.118697 0.693606 ~0.347982 0.05991

3 0.101377 0.699596 —0.349881 34 % 1074

4 0.100078 0.699976 ~0.349993 1.8 x 10~°

Table 5.4. SOR iterations when w = 1.2

k x%k) xék) xék) ||x(k) — x&=D [I
1 0.400000 0.720000 —0.432000 0.86502

2 0.032000 0.724800 —0.348480 0.14242

3 0.103680 0.695232 —0.347443 6.01 x 1073

4 0.101171 0.699771 —0.350374 3.55 x 1073
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Algorithm (Jacobi/Gauss—Seidel/SOR method)

Assi gn the maxi mum nunber of allowed iterations (MAXITS)
Choose a termination scalar ¢ and an initial point x©

Set I(i) =u(m =0
Wiile err > ¢

/literation: select the algorithm

Case JACOBI : tenmp(i) = Apply fornula (5.5)

Case GAUSS- SEI DEL: tenp(i) = Apply formula (5.7)

Case SOR temp(i) = Apply fornmula (5.9)

err =0
// Conpute the error norm
For i =1 Tom

err = err + (tenp(i) - v(i)) "2

v(i) = tenp(i)

Next i

Nunberiterati ons = Nunberiterations + 1
//Return a error nunber if MAXITS has been
If Nunberiterations > MAXITS Then
Msg("Too many iterations in JACOBI/ G S/ SOR")
Exit Function

End if

Wend
Return v

5.2.4 Conjugate Gradient Method (CGM)

This approach has be proposed by Hestenes and Stiefel (1952). Nowadays, CGM
is largely known as the algorithm for solving unconstrained optimization problems.
Indeed it has been proved to be extremely effective in dealing with general objective
functions. CGM is the oldest and best known method belonging to the class of non-
stationary iterative methods. It differs from the techniques presented above in that
computations involve information that changes at each iteration.

If we consider the problem of minimizing a quadratic function f(x) = %XTAX -
bx, where matrix A is symmetric positive definite, the optimality conditions become
Ax = b. In this case, CGM can be very effective. Here, we illustrate the CGM when
A is symmetric positive definite.

The idea of the CGM is to accelerate the typically slow convergence associated
with the steepest descent method. This is defined by the iterative algorithm x* 1D =
x® — 0,8® where g is the gradient of f and oy is the step length minimizing f
along the direction of the negative gradient. Each step in the CGM is at least as good
as the steepest descent step starting at the same point. The first directional vector in
CGM is the unit gradient.

The basic procedure in CGM is as follows:

(a) generate a sequence of iterates according to the following rule
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x* D — x® 4 4 d®,
where d® is the search direction and oy is the step length which minimizes
fx+ ad®) along d® starting from point x%;

—(g®H)Ta®

(5.10)

(b) update directions d® by using formula:
dktD — gkt | g g®)

where B is a scalar given by formula (5.11).

The pseudo-code illustrated below refers to m x m symmetric and positive defi-
nite matrices and terminates within m steps at most.3-#

Algorithm (CGM)

1. Starting at x© compute g©@ = Ax©® — b and set d@ = —g©@.
2. Fork=0,1,...,m—1:
(a) Compute o, according to (5.10) and xk+D = x®) 4 akd(k).
(b) Compute the gradient of the function f

gkt — Ax*+D _ .
(c) Unlessk =m — 1, set
d%+b — _g(k+1) + ,Bkd(k),

where
(g(k+l))TAd(k)

P = (d(k))TAd(k)

(5.11)

and repeat (a).
3. Return x™.

Note that if A =tridiag(l;, d;, u;), the (i, i) entry of the product Ax is:
(Ax)ji=lixi—1 +dix; +uixiq1.
Consequently, we just need to store the three main diagonals of A.

3 If matrix A is nonsymmetric and possibly indefinite, we can apply the CGM to the related
symmetric positive definite system AT Ax = A Tb.

4 Due to rounding errors, in practice this is not the case, so we need a stopping criteria. In
addition, if the function is not quadratic, the CGM may not terminate in m iterations.
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5.2.5 Convergence of Iterative Methods

We explore the convergence of iterative methods together with their rate of con-
vergence. The discussion focuses on the Jacobi and the SOR methods. Indeed, the
Gauss—Seidel method is merely a special case of the SOR method, namely the one
corresponding to @ = 1. A brief discussion of the CGM convergence properties is
also done.

All the iterative methods introduced so far solve Ax = b, where A =L+D+U.
The iterations can be represented as follows:

x® = Hx*=D 4 c, (5.12)

where H is the iferation matrix corresponding to the selected method. Table 5.5 re-
ports matrix H and vector ¢ for the examined techniques. The solution of any iteration
satisfies

x=Hx+c,

and the error ¢® = x — x(¥) generated at the k-iteration satisfies
e® =He*D = H"e©. (5.13)

Convergence of the iteration (5.12), i.e., xX¥ — x as k — oo or, equivalently,
e® — 0ask — oo, is ensured provided that all the eigenvalues of H lie within the
unit circle. This means that p(H) = |Amax| = maxyeam [AH)| < 1, where A(H)
denotes the set of all eigenvalues of H.

The rate of convergence indicates the number of iterations necessary to achieve
an assigned level of accuracy. In particular, this number provides an indication of
the number of decimal digits by which the error is decreased by each convergent
iteration. For a large k, the iteration (5.13) is mainly driven by the greatest eigenvalue
of H, i.e., Amax. Therefore:

e® ~ kmaxs(k’l) ~ (Amax)ke(o).

The number p of iterations required to reduce the error size by 1077 is the smallest

value p for which
le®

[0 = (p(H)” <1079

This inequality can also be written as p log; o(H) < —¢q, i.e.,

Table 5.5. Iteration matrices for the Jacobi, GS and SOR methods

Iter. meth. Matrix H Vector ¢
Jacobi -pL+U D~ 1b
Gauss-Seidel —I+D~!L)~ID~lU I+D- L)~ 'D- b

SOR I+ o® !+L) N1 -)I-oD U0) od+o® ! +L)" Db
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~ —Injop(H)  Injp(l/p(H)) —Inp(H)’

where log; o (H) < 0. Consequently, we may use r = — In p (H) to measure the as-
ymptotic rate of convergence. The attribute “asymptotic” underlines the significance
of r as a rate of convergence for large values of k.

We now examine the cases of Jacobi and SOR methods when A is tridiagonal.

Jacobi method

Let us consider the row norm p of matrix H as defined by
m
H) = ma hijl.
pw(H) lg;ﬂp il
1=

Condition u(H) < 1 implies p(H) < 1. When matrix A is tridiagonal, H is tridiag-

onal as well ,
; U
H = tridiag( —, 0, — ),
1i 1ag<di d,-)

where, as usual, /;, d;, and u; denote the elements appearing on the three main diag-
onals of A. Condition u(H) < 1 amounts to requiring that the tridiagonal matrix A
be strictly diagonally dominant, in that its entries satisfy:

(il + luil < |dil, i=1,...,m.

In other words, the sum of the moduli of the diagonal elements must exceed the sum
of the moduli of the off-diagonal entries. Let us verify that this is the case for the
finite difference approximation to the heat equation. We do not consider the explicit
scheme, because it does not involve the solution of a linear system.’

e In the implicit scheme, matrix A is given by (5.14)

2 2
A = tridiag( — 2%, 1 + 020, = Z2). (5.14)
2 2
The diagonally dominant condition reads as:
o’a n o’a 11402
- - o ul,
2 2

2

i.e., 020 < 1 4+ o2a. This inequality is always satisfied.

5 However, note that in the explicit scheme the updated solution is given by v; .1 = Av; +
2 L 2 2 ) .. .
%bi, where A = trldlag(%, (1-0o2a), %). This corresponds to the Jacobi iteration,
where the iteration matrix H is exactly A. Therefore the convergence condition becomes
2 2
|%| + |%| < |1 —o2al,ie., oc2a < 1. This is the stability condition already obtained
for the explicit scheme.
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e In the Crank—Nicolson scheme, matrix A is given by (5.15)

2 2 2
oo o o
A = tridiag{ ———, 1 + —, ——— 5.15
i 1ag< it ) ) (5.15)
The convergent condition reads as:
o’a o’a 1+ o’a
—_—— _—— < —
4 4 2 [

ie.,0%a/2 < 14 o?a/2. This is always satisfied.

To examine the rate of convergence, we need the eigenvalues of H. If matrix A is
obtained by discretizing the heat equation, e.g., it has a structure (5.14) or (5.15), we
can use a result stating that the eigenvalues of a tridiagonal matrix tridiag{c, a, b} of
order m are given by:®

T
)Ls=a+2x/bccos< S+ ), s=1,...,m.

m+1

(See Smith (1985), pp. 154-155.) In particular, if A =D + L 4 U is tridiagonal,
H = —D~ (L + U) is tridiagonal too and we have the following two cases:

e In the implicit scheme, the eigenvalues of H are given by

o’a ST
Ay = cos , o s=1,...,m. (5.16)
(1+02a) m+1
e In the CN scheme, the eigenvalues of H are given by
o’a ST
Ay = cos , o s=1,...,m. 5.17)
2+ c2a) m+1

Table 5.6 reports the spectral radius of the Jacobi iteration as applied to both
difference schemes. We can see that there is a trade-off between increasing spatial
accuracy (i.e., reducing 6z = (z, — z;)/(m + 1)) and augmenting the asymptotic
rate of convergence. The spectral radius tends to 1 as m — oo (see rows 2 and 4
in Table 5.6), i.e. as the grid size is refined. Therefore, unless the matrix is strongly
diagonally dominant, the Jacobi method is not practical, since for a reasonable grid
size the iteration converges very slowly. To improve the things, as we increase the
number m of grid points, we can try to reduce the time spacing §7, so that we keep
o = 87/8z% constant (see rows 3 and 5 in Table 5.6). But this again increases the
computational cost, because, for pricing an option with a given time to maturity,
more time steps will be necessary.

6 If instead the spectral radius of the Jacobi matrix is not known, it can be estimated for
large k by using (see Smith (1985), p. 273)
[x* D —x®]
H >~ —————
p(H) x® _xE=D|°

where a possible vector norm is [|X|| = maxj<; <, 1x;].



138 5 Numerical Solution of Linear Systems

Table 5.6. Behavior of the spectral radius in the Jacobi iteration when A comes from a finite
difference scheme. n is the number of time steps, m the number of space points. The time to
maturity has been fixed equal to 1. The spatial domain is the interval [0, 1]

Spectral radius p (H)
o= 5t/8x2 Scheme m =10 m = 100 m = 1000
0.001/ m Implicit 0.186954 0.952814 0.999496
0.1 Implicit 0.15991 0.166586 0.1666

(n = 1210) (n = 102010) (n =1.002 x 107)
0.00I/W CN 0.103567 0.910282 0.998998
0.1 CN 0.0872266 0.0908651 0.0909086

(n = 1210) (n = 102010) (n = 1.002 x 107)
SOR method

The following results illustrate the role of parameter w in determining the rate of
convergence of the SOR method (Press et al. (1992)).

e Necessary condition for the convergence of the SOR method is that 0 < w < 2.
If the iteration matrix is symmetric and definite positive, the condition is also
sufficient.

e Under constraints that are usually satisfied by matrices arising from a finite dif-
ference scheme, only over-relaxation (i.e., | < w < 2) ensures a quicker con-
vergence than the one provided by the Gauss—Seidel method. If 0 < w < 1, we
speak of under-relaxation.

e The eigenvalues A of the SOR iteration matrix are related to the eigenvalues p of
the Jacobi iteration matrix by the equation

A+ o —1? = 10’1’ (5.18)

e From the previous result it can be proved that if pyacopi iS the spectral radius of
the Jacobi iteration, then the optimal choice for w is given by

P (5.19)

2
1+ V 1— Placobi

e For the optimal choice (5.19), the spectral radius of SOR is:

2
PJacobi

o ()
41— Pracobi

e The SOR method is more efficient than direct methods for solving finite differ-
ence schemes provided that w is set equal to the optimal value given in (5.19).

e Ifwesetw = 1in (5.18), we can also find the spectral radius of the Gauss—Seidel
method in terms of Pyacobi:

(5.20)
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Table 5.7. Optimal value of w and spectral radius in the SOR iteration when A stems from a
finite difference scheme. n denotes the number of time steps. Time-to-maturity has been fixed
equal to 1. The spatial domain is the whole interval [0,1]

o= 81/8x2 Scheme m =10 m = 100 m = 1000
. 1.00889 1.53427 1.93848
0.001/ —— @
/iy Tmplicit PSOR 0.0088941 0.534267 0.938483
o1 Imblicit a) 1.00648 1.00704 1.00704
: P PSOR 0.0064763 0.0070357 0.0070425
1.0027 1.41444 1.91433
0.001/ —— @
ey CN PSOR 0.0026960 0.414438 0.914328
ol oN w 1.00191 1.00207 1.00207
' PSOR 0.0019094 0.0020727 0.0020747

_ 2
PGS = PJacobi’

that is an improvement by a factor of 2 in the number of iterations over the Jacobi
method. This improvement is still modest, so this method is also slowly conver-
gent and not very useful to accelerate the convergence of the Jacobi method.

Formulae (5.19), (5.16) and (5.17) allow us to find the optimal value of w for both
implicit and CN schemes applied to the heat equation —d;u(t, z) + 9;.u (z,z) = 0.
A numerical example is illustrated in Table 5.7. For more general problems than
the heat equation, the main difficulty with the SOR method is the estimation of the
optimal value w. Indeed, the benefits of the SOR method are visible in a narrow
neighborhood of the optimal value w. Figure 5.5 illustrates this problem. We con-
sider a9 x 9 tridiagonal matrix withl; =1 = —-0.2,di =d =14,u; =u = —0.2.
The convergence criterion has been set equal to ¢ = 10™°. Using the optimal value
of w, thatis 1.02129, we achieve convergence in § iterations. As we move away from
this optimal value, the number of iterations required to obtain convergence increases
quite rapidly, as is illustrated in Fig. 5.5. If we have to solve similar problems several
times, we can perform sample experiments starting with alternative values for w and
then select the figure that minimizes the number of iterations. For example, if we
need to solve linear systems arising from discretization of PDEs, we have to solve
a linear system at each time step. We may start with w = 1; then, we may slightly
increase w on the second time step and record the number of iterations necessary
to achieve convergence. After a few time steps, we can choose the value w provid-
ing the smallest number of iterations. Sometimes the following heuristic estimate is
used: w = 2 — O(8z), where §z is the mesh spacing of the discretization of the un-
derlying PDE. By inspecting the second and third rows in Table 5.7, we argue that
this prescription appears to be quite reasonable.

The error of CGM can be bounded in terms of the condition number v defined as
the ratio of the largest and the smallest eigenvalue of the matrix A. If x is the exact
solution of the linear system and A is a symmetric positive definite matrix, then it
can be shown that

X9 = x|, = 27" X =]
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Fig. 5.5. Number of iterations required to achieve a tolerance of 10~8 as seen as a function of
the over-relaxation parameter w.

where y = (v —1)/(/v + 1) and [ly||3 = y " Ay and v is the condition number of
A defined previously. This is a conservative bound, implying poor convergence for
ill-conditioned problems. To increase the rate of convergence, we can transform the
problem Ax = b to an equivalent with a smaller condition number, so that the iterates
will converge more rapidly. The transformed problem is written as (MA)x = Mb,
where M is called a preconditioner and needs to be chosen carefully. A discussion
about the choice of a suitable preconditioner can be found in Barrett et al. (1994).

5.3 Code for the Solution of Linear Systems

5.3.1 VBA® Code

In the Excel file available on the book web site, we provide Visual Basic codes for
all five methods presented in this chapter for the purpose of numerically solving a
linear system Ax = q, with a tridiagonal matrix A. The CG method applies provided
that A is a symmetric and positive definite matrix.

The VBA® functions are named t r i dag, Jacobi , GaussSei del , SORand

CGvi

e tridag(subdiag As variant, diag As variant, superdiag
As variant, g As variant, NunberEl ements As I|nteger)
implements the LU decomposition, forward, and backward substitution to solve
the two triangular systems;
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e Jacobi (subdi ag As variant, diag As variant, superdiag As
variant, g As variant, x0 As Object, NunberEl enents As
Integer, tol As Double, ByRef nits As Integer) implements the
Jacobi iteration;

e (aussSei del (subdiag As variant, diag As variant,superdiag As
variant, q As variant, x0 As Object, NunberEl enents As |nte-
ger, tol As Double, ByRef nits As Integer) implementsthe Gauss—
Seidel iteration;

e SOR(subdiag As variant, diag As variant, superdiag As
variant, q As variant, x0 As Object, NunberEl enents As
Integer, tol As Double, ByRef nits As Integer) implements the
SOR iteration;

e CGMsubdiag As variant, diag As variant, superdiag As
variant, g As variant, x0 As (bject, NunberEl enents As
Integer, tol As Double, ByRef nits As Integer) implements the
CGM method.

The arguments of these functions are as follows:

(a) subdi ag, di ag, and super di ag represent the three main diagonals of the
matrix A;

(b) g is the constant vector in the linear system;

(c) XO the starting point for the iterative procedures;

(d) Number El enment s is an integer number representing the number of rows (or
columns) of the matrix A;

(e) omega is the parameter w required in the SOR iteration;

(f) tol isthe assigned error margin (e.g., 10~9).

(g) nits is passed to VBA® as a reference variable, so that it can be changed
inside the code. Indeed, when the iterative method terminates, ni t S contains
the number of iterations.

Vectors subdi ag, di ag, super di ag, g, x0, have to be passed to the function as
column vectors. The functions return the solution as a vector with NumberElements
components. The iterative methods also change the input parameter ni t S. When the
tolerance criterion has been satisfied and the linear system is solved, ni t s is updated
and contains the number of iterations necessary to achieve the required tolerance.

5.3.2 MATLAB® Code

MATLAB® has built in functions to solve linear systems, either using direct methods
or iterative methods. We briefly present them. In comparison to VBA®, MATLAB®
exploits its array structure, so that linear system of large dimensions can be solved in
a fraction of second. For example, VBA® cannot invert 1000 x 1000 matrices. This
is not a problem for MATLAB®.
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Solution of a linear system

The most direct method to solve a linear system in MATLAB® is to use the ma-
trix division operator \. For example A\( returns the solution of the linear system
Ax = q. If A is triangular, MATLAB® implements a triangular solver.

Matrix inversion

To get the solution of the linear system, we can also compute i nv(A) *q, where
with i nv( A) we compute the inverse of A.

LU factorization

LU factorization can be performed using the | u function, that expresses a matrix A
as the product of two essentially triangular matrices, one of them a permutation of a
lower triangular matrix and the other an upper triangular matrix. [ L, U = | u( A)
returns an upper triangular matrix in U and a lower triangular matrix in L, so that
A = L % U. For example, if we write in the command window:

A=[ 123 456; 780];
and check for its LU factorization, we may call | u with two output arguments, i.e.,

[L,U = Tu(A)
As a result, we obtain

L
0. 1429 1.0000 O
0.5714 0.5000 1.0000
1.0000 0 O

U=

7.0000 8.0000 O

0 0.8571 3. 0000

0 0 4.5000

Notice that L is a permutation of a lower triangular matrix that has 1s on the permuted
diagonal, and that U is upper triangular. To check that the factorization does its job,
compute the product L * U, which should return the original A. The solution of linear
system using LU decomposition and forward and backward substitution is depicted
in the following lines:

LU factorization [L,U = Tu(A);
Forward substitution y = L\(Q;
Backward substitution X = U\y
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The procedure in the second and third line can be replaced by the one shot operation
x = U\(L\Q) . In practice, this operation is equivalent to the t r i dag algorithm
implemented in VBA®.

Tridiagonal solver

Several algorithms can be found on the web to solve the linear system when A is
tridiagonal. For example, the function:
function x = tridiag(a, b, ¢, Q)

can be downloaded from the web site:

http://ww. nat h. toronto. edu/al ngren/tridiag/tridiagl. m
Here a, b, c are the three diagonals of the matrix A = tridiag(a;, b;, ¢;) whilst q is
the fixed term in the linear system Ax = . Here q is a vector; m is determined from
its length, a, b, ¢ must be vectors of lengths at least m — 1, m, and m — 1 respectively.
Similar programs can be downloaded from web sites:

http://ww. col unbi a. edu/itc/applied/ e3101/

http://ww. dns. uaf. edu/ ~buel er/tri.m

Iterative solvers

MATLAB® code for iterative methods such as Jacobi and SOR can be downloaded
from the web site:

http://ww. netlib.org/tenpl ates/ mat!| ab/
They are called using the commands

[x, error, iter, flag] = jacobi (A x, g, max_it, tol)

[x, error, iter, flag] = sor(A X, q, w, max_it, tol)
where X as input is the initial guess and as output is the solution of the linear system,
q is the constant vector, W is the relaxation parameter. Iterations are repeated until
the number of iterations is larger than maxi t or until norm(xnew-xold)/norm(xnew)
isless thant ol .

The conjugate gradient method is implemented as a built in function in
MATLAB® and can be used only for symmetric positive definite matrices. The func-
tion name is pcg and can be used as

x = pcg(A g,tol, maxit)

This function performs the CG method with initial guess the zero vector and stops
when the 2-norm of the residual vector is less than t 0l or the number of iterations
is larger than maxi t . The m x m coefficient matrix A must be symmetric and posi-
tive and the right-hand side column vector q must have length m. t ol specifies the
tolerance of the method. If t ol is [] then PCG uses the default, le-6. maxi t spec-
ifies the maximum number of iterations. If maxi t is [] then PCG uses the default,
min(m, 20). MATLAB® makes also available other functions that implement more
advanced iterative methods for sparse linear systems. All of them can make use of
preconditioners. More detailed information is available in the MATLAB® help.
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5.4 Tllustrative Examples

In this section, we present some applications of the presented numerical methods
to pricing financial contracts. We consider different processes and different prod-
ucts. The first example is related to the classical Black—Scholes model for pricing
call options. Then we present the pricing of the same contract, but assuming that
the dynamics of the underlying is described by the Constant Elasticity of Variance
(CEV) process. Then we price American options under both the GBM and the CEV
process and we introduce the PSOR method, an extension of the SOR algorithm that
allows to consider the possibility of early exercise. These examples have been imple-
mented using the VBA® functions described in Sect. 5.3.1. The last two examples
are related to pricing double barrier options under the GBM process and options on
Coupon Bond in the Cox, Ingersoll and Ross (1985) model. These examples have
been implemented in MATLAB® using the pdepe function discussed in the Ap-
pendix.

5.4.1 Pricing a Plain Vanilla Call in the Black-Scholes Model (VBA®)

As a first example we compare the implicit and the CN method. We consider the
problem of pricing a plain vanilla call option and computing its Greeks in the stan-
dard Black—Scholes model. Therefore we numerically solve

2
—ozu(t,x) + %xz OxxU +rx dxu +ru =0,
u(0,x) = (K —x)+,
u(T, Xmax) = 0,
u(r,0) = Ke™'".

(5.21)

To this aim we use the VBA® functions:

e PDEInplicit(phi As Integer, spot As Double, strike As
Double, t As Double, rf As Double, sg As Doubl e, nunspace-
step As Integer, nuntimestep As Integer, Smn As Doubl e,
Smax As Doubl e)

e PDECN(phi As Integer, spot As Double, strike As Double, t
As Double, rf As Double, sg As Doubl e, nunmspacestep
As Integer, nuntinestep As Integer, Smin As Doubl e,

Smax As Doubl e)

e PDECNSOR(phi As Integer, spot As Double, strike As Doubl e,
t As Double, rf As Double, sg As Doubl e, nunspacestep As
Integer, nuntinmestep As Integer, Smin As Double, Smax As
Doubl e, omega As Doubl e, tol As Doubl e)

These functions, presented in the Chapter on PDE’s, allow one to solve the above
problem using LU decomposition (PDEI npl i cit and PDECN) or using the
SOR method ( PDECNSCR) .
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Table 5.8. Numerical results of different finite difference schemes for the Black—Scholes equa-
tion

Spot price Implicit Crank—Nicolson BS formula
LU SOR (w = 1.3)
0.7 0.049569 0.049570 0.049605 0.049600
0.8 0.088912 0.088923 0.088962 0.088965
0.9 0.140579 0.140598 0.140636 0.140645
1 0.203115 0.203139 0.203173 0.203185
1.1 0.274675 0.274699 0.274727 0.274740
1.2 0.353412 0.353434 0.353456 0.353469
1.3 0.437690 0.437709 0.437724 0.437736

Table 5.9. Crank—Nicolson method implemented with the SOR iterative method and different
values of w

w=11 w=12 w=13 w=15
MAE 0.000096 0.0000582 0.000010 0.000107925
SSE 0.0006016 0.0003254 0.000058 0.00060338

Model parameters have been set to r = 0.1, 0 = 04, K = 1, T = 1. We
have used a 500 x 1000 grid, so that x = 10/500 and §t = 1/1000. The SOR
method has been implemented with @ = 1.3 and a stopping criterion of 10~°. The
Crank—Nicolson (CN) implemented with SOR method seems to perform better re-
spect to others methods, Implicit and Crank—Nicolson with LU decomposition, see
Table 5.8. However, in the SOR method the choice of w, can make a difference.
Indeed, in general it is very hard to estimate its optimal value, so we have to try dif-
ferent values of w and compare the results with alternative methods before choosing a
“good value”. For the example chosen, the best choice for w appears to be around 1.3,
as illustrated in Table 5.9 where we report the mean absolute error (MAE) and the
sum of squared errors (SSE) of the SOR method implemented with different values
of w (1.1, 1.2, 1.3 and 1.5). Figures 5.6 and 5.7 represent the difference between the
Black—Scholes price and delta versus the corresponding numerically computed quan-
tities. In particular, we observe that the greatest error occurs near the strike price, due
to the non-differentiability of the payoff condition. Moreover, as expected the error
is larger for the delta. The computational cost has been approximately 1 second. We
do not report the results relative to the explicit method, for which a very fine time
step is necessary to avoid stability problems.

5.4.2 Pricing a Plain Vanilla Call in the Square-Root Model (VBA®)

We now examine the problem of pricing a call option given alternative assumptions
about the stock price dynamics. This example is also useful to illustrate the flexibility
of the PDE approach. Indeed, very little change in the VBA® code is necessary. In
particular, we compare the GBM process and the CEV (constant elasticity of vari-
ance) process. For this process the price dynamics are given by:
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dX (1) = rX (1) dr + o (X (1) dW ().

In particular, we examine the three cases: y = 2 (lognormal process), y = 1 (square-
root process) and y = 3 and we examine at first the prices of plain vanilla call
options. The VBA® implementation of this model does not require particular ef-
fort. In the module MPDEI ngr edi ent s, we then need to modify the code of the
VBA® function PDEf unct i onA(spot As Double, rf As Double, sg
As Doubl e) that is used in the code in the following way. Lines

Di m gamma As Doubl e

gamma = 2 'l ognormal nodel

PDEf uncti onA = 0.5 * sg * sg * spot”~gamua
should be modified as follows:

D m ganma As Doubl e

ganma = 1 'square root process

PDEf unctionA = 0.5 * sg * sg * spot”~gama
for considering the square-root process, or into
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Table 5.10. Call option prices for different models: Square-root (y = 1), GBM (y = 2), CEV

(r=3

Strike y=1 y =2 y=3
0.7 0.381200 0.386449 0.392787
0.80 0.348966 0.354652 0.361020
0.9 0.263868 0.267052 0.270700
1 0.203386 0.203139 0.203385
1.1 0.156680 0.152836 0.149616
1.2 0.126610 0.119314 0.112866
1.3 0.096124 0.086599 0.078166

Di m gamma As Doubl e

ganma = 3 ' CEV nodel

PDEf unctionA = 0.5 * sg * sg * spot”~gama
for considering the CEV process.

In Table 5.10 we report the prices of call options for different strikes assuming
different values for the parameter y. In order to have comparable models, we chose
volatility parameters such as

2 _ 2 2 _ 2 3
0,1 X =0, ,X" =0, 3X°,

and, given X = 1, we have simply 0y,—1 = 0,—2 = 0y,=3. In the example, we set
X =1,r =01,0 =04, T = 1 and we let K vary. Table 5.10 shows that as
we increase y, calls in-the-money (and therefore puts out-of-the-money) increase in
value. Vice versa, for calls out-of-the money (puts in-the-money). Therefore, choos-
ing y > 2 we can generate an implied volatility curve with a skewed shape, as is
usually observed for index options.

5.4.3 Pricing American Options with the CN Scheme (VBA®)

Let us consider a put option written at an initial time O with a strike price K and
maturity date 7' on a nondividend paying stock. Suppose the option may be exercised
early. As discussed in the chapter on Dynamic Programming the value of the option
is the greater of the value on immediate exercise and that from holding the option.
The latter equals the risk-neutral expectation of its value at the next possible exercise
date discounted at the risk-free rate r

ulx, ) = max(K —e, e_raf]EjJ(u(xes, T+ 31’))), n=12,...

and where & is N'((r — 62/2)t, 0%7), at maturity v(x, 0) = (K — x). The largest
stock price at which the put option value equals its exercise value is the exercise
boundary, b(t), which satisfies K —xe?@ = y(b(v), 7). Therefore, u(x, t) = K —x
when x < b(t) (stopping region). When the asset price is above the critical price,
x > b(1), it is convenient to keep the option alive (rather than exercising it, it would
be better to sell it). Therefore, in this region (continuation region) u satisfies the
Black—Scholes equation
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2
—dru(t, x) + %xzaxxu +rxoxu+ru=0, x> b(r).

We can combine the two conditions into the following single equation
o2
(—Bfu(r, x)+ szaxxu +rxoyu + ru) (u(t, x)— (K — x)) =0,x >0, (522

and together the two inequalities and (5.22) constitute the so called linear comple-
mentarity formulation of the American option pricing problem. Using finite differ-
ences we can discretize (5.22) and obtain the following linear system of inequalities:

(AViy1 —b)(Vit1 — gi+1) =0, (5.23)
(Vit1 — gi+1) =0, (5.24)
(Aviy1 —b;) >0, (5.25)

where v; is the vector containing the solution at time step i/, A and b depend on
the finite difference scheme that we have adopted, and g; is the payoff function at
time step i. Cryer (1971) has suggested a numerical solution to it using the Projected
SOR, PSOR. In this algorithm, the early exercise condition is included in the SOR
algorithm with the additional line of code

tenp(i) = maxi num(tenp(i), earlypayoff(i)).

This line compares the result of the i-th iteration with the early exercise condi-
tion and takes the largest of the two. Note that direct methods cannot incorpo-
rate the early condition in such a simple way. Indeed, using LU we first com-
pute the updated solution and then we compare it with the payoff condition. This
is suboptimal. The Projected SOR method is implemented in the VBA® function
PSOR( ear | ypayoff As Variant, subdiag As Variant, diag As
Variant, superdiag As Variant, q As Variant, x0 As Vari -
ant, NunberEl ements As Integer, omega As Double, tol As
Doubl €) . In this function, we have included a column vector named ear | y-
payof f and containing the early exercise value of the option, e.g. (K— X) for a
put option, as first input.

As a numerical example, we consider the evaluation of an American put option
when r = 0.05, 0 = 0.4, X = 1 and we let the strike price vary. In Table 5.11
we examine the Black—Scholes model and we compare the European Black—Scholes
price (BS) with the CN solution implemented with the PSOR algorithm’ with a bi-
nomial tree (Bin) and the numerical approximation due to Barone-Adesi and Whaley
(BA-W) (1987). The three methods confirm each other quite well showing a corre-
spondence to the third digit.

7 The CN method has been implemented using a 500 x 1000 grid, so that 6x = 10/500 and
8t = 1/1000. The PSOR method has been implemented with @ = 1.2 and a stopping
criterion of 1077,
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In Table 5.12, we compare American option prices using three different dy-
namics: square-root, GBM and CEV processes. The PSOR algorithm has been
implemented setting @ = 1.2. Table 5.12 confirms that puts out-of-the money
(K = 1.1, 1.2 and 1.3) increase in value with y.

Table 5.11. American (A) option prices in the Black—Scholes model using different numerical
approximations: Crank—Nicolson (CN), Barone-Adesi and Whaley formula (BA-W) and a
binomial tree with 1000 steps (BIN)

Strike BS CN BA-W BIN

0.7 0.026007 0.026717 0.02712 0.026658
0.80 0.050748 0.052303 0.05275 0.052277
0.9 0.085954 0.088954 0.08932 0.088904
1 0.131459 0.136692 0.13681 0.136691
1.1 0.186395 0.194825 0.19453 0.194813
1.2 0.249535 0.262279 0.26146 0.262322
1.3 0.319548 0.337851 0.33650 0.337895

5.4.4 Pricing a Double Barrier Call in the BS Model (MATLAB® and VBA®)

Let us consider a double barrier down-and-out call option in the BS model. The two
barriers are fixed at the price level U and L. The option strikeis K,with L < K < U.
Let us consider the BS PDE in the log-return form

1 2
9:G(r.2) = 5070%G(r. ) + <r - %)azc(r, 2) - rG(, 2),

and, in order to use the MATLAB® PDE solver, let us write it in the following form

1, o?
3:.G(t,z7) = +30 3:(0:G(r,2)) + <r — T)BZG(T’ 7) —rG(t, 2), (5.26)

Table 5.12. European (E) and American (A) option prices for different models: square-root
(y =1,GBM(y =2),CEV (y =3)

y=1 y =2 y =3

Strike  E A E A E A

0.7 0.033484  0.034127  0.026059  0.026717  0.019815 0.020448
0.80 0.057184  0.058544  0.050791 0.052303 0.045042  0.046661
0.9 0.089773  0.092386  0.085978 0.088954  0.082635 0.085932
1 0.131713  0.136360  0.131456  0.136692  0.131670  0.137443
1.1 0.182880  0.190639  0.186364  0.194825 0.190445 0.199531
1.2 0.242665 0.254961 0.249480  0.262279  0.257113 0.270347

1.3 0.310122 0.328763 0.319472 0.337851 0.330016 0.337851




150 5 Numerical Solution of Linear Systems

Table 5.13. Functions to be used as arguments to PDEp to solve the problem (5.26)

pdef un c =1 f = 0.5*DuDx*sg”"2 s = (r-sg”2/2)*DuDx-r*u
pdex1ic (x>=l og(strike)).*(exp(x)-strike)
pdexlbcfun pl = ul; ql = 0; pr = ur; qr = 0;

Table 5.14. Prices of double knock-out call options, with barriers at L and U. Results are from
Kunitomo and Ikeda (KI) and from the numerical solution of the PDE. Parameters setting:
T —t=0.5,X=1000, K = 1000, r = 0.05

PDE (m x n)
o L U KI (1992) grid MATLAB® VBA® (CN)
02 500 1500  66.12866 (300 x 300)  66.126651 66.12262
02 800 1200 22.08201 (300 x 300)  22.081897 22.08121
02 950 1050 0.00066 (30 x 300) 0.00056 0.00057
04 500 1500  53.34555 (300 x 300)  53.34755 53.34348
04 800 1200 3.13712 (300 x 300) 3.137155 3.13556
04 950 1050 0.00098 (30 x 300) 0.00000 0.00000

G(0,2) = (¢ — K)
G(t,InU) =0,
G(t,InL) = 0.

40

As described in the Appendix on the MATLAB® solver, we need to define functions
describing (a) the PDE, (b) the initial condition, (c) the boundary conditions. This has
been done in the M-file pdeBSDoubl eBar r i er Exanpl e. m where the function
pdepe is called using the structure

pdepe(m @def un, @dex1li c, @dexlbcfun, x,t,[],riskfree,
sigma, strike).

Notice the presence of the parameters (r i sSkfree, si gna, stri ke) as ad-
ditional inputs in the function pdepe. The functions pdef un, pdexli c and
pdexlbcf un define the PDE, the initial condition and the boundary conditions;
see Table 5.13.

The complete code can be found in the Matlab® module

function [sol points, UQUT, DUOUTDX]
= pdeBSDoubl eBar ri er Exanpl e

In Table 5.14 we report the prices of a double knock-out option taken from Ta-
ble 3.1 in Kunitomo and Ikeda (1992), which provides an analytical formula in the
GBM case. In Table 5.14, for comparison, we give numerical results obtained using
the VBA® code (Crank—Nicolson with LU factorization).® The numerical solution

8 In VBA® we have solved the BS PDE expressed in prices and not in returns. Moreover,
we have considered a standardized problem with barriers set at U/K and L/K and the spot
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5.4 Tllustrative Examples

Double barrier option price: 30x30 grid.
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Fig. 5.8. Numerical pricing of a double barrier down-and-out call option. Parameters are set

as follows: 0 =0.2,r =005, K =1, L =05, U =1.5,t =0.5.
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(price and delta) is also illustrated in Fig. 5.8. Notice that at the starting time, we
have an inconsistency between the initial condition evaluated at z = InU and the
upper boundary condition. This inconsistency produces inaccurate solutions for very
short maturities. However, as time progresses, this problem fades away, except when
the ratio of the time step to the square of the space step, i.e. §7/8z2, is too large. In
such cases, as discussed in the chapter on PDEs, the Crank—Nicolson solution gen-
erates spurious oscillations. For this reason, in Table 5.14 we set the number of grid
points equal to (30 x 300) when the barriers are 950 and 1050. We suggest that the
reader modifies the MATLAB® code and prices a double barrier option using the
CEV model.

5.4.5 Pricing an Option on a Coupon Bond in the Cox-Ingersoll-Ross Model
(MATLAB®)

Let us consider the Cox, Ingersoll and Ross (1985) model that assigns the following
risk-neutral dynamics to the short rate r:

dr(t) = a(u — r(t)) dr + o/r(t) dW (z).

At time ¢, the price P(¢, T) of a zero-coupon expiring in 7 can be obtained by
evaluating the following expectation

P(t,T;r(t)) =P, T)= E;“(e—ftrr(s)ds),
that admits the closed-form expression (see Hull (2005))

P, T) = A, T)e  BG:Dr®),

where
2¢)1e¢2‘[/2 @3
At t = 5.27
00 (¢2(e¢” D+ 21 627
et — 1
B(t,t =2— 5.28
) = ©:28)

> 200

The zero coupon bond price can be also obtained numerically solving the pricing
PDE

price at X/K. We reobtain the correct solution multiplying the numerical one by K. The
vBA® implementation of the double barrier model simply requires a modification of the
code of the VBA® functions upper bc and | ower b that must return 0. In particular,
the function upper bc has to be modified as follows. The line of code

upperbc = spot - strike * Exp(-rf * t) "bc for a call
option

has to be commented out and we need to activate the line of code

upperbc = 0 "bc for a up-out barrier option
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o2

—dru(t,r) + TrBrru(r, r)+oa(u—r)du(r,r) —ru(r,r) =0, (5.29)
with initial condition
u@,r) =1,

and boundary conditions at r = ry,x and at ¥ = ryjp:
M(O, rmax) = Oa M(Ov rmin) =1

Our aim is now to price, using PDEs, an option on a coupon bond. The option will
expire at time 7. If we let ¢; to be the coupon that is paid at time 7;, 7; > T,
i =1,...,n, with ¢, inclusive of the notional, the option payoff with strike K is

(¢> (Z P(T, T;; r(T))ci — K)) = <¢> (Z A(T, Tyye PTTr M e, — K)) :
+ +

i=1 i=1

where the parameter ¢ has been introduced to distinguish between call option
(¢ = 1) and put option (¢ = —1). We need to compute

n
u(t,r) =K' <efr” ris)ds <¢ <Z At + T, Tye BUFTTIr @+ e, K)) )
+

i=1
or equivalently, we can solve the pricing PDE

o2

—o;u(t,r) + Trarru(r, r)+oa(pu—r)u(r,r) —ru(r,r) =0,

with initial condition
n
u(0,r) = (cb (Z A(T, Tyye BTTr M e — K)) ,
i=1 +

and boundary conditions at » = rp,x and at 7 = ryjp:

0, ¢ =1,
u(0, rmax) = { _ Z?:l Alt, Ti)e—B(t,Tl-)rmaxCi + A(r, T)e_B(t’T)rmaXK, ¢ =1,
0 (O, ri) = {Z?:l A(t, Tp)e BOTrming; — A(r, T)e BETrmin g | $=1,
> 'min) =
0, ¢ =—1.

The two boundary conditions state that if we have a call option (put option) and r is
sufficiently large (small), the price of the coupon bond will be so low that the exercise
will be unlikely (likely).

The above problem can again be solved using the MATLAB® function pdepe.
This is done in the MATLAB® script pdeCl Ropt i ononazchb. In order to use the
function pdepe we need to assign the PDE to be solved (pdef un) , the initial con-
dition (pdex1i c) and the boundary conditions (pdex1bcf un). Table 5.15 illus-
trates how to construct these functions. In particular, we have introduced a quantity
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named rg that represents the interest rate level for which the coupon bond price equals

the exercise price
n

D AT, Te BT = K.
i=1

The coupon bond price is a decreasing function of r, so that if r(T") < ro, the call
option will be exercised. Vice versa, for the put option. In Table 5.16 we compare
the prices of an option on a zero coupon bond given by: (a) the numerical solution of
the PDE as described above, (b) Monte Carlo simulation with 500,000 runs, (c) the
analytical solution given in the CIR paper. However, note that in order to implement
the CIR formula for options on a zero coupon bond we need the cumulative distribu-
tion of a non-central chi-square distribution. For this we have used the approximation
due to Sankaran (1963).° In the Monte Carlo simulation we generate the short rate di-
rectly at the option maturity, according to the algorithm described in the Monte Carlo
chapter. The different methods agree very well. In Table 5.17 we price an option on a
coupon bond. The coupon bond pays a notional at maturity and a 5% annual coupon
every year for four years, starting one year later the option expiry. The price of the
option on the coupon bond can be computed using the so-called “Jamshidian trick”,
Jamshidian (1996), that exploit the monotonicity of the coupon bond with respect to
the short rate and is able to express the option on the coupon bond as an appropri-
ate portfolio of options on zero-coupon bonds. Each option can then be still priced
using the Sankaran approximation.'? Unfortunately, this approximation results falls
outside the 95% MC interval most of the time. This is not the case for the numerical
solution of the PDE.

Exercise Write a MATLAB® code using the function pdepe to price a zero-
coupon bond when the dynamics of the short rate are specified as

dr(t) = a(n —r@®)dt +o(r@®))” dW(@),
where y > 0. Use the solution to price a zero-coupon bond and a call option on it.

9The Sankaran approximation is implemented in the Matlab®  module
Chi 2Ri pSankar an. m The corresponding option pricing formula is in the Matlab®
module ZCBOption_CIR m

10 The Jamshidian trick is implemented in the Matlab® module BondOption_CIR.m.

Table 5.15. Functions to be used as arguments to pdepe to solve the problem (5.26)

pdef un c =1
f = UTZ*X*DUD)(;
s = a*(pu-x- %)*Dqu-x*u;
pdex1lic (¢* (x-10)<=0). *( X1, A(t, T))e  BET) e, ) *

ul - phi * (Y7_, AGs, T))e B TDx ¢+ A(s, T)e B6TI¥*K)
O; pr = ur; gr = 0;

pdexlbcfun pl
ql
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Table 5.16. Prices of options on zcb in the CIR model. Parameters « = 0.1, u = 0.1,0 = 0.1,
min = 0, rmax = 0.5. Strikes have been set equal to the forward price of the zero-coupon
bond

Option Zcb Strike PDE MC (s.e. x103 Sankaran

maturity ~ maturity (m = 500, n = 1000) 500,000 runs

0.25 0.5 98.7132  0.106508 0.10645 0.106475
(0.0021)

0.25 5 75.3712  1.20600 1.20440 1.205606
(0.0242)

1 2 94.5136  0.731992 0.73481 0.734048
(0.0142)

1 5 78.4225  2.046608 2.04619 2.051997
(0.0406)

5 6 93.5933 1.0694595 1.07078 1.080315
(0.0236)

5 10 71.027 3.143115 3.15348 3.175804
(0.0732)

Table 5.17. Prices of options on a coupon bond in the CIR model. Parameters « = 0.1,
u=0.1,0 = 0.1, rpip = 0, rmax = 0.5. Strikes have been set equal to the forward price of
the coupon bond

Option Strike PDE MC (s.e.) Sankaran
maturity (m = 500, n = 1000) 500,000 runs

1 95.703393 2.3386243 2.3405161 (0.0036606) 2.343645
2 94.825867 2.9534488 2.9505254 (0.0046964) 2.968641
3 94.129268 3.2217921 3.2113425 (0.0052998) 3.245655
4 93.576725 3.3090647 3.3185218 (0.0057044) 3.338724
5 93.138299 3.2897274 3.2953126 (0.0059728) 3.322710

5.5 Comments

The literature on solving the linear systems arising from the numerical solution of
PDE:s is very large. Standard reference texts are Mitchell and Griffiths (1980), Mor-
ton and Mayers (1994) and Smith (1985). Hageman and Young (1981) is devoted
to iterative methods applied to linear systems arising from PDEs. Introductory text-
books to numerical analysis are Atkinson (1989) and Burlisch and Stoer (1992).
Quarteroni, Sacco and Saleri (2000) provide theoretical insights combined with ex-
amples and counterexamples implemented in MATLAB®. A general introduction to
numerical linear algebra is given in Stewart (1973) and Golub and Van Loan (1996).
The best codes for the direct solution of linear systems are given in the package LIN-
PACK, see Dongarra et al. (1979). A detailed treatment of iterative methods can be
found in the essential book of Varga (1962), and also in Young (1971). For a pre-
sentation and templates for the solution of linear systems, we suggest Barrett et al.
(1994), available at the web address:
http://ww. netlib.org/tenpl ates
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From the same website, MATLAB® codes can be downloaded free of charge. For
generalizations of the Conjugate Gradient Method see Luenberger (1989), Bazaraa,
Sherali and Shetty (1993) for optimization problems, and Barrett et al. (1994) for
methods with asymmetric matrices. A discussion about the choice of a suitable pre-
conditioner can be found in the same text. See also Golub and Van Loan (1996, Sects.
10.2 and 10.3).

A detailed treatment of exotic option pricing using PDEs is given in Sydel (2006),
Tavella and Randall (2000), and Wilmott, Dewynne and Howison (1993). Other use-
ful references are Kwok (1998), Zhu, Wu and Chern (2005). They present the appli-
cation of PDEs to pricing multiasset products as well as more advanced methods.

Analytical formulae for barrier options have first been obtained by Geman and
Yor (1996) and Kunitomo and Ikeda (1992). The square-root process has been in-
troduced by Feller (1951), who studied the existence and uniqueness of the solution.
Cox, Ingersoll and Ross (1985) used this process for the description of the dynamics
of term structure of interest rates. Chen and Scott (1995) present a multifactor exten-
sion. A detailed analytical treatment can be found in Lamberton and Lapeyre (1996)
and in Cairns (2004). Vetzal (1998) discusses how to set appropriate boundary con-
ditions when we apply finite difference methods to the CIR model. The Constant
Elasticity of Variance Option Pricing Model has been introduced in finance by Cox
(1996), and studied in Schroder (1989). Webber and Kuan (2003) investigate the
pricing of barrier options in one-factor interest rate models.

Since the appearance of the cornerstone papers by Samuelson (1967), McKean
(1967), the fast computation of American puts became practical with the works of
MacMillan (1986) and Barone-Adesi and Whaley (1987). Since then the literature
on numerical methods for American options has grown enormously. Barone-Adesi
(2005) reviews the most important references. Detemple (2005) and Salopek (1997)
provide a detailed overview from both theoretical and computational approaches.
Brennan and Schwartz (1977) propose the first model for valuing American puts
using finite difference (implicit method). Dempster and Hutton (1999) investigate
the use of a finite difference scheme for American option pricing using a direct
numerical solver based on the simplex method. Zvan, Forsyth and Vetzal (1998a)
(1998b) introduce the penalty method for American options. Broadie and Detemple
(1996) perform an extensive study comparing the performance of various methods.
Villeneuve and Zanette (2002) investigate the pricing problem of American options
with the payoff depending on two assets. Battauz (2002) investigates the pricing of
American options written on two assets using a change of numéraire technique.

Numerical methods for PDEs with jump diffusion processes are studied in
D’Halluin, Forsyth and Vetzal (2003), Hirsa and Madan (2003), Zhang (1997).
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Quadrature Methods

Quadrature methods allow for numerical computations of integrals. In quantitative
finance, these methods directly evaluate conditional expected values representing
derivative prices. This task can be achieved whenever the distribution of the under-
lying variable is available in closed form. The resulting method turns out to be very
effective for low-dimensional problems.

Let us consider a one-dimensional diffusion describing the evolution of an un-
derlying asset price under the risk-neutral probability measure P*:

dX(s) = /L(S, X(s)) ds + o(s, X(s)) dW(s), X(t)=x.

The arbitrage-free price of a derivative with payoff F is given by the conditional
expectation:

F(t,X(1) =Ef(e” ITr©d p(r, X (1)), (6.1)

where r(¢) is the risk-free instantaneous rate for interest prevailing at time #. Let
f (s, y;t, x) denote the transition density from state x at time ¢ to state y at time
s > t. The analytic expression of this quantity is available in a few instances. For
example, if X is a geometric Brownian motion, i.e., (s, x) = rx, o(s,x) = ox,
then

Fls,yit,x) = _l<1ny—1nx—(r—a2/2><s—z)>2>'

—_— exp(

y/2102(s — 1) 2 os —t

By assuming deterministic interest rates and defining the discount factoras P (¢, T) =
exp(— ftT r(s) ds), we can write (6.1) as follows:

+00
E;"(e*fxT’“)dSF(T,X(T)))=P(t,T)f0 F(T,y)f(T,y;t,x)dy. (6.2)

Quadrature methods allow one to numerically evaluate this integral.!

1 If the integrand is continuous on a compact domain, then integral (6.2) is finite. (Sometimes,
this condition is not easy to verify.) From now on, we assume this is the case.
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This chapter is organized as follows. Section 6.1 introduces the general idea
underlying quadrature rules. Section 6.2 presents the Newton—Cotes formulas and
details rectangle, trapezoid, Romberg and Simpson rules. Section 6.3 illustrates
Gaussian rules which improve the computing accuracy compared to the Newton—
Cotes formulas. VBA® code is detailed in Sect. 6.4. Adaptive quadratures and the
corresponding Matlab® functions are shown in Sect. 6.5. Section 6.6 presents the
derivative pricing problem using the Fourier transform with VBA® and Matlab®
implementation. Section 6.7 presents numerical examples. Finally we conclude with
a few comments and bibliographic suggestions.

6.1 Quadrature Rules

Consider an integral
1= [ s
A

where f is a real-valued function defined on a closed and bounded subset A of the
real line. This quantity is traditionally computed by using an approximating finite
sums corresponding to a suitable partition of the set A. A quadrature rule of order n
assumes the form

L(f) =Y wif(x), (6.3)
i=1

where the w;’s are called weights and the x; are called abscissas or quadrature nodes.
These quantities depend on n, however we suppress the explicit indication of this fact
whenever it does not produce any ambiguity. Alternative quadrature methods arise
from different ways of building the set

R, ={(wi,x;):i=1,...,n}

such that I,,(f) =1 (f) for some class of functions f.

Each of the rules presented below is coupled with theoretical results showing that
the resulting 1,,(f) converges to I (f) as n — oo for any integrable function f. As
a consequence, we can improve our estimate by increasing the number n, although
this fact cannot be practically guaranteed. Indeed, the finite precision of computer
arithmetic may lead to round-off errors that can deteriorate the estimate of / when n
increases. For instance, this problem occurs whenever weights are negative, so that
the rule becomes unstable and round-off errors dominate discretization errors.

The basic strategy for computing 1, is as follows:

e Approximate function f by an interpolating polynomial p,, of order n in a way
that p,(x;) = f(x;) foralli’s;

e Integrate p, and return /(p,) as approximation to 7 (f).

We consider Newton—Cotes formulae, for which abscissas x; are evenly spaced, and

Gaussian quadrature formulae, where both weights and abscissas are selected in a
way to maximize the order of the interpolating polynomial.
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6.2 Newton—-Cotes Formulae

The ith Lagrange polynomial of degree n — 1 with respect to {x1, ..., x,} is defined
as:

(x—xp) - (x—x—D&x —Xig1) - (X — Xp)

(i —x1) - (e — X)) (6 — Xig1) -+ (X — Xp)

_ 1—[ (x — xx)

k] kit (x; — xk)

Li(x) =

fori =1, ..., n. These functions satisfy L; (x;) = 1 and L;(x;) = O for k # i. The
interpolating polynomial p,_; of a function f on the set of points {x1, ..., x,} is:

Pa1(¥) =) ) Li(x). (6.4)

i=1

This expression is known as the Lagrange interpolation formula. It can be shown
that:

e Functions Li(x), ..., L,(x) form a basis for the linear space of polynomials of
degree up ton — 1;

e Expression (6.4) is the unique representation of the polynomial p,_;(x) with
respect to this basis.

Example Let us suppose that the function f assumes the values 2, 4 and 7 at x; = 1,
x2 = 3 and x3 = 5, respectively. We look for a polynomial of order 2 such that
p2(xi) = f(x;), fori =1, 2, 3. Then:

=3y =5 1, 15
hO=0"50-s "3 *Tx
LO=G"N6-5 =2 1" 1
b= ~3" 2Ty

so that:

p2a(x) = 2L1(x) +4Ly(x) +7L3(x)

YA VCNN £ AN E NS IEYNE A NS IR TN
gt TR 2Tt T gt T2¥ T3

It is natural to wonder how large the error f(x) — p,—1(x) can be for a fixed n,
whenever x # x; ranges between x| and x,. It is possible to show that if f €
C"([a, b]), then there is a point £ depending on x, with x; < & < x,, such that
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(m) n
£ = paatr) =L n!@) [[c—x). vxea, (6.5)
i=1

for all x € A. Here f™ (&) = 9" f(x)/dx". Unfortunately, the problem with the
application of this formula is that the point £ is not known a priori. However, expres-
sion (6.5) will still be useful in evaluating the error in quadrature methods.

We now move to integration of the interpolating function. Let A = [a, b] and
consider a uniform partition such that

xi=a+ (G- 1h,

fori =1,...,n—1andn > 2. Therefore,x; = a,x, =bandh = (b—a)/(n—1).
This partition gives rise to the so-called “closed formulae”, i.e., those for which the
integrand function is also computed at the endpoints a and b. Conversely, “open
formulae” are obtained by settingh = (b—a)/(n+1) andx; = a+ih,i =1,...,n,
(x1 = a+ h, x, = b — h). These latter are useful whenever the integrand function is
not defined at the endpoints a and b. In what follows, we explicitly deal with closed
formulae. However, the results can be extended to open formulae as well.

By integrating the interpolation formula (6.4), we may approximate /(f) :=

17 £ dx by
b n b
L(f) =/ a1 (x) dx =Zf(xi>/ Li(x)dx.
a i—1 a

In order to simplify the right-hand side of this expression, we consider the change of
variable x = x1 + (t — 1)h, so that:

X — Xk _xl—i-(t—])h—(xl—i-(k—l)h)
xi—xr  x14+ @G —Dh— (1 + (k—1h)
1=k
(i —k)

Consequently, L; (x) = ]_[Zzl’k;éi (t—k)/(i—k) = ¢; (1), fab Li(x)dx = [{' ¢;i(t)h dt
and

b n n
L = [ pras =3 oo [ aonar
a i=1

=hy  fGw;,

i=1

with w; = f ]" ¢; (t) dt. We remark that weights w; do not depend on the interval
[a, b], but only on the order n. This allows to tabulate quantities «; = f ]" ¢i(t)dt
and use their values for integrating other functions on various intervals.
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Example Let us consider the case n = 2. This corresponds to interpolating f with a
polynomial of order 1 and computing the function at two points only. Ash = b — a,

2 2 2 2
_ _ (-0 _ [P 1
o= frewa= [0 TT G- Goya=x

k=1,ks1

2

_ [ [ C-k  [2e-n 1
wz—/l<z52(t)clt—/1 I1 (2—k)dt_/] (2_1)dt_§.

k=1,k#2

Ash = b — a, then I (f) is approximated by

(b—a)
2

b
h(f) = / £ dx = h(wi f(@) + waf(B)) = (F(@) + f®)).

that is the average of the function f at the interval endpoints.

Combining interpolation using Lagrange polynomials and integration performed
as illustrated above gives rise to the so-called closed Newton—Cotes formulae:

b n
/ Pn(x)dx =hZfiw,~,

a i=1

where f; = f(a+ (@ — 1)h), h = (b —a)/(n—1) for closed formulae and
fi = fa@a+ih), h = (b—a)/(n— 1) for open formulae providing an approxi-
mate value for fah f(x)dx. The coefficients (weights) w; are rational numbers sat-
isfying )7, w; = n — 1 for closed formulae and n + 1 for open formulae. They
are presented in Table 6.1 for closed formulae and Table 6.2 for open formulae. As
n increases, some of the values w; become negative and the corresponding formulae
become unsuitable for numerical purposes as long as cancellations tend to occur in
thesum 2 )7, fiw;. The approximation error in using Newton—Cotes formulae can
be computed through expression (6.5):

_ _ e f™W@E)  f e C™(la,b]), neven,
I(f) Iﬂ(f) - { Onl’ln+2f(n+1)($) f c C("‘H)([a’ b]), n Odd

Table 6.1. Weights of closed Newton—Cotes formulae and corresponding error

Rule n—1 w wo w3 wy ws we w7 |Error|
Trapezoid 1 L1 0 0 0o 0 0 O
Simpson 2 L4 1 0 0 0 0 e
3/8rule 3 P2 3 3 0 0 0 ZrrHe
Mine 4 g2 & 2R E 0 0 ghf0@
- Soom o o omo oz o O et /00
wede o b TS fh Hi o 8 fh mwer®
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Table 6.2. Weights of open Newton—Cotes formulae and corresponding error

n—1 wq wo w3 wy ws we w7 |Error|

0 1 0 0 0 0 0 @)

1 3 3 0 0 0 0 0 B r@ e

2 § -3 § 0 0 0 0 Bpdr®e)
3 5 o3 o om0 00 g9
4 ¥ % w  —m s 0 0 iuhsO@

Here £ is a suitable number in [a, b], and both ¢,, and 0, depend on n but not on the
integrand function f. Their values are given in the last column in Tables 6.1 and 6.2.
We conclude with a couple of remarks.

e Ifniseven (odd) and f is a polynomial of degree n — 1 (n), then f(x) = 0
(f"*D(x) = 0) and the integration rule is exact in that we can exactly integrate
polynomials of degree n — 1 (n);

e Asn — oo, then i — 0 and the error bound vanishes. However, from a numer-
ical point of view, using n larger than 6 can generate round-off errors. This fact
compels one to consider alternative formulae such as the ones presented below.

6.2.1 Composite Newton—Cotes Formula

Newton—Cotes formulae are usually not applied to the entire interval of integration
[a, b]. A popular practice consists of splitting this interval into m — 1 evenly spaced
subintervals [x;, xj41], j=1,...,m—1,ie,xj =a+ (j — DH with H = (b —
a)/(m — 1). The required integral is given by the sum of the integrals computed on
each subinterval, each one being calculated using a Newton—Cotes formula with n+-1
equally spaced nodes. The resulting procedure is known as a composite Newton—
Cotes formula and can be described as follows. The integral

b molaxin
1= rwar=3 [ rwar
a ]:1 )Cj

is approximated by 1, »,, (f) defined as

m—1 n

In,m(f) =h Z Zfi,jwh

j=1i=1

where f; j = f(x/) and the x s are nodes refining subinterval [x}, x 1] and where
h = H/(n — 1) for close formula and » = H/(n + 1) for open formula. We remark
that integers m — 1 and n — 1 respectively refer to the number of subintervals and to
the order of the interpolating polynomial.

The error associated to a composite Newton—Cotes formula is given by
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I(f) — 1In, m(f)
et H A ®) f € C™([a, b]) and n even,
- b—a n+1 £(n+1) (n+1) (66)
CED) (n+1)n+2H f ¢ fecC (la, b]) and 1 odd,

where & € [a, b]. This figure says that approximation I, ,,(f) is exact up to the
order n — 1 (resp. n) if n is even (resp. odd). In other words, it integrates exactly all
polynomials of degree n — 1 (resp. n). For a fixed value n, this error vanishes to zero
asm — oo (i.e. H — 0).

From expression (6.6), it is clear that estimating an approximation error requires
derivatives of f. If this is not the case, we may proceed as follows. We let n be
an even number and then compute the error corresponding to a half of the space
length h:

1) = b (f) = (eﬁ H" £ ), 6.7)
b—a en H\" ™
[ = Inam—1(f) = — m(;) FE), (6.8)
b—a len | ) " H”
nm — In2m—1()] = nl = 1yt U\ H o

b—a lex| H\" .. 0
R (n — 1)ntl <?) |f()(§)|(2 _1)
=11(f) = Inom-1()(2" = 1).

Consequently, the error estimate of the Newton—Cotes formula reads as:

1
|](f) n2m 1(f)|—|lnm_]n,2ml(f)|<2n_l> (69)

for n even. Similarly, for n odd we get

1
() = Tn2m—1(] = nm — n,2m—l(f)|(m)- (6.10)

These formula can be used for estimating the error. We now detail composite
formulae corresponding to n = 1, 2, and 3. Higher values are usually not desirable
due to cancellation errors produced by abnormal weights arising in these instances.

Rectangle and Midpoint Rules (z = 1)

These are the simplest approximations. They work rather well whenever function
f is smooth and the space between points x; is adequately small (i.e., m is quite
large). In the Rectangle rule,? the function f on each interval is approximated by
a piecewise constant function using the value attained at one of the two vertices of

2 To be precise this is not a Newton—Cotes formula.
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f(z)

Zo T T2

Fig. 6.1. Approximation of the integral using rectangles.

Table 6.3. Pseudo-code for implementing the rectangle rule

Input a, b, mand f.
Set H= (b - a)/(m- 1)
Initialize sum= 0

For i =0tom- 1

Conpute f at abscissas xi = a+i*H

Updat e the sum according to sum = sumH*f (xi)
Next i

Return sum

each subinterval. For example, in Fig. 6.1, we use the points x¢ and x;. All weights
are equal to 1 and the approximated formula reads as:

m—1
Iom(f)=h)_ fj.

Jj=1

Table 6.3 provides the pseudo-code for implementing the rectangle rule.

In the composite midpoint formula the function on each subinterval is approxi-
mated by the value attained at the subinterval midpoint, that is (x;+1 — x;) f ((xj+1 +
x;i)/2), see Fig. 6.2. The composite formula reads as

m—1

In(f)=h ) fiit.

=1
where f 1= f((xi1 + xi)/2).

Example Let us consider the computation of the following integral
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Zo T T2

Fig. 6.2. Approximation of the integral using the midpoint formula.

fx) 1T

0.751

0.51

0.25+¢

Fig. 6.3. Graph of the integrand function in expression (6.11).

5 /2 ”
=1. 6.11
Y /0 e cos(x) ( )

The integrand function is shown in Fig. 6.3. Table 6.4 shows the behavior of
approximated value Iy j,, error, E, ,, = I (f) — Iy,m(f), and ratio R, , = [I(f) —
Ly (O (f)—In2m—1(f)]| across alternative values for m. Following expressions
(6.9) and (6.10), this ratio is expected to converge to 2 for large values of m as long
as n = 1. This means a reduction of the absolute error by a factor of 2 following a
transition from m to 2m — 1 subintervals, i.e., reducing length % of each subinterval
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Table 6.4. Example of the rectangle rule
m_ lom(f)  Eomm =TS = Tom(F) Eomiy/Eo2mm-1

2 0.371510 6.285E-01
3 0.817605 1.824E-01 3.446
5 0.972004 2.800E-02 6.515
9 1.004241 —4.241E-03 —6.601
17 1.006842 —6.842E-03 0.620
33 1.004611 —4.611E-03 1.484
65 1.002604 —2.604E-03 1.771
129 1.001377 —1.377E-03 1.892
257 1.000707 —7.070E-04 1.947
513 1.000358 —3.581E-04 1.974
1025 1.000180 —1.802E-04 1.987
2049 1.000090 —9.041E-05 1.994

by a half. If m exceeds the threshold 2049, the discretization error becomes smaller
than the round-off error and the ratio does not tend to approach level 2 anymore.

Trapezoid Rule (n = 2)

This rule approximates the function on each subinterval using linear interpolation as
illustrated in Fig. 6.4, that is by replacing f;j"“ fx)dx with (f(x;)+ f(xj31)h/2:

m—1

h
hn(f) = 5 Y (F0) + faj40)

j=1
1 1
= h(gf(m) +f)+ -+ f ) + Ef(xm))

The resulting error can be computed by summing up all error terms for subinter-
vals and observing thath = H. If f € Cz([a, b)), we have:

m—1 n3 W2b—a m—1
1) =D =) 5 PE) = 55— 2 FPE),
j=1 j=1

where & € [xj.x;11]. Since min; fO(&) < Y75 f@E)/(m — 1) <
max f(z)(éj) and f® (&) is continuous, a number & € [min; &;, max; &;] C [a, b]
exists, with £ @ (&) = Y72 f@(&)/(m — 1). Therefore:

h? 5
() = (D = 156 —a) fDE),
with £ € [a, b], showing that the error stemming from trapezoid rule approaches

zero at the same rate as 42. This rule is said to be of order 2 and integrates exactly
first-order polynomials.
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Zo 1 Z2

Fig. 6.4. Approximation of the integral using trapezium.

An interesting remark relative to the accuracy of the trapezoid rule can be made
by exploiting the so-called Euler-MacLaurin formula. This formula states that

b k B
21 21 20— 20—
I1,m(f)—/a f(X)dX=l;h a0~ 1)

HRR I a1 0), (6.12)

for a suitable £ € [a, b]and all f € C**2([a, b]). Here, By are Bernoulli numbers:>

B, = -,
2756

In particular, if f € C3([a, b)) and satisfies fD(b) = £ (a), we obtain

I (f) — / £ dx ~ 22 2 (fOm) - ).

!
In this case, the trapezoid rule exhibits an error of order htIf fecC 3 ([a, b)), then

FfO®d) = fD@) and fPB) = fP(a) and the error is of order hO. Therefore,
when f is a highly periodic smooth function, that is £)(b) = f/)(a) holds true up

3 Bernoulli numbers are the values assumed by Bernoulli polynomials for x = 0. The kth
Bernoulli polynomial By (x) satisfies (—l)kBk(l — x) = Bk(x) The first ﬁve Bernoulll
polynomials are: By(x) = 1, Bj(x) = x—1 3 ,Bh(x) =x —x—|—6, B3(x) = - jx 24 2x
By(x) = -2 42— % Bernoulh numbers of an odd index k > 1 are all equal to
Zero.
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to a large value for j, the trapezoid rule turns out to be a very accurate integration
formula. This fact is particularly useful for the numerical inversion of Fourier and
Laplace transforms, that involve the numerical integration of oscillating functions.

Again, the Euler—MacLaurin formula can be used for the purpose of improving
the trapezoid rule whenever both fV(b) and f(V(a) are available. A formula of
order h* reads as

h2
L) =Lw(f)+ (V@ = rO®).

The corresponding error I (f) — I3, (f) is (b — a)h* f ¥ (£) /720, provided the f €
C*([a, b)). The order of trapezoid formula improves by a factor of 2 with a simple
computation of the first derivative at the boundaries.

If we replace derivatives with finite differences of suitably high order, we obtain
the so-called end corrections of a trapezoidal sum. For example, the following variant
of the trapezoid rule has an error of order 3:

~ 5 13
Lon(f) = h<§f(a) tpflath+ flat2h
13 5
b SO =2+ S b -+ Ef(b)). (6.13)

Example Let us consider the integral (6.11)

5 /2
T3 / e?* cos(x) = 1. (6.14)
e*—2Jo

Table 6.5 shows the behavior of approximated values I j,, errors Ey, ,, = 1(f) —
Ly.m(f), and ratios Ry = |1 (f) — In.m (O (f) — In 2m—1(f)] across alternative
values for m. Following expressions (6.9) and (6.10), this ratio is expected to con-
verge to 4 (resp., 8) for large values of m as long as n = 2 — Trapezoid rule (resp.,
n = 3 — Extended Trapezoid rule).

The Romberg Extrapolation

The Trapezoid Rule can be further improved using Romberg integration.* This pro-
cedure consists of using two estimates of the integral, say 17 ,,,, (f) and I ,,,(f), in
order to extrapolate a better approximation to / (f). The estimates use different grid
spacing. Romberg integration starts with the Euler-MacLaurin formula and repre-
sents I, (f) in terms of step length & = (b — a)/(m — 1), that is:

Lo (f) = I(f) +vih> + yh* + -+ ph® + C(h)h*+2, (6.15)

4 Romberg integration is a particular case of the more general Richardson extrapolation as
applied to the trapezoid rule. This method exploits representation (6.15) of the error of the
trapezoid formula in terms of power of hZ.
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Table 6.5. Example of trapezoid and extended trapezoid rules

Trapezoid Extended trapezoid
m Do (f) Ey m) TZ,m(f)

2 0.185755 8.142E-01
3 0.724727 2.753E-01 2.958
5 0.925565 7.443E-02 3.698 0.964759 3.524E-02 0
9 0.981022 1.898E-02 3.922 0.994570 5.430E-03 6.490
17 0.995232 4.768E-03 3.980 0.999247 7.531E-04 7.210
33 0.998807 1.193E-03 3.995 0.999901 9.914E-05 7.596
65 0.999702 2.985E-04 3.999 0.999987 1.272E-05 7.796
129 0.999925 7.462E-05 4.000 0.999998 1.610E-06 7.897
257 0.999981 1.866E-05 4.000 1.000000 2.026E-07 7.949
513 0.999995 4.664E-06 4.000 1.000000 2.541E-08 7.974
1025 0.999999 1.166E-06 4.000 1.000000 3.181E-09 7.987
2049 1.000000 2.915E-07 4.000 1.000000 3.981E-10 7.990

Table 6.6. Pseudo-code for implementing the trapezoid rule

Input a, b, mand f
Set h = (b - a/(m- 1)
Initialize sum=0.5* h* (f(a) + f(b))

For i =1tom2

Conpute f at abscissas ai = a+i*h

Update the sum according to sum = sumth*f (ai)
Next i

Return sum

where the expressions for yi, ..., ¥, and C(h) derive from (6.12). Therefore, we
have devised for I ,,(f) a polynomial expansion in powers of h?. The Romberg
extrapolation is based on the following idea. We halve the integration range and
compute I ,, (f) and I 2,,—1(f), see Fig. 6.5. According to formula (6.15), we have:

Lo (f) = 1(f) + yih* + pah* + -+ yeh™ + Ch*+2,
I2,2m—l(f) =I1(f)+ V14h2 + )/2(2h)4 Foet )/k(zh)Zk + C(h)(Zh)2k+2,

We multiply the first of these expressions by 4 and then subtract the second one from
it. By solving with respect to I (f), we obtain:

1
1) = L)+ 5 (hn () = Ran1 (D) + ysh?
+ o Y 4 CF () 2P,

that is an estimate of the integral with accuracy to the order of i*. If we approximate
the integral above using formula

1
Lo (f)+ g(lz,m(f) — Lom-1())),
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f(z)

Zo T T2

Fig. 6.5. Approximation of the integral using trapezium and Romberg extrapolation.

then we can exactly compute integrals of polynomials up to the third order.
We consider the following sequence of interval refinements:
h hi_
hh=b—a, ==, .., h=-L i=23.. (616
2 2
and the corresponding trapezoid formula

Tio = It,mmj) (f),

where m(h;) = (b —a)/h; + 1. We can extrapolate the value of the integral by using
the recursion
s+l 1

Tigr1 = 44Ts‘fl—_l"”, s=0,....n—lii=s+1,....n,  (6.17)
which can be represented by the diagram reported in Table 6.7. Starting on the upper-
west case and then proceeding downward in this table amounts to increasing the
number of subintervals used in the trapezoid rule, whereas moving towards the right
end refers to augmenting the order of the integration rule. Furthermore, as n — oo,
the values on each column, as well as those on the diagonal, converge to the definite
integral. It can be proved that the error I(f) — T, goes to zero as fast as h2"+D
does. The extrapolating procedure can be speeded up by using the fact that under
refinement (6.16), half of the function values required to compute the trapezoidal
sum 7;41,0 stem from the calculation of 7; o. This is illustrated in Fig. 6.6. In order
to avoid recomputing the function values at these points, we can use the following
updating rule:

h
Too = 7°(f(a> + £ (b)), (6.18)
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Table 6.7. Romberg extrapolation

To,0
N
Ty — Ty
N N
o - T - Iy
T3 0 3 T31 3 Tz 3
N N N N
Tu,0 e Ty,1 e Ty — — Th.n
ho =b—a Y T
hi = %1 4
h
hy = % ° °
h
hs = % ° ° ° °

Total nodes ¢ PY ® ® 'y @ @ @ L ]
after four callsd

Fig. 6.6. New points necessary to refine the grid in the trapezoidal rule, starting with hg = b—a
and then setting h; = h;_1/2.

To,0
T = N +hyf(a+hy),

Tio .
Tiv1.0 = — +hip1(f@+ jhiv1) + f(a+3his1)

2
+ fla+5hiy1) + -+ f(b— hiz1)).

The Romberg algorithm provides no clue about the proper size of parameter i
defining the number of elements in the first column of diagram (6.7). In practice,
one only computes a few columns, seven or eight for example, and then interrupts
the calculation as soon as |Tj4+16 — 76| becomes “reasonably small”.> However,
the stopping criteria related to |7;+1,6 — 7;,6| sometimes leads to an early stopping.
Therefore, more refined stopping rules can be used. Table 6.8 provides the pseudo-
code for Romberg extrapolation.

5 This criterion has been implemented in the VBA® function r onberg(a, b, nmmax).
Here, mmax is the maximum number of elements in the first column in Table 6.7. Alterna-
tive stopping rules are discussed in Stoer and Bulirsch (1980), p. 149.
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Table 6.8. Pseudo-code for implementing the Romberg extrapolation

Input a, b, maxiter, EPSILON and f
Set h b - a; t(1l) = 0.5%h*(f(a)+f(b));
For i =1 to nmaxiter-1
h = 0.5*h //halve the integration length
conpute t[i+1,1] using (6.18)

For j =2 Toi + 1
extrapolate up to t[i+1,j] using (6.17);
next j

err = Abs(t[i+1,i+1]-t[i,i])

If err < EPSILON return {t[i+1,i+1], err, i+1}
next i

return {t[maxiter, maxiter], err, naxiter}

Table 6.9. Example of the Romberg extrapolation

i h m)/s 0 1 2 3 1

1 157079 2 0.185755

2 0785398 3 0.724727  0.904385

30392699 5 0.925565  0.992510  0.998386

4 0196350 9 0981022  0.999507 0.999974  0.999999

5 0098175 17 0.995232  0.999969  0.99999958  1.000000  1.000000

Example We aim at computing integral (6.19)

5 /2
= / e™* cos(x) = 1 (6.19)
- 0

by using the Romberg extrapolation. The first rows in the iteration matrix indicated
in Table 6.7 are reported in Table 6.9. Numbers shown in the column “0” result from
applying the trapezoidal approximation and then halving the interval length /. The
remaining columns report extrapolated values obtained by using recursion (6.17). We
see that the level of accuracy is [Ty 4 — T33| = 1.23 x 107, Notice that the trape-
zoidal rule would require as much as m = 1,025 subintervals in order to produce a
result with comparable accuracy.

Simpson Rule (n = 3)

The Simpson formula is based on a local quadratic approximation of the integrand
using nodes a, (a + b)/2 and b. From Table 6.1, we obtain:

b
/ £ dx = g(f(a) +4f(#) + f(b)>.

If f € C*([a, b)), then the error I (f)—1,(f) is —h> f ¥ (£)/90. For any even m, the
composite formula is obtained by applying the Simpson rule to consecutive nonover-
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lapping pairs of subintervals [x2;41, X242, x2j4+3], for j =0, 1,...,m/2 — 3, indi-
vidually, yielding the approximation (f (x2;+1) +4f(x2j42) + f(x2j43))h/3. Sum-
ming these contribution yields to the composite estimate

m/2—3

h
Ban(f) =3 D (Feje0) +4f (jp) + f(12)43)

Jj=0
h
= g(fl +a4fr+2fs+4fa+- +2fm-2+4fm-1+ fu)

It can be shown that the error in the composite Simpson formula is given by
b—a 4 .4
L) = Bm(f) = =g 7). & €la. b,

provided that f € C*([a, b]). Table 6.10 provides the pseudo-code for the Simpson
rule.

Example Table 6.11 reports values obtained for integrating

5 /2
/ e cos(x) = 1
en -2 0

Table 6.10. Pseudo-code for implementing the Simpson rule

Input a, b, mand f

Set h=(b- a/(m- 1)

sum= h * (f(a) + f(b)) / 3

For i =1 Tom- 2 Step 2
sum=sum+ h * f(a+i * h) * 4/ 3
Next i

For i =2 Tom- 2 Step 2
sum=sum+ h * f(a +i * h) * 2/ 3
Next i

return sum

Table 6.11. Integration of (6.11) using composite Simpson quadrature under alternative num-
bers of subintervals

m I3,m (f) En =1(f)— I3,m(f) Em/Eym+1
3 0.904385 9.562E-02 0.000
5 0.992511 7.489E-03 12.767
9 0.999507 4.928E-04 15.196
17 0.999969 3.119E-05 15.803
33 0.999998 1.955E-06 15.951
65 1.000000 1.223E-07 15.988
129 1.000000 7.645E-09 15.996
257 1.000000 4.780E-10 15.992

513 1.000000 3.009E-11 15.887
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by using the Simpson rule. We can see that the ratio between absolute errors ap-
proaches 16. This figure is in accordance with expression (6.9) as applied to the
Simpson rule (n = 2).

6.3 Gaussian Quadrature Formulae

Newton—Cotes formulae use a fixed number of equally spaced abscissas and choose
the weights to achieve the highest order of accuracy. Moreover, they are usually im-
plemented in a composite form: the interval of integration is divided into subintervals
of equal size, then the rule is applied to each subinterval, and finally the sum of re-
sulting numbers is taken as an estimate of the overall integral. In this framework,
convergence to the actual value of the integral can be rather slow. Consequently,
an accurate estimation may require a excessively large number of subintervals and
corresponding evaluations of the integrand function.

Gaussian quadrature rules select both the n abscissas and the n weights to pro-
duce a rule of order 2n — 1. This way we can exactly integrate polynomials of degree
2n — 1, that is the highest degree for which a polynomial can be integrated using
n points. Therefore, compared to the Newton—Cotes formulas, we may freely select
the abscissas at which the integrand function is evaluated.

Example We build a quadrature rule for integrating exactly all polynomials up to
the third order, i.e., combinations of 1, x, x2, and x3, over the closed interval [—1,1]
by using 2 points only (n = 2). By setting {w;, x;};=1,2 so that:

1
1) = fl Ldv =2 = wif(u) + waf(x2) = wi + wa,
1
I(x) = / xdx =0 =wy f(x1) + w2 f(x2) = wix + wax2,
—1
! 2
I(xz):/ xzdng:wlf(xl)+w2f(xz)Zwlx%—f-wzx%,
-1
1
I(x3)=f x3dx=0=w1f(xl)+w2f(xz)=w1x13—|—w2x§’,

1

we derive a set of nonlinear equations:

w4+ wy =2

wix) + wyxy =0
wix2 2_2
1X] + waxy = 3
0

wle + wzxg

The solution for this system is:

w =1, wy =1, X1 =——= Xy =

Sl
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Consequently, the 2-point quadrature rule for a function f reads as:

1 1 1
1= /_1 feyds = 1f(‘%) * lf(ﬁ)'

If we are interested in integrating the same function in the interval [a, b], we define
o= (a—+Db)/2and B = (b —a)/2, and compute

b 1
/a f(x)dx=/_1f(a+,3x)dx:1f<a—,3%)+lf(a+,3%).

We see that weights remain unchanged, while the two abscissas selected inside the
interval [a, b] are o — /3% and o + ,3%, namely those resulting from applying a
linear transformation of the abscissas obtained in case of integration on the interval
[—1, 1]. As a sample case, we consider f(x) = 1/(0.2x 4 3) on [—1, 1]. The exact
value is

1
1 8
f ———dx =5In[3+02x]|', =5In( = ) = 0.6676569631.
,02x +3 7

By using a two-point Gaussian quadrature rule, we get to an approximated value

1 1
1 1
0.2(—=1/4/3)+3 * 0.2(1/4/3) +3

= 0.6676557864,

with a bias evaluated as 1.1768 x 107°.

The quadrature formula illustrated above can be extended to integrate the product
of polynomials with any function ¢. We need to select weights w; and abscissas x;
in a way that the approximated integral

b n
f GO0 f(x)dx =Y w; f (xi)
@ i=1

is exact provided that f is a polynomial of degree 2n — 1.
The error in the quadrature rule, when ¢ (x) = 1, can be evaluated by the follow-
ing estimate. See Davis and Rabinowitz (1975)

b n (b _ a)2n+l(n!)4 n)
/a f@)dx ; wif i) = <5 ey SO, 620
where & € (a, b), provided that f (2")(5 ) is continuous on [a, b].

At first glance, we may think that computing abscissas and weights requires solv-
ing a nonlinear system with 2n unknown variables. However, it can be shown that
the abscissas are the zeros of a polynomial with degree n + 1, which in turn belong
to a sequence of polynomials that are orthogonal on [a, b]. (See Davis and Rabi-
nowitz (1975), pp. 95-100.) We now briefly illustrate this construction. The integral
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f ab ¢ (x) f(x)g(x) dx defines an inner product of functions g and f over [a, b] with
respect to the weighing function ¢ satisfying appropriate regularity conditions (i.e.,
positive, integrable and continuous on [a, b]). Following standard notation, we de-
note this quantity by (f, g). Two functions are said to be “orthogonal” on [a, b] with
respect to ¢ whenever (f, g) = 0. For a given weighing function ¢, we can build a
sequence of pairwise orthogonal polynomials py, pi, ..., p, of degree 0, 1, ..., n,
respectively, that is:

b
/ dxX)prn(X)pr(x)dx =0 for k # n.

Given such a sequence, we can obtain a new one (p;'),>1 where each element has a
unit norm, namely:

0 ifk#n,
1 ifk =n.

This is referred to as an “orthonormal system”. Notice, in particular, that p’(x) =
Pn(x)/(Pus pn)'/?. From now on, we assume inner products are all computed with
respect to a given weighing function ¢ defined on [a, b].

We now report three results relating the zeros of orthogonal polynomials to the
abscissas in quadrature rules.

b
(i p) = [ opipienar = |

Result 1 (Properties of zeros of orthogonal polynomials) The zeros of (real) or-
thogonal polynomials are real, simple (i.e. not multiple), and located in the interior
of [a, b].

Result 2 (Construction algorithm for orthonormal polynomials) Orthogonal
polynomials satisfy the following iteration:

Pnt+1(x) = (x — ay) pn(x) — by pp—1(x), (6.21)
p-1(x) =0, po(x) =1,

where
. (XPns pn)7 6.22)
(Pn» Pn)
b — (Pn: Pn)
n=-——:.
(pn—l ’ pn—l)
This leads to an iterative rule for building orthonormal polynomials, that is:
* Pn(X)
Pn®) (Pny PV
Result 3 (Relationship between polynomial zeros and quadrature abscissas) Let
the zeros of p}(x) be denoted by xi, ..., x,, Wherea < x; < x3 < -+ < x, < b.
Then, we can find positive constants wy, wy, .. ., w, such that:
b n
/ d(x) f(x)dx = Z w; f(xi), (6.23)
a

i=1
whenever f is a polynomial of order 2n — 1. Moreover, weights wy can be explicitly
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represented as:
(Pn-1, Pn—1)
wi = 7 )
Pn—1(x) p,,_y (xXk)

where p/ _, (xi) is the first-order derivative of the orthogonal polynomial at the zero
point x;.

A Gaussian quadrature rule is one whose abscissas and weights have been de-
termined according to the prescriptions in Result 3. In summary, this rule requires:

(a) generate orthogonal polynomials py, ..., p, using iterations (6.21) and (6.22);
(b) determine the zeros of p,(x);

(c) compute the corresponding weights;

(d) return (6.23) as a result.

Nowadays, these steps are well understood for a quite large class of weighing func-
tions and integration ranges. Also, numerical routines are widely available. The most
important weighing functions and their quadrature rules are given in Table 6.12. The
error term of the Gauss—Legendre rule is given in expression (6.20). If we define
M, = max_j<,<1 | f™ (x)|/n, this error is superiorly bounded:

1 n (2)2n+1 (I’l |)4 B
‘/_1 fx)dx — ;wlf(xl) = WMM = epny,

so that as n — 00, ¢, =~ ®/4" and the error term is bounded by nM,, /4", i.e.,
by an exponential rate of decrease as a function of n. The composite trapezoidal
and the composite Simpson rules have only polynomial rates of decrease, i.e. 1/m?
and 1/m*. Gaussian quadrature results to be always better than the trapezoidal rule,
except in the case of periodic integrands.

A pseudo-code for implementing the Gaussian quadrature rule is given in Ta-
ble 6.13. The algorithm is straightforward provided we have at our disposal a numer-
ical routine to compute abscissas and weights. For example, Chebyshev polynomials
have analytical abscissas and weights given by

(n(i ~ 0.5))
x; =cos| ——— ),
n

w; = —.
n

Table 6.12. Principal Gaussian quadrature formulas

Rule ¢ (x) Range Recursion
27+1 j
Gauss—Legendre 1 1 —1<x<1 Pjt1 = ].]Txpj - j]?pj_l
Gauss—Chebyshev — -1<x=<l Pj+1 =2xpj —pj—1
_ —x+2j+a+1 j+
Gauss-Laguerre x%e ¥ 0<x <400 Pj+1 = = j_JHa pj— (§+lf)17j—l
Gauss—Hermite e ¥ —00<x <400  pjt1=2xp; =2jpj1
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Table 6.13. Pseudo-code for implementing the Gaussian quadrature

Input a, b, mand f.
Conmput e the absci ssas ai and the weights w
Initialize sum= 0
For i =1tom

Conpute f at abscissas ai

Update the sum according to sum = sumwi *f (ai)
Next i
Return sum

VBA® functions:

function gaul eg(x1 As Double, x2 As Doubl e,
n As Integer) as Variant

and
function gaulag(n As Integer, alfa As Double) As Variant

return a set {w;, x;}i=1,....» for Gauss—Legendre and Gauss—Laguerre rules, respec-
tively. These functions are presented in Sect. 6.5.

Example We compute integral (6.11)

5 /2
/ e> cos(x) = 1
et —2 0

by using the 10-point Gauss—Legendre rule. The set {w;, x;};=1,....10 is reported in
Table 6.14. The first column contains the abscissas in [0, /2], the second column
exhibits the weights, while the third column indicates the quantities f (x;)w;.

The last row contains the approximated value Z}gl w; f(x;). In this example,
the absolute error is 8.90066 x 10713,

Example We evaluate f_ll 1/(1 4+ x?) dx by using the 10-point Gauss—Chebyshev
rule. The exact value of this integral is ©/2 = 1.570796327. The weighing function
according to this rule is (1 — x%)~1/2 which we consider on the interval [—1, 1].
Then:

! 1 1 1 (1 _x2)1/2 10
/_1 (1+x2) dv = /;1 (1 —x2)172 (1 +x2) dx ~ ;wif(xi),

where the function f is given by (1 — x%)!/2/(1 + x?). This point is illustrated in
Table 6.15. In particular, we have 12, w; f(x;) = 1.57488489 and the absolute
error equals 0.00408856.

An important property of the Gaussian quadrature rule is that the all weights are
positive, so that Gaussian formulas display nice round-off properties even for large
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Table 6.14. Example of Gauss—Legendre quadrature

X; w; fxpw;

0.02049376 0.052363551 0.012899989
0.10597898 0.117378815 0.034123158
0.25179114 0.172070027 0.065214501
0.44501022 0.211481587 0.109939222
0.66847253 0.232104183 0.164022574
0.9023238 0.232104183 0.206788039
1.12578611 0.211481587 0.204601451
1.31900519 0.172070027 0.141798329
1.46481734 0.117378815 0.054975751
1.55030256 0.052363551 0.005636986

Y10 wif) = 1

Table 6.15. Example of Gauss—Chebyshev quadrature

xi =cos(n(j — 1/)/n) __w; =n/n 7Gx wi
0.987688 0.314159265 0.024877061
0.891007 0.314159265 0.079506053
0.707107 0.314159265 0.148096098
0.45399 0.314159265 0.232083777
0.156434 0.314159265 0.302879456

—0.156434 0.314159265 0.302879456

—0.45399 0.314159265 0.232083777

~0.707107 0.314159265 0.148096098

—0.891007 0.314159265 0.079506053

—0.987688 0.314159265 0.024877061

YOO wif) = 157488489

values of n. This does not hold true for Newton—Cotes formula for which the weights
associated to high-order quadratures can be negative, round-off errors are magnified,
and the rule fails to converge. We can also use a composite Gaussian rule, that is split
the interval into several bins and apply the formula over each bin independently of
the other. In contrast with the Newton—Cotes formula where old points can still be
used, here the new abscissas are all different from those computed one step before
and a new computation is required. This problem also occurs whenever we try to
increase the accuracy of the Gaussian rule. In this case, all information obtained
while computing the lower-order rule is discarded at the following step as long as
weights and abscissas of rules of distinct orders are different from each other. This
problem has been partially solved by the Gauss—Kronrod formulas which enable us
to add new abscissas and return a new rule with higher order. In practice, the weights
need to be recomputed whereas to the original n abscissas n + 1 new abscissas are
added, so that the rule becomes exact for all polynomials of degree less than or equal
to 3n + 1, when n is even, or of degree 3n + 2 when n is odd. Finally, note that
integration formulas of Gaussian type with a certain number abscissas assigned by
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the rule at the outset exist. Radau and Lobatto rules are among the most popular
integration methods. These rules prescribe abscissas at the endpoints of the intervals
and use a unit weight ¢ = 1.

Note that integrals over infinite or semi-infinite intervals can be computed
through several approaches. For instance, we can replace an infinite limit of integra-
tion by appropriately selecting finite values and then using a Gauss—Legendre rule.
Another option consists of transforming the variable of integration so that the new
interval is finite. Needless to say, some care is necessary in order to avoid introducing
singularities in the new system of variables. Another possibility is to use quadrature
rules designed for infinite intervals, such as Gauss—Laguerre and Gauss—Hermite.

6.4 Matlab® Code

The Matlab® implementation of Newton—Cotes rules is quite straigthforward. For
example, the following trap() integrates the function fun in the interval [a, b] using
the trapezoid rule.

6.4.1 Trapezoidal Rule

function result = trap(a, b, mfun)
h = (b-a)/(m1l); x =[a:h:b]; y = eval (fun);
result = h*(0.5*y(1)+sumy(2: end-1))+0.5*y(end));
Example Letus write in the command window

>>trap(0, pi/2,513," exp(2*x).*cos(x)*5/ (exp(pi)-2)")

we get 0.99999535430049.

6.4.2 Simpson Rule

function result = sinpson (a,b, mfun)
m=m1; h = (b-a)/m x =[a:h/2:b]; y = eval (fun);
result = (h/6)*(y(1l)+2*sum(y(3:2:2*m1))
+4*sum(y(2:2:2*m)) +y(2*mtl));
Example Let us write in the command window

>> si npson(0, pi /2,125, exp(2*x).*cos(x)*5/(exp(pi)-2)")

we get 0.99999999947464.
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6.4.3 Romberg Extrapolation

function [T] = ronberg(a, b, n, fun);
%generate the first columm of the Ronberg matrix

h = (b-a) ;
for i = 1: n+1, T(i,1) = trap(a,b, (b-a)/h+l,fun);
h = h/2; end,
%start the extrapol ation
for s = 0:n-1, for i = s+l:n
ss = s+1; ii =i+l

T(ii,ss+1l) = (4" (s+1)*T(ii, ss)
-T(ii-1,s8s8))/(4"(s+1)-1);end ;end

Let us write in the command window
>>ronberg(0, pi/2, 3,"  exp(2*x).*cos(x)*5/ (exp(pi)-2)")

and we obtain the Table 6.9.

6.5 VBA® Code

The Newton—Cotes and Gauss—Legendre rules have been implemented in VBA®,

in the modules associated to the Excel file Quadrature.xls. These functions take the

extremes of the integration range, a and b, and the number of subintervals mfor the

composite Newton—Cotes or the number of points n for the Gaussian rules as inputs.
The integrating function must have the form

function f(x As Double, Optional Paraneters as Variant)
as Doubl e

where Par anet er s is a row vector containing the parameters that eventually enter
into the definition of the function. Examples of integrand are given in the VBA®
module nf _Xx.

The Newton—Cotes functions, VBA® module mNewt onCot es, return a num-
ber representing the estimated value of the integral (see Table 6.16). The function
r omber g is an exception. Instead of requiring the number of subintervals m it asks
for the maximum number (MaX) of subdivisions of the integration range that can
be used for extrapolating the final estimate, provided the stopping criterion is not
yet met. Mmax cannot exceed 16. The function r onber g returns a row vector con-
taining the estimated value of the integral, the difference between the last two di-
agonal elements, i.e. 7;; and T;_;— and the number of iterations. The functions
for the Gaussian quadrature are gaul eg, gq (in the VBA® module nLegendr e)
and gaul ag (in the VBA® module mLaguer r e) (see Table 6.17). The function
gaul ag requires the parameter al f a as input that enters in the definition of the
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Table 6.16. Newton—Cotes functions in VBA® module mNewtonCotes

function rectangul ar(a As Double, b As Doubl e,
m As | nteger) as Doubl e.
function trap(a As Double, b As Doubl e,
m As | nteger) as Doubl e.
function ExtendedTrap(a As Double, b As Doubl e,
m As | nteger) as Double.
function sinpson(a As Double, b As Doubl e,
m As | nteger) as Doubl e.
function ronberg(a As Double, b As Doubl e,
nmax As Integer) as Variant.

Table 6.17. Gaussian quadrature rules in VBA® modules mLaguerre and mLegendre

function gaul eg(a As Double, b As Doubl e,
n As |Integer) as Variant.
function gg(a As Double, b As Double, n As Integer) as Doubl e.

function gaulag(n As Integer, alfa As Double) As Variant.

A | B | C | D | E

0

1.570796327

1024

Exact 1.000000000 Ass(I(f)-1, m(f)

Rectangle 1.000180411 rectangular(B1,B2,B3) 1.80E-04
Trapezium 0.999998832 trap(B1,B2,B3) 1.17E-06
Ext. Trap 0.999999997 ExtendedTrap(B1,B2,B3) 3.19E-09
Simpson 1.000000000 Simpson(B1,B2,B3) 2.09E-12
GQ 1.000000000 gq(B1,B2,B3) 1.14E-11
Romberg 1.000000000 romberg(B1,B2,B3) 3.03E-12

Fig. 6.7. Example of usage of the VBA® integration routines.

weighing function (see Table 6.12). The functions gaul eg and gaul ag return an
n X 2 array containing the abscissas in the first column and the weights in the second
column. The function gq applies the Gauss—Legendre quadrature. Figure 6.7 illus-
trates how to use the above VBA® functions and compares the different numerical
routines in the computation of (6.11).

6.6 Adaptive Quadrature

This method is based on the following idea. We split the integration range [a, ]
and then keep on refining it until the composite quadrature formula produces the
required level of accuracy. First, we integrate f(x) by using two numerical methods
and come up with approximations /1 and I. With no loss of generality, we may
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Fig. 6.8. Matlab® adaptive routine quad is used to integrate sin(1/x) over the interval
[0.1, ®/2]. Sample values are denoted by dots on the x-axis. The corresponding values of
the integrand function are indicated by dots.

assume that /| is more accurate than /I,. If the difference of the two approximations
is smaller than some prescribed tolerance, one accepts /; as the value of the integral.
Otherwise, the interval [a, b] is split into [a, c¢] and [c, b], with ¢ = (a 4+ b)/2 and
the corresponding two integrals are computed independently of each other. Splitting
intervals into subintervals continues until the stopping criterion

[ — D]
[11]

< tol

is met for each integral. Here, I; and I are two estimates for the integral computed
on the subinterval under consideration and ro/ is a predefined tolerance. In order
to prevent the procedure from generating an excessive number of subdivisions, the
suggested criterion is usually implemented with additional conditions.

Matlab® functions quad and quadl are based on an adaptive recursive Simp-
son’s rule and on a recursive Lobatto quadrature, respectively. Figure 6.8 illustrates
the way function quad adaptively splits the integration range [0.1, /2] for the pur-
pose of integrating sin(1/x). As it is clear from the graph, the integrand is more
thoroughly sampled in those portions of the domain where integration is more chal-
lenging, namely the ones where the integrand function exhibits an oscillatory behav-
ior. A typical problem arising from the use of adaptive routines is encountered while
dealing with discontinuous functions. In this case, a large number of successive eval-
uations may be produced by the algorithm. In order to circumvent this problem, it
may be useful to apply an adaptive quadrature routine on each of the two sides neigh-
boring the point of discontinuity.

The syntax of function quadl 1is reported in Table 6.18. Function
quadl! (fun, a, b) computes the integral of function f un between a and b by
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Table 6.18. Syntax of the MATLAB® function

Synt ax quadl

[1,n] = quadl (fun,a,b)

[1,n] quad! (fun,a, b,tol)

[1,n] quadl (fun,a, b,tol,trace)

using a recursive adaptive Lobatto quadrature with a default tolerance equal to 107°,
Here, f un is a function handle through either an M-file function or an anonymous
function. An anonymous function can be defined directly in the command window.
For example,

>> fun = @x) exp(x).*cos(x);

is a function handle that defines f(x) = e* cos(x). Routine quad| returns the esti-
mated value | of the integral and the number n of function evaluations.
quadl (fun, a, b, t ol ) allows the user to specify the tolerance level to be adopted
in the stopping criterion, whereas quadl! (f un, a, b, t ol , t race) generates a ta-
ble [n|a|b — a|l], where n is the number of functional evaluations (first column), a is
the abscissas at which the integrand is computed (second column), b — a is the size
of each subinterval (third column), and 7 is the value of the integral in each subinter-
val (fourth column). quadl may issue one of the following warnings: “M ni mum
step size reached” indicates that the recursive interval subdivision has pro-
duced a subinterval whose length is on the order of round-off error in the length
of the original interval. A nonintegrable singularity is possible. “Maxi mum f unc-

tion count exceeded” indicates that the integrand has been evaluated more
than 10,000 times. A nonintegrable singularity is likely. “I nfinite or Not -

a- Nunmber function val ue encount er ed” indicates a floating point over-
flow or division by zero during the evaluation of the integrand in the interior of the
interval.

Example Let us reconsider the integral (6.11)

5 /2
/ e cos(x) = 1.
en -2 0

We want to compute this value by using quad and quad| . First, we define f un as
an anonymous function.® In the Matlab® command window we write:

>>Cc = 5/(exp(pi)-2);
>>fun = @x) c.*exp(2.*x).*cos(x);

6 This is possible in Matlab® 7. In Matlab® 6 we need to use a different syntax:
>> fun = inline(’ c.*exp(2.*x).*cos(x)','x ,'¢c");
>> ¢ = 5/ (exp(pi)-2);
>> quad(fun,0,pi/2,10"-6, trace on’,c)
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Funct. Evals. X; Xirq=X; |

11 0.000000 0.213298 0.062389
13 0.213298 0.213298 0.091095 0.153483
17 0.426597 0.358801 0.234610
19 0.426597 0.179401 0.103727
21 0.605998 0.179401 0.130883 0.234610
23 0.785398 0.358801 0.327800
25 0.785398 0.179401 0.156145 0.327800
27 0.964799 0.179401 0.171655
31 1.144199 0.213298 0.190276 0.190276
33 1.357498 0.213298 0.093830
35 1.357498 0.106649 0.066821 0.093830
37 1.464147 0.106649 0.027009

In(f) 1.000000

Fig. 6.9. Subdivision of the integration range for computing the integral in (6.11) by using the
MATLAB® function quad.

Then, we apply the quadrature rule:
>>[1,n] = quad(fun,0,pi/2,10"-6)
and get to I = 0.99999999502151 and n = 37. If instead we use the command:
>>[1,n] = quadl (fun, 0, pi/2,10"-6)
we obtain / = 1.00000003176782 and n = 18. Another input may be:
>>[1,n] = quad(fun,0,pi/2,10"-6, trace on’)
which returns results reported in Fig. 6.9.

There, the first column states the number of function evaluations; the second
column indicates the abscissas at which the integrand function is computed; the third
column contains the size of each subinterval; the fourth column reports the value
of the integral on each subinterval; the last column underlines the subintervals that
contribute to the computation of the final integral.

6.7 Examples

In this section we consider several examples. First, we apply quadrature methods to
the pricing of options in the Black—Scholes model. Next, we consider the same prob-
lem under the assumption of square-root dynamics for the underlying asset. Then, we
consider the problem of pricing options on coupon bonds in the Cox—Ingersoll-Ross
model. Also, we examine the pricing of barrier options under discrete monitoring of
the hitting condition. Finally, we implement the FFT algorithm to price derivatives
in the case of underlying assets driven by Lévy processes.



186 6 Quadrature Methods
6.7.1 Vanilla Options in the Black—Scholes Model

Let us consider the pricing problem of a plain vanilla option in the Black—Scholes
setting. The option price requires computing the following integral:

+00
c=e_”/ (eg—K)h(E,T;Z)dé,
1

nK

e e 1 o2\ \°
Gro= 2no2t exp<_202T (é—z—<r—7>r> )

z = Inx, and x denotes the spot price. In practice, we consider a range of possi-
ble log-prices at maturity, starting from In K and moving up to Zmax, a value se-
lected such that (e*m> — K)h(zmax, T; z) turns out to be a small quantity, e.g., no
greater that 10~8. Numerical quadrature approximates the integral under consider-
ation as Z:’;ll w;(e5 — K)h(&;, 1; 7). Here, spacing between &;’s equals the con-
stant 1 = (Inxpmax — In K)/(m — 1), where xp,x = e*™, in composite Newton—
Cotes methods, whereas it varies in the Gauss—Legendre quadrature. The result-
ing assessment can be compared to the well-known Black—Scholes formula. We
consider a call option with strike price K = 100 and time to maturity 7 = 1.
We also assume an instantaneous volatility o = 0.2, a risk-free rate of inter-
est r = 0.1, and a standing market price of the underlying asset x = 100. The
Black—Scholes price is 13.26967658466089. We set zmax = In400. Table 6.19 re-
ports prices for four alternative quadrature methods along successive halvings of A,
taking h = (Inxmax — InK)/8, (Inxmax — In K)/16, (Inxmax — In K)/32, and so
on. Gaussian quadrature provides a result that is accurate to the sixth digit with
m = 33. As theory suggests, among Newton—Cotes formulas, Simpson’s is the pre-
ferred one, immediately followed by the Extended Trapezoidal formula. Table 6.20
shows the behavior of the absolute error E,, ,, = |I(f) — In.m(f)| and of the ratio
Rym = I(f)=Lim(OV/(f)—Ln.om—1(f)| for varying values of m. In particular,
Ry, corresponding to the Newton—Cotes formulae converge to 2"+! for n odd (e.g.,
4 for the Trapezoidal rule, n = 2), and to 2"+ for n even (e.g., 16 for the Simpson
rule, n = 3). The order of the extended Trapezoidal formula (6.13) is h3, so that
halving & results into a reduction of the error by a factor 8. For the Gauss—Legendre
formula, m stands for the number of points in the quadrature rule. Table 6.21 reports
results relative to the Romberg integration. After just 9 iterations, i.e., by extrapolat-
ing results out of the Trapezoidal formula with m = 2,3,5,9, 17, 33, 65, 129, 257
and 513, we get to an option price equal to 13.26967658, that is an absolute error
equal to 1.672 x 10711,

Finally, we have used the built-in Matlab® integration routine quad| . We have
constructed a *. mfile containing the function to be integrated as f unct i onGBM
The calling command is

where

i ntegrand = functi onGBM x, phi, spot, stri ke,
maturity, rf,volatility)
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Table 6.19. Pricing a call option in the Black—Scholes model using numerical quadrature:
T (Trapezoid), ET (Extended Trapezoid), S (Simpson), GL (Gauss—Legendre)

m T ET (6.13) S GL
9 12.713444 13.254415 13.547893 13.690968
17 13.134627 13.286321 13.275021 13.269557
33 13.236146 13.272851 13.269985 13.269677
65 13.261308 13.270135 13.269696 13.269677
129 13.267585 13.269737 13.269678 13.269677
257 13.269154 13.269684 13.269677 13.269677
513 13.269546 13.269678 13.269677 13.269677

Table 6.20. Absolute error and relative error in pricing call options using different quadrature
methods: T (Trapezoid), ET (Extended Trapezoid), S (Simpson), GL (Gauss—Legendre)

T ET S GL

m En,m Rn,m En,m Rn,m En,m Rn,m En,m
9 5.562E-01 5.501 1.526E-02 145.643 —2.782E-01 0.832 —4.213E-01
17 1.350E-01 4.119 —1.664E-02 —0.917 —5.345E-03  52.055 1.195E-04
33  3.353E-02 4.028 —3.174E-03 5.244 —3.086E-04 17.319  4.165E-10
65 8.369E-03 4.007 —4.581E-04 6.929 —1.893E-05 16.305 3.921E-11
129 2.091E-03 4.002 —6.081E-05 7.533 —1.177E-06 16.075 2.771E-11
257 5.228E-04 4.000 —7.813E-06 7.783 —7.349E-08 16.022  3.553E-10
513  1.307E-04 4.000 —9.896E-07 7.895 —4.576E-09 16.059  4.862E-10

>>[price nureval ]

Table 6.21. Pricing a call option in the Black—Scholes model using

Romberg extrapolation

Price Iterations Error

13.5379776782 4 2.683E-01
13.2510395962 5 —1.864E-02
13.2699407831 6 2.642E-04
13.2696756268 7 —9.578E-07
13.2696765856 8 8.943E-10
13.2696765846 9 —1.672E~11

If we restrict the infinite integration interval to [0, 6], we can type (notice that we
scale the spot price dividing it by the strike)

in the command window and obtain

and

= quadl (@ uncti onGBM 0. 000001, 6,

10°-6, trace off’, 1, 100/ 100,
1,1,0.1,0.2);

price*100 = 13. 26969508049296

nuneval =168
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Table 6.22. Pricing a call option in the Black—Scholes model using the MATLAB® adaptive
quadrature routine

Tolerance Price Function evaluations (s)
10 13.26969517231181 169
10~7 13.26967472206082 199
108 13.26967662879438 349
1079 13.26967662880944 409
10-10 13.26967662880941 439
1011 13.26967658467796 589

In Table 6.22 we report prices obtained by running function quad| under varying
tolerance levels. Results appear to be highly accurate.

6.7.2 Vanilla Options in the Square-Root Model

Most of the research in option pricing assumes that the underlying asset follows
a simple GBM. However, it is well known that this model has several drawbacks,
e.g., the volatility smile effect. In this section we reconsider the constant elasticity
of variance (CEV) already presented in the context of pricing using PDEs. In this
model, the dynamics of the underlying price are given by:

dx(t) = rx dt + ox*?2dW (1),

where 0 < A < 2. We obtain the lognormal model as a special case by setting A = 2.
The transition density of the process can be expressed in terms of a noncentral chi-
squared distribution. As an illustrative example, we consider the case A = 1.7 The
(time-homogenous) transition density is given by

rT
w(y, T x) = 1/’“; ye VTN (2 [xerTy), (6.24)

where y = 2r/ (62(e'™ — 1)) and I;(z) is the modified Bessel function of order 1

B (x? /4
I = 2x Z <TGk +2)°

7 Notice that by using the transformation y = x2~* and then applying It6’s lemma we obtain:
1
dy(r) = (rxxlf)“ + Eazx)‘xf)‘) dt + ox! =22 dW ()
L)
= Eg +ry|dt+o/ydW(@),

i.e., y is a square-root process. Therefore, the numerical example we are discussing with re-
gard to the square-root process can be easily extended to processes with A different from 1.
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Table 6.23. Comparison of different quadrature methods, T (Trapezoid), ET (Extended Trape-
zoid), R (Romberg), S (Simpson), GL (Gauss—Legendre), AL (Adaptive Lobatto), in pricing
options under the square-root process. RSSE stands for the root of the sum squared errors,
taking as benchmark the GL rule

Strike T ET R S GL AL
80 24.703785 24.704346 24.704262 24.704259 24.704261 24.704251 (828)
90 15.905726  15.907228 15.907108 15.907108 15.907108 15.907102 (618)
95 11.994622 11.996561 11.996465 11.996466 11.996465 11.996460 (618)
100 8.601314  8.603483  8.603437  8.603439  8.603437  8.603433 (618)
105 5.832221  5.834345  5.834354  5.834356  5.834354  5.834352 (558)
110 3.722808  3.724647  3.724697  3.724699  3.724697  3.724696 (558)
120 1.251160  1.252142  1.252208  1.252208  1.252208  1.252207 (468)

RSSE  0.004388  0.000200  0.000001  0.000004 - 0.0000133

and where I' (z) is the Gamma function

“+00
I'(z) = / e dr.
0

(I1—e™") 4x
— v=1; Y=——7s
o2t(t)

then the random variable 4e~"*y /(o 27 (¢)) has a non-central chi-squared density with
four degrees of freedom and noncentrality parameter y .

In Table 6.23 we compare the different quadrature methods for pricing a plain
vanilla option. The quadrature methods have been implemented setting m = 200.
The Romberg (R) extrapolation quadrature has been implemented by using 8 recur-
sions, i.e., by extrapolating the trapezoidal rule starting from m equal to 2, 3, 5, 9,
17, 33, 65 and 129 according to the sequence h;11 = h; /2. Last column refers to the
Adaptive Lobatto rule (AL) implemented in Matlab® by the function quadl.® Model
parameters are: r = 5.91%, o0 = 1.353885, 7 = 1 year, and x(0) = 100.

In Table 6.24 we still use the Adaptive Lobatto rule to price a call option using
the quadl Matlab® function. The tolerance has been set equal to 10!, In the
example, weset X = 1,r =0.1,0 = 0.4, T = 1 and we let K vary.

If we set:

(1) =

8 In particular, the numbers in the last column have been obtained with the commands:
k = [80, 90, 95, 100, 105, 110, 120]
for i =1:7
[op(i) neval (i)]
= optionpricegbntev(1, 2,100, k(i), 1,0.0591, 1. 353885, 300,
107-11)

end
op’; neval’

This function makes use of the function
prob = densityGMCEV(spot T, spot, maturity,rf,

vol atility, nodel)
that returns the density of the GBM and square-root process.
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Table 6.24. Call option prices for different models: square-root (A = 1),
GBM (A, =2),CEV (. =3)

Strike r=1 r=2

0.7 0.392836 0.386449
0.8 0.321699 0.316001
0.9 0.258349 0.254849
1 0.203433 0.203185
1.1 0.157091 0.160499
1.2 0.118996 0.125858
1.3 0.088464 0.098142

This example has been done using the function

function [op, neval]
= optionpricegbntev(phi, nodel , spot,strike, maturity,
rf,volatility,upperlimt,tol)

6.7.3 Bond Options in the Cox-Ingersoll-Ross Model

The Cox, Ingersoll and Ross (1985) model (CIR) assumes short rate risk-neutral
dynamics:

dr(t) = a(pu —r(0))dt +o/r(t) dW ().

The time ¢ price of a zero-coupon expiring at time 7 is:

P(t.T:r()) = P(t.T) = Ef (e~ "% r(p)).

This expression admits a closed-form:

P(t,T) = A(t, T)e B&.Dr®), (6.25)
where
2 $rt/2 3
Al 1 +17) = f1e , (6.26)
G (e?1T — 1) + 2¢
et — 1 6

B(t,t =2 27
1) @2 + 2¢1 (627

/2 2 2ap

¢1 =va*+207, ¢ =¢1+a, 3 =

o2’

We aim at pricing coupon bearing bond options by using quadrature methods. This
problem can also be solved by using the PDE approach as illustrated in the chapter
on the numerical solution of linear systems.

Let the option expire at time 7" and define ¢; as the coupon paid off at time 7;,
where T; > T foralli = 1,...,n (¢, includes the bond notional). The option
pay-off with strike price K is given by:
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Pay-off = <¢ (Z P(T, T;; r(T))ei — K))
—+

i=1

= <¢ (Z A(T, T)e BT Tor(M . _ K>> ’
+

i=1

where parameter ¢ has been introduced to distinguish a call option (¢ = 1) from a
put option (¢ = —1). We aim at computing the arbitrage free price:

n +

i=1

where the time to maturity is defined by t = T — ¢. The pricing problem can be
considerably simplified by using an appropriate change of numéraire. Precisely, let
P'*7 denote the equivalent probability measure that makes prices martingales once
discounted by the zero coupon bond maturing at ¢ + t. This is the so-called t + t
forward measure. The pricing problem requires computing

n +
M(T, l") — P(t, t+ _L,)E;-‘rf ((d)(z A(t + 1, n)e—B(t'f“E,]})f(t'f“E)ci _ K)) >,

i=1

where expectation is taken with respect to rate dynamics under the forward mea-
sure P17,

We observe that the coupon bond price is a strictly decreasing function of the
instantaneous rate. Therefore, the call (resp. put) option is exercised provided that
r(t + 1) < ro (resp. r(t + ) > rg), where rg is the unique solution of equation

n
Z A(T, T;)e BT Toroe, = k. (6.28)
i=1

The option price can be computed as follows:

n +

V(r)=E§+f<<¢<ZA(z+r, Ti)e_B(H”T")’(t”)ci—K)) ) (6.29)
i=1

R fydr, g =1,

T ey ey ¢ =1,

ro

(6.30)

where 7 (r) = o3I, A(t + 7, T)e BUFTTori+0 e, — K and f(r) is the density
function of the instantaneous rate (¢ + t) under the forward measure P*7. This
latter is given by

F) =~ (X an
r)=— FEERLE) 9
X\ "

with
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o2(ef1+0) _ 1)
202¢1 + (¢1 + @) (D) — 1)’
8pTe?1 ) (1)
o2(10F) — D (2¢1 + ($1 + ) (1 0FD — 1))

ky =

A =

and x2(x, d, 1) representing the density of a non-central chi-square variable with d
degrees of freedom and non-centrality parameter A, namely:

x\4/4-1/2
K0, d,h) = e—me—"/z(ﬁ Lajp-1(Vxi).

Here 1;(x) is the modified Bessel function of the first kind as defined by

x\9ER 2/t
wor=(3) St

k=0

In Table 6.25, we price an option on a coupon bond. The coupon bond pays a yearly
coupon of 5% per annum for four years, beginning just one year after the option
maturity. We compare the results obtained by numerical integration to those stem-
ming from either solving the pricing PDE or running Monte Carlo simulations. Both
numerical solution of the pricing PDE and the quadrature formula often provide es-
timates within the 95% MC confidence interval. Numbers reported in last column
of this table have been obtained using a Matlab® code. In particular, the integral in
(6.30) has been computed using function quad| with a tolerance level set equal to
10~°. The MATLAB® function to be called is:

[op, nf]
= Opti onCouponBond_Cl R(phi, stri ke, opti onexpiry,
vCouponDat es, vCouponAnount ,
shortratet, speed, mu, vol atility)

This routine implements the pseudo code given in Table 6.26 and returns option
price and number of function evaluations required to compute the integral by using
the quad| adaptive routine. Notice that this implementation requires a routine to
compute the noncentral chi-squared density and the price of a zero-coupon in the CIR
model through formula (6.25). As an example, 2.3386119 (408) in the last column
have been obtained by writing in the command window:

>> [op, nf]
= OptionCouponBond_Cl R(1, 95.703393,1,[1, 2, 3, 4],
[55 5 105],0.05,0.1,0.1,0.1)

6.7.4 Discretely Monitored Barrier Options

Let us consider a double barrier knock-out option. That is a call option that expires
worthless provided that one of two given barriers has been hit at any monitoring date
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Table 6.25. Prices of options on a coupon bond in the CIR model. Parameters « = 0.1,
n=0.1,0 = 0.1, rpinp = 0, rmax = 0.5. Strikes have been set equal to the forward price of
the coupon bond

Option Strike MC (s.e.) PDE Adaptive quadrature

maturity 500,000 runs (m = 500, n = 1,000) (s.e.)

1 95.703393 2.3405161 2.3386243 2.3386119
(0.0036606) (408)

2 94.825867  2.9505254 2.9534488 2.9535513
(0.0046964) (348)

3 94.129268  3.2113425 3.2217921 3.2220002
(0.0052998) (348)

4 93.576725 3.3185218 3.3090647 3.3093217
(0.0057044) (348)

5 93.138299  3.2953126 3.2897274 3.2898931
(0.0059728) (348)

Table 6.26. Pseudo-code for pricing an option on a coupon bond in the CIR model

I nput s:
nmodel paraneters: o, u, o, r,
vector of paynment dates and coupon anobunts
option expiry and payoff (call or put)
Sol ve (6.28)
Define the integrand =(r)f(r)in (6.30)
Conput e using a quadrature nmethod the integral (6.30)

during the contract lifetime. Let 0 = 710 <t < - < tp < --- <1, =T be
the monitoring dates and define [ (resp. u) the lower (resp. upper) barrier active at
time 7. By setting [ = 0 or u = +00 we recover the payoff of a more traditional
single barrier option. To simplify our exposition we assume constant barriers and a
time-homogenous process, i.e. the transition density does not depend on . Therefore,
we may denote by p(y, t; x) the conditional transition density from state x at time ¢
to state y at time 7 + . Both GBM and the square root process are examples of time-
homogeneous processes. Let us denote the price of the barrier option when ¢t > #,
by v(x,,n) = v(x,t,n;l,u). By setting T = ¢ — t,, the option price satisfies the
recursion relation:

+o00
v(x,t, +1,n) = e_rrl{xe[l,u]}f pE, t;x)v, ty,n —1)d§, (6.31)

—00
where 1;y¢[,, is the indicator function for the interval [/, u] as defined as:

1 ifx e[l,ul,
Yixelruy = 0 ifx ¢l ul

This function has been introduced to take into account the possibility of hitting the
barrier at the monitoring date #,,. By using the fact that v(§, t,,, n—1) is zero whenever
& ¢ [l, u], we have:
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u
v(x,t, +T,0) = e_”/ p&, T, x)vE, ty,n—1)dE forl <x < u.
l

The option price is given by a recursive univariate integration consisting of a single
integral for every monitoring date. In order to exploit the recursive structure of the
problem, we compute the option price at the monitoring dates 1, t2, ..., #, only.
Then we use (6.31) at the intermediate date 7, + . In other words, we want to
compute v(x, t,, n), for n > 0. Actually, this is the main advantage of the present
methodology compared to lattices and finite-difference techniques. More precisely,
here we need not consider intermediate time steps and can move to any value of the
underlying at each monitoring date. This procedure simply requires knowledge of
the transition density in closed form.

As an example, let us consider the GBM process and then let us consider the log-
return z = In x and define g(z, t,, n) = v(e%, t,,, n). The recursion formula becomes

Inu

gz, ty +1,n) :e_”/ hE, ;0 ty,n—1)dé, Inl <z <lInu
In/

e e ] 1 a®\ \*
G ma= 2nolt exp<_2‘727 (S_Z_ (r—7>1’> )

We compute the above integral using a quadrature with weighing coefficients w; and
abscissas y; € [/, u]:

where

m
g tn+7,0) =) wih(y;, T3 Dty — 1),
j=1

If we consider the option price computed at the m points z = (z1, ..., Zm), We can
write:
gz, n+ 1) = Kg(z, n),

where K is an m x m matrix whose element (i, j) is given by w;h(y;, v; z;)e™ %, and
g(z,n) is a vector with entries g(z;, t, + t, n). The pricing procedure is described in
Table 6.27. The computational cost is linear in the number of monitoring dates and
requires the construction of the matrix K, which involves m? operations, plus an
additional m operations to compute the product Kg. Therefore the resulting cost is
in the order of O(m? + nm). Let us consider a double barrier option with lower
threshold I = 95, upper threshold u = 110, risk-free rate » = 10%, instantaneous
volatility o = 20%, a number of 25 monitoring dates, 0.5 years to go and strike price
K = 100. In Table 6.28, we compare different quadrature methods for m = 301.
Note the excellent agreement (within 5 digits!) between the results from Extended
Trapezoid, Simpson and Gauss—Legendre methods, whereas the Rectangular method
appears inaccurate. Figure 6.10 shows the price, delta and gamma of a discrete bar-
rier option as function of the spot price. Figures 6.11-6.13 illustrate the way the
number of monitoring dates affects option prices (that have been computed by using
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Table 6.27. Pseudo-code for pricing discrete barrier options

Set g(z,0)

Build iteration matri x K

i =1
Wiile i<n Do g = Kg,i = i+1.

Table 6.28. Prices of discrete barrier options for different quadrature methods (m = 301).
Romberg extrapolation has been conducted using m = 2, 3, 5, 9, 17, 33, 65, 129, 257, for a
total of eight iterations. Parameters » = 0.1, 0 = 0.2, K = 100,/ =95, u = 110, = 0.5,
n =25

Spot Rectangular T R ET S GL

95.00022  0.069795 0.068124  0.068132  0.068131  0.068131  0.068132
97 0.117652 0.115172  0.115186  0.115184  0.115184  0.115185
99 0.154918 0.151925  0.151942  0.15194 0.151939  0.151939
99.5 0.161189 0.158119  0.158139  0.158135  0.158134  0.158134
100 0.166097 0.162971  0.162987  0.162986  0.162985  0.162984
100.5 0.169626 0.166463  0.166479  0.166479  0.166478  0.166476
102 0.172133 0.168965  0.168983  0.168981  0.16898 0.168981
105 0.145087 0.142324  0.142340  0.142337  0.142337  0.142338
107 0.109937 0.107695  0.107707  0.107706  0.107706  0.107707

109.9997 0.052086 0.050837  0.050843  0.050843  0.050842  0.050843

the Gauss—Legendre quadrature method). Values can vary from 0.46455 with 5 mon-
itoring dates up to 0.08255 with 100 monitoring dates. The continuous monitoring
formula, developed by Kunitomo and Ikeda (1992), returns 0.02939. These price dif-
ferences support the need for a numerical method to take into account monitoring in
discrete time. Figure 6.11 illustrates the way delta and gamma may vary with the
number of monitoring dates.

All numerical results in this section have been obtained by using the VBA®
function:

Function DiscreteBarrier(quadrature As Integer,

phi as Integer, EuAm as |nteger, spot As Doubl e,
strike As Double, rf As Double, sg As Double, dt
As Doubl e, ndates As Integer, |owbarrier As Dou-
bl e, upbarrier As Double, npoints As Integer) As
Vari ant

The first argument (quadr at ur e) allows the user to select the quadrature rule (1 =
“Rect angul ar”, 2 = “Tr apezoi dal 7, 3 = “Ext ended Trapezoi dal ”,
4 = “Sinpson”, 5 = “CGauss- Legendr e”). The second argument (phi ) al-
lows to distinguish between call (phi = 1) and put options (phi = -1). The
third argument (EUAM) allows to distinguish between the European (EUAM = 1)
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Fig. 6.10. Price, Delta and Gamma of a discrete barrier option vs. spot price. Parameters:
r=0.1,0=021=05 K =100,n =25, =95, u = 110.
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Fig. 6.11. Price of a discrete barrier option and monitoring dates. Parameters: r = 0.1, 0 =
0.2, =0.5, K =100, x = 100.0194,1 = 95, u = 110.

and the American version (EuUAM = 0).° The last parameter (NPOi Nt S) represents
the number of abscissas in the selected quadrature rule. Remaining parameters are
easily understood. The function returns an array with two columns, one reporting the
abscissas, the other indicating the corresponding option value.

9 In this case, we compare at each monitoring date and node by node, the intrinsic value
of the option to the residual value stemming from holding the option at each step of the
iteration.



6.8 Pricing Using Characteristic Functions 197

05
0.45 -
04 5
8 s — 10
a 15
g 0.25 20
S 02
O 0.15 1 —25
0.1 - //\ —30
0.05 -
0 T T T T T T T T
925 95 975 100 1025 105 107.5 110 112.5

Spot Price

Fig. 6.12. Price of a discrete barrier option as function of the spot price, for different mon-
itoring dates (5, 10, 15, 20, 25, 30). Parameters: r = 0.1, ¢ = 0.2, = 0.5, K = 100,
x =100.0194,1 =95, u = 110.
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Fig. 6.13. Delta and Gamma of a discrete barrier option and monitoring dates. Parameters:
r=0.1,0 =02, =0.5, K =100, x = 100.0194, = 95, u = 110.

6.8 Pricing Using Characteristic Functions

Several option pricing models generate analytical expressions for the characteristic
function of the underlying variables. This allows us to price derivative contracts by
using numerical approximations of the required probability distributions as obtained
by Fourier inversion. In this section, we define the characteristic function of a r.v. and
we show how it can be used for option pricing purposes. Then, we illustrate the way
quadrature methods can be used to make usable this important tool. In particular, we
present the Fast Fourier Transform (FFT) algorithm.
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The characteristic function ¢(y) of a random variable Z is defined as
p(y) = Ei(e7%),

where i := +/—1 is the imaginary unit and y is a complex number. Observe that ¢
is a complex-valued function, except when z has a symmetric distribution, in which
case it is real-valued. If Z has density function P;(Z € dz), we can equivalently
write

+oo |
ply) = / eV P (Z € dz).
—00

It can be shown (e.g., Kendall (1994)) that if fR lo(y)|dy < oo, then Z has con-
tinuous probability density function that can be recovered by the following Fourier
inversion formula:

| :
P(Z €dz) = E/(; Re(eﬂ“(p(y)) dy, (6.32)

where Re(-) stands for the real part of its argument.'? Expression (6.32) shows that
the characteristic function identifies the distribution of Z. More generally, it can
be shown that characteristic functions unequivocally identify distribution functions.
Elementary properties of the characteristic function are given in Table 6.29.

Example 1f Z ~ N(0, 1), then

o(y)=e 7,
Moreover, if Y = u+0Z ~ N (i, 02), using property (d) in Table 6.29, we get

E, (eiyY) — elvu—r’c?/2.

Table 6.29. Elementary properties of the characteristic function

(@ 0 =1

® e =1

(c) IfY = —Z, then E, (V) = @(y), where ¢(y) is the
complex conjugate of ¢(y).

(d Y =a+bZ thenE;(e?7Y) = eV (by).

© E(Z"= (i)"%’yzo, nen.

®) If Z| and Z; are independent r.v.s with c.f. ¢1(y) and @3 (y)
then, Y = Z| + Z; has cf. given by ¢1(y)@2(y).

10 Sometimes the inversion formula is given by ﬁ fj':s e~ ¥2y(y, T)dy. The two expres-
sions coincide when the original function is a real function.
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In order to understand the importance of the characteristic function in option
pricing, we start with a simple example. Recall that the arbitrage-free price of a con-
tingent claim can be expressed as a conditional expectation of its discounted payoff.
If we consider a standard call option, then the price reads as:

c(K,T) =E (e T(x(T) - K)")
=e "T"HEN(X (D Lixr)=k)) — KEf Lix )=k}
If we define z(T) = In X(T) and k = In K, we can write

(e, T) = e T HEH (D r)>1)) — B Uzy-i)) }
= X)) — ek e T ;.

Quantities /71 and IT; can be interpreted as “stock-adjusted” and “money-market
adjusted” probabilities, i.e., these probabilities have been computed by using respec-
tively the stock and the money market account as numéraires. I7; and I1, both rep-
resent the probability of ending up in-the-money at the option expiry. However, they
are computed under martingale measures for two different numéraires: /7 uses as a
numéraire the stock itself, whereas IT, uses the money market account:

I, =Pr} (X(T) > K),
I, = PP (X(T) > K),

where the apex underlines that in the first case we are using as probability measure
the one that makes e’T/X (T) a martingale, whereas in the second case the ratio
X(T)/e"T must be a martingale.

The two expectations above can be evaluated using the characteristic function of
Z(T). Let us define:

+00 |
o1(y) =/ " P (Z(T) € dz),

—00

oo
oY) = / eV PE(Z(T) € dz),
—00
where PX and P2 denotes the density function of Z(T') under the two different
numéraires (stock and money market account) and where we omit the dependence
of the characteristic function on the option expiry 7. The functions ¢ (y) and @2 (y)
are the Fourier transforms of the probability density functions ]P’tX (Z(T) € dz) and
IP’,B (Z(T) € dz). It can be shown (e.g., Kendall (1994) or Duffie, Pan and Single-
ton (1998)) that the probabilities /1] and IT> can be recovered using the inversion

formulas
1 1 +o00 —iyk
==+ —/ Re(e,ﬂ) dy, (6.33)
2 T Jo 1y
1 1 +o00 —iyk
M==+- / Re(e.ﬂ) dy. (6.34)
2 7w 1y
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and Re(-) stands for the real part of its argument.

Integrals (6.33) and (6.34) can be computed by quadrature. To this end, some
care is necessary if we are to tackle instability issues linked to the oscillatory nature
of the integrand function, due to the presence of the complex exponential function.
Recalling our previous discussion, the trapezoidal rule is expected to perform much
better than other Newton—Cotes rules and should be comparable to Gaussian quadra-
ture. However a more efficient approach has been proposed in Geman and Eydeland
(1995) and in Carr and Madan (1998). These authors, instead of computing /1; and
IT, separately, calculate the Fourier transform of an adjusted call option price with
respect to the logarithmic strike price k. These authors introduce a dumping parame-
ter « > 0 and define the following quantity:

Ca (ek, T) = e“kc(ek, T), (6.35)

where « has to be chosen so that ¢, (eX, T') is square-integrable and therefore admits
the Fourier transform F[cy](y):

400
Fleal(y) = / ecy (e, T) dk.
—00
It can be shown that this quantity can be expressed in terms of the characteristic
function ¢, (y) by

e Ty —ai—i)

. 6.36
> +o—y24+iQRa+ 1)y (6.36)

Fleally) =

If the characteristic function of z(7") is known in closed form, we also have an ana-
lytical expression for F[c,](y) at our disposal. Similarly, for a put-option we define

pa(ek, T):= e_“kp(ek, T).

Its Fourier transform F[py](y) = [ +Oeivke—ak p(eX, T) dk can be written as:

—00

e Tor(y +ai—i)

F = . 6.37
As a last step, Fourier inversion yields the option prices
e~k pdoo
(e, 1) = - / e VK Fley1(y) dy, (6.38)
0
ek ptoo
p(T)=— / e 7  Flpal(y) dy. (6.39)
0

It is possible to prove that this method is viable provided that the moment of order
1 4+ « exists and is finite for some o > O:

Ef (X (7)) < co.
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It turns out that any « € [1.5, 2] works quite well for most cases.

Computing (6.32) and (6.38) (or (6.39)) can be done by using either the trape-
zoidal rule or the Gauss—Legendre quadrature. The trapezoidal rule can be imple-
mented very efficiently by means of the Fast Fourier Transform (FFT) algorithm.
We end this section by illustrating this procedure. Let us consider the problem of
computing the N x 1 vector H = {Hy, ..., H,, ..., Hy_1} given the N x 1 vector
h=1{ho,..., hx, ..., hy—_1}, such that:

N-1
PR
Hy=Y e"%h;, n=0,...,N-1 (6.40)
j=0
Let H = {Hy,..., H,, ..., Hy_1} be the discrete Fourier transform of the vector
h={ho,..., ht, ..., hy—_1}. Vice versa, using the discrete inverse Fourier transform

we can also recover h from H as:

N—-1
1 _iik2E
hk:ﬁjz_oeumj, k=0.... N1 (6.41)

The only difference between (6.40) and (6.41) is represented by the change of sign
in the exponential and the multiplicative constant 1/N.

In general, if we try to compute H from h, or vice versa, we need N 2 multi-
plications involving complex quantities, plus additional N(N — 1) complex sums.
Exploiting the fact that these computations are not independent of each other, in the
1960s Cooley and Tukey discovered an algorithm requiring only N Ina(N)/2 oper-
ations. This algorithm is known as the Fast Fourier Transform and its discovery has
greatly stimulated the use of the Fourier transform in several technical disciplines.
An important aspect of FFT is that the algorithm is based on a recursive procedure
that allows one to express the FFT of length N as the sum of two FFT (each one of
length N/2). This fact implies that the best choice for N is a power of 2.

In order to exploit the FFT algorithm, we discretize the inversion integral (6.38)
using the trapezoidal rule with step 7:!!

e—ak N-1 o
c(ek, 1) ~ - Z e MK Fle, 1Gmw;n. (6.42)
j=0
Here w; = 1/2,wy = 1,...,wy_2 = 1, wy—1 = 1/2. This quadrature introduces

two types of error: first, a truncation error due to the finiteness of the upper limit
in the numerical integration; second, a sampling error due to the evaluation of the
integrand at grid points only. The FFT returns the option value over a grid of N
evenly spaced logarithmic strike prices ko, ..., ky—1, with k, = ko + nk, ko =
—NXA/2, and ky—1 = NA/2. By setting k,, = ko + nA into expression (6.42), we
obtain:

1 The trapezoidal rule can be applied to (6.32) or (6.39) as well.
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Table 6.30. Pseudo-code for option pricing via the FFT algorithm

(1) Assign N, A, «, ¢(y);

(2) Construct the Fourier transform of dampened option price F[cy](y) in (6.38);
(3) Construct vector & with components (6.44);

(4) Apply the FFT algorithm and obtain a vector H with N components;

(5) Multiply the nth component of H by exp(—ak,)N/n, where k, = —NX/2 4 nA.

—ak, N—1
c(eh, T) =~ = — D e T Fleg ] (imynw,
=0
e~ %kn N-l . o
= —— D e e Flegd(jmmwj,
j=0

forn =0,..., N — 1. Finally, if we set

we can apply the FFT algorithm (6.41). The choice An = 2rn/N highlights a trade-
off arising between the accuracy of the integral, which is determined by the sam-
pling rate n of the Fourier transform, and the degree of space refinement as repre-
sented by A. A finer discretization of the strike price space comes with a rougher
discretization step n in the transform plane (and vice versa). Unfortunately, nu-
merical experiments are required to determine the best compromise between the
two quantities involved in this trade-off. If we choose An = 2n/N, we then have
nko = —NXin/2 = —n and thus:

e—ock,, N-1 5
k, —ijnsk
" T) ~ / j 4
o(eh, T) = — Ze Nhj, (6.43)
Jj=0
where N
hj=e " Flea1(jmnw;. (6.44)

Given the FFT algorithm, option prices can be computed according to the proce-
dure described in Table 6.30.

6.8.1 MATLAB® and VBA® Algorithms

Matlab® includes built-in routines f ft (x) and i fft (x) which implement dis-
crete Fourier and inverse transforms. The Matlab® FFT code is based on FFTW
(The Fastest Fourier Transform in the West) developed at MIT and available from
http://www.fftw.org. The f f t (x) Matlab® function operates the following sum

N
X(k) = Y x(j)e FA=DGD
k=1
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and therefore if we need to compute (6.43), we need to construct a vector X having
as element at position j exactly the quantity /; given in (6.44).

Here, we illustrate the Matlab® implementation in the Gaussian case. Implemen-
tation in a stochastic volatility model is illustrated in the case-study “Fixing Volatile
Volatility” in the second part of this book. In the Gaussian model, the risk neutral
characteristic function is

2 1
o(y) = exP<iy (r — %)(T - - 5yzoz(r - z)),

Below, we use subfunctions to place all the functions required by the numerical
inversion in a single M-file that is named FFT_Pri ci ng_Cal | Put . m This file
can be run from the Matlab® command window. The function

function [K, Y]
= FFT_Pricing_Call Put(S,rf, sg,t, al pha, npower)

returns two vectors K and Y containing strikes and corresponding option prices. The
arguments correspond to the spot price (S), the risk-free rate (r f ), the volatility (sQ),
the time to maturity (t ), the dumping parameter (al pha), the exponent for deter-
mining the power of 2 (npower ).!2 In particular, if al pha is positive (negative) we
are pricing a call (put) option. Standard values for npower are 12 or 13, whilst the
absolute value of al pha can be 1.5.

function [K, VY]
= FFT_Pricing_Call Put(S,rf, sg,t, al pha, npower)
% ind the nunber of points
N = 2" npower;
%spacing in the strike
| anbda = 0. 01;
% paraneters for the cf grid (0, N*eta)
eta = 2*pi/ (N| anbda) ;
%create grid for the cf
g =(0:N1) * eta;
%reate grid for the strike
kO = - N+I anbda/ 2;
k = kO + (0:N-1) * | anbda;
%onmpute the ch. function
fc = ft_option(rf,sg,t,al pha,g);
w=[0.5 ones(1,N2) 0.5]; %trapezoidal rule
h2 = exp(-i*k0*g) .* fc .* weta;
%-ourier inversion
g = fft(h2);
g2 = real ( exp(-alpha.*k) / pi .* Q);

12 The FFT computes the sum using 2" power points.
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K=8S8* exp(k); K=K;

Y = exp(-rf*t) * S* g2; Y=Y,

pl ot (K, Y);

axis([S*0.4 S*2 0 9])

x| abel (" strike')

yl abel (" Option price’)

% fourier transformof the nodified option price
function y = ft_option(rf,sg,t,a,qg)

yl = ft_pdf(rf,sg,t, g - i*(a+l));

y2 = a"2 +a- g."2 + i*(2%a+l)*g;

y =yl./ y2

% characteristic function of the gaussian density
function res = ft_pdf (rf,sg,t,g)

mu = rf-sg*sg/ 2;

res = exp(i*t*mu.*g-0.5*t*sg*sg.*g."2);

Example Writing in the Matlab® command window,

>>[K, callprice,putprice]
= FFT_Pricing_CallPut(1,0.05,0.2,1,1.5,12);

we can generate Fig. 6.14 that shows that in the range of strikes (0.6 x S, 1.4 x S)
the error (Black—Scholes price-FFT inversion) appears to be of order 10~1°,

The inversion of the Fourier transform of the option can be performed using
the quadl integration function. The following code available in the Matlab® module
quad_Pri ci ng_Cal | Put . millustrates the procedure. In the following code, the

w10
F) T T
— call: bs -fit
— put: bs- fft
2 - 4
0
8 of
=
=
2
5
HI
s
_1D 1 1 1 1 1 1 1
0B 07 (IR 09 1 1.1 1.2 1.3

strike

Fig. 6.14. Black—Scholes price-FFT price. Parameters: X(0) = 1, = 0.05,0 = 0.2, T =1
year,a = 1.5, N = 212,
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argument gimaxx is introduced in order to truncate the upper limit of integration.

function [callprice, putprice,errcall,errput]
= quad_Pricing_Call Put (S, K, rf,sg,t,al pha, gmaxx)

fun = inline(‘real (exp(-i*x*logK).*ft_option(rf, sg,t,
al pha,x))’, " x,‘rf’,"'sg",‘t", logK,
“al pha');
optprice = quad(fun, 0, gmaxx, 10"-6, ‘trace off’,rf,sg,t,
 og(K), al pha)

*exp(-rf*t-al pha*l og(K))*S/ pi

i f al pha>0

callprice = optprice;

%ut-call parity

putprice = callprice-Stexp(-rf*t)*K
el se

putprice = optprice;

callprice = putprice+S-exp(-rf*t)*K

end
[ bscal I, bsput]=blsprice(S,Krf,t,sg,0);
errcall = bscall-callprice

errput = bsput-putprice;
Example Let us write in the Matlab® command window

>>[cp ,pp,errcall,errput]
=quad_Pricing_CallPut(1,0.9, 0.05,0.2,1 ,1.5,50);

and we get
cp 0.16699453941906
ppP 0.02310102146970
errcall  —0.00000005533490
errput  —0.00000005533490

The reader can verify how the error depends on the truncation.

We have also implemented the FFT inversion in VBA® translating the C code
provided in Antia (2002). The VBA® function is

function fft(N As Integer,cg As Variant,iflg As Integer)
As | nteger

where N is the number of points, which must be a power of 2; cg is an array of
length 2N containing the data points (real and complex part), i f | g is a flag to de-
cide whether to calculate forward (i f | g = 1) orinverse transform (i f1 g = - 1).
After execution, the FFT algorithm replaces the original data points in the cg vector
by either the Fourier or inverse transform according to the selected value fori f | g.
The function returns 0 provided the execution has been successful; the number 611

if N < 2; and 631 if N is not a power of 2.
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Numerical examples are presented in the next section along with a description of
Matlab® and VBA® codes for specific models. Notice that VBA® does not support
complex calculations, so that the implementation requires a preliminary step defining
what is a complex number and then how to perform operations on it, such as division
between two complex numbers. For this purpose, we have defined a complex number
as a Variant array, with the first component being the real part and the second one
the imaginary part. Then we have constructed the basic complex functions (available
in the VBA® module mConpl exFunct i ons). These are adapted from C routines
available in Press et al. (1992), pp. 948-950. As an example, we report the code for
computing the difference of two complex numbers A and B:

Function Csub(A As Variant, B As Variant) As Vari ant
Dimc As Variant
ReDi m c(2)
c(1l) = A(1) - B(1) ‘Compute the real part of the difference’
c(2) A(2) - B(2) ‘Compute the imaginary part of the difference’
Csub = c

End Functi on

Arguments A and B in CSub are complex numbers represented by vectors with two
elements, containing (respectively) the real and the imaginary part of the two com-
plex numbers. Csub returns a vector with two elements, containing the real and the
imaginary part of the difference. Examples on the use of the main complex functions
are given in the spreadsheet Conpl exFuncti ons.

6.8.2 Options Pricing with Lévy Processes

A large class of models can be processed by using characteristic functions of the
involved random quantities. An example is provided by Lévy processes, which dis-
play a number of interesting features. First, they are the most direct generalization
of model based on Brownian motion (BM); second, they are analytically tractable;
third, they are general enough to include a wide variety of patterns, so that they
can account for smile and skew effects occurring in option prices; fourth, the i.i.d.
structure of Lévy processes simplifies the estimation of the corresponding parame-
ters under the historical probability measure. Any Lévy process is fully determined
by the characteristic function of its increments

E? (ei}/z(T)) — mATYam), (6.45)

where A = T —t and m is the drift parameter. Equivalently, we can specify the price
process in terms of the characteristic exponent ¥4 () of the logarithmic increments,
which is defined as the logarithm of the characteristic function. In Table 6.31, we list
a few parametric Lévy processes and their associated characteristic exponent. The
normal model is a benchmark assumption: we have the purely diffusive Brownian
motion, which gives rise to the geometric Brownian motion (GBM) process for the
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Table 6.31. Characteristic exponents of some parametric Lévy processes: G (Gaussian), NIG
(Normal Inverse Gaussian), M (Meixner), VG (Variance Gamma), CGMY (Carr—Geman—
Madan—Yor), DE (Double Exponential), JD (Jump Diffusion or Merton), S (Stable)

Model (parameters) Ya(y)
Go) —2 )24
NIG(a, B, 8) —8A(\/a2 —(B+iy)?— \/az )
M(a, B, 8) 28 Aln(—0B/D

B cosh((ay —ip)/2)
VG(o, v, 6) —41n(1 — vy + (02v/2)y?)
CGMY(C,G, M., Y) CAT(-Y)(M —iy)Y — MY + (G +iy)Y — GY)

1.2.2 (d=p)n rn

DE(Ov)"v PN, 772) —z(}' V4 A+)"A( .n2+iy22—2'— 7}1"1‘})/ - l)
ID(o, &, %, 8) —1o2y2A 4 aA(frer 2 )
S(k, a, B) —«*y|*A(1 — i sign(y) tan(F))

Table 6.32. Parameter restrictions of some parametric Lévy processes

Model Parameters restriction

G o>0

NIG a>0,—a<pf<ad>0

M >0, —-nt<pB<m,d>0

VG v>0,G>0,M >0

CGMY C>0,G>0,M=>0,Y <2

DE c>0,A>0,p>0,7>0,1m >0
D oc>0,A>086>0

price of the underlying. The model introduced by Merton (1976) and the double ex-
ponential model developed in Kou (2002) are jump-diffusion processes that account
for the presence of fat tails in the empirical distribution of the underlying asset. The
remaining models reported in Table 6.31, are pure jump processes with finite varia-
tion that can display both finite and infinite activity. They are subordinated Brownian
motions: in other words, they can be interpreted as Brownian motions subject to a
stochastic time change which is related to the level of activity in the market. In par-
ticular, stable processes display the additional feature that their distribution does not
depend on the monitoring interval, modulo a scale factor. The parameters of the dif-
ferent models must satisfy some constraints, as given in Table 6.32. So far, the drift
parameter m in (6.45) has been left unspecified. Moreover, due to the incompleteness
of the market, we have to choose a martingale measure for the risk-neutral pricing
of derivatives. In particular, a mathematical tractable choice consists in choosing the
value of m such that the stock price discounted by the money-market account is a
martingale, i.e. EX[X(T)/B(T)] = X(¢t)/B(t), VT > 0. A simple algebraic manip-
ulation shows that m must be set equal to

A=)
—

(6.46)

where r denotes the constant risk-free rate.
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Tables 6.33 and 6.34 illustrate the main VBA® functions that allow one to price
under Lévy dynamics. In these functions, dT stands for the time to maturity of the
option, r f represents the risk-free interest rate, model is an integer number that al-
lows the user to select the pricing model according to the order given in Table 6.31,
g is the Fourier parameter y in the definition of the Fourier transform, par anme-
ters is a row vector containing the parameters characterizing the chosen model.
For example, if the chosen model is given by the Meixner process (see Table 6.31),
then nodel =3 and par anet er s isa3 x 1 row vector containing the numerical

Table 6.33. VBA® functions for the inversion of the Fourier transform

Function cfLevy(nodel As Integer, dT As Double, g As Variant,
parameters As Variant) as Variant
Function cfrn(nodel As Integer, rf As Double, dT As Doubl e,
g As Variant, paraneters As Variant) as Variant
Function cfrncall (nodel As Integer, rf As Doubl e,
dT As Double, g As Variant, aa As Doubl e,
paraneters As Variant) as Variant
Function cfrnput (nodel As Integer, rf As Double, dT As Doubl e,
g As Variant, aa As Doubl e,
paraneters As Variant) as Variant
Function Tabl el FT(choi ce As |nteger, nodel As Integer,
spot as double, rf As Double, dT As Doubl e,
n As Integer, dx As Double, aa As Doubl e,
paranmeters As Variant) as Variant

Sub macrol FT()

Table 6.34. Structure of VBA® modules containing the main VBA® functions for the inver-
sion of the Fourier transform

mComplexFunctions Operations between complex numbers
Module Name Function Formula Sub-routines
mcfLevy cfrn (6.45) and (6.46) cf Levy
cfN g
cf Mei xner
cf Vari anceGanmma
cf Cgny
cf De
cf Merton
mcfcallput cfrncall (6.36) and (6.37) cfrn
cfrnput
mFFT fft (6.40) and (6.41)
mFFTInversion Tabl el FT (6.43) cfrn
cfrncall
cf rnput

nFFT
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Table 6.35. Parameters setting for Lévy models

Model Parameters

G(o) 0.18850

NIG(a, B, 8) 6.18820 —3.89410 0.16220

Mo, B, 6) 0.39770 —1.49400 0.34620

VG(o,v,0) 0.01440 0.20000 —0.14000

CGMY(C,G,M,Y) 0.02440 0.07650 7.55150 1.29450

DE(o, A, 7,11, 12) 0.14163 0.04534 0.08982 0.24672 0.40000
JD(o, a, A, d) 0.13358 —0.54976 0.11870 0.25651

Sk, a, B) 0.13358 1.50000 0.11870

values for the parameter set («, 8, §). The order in which the parameters are read is
the one given in the first column of Table 6.31. Quantity n represents the number of
points necessary to invert the Fourier transform. It must be a power of 2, not greater
than 2! Lag dx is the spacing at which the density of the option prices are returned.
Parameter aa is the dumping value « given in formula (6.35). The argument choice
in the function Tabl el FT is an integer number that must be set equal to 1 if the
user wants to obtain the density function or equal to 2 (resp. 3) if the user wants to
compute call (resp. put) option prices. Finally, Spot is the current spot price of the
underlying asset. Function cf Levy returns the complex number Var i ant repre-
senting the characteristic function in the selected model. Routine cf r n performs
risk-neutralization on the characteristic function returned by cf Levy according to
formula (6.46). Function cfrncal | returns the Fourier transform of the damp-
ened call option price. The output of function Tabl el FT is an n x 2 array. This
figure varies according to the value of parameter choi ce. If choi ce = 2, the array
contains the possible future spot prices and the corresponding values of the density
function. If choi ce = 2 (or 3) the array contains the possible strike prices and the
corresponding call (or put) prices. This function works only if n = 2/, where j is
an integer no greater than 11. In order to perform the FFT inversion with j larger
than 11, we need to run the macro macr ol FT. This macro reads the relevant infor-
mation in the spreadsheet IFFT and then prints the output starting from cell 136. As
a numerical example, we consider the parameter set provided by Schoutens (2003,
pp- 82) and reported in Table 6.35 for the reader’s convenience. The example is
implemented in the Excel file Levy.xls. Figure 6.15 illustrates the way we set para-
meters to be passed to the VBA® functions. Parameters stem from calibrating the
considered models to market option prices for varying strikes and times to maturity.
We consider a risk-free rate equal to 3.7% and a 1 year time to maturity. The spot
price is 25.67. Figure 6.16 compares the risk-neutral densities of logarithmic returns
with reference to NIG and Gaussian models. In the Gaussian case, the volatility has
been selected so that the log-returns in the two models display the same variance,
that is 0 = 22.0078%.!3 In particular, Figure 6.16 displays the two densities in a
logarithmic scale. In the Gaussian model, this curve is a parabola, whereas the NIG
model produces an asymmetric shape and a nearly linear decay in the left-hand tail.

13 For both models, E(x(T)) = x(0)e"” .



Fig. 6.15. Excel screen for setting the parameters in the Lévy models and in the FFT algorithm.
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Fig. 6.16. Log-density: Gaussian and NIG models. Parameters are given in Table 6.35.

Table 6.36. Call and put option prices in the Black—Scholes and in the NIG model

K eniG(K, T) pnig(K, T) cps(K, T) pes(K, T)
21.4414 5.5710 0.5635 5.3114 0.3039
22.7672 4.5074 0.7776 4.2856 0.5559
24.1751 3.4588 1.0858 3.3255 0.9524
25.6700 2.4677 1.5352 2.4677 1.5352
27.2573 1.5964 2.1936 1.7415 2.3388
28.9428 0.9183 3.1398 1.1629 3.3845
30.7326 0.4741 4.4204 0.7313 4.6776

This behavior reflects into higher prices for out-of-the money put options compared
to the Black—Scholes price. Indeed, OTM puts and ITM calls, as it can be argued
from the put-call parity, depend on the thickness of the left-hand tail of the under-
lying asset distribution density. This phenomenon is illustrated in Table 6.36 where
option prices are reported for varying strikes. There, the volatility parameter corre-
sponding to the Gaussian model has been set in a way that at-the-money options
in the Black—Scholes and in the NIG have the same price, that is 0 = 19.5898%.
Similar results can be obtained with reference to the other models by selecting the
appropriate routine in the spreadsheet Levy. x| s.

6.9 Comments

Standard references for quadrature methods are Davis and Rabinowitz (1975), Stoer
and Bulirsch (1980), Evans and Swartz (2000) and Antia (2002). A detailed dis-
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cussion on adaptive methods can be found in Gander and Gautschi (2000). Details
on the CEV model can be found in Cox and Ross (1976), Emanuel and MacBeth
(1982), Goldenberg (1991) and Cox (1996). Schroder (1989) shows that the transi-
tion density of the CEV process can be written in terms of the non-central chi-square
distribution function. A good approximation to it is given by Sankaran (1963) and
discussed by Johnson and Kotz (1995). The CIR model has been introduced by Cox,
Ingersoll and Ross (1985). See also Feller (1951), Lamberton and Lapeyre (1996)
and Cairns (2004). Closed form expressions for European options on coupon bonds
have been obtained by Jamshidian (1991) and Longstaff (1993). A listing of pricing
formulae for different types of barrier options can be found in Rubinstein and Reiner
(1991). A mathematically oriented discussion of the barrier option pricing problem
is contained in Rich (1994). In a nutshell, there are several approaches to barrier op-
tion pricing: (a) the probabilistic method, see Kunitomo and Ikeda (1992); (b) the
Laplace Transform technique, see Pelsser (2000), Sbuelz (1999, 2005), Jamshidian
(1997), Geman and Yor (1996); (c) the Black—Scholes PDE, which can be solved us-
ing separation of variables, see Hui, Lo and Yuen (2000) or finite difference schemes,
see Boyle and Tian (1998) and Zvan, Vetzal and Forsyth (2000), (d) binomial and
trinomial trees, see Boyle and Lau (1994), Cheuk and Vorst (1996), Figlewski and
Gao (1999), Ritchken (1995), Tian (1999); (e) Monte Carlo simulations with various
enhancements, see Andersen and Brotherton-Ratcliffe (1996), Baldi, Caramellino
and Iovino (1999), Beaglehole, Dybvig and Zhou (1997); (f) quadrature methods,
see Aitsahlia and Lai (1997), Sullivan (2000), Andricopoulos et al. (2003), Duan
et al. (2003), Fusai and Recchioni (2001); (g) approximated formulae, see Broadie,
Glasserman, and Kou (1997, 1999), Horfelt (2003); (g) Wiener-Hopf methods, see
Fusai, Abrahams and Sgarra (2006). The Fourier transform approach to option pric-
ing has been used in several papers, for example Heston (1993), Bates (1991), Duffie,
Pan and Singleton (1998). Biffis and Millossovich (2006) price guaranteed annuity
options using affine processes and Fourier inversion. Useful references are Carr et al.
(2005), Cerny (2003), Lewis (2000) and Lipton (2001). The Fast Fourier algorithm
has been introduced in finance by Carr and Madan (1999). For a thorough intro-
duction to Lévy processes see Sato (2000) and Applebaum (2004). Applications to
finance can be found in Merton (1976), Kou (2002), Carr et al. (2003), Schoutens
(2003), Cont and Tankov (2004). In pricing using Lévy models, we have used the
risk-neutral measure. Another possible choice is to choose a different martingale
measures, such as the Esscher transform, as advocated at first in Gerber and Shiu
(1994).
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The Laplace Transform”

Key words: integral transform, numerical inversion, PDE, ODE

In this chapter, we illustrate the use of the Laplace transform in option pricing.
Using the Laplace transform method we can transform a PDE into an ordinary dif-
ferential equation (ODE) that in general is easier to solve. The solution of the PDE
can be then obtained inverting the Laplace transform. Unfortunately when we con-
sider interesting examples, such as pricing Asian options, usually it is difficult to
find an analytical expression for the inverse Laplace transform. Then the necessity
of the numerical inversion. For this reason, in this chapter we also discuss the prob-
lem of the numerical inversion, presenting the Fourier series algorithm that can be
easily implemented in MATLAB® or VBA®. The numerical inversion is often dis-
believed generically referring to its “intrinsic instability” or for “its inefficiency from
a computational point of view”. So the aim of this chapter is also to illustrate that
the numerical inversion is feasible, is accurate and is not computational intensive.
For these reasons, we believe that the Laplace transform instrument will gain greater
importance in the Finance field, as already happened in engineering and physics.

In Sect. 7.1 we define the Laplace transform and we give its main properties.
In Sect. 7.2, we illustrate the numerical inversion problem. Section 7.3 illustrates a
simple application to finance.

7.1 Definition and Properties

In this section we give the basic definition and the properties of the Laplace trans-
form. We say that a function F is of exponential order, if there exist some constants,
M and k, for which |F(7)| < MeFT for all T > 0. The Laplace transform F(y) of a

* with Marina Marena.



214 7 The Laplace Transform

function F (7) is defined by the following integral:
F(y)=L(F(1)) = / e VTF(r)dr (7.1)
0

where y is a complex number and F(7) is any function which, for some value of y,
makes the integral finite. The integral (7.1) then exists for a whole interval of values
of y, so that the function F (y) is defined. The integral converges in a right-plane
Re(y) > yp and diverges for Re(y) < yp. The number yy, which may be +oo or
—00, is called the abscissa of convergence.

Not every function of 7 has a Laplace transform, because the defining integral
can fail to converge. For example, the functions 1/7, exp(rz), tan(t) do not possess
Laplace transforms. A large class of functions that possess a Laplace transform are
of exponential order. Then the Laplace transform of F'(t) surely exists if the real part
of y is greater than k. In this case, k coincides with the abscissa of convergence yy.
Also there are certain functions that cannot be Laplace transforms, because they do
not satisfy the property F (+00) = 0, e.g. F (y) = y. An important fact is the
uniqueness of the representation (7.1), i.e. a function F (y) cannot be the transform
of more than one continuous function F(t). We have indeed:

Theorem 1 Let F(t) be a continuous function, 0 < 7 < 00 and F (y) =0, for
10 < Re(y) < oo. Then we have F(t) = 0.

In Table 7.1 we give the most important properties of the Laplace transform. In
particular, we stress the linearity property

L(aF)(t) +bF(1)) = aL(Fi(1)) + bL(F>(7)),
and the Laplace transform of a derivative
L0 F(1)) = yL(F(1)) — F(0).

In Table 7.2 we give several examples of the Laplace transform F (y) and the corre-
sponding function F(7).

If the Laplace transform is known, the original function F(t) can be recovered
using the inversion formula (Bromwich inversion formula), that can be represented
as an integral in the complex plane. We have the following result:

Theorem 2 [fthe Laplace transform of F (t) exists and has abscissa of convergence
with real part yy, then for t > 0

R 1 a+iR R
Fo) =L (F) = lim — / Fy)e dy,
R—o00 2T J,_ iR

where a is another real number such that a > yy and i is the imaginary unit, i =

VL.
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Table 7.1. Basic properties of the Laplace transform

Property Function Laplace transform
Definition F(1) Fy)= [F®e " F(r)de
Linearity aFi1(t) +bFy(7) aF1(y)+bF(y)
Scale aF(at) F(y/a)
Shift e9TF (1) F(y —a)

. F(t—a), t>a —ay
Shift 0. r~a e F(y)
Time derivative % yF(y) = F(D)lr=o
Differentiation 8’13125,” yh f(y) — y"_l FO)+---

=y == FD(0)

Integral Jo F(s)ds FTV)
Multiplication " F(1) (=" ﬁ(”)(y)

by polynomials
Convolution Jo F(9)G(r —s5)ds Fy)G(®y)

: : n o Plag) gt Py

Ratio of polynomials ) }_, UCHN Y i o0

P (x) polynomial of degree < n; Q(x) = (x —ap)(x —ap) - (x —ap)
where ay #ay # -+ # ay N
limz— 00 F(T) limyao )’FLV)
lim;_,¢ F(T) limy—>oo yF)
Inversion limg_s o0 5 o fa+lk f()edy F(y)
where c is the real part of the rightmost singularity in the image
function

Final value
Initial value

Table 7.2. Some Laplace transforms and their inverses. The function §(z) is the delta-Dirac
function, the function J; (x) is the Bessel function of the first kind and of order n, Erfc(x) is
the complementary error function, i.e. Erfc(x) = 2N (—+/2x), where N (x) is the cumulative
normal distribution

F(y) F(7)
1 1 5(7)
2 e” Y 5(t —a)
3 % 1
4 VL T
5 ) i
X
6 = >0 T i
7 ﬁ e‘”(\/% — bel" T Erfe(by/7))
8 e—laly? emat /4
N JrT
9 ei‘a‘\/? aefa2/4r
7 2413
e b(bt+a) _a_
10 */,:(;/——’_b) e Erfc(by/T + 2«/?)
1 T ()2 Iy (24/av)
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The real number a must be selected so that all the singularities of the image
function F. (y) are to the left of the vertical line y = yy. The integral in the complex
plane can be sometimes evaluated analytically using the Cauchy’s residue theorem.
But this goes beyond an elementary treatment of the Laplace transform and we refer
the reader to some textbooks on complex analysis, such as Churchill and Brown
(1989). Moreover, this analytical technique often fails and the Bromwich’s integral
must be integrated numerically.

7.2 Numerical Inversion

Aim of this section is to illustrate how simple and accurate can be the numerical
inversion of the Laplace transform. The general opinion that the inversion of the
Laplace transform is an ill-conditioned problem!-? is due to one of the first tentatives
of inversion that reduce the inversion problem to the solution of an ill-conditioned
linear system. If we consider a quadrature formula for the integral defining the
Laplace transform, we get

F(y)=) wie V" F(@). (7.2)

i=1

Writing this equation for n different values of y, where y is supposed to be a real
number, we are left with an n x n linear system to be solved wrt the n» unknown values
F(7;). Unfortunately, the solution of this linear system can change abruptly given lit-
tle changes in F (y). The ill-conditioning of the above inversion method is common
to all numerical routines that try the inversion computing the Laplace transform only
for real values of the parameter y. The exponential kernel that appears in the defini-
tion of the Laplace transform smooths out too much the original function. Therefore,
to recover F(t) given values of the Laplace transform on the real axis can be very
difficult. This problem occurs when F (y) is the result of some physical experiment,
so that it can be affected by measurement errors. Instead, this problem does not arise
when the Laplace transform is known in closed form as a complex function. In this
case instead of discretizing the integral defining the forward Laplace transform, we

! The concept of well-posedness was introduced by Hadamard and, simply stated, it means
that a well-posed problem should have a solution, that this solution should be unique and
that it should depend continuously on the problem’s data. The first two requirements are
minimal requirements for a reasonable problem, and the last ensures that perturbations,
such errors in measurement, should not unduly affect the solution.

2 “The inversion of the Laplace transform is well known to be an ill-conditioned problem.
Numerical inversion is an unstable process and the difficulties often show up as being
highly sensitive to round-off errors”, Kwok and Barthez (1989). “The standard inversion
formula is a contour integral, not a calculable expression ... . These methods provide con-
vergent sequences rather than formal algorithms; they are difficult to implement (many
involve solving large, ill-conditioned systems of linear equations or analytically obtaining
high-order derivatives of the transform) and none includes explicit, numerically computable
bounds on error and computational effort”, Platzman, Ammons and Bartholdi (1988).
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e
Imaginary Values for the conplex
Axis ®  imversion using the Fourier
P B [~series method
e ~, // 4
)‘ * /
.
[ .
.
| ¢ .
L ] J"q' !
Bro h ™ A
conto . / Values for the inversion
\:;L__ - : W on the real axis
L ]

Fig. 7.1. Sample points for the inversion with the Fourier series method using the Bromwich
contour and sample points for the inversion on the real axis using the definition of Laplace
transform.

can operate the inversion using directly the Bromwich contour integral, and then
using values of the transform in the complex plane. The different approach of in-
verting the Laplace transform on the real axis or on the complex plane is illustrated
in Fig. 7.1. This section describe a very effective Laplace inversion algorithm that
involves complex calculations.?

Letting the contour be any vertical line y = a such that F (y) has no singularities
on or to the right of it, the original function F(7) is given by the inversion formula:

1 a+ioco .

F(r) = —f e""F(y)dy, t>0. (7.3)
21 Ja—ico

Alternatively, setting a+iu = y and using the identity from complex variable theory,

e’ = e“(cos(u) + isin(u)), Re(F(a + iu)) = Re(F(a — iu)), Im(F(a + iu)) =

— Im(ﬁ(a —iu)), sin(ut) = —sin(—ut), cos(ut) = cos(—ut), and from the fact

that the integral in (7.3) is 0 for T < 0, we get

at

F(r) =

+00
/ Re(l?(a + iu)) cos(ut) du (7.4)
0

and

2edt +00 R
F(r) = — Im(F(a + iu)) sin(ut) du.
0

F(7) can be calculated from (7.4) by performing a numerical integration (quadra-
ture). Since there are many numerical integration algorithms, the remaining goal is

3 Certain computer languages such as Matlab®, Mathematica, Fortran and C++ have auto-
matic provision for doing complex calculations. In VBA® or C we need instead to define
a new type of variable and to say how operations between complex numbers must be per-
formed.
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to exploit the special structure of the integrand in (7.4) in order to calculate the inte-
gral accurately and efficiently.

The algorithm we describe is named Fourier series method and has received great
attention recently in finance, for the simplicity of implementation and the accuracy
in the numerical results. The underlying idea of the method is to discretize (7.4)
using the trapezoidal rule. Then the inversion is given as a sum of infinite terms. The
convergence of the series is accelerated using the Euler algorithm. This algorithm
allows one to compute a series with great accuracy using a limited number of terms
(in several examples founded in the literature no more than 30).

7.3 The Fourier Series Method

The Fourier series algorithm has been originally proposed by Dubner and Abate
(1968) and then improved by Abate and Whitt (1992b). It is essentially a trapezoidal
rule approximation to (7.4). An essential feature of this method is that an expres-
sion for the error in the computed inverse transform is available. Therefore, one can
control the maximum error in the inversion technique. Since the trapezoidal rule is
a quite simple integration procedure, its use can appear surprising. It turns out to
be surprisingly effective in this context with periodic and oscillating integrands, be-
cause the errors tend to cancel. In particular, it turns out to be better than familiar
alternatives such as Simpson’s rule or Gaussian quadrature for inversion integrals.

If we apply the trapezoidal rule with step size A to the expression in (7.4), we
get

F(r) ~ FRA(r) = A; Re(F(a)) + 24¢ > "Re(F(a +ikA)) cos(kAT).
k=1

If we set A = nt/(2t) and a = A/(27), we can eliminate the cosine terms and
we obtain an alternating series

A2 [ A 42 2 ~( A+ 2kmi
DA i € € _ k
FD (r)_—zt Re<F<—2t>)+—r k§:1:( 1) Re(F<—ZT >> (7.5)

The choice of A has to be made in such a way that a falls at the left of the
real part of all the singularities of the function F (y) (a = 0 suffices when F is a
bounded continuous probability density). Assuming that |F(t)|] < M, Abate and
Whitt (1992b) show that the discretization error can be bounded by

~ Me™4, (7.6)

e
|F(r) — FR*(0)| < M
so that we should set A large in order to make the error small. In order to obtain a
discretization error less than 1078, we can set A = § In 10. However, increasing A
can make the inversion (7.5) harder, due to roundoff errors. Thus A should not be
chosen too large. In practice, Abate and Whitt (1992b) suggest to set A equal to 18.4.
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The remaining problem consists in computing the infinite sum in (7.5). If the
term Re(ﬁ ((A 4 2kmi)/(27))) has a constant sign for all k, it can be convenient
to consider an accelerating algorithm for alternating series. Abate and Whitt (1992b)
propose the use of the Euler algorithm. This algorithm consists in summing explicitly
the first n terms of the series and then in taking a weighted average of additional m
terms. In practice, the Euler algorithm estimates the series using E(t; n, m), where

m

FRMr) ~ E(tin,m) =Y (’Z) 27" sk (7)), (7.7)

k=0

and where s, (7) is the nth partial sum:

A2 R Aj2 N R .
5n(T) = ez_f Re(F(%)) + eT Z(—l)kRe(F<A—;7$km>>. (7.8)
k=1

As pointed out in Abate and Whitt (1992b, p. 46), in order for Euler summation
to be effective, a; = Re(f ((A + 2kmi)/(27))) must have three properties for suffi-
ciently large k: (a) to be of constant sign, (b) to be monotone, (c) the higher-order
differences (—1)" A™a,4+x are monotone. On a practical side, these properties are
not checked, so that the algorithm is used in a heuristic way. Usually, E(t; n, m)
approximates the true sum with an error of the order of 1013 or less with the choice
n =38 and m = 11, i.e. using just 50 terms. The direct computation of the series can
require more than 10,000 terms. The Abate—Whitt algorithm gives excellent results
for functions that are sufficiently smooth (say, twice continuously differentiable).
However, the inversion algorithm performs less satisfactorily for points at which the
function f(¢) or its derivative is not differentiable.

Example Let us test the algorithm with the series Z,‘:ﬁ?(— 1)*/ k, that converges to
—In2 = —0.6931471805599453. Computing the sum using 100,000 terms, we get
—0.6931421805849445, i.e. a five digits accuracy. Using the Euler algorithm with
n =19 and n + m = 30, we get —0.693147180559311, i.e. a ten digits accuracy!
This is illustrated in Fig. 7.2.

The procedure for the numerical inversion is then resumed in Table 7.3.

7.4 Applications to Quantitative Finance

In this section we illustrate how the Laplace transform method can be useful in solv-
ing linear parabolic equations. We consider two examples: (a) pricing a call option
in the standard Black—Scholes model; (b) pricing an Asian option in the square-root
model.

7.4.1 Example

For this, let us consider the Black—Scholes PDE satisfied by the price F(t, X) of a
derivative contract having time to maturity 7 — ¢
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Euler Algorithm for the series Z(‘I-)k/k

m 10

n 1)k

1 -1

2 0.5

3 -0.333333
4 0.25

5 -0.2

6 0.166667
7 -0.142857
8 0.125

9 -0.111111
10 0.1

1" -0.090909
12 0.083333
13 -0.076923
14 0.071429
15 -0.066667
16 0.0625
17 -0.058824
18 0.055556
19 -0.052632
20 0.05

21 -0.047619
22 0.045455
23 -0.043478
24 0.041667
25 -0.04
26 0.038462
27 -0.037037
28 0.035714
29 -0.034483
30 0.033333

Sn
-1
-0.5
-0.833333
-0.583333
-0.783333
-0.616667
-0.759524
-0.634524
-0.745635
-0.645635
-0.736544
-0.653211
-0.730134
-0.658705
-0.725372
-0.662872
-0.721695
-0.66614
-0.718771
-0.668771
-0.71639
-0.670936
-0.714414
-0.672747
-0.712747
-0.674286
-0.711323
-0.675609
-0.710091
-0.676758

Extra terms Bin. Coeff.  (i)2s,,, (1)
0 1 -0.000653097
1 10 -0.006996
2 45 -0.029484488
3 120 -0.08372041
4 210 -0.137965796
5 252 -0.175402705
6 210 -0.138281301
7 120 -0.083358164
8 45 -0.029689836
9 10 -0.006934487
10 1 -0.000660897

[ Euler Sum -0.69314718056 |

_1)/<

Fig. 7.2. Euler algorithm for computing Z,‘?il (T

1
O F +rxd, F + 5azxzaMF = rF,

02

F(T,x) = ¢(x),

and appropriate boundary conditions. Let us define

T=—(T —1),

2

and let us introduce the new function

F(t,x) = f(z,2).

z=Inx,

(7.9)
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Table 7.3. Pseudo-code for implementing the numerical inversion of the Laplace transform

Define the Laplace Transform F (%)

Assign A, n,m
Compute 5 in(7.8), j =1, m+m.
Using sy, .. ., Sp+m compute E(t; n, m)

Then f solves the PDE

r

1>3zf(t, 2) + 0 f(r.2) - UZ—/Zf(L 2)=0, (7.10)

r
—0 , -
with initial condition f(0,z) = F(T,e%). In the following, we consider as payoff
function

f0.2) = F(T,¢%) = (¢ — &),

i.e. a plain vanilla option (and therefore f(r,z) — e* —e" as z — 400 and
f(t,z) — 0asz — —o0). If we Laplace transform the above partial differen-
tial equation with constant coefficients, the result will be an algebraic equation in
the transform of the unknown variable. Indeed, from the properties illustrated in Ta-
ble 7.1, we have

k

L(f(r,2) = fo T e f 0 de = f ),
L3 f(1.2)) = /0 e 0 dr = y 0 — 10,2,
L f(r.2) = /0 et £ de = 0.f (0, 2,
£0uaf (2, 2) = fo e o fr 0 dr = 0 f (. ).

Therefore, we have the means of turning the PDE (7.9), for the linearity of the
Laplace transform, into the second-order ordinary differential equation (ODE):

N r ~
~(rfr. = (=), )+ (02—/2 - 1>3zf(%z)

r

+azzf(7/vz) — 02—/2]?()/, z) =0.

Then setting m = r/(c2/2) we get
0 f(r, )+ m = 1df(y. ) —(m+ ) f(r. )+ (€ —e), =0 (71D

with boundary conditions given by the Laplace transform of the boundary conditions
of the original PDE:
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Table 7.4. Laplace transform and PDE

PDE
Original space { +IC } Solution
analytical numerical
\ NS
L-transform £~ transform
1
Image space ODE Solution
ge sp 1BC’s
A k et ek
fr,2) > L(eF —e™e) = — — as z — 400, (7.12)
14 y+m
Fr2) = LO)=0 asz— —oo. (7.13)

The initial condition of the PDE has been included in the ODE, where now there
is the appearance of the term (e? — eX) . Therefore, instead of solving the PDE
(7.10) we are left with the second-order differential equation in (7.11), that actually
is simpler to solve. Then, the problem will be to recover the solution of the PDE from
the solution of the ODE, i.e. to find the inverse Laplace transform. The procedure is
illustrated in Table 7.4.

In order to solve (7.11), let us define

f(r.2) = exp(@)@(y, 2),
where @ = (1 —m) /2. Then g(y, z) solves

0:8(y,2) — (b +y)§ +e (" —¢"), =0,

with b = a® + m = (m — 1)>/4 + m. We can solve this ODE separately in the two
regions z > k and z < k to get

—(a—1)z —az+k
2(y.2) = { —— - ey+,; +hi(y, 2)A1 + ha(y, 2) A2, z >k,
hi(y,2)B1 + ha(y, 2) B, 7 <k,
where
hi(y,z) = e Vo7e, ha(y,z) = eTVorre,

Here A1, A2, By and B; are constants to be determined according to the boundary
conditions (7.12) and (7.13) and requiring that f (y, z) is continuous and differen-
tiable at z = k (smooth pasting conditions). We observe that the singularities of
g(y, z) are 0, —m and —b. Therefore the abscissa of convergence of g(y, z) is given
by

yo = max(0, —m, —b).
Given that when y > yp, lim,— 100 €**h1(y, z) = 0 and lim;_ 40 €¥ha(y, 2) =

oo, we must set Ap = 0. Similarly, when z < k we need to set By = 0. We are
therefore left with



7.4 Applications to Quantitative Finance 223

—(a—1)z
§(r.2) = - eV+m +hi(y, A1, 7>k,
h2(J/a Z)B29 z E k,

and now we determine A and By with the additional conditions
lim f(y.2) = lim f(y.2),
77—kt 77—k~
lim 9. f(y.z) = lim 9. f(y.2).
z—kt 7>k~
With some tedious algebra, we get

e(]—a+M)k(y —(a—14+b+y)m)

A = )
1 Zwa +m)

By < STy — @ = 1= VhFym).
2 Zy«/b—l- ()/ + m)

and finally we obtain the following expression for the function f v, 2)

f'( e e—(a—l)z B e—otz+k |
v,7) =¢€ (z>k)

Yy Yy +m
e VITYTkIFU=aky, — (a — 14+ b+ y sgn(z — k))m)}
2yJVb+y(y +m)
(7.14)

where sgn(z) = 1:>0) — 1z<0)-
We can also easily obtain the Laplace transform of the Delta and the Gamma of
the option differentiating with respect to x = e* the Laplace transform.

Numerical Inversion

The numerical inversion has been implemented in MATLAB® and in VBA®. In
MATLAB®, we have built the following functions

function [It] = Itbs(spot, strike, sg, rf, ganm)

function [euler] = AWBS(spot, strike, expiry, sg, rf,
aa, terns, extraterns)

The function | t bsm returns the Laplace transform in (7.14), taking as inputs the
spot price (Spot ), the strike (st ri ke), the volatility (sQ), the risk-free rate (r f)
and the Laplace parameter y (ganmma). The function AVNBS performs the numerical
inversion (Fourier series with Euler summation) returning the Black—Scholes price.
The parameter aa is the constant A that determines the discretization error in (7.6),
t er ns is the number of terms n we use to estimate s,, and ext r at er ns is the
additional number of terms m needed to perform the Euler summation. Similar func-
tions have been constructed in VBA® for Excel. Here below, we give the Matlab®
code.
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function [optprice] = AWBS(spot, strike, expiry, sg,
rf, aa, ternms, extraterns)

tau = expiry * sg * sg / 2;

sum = 0;

%conpute the LT at gamma = aa / (2 * tau)

It = Itbs(spot, strike, sg, rf, aa/ (2 * tau));

sum=I|t* exp(aa / 2) / (2 * tau);

%pply the Euler algorithm

k =[1:terms + extraterns];

arg = aa/ (2 * tau)+i*pi.*k / tau;

term= ((-1) ."k) .* Itbs(spot, strike, sg, rf, arg)
* exp(aa / 2) / tau;

csum = sumtcunmsun(term;

sunt = real (csun{terns:ternms+extraterns));

j =[ 0: extraterns];

bi ncoeff = gamma(extraternms+1)./(gamma(j +1).
* gamma(extraterms-j+1));

%ext rapol ated result

optprice = (bincoeff*sunr’)*(2) “(-extraterns);

function [It] = Itbs(spot, strike, sg, rf, gamm)
m=2%*rf /[ (sg*sg; a=(1L-mM/ 2, b=a"2+m
z = log(spot); k = log(strike);
9%RBFORMULA 14: NUMERATOR

ternD = (b+ganm). " 0. 5;

% t he numer at or

if spot >strike

terml = ternD;

el se

termiL = -ternD;

end

ternl = a - 1+termt;

terml = nftern;

num = gamma-termni,;

% t he denoni nat or

den = 2.*gamm .* ternD.*(mtganmm) ;

% the exponential term

tern2 = exp(k*(1l-a)-ternmD*abs(z-k));
result = tern2.*num/ den;

if spot > strike

% exp(-(a-1)*z)/gama

cterml = exp(-(a - 1) * z)./gamm;

% exp(-a*z+k)/ (ganma+m

ctern2 = exp(-a * z + k)./(gama +m);
% Al*hl

result = cterml-cternmR+result;

end

It = exp(a * z).*result;
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Table 7.5. Pricing of a call option: analytical Black—Scholes (3rd column) and numerical
inversion of the Laplace transform (4th and 5th columns). Parameters: strike = 100, » = 0.05,
o=02

Expiry Spot BS A=184,n=15m =10 A=184,n=50,m =10
0.001 90 0.00000 0.00000 0.00000
0.001 100 0.254814 0.254814 0.254814
0.001 110 10.00500 10.00500 10.00500
0.5 90 2.349428 2.349428 2.349428
0.5 100 6.888729 6.888729 6.888729
0.5 110 14.075384 14.075384 14.075384
1 90 5.091222 5.091222 5.091222
1 100 10.450584 10.450584 10.450584
1 110 17.662954 17.662954 17.662954
5 90 21.667727  21.667727 21.667727
5 100 29.13862 29.13862 29.13862
5 110 37.269127  37.269128 37.269128

20 90 57.235426  57.235426 57.235427

20 100 66.575748  66.575748 66.575749

20 110 76.048090  76.048090 76.048091

m.s.e. 0.00000147 0.00000203

In Table 7.5 we report the exact Black—Scholes price and the one obtained by nu-
merical inversion. The numbers in Table 7.5 can be obtained running the MATLAB®
module mai n.

7.4.2 Example

As a second example, we consider the use of the Laplace transform with respect
to the strike and not with respect to the time to maturity. This different approach is
possible when the moment generating function (m.g.f.) of the underlying variable is
known in closed form. The m.g.f. of a random variable Z is defined as Eg [e7%].In
particular, if Z is a non-negative r.v. and admits density fz(z), we have

+o0
Eo[e™"?] Z/ e " fz(z) dz,
0

and hence the interpretation of the m.g.f. as Laplace transform of the density func-
tion. Notice that the existence of the m.g.f. is not always guaranteed because it is
required that the m.g.f. is defined in a complete neighborhood of the origin. For ex-
ample, this is not the case when Z is lognormal.

If the m.g.f. of the random variable Z is known, we can also obtain the Laplace
transform of a call option written on Z(z). Let us consider a contingent claim with
payoff given by a(Z(t) — Y)4, where o and Y are constants. By no-arbitrage argu-
ments, the option price is:
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+00
C(Z(0),1,Y) = ae_”/ (z—Y)"fz(2)dz
0

+o0
= ae_”/ (z=Y) fz(z)dz, (7.15)
Y

where fz(z) is the risk-neutral density of Z(¢). Let us define the Laplace transform
wrt Z of the above price

+00
c(2(0),t; y) = L[C(Z(0), 1, Y)]:fo e 7YC(2(0),1,Y)dY.

Replacing (7.15) in this formula and using a change of integration, we get

+o00 +o0
c(2(0).1:y) =ae™ f e Y / (z—Y) fz(2)dzdY
0 X

—+00 V4
= cxe_”[ ([ e " (z-Y) dY) fz(z)dz
0 0
—+00 Z
=qe ! /0 (/0 (zef”y — Ye*}’y) dY)fz(z) dz
+00 L—YZ —1
— qe ! /0 &fz&) dz

]/2
Zae_n<Eo[e—ﬂ<’>] L Elzo) 1 )

y? % y?

Using the fact that the Laplace inverse of 1/y is 1 and the Laplace inverse of 1/y2
is Y, we can write the option price as follows

—vZ;
C(Z(0),1,Y) = ae™ (c—l <1Eo[ey7;]> +EolZ] — Y), (7.16)

and the pricing problem is reduced to the numerical inversion of Eg[e™"%1]/y2.
As a concrete example, let us consider the square root process

dX (1) = rX @) dt + /X (1) dW (1),

and our aim is to price a fixed strike Asian call option, having payoff

t
l(/ X(u)du—Kt) .
t 0 +

In order to obtain the price of the Asian option, we compute the moment gener-
. . t
ating function of fo X (u) du:

v(X(0), t; ) = Eo[e™? Jo X du], (7.17)
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By the Feynman—Kac theorem, v(X (0), ¢; y) is the solution of the PDE:
1 2
—0;v +rx 0,V + 50 X 0xxV = YXV

with initial condition
v(X(0),0;y) = 1.

To solve this PDE, we exploit the linearity of the drift and variance coefficients
and, following Ingersoll (1986), pp. 397-398, we consider a solution of the type:

v(X, 13 y) = e AL X=BEY),

Replacing this function in the PDE, it is then easy to show that B(¢; y) = 0 and

2y (exp(th) — 1)

A(t; J/) = A+r+ O —r)eXp(t)\)’

(7.18)

where A = /r2 + 2y 2. Therefore, using (7.16), we can write the price of the Asian

option as
e~ AY)X=B(t;y) t
o (e (Z [ xiar] - x)
14 0

where £~ is the Laplace inverse. In particular, we have:

t t
Eo |:/ X (u) du] = / Eo[X (1)] du
0 0

t
= / X (0)e"™ du
0

et —1

r

= X(0)

Numerical inversion
Table 7.6 provides some numerical example. In the numerical inversion of the

Laplace transform we have used A = 18.4, and the Euler algorithm has been ap-
plied using a total of 20 + 10 terms.

Table 7.6. Prices of an Asian option in the square-root model

K o =0.1 o=03 o =05
0.9 0.137345 0.15384 0.18691
0.95 0.09294 0.12001 0.15821
1 0.05258 0.09075 0.13253
1.05 0.02268 0.06640 0.10987

1.1 0.00687 0.04696 0.09016
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These examples have been obtained writing the Matlab® functions

AWBR(spot, strike, expiry, sg, rf, aa, terms,
extraterns)

Itsr(spot, expiry, sg, rf, gamm)

The function AWER performs the numerical inversion of the Laplace transform
according to the Abate—Whitt algorithm. The function | t Sr returns the quantity
v(X, t; )/y>. The complete code is given here below.

function [optprice] =AWBR(spot, strike, expiry, sg, rf,
aa, terns, extraterns)

X = strike*expiry;

sum = 0;

%conpute the LT at ganma = aa / (2 * strike)

It =Itsr(spot , expiry , sg, rf , aa/l (2 * X );

sum= |t* exp(aa / 2) / (2 * strike);

%apply the Euler algorithm

k =[1l:terms + extraterns];

arg = aa/ (2 * X)+i*pi.*k / X

term= ((-1) ."k) .* ltsr(spot, expiry, sg, rf, arg)

* exp(aa / 2) | X

csum = sumtcunsum(tern;

sumr = real (csun(terms:ternms+extraterns));

j = [0:extraterns];

bi ncoeff = gamma(extraterns+1)./(gama(j +1).

* gamma(extraterms-j+1));

%extrapol ated result

eul er = (bincoeff*sunr’)*(2) “(-extraterns);

%pply the final fornmula

optprice = exp(-rf*expiry)*(eul er+spot*(exp(rf*expiry)
-1 /rf - X)/expiry;

function [It] = Itsr(spot, expiry, sg, rf, ganmm)

| ambda = sqrt(rf”2+2*gamm*sg*sg);

nunerator = 2*ganma. *(exp(expiry. *l anbda)-1);

denom nat or = | anbda+rf +(1anbda-rf).*exp(expiry.
*| anbda) ;

It = exp(-spot*nunerator./denom nator)./gamm. "~ 2;

7.5 Comments

A good introduction to the Laplace transform topic can be found in Dyke (1999),
whilst a classical but more advanced treatment is Doetsch (1970). Extensive ta-
bles for analytical inversion of the Laplace transform are available: see for exam-
ple Abramowitz and Stegun (1965). Davies and Martin (1970) provide a review and
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a comparison of some numerical inversion available through 1979. More recently
Duffy (1993) compares three popular methods to numerically invert the Laplace
transform. The methods examined in Duffy are (a) the Crump inversion method,
Crump (1970); (b) the Weeks method that integrates the Bromwich’s integral by
using Laguerre polynomials, Weeks (1966); (c) the Talbot method that deforms the
Bromwich’s contour so that it begins and ends in the third and second quadrant of the
y-plane, Talbot (1979). If the locations of the singularities are known, these schemes
may provide accurate results at minimal computational expense. However, the user
must provide a numerical value for some parameters and therefore an automatic in-
version procedure is not possible. At this regard, a recent paper by Weideman (1999)
seems to give more insights about the choice of the free parameters. Another sim-
ple algorithm to invert Laplace transforms is given in Den Iseger (2006). In general
this algorithm outperforms the Abate—Whitt algorithm in stability and accuracy. The
strength of the Den Iseger algorithm is the fact that in essence it boils down to an
application of the discrete FFT algorithm. However, the Den Iseger algorithm may
also perform unsatisfactorily when the function or its derivative has discontinuities.
Other interesting numerical inversion algorithms can be found in Abate, Choudhury
and Whitt (1996), Garbow et al. (1988a, 1988b). Finally, we mention the often quoted
Gaver—Stehefest algorithm, Gaver, Jr. (1966) and Stehfest (1970), a relatively simple
numerical inversion method using only values of the Laplace transform on the real
axis but requiring high precision.*

The numerical inversion of multidimensional Laplace transforms is studied in
Abate, Choudhury and Whitt (1998), Choudhury, Lucantoni and Whitt (1994), Sing-
hal and Vlach (1975), Singhal, Vlach and Vlach (1975), Vlach and Singhal (1993),
Chpt. 10, Moorthy (1995a, 1995b). Among the others, papers that discuss the insta-
bility of the numerical inversion are Bellman, Kalaba and Lockett (1966), Platzman,
Ammons and Bartholdi (1988), Kwok and Barthez (1989), Craig and Thompson
(1994). An useful source for the solution of ordinary differential equations is Ince
(1964).

Selby (1983) and Buser (1986) have introduced the Laplace transform in fi-
nance. Useful references are Shimko (1991) and Fusai (2001), that have lots of ex-
amples on which to practice. Laplace transform has been used in finance for pric-
ing (a) barrier options, Geman and Yor (1996), Pelsser (2000), and Sbuelz (1999,
2005), Davydov and Linetsky (2001a, 2001b); (b) interest rate derivatives, Leblanc
and Scaillet (1998) and Cathcart (1998); (c) Asian options, Geman and Yor (1993),
Geman and Eydeland (1995), Fu, Madan and Wang (1998), Lipton (1999), and Fusai
(2004); (d) other exotic options (corridor, quantile, parisian and step options), Aka-
hori (1995), Ballotta (2001), Ballotta and Kyprianou (2001), Chesney et al. (1995),
Chesney et al. (1997), Dassios (1995), Hugonnier (1999), Linetsky (1999), Fusai
(2000), Fusai and Tagliani (2001); (e) credit risk, Di Graziano and Rogers (2005);
(f) options on hedge funds, Atlan, Geman and Yor (2005). A review can be found
in Craddock, Heath and Platen (2000). Useful formulae related to the Laplace trans-

4 A Matlab® implementation can be found at http://www.mathworks.com/matlabcentral/
fileexchange/loadFile.do?objectld=9987&objectType=file
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form of the hitting time distribution and to exponential functionals of the Brownian
motion can be found in Yor (1991), Rogers (2000), Borodin and Salminen (2002),
Salminen and Wallin (2005).

Finally, we mention the web page mantained by Valko,? a useful reference for
finding the most important algorithms for the numerical inversion of the Laplace
transform.

5 http://pumpjack.tamu.edu/valko/public_html/Nil/index.html
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Structuring Dependence using Copula Functions”

The Latin word “copula” denotes linking or connecting between parts. This word
has been adopted in statistics to denote a class of functions allowing to build cross-
dependent multivariate distributions. Although the terms “correlation” and “depen-
dence” are often used interchangeably, the former is a rather particular kind of depen-
dence measure between random variables. As such, it suffers from inconveniences
due to its limitation in capturing other forms of dependence. For instance, it is not
difficult to find examples of dependent variables displaying zero correlation. The
problem of modeling dependence structures is that this feature does not always show
out of the joint distribution function under consideration. It would be of some help
to separate the statistical properties of each variable from their dependence structure.
Copula functions provide us with a viable way to achieve this goal.

This chapter is organized as follows. Section 8.1 introduces the notion of copula
and related definitions. Section 8.2 presents an overview of major concepts of de-
pendence and examines their link to copulas. Sections 8.3 and 8.4 exhibit the most
important families of copulas together with their properties. Section 8.5 is devoted
to the statistical inference of copula functions. Section 8.6 discusses Monte Carlo
simulation techniques. Section 8.7 concludes with a few remarks and comments.

8.1 Copula Functions

A copula is a mathematical function C representing a joint distribution F as a func-
tion of the corresponding marginal distributions F;, j = 1,...,n,ie., F(x1,...,
xp) = C(F1(x1), ..., Fy(x,)). We begin with a definition and then present a theo-
retical result stating the claimed property.

Definition (Copula function) An n-copula (function) is a real-valued function C
from the unit cube [0, 1]” onto the unit interval [0, 1], such that:

(1) Groundness: C(u) = 0 if at least one coordinate u ; is zero;

* with Davide Meneguzzo.
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2) Reflectiveness: C((1,...,1,u;,1,...,1)) =u;;
( J J
(3) N-increasing property: For allu'=(u!, ..., u}) and v?=@?, ..., u2) in [0, 1]"
1 n 1 n
withu! < v?, ie., ull < “,2 for all i, the C-volume of the hypercube with corners
u! and u? is positive, ie.,!
D T (il L i) 2 0,

=12 ip=12

It is easy to see that these properties follow from the fact that the composite
function C o (Fy, ..., F,) is a cumulative distribution function (c.d.f.); moreover,
any copula function is itself the joint c.d.f. of n standard uniform random variables
av8) Uy, ..., Uy, e, Cluy,...,uy) =PWU; <uy,...,U, <uy).

The following theorem is a key result. It states a relation between distributions
and copulas.

Theorem (Sklar, 1959) Let F be an n-dimensional c.d.f. with marginal c.d.f.’s
Fi, ..., Fy,. Then, there exists a function C : R" — [0, 1] such that for all y in R™:

F(yi, ..., yn) = C(F1(31). .., FaOyn)).

If all margins Fy, ..., F, are continuous, then C is unique. Conversely, if C is a n-

copula and Fy, ..., F, are c.d.f.’s, then the function defined by F(y1,...,yn) =

C(F1(31), ..., Fy(yn)) is a joint n-dimensional c.d.f. with marginals c.d.f’s F,
.., Fy.

This theorem elucidates the main idea of dependence modelling using copula
functions: the statistical properties of margins and their association structure can be
disentangled, so that one may model one independently of the other.

An immediate corollary of Sklar’s theorem states that the copula corresponding
to an n-dimensional distribution function F with continuous margins Fi, ..., F, can
be computed from these functions as

Clut, .. up) = F(F ), Fy ), (8.1)
where Fl._1 is the quasi-inverse function of F; as defined in subsection “Transforma-
tion Methods” in chapter “Static Monte Carlo”.

1 The case n = 2 is self-evident: the C-volume is the area
Ve = (D" ewl ud) + " 2cwl, ud) + D cw?, ud)
+ (=¥, u3)
= Cul,ud) — Cul,u3) — @l ud)y + cui, ud).

This is exactly the probability that a bivariate random variable with distribution func-
tion C assumes a value in the rectangle with vertices (u{, u%), (ui, u%), (u%, ué) and

w3, u3).
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8.2 Concordance and Dependence

This section discusses the relationship between copula functions and association
measures for pairs of random variables. These notions allow one to model the sta-
tistical dependence between prices, indices and other financial quantities. It is worth
pointing out that most notions involving statistical distributions can be formulated in
terms of the corresponding copulas.

8.2.1 Fréchet-Hoeffding Bounds
It is clear that the copula function of mutually independent variables is given by the
following function defined in [0, 1]":

n

Cl(ul,...,un): Huj.

j=1

This is known as the product copula.

What about the extreme cases of perfect positive and negative dependence? The
answer to this question is linked to the Fréchet—-Hoeffding theorem stating upper and
lower bounds for copula functions.

Definition A copula C; is smaller than a copula C», and we write C; < Cj, if:
1. Ci(w) = Ca(u), and
2. Ci(w) = C2(w), o

for all win [0, 1]*, where C denotes the joint survival function

Cui,...,uy) =PWU > uy,..., U, > uy). (8.2)
Theorem (Fréchet-Hoeffding, 1957) If C is an n-copula, then
C-<C<CH,
where
n
C (uy,...,uy) = max(Zui —n+ 1,0),

j=1
Ctuy, ..., uy) = min(uy, ..., u,).
Functions C+ and C* are n-copulas for all n > 2, whereas C™ is not a copula

for n > 3. To see this, we compute the volume of the n-cube [1/2, 1]" using the
lower copula bound:

max(1+---4+1—-—n+1,0) —nmax(1/24+14+---+1—-n+1,0)

+(;>max(1/2+1/2+1+~~+1—n+1,0)

+max(1/24---+---+1/2—n+1,0)
=1-n/240+---+0.
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This number is negative for n > 3, hence C™ is not a copula according to the defin-
ition above. However, C~ is the best possible lower bound in the sense that for any
n > 3 and any u in [0, 1]", there exists an n-copula C such that C(u) = C~ (u).
The Fréchet—Hoeffding theorem has a clear interpretation in the bivariate case:
two random variables X1 and X, exhibit copula C~ (resp. CT) if and only if they
are discordant (resp. concordant) functions of a commonr.v. Y, i.e., X1 = f1(¥) and
X, = f2(Y) with f increasing and f> decreasing (resp. both f; and f> increasing).

8.2.2 Measures of Concordance

Roughly speaking, two random variables are said to be concordant if large values of
one come with large values of the other and small values of one come with small
values of the other. Two samples (x;, y;) and (x; y;) of a continuous random vector
(X, Y) are concordant if (x; — x;)(y; — y;) > 0. This means that either x; < x; and
yi <yjorx; > xjandy; > y;. Since dependence between variables X and X> is
driven by their copula C, we interchangeably use symbols kx, x, and k¢ to denote a
measure of concordance as defined as follows:

Definition (Measure of concordance) A function x defined on pairs of random
variables is a measure of concordance if for every pair X1 and X, of r.v.’s it satisfies
the following properties:

(1) Completeness: kx, x, is well defined;

(2) Normality: —1 < kx, x, < 1;

(3) Symmetry: kx| x, = KX5, X1}

(4) Weak nullity: kx, x, = kcL = 0 if X and X are statistically independent;

(5) Specularity: k_x, x, = kx|, —X, = —KX;,Xo}

(6) Monotony: for all pairs of copulas such that C; < Cy, then k¢, < k¢,;

(7) Continuity: if (X1,, X2,n) has copula C,, and (C,),>1 converges pointwise to C,
then lim, o kc, = KC.

It can be shown that « is invariant under any strictly increasing transformation 7
of the underlying r.v.’s:

k(T(X1), T(X2)) =k(X1, X2).

Kendall’s tau and the Spearman’s rho are measures of concordance playing an impor-
tant role within nonparametric statistics. They provide us with viable alternatives to
the linear correlation coefficient as a measure of association for nonelliptical distri-
butions. (As will be shown below, in this case the linear correlation coefficient turns
out to be incapable of properly representing the notion of dependence.) We define
these measures through their copulas as follows:

1. Kendall’s tau:

‘[:4// C(uy,u2)dC(uy, uz) — 1
[0,1]2

dC(uy, aC(uy,
_1 _4// (w1, uz) 90C (uy, uz) duy duta.
[0,1]2 811] 8I/l2
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It can be shown that Kendall’s tau matches the difference between the probability
of concordance and the probability of discordance for two independent random
vectors (X1, Y1) and (X3, Y») sharing a common joint distribution function F and
copula C:

T =P((X1 — X2)(Y1 — Y2) > 0) — P((X1 — X2)(¥] — Y2) <0).

2. Spearman’s rho:

Q:lZ// C(uy,up)duyduy — 3
[0.1]?

:12// ur dC(uy, up) — 3.
[0,1]?

Spearman’s rho can also be expressed in terms of probabilities of concordance
and discordance. More precisely, given three i.i.d. vectors (X1, Y1), (X3, Y2) and
(X3, Y3) sharing a common copula C, we have

0 =3[P((X1 — X2)(¥1 — ¥3) > 0) = P((X; — X2)(¥1 — ¥3) < 0)].

Example Independent variables feature the product copula C. Since the partial
derivative 8Cl/8u1 dur = 1, we have

TCL=1—4// ujuy duyduy =0,
[0,11?

QCL:12// uluzduldu2—3:0.
[0,112

Kendall’s tau and Spearman’s rho are linked through a well-established relationship.
The attainable region for the two concordance measures is defined as the set of pairs
(t, 0) that are compatible with this relation. For positive values of t, o lies in the
interval 0.5[37 — 1,1 + 2t — rz]; for negative values of t, o lies in the interval
0.5[t> 42t — 1, 1 4+ 37]. Figure 8.1 exhibits a graph of the resulting region in the
(t — g)-Cartesian system.

8.2.3 Measures of Dependence

In the previous section, we have introduced Kendall’s tau and Spearman’s rho as
measures of concordance. A major drawback of this notion is that, according to
Property (4) in the definition of concordance measure, statistical independence is
not implied by a vanishing concordance measure. In this section, we introduce the
notion of measure of dependence as a way to overcome this difficulty. A measure
of dependence provides us with an indication about the extent to which two vari-
ables are mutually related. The key idea is to assess a distance between the copula
associated to a given pair of random variables and the product copula C*. The next
definition gathers a minimal number of properties for a function of two random vari-
ables to be a measure of dependence.
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Attainable region for Kendall's tau and Spearman's rho
1 T T

rho

Fig. 8.1. Attainable region for Kendall’s tau and Spearman’s rho.

Definition (Measure of dependence) A function § defined on pairs of random
variables is a measure of dependence if it satisfies the following properties:

(1) Completeness, symmetry, specularity, monotony and continuity, as in the defini-
tion of concordance;

(2) Normality and positiveness: 0 = §c1 < dc <8¢+ = 1;

(3) Strong nullity: kx, x, = kc1 = 01if, and only if, X; and X, are statistically
independent.
The most popular dependence measures are defined as follows:

1. Hoeffding’s phi:

¢=3 10// (C(ul,ug)—ulug)zdulduz.
[0,1]2

2. Schweitzer—Wolff’s sigma:

0:12// |C(uy, uz) — uyuo| duy dus;.
[0,1?

8.2.4 Comparison with the Linear Correlation

Pearson’s linear correlation coefficient p between two random variables X; and X,

is defined by: Cov(X1. Xa)
OvV(X1, &2

/Var(X ) Var(X7)

This is not a measure of dependence. In particular:

(X1, X2) =
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(1) A null p is compatible with some structure of dependence between variables.

Example The cubic copula is defined as
Clur,uz) = urup + afui(uy — D)2uy — Dlluz(uz — 1) Q2uz — 1],

with @ € [—1, 2]. This copula differs from the product copula. Consequently, the
two variables exhibit a dependence structure. However, the corresponding linear cor-
relation coefficient is zero:

Cov(X1, X2) = // (Cur, uz) — uyuz) duy duy
[0.11?
= 01/ [ug(r — DQuy — 1)]dul/ [ua(uz — 1) Quz — D] duz
[0,1] [0,1]
L, o5 1o\ Ly 5,15
=a<§ul —uj +§u1) . X 5”2_”24‘5“2

It is interesting to notice that the Hoeffding’s phi detects the aforementioned depen-
dence between X and X>:

¢ = 3\/10// (Cur, uz) — uyua)” duy dus
[0,11

= 3\/10//[‘0 1]Z(Zu? — 314% + u1)2(2u% — 3u% + u2)2 du duy

1
=0.
0

= 3\/10f[0 1][4u? — 12u3 + 13uf — 6u3 + u?] du,

x \// [4u§ — 1203 + 13u3 — 6u3 + u3] dup = 0.0451.
[0,1]

(2) p needs not span the whole interval [—1, 1]. We may show that for a suitable
pair of margins, the linear correlation ranges over a strict subinterval of [—1, 1]
across all possible copulas.

Example Wang (1999) shows that the minimum and maximum values attained
by the linear correlation of lognormal variables X1 ~ LA (ui,01) and Xp ~
LN (12, 02) are given by

e %12 — 1
_ = 5 5 <0
(eol _ 1)1/2(602 _ 1)1/2
e?12 — 1
P+ = =0
T - )12 - i
If we set 0y = 1 and op = 3, the correlation coefficient ranges over the interval

[—0.008, 0.16].
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(3) A null p is compatible with perfect dependence between variables.

Example Consider the following copula:

uj if0<uy < up <3,

=
=

—_ o —

C = %uz if 0 < %uz < Ui —%uz,

wp+up—1 if 3 <1—Jup<u <L
We have Cov(Uy, Uz) = 0, but P{U, = 1 — |2U; — 1|} = 1, meaning that one
variable can be perfectly forecasted from the knowledge of the other.

8.2.5 Other Notions of Dependence

Copula functions allow one to control tail dependence. This quantity measures the
extent of dependence between r.v.’s arising from extreme observations. From a geo-
metric perspective, tail dependence represents the concentration on the lower and
upper quadrant tail of the joint distribution function of two r.v.’s X1 and X,. More
formally:

Definition (Upper and lower tail dependence) Given r.v.’s X| and X, with mar-
ginal distributions F and F,, the upper and lower tail dependence numbers are de-
fined as

AU = 11?1111)[)(2 > F '] Xxi > F )],
u
AL = 111161}»[)(2 < E'wlx < Flw).
u
If Ay (resp. AL) is positive, then the two random variables are said to be asymp-
totically dependent in the upper (resp. lower) tail; if, instead, Ay (resp. AL) vanishes,

then they are said to be asymptotically independent. This definition can be recast in
terms of the copula function associated with the two variables:

1 —2u+C(u,u)

A= lim——
utl 1—u
C(u,
a = lim S8
ul0 u

Example Consider the bivariate Clayton copula C(u, u) with & > 0 as defined in
Sect. 8.7. The lower tail is given by:

AClayton — lim C(u,u)
L w0 u
O VI
=lim—————
ul0 u

e Voo N —(t/e s (14a)
_lul?(} a(2u 1) ( 2au )
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Lower tail dependence for the Clayton Copula
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Fig. 8.2. Lower tail dependence of the Clayton copula varying .

= lim2 (2 = 1) )

ul0

= Tim 2(u® (2u~* — 1))~/
ul0

= lim2(2 — u®) T =V 5 g,
ul0

Figure 8.2 shows the behavior of the lower tail dependence A1, across different values
for the parameter .

The ability of copula functions to describe the way two random variables jointly
behave under tail events is useful for the purpose of examining the joint behavior
of excessive negative returns of financial time series. An important notion in this
respect is the one of positive quadrant dependence proposed by Lehmann (1966).
Roughly speaking, two r.v.’s are positive quadrant dependent if the probability of
being simultaneously small is an upper bound for the probability of the same event
under the assumption that the two r.v.’s are statistically independent. More precisely:

Definition (Positive quadrant dependence) Two random variables X and X, are
said to be positive quadrant dependent (PQD) if

P(X1 <x1, X2 =x2) 2 P(X1 <x1) x P( X2 < x2),
for all (x1, x2) € R2.

The PQD inequality may be easily rewritten in terms of copulas: X; and X, are
PQD provided that
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C(uy, u2) > ujuz,

forall (u1, uz) € [0, 1]%. By applying Bayes’ rule, the PQD inequality may be rewrit-
ten as
P(X1 = x11X2 < xp) = P(X1 < x1).

A typical restriction arising in financial applications requires that this conditional
probability be a non-increasing function of x,. This can be interpreted as saying that
the probability a price or index return X assumes a small value does not rise with
the increase of another price or index return X».

Definition (Left tail decreasing) We say that a random variable X is left tail
decreasing (LTD) in X, if the conditional distribution function P(X| < x1|X> < x2)
is a non-decreasing function of x,, for all x; € R. This is equivalent to requiring that
the ratio C(u1, up)/u> be non-decreasing in u; for all u, € [0, 1].

The cumulative distribution function of both the minimum and the maximum of

n random variables X1, ..., X, with c.d.f’s Fy, ..., F, can be expressed in terms
of their copula C. Let X1, ..., X;, be r.v.s with a common range J and set m =
min(Xq, X2, ..., Xy,) and M = max(Xy, X3, ..., X,). Since Fy(a) = P(M <
a)=PX|<a,Xp<a,...,X,<a)=F(a,a,...,a), wehave:

Fmax(X,, Xa,... Xy (@) = C(Fi(a), F2(a), ..., Fy(a)).

\

Moreover, Fj,(a) = Pm < a) = 1 —-Pm > a) =1 —-PX; > a, X
a,..., X, > a), so that

Fmin(X1,X2,... Xy (@) = 1 = C(Fi(a), Fa(a), ..., Fy(a)),

where a € J and C is the survival copula defined in formula (8.2).

8.3 Elliptical Copula Functions

Elliptical distributions share several properties with the multivariate normal distrib-
ution. Elliptical copulas are the corresponding copula functions.

Definition (Elliptical distributions) The n-dimensional random vector Y has an
elliptical distribution with parameters p, X and ¢ if there exists a vector © € R” and
an n X n positive definite symmetric matrix X' such that the characteristic function
of Y — p is written as a function of the quadratic form t' >t ie.,

ov—u (1) = p(t" Zt),
for some regular ¢ : R, — R. We denote thisby Y ~ E,(u, X, ¢).

Example Consider an n-dimensional multivariate Gaussian distribution Y ~
N, (0,1,), with I, representing the n x n identity matrix. Since vector components
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are independent univariate normals, each one with characteristic function given by
exp(—t2 /2), the characteristic function of Y reads as

1 1
exp(—i(tl2 +- 4 t,f)) = exp(—EtTt>.

Consequently, the multivariate normal is elliptical.

Definition (Multivariate Gaussian copula) Let R be a symmetric, positive defi-
nite matrix with unit diagonal entries. The multivariate Gaussian copula (MGC) is
defined as

Cur, ... un; R) = ®p(® (1), ..., & H(un)), (8.3)

where @ denotes the standardized multivariate normal distribution with correlation
matrix R.

In terms of density, we have the canonical representation

) =c(Fi@). ... FaGa)) x [ £

j=1
where c is the nth mixed derivative of copula C in expression (8.3), namely:

c(Fix1), .oy Fyle)) =30, Cluy, .. (8.4)

.....

and f; is a standard normal density f;(x;) = % Fi(x)| x=x;- The function c is called
copula density.

The copula density is the ratio between the joint density f and the product of all
marginals f;. We prove this result in the bivariate case. Let X1 ~ F and X, ~ F> be
continuous random variables in R with joint c.d.f. F. We define probability integral
transforms as U; = F(X1) and U, = F>(X»). Consequently, X| = Ff](Ul)
and X, = F271(U2), where we adopt generalized inverse functions (see chap-
ter “Static Monte Carlo™). If J denotes the Jacobian of the multivalued function
(Fl_1 (Uy), F2_l (U»)), the change of variable formula leads to

c(ur, uz) = f(F7 ), Fy ' (u2)) det J
= f(F; '), F5 ' (u2))
x (Bu, Fy ' u)du, Fy ' u2) — du, FT )y, Fy ' (u2))
= f(F; '), By ' u2) (Bu, F ) oy, Fy ' (u2))
= F(F; ), Fy ') (9, Fi (x1)dx, Fa(x2)) ™
_ fET ), Fy )
CAFE @) LF; w2)

If the two r.v.’s are statistically independent, the numerator in the last expression
matches the denominator and the copula degenerates into the unit constant. From the
definition of MGC we can easily determine the corresponding density.
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Example In the case of a multivariate normal distribution, we have:

1 1 Tp—1
Wexp —EX R 'x

n

1 1
=c(P(x)), ..., P(x, — —=x7)),
c(®(x1) (x )).}1(@6)@( 2)6,))

x' R~ Ix)

and thus 1 ]
GO R P2

[Tj=1 (s exp(=327)

(@), ..., P(xy)) = (8.5)

By letting u; = ®(x;), we can write:
c(uy, ..., up) =

withw = (@ L), ..., 2 tu,) .

In the case of distributions with a Gaussian copula, there is a relationship between
Kendall’s tau and Pearson’s linear correlation rho:

T = — arcsin p.
e
A similar result can be obtained for the Spearman’s rho:
© = — arcsin p.
T

Figure 8.3 shows the surface of the Gaussian copula density as depicted in equation
(8.5) for the bivariate case, with p = 0.5. Figure 8.4 exhibits the contour plot of the
MGC density for different values of correlation. These figures can be obtained by
running the MATLAB® code Bi vGCDens. m see Table 8.1.

Definition (Student T-copula) For a symmetric and positive definite matrix R
with unit diagonal entries, let Tk , denote the standardized multivariate Student’s ¢
distribution with correlation matrix R and v > 1 degrees of freedom:

" s T()|R| 12
TRU(yl,...,yn)—/ / F( )(le:)”/2

1 —(v+n)/2
Sl p—1

x<1+ X R x> dxp --- dx,.
v

The multivariate Student T-copula (MTC) is defined as:
Cur, ...ty Rv) = Tro (T, ), o Ty (w)),

where 7,1 is the inverse of the univariate Student’s # cumulative distribution func-
tion with v degrees of freedom.
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Fig. 8.3. Density of a two-dimensional Gaussian copula with p = 0.5.

Fig. 8.4. Contour plots of a bivariate Gaussian copula across different values of p.

The corresponding copula density can be computed using formula (8.4) as

cui, ..., up; R) = |R|71/?

F(#)( F(%) )11 a+ %O)TR_l(t))_(U—H’)/Z
L& \reh/ T A+ () /vy~ e+h2

(8.6)
where w; = T, !(u;). It can be proved that the Student ¢ copula exhibits identical
upper and lower tail dependence coefficients, namely:

_ oFIVT=p
A=A = 2T [ ),
VI+p
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Table 8.1.
function ¢ = Bi vGCDens(rho)

ul = 0.01:0.01:0.99;
u2 = ul;

for i=1:1ength(ul)
for j=l:1ength(u2)

c(i,j) = (1/(sqgrt(l-rho*2))) * exp(-((normnv(ul(i))~2 +
normnv(u2(j)) "2 -

2*rho*norm nv(ul (i))*norm nv(u2(j)))/(2*(1 - rho"2)))

((norminv(ul (i))"2 + normnv(u2(j))*2)/2));
end
end

[ X, Y] = meshgrid(ul);
surf(Y, X, c);

xl abel ("ul");
yl abel (" u2');
title('Bivariate Gaussi an Copul a density’);

Bivariate Student Copula density with rho=0.5 and v=3

Fig. 8.5. Density of a two-dimensional Student z-copula with p = 0.5 and v = 3.

where T, denotes the survival probability for a univariate Student # with v + 1
degrees of freedom. Clearly, this coefficient is increasing with p, decreasing with
v, and vanishes as the number of degrees of freedom diverges to infinity, provided
that p < 1. Figure 8.5 displays the surface of a T-Student copula density in two
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Fig. 8.6. Contour plots of a two-dimensional Student 7-copula with p = 0.5 across different
values of v.

dimensions under the assumption that p = 0.5 and v = 3. Figure 8.6 shows the
contour plot of this density across different values of v.
These figures can be obtained by running the code TCDens. m see Table 8.2.

8.4 Archimedean Copulas

Archimedean copulas constitute an important class of copula functions due to their
analytical tractability and ability to reproduce a large spectrum of dependence struc-
tures.

An Archimedean copula generator is a convex and strictly decreasing function
¢ from the unit interval [0, 1] onto R with ¢(1) = 0. The pseudo-inverse of ¢ is
defined as a function ¢!~ from [0, co] onto [0, 1] such that:

-1 .
1y _ Jo (@) if0 <z <),
v@= {o if 9(0) < z < 0. .7

If ¢(0) = oo, then the pseudo-inverse collapses into an ordinary inverse function,
that is ! =11 = ¢!, and the generator is said to be strict. In this instance, an explicit
expression for the copula function can be obtained.

Definition (Archimedean copula) Let ¢ be an Archimedean copula generator. The
function
Clur,uz) = ¢ p@un) + ¢u2))

is an Archimedean copula.

Archimedean copulas are symmetric:
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Table 8.2.

function ¢ = TCDens(v, rho)

ul
u2

0. 01: 0. 01: 0. 99;
ul ;

const = (1/sqrt(1-
rho™2))*(ganma((2+v)/2)/gamma(v/ 2))*(((gamma(v/2))/
ganmma((v+1)/2))*2);

for i = 1:1ength(ul)
for j = 1:1ength(u2)

var si gmal _sqr tinv(ul (i),v)"2;

var si gma2_sqr tinv(u2(j),v) 2;

gF = varsigmal _sqr + varsigm2_sqr -
2*rho*tinv(ul (i),v)*tinv(u2(j),v);

c(i,j) = 0.5*(I +qF/(I-rho*2)/v)/M(v+2)/2)/...
((1+varsigmal _sqr/v)*(l+varsi gma2_sqr/v))" (-
(v+1)/2)*const;

end
end

[ X, Y] = meshgrid(ul);
surf (Y, X c) ;

x|l abel (" ul’);
yl abel (" u2');
title(’Bivariate Student Copula density’);

Clur, uz) = Cuz, ur),

and associative
C(u1, Cluz, u3)) = C(Cluy, u), u3).
Moreover, their Kendall’s tau can be computed in terms of the copula generator as:
1
u
r=1+4/ LA
o ¢

Recall that a function f(¢) is completely monotone on a given interval if it is contin-
uous and has derivatives of all orders with alternating signs, namely if:

e
(—Df L () 20,

for all ¢ in the interior of the interval and all positive integers k. The next result allows
us to generalize Archimedean copulas to the multivariate case.
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Theorem (Kimberling, 1974) Let ¢ be an Archimedean copula generator. The
function C : [0, 11" — [0, 1] defined by:

Clur, ... un) = o No@y) + - + oun)),

is a copula if and only if o111 is completely monotone on [0, 0o].
We now list a few parametrized families of Archimedean copulas.

Example (Gumbel copula) The Gumbel n-copula is defined by the strict generator
@) = (—In(u))%, with @ € [1, 00). For all « > 1, the copula reads as:

n 1/a
Cui, ..., up) =exp{—|:2(—lnu,~)“:| }
i=1

The Kendall’s tau can be computed as 7 = 1 — o', It can be shown that Gum-
bel copulas have upper tail dependence Ay = 2 — 2!/% and lower tail dependence
vanishing as « diverges to infinity. Figure 8.7 shows the surface of a Gumbel cop-
ula density for the bivariate case with @ = 10. Figure 8.8 exhibits contour plots of
Gumbel copula densities for varying assignments of parameter «. These figures can
be obtained by running code Bi vGDens. m see Table 8.3.

Example (Clayton copula) The Clayton n-copula is defined by formula (8.7) with
o) =u"% — 1, for any @ > 0. It can be written in analytic terms as:

n —1/a
C(ul,...,un)=|:Zui_a—n+1:| .

i=1

Bivariate Gurnbel Copula density with alpha =10

Fig. 8.7. Density of a two-dimensional Gumbel copula with & = 10.
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Fig. 8.8. Contours of a two-dimensional Gumbel copula for different values of o.

Table 8.3.

function ¢ = Biv@ens(alfa)

0.01:0.01: 0. 99;
ul;

ul
u2
for i=1:1ength(ul)
for j=1:1ength(u2)
ultilde = - log(ul(i));
u2tilde = - log(u2(j));
w = (ultilde"alfa) + (u2tilde”alfa)
pdf = ((ultilde*u2tilde)”(alfa-1))*((w (1/alfa))
+ alfa - 1)/ (w(2-(2/alfa)))/ (ul(i)*u2(j));
cdf = exp(-((-log(ul(i))) alfa + (-
log(u2(j))) alfa)*(1l/alfa));
c(i, j) = pdf*cdf;
end
end

[X,Y] = meshgrid(ul);
surf (Y, X c);

x|l abel (" ul’);
yl abel ("u2');
title('Bivariate Gunmbel Copula density’);
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Bivariate Clayton Copula density with alpha=3

0.4

ut

Fig. 8.9. Density of a two-dimensional Clayton copula with o = 3.

The Kendall’s tau can be computed as T = o/(« + 2). Unfortunately, the Spear-
man’s tho does not admit an analytical expression. The lower tail dependence is
AL = 271/¢, showing that Clayton copulas exhibit asymptotic lower tail dependence
provided that o > 0. We can also show that this copula exhibits an asymptotically
independent upper tail:

1 —2uu® — /e

Ay = lim
utl 1—u
-2 + 2(21/{_“ _ 1)—1/0{—1u—a—1
= lim
utl -1
L =242 —ut)~Ver!
= lim
utl -1
=0.

Figure 8.9 shows the surface of a Clayton copula density in the bivariate case with
o = 3. Figure 8.10 exhibits contour plots of Clayton copula densities across vary-
ing assignments of parameter «. We see that increasing values for « are accompa-
nied by a stronger tail dependence. These figures can be obtained by running code
Bi vCDens. m see Table 8.4.

Example (Frank copula) The Frank n-copula is defined by generator (1) =
— In(22E2-Ly with o # 0. As a result,

exp(—a)—1
1 [Tioie ™" = 1)
Clur, ..., un) = —aln{H e —1y |

For n > 3, the generator is strict provided that « > 0. Kendall’s tau is given by 7 =
1 —4a~'[1 - D;(«)] and the Spearman rho is computedas o = 1 — 2o~ [Dy (o) —
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Fig. 8.10. Contour plots of a two-dimensional Clayton copula across different values of «.

Table 8.4.
function ¢ = BivCDens. m(al fa)

0.01:0.01: 0. 99;
ul;

ul
uz2
for i=1:1ength(ul)
for j =1:1ength(u2)
c(i,j) =(1 +alfa) * (ul(i)"(-alfa-1))
* (u2(j) " (-alfa-1)) *...
(((ui(i)"(-alfa)) + (u2(j)"(-alfa)) -
H"((-1alfa)-2));
end
end

[ X, Y] = meshgrid(ul);
surf(Y, X c);

x|l abel (" ul");
yl abel (" u2');
title('Bivariate Cayton Copula density’);

D> ()], where D denotes Debye’s function
J * j -1
Dj(x)=— t (exp(t) - 1) dr.
x/ 0
This copula is neither lower nor upper tail dependent, i.e., A;, = Ay = 0. Figure 8.11

shows the surface of a Frank copula density in the bivariate case for « = 3. Fig-
ure 8.12 exhibits contour plots of Frank copula densities for varying assignments
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Fig. 8.11. Density of a two-dimensional Frank copula with & = 3.

Fig. 8.12. Contour plots of a two-dimensional Frank copula for different values of «.

of parameter «. These figures can be obtained by running code Bi vFDens. m see
Table 8.5.

8.5 Statistical Inference for Copulas

We present three methods for estimating parameters identifying a copula within a
given family:

A. Exact maximum likelihood (EML);

B. Inference functions for margins (IFM);

C. Nonparametric kernel (NK).
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Table 8.5.

function ¢ = Bi vFDens(al f a)

ul = 0.01:0.01:0.99;
u2 = ul;

for i=1:1ength(ul)
for j =1:1ength(u2)

A= -alfa * (exp(-alfa)-1) * exp(-alfa*ul(i)) *
exp(-al fa*u2(j));

B = ((exp(-alfa)-1) + (exp(-alfa*ul(i)) -1) *
(exp(-alfa*u2(j)) - 1))"2;

c(i,j) = (AB);

end
end

[X,Y] = meshgrid(ul);
surf (Y, X c);

x|l abel (" ul");
yl abel (" u2');
title('Bivariate Frank Copul a density’);

We consider a strictly stationary n-dimensional stochastic process X. Input data
consists of a time series (X1, X2, ..., Xnt)i=1,...7 of sample vectors recorded at
times t = 1,..., T. These data may represent observed returns of n financial asset
prices observed at consecutive dates. In what follows, we consider continuous distri-
butions only. In particular, both copula and marginal distributions are assumed to be
continuous. By inspecting the canonical representation (8.4), estimating a multivari-
ate statistical model requires three steps:

(1) Select marginal distributions and estimate them on univariate data;

(2) Select a family of copula functions representing the dependence structure of mul-
tivariate data;

(3) Estimate the copula parameters.

The first step uses classical estimation methods from univariate statistics. The second
step is the most delicate one: though little work has been published on this issue, we
briefly examine it later on in this chapter. Here, we are more concerned with the last
step. This can be performed by maximizing the likelihood function resulting from
the previous steps. The EML method solves (1) and (2) in one fell swoop. However,
this comes at the price of having a burdensome computational algorithm. IMF splits
univariate from dependence structure estimations and therefore is more reasonable
in the context of a copula-based model description. NK assumes no particular form
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for the distribution functions involved in the estimation process, but it requires large
data sets.

8.5.1 Exact Maximum Likelihood

Let {x1r, x2r, ..., Xnr}r=1
function is given by

T be the sample data matrix. The logarithmic likelihood

.....

T

T n
LO) =Y Inc(Fi(x1), Faxa), ..., FaCo)) + Y > Infi(xj), (8.8

=1 =1 j=1

where 6 gathers all parameters defining bo the the marginals and the copula.
The maximum likelihood estimator is obtained by maximizing the function £
above on a compact domain © for the parameter choice:

OMLE = L@®).
MLE = arg max @)

Under suitable regularity conditions, this estimator is consistent, asymptotically ef-
ficient, and asymptotically normal, that is:

VT Buie — 60) — N(0, 371 (60)).

Here, 6y is the exact value for the unknown parameter and J(6y) denotes Fisher’s
information matrix defined entry by entry as:

3(60)i,j = E[0y; L(60)0x; L(60)].

Example (Multivariate Gaussian copula) Let C be a multivariate Gaussian copula
as defined in formula (8.5). The corresponding log-likelihood function is defined as
follows:

T
T 1 _
L£(0) = —§1n|R| -3 ;_1 o/ (R =1,
where @; = (@~ 1(x1,), ..., @ L (xu)) ", @ denotes the standard normal c.d.f., R is

a symmetric and positive definite matrix, and the parametric space is @ = R"*".
Since [0/0R™"1L(0) =27 [TR — Y.[_, &, ], then the maximum likelihood esti-
mator is computed as:

T

. N 1 -

OMLE = RMLE = T E ®; @;.
=1
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8.5.2 Inference Functions for Margins

ML may require an excessive computational effort as it requires to jointly estimate
both parameters of the marginal distributions and the ones that identify the copula.
If we take a closer look at the log-likelihood function (8.8), we see that estimating
a copula requires to specify parametric univariate marginal distributions. These pa-
rameters can be estimated on univariate time series and then plugged into the full
likelihood. This latter finally depends on the copula parameters. This method ex-
ploits the fundamental role played by copula functions: that is to separately specify
univariate margins and a dependence structure. This observation leads to the follow-
ing estimation procedure developed by Joe and Xu (1996):

Algorithm (IFM)

1. Define log-likelihood functions L for the joint distribution, L ; for the jth mar-
ginal, and L, for the copula function c:

T
L(w,0) = erw(Fl(xm 01), Fa(x21:62), ..., Fp(Xnss 6n); @)

t=1

T n
+ YD In £ (xe 0)),

t=1 j=1

T
Lj©0;) = Infi(xji; ),

t=1

T
Le@) =Y c(Fi(xs ), ... Fylo: ) 0).

t=1

(Here vector @ = (64, .. ., 6,) collects all parameters of the marginal distributions
and vector @ gathers all copula parameters.)

2. For each univariate marginal, estimate parameters 6; over a compact domain ®;
by maximum likelihood (ML):

§; = arg max L;(6),).
! gejE@Xj a
3. Estimate the copula parameters @ over a compact domain £2 by ML:
® = argmax L (w).
wes?

4. Calculate By = (@, 0).

The IFM estimator solves the set of equations

(2 0 )

’

90,777 086, dw )
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whereas the MLE results from solving

oL oL oL 0
(ael""’ 36, 8w> N
Therefore, in general the two estimators do not agree. IFM estimation can also be
adopted as a starting point to speed up the optimization for a classical ELM proce-
dure. To address the issue of the asymptotic efficiency of the IFM estimator compared
to the MLE, we need to consider the corresponding asymptotic covariance matrices.

Under regularity conditions, the IFM estimator turns out to be asymptotically nor-
mal, namely

ﬁ@IFM — Bo) = N(0. 571 (Bp)).

Here 7 (B) represents Godambe’s information matrix

h(By) =D'v(DY)T,

D = E[Vgs(B)].V = E[s(B)s(B) "], and s(B) = (3£1961, ..., dL,36,, ILcAw) T
is a score vector.

Estimating the covariance matrix & requires a computation of several partial
derivatives. Joe (1997) suggests using the Jacknife method or other bootstrap meth-
ods to achieve this goal. In a time series context, it may be useful to adopt a block-
bootstrap, especially when the time series in hand shows a low autocorrelation.

8.5.3 Kernel-based Nonparametric Estimation

A potential problem arising while adopting the IFM method is that the number of
possible arrangements can be very high and one can easily get lost looking for the
best combination of marginals and the copula. This problem can be overcome by
adopting a nonparametric approach to model margins and copulas. This framework
allows for data to deliver distributions and a copula without calling for a subjective
choice about their functional form.

We consider a nonparametric method to estimate copula functions in the context
of multivariate stationary processes satisfying strong mixing conditions. In particu-
lar, we present a kernel-based approach providing differentiable estimates.

The starting point of this method is the usual representation C (uq, ..., u,) =
F(Ffl(ul), e, Fn’l(un)) as in formula (8.1). Here, Ff], R F{] are the pseudo-
inverse functions of the univariate c.d.f’s Fi,..., F,. (For a clear definition of
pseudo-inverse function, see chapter “Static Monte Carlo”.) Consequently, estimat-
ing a copula function amounts to providing estimates of F and the marginals Fj;.
Each of these estimations is performed by means of a kernel-based method.

Let &;(u ;) denote the unique solution of the equation F;(y) = u; for any ar-
bitrary u; € (0,1). A kernel is any bounded, symmetric, and normalized (i.e.,
f k(x)dx = 1) real-valued function k(x) defined on R. An n-dimensional kernel
is defined in terms of kernels by:
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n
k(x) =[] &j(x)).

where X = (xq, ..., Xx,).
Consider a bandwidth matrix H made by collecting positive functions /;(T') on
the main diagonal in a diagonal matrix, that is:

hi(T) O 0
H:( 0 0 )
0 0  h,(T)

We assume that |4| + (T|h])™' — 0 as T diverges to infinity. We consider an
n-dimensional kernel of the form:

n
X
kx;h) = | [ k().
o) H / <hj)
j=1
A single probability density function (p.d.f.) of Y;; computed at y; can be estimated

as:
f,(yJ Th Zk (YJ jt)

while the joint p.d.f. of a random vector Y, computed aty = (v, ..., ¥n
estimated as:

)T can be

f k(y = Y3 h
fy = Nmij@ i3 h).
By integrating on the appropriate domains, we obtain estimates for c.d.f.’s of both
Y, and Y;:

—_ Vi~

Fi(yj) = / fjGo)dx,

Y1 y2 Yno
Fo= [ [ o Fwoa

The copula is obtained through
Cw =F@),

Where u z(ulvA ° un)”é\: (glv L 9%\}’1)T’ and,é\j = innyR{y: E(y) Z l/t]}
Notice that &; is a kernel estimate of the quantile of the distribution of Y, with a
probability level u ;.

Example (Gaussian kernel) For a Gaussian kernel k; (x) = ¢(x), we obtain:
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where @ is the standard Gaussian c.d.f. in n dimensions.

8.6 Monte Carlo Simulation

The standard simulation problem can be cast as follows. We wish to simulate a sam-
ple of a random vector X = (X1, ..., X;;) with distribution function Fx defined by
assigning marginals Fx,, ..., Fx, and a copula function C, that is:

Fx(x) = C(Fx, (x1), ..., Fx, (x)),

where X =(x1, ..., x,). Since (Fx, (X1), ..., Fx,(X,)) is an n-dimensional uniform
vector with distribution function C, then a sample of X can be obtained through the
following:

Algorithm (Monte Carlo simulation)

1. Sample an n-dimensional uniform vector U = (Uy, ..., U,) ~ C;
2. Return X = (Fy ' (U1), ..., Fx ' (Up)).

Therefore, all we need is to (1) simulate a random sample of a [0, 1]*-valued
random vector U with distribution function C, i.e., Fy(w) = C(uy, ..., u,), and
(2) compute the (pseudo) inverse functions F _11, ..., F ;} 11. The latter problem has
been solved in section “Inverse Function Method” within chapter “Static Monte
Carlo” (Chapt. 1). We now address the problem of sampling from a distribution func-
tion on the hypercube [0, 1]” with uniform margins.

8.6.1 Distributional Method
We start with relation (8.1), which we reproduce here for the reader’s convenience:
Cut,...,un) = F(F7 1), .., Fy ' (u)). (8.9)

Here F is any multivariate distribution function with continuous margins Fi, ..., Fy
and copula function C (Sklar theorem). In particular, we consider a distribution func-
tion F whose samples are easy to obtain. Of course, it would be pointless to set
F = Fx as long as our original issue is just to simulate a sample of Fx using the
algorithm above stated. From this relation, we may recast the problem as follows:
look for random variables Uy, ..., U, such that

PUy < uty..., Uy <uy) = F(F7 1), ..., Fy ). (8.10)
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Let Y be a random vector with multivariate distribution F. Then, the right-hand side
in the last expression equals

P(Y) < Fy '), .., Yo < Fy (),
which can be written as
]P(Fl(Yl) <up,..., Fn(Yn) =< Mn)~

By equating this expression to the left-hand side in formula (8.10), we see that
WUy, ..., Uy 4 (F1(Y1), ..., F,(Yy)). This leads to the following algorithm.

Algorithm (Distributional method)

1. Given a copula function C, find a distribution F such that (8.9) holds true.
2. Simulate a sample Y = (Y1, ..., ¥;;) from distribution F.
3. Return (F1 (Y1), ..., F,(Yy,)), where F; is the ith marginal of F.

Example (Gaussian copula simulation) To simulate a random vector (u1, ..., uy,)
distributed according to a Gaussian copula C s with correlation matrix R, we start
with the canonical representation:

Car(ut, ... uy) = @p(@7 1), ..., @ uy)),

where @,, is the c.d.f. of an n-variate normal distribution function with linear cor-
relation matrix R and @ is the univariate standard normal c.d.f.; next, we apply the
procedure described above, with F; = @ for all i. To generate a sample Y from @,,,
it suffices to:

(1) Find the Cholesky decomposition of R, so that AAT = R, with A lower trian-

gular;

(2) Generate a sample of n independent random variates Zi, Z», ..., Z, from
N, D);

(3) SetY =AZ (withZ = (Z1,Z>,...,Z,) and Y = (Y1, Y, ..., Y,)"); and fi-
nally,

(4) Deliver (& (Y)), ..., D (Yy)).

Figure 8.13 shows 1,000 random samples of a Gaussian copula with correlation
matrix R = diag(0.5, ..., 0.5). Function GCSi rmul . m(see Table 8.6) implements
this sampling method.

Example (7-Student copula simulation) In order to simulate a random vector
(u1, ..., uy,) distributed according to a 7T'-Student copula with correlation matrix R
and v degrees of freedom, we start with the canonical representation:

Ci-Student (U1, - .., Up) = Tn,v,R(Tv_l(Ml)a R Tu_l(un))a

where T, ,, g is the c.d.f. of an n-variate 7-Student distribution function with v de-
grees of freedom and covariance matrix V—il R, and T, denotes a univariate 7-Student
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@

Fig. 8.13. 1,000 samples from a Gaussian copula with p = 0.5.

Table 8.6.
function u = GCSimul (Corr, sinmul)

y = randn(size(Corr,1), simul); %indi pendent gaussi an random
vari abl es

A = chol (Corr); % Chol esky factorization

X = (A *y); % Correl ated gaussi an random vari abl es

u = norntdf (x); % gaussian Copul a simul ation

c.d.f. Then, we apply the usual procedure with F; = T,, for all i. To generate a sam-
ple Y from 7, , g, it suffices to set

NG
N

where Z ~ N (0, X), with Zpi: Rux = Zni/~ Zhn Zrk, and Xf is a chi-squared
sample with v degrees of freedom (see chapter “Static Monte Carlo” for the simula-
tion of these variables), under the assumption that x2 and Z are independent. Finally,
we deliver (T, (Y1), ..., T, (Yy)). Figure 8.14 shows 1,000 random simulations from
a t-Student copula, with v = 3 and R = 0.5 for each element. Function TCSi mul . m
(see Table 8.7) requires as inputs the correlation matrix R, the degree of freedom v,
and the number n of simulations. It delivers a sample of an n-vector with distribution

C¢-Student-

Y= Z,

8.6.2 Conditional Sampling

We want to generate a sample of uniformly distributed r.v.’s whose joint distri-
bution is a copula function C = C(uy, us,...,uy). Let Cx(ui,uz, ..., ux) =
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1

Fig. 8.14. 1,000 samples from a Student z-copula with p = 0.5 and v = 3.

Table 8.7.
function u = TCSi mul (Corr, V, sinmul)

z = randn(size(Corr, 1), simul); % indi pendent gaussian random
vari abl es

A = chol (Corr); % Chol esky factorization

y = (A*z); % Correl ated gaussi an random vari abl es

s = chi2rnd(V,[1 sinul]); % Random nunbers from the chi-square
di stribution

X = (sqrt(V./s) *ones(1,size(Corr,1))) .*y; % Miltivariate
Student-t distribution sinulation

u = tcdf(x,V); % Student Copul a simulation

C(uy,up, ..., ur,1,...,1) denote the k-dimensional margin of C, for all k =
1, ..., n (with obvious conventions for k = 1, k = n). The conditional distribution
of Uy given Uy, ..., Ur_ is given by

Fugu....u (ueluy, oo ug—1) = P(Up S uglUy = uy, ..., Uy = up—1)
k=1
Oy, G, )
= k-1 :
Oyt Chom1 Uy ooy ug—1)

Naturally, we assume that both the numerator and the denominator exist and the latter
does not vanish.

Algorithm (Conditional sampling)

1. Simulate a random sample u; from ¢/ (0, 1);
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2. Simulate a random sample u; from F.y, y, (-|u1);

n. Simulate a random variate u, from Fy,u,,...vu,_, Clut, ..., us—1).

To simulate a sample uy from Fy,u,,.. v, (kluy, ..., ug—1), we draw v from
U[0, 1] and set u; = F[jkl‘Ul Uk_l(v|u1, ..., uk—1). This often requires us to nu-
merically solve the equation v = Fy,u,,....u,_; (Uklu1, ..., ug—1) in the unknown

variable uy. Clearly, this task may be computationally intensive.
In the case of Archimedean copulas the conditional sampling method may be
rewritten by using the following results:

Theorem Let C(uy,ua,....un) = ¢~ (9u1) + @) + -+ + ¢(uy)) be an
Archimedean n-variate copula with generator ¢(-). Then, fork =2, ..., n,

Fuui,...ue uiluy, oo ug—1)

) (ffl(kfl)((p(ul)-}—(p(uz) + - 4 pup) (8.11)

o1 D (@) + 9u2) + -+ + pu—1))’

where o1& denotes the kth ordinary derivative of the inverse function ¢~ !.
@ ry @

We now apply this result to the Clayton, Gumbel, and Frank copulas.
Example (Clayton n-copula simulation) For a Clayton copula, the main ingredi-
ents involved in the sampling procedure are:

e Copula generator: p(u) = u~% — 1.
e Inverse generator: go_l(t) =@+ 1)~ Ve,
e Ordinary derivatives: ¢ ~'® (1) = (= 1)k <°‘+1)(“+i)k'”(°‘+k*1) (t + 1)~k

For instance, o'V (1) = —&(r + 1)~ Verl =1 = é“ai](t + 1)~Ve=2 This
provides us with the following algorithm.

Algorithm

1. Simulate n independent uniformly distributed random variables vy, vo, .. ., Up;

2. Setu; = vy;

o™ V(o +eu2))
o1 (p(ur))

where (u1) = u;” — Land p(u1) + @(uz) = u;* +u;* —2;

4. Setuy = Fyly (vluy) = (o oy "D — 1)+ 1)~V

3. Compute Fy, y, (uz2luy) = according to expression (8.11),

2. Setu, = {7 +uz®+ - +u % —n+ 2@/ @Y 1y 41y Ve

2n + 1. Return (uyq, ..., uy).

Figure 8.15 shows 1,000 random samples from a Clayton copula using the algo-
rithm described above. These results can be obtained by running the Cl ayCSi m m
(see Table 8.8) routine. Input figures are the number N of simulations, dimension M
of the copula and parameter «. The program returns an N x M vector of random
numbers drawn from a Clayton copula.
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Fig. 8.15. 1,000 samples from a Clayton copula with a = 3.

Table 8.8.
function v = dayCSim(N, M al fa)

for i=1:N
u=rand(1,M;
for j=2: M

v(i,1) = u(l);
uvec = [v(i,1: j-1) u(j)];
k = Il ength(u_vec);
v(i,j) = ((sum(u_vec(1l:k-1)."(-alfa),2) - k +2) *...
((u_vec(k)“(alfal/((alfa* (1-k))-1))) - 1) +
1)"(-1/alfa);
end
end

Example (Gumbel n-copula simulation) For a Gumbel copula, the main ingredi-

ents involved in the sampling procedure are:

e Copula generator: ¢(u) = (— In(u))®.

e Inverse generator: <p_l(t) = exp(—tl/"‘).

e Ordinary derivatives: ¢~V (r) = e étl/"‘(l""), e 1P = %e
1120/ + 1 —a), ...

711/‘1

This provides us with the following algorithm.

Algorithm

1. Simulate » independent uniformly distributed random variables vy, vy, ..., Uy}
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2. Setu; = vy;

—1(1) . .
3. Compute Fy,u, (uzlu;) = W according to expression (8.11),

where ¢(u1) = (—In(u1))* and @(u1) + ¢2) = (—In(u1))* + (—In(u2))*;
4. Setuy = F, lel Uy (v2]u1), which needs to be computed numerically;

2n. Set u, by numerically solving a nonlinear equation.
2n + 1. Return (uq, ..., uy).

Example (Frank n-copula simulation) For a Franck copula, the main ingredients
involved in the sampling procedure are:

e Copula generator: ¢(u) = In(ZRE2=1y

exp(—a)—1
e Inverse generator: go_l(t) = —‘L In(1 +e'(e™® —1)).
e Ordinary derivatives: o~ !V(1) = —Lw, ... o710 @) = (=D*Lgr(w), where
w= (S and ge(w) = w(w — 1) g1 (w),

This provides us with the following algorithm.

Algorithm

1. Simulate n independent uniformly distributed random variables vy, va, ..., Up;
2. Setu; = vy,

—1)
— ¢ Ve ter)
3. Compute Fy, y, (u2luy) = 1D (o)

—auy)—1

where o(uy) = ln(%)
(exp(—auy)—1)(exp(—auz)—1)

In( (exp(—a)—1)? )-

—1 1—e®
4. Setuy = Fyl, () = —L {1+ m};
D (o) o) +ews))
o 1D () +a)

sion (8.11), where @(u1) + ¢(u2) = In({Z2E “‘(‘;)2];(1_);‘3)’3’1()‘2“””‘“) and o(uy) +
—auy)—1 —aur)—1 —aus)—1
@(u2) + p(u3) = In({R=) )(:f;(_aau)z_)l)g)(e)(p( 2wy,

6. Setuz = F, 53 ]|U1,U2(v3|“1’ u3), which need be computed numerically by solving

according to expression (8.11),

and p(u) + @u) =

5. Compute Fuyu,.u,u3lui, uz) = % according to expres-

a polynomial equation of the second order in the variable x = e™*"3 — 1;

2n. Set u, by solving a polynomial equation of degree k — 1.
2n + 1. Return (uq, ..., uy).

Figure 8.16 shows 1,000 random samples distributed according to a Frank copula
as obtained through the algorithm just described.

8.6.3 Compound Copula Simulation

This is a simulation method for Archimedean copulas involving the Laplace trans-
form and its inverse function.
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Fig. 8.16. 1,000 samples from a Frank copula with o = 3.

Definition (Laplace transform) The Laplace transform of a non-negative random
variable X with distribution function F (x) and density function f(x) is defined by:

Lx(t) =E[e™"] = /Oo e ™MdF(x) = /oo e M f(x)dx = Ly(0),
0

0

fort > 0.

Definition (Inverse Laplace transform) The inverse Laplace transform of a func-
tion y : Ry — [0, 1] is defined as the function ¥ : R4 — [0, 1] which solves:

Ly (1) = /O e MY (x)dx =y (),

fort > 0.

Let ¢ be an Archimedean copula generator and ¢!~!! its pseudo inverse as de-
fined in (8.7). Then, compound copula simulation algorithm can be written as fol-
lows.

Algorithm (Compound copula simulation)

1. Generate X1, ..., X, i.i.d. uniformly distributed r.v.’s on (0, 1);

2. Generate a random variable Y that is independent on X1, ..., X, and whose
Laplace transform is ¢!~ 11;

3. The random samples from the Archimedean copula with generator ¢ are defined
as:

- _1 ,
U =9 —?lnXi, 1<i<n.

In the following table, we exhibit generator, inverse generator and Laplace trans-
form for some Archimedean copulas. This is all we need in order to apply the Com-
pound copula simulation algorithm.
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Fig. 8.17. 1,000 samples from a Gumbel copula with & = 3.

o(t) o= 1(s) Y -distribution
Clayton =1 (1+s) Ve Gamma(l /)
Gumbel (—Inn)* exp(—s'/®) Alpha-stable(1/a)

We see that, in order to generate a Clayton and a Gumbel copula, we need to draw
samples from a Gamma (see chapter “Static Monte Carlo”) and an alpha-stable dis-
tribution. A common procedure to get a draw from a Stable(1, 0, 0) with parameter
B is based on the following result. Let v be a uniform sample on (=%, 7) and let &
be an independently drawn exponential sample with mean 1. Then

"~ (cosuv)l/P

sin(Bv) [cos((l - ,B)U)i|(]‘9)ﬂ
p :

is a random sample from a stable distribution.

Figure 8.17 shows 1,000 random samples from a Gumbel copula using the al-
gorithm described above. The results can be obtained running the function GunbC-
Si m m see Table 8.9.

The inputs of the code are the number N of simulations, the dimension M of
the copula and «. The program returns an N random vectors with a Gumbel copula
using the compound copula algorithm.

8.7 Comments

The term “copula function” was first adopted in Sklar (1959), although related re-
sults can be traced back to Hoeffding (1940). The body of research origin is Fréchet
(1951), who discovered the lower and the upper bounds for bivariate copulas. For a
complete discussion on the early years and a detailed presentation of the mathemati-
cal theory of copula functions, the reader can consult Nelsen (1999) and Joe (1997).
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Table 8.9.
function u = GQubCSi (N, M al f a)

for 1=1: M

% Uniform[-pi/2,pi/]

V = pi*rand(1,1) - (pi/2);

% | ndi pendent exponential with nmean 1

xi = exprnd(1);

% 1/ al fa stable

beta = 1/alfa;

Z = (sin(beta*V)/(cos(V)"(1l/beta)))*(((1/xi)*(cos((1-
beta)*V))) " ((1-beta)/beta));

R = rand(1, N);

for j=1:N

u(i,j) = exp((-abs((-(1/2)*1og(R(j)))/(beta))));

end

end

Cherubini, Luciano and Vecchiato (2004) provide an excellent monograph on the
use of copulas in quantitative finance. Other interesting applications can be found
in Jouanin, Riboulet and Roncalli (2003). Our treatment follows several sources.
The notions of concordance and dependence measures are detailed in Embrechts,
Lindskog and McNeil (2001). The concept of positive quadrant dependence is from
Lehmann (1966). Mikusinski, Sherwood and Taylor (1992) deal with properties of
comonotonic and countermonotonic variables. Nelsen (1999) contains a proof of the
statement that C~ is the pointwise greatest lower bound within the class of copula
functions. Hu, Miiller and Scarsini (2003) provide interesting counterexamples to
show the subtlety of the notion of positive dependence. Schweizer and Wolff (1981)
detail the homonymous index. The Kimberling (1974) theorem is the main result for
Archimedean copulas. The IFM method has been introduced by Joe and Xu (1996).
The nonparametric kernel method is presented in Scaillet (2000), who also derives
corresponding asymptotic distributions. Extending the static notion of copula func-
tions to a dynamic framework is not a trivial task. Seminal papers in this respect are
van den Goorbergh, Genest and Werker (2003), Fermanian and Wegkamp (2004),
Kallsen and Tankov (2004), and Tankov (2005). Cherubini and Luciano (2001) pro-
vide applications to the risk assessment of financial portfolios, while Fermanian and
Scaillet (2004) illustrate some pitfalls arising upon modelling with copula functions.
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An application to credit risk and basket option pricing is developed through a case-
study in Part II of the present book (see also Meneguzzo and Vecchiato (2004)).
Rebonato (1999) details several techniques for tracking volatile market conditions
within implied option pricing models. Extreme events have been extensively studied
in Embrechts, Kliippelberg and Mikosch (1997), Longin (1996, 2000), Longin et al.
(2001), Longin and Solnik (2001), Poncet and Gesser (1997), among others.
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9

Portfolio Selection: “Optimizing” an Error’

Key words: estimation risk, simulation, optimization, asset allocation

Markowitz mean-variance theory (MV) provides a classic solution to the port-
folio selection problem. The risk of a portfolio (as measured by the variance of its
return) can be reduced by combining assets whose returns are imperfectly correlated.
Diversification, however, is not boundless.

Implementation of this approach nonetheless requires knowledge of both the ex-
pected returns on all assets comprised in a portfolio and their covariances; an infor-
mation set which by definition is not available. A common way to circumvent this
problem is thus to use sample estimates of such measures in the optimization pro-
cedure (the so-called plug-in approach). It follows that a prototypical investor is not
only exposed to market risk, but also to estimation risk. The latter can, therefore, be
defined as the loss of utility which arises from forming portfolios on the basis of sam-
ple estimates rather than true values. Clearly, even if the true moments of the asset
return distributions of a portfolio were known with certainty, MV optimized portfo-
lios would not beat other portfolios in every future investment period, since return
realizations usually differ from their expected values. However, over an appropri-
ately large investment period, MV would provide on average the optimal portfolio
composition.

The aim of this case is to discuss a few relevant problems caused by the expo-
sure to estimation risk when investors deal with portfolio selection and illustrate the
resampling technique as originally proposed by Michaud (1998).! By relying on a
statistical view of MV optimization, this method leads to a better understanding of
estimation risk exposure. Sample measures provide the initial moment estimate to a

* with Giovanna Boi, Riccardo Grassi and Alessandra Palmieri.

1 Resampled Efficiency optimization was co-invented by Richard Michaud and Robert
Michaud, U.S. patent 6,003,018, worldwide patents pending. New Frontier Advisors, LLC
(NFA) is exclusive worldwide licensee.
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multivariate normal distribution which is used to generate asset returns. A number
of independent draws are then sorted out of this multivariate population of returns
in order to simulate new return series. For each resampled series, sample moments
are calculated and corresponding efficient frontier portfolios are computed. The dis-
persion in the asset allocation of simulated portfolios comes from the estimation
risk that can affect the MV frontier constructed using the plug-in approach. For any
given level of expected return, an average of the portfolio weights over the simu-
lated portfolios yields the resampled efficient portfolios. Following the procedure
in Herold and Maurer (2002), the resampling approach is empirically tested and in-
sample and out-of-sample performances are compared with plug-in approach results.
A detailed discussion of the pros and cons of the resampling procedure can be found
in Scherer (2002), whilst alternative procedures for coping with estimation risk are
presented in great detail in Meucci (2005) and in Brandt (2006). Other important
references are Best and Grauer (1991), Brandt (2006), Britten-Jones (1999), Chopra
and Ziemba (1993) and Jobson and Korkie (1980). Extensions to dynamic portfolio
strategies have been proposed by Lacoste, El Karoui and Jeanblanc (2005), Karatzas
et al. (1986), Karatzas, Lehoczky and Shreve (1987), Merton (1971), Portait, Bajeux-
Besnainou and Jordan (2001, 2003), and Portait and Nguyen (2002).

The structure of this case is as follows. In Sect. 9.1, classic MV portfolio op-
timization is presented together with major issues — such as lack of diversification
across assets and instability of the optimal portfolio both in time and along the effi-
cient frontier — which may arise from exposure to estimation risk. Section 9.2 details
the resampling technique. Section 9.3 describes the MATLAB® functions we used to
perform resampling. Section 9.4 presents the results of the in-sample/out-of-sample
analysis.

9.1 Problem Statement

In modern finance, Markowitz’s MV portfolio selection technique provides the par-
adigmatic solution to the problem of optimally allocating capital among risky as-
sets. According to this approach, in each period an investor chooses a portfolio
®w = [wy, wy, ..., wg], such that portfolio variance is minimized given a prede-
termined level m of expected return. Therefore the investor’s problem, assuming no
short-selling, may be summarized as follows:

minw X o’
w
sub: wp =m,
9.1
wl=1, ©-1)
w>0,

where p is the (K x 1) vector of expected returns, X' the (K x K) variance—
covariance matrix of returns, 1 the (K x 1) vector with all elements equal to 1. Thus,
in each period the investor trades off portfolio expected return with portfolio vari-
ance. The minimum variance frontier represents the combination variance—expected
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returns, constructed considering portfolios that have minimum variance for a given
level of expected return. The efficient frontier is the upward sloping portion of the
minimum variance frontier and every investor will choose a portfolio on the effi-
cient frontier on the basis of his personal attitude towards risk. A strongly risk averse
agent will prefer low variance and low expected return efficient portfolios. A less
risk averse agent will choose higher expected return and therefore riskier portfolios.

The inputs to the classical portfolio selection model are the expected return vec-
tor p and the variance—covariance matrix ¥ . However, since these parameters are
not known with certainty, they need to be estimated from sample data, thereby ex-
posing the asset allocation choice to an estimation risk. The optimization problem
then becomes

minw X’
w
sub: wpit = m,
9.2
wl =1, ©-2)
w >0,

where it and 3 represent the estimates of g and X. Therefore, estimation risk refers
to the difference between the optimal solution to (9.1) and the optimal solution
to (9.2). As an example, suppose we build a portfolio using assets with equal ex-
pected returns and variances—covariances. If, because of estimation errors, sample
estimates differ across assets, MV optimization will favour some assets over others,
giving to the former a higher weight vis-a-vis the latter. As a result, over-weighted
assets will be those with large estimated expected returns, low variances and low
correlations. Alas, these assets are likely to be the ones most affected by estimation
errors!

To summarize, the consequences of estimation risk on MV optimized portfolios
are of three kinds:

(a) Low degree of diversification. MV portfolios often involve very extreme posi-
tions. In particular, as the number of assets grows, the weight on each single
asset does not tend to zero as suggested by a naive notion of diversification;

(b) Sudden shifts in the allocation of the optimal weights along the efficient frontier,
i.e., the composition of the optimal portfolio is very different for individuals that
differ slightly in their attitude towards risk;

(c) High sensitivity of portfolio weights to small variations in expected returns.
Since little changes in expected returns can completely alter the composition of
MYV optimal portfolios, while modifications in the variance—covariance matrix
have smaller impact, it follows that errors in the sample estimates of expected
return have great bearing on allocation choices. For instance, Chopra and Ziemba
(1993) find that errors in mean estimates are about ten times as important as er-
rors in variance estimates. Errors in variance estimates are in turn about twice as
important as errors in covariance estimates.

As consequence, MV optimized efficient portfolios constructed using sampled means
and sampled variance—covariance matrices from a given population generally score
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badly once their performance is verified using out of sample data. In other words,
their ex-post reward/risk ratio is lower than expected.

9.2 Model and Solution Methodology

In order to improve MV optimization and address estimation risk, Michaud (1998)
proposes a statistical procedure based on a well-known statistical procedure named
bootstrapping, Maddala and Li (1996). More specifically, a resampling procedure
aimed at the construction of a region of statistically equivalent efficient portfolios is
introduced, and the concept of resampled efficiency defined. In this way, the tradi-
tional curve representing the efficient frontier becomes a region the area of which
may be viewed as a measure of the uncertainty affecting the construction of the effi-
cient frontier.
More precisely, Michaud’s resampling procedure requires:

1. Collecting T historical returns on a set of K asset classes, i.e. on investments
such as stocks, bonds, real estate, or cash.

2. Computing sample means fi and the sample variance—covariance matrix 3.

3. Finding optimal weights for a set of Z mean-variance efficient portfolios. Target
expected returns to solve problem (9.1) are fixed in the following way. Let Ery
be the higher, among asset classes, expected return and let Ergyy be the ex-
pected return on the global minimum variance portfolio.”> Then divide the range
(Ergmv, Erm) in Z — 1 sub-intervals

{EFGM\/, Ergmv +6, ..., Eromv+(Z - 1) xé= EI’M},

where
_ Erm — Ergmy

8§ =
(Z-1)

The portfolio whose expected return is Ergpy is called portfolio with rank 1,
while the one whose expected return is Ery is called portfolio with rank Z.
Portfolios with intermediate expected return are then named accordingly.

4. Assuming that asset returns are from a multivariate normal distribution, with
mean and variance—covariance matrix equal to the sample ones and estimated in
Step 2.

5. Simulating N independent draws (i.e., resampling) for each asset class from the
multivariate normal distribution as defined in Step 4, with each draw consisting
in T random numbers for each asset class.

6. For each simulationi = 1, ..., N, re-estimating a new set of optimization in-
puts, u' and X', and finding Z simulated efficient portfolios (i.e., repeating N
times Step 3).

2 This means that Ery; = max;—1, ., /. Instead, Ergypy is the expected return of the
portfolio that solves the selection problem ming, @ ¥ @', under the constraints @1 = 1 and
o > 0. The constraint on the target expected return is not included.
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Fig. 9.1. Mean-variance efficient frontier and statistical equivalence region.

7. For eachrank j, j = 1, ..., Z, computing the average composition across the
N simulations. The Z portfolios with this average composition are called resam-
pled portfolios of rank j.

Figure 9.1 provides a graphical representation of the statistical equivalence re-
gion and gives an immediate idea on how estimation errors can affect the determi-
nation of an efficient frontier. Note that Fig. 9.1 is constructed with the following
additional steps.

(a) Calculate the expected return and the standard deviation of each of the Z mean-
variance efficient portfolios using the sample mean and the sample variance—
covariance matrix obtained in Step 2. Plot the MV efficient frontier.

(b) Calculate the expected return and the standard deviation of each of the (N x Z)
resampled portfolios using the original sample mean and variance—covariance
matrix. Plot these (N x Z) combinations variance—expected return on the same
graph as the true MV efficient frontier.

Clearly, resampled portfolios will lie below the MV efficient frontier, as they are
sub-optimal with respect to optimized portfolios based on sample estimates of the
mean and the variance—covariance matrix. Nonetheless, all of these portfolios may
still be considered statistically equivalent to portfolios plotted along the MV efficient
frontier.
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This procedure can be very useful for two main reasons. First, it provides a
means of testing whether portfolios can be considered to be statistically equivalent.
This may be useful in asset allocation as it may increase the stability of the optimal
portfolios in time (issue (c) mentioned in the previous section) and avoid costly re-
balancing. Second, the adoption of resampled portfolios may be a way of increasing
portfolio diversification and stability along the frontier (problems (a) and (b) men-
tioned in the previous section), while maintaining coherence with the postulations of
the Markowitz theory.

9.3 Implementation and Algorithm

In this section we present the MATLAB® functions used to perform the analysis and
simulations. Functions used are:

effront. m
resampfront. m
simul.m
stategregi on. m
confregion.m
resanpstats. m

Function ef front. m computes the efficient frontier solving a standard
quadratic programming problem. Optimal portfolios satisfy the expected return rank-
ing constraint, i.e. they are equally distant in terms of expected return. A short-selling
constraint is also imposed. Note that we are presenting a very simple code just to
highlight basic computational steps. The reader is invited to extend the code. For
instance, by adding a procedure to check if the variance—covariance matrix is semi-
definite positive, or by inserting new constraints so as to limit the exposure of some
asset classes.’

Resanpf ront . m is a loop function. It repeatedly applies ef f r ont . mby re-
lying on time series generated by mvnr nd. m* Note that the r esanpf ront.. m
code strictly follows on a step-by-step basis the procedure described in Sect. 9.2.
Using codes presented here, both our in-sample and out-of-sample analyses can be
viably conducted. In-sample analysis is performed using the m-files st at eqr e-
gion. m confregi on. mand resanpst at s. m The function st at eqr e-
gi on. mjointly plots the mean-variance set and the statistical equivalence region.

3 Note that if the global minimum variance portfolio and the maximum expected return port-
folio coincide, the efficient frontier reduces to a single point. This event is unlikely but defi-
nitely possible. As the resampling procedure is based on averaging the simulated portfolios,
we require that the algorithm always generates the same number of portfolios. Therefore,
when only one efficient portfolio exists ef f r ont . mbuilds a (K x Z) matrix of weights
which replicates the existing portfolio weights Z times. A standard mean-variance algo-
rithm would output a single weight vector (K x 1), resulting in a dimensionality error for
the resampling code.

4 mvnr nd. mis the multivariate random number generator built in MATLAB®.
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Fig. 9.2. Flow-chart.

Command conf r egi on. mfinally plots confidence regions for a given set of re-
sampled portfolios. Confidence regions are computed following the procedure de-
scribed in Michaud (1998), which may be summarized as follows:

1. For each portfolio on the efficient frontier, 500 statistically equivalent portfolios
are generated by simulation;

2. Resampled portfolios are computed as a mean across simulated portfolios;

3. The variance of a generic simulated portfolio, wg, relative to the correspondent
resampled portfolio, wg, is defined as

rv = (ws — wr) X (ws — wr)';

4. Portfolios belonging to the «% confidence region are those for which rv < rv*,
where rv* is the « percentile of the distribution of relative variances.

Function r esanpst at s. m generates a structure array> which collects sample
statistics on the distribution of portfolio weights. Function si nul . mis a loop func-
tion used to simultaneously construct the MV frontier and perform the resampling
procedures (results presented in next section are based on Si nmul . m). The following
flow-chart (Fig. 9.2) presents the logic relationships between functions described in
this section.

To perform in-sample analysis:

1. Load areturn time series, Ret Ser i es, into the workspace. Ret Ser i es needs
tobe a (T x K) matrix, where T indicates the number of returns and K the num-
ber of assets. Returns in Ret Ser i es start from more recent observations going
back into the past. Fix the number of portfolios NunPort f to be generated
along the efficient frontier and the number N of simulations to be run.

2. Call function r esanpf r ont . mto generate the mean-variance and the resam-
pled frontiers.

>> [ Wsp, ERrsp, SDr sp, Wi, ERmv, SDimv, Whv_S]
= resanpfront (Ret Seri es, NumPortf, N)

3. Call function st at eqr egi on. mto generate a plot of the statistical equiva-
lence region.

>> st at eqregi on(Ret Seri es, ERmv, SDmv, Ww_5S)

5 Structure arrays are particular arrays having fields. Each field can store data of different
type and dimension.
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4. Call function confregi on. m This function generates a plot of the confi-
dence region for a set of resampled portfolios — specify the portfolio set by mean
of the input vector (Por t f Set ), specify the confidence level (Conf Level ) .

>> conf regi on( W sp, ERr sp, SDr sp, ERmv, SDmv, Wiv_S,
Ret Seri es, Portf Set, Conf Level )

5. Call function r esanpst at s. mto obtain sample statistics about the distribu-
tion of portfolio weights.

>>[Stats] = resanpstats(Ww, Ww_S, Wsp, Portf Set,
Conf Level )

Note that Steps 3—5 can be performed independently. For instance, one can de-
cide to obtain simply confidence regions performing Steps 1, 2 and 4.

To perform out-of-sample simulation:

1. Load a return time series, Ret Seri esTot al — postscript Tot al has been
chosen to indicate a time series which spans the entire simulation period.

2. Call function si mul . m- this function will repeatedly call mean variance and
resampling procedure comparing the performance of the two methods and stor-
ing results period by period. Input data T indicates the time length of the in-
sample period; N and NumPortf respectively indicate the number of simulations
to perform in resampling procedure and the number of portfolios defining mean
variance and resampled set.

>> [ ASRnv, ASRr sp, ATOnv, ATOr sp]
= simul (Ret SeriesTotal, T, N, NunPortf)

9.4 Results and Comments

In this section, we provide a description of data used to perform simulations and dis-
cuss our results. In Sect. 9.4.1, we analyze the relationship between mean-variance
and resampled portfolios. Section 9.4.2 presents results of the out-of-sample simula-
tion.

Table 9.1 shows the input asset classes used together with benchmarks chosen
to represent them. We consider the MSCI equity indices of six countries (Canada,
US, Germany, Japan, France, UK),6 plus Merril Lynch bond indices for the Euro
and US area. All returns are expressed in US dollars. Stock Benchmark indices are
downloaded from Datastream, and bond benchmarks from Bloomberg.

For each asset class we compute monthly logarithm returns for the period 1/1/85
to 8/31/02, for a total of T = 200 observations. We start our analysis by generating

6 MSCI provides global equity indices, which, over the last 30 years, have been the most
widely used international equity benchmark indices by institutional investors. Additional
information on the construction of these indices can be found at www.msci.com.
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Table 9.1. Asset classes for empirical analysis

Asset class Benchmark
Canada MSCI Canada
usS MSCI US
Germany MSCI Germany
Japan MSCI Japan
France MSCI France
UK MSCI UK
Euro Bonds ML Euro aggregate
US Bonds ML US aggregate
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Fig. 9.3. 90% confidence regions for global minimum variance and intermediate return port-
folios.

mean-variance and resampled efficient frontiers (see Figs. 9.1 and 9.3) with respect
to the first 50 observations, i.e., T = 50. We then perform a rolling out-of-sample
simulation by comparing the performance of mean-variance and resampled efficient
portfolios. The in-sample period is respectively set equal to 30, 60 and 90 periods.
The out-of-sample period is kept fixed and equal to 7 = 100. Further details of these
simulations will be given in Sect. 9.4.2 where we describe the results obtained.
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9.4.1 In-sample Analysis

The results of the in-sample analysis are presented in Figs. 9.1, 9.3 and 9.4. Table 9.2
supports the results obtained.

Figure 9.1 shows the mean-variance efficient frontier together with the statistical
equivalence region (SER). The first is computed using a standard quadratic program-
ming algorithm; the second is obtained applying the procedure described in Sect. 9.3.
Sample data is of length 7 = 50 and asset classes are those described in Table 9.1.
As previously mentioned, 25500 statistically equivalent portfolios are “evaluated”
using the true mean vector and variance—covariance matrix. As a consequence they
all plot under the efficient frontier. This is a rather obvious result. Less obvious is
the high level of dispersion that characterizes the statistically equivalent portfolios
with respect to the mean-variance set. This result brings us to at the heart of the
problem: even small changes in the sample data can cause a drastic change of the
mean-variance efficient curve. In the words of Michaud, one can say that Fig. 9.1
“dramatically illustrates the enormous, even startling, variability implicit in efficient
frontier portfolio estimation”. The size of the SER suggests that much of the effort
put in the optimization procedure can be worthless or even dangerous. Note that not
only the dimension but also the shape of the SER should be considered. SER exhibits
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Fig. 9.4. Mean-variance and resampled portfolio weights.
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a characteristic “comet” shape. Dispersion increases moving from the lower to the
upper part of the efficient frontier (i.e., moving from lower expected return portfolios
to the higher expected return portfolios). In order to understand this, examine Fig. 9.3
displaying the mean-variance efficient frontier together with the resampled efficient
frontier (REF). Let us focus on three specific portfolios on the mean-variance effi-
cient frontier: GMV (the Global Minimum Variance portfolio; which ranks as the 1st
portfolio), I (the Intermediate Return portfolio; which ranks as the 26th portfolio)
and M (the Maximum Expected Return portfolio; which ranks as the 51st portfo-
lio). Each of these three portfolios has a corresponding matching portfolio on the
resampled frontier. These matching portfolios all plot along a curve, the REF, which
is located below the efficient frontier (a fact given the construction’). The distance
between portfolios on the mean-variance frontier and their match on the resampled
efficient frontier is then increasing as one moves towards higher return variance (that
is, to the right) in the standard deviation—expected return (SD, ER) space. Moreover,
the resampled frontier is “shorter” than the mean-variance frontier, since resampling
rules out extreme and poorly diversified portfolios. As a result, the method is im-
plicitly providing investors with a prudential and safer set of portfolios, and this
implicit protection is increasing in the horizontal axis. When low levels of risk are
considered, mean-variance and resampled portfolios are very similar in terms of re-
ward/risk ratio (for instance, look at the case of GMV portfolios). When intermediate
or high levels of risk are considered, differences in terms of reward/risk ratio between
mean-variance and resampled portfolios are instead remarkable (as for the I and M
portfolios).

In Fig. 9.3, we also identify the 90% confidence interval regions for the Global
Minimum Variance and the Intermediate portfolios. These confidence regions dif-
fer from each other. The region surrounding the GMV portfolio (the dark nebula)
appears very dense and compact. On the contrary, the confidence region around the
Intermediate portfolio (the green nebula) circumscribes a larger area. Admittedly, the
confidence region around portfolio M (Maximum Expected Return portfolio), which
is not represented here, would cover an even wider portion of the (SD, ER) space.
These results are consistent with the higher level of estimation error that character-
izes intermediate and extreme portfolios vis-a-vis the GMV portfolio. It is thus easy
to understand why the statistical equivalence region in Fig. 9.1 exhibits a ‘comet’
shape: the simulation procedure highlights the growing level of instability to which
one is exposed when moving upward and to the right on the efficient frontier.

The analysis just illustrated is further supported by data provided in Table 9.2,
where a comparison between resampled and mean-variance weights, respectively for
portfolios GMV, I and M is presented. At the GMV portfolio level, differences in the
portfolio weights between resampling and mean-variance are practically negligible.
Moving to the intermediate return level, differences in portfolio weights become re-

7 Bach resampled portfolio is determined by averaging the weights of the rank associated
simulated portfolios. As these portfolios are sub-optimal by definition (as they are evaluated
using the original sample mean vector and var/cov matrix), the resampled portfolios will
be sub-optimal too.
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Table 9.2. Distribution statistics

Resampled  St.dev. 5% perc. Median 95% perc. MV weights

weights

Global minimum variance portfolio
Canada 3.96 2.15 0.36 4.02 7.44 5.13
[N 0.79 1.57 0 0 4.21 0
Germany 1.17 1.44 0 0.60 4.36 1.11
Japan 0.49 0.74 0 0 2.04 0.17
France 0.06 0.26 0 0 0.4 0
UK 0.33 0.78 0 0 1.96 0
Euro Bonds 3.23 2.65 0 2.95 8.06 3.53
US Bonds 89.96 3.24 84.19 90.39 94.57 90.05

Intermediate (expected) return portfolio
Canada 1.14 4.46 0 0 6.44 0
UsS 19.18 19.33 0 13.64 49.54 35.65
Germany 0.31 1.56 0 0 0.41 0
Japan 1.09 4.5 0 0 7.35 0
France 8.86 14.88 0 0 43.67 0
UK 4.71 12.03 0 0 39.78 0
Euro Bonds  22.92 20.33 0 23.04 50.63 36.37
US Bonds 41.78 19.55 17.09 40.81 64.62 27.99

Maximum expected return portfolio
Canada 0.10 5.45 0 0 0 0
us 43.20 44.62 0 0 100 100
Germany 2.00 14.07 0 0 0 0
Japan 5.00 21.90 0 0 0 0
France 33.00 47.26 0 0 100 0
UK 11.00 31.45 0 0 100 0
Euro Bonds 4.90 4.26 0 0 0 0
US Bonds 0.80 3.41 0 0 0 0

markable. Resampling tends to preserve diversified portfolios, whilst mean-variance
optimization tends to concentrate allocation (only 3 asset classes are invested in).
The striking case is the M portfolio case. The resampling portfolio shows a tendency
towards the ‘star’ asset class (US stocks = 43% of the portfolio), but diversification
is still preserved. In the mean-variance setting, diversification is instead completely
abolished and an extreme 100% US stock portfolio is built. Alas, a portfolio with
such characteristics is likely to maximize estimation errors and will get poor out-of-
sample performances.

Table 9.2 also collects information on the statistical properties of the portfolio
weights. First, consider standard deviations. These increase moving from GMV to M.
Now consider the percentile intervals. Again their magnitude increases moving from
GMYV to M. This is consistent with the affirmation that estimation risk affects extreme
portfolios more than low-risk ones.
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Figure 9.4 exhibits efficient portfolio weights generated both in mean-variance
and resampling settings. Lack of diversification and tendency towards extreme po-
sitions are evident. Two main observations can be drawn. First, mean-variance and
resampled portfolios are quite similar for low levels of expected return, while they
tend to diverge moving to higher expected return levels. This justifies previous com-
ments on Fig. 9.3. Second, instability of portfolio weights grows moving upward
along the frontier. Note, for instance, the abnormal difference in weights between
rank 50 and rank 51 in the mean-variance setting: at least 15% of portfolio composi-
tion is changed.

9.4.2 QOut-of-sample Simulation

In the previous section, we have illustrated problems that may arise in asset alloca-
tion when investors are exposed to estimation risk. The analysis we have conducted
was based on an in-sample approach. We now move to an out-of-sample approach.
Using data on the eight asset classes, we implement a rolling out-of-sample analysis.
Our aim is to test which asset allocation strategy performs better between the mean-
variance approach and the resampled procedure. Three simulations are performed.
They differ for the size of the estimation period. Three different sampling lengths
are considered: T = 30, T = 60 and T = 90. In each case, the out of sample pe-
riod length remains the same: 7 = 100. Simulations are performed considering three
portfolios: GMYV, Intermediate return and Maximum (expected) return portfolios. For
each period optimal portfolios are computed, then the sample period is moved for-
ward one month and optimization is repeated. Using the optimal weights computed
for the previous period together with the actual returns of the asset classes, the algo-
rithm computes realized returns generated by the optimal portfolios. Realized returns
are then averaged across the out of sample period and normalized for the average risk
of the portfolio. In this way, an (average) realized Sharpe ratio is computed for all
three portfolios in both the cases of the mean-variance and resampling strategies.
Note that resampling is carried out by generating return series of a length equal to
that of the sample period considered.® The number of simulations for resampling the
frontier is set equal to 500. Thus, a resampled portfolio with rank j is obtained as
an average of 500 simulated portfolios, always with same rank j. Tables 9.3 and 9.4
present the results. A comparison of the mean-variance and resampling techniques
can be done by considering both the out-of-sample performance and the turnovers.
The out-of-sample performance is summarized by the average Sharpe ratios reported
in Table 9.3. For T = 30, resampled portfolios perform better than mean-variance
portfolios in all cases. This makes sense. The estimation period in this case is quite
short and it is therefore reasonable to expect that the effect of estimation risk will be
more significant, penalizing mean-variance and favoring resampling methods. Note
that the over-performance of the resampling procedure with respect to mean-variance
increases when moving from GMV to M. We can justify this result by recalling that

8 For instance, when the estimation period is of length T = 30, the simulated series have
length 7' = 30.
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Table 9.3. Sharpe ratios for different horizons

Mean-variance Resampling
Return Risk Sharpe ratio Return Risk Sharpe ratio
T =30
GMV 0.5587 1.0828 0.5160 0.5443 1.0941 0.5249
1 0.4822 2.1829 0.2209 0.5628 1.9390 0.2903
M 0.1376 4.5968 0.0299 0.4688 3.7186 0.1261
T =60
GMV 0.5536 1.1574 0.4783 0.5597 1.1631 0.4812
1 0.6561 1.9438 0.3376 0.5682 1.9009 0.2989
M 0.7969 3.9009 0.2043 0.5352 3.4432 0.1554
T =90
GMV 0.5454 1.2255 0.4450 0.5470 1.2294 0.4449
1 0.5684 2.0567 0.2764 0.5144 1.9775 0.2601
M 0.7668 3.9053 0.1963 0.4294 3.5797 0.1200
Table 9.4. Portfolio turnovers
Mean-variance turnover Resampling turnover Differential turnover
T =30
GMV  3.3453 3.0274 0.3179
I 13.2883 8.2368 5.0516
M 17.1717 13.3697 3.8020
T =60
GMV 1.5135 1.5050 0.0084
I 6.7243 5.3784 1.3459
M 16.1616 10.5455 5.6162
T =90
GMV 1.1279 1.1205 0.0074
I 4.9018 4.5062 0.3956
M 5.0505 9.1131 —4.0626

estimation risk affects more extreme portfolios (refer to Fig. 9.2). If we move to the
second and third simulations, 7 = 60 and T = 90 respectively, results go in the op-
posite direction: mean-variance optimization over-performs resampling in all cases
(except the case of the GMYV portfolio in simulation 2 where resampling obtains a
small over-performance). Thus, increasing the sample size leads to a better perfor-
mance of mean-variance portfolio selection with respect to the resampling technique.
This result could depend on the following:

1. By increasing sample size, estimation risk decreases and the quadratic program-
ming procedure is more likely to produce portfolios that are real winners.

2. The improvement that resampling can give to the performance of a portfolio
“critically depends on the relevance of the inputs for the forecast horizon” as

stressed by Michaud (1998).
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3. Sample period considered: in strong trending markets, like the one considered,
to assume extreme positions can be highly rewarding.

Therefore, we are unable to conclude that resampled portfolios out-perform
mean-variance portfolios in terms of average out-of-sample Sharpe ratios. This lack
of exhaustive indications should be nonetheless read in conjunction with the con-
siderations that follow on the marginal cost of portfolio selection in the two cases.
In particular, consider the (average) turnover of the portfolios. This quantity mea-
sures the rate of trading activity across portfolio assets and, hence, it represents the
percentage of portfolio that is bought and sold in exchange for other assets. There
are several ways to calculate this quantity. In the present study turnover has been
computed as the sum of the absolute values of purchases and sales during a pre-set
time period, divided by 2. Let @(t — 1) and @(¢) be K-dimensional column vectors
representing portfolio weights at time ¢ — 1 and ¢ respectively. Then, the portfolio
turnover from time ¢ — 1 to time ¢, TO(t — 1, t), is defined as

YK it — 1) — i ()]

0t — 1,1t) = > )

(9.3)

where w; (t) and w; (t 4 1) indicate the weight of the generic asset class 7 at time 7 — 1
and ¢ respectively.
As an example, let us consider the case in which

K=2  &t—-1)= [(1)} W' (t) = [?]

-0l +10—1 _,
— =

i.e., a one hundred percent turnover moving from time ¢ — 1 to time 7. Formula (9.3)
can be easily converted in MATLAB® code. Using the functions Sumand abs, we
can write

Therefore,
TO(t — 1,1) =

TO = sum(abs(Wm nusl-W)/2.

This syntax has been used in the Si mul . mcode.

In all cases (except for portfolio M when T = 90) the differential turnover is
positive (i.e., mean-variance portfolios exhibit higher turnovers compared to resam-
pled portfolios). Therefore, the over-performance obtained in simulations 2 and 3
through mean-variance quadratic optimization was obtained at the cost of a higher
turnover. As trading is costly, this result can modify the judgement on which of the
two methods is really optimal.
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Key words: beta estimation, OLS, robust estimate, Bayesian method, Kalman
filter, shrinkage, backtesting

Although academics and practitioners continue to debate its relevance,! the beta,
which is a measure of stock sensitivity to market movements, has become the best
known and most widely employed measure for market risk. Similarly, the use of the
beta to estimate expected returns, finds in the Capital Asset Pricing Model (CAPM)
the theoretical foundation for justifying the current practice in the investment indus-
try (for a presentation of the CAPM we refer to Barucci (2003), Cochrane (2001) and
Sharpe, Alexander and Bailey (1999)). Indeed, as early as in 1982, Gitman and Mer-
curio (1982) were already reporting that slightly more than 50 percent of managers
were familiar with the beta and were using it in their financial activities. Sixteen
years later, Bruner et al. (1998) confirmed that betas had, by that time, become the
dominant technique to estimate the firm cost of equity. Similar evidence was then
provided by Block (1999) during the following year. According to his survey, at the
turn of the century, more than 30 percent of respondents considered the beta an im-
portant tool in the valuation process and were using it in their business.

Besides providing evidence on the affirmation of the beta, these surveys show that
managers, traders and analysts in the investment management industry generally pur-
chase beta estimates from commercial providers. And since multifactor return mod-
els have become increasingly popular among practitioners, they have extended this
habit to the purchase of other return factor estimates. In this manner, commercially
prepared estimations have acquired unparalleled importance in the financial industry.

A review of a variety of commercial providers (such as Bloomberg and Reuters)
reveals that, in estimating betas, ordinary least squares (OLS) (or some adjusted ver-
sions of it) is the preferred technique. The use of OLS is justified by the fact that

* with Samuele Marafin, Francesco Martinelli and Carlo Pozzi.
I See the seminal work by Fama and French (1992).
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square error minimization is the best way to estimate parameters in linear models,
provided some stringent assumptions hold. Unfortunately, these assumptions often
fail to verify, as many stylized facts complicate empirical estimations. As a result,
many techniques have been devised to circumvent different problems and should
today be considered when using simple or multiple regression models as an aid to
decision-making activities.

In this chapter, we provide a review of some relatively simple and more advanced
estimation methodologies. In Sect. 10.1, we begin with OLS and then we describe
how stylized facts can be dealt with an appropriate estimation methodology. First, we
tackle the problem of the occurrence of exceptionally-large or exceptionally-small
return observations (outliers), which confer non-Gaussian features to the distribu-
tion of data samples (normality assumption is fundamental in OLS estimation). So
in Sect. 10.2.2 robust regression is reviewed as a possible solution for this problem.
Then, we consider complications given by small data samples and in Sects. 10.2.3
and 10.2.4 we discuss shrinkage and Bayesian estimates as a means of fortifying
estimation by using information in the cross-section of multiple return time series.
Next, changes in the correlation structure across return factors are taken into account.
Indeed, the way return factors influence observed returns evolves in time and so do
factor sensitivities (i.e., the regression parameters that linearly link observed returns
to return factors). Simple methods, such as rolling regressions, which update beta
estimates and keep track of factor changes can be applied; but they tend to average
out past factor sensitivities rather than predicting where these are going to be in the
future. Therefore, we propose an adaptive procedure, like the exponential smoothing
in Sect. 10.2.5 and the Kalman filter in Sect. 10.2.6, so as to consider the tendency of
the beta to vary over time. Finally in Sect. 10.4, all considered estimation approaches
are comparatively examined. OLS, shrinkage, Bayesian and robust estimation, expo-
nential smoothing and Kalman filter are juxtaposed in order to draw inference on
their estimation performance. The comparison between them is provided by an out-
of-sample analysis to gauge their predicting power in value at risk modelling. This
analysis concludes the chapter.

10.1 Problem Statement

We now introduce the market model, wherein the return on equity assets is related
on a market index in a linear way

rig =o; + Birry + &is, (10.1)

where r; ; denotes the return on the ith stock, r; ; the return on a market index (such
as the S&P 500) and ¢; ; the part of stock return which is not explained by the market
index, all referred at time ¢. This model is also known as the one factor model and
is different from the CAPM for at least two reasons. Unlike the CAPM, it is not an
equilibrium model that aims to explain how asset prices are set. Second, in (10.1)
we use a market index such as the S&P 500 as factor, whilst the CAPM involves the
market portfolio, i.e. the portfolio composed of all securities (not only the financial
ones) in the market place.
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The standard estimation assumptions underlying equation (10.1) are:

2 . .
(o2 Ly 1 = ]’
E(s; ;¢; — &i Vt,
( i,t ],t) {0’ i ;ﬁ j,
E(eiseis) =0, t#s,Vi,
E(ei rr) =0, Vi, t.

The coefficient 8; measures how stock returns respond to changes in the market
index and therefore constitutes an important element in risk-management analysis.
Beta is mathematically defined as

where o; 1 is the unconditional covariance of the ith stock returns with returns on
the market index 7, and 012 is the unconditional variance of the market /. The for-
mula for B; arises from the following remark. If we consider the equation r; ; =
a; + Birr: + €i:, we observe that for given «; and B; we get a value for the residual
&; 1. Let us define a measure of goodness of the linear relationship as the percentage
of the variance that is explained by the regression, i.e. RI=1- Var(e; )/ Var(ri 1).
The term in the numerator is a measure of the amount of randomness in the residual,
which is zero if and only if the approximation (10.1) is exact. The term in the denom-
inator is a measure of the amount of randomness in the original invariants, as it is
proportional to the average of the variances of all the invariants. The model (10.1) is
viable if the R? approaches one. A value close to zero indicates that the factor model
performs poorly. Therefore, if we look for the value of {¢;, §;} that maximizes R2,
then we obtain §; = a,;;/alz and o; = E(r;;) — BiE(r; ;). Greater details can be
found in Meucci (2005).

From the financial point of view, Var(r; ;) measures the total riskness of the as-
set i, Var(g; ;) measures the risk that can be diversified away and ﬁiz Var(ry ;) tracks
the source of asset risk which is systematic in the market (indeed is related to the
variance of the market index) and therefore cannot be diversified away. Given the
market index variance, investors thus expect a remuneration which is explained by
beta, because such a term measures the non-diversifiable risk of an equity. In particu-
lar, the CAPM states that a higher beta, i.e. a larger exposure to market risk, requires
a higher expected return. Residuals (; ;) tend instead to offset each other when more
stocks are pooled into an equity portfolio. As such, the risk they bear (observe that,
given our assumptions, the covariance of residuals with the market index is zero) is
unimportant because it is easy and inexpensive to diversify it away through portfolio
management. In the literature on the CAPM, this type of risk is also often called
idiosyncratic risk, since it is the specific risk of a single equity.

10.2 Solution Methodology

Once applied to empirical data, the single-index model may pose challenges to an-
alysts confronting the task of finding the best estimates for betas. In particular, the
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difficulty is knowing which way is preferable to estimate 8, considering that different
techniques are available to solve different problems. As discussed in the introduction,
non-normality in the data sample, small samples, variations in risk factors and differ-
ent possible estimation periods represent common complications. We discuss these
challenges and their solutions. But first we need to clarify how OLS estimation de-
termines S in order to understand why the complications just cited limit its validity
as an estimation technique. In the following our attention will be concentrated on the
single index model, although multifactor models are becoming popular in the finan-
cial industry because they allow a better understanding of the multivariate facets of
risk, see Meucci (2005), Sects. 3.4,4.2.2 and 7.3.

10.2.1 Constant Beta: OLS Estimation

Linear regression estimation requires minimizing the sum of squared residuals be-
tween predicted and observed values of the dependent variable. Let us suppose to
have collected T historical observations on the stock and on the market. The OLS
estimators @; ors and ,3,301‘5 of the unknown parameters @; and B; in the simple linear
model admit the following matrix representation

. A -1
[ai,oLs, Bi,ors] = (X'X)” X'r,

where X is a 7 x 2 matrix, having in the first column all elements equal to 1 and in
the second column the returns on the market index. ris a 7 x 1 vector containing the
stock returns.

In econometric investigation, it is often preferable to choose an estimation
method that produces unbiased, efficient and consistent estimators. These three cri-
teria denote the statistical properties that an estimator of 8 should have. Admittedly,
OLS estimators are widely employed because — besides being fairly easy to deter-
mine — they enjoy the above quoted properties under certain general conditions. They
are unbiased, since their expected value is equal to the parameter they estimate, i.e.
E(ﬁi,om) = B; and E(d; 0s) = a;. They are efficient, as the volatility of their
value, measured through variance, attains a certain minimum threshold. Indeed, ac-
cording to the Gauss—Markov Theorem, OLS are the best linear unbiased estimator
(BLUE): they have the smallest variance among all linear unbiased estimates of §.
In particular, the variance—covariance matrix of these estimators is

S ) / ~AD / -1
Var([é;,oLs, Bi.oLsl') = 6., (X'X) ",
where &82,_ is the mean squared error of the regression model,

2 (—B'(r—F)
s T-2

Moreover, d; ors and ,31',0LS are also consistent because they converge in probability
to the real value they are meant to estimate as the size of the sample increases to
infinity.
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Once the normality assumption is made about the random error in (10.1), the
maximum likelihood estimator for 8; and a; is the same as the OLS estimator. Also,
since [a; oLs, ﬁi,OLg] is a linear function of the normally distributed random vector r,
we have

[d: o1s. Biors] ~ N (la, B, 62 - (X'X)™ 1)-

Given these properties, OLS should produce better estimates when long periods of
data are used, although there will be a bigger possibility of introducing a bias due to
old data. Instead, when short-term risk exposures need to be modelled, since sensi-
tivities to different sources of risk (i.e., the parameters to be estimated) may change
over time, determining them as an average across the entire time span of the data
sample cancels out every temporal variation and darkens the impact of recent market
dynamics on risk factors. Averaging observations across the entire dataset may then
have an opposite effect vis-a-vis the one just cited. Moreover, with OLS estimations,
a single large movement in the variables occurring during the period analyzed tends
to have a persistent effect on betas and does not decrease in time until it drops out
of averages (the so-called “ghost feature”). Finally, when exceptional observations
(outliers) in a sample become numerous (hence, the sample under investigation is
significantly non-normal), OLS estimators lose their statistical qualities and expose
beta estimates to serious errors.

10.2.2 Constant Beta: Robust Estimation

Let us begin reviewing solutions to overcome OLS drawbacks by focusing on the
presence of outliers that can have a substantial influence on the values of least squares
estimates.? In financial markets, outliers are observed both among equity and mar-
ket returns. However, because of portfolio effects, they are found with considerably
greater frequency in the return time series of individual equities. Outliers can occur
because an individual stock or the market (or both) makes an unusual move, because
a split or reverse split occurs and is not removed from the data, or because of a data
error. Outliers occur more frequently for companies with small capitalizations than
for companies with large market caps. In many cases, the deletion of a small number
of outliers, sometimes even a single outlier, changes the value of the OLS beta. Such
sensitivity of the OLS beta to outliers can result in quite misleading interpretations
of the risk and return characteristics of a company. We argue here that practitioners
should not rely solely on OLS betas but should also compute resistant betas that are
not significantly influenced by a small fraction of outliers. By now a number of alter-
natives exist to least squares that are robust according to various statistical criteria.
Here we consider some of them. Two remedies are possible in this case. Under a
first approach, outliers are just ignored and data samples are simply cleaned from
undesirable observations defined with reference to an adequate benchmark (e.g., ob-
servations which are too distant from their mean or median). Alternatively, outliers

2 See for example Judge et al. (1988), Huber (1981), Rousseeuw and Leroy (1987), and
Hampel (1986).
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can be winsorized, that is altered and transformed into more suitable values for fur-
ther quantitative treatment. In this chapter, we privilege a winsorizing procedure as
suggested in Martin and Simin (1999).

Consider the linear model (10.1). A robust regression estimate [a; s, Bi m] is
defined as’

(10.2)
S

T
(3.0, Bi.p] = arg min doe (M)
i»Bi P

where s is a robust scale estimate for the residuals and p is a symmetric loss function.
Dividing the residual by the scale estimate s makes the estimator invariant with re-
spect to the scale of the error €;. We recall two measures resistant (robust) to outliers:
the median and the trimmed mean. The median is the 50th percentile of the sample,
which only changes slightly if you add a large perturbation to any value. The idea
behind the trimmed mean is to ignore a small percentage of the higher and lower
values of a sample and then to determine the center of the sample. Another robust
regression methodology uses an iteratively reweighted least squares algorithm, with
the weights at each iteration calculated by applying an appropriate function to the
residuals from the previous iteration. This algorithm gives lower weight to points
that do not fit well. The results are less sensitive to outliers in the data as compared
with ordinary least squares regression.

Least Median of Squares

One of the earliest types of robust regression is called median regression, which has
the advantage of reducing the influence of the outliers. This algorithm minimizes the
median of ordered squares of residuals to obtain the regression coefficients:

2
. . (rig—a;i —Birr,
[2; med> Bi.med] = arg min me(tilan f .
ai, Pi

Least Trimmed Squares

One way to eliminate possible outliers is to run the analysis on trimmed or winsorized
distributions. This means setting the values smaller than the o quantile to that of the
o quantile on one tail and setting those values larger extreme than the 1 — « quantile
to those of that quantile. The winsorized distribution is then estimated by minimizing
the sum of squared absolute residuals. Let us define g, and g1_ to be the relevant
quantiles. The least trimmed squares estimator is given by

T
[ 115, Bius] = argmin Y " p(ri — ai — Birr),
1

a;,Bi =

3 For a complete description of the overall computational methodology, see Yohai, Stahel
and Zamar (1991).
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where
qg if e < qq,
pe)=1{¢e2 ifgy <& <qi-a

qlz_a ife > qi—qy.

Iteratively Reweighted Least Squares

Another robust regression analysis is performed with Iteratively Reweighted Least
Squares, where we minimize a weighted sum of squared errors. If the residual is
small the weight is equal to one, but if it is larger the weight is equal to a tuning
constant divided by the absolute value of the scale. These are the so-called “Huber
weights” referred to in Huber (1981). Since the weights are recalculated in each step
we speak of an iteratively reweighted least squares algorithm. The iterations will
be stopped when the parameter estimates and/or the residuals do not change signif-
icantly anymore. Other different weighting procedures can be used. For example,
with biweights, all cases with small residuals are downweighted and cases with large
residuals are assigned zero weights, thereby eliminating their influence altogether.
Because Huber weights sometimes have problems with extreme outliers and because
biweights sometimes have trouble converging on one solution, Huber weights are
first used in the early iterations and then biweights are used during later iterations of
the regression until final convergence is reached. Other functions to weight the resid-
ual are the ‘Andrews’ function, the ‘Cauchy’, the ‘Fair’, the ‘Huber’, the ‘Logistic’,
the “Talwar’ or the “Welsch’ functions.

10.2.3 Constant Beta: Shrinkage Estimation

When sample observations are relatively few but regard multiple assets, shrinkage
estimation can improve the determination of single-asset betas. A mathematical pre-
sentation can be found in Judge et al. (1988), whilst the importance of such an ap-
proach in finance is detailed in Meucci (2005). An empirical examination is per-
formed in Lavely, Wakefield and Barrett (1980). Shrinkage exploits the information
in the cross-section of betas, thereby providing less extreme estimations for a single
asset. Using OLS, basically we construct a beta vector just grouping the betas indi-
vidually estimated. This procedure produces a beta vector that is too dispersed, i.e.
too sensible to sampling errors. Let us consider n assets. For each asset we run an
OLS regression separately. The resulting n OLS estimates are grouped in a vector 8
whose expected length can be proved to be

n

Al A R 1
E(BB)=BB+5;) —.
— A j
j=1
where 1 ; are the eigenvalues of the matrix X'X. If this matrix has small eigenvalues
(X’X is said to be ill-conditioned), then the estimated betas can be very dispersed
in relation to the true ones. The ill-conditioning problem can become serious as we
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increase the number of assets with respect to the number of observations. In order
to avoid this problem, shrinkage adjusts single-asset OLS estimates and constrains
their single values near a mean target value. In general, this procedure works well
if the number of assets under examination is greater than three and observations are
relatively limited. The simplest shrinkage technique is given by the so-called James—
Stein estimator .

Biys = B + i (BioLs — B). (10.3)

In this equation, ,3,‘,0LS is a single-stock OLS beta estimate, § is a mean determined
across all stocks, and «; is the shrinkage parameter. The shrinkage parameter pro-
duces a biased estimator, but with a lower variance with respect to the OLS estimator:
what we pay for introducing the bias we get back reducing the variance. Admittedly,
the value of «; makes the most of this technique and analysts should pay particular
attention to its determination. For example, Sharpe, Alexander and Bailey (1999, pp.
503-505) report some ad-hoc procedure to adjust historical common stock betas that
have been adopted by investment firms. For example, a common practice is to adjust
the historical beta toward a target value of 1 giving a 2/3 weight on the OLS esti-
mate and a 1/3 weight on the value of 1. Here instead it is considered the case of the
shrinkage parameter equals

(k—3)v
(Bi.ors — B (Bios — B)
where k is the number of assets (k > 3), v is the pooled variance of betas obtained
through k individual regressions (with assets in excess of at least three stocks), with

Ol,'=1—

1 N _
V= E(,Bi,OLS — B) (Bi,ors — B)-

This adjustment procedure has solid theoretical foundations in the work by James
and Stein (1961), and can be also justified using a Bayesian approach to estimation,
as described in the next subsection. For details see Judge et al. (1988).

10.2.4 Constant Beta: Bayesian Estimation

The Bayesian procedure extends the shrinkage estimation technique by integrat-
ing prior information about model parameters into the model fitting process. The
Bayesian procedure extends the classical viewpoint that is based only on the likeli-
hood of the sample data given assumed parameter values, so that prior information
about model parameters becomes part of the model fitting process. Bayesian esti-
mates are then a combination of prior beliefs and sample information. The idea is to
express uncertainty about the true value of a model parameter with a prior density
that describes one’s beliefs about this true value. Then sample information is added
and is summarized in a likelihood function that is used to update the prior density to
a posterior density, using the Bayes’ rule,* see Fig. 10.1.

4 For an introduction to Bayesian estimation and application in finance we refer to Meucci
(2005).
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Density 1.25T

Beta

Fig. 10.1. Combining prior (density in the right) and likelihood (density to the left) to obtain
the posterior (density in the middle).

The basic formula used in Bayesian analysis reads
f(@|r) < h(#)L(r|0), 0 c 2 CR"™

Here, a posterior distribution f of the parameter set 6, given the observations r, is
related to the prior distribution /(@) and to the likelihood function L(r|@), i.e. the
distribution of r given 6. The posterior distribution is therefore a synthesis of the
overall information in the problem: model specification, observations and prior dis-
tribution. If many parameters are involved, it is possible to integrate all from their
joint posterior distribution. However, the objective is to obtain the marginal distribu-
tion of each parameter, since marginal distributions can be used to infer about single
parameters.

Therefore, once the posterior distribution is computed, in order to obtain an es-
timate for an unknown parameter 0, it is necessary to define a function (8, é) that
associates a possible loss in the estimate 6 given that the true parameter is 6. The
Bayesian estimate will try to minimize the expected loss, using the posterior distrib-
ution:

minE[/(6, §)] :mjnf 16,0)f(@|r)de.
0 ] 2

For instance, with a quadratic loss function, (0, 9) = (0 — 9)/A(0 - @) with A a
semidefinite positive matrix, the parameter 6 is estimated by the mean of the poste-
rior distribution, i.e. § = [, f(8|r)de.

In finance, Bayesian estimators for betas were first advocated by Vasicek (1973).
After their academic introduction, they have become relatively well known and the
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financial industry has begun to use them. In this project, we follow Vasicek (1973)
and we consider the single index model,

Fip = @i + Biry; + €it
=n+Bi(ri —71) +¢€iys,

where n = a; + ;7 and €;; ~ N(0, 082[_). Vasicek (1973) assumes that the prior
distribution of betas is normal with parameters b; and sl-2 and that the prior density of
n and 0821_ is uninformative and independent of the prior distributions of the betas:

_(Bi—bi )2)

5 1
h(na O—g[) & G_vh(ﬂl) S exXp 25 2

&

1 (ﬂz b;)?
- h(,B,,n, )o<6—exp< 25,-2 )

&

The posterior density of ;, 7, 0821_ can be obtained by exploiting the fact that residuals
are normal. The marginal posterior density of §; is obtained as:

; — b;)? a2\ —(T-D)2
f(ﬂl'rlyv b; O' )ocexp( (i 2b’) ><T_2+M) ,
251

S

where r; = % Zszl rigandv = Zthl(rl,,—fI)z. For T larger than 20, the posterior
distribution of B; is approximately normal with mean and variance,

E[Bi] = (1 — w;)B; oLs + wib;,

1
Var[i] = ————
b 1/s? + 1/o}
with
2
1 1 2 TioLs
W=y, 0 =,
sl l/s +1/o v

T
%ioLs = T, Z(”i,z — aj,oLs — Bi,oLsT1,1)"-
=1

With a Bayesian approach, the estimation of betas closely depends on the variance
of the distribution of prior betas. Figure 10.2 shows that when sl.2 is low, i.e. there
is a strong confidence in the prior, the weight w; is high and E[S;] as an estima-
tor converges to the prior estimate b;. On the other hand, with larger values of si2,
w; tends to be lower and E[B;] tends to the OLS estimate, i.e. only sample infor-
mation is exploited. In substance, the greater the variance of the prior, the lower the
informational value of the view, the greater the reliance of the model on classic OLS
estimates. Vasicek (1973) suggests using the cross-sectional distribution of betas as
a source to extract plausible values of the parameters b; and siz in the prior density.
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wand E[b]1 T

0.75T

0257

S

Fig. 10.2. Behavior of E[S;] (thick size) and w; varying s; when Bors = 0.9,b; = 0.2,
2 2
o; =0.1-.

10.2.5 Time-Varying Beta: Exponential Smoothing

So far we have not considered the possibility that true betas can change over time.
Since the appearance of the market model, the question of the beta stability has been
indeed of great concern in the financial community. The first work in this sense is
by Blume (1975) and since then considerable general evidence exists that the beta
stability assumption is invalid. For example, during a recession financial leverage of
firms in relatively poor shape may increase sharply relative to other firms, causing
their stock betas to rise. At the same time, the decrease in the uncertainty about the
growth prospects of the firms can cause their betas to decrease. Other reasons like
technology or taste shocks, can change the relative share of different sectors in the
economy, inducing fluctuations in the betas of firms in these sectors. Blume indeed
presented theoretical and empirical arguments documenting a tendency of the beta
coefficient towards a steady-state value, as extreme values are likely to be moderated
over time.

With the exponential smoothing technique we introduce this aspect in the estima-
tion. Observe that, by construction, OLS estimations assign equal weights to all ob-
servations in a time series. Hence, if betas follow a temporal path, OLS betas are not
a good choice, since it is preferable to assign different weights to return observations
across time. In order to do this, a common approach among practitioners is to rely
on the exponentially-weighted moving average (EWMA) procedure. With this type
of estimation, recent observations are privileged vis-a-vis older ones, thereby taking
into account the dynamic ordering in returns. When EWMA beta estimations are fit-
ted on squared return time series, unusually large returns have an immediate impact
on estimated betas. The effect of return innovations, however, gradually diminishes
over time, since a smoothing parameter A allows for weighting past observations in
the estimation according to their age. More precisely, in an EWMA model, the larger
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the value of A, the greater the weight given to old observations and the smoother the
impact of innovations on estimation results. To illustrate this procedure in detail, let
us compute an EWMA estimate for the volatilities of the index and asset returns, as
well as for the correlation between them. Assuming we use the same smoothing para-
meter A, we have the following conditional estimations for their respective variances
(i = I) and covariance (i #= I)

o
G == M

j=1
2
= =Mrig—1rr—1+ Ao, .

With these conditional values it is then possible to determine a time varying beta for

the time series through
o2
1

ﬁl t =
1 1

EWMA beta estimates depend on two separate components. A first component tracks
the reaction to market innovations and is controlled by (1 — )»)rl.z,t_l . The impact of an
unusually large observation on this component is thus smaller the greater the smooth-
ing parameter. A second component tracks instead the persistence in volatility and is
modeled by Aa "1 Through this term, the larger the A, the greater the persistence in
return Volatlhty As aresult, with A Values closer to 1, little role is assigned to market
events while much of the variance 0 , is driven by the observed behavior of return
volatility in the past. Conversely, w1th A values closer to 0, market events acquire
importance while past return volatility has less of an explanatory role.

The choice of A, however, does not need to be discretional. Its selection can in
fact be assisted by some assumptions on the distributional properties of stock returns.
If these are conditionally normally distributed, an optimal value for A can be found
by constructing and maximizing the likelihood function of the sample with respect
to it. We have opted for the suggestion in the Technical Document of RiskMetrics
(1996) of setting A equal to 0.97 for daily data and 0.94 for monthly data. The starting
values in the above recursion when ¢ = 0 can be setted equal to the sample variance,
using a pre-sample dataset.

10.2.6 Time-Varying Beta: The Kalman Filter

In this paragraph we describe the Kalman filter (KF) algorithm and its use in esti-
mating the beta at time ¢, based on the information available at time ¢. In the Kalman
filter formulation we model a dynamical system using a state or observation equation
and a transition equation. The state and transition equations represent the so-called
state space formulation of the model. The state space form is a powerful tool which
opens the way to handling a wide range of time series models. Once the model has
been put in its state space form, the Kalman filter may be applied, and this leads to
algorithms for prediction and smoothing. The Kalman filter also opens the way to
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the maximum likelihood estimation of the unknown parameters in the model. This
can be done by the prediction error decomposition as shown in this section. More in
detail, the KF algorithm is a recursive procedure that allows to compute the optimal
estimator of the state variable at time ¢ (the beta), using the information available
until time 7. Note that beta is an unobservable quantity, and then we try to use all
information in the data up to time ¢ to estimate the unobservable state variable in .
The observation equation specifies how the return process depends on the para-
meter f;, given the return on the index. Basically, this is the classical linear equation
(10.1):
rr=a+ Birr: + €, (10.4)

where we now allow for a time-variation in beta and where, for notational simplicity,
we have omitted the dependence on the index i. As in (10.1), €, are the measurement
errors that we assume to be normally distributed, ¢, ~ N(O, 03). The transition
equation then specifies how the beta evolves over time. We assume:

B =B+ ¢Bi—1 — B) + i, (10.5)

where n, ~ N (0, 0,72) and E(¢,n;) = 0. The above transition equation encopasses
several specifications: (a) the OLS specification is obtained with a,% =0and ¢ = 0;
(b) the random coefficient model assuming that beta fluctuates randomly around a
mean value, 8; = B + n;, is obtained setting ¢ = 0; (c) the random walk model,
B: = Bi—1 + 1, is obtained setting 8 = 0 and ¢ = 1; (d) the mean reverting model,
B: = (1 —$)B +¢Pi_1 + n;, finally assumes that next period beta will be a weighted
average of this period’s coefficient and its long term mean value .

Let us denote B,|,_1as an estimator of the unknown state variable §;, based on
the available information (i.e. the observed return on the asset and on the market) up
to time ¢ — 1. The available information in ¢ includes r; and r; ; and their past values
but excludes ;. We say that ,3_z|z—1 is the optimal estimator in the sense of mean
square error if it minimizes Xy, = E,_1[(8; — ﬂ_,|t_1)2]. Similarly, B, = Bt\t is
the optimal mean square estimator if it minimizes X, = X, = E,[(8; — Bt)z] and
now the conditioning takes into account all available information up to time ¢. It is
well known that, minimizing the mean square forecast error provides the conditional
mean of B; as optimal estimators:

Br—1 =E—1(B) and B, = E.(By). (10.6)

The Kalman filter algorithm provides a procedure for computing the estimators
,3”,,1 and Bt and their mean square errors X, and Xy;. To this aim the KF algo-
rithm is based on two steps: (1) prediction equations that allow us to estimate Btlt—l
and Xy;_1; (2) updating equations that, given the new information, allow for the es-
timation of ﬂ_, and X;;. In particular, for the univariate linear model, the prediction
equations are

Biji—1 = (1 = ®)B + dpBi—1j—1. (10.7)
S =T+ oy, (10.8)
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whilst the updating equations are

: 2 2171,

Bt = Brji—1 + Lvt, (10.9)
fi
X _1}’2

X = Etlt—l<1 - u) (10.10)

fi
v =71 —E1(r)) =1 — (@ + Bre—1711)s (10.11)
fi=ri, T+l (10.12)

Notice that the above equations say that the optimal estimates are linear in the ob-
servation. However, this is true only when the disturbances in the state space model
are normally distributed. Otherwise (10.6) is still true, i.e. the optimal mean square
estimator is equal to the conditional mean of the state vector, but now the Kalman
filter algorithm provides linear estimators that are suboptimal, i.e. they minimize the
mean square error only among all linear estimators. But the truly optimal estimator
can be nonlinear.

Once we have obtained the optimal estimate of the state vector and of its vari-
ance, we need to estimate the parameters of the model, i.e. o, ¢, 0,72, 062, B and the
initial state of the system i.e. By and X. If the disturbances and the initial state are
normally distributed, these parameters can be obtained by maximizing the maximum
likelihood function through the so-called “prediction error decomposition”. When
the observations are independent, their joint density can be constructed using a se-
ries of conditional probability density functions:

p(x) = p(re,ri—1,...,71,10)
= p(rilri—1, ..., 11, 10) p(ri—1lri—2, ..., r1,10) - - - p(r1lro).

Then the likelihood function for T observations can be obtained from the conditional
probability density function:

T
2 2 3
L(rlro; o, ¢, 0. 02, B. Bo. Zo) = [ [ pCrilric1. ... r1. 7o),
=1

and p(ri|lro) = p(r1) is the unconditional density of r;. Given the assumption of
normality of €;, we obtain that p(r¢|r;—1, ..., rq, ro) is normal with mean E,_; (r;)
and variance Var,_1 (r;). In particular,

Ei () =a+ Bt|t—1"1,t,
2
Var;— (ry) = Et—l(rt - Et—l(”z))
= 2
=K ((,31 — Br—rr: + Et)

2 2
=T Zi-1 + o¢.

The prediction error decomposition form of the log-likelihood function is then:
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T
In £(rlro; o, ¢, 0.7, 02, B fo. Zo) =In[ [ prulricr. ... 71, r0)
t=1

T T 9
T 1 1 v;
= —Eln2n— 5 I_Ellnlf” — 5 — Z,

where v; and f; are defined in (10.11) and in (10.12). The maximum likelihood esti-
mate of the model parameters can be done performing the maximization of In £ with
respect to 0 = («, ¢, 02, 02 B, Bo, o). The Kalman filter algorithm thus consists

n> e

of the following steps:

Step 1 (initialization step):

assign a starting value to By and X.

Step 2 (prediction step):

usi ng equations (10.7) and (10.8) conpute Bjpand Zyp.
Step 3 (updating step):

usi ng equation (10.9) and (10.9) conpute B;and Xi.
Step 4:

repeat step 2 and conpute By and Xy.

Step 5:

repeat step 3 and compute B and X.

Repeat the procedure up to |ast observation avail abl e.

The state space formulation allows us to model the beta dynamics in different ways
(mean reverting, random walk and random coefficient). The best specification can be
then chosen using an Information Criterion, i.e. a measure of the distance between
the true model and the Kalman estimates. Here we recall the Akaike Information
Criterion (AIC) and the Bayes Information Criterion (BIC), defined as

2 o~k 2. ~ InT
AIC=—=InL+2—, BIC=——=InL+k—,

T T T T
where Z is the maximized likelihood function, k the number of estimated parameters,
and T the number of observations. The AIC and the BIC try to strike a balance
between goodness of fit and parsimonious specification of the model. The model
that minimizes the AIC or the BIC is the preferred one; although there is a tendency
of AIC to choose overparameterized models. The Information Criterion is useful if
we compare non-nested models like the random coefficient model versus the random
walk model. When we compare nested models, such as random coefficient versus
mean reverting, other tests can be used, like the likelihood ratio test or the Wald test.
A detailed description can be found in Harvey (1994).
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10.2.7 Comparing the models

In this section, we describe how to compare the different models examining their
ability in predicting future betas and in estimating value at risk (VaR). As suggested
in Alexander (2001), we consider statistical and operational criteria for evaluating
the success of a forecast. Statistical evaluation methods compare model predictions
with observable quantities such as return. An operational evaluation method is the
backtesting of a value at risk model by counting losses greater than those predicted
by the VaR measure. In both cases, the most important test of the forecasting power
is in out-sample with a certain amount of the historic data that should be withheld
from the period used to estimate the model, so given the one-period ahead forecasts,
we can compare the accuracy of the different forecasting models.

Statistical Criteria

We measure the predictive ability of the alternative beta estimators, computing at
time ¢ for each estimator a return forecast for time # + 1 and comparing it to the
realized return in the successive period. Several statistical measures of accuracy of
forecasts can be computed, like mean square error, mean error, mean absolute er-
ror and mean absolute percentage error. Another statistical procedure is to perform
a regression of the realized return on the return forecast. If the beta model is cor-
rectly specified, the constant from this regression should be zero and the slope coef-
ficient should one. The R? from this regression will assess the amount of variation
in squared returns that is explained by the successive forecast of .

Operational criteria

Operational evaluation methods are mainly based on the profit and loss (P&L) gen-
erated by a trading strategy or on backtesting a VaR model by counting the VaR
violations, i.e. the times the actual return is lower than the VaR trigger. We recall that
the VaR, ; is that number such that the probability of losing VaR,, ; or more over the
next T days is
Pr,(—ntﬂ — < —VaRa,,> =,
Tty

where 7r; denotes the value of the portfolio at time #. Any percentage loss over a pe-
riod of length t will be less than the value at risk with (1 —«)100% confidence level.
If we add to the linear structure of the model a normality assumption on the distrib-
ution of the residuals and of the factors, we can use the model for VaR calculations
under the normality assumption. In particular we have

VaRg ; = —z4V/ 7102, (10.13)

where 7, is the quantile of order a of the A/(0, 1) distribution, and o2 is the vari-
ance of return in the unit of time. The linear structure of factor models allows for a



10.2 Solution Methodology 305

simple computation of the portfolio variance and for its decomposition in risk due to
fundamental and specific factors.’ Indeed, for the single asset, we have

Var(ri ;) = B7, Var(rr,) + Var(e ;)

i.e. we can decompose the risk of the asset, measured by Var(r; ;), in its two main
components: market risk, /31'2,; Var(r;;), and specific risk, Var(e; ;). If in addition we
assume that factors and residuals have a normal distribution and are serially uncor-
related, then:

rig ~N(0, B, Var(rr.() + Var(e; ).

This decomposition is valid at aggregate level as well. If we denote with w the N x 1
vector of weights of the portfolio, then the portfolio return ry, is

N N N
rus =y wiri =ai + | Y wiBis |rio+ Y wieir,
i=1 i=1

i=1
and then the variance of the portfolio return to be used in the VaR formula (10.13) is
Var(ry,) = W B,B,w Var(r;) + wDw.

The total number of exceptional losses, actual loss greater than predicted by the VaR
measure, may be regarded as a random variable that has a binomial distribution. Then
the expected number of exceptional losses is np, where the probability of “success”
of an exceptional loss is p and the variance of the exceptional losses is np(p — 1).
Using the fact that a binomial distribution is approximately normal when # is large
and p is small, the (1 — «) confidence interval for the number of exceptional losses
is approximately:

(np —z1_a/np(1 = p), np+z1_e/np(1 = p)).

This backtesting is named Kupiec Test (1995) and it provides an unconditional eval-
uation, because the forecast performance is examined over the sample period without
reference to the information available at each point in time. A conditional backtest-
ing has been proposed by Christoffersen (1998). He observes that violations should
occur not only 1% or 5% of time, but they should also be independent and identically
distributed (i.i.d.) over time. The corresponding test is referred as conditional cover-
age, with respect to the unconditional test that just compares the nominal coverage,
for which the ordering of zeros and ones in the indicator sequence does not matter
and only the total number of ones plays a role. However, in our empirical application
we have only considered the Kupiec Test.

5 The decomposition is possible for the assumption that factors and residuals are not corre-
lated, Cov(ry;, &) = 0.
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10.3 Implementation and Algorithm

Functions and market data are stored in the folder BetaEstimation. Before running
the code, you must include this folder and its subfolders in the MATLAB® directory
list. To do so select Set Path from the File Menu and follow the instructions. The
Beta Estimation folder contains the following MATLAB® scripts to estimate the
beta according to the different procedures:

Par 1OLS, Par 1IEWVR, Par 1Bet aBAYES, Par 1Bet aTri nmi ng,
Par 1Bet aMedRobust, Par 1Bet aRobust, Par 01Bet aKALMAN,
Kal manRunOpt, Kal manottim | sqnl fmi n, Par 02Bet aKALMAN,
Forecasti ngBeta, LMSregor, ForecastingtrinBeta,
Backest i ng.

The scripts for plotting the estimated beta are: Graphld s, G aphlEWA,
Graphlbayes, Graphlrobusta, G aphlkal man, G aphforec,
GraphVaR

To run the code from the Excel spreadsheet you need to have the Excel link.
Estimating the Kalman filter requires the MATLAB® Optimization Toolbox.

Par 10LS. m and G- aph1d s. m- These return the beta estimation using the
linear regression model (ordinary least squares (OLS)) from a rolling-window of
260 days. The input prices are those quoted by Bloomberg. The output structure also
contains some regression diagnostics, like the R? statistic, the adjusted R? statistic,
the Student’s ¢ statistics, p-values for each ¢-statistic. The Gr aph1d s. mscript
plots the beta estimate using a rolling-window of 260 day periods.

Par 1IEMWa. m and G aph1EWVA. m- These return the beta estimation using
the exponential smoothing model EWMA from a rolling-window of 260 day period.
The input prices are market prices and the A factor that controls the smoothing ef-
fect. In the sheet Engine.xls of the worksheet Nasdaqcomp there is a cell named
“lambda” where we can set the value of this parameter, see Fig. 10.3. The default
value is 0.94. The script & aph1EWWVA. m plots the beta estimate using a rolling-
window of 260 day period.

Par 1Bet aBAYES. m and G aphlbayes. m- These return the beta estima-
tion according to the Bayesian procedure using a rolling-window of 260 days. The
input prices are the market data and the parameters of the prior distribution, i.e. the
mean b; and the variance 52, as shown in Fig. 10.4. G aphlbayes. m plots the
estimated beta.

EWMA Estimator Graph BwWmaA

Fig. 10.3. Engine to estimate the beta according to EWMA.
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Bayesian Estimation |

I™" Initial Parameter

I Mean Prior [ osse ]

I Variance Prior [ siesw |
Bayesian Estimator Graph Bayesian

Fig. 10.4. Engine to estimate the beta according to the Bayesian procedure (Vasicek model).

Eahust B i |

1) Reweighted Least Squares

* Reweighted Least Squares |

Bisquare A d

2) Least Median of Squares
Robust Estimator ‘

" Least Median of Squares

Graph Robust ‘
3) Trimming Robust Regression

" Trimming Robust Regression

Fig. 10.5. Engine to estimate the beta according to the robust procedure (trimmed mean,
reweighted least squares, LMS).

For the robust procedure, the estimation can be run according to three different
procedures: trimming, reweighted least squares and least median of squares. The
corresponding scripts are given here below. The choice of the robust methodology
can be done choosing the desired specification as illustrated in Fig. 10.5. The script
G aphlr obust. m generates the plot of the estimated beta.

Par 1Bet aTr i mmi ng. m— This returns the beta estimation using the Least
Trimmed Squares from a rolling-window 260 day period. The input prices are the
market data. The output structure contains also some regression diagnostics, such as
the R? statistic, the adjusted R? statistic, the Student’s ¢ statistics, p-values for each
¢ statistic.

Par 1Bet aMedRobust . m— This returns the beta estimation applying the ro-
bust regression model to a rolling-window of 260 days. The input prices are the
market data. The output structure also contains some regression diagnostics: such as
the R statistic, the adjusted R? statistic, the Student’s 7 statistics, p-values for each
t statistic. The robust fit function uses an iteratively reweighted least squares algo-
rithm, with the weights at each iteration calculated by applying the bisquare func-
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tion to the residuals from the previous iteration. However, the user can replace the
bisquare function by any of the following list: ‘Andrews’, ‘Cauchy’, ‘Fair’, ‘Huber’,
‘Logistic’, “Talwar’, “Welsch’.

LMSr egor . m— This returns the beta estimation applying the Least Median of
Squares (LMS) to a rolling-window of 260 days. The input prices are the market
data. The output structure also contain some regression diagnostics: such as the R>
statistic, the adjusted R? statistic, the Student’s ¢ statistics, p-values for each ¢ statis-
tic.

Par 01Bet aKALMAN. m— This returns the value of the likelihood function in
the Kalman filter algorithm using a rolling-window of 260 days. The inputs are the
market data and the starting values for the parameters. In the worksheet “Engine”
there is a range named ‘“Parameter” where they can be set, see Fig. 10.6.

Kal manRunQOpt . m— This maximizes the likelihood function of the Kalman
filter algorithm through the | sqnonl i n. mbuilt in algorithm provided by the
MATLAB® Optimization toolbox and returns optimized parameters;

kal manot ti ni | sgnl f mi n. m- This is the maximum likelihood function of
the Kalman filter algorithm.

Par 02Bet aKALMAN. m— This returns the beta estimation using the Kalman
filter model on a rolling-window of 260 day period. The input price are the market
data and the return optimized parameter from the previous procedure.

Gr aphlkal man. m-Plots the beta estimated using the Kalman filter model on
a rolling-window of 260 day period.

The beta forecasts can be obtained using the script For ecast i ng. m except for
the Least Trimmed Squares Model where the relevant script is named For ecast -
i ngtri mm The different forecasts can be visualized using the script Gr aph-
forec. m

Backt esti ng. mand G- aphVaR. m- This executes a backtesting on the dif-
ferent models and then computes the Kupiec Test (1995) described in the previous
section. The VAR forecasts are plotted using the script G- aphVaR. m

BetaKalman Estimati |

Mean Reverting Model W

phi 0.147

hlong 0.738
alfa 0.000
hi 0.351
S0 0.000%
s2h 16.703 %
s2e 0.032%

Kalman Estimator Graph Kalman

Fig. 10.6. Engine to estimate the beta according to the Kalman filter (mean reverting, random
walk, random coefficient).
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10.4 Results and Comments

The data employed in this study have been downloaded from Bloomberg and refer
to daily closing prices of the 100 stocks belonging to the S&P100 index, that we
consider to represent the market index. The period under examination runs between
January 4th, 1999 and December 4th, 2004, that represents the sample period. The
out of sample period is taken to be December 4th, 2004 to April 2005. Market data
are stored in the sheet Nasdaqcomp. In the same Excel file, in the sheet Engine you
can select the optional parameters for the different estimation procedures.

We report here only the results relative to ALLSTATE CORP. The user can con-
duct the analysis on the remaining stocks. The setup for the different estimation pro-
cedures is as follows. In the Bayesian estimation we fix the mean and the variance
of the prior equal to the mean and to the standard deviation of the betas computed
across all securities. The parameter A in the EWMA procedure has been set equal
to 0.94. In order to choose among the different possible specifications in the Kalman
filter, we have computed the AIC and the BIC statistics, see Table 10.1. These statis-
tics do not appear to be significantly different, although the RW specification seems
to be the preferred one. Taking into account the economic interpretation underlying
the different specifications, we have decided to use the mean-reverting process in the
testing period.

In the first out of sample test, we use the estimated beta and the current market
return to make forecasts on the future return

fit = &i,t—l + ﬂi,t—lrl,ts
and then we regress this forecast on the realized return
it = s+ Vfit + .

The results of this regression are reported in Table 10.2, together with the mean
error (ME), the mean absolute error (MAD), the mean square error (MSE), the R?

Table 10.1. Choosing the Kalman filter specification

Model parameter RW RC MR

¢ 1.000 0.000 0.147

B 0.000 0.737 0.738

o 0.025% 0.021% 0.022%
Bo 0.849 0.613 0.351
X0 0.000% 0.000% 0.000
03 0.006% 17.093% 16.703%
062 0.036% 0.032% 0.032%
L 3836.482 3844.710 3845.057
Number of observation, T’ 1246 1246 1246
Number of parameters, k 5 6 7

AIC —6.150 —6.162 —6.161

BIC —6.129 —6.137 —6.132
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Table 10.2. Results of the return forecasting exercise

ME MAD MSE R? 7 H
OLS 1 yr 0.110%  0.886%  0.013%  35.842% 0347  0.001
EWMA 1 yr 0.082%  0.888%  0.013%  34.820% 0324  0.001
Bayes 1 yr 0.032%  0.878%  0.013%  35837% 0346  0.001
Robust regression ~ 0.104%  0.886%  0.013%  35.883%  0.343  0.001
Kalman filter 0.049%  0902%  0.013%  36.098%  0.285  0.001

Table 10.3. Results of the VAR forecasting exercise

Obs.  Sign. Expected violations  Conf. interval Num. viol.
OLS 1 yr 138 5.000% 7 (2.689,11.111) 8
EWMA 1 yr 138 5.000% 7 (2.689,11.111) 9
Bayes 1 yr 138 5.000% 7 (2.689,11.111) 8
Robust regression 138 5.000% 7 (2.689,11.111) 8
Kalman filter 138 5.000% 7 (2.689,11.111) 8

of the regression and the estimated values for § and y. An unbiased forecast should
return § = 0 and y = 1. The different models appear to provide similar forecasting
ability, but all of them appear biased (7 is on average approximately equal to 0.30).

The second forecasting exercise consists in counting the VAR violations for the
different models, as discussed in Sect. 10.2.7. The results are given in Table 10.3.
Due to the low number of observations, we are (unfortunately) unable to distinguish
between the performance of the different models: all of them show a number of
violations (8 or 9) in line with the expectations (between 3 and 11).
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Automatic Trading: Winning or Losing in a kBit"

Key words: random walk, AR(1), GARCH, bootstrapping, technical analysis,
Monte Carlo simulation

Technical analysis focuses on historical information concerning price movements in
order to forecast future price trends. In this manner, technical analysts argue that
changes in the psychology of the market can be used to profit from trading. With
technical analysis profits can be obtained in two different ways. Under a first ap-
proach, the analyst purely relies on charting and “reads” historical price trajectories
to find clues on trend reversals. Under a second approach, the role of the analyst
is reduced. An automatic trading system uses historical information to implement a
trading process governed by a set of well-defined rules, while traders just need to
choose the strategy to implement.

Despite its long history (one of the first attempts to forecast stock prices is at-
tributed to Charles H. Dow in the late 1800s), academics have traditionally regarded
technical analysis with a mixture of suspicion and contempt (see, for instance, Fama
and Blume (1966), Fama (1969) and Jensen and Benington (1970)). In fact the ef-
ficient market paradigm holds that in capital markets all relevant information is re-
flected in current prices. Therefore, for traditional researchers, trading rules based
on past prices are meaningless. But with the accumulation of evidence on the inef-
ficiency of many marketplaces,' the idea that some technical rules can be used to
systematically gain profits from trading has acquired momentum. An important con-
tribution in this sense has come from Brock et al. (1992) (BLL henceforth). Using a
set of simple technical rules, these authors first investigated sixty years of the Dow
Jones Index and achieved statistically significant profits. Since then, several authors
have tried to replicate BLL’s results on different data sets and periods. For instance,
Hudson, Dempsey and Keasey (1996) have used data from the United Kingdom.

* with Carlo Pozzi and Federico Roveda.
1 A list of references can be found in Lo, MacKinlay and Zhang (1997), pp. 43—44.
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Bessembinder and Chan (1995) have tested emerging markets in the Asian area.
More recently, Isakov and Hollistein (1999) have studied the Swiss market, while
Detry and Grégoire (2001) have concentrated on several European indexes.

In this chapter, we provide a review of a few well-known techniques. Our trea-
tise is organized as follows. Section 11.2 illustrates the chosen technical strategies
and the statistical tests conducted to assess the statistical significance of their actual
profits. In particular, we focus on the MACD-H indicator and a development of the
moving average crossover. According to the procedure suggested by BLL, we test
our results using a bootstrap methodology. Section 11.3 presents the VBA® code
used to run our strategy. In Sect. 11.4, we discuss our results testing the proposed
technical rule on the five largest capitalized stocks in the US equity market.

11.1 Problem Statement

The technical strategy we analyze in this chapter is named moving average conver-
gence divergence (MACD). In our treatise, we depart from BLL, who consider two
of the most simple and known classes of technical rules based on the crossover of
two moving averages,” and present the MACD technique which is a trend-following
momentum indicator originally developed by Appel and Hitschler (1980). Illustra-
tions of this indicator can also be found in Murphy (1999) and — in a more detailed
fashion — in Thorp (2000). Given its relatively old age, the MACD rule has long been
known to technical analysts. For this reason, we deem that it may be regarded as the
methodology free of data snooping biases.

The MACD indicator combines two exponential moving averages of past prices
into two lines: the MACD line and the signal line. The MACD line is constructed
as the difference between two exponential moving averages computed using last m
and n closing prices, where m and n are integers such that n > m.3 It follows that
the MACD line crosses the zero line each time there is a crossover between the two
moving averages. To see this, let P; be the market closing price at day ¢, and let
us define a long-period and a short-period exponential moving average, EMAL, and
EMAS; respectively, as

1 1

EMAL; = —P; + <1 - —)EMAL,_I, EMALy=Py, t=1,2,...,
n n
1 1

EMAS;, = — P+ |1 — — |EMAS;—1, EMASy =Py, t=1,2,...,
m m

and let the MACD line, MACD;, be defined as the difference between EMAL, and
EMAS,,

2 The rule is: “initiates buy (sell) signals when the short run moving average is above (below)
the long run moving average”.

3 Exponential averages are a standard tool in technical analysis. They are preferable to arith-
metic averages because they respond more quickly to changes in price. Indeed more weight
is placed on the most recent prices, whilst arithmetic averages give the same weight to all
recorded prices.
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MACD; = EMAS; — EMAL;, MACDy =0, t=1,2,....

It is easy to observe that, since the fast moving average (EMAS; on m-periods) re-
flects the short-period trend in the market while the slow moving average (EMAL, on
n-periods) reflects the long-period tendency, when the short-period moving average
is above the long-period moving average, MACD; is positive. This may be interpreted
as a bullish market phase. The opposite is true when the fast moving average is dom-
inated by the long one. The MACD is thus a trend-follower algorithm. It performs
at its best during strong trending periods, but tends to lose money during periods
of choppy trading (i.e., when prices move sideways for several weeks). A trigger or
signal line, named SL;, is also used. SL; is a k-period exponential moving average of
the MACD line

1 1
SLIZEMACD[—F(]_%)SL[]’ SL()ZO, t = 1,2,....

Taking the difference between the MACD and the signal line we obtain the MACD-
Histogram (MACDH) indicator, the importance of which consists in highlighting
variations in the spread between the fast and the slow lines,

MACDH; = MACD; — SL;.

When the histogram lies above (below) the zero line but starts to fall (increase) to-
wards the zero line, then the up trend (down trend) is losing momentum (the dis-
tance between fast and slow moving averages is decreasing. According to the MACD
rules, a buy (sell) signal is generated each time the MACD line moves above (below)
the signal line or alternatively when the MACDH crosses the zero line from below
(above). In this way, one is always active in the market, since on the closing of a
position, a new one can be opened with the opposite sign. For this reason this trading
system is classified into the category Stop and Reverse.

Histogram zero crossovers can also be used to detect early exit signals from ex-
isting positions. Indeed, MACD tracks whether the market is gaining or losing mo-
mentum, measuring the acceleration or deceleration between moving averages and
signaling if a stock or index has been overbought or oversold. Therefore, MACD is
not only a lagging indicator, but also a leading indicator which can be used to detect
excesses of demand or supply in the market. Prudence is however recommended,
since using MACD turns in order to initiate new positions can be quite dangerous as
it implies opening positions against prevailing market trends (Murphy (1999)).

Unlike other oscillators, like the relative strength index or the stochastic index,
MACD it is not constrained between upper and lower bounds, but it can hit new highs
or lows as long as price trends are gaining momentum. In the finance practice, the
most popular parameters in the MACD and MACDH computations are m = 12, n =
26 and k = 9 periods. They are also set as default values in many software packages.
In this chapter, the VBA® code takes into account the possibility of having one set
of numbers for buy signals and another for sell signals. We follow here the original
suggestion of Appel and Hitschler (1980) who recommended using an asymmetric
combination of 8-17-9 for buy signals and 12-26-9 for sell signals.
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11.2 Model and Solution Methodology

11.2.1 Measuring Trading System Performance

The possibility of discerning between different trading strategies (TS) is provided by
the measurement of their performance. A detailed analysis of this topic is given by
Schwager (1996), Chapter 21. In these pages, as standard measure of performance,
we use the cumulative sum of all profits and losses generated by a TS. We define this
net measure as the difference between all the profits (total gross profit) and losses
(total gross loss) obtained over a given period of time. With these two quantities, we
also calculate a risk measure for our TS by dividing the total gross loss by the total
gross profit. This ratio is called profit factor — namely, the expected reward on one
unit of capital invested in the TS. Profit factors are then employed to rank alternative
TS. Once this is done, a common rule among practitioners is to discard strategies
with profit factors below two. The total number of trades has also a bearing on trading
performance. Another rule of thumb in this case is to consider ten to twenty trades
per year.

Other useful quantities may supplement comparisons between TS: (1) the aver-
age trade, (2) the average winning trade, (3) the average losing trade, (4) the average
winning/losing trade ratio, (5 and 6) the largest winning trade and the largest los-
ing trade. Let us examine them separately. (1) The average trade is the average net
profit across all trades. (2 and 3) The average winning (losing) trade is the average
profit (loss) across all winning (losing) trades. Low values for the average winning
trade imply high vulnerability to mistakes. (4) The average winning/losing trade ra-
tio is an additional measure of TS risk and so are the following two. (5 and 6) In
fact, the largest winning (losing) trade should be read in conjunction with the gross
profit (loss) of a TS: if a large part of it comes from a single trade, a strategy may be
considered as risky. Therefore, a single trade should not exceed 1/4 of gross profits
(losses). However, in the opposite case, tracking the largest loss is not recommended
as a unique measure of risk because it may bias performance judgements by magni-
fying the importance of a single negative event. This is particularly significant in the
evaluation of managers with long track records, since large losses occur with more
frequency over longer periods of time.

A significant historical performance measure is then maximum drawdown. This
quantity measures the largest decline (peak-to-valley) from the highest equity value,
tracked over s days prior to the sample period considered. In other words, it repre-
sents the top cumulative loss an investor would have incurred, had they invested at
the worst possible prior time (i.e., the prior equity peak) and stayed long through
the sample period considered. Maximum drawdown can thus be seen as the largest
margin necessary to cover the highest possible loss produced by a TS. This measure
is computed as

MD7 = — max { max s — n,},
0<t<T l0=<s<t
where ; represents cumulative profits up to time . As a descriptive statistic, maxi-
mum drawdown has one key positive aspect and some important limitations. Vis-a-
vis volatility, it is an observable quantity measuring a capital requirement. This can
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be expected to be smaller either when the upward price drift is steeper or when the
variability of the process is lower. But being derived from a single string of data,
maximum drawdown is exposed to large errors. For this reason, it may be biased
with respect to means determined across multiple periods. Moreover, the longer the
time series considered, the greater a drawdown is likely to be. A fact which suggests
that it would be wise to compare drawdowns only across TS with track records of
the same length.

The maximum number of losing trades is yet another measure of risk. This num-
ber counts how many consecutive losing trades an investor should accept before
abandoning a TS. The psychological importance of this number is evident. It is thus
preferable to establish it before beginning a trading scheme.

Finally, an important benchmark is the one way break-even trading (BET) mea-
sure. This quantity, suggested by Bessembinder and Chan (1998), represents the level
of transaction costs that eliminates all profits achieved through a TS in excess of a
simple buying and holding strategy. It is computed as

pet = 2 (11.1)
et = —, .
N

where 7 is the average profit of the strategy and N is the total number of signals
(purchases and sales).

11.2.2 Statistical Testing

As suggested in BLL, it is possible to conduct statistical tests on TS at two levels of
depth. At a first stage, one can compare profits coming from buy and sell trades. If
technical analysis does not have any power in predicting market trends, then profits
on buy days should not differ from profits on sell days. Therefore we can use standard
statistical tests and compare means and variances on buy versus sell days. Similar
tests can be conducted to compare profits generated by the technical strategy and
by a passive one, for instance the buy-and-hold position. For example, by using the
t-statistic we can see if the mean buy and mean sell profits are significantly different.
The t-statistic is
[(bs) _ Mo — s
(0 /N + 02 /No)1/2’

where up (s), obz (03) and Ny, (Ng) are respectively the mean profit, the number
of signals and the variance of profits for buys (sells). The test which checks if the
global mean daily profit is significantly different from the daily unconditional profit
is given by the 7-statistic

t(str,b&h) — Mstr — Mb&h
(02:/Nstr + 01,/ Nogn) /2

where “str”” and “b&h” refer to the strategy and to the buy-and-hold position.
These tests assume normal, stationary and time-independent distributions. These
assumptions are however too strong compared to the stylized facts which affect stock
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return distributions and time series (such as their high kurtosis and their conditional
heteroskedasticity). Standard statistical tests can thus give misleading results. As
a result, at a second stage, a possible solution is to bootstrap data, following the
analyses of Efron (1979), Freedman and Peters (1984), and Efron and Tibshirani
(1986). A review of bootstrap applications in finance can be found in Maddala and
Li (1996). In the following pages we present an approach which proceeds as follows:

1. Assume a return generating model (e.g., random walk, AR(1), GARCH(I, 1),
etc.) and estimate it on a data set.

2. Standardize residuals from the estimated model. Under the null hypothesis that
the return model is the true generating process, standardized residuals should be
realizations of i.i.d. innovations.

3. Re-sample with replacement estimated standardized residuals and use them as
innovations to simulate a new price history of the same length as the original.

4. Apply the trading strategy to the bootstrapped series.

5. Repeat the procedure n times (BLL set n = 500) and obtain the empirical distri-
butions of the mean profit of the TS under the chosen return generating model.

6. Compute the fraction of simulated strategies which have greater mean or standard
deviation than the strategy applied to the original series. These fractions can be
interpreted as p-values. For example, if only 1% of the simulations generated by
the chosen model gives a mean return higher than the TS applied on the original
series, then the p-value is equal to 1%. In other words, the probability that the
chosen model generates the mean return obtained by the trading strategy on the
original series is only 1%. Therefore, the mean returns of the trading rule cannot
be explained by the assumed model.

By using the bootstrapping procedure, standardized residuals are not restricted to a
particular distribution and we can test the technical strategy against different models.
Moreover, when we reject the null hypothesis for a given model specification, we can
test another one with few assumptions. Here we start testing the random walk (RW)
model. RW simply assumes independence and identical distribution for returns, but
does not assume their normal distribution,

ry =&, & arei.i.d.

With the RW model, the bootstrapping procedure can be performed directly on the
original return series. If this model is rejected, in order to investigate if serial corre-
lation in returns can explain the profits from the trading rule, we can then consider
an AR(1) model,

rn=a+bri_14+¢&, t=1,...,T,
& arei.id.: E(g) =0, Var(g;) = 082.

This model can be estimated with OLS. If a, b and 0. are the estimated parameters,
we can then compute standardized residuals from

N rt_CAl_brl_l
&= —F.
O¢
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Subsequently, we can re-sample from &, n; = &), t = 1,..., T, where k(¢) is a
uniform random number over the integers 1, . .., T, and we construct new return and
price histories,

Fr=a +l;'7t—l + 0,

Py = P exp(ry).
We apply the TS on each simulation and we compute the fraction of simulated returns
which have higher mean or standard deviation than the ones obtained by applying
the same TS on the original series. These fractions can be interpreted as p-values. If
this model is also rejected, we can ask if conditional changes in variances can be a

possible explanation for trading rule profits. Therefore we can re-specify the return
model as a GARCH(1, 1):*

rr = u + &, & are iid. ~ N(O, hl)s
hy =w +a8t271 + Bhi—1.

Once the GARCH(1, 1) has been estimated, we standardize estimated residuals

and then re-sample them with replacement

N = Zk()

to form a new simulated series

Ft+1 = 13;‘ GXP(Ft)-

Each simulation is based on n replications of the chosen return model. For each
simulation, the same trading rule is applied. Then we compute the p-values and we
decide if any of the specified models can explain the trading rule profits.

11.3 Code

The trading system and the bootstrap methodology presented above have been imple-
mented in VBA®. We first run a historical analysis of our strategy. This can be done
with the VBA® macro St ar t Tr adi ngSyst en() . Once this macro is called, the
user form “Trading System” is shown. See Fig. 11.1.

In the form, the user has to indicate:

4 Brooks et al. (1998) have considered a more general GARCH-M model, in order to take
into account changes in the conditional mean.
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Fig. 11.1. Excel user form for starting the Trading System.

1. The path name of the file containing the historical data (the Browse button helps
in finding the correct folder path). Data must be stored as comma separated
files (.csv) and with the same field structure as downloads from Yahoo! Finance.
Therefore, the .csv file must have seven columns that respectively refer to: date,
opening price, maximum price, minimum price, closing price, volume and ad-
justed closing price. The macro only imports dates and adjusted closing prices,
which will serve as a basis for the strategy to be implemented. The macro sorts
data in the time series starting from the oldest one.

2. The name of the worksheet where the results of the strategy will be printed out. If
no name is specified, the macro assigns by default the name “MACD”. This work-
sheet will be created anew by the VBA® macro, so no other existing worksheet
should have the same name as the one assigned here.

3. Parameters m, n and k to be used for the computation of the MACD. By default,
the program assigns 12-26-9. However, the user can chose different periods and
even adopt an asymmetric strategy, specifying different parameters to be consid-
ered for sale and purchase signals, as suggested by Appel and Hitschler (1980).

4. By clicking on OK, the form runs the following macros:

a. Upl oadi ngDat a() to import data into a temporary worksheet.
b. Tradi ngRul es() to apply the strategy. The VBA® code is very simple:
If MACDH(t) > 0 And MACDH(t-1) < O Then
Cl ose short and Go | ong
El sel f MACDH(t) < O And MACDH(t-1) > O Then
Cl ose long and Go short
End If
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This routine calls the user form,
StartTradingSystemy) containing the entire code of the
trading system

Calls
i frmMACD The user form contains the code for

the trading system

N uploadingData() Upload !he{g:t:éxwe csv file to
\;D MACDHistogram() Calculate the MACD-Histogram
k» TrdingRules() Apply the trading rules to the series
Calls
. - Open a position, record the date and
OpeningPosition() the price
Calls
Close a positon, recors the date and
ClosingPosition() the price. Besides it compute the
loss or profit, etc...
\ PerformanceTable() Write the performance summary in

new sheets

Fig. 11.2. Flow chart describing the macro StartTradingSystem().

c. PerformanceTabl e() to print the performance summary in the new work-
sheet.

In particular, MACDH(¢) in the macro is computed by the VBA® function MACD-
Hi st ogram{ vMACDHI st ogram() As Doubl e, intSMA As | nteger,
intLMA As Integer, intSignal As Integer, Price() As Dou-
bl e) . The entire procedure is described in the flowchart which appears in Fig. 11.2.
The worksheet containing the performance summary, described in Sect. 11.2.1, is
shown in Fig. 11.3. Finally, the value of the account, once the position has been
closed, is reported in columns I (entire strategy), J (long position) and K (short posi-
tions).

The VBA® macro St art Boot st rapSi rmrul ati on() performs the boot-
strap testing. Once this macro is run, the user form “Bootstrap Simulation” is shown.
This user form appears in Fig. 11.4. In particular, in this one the user has to indicate:

1. The path name of the file containing historical data.

2. The name of the worksheet where the results of the bootstrap simulation will be
shown.

3. The parameters to be used for the computation of the MACD.



Fig. 11.3. Excel worksheet illustrating the performance measures of the trading rule.
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Fig. 11.4. Excel user form for starting the Boostrap Simulation.

4. The number of simulations.
5. The model assumed as return generator process. The user can choose between

RW, AR(1) and GARCH(I, 1).

6. By clicking the OK button, the user form runs the following macros:

a. Upl oadi ngDat a() to import data into a temporary worksheet;

b. It estimates the return model and runs the bootstrap simulation. In particular,
the function RandomAal k(vSi mul at ed() As Doubl e, Current-
Price As Double, vReturn() As Doubl e) estimates the random
walk model; the AR(1) model is estimated using OLS by the function Au-
t oRegr essi ve(vSi nul ated() As Double, CurrentPrice As
Doubl e, vReturn() As Doubl e; the GARCH(I, 1) model is estima-
ted by the function GARCH(vSi mul at ed() As Doubl e, Current-
Price As Double, vReturn() As Double, dbl Viu As Dou-
bl e, dblVvar0O As Doubl e, dbl Orega As Doubl e, dbl Al pha
As Doubl e, dbl Beta As Doubl e). The estimation is performed by
maximizing the likelihood function using the Excel Solver. The above func-
tions return the vector VSi mul at ed() containing a new bootstrapped series;

c. It prints the performance measures of the trading rule applied to the bootstrap
simulation in the new worksheet.

The entire procedure is described in the flowchart appearing in Fig. 11.5. The
worksheet with the results of bootstrap simulations is shown in Fig. 11.6. Results are
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This routine calls the user form,
StartBootstrapSimulation() containing the entire code of the
trading system

Calls The user form contains the code for

frmBootstrap the trading system
. Upload the data from the csv file to
Lb uploadingData() P the workbook
RandomWalk() or According with the choice of the
\¥> Autoregressive() or user, the frmBootstrap call a function
GARCH() to create a new simulated series
\¥> TradingRules() Apply the trading rules to the series

This is the function that computes

Calls \—b MACDHistogram() the MACD-Histogram

Calls

N OpeningPosition() Open a position: record the date and

the price

Close a position: record the date
\\b ClosingPosition() and the price. Besides it computes
loss or profit, etc...

AN PerformanceTable() Write the pzrf:v:rrsl::(;?ssummary in

Fig. 11.5. Flow chart describing the procedure of the macro StartBoostrapSimulation().

presented as follows: in the first column, the number of the simulation is reported.
Then we have the number of buy days, the number of short days, the conditional one
day return for the strategy, for purchases, for sales, the conditional daily standard
deviation for the strategy, for purchases, for sales, then the ratio between the condi-
tional return and standard deviation, for the strategy, for longs, for sales, and finally
the one-way break-even trading.

11.4 Results and Comments

In this section we report the results of the trading system previously described. In
particular, we consider either the symmetric case with default parameters 12-26-9, or
the asymmetric case with parameters 12-26-9 for opening long positions and 8-17-9
for opening short positions. Time series data have been downloaded from Yahoo!



Fig. 11.6. Excel worksheet showing the results of the bootstrap simulation.
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Table 11.1. Summary description of the data set

Stock Ticker Period Number of obs.
Citigroup Inc. C 1/3/00-12/31/04 1256
Exxon Mobil Corp. XOM 1/3/00-12/31/04 1256
General Electric Co. GE 1/3/00-12/31/04 1256
Microsoft Corp. MSFT 1/3/00-12/31/04 1256
Pfizer Inc. PFE 1/3/00-12/31/04 1254
Wal-Mart Stores Inc. WMT 1/3/00-12/31/04 1256

Table 11.2. Descriptive statistics of daily logarithmic returns

Stock Mean Std. dev. Skew. Kurt. JB

C 0.00029 0.02228 —0.28379 8.01079 1330
XOM 0.00034 0.01586 0.02424 6.48061 634
GE —0.00016 0.02146 0.07536 6.06037 491
MSFT —0.00053 0.02541 —0.20537 9.21079 2026
PFE —0.00009 0.02003 —0.29621 5.57845 365
WMT —0.00016 0.02099 0.13127 5.51836 335

Finance (http://finance.yahoo.com). In particular, we have examined the six largest
cap stocks in the US market (Citigroup Inc. (Yahoo Ticker: C), Exxon Mobil Corp.
(XOM), General Electric Co. (GE), Microsoft Corp. (MSFT), Pfizer Inc. (PFE) and
Wal-Mart Stores Inc. (WMT)), over a period of five years from January 3, 2000
to December 31, 2004. Notice that the application of the trading strategy to single
stocks avoids measurement errors due to non-synchronous reporting of prices in the
index components and the problems related to trading the index.> On the other hand,
we are exposed to data snooping bias related to the arbitrary choice of the stocks,
although their large market capitalization should reduce this problem. Tables 11.1
and 11.2 provide summary information on the data set and on the distribution of the
logarithm return series. In particular, the last column in Table 11.2 gives the Jarque—
Bera statistic that measures deviations from normality. This is the case for all stocks.®
Indeed, all of them have fat tails (a kurtosis higher than 3) and an asymmetric shape
(positive or negative skewness).

Tables 11.3, 11.4 and 11.5 report some performance measures for the buy and
hold position and for the TS. In particular Table 11.4 considers the symmetric case,
whilst in Table 11.5 we consider the asymmetric case. In both cases, the results are
very disappointing in respect to the buy-and-hold strategy. Figure 11.7 illustrates
the dynamic of the cumulative profits of the trading rule applied to the six different
listings. Only for Microsoft Corp. the strategy does generate an appreciable profit
factor of 1.7488 in the symmetric case and a remarkable 2.0017 in the asymmetric

5 This is issue is discussed in detail in Sweeney (1988).

%In particular, under the null hypothesis of a normal distribution, the Jarque—Bera statistic is
distributed as a chi-square with 2 degrees of freedom. The critical value at 1% level for the
Jarque—Bera statistic is 9.2103. Therefore, we reject the hypothesis of normal distribution
at the 1% significance level.
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Table 11.3. Summary performance measures of the buy-and-hold position

YT TNP ($) MAD ($) PF AWT (%) AWL ($)
C 14.76 274 1.04 0.63 0.63
XOM -8.32 17.90 0.98 0.57 0.55
GE 17.60 0.71 1.07 0.43 0.44
MSET —24.96 24.41 0.92 0.47 0.50
PFE —3.40 19.53 0.99 0.52 0.53
WMT —~11.90 13.53 0.98 0.82 0.79

YT = Yahoo ticker; TNP = Total net profit; MAD = Maximum account drawdown;
PF = Profit factor; AWT = Average winning trade; AWL = Average losing trade.

Table 11.4. Summary performance measures of the symmetric trading rule 12-26-9

YT TNP ($) MAD (3) PF AWT (3) AWL (3)
C —7.81 16.64 0.88 2.85 1.90
XOM —-13.17 13.34 0.72 1.52 1.04
GE -5.13 27.80 0.92 245 2.05
MSFT 23.79 8.13 1.75 242 1.22
PFE —22.18 25.91 0.61 2.08 1.55
WMT —49.78 63.74 0.50 2.53 2.57

YT = Yahoo ticker; TNP = Total net profit; MAD = Maximum account drawdown;
PF = Profit factor; AWT = Average winning trade; AWL = Average losing trade.

Table 11.5. Summary performance measures of the asymmetric trading rule 12-26-9; 8-17-9

YT TNP ($) MAD (3) PF AWT (3) AWL (3)
C —5.01 22.20 0.93 2.70 1.96
XOM —-10.47 15.23 0.78 1.25 1.09
GE —28.25 29.49 0.64 2.34 1.84
MSFT 29.89 7.44 2.00 2.13 1.10
PFE —-39.62 39.62 0.50 1.73 1.89
WMT —48.14 73.88 0.56 2.84 2.46

YT = Yahoo ticker; TNP = Total net profit; MAD = Maximum account drawdown;
PF = Profit factor; AWT = Average winning trade; AWL = Average losing trade.

case, whilst in the buy-and-hold case the profit factor is only 0.92. These results
seem to indicate that for Microsoft Corp. the proposed technical strategy can identify
profitable opportunities. In order to investigate their statistical significance, we shall
conduct some tests.

At first, we conduct a standard #-test to compare the daily mean profit of the
active (TS) and passive (buy-and-hold) strategies. In practice, the test is conducted
on the series obtained as difference between daily profits under the two alternatives.
Therefore, we test if the mean difference is equal to zero. The results of this test
are given in Table 11.6. No statistically significant difference is obtained. Similar
results are obtained in the asymmetric case and for the r-test that compares long
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Fig. 11.7. Equity lines of the trading rule for Exxon Mobil Corp. (XOM), Microsoft Corp.
(MSFT) and Wal Mart Stores Inc. (WMT).

Table 11.6. Summary performance measures of the asymmetric trading rule 12-26-9; 8-17-9

Hts—bh Ots—bh N i-test (Us—bh 7 0)
C —0.0054 1.1359 1254 —0.1690
XOM —0.0033 0.7991 1254 —0.1484
GE 0.0106 1.1228 1254 0.3358
MSFT 0.0009 1.0384 1254 0.0307
WMT 0.0504 1.5450 1254 1.1555

versus short positions (these results are not reported here). Our results collide with
the ones presented by BLL, who rejected the null hypothesis that technical rules do
not have significant positive performance. However (as discussed in Sect. 11.2.2),
since our results can be affected by the violation of the normal, stationary and time-
independent assumptions, we conduct a bootstrap simulation along the lines of the
previous section. Figure 11.8 illustrates the density function of simulated mean re-
turns (1,500 simulations) under the GARCH(1, 1) and of average profit obtained on
the original series (black triangle on the horizontal axis).

In Tables 11.7, 11.8, 11.9, we report the p-values of the bootstrap simulation for
the three models (RW, AR(1), GARCH(1, 1)), i.e. the fraction of simulations gener-
ating a mean daily return or standard deviation or Sharpe ratio higher than the same
statistics obtained from the actual series.” In particular, we distinguish results for the
strategy and for the long and short only positions. For example, the number 15%
in Table 11.7 under the headings Strategy and Mean indicates that only 15% of the
simulated random walks generated a mean return as large as that from the original

7 We compute the Sharpe ratio as ratio between mean return and its standard deviation.
Therefore we assume a zero risk-free rate.
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Fig. 11.8. Distribution of simulated mean returns (1500 simulations) under the GARCH(1, 1)
and on the original series (black triangle on the horizontal axis).

Table 11.7. Summary performance measures of the asymmetric trading rule 12-26-9; 8-17-9

Strategy Buy Sell
Mean 18% 25% 30%
Std. dev. 47% 95% 12%
Sharpe ratio 17% 22% 34%

Bootstrap results for MSFT: Random walk model: r;= &;.

Table 11.8. Summary performance measures of the asymmetric trading rule 12-26-9; 8-17-9

Strategy Buy Sell
Mean 16% 20% 30%
Std. dev. 48% 97% 12%
Sharpe ratio 15% 15% 34%

Bootstrap results for MSFT: AR(1) model: r; = a + br;_1+n,. AR(1) parameters: a =
—0.0005376, b = —0.0257838.

series. Considering different return models, we remark that we never obtain a p-value
greater than 36% for the mean returns. BLL obtained instead much stronger results.
Indeed, their p-values, computed across a much wider set of trading rules applied to
the Dow Jones time series, were only occasionally greater than 11%. Instead, simi-
larly to their results, the three models are unable to explain the volatility during buy
and sell periods. This can be realized looking at the p-values for the TS and for the
buy and sell positions. For example, 98% (7%) under the headings Std. Dev. and Buy
(Sell) in Table 11.7 means that in 98% (7%) of the simulations, the buy (sell) volatil-
ity was higher (higher) than in the original series. If we consider the TS (buy + sell)
the return models generate a volatility comparable to the original series (p-values of
47%, 50% for RW and AR(1)) or much higher (p-value of 84% for GARCH(1, 1)).
These results are reflected in Sharpe ratios that are in general higher in the origi-
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Table 11.9. Summary performance measures of the asymmetric trading rule 12-26-9; 8-17-9
for MSFT

Strategy Buy Sell
Mean 20% 26% 36%
Std. Dev. 85% 98% 38%
Sharpe Ratio 17% 22% 37%

Bootstrap results for MSFT: GARCH(1, 1) model: s = u + &7, hy = 0 + Olslz,] + Bh;_q.
GARCH(1, 1) parameters: it = 0.0002341, ﬁo = 0.0009691, & = 0.0000014,
@ = 0.0863395, B = 0.9186362.

Table 11.10. Convergence of simulated p-values for the GARCH model

Number of simulations Mean St. dev. Sharpe ratio
500 20% 84% 19%
750 20% 85% 18%

1000 21% 86% 19%

1250 19% 85% 18%

1500 20% 83% 19%

nal series vis-a-vis those generated by the return models (p-values of 15%, 13% and
19%). Therefore, the higher returns generated by the trading rule are not explained
by a higher risk (measured by the standard deviation). In conclusion, our results on
the performance of the TS are not so strong as in BLL, but they seem to suggest that
the three chosen models fail to replicate the returns generated by the trading rule.
In other words, the rule generates signals that are not likely to be explained by the
return models. Nonetheless, these results are not robust to the presence of transaction
costs. Indeed, if we compute the break-even transaction cost (Eq. (11.1)), only if we
trade with transaction costs lower than 0.00266%, we can obtain a positive profit.
Moreover, for the remaining stocks, whose results we do not report here, the return
models always generate Sharpe ratios higher than in the original series.

Finally, we investigate the sensitivity of the bootstrap results to the number of
simulations on our results. As remarked in BLL, this test is important since the as-
ymptotic properties of the bootstrap applied to GARCH models are not known. In
Table 11.10 we report the same figures as in Table 11.9 for the GARCH model, but
varying the number of simulations. We can observe that the p-values obtained with
500 simulations are reliable. Considering additional simulations produces little im-
provement in the estimation of the p-values. Similar conclusions were also presented
in BLL.
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Estimating the Risk-Neutral Density”

Key words: log-normal mixture, implied volatility, calibration

Investors, risk-managers, monetary authorities and other financial operators are
confronted with the need to assess market expectations concerning a number of
fundamental macroeconomic variables, such as exchange and short-interest rates,
stocks, commodities, stock indices. In simple terms, they need to estimate the proba-
bility distributions of future events. Information embedded in market prices of deriv-
ative assets provides central banks and operators with timely forward-looking infor-
mation on market expectations regarding the underlying fundamental factors.

We tackle the issue of recovering the risk-neutral density function (henceforth
PDF) as implied by market quotations and employ the resulting assessment about
market expectations for trading purposes.

Section 1 describes the problem of recovering an implied risk-neutral density
from option market prices and briefly examines basic procedures for extracting the
PDF from option prices. In particular, we focus on a methodology based on a mix-
ture of log-normals, as developed in Bahra (1997). We highlight the flexibility of
this method to cope with the anomalies of the Black—Scholes theory, such as smile
and smirk effects in the implied volatility curve. Sections 12.2 and 12.3 detail the
solution methodology and provide two applications of the method. First, we recover
the risk-neutral density compatible to a set of option prices written on the Standard
& Poor’s index S&P 500. Second, we propose and test a trading strategy exploiting
differences between market and model prices as obtained from the estimated den-
sity function. We finally comment on the market’s ability to forecast movements and
disclose investor feeling as it can be inferred from our analysis.

* with Paolo Ghini.
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12.1 Problem Statement

This section presents an overview of the most common methods used to extract risk-
neutral density functions from option prices and focuses on a technique developed in
Bahra (1997). Market participants’ expectations are too heterogeneous and complex
to be captured using simple descriptive statistics, such as means and other point
estimates. However, this information can be extracted from prices of traded options.
Indeed, due to a nonlinearity in their payoffs, option prices across different strikes for
a common maturity allow the assigning of probabilities to a wide range of possible
values taken by the underlying asset at that maturity. These probabilities represent
a synthesis of market expectations about future trends as perceived by operators at
a given point in time. Moreover, option prices can provide additional information
compared to the one stemming from a time series analysis of the underlying price
process.

Consider a European call option stricken at K and maturing in 7 years. The fair
value of this option is given by the risk-neutral expected value of its discounted pay-
off. This value reads as an integral over the exercise region:

(K, ) =" /K (x — K)qrye (x) . (12.1)

Here g;4. denotes the risk-neutral density of the underlying asset price at the expi-
ration time ¢ + 7. Similarly, the fair price of a put option with equal features is

K
pi(K, 1) = 67”/0 (K = x)qi4<(x) dx. (12.2)

The inverse problem consisting of the identification of a risk-neutral distribution
q:+- implied by option prices was first addressed in a seminal paper by Breeden
and Litzenberger (1978). These authors show that the risk-neutral density g, is
recovered from option prices as

0% (K, )

e (12.3)

gric(x) =¢€

K=x

Implementing this formula requires the knowledge of option prices for a continuum
of strikes. Of course this is not possible in practice and infinitely many density func-
tions are compatible to any given set of option prices over a finite range of strikes.
However, some basic constraints have to be satisfied when constructing a risk-neutral
density. For example, a well-defined risk neutral density is nonnegative, integrates to
one, and prices exactly all calls and puts.

12.2 Solution Methodology

A possible way out is to derive a function c(-, T) by interpolating observed option
prices. As observed by McCauley and Melick (1996a, 1996b) and Campa, Chang
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and Reider (1997, 1998) the most binding limitations of this approach occur on the
over-the-counter (OTC) currency market where prices for very few strikes, say three
to five, are usually quoted.

Several approaches to extract an implied density from option prices have been
proposed in the literature. A comparison of different approaches can be found in
Aparicio and Hodges (1998). We briefly recall:

1. Local volatility or implied tree models (Derman and Kani (1994), Dupire (1994),
Rubinstein (1994), Jackwerth and Rubinstein (1996) and Jackwerth (1999)),
where the future local volatility function of the underlying asset return is con-
structed in order to precisely recover option prices.

2. Interpolation of the implied volatility smile curve (Shimko (1993) and Dumas,
Fleming and Whaley (1998)) where the volatility surface is assumed to be a para-
metric function. Parameters are fitted to calibrate option prices and the implied
risk neutral density is then obtained by applying (12.3). Unfortunately, although
very simple, this approach may deliver a density exhibiting kinks.

3. Stochastic volatility and jumps (Hull and White (1987), Melino and Turnbull
(1990), Bates (1991), Heston (1993)), where the standard GBM process is ex-
tended to include a stochastic volatility component and jumps. The main prob-
lem with this approach consists of a the lack of a closed form formula for option
prices, so that calibration of the model can be highly time consuming.

4. Non-parametric approach (Ait-Sahalia and Lo (1998)) where the density is esti-
mated by a kernel regression approach. However, this technique is based on time
series price data so it cannot recover a risk-neutral density. Moreover, it is very
demanding from a computational point of view.

5. Combination of parametric and non-parametric approach (Bedendo et al.
(2005)). In particular, they focus the attention on the problem of fitting the tails.

An interesting way to reduce the degree of freedom allowed by relation (12.3),
is to fit an implied density within a parametrized family of probability distribu-
tions. Bahra (1997), Melick and Thomas (1997) and Soderlind and Svensson (1997)
look for a density obtained as a mixture of log-normal distributions. More pre-
cisely, the unknown density function is assumed to be a weighted average of log-
normal densities with appropriate means and variances. The parameters are de-
termined by minimizing the sum of the squared deviations of theoretical prices,
computed by formulae (12.1) and (12.2), from market quotations. Bahra (1997)
and Soderlind and Svensson (1997) investigate the ability of calibrated mixtures
to provide useful indications about how monetary policies are conducted. Melick
and Thomas (1997) retrieve an implied density function from American-style op-
tion prices on crude oil futures. After calibrating the model to market prices,
these authors back out three curves describing possible future scenarios. For in-
stance, during the crises preceding the Gulf war, the resulting density displays
scenarios corresponding to alternative political evolutions of the situation: (a) a
return to a pre-crises situation with a peaceful withdraw of Iraq from Kuwait;
(b) a strong and relevant interruption of the Persian Gulf oil supplies due to the
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war; (c) uncertainty, with a continuation of unsettled conditions over relevant hori-
Zons.

Assuming a fixed structure for the terminal PDF, the question about the exis-
tence of a stochastic process for the underlying asset with the assigned marginal
distribution arises. This problem has been investigated by Dupire (1994). A review
of different approaches can be found in Rebonato (1999). Recently, Brigo, Mercurio
and Rapisarda (2004) have shown the existence of such a process. This identification
is relevant for pricing exotic and American options.

We now describe the method in greater detail. The mixture procedure consists of
assuming a density function g;, as a weighted sum of log-normal densities

k
Gre(x) =Y wiL(x; i, B), (12.4)

i=1
where the weights w; are normalized and positive

k
Zwi =1 and w; >0, Vi.
i=1

Here L(x; «, B) represents a log-normal density with parameters « and 8

Lx;a, pB) = (lnx—a)z), x> 0.

1 ( 1
—exp(——
xy/2nB2 22
Each density in the mixture may be interpreted as a possible regime prevailing in the
future. The most parsimonious parametrization is obtained for k = 2. In this case
only five parameters need to be estimated. It is possible to make explicit dependence

of density parameters «; and B; from the initial stock price, the drift coefficients w;
and the volatility functions o;

1
o = In S[ + </~’Ll — Eo‘[,z)‘f,
Bi = oi/T.

The proposed parametric form turns out to be sufficiently flexible to capture the main
statistical features in the market, such as skewness and fat tails in the price return
distribution. The corresponding option pricing formulae read as

(K, 1) = 67”/ [wL(x; a1, Bi) + (1 —w)L(x; a2, fo)l(x — K)dx,  (12.5)
K

K
pi(K, 1) =6_”/0 [wL(x; a1, B) + (1 —w)L(x; a2, p)I(K —x)dx.  (12.6)

It is easy to show that these expressions can be represented as weighted averages of
Black—Scholes formulae
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(K, 1)
= {w[e 2N (d)) — KN (d)]
+ (1= w)[e 2N (d5) — KN (dy)]}.
pi(K, 1)
= e {w[KN(—dy) — e HI2N (—dy)]
+ (1 — w)[KN (—ds) — 222N (—d3)]},
where N denotes the cumulative normal distribution and
—InK + o1 + ,312_

dy = 5 ; dr = dy — Pu;
—~InK +ay+ p2
d3 = 5 2, dy = d3 — Ba.

In the special case of a call option with a zero strike, we obtain the present value of
the forward price f;(t):

¢ (0,7) = e_”{we‘)""’ﬂlz/2 +(1 - w)e(x2+ﬁ22/2} =e " fi(7).

Absence of arbitrage opportunities requires that f;(7) must equal the mean of the
PDF. These formulae provide model prices for any pair of density parameters. The
model is calibrated by choosing a parameter set 6 = {«, o2, 81, B2, w} which min-
imizes the sum of squared differences between model and market prices for a set
of calls ¢!, ..., ¢" and puts pl, ..., p"™ with a common maturity 7. The non-linear
least squares problem reads as:

ming [ — e (K. o]’

i=1

+3 [0 = piHL D)
i=1

(12.7)
+ [wea1+ﬁ12/2 +- w)ea2+ﬂ§/z _ errSt]Z ,
sub B1,8 >0 and 0<w <1,
where Ky, ..., K, (tesp. Hy, ..., Hy,) are call (resp. put) strikes and S; is the cur-

rent spot price. Note that the third line of the target function includes the squared
difference between theoretical forward price and expected price (e'* S;).

12.3 Implementation and Algorithm

In this section, we detail our implementation of the calibration procedure. Table 12.1
reports module names containing VBA® macros and functions.
The calibration has been conducted through the following steps.
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Table 12.1. List of main VBA® macros and functions

Module name Macro or function Formula
nDensi ty normal m xture (12.4)

nOpt i onPri ces Bl ackSchol es()

nOpti onPri ces M xturecal | () (12.5)

npti onPri ces M xt ur eput () (12.6)

nCal i brati onM xture Sub M xtureEstimation() (12.7)

1. Collection of implied volatility, LIBOR rates, dividends and S&P 500 Index
quotations. All of them are available in the spreadsheet Dat a of the Excel file
RiskNeutralDensity.xls.

2. Transformation of implied volatility quotations into option prices. This is done in
spreadsheet M xt ure Cal i bration 3mand M xture Calibration
6m For each week, we obtain option prices using the Black—Scholes formula
coded in the VBA® function Bl ackSchol es() . Market option prices are
computed in columns D-H.

3. Given the parameter set, for each week we compute theoretical call and put
prices using the VBA® functions M xt urecal | () and M xt ureput ().
Theoretical option prices are computed in columns J-N.

4. Parameter calibration is performed using the macro M xt ur eEst i mati on()
which can be run by pressing the button “Run Mixture Estimation” in the Ex-
cel spreadsheets M xt ure Cal i brati on 3mand M xture Cali bra-
tion 6m see Fig. 12.1. The macro, for each week in the sample, runs the Ex-
cel Solver' and minimizes the sum of squared differences between market and
model prices. These differences appear in column AF in the Excel spreadsheet.
The user can also restrict the calibration period by specifying in cells AF3 and
AF4 respectively the rows corresponding to the first and the last week. Remark
that in order to ensure the respect of constraints such as positive variances, we
have defined some dummy parameters, appearing in columns Y-AC, for which
no restrictions are required. Original parameters are then functions of these pa-
rameters, chosen in a way to ensure that the constraints are fulfilled. The Excel
Solver keeps on changing the content of cells Y-AC until the target function in
column AF is minimized.

In the calibration, for some weeks we have obtained unrealistic parameter values.
In such cases, we have performed the optimization under a different starting
value. Sometimes, a long time is required to obtain estimates comparable to the
ones obtained in the nearby weeks. This happens for example on June 25, 1999.

! The Excel Solver is not always promptly available in the VBA® code. Therefore, in the
VBA® window you must choose Tools, Riferimenti and then activate Solver.xla. If this file
does not appear in the window, usually, it can be found in the directory where Microsoft
Excel has been installed, and then in the sub-directory Library. In any case, you can locate
the file by doing a file search.



Fig. 12.1. Screenplot of the spreadsheet for calibrating the risk-neutral density.
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5. Spreadsheets | V Dynani ¢ Chart and RND Dynami ¢ Chart include a
dynamic chart of the implied volatility curve and the corresponding risk neu-
tral density for each week in the sample.

6. Spreadsheets St rat egy 3 mand Strat egy 6 mbuild a trading strategy
consisting of entering a long (resp. short) position in undervalued (resp. over-
valued) options. The construction of the strategy has been done directly in the
Excel spreadsheet without using VBA® code.

12.4 Results and Comments

Our data set covers the period ranging from January 1, 1999 to December 7, 2001.
Data consist of 150 weekly observations on European-style options written on the
S&P 500 Index and quoted Over-The-Counter (OTC) by a market maker.2 We recall
that the S&P 500 Index represents about the 80 percent of the entire US economy
capitalization.

Option prices are determined each Friday morning depending on the closing val-
ues of the Index and interest rates of the previous day. For each week, quotations are
available for five strike prices corresponding to At-The-Money (ATM) options and
Out-of-The-Money (OTM) options with strikes 5 and 10 percent away from the cur-
rent level of the index. Options are traded with “fixed time to maturity”: each week,
new contracts with three or six months to maturity are issued and quoted. Therefore,
the data consists of the most liquid and deeply traded range of contracts and matu-
rities. However, contracts cover only five strike-prices and observations for far from
at-the-money options are not available. This problem implies that we cannot estimate
with accuracy the tails of the risk-neutral density.

Quotations are expressed as percentage points of implied volatility (i.e., the
volatility parameter entering the Black and Scholes formula), with respect to five
different moneyness, according to standard rules in the OTC market. Table 12.2 pro-
vides a numerical example of the quotation mechanism. Quotations refer to OTM
and ATM options.

The second line indicates the moneyness as defined as a percentage over the spot
value of the index. For example, on Friday January 22, 1999, the implied volatility

Table 12.2. Example of implied volatilities on SPX 3 months options on January 3, 1999

22 Jan. 1999 OTM put OTM put ATM OTM call OTM call
Moneyness 0.9 0.95 1 1.05 1.1
Strike 1111.64 1173.40 1235.16 1296.92 1358.68
Implied vol. 35.40% 31.96% 28.97% 26.41% 23.93%
BS prices 32.10 45.42 65.36 44.12 21.18

S&P 500 Index: 1235.16; 3-months dividend yield: 1.33%;
3-months LIBOR rate: 4.97%.

2 The dataset was kindly supplied by UBS-Warburg, London.
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Fig. 12.2. Time evolution of ATM and OTM implied volatilities.

of a put contract issued on the SPX with a maturity of three months and a strike price
equal to 0.90% of the S&P 500 index, is 35.40%.

Strike prices are computed in the third line by using the S&P 500 index value
(1235.16 closing value on Thursday January 21, 1999). Therefore, given the implied
volatility quotation, we can recover the corresponding option price in the fifth line,
by applying the Black and Scholes formula.?

For each day in our data set, we solve the optimization problem in (12.7). Then,
we test the quality of a trading strategy based on the calibrated density. Our analysis
delivers several interesting findings.

Figure 12.2 shows that, over the period under investigation, implied volatilities
from OTM options are higher than those corresponding to ATM options. Moreover,
the movements in the two implied volatilities appear highly correlated. Since deep
OTM put options provide valuation of the left-hand tail of the distribution, they quan-
tify the risk of large adverse movements. This effect proves that the option market
assigns to extreme events a higher probability of occurrence than the one predicted
by the log-normal assumption. Consequently, the implied probability density cannot
be log-normal. In this respect, Bates (1991) demonstrates that the 1987 crash mod-
ified the stock-index option pricing procedures employed by the operators. Indeed,
the crash had the effect of increasing prices of OTM put options well beyond the
value resulting from the Black—Scholes formula computed at a volatility level im-
plied by ATM quotations. This phenomenon reflects the practice of hedging stock
portfolios against the risk of a crash (static portfolio insurance), which leads to a
strong demand for OTM put options. The writer of these options, while performing
dynamic hedging, will soon find himself in a position to sell the underlying stock

3 In the Black—Scholes formula the LIBOR rate has been converted to a continuously com-
pounded interest rate and the SPX index has been adjusted by the continuous dividend
yield. The LIBOR rate is assumed to be a risk-free interest rate and, in the example, it has
been collected on Thursday January 21, 1999.
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Table 12.3. Statistics of implied volatilities of 3-month options on SPX (from January 1, 1999,
to December 31, 2001)

Moneyness 0.9 0.95 1 1.05 1.1

Max 36.59% 34.30% 32.47% 30.83% 29.35%
Mean 26.90% 24.55% 22.39% 20.44% 18.83%
Min 19.88% 18.14% 16.60% 15.30% 14.42%
St. dev. 3.06% 2.81% 2.61% 2.48% 2.28%

Table 12.4. Statistics of implied volatilities of 6-month options on SPX (from January 1, 1999
to December 31, 2001)

Moneyness 0.9 0.95 1 1.05 1.1

Max 34.18% 32.14% 29.75% 28.21% 27.10%
Mean 26.27% 24.50% 22.88% 21.37% 20.03%
Min 20.63% 19.18% 17.85% 16.64% 15.67%
St. dev. 2.86% 2.63% 2.42% 2.26% 2.11%

index with supply higher than the demand when the market is falling. Moreover,
several stock exchanges provide a mechanism to limit running operations in case of
large drops in quoted prices, thus preventing operators from performing the required
hedging strategies whenever their need is particularly compelling. Hence, the rela-
tively strong demand for OTM put options to cover the risk related to this kind of
instances induces higher premia than the fair prices stemming from arbitrage pricing
models.

A second empirical evidence is the asymmetry of the option smile: implied
volatilities for ATM options are larger than implied volatilities for OTM call options.
This behavior is confirmed by the average values reported in Tables 12.3 and 12.4.
Figure 12.3 reproduces an implied PDF function as derived as above. The five pa-
rameters of the mixture density vary as option prices change to reflect changes in
market expectations about the future. Mixtures can embed a great variety of shapes
describing different scenarios, like the situation in which the market has a bimodal vi-
sion about the future value of an asset. This happens, for example, when market par-
ticipants foresee the possibility of a shock affecting the indices. Tables 12.5 and 12.6
report some basic descriptive statistics concerning the series of the calibrated para-
meters. From the estimation of the mixture we can separate the contributions of the
different densities to the mixture. Indeed the two components present very different
mean levels, as illustrated in Fig. 12.4 for a typical day in our sample (1st June 2001).
Moreover, the contribution to the mixture of the density with lower mean appears to
be much less important (the parameter w has an average value of 0.3), nevertheless,
it has a much larger standard deviation. This affects the kurtosis of the mixture, as
we can see in Fig. 12.4 comparing the calibrated implied density with a normal with
same mean and variance.

Figure 12.5 exhibits the time evolution of the expectations for a given maturity.
We compare the implied distribution recovered from six-month options with the ones
derived three months later from options maturing in three months. This comparison
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Fig. 12.3. Skew curve for 3-month and 6-month implied volatilities.

Table 12.5. Statistics of calibrated parameters of 3-month options on SPX (from January 1,
1999 to December 31, 2001)

Parameters o o) B1 B w

Max 7.248 7.384 0.189 0.097 0.640
Mean 7.065 7.236 0.124 0.068 0.302
Min 6.795 6.978 0.013 0.000 0.125
St. dev. 0.102 0.088 0.018 0.009 0.069

Table 12.6. Statistics of calibrated parameters of 6-month options on SPX (from January 1,
1999 to December 31, 2001)

Parameters o] o B1 B> w

Max 7.416 7.280 0.202 0.296 0.857
Mean 7.265 7.064 0.089 0.195 0.602
Min 6.994 6.604 0.021 0.043 0.318
St. dev. 0.092 0.124 0.016 0.030 0.070

shows the way information improves over time.* Therefore hypothetical scenarios
are clearer and the range of values that the index will be likely to assume at the
maturity of the option narrows.

Another remarkable result concerns the time variation of parameters defining the
mixture. This behavior might be due to the limited (five) number of traded options
for a fixed maturity. Therefore modest changes in market’s option prices cause large

4 However, one should remember that recovered implied densities are risk-neutral. Never-
theless, assuming that market’s risk-aversion is relatively stable over time, daily or weekly
changes in the PDF should reflect only the change in investor expectations and not in their
risk-adversion as well.
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Fig. 12.4. Components of the 6 months risk-neutral density on the 1st of June 2001, and
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Fig. 12.5. Six-month RND on 1/9/1999 and three-month RND on 4/9/1999.

oscillations in the parameters of the distributions. Campa, Chang and Reider (1997,
1998) are confronted with the same issue while studying the OTC currency market.
The time variation also seems to reflect the economic situation. Indeed in Figure 12.6
we see that the means of the two distributions move together over the entire sample.
They increase up to October 2000 reflecting strong belief in an up-trending market.
During the drop period affecting the New Economy in October 2000, market expec-
tations reversed and average values began to decrease.

In order to test the empirical performance of the mixture, we propose a trading
strategy that tries to exploit the differences between market and model prices. The
strategy consists of entering a long (short) position in undervalued (overvalued) op-
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Fig. 12.7. Cumulative profits for options maturing in three months.

tions. Mispricing is measured as the absolute difference of market option price and
model prices larger than a predetermined size. We test the strategy for different filter
sizes, ranging from 0.01 to 0.2.

Since the calibrated lognormal mixture density tends to undervalue OTM put
options,> we are often in a position to sell deep OTM puts (moneyness = 0.9) and to
buy OTM options (moneyness = 0.95) at the same time. In other words, one becomes
an insurer against large price falls in the market. This fact has determined very large
losses for the options expiring in September 2001, the month of the terrorist attack
on the Twin Towers. However, as shown in the profit and loss diagram reported in
Fig. 12.7 for a filter size equal to 0.05, and in a greater detail in Tables 12.7 and 12.8,
the strategy appears profitable if we do not consider filter sizes that are too large
(i.e., approximately less than 0.15). However, higher average profits are associated
to higher variability, as measured by the standard deviation.

5 Bedendo et al. (2005) stress out that this problem occurs with parametric methods espe-
cially if the availability of observations is limited.
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Table 12.7. Results of the trading strategy on SPX 3-month options

Filter size ($) Cumulative profit ($) Avg. weekly profit ($) Std. dev. weekly profit
0.01 1785 11.74 48.27
0.05 1666 10.96 47.50
0.1 231 1.52 46.01
0.15 —610 —4.02 39.04
0.2 —1639 —10.78 38.02

Table 12.8. Results of the trading strategy on SPX 6-month options

Filter size ($) Cumulative profit ($) Avg. weekly profit ($) Std. dev. weekly profit
0.01 2385 15.69 65.82
0.05 2265 14.90 56.44
0.1 494 3.25 49.30
0.15 =747 —491 48.92
0.2 —982 —6.46 49.86
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An “American” Monte Carlo”

Key words: American options, Snell envelope, Monte Carlo simulation

We present a method to price American-style options using Monte Carlo simulation
as proposed by Rogers (2002). This method is an alternative method to the famous
simulation-based technique introduced by Longstaff and Schwartz (2001) (L&S).
Roger’s proposal shares the starting point of the analysis with L&S. They both start
with the traditional dynamic programming equation, which conveys the idea that
pricing an American-style option is a problem of knowing, at each point of time,
whether it is worth to exercise the option immediately or to continue holding the
option. As opposed to L&S who attempt to determine an optimal exercise policy,
the method we adopt here transforms the dynamic programming equation in a dual
problem, proposes a financial interpretation of this latter, and finally tries to solve it
numerically.

Several pricing methods for American-style options have been proposed in the
specialized literature (see, e.g., Lamberton and Lapeyre (1996) for a quick overview).
In the case of options written on a large basket of underlying assets, these techniques
tend to become quite inefficient and computationally slow. In order to overcome
these difficulties, Carriere (1996) proposed a simulation-based method, which suf-
fers, however, from numerical instability problems. Bouchard, Ekeland and Touzi
(2004) proposed an alternative based on the notion of Malliavin derivative. How-
ever, it suffers from a computational drawback in terms of speed for large baskets.
Broadie and Glasserman (1997) suggest a stochastic mesh method for overcoming
these issues and their proposal has gained popularity among practitioners.

The present chapter is organized as follows. Section 1 quickly summarizes the
American-style option pricing theory (see Carr, Jarrow and Myneni (1992), Jamshid-
ian (1992), and Lamberton and Lapeyre (1996), among others) and singles out a com-
putational issue involving conditional expectations. Section 13.2 introduces the dual

* with Igor Toder.
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formulation of the result illustrated in the previous section. Section 13.3 details the
general algorithm to implement the proposed methodology. Section 13.4 illustrates
experimental results and concludes with a few comments.

13.1 Problem Statement

We assume a single-asset Black—Scholes framework where risk neutral price dynam-
ics are given by
dSt = rS, dr +US; th,

starting at So = x, and a deterministic money market account reads as B; = exp(rt).
Here, r denotes the continuously compounded risk-free rate of interest, o is the con-
stant volatility of instantaneous stock returns, and W indicates a standard Brownian
motion.

We consider an American put option exercisable on time horizon [0, T]. Its in-
trinsic value is defined as the process Z = (Z;)o<;<7 describing the payoff over the
entire exercise period, that is Z; = max(K — S;, 0). We denote by V = (V;)o<<r
the arbitrage-free price process for this option. Our goal is to compute this figure
under the assumption that the exercise time must belong to a finite set of dates
P = {ty,...,ty}, witht; = iA and iN = T. We assume that at time 75 = 0
all information is available to the option pricer. Though this particular contingent
claim is usually referred to as a Bermuda option, we continue using the broader term
“American option” in the sequel.

The time ¢ value of the option under consideration can be expressed as a deter-
ministic function V (¢, W) of time ¢ and state W assumed by the Brownian noise W;.
Itis a standard result that corresponding to any noise path Wy, ..., Wy, , the function
V solves a dynamic programming recursive equation

V(T,Wr)=Zr,
V(ti, W) = max(Z;,, e "AE(V (tig1, W, DIW)), i=0,...,N—1.

The deterministic function V : [0, T] x R — R, is called the “Snell envelope” of
the discrete-time process (Z;;);,<p. The underlying idea justifying this algorithm is
simple: at any time #;, the option holder must decide whether he should exercise the
option right and then collect the reward Z;,, or keep on holding the option. In this
case, the standing position is worth the expected present value of what it will be
worth one time period later, namely e”AE(V(ti+1, Wi . )IWy,). Since the holder is
assumed to behave in a way which would maximize the value of his position, he will
choose the greatest between these two numbers. On the final day T, the option is
worth its payoff Zr. Once the recursion above is solved, the arbitrage-free price of
the option is given by V (f9, Wy,). The key issue in this procedure is the computation
of conditional expectation E(V (#; 11, Wy, )W, = x), forall x > 0.

The method proposed by L&S consists of building an expected optimal exercise
policy for the American-style option. They compute estimates for E(V (#; 1, Wy, )|
W, = x) and use them to find, for each given path of the underlying, whether the
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anticipated exercise of the option is more rewarding than waiting until the next time
step. This method comes up with a lower bound of the theoretical price.

In our setting we adopt the point of view of a trader on the selling side. It is
common knowledge that the price of an option equals the price of its hedge. When a
trader writes an option, his major concern consists of finding a hedging strategy for
the option. The option price corresponds to the initial cost of the hedging strategy. If
this cost is too high, then the trader will not make the deal since it is too expensive; if
the price is too low, then the trader might not be able to hedge his option and he will
not enter the deal. In contrast to L&S, we determine the option price by computing a
hedging strategy instead of calculating an optimal exercise policy. This formulation
enables us to get rid of the conditional expectation estimates mentioned above.

13.2 Model and Solution Methodology

We begin by introducing an alternative formulation to the Snell’s envelope problem
and interpret it in terms of a hedging strategy.

The discounted price process (e~ V(t;, Wi ))o<i<n solving the dynamic pro-
gramming equation above can be proved to be a supermartingale. By a famous theo-
rem due to Doob and Meyer, it can be then decomposed as follows:

(e_rtiV(ti, Wzi)) = V(to, Wy) + M;T o A:’

where (M,’f)of,-ﬁN is a martingale starting at zero (M = 0) and (AZ)OsisN is a
predictable increasing process vanishing at ¢+ = 0. Predictability means that the value
of the process A* at time ¢;41 is perfectly known one time step before, i.e., at time ¢;.

The present case-study is grounded on a result stating that the price of an
American-style option is given by

V(to, W) = inf ]E[ sup (e7"Z, — Mtz)]’
MeH! Lo<i<N

where HO1 denotes the set of martingales M = (M;)o<i<y such that (1)
E[supy<;<n M 1] < +oc and (2) M;, = 0. We let M* be the arginf in the previ-
ous optimization problem. It can be proved that a conditional version of the previous
result holds true:

Vi, W;) = inf E[ sup (e_’([f_”')Zx, - Mt,) | Wt,':l
MeH} li<j<N ' '

forall0 <i < j < N.Let us now explain how this formula can be used in practice
for pricing purposes. We select a suitable martingale and then evaluate the expected
value E[supy; .y (€7 Z;, — M;,)] through a Monte Carlo simulation.

To date, no theoretical rule exists to help the user in finding an acceptable mar-
tingale to begin with. In most cases, this selection is merely a “learning-by-doing”
process. However, we will show below that even simple martingales usually deliver
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an algorithm producing accurate results. The problem of computing an optimal ex-
ercise strategy is now replaced by the problem of finding a good minimizing martin-
gale M. We therefore see that this formulation provides us with an upper bound of
the option price, whereas the method developed by L&S gives a lower bound.

We now interpret the preceding formula in terms of hedging; this interpretation in
turn gives a good hint for finding an acceptable minimizing martingale. Once a mar-
tingale M has been chosen, we have that V(19, Wy,) < E[supy; -y (€7 Z;, — M;,)].
This inequality implies that for any tx € P, e™"%Z, < supy_;y (€™ Z,, — M) +
M, . If a trader sells the option for a price n;,, = E[supB;<N (e~ Zy — M;,)]
(which is greater than the theoretical price V(fg, Wy,)), then the intrinsic value of
the option is bounded from above as follows:

e_rtk Ztk = E(’?T - r]to|Wtk) + (Mtk + r)to)y

where nt = supg.;j<y (€7 Z; — M;). We can interpret M as the discounted
profit/loss (P&L) of a hedging strategy investing an initial amount Ns- Thus, the
time #; value of the hedging portfolio is n, + Mj,.

IfE(mr —nolWy,) is too high (in absolute deviation), then the (discounted) value
of the hedging portfolio is not large enough to cover the (discounted) value e " Z,,
claimed by the option buyer. The smaller the quantity E|nr — 59|, the better the
strategy. Interpreting M as the discounted value of a hedging portfolio gives a clue
for guessing a suitable martingale.

13.3 Implementation and Algorithm

We now propose an algorithm to compute the price of an American-style option
through the method previously described. We assume we have already decided upon
the minimizing martingale M satisfying the equation given above. However, to date
there is no theoretical rule which helps us select an optimal minimizing martingale
of this kind and the final choice largely depends on the particular instance under con-
sideration. For the sake of clarity, we first summarize the major quantities involved
in the procedure:

N = Number of possible exercise dates
i = Date index

n = Number of sample paths

m = Sample index

K = Strike price

T = Time horizon

r = One-period risk-free rate of interest

Algorithm 1. Fix a strike price K, the risk-less rate r and the set of dates 7y <
) <t) <.-- <ty =T at which the option may be exercised;
2. Simulate n sample paths for the intrinsic value process Z and the minimizing
martingale M. Here, (ZZ‘)OS,-SN and (Mt’i")ofig ~ denote the mth path for the
process Z and M, respectively.
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3. Let X be the n-dimensional vector recording the maximum value attained by the
process (e " (Z;,) — My,)o<i<n on each sample path:
X(m) = max [e i (Z") — M™].
(my = ma [e™"(21") ~ M
4. At time t;, for each simulated path m, compare the quantities (e~ (Zih — M)
and X(m). If the former is greater than the latter, store the value (e~"% (Z,’l'?) —
Ml’?) into the entry X(m).
5. If 4+1 < T, increase i by one unit and go to Step 4. Otherwise, return
V(to, Wyy) = 1 anzl X(m) as an empirical estimate of the expected value

n

E[supy<; <y (€7 Z;; — M;)].

13.4 Results and Comments

We consider an American put option written on a single asset paying no dividend.
The option is struck at an exercise price K over the entire time horizon [0, T']. To
find a minimizing martingale M, we proceed heuristically. Let (BS;,)o<;<n be the
price process of a European put with the same features as the American put under
analysis. Each price BS;; is given by the celebrated Black—Scholes formula. Also
let (BS;,)ie[o,n] denote the corresponding discounted price. One can prove that this
process is a martingale under the risk neutral probability. However, we do not com-
pute the price of the American put by using BS;, as a minimizing martingale M.
Indeed, this choice turns out to be excessively crude for hedging purposes.

Notice that a trader may envisage a strategy hedging the American put since it
becomes in-the-money. This could be performed by buying an equivalent European
put as soon as the American put becomes in-the-money. Consequently the martingale
M hedging the American put could be

M, = [BS, — BSy, 11,21,
where
Ty =min{t; € [0, T]: Z,, > 0}

indicates the first time the intrinsic value becomes positive and 1;,>+,, is the indicator
function of the set {t;: t; > 7),}.

Results reported in Table 13.1 can be obtained by setting the following parame-
ters in the routine Rogers_ful | . m

Strike price K = 100.

Interest rate r = 0.06.

Maturity (expressed in fraction of the year) 7 = 0.5.
Volatility of the underlying process o = 0.4.

b = 20 exercise dates.

n = 500 simulated paths.
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Table 13.1. Binomial vs. simulated prices of standard American puts. K = 100, r = 0.06,
T=050=04,b=20,n=500

So Bin. price Mean price Std. error 95% conf. interval
80 21.6059 21.7503 0.0263 [21.7340; 21.7666]
85 18.0374 18.1381 0.0263 [18.1218; 18.1544]
90 14.9187 14.9814 0.0267 [14.9649; 14.9979]
95 12.2314 12.2655 0.0220 [12.2519; 12.2791]
100 9.9458 9.9580 0.0200 [9.9457; 9.9704]
105 8.0281 8.0314 0.2027 [7.9057; 8.1570]
110 6.4352 6.4476 0.2302 [6.3049; 6.5902]
115 5.1283 5.1048 0.2447 [4.9531; 5.2565]
120 4.0611 4.0650 0.2547 [3.9072; 4.2228]

Table 13.2. Simulated prices of standard American puts. So = 120, K = 100, r = 0.06,
T=050=04,b=40

Number of simulated paths Mean price Standard error
100 3.9001 0.3062
500 4.0429 0.2417

1000 4.0954 0.1336

5000 4.0912 0.0534

True price 4.0611 N/A

“Bin Prices” quoted on the first column correspond to numbers obtained by imple-
menting a binomial-tree technique with a 1000-point time grid. These figures have
been taken from Rogers (2002). We choose to simulate a relatively small number
of trajectories to demonstrate the power of the algorithm in terms of accuracy under
short computational time. Confidence intervals have been determined by launching
the procedure 10 times.

Table 13.1 can be obtained by opening the file Roger s_f ul | . m inserting the
parameters above, saving the file and launching the function Roger s_f ul | . mwith
input variable nb_si nmul ati ons = 10. As expected, the routine returns a mean
price which is higher than the true price (except for So = 115). We see that the value
of the variance (and hence the accuracy of the confidence interval) deteriorates with
the option getting more and more out-of-the-money. Part of this phenomenon can be
explained by the fact that the number of simulations is very low and that the hedging
strategy is far from being efficient in this case. This is particularly clear as the option
becomes out-of-the-money.

A last experiment indicates that the convergence speed is low for options starting
out-of-the-money. Figures reported in Table 13.2 can be obtained with the follow-
ing parameters: Sop = 120 K = 100, r = 0.06, T = 0.5, 0 = 0.4 and b = 40.
Again, standard errors have been determined by launching the routine 10 times and
computing these descriptive statistics over the resulting sample of simulated prices.
In summary, the pricing method presented here is innovative in that it avoids con-
sidering the issue of finding an optimal exercise policy for the option. However, it
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suffers from the complete lack of methodology in selecting a suitable minimizing
martingale, whose choice might eventually require even more time than needed to
compute the optimal exercise policy. The computer implementation is easy and the
method delivers an upper bound for the option price. This feature may be coupled
with the method developed by Longstaff and Schwartz for the purpose of determin-
ing a reasonable interval for the exact unknown price of American-style options.
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Fixing Volatile Volatility”

Key words: stochastic volatility, fast Fourier transform, model calibration

Despite its simplicity and popularity among practitioners, it is commonly recognized
that the Black—Scholes (BS) model only partly captures the complexity of financial
markets and produces a persistent bias in pricing derivatives. A clear misspecifica-
tion of this model is the assumption that stock returns are normally distributed. In-
deed, nowadays there is abundant empirical evidence that return distributions exhibit
sizable negative skewness and large kurtosis. Moreover, the assumption of constant
volatility is particularly limiting and contrasts with volatility smiles and smirks im-
plicit in market option prices.

In the last two decades, much effort has been put into the research on more real-
istic approaches that relax the most restrictive assumptions of the BS model. A large
variety of sophisticated models have been proposed by assuming different processes
for stock prices, interest rates and market prices of risks. For a review see Gatheral
(2006). The drawback of these models is that closed-form formulae are rarely avail-
able and the advantage of a more realistic description can be offset by the costs of
implementation and calibration. Among such alternative models, stochastic volatility
(SV) models have attracted a great deal of interest. In an SV framework, volatility
changes over time according to a random process usually assigned through a suitable
stochastic differential equation (s.d.e.). In this manner, SV models manage to repro-
duce empirical regularities displayed by the risk-neutral density implied in option
quotations.

In this case, we focus on the Heston (1993) model and an extension allowing for
the inclusion of jumps in the stock return dynamics as proposed by Bates (1996) and
by Bakshi, Cao and Chen (1997). We aim at testing the ability of the aforementioned
models to fit market prices in comparison to the standard BS model. Our analysis fo-
cuses on option prices on the FTSE 100 index. However, model calibration requires

* with Matteo Bissiri, Andrea Bosio and Giacomo Le Pera.
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analytical pricing formulas that are not explicitly available in the considered models.
Fortunately, a closed-form formula for the characteristic function of the stock return
distribution has been obtained by Heston (1993). Given this function, an expression
for the Fourier transform of the option price with respect to the logarithm of the strike
can be easily computed as in Carr and Madan (1999) and as illustrated in Chapter 6
“Quadrature Methods”. Finally, option prices can be obtained by numerical inversion
of the Fourier transform. This can be performed by the Fast Fourier Transform (FFT)
technique, which reduces the computational burden quite significantly in comparison
with standard algorithms for numerical integration (see Sect. 6.8 in Chapter 6). Fol-
lowing suggestions coming from several practitioners, particular attention has been
placed on the choice of the loss function in the calibration stage. The performance
of models under investigation has been also examined. We assessed the level of pa-
rameter consistency, measuring the extent to which they vary upon repeating the
calibration process on a daily basis. We interpret large variations in the parameter
figures as a clear indicator of model misspecification.

The chapter is organized in four sections. In Sect. 14.1, we briefly introduce SV
models and their properties. Section 14.2.2 is dedicated to the description and cali-
bration of the Heston model (HES) and its version with jumps (HESJ). Section 14.3
discusses the use of the FFT to compute option prices and briefly describes the
Matlab® code. Finally, Sect. 14.4 exhibits the empirical performance of HES and
HESJ models compared to the standard BS model.

14.1 Problem Statement

In the stochastic volatility model proposed by Heston (1993), stock price dynamics
under real world measure are described by

dS@) = uS@)dt +o(@)S() dW, (1), (14.1)
where the instantaneous variance V (t) = o2(¢) follows an s.d.e.
AV () = a(V = V(©))dt + BV (1) AW, (0). (14.2)
Here the two Wiener innovations dW, and dW,, are assumed to be correlated with
corr(dWs(t), dWy (¢)) = p dt. (14.3)

Equation (14.2) states that the instantaneous variance is described by a square-root
diffusion with mean-reversion force «, dispersion coefficient g (the so-called vol-vol
parameter), and long-run variance V. In this square-root model, V (¢) is never neg-
ative provided that V(0), «, and V are all positive. It can also be demonstrated that
V (¢) remains strictly positive if 2aV /B2 > 1: in this case, the zero level represents
a reflecting barrier.

As largely discussed in the specialized literature, e.g., Das and Sundaram (1999),
the effect of stochastic volatility (as measured by the parameter 8) is to increase the
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kurtosis of the stock return distribution, whereas a negative correlation parameter p
generates negative skewness. However, it has not yet been established whether kur-
tosis and skewness introduced by stochastic volatility are suitable for the purpose of
matching market prices or instead additional refinements of the model are required
to achieve this goal. For instance, one can add flexibility to the model by assum-
ing time-varying parameters. In this way, at-the-money implied volatilities are fitted
exactly and a wider range of volatility surface shapes can be reproduced. As an alter-
native, the incorporation of a jump process into the stock dynamics has been invoked
to account for the discrepancies between market prices/volatilities and those returned
by stochastic volatility models. In particular, a purely diffusive process seems not ad-
equate to explain the market quotes of deeply out-the-money options with a few days
to expiry. The market fears large movements of the underlying and requires compen-
sation for taking that risk. In this study we therefore consider a combination of the
Heston model and a pure jump process (HESJ) as introduced by Bates (1996) and
by Bakshi, Cao and Chen (1997). These authors assume normally distributed jumps
occurring with a constant frequency A. The resulting model is described by a pair of
stochastic differential equations

dS(t) = uS@t)dt + o S(t) AW, (1) + J (1) dg (1), (14.4)
V() = a(V = V(@©)dt + B/ V(1) dW, (1),

where dg(¢) represents a Poisson random variable equal to zero (i.e., no jump) with
probability 1 —A df or one (i.e., jump) with probability A d¢. The process J (¢) denotes
a jump size which we suppose to be drawn from a given probability distribution. In
particular, we assume that

In(1+ J (@) ~ N(ln(l + ) — %of, af). (14.5)

This model can also be seen as a stochastic volatility extension of the jump diffusion
model introduced by Merton (1976). For the sake of simplicity, the jump component
in the HESJ model is uncorrelated with the underlying and volatility processes even
if this assumption is questionable. A further generalization may incorporate stochas-
tic interest rates. However, these latter typically do not vary much over the lifetime
of an option (say, 3—6 months). We use a term structure of discount factors P (¢, T)
as built by linearly interpolating LIBOR rates. Note that the use of a term structure
of discounting factors is consistent with the assumption of time-varying but deter-
ministic interest rates. The stock price process can be simulated by means of Monte
Carlo simulation in order to price exotic derivatives. However, the discretization of
the square-root process for the variance is not straightforward and the Euler scheme
converges to the true process only in the limit of very small time steps. A bias-free
algorithm has been devised by Broadie and Kaya (2006) for the Heston model. Un-
fortunately, due to its complexity and lack of computational speed, it can be rarely
used in practice. A less time consuming approach has been proposed by Kahl and
Jickel (2006) who adopt an implicit Milstein scheme for the variance. Finally, ad-
hoc adjustments of the Euler scheme have been claimed to improve accuracy, while
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preserving computational efficiency, see Lord et al. (2006) and Andersen (2007).
Moreover, for the purpose of model calibration, Monte Carlo simulation is quite
cumbersome. For this reason we will use analytical (or semi-analytical) formulas for
the vanilla instruments, as explained in the next section.

14.2 Model and Solution Methodology

14.2.1 Analytical Transforms

In the SV framework, the investor has to be rewarded not only for market risk but for
volatility risk as well. In particular, Heston assumes that the dynamics of volatility
under the risk-neutral measure can be obtained by taking a risk premium propor-
tional to the instantaneous variance A(S, V, t) = Ao/ V (¢), so that the risk-adjusted
processes in (14.2) become

dS(t) =r@®)S@)dt +o(t)S(t) dVT/S(t),
dv() = (cx\7 —(a+ AO)V(t)) dr + B8y V(@) dﬁ/v(t), (14.6)

where r(¢) is the instantaneous risk-free rate of interest. A similar risk-adjustment
can be done for the jump-diffusion model (14.4), once we assume, as in Merton
(1976), that further randomness due to jumps represents nonsystematic risk and can
be diversified away or, equivalently, that the corresponding market price of risk van-
ishes. Note that in equations (14.6), the identifiable parameters are oV and o + R
therefore, it is not possible to univocally identify the parameter 1y. To circumvent
this issue, we assume Ao = 0 during the calibration process.

The time ¢ price cr (k) of a call option expiring in 7 — ¢ years and stricken at
a log-price k = In K can be expressed as the discounted expected payoff under the
risk-neutral measure

+00
cr(k) = P(t, T)/ (&7 — &) p(st) dst. (14.7)
k
Here, p(st) denotes the risk-neutral probability density of the log-price s7 = In St

at maturity. In the Heston model, the analytical representation for the characteristic
function of p(st), i.e., its Fourier transform, f;IES (1) is known in closed form as

400
[ ) = f e p(sr) dsy (14.8)
—0o0
— o(STR+C+DHE) (14.9)

where:

S =iuln(S@)),
R = —iu(lnP(t,T) + 8(T — 1)),
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T AT —1)
C = ‘%((a —k+d) T —1) — zm(lL)),

l—¢
V(1) 1 —edT-0
k =iupp,
d =tk =+ B2(iu +u2).
_(a—k+d)
8= a—k—d)

Particular care must be taken when evaluating the multivalued logarithm with a
complex argument. Typically, one can keep track of the branch switching in order
to avoid discontinuities, which occur for sufficiently large maturities. A detailed dis-
cussion of this issue, as well as an improved algorithm for calculating the Heston
characteristic function, can be found in Kahl and Jickel (2006)." As an alternative,
one can make the following replacements: d — —d and g — 1/g. The resulting ex-
pression is exactly equivalent to the original Heston formula, but it has been claimed
stable under a wider range of parameters, see Albrecher et al. (2007). When jumps
are included into the stock return dynamics, the characteristic function becomes

FESJ(M) — }{ES(M)CF — e(S+R+C+D+E+F)’ (14.10)

where o
F=MT —0)(G+ p) ez @ D% — 1) — Aiup (T — 1).

Carr and Madan (1999) show that, if the characteristic function fr(u) is known,
a simple expression for the Fourier transform with respect to the logarithm of the
strike of a modified call price function is promptly available.

Since cr (k) converges to In S; for k — —oo, then it can be shown that it does not
admit a Fourier transform. To solve this problem, Carr and Madan (1999) introduce
a dumping parameter Z > 0 to obtain a modified square integrable function

érk) = ek ep k), Z >0, (14.11)

that therefore admits the Fourier transform. In particular, the Fourier transform of
¢t (k) with respect to k can be expressed in terms of the characteristic function fr (u)

+00 |
/ e er (k) dk

e9]

Yr (v)

e T fr(v—(Z + i)

= . 14.12
724+ Z —v2+iQ2Z + v ( )
The call option price can be obtained by the Fourier inversion integral
e—Zk p4oo
crk) = — e K yrr (v) du. (14.13)
T Jo

! In the Matlab® implementation of the Heston model, we have taken into account this issue.
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Carr and Madan (1999) have also pointed out that for short maturities the integrand
becomes highly oscillatory because the option price approaches its nonanalytic in-
trinsic value. They suggest an alternative normalization procedure, which focuses on
the option time value. By differentiating the above expression with respect to the
current spot price S;, we can obtain an expression for the option delta A:

_dcr(k) ek gt
Ar (k) = 350) = f e Yr(v) dv, (14.14)
where {
Yr(v) = %(1 + Z +iv)yYr(v). (14.15)

Similar computations can be performed to obtain other Greeks, such as gamma, theta,
kappa, and rho. The volatility sensitivity of the option (vega) can also be computed
by taking the derivative of the characteristic function with respect to ./ V (¢) and then
inverting it.

14.2.2 Model Calibration

Model calibration consists of finding a parameter vector (which we generally denote
by 6) specifying unique dynamics for the BS, HES, and HESJ models. Ideally, we
search for the best choice of model parameters which reproduce the market prices
of the vanilla instruments used for hedging more exotic products. At the same time,
we want to guarantee a realistic future dynamics of financial variables. In practice,
we set up an optimization algorithm to select those numbers which minimize a given
loss function (LF) measuring the distance between market and model figures (prices
or implied volatilities).

We must stress that the price to pay for a more complex and realistic model is a
nontrivial calibration. Moreover, the selection of relevant market data, the choice of
a suitable loss function, and the optimization algorithm can be considered as part of
the model specification, see the discussion in Christoffersen and Jacobs (2004).

Different metrics are used in the specialized literature, each one exhibiting its
own pros and cons. For instance, the mean squared error (MSE) assigns much weight
to high-valued options, namely those referring to in-the-money and long-maturity
contracts; consequently, a limited subset of option prices effectively contributes to
the LE.2 More often, a proportional weight is assigned by using the percentage mean
squared error (PMSE) metric. However, if the price of an option becomes close to
zero (as is the case of out-of-the-money and short-term contracts), the associated
weight can be extremely large and this may lead to numerical instability.

We recall that it is customary for traders to think in terms of implied volatili-
ties rather than option prices. Compared to absolute prices, implied volatilities have
the advantage of representing a homogeneous set of data across the entire range

2 Price differences can be partly reduced by exclusively considering out-of-the-money calls
and puts.
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of moneyness. A metric based on market/model implied volatilities may then lead
to a calibration procedure which is more stable in that it is less sensitive to small
perturbations affecting market data and to varying initial guesses for the unknown
parameters. Most common used loss functions belong to the family

LF(®6,X) = % > wi(Xi®) — Xi)’ + 2(6. 600).

i=1

where 6 is the vector of model parameters, X; (i = 1, ..., n) are the market quan-
tities to be fitted (prices or volatilities) as collected in a single vector X, and X, i (0)
(i =1, ..., n)denote their model counterparts. The weights, w;, are usually choosen
in order to assign more relevance to at-the-money options, whose bid-ask spreads
are typically smaller.? Finally, some authors suggest that a more stable calibration
(although potentially inaccurate) is achieved by adding a function £2(6, 6p) which
penalizes large deviations of 6 from the initial guess 6.
These considerations lead one to define the following three LFs:

n

Xy = LS (%0 x0)2
MSE(@,X):niZ:;(X,(Q) Xi)", (14.16)
= Ly (Xi®) - X\
PMSE(@,X):n;< 2 ) (14.17)
l e =~
MAE(®; X) = ~ > IXi0) — Xl (14.18)

i=1
If we fit volatilities, we may proceed as follows:

(1) From option market prices, using the Black—Scholes formula, we compute the
corresponding market implied volatilities;

(2) From model option prices, as obtained by the HES or HESJ models, we compute
model implied volatilities by numerically inverting the Black—Scholes formula
with respect to the unknown volatility parameter.

Model calibration consists of finding a parameter set that minimizes a distance
between market and model implied volatilities. A set of model parameters should be
accepted only if price discrepancies do not exceed bid-ask spreads in order to avoid
possible arbitrages when pricing exotic products.

The role of the optimization algorithm is also crucial. Finding a global mini-
mum is rather difficult. Gradient-based optimizers are likely to return local minima
depending on the initial guess. On the other hand, the better performance of global

3 Possible choices consist in choosing as weigths the reciprocal of the bid-ask spread or even
the Black—Scholes vega.
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algorithms, such as simulated annealing, is counterbalanced by much longer calibra-
tion times. In this study, calibration has been carried out by minimizing the loss func-
tion through the nonlinear least squares algorithm Isqnonlin provided in the Matlab®
Optimization Toolbox, which belongs to the class of local optimizers.

14.3 Implementation and Algorithm

Model calibration requires the numerical computation of theoretical option prices.
A powerful technique, which lately has gained considerable attention in finance, is
the Fast Fourier Transform (FFT) algorithm. This method allows for an accurate
and efficient computation of the inversion integral (14.13). The procedure works as
follows:

e Approximate the integral in (14.13) using the trapezoidal rule, with discretization

step n and upper integration limit given by a = Nn:

—zk N )
Ze_m(j_])kl/fT(’?(j _ 1))77; (14.19)

j=1

e
cr (k) ~

e Divide the log-strike range [—b, b] using a regular grid spacing centered at k,, =
0 (corresponding to an ATM option):

2b
ku=—b+ =1, (14.20)

whereu =1,..., N;
e Replace k in (14.19) with k,, defined in (14.20):

—zky N . . . .
Y e WD DGy — D)y (1421)
j=1

clky) =

T

e In order to improve the accuracy for large values of the step size , we can incor-
porate Simpson’s weights in (14.21):

e—zku

clhy) =

N
3 e I FUDE DDy — 12 [3 4 (— 1)) - 8;4],

j=1

w3

(14.22)
where §; 1 is the Kronecker delta function;

e The sum (14.22) is efficiently obtained by the FFT algorithm, which reduces
the number of operations from N2 to N Iny N; in particular the FFT algorithm
returns option prices on the assigned log-strike grid, k1, . .., ky;

e The call option price for a given strike can be obtained by linear interpolation of
grid option prices computed in the previous step.
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14.3.1 Code Description

Functions and market data are stored in the folder HestonModels. Before running the
code, you must include this folder and its subfolders in the Matlab® directory list.
To do so, select Set Path from the File Menu and follow the instructions.

The HestonModel folder contains the following subfolders:

1. Common: It contains the main routines for calibration and all functions which
are common to the different models;

. BlackScholes: All BS-related functions;

. Heston: All HES-related functions;

. HestonJumps: All HESJ-related functions;

. OptionData: Files with option quotes;

. RatesData: Files with LIBOR rates and dividend;

. Analysis: Results of the analysis.

~N N B W

Function day. mand function hi st ori cal . m

These are the main routines for model calibration given the market data included in
“. t xt ” files. day. mcalibrates the model on a single day.

1. It reads two “. t Xt ” files containing option quotes and LIBOR rates respec-
tively. (The file names can be changed in the code.)

2. It calls the function cal i br at e. mwhich returns the estimated parameters, the
value of the loss function, model prices and deltas, model volatilities, CPU time.

3. (Optional) It plots prices and volatilities as a function of strike and maturity.

hi st ori cal . mperforms the same task as day. m but it scans all “. t xt ”
file in a given folder and collects the results of calibration. The directory name can
be modified in the code.

Function conput e. m

It computes prices, deltas, and BS implied volatilities for a given model over a set
of different strikes and maturities. Parameters of the model are passed as an input
argument.

1. It organizes data by grouping options with the same maturity;

2. Itinterpolates the LIBOR curve to calculate the spot rate for a given maturity;

3. It computes prices, deltas and BS implied volatility by calling the corresponding
function for each model.
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Function cal i brate. m

It calibrates model parameters on a set of market data, corresponding to options
quotes with different strikes and maturities.

. It organizes market prices by grouping options with similar maturity;

. It interpolates the LIBOR curve to calculate the rate for each maturity;

. It calculates market BS implied volatilities;

. It minimizes a given loss function through the | sgnonl i n. mbuilt-in algo-
rithm provided by the Matlab® Optimization toolbox and returns calibrated pa-
rameters;

5. (Optional) It plots the results.

AW =

Function i npl vol . m

It computes BS implied volatilities for a set of different strikes and maturities by
numerically inverting the Black—Scholes formula. Input prices can be either those
quoted in the market and passed as input arguments or computed within a specific
model.

1. Tt organizes data by grouping options according to the maturity;

2. Ttinterpolates the LIBOR curve to calculate the rate for each maturity;

3. It selects the prices, for which the corresponding BS implied volatilities must
be computed. These can be market prices (input arguments) or those calculated
with a given model (the model and its parameters are optional arguments);

4. Tt computes BS implied volatilities by using the f zer 0. mbuilt-in algorithm
provided by the Matlab® Optimization toolbox;

5. It returns NaN or zero when no solutions are found.

Function | ossf uncti on. m

It computes a given loss function given a vector of market data and their model
counterparts.

14.4 Results and Comments

We have calibrated and tested models BS, HES, and HESJ using a large set of Euro-
pean options written on the FTSE 100 stock index. This index is based on the share
prices of the 100 largest UK quoted companies. FTSE 100 Index Options are quoted
on the Euronext LIFFE market as index points and have an assigned value of £10
for each index point variation. They are among the most actively traded European-
style contracts in Europe. The analyzed sample period ranges from January 1, 2004
to April 23, 2004. The daily closing quotes for FTSE 100 options and FTSE index
come from end-of-day quotations provided by LIFFE. We have also recorded an-
nual continuous dividend yields on a daily basis. The interest rate curve refers to the
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LIBOR market. Each day, interest rate for 1, 2, 3, 4, 6, and 12 months time horizons
have been downloaded from the web site of the British Bankers’ Association BBA
(www.bba.org.uk). For intermediate maturities, rates have been obtained by linear
interpolation.

In order to rule out possible biases in the estimates, we apply the following filters:

1. We exclude all options with less than six days to maturity, in order to avoid
effects due to poor liquidity from the sample.
2. We drop all options that do not satisfy the no-arbitrage condition

cr(nK) > max(S()e T~ — K P(t,T),0).

3. We consider the moneyness range [0.9, 1.1] in order to exclude not liquid secu-
rities such as deeply out-of-the money or in-the-money options.

4. We dropped options whose price is less than £2.5 (£0.5 is the price unit) to reduce
the impact of price discretization.

However, only a small percentage of the options have been excluded in this man-
ner.* For each day in the sample period, we have calibrated the models BS, HES,
and HESJ by minimizing six different loss functions, namely those corresponding to
MAE, MSE, and PMSE on both option prices and implied volatilities. As an exam-
ple, we report the calibration output on April 14, 2004. Option quotes and LIBOR
rates are reported in Table 14.1 and Table 14.2, respectively. On this day, the closing
FTSE 100 index was 4485.4 and the simply-compounded dividend yield 3.592%. Be-
cause dividend payments are usually concentrated in particular periods of the year,
a more precise calibration requires an estimate of the term structure of dividend
yields rather than their annual average.

Estimated parameters are shown in Table 14.3 for each model and loss function.
The value of the different loss functions is listed in Table 14.4.

The BS model assumes a volatility parameter constant across all strikes and ma-
turities. Therefore, the optimal value returned by the calibration of the BS model
is a rough average of the market implied volatilities obtained inverting the Black—
Scholes formula. A plot of implied volatilities obtained by interpolating market data
is shown in Fig. 14.1. The implied-volatility surface exhibits a typical asymmetric
pattern with a slope declining for longer maturities. Note that slightly higher values
for the volatility parameter are obtained as we minimize the MAE/MSE functions
using market and model prices. In this case, the main contribution to the loss func-
tion is due to in-the-money options, which usually exhibit higher implied volatilities.
In contrast, using PMSE as a loss function or calibrating the model using implied
volatilities, weights assigned to different options are more homogeneously spread
over the entire moneyness range.

Calibration results for the HES model clearly indicate that volatility is not con-
stant. The instantaneous volatility and the long run volatility are respectively lower

4 For a more accurate study, one should disregard options whose last prices are quoted one
hour before the closing time. In this case, both the underlying asset and the option prices
are no more synchronous in that they are quoted at different times.
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Table 14.1. Option quotes on April 14, 2004

Strike Moneyness Maturity (days)
37 64 92 153 243
4125 0.9197 370.5 388.5 415.5 - 511.5
4175 0.9308 - 343.0 370.0 - -
4225 0.9419 322.5 299.5 326.5 444.5 434.5
4275 0.9531 276.0 256.5 285.0 - -
4325 0.9642 230.5 215.0 245.0 286.5 360.5
4375 0.9754 146.0 176.5 207.0 - -
4425 0.9865 107.5 140.5 170.0 214.5 290.0
4475 0.9977 74.5 108.5 138.5 - -
4525 1.0088 49.0 81.5 109.5 153.0 226.0
4575 1.0200 29.0 58.5 83.5 - -
4625 1.0311 16.5 40.0 61.5 104.5 172.5
4675 1.0423 8.5 27.0 44.5 - -
4725 1.0534 4.5 16.5 32.0 67.0 127.5
4775 1.0646 (2.5) 9.5 22.0 - -
4825 1.0757 (1.5) 5.0 15.0 21.5 89.5
4875 1.0869 (1.5) 2.5) 10.0 - -
4925 1.0980 0.5) (1.5) 6.5 - 62.5
4975 1.1092 - 0.5) 4.0 - -
Table 14.2. LIBOR rates on April 14, 2004
Maturity (months)  O/N I m 2m 3m 4m 6m 9m 12m
LIBOR % 4.161 4.161 4270 4376 4428 4486 4.552 4.821
Table 14.3. Model parameters calibrated on April 14, 2004
Prices Implied volatilities
Model 0 MAE MSE PMSE MAE MSE PMSE
BS o 0.1424 0.1503 0.1145 0.1405 0.1448 0.1351
HES o 0.1257 0.1208 0.1221 0.1255 0.1223 0.1181
o 0.2086 0.2086 0.1988 0.2086 0.2086 0.2086
o 3.2181 4.1118 3.6046 3.2074 3.2877 3.7844
B 0.6638 0.8299 0.6879 0.6910 0.6482 0.7919
0 —0.7456  —0.7473 —0.6562 —0.6864  —0.7213 —0.6628
HESJ o 0.1062 0.1047 0.0947 0.1086 0.1039 0.1064
o 0.1591 0.1789 0.1098 0.1780 0.1851 0.1819
o 1.3158 1.0437 3.0093 1.7365 2.4495 2.1548
B 0.1699 0.2542 0.1713 0.2276 0.2893 0.3460
0 —0.8426  —0.7273 —0.3108 —0.6498 —0.7210  —0.6352
A 0.0976 0.0910 0.2223 0.0933 0.1676 0.0719
my, —0.3000  —0.3000  —0.2605 —0.2583 —0.1212  —0.3000
oy 0.4755 0.5522 0.2254 0.3583 0.2219 0.4080
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Table 14.4. Loss functions for different targets and models on April 14, 2004

Loss Target BS HES HES/BS HESJ HESIJ/BS
MAE Prices 1000.2706 224.5487 0.2245 162.6654 0.1626
MSE Prices 25080.5662 1385.3014 0.0552 624.4359 0.0249

PMSE Prices 1.9055 0.1333 0.0700 0.0894 0.0469
MAE Vol 1.5132 0.3194 0.2111 0.2786 0.1841
MSE Vol 0.0500 0.0032 0.0631 0.0022 0.0433
PMSE Vol 2.1222 0.0790 0.0372 0.0790 0.0372

Fig. 14.1. Black—Scholes implied volatilities.

and higher than the corresponding BS parameter. This is consistent with a positively
sloped term structure of volatilities, with the long run parameter approaching the
implied volatility of long-term options. The vol-vol coefficient (8) assumes positive
values in the interval [0.66, 0.83], depending on the chosen loss function. The mean
reversion coefficient («) varies in the range [3.2, 4.1]. Such values correspond to an
average decay time toward the long run volatility of the order of 3 months. Finally,
the correlation coefficient is remarkable negative as expected for an equity index and
spans the range [—0.66, —0.75].

A sizeable value of (f) is needed to account for fatter tails in the underlying
distribution, as implied by the curvature of the volatility surface. On the other hand,
a too strong mean reversion parameter diminishes the impact of stochastic volatility
and flattens the smile. As a consequence, the condition which guarantees strictly
positive volatility, i.e. 2¢V /B2 > 1, is not often satisfied by calibrated parameters.
One can impose an additional constraint in the calibration but this generally worsens
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the quality of fit.> Therefore, HES model appears more compatible with the existence
of scenarios where the volatility vanishes and stays low for long periods.

By allowing for stochastic volatility, smile patterns are nicely mimicked. The
quality of fit is improved by almost one order of magnitude, as demonstrated by
the decrease in the loss function. However, a closer inspection reveals that the HES
model underestimates the slope and bowing across different moneyness, especially
for short maturities. This behavior has been generally observed over the whole range
of dates considered in this study.

By including jumps in the model, market prices/volatilities are more accurately
reproduced as a result of the larger number of parameters. The volatility surface
obtained by inverting the BS formula in order to match HESJ prices is shown in
Fig. 14.2. The contribution of jumps seems justified by the value of the jump fre-
quency (X) and average size (m,). Estimated parameters indicate that there is a
[10%, 18%] per year probability that a jump occurs, with an average amplitude of
about —25%. The negative sign of (m;, ) indicates that the market considers extreme
downward movements of the underlying more probable that upward ones. The dis-
persion of the jump size (07 ) is of the order 25-45%, depending on the choice of the
loss function.

The HESJ model fits better also the implied volatility surface because the jump
component increases the kurtosis of the distribution and enhances the volatility smile.
Such effect is particularly evident for very short maturities where the curvature of

Fig. 14.2. Calibrated prices in the Heston model with jumps.

5 In this setting, o is close to 3.5 and S to 0.55.
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the volatility surface is very close to (or slightly overestimate) that implied by mar-
ket data. Furthermore, the impact of jumps is to compensate for part of the diffusive
volatility, whose dispersion parameter (8) assumes significantly lower values. We
also note that the condition of strictly positive volatility is almost always met after
unconstrained calibration. Finally, the correlation coefficient is unaffected or slightly
higher.

If we look at the loss function returned by calibration, we confirm the impres-
sion that HESJ outperform HES, at least for in-sample data problem). Results are
consistent with those found by Bates (1996) and Bakshi, Cao and Chen (1997), who
examined other equity indexes. The drawback is that the estimation of parameters
becomes more difficult and sensitive to the initial guess. In particular, the jump com-
ponent plays a relevant role when calibrating short-maturity options.

We have also examined the stability over time of the estimated parameters. De-
scriptive statistics are reported in Table 14.5, and Fig. 14.3 illustrates their time be-
havior for the HES and HESJ models. Results vary for different choice of loss func-
tions. In the figure, we plot results obtained by minimizing absolute errors on implied
volatilities. Long run volatility, which mainly depends on the long-term options, does
not change significantly in our range of dates and it is quite similar for the two mod-
els and different loss functions. On the contrary, the spot volatility is very “volatile”,
consistently with the hypothesis of the model, see panel (a). By direct comparison
with the rescaled FTSE 100 return, we deduce that volatility is negatively correlated
to underlying process, in agreement to correlation estimates. The mean reversion and
vol-vol parameters are shown in panels (b) and (c). Their absolute values are usu-
ally lower in the HES model, because part of the volatility is explained by the jump

Table 14.5. Parameter statistics over the 3-month period considered in this study

Model Par % MSE prices % MSE prices
Mean Std Max Min Mean Std Max Min
BS o 0.144 0.017 0.123 0.186 0.134 0.019 0.110 0.179
TLF 1.795 1.443
HES o 0.126  0.025 0.090 0.197 0.119 0.027 0.078 0.192
o 0.177 0.028 0.134 0.245 0.188 0.029 0.152 0.261
o 2.930 1.049 1.000 5.000 3.341 0.289 2.700 4.625
B 0.444 0.238 0.079 0.989 0.580 0.193  0.204 0.998
0 —0.629 0.077 -0.778 —-0.431 —-0.564 0.110 —0.745 —0.346
TLF 0.351 0.499
HESJ o 0.114 0.022 0.085 0.180 0.107 0.024 0.072 0.181
o 0.162 0.024 0.110 0.221 0.166 0.027 0.106 0.222
o 2.187 0.809 1.013 4.000 2.338 0.682 1.000 4.000
B 0.232 0.146 0.048 0.633 0.305 0.188 0.056 1.000
0 —0.816 0.200 —1.000 —-0.216 —0.738 0.154 —1.000 —0.396
A 0.192  0.090 0.007 0.423 0.180 0.066 0.049 0.324
my, —0.059 0.158 —-0.300 0.125 —-0.076 0.128 —0.299 0.112

oy 0.109 0.123 0.001 0.396 0.151 0.118 0.001  0.399
TLF 0.250 0.417
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Fig. 14.3. Daily variation in the calibrated parameters of the Heston model.

component. However, the time series exhibits quite large variations, especially in the
HESJ case. This can be due to the fact that calibration is not straightforward (at least
for some dates) and global optimization should be preferred. Estimates also indicate
that the jump component is not negligible. The frequency of jumps is rather stable
and oscillating in the range [10-20%]. The average jump size is generally sizably
negative [—25%] but it sometimes turns to small values around [0-5%] when the
spot volatility is low.

Finally, we examine the effect of stochastic volatility on the option delta. In par-
ticular, sensitivities with respect to the spot price (such as delta, gamma) are easily
computed by formula (14.14). In Fig. 14.4, we plot the delta function for a short
and long maturity option, respectively. The delta computed in the HESJ model is
significantly higher than the one stemming from the standard BS model. This would
suggest that a higher amount of the underlying must be hold in order to hedge a short
position in the call. However, we recall that this hedging strategy can only neutralize
the uncertainty resulting from the stock randomness (at least, in a continuous trad-
ing framework). A comprehensive out-of-sample study of the hedging performance
of various SV models has been performed by Bakshi, Cao and Chen (1997) on the
S&P 500 index. These authors find that the Heston model outperforms the BS model
and that inclusion of a jump component deteriorates the hedging performance, de-
spite the good results obtained on the in-sample calibration. We conclude our treat-
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Fig. 14.4. Option delta for calibrated models.

ment by noticing that managing market risk affecting OTC derivatives requires for
the adopted model to be consistent with quoted market information. Specifically, a
model ought to fit liquid vanilla options to prevent the trader from arbitrage oppor-
tunities through vanilla option trading. In the general context of jump processes with
stochastic volatility, implied calibration techniques achieving this goal have been
studied by Galluccio and Le Cam (2006a, 2006b).
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An Average Problem

Key words: Edgeworth expansions, Fourier and Laplace transforms, PDE, exotic
options

In this chapter, we describe and compare alternative procedures for pricing Asian
options. Asian options are written on an average. More precisely, prices of an un-
derlying security (or index) are recorded on a set of dates during the lifetime of the
contract. At the option’s maturity, a pay-off is computed as a deterministic function
of an average of these prices (see Carr and Schroder (2004)). As reported by Falloon
and Turner (1999), the first contract linked to an average price was traded in 1987 by
Bankers & Trust in Tokyo, hence the attribute “Asian”.

Asian options are quite popular among derivative traders and risk managers. This
is due to several reasons. Primarily, Asian options smooth possible market manipu-
lations occurring near the expiry date. They also provide a suitable hedge for firms
facing a stream of cashflows. This is the case, for instance, with commodity end-
users that are financially exposed to average prices.

The standard Asian contract is written on the arithmetic average of an asset price
or any financial index computed across weekly (or monthly) observations. It is a
common practice to price this contract computing this average on a set of values
recorded continuously over the option lifetime. In the standard Black—Scholes frame-
work, the average depends on a sum of correlated lognormal variates. Unfortunately,
the distribution of this sum does not admit a simple analytical expression. Conse-
quently, numerical approximations need to be developed for the purpose of pricing
arithmetic Asian options (Kat (2001)).

This case illustrates and compares the following methods:

(a) Approximation of the average distribution by fitting integer moments (Turnbull
and Wakeman (1991), Levy (1992), Milevsky and Posner (1998) and Ju (2002)).

(b) Computation of lower and upper bounds for the price (Rogers and Shi (1992)
and Thompson (1998)).



374 15 An Average Problem

(c) A numerical solution of a rescaled version of the pricing partial differential equa-
tion (PDE) (Rogers and Shi (1992) and Vecer (2001)).

(d) Numerical inversion of the Laplace transform (Geman and Yor (1993)).

(e) Numerical inversion of the double transform (Fusai (2004) and Cai and Kou
(2007)).

Other procedures presented in the literature, such as the eigenfunction method
in Linetsky (2004) or the perturbation approach in Zhang (2001), are not considered
here.

Our presentation is organized as follows: Sect. 15.1 introduces the Asian option
pricing problem; Sect. 15.2 describes the five methods mentioned above. Sect. 15.3
details our implementation; Sect. 15.4 illustrates numerical results and provides a
comparison among the examined methods.

15.1 Problem Statement

In the Black—Scholes framework, the risk-neutral process for the underlying asset is
a geometric Brownian motion satisfying

{dSl =rSdr +oSdw,, (15.1)

So = 50,

where W; is a standard Brownian motion, r is the continuously compounding rate of
interest, and o is the instantaneous percentage price volatility. The arithmetic average
is computed over all prices spanning the period [0, T']. The pay-off of a continuously
monitored Asian option is given by

(soAT/T — K)4,

where K is a strike price and

{ Ar = fOT exp((r —o2/2)t + o W;) dt,
Ag = 1.

The Asian option fair price is given by

~ A ~ —_
e_rT]EO(SO T _ K) — e—rTsTOEO(AT _ K)+,
+

where IETO denotes expectation under the risk-neutral probability measure and K :=
(K /so)T . The pricing problem consists in finding the distribution function of A7. In
the next section we discuss several approaches.

15.2 Model and Solution Methodology

We present five methods for pricing Asian options. A first method derives a prob-
ability distribution sharing a number of moments with the distribution of the price
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average. A second approach aims at calculating tight upper and lower bounds for the
exact option price. A third technique performs a numerical solution of the PDE sat-
isfied by the Asian option price. The last two methods use integral transforms (i.e.,
Laplace and Fourier, respectively) to simplify the pricing problem.

15.2.1 Moment Matching

This is the most popular approach for pricing Asian options. The average price is
assigned an arbitrary probability density function constrained to match a number of
moments of A7. Unfortunately, this method does not provide any assessment about
the approximation error.

The first step is to derive a closed-form expression for the moments of A7, as in
Geman and Yor (1993):

~ !
pn = Eo[AT] = n—{

: A A2j2
Zd}” )exp|:<T+kjy)T] , (15.2)

j=0
where

dP =2 T [+~ B+
0<i<n

i#] (15.3)

The next step is to choose and fit an arbitrary density function to a number of selected
moments. Specifically, we considered lognormal, reciprocal gamma, and Edgeworth
series approximations.

Lognormal Approximation

Turnbull and Wakeman (1991) and Levy (1992) assigned a lognormal distribution to
the random variable A7, i.e., In A7 is normal with a mean m and variance vZ. Due to
its simplicity, this approximation has gained popularity. Parameters m and v> match
the mean and variance of Ar. The Asian call option price is given by the modified
Black—Scholes formula

Clog = s0e" V2T N (dy) — e T N (da), (15.4)
where
1 2
m = 2logpui — - logur —logT'; v° =logus —2log ui,
Inso/K + 11+ v (5.5)
S m
d = 0 s d=d; —v.

v
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Edgeworth Series Approximation

The lognormal approximation only allows for fitting the mean and the variance of the
average. In order to fit the third and fourth moment as well, i.e., skewness and kur-
tosis of the average, Turnbull and Wakeman (1991) proposed to adopt a fourth-order
Edgeworth series expansion. The lognormal density fiog(y; m, v?) with parameters

m and v? is
1 (Iny —m)?
il y;m,v2 :7exp<—7 , y>0,

og( ) /vazy 21)2

and then the fourth-order Edgeworth approximation feds(y; 11, v?) is given by

: ki 8iﬁ0g()’§ m, U2)

feag(yi m, v?) = fiog(vim, v?) +Zi—‘ 57 +e(y),  (15.6)
i=1

where k; is the difference in the ith cumulant between the exact distribution and the
approximate distribution, namely k; = x; (f) — x;i (1), with

xi(f) = m. x(f) =ﬁ~:o<AT —un)?,
6 =Eo(Ar — 1), xa(f) = Eo(Ar — un)* = 3x2(f).

Once parameters m and v> have been set according to expression (15.5), then ky =
k> = 0 in equation (15.6), and the approximate Asian option price is given by

, (15.7)

5o ks fiog(yim,v)) | ky 92 fiog(y m, v
Cedg = Clog+e rT_O[__z fiog (v 1, v%) | ka 82 fiog (i m, v?)

T| 6 3y 24 3y2 } —TK /50

where c|og is defined in formula (15.4).

The main problem of the Edgeworth series is that increasing the number of
matched moments does not guarantee an improvement in the resulting approxima-
tion. Since the distribution of A7 is not univocally determined by its moments, the
approximation (15.6) may even lead to a negative-valued density.! To solve this
problem, Ju (2002) considers the Edgeworth series for approximating the distrib-
ution of In A7 and he obtains a simple approximate price formula:

on 92n
Cju = Clog + e_’TK[zm(y) +22 ) +z3 (zy)}
dy Y7 Jy=in(k /so)

, (15.8)

where cjog is given in (15.4), n(y) = n(y; m, v2) is the density of the Gaussian
distribution with mean m and variance v? (given in (15.5))

I Conditions under which the Edgeworth expansion is positive and unimodal are given in
Barton and Dennis (1952). A discussion in the context of Asian option is provided in Ju
(2002).
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o1 (y —m)?
n(y,m,v)—mexp —T ,

and derivatives are computed as

an(y; m, v?) b-m ,
= — v2 n(y, m,v ),

dy
an(y; m, vz) (m2 —p? - 2my + yz) 5
= n(y;m, v )
9y? vt

The remaining coefficients are as follows:

aaf 1 X 11x2 x3 x*
21=—0 TN —+ - — - +
45 180 15120 2520 113400
oraf 1 13x 17x2 23x3 59x4
—o’T - - + + )
11340 30240 226800 = 453600 = 5987520
4q2 1 n X 11x? x3 n x*
= —0 — _— — —
2 90 © 360 30240 5040 = 226800
eaf 31 11x 37x? 19x3 953x*
+0°T + - - + :
22680 60480 151200 302400 = 59875200
orsf 2 x 2x? 17x3 13x*
3=0T - - - + )
2835 60480 14175 907200 = 124700
x=rT.

Reciprocal Gamma Approximation

Milevsky and Posner (1998) proved that the stationary density for the arithmetic
average of a geometric Brownian motion is given by a reciprocal gamma density.
That is to say the reciprocal of the average Ar/T is gamma distributed. Indeed,

these authors showed that {

limrﬁoo AT/T

has a gamma distribution, provided that condition r — 02/2 < 0 is satisfied. Conse-
quently, they suggest to approximate the distribution of A7 /T by a gamma density
with parameters « and 8. These parameters are chosen so as to match the first two
moments of soAr/T

502w — pd . (s_o)zuz—u%
T pr—p3’ T M2

The approximate Asian option price is given by

j 1 1
= ———50G(—1a—1.8) —e " TKG( —: 0. B). (15.9)
T K K
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where G (x; «, B) is the gamma cumulative distribution

G(x:a, B) = #/X(ﬁy_le—“/ﬁdu
TP BT(@) Jo \B ’

and'(z,a) = [ a+°° t*~le~! dt is the incomplete gamma function.

15.2.2 Upper and Lower Price Bounds

Rogers and Shi (1992) and Thompson (1998) derived lower and upper bounds for
the Asian option price. For a lower bound, the idea is simple and powerful. Consider
the random variable

T
X = S—O/ er=0*/Ds+oWs g _ g
T Jo

The Asian option price is given by IEO(X +). Using the iterated rule for conditional
expectations, the fact that X4 > X, and the positiveness of X, we have

Eo(X4) = EolEo(X412)] > EolEo(X|2)1,

for any conditioning variable Z. The accuracy of the lower bound IETO [IE()(X |Z)+]
can be estimated using

~ ~ ~ 1~
0 < Eox1) — EolBo(X12).4] < JEo[VVar(X12) .

The idea is to select Z making the variance on the right-hand side in the expression
above as small as possible. Rogers and Shi (1992) propose to set Z = fOT W; ds,

and provide an analytical expression to the lower bound cjow = IEO[IEO(X 1Z)+].
Thompson (1998) obtained the same lower bound with the simpler expression

1 * *
o= [ soeertetap (2 ”’(l_t/m)d -KN( = )
Cc > (] € /Osoe < 1/\/5 t 1/«/3’
(15.10)

where the option maturity 7 has been standardized? to 1. Here N (x) denotes the
standard normal cumulative function, and y* is the unique solution to the equation

1
/ 50 exp<3y*at(l —1/2) +at + %az(t - 321 — z/2)2)> dr =K. (15.11)
0

Computation of the value y* can be done rather quickly with standard root finder
routines (e.g., the bisection method).

The upper bound c,p provided by Thompson (1998) is tighter than the one de-
rived by Rogers and Shi (1992). It reads as

2 For a general T, r and o must be replaced by r7 and o+/T, respectively.
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¢ = cyp

1 p+00
=e " // 2vp(w)
0J—o00

x [a(T x)N(a(T’x)> + (T x)<p<a(T’ x))]dw dv, (15.12)
’ b(T, x) ’ b(T, x) ’ '

where ¢(x) denotes the standard normal density function and the other parameters
are given as follows:

a(T,x) =spexp(ox +aT) — K(ur +0x)+ Ko(l —T/2)x,

b(T, x) = Ka\/% — T —T/2)?,

1
pr = E(So exp(aT) + y/vr),
vr = 3T 4+ 2(Ko)erT(1 — T/2) + (Ko)?/3,

cr = soexp(aT)o — Ko,

y =(K—s0(e“—1)/a)//01\/ﬁdT,
v=+T,

w:x/ﬁ.

15.2.3 Numerical Solution of the Pricing PDE

The pricing problem for an Asian option can be formulated in terms of a two-
state-variable PDE (Wilmott, Dewynne and Howison (1993)). Using an appropriate
change of numéraire, Rogers and Shi (1992) and Vecer (2001) reduced the pricing
problem to a single-state-variable PDE. If Eg denotes the expected value under the
martingale measure Pg defined by

dPs =

So€
the Girsanov theorem ensures that
wS=w, —
;= t ot

is a Brownian motion under Pg. The new measure corresponds to considering the
stock price as the numéraire of reference. Therefore, we can write
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~ A Ar/T — K
erTE0|:<s0 T K) ] _ SoEg[(SO 7/ )+}
T + St

:S—OES soAr — KT
T ° Sr N

S0 S
= —E3 (Y ,
T o(Y7)4

where
soA; — KT KT
v, =" 20 y=Yo=——.
Sy S0

The expected value IE(S) (Y7)4+ can be derived through the following steps:

1. Write the stock price dynamics under the martingale measure Pg:
dS = (r +0%)Sdt + oS, dW;. (15.13)
2. Compute the differential of the process soA; as
d(soA;) = S; dt.
3. Applying It&’s lemma to Y as a function of S and soA delivers
dY = (1 —rY)dr — Yo dW5.

4. Asg(t,y) = IEg (Y:)4 is a price relative to the numéraire S, it is a Pg-martingale,

therefore
Ej[dg] = 0. (15.14)
5. Combining this equation with the drift of g, as computed by It6’s lemma, leads
to
0g(t. y) dg(t.y) 1 5 ,9%°g(t.y)
—+ 1 - = ——— | dt =0,
< » +dA—=ry) oy + 20 y P
which simplifies to
dg(z, y) 98(r.y) | 1 5 ,8%8(t,y)
— 1— = ————==0 15.15
Py + @ =ry) 3y 507y 5y2 ( )
using the time change t = T — ¢ and with an abuse of notation g(z,y) =

gt+1,y).

Equation (15.15) has initial condition g(0, y) = y;. Moreover, we can observe
that if sq is relatively large compared to K7, the option will surely be exercised.
This observation helps us to set the upper boundary condition. Indeed, we have

1 1 1 |
g(r,0) = lim —+erT<y—1— —) = - —erT<l +—).
y=>0r r r r

For y — —oo (i.e., when 59 — 0), we have the lower boundary condition
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g(T,y - —o0) =0.

Consequently, the PDE must be solved for y < 0. When y > 0, the Asian option will
be surely exercised at maturity, so that g(z, y) = e "7 (y — 1 — 1/r). Unfortunately
the resulting PDE problem does not admit an analytical solution. It can be solved
using numerical techniques, such as finite differences or transform methods (e.g.,
Fourier and Laplace).

We implemented a finite difference Crank—Nicolson scheme on a finite domain
[0, T] X [Yrmin, O]. A first step consists of designing a grid with J time steps of length
8t and I space steps of length 8Y = —Ypin//. The generic grid point (7;, ¥;) is
defined by 7; = jér for j = 1,...,J and ¥; = Yy +i8Y fori =1,...,1I.
The next step is to compute approximate values for the function g and its partial
derivatives on the grid:

g 8ij+1— &ij

Sy T ~ 2 |

81( L) ST

g (L =7rYy) (8it1,j+1 — &i—1,j+1  8i+l,j — &i—1,j
1—-rY)—=,; 1) >~ 2 J . =,
(I =r¥)zy Fiz) 2 25Y + 287

1, ,d%
EO‘ Yi W(Yl’t/)

L OYP (it = 28ie1 + 8141 | 8itl.j — 28ij +8i-1)
=7 (5Y)2 (6Y)? ’
where g;; := g(¥; 7). Substituting these expressions into equation (15.15) and de-

noting with 4;; the exact solution of the resulting finite difference scheme, we arrive
at

hijyr—hij  (L=rY) (hig1jv1 —hi1jv1 hivrj —hio1
0=— + +
ST 2 28Y 28Y
N o2Y? (his1 jr1 — 2hi jo1 +hic1 n hiv1,j —2hij +hi—1j
4 ((SY)2 ((SY)2 '

Collecting similar terms together and defining

A —rY) o?Y? 1 202y2
A = — + L Bi=—————L, (15.16)
48Y 4(8Y)2 St 4(8Y)?
A —rY;) o?Y? 1 20%Y?
Ci = : ) Ei =+—- - ’
48Y 4(8Y)? St 4(8Y)2
fori =1,...,1 — 1, we obtain

Aihi—1j41+ Bihi jy1 + Cihiy1,jy1 = —Ajhi—1j — Eihi j — Cihity,j.
This can be written in matrix notation as

Mh;;; = Nh; +b;, (15.17)
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where h]T = (h1,j,...,hj-1,;). Here matrices M and N are square tridiagonals of
order (I — 1) x (I — 1), namely:

B C; O
Ay By (p
M=1| o 44 0o |-
’ . Ci—
0 A;—1 B
—-FE - 0
—Ay —Ey, -
N = 0 —A; 0
' —Cr—

0 —-A —E;4

Vectors b take into account the boundary conditions at y = Yijp and y = Yipax = 0:

'0,T = (—A1 x (ho,j + ho,j+1),0,...,0, =Cy_y x (h1j + hp j+1))

= (0,...,0,—Cry x [2r 7 4 (77T 4 eI (Y0 — L= 17 1)]).

The initial condition for the recursion (15.17) is h;g = Yl.+. At each time step the
updated solution h;; is obtained through an LU decomposition implemented using
a tridiagonal solver, as we explained in the chapter on Basic Numerical Methods for
Partial Differential Equations.

15.2.4 Transform Approach

Geman and Yor (1993) and Fusai (2004) showed that it is possible to provide a simple
expression for a suitable transformation of the option price. In particular, Geman and
Yor obtained an analytical expression for the Laplace transform with respect to time-
to-maturity of the option. Fusai (2004) in turn obtained a simple expression for a
double transform (a Fourier transform with respect to the logarithmic strike, and a
Laplace transform with respect to the option maturity) of the Asian option price.

Laplace Transform

Geman and Yor (1993) noticed that a geometric Brownian motion is a time-changed
squared Bessel process. By using this property, these authors computed the Laplace
transform of the Asian option price with respect to the time variable.> The Asian
option price can be expressed as

3 Lipton (1999) and Lewis (2002) obtain the same result by solving the PDE (15.15) using
the Laplace transform with respect to t.
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e’ 48
Coy = T;c(h,q). (15.18)

The Laplace transform C (X, g) of c(h, g) with respect to variable & = 02T /4 can
be computed as
+00
C(h,q) = / e Me(h, q) dh
0

fol/(Zq) e—xx(u—v)/2—2(1 _ qu)(u+v)/2+l dx

B AA—=2=20T(1(n —v)/2—1) ; (15.19)

with A € C and

2

2
v=_1, ¢=2KT, pu=v2r+o2

4

As discussed in Chapter 7: “The Laplace Transform”, the original function c(, q) is
related to its Laplace transform through the Bromwich inversion integral

1 a—+ioco
c(h,q) = — / e C(n, q)da, (15.20)
21 Ja—ico

with a greater than the right-most singularity of the Laplace transform.* This integral
can be numerically evaluated by the Abate and Whitt (1992b) algorithm. First, the
inversion formula is approximated by the trapezoidal rule

A2 A2 .

e A e ' A + 2sTi

cth,q) = WRG<C<E,Q>> + o E (=1° RC<C<T,Q>>,
N

=1
(15.21)
where Re(C (%, g)) denotes the real part of function C(A, g), and A = 2ah. Next,
the alternating series Y oo, (—1)%a, appearing in the inversion formula (15.21) can
be efficiently approximated by the Euler sum

m—1

E(m.n) =" (’f) 2 St

s=0
with
n
sn= Y (=1)a.
s=0
The resulting (Euler) algorithm follows. First, we compute the first » terms in the
series, i.e., s,. The algorithm then extrapolates a highly accurate estimate of the series

4 Given that the denominator of the Laplace transform in equation (15.19) is zero when
A =0, or when A =2 + 2v, being 2 + 2v > 0, @ must be greater than 2 + 2v. This figure
is the right-most singularity of the Laplace transform.
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by means of additional m — 1 terms (namely, S,+1, .. ., Sn+m—1). Consequently, the
numerical inversion requires n + m evaluations of the function ay. It turns out that
accurate results are obtained by using quite rather few terms. For example, in the
numerical experiments we used m = 35,n = 15. On the contrary, a direct calculation
of the sum of the series would require more than 100,000 evaluations of function a.

Our VBA® implementation of the numerical inversion algorithm provides accu-
rate results provided that the volatility term o /T is relatively large, e.g. greater than
0.08, otherwise numerical problems arise during the computation of the integral term
in expression (15.19).

Double Transform

Fusai (2004) provided an alternative solution based on integral transforms. The Asian
option price can be written as

- A + 4 e—rT+a_/k
e—rTE()(SOTT . K) — Soic(k, h; af)

15.22
3T ( )

2
hm%gﬁ
h=02T/4

The double transform of c(k, h; ay) is available in closed-form. This is computed as
the Fourier transform with respect to &, and the Laplace transform with respect to A,

+o0 +o0 |
L(F(clk, h;ayr))) = / e M f eV c(k, h; ay) dk dh
0 —

o0
= C(y +iag, V), (15.23)

where

4  TEHIEE + DR —1-iy)

Cly,r) = . - — , (15.24)
VL VS N
and ;t = +/2A + v2. The complex gamma function can be computed by
z+1/2
F+1) = <z +y+ 5) em @yl (15.25)

C1l 2 CN
x V21| co + +—— 4+ —— €
[0 z+1 z+2 Z+N }
(see Press et al. (1992)). For y = 5, N = 6, and suitable coefficients ¢;’s,> the error
term is smaller than 2 x 10710,

Expression (15.24) is obtained exploiting the expressions for the real moments
of A7 given in Yor (2001). See also Cai and Kou (2007).

3 In particular, we have: cg = 1.00000000019001, ¢; = 76.1800917294715, ¢y =
—86.5053203294168, c3 = 24.0140982408309, ¢4 = —1.23173957245015, c5 =
0.120865097386618 x 1072, ¢ = —0.5395239384953 x 1072.
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The original function c(k, h; ay) can be recovered using Laplace and Fourier
inversion integrals. If we denote by £~! and F~!, the formal Laplace and Fourier
inverses respectively, we have

ck.hiay) = L7 (FH(C(y +iap, Vi y — k): h — h)
1 aj+ioo ekh +00 .
e 7KC(y +iay, A)dy di, (15.26)

=), 2w
where q; is at the right of the largest singularity of the function C(y, A). Therefore
the function c(k, k) is given by

clk, h) = e*c(k, h; ay).

The numerical computation of the double inversion integral in equation (15.26) can
be performed by resorting to the multivariate version of the Fourier—Euler algo-
rithm presented in Choudhury, Lucantoni and Whitt (1994). This is the iterated one-
dimensional numerical inversion formula used to invert the Geman—Yor transform
mentioned above. Given the double transform C(y, 1), we first numerically evalu-
ate the Fourier inverse with respect to y, and then invert the Laplace transform with
respect to A by using the numerical univariate inversion formula.

The Fourier inversion integral in (15.26) can be approximated by the trapezoidal
rule, with a step size A

+00
1 )
clk, h) = e“f"z:”(%Af > ek ays +iaf,)\)). (15.27)

§=—00

Setting Ay =n/kanday = Ay/(2k), we have

c(k,h):eA-f'/zﬂl( Z( DsC ( s+1§ ))

Applying the inversion integral for the Laplace transform leads to

eAf/2 a1+i<>o Ah
c(k, h) = 4km/ _ Z( 1>c<—s+1— )
a,

| —100 §=—00

where gy is at the right of the largest singularity of the function C(y, A). By substi-
tuting A = @; + iw in the last expression, we have

eAs/2+aih
clk, h) = W/ el@h Z (=1° C(—s—i—l— a,+1w)

§=—00

The integral in this expression can be approximated using the trapezoidal rule with
step size A; = ©/ h and setting a; = A;/(2h), with A; such that g; is greater than the
right-most singularities. Finally, we obtain the desired expression
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e(Af+AD/2 T ” A
clk, h) ~ — Z (1) Z (=1)* c( lﬁ E+1 h) (15.28)
m=—00 §=—00

Choudhury, Lucantoni and Whitt (1994) discuss the sources of error in the multidi-
mensional inversion algorithm described above, and propose methods of controlling
the resulting bias. In particular, parameters A s and A; turn out to be important for
controlling the discretization error. Numerical experiments not reported here suggest
the following choice for these two parameters: Ay = A; = 22.4. By splitting each
of the above sums into a pair of sums with index ranging over the set of nonnega-
tive integers, the inversion formula displays sums in the form Z?;(—l)s ag, with
complex-valued coefficients a;. The numerical inversion requires the application of
the Euler algorithm previously described twice, one for the Fourier inversion, the
other for the Laplace inversion. This results in (n ¢ +m ) (n; +m;) evaluations of the
double transform. Consequently, the computational cost of the inversion is directly
related to this product. In our numerical experiments, we set my = ny + 15 and
m; = n; + 15, and the choice of ny and n; has been set according to the volatil-
ity level. If o+/T is low (e.g., smaller than 0.1), we need to set high values for m f
and m;, for example no smaller than 300. As oNT increases, we can reduce the
value of m y and m; with no loss of accuracy.

15.3 Implementation and Algorithm

We now detail our VBA® implementation for all methods described in the previous
section. Table 15.1 reports the module names containing all functions.

Algorithm (Moment Matching)

1. Compute the nth moments of the average by function nonent _n (see equation
(15.3)).
2. Compute the density approximation.
2a. Lognormal approximation (15.4) — function Asi anCal | LOG
2b. Edgeworth approximation (15.6) — function Asi anCal | Edge. In partic-
ular, derivatives appearing in formula (15.6) can be computed using func-
tions Der 1Logdens and Der 2Logdens.
2c. Ju approximation (15.8) — function Asi anCal | Ju.
2d. Reciprocal gamma approximation in (15.9) — function Asi anCal | RG
Notice that the cumulative gamma function appearing in formula (15.9) is avail-
able in Excel, and could, in principle, be called for in a VBA® code. However,
this function performs quite poorly. The user defined VBA® function Di s-
tri buti onGamma constitutes an efficient alternative. This function requires
arguments A and B, both shape and scale parameters of the gamma distribution,
and the number, N, of Gaussian points used to integrate the gamma density. We
set n = 100.
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Table 15.1. List of main VBA® functions

Module name Function Formula Sub-routines
mComplexFunctions Operations between complex numbers
mMomentsAverage moment_n (15.2) djbeta
mLog_RGamma AsianCallLOG (15.4) moment_n
moment_n
mLog_RGamma AsianCallRG (15.9) DensityRG
DistributionRG logdens,
mEdgeworth AsianCallEdge (15.7) Der1Logdens
Der2Logdens
momlog
mJu AsianCallJu (15.8) moment_n
GetGamma
IntegrateGamma
mLowerBound AsianLowerBound (15.10) FindGamma
IntLowerBound
phi, sqrtvarnt
mUpperBound AsianUpperBound (15.12) IntegrateSqrtvarnt
f_upper
f_uppervw
Itprice
mGemanYor AsianCallGY (15.21) It_gemanyor
Itftasia
mDoubleTransform AsianCallDFLT (15.26) transformasia
infasia

Algorithm (Lower and Upper Price Bounds) The function Asi anLower Bound
(Spot As Double, Strike As Double, rfT As Double, sigmT
As Double, n As Integer, gnin As Double, gnmax As Doubl e,

gacc As Doubl e) computes cjoy in equation (15.10). Note that the time to ma-
turity T does not appear as explicit argument of this function. Indeed, the argument
rfTisr x T, and the argument Si gmaT is o X JT.

1. Compute the integral in expression (15.10) by using Gaussian quadrature
(Legendre). Therefore the integral is approximated by

1 n
/0 FOdx =) w; f(xi),
i=1

where the weights, w;, and the abscissa, x;, are computed by the function gau-
| eg(x1 as Doubl e, x2 as Double, n as Integer). The argu-
ments x; and x; are respectively the lower and upper limits of integration, and
n(n As | nteger), is the number of points used in the discretization of the
integral. In the numerical experiments, we set n = 50.

2. In order to compute the integral (15.10) we need to find y*, the solution of
equation (15.11). Again, the integral in expression (15.11) is computed using
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Gaussian quadrature and y* has been found by a bisection algorithm with the
function FindGanma(..., gnmin As Double, gnax As Doubl e,
gacc As Doubl e). gm n and gnax are the values that bracket y* (in the
numerical experiments, we set them equal to —7 and 7). gacc fixes the stopping
criterion in the bisection algorithm (we set it equal to 0.0000001).

Computing the upper bound cyp in formula (15.12) is done using the function
Asi anUpper Bound(..., n As Integer, mAs |nteger). Note that
time to maturity, 7', does not appear as an argument of this function. Indeed the
argument r f T is 7 x T, and the argument si gmaT is o x +/T. The double inte-
gral in expression (15.12) is approximated, first reducing the infinite domain to the
interval (L, U) (in the numerical experiments we set L = —5 and U = 5), and
using Gaussian quadrature. Computing weights and abscissas again by the function
gaul eg, we get:

1 p+o00 1,pU m n
[ rwmaray= [ [ remaray=3"u Y wisem.
- j i=l

—
In our numerical experiments we setn = m = 75.

Algorithm (Numerical Solution of the Pricing PDE) The numerical solution of
the PDE (15.15) is implemented by the function Asi aPDECN(.. .,
nunspacestep As Integer, nuntinmestep As Integer), where
nunmspacest ep and nunt i mest ep are the discretization points in space and
time. (In the VBA®, Y., is set equal to —6.)

1. Using expression (15.16) fill in the diagonals of the iteration matrices M and N,
and set the initial condition.

2. Iterate for j = 1,...,J over time, and solve at each time step the linear
system, (15.17), exploiting the tridiagonal structure of the matrix. The solu-
tion of the linear system is computed by the function t ri dag( LowDi ag,
di ag, UpDi ag, vecr, n As Integer), that takes the three diago-
nals (LowDi ag, di ag, UpDi ag) as inputs, the vector (vecr) given by
Nh; + b;, and n, the number of elements in di ag.

3. The VBA® function returns a column vector with I elements, containing the
solution at points y;, corresponding to spot prices S; = —K /y;.°

In the numerical examples, we solved the PDE in the interval [V, = —6, 0],
and set / = J = 3000. Notice that the solution scales always with the square root
of time. Therefore, in the numerical experiments it is convenient to set the time to
maturity equal to 1, to replace the risk-free rate with » T, and the volatility coefficient

with o +/T.

6 Note that if we fix K we obtain solutions for different spot prices. Conversely, we can fix
S and find the solution for different strike prices, K; = —Sy;.
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Algorithm (Transform Functions) The numerical inversion of the transforms in
expressions (15.20) and (15.24) requires the use of complex calculus. For this pur-
pose, we have constructed the basic complex functions (available in the module
mConpl exFunct i ons in the Excel file). In particular, we defined a complex num-
ber as a Variant array, with the first component being the real part, and the second
the imaginary part. As an example, the code for computing the difference of two
complex numbers is given here:

Function Csub(A As Variant, B As Variant) As Vari ant
Dmc As Vari ant
ReDi m c(2)
c(1) A(1) - B(1)’ Compute the real part of the difference
c(2) A(2) - B(2)' Compute the imaginary part of the difference
Csub = c’ Returns an array containing the real and imaginary parts

End Function

The arguments A and B are complex numbers represented by vectors with two ele-
ments, containing respectively the real and the imaginary part. CSub returns a vec-
tor with two elements, containing the real and the imaginary part of the difference.
In a similar manner, we have defined the main operations among complex numbers,
adapting the C routines available in Press et al. (1992), pp. 948-950.

Inverting the Laplace Transform

The numerical inversion of the Geman and Yor formula (15.19) is performed by the
VBA®  function  AsianCal |l GY(..., aa As Double, terms As
Integer, totterns As Integer, n As |Integer). Inparticular:

1. In order to consider a constant integration domain in the integral (15.19), it is
convenient to set z = 2¢x and to reduce the integral to the interval (0, 1). The
integrand appearing in formula is computed by the function | t pri ce.

2. The expression for the Laplace transform, formula (15.19), is given by the func-
tion | t _gemanyor . The integral has been computed using Gaussian quadra-
ture (Legendre) with n points (argument n in Asi anCal | GY).

3. The numerical inversion, including the Euler algorithm, is done within the func-
tion Asi anCal | GY. The numerical inversion requires the specification of the
free parameter A (aa as an argument of the VBA® function). The Euler algo-
rithm requires assigning the parameters n (argument t er im), and n + m (argu-
mentt ot t erns).

In the numerical experiments we have used n = 25, n +m = 36, and A = 18.4.

Inverting the Fourier-Laplace Transform

The numerical inversion of the double transform is computed by the VBA® function
Asi anCal | DFLT(..., aaf As Double, termsf As Integer,
totternsf As Integer, aa As Double, terms As Integer,
totterns As Integer) As Doubl e.In particular:
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1. Complex function | t f t asi a computes the double transform (15.24) using the
function cganm n (that returns the log-gamma complex function according to
the Lanczos formula (15.25)).

2. Complex function t r ansf or masi a returns formula (15.24).

3. Complex function i nf asi a computes the inverse Fourier transform, i.e. ex-
pression (15.27).

In the numerical experiments we have used aaf = 22.4, ternsf = 315,
totternsf =330,andaa = 22.4,terns =55totterns =70.

15.4 Results and Comments

We compared the effectiveness of the alternative procedures described so far. The
first experiment was conducted under different sets of input parameters, as reported
in Table 15.2. The results are displayed in Table 15.3, where we use prices obtained
by the Monte Carlo simulation by Fu, Madan and Wang (1998) as our benchmark.
The product o +/T determines the accuracy of the method. For instance, Table 15.3
shows that moment matching methods deliver prices outside the band delimited by
the upper and lower bounds, a bias that is particularly clear in the case of the recip-
rocal gamma approximation. Interestingly, the lower bound provides an exact ap-
proximation up to the third digit to the figures delivered by PDE, Laplace transform,
and double transform methods. Case 4 is worth mentioning for the very narrow band
selected by lower bound (0.0559859 versus an upper bound 0.055989). The PDE
method delivers 0.055955, the Ju method provides 0.055984, the Laplace transform
results in 0.055984, and the double transform yields 0.055986. We remark that the
latter is the only value within the range of upper and lower bounds. Unfortunately,
this attractive feature of the double transform method fades away as the number
o+/T increases beyond the threshold 0.7. This has been confirmed by experiment
number 7.

Tables 15.4 and 15.5 provide a more precise comparison between alternative
methods.” Specifically, we fix some parameters (e.g., option maturity = 1 year, spot

Table 15.2. Parameter set

Example k) K r o T oNT
1 1.9 2 0.05 0.5 1 0.5

2 2 2 0.05 0.5 1 0.5

3 2.1 2 0.05 0.5 1 0.5

4 2 2 0.02 0.1 1 0.1

5 2 2 0.18 0.3 1 0.3

6 2 2 0.0125 0.25 2 0.3535
7 2 2 0.05 0.5 2 0.7071

7 These tables can be generated using the VBA® macro Conpari son() included in the
VBA® module mComparison. An example is given in the sheet Conpari son of the
Excel file Pri ci ngAsi anOpti ons. x| s.
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Table 15.3. Approximate prices for an Asian option under alternative numerical methods

Example MC LW LG RG ED PDE JU LT LFT UP

0.196  0.193 0.195 0.191 0.195 0.193 0.193 0.193 0.193 0.194
0249 0246 0.250 0.243 0.245 0.246 0.246 0.246 0.246 0.247
0.309 0306 0311 0.303 0301 0306 0.306 0306 0306 0.307
0.0565 0.056 0.056 0.056 0.056 0.056 0.056 0.056 0.056 0.056
0.22 0.218 0.220 0.217 0217 0.218 0.218 0.218 0.218 0.218
0.172  0.172 0.173 0.171 0.174 0.172 0.172 0.172 0.172 0.172
0.348 0350 0.359 0.342 0364 0.350 0.350 0.350 0.370 0.353

~N NN R W=

MC = Monte Carlo, LW = Lower Bound, LG = Moment Matching (Lognormal Approxima-
tion), RG = Moment Matching (Reciprocal Gamma), ED = Moment Matching (Edgeworth
Series Expansion), JU = Moment Matching (Normal Series Expansion), PDE = Numerical
Solution of the Pricing Partial Differential Equation, LT = Laplace Transform Method, LFT =
Laplace and Fourier Transform Method, UP = Upper Bound.

Table 15.4. Comparison of alternative Asian option pricing models (panel A)

K o Lw LG RG ED JU
90 0.05 13.72721 13.72721 13.72721 13.72721 13.72721
95 0.05 9.20317 9.20319 9.20303 9.20317 9.20317
100 0.05 4.72430 4.72553 4.72344 4.72430 4.72430
105 0.05 1.18748 1.18786 0.31599 1.18752 1.18762
110 0.05 0.07824 0.07680 0.00001 0.07829 0.07834
90 0.1 13.73246 13.73335 13.72723 13.73246 13.73244
95 0.1 9.28603 9.29086 9.22590 9.28603 9.28605
100 0.1 5.25444 5.26260 5.24864 5.25444 5.25451
105 0.1 2.29464 2.29627 1.64023 2.29464 2.29485
110 0.1 0.73012 0.72385 0.10461 0.73012 0.73060
90 0.3 15.23946 15.32305 14.67344 15.23946 15.24192
95 0.3 11.90191 11.98084 11.63274 11.90191 11.90290
100 0.3 9.05349 9.11390 9.00641 9.05349 9.05295
105 0.3 6.71327 6.74629 6.43541 6.71327 6.71197
110 0.3 4.85928 4.86279 4.06340 4.85928 4.85834
90 0.5 18.37067 18.62493 17.64425 18.37067 18.37986
95 0.5 15.62210 15.85178 15.28760 15.62210 15.62485
100 0.5 13.20052 13.39332 13.04198 13.20052 13.19738
105 0.5 11.09151 11.23974 10.80970 11.09151 11.08393
110 0.5 9.27337 9.37383 8.64116 9.27337 9.26323
MSE 0.00067 0.02200 0.10061 0.03173 0.00119
CPU time (s) 1 0 0 0 0
% Inside 100% 15% 0% 50% 55%

price so = 100, interest rate r = 10%), and vary both strike price K and percent-
age volatility o (i.e., K = 90, 95, 100, 105, 110 and 0 = 5, 10, 30, 50 percentage
points). Visual inspection of the output values suggests a number of considerations.
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Table 15.5. Comparison of alternative Asian option pricing models (panel B)

K o PDE LT LFT UP
90 0.05 13.72721 n.a. 13.72721 13.72721
95 0.05 9.20303 n.a. 9.20317 9.20319
100 0.05 4.71147 n.a. 4.72430 4.72445
105 0.05 1.18679 n.a. 1.18754 1.18765
110 0.05 0.09275 n.a. 0.07828 0.07851
90 0.1 13.73193 13.74067 13.73246 13.73321
95 0.1 9.28309 9.28468 9.28604 9.28719
100 0.1 5.24968 5.25514 5.25448 5.25483
105 0.1 2.29442 2.29452 2.29478 2.29511
110 0.1 0.73483 0.73040 0.73035 0.73106
90 0.3 15.24001 15.24058 15.24058 15.24972
95 0.3 11.90252 11.90301 11.90301 11.90843
100 0.3 9.05437 9.05468 9.05468 9.05914
105 0.3 6.71464 6.71471 6.71471 6.71942
110 0.3 4.86128 4.86111 4.86111 4.86690
90 0.5 18.37623 18.37642 18.37642 18.40774
95 0.5 15.62749 15.62764 15.62764 15.65638
100 0.5 13.20598 13.20608 13.20608 13.23400
105 0.5 11.09731 11.09735 11.09735 11.12574
110 0.5 9.27975 9.27973 9.27973 9.31044
MSE 0.00103 0.00042 0 0.00103
CPU time (s) 4 95 58
% Inside 55% 55% 100% 100%

First, the Laplace transform method is unable to provide accurate results for small
values of o+/T due to instability occurring on the numerical inversion of the trans-
form. For instance, no value had been obtained with o = 5%. The double transform
method allowed us to overcome this difficulty, and also delivers prices within the
two bounds. However, to obtain this level of accuracy, we need to compute the Euler
sum in the Fourier inversion with at least n y = n; = 300, for small values of oT.
This requires a high computational cost. If o+/T = 0.5, we may set ny =n; =30
and obtain the figures reported in Table 15.5. A similar problem arises while solving
the pricing PDE numerically. For relatively small values of o compared to the drift
term, the PDE loses its parabolic characteristics, and a much finer discretization (e.g.,
3000 x 3000) needs to be adopted to obtain a reliable value for the option price. Fur-
thermore, the two transform methods and the PDE method deliver prices accurate
up to the fourth digit. Finally, the reciprocal gamma approximation, for all values
of price volatility, is unable to provide estimates inside the bounds. The MSE row
reported in Tables 15.4 and 15.5 indicates the square root of the mean square error
between the standing column and the column corresponding to the double transform
method. The last row reports the CPU time® (as expressed in seconds), and the per-

8 Numerical experiments were conducted on a PC equipped with a 1.70 GHz Pentium 4®
CPU and 256 MB of RAM.
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centage of times each model provides prices within the bounds. The MSE statistics
confirm the excellent accuracy of the lower bound approximation together with the
good quality of the PDE method and the upper bound. Edgeworth approximation per-
formed quite poorly compared to the lognormal approximation, showing that raising
the number of fitted moments does not necessarily provide a better approximation.
Much better results (lower MSE, comparable to the PDE method) are obtained with
the Ju approximation. However, it should be noted that the moment approximations
require very simple implementation and can be run in the shortest amount of time.
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Quasi-Monte Carlo: An Asian Bet

Key words: Monte Carlo, quasi-Monte Carlo, Asian options, basket options

We consider the problem of pricing Asian options on a basket of underlying assets.
Asian options are derivative contracts in which the underlying variable is the aver-
age price of given assets sampled over a period of time. Due to this structure, Asian
options display a lower volatility and therefore are cheaper than their standard Euro-
pean counterparts. They are very useful in the financial industry and are one of the
most popular path-dependent options today. The pricing of Asian options is compu-
tationally intensive and a great deal of literature explores this problem using various
combinations of analytical methods and simulation techniques.

This paper is a survey of some recent enhancements to improve efficiency when
pricing Asian options by Monte Carlo simulation. We present a comparison between
the precision of the standard Monte Carlo method (MC) and the stratified Latin
Hypercube Sampling (LHS). In particular, we discuss the use of low discrepancy
sequences, also known as Quasi-Monte Carlo method (QMC),! and a randomized
version of these sequences, known as Randomized Quasi-Monte Carlo (RQMC).
The latter has proven a useful variance reduction technique for problems of up to
10 dimensions. We follow the pricing estimation procedures described by Imai and
Tan (2002) and Dahl and Benth (2002) exploiting a numerical procedure introduced
by Owen (2002). (See Benth et al. (2003) as well.)

Section 16.1 introduces the pricing problem in a Black—Scholes framework. Sec-
tion 16.2 exposes the methodology. Pricing Asian options has a nominal dimension
d = M x N, where M is the number of underlying assets and N is the number of
times price is recorded for the purpose of computing the price average. Both MC and
LHS approaches provide root mean squared errors of order O(n~'/?), where n is the
number of performed simulations, independently on the dimension d of the problem.

* by Piergiacomo Sabino.
1 See, for instance, Niederreiter (1992) for a detailed account on this subject.
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The RQMC method can produce errors with rates of order O(lnd_l(n) /n),
which, for a low dimension d, is a smaller figure than the one obtained with stan-
dard MC. Section 16.3 explains the algorithm in great detail. We generate the tra-
jectories of the underlying assets using the standard MC, the LHS and the RQMC
approaches. For each technique, simulation is carried out by exploiting the Princi-
pal Component Analysis (PCA) and the Cholesky decomposition of the covariance
matrix of the driving factors. These two approaches can be easily implemented with
a low computational effort relying on the properties of the Kronecker product. Sec-
tion 16.4 performs an experiment computing Asian option prices and reports the
corresponding root mean squared errors obtained by the three simulation techniques,
with each one implemented using either a PCA or a Cholesky decomposition. All
computations are performed in MATLAB®.

16.1 Problem Statement

We introduce the problem of pricing Asian options in a Black—Scholes framework.
Risky assets dynamics are assumed to be driven by a multivariate geometric Brown-
ian motion under the risk-neutral probability, i.e.,

dS;(t) =rSi(t)dt +0;dW;(t), i=1,..., M. (16.1)

Here S;(¢) denotes the ith asset price at time ¢, o; represents the corresponding
instantaneous return volatility, r is the risk-free continuously compounded interest

rate, and W(t) = (W(t), ..., Wy (¢)) is an M-dimensional Brownian motion. The
Wi (t)’s satisfy the following properties:
E[W; ()] =0,

Var[W; ()] = ¢,
Cov[W; (), Wi ()] = pirt,
where p;; represents the constant instantaneous correlation between Brownian mo-
tions W; and W;.

Recall that the covariance matrix R = (E[W ()W (t,)],[,m = 1,...,N) of
each Brownian motion in equation (16.1) is:

nh 1 ... 1
T hn ... b
R =
fnh th ... IN
We let ¥ denote the covariance matrix depending on the correlation among the
Brownian motion whose elements are: (X); y = pjxoiok, i,k = 1,..., M, and de-
fine the global covariance matrix for the N-dim process Xy as:
n¥ nhx¥ ... nx
nx nXx ... X
Zuv =1 . . .

nx nx ... tynY
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X'y is a block matrix obtained repeating ¥ at each point of observation. This kind

of mathematical operation is known as Kronecker product, denoted as ®. As such,

X yn can be identified as the Kronecker product between R and ¥, R ® X. The

Kronecker product reduces the computational complexity of the problem by enabling

operations on a (N x M, N x M) matrix using two smaller matrices which are N x N,

and M x M respectively (see Pitsianis and Van Loan (1993)). The Kronecker product

offers many other properties, some of which are listed below:

(a) Trace factorization. Tr(A ® B) = Tr(A) Tr(B), where Tr(A) is the trace of the
squared matrix A, i.e. the sum of its diagonal elements.

(b) Compatibility with Cholesky factorization. If we let A, B and D be semi-definite
positive matrices, then D = (CACX) ® (CBCE) = (C4 ® Cp)(Ca®Cp)T.
It follows that (C4 ® Cp) is the Cholesky decomposition of D.

(c) Eigenvalues and eigenvectors. For A and B square, let A; be a member of
the spectrum of A, o (A). Let xi‘ be a correspondent eigenvector of X; and let
wj € o(B) such that xé is a correspondent eigenvector. Then A;u; € 0 (A ® B)

and xi‘ ® xé is the correspondent eigenvector of A ® B. To summarize, every
eigenvalue of A ® B arises as a product of eigenvalues of A and B.

Solving equation (16.1), asset prices at observation times are given by

- 2
Si(tj):Si(O)exp (V—%)tj—}-zi(lj)}, i=1,..., M, (16.2)
where
Z(t1) €1
Zu() | _ €M
Z1(n) EM+1
Zy(tn) EMXN

C is a decomposed matrix of ¥y satisfying:
cC’ =Xyun

and €1, .. ., €y are independent standard normal variates.

Possible choices for C include the Cholesky decomposition of ¥y or a more
versatile and efficient approach based on the Principal Component Analysis, PCA.

An Asian option is a European derivative contract written on a basket of assets.
Its pay-off is given by the excess of a weighted average of historical prices of all
assets comprised in the basket over a strike price K. This average covers values
monitored on the time grid #; < --- < ty = T between the settlement day and the
contract maturity. The pay-off reads as

M N
a(T) =max{ > > w;;Sit;) — K,0¢, (16.3)

i=1 j=1



398 16 Quasi-Monte Carlo: An Asian Bet

where coefficients w;; satisfy Zi,j w;; = 1. European options with a pay-off func-
tion (16.3) are called Arithmetic Average options or Arithmetic Asian options. No
closed-form solution exists for their arbitrage-free price.

To price the Asian options using simulation, it is necessary to simulate the multi-
asset trajectories at each sampling time point as shown above. According to the
formulas introduced, the pay-off at maturity of an Arithmetic Asian option can be
written as:

a(T) = max{g(e) — K, 0},

where
MxN MxN
g = exp(ui + ) Cik6k> (16.4)
i=1 k=1
and
O'iz
i = In(w;,4, 8;(0)) + (V - 7')&'2, (16.5)

withip; = [ — 1)/M]+ 1,i;1 =i — (i, — 1) M, and [x] denotes the greatest integer
less than or equal to x.

The pricing of Asian options is thus, computationally cumbersome since the di-
mension of the problem is highly dependent on the number of underlying assets and
the times of observation.

The general Monte Carlo method, as in the case for Asian options, is known
to be useful when the dimensionality is large. In this case it is necessary to com-
pute N x M realizations of the multidimensional process. However, the Monte Carlo
method requires a very high computational effort, which must be controlled by suit-
able computations to reduce the number of simulations as well as variance reduction
techniques to enhance its performance. In the following section we will illustrate
some of most recent approaches to improve its precision such as the use of the Latin
Hypercube Sampling and the low discrepancy sequences also known as Quasi-Monte
Carlo method.

16.2 Solution Metodology

We aim to provide a fast and efficient technique which improves the precision of the
general Monte Carlo method to price Asian option contracts. We recall that the crude
Monte Carlo approach can be be seen as a method to compute the following integral:

I =f FH(x)dx. (16.6)
[0,1)¢

According to the law of large numbers, the integral /, can be approximated by the
following quantity:

~ ~ 1 .
T>ly==3% 1y, (16.7)
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where (Uy, ..., Uy) is a sample of independent uniformly distributed random vari-
ables in the hypercube [0, 1)¢.

The actual problem consists of generating a sample of such random draws to
uniformly cover the whole hyper cube [0, 1)?. It is well known that the root mean
squared error (RMSE) of the standard Monte Carlo method is O(1/4/n) and is in-
dependent on the dimension of the problem d. The cases of high values for d are
especially interesting in finance because of their various applications, including the
pricing of high-dimensional multi-factor path-dependent derivatives securities.

16.2.1 Stratification and Latin Hypercube Sampling

Stratified sampling is a variance reduction method for Monte Carlo estimates. It
amounts to partitioning the hypercube D = [0, 1)? into H disjoint strata Dy,
(h =1,...,H),ie, D = U{il Dy, where Dy N D; = @ for all j # k, then
estimating the integral over each set, and finally summing up these numbers (see
Boyle, Broadie and Glasserman (1997) for more on this issue). Specifically, mutu-
ally independent uniform samples xf, ceey x,i’h are simulated within a stratum Dy,
and the resulting integrals are combined. The resulting stratified sampling estimator

is unbiased. Indeed

. 1Dy &
Ellstrat] = Z n—: ZE[f(xlh)]
h=1 i=1
H
= Z D e
h=1

H
=Z/ fde=1,
h=1"Dn

where |Dj,| denotes the volume of stratum Dj,. Moreover, this estimator displays a
lower variance compared to a crude Monte Carlo estimation, i.e.,

o2

Varl ] < —
n

Stratified sampling transforms each uniformly distributed sequence U; = (Uy;,
..., Ugj) in D into a new sequence V; = (Vy;, ..., Vy;) according to the rule

v = w j=lmig=0,...n—1k=1,..4d,
where (i1, ..., iq) is a deterministic permutation of the integers 1 through d. This
procedure ensures that one V; lies in each of the n? hypercubes defined by the strat-
ification.

Latin Hypercube Sampling (LHS) can be seen as a way of randomly sampling
n points of a stratified sampling while preserving the regularity from stratification
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(see, for instance, Boyle, Broadie and Glasserman (1997)). Let mq, ..., w4 be inde-

pendent random permutations of the first n positive integers, each of them uniformly

distributed over the n! possible permutations. Set

Ujk + mi(j) — 1
n 9

Tix = j=1L....nk=1,...,d,

where i (j) represents the jth component of the permutation for the kth coordi-
nate. Randomization ensures that each vector 7; is uniformly distributed over the
d-dimensional hypercube. Moreover, all coordinates are perfectly stratified since
there is exactly one sample point in each hypercube of volume 1/n. For d = 2, there
is only one point in the horizontal or vertical stripes of surface 1/n (see Fig. 16.1).
The base and the height are 1/n and 1, respectively. For d > 2 it works in the same
way. It can be proven that for all n > 2, d > 1 and squared integrable functions f,
the error for the estimation with the Latin Hypercube Sampling is smaller than or
equal to the error for the crude Monte Carlo (see Koehler and Owen (1996)):

2
Var[ILgs] <

Figure 16.1 shows the difference between the distribution of 32 points generated with
the MATLAB® functions | hsdesi gn and r and. For the LHS method we notice
that there is only 1 point (dotted points in Fig. 16.1) in each vertical or horizontal
stripe whose base is 1 and height is 1/32: it means that there is only vertical and
horizontal stratification.

x 1132

& Standard
m LHS
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X

1132

Fig. 16.1. Comparison between 32 points drawn with LHS and standard Monte Carlo ap-
proaches.
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16.2.2 Low Discrepancy Sequences

As previously mentioned, the crude MC method is based on a completely random
sampling of the hypercube [0, 1)¢ and its precision can be improved using stratifi-
cation or Latin Hypercube sampling. These two methods ensure that there is only
one point in each smaller hypercube fixed by the stratification as illustrated in Fig-
ure 16.1. At the same time, these techniques provide nothing more than the genera-
tion of uniform random variables in smaller sets.

A completely different way to approach the sampling problem is to obtain a de-
terministic sequence of points that uniformly covers the hypercube [0, 1) and to
run the estimation using this sequence. Obviously, there is no statistical quantity that
may represent the uncertainty since the estimation always gives the same results.
The Monte Carlo method implemented with the use of low-discrepancy sequences is
called Quasi-Monte Carlo (QMC).

The mathematics involved in generating a low-discrepancy sequence is complex
and requires the knowledge of number theory. In the following, only an overview of
the fundamental results and properties is presented (for details see Owen (2002)).

We define the quantity D} = D}(Py,..., P,) as the star discrepancy. It is a
measure of the uniformity of the sequence { P, },,en+ € [0, 1) and it must be stressed
that it is an analytical quantity and not a statistical one. For example, if we consider
the uniform distribution in the hypercube [0, 1)¢, the probability of being in a subset
of the hypercube is given by the volume of the subset. The discrepancy measures
how the pseudo-random sequence is far from the idealized uniform case, i.e. it is a
measure, with respect to the Ly norm, of the inhomogeneity of the pseudo-random
sequence.

A sequence { P, },en+ is called low-discrepancy sequence if:

* (lnn)d
Dn(Pl,--.,Pn)=O< . ) (16.8)

i.e. if its star discrepancy decreases as (Inn)?/n.

The following inequality, attributed to Koksma and Hlawka, provides an upper
bound to estimation error of the unknown integral with the QMC method in terms of
the star discrepancy: R

|1 —I| < D, Vax (/). (16.9)

Vuk (f) is the variation in the sense of Hardy and Krause. Consequently, if f has
finite variation and n is large enough, the QMC approach gives an error smaller
than the error obtained by the crude MC method for low dimensions d. However,
the problem is difficult because of the complexity in estimating the Hardy—Krause
variation, which depends on the particular integrand function.

In the following sections we briefly present digital nets and the well-known
Sobol’ sequence which is the most frequently used low-discrepancy sequence to run
Quasi-Monte Carlo simulations in finance.
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16.2.3 Digital Nets

Digital nets or sequences are obtained by number theory and owe their name to
the fact that their properties can be recognized by their “digital representation” in
base b. Many digital nets exist; the most often used and efficient are the Sobol’ and
the Niederreiter—Xing sequences.

The first and simplest digital sequence with d = 1 is due to Van der Corput
and is called the radical inverse sequence. Given an integer b > 2, any non-negative
number n can be written in base b as:

o
n= Z nkbk_l.
k=1

The base b radical inverse function ¢ (n) is defined as:

¢p(n) =Y mb~* [0, 1),

k=1

where n; € {0, 1, ..., b — 1} (Galois set).

By varying n, the Van der Corput sequences are constructed. Table 16.1 illus-
trates the first seven Van der Corput points for b = 2. Consecutive integers alter-
nate between odd and even; these points alternate between values in [0, 1/2) and
[1/2,1). The peculiarity of this net is that any consecutive b points from the rad-
ical inverse sequence in base b are stratified with respect to o congruent intervals
of length b=". This means that in each interval of length =" there is only one
point.

Table 16.1 shows an important property which is exploited in order to gener-
ate digital nets since a computing machine can represent each number with a given
precision, referred to as “machine epsilon”. Let z = 0.z1z2 ... (base b) € [0, 1),
define ¥ (z) = (z1, 22, - - -) the vector of the its digits, and truncate its digital expan-
sion at the at the maximum allowed digit w: z = Z,tvzl b . Letn = [b¥z] =
Yoo npb"~1 € N*, where [x] denotes the greatest integer less than or equal to x.
It can be easily proven that:

Table 16.1. Van der Corput sequence

N n base 2 ¢7(n base 2) ¢o(n)
0 000. 0.000 0.000
1 001. 0.100 0.500
2 010. 0.010 0.250
3 011. 0.110 0.750
4 100. 0.001 0.125
5 101. 0.101 0.625
6 110. 0.011 0.375
7 111. 0.111 0.875
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np=zw—h+12) VYh=1,..., w.

This means that the finite sequences {n;}xeq1,...,w} and {zx}keqi,...,w) have the same
elements in opposite order. For example, in Table 16.1 we allow only 3 digits; in
order to find the digits of ¢2(1) = 0, 5 we consider $r(1)23 =4 = 0ny +n0+n31.
The digits of ¢»(1) are then (1, 0, 0) as shown in Table 16.1.

The peculiarity of the Van der Corput sequence is largely required in high dimen-
sions where the contiguous intervals are replaced by multidimensional sets called the
b-adic boxes.

Letb > 2,k;,1; with0 < [; < bki be all integer numbers. The following set is

called b-iadic box:
d

1—[ i lj+1
bki’ pki )

j=1

where the product represents the Cartesian product.

Let t+ < m be a non-negative integer. A finite set of points from [0, D9 is a
(t, m, d)-net if every b-adic box of volume b~""*! (bigger than b~™) contains ex-
actly b’ points. This means that cells that “should have” b’ points do have b points.
However, considering the smaller portion of volume b, it is not guaranteed that
there is just one point.

A famous result of the theory of digital nets is that the integration over a (¢, m, d)
net can attain an accuracy of the order of O(lnd -1 (n)/n) while, restricting to (¢, d)
sequences, it raises slightly to O(In? () /n). The above results are true only for func-
tions with bounded variation in the sense of Hardy—Krause.

16.2.4 The Sobol’ Sequence

The Sobol” sequence is the first d-dimensional digital sequence (b = 2) ever realized.
Its definition is complex and is covered only briefly in the following. Let {rnj}iren+
be the digital representation in base b = 2 of any integer n; the nth element S, of the
Sobol’ sequence is defined as:

+00
S, = (Z nkaZ_k> mod 1,
k=1

where V. € [0, 1)4 are called directional numbers. In practice, the maximum number
of digits, w, must be given. In Sobol’s original method the ith number of the sequence
Sij,i € N, je{l,...,d},is generated by XORing (bitwise exclusive OR) together
the set of Vj; satisfying the criterion on k: the kth bit of i is nonzero. Antonov
and Saleev (1980) derived a faster algorithm by using the Grey code. Dropping the
index j for simplicity, the new method allows us to compute the (i + 1)th Sobol’
number from the ith by XORing it with a single Vi, namely with k, the position of
the rightmost zero bitin i (see, for instance, Press et al. (1992)). Each different Sobol’
sequence is based on a different primitive polynomial over the integers modulo 2, or
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Table 16.2. Directional numbers

d P m Principal polynomial q
1 [111] [13] X2 4x+1 2
2 [1011] [115] Brx+1 3
3 [1101] [137] B 4+x241 3
4 [10011] [11313] A x+l 4
5 [11001] [1159] 341 4
6 [100101] [1151317] ¥4x241 5
7 [101001] [1371521] X+ 41 5
8 [1o1111] [1331125] O3 +xlrx+1 5
9 [110111] [1351527] O+t x4+ x+1 5
10 [111011] [1351531] O+t x4 5

in other words, a polynomial whose coefficients are either O or 1. Suppose P is such
a polynomial of degree ¢:

P=x?4+ax? " +ax??+ - fa;ix+1.
Define a sequence of integers My, by the gth term recurrence relation:
My = 2a1 My ® ParMy2 ® - ® 27 ' My_y104-1 ® (2T M—g ® My—y).

Here @ denotes the XOR operation. The starting values for the recurrence are
My, ..., M, that are odd integers chosen arbitrarily and less than 2, . . ., 24, respec-
tively. The directional numbers Vj are given by:
Mj
Vk:2—k, k:l,...,w.
Table 16.2 shows the first ten primitive polynomials and the starting values used to
generate the directional numbers for the 10-dimensional Sobol’ sequence.

16.2.5 Scrambling Techniques

Digital nets are deterministic sequences. Their properties ensure good distribution
in the hyper cube [0, 1)?, enabling precise sampling of all random variables, even if
they are very skewed. The main problem is the computation of the error in the esti-
mation, since it is difficult to compute and depends on the chosen integrand function.
To review, the crude MC provides an estimation with low convergence independent
on d and the possibility to statistically evaluate the RMSE. On the other hand, the
QMC method gives higher convergence, but there is no way to statistically calculate
the error.

In order to estimate a statical measure of the error of the Quasi-Monte Carlo
method we need to randomize a (¢, m, d)-net and to try to obtain a new version of
points such that it still is a (¢, m, d)-net and has uniform distribution in [0, 4.
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This randomizing procedure is called scrambling. The scrambling technique per-
mutes the digits of the digital sequence and returns a new sequence which has both
the properties described above.

The scrambling technique we use is called Faure—Tezuka Scrambling (for a pre-
cise description see Owen (2002), Hong and Hickernell (2000)).

For any z € [0, 1) we define ¥ (z) as the co x 1 vector of the digits of z.

Now let Ly, ..., Ly be nonsingular lower triangular co x oo matrices and let
e}, ..., e; be oo x 1 vectors. Only the diagonal elements of Ly, ..., L are chosen
randomly and uniformly in ZZ = {1, ..., b}, while the other elements are chosen in
Z, =1{0,1,...,b}. Y, the Faure-Tezuka scrambling version of X, is defined as:

¥ (y;;) = (Lj¥(xij) +e;) modb.

All operations take place in the finite field Z;. Owen proved that, with his scrambling,
it is possible to obtain (see Owen (2003)):

P'Ib+1
Var[1]<—[i> a2,
bh—1

for any twice summable function in [0, l)d. These results state that for low dimension
d, the randomized QMC (RQMC) provides better estimation with respect to Monte
Carlo, at least for large n.

Figure 16.2 shows 32 points of the two-dimensional Sobol’ sequence (between
the first and the second coordinate) and its Faure—Tezuka scrambled version. It must
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Fig. 16.2. Comparison between 32 Sobol’ points and their Faure—-Tezuka scrambled version.
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Fig. 16.3. Comparison between 32 points drawn with the LHS and 32 scrambled Sobol’ points.

be noted that for both sequences there is only one point in each of all the subsets of
measure 1/n, and not only in the horizontal and vertical stripes as with the LHS. The
most important observation is that the scrambled version is still a low discrepancy
sequence. Figure 16.3 shows the difference between the former net and 32 points
generated with the MATLAB® internal function | hsdesi gn.

16.3 Implementation and Algorithm

We illustrate the simulation procedure to compute the arithmetic Asian option price.
It must be stressed that Quasi-Monte Carlo estimations are dramatically influenced
by the problem’s dimension, since the rate of convergence depends on the parame-
ter d, as it can be seen in equations (16.8) and (16.9). Many studies and experiments
suggest that Quasi-Monte Carlo methods only be used for problem dimensions up
to 10 (see Boyle, Broadie and Glasserman (1997) for more on this issue). This con-
dition translates into a relationship between the number M of underlying assets and
the number N of monitoring times: M x N < 10.

The pricing procedure consists of three main steps:
1. Random number generation by MC, LHS or RQMC.
2. Path generation.

Monte Carlo estimation.

The first step can be performed as follows:

1.1. (MC) Run MATLAB® internal routine r andn. m to sample independent stan-
dard normals.
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1.2. (LHS) Run MATLAB® internal routine | hsdesi gn. mand sample indepen-
dent uniforms and use the inverse transform method to generate normal extrac-
tions.

1.3. (RQMC) Run function Sobol _Sequence. m and obtain 10-dimensional
Sobol’ sequences; then, perform Faure—Tezuka scrambling by running func-
tion scr arbl e. m The file Sobol _Sequence. mrelies on two MATLAB®
functions: Get Di r Num m and Get Sob. m The former returns directional
numbers as shown in Table 16.2; the latter delivers a Sobol” sequence. We sug-
gest storing all generated points in order to reduce the computational effort.

The second step can be implemented by the following algorithm:

2.1. Define the parameters of the simulation.

2.2. Define the drift as in Eq. (16.5).

2.3. Create the N x N correlation matrix (R); x = (min(#, %); [,k =1,..., N).

2.4. Define the correlation matrix ¥ of M Brownian motions.

2.5. Perform either a PCA or the Cholesky decomposition on the global correlation
matrix ¥ . This matrix is built up by repeating the constant block of correla-
tion X at all the times of observation.

The Cholesky decomposition of the global correlation matrix ¥ ;v can be calcu-
lated by launching the MATLAB® code chol _decom m This function exploits
property b of the Kronecker product and uses the MATLAB® internal routine
kron. m PCA decomposition can be achieved by running the MATLAB® routine
pca_decom mwhich evaluates the eigenvalues and eigenvectors of R and ¥ and
exploits property c of the Kronecker product.

The third step consists of running MATLAB® functions asi an_cr ude. m
asi an_| hs. mand asi an_r qnt. m This delivers two figures: (1) the expected
value stating the Asian option price; (2) the RMSE of the estimated price.

As stratification introduces correlation among random drawings, the last two
functions are based on the following “batch” method. The method consists of repeat-
ing Np simulations for B times (batches) and computing the average Asian price for
each batch, so the RMSE becomes:

Y B @), — a(0))>
B(B —1)

RMSE =

9

where (a(0)1,...,a(0)p) is a sample of the average present values of the Asian
option generated in each batch.

16.4 Results and Comments

We perform a test of all the valuation procedures described in the previous sec-
tion. Specifically, our experiments involve standard Monte Carlo, the Latin Hyper-
cube Sampling and Randomized Quasi-Monte Carlo by the Faure—Tezuka scrambled
version of the Sobol’ sequences. Paths are simulated by using both PCA and the
Cholesky decomposition as in Dahl and Benth (2002).



408 16 Quasi-Monte Carlo: An Asian Bet

Table 16.3. Input parameters used in the simulation

5:(0) = 100
K =100
r=2%
T=1

o1 = 30%
0y = 40%

pij =0and 40% fori, j = 1,2

Table 16.4. Correlation case. Estimated prices and standard errors

Standard MC LHS ROQMC
PCA 8.291 (0.053) 8.2868 (0.0073) 8.2831 (0.0016)
Cholesky 8.374 (0.055) 8.293 (0.026) 8.2807 (0.0064)

Table 16.5. Uncorrelation case. Estimated prices and standard errors

Standard MC LHS RQMC
PCA 7.195 (0.016) 7.157 (0.013) 7.1696 (0.0017)
Cholesky 7.242 (0.047) 7.179 (0.022) 7.1689 (0.0071)

We consider an at-the-money arithmetic Asian option with strike K = 100, writ-
ten on a basket of M = 2 underlying assets, expiring in 7 = 1 year and sampled
N =5 times during its lifetime. All results are obtained by using § = 81920 draw-
ings. Table 16.3 reports input parameters for our test. The nominal dimension of the
problem is M x N = 10 which is equal to the number of rows and columns of the
global correlation matrix Xjy. All the experiments can be performed by launch-
ing the MATLAB® file Pri ci ng. m Table 16.4 and Table 16.5 show results for
the positive correlation and uncorrelated cases respectively. Simulated prices of the
Asian basket options are in statistical accordance, while the estimated RMSE’s de-
pend on the sampling strategy adopted. Furthermore, from a financial perspective, it
is normal to find a higher price in the positive correlation case than in the uncorre-
lated one.

Based on these results, we can make the following conclusions:

1. RQMC method and the use of the Faure—Tezuka scrambling technique provide the
best estimation among all the implemented procedures for both the “Correlation”
and “Zero Correlation” cases. The correspondent RMSE’s are the smallest ones
with a higher order of convergence with the same number of simulations.

2. The Kronecker product is a fast and efficient tool for generating multidimensional
Brownian paths with low computational effort.

3. Relative to the standard Monte Carlo and LHS approaches, the use of scram-
bled low-discrepancy sequences provides more accurate results, particularly with
PCA-based method.

4. The accuracy of the estimates is strongly dependent on the choice between the
Cholesky or the PCA approach. In particular, independent of the simulation pro-
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cedure (MC, LHS or RQMC), when using PCA decomposition the estimates are
affected by a smaller sampling error (smaller standard error).

The methods presented can be viewed as a part of hierarchy of methods introducing
an additional level of regularity in inputs at the expense of complicating the estima-
tion errors. Some methods like stratified sampling fix the size of the sample, while
others leave flexibility. The levels of this hierarchy are crude MC (completely ran-
dom), LHS, QMC methods (completely deterministic). Based on the results reported
we can conclude that the use of randomized low discrepancy sequences leads to dra-
matic improvements and enhances the precision of the numerical computation of the
Asian option price. Furthermore the numerical results show that the performance of
the RQMC depends on the choice of the matrix C. In particular the Asian option
prices obtained with PCA-based path generations have smaller RMSE; however, its
precision critically depends on the structure of the covariance matrix. From a com-
putational point of view, the use of the Kronecker product provides a fast generation
of the multidimensional path considering both the PCA and the Cholesky decompo-
sition.

The order of convergence in the RQMC depends on the dimension d, and it gives
the best results up to d = 10. Unfortunately, as d increases, it becomes necessary
to consider a larger sample, limiting the benefit of the RQMC (see Boyle, Broadie
and Glasserman (1997), p. 1298). To face high-dimensional simulations, a different
approach, which goes beyond the purposes of this case, has been proposed by Owen
(1998) based on the Latin Supercube Sampling method.






17

Lookback Options: A Discrete Problem”

Key words: PDE, Monte Carlo simulation, transform method, discrete monitoring,
exotic option

The number of exotic options traded on the market has dramatically increased in the
last decade. Correspondingly, a large demand has come about for the development
of new, efficient, and fast methods for pricing these securities.

This case presents numerical and analytical methods for pricing discretely moni-
tored lookback options in the Black—Scholes framework. Lookback options are path-
dependent options. Their settlement is based on the minimum or the maximum value
of an underlying index as registered during the lifetime of the option. At maturity,
the holder can “lookback” and select the most favorable figure of the underlying as
occurred during this period. Since this scheme guarantees the best possible result for
the option holder, he will never regret the option payoff. As a consequence, a look-
back option is more expensive than a vanilla option with similar payoff function.
An important feature of this contract is the frequency of observation of the underly-
ing assets for the purpose of identifying the best possible value for the holder. Dis-
crete monitoring refers to updating the maximum/minimum price at fixed times (e.g.,
weekly or monthly). In general, a higher maximum/lower minimum occurs as long
as the number n of monitoring dates increases. As noted by Heynen and Kat (1995),
the discrepancy between option prices under continuous and discrete monitoring can
largely be due to the slow convergence of the discrete scheme to the continuous one
as the number n of monitoring dates increases. This figure is quantified in an order
of proportionality of 1/4/n.

Closed-form solutions for continuous sampled lookback option prices have been
obtained by Conze and Viswanathan (1991) and Goldman, Sosin and Gatto (1979).
However, few papers have investigated the analytical pricing of discretely monitored
lookback options, see for example Nahum (1998). In this case, we present three alter-

* with Matteo Bissiri.
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native approaches to the pricing problem under discrete monitoring of the underlying
index. The first method is analytical. It has been recently proposed by Atkinson and
Fusai (2004), who cast the pricing problem in terms of an integral equation. This
equation can be solved in closed-form. The second approach is numerical. It consists
of using finite difference methods for solving the pricing partial differential equation
(PDE). Solutions proposed in the literature (e.g., Wilmott, Dewynne and Howison
(1993)) obtain a PDE with two state variables (the asset price and its standing maxi-
mum/minimum value) whose solution is the option price. We instead show how the
pricing problem can be reduced to the computation of the distribution of the mini-
mum (maximum) by numerically solving the Black—Scholes PDE. This distribution
is then integrated, using for instance a quadrature rule, to obtain the lookback op-
tion price. As a third method, we consider the number computed by a Monte Carlo
simulation and compare it to the results obtained using the other two methods.

In Sect. 17.1, we describe lookback options and the way the pricing problem can
be formulated under discrete monitoring. In Sect. 17.2, we illustrate the first two
solution methodologies. Section 17.3 details the algorithms and the MATLAB® im-
plementation. In Sect. 17.4, we finally provide some numerical results and compare
analytical to numerical approaches. We also empirically examine the convergence
rate to the continuous monitoring case.

17.1 Problem Statement

A lookback option can be structured as a put or call. The strike can be either fixed
or floating. We now consider two lookback options written on the minimum value
achieved by the underlying index during a fixed time window:

e A fixed strike lookback put: The payoff is given by the difference, if positive,
between the strike price and the minimum price over the monitoring period.

e A floating strike lookback put: The payoff is given by the difference between the
asset price at the option maturity, which represents the floating strike, and the
minimum price over the monitoring period.

Therefore floating strike options will always be exercised. We may formalize
the problem and assume that the underlying asset return evolves according to an
arithmetic Brownian motion

dXt = [,Ld[ +UdW[,

starting at Xo = x. Then, the stock price at time ¢ is given by S; = Spexp(X;).
We assume that the minimum is monitored at equally spaced dates 1; = jA,
(j =0,...,n),with A denoting a fixed time period between consecutive monitoring
dates. We define m,, as the minimum asset price return registered until time #,,:

m, = min Xs.

The payoff of a fixed strike lookback option is given by:



17.1 Problem Statement 413

(ek - "), 17.1)

where £ is the logarithm of the strike price. It is natural to assume that the initial spot
price x is greater than k. The payoff for a floating strike lookback call option is

efn — e, (17.2)

In order to price lookback options, we need to compute the distribution law of
my,. This task requires computing the conditional expectation

]P)O,x (my, >1) = EO,x (1(X0>I,X1>l ..... X,1>l))» (17.3)

where
1, x>1,

1<">”:{0 x <l

The price of the lookback put with fixed strike can be then computed by noting that,
for x > k, we have

k

Boc(et =), = (¢ =€) Poslmy =)+ [ e"Po.ny < u)du
—00
k
=/ e Po.y (mn < 1) dut. (17.4)
—00

Similarly the price of the floating strike call option requires the computation of the
expected value Eq , (e* — e™"). For a just issued lookback option we have mo = x,
so that we can write

Eo (e — &™) = Eq (") — Eox (")
— ert,1 ex _ EO,x (em,,)

=¢'e" — (¢" — Eg(e" — em")+).

Consequently, a formula for pricing a floating strike call option is given once the
price of a fixed strike lookback call is available. Lookback options on the maximum
can be priced by exploiting the relation between maximum and minimum operators.

In order to evaluate the quantity Py . (m, > [) in (17.3), it is convenient to
rewrite it in terms of iterated (conditional) expectations

Po,x (m, > 1)
= Eo,x(Ixy>1,....x,>1)
=Eox(Mxg>,X,>1,.... Xy >1)
= 1a=0Eox (Lox,>0 - Ea—2)a X, (Lx, =0 E-1a,x, 1 Ax,>1)))-
(17.5)

In next section we illustrate how to compute P ; (m, > [) by using two ap-
proaches.
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17.2 Model and Solution Methodology

17.2.1 Analytical Approach

The main result in Atkinson and Fusai (2004) consists of an analytical representa-
tion for the distribution function of the discrete minimum of the arithmetic Brown-
ian motion. These authors show that this quantity can be expressed as the inverse
z-transform of the solution to an integral equation. The numerical valuation of this
function is easy to perform. We now sketch the main steps involved in this computa-
tion.

Let us recursively define a function i (x, ¢, j — 1) according to the backward rule:

hix,t, j— D) =B [h(x + pA+0(Wia — Wii—na), tj, j) [ Lasn,  (17.6)

forall j =n,n—1,..., 1. Here j refers to the number of monitoring dates that have
already passed by. A terminal condition i (x, t,, n) = 1y~ is also imposed. Then,
Py x(m, > 1) is given by h(x, 0, 0). In particular, if we assume ¢ is a monitoring date
and we define h(x, j) = h(x,t;, j), then we can look at (x, 0). If, instead, ¢ is not
a monitoring date, we can still use expression (17.7) as much as n — 1 times. Notice
that in the last step of the recursion we must replace A by 1 = #; —¢.

By using the fact that the transition density of o (W;a — W(—-1)a) is Gaussian
with zero mean and variance o2 A and that /(x) is zero for x < [, we can write

hx,j—1) =EG_nax[h(x+pnA+oWja—Wi-na) j)]lesn

+00 e—52/22)
~ 1o / B+ pd + ok, ) d

S V2mA
+00 e—57/24)
= h(x + pA + 0§, j)—— dé, (17.7)
ﬁ_—x;w 5 V2rA :

for x > [. We can further simplify this relation by defining f(z, j) = h(z,n — j)
and verify that this function satisfies a forward recursion

400 e—§2/24)
x,j+1 :/ X+ uA+oé, j)——dé, 17.8
Foj+1) (s fr+n £, J) Ner § (17.8)

with a starting value f(x, 0) = 1(,~). After changing variables according to the rule
x + uA+ o0& =y, we obtain:

e~ (—pA-x)*/Q2074)
V2noZA

i.e., f(x, j) solves an integral-difference equation. We can eliminate the dependence
on the index j by considering the z-transform of expression (17.9). This quantity is
obtained by multiplying both sides of (17.9) by g/, where ¢ € C, and then summing
over the index j = 1,.... Assuming that we are allowed to swap integral with
infinite summation, we obtain

+00
Jj+1) :/z G dy, (17.9)
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o . +00 o )
Salfw =g [ Ka=pa=y3 g 6= Dy (710

j=1 j=1

+oo o
Z"/z K —pd—» > ¢/ f(y. )y, (17.11)
j=0

where K (x) = exp(—x?/(262A))/v/2nc2 A. By defining
+o0 )
Fx.q) =) ¢’ fx,)), (17.12)
j=0

and adding f(x, 0) to both sides of (17.11), we arrive at an integral equation for
F(x,q):

+00
F(x,q) Zq/l K —pA—y, A)F(y,q)dy + 1x>0). (17.13)

This equation is to be solved on the interval / < x < oco.

From a probabilistic viewpoint, considering the z-transform in (17.12) amounts
to playing coin tossing, where g is the probability of getting tails. If the first
heads comes out at the (j + 1)th tossing, the player wins the amount f(x, j).
F(x, g)/(1—q) therefore represents the expected payoff of the game. In other words,
this consists of randomizing the option maturity j according to the geometric distri-
bution (1 — g)g/. Compared to the case of fixed maturity, the randomized setting
allows us to simplify the pricing problem. From a recursive integral equation satis-
fied by function f(x, j), the problem is reduced to a more tractable integral equation
satisfied by function F(x, q): the dependence on parameter j has been eliminated.
Once F (x, g) has been computed, one can proceed backward to f(x, j) by using the
inversion formula for the z-transform:

2n
f,n)=Z" (F(x,q) = / F(x, pe)e " du, (17.14)
0

2mpt

defined for integer n > 0 and where i is the imaginary number /—1.

Atkinson and Fusai (2004) provide an analytical solution to the integral equa-
tion (17.13). The distribution of the minimum can be expressed in terms of the
z-transform inverse of F(x, q) as:

—1
Pox(m, <1) =1 — @~ DHhin z=1 (F(xi )) (17.15)

w/azA/Z’q

for !/ < x, where

Ae™ M 4+ g (ay) Z;’;_oo Ane"’i“"y‘, y1 >0,

F , =
O1.4) { g@1, q), Vi =0,

(17.16)
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and
1
A= ——, (17.17)
1 —ge*
L ,
Ay = tln @) (17.18)
2pn(q)(mn(q) — iay)
1 L (—iay, q)
q) = ——1 e 0y <) 17.19
SO D= o) = L Cian g @O (1719
@) = JIng + 2nmi if%(«/lnq + 2nmi) > 0, (17.20)
Hnld) = —Ing +2nm it 3(Ing + 2nm1) < 0, :

u [+ In(l — ge=)
Li(u,q) =expy— ————dz¢, S(u) >0, (17.21)
0

i Z2 _MZ
Lu,q)=1- qe‘“z, (17.22)
2.2
" o
o = -, = + _—,
2 PTert (17.23)

o2
o] = ad, § =, —A.
2

Here p = |g| < 1 and J(g) denotes the imaginary part of g.

A numerical approximation to the z-transform inverse (17.14) can be found in
Abate and Whitt (1992a). These authors approximate the inversion integral using a
trapezoidal rule with a step size of w/n. The resulting figure is:

Z*‘(f(x, )
~ f(x,n)

2n
1 , "
= —1)/R(F(x, pe/ ™"
g 2070

1 n-l . o

— _ _ —1/y /

= g7 | FP) + (ZD"Flx.—p) + 2;( D/9R(F (x, pe” "))},
where N(q) is the real part of ¢ and the sum term vanishes for n = 1. Abate and
Whitt (1992b) provide an upper bound to the discretization error

5 p2n
[f(z,n) = f(z,n)| < 1_7102,1

For practical purposes, one can assume this bound to be approximately equal to p>,
at least for small values of p?". Hence, a computational accuracy of 1077 would
require p = 1077/,

The price of a floating strike put option (payoff (17.2)) requires evaluating the
integral in (17.4). This task can be pursued by replacing the solution (17.15) into
(17.4) and computing the integral. We obtain
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e "Ry (e — )T = e (ek — e P 27 (p(x, k, ¢, @))), (17.24)
where

px.k,q,a)
Aexpk —ax) + g(o1, q)

1—a—iu, 8)k—+(ipy, $
=1 xR A, @@ x>k, (17.25)
g1, @)g((1 — )8, g)e! =07, x <k

Finally, the pricing formula for a floating strike call option with payoff (17.1) is
given by

e_”’lEo,x(ex’" — em”) = e"(l - e_”’l) +emZ Y px, x,q,a)), (17.26)

and the expression (17.25) can be used to price floating strike options.

17.2.2 Finite Difference Method

The second method we consider is a numerical solution of the PDE satisfied by the
function h. According to the Feynman—Kac theorem, we can represent the iterated
expectations in (17.5) as the solutions of a sequence of PDEs. In particular, if ¢ €
[tj—1,¢j], then h(x,t, j — 1) defined in (17.6) solves the backward PDE

dh(x,t,j—1) o2\ oh(x,t,j—1) 1 ,38%h(x,t,j—1)
+ (r 2 ox 30 ax2
=0, (17.27)

with updating conditions at the monitoring dates

h(x,t=tj,j—])Zh(x,tj,j)l(x>o), j=nn—1,...,
h(x, ty, n) = 1(x>0).

Given the solution of the PDE, we have h(x, 0, 0) = P y_;(m, > 0) and then the
distribution Py  (m, > 1) = h(x — [, 0, 0).

Between consecutive monitoring dates, we solve equation (17.27) using the
Crank—Nicolson scheme. This transforms problem (17.27) into a sequence of sys-
tems of linear equations, each one solved through a tridiagonal method using the
LU-decomposition. Details on this method are provided in Part I of this book. We
hereby summarize the main steps of the procedure:

1. We restrict the domain of the PDE to the interval [Xmin, Xmax] X [0, nA] and
construct a grid with space step 6x and time step §t; the generic grid points are
Xi = Xmin +i8x, 77 = [87, and the solution to the PDE at these points is denoted
by hjj = h(x;, 1), i =1,...,2I1 +1,1=1,..., L.
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2. The partial derivatives are approximated by finite differences at the grid points

%(x, o) ~ i1 — hig
ar T T s

o2\ dh 02\ (it 41 —hiciigr higig —hiciy

F— =G, =|r—— + ,

2 ) ox 2 28x 28x

1 ,8%h 0% (hitist = higst + hizii

=0 _z(xis Tl) —_— . 2

2 0x 4 (5x)

n hivig—hig+hi—1 '
(8x)?

3. By inserting these expressions into equation (17.27) and denoting the exact so-
lution of the finite difference scheme by v(x;, 7;), we have

2
_Vil TVt (0 O (Viklit T Vistial | Vil — VieL
4 2 26x 26x

0 (Wit = 205041+ Vs | Vietd = 200+ Vo1 _ 0
4 (6x)2 (6x)2 '

4. After collecting terms appropriately, we get to:

+avi—1541 + bvi 41 + cvigr+1 = —avi—1,; — (b — 2)vi; — cvit1,
where

r—o?/2 o?

T T sx 46x)2°
1 202

TSt 460
r—ao?/2 o?
CcC =

46x + 4(8x)%’

andi =2,...,21.
a. Ifi =1, ori =21, we apply boundary conditions v; ; = 1 and vp;; = 0.
b. If [ corresponds to a monitoring date, we impose the updating condition

Vi1 = Vi 1(isx>0)- (17.28)

Once the PDE is solved, the prices of lookback options are obtained through the
integral representation (17.4). This figure can be computed by using for example a
simple quadrature rule, such as the rectangular one

k
Eo.x (ek — em”)+ =g ' / e"V(u,0,n)du

—00
2141
~ Y ety (ryin + 8, 0, 0)8x, (17.29)
i=1

where spacing §x corresponds to the spatial step used in the solution of the PDE.



17.2 Model and Solution Methodology 419
17.2.3 Monte Carlo Simulation

Lookback options can be easily priced by standard Monte Carlo (MC) simula-
tion. The underlying price is simulated at all monitoring dates using the discretized
process

Si+1 — Sie(r—O.Soz)A+UJZ6:j)’
where el.(j ) is a standard normal random variate. We denote by Sl.(J ) the spot price at
time #; = i A as sampled in the jth simulation. The corresponding minimum price
mpl.(/ ) over the interval until time t; is updated at each monitoring date according to
the rule ' ‘

mpl.(j) = min[Sl.(]), mpi_l],

with a starting condition my = x. The MC price for a lookback is given by the
average of the discounted payoff computed over J simulated sample paths. For a
lookback option with fixed strike K, the MC price is

J

1 .
e—rtn7 Z(K _ mpr(l]))+~

Jj=1

Similarly, for a floating strike lookback option, the MC price is

1

e—rtn _

J

J

J
(S,(/) _ mp,(/)).
=1

We have improved the accuracy of the computation by using standard antithetic vari-
ables.!

17.2.4 Continuous Monitoring Formula

When the minimum price is monitored continuously over time, i.e., the underlying
variable is m; = ming<s<; X, Conze and Viswanathan (1991) and Goldman, Sosin
and Gatto (1979) obtain the following pricing formulae for the floating strike option:

Eo,.(e™ — &™)
= SoN (dp) — e_””mpo/\/(dz — oﬁ)

2 —2r/<12
+e”n (;—F>So|:<ms—;)) N(—dz + 2r,/ %) - e””/\f(—dz):|,

and for the fixed strike option:

I'mc prices and standard errors have been obtained by repeating J simulations M times.
Thus, the effective number of simulations is J x M, with J = 100000 and M = 100.
This choice is due to the possibility of exploiting the vector structure in MATLAB® and
reducing the computational time.
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k ny
Eo x (e —¢ ) n

= 1(K<mpo){_S0N(_d) + e KN(—d + G\/E)

02 So —2r/c? ty
L <5>So[<f> N(—d+2r,/;> —e”"./\/(—d)]}

+ Lk >mpo) {e_””(K —mpo) — SoN (—d2) + ey "mpoN (—ds + 0 /1)

2 72r/<72
e i (%)s{(%ﬂ) /\/’(—dz 4 2r,/%> - e”nN(—dz)“,

with
So 1
d2 < (m—> + rtn + Eaztn),
So 1
dy = ( <—) +rt, + _Uzti1>s
2tn m 2
So = mpo = e"?

17.3 Implementation and Algorithm

MATLAB® codes for this study are stored in the folder PDElookback.
The folder contains the following subfolders:

(1) af: contains analytical pricing functions and functions associated with the
z-transform,

(2) pde: contains PDE pricing function and the tridiagonal system solver;

(3) mc: contains MC tools for simulating the underlying process and pricing look-
back options;

(4) analysis: generates plots and tables.

We now detail the content of all functions included in the project.

Function af _| ookbackcal | _fl oati ngstri ke. mand function
af | ookbackput fixedstrike. m

These functions compute the price of a lookback option by using formulas (17.24)
and (17.26), respectively. The inverse z-transform is inverted by numerical inte-
gration using the trapezoid rule, as described in the previous section. The function
Zt | ookback. mcomputes the z-transform expression given in (17.16). It calls the
following auxiliary functions: An. m Bn. m mun. mg. m L. mand Lpl us. m de-
fined in (17.17)—(17.23). In particular the Lpl us. mfunction computes the integral
in (17.21) by adaptive Lobatto quadrature (see MATLAB® help).
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Function af _Fmri n. mand function af _Fpl us. m

These functions compute the analytical expression of the cumulative distribution of
the minimum, formula (17.15).

Function pde_| ookbackcal | _fl oati ngstri ke. mand function
pde_| ookbackput fi xedstrike. m

These functions solve the PDE with a Crank—Nicholson scheme. The function
pde_tri di agonal _sol ver. msolves the tridiagonal linear system using LU
decomposition. The cumulative distribution as function of the initial spot price is
returned by the function pde_| ookbackput _ni ni mum m The price of a look-
back option is obtained by numerically integrating the cumulative distribution for the
minimum, as in (17.29).

Function nt_| ookbackcal | _fl oati ngstri ke. mand function
nc_| ookbackput fixedstrike. m

These two functions compute the price and standard error of a lookback option using
Monte Carlo simulation. The function ntsi mul at or . msimulates the underlying
spot and minimum price at a given set of dates. It repetitively calls the function
ncevol ver sol ver. mwhich evolves the state of the underlying between two
dates.

The flowchart exhibited in Fig. 17.1 summarizes the structure of the project.

17.4 Results and Comments

In this section we discuss numerical results obtained by running the codes described
above. First, we investigate the bias of discrete monitoring vs. continuous monitor-
ing. Then, we compare the accuracy of the proposed numerical procedures. Finally,
we study the effect of changing parameter values on the option price. Numerical ex-
periments have been conducted under the following assumptions: (1) the infinite
series in formula (17.24) has been computed using 51 terms, i.e., for n running
from —25 to 25; (2) the PDE has been solved using a spatial discretization with
6000 points and a time discretization with 10,000 steps; (3) Monte Carlo simulation
has been performed over 107 simulations with antithetic variates.

In Fig. 17.2 we represent the distribution of the minimum (Eq. (17.15)) for a
varying number of monitoring dates. This illustrates how discrete monitoring can
have an important effect on the distribution of the minimum. This is confirmed in
Fig. 17.3, where we represent the price of a floating strike lookback option and vary
the number of monitoring dates under the hypothesis that the remaining parame-
ters have been set as follows: r = 0.1, 0 = 0.2, ¢t = 1, Sy = 100. In this case,
the continuous formula returns 19.6456. Assuming a year consists of 250 days and
that 10 monitoring dates are available (i.e., monitoring occurs approximately once a
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if Montecarlo

pricing
method ?

if analytical

'

mc_lookbackput_fixedstrike
mc_lookbackcall_floatingstrike

it computes price and standard
error by averaging the payoff over
a set of Montecarlo simulations

pde_lookbackput_fixedstrike
pde_lookbackeall_floatingstrike

it computes price by integrating
the cumulative distribution of th
underlying minimum numerically

af_lookbackput_fixedstrike
af_lookbackcall_floatingstrike

it computes price by using
Atkinson/Fusai analytical formula
and by numerical integration of
the Z transform

mc_simulator

it simulates a number of
paths for the underlying at
a specified set of dates

A

mc_evolver

it evolves the underlying
between two dates

pde_minimum
it computes the cumulative
distribution of the minimum

by solving the associated PDE
with Crank-Nicholson method

T

pde_tridagnalsolver

it solves a tridiagonal linear
system by iterative procedure

Zt_lookback

it calculates the Z transform
by numerical integration

A_n, B_n, mu_n
Fplus, Lplus, L, g,
integrand_Lplus

auxiliary functions for
computing single terms in the
Z transform definition

Fmin

it calculates the cumulative distribution for the minimum

Fig. 17.1. Flow-chart of the MATLAB® functions.

month), the discrete formula gives 17.0007: a percentage difference about 15% with
respect to the continuous case. Using 10,000 monitoring dates (i.e., monitoring oc-
curs once every 36 minutes), the discrete formula returns 19.5523, a small but still
appreciable difference in respect to the continuous case. Theoretical results discussed
in Broadie, Glasserman and Kou (1999) show that the convergence to the continuous
case is very slow, that is in the order of C/+/n, for a suitable constant C.

In Table 17.1, we report values for fixed strike put options. Both analytical so-
lution and MC simulation provide price estimates that agree up to the second-order
decimal. The PDE solution is reliable, but it does not appear as accurate as the others
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Fig. 17.2. Distribution function of the minimum for different monitoring dates.
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Fig. 17.3. Price of the floating strike discrete lookback option varying the number of monitor-
ing dates. Parameters: » = 0.1, = 0.2,t = 1, Sg = 100.
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Table 17.1. Fixed strike put option: comparison of analytical, PDE and MC solutions. Payoft:

(ek —emny*t

k An. sol. (17.24) PDE MC (s.e.)

Fixed strike lookback call

n=>5
In(90) 1.76898 1.76538 1.76780 (0.01027)
In(92.5) 2.60123 2.59985 2.59989 (0.01175)
In(95) 3.69009 3.68045 3.68881 (0.01296)
In(97.5) 5.05627 5.04561 5.05497 (0.01339)
In(100) 6.69778 6.69775 6.69641 (0.01313)
In(102.5) 9.13606 9.11677 9.13469 (0.01313)
In(105) 11.57433 11.59579 11.57296 (0.01313)
In(107.5) 14.01261 14.03138 14.01124 (0.01313)
In(110) 16.45088 16.47121 16.44951 (0.01313)

n =25
In(90) 2.20212 2.19773 2.20282 (0.01026)
In(92.5) 3.20671 3.20503 3.20793 (0.01104)
In(95) 4.51040 4.49884 4.51154 (0.01117)
In(97.5) 6.14766 6.13472 6.14826 (0.01078)
In(100) 8.12410 8.12401 8.12437 (0.01043)
In(102.5) 10.56238 10.54304 10.56264 (0.01043)
In(105) 13.00065 13.02205 13.00091 (0.01043)
In(107.5) 15.43893 15.45764 15.43919 (0.01043)
In(110) 17.87720 17.89748 17.87746 (0.01043)

n =100
In(90) 2.43091 242611 2.42997 (0.01116)
In(92.5) 3.51807 3.51621 3.51718 (0.01179)
In(95) 491891 4.90647 4.91807 (0.01185)
In(97.5) 6.66689 6.65302 6.66617 (0.01157)
In(100) 8.78048 8.78030 8.77984 (0.01129)
In(102.5) 11.21876 11.19932 11.21812 (0.01129)
In(105) 13.65703 13.67834 13.65639 (0.01129)
In(107.5) 16.09531 16.11392 16.09467 (0.01129)
In(110) 18.53358 18.55376 18.53294 (0.01129)

Parameters: So = 100, o0 = 20%, r = 5%, t;, = 0.5, mg = In(Sp).

do. This is due to the time discretization, a problem that does not present itself for
the other two methods, and to the presence of a discontinuity in the updating con-
dition (17.28) of the PDE. As discussed in the chapter on Basic PDEs, the presence
of discontinuities and the use of a Crank—Nicolson scheme can deteriorate the nu-
merical solution in a neighborhood of the discontinuity point. The problem is clearly
exacerbated as long as we increase the number of monitoring dates and therefore the
frequency at which discontinuities are introduced in the PDE.

In Table 17.2 we price floating strike call options. Numerical results confirm the
quality of the approximation, showing a perfect match up to the third digit, placing
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Table 17.2. Floating strike put option: comparison of analytical, PDE and MC solutions. Pay-
off: (e¥in — e/Mn)

n An. sol. (17.26) PDE MC
Floating strike lookback call
o =0.05
5 3.49103 3.49093 3.49071 (0.00353)
25 3.85405 3.85367 3.85435 (0.00324)
50 3.95357 3.95300 3.95349 (0.00334)
100 4.02721 4.02638 4.02703 (0.00329)
150 4.06071 4.05557 4.06097 (0.00331)
250 4.09485 4.09350 4.09452 (0.00318)
500 4.12976 4.12783 4.12970 (0.00382)
00 4.21636
oc=02
5 9.16679 9.16676 9.16522 (0.01875)
25 10.59311 10.59302 10.59317 (0.01535)
50 10.97201 10.97188 10.97095 (0.01721)
100 11.24949 11.24930 11.24846 (0.01676)
150 11.37495 11.33658 11.37632 (0.01624)
250 11.50235 11.50205 11.50181 (0.01630)
500 11.63214 11.63171 11.63338 (0.01834)
00 11.95198
o =05
5 20.21359 20.21352 20.21004 (0.06078)
25 23.29912 23.29902 23.29767 (0.05099)
50 24.10732 24.10719 24.10148 (0.05641)
100 24.69628 24.69608 24.69325 (0.05603)
150 2496177 24.86390 24.96601 (0.05214)
250 25.23083 25.22973 25.22985 (0.05285)
500 25.50445 25.50104 25.50941 (0.06009)
00 26.17645

Parameters: Sg = 100, » = 0.05, ¢, = 0.5 years, my = In(Sp).

this method between the analytical and the MC algorithms. Table 17.2 illustrates, for
a fixed number of monitoring dates, the way rising volatility determines an increase
in the lookback option price. While the expected value of the terminal spot price is
unaffected by volatility, a higher volatility implies a higher probability of reaching a
smaller minimum and thus a greater value of the floating strike lookback call option.
In this table, we can also appreciate the importance of the discrete formula compared
to the continuous time monitoring result case.

In Fig. 17.4, we show the impact of interest rate over the arbitrage price of a
call option with floating strike and a put option with fixed strike (K = 100). The
remaining parameters are set at So = 100, 0 = 20%, T = 1, N = 5. A higher
interest rate determines a larger positive drift and an increase in the probability that
the minimum coincides with the starting value x of the process. At the same time,
a higher interest rate determines a fall in the option price due to a discounting-related
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Fig. 17.4. Lookback option price vs. interest rate level.

Table 17.3. CPU times: WH and MC solutions. Put payoft: (ek — e )4, mg =1n Sy

Mon dates  Analytical solution PDE Monte Carlo
Time (s)  Price Time (s)  Price Time (s)  Price (s.e.)
10 1.14 7.41906 59.3 7.41901 25.8 7.41961 (0.01288)
50 1.76 8.50299 86.4 8.50287 119.3 8.50296 (0.01214)
100 3.71 8.78048 91.3 8.78030 235.7 8.77984 (0.01129)

Parameters: Sy = 100, 0 =0.2,r =0.05, 1, = 0.5.

effect. Given the structure of payoffs in (17.26) and (17.24), we see that the net result
is a higher price for the floating option and a lower price for the fixed strike option,
as is illustrated in Fig. 17.4.

Finally, Table 17.3 compares the CPU time for pricing fixed strike lookback op-
tions using the analytical solution, Monte Carlo simulation and numerical solution
of the PDE.
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Electrifying the Price of Power”

Key words: electricity prices, simulation, equilibrium models, AR(1) model

In this chapter we explore modeling forward prices for electricity. Power exchanges
provide us with the one-day forward price for one megawatt-hour (MWh) of elec-
tricity for delivery at a specified location. The resulting figure is referred to as the
electricity “day-ahead price”.

Empirical evidence from most power markets across the globe show stylized
patterns of day-ahead price dynamics. Incidentally, these features appear to have no
direct counterpart in other financial security markets. Day-ahead price trajectories
usually display periodical trends, recurrent spikes, sharp mean reversions, and time
dependent volatility. It turns out that all these properties are a direct consequence of
peculiar phenomena featuring the supply and demand sides in the energy commodity
markets. In particular:

1. Almost all existing electricity markets reflect a chronic shortage of power for a
spot delivery due to the limited number of power plants compared to the standing
demand in the economies they serve.

2. The time requirement for increasing production capacity through new power
plants, coupled with scarce incentives to bear the risks of the long term invest-
ments, make the supply curve approximately time invariant.

3. The demand is quite stiff to price variations, yet its dynamics are quite sensitive
to weather conditions.

A typical market instance is depicted in Fig. 18.1.

From the graph, we can see that the equilibrium price can be extremely sensitive
to the variations affecting the demand for immediate use of power. What makes this
issue even more unique is that electricity cannot be stored, or it can be, but to a
very limited extent and at a high cost. This prevents markets from clearing expected

* with Paolo Carta.
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Fig. 18.1. Demand and supply stack function in the ECAR power market.

shocks through cash-and-carry strategies, a fact that explains the recurrence of the
spiky behavior in the price dynamics.

Several papers have investigated power prices. Bhanot (2000), Knittel and
Roberts (2001), Botterud, Bhattacharyya and Ilic (2002), among others, examine the
empirical features of electricity price dynamics. Beamon (1998), Joskow and Kahn
(2001), Stevenson (2001) investigate the formation process of equilibrium prices,
while Manoliu and Tompaidis (2002) adopt a purely econometric approach based
on the Kalman filter. Deng (1999), Barlow (2002), De Jong and Huisman (2002),
Escribano, Pefia and Villaplana (2002), Fiorenzani (2005), Huisman and Mahieu
(2003), and Lucia and Schwartz (2002) propose reduced-form models for the risk
neutral dynamics. In this respect, Roncoroni (2002) proposes a model reproducing
both trajectorial and statistical properties of electricity prices in major US power
markets.

In the present case, we examine the equilibrium model for the day-ahead price
introduced by Hinz (2003), and provide an explicit numerical implementation. In
our model, agents implement trading strategies involving a forward position to meet
supply requirements. The goal is to determine a forward price compatible with the
optimal trading behavior in the market.

Our development of the case is organized as follows: Sect.18.1 introduces the
model for both one-period and multi-period settings. Section 18.2 describes a partic-
ular instance of the multi-period model. Finally, Sect. 18.3 details the corresponding
implementation and reports results of a few numerical experiments to evaluate the
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effect of demand predictability over the regime-switching behavior of price dynam-
ics.

18.1 Problem Statement

18.1.1 The Demand Side

We consider a market where N agents act simultaneously as retailers as well as
producers of electricity. In a one-period setting, we focus on two dates: Tp, which
represents current time, and 77, which indicates the delivery date. In this model,
T1 is set to the day following 7p. As seen from time 7p, the amount of energy éi,
that will be asked for from agent i at time 77, is described by a random variable,
whose distribution is assumed to be given exogenously. At time 77, agent i sells
each unit of energy at a fixed retail price p;. As a result, the sale provides a random
gross revenue

R(0) = p! O;. (18.1)

18.1.2 The Bid Side

Agents can meet their demand in three ways. They may

(1) produce energy at time T7;
(2) buy forward contracts at time Ty for delivery one day later; or
(3) buy energy in the spot market at time 77.

Let us examine each of these opportunities in detail.

Internal Production

Agent i owns power plants delivering an overall generation capacity of c; MWh. The
variable cost per MWh is p!, whereas the general cost for operating the process is a

constant Pif :
Variable Unit Cost = p;,

General Fixed Cost = Pl.f .

Forward Trading

There is a forward market that quotes prices for one-day delivery of one MWh. Our
goal is to provide a model for the equilibrium determination of the quoted day-ahead
price p in a competitive power market. The model assumes that an equilibrium price
p results from the sole interaction of the N market agents described. Moreover, spec-
ulators are not allowed to enter the day-ahead market. At time T, agent i takes a
position in the day-ahead market. He can either buy or sell at the currently quoted
forward price p. A positive (resp. negative) traded quantity ¢; is interpreted as a net
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purchase (resp. sale). Naturally, this quantity cannot exceed the maximal production
level in the rest of the economy C; := > ji €j» 101 can it be lower than the opposite
of his own production capacity c¢; in the period (that is the maximum the agent can
sell):
—i <qi <Cii=)Y cj,
J#
Forward Unit Cost = p.

Spot Trading

Attime T7, agent i can either produce or buy in the spot market any demanded power
units exceeding the forward purchase g;. Production is preferred to buying in the mar-
ket only if the spot price p* exceeds the overall production costs per MWh, namely
p; + Pif /ci. Once production capacity is exhausted, accessing the spot market rep-
resents the only possibility to procure the residual capacity required by customers.

Spot Unit Cost = p°.

However, sometimes the forward purchased capacity g; exceeds the actual demand
Q; at time Tj. In this case, the excess can be sold in the market at a “back-supply
price” p”, which is supposed have an upper bound defined as the smallest variable
unit cost across all production units:

Back-Supply Price = p® < p?, foralli=1,...,N.

18.1.3 The Bid Cost Function

The overall cost P; borne by agent i for meeting a demand level éi is given by the
sum of production, forward and spot purchase costs. Here we have developed three
cases:

Case (a). If demand éi is met by the forward provision g¢;, i.e., é,- < gi, agent
i bears the fixed production cost Pl.f , plus the forward purchase cost pg; paid out
at time Ty, minus the revenue from reselling the residual capacity g; — O, at the
back-supply price p?:

Pi(p.gi. 0i. 7*) = P/ + pgi — p"(qi — On). if Oi < q.
Despite the dependence on p* being fictitious, it is convenient to include it for con-

sistency with the two cases below.

Case (b). If demand éi exceeds the forward provision g;, but can be met by capacity
from internal production (g; < éi < gi +c¢i), the agent then incurs the fixed produc-
tion cost Pif , plus the forward purchase cost pg;, plus the cost of the least expensive
choice of either producing the remaining electricity internally or buying it on the
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market.! The final figure represents the minimum of either the variable production
cost p; or the spot price p*, which is multiplied by the quota of the demand that has
not been met by the forward purchase, i.e., é i —qi. The resulting cost function reads
as follows:

P(p.ai. 0i, i) = P/ + pai +min{p?, 5 }(Qi —q), ifqi < O <qi +ci.

Case (c). If demand éi exceeds the forward provision ¢; plus the maximal capacity
¢; from internal production (g; + ¢; < Q;), the agent bears the fixed production
cost Pl-f , plus the cost of forward purchase done at time T, plus the minimum value
between the variable production cost p? and the spot purchase cost p* over the entire
generating capacity c;, plus the spot purchase cost p° over the residual requested

capacity Q; — (gi + ¢;):
P(p. i, 0i, ) = P/ +pai+min{pl, 5*}ei+ 5 (i —qi—c),  if gi+ci < Oi.

The resulting overall cost function reads as

P(p.qi. 01, 7*) = P/ + pai — p(qi — Oi)4 + min{p?, p*} min{(Q; — g;)+. ci)
+p(Qi —qi —ci)+ (18.2)

for all é,' > 0. Here (x)4 denotes the maximum between x and 0. Combining formu-
lae (18.1) and (18.2), we obtain an expression for the Profit and Loss (P&L) function
for agent i:

Gi(p, qi, Qi, p°) = R(0:) — Pi(p, qi, Oi, p*)
= pf Oi +pP(gi — 0+ — P,ff — Pgi
—min{p{, p*} min{(Q; — gi)4.ci} — p*(Qi —qi —ci)+-
Notice that this quantity depends on four key variables:

(1) the day-ahead price p prevailing in the market today;

(2) the position g; taken by agent i in the day-ahead market today;
(3) the demand of electricity Q; tomorrow; and

(4) the spot price p°® of electricity tomorrow.

The first of these quantities is determined at time Ty by the joint interaction of the
market participants. The second term is a control variable for agent i, while the third
and the fourth variables are random as seen from current time Ty. Notice that the
gain function G is a concave function with respect to the control variable g;, a key
property for the agent’s optimization program. Table 18.1 reports the set of model
variables and parameters.

L1t pV < p’, the internal production is preferred to a spot market purchase; if p* < pv,
a procurement cost in the open market is lower than internal production and the residual
capacity is procured in the spot market. Notice that general costs are borne by the agent in
any case.
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Table 18.1. Model variables and parameters

Symbol Quantity Nature
qi Forward purchase by agent i Control
¢ Production capacity of agent i Fixed
é i Demand for agent i Random
pi Retail unit price Fixed
p Day-ahead forward price Random
P Spot market price Random
pb Back-supply price Fixed

I Variable unit cost of production Fixed
Pl.f General cost of production Fixed

18.1.4 The Bid Strategy

We summarize the model as follows. The market behavior results from the interac-
tion of N retailer-producers. Each agent is characterized by a production capacity
ci, a fixed operational cost Pl.f , a variable unit cost of production pl?’, and a retail
price p;. The next day, each agent faces a random demand 0 to be met by filling
any gap with respect to the energy capacity procured in the day-ahead market one
day before. The agent then makes a decision about the proper mix of internal power
generation, forward market intervention, and trading in the spot market based on the
random behavior of demand Q;, the spot price p®, the currently quoted day-ahead
price p, and the other parameters fixed by the market. The agent’s goal is to select
gi in such a way that the expected utility from the resulting net gain is maximized
under market clearing conditions. Let us put this informal reasoning into a precise
statement.

A market equilibrium is defined as a selection of day-ahead market purchases
(g)1<i<n for all agents, and a unique forward price p* such that each agent i max-
imizes his expected utility

Ui(p, qi) = E[Ui(Gi(p, gi, -, )]
under market clearing conditions
qi* € [_Cia Ci]a
N
0= qu-*.
i=1

Hinz (2003) shows that an equilibrium day-ahead price exists in the interval between
the back-supply price p? and the highest possible spot price defined as the supremum
sup p* < oo, provided that

P(Qi €1g,41, p* > p}) >0, forall g €(0,4) andalli =1,...,N.

The uniqueness of this equilibrium point is an open question to date.
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18.1.5 A Multi-Period Extension

A multi-period model is a sequence of single period models. The random input is a
(1 4+ N)-valued stochastic process, 7 (n) = (p*(n), él n),..., QN(n))nzl, where
p*(n) is the spot price of energy at time n, and éi (n) is the capacity demanded to
agent i at the same time. Let F7 := (f,’;’ )n>1 be the informational flow generated
by observing the process 7. An equilibrium is defined as an F”-adapted process
(p*(n),q{(n), ..., q3(n))y=1 of a day-ahead price and individual net purchases in
zero net supply (i.e., 0 = ZIN=1 g7 (n) for n > 1), such that each pair (p*, g;*(n))
maximizes the ith agent expected utility at all times » > 1 given all market informa-
tion available one time step before:

(P*.qf ) =arg  max  E[U;(Gi(p.qi. )IF(n = D],
p=0.gi€[—ci,Ci]
fori = 1,..., N, n > 1. Maximization is intended path by path, i.e., for each
sample w.

Finally, we wish to underline the most restrictive feature of this multiperiod ex-
tension. The above model assumes that agents take a one-day horizon in their deci-
sion making process. In particular, market prices are irrespective of expectations by
market participants that go beyond the delivery day of the traded security. A truly
multiperiod extension ought to take a comprehensive view about the impact of daily
decisions over the entire performance in the examined period. This would eventually
lead to a much more complex stochastic optimal control problem. The present setting
can be seen as an approximate solution of this issue.

18.2 Solution Methodology

We consider a multiperiod model where all agents are essentially the same and both
the spot price and demand are statistically independent. For the sake of clarity, we
shall proceed through steps.

e Model setting All agents share common variable cost p?, fixed cost P/, pro-
duction capacity c, utility function U, and conditional distribution of electricity
demand. These assumptions translate into the following set of conditions:

pi =pj=p"
p/ =P/ =P’
Ci=¢Cj=¢,

Uitx) = Uj(x) = U(x), ~
Oimlr(n—1) =Qjma(n—1)=Qm)|7r(n —1),

for all i,j = 1,..., N. Notice that demands éi(n) and~§j (n) may assume
different values although their conditional distributions Q;(n)|7(n — 1) and
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Qj (n)| (n — 1) match. As long as the symbol é(n)|ﬁ(n — 1) denotes the com-
mon distribution, computatlons involving this latter are written with respect to
a fictitious random variable Q(n) which may be identified with any of the two
demand variables Q (n) and Q j(n). The spot price p* is statlstlcally indepen-
dent of the power demand Q,, it exceeds the variable unit cost p¥ with positive
probability, and it is also bounded from above by a constant with unit probability.
Finally, the conditional distribution IP’(Q (n) > c|t(n — 1)) is normal.
Equilibrium price dynamics It can be proved that the equilibrium price reads
as

p*m) = p' —E[(p" - p'(n + D), ]
+E[(A n+1) = p"), JP(Qn + 1) = cl ().  (18.3)

where (y)4 := max{0, y}. These dynamics write as

pr(n) — ay

=P(0(n+ 1) > cl7 (m)), (18.4)
b, —ay,

where the random sequences @, and b, are defined by

an = p' —E[(p* = p'(n+1)_], (18.5)
by=p" —E[(p" = '+ D), J+E[(Fn+ 1) —p"),]. (18.6)

Since P is a probability, it takes value between 0 and 1, and expression (18.4)
shows that the day-ahead price p*(n) ranges in the interval [a,, l;,,].

Price distribution It is supposed that we can monotonically transform the un-
conditional and conditional demand distributions in a way that the resulting pair
is jointly Gaussian. Specifically, we assume there is a strictly increasing function
f defined on the positive real axis such that the pair

(£(Q(m + D). E[f(Qn + D)7 (1))

is normally distributed. It can be shown that the relative equilibrium day-ahead
price p*(n) in equation (18.4) reads as

— % p* - al’l
pr(n) = ———— = @o,1(M(n)), (18.7)
b, —ay,
where @, ;> is the cumulative normal distribution with a mean p and variance
o2, and M (n) is a Gaussian variable defined by
E[f(Q(n 4+ 1)|7(n)] —
Mn) = [fiQ(n + D)l ()] fE,C) . (18.8)
VVar€L£ (B (n + D)7 ()] — (O + 1))

This quantity describes the power demand dynamics as rescaled according to the
function f. Simple computations lead to the relative price distribution
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Py 02 (P 1 (X))

Foron () =
i $0.1(@; | ()

10,1)(x), (18.9)

where ¢, > is the normal probability density function with a mean x and vari-
ance o2, un = E(M(n)), and U,% =Var(M (n)).

Combining expressions (18.7) and (18.9), we see that the probability density
function of the equilibrium day-ahead price p* is

Soray(x) = Jiron (X _ n)/(bn = a")), for all x € [a,, 15,,].

n — dn

The limit distribution as the equilibrium price approaches the boundary of the domain

[a,, b,], reads as

{oo ifo? > 1,

gt T @ L fpn () 0 ifo?<l.

x—ay x—by,
This shows that the asymptotic regime switching is driven by the demand predictabil-
ity.
The last ingredient for obtaining an explicit price distribution is a probability
distribution for the electricity spot price p*(n + 1).

18.3 Implementation and Experimental Results

To implement the price model (18.3), we need explicit dynamics for the spot price
p* and the demand processes Q;.
In order to have realistic spot price dynamics, we consider a simple mean revert-
ing model
_du
S dt
where W is a standard Brownian motion, and the trend function is given by

dp’ +0(u@) — p*)dt + 0, dW (1), (18.10)

u(t) = q — cos(wt).

Here ¢ = 2.3 is a constant value and v = 21/250 is the trend frequency. In our
experiment, the initial spot price was set to p*(0) = 0.8, and the instantaneous
volatility is o, = 0.5. The spot price dynamics (18.10) can be solved in closed form,
and boundaries &, and b, can be computed through formulae (18.5) and (18.6). We
consider a demand process éi to be driven by the joint effect of a common state
variable x, following a simple AR(1) process

x(n+1)=Ax(n)+ Bv(n+1),

and a random walk w; which is idiosyncratic to the ith agent:
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0i(n +1) = Eexp(Cx(n) + D (n + 1)).

In these formulae, both v and the w;’s are independent standard Gaussian variables,
constants A, B, C, D, and E are positive, and |A| < 1. The latter condition ensures
that the variance of the process is well defined as a positive real number. Letting
f = In, we have that f(Q;(n+1)) = InE + Cx(n) + Dw;(n+ 1) and E[ £(Q; (n +
))|7r(m)] =InE + Cx(n). _ _

~ Cq{lsequently, vector (f(Q(n+ 1)), E[f(Q(n + 1))|m(n)]) is Gaussian for any
0 = Q;. Plugging these expressions into formula (18.8), we get to

InE + Cx(n) —Inc Cx(n) +In(E/c)
M) = = .
V' Var(—Dw; (n + 1)) D

Process M (n) can be interpreted as power demand in log scale. This process is sta-
tionary, with moments

log(E
p =B = EE,
C*B?
2 _ _
o“ = Var(M(n)) = D1 A%

Constants C and D drive the demand predictability: the greater (resp. lower) the
value of D (resp. E), the more precise the demand forecast.

We performed numerical experiments under low demand predictability (i.e.,
o2 > 1) and high demand predictability (i.e., 0> < 1). Let constants C = B =
E = 1 be fixed throughout, and set ¢ = 1.5 > E, meaning that a large part of
demand is met with in-house production.

In the low predictability case, we fixed D = 2.5, and obtained o2 ~ 1.64.
Figure 18.2 exhibits a sample log-scaled demand path (M (n),n =1, ..., 500), and
the corresponding relative price path (®g (M (n)),n =1, ..., 500).

We see that prices vary rather wildly, and sometimes agents accept to pay prices
near to the upper bound by. Indeed, low predictability can be interpreted as an ex-
pectation of power shortage. Notice that the relative price path displays the same
properties as those exhibited by the log-scaled demand path. Figure 18.3 plots the
(stationary) density function g,(x) in equation (18.9). In the high predictability
case, we set D = 5 and got o> ~ 0.41. Figure 18.4 reports a sample log-scaled
demand path (M(n),n = 1,...,500), and the corresponding relative price path
(®o,1(M(n)),n=1,...,500).

In contrast with the previous case, here there is an increased tendency for prices
to jump upward. Again, both demand and price fluctuations are rather similar in
their behavior. Figure 18.5 shows the density function g,(x) in this case. Finally,
we sampled the spot price process according to equation (18.10). Combining paths
p*(n),an), b(n), @p,1(M(n)) in formula (18.3) we derive a forward price trajectory
(p*(n),n = 1,...,500). Figure 18.6 exhibits these samples for the high and low
predictable cases.
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Fig. 18.2. Logarithmic demand path (red line) and the corresponding relative price path (blue
line) under low predictability.

Fig. 18.3. Stationary density function.
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Fig. 18.4. Logarithmic demand path (red line) and the corresponding relative price path (blue
line) under high predictability.

Fig. 18.5. Density function of gj,.
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Fig. 18.6. Sample spot price dynamics under high (solid line) and low (dotted line) predictabil-
ity. Upper and lower boundaries are depicted as smoothed solid lines.






19

A Sparkling Option”

Key words: energy prices, simulation, jump-diffusions, real options

19.1 Problem Statement

As a consequence of deregulation in the electricity market, a large number of utilities
and producers in many European countries have become increasingly exposed to the
risks of volatile energy prices. In this context, we consider the problem of dispatching
a power generation unit on the basis of prevailing electricity and gas spot prices.

When quoted in open markets, electricity prices are often set hourly with price
differences that can reach up to 40 times the opening level. These extreme fluctu-
ations reflect the increasing marginal costs of production following demand peaks
concentrated at some point in the day. Power markets are, in fact, day-ahead markets
where producers and consumers place, respectively, their bids and orders. Equilib-
rium comes from the intersection between the electricity supply and demand. How-
ever, for different reasons such as seasonality, unexpected outages, problems in trans-
mission and non-storability, there is a large probability of a short term disequilibrium
between demand and supply sides. The demand curve is quite inelastic in the short-
term, and shocks on the demand side (e.g., California during summer 2000, NordPool
during the Lillehammer Winter Olympics, and Italy during summer 2003) or in the
supply side can lead to huge upward price movements.

Nonstorability of electricity units does not allow a straightforward application of
arbitrage pricing theory commonly used in stock and bond markets. Moreover, the
characteristics of mean reversion, seasonality, and presence of spikes that commonly
affect electricity and gas prices have forced researchers in the field to consider new

* with Mariano Biondelli, Enrico Michelotti and Marco Tarenghi.
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stochastic processes for the purpose of describing the random dynamics of energy
prices and evaluating energy derivatives.

This case-study describes and implements a method to value a power generation
unit using a real options approach and the notion of a spark spread. This methodol-
ogy has been adopted by Gardner and Zhuang (2000), Hsu (1998) and Deng, John-
son and Sogomonian (1999), among others. Benth and Saltyte-Benth (2006) study
the approximation of spark spread option prices. The spark spread has developed in
energy markets as an intermarket spread between electricity and natural gas. This
spread is of interest because it determines the economic value of generation assets
that are used to transform gas into electricity. The spark spread measures the dif-
ference between the costs of operating a gas-powered generation unit, given by the
natural gas price, and the revenues from selling power at the market price. In day-to-
day running, the plant operator generally consumes a particular gas unit only if the
electricity spot price is greater than the cost of generating that unit. If the generation
profit is negative, it would be unreasonable to burn a valuable commodity such as
gas to obtain a low-valued product such as electricity. One would instead sell gas
in the market, buy power, and stop running the plant. As it is clearly explained in
Fiorenzani (2006c), the flexibility of turning the plant on and off, based on market
prices, represents a real option for the asset owner.

The amount of natural gas that a gas-powered plant requires to generate a given
amount of electricity depends on the asset’s efficiency. This figure is represented
by a heat rate Hr which is defined as the number of British Thermal Units (Btu)
according to the Anglo-Saxon measurement standard (or cubic meters m> according
to the decimal metric measurement system) required to produce one megawatthour
MWh of electricity. If the heat rate is measured in Btu/kWh then a normal heat rate
ranges between 8,000 and 12,000. The lower the heat rate, the more efficient the
power plant.

Nowadays, the best heat rates are around 6,000. This performance can be
achieved by means of Combined Cycle Gas Turbine (CCGT) plants or with cogener-
ation plants. CCGTs represent a relatively new standard for power plants. Turbines
exhibit a series of major advantages with respect to previous plants, and are grad-
ually replacing oil-based plants. Their primary feature is a high return per fuel unit
(about 35%), although it can vary depending on the size of the generating unit. For
instance, a unit dispatching 120 MWh has an efficiency rate around 32%, whereas a
250 MWh unit delivers a 38% return. Second, compared to the traditional oil burn-
ing plants, these new plants reduce the environmental pollution quite significantly.
Finally, CCGT units are more effective in terms of ramp-up times (about 3 hours),
and consequently can better manage peaks and congestion problems. Indeed, CCGT
plants are rather insensitive to unexpected changes in the demand side and can be
used with no interruption.

From the heat rate, we can infer whether a power plant is a baseload or a peakload
unit, namely one that is exclusively employed to manage periods of high demand.
A plant with a heat rate greater than 10 MMBtu/MWh is commonly considered a
peakload unit. Moreover, a plant operator that uses natural gas should run the gener-
ation unit if it is worthwhile to do so, meaning that:



19.1 Problem Statement 443

Power Spot Price > Operating Hr x Natural Gas Spot Price.
The spark spread is then given by:
Spark Spread = Power Spot Price — Operating Hr x Natural Gas Spot Price.

When the spark spread is positive, the plant is run, and an operating profit is earned.
When the spark spread is negative, the plant is shut down. The plant owner then
makes a profit by selling natural gas and buying power in the market (instead of
burning valuable gas to produce low priced electricity). We model the profit of a
CCGT as an option with a payoff

7 = max{E — Hr x G, 0}, (19.1)

where 7 denotes the profit per MWh, G is the spot price of gas, E represents the
spot price of electricity, and Hr is the heat rate expressed in gas units per MWh.

We now introduce the concept of Market Heat Rate (MHr). This quantity is given
by the ratio between the quoted prices of electricity and gas, namely:

E
MHr = —.
G
Equation (19.1) can be recast as follows:
E
T = max{(a — Hr) x G, O} = max{(MHr — Hr) x G, 0}. (19.2)

This expression sheds light on the financial interpretation of a plant as an option:
the market heat rate represents the underlying asset and the operating heat rate is the
strike price. When the power plant is in-the-money, the market heat rate is above the
heat rate of the plant. An operator can take advantage of this situation and exercise
the option by selling power and buying gas at the market spot price. Conversely, if
the market heat rate goes below the operating heat rate, the operator shuts the plant
down without incurring into any loss.

The analogy between a power plant and a financial option turns the problem
of evaluating a power plant into the one of pricing a strip of spark spread options
(Fiorenzani (2006a)). In other words, the gas power plant is seen as a portfolio of
call options written on gas and electricity spot prices. Consequently, the power plant
value can be computed as the expected discounted payoff of spark spread options.
This approach ought to be preferred to the standard Net Present Value NPV, which
systematically underestimates the value of the plant by skipping the underlying op-
tion.!

The remainder of the chapter is structured as follows. Section 19.2 presents the
structure of the pricing procedure. In particular, we specify stochastic processes de-
scribing the random evolution of natural gas and electricity spot prices. Section 19.3
details the calibration procedure to fit models to market data. Section 19.4 evaluates
a plant using Monte Carlo simulation over a ten-year horizon.

! We assume that the market is complete and refer to Fiorenzani (2006b) for a relaxation of
this hypothesis in the present valuation context.
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19.2 Model and Solution Methodology

The arbitrage valuation of spread options requires one to specify models for the
random behavior of the underlying assets. In the case of a spark spread, these are
the price processes for natural gas and electricity, i.e., the input and, respectively, the
output of the plant.

Figure 19.1 offers a seven-year gas price path in the natural logarithmic scale
as quoted in the New York Gate market at Nymex (source: Bloomberg). The period
ranges from January 1996 to December 2002. Following Schwartz (1997), we model
the logarithmic price dynamics using a mean reverting process with linear trend and
constant volatility:

d(nG (1)) = [ué(1) — I G(1)]dt + o dWE(). (19.3)

Here G () is the time ¢ gas price, parameter 6 measures the speed of reversion per
unit of deviation from the linear trend u8(¢) = o + ft, and o represents the volatility
of the instantaneous log-price variation. As it is customary with this kind of model,
We is a standard Brownian motion driving unexpected price shocks.

The model can be estimated by maximum likelihood as in Greene (2002). The
log-likelihood function can be computed by discretizing the process (19.3) through
the Euler method and solving for the log-price:

NGt + A1) = InG (1) + 6(u8(1) — In G (1)) At + o/ Are ().

Here £(¢) is a random draw from a standard normal distribution A/ (0, 1). The result-
ing variable has a normal conditional distribution given by

InG@ + AD|G () ~ N(m(@), v(t)),
where

m(t) =InG@t) 4+ 6(uB(r) — InG(1))At,
v(t) = o 2At.

By setting Ar = 1/250, we obtain the following expression for the log-likelihood
function with daily observations

I K[ G@) — m@)?
ln£———2[ o)

1 1
3 i| -3 In(v(t;)) — 3 In2m. (19.4)

i=1

Maximizing this quantity with respect to parameters «, 8, 6 and o, we get to a
statistically estimated model for the gas price dynamics.

Turning to electricity prices, any good model should reproduce three empirical
features displayed by power price dynamics, namely:

e A mean reversion towards a seasonal trend;
e Unexpected price oscillations;
e Recurrent spikes.
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Fig. 19.1. The log-price of natural gas quoted at the NY Gate market during the period
1996-2002.
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Fig. 19.2. Logarithmic spot prices of electricity recorded at the PJM power market during the
period 1996-2002.

These latter are defined as large upward moves followed by a sudden recovery back
to a normal price level. Figure 19.2 shows the historical path followed by electricity
spot prices (in a natural logarithmic scale) between 1996 and 2002 in the PJM power
market. All spikes cluster around the warm season. We remark that seasonality has
been unaffected by the turbulent behavior displayed by the PJM market in more
recent years. The price path for the PJM is quite similar to those observable at other
US power markets.

The above mentioned features can be accommodated by using the spot price
model introduced in Roncoroni (2002) and furtherly developed by Geman and Ron-



446 19 A Sparkling Option

coroni (2006).> This is a Markov jump-diffusion process that has been proven to
properly fit several US market data sets in terms of path properties and descriptive
statistics. The model assumes that the natural logarithm of power price dynamics are
described by a stochastic differential equation

dE(1) = [uS@) + 91 (n°() — E(t7))]dt +0°dW(t) + h(E(t™)) dJ (1), (19.5)

where ©® denotes the price trend function, ¢is the mean reversion speed, and o®
is a constant instantaneous volatility. Brownian motion W€ is assumed to be corre-
lated to the Brownian motion W# driving gas price dynamics according to a constant
coefficient p, i.e., E(dW°¢dW?8) = pdt.

The price trend is represented by a mixed linear—sinusoidal function

ue(@) = u(t; o, B,y,6,8,0) =a+ Bt + ycos(e + 2mr) + 8 cos(¢ + 4mr),

where « represents a fixed cost linked to the production of electricity, 8 takes into
account a linear trend in time, and the other two terms indicate respectively an annual
and a semi-annual seasonality component.

The last term in equation (19.5) represents the discontinuous part of the model
featuring price spikes. This effect is characterized by three quantities defining oc-
currence, direction, and size of jumps. The function / defines a switch for the jump
direction: U ED )

_ +1 ifE@) <u@)+ A,
h(E@) = { 1 fE() > pft) + A,

according to whether the electricity price lies below or above a threshold defined as
a constant spread A over the mean trend ©°. In other words, if the price is below the
threshold ©°(¢) + A, any upcoming jump is upward directed. If the price is above
the threshold, jumps can only move downward. Moreover, we assume that when
the price is above the threshold, then a downward directed jump immediately occurs.
This way of modelling jumps is due to the fact that extremely high prices are singular
and the market immediately reverts back to reasonable values. A process exibiting a
strong mean reversion is not appropriate for explaining the fast negative movements
from spiky to normal regime. The process J is a compound Poisson, defined as

N(t)

J(t) = ZJ,-.
i=1

The counting process N enumerates jumps occurring over any time interval [0, T].
An intensity function

2
1e) =92 x [1 + [sin[r(r — T)/k]| l}

steers the jump occurrence once a year (k = 1) with a peak during the summertime
(r = 1/2). The expected maximum number of jumps per year is represented by the

2 See also Benth et al. (2007).
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Fig. 19.3. The jump intensity function used to generate the spikes.

constant parameter v, which is to be estimated. Figure 19.3 reports the graph of the
selected intensity function. Jump sizes are modelled by a sequence of independent
and identically distributed truncated exponential variables with density

1936_193)‘
p(Ji €dx; 93, ¢) = m

for 0 < x < . Here 93 is a constant parameter to be calibrated and i represents
the maximum size of absolute price changes in the natural logarithmic scale.

In order to reflect the seasonal pattern followed by unexpected small market
shocks, we introduce a slight modification to the model described above, and replace
the constant volatility with the time dependent function.’

02(t) = of +acos*(nt + b). (19.6)

Futhermore, a realistic evaluation of the plant should take into account the fact that in
general the gas and electricity processes are correlated. We estimate the correlation
between the standardized residuals in the two processes as obtained by filtering the
trend out of the series of the log-prices (series without jumps). To separate the jump
component from the diffusion part of the process, we introduce a threshold parame-
ter I": a price variation larger than I” is due to a jump, whereas a smaller variation
is explained by the diffusion part of the electricity price process. From this analy-
sis, we obtain a correlation estimate of p = 0.1912. Then, the two processes are

3 Cartea and Figueroa (2005) provide an alternative method to estimate a time-varying
volatility.
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generated in the following way. Let €1 and &> be two independent standard normal
random variables. The Brownian innovations dW¢ and dW¢ in the electricity and gas
processes are then obtained as:

o dwe 20’181«/5, (19.7)
02 dWe = o3 (pe; + /1 — pzsz)ﬁ, )

so that o1 dW¢ ~ N (0, 012 dr), oo dW8 ~ N (0, 022 dt) and Cor(oy dW¢, oo dWE) =
poo7 dt, as is required. Equations (19.7) are the Cholesky decomposition generating
correlated normal variates using two independent standard normal variables.

In summary, we can generate simulated paths for gas and electricity prices and
then evaluate a power plant by formula:

n
Power Unit Value = Z Eo(e™""m;), (19.8)
i—1

where #; runs over all days the plant is on and 7; is the profit (that is positive or
zero according to the value of the spark spread) generated by a running plant at time
t;. In the equation above, r; denotes the continuously compounded risk-free rate of
interest for maturity #;. For the sake of simplicity, we assume that interest rates are
statistically independent from the process driving energy prices and write:

n n
Power Unit Value = ZIEO(e_”’")EO(m) = Z P(0, 1) Eo(m;), (19.9)

i=1 i=1

where P (0, t;) denotes the current discount factor for a maturity #; as can be obtained
from the US interest rate curve. Quotations for certain maturities up to 10 years are
recorded on the Bloomberg system, while the others can be inferred by interpolation
between the observed numbers. Following a suggestion provided to us by a prac-
titioner working in the energy sector, we adopt a conservative view and add a 4%
premium to this structure.

In order to produce an even more realistic valuation of the plant, in a second
simulation exercise we have taken into account the hourly profile in electricity spot
price dynamics and the costs for turning the plant on and off. We now discuss about
these aspects and the way we have included them in a simulation exercise.

The day-ahead market provides a schedule for electricity prices for each hour of
the following day. We have built a hypothetical schedule curve as follows. First, we
consider hourly prices over one year. Next, for each hour in the day, we compute the
average price over the whole data set. Finally, we normalize these average prices by
dividing each average value by the maximum price. The resulting number that cor-
responds to an hour i is denoted by p;. Figure 19.4 displays the normalized averages
for all 24 hours. We then simulate prices on a hourly basis as

pi = pi + oi€;,

where o; is the standard deviation corresponding to the ith hour and ¢; denotes a
standard normal sample. The hourly price schedule is obtained as
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for each hour i, where ppeak is a simulated peak price.

A further aspect in the evaluation process is related to the activation costs of the
plant. The ramp-up time defines the required period for a power plant to producing
electricity at its maximum level of efficiency. We assume that during the ramp-up
time, which takes approximately one to two hours on average, the plant consumes a
half of the gas required under normal conditions. We also include a fixed cost that
does not affect the dispatch schedule, but enters into the valuation process of the
plant.

The joint consideration of a spark spread and the activation/disconnection costs
defines the opportunity to turn a plant on. Consider the following two cases:

(a) Turning the plant on is not a viable option in presence of an excessively low
spark spread;

(b) A loss resulting from a negative spread can be smaller than the costs due to
turning the plant off.

In the first case, the power plant should be left off even if the spark spread is posi-
tive. In the second case, the plant should be run even if the spread is negative. The
problem of activating/disconnecting a plant should be tackled using a stochastic op-
timization model. To facilitate the implementation, we decided to simplify the prob-
lem by dividing the time period in alternating subperiods of positive and negative
spark-spreads. For each subperiod, we compare the loss due to a negative spread to
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the resuming costs and select the lowest between the two. This number is further
compared to the revenues that would be obtained by turning the turbine on whenever
the spread is positive during the following period: if revenues are smaller, the plant
is switched off; if the revenues are greater, the plant is turned on. Furthermore, if the
activating costs are greater than the loss due to a negative spread, then the plant is
kept running since one would prefer losing money by producing and selling electric-
ity rather than stopping the production and restarting it later. This algorithm needs
not be optimal, yet it provides a better solution than the straightforward strategy con-
sisting of considering a spark spread option for each period separately.

19.3 Implementation and Algorithm

We calibrated the model on a data set including 1,750 daily observations obtained

from the Bloomberg system. The period spans seven years, from January 1996 to

December 2002. Data refer to electricity prices quoted at the PJM (Pennsylvania—

New Jersey—Maryland) market and natural gas prices exhibited at the New York

Gate, which is the largest natural gas utility for the area of New York City.
Calibration involves the:

1. Estimation of parameters in the gas price process by maximum likelihood (eq.
(19.4));

2. Estimation of the electricity price process using a method proposed in Roncoroni
(2002) and consisting of:
(a) estimating the trend by Ordinary Least Squares (OLS);
(b) disentangling normal and jump regimes in order to estimate I", ¥ and 93;
(c) estimating the mean reversion force 1 and volatility related parameters 002,

a, b by maximum likelihood.

Estimates of the gas price process are reported in Table 19.1. The maximization of
the likehood function has been performed using the Excel solver. As for the elec-
tricity price process, we first estimated the linear trend by OLS using EViews. This
estimation is relative to the original data bounded from above by the 90-percentile
of the sample price distribution. We filtered out of the series all the data exceeding
this threshold, then pooled the residual data into a single 1-year period and averaged
the seven numbers corresponding to each day. Finally, we estimated the periodic part
of the trend using a Nonlinear Least Square procedure on this filtered data set. The
trend component is shown in Fig. 19.5, together with the observed price path and

Table 19.1. Parameters for the natural gas price process

o Average level 0.939152
B Linear growth 0.063992
0 Mean reversion force 4.4524
o2 Instantaneous variance 1.3150
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Fig. 19.5. Estimated electricity price trend.

the corresponding residuals. This graph clearly shows a small positive trend and a
double periodic component. Moreover, there are two maxima during the year, one in
summertime and a smaller one occurring in wintertime.

To disentangle normal and jump regimes, we separated each price variation into
a continuous and a jump component as follows: all price variations greater than a
threshold I" are considered jumps; the residual variations are intended as stemming
from the continuous part of the process. To select a proper I", we calibrated the model
assuming different values for I" (chosen as a percentile of the sample distribution of
the daily price variations) and take the value that provides the best result in terms
of moment matching and price properties of the resulting dynamics. In the present
context, the 97-percentile is the optimal choice. This number corresponds to 7.57
jumps per year on average, which is a realistic figure in our view. We thus filtered
the whole data set according to this choice and estimated the parameters related to
the jump component. We detected the maximum jump size ¢ and the average jump
size and then used these two values to estimate the value of the parameter 3. Since
the jump sizes are assumed to be i.i.d. random variates with a common distribution
given by a truncated exponential, the expected value of such a distribution is

1 1 1\
E(J;) = H——M[l% - (w + ﬂ_a)e M}. (19.10)

This formula defines 3 implicitly. We used the Excel Solver to estimate 93 using the
sample mean, which, for this distribution, coincides with the Maximum Likelihood
estimate.

To find ¥, we first computed the interarrival times between two jumps, then
we found a mean interarrival time weighed according to the normalized intensity
function 2(1 + | sin[n(t — 1)/ k]|)_1 — 1, and finally estimated ¥, as the inverse of
the resulting average interarrival time. The mean reversion force ) and parameters
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Table 19.2. Estimated parameters for the electricity price process

r Jump size threshold 0.563521
o Average level 3.167108
B Linear growth 0.053377
y Yearly trend —0.084373
e Yearly shift —0.374401
8 6-months trend 0.055531
S 6-months shift —0.390401
A Jump-regime level 1.65

v Maximum jump size 1.739186
K Jump periodicity 1

T Jump time shift 0.5

ag Constant variance 9.369858
a Size of variance oscillations —7.069798
b Yearly variance shift —0.278851
Al Mean reversion force 32.04205
%) Mean expected number of jumps 8.450

3 1/average observed jump size 0.094438

002, a, and b can be estimated using maximum likelihood on the data filtered by

the 97-percentile. The conditional transition density function of the electricity price
increment is normal, with mean and variance given by equation (19.6). We noticed
that the phase in the cosine for the variance is fairly similar to the phase for the annual
seasonality in the trend. This fact indicates that in periods of high electricity demand,
daily price variations are larger than in quiet periods. Finally, in order to estimate A,
we observe that higher values correspond to higher electricity price levels during high
demand periods. Conversely, the smaller the value of A, the sooner a downward jump
makes the price revert back to normal level. In order to reproduce these effects, we
set A equal to one half of the range spanned by the log-prices data set. The estimates
of the electricity process are reported in Table 19.2. Once the parameter set has been
estimated, it is possible to perform the numerical simulation evaluating the power
plant. We wrote a MATLAB® code which simulates a random path of the processes
described in (19.3) and (19.5).
The simulation consists of the following steps:

1. Simulate a random path for electricity and gas prices and then, for a given
heat rate, compute the spark spread for each day in the simulation period (the
MATLAB® codes involved are el _pat h. mand gas_pat h. m.

2. Discount the daily power plant pay-off using an appropriate discount factor,
eventually corrected by a market risk premium (MATLAB® function si nul _
spark. m.

3. Repeat steps 1 and 2 about 10,000 times and compute mean value and the stan-
dard error of the simulated figures (MATLAB® code is pl ant _eval . m.



19.4 Results and Comments 453

If instead we are interested in a valuation on a hourly basis, we may proceed as
follows:

1. Steps 1 and 2 as above.

2. Determine the random hourly curve for electricity price by making a pertur-
bation of the average hourly curve derived from market data (using the script
shock. m.

3. Compute the hourly spark spread using the script Si mul _spar k_hour . m(for
the sake of simplicity, we assumed that the gas price remains constant during the
day).

4. Detect the hours the plant must be turned on (or kept active) and those it must
be switched off (or kept inactive) in order to maximize revenues (or minimize
costs); to this aim, we have taken into account the cost structure of the plant
(using the code act i vati on. m.

5. Discount the positive (and sometimes negative) values of the spark spread using
a discount factor corrected for the risk premium in the energy sector (running
the script pl ant _eval _hour. m.

The remaining codes are called by the main codes cited above and need to be in-
cluded for correct initialization and evaluation processes.

To simulate the jump component in (19.5), we sampled jump times from an ex-
ponential distribution with parameter v; for each jump time candidate tx, we then
applied an acceptance-rejection scheme consisting of drawing a uniformly distrib-
uted sample Uy and accepting ti provided that Ur < (7).

Figure 19.6 displays a sample trajectory for the gas price over a 7-year period in
the natural log-scale. Figure 19.7 shows a sample path for the electricity price over
the same period. Notice that both price paths present qualitative features similar to
those exhibited by the empirical processes in the market.

19.4 Results and Comments

The expected value in (19.9) has been estimated by Monte Carlo over 10,000 sim-
ulations. Table 19.3 reports the value of the plant using different heat rates, namely
6, 8, 10, and 12. As one would expect, a soaring heat rate is followed by a falling
proportion of the time spent under activity. The plant thus becomes peakload. The
results we obtained are consistent with our expectations. In particular, by reducing
plant efficiency, the value of the plant decreases. With a heat rate equal to 12, the
unit becomes active only for one third of the time. However, in reality even a turbine
with a heat rate equal to 6 is not activated for 82% of the time.

In order to produce an even more realistic valuation of the plant, a second simu-
lation exercise takes into account the hourly profile in electricity spot prices and the
costs of activating and disconnecting the power plant.

Table 19.4 reports the values of two plants with different heat rates and ramp-
up times corresponding to one and two hours, respectively. For instance, if the heat
rate equals 8, the plant value goes from $759,768 in the case of no ramp-up time
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Fig. 19.7. Simulated path for the electricity price.

to $454,490 under the assumption of a 2-hour ramp-up time, that is to say, an ad-
justment of 40% of the initial value. Moreover, considering these costs results in an
activation frequency more in line with actual percentages. Standard errors for the
estimated plant values are indicated within round brackets.

The valuation procedure discussed above is computationally intensive. After de-
voting a particular attention to the matrix-based programming framework in
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Table 19.3. Value of a power plant under varying heat rates

Heat rate Plant value Standard Frequency of
(MWh/MMBtu) ($/MWh) error activation (%)
6 1,064,232 11.06% 81.98
8 759,768 14.33% 63.39
10 545,664 16.84% 46.32
12 399,024 19.88% 33.19

Table 19.4. Values of a power plant under varying heat rates and ramp-up times

Heat rate Ramp-up time Plant value Frequency of
(MWh/MMBtu) (h) &) activation (%)
8 0 759,768 (14.33%) 63.39
8 1 479,680 (21.25%) 54.46
8 2 454,490 (23.67%) 54.59
10 0 545,664 (16.84%) 46.32
10 1 295,330 (29.83%) 37.88
10 2 260,520 (30.04%) 37.88

MATLAB® (i.e., avoiding loops “for”), a PC equipped with a 1.6 GHz proces-
sor takes approximately one hour to run 10,000 simulations in the simplest case
of a peak power unit. A large part of the computational time spent by the running
process involves the generation of random numbers. In the simplest simulation, at
least 125 million independent shocks are required to get to the final distribution of
the plant price, whereas in the hourly-based case, at least 725 million shocks need
to be generated. In this case, the computational time increases by up to 3 hours. The
accuracy of our estimates can be easily improved through the adoption of suitable
variance reduction techniques.
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Swinging on a Tree"

Key words: interruptible contracts, energy prices, dynamic programming

A swing contract grants the holder a number of transaction rights on a given asset
for a fixed strike price. Each right consists of the double option to select timing
and quantity to be delivered under certain limitations. Transactions are specified by
the contract structure and usually involve a supplementary right to choose between
purchase and selling. Swing contracts are very popular in markets where delivery
is linked to consumption or usage over time. This is the case of energy commodity
markets such as oil, gas and electricity. There, swing features are usually embodied
in a base-load contract providing a constant flow of the commodity for a fixed tariff.

A typical scheme involves a retailer selling gas to a final consumer. The contract
contains an option to interrupt delivery for a predetermined number of times. From
a financial viewpoint, the retailer is short one strip of forward contracts, one con-
tract per delivery day, and long one swing option allowing for adjustments in the gas
delivery according to contingent market conditions. The joint position is often re-
ferred to as a callable forward contract. Beyond side commitments existing between
the two counterparts, the swing option exercise policy depends on standing market
conditions such as the commodity spot price and availability. The net cash flow for
the retailer is given by the forward price received upon delivery minus the option
premium paid to the consumer and usually settled as a discount premium over the
forward price; plus any cash flow stemming from exercising the option.

The purpose of this chapter is to evaluate a swing option with non-trivial con-
straints by means of dynamic programming. General treatments on swing contracts
are discussed by Clewlow and Strickland (2000) and Eydeland and Wolyniec (2002).
The seminal paper by Thompson (1995) tackles the issue of multiple exercise deriv-
atives. Keppo (2004) proves that the optimal exercise policy in the case of no load
penalty is “bang-bang” (i.e., an all-or-nothing clause) and derives explicit hedging

* with Michele Lanza and Valerio Zuccolo.
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strategies involving standard derivatives such as forwards and vanilla options. Other
papers devoted to the analysis of swing options include Baldick, Kolos and Tom-
paidis (2003), Barbieri and Garman (1996, 1997), Pilipovich and Wengler (1998),
Clewlow and Strickland (2000), Clewlow, Strickland and Kaminski (2001), Carmona
and Dayanik (2003), and Lund and Ollmar (2003). Cartea and Williams (2007) ana-
lyze the interplay between interruptible clauses and the price of risk in the gas mar-
ket. Our development moves the main problem through a simplified argument and
defer a rigorous treatment of the model and its solution methodology to the next
section.

20.1 Problem Statement

The simplest swing option is defined by two input parameters: (1) a number n of
transaction rights and (2) an exercise price K. The option holder, e.g., a gas retailer,
manages the option exercise policy through control variables 11, ..., 7, signalling
the exercise times and ¢y, ..., g, indicating the transacted quantities (¢; > 0 for
purchase and ¢g; < O for selling). The control signal is defined by

. 1 if ¢ is an exercise time,
i(t) = .
0 otherwise.

The pair (i(¢), g(t)) defines the control chosen by the option holder at time z.
The option fair price is computed as the maximal expected pay-off obtainable by
the holder over the contract lifetime [0, 7] through an admissible control policy
{@(®),q@)),1 [0, T]}.

Since markets randomly evolve, the optimal control cannot be fully determined
at the contract inception. However, it is possible to specify a rule selecting the op-
timal control corresponding to any market instance. More precisely, we look for a
number of variables whose knowledge at any time ¢ uniquely determines the optimal
control at that time. To detect the state variable underlying a swing option, we ex-
amine the spectrum of choices available at any time ¢. Suppose that no swing right
is available anymore. Then, the only possible action is to continue the contract. The
corresponding pay-off is given by the expected present value of the option price dis-
played one period later (i.e., at time ¢ + 1). If instead a “swinging” gas load is still
possible, then the holder decides to exercise the option whenever the resulting rev-
enue is greater than the expected present value of the option price shown one period
later. The revenue from exercising the option is given by three terms. First, the option
pay-off (G — K) x g, where G is the gas spot price and ¢ is the stricken load. Sec-
ond, a penalty P(q) on the exercised quantity must be computed and subtracted to
the previous term. Third, the present value V (¢ + 1) of the residual contract, namely
a swing option with the same features and a number of swing rights reduced by one.
At first glance, this term may resemble the cash flow stemming from g forward posi-
tions on gas. In reality, this is not the case as long as both delivery time and load are
optional. In standard financial jargon, one may call this term of the swing pay-off a
“callable forward with flexible load”. Figure 20.1 illustrates the described procedure.
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Option pay-off
Gas spot price Exercise signal +(G — K) xq(1)
G(1) i(t) Penalty
Residual rights ~ | Exerciseload | —P(q)
N() q(t) Future present value
e " xEWV (I +1))
State Control Pay-off

Fig. 20.1. Exercise decision scheme.

Notice that the time ¢ optimal choice depends on two state variables, the gas price G
and the number N of standing swing rights. Correspondingly, the swing option value
is a function V. = V (¢, G(¢), N(¢)) of time, gas price and the number of residual
swing rights.

Swing option valuation can be carried out through Dynamic Programming. The
idea is to write a recursive algorithm for computing the swing option value as a
function of its possible value one period later. For the sake of clarity, we consider a
contract with swing rights to call for any quantity ¢ under a penalty P(q) affecting
the option pay-off. The backward procedure starts at the contract maturity 7. For all
possible values of G and N, the value V (T, G, N) is computed as the corresponding
option pay-oft:

0 ifn =0,
V(T,G,n) = {maxq{(G —K)iq — P(q)} ifn >0,

where (x)4 := max{0, x}. The general term in the backward recursion reads as

pay-off from continuation
Vi —1,G,n)=e" xE_(V(t,-,n)) ifn =0,
V(t—1,G,n)=max{(G— K)yqg— P(qg)+e xE_(V(t,-,n—1)),
q

pay-off from exercise

e”E,_l(V(r, . n))} ifn >0,

pay-off from continuation

where r denotes the continuously compounded one-period risk-free rate of interest
and E;_; indicates the conditional expectation given the information available at
time t — 1. The swing option value V (0, Gy, n) depends on the number n of swing
rights and the standing market situation as represented by the current gas price Go.
In actuality, swing contracts include additional constraints beyond the simplified
setting illustrated above. Exercise dates may be required to differ by more than a
fixed refraction period p, i.e., Ti+1 — 7; > p; delivery may be delayed; constraints
may be strictly binding (e.g., g; (t) = q) or floating (a(t) < ¢q;(¢t) < b(t)); the strike
price may differ according to whether the holder decides to buy or sell gas upon
exercise; its value can also be contingent upon other specified market variables.
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An important feature of real-world swing contracts is the penalty function P (gq),
which may be either local or global. A local penalty affects the revenue from exer-
cising the option depending on the exercised quantity g, whereas a global penalty
applies to the overall exercised quantity Q = ) ; ¢; at the end of the contract.

We provide a framework for evaluating swing options to call or put gas under
global penalties. Roncoroni and Zuccolo (2004) offer a deeper analysis of the optimal
exercise policies for swing options under both local and global penalties.

20.2 Model and Solution Methodology

We consider a swing option with lifetime [0, 7'] providing the holder with a number
uo of upswing rights (i.e., call options) and a number dy of downswing rights (i.e.,
put options) on a gas load. The gas spot price is described by a stochastic process
evolving over a discrete set of evenly spaced times. We assume these times constitute
a refinement of the option lifetime, namely 7'/A is an integer for a time lag A. We
allow for cash rolling-over at a rate r. Table 20.1 reports basic notation for the pro-
posed model. The time ¢ spot price of gas is denoted by G (). This variable evolves
over time according to a stochastic process (G (¢), t € T). The process is assumed to
follow a trinomial discretization of a geometric Brownian motion. The exact speci-
fication is detailed in the implementation section below. We use symbols « and d to
denote the standing number of upswing and downswing rights, respectively. Table
20.2 indicates the state variables of the swing valuation problem. At the outset, u
(resp. dp) upswing (resp. downswing) rights are made available to the option holder.
Each exercise consists of the delivery of a constant load g for a fixed price K. A final
penalty P is applied to the gas load accrued over the lifetime of the contract, that is:

Table 20.1. Input parameters and basic definitions

Symbol Quantity

[0, T'] Time horizon

A Time period length

n=I[T/A] Periods

T ={kA, k=0,...,n} Horizon refinement

G@),teT Spot price process of gas

Gy Initial spot price of gas

Gy Image space of G(¢),t € T

r One-year risk-free rate of interest

Table 20.2. State variables

Symbol Quantity

t Time point

G Spot gas price

u Standing number of upswing options

d Standing number of downswing options
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Table 20.3. Contract features

Symbol Quantity

TO cT Set of optional dates

nO =419 Number of optional dates

ug € N Initial number of upswing options
dyeN Initial number of downswing options
q Fixed callable/puttable load

K Strike price

Qu,d) Overall load

P(Q) Global penalty function

Qu,d) = |q(uo —u) —q(do — d)|.

We allow for the exercise times to be constrained within a subset TC of the time
horizon T and denote by n© the number of times available at the outset. Table 20.3
shows the contractual features defining the swing option under investigation. The
problem can be cast as a maximization of the present value of the option future cash
flow over a set of admissible exercise policies. The value function for this problem
is denoted by V. Notice that if the swing load ¢ is fixed, then each upswing right
corresponds to an American call option and is therefore exercised at the last available
time.

20.3 Implementation and Algorithm

20.3.1 Gas Price Tree

The benchmark model for spot price dynamics in continuous time is the geometric
Brownian motion (GBM)

0_2
G@t) = exp((r - 7>t + UW(I)), (20.1)

where constants » and o represent the instantaneous annualized risk-free rate of in-
terest and price volatility, respectively. In energy markets, the use of this model is
rather questionable. The main reason is that energy demand is driven by periodical
trends and prices tend to revert back to a periodical mean level. Moreover, some mar-
kets display peculiar features such as stochastic volatility and spikes (see, e.g., Ron-
coroni (2002)). However, the popularity gained in the last thirty years by the GBM,
mainly due to the Black and Scholes model for option pricing, suggests consider-
ing this specification as a theoretical reference. Also, this model is widely employed
by energy traders for the purpose of obtaining benchmark values for exotic deriva-
tives. Accordingly, we develop our implementation under this specification for the
gas price process and leave the final user the option of selecting alternative dynamics.

For simplicity, we set an initial price Gy = 1. The time horizon is refined into
a set of 2n periods {ké,k = 1,...,2n}, where 6 = A/2 (i.e., half the time period
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selected for the option lifetime discretization). On this “doubly refined” time horizon,
we establish a binomial random walk

G(ké) x I  with probability p,

B _
G ((k+1)8) = { G (k8) x D with probability 1 — p.

Constants I and D represent the one-period percentage increase and decrease in the
standing price and must satisfy the inequality 0 < D < 1 < [I. These figures are
selected so that the two processes G and G® match in their conditional mean and
variance over each time step. To this aim, we set

exp(ré)G (1) = E(G(t + 8)|G (1))
=E(G®(t + 8)|G® (1))
=pxIxG@)+(1—p)xDxG()

and

e<2f+"2>5fxi2 exp(2f + 0%)8 x G(t) = Var(G(t + 8)|G(1))
= Var(G® (1 + 8)|G® (1))
= (pI*+ (1 - p)D*) x G(1)*
— (pI x G@) + (1 — p)D x G())*,

plus the symmetry condition

1
D= -
1

ensuring that the resulting tree does recombine (i.e., an upward move followed by
a downward move has the same effect on the price quotation as a downward move
followed by an upward move). Solving for I, D and p gives

I =B++vB2-1,
D=B++B2+1,

_exp(rd) — D
- I-D

3

where 2B = exp(—r8) + exp[(r + 02)8].

From this binomial tree we build a trinomial tree with the desired time step At
by merging all consecutive pairs of time periods into a single period A = 2§: the
resulting random walk reads as

GT(kA) x I*  with probability p?,
GT((k+1)A)={ G (ka) with probability 2p(1 — p),
GT(kA) x D*>  with probability (1 — p)?,

where I, D and p are defined as above. Notice that the intermediate point is constant
since I x D = 1.
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20.3.2 Backward Recursion

We now provide an algorithm for computing the option value at contract inception.
In a general swing contract, the option holder has the right to choose delivery time
and quantity. To avoid cumbersome algorithms, we simplify the context and suppose
that upon exercise a fixed load ¢ is delivered. Consequently, the option price is a
function Vg (0, Go, ug, do), where Gy is the gas price prevailing in the market at
time 0 and ug (resp. dp) is the number of upswing (resp. downswing) rights specified
as contractual clauses. This method considerably simplifies the valuation procedure
in the case examined herein. Notice that under different contract specifications, e.g.,
a penalty function affecting each single exercise, the load constraint can be relaxed
without incurring into the above mentioned complications.
The solution algorithm is a Dynamic Programming backward recursion.

Time T Value Function

The holder has the choice to maximize the profit from exercising either upswing or
downswing rights provided that both of them are still available. An indicator function
signals the availability of the corresponding right. In particular, if all option rights
have been already exercised, the contract is worthless. The final value reads as

V6(T, G, u,d) = max{g(G — K)11uz0, (K — G)11azo} — P(Q(u, d)),

forall G € Gr,u < ug,d < do. Here G denotes the set of all possible values taken
by the gas price at time T (see Table 20.1) and 1, denotes the indicator function
of the set {u # 0}, i.e., 1,0 = 1 if u % 0 and 0 otherwise.

Time ¢ Value Function

If + € T is not an optional time, i.e., t ¢ T?, or neither upswing nor downswing
rights are available anymore, i.e., u = d = 0, then the swing is worth the conditional
expected value of its discounted price one time step forward:

nN(t, Gou,d) = e AR [ Vg (t + A, G(t + A), u,d)].

Notice that expectation has been taken conditional to the information available at
time ¢. If any swing right is available at time ¢ (i.e., f € T? and u # 0ord # 0), the
option holder compares the value ry from continuing the contract (i.e., no exercise)
to the pay-off from exercising a swing right. An upswing right exercise leads to an
immediate cash flow ¢(G — K)+ plus the expected value of its discounted price one
time step later, namely the time # + A value of a swing contract with one upswing
right less:

nu(t,Gou,d) = q(G — K)y +e E[Vs(t + A, Gt + A),u —1,d)].

A similar argument leads to the following value of a downswing exercise:
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ot Gou,d) = q(K — G + e "AE[Vg(t + A, Gt + A),u,d — 1)].

Combining these expressions, we obtain the following recursive relation for the time
t value function:

VG (t7 G? u1 d)
= max{ﬂU(t, G,u, d)lu;éo’,e-ﬂ-o, np(t, G, u, d)ld?éo’,e-ﬂ-o, n(t, G, u, d)},

where t € T\ {T}, G € Gy, u < ug,d < do, and the indicator functions signal the
availability of the corresponding swing rights. Notice that no penalty directly applies
to any swing right exercise.

20.3.3 Code

Our code splits into three main parts. A first part computes the tree knots. A sec-
ond part evaluates penalty. A final part calculates the option value. The penalty is
computed as a fixed fare w for each unit of the net recourse to swing load (i.e.,
modulus of the number of exercised upswing minus the number of exercised down-
swing) over a threshold t representing the minimal number of net exercises. For
instance, if this level equals 10 and the number of stricken upswing (resp., down-
swing) rights is 20 (resp. 5), then the penalty paid-off at the contract expiration is
P = 3max{|20 — 5| — 10,0} = 15.

Function Swi ng(n, T, Go, K, r, 0, no, 0,q, T, ) implements the valuation
procedure. Here, n is the number of dates in the time horizon, T is the contract
maturity, G is the spot price of gas at the outset, K is the option strike price, r is the
one-period interest rate (i.e., it equals r A in the previous section), o is the annual-
ized instantaneous volatility of gas price, n© is the number of optional dates (which
we assume to be uniformly spread over the contract lifetime), p = ug = dp is the
number of upswing and downswing rights (which, for simplicity, are assumed to be
equal), g is the deliverable quantity upon each exercise, T is the penalty threshold, &
is the unit penalty.

20.4 Results and Comments

We evaluate the swing option price across alternative parameter scenarios. In all
cases, the option maturity is set to 1 year, the time step is approximately equal to one
week, i.e., 1/49, the exercise quantity is 5 MMBtu (Million British termal units),
current spot price of gas is $3/MMBtu, strike is set to $2.90/MMBtu, and interest
rate is 4% per annum. The spot price volatility is estimated at 60%. At contract
maturity, a penalty 7 is charged for each delivered gas unit Q(u, d) exceeding a
threshold 7.

We perform a comparative study of swing option prices across different values
for the number n© of available exercise times, the number p of swing rights, the unit
penalty r, and the penalty threshold .
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Table 20.4. Option prices at varying unit penalties

Dates n¥ Rights p Threshold © Penalty Value

25 4 10 0 26.9024
25 4 10 1 23.4513
25 4 10 3 21.3629
25 4 10 5 20.9558
25 4 10 7 20.8667

Table 20.5. Option prices at varying penalty thresholds (high unit penalty)
(@

Dates n Rights p Threshold © Penalty = Value

25 4 5 3 15.7126
25 4 10 3 21.3629
25 4 15 3 26.8605
25 4 20 3 26.9024

The first experiment considers 25 exercise dates, namely one exercise opportu-
nity each two consecutive working days, a penalty threshold t = 10, four swing
rights, each one for delivering 5 MMBtu. We examine the way the swing option fair
price changes across varying overload penalties. The case 7 = 0 corresponds to
an absence of penalty. Table 20.4 reports option values for the examined instances.
Notice that swing prices sharply decrease for low level unit penalties, whereas they
show steady behavior for high-level unit penalties. In particular, the price drop is
rather significant moving from no penalty to a unit penalty.

Another way to affect the option price through penalties is to modify the penalty
threshold as defined in Sec. 20.3.3. The lower this figure, the stronger the effect of
a penalty on the option value. As Table 20.5 illustrates, if the threshold is set to 5, any
exercise beyond the first one is subject to a penalty, whereas the level 20 makes the
penalty totally ineffective for the examined case (i.e., 4 rights, each one delivering
5 MMBtu). Naturally, the impact of moving the penalty threshold depends on the
unit penalty level. Table 20.6 shows that a sufficiently low unit penalty makes the
option value quite insensitive to threshold resetting.

The next experiment shows the price sensitivity to a varying number of optional
dates. Recall that an optional date is a point in time where a swing option can be
exercised. We assume that these dates are evenly spread over the contract lifetime.
Table 20.7 shows option prices corresponding to 7, 13, 25, and 49 optional dates. In
general, the swing value is slightly sensitive to these dates as long as an exercise is
allowed (i.e., n© > p).

Our last experiment involves price sensitivity to a varying number of swing
rights. Each right affects the option value by modifying the quantity of gas that can
be delivered and the effectiveness of a penalty constraint. Table 20.8 reports figures
for all cases.

We observe an interesting behavior whenever the number of rights deviates from
a relatively low figure. For instance, if rights go from 2 to 4, the price increases
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Table 20.6. Option prices at varying penalty thresholds (low unit penalty)
[@]

Dates n Rights p Threshold © Penalty = Value

25 4 5 0.05 26.4352
25 4 10 0.05 26.6501
25 4 15 0.05 26.8618
25 4 20 0.05 26.9024

Table 20.7. Option prices at a varying number of optional dates

Dates n® Rights p Threshold © Penalty Value

7 4 10 3 19.5901
13 4 10 3 20.8096
25 4 10 3 21.3629
49 4 10 3 21.6317

Table 20.8. Option prices at a varying swing rights

Dates n¥ Rights p Threshold © Penalty Value
25 2 10 3 13.7417
25 4 10 3 21.3629
25 6 10 3 23.2434
25 10 10 3 26.3706
25 12 10 3 27.6269

by about 55%, whereas moving swing rights from 6 to 12, the option value only
increases by about 19%. This is a typical scarcity item due to the relatively higher
value of the former available swing rights compared to the latter ones.

It is interesting to explore the optimal exercise strategy by showing the distrib-
ution of the first few exercise times. These distributions are not available in closed-
form. However, we may provide approximate versions by computing the exercise
times over a large number of simulated paths of the underlying process. The proce-
dure works as follows. First, the optimal exercise policy is computed: this is a rule
applying to any point in the state variable domain. Next, several trajectories are sam-
pled by simulation. For each simulation, the corresponding upswing and downswing
times are calculated and stored. Finally, relative frequency functions are computed
for each of the exercise times, starting with the first one, moving to the second one,
and so on.

We consider a swing option with 2 downswing rights and 2 upswing rights. The
resulting histograms are displayed in Fig. 20.2

These graphs display a clear picture of the time distribution of optimal exercises
provided that the random evolution of the market is correctly described by the given
random walk. As noted in Section 20.2, each upswing right corresponds to an Amer-
ican call option and is therefore exercised at the last available time.
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Floating Mortgages”

Key words: mortgage prepayment policy, interest rates, dynamic programming,
simulation

A mortgage is a loan secured on real estate. The borrowed amount, named princi-
pal, is repaid along a time horizon through installments. These payments are usually
computed pro-rata temporis, meaning that each cash flow splits in two components:
a first component represents a portion of the outstanding balance; a second compo-
nent is the interest accrued since the last payment. This scheme guarantees that the
loan is totally repaid by the end of the contract. Most of the residential mortgage
loans offered to retail investors are expected to amortize through a “French” amor-
tization scheme consisting of constant installments, usually paid off on monthly or
quarterly bases.

In the US market, the vast majority of mortgages are collected into pools man-
aged by government sponsored agencies. These institutions issue securitized notes
backed by the cash flows generated by a specific pool of mortgages and sell these
assets, known as mortgage-backed securities (MBS), to private investors, generally
large investment funds, either directly of through dealers.

In principle, the value of an MBS is the value of a long-term annuity with fixed
maturity. However, the borrower is allowed to pre-pay his debt back any time before
the legal maturity of the loan. Prepayment may occur due to either exogenous reasons
such as moving or any other personal issue, or endogenous reasons typically linked
to the mortgagor’s ability to enter a new mortgage at more favorable rate conditions.
This usually occurs as market lending rates decrease and the borrower has the oppor-
tunity to get profit from such circumstances. In practice, market rates may fall and
the standing mortgage is still continued. This is the case of a mortgagor whose credit
status has deteriorated and who is thus required to have a greater spread over the
market lending rate. Transaction fees applying to a mortgage prepayment constitute

* with Alessandro Moro.
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a further incentive to continuing the standing contract while market rates decrease.
In actuality, an MBS can be seen as a long position in a fixed-maturity annuity and a
short position in a compound American-style call option.

The literature on the valuation of MBSs splits into two distinct frameworks. Early
works by Dunn and McConnell (1981a, 1981b) and Brennan and Schwartz (1985)
propose a rational model explaining how a mortgage borrower chooses to refinance
his loan. They determine the fair value of an MBS by applying contingent claim val-
uation to the portfolio consisting of a long annuity and a short American-style option
under the hypothesis that the option value is maximized. Notice that this is equiv-
alent to assuming that the mortgagor minimizes the value of his standing mortgage
position.

A second framework for valuing MBSs builds on the econometric identification
of the prepayment behavior from historical data. Models within this setting have been
proposed by Schwartz and Torous (1989, 1992) and Boudoukh et al. (1997) and now
constitute the standard market practice for valuing MBSs. This setting suffers from
a major drawback: they perform quite badly in out-of-sample predictions. This is
mainly due to a strong dependence on market conditions producing the historical
data on which econometric analysis is conducted.

The present case-study considers the mortgage refinancing problem as seen from
the mortgagors’ viewpoint, much in the spirit of the first line of research mentioned
above. We show the way to determine the optimal prepayment rule for a borrower
minimizing the value of his mortgage position by choosing the time the mortgage
is to be refinanced. Following the theoretical framework introduced in Roncoroni
(2000), Roncoroni and Moro (2006) add a constraint on the number of refinancing
options. This feature accommodates the possibility that the lender gives the bor-
rower the option to refinance his mortgage internally at smaller additional costs than
the ones presented upon repaying the principal and entering into a new mortgage
with another lender (e.g., transaction costs and credit spread variations). This option
represents a way to attract the customer’s fidelity to the lending institution and let
it save all costs required to search for alternative investment opportunities. The op-
timal recursive determination of prepayment policies has recently been investigated
by Longstaff (2002) and Gocharov and Pliska (2003) under unconstrained refinanc-
ing opportunities. Stanton (1995) develops an alternative model combining elements
from the econometric and the rational prepayment approaches.

Roncoroni and Moro (2006) assume that refinancing is subject to small fees or
transaction costs. They focus on refinancing decisions exclusively steered by better
market conditions for the borrower. The inclusion of exogenous elements driving the
refinancing policy does not pose any particular problem to the proposed setting. It
suffices to allow the time horizon be dependent on the occurrence of the random
events triggering the contract expiration. The number N of refinancing opportunities
over the time horizon is fixed at the outset. At each point in time the mortgagor sets
the debt rate to either the current rate or to newly available floating lending rate. Over
the contract lifetime, this option can be exercised N times at most.

From a financial viewpoint, the mortgagor’s decision problem takes the form of a
multiple compound American-style option. This allowed for the use of stochastic dy-
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namic programming methods to tackle the determination of the optimal prepayment
policy defined as the one minimizing the value of the contract.

This case-study is organized as follows. Section 21.1 describes the contract fea-
ture of fixed-rate and floating rate mortgages under limited refinancing options. Sec-
tion 21.2 details the solution methodology and extends the analysis to the case in-
cluding transaction costs. Section 21.3 illustrates empirical results obtained by per-
forming experiments under alternative scenarios. A final section presents a few con-
cluding remarks.

21.1 Problem Statement and Solution Method

21.1.1 Fixed-Rate Mortgage

We consider a finite time horizon To 7 := (0, 1,..., T). At time 0, an individual
borrows 1 Euro. This generates a balance due B(0) = 1. The borrower is required to
pay back this amount together with interest over the horizon according to a constant
installment scheme. For each period [t — 1, 7] an interest / (r — 1) is calculated on the
outstanding balance B(t — 1) at a rate equal to (¢ — 1). The outstanding exposure
B'(t — 1) of the debtor over the period [z — 1, t] is defined by the due interest 1 (f — 1)
plus the standing balance B(t — 1). At the end of the period, i.e., time ¢, the borrower
pays a fraction f(¢) which is written down depending on the exposure B’(t — 1).
This number is computed as a proportion of the residual contract lifetime, namely
f@®) = 1/(T — (¢t — 1)). Let us denote this payment by P(t — 1). The explicit
dependence on the starting day # — 1 of the period underlines that this amount is set
at this time, though paid off at the end of the period. After performing this payment,
the new outstanding balance for the debtor becomes B(t) = B'(t — 1) — P(t — 1).
Table 21.1 summarizes the steps involved in this payment scheme. It is clear that
the new balance due depends on the initial balance and on the debt rate process r =
(r(t),t =0,...,T —1). Since by hypothesis the initial debt position is B(0) = 1,
the only exogenous ingredient is the the debt rate process r.

Notice that the borrowed capital is totally repaid by the end of the time horizon,
i.e., B(T) = 0. This can be proved by showing that the last payment P(T — 1)
matches the standing balance at time 7 — 1:

Table 21.1. The amortization scheme

Quantity Symbol Formula

Standing debt balance at ¢t — 1 B —1) Given by induction
Debt rate for period [t — 1, ¢] rt—1) Random

Interest accrued on [t — 1, 7] I(t—1) rt—1)x B(t—1)
Standing exposure on [t — 1, ¢] B'(t—1) I¢t—1)+Br—-1)
Constant installment coefficient f@ 1/(T—@—-1)
Payment to lender at time ¢ Pit—1) f@)xB'@t—-1)

Standing debt balance at time ¢ B(t) B(t—-—1)—Pt—-1
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P(T—1)=B(T-1/(T —(T -1)
= B(T -1).

The cost to go associated to a given debt rate process r is defined as the sum of all
cash flows stemming from the payment scheme just described, i.e., zT;o] P(t). We
now move to the description of the debt rate process r.

21.1.2 Flexible-Rate Mortgage

Let us assume that the market quotes an interest rate R and suppose this number
follows a time-homogeneous Markov chain R = (R(#),t = 0, ..., T) with finite
state space S = {spmin + kAs,k = 0, 1,..., K}. Here the minimum rate Sp;,, the
interest lag As and the cardinality K + 1 are all fixed. Let 8’ = {spmin + kAs, k =
1,..., K — 1}. The transition probabilities of the process R are assigned as follows:

if (x,y) €S’ x {x,x £ As},

if (x, Y) € {Smin} X {Smin, Smin + As} (21.1)
U {Smax} X {Smax, Smax — As},
0 otherwise.

D= 3| —

px,y) =

This function, coupled with an initial market rate R(0), induces a probability measure
Pg(oy on the path space ST*!.

Turning to the debt rate process r, we suppose its initial value r (0) matches the
market rate R(0) at the same time. At any date 7, the debtor is faced with the choice
of continuing the mortgage at the standing debt rate »(+ — 1) or to repay the entire
capital due by using the proceeds from entering a new mortgage at the currently
available conditions expressed by the prevailing market rate R(¢). In this case we
say that the mortgage has been refinanced.

We study the case where this option can be exercised a maximum number N of
times over the horizon (0, ..., 7 — 1). If N is equal to the number T — 1 of setting
times, the optimal strategy for the borrower is trivial: he exercises the option each
time the market rate R goes down. Consequently, we suppose that the number N of
refinancing opportunities is strictly smaller than the number of dates. Table 21.2 in-
dicates the input parameters and dynamic processes defining the contract provisions.
Turning to the mortgage refinancing decision, this can be described by a process «
specifying at each time # = 0, ..., T — 1 whether the mortgagor continues his posi-
tion at the standing conditions (¢ = 0) or, if possible, refinances his debt (¢ = 1).
The control process is described in Table 21.3.

Of course, the chosen control policy affects the state variables dynamics featuring
the borrower’s position over time. These variables are as follows: (1) the number
n“(t) of available refinancing opportunities left for future exercise; (2) the current
interest rate r*(¢); (3) the installment cash flow P%(¢) for the current period; (4) the
resulting outstanding balance B“(¢). Table 21.4 reports all processes subject to a
control. It is clear that choosing to refinance or not at a give time ¢ has has effect on
n®(t+1) and r*(t 4+ 1). The link to the other two quantities is clarified in Table 21.5.
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Table 21.2. Input variables and parameters
Quantity Symbol Formula
Time horizon To, T {0,1,..., T}
Market rate range S {Smin + kAs, k=0,1,..., K}
Initial market rate R(0) Given
Market rate dynamics R (R(t),t=0,...,T)~ (2L.1)
Number of options n(0) N<T
Initial debt rate r(0) R(0)
Balance due B(0) 1

Table 21.3. Control variables

Quantity Symbol Formula
Control policy process o (a(t),t =0,...,T—=1)
. t .
Control policy domain D(a(t)) 0,1} if Zi:.l a() <n(0)
{0} otherwise
Control policy at time ¢ a(t) 0 continuation

1 refinancing

Table 21.4. Controlled system

Quantity Symbol Formula

Refinancing options process n“ n%@),t=0,...,T—1)
Refinancing opportunities at ¢ n®(r)

Controlled debt rate process r% F*,t=0,....,T =1

Debt rate at time ¢ re(t) { fa((t,)_l)(t N gzg; ; (1)
Pro-rata payment process p¢ (PY(t),t=0,..., T -1
Standing debt balance process B¢ (B¥(),t=0,...,T—1)

Table 21.5. Debt process

B*(1)

B'(t) := B¥@t)(1 4 r¥(1)/52)
PY(t) :=B'(t)/(T —1t)

BY(t + 1) := B/(1)— P (t)

Outstanding debt balance at time ¢
Capital plus interest on [¢, t + 1]
Pro-rata payment for [¢, t + 1]
Outstanding debt balance at time 7 + 1

The borrower wishes to select a control policy that minimizes the cost associated
with the entire repayment stream (P%(¢),t = 0,...,T — 1). For the purpose of
illustrating this issue, we consider the sum of all these payments as a raw measure
of this cost. Notice that we do not consider discounting for evaluation purposes. The
problem is qualified as follows:

T—1

;nng<Z P“m),

j=0

(21.2)
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where A denotes the class of admissible control policies @ ={«y, ..., ar_1} deter-
mining the controlled payment process (P%(1),0 <t < T).!

We note that any control policy « defines a multivariate stopping rule (zy, ...,
T,), n < N, which is recursively defined by

71 =inf{t > 0: a(z) =1},
Tk+1 = inf{t > 7: a(t) = 1.

Our task is to build a model for describing the financial structure illustrated above,
then provide an algorithm delivering the minimum value in (21.2) , and finally deter-
mine the corresponding optimal control policy

at = (a*(O), o o(T — l)).

This latter is equivalent to the multivariate optimal stopping rule (z, ..., 7). We
end this section by deriving an expression for the time # + 1 outstanding balance in
terms of the adopted control policy and the debt level recorded one time-step before:
/ ’ B/(t) a(t)
Bt+1)=B()— P@t)=B() — T = c(r*®)BMT (1),
where ¢(x) = 1 4 x/52 denotes the accrual factor corresponding to rate x and 7 (¢)
is the pro-rata coefficient defined by 1 — 1 /(T — 1).

21.2 Implementation and Algorithm

21.2.1 Markov Control Policies

Recall that the state variable of a Markov control problem is defined as the informa-
tion upon which the control policy is chosen at any time. More precisely, this is the
set of observable variables upon which «(#) can be determined at a given point in
time.

We observe that the time 7 standing balance B(¢) and debt rate r(¢) fully deter-
mine both the updated capital-plus-interest B’(¢) and the constant installment pay-
ment scheme P (¢), which in turn goes into the objective functional (21.2). Since the
target is affected by both B(¢) and r(¢), the time ¢ control «(¢) should depend on
these variables. The dependence on B(t) is straightforward. If any refinancing op-
portunity is still available, i.e., 0 < n(f) < N, then the debt rate is set to the best
performing one between its previous value (¢t — 1) and the current market rate R(¢)
observed in the market place at the same time. If instead all refinancing opportunities
have already been exhausted, i.e., n(¢) = 0, then the new current debt rate r () must

1 Specifically, the repayment process (P%(r), 0 < t < T') is defined on the probability space
(ST, BT, P R(0)) and the expectation is performed under the probability measure Pg o)
induced on the space of paths by the transition probabilities (21.1) and the initial condition
R(0).
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agree with its previous value r(r — 1). In general, r(¢), and thus a Markov control
policy a(¢), depends on the triplet (R(¢), r(t — 1), n()).

These considerations lead to consider control policies whose time ¢ value de-
pends on the outstanding balance B(¢), the market rate R(z), the one-period-ahead
debt rate r(r — 1) and number n(t) of available refinancing options:

a(t) = F(t, (B(@), R(t), r(t — 1), n(1))). (21.3)

If B, R, r—, n represent possible values taken by B(t), R(t), r(t), and n(t), respec-
tively, the 4-uple (B, R, r—, n) is a candidate state variable.

We adopt the dynamic programming principle for the purpose of computing the
value function and the optimal exercise policy over the contract lifetime. Since the
state variable B(t) is continuous, a direct application of this principle is prevented.
However, the value function is homogeneous of degree one in this variable and the
value function can be written as

V(t, (y,x,r,n) =y x V¥, (x,r,n). (21.4)

We refer to V* as the “Unitary Value Function” because it represents the value func-
tion per unit of outstanding balance. Since y is non-negative, the optimal policy for
V coincides with the optimal policy for V*. As a consequence, admissible stopping
rules are independent of y. We therefore consider control variables of the form

a(t) = F(t, (R@®), r(t — 1), n(0))). (21.5)

The control variable so defined is F;-measurable, implying that the control pol-
icy (21.5) is admissible. The state variable of our problem is the triple (R, r ™, n)
defined on a subset of X = S x § x {0,..., N}. For instance, if r = 1, r €
{ro,ro + As,ro — As} C S. It turns out that the loss in terms of computational
complexity for restricting numerical calculations to the exact domain of the state
variable highly overcomes the gain resulting from reducing the number of compu-
tations. Consequently, we decide to skip considering the domain constraints while
performing the optimization algorithm and compute the value function over the en-
tire domain X

21.2.2 Dynamic Programming Algorithm

Having identified the state variable, we now turn to the recursive computation of the
value function V* and the determination of the optimal refinancing strategy consist-
ing of an N-uple of 7 -valued strictly increasing stopping times.

Time T Value Function

Attime T the debtor pays off the time T — 1 standing capital plus the interest accrued
between T — 1 and T. Then the contract extinguishes and becomes worthless:

V(T, (y,x,r,n)) =0,

for all admissible y, x, r, and n.
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Time 7' — 1 Value Function

If no refinancing option is available anymore, i.e. n = 0, the debtor incurs a payment
equal to time 7 — 1 outstanding debt y plus the interest accrued between 7' — 1 and
T according to the rate r, that is

CNRO(T —Ly,x,r)=yxclr) xTT -1),

where c(r) := (1 +r/52), T*(¢t) := 1/(T — t) is the complement of the coefficient
7 (t) to the unit. If any refinancing option is still available, i.e., n > 0, we compare
the cost CR resulting from refinancing, i.e., « = 1, to the one CNR from continuing
under the standing conditions, i.e., « = 0. The former is the sum of the interest
CPir-1,11(y, x) accrued on the outstanding debt y over the period between 7' — 1
and T according to the new market rate x and the discounted expected value function
DEC(T, y, x,r,n — 1) calculated one time step later, i.e., at time (T — 1) +1=T,
corresponding to one refinancing opportunity less, that is

CR(T —1,y,x,r,n) = CPir—1,71(y, x) + DEC(T, y, x,r,n — 1)
=yxcx)xT(T-1)+0.

The latter is defined similarly, except for the new debt rate which now equals the
current debt rate r:

CNR(T —1,y,x,r,n) = CPir_1,71(y,r) + DEC(T, y, x,1,n)
=yxc(r)xT*(T —-1)+0.

The time T — 1 value function is thus:

V(T -1, 0, x,r, n)) (21.6)
) min{CR(T —1,y,x,r,n),CNR(T —1,y,x,r,n)}, n>1,
1 CNRYT —1,y, x,7r), n=
_min{y x c(x)T*(T = 1),y x c(r)T*(T — 1)}, n>1
| yeTHT -1, n=0.

Since ¢(+) is an increasing function and both y and 7*(T — 1) are positive, if n > 0,
the optimal decision is to refinance the mortgage provided that the new market rate x
is lower than the standing debt rate r. The time 7" — 1 optimal control policy reads as

o(T — D(y,x,r,n) =a(T — 1)(x,r,n) 21.7)
_J1 ifn>0andx <r,
T 10 ifa=0o0rr <ux.

Time ¢ Value Function

The value function at time ¢ is to be computed as in formula (21.6) by replacing
T — 1 is replaced with ¢:
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vV, (y,x,r,n))
min{CR(¢t, y, x,r,n), CNR(t,y,x,r,n)} ifn=1,..., N,
CNRO(t,y,x,r) ifn=0.

(21.8)

The main difference here is that more intensive computations are needed.

CR(I5 an, ryn) = CP[I,H»]](,V, x) +DEC(t + 17 y7x7ran - 1)
= ye(X)T*(t) +EP(V(t, (Bt + 1), -, x,n — 1)), (21.9)
where 7*(t) := 1/(T — t) is the complement to one of the coefficient 7 (¢) and
the symbol “-” indicates the argument with respect to which expectation is to be
computed. Noting that (1) the time ¢ 4 1 standing balance is equal to B(t + 1) =
c(r())B(t)7T (t), (2) the expected value is computed over the possible values taken
by the market rate R(¢ + 1), and (3) V factors in the product y x V*, the cost for
refinancing becomes
CR = ye(x)T*(t) + EF> (V(t +1, (c(x)yT(t), R+ 1), x,n— 1)))
= ye(x)T*(t) + c(x)7T (1) yE (V*(t +1, (R(t + 1), x,n— 1)))

Analogous computations for the cost of continuation lead to

CNR = CPy; 1411(y,r) + DEC(t +1,y,x,r,n — 1)
= ye(r)T*(t) + ]EP*(V(I +1, (B(t +1),-,r, n)))
= ye()TH (1) + (T OYE™ (V*(t + 1, (Rt + 1D (), 1, n))).
The same cost of continuation when all options have been exercised, i.e., n = 0,

reads as
CNR’(t,y,x,r) = CNR(t, y, x, r, 0).

By gathering these expression altogether and dividing by the outstanding balance y
we come up to a formula for the time ¢ unitary value function:
min{c(x)’T* (1)
+c)TOE (V¥ (r + 1, (Rt + D), x,n — 1)),

VE = c(NT*(1) + c(HTOE (V*(t + 1, (Rt + D(). r.n)))}. n=1,
c(r)T*(1)
+ (T OE (V*(r + 1, (Rt + 1)(-), 1, 0))), n=0.

The optimal stopping rule at time ¢ is not as simple as in formula (21.7) because
explicit minimization is required to decide whether to refinance or not. We finally re-
mark that the probability under which expectations are taken is determined by (21.1)
through the rule P, ({y}) := P(x, y) in all cases.

Time 0 Value Function

At time r = 1 the unitary value function V* becomes independent of variables
r and n. Indeed, this is the first time the debtor is allowed to refinance and all
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the N options are available. Note that the debt rate on [0, 1] is o and R(1) €
{ro, ro + As, ro — As}. The value function is given by

V = V0, (ro, 0, N)) = c(r0)T*(0) 4 c(ro)T(0) x EFo (V*(1, (-, rg, N))).

This is the fair price of the mortgage contract at time 0.

21.2.3 Transaction Costs

To provide an effective disincentive many mortgages prescribe a fee to apply upon
prepayment: the mortgagor wishing to extinguish the contract is required to pay an
additional fee usually ranging from 0.5 to 2 percentage points over the outstand-
ing balance. A slight modification is required to accommodate this feature with our
framework. Again, the value function factorizes as

Vi, (y,x,r,n)) :=y-V*Q, (x, r,n)). (21.10)

Since transaction costs are proportional to the outstanding balance, they can be in-
cluded into the value function as a constant adding to the function CR. Let ¢ represent
the outstanding balance quota that is singled out as a prepayment fee. In general, the
time ¢ value function V* = V*(¢, (x, r, n)) per unit balance is computed as

min{c(x)T*(t)

+ )T OE (V*(t +1, (Rt + D (), x,n — 1)) + ¢,

c(T*@) + c(NTOE(V*(t + 1, (Rt + D), r,n)))}, n>1,
c(MTH() + c(NTOEP (V*(t + 1, (Rt + D (), 1, 0))), n=0.

V=

21.2.4 Code

The program described above has been implemented in three Matlab® codes. These
modules perform the following operations:

1. Path simulation of the Markov chain driving market rate dynamics.
2. Backward induction determining optimal control policy.
3. Scenario generation and graphics plotting.

Code I

1. The first code is called by the main program contained in the third code. We
define some global variables.
T = time horizon = 249 (weeks);
RO = initial interest rate = R(0) = 0.05;
Ds = weekly absolute variation of market rates = As = 0.002 (K = 41);
ALPHA = initial number of allotted refinancing opportunities = n(0) = 4.
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2. Each knot in the tree accounts for the following information: time ¢, cur-
rent market rate x, outstanding debt rate one r, and remaining number of
refinancing opportunities.

3. The output of gen_traj is the T-sized vector y representing the weekly
movement of market interest rate according to the following rule:

e y(t) = +1 = Soaring by 20 b.p. (basis points) in the market rate be-
tween week # — 1 and week ¢.

e y(t) = —1 = Falling by 20 b.p. in the market rate between week r — 1
and week ¢.

e y(t) = 0 = Standing steady between week ¢ — 1 and week 7.

Code IT

The main aim of Code II is to evaluate the Value Function as a value of the different
input-parameters.

4. We first evaluate the value function at time 7 = T — 1 = 249. Since Matlab® re-
quires positive integer-valued indexes, some quantity needs to be rescaled and/or
translated. For instance the Value Function V depends on ¢, i, xj, n, all positive,
where:

t is time in weeks;

ri denotes standing debt rate;

xi represents current market rate;

n is the number of standing refinancing opportunities (plus one).

5. The state-space has been rescaled and translated so that i and xj take values
between 1 and 41, where
+1 stands for xi = 0.01, the lower limit;
+41 stands for xi = 0.09, the upper limit;
+21 stands for xi = 0.05, the starting reference rate.

6. Index n is between 1 and 5. Value 1 means that no refinancing opportunity is
available anymore, while value 5 means that all refinancing opportunities are
still available. If refinancing is still possible (i.e. n > 1), the (T — 1)-Value
Function results from comparing the current market rate to the standing debt
rate. Finally, the Value Function can be computed as
V(t,ri,xj,n)=mn(Vvrif,VNrif).

Code III

This code is divided into three parts: the first part contains all global variables; the
second part evaluates probability distribution and control on the last trajectory; the
third part plots results as well as the control corresponding to a sample trajectory
(see Chapter 6 for the distinction between “control policy” and “control”).

7. We set a seed for the uniform random generator to its initial default value.

rand(’ seed’, 0);
rand(’ state’, 0);
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8. St at isa (4 x 179)-matrix whose (i.j) entry contains the probability of the ith
refinancing at time j. Last is a vector to be used for plotting sample paths.

9. A sample scenario is generated by calling function gen_t r aj , with a starting
rate r = 0.05.

for k =1: N

y = gen_traj;
n = ALPHA+1,;
ri = 21; \% Km n+1
Xj = 21; \% Kmi n+1

10. At each knot in a given scenario, we check for the value taken by C. If C = 1,
the debt rate is set to the current market rate and n decreases by 1. For each of the
N sample paths (N = 10E*), function St at stores the exact point where the
nth refinancing opportunity has been used. Each time an opportunity is accepted,
St at increases by 1 in the appropriate cell.

if C(t,ri,xj,n)==
if (k==N)

gr aphx( ALPHA+2- n)
gr aphy( ALPHA+2- n)
end

ri = xj;

n=n- 1,

Stat (ALPHA+1-n,t) = Stat (ALPHA+1-n,t)+1;

t;
0. 05+(xj - 21) *0. 002;

11. Functions | ast, gr aphx andgr aphy display the last sample trajectory and
the corresponding stochastic control.

21.3 Results and Comments

Roncoroni and Moro (2006) computed the fair value of the contract V (0, (1, ro, N))
corresponding to a standing rate ro = 5% an a number N = 4 of refinancing oppor-
tunities. This is the minimal cost for the mortgagor, namely the one resulting from
the optimal control policy. They obtain an optimal cost equal to 1.4404.

The optimal refinancing policy is expressed as a rule transforming any possible
configuration of the state variable into an action consisting of either continuing or
refinancing the mortgage. To have a concrete idea about the optimal policy, we plot
one sample path of the market rate process and indicate the four optimal refinancing
times (see Fig. 21.1).

Notice that the first refinancing option is exercised after a few weeks compared
to the repayment horizon. While market rates increase for about 75 weeks, no re-
financing takes place. In the following weeks, market rates steadily decrease and a
new refinancing option is exercised as soon as they go below the standing debt rate.
The remaining two options are exercised in a relatively narrow time window, always
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Fig. 21.1. Sample trajectory of the market rate of interest. Expression “— ref” indicates the
four optimal refinancing times.

at points of minimum along the rate path. Naturally, this behavior is specific to the
examined path and other samples may give rise to different control actions.

A clearer picture of the optimal control policy is obtained by computing the dis-
tributions of the four optimal refinancing times. Analytical expressions for these dis-
tributions are not available. However, we may compute a sample estimate of their
shape by simulating a large number of trajectories, then storing the correspond-
ing optimal stopping times, and finally computing the relative frequency histogram
of the four refinancing times. Figure 21.2 shows a sample probability distribution for
the first two optimal refinancing times as obtained through 10,000 sample paths of
the market rate process.

The first option tends to be exercised within the first two weeks, whereas the
second stopping time seems to span a wide time period. It is interesting to note that a
refinancing option is never exercised during the first period. The first refinancing time
displays a spiky distribution with a maximum attained at time t = 2. It seems that
if the market rate decreases during the first period, the high proximity to the initial
period tends to offset the advantage stemming from refinancing. On the contrary, if
the market rate decreases in the second period, this effect reverses and the mortgage
is refinanced.

Figure 21.3 shows the last two refinancing times.

These times cluster on the farthest end of the horizon spectrum. However, they
also display a marked spiky behavior. We also computed the empirical relative fre-
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probability distribution of the first two refinancing times
0.12 T T T T

0.08 R

0.06 blue: first refinancing time E
green: second refinancing time

percentage

0.04 i

0.02 E

0 1 LA, oo
0 50 100 150 200 250
time t(weeks)

Fig. 21.2. Sample probability distribution of the first two refinancing times over n = 10,000
sample paths.

probability distribution of the last refinancing times
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Fig. 21.3. Sample probability distribution of the last two refinancing times over n = 10,000
sample paths.
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Fig. 21.4. First optimal refinancing time sample distributions computed over alternative sam-
ple sizes. Case 1: (plain line) sample size = 10,000. Case 2: (dotted line) sample size =
100,000.

quency of the first refinancing time over 10,000 and 100,000 sample paths. Fig-
ure 21.4 displays the two distributions obtained by independent path generations.

The two graphs exhibit similar properties, showing that convergence to the exact
distribution of the first refinancing time is fairly quick. In particular, the large spike
occurring in about 50 weeks seems to be an intrinsic feature of the control policy.
Our final experiment checks for the behavior of the mortgage value as a function of
the entry level mortgage rate ro and an additional fee is applied to any refinancing
decision. Interest rates vary from 1 to 9 percentage points. Prepayment fees range
from O to 2 percentage points over the standing capital. The contract is supposed
to expire in 180 months and 4 refinancing opportunities are allotted at the outset.
Figure 21.5 reports a plot of the corresponding two-dimensional surface.

It is clear that higher entry rates or larger fees have a negative effect on the min-
imal cost attainable by the mortgage holder. This is reflected by an increase in the
time O value function as shown by the graph.
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Fig. 21.5. Mortgage value under optimal refinancing policy across varying entry level mort-
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Basket Default Swaps’

Key words: credit derivatives, defaultable bonds, simulation

22.1 Problem Statement

Credit derivatives are financial contracts allowing the transfer of credit risk from one
market participant to another. This feature improves the efficient allocation of credit
risk amongst market participants. For this reason, in recent years credit derivatives
have become the main tool for transferring and hedging risk.

Credit derivative markets have rapidly grown in volume and variety of traded
products. Credit-linked securities have experienced various applications, ranging
from hedging default risk, to freeing up credit lines, to reducing regulator capital
requirements, to hedging dynamic credit exposure driven by market variables and to
diversifying financial portfolios by gaining access to otherwise unavailable credits.
The outstanding balance of credit derivatives contracts has increased from an esti-
mated USD 50 billion in 1996 to almost USD 500 billion at the end of the year 2000.
According to the 2003 ISDA survey the volume of the credit derivatives market has
reached an outstanding notional of more than USD 2 trillion in February 2003. The
exact size of the global credit derivatives markets, however, is difficult to estimate,
given the potential for overcounting when contracts involve more than one coun-
terpart. Moreover, the notional amounts outstanding considerably overstate the net
exposure associated with those contracts.

Credit default swaps (CDS) constitute the fundamental class of credit derivatives
(Schonbucher (2003)). These instruments allow banks to hedge credit risk underly-
ing loans and other interest rate positions. A more complicated credit-linked product
is the basket default swap (BDS), whose pay-off is contingent on the default occur-
ring within a basket of bonds. More precisely, a basket default swap is a bilateral
contract whereby one counterpart, named the “protection seller”, agrees to make

* with Giacomo Le Pera and Davide Meneguzzo.
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a specific compensation payment to the other counterpart, named the “protection
buyer”, whenever a specific credit event occurs. This event is defined with respect to
a basket of obligors. A 1st-to-default basket provides for a payment upon default of
any of the obligors within the basket. Settlement may involve cash only, e.g., a (sin-
gle name) credit default swap, or it may require a physical delivery of the defaulted
asset in return for a cash payment of the par amount. In return for protection against
the 1st-to-default, the protection buyer pays a basket spread to the protection seller
defined as a sequence of cash flows. These payments terminate upon the first credit
event. Similarly, other credit products may depend on one or several default events.
An nth-to-default basket triggers a credit event after n (or more) obligors have de-
faulted. A last-to-default basket refers to the case where all assets in the basket are
required to default.

Modeling the joint default dependency is the main issue one has to investigate
for the purpose of pricing these securities and monitoring their risk level. Since the
Merton (1974) model, several approaches have been suggested for modeling the de-
pendence structure among different assets. Existing approaches can be grouped into
two classes of models, known as structural models and reduced-form models.

Structural models detect a default event whenever the firm’s value (as modelled
using a suitable stochastic process) breaks a certain lower bound meant to signal
company liquidation or restructuring. Assuming that the firm’s value can be de-
scribed through a geometric Brownian motion, the default event probability distri-
bution can be determined in analogy to the pricing of barrier options. The underlying
is the firm value and the strike is given by the firm’s debt.

Reduced-form models are based on the concept of default time. This approach
treats default as a jump process described through a corresponding intensity process
specifying the time evolution of the expected number of default per unit time. De-
pending on the complexity of the model, the intensity process is assumed to be either
deterministic or random. The resulting framework provides tractable models which
can be easily calibrated to market data.

We hereby aim at illustrating three alternative methods for pricing multi-name
credit derivatives. In particular, we compare the Monte Carlo approach with two
semi-analytical techniques, each one providing an appreciable improvement in terms
of computational efficiency. In particular, we show that the Monte Carlo setting suf-
fers from the fact that an extremely significant number of simulations are required in
order to achieve an acceptable convergence. Moreover, a large number of obligors,
usually more than 100, are involved in the basket and the resulting procedure be-
comes computationally inefficient, if not totally unfeasible. Finally, the pairwise cor-
relation matrix for N obligors has dimension N - (N — 1) /2. For instance, 150 credits
require specifying 11,175 parameters! This problem urges the final user to develop
alternative valuation methods such as the ones we present below.
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22.2 Models and Solution Methodologies

22.2.1 Pricing nth-to-default Homogeneous Basket Swaps

In this section we present a methodology for pricing basket default swaps. We con-
sider a basket that pays a spread s at dates {t1,t2,...,%_1, ..., Tp}. The periodic
payments of the protection buyer to the protection seller are denoted as the premium
leg (PL); the payment of the protection seller to the protection buyer in case of de-
fault of the underlying credit is called default leg (DL). A denotes the year fraction
representing the period between payments (i.e., 1/4 for quarterly payments, 1 for an-
nual frequency) and with B(0, #;) the nonstochastic discount factor for the maturity
t;. For simplicity, we do not take into account the accrued premium until the default
date.

Given the definition of counting process N(¢) := ZlN: 1 15,<;, where 1, -, is the
survival indicator of the nth default time (see Chapter “Dynamic Monte Carlo”), the
nth-to-default basket premium leg is:

M
PL=sA Z[B(O, tP(N() < n)] (22.1)

i=1
M n—1

—sA Z|:e”" ZIP’(N(n) = j)]
i=1 j=0

where P(N (t;) < n) is the probability to have less than n defaults no later than time
t;. The above expression means that the protection buyer pays the spread s until n
names have defaulted, where s is quoted per annum.

If the nth default occurs before the maturity 7', the protection seller has to pay
the difference between the par value and the recovery rate (R) of the reference entity.
Considering the same recovery rate for each obligor in the basket,! the default leg
(DL) is given by

DL = (1—-R)E[B(0, ) - 15, <71

If we assume that default can occur continuously over time, we may define F, (f) =
P(N(t) = n) and we rewrite the above expression as:

T
DL=(1- R)/ B(0, 1) dF, ().
0
Under the hypothesis of constant interest rate and integrating by parts, we arrive at:
T
DL=(1-— R){e_’TFn(T) + r/ F,(t)e dt}. (22.2)
0

! This assumption greatly simplifies the analysis that follows. A more realistic viewpoint
ought to consider the special features exhibited by empirical recovery rates as it has been
illustrated, e.g., in Altman, Resti and Sironi (2004, 2005) and Titman, Tompaidis and Tsy-
plakov (2004).
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Imposing that PL = DL, we obtain the equilibrium spread

(=R TF(T) +r [y Fa()e™ di)
AY e YU BING) = )1

Pricing a basket default swap requires estimating the probability distribution of de-
fault times. This can be modeled in the following two ways:

S*

(22.3)

1. Sampling a large number of random scenarios from the joint distribution;
2. Using a factor model to deliver tractable semi-analytic computations.

We provide an implementation of the first solution using copula functions and Monte
Carlo simulations. We describe the second methodology adopting two different fac-
tor models: one based on the use of the Fast Fourier Transform, the other on a recur-
sive algorithm.

22.2.2 Modelling Default Times

Default probabilities p; can be obtained either directly or implicitly. In the first case,
information stems either from the market via the observation of credit default swaps
spreads, or from rating agencies via advertised default rating matrices. In the second
case, they are derived from an assessment of the so-called hazard rate 4; as implied
from market prices of credit derivatives. We now shortly illustrate a hybrid version
of this approach and refer to Chapter “Dynamic Monte Carlo” for a self-contained
introduction to jump processes and their simulation algorithms.

Consider an increasing sequence of stopping times 71 < --- < T, < ---, and
define a counting process as

N
N(@) = Ty« (22.4)
i=l1

A (homogeneous) Poisson process with intensity A > 0 is a counting process whose
increments are independent and the probability that » jumps occur in any interval
[s, #] is given by

P[N(t) — N(s) =n] = %(; _ S)Vl)hnef(tfs)}h.

In other words, N (¢) has independent increments and N(¢) — N(s) is a Poisson
variable with parameter A(¢ — s). The time of default 7 is defined as the first jump
time of the process N, that is

T =inf{t > 0: N(@t) > 0}.

Intensity based models assume that an intensity function is given, then build a count-
ing process with that intensity, and finally derive the corresponding default time dis-
tribution. In real applications, the intensity function is bootstrapped from bond prices
and credit default swap spreads.
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22.2.3 Monte Carlo Method

The Gaussian Copula model introduced by Li (2000) is one of the most popu-
lar methods for pricing financial products whose payout depends on default times
71, ..., Ty. From here on, we assume the recovery rate R; paid off in case of default
of the ith underlying asset is a fraction of the nominal.

The basic assumptions of this framework are as follows:

1. The default time 7; is modeled as the first jump time of an inhomogeneous Pois-
son process.

2. The dependence structure of default times is assigned through a Gaussian copula
(see (22.5)).

3. Under the risk-neutral probability P*, the default-free interest rate dynamics are
independent of default times.

4. The fraction of the nominal which is paid in case of default is given by the
recovery rate, which we assume to be the same for all obligors.

Under these assumptions, the default time for the ith defaultable product in the
basket has a cumulative distribution function given by

T
Fit)y=1- exp(—/ Ai(s) ds).
t

Moreover, using a Gaussian copula leads to the joint distribution of default times as

Frpon (11,02, 1) = @ (@7 (Fi(11), @7 (Fa(02)), .., @7 (Fu (1)),
(22.5)
where @,, denotes the n-dimensional normal cumulative function with correlation
matrix X¥. This matrix is just the correlation matrix among asset price returns and
may be estimated from the observation of equity indices.
Correlated default times can be simulated by the following algorithm.

Algorithm (Simulating Correlated Events via Gaussian Copula)

1. Sample Y1, ..., Y, from a multivariate normal A/ (0, X).
2. Return; = F, N (@(Y))),i=1,...,n.

This method can be easily proved by noting that

Y, = @ (Fi(r)), foralli=1,...,n.

22.2.4 A One-Factor Gaussian Model

According to the classical structural framework proposed by Merton (1974), the one-
factor model postulates that a company defaults when the firm value falls below a cer-
tain threshold. Let the firm value be driven by two components, namely a common
factor Y representing a source of systematic risk and a noise term &; that is idiosyn-
cratic to the firm. The systematic risk component can be viewed as an indicator of
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the state of the business cycle (e.g., stock index, GDP, interest rates). The idiosyn-
cratic part is a firm-specified indicator and depends on events strictly linked to the
firm (e.g., the quality of the management, the market share, the position with respect
to competitors). We assume that Y and ¢; are independent and normally distributed
variables with zero mean and unit variance.

The dynamics of firm value i is given by

Vi) = pi¥ +/1 = pfei, (22.6)

where factor p; € [0, 1]. If p; = O then the firm value does not depend on the general
state of the economy; if p; = 1, the randomness affecting the firm value is exclusively
due to macroeconomic events. Furthermore, we assume that the correlation between
two firm values is cov(g;, &) = p; p;.

The default time distribution can be determined by defining a default event time
for a firm i as the first date for which V;(¢) < @ ~L(F; (1)), i.e.,

-1(F. — i .
& < QS (Fi() — pi Y'
‘/l—piz

Knowing @ —L(F;(t)) and 0i» the conditional default probability p;|, that credit i will
default at time ¢, conditional on Y is given by:

(22.7)

piy(®) =P[Vi(t) < @ L (F ()Y = y]
=Plp;i Y+ /1= p?-ei <@ (Fi@0)Y =]

-1(F. — .
:P[Eifcp (F (1) = pi Y’Y:y}

,/1—,0!.2

o~ UF®) — pi
=¢< (Fi(1)) p,y>’ 228)
1= ,oi2
foralli =1, ..., n. The independence property leads to the joint default probability

distribution for the N obligors as:

+oo N
Fo=Pmsrnziom=n= [ [[aosmy. @29

|

where ¢y is the factor density function. The corresponding joint survival distribution
reads as:

+oo N
SO)=P(n >t >1,.... Ty > 1) = [ a8 dy,
i=1

—00

where g;y (t) = 1 — pijy(1).
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22.2.5 Convolutions, Characteristic Functions and Fourier Transforms

In some cases, it is possible to derive analytical formulas for the value of the default
distribution or to compute the value of the default distribution with Fourier methods.
These results can be used to check the outcome of Monte Carlo simulations.

We now show how to use the Fast Fourier Transform to get to the distribution
function of a counting process N (¢). We start with a few definitions.

Definition (Convolution Product) If f and g are measurable functions, we define
their convolution as:

(f ® 9)u) = f FO0g( — x) dx.

If X and Y are independent random variables with probability density fy and
fv, the distribution function of the sum X + Y is given by fx ® fy.

Definition (Characteristic Function) The characteristic function (CF) of a contin-
uous r.v. X with d.f. fx is defined as I"(¢) = E(e"¥), i.e.,

+00 .
It = Fx (x)el™ dx, (22.10)

—0oQ
where i = 4/—1 denotes the imaginary unit.

Definition (Fourier Transform) The Fourier Transform (FT) of a function f is
defined by:

F(t) = /OO £ (x)e™ dx

if this integral exists. The function

fx) = J% /_Z F(w)e™ dw (22.11)

is called the Inverse Fourier Transform (IFT), if it exists.

In what follows, we use the Fast Fourier Tranform (FFT) algorithm to implement
discrete Fourier transforms and the Inverse Fast Fourier Transform (IFFT) to imple-
ment discrete IFT. Given a finite set of data, e.g., a periodic sample taken from a
real-world signal, the FFT expresses these data in terms of their component frequen-
cies. It also solves the essentially identical inverse problem of reconstructing a signal
from the frequency data.

The moment generating function of a counting process N (¢) is given by

N
Uy (u) = E(uN(t)) = Z]P’(N(t) = ku*. (22.12)
k=0

Given the observation of factor Y, we can write
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UNily () = ]E[uNf(t)|Y]

where p;|,(¢) is the marginal default probability as defined in (22.8). By using the
iterated expectation theorem and the independence of N;(¢), we get to the uncondi-
tional moment generating function:

Wy () (1) =E<]'[ wN,.W(u)) = f [ [[upiiy+(1=piry @) ]6 (3) dy, (22.13)
i=1 i=1

where ¢ (y) denotes the factor’s density function. The probability P(N () = k) can
be determined by calculating the coefficient of the term u* from expression (22.12)
and (22.13).

This formal expansion approach is well-suited for small values of N, whereas
for large values we can use the FFT approach. The idea is to compute the character-
istic function of N (¢) by replacing variable u in (22.12) with el The characteristic
function has the following property: if N and K are independent, the characteristic
function of the sum N + K is the product of the characteristic functions of N and K.
With this in mind, we obtain:

Iy () = E(]"[ FN,.wy(u)) = / [ [[e"“piy® + (1 = piry @) ] () dy,
i=1 i=1

where I'y, 1) (1) is the characteristic function of N; (¢). Under certain technical condi-
tions, the FFT of the probability density function is exactly its characteristic function.
Therefore, we can write:

Ty () = E[e"NOy] = [[FFT(fi1, ).

i=1

where f;|y(¢) is the distribution of N;(¢) that is a Bernoulli distributed random vari-
able with probability p;),(¢). By inverting the expression above through the Inverse
Fast Fourier Transform (IFFT) defined as

fy(t) = IFFT{H FFT(fiy (1)) } (22.14)

i=1
we can obtain the distribution of N(f) given factor Y. Finally, the unconditional
distribution is given by integration over the range spanned by variable y, namely:

£y = / £ 060 dy.

One of the greatest advantages of this approach is that the CF uniquely characterizes
the distribution of a random variable.
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22.2.6 The Hull and White Recursion

Recall that g;|,(#) denotes the survival probability P(z; > f); then, the conditional
probability of no-default is

N
Popy () = [ [aiy @), (22.15)

i=1

while the probability of one default

N N
Puy(t):Z![l—q,»y(r)] I q,,'b;(t)}
i=1 J=1j#i
o N aiy®
=> 11— giy®)] : (22.16)
- [122)

By using expression (22.15) in formula (22.16), we obtain

N
Pyy(t) = Pojy(t) Y w;(t]Y),

i=1

where w; (¢]Y) = (1 — qi|y(t))/qi)y(¢). Hull and White (2003) prove that the condi-
tional probability of n names being in default by time ¢ is:

Sty (1) = Sopy (1) Y weywz) -+ Wen)- (22.17)

Ifz(1), z(2), ..., z(n) denote n distinct positive integers lower than N + 1, the above
sum is computed over (Iy\,/ ) = N!/(n!(N —n)!) possible selections. The unconditional
probability that there will be exactly n defaults by time ¢ can be determined using
numerical integration over the distributions of factor Y, i.e.,

+00
Put) = / Poy(® Y woywegy - wemd () dy.  (22.18)

22.3 Implementation and Algorithm

We have developed MatLab® routines for pricing the nth to default basket swap
using Monte Carlo simulation, the FFT approach and the Hull and White algorithm
for the purpose of computing the probability of having n defaults by time #, F;,(¢).
Let us consider a basket consisting of n assets; the algorithm requires a preliminary
identification of the following variables:

(1) Contract maturity 7’;
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(2) Correlation p among the underlying assets;
(3) Hazard rate h; for each obligor;

(4) Common recovery rate R;

(5) Instantaneous interest rate r;

(6) Number of payments per annum f.

Then a contract type is selected (e.g., 1st-to-default, . . ., nth-to-default) and a method
for computing the joint probability distribution of default times is adopted (e.g., MC,
FFT, or HW). All hazard rates are supposed to be constant; consequently, we are
implicitly assuming that the jump dynamic of the defaults is driven by a Poisson
process and the distribution of default times is exponential.

22.3.1 Monte Carlo Method

The Monte Carlo approach is based on the generation of random numbers from a
Gaussian Copula. Given a basket with N references with default time correlation
matrix X, the steps are as follows:

1. Find the Cholesky decomposition A of X;

2. Simulate n independent random variates z = (z1, 22, . . . , zn)—r from N (0, 1).

3. Compute x = Az;

4. Putu; = @ (x;) withi = 1,2, ..., n and where & denotes the univariate stan-
dard normal cumulative distribution function.

5. Return (tq, ..., ty) = (Ff] (u), ..., FIQI(MN)), where F; denotes the ith mar-
ginal.

With the present value of the default and premium leg for all scenarios the spread
of the basket default swap is determined as quotient of the sum of the present values
of the default legs divided by the sum of the present value of the premium legs (22.3).

22.3.2 Fast Fourier Transform

The FFT method is implemented by the routine convol uti on. m This function
delivers a vector containing the probabilities of having 0, 1, 2, ..., N defaults con-
ditional on the factor Y. Starting with (22.8), the steps are as follows:

1. Define N vectors of size (N + 1) as
pily@® :==[1—=piy@®), 0, ... 0, piy@®)],

fori=1,..., N.
2. Apply the FFT to each vector p;y(t);
3. Setpy (1) = [1L, FFT(fiy(1)];
4. Apply the IFFT to vector p (7).

This procedure delivers a vector of conditional probabilities as a convolution of
N input vectors.
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22.3.3 Hull-White Recursion

Hull and White (2003) describe a method for calculating the expression (22.17).
Calling Ay = Y [w (ywz2) - - Wz k)] Withk < N and B; = Z?’zl w!, they prove
the following recurrence relation:

Ay = By,
2A; = B1A; — By,
3A3 = B1Ay — ByAy + Bs,

kAr = BiAi_1 4+ ByAr_a — -+ (=D¥Bi_1 Ay + (=)' By

The function hw. mprovides the related conditional probability vector. We have im-
proved the code efficiency by writing all routines in vector notation. This means that
all f or and whi | e loops have been replaced by vector or matrix operations. For
the purpose of showing the computational burden stemming for non-vectorial cod-
ing, we provide routine hw_uv. mwhich performs the same algorithm as hw. m in
a traditional loop-like programming style.

22.3.4 Code

For all the types of models the code is composed of a first common part that computes
the present value of the default leg and the premium leg. While in the Monte Carlo
algorithm we only have to generate the default times using the function GCdef . m
in the FFT procedure or the Hull and White method the code splits into three main
parts. The first one evaluates the unconditional default probabilities with the chosen
model. The second part calculates the unconditional probability by integrating over
the factor’s distribution. The third function gives the probability of having at least n
defaults (i.e., the second summation in Eq. (22.1)).

The main function is nt d( nodel , T, rho, h, r, R k, f), where nodel can
assume values MC, FFT, or HW; T is the contract maturity; r ho is the N-dimensional
correlation vector as defined in (22.6); h is the N-dimensional hazard rate vector;
r is the instantaneous rate of interest; Ris the common recovery rate; K is the speci-
fication of the type of contract (i.e., for a 1st-to-default basket this value is set to 1);
and f is the number of annual payments.

22.4 Results and Comments

We evaluate the fair spread of an nth-to-default basket swap under different scenar-
ios. We run the function nt d(nodel , T,rho, h,r, R k, f), with T = 5, rho
ranging over [0, 1] with step 0.1, h = 0.01,r = 0.05, R= 0.5, k = {1, 2, 5}, and
f = 1. The Monte Carlo algorithm has been run over 100,000 simulations.
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Table 22.1. Fair spread (bps) for 5 names using FFT

P Istt.d. CPU time 2nd t.d. CPU time 5th t.d. CPU time
0 262.917 0.281 21.442 0.234 ~0 0.234
0.1 261.775 0.281 22.209 0.281 ~0 0.281
0.2 259.201 0.281 24.529 0.281 0.001 0.281
0.3 251.882 0.281 28.439 0.281 0.005 0.281
0.4 242.354 0.281 33.875 0.293 0.024 0.281
0.5 229.104 0.344 40.579 0.343 0.108 0.281
0.6 211.612 0.328 48.036 0.328 0.412 0.281
0.7 189.287 0.328 55.462 0.328 1.351 0.281
0.8 161.162 0.328 61.740 0.328 3.955 0.281
0.9 124.693 0.328 64.919 0.36 11.067 0.269
1 50 ~0 50 ~0 50 ~0

Table 22.2. Fair spread (bps) for 5 names using HW recursion

P Istt.d. CPU time 2nd t.d. CPU time 5th t.d. CPU time
0 262.917 0.422 21.442 0.421 ~0 0.422
0.1 261.775 0.5 22.209 0.0516 ~0 0.5
0.2 259.201 0.5 24.529 0.5 0.001 0.5
0.3 251.882 0.516 28.439 0.531 0.005 0.516
0.4 242.354 0.593 33.875 0.531 0.024 0.515
0.5 229.104 0.593 40.579 0.625 0.108 0.516
0.6 211.612 0.594 48.036 0.601 0.412 0.516
0.7 189.287 0.594 55.462 0.594 1.351 0.5
0.8 161.162 0.656 61.740 0.594 3.955 0.5
0.9 124.693 0.656 64.919 0.687 11.067 0.547
1 50 ~0 50 ~0 50 ~0

Tables 22.1, 22.2 and 22.3 report results showing the computational speed im-
provement over the standard Monte Carlo method. Indeed, it took 0.9320 seconds
for the Ist-to-default under the assumption of p = 0. There are no remarkable
differences between the Fast Fourier Transform method and the Hull-White recur-
sion in terms of fair spread, while the former requires a shorter computational time.
Figure 22.1 shows the proportion (in percentage points) of Monte Carlo paths that
result in a default payoff for a test basket with correlation 0.5. We see that the es-
timated probability that the nth-default occurs before maturity is not stable. Fig-
ure 22.2 shows that the Monte Carlo estimator is unstable and converges at a slow
speed. This experiment can be performed by running the script gr aph. m with cor-
relation 0.5 and the same parameters as those reported above. Even if basket credit
default swaps typically involve a limited number of reference entities (n < 20),
we test whether the FFT and HW approach can be used for pricing Collateralized
Debt Obligations (CDOs) where the number of obligors is typically greater than one
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Table 22.3. Fair spread (bps) for 5 names using 100,000 Monte Carlo simulations

0 1st t.d. CPU time 2nd t.d. CPU time Stht.d. CPU time
0 264.439 0.923 21.566 1.011 ~0 1.016
0.1 263.107 0.937 22.437 0.937 ~0 0.984
0.2 259.953 0.953 24.657 0.937 0.009 0.921
0.3 253.329 0.968 28.279 0.968 0.018 0.953
0.4 244.084 0.937 33.587 0.953 0.038 0.968
0.5 230.825 0.953 40.001 0.953 0.086 0.968
0.6 212.805 0.968 47.987 0.968 0.339 0.953
0.7 190.428 0.953 56.082 0.968 1.126 0.968
0.8 162.561 0.984 62.741 0.968 3.650 0.953
0.9 126.004 0.953 66.072 0.953 10.591 0.953
1 50 ~0 50 ~0 50 ~0
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Fig. 22.1. Percentage of paths in default for a first, second and last to default basket. The
results have been obtained running 10,000 Monte Carlo simulations.

hundred.? Due to the extremely burdensome computational time requirements, we
decided not to run Monte Carlo. For a 2nd-to-default basket swap with correlation
0.5, we need about 9.5 seconds. We price a 2nd-to-default basket swap with 50 names

2 A CDO comprises a pool of underlying instruments (called “collateral”) against which
notes of debt are issued with varying cashflow priority. These notes vary in credit quality
depending on the subordination level. The collateral of a CDO is typically a portfolio of
corporate bonds or bank loans or other type of financial facilities (residential or commercial
mortgages, leasing, lending, revolving facilities, even other credit derivatives, to name few).
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Fig. 22.2. Fair spread vs. number of Monte Carlo simulations.

and the usual parameter set. Table 22.3 shows that the FFT method works quite well
and performs significantly faster than the Hull-White recursion (see Table 22.4).
Moreover the HW algorithm does not converge for r ho greater than 0.8 (see Ta-
ble 22.5), due to the instability of the quadrature method adopted by the MatLab®
function quadv. m Indeed this function makes use of the recursive adaptive Simp-
son quadrature, whereas implementing a Gauss—Legendre quadrature would lead to
convergence of the required integral (22.11). Hull and White (2003) use the recursion
just to price nth-to-default basket swaps that involve a smaller number of obligors;
for pricing correlation products that have a large number of underlings, they suggest
a different algorithm. We propose a different implementation of the Hull-White re-
cursion, using cycles instead of matrix syntax. Editing file pr ob. mwith “@hw_un”
substituting “@hw”, we notice that the CPU time grows quite remarkably. For in-
stance, in the case of a basket with 50 names and p = 0.5 the 1st-to-default premium
is 1397.8 bps. However, the FFT method takes 1.95 seconds to run, whereas the Hull-
White recursion requires 21.15 seconds in the vectorial code and 195.23 seconds in
the loop-based routine.

Hence, a CDO consists of a set of assets (its collateral portfolio) and a set of liabilities (the
issued notes).
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Table 22.4. Fair spread (bps) for 50 names using FFT

P 2nd t.d. CPU time
0 1205.799 1.25
0.1 1168.722 1.62
0.2 1071.935 1.71
0.3 944.151 1.76
0.4 807.688 1.78
0.5 674.218 1.76
0.6 548.140 1.95
0.7 429.898 2.03
0.8 317.615 1.67
0.9 206.42033 2.12
1 50 ~0

Table 22.5. Fair spread (bps) for 50 names using HW

P 2nd t.d. CPU time
0 1205.799 13.062
0.1 1168.722 17.328
0.2 1071.935 18.265
0.3 944.1515 18.422
0.4 807.688 19.047
0.5 674.218 19.329
0.6 548.140 20.672
0.7 429.901 22.327
0.8 - -

0.9 - -

1 50 ~0

All the results highlight that the 1st-to-default premium decreases for higher val-
ues of correlation. The higher the correlation, the greater the advantage the contract
offers to the protection buyer. The paid basket spread is smaller if compared to buy-
ing n single name credit default swaps. Since this contract only offers partial protec-
tion, we would expect that the upper bound (p = 0) for the premium is the sum of
the individual default swap premiums, ) ;_; s;.

Similarly, the lower bound for the premium is the maximum of the individ-

ual default swap premiums, max(si, s2, ..., Sy), which corresponds to the case
in which p = 1 (since here the riskiest credit will always be the 1st-to-default):
max(sy, $2,...,8y) <s < ZINZI s; (see Fig. 22.3). Up to a certain correlation value,

the premium for a 2nd-to-default increases as n does so. Over a certain level p, the
propensity to jointly default implies that the protection offered to the contract holder
decreases. For this reason the 2nd-to-default basket behaves like a first-to-default
basket: the premium starts to decrease. The premium also depends on the value of
the recovery rate R. We fix the value of the hazard rates and evaluate different con-
tracts under varying correlation and recovery rate. As the recovery rate increases, the
contract value becomes smaller and smaller since the protection it offers is less valu-
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able. The resulting charts are displayed in Figs. 22.4 and 22.5. We finally analyze the
relation between the hazard rate / and the contract premium. As shown in Fig. 22.6,
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as h increases, the probability of default increases and the contract becomes more
and more expensive.
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Scenario Simulation Using Principal Components”

Key words: principal components analysis, Monte Carlo simulation, risk analysis,
term structure of interest rates, forward curve

Portfolio managers, hedge funds, and derivative traders, among others, are con-
fronted with the valuation and risk management of financial portfolios involving an
increasingly large number of securities. The heterogeneity of asset pools makes these
tasks very challenging and arduous to deal with using standard valuation tools, such
as naive Monte Carlo methods.

Principal Components Analysis (PCA) and scenario simulation are complexity
reduction techniques that can be applied to portfolios involving correlated assets.

The PCA method, as introduced in Steeley (1990) for the purpose of financial
applications, consists of identifying statistically independent factors affecting the
random evolution of a given pool of assets, sorting them by order of relative impor-
tance, and selecting the most significant ones. This task can be undertaken through
the computation of a historical cross-asset covariance matrix and the identification
of principal components representing independent factors underlying the market risk
borne by the portfolio.

Jolliffe (1986) is the standard reference for PCA. Avellaneda and Scherer (2002)
and D’Ecclesia and Zenios (1994) apply this technique to interest rate markets and
portfolio selection. Gabbi and Sironi (2005) provide as extensive factor analysis in
the Eurobond market. PCA has been applied to measure Value-at-Risk figures in
Roncoroni (2004).! Based on early results by Roncoroni (1997, 1999), a functional
version of PCA has been proposed by Guiotto and Roncoroni (2001), Roncoroni,
Galluccio and Guiotto (2003), and Galluccio and Roncoroni (2006). These authors
develop a method allowing to detect “Shape Factors” affecting cross-sectional de-

* with Alessandro Moro.
! Gatti et al. (2006) and Maspero and Saita (2005) provide key applications of Value-at-Risk
to asset management and project finance transactions.
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formations and perform a study on the empirical performance of hedging strategies
based on these factors compared to the traditional PCA components.

The scenario simulation method, as introduced in Jamshidian and Zhu (1997),
consists of replacing the joint probability distributions of the significant factors se-
lected using PCA by appropriate discrete-valued approximations and then evaluating
the distribution of the market value of an asset portfolio as a function of these ap-
proximated distributions.

The main hypothesis underlying these methods is that factors are jointly normally
distributed. Correspondingly, the performance of the resulting reduced-form model
depends on four elements, namely

(1) the similarity of actual asset price distributions to normal variates,
(2) the correlation level among assets in the portfolio,

(3) the number of retained factors,

(4) the number of points in the approximating discrete distribution.

As these values become larger, the quality of the resulting model improves.

This case-study is organized as follows. Here the factor detection problem and the
complexity reduction issue are introduced. Section 23.1 details the solution method-
ology from a theoretical viewpoint, and provides an application to interest rate mar-
kets. Section 23.2 describes an implementation algorithm and the corresponding
code. Section 23.3 concludes with some numerical experiments aimed at testing the
quality of the method.

23.1 Problem Statement and Solution Methodology

Simulating cross-sectional data, such a term structure of interest rates, a commod-
ity forward price curve, or a volatility smile, is a challenging task due to the high
number of variables involved in the process. PCA aims at identifying and reducing
the number of mutually independent factors driving the random evolution of a given
cross-section. Scenario simulation improves PCA results by reducing the number of
possible outcomes that need to be simulated for each selected factor.

We introduce the main issue through a simple example. Consider a portfolio &
involving interest-rate dependent securities only. The portfolio value V,; depends of
the term structure of interest rate expressed as a continuously compounded yield
curve y,, where x > 0 denotes a time-to-maturity. This can be seen as a proto-
typical instance of a cross-section. We assume that 7 contains positions depending
on a number n of yields and that each yield may take one among a set of k values
within the portfolio time horizon. Evaluating the risk underlying the portfolio value
by Monte Carlo requires several simulations of possible scenarios for the n yields.
In general, there are k" possible outcomes, though a reasonably well-approximated
portfolio distribution can be obtained by fewer Monte Carlo simulations. However,
the computational burden remains quite important even for small portfolios.
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There are two sources of reducible complexity in this procedure. First, different
yields may be correlated to a certain extent, so simulating their outcomes indepen-
dently of each other introduces a loss of efficiency. PCA proposes a solution to this
issue by replacing the n yields with a number m < n of mutually independent fac-
tors wi, ..., Wy. Second, sampling the distribution of V; by simulating samples
from factor distributions is highly time consuming due to the high number of pos-
sible states taken by each factor. For instance, a four-factor model (m = 4) with
M = 100 states for each factor leads to N = 100* scenarios and a same number
of sample portfolio values V. Monte Carlo simulation usually requires a high num-
ber, though smaller than N, of runs to come up with a reasonable assessment of the
portfolio distribution. Scenario simulation suggests replacing the underlying distrib-
utions by discrete ones involving a very small number of states, say from 3 to 9 in
most applications. Let us explore the two techniques to a greater depth.

Empirical analysis of interest rate dynamics shows that the yield curve y =
{yx, x > 0} evolves over time according to a wide variety of possible deformations.
For instance, Central Bank may decide to decrease the short-term rate while the mar-
ket is quoting a higher 10-year bond yield; as a result, the yield curve is expected to
steepen. This phenomenon can be described as follows.

We consider n points on the yield curve. On a given time interval, all points may
vary quite heterogeneously, giving the impression that n factors are actually driving
the yield curve evolution. A moment’s reflection suggests that pairs of yields corre-
sponding to neighboring times-to-maturity are likely to move together whereas far-
away yields are likely to have a lower degree of mutual dependence in their behavior.
Qualitatively, we may say that a perturbation affecting a single yield spreads over the
entire term structure according to the degree of proximity to the shocked point. This
observation suggests that PCA should be performed on the empirical covariance (or
correlation) matrix of absolute (or relative) yield returns.

Slightly relaxing our notation, we let y; (¢) denote the time ¢ quoted yield corre-

sponding to time-to-maturity x; (i = 1, ..., n). In a standard diffusion setting, we
may assume yield return dynamics
dy (¢
MO+ dwi 0,
yi(0)
dyo (¢
y2(0) = podr +dWa(r),
»2(1) (23.1)
dy, (¢
DD dr+dW, 0.
Yn(2)

where the W;’s are correlated Brownian motions. Principal components analy-
sis delivers dynamics for y;’s in terms of independent Brownian shocks Wi ()
(i = 1,...,n). These processes are obtained as linear combinations of the original
Brownian motion in that dW; = ZZ:I o dW;, for suitable coefficients «y, ..., oy.
Moreover, they are ranked according to their relative importance in reproducing the
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underlying volatility. Indeed, if A, denotes the instantaneous variance per time unit
of the process Wk, namely Ay df = Var(dWl) then A; > A;, wheneveri > j.

Complexity reduction can be achieved by setting a number p € (0, 1] represent-
ing the proportion of the overall market volatility that needs to be reproduced by a
reduced-form yield curve model and defining m as the smallest number of Brownian
motions required for generating this figure, i.e.,

Y
L’,‘,‘l k} > p.
Zk:l Ak

m = min{i > 1:

We then consider reduced-form dynamics

dyi (1) N f
= i dr + AW (@),
y1(®) H ;ﬁlk 1
d S i
y2(1) = wodt + ZIBZk dWi (@),
y2(1) k=1
— (23.2)
dyn (2) 3 W
— = Uy dt"f‘ n dW 1.
Ya (1) a ;IB ‘ v

Once this representation is established, a scenario simulation can be performed on
these dynamics. In most applications m is about 8—10 times lower than n.

Standard Monte Carlo simulation requires sampling among hundreds of possible
outcomes for the underlying Brownian motions. Scenario simulation is a reduction
technique aimed at simplifying the burden of generating paths from the exact noise
distribution. The idea is to select a very limited number of key states (called sce-
narios) of the noise driver, to assign them probabilities consistent with the initial
probability distribution, and finally to sample from this reduced-form model.

Jamshidian and Zhu (1997) suggest selecting 9 states for the first factor, 7 for the
second, 5 for the third, and 3 for the last driver. The scenario probability distribution
is taken as a multinomial approximation of the underlying multivariate normal dis-
tribution. If m denotes the number of possible outcomes for each of the four factors,
then the probability of a state i is given by

!
. —m '
PO =2 o=
The distance between two different states is 2/./m standard deviations and the dis-
tance between the center of the distribution and the farthest state is %m % = /m.

23.2 Implementation and Algorithm

23.2.1 Principal Components Analysis

Consider a vector-valued diffusion process with constant coefficients
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dy@) _ pdt +dW(), (23.3)
y(@)

where W is a correlated n-dimensional Brownian motion. Here division between
vectors has to be interpreted componentwise, e.g., %:(%, ..., %y A time series
of cross-sectional data will be denoted by {y(¢),t = 4§,..., N6}, where y(¢) =

(@), ... yn(0)).

Algorithm (Principal Components Analysis on a Diffusion Process)

1. Data setting. Consider the annualized relative yield variations [y(r + §) —
y(®)]1/(8y(z)) for all dates + = §,..., N§. The sample mean of these data is
given by

N
e R [y(k8) = y((k — D)
i = (5N) k§=1[ G =19 } (23.4)

If we subtract this average from each variation observed in the market, we obtain
a set of annualized centered relative yield variations

y( +8) —y@)
y(©)
The main hypothesis at this stage is that these vectors are all independent sam-

ples from a common multivariate normal distribution.
2. Descriptive statistical analysis. Compute the sample covariance matrix

At) = 5—‘[ }—u, t=86,...,NS. (23.5)

N
C := Cov(A) = N~! Z ADOA®D)T

t=1

= (N—l ZAi(t)Aj(t)> .
i,j=1,...n

t=1

.....

3. Diagonalization. Decompose C as C = U T AU, where

e Aisthe n x n diagonal matrix gathering the eigenvalues of C in a decreasing
order, i.e.,

A =Diag(Ay, ..., Ap), WithAi; > -2 > A,

e U is the n x n matrix assembling the corresponding normalized eigenvectors
column by column, i.e.,

U=@']...|u"), withiu' =Cu foralli.

4. Principal components. Foreachi = 1, ..., n, define the ith principal component
fi as the variance normalized linear combination of annualized variations with
weights given by the elements u, ..., u;, of the ith eigenvector u':
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f=Diag(\/E,...,\/E)UTA.

In matrix-like form, this expression reads as

—1
fi Yty A up A

- 3

I S A g A

where Ay is the kth entry of vector A. As a linear combination of normal vari-
ables with zero mean, vector f is also normal with mean equal to the zero vector

0=(,..., O)T. Moreover, its covariance is given by the n x n identity matrix,
that is,
Cov(f) = Cov(Diag(\/F, ...,\/E)UTA)
= Diag(A; ', ..., A, ")U Cov(A)U "
= Diag(A; ..., 2, )yucUu”
= Diag(A; ', ..., 2, )uuTaUUT
= In,

where we applied the property that the transpose of an orthogonal matrix is equal
to its inverse, e.g., UT = U Inshort, f ~N,(0,1,). Since A; > A;jy1, fi canbe
interpreted as the ith most important component in explaining the cross-sectional
risk C.

5. Diffusion coefficients identification. By setting dr = § and dW(¢) = A in equa-
tion (23.3), and by noticing that

Z’jl':l Vklu{fj

A = Diag(vVA1, ..., VA )Uf= : , (23.6)
27:1 V)\nuizfj
we come up to the following set of equations:
dy (¢ = ~
n® _ prde + > ok dWi o),
yi(0) P
dya (¢ " ~
yy;((t)) = padr + Y agub AW (1),
k=1 (23.7)
dy, (t “ ~
w® L dr+ 3 Vi dWi (1)
yn () P
where dﬁ}j := f;j. By reducing the number of factors to m < n, the resulting

dynamic system reads as in equation (23.2), where Bj; := +/A; ui.‘.
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The entries of each eigenvector u' are referred to as “factor loadings”. Indeed,
formula (23.6) implies that a unit perturbation in the component /A; f; generates a
shock u’l on the yield y;, a shock u’2 on the yield y,, and so on. Usually, the entries
of the first eigenvector display a common order of magnitude and share the same
sign. This means that a unit shock in the first component is reflected in a similar
movement of all points on the curve, that is a parallel shift. Similar interpretations
can be attributed to some of the remaining factors, as will be clear at the end of our
analysis.

The first applications of this decomposition in finance go back to Steeley (1990)
and Litterman and Scheinkman (1991). These authors studied the yield curve dy-
namics of the US interest rate market. Their main conclusion was that the first three
components f!, f> and f* explain more than 90% of the historical market volatility
during the eighties. Moreover, these components can be respectively interpreted as a
parallel shift, a change in slope, and a convexity adjustment in the shape of the term
structure. Although this method has been criticized for the strong assumption made
about the normality of the distribution of centered yield returns, it has now become a
market standard in the banking industry for the purpose of modelling cross-sectional
risk.

23.2.2 Code

Our implementation involves two codes, one for the scenario simulation model and
another for the Monte Carlo simulation. Centered yield variations are calculated
for a set of times-to-maturity. Function cov performs and delivers the variance—
covariance matrix of the time series of these quantities. Function ei g returns the set
of decreasingly ordered eigenvalues and the corresponding normalized eigenvectors.
Once PCA has been performed, the four most significant components are singled out
and sample yield curves are generated.

The two codes differ in the way these curves are obtained. The scenario simula-
tion code uses a finite set of possible outcomes for each of the four components. The
Monte Carlo code generates pseudo-random samples for these figures. Once out-
comes for the selected components have been obtained, their value is plugged into
formula (23.7) and a set of sample yields, one per time-to-maturity, is returned as an
output.

23.3 Results and Comments

We implemented and tested the simulation algorithm using a time series of yield
curves in the US Treasury bond market. Our data span the period from March 1,
2000, to February 28, 2002, and the cross-section includes eleven yields, namely
those referring to yearly times-to-maturity for years one to ten, plus the six-month
yield.

Recall that the jth factor is given by a constant multiplied by the linear combi-

nation of yield increments Ay, ..., Ay defined in (23.5) with loadings u{, R u{l,
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Fig. 23.1. Factor loadings of the most significant four principal components.

i.e., the entries of the normalized eigenvector corresponding to the jth greatest eigen-
value of the yield increments covariance matrix. We may figure out the shape of
a given factor j by visually inspecting the graph of all corresponding factor load-
ings plotted against the time-to-maturity variable, i.e., {(7;, ul] ),i=1,...,11}. Fig-
ure 23.1 shows a graph of factor loadings defining the most significant four factors.
We see that the first factor assigns quite uniform loading coefficients to all yield in-
crements. This feature suggests that the most important component driving the yield
curve risk is a parallel shift in the curve shape. The second factor loadings display
an increasing path. Correspondingly, this factor can be interpreted as a change in the
yield curve slope. Finally, the third factor can be identified with a curvature change
in the yield curve shape.

Table 23.1 reports instantaneous annualized standard deviations for the 11 prin-
cipal components. The overall variance is given by the sum of the diagonal entries in
the covariance matrix R or, equivalently, by the sum of all its eigenvalues?

Varge = 0.153370 + 0.018219 + - - - 4+ 0.000003 = 0.174838.

2 Since the trace operator Tr(A) := }_; A;; is invariant under orthogonal transformations
and commutation among arguments, we have:

T _y—1
YR ETR) =Te(ZAZ ) =T (s " = )2 4
1 i

1
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Table 23.1. Instantaneous annualized volatilities reproduced by the eleven principal compo-
nents

Factor Label Variance, Std. dev., % Var., % Cumul.,
Aj Jrj M/l M S A Tk M

1 Wi 0.153370 3.916% 87.721% 87.721%
2 VT/Z 0.018219 1.350% 10.420% 98.141%
3 VT/3 0.002309 0.481% 1.321% 99.462%
4 VT/4 0.000585 0.242% 0.335% 99.796%
5 VT/5 0.000181 0.135% 0.104% 99.900%
6 17176 0.000137 0.117% 0.078% 99.978%
7 W7 0.000017 0.041% 0.010% 99.988%
8 Wg 0.000008 0.028% 0.005% 99.992%
9 Wg 0.000005 0.023% 0.003% 99.995%

10 VT/IO 0.000004 0.019% 0.002% 99.997%

11 VT/H 0.000003 0.018% 0.002% 100.000%

0.95

0.9

Percentage of the explained variance

085 | | | | | | | | |
1 2 3 4 5 6 7 8 9 10 1"

Number of Factors

Fig. 23.2. Quota of the sample variance reported as a function of the cumulative number of
ranked principal components (factors).

In particular, the first component accounts for 0.153370%/0.174838 = 87.721% of
the total variance. Figure 23.2 displays the cumulated variance reproduced by an
increasing number of principal components. It is clear from this picture that the most
significant four components represent almost the entire sample variance in the market
under investigation. Accordingly, we select W1, Wa, W3 and Wy for the purpose of
generating sample yield curves.
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Our next experiment involves the yield curve as recorded on February 28, 2002,
that is the last available datum in our set. We then generate eleven yields defining a
sample yield curve as will be quoted in three months from the current date. This task
is accomplished through standard Monte Carlo and scenario simulation. To put this

program into action, let #p and (y1 (%), ..., y11(tp)) denote the starting date and the
quoted term structure, respectively. If the simulation horizon is t = ¢y 4+ 3 months,
a standard Monte Carlo sample (y{(f), ..., y11(¢)) is obtained as

4
Vi (1) = i(to) exp[l + it —10) + Y VaufT= 10 x N* (0, 1)}

k=1

where p; is the ith entry of vector u defined in (23.4) and NLYO, 1), ..., N*0, 1D
are independent samples from a standard normal distribution. A sample performed
using the scenario simulation model can be obtained by assuming that each N* is
a state of a discrete distribution approximating the normal density. We consider a

discrete set of states w’]‘, el w,’; together with a distribution function defined by
m!
I[D(wf‘) =2"— 0 i=1,....mk=1,...,4
i!m —1)!

We choose the number m, of states depending on factor k according to the rule mj =
2(5 — k) + 1. So we have nine states for factor 1, seven states for factor 2, five states
for factor 3, and three states for factor 4. These are centered at zero and differ by a
multiple of 2/, /my. Table 23.2 reports the exact figures for all states. We plotted 105
sample yield curves obtained by the two methods on a common pair of Cartesian
axes. Figure 23.3 highlights the stronger uniformity among samples generated us-
ing the scenario simulation model as compared to those obtained using the standard
Monte Carlo technique. Deeper insight can be gained by examining descriptive sta-
tistics over a larger sample of yield curves. We generated 945 sample curves. Each
curve included eleven times-to-maturity. We then computed maximum, minimum,
mean, and variance of sample yields corresponding to each maturity. Results are re-
ported in Table 23.3 for the Monte Carlo simulation, and Table 23.4 for the scenario
simulation model. Scenario simulation performs as well as Monte Carlo in terms of
variety of samples paths. However, it outperforms standard Monte Carlo in terms of
computational cost, as long as the number of states is dramatically reduced and no
simulation is required at all.

It is important to underline that the quality of our results highly is highly de-
pendent on the assumption that the underlying model is Gaussian. Whenever the
underlying security prices display non-normal distributions, this hypothesis may re-
sult in a significant underestimation of the risk borne by a standing portfolio, and
consequently reduce the effectiveness of hedging strategies based on Value-at-Risk
measures. Gibson and Pristsker (2000) provide a few improvements of the Jamshid-
ian and Shu (1997) method as applied to the determination of Value-at-Risk figures
using PCA.

In all cases, PCA and scenario simulations constitute important tools for all risk
managers for at least three reasons. First, these techniques are easy to understand and
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Table 23.2. Scenario simulation approximation: states and probabilities for factors 1-4

Factor 1,k =1
wl'.‘: wi w% w% wi w% wé w% wé wé
—2.828  2.121 —1.414 —-0.707 0.000 0.707 1414 2.121 2.828
pwll‘: 0.004  0.031 0.109 0.219 0273 0219 0.109 0.031 0.004
Factor 2,k =2
F . wl Wl ol Wl wl R
—2.450 —1.630 —0.820 0.000 0.820 1.630 2.450
pwl{‘: 0.016 0.094 0.234 0313 0.234 0.094 0.016
Factor 3,k =3
I s
—2.000 —1.000  0.000 1.000  2.000
szk: 0.062 0.250  0.370 0.250  0.062
Factor 4,k =4
I
—1.410  0.000 1.410
pwk: 0250  0.500  0.250
6
55F
5,
45+
o4t
(]
2
o 3.5
Q
=
3,
25}
2,
15 Il Il Il Il Il Il Il
0 1 3 4 5 6 7 8 10

Time-to-maturity (years)

Fig. 23.3. Joint plot of 105 sample yield curves simulated on a 3-month horizon by standard
Monte Carlo.
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Table 23.3. Monte Carlo simulation, 4 factors

Time-to-maturity Min Mean Max St. dev.
6 m 1.785 2.061 2.245 0.01113
ly 2.140 2.445 2.652 0.01438
2y 3.155 3.414 3.600 0.01351
3y 3.865 4.071 4.224 0.01211
4y 4.319 4.511 4.662 0.01135
S5y 4.639 4.827 4.984 0.01086
6y 4.903 5.080 5.234 0.01046
Ty 5.090 5.265 5.426 0.01024
8y 5.328 5.414 5.582 0.01002
9y 5.350 5.530 5.706 0.00989
10y 5.452 5.634 5.819 0.00977

Table 23.4. Scenario simulation, 4 factors

Time-to-maturity ~ Min Mean Max  St.dev.

6m 1.649 2.077 2506 0.01220
ly 1.995 2469 2943 0.01505
2y 2997 3427 3.857 0.01421
3y 37725 4.075 4425 0.01275
4y 4.180 4.509 4.838 0.01191
Sy 4496 4822 5.148 0.01138
6y 4.757 5.073  5.389 0.01099
Ty 4932 5257 5582 0.01081
8y 5.076 5406 5.736 0.01060
9y 5.184 5521 5.859 0.01051
10y 5281 5.625 5969 0.01042

to implement. Secondly, their limits are well known, which may not be the case for
alternative and more sophisticated methods. Finally, PCA constitutes the standard
market practice. Thus, no serious comparative risk analysis should avoid this setting
as a benchmark.

It is worth mentioning that traditional PCA may be extended to the analysis of
cross-sectional shifts at a functional level. In this respect, Guiotto and Roncoroni
(2001) propose a theoretical framework where principal components are identified
in the stylized deformations observed on a time-series of cross-sectional data. The
study conducted by Galluccio and Roncoroni (2006) supported this approach from
an empirical viewpoint. In particular, these authors showed that factors underlying
cross-sectional shifts reproduce the yield curve risk more accurately than the tradi-
tional factors derived through standard PCA. Moreover, hedging a simple liability
against functional risk is more effective than hedging against the PCA factors in
terms of descriptive statistics of P&L distributions.
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Parametric Estimation of Jump-Diffusions”

Key words: maximum likelihood estimation, jump-diffusions, Monte Carlo
simulation, term structure of interest rates

We consider the problem of estimating the coefficients of diffusion processes with
jumps. These processes have been widely employed for describing sudden changes
both in stock price and in interest rate dynamics and reproducing high-order mo-
ments of sample data. In most cases, the lack of analytical expressions for transition
densities makes the use of maximum likelihood methods a very challenging task.

This case describes and tests the simulated maximum likelihood (SML) method
introduced by Pedersen (1995) and Brandt and Santa Clara (2002). This technique
allows for the estimation of a wide variety of diffusion processes, including those
which lack closed-form expressions for the transition density. We illustrate the SML
method by developing algorithms for the estimation of both continuous and mixed-
jump-diffusion processes. The latter process has been employed in interest rate mod-
elling by Piazzesi (2001).

The main idea underlying SML is to numerically evaluate the transition proba-
bilities of the process corresponding to all pairs of values taken by the state variable
at consecutive times. If a discretization of the time—space axes is properly refined,
the resulting transition density approaches a Gaussian distribution. The likelihood
estimator becomes a reliable approximation of the exact maximum likelihood esti-
mator, namely the one stemming from the exact, yet unknown, transition density of
the process.

Sections 24.1 and 24.2 introduce the estimation problem and illustrate the gen-
eral methodology, respectively. Section 24.3 details the algorithm, while Sect. 24.4
provides two applications. First, we consider the Cox, Ingersoll and Ross (1985)
model (CIR) for short-term interest rate dynamics. Since the transition density for

* with Piergiacomo Sabino.
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this model is known in closed-form, parameters can be estimated using the exact
maximum likelihood method. Consequently, we can use this model as a benchmark
against which we evaluate the relative performance of SML. Second, we adapt SML
to jump-diffusion processes and implement the resulting algorithm to the general
case of time-dependent jump intensity.

24.1 Problem Statement

We consider the problem of estimating the parameters of a continuous time diffusion
process Y satisfying a stochastic differential equation:

dY (1) = (Y (t), £;0)dt + o (Y (1), 1;0) dW(2). 4.1)

Here W is a standard Brownian motion and @ is a vector of unknown parameters. As-
sume that vector Y = (Y 0s Y1, .Y N) gathers a set of observations of the process
as recorded at consecutive times to, ..., ty. If the exact transition density function
py = py(y,s,x,t;0) is available in analytic form for any pair of times r < s
and states x, y, the likelihood function of the process is defined as the joint density
computed at the observed value Y. ie.,

N—-1
LO:Y) = H pn(®) = H PTnit tagt Yoo 13 0). (24.2)

The maximum likelihood estimator determines the parameter value maximizing the
likelihood function computed on a sample Y:

9ML Y - argmoax L@0; ?).

In many instances £ is an exponential function. If this is the case, we may find it
more convenient to maximize the natural logarithm of £. The theory of stochas-
tic processes estimation using maximum likelihood is largely developed (see, e.g.,
Prakasa-Rao (1999)). However, the method requires an analytical expression for the
transition densities of the process. The SML technique approximates transition func-
tion values using Monte Carlo simulation. This technique provides an answer when-
ever other approximating methods fail. However, it suffers from all the typical in-
conveniences of simulation-based techniques, including intensive time consumption
and some difficulty arising whenever approximation errors need to be assessed.

24.2 Solution Methodology

Our goal is to provide an approximation for the transition function p,(#) between
consecutive times f, and f,1. For the sake of simplicity, we assume that sampling
occurs on an evenly spread time grid tg, ..., ty (i.e., t,41 — t, = A). Each interval
[#:, th+1] is first split into M subintervals of length § = A /M. Next, the transition
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Fig. 24.1. Simulated likelihood scheme.

Pn(0) is represented as a convolution of densities over the two consecutive intervals
[y, ta+1 — 6] and [t,+1 — &, #4411, resulting in the following expression:

Pn®) = p(Yost, tast, Yo, 13 0)
= / Pttty Yo tug1 — 8:0) X p(y, tur1 — 8, Yy, 1, 0) dy.
R

Figure 24.1 illustrates these points.

This expression can be interpreted as the expected value of the transition proba-
bility p(?n+ 1s that+1, Y, tnt1 — 65 @) as a function of y, with respect to the distribution
of the process Y at time 7,1 — § (the underlined quantity in the expression below)
given that Y (¢,) = ?n, ie.,

Pn® =E, 5 (P(Yast, tas1. ¥ (tas1 — 8), tar1 — 8:6)). (24.3)

To compute this expectation, we need information about two quantities: (1) an ex-
pression for p and (2) the distribution of process Y at time #,1 — & given Y (#,) = ?n.
Both quantities are computed using numerical approximation. To this aim, we dis-
cretize Eq. (24.1) according to the Euler scheme over the refined time grid:

In,

tn+6,

h+ M —1) = Int1 -4,
th + M§ = t,41.

This method produces the following discrete time process:
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YM mans = Yms + (V) st + ms:0) x 8 (24.4)

+ G(Yt%_ma, t, +mé; 0)«/3 X En.m-

In the above equation, ¢, , are independent standard Gaussian variables defined for
all discretization indicesn = 0, ..., N —1 and all refining indicesm =0, ..., M —1.
Since § is “small” in comparison to A, we approximate the transition function in
the expectation (24.3) by the transition of the discrete process (24.4) on the same
interval:

PCntts a1 ¥, a1 — 85 0) = py(y) = ¢N(?n+1; wn(3), o0 (3)),

where:

e u,(y) =y +uly, t, + (M — 1)3; 0)6 denotes a trend term,

e 0,(y) =0(y, t, + (M — 1)8; 8)+/5 represents a volatility component, and
e on (-5 1, o) is anormal density with mean p and standard deviation o.

The first approximation reads as

Pn®) ~E, 5 (pu (Y (tas1 — 8))). (24.5)

This expression is the expected value of the approximated transition density py
from a random starting time-state (#,+1 — &, Y (f,+1 — 8)) to the known target time-
state (¢;+1, f’\n+ 1), with respect to the exact distribution p of Y (¢,4.1 — §) conditional
upon ¥ (1) = Y.

The second approximation involves the distribution p. The expectation in ex-
pression (24.5) is computed by running a Monte Carlo simulation of the discrete
time process Y on the set 1,,, , + 8, ..., 1, + (M — 1)8, starting at YM = Y,. The
estimate resulting from K sample paths is as follows:

K
. . 1 i
Pu(®) =, (0) 1= — ; pu(37)

1 & ~ . )
= = 2 N (Tt 1a(50), 0u (57)) (24.6)
i=1

where )7(") are i.i.d. samples of YM at time 1, + (M — 1)8 given Y,i” = ?,, Each
sample is calculated by iterating the recursive relation (24.4) over the index m (m =
0,..., M — 1), starting with Ytln”.

Once p,(#) is computed for all n, the likelihood function can be evaluated by
formula (24.2) by substituting ;3,1 for p,. Maximization of this numerical function of
the parameter 6 can be performed by standard numerical optimization routines.

24.3 Implementation and Algorithm

We can summarize the previous considerations into the following algorithm.
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Algorithm (Simulated Maximum Likelihood)

1. Fix 6.

2. Foralln =0,. — 1, compute the simulated transition using (24.6).
Generation of y(’)
2.1. Set Y =Y,

2.2. Generatesnm i'149‘/\/(0, ) form=0,...,M—2.
2.3. Compute Y, i +(m +1) s using formula (24.4).

2.4. Return y@ := Yt F(M—1)s°

3. Compute the approximated likelihood as E(O; ?) = ]_[n —0 pn ).
4. Return @ML = arg maxg E(O; ?).

Pedersen (1995) and Brandt and Santa Clara (2002) prove that the simulated
transition density converges P-almost surely to the exact transition density. Con-
sequently, both the SML estimator and the maximum likelihood estimator share
common asymptotic properties. Unfortunately, the rate of convergence of the SML
scheme is the same as the one for the crude Monte Carlo method, so the algorithm
runs quite slowly. This is not surprising, as the power of a Monte Carlo-based ap-
proach usually implies a sharp increase in the computational burden.

24.3.1 The Continuous Square-Root Model

The Cox, Ingersoll and Ross (1985) model is a popular device for modelling short-
term interest rate dynamics. We adopt this model as a benchmark for the purpose of
evaluating the relative quality of estimations delivered by SML.

The diffusion process is driven by a stochastic differential equation

dY(1) = a(u—Y @) dt + 0 /Y (1) AW (). (24.7)

This defines a mean-reverting process Y with reversion frequency o, long run mean
w, and! local variance . We perform SML estimation on data generated by simula-
tion. Equation (24.7) is accordingly discretized using a Euler scheme

Yiii=Yo+a(uw—Y,) X At+0+Yy X VAL X &,41. (24.8)

Here At = t,4+1 —t, and &, 41 L N (0, 1). While this is not the best way to simulate
this process (a more efficient scheme is detailed in Chapter “Dynamic Monte Carlo”),
it can be easily adapted to extended CIR dynamics with jumps, as is done in the next
paragraph. Consequently, we have adopted this framework as a main reference. In
the present context, n ranges from 1 to N = 250, and the step is Ar = 1/250. The
file CI R. mimplements the simulation algorithm for the discretization scheme (24.8)
corresponding to the parameter choice

! The parameter « usually refers to the mean reversion speed of the process Y. However, this
terminology does not appear to be correct because o has the dimension of a frequency. The
mean reversion speed of Y at time ¢ is actually given by the product & x (u — Y (¢)).
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O ={a=15u=0.0350 =0.1}.

Notice that these values satisfy the restriction

2ap > o2,
which is required for the continuous time process Y (¢) to be strictly positive-valued.
Figure 24.2 shows a simulated trajectory produced by code ci r . m The SML esti-
mation of model parameters can be split in three steps:

1. Computation of simulated likelihood for a given set of parameters.

2. Maximization of the simulated likelihood using a routine based on the Simplex
method.

3. Evaluation of the estimated parameters Root Mean Square Error (RMSE) by nu-
merically computing the inverse negative Hessian matrix of the log-likelihood
function.

The starting set is arbitrarily chosen. Code | i kel i hood. mcomputes the simulated
log-likelihood by implementing formulae (24.3) and (24.6) in the previous section.
The N observations ?0, e, ?N_l are given as an input to the routine which sim-
ulates the log-likelihood function for K different scenarios. For the purpose of op-
timizing the simulated likelihood we adopt the internal function f m nsear ch. m
which can handle discontinuities in the target functional. This routine is based on the
Simplex search method consisting of a non-gradient-based search procedure provid-
ing local minima. At each step, we reset the seed of the random number generator
to its original value in order to ensure that the normally distributed innovations re-
main unchanged, while maximizing the simulated likelihood. Code SM_1. mdefines
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Fig. 24.2. Sample path of continuous CIR dynamics (250 time units).
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the maximization procedure and the computation of RMSEs. All variables are de-
fined within this routine and observations are generated by running code Cl R. m
The maximization tolerance is set to the default value 1074,

24.3.2 The Mixed-Jump Square-Root Model

The CIR model can be generalized to include jumps. This extension allows us to
capture effects that have been observed in several markets. For example, sudden
shifts in the short-term interest rate are observed as a direct effect of Central Bank
announcements about monetary policy regime changes. This setting can also be used
for modelling electricity price dynamics, where periodic shocks occur during warmer
seasons due to unexpected unbalances between supply and demand. The underlying
process follows a stochastic differential equation

dY(t) = a(u — Y(@)) di + 0 /Y (1) dW (1) + dJ (0). (24.9)

Here the additional term dJ (¢) := J(¢) — limy4, J (s) represents the differential of a
compound jump process defined as

N(t)

T =Y Xi. (24.10)
i=1

In the above expression, N is a counting process representing the number of jumps
occurred by time ¢:
N (t) = number of jumps on [0, ¢].

This process can be univocally assigned by specifying an intensity process A(f) sta-
ting the frequency of jump per time unit (i.e., the year) at each date. In other words,
we may interpret A(f) x At as the annualized conditional expected number of jumps
occurring on the interval [z,  + At]. In most instances, A is a deterministic function
of time.

Once N (¢) is known, the net effect of all jumps is calculated. We suppose that
jump sizes are described through independent and normally distributed random vari-
ables X; i =1,...):

ii.d.
X ~ N(/J/jump, Gjump),

and that these are all independent of the Brownian motion W.

For the purpose of illustrating the SML method in a reasonably general case,
we consider a time-varying intensity function. An instance of particular interest is
provided by 5

M) =0 X ———
1+ |sin(m 2|

Notice that the jump occurrence exhibits peak levels at multiples of k years, starting
at time 7 with a maximum. Consequently, the specification above can be adopted
in all instances where jumps occur on a periodic basis. This is the case in interest
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Fig. 24.3. Intensity function of an inhomogeneous Poisson process.

rate markets where balance requirements are periodically monitored (e.g. the Euro
money market) and also in energy markets where price shocks display a seasonal
pattern. Setting k = 1/2 (half a year) and t = 1/6 (two months), the jump intensity
shows two peaks per year, starting on March 1. Parameter 6 represents the maximum
value attained by the intensity function. Figure 24.3 reports the graph for the selected
intensity.

We implement the model with an initial rate Y (f9) = 0.03 and a parameter set

6 = {itjump = 0.01, Gjump = 0.002, Gjump = 10, @ = 1.5, u = 0.035, 5 = 0.1}.

These values ensure a very small probability of obtaining negative values in the
process. The parametric choice above also ensures that the probability of negative
jumps, i.e., P[X; < 0] = ¢pr(0; ijump, Ojump), is 2.8665x 107",

Following the experimental strategy adopted in the continuous case, these para-
meters are used to generate sample paths of the process. These paths are the input
for the SML procedure. Estimated parameters generated by SML are then compared
to the true values as a benchmark. Sample path generation is implemented int r ue-
j unp. m First, we generate a path with no jump. Next, we run posi ti on. mand
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get a sample set of jump times. Then, we simulate a normally distributed random
sample with size equal to the number of sample jumps. Finally, we overlay these
jumps onto the continuous path at the sample jump times, which results in a sample
path of the jump-diffusion process Y.

Figure 24.4 displays a sample generated by the described procedure. The main
computation is given by formula (24.6), which we reproduce here:

K

R ~ 1 ~ o

5n®) = py®) = 2 3 P(Yutts a1, 7 a1 = 8:6).
i=1

Here /Y\,,_H is the time #,,4-| observation, § is a “small” time lag, and 6 is the unknown
vector of parameters. More importantly, p is the transition of the discretized process
on the interval [f,41 — 8, t,+1] and the 7’s (i = 1, ..., K) are the time #, + (M —
1)§ = t,41 — 8 realizations of mutually independent sample paths of the process Y
drawn over the interval [¢,, t,4+1 — 6]. A simulation is performed using the Euler
iterative formula

Yot =Yy +a(u—Y,) x 8t +0y/Yy x V61 X eng1 + Iy, ) X1

Here jump occurrence is described by the indicator function

Loy = {

Since jump sizes are normally distributed, the transition density of the discrete
process between #; and #;4+1 is a mixture of normal variables and the approximated
transition p on time interval [#,4+1 — §, #,41] reads as follows:

1 if #,41 is a jump time,
0 otherwise.

005 T T T

0oasf . F
[ & |
004k N\'\{ A O(W d‘-
& \ {1 !
% 0.035 \ }( &J " f‘r\ J\’ \xJ Q,F/ |
2 J, A !
E o
ooal Juooa :
A A 1 b K "\\ A
‘ 1y M . /
00251 Wﬂu\ | Nvu U‘JJ W "‘. MIA j
V
002 50 00 750 200 750

N numnber of observations

Fig. 24.4. Sample path of CIR dynamics with jumps (250 time units).
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PVt tus1, 3Dt — 8:0) = pi o [Vasr: 16, 0] + p dar[Ygts 14, 0],

where
nt =3 +a(n -39, o¢ = 0\/[7DV5,

1 =59 +a(u— 59)8t + fjump, ol = /o708 + ajﬁmp.

In this expression, p(()’) is the probability of no jump between t; and #;41 = t; + 6.
This is computed through the jump intensity process as

py =e" BT s grtaer
We assume that no more than one jump can occur on each interval of length § in the
refinement of the time axis.

For the purpose of computing the likelihood function in this model, we imple-
ment the program | i kel i hoodj . m This program generates a pair of independent
innovation variables, one for the continuous process and one for the jump component.
The latter is sampled by running geni ndex. m which iteratively calls subroutine
subposi ti on. m(a modified version of posi ti on. m.

We estimate the parameters of the jump component using a model where all other
parameters have been maintained fixed. Notice that optimization is performed with
respect to the jump parameters under fixed random innovations. In other words, we
simulate a standard normal variable Z and define the random jump size for any pair
of possible parameters ftjump and ojump by

X = Wjump + OjumpZ.-

The maximization of the simulated likelihood and the estimation of the parameters of
the model under study are performed in a way similar to that of the process without
jumps. Program SM_2. mlaunches function | i kel i hood]j . mfor the computation
of the simulated likelihood, and maximizes the returned value to produce a set of
optimal parameters. We avoid running the estimation for the six parameters of the
jump-diffusion model simultaneously. Rather, we fix the diffusion parameters on
the “true” values set for the generation of the sample path (¢ = 1.5, u = 0.035,
o = 0.2) and then run the maximization program SM_2. mdelivering the estimated
set of values {tjump, Ojump» Gjump}-

24.4 Results and Comments

24.4.1 Estimating a Continuous Square-Root Model

We perform an experimental estimation of the original CIR model. For the test,
we use 100 simulated paths, 250 observed values, and M = 10 simulation steps
within each of the N — 1 intervals. Using a personal computer equipped with a
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Table 24.1. Estimated parameters using simulated maximum likelihood
(continuous CIR dynamics)

Parameter Actual value Estimated value RMSE
o 1.5 3.720 0.029

"w 0.035 0.0273 0.0092
o 0.1 0.1126 0.0035

1.8 GHz processor and 448 megabytes of random access memory, the simulation
takes about 4.5 hours (1 hour for the optimization and 3.5 for the computation of the
RMSE’s), and renders values for the fitting parameters and their RMSE’s as reported
in Table 24.1.The estimated parameters p and o are quite close to the true values,
whereas omax 1S about two times greater than expected. Better results may be ob-
tained by increasing the number of simulations to enhance estimation effectiveness.
Furthermore, improvements may also be made by enlarging the set of rates, i.e.,
N larger than 250, and imposing a finer structure between consecutive observations,
i.e., M larger than 10. Notice that our choice has been constrained by computational
time considerations. However, we believe that the bias in the estimation of parameter
o is symptomatic of the slow performance of the SML methodology. In our opinion,
SML represents a viable solution as long as alternative methods are not available.
This is actually the case for several jump-diffusion processes.

Before examining the jump-diffusion case, we review the performance of the
available alternative methods in the present context. Since transition densities for
CIR dynamics are known in closed-form, we can run a maximum likelihood estima-
tion. Weset A =1 —s > 0, c = 2a[0%(1 —e*?], ¢ = 2auo? — 1 and verify that
the transition is a noncentral chi-square distribution

pr(y,t,x,8) = """ (v/w)? 1, (2v/uv),
where u = cxe*4, v = ¢y and I, is the order ¢ modified Bessel function of the
first kind.> Samples from this distribution can be drawn by means of the Matlab®
internal procedure ncx2pdf . mas detailed in Brigo and Mercurio (2006). Code
I'i kel i hood. mcomputes the exact negative log-likelihood function as described
above and routine MLE_t r ue. mreturns estimated parameters and corresponding
RMSE as reported in Table 24.2. These figures are quite close to those we obtain
using the simulated maximum likelihood estimator. Furthermore, while the former
estimations have a higher RMSE due to the small size of observed data, the com-
plete procedure only requires about half an hour. Even in this case the estimation
for « is not in perfect accordance with theoretical values. In general, the simulated
maximum-likelihood approach proved to be reasonably effective, whereas its effi-
ciency needs to be improved.

2 A Bessel function y(z; n) of order n is a solution of the ordinary differential equation

Z2y// + zy/ _ (22 + n2)y —0.
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Table 24.2. Estimated parameters using maximum likelihood (continuous CIR dynamics)

Parameter Actual value Estimated value RMSE
o 1.5 4.51 0.55

" 0.035 0.029 0.020
o 0.1 0.0926 0.0042

Table 24.3. Estimated parameters using simulated maximum likelihood (mixed-jump CIR
dynamics)

Parameter Actual value Estimated value
Tjump 0.002 0.002
Mjump 0.01 0.011
Ojump 10 10.525

24.4.2 Estimating a Mixed-Jump Square-Root Model

We estimate a CIR model with jumps by performing 1000 simulated paths, each
consisting of 250 values. The period between consecutive times is split into M = 10
subperiods. Due to the extremely high computational time required for each run,
we do not estimate the RMSE:s in this case. Our complete simulation requires about
2.5 hours and returns estimated values as indicated in Table 24.3. Compared to the
continuous CIR model, estimating this process requires more time; however, it still
provides estimations quite close to the actual values. This comparison should not be
overvalued since the estimation in the two cases concern two distinct sets of parame-
ters.

We finally suggest the final user to consider the following two issues before
adopting the SML method:

(1) the algorithm has a quite slow convergence order;
(2) the target function is highly irregular and the optimization tool must be selected
with care.






25

Nonparametric Estimation of Jump-Diffusions”

Key words: kernel methods, financial econometrics, estimation of jump-diffusions,
simulation

We consider the problem of estimating diffusion processes with jumps. These
processes have been widely used for describing the random evolution of financial
figures such as stock prices, market indices and interest rates.

This case describes and tests a nonparametric procedure introduced in Stanton
(1997) in a continuous path setting and then extended to mixed-jump-diffusions in
Johannes (1999, 2004) and Bandi and Nguyen (1999, 2003), who provide a rigorous
treatment of the underlying statistical theory. The technique we illustrate allows for
the estimation of a wide variety of homogeneous diffusion processes, including those
for which transition densities are not available in analytic form. We illustrate the
method by developing algorithms for the estimation of both continuous and mixed-
jump diffusion processes.

We organize the presentation as follows. Section 25.1 introduces the main issue
of estimating diffusion processes by finite sample data. Section 25.2 describes the es-
timation technique by specifying a finite sample version of the conditional moments
featuring continuous and mixed-jump models. Section 25.3 details a step-by-step im-
plementation procedure for all model specifications. Section 25.4 describes our code
and details an estimation experiment based on a time series of the 3-month EURI-
BOR, which is a reference short-term rate of interest in the European money market.
Results are described together with an assessment of the quality of the proposed pro-
cedure. An important by-product of our analysis is that continuous diffusion models
are proved to be unable to capture important features displayed by market data.

* with Gianna Figa-Talamanca.
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25.1 Problem Statement

We consider a one-dimensional time-homogeneous diffusion process X defined as
the unique solution of a stochastic differential equation

dX (1) = w(X (1)) dt + o (X (1)) AW (1). (25.1)

Here W is a one-dimensional standard Brownian motion and p and o are regular
functions ensuring existence and uniqueness of a weak solution to the equation (25.1)
(see, e.g., Karatzas and Shreve (1997) and Kloeden and Platen (2000)). Incidentally,
we remark that the methods and results to follow can be easily extended to a multi-
dimensional setting.

It is common practice in financial literature to identify a model by specifying
particular parametric forms for the drift and the diffusion functions. Focusing on
interest rate models, the drift can be an affine function of the process level. For in-
stance, we may consider a linear drift ©(x) = éx or a function pu(x) = a(f — x)
generating mean reversion to a constant level 8. In the former case, the constant § is
the sole drift parameter; in the latter instance, parameter « represents a mean rever-
sion force, while parameter 8 defines a trend which the process X reverts to in the
long run. As for the diffusion function, several specifications have been proposed:
Vasicek (1977) takes a simple constant value o’; Cox, Ingersoll and Ross (1985) sup-
pose a level dependence as modeled by the function o (x) = o 4/x; Chan et al. (1992)
generalize these models by assuming a function of two parameters o and y, namely
o (x) = ox?. These models are estimated by parametric methods aimed at assigning
a number to each of the parameters specifying the process.

Assessing a form for both drift and diffusion coefficient should be in agreement
with their statistical meaning. It can be shown that the drift coefficient represents the
instantaneous average speed of the process at each point in time, conditional to its
value, i.e.,

1
() = Jim —E[X(t+ A = XOIX (1) = x].

Similarly, the diffusion coefficient represents the instantaneous average quadratic
speed, or centered moment of order two, of the process at each point in time, condi-
tional to its value, namely

1
o?(x) = lim —E[(X(+ An) — X)X (1) = x].

Moreover, all continuous diffusion processes, namely those exhibiting continuous
paths, display no higher-order moments:

. 1 j o1 .
AltITo A—IE[(X(I +AD—X®))1X(t)=x]=0, j>2. (25.2)

Several studies have shown that continuous diffusion models suffer from relevant
shortcomings in explaining the dynamics of interest rate time series. For instance,
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empirical moments computed on market proxies for the short rate often violates con-
dition (25.2). This observation seems to confirm that observed data is not generated
by a continuous diffusion model.

This problem can be overcome by modeling interest rate dynamics through a
mixed-jump diffusion model defined by

dX, = pn(X@ ) dt + o (X () dW (1) +dJ (1), (25.3)
N(t)

OEDI (25.4)
i=1

Here J is a compensated compound jump process with intensity A(x), i.e., J(t) —

. Lid. . .
A(X (t)) a martingale, and Y; =y represent the random jump size whose com-

mon distribution py is assumed to be independent of the Brownian noise W and the
counting process N. For these dynamics, the corresponding relations between model
coefficients and the descriptive statistics of the process read as

1

p(o) = lim ——E[X(t+ A = X(OX (1) = x], (25.5)

o(x) + A()Ey[¥?] = Anmo A%E[(X(z + At) — X(t))le(t) =x], (25.6)
t—

AOEy[Y/] = Altifo i]E[(X(t + Af) — X(t))j|X(t) =x|, forall j>2.
(25.7)

The key point in these expressions is that jumps allow for the modeling of time series
displaying high-order moments (i.e., j > 2) in the instantaneous increments.

Statistical estimation of diffusion processes such as (25.1) and (25.3) aims at de-
termining coefficients u(x), o (x), A(x), and py(y) compatible to observed data in
some sense to be specified. Parametric estimation assumes that the diffusion co-
efficients belong to a parametric family of deterministic functions of the system
state x. An estimator is a function assigning a parameter selecting diffusion coef-
ficients within the assumed family of functions to a set of empirical observations of
the process. Nonparametric estimation instead aims at determining w(x), o (x), and
A(x) pointwise, i.e., for each value x chosen in a suitable interval of the real line,
without any reference to parametric families. Of course, these functions are required
to satisfy a number of regularity conditions to ensure that the resulting process is well
defined as the unique solution of the corresponding stochastic differential equation
(see, e.g., Oksendal and Sulem (2004) and Protter (2005)).

25.2 Solution Methodology

A possible method for nonparametrically estimating a diffusion process is to define
its coefficient by means of finite sample versions of the expressions on the right-hand
side of formulae (25.5), (25.6), and (25.7). Three logical steps are required:
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(1) observations xi, x3, ..., x, are collected at a possibly large time frequency A;

(2) conditional moments are estimated nonparametrically using their finite sample
counterparts through, e.g., kernel methods;

(3) coefficients are singled out of the estimated conditional moments.

We now turn this program into a concrete estimation procedure for the EURIBOR.
Assume that n discrete observations ry, . .., r, of the short rate process are recorded
with time frequency A. Finite sample estimates for the first two conditional moments
can be obtained by kernel convolutions as

Z?:l K(r'h;r)(”tﬂ — 1)
A K5

S KD (regn — r)?
Ay K" .

M(r) = (25.8)

Ms(r) = (25.9)

In our setting, the kernel function K is a symmetric probability density on the real
axis expressing the influence a point at zero has on all other points in its domain. Pa-
rameter h is a bandwidth driving the smoothing behavior of the kernel. For instance,
in the above expressions, the mean variation of the process starting at a level r is
obtained by weighing all sample variations ;41 — r; recorded in the past. The kernel
function provides loadings depending on the level r. If we take K to be a standard
Gaussian density, the larger the distance between r; and r, the lower the impact of
sample increment r,4+] — r; on the instantaneous average increment of the process
starting at level r. Conversely, the closer r; is to the actual level r, the higher the
importance of the sample increment ;1 — r; will be in explaining the average in-
crement from r. It is clear from this remark that the influence of sample increments
is driven by the kernel function and the bandwidth level.!

For a continuous diffusion process, M| and M, are estimates of the drift and
the squared diffusion coefficient, respectively. For a mixed-jump diffusion, M5 is the
sum of the instantaneous squared diffusion term and the product between the second-
order moment of the jump size distribution and the jump intensity as is reported in
expression (25.6). Naturally, in the case of mixed-jump-diffusions, high-order mo-
ments are estimated for the purpose of completely specifying the estimated process.
Indeed, high-order moments can be computed through the following finite sample
statistics: )
Y=t KO regr — 1)/

A Z;IZI K(r,h—r)

Mj(r) = s ] > 2. (2510)

These statistics may be employed for the purpose of testing the hypothesis that data
comes from a diffusion process with continuous paths.
Notice that, if we define kernel weights

I Silverman (1986) offers a detailed account on kernel estimation methods, whereas James
and Webber (2000) provide a quick overview from a financial modeling perspective.
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K (=L
wAr):A t=1,2,...,n,

le’l:1 K(F,‘,:r) ’
then equations (25.8), (25.9) and (25.10) read as

n

(ree1 —r t)j .

M) =) e, =1
=1

Consequently, we may interpret these moments as weighing averages of an appro-

priate power of sample increments.

25.3 Implementation and Algorithm

We implement an estimation scheme aimed at simultaneously detecting whether
sample data is generated by a continuous or a diffusion model and identifying the
functional forms of the selected dynamics. Our procedure is carried out through the
following:

Algorithm (Nonparametric Estimation)

1. Compute M(r), M2(r), M3(r), and My(r) for all values r in the interval
[mins "max], where rmin and rmax denote the minimum and the maximum val-
ues for the input data, respectively.

2. Simulate m paths of the continuous diffusion process defined by Eq. (25.1) with
w(r) = My (r) and 62(r) := Ma(r).

3. For each path labeled by j = 1, 2, ..., m, compute moments Ml(j)(r), Mz(j)(r),

M (r), and M{” (r) by formulae (25.8), (25.9), and (25.10), respectively.

4. For each r in the interval [rmin, 'max], Sample moments M (r), M2 (r), M3(r),
and M4 (r) computed at step 1 are then compared to the median value and to
the 10th and 90th percentiles of the m values obtained for Ml(] (1), Mz(j (),

M3(" )(r), and Mij )(r). The resulting figures serve as confidence bands for a
diffusion. If the sample estimates lie inside the confidence bands for all r €
[7min, 7max ], the null hypothesis stating a continuous diffusion behavior for in-
terest rate dynamics is not rejected and the estimation procedure is terminated
with a final assessment

fi(r) = My(r),
62(r) = Ma(r).

If the sample estimates lie outside the confidence bands for some values of r,
move to the next step.

5. Compute the higher-order conditional moment M¢(r) by formula (25.10) and
use this figure, together with M4 (r), to identify both jump intensity and jump
size distributions.
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The last step deserves a few comments. In our experiments, we assume that the
jump size Y is normally distributed with zero mean and variance 0)% > 0. Formu-
lae (25.6), (25.7), (25.9), and (25.10) lead to the following three approximated rela-
tions

Ma(r) = o> (r) + A(r)oy, (25.11)
My(r) = 3r(r)oy, (25.12)
Me(r) ~ 151(r)o?, (25.13)

where o2(r), A(r), and o}% are values of the true coefficient functions. Estimates are
obtained by setting an exact equality in these relations. Using these formulae and the
definition of drift, we finally come up to nonparametric estimates for the coefficients
defining the mixed-jump diffusion process compatible with the sample data. More
precisely, by expressions (25.5) and (25.8) we have

a(r) = Mi(r).

Taking the ratio between the sixth and the fourth weighed moments and using
relations (25.13) and (25.12) (with a strict equality replacing “~"), we arrive at
6}% = 5MM6—4((rr))’ which is rate dependent; as a first-order estimate for the constant jump

size variance we take the sample average of this quantity, namely

v L Ms(ro)
oy =~ > ST (25.14)

=1
Given this estimate, the jump intensity directly follows from expression (25.12) as

~ M.
i) = 4A(Zt)
3oy

The diffusion term in formula (25.9) is obtained as
~2 _ N 2
0°(r) = Ma(r) — A(r)oy.

Under technical assumptions reported in Bandi and Nguyen (2003), these estimators
can be proven to be consistent and asymptotically normal.
In our experiment we adopt a Gaussian kernel defined as

K(x)—Lex (—£>
TV T2 )

to derive moments estimates (25.8)—(25.10). We remark that, to the best of our
knowledge, no theoretical result driving the selection process of a bandwidth value
is available to date. Silverman (1986) suggests to use 4 = on~'/>, where n is the
sample length and o is the standard deviation of the data set. A practical solution
sometimes adopted in the existing literature is a cross-validation over a range of se-
lected values for 4. Following Johannes (1999, 2004), we select a bandwidth value
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Table 25.1. Bandwidth values, where s is the annualized
standard deviation of the Euribor daily changes

Moment, M}, Bandwidth, i
M 1.25s

M» 0.4s

M3,4,5,6 0.75s

for each of the moments to compute. These values are reported in Table 25.1 and are
expressed in terms of the empirical standard deviation s of EURIBOR daily changes.
This choice is consistent with the empirical findings in Chapman and Pearson (2000)
suggesting to oversmooth the drift function with respect to the diffusion coefficient.
The functional estimates are obtained point-by-point by considering m values for the
interest rate r.

Implementation is  performed by  routines kernel gauss. m
ker nel wei ght s. mand ker nel noment s. m We also compute confidence in-
tervals for the estimates by simulation. This is carried out by running code Si mul . m
where a large number of sample paths are generated and computing the empirical
moments over each sample path using function ker nel nmonsi m m Notice that
this routine differs from ker nel norment s. min that it takes kernel weights as in-
put. A shortcut aimed at avoiding an excessively intensive computation is to evalu-
ate kernel weights once for all paths, e.g., by using the whole data set. In the case
of a mixed-jump diffusion process, functional forms of drift, diffusion coefficients
and jump intensity are obtained through code Est i mat es. m Empirical moments
are computed by running Ker nel monment s. mon the interest rate data set. Script
fi gur enom mprints out all graphs presented below. Script t ot al . mgathers the
entire implementation into a singe routine. Estimation results and graphical repre-
sentations require a five-minute running time on a 2.8 GHz processor.

25.4 Results and Comments

We report results obtained by applying the procedure described above to a time series
of 3-month EURIBOR rates. Our data set can be obtained by Datastream. It involves
1382 daily observations from January 4, 1999 to April 20, 2004. Figure 25.1 displays
graphs of the time series of rates and the corresponding daily variations. Figures 25.2
and 25.3 show the first and the second empirical moments.

We jointly plot the corresponding 10% and 90% confidence intervals. Circles re-
fer to the median of simulated values. The second moment function is split in two
graphs, one for r < 3.5% and the other for r > 3.5%. Notice that the estimated first
moment is always inside the corresponding confidence interval and does not differ
much from the median of simulated values. Unfortunately, the estimated second mo-
ment lies inside the relative confidence interval only for central values of the interest
rate. Figures 25.4 and 25.5 display graphs for the third and fourth empirical moments
as a function of rate r. We also indicate the median obtained through simulated paths,
the 10% and the 90% confidence intervals.
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Fig. 25.1. The 3-month EURIBOR from January 1999 to April 2004.
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bands obtained by simulation (x); median value (o).
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dence bands obtained by simulation (x); median value (o).

Third Moment

x10°
U T rh + T T T T
, + Third Moment
sk ¥ H * Lower Band
+ * Upper Band
+ 4 O Median
2fF + #+ 1
+

* *
+ #* P —
O omam 3 H g§ © 0 oo coocummd
(T 3 e AR B2 E
| Y Lo
2
2 .!.: ; -
#
_3t + + .
+
4t * + 8
+
+
5k -
+
. ¥
6} 4
_7 1 1 1 1 |+ 1 1
0.02 0.025 0.03 0.035 0.04 0.045 0.05

r

Fig. 25.4. Estimated third-order moment for the 3-month EURIBOR (4); 10-90th confidence
bands obtained by simulation (x); median value (o).



540 25 Nonparametric Estimation of Jump-Diffusions

x107"° )
U T T T T T T T
+ Fourth Moment
* Lower Band
* Upper Band
25k O Median + _
+
+
+
ol s _
+ ¥
# %
§ FA '
5 + + +
= 15 N * * R
g ¥ *
hd + + %
+ +
1+ + + * g
+ + i
+ * +
+ i *
+
0.5 + ]
% # \*ﬂ»
* ¥ eyl
\-#‘& * F "
1 ™ % ¢ 2% 90N memm w
0.02 0.025 0.03 0.035 0.04 0.045 0.05

r

Fig. 25.5. Estimated fourth-order moment for the 3-month EURIBOR (+4); 10-90th confi-
dence bands obtained by simulation (x); median value (o).

Notice that both moments lie outside confidence bands. In particular, the fourth
moment is well above the 90% confidence upper bound. These findings suggest that a
simple univariate diffusion model is not capable of reproducing the random dynamics
displayed by the 3-month EURIBOR in the period under investigation.

Turning to the estimation of a mixed-jump diffusion process, the estimated drift
function is again equal to the first moment. Figure 25.6 reports estimated drift (top
panel), jump intensity (mid panel), and volatility (bottom panel) as a function of
rate r.

Notice that jump intensity exhibits two modes and three local minima, one at the
median value in the data set, that is at 3%, the others at the two endpoints of the sam-
ple range. The diffusion coefficient is instead rather stable, showing a peak around
4.2%. As for the jump size variance, the issue is quite subtle. Recall that our esti-
mator for this figure is defined as the ratio between the sixth moment and five times
the fourth moment (formula (25.14)). This quantity varies with the level r of interest
rates. In our experiments we have computed 1382 values for this function. We argue
that the lower the variation of this sample curve, the better the estimation of the jump
size volatility using the average of these values. In our case, the 1382 sampled num-
bers display a standard deviation about 6.0151 x 10~7. Moreover, the 10th and 90th
percentiles amount to 1.2816 x 107% and 2.9668 x 107, respectively. These figures
prove a low dispersion of the sample function around its average &% =2.3031x107°
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Fig. 25.6. Estimation of the drift function, the jump intensity and the diffusion function for a
jump-diffusion with centered and normal jumps.

(which corresponds to a standard deviation 6y = 0.0015). As a consequence, this
number seems to be a reliable estimation of the jump size volatility.






26

A Smiling GARCH"

Key words: econometrics, Monte Carlo simulation, implied volatility, GARCH
model

26.1 Problem Statement

In equity markets, empirical option prices document a well-known anomaly of the
Black and Scholes formula. Volatility as implied by traded premia changes with re-
spect to the exercise price and the maturity of an option. As shown in Fig. 26.1,
once plotted against different exercise prices and maturities, implied volatility —
the volatility value deduced from feeding observed option premia to the Black and
Scholes formula — presents a characteristic convex shape which resembles a smirk
(the smile effect). If we define option moneyness as the ratio between spot price and
strike price,! in the stock option market we often observe that deep-in-the-money call
options (that are call options with moneyness significantly larger than one), or deep-
out-of-the-money put options, typically present an implied volatility greater than at-
the-money options. Conversely, deep-out-of-the-money call options or deep-in-the-
money put options admittedly show smaller implied volatility.

The immediate explanation of this phenomenon relates to the assumptions on
stock price distribution embedded in the Black and Scholes formula. More precisely,
since the latter assumes equity prices to be lognormally distributed, convexities in
implied volatility arise because observed equity prices distribute with a thinner right
tail and a fatter left tail than the canonical lognormal form. In fact, if the theoretical

* with Mariano Biondelli, Enrico Michelotti and Marco Tarenghi.
1 Moneyness equals one if an option is at-the-money (ATM); whilst it is greater or lower than
one if a call option is in- or out-of-the-money (ITM or OTM), respectively.
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Fig. 26.1. Garch estimated versus market implied volatility surface.

assumption of lognormal distribution were to be perfectly confirmed in the market-
place, the cross-section of implied volatilities against moneyness would be flat by
construction.

This factual explanation, however, simply shifts the focus to price distributions:
why do they do not confirm the Black—Scholes assumptions? Several arguments have
been proposed. The most important is defined as the leverage effect. According to this
argument, when stock prices move downward, the leverage of a company increases
and its stocks become more risky. As a result, the volatility of prices increases to re-
flect a potentially more risky corporate profile. Moreover, particularly negative price
performances which occurred in the past (for instance, during the 1987 crash) may
influence the reactions of market players during a period of price downturn, which
may have additional bearing on price volatility. A fat left tail (higher frequency in low
values) in the distribution of prices (hence, a smile in implied volatilities) may thus
be an attempt to factor the impact of extremely negative events into option prices.
For example, Jackwerth and Rubinstein (1996) remark that the stock crash of Octo-
ber 1987 — under normality assumption — should occur only once in 14,756 years.
Nonetheless, from that event onward, implied volatilities for the S&P 500 Index op-
tions have exhibited the characteristic smile effect.

Leverage or stock crash effects, however, may be sensible to explain the smile
curve, but are not very useful to clarify the term structure of implied volatility
(Fig. 26.1). As far as the time dimension is concerned, different aspects need be
taken into consideration. In particular, empirical evidence shows that volatility is
mean reverting. So, if the current level is below its long term trend, then implied
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volatility plotted against time-to-maturity should be positively sloped (this consti-
tutes a proxy for the expectation of a return to normal levels over time). Conversely,
it should be negatively sloped, in periods in which its recent past value has been ab-
normally high. These observations clearly question the assumption of constancy of
the Black and Scholes framework and carry relevant implications for practitioners. In
fact market agents price new options using the implied volatilities from quoted and
liquid market prices. Hence, they are exposed to a serious risk of mispricing if their
pricing models do not carefully fit the volatility surface and its expected behavior.

Different remedies have therefore been proposed (see Hull (2005)). In these
pages we focus on the approach proposed by Duan (1995, 1996) based on a GARCH
option pricing model (see also Campbell, Lo and MacKinlay (1997)). The story goes
as follows. In Sect. 26.1, we describe the mathematical model, based on a GARCH
specification for stock volatility. We then show how to calibrate the model parame-
ters, by trying to fit the volatility surface on empirical observations. To this end, we
resort to a Monte Carlo simulation coupled with a nonlinear least squares procedure,
as described in Sect. 26.3. Subsequently, in Sect. 26.4, we provide a few numerical
results and comments about our main findings. Finally, in Sect. 5, we describe all the
functions implemented in the code.

26.2 Model and Solution Methodology

The trade-off between return volatility and asset returns is well documented in fi-
nance. However, as introduced above, equity data also exhibit a leverage effect, since
negative innovations in prices show greater positive impact on stock volatility than
positive shocks on prices have in the opposite direction. Hence, a model in which
asset prices and volatility are negatively and asymmetrically correlated seems to be
appropriate. Engle and Ng (1993) propose to this end the Nonlinear Asymmetric
GARCH(p; g), or NGARCH(p; ¢) model. The most important aspect of this model
is the asymmetric effect that news have on volatility. Indeed, a parameter 6 is added
to the normal GARCH specification to control the size and direction of the shock. If
this parameter 6 is positive, negative shocks in the underlying price process have a
larger impact on volatility than positive ones.

Therefore, in a discrete time setting, under the physical probability measure, one
period logarithmic returns are assumed to be conditionally normally distributed, and
volatility depends on itself and on past shocks in an asymmetric way:

% — 4 20() — %az(t)—i—a(t) X &t + 1), (26.1)
o2t 4+ 1) = Bo+B1 x 02(1) + Ba x 02(1) x (e() —0)°,  (262)
e(t + 1| F ~ N, ). (26.3)

In the above statement, S(¢) is the asset price at time ¢, £(¢) is a standard normal
random variable, r is the one-period continuously compounded risk-free rate, A is a
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risk premium and 6 the parameter controlling the leverage effect. This model guar-
antees a positive conditional volatility, if the additional constraints By, 81, B2 > 0
and 81 + B> < 1 are satisfied.

The above specification has the advantage of generating a skew in the volatility
structure. In fact, by looking at 6, it may be observed that this leverage parame-
ter drives an asymmetry on the information coming from the market. Suppose 6 is
positive: negative shocks in the underlying price process have a larger impact on
volatility than positive ones. This creates an asymmetric impact on volatility. As a
consequence the parameter 6 allows for a skew (or a smirk) in the volatility struc-
ture: positive & means higher volatility for low stock prices, negative & means higher
volatility for high stock prices.

Now, in order to price derivative contracts, we need the stock price process under
the risk-neutral probability measure. Duan (1995) has indeed shown how to risk-
neutralize the process described by (26.1)—(26.1). In particular, the model under the
risk-neutral probability measure P* becomes:

" S(;(—it—)l) Y %Uz(t) o) x EGt+ 1), (26.4)

ot +1) = fo+ fi x 02(1) + Ba x 02(1) x (E() =0 —2)°,  (26.5)

with £(t) = &(t) + X a standard normal random variable under IP*.

As usual, the current price of an option contract can be seen as the average of
its discounted random payoff. For example, for a plain vanilla European call option,
with time-to-maturity T and strike X, we have

ci(r, X) = B[ max{S(t + 1) — X, O}F;], (26.6)

where E* is the expectation operator under the risk-neutral probability measure P*,
S(t + t) is the asset price at the option maturity 7 + 7, X denotes the strike price and
F; is the o -algebra representing the information set available at time 7. Notice that
expression (26.6) requires a numerical valuation by appropriate methods, such as
Monte Carlo simulation. Running a simulation of the above NGARCH process and
discounting, we can estimate the option price (26.6) by the following computation

1 n
M, X) = ;e_” > max{S;(t + 1) — X, 0}, (26.7)

i=1

where S; (r 4 1) is the ith simulated spot price at the option maturity.

Unfortunately, a crude Monte Carlo simulation is unable to guarantee that the
price process satisfies the martingale restriction. This fact obviously has a negative
impact on the quality of the estimate and the discounted average of a European call
option payoff computed from a Monte Carlo simulation, that is ct(”)(t, X), may not
be a reliable estimate of ¢, (7, X).

To overcome this problem we follow the Empirical Martingale Simulation (EMS)
procedure proposed by Duan and Simonato (1998). This simple correction of the
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Monte Carlo procedure imposes a constraint on the simulated sample paths of the
underlying prices, in order to ensure that these paths are martingales in an empir-
ical sense. The procedure modifies simulated asset prices at different time points
t,0,13,...,t, =t + 7 of the simulation, so as to get a new estimate for the price
S} (tj, n) that respects martingality:

Zi(tj, n)
S¥(ti,n) = S(t)—L"—,
(=307
foralli =1,2,...,nand j = 1,2, ..., m. The quantities Z;(¢;, n) are recursively
defined by
§i(lj)
Zi(ti,n) = S (ti_1,n)~—"—, (26.8)
Y o Si(tj—1)
l n
Zo(tj.n) = ~e"" Zl Zi(tj, n), (26.9)
1=
fori =1,2,...,nand j = 1,2,. oam. In practice EMS uses a simple transfor-

mation of the simulated asset price S;(¢;), to guarantee the martingale restriction.
Indeed, EMS can be described through the following chain that transforms the sim-
ulated price process into a new one satisfying the martingale condition:

gi(tj)
Si(tj-1)

— Zi(tj.n) > Zo(tj. n) — S(r)% =S*1j.n).  (26.10)
J?

The attractive feature of this adjustment is that the EMS option price estimate will
reduce the Monte Carlo simulation error. For deep-in-the-money options, this error
will even be negligible. Indeed, for these options, the option price will be approxi-
mately §(t) —e "X, where g(t) is discounted sample average asset price. Using
the EMS, this quantity coincides, by construction, with S(¢), so that the EMS option
price will have a negligible variance if the option is deep-in-the-money. EMS has
one drawback however. Because of the dependency among sample paths created by
the EMS adjustment, the standard error of the price estimate is not readily available
from using one simulation sample. The EMS accuracy is studied in detail in Duan,
Gauthier and Simonato (2001).

26.3 Implementation and Algorithm

Several approaches have been proposed in order to estimate the NGARCH model.
A simple solution is to estimate the parameters by directly using a time series of the
underlying asset returns; for example, by maximum likelihood estimation. However,
in this manner one implicitly assumes that physical and risk-neutral probability mea-
sures coincide, bypassing the risk-neutralization of the NGARCH process proposed
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above. Therefore, Duan (1996) proposes to estimate the NGARCH(1, 1) parameters
Bo, B1, B> and the sum B3 = 6 + A, by extracting implied volatilities from simulated
option prices and subsequently minimizing the sum of squared errors with respect to
market implied volatilities.

The resulting procedure can be summarized in the Algorithm below. In particular,
we calibrate the NGARCH model on July 21, 2003, using FTSE 100 index options,
with strikes ranging from 3625 to 4425 and maturities, beginning on August 2003
and ending on June 2004.

Algorithm

1. Extract from option market quotes, using the put-call parity, implied estimates of
the underlying index level and of the discounting factor. This procedure avoids
problems related to the synchrony of the stock and option markets;

2. Fix arbitrary NGARCH parameters, e.g., estimate them by using a time series
approach, and simulate the price of the underlying using (26.4) and applying the
EMS correction methodology;

3. Compute the simulated option prices (26.7) and extract the implied volatilities
on simulated prices by using the Black and Scholes formula;

4. Compute the sum of squared residuals between estimated implied volatilities at
the previous step and market implied volatilities on observed market prices;

5. Repeat Steps 2-5 by using a new set of GARCH parameters until the sum of
squared residuals has been minimized.

We tackle the first step by following Shimko (1993). This author exploits the
put-call parity theorem in order to compute the underlying asset value adjusted for
dividends and the discounting factor from option market prices. Indeed, we have

(1, X) — pi(r, X) = S(t)e 9" — Xe 7, (26.11)

where ¢ is the continuous dividend yield on stock prices. Let us include in the above
relationship an error term 7 in order to take into account slight violations of the
put-call parity due for example to a bid-ask spread:

Y=a+BX+7, (26.12)

where we relate ¥ = ¢;(tr, X) — p:(t, X) linearly to X and then we have an equa-
tion suitable for ordinary least square (OLS) regression. Therefore, having obser-
vations of call and put options for different strikes X, we obtain, for each time-to-
maturity 7, the OLS estimates & and B. Then, we can estimate implied spot prices
adjusted for dividends through S(t)e™ 9" by &, and the implied interest rate » through
—In(—=p)/t.

In Table 26.1 we report the results of the OLS Regression (26.12). Subsequently,
we can feed these estimates to the Black and Scholes formula in order to obtain the
market implied volatilities ok To do this, we extract implied volatility from out-
of-the-money options. Therefore, if estimated stock prices S(¢) are greater than X,
we use implied put-volatility, otherwise implied call-volatility.> Finally, by using the

2 Note that for the put-call parity, we have:
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Table 26.1. Estimated values, according to the Shimko methodology, for the spot price includ-
ing dividends and the risk free rate for different time to maturities

Time-to-maturity (in days)

25 60 88 151 242 336
So  4064.01 4071.41 4033.90 4044.72 3962.59 3927.41
r —0.0125 —0.0217 0.0282 0.0367 0.0346 0.0351

risk-neutral GARCH specification, (26.4) and (26.5), and the EMS correction (26.8),
we run 5,000 Monte Carlo simulations for each maturity. The starting values for the
GARCH parameters By, f1, B2, A + 6 and o1 have been arbitrarily set. In particular,
we set o1 equal to the ATM implied volatility or the GARCH equilibrium volatility:

Po
1—p1 =B
Then, the option prices are obtained by replacing S;(z) with S'(¢;) in expres-
sion (26.7):

(n) _ 1 —rt . *
¢ (t, X)_ne ;max{Si (t+1) X,O}.
From simulated option prices, for each strike X and time-to-maturity T, we compute
the GARCH implied volatilities ogarch (X, T), by numerically inverting the Black and
Scholes formula. Then, given market implied volatilities ok (X, T), we estimate the
parameters of the NGARCH model by minimizing the sum of squared differences.
The problem reads as a non-linear least squares minimization

kK m
i 2
min O Xi,1j) —oO X, 1)),
ﬂosﬂl,ﬂz,k-i-ezz( mke (Xi, 7)) garch (X ]))
i=1 j=1
pB&s + Sre” 1" = cpgs + Xe T, (26.13)

where ppgs and cgggs are the option premiums evaluated using Black and Scholes for-
mula. The same relationship is valid for market prices:

Pm + Sie 9" = + Xe T, (26.14)

where py and ¢y, are the market prices of the options with the same strike (X) and time to
maturity (7) considered before. Subtracting (26.13) from (26.14) we get:

PB&S — Pm = CB&S — Cm- (26.15)

This means that the error we commit using the Black and Scholes formula is the same
when evaluating call and put options with the same strike and maturity, and so the implied
volatility is not dependent on the kind of option we are dealing with, of course ceteris
paribus. For this reason, we extract implied volatility from the most liquid options, i.e.
OTM puts and OTM calls.
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under the natural constraints

Bo > 0,
B1 20, B1+ B2 <1,
B0, A+6>0.

The results of the minimization procedure are reported in Table 26.2. In particular,
notice the behavior of the GARCH parameter 83 = A + 6. This parameter con-
trols the leverage effect under the risk-neutral measure and, thus, the skewness of
the risk-neutral density. We observe that 83 increases as the option maturity short-
ens, reflecting the fact that for short maturities risk-neutral densities appear more
skewed. A comment on the optimization procedure is necessary. Our aim is to find
the NGARCH parameters such that the above loss function, defining the distance
between market implied volatility smirk and the simulated one, is minimized. In the-
ory, a standard minimization procedure could be run. However sampling errors in
the simulation can create problems in the optimization procedure. In other words,
we may end up maximizing the sampling error! In order to overcome this problem,
we suggest the use of a grid minimization method. In practice we define a reasonable
parameter domain by taking the parameter values estimated on a time series basis as
reference points. Then, we divide the range for each parameter in a grid with ten bins
and we minimize the objective function across that multi-dimensional grid, with a
tolerance of 1073, However, we still have to manage 3 x 10* = 30,000 Monte Carlo
simulations, each one consisting of 5,000 iterations, for every maturity. This implies
a huge computational effort. In order to limit this figure, we resort to some additional
simplifications:

1. We separately estimate the leverage effect parameter (A 4+ 0) and the other three
parameters.

2. We set the equilibrium variance of the GARCH model equal to the long term
market ATM variance:

Bo = oarm(l — B1 — Ba).

These simplifications afford a reduction in the number of simulations to 3 x (10 +
10%) = 330 and, as a result, in the computational time effort (nonetheless, still re-
markably high: at least 10 hours with a 2.0 GHz processor). Finally, using a grid

Table 26.2. The GARCH parameters estimated via the Duan methodology

Time-to-maturity (days) NGARCH parameters
Bo B1 B2 B3
25 0.00135 0.80551 0.10924 0.86
60 0.00138 0.80551 0.10654 0.8
88 0.00139 0.80233 0.10685 0.8
151 0.0012 0.805 0.10612 0.81
242 0.0011 0.80321 0.10924 0.78

336 0.00117 0.80351 0.10824 0.78
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search we guaranteed a good approximate solution to our problem. Using an opti-
mization routine like f m nsear ch in Matlab®, the minimization procedure does
not produce reliable results.

As an alternative, we also consider a two-step procedure. In the first step, the
three parameters By, 81 and B, are found by a search over a three-dimensional grid,
given an arbitrary starting value for 83. In the second step, given the values of the
three parameters 8o, 81 and S, the value of 3 is optimized using a one-dimensional
minimization routine. We repeat this two-stage procedure only once, so that no op-
timality is ensured. In particular, parameter estimates strongly depend on the initial
(arbitrary, but hopefully meaningful) value for g3.

26.3.1 Code Description
Function i ni ti al

Provides the workplace of global variables which are necessary to run the following
functions. In this case, the M-File Initial contains: the initial values of the GARCH
parameters, the number of Monte Carlo simulations and all Market data (strikes,
maturities, implied volatility surface, underlying asset prices and interest rates).

Function i npl _vol

1. Sets an initial guess for the implied volatility:

) S(t) 2
o_\/[ln< X )—i—rr]r .
2. Decides if the option is Call or Put;
3. Starts a “for cycle” to determine the implied volatility using the Newton method;
a. Computes dy, da, Vega, N (dy), and N (d;), at every step;
b. Compares the theoretical premium to the real one and if the difference is
less than the tolerance level, then the implied volatility is accepted;
c. If the previous requirement is not fulfilled, it adjusts it in the following man-
ner (Newton recursion):

o = 0 — (Premiumg,e, — Premiumyy) /Vega;

4. Sets the volatility value coming from the minimization ¢ R equal to zero. In
other words, volatility is forced to be non-negative.

Function vol _surface

1. Sets an external cycle for each maturity available on the market;
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For every maturity runs a Monte Carlo simulation in order to obtain n paths of
the underlying asset, supposing that the underlying geometric Brownian motion
has a time varying variance described by the NGARCH equation:

o2t 4+ 1) = Bo + P1o2(1) + Pro > (1) (E(1) — 6 — 1);

. Once a Monte Carlo path is simulated for each maturity, the code applies the

EMS procedure;

Using the corrected paths, the values of out-of-the-money call and put options
are computed for all strikes available on the market;

The implied volatility of these options is computed;

The value of the loss function (sum of squared residuals between simulated im-
plied volatilities and market implied volatilities) is then computed.

Function opt i ni zati on

1.

Sets a “for cycle” across maturities;

. Retrieves the ATM volatility corresponding to the selected maturity;
. Launches an optimization function (opt _gar ch) to fit the three GARCH pa-

rameters (excluding the leverage effect, minimized apart from these), supposing
that the equilibrium variance of the GARCH model is always equal to the ATM
variance;

. A double entry grid of 10 x 10 bins is used to make the screening of parameters

B1 and f,, with a tolerance level of 103 for both;
The parameter f is automatically determined given the following relation:

Bo = im(1 — B1 — Bo);

. Given the first three optimized parameters, considers another optimization

(opt _I ever age routine) to find the best leverage parameter such that the dis-
tance between the market implied volatility surface and the GARCH simulated
implied volatility surface is minimized. Also in this case a grid approach is used
with ten bins and a tolerance of order 10~3;

. The optimal parameters are stored in a matrix.

Function opt _gar ch

1.

Defines the maximum and minimum values for parameter 8 (the GARCH ef-
fect), computes the range, and the medium plus initial value;
Start the first “for cycle” across the different values of g1 (grid);

. For each value of g1 defines the maximum and minimum value of 8, (ARCH

effect parameter) in such a way that 8 + 8, < 1,i.e. max[8;] = 1 — 81 — 0.01;
Starts the second internal cycle “f or ” across the different and admissible values
for B (grid);
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5. For each admissible pair (81, B2) runs the function gar ch_| 0ss in order to
obtain estimated implied volatilities and the loss function with respect to the
market implied volatility;

6. A matrix of losses is obtained according to the two cycles “f or ”” and the mini-
mum of this matrix identifies the optimal (81, B2) pair;

7. A refining procedure is applied to reach the tolerance level of 103 for the opti-
mal parameter values: it repeats Steps 1-6 twice, with a range equal to 10~2 and
1073 respectively, in an interval around the optimal values found.

Function opt _| ever age

1. Given the values for the first three parameters, defines the minimum and maxi-
mum value for the leverage effect parameter (6 + A) and computes the mean and
initial value;

2. Starts a cycle “f or ” across the different values of (6 + 1) (grid method), from
the minimum to the maximum value;

3. For each of them computes the loss function as a distance between market im-
plied volatility and GARCH estimated volatility (running gar ch_| 0ss code);

4. Refines the search to get the required tolerance approximation (10~ as for the
other parameters), repeating Steps 2 and 3.

Function gar ch_| oss

1. Defines a vector of initial values for time dependent volatility using the equilib-
rium value of GARCH variance,

ok = PBo/(1 — B — Ba);

2. Defines a matrix of standardized normal shocks (rows equal to the number of
Monte Carlo simulation and columns equal to the number of steps in each sim-
ulation);

3. Starts a “f or ” loop across time to get the path of the underlying asset. Starting
with Sp, the function generates, according to a Geometric Brownian Motion with
a GARCH volatility, n paths for the underlying asset using the recursion:

Stvdr = St exp((r - 0.50,2) dr + o,\/EeH_d,);

4. At each step the EMS procedure is applied to guarantee martingality and to
reduce Monte Carlo variance. At each step, GARCH variance is also updated
according to the normal shock which affects prices in the previous step:

of = Bo+ Brojy + pro} (Er—1 — 0 — )

5. The final vector of underlying prices (corrected with EMS procedure) is used to
obtain the Monte Carlo estimate of the option price:

1 n
e, X) = ;e_” Zmax[S;"(t +1)—X,0];
i=1
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6. A cylce “f or ” across strikes is used to obtain the out-of-the-money call or out-
of-the-money put option prices;

7. For each option the implied volatility is extracted running the i npl _vol rou-
tine;

8. The loss function value is computed as the sum of squared residuals between
market implied volatilities and estimated volatilities.

26.4 Results and Comments

The results of the estimation procedure are given in Tables 26.3 and 26.4, where we
compare market implied volatilities (Table 26.3) and the ones computed according
to the Duan procedure (Table 26.4).

We observe that, for short maturities, the model undervalues implied volatilities.
On the contrary, for longer maturities, GARCH based implied volatilities are higher.
It seems that GARCH based implied volatility estimates tends to flatten out the peaks

Table 26.3. Market implied volatilities on FTSE 100 index on July 21st 2003

Strike Time-to-maturity (in days)
25 60 88 151 242 336

3625 0.24145 0.23058 0.22579 0.22854 0.22654 0.22261
3725 0.23678 0.209931 0.21986 0.21863 0.21997 0.21544
3825 0.20892 0.204449 0.20754 0.20875 0.21064 0.20858
3925 0.19238 0.184878 0.19745 0.19745 0.20221 0.20172
4025 0.17504 0.16508 0.18424 0.18123 0.19539 0.19529
4125 0.15254 0.15915 0.17881 0.18193 0.18844 0.18888
4225 0.15278 0.153475 0.17097 0.17153 0.18374 0.18309
4325 0.15194 0.149329 0.16374 0.16271 0.17264 0.17746
4425 0.18368 0.150364 0.15303 0.16115 0.17078 0.17227

Table 26.4. Estimated implied volatilities on FTSE 100 index on July 21st 2003

Strike Time-to-maturity (in days)
25 60 88 151 242 336

3625 0.22471 0.20661 0.19768 0.19497 0.20169 0.19686
3725 0.21496 0.20048 0.19589 0.19384 0.20104 0.19677
3825 0.20431 0.19567 0.19449 0.19819 0.20078 0.19629
3925 0.19735 0.19017 0.19277 0.19204 0.20061 0.19583
4025 0.19227 0.18601 0.19134 0.19144 0.20031 0.19529
4125 0.18762 0.18342 0.19079 0.19112 0.19986 0.19489
4225 0.18291 0.18115 0.19075 0.19083 0.19938 0.19451
4325 0.17953 0.17938 0.19046 0.19065 0.19865 0.19418

4425 0.17668 0.17694 0.19072 0.19057 0.19994 0.19379
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of the volatility surface, and to produce volatility data less affected by shocks than
observed implied volatilities.
In addition, the estimation procedure shows two main features:

(1) The decreasing trend of the leverage effect, from 0.86 for the shortest maturity
to 0.78 for the longest one. This is mirrored in market data, where far-out-of-the-
money puts with a very short life present a higher volatility premium than the
far-out-of-the-money put with a longer residual life.

(2) While the smirk effect is captured by the leverage parameter 6, the other
GARCH parameters remain almost constant across maturities. This can reflect
the stability of the underlying process which is common for all analyzed options.

Finally, from Figure 26.1, where the market quoted volatility is plotted against the
estimated volatility, we note that the GARCH estimation produces a kind of smooth-
ing effect of the surface compared to what is obtained by original market prices.






Appendix A: Proof of the Thinning Algorithm

Consider the problem of generating samples of a counting process
N(t) = Y ;- Y{z;<ny with (possibly random) intensity A(s). This amounts to sam-
pling jump times t;, i > 1, from the knowledge of A(s). The thinning method
requires to (1) select A* as an upper bound for A(s) on its domain; (2) sample
jump times 7;* of a Poisson process N* with constant intensity A*; (3) perform an
acceptance—rejection test on each 7;*, which consists of sampling the random variable

1y, <a(z))» Where Uj Sy U[0, 11; (4) accept 7;* as a jump time of N provided that
the test succeeds, namely the independent uniform variable A*U; on [0, A*] is smaller
than A.(z"). It is assumed that A, N* and the U;’s are all statistically independent.
To prove this, we need to check that the process the counting process of the
accepted jump times N (1) = ;. O<tr<t 13+u; <a(zp)) has intensity A, that is:

t
E(N(t) — N(s)|FN) = IE(/ ) du‘fsN>, (A1)

where FV is the completed filtration generated by N. This formula has a clear in-
terpretation in the deterministic case: the expected number of jump times occurring
over an interval (s, ] is given by accruing the jump intensity A over the same in-
terval. For the sake of clarity, we assume that the function A is superiorly bounded
and set A* = supA(f, w). It is left to the reader to prove that the intensity process
A is FN-adapted. Using the linearity property and the rule of iterated conditional
expectation, we have

E(N(t) — N(s)|FN)

=E< > levsa

iis<TF<t

v )

=E( > E(puaalF)

i:s<rl.* <t

_7_-;\7) asfﬁ DfSN
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=E( Y P(U <i@))/2FIFY)

]—'SN> asPU[0, 11 < X|X =u)=u

i:s<ri*§t
1 N*@)
= FIE( Z )L(ri*)‘]-"fv> as A(t) is fg-adapted
i=N*(s)+1
1 N*(1)
= FE<E< Z )»(‘L’i*)‘f[N> .7-';") ast > s.
i=N*(s)+1

Recall that the jump times are uniformly distributed on the interval (s, ¢] con-
ditional on the number of jumps having occurred over the same interval, that is

TN*(s)+1» - - - » TN*(1) | Ft S T ~ U(s, t]. The Wald theorem leads to:
1
E(N(t) — N)|FN) = A—*E(E[N*(t) — N*&)|FN] x E[r@)IFN]|FN).

Given ]-"SN , the increment N*(¢) — N*(s) and the random variable 7 are mutually
independent. Moreover, t is uniformly distributed in [s, ¢] given .7-"tN . The last term
then becomes equal to:

ZE(N 0~ N 0IF) < B o)l FY)

t t
:i/ k*duE(/ Alu) du ‘fSN)
A S s t—s
t
:IE(/ )»(u)du‘fsl\]),

which is the claim to be proved.




Appendix B: Sample Problems for Monte Carlo

1. Let the state variable X be the instantaneous short rate r. Fix three increasing
times t < T1 < T, and let Pr, be the process describing the value of a default free
zero-coupon bond maturing at time 7. We choose 7T, > T because the asset needs
to exist at time 77. We consider a call option on Pr,, expiring at 77 and strike at K
Euros. We want to design a procedure to evaluate the fair value of this option at time
t by making use of Monte Carlo methods. This option is a T1-maturing contingent
claim with pay-off function (x — K)4 on a T>-maturing contingent claim with pay-off
function equal to 1 in all states of the sample world:

7y
V(D) =Ef (e h 08 (Pr(Ty) - X))
_ ]E;k(e—ftﬂ r(_y)dS(Eg%l (e—lez r(S)dS) _ K)+)

To simulate this value, we may follow two routes. The first algorithm is naive. We
set a small At and evolve r over time points ¢, t + At, t +2At, ..., T — At, T, T +
At, ..., To — At. This is done by discretizing the s.d.e. for r over that partition. For
each simulated interest rate path, we compute the option pay-off. Summing up the
resulting payoff over n sampled paths and dividing by n, results in the following
approximated value:

n - . Ty—Ar
C(t) ~ % S e it w0 (o ln 08y gy

i=1
The second algorithm is more effective. Foreachi =1, ..., N:

(1) generate a path (r@ (r + A1), ..., rD(T; — A1) up to time T — At;
(2) generate M ‘““continuations’:

{0 @), r® (T + A, . r (T = AD) k=1, ..., M),

after time 77, until time 7> — At is reached;
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(3) use these continuations to obtain a Monte Carlo estimate for the time 77 value
of the bond:

0 1 QAT - S 6 gy
P ()~ 22 Y [ = )
k=1

(4) plug this value into the call option pay-off; '
(5) discount between T and ¢ using the path r)(t + At), ..., rD(Ty — At) gener-

ated at the first step; finally
(6) sum all these terms up and divide by n. The corresponding Monte Carlo estimate

is:

= Ti—Ar ) 1 M _ DA ik
C(t) ~ — E =2 YAt 2 : 2 rUO@Ar
(t) n |:e 0 i [e =T K )

i=1 k=1

Write and run a computer code implementing the two procedures above. Elaborate
and apply a test to compare their performance.

2. Suppose a model for the underlying factor dynamics X depends on a parame-
ter. For instance, in the Black—Scholes model, X is the underlying security and we
may take the volatility o as a parameter. We wish to evaluate the rate of variation of
the current fair value V (¢) of a given contingent claim resulting from a small change
in the parameter §. In the Black—Scholes example, we look for the Vega of an option.
We may perform two Monte Carlo estimations: one under dynamics for the underly-
ing factor corresponding to a parameter value § + ¢; the other for a parameter value
8 — &, where ¢ is a small positive constant. To reduce computations, in both cases we
may use the same sequence of drawn r.v.’s needed to generate a path (this is one of
the variance reduction techniques we will develop in the last section). We come up
with estimations V (¢; § 4+ €) and V(¢; 6 — ¢). The sensitivity can be approximated
by a first-order difference dsV (¢) ~ (V(t;6 +¢€) — V(¢; 8 — €))/(2¢). This method
lets us compute hedge ratios too: indeed, the call option hedger is required to take
a A-position in the underlying asset S, where A is just the sensitivity dsV (¢, S(¢)).
Write and run a computer code for computing sensitivities of the options detailed in
the examples of Section 1 with respect to the parameters involved in a Black—Scholes
model.

3. We wish to generate a simulated random path for a short rate model so
that a given set of observed discount bond prices is perfectly matched. Suppose
time ¢ discount function is given by N observed zero-coupon bond prices Pr, (t) =
D1, ..., Pry(t) = pn, where Ty =t 4 kAt. Recall the theoretical value for a dis-
count bond price is: Pr(t) = E} (exp(— ftT r(s)ds)). Let r(t) = ro. If we simulate
a number n of discrete trajectories

ry = (O, ....rOTy-n),i=1,....n}

for the risk-neutral dynamics of the short rate process r, the theoretical value of any
discount bond Pr; () need not match the corresponding observed price p;:
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1 « N-1
pi = Pr(t) # P = Y e MR,
i=1

We want to bias each simulated path rt(;) so as to obtain a new path ft(;) which is
compatible with observed prices pj, ..., py in that:

n
b= 23 M TS O
== .
n -
i=1

To each sample r@(Ty), we

(1) add the continuously compounded forward rate spanning [T, Ti+1] computed
from the simulated path rt(’T) by:

1 1 Pr (1)
{rt(T)""’rt(;)}_)kaTk+|(t):E1g PTk )
k+1

1 —Ar YO
(Z Diz1€ =t )

L —A YR (1)
a2 ie1€ / !

N

and
(2) subtract the continuously compounded forward rate spanning [T, Tk+1] implied
in the observed discount function by:

{ Vo P (0 = —1g( 2
Pls--+» Pn T Tk AL S i )

Then the resulting paths
(F9 = (PO, ..., P D(Ty-1)),i=1,...,n}, (B.1)

defined by ' . .

PO = rO(To) + frezie, (O = [, @,
satisfy the matching property. That is bond prices estimated by Monte Carlo
over the modified random paths in (B.1) exactly equal the observed prices
Pl,..., PN:

| — N=1 2(i)
C_ Psampled _ - —AtY O F (Tk).
pi =P 0 = - Z e
i=1

Write a program to implement this fitting procedure.
4. Give a formal proof for generating jump times by using the algorithm detailed

in Sect. 2.3.4.
5. The recursive formula for simulating r in the Vasicek model is:

r(tiv1) = w(tis1; ti, r () + o (tig1; ti, r(6)y/tiv1 — N (O, 1)
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starting at (0, rg). For the CIR short rate model we have dr = «a(b — r)dr +
o+/r dW(t) and:

o? 4of o
r(tiy1) =r(t) + E(l _ e_aAt)X2<a—f7 ?(1 _ e_“m)e_“mr(t,»)),

where x2(d, ¢) denotes a random sample from a non-central chi-square distribution
with d degrees of freedom and non-centrality parameter c. See Johnson and Kotz
(1995) for details on this family of distributions. For each of these models, compare
Monte Carlo simulated European bond option values over increasing samples to the
theoretical values given by closed form formula.

6. Prove that the approximating process X in the Algorithm “Sampling the-
orem method for stationary Gaussian processes” is not stationary by verifying that
its covariance function ¢ (¢, s) = E(X"™ ()X ™ (s)) does not depend on ¢ and s
through ¢ —s. By applying the sampling theorem stated in the same section, show that
c™(t, s) converges to a function of t —s as n — oo. This justifies the approximation
made in the above-mentioned algorithm.



Appendix C: The Matlab® Solver

Here we present the PDE solver implemented in a Matlab® environment. This tool
aims at solving initial-boundary value problems for systems of parabolic and elliptic
partial differential equations (PDEs) in one space variable. The syntax to be used in
the command windows is as follows:

sol = pdepe(m pdefun,icfun, bcfun, xnesh, tspan).

Here, mis parameter corresponding to the symmetry of the problem and can be set
equal to 0, 1, or 2; pdef un defines the PDE; i cf un sets up initial conditions;
bcf un states boundary conditions; xnesh is a vector [x0, X1, ..., xn] of in-
creasing entries specifying the points at which a numerical solution is to be re-
turned for each time in tspan=[t0,t1,...,tf]. Entries xmesh(1l) and
xmesh(end) are equal to zp and zy, respectively. Moreover, the dimensions n
and f of the vectors Xmesh and t span must be greater or equal to 3. Entries
t span( 1) and t span(end) are the starting and final maturities, respectively.
Function pdepe performs the time integration with an ODE solver that selects the
time step in a dynamic manner.! Second-order approximations to the solution of the
PDE are made on the mesh specified in xmesh. Notice that the function pdepe does
not select the input mesh automatically. Therefore, it must be provided by the final
user, who may decide to use an unevenly spaced grid. Therefore, it is a good practice
to stagger mesh points by smaller amounts on the region of the domain where the
solution changes rapidly. It is usually convenient to refine the mesh near the strike
price and to use a sparse grid away from this region. The computational cost of the
resulting routine strongly depends on the length of xnesh.
Function pdepe solves PDEs of the following type:

c(z, T u, D) = 270, (2, T w, 0w) + 5z T, D). (C.1)

The initial condition at T = 1¢ is u(7p, z) = ug(z). For all t and either z = z1, or
Z = zy, the solution components satisfy a boundary condition:

I For reference, see Shampine and Reichelt (1997) and Skeel and Berzins (1990).
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p(z,t,u)+q(z,7)f(z, T, u, 0;u) =0. (C2)

Elements in g(z, ) are either all zero or none of them is null. Nonzero values
for g are associated to Neumann and Robin boundary conditions, whereas Dirich-
let boundary conditions lead to a vanishing ¢(z, t). Note that boundary conditions
are expressed in terms of the function f(z, T, u, d;u) rather than d,u. Notice that
p(z, T, u) depends on u whereas ¢(z, t) is independent of it.

For the sake of clarity, let us examine a concrete example of utilization of the
function pdepe. We consider the initial value problem illustrated in Chapter 4 “Fi-
nite Difference Methods”. On the unit interval [0, 1], we consider the heat equation:

—07u(t, 2) + 0z:u(t, 2) =0, (C.3)
with initial condition:
2z 0<z<?i
0,2)=1." -t C4
u(0,2) {2(1—z), l<z<, €
and boundary conditions:
u(r,1) =u(r,0) =0. (C.5)

The analytical solution of this initial value problem is:
8 o 1 nm 2.2
— 1 3 —n"m°T
u(t,z) = 2 ,,Eﬂ p sm(—2 ) sin(nmz)e . (C.6)

Equation (C.3) can be reduced to the form (C.1) by setting

m=0, c(z, T, u, d;u) =1, )
f(z,t,u,0;u) = du, s(z, T, u, o,u) =0.

The boundary conditions are (C.5) and can be written in the form (C.2) using

p(z, T, u) = u(t,2), q(z,7t) =0,

where z can be either 0 or 1.2 The arguments of function pdepe can be built as
follows.
Let us examine a Matlab® formulation of this example.

2 1f, instead, we have opted for boundary condition (C.5), we would have set z, = 0, zy = 1,
and

p(zu, T, u) = u(t, zu), q(zy,7) =0,
p(zL, T, u) = u(t, z1), q(zy,7) =0.
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e pdefun is a function that returns the terms ¢, f, and u. Input variables are
defined by scalars X and t and vectors U and DuDx that approximate the solution
and its partial derivative with respect to x. Comparing this to formula (C.7), the
Matlab® code reads as follows:

function [c,f,s] = pdefun(x,t, u, DuDx)

c =1,
f = DubDx;
s = 0;
e i cf un evaluates the initial conditions. It has the form u = i cf un(x) . When

called with an argument X, i cf un evaluates and returns the initial values of the
solution components at X in the column vector u. With reference to the initial
condition assigned in (C.4), the Matlab® code reads as follows:

function u0 = pdexlic(x)
uo = 2*(x>=1/2).*(1-x)+2*(x<1l/2).*x;

e bcf un evaluates terms p and ¢ on boundary conditions (C.5) and returns the
vector [pl , gl , pr, qr], wherepl andql are scalars corresponding to p and
q evaluated at XL, similarly pr and qr correspond to Xr . Therefore bcf un as-
sumes form [ pl, gl , pr,qr] = bcfun(xl,ul,xr,ur,t), where ul
is the solution at the left boundary XL and UR s the solution at the right bound-
ary XR With reference to our example, the Matlab® formulation given in (C.2)
becomes:

function [pl,ql,pr,qr] = pdexlbcfun(xl,ul,xr,ur,t)

pl = ul;
ql = 0;
pr = ur;
qr = 0;

Below, we use subfunctions to place all the functions required by pdepe in a single
M-file that is named pdeexanpl e. m This file can be run from the
Matlab® command window. The proposed function provides a solution for the
example discussed above using, for illustrative purposes, 10 points for the xmesh
and 24 points for the t-mesh. It calls function pdepe using the command sol =
pdepe(m @def un, @dex1li c, @dexlbcfun, x,t). The resulting nu-
merical solution, generated by the line surf(x,t,sol), is illustrated in
Fig. C.1.

function pdeExanpl e
m = 0;
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Numerical solution computed with 10 mesh points.

0.8

Time 1 Distance z

Fig. C.1. Numerical solution of the PDE given in the example.

X I i nspace(0, 1, 10);

t I i nspace(0, 0.1, 10);

%onputes the nunerical solution of the pde
sol = pdepe(m @defun, @dexli c, @dexlbcfun, x,t);
% A surface plot is often a good way

to study a solution.

surf(x,t,sol)

title(’ Numerical solution conputed

with 10 nesh points.’)

x|l abel (' Di stance z’)

ylabel (" Time t')

% Defining the PDE-------------------
function [c,f,s] = pdefun(x,t, u, DuDx)

c = 1;
f = DubDx;
s = 0;

% Defining the |G ------------------
function u0 = pdexlic(x)
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%0 = 2*(x>=1/2).*(x-1/2);

ud = 2*(x>=1/2).*(1-x)+2*(x< 1/ 2).*x;

% Defining the BC----------------mnoo--
function [pl,ql,pr,qr] = pdexlbcfun(xl,ul,xr,ur,t)

pl = ul;
q = 0;
pr = ur;
qr = 0;

% The anal ytical solution-------------------
function ansolution = solutionpde(x, t)
sunseries = 0
for n = 1:20
term= sin(n*pi/2)*sin(n*pi *x)*exp(-t*(n*pi)~2)/(n*n);
sunseries = sunseries+term
end
ansol uti on = sunseri es*8/ pi "2.



Appendix D: Optimal Control

D.1 Setting up the Optimal Stopping Problem

We begin by replacing the performance measure (3.4) with the equivalent Y ;_, F (s,
X"*(s)) and then redefine X by adding one singleton {k}, with k ¢ X, which plays
the role of a “flag” for the stopping time 7. The set of controls U 7 is given by the
canonical basis in RT~, ie., u = (Us, ..., ur—1) € Us T and a single entry uy is
equal to 1 (“stopping at time s”’) and all the others equal 0. Then, we set dynamics as

p(dx; s, X(s, w), ) ifu=0,

px; s, y, u, ) = {(Sk(dx) (Dirac delta mass on {k}) ifu=1ory =k,

or, alternatively, as

X'+ 1, 0) = f(s, XY(s, w), W(s, a))) ifu =0,
’ k ifu=1,
f(s,k,w) =k forallsandk.!

This means that the system is trapped into a steady state k once the control has been
activated (u = 1). Finally, the cost/reward function vanishes on the steady state {k}:

F(s, if k,
F(s,y,u):{o(s y) ;fiik_

The equivalence of this formulation to an optimal stopping problem can now be
easily proven as an exercise. Notice that the artificial state k signals the “death”
of the system. For practical purposes, there is no need to cast an optimal stopping
problem in this framework.

[TPRL) @, 9

! We remark the difference between symbols “@” and “w”. The former denotes a generic
elementary event in a sample space §2. You may think of it as a sample path itself, as is the
case of the so-called canonical process X (t, w) = w(t), defined on [0, T'] x RIO-T1 The
latter is a real value assumed by the random noise W (z).
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D.2 Proof of the Bellman Principle of Optimality

The two control policies u and u’ give rise to the same exact dynamics on {7, ..., s}.
Therefore their performance coincides on {z,...,s — 1}. Note that they need not
be equal at s because the performance index in general depends on the control and
the two control policies u and w’ may not match at time s. This observation reduces
the problem to the one of showing that the performance stemming from the residual
dynamics (X"*"(s), ..., X"*%(T)) resulting from applying u is no greater than the
reward deriving from the residual dynamics obtained by using u’ instead. Control
u=(u(,-),...,u(T,-)) applied to the system dynamics for the remaining period
gives rise to a reward assessment:

T—1
J* =R (i XN, u(i, XON0)) + (XOND).

i=s

The uniqueness of the solution of a dynamic system implies the flow property:
Xl‘,x,ll(l') — XS,X[’X’“(S),U‘; (l),

where t < s < i < T, and u|, is the truncated control (u(s), ..., u(T)) resulting
from restricting u on the remaining period {s, ..., T'}. By applying, in order, the flow
property, the optimality of @* on {s, ..., T}, and the flow property again, we have:

T-1
Jr =3 F (i XSO ) i, xHXE (1))
i=s
(XXl (7))
T-1 A ! A
(i, X2 XTOR Gy (i, x5 X0 )
i=s
+ lp(XS’Xt,X.U(S)’ﬁ.Y (T))
T-1
= F(i. X" @), A, XY @) + v (XT).

i=s

IA

This last term represents the performance generated by residual dynamics (X~ (),
..., X"%W(T)) corresponding to the control policy w'.

D.3 Proof of the Dynamic Programming Algorithm
We need to prove that u® dominates any other control policy in 4; 7. We apply the

Bellman principle of optimality at each step in the preceding backward induction.
At time T, if the reached state is y, the generated performance is uncontrollable and
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matches ¥ (y). This holds for any control policy and thus for the optimal one. At
time 7 — 1, whatever is the control policy u = (u(¢), ..., u(T — 2)) adopted on the
elapsed period {z, ..., T — 2}, the policy

(u(t, ), ..., u(T =2, 2" " HT = 1,2),

with ﬁT’l(T —1,.) = arg maxy,_, r J(T — 1, -,u), dominates any other control
policy sharing the same first 7 — 2 components. This is because each entry of the
control policy contributes to the overall performance J additively. Therefore, the
optimal control policy must have u(T — 1, -) as its (T — 1)th component. At time
T — 2, the Bellman principle of optimality states that the control policy:

(u(t, ), ..., 0" 72T = 2,9, 4" 4T - 1,)),

with (@7 =2(T —2,),a7~2(T —1,-)) = arg maxy,_, . J(I' — 2, -, u), dominates
any other control policy sharing the same first 7 — 3 cémponents. But the previous
step says that the optimal control policy must have 27 ~!(T — 1, -) as its (T — 1)th
component, i.e.,

(u(t, ), ..., a7 2T =2, NT - 1,)
> (u(t, )y oo u(T =3, 02T —2,),a" (T - 1,))
> (ut, ), (T =3,),u(T =2, u(T —1,)).

Proceeding this way, we come up to the control policy:

b= (@@, ), AT - 2,0, 4T NT -1, 0)
> (@', ), ..., 0" (T —2,),4(T —1,)) =t

But u = arg maxy, , J (¢, -, u) dominates all control policy, in particular wB e,

@ > uB. Therefore, & = uB.
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