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English German

compound interest Zinseszins

expiry date/maturity Verfallstag /Falligkeit
fixed-term deposit Festgeld

holder Kdufer einer Option
interest Zins

interest rate Zinssatz

loan Kredit

payoff Auszahlung
premium Optionspreis
savings account Sparguthaben

share Anteil

stock Aktie
strike/exercise price Ausiibungspreis
time to expiration Laufzeit

underlying (asset) Basiswert

volatility
writer

Preisschwankung /Volatilitat
Verkédufer einer Option

Table 1: English-German translations of financial terms used in the lecture notes.
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1 Introduction

A financial derivative is an agreement between two parties based on an underlying
asset (or just underlying). It is designed to hedge financial transactions, but they can
be also used to speculate on the prices of the underlying. Already in ancient Greece,
shipping contracts for trading were used, similar to forward contracts (see below). The
buyer receives some money upfront, which finances the trading voyage. After return (if
successful), the buyer pays back the loan and the required interest. Similar commodity
forward contracts were used in the Roman era, in Italy from the 10th century on, and in
Japan in the 18th century.

In the 17th century, financial options were issued in the Dutch Republic to hedge
the rapidly increasing prices of tulip bulbs, which were very fashionable at that time.
In these options, the obligation to purchase tulip bulbs at a fixed price was converted
to an opportunity to do so. The tulip market was accompanied by wild speculative
transactions, leading eventually in February 1637 to a collapse of the tulip bulb contract
prices.

Later, further precursors of today’s financial derivatives have been issued and traded,
but a regulated market was still missing. In 1848, the Chicago Board of Trade of the USA
opened, providing a central location as a storage and market place for grain. Some years
later, in 1865, the contracts were standardized. The Chicago Board Option Exchange,
founded in 1973 as an extension of the Chicago Board of Trade, then became the first
exchange to offer standardized options trading.

Derivatives gained widespread use in the 1970s, fostered by the computer technol-
ogy allowing the complex models and computations to be solved in an efficient way:.
In the same decade, in 1973, Fischer Black and Myron Scholes published their seminal
paper “The pricing of options and corporate liabilities”. Robert Merton expanded the
mathematical understanding of the option pricing model. (Interestingly, Louis Bache-
lier already formulated in 1900 a theory of option pricing in his PhD thesis, far before
Black, Scholes, and Merton. However, Bachelier did not include a theory of hedging and
replication by dynamic strategies; see the discussion in [32].) The Black-Scholes formula
led to a boom in option trading. Merton and Scholes received the Nobel Memorial Prize
in Economic Sciences in 1997 for their new methodology to value derivatives (Black
died in 1995 and could not receive the award). Nowadays, in spite of the financial crisis
from 2007, the derivative market is huge —its size is estimated to be more than ten times
larger than the total world gross domestic market. Therefore, the understanding and
control of financial instruments is of paramount importance for companies and also for
the society.

These lecture notes are devoted to the modeling and numerical simulation of financial
derivatives. In particular, we derive the Black-Scholes equation and the Black-Scholes
formula, discuss its limitations and extensions, and present some numerical techniques



to solve the corresponding financial models. The topic forces us to use several mathe-
matical techniques:

» mathematical modeling,

» stochastic analysis,

» theory of partial differential equations,
» numerical analysis.

The lecture notes are organized in such a way that no special knowledge is assumed to
follow the arguments — besides of calculus, ordinary differential equations, and a basic
understanding of probability theory.

What is a financial derivative? It is a contract whose value at the expiry date is de-
termined by the value of the underlying asset at or up to expiration. The underlying
asset can be, for instance, a stock, commodity, index, or currency. Generally, we can
distinguish four classes of financial derivatives:

» Forward contracts. A forward contract is an agreement between two counterparties
to sell or purchase an asset for a price agreed upon today with delivery and pay-
ment at a fixed future date. Forwards can be used to hedge risks like currency rate
risk.

» Future contract. Future contracts are very similar to forward contracts. They are
standardized contracts between two counterparties to sell or purchase an asset for
a price agreed upon today with delivery and payment at a fixed future date. In
contrast to forwards, they are exchange-traded and both parties are required to
put up an initial amount of cash to mitigate the risk of default of either party.

» Option contracts. Option contracts give the owner the right, but not the obligation,
to sell or purchase an asset for the exercise price until or at the expiry date. In
contrast to forward or future contracts, the owner has no obligation to carry out
the right of selling or buying the underlying asset. This allows the owner to hedge
or mitigate risk due to changes in the asset price.

» Swaps. A swap is a contract determining the cash flow exchange of the counter-
parties. For instance, one party may exchange an uncertain cash flow to a certain
one or to swap a fixed interest rate to a floating one. Swaps are used to hedge risks
like the interest rate or currency risk, but they may be also used to speculate on
changes of the underlying price. Common swaps are interest rate swaps, currency
swaps, credit swaps, commodity swaps, and equity swaps.

We see that financial derivatives are defined through the following values:
» the quantity and class of the underlying asset,
» the expiry date,

» the excercise or strike price,
» the type of contract (the right or obligation to buy or sell the asset).
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In the lecture notes, we focus on financial options. The most common ones are vanilla
options, and we distinguish between European and American options. The former option
class can be exercised only at the expiry date, the latter one can be exercised until or at
expiration. Each of these two option classes can be exercised as a call option or put option.
The holder of a call option has the right to buy a fixed amount of the underlying for a
fixed price from the option seller (called the writer), while a put option gives the holder
the right to sell a fixed amount of the underlying for a fixed price to the writer; see Table
2. A more formal definition of European options is as follows.

Call Put
European | Exercise at expiry only Exercise at expiry only
Right to buy the underlying | Right to sell the underlying
American | Exercise until or at expiry Exercise until or at expiry
Right to buy the underlying | Right to sell the underlying

Table 2: Overview of vanilla options.

Definition 1.1 (European option). A European call (put) option is a contract with the
following conditions: The holder of the option has the right but not the obligation to buy the
underlying from the writer (to sell the underlying to the writer) at the expiry date T for the
fixed strike or exercise price K.

The option gives a right, so it has a value. We denote the value of an call option at
time t by C; = C(t), the value of a put option by P = P(t).! Let S; be the value of the
underlying at time ¢. At expiration, we may distinguish two cases for a call option:
» St > K: We exercise the option, purchase the underlying at price K, and sell it
immediately on the spot for the price St. We realize the profit St — K > 0.

» St < K: The right to exercise the option is not interesting since we can buy the un-
derlying on the market for a cheaper price than guaranteed by the option contract.
The option expires.

This shows that the value Cr of the call option at expiration (the so-called payoff) is
CT = max{(), ST — K} = (ST — K)Jr

We can use similar arguments to determine the payoff of a put option. If St > K, the put
option has no value since we can sell the underlying for a higher price on the market,
while for St < K, we buy the underlying on the spot for the price St, exercise the

11t is common in the theory of stochastic processes to use an index for the time variable. The notation
C(w) or P(w) is used for the stochastic variables w. In the theory of partial differential equations, an
index usually means partial differentiation with respect to that variable. We try to avoid any confusion,
which may arise because of these two conventions.



option, and sell the underlying for the price K. We realize the profit K — St > 0. Thus,
the payoff Pr of the put option equals

Pr=(K-Sg)*.
The holder of a call option bets on rising prices, while the writer speculates on falling

prices. The opposite holds for put options. The payoff of European options can be
illustrated by the payoff diagrams in Figure 1.1.

Cr 1 Pr 1
-
0 | . 0 ; .
K 5 K 5

Figure 1.1: Payoff diagrams of a European call option (left) and put option (right).

Remark. (1) Our arguments only hold when we neglect transaction costs, bid-ask spreads,
etc. We specify these assumptions in Section 3.1 and discuss models including transaction
costs in Section 3.8.

(2) When an option is exercised, usually the underlying will not be delivered physically but
just the profit will be paid out (this is called cash settlement). As we already mentioned,
options may be used to speculate on falling or rising prices or to hedge the underlying asset
against price fluctuations and to mitigate risk.

We denote the value of a (call or put) option by V(S,t). This means that V is a
function of time t and all possible realizations of the value of the underlying S, modeled
by a function S¢(w) := S(w, t), where the stochastic variable w varies in the set of all
possible events. At time ¢, exactly one value of the underlying S; is realized, and the
value of the option is V (S, t), but the function V is defined for all values S. The key
question is: Which is the “fair” price V(S,0) at time + = 0, when the writer sells the
option?

We will show below that, under some assumptions on the financial market, the fair
price V (S, t) satisfies the following partial differential equation, the Black-Scholes equa-

tion: )
oV. 1 , ,0°V aV
54‘50 S W‘{‘T’Sg—i’
Here, the parameter r > 0 is the riskfree interest rate and ¢ > 0 the volatility, a measure

for the fluctuations of the underlying. At time t = T, the value of the option is known:

_ + - ca
VED={ 8 put

V=0, Se(0,m),tec(0T).
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Boundary conditions at S = 0 and S — oo will be specified in Section 3.1. Thus, the
differential equation has to be solved backwards in time, and we are looking for the
solution V(S,t) at t = 0. Interestingly, the equation can be transformed to the heat
equation and solved explicitly, leading to the Black-Scholes formula. The Black-Scholes
theory will be detailed in Section 3.

In contrast to European options, American options can be exercised at or before the
expiration date. The formal definition is as follows.

Definition 1.2 (American option). An American call (put) option is a contract with the

following conditions: The holder of the option has the right but not the obligation to purchase
the underlying from the writer (to sell the underlying to the writer) at any time before and
including the expiry date.

The value of an American call or put option at time t = T is the same as for the cor-
responding European option. Since American options can be also exercised before the
expiration date, its value is at least as large as the value of the corresponding European
option. Besides the value of the American option at time t = 0, we also need to deter-
mine the optimal exercise date. This leads to a free-boundary problem. We will study
American options in Section 6.

Exotic options are all options which are not of vanilla style (European or American
options). We mention some of them:

» The Bermudan option can only exercised on specified dates on or before expiration.
The American option is a special case of a Bermudean option.

» The payoff of an Asian option is determined by the average of the price of the
underlying over some time period.

» The barrier option requires that the price of the underlying must or must not pass a
certain level or barrier before it can be exercised.

» The binary option pays a certain amount if the price of the underlying satisfies
some defined condition on expiration. Otherwise, it expires. Therefore, is is an
all-or-nothing option.

» The payoff of lookback options depends on the minimum or maximum of the price
of the underlying.

» Multi-asset options depend on several underlyings, and correspondingly, the payoff
depends on the price of these underlyings at expiration.

While the value of European options can be determined explicity under some con-
ditions on the market, this does not hold true in more general situations or for certain
exotic options. This makes it necessary to develop numerical methods to determine
approximate values for the option price. In these lecture notes, we will discuss three
numerical techniques:

» Binomial methods (Section 4),



» Monte-Carlo methods (Section 5),
» finite-difference methods (Section 6).

In Section 2, we investigate basic properties of vanilla options and basic elements
of stochastic analysis, needed for the derivation and formulation of the Black-Scholes
equations presented in Section 3.
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2 Basics

2.1 Financial options

The price of a European option can be determined explicitly under some simplifying
assumptions on the financial market. The most important condition is the absence of
arbitrage. Arbitrage is the riskfree profit by exploiting a price difference between two
markets or two financial products. To illustrate this notion, let us consider a simple
example taken from [16, Beispiel 1.3].

Example 2.1 (Arbitrage). We consider a financial market that allows for only three
investment possibilities: a bond, a stock, and a European call option. The bond is
a debt security which requires the writer to pay interest (called the coupon) to the
holder and to pay the principal at a fixed later date, similar to a fixed-term deposit.
We neglect default risk and assume that the bond is riskfree. The values of the bond,
stock, and option at time t are denoted by By, St, and C;, respectively. We assume
that at time t = 0, By = 100, So = 100, and Cy = 10. The call option has the strike
price K = 100 and the expiration date T. We assume that trading is only possible at
t = 0and t = T and that there exist only two states of the financial market, “high”
and “low” with

“high”: Br = 110, S = 120,
“low”: Br =110, St = 80.

We construct the following portfolio: We buy 2/5 shares of the bond and one call
option and sell 1/2 share of the stock. The portfolio at time ¢ = 0 becomes 7y =
% -100 + 10 — % -100 = 0, i.e., initially it has no value. At time t = T, we have

2 1
“high”: 7rr = =110 + (120 — 100)* — = - 120 = 4,
& 5 2

2 1
“low”: 71 = 5 10+ (80 — 100)" — 580 =4

Thus, the portfolio has always the value 4 at time t = T. Then the portfolio must
have a positive value also at time t = 0, and the holder could sell it at time ¢t = 0 to
realize an instantaneous riskfree profit. This is called arbitrage.

Why do we have arbitrage? The reason is that the price for the call option is too
low. If any investment has the same chances of profit, there are numbers ¢, c; € R
such that

c1-Bi+c-S=C; fort=0,T.
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Clearly, the fair price att = 0is Cy = c1 - Bo + ¢z - So. Attime t = T, we have

“high”: ¢1-110 + ¢ - 120 = (120 — 100) " = 20,
“low”: ¢1-110+ ¢, - 80 = (80 — 100)" = 0.

This is a linear system with solution ¢c; = —4/11 and ¢, = 1/2. We infer that
4 1 300

As we have replicated the call option by means of the bond and stock, this approach
is called a replication strategy.

The assumption of the absence of an instantaneous and riskfree profit (arbitrage) is
fundamental in the theory of financial markets. A savings account is generally riskfree
but the interest is paid only after some time; options may allow for an instantaneous
profit but the investment if not riskfree. Real markets are not free of arbitrage. We
assume that the financial market is efficient (liquid, accessible, and transparent) which
rules out arbitrage opportunities. Interestingly, we can determine some bounds on the
option prices just from the assumption of absence of arbitrage.

To derive these bounds, we consider a financial market with the following assump-
tions:

» there is no arbitrage,

» there are no dividend payments on the underlying,

» the riskfree interest rate is the same for investments and loans,

» the market is liquid and accessible (i.e., trading is possible at any time).

The riskfree interest rate is denoted by r > 0, and we suppose continuous interest pay-
ments. This means that the return of an investment Ky > 0 after time t = T equals

K = Kpe'T. This formula can be derived from discrete returns at t = Aft, ..., n/At, where
nAt = T. Including compound interest, the return equals after n payments:

Ky = Ko(1+rAt)" = Ko(1+1T/n)" — Kge'T  asn — 0.

—rT (
rT

If we invest today the amount Ke or buy a bond with value Ke™'T), we receive the
value K after time T. The factor e™"" is called the discount factor.
We claim the following relationship between bond, option, and stock value.

Proposition 2.2 (Put-call parity). Under the stated assumptions on the financial market,
it holds that
Si+P—Cr=Ke " T forall0<t<T,

where Py := P(S4,t) and Cy := C(S4, t).

Proof. Consider the following portfolio: Purchase a stock S and a European put option
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P with strike K and expiry T and sell a European call option with strike K and expiry T.
The portfolio has the value 7 = S+ P — C. Attime t = T, its value is

7TT=ST—|-(K—ST)+—(ST—K)+:K.

We claim that the value equals ; = Ke—7(T—t)

bond with value Ke~"(T~1) at time .

Suppose that 71; < Ke~"(T~*) at some time . Then we buy the portfolio, borrow the
amount Ke~"(T~*) and put aside Ke "(T=Y) — 71, > 0. Attime ¢t = T, the portfolio has the
value K which we use to pay back the loan. This means that we have realized at time ¢
the instantaneous riskfree profit Ke (T~ — 7r; > 0; contradiction.

Suppose that r; > Ke "(T=!) at some time t. Now, we sell the portfolio, invest
Ke "(T=1) in a riskfree bond and put aside 71y — Ke"T-) > 0. Attimet = T, we
sell the bond which has the value K and buy back the portfolio. We have realized an
instantaneous riskfree profit; contradiction. O

for any t < T. This corresponds to a

European options satisfy the following bounds.

Proposition 2.3 (Bounds for European options). It holds for 0 < t < T that

i) (Se—Ke"T™H*t <<,
(i) (Ke"T=H) —g)* < p < Ke "(T7H),

Proof. We only consider the call option. The bounds for the put option follow from
those for the call option and the put-call parity.

The lower bound C; > 0 is clear since otherwise, a call with C; < 0 would yield an
instantaneous riskfree profit. Similarly, P; > 0. It holds C; < S; since otherwise, we
sell the call and purchase the underlying. At time t = T, we maybe need to sell the
underlying to fulfill the obligation of the call contract. Still, because of C; — S; > 0, we
have realized an instantaneous riskfree profit at time ¢, which is a contradiction.

The remaining bound C; > S; — Ke~"(T~*) follows from the call-put parity:

C=S5+DP — Keir(T*t) >S5 — K@ir(T*t),
which finishes the proof. ]
Similar bounds can be shown for American options with values C4, P4. The values

of the corresponding European options are denoted by Cg. Pg.

Proposition 2.4 (Bounds for American options). It holds for 0 <t < T:

(i) (St —Ke " T=D)* < Cu(Sp,t) < Sy,
(11) CA(St, t) - CE(St/ t)/
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(iii) Ke "(T™") < Sy + Py(Sy,t) — Ca(Sit) < K,
(iv) (Ke"T=t) — )t < P,(S;,t) < K.
In real markets, the value of American and European call options is generally not

the same because of dividend payments. Statement (iii) can be seen as a put-call parity
for American options.

Proof. (i) This follows as in the proof of Proposition 2.3.

(ii) Assume that we exercise the American option at time t < T. We receive the
amount Sy — K > 0 (if Sy — K < 0, we would not exercise the option). It follows from (i)
that

Ca(Spt) > (St —Ke "T-+t =g, —Ke "T-H > 5, — K.

This means that it is better to sell the option than to exercise it. Thus, the early exercise
it not optimal, but then the option works like a European option.

(iii) Since American put options are more flexible than European ones, we have P4 >
Pr. By the put-call parity and (ii), we infer that

Cqa— Py <Cg—Pg=5— Ke_r(T_t),

which is the lower bound. For the upper bound, we apply an arbitrage argument.
Assume that Sy — K > CA(St,t) — Pa(St,t) for some t. Consider the portfolio 7y =
Ca(St,t) — Pa(St,t) — St + K < 0. The cash flow gives —mr; > 0. Let T < T be the
exercise time of the American put option. It holds that T > t since otherwise, the put
option has already been exercised before time t. We distinguish two cases:

» If S; < K then (because of C4 > 0)
e = Ca(Se,T) — (K — S¢) =S¢ + Ke'™™H > —K + Ke'(™™H) > 0.
» If S; > K then (because of C4(S¢,T) > St — K > 0)
e > (Se —K) —0—S; + Ke'™™H = —K 4+ Ke'(™) > 0.

We have found a portfolio that allows for arbitrage; contradiction.
(iv) The inequalities in (iii) can be formulated as

Ke T — 5,4+ Ca < Py <K—Si+Ca.
Now, we know from (i), (iii), and Proposition 2.3 (i) that

Pa>Ke (T — 8, 4 Cp > Ke " T — 5, 4 (5, — Ke "(T-0)+
= (Kefr(Tft) _ St)Jr’
Py<K—-S+Cg<K-S5+S; =K.

This ends the proof. O]
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Remark. The lower bound for American put options can be strengthened to
Pa(St,t) > (K—Si)™.

Indeed, the case K < S; means that P4 > 0 which is trivial. Therefore, let K > S;. If
Py(St,t) < (K—S;)T = K—S; for some t, we buy a put option and excercise it immediately
to make the riskfree, instantaneous profit (K — S;) — P4 (S, t) > 0; contradiction.

The bounds for European and American option values are illustrated in Figure 2.1.

‘ Cat) = Ce(t

Ke—1(T—1) St

Figure 2.1: Qualitative illustration of the prices of European and American options. It is assumed
that there are no dividend payments.

2.2 Stochastic analysis

We give a concise introduction to basic elements of stochastic analysis, which are needed
to formulate the stochastic asset price dynamics and to valuate financial options. We
only state the needed results and refer for proofs and examples to the literature, for
instance, [3, 10, 27].

The key objects are stochastic processes [27, Section 2]. For this, let () be an arbi-
trary set (the set of all possible events). A c-algebra F on () is a family of subsets of ()
satisfying the following properties:

@eF, ({)VAeF:Q\AeF, (ii)VA,eF:|]JAeF.

n=1

For instance, the collection of open sets on a topological space X forms a c-algebra, the
Borel o-algebra B(X). A probability measure P : F — [0,1] is a function satisfying

(i) P(@) =0, P(Q) =1,

(ii) YA, € F pairwise disjoint : P( U An> = ) P(Ay).
n=1

We call the triple (Q), F,P) a probability space.
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Let X : QO — R be any function on (Q, F,P). We call this function F-measurable if
the preimage X 1(U) = {w € O : X(w) € U} is an element of F for all open (or all
Borel) sets U C R. A random variable is a F-measurable function X : () — R. The same
definition holds for codomains R" instead of IR.

The expectation E of a random variable X is defined as the Lebesgue integral

E(X) :/QXdP:/QX(w)dP(w).

Definition 2.5 (Stochastic process). A family (X¢)i>o of random variables X; : (3 — R
defined on a probability space (Q), F,P) is called a stochastic process. For fixed w € Q, we
call the function t — X;(w) a trajectory or path of X;.

Example. An example of a stochastic process is the value S; of an asset (stocks,
bonds, commodities, etc.). More precisely, the value is given by Si(w), where w
is an element of the event space () but usually, we omit the dependence on w.

In the following, let (Q), F,P) be a probability space. A filtration F = (F¢)s>0 is an
increasing family of sub-c-algebras of F, ie. s C F; forall 0 < s < t. The filtra-
tion F; represents the set of events observable up to time t and it becomes larger when
time progresses. A natural filtration (FX);>¢ of a stochastic process X = (X;)¢>q is the
smallest o-algebra on () that contains all preimages of measurable sets in IR, i.e.

F=c{X;'(U):0<s<t Ue BR)}. 2.1)

The natural filtration of a stochastic process contains information on all the past history
of the process.

We want to consider only those stochastic processes for which, at any time, the as-
sociated filtration gives us enough information to find the value of the process. We call
such processes adapted.

Definition 2.6 (Adapted stochastic process). We call a stochastic process (X;)s>o F-
adapted if X; is F;-measurable for any t > 0.

We need special adapted stochastic processes, which have the property that at time
t > 0, the expectation of X;, given the knowledge until time s < t, equals X;. Roughly
speaking, this means that X is the best expected value of X;. Such a process is called a

martingale. For its precise definition, we need the notion of conditional expectation; see
[27, Appendix B].
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Definition 2.7 (Conditional expectation). Let X : O — R be a random variable on
a probability space (Q), F,P) such that E|X| < oo and let B C F be a o-algebra. Then
E(X|B) : Q — Ris the a.s. (= almost surely) unique function satisfying

(i) E(X|B) is B-measurable,
(ii) / E(X|B)dP = / XdP forall B € B.
B B
This definition contains an existence and uniqueness result which follows from the
Theorem of Radon-Nikodym. Indeed, the finite measure y(B) = [, XdP for B € B is
absolutely continuous with respect to P|z (i.e., y(B) = 0 for all B € B with P(B) = 0),
therefore there exists a function f : ) — R such that u(B) = [}, fdP and it is enough to

set E(X|B) := f.
We note the tower property of conditional expectations: If B C C C F then

E(E(X|C)|B) = E(X|B) P-as.
Indeed, by definition,
/E(X\B)dP:/XdP forall B € B,
B B

/E(X|C)dP:/XdP forall C e C.
C C

The last identity clearly also holds for all B € B C C. Therefore, combining these
identities leads to

/ E(X|B)dP = / E(X|C)dP forall B € 5,
B B
which, by uniqueness, shows that E(E(X|C)|B) equals E(X|B).

Definition 2.8 (Martingale). Let (X;)¢>0 be a stochastic process on a probability space
(Q), F,P) and let F = (Fi)s>0 be a filtration. We call (X;);>0 a martingale if (X¢)s>o is
F-adapted, E|X;| < oo forall t > 0, and

E(X¢|Fs) = Xs P-as. foralls < t.
Example. Let Y be a random variable which is F-measurable with E|Y| < oo, and

let F = (F;)i>0 be a filtration. We claim that X; = E(Y|F;) defines a martingale.
Indeed, by the tower property, since 5 C F; fors < 't,

E(X;|Fs) = E(E(Y|F:)|Fs) = E(Y|Fs) = X.
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An important example for a martingale is the Brownian motion or Wiener process
(see [29, Section 2.1]).

Definition 2.9 (Wiener process). A stochastic process (W)= on a probability space
(Q), F,P) is called a (standard) Wiener process if

@) Wo =0,
(ii) W has continuous trajectories P-a.s.,

(iii) W has independent increments, i.e. Wy, — Wo, Wy, — Wy, ..., Wy, — W, are inde-
pendent forall0 < t; < ... <t, <Tandn € N,

(iv) W has Gaussian increments, i.e. Wy — Ws is N (O, t — s)-distributed for all s < t, i.e.
Wi — Ws is normally distributed with E(Wy — W) = 0 and Var(W; — Ws) =t —s.

Example. The Brownian motion allows us to define a model for the asset price dy-
namics. The first idea is to write the asset value S; as the sum of the price at time
t =0, Sp, a premium 4 - ¢, and a stochastic component Z;,

St=So+a-t+7Z;, t>0.

This ansatz may lead to negative values of S; if Z; is sufficiently large and negative.
We do not allow negative values and prefer another idea. A bond B; with riskfree
interest rate r € R evolves according to By = Bye'! or, equivalently, In B; = In By + rt.
This motivates the following ansatz for S:

InS; =InSyg+a-t+27Z;, t>0.

We assume that the stochastic component is normally distributed with expectation
zero and variance ot, where ¢ > 0. These properties are satisfied by the Brownian
motion (times 0),

h’lst:h’lSO—l—ﬂ't—l—(TWt, t > 0.

Taking the exponent leads to S; = Sg exp(at + cWs).

Although almost every trajectory f — W;(w) is continuous, it is neither differen-
tiable nor of bounded variation. This has an important consequence for the value of
an asset. Indeed, assume that the asset price is modeled by a Brownian motion W; and
that we are allowed to trade the asset only at times 0 = tgp < t; < --- < t, = T. At
time t;, we can choose to hold X shares of the asset but we are only allowed to use
information up to time t, i.e., we cannot see the future. The change in value in the pe-
riod [tx_1, tx] is the change in price times the number of shares we own at time f;_1, i.e.



18 2 BASICS

Xk—1(Wy, — Wy, ). Thus, the change in value from £ to ¢, equals the sum

n

Z Xk—l(wtk - Wtk_l)'
k=1

When we allow for trading in continuous time, the sum becomes the stochastic integral

T
/ X,dW,.
0

Since the Brownian motion is not of bounded variation, we cannot associate a measure
with the increments to construct a Lebesgue-Stieltjes integral, and it is not clear how to
define the integral.

This problem can be solved by defining the integral fOT XidW; first for so-called sim-
ple processes, which are piecewise constant in time. More precisely, let 0 = tp < t; <
.-+ < t, = T be a partition of [0, T] and set X;(w) = 6;_1(w) for ty_1 < t < tt, where
0k—1 is a Fy,_,-measurable random variable. We assume that fOTE|Xt]2dt < oo. Then
(Xt)t>0 is called simple, and its stochastic integral is defined by

T n
/0 Xtth = Z Gk,l(Wtk — Wtkfl)'
k=1

It can be shown that I(t,w) := fOt Xs(w)dWs(w) is a martingale with respect to the
tiltration IF. We wish to extend the definition to square-integrable adapted stochastic
processes. Let (X;)>0 be a stochastic process satisfying the following properties:

(i) (t, w) = X¢(w) is (B x F)-measurable, where B is the Borel o-algebra of [0, c0),
(ii) (X¢) is adapted,

(iii) [ E|X|%dt < oo forall T > 0.

It is possible to show that for given (X;);>o satisfying these properties, there exists a
sequence (Y(")) of simple processes such that

T
E/ X — Y2t >0 asn — .
0
By the It6 isometry (see Theorem 2.10),

! (n) ’ ! (n)
E(/ X — Y ydwt) :E/ X — Y 2,
0 0

the sequence ( fOT | X — Yt(") |dW}) e is a Cauchy sequence in L2(P), and we can define

T T (n)
/ XdW; = lim [ Y"dw,.
0

n—oo Jo
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The limit exists in the sense of L2(P) and is independent of the choice of (Y(")). The
integral can be chosen in such a way that t — fot Xs;dWs is continuous and I;(w) =
fot Xs(w)dWs(w) is a martingale.

It remains to formulate the Itd isometry. (We ignore the inconsistency that we are
using the stochastic integral before actually defining it. For a rigorous proof, we prove
first the Itd isometry for simple processes, define the It6 integral, and then prove the It6
isometry for general stochastic processes.)

Theorem 2.10 (It isometry). Let (X;):>0 be a stochastic process adapted to the natural
filtration (see (2.1)) of the Wiener process. Then

T 2 T
E( / Xtth) _E / x2dt. 2.2)
0 0

The derivation of the Black-Scholes equation for financial derivatives is based on an
integral version of the chain rule, called the It6 formula. For its statement, we need the
notion of an It process.

Definition 2.11 (It6 process). Let T > 0 and a, b be F-adapted stochastic processes satis-
fying fOT |a¢|dt < oo and fOT b?dt < oo P-a.s. Furthermore, let (W;) >0 be the Brownian mo-
tion and (X¢)s>0 be a stochastic process on the probability space (Q), F,P). We call (X¢)s>0
an Itd process if

t t
Xt:X0+/asds+/bdeS, 0<t<T.
0 0

We write formally
dXy = apdt + bedW;, 0<t<T. (2.3)

The function a is called the drift and b the diffusion coefficient. Equation (2.3) is a lin-
ear stochastic differential equation. We call (X;);>¢ also an It6 process if the differential
equation is nonlinear, i.e., if the functions 2 and b also depend on X;:

dXt = IZ(Xt, t)dt + b(Xt, t)dW,g, t>0.

Example. Leta; = 0 and by = 1. Then X; = Xy + fot AW, = Xy + W, since Wy = 0.
Thus, a Wiener process is a special Itd process. Next, let a; = rX; > 0 and by =
0. Then X; = Xg+7r fot Xsds is the integral formulation of the differential equation
dX;/dt = rX; with the solution X; = Xpe'!. We can interpret X; as a bond with
interest rate r > 0.

These two extreme cases can be combined to formulate a stochastic differential
equation for the value of an asset S;. Indeed, the relative return dS;/S;, where we
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interpret dS; as the infinitesimal change of S;, is given by two components. The deter-
ministic, riskfree return equals pudt, where the drift y is a measure of the average rate
of growth of the asset value. The stochastic component is modeled by cdW;, where
the volatility ¢ measures the standard deviation of the returns. Both y and ¢ may
depend on t and S;. Combining these terms, we arrive at the stochastic differential
equation

dS; = yStdt +0SidW;, t>0. (2.4)

Note that S; is a martingale if the drift vanishes, y = 0, since W; is a martingale. We
show later (see the next example) that S; = Sy exp(at + cW;) is the solution to (2.4)
for a suitable value of a.

Let (X;)¢>0 be an Itd process such that dX = adt + bdW and f : R — R be a smooth
function. Is (f(X¢))>0 also an Itd6 process? The answer is yes, and we can compute
the stochastic differential equation for f(X;) by using a stochastic Taylor expansion.
Intuitively, we expect that

1
df (Xi) = fo(Xe)dXe + Efxx(Xt)dth + -
1
= fx(X0) (ardt + bd W) + 2 fux (Xi) (a?dt? + ab(dtdW; + dW,dt) + B*dW?E) + - - -

The expression E((W, ao; — W;)?) = /At motivates the symbolic formula E(dW?) = dt.

Thus, dW is of the “order” /dt (in expectation). As the expansion is only needed for
terms up to order dt, we expect that dtdW and dWdt can be neglected, leading to

AF(X5) = Fe(X0) (@t + BAW,) + 3 fex (X)W

These formal observations can be made rigorous (and slightly generalized) by the It6
formula for Itd processes.

Theorem 2.12 (1td formula for an It6 process). Let (X;);>o be an It6 process and
f R x[0,00) — R be a twice continuously differentiable function. Then (f(X¢,t))s>o is
also an Itd process satisfying for 0 < t < T,

AF(Xit) = ( F(Xe ) + fo(Xe, s + % e (X, t)bf) At + fo(X0)bid W,

where fy = Of /Ot, fx = Of /X, and frx = 2 /OX2.

Example. We have seen that the asset price can be modeled by

dS—Stt = pdt +cdW;, t>0. (2.5)
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We assume that p and ¢ are constants. The expression dS;/S; looks like the differ-
ential of InS;. Since S; is an Itd process, this is not completely true. Indeed, Itd’s
formula gives for f(z) =Inz,a = uS,and b = ¢S:

e TS
s, 2(7 d

Thus, we have the correction —%azdt due to the stochastic nature of S;. In integral
form, the previous equation reads as

t t
lnSt:1n50+/ (V—%02>ds+/ cdW;s =In S + <y—%¢72)t+(7wt.
0 0

Taking the exponent leads to the analytic solution to the asset price equation,

St = Spexp <<y—% Z)H—UW,;), t > 0.

A similar expression, Sy = Spexp(at + cW;), was already stated previously. This
process is called a geometric Brownian motion. It is the explicit solution to the linear
stochastic differential equation (2.5). Compared to our previous price model, the
premium a - t becomes (u — 0> /2)t.

For later reference, we calculate the expected value and the variance of the geometric
Brownian motion.

Lemma 2.13. Let S; = Soexp((u — 302)t + W) be a geometric Brownian motion. Then
E(S;) = Soel, Var(S) = S3e (et — 1). (2.6)
Proof. Since the Brownian motion is N (0, t)-distributed, its density is given by (27tt) /2 exp(—x%/(2t))
Hence, we compute
Soeyt—azt/Z

\/ 27t R

e~ (x=0t)?2/(20) 13 — G eht

E(S;) = Soeyt—(rzt/ZE(eUWt) _ etfxe—xz/(Zt)dx

. SoeP‘t

- V2t Jr
Var(S;) = E(S2) — E(S;)? = S22 —0*tE(e20Wt) — E(S,)?

_ SéeZytﬂﬂt(e—gzt/ZE(eZUWt)) _ (Soeyt)z

— S(Z)eZyt—Hth _ (Soeyt)z — S%eZyt(eazt _ 1)’

showing the claim. O
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The product rule of stochastic analysis is different than that one in differential calcu-
lus since it involves a contribution due to the quadratic variation process. The following
result holds for Itd processes.

Lemma 2.14 (1td’s product rule). Let (X;)i>0 and (Y¢)i>o be two stochastic processes on
the probability space (Q), F,P) with

dX = aydt + bidW, dY = axdt + brdW.

Then
d(XY)=XdY +YdX +d[X,Y], where d[X,Y]:= bibydt.

To motivate this rule, we write formally

d(XY) = XdY 4+ YdX +dXdY, where
dXdY = ajaydt® + (a1by + arby)dtdW + bibyd W2.

Neglecting the higher-order terms dt* and dtdW and replacing dW? by dt shows that
d[X,Y] := dXdY = bibydt. For a more rigorous proof, we apply the two-dimensional
It6 formula (see below) to the function f(x1, x2) = x1xp.

Example. Let (X;);>0 be a stochastic process and (Y;);>0 be a family of continuously
differentiable functions Y : [0,00) — R. Then dY; = (dY;/dt)dt and It6’s product
rule gives

d(Xth) = X dY; + Yid X,

which looks like the product rule from standard calculus. This formula is used to
analyze the product of a stock price and a bond value.

We also need a multidimensional version of the It6 formula for Itd processes. For
this, we first introduce multidimensional stochastic processes.

Definition 2.15 (Multidimensional processes). Let (Q), F,TF,P) be a filtered probability
space.

(1) We call By = (B1(t), ..., By(t)) an n-dimensional (standard) Wiener process (or
Brownian motion) if the components B;(t) are independent one-dimensional Wiener
processes and the vector B(t) — B(s) is standard normally distributed. We write By ~
N(0, It), where I € R™*" is the unit matrix.

(2) We call the vector Wy = (Wy(t),..., Wy(t)) correlated Wiener processes if B is an
n-dimensional Wiener process and there exists a matrix A € R"*" such that W = AB.
The covariance matrix of W equals & = AA . We write Wy ~ N(0,%t).
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(3) We call (X¢)i>0 with X = (X3, ..., X,) a multidimensional Itd process if

n
dX,‘ = aidt + Z blde
j=1
where a = (ay,...,a,), b = (bij)ijl are adapted stochastic processes, and (W1(t),
., Wy(t)) is a vector of correlated Wiener processes.

We recall that the correlation between two stochastic processes X; and Xj is defined

by
COV(Xl, Xz)

V/Var(X;)+/Var(Xz)’

where the covariance between X; and X; is given by

o(X1, X2) =

COV(X1, Xz) = E[(Xl — EXl)(XZ — EXz)]

The covariance matrix of W = (Wy,...,W;) has the coefficients Cov(W;, W;) and the
diagonal elements Cov(W;, W;) = EWZ-2 (i,j=1,...,n).

Example. In the two-dimensional case, the covariance matrix of (W7, W,) can be for-
mulated as 5
log 10
T = ( L pPoy 2) )
poioy 03

where 07 = EWZ, 05 = EW3, and p = Cov(Wy, W,)/(0102) € [—1,1] is the corre-
lation coefficient between the two Wiener processes Wi and W;. If p > 0, we say
that W; and W, are positively correlated, and if p < 0 that W; and W, are negatively
correlated.

Theorem 2.16 (Multidimensional I1té formula). Let (X;);>o be a multidimensional It6
process and f : R" x [0,00) — R be a twice continuously differentiable function. The
correlated Wiener processes are assumed to have the covariance matrix X such that ¥;; = 1
fori=1,...,n. Then (f(X¢,t))s>0 is also a multidimensional It process whose components

satisfy for 0 <t < T,

_ (9of = of 1 & &f T
df (Xe, t) = ( = (X, t) ;a— (X, t)a;(t) + 51']; ax,-axj(xt’ t)(b:Zb; ) | dt
n
of
(X W
Z ox; tt - dWt.
Since ¥;; = 1, the correlation p;; = %;;//%;;2j; = ¥jj equals the covariance coef-

ficient. As a rule of thumb, one may write dW;dW; = p;;dt to indicate the correlation
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between W; and W;.

Example. We compute the multidimensional Itd formula for options on multiple as-
sets. Let (S;(f))>0 be the value of the ith underlying, satisfying the It6 differential
equation

dSi = yiSidt + (T,‘Sidwi,
where Wi, ..., W, are correlated Wiener processes with covariance matrix . We
assume that %; = 1fori = 1,...,nand X;; = p;; > 0 fori # j. Then a; = y;S;,
bij = 6;j0;S; and consequently, (beT) = 0;075;5;%j. This yields

*f - of
df(S;,t) _( +2 ”as + = Zpl,mjs SJasas)‘iHi_Zl‘TiSia_side' (2.7)
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3 The Black-Scholes model

The main goal of this section is to determine the price of an option in the framework of
the Black-Scholes model and to discuss some of its extensions. To simplify the presenta-
tion, we assume that the occuring stochastic processes are adapted to the corresponding
filtration and that their expectation and variance always exist. Moreover, to avoid too
many technicalities, we give formal arguments only and refer to the literature for rigor-
ous proofs.

3.1 Black-Scholes formulas

We impose the following simplifying assumptions on the financial market:

» The price of the underlying satisfies the stochastic differential equation
dS; = “llStdt 4+ 0S5 dW;, 0<t<T, (31)

with constant parameters 1 € R and ¢ > 0.
» The constant interest rate r > 0 is the same for investments and loans. The corre-
sponding bond satisfies the differential equation

dBt = I”Btdt, 0<t<T. (32)

» The stochastic processes are continuous and defined on a filtered probability space
(Q), F,F,P). This means that crashes are not modeled.

» No dividends are paid on the underlying asset.

» The market is arbitrage-free, liquid, and frictionless (no transaction costs, the debit
and credit interests are the same, all market parties have the same information,
and any asset can be traded any time). In particular, short selling is allowed (i.e.,
we may sell a security that we do not own).

Let V(S,t) be the value of an option at time t. The aim is to derive an evolution
equation for V. To this end, we use a replication strategy, i.e., we construct a portfolio that
produces the same payoff function as another asset (in our case, a riskless bond). We
assume that V' is twice continuously differentiable with respect to S and continuously
differentiable with respect to t. Let us consider a portfolio that consists of c1(t) shares
of the bond, ¢, (t) shares of the underlying, and a short option (this means that we sold
the option; a long option means that we bought the option):

T = Cl(t)Bt + Cz(t)st — V(St, t). (3.3)

When the shares c¢;(t) and c;(f) are negative, we are short selling the corresponding
asset. We assume that the portfolio is self-financing, i.e., changes in the shares have to
be financed from the portfolio exclusively and not from exogeneous transfer of money.
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Given a portfolio 7t = c¢(t) - S(t) := Y/' 1 ¢;i(t)S;i(t), its value at t + At equals its value
at time f plus a contribution due to the change of prices of the assets:

Tyne = T +c(t) - (S(t+ At) = S(t)),
where we need to take into account the shares ¢(t) at time ¢. In the “infinitesimal limit”,

we obtain formally a stochastic differential equation, leading to the following definition.

Definition 3.1 (Self-financing portfolio). We call the portfolio 7y = c(t) - S(t) self-
financing if 7t; satisfies the following stochastic differential equation for t > 0,

dﬂ't = ;Ci(t)dsi(t).

Assuming that the portfolio (3.3) is riskless and self-financing, we are able to derive
the Black-Scholes equation.

Theorem 3.2 (Black-Scholes equation). Let the assumptions stated at the beginning of
this subsection hold. Then the option price is a solution to the partial differential equation

oV 1 , ,0%V 1%
- e 2 _w= 4
o5 +2(TS 8S2+r585 rV=0 §>0t>0, (34)

with final condition V(S,T) = Vr(S) for S > 0.

Equation (3.4) is a backward parabolic equation since we have prescribed a final
value not an initial datum. Therefore, the sign of the second derivative of V is positive
and not negative as in standard parabolic equations. The final datum is given by

S—K)*t . call,
Vr(S) :{ EK—S%* : ;1t. (35)

In the following, we abbreviate a partial derivative by an index, i.e. V; = 90V /dt, Vs =
02V /95?2, etc. However, do not confuse V; with the value V; = V (t) of the stochastic
process V.

Proof of Theorem 3.2 The proof is based on It6’s formula and a no-arbitrage argument.
The idea is to set c(t) = Vs in the portfolio (3.3). Since 7; is riskless and the market is
assumed to be arbitrage-free, its value cannot be better than a riskless bond, i.e.

dr = rmdt = r(c1B + ¢S — V)dt.
The assumption that 7; is self-financing leads to

dm = c1dB + cdS —dV (S, t) = (c1rB + couS)dt + co0SAW — dV (S, t),
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using the equations for the asset price and bond value (3.2). The equation for dV (S, t) is
determined from Itd’s formula, using (3.1):

dV(S,t) = (w + VsuS + %V550'252> dt + Vo SdW.

Inserting this expression in the equation for d7r, we find that

r(c1B + ¢S — V)dt = dmr = (c1rB + couS)dt + coodW — dV (S, t)

= (Cer + (CZ — Vs)]/ts —Vi— %0’252‘/55)6” + O'S(C2 - Vs)dW.

Since c; = Vs, some terms cancel and we end up with
L o
r(VsS —V)dt = — | Vi + EU’ S° |dt.

This is a differential equation which can be written as (3.4). (Indeed, the differential

equation a(t)dt = 0 is written in integral formulation as fot a(t)dt = 0 for all t+ > 0.
This implies that a(t) = 0 for all £ > 0.) O

Remark. Interestingly, the choice c; = Vs cancels the stochastic component and makes the dy-
namics of V (S, t) purely deterministic. Moreover, the drift rate i has been canceled out. The
choice ¢ = Vs is called delta hedging strategy, which eliminates the risk due to stochas-
tic fluctuations. Choosing the so-called delta A := Vs makes the portfolio riskless, at least
under the assumptions imposed on the market. In real markets, other risks, like volatility
risk, model risk, or default risk, exist, and these risks cannot be completely hedged. It is still
possible to derive a Black-Scholes-type equation, but it involves an additional function, the
market price of risk. We come back to this point in Section 3.6 in the context of volatility risk.

Remark. The identity for dV can be obtained formally just by the Taylor expansion
AV = Vidt + VsdS + %vssds2 = Vidt + VsS(udt + cdW) + %ngsz(ydt + odW)?

1 1
= Vi + VsuSdt + VsaSAW + EVSSSZO’ZdWZ = Vi + VsuSdt + EVSSSZUZdt + VsoSAW

by neglecting “higher-order” terms and using d W2 = dt. This formal computation may help
to memorize the Itd formula.

We solve the Black-Scholes equation (3.4) on the set (S,T) € (0,00) x (0,T). For
unique solvability, we need to prescribe boundary conditions at S = 0 and for S — co.
Consider firsta call, V = C. Then C(0, ) = 0 since the right to purchase a valueless asset
has no value too. If the value of the asset is very large (compared to usual assets on the
market), it is very likely that the call will be exercised, and its value is S — Ke~"(T~1)
(we need to discount the strike K). As S is very large, we may neglect the second term,
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which leads to the condition C(S,t) ~ S as S — oo, meaning that C(S,t)/S — 1 as
S — co.

Next, let V = P be a put option. When the asset price is very high, it is likely that we
do not exercise the put, and its value is negligible: P(S,t) — 0 as S — oo. To determine
the value at S = 0, we use the put-call parity (Proposition 2.2):

P(0,t) = C(0,t) + Ke™"T=H — 0 = Ke7"(T—),
We summarize:
European call: C(0,f) =0, C(S,t) ~ S (S — ), (3.6)
European put: P(0,t) = Ke ""=), P(S,t) = 0 (S — o). (3.7)
The Black-Scholes equation (3.4) with final condition (3.5) and boundary conditions
(3.6) or (3.7) can be solved explicitly.

Theorem 3.3 (Black-Scholes formulas). Problem (3.4), (3.5), and either (3.6) or (3.7) has
the solution

call: V(S,t) = S®(dy) — Ke " T d(dy), (3.8)
put: V(S,t) = Ke " T D®(—dy) — S®(—dy), (3.9)

where ® is the distribution function of the standard normal distribution,

d(x _22/2612, x €R,

)=

= — e
V271 /—oo

and dy s, are the real numbers

In(S/K) + (r £02/2)(T — t)
2= oVT —t '

Proof. Step 1: We transform equation (3.4) to the heat equation. For this, we eliminate
first the nonconstant coefficients S and S2. Set

x=In(S/K), 1= %(TZ(T —t), v(x,1)=V(St)/K.

(3.10)

For S € (0,00) and t € [0, T|, we have x € R and T € [0, T1], where T} := %(TZT. Using
the chain rule of differential calculus,

o0v dTt 15 Jvdx K
= EE = _EKU v, Vg= Ka% = gvx, Vsg = —ﬁvx + ﬁvxx;

it follows that

Vi

1 1 2r 2r
0=V + §U2SZV55 +1rSVs —rV = —EK(TZ (UT + Uy — Uxx — 20 + pv)
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and consequently, setting k = 2r /02,
UT - vxx + (1 - k)vx + k?) — O. (3.11)

The final condition transforms to the initial datum v(x,0) = (S — K)"/K = (e* = 1)™.

Next, we eliminate the lower-order terms by making the ansatz v(x, ) = exp(ax +
BT)u(x,T) with parameters «, B € R which will be determined later. Inserting this
ansatz into (3.11), using

U = e"‘”ﬁf(ﬁu +ur), vy= e"‘xﬂgr(ocu +uy), Uyx = e”‘”m(azu + 20Uy + Uyy),
and dividing the resulting expression by exp(ax + B7), we infer that

0= (Bu+ur) — (0%u + 2ty + thyy) + (1 — k) (a + uy) + ku
=t — gy + (=20 +1 = K)uy + (—a® + (1 —K)a + B+ k)u.

The lower-order terms are eliminated if we choose &« = (1 —k) and g = —1(k +1)?,
since

(1—2k+k2)—31(1+2k+k2)+k:0.

N

— >+ (1-ka+B+k=

This means that the function
u(x, 7) = exp(—ax — fT) = exp <%(k —1x+ ji(k + 1)27)v(x, T)

solves the equation
ur—uxyy =0, x€R, € (0,T], (3.12)

with the initial condition
u(x,0) = ug(x) 1= e*D¥/2(ex — 1) = (plkH1)x/2 _ e(k_l)x/2)+. (3.13)

Step 2: We know from the lectures on partial differential equations that the solution
to (3.12)-(3.13) equals

u(x,r) = \/41?/0; uo(z)e’(xfz)z/(‘”)dzz 417TT /000 uo(z)e,(x—z)z/(zn)dz.

We formulate the integral in terms of the standard normal distribution ®. Using the
transformation y = (z — x)/+/27 and (3.13), we deduce that

1 oo

0= o e

uo(V2Ty + x)e ¥/ 2dy

1 o0 1 _
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1 ° 1 2
- — exp | 5(k—1)(x + ZT)e_y/zd. 3.14
= [ e (G- D) ) ey e
These integrals can be formulated in terms of ®. Indeed, a computation shows that
1 [e°]

1 2
i (k41 V2 /24
= [ e (G DGV ey

= exp (%(k +1)x + i(k + 1)2T)Cb(d1/2).

Consequently, we obtain
u(x, t) = exp (%(k +1)x + %(k + 1)21') d(dy)

—exp (%(k 1)+ ;L(k _ 1)%) D(dy).

Step 3: Finally, we transform back:
1 1
V(S,t) = Ko(x,T) = Kexp ( - E(k —1)x — Z(k + 1)27)u(x,r)

= Kexp(x)®(d1) — Kexp < — i

= S®(dy) — Ke X d(dy) = S@(dy) — Ke " T D (d).

(k+1)%T+ jz(k - 1)27) O(dy)

Step 4: It remains to verify the final and boundary conditions. The final condition
is fulfilled in the sense of the limit t — T since the denominator of d, /; is singular at
t = T. Indeed, it follows in the limit t — T from

S S>K 1 : S§>K
d1/2—> 0 : §=K and ¢(d1/2)—> % : §=K
—o00 : S5<K 0 S<K

(see Figure 3.1) that

- . —T(T—t) S—K : S>K . . +
V(S,t) = SB(dy) — Ke <I>(d2)—>{ RS EYCE O

We turn to the boundary conditions. We have d;,, = —o0 as S — 0, thus ®(dy ) —
0 and consequently, V(S,t) — 0as S — 0. When S — oo, we find that ®(d;,,) — 1 and
thus, ®(d)/S — 0 from which we deduce that
V(S,t)

—g = d(dy) — Ke_r(T_t)% —1 asS — oo.

Step 5: The formula for put options follows from that one for call options and the
put-call parity. This completes the proof. O
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— 0.5

Figure 3.1: Distribution function ® of the 0_
standard normal distribution.

The option premiums for a European call and put option at various times are illus-
trated in Figure 3.2. The distribution function ® is computed by means of the error
function erf, which is implemented in mathematical software packages according to

1 X 2 Z
D(x)==(1+erf (—)), where erf(z ::—/ e Fdt.
0 =5( > @)=
120 100
100’ 80’
80
= = 60
“o60; <)
~ =~ 40"
40|
20 | 201
0 : : 0 : :
0 50 100 150 200 0 50 100 150 200
S S

Figure 3.2: Values of the European call option (left) and put option (right) at times t = 0, 0.2, 0.4,
0.6, 0.8, 1 with parameters K = 100, T =1,r = 0.1, and ¢ = 0.4.

Remark. (Variational framework of the Black-Scholes equations). The derivation of the Black-
Scholes formulas in Theorem 3.3 is based on the assumption that the interest rate r and the
volatility ¢ are constant. It is possible to extend this approach to time-dependent functions
r(t) and o(t), which still leads to explicit formulas; see [30]. However, such formulas do not
exist in more general situations, e.g., when the coefficients r or ¢ are given by another equa-
tion or when they depend nonlinearly on the option price or its derivatives (which is the case
when transaction costs are included; see Section 3.8). Then it is appropriate to work with the
original Black-Scholes equation. Its mathematical treatment, however, is delicate since the
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coefficient 702S* vanishes at S = 0 such that standard techniques from the theory of partial
differential equations do not apply. We discuss briefly the mathematical framework to treat
such situations. Details are presented in [1, Section 2.3].

Consider the Black-Scholes equation

1
Vi — EJZSZVSS —1SVs+rV =0, $>0,0<t<T, (3.15)
where r > 0 and ¢ > 0 may depend on (S, t). Observe that we have reversed the time,
t — —t, to make it an initial-boundary-value problem. The initial and boundary conditions
are

V(S,0) = Vr(S), V(0,t) = Vo(t), lim V(S,¢t) = 0.

S—o0

The boundary condition for S — co corresponds to a put option. The price of a call option
can be obtained from the put-call parity. Since the coefficients of Vss and Vs vanish at S = 0,
we cannot expect that the derivatives exist in the standard sense, for instance in the weak
sense Vss(t) € L2(Ry) or Vs(t) € L?*(Ry), where L2(IR.) is the space of square integrable
functions and R = (0, o). This problem is overcome by introducing the space

X ={VelXRy):SVs € L2(Ry)},

where the derivative is understood in the sense of distributions. This space becomes a Hilbert
space endowed with the norm

VIR = [ (V(sP+52Vs(s?)ds.

We derive a weak formulation for (3.15), where only first weak derivatives are contained. Let
V be a smooth solution to (3.15) and multiply this equation by a test function U € C§°(R).
Then

o 1
0= / <Vt -5 252Vss — rSVs + rv> uds
0
o 1
- / (mu + EUZSZVSLIS + (005S* 4 028 — rS)VsU + rVLI> ds.
0

The boundary integral vanishes since 30252VsU = 0 at S = 0 and for S — co (U has compact
support on R). This can be written as

% / VUAS +a(V,U) =0, where
0

a(V,U; t) :/m

1 0]
(Zazszvsus + rvu> ds + / (Soos + 0 — r)SVsUdS.
0 0

Under suitable assumptions on r and ¢, it can be shown that the bilinear form 4 is continuous
in the sense
la(V,U)| < C1||V]|x||U||x forall V,U € X,

and that it satisfies the Garding inequality,
a(V,V) > G| VI% —GlVIfg,) forallVeX,



3.1 Black-Scholes formulas 33

which is a coercivity property. A general existence result then provides the existence of a
solution V € CO([0, T]; L*(Ry)) N L2(0, T; X) with V; € L%(0,T; X'), where X’ is the dual
space of X.

Example. Since the end of 2017, there exist European options on the Bitcoin price.
Bitcoin is a decentralized digital currency that is not backed by a central bank or gov-
ernment. Bitcoin-to-Bitcoin transactions are made by digitally exchanging anony-
mous encrypted codes. The Bitcoin network is designed to mathematically generate
no more than 21 million Bitcoins. Currently, about 19 million Bitcoins are in cir-
culation. The Bitcoin-Euro rate is highly volatile, and the annualized volatility has
reached 500% in certain periods! Figure 3.3 (left) shows the Bitcoin price from De-
cember 2017 until June 2018. Its value changed dramatically over the last years; the
tirst exchange rate for one Bitcoin was 0.08 USD cent only. The Bitcoin value is still
very volatile; between 2018 and 2024 it changed in the range between 3000 and 64,000
EUR.

Bitcoins can be seen more as a trading asset than a currency. As popularity in
the cryptocurrency grows, the products to trade the underlying asset widens, and
Bitcoin futures and Bitcoin option contracts have been launched. European options
in Bitcoins are the same as on any other asset, but the volatility is usually much
higher compared to the volatility of stocks (which is typically around 15 ... 30%).
We present in Figure 3.3 (right) the Black-Scholes values of a European call option
for various volatilities. The call price increases significantly with the volatility, which
can be interpreted as a measure of the uncertainty of the price at expiration time.

x10%

1.6

15000 |

EUR

50 100 150 0 0.5 1 15 2
day S %104

Figure 3.3: Left: Bitcoin values from 05 December 2017 until 03 June 2018. Right: Call option
prices according to the Black-Scholes formula for ¢ = 0.5,1.0,1.5,2.0, r = 0.01, K = 10,000, and
T = 0.5 (6 months).
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3.2 Risk-neutral valuation

The price V of an option can be determined by the expected value of the discounted
payoff with respect to a modified probability measure, the so-called risk-neutral mea-
sure. In this section, we discuss this valuation.

Theorem 3.4 (Risk-neutral pricing formula). Let the assumptions of Theorem 3.2 hold
with the exception that the interest rate (1¢);>0 is a deterministic process and the drift ()0
and volatility (0})s>o are adapted stochastic processes such that dSy = uSidt + 03 S dWh.
Then the arbitrage-free price of the option is

T
Vi = exp (—/ rsds)EQ(Vﬂ}"t), 0<t<T,
t

where Q is the risk-neutral measure and the expected value is taken with respect to Q.

According to the Girsanov theorem, the risk-neutral measure is defined by the Ra-
don-Nikodym derivative

= exp < — %,th — 'th>, (3.16)

where 7y := (y —r)/0 is called the market price of risk. This allows us to move from the
“real-world” asset price dynamics

dS; = uSidt + oSidW;
to the risk-neutral price dynamics
dS; = rSudt + oS dWE,
where WF is defined by dW2 = «dt + dW; see the proof below.

Proof. Let Dy = exp(— fot rsds) be the discount process. It satisfies dDy = —r;D,dt. We
rewrite the It6 process (S¢);>0 as

dSt = rtStdt + O'tSt <‘Z/lt(; Tt dt + th) = rtStdt + O'tst(’)’tdt + th)
t

This motivates us to introduce the new process dW? = ~dt + dW. The interpretation of
v = (u —r) /0 is that it is the amount which the investor expects as a compensation for
the risk. Therefore, <y is called the market price of risk. The new process (WfQ)tzo is not
a Wiener process under P, but it can be shown (by the Girsanov theorem) that (WtQ )0
is a Wiener process under the probability measure Q, which is defined by (3.16).
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We define the stochastic process (X¢)¢>o by
dXt = AtdSt + Tt(Xt — AtSt)dt.

It can be interpreted as a portfolio with A; shares of the stock and the remaining value
X — A4St is invested in a bond. This strategy is always self-financing since X; is by
definition the gain from the trade. We claim that (D¢X;);>0 is a martingale under Q.
Indeed, using dS; = r;Sydt + O’tStthQ and the product rule (Lemma 2.14), we find that

d(DtXt) = Dtht + Xtht = Dt (AtdSt + T’t(Xt — AtSt)dt) — TtDtXtdt
= DtAt(i’tStdt + (TtStthQ) — I”tDtAtStdt = DtAtO'tStthQ.
Suppose that X; is the portfolio replicating the option. By the martingale representa-
tion theorem (guaranteeing that any martingale with respect to the Brownian filtration

can be expressed as an Ito integral with respect to W?), such a process always exists.
Then V; = X;, and by definition of a martingale, we infer that fort < T,

1 1 D
Vi = 5. (DiXi) = EEQ(DTXTU-}) DTEQ(VTm)
which concludes the proof. OJ

Remark. The value V; in Theorem 3.4 can be computed explicitly when r and ¢ are constant.
For this, we insert definition (3.14) of u(x, T) and definition (3.13) of #y(x) to obtain

V(S,t) = Kexp( ~(k —l)x—f(k—i—l) > (x,7)

(314) (

619 \/%Texp< (k—l)x—4(k+1)zr>
x/_iexp( (k—1)(x +V2my) — )(Ke”‘/ﬁy K) " dy

—1)x — —(k+ 1)? > /Oo up(x + \/27ry)e—y2/2dy

N\H N\
—_

N - 204 S (k— Y (geV2y _ )t
—m/_mexp( 4(k—i—l)’r—kz(k 1)V2ty 2>(Se K) "dy.

Then, transforming back with y — S’ := SeV21, computation shows that
V(S,t) =E2(e T IVr(S)|Fy),

where EQ(Vr(S)|F) = [, f(S;S,t)Vr(S)dS'/S' is the expected value of Vy with respect to
the density function

’; 1
fl855.8) = o/27(T —t)

of the log-normal distribution for S = §;.

[In(8'/S) = (r—o?/2)(T — )2
P ( )

20%(T — t)
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Remark. There exists a close relationship between the risk-neutral measure and the market
model. For this, let the market model consist of stocks S; and risk-free bonds B;. We say that
a contingent claim X (a nonnegative, /- measurable random variable) is attainable if there
exists a self-financing trading strategy, i.e., there exist (a;, b¢) such that arBr + brSt = X.
An arbitrage-free market model is complete if every contingent claim is attainable. Then the
following two results hold:

» First fundamental theorem of asset pricing: A market model on a discrete probability
space (Q), F,P) is arbitrage-free if and only if there exists at least one risk-neutral measure
that is equivalent to P.

» Second fundamental theorem of asset pricing: An arbitrage-free market model is complete
if and only if there exists a unique risk-neutral measure equivalent to P.

We refer to [11, 14, 28] for details and proofs.

The fact that the option price can be determined from either the Black-Scholes for-
mula or the expectation is not a surprise. Indeed, both formulations are related by
means of the Feynman-Kac formula.

Theorem 3.5 (Feynman-Kac formula). Let u : R x [0,T] — R be a solution to the
backward parabolic equation

1
oru + a(x, t)uy + Eb(x, DUy —r(x,iu =0, 0<t<T, u(T)=g, (3.17)

where a, b, r, g are suitable smooth functions with at most linear growth in x. Furthermore,
let (Xt)e|o,r) be an Ito process satisfying

dX; = LZ(Xt, t)dt + b(Xt, t)th, O0<t< T, X;=nx. (318)

Then u can be written as the expectation

u(x,t) = E(exp ( - /t Tr(XS,s)ds> 2(Xr)

X; = x). (3.19)

The converse is also true: Any It6 process satisfying (3.18) defines via (3.19) a solution to the
backward parabolic equation (3.17).

This theorem provides a link between partial differential equations and diffusion
processes. Solutions to partial differential equations can be interpreted as expecta-
tions of suitable transformations of solutions to stochastic differential equations and
vice versa.

Remark. Equation (3.17) is backward in time. For forward equations, we transform t — T — ¢t
and obtain the following version of the Feynman-Kac formula: Let (X;)c[o,1] solve (3.18)
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with Xy = x. Then

u(x, t) = E(exp (/Otr(Xs,S)dS>g(Xt)>

solves dsu — a(x, t)uy — 3b(x, t)%usy +7(x,t)u = 0for 0 < t < T and u(0) = g.

3.3 Implied volatility

While the interest rate of a riskfree bond can be rather easily determined from market
data, it is more involved to compute the volatility . One approach is to consider his-
torical data and to compute the historical volatility oy;g. It is the annualized standard
deviation of the logarithmic asset values, Y; = In(S;11/S;), where S; is the price of the
asset at day t;. Then

Ohist = \/ﬁ(m ;(Yi—Y) ) , WhereY = —— 1; Y;,

where 7 is the number of sample points and N is the average number of banking days
(often, N = 252 is taken). Other definitions take into account that older data are less
relevant and introduce a weight function.

Another approach to determine ¢ in the Black-Scholes formula is to compute the
implied volatility implicit in the option value. We write dy /5(c) to highlight that these
parameters, defined in (3.10), depend on ¢. For a given option value Cp, we need to
solve the equation

Co = C(0) := SP(d1(0)) — Ke "T=Dd(dy (0)).

There exists a unique solution, at least as long as the arbitrage bounds (S — Ke~"(T—1)+
< Cp < S are fulfilled, and we call the solution iy, i-e. C(0imp1) = Co. This statement
follows from the intermediate value theorem applied to the function o — C(0), since
d0C/dc > 0 and consequently, C(c) —Cy < 0foro =0and C(c) —Cy > 0as o — .
The unique zero of f(¢) := C(c) — Cy can be calculated iteratively by using the Newton
method. Let 0y > 0 be an initial guess and define

f(o%)
Ok+1 = Ok f/((Tk)’ ke NU{0}.
The derivative can be computed: f'(0x) = (0C/90)(0}) = SvV'T —t®'(d1(0oy)). It is
possible to show that (0y) converges as k — oo, and the limit is the implied volatility.

When we calculate the implied volatility from market data on an underlying with
the same expiration date but different strike prices, we observe that ¢jy,p) is not constant.
It turns out that the function K — 0jpp) forms a “smile’, i.e., the implied volatility is
smallest at the money and it becomes larger in the money or out of the money. These notions
mean the following:
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» At-the-money: The strike price is identical (or close to) the price of the underlying.

» In-the-money: The strike price is lower (higher) than the price of the underlying
when we consider call (put) options. Being in the money means that the option is
worth exercising.

» Out-of-the-money: The strike price is higher (lower) than the price of the underly-
ing when we consider call (put) options. An option that is out of the money may
likely have no value at expiration date.

This observation shows that the standard Black-Scholes model - strictly speaking — fails
in real markets. Yet, the Black-Scholes formulas are still used extensively in practice.
More elaborated models have been developed using a stochastic volatility instead of
a constant volatility (see Section 3.6) or using jump models instead of the Brownian
motion (see Section 3.8).

As an example of the volatility smile, we present in Figure 3.4 the values of the im-
plied volatility versus the strike price of a call option on the DAX index, issued by the
Deutsche Bank, with expiration time of three months. We clearly see that the volatility
is large in-the-money and out-of-the-money. Interestingly, the volatility is smallest (at
K =~ 14,000) not exactly at the money (the DAX index was about 13,000).

N
o
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Figure 3.4: Volatility smile for a call option 1 :1 1 2 1 i3 1 14 1 5

on the DAX index. strike x10*

Remark. The volatility can be an important measure of the state of the financial market. Large
values of the volatility come from large fluctuations of the price of the underlying. This
increases the risk of valuating the asset, and it is reasonable that this increases the call option
price. The change of the call price with respect to the volatility is called vega or kappa, and it
can be computed explicitly from the Black-Scholes formula:

__oc_op_ [T &2
90 dor 27T ’

where d; is given in (3.10). We see that V (S, t) increases with the volatility since « > 0.
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3.4 Options on dividend paying assets

One of our market model assumptions was that there are no dividend payments. We ex-
tend the Black-Scholes model to assets with continuous or discrete dividend payments.

e Continuous dividend payments. Options on an index involve many stocks with
dividend payments which are approximately distributed all along the year. Therefore,
an easy approach is to assume that these payments are continuous in time. Furthermore,
we suppose that the dividend yield ¢ is proportional to the price of the asset S, i.e., we
receive the dividend dSAt after time At. By the no-arbitrage principle, the price of the
asset decreases by exactly this value. Otherwise, we would make an instantaneous risk-
free profit of amount §S/At by purchasing the asset at time t and selling it immediately
after having received the dividend. Thus, the drift # in the asset price model needs to
be changed to u — J:

dS = (u —9)Sdt + oSdW,

and we need to include the dividend payment in the variation of the self-financing
portfolio (3.3):
dm = ¢c1dB + cp(dS + 6Sdt) —dV (S, t).

Choosing c, = Vs, applying It6’s formula, and using dB = rBdt, the same computation
as in Section 3.1 leads to

1
dr = (C11’B + (SSVS —Vi— 50'252‘/55)6”

As the portfolio is riskless, we have
drr = rredt = r(c1B + SVs — V)dt,

and equating these identities, we arrive at the modified Black-Scholes equation
1
Vi + E(72521/55 +(r—90)SVs—rV =0, Sc(0,0),tec(0,T). (3.20)

The final condition is as before, but we need to modify the boundary conditions. We
only consider call options since the corresponding expressions for put options can be
derived from the modified put-call parity

Se oT=t 4 p, — C; = Ke (T,

which takes into account the discount factor for the asset price. When S = 0, the call
option has no value, while as S — oo, V(S, t) approaches the discounted asset price:

V(0,6) =0, V(S,t) ~Se®T=H as§ — co. (3.21)

This problem can be solved explicitly.
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Proposition 3.6 (Call option price with continuous dividends). The solution to problem
(3.20)-(3.21) with final condition C(S, T) = (S — K) ™ reads as

C(S,t) = Se T Hd(d) — Ke 7T d(df),
where

In(S/K) + (r —8+£02/2)(T — t)
oVT —t '

Remark. It can be seen that the call option on an asset with dividend payments is always
cheaper than the corresponding one on an asset without dividend payments. The correspond-
ing price for a put option equals

o
d1/2 -

P(S,t) = Ke " T (—di) — Se T p(—d?).

Proof. The idea is to define the new variable C*(S,t) := ¢*(T=YC(S,t). It fulfills the
Black-Scholes equation

C/ + %o-zszcgs + (r — 8)SC% — rC*
= (T-1) (ct —6C + %azszcss + (r—6)SCg — rC)
= —o0T70C = —5C7,
with the final condition C*(S, T) = (S — K) " and the initial conditions
C*(0,t) =0, C*(S,t) ~S (S — o0).

This is exactly the Black-Scholes problem with interest rate r — 4. Its solution is given
by
C(S,t) = e T=0C*(S, 1) = e 2T (SD(89) — Ke™ )T Dp(d3)),

which yields the statement of the proposition. O

e Discrete dividend payments. When the underlying of the option is a stock, the
dididend is usually paid once per year. In this situation we need to consider discrete
dividend payments. Let this payment happen at time t = t; during the lifetime of the
option. The following arguments can be extended to a finite number of payments, but
we restrict ourselves to a single payment to simplifiy the notation.

At time t = t;, the holder of the stock receives the dividend d - S, where d € [0,1) is
the dividend rate and S is the stock value just before the dividend payment. As before,
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because of the no-arbitrage principle, the asset value must decrease right after t = t; by
the amount d - S,
S(ty) = (1=d)S(ty),

where
+ _ . — . .
S(t7) —tl1\rrtt115t, S(t;) _thfr%st

are the limits from above and below, respectively. Clearly, we assume that such limits
exist almost surely. Note that if 4 > 0, the asset price is discontinuous. However, the
option price is continuous in time since the option holder does not receive any dividend
payment. This means that

V(S(ty), t;) =V(S(t)), t]) = V(A —d)S(t;),t]).
Since we consider all possible realizations of the stochastic process S;, we require that
V(S,t;)=V((1—d)S,t]) forallS>0. (3.22)

The option value can be computed from the Black-Scholes equation in the intervals
(tz, T] and [0, t;) except at the point t = t;. Att = t;, we use the jump condition (3.22).
More precisely, the algorithm is as follows:

» Solve the Black-Scholes equation in [t;, T| with final condition V (S, T) = Vr(S).
This gives the value V (S, t]).

» Define V(S,t;) according to (3.22).

» Solve the Black-Scholes equation in [0, t;] with final condition V (S, ;).

Example. We determine the premium on a European call option with expiration date
T and strike K on a stock with a single dividend payment at time t;. We denote by
C4(S,t) the call price and by Cg (S, t; K) the call price on a European call option with
the same specification but on a stock without dividend payment. We know that

Cq(S,t) = Cg(S,t;K) forty <t <T.
At time t = t;, the interface condition (3.22) reads as
Ca(S,t7) = Ca((1—d)S, t7) = Ce((1 —d)S, t];K).
It remains to determine the option value for 0 < t < t;. We claim that
Ci(S,t) = (1—d)Ce(S,,K/(1—4d)) for0 <t <ty

To show this statement, we consider the function C*(S,t) := Cg((1 —d)S, t; K).
It solves the Black-Scholes equation since the factor 1 — d cancels. We compute the
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final and initial conditions:

n
C*(S,T)=((1-d)S—K)" = (1—4d) (5— %) ,

C*(0,t) =0, C*(5,) ~(1—d)S asS — co.

As the Black-Scholes equation is uniquely solvable, this shows that C*(S,t) equals
1 — d times the price of a European option with strike K/ (1 — d), i.e. C*(S,t) =
(1 —d)Cg(S,t;K/(1 —d)), which is our claim. The solution is illustrated in Figure
3.5 for a call option with dividend rate d = 0.05 and dividend payment at t; = 0.6.

50
40|
= 30

Figure 3.5: Values of the European call op- % 20!
tion C; at times t = 0, 0.2, 0.4 (solid lines),
0.6, 0.8, 1 (dashed lines) with parameters 101}
K=100,T =1,r = 01,0 = 04. The
dividend with rate d = 0.05 is paid at 040
t; = 0.6.

3.5 Multi-asset options

The Black-Scholes equation derived in Section 3.1 determines the price of a European
option on a single asset. In this subsection, we consider options on several underlyings
S;. The processes (S;(t)):>0o are assumed to satisfy

dSi = ],liSl-dt—i—(TiSidWi, = 1,...,n,

where Wi, ..., W, are correlated Wiener processes with covariance matrix % satisfying
¥ =1and ¥;; = p;; for i # j. To derive a multidimensional Black-Scholes equation, we
consider the riskless and self-financing portfolio

T = Co(t)Bt + ici(t)si(t) — V(St,t),
i=1

where ¢y, . . ., ¢, are the shares of the corresponding assets, the bond process solves dB =
rBdt, and V (S, t) is the value of a European option. We repeat the arguments used for
the derivation of the standard Back-Scholes equation. Since the portfolio is assumed to
be riskless and self-financing, we obtain

n
dm = rdt = r(coB + ) ciSi— V) dt, (3.23)
i=1
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n n
dr = codB + Y ¢;dS; —dV = corBdt + Y ¢;(y;Sidt + 0;S;dW;) — dV. (3.24)
i=1 i=1

By the multidimensional It6 formula, we can compute dV (see (2.7)):

dV(S,t) = (Vt + Zyls Vs, + = Z 0ij0i07SiS;Vs.s, )dt + 20'18 Vs dWi.
i= z] 1 i=1

Inserting this expression into (3.24) and equating (3.23) and (3.24), it follows that

n n n
corBdt + Z rc;S;dt — rVdt = corBdt + Z cipiSidt + Z O'I'SZ'(CI' — Vsi)dW,'

i=1 i=1 i=1
(W+ZZ’[15 VS +5 ZPZ]OQO']SSVSS)CH
i 1] 1

Then choosing c; = Vs, the stochastic part cancels, and we end up with a deterministic
equation. We summarize this result in the following theorem.

Theorem 3.7 (Multidimensional Black-Scholes equation). Let the assumptions at the
beginning of this section hold. Then the option price is a solution to the partial differential
equation

Vt+ Zpuala]ssvss +rZSV5 V=0
1] 1

for S; € (0,00),t > 0, and the final datum is given by V(S, T) = Vr(S) for S € [0, 00)".

Example (Basket option). As as application, we consider basket options, which are
contracts on n assets with the payoff function V(S) = Vy(Sy,...,S,). Similarly as
explained in the remark on page 35, the option price according to the Black-Scholes
equation can be formulated as an integral with respect to some density function:

B /. ds’
V(s,t) = /(Olw)n FS5S V() g g (3.25)

where the density function reads as

f(S;S,t) = e ex (_lzTZ_lz>

T o) J@R(T —D)rdets P\ 2 ’
In(S'/S;) — (r —o?/2)(T —t

where z;, = n(S;/5i) = (r— i /2)( ), z:(zl,...,zn)T.

g; T—t

The payoff of the basket option may be defined by the payoff of a vanilla option
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associated to the weighted value of the basket. For instance, in case of a call option,
we may set

Vr(S) = <;0¢z’5i - K) +,

where a; > 0 are some weights. Another example of a payoff is given by the maxi-
mum of the payoffs of the single-asset options, i.e.

Vr(S) =max{(S;—K)T:i=1,...,n}.

The difficulty in the valuation of basket options is the integration of the high-
dimensional Black-Scholes equation or the high-dimensional integral (3.25). Indeed,
when the basket consists of the DAX index with 30 stocks, we need to calculate a
30-dimensional integral. Even if we have only three base points in each of the 30
directions, we need to perform 330 ~ 2.10™ evaluations, which is extremely time
consuming. A possible way out is the use of Monte-Carlo or quasi Monte-Carlo
simulations, which are discussed in Section 5.

The determination of the correlations p;; is usually a delicate task. A possibility is to
estimate them from historical data. For instance, consider the case of two assets with
correlation p := p1p = p21. Let S;(tp), ..., Si(tm) be observed prices of the ith asset at the
times to,. .., t;. The correlation between S; and S; is estimated by the asset log return
instead of the price:

i YEY)

0= ,  where
VI ()2 T (vF)?
. m S (t:
Y = In Site) —lZln i(t) =12 k=1,...,m.

: Si(tk-1)  m = Si(tji1)’

3.6 Stochastic interest rate and volatility

We have assumed that the interest rate and the volatility are given functions. Generally,
these functions are not deterministic, and it is reasonable to model them as stochas-
tic processes. Let us first consider stochastic interest rate models (with deterministic
volatility). One class of models is given by

dry = K(9 — T’t)dt + UtT?th, t>0,

where x > 0, 0 > 0, and & > 0 are constant model parameters. The Wiener process
W; may be different from the Wiener process W; in the equation for the asset price,
and both Wiener processes may or may not be correlated. When the interest rate r; is
smaller (larger) than 6, the drift x (6 — r¢) is positive (negative), and we expect increasing
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(decreasing) interest rates. This means that there is a tendency to return to the mean
value 6 (disregarded stochastic fluctuations). This effect is called mean reversion. Two
examples for a are

» o« = 0: Vasicek model [34] (also called Ornstein-Uhlenbeck process),

> = %: Cox-Ingersoll-Ross (CIR) model [9].
Due to the stochastic component that may be negative, the solution to the Vasicek model
may become negative. Although negative interest rates have been observed in the
course of the financial crisis after 2007, one may prefer to avoid such an effect. Neg-
ative values of 7; are avoided in the CIR model since the stochastic term vanishes when
rt = 0. More precisely, the interest rate stays positive if k0 > 07 /2 [35, Section 40.8.2].

Next, we consider stochastic volatility models. Usually, they are also of mean-
reversion type:

do? = k(6 — o?)dt + A2 dW.

The mean value § may be constant or time-dependent. Examples are

» « = 1: Hull-White model [19],

> o= %: Heston model [17].

We wish to derive a Black-Scholes equation taking into account the Heston model.
The dynamics is given by

dSt = ,utStdt + U'tStth, dl,lt = K(Q — Ut)dt + /\t\/ Utth, (326)

where U; := 2. The option price V depends on the asset price S, the variance U, and
the time ¢.

Theorem 3.8 (Heston-Black-Scholes equation). Let the assumptions stated at the be-
ginning of Section 3.1 hold and consider the Heston market model (3.26) with the correlation p
between Wy and W (i.e. formally dAWdW = odt). Then there exists a function v = (S, U, t)
such that the option price is a solution to the modified Black-Scholes equation

1 1
Vi + Euszvss + pAU Vs + E)@UVuu +7S8Vs —1V = (k(6 — U) —yAVU) Vy,

where S € (0,00), U € (0,00),and t € (0,T).

The function (S, U, t) is called the market price of volatility risk. It needs to be
determined from additional information on the market.

Proof. We derive the Black-Scholes equation for V (S, U, t) by hedging a suitable riskless
self-financing portfolio 7r. Since we have two sources of randomness, we need to hedge
the option with two other contracts, the stock S and another option V depending on S,
U, and ¢:

n:cls—i—czV—V.
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By assumption, the portfolio is self-financing, so its change is given by
A = c1dS + codV — dV. (3.27)
By It6’s lemma,

1 1
dV = Vidt + VsdS + VydU + EVssazs2 + VgudSdU + EVuuazuz.

Squaring the changes of the processes S; and U;, we obtain formally
dS? = (uSdt 4+ oSAW)? = 0?S2dt,
dU? = (x(6 — U)dt + AVUAW)® = A2Udt,
dSdU = cASVUAWAW = poASv/Udt.

Consequently, it follows that
dV = Vidt + VedS + VydU + (%025%/55 + poASVUVsy + %Azuvuu) dt,
dV = Vidt + VgdS + VidU + (%0252\755 + poASV UV + %AZUVUU) dt.
Inserting these equations into (3.27) gives
dm = — (Vt + %(7252‘/55 + peASVUVsy + %Azuvuu) dt

+ 2 (\7,5 + %azsngs + p(T)LS\/ﬁ\N/SU + %AZUVUU) dt
+ (c1 + Vs — Vs)dS + (o Vi — V) dU. (3.28)
We eliminate the randomness appearing in dS and dU by setting
1 —i—CZVS — Vs =0, CZVU —Vu=0,

which determines c¢; and c»:
V; ~
Cy) = ~—u, (o8] :VS—N—VS.
Vu u

Since the portfolio is riskless, we also have
drr = rrdt = r(c1S + eV — V)dt.
Equating this expression with (3.28) and inserting the relations for c; and c; leads to

1 1 1
. (v; + E(TZSZVSS + 0o ASVUVsy + EAZUVuu +rSVs — rV)
u
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1/~ 1 ,.,~ . 1., -~ _
== (vt + 502521/55 + poASVUVgy + EAzuvuu +rSVs — rV) .
u

The left-hand side only depends on V, the right-hand side only on V. We can choose
any option V. Therefore, this identity can only hold if both sides are independent of
the contract type and in some sense “constant”. Still, this “constant” may depend on
the independent variables S, U, and t. Denoting this “constant” by o = 70(S, U, t), it
follows that

1 1
Vi + Eazszvss + poASVU Vs + EAzuvuu +7SVs — 1V = 9 Vi

Analogous to the introduction of the risk-neutral measure in the proof of Theorem 3.4,
we introduce the market price of volatility risk as

v = &O, whereﬁ:K(G—U),'(?:/\\/ﬁ,

which yields v = i — 7y = k(0 — U) — Ay/U". Inserting this expression in the previous
Black-Scholes equation concludes the proof. 0

3.7 Application: Pricing Asian options

Asian options are contracts whose payoff depends on the average of the values of the
underlying. They are useful if, for instance, price fluctuations of the underlying are high
due to low liquidity in the market or due to price manipulations. There are various pos-
sibilites how to compute the average (discrete or continuous, arithmetic or geometric):

» Arithmetic averages:

» Geometric averages:

5= (Qsai))l/n, 5

Il
]
X
o
VR
=
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—_
=}
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~~

The payoff function involves such an average and either the strike or the final asset
price, which distinuishes two types of Asian options:

» Fixed strike: call Ct = (S — K)*, put Pr = (K- S)™,

» Floating strike: call Ct = (St — S)*, put Pr = (S — St) ™.
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We wish to derive a Black-Scholes equation for Asian options of European type
whose payoff is a function of S; and the average I; = fotf(ST, T)dt, i.e. Vi = Vp(S, ).
For instance, we have f(S,t) = Sand Vr = (S—1/T)" in the case of an arithmetic-
average floating strike call option. The dynamics of the asset price is as usual given by

dS; = ytStdt + 03SedW;,  t > 0.
Note that the average I; can be interpreted also as a stochastic process since
dl; = f(St, t)dt, t > 0.

Thus, the pair (5S¢, I}) is an Ito process.

Theorem 3.9 (Black-Scholes equation for Asian options). Let the assumptions stat-
ed at the beginning of Section 3.1 hold. Then the option price is a solution to the modified
Black-Scholes equation

1
Vi + 5azszvss + f(S,)Vi+7rSVs —rV =0, S>0,1>0,tc(0,T). (329

Proof. We consider the portfolio m = ¢1B + ¢S — V(S, I, t), where the bond B has the
riskless interest rate r > 0. Assuming that the portfolio is riskless and self-financing, we
deduce from It6’s formula, after a similar computation as in the proof of Theorem 3.8,
that

dm = c1dB + cpdS — dV (S, I, t)
1
= c1rBdt + (¢ — Vs)dS — (Vt + E(7'252‘/55 —|—f(S, t)VI) dt,
dre = rredt = r(c1B + ¢S — V)dt.

Equating both equations and setting c; = V5, it follows that
1
Vi + E(TZSZVSS + f(S, HVi+rSVs —rV =0,
which ends the proof. O

Equation (3.29) is a partial differential equation. It is generally not of parabolic type
since the derivative Vjj is missing. Therefore, its (numerical) solution is delicate. How-
ever, when we consider arithmetic averages and a special payoff, we can reduce the
Black-Scholes equation for the two variables (S, I) to a parabolic equation of one vari-
able by a similarity reduction technique.
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Proposition 3.10 (Arithmetic-average Asian option). Let V be a solution to (3.29) with
f(S,t) = S and let the final datum given by V1 (S,I) = S*F(I/S), where & € R and the
function F = F(R) with R = 1/S are given. Then H(R, t) = S~*V solves the equation

1
Ht —|— EU’ZRZHRR —|— (1 = 0'2(0¢ — 1)R — T’R)HR + ((X — 1) <%0’2 _|_ r)H p— O, (330)

where R > 0, t € (0, T), and the final condition is H(R, T) = F(R).

Proof. The result follows by differentiating V' (S, I,t) = S*H(I/S,t),
V; = S*H;, V;=S*"1Hy,
Vs = aS* 'H — S*2IHg = S* !(aH — RHg),
Vss = (a(a —1)S*2H — aS* 3IHg) — ((a —2)S* >IHg — S* *I*Hgg)
= S$"?(a(a —1)H — 2(a — 1)RHR + R*Hgg),

and inserting these expressions into (3.29). O

Example. Equation (3.30) simplifies for an arithmetic-average floating strike call option.
Indeed, when Vr(S,I) = (S—1/T)" = S(1—(I/S)/T)", we have a = 1 and
F(R) = (1—R/T)*, and the option price is V = SH, where H solves

1
H; + EazRZHRR +(1—-rR)HR =0, R>0,tc(0,T).

The final condition is H(R, T) = (1 — R/T)™". We can specify boundary conditions
at R = 0and for R — c0o. When R = [/S — oo and [ is fixed, it follows that S — 0.
Then the call will not be exercised and has no value at S = 0, i.e.

H(R,t) -0 asR — oo.

Assume that H is twice differentiable at R N\, 0 and for t € (0,T). Passing to the
limit R\, 0 in the differential equation for H, we obtain the boundary condition on

R\, 0:
Hi+Hg=0 onR\,0,te (O,T).

The option price is now given as a solution to this parabolic problem, V(S,1,t) =
SH(I/S,t). We solve this problem numerically in Section 5.8.

3.8 Beyond Black-Scholes

The Black-Scholes equation in Section 3.1 was derived under a number of assumptions
some of which are not realistic in real-world markets. Nevertheless, the Black-Scholes
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equations are widely used in practice because the Black-Scholes formulas are easy to
calculate and it is a good basis for more refined models.

It is possible to relax most of the conditions, and in this section, we will discuss
some generalizations. To simplify the presentation and to highlight the ideas, we only
sketch the extensions and use sometimes quite heuristic arguments. Let us review the
assumptions imposed in Section 3.1:

» There are no dividend payments: Dividend yields can be included in the Black-
Scholes model; see Section 3.4.

» The interest rate r and volatility ¢ are constant: We have already discussed models
with stochastic interest rates and stochastic volatilities in Section 3.6.

» The stock price is governed by the Wiener process: The analysis of real-market
data has shown that there might be heavy-tailed returns which cannot be repro-
duced by the Brownian motion. Thus, other stochastic processes need to be used.
An example is the fractional Brownian motion.

» There are no market crashes: This means that the underlying stochastic process is
continuous. We know from real markets that crashes may happen. This may be
modeled, for instance, by jump-diffusion equations.

» The market is frictionless: This includes that there are no transaction costs. Again,
this is a strong simplification and may lead to wrong prices when delta-hedging
is expensive. Models including transcation costs typically lead to nonlinear Black-
Scholes equations.

In the following, we discuss the last three extensions in more detail.

e Fractional Brownian motion. The fractional Brownian motion is a generaliza-
tion of the standard Brownian motion. It can be defined by the properties that it is a
continuous-time stochastic process (B{?);>o with Bt = 0, the expectation EBff = 0 and
the covariance

E(BHEBH) = %(SZH +t2H — s —t?H)  foralls,t > 0.
The number H € (0,1) is called the Hurst parameter. When H = 1/2, we recover the
standard Brownian motion (W;);>o with covariance E(W;W;) = min{s, t}, i.e. Btl/ 2 —
W;. Figure 3.6 illustrates some paths of the fractional Brownian motion for various
values of H. We see that the trajectories are becoming smoother for increasing values of
H.

There are some important differences between the fractional and the standard Brow-
nian motion:

» The increments of the fractional Brownian motion with H # 1/2 are not indepen-
dent; they are independent for the Wiener process (H = 1/2) only.
» Almost all trajectories are locally Holder continuous of order « < H.



3.8 Beyond Black-Scholes 51

T LA
1
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Figure 3.6: Trajectories of the fractional

Brownian motion for H = 0.15 (top), H = 0 M\_\’\\

0.5 (middle), and H = 0.85 (bottom). -1

» The fractional Brownian motion has a long-range dependence (or long memory)

in the sense of
o

Y E[B{(Bf, —B[)] =0, H>1/2.

n=1
Long-range dependence means that the coupling between values at different times
does not decrease rapidly (i.e. exponential) for increasing time differences. The
sum is zero in the case of the Wiener process H = 1/2, which means that the
Wiener process has a short-range dependence.

The fractional Brownian motion can be computed as a stochastic integral involving the
Wiener process (obtained by Mandelbrot and Van Ness):

H _ pH 1 0  \H-1/2 _ / NH-1/2
B =B +r(H+1/2)(/_oo ((t=3) (=s)" %) aws

t
+/ (t—s)Hl/deS), t>0,
0

where I is the Gamma function and the definition for t < 0 is similar.
The price of the underlying is assumed to satisfy the stochastic differential equation

dS; = ,uS,gdSt + O'StdB{_I, 0<t<T,

which can be interpreted — as for Itd processes — as the integral formulation

t t
S, = So+ / USLdT + / 0S.dBH.
0 0

The definition of the stochastic integral depends on the value of H. Indeed, when1/2 <
H < 1, we can define the integral using pathwise Riemann-Stieltjes integrals since the
fractional Brownian motion has Holder continuous trajectories, and the corresponding
integral is called a Young integral; see, e.g., the textbook [4]. When H < 1/2, there exist
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several integral notions, and the integrals may be different. In the case 1/4 < H < 1/2,
the definition is based on the theory of rough paths analysis introduced by Lyons [24].
Statistical analysis indicates that the Hurst parameter in financial markets is between
1/2 and 1, such that it is sufficient to consider this parameter range only.

In the Black-Scholes model (H = 1/2), there exists an equivalent probability mea-
sure Q under which s = r and the discounted price process e "'S; is a martingale. When
H # 1/2, there still exists an equivalent probability measure Q under which u = r, but
e "S; is not a martingale under Q. However, using the theory of forward /Wock inte-
grals, it is possible to define the self-financing property and to derive a formula for the
call option price [13, 18]:

Cr = $;®(d1) — Ke " T~ d(dy), where
In(S/K) +7r(T —t) £ ?(T?" — t2H) /2

/2 = ov/T2H _ (2H

Observe that we recover the classical Black-Scholes formula for H = 1/2.

Remark. There are several methods to simulate fractional Brownian motion. Here we report a
technique using the Cholesky decomposition:
» Compute the variance-covariance matrix 5 = (5;;) with 5;; = 3 (21 + tJZH — |t; — tj|*H) for
i,j=1,...,n
» Compute the square root matrix ¥, the solution to £* = §, using Cholesky decomposition.
» Construct a vector v of n numbers from independent standard normal distributions.
» The vector u = Yo yields a sample of fractional Brownian motions.

e Jump-diffusion models. The Wiener process is continuous in time, and jumps in
prices cannot be modeled. Jumps can be described by so-called jump-diffusion models,
containing the Brownian motion (the diffusion part) and the Poisson process (the jump
part).

A Poisson process (N;)¢>( represents the number of events that have happened up
to and including time t. The waiting time between events is exponentially distributed
(i.e. a random variable with density function ¢, (x) = Ae~* for some A > 0), while the
total number of events up to time ¢t is a Poisson process. The Poisson process has the
Poisson distribution with parameter At (and A > 0), i.e,, it is integer-valued and

n
P(N; =n) = ():') e ™M, neNlN.
The Poisson process satisfies Ny = 0 and it has independent increments N; — N for
t > s (i.e. for any s, t > 0 with s < ¢, the increment Ny — N; has the same distribution as
N;_s). It holds that E(N;) = At and Var(N;) = At.
For financial applications, a process with a single jump size is not sufficient; the jump
size may change from occurence to occurence. For this reason, we introduce compound
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Poisson processes. Here, the waiting times between jumps are exponentially distributed
but the jump sizes can have any distribution. More precisely, we call the process

Ni
Xi=) Y
i=1

a compound Poisson process if (N¢);>q is a Poisson process and (Y;);cn is a sequence of
independent random variables with some law ¢. The trajectories are piecewise constant
with random jump sizes distributed according to the law ¢.

A compound Poisson process can be simulated from the following algorithm:

» Simulate Nt from the Poisson distribution with parameter AT. This can be done,

for instance, using the MATLAB command poissrnd (lambdaxT).

» Simulate N7 uniformly distributed random variables Uj, ..., Uy, on [0, T].

» Simulate N7 independent variables Y7, ..., Yy, with law ¢.

» Then the compound Poisson process is given by

Nr
Xi =Y Yixqu<t}
i=1

where Y 4 is the characteristic function on the set A.

We set J; = exp Y;. We interpret |; — 1 as the relative price jump size (in percent). For
instance, if there are no jumps, i.e. Y; = 0, then J; — 1 = 0. The value of the underlying
changes to (] — 1)S. The Merton jump-diffusion model [26] is then defined by

dS = uSdt +cSdW + (] — 1)SdN,

where S is evaluated at t ™ just before a jump happens at time t. Whenever a jump occurs
(AN # 0), the relative price of the underlying dS/S changes by the amount (] — 1)dN.
We can solve this stochastic differential equation by using the following variant of the
I[td6 lemma. Let (X;) solve

dXt = atdt + btth + AXtht,

where AX; is another process, and let f : (0,00) — R be a twice differentiable function.
Then

4700 = (o () + ZE£7(0) )t + 1 COMWs + (F(X-+ 5X) = F()).
We apply this formula to f =In, X = S, and AX = (J — 1)S, which gives

dlnS = <y — %(72>dt+(7dw+ (In(S+(J—1)S) —InS)
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— <y—%02>dt+miw+ln]: <y—%02>dt+UdW+Y.

Integrating this expression in (0, f) leads to

Ni
InS; —InSy = (“I/l — %Uz)t—l—(fwt—l- ZYi,
i=1

since we have N; jumps of height Y;, and the integration of the last term becomes a sum.
We infer that

1 W
St = Soexp ((‘I/l — 502)t+0'Wt + ZYI)
i=1

Ni
= Spexp <<y — %02> t+ (TWt) Hexp(Yi).

i=1
Thus, between the jumps, the process evolves like a geometric Brownian motion, while
after each jump, the value of S; is multiplied by J; = exp(Y;). The additional contribu-
tion ZlN:t 1 Y; is a compound Poisson process.
Next, we wish to derive the price of an option V (S, t). The jump-diffusion version
of Itd’s lemma becomes here

dV(S, t) = (Vt + “LlSVS + %0’252V55>dt 4+ oSVsdW + (V(]S,t) — V(S,t))dN,

as V(S+ (] —1)S,t) — V(S,t) = V(JS,t) — V(S,t). Assuming that the portfolio 7 =
V — AS consists of one option and —A = —Vs shares of the underlying and is self-
financing, the change of the portfolio becomes

dm =dV — AdS = <w + uSVs + %azszvss) dt

+ 0SVsdW + (V(JS, t) — V(S,t))dN; — A(uSdt + 0SAW + (] — 1)SdN).

Choosing A = Vg, some terms cancel and we end up with

dm = (Vt + %UZSZVSS)dt + (V(JS,t) = V(S,t) — (] —1)SVs)dNg. (3.31)
Merton argued that the jump component of the asset price should not be priced in the
option. We used a similar argument in the derivation of the option price on dividend-
paying assets in Section 3.4. Then the expectation of the change of the portfolio is the
same as the profit from a riskless investment, E(d7r) = r7tdt. This argument is not com-
pletely convincing, but a common assumption when the risk cannot be fully hedged.
We also have E(dN) = Adt. Therefore, taking the expectation in (3.31) leads to

Vit 50%2Vss + A(V(S, 1)~ V(S,6) — (] ~1)SVs) = = r(V ~ Vs5).  (332)
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The concept of compound processes can be generalized, leading to Lévy processes. We
say that a stochastic process (Lt)¢>¢ is a Lévy process if Ly = 0, L¢ has independent and
stationary increments, and L; is stochastically continuous, i.e. foralle > Oand t > 0, it
holds that

lim P(|Lt—|—h — Lt‘ > 8) =0.
h—0

(We say that the increments are independent if for all ¢; < --- < t;, the increments
Ly, Ly, — Ly, ..., Ly, — Ly, | are independent.) Other definitions replace the stochastic
continuity by right continuity with left limits for the paths of L;. Wiener and Poisson
processes are special Lévy processes. In contrast, general Lévy processes may have
infinitely many jumps in each finite interval.

The price dynamics can be given by an exponential Lévy model, S; = Soexp(ut +
Lt). It can be shown that in the risk-neutral world, the price of a European option
V (S, T) is given by a partial-integro differential equation (called PIDE),

Vi + %0252%5 + 7SV — 1V + /IR (V(Se¥,t) =V (S,t) — S(e¥ —1)Vs(S,t))v(dy) =0,
(3.33)
where v is the Lévy measure (i.e. v(0) = 0and [ min{1, |y|*}v(dy) < o). This equation
is nonlocal, since the integral term needs the solution for all values. We refer to [8,
Chapter 12] for details on the derivation and numerical solution. We just remark that
in the Merton jump-diffusion model (3.32), we have v(R) < oco. In this case, we can
compute each of the three integrals in (3.33), which leads to a model like (3.32).

e Transaction costs. The Black-Scholes model is based on the assumption that hedg-
ing the portfolio does not involve any costs. In real markets, however, transaction costs
(or bid-ask spreads) need to be paid. Here, we present the approach of Leland [22]. He
assumes that rebalancing can happen only at discrete times with time step At. Hence,
the price dynamics is given by the discrete equation

AS = uSAt+ oSAW.

We suppose that the transaction cost is proportional to the trading volume, i.e., trading
c shares of an asset S costs ycS, where oy > 0 is the transaction cost rate.

Similarly as in Section 3.1, we derive the price V (S, t) of an option by hedging the
portfolio 7t = ¢S — V(S, t). The change of the (self-financing) portfolio equals

A =cAS— AV(S,t) —yS|Ac|,

where the additional term —yS|Ac| is the cost of trading |/Ac| assets. As usual, we
assume that the portfolio change cannot be better than a change of a riskless bond with
interest rate r, A7t = rrt/At. It remains to determine AV(S, t). For this, we use a discrete
It6 lemma:

1
AV(S, t) = (Vt + ]/lSVS + 50'252‘/55) At + O'SVSAW
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Combining these expressions, it follows that

r(cS —V)At =rnAt = Am = cAS — AV(S,t) — vS|Ac]
= c(uSAt+0SAW) — (Vt + uSVs + %0252V55> I\t
— 0SVsAW — 95| Ac].

Choosing ¢ = V5, the stochastic terms and the y-terms cancel:
1
r(SVs — V)At = — (V,f + Eazszvss) At — S| Ac|.

It remains to determine |Ac|. Since dc/9dS = Vsg, we may expand as

ac %

Ac = ﬁAS + 5, A+ O((AS)?) = Vgs AS + Vg At + O((AS)?)

= V55AS + O(At) = Vss(]/lSAt + O'SAW) + O(At)
= U’SVSSAW-FO(At).

Thus, |Ac| = 0S| Vss||AW| 4+ O(At). 1t is possible to show that E(|AW|) = v2At/ 7,
so we replace | Ac| by 0S| Vss|v/2/At/m and obtain

T’(SVS — V)At = — (Vt + %UZSZVSS) At — ’)’0’52|V55|\/g\/ At.

Note that we have neglected a term of order O(At), which is questionable. Thus, the
replacement of |Ac| can be seen as a further assumption. Division by At now leads to

1 V2y0
Vi + ~02S*V. S?|Vss| +rSVs —rV = 0.
i+ 3 ss-i-\/m |[Vss| +rSVs

Setting

~ 2\/5')/

7(Vss)> =% 1+ sign(V )

( SS) ( U\/m g ( SS)
this equation can be formulated as

1.
Vi + Ea(vss)zszvss +1SVs —1V = 0. (3.34)

Equation (3.34) is a nonlinear partial differential equation. The effective volatility
0 depends on the gamma I' = Vgg, which can be seen as a measure of the degree of
mishedging the portfolio. In the absence of transaction costs, the price of a European
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call option is convex with respect to S, so Vss > 0. We expect that this still holds true
for sufficiently small transaction costs. Then we can drop the modulus sign and obtain

Yo

V2t

Note that the limit At — 0 is not possible in this model. Moreover, as long as the option
price stays convex, it gives the linear Black-Scholes equation with an increased volatility.
For other options (for instance, barrier options), I' = Vss may change its sign, and we
need to solve the nonlinear equation.

We have seen that discrete hedging leads to an error in the replication (which we ig-
nored by approximating |/Ac|). Strictly speaking, this makes the no-arbitrage argument
invalid. An alternative approach to the no-arbitrage framework is to introduce prefer-
ences of the investors to evaluate the option price. In arbitrage pricing, the risk tolerance
of an investor is not relevant, since she/he is never exposed to any risk. Here, an in-
vestor follows a trading strategy that optimizes her/his preferences. Transaction costs
will influence the trading strategy and change the expected cost of the replication. The
preferences of an investor can be modeled by a utility function, and the investor aims
to maximize the utility. Based on this approach, Barles and Soner [2] derived equation
(3.34) with the following adjusted volatility:

72 =0%+

7(Vss)> = (1+ 8(€T(T_t)0252Vss)),

where a = y,/uN, u is the risk aversion factor, N is the number of options to be sold,
and g is the unique solution to

g g(z)+1 _
N I z#0, ¢(0)=0. (3.35)

The solution to this ordinary differential equation is illustrated in Figure 3.7. It is a
smooth variant of the sign function for negative arguments, but in contrast to the sign
function, g is unbounded for positive arguments.
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Figure 3.7: Solution to the differential 2
equation (3.35).

4 Binomial models

4.1 The Cox-Ross-Rubinstein model

Often, financial markets are modeled by simple time-discrete models, so-called bino-
mial or tree models or Cox-Ross-Rubinstein models. In this section, we review these
models and show their relation to the Black-Scholes formula. The financial market is
assumed to consist of the following products:
» Bond B;: At time t = 0, the bond has the value By = 1. Assuming that the riskfree
interest rate is r > 0 and that the return is continuous, its value at t = At is
Ba; = el Ot
» Stock Si: The value at time t = 0 equals Sy = S. Att = At, the market has exactly
two states: up or down, and we assume that S, = uS (up) with probability p > 0
and S; = dS (down) with probability 1 — p > 0, where u > d > 0.
» Call option C;: The call option has the strike K > 0 and expiration date t > 0.
We suppose as in Section 3.1 that the market is arbitrage-free, liquid, and frictionless.
Consider first one period of time. At time t = At, the value of the call option is
Cy = (uS — K)* (up) with probability p or C; = (dS — K)* (down) with probability
1 — p. We wish to determine its value at time t = 0.

Lemma 4.1. The value of the call option at time t = O in the one-period model equals
'Ot g

u—d -’
Proof. The proof is based on a replication strategy, similar as in the derivation of the
Black-Scholes equations. We introduce the portfolio

Co=e "2 (p*Cu+ (1—p*)Cy), where p* = (4.1)

T = ClBt + CzSt — Ct, t= 0, A\t
We assume that this portfolio has no value at time t = 0 and t = At:

0=c1Byg+c2S—Cy,
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0=c1e"™ +cuS—C, (up),

0=c1e"® +cdS—C; (down).
This is a linear system for the unknowns c; and ¢, with the solution

YT u—dyerd T (u—d)s
Then the option price at time t = 0 is

. . qu — dCu Cu — Cd
Co=cbBotaed= (u—d)erst u—d "’

and a reformulation gives the conclusion. O

Remark. (1) We claim that our assumptions on the financial market imply that d < ¢"® < u
and thus 0 < p* < 1. Indeed, a stock must earn a return at least as large as the interest

rate r in the up state and at most as low as 7 in the down state, dS < e"AS < uS.

(2) The option premium Cj can be interpreted — like in the Black-Scholes model - as the dis-
counted expectation value with respect to p*. Indeed, let X be a discrete stochastic pro-
cess such that X = X, with probability p* and X = X; with probability 1 — p*. Then

E,«(X) = p*Xu + (1 — p*) Xy, and (4.1) can be written as

Co=e"E, ((Sar —K)T).

This expression corresponds to the option price from Theorem 3.4. The risk-neutral mea-

sure is represented here just by the so-called risk-neutral probability p*. Because of

erAt —d u— erAt

Ep(Sat) = p*uS+ (1 —p*)dS = uS + ds = e'™™'s,

u—d u—d

the expected value of the asset equals the return of the bond. This is the viewpoint of a

risk-neutral investor who is indifferent between a risky asset and a riskless investment.

Next, we consider an n-period financial market with times t = 0, At, ..., n/At, where
n/At = T. In each period [t,t + At], the asset price changes by the factor u (up) with
probability p or d (down) with probability 1 — p; see Figure 4.1. Thus, after k up states

and n — k down states, the asset value becomes S := ukdn—kg.

Again, we wish to determine the call price at time t = 0. When n = 2, we have,

according to Lemma 4.1,
Co=e " (p*Cu+ (1—p*)Ca),
where C;, and C; are given by

Cu=e " (p"(SF—K) T+ (1-p")(ST-K)*),
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u"S
u2S ... <
p uS < u"=14s
1— p ds < ud”—ls
425 ... <
ars

Figure 4.1: Binomial tree with n periods.

Co= e 2 (p" (St = K)* + (1= p*)(S§ = K)).
This gives
Co= e 22 ((p (= K) +2p" (1= p)(ST = K) " + (1= pA(SF = K)F).

We can guess the option price for the n-period model:

Co=e e 3 () 07—y hesi - K @2)

This formula can be written in different ways as shown in the following proposition.

Proposition 4.2 (Call option price). The call price of the n-period financial market at time
t = 0 equals
Co=e¢"TEx((S" - K1), (4.3)

where
n

n * *\N—
(0 = 1 () 0750 -
=0

is the expected value of a discrete stochastic process (Xy )<<y Furthermore, it holds that

Co = S®(m,p') — Ke "Td(m, p*), (4.4)
where p' = p*ue™">t, p* = ("™ —d)/(u —d), and

sl AW n—k
o(mp) =), (,)r1-p)

k=m
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with m = min{0 < k < n : S} — K > 0} is the binomial cumulative distribution function.

Equation (4.3) is the discounted expectation value of the payoff with respect to the
risk-neutral probability p*. Formula (4.4) is a discrete version of the Black-Scholes for-
mula (3.8) for t = 0. We observe that ®(m, p) is the probability that the binomial process
X, with parameter p has values larger or equal m:

d(m,p) = P(X, > m).
Proof. We only need to show (4.4) since (4.3) follows immediately from (4.2). Using the
definition S} = ukd"=ks, (4.2) becomes
INE &L k k, k gn—k INE WL k n—k
—rn * *\N— n— —rn * *\N—
Co=e® 12 () -y is et 1 ()t - i
=m k=m
-5 i (Tl) (p*ue—rAt)k((l . p*)de—rﬁt)”—k . KefrT i (1’1) (p*)k(l - p*)nfk.
k=m k k=m k

The definition of p* implies that p*u + (1 — p*)d = e or e 7?1 — p*)d = 1 —
p*ue " and thus 1 — p’ = 1 — p*ue "> = (1 — p*)de~">!. We deduce that

= (n k —k T v (1 w\k *\n—k
Co=5 3. () wu-prt ke L () orta-
=m k=m
and taking into account the definition of ®, we conclude the proof. O

4.2 Relation with the Black-Scholes formula

By the central limit theorem, we expect that the binomial distribution on {0,...,n} con-
verges in some sense to the standard normal distribution as n — co. Hence, we may
conjecture that the option price of the discrete model “converges” to the price computed
from the Black-Scholes formula. Before we make this statement precise, we recall the
central limit theorem.

Theorem 4.3 (Central limit theorem). Let Y, be a binomial random variable with param-
eter pon {0,...,n}. Then

lim P(M < x) = P(x) := L /x e /247
e \y/np(l—p) ~ V21 ) '
Recall that a binomial random variable Y with parameters n € N and p € [0,1] is
defined via P(Y = k) = (})p*(1 — p)"*.
We claim that the option price (4.4) converges to the Black-Scholes price (3.8) for a
certain choice of u and d.
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Theorem 4.4. Let u = exp(0\/At) and d = exp(—o+/At) and let Cy be the option price
(4.4). Then

lim Cy = S®(d Ke "Td(dy),
A, Co = 52(d) = Ke T @(dy)

where the limit At — 0 means that also n — co such that n/At = T is constant, and d; ;,
are defined in (3.10).

Proof. Since
Co = SP(X,y > m) — Ke "TP(Xp+ > m),

it is sufficient to show that P(X,, > m) — ®(d;) and P(Xp+ > m) — ®(dz) as At — 0.
We prove only the latter relation as the proof of the former one is similar.
First, we make a Taylor expansion for p* with respect to At:

erAt_e—a\/N
P= e?VAE — =0V Al
B (1+rAt) — (1 — o /Dt 4+ d?At/2) + O(|At3/?)

(14 o/ At + 02At/2) — (1 — o/ Dt + 02At/2) + O(| At]3/2)
0+ (r—02/2)/At+O(At)

20+ O(AH) as At — 0.
This shows that
lim 1 lim 2p 1 r—az/z
Ataop 2" Ats0 A o )
We infer that
2
u .
Jimyr 0 =p) () = fim, 1 p)@r /A
lim 4 2T = 02T 4.
~Amp o= 4
lim n<p In +lnd> = 11m —(p 20/ At — 7/ AY)
At—0 d
) T o2
= Ahtrilo —= (2p* —1)o = (r— 7) T. (4.6)

We need to normalize X, in order to apply the central limit theorem:

P(Xpe >m) =1—P(Xp <m)=1-P ( *_”P 4.7)

m — np* )
V@) - p)
By definition of m (see the proof of Proposition 4.2), S}, — K = Su™d"~"™ — K > 0 which
is equivalent to In(u"d"~"S) > InK or mInu + (n —m)Ind > —In(S/K). We solve
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this inequality for m:
In(S/K) +nlnd
>
"= In(u/d)

Again by definition of m, there exists a number 7y € [0,1) such that

_ In(S/K) +nlind
In(u/d)

Hence, taking into account the limits (4.5), (4.6), and In(u/d) = 20/At — 0as At — 0,
we obtain

m—np* —In(S/K) —nlnd —np*In(u/d) + yIn(u/d)
np*(1—p*) In(u/d)\/np*(1 = p*)
_ oy _ 2
— ln(S/K)U\/(Tr /)T as At — 0.

We perform the limit At — 0 or, equivalently, n — oo in (4.7) to infer from the central
limit theorem that

lim P(X,+ > =1-
A, P (X 2 m)

(— ln(S/K)U—\/(Tr - UZ/Z)T)'

Finally, because of 1 — ®(—x) = ®(x), we deduce that

, In(S/K) + (r —0?/2)T
c>m) = _
AI}E}OP(XP > m) ®< /T d(dy),
concluding the proof. O

4.3 Binomial method

The Cox-Ross-Rubinstein model allows us to design a numerical algorithm to determine
the option price. The advantage of the algorithm, compared to the explicit formula (4.4)
is that we may consider exotic options for which no explicit formula is available.

As in the previous subsections, we divide the time interval [0, T] into n equal subin-
tervals of length At = T/n. Our assumptions on the financial market are similar to
those in Section 4.1:

» The asset price S;;1 at time t;;1 = (i + 1)At can take only two values: either
Sit1 = uS; (up state) with probability p > 0 or S;1; = dS; (down state) with
probability 1 — p > 0.

» The expected return after time At is the same as for a riskless bond. This means
that we set y = r in (2.6) of the geometric Brownian motion:

E(Sii1) = Sie’™, Var(Sisq) = S2e¥ 0 (o7 A _ 1), (4.8)
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» The expected value of the time-continuous option price V; is the same as for the
riskless bond, E(V;1;) = Vie'™.

Furthermore, we suppose that the market is arbitrage-free, liquid, and frictionless. The
model includes three parameters: p, u, and d, which need to be determined. The idea is
to equate the expectation and variance of S; from (4.8) with

E(Sit1) =p-uS;+ (1 —p)-ds;
Var(S;) = B(S%,1) — E(Siy1)? = p(uS) + (1 — p)(dS;)? — (puS; + (1 — p)dS;)*.

This yields

Sie"™ = E(Siy1) = puSi + (1 - p)ds;, (4.9)
S2eX M (7D — 1) = Var(S;41) = p(uS;)> + (1 — p)(dS:)? — (puSi + (1 — p)ds;)”.

Inserting the first equation into the second one and dividing by S? gives
leAt(eazAt —1) = pu2 +(1- p)d2 _ 2t
We add e?"® to find that
2D — 2 4 (1 — p)d?, (4.10)

Equations (4.9) (after division by S;) and (4.10) are two equations for the three pa-
rameters p, u, and d. We need a third equation to determine these parameters uniquely.
Since we obtain the same asset price when it increases once and decreases once, S; =
d(uS;) = u(dS;), it is reasonable to assume that

ud = 1. (4.11)

The nonlinear system (4.9)-(4.11) can be solved explicitly:

u=s+vs?—1, d=s—+s>-1, p=

where

g = l(e—rAt + e(r—Hﬂ)At).

2
Remark. We discuss the binomial method.

(1) There are many possible choices for the third equation. For instance, we may set p = 1/2
or equate the third moments E(S?).
(2) Observe that the value for p corresponds to the riskneutral value p*; see (4.1).
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3) We have argued in Section 4.1 that d < ¢"2! < u. These inequalities are satisfied since
g q

s—V2—1<e® <s4+/s2—1

is equivalent to |e"* —s| < v/s2 — 1 or

1

E(e—rAt + erAt) <s=
and this inequality is satisfied (since ¢ > 0).

(4) Often, an approximated binomial method is used in the literature:

(e—rAt + e(r+02)At)

7

N[ =

erAt —d
u=eVA, d=e VA p— .
u—d
This choice follows from an expansion of u = s + v/s2 — 1 = e?VAL 4 O(|At?/2) as At —
0. However, the inequalities d < "B <y are only satisfied if At < (0/ r)z, which means
that the time step cannot be chosen arbitrarily large.

We are now able to formulate the algorithm: Let Sy the asset price at time t = 0 and
set S;; = wd'=7S,, which is the asset price after j up states and i — j down states (this
requires that i > j). The set {Sﬁ :i=0,...,n,j=0,...,i} contains all possible asset
prices at time t; = i/AAt.

» Initialization of the binomial tree: S;,;, = wdr=is, for j=0,...,n
» Computation of the final option price:
[ Su—-K)*t il

For the third step, we need a recursion formula for the option values Vj;. The first
equation (4.9) of the nonlinear system can be written as

S]'iemt = puSji + (1-— P)dsji = pSjt1,iv1 + (1- P)Sj,i+1-

Recall that we have assumed that the expected value of V. equals Vie"®!. Thus, sup-
posing that the evolution of the option price follows the up and down states as for the
asset price, we may propose

Vie ™ = pVisgi 4+ (1= p) Vi1
» Backward iteration: Compute in case of European options
Vii = eirAt(pVHl,iJrl + (1 =p)Vjit),
and in case of American options
Zjj = ¢ " (pVigriea + (1= p)Vita),

V. — max{(S; —K)*,Z;}  : call,
B max{(K—Sj;)%,Z;}  : put.

Then V{y is an approximation of V(Sp,0).
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Observe that, technically, we have evaluated a Bermudean option, which is an option
that can only be exercised at certain specified dates. For an increasing number of time
steps, we approach the American option price.

Figure 4.2 shows the values of a European put option computed by the binomial
method using n = 5 and n = 50 time steps. For comparison, the prices computed from
the Black-Scholes formula are also plotted. We see that in case n = 5, the prices differ
from the Black-Scholes values at the money, while the prices with n = 50 cannot be
distinguished from the Black-Scholes values in the figure.

50

Figure 4.2: Comparison of the put
price computed from the Black-Scholes
formula (solid line) and the binomial
method with n = 5 (marker *) and n = 50
(marker o). The parameters are K = 100, 0

50 100 150
r=01,0c=04,and T = 1. S

Remark. In case of dividend payments, we need to modify the previous algorithm. When the
divident payment occurs continuously with rate § > 0, we just replace r in the expression
for pby r —4:

r=0)At _ g

(
u=s-+1vs2—-1, d=s—+s2-1, p:e

u—d '’

A more realistic case is modeled when the dividend payment is discrete, for instance at time
tp. Then we may use the same values for p, u, and d as for the no-dividend case, but at time
tp, the asset value jumps by the dividend payment D, and we replace S;p by S;p — D.
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5 Monte-Carlo method

The fair price of exotic options generally can only be determined by means of numer-
ical methods. Often, we need to solve stochastic differential equations or to integrate
high-dimensional integrals. In this section, we detail the Monte-Carlo method for the
solution of such situations.

The key steps of a Monte-Carlo simulation (for a call option) are as follows:

(k)

» Simulation of the asset values: Compute m paths S,”’, k =1, ..., m, of the stochas-
tic process (S¢)s>0 solving the stochastic differential equation

dS; = rSidt +0SidW;, 0<t<T. (51)

» Calculation of the payoff function: Compute, for each pathk = 1,...,m, VT(k) =
(7 =K.
» Estimator for the expectation: The expected value of V1 may be approximated by

E(Vr) = % Z VT(k), where V7 = (Viﬁl),.--,VT(m))-
k=1

» Calculation of the option price: An approximation of the option price is given by
‘70 = e_’TE(VT).
The last three steps are easy to compute. The third step is based on the law of large
numbers according to which the arithmetic average of uniformly distributed and inde-
pendent random variables converges almost surely to the expected value. The challenge
is the first step, which consists of two tasks:

» the simulation of m independent realizations of a Wiener process Wt(k) and
» the approximate solution of (5.1) associated to the corresponding path of the Wie-
ner process.

A simple approximation of the stochastic differential equation (5.1) is
ASt = TStAt + O'StAWt, (52)

where AS; = Sy pr — St and AW = Wi ar — Wi, We expect that this approximation
is only of low order, and one may ask for better discretizations (which are discussed
below). We need to determine realizations of AW;, which are N (0, At)-distributed. For
instance, we may compute realizations of an N(0, 1)-distributed random variable Z and
then define AW; = Z\/At. In Figure 5.1, we illustrate 20 trajectories of S; obtained from
(5.2).

In the following sections, we explain how normally distributed random variables
can be computed and how (5.1) can be approximated up to a certain order.
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NN WA~ O OO N

Figure 5.1: Trajectories of S; with r = 0.01,
0c=0.3,5 =1,and At = 0.01.

5.1 Pseudo random numbers

All realizations of random numbers with computer algorithms do not give real random
numbers, since the algorithms are deterministic. Therefore, we call them pseudo random
numbers. It is possible to produce true random numbers from physical processes with
statistically random noise signals, like thermal noise, atmospheric noise, or quantum
phenomena, but we are discussing only pseudo random numbers.

The idea is to produce uniformly distributed (pseudo) random numbers, and then
to transform them into random numbers that are distributed according to the desired
density function. We recall that the random variable X is uniformly distributed on [0, 1],
written as X ~ U[0, 1], if X possesses the density f(x) =1 for x € [0,1], i.e.

b
P(agxgb)z/ Fx)dx=b—a for0<a<b<1.
a

We say that a sequence of random numbers is F-distributed if the numbers are indepen-
dent realizations of random variables with cumulative distribution function F, where
F(x) = [*_ f(z)dz. Clearly, pseudo random numbers are never independent since
they are calculated from a deterministic algorithm, but we are satisfied with random
numbers that satisfy the statistical properties approximately. In the following, we detail
some selected random number generators.

e Uniformly distributed random numbers. The oldest random number generators
are based on linear congruence: Let X € {0,...,m — 1} with m € IN be given; compute

X1 = (aX;+b)modm, i€N,

where a, b € {0,...,m —1}. The operation “a mod m” computes the remainder of the
division a/m. in the mathematical software MATLAB, the numbers a = 7° = 16807,
b =0, and m = 23! — 1 are chosen. The numbers X; repeat after some iterations, but the
period is maximal, p = 23! — 1 ~ 2 - 10°. This algorithm is called mcg16807 (mcg stands
for “multiplicative congruential generator”).
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An extremely large period is obtained in the so-called Mersenne-Twister algorithm,
developed by Makoto Matsumoto and Takuji Nishimura in 1997 [25], namely p =
219937 _ 1 ~ 4.10%09 (this number is a Mersenne prime number). The algorithm is
as follows: Let Xj, ..., X;, with n = 624 be given; compute fori > n,

h=Xi_p, — (Xi_, mod 231) + (X;_, 41 mod 23%),
Zi=Zi_ 27 ® |h/2] ® ((h mod 2) - 9908BODF,e, ),
a=27®|X;/2",

b=a® ((a-27) NID2C5680ey),

¢ =b® ((b-2") AEFC60000hey),

X;=c® |c/218],

where @ is the bitwise XOR operation, A the AND operation, |x| = max{m € N : m <
x} is the floor function (e.g. [2.7] = 2 and | —2.4| = —3), and the index “hex” means
that the corresponding number is a hexidecimal number. This algorithm is implemented
in MATLARB as the function mt19937ar.

e Normally distributed random numbers. Normally distributed random numbers
can be computed from uniformly distributed numbers. We discuss two methods:

» inversion of the distribution function,
» transformation of random numbers.

For the first technique, let X ~ U[0, 1] be a uniformly distributed random variable and F
be a continuous, strictly monotone function. We claim that the random variable F~1(X)
is F-distributed. Indeed, the assumptions guarantee that the inverse F~! exists. Since X
is uniformly distributed, we have P(X < x) = x for x € [0, 1]. Consequently,

P(F1(X) <x) = P(X < F(x)) = F(x),

showing the claim. This result is applicable to the standard normal cumulative distribu-
tion function ®(x) = (2rr)~1/2 [*_ e v/ 2dy, but @~ ! is not explicit. We need to invert
®(x) = y numerically, using for instance the Newton method. Unfortunately, this prob-
lem is ill-conditioned around y = 1, meaning that small changes in y yield large changes
in x. Therefore, one may replace ®~! by a rational function R and set x = R(y). We
refer to [16, Section 5.2.2] and [33, Appendix D2] for further details.

The second technique is based on the following result.

Lemma 5.1. Let X be a random variable with density function f on the set O = {x € R" :
f(x) > 0}. The mapping g : Q — g(Q) is assumed to be invertible with continuously
differentiable inverse ¢=' : ¢(Q) — Q (this is called a diffeomorphism). Then the random
variable Y = g(X) has the density function
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Proof. We give only a motivation of the result; a full proof can be found in [12, Theorem
4.2]. By a change of variables, for any set w C R”,

-1
g™ 00| det 5~y

P(s(X) €w) =PX e g w@) = [ fo)az= [

w

which shows the claim. |

This transformation is not useful in one dimension but surprisingly in two dimen-
sions. Indeed, we have f(x) = 1 (uniform distribution) and we are looking for a func-
tion g such that y = g(x) and the transformed density function is the one-dimensional
standard normal distribution:

dg~1 ‘ B e V2
dy V2

This differential equation for ¢! has no explicit solution. However, in two dimensions,
we choose the transformation y = g(x) with

g(x) = <\/%Z?§((§Z§;)> , x=(x,x)" €[0,1)%

Its inverse is explicit,

)T

7

g—l(y) — ( exp(—\y\z/Z)

arctan(yz/yl)/(Zn)) o Y=y

and the determinant becomes, for x = ¢~ !(y),

—y1X1 —Y2X1 x, e P2
=|det| 1 -w/¥ 1 Un = ,

M3/ 2143 /s 27 27

-1

dg
det dy

which is the two-dimensional standard normal density function of two independent
one-dimensional random variables. We infer that if X ~ U]0,1] then g(X) ~ N(0,I),
where [ is the unit matrix. This gives the algorithm of Box-Muller:

» Generate X1, Xp ~ U[0, 1].

» Compute Y; = /—2In X; cos(27tX3) and Y, = /—2In X; sin(27tX;)

Then Y7 and Y; are standard normally distributed.

The Box-Muller algorithm needs three function calls (sqrt, In, and cos/sin) to gener-
ate two random numbers. This effort can be reduced by the polar rejection algorithm
that only needs two function calls (sqrt, In). However, it produces random numbers
which need to be rejected if they are not in the domain of definition.
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More efficient is the Ziggurat algorithm which does not need sqrt or In as function
calls, but uses only multiplications. As in the polar rejection algorithm, the algorithm
produces random numbers which possibly have to be rejected. The name originates
from covering the distribution function with stacked rectangular segments. This algo-
rithm is much faster than the Box-Muller or polar rejection method. As the Ziggurat
algorithm is more complex to implement, it is best used when many random numbers
have to be computed.

e Correlated normally distributed random numbers. When we simulate a multidi-
mensional Brownian motion, we often need correlated random variables. They can be
generated from standard normally distributed random variables.

Proposition 5.2. Let X = (Xy,...,X,) " be a vector of (independent) standard normally
distributed random variables X; with density function f(x) = (270)~"/2e=1x1*/2 Fyrther-
more, let y € R" and ¥ € R"™" be a symmetric positive definite matrix with the Cholesky
decomposition ¥ = LL" with a lower triangular matrix L. Then Y = u + LX is N(u,Z)-
distributed.

Proof. 1t is sufficient to show that Z = LX is N(0,X)-distributed. This follows with
z = Lx and dz = | det L|dx from

(27r)n/2 2
1 zT (LLT)™ !z

_ 1 oo [ 222N 4,
~ 2o)r/2detL| O F 2

1 zTx- 1z p
2n) 2 (detz) 12 P\ T T )=

Thus, Y = pu + Z is N(p, X)-distributed. O

This yields the following algorithm:

» Determine the Cholesky decomposition ¥ = LL".

» Compute independent X; ~ N(0,1) fori =1,...,nand set X = (Xy,..., Xy).
» ComputeY = pu+LX ~ N(u,L).
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Example 5.3. We wish to determine a two-dimensional N (0, X)-distributed random

variable (Y1,Y>), where
s 0% poi0oy
poyoy 03 )7

We say that (Y7, Y2) is correlated with correlation coefficient p € [—1, 1]. Recall that if
p = 0, the random variables Y; and Y; are uncorrelated; p < 0 means that the random
variables are negatively correlated, and if p > 0, they are positively correlated.

The ansatz
a 0
t=( o)

02 poron\  (a O\ (a b\ _ [(a*> ab
pooy 02 ) \b ¢)\0 ¢/ \ab B*+c?)’

and by equating coefficients, a> = 02, ab = po103, b* + ¢* = 73. Solving for a, b, and
c gives

leads to

[ — ( 01 0 )
P02 024/ 1-— p2 )
Consequently, if Z; and Z; are independent and N (0, 1)-distributed then

Gg) -t <Z) N (Uz(le +Ul\i—79222)>

is N(0, X)-distributed.

5.2 Euler-Maruyama method

We wish to approximate stochastic differential equations of the form

dX; = El(Xt, t)dt + b(Xt, t)de, 0<t<T. (5.3)
We are looking for approximations Y; of X;,, where t; = ih, h = T /n > 01is the (uniform)
time step, and n € IN. Non-uniform time steps may also be considered, but we restrict

ourselves to uniform ones to simplify the presentation. The stochastic process (X¢):>0
is an Itd process, and we can write, according to Definition 2.11,

tiv1 tit
X, :X0+/0 a(xs,s)ds+/0 b(X, s)dWs,

£ ti
X;, = Xo + / a(Xs,s)ds + / b(Xs,5)dWs.
0 0



5.2 Euler-Maruyama method 73

Subtracting both equations gives
tita tiv1
X, = Xy, + /t a(Xs, s)ds + /t b(Xs, 5)dWs.

Depending on the approximation of the integrals, we obtain different methods. When
we take a and b constant over [t;, t; 1), we can compute the stochastic integral, giving

tiv1
AW; = / AW, = Wi, — Wi,
ti
and this expression is N (0, h)-distributed. This leads to the Euler-Maruyama method:

Definition 5.4 (Euler-Maruyama scheme).
Yii1 = Yi—l—ll(YZ‘,tZ‘)]’l—l—b(Yi,ti)AW, 1=0,...,n—1, (5.4)
where AW = /hZ and Z. is standard normally distributed.

This method corresponds to the explicit Euler method for ordinary differential equa-
tions. Note that we employ the same realizations of the Wiener process W; in (5.3) and
(5.4).

Example. The Euler-Maruyama scheme for the asset price dynamics (5.1) reads as

s =s®1+m+oaw®), i=0,....n-1,k=1,...,m,
where AWK = Zv/h, Zis N (0,1)-distributed, and k is the index of the Monte-Carlo
simulation. The put option price is approximated by

11 & k
sze rTakzzl(K—Sr(l))Jr

The exact solution P* is given by the Black-Scholes formula (3.8). Figure 5.2 shows
the relative error |P,, — P*|/P* versus the number of simulations m using the param-
eters K =100, =0.03,0 =03, T =1, Sy = 70, and h = 0.02. We observe that the
error decays rather slowly. This behavior will be discussed in more detail in Section
5.6.

Let us introduce the piecewise constant function Xf = Y fort € (t;tiq], i =
0,...,n — 1. We are interested in the quality of the approximation X/, i.e. in the er-
ror | X' — X;|. This error is different for each realization of the Wiener process, so it is
reasonable to average it. We define:



74 5 MONTE-CARLO METHOD

o
o

o
-y
(&)

Figure 5.2: Relative error of the put option
price versus number of the Monte-Carlo
simulations, computed from the Euler-
Maruyama scheme.
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Definition 5.5 (Strong convergence). Let X; be a solution to (5.3) (i.e. an Itd process)
and let X} be an approximation of X;. We say that X" converges strongly to Xt with order
m > 0 at time T if there exists C > 0 such that for all (sufficiently small) h > 0,

E| X% — X7| < Ch™
Furthermore, X% is called strongly convergent fo Xt if lim;, o E| X% — Xr| = 0.
Remark. We discuss how the expectation of \X’% — Xr| is determined in practice. If Xy, ..., X

are independent samples of a random variable X with the same expectation and variance,
we may use the estimator

1 m

It has the property of being unbiased and with converging variance, i.e.

1 & 1 &
= %ZE %ZE(X) = E(X),
i=1 i=1
1 & 1
Var(ey,) = = ZVar %Var(X) — 0 asm — .

i=

Now, determine m realizations Wt(l), s, Wt(m) of a Wiener process, let Xt(k) fork=1,...,mbe

solutions to (5.3), and let X?’(k) fork =1,...,mbe defined by (5.4). Then we can approximate
the error E| Xt — X%| by

. 1 & ok h,(k
e = Y Ixp) - xpY)
k=1

The convergence rate of the explicit Euler method is one. As the difference W;,,, —
W, has standard deviation #!/2, we cannot expect the same convergence order for the
Euler-Maruyama method. The following theorem shows that the order is only 1/2; see
[20, Theorem 10.2.2].

Theorem 5.6 (Strong convergence rate of Euler-Maruyama). Let X; be a solution to
(5.3) and let X,’f be given by the Euler-Maruyama scheme (5.4). Furthermore, assume that
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there exists C > 0 independent of h such that forall X, Y € Rand t € [0, T),
EX} < oo, (BIXo—X[[2)'"* < cn”?,

|a(X, )| + [b(X, )| < C(1+ [X]),

la(X,t) —a(Y,t)| + |b(X,t) = b(Y,t)| < C|X-Y]|,

la(X,t) —a(X,s)| + |b(X,t) —b(X,s)| < C(1+|X|)|t —s|'/2.

Then, for another constant C > 0 which does not depend on h, such that for all t € [0, T],

E|X; — X} < Ch'/2.

Proof. We show first that EX? is bounded uniformly in ¢t € [0, T]. Equation (5.3) is
written as

t t
X :X0+/ a(XS,s)ds+/ b(Xs,s)dWL.
0 0

Taking the square, using the elementary inequality (a + b + ¢)? < 3(a? + b? + ¢?), taking
the expectation value, and applying the Cauchy-Schwarz inequality and the Itd isome-

try (Theorem 2.10), we obtain
t
+ SE(/ b(XS,s)dWS)
0

t t
< 3EX5+CE/ a(Xs,s)st-i—CE/ b(Xs, s)2ds.
0 0

2 2

t
EX? < 3EX3+3E( / a(Xs,s)ds)
0

Since a and b grow at most linearly with X, by assumption, it follows that
EX? < CEX3 + CE /Ot (1+X2)ds < C(Xo,T) + /Ot EX2ds.
By Gronwall’s lemma, we find that
EX? < C(Xo,T) forall0<t<T. (5.5)
In the following, we proceed by iteration. Assume that, for some i = 0,...,n —1,

E|X;, — XZ > < Ch. If i = 0, this estimate holds by assumption. Next, for t € (t;,t; 1],
we take the difference of

t t
X, :th.+/ a(Xs,s)ds-i—/ b(Xs, s)dWs,
ti ti

t t
X = Yi+/t a(Yi,ti)ds-l—/t b(Y;, t;)dWs
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to obtain similarly as above
¢ 2
E|X; — XJ'|> < 3E|X;, — Y;|* + 3E(/ a(Xs,s) — a(Y;, t;) ‘ds)
£

¢ 2
+3E</ ’b(Xs;S) - b(Yllt1)|dWS)
ti
t
< 3E|X,, — i + CE [ [a(X,,s) - (¥, t) s
ti
t
+CE/ |b(Xs,s) — b(Y;, ti)|2ds~
ti

By the local Lipschitz continuity of 4, we have

‘a(XS,s) —a(Y;, ti)‘ < ‘a(XS,s) — a(XS,tl-)‘ + ‘a(XS, t;) —a(Y;, ti)|
< C(14 |X|)hY?2 4+ C|Xs — Y],

and a similar estimate holds for b. Therefore, using the induction hypothesis and (5.5),
t t
E|X; — X2 < 3E|X, — Yi[2 + ChE/ (14 X2)ds + CE/ X, — Yi|2ds
t t
t t t
< Ch+Ch/ ds+Ch/ E(st)derCE/ X, — Yi|2ds
ti ti ti

t
< Ch+C/ E|Xs — X" |?ds.
ti

Gronwall’s lemma implies that E|X; — X/'|2 < C(Xo, T)h. Finally, we use the Cauchy-
Schwarz inequality to conclude that E|X; — X/'| < (E|X; — X'|*)1/2 < Ch!/2. O

Instead of estimating the expectation of the difference | X1 — X%|, we may also con-
sider the difference of the expectations, |[EXT — EX%E| This leads to the concept of weak
convergence.

Definition 5.7 (Weak convergence). Let X; be a solution to (5.3) (i.e. an It6 process), let
X be an approximation of X;, and let g : R — R be a continuous function. We say that X"
converges weakly to Xt with order m > 0 with respect to g at time T > 0 if there exists a
constant C > 0 such that for all (sufficiently small) h > 0,

|E(g(X1)) — E(g(X}))| < Ch™ (5.6)

If g(x) = x, we simply say that X! converges weakly to Xt with order m.
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In this definition, we are not interested in the pathwise convergence, so we may use
different paths for each time step i — i + 1 in the Monte-Carlo algorithm. The weak
convergence concept is interesting for European options which are path-independent.
Strong convergence is needed if the whole path plays a role, for instance, for path-
dependent derivatives like Asian options.

Remark. (1) In the literature, sometimes the weak convergence is defined differently: X"
converges weakly if (5.6) holds for all smooth functions g with bounded derivatives.
(2) The weak convergence rate is always at least as large as the strong convergence rate. In-

deed, let X" be strongly convergent to X with order m and let g € C!(IR) be such that
¢’ < K. Then, by the mean-value theorem,

[E(g(X)) —E(3(X}))| < E|g(Xr) — g(X7)| < KE|Xr — X}| < KCh",
where K depends on ¢/, proving the claim.

While the strong convergence rate of the Euler-Marumyama scheme is only 1/2, the
weak convergence rate is one; see [20, Theorem 14.1.5].

Theorem 5.8 (Weak convergence rate for Euler-Maruyama). Let X; be a solution to
(5.3) and let Xf be given by the Euler-Maruyama scheme (5.4). Furthermore, assume that a
and b are smooth functions (at least C*) with bounded derivatives and g is another smooth
function. Then there exists a constant C > 0 which does not depend on h such that for h > 0,

|[E(2(Xr)) — E(g(X}))| < Ch.

Proof. The proof is based on the Faynman-Kac formula and It6’s lemma; see Theorems
3.5 and 2.12. Since it is rather technical, we present only some ideas. For a full proof, we
refer to [23, Theorem 8.45].

Let ¢ = E(g(Xr)) — E(g(X")). We need to prove that |¢| < Ch for some constant
C > 0. By the Feynman-Kac formula, u(x,t) = E(g(X:)) solves dsu — 2b(x, t)%1xy —
a(x,t)uy = 0 with u(x,0) = ¢(x) and dX; = a(Xy, t)dt +b(Xs, £)dW;, Xo = x. In
particular, u(Xy, T) = E(g(Xt)). We consider another stochastic process,

adzy = a(Zt*,t*)dt + b(Zt*/t*)th/ Zo = X,

and t* = t;if t € [t;, ;1) (ie., t* is a function of t). Since the drift and diffusion are
constant on the intervals [, t;1), the process Z; interpolates the numerical method,
which means that Z;, = X[. In particular, u(Zr,0) = E(g(Z1)) = E(g(X})). 1td’s
formula gives

T
e=u(Xo,T) — u(Zr,0) = u(Zo, T) — u(Zr,0) = —E/O du(Z, T —1t),
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where
du(Z;, T—t) = ( — 0 + auy + %bzuxx) (Zy, T — t)dt + buy(Z;, T — t)dW;.

This expression is inserted in the expression for ¢, taking into account that the expecta-
tion of the stochastic term vanishes:

T 1
g = —E/ ( — JsU + auy, + Ebzuxx) (Zy, T — t)dt.
0

The goal now is to show that

T ,t
e = / / EQ(Zs,s)dsdt, t€ [t ti1),
0o Jy

for some process Q, where EQ(Z;, s) is bounded on (0, T'). Since |t — t;| < h, this implies
that |e| < C|t —t;| < Ch. O

5.3 Miilstein method

The strong convergence rate of the Euler-Maruyama method is only 1/2. This motivates
the derivation of numerical schemes that are of higher order. To this end, we consider
an It6 process (X;)s>o solving dX; = a(X;)dt + b(X;)dW; and choose a smooth function
g : R — R. We proceed as in [33, Section 3.2].

Lett € (t;,t;i11]. Then, by It6’s lemma,

g(Xp) = g(Xy,) +/( Xs)g' (Xs) + = b(Xs)zg”(Xs)der/ (Xs)g' (Xs)dWs.

The choice ¢ = a and g = b gives, respectively,

a(X) = a(X) +/ ( (X0)a' (X) + 2b(X:)%a"(X,) )ds+/ (Xe)a' (Xo)dW,,
b(X:) :b(Xti)+/ti <a(x5)b'(x5)+%b(x5)2b"(x5))ds+A b(X,)b' (X )dWs.
Replacing a(X;) and b(X;) in
X; :Xti+/t:a(Xs)ds+/t;b(Xs)dWS

by these expressions, it follows that

X; = Xt+/( (X)) +/ <aa + L ”)(XT dT+/ (ba') XT)dWT>d
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+ /t .t (b(xti)+ /t .S <ab’+%b2b”) (Xo)dt + /t .s(bb’)(XT)dWT)dWS
= Xy, +a(Xy,) (t — t;) +b(Xy,) (Wr — Wy,) + R, (5.7)

where the remainder R equals

R = /t: (/: (aa’ + %b%ﬂ’) (X )dt + /:(ba’)(XT)dWT) ds
+/t; (/ts (ab’+%b2b”) (XT)dT—i-/tis(bb/)(XT)dWT)dWs.

If we neglect R, we obtain the Euler-Maruyama method. We can derive a more precise
scheme by approximating

t s
R= b(Xti)b’(Xti)/ / AW AW, + O(i%/?),
t; Jt;

since the other terms are of order O(h?) (double deterministic integral) and O(h3/?)
(double deterministic-stochastic integrals). The error made is expected to be of order
O(h), as dW; is of “order” O(h'/?). We have approximated (bb’)(X+) by (bb’)(X,) since
the double stochastic integral can be computed explicitly:

t s t t
/ / AW AW, = / (W — W, )dW, = / WedW, — Wi, (W; — W)
t; Jt ti £

To determine the remaining stochastic integral, we apply It6’s formula (Theorem 2.12)
to f(x) =x?>anda =0,b = 1:

AWE = df (W) = <fx(Wt)a - %fxx(wt)bz) dt + fo (W) bdW; = dt + 2WidW,,

t t t
/dwszz/ ds+2/ WedW;.
t t t

t—t;
2 7

or in integral form,

This gives

: 1
/t‘ WodW, = (W2 — W2)

and we infer that o )
/f /t AWAW, = = ((Wy = Wi, 2 = (¢ — 1), (5.8)

This leads to the Milstein method.
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Definition 5.9 (Milstein scheme).

Yigr =Y +a(Y;, ti)h+b(Y;, t)) AW + %b(Yi/ ti)%(yi/ t) ((AW)? —h), (5.9)

wherei =0,...,n—1, AW = VhZ, and Z is standard normally distributed.

Example. Compared to the Euler-Maruyama scheme, the Milstein scheme just con-
tains an additional term. The scheme becomes for the asset price dynamics (5.1):

1
s¥) = s (1 +rh+ AW £ S0P (AW)? h)>,

wherei =0,...,n—1,k =1,...,m. We show in Figure 5.3 the relative errors of the
Monte-Carlo put price computed from the Euler-Maruyama and Milstein schemes.
For a small number of simulations, the solution from the Milstein scheme does not
show a significant improvement; this becomes more apparent for large simulation
numbers, here for m > 80,000. By the way: Both curves are not just shifted; their
difference is of the order of 10~* which is too small to be visible.

4 x107
— 3 r i
o
;02_,) 2 W
o
51,_2 Milstein
1h
Figure 5.3: Relative errors of the put op-
tion price versus number of the Monte-
Carlo simulations, computed from the 0 8 8:5 9 915 10
Euler-Maruyama and Milstein schemes. Number of simulations x10%

The Milstein method is weakly and strongly convergent with order m = 1. When
the diffusion term b(Xj, t) is constant in the first argument, the Milstein scheme reduces
to the Euler-Maruyama method. In this special case, the Euler-Maruyama method is
strongly convergent with order m = 1 instead of the general order m = 1/2.

Theorem 5.10 (Strong convergence of Milstein scheme). Let X; be a solution to (5.3)
and let X! be given by the Milstein scheme (5.9). Furthermore, let a and b be smooth functions
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with bounded derivatives, E| Xy — Xg| < Ch, and let bb' be globally Lipschitz continuous.
Then there exists a constant C > 0 independent of h such that

E|Xr — X%| < Ch.

Since the weak convergence rate is always as large as the strong convergence rate,
the Milstein scheme is weakly and strongly convergent with order one.

Proof. We only sketch the proof; for details we refer to [23, Theorem 8.32]. The calcula-
tion (5.7) at the beginning of this section reveals that

t ps ~
Xp = Xy, +a(Xe, ) (t— t;) + b(Xp, ) (Wy — W) + /t /t (b6} (Xe, T)dWedWs + R,
1
X{ = Yi+a(Yi, t;) (t = t;) + b(Yy, ;) (Wr — W) + 5 (B6) (i, 1) (We = Wi, )* = (t = i),

where the prime means derivation with respect to the first variable and the remainder
R is given by

~ t S s
R:/t (/t (aa'+%b2a”) (XT)dT+/t (ba’)(XT)dWT)ds
f s / 1 21,11
+/tl /t (ab + 0% )(Xr)drdws.

Then E|X; — X!| < I; +--- 4 I + |R|, where

I = E|X, — Y|,
I = Ela(Xy, t;) —a(Y;, ti)[|t — ti],
Iy = E|b(Xy, ti) — b(Yi, t;)||Wr — Wi,

I = E‘ /t: /:(bb’)(XT, ) AW dW; — %(bb’)(Yi, t) (W — W) = h)).

We proceed by induction. Assume that E|X;, — Y;| < Ch for some i. This means that I; <
Ch. Since a and b have bounded derivatives, these functions are Lipschitz continuous,
and it follows that I, < Ch? and Iz < Ch3/2, Tt remains to show that Iy < Ch and R <
Ch (this follows from the approximation of the stochastic integrals). Assuming these
estimates, we conclude that E|X; — X}'| < Ch for t = t;;1 and consequently E|X;,,, —
Yi1| < Ch. This finishes the proof. O

5.4 Ito-Taylor and Runge-Kutta schemes

The Euler-Maruyama and Milstein schemes are derived from an It6-Taylor expansion,
which means that they are derived from a stochastic Taylor expansion of the solution in
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the integral representation. A disadvantage of this approach is that partial derivatives
need to be evaluated, which decreases the efficiency of the scheme. This problem can be
solved by replacing the partial derivatives by a Taylor expansion, leading to derivative-
free schemes or so-called stochastic Runge-Kutta methods. We present two examples.

e Strong order 1.0 Runge-Kutta method. The Milstein method requires the eval-
uation of the partial derivative db/dx. This can be avoided by replacing the derivative
by its first-order Taylor expansion:

b(X + AX) —b(X) =V (X)AX +O(AX?).

Using AX = a(X)h + b(X)AW (this is the Euler-Maruyama approximation of dX =
a(X)dt + b(X)dW) and consequently O(AX?) = O(AW?) = O(h), we obtain

b(X + AX) —b(X) =V(X) (a(X)h 4+ b(X)AW) +O(h) = b'(X)b(X) AW + O(h).
The expectation of AW is v/, so we may write
b(X + AX) — b(X) = b/ (X)b(X)VE+ O(h)
or, replacing AX in this expression by a(X)h + b(X)v/h and solving for b’ (X)b(X),

V(X)b(X) = %(b(x) —b(X)) +O0(Vh), where X = X + a(X)h+b(X)Vh.

This gives the following variant of the Milstein scheme.

Definition 5.11 (Strong order 1.0 Runge-Kutta scheme).

Yir = Y+ a(Yy t)h 4+ b(Y;, ) AW + ﬁ(b(fh ) — b(Yi 1)) (AW =),

where Y; = Y; + a(Y;, t)h + b(Yi, t))Vh, AW =+vhZ, Z ~ N(0,1).

The strong convergence order is the same as for the Milstein scheme, but we only
need to evaluate functions and not its derivatives. Instead of evaluating b(Y;, t;) and
(9b/9x)(Y;, t;), we need to evaluate only b(Y;, t;) and b(Y;, t;).

This approach can be extended to general Runge-Kutta schemes, but the strong or-
der 1.5 cannot be surpassed if we use only the increments AW of the Wiener process.
This order limit can be bypassed by introducing additional random variables to ap-
proximate the iterated stochastic integrals like f ti f; dWdW;s. This idea was used in [5]
to construct strong order 2.0 Runge-Kutta methods in which the deterministic compo-
nent of the method is given by the classical (explicit four-stages) Runge-Kutta method.
Higher-order methods can also be constructed using Itd6-Taylor expansions, and in the
following, we give an example.
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e Strong order 1.5 Taylor method. We derive the scheme by taking into account the
remainder in (5.7). Instead of approximating

Ry = /t't /tls(bb’)(xf)dwfdws (bb') (X / / AW AW,
= 5 (08 (X (Wi = W 2 — (¢ = 1),
which is only of first order, we apply It6’s formula to compute a better approximation:
(') (X;) = (bV)(Xy,) +/ < (bb') + b2(bb) )(Xs)ds+/t'tb(bb’)’(Xs)dWS.

The second term is of order O(h). Then, integrating the previous equation twice with
respect to the Wiener process,

b s
— (bV)(X / / AW dW; + O(h) /t,- /ti AW, dW,
+ /ti /ti /ti (b)) (X, ) dW.dWodW,.
Using [, [ dWdWs = 3((Wi — W;,)? — (t — 1)) (see (5.8)), it follows that
= J(00)(X) (Wi = Wi)? — (£ — 1)) + O(2)
+ /t t /t S /t;(b(bb’)’)(XZ)dWZdWTdWS.

Finally, we approximate (b(bb’)")(X;) by (b(bb')")(X;,) (which introduces an error of
order O(h3/2)) and use the formula

/ / / AW AW dWs = ( (Wi — Wy,)® — (¢ — ti)) (Wy — W)
to find that

Ry = o (b0)(Xy) ((Ws = W, )2 — (£ — 1)

+;www&(gm—mﬁ4wmym—mwoW%.

Then the remainder R in (5.7) becomes at t = t;1:

t ps t ps
R = / / (aa’+%b2a”)drds+ / / (ba')AW-ds
ti ti ti ti
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t rs
+/ / (ab’ + %bzb”) dtdWs + Ry
kot
1 / 1 2./ 2
=3 aa —|——b a | (X )h" + (ba")(X / / dWrds

(ab'+ bzb”> / / dtdWs + - (bb)(Xt)((Wt Wi,)? = (t—t))
1
3

#5000 06) (30— Wi = (£ 1) ) OWh = W) + (72,

The following lemma shows that the two double integrals are related.
Lemma 5.12. It holds that

t rs t rs
//dwrdsju/ / dtdW = (Wy — Wi ) (t — ).
ko ko

Proof. We apply the It6 formula to the Itd process X; = W; (i.e.a = 0 and b = 1 in the
formula) with the function g(x, t) = xt:

t 1 t
g(Wi, t) = g(Wy, 1) +/t (E)tg +agy + Ebzgxx) (Wg,s)ds + /t bgx(Ws, s)dWs.

This gives
t t
W, = £ W, + / Wds + / sdW
ti

t;

or, solving for the last integral,
t t
/ sdWs = tW; — W), — / Wids.
ti ti

Next, we compute, using the previous identity,

//dwfds / ~W,)ds = /Wsds—Wt(t—t)
//deWs—/ (s — t;)dW; = /sdws E(W; — W)

l

The lemma follows after adding these expressions. O

Therefore, the double integrals can be formulated in terms of a single stochastic pro-

cess, NZ = ftt ;. AWrds. In view of (5.7), this leads to the following scheme which is of
strong convergence order 1.5:
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Definition 5.13 (Strong order 1.5 Taylor scheme).
1
Yier = Yi+a(Y; ti)h+ b(Y;, t) AW + 2 (bb') (i, 1) ((AW)?* —h)

+ (b (Y, 1) AZ + % (aa’ + %W’) (Y, )2 + (ab’ + %bzb”) (AWh — AZ)

+ %b(Yi, £) (00" + (1)) (Y 1) (%(AW)?‘ - h) AW,

wherei = 0,...,n — 1, the prime means differentiation with respect to the x-variable, and
NZ represents the double integral |, :f“ [ dWrds.

When we are interested in weak convergence only, we can replace the random vari-
ables AW and AZ by simpler ones with the same moments. A computation shows that
AZ has the expectation, variance, and covariance

& h?
E(AZ) =0, E(AZ)*>= 5+ E(AWAZ) = =

One can see that the pair of correlated normally distributed random variables (AW,
AZ) can be realized from two independent standard normally distributed random vari-
ables (Y1, Y?) via

h3/2 Y,
AW =VhY,, AZ= T(Yﬁﬁ).

This scheme has the weak convergence order two.

Remark. (1) We can also construct weakly convergent schemes of higher order, but because
of the approximation of the multiple integrals, the computational effort becomes high.
Moreover, in contrast to higher-order schemes for ordinary differential equations, higher-
order solvers for stochastic differential equations are often less compelling. The reason is
that often the initial condition is chosen from a probability distribution and higher-order
methods do not necessarily improve the accuracy of the solution.

(2) All presented schemes are explicit. Explicit schemes for stiff discretizations (arising from
stochastic partial differential equations, for instance), suffer from severe stability issues.
Therefore, implicit approximations seem to be preferable. As outlined in [20, Section 9.8],
implicit schemes may lead to some difficulties, because they involve reciprocals of Gaus-
sian random variables not having finite absolute moments. This issue may be avoided by
employing semi-implicit methods that are explicit in the diffusion term and implicit in the
drift term. A simple example is the semi-implicit Euler-Maruyama scheme

Y=Y —|—EI(Y1'+1, ti+1)h + b(YZ‘, ti)AW, i=0,...,n—1

This scheme has the strong convergence order 1/2 like the explicit Euler-Maruyama meth-
od. We refer to [20, Chapter 12] for more details, in particular on the stability properties
of implicit schemes.



86 5 MONTE-CARLO METHOD

5.5 Systems of stochastic differential equations

We have considered so far only scalar equations. However, the modeling of options
with stochastic volatility or of basket options leads to systems of stochastic differential
equations. In this section, we extend the Milstein scheme to systems of dimension .
We proceed as in [16, Section 5.3.4]. More precisely, we consider

axU(t) = a (X, t)ydt + Y 000 (X, ) dW O (1), j=1,...,n,
k=1

where X; = (X(W(#),..., X (t)). This system can be written in compact form as
aX; = Q(Xt, t)dt + b(Xf, t)th, t >0,

where a : R" x [0,00) — R", b : R" x [0,00) — R, and W; = (W (¢t),..., W ()
is an m-dimensional Wiener process.

In case m = 1, we can interpret the term bb' in the Milstein scheme as the product
of the Jacobian V' = (ab(i)/axj) and the vector b = (b),...,b(")T, and the Milstein
scheme becomes
map(i)

0 — y0) 4 40 (v, 1, WD (y. + 1
Y Y +aP (Y, t)h + bV (Y, ) AW+ 2 ) o

i1 =Y 5 (Y, )0 (Y, 1) (AW)? = h).
k=1

The general case m > 1 is more involved, and we report only the result. Repeating the
derivation of the Milstein scheme from Section 5.3, it holds that

YO =9 4 al (v, t)h+ Y 600 (v, 1) AWK

i+1 i
k=1
m o 1 op(i) tiv1 s
+ Y Y St ) [ [ awPaw.
p,q:1£:1 Xy £ ti

We face two problems:
» How can we determine efficiently the double integrals I,, = [ [* AW aw!V?
» How can we compute efficiently the derivatives (9bU%) /dx,)(Y;, t;)?

Let us consider the first problem. It is sufficient to compute the integral I,; up to
O(h), since the Milstein scheme is of first order. The idea is to formulate the integral
as the solution of a system of stochastic differential equations with one-dimensional
Wiener processes and to discretize this system using the Euler-Maruyama method. For
notational simplicity, let p =2 and g = 1.

Lemma 5.14. The solution to the stochastic differential system

(2)
dX; = <X6 2) AWy, t <t <t Xt=(8> (5.10)



5.5 Systems of stochastic differential equations 87

at t = t;yq reads as

In
Xy = < AW(Z)) ,

where AW® = W@ —w®@,

i+1 ti

Proof. The second equation dXt(z) = th(z) is the It6 process
S S
xXP = xP+ [Caw? = [“awl?.
! ti t

Inserting this expression into the first equation dXt(l) = Xt(z)th(l) then gives

tiv1 tiy1 s
xO = x4 /t X@awlt) = /t /t dw@awV.

This finishes the proof. |

For the approximation of (5.10), we divide the interval [¢;, ;1] into N subintervals of

length § = h/N. Let Z; = (Z,El), Z]EZ)) be an approximation of the intermediate values
Xt 4+ks- Then Zg = X}, = 0 and the Euler-Maruyama approximation of (5.10) is

e
Ziyr = Zr + ( 6 (1)) AWy,  where AWy =W, | (x11)5 — Wi ks

and k = 0,...,N — 1. The Euler-Maruyama scheme has the strong convergence order
1/2, so one may ask the question whether this leads to an approximation of Ip; that is
of first order. This is the case if we choose N > 1/h. Indeed, because of 6 = h/N,

1 h 1/2
E|Zz(\]) —In| < C8V% = c(ﬁ) < Ch.

Next, we turn to the second problem. As in the previous subsection, we can avoid
the computation of the derivatives db/dx, by using a stochastic Runge-Kutta scheme.
For this, we replace the partial derivative by a suitable finite difference.

Lemma 5.15. [t holds that

1

3 (@bwm) (Y 1)) = %(b(jq)(?(p),ti) b0 (¥, 1;)) + O(Vh),

where N
Yl(p) =Y+ Q(Yi, ti)h + b(p)(Yi, tl‘) . \/ﬁ,

bP) are vectors and VH = (\/E, .., \/E) e R
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Proof. The result follows from a Taylor expansion:

(b(jq)(?i(l”),ti) — U (Y, 1)) = %(Db(f”’)(lfi,t,-) . (?l_(P) —Y;) +O(h))

= % (DYDY, 1) - (a(Y;, )l + b (Y, ;) - VH) + O(Vh)

S

= DbV (Y;, ;) - P (Y, ) + O(Vh),
where DbU4) is the gradient of bU1) with respect to (xq,...,%,). O

We summarize the strong order 1.0 Runge-Kutta scheme for systems:

Definition 5.16 (Strong order 1.0 Runge-Kutta scheme for systems).

Yi_|_1 =Y+ EI(YI‘, tl‘)h + b(Yi, ti) AW

1 & ~
+ Ly 0O FP, k) - b (Y, 1)) I,
\/Ep,qzzl( ( i 1) ( 1 1)) rq

where AW = VhZ, 7 ~ N(0,1), and

_ ti S
YO Z Y, a(¥, )+ 0P (Y, t) - VE, Ly / " / AW aw®,
t t

recalling that VH = (\/E, .., \/E) e R

Remark. The double integrals I,; can be explicitly calculated in a few cases. Indeed, if p = g,
we obtain the double integral already computed for the Milstein scheme, leading to

_ !

- 5 (AWW)2 —h), where AWWP) = W Wt(p).

T i

When b does not depend on x (called additive noise), the derivative db/0dx, vanishes, and the
Milstein and Runge-Kutta schemes reduce to the Euler-Maruyama method. Finally, if b is a
diagonal matrix and n = m (called diagonal noise), we only need to approximate b;(db;/0x;),
which leads to the double integrals ;.

5.6 Quasi Monte-Carlo method and variance reduction

In the previous sections, we have explained how to simulate realizations of Wiener pro-
cesses and to approximate the corresponding stochastic differential equations. We ex-
plore in the following the accuracy of the Monte-Carlo method and present some tech-
niques to accelerate the algorithm.
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We consider an abstract framework. The goal is to approximate the expected value

6 = E(¢(X)), where ¢(X) is a functional of a random variable X. Let X;(lk) for k =
1,...,m be sample paths from Monte-Carlo simulations with time step 1. We assume
that the approximation has the weak convergence order one and that the variances of

¢(X,§k)) and ¢(X) are the same,
Var(¢p(X\M)) = Var(¢(X)) =: o>

The expectation 6 = E(¢(X)) is approximated by the estimator

and we expect that 6,, — E(¢(X)) ash — 0 and m — co. We wish to estimate ¢(X)
with accuracy e in the mean square error, MSE = O(¢?), where

MSE = E[(6, — E(¢(X)))?].
We split the mean square error into two parts:

MSE = E[ (6 — E(6) + E(61) — E(¢ X) )7
= E[(0 — E(0m))*] +E[(E(6m) — E(9(X)))?]

+2E[( —E(6m)) (E(0n) — (4>(X)))
= E[(6n — E(@n))%] + (B(0) — E(§(X))
+2E[ —E(0n)] (E(Om) E(fP(X)))

=0
= E[(6 —E(8))%] + (E(6) — B(9(X)))"

The first term on the right-hand side is the Monte-Carlo variance, Var(6,,), the second
term is the bias of the approximation. As we assumed that the weak convergence order

equals one, we have |E(6,,) — E(¢(X))| = O(h) as h — 0. The Monte-Carlo variance is
proportional to 1/m since

1 m 1 M 0.2
Var(6,,) = WVar (k;(l)(xi(zk))) _ W,{;Uz -Z.

We infer that the mean square error of the Monte-Carlo method is

]
)2

MSE:O(%) +O(h?*) asm — coand h — 0.

In the following, we write a = O(b) to indicate that both a and b are of the same
order, i.e. Cia < b < Cya for some constants C; < C,. To ensure that MSE is proportional
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to €2, we need that 1/m = O(e?) and h?> = O(e?), which means that m = O(e2) and
h = O(e). The computational cost of the Monte-Carlo method is proportional to the
number of paths m times the cost of generating one path, which is the number of time
steps in each path, 1/h. Thus, the cost of the algorithm is proportional to m/h = O(e2).
This means that if we want to reduce the error by one order of magnitude (i.e. by the
factor 10), the cost is increased by the factor 1000!

Another question concerns the absolute error |0,, — E(¢(X))|. By the Chebychev
inequality,

(6w —B(9(0)| 2 6) < 5E[(6n — E(9(X)))] = "5

We know from the previous computation that MSE = Var(6,,) + O(h?) = o?/m +
O(hz). Then, choosing § = /MSE /¢, we find that

P (1o~ Elg(X))| = o7 ) <

or, since VMSE = ¢ /y/m + O(h) ash — 0,

P<|9m CE@(X))| < ﬁjuo(%)) >1-—e (5.11)

This means that the reduction of the absolute error by one order of magnitude requires
to decrease the time step by the same factor and to increase the number of sample paths
by the factor 100.

Therefore, it is reasonable to devise strategies to decrease the error of the Monte-
Carlo method. In the following, we discuss two strategies:

» quasi Monte-Carlo methods,
» variance reduction techniques.

e Quasi Monte-Carlo method. The idea of the quasi Monte-Carlo method is to use
random numbers that are more equidistributed than pseudo random numbers. Random
numbers are independent and identically distributed (at least approximately in case of
pseudo random numbers). Often, the independence is not crucial to the computation.
If this property can be discarded, one may create so-called low-discrepancy numbers. The
discrepancy is a measure for the equidistribution of the random numbers. An easy
example is the van der Corput sequence with base 2:

1131537 1

The ith element of the sequence is computed by bit inversion:

i j
i = Z dk2k = X = Z dkzikil.
k=0 k=0
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For instance, i = 5 = 22 4 20 givesdy = 1,d; = 0, dy = 1 and consequently, x5 =
1/2' +0/22 +1/23 = 5/8. This ansatz can be generalized to an arbitrary base b > 2.
The van der Corput sequence uniformly fills out the unit interval. We compare the van
der Corput numbers with uniformly distributed pseudo random numbers in Figure 5.4.

1 10

0.8 0.8
06 0.6 I
0.4 047

0.2 0.2 5

0 ] : 7
0 0.2 0.4 0.6 0.8 1 0 0.2 0.4 0.6 0.8 1

Figure 5.4: Left: The first 5000 van der Corput numbers with base 2 (x-axis) and 3 (y-axis).
Right: 5000 uniformly distributed pseudo random numbers, generated by the Mersenne-Twister
generator.

It is possible to show that the error of the approximation by the quasi Monte-Carlo
method is O((logm)3/m), where s > 0, whereas the Monte-Carlo error vMSE is of
the order O(1/+/m) (see (5.11)). Thus, the accuracy of the quasi Monte-Carlo method
increases generally faster than that of the Monte-Carlo method. However, this is guar-
anteed only if the number of paths m is large.

The second approach is to decrease the variance ¢ in (5.11). The idea is to calculate
the expectation more accurately with fewer calls to the random-number generator. We
discuss two techniques:

» antithetic variables,
» control variates.

e Antithetic variables. Let 6 = EY, where Y = ¢(X), ¢ : R — R is some function
and X a random variable. The goal is to estimate the expectation 6. Let Y7 and Y; be
two samples of Y with the same expectation and same variance as Y. The estimator

-~ 1
Y = §(Y1 —I—Yz)

is unbiased since EY = 1(EY1 + EY2) = EY. In the following, we use the identity

0 < Var(Y £ Y2) = E[(Y — EY) % (Y2 — EY))?]
=E[(Y1 —EY1)? + (Y2 — EY2)? £2(Y; — EY1) (Y2 — EY,)]
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= Var(Y;) + Var(Yz) £2Cov(Yy, YV2), (5.12)

from which we deduce (taking the minus sign) that
Cov(Yy, Y;) < %(Var(Yl) + Var(Y2)). (5.13)

This holds for any random variables Y; and Y, (with finite variance). If Y7 and Y5 are
negatively correlated, i.e. Cov(Yi,Y2) < 0, we obtain a variance reduction since, using
(5.12) with the plus sign,

I 1)1
Var(Y) = ; Var(Yi + Ya) 6L 7 (Var(¥1) + Var(Yz) + 2 Cov(¥y, )

< %L(Var(Yl) + Var(Y2)) = %Var(Y).

In fact, even if the covariance is positive, the variance is potentially reduced since by
(5.13), it follows that
Var(Y) = —(Var(Y;) + Var(Y2) +2Cov(Yy, Y2))

< = (Var(Yy) + Var(Y,)) = Var(Y).

N = ] =

Example. Consider the variable 0 created from the standard normally distributed
variable Z and let 6~ be computed as 6 but from —Z such that Var(8) = Var(6~).
For instance, 8 and 6~ may be the payoff function of an option associated to the stock
prices S; and S;, respectively, defined through the Euler-Maruyama approximation
of dS = S(rdt + cdW),
Siv1=Si(1+rh+0zZVh), S;,=5 (1+rh—0cZVh)

fori = 0,...,n—1, where Z ~ N(0,1). Then the payoff of a put option using
antithetic variables is given by

~ 1

0 = 5(([(— Sy)T+(K=5,)").
Figure 5.5 illustrates the relative error of the put option price computed from the
Euler-Maruyama scheme with and without antithetic variables. We observe a signif-

icant reduction of the error even after a small number of simulations.

e Control variates. We want to estimate 0 = EY, where Y = ¢(X) and X is some
random variable. Suppose that there exists another random variable Z (the so-called
control variate) such that the expectation 6 = EZ can be computed explicitly (or easily)
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Figure 5.5: Relative error of the put op-
tion price versus number of Monte-Carlo
simulations, computed from the Euler- k
Maruyama scheme with and without an-
tithetic variables.
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and that it is closely related to & = EY. Thus, we expect that the covariance Cov (Y, Z)
is close to its maximal value, Var(Y); see (5.13). We claim that if Cov(Y, Z) # 0, the new
random variable R

Y=Y+B(Z—-EZ)
has a smaller variance than Y for a suitable parameter . Note that this gives an un-

biased estimator since EY = EY. To show the claim, we compute the variance, using
Var(EZ) = 0 and (5.12) with the plus sign:

A~

Var(Y) = Var(Y) + Var(BZ) +2Cov (Y, BZ)
— Var(Y) + 2 Var(Z) +2B8Cov(Y, Z)

Cov(Y,Z))2 ~ Cov(Y,2)?
Var(Z) Var(Z)

= Var(Y) + Var(Z) <5 +

Choosing the minimizing value f = — Cov(Y, Z)/ Var(Z), it follows that

B Cov(Y,Z)?

Var(Y) = Var(Y) Var(Z)

< Var(Y).

In concrete cases, the computation of f may be not obvious since the covariance is
usually not known explicitly. A way out is to replace the covariance Cov(Y,Z) and the
variance Var(Z) by the values coming from a first Monte-Carlo simulation.

Example. Consider an arithmetic-average fixed strike Asian call option with the
payoff Y = (S — K)*, where S = (1/n) Y, S(t;). An easy choice for Z is the stock
itself, Z = S, since Y and Z are positively correlated. Another choice is the payoff
of a European call option, Z = (St — K)™, since its expectation is known exactly
from the Black-Scholes formula. An even better choice is Z = [(IT"_,S(t;))}/" — K] ™,
which is the payoff of an Asian option with discrete geometric average, since its ex-
pectation is also known exactly. As this choice incorporates all discrete values S(¢;) of
the underlying, we expect that the correlation with Y is rather high and the reduction
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of the variance is significant.

5.7 Multilevel Monte-Carlo method

The multilevel Monte-Carlo method uses a number of levels of resolution with the
aim to reduce the computational cost from O(e~3) (see the beginning of Section 5.6)
to O(e2(loge)?). It can be seen as a generalization of the control variate technique. In-
deed, let X; be some sample computed from a fine grid and X, be a sample computed
from a coarse grid. We want to estimate EX;. As Xy is much cheaper to simulate than
X1, we write

EX; = EXy+ E(Xl — Xo),

where EX|) is the control variate and E(X; — X)) is a correction.

To extend this idea to L grids, we proceed as in [23, Section 8.6]. Let Y, for £ =
0,...,L be Euler-Maruyama approximations of the random variable Xr, being, for in-
stance, the payoff of an option at time T. We introduce the time step sizes iy = x ‘T on
the interval [0, T|, where k¥ € {2,3,...} is some number. Then ¢ = 0 corresponds to the
coarest grid and ¢ = L to the finest grid. The multilevel Monte-Carlo method is based
on the decomposition

L
E(p(Y1)) = E(¢(Y0)) + ZZ; E(¢(Yr) — ¢(Yr-1)).
The first term on the right-hand side is the lowest level expectation, and the second term
contains the corrections.
We need to find estimators for these expectations. For this, let Yg(k) fork=1,...,my
be independent identically distributed samples of Y;, ¢ = 0O,...,L. An estimator for
E(¢(Yp)) is the average

1 ™M
Mo=—1Y oY),

Mo =

and the correction at level £ can be estimated by

1
pe=——Y (v —9(v")), £=1...L
L k=1

Then we can estimate E(¢(X1)) by 71 = b, #e-
We divide the error E(¢ (X)) — i = nwp + #mc into two parts,

» the weak discretization error

nwp = E(¢(Xr)) — E(¢(YL)), and

» the multilevel Monte-Carlo error,

nmvc = E(¢(Y1)) — 7.
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The error nwp is of order O(hy) since the Euler-Maruyama scheme has the weak con-
vergence order one. To achieve ywp = O(e), we identify O(h) = O(x LT) = O(e), i.e.,
we need kLT < ¢ (up to some factor). This is the case if L > log(Te~ ')/ log«.

The error n\ic can be expanded according to

nmvc = E(¢(Yo)) — po + 2 —p(Ye1)] — me)-

In order to achieve nyc = O(e), we compute iy, which estimates E(¢(Yp)), with a
large number mg of samples, while the corrections are calculated with smaller sample
numbers. Since p is related to the coarsest grid, the samples are cheap to compute. The
samples on the finer grids are more costly, but less samples are sufficient. In contrast,
a standard Monte-Carlo simulation needs a large number of samples on the finest grid.
The number m, of samples can be chosen in such a way that Var(j1) = O(&?) (use mgy >
e2and m; > e ?Lhy; see [23, Lemma 8.46]). This guarantees that 77yic = O(e) (use the
Chebychev inequality).

We still need to determine the computational cost of finding ji. We measure the cost
as the number of steps needed in the numerical method to compute ji. Using m, =
O(e 2Lhy) and L = O(log(Te~1)) = O(loge), we find that

L L
cost =Y meh;t =Y O(e*Lhy)h,' = O(L% %) = O<s_2(logs)z).
(=0 (=0

Therefore, the multilevel Monte-Carlo method reduces the computational cost by al-
most one order of magnitude.

5.8 Application: Pricing Asian options in the Heston model

We want to combine some techniques presented in the previous sections to simulate an
Asian option in the Heston model. We proceed as in [16, Section 5.5]. The goal is to
determine the premium of an arithmetic-average floating-strike Asian call option with

payoff
Vi(Sy) = (sT——/ sfdr) ,

where the price of the underlying S; is computed from the Heston model
dSt = rtStdt + atStdwl(t),
do? = k(0 — o?)dt + voydWa(t), 0<t<T,

where «, 8, v are positive numbers, the interest rate r; is time-dependent but given, and
the Wiener process (W, W,) is N (0, X)-distributed with covariance matrix

()



96 5 MONTE-CARLO METHOD

We have explained the computation of a two-dimensional Wiener process in the
example on page 72. With the independent one-dimensional standard normally dis-
tributed random variables Z; and Z,, the vector

W - pZ1++/1— p2Z2
is N(0,X)-distributed. The option price is estimated according to
o T NI (g _ 1y <k>) ’
Vo=exp| — / redt | — st _ 2y s!
’ p( ot)m;(T ”;“

where S Ek) are the samples of S;, m is the number of Monte-Carlo simulations and 7 is
the number of time steps. This gives the following algorithm:

» Calculate the increments of the two-dimensional Wiener process from

AWH = 28, AW = pz9VH+ (/1 — 022 V.

» Solve the Heston model using the Euler-Maruyama scheme:

(@2 = @)+ x(6 — (™)) h+ v P AW,

s® =8O+ rpt+o®aw®), i=o,..,n-1

» Compute the approximation of the option price:
. T 1 & ®) =k - 5k 1
Vo = - t)— — ——
0 exp( /0 rtd)mk;(ST S ) o

An alternative is the use of the Milstein scheme with the functions

rt.S; oiS;i 0
a(Y t;) = (K(Qt’_ 27.2)> , b(Yit) = ( 0 UUZ,) :
1

As detailed in Section 5.5, the Milstein scheme needs the derivatives of b with respect to
the first variable, which is, in the present case, the vector Y; = (S;, 0 2), It follows that

on _ . 9 _ S0
E)S,- v 80'12 N 20’1"
abzz . abzz v

as; 7 a2 207
A computation shows that

025 (AW ()2 — ) + 28y,

Si+1 = Si(l + I’fl.h —+ a,-AWl(ti)) + > 5
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m\ p -09 -05 02 0.2 0.5 0.9
10,000 9.607 9.623 9.630 9.631 9.625 9.612
50,000 9734 9.818 9.881 9.968 10.035 10.132
100,000 |9.740 9.817 9.876 9956 10.015 10.093
500,000 |9.856 9946 10.015 10.108 10.179 10.279
2,000,000 { 9.793 9.881 9.947 10.039 10.108 10.204
5,000,000 { 9.810 9.898 9.964 10.054 10.122 10.216

Table 3: Prices of the Asian option for various values of the correlation p (horizontal axis) and
the number m of Monte-Carlo simulations (vertical axis).

2
14
Ui2+1 = 0—12 + K(@ — 0'12)]/1 + VO'Z'AWQ(ti) -+ ?((AW2(ti))2 — h)

The integral I>; can be approximated by solving the stochastic differential equation from
Lemma 5.14. More precisely, if Zy = (Zél), Z(gz)) = (0,0), we iterate

z% o
L1 =2+ 6 1 AW, k=0,...,N—1,

and obtain I; = Z g JIEN>1/ h, this scheme is weakly converging with order one.
We compute the value of the Asian option with the parameters

So=80, T=1 =3, 0=03 v=05

the time-dependent interest rate r; = 0.01(sin(27tt) 4 t) 4+ 0.03, and the time step is
h = 0.01. In Table 3, we illustrate the prices Vj of the Asian option as a function of the
correlation parameter p and the number m of Monte-Carlo simulations from the Euler-
Maruyama scheme. The dependency on p is rather weak; the premium increases with
the correlation. Furthermore, we observe that the number of Monte-Carlo simulations
need to be very large to obtain accurate results. This motivates the introduction of
variance-reduction techniques as explained in Section 5.6.
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6 Finite-difference methods

Although the price of European options can be computed explicitly from the Black-
Scholes formulas, this generally does not hold true for exotic options like Asian op-
tions. Since Monte-Carlo simulations may be too time consuming, another approach is
to solve the corresponding partial differential equation if it exists. In this section, we ex-
plain the discretization using finite differences, which is in particular suitable in one or
two dimensions. Alternative discretization techniques are finite element, finite volume,
or discontinuous Galerkin methods, which are not discussed in this course (since there
exist specialized courses for these topics). We follow the approach of [16, Section 6.2].

6.1 The 6-method

The idea of the finite-difference method is to replace derivatives by finite differences. To
explain this technique, we first consider the diffusion equation

o —uyy =0, 0<t<T, u(x,0)=up(x), x€R, (6.1)

which follows from the Black-Scholes equation after transformation (see Section 3.1).
This problem can be solved explicitly, but we consider it as a prototype example to
highlight the ideas. More complex equations will be considered below.
For the numerical approximation, we restrict the problem to a bounded interval and
prescribe
u(—L,t) =bi(t), u(Lt)="0b(t), 0<t<T,

where by and b, approximate the solution at —L and L, respectively, and L > 0 is so
large that the restriction to the finite interval does not change the solution significantly.
Clearly, this is a rather vague statement, and a precise analysis has to be made for the
problem at hand.

Letm,n € N and seth = 2L/n and T = T/m. We introduce the grid (x;, tj) with

x; = —L +ih, ti=jt fori=0,...,n,j=0,...,m.

By Taylor expansion around x (assuming that u is sufficiently smooth), we find that

u(x +h,t) =u(x,t) fuy(x,t)h+ %uxx(x, t)h2 + %uxxx(x, t)h3 + O(h4).

Adding both expressions, the terms of order h and 13 cancel and we end up, after divi-

sion by h?, with

%(u(x Yt — 2u(x,f) + u(x — 1) = ue(x, £) + O(H). 62)
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We replace 1y, in (6.1) by these approximations to find that
1
oru(x,t) = 3 (u(x+h,t) —2u(x,t) +u(x —h,t)) + O(h?),
1
du(x, t+71) = ﬁ(u(x +ht+1) = 2u(x, t+T) +ulx —ht+1))+ O(h?).

The time derivative 0;u can be discretized in different ways,

ouu(x, t) = = (u(x, t + 1) —u(x, t)) + O(1),

o (x, t+ 1) = = (u(x, t + 1) —u(x, t)) + O(1).

A=Al

We combine the previous approximations:

%(u(x,t—l— ) — u(x, 1)) = hl_z(u(x ht) — 2u(x,f) + ulx — 1) + O + 1),

%(u(x,t—i—r)—u(x,t)) %(u(x—i—h,t—i—r)—2u(x,t—|—r)+u(x—h,t—|—r))

+O(T+1?).

Multiplying the first equation by 1 — 6, the second equation by 6 (where 6 € [0, 1]) and
adding both equations, it follows that

L ot ) 20,0+ x— )

+ %(u(x+h,t+r) —2u(x,t+ 1) +u(x —ht+71)) (6.3)
+O(T + h?).

%(u(x,t—k T) —u(x,t)) =

Equation (6.3) motivates the following scheme for the approximations w{ of u(x;, t;):

1, in i 1—-0, ; ' ' 0 i1 i+1 i+1
%(wf —w) = - (Wl — 2w, +wl_;) + ﬁ(wfﬂ —2w " +wl')) (6.4)
fori=1,...,n—1andj=0,...,m—1. This scheme is called the 0-method. Some values
of 0 are of special interest:

» 0 = 0: We can solve w{ﬂ fori =1,...,n — 1 directly from w{ . This approximation
is called the explicit Euler scheme.

» 0 = 1: The values for wé“ can only be obtained by solving a linear system. This
method is called the implicit Euler scheme. Note that the solution of a linear system
is needed for any 6 > 0.
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» 0 = 1/2: The corresponding discretization is called the Crank-Nicolson scheme. It is
again an implicit scheme but it has a better convergence rate with respect to time
than the implicit Euler method, as shown below.

We wish to formulate (6.4) as a matrix problem. For this, we reformulate (6.4), setting
v =T/h*:
—")/waﬁ + 290+ 1w

=y(1-0)w,_ ; — (2y(1—0) — 1w, +y(1 - 0)w)_;.

j+1 j+1
i — 1wy

The initial and boundary conditions become
p=bi(t), wh="ba(t)), w] = uo(x)
Wy 1(] ;s Wn 2(tj), W Up(Xj
forj=1,...,mandi =1,...,n — 1. These equations can be written in matrix form as

Aw ™ =Buwl +d/, j=0,...,m—1, (6.5)

for the unknowns w/ = (wjl, ey, w{,lfl)T. The vector d/ € R" ! is given by

V(1 —0)bi(t;) + v0by(tj41)
0
dl :

0
Y(1 = 0)ba(t;) + v0ba(ti11)
The tridiagonal matrices A, B € R("~1)*("~1) are defined by

A = diag (— 6,290+ 1, —70),
B = diag (y(1—0), —2y(1—06) +1,7(1 —9)).

Here, we have used the notation

b ¢ 0 0
a b c
diag(a,b,c) = | 0 0
: a b ¢
0O --- 0 a b

Interestingly, linear systems with tridiagonal matrices can be solved efficiently using
the LU decomposition in a lower triangular matrix L and an upper triangular matrix U.
Since A is tridiagonal, we can make the ansatz

A=L-U with L =diag(/1,0), U= diag(0,d,u),
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where ¢ = (¢;),1,d = (d;), and u = (u;) are vectors in R"~!. By inspection, the
coefficients d; and ¢; are given recursively by

dl :2’)’6—i—1,
fori=1,....n—1: {;=—0/d;, dis1 =2v0+1+/{;/(70).

Then the matrix equation (6.5), LUw/*! = Bw/ 4 d/, can be formulated in terms of L and
U as
Lz=Bw +d/, UwT! =z
and these linear systems can be easily solved by forward and backward iteration.
There are two mathematical questions that we need to investigate:
» Has the linear system (6.5) a unique solution?
» Does the solution converge to a solution to (6.1) when (h, T) — 0?

The first question is not difficult to answer. The answer is affirmative when A is
invertible. To show this, we use the Gerschgorin circle theorem, which provides a bound
of the spectrum of a square matrix.

Theorem 6.1 (Gerschgorin). Let A = (a;;) € R"*" and let r; = 7:1,].# |a;;|. Then all
eigenvalues A of A lie within the union of the balls around a;; with radius r;, i.e.

n n
AE U Bri(aii) = U {Z eC: |Z—Lll'1" < 1’1'}.
i=1 i=1

The matrix A is strictly diagonally dominant, i.e.

J#
This shows that 0 ¢ B, (a;;) (see Figure 6.1) and consequently, A = 0 cannot be an

eigenvalue. This implies that A is invertible and the linear system (6.5) can be uniquely
solved.

Figure 6.1: Illustration for the application I l
of Gerschgorin’s theorem. ii

The answer to the second question on the convergence is more involved. The goal
is to show that w/ — u(t;) converges in some norm with order O(t + h?). The idea is to
prove concistency and stability and then to deduce convergence.

To define consistency, we set u} = u(x;, t;) and

' 1, 41 i 1—-0, ' ' 0 i i+1 i+1
L(u}) = ;(”; —uj) - 02 (”£+1 —2u}+ul ) - ﬁ(u§+1 —2ul T +ull)).
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This means that we have inserted the solution at the grid points in the scheme. We

expect from Taylor expansion that L(u ) is of order O(t + h?). This is confirmed, and
refined, by the following lemma.

Lemma 6.2 (Consistency). Let uy be continuous. Then

[ O+ ife#£1/2,
L(u) = { O(t2+h) ifo=1/2.

Denoting by L(u/) the vector of all L(u ) we can write L(w/) = Auwt! — Bu/ — d/.
It holds that L(w/) = 0 since w/ is the solutlon to the numerical scheme (6.5), but e/ :=
L(w/) generally does not vanish, and we call ¢/ the truncation error. The lemma says
that the truncation error is at least of order O(t + h?) and improves to O(t? + h?) for
the Crank-Nicolson scheme.

Proof. We already know from the Taylor expansion at the beginning of the section that

1-0 0 j+1 ]+1 ]+1
12 ( Uiq — 2u] +”z ) +ﬁ(“i+1 2up )

= (1= 0)uxx(xi, 1)) 4 Ousx(x;, ti41) + O(H?)
= U (%3, ) + 0 (sax (X3, ti1) — tax (X3, 7)) + O(h?)
= e (X;, tj) + OTuxt (Xi, ) + O(72 + 1?).
Note that by assumption, tyyt = (Uxx )¢ = Uy is continuous. Furthermore, we have
%(“{H — ) = wy(x; 1) + %utt(xiz t) +O(7%).
Combining these expansions and recalling that 1yt = uy, it follows that

; T

L(ul) = up(xi, t) + s ue (34, £7) — v (x5, 8)) — OTuae (x5, 1) + O(7? + h?)
J 2

T

—(utt(xl, ) 20“Cuxxt(xl, )) —|—O(T +h2)

2

— 5(1 — 20)up(xi ;) + O(T2 + h2).

If 6 = 1/2, the first term on the right-hand side vanishes and L(u{ ) = O(t% + h?).
Otherwise, we observe that this term is of order 7, yielding L(u}) = O(t + h?). O

By stability, we mean that the spectral radius of A~!B is smaller than one. We recall
that the spectral radius p(A) of a matrix A = (A4;;) is defined by

p(A) = max{|A| : Aisan eigenvalue of A}.

The meaning of the notion of stability is that the matrix in w/™! = A~'Bw/ + A~1d/
(which is a reformulation of (6.5)) leads to a stable behavior in the sense that previous
errors are damped.
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Lemma 6.3 (Stability). It holds o(A™'B) < 1if0 <y <1/(2—40) for0 <6 < 1/2and
¥y>0if1/2<6 < 1, where v = T/h>.

If1/2 < 6 <1, we say that the scheme is unconditionally stable since no condition on
7 is required. If 0 < 8 < 1/2, the bound on 7y gives a restriction on the choice of the
time step when the spatial grid size is given.

Proof. We write A = I +8F and B = I — (1 — 6)F, where I € R(*~1)*("=1) js the unit
matrix and F = diag(—1,2, —1) € R(*~D*("=1) The eigenvalues of F can be computed
explicitly:
krm
_aan2 (KT _ _
A = 4sin (2n>' k=1,...,n—1.

Thus, the eigenvalues of A~! are given by yx = 1/(1 + y0A;). The matrices A and B are
related through B = /6 — (1/6 — 1) A. Multiplying this expression by A~ yields

Alp = La-1_ <% — 1)1. (6.6)

Hence, the eigenvalues of A~!B are u;/6 — (1/6 — 1) and the condition p(A~1B) < 1
holds if and only if forallk =1,...,n -1,

o (1 11 1 Ak
1> B (2 q) =22 = )
~ 19 (9 )' ‘91+76Ak o+ T+ 00 T
This is equivalent to
YAk YAk
I S _ Y o
S TTgqon b oor O<qr <

Inserting the expression for Ay, we find that the latter inequality is equivalent to

(2 — 46) sin? (’;—Z) <1

This is always satisfied if 6 > 1/2. When 6 < 1/2, we need the condition (2 —40)y <1
ory <1/(2—46). O

Consistency and stability imply convergence of the scheme, as shown in the follow-
ing theorem.

Theorem 6.4 (Convergence). Let u{ = u(x;,t;) be the solution to (6.1) and let w/ =

(W), .. .,wfq_l)T be the finite-difference solution to (6.4) with initial datum w? = ug(x;).

Setul = (u),...,ul_|)7. Weassume that uy € C®and v < 1/(2—46) if 6 < 1/2. Then
there exists C > 0 depending on A, B, and u and its derivatives such that for all (sufficiently
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small) T, h > 0, ' '
max ||w/ — /||, < C(T+H?).
j=1,...m

If 0 = 1/2, we can replace the right-hand side by C (7> + h?).

The norm || - || is the Euclidean vector norm defined by ||v||3 = Y1 ! v?/(n — 1) for
v € R""L. Tt induces the matrix norm

|All2 = sup | Avilz for A ¢ R(-Dx(n-1)

folbo 12112

which is related to the spectral radius by ||All, = p(ATA)V/2. If A is symmetric, it
follows that || Al| = p(A). Actually, because of (6.6), A~ B is symmetric, so || A~1B||, =
p(A71B) < 1.

Proof. The vectors w/ and u/ satisfy the relations
Aw = Bw '+ 471, AW =BT 44T e,
where, by Lemma 6.2, the truncation error e/~ fulfills the estimate

l 2 < C max el < Ceons(T+H2), j=1,...,m.
i=1,...n—1

We estimate the difference w/ — u/ = A7'B(w/~! — w/~1) — A=le/~1 by recursion and
using w’ = u":

[ — w2 < A Bll2flw/ ™ — =Y 2 + A |2l 2

) j—1 )
_ _ +k=1) 4—
< JJAT'B|blla® =1l + Y AT BIET T AT 2]lek 12

k=0
1-[|A~'BJ|; 1 k
I l——— -
=q1_ ||A_1BH2H ||2k:l£)1:1.?,)j<*1 He ||2
IA~"l2

k 2
—_— <C h?),
=1_ ||A_1BH2 k:{)r,l.?,)j(—l He ||2 > (T+ )
where C = Ceons||A |2/ (1 — ||A7!B]|») and we have used the stability estimate of
Lemma 6.3 yielding ||A~'B||, < 1. When 6 = 1/2, Lemma 6.2 shows that the conver-
gence actually improves to T2 + h?. O

Remark. (Higher-order convergence in /.) A higher convergence rate can be achieved by us-
ing multipoint formulas. The idea is to approximate u,, up to an order higher than two.
Using Taylor expansion, we can show, for instance, that

e () = hlz<— %u(x + o) + %u(x +h)— gu(x) + %"u(x —h)— %u(x - 2h)> + 00,
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Thus, we may replace the three-point stencil w;; — 2w; + w;_1 in (6.4) by the five-point
stencil

1 1 4 5 4 1

2 < T W2 T Wit — SWi+ g Wiy — 12%‘2)-
This yields the convergence rate O(h*). The disadvantage is that the bandwidth of the matrix
is increased, which decreases the efficiency of the solution to the associated linear system. An
alternative is to use so-called higher-order compact schemes. They keep the three-point stencil
but allow for a higher-order convergence rate. The idea is to evaluate the differential equa-
tion at the points x;_1, x;, and x;;1 and to add a suitable linear combination. For instance, a
fourth-order compact scheme for u,, = f is given by

o (Wp — 20+ wi1) = 2o (f(xi1) +10£(3) + Fxi1)).

The price to pay is the increased number of evaluations of the right-hand side.

Remark. (Higher-order convergence in 7.) The 6-scheme (6.4) can be written as
Wt =w +7((1-0)L(w) + 0L(w' ™)),

where L(w/) is the finite-difference approximation of ux(t;). Higher-order approximations
can be derived from the general ansatz
S S
wtl =w +1 Ebgkf, ky = L<wj +T 2 agmkm>,
(=1 m=1
where the weights by satisfy }_;_; by = 1. This gives the family of Runge-Kutta methods, which
may be explicit or implicit, depending on the choice of the coefficients a,,. In particular, if
amm 7 0, we need to solve a system of nonlinear equations. By decoupling the equations, we
still keep the nonlinearity, but only need to solve nonlinear equations instead of a nonlinear
system, whose numerical solution is more involved. For this, we assume that a,,, = 0 for
m > { and write the scheme as

o
ky = L<w1 +7T Z Apkn + Tﬂggkg) = F(k()
m=1

The Newton method for ky — F(ky) = 0 becomes
OF -\, . . L
(1 500 ) (71 =) = Pk

where the superindex i denotes the iteration number. Approximating the derivative (0F / k)
(k/) = Tdyy (8L/8k/) (k/) by Tagg(aL/ak() (w]), we obtain

-1
<I — TﬂggaakLE(w])> (kl;rl — k%) =L (w] + Tmzl agmklm + Tﬂggklz) - klg
If we perform only one iteration step, this leads to the ROW (Rosenbrock-Wanner) scheme.
The solution of one iteration only requires an LU decomposition which is computationally
cheap. This scheme (for s = 2) is implemented in the MATLAB solver ode23s and it is of
order two. The solver has nice stability properties, and in particular, it is sensitive to stiff
problems where stability conditions are complicated.
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6.2 Application: Pricing arithmetic-average floating-strike calls

We discretize the arithmetic-average floating-strike call option from Section 3.7 using
tinite differences. We recall the equations:

1
Ht+§(72R2HRR+ (1-rR)Hg =0, R>0,0<t<T,

H(R,T)=(1-R/T)", R>0,
H(R,t) = 0as R — oo, H;(0,t)+ Hg(0,t) =0, 0<t<T.

We expect that for sufficiently large values of R, H(R, f) is close to zero. Therefore, we
choose some L > 0 and set H(L,t) = 0 to solve the equation in the bounded interval
[0, L]. We choose the grid points R; = il and t; = jT and set Hl = H(R;, t;).

The second derivative Hyy is discretized by the central finite differences (6.2):
—2H!+ H! )+ O(h?)

1 .
Hrr (3 ) = 2 (Hl,

The first derivative Hg can be approximated by the one-sided finite differences

1 .
Hg(xi tj) = E(Hfﬂ

but we prefer a second-order discretization to match the discretization order of Hgg.
Therefore, we choose the central discretization

. 1
—H)+0O(h) or Hg(x;tj) = E(H{ —H]_}) +0(h),

H - H_)+0(?),

1
- E( i+1
which can be derived from the one-sided approximations by addition. A disadvantage
of the central discretization of Hp is its instability in case of large coefficients |1 — rR|
(i.e. if the equation is convection dominant). This can be solved by using an upwind
discretization, which is based on one-sided approximations but taking care of the sign
of 1 — R, combined with a modification of the diffusion coefficient (Iljin scheme). Since
we only wish to present a simple numerical scheme, we do not use such refined approx-
imations. For details, we refer to [31, Section 2.1].

Furthermore, we replace H; by the explicit Euler discretization. Then the numerical

scheme reads as

HR(xi/ t])

0?R? 1—rR;
+ 5

2h 2h
fori =1,...,n—1,j =1,...,m. The final and boundary conditions can be chosen as
follows:

(w! w )=0

w§+1 - 2w§ + wﬁ—l) + i1

wl' = (1= Ri/tw)", wh =0, ;(w{)—w{) )+E(w]1—w{)):0.
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Observe that the discrete boundary condition at R = 0 is only of order one. In order
to match the second-order approximation of the differential equation, we aim to find a
discretization that is also of order O(h?). For this, we subtract the expansions

4H] = 4H) + 4hHR (0, 1)) + 2K*Hgr(0,t}) + O(K),
Hé = Hg) + 2hHg (0, t]') + ZhZHRR(O, t]') + O(h3)

to find that ,
Hg(0,t) = ﬂ(4H{ — H) — 3H)) + O(h?).

Thus, an improved version of the discrete boundary condition at R = 0 is
Lo — ) (a3 o

This scheme can be written more compactly in matrix form. For this, we set w/ =

(w), ..., w, ;). Then our explicit scheme reads as

I—tM)w =w ™!, where M= ( 1 12)
( ) My My
and
3 1
Mll - ﬁl M12 — E(_AL/ 1/01'--10)/
My =~ TRy ! (1-rRy) }(1,0,...,0)7
- 20271 T oy ! s
2
2 (B 0 |
My o2 : X x diag(—1,2,1)
0 Ri_4
1—7rR? 0
~ 5 x diag(—1,0,—1).
0 1-rR2

Figure 6.2 shows H(R,t) as a function of time and the variable R = /S, where
S is the stock price and I = fOT Sidt/T is the average price. The option price V can
be computed from V(S,I,t) = SH(I/S,t). Att = T, we recover the payoff function
H(R,T)=(1—-R/T)".

In contrast to the above mentioned discretization, we have approximated only the
direction R by using central finite differences and then solved the resulting system of
ordinary differential equations by using the MATLAB function ode23s. The technique
of discretizing only the “non-time” variable and to obtain a system of differential equa-
tions is called the method of lines. Since the system matrix M is sparse (most of its ele-
ments are zero), it is preferable to store only the nonzero elements. This is realized by
the MATLAB command sparse.
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Figure 6.2: Premium of an arithmetic-
average floating-strike call option with 9
months to expiration, interest rate r =
0.05, and volatility o = 0.3.

6.3 Relation with the binomial method

We have shown in Section 4.2 that the price of a European option computed from the
binomial method is close to the Black-Scholes price, at least for small time step sizes.
In this section, we discuss the relation between the binomial and the finite-difference
method, i.e., we show that an explicit Euler finite-difference scheme can be interpreted
as a binomial method. We proceed as in [16, Section 6.2.5].

Consider the Black-Scholes equation (3.4) after having performed the transformation
x =In(S/K) and v(x,t) = V(S,t). We deduce from

1
Vi + Eazszvss +rSVs—1rV =0

by using
v dx
SVS = Sﬁﬁ = Ux, SZVSS = S(SVS)S — SVS = Uxx — Ox
that
o? o?
vt+?vxx—|— (r—;)vx—rvzo, xeR, 0<t<T.
We introduce the grid points x; = ik and t; = 7j and the approximations w{ of v(x;,t;).
Replacing v; by the explicit Euler scheme and the derivatives vyy, vx by central finite
differences (as in the previous subsection), we obtain the following scheme:

Ll — i) 4 Lol — 2] 0 T
;(wi —w; )+ W( i — 2wt wi )+ (1= 5 ﬁ(wiﬂ —w; ) —rw;  =0.

' (6.7)
This scheme is implicit in the last term. We compute backwards in time, i.e., wf is given

]’,

and we determine w; ' This can be done explicitly by combining the terms wgfl /T and

rwfl, which leads to

= [ (mw) +bw) + aywp_y), (6.8)
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o2t o*T T 02T

where al/Z:W:FEiﬂ’ = 2
The identification of the finite-difference scheme with the binomial method is based

on the condition

ot 1

2n2 2
We have proved in Lemma 6.3 that the explicit Euler scheme with 6 = 0 is stable when
v = 7/h* < 1/2. Taking into account the diffusion coefficient ¢?/2, this inequality
becomes (¢2/2)(t/h?) < 1/2. Choosing the maximal value for the time step, we obtain
o?t/(2h?) = 1/2, which is exactly the aforementioned condition. As a byproduct, b
vanishes and (6.8) can be formulated as

Wl = ﬂlw§+1+ﬂ2w¥,1 A li r—o2/2
! 1+rT R VE ) 20

VT (6.9)

Recall the price (4.1) of a European call option in the one-period binomial model:

et —d

u—d-’

yi~!

1

= e_”(p*VijJr1 +(1— p*)V.j_l), where p* =

f (6.10)
The up-state factor u and down-state factor d are chosen as in Section 4.2, namely
u = exp(oy/7T) and d = 1/u = exp(—0+/7). In the proof of Theorem 4.4, we have
approximated p* according to

. 0+ (r—0%/2)y/T+0(1) 1 r—o?%/2
p = 20 +O(T)—§+T\/%+O(T).

Taking into account the definition of a;/,, we can write
p=a1+0(t), 1—p"=a,+0(t) ast—0.
Then, using the expansion exp(—rt) = 1/(1 + rt) + O(7?), formula (6.10) becomes

1 j j
Vi = i (Vi +a2Vi,) +0(0).
This corresponds to the finite-difference scheme (6.9) up to the error O(7). We summa-
rize these computations.

Proposition 6.5. Let 0?t/h?> = 1, u = exp(c/7T), and d = exp(—0+/T). Then the
finite-difference scheme (6.7) can be interpreted up to the error O(T) as a binomial method.
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6.4 Pricing American options

In Section 4.3, we have shown how the price of American options can be determined
from the binomial method. The goal of this section is to derive a continuous model for
American options. Recall that American and European call options have the same value
when no dividend is paid (see Section 2.1). Therefore, we consider American options
with continuous dividend payments § > 0. We proceed similarly as in [16, Chapter 7].

e Free-boundary problems. We claim that there exists a stock price Sy such that it
is worth to exercise the put option for S < S; but one should wait if S > Sy. First, the
bound S F<K holds. Indeed, otherwise, there exists S € [K, S f] such that we excercise
the option. But then P = (K — S)™ = 0, and the exercise did not make sense. Second,
consider the portfolio 7 = P + S, consisting of the put option and the underlying. We
should exercise the option as soon as P = (K —S)* = K—§, since we may invest
= (K—_8)+S = K until time T. However, if P > (K — S)", we will not exercise the
option, since the portfolio has the value r > (K — S)™ + S > K before the exercise but
m = (K—S5)+ S = Kafter the exercise. This shows that there exists a price Sy = S¢(t)
which distinguishes the two cases. We call S¢(t) a free boundary and summarize:

S<Se(t): P(S,t)=(K-8)T =K-5,
S>S¢(t): P(S,t) > (K=5)".

This behavior is illustrated in Figure 6.3. Similarly, there exists for American call options
(with dividend payments) a number Sy = S¢(t) > K such that

S>Ss(t): C(St)=(S—K)"=S-K,
S <Se(t): C(St) > (K—=8)".

The free boundary Sy complicates the pricing problem, since it needs to be determined
together with the option price. Such problems are called free-boundary problems.

—Payoff
— American put| |

P(S,1)

Figure 6.3: Qualitative behavior of the put ‘
price and free boundary Sy. Sy K
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When we know the free boundary S¢, we can in principle compute the option value.
Indeed, we know the option price for S < S¢(t), namely P(S,t) = K — S, while for
S > S¢(t), the put option fulfills the Black-Scholes equation. The Black-Scholes equation
is solved in the interval [Sf(t), ), and we need to find suitable boundary conditions.
Clearly, P(S,t) — 0as S — oo, since the option becomes worthless for very large values
of the underlying. Assuming that the option price depends continuously on S (other-
wise, there are arbitrage opportunities), we have P(S¢(t),t) = K — S¢(t). Similarly, for
a call option, we have C(0,t) = 0 and C(S¢(t),t) = S¢(t) — K.

These conditions are not sufficient to determine the option price uniquely. The rea-
son is that we also need to determine the free boundary S¢(t), which requires another
condition. By an arbitrage argument, one can justify that also the mapping S — dP/dS
is continuous; see [36, Section 7.4]. Since Ps = 0P/dS = 9d(K—S)/dS = —1 for
S < S¢(t), we infer that Ps(S,t) = —1also at S = S¢(t). In a similar way, we obtain
Cs(S,t) =1at S = S¢(t). We summarize:

Proposition 6.6 (Free-boundary problem for American options). Let § > 0 be the
continuous dividend yield. The value P(S,t) of an American put option is determined by

1
P + Eazszpss +(r—6)Ps—rP =0 forS> Sg(t),
P(S,t) =K—S for0<S < Sf(t),
final condition: P(S,T) = (K—S)T,
boundary conditions: Slirn P(S,t) =0, P(Sf(t),t) = K—S5¢(t), Ps(Sf(t),t) = —1.
—00

The value C(S, t) of an American call option is computed from

1
Cr + EUZSZCSS +(r—0)Cs—rC=0 for0<S < Ss(t),
C(5,t) =S—K forS > 5¢(t),
final condition: C(S,T) = (S—K)T,
boundary conditions: C(0,t) =0, C(Ss(t),t) = S¢(t) — K, Cs(Sf(t),t) = 1.

Remark. The free boundary S is the optimal point for the writer of the option if she/he is
delta-hedging (i.e. hedging the position by trading the underlying). Therefore, S¢ is also
called the optimal exercise point. However, it is not the writer but the holder who exercises
the option or not. Thus, the writer is exposed to the exercise strategy of the holder. The
option price is calculated under the assumption that the holder exercises at the optimal point
Sr although the holder may exercise at any point. In the worst case (worst for the writer),
the holder exercises at the optimal time, but this has already been priced into the option
premium.
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e Linear complementarity problems. The solution of the free-boundary problem is
challenging since it is unclear how to determine the free boundary. Therefore, we derive
another formulation in which the free boundary is eliminated. This leads to so-called
complementarity problems. In Section 3, we have derived the Black-Scholes equation
by investigating the riskless and self-financing portfolio 7w = c1(t)B + c2(¢)S — V (S, 1),
consisting of c¢;(t) shares of a bond B, c;(t) shares of the underlying S, and one short
American option with value V (S, t). Choosing ¢, = Vs, we obtain

1
dr = <cer +05Vs — V, — EUZSZV%)dt,

where V; = 9V /0t (see Section 3.4). According to the previous remark, the holder of
the option may exercise in an optimal way or not. If not, the writer may make a better
profit compared to a riskless investment. Therefore, d7t > rrdt. We deduce that

1
r(ciB+ SVs — V)dt = rrrdt < dm = (cer +6SVs — Vi — 3 252V55>dt
and hence,

Vi + %azszvss +(r—06)SVs—rV <0, Se(0,00),te(0,T). (6.11)

We have seen in Proposition 6.6 that equality holds for all S > S¢(¢) (in case of put
options). We claim that we need to put the inequality sign “<” for all S < S¢(t). To
simplify the argument, we assume that there are no dividend payments, § = 0. The
argument for § > 0 is more complicated and needs some additional bounds for S¢(t);
we refer to [21, Theorem 9.4] for details. Now,if 6 = 0and S < S f(t), the put value is
P = K — S. We insert this expression into the Black-Scholes equation:

1
D+ E02521355 +7SPg —rP = —rS —r(K—8) = —rK < 0.

We infer that if P(S,t) = (K — S)*, we put the less sign “<”, and if P(S,t) > (K—S)T,
we put the equality sign “="in (6.11). This means that

1
(P—(K-S)") (Pf + 502521355 +rSPg — rP) =0

for all S > 0. A similar argument holds for American call options (with dividend pay-
ments). We summarize these statements.

Proposition 6.7 (Linear complementarity problem for American options). The value
V (S, t) of an American option is the solution of the system

(V = Vr(S)) (Vt + %azszvss +(r—6)SVs — rV) =0,
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1

together with the final and boundary conditions

put: V(0,t) =K, Slim V(S,t) =0, Vr(S) = (K-5)",
—00

call: V(0,t) =0, Slim (V(S,t)—S) =0, Vr(S)=(S—K)*.
—00

Remark. (Obstacle problems and variational inequality.) Free-boundary problems are related
to obstacle problems, where the solution u to a partial differential equation satisfies the con-
straint u > f. The function f can be interpreted as an obstacle, and the solution u lies above
this obstacle. For instance, let us look for a solution # : [—1,1] — R to the linear complemen-
tarity problem

—u" >0, u—f>0, v'(u—f)=0 in(-1,1) (6.12)

with the boundary conditions u(+1) = 0. Generally, we cannot expect that u is twice dif-
ferentiable, so we need to interpret —u” > 0 in the sense of distributions or in the weak
sense. For this, consider the Sobolev space H!(—1,1), consisting of square integrable func-
tions whose weak derivative is square integrable, and choose a test function v — f € K,
where
veK={veH(-11):0> fin(-1,1), v(£1) =0}.

This means that we multiply —u” > 0by v — f > 0, integrate over (—1,1), add u" (u — f) =
0, and integrate by parts:

1

0< —/11u”(v—f)dx+/1lu”(u—f)dx: —/ u"(v—u)dx:/ u'(v—u)dx.

-1 -1

Thus, we are looking for a solution u € K to the variational inequality

1
/ u'(v—u)'dx>0 forallv e K.
J-1

One can show that conversely, if u € C*(—1,1) N C%([—1,1]) solves the variational inequality,

then also the linear complementarity problem (6.12).

e Numerical solution. We wish to solve the linear complementarity problem in
Proposition 6.7 numerically using finite differences. For this, we first transform the
problem using, as in Section 3, the variables x = In(S/K) and T = ¢?(T —t)/2. Then
the transformed option price

1 1 1
u(x,t) = z exp (E(k(; —1)x+ Z(k(s — 1)1+ kOT> V(S,t),

where ks = 2(r — 6) /o2 for § > 0, solves

(ur —uxx)(u—f) =0, Ur—uxxy>0, u—f>0 (6.13)
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forx € Rand t € (0, T). The function

f(x,T) =exp ( (ks —1)x + - (k5 — 1)t + kor) @ (6.14)

is the transformed constraint. The initial and boundary conditions read as

u(x,0) = f(x,0), x€R,
put: xl_i>r£100(u(x,r) — f(x,7)) =0, lim u(x,7)=0,

X—00
call: xg@wu(x,r) =0, xlgrt}o(u(x,r) — f(x, 7)) =0.
For the numerical discretization, we restrict ourselves to the interval [—L, L] instead
of the whole line R and require that the boundary conditions are satisfied at x = &L
instead at x — £oo. Letx; = —L+ihfori=0,...,nand tj = jAt forj =0,...,m with
h =2L/n, At = T /m be the grid points. We approximate u; — uy, > 0 as in Section 6.1
by the §-method, i.e., the approximations w/] of u(x;, t;) solve

1 1 ]')_1—9 i

0 1 i+1 i+1
E(wl @i 7(wi+1 (Wi — 2w ] ‘HU] 1) 2 0.

j j
—2w; +w;_) — 2 Wit

Setting v = At/h?, we can formulate this inequality more compactly in matrix form:

Aw' ™t > Bw/ + d/,

where
A = diag(—76,1+ 2796, —99), (6.15)
B = diag(y(1—6),1-27(1-6),7(1-9)), '
and the vector d/ contains the boundary conditions:
(1—=0)u(—L,t;) +0u(—L,tj 1)
0
dl = : (6.16)
0

(1 — Q)M(L, t]) + QM(L, t]'_|_1)

Let ¥ = Bw/ +d and f/ = (f(x1,tj),...,f(xs—1,t)))". Then we need to solve the
following discrete linear complementarity problem

(Aw*t — b)) - (Wt — ity =0, Awt —b >0, wtl-fT1>0. 6.17)

In the following, we omit the indices j and j + 1. For later use, we remark that the
complementarity problem can be written as a minimum problem.
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Lemma 6.8. The problem
(Aw—b) - (w—f)=0, Aw—-b>0, w—f>0 (6.18)
is equivalent to min{Aw — b,w — f} = 0.

Proof. Let min{Aw — b,w — f}; = 0 for all i. This implies that (Aw —b); > 0 and
(w— f); > 0 for all i. Moreover, (Aw — b); = 0 or (w — f); = 0, which gives (Aw — b) -
(w—f) =0,

Conversely, let (6.18) hold. Fix some index i. Then either (Aw — b); > 0 or (Aw —
b); = 0. In the former case, by the first equation in (6.18), we must have (w — f); = 0
and hence, min{Aw — b,w — f}; = 0. In the latter case, min{Aw —b,w — f}; =0. O

We infer that for giveni € {1,...,n — 1}, either w; = f; or (Aw); = b;. Assume for
the moment that (Aw); = b; for all i. Then, writing this equation as

a;w; = — Zal]w] — Zal]w] + bi/

j<i j>i

we may use the following iteration (called the Gauf3-Seidel iteration):

wfkﬂ) = l < — Zaijw](.kJrl) — Zﬂijw](k) + bi), k e IN,

Ti \ i< j>i

(0)

where w; " is given. This iteration is motivated from the fact that at step i, we have al-

ready calculated the iterations wgkﬂ), e, wlgﬁl)

computing w§k+1). A more compact formulation is given as follows: We decompose
A =D —L—U,where D = diag(ai1,...,a,-1,—1), —L is the lower triangular matrix,

and —U is the upper triangular matrix. Then

, thus it makes sense to use them when

wk+t) = p-1 (Lw(k+1) + Uw® + b).

This idea can be refined by employing the SOR method (SOR = successive overrelax-
ation): Compute fori =1,...,n—1,

20 = a; ' (Lw®™) + Uw® +b).,

1
(D) _ 50 1 (20 _ )y,

w;
We recover the Gaufs-Seidel iteration when w = 1. When 0 < w < 1, the new iteration is
a linear combination between the old and new Gaufi-Seidel iteration. This corresponds
to a damped iteration. The idea of the SOR method is to choose w > 1 and thus to
“overshoot”. This works well for 1 < w < 2 in the sense that the iterations converge to
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a solution to Aw = f and that for an optimally chosen w, less iteration steps are needed
than for the Gauf3-Seidel method.

Generally, we do not have the equality (Aw); = f; but we can exploit the property
min{Aw — b,w — f} = 0. Indeed, decomposing again A = D — L — U, we obtain

0 = min{Aw — b,w — f} = min {Dw — (Lw + Uw + b),w — f}
=min{w— D '(Lw+ Uw+b),w — f} =w —max {D*(Lw+ Uw +b), f}.

The third equality is possible, since we only distinguish between positivity and zero,
so we can multiply the first argument of the minimum componentwise by the matrix
elements (D71); = a; . This motivates the projection SOR method: Compute for i =
1,...,n—1,

2% — a ! (Lw® D 4 uw® 4 b)., (6.19)
w* Y = max {wl.(k) +wiEz® - wl.(k)),f,-}.

i

Theorem 6.9 (Cryer). Let A €("=V*"=1) be g symmetric, positive definite matrix and let
beR"™ 1, feR"™ Y, and1 < w < 2. Let w®) for k € IN be a solution to (6.19). Then

. k .
kh_)rnwl():w,-, i=1,...,n—1,
o

where w is a the unique solution to the linear complementarity problem (6.18).

Proof. As the proof is rather technical, we give only a sketch. The idea is first to show
that the problem (6.18) is equivalent to the minimization problem: Find w € M such
that

J(w) =minJ(v), where J(v)= 1 TAv—bTo
veM 2
and M = {v € R"!:v; > f; for all i}; see [16, Lemma 7.6] for a proof. Second, define
the sequence
ki) — ( (k+1) (k+1)

(k) (k) \T
wy W, ’wi—l—l"“’wnfl)

and show that J; = J(w®)) with j = (n — 1) (k — 1) 4 i is decreasing (for this step, we
need that w < 2). Since A is symmetric and positive definite, (J;);cn is bounded from
below. Therefore, (J;)jen is convergent. Third, using the convergence of (J;)jen, show

that (wl(k)) keN is convergent to some w;. Finally, the limit k — oo in (6.19) gives

z; = lim sz) = aijl(Lw +Uw+b); = a;l(Dw —Aw+b); =w; — aijl(Aw —b);,

k—o0
w; = max {w; + w(z; — w;), f;} = max {w; — wa; ' (Aw —b);, f; }.
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This is equivalent to

min {(Aw - b)i,wi - fz} =0
and thus to the linear complementarity problem (6.18). O

The algonthm for the computation of the price of an American option reads as fol-

lows. Let w
» Define fi]

» Compute the boundary values wy =

= f(xi,t;) according to (6.14).
- f(])/ Wy = f]

» Define b; = (Bw + d) according to (6.15) and (6.16).

» Compute z and w according to
Z = L
T 14290

wi = max {uﬂ + w(2§ — wi)’fz]}

until convergence is reached.
» Transform back to the original variables.

"be given from the previous time step. For all time stepsj =1,...,m,

(79( 1+1+wz 1) +b)

Figure 6.4 shows the prices of an American put option in comparison with a Euro-
pean put with the same parameters. It is clear that the price for the American option is
larger than the corresponding one for the European option, since the American option
allows for early exercise, thus giving more rights. The free boundary can be estimated

from the numerical values yielding S ~ 67.

—Payoff
—— American put | |
- = -European put

100
80 %,
\\
< 60
. . . S a0t
Figure 6.4: Comparison of an American
and European put option price with exer- 20 |
cise price K = 100, 18 months to expira-
tion, interest rate r = 0.05, and volatility 00
c=0.3.

50

100 150 200
S

Remark. So far, we have not discussed the convergence of the solution to the discrete linear
complementarity problem (6.18) towards the solution to the continuous complementarity
problem (6.13). The reason is that solutions to such problems generally do not possess suf-
ficient regularity to estimate the truncation error by means of a Taylor expansion, as done
in Section 6.1. A way out is the discretization of the complementarity problem using finite
elements. Then the convergence can be proved by means of Sobolev space techniques; see,

for instance, [15, Chapter 8].
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6.5 Application: Pricing swing options in electricity markets

Electricity prices are subject to the principle of supply and demand. The risk of very
high electricity prices may be hedged by derivatives. One exampe are so-called swing
options which are supply contracts for power. They give the holder the right to exercise
a certain right multiple times over a specified period but only one right per time inter-
val (like once per day). The right might be to receive the payoff of a call option or a
forward contract which supplies the holder with a certain amount of energy to a fixed
predetermined price. In this section, we explain the spot price dynamics of the elec-
tricity price and present a free-boundary problem to determine the swing option price.
Interestingly, swing options can be interpreted as a portfolio of American options with
a waiting period between two exercises and consequently, they can be mathematically
formulated as a sequence of free-boundary problems, one for each right to exercise. We
proceed as in [7].
We assume that the electricity price S; is given by the stochastic process

St =exp (f(t) +)N(t+Yt)/

where f(t) is a deterministic function modeling the seasonality, X; is the zero mean-
reverting process
de = —DCXtdt + O'th,

where o > 0, 0 > 0, and W; is a Wiener process. The process (jzt)tzo describes the fluc-
tuations in the energy demand. Combining the seasonality and stochastic component,
we set X; = f(t) + X;. Finally, (Y;);>0 is another zero mean-reverting process, given by

dY, = —pY,dt

for some g > 0.

Remark. Often, Y; includes jump components to incorporate price peaks, dY; = —BY;dt +
Jid N}, where J; are the jump sizes and (N;);>¢ is a Poisson process. Here, we only consider
models without jumps. Jump-diffusion models lead to partial integro-differential equations
(PIDE), which are nonlocal partial differential equations. The following considerations are
still valid, we just have to include the nonlocal integral in the differential operator L defined
below. For details, we refer to [6].

With these definitions, we can write S; = M;N;, where M; = exp(X;) and Ny =
exp(Y:). The spot price dynamics is then defined by the following set of stochastic
differential equations.

Lemma 6.10. The process (St)s>0 is an Ito process satisfying

dS; = MydNy + NidM;, where
th = Dé(“l/l(t) —1In Mt)Mtdt + UMtth, dNt = —‘BNt In Ntdi',

and p(t) = f(t) + (30° + /(1)) /.
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Proof. The result follows from Itd’s formula (Theorem 2.12) and It6’s product rule (Lem-
ma 2.14). Indeed, applying It0’s formula to My = F(Xy, t) := exp(f(t) + X) and recall-
ing that X; = X; — f(t), we find that

OF S oF 1 ,0°F oF
ot 0X 2 9X2 0X

dM; = (——[XXt——l——(T — |dt + o=—=dW;

— (f/(t) — (X( \)(/t/ —f(t)) -+ %0’2) Mtdt+U'Mtth
=In M;

= (f/(t) + (X(f(t) — h’lMt) + %0’2> M;dt + o Mid Wy,
dNt = exp(Yt)dYt = — exp(Yt)ﬁYtdt = _,BNt In Ntdt.
By definition of y(t), this finishes the proof. O

Next, let V; = V(M;, N, t) be a function of the stochastic factors M; and N;. The
function V is considered here as a generic function, but we may interpret it as the value
of an option. The goal is to derive a partial differential equation for V(M, N, T) with
the variables M, N, and t using a dynamic hedging argument. Since we cannot directly
hedge the risk, we proceed as in Section 3.6.

Proposition 6.11. Neglecting the market price of risk, the function V(M, N, T) solves the
equation

Vi + %UZMZVMM + a(pu(t) = In M)MVy; — BNInNVy — 1V =0

for M, N € (0,00) and t € (0, T). The final condition is given by V(M, N, T) = Vr(MN).

Proof. We build the riskfree and self-financing portfolio 7 = V — AV by buying one
asset V with maturity T; and selling A shares of the asset V with maturity T,. Applying
It6’s formula to V' gives

adv = (Vt + Dé(pl(t) —InM)MVy, — BNInNVy + %(TzszMM) dt + cMVydW,

and the analogous equation for V. Since the portfolio is assumed to be self-financing,
we infer that

dmr = dV — AdV

— (Vt +a(u(t) —In M)MVy; — BNIn NVy + %(TZszMM> dt
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— A (Vt + (X(]/l(t) —1In M)MVM — ﬁNlI‘l NVN + %UzM2‘7MM) dt
+oM(Vy — AViy)dW.

We eliminate the stochastic component by setting A = Vj;/Vy;. With this choice, the
terms with the factor V) cancel, and we end up with

1
drt = (m — BNInNVy + EUZMZVMM> dt
~ ~ 1 ~
—A (Vt — ﬁNln NVy + EO'ZMZVMM) dt.

Since the portfolio is riskless, we have d7r = rrdt = r(V — AV)dt, and we find that

1 1
—— (Vi = BNINNVy + Z0*M?*Vyp — 1V
VM 2

1 (= ~ 1 5 5 -
= =— (Vi =BNInNVN + z0"M"Vypy — 1V |.
VM 2

The left-hand side only depends on V, while the right-hand side only depends on V.
Since we can choose any assets V and V, both sides must be independent of the contract
type:

1 1
’)/O(M’ N't) = m <Vt - ,BNIHNVN + E‘TZMzVMM — VV),

We set v = a(p(t) —In M)M + y¢. Then
Vi + %O'ZMZVMM — BNInNVy — 1V = —a(u(t) — In M)MVy; + 4V

Similarly as in the derivation of the Heston-Black-Scholes model (see Theorem 3.8), the
function < is not specified. It may be interpreted as the market price of risk, and we set
it to zero, vy = 0. O

Swing options can be modeled as financial products with multiple exercises like
for American options. However, after one exercise one has to wait for the constant
refracting period 6 > 0. This period avoids the exercise of all rights at once, which
would be optimal when é = 0. In other words, if § = 0, the pricing of swing option can
be reduced to the valuation of multiple American options. We have seen that American
options can be modeled by linear complementarity problems; see Section 6.4. We will
formulate the swing option problem as a number of such problems. For this, we reverse
the time by introducing T = T — t and u(M, N, t) = V(M, N, T — 7). Furthermore, we
define the differential operator

1
L(V)=Vi+ EUZMZVMM +a(u(t) —In M)MVy; — BNInNVy — V.
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Let p > 1 denote the number of exercise rights. We start from Vo(M, N, t) = 0 for t €
(0,6). We can write the model as p complementarity problems for the price u,(M, N, T) =
Vy(M,N, T — 7) of a swing option with p exercise rights:

— L(up)(up —gp) =0, —L(up) >0, up>gp,
up(0) = gp(0) inRRE,

where the reward obstacle function g, is given by (recall that S = MN)

[ Ve(S,T=7)+we, 1(M,N,8) forTe 5T,
gy (M, N, 7) = { Vr(S, T — 1) for T € [0,6).

The function w1 is the value of the swing option with one exercise right less, and it
is determined for p = 1 by w,o(M, N,t) = 0for t € [0,0] and for p > 2 by

L(wyp-1) =0 fort e (0,6), wep-1(0) =up_1(r—0) in R? ..
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