Mixing Monte-Carlo and Partial Differential
Equations for Pricing Options
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Abstract There is a need for very fast option pricers when the financial objects are
modeled by complex systems of stochastic differential equations. Here the authors
investigate option pricers based on mixed Monte-Carlo partial differential solvers
for stochastic volatility models such as Heston’s. It is found that orders of magni-
tude in speed are gained on full Monte-Carlo algorithms by solving all equations
but one by a Monte-Carlo method, and pricing the underlying asset by a partial
differential equation with random coefficients, derived by Itd calculus. This strat-
egy is investigated for vanilla options, barrier options and American options with
stochastic volatilities and jumps optionally.
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1 Introduction

Since the pioneering work has been achieved by Phelim Boyle [6], Monte-Carlo
(or MC for short) methods introduced and shaped financial mathematics as barely
any other method can compare. They are often appreciated for their flexibility and
applicability in high dimensions, although they bear as well a number of drawbacks:
error terms are probabilistic and a high level of accuracy can be computationally
burdensome to achieve. In low dimensions, deterministic methods as quadrature and
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quadrature based methods are strong competitors. They allow deterministic error
estimations and give precise results.

We propose several methods for pricing basket options in a Black-Scholes frame-
work. The methods are based on a combination of Monte-Carlo, quadrature and par-
tial differential equations (or PDE for short) methods. The key idea was studied by
two of the authors a few years ago in [14], and it tries to uncouple the underlying
system of stochastic differential equations (or SDE for short), and then applies the
last-mentioned methods appropriately.

In Sect. 2, we begin with a numerical assessment on the use of Monte-Carlo
methods to generate boundary conditions for stochastic volatility models, but this is
a side remark independent of what follows.

The way of mixing MC and PDE for stochastic volatility models is formulated
in Sect. 3. A numerical evaluation of the method is made by using closed form solu-
tions to the PDE. In Sects. 6 and 4, the method is extended to the case of American
options and to the case where the underlying asset is modeled with jump-diffusion
processes.

In Sect. 5, a method reducing the number of samples is given based on the smooth
dependence of the option price on the volatility.

Finally, in Sect. 7, the strategy is extended to multidimensional problems like
basket options, and numerical results are also given.

Moreover, some related results can be found in [5, 8, 9, 16-18].

2 Monte-Carlo Algorithm to Generate Boundary Conditions
for the PDE

The diffusion process that we have chosen for our examples is the Heston stochastic
volatility model (see [12]). Under a risk neutral probability, the risky asset S; and
the volatility o; follow the diffusion process

ds, = S (rdt + o, dW}'), 2.1)
dv, = k(0 — v,)dr + 8/v,dW2, (2.2)

and the put option price is given by
P=e"TDE[(K — ST)TIS;, vi]. (2.3)

where v, = a,z, I[-E(dW[1 -dW,z) = pdt, E(-) is the expectation with respect to the risk
neutral measure, and r is the interest rate on a risk less commodity.

The pair (W!, W?) is a two-dimensional correlated Brownian motion, with the
correlation between the two components being equal to p. As it is usually observed
in equity option markets, options with low strikes have an implied volatility higher
than that of options at the money or with high strikes, and it is known as the smile.
This phenomenon can be reproduced in the model by choosing a negative value
of p.
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The time is discretized into N steps of length §¢. Denoting by T the maturity of
the option, we have T = N§¢. Full Monte-Carlo simulation (see [10]) consists in a
time loop starting at Sy, vo = crg of

Vit1 = Vi + k(0 — v))8t + 0;v/85t NG 18 with 07 = /vy (2.4)
Siv1 = Si(1+rdt +0iv/61 (N 1o+ NE /1 = p2)). 2.5)

where N({ 1 (j = 1,2) are realizations of two independent normal Gaussian vari-

ables. Then set Py = e;f Y (K —S%HT, where {SI’(’,}M | are M realizations of Sy .

The method is slow, and at least 300000 samples a’;le necessary for a precision of
0.1 %. Of course acceleration methods exist (quasi-Monte-Carlo, multi-level Monte-
Carlo etc.), but alternatively, we can use the PDE derived by It6 calculus for u# below
and set Py = u(Sop, vg, T).

If the return to volatility is O (i.e., zero risk premium on the volatility (see [1])),
then u(S, y, 7) is given by

y$? Ay
0ru — Tagsu — pASydgyu — Tayyu —7rSosu — k(@ — y)oyu +ru =0,

u(S,y,00=(K —-9".
(2.6)

Now instead of integrating (2.6) on R x RT x (0, T), let us integrate it on £2 x
(0,T), 2 C RT x RT, and add Dirichlet conditions on 352 computed with MC by
solving (2.4)—(2.5).

Notice that this domain reduction does not change the numerical complexity of
the problem. Indeed to reach a precision ¢ with the PDE, one needs at least 0@
operations to compute the option at all points of a grid of size ¢ with a time step of
size &. Monte-Carlo needs O (¢2) per point Sp, vo, and there are O points on
the artificial boundary, when the number of discretization points in the full domain
is O(¢72). However, the computation shown in Fig. 1 validates the methodology,
and it may be attractive to use it to obtain more precision on a small domain.

3 Monte-Carlo Mixed with a 1-Dimensional PDE

Let us rewrite (2.1) as

dS; = §,[rdt + 01/ 1 = p2dW," + 0, pdW,?], (3.1)

where W,!, W? are now independent Brownian motions.



326 T. Lipp et al.

.Isoﬁlfaluz 34

W10717
(a) The computational domain is (0, Yymax) X (0, Umax) with Neumann condition at v = vmax-

IsoWalue
- 00357913

(b) The computational domain is the half circle shown on (a); the Dirichlet boundary
condition on the circle is obtained by a spline approximation (shown at the bottom) of the

solution to Heston’s model solved by MC on a few points on the circle.
1.20€+00
1.00E+00 -
y =-0.08352" + 0.26852 + 0.09227 - 1.0843x + 0.984
&8.00€E-01
6.00E-01

4.00E-01

2.00E-01

0.00E+00 |
0 0.5 1 15 2 25
-2.00E-01
(c) Computation result.

Fig. 1 Put option with Heston’s model computed by solving the PDE by implicit Euler + FEM
using the public domain package freefem++ (see [11])
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Drawing a trajectory of v, by (2.4), with the same §¢ and the same discrete tra-

jectory Wl.(er)l = Wl.(z) + N§1 8t, we consider

dS; = 8§ [pedt + 071/ 1 = p2dW "], (3.2)

@ _w®
W; B Wi 1 2 2

He=r +P@T - 510 of, telt, i1l (3.3)

Proposition 3.1 As§t — 0, S; given by (2.4) and (3.2)—(3.3) converges to the solu-
tion to Heston’s model (2.1)—(2.2). Moreover, the put P = e "TE(K — S7)* is also
the expected value of u(So, 0), with u given by

1
du+ E(l — p?)o?S%dssu + Spdsu —ru=0, u(S,T)=(K —S5* (3.4
with o given by (2.4) and i, given by (3.3).

Proof By It6’s formula, we have

2
dlog(s) = S 4 L(og ) (s202(1 — p)dt) = o — T (1 - p?)ar
Sy 2 Sy 2

2
= juedt + /1 = p2odW — (1 - pz)%dt

2 ,0202 = (1 o
~ 18t + pordWP — T’(St +/1=p2e6WP — (1- ,02)7’8[

2
~rdt + pordW® + /1 — p2ad WP — %dt. (3.5)
Consequently,
t t 1 t 1
S; =S exp(/ wedet +/ V1= ,oza,dW,( ) —/ 5(1 — pz)atzdt). 3.6)
0 0 0
O

Proposition 3.2 [Ifwe restrict the MC samples to those that give 0 < o, < 0y <oy,
for some given oy, oy, then equations (2.4) and (3.3)—(3.4) are well-posed.

Proof Let

T S
A= / peds, y=—et®. (3.7
T—-t K

Then u(t, S) =v(T —1t, %e"(f)), where v is the solution to

1
3 v — 5(1 — p2)oF_ Vv =0, v(0,y)=(1-y»T. (3.8)
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Table 1 Precision versus p

o —0.5 0 0.5 0.9
Heston MC 11.135 10.399 9.587 8.960
Heston MC+BS 11.102 10.391 9.718 8.977
Speed-up 42 44 42 42

If 0 < 0y < 07 < o) almost surely and for all ¢, then the solution exists in the sense
of Barth et al. [3]. O

Remark 3.1 Note that (3.6) is also

w210 Ty, T w2 —w), 39
o= ) o, ar, m_r_7+F2i:6”( tiv1 My )’ (3.9)

T
St(x) = Soexp(mT + o Tx). (3.10)
Therefore,
_a
E[u(So,0)] =e™"7T /w (K — SoemT+ETx)+%dx. (3.11)

There is a closed form for this integral, namely the Black-Scholes (or BS for short)
formula with the interest rate r, the dividend m + r and the volatility &.

3.1 Numerical Tests

In the simulations, the parameters are Sop = 100, K = 90, r = 0.05, 09 = 0.6, 6 =
0.36, k =5,2=0.2, T =0.5. We compared a full MC solution with M samples to
the new algorithm with M’ samples for u; and o; given by (2.4). The Black-Scholes
formula is used as indicated in Remark 3.1.

To observe the precision with respect to p (see Table 1), we have taken a large
number of Monte-Carlo samples, i.e., M =3 X 10° and M’ = 10*. Similarly, the
number of time steps is 300 with 400 mesh points and Spyax = 600 (i.e., §S = 1.5).

To study the precision, we let M and M’ vary. Table 2 shows the results for
5 realizations of both algorithms and the corresponding mean value for Py and
variance.

Note that one needs many more samples for pure MC than those for the mixed
strategy MC+BS. This variance reduction explains why MC+BS is much faster.
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Table 2 Precision study with respect to M and M. Five realizations of pure MC and MC+PDE

for various M’ and M

MC+BS: M’ = MC: M =

100 1000 10000 3000 30000 300000
P! 10.475 11.129 11.100 11.564 11.481 11.169
P2 10.436 11.377 11.120 11.6978 11.409 11.249
p3 11.025 11.528 11.113 11.734 11.383 11.143
p* 11.205 11.002 11.113 11.565 11.482 11.169
P> 11.527 11.360 11.150 11.085 11.519 11.208
P:%ZP" 10.934 11.279 11.119 11.529 11.454 11.187
+/ % Z(Pi — P)? 0.422 0.188 0.0168 0.232 0.0507 0.0370

4 Lévy Processes

Consider Bates model (see [4]), i.e., an asset modeled with stochastic volatility and

a jump process,
dv; = k(0 — v)dt + EJ0,dW2, o, = /vy,
2
ax, = (r - %)dt +oi (1= p2dW D + pdWP) + ndn,,

where X; =In S; and N; is a Poisson process. As before, this is

dX, = [dt + 014/ 1 — p2 AW + ndN;,

- a,2+ SW?
=r——= or———.
Mt B POt St

By It6, a put on S; with u(T) = (K —e*)* satisfies
1 ~
o —ru+ 5(1 — ,02)0[28”14 + 0y

= —/ [(u(x +2) —ux))J (@) — deux)(e* —1)J (2)]dz.
R

“.1)

4.2)

4.3)

4.4)

4.5)

Let us apply a change of variables t =7 — ¢, y =x — fTT_T ,dr with @, = i, —

Jr(€* = 1)J(z)dz, and use

T

v(y, 1) = e(rJrf]RJ(z)dz)ru(y +/ wde, T — ‘L'>.
T

—-T

(4.6)
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Table 3 9 realizations of (% fOT atzdt)% for M" =100 and 500

M Tl T2 T3 T4 T5 T6 T7 T8 T9 Mean

100 0.3470 0.3482 0.3496 0.3484 0.3474 0.3548 0.3492 0.3492 0.3502 0.3493 £0.002
500 0.3490 0.3481 0.3488 0.3493 0.3502 0.3501 0.3501 0.3489 0.3488 0.3493 £ 0.0007

Proposition 4.1

1
8‘[1) - 5(1 - ,02)0']2"71’8}')71) — / U(y + Z)J(Z)dZ :0, v(y’ O) — (K _ ey)+.
R

4.7
Proof Let7 =r + [ J(z)dz. Then
dv=e" |:— (r + / J(z)dz)u + Wr_ Oyt — 3:14}
R
dyv=e"Tdcu, dyyv=e"Tdpyu. (4.8)
Therefore,
. 1
e T [a,v -5(1- p?)oldyyv — f v(y + z)J(z)dz]
R
o2
= <r +/ J(z)dz)u + L, 0xu — Opu — (1 — p2)7taxxu —/ u(x +z)J(z)dz,
R R
which is zero by (4.5). Il

Remark 4.1 Once more, we notice that the PDE depends on time integrals of i,
and oy, and integrals damp the randomness and make the partial integro-differential
equation (or PIDE for short) (4.7) easier to solve. Table 3 displays 9 realizations of

VxS aldr for M’ =100 and 500.

Remark 4.2 Let 7, = % fTT_T f()dt. From (4.6), we see that the option price is
recovered by

)
u(S,t) = e_(”+fRJ(Z)dZ)(T_’)v(lnS — (r - U;_|z — / (eZ — l)J(Z)dZ
R

2
)(T—t),T—t),
t

SW®
+ po; 57
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where v is the solution to (4.7). For a European put option, with the standard
diffusion-Lévy process model and the dividend ¢, the formula is

2

u (S, 1) = e—“*fR”Z)dZ“T‘”v(lns - <r e
’ 2

- / (- 1)J(Z)dz)(T -0,T - t), (4.9)
R
arU — %gzayyv — / v(y +Z)J(Z)dZ = O, U(y, 0) — (K _ ey)+.
R

It means that any solver for the European put option, with the standard diffusion-
Lévy process model and the dividend ¢, can be used provided that the following
modifications are made:

(1) In the solver, change o2 into (11— pz)?h.
g '

. - ®
(2) Change g into ¢ + p*a |, — Pat(”gt 2

4.1 The Numerical Solution to the PIDE by the Spectral Method
Let the Fourier transform operators be

F(u) = / e %y (x)dx and F“(ﬁ):i / e (w)dw. (4.10)
R 2n Jr

Applying the operator I to the PIDE (4.7) for a call option gives

3 0—-¥0=0 inR, V(w0 =FE"—-K)", (4.11)
where ¥ is
0'2 :
v =-(1- A% g, =[Py @
R

So, with m indicating a realization, the solution is

T
u<x —/ ﬁ,dt)
T-t

1

=2 e T (K-F" [{Fv"}(w)e—ﬂwﬁ—wz#fﬁf ot (413)
m

with 1i; given by (3.3) and 7z, = li; + [p(e* — 1) J (z)dz.
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Remark 4.3 The Car-Madan trick in [7] must be used, and v” must be replaced by
e NS (S — K)™T, which has a Fourier transform, in the case of a call option. Then in
(4.13) F~'¥ must be changed into

K"

OO/ —iwS =
)y R(e™ X (& +1in))dé.

Remark 4.4 As an alternative to the fast Fourier transform (or FFT for short) meth-
ods, following Lewis [13], for a call option, when Jw > 1,
In K (io+1)

Fo® =F(e’ —K) = —S (4.14)

w? —iw

Using such extended calculus in the complex plane, Lewis obtained for the call

option,
i d
u(s, T)_S——f 9| e pp(u— L) | (4.15)
2/ ur+ 1
with k = In %, where ¢; is the characteristic function of the process, which, in the
case of (4.7) with Merton Kernel (see [15])
_ —w?
52
Jx)=A
282

is

1 2,2 .
or(u) = eXp(iuwT — EHZEZT + T)L(e_ST'H/W _ 1))

2
with X2 = £ fOT 2dr and w = %22 — A(eT " — 1). The method has been tested
with the following parameters:

T=1, pn=-05 +»=0.1, 6=04, K=1, r=003, o9=0.4,
0=04, k=2, p=-05 &=025 M =10000, &t=0.001.
(4.16)

Results for a put are reported in Fig. 2. The method is not precise out of the money,
i.e., S > K. The central processing unit (or CPU for short) is 0.8” per point on the
curve.

4.2 Numerical Results

The method has been tested numerically. The coefficients for the Heston+Merton-
Lévyare T=1,r=0,£=03,v=0.1,0 =0.1, k =2, . =0.3, p = 0.5. This
gives an average volatility 0.27. For the Heston and the pure Black-Scholes for
comparison, T =1,r =0,0 =03, . =5, m = —0.01, v =0.01.

The results are shown in Fig. 3.
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Fig. 2 Put calculated with 0.8 —
Bates’ model by mixing MC 07l |
with Lewis’ formula (see ’
(4.15)) 06l ]
0.5F b
0.4f R
0.3F b
0.2 . B
.
0.1} — i
of T :
-0.1 . . . . . . .
0.2 0.4 0.6 0.8 1 1.2 1.4 1.6 1.8
Fig. 3 Call calculated by a 0.5
Heston+Merton-Lévy by 045! i
mixed MC-Fourier (see the 04l |
blue curve), and compared '
with the solution to the 0.35r A
2-dimensional PIDE 0.3 i
Black-Scholes+Lévy (see the 025l ]
red curve), and a pure
Black-Scholes (see the green 0.2y |
curve) 0.151 ]
0.1 ,
0.05 b
0 L 4
005 02 04 06 08 1 12 14 16

5 Conditional Expectation with Spot and Volatility

If the full surface og, So — u(oop, So,0) is required, MC+PDE becomes pro-
hibitively expensive, much like MC is too expensive if Sy — u(Sp, 0) is required
for all S.

However, notice that after some time #; the stochastic differential equation (or
SDE for short) for o; will generate a large number of sample values o;. Let us take
advantage of this to compute u (o1, S1, #1).

5.1 Polynomial Fits

Let t =T — t; for some fixed #;.
Instead of gathering all u(-, ) corresponding to the samples ¢ with the same
initial value og at t = 0, we focus on the time interval (¢, T'), consider that o," is
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a stochastic volatility initiated by ot(lm), then search for the best polynomial fit in
terms of o for u, i.e., a projection on the basis ¢ (o) of R, and solve

inJ (@) 1 Z 1 /L
min J (&) := — —
o M L 0
m
It leads to solving, for each S; =4S,

( Zm )i (o ("”) Z S, Dgi(a™). (5.1

m

2
ds.

D )¢k (™) —u™ (S, 1)
k

5.2 Piecewise Constant Approximation on Intervals

We begin with a local basis of polynomials, namely, ¢ (o) =1 if o € (o, Ok+1)
and ¢y (o) = 0 otherwise.

Algorithm 5.1

(1) Choose oy, ou, 80, 0p.
(2) Initialize an array n[j]1=0, j =0,...,J:=

OM—Om
so

(3) Compute M realizations {cr,gm)} by MC on the volatility equation.
(4) For each realization compute u(-, T) by solving the PDE.

m)
(5) Setj= "’ —n and n[j]+ =1, and store u (-, T) in w(-)[j].

w(Sj]
nl/l

crnm

(6) The answeris u(o; S, 1) = I with j=

5.3 Polynomial Projection

Now we choose ¢y (o) = ok,

Algorithm 5.2
(1) Choose oy, 0y, 80, 0.
(2) Set A[-][1=0, b[-][-1=0.
(3) Compute M realizations {a,gm) } by MC on the volatility equation and for each
realization.
(i) Compute u(-, t) by solving the PDE.
(i) Do A[j1lkl+ = 1 3, (™)K, jk=1,..., K
(i) Do bli1k]+ = fu(isS, )™)Y k=1,....,K

(4) The answer is found by solving (5.1) foreachi =1,..., N.
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5.4 The Numerical Test

A Vanilla put with the same characteristics as in Sect. 3.1 has been computed by
Algorithm 5.2 for a maturity of 3 years. The surface S;,, 0y, — u is shown after
t; = 1.5 years in Fig. 4. The implied volatility is also shown.

6 American and Bermudan Options

For American options, we must proceed step by step backward in time as in the
dynamic programming for binary trees (see [2]).

Consider M’ realizations [{a,m}[e(oj)]fr‘:’/:l, giving [{MT}[E(O,T)];{Z[,:I by (3.3). At
time t, = T, the price of the contract is (K — 1. Attime t,_; =T — 8t it is given
by the maximum of the European contract, knowing S and o at#,_; and (K — )™,
ie.,

Un_1(S) = max{ Dol (8). (K — S)+}, (6.1)

Mol

where u)"_| is the solution at 7, 1 to

(SO'tm 2

Btu + (1 — p2)

dssu 4+ Sp dsu —ru=0, 1€ (t_1,tn), 62)

un = M(Ss tn)a

where u,, is known, and M, is the set of trajectories which give a volatility equal to
o attime ¢.

Here we have used the piecewise constant approximation intervals to compute
the European premium. Alternatively, one could use any projection method, and the
backward algorithm follows the same lines.

As with American options with binary trees, convergence with optimal order will
hold only if 6z is small enough. M, is built as in the previous section.

To prove the concept, we computed a Bermudan contract at %T by the above
method, using the polynomial basis for the projection. The parameters are the same
as above except K = 100. The results are displayed in Fig. 5. To obtain the price
of the option at time zero, the surface of Fig. 5, i.e., (6.1), must be used as time-
boundary conditions for the MC-PDE mixed solver for ¢ € (0, %T), while for Amer-

icans, this strategy is applied at every time step, but here it is done once only at %T.

7 Systems of Dimension Greater than 2

Stochastic volatility models with several SDEs for the volatilities are now in use.
However, in order to assess the mixed MC-PDE method, we need to work on a
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1
2

Put at 57 with Heston model by mixed MC-PDE T=3, N=100000.

(a) Local volatility of a vanilla put with 3 years maturity after 1.5 years, computed with a
Heston model by the mixed MC-PDE algorithm with polynomial projection.

"vssig.txt" matrix

"vssig0.txt" matrix

25 0

(b) Comparison on the price of the put computed with full MC Heston.

Fig. 4 Both surfaces (a) and (b) are on top of each other, indistinguishable
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Fig. 5 A Bermuda option at %T with Heston’s model compared with (K — )™

systems for which an exact or precise solution is easily available. Therefore, we
will investigate basket options instead.

7.1 Problem Formulation

We consider an option P on three assets whose dynamics are determined by the
following system of stochastic differential equations:

dS;, =S (rdt +dW;,), t>0,i=1,2,3 (7.1)

with initial conditions S; ;—o = S; 0, Si.,0 € RT. The parameter r (r € R>() is con-

stant, and W; := Z:;:] a;jBj are linear combinations of standard Brownian mo-

tions B, such that
COV[W,',;, Wj,t] = pijoiojt, > 0.

We further assume that = := (pijcrioj)?j:

| 18 symmetric positive definite with
pij=1 ({=j) or p;je(—=1,1) otherwise.
The coefficients a;; (a;; € R) have to be chosen, such that
Cov[W;,, W, 1=E[W; W;,]

= E[(ai1B1,s +ainBas +ai3B3,)(aji1Bis +ajaBa; +aj3Bs,)]
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2 2 2
=aj1a;1 E[Bl,t] + ai2aj2E[BZ,t] + a,-3aj3E[B3yt]
= (ai1aj1 +ajppajz +ajza;z)t, t>0,
or equivalently,

AAT =

o

El

where A := (a; j)? =1 Without loss of generality, we may set the strict upper trian-
gular components of A to zero and find

o1 0 0

/ 2
A= | 2o 02 1 — o1, 0

— 2 p—
03031 03 L2 /3212/031 63\/1_p31_(032 221031 Y2

1=piy 1=pf,
The option P has the maturity 7 (T € R™), the strike K (K € R™") and the payoff

function ¢ : R SR,

3 +
p(x) = <K—in) . x=(x1,x.x3)T R,
i=1

The Black-Scholes price of P at time O is

3 +
Py=e"TE* |:<K -> Si,T) ] (7.2)
i=1

where E* denotes the expectation with respect to the risk-neutral measure.

7.2 The Uncoupled System

In order to combine different types of methods (Monte-Carlo, quadrature and/or
PDE methods), we will uncouple the SDE in (7.1), we start with a change of variable
to logarithmic prices. Let s; ; :=log(S;;), i = 1,2, 3, and then It6’s lemma shows
that

ds;; =ridt +dW;,;, t>0 (7.3)

with initial conditions s; ;=9 = s; ¢ :=10g(S;,0). The parameters r; (i =1, 2, 3) have
2

2 2
been defined as r; =r — C%‘ — ‘1’72 -5 =r- %’ In the rest of the section, the time

index of any object is omitted to simplify the notation.
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We note that (7.3) can be written as

ds; — rpde arl 0 0 dB;
ds)y —rpdt | = ax1 axn O dB>
ds3z — r3dr ai|] azx asz dB3

Then, uncoupling reduces to Gaussian elimination. Using the Frobenius matrices

1 0 0 1 0 0
Fl = —% ] O , F2 = O 1 O ,
_ a3 __ a3
ary 01 az 1

we write
F> F1(ds 4 rdt) = Diag(ai1, az, a33)dB,

where s = (s1, 52, $3)%, r = (r1,r2,r3)T and B = (By, By, B3)T. We set L~} :=
F, Fy, and define

Remark 7.1 (i) The processes 571, 57 and 53 are independent of each other, and are

analogous with S1, Sy and Ss, respectively.
(i) Let 7:= L~ 'r. Then

ds'=7dr + Diag(ai1, ax, a33)dB.

(iii) The coupled system expressed in terms of the uncoupled system is s = L.
(iv) In the next section, we will make use of the triangular structure of L =
(Lij)} j=p and L™1 = ((L71)i)]

i,j=1"
1 0 O 1 0 O
_ | 1 -1 _ _@1 1
L=| 2, 0 and L™ = an 0
a1 an @idyn 43 43
ary a apjaz ary a

(v) The notation has been symbolic and the derivation heuristic.

7.3 Mixed Methods

We describe nine combinations of Monte-Carlo, quadrature (or QUAD for short)
and/or PDE methods.

Convention If Z is a stochastic process, we denote by Z™ a realization of the
process. Let M’ stand for a fixed number of Monte-Carlo samples.
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Basic Methods (i) MC3 method
Simulate M’ trajectories of (Sy, Sz, S3). An approximation of the option price P
is

B 1
P§ :=e rTﬁ Z‘/’( 1 Sy Sir)-

(i1)) QUAD3 method
In order to use a quadrature formula, we replace the risk neutral measure in

Py=e'T E*[(K _ oS _ o(Lsr)2 _ e@ﬁ)z)*]
by the Lebesgue-measure. Note
Sio~ N(wis ait), 1<i<3,
where w;; =5; 0+ 7it. Let fi; be the density of 5j , i.e.,

1 L (MM
fis(xi)=———¢ > @V xeR, 1<i<3.

V2maii/t
Due to the independence of 5] ¢, 5., and 53 ;, the density of
(K _ @S _ o(LS7)2 _ e(LAN'T)S)"—
is
(x1,%2,%3) = fL.r(x) for () f3.7(x3),  (x1,%2,%3) € R,

The formula for the option price becomes

- +
Py=c'T / (K =01 92— YT £y 1) fo 1 0) o7 (e
R

Now, a quadrature formula can be used to compute the integral.

The methods, which are based on a combination of quadrature and some other
methods, will be presented for the case, where the trapezoidal rule is used. Next we
show how the trapezoidal rule can be used to compute the integral. This allows us
to introduce the notation for the description of methods, which are combinations of
quadrature and some other methods.

To compute the integral, we truncate the domain of integration to « standard
deviations around the means 1,7, 2,7 and u3 7. Let

2
Xi,0 = M, T —Ka;;,
Xin=xXi0+ndéx;, n=1,...,Nq,

1 <i <3, where §x; = ]%,—’(‘2, Nq.
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The option price Py is then approximated by

N 3
P = e—'T Z (l—[ Xn,-fsxifi,T(xi,n,')> (K _ @)1 _ o(Lxn)2 _ e(LXn)s)"'7
ni,ny,n3=1 \i=1

._ T
where x,, := (X147, X2,n,, X3,n;)" and

0.5, ifn=0o0rn=Ng,
Xn =

1, otherwise.

(>iii) MC2-PDE1 method (combination of two methods)
Note

Py=eTE*[(K = Sir — Sor — Sy gy (TR, )T
= TEY[(K - S3.m1],
where
K:=K-S.71-ST7,
and ?3 is the solution to the stochastic initial value problem
d§3,z = §3,z(%3dt +az3dB3 ),
§3,::0 =aSs 0

~ 2 —1 —1
. ~ ~ a —2(L —(L
with parameters 73 :=73 + 32 and a = S| T( )l S, (T )32,

The method is then as follows. Simulate M’ realizations of (S7, S2) and set K" =

-1 -1
K — 8"y — 8y, and o = SI”T_Z(L )t SE”T_(L )32 Compute an approximation
of Py by

(A
—m
Pél = W Z M(X3, N K )’x3:(xm§3,()’t:T’
m=1

where u is the solution to the initial value problem for the one-dimensional Black-
Scholes PDE with the parametrized () initial condition

du  (anx3)?u ~  ou ,
E—T@—ryga—m—i—muzo anX(O,T), (743.)

u(t=0)=uy in £, (7.4b)
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where 2 = RT and

uo(xz; B):==(B—x3)", x3>0.
(iv) QUAD2-PDE1 method
Note

Py = e—rT/ E*[(K _ eL“xl _ eL21x1+L22x2
R2
— et kST 1 1(x)) fo.r (x2)dxidxa.

The option price Py is approximated by

NQ 2
Py = Z (]_[xn,@xiﬁ,r(xl-,ni)>u(x3,t; Konino)lxy=ans 0, Sy 0,0=T

ni,np=1 \i=1

where

Liix Loix Lox
Kn1n2 ::K —e 11X1,n —e 21 l,nl"l‘ 22 2,112’

. aL31x1,n, tL32x2,
Uy py i= €777 Toemaiy

and u denotes the solution to (7.4a)—(7.4b).
(v) MC1-PDE2 method
Note

- —2(L7! —(L ™ Hag \*
P():C rTE*[(K_Sl’T_SZ’T_SLT( )31S2’§" )32S3,T) ].
Simulate M’ realizations of 3’} The option price Py is then approximated by
| M

=7 u(xl,xz,t; §g'1r)|

m=1

a .
Py x1=51,0,42=82,0.t=T"

where u denotes the solution to the initial value problem for the 2-dimensional
Black-Scholes PDE with the parameterized (8) initial condition

—1 —1
Mo(xl,xz,O;,B)=(K—x1—xz—xfz(L )3'X;(L )32,3)+, x1,x2 > 0.
The problem is
2 2
au ou ou du
—— XiXi0jj—— —F xi— +ru=0 in2x(0,7), 7.5a
T A O ;‘ i ©.7), (752

u(t=0)=ug in $2, (7.5b)
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where 2 =Rt x Rt and

1 ([ & ana
0 =(0ij)ij=1.... 3=—< 1 L) (7.6)

anaz  ay +ax

(vi) QUAD1-PDE2 method
Note

Py=e""" / E*[(K = Si7— Sy — S0 s 0 02e) ] f ().
R

With the notation above, another approximation of the option price Py is

Nq
. —rT 2(L! —(L! +
P§ =Y sxsfar(ame TEN[(K — Sir— S — Sy sy y Rena)t]
n=1
Nq
= ZSX:;f&T(X}yn)M(Xl, X2, 1] -x3,n)|x1=Sly(),x2=S2w(),l=T9
n=1

where u is the solution to the initial value problem (7.5a)—(7.5b).
(vii) MC1-QUAD2 method
Reformulating (7.2), we deduce

Py = e—rTE*/ (K . e(Lx)l N e(Lx)z . eL31x1+L32x2+§3‘7)+
R2

x f1,7(x1) fo,7(x2)dx1dx2,

and obtain the following method.
Compute M’ realizations of 53 7, and approximate Py by

P(;l 7rT 1 Z Z(HXn,(szfz T(xtn, )

ny,ny=1m=1

. (K — ey _ glatxia txan, eL31x1,n1+L32x2,n2+§‘£17~)+‘

(viii) MC2-QUAD1 method
Note

-1 -1
Py :efrT/ E*[(K —S11r—S%.71— S]_’%(L )31S£(TL )326x3)+]f3,T(X3)d)C3.
R

The method is as follows. Simulate M’ realizations of (Sy, S>), and compute

M’ Nq

P ZZXn5x3f3 T (x3, n)(K S ngT

m=1n=1

-1 —(L-! +
_S{’ZT 2(L )3151211T (L )3zexs.n) .
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(ix) MC1-QUAD1-PDE1 method (combination of three methods)
Note

Py= / for(e " TEF[(K — 517 — elafirtn
R
_ (23— DnLa)sir — (L™ Dax $5.7) dxa.

Then an approximation to Py is

M’ Nq
Py 'ZLZZXszzfz (2 (x3, 13 K, )| 3
0 - M’ > M U n Jlx3=aS3,0,t=T"
m=1n=1
where
K" = K — ettt _ el2Sir+¥an,

n

o™= e(*z(Lfl)zl*(Lfl)32L21)31'f‘T*(L71)32X2,n
n " ’

and u denotes the solution to (7.4a)—(7.4b).

7.4 Numerical Results

This section provides a documentation of numerical results. We have considered
European put options on baskets of three and five assets, and used mixed methods
to compute their prices. If the method is stochastic, i.e., if a part of it is Monte-Carlo
simulation, then we have run the method with different seed values several times
(Ns) and computed mean (m) and standard deviation (s) of the price estimates. If
the method is deterministic, we have chosen the discretization parameters, such that
the first three digits of P remained fix, while the discretization parameters have
been further refined. Instead of solving the 1-dimensional Black-Scholes PDE, we
have used the Black-Scholes formula.

(i) European put on three assets

The problem is to compute the price of a European put option on a basket of three
assets in the framework outlined in Sect. 7.1.

We have chosen the parameters as follows: K = 150, T =1, r = 0.05, Sp =
(55,50, 45),

1 —-01 —02
p=|-01 1 03], o=(03 02 025)".
—02 —03 1

We have used various (mixed) methods to compute approximations to Py (see

(7.2)).
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Table 4 Pricing a European put option on a basket of three assets, i.e., estimates of the option
price at time 0. Columns 1-3: the method used to approximate Py. Columns 4—6: the discretization
parameters. M’ is the number of Monte-Carlo samples, Nq is the number of quadrature points, Ns
is the number of samples used to compute the mean (m) and the standard deviation (s). Column 9:
the computing time

MC PDE QUAD M No Ns m s CPU

3 - - 107 - 10 3.988 0.002 22.46
3 - - 25000 - 100 3.994 0.046 0.147
2 1 - 25000 - 100 3.989 0.029 0.162
1 2 - 100 2601 10 3.886 0.195 372.5

- - 3 - - - 3.984 - 0.005
- 1 2 - - - 3.987 - 0.005
- 2 1 - 2601 - 4.016 - 42.24
1 - 2 25000 - 100 3.991 0.022 2.723
2 - 1 25000 - 100 3.987 0.032 0.369
1 1 1 25000 - 100 3.990 0.023 0.514

We have used freefem++, and the rest is programmed in C++. The implemen-
tation in freefem++ requires a localization and the weak formulation of the Black-
Scholes PDE. The triangulation of the computational domain and the discretization
of the Black-Scholes PDE by conforming P1 finite elements are done by freefem++.

A reference result for Py has been computed by using the Monte-Carlo method
with 107 samples.

The numerical results are displayed in Table 4. One can see that the computa-
tional load for the PDE2 methods (i.e., MC1-PDE2, QUAD1-PDE2) is much larger
than that for the other methods. Furthermore, the results seem to be less precise
than those in the other cases. The results have been obtained very fast if just quadra-
ture (i.e., QUAD3) or quadrature in combination with the Black-Scholes formula
(i.e., QUAD2-PDEI) was used. In these cases, the results seem to be very precise
although the discretization has been coarse (Ng = 12). Comparison of the results
obtained by the MC3 method with the results obtained by the MC2-PDE1 method
shows that the last mentioned seems to be superior. The computing time is about
equal, but the standard deviation for MC2-PDE] is much less than that for MC3.

(i1) European put on five assets

Let P be a European put option on a basket of five assets, with payoff

5 +
p(x) = (K — Zx,) .
i=1

The system of stochastic differential equations, which describes the dynamics of the
underlying assets, has the usual form. We have set K =250, T =1, r =0.05,

So = (40, 45, 50, 55, 60)T,
o =(0.3,0.275,0.25,0.225,0.2)",
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Table 5 Pricing a European put option on a basket of five assets, i.e., estimates of the option
price at time 0. Columns 1-3: the method used to approximate Py. Columns 4—6: the discretization
parameters. M’ is the number of Monte-Carlo samples, Nq is the number of quadrature points, Ns
is the number of samples used to compute the mean (m) and the standard deviation (s). Columns
7-9: the numerical results. Column 7: the mean of Py. Column 8: the standard deviation of Py.
Column 9: the computing time

MC PDE QUAD M’ Nqg Ns m S T
5 - - 107 - 10 1.159 0.001 27.67
5 - - 25000 - 100 1.161 0.019 0.162
4 - 1 25000 - 100 1.156 0.015 0.174
- - 5 - 10 - 1.161 - 0.082
- 1 4 - 10 - 1.159 - 0.036
3 1 1 25000 10 100 1.158 0.013 0.442
1 —-0.37 —-0.40 -0.44 —-0.50
—0.37 1 —-0.50 —-0.46 —0.05
p=1—-040 -0.50 1 0.51 0.29

—0.44 —-0.46 0.51 1 0.20
-0.50 —-0.05 029 0.20 1

We approximated the price of P at time 0 by various (mixed) methods. The re-
sults are displayed in Table 5. One can see that for all tested methods the (mean)
price has been close (£0.003) to the reference price (1.159). Since Ng = 10 turned
out to be enough, the computational effort has been very low for QUADS and
QUADA4-PDEI. In the case, the method is stochastic, and deterministic methods
allow to reduce the variance, such as in MC4-QUAD1 and MC4-PDE1-QUADI.

8 Conclusion

Mixing Monte-Carlo methods with partial differential equations allows the use of
closed formula on problems which do not have any otherwise. In these cases, the
numerical methods are much faster than full MC or full PDE. The method works
also for nonconstant coefficient models with and without jump processes and also
for American contracts, although proofs of convergence have not been given here.

For multi-dimensional problems, we tested all possibilities of mixing MC and
PDE and also quadrature on semi-analytic formula, and we found that the best is to
apply PDE methods to one equation only.

The speed-up technique by polynomial fit has been discussed also, but we plan
to elaborate on such ideas in the future particularly in the context of reduced basis,
such as POD (proper orthogonal decomposition), ideally suited to the subproblems
arising from MC+PDE, because the same PDE has to be solved many times for
different time dependent coefficients.
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