Abstract

TULLIE, TRACEY ANDREW. Variance Reduction for Monte Carlo Simulation of
European, American or Barrier Options in a Stochastic Volatility Environment. (Un-
der the direction of Jean-Pierre Fouque.)

In this work we develop a methodology to reduce the variance when applying
Monte Carlo simulation to the pricing of a European, American or Barrier option in
a stochastic volatility environment. We begin by presenting some applicable concepts
in the theory of stochastic differential equations. Secondly, we develop the model
for the evolution of an asset price under constant volatility. We next present the
replicating portfolio and equivalent martingale measure approaches to the pricing of
a European style option. Modeling an asset price utilizing constant volatility has been
shown to be an inefficient model[8, 16]. One way to compensate for this inefficiency
is the use of stochastic volatility models, which involves modeling the volatility as
a function of a stochastic process[26]. A class of these models is presented and a
discussion is given on how to price European options in this framework.

After developing the methods of how to price, we begin our discussion on Monte
Carlo simulation of European options in a stochastic volatility environment. We
start by describing how to simulate Monte Carlo for a diffusion process modeled as
a stochastic differential equation. The essential element to our variance reduction
technique, which is known as importance sampling, is hereafter presented. Impor-
tance sampling requires a preliminary approximation to the expectation of interest,
which we obtain by a fast mean-reversion expansion of the pricing partial differential

equation|[22, 6].



A detailed discussion is given on this fast mean-reversion expansion technique,
which was first presented in [10]. We shall compare utilizing this method of expansion
with that developed in [11], which is known as small noise expansion, and demonstrate
numerically the efficiency of the fast mean-reversion expansion, in particular in the
presence of a skew. We next wish to apply our variance reduction technique to the
pricing of an American and barrier option. A discussion is given on how to price
these options under constant volatility and in the presence of stochastic volatililty.
Applying the importance sampling variance reduction method to a barrier option is
similar to that of a European option since there exists a closed form solution to the
price of this option in the context of constant volatility[4, 15]. However, in the case
of an American option Monte Carlo simulation and applying importance sampling
are more complex. We present an algorithm to compute an American option price
via Monte Carlo and describe an approximation technique to obtain a preliminary
estimate to the pricing function under constant volatility. Hence, we are able to
apply our variance reduction methodology to pricing of an American option. We

subsequently present numerical results for both of these options.
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Chapter 1

Introduction

Asset prices, such as a stock for a company, are often modeled using stochastic dif-
ferential equations. The simplest of these models involves modeling the return on
the stock as the mean growth rate plus a random term. The random term consists
of a parameter, called the volatility, and an increment of Brownian motion. This
particular model is often referred to as geometric Brownian motion or the lognormal
model of an asset.

Although the lognormal model serves as a good basis for modeling an asset, there
has been a wide-range of research done to improve upon this model. Empirical ev-
idence suggests that the volatility may be modeled as a function of a stochastic
process[14]. This class of models is known as stochastic volatility models. In par-
ticular, a mean-reverting stochastic process is a suitable model for volatility. Mean-
reversion refers to a linear pull back term in the mean growth rate of the volatility
process.

Contracts that are based on an underlying asset are called derivatives. We are

primarily interested in contracts known as options. Three types of options will be



discussed in this work. A European option gives its holder the right to buy or sell
stock for a predetermined price at a specified maturity date. An American option
gives its holder the right to buy or sell stock for predetermined price at any time
before or on a specified maturity date. Barrier options are options where the right
to exercise is forfeited if the underlying asset crosses a certain value or the option
only comes into existence only if the asset crosses a certain level. Computation of the
premium of such contracts is the focal point of this work.

Fisher Black and Myron Scholes formulated a method, based on no-arbitrage,
which gives a closed-form solution for the price of a European style option when the
underlying asset is modeled as a geometric Brownian motion and no dividends are
paid on the stock[3, 19]. A closed-form solution for the price of a Barrier option under
the lognormal model has also been developed. However, there is very rarely a closed-
form solution for the price of any type of option when a stochastic volatility model is
used to describe the evolution of an asset. Solving partial differential equations with
two space dimensions or Monte Carlo simulation are two methods used to compute
the premium for these types of contracts[5, 9, 13, 1].

Computing option premiums utilizing Monte Carlo simulation has become popu-
lar among many financial institutions[27, 21]. Therefore, numerical techniques that
provide variance reduction for Monte Carlo methods are in demand. We introduce a
variance reduction methodology for Monte Carlo simulation of a European, Ameri-
can or Barrier option premium when the underlying asset has volatility modeled as
a mean-reverting process. The variance reduction technique consists of two major
components: Importance sampling and asymptotic analysis.

A preliminary approximation for the expectation of interest is the main feature of

the importance sampling technique. Two methods of expansion will be used in order



to obtain an apriori estimate of the expectation of interest. The first, introduced [11],
corresponds to a regular perturbation of the pricing B-S partial differential equation.
The second, the focal point of this work and introduced in [10], is based on fast mean-
reverting stochastic volatility asymptotics. It corresponds to a singular perturbation
of the pricing partial differential equation.

The dissertation is organized as follows. In Chapter 2 we provide background on
stochastic differential equations. The multi-dimensional model for a diffusion process
is established as well as the existence and uniqueness of a solution. Also, we discuss
several results of diffusion theory that include Ito’s lemma, the martingale repre-
sentation theorem, infinitesimal generators, the Feyman-Kac formula and Girsanov’s
theorem. These are essential tools needed when modeling with stochastic differential
equations in finance. In addition, we develop the Euler scheme for simulation of sto-
chastic differential equations. In chapter 3 we formulate mathematically how an asset
is modeled. We also establish how the price of a European style option is obtained
utilizing replicating portfolios or an equivalent martingale measure. In chapter 4, a
discussion is given on why volatility should be modeled as a function of a stochastic
process. In addition, pricing a European option when an asset has volatility modeled
as a function of a stochastic process is also addressed. In chapter 5, we describe how
Monte Carlo simulation is utilized for pricing a European option. Also, we define
the Importance Sampling procedure that is used for variance reduction of the Monte
Carlo method. In chapter 6, we develop the asymptotic analysis for the price of an
European option in a stochastic volatility environment. This involves two methods of
expansion of the pricing partial differential equation. In chapter 7, we implement the
importance sampling variance reduction technique to price a European option when

the underlying has volatility modeled as a mean-reverting process. In chapter 8, we



formulate mathematically an American option and describe how to compute the pre-
mium of this type of contract under constant volatility. This computation involves
evaluating an expectation or formulating a linear complementarity problem. Also,
we present the asymptotic results when the underlying asset has volatility modeled
as a mean-reverting process. Next, we establish how the price of an American option
may be computed using Monte Carlo. Variance reduction for Monte Carlo simulation
of an American option utilizing Importance sampling and asymptotic expansion is
subsequently considered. In chapter 9, we define the Barrier option mathematically
and describe how to price an option this type when volatility is taken to be constant
in the underlying asset. Next, we provide the asymptotic results when the underlying
asset has volatility modeled as a function of a stochastic process. Lastly, we perform
variance reduction for Monte Carlo simulation of a barrier option when the underlying

has volatility modeled as a mean-reverting process.



Chapter 2

Stochastic Differential Equations

Stochastic differential equations are used to model processes that have continuous
time paths and have a source of randomness contained within them. This source
of randomness is commonly referred to as white noise and is modeled as increments
of Brownian motion. The term Brownian refers to the Scottish botanist Robert
Brown who, in 1828, observed an irregular motion when pollen grains were suspended
in liquid. We begin our discussion on stochastic differential equations by defining
mathematically Brownian motion. Secondly, we construct a multi-dimensional model
and establish an existence and uniqueness result. Subsequently, we present some
theoretical results on diffusion processes that appear frequently in financial modeling.
Lastly, we introduce the Euler scheme for simulating stochastic differential equations

and develop a convergence criterion for this method.

2.1 Brownian Motion

Brownian motion is a real-valued stochastic Gausssian process with continuous tra-

jectories that have independent and stationary increments. We shall denote the tra-



jectories of the Brownian motion by ¢ — W,. In particular, the one-dimensional

standard Brownian motion has the following properties:

o forany 0 <, < ... <, therandom variables (W, Wy, —W,,, ... . W, —W;, )

are independent,
[ ] E(WAF@) = 0,
e for any s < t, E(W; — W,|F,) =0 and E(W, — W,)?|F,) =t — s,

where we denote the probability space that our Brownian motion is defined and
expectation E{-} is computed by (Q,F,P). Q may be taken as the space of all
continuous trajectories w such that Wi(w) = w(t). F is a o-algebra which contains
sets of the form {w € Q : |w(s)| < M,s < t} and {F;,t > 0} is defined as an
increasing family of sub-o algebras of F such that W; is F; measurable and that
also contains sets of probability 0 in F. This completion is important because if two
random variables are equal almost surely then if one of the random variables is F;
measurable, then so is the other. F; may be thought of as the history of Wy, s <, up
to time t[24]. Lastly, P is the Wiener measure, which is the probability distribution
of the standard Brownian motion.

Similarly, let W, = (W}, W2 --- W) represent an n-dimensional Brownian mo-
tion with independent components associated with an increasing family of sub-o
algebras {F;}. Each W/ for i = 1,2,--- ,n, is a scalar Brownian motion with re-
spect to {F;,t > 0} with the usual properties. In addition, we include the property
E[(W} — W) (W] — Wi)|F,] = (t — )6, for s <t and i,j = 1,2,--- ,n, where 0y is

the Kronecker delta function.



2.2 Multi-dimensional Model

An n-dimensional stochastic differential equation may be formulated as follows

dXt = a(t, Xt)dt + b(t, Xt)th7 t - [0, T] (21)

A

Xo = X

where X; € R" represents the state of the process being modeled at any time ¢ and
dW; € R™ is an increment of Brownian motion. In addition, a : [0,7] x R" — R" is
called the drift vector of the process and b : [0,7] x R — R™*" is called the diffusion
matrix.

Equation (2.1) may equivalently be written as an integral equation of the following

form

t t
Xy = Xo—i-/ CL(T,XT)dT—i—/ b(r, X, )dW,, (2.2)
0 0

for any 0 <t < T, which may be interpreted component-wise as

t noon
X = X+ / (1, X2)dr + > / b (1, X2 dW?, (2.3)

0 = 7o
for v = 1,2,--- ,n. The first term is a standard Lebesgue or Riemann integral for

each sample path w while the second integral represents a stochastic Ito integral. An
essential element to the proof of the existence and uniqueness of a solution to (2.1)
is the Ito integral, which we define rigorously.

We wish to provide a concise definition for an integral of the form

/tq(s,w)dWs t€[0,7] (2.4)

We start by establishing a class for which (2.4) is defined and then define the Ito

integral for a step function in this class.



Definition 2.2.1 Let I' =T1(0,T) be the class of functions
flt,w):[0,00) x @ =R
such that
o f(t,w) is B x F- measurable, where B denotes the Borel o-algebra on [0,00).
o f(t,w) is Fi-adapted.
o E [fOTf(t,w)th] < 00.
Let ¢(t,w) € I' be a step function corresponding to a partition 0 = tg < ty <

- < t, =T and random functions ¢, ¢o,--- ,®,, then the stochastic integral of ¢

is defined as

| ot = 37 o)W, ) = Wi )

Definition 2.2.2 (Ito Integral) Let q € I'. Then the Ito integral of q is defined by

t

/0 o(r )W (@) = Tim | gu(r,0)d W (w),

m—00 0

where {qm} s a sequence of step functions and such that

B[ [ )~ n(r)ar] ~ 0 as o

Having defined formally the Ito integral, we next state without proof the following
existence and uniqueness theorem for the stochastic differential equation defined in

(2.1).

Theorem 2.2.1 (Existence and uniqueness theorem) [23/ Let a and b be Borel

measurable functions satisfying

Ja(t,w)| + bt u)] < M1+ [ul); uweR", ¢ €[0,T]

8



for some constant M and such that
la(t,u) — a(t,v)| + [b(t,u) — b(t,v)| < Dju —v|; wu,veR", te€]|0,T],

for some constant D. Let X be a random variable which is independent of the o-

algebra Fu, generated by Wy and such that

E “Xﬂ < 0

then (2.1) has a unique t-continuous solution X(w) with the property that X; is F;-
measurable and

sup E [|X;]*] < .
0<t<T

2.3 Diffusion Theory

We next present some theoretical results that are prevalent in modeling diffusion

processes in finance. We begin by stating the well-known Ito formula.

2.3.1 Ito’s Formula

Ito’s formula gives an explicit formula for computing the differential for a function
of a stochastic diffusion process. This is analogous to the chain rule in elementary

differential calculus.

Theorem 2.3.1 (Ito’s formula) /23] Let X, be an n-dimensional stochastic process
which evolves as (2.1) and let g : [0,00] x R® — R? be C*(R™). Then the process
Yi(w) = g(t, X(t)) has differential defined component-wise as

ag" 92 gk -
Ay} = 89 (t, X, dt+z t (t, X,)dX! + = Z S (L X)X X, (25)
ULy

where dAWFAW] = 6,;dt, dWidt = dtdW} = 0.



2.3.2 Martingale Representation Theorem

Before presenting the martingale representation theorem we define a martingale with

respect to an increasing family of o-subalgebras {R;,t > 0}.

Definition 2.3.1 (Martingle) An n-dimensional stochastic process M, on a proba-
bility space (2, R,P) is called a martingale with respect to {Ry,t > 0} if the following

hold
o M, is R;-measurable for all t.
o E[|M,|] < oo for allt.

o E[M,|R,] = M, for all s > t.

The martingale representation theorem is utilized to show that any JF;-martingale

can be represented as an Ito integral and is presented as follows

Theorem 2.3.2 [Martingale representation theorem/[23] Let Wy be an n-dimensional
Brownian motion. Suppose M; is an Fy-martingale, where F; is the natural filtration
of Wy and that M, € Lz(IP’) forallt > 0. Then there exists a unique stochastic process

q(t,w) such that for allt >0

¢
My (w) = E[M,] +/ q(s,w)dWy a.s.,t>0
0

2.3.3 Generator of an Ito Diffusion

Given an n-dimensional Ito diffusion of the form

dXt == a(t, Xt)dt + b(t, Xt)th, te [0, T] (26)

Xo = X,

10



we wish to characterize this process by a second order partial differential equation
operator L. We call £ the infinitesimal generator of the process X; and it is defined

as follows

Definition 2.3.2 [Infinitesimal generator of an Ito process][23] Let {X;} be an Ito

diffusion in R™. The infinitesimal generator L of X; is defined by

t10 t ’

where the set of functions for which the limit exist for all x € R™ is denoted by Dy.

The infinitesimal generator of the Ito process given by (2.6) is given by

. Oh 1 i h
Lh(z) = a (h2)g—+5 > (@) (o) 5 —— (2.7)
7 i 1 7

i

where h € Dy = C?*(R") and has compact support.

2.3.4 Kolmogorov’s backward equation and the Feyman-Kac

formula

We now present two results, which are applications of the infinitesimal generator de-
fined in the previous section, that describe the evolution of the conditional expectation

of a function of an Ito process.

Theorem 2.3.3 [Kolgomorov’s backward equation/[23] Let X; be an Ito diffusion of

the form (2.6) with infinitesimal generator L given by (2.7).

1. Define

u(t, z) = E[f(X7)| X, = z]. (2.8)

11



Then u(t, z) satisfies the Kolmogorov equation given by

%+Eu:0; 0<t<T (2.9)

w(T,z) = f(x) (2.10)

where we assume f € C*(R").

2. Moreover, if w(t,x) € CY?*(RxR™) that satisfies (2.9) and (2.10), then w(t,x) =

u(t,x), given by (2.8).
The following theorem is a important extension of the Kolmogorov backward equation.

Theorem 2.3.4 [Feyman-Kac formula/[23] Let X; be an Ito diffusion of the form

(2.6) with infinitesimal generator L given by (2.7).

1. Define
T
u(t,z) =E {exp (/ r(Xs)ds) f( X)X, = 4 . (2.11)
Then

ou
— 4+ Lu+ru=0;, 0<t<T (2.12)

ot
u(T,z) = f(2) (2.13)

where we assume f € C*(R™) and r € C(R").

2. Moreover, if w(t,x) € CH?(RxR™) that satisfies (2.12) and (3.37), then w(t, x) =

u(t, ), given by (2.11).

12



2.3.5 Girsanov’s Transformation

The following result states that altering the drift vector of an Ito diffusion does not

dramatically change the probability law of the process.
Theorem 2.3.5 [Girsanov’s theorem[[23] Let Z; be an Ito process of the form
dZy = B(t,w)dt + 0(t,w)dWy;  te[0,T]. (2.14)
Suppose there exist processes y(t,w) € I'(0,T) and a(t,w) € T'(0,T) such that
0t ) (t,w) = Bt w) — alt,w) (2.15)
and assume 7y (t,w) satisfies the Novikov condition
1 /T
E {exp (5/ v(s,w) ~fy(s,w)ds)] < o0. (2.16)
0
Define
t 1 t
M; = exp <—/ y(t,w) - dWs — 5/ Y(t, w) -v(t,w)ds) ; t<T. (2.17)
0 0
Since E[M7] = 1, we may define a new probability measure Q) as follows
dQ(w) = Mp(w)dP(w) on  Fr. (2.18)
The process
A t
Wy = / Y(s,w)ds + Wy, t<T (2.19)
0

is a Brownian motion with respect to Q and in terms of W, the process Zy has the

representation
dZ; = o(t,w)dt + 0(t, w)dW,. (2.20)

13



2.4 FEuler’s Method

Many stochastic differential equations in practical applications do not have an explicit
solution. Therefore, there has been a great deal of research done on numerical simula-
tion of these types of equations. In this work, we shall utilize the Euler scheme since
we are implementing a variance reduction methodology for Monte Carlo simulation
and this scheme is sufficient to test for variance reduction. Efficient implementation
of the variance reduction methodology using higher order schemes is a subject of
future work. We begin by describing the convergence criterion for an approximation
to an Ito process. Secondly, we describe the stochastic Taylor expansion technique.
Subsequently, we provide the time discrete approximations for the Euler numerical
method and discuss its convergence properties. Detailed descriptions of various other

numerical methods are provided in [18].

2.4.1 Convergence criterion
Strong Convergence

In many applications, such as filtering, it is important that the sample paths be
close to the true Ito process. This indicates that there should be a strong form of
convergence. We say that the approximation )5% converges in the strong sense to the

true process, Xr, with order v if there exists a constant L such that
56
E[| Xr — X7 || < L&

for any time discretization with a bounded step size §.
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Weak Convergence

In many practical applications, such as Monte Carlo simulation, it is important that
the sample paths be close in distribution to the true Ito process. This indicates that
there should be a weak form of convergence. We say that the approximation )5%
converges in the weak sense to the true process, Xr, with order §3 if for any f € C?

there exists a constant L such that
-~ 4
[E[f(X7)] — E[f(Xr) ]| < L&’

for any time discretization with a bounded step size 9.

2.4.2 Stochastic Taylor expansion

We next present stochastic Taylor expansion, which will lead to the formulation of
the Euler numerical scheme. We shall derive the one-dimensional stochastic Taylor
expansion for an Ito diffusion in integral form, which is given in full detail [18]. The

multi-dimensional case follows similarly.

t t
X, = X0+/ a(T,XT)dT+/ b(r, X,)dW, te0,T] (2.21)
0 0

A~

X, = X (2.22)

For any g: R x R — R and g € C**?(R x R) the Ito formula gives

2

g(t, Xy) = ¢(0,Xp) +/0 (M + (a(T, X;) 0 (1, X,) + %b2(7', XT)%g(T, XT)> dr

ot 0x?
! 0
—l—/o b(T,XT)%g(T,XT)dWT
t t
= g(O,X0)+/ KOQ(T,XT)dT—i-/ Klg(r, X,)dW,, (2.23)
0 0

where we have introduced the following operators

B o 1
0—_ R— p—
Ki=gtals Xog +35

82

D

bQ(S,XS)
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and
0
oxr’

We perform an expansion of the functions a(t, X;) and b(¢, X;) in (2.21) about ¢t =0

Kt =b(s, X,) =

by using (2.23) as follows

t T T
X, = X0+/ (a(O,Xg)—I—/ ICOa(z,XZ)dZ—I—/ lCla(z,Xz)dWZ> dr
0 0 0

t T T
+ / (b(O,Xo)Jr / Ko(z, X.)dz + / lClb(z,XZ)dWZ) dW.
0 0 0

t t
= Xo + (1(0, Xo) / dr + b(O, XQ) / dWr -+ R, (224)
0 0

where R is the remainder defined by

t T t T
/ / Kla(z, X.)dzdr + / / Kla(z, X.)dW.dr
0 Jo 0 Jo

t T t T
/ / Ko(z, X,)dzdW, + / / K'o(z, X,)dW.dW, (2.25)
0 JO 0 JO

Equations (2.24) and (2.25) together represent the simplest form of stochastic Ito-
Taylor expansion. We may continue the expansion by applying Ito’s formula to the

function K'b(z, X.) in (2.25) as follows

t t
Xt = Xo—l—(I(O,XQ)/ dT+b(O,X0)/ dWT
0 0
t T
+K'6(0, Xo) / / dW.dW, + R, (2.26)
0 0

where R is given by

R //ICO zX)dszJr//lCl (2, W.)dW.dr
//ICO (z, X.) dde+///lCOIC1 (u, X,,)dudW.dW,
+ / / / I b(w, X ) AW, dW.dW .
0 0 0
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Equation (2.26) leads to the Milstein approximation, where we refer to [18] for

more details, while (2.24) leads the Euler approximation, which we describe here.

2.4.3 FEuler Numerical Scheme
Euler Scheme

The Euler numerical method consists of truncating the remainder term of the Ito-
Taylor expansion given by (2.24) keeping only the time and Ito integrals that appear
first in (2.24).

Suppose we have a discretization of the time interval [0, T of the form
O=ti<ta<tzs<---<tg=T
The one-dimensional Euler method is defined as follows
X1 = Xs +a(s, Xs)As + b(s, Xs) AW, (2.27)

for s =0,1,2,---,5 — 1 with initial value given by X, = X,

where Ay = to —t, and AW, = W, ., — W,,. The random variables AW, are

independent and AN(0, A,), which may be simulated using a pseudo-random number
generator on any computer.
The multi-dimensional scheme may similarly be defined component-wise as follows
Xl =Xi+a'(s, X)A + Y b (s, X)AW] (2.28)
j=1
fori=1---nand s=0,1,2,---,5 — 1.

In addition

AWI = W7

tn+l

- Wi (2.29)
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represents the jth component of the n-dimensional increment of Brownian motion on
(tn, tni1]. Also, W!an W™ are independent for [ # m.
We shall now state, without proof, sufficient conditions for the Euler scheme to

have strong order of convergence %

Theorem 2.4.1 (Strong convergence of Euler’s method) [18] Suppose that X,
represents the true Ito process while Xf represents the Euler approzimation of the
process with time step 6. Then if

E([|Xo[*]) < o0

E(|Xo - Xo'|)? < L,6%,

la(t, 2) — a(t, y)| + |b(t, ) = b(t, y)| < Lol —yl,
la(t, 2)| + [b(t, )] < Ls(1 + |z[)

and

la(s, x) = alt, @)| + b(s, ) = b(t,0)| < La(1 + |al)]s — ]2
forall s, t € [0,T] and z, y € R", where the constants Ly, Lo, L3, L4 do not depend
on 8. Then for X° the estimate
E(| X7 — X3|) < Lso2

holds. Hence the Fuler approximation has strong order convergence %

Lastly, we present sufficient conditions for the Euler approximation X% to be a weak

approximation of order 1 to the true Ito process Xr.

Theorem 2.4.2 (Weak convergence of Euler’s method) [18] Given X; and X?.

Then if a and b are Lipschitz continuous with components a®, b € C**' for all

18



1=1,---.nandj=1,---,m and the following linear growth bound is satisfied
la(t,z) + b(t,x)| < L(1 + |x|)

for allz € R™ and t € [0,T]. Then for all f: R™ — R with f € C*(R"™), there exist a

constant K, which does not depend on 0, such that
[ELf(X7)] - ELf(Xp)]| < K0".

Hence the Fuler approximation, with the above assumptions, has weak convergence of

order one.
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Chapter 3

Pricing European Options

We begin our discussion of the Black and Scholes analysis for pricing European options
by defining the models of two assets involved in a market. For simplicity, we first
consider the one-dimensional case. Upon development of a market model, we formally
define mathematically a Furopean option. We shall consider two methodologies for
the computation of the premium of a Furopean option. The first method is based on
replicating self-financing portfolios and a no-arbitrage argument. The second consists
of finding an equivalent martingale measure under which the discounted risky asset
price is a martingale. This is also known as risk-neutral valuation. We shall show
that utilizing classical stochastic differential equation theory that the second method

is just a probabilistic interpretation of the first.

3.1 Market Model

The Black and Scholes analysis considers a riskless asset such as a bond and a risky

asset, which we assume is a stock index. The two assets are modeled as follows
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3.1.1 Riskless Asset

A bond price, By, is modeled with the following ordinary differential equation

B
B oy e [0,77]. (3.1)
B,

This may be interpreted as the infinitesimal return on the bond is given by rdt. The
parameter r represents the instantaneous rate of return, which is commonly called the
instantaneous interest rate. Using the separation of variables technique for ordinary

differential equations, the solution to (3.1) is given by
Bt = Boert, (32)

where By represents the initial investment in the bond.

3.1.2 Risky Asset

The corresponding Black and Scholes model for the stock price, S;, is a stochastic

differential equation as follows

ds
?t = pdt + odW, tel0,T]. (3.3)
t

Equation (3.3) has the interpretation that the infinitesimal return on the stock has
mean pdt and centered random fluctuations independent of the past up to time ¢.
The parameter p is the constant mean return rate and the random fluctuations are
modeled by adW,, where dW; is an increment of Brownian motion. The parameter o
is a positive constant, which we call the volatility of the stock. For simplicity we do
not model the dividends paid in the time interval we are considering.

Equation (3.3) may be expressed in differential form as

dSt = [Lstdt + O'SthVt, (34)
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while in integral form we have

t t
Sy =Sy + / WS dT + / oS dW,, (3.5)
0 0

where the last integral is the stochastic Ito integral described in section 2.2.2. Since
wu(t,s) = ps and o(t,s) = os are linearly growing at infinity and Sy is the initial
condition that is square integrable and independent of the Brownian motion, then
by theorem 2.2.1 this is enough to guarantee existence and uniqueness of an adapted
square integrable solution S;.

Utilizing Ito’s formula we may obtain an explicit solution to (3.3). We may suspect
that the solution would involve log S; since from elementary calculus [ % = logs. We
compute the differential of log .S; utilizing the one-dimensional form of Ito’s formula
given by (2.5) with g(t,s) =logs, u(t,s) = us and o(t,s) = os

dlog Sy = (1 — CT;)dt + odW;.
Therefore, the logarithm of the stock price is given by
o2
log Sy = log So + (1 — 7)75 + oW,.

Hence, we have the following solution for the stock price

S; = Spexp ((p — %O’Q)t + JWt) )

Since g—é is the exponential of a process that is normally distributed with mean (u— %)t
and variance ot at time t, then we say g—é has a lognormal distribution or S; is a
geometric Brownian motion.

Notice in this model that if the stock price ever becomes 0, then it remains there

until the terminal time. Hence, bankruptcy is a permanent state in this model.
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However, if Sj is nonzero, then does not go to zero in finite time with probability one
because 1 W, tends to zero as t tends to infinity, with probability one [10].

In figure 3.1 we show a sample path or trajectory of a stock price modeled by a
geometric Brownian motion. Notice how the stock price has a mean growth rate plus

"noise” attributed to the random fluctuations.
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Figure 3.1: A sample path or trajectory of a stock price modeled by a geometric Brownian

given by (3.3), with Sy =100 and p = .15, 0 = .10 and T = 1.

3.2 European Style Option

We now formally define a European call or put option and formulate a functional

form for the payoff of each of these contracts.
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3.2.1 Call Option

A European call option is a contract that gives its owner the right, but not the
obligation, to purchase one unit of an underlying asset for a predetermined strike
price K at a specified maturity 7. If S; represents the asset price at time 7', then

the value of the contract at time T, its payoftf, is given by

¢(ST) _ (ST_K)+ _ ST—K if ST > K

0 it Sp < K
3.2.2 Put Option

Analogously, a European put option is a contract that gives its owner the right, but
not the obligation, to sell one unit of an underlying asset for a predetermined strike
price K at a specified maturity 7. If Sp represents the asset price at time 7', then

the value of the contract at time T, its payoff, is given by

6(Sp) = (K — Sp)* = K-S if Sp <K
0 it Sp > K

The question that remains is ”What premium should be paid in advance in order
to enter into one of these contracts that pays ¢(Sr) at the terminal time?” We present
two methods by which this premium may be computed. We start with the replicating

portfolio strategy.

3.3 Replicating Portfolio Pricing Strategy

The Black and Scholes analysis for pricing a European option leads to a precise trading
strategy in the underlying stock and bond whereby the terminal price of the portfolio

is equivalent to the price of the option at the terminal time, regardless of the path of
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the stock[7]. Thus, implementing this trading strategy when an investor is short an
option protects him against all risk of eventual loss because a loss at the final time in
one part of the portfolio will be balanced by a gain in the other part. This is called a
replicating strategy and it provides an insurance policy for an investor who is short an
option. Since the trading strategy will require continuous adjustments in each part of
the portfolio, we call it a dynamic hedging strategy, where hedge means to eliminate
risk. The primary step in the Black and Scholes methodology is the constructing of
this hedging strategy and arguing based on no-arbitrage that the replicated portfolio
is the fair price of the option at any given time. We begin by defining replicating
self-financing portfolio and then derive the Black-Scholes pricing partial differential

equation.

3.3.1 Replicating Self-Financing Portfolios

We assume that S; represents the price process that is modeled as a geometric Brown-
inan motion and ¢(S7) the payoff of the stock at terminal time 7'. A trading strategy
is a pair of adapted processes, (a4, 3;), which represent the number of stock and bond
units held at time ¢. We shall assume that oy is square integrable and [, is integrable
so that the stochastic integral involving a; and the usual integral involving 3; are well
defined.

Given that the price of a bond at time ¢ is B; = Bye', the value of a portfolio
with a; units of stock and (3; units of bond is given by a;S; + G;e™. For simplicity,
we have assumed that By = 1. We say that the portfolio will replicate an option at

time 7' if its value is almost surely equal to the payoff of the option

arSr + Bre’ = ¢(St). (3.6)
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Also, we say that the portfolio is self-financing if the only changes in the portfolio
over time are due to the variations in the stock and the bond. For example, if more
of the stock is bought, then it would be paid for by selling bonds.[10] Using the
integration by parts formula to compute d(«;S;), we may express the self-financing

principle mathematically as follows
d(aS; + Bie™) = audS; + rBe™dt, (3.7)

where we have assumed the following because the change in the portfolio is due only

to the movement of the stock or bond
StdOét + ertdﬁt +d < o, S >= 0. (38)
The self-financing property given by (3.7) may be written in integral form as

t t
Sy + Be™ = o + By + / a;S, + / rG.e""dr (3.9)
0 0

3.3.2 Black-Scholes Pricing Partial Differential Equation

We denote P(t,s) as the price of a European option at any time ¢ and stock price s
with payoff given by ¢(Sr). We make the assumption that the pricing function P(t, s)
is regular enough to apply Ito’s formula. Our goal is to construct a self-financing
portfolio (o, 3;) that will replicate the option at maturity time 7.

Arbitrage refers to there being an opportunity to make an instantaneous risk-free
profit. Therefore, to ensure there are no arbitrage opportunities we require the value

of the portfolio at any time ¢ to equal the value of the option as follows:
@Sy + B = P(t,S;),  t€0,T]. (3.10)

An arbitrage opportunity would exist, for example, if the left side of (3.10) were

less than right side, by an investor selling the over-priced option immediately and

26



investing in the under-priced stock-bond strategy. This yields an instant profit and
there is no risk to future loss because the portfolio replicates the option at the terminal
time.[10]

We begin the derivation of the Black-Scholes pricing partial differential equation
by using Ito’s formula to differentiate (3.10). Applying Ito’s formula and the self-

financing property yields the following equation

opP 8P L ,0?P opP
a + Sta 5 St@>dt+05t

55 Wi, (3.11)

(OétuSt + ﬂtre”)dt + OétO'Stth == <

where the partial derivatives of P are evaluated at (¢, S;). By equating the coefficients

of the dW, terms of (3.11) we obtain

opP
= — 12
Qv Os (t, St) (3 )
and from (3.10) we have
ﬂt == (P(t, St) — OétSt)G_Tt. (3].3)
Equating dW; terms in (3.10) gives
oP oP 1 o?pP
P — = —— 4+ —o?S5P——. 14
( Stas) o 27 Ol g (3:14)

Equation (3.14) describes the evolution of the price of an option and is called the
Black-Scholes pricing partial differential equation. In operator notation we may ex-

press (3.14) as
ﬁBs(O')P = 0, (315)
where the operator Lgg(0) is defined as

1 2
Lps(o) = 9 + X Lk +r (sg - ) : (3.16)



This equation holds for ¢ < T and s > 0, since in our model the stock price remains
positive. Since we know the payoff of the option, then (3.15) may be solved backward
in time with the final condition P(T,s) = ¢(s). This yields a unique solution, which
is the value of the self-financing replicating portfolio at any time t. Once the price
of the option is obtained, we may compute the trading strategy (o, 3;) by using
equations (3.12) and (3.13).

A European call option may be priced by solving equation (3.15) with the terminal
condition being P(T,s) = (s — K)*. We shall denote the price of the call option by

Cps(t,s). An explicit solution for Cpg is given as

Cps(t,s) = sN(dy) — Ke "Y' N(d,), (3.17)
where
[ K Lo\ (T —t
4, = logls/ )+ + 300 — 1) 3.18)
oV —t
d2:d1—0'\/T—t (319)
and
N(z) = L / ) eV P dy (3.20)
21 J_ o

The popularity of this formula in the finance industry since the mid-1970’s is
attributed to the fact that the price may be explicitly computed once the volatil-
ity parameter o has been estimated from data. We will also denote Cpg(t,s) by
Cps(t,s, T, K,0) to explicitly show the additional dependency of the function on
terminal time 7', strike price K and and volatility o.

Figure 3.2 gives a plot of the pricing function Cpgg(0, s,100,1,.15) versus the

present stock value s.
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Figure 3.2: Black-Scholes call option pricing function at time t = 0, with o = .15, K = 100,

T=1,0=.15andr = .06

We begin our discussion on the price of a put option, which we denote by Pgs(t, s),
by introducing the relationship between a call and put option, which is called put-call

parity
Cps(t,S;) — Pps(t,S;) = Sy — Ke "0, (3.21)

Equation (3.21) follows from no-arbitrage arguments. For example, buying a call,
selling a put and one unit of stock and investing the difference in a bond, creates a
profit at time 7" regardless of the path of the stock.[10]

Combining equations (3.21) and (3.17) give the price of the put option as follows
Pgs(t,s) = Ke " T YN (=dy) — sN(—d,), (3.22)

where d;, do and N(z) are given by (3.18), (3.19) and (3.20) respectively.
Figure 3.3 gives a plot of the pricing function Pgg(0,s,100,1,.15) versus the

present stock value s.
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Figure 3.3: Black-Scholes put option pricing function at time t = 0, with o = .15, K = 100,

T=1,0=.15 and r = .06

3.4 Pricing under an Equivalent Martingale Mea-
sure

In this section we wish to compute the price of a European option from a probabilistic
point of view. It would seem reasonable that the price or premium of a European
option would be the expected payoff of the stock discounted back to the present time.
More precisely, suppose the stock process evolves as a geometric Brownian motion

and let S; = s, then the price at time ¢t = 0 of the option is
P(0,s) = Ele " ¢(S7)|S, = s]. (3.23)

In equation (3.23), the expectation is computed with respect to the probability mea-
sure associated with the stock. This is also known as the physical measure, which
we denote by P. However, pricing an option in this manner leads to an arbitrage

opportunity because the discounted stock price process is not a martingale under this
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measure. Therefore, we find an equivalent measure under which the discounted stock
price process is a martingale. We call this new measure, which we denote by P*, an
equivalent martingale measure. We first show that the discounted stock price process
is a martingale under this new measure. This leads to the discounted self-financing
portfolio process being a martingale under this measure and hence we may obtain the

price of the option at any time t.

3.4.1 Equivalent Martingale Measure

Let S; = "3, denote the discounted price process. Using [to’s formula, we see that

the evolution of the discounted stock price process is as follows
dS, = (p — r)S,dt 4+ 0 S;dW,. (3.24)

We wish to apply Girsanov’s theorem to the above equation in order to obtain a
measure under which S, is a martingale. We proceed as follows.

Let
YO =p =T

and define

! I 1
M, = exp <—/ ~ydWs — 5/ 72(15) = exp (—WWt = 57%) ;o t<T.
0 0

Since E[M7r]| = 1, we may a define new probability measure as follows
dP*|z, = M;dP|,.
By Girsanov’s theorem(2.3.5) the process

t
Wt*:/ ’}/d5+th:’Yt+Wt
0
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is a Brownian motion with respect to P* and in terms of W the process S, has the

representation

dS; = oS, dW;,

which shows that S, is a martingale under the measure P*.

3.4.2 Self-Financing Portfolios

We shall show that the value of a self-financing portfolio under the measure P*,
which we term the risk-neutral measure, is a martingale. In addition, we establish a
relationship between martingales and no-arbitrage.

We denote a portfolio that consists of a; units of stock and (; units of bonds as

Vi
Vi =S + BBy (3.25)

Utilizing the self-financing property we now show that the discounted portfolio

price, which we denote as V, = e "V, is a martingale under P* as follows:

df/t = —re ""Vidt + e "dV,
= —re "(ouS; + e’ dt + e " (o dSy + 1 Bie dt)
= —re"oSdt + e " oydS,
= aud(eSy)
= «dS,

= oS dW;. (3.26)

In addition, a similar computation shows that if a discounted portfolio is a martingale,

then it is self-financing.
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We now demonstrate the relationship between martingales and no-arbitrage. Sup-

pose that (ay, ;) is a self-financing arbitrage strategy. In other words
Ve >e'Vy P—as. (3.27)
with
P[Vy > eTVy] > 0, (3.28)
so that this trading strategy always makes at least money-in-the-bank. However,
E[Vy] = e’ TV,

because Vi = ¢"TVy and Vi is a martingale. Therefore, equations (3.27) and (3.28)

can not hold because they should hold for P and P* since P and P* are equivalent.[10]

3.4.3 Risk-Neutral Valuation

We make the same assumption as in (3.6) that (a4, ;) is a self-financing portfolio

that replicates an option at terminal time 7" as follows:
ar St + ﬁTGTT = ¢<ST) (329)

In section 3.3.2 a no-arbitrage argument shows that the price of a European option at
time t is the value of this portfolio. The previous section shows that the discounted

portfolio process is a martingale under the risk-neutral measure P* that states

‘A/;f = E* [VT’ﬂL
and hence
V, = E*[e "¢ (S7)| A (3.30)
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Utilizing the markov property of S;, which states that conditioning with respect to
the filtration F; is the same as conditioning with respect Sy, (3.30) may be rewritten

as:
Vi = E* e " T Dp(57)|Sy). (3.31)

Denoting by P(t,s), the price of a European option at time t for an observed stock

price S; = s is given as
P(t,s) = E*[e "™ Y¢(S1)|S, = s]. (3.32)

W/ is a standard Brownian motion under the risk-neutral measure P*, the increment
Wi — W} is distributed as N'(0,T — t), hence (3.34) may be written as the Gaussian
integral

22

o2
P(t,s) = (T p(5elr=F )T =040y 5= (. (3.33)

1 [o.@]
V2r(T —t) /_oo ‘
3.4.4 Risk-Neutral Expectations and Partial Differential Equa-

tions

In this section we wish to establish the connection between risk-neutral expectation
and partial differential equations.
From the previous section, we know that the price of a European option at any

time ¢ is given by
P(t,s) = E* [e "¢ (S)|S, = s]. (3.34)

Using the definition of infinitesimal generator given by definition 2.3.2 the infini-
tesimal generator of S; under the risk neutral measure P* is given by

J 1 0?
L= TS os + 50252@ (3.35)
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Utilizing the Feyman-Kac formula, which is given by theorem 2.11, we may for-

mulate the following partial differential equation

P
%_t +LP—rP =0, tel0,T] (3.36)

with
P(T,s) = ¢(s). (3.37)

Equations (3.36) and (3.37) are exactly the Black and Scholes pricing partial differ-

ential equation given by (3.15).
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Chapter 4

Pricing European Options under

Stochastic Volatility

Thus far we have assumed that the stock price process being modeled is a geometric

Brownian motion as follows
dSt = /,I/Stdt + UStth, (41)

where we have assumed a constant mean rate of return p and constant volatility o.
We shall relax the assumption that volatility is constant and allow it to be randomly
varying for the following reason: a well-known discrepancy between Black-Scholes pre-
dicted European option prices and market traded option prices, which is known as the
smile curve, is resolved by stochastic volatility models[10]. We begin this chapter by
defining implied volatility, the smile curve and explain why stochastic volatility mod-
els are a viable option. Secondly, we formulate mathematically stochastic volatility
models and provide some of the more common types; in particular a mean-reverting
stochastic volatility model. Lastly, we address how to price a European option in a

stochastic volatility environment.
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4.1 Implied Volatility and the Smile Curve

Given an observed European call option price Cppg for a contract, the implied volatil-
ity, which we denote by I, is the value of the parameter o that must be input in the

Black-Scholes pricing formula to match this price
CBS(t7$7K7 Ta ]> = COBS (42)

Implied volatility is a great way to compare model predicted option prices with ob-
served prices. It is also the unit by which traders quote option prices with the con-
version to price computed using the Black-Scholes formula.

In general, I = I(t,s; K,T), but if observed option prices equaled the Black-
Scholes prices, then the implied volatility would be constant across all option contracts
and hence modeling the volatility with a constant parameter would be an accurate
model; however this is not the case, which signifies the limitation of modeling with
constant volatility.

The smile effect is a widely known phenomenon testifying to the inaccuracy of the
Black and Scholes model[12]. This means that implied volatilities of observed prices
are not constant across the range of options, but vary with respect to their strike
price and time-to-maturity of the option. The graph of I(K) tends to be downward
sloping for at- and around-the-money call option prices (95% < K/s < 105%) and
then curves upwards for far out-of-the-money (K >> s) call option prices [10]. This
is known as a downward sloping skew. Therefore, using implied volatility from an at-
the-money call option will result in a premium charged for in-the-money call options
and out-of-the-money put options. This tells us the market prices as though the
geometric Brownian motion model fails to capture probabilities of large downward

stock price movements and adds a premium to Black-Scholes prices to account for
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this.
We have shown that the market prices options contrary to the Black-Scholes pric-
ing formula and we next present stochastic volatility models which capture the down-

ward sloping skew property of the implied volatility.

4.2 Stochastic Volatility Models

A stochastic volatility model is a model in which the evolution of the stock price is

described in the following manner
dSt = /LStdt + O'(K)Stdwt, (43)

where 1 represents the mean return rate and o(-) represents the volatility, which
is driven by another stochastic process Y;. We shall assume that o(-) is positive,
bounded and bounded away from zero: 0 < oy < o(-) < 09 for two constants oy
and o,. The volatility is driven by an Ito process, Y;, satisfying another stochastic
differential equation driven by a second Brownian motion. In order to account for
the downward sloping skew we allow these Brownian motions to be dependent.

The process, Y;, which drives the volatility is commonly modeled as a mean-
reverting process. The term mean-reverting refers to the fact that the process returns
to the average value of its invariant distribution-the long run distribution of the
process. In terms of financial modeling, mean-reverting often refers to a linear pull-

back term in the drift of the volatility process. Usually, Y; takes the following form:
dY; = a(m = Y,)dt + - --dZ, (4.4)

where Z; is a Brownian motion correlated with W;. The rate of mean reversion

is represented by the parameter o and the mean level of the invariant distribution
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of Y; is given by m. We consider here the simplest model, which is known as the

Ornstein-Uhlenbeck process:
dY, = a(m — Y,)dt + 8dZ, , (4.5)
where # > 0 is a constant and Z, is a Brownian motion expressed as
Zt = pWi + m Zy

where Z; is a standard Brownian motion independent of W,. The parameter p €

(—1,1) is the constant instantaneous correlation coefficient between Z, and W, defined

by
d < W,Z >= pdt. (4.6)

The process Y; may be explicitly written in terms of its initial value, which we

denote by y, as
t A
Vi=m+ (y—m)e ™+ 73 / e~ =94z, (4.7)
0
We see by equation (4.7) that Y; is distributed as
62
Vi N (= m)e™, 51— e20)). (45)

Hence, the distribution of Y; as ¢ — oo, which is the invariant distribution, is given

by N (m, %) Denoting the variance of the invariant distribution by v? = %, we may
rewrite (4.5) as
dY, = a(m —Y,)dt + vvV2a dZ, . (4.9)

Rewriting equation (4.5) in the above form is effective for when we perform as-

ymptotic analysis.

39



A couple of other common driving processes for Y; are the following
Lognormal:

dY, = oY, dt + e2Y,dZ,

which is not mean-reverting and

Cox-Ingersall-Ross:

dY; = k(i — Y,)dt + VY dZ,.

4.3 Pricing in a Stochastic Volatility Environment

We now focus on pricing European options when the volatility is modeled as a func-
tion of a stochastic process. One approach, which is detailed in [10], is to construct a
hedged portfolio of assets which can be priced by the no-arbitrage principle. With this
approach we hedge with the underlying stock and another option because volatility is
not a tradeable asset. The second approach, which we describe here, is the construc-
tion of an equivalent martingale measure so that the discounted stock price process is
a martingale. In addition, we also present the partial differential equation represen-
tation of the option price that is obtained utilizing the Feyman-Kac formula, which is

the same partial differential equation formulated through the no-arbitrage principle.

4.3.1 Equivalent Martingale Measure Approach

We denote P(t,s,y) to be the price of a European option at time ¢, stock price s
and volatility level o(y) that has payoff ¢(Sr). Although volatility is not directly
observable we shall assume for this work that the level at time ¢ has been estimated.

We wish to obtain a pricing formula when the volatility is a function of a mean-
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reverting OU process. We formulate the two-dimensional model as

dSt = ,UStdt —+ U(Y;)Stth

Y, = a(m—=Y,)dt + vV2a(pdW, + /1 — p*dZ;), (4.10)

where W; and Z; are independent Brownian motions.

We may obtain, as in section 3.4.1, an equivalent martingale measure utilizing
Girsanov’s theorem; however, there will be a family of equivalent martingale measures
since any shift in the Brownian motion Z; will still result in the discounted price
process being a martingale.

We apply Girsanov’s theorem by defining the following;:

p—r W,
t

Tt Zy

where 7, is any adapted square integrable process. We assume that 1, satisfies the

Novikov condition given in theorem 2.3.5 and define

Mtze:vp(—/otws-dzvs—%/Otws-wsds).

Since E[M7] = 1, we may define a new probability measure P*(") as follows
dP*V)| 5, = M,dP|7,.
By Girsanov’s theorem we conclude the process

t
Nt* = / peds + N,
0
is a Brownian motion with respect to P*(), where N; has the representation

Wy
N} =
Zy
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Under the measure P*(")| equation (4.10) may be rewritten as

dSt = TStdt + O'(Y;)Stth*

dY; = [a(m—Y:) —vV2a A(y)|dt + vV2a (pdW + /1 — p2dZ;)  (4.11)
where
Ay) = pu—r), YY1 - p? (4.12)

Any admissible choice of v, leads to a risk-neutral measure P*() and the no-arbitrage

price computed as
P(t,z,y) = BT 0¢(S7)[S, = 5,Y; = yl. (4.13)

The process (7,) is called the market price of volatility risk from the second source of
randomness Z; that drives the volatility. We refer to [10] for a full detailed explanation
of the market price of volatility risk. Notice that it parameterizes the space of risk-
neutral measures {P*}. We note the market chooses the equivalent martingale

measure {P*)}.

4.3.2 Partial differential equation approach

By the Feynman-Kac formula, the pricing function given by equation (8.27) satisfies

the following partial differential equation with two space dimensions:

oP 1, . ,0°P o*r ., O0*P
BT + 50 (y)s 95 + prv2a so(y)asay + o e
oP oP

+ T(sa —P)+ [(a(m —y)) —vV2alA(y) 9 0, (4.14)

where A(y) is given by (9.5). This is same partial differential equation that is ob-

tained through hedging and using a no-arbitrage argument as shown in [10]. In order
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to find P(t,s,y), this PDE is solved backward in time with the terminal condition

P(T,s,y) = ¢(s) which is (s — K)" in the case of a call option. We introduce the

following convenient operator notation:

2 0
Ly = Vg5 +(m—y)s

Oy? y
L1 = prV2s0(y) o — V2 A( )Q
01, L0 9
e = WWW@”(S&—')’

where

e oL is the infinitesimal generator of the OU process Y;.

(4.15)
(4.16)

(4.17)

e [, contains the mixed partial derivative due to the correlation p between the

W= and Z*. It also contains the first order derivative with respect to y due to

the market prices of risk.

e [, is the Black-Scholes operator with volatility o(y), also denoted by Lpg(o(y))-

Equation (9.11) may be written in the compact form:
(&£0+\/a£1 +£2>P:O,

to be solved with the payoff terminal condition at maturity 7.
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Chapter 5

Monte Carlo and Importance

Sampling

In this chapter we present the importance sampling variance reduction technique for
Monte Carlo simulation when modeling with stochastic differential equations. The
reader is referred to [22] and [11] for more details.

Let (Vi)o<t<r be an n-dimensional stochastic process which evolves as follows

where 7, is a standard n-dimensional P-Brownian motion and b(-,-) € R", a(-,-) €
R™™ which satisfy the usual regularity and boundedness assumptions to ensure ex-
istence and uniqueness of the solution. Given a real function ¢(v), which is bounded

for instance, we define the following function wu(t, v)
u(t,v) = E{o(Vr)[Vi = v} .

A Monte Carlo simulation consists of approximating u (¢, v) in the following manner
[N
k
ut,v) & 5= Y 6(Ve?), (5.2)
k=1
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where (Vs(k), k=1,---,N) are independent realizations of the process V; for t < s <
T and Vt(k) =.

There is an alternative way to construct a Monte Carlo approximation of u(t,v).
Given a square integrable R"-valued, m-adapted process of the form h(t, V}), we con-

sider the following process @)y

t 1 t
Q; = exp {/ h(s,Vy) - dns + 5/ | h(s, Vs)||2ds} )
0 0

If E(Q;l) =1, then (Qt)o<t<r is a positive martingale and a new probability measure,

P, may be defined by the density

dP

P (Qr)~".

With respect to this new measure, u(t,v) may be written as

u(t,v) = IE{€25(VT)QT|Vt =v}. (5.3)

By Girsanov’s theorem, the process(;)o<:<r defined by 7, = n; + fot h(s,Vs)ds is a
standard Brownian motion under the new measure P. In terms of the Brownian

motion 7),, the processes V; and ); may be rewritten as
dVy = (b(t,V;) — a(t,Vi)h(t, V3))dt + a(t, V;)dn, (5.4)
t ~ 1 t
Q: = exp{/ h(s, V) - dns — 5/ ||h(s,Vs)||2ds} (5.5)
0 0

which will be used in the simulations for the approximation of (5.3) by

N
ultv) - S o) (56)
k=1

The importance sampling variance reduction method consists of determining
a function h(t,v) that leads to a smaller variance for the Monte Carlo approximation

given in (9.27) than the variance for (5.2).
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Applying Ito’s formula to u(t, V;)Q; and using the Kolmogrov’s backward equation

for u(t,v) one gets
d(u(tv W)Qt) - u(t7 V;)ch(tv ‘/t) ’ dﬁt + QtaT(t7 V})Vu(t, ‘/t) ' dﬁt
= Qt((lTVU + Uh)(t, ‘/t) . dﬁt .
where a” denotes the transpose of a, and Vu the gradient of u with respect to the
space variable v.

In order to obtain u(0,v), for instance, one can integrate between 0 and 7" and

deduce

T
U(T, VT)QT = u(O, %)Qo + /0 Qt<CLTVU + Uh)(t, ‘/t) . dﬁt ,

which reduces to

T
o(Vr)Qr = u(0,v) + /0 Qi (a¥Vu + uh)(t,V;) - di, .

Therefore, the variances for the two Monte Carlo simulations (5.2) and (9.27) are

given by
5 T
Vry ((Vr)Qr) = B{ [ Q21" u+ unlfar )
0

vars (602)) = E{ [ la"vuptar}

If u(t,v) were known, then the problem would be solved and the optimal choice for
h, which gives a zero variance, would be

1
h=—=a"Vu. (5.7)

u
The main idea of the variance reduction methodology is find an appropriate approxi-

mation apriori for the unknown w« in the previous formula so that the following holds

Varg (¢(Vr)Qr) < Varp (¢(Vr))
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In the following chapter we present two ways by which we may obtain an approx-
imation apriori to the expectation of interest when we analyze stochastic volatility
models. Upon determining a procedure by which to find an approximation to the ex-
pectation of interest, we shall apply the importance sampling technique to the pricing

of a European option when the stock is modeled with stochastic volatility.
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Chapter 6

Asymptotic Analysis

In this chapter we provide two approaches to the asymptotic expansion of the sto-
chastic volatility model used to compute the price of a European option. We utilize
these two approaches to find an initial approximation for the price of a European
option. The first approach, introduced in [11], involves a regular perturbation of the
pricing partial differential equation. The second approach, introduced by [10],and
detailed here, corresponds to a singular perturbation of the pricing partial differential

equation.

6.1 Small Noise Expansion

We consider the following stochastic volatility model under the the risk-neutral mea-

sure P*()

dSt = T’Stdt + U(K)Stdwt*

dY; = [a(m —Y:) —vvV2a Ay)]dt + vV2a (pdW; + /1 — p2dZ;)  (6.1)
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where

= ————=+y(y)V1-p* (6.2)

Any admissible choice of v(y) leads to a risk-neutral measure P*®) and the no-

arbitrage Furopean price computed as
P(t,z,y) = EOe " T06(57)|8, = 5, Y, = y. (6.3)

By the Feyman-Kac formula we know that (8.27) solves the following partial differ-

ential equation in compact form
(CY[,O + \/aﬁl -+ ﬁg) P=0, (64)

where the operators Ly, £1 and Ly are given by (4.15). Equation (6.4) is to be
solved with the payoff terminal condition as P(T,s,y) = ¢(s — K).

If & =0, then (6.4) becomes
LoP =0.

Since L5 is simply the Black-Scholes operator with constant volatility o(y), then an

approximation Pgg(,(y)) of P is given by the Black-Scholes formula

Pps(oy)(t,s) = sN(d1) — Ke"N(dy), (6.5)

where N(d) = \/% fiioo e—z2/2dz7 d, = ln(S/K)J;(g’yJ)rUzEz)t/Q)(Tft)7 dy = dy — O'(y) T — ¢

The function Pgg(s(y))(t,s) is the first term in the small noise expansion of P(t, s, y)
around o = (0 or, in other words, when volatility is slowly varying and, in the limit,

Y; being “frozen” at its initial point y. A complete proof of the expansion result with
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higher order terms is given in [11] as well as numerical results showing that the im-
portant gain in variance reduction when utilizing this expansion as an approximation
to the pricing function in importance sampling is obtained by using the leading order

term Ppg(s(y)) alone as an approximation of P.

6.2 Fast Mean-Reverting Expansion

In this section we present fast mean-reverting asymptotics, which corresponds to a
singular perturbation of the pricing partial differential equation. However, we first
present the concept of effective volatility, which will be utilized in the development

of the expansion.

6.2.1 Effective Volatility

The process Y; has an invariant distribution which admits the density ®(y) obtained

by solving the adjoint equation
LiP =0,

where L denotes the adjoint of the infinitesimal generator Ly given by (4.15). In the
case of the Ornstein-Uhlenbeck process, which we consider in this work, the invariant

distribution is N'(m, v?) and the density is explicitly given by

D(y) = \/2;76@ (—%) :

Let (-) denote the average with respect to this invariant distribution
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Given a bounded function g, by the ergodic theorem, the long-time average of g(Y})

is close to the average with respect to the invariant distribution

1 t
lim — [ g(Yy)ds=<g> .

t—oo 0

In our case the “real time” for the process Y; is the product at and the long time

behavior is the same in distribution as a large rate of mean-reversion, and therefore

1

t
—/ g(Yo)ds m< g >,
13 0

for a large and any fixed ¢ > 0. In particular, in the context of stochastic volatility

models, we consider the mean-square-time-averaged volatility o2 defined by

o? ! : 2(Ys)ds
0= —— o“(Yy)ds.

The result above shows that, for « large

o2 =~ (0%) =52, (6.6)

which defines the constant effective volatility . This quantity is easily estimated

from the observed fluctuations in returns. We refer to [10] for more details.

6.2.2 Fast Mean-Reverting Asymptotics

We begin our discussion on fast mean-reverting asymptotics by letting o = % through-
out our model. The Feyman-Kac representation of the European option pricing func-

tion may be expressed in terms of € in operator form as

1 1
(ZEO + %cl + Ez) P=0, (6.7)

with the payoff terminal condition as P(T,s,y) = ¢(s — K)™.
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Fast mean-reversion corresponds to epsilon becoming small. This is the same as
the rate of mean-reversion, «, becoming large, which may be interpreted as the intrisic
decorrelation in volatility being small. Equation (6.7) is called a singular perturbation
because of the diverging terms when € — 0, keeping the time derivative in Lo of order

one.
The main idea of the asymptotic analysis is to expand the pricing function in

powers of /e as follows
P<t737y) - PO(ta Say) + \/Epl(t737y) + 6P2(t737y) + 6\/EP3<t737y) ey (68)

where Py, P, and P, are functions to determined such that Py(7),s,y) = ¢(s). We
will only find representations for the first two terms Py + y/eP; and we shall impose

the terminal condition P;(7 s,y) = 0. Substituting (6.8) into (6.7) we obtain

1 1
E»COPO + z(ﬁofﬁ + L1 By) + (LoPs + L1 Py + Lo Fy)

+Ve(LoPs + L1Py + LoP) +--- = 0 (6.9)

We find a representation for Py and /e P, by analyzing the equations obtained when
equating terms of the same order. We begin with the terms of order % in (6.9).

Equating terms of order % we have

Since the operator £y includes only derivatives in the space variable y, then we choose
Py to be constant with respect to that variable and hence Fy must be a function of

only t and s
Py(t,s,y) = Po(t,s). (6.11)
Similarly, we equate terms of order % in (6.9) to obtain
LoPy + L1Py = 0. (6.12)
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From (6.11) we know that £, = 0 because £, consists of derivatives with respect
to y. Therefore, we are left with £, P, = 0. Using the same argument as in (6.10) we

have P; as a function of only ¢ and s
Pi(t,s,y) = Pi(t,s). (6.13)

Note that the first two terms of the expansion will not depend upon the present
volatility level.
We continue the expansion by equating terms of order one of (6.9). The order one

terms give
LoP+ L1P + LoFPy = 0. (6.14)
We know that £1P; = 0 because P; does not depend on y. Hence (6.14) reduces to
LoPy + LoFPy = 0. (6.15)

The s variable being fixed, £, Fy is a function of y since £, involves o(y). Considering

only the dependency of y, equation (6.15) is of the form

Lo (y) +g(y) =0, (6.16)

which is known as a Poisson equation for v (y) with respect to the operator Ly in
the y variable. This equation does not admit a solution on a suitable space unless
g(y) is centered with respect to the invariant distribution of the Markov process Y;
with infinitesimal generator given by Lj;. We denote the density of the invariant
distribution of Y; by ®(y), which is given by

1 _w=m?
@(y):\/%ye 2w? (6.17)

The centering condition necessary so that there exist a solution to (6.16) is

<g>=/ﬁ@@@My=0 (6.18)
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The Zero-Order Term

We now present how the zero-order term of the expansion given by (6.8) may be
obtained. Since (6.15) is a Poisson equation, then it only admits a solution if LoP,

satisfies the centering condition
< £2P() >= 0. (619)

Py is a function of only s and ¢ and since we average with respect to the y variable

(6.19) may be reduced to
< Ly>Fy=0. (620)

From the definition of L5 we may deduce that < £5 >= Lpg(), where g corresponds
to the effective volatility defined by (6.6). Therefore, the zero-order term Py(t,s) is

the solution of the the Black-Scholes partial differential equation
Lps(a)Py =0, (6.21)

with terminal condition given by Py(T), s) = ¢(s).

Knowing the centering condition is satisfied we may express LoF) as

1 s o\ 20*Pp
LoFPy = LoPy— < LoPy >= §(U(y) — 0 )S 92 (622)
s
The solution of the Poisson equation (6.15), P,, may now be expressed as
1. _ 0P,
Py(t,s,y) = —§£Ol(a(y)2 —5%)s? 92
1 , 02 Py
= _§<¢(y) + C<t73))8 52’ (623)
where 1(y) is a solution of the Poisson equation
Lop = 0*— < 0? >, (6.24)
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and c(t, s) is a constant in y.
When we compute P (¢, s) we shall utilize ', which is derived in [10] and given

as

Wly) = — / " (02(s)— < 0 >)D(s)ds (6.25)

The First Correction

We continue the process of equating terms in (6.8) by setting the terms of order /e

equal to zero, which gives
LoPs + L1 Py + LoP = 0. (6.26)
The above equation is also a Poisson equation that must have the centering condition
< L1Py+ LoP, >=0 (6.27)

in order to admit the solution P3 on a suitable space.
Using equation (6.23) for P,, the fact that P, and ¢ do not depend on y and < Ly >=

Lps(a) we conclude P; solves

N 1 0Py
EB,5‘<O')P1 = 5 < Lllp(y) > 82 952

(6.28)
The operator < £11(y) > may be computed as

< Lbly)e >= VI < o) (s) > 52— VIr < AW) >, (629

which leads to the following partial differential equation for P;(t, s)

2 82P[)
0s2 "’

3
Lps(a)P = qu <oy > 338 Fo + (\@pu <oy > —Qu < A/ >> s (6.30)

2 0s3 2

with the terminal condition P (T, s) = 0.
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We now introduce the first correction, which is defined as follows
Pi(t,s) = VePi(t, s). (6.31)

The first correction satisfies the following partial differential equation

02P L3P
o5 TV g

Lps(a) Py = Vys? (6.32)

where V5 and V3 are small coefficients. In terms of o they may be expressed as

1%
Vo = —2p<oy >— <Ay >), 6.33
V, = 22 ooy, (6.34)

V2«
We may express V5 and V3 in terms of the original model parameters by computing
< oy > and < Ay’ > utilizing integration by parts

Y

<o > = < % (02(s)— < 0% >)D(s)ds > (6.35)
= % h o(T) </T (0%(s)— < o? >)<I>(s)ds> dr
= —% <X(o*— <o >) >,

where Y denotes the antiderivative of ¢. Similarly, we obtain < Ay’ > as

/

<A > = p(u—r)<¢;>+ L—p? <y > (6.36)

V1= p?

2

= —'O(MV;T) <N(ot-<o?>)> -

<T(o*— < o*>) >,

where ¥ and T represent the antiderivatives of % and v respectively. We may relate

V5 and V3 to the original model parameters as follows

Vo = < [=208 + p(p — 12+ /1 = p)(0?— < 0? >) >, (6.37)

Vs = <N(o®—<o®>)>. (6.38)
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The first correction satisfies the Black-Scholes partial differential equation with
a zero terminal condition and a small source term computed from the leading order

term FPy(t,s). It has a closed form solution that is given by

~ 0*P, 0P,
Pl(t, S) = —(T — t) <‘/282 8320 + ‘/3836—8;3> . (639)

By combining Py and P, we obtain a O(y/€) approximation of the pricing function

for a European option, which is given explicitly by

0*P, 0P,
04 V333—0> )

52 953 (6.40)

P(t, s,y) = Po(t,s) — (T _ t) (‘/282

o7



Chapter 7

Variance Reduction for European

Option

In this chapter we apply the Importance Sampling variance reduction technique to
computing the price of a European option. We shall use the two methods of expansion
described in the previous chapter to obtain a preliminary estimate of the expecta-
tion utilized to compute the premium. Secondly, we present some numerical results

obtained from implementing the methodology in Matlab.

7.1 Application of Importance Sampling to Pric-
ing Model

We apply the importance sampling variance reduction technique to the stochastic
volatility model (9.4) used for computing European call options. In matrix form the

evolution under the risk neutral measure P* is given by

dVy = b(Vy)dt + a(V)dn , (7.1)
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where we have set

and

so(y) 0 s
vV 20 vy/2a(1 — p?) alm—y) — y\/ﬁ/\(y)

The price of a call option at time 0 is computed by
P(0,v) = E{e"¢(Vr)|Vy = v}, (7.2)

where v = (s,y) and ¢(v) = (s — K)™.
We now apply the importance sampling technique described in chapter 5.
Define 7, = n; + fot h(s, V;)ds, which is a Brownian motion under the probability P*

which admits the density Q;l as described in chapter 5

t 1 t
Q7' = exp {—/ h(s,Vy) - dijs + 5/ I|h(s, Vs)H2ds} .
0 0

Under the new measure, the price of the call option at time 0 is then computed

by
P(0,v) = E{e " "o(Vr)Qr|Vo = v}, (7.3)

where the expectation is taken with respect to the measure P+
By (8.50), if P(0,v) were known, the optimal choice for h that gives the minimal

variance is

oP

1 [ so(y) vpV2a A
P

0  vy1—p*2a %—1;
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Once we have found an approximation of P by using small noise expansion or fast
mean-reversion expansion, then we may determine A in order to approximate (9.25)

via Monte Carlo simulation

N
1
P(0,v) ~ 5 3 o(Ve )@y (7.5)
k=1
under the evolution
dVi = (b(Vi) —a(Vy)h(t, V3))dt + a(V;)di, (7.6)

o = ew{ [(wev a3 [ s vorash &

When we utilize small noise expansion as an apriori estimate for the price of a call
option, the function h(t,v) given by (9.26) will have the following form

OPps(y
1 so(y) Lzstewn

h(t,v) = — o , (7.8)

Pps(o(y)) 0

where Pgg(s(y)(t, s) and %(t, s) = N(d;) are given by (6.5).
Similarly, using the zero order term of the fast mean-reversion expansion leads to

the function h(t,v) of the following form

OPps(5)
1 50(Y) =522
h(t,U) - - ( ) 0 ) (79)
Pps(s) 0
where the effective volatility, &, is given by (6.6).
The order O(y/€) term of the expansion of the price P(t,s,y) is given by
~ 82P35(*) 8BP)BS o
Pi(t,s) = —(T —t) (Vas? 2210 4 32 B30 ) 7.10
t0) = (7 - 1) (1 T R (7.10)

We denote the order O(y/€) approximation to the pricing function by Pryr and it is

given by

0*Pps (> 0*Pys(s
Prar = Pas@) — (T —t) <V232%” + VBSS%”) : (7.11)

60



where V3 and V5 are given by (6.37) and (6.38). Therefore, h takes the following form

1 [ soly) 5

h(t,v) = —

7.12
Pryr 0 ( )

Since we have control over how to choose this function h, we choose it in the

following manner so that the Novikov condition will hold
M) = min(max(—M, k), M),

where M is large. Therefore, Girsanov’s theorem may be applied and (); has finite

variance.

7.2 Numerical Results

In this section we present some numerical results from applying the importance sam-
pling variance reduction methodology to the pricing of a European call option. We
shall test the variance methodology developed by implementing the technique on the
three types of call options: in-the-money (Sy > K), at-the-money(Sy = K) and
out-of-the-money (Sy < K), where Sy represents the stock price at time 0 and K
represents the strike price. Since each method of expansion is characterized by the
rate of mean-reversion, we present results for various values of « ranging from slow
mean reversion a = .5 to fast mean-reversion o = 100.

In table 7.1 we present the model parameters utilized when performing the sim-
ulations. We note in our choice of parameters that o(y) is bounded and that the
effective volatility, &, is computed using

oo

7% =< (max{.0001, min{exp(y), 5}})* >= / (max{.0001, min{exp(y),5}})* ®(y)dy,

— 00
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Table 7.1: Model Parameters for the European Pricing Problem

Parameter Value
m —2.6
r 1
v 1
p -3
a(y) max{.0001, min{exp(y),5}}
I 1
() 0
Aly) 0
o 1971
where
D(y) = %eXp (—W) :

For simplicity we choose x = r and v = 0. The parameters V; and V5 are computed

from (6.37) and (6.38) as follows

-2
P oS0 < o?>) >,
vV 2«

Vs

1
‘/3 - 5‘/27

where Y (y) = max{.0001, min{exp(y), 5y}}.
We use the Euler scheme, which is detailed in chapter 2, to approximate the
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Table 7.2: Empirical variance for an in-the-money European call option.

So Yo K T « BMC PBS(U(y)) PBS(&) Pryr

110 -2.32 100 1 .5 .0164  .0026 0028  .0021
110 —-2.32 100 1 1 .0205 .0046 .0044  .0013
110 -2.32 100 1 5 .0232 .0081 .0036  .0012
110 —-2.32 100 1 10 .0237 .0083 0028 .0008
110 —-2.32 100 1 25 .0257 0115 .0010  .0007
110 —-2.32 100 1 50 .0288 .0150 .0007  .0006

110 —-2.32 100 1 100 .0319 0184 .0004  .0003

diffusion process V; given by (9.28). Suppose the time interval [0, 7] is discretized as
D=t <tya<tz<---<ty=T,
then the Euler scheme may be explicitly written as

Spi1 = (1S, — o (Yy)Snhi(n, Sp, Yn))As 4+ o(Y;)S, AW} (7.13)

Yori = (a(m—Y,) — prv2ahi(n, Sy, Y,))As + vv 204(,0AW,1 ++/1— pQAWT%),

where n = 0,1,2,--- | N — 1 with initial values Sy = s and Yy = y. In addition,
Ay =tep1 —tsand AW, = W, — W, . In our simulation we shall take the time step
to be a fixed increment: A, = 1073, The function h; represents the first component
of the h vector given in the three methods of expansion. In the case of basic Monte
Carlo, where we do not apply importance sampling, h; = 0. Lastly, the number of
sample paths computed in our simulations is 10000.

In table 7.2 we present the empirical variance of each Monte Carlo simulation

for an in-the-money call option when using basic Monte Carlo or using importance
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sampling with the two forms of expansion. BMC refers to computing the price un-
der the measure PP*, while Pgg(,(,)) refers to using importance sampling with small
noise expansion. The quantities Ppg(c) and Prysg refer to using fast mean-reversion

expansion as an initial estimate of the expectation in importance sampling.
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Figure 7.1: Monte Carlo simulations of an in-the-money European call option with a rate

of mean-reversion o = 1.

Figures 9.1 and 9.2 present the results of our Monte Carlo simulations as a func-
tion of the number of realizations. The simulations are for an in-the-money call
option. The two illustrations given are for « = 1 and a = 10. It is clear from table
7.2 and the figures that the basic Monte Carlo estimator performs extremely poorly
when compared to the other three estimators. Also, notice that when v = 1 the vari-

ance for small noise expansion and the order zero fast mean-reversion expansion are
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Figure 7.2: Monte Carlo simulations of an in-the-money FEuropean call option with a rate

of mean-reversion a = 10.

approximately the same; however, when the first correction is added to the approxi-
mation we obtain a greater reduction in the variance. Additionally, when the rate of
mean-reversion is extremely large, the order zero and order one approximations are
about the same.

We also wish to present results for an at-the-money call option and an out-of-the
call option so that we have tested our methodology on the three types of call options.

In tables 7.3 and 7.4 we present the empirical variance for each method of expan-
sion and basic Monte Carlo for an at-the-money and out-of-the-money European call
option. As in the case of an in-the-money European call option basic Monte Carlo

estimator performs extremely poorly when compared to the other three estimators.

65



Table 7.3: Empirical variance for an at-the-money European call option.

So Yo K T « BMC PBS(U(y)) PBS(&) Pryr

100 —2.32 100 1

o

.0264  .0019 0025 .0022
100 -2.32 100 1 1 .0279 .0034 .0038  .0017
100 -2.32 100 1 5 .0288 .0068 0028 .0015
100 —2.32 100 1 10 .0240 .0093 .0015 .0012
100 —-2.32 100 1 25 .0347 .0092 .0011  .0009
100 —-2.32 100 1 50 .0388 0170 .0010  .0008

100 —2.32 100 1 100 .0319 0184 .0007  .0005

Also, we once again notice that when the first correction is added to the expansion
we obtain greater reduction of the variance when o = 1. Additionally, when the rate
of mean-reversion is extremely large, the order zero and order one approximations are

about the same, which occurs in the case of an in-the-money European call option.
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Table 7.4: Empirical variance for an out-the-money European call option.

So Yo K T o BMC Pgsey) Ppse Prur

90 -2.32 100 1 .5 .0110 .0017 0023 .0018
90 -—-232 100 1 1 .0205 .0038 0036  .0015
90 =232 100 1 5 .0235 .0055 0028  .0011
90 -—-232 100 1 10 .0337  .0093 0021 .0009
90 -2.32 100 1 25 .0369 0112 0012 .0008
90 -—-2.32 100 1 50 .0355 .0144 .0009  .0007

90 —-2.32 100 1 100 .0388 0174 .0004  .0002
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Chapter 8

American Option

In this chapter we wish to apply the importance sampling variance reduction tech-
nique developed in chapters 5 and 6 to the pricing of an American option. We begin
by formally defining an American option and how to compute its price. Secondly,
we present a computational inexpensive procedure, developed by Barone-Adesi and
Whaley, which computes the price of an American option under constant volatility.
We utilize this method to compute a preliminary estimate of the price of an Ameri-
can option when applying importance sampling. Next, we consider the pricing of an
American option when the underlying asset is modeled with stochastic volatility and
develop the asymptotic analysis in this framework. A numerical technique utilized to
compute an American option price via Monte Carlo simulation, which was developed
by Longstaff and Schwartz, is subsequently presented. Finally, we apply the impor-
tance sampling variance reduction technique when pricing an American option in a

stochastic volatility environment and present some numerical results.
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8.1 Pricing an American option

An American style option is a contract that gives its owner the right, but not the
obligation to exercise the option at any time before the terminal time of the contract.
The two types of American options we consider are the call, where to exercise means
to buy one unit of the underlying asset for the strike price and the put, where the
owner has the right to sell one unit of stock at the predetermined strike price. We
shall denote the time the contract is exercised in either case as 7. At time ¢, the
holder must decide whether to exercise the option given information in the o-algebra
F;. In other words, the owner observes the stock up to the present time and then
decides whether or not to exercise the option. The exercise time 7 is called a random
time that is F; measureable i.e. the event {7 < t} belongs to F; for any ¢t < T', where
T represents the terminal time of the contract. We regard 7 as a stopping time with
respect to the filtration F;.

We again denote the payoff function as ¢, which is given as

s— K ifs>K

0 fs< K

in the case of the call and

qﬁ(s):(K—s)Jr: K—-s it K>s
0 if K <s

in the case of the put and where K represents the strike price of the contract.
Hence, the value of the payoff function at the stopping time 7 is given by ¢(S.).

Due to the early exercise feature of the American option, pricing is more com-
plicated than pricing a European option. The price of an American option gives its

holder more rights than that of a European option and therefore its price is greater
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than or equal to that of a European option that has the same payoff function and
terminal date. Using the theory of optimal stopping it can be shown that the price of
an American option with payoff function ¢ is obtained by maximizing the expected
discounted payoff over all possible stopping times[3]. The expected value is computed
under the risk-neutral probability P* as we should expect. The price of an American

option may be computed using

P(t,s) = max E*[e7""¢(S,)|S, = s]. (8.1)

t<r<T
It can be shown through no-arbitrage arguments that for nonnegative interest rates
and no dividends paid that the price of an American call option is equivalent to the
price of a European call option[3]. Therefore, we shall perform all of our analysis on

the American put option. The price of an American put option is computed as

P(t,s) = max E* [e""(K — 5,)T|S, =s]. (8.2)

t<7<T
By taking 7 = t we deduce that P*(t,s) > (K — s)™ which we should suspect since if
P(t,s) < (K —s)* then there is an arbitrage opportunity. This is illustrated by the
following argument.

Figure 8.1 gives an example of a Furopean put pricing function. Suppose that
P(t,s) < ¢(s) and consider the consequence of exercising the option. An arbitrage
opportunity may created as follows: we buy the underlying asset in the market for
s and purchase an option for P; if we immediately exercise the option by the selling
the asset for K, a profit of K — (P + s) is obtained.[5]

An alternate method for computing the premium for an American option is the
formulation of a free boundary problem. The phrase free boundary refers to the
fact that we must determine for a fixed time which values of s should we exercise the

option. These values of s or boundary at any time are not known apriori. Therefore,
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Figure 8.1: Black-Scholes put option pricing function at time t = 0, with o = .15, K = 100,

T=1,0=.15 and r = .06

we do not know where in advance to apply the boundary conditions. Hence the name
free boundary.

No-arbitrage arguments state the price of an American put option must be greater
than equal to its payoff and the infinitesimal return from an option must be less than
or equal to the return from a bank deposit. Also, at any time the price must equal
the payoff or the Black-Scholes equation must be satisfied. From these assumptions

a linear complementarity problem may be constructed as follows

Pt > ¢, (8.3)
orP* 1 ,0*P° 0P
- < @ .
T —|—20 5e7 +7rs 9 = rP®, (8.4)
. orP* 1 ,0°P® 0P L
(P —qb)( T +30 5e7 +7rs PR —TP) = 0. (8.5)

Inequality (8.5) would be strict equality in the case of a European option. In the

case of the American option it is optimal to hold the option when the Black and
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Scholes equation is satisfied. Otherwise, when we have strict inequality in equation
(8.5) it is optimal to exercise the option because the infinitesimal return on the option
is less than the return from a bank deposit.

We may now formulate the free boundary problem as follows. We begin by dividing
the S axis into two distinct regions for each time t. We shall denote the boundary
between the two regions as s*. At any fixed time, the first region where 0 < s < s*

and early exercise is optimal, the following hold

oP* 1 .92p° opa
P*=K — 4+ g2 < rpe.
S o 797 a2 T <7

In the other region where s* < s < oo and early exercise is not optimal, the following

hold

OP* 1 ,0%°P“ opPe
+ —o? +1rs = rpP%

Pr>K =5 545055 s

Therefore, we have the following partial differential equation with a free boundary

Pt,s) = K—s, s<s*(t)
op* 1, ,0°P° ope

—0°S +7rs

ot 2 0s? 0s

—rP* = 0, s> s*(t), (8.6)

with

s(T) = K. (8.7)

Also, we shall impose that P* and % are continuous across the boundary s*(t), so

that
Pt s*(t) = K —s°(t), (8.8)
%(i,s*(t)) - 1. (8.9)
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We may think of the conditions given on the free boundary by (8.8) and (8.9) as a
condition that determines the price of the option on the boundary and as a condition

that determines the location of the free boundary.

8.2 Analytic Quadratic Approximation of an Amer-
ican Put Premium

In this section we present an efficient analytic approximation to the price of an Amer-
ican put option under constant volaility, which was first introduced by Giovanni
Barone-Adesi and Robert Whaley. One method that has often been utilized to com-
pute the price of an American put option is finite difference; however finite difference
methods are often computationally expensive. To ensure a high degree of accuracy, it
is necessary to partition the asset price and time dimensions into a fine grid and enu-
merate every possible path, which is very cumbersome and can only be accomplished
on a high speed computer[2]. We shall present a brief review of how the quadratic
approximation is obtained and we refer to [2] for full details.

An American option may be thought of as a European option with an early exercise
feature added to it. Hence, the premium of an American option may be computed as
the price of a European option plus an early exercise premium.

We define the early exercise premium for a put option as
e’(t,s) = P t,s)— Pps(t,s), (8.10)

where P® and Pgg represent the price of an American and European put option
respectively. The essential element behind the quadratic approximation method is

that since the European and the American option price movements in the region
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where the option is not exercised are both modeled by

op 1, ,0°P oP
E—f‘—()' W‘Frsg_rp = 0, (8'11>

then the early exercise premium, by linearity, must also satisfy (8.11). The partial

differential equation for the early exercise premium is therefore

de? 1 , ,0%F De?
8t+ 0882—{-8%—7“61):0 (8.12)

We consider the decomposition of the early exercise premium as

eP(t,s) = G(1)f (s, G(1)), (8.13)

where G is an invertible function of . Equation (8.12) may be written in terms of

the early exercise premium as

0*f of G
= 8——1—7“5%— f[l—(@)

We shall choose GG and using an approximation along with some assumptions we will

of
_Gae

? = 0. (8.14)

be able to determine f. Hence, we will have determined the early exercise premium.

We choose G(t) = 1 — e7"™=D Substituting G into (8.14) and simplifying gives

1 ,0%f aof rf B
50 8524—7“5%—6—(1—(})7"— = 0. (8.15)

We begin our approximation procedure by assuming that (1 — G)r% = 0. This is
justified by the following reason. For commodity options with very short (long) times
to expiration, this assumption is reasonable since, as T'— t approaches 0 (c0), gé ap-
proaches 0 (G approaches 1), and the last term on the left side of (8.15) disappears[2].

The approximation of the early exercise premium partial differential equation becomes

1 L0 f 8f rf
50 g trss s~ = 0. (8.16)
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Equation (8.16) is a second order differential equation with two linearly indepen-

dent solution of the form As”. The general solution of (8.16) is given by

f(s) = Ais™ + Ags™, (8.17)

where k; and ko are given by

P —(M —1)— /(M —1)2+4M/G (8.18)

2
—(M = 1)+ /(M =12 +4M/G
5 :

(8.19)

Ry =

where M = % Note that since % > 0 then, k1 < 0 and ko > 0.

With x; and ko known, we are left to determine Ay and Ay. The early exercise
premium of the American put must approach 0 as s approaches positive infinity.
Since ko > 0, then the term Ays"? will violate this boundary condition and thus we

set Ay = 0. Therefore, the approximate value of an American put option is given by
P(t,s) = Pps(t,s) + GAys™. (8.20)
To find A{, we shall impose the following two conditions

e The exercise value of the option on the free boundary s* is set equal to the value

of the option on s*.
e The slope of the exercise value, -1, is set equal to the slope of the option at s*.

The above conditions may be expressed mathematically as a system of nonlinear

equations as follows

K — 8* = PBs<t,S*) + G)\ls* w1 (821)

-1 = —N(—dl(s*)) + G)\llﬁ)ls* Kl_l, (822)
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where N(-) is given by (3.20) and d;(s*) is given by evaluating (3.18) at s = s*.

Upon obtaining s* and A, the price of an American put may be computed using

P(t,s) = Pgs(t,s)+ Ai(s/s")™ s> 5" (8.23)

Pe(t,s) = K-—s s < s, (8.24)

where A} = —(s"/k1)[1 — N(—d;(s%))].

This quadratic approximation is an attractive method because the price may be
easily obtained once we have computed s* using a nonlinear solver such as Newton’s
method. The numerical results given in [2] show that a solution of s* may be obtained
in three iterations of Newton’s method. We shall utilize this quadratic approxima-
tion to compute a preliminary estimate of the American put option when we apply
importance sampling to pricing an American option in the presence of stochastic

volatility.

8.3 American Option under Stochastic Volatilty

In this section we present the problem of pricing an American option when the stock
price is modeled with stochastic volatility. We also present the small noise and fast

mean-reverting asymptotics when applied to the American problem.

8.3.1 Pricing under Stochastic Volatility

We again consider the following stochastic volatility model under the the risk-neutral

measure P*(7)
dSt = TStdt + U(K)Stth*
dY, = Ja(m =Y —vV2a A(y))dt + vvV2a (pdW) + /1 — p?dZ;) (8.25)
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where
Ay) = plu=r) | YY1 = p? (8.26)

The market selects a unique risk-neutral measure P*) and the no-arbitrage American

put price may be computed as

Po(t,z,y) = max E*D[e " (K — S)F|S, =5,V =y, (8.27)

t<r<T

where the maximum is taken over all possible stopping time 7 € [0, T.

The pricing function P(t, s, y) once again satisfies a free boundary problem that
is similar to (8.6) with the additional space variable y. The free boundary s* is now
a function of time ¢ and y, which must be computed as part of the problem. The free

boundary problem is formulated as

Pa(t737y) = K_87 S<S*(t7y)
opre 1, . ,0%P¢ o*pe  , 9°pe
5 + 50 (y)s 552 —i—pux/ﬁsa(y)asay—i-ua o (8.28)
ops are )
+ (s — P [(alm =)~ Ve =0, 5> (1)
with
PYT,s,y) = (K—s)" (8.29)
s'(T,y) = K.

Additionally, P?, a{% and aa% are continuous across the boundary

Pt s (ty),y) = (K—s"(ty)" (8.30)
sty = 1
%(t,s*@,y),w ~ 0
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8.3.2 Small Noise Expansion

Utilizing the convenient compact operator notation given by (4.15), the evolution of

the price in the continuation region is given by
(aﬁo +vali + Eg) P(t,s,y) = 0. (8.31)
Expanding the above partial differential equation about o = 0 once again yields
LoP(t,s,y) = 0.

Recall that L, is simply the Black-Scholes operator with constant volatility o(y).
Since the process Y; is degenerate when a = 0 then neither the pricing function nor
the free boundary will not depend on y: P%(t,s,y) = P*(t,s), s*(t,y) = s*(t). Hence,

the free boundary problem becomes

Pi(t,s) = K—s, s < s*(t)
op° 1 o, | 40%P° oP* .\ .
T §a(y)sm++r(sas —P)-O, s> s%(t)

with
PYT,s) = (K—s)"

s'(T) = K.

Additionally, P®, 8;; “ and 88% are continuous across the boundary

Pe(t,s*(1) = (K —s"(1)"

apa * R
S-S ) = -1

This is exactly the American put pricing problem with constant volatility level
o(y). There is no explicit solution for B§(t,s) and s§(t), but utilizing the quadratic
approximation method developed by Barone-Adesi and Whaley, we can compute an

efficient solution that is computationally inexpensive.
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8.3.3 Fast Mean-Reversion Expansion

As with the European option we shall make the substitution a@ = % into equation

(9.10), which yields

1 1
(EEO + %El + £2> Pa(t, S,y) =0. (832)

We wish to construct an asymptotic expansion of the pricing function and the free

boundary as follows

Pa(tusay) = Pg(t757y)+\/gpf(t757y)+€P2a(t757y)+”'7 (833>

s'(ty) = solt,y) +Vesi(ty) +esi(t,y) + - (8.34)

We shall construct an order O(y/€) approximation similar to that of the European
pricing function. We begin by substituting (8.33) and (8.34) into (8.32). We next look
at the resulting equations of each order of /e in both the hold and exercise region.
The term sj(t,y) is used as the boundary for each problem and thus the extension
or truncation of the hold region to the s; boundary is assumed to introduce only an
O(+/¢) error into each term P?(t,s,y) of the expansion of the price[3].

Since the partial differential equation in the hold region is the same as with the

European option, then substituting (8.33) and (8.34) into (8.32) again yields

1

Ve

1
EcoPg + —=(Lo P!+ L1 Fy) + (Lo Py + L1 Pl + Lo Fy)

+Ve(LoPy + L1 Py + LoPf) + -+ = 0. (8.35)
Substitution in the exercise region yields

P+ \ePi+ePy+--- = K —s. (8.36)

Lastly, we substitute the approximation to the price up to the /e term of the
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expansion into the boundary conditions as follows

P (1, (1,9), ) + Vel(si(1,9) 201,571, ). ) (3.37)
TPt s (ty),y) = K—s"(ty) — Vesi(t,y)
OB 1 sitt. ). + VRGsiC ) S8 5 (1)) (5.9
st y) = 1
O (st 0).0) + Vi) S 1,570, ) (539
sy = -

The terminal condition gives P§(T,s,y) = (K — s)* and P(T,s,y) = 0, and the
condition P* = (K — s)T in the exercise region gives that P§(t,s,y) = (K — s)* and

P{(t,s,y) =0 in that region.

Zero Order Term

Looking at terms of O(%) in the hold region and terms of O(1) in the exercise region

and the boundary conditions gives the following problem

LoPy(t,s,y) = 0 s> sp(t,y)
Pi(t,s,y) = (K—s)* 5 < sp(t,y)
Pyt so(ty),y) = (K —spty)*

a

oPs
a—;<t730<t7y)>y) = -1

Since the generator Ly does not depend on y the same argument as in section 6.2
holds and hence Py does not depend on y on both sides of the boundary. Further, it
also can not depend on y on the surface s§ and hence the free boundary is a function

of s alone: s§(t,y) = s§(t).
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We next analyze terms of O(ﬁ) in the hold region and terms of O(y/€) in the

exercise region and the boundary conditions. The operator £, contains y derivatives

in each term and hence £ F, = 0. Therefore, we obtain the problem
LoPi(t,s,y) = 0 s > sp(1)
Pi(t,s;y) = 0 s < sp(t)
P(t, s5(t),y) = 0

. 0* P . 0P, .
sl(t,y)aTzo(t,so(t))—f—a—;(t,so(t),y) = 0

By the same argument utilized for P§ we see that P{(t,s,y) is only a function of ¢
and s: Pj(t,s,y) = P{(t,s).

From the O(1) terms in (8.35) and the O(¢) term in (8.36) we obtain

LoPs(t,s,y) + L2Bg(t,s) = 0 s > sp(t) (8.40)

Pi(t,s,y) = 0 s < sp(t), (8.41)

since LoP = 0. The equation obtained in the hold region is a poisson equation.
A solution on a suitable space to this equation exists only if £5F; is centered with

respect to the invariant distribution of the OU process Y; as follows
< LoFy > = 0. (8.42)

Since F§ does not depend on y then < LyF) >=< Ly > F§. From section 6.2 we

know that < £y > is computed as
o 1 0? 0
<£2 >= *CBS((}) = —‘l'—O'QSQT—FT(S——') , (843)

where 72 =< 02 >.
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Therefore, P§(t,s) and si(t) satisfy the following problem

Py(t,s) = K—s, s<sg(t)

OP¢ N OP¢
rs

at 2 0s? Os

1 0?P¢
2t ——) —rFy = 0, s > sp(t),

with
Fy(T,s) = (K—s)",
so(T) = K,
Fi(t,so(t) = K —sp(b),

ory ., B
St si(t) = -1

This is exactly the problem of pricing an American put option with constant volatility
g. There is again no explicit solution for B§ (¢, s) and s§(t), but utilizing the quadratic

approximation method we may compute an efficient solution.

Order /¢ Term

We next wish to compute the function \/eP{(t, s, y), which is the second term in the
O(y/¢€) approximation of the pricing function P(t, s,y).
We analyze the O(y/€) terms in the hold region and the O(€) terms in the exercise
region, which gives
£0P3?<t7 S, y) + £1P2a<t7 S, y) + £2P1a<t7 S) =0 § > SEk)(t)?
Pi(t,s,y) = 0 s < s5(t).
The equation in the hold region is a Poisson equation for Py, which has a solution
on a suitable space only if £, Ps(t,s,y) + LoPi(t, s) is centered with respect to the
invariant distribution of the OU process. This is given by
<£1P;+£2P1 >=0.
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Utilizing the same techniques as in section 6.2 the second term of the expansion,

which is defined to be P* = \/eP?, evolves in the hold region according to

3, 0By
0s?

0> Py

+ Vo2 ,
2% 792

Lps(@)PF = Vis

(8.44)

where P§(t,s) is the Black-Scholes American put price with constant volatility and
V, and V3 are given by (6.37) and (6.38) respectively.

Therefore, we may formulate the complete problem of f’f‘ as follows

Pi(t,s) = 0 s < sh(b),
PP L9°Pe
0s2 0s?

535(6)]51“(15, s) = Vi3s3 + Vis s > sg(t),

with the boundary condition given by

P(t,s5(t)) = 0.

Since the boundary s§(t) is computed when we compute P, the problem formulated
above is therefore a fixed boundary problem. However, this boundary is determined
up to an error of /e, so there is an O(y/€) error in P* within an O(+/€) neighborhood
of s3.[3] We note the solution of the partial differential equation given by (8.44) is

2 PPy
0s? )

DP§
0s?

—(T —1) <V333 + Vas

However, this solution does not satisfy the zero boundary condition given by ]51“.
Hence, we compute the solution numerically after obtaining F;. When implementing
the importance sampling variance reduction technique on an American put we will
not consider using ]51“ since this may be computationally expensive in Monte Carlo
if for instance we use finite difference approximation method. However, finding an

analytic approximation to ]51“ is a topic on future research.
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8.4 Monte Carlo Simulation of an American Op-
tion

In this section we present the Least Squares Monte Carlo technique, which was de-
veloped by Francis Longstaff and Eduardo Schwartz, that estimates the following

American put pricing function via Monte Carlo simulation

P°(t,s) = max E*[e”""Y¢(S,)|S, = s]. (8.45)

t<r<T
We begin by discussing the theoretical formulation of the method and then discuss

the implementation.

8.4.1 Theoretical Valuation

The objective of the LSM method is to provide a pathwise approximation to the
optimal stopping rule that maximizes the value of the American option.[20)]
We begin by denoting the payoff of the option at time z on sample path w condi-

tioned on not being exercised before or on time v by
J(w, z;0,T),

where t < v < z < T. We note in this function that if the option is exercised at
time z = z; on any path w, then there is no payoff for any z > z; since the option is
only exercised once during its life. In addition, we shall partition the possible exercise

times as follows
t=th<thh <ta <tz < - <ilyo<ing<itn=T.

The holder of the option at time T exercises the option if it is in the money or the

option expires worthless. At any time ¢, before T, the holder must decide whether
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to exercise the option immediately or continue to hold the option and subsequently
revisit this decision at the next possible exercise time. The payoff upon exercising
the option at the time ¢, is known to its owner. The payoff from continuing to hold
the option at t,, is not known; however no-arbitrage theory suggests that the value
of continuation is given by taking the expectation with respect to the risk-neutral
measure P* of the remaining payoffs J(w, z;t,,T") discounted back to t,[25]. We may
represent the value of continuation as follows
N
F(w;t,) = E* LZ et J(w, tyste, T)| S, | - (8.46)
—)

With this representation, the problem of optimal exercise reduces to comparing the
immediate exercise value with this conditional expectation, and then exercise as soon
as the immediate exercise value is greater than or equal to the conditional expecta-
tion.[5] Hence, we able to compute the optimal exercise time along each path. Upon
finding the optimal time along each path we discount the payoff back to time ¢ and

then average over all sample paths. Thus the value the American option is computed.

8.4.2 Implementation

The initial step of the implementation of the LSM technique is to simulate M tra-
jectories of the asset process from the initial time ¢ to its terminal date T as if we
were computing a Monte Carlo approximation for a European option. We store these
simulated paths of the process because they will be used to find an approximation
for the conditional expectation F'(w;t,).

We assume that the conditional expectation F'(w;t,) can be represented as a linear
combination of countable set of F; - measurable basis functions. There are numerous

examples of which basis to choose. Schwarz and Longstaff show the polynomial basis
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is an accurate choice of the basis functions
oo
F(w;t,) = Z a;s’,
5=0
where s represents the value of the underlying asset.

To find the optimal stopping rule along each simulated path we work backwards
from time ¢ty = T. Therefore, we assume initially that the optimal stopping time
along each path is the terminal time. Beginning at time ¢y_; we approximate the
conditional expected value of continuation F(w;ty_1), denoted by F(w;tN_l), by
regressing the discounted values of J(w, z;ty_1,T) onto the basis functions for the
paths where the option is in the money at time ¢y_;. Using only in-the-money paths
allows us to use fewer basis functions when computing the least squares regression.
Once F (w;tny_1) has been computed, we determine whether early exercise is opti-
mal by comparing the payoff from immediate exercise with F(w;ty_;) evaluated at
Sty (w). We then update our optimal stopping rule along each path by letting the
new stopping time be ¢ _1 if the value of immediate exercise is greater than F (witn_1)
evaluated at Sy, ,(w). We continue this process by rolling back to time ty_o. At ty_o
we compute F(w; tn_2) by regressing the discounted values of J(w, z;ty_2,T) onto
the basis functions for the paths where the option is in the money at time ty_5. We
note here that values of J(w, z;ty_o, T) are discounted back one period if the optimal
stopping time along a given path is ty_; and discounted 2 periods if the optimal stop-
ping time is ty. Once F (w;tn_2) has been computed, we determine whether early
exercise is optimal by comparing the payoff from immediate exercise with Ia (w;tn—_2)
evaluated at S;,_,(w). We then update our optimal stopping rule along each path by
letting the new stopping time be ty_o if the value of immediate exercise is greater

than F(w;ty_s) evaluated at S, ,(w). The recursion proceeds by rolling back to
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time ¢t and hence we will have determined the optimal exercise time along each path.
Upon finding the optimal time along each path we discount the payoff back to time
t and then average over all sample paths. Hence, we have computed the value of an

American option.

8.5 Variance Reduction for an American Put Op-
tion

In this section we wish to apply the importance sampling variance reduction technique
to the pricing of an American put option. As in the case with the European option, we
utilize small noise and fast mean-reversion expansion to obtain a preliminary estimate
to the expectation of interest. However, in this case we compute the preliminary
estimate using the analytic quadratic approximation technique developed in section
8.2. Secondly, we present some numerical results obtained from implementing the

method in Matlab.

8.5.1 Importance Sampling Applied to American Pricing Model

We apply the importance sampling variance reduction technique to the stochastic
volatility model (9.4) used for computing American put options. In matrix form the

evolution under the risk neutral measure P* is given by

dViy = b(V;)dt + a(Vi)dn (8.47)
where we have set
4% Sy
,r]t - ) ‘/t — )
Zy Y,
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and

s0 0 rs
a(v) = ) , b(v) =

vov2a vy/2a(1 — p?) a(m —y) — vvV/2a A(y)

The price of a put option at time 0 is computed by

P%0,v) = max E*{e""o(V,)|Vo = v}, (8.48)

0<7<T
where v = (s,y) and ¢(v) = (K — S,)*.

We now apply the importance sampling technique described in chapter 5.

Define 7, = n, + fot h(s,Vy)ds, which is a Brownian motion under the probability
P*. Since 7 is a random terminal time, we know P* still admits the density Q1 as

described in chapter 5

T 1 T
0! :exp{— [ nsv-ane s | Hh(s,v;)r\%zs} -
0 0

Under the new measure, the price of the put option at time 0 is then computed

by

P0,v) = max E*{e " o(V.)Q.|Vy = v}, (8.49)

0<7<T
where the expectation is taken with respect to the measure P*.

Recall that the importance sampling variance reduction method consists of deter-
mining a function h(¢, v) that leads to a smaller variance for the Least Squares Monte
Carlo approximation computed using (8.48) than the variance for (8.47).

Applying Ito’s formula to P%(¢,V;)Q; and using the Kolmogrov’s backward equa-

tion for P*(¢,v) one gets
d(PU(t,V)Q:) = P(t,Vi)Qih(t, Vi) - dify + Qua” (t, Vi)V P(L, V) - dijy
= Qu(a"VP"+ Ph)(t,V;) - dij .
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where a” denotes the transpose of a, and VP® the gradient of P* with respect to the
space variable v.
In order to obtain P%(0,v), for instance, one can integrate between 0 and 7 and

deduce
PARVIQ: = POVQu+ [ QTP PRV - ik,
which reduces to
o7)Q: = P0.0)+ [ QTP+ PRV - di

Therefore, the variances for the two Monte Carlo simulations (5.2) and (9.27) are

given by
Vars (6(V,)Q,) = E{/TQgHaTvpupathdt}
0
Vare (o(v2)) = { [ a7 VulPar}
0

If P*(t,v) were known, then the problem would be solved and the optimal choice for

h, which gives a zero variance, would be

1
h = —ﬁaTvpa, (8.50)
which may be explicitly written as
opa
1 [so(y)  vpV2a 95

h = (8.51)

— )
2 oP

0 vy/1 — p*V2a oy
Once we have found an approximation of P® by using small noise expansion or
fast mean-reversion expansion, then we may determine h in order to approximate

(8.49) via Least Squares Monte Carlo simulation under the evolution
dVy = (b(Vi) = a(V))h(t, V3))dt + a(Vy)di, (8.52)
t 1 t
0, - exp{/ h(s, V) - dif, — §/ Hh(s,VS)||2ds} | (8.53)
0 0
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Since there is no closed form solution for a preliminary estimate of P in either case
of expansion, we utilize the quadratic approximation method developed in section 8.2
to compute an efficient estimate to the price.

In either case we still define the function () as follows
R = min(max(—M, h), M),

where M is large. Hence, the Novikov condition will hold and thus Girsanov’ theorem

may be applied and @); has finite variance.

8.6 Numerical Results

In this section we present some numerical results from implementing the importance
sampling variance reduction methodology to the pricing of a American put option.
We shall test the variance methodology developed by implementing the technique on
the three types of put options: in-the-money (S, < K), at-the-money(Sy = K') and
out-of-the-money (Sy > K), where Sy represents the stock price at time 0 and K
represents the strike price. Since each method of expansion is characterized by the
rate of mean-reversion, we present results for various values of o ranging from slow
mean reversion a = .5 to fast mean-reversion a = 100.

In table 8.1 we present the model parameters utilized when performing the simu-
lations. We note in our choice of parameters that o(y) is bounded and bounded away

from 0 and that the effective volatility, &, is computed using
52 —< (max(min(exp(y), 5), .0001))* >— / (max(min(exp(y), 5), .0001))% d(y)dy.

— 00

where

D(y) = %eXp <—M> :
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Table 8.1: Model Parameters for the American Put Pricing Problem

Parameter Value
m —2.6
r 1
v 1
p —.3

o(y) max(.0001, min(exp(y), 5))

o 1
Y(y) 0
A(y) 0

G 1971

In tables 8.2, 8.3 and 8.4 we present the empirical variance for each method of
expansion and basic Monte Carlo for an in-the-money, at-the-money and out-of-the-
money American put option. We see as in the case of the European call option
basic Monte Carlo estimator performs extremely poorly when compared to the other
two estimators. Additionally, when the rate of mean-reversion is large, we obtain a
greater reduction of the variance when utilizing the fast mean-reversion expansion as
opposed to the small noise expansion. Lastly, figures 8.1 and 8.2 show sample runs

of the simulation.
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Table 8.2: Empirical variance for an at-the-money American put option.

S9 Yo K T a BMC Po Pe

(y)

100 -1.62 100 1 .5 .0010 .00029 .00067
100 —-1.62 100 1 1 .0015 .00058 .00056
100 -1.62 100 1 5 .0025 .0007 .00045
100 —-1.62 100 1 10 .0040 .0010 .00022
100 —-1.62 100 1 25 .0155 .0085 .00021
100 -1.62 100 1 50 .0175 .0010 .00019

100 -1.62 100 1 100 .0219 .0011 .00017

Table 8.3: Empirical variance for an in-the-money American put option.

S Yy K T o BMC P°

w L

90 —-1.62 100 1

ot

.0014 .00039 .00052
90 —-1.62 100 1 1 .0019 .00036 .00038
90 —-1.62 100 1 5 .0029 .00042 .00028
90 —-1.62 100 1 10 .0044 .00063 .00019
90 —-1.62 100 1 25 .0128 .00093 .00015
90 -1.62 100 1 50 .0185 .0011 .00014

90 -1.62 100 1 100 .0220 .0016 .00014
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Table 8.4: Empirical variance for an out-of-the-money American put option.

So Yo K T o BMC P P

(y)

110 -1.62 100 1 .5 .0018 .00031 .00057
110 —-1.62 100 1 1 .0015 .00038 .00043
110 —-1.62 100 1 5 .0025 .00040 .00035
110 —-1.62 100 1 10 .0044 .00053 .00019
110 —-1.62 100 1 25 .0125 .00096 .00016
110 —-1.62 100 1 50 .0175 .0011 .00012

110 -1.62 100 1 100 .0219 .0014 .00010

llf

i Basic Monte Carlo
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—— Fast Mean-Reversion
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Figure 8.2: Monte Carlo simulations of an in-the-money American put option with a rate

of mean-reversion o = 1.
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Figure 8.3: Monte Carlo simulations of an in-the-money American put option with a rate

of mean-reversion o = 10.
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Chapter 9

Barrier Option

In this final chapter we shall apply our variance reduction methodology to the pricing
of a European style barrier option. We begin by formally defining a barrier option
and how it is priced when the underlying asset is modeled with constant volatility.
Next, we consider the pricing of this option under a stochastic volatility model and
develop the asymptotic analysis in this framework. Finally, we apply the importance
sampling variance reduction technique when pricing a barrier option under stochastic

volatility and present some numerical results.

9.1 Pricing a Barrier option

The four basic forms of these options include ’down-and-out’, ’down-and-in’, 'up-
and-out’ and ’up-and-in’. We shall concentrate on the down-and-out type in this
work. A ’down-and-out’ barrier option of European style gives its owner the right,
but not the obligation to buy(Call) or sell(Put) one unit of an underlying asset for
a predetermined price K as long as the asset remains above a predetermined price

or barrier B during the period of the option. If the price of the asset falls below B,
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then the option expires worthless. We again denote the payoff function as ¢, which

is given as

N s—K ifs>K
P(s) = (s = K)" =
0 if s < K

\

in the case of the call and
(

K—s ifK>s

0 if K <s

\

in the case of the put and where K represents the strike price of the contract.
Hence, the value of the payoff function at the terminal time 7" is given by ¢(S7). For
simplicity, we shall consider the down-and-out call option and assume B < K.

Given that the underlying asset has constant volatility, the no-arbitrage price of

a down-and-out call option with payoff given above is computed as
P(tv S) = E*[er(Tit)(ST - K)+1(mint§T St>B)|St = 8]' (91)
We may again utilize the Feyman-Kac formula to represent (9.1) as a partial
differential equation. The representation is same as a vanilla European call option

with the additional boundary condition that the price of the option along the barrier

B is zero. Hence we may formulate the evolution of the pricing function as follows

oP 1 , ,0°P oP B

E 50’8@"‘7”(8%—})) = 0, (92)
P(T,s) = ¢(s),
P(t,B) = 0.

Using the method of images, which is described in [27], a closed form solution for
(9.2) is given by

S

P(t,s) = Crs(t,s) — (E)l_% Clis (t, B;) | (9.3)
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where Cgg represents the price for a European call option.

9.2 Barrier Option under Stochastic Volatility

In this section we present the problem of pricing a down-and-out barrier call option
when the stock price is modeled with stochastic volatility. We also present the small

noise and fast mean-reverting asymptotics when applied to the barrier problem.

9.2.1 Pricing under Stochastic Volatility

We again consider the following stochastic volatility model under the the risk-neutral

measure P*(7)

dSt = TStdt ‘l— U(K)Stth*

dY; = [a(m—Y:) —vV2a A(y)|dt + vvV2a (pdW; + /1 — p2dZ;)  (9.4)
where
Ay) = pli =) +7(y) V1= p? (9.5)

The market selects a unique risk-neutral measure P*) and the no-arbitrage down-

and-out call price may be computed as

P(t,s,y) = E e (S — K) Liminger si55)| S = 5, Y = y. (9.6)

Once again utilizing the Feynman-Kac formula, the pricing function given by

equation (9.6) satisfies the following partial differential equation with two space di-
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mensions:

oP 1, | ,0°P 0?P , O0*P
N + 50 (y)s FEl + pl/\/2asa(y)asay +v aa—yQ
or or
+ (s% - P) + [(a(m —y)) —vv2aAy) o 0, (9.7)
with boundary and final conditions given by
P(T,s,y) = ¢(s), (9.8)
P(t,B,y) = 0. (9.9)

9.2.2 Small Noise Expansion

Utilizing the convenient compact operator notation given by (4.15), the evolution of

the price is given by
(Lo + VaLly + L5) P(t, s,y) = 0. (9.10)
Expanding the above partial differential equation about o = 0 once again yields
LoP(t,s,y) = 0.

Recall that L, is simply the Black-Scholes operator with constant volatility o(y).
Since the process Y; is degenerate when a = 0 then the pricing function will not

depend on y: P(t,s,y) = P(t,s). Hence, the evolution of the pricing function is as

follows
opr 1, . ,0°P oP or
e + 50 (y)s rE +r (s% — P) + [(a(m —y)) —vvV2alA(y) n =(0.11)
with boundary and final conditions given by
P(T,s) = o(s), (9.12)
P(t,B) = 0. (9.13)
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This is exactly the down-and-out barrier pricing problem with constant volatility level

o(y). The closed form solution is given by

s\~ 7i52 B?
P _ (= a(y) = 14
(t,s) = Cps(t,s) <B> Cgs (t, . ) ) (9.14)

where Cpg represents the price of a European call option. We shall utilize (9.14)
as an initial approximation to the pricing function when implementing importance

sampling.

9.2.3 Fast Mean-Reversion Expansion

The fast mean-reverting asymptotics of the barrier option are derived in the same
fashion as in the European case except we must keep track of the boundary condition

P(t, B) = 0. Our fast mean-reverting approximation is once again given by
P(t,s) = Py(t,s) + VePi(t,s). (9.15)

The zero-order term, Fp, is given by the Black-Scholes price with volatility level &

S

P(ts) = Cs(t, s) — (E)l_% Clis (t, B;) | (9.16)

The evolution of the correction P, = VeP; may described by the following partial

differential equation

3P, 0*P,
Vys?——
0s3 +V2s 0s? "’

EBs(O'>P1 = ‘/383 (917)

which is the same as the European case; however, we have the additional boundary

condition P, (t, B) = 0. The solution to this equation is not simply given by

PP, ,0? Py
0s3 + Vs 0s? |’

—(T —t) | V3s®
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as in the case of the European option because it does not satisfy the boundary con-

dition P, (t,B) = 0. There is still a closed form solution to this partial differential

equation and is presented hereafter. We transform the equation into a backward

heat equation and then utilizing the probabilistic interpretation of the transformed

equation a solution to (9.17) is obtained.

Let
PPy
0s?

0°Py

w(t,s) = P+ (T —t) |Vas® 532 |

+ Vys?

for s > B. Then w(t, s) solves the simpler problem

Lps()w = 0 s>B, t<T
w(T,s) = 0
w(t,B) = [(t),

where

P,
0s3

f(t) = (T —1t) lim (Vg,s?’

s—Bt

0s?

An explicit formulation of f is given by

f@t) = (T =t)F(t, B),

where

,0*Chs
0s3

F(t,s) = Vss 262035_<3>1—k

052 B

+ Vas 3

B*9*Cpg B? B 93Cpg B?
' [V_T (’* ?) Y@ s (’f’ ?) W(

100

0? P,
+ Vas? O) (t,s).

2
t,—

ol

(9.18)

(9.19)



and

aCBs(t, S) 2(92035
T st S ()

ro = k(k—=1)(Vo = Va(k +1))

q(t,s) = koCps(t,s) + k1s

2
- 2k\/2—3k(0—2+1)v3

Ky = —3(k+1)V;
2r
a2

We use the following assignments to transform (9.18) into a backward heat equa-

tion

z = log(s)
| 1y 11,
w(t,s) = exp [(—ﬁ(r — 50 ) — r) (T —t)— ;(r - 50 )z| v(t, 2)
Defining C' = log B, then v(t, z) solves
ov 1 2821)
— +-0'— = lit<T 2
8t+2 5.2 0, z>1[lt< (9.20)
o(t,L) = f(), (9.21)

where

7o) = eon | (5= 570 +7) (T = )] 577 g(0

202 2
The solution to (9.20) has a probabilistic interpretation that is given by

v(t,z) = E[g(t)1,<p|W; = 2z > L], (9.22)

where W, is a Brownian motion with < B >;= &%t and 7 is the first time after ¢ that
it hits L[17]. Utilizing the distribution of the hitting time 7, v has closed solution

given by the integral form

(t Z (Z_L)Q/Q(;Q(x_t)f](.’lj)dx.

0\/%/ x—t3/26
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From this we may deduce the following solution for P;

i PP 0?P,
Pi(t,s) = —(T—1) {‘/353 3530 +Vas® 8320}
| G Yo )
202 2

We have developed the O(,/€) approximation for a down-and out barrier option
that could be used along with importance sampling for variance reduction. However,
we were unsuccessful in our attempt to implement the O(y/€) term along with the
the zero order term. Therefore, we shall only consider the implementation of the zero
order term of the fast mean-reverting approximation to the pricing function when

utilizing importance sampling.

9.3 Variance Reduction for Barrier Option

In this chapter we apply the Importance Sampling variance reduction technique to
computing the price of a down-and-out call option. We shall use the two methods of
expansion described in the previous chapter to obtain a preliminary estimate of the
expectation utilized to compute the premium. Secondly, we present some numerical

results obtained from implementing the methodology in Matlab.

9.4 Application of Importance Sampling to Pric-
ing Model

We apply the importance sampling variance reduction technique to the stochastic

volatility model (9.4) used for computing European call options. In matrix form the
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evolution under the risk neutral measure P* is given by

av; = b(Vy)dt + a(Vi)dn (9.23)
where we have set
Wy Sy
77t - 9 ‘/;f - )
zf Y,
and
so 0 s
o) — () be) =

vov2a vy/2a(1 — p?) a(m —y) — V2o A(y)

The price of a down-and-out call option at time 0 is computed by
P(0,v) = E{e ™" (V) Limin,er 5i58|Vo = v}, (9.24)

where v = (s,y) and ¢(v) = (s — K)T.
We now apply the importance sampling technique described in chapter 5.
Define 7, = ny + fg h(s,Vs)ds, which is a Brownian motion under the probability P

which admits the density Q;' as described in chapter 5

t 1 [t
Q;l = exp {—/ h(s, V) - dijs + 5/ 1A (s, Vs)sz‘S} :
0 0

Under the new measure, the price of a down-and-out call option at time 0 is then

computed by

P(0,v) = E*{e™ T ¢(Ve) Luingp 5:58Q1|Vo = v} , (9.25)

where the expectation is taken with respect to the measure P*.
Once again, if P(0,v) were known, the optimal choice for h that gives the minimal

variance is

P
| [soly)  vpvZa o
P 0  vy1—p* 2« %—1;
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Once we have found an approximation of P by using small noise expansion or fast
mean-reversion expansion, then we may determine A in order to approximate (9.25)

via Monte Carlo simulation

N
1
PO~ 53 600 L 058 (9:27)
k=1
under the evolution
dVi = (b(Vi) — a(Vi)h(t, Vi))dt + a(Vi)di, (9.28)

Q - exp{/th(s,VS)-dﬁs _ %/t ||h(s,\/;)||2ds} . (9.29)
0 0

When we utilize small noise expansion as an apriori estimate for the price of a call

option, the function A(t,v) given by (9.26) will have the following form

Pt
1 so(y) =5
S |
PEs(ow) 0

h(t,v) = (9.30)

where Pgs(g(y))(t, s) is the price of a down-and-out call option with volatility level
given by o(y).
Similarly, using the zero order term of the fast mean-reversion expansion leads to

the function h(t,v) of the following form

6Pg5(a)
1 s0(Y)—%,
ht,0) = ——= W)= , (9.31)
Pps(e) 0

where ¢ again represents the effective volatility.

Since we have control over how to choose this function h, we choose it in the

following manner so that the Novikov condition will hold
M) = min(max(—M, h), M),

where M is large. Therefore, Girsanov’s theorem may be applied and (); has finite

variance.
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9.5 Numerical Results

In this section we present some numerical results from applying the importance sam-
pling variance reduction methodology to the pricing of a down-and out call option.
We shall test the variance methodology developed by implementing the technique on
the three types of down-and-out European call options: in-the-money (S; > K), at-
the-money(Sy = K) and out-of-the-money (Sy < K), where S; represents the stock
price at time 0 and K represents the strike price. Since each method of expansion is
characterized by the rate of mean-reversion, we present results for various values of
a ranging from slow mean reversion a = .5 to fast mean-reversion a = 100.

In table 7.1 we present the model parameters utilized when performing the sim-
ulations. We note in our choice of parameters that o(y) is bounded and that the

effective volatility, &, is computed using

5% =< (max(min(exp(y), 5),.0001))* >= /OO (max(min(exp(y), 5), .0001))* ®(y)dy,

—0o0

where

In tables 9.2, 9.3 and 9.4 we present the empirical variance for each method of
expansion and basic Monte Carlo for an in-the-money, at-the-money and out-of-the-
money down-and-out call option. We see as in the case of the European call option
and American put option that basic Monte Carlo estimator performs extremely poorly
when compared to the other two estimators. Additionally, when the rate of mean-
reversion is large, we obtain a greater reduction of the variance when utilizing the

fast mean-reversion expansion as opposed to the small noise expansion. We note in
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Table 9.1: Model Parameters for the Barrier Pricing Problem

Parameter Value
m —2.6
r 1
v 1
p —.3

o(y) max(.0001, min(exp(y), 5))

o 1
Y(y) 0
A(y) 0

G 1971

the table that B represents the barrier. Lastly, we also provide sample simulations in

figures 9.1 and 9.2.
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Table 9.2: Empirical variance for an in-the-money down-and-out European call op-

tion.

SO Yo K BT « BMC PBS(J(y)) PBS(@-)

110 —-1.82 100 8 1 .5 .0164 .0026 .0038
110 —-1.82 100 80 1 1 .0205 .0046 .0044
110 —-1.82 100 80 1 5 .0232 .0081 .0036
110 —-1.82 100 80 1 10 .0237 .0083 .0028
110 —1.82 100 80 1 25 .0257 0115 .0010
110 —1.82 100 80 1 50 .0288 .0150 .0007

110 —-1.82 100 &80 1 100 .0319 .0184 .0004

Table 9.3: Empirical variance for an at-the-money down-and-out European call op-

tion.

SO YE] K B T o BMC PBS(cr(y)) PBS(&)

100 —-1.82 100 8 1 .5 .0178  .0032 .0045
100 —-1.82 100 8 1 1 .0235 .0058 .0059
100 —1.82 100 8 1 5 .0232 .0093 .0044
100 —-1.82 100 &80 1 10 .0227  .0097 .0038
100 —-1.82 100 80 1 25 .0237  .0117 .0027
100 —1.82 100 80 1 50 .0298  .0120 .0014

100 —1.82 100 80 1 100 .0280  .0140 .0010
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Table 9.4: Empirical variance for an out-of-the-money down-and-out European call

option.

SO Yb K B T « BMC PBS(o(y)) PBS(&)

90 —-1.82 100 80 1 .5 .0152 .0034 .0037
90 —-1.82 100 8 1 1 .0205  .0045 .0041
90 —-1.82 100 8 1 5 .0288  .0070 .0032
90 —-1.82 100 & 1 10 .0238 0077 .0022
90 —-1.82 100 80 1 25 .0257  .0095 .0013
90 —-1.82 100 8 1 50 .0248  .0150 .0010

90 —-1.82 100 80 1 100 .0250  .0184 .0007
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: Basic Monte Carlo
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—— Fast Mean—-Reversion

22

17

16 I I I I I I I I I J
0 1000 2000 3000 4000 5000 6000 7000 8000 9000 10000

Figure 9.1: Monte Carlo simulations of an in-the-money down-and-out call option with a

rate of mean-reversion o = 1.
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Basic Monte Carlo
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Figure 9.2: Monte Carlo simulations of an in-the-money down-and-out call option with a

rate of mean-reversion o = 10.
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Chapter 10

Conclusions/Future Work

In this work we consider the pricing of European, American and barrier options in
a stochastic volatility environment. We have presented a technique, which is based
on applying fast mean-reverting asymptotics to importance sampling to reduce the
variance of Monte Carlo simulation in this framework. We began by applying the
method to a standard Furopean style option. Numerical results show that applying
this technique results in substantial reduction in the variance as shown by tables 7.2,
7.3 and 7.4, even if the rate of mean-reversion is slow. In particular, in the presence
of a skew, utilizing the first correction in the preliminary estimate of the expectation
results in an even greater reduction of variance when the rate of mean-reversion is
slow. This contrasts with the method of expansion proposed in [11], which states
that adding the next term of the small noise expansion does not improve the variance
reduction significantly.

Although Monte Carlo simulation of an American option is more complex than
that of a European, we have shown that importance sampling applied with small noise

expansion or fast mean-reverting expansion may be implemented to again obtain a
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substantial reduction in the variance as illustrated by tables 8.2, 8.3 and 8.4. Lastly,
we implemented this methodology on a barrier option and the results presented in
tables 9.2, 9.3 and 9.4 once again again show the efficiency of the method. However,
in both the American and barrier case the first correction has not been implemented.
These are subjects of future research.

Another area of future research is the introduction of jumps in the model. Jumps
may be introduced in the model in different ways. For instance, one may consider
jumps in volatility. In that case the fast mean-reversion may be performed as shown
in [10]. This again leads an effective volatility used to compute to approximate price.
Another way to introduce jumps is to consider possible jumps in the underlying asset
itself, combined with stochastic volatility. Fast mean-reverting asymptotics may be
performed, leading to a model with jumps and constant effective volatility. If prices
can be computed effeciently with this simplified model then our variance reduction
technique may be applied. Lastly, another area of future research is the application
of this variance reduction technique to fixed income markets. In particular, we will

consider the computation of bond option prices.
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