Chapter 7
Beyond Black and Scholes

The Black—Scholes (BS) model for the value V(S, ) of a vanilla option is based on
some assumptions on the market. In particular, the BS model assumes the price S, of
the asset on which the option is written, follows a geometric Brownian motion with
a constant volatility o. Further, transaction costs are neglected, and trading of the
underlying is supposed to have no influence on the price S;. As has been discussed
extensively, the value function V(S, r) for standard options (“plain vanilla”) of the
European type, satisfies the Black—Scholes equation (1.5),
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Solutions of this linear equation are subject to the terminal condition V(S,7T) =
¥ (S), where ¥ defines the payoff.

The BS-model is the core example of a complete market. In these idealized
markets, the risk exposure to variations in the underlying can be hedged away.
The corresponding risk strategy is unique. Hence vanilla options modeled by
Assumptions 1.2 have a unique price, given by the costs of the replication strategy
(— Appendix A.4). Essentially, Chaps.4 through 6 have applied numerical
methods to complete markets.

For the more realistic incomplete markets, there are no perfect hedges, and a risk
remains. Each hedging strategy leads to a specific model with its own price [84].
The hedger compensates the remaining risk in incomplete markets by charging an
additional risk premium. Hence the value function or expected value is not the price
for which the option is sold. Depending on the way how the comfortable assumption
of completeness of the BS-market is lost, different models are set up, calling for
different numerical approaches. This Chap. 7 is devoted to computational tools for
incomplete markets.
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354 7 Beyond Black and Scholes

Relaxing several of the assumptions of the Black—Scholes market, nonlinear
extensions of the BS equation can be derived. These ‘“nonlinear Black—Scholes type
equations” are of the form
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In this class of models, the volatility 6 is a function that may incorporate several
types of nonlinearity. The standard PDE (7.1) is included for 6 = o. In Sect.7.1
we describe three scenarios leading to three different functions & of the volatility.
A nonlinear PDE as (7.2) requires special numerical treatment, which will be the
focus of Sect.7.2.

Another stream of research beyond Black and Scholes is devoted to jump
processes (Sect.7.3). One of the numerical approaches is based on partial integro-
differential equations (PIDE). Some highly efficient methods apply the Fourier
transform; a basic approach will be discussed in Sect. 7.4.

7.1 Nonlinearities in Models for Financial Options

In this section we briefly discuss three sources of nonlinearity of ¢ in (7.2). We
start with transaction costs based on Leland’s approach [245], and touch the more
sophisticated model of Barles and Soner [24]. Then we turn to specifying ranges of
volatility. Finally we address feedback by market illiquidity.

7.1.1 Leland’s Model of Transaction Costs

Basic for the Black—Scholes model is the idea of rebalancing the portfolio contin-
uously. But in financial reality this continuous trading would cause arbitrarily high
trading costs. Keeping transaction costs low forces to abandon the optimal Black—
Scholes hedging. But without the ideal BS hedging, the model suffers from hedging
errors. To compromise, the hedger searches a balance between keeping both the
transaction costs low and the hedging errors low.

Suppose that instead of rebalancing continuously, trading is only possible at
discrete time instances with time step Ar apart (Ar fixed and finite). We assume
a transaction cost rate proportional to the trading volume v S:

trading v assets costs the amount c|v|S

for some cost parameter c.
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Here we sketch a heuristic derivation of a model due to [187, 245]. The discussion
of this model parallels that for the Black—Scholes model, now adapted to the discrete
scenario.! The stochastic changes of the asset with price S and of a riskless bond
with price B are

AS = uSAt+ oSAW,
AB = rBAt.

The portfolio with value I7 is taken in the form
T =uaS+ BB,

with « units of the asset and f units of the bond. Suppose the portfolio is self-
financing in the sense SAx + BAB = 0, which is sufficient for AIT = ¢ AS+ BAB.
Further assume that trading is such that the portfolio I7 replicates the value of the
option.

By definition, v = Acx. After one time interval, v = Acw assets are traded, with
transaction costs ¢S|A«|. The change in the value of the portfolio is

AIl = aAS + BAB — ¢S|Ac|

(7.3)
= (auS + BrB) At + a6 SAW — ¢S|Aa| .
Let V be the value function of the option. It6’s lemma adapted to the discrete
scenario gives

v W o PV
AV = AS 52 At.
s ( o T2 852)

By the no-arbitrage principle AV = AIT holds for the replicating and self-financing
portfolio. And coefficient matching will give further information. But first let us

approximate the Ax-term.
From BS theory we expect o ~ %‘S/ So v = A« will be approximated by

V(S + AS.t+ Ay dV(S.1)
3 3s

B2V(S. 1) V(S 1)
- AS A + tho..
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'All other BS-assumptions remain untouched [234]. The following analysis uses or modifies
Appendix A.4 with (A.3), (A.5), (A.10). Here A means the increment, and not the greek gf
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invoking Taylor’s expansion. After substituting AS we realize that the term of lowest
order is
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In summary, by (7.3) the transaction costs in AT can be approximated by
PV(S,t
—cS|Aa| = —CO’SZ) 3;2 )) |AW| + th.o.,

which is path-dependent. Leland [245] boldly suggested to approximate |[AW| =
E(|AW]). Exercise 7.1 tells

E(AW|) = VAt \/i

In this way, the trading cost term —cS|Ac«| is approximated by the deterministic
expression

2
—coS2‘a ‘gg t)‘ VAt \/2 . (7.4)

T

This may be seen as further assumption, motivated by the above arguing. The
approximation (7.4) of the transaction costs and its artificial parameter \/ 2/m ~ 0.8
reflect the lack of a unique price in incomplete markets.

With this somewhat artificial approximation (7.4) of the trading costs —cS|A«|,
coefficient matching of AV = AIT leads to match the remaining stochastic terms,

aoSAW = USaV AW,
aS

av
as’

A« above. The remaining terms are deterministic. Use §B + S g‘sj =11 =Vto
obtain

oro = which is the famous “delta hedging,” consistent with the modeling of

av v
— At —cS|A
(,uS 5s +rV—rS 85) cS|Aa|
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(7.5)

The p-terms cancel out. Equation (7.5) with transaction costs replaced by (7.4) leads
to the variant of the Black—Scholes equation. With the coefficient

a \/2( 2¢ ) a6)
V= 7 \o+/ At .
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the resulting equation is
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Formally, this becomes the standard Black—Scholes equation with a modified
volatility

62(I) == o[l 4 y sign(I")], (7.8)

with ' = %?2/ For convex payoff, sign(I") = 1. This amounts to augment the
volatility to a constant & > o (Leland’s scenario). In this case the PDE (7.7) is
again linear. But note that for instance for barrier options, I" does change sign, and
the PDE is nonlinear and of the general type of Eq. (7.2). For ¢ = 0 (no transaction
costs) (7.7) specializes to the BS-equation. To have a well-posed PDE, Ar must be

such that y < 1. In particular, A — 0 does not make sense.

7.1.2 The Barles and Soner Model of Transaction Costs

Barles and Soner [24] assume a price process dS; = S,(u df 4+ o dW,), with constant
volatility o, 0 < ¢t < T, and model transactions using the following variables:

o, shares of the asset with price S,

B shares of the bond,

L, cumulative transfer form cash to stock, nondecreasing, L(0) = 0,
M, cumulative transfer from stock to cash, nondecreasing, M(0) = 0.

Consequently,

a = oy + L —M;,
t

,3,=,30—/0tST-(1+C)st+/0tSt-(l—c)th+/0 rB. dr.

That is, in both the cases buying and selling of stocks, transaction costs [ S.c are
charged to B, where ¢ again denotes proportional transaction costs. The further
derivation of [24] is based on a utility function. The final result is

v

2
[1 +f (er(T_')azSz EE)}S‘:)} +rS. —rV=0, (7.9)
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Fig. 7.1 V(S, T — 1): difference between the solution of the Black—Scholes equation (7.1) and the
solution of (7.9); K = 100,r = 0.1,0 = 0.2,a = 0.02, T = 1. With kind permission of Pascal
Heider

where a is a parameter representing proportional transaction costs and risk aversion.
The function f is the unique solution of the ODE

) f)+1
dx 2/xf(x) —x
The resulting function f is singular at x = 0 (—> Exercise 7.2). Figure 7.1 shows the

difference between the BS-solution and the solution of the corresponding nonlinear
model (7.9).

with £(0) = 0.

7.1.3 Specifying a Range of Volatility

The two above models of transaction costs come up with a nonlinear volatility
function 6 (I7). Usually this function is not known, and is subject to speculation
(modeling). It will be easier to specify a range of volatility, assuming that & lies
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within an interval or band
0<0Omin <0 <0Opax <1.

This is the uncertain-volatility model of [16, 17, 250].

The derivation starts as above, leading to (7.5) with ¢ = 0. (Here transaction
costs are not considered.) Formally, the result is the Black—Scholes equation (BSE),
except that ¢ is no constant, but is considered as a stochastic variable o (7):

v 15,07V v
9 + 2a(t) S 952 +rSaS —rV=0.
This is a PDE with stochastic control parameter o (f). There is an ambitious theory
for such controlled diffusion processes, see the monograph [233]. To avoid the use
of this methodology, we adopt a simplified arguing, similar as in [375].

Using an argumentation of Black and Scholes, we construct a portfolio of one
option (value V), and hedge it with —« units of the underlying asset,

IT1=V—-uaS.

Assuming a change in the value of this portfolio in the form AIT = AV —aAS, we
have as above

v
All = | AS+

as
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The choice o = %‘S/ eliminates the risk represented by the AW-terms. This results in

v - o? 0%V
All = (31‘ + 5 S asz)At. (7.10)

Note that the return AIT of the portfolio still depends on the unknown stochastic
o(t), we write AIl(0).

Now we define artificially two specific functions o™ (f) and o~ (f) chosen such
that the return AJ1 (o) increases by the maximum amount, or by the least amount:

« o1 (#) chosen such that AIT(c ) is a maximum,
¢ o~ (¢) chosen such that AIT(0 ™) is a minimum.

These returns reflect the best case and the worst case as seen by the holder. For
every function o (f) the no-arbitrage principle holds. Hence both cases o™ (¢) and
o~ (7) result in a return AIT = rI1 At. This can be summarized as

o maximizes max All(o) = rll At,

Omin <0 =Omax

0~ minimizes min  All(o) = rll1At.
Omin <0 <Omax
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In view of the expression (7.10) for AIl(0), the two artificial functions o+, 0~

enter via the term

, 0%V
o .
052
For AIT to become a maximum or minimum, o+ (or ¢7) will equal Oyin Or Opax,
depending on the sign of I = %?2/ To become a maximum, set
max f F 2 0 E)
ot () =)o ! (7.11)
Omin If "' <O0.
And to become a minimum, set
max 1 17 <0,
o= (r) =)o ! (7.12)
Omin 1fI">0.

Equations (7.11) and (7.12) define two specific control functions o, which after
substitution into the PDE Al (o) = rIl At yields two nonlinear PDEs
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with & = 0% and 6 = o~ from (7.11)/(7.12). Let us denote the corresponding
solutions VT and V™. Since 0T yields the maximum return, we expect V < V7T,
and similarly, V=~ < V. This provides the range V~ < V < V™ for the option price.

In the special case of vanilla options, the convexity of V(S,.) implies I > 0
and hence 0 = Opax and 0~ = Opin; the nonlinearity is not effective then. The
monotonicity of V with respect to o is clear for vanilla options, but is not valid,
for example, for barrier options. And convexity of V(S, .) is lost for barrier options,
butterfly spreads, digital options, and many other options [303]. The great potential
of the uncertain-volatility model is illustrated by Fig.7.2. For the example of a
butterfly option, and an uncertainty interval 0.15 < o < 0.25 we show the band
V=~ <V < VT, with two Black-Scholes curves therein. The payoff of a butterfly
spread is illustrated schematically in Fig. 1.25d, see also Exercise 7.3. The functions
V=, VT were calculated with the methods to be explained in Sect. 7.2. For barrier
options, the success of the method is doubtful because of the high sensitivity w.r.t.
o close to the barrier. Then the bandwidth may be so large that it is not of practical
use. Such an example is shown in Fig. 7.3.
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Fig. 7.2 V(S,0) of a European butterfly spread, uncertain-volatility model of Avellaneda et al.,
Sect.7.1.3; with K = 100, K; = 85, K, = 115, r = 0.13, 0yyin = 0.15, 0pax = 0.25, 8 =
0.03, T = 0.27. Four curves are shown: the bounding functions V1 (orange curve) and V™ (green
curve), and V of the standard Black—Scholes model with constant volatilities 0 = 0.15 (the steeper
curve, in blue) and o = 0.25 (the lower profile, in violer)

7.1.4 Market Illiquidity

As pointed out by [140, 141, 330], the assumption that a big investor can trade
large amounts of an asset without affecting its price, is not realistic. There will
be a feedback, and the assumption of an infinite market liquidity may fail. Frey
and Stremme [141], Schonbucher and Wilmott [330] introduce a market liquidity
parameter A, with 0 < A < 1, and derive the nonlinear PDE

v 1 o2 9V v
S .. —rV=0. 7.14
a0 oy as T as 719

Here we do not discuss further details. Note that this model is also of the form of
Eq.(7.2).
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Fig. 7.3 V(S,0) of a European up-and-out barrier call, uncertain-volatility model of Avellaneda
et al., Sect.7.1.3; with barrier B = 115, and K = 100, r = 0.1, opin = 0.1, 0max = 0.3, 8 =
0, T = 0.2. In addition to the two bounding curves vt (orange) and V™~ (green) three V curves
are shown of the standard Black—Scholes model with constant volatilities 0 = 0.1 (blue) and
0=202,03

7.2 Numerical Solution of Nonlinear Black-Scholes
Equations

All the nonlinear PDEs of Sect. 7.1 fall under the general type of equation

P’V L,V
) e+

082

v

v
. (r=8)S, .~V =0. (7.15)
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+ 50 (S, 1,
which we are going to solve next. In this form, Eq. (7.15) represents the value of
a European-style option. There is no analytical solution known for (7.15), so a
numerical approach is needed also in the European case.

For an American-style option, a penalization can be applied, and an additional
nonlinear term appears in (7.15). A penalty approach (e.g., [119, 133]) is to add the
penalty p max(¥ — V, 0), where ¥ denotes the payoff, and the penalty parameter p
is chosen large, say, p = 10°. The resulting PDE is

2 2

1., . 8V 8V v .
+, 078,00 )S o (=88, —rV+pmax(P—V. 0) = 0. (7.16)
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In the continuation region, for V > ¥, the penalty term is zero, and (7.15) results.
For p — o0, think of dividing the equation by p to be convinced that V sticks close to
V. In Chap. 4, we could preserve the linear equation by the elegant complementarity
approach. In (7.16) the PDE is nonlinear by the volatility function &, and thus the
nonlinear penalty term does not cause further harm.

7.2.1 Transformation

The transformation (4.3) of Chap. 4 is not valid here, because the volatility 6 is no
longer constant. But assuming constant r, §, the independent variables S, 7 can be
transformed similarly. The transformation from variables S, ¢, V to x, 7, u is

S

_. V(@S
x :=log k' ° = .

1,
-(T—-1), ,T) =
oy - ( ), ulx,7):=¢e

N (7.17)

0y is a scaling parameter. As a result of the transformation, Vs = u + u, and SVgg =
uy + uy,.. Here we use the notations Vs, Vss, u;, uy, uy, for partial derivatives. And
(7.15) becomes

2r—8) 28

— Uy + G Tt ) e+ )+, = u=0 (7.18)
) 0y
with
5= o VY2 Ve (ke T— 2T (7.19)
0= ol|S,t, = o e', T — , Uy + Uyy) | . .
00 082 00 ol K

(Transform (7.16) in Exercise 7.4.) For example, for Leland’s model,
62 =14 ysign(uy + i) .
For all of the models of Sect. 7.1 the nonlinearity is of the type
52(x,7,8) - s with s 1= 1y + Uy, (7.20)

with ¢ from (7.19).

The payoffs ¥ of the options are transformed as well. Let u* denote the
transformed payoff. For the payoff of a vanilla put,

V(S,T) = Ke'u(x,0) = (K—S)T =K(1 —e")*

and hence

u(x,0) =u*(x) = -DT.
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Similarly, for a vanilla call,
u(x,0) = u*(x) = (1 —e+.

This is similar for exotic options (—> Exercise 7.3).
Finally, boundary conditions are chosen (as in Sect.4.4) and transformed. For
example, applying (4.27) for a vanilla call of the European type,

e —Xmax

“(xmaXa T) = K V(Sma)u t)

e ‘max

— (Smaxe—S(T—t) _ Ke—r(T—t))
K
= e 3T _exp(—r(T — 1) — Xmax)

26 2r
= exp(-7 2) —exp(—7 2 = Xmax) »
95 95

U(Xmin, ) = 0.
For a vanilla put and S, &~ 0 one may choose

1 o H(T— 2r
U(Xmin, T) = € ""Ke =0 = exp(—t T Xmin) »
K o)

U(Xmax, 7) = 0.

For vanilla American-style options with penalty formulation (7.16), the nonzero
boundary conditions are just that « is in contact with the payoff,

u(xmin) = u* (i) = €™ —1  for a put, and

U(Xmax) = u* (Xmax) = 1 —e ™= for a call.

7.2.2 Discretization

Finite differences in a standard fashion as in Chap.4, with the same grid, lead
to nonlinear equations for the vector w") of approximate values at time level
7, = Ty—1 + Art. The equidistant x-spacing with mesh size Ax consists of m
subintervals, see Sect.4.2.2. As before, the components wy and w,, are defined by
boundary conditions. The finite differences include

Wity — Wi-1p
wai,l) = k)

2Ax

§ Wity — 2wiy + Wimt
Wiy <= s

Ax?
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where Ax? is understood as (Ax)?. For the discretization replace s of (7.20) by 5
with

Wittty — Wi—lp n Witly — 2Wiy + Wi

_i = 8}( Sxx (A
St = G+ S 2Ax Ax?

Substituting into the PDEs is the next step. Here we confine ourselves to the
European case (7.15); the discretization of (7.16) is analogous and left to the reader.
Define

Ei,v L= 5—2()51'7 Ty, wai,l)s Sxxwi,v)(axwi,v + Sxxwi,v)
2(r—46 26
+ ( 2 )wai,l) - 2 Wi,\l
99 9

to arrive at the 8-approach

—Wiv4+1 + Wiy

+0Livt 1+ (A —-0)L;, =0. (7.21)
At

Recall that this includes Crank—Nicolson for § = ;, and for 6 = 1 the fully implicit
Euler (BDF). The ¢ of the above examples is represented by the discretization
o (x;, Ty, Sip) With

_ 1 1 2 1 1
Siw = Wi-ly (_2Ax + sz) B szwl’u t Wit (2Ax + sz)
y (7.22)

=0 W1y — Wwiv + B Wity ,

Ax?
where we denote

1 1 1 1

*= _2Ax+ Ax2’ b= 2Ax+ Ax2’

(7.23)

and reuse the notation ¢ for the three-argument version. Now the discretized version
of the operator £; , is

- o -6 26
Liv =820 T 5i)5i + 5 Wit = Wista) — o Wi (7.24)
0y Ax oh
and the 6-method reads
— Wiyl + Wiy + QA‘C,CZ‘,V_H =+ (1 — Q)AT,CZ‘,U =0. (7.25)

With the vector notation w(*) as in Chap. 4 and a vector function F this is written

Fw ) wy = 0.
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For the fully implicit BDF method (6 = 1), the ith equation of the vector equation
F = O reads

Frm = w0t 4
2
1 1 1
+ At|o (Xz,l’u+1,aw(v+ ) A W (V"" ) + Bw L(i-ll- )
v+1) _ 2 (v+l) (v+l) (7.26)
(aw; A" + Bwiy
r=38 i 28 w4y, =8 w4y
- Wiip T W + w; =0.
odAx T o ot Ax !

For i = 0 and i = m, boundary conditions enter. Their basic structure is
F(U) = U(Xmin, Tv) — W(V) s

FY = u(max, T) — Wiy .

(1.27)
In the §-method (7.25) boundary conditions enter in the form §F“*D 4+ (1 —
6)F™. The nonlinear equation F(w”*D w() = 0 with components defined by
(7.26)/(7.27) represents a discretization of (7.15). It is solved iteratively by Newton’s
method.

7.2.3 Convergence of the Discrete Equations

The above numerical scheme is of the form
F(At, Ax,v,i,w;,,w) =0

where w stands for the vector of all wy ;. For such a scheme convergence to the
unique viscosity solution (—> Appendix C.5) can be proved, provided F satisfies
three conditions [23], namely,

* stability,
* consistency, and
* monotonicity.

Not for the numerical scheme but for the equation an additional property must be
assumed, namely, the strong uniqueness. For the uniqueness we refer to the special
literature [89].

The proof that for a particular numerical scheme all of these three criteria are
satisfied, can be quite involved [176, 177, 303]. Checking stability and consistency
is rather standard, and has been widely discussed in previous chapters. Here we
concentrate on the monotonicity of the scheme, which is a new aspect as compared
to the investigations for the linear equation in Chap. 4.
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Definition 7.1 (Monotone Scheme) A discretization F(w®*+" w(®) is monotone
ifforalli=0,...,m

(a) FiwTD 4 0D 0 4 0y > pp0FD 0y for all
D= (0,...,0,e"F", 0,5 0,...,0) > 0 and

€ = (0,....0, ef”>1, ) efi’l, ....0)>0,
and
(b) Fiw ™+ 4 v+ 00y < B (wTD Oy for all

€D =(0,...,0,¢"*P 0,...,0) > 0.

Translated into the fully implicit scheme (7.26)/(7.27), the condition (a) of
monotonicity reads

Fi(W§U+l)v ("+”—|—e fiT”Jre (\1)+63)>

(v+1) (\1+l) (V+1) (V)
Filwi " wily owig owi )

for scalar €1, €3, €3, €. Because of transitivity, it suffices to show separately
@) FO D WD e w0 ) 2 G WD WDl

(32) Fi(W§V+l)a L(V-IH)’ (v+l)+€ W(u))>F(W(\1+l) l(v—ll—l) l(i—il—l)’ fu))

v+l +1 ) ( W) D) (vl
@3) Fiw" Y wl D 0ED 0 ey > F el D (D )

for (a) to hold, and for (b)

F(W(U+l)+€ W(U+l),W§i—’l—l),Wl(»V))fFi(WEV—H), L(V-IH)’ L(i-il-l)’ SV))-

Next we check under which conditions the scheme (7.26)/(7.27) is monotone.
Heider [176] has shown that the scheme converges whenever the nonlinear term
6% (x, T, s)s satisfies conditions (i)—(iii) of the following Theorem 7.2:

Theorem 7.2 (Convergence) Assume G2(x, T, Uy, i) in the form 6 (x, T, s), with
S = Uy + Uy from (7.20), and

(i) 62(x, T,5)s is continuous and monotone increasing in s,
(ii) there exists a constant c+ > 0 such that for all s and € > 0

G x, 1,54+ €)-(s+¢€)>5%(x,1,5)-s+cye, and
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(iii) Ax is small enough such that

2 — Ax 2(r—8) 24 Ax  2(r—9)
and ¢ >0.
Ax ag o Ax + ag -

C+
Then the fully implicit BDF scheme (7.26)/(7.27) converges to the viscosity solution
of (7.15).

Proof Here we confine ourselves to the proof of monotonicity. As noted above, we
can proceed componentwise and check (al), (a2), (a3), and (b) separately. We begin
with 0 <i < m.

(v+1)
To show (al), perturb w;_;

N w(v+l)+efore > 0. Thens;, — 5, + ae, and

Fi(WSV—’—l)a (U+l) (U+l) (\1)) —

+ €, L+1 » Wi
—wf”H) + wg'}) + Ar|:62(x,-, Tyt1, 810 + a€) (5, + ae)

r—2 (u+1) 28 (u+1) -4 (v+1)
_ + w.
UOZAx( - for o Ax !

> —WEVH) + wgv) + Ar|:62(x,-, Ty+1, Sip)Siy + Crea

r—=¢ 28 r—2 r—=2
T = T T ]
0y Ax on 0y Ax 0y Ax

where the inequality is due to (ii). Compare with F; in (7.26)/(7.27) and realize two
extra terms. By (iii), with @ from (7.23), they are

r—=¢ € |: 2—Ax_2(r—5)i|>0

€ = Cc
o2Ax  24x| T 2

Crea —
Ax o

So we have shown (al), the first of the four criteria of monotonicity.
To show (a2), perturb wg_—rl) — fjjl_l) + €. Then 5;,, — 5;, + € and the

perturbed F; is

—Wl(-V-H) +w (V) + AT|:U (xu Tv+1,SLv + ,36)(5‘“; + 186)

r=8 ey 28 gy =8 4 r—=3
w; w; + w; + €
ogAx ! og ! o3 Ax i+l 0§ Ax

Again we obtain a lower bound by (ii), and arrive at the sum of two extra terms

' r—=¢
cref + ¢ ,
* og Ax
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which is > 0 by (iii). So the perturbed F; is larger or equal the unperturbed F;, and
(a2) is satisfied.

The assertion (a3) is clearly satisfied since the perturbation w;
affects the term outside the brackets.

)—>w + € only

To show (b), perturb w( [N wl(.”H) + €. Then 5, — 5, — A <, and F; is
perturbed to
v+1) ) ~2 . 2 - 2
_wiv —€+ wi” + At[a (X, Tot1, iy — esz)(s,-,v — esz)

- r2 ’ o - 2§wf”+l) - 2(26 + r2 ’ wl(-fl'l)i| :
0y Ax o o 0y Ax
By the monotonicity (i) and by € > 0, § > 0, the above is smaller or equal to the
unperturbed F;—that is, (b) holds true.

Finally, monotonicity must be checked for Fy and F,,. For 6 = 1, Fy depends
on wé”H) and F,, depends on wi ™ Hence only (b) needs to be checked, which is
clearly satisfied.

This ends the proof that the conditions (i), (ii), (iii) imply monotonicity of the
fully implicit scheme.

Example 7.3 (Leland’s Model) Let us inspect whether the criteria (i), (ii), (iii)
of Theorem 7.2 are satisfied for Leland’s model of transaction costs. For (i) we
require |y| < 1. With some simple manipulations, one shows that (ii) is satisfied
with c;+ = 1 — y. And for (iii) to hold, the grid size Ax must be small enough (—
Exercise 7.5). Specifically, for zero dividend rate § = 0, the 6-method is

s _ 2r
—Wl(-V-H)+W§V)+A‘E'9[O'2(Sl(-v+l))sl(-v+l)+ 2 X ,(V_H)]
0y

2r
+AT(1-0) 2G5 + 8w = 0.
‘70

Sufficient conditions for the Crank—Nicolson scheme (§ = 1/2) to converge
include (i), (ii), (iii), and in addition (iv) and (v):
(iv) There exists a constant c— > 0 such that for all € > 0 and s

62(x, T,5—€)(s—¢) > ﬁz(x, T,5)8§ —C_€,

(v)
2 2
Ar < Ax 0, ’
oo Ug—i—AxS

see [176, 177]. Condition (iv) holds for Leland s model with c. = 1 + y, and for
the uncertain-volatility model with c_ = O'max Conditions (iii) and (iv) amount to
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stability bounds. We emphasize that in the case of nonlinear models, unconditional
stability does not hold!

The above has discussed convergence towards the viscosity solution. An applica-
tion of the uncertain-volatility model to a butterfly is shown in Fig.7.2. Another
illustration is the barrier option in Fig.7.3. When in case of an American-style
option a penalty approach is applied, further assumptions are needed to assert
convergence to the solution for p — 0o, even though one keeps p fixed.

7.3 Option Valuation Under Jump Processes

In this section, we sketch some instruments of Lévy processes as background to the
application of partial integro-differential equations. The focus is on one important
example, namely Merton’s jump diffusion, and on strategies for a numerical
valuation of options under such processes. This is no introduction to Lévy processes;
for expositions on Lévy processes consult, for instance, [84, 328, 339].

For a Lévy process X, all increments X,4 o, — X, are stochastically independent.
Further, they are stationary, which means that all increments have the distribution of
X,. Instead of requiring continuity, Lévy processes must be “cadlag”?: For all ¢, the
process X, is right-continuous (X; = X,+), and the left limit X,— exists. Important
examples of Lévy processes are the Wiener process (Sect. 1.6.1), and the Poisson
process (Sect. 1.9).

7.3.1 Characteristic Functions

A classification of Lévy processes X; is based on the Fourier transformation’

#x,(§) := E(exp(iX,)) . (7.28)

The function ¢y, singles out characteristic properties of a random variable X;.
¢x, is called characteristic function of X;, and ¥, () [shorter: ¥(¢)] defined by
exp(ty (£)) = ¢x,(¢) is the characteristic exponent. It suffices to take t = 1, since
the distribution of X; characterizes the process. The characteristic exponent ¥ (¢)
satisfies the Lévy—Khinchin representation

(o]

VO =ivt - 00+ [ (ewle0 — 1 - itxlguey) V0. (129)

—00

French for “continu a droite avec limites & gauche”.
3For the Fourier transform, see Sect. 7.4.
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The three terms in this representation characterize different aspects of X;. y € R
corresponds to a deterministic trend, o2 to the variance of a diffusion (Brownian-
motion) part of X;, and v is a measure on R characterizing the activity of jumps
AX, =X — X,

v(A) = E[#{re[0,1] | AX, #0, AX, € A}].

The Lévy measure v(A) counts the (expected) number of jumps of “size” within A
per unit time [84]. v(A) is not a probability measure. For the Lévy measure v, require
I min(x?, 1) v(dx) < oo and v({0}) = 0. In the integrand of (7.29), the subtracted
term ix 1(,<;} causes the integrand to be of the order O(|x|?) for x — 0. This
compensation along with the constraints on v implies existence of the integral. For
many important Lévy processes, v(dx) has a convenient representation

v(dx) = fi(x) dx (7.30)

with a Lévy density fi . The three items y, 0%, v (“characteristic triplet”) characterize
a Lévy process in a unique way.

Example 7.4 (Compound Poisson Process) For a Poisson process J; with jump
intensity A, a compound Poisson process is

Ji
X, =Y AXy,
=1

where the jump sizes AX; are assumed i.i.d. with distribution density f, and
independent of the Poisson process J. The characteristic function ¢, ({) of the
compound Poisson process (cP) is

E(explifX)) = exp[Ar (¢ax(§) — 1]

= exp I:t/ (eié‘x _ 1)v(dx)i| (731)
R

with Lévy measure v(dx) = Af(x) dx. The first of the equations in (7.31) uses rules
of the conditional expectation [84], whereas the second just applies (7.28) with
the definition (B.4) of the expectation, including fR v(dx) = A. The characteristic
exponent ¥.p is the integral in (7.31), y = o = 0.

As in (1.65), financial models typically arise in exponential form. For such
exponential Lévy processes there is a useful criterion for the martingale property,
and hence for risk-neutral valuation:

Lemma 7.5 (Martingale Criterion) Let X, be a Lévy process. €X' is a martingale
if and only if yx(—i) = 0 and E(e*) < oo.
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Proof We extend ¢ to complex numbers, and note that
E(e) = E(e™™) = ¢y, (=) = .
Then by independence and stationarity,
E(eY | Fy) —e¥ = E(e¥) — M = ™V 1,

(— Exercise 7.6) O
In finance applications, with an asset price S, for ¢+ > 0, the absence of arbitrage
implies that the discounted e™"'S; is a martingale with respect to a risk-neutral
measure. This suggests to represent S; in the form S, = Spexp(rt + X;). Then the
discounted S, is the situation to which the Lemma 7.5 applies.

Example 7.6 (Brownian Motion with Drift) A Lévy process X; is Brownian
motion if and only if v = 0 (no jump). For ease of comparison with (1.71) and
(1.76) we take the drift y in the form y = u — éoz. For the Brownian motion with
drift (Bwd) X, := yt + oW, we use a result from probability* and conclude for the
characteristic exponent

Yowa0) =i — oM~ 0%

Clearly, ¥pwa(—i) = p. Hence by Lemma 7.5 € is martingale for © = 0. Hence
the discounted

Soe ™" exp(rt + X;) = Soe™" exp[(r — o)t + o W]

is martingale. This recovers the well-known riskless drift rate » for a numerical
simulation of GBM in the Black-Scholes model.

Example 7.7 (Merton’ s Jump Diffusion) = We now combine Examples 7.4
and 7.6. As a special case of Example 7.4 we choose as in Sect. 1.9 the jump sizes
AY in the log process ¥; := log$; to be normally distributed, AY ~ N(u;,0})
(logg in Sect.1.9). Furnished with a drifted Brownian motion, this is Merton’s
jump-diffusion model (1.74) with jump intensity A and y = p — ;02. The Lévy
density of the compound Poisson process is A times the density of the normal
distribution,

N2
=) } . (7.32)

2
207

A0 = fop() = A wlzn exp [

4E(eY) = exp(ity — £%6%/2) holds for X ~ N'(y,5?), see [199, p. 108].
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Since the two processes are independent, and by the exponential structure in (7.28),
the two characteristic exponents add:

V(§) = ¥Bwa(l) + Ver($)

=iyt — ;ozz2+/ﬁ(ei¢‘—1)v(dx)
and

V(=) =y + ;02 + /R(ef — D(dx).

Similar as in Exercise 1.22 we calculate the integral
OO : I 50
[ - a= (exp [lmz it ] - 1) |
—00

Hence, to see whether S; = exp(Y;) is a martingale, check ¥ (—i) = y + éaz +
Alexpluy + é(ff] —1). By Lemma 7.5, a martingale can be obtained by choosing a

drift with
2 1
y :—02 —/\(exp[,u]—i— ZUJZ} —1) .

This makes Soe™"" exp(rt + yt + oW, + Z{’zl log g;) a martingale. When applied to
simulation of SDEs under the risk-neutral measure for Monte Carlo, this risk-neutral
valuation amounts to the drift rate in Example 1.21. That is, the SDE is

ds

g = (r—Alexplus + Yo?] = 1) dr + o dW,.

In case of a dividend yield with rate §, the term §dr is subtracted on the right-hand
side, similar as in Sect. 3.5.

For other models, a risk-neutral growth rate can be obtained in an analogous way.
A table of risk-neutral drift rates is given in [332, p. 80]. For a jump diffusion, jumps
are comparably “rare,” there is only a finite number of them in any time interval.
Apart from Merton’s model another jump-diffusion model is Kou’s model, which
works with an asymmetric double exponential distribution of jump sizes [229].

There are Lévy processes of infinite activity: Then in every time interval an
infinite number of jumps occurs. Examples include the VG-process (Variance
Gamma) [253], the NIG-process (Normal Inverse Gaussian), the hyperbolic process
[114] and the CGMY process [67]. Specifically for VG and NIG, see also [155].
Time deformation plays an important role for constructing Lévy processes. For
example, with a Wiener process W, and a Gamma process G, as subordinator
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replacing time, VG can be represented as
S, = Soe" ™ with X, = 0G; + oWy, .

This includes GBM with the standard time G, = ¢ and parameter § = —o02/2.
Such a subordinating process G, can be regarded as “business time,” which runs
faster than the calendar time when the trading volume is high, and slower otherwise.
Then, for a Wiener process W;, a class of Lévy processes is defined by W,. With
a t-grid as in Algorithm 1.8, a time-changed process can be generated as W, =
Wi—1 + Z,/Gjar — G(j—1yar (—> Exercise 2.11).

7.3.2 Option Valuation with PIDEs

Assume European options based on a price process S; = Sy exp(rt +X;), where X; is
a Lévy process such that ¥ is a martingale, with Lévy measure v, and the integral
fly\>l e?'v(dy) exists. Then the value function V (S, ¢) satisfies

wvs,ty 1, ,0°V d
9 +2aS 952 +rSa

+ / I:V(Sey,t)—V(S, ) — (e —1)
R

\%
—rV
S
SBV(S, 1)
aS

(7.33)
} v(dy) =0

A proof can be found in [84, pp. 385-387].

Definition 7.8 (PIDE) An equation of the above type (7.33) is called partial
integro-differential equation (PIDE).
The integral term in (7.33) complicates the numerical solution since it is a nonlocal
term accumulating information on all —co < y < oo, in contrast to the local
character of the partial derivatives. For general Lévy processes, the three terms under
the integral can not be separated, otherwise the integral may fail to converge. It can
be separated in the case of Merton’s jump-diffusion model, because this process is
of finite activity, A = v(R) < oo.

In what follows, we discuss Merton’s jump-diffusion process, with lognormal
distribution for ¢ = e”. The integral in (7.33) can be split into three terms with three
integrals

/RV(Sey, Hv(dy) — V(S,1) /R v(dy) — Sanz, 2 /}R(ey — Dv(dy).

In view of v(dy) = Af(y)dy, factors A show up. f is the normal density, and the
integrals become expectations. Then the first integral can be written AE(V(Se’, 1)),
and the second integral is A. The third integral E(e” — 1) does not depend on V and
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can be calculated beforehand since the distribution for ¢ = e’ is stipulated.’ The
lognormal density for g is

(logx — )
207

fox) = eXP{ - } ) P

\/ZJTO'J'X

and we recover the constant of Example 7.7:
o0
c:= / (x — 1)f5(x) dx
0

= /_ (e = Df(y)dy =-exp [MJ + ;012} -1

(o]

With the precalculated number c, the resulting Eq. (7.33) can be ordered into

v 1,0V v
—A -4 AE =0. 7.34
9 + i S 952 + (r—2Ac)S 25 A +nV+AEV(gS, 1) (7.34)

The last term is an integral taken over the unknown solution function V(S, ¢). So the
resulting equation is a PIDE, a special case of (7.33). Note that the product Ac is
the drift compensation in Example 7.7. The standard Black—Scholes PDE (7.1) is
included for A = 0. A simplified derivation of (7.34) can be found in Appendix A.4.
For further discussions, see for example [84, 270, 365, 375].

7.3.3 Transformation of the PIDE

We approach the PIDE (7.34) with the transformation
t:=T—t, x:=logS, ulx1):=V(Ee,T-1), (7.35)
which appears moderate as compared to (4.3). Substituting accordingly

v LY
s Uxy = Uy
as 052

Uy =
into (7.34) leads to

—u; + éoz(uxx —uy) + (r—Acdu, — (A +rju+ AE(V(ge*, T — 1)) =0,

5The parameters are not the same as those in (1.64).
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which is organized into
U, — éazuxx —(r—Ac— éaz)ux + A+ 1u—AE(V(ge", T—1)) =0.

After the above transformation S = e* we next transform the jump-size variable
g = €. Ignoring the factor A, the integral term changes to

E(V(ge*, T — 1)) = E(V(e™, T — 1)) = E(u(x + y, 1))

(7.36)
— [uttyormay = [ e o,
R R
where we have applied the substitution z := x + y. The function f for Merton’s
jump-diffusion model is the density of y = logg ~ N(uy,07). In summary, the
PIDE of Merton’s jump-diffusion model is

Problem 7.9 (Merton’s Jump-Diffusion PIDE)

U; — ;Uzuxx —(r—Ac-— éaz)ux + A+ nru

— A/]Ru(z,r)f(z—x)dzz 0,

. 1 (y— MJ)2:| (7.37)
with = exp|—
F(y) 2o p [ 202

and ¢ = expluy + o7l —1.

This is the problem to be solved numerically.

7.3.4 Numerical Approximation

For an approximation of the integral (7.36) we truncate the domain to a finite interval
Xmin < X < Xmax. In view of the meaning of the integral, this truncation amounts to
disregard large jumps. This might be seen as a weakness of the approach, but jumps
that large are highly improbable. The simplest discretization approach is to use an
equidistant x-grid with

Xmax — Xmin
Ax =
m

, X = Xmin +iAx, i=0,...,m,

for a suitable integer m. As in Chap.4, the time-stepping nodes are t,, and the
approximations of u(x;, t,) are denoted by w;,. The integral in (7.37) is evaluated
at each node (x, 7) = (x;, 7). That is, for each i, v, the numbers

Xmax

/ u(z T — ) dz ~ / u(z. T — ) dz
R

Xmin
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are to be approximated. Applying the composite trapezoidal sum (C.2) with

Jiri=fa—x) =f((Il—)Ax),

the approximation of the integral for each 7, v is

m—1
WO,vfi,O Wm,vfi,m
Ax[ ) +Z;w,,vf,,,+ ) } (7.38)

The numbers f;; are elements of a Toeplitz matrix.® That is, the entries take only
2m + 1 different numbers. Due to the exponential structure of f, the elements in
the northeast and southwest corners of the f; ;-matrix go to zero. In this sense, this
Toeplitz matrix has a “banded” structure. In summary, for each i, v the integral is
approximated by a scalar product of the row vector

ﬁ,O ﬁm
A I s oo Jim—1
x(z i Jim=1.75

times the vector w"). In (7.38) the first term wo,, and the last term w,,, (where
boundary conditions enter) must be treated separately in case we deal with the short
vector (wy, ..., wy—1) as in Sect. 4.2.3. Now assemble all the rows into an (m + 1)2-
matrix C. Then for all i within time level v, the integrals are represented by the
product

cw™

Neglecting the fact that many of its elements are close to zero, the matrix C is
dense, which reflects the nonlocal character of the integral. This is in contrast to
the local character of standard finite differences with its tridiagonal matrices. The
transformation (7.35) is different from (4.3), but tridiagonal matrices can be derived
from (7.37) in a similar way as done in Chap.4. The dense matrix C adds to the
tridiagonal matrices, which makes the solution of linear systems with full matrices
in each time step v — v 41 more expensive. In an attempt to save costs, splitting has
been suggested. This means to evaluate the integral at the previous line (v). In this
way, the multiplication Cw only shows up in the right-hand side of the known terms.
The tridiagonality of the left-hand side matrices is maintained, and the method still
converges. Up to boundary conditions, this splitting can be represented by an Euler-
type implicit scheme

WD )

A = Gw" D 4 acw™ | (7.39)
T

5The entries of a Toeplitz matrix are constant along each diagonal.
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6 8 10 12 14 16 18 20

Fig. 7.4 V(S, 0) of a European put option, solution of Problem 7.9; parameters as in Example 1.21:
K =10,r = 0.06, 0 = 0.3, T = 1, with Merton’s jump diffusion, uy = —0.3, oy = 0.4, and
three values of jump intensity A: O (lower curve in red, no jump), 0.1 (green curve), and 0.2 (top
curve, in blue); xmin = —3, Xmax = log(K) 4+ 1.6 = 3.9. The chosen value of u; = —0.3
corresponds to ¢ = exp(uy) = 0.74, or a 26% fall in the asset price

where the matrix G represents the local information of the differentials. Neither G
nor C are symmetric. We leave it to the reader to set up the system of equations (—
Exercise 7.7).” The matrices G and C are used for the analysis, no matrix is needed
for the algorithm. For an illustration how a larger intensity A increases the value of
an option see Fig.7.4.

Since the splitting can deteriorate the accuracy, a fixed point iteration has been
suggested [105]. The integral term E(V) with its truncation and discretization
challenges the control of the involved errors. For example, [85] gives an estimate
of the error induced by truncating the integral, as well as a convergence proof for
finite differences applied to general Lévy models. Codes for American options based
on a penalty formulation or on an LCP formulation can be easily modified and
extended by an integral term. The techniques of Chap. 4 or Chap. 5 can be applied.
Application of FFT increases the efficiency [105]. Typically, each Lévy process calls

7The number of arithmetic operations can be cut down by neglecting elements close to zero. To
this end, in (7.39) simply replace the matrix C by a banded matrix C, whose elements c;; are those
of C except outside a band defined by —B;, < [ — i < Bg for suitably chosen positive integers
By, Bg < m, where the elements are set to zero.
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for a separate algorithm. A Monte Carlo approach is [272]. For Merton’s model
and European options, an analytic solution is given [270], which allows to test
corresponding algorithms.

7.4 Application of the Fourier Transform

The Fourier transform F of a real function f is defined by®
0 .
Firwl= [ &y, (7.40
y=—00
This requires integrability of f. The inverse Fourier transformation is
O .
Flg)] = 5 / e ™ g(u)du. (7.41)
T u

=—00
A sufficiently well-behaved f is recovered by the inversion,

f=F"Ff.
We perform this process of transform and inverse transform for a function c(k) to

be defined below. The application of the Fourier transform in our context and the
outline of three steps of the subsequent analysis is symbolized as follows:

ey
c(k) o— e g(u) = integral
1@
c(k) o<«—e g(u)=formula
3

Step (1) is the forward Fourier transform (7.40) of a function c(k). The result is an
integral expression g(u). In our context this integral can be solved analytically (step
(2)), which produces a formula for g(«). The inverse transformation (7.41) in step
(3) is approximated numerically by the Fast Fourier Transformation (FFT), based
on (C.7). The detour (1)—(3) is worth the effort, because the FFT calculation of c(k)
is faster to evaluate than the original c(k).

8There are different conventions for the Fourier transform; for background, see special literature,
for example [371]. To get used to it try Exercise 7.8.
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Recall the characteristic function (7.28) ¢ of a Lévy process X;. These functions
are the Fourier transform of the density function of X,

o

¢X,(M) = E(eXP(WXr)) = / eiqudensityX dx = ]:[fdensityX]- (7.42)

—0o0

The characteristic functions ¢ of many processes X are known and available as
analytical expressions, for example, in [84, 235, 332].

In the following, we investigate a European call with vanilla payoff ¥(S) =
(S — K)™ with an arbitrary underlying Lévy process S;. The integral representation
of the call’s value under the risk-neutral measure Q is

V(S t; K) = e "I EQ[¥(S7) | S/]

00
— (T / (St — K)fdensity(ST) dsr,
Sr=K

where f is the density of Sr of the Lévy process starting at ¢ with the value S,.
Transform

Sr=¢', K =¢k, dS; = e'ds; (7.43)

note that £ € R. Then
0o ~
V(S t; K) = e "I / (e —ef(s)ds,
k

Wheref (s) = €°f(e’) is the density of logS$, similar as in Sect. 1.8.2. Following [68],
in order to make the function integrable, we scale the integral with a factor exp(ak)
(a constant):

c(k) = keI / (e* — e (s) ds = e V(S,, 1; K) (7.44)
k

and denote Fl[c(u)] its Fourier transform. We leave the choice of the scaling
parameter « open until later.

As outlined above, when Flc] is calculated, then the call’s value V(S,1) is
recovered from the inverse Fourier transformation,

V(S ek = (2; /oo e Fle(u)] du) ek

which can be approximated efficiently by the Fast Fourier Transform (FFT). This
outlines the program of the three steps (1), (2), (3), and now we turn to its realization.
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The Fourier transform of c(k) is

Fle@)]

S .
/ el e (k) dk
k

=—00

0o S ~
/ elukeake—r(T—f) (35 — ek)f(s) dsdk
—00 s=k

0o o . A
— e—r(T—t) / / e(lu-i-a)k(es _ ek)f(s) ds dk
k=—00 Js=k
oo s . A
=T / / elutekes — ek (s) dkds,
s=—00 J k=—00

where the last equation holds since
{k<s<oo |—0o<k<o}={—0<k<s|—-oco<s<o0}.

This leads to
oo s ) )
f[c(u)] — e—r(T—r) / f(S)/ [e(1u+a)k+s _ e(1u+a+l)k] dkds
—00 —00

0o ese(iu+oc)k e(iu-l-ot-i—l)k s
=T / fs)| . - ds.
—0 i+ o wHo+1 o

(7.45)

To have the integral exist, we require the factor e** to vanish for k — —oo, which
leads to choose o > 0. That is, the factor exp(ak) amounts to a damping of the
integral. The bracketed term in (7.45) is

(iu + o + D)esutetD _ (4 g)eslutatD
Qo + 1) + oo + 1) — u?

’

and we come up with

e—r(T—t)

Fl = 500 4 1) 4 ate + 1) -2 /_ Fls)e =@+ gs

We denote the integral therein ¢ (u—(c+1)i), because it is the characteristic function
of the density f. For ¢ an analytic expression is known. Hence

e TN pu— (o + i)
o? 4+ o — u2 + 114(20( + 1) - g(u) (746)

Fle)] =
can be considered to be a known function g, and step (2) is completed. For the final
choice of the parameter @ > 0 further request g(u) = F[c(u)] to be integrable as
well. Since the integration is along real values of u one has to take care that the
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denominator has only imaginary roots in u. The choice of « is discussed in the
literature [68, 235]. Usually o = 3 works well.
The inverse Fourier transformation evaluates

1 [ _
e ok / e Mg (u)du.
2

—00

The integral is real, and hence its integrand is real too. Think of g from (7.46) being
split into real part and imaginary part, g(u) = g1 (u) +ig2(«). Then i(cos(ku)g, (1) —
sin(ku)g1(u)) = 0, and we conclude that g;(«) is an even function, and g, (u) is an
odd function. Hence the integrand

cos(ku)gy(u) + sin(ku)go(u)

is even, and the value of the call is
e—ak [ele] )
V(S ek = / e Mg (u)du. (7.47)
T Jo

Next, the semi-infinite integration interval is truncated to a finite length A.
Thereby, for most Lévy models the truncation error can be made arbitrarily small
because the characteristic function ¢ decays exponentially fast at infinity.” With the
restriction to the integration interval 0 < u < A and M — 1 subintervals with equal
length Au, the discrete grid points are

uji=jAu =j , j=0,....M—1.

A
M—1
Choosing the trapezoidal sum (C.2) for the quadrature, the approximation is

M—1

00 ) A )
—iku ~ . N\ o iku;
/0 e Me(u)du ~ M1 E B; g(u;) e ™ (7.48)

~

with weights By = By—1 = ; and §; = 1 for 1 <j < M — 2. The trapezoidal sum
goes along with a sampling error of the order O(Au?).

So far, the log-strike k = log K is not specified. The aim is to exploit the potential
of FFT, which calculates sums of the type

M—1 .,
3 e (7.49)
j=0

9This does not hold for the VG process, see [84, 235].
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for complex numbers ay, . . . , ay—1, one sum for each v. This amounts to calculate a
vector of M such sums, forv =0, ..., M — 1. Applying FFT we gain the possibility
to calculate the above for M strikes simultaneously. Let us calculate the call values
for the log-strike values

ky:i=—b+Ak-v, v=0,...,.M—1, (7.50)

for suitable values of b and Ak, which define the k-range and the strike spacing of
interest. Substituting these values k,, into the above sum (7.48) produces

A & A
Y1 ; B g(u)) exp [—1(—19 +Akv)j J .

The argument of the exponential function is

A A
ibj —ivjAk .
M—1 M—1

To apply FFT aiming at (7.49), steps Ak and Au = MA_ | must be chosen such that

A 2
Ak — AkAu="T". (7.51)
M—1 M

Then the sum in (7.48) is

M—1

A 1hi A iyl
M—1 Z Big(u;) exp [lb]M— 1} e
j=0
which is the standard FFT applied to (7.49) for the complex numbers

A
aj 1= AB;g(u;) exp [ibjM_ 1} . i=0,....M—1. (7.52)

This completes the calculation of a bunch of European call values: The integral
in (7.47) is approximated by the FFT sum (7.49) with coefficients (7.52). For the
highly efficient calculation of the FFT sums (7.49) consult standard literature on
numerical analysis (such as [306]), and related software packages.

The above method amounts to a fast algorithm in case option prices are to be
calculated on a grid of many strikes, all options with the same maturity 7. The log-
strike grid of the values k, is defined by (7.50) with the parameters b and Ak, which
in turn are based on A, M. By (7.51),

2 M—1
Ak =T
A M
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And to cover log strikes in the at-the-moment range around k = 0, one aims at

(M- 1)Ak
=

b

Efficiency of FFT is maximal for M a power of 2. The Eq. (7.51) is a limitation that
requests a careful design of parameters M and A.

In this section, we have explained the basic FFT approach of Carr and Madan
[68]. The Fast Fourier Transform can be applied also for early-exercise options
[248]. A novel transform is based on Fourier-cosine expansions [125], which is also
applied to barrier options [126]. The resulting algorithms converge exponentially
fast. In summary, FFT-based methods have shown a rich potential, in particular for
option pricing under Lévy models.

7.5 Notes and Comments

On Sect. 7.1

For a critical account of Leland’s approach see [380]. The nonlinear version (7.6)—
(7.8) is due to [187]. A piecewise linear treatment is suggested in [77]. The paper
[18] discusses Eq.(7.7), suggesting a modification for the case y > 1, where 62
would be negative for I" < 0. For bounds on V in case of “misspecified” volatility,
see [118]. For related work, consult also [116, 156, 159].

Apart from the one-factor case, ranges for parameters play a role also in
multiasset cases. For example, consider two assets with prices S;, S», and assume
a correlation in the range —1 < Pmin < P < Pmax =< 1. In the Black—Scholes
equation (6.5), the term

%
01 CTQS 152
P 05,05,

. . . . 2 . .
occurs. Depending on the sign of the cross derivative 3881 a‘gz, p is chosen either as
Pmin OF Pmax 1N Order to characterize a “worst-case,” see [362].

To complete the introduction into more general models we outline the Dupire
equation in Appendix A.6.

On Sect. 7.2

For reference and examples consult [134, 176, 177]. The assumption of a constant
c+ in Theorem 7.2 is not always satisfied easily. For example, in the Barles and
Soner model of Sect.7.1.2 and a payoff with jump discontinuity (as digital option),
c+ = c+(Ax) = O(Ax?), which affects the assumptions of Theorem 7.2, and has
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strong implications on stability. Apart from nonsmooth payoffs, also the PDE itself
typically is not smooth. For American options, the penalty term in (7.16) causes a
lack of smoothness. Also the volatility function 6 may be nonsmooth. This happens,
for example, in Leland’s model when Vgs changes sign. Newton’s method then
works with a generalized derivative. The higher the degree of “non-smoothness,”
the worse the convergence rate of CN. The BDF method (7.26)/(7.27) is highly
recommended. An a priori check of convergence criteria is advisable.

On Sect. 7.3

The definition of Lévy processes includes stochastic continuity. A table of Lévy
densities f;. is found in [332, p. 154]. The Lévy-Khinchin representation (7.29) is a
scalar setting; [69] develops analytic expressions for the characteristic function of
time-changed Lévy process in a general vector setting. In this framework, Heston’s
stochastic-volatility model can be represented as time-changed Brownian motion.

For time-changed Lévy processes, consult [11, 67, 69, 84]. Time-changed Lévy
processes have been successfully applied to match empirical data. For processes
with density function (Merton, VG, NIG), Algorithm 1.18 can be applied [309].
Lévy-process models have been extended by incorporating stochastic volatilities
[67, 212]. A subordinator t(f) can be constructed as integral of a square-root
process.

Pham [299] investigates properties of American options. Heston presents the
characteristic function for his model in [178]. His model extended by jump diffusion
[30] can be cast into the above framework: In this case a two-dimensional PDE is
considered. For computational approaches see [6-8, 55, 85, 104, 105, 263].

On Sect. 7.4

Choosing the weights w; of Simpson’s sums instead of trapezoidal sums, the
integrations get more accurate. An application to VG is found in [68]. Modifications
and extensions of the above basic approach are described and reviewed in [235]. For
references on transform methods in option pricing, see [126].

7.6 Exercises

7.1 Let AW be the increment of a Wiener process, see Sect. 1.6.1. Show

E(|AW|) = x/At\/z .
T
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7.2 (Barles—Soner Model)
The differential equation of Barles and Soner is

do  f@+1
& = 2\/#()() . with f(0) = 0.

(a) By numerical computations, analyze the solution for —2 < x < 2.
(b) Construct an approximating function f(x) in a piecewise fashion.

7.3 (Payoffs of Spreads)
We consider portfolios of two or more options of the same type with the same
underlying stock. K, K>, K are strikes with K; < Kj.

(a) A butterfly spread is a portfolio with

— one long call with strike K7,
— one long call with strike K>,

— two short calls with strike K = ¥22K1

2
The payoff is

0 for S < K,
S—K; forK;j<S<K
K,—S forK<S<K,
0 forkK, <§.

W(S) =

(b) A bull spread is a portfolio with

— one long call with strike K|,
— one short call with strike K>,

The payoff is

0 for S < K,
W(S): S—Kj Ki<S§S<Kk,
K2 — Kl Kz <S.
For both spreads (a) and (b) explain and sketch the payoff. Apply the transformation

(7.17) (Exercise 7.4) to derive the transformed payoff u*(x). For (b), apply the
transformation with K.

7.4 (Transformation of Nonlinear Black—Scholes Models)
According Sect. 7.2, consider the following nonlinear PDE

1
V, + Zoz(t, S, Vss)S?Vss + (r — 8)SVs — rV + pmax(¥ — V,0) =0,
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where o2(t, S, Vss) depends on the particular model; r is the risk-free interest rate
and § is the continuous dividend yield. Apply the transformation (7.17)

x =1log(S/K), t = o3(T —1)/2, u(x,t) = e *V(S,0)/K,

with K > 0 and a model-dependent parameter oy, and derive a PDE for u.

7.5 (Convergence of the Fully Implicit Method)
Two out of the three criteria for monotony in Theorem 7.2 are (i) and (ii). For

(a) Leland’s model of transaction costs, with parameter y, and
(b) the model of uncertain volatility with oyin < 0 < Omax,

show that (i) and (ii) are satisfied. What are the constants ¢4+ ? For (b), 0~ of (7.12)
suffices.

7.6 For a Lévy process X; adapted to a filtration F; show
E(e* | Fy) — ¥ = E(ef—) —e¥o.

7.7 (Project: Implementing a PIDE)

Set up a computer program to solve Merton’s jump diffusion (7.37) numerically. To
this end, concentrate on European-style vanilla options. Set up boundary conditions
using (4.27), and apply a BDF implicit scheme. Think of how to choose Xmin, Xmax
in relation to the strike K.

Hint: For testing the core part of the program, set the jump intensity A = 0 and
compare to the Black—Scholes value.

7.8 (Fourier Transform)
Consider the Fourier transform

o0

FUf @) = / U7 (y) dy

—00

For the example f( y) := e ™M and complex a show that

A .
/ e"f(y)dy
—A

converges for A — oo and Re(a) > 0.
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