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Preface

The aim of this thesis work is to develop a fast and accurate solution method for (multi)asset
Bermudan and American option pricing problems by means of Fourier transforms.

The outline of this thesis is as follows:

In Chap. 1 basic definitions and terminology of financial derivatives, especially of op-
tions, are given, as well as the notation used in later chapters.

In Chap. 2 some fundamental mathematical models and theorems in the field of com-
putational finance are introduced, such as the models for asset prices and option prices, the
famous Black-Scholes partial differential equation(PDE), and the Risk-neutral valuation
theory.

In Chap. 3 literature on the recently developed “Transform methods”, which employs
the fast Fourier transform (FFT) algorithms in option pricing problems, is reviewed.

First, basic Transform methods are presented and their merits are examined and com-
pared. Then, a highly efficient method, the Lord method, is described and chosen as the
basic method for this thesis work. Based on the Lord method, we propose to use the
fractional Fourier transform (FRFT) algorithm instead of FFT for a better accuracy. The
FRFT algorithm is derived and explained.

In Chap. 4 implementation details of the Lord method and the Lord-FRFT method
are presented. Besides, the Richardson extrapolation is introduced, and is proposed to be
included as a posteriori technique applied to the results generated by the Lord/Lord-FRFT
methods.

In Chap. 5 the four methods, the Lord, the Lord-FRFT, the Lord-extrapolation (the
Lord method combined with 2-point Richardson extrapolation), and the Lord-FRFT-
extrapolation method, are employed to value one-asset European, Bermudan and American
options.

Two stochastic models, the Brownian motion and the Variance Gamma process, for
the asset price dynamics are chosen.

The accuracy and the computational time of each method is summarized and compared.

In Chap. 6 the Lord and Lord-FRFT method are generalized to value two-asset options.

Definitions for the high-dimensional Fourier transform are given; then derivations of
the high-dimensional formulas of the Lord method follow; Finally, a two-asset minimum
call option is priced using the generalized methods, and the results are summarized and
discussed.

Chap. 7 summarizes. The thesis is finished with a discussion of problems and an outlook
to future work.
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Chapter 1

Introduction

Assets of various kinds are bought and sold in all types of markets. As markets have
become more sophisticated, more complex contracts than simple buy/sell trades have
been introduced.

These contracts include financial derivatives, derivative securities, derivative products,
contingent claims and derivatives, which are traded on futures and options markets. They
can give investors a great range of opportunities to tailor their dealings to their investment
needs.

A derivative instrument (or simply derivative) is a financial instrument which derives
its value from another “underlying” financial security.

Options, futures, swaps, swaptions, structured notes are all examples of derivative
securities. And the subject of this thesis is options.

First of all, let’s get ourselves familiar with necessary financial jargon, and see how
options work.

1.1 What is Option?

An option is a contract to buy or sell an underlying at a prescribed price at a future time
point.

The idea of trading options began to be widespread in 1973, when derivatives started
to be occasionally traded on the Chicago Board Options Exchange.

The simplest option contracts are calls and puts. Referring to technicality in the option
contracts, they are further classified as European, American or Bermudan option contracts.
The options that can only be exercised at expiry are called European. An American option
is the one that may be exercised at any time prior to expiry. If there are several early
exercisable dates during the option’s life time, then it is named Bermudan option.

A European call option, for example, is a contract, which gives the holder the right
to purchase a prescribed asset, known as the “underlying asset” or “underlying”, for a
prescribed amount, known as the “exercise price” or the “strike price”, at a prescribed
time in the future, known as the “expiry date” or “expiration date”.

For the holder of the option, this contract is a right and not an obligation. The other
party to the contract, the writer, has a potential obligation: he must sell the asset if the
holder chooses to buy it.

Since the option confers on its holder a right with no obligation it has some value.
Conversely, the writer of the option must be compensated for the obligation he has. To
value the options is also the aim of this thesis.

Options have two primary uses: speculation and hedging.

For example, an investor speculates that a particular stock is going to rise, hence he
wants to purchase some shares in that company. Alternatively, he could buy a call option
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contract with an exercise price lower than his speculation, so that he could make money
by executing the call contract buying in some shares for a lower price while selling them
in the market for a higher price, when his guessing is correct. On the other hand, if he
thinks that the shares are going to fall, he can, conversely, sell shares or buy puts. If he
speculates by selling shares that he does not own(which in certain circumstances is legal
in many markets) he is selling short!.

The holder of a call option has the possibility of an arbitrarily large payoff with limited
loss of the initial premium, while the writer has the possibility of an arbitrary large loss
with the limited profit to the initial premium. Similarly, writing a put option exposes the
writer to large potential losses for a profit limited to the initial premium. Then why would
anyone write an option? The first likely answer is that the writer of an option expects to
make a profit by taking a view on the market. Writers of calls are, in fact, taking a short
position in the underlying: they expect its value to fall. It is usually argued that such
people must be present in the market, for if everyone expected the value of a particular
asset to rise its market price would be higher than, in fact, it is. Similarly, there must also
be people who believe that the value of the underlying will rise.

However, one usually writes an option for the purpose of hedging. Since the value of a
put option rises when an asset price falls, the value of a portfolio containing both assets
and puts remain financially stable with a proper choice of the ratio of assets and options in
the portfolio. A portfolio that contains only assets falls when the asset price falls, while one
that contains only put options rises. Somewhere between these two extremes a ratio exists
at which a small unpredictable movement in the asset does not result in any unpredictable
movement in the value of the portfolio. This ratio is called instantaneously risk-free. The
reduction of risk by taking advantage of such correlations between the asset and option
price movements is called hedging. If a market maker can sell an option for more than it
is worth and then hedge away all the risk for the rest of the option’s life, he has locked in
a profit.

Call and put options are only a small section of the available derivative products.
Nowadays most traded options are American options.

Other types of option include the so-called exotic or path-dependent options. These
options have values which depend on the history of an asset price, not only on its value
on exercise. An example is an option to purchase an asset for the arithmetic average value
of that asset over the month before expiry.

1.2 Notations in This Thesis

The value of an underlying is denoted by S throughout the thesis; when time specification
is important, S(t) is used to denote the underlying price at time ¢.

The value of an option is denoted by V ; when the distinction is important, C' and
P are used to denote a call and a put, respectively. When it is important to show that
they’re functions of S and time ¢, notations V'(S,t), C(S,t) or P(S,t) are used, instead.

The value of an option also depends on the volatility of the underlying asset o, the
exercise price F, the expiry time T, the interest rate r, and the dividend rate Dy.

Let F(X) denote the cumulative distribution function of a stochastic variable X, f(z)
the probability density function, and ¢(w) the corresponding characteristic function with

oo
o) = [ e pa) (11)
— 00
where 7 is the imaginary unit, ¢ = /—1.
E[] denotes the operator of expectation of a stochastic variable; when a specific time
t and a specific measure Q are important for understanding, the notation E? is used.

1The opposite of a short position is a long position.
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Bold big letters are used for matrices, like F and M. Vectors are denoted by small
letters with an arrow, like & and Z.



Chapter 2

Mathematical Modeling in
Computational Finance

The basic assumption in this thesis, common in most of option pricing theory, is that we
do not know and cannot predict tomorrow’s values of asset prices. Instead of precise future
information, we can say something meaningful about expected future values. Interest rates,
however, are discussed deterministic. We can get useful information like the mean and
variance of the series, and the likely distribution of future asset prices.

An important concept concerning interest rates is that of present value or discounting.
How much would one pay now to receive a guaranteed amount E at the future time T'7

If we assume that interest rates are constant, the answer to this question is found by
discounting the future value, F, using continuously compounded interest. With a constant
interest rate, r, money in the bank M (t) grows exponentially according to

dM
The solution of this is simply
M = Ce™, (2.2)

where C'is the constant of integration. Since M = F at t = T', the value at time T of the
certain payoff is
M = Ee~"(T=0), (2.3)

If the interest rate is a known function of time r(t), then M can be modified trivially and

results in .
M = Ee~ Jo m(9)ds, (2.4)

2.1 Random Walk of Asset Prices

It is often stated that asset prices must move randomly because of the efficient market
hypothesis[Paul Wilmott,1995]. There are several different forms of this hypothesis with
restrictive assumptions, but basically they all say two things:

e The past history is fully reflected in the present asset price, which does not hold any
further information;

e Markets respond immediately to any new information about assets.



CHAPTER 2. MATHEMATICAL MODELING IN COMPUTATIONAL FINANCE 5

With the two assumptions above, unanticipated changes in the asset price can be
represented by a Markov process !.

Since a relative measure of the change in price is a more useful indicator than an
absolute measure, asset price models are typically defined for the return, dS/S.

Samuelson’s model decomposes dS/S into two parts. One part is a deterministic and
anticipated return as the return on money invested in a risk-free bank, udt, where p is
a measure of the average rate of growth of the asset price, also known as the drift. In
basic models p is taken constant, whereas in more involved models, for exchange rates,
for example, p can be a function of S and ¢. The other part is the random change in the
asset price in response to external effects (such as unexpected news); odX, where o is a
parameter called the volatility, which measures the standard deviation of the returns. The
quantity dX is a random variable drawn from a normal distribution, whose mean is zero
and variance is dt. It is known as a so-called Wiener process 2.

Putting these two contributions together, the model is

g = pdt + odX, (2.5)
which is also known as the Brownian motion [Samuelson, 1965].

One way of writing the dX is dX = ®+/dt, with ® denoting a random variable drawn
from a standardized normal distribution with zero mean and unit variance. The reason
to scale dX with v/dt is that any other choice for the magnitude of dX would lead to a
problem that is either meaningless or trivial in the limit dt — 0. If dX were not scaled in
this way, the variance of the random walk for S would have a limiting value of 0 or co.

Equation (2.5) is a particular example of a random walk, it fits real time series data
very well, at least for equities and indices. There are some discrepancies; for instance, real
data appears to have a greater probability of large rises or falls than the model predicts.
The model does not allow large rises or falls. But, on the whole, it has stood the test of
time remarkably well and can be the starting point for more sophisticated models. As an
example of such generalization, the coefficients of dX and dt in (2.5) can be any functions
of S and/or .

If S follows the log normal random walk given by (2.5), then the probability density
function is represented by a skewed bell-shaped curve.

We can interpret (2.5) as a recipe for generating a time series - each time the series is
restarted a different path results. Each path is called a realization of the random walk.

Firstly, we have the mean of dS

E[dS] = E[cSdX + pSdt] = pSdt,

since E[dX] = 0.
Secondly, the variance of dS is

Var[dS] = E[dS?] — E[dS]* = E[¢?S%dX?] = 02S?dt.

The square root of the variance is the standard deviation, which is thus proportional to o
and /1.

If we compare two random walks with different values for the parameters p and o, we
see that the one with the larger value of p usually rises more steeply and the one with

I Markov process: A random process whose future probabilities are determined by its most recent values.
A stochastic process x(t) is called Markov if for every n and t1 < t2... < t,, we have

P(z(tn) < znlz(tn-1),...,2(t1)) =P (z(tn) < zn|z(tn-1)).

2Wiener process: A continuous-time stochastic process W (t) for ¢ > 0 with W (0) = 0 and such that
the increment W (t) — W (s) is Gaussian with mean 0 and variance t — s for any 0 < s < ¢, and increments
for non-overlapping time intervals are independent.



CHAPTER 2. MATHEMATICAL MODELING IN COMPUTATIONAL FINANCE 6

the larger value of o appears more jagged. Typically, for stocks and indices the value of
o is in the range 0.05 to 0.4 (the units of o2 are per annum). Government bonds are
examples of assets with low volatility, while shares in high-tech companies generally have
high volatility. The volatility is often quoted as a percentage, so that ¢ = 0.2 would be a
20% volatility.

2.2 Random Walk of Option Prices

2.2.1 Itd’s Lemma

In real life asset prices are quoted at discrete intervals of time. Mathematical models
however are defined in the continuous time limit dt — 0; it is more efficient to solve the
resulting differential equations than to value options by direct simulation of the random
walk on a practical time scale. We need some technical machinery that enables us to handle
the random term as dt — 0.

It6’s Lemma is an important result for the manipulation of random variables. It is like
Taylor’s expansion for functions of deterministic variables, as it relates the small change
in a function of a random variable to the small change in the random variable itself.

Before stating [t6’s Lemma, we need the result that

dX? - dt as dt — 0. (2.6)

Suppose that f(S) is a smooth function of S (and forget for the moment that S is
stochastic). If we vary S by a small amount dS then f also varies by a small amount,
provided we are not close to singularities of f. From the Taylor series expansion we can
write

df 1d*f 2

d dS ——=dS 2.7
F=as™ " 552 27
where the dots denote a remamder Wthh is smaller than any of the terms that retain.
Now recall that dS is given by the random walk equation

dS = pSdt + o SdX.
Squaring it we find that
dS? = (uSdt + 0SdX)? = pu?S%dt? + 2uS*odtdX + 0?S*dX?. (2.8)

Examine the order of the magnitude of each of the terms in (2.8). Since dX = O(V/dt), the
last term is the largest for small df and dominates the other two terms. Thus, to leading
order,

dS? ~ 0?S%dX2. (2.9)

We substitute this into (2.7) and keep only those terms which are at least of O(dt).
Using also the definition of dS, we find that

df 1, o d%f
df =~ (0SAX + pSdt) + 50° 5% T dt
o df 22df
anSdX+< pS g + 50080 oy ) dt. (2.10)

This results is related to It6’s lemma, relating the small change in a function of a
random variable to the small change in the random variable itself.

Because the order of magnitude of dX is O(v/dt), the second derivative of f with
respect to S appears in the expression for df at order dt. It can be shown that any other
order of magnitude for dX leads to unrealistic properties for the random walk in the limit
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dt — 0; if dX > V/dt the random variable goes immediately to zero or infinity, and if
dX < v/dt the random component of the walk vanishes in the limit 0.

Observe that (2.10) is made up of a random component proportional to dX and a
deterministic component proportional to dt. In this respect it bears a resemblance to
equation (2.5). Equation (2.10) is also a recipe, this time for the behavior of f , where f
follows the random walk.

Result (2.10) can be further generalized by assuming a function of the random variable
S and of time, f(S,t). With the use of partial derivatives (since there are two independent
variables, S and t), we can expand f(S + dS,t + dt) in a Taylor series about (S,t) to get
of of 1% f

5 —dt + 5@dsz’ (2.11)

Using the expressions (2.5) for dS and (2.6) for dX? we find the expression for df is

df = 55dS +

of g9f 220%f | Of

df = o0S—-=dX —fS——dt 2.12
f =055 +( o5 1277 a2 t oy (2.12)

As a simple example of the theory above, consider the function
f(S) =log(S). (2.13)
Differentiation of this function gives % = % and Tf = —%. Thus using (2.10), we arrive

at
1

df = odX + (u > dt. (2.14)

This is a constant coefficient stochastic differential equation, which says that the jump
df is normally distributed. Now consider f itself: it is the sum of the jumps df (in the
limit, the sum becomes an integral). Since a sum of normal variables is also normal, f has
a normal distribution with mean (/J - %0’2) t and variance o®t (Here, of course, fo = log Sp
is the initial value of f.).

2.2.2 Arbitrage & the Value of an Option

Arbitrage is one of the fundamental concepts underlying the theory of financial derivative
pricing and hedging.

It says that there are no opportunities to make an instantaneous risk-free profit higher
than guaranteed payments from a bank account. More correctly, such opportunities cannot
exist for a significant length of time before prices move to eliminate them.

The so-called risk-free investments are the investments that give guaranteed returns
with no chance of default. A good approximation for such an investment is a government
bond or a deposit in a bank.

The key words in the definition of arbitrage are ‘instantaneous’ and ‘risk-free’. It tells
us that, if one would like to have a greater return then one must accept a greater risk.

Two types of risk are usually defined in this context: specific and non-specific risk.
Specific risk is the component of risk associated with a single asset(or a sector of the mar-
ket, for example chemicals), whereas non-specific risk is associated with factors affecting
the whole market. It is usually possible to diversify away specific risk by having a portfo-
lio with a large number of assets from different sectors of the market; however, it is not
possible to diversify away non-specific risk.

Now consider a European call option. If S > E at expiry, one should exercise a call
option to get the profit (S — E). In converse situations, when S < E, one should not
exercise the call option to avoid the loss of (E —.S). Hence, the value of the call option at
expiry can be written as

C(S,T) = max(S — E, 0); (2.15)
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As we get closer to the expiry date, T, the value of the call option approaches (2.15).
Similarly, the value/payoff of a put option at expiry is

P(S,T) = max(E — S,0). (2.16)

The payoff for a so-called digital option is BH (S, E), where B is a positive constant
and H(-) is the Heaviside function, which has value 0 when its argument is negative but
1 otherwise.

By combining calls and puts with various exercise prices one can construct portfolios
with a great variety of payoffs. For example:

For a portfolio of long one asset, long one put and short one call, its value is

n=5+pP-C (2.17)
= S+ max(F — 5,0) —max(S — E,0)
_ | S+E-S-0=FE iftS<FE

{S+0—(S—E):E ifS > E - (2.18)

i.e., whether S is greater or less than E at expiry the payoff at expiry is always FE.
Thus this portfolio now worth Ee~"(T=%) at any time previous to the expiry. Hence,

S+P—C=FEe Tt (2.19)

this relationship is known as put-call parity; The appeal of such strategies is in their ability
to redirect risk.

For a “bullish vertical spread”, buying a call and writing a call option with the same
expiry date but a larger exercise price, its payoff can be written as

max (S — F1,0) — max(S — Es, 0),

with E1 > FEs;

2.3 Black-Scholes PDE

The Black-Scholes partial differential equation(PDE) can be derived under the following
assumptions:

a. The asset price follows the log-normal random walk;

b. The risk-free interest rate r and the asset volatility ¢ are known functions of time
over the life of the option;

c. There are no transaction costs associated with hedging a portfolio;
d. The underlying asset pays no dividends during the life of the option;

e. There are no arbitrage possibilities, which means all risk-free portfolios must earn
the same return;

f. Trading of the underlying asset can take place continuously;

g. Short selling is permitted and the assets are divisible.
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It0’s lemma then states that the random walk followed by the value of a portfolio reads

2
dVZUSWdX+( 6l+1 2207V >+88‘t/

99 95 952 dt; (2.20)

Note that we require V' to have at least one t derivative and two S derivatives.
Now one constructs a portfolio consisting of long one option and short a number, A,
of the underlying asset. The value of this portfolio is thus

M=V -AS. (2.21)
The jump in the value of this portfolio in one time-step therefore is
dll = dV — AdS. (2.22)

Keeping A fixed during the time-step (otherwise dA would contain terms in dIT) and
combining (2.5),(2.20) and (2.22) , we have

dll = oS (g‘; = A) dX (2.23)
+ (usg‘; + 10252 g;‘g + 66‘:) dt.
Now, by taking
A= %, (2.24)

the random component in (2.3) can be eliminated to high order, and the resulting jump
in the value of this portfolio is

(1 5,V OV
dH_( §* =gz + 5 ) At (2.25)

Here we refer to the concepts of arbitrage. With the assumption of no transaction costs,
the return on an amount IT invested in risk-less assets would give a growth of rIldt in time

dt. Thus we have 221 8V
1
Idt = 262 dt. 2.2
" ( 5 o5 8t) (2:26)

Replacing IT by (2.21), A by (2.24), and dividing by dt we arrive at the famous Black-

Scholes PDE:

oV 12231/ oV B
o §%oer + SaS rV =0. (2.27)

Notice that the equation above does not contain the drift parameter u. In other words,
the value of an option is independent of how rapidly or slowly an asset grows in average.
The only parameter from the stochastic differential equation (2.5) for the asset price that
affects the option price is the volatility, o. A consequence of this is that two people may
differ in their estimates for p yet still agree on the value of an option.

The Black-Scholes equation for the value of a European call (2.27) can be interpreted
as an ‘extended’ diffusion equation.

The derivation of Black-Scholes Formula and its analytical solution are given in the
Appendix.
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2.4 Risk-neutral Valuation

The solution for the Black-Scholes equation for a European call reads
C(S,t) = SN(dy) — Ee " TV N(dy), (2.28)

with the cumulative distribution function N(-) for a standardized normal random variable,
given by

N(z) = — e 2Y dy, (2.29)

and

dy = , (2.30)

(2.31)

The form of the analytical solution reveals another important representation of Black-
Scholes equation, the “risk-neutral valuation” formula:

V(t) = e "TORLV(T)), (2.32)

where Q denotes risk-free measure. It says that the option value at time point ¢ is simply
the discounted expectation of the option value at the time point T(T > t).

It is the starting point of a few important option pricing methods, like binomial method
[Cox, Ross and Rubinstein, 1979], and the transform methods that form the basis for the
solution methods in later chapters.

2.4.1 Risk-neutral Measure

The risk neutral probability, which is involved in the risk-neutral valuation formula, is the
probability of an future event or state that both trading parties in the market agree upon.

What kind of information is offered from Risk-neutral probability?

Suppose that two parties A and B enter into a contract for a future event. The contract
obliges A to pay B 1€ if the event happens and 0€ if it doesn’t. For such an agreement,
B has to pay for the right granted by the contract. If they agree that B pays 0.4€ to A,
this means the two parties think that the probability of the event that happens is 40%.
Otherwise, they won’t reach that agreement and sign a contract. This price reflects the
common beliefs towards the probability that the event happens. 40% is the risk neutral
probability of the event that happens.

It is not any historical statistic or prediction of any kind. It is not the realistic proba-
bility, either.

How can we find this risk-neutral measure in the real world?

For the simple example mentioned above, once the price is established, the risk-neutral
measure is also determined. That is because, whenever one has a pricing problem in which
the event is measurable under this measure, one has to use this measure to avoid arbitrage.
If one doesn’t, arbitrage opportunities will occur.

A writer of an option wants to replicate the option value by trading in the underlying
and a savings account. He wants the replicating portfolio to match the option value for
any possible outcome. He doesn’t care if the probability of an event is low or high.

Hence, in option pricing, one is able to change to another measure which assigns dif-
ferent measures than the real world measure to the same events.

The only restriction is that events which were impossible in the real world measure
remain impossible in the changed measure(and vice versa). These measures are then called
equivalent.

The price of the future claim is the cost of its replication; This is the essential idea of
Cox-Rubinstein’s binomial model in pricing an option.
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2.4.2 Risk-neutral Valuation Theory

The change in probability measure from the true one to the risk-neutral one is due to the
Cameron-Martin-Girsanov theorem [Baxter and Rennie, 1996].

In the risk-neutral probability measure, the expected stock return is r, risk-free interest
rate from a bank.

Then the stock price process(2.5) changed to

dS; = rSidt + 0 SidW. (2.33)
In this risk-neutral valuation, the price of a European call follows?
C(Sy,t) = e "MEL[C(Sy, T)]
= ¢ A / h max(Sr — E,0)f(Sr|S;)dSr, (2.34)

where the transition probability density function is given by

1 [log%f(rf%aQ)At]Q
F(Sp, T|Spt) = ——— €™ 20740 2.35
(S, T15:,1) StV 2wo2 At ( )

for underlying that follows Brownian motion.

With the stochastic calculus approach, the option pricing problem turns out to be iden-
tifying the transition probability then solving an integration; And this is the starting point
of the so-called Transform methods, which will be under main concern in the following
chapters.

2.5 American and Bermudan Option

An option that can be exercised anytime during its life is called American option, which
is the majority of exchange-traded options. Since investors have the freedom to exercise
their American options at any point during the life of the contract, they are more valuable
than European options which can only be exercised at maturity.

A Bermudan option is a call or put option which can be exercised on several specified
days during the life of the option. It is reasonable to say that Bermudan options are a
hybrid of European options, which can only be exercised on the option expiry date, and
American options, which can be exercised at any time during the option life time.

As a consequence, under same conditions, the value of a Bermudan option is greater
than (or equal to) a European option but less than (or equal to) an American option.

There are basically two ways to solve an option pricing problem. One is by solving
Black-Scholes PDE with proper boundary conditions; Another is starting from the risk-
neutral valuation formula.

2.5.1 Free Boundary Problem

American options have the additional feature that exercise is permitted at any time during
the life of the option. Due to this additional right, American options potentially have higher
values than European options.

Take a put option as an example. The arbitrage concept imposes the constraint

V(S,t) > max(S — E,0), (2.36)

for otherwise there would be an arbitrage risk-free profit S — E — V.

3[Harrison-Pliska, 1981]
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Further, there may be some optional values of S(t) for which the holders would exercise
the American option early. If it were not so, then the option would have the European
value, since the Black-Scholes equation would then also hold for all S.

Thus, the valuation of American options is not only about determining the option
value, but also about at which value of S one should exercise the option. This kind of
problem belong to the so-called free-boundary problems:

e The option value must be greater than or equal to the payoff function;

This says that the arbitrage profit obtainable from early exercise must be equal to
zero. For each time ¢, we must divide the S axis into two distinct regions: 0 < S <
S¢(t), and S¢(t) < S < oo.

To a American put, its value, P, satisfies P = F — S when S within the former
interval between zero and the optimal exercise price, but P > E — S when S rises
up to the latter interval between the optimal exercise price and infinity.

e The Black-Scholes equation is replaced by an inequality, instead of the equality;

We could set up the delta-hedged portfolio as before, with exactly the same choice of
delta. The arbitrage argument for the European option no longer leads to a unique
value for the return on the portfolio, only to an inequality. And the return from the
portfolio cannot be greater than the return from a bank deposit.

For an American put, this gives

P 1 ’p P
0 + 702528— +r5'a—

5 375" 5 5g P <0, (2.37)

More precisely,

oprP

1 5 ,0%P oP
_ - - = <S5 < .
5 T 37 S 557 TS@S’ rP=0 when 0<S <S;(t), (2.38)

and

oP 1 , ,0°P 0P
— __ i <S5 < oo .
5 +2US 852+r585 rP <0 when Sf(t)<S<o0 (2.39)

e The option value must be a continuous function of .S;

This follows from simple arbitrage. If there were a discontinuity in the option value,
and if this discontinuity persisted for more than infinitesimal time, a portfolio of op-
tions only would make a risk-free profit with probability 1 should the asset price ever
reach the value at which the discontinuity occurred. The curve of the American op-
tion price versus asset price should be tangent to the payoff line of the corresponding
European option at the point of optimal exercise price.

For a American put, this tells us that

g—];(sf(t),t) =1, (2.40)

for otherwise the option values for prices next to the optimal exercise price would
contradict to the first constraint of P > max(S — F,0) when the optimal exercise
price P = max(S — E,0) at S¢(t).

e The option delta(the slope) must be continuous.

The American option pricing problem can be reformulated into a linear complemen-
tarity problem.(See Appendix for detailed derivation).
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2.5.2 Lattice Mode

Another way to value American options is to approximate by the value of N-time exercis-
able Bermudan options, with N big. Because the more exercising days a Bermudan option
has, the closer its value approaches an American option.

Notice that between two adjacent early exercise dates, a Bermudan option can be
treated as a European option, whose ‘initial time point’ and the ‘expiry’ are respectively
the two dates under discussion. Thus the risk-neutral valuation theory is applicable.

Here is the brief idea of pricing Bermudan or American options by risk-neutral valuation
formula and the lattice mode:

1. Set up a lattice of the underlying price by quantizing the time dimension;

2. Risk-neutral valuation formula is applied in between two adjacent lattices. Value
obtained by risk-neutral valuation formula are called continuation value and need
to be compared with the present payoff for the elimination of possible arbitrage
opportunities. The final value of the option on that lattice is thus the maximum of
the continuation value and the present payoff.

3. The valuation procedure starts between the lattice on expiry and the lattice before
expiry, and continues backwards in time, until the initial time is reached.

There are two general types of lattice modes. One quantizes the time dimension with
very small time steps, like the binomial method; The other quantizes the time dimension
only on the early exercise dates, thus the time step is not necessarily small, like Transform
methods.

The shape of lattices used by different Transform methods also differ from one to
another, the way to construct a lattice is closely related with the specific pricing method
being used.



Chapter 3

Using Fourier Transform to
Value an Option

The Black-Scholes partial differential equation(PDE)(2.27) describes the dynamics of an
option price driven by its underlying. Hence, a straight forward idea is to solve the PDE
(2.27) directly, with proper boundary conditions.

Another branch of methods departs from risk-neutral valuation formulae. For example,
the widely applied binomial method falls into this category.

Recent papers[Heston 1993, Carr Madan 1999, Andricopoulos’ 2002, O’Sullivan 2004,
Bervoets 2005, and Lord 2006] presented new ways in solving risk-neutral valuation formula
by means of fast Fourier transform techniques, hence named as “Transform Methods”, a
short term for “Fourier and Fast Fourier Transform Methods”.

In practice, parameter calibration! needs to be performed fast, and the transform
methods turn out to be typically faster than PDE methods, and have no stability concerns
as in the binomial method.

We chose the most recently developed Transform method, the Lord method, as the
starting point of the thesis research.

There is, however, a constraint between grid sizes in the price domain and in the
frequency domain(presented in detail in 4.1) in the Lord method. Hence, the Fractional
Fourier transform(FRFT) method is incorporated into the Lord method as to solve the
problem.

Early pioneering articles on the application of transform techniques are concerned with
vanilla option pricing problems. They include Heston (1993), Carr and Madan(1999).

Then Andricopoulos’ (2002) introduced a ‘QUAD’ method to value a wide variety of
options with exotic features, assuming the underlying follows geometric Brownian motion.
The method is, however, slow as the discretized integration in the risk-neutral valuation
formula is solved straight forwardly.

O’Sullivan (2004) combined the QUAD method with existing transform methods and
came up with a ‘QUAD-FFT’ method that can be used to price Bermudan and American
options with a wide variety of underlying processes. The density function can be recovered
very fast due to the employment of FFT algorithm, but the overall solution on the risk-
neutral valuation formula is still slow, O(N?) complexity (N the number of grid points).

Bervoets (2005) found a way to employ the FFT algorithm twice, once for recovery of
the density function and once for solution of the risk-neutral valuation formula, so as to

IThe crucial parameter volatility(c) that is fed into PDE or other valuation formulas is supposed to be
estimated from historical data. But it is hard to measure directly. However, it is plainly true that option
prices are quoted in the market. Therefore one idea is to take the option prices in history back into the
option pricing formulas to recover the market’s opinion on the value of o. This procedure is one example
of parameter calibration.

14
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have achieved an overall O(NlogN) complexity.

Lord (2006) provided an even faster method that can be used to value early exercisable
options for a wide variety of underlying processes. Its overall complexity is O(NlogN), too,
but is actually two to four times faster than Bervoets’ method.

3.1

Fourier Transforms

There exist various conventions for the definition of Fourier transforms. In this thesis we
use the following definitions:

Continuous Fourier transform(CFT):

F{F(z)} = / "W (z) dr £ F(w), (3.1)
where the ‘—’ sign in front of the imaginary unit ¢ is a convention.

Inverse continuous Fourier transform:

FYF(w)} = ﬁ /_ " e () da (3.2)

Discrete Fourier transform(DFT):

N—1
DifFn} =Y e ¥R, (3.3)
n=0
Inverse DFT:
1= .
D HF,} = N Z_:O SN (3.4)

Fractional Fourier transform(FRFT):

N-1
Gr(Z,7v) = Z xpe 2rinky (3.5)

n=0

Before applying the Fourier transform to value options, it is important to be aware of
the existence conditions of the Fourier transforms. If these conditions are not satisfied, we
need to pre-multiply some well-behaved damping functions to the original ones to assure
the existence.

Existence of CFT

Conditions for the existence of the continuous Fourier transform are complicated to
state in general [D. C. Champeney,1987], but it is sufficient for x(¢) to be absolutely
integrable, i.e.,

ol 2 [ el < oc. (3.6)

— 00

This requirement can be stated as € L', meaning that = belongs to the set of all
functions having a finite L' norm ( ||z ||, < 00). It is similarly sufficient for z(¢) to
be square integrable, i.e.,

Hw@%/lwﬁﬂ<w7 (3.7)

or, z € L?. More generally, it suffices to show € LP for 1 < p < 2.
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e Existence of DFT

The DFT operates on a sampled, or discrete, function value in the time domain, and
generates from this a sampled, or discrete, spectrum in the frequency domain. The
resulting spectrum is an approximation of the Fourier Series.

If the sampling rate is high enough to ensure a reasonable representation of the shape
of the function value, the DFT produces a spectrum very close to a theoretically true
spectrum. This spectrum is also discrete.

3.2 Important Functions and Relationships

There are three important functions involved in all Transform methods. They are the
risk-neutral probability density function, the cumulative distribution function and the
characteristic function of a random variable.

The relationship between the three plays an important role in deriving various option
pricing formulas departing from the risk-neutral valuation equation.

It is thus necessary to give their definitions and relations before we go deep into the
Transform methods:

e Consider an option at time ¢ with strike E and expiry T’; let S denote the stock price
at time ¢(¢t € [0,T7)); let St denote the stock price at time 7.

e Define transformed prices as

s =log(St), k=1log(E). (3.8)

e Let f(s) denote the risk-neutral density function of the transformed stock price s.

e Let ¢(v) denote its Fourier transform, or, in other words, the characteristic function
of the transformed stock price s:

o(v) = /OO e . f(s) ds. (3.9)

e Let F(s) denote the cumulative distribution function of s. It is the integration of the
density function:

F(s) = L ), (3.10)

e Relationship between the cumulative distribution function F(s) and the character-
istic function ¢(v) is given by Gil-Palaez Inversion|[Gil-Palaez,1951]:

F(s) = % _1 /Ooo Re(cﬁ(v)e_i:m)dv. (3.11)

e Relationship between the density function f(s) and the characteristic function ¢(v)
can be obtained by substituting F'(s) by f(s) via (3.10) in (3.11), then take the first
derivative with respect to v[Carr Madan, 1999]:

f(s) = % /O:O Re (¢(v)em>dv = 717/000 Re (qS(v)ei”S) dv. (3.12)

The relationship between the three important functions, F'(s), f(s) and ¢(v) is sum-
marized in Fig. (3.1):
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Figure 3.1: Relationships in between F(s), f(s) and ¢(v)

Among the three the characteristic function of a stochastic variable, say, z, is easiest
to get, because:

- If z =2 +y, then ¢,(v) = ¢5(v)dy(v).
- If z = x/n, then ¢, (v) = ¢, (v/n).
Iz = (z— p)/o, then 6.(0) = =7, (u]o).

3.3 Basic Transform Methods

Let’s take a European call as an example to illustrate how the methods based on Fourier
transformation work.

Recall that the arbitrage-free price of a vanilla European option is given by the dis-
counted expected payoff provided that the expectation is taken with respect to a risk-
neutral measure:

C@t) = e " TV . E2max(Sy — E, 0)],
=e . / max(e® —¢,0) - f(s) ds, (3.13)

where Q denotes a risk-neutral measure.

f(s) is only known for a limited number of stock price processes, including geo-
metric Brownian motion, arithmetic Brownian motion and Ornstein-Uhlenbeck processes
[O’Sullivan 2004].

In contrast, ¢(v) is easier to obtain for many underlying processes[Hestion, 1993; Bak-
shi, 1997; Carr, Madan, 1999].

Therefore, the basic ideas of early transform methods are:

- Start from risk-neutral valuation, and substitute f(s) in the integrand by expression

of ¢(v);
- Then apply a numerical integration rule to approximate the integral;

- Figure out DFT forms in the discretized formula, then solve it by employing FFT
algorithm.

3.3.1 Gil-Palaez Inversion

The idea of the so-called Gil-Palaez inversion based Transform method is to replace the
cumulative distribution function F(s) in the analytical solution of Black-Scholes PDE for
European call option by ¢(v) via Gil-Palaez inversion.
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Let’s repeat the analytical solution of European call options in a more generalized
form:

C(S,t)=A-S—Ee "I . P(Sp > E), (3.14)

where P(St > FE) is the risk-neutral probability of in-the-money, and delta A is 9C/9dS
(see Chap. 2.3).
Via Gil-Palaez inversion(3.11), P(St > E) can determined as 2 :

P(Sp > E)=1— F(k) = % n % /Ooo Re<ew:f(”)>dv. (3.15)

Similarly, the delta of the option can also be obtained as:

A= % + % /Ooo R%‘W)@. (3.16)

Thus in total, the value of a European call option is:

Ct) = S[; + %Re </OOO ei”knl(v)dv)]
—Ke "(T7Y) B + 1Re < /0 h e“’“m(u)du)] , (3.17)

™

with 1o ) )
v—1
L (v) = ——————, Ilx(v) = —¢(v). 3.18
1(v) = — Py 2(v) = —¢(v) (3.18)
In practical applications, the characteristic functions of the logarithm of stock price are
usually available, which means that IT; (v) and II3(v) are available. Therefore, the problem
of pricing a European call option turns out to lead to two integrations in (3.17).
In order to be able to compute the integral, quadrature rules are involved to discretize
the integrals. We choose the trapezoidal rule.
However, the applicability of this rule is limited because that the existence of the
Fourier transform is not guaranteed.

3.3.2 Carr-Madan Inversion

Carr and Madan(1999) included an exponential damping factor in their application of
Fourier analysis to ensure the existence of the Fourier transform of European option prices.
Let’s again take a Furopean call option as an example to illustrate how the Fourier
method based on Carr-Madan inversion works.
Define a so-called damped option value as

c(t) =e**C(t), a>0, (3.19)
where the condition o > 0 ensures the existence of the Fourier transform of modified price

c(t).

If let é(v) denote the Fourier transform of the damped price ¢(t), then the Carr-Madan

?Detailed derivation see Bakshi and Madan(1999) and Scott(1997)
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inversion based Transform method is defined by

é(v) = / b eke(t)dk = / b ekek C(t)dk

— 00 — 00

— / e(a+iv)k |:6T(Tt) / max (eS _ ek’ O) f(s)d8:| dk

— 00

) s
— e—r(T—t)/ f(s)/ (es—i-ak _ e(1+a)k) eivkdkds
- —o0

(oo}
0o (a+1+iv)s (a+1+iv)s
= e""(T_t)/ f(s) {e —_c - ] ds
oo o+ a+1+w

efr(Tft)

- (a4 ) (14 a+iv)

¢(v —(a+ 1)i), (3.20)

which shows a linear relationship between the characteristic function ¢(v) and the Fourier
transform of the damped option value é(v).
In other words, by Carr-Madan inversion, the Fourier transform of the damped option
price is as easy to obtain as the characteristic function of the logarithm of the stock price.
Then, by the inverse Fourier transform one can recover the value of the option price:

e—ak

C(t) = /OO e~ "k¢(v)dv, (3.21)

2 J_

This can be done fast by using an existing FFT algorithm, as long as the integral is
discretized.

Early transform methods were able to handle general stochastic processes for asset
prices and could also be applied for valuing exotic options such as barrier options, digital
options etc. However, they cannot be applied to options with early exercise features.

3.4 QUAD-FFT Method

Alternatives have appeared in the literature: O’Sullivan’s QUAD-FFT method[O’Sullivan,
2004], which was developed based on Andricopoulos’ QUAD method[Andricopoulos, 2002]
and basic transform methods.

3.4.1 QUAD Method

Andricopoulos (2002) presented a recursive model, which he named “QUAD method”. He
showed that options can be priced accurately using a discounted integration of the payoff,
where the payoff is segmented so that the integration is only carried out over continuous
segments. Integrations over each of the segments are approximated by applying a numerical
quadrature rule.

By segmentation it is guaranteed that the quadrature rule is only applied to functions
that are continuous and have continuous higher derivatives and thus accuracy is kept.

If there is more than one time step needed to price the option, an asset price lattice
is set up and the price at each point in the lattice at time ¢ is calculated recursively from
the prices at time ¢ + 1 using a quadrature routine.

Take a Bermudan option as an example: Let the sequence {t;},t; € [0,T], ¢ =
(1,2,--- ,N) denote a sequence of all possible exercising dates; We simply denote the
stock price at time ¢; by 5;.

Define the transformed prices(state variable) as

z =log(S;/E), y=1og(Sit1/E). (3:22)
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By assumption, the stock price process follows geometric Brownian motion. Then by
Itd’s lemma, y is normally distributed(for a detailed derivation we refer to the previous
chapter). Here, the risk-neutral conditional probability density function of y given x comes
into play, which reads

1 (v—r—(r—Do—}o?)ai2)

Tln) = ot - ) (3.23)

where, as usual, 7 denotes risk-neutral interest rate, Dy a continuous dividend, o the
volatility of the stock price process, and At =t;11 —t;.

The risk-neutral valuation of options gives the relation between option price at t; and
t;+1 in the following recursive form:

V(z,t;) = e "MER [V(y, tiv1)] (3.24)
= [ V)l (3.25)
Substitution of (3.23) into (3.25) gives the recursive formula for option prices:
e~ Tt ) (y—m—(r—q—%a2)At2)
V(z,t) = Viy,t+ At)e” 274t dy, (3.26)

B V 27T0'2At —o0

which can be solved using any of the numerical integration rules.

For European options, only one step backward in time is needed to obtain the solution.

For multiply observed American or Bermudan options, the same formula can be applied
for the time period from the last possibility of early exercise until maturity of the option.
At each observation time ¢; the option is priced for all z-values. These z-values then
become the y-values used in the integration to find the z-values at a previous time step,
ti+1, until the option is valued completely.

The lattice mode employed in QUAD method is shown in Fig.(3.2). The lattices only
lie on the exercise dates. And on each lattice, the stock price space is also quantized into
grids.

Stock

Price

0 to to + At T-At T Time
Figure 3.2: Lattice Mode for Bermudan and American Option Pricing

The QUAD method can be applied to value a wide variety of options.

There is, however, an important assumption in the QUAD method. The density func-
tion of the state variable is assumed to be known, like it is, for example, for geometric
Brownian motion. Its applicability is thus limited due to the fact that the probability
density f(y|z) is only known for a restrictive class of underlying processes.

Moreover, the overall complexity of the algorithm is O(M N?), with M the total number
of time steps and N the grid size in price dimension.
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3.4.2 QUAD-FFT Method

Inspired by the Fourier transform methods described previously, O’Sullivan(2004) obtained
a simple representation of the probability density function, f(x), of a state variable, x,
via its characteristic function ¢(v), with the help of the first derivative of the Gil-Palaez
inversion:

s (2%

f(ylz) ng;'x) = (; 1 /ODO Re((b(vx)e_‘wy)dv)/

71T/000 Re(e‘i”y(l)(vu)dv). (3.27)

A damping function is not used, because the density function obtained in this way is
in L' thus needs not to be damped.
The y and v are discretized as

N N
Um = (m - E)AU7 Yn = (n - E)AZL

with n,m =0,1,--- ,N.
Appealing to the midpoint rule, the density can be approximated by

N
[ (yn|z) =~ %Re Z (e_“’my”qb(umm)Av). (3.28)

m=0

Set AvAy = %’r, the density can then be fast resolved by the FFT algorithm:

f(ala) ~ LR i( N (| )A) (3.29)
Ynlr) = — em:O e ((b)vmx v .
_ %(—1)"Re [DFT(2)]. (3.30)

Once the density is recovered, it is inserted back into the risk-neutral valuation formula,
and the option value at a previous time point can be obtained by solving the integration
numerically.

to + At to + 2At

Figure 3.3: Lattice Mode of QUAD-FFT method
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In pricing early exercisable options, lattices are set up on each exercisable dates, the
above procedure is repeated backwards in time over each lattice, until the option value at
initial time point is obtained.

The lattice mode in O’Sullivan’s method is in a fashion as shown in Fig.(3.3). The
number of grid points on each lattice is increased from 1 at initial time point to N at first
early exercise date, to 2N — 1 at the second early exercise date, etc.. The grids are set
centered at the initial stock price on each lattice.

Suppose that there are two time steps needed to price an option. Let xg be the initial
transformed price at time ¢, 41 be the transformed price vector at time ¢ + At and i be
the transformed price vector at time t + 2At. Then ¥, and 7> are defined as follows

7 ={xo—¢ 20— ¢ + Ay, x0+ ¢ — Ay, x0 + ¢*},
o = {x0 —2¢", 20 — 2¢" + Ay, ---x0 + 2¢" — Ay, z0 +2¢" }.

The advantage of this type of lattice mode is that, rather than calculating f(y2;|y1:) for
each y; € > given each y; € %1, one can simply use the density function estimated for
41 given zo and change the location of this density function so that it is centered at each
y1; € 1 with a range of L standard deviations either side of y1;. Of course, this can only
be done if the time step between successive lattices is equal.

Due to the O(N log N) complexity of the FFT algorithm, where N denotes the number
of grid points in price dimension, the computational speed in solving the density function
is also of O(N log N).

However, the complexity of the computation at the second step of inserting back the
recovered density into risk-neutral valuation formula is O(N?).

Thus the overall complexity of QUAD-FFT method is O(N?) for European options,
and O(M N?) for M-time exercisable Bermudan options.

3.5 Bervoets Algorithm

Bervoets (2005) found out a way to employ the FFT in both the density recovery step
and integration (in risk-neutral valuation formula) approximation step. Hence an overall
O(NlogN) complexity is obtained for European options, and O(M N log(N)) complexity
for M-time exercisable options.

The insight is, when discretising the integral in (3.31),

o0

V(Zn,ts) = e*mt/ V(y, tic) f(ylzn)dy, n=1,2,--- N (3.31)

— 00

by a quadrature rule, e.g., Trapezoidal rule as

N
Vi ti) ~ e Ay (Y V(e tin) funlen)

i=0
1
—3 Vo, tir) fwolea) + Vyw i) flea))), (332)
it is possible to rewrite the equation in a matrix-vector product form:
_ —r L 1 7 P
i ~ e "M Ay (sz'ﬂ —3 (V(y07ti+1)f1 + V(yN»tiJrl)fN))v (3.33)
with
V(yOa tl)
V(y1, ti)
v = : (3.34)
V(yn-1,ti)

V(yn,ti)
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f(wolyo) f(ynlyo)
f(yolyr) flynlyr)
fi= : . fn= : (3.35)
f(yolyn—1) flynlyn-1)
f(wolyn) flynlyn)
and

f(yolyo)  flyilyo) - f(ynlyo)

f(yolyr)  flyilyr)
: (3.36)

: flyn—1lyn-1)  flynlyn-1)
f(yolyn) oo flyn-alyn)  flynlyn)

Matrix F is a Toeplitz matrix if the process y(k) is a so-called Lévy process®, or a

Brownian motion process.
That is,
Fir=Fjt1k+1- (3.37)

Since a Toeplitz matrix can easily be represented as a circulant matrix, the product of
the Toeplitz matrix and a vector can efficiently be performed by applying a FFT algorithm.

With respective to errors, we have the same situation as for the previous method; In
the density calculation step, the error sources are

- Truncation of the infinite integral in density equation (3.27);
- Discretization of the (truncated)finite integral using quadrature rules;
- Interpolation when the stock price does not lie on the grid.

Hence there are three main steps for this algorithm (Fig. (3.4)).

STEP 1: Use FFT algorithms to solve the density function; the
complexity for this step is O(N log(N)).

STEP 2: Use FFT algorithms again to solve the matrix-vector
product; the complexity for this step is O(N log(V)).

STEP 3: If there are M time steps, repeat the former two steps to
solve the problem recursively backwards in time, until the initial
time point is reached.

Figure 3.4: Basic Steps of Bervoets Method

Be aware that the obtained continuation values in STEP 2 need to be compared with
the present payoff. The greater one is the real value for the option at that time point.

3.6 The Lord Method

In the Lord method one does not solve for the density function explicitly, instead, one
keeps it in the risk-neutral valuation formula.

3see Bervoets(2005) for detailed proof
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And it is based on the following assumption:

flyle) = fly — =), (3.38)

for state variable y at time point 7" given x at time point ¢,¢ < T
Here are the derivation details of the method:
Take an European option as an example, its risk-neutral valuation formula reads

V(t,z) =e " TOEL [V(T,y)], (3.39)

and x and y are state variables at time ¢ and T(T > t), respectively.
By the definition of expectation, we have

Vi) =00 [ V(T folo) dy, (3.40)
Together with the assumption (3.38), and with the rule of changing of variable, we have
TV (t, ) = / V(T,x+ z2)- f(2) dz, (3.41)

where z is a new state variable that equals (y — z).

Equation (3.41) is in the form of “cross-correlation”*. So we can employ the fast Fourier
transform to get a fast resolution of V(¢).

Apply the Fourier transform on V (¢, ), after damping by ¢”® (to ensure the existence
of the Fourier transform by properly choosing the value of 3, which will be discussed in
Chapter 5.3), we have

"I FLPoV (t, )} (3.44)
(=) / ¢TI (4 2)da (3.45)

oo

U PV (T, 3 + z)f(z)dz} da,

88

/ WTHBTY (T 1 + 2) f(2)dzdx,

o0

\
8 8

88
88

L
-/
/ UOO Ww=iBey/(T, x+z)d4 f(2)dz,
IS

“Wﬁy”WﬂWﬂf@w,

= / =By (T, y)dy / e etz () dz (3.46)
= Vp(w —iB) ¢(—w +if), (3.47)

where, as usual, ¢(v) is the characteristic function of the density function f(x):
o (v) = / e f(z)dx. (3.48)

4The cross-correlation of two complex functions f(t) and g(t) of a real variable t, denoted f % g is
defined by

|Il>

F(=t)*g(t) (3.42)
/ dr, (3.43)

where ‘x’ denotes the operator of convolution.
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Next, the option price can be recovered by inverse Fourier transform as:

TVt x) = e P F Y Vp(w —if) ¢(—w +1ifB)}. (3.49)
From a “domain-switching point of view”, the algorithm is sketched in Fig.(3.5).

Log Stock Price Domain Frequency(Transform) Domain

A = damped payoff >

<7D>l

I
B
ASH

]T‘ B

C = discounted & damped B

Figure 3.5: Domain Switching in the Lord Method

In order to realize the procedure in a digital computer, we need first to truncate the
infinite integration in the Fourier transform in (3.49), then to discretize the finite integral
by quadrature rules, and then to employ the FFT algorithm to solve the big sum part in
the discretized formula (Details in the discretization and implementation are given in the
next Chapter).

In summary, the algorithm of the Lord method is given by Figure 3.6:

STEP 1: Derive the characteristic function ¢(z);

STEP 2: Apply Fourier transform on the damped option pay-
off /value;

STEP 3: Take inverse Fourier transform on the product of the
results from steps 1 and 2;

STEP 4: If there are M time steps, repeat step 1 to 3 recursively
and backwards in time. (Again, the true value of option is the
maximum of the continuation value returned by STEP 3 and the
present payoff.)

Figure 3.6: Algorithm of the Lord method

This method is most rapid among the choices tested®. Its complexity is O(M N log N),
if there are M exercise dates during the option’s life time.

With respect to error estimation, we have the same situation as for the previous meth-
ods; the error sources are

5Note that Bervoets’ method is twice more expensive than the Lord method, because double sized
vectors are dealt with in Bervoets’ method.
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- Truncation of the infinite integral;
- Discretization of the (truncated)finite integral using quadrature rules;

- Interpolation error if the stock price at initial time does not lie on the grid.

3.7 The FRFT Method

All previous methods suffer from the constraint on the mesh sizes in the option price
dimension and in the frequency dimension, when the integral is discretized by quadrature

rules, i.e.,

27

Due to the dependence of Av on Ay, the mesh size in the frequency domain Awv is
fixed once the truncation range in the log-stock domain is fixed, and it has nothing to do
with the number of grid points.

So a finer grid in the frequency domain is not possible with the Lord method.

One possible remedy is to use the fractional Fourier transform (FRFT) algorithm
instead of the FFT®.

3.7.1 FRFT Algorithm

The FRFT is a generalization of the DFT. It is defined on the N-long complex sequence
Z=(z;,0<j<N)as

N-1
Gr(Z,7) = ) mne ™07, (3.51)
n=0

The parameter v is not restricted to rational numbers and in fact may be any complex
number. Although this transform is defined for all integers k, we compute the first N
nonnegative values, i.e. for 0 < k < N. Straightforward evaluation of these N values using
(3.51) required 8 N? floating point operations, provided the exponential factors have been
precomputed.

The ordinary DFT and its inverse are special cases of the FRFT, where v = 1/N and
v = —1/N, respectively:

N—-1
Dy(#) = Y ape RN, (3.52)
n=0
= Gr(Z,1/N)  0<k<N, (3.53)
and,
1 N-1 .
D NE) = v > ap ek, (3.54)
n=0
1
= yGr(@-1/N)  0<k<N. (3.55)

Bailey(1995) introduced a fast version of the FRFT algorithm. It can be derived by
replacing 2nk by n? + k? — (k — n)2. The expression for the FRFT then becomes

6 Another possibility is to use a zero-padding technique in the log-stock domain.
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N-1
— —t n2+k2— k—n)?
Gk)(xa’)/) = E Ine [ ( ) ]’Y’
n=0
N-1
2 2 N2
—e mik<y § Tne Tin fyewz(k n) 'y,

n=0

N-1
= YN s, (3.56)
n=0

where the N-long sequences i and 2’ are defined by

Yn = xne_"mz'y, pa— iy, (3.57)

The summation (3.56) is in the form of a discrete convolution, which can be evaluated
by DFT-based procedures. The usual DFT method evaluates circular convolutions with
Zk—n = Zk—n+nN- This condition is not satisfied here, but instead zp_, = zn,_j when
k —n < 0. Hence there is a way to convert the summation into a circular convolution
form.

One first selects an integer p > N — 1, and extends the sequences g and 2’ to length 2p
with

Yyn =0 N <n<2p, (3.58)
zn =0 N<n<2p—N (3.59)
2 = ™7 0p N << 2p. (3.60)

Notice that the first N values of G (&, ) satisfy

2p—1
Gr(@,7) =™ N yuzin 0< k<N, (3.61)

n=0

and also that the sequence Z now satisfies the required property for a 2p-point circular
convolution.
Thus it follows that 2p-point DFT’s may be used to evaluate (3.61):

Gr(T,7) = e ™D (@) 0<k<N, (3.62)
@ = Dy(#)Di(2) 0<k<2p. (3.63)

It should be emphasized that @, ¥, and Z'in (3.62) and (3.63) are 2p-long sequences, but
after the final inverse DFT only the first N results are kept, while the remaining 2p — N
results are discarded.

To compute a different N -long segment Gj4(Z,7),0 < k < N, a slight modification
of the above convolution procedure is needed. In this case, 7' is defined as

Zp = erinto)*y 0<n<N,
zn =0 N <n<2p—N,
Zn = eﬂi(n+s—2p)27 2p — N S n < 2p;
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STEP 1: Expand the vector of the sampled input function into
double-sized one with zeros;

STEP 2: Construct two vectors ¢ and Z by means of Eq.(3.58) «
(3.60);

STEP 3: Use FFT to both of the vectors generated in step 2;

STEP 4: Use IFFT to the product of the two outputs of step 3,
and multiply with pre-computed coefficients;

Figure 3.7: Algorithm of FRFT

Now (3.61), (3.62) and (3.63) become

2p—1
Gras(@y) = e T Ny 0< K <N, (3.68)
n=0
Gris(T,7) = e ™ FE9" 7 D (1) 0<k<N, (3.69)
@ = Dy(§)Dy(2) 0<k<2p;. (3.70)

The remainder of the algorithm is unchanged.

The technique of converting the summation (3.61) into a circular convolution can also
be understood as the embedding of a Toeplitz matrix into a larger circulant matrix, which
admits evaluation using an FFT.

In summary:
- Note that the ordinary DFT and its inverse are special cases of the FRFT.

- It in fact employs the FF'T in a crucial step so as to be able to keep a fast computation
speed.

- Note that the exponential factors in (3.60) can be precomputed; the DFT of the z
sequence can also be precomputed. Thus the cost of an N-point FRFT is about four
times the cost of an N-point FFT.

3.7.2 Applicability in Option Pricing

Bailey(1993) showed that the FRFT-based technique can be profitably applied to the
numerical evaluation of any integral transform where

1. Both the input function values and the output transform values are equally spaced;
2. A large fraction of input function is either zero or within machine tolerance;

3. Only a limited range of output is required.

In option pricing, the functions involved satisfy the three points above, because

- The payoff function usually has zero values within a continuous range of stock value.

- The value of the characteristic function of stock price process is often zero when
stock price is far away from its expectation.
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- The value of the output(option price) that is of interest is in a limited range of stock
prices.

Hence, it is possible to gain good performance by employing FRFT methods in option
pricing.



Chapter 4

Implementation Detalils

Implementation details of the following methods are given in this chapter:
e The Lord method;
e The Lord-FRFT method (replacement of FFT by FRFT);

e The Lord-extrapolation (a posteriori on the Lord method with 2-point Richardson
extrapolation technique);

e The Lord-FRFT-extrapolation methods (a posteriori on the Lord-FRFT method
with 2-point Richardson extrapolation technique).

4.1 Implementation of the Lord Method

Recall that the Lord method can be represented by the following compact form:

C(t,x) = e " T e=F2 71 FLPYY (T, )} -d(—w + i) }, (4.1)

step 1

step 2

where t < T, and both “step 1”7 and “step 2” are continuous-time Fourier transforms.
Hence the main task of implementing the Lord method turns out to be solving the two
Fourier transforms numerically.

First of all, one needs to truncate the infinite integrals in the Fourier transforms.
O’Sullivan (2004) has proposed a proper way to determine the truncation range, thus we
follow his suggestions here: The total truncation range in the log-stock price domain is
chosen to be 2L times the volatility (standard deviation® of logarithm) of the stock price
with L = 10. The explanation is that, in the distance of 10 times standard deviation from
the origin, the value of the probability density function would be smaller than the machine
precision.

Then, one needs to discretize the integration by quadrature rules. We used the trape-
zoidal rule (Figure 4.1) throughout this thesis .

We can see that the “step 1”7 and “step 2”7 in (4.1) together actually return the results
of a linear convolution on V(T,y) and the density function. Hence, in the next step of

IThe standard deviation is the square root of the variance, v/var. And variance var can be computed
for stochastic processes whose characteristic function ¢(v) is known with

- (222)

30
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ﬁ{{
g \
*2 1 1
& | sz = S )= 00 1©)
. —> where f; = f(x;), h is the mesh width,
',“_h_.;z and £ is a point satisfying z1 < xo

Figure 4.1: Trapezoidal Rule

using DFT to approximate the continuous-time Fourier transform, we are about to use a
circular convolution to approximate a linear one.

4.1.1 Linear Convolution

Consider a linear convolution of two sequences A and B,
Ax B=F HF{A} - F{B}}. (4.3)

If we compute A * B via a circular convolution by means of the DFT,

A® B=DFT ' (DFT(A)-DFT(B)), (4.4)
an artificial error would occur. A simple example illustrates why:
Suppose
A=(1 2 3 4)
and

B=(5 6 7 8),

then a direct calculation gives the outputs of their linear convolution as
AxB=(5 16 34 60 61 52 32).
However, their circular convolution through DFT gives
DFT ' (DFT(A)- DFT(B)) = (66 68 66 60).

The discrepancy between the two outputs is due to the fact that, there are only 4 digits
available in the output sequence of the circular convolution while a 7-point sequence is
given by the linear convolution, thus the circular convolution ‘overlaps’ the results of the
linear one. In this example, point No. 5 overlaps point No. 1, No. 6 overlaps No. 2, and
No. 7 overlaps No. 3:

(66 68 66 60)=(5 16 34 60) + (61 52 32 0).

One remedy to this problem is to pad zeros to one or both of the input sequences of the
circular convolution so as to make room for the longer output from the linear convolution.
For example, one could pad three zeros to both A and B to make room for the 7-length
outcome? by setting

A=(1 2 3 4 0 0 0)

2Zeros can also be padded in the beginning of a vector, or on both sides, but no in the middle
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and
B'=(5 6 7 8 0 0 0),

then use the DFT to compute the circular convolution of A’ and B’ to get
A'®B' = DFT " (DFT(A")- DFT(B'))=(5 16 34 60 61 52 32)=AxB.

The correct values of the linear convolution are recovered in this way.

It is also shown, by the above example, that the length of the output vector of a linear
convolution on two N-length vectors is 2N — 1, therefore N — 1 zeros need to be padded
to the two input vectors.

For pricing an option using the Lord method, this is not problematic. Padding fewer
or even no zeros to the input vectors, we can still expect sufficiently accurate results. That
is because of some pleasant properties of the two input functions, the payoff function and
the probability density function:

e The payoff function is half zero and half non-zero for European options, so that the
discretized payoff can be treated as having padded zeros to the non-zero half.

We know that the payoff function is
C=(S—-E)", (4.5)

for a European call, and
P=(E-95)". (4.6)

for a European put.

Either call or put, the state variable y = log(S/FE) is everywhere zero on one side of
the origin. Thus no extra zeros need to be padded, and this makes life easier.

e The probability density function contains a large fraction of zeros on both sides of
its center, hence, when the truncation range is big enough, the discretized sequence
can be seen as zero-padding to both ends of a non-zero sequence.

e Even for early-exercisable options, no extra zeros need to be padded as long as a big
truncation range of integration is taken.

Early-exercisable (Bermudan and American) options can be treated as European
options in between two adjacent exercise dates. Hence, option prices on the earlier
date can be obtained by feeding the prices on the latter date, which also contain a
large portion of zeros in the out-of-the-money direction, into the Lord formula (4.1).
So if the accuracy is not required to be extremely high, like 1077, then padding
a few or even no extra zeros would return accurate results with no extra memory
allocation or computer time.

We'll confirm the above arguments by various experiments in the next chapter.

4.1.2 Grids and Lattices

The probability distribution of the logarithm of the stock price (named “log-stock” here-
after) is usually easier to get than the distribution density of the stock price itself. So we
work in the log-stock domain by defining a state variable as

y = log(S/E), (4.7)

where S denotes the stock price and E the exercise price.
When setting up a grid in the log-stock domain, one needs to take care of the non-
continuous and the non-smooth points. When applying the trapezoidal rule to approximate
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the integrals, extra(non-linearity) errors will enter if the non-continuous and non-smooth
points do not lie on the grid. The non-smoothness in the payoff functions of vanilla options
occurs wherever S = F, therefore we arrange the grid of y centered at zero to make sure
that those points always lie on the grid:

yp=(p—-N/2)Ay, p=0,1,--- N -1, (4.8)
where Ay is the mesh width, and
Ay = (2L -vol)/N, L > 10. (4.9)

In the frequency domain, we center the grid around zero as well. Denoting the frequency
variable by v, we have

v, =(n—N/2)Av, n=0,1,--- N-—1 (4.10)

where Av needs to satisfy
AvAy =27 /N, (4.11)

as explained in the previous chapter.
There are two reasons to build the grids in the above manner.

1. The characteristic function of Geometric Brownian Motion has the shape of an up-
side-down bell (sometimes with side tails) with the center at the origin. Hence, by
centering the grids around zero all the non-zero values are placed in the middle of
the sequence and the zeros at the two ends. If the truncation range is sufficiently
large, the discretized data sequence will contain enough zeros to have the same effect
as zero-padding in a later convolution computation.

2. The method is now easy to implement. With (4.8) and (4.10), we have symmetric
structures in the log-stock and the frequency grids. Thus, there is no need to specify
the direction of Fourier transforms, like ‘log-stock to frequency’ or ‘frequency to log-
stock’. Once the coding of the Fourier transform in one direction is done, it can be
used to compute the other.

For Bermudan and American options, lattices are needed, and we use the same lattice
as in the QUAD method (Figure 3.2): On each exercisable date, a lattice for the log-stock
is set up, and the number of the grid points on all the lattices remains the same.

4.1.3 Algorithm

The main part of the implementation of the Lord method is to construct a sub-program
that takes in a sample of an input function and returns a discretized data sequence of
the continuous-time Fourier transform of the input function. Then the main program
is constructed as shown in Figure 4.2, where the sub-program is called twice, once for
returning the Fourier transform of the damped payoff and once for the inverse Fourier
transform of the product of the characteristic function and the transformed payoff.

Now let’s start constructing the sub-program. The continuous-time Fourier transform
reads

o) = [ e, (1.12)
27 (v)

then truncating the infinite integral we have,

Uz
fly) ~ / F(v)dv, (4.13)

Uy
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Figure 4.2: Implementation of the Lord Method in Pricing European Options

and applying the trapezoidal rule we have,

N-1
. 1
flyp) = Z F(v,)Av — EA’I)[F(’U()) + F(uy_1)] +0(Av)?. (4.14)
n=0
£Tail
Re-organizing the terms gives
N-1
flyp) =~ Z [e‘i‘("_7)A”‘(p_7)Ay)f(vn)} Av — Tail (4.15)
n=0
N-1 )
_ Z |:€7i~np~A'uAy . efiAvAy[f(n+p)%}efiAvAyNTf(vn)] Av
n=0
—Tail. (4.16)
By including
AvAy = 2n (4.17)
Yy = N’ .
we finally have
N-1
) = (17 37 e % (1) f(va)] Av - Tail, (4.18)
n=0

where the sum part can be rapidly computed by the FFT algorithm, such as the one
provided by Matlab.

The subprogram algorithm is summarized in Figure 4.3.



CHAPTER 4. IMPLEMENTATION DETAILS 35

STEP 1: For n=0: N-1
fln] = (-1)"(n+N/2) * fn];
End

STEP 2: result = FFT(f) * dv;
STEP 3: For p=0: N-1

result[p] = (-1)"p * result[p| - Tail;
End

Figure 4.3: Algorithm of sub-program that computes (4.12)

The integration

i - [ T e ), (4.19)

—0o0
that has a ‘+’ sign in the exponent can be computed by the inverse DFT routine, analo-
gously. In fact, we have the following relationship:

eV = e—ivy, (4.20)

Simple derivation leads to

i -/ T T (o) = / T e fw)do = 1), (4.21)

— 00 — 00

for a real valued function f(v).

With the subprogram ready and the main program constructed as Figure (4.2) shows,
we finished the implementation of the Lord method.

Due to the dependency of Av on Ay, the mesh size in the frequency domain Awv is
fixed once the truncation range in the log-stock domain is fixed, and it has nothing to do

with the number of grid points:
27
Av-N=—. 4.22
vN= (4.22)
So a finer grid in the frequency domain is not possible with the Lord method. One remedy
to this problem is to use the FRFT instead of the FFT.
One more advantage of the FRFT method is that zero-padding is automatically in-

cluded in the FRFT algorithm. Higher accuracy can threfore be expected.

4.2 Implementation of the Lord-FRFT Method

The Lord-FRFR method is a short for “replacing FFT by FRFT in the Lord method”.
The only thing that needs to be modified is the subprogram that computes the continuous-
time Fourier transform.
In constructing the subprogram, we need to modify the grid in the frequency domain,
as the mesh size is no longer dependent on the mesh size in log-stock domain. The grid
setting in the log-stock domain remains.

4.2.1 Grids and Lattices

Set the grid in the frequency domain centered at zero:

v, = (n—N/2)Av, n=0,1,--- N —1,
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with the mesh size Av given by

UN—1 — Vo
Ay = ———. 4.23
0= 2L (4.23)
Fine grids in both log-stock and frequency domain can be obtained by increasing the
number of grid points.

Recall the ‘domain-switching’ procedure in the Lord method: in the frequency domain
the transformed payoff function is first multiplied by the characteristic function, then
the product is transformed back to the log-stock domain. The truncation range in the
frequency domain is therefore depending on the combination of the nonzero portions of
the characteristic function and the nonzero portions of the transformed payoff.

Let’s get an image impression via an example:

Example 1: an European option with
- E =100(USD)
- At = 1.0(year)

-0=02

- r=0.03
- Dy =0.07
- B8=0
-L=10

Stock price follows Brownian Motion process,
whose vol = ov At

- No. of grid points N = 1024

The characteristic function of the example option has a very narrow nonzero part, and
as shown in Figure 3.5, out of the range of [-40, 40] the value of the characteristic function
is zero.

cof(-phi + i*beta)]

reall

imaglcc

Figure 4.4: Real and Image of ¢ in Example 1

Thus we set the truncation range in the frequency domain as

v € [—40, 40], when employing the FRFT algorithm.
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As a comparison, by Av = 27 /(N Ay) in the Lord method, the total range involved in the
frequency domain would be

v € [—803.4816, 801.9123], when employing the FFT algorithm.
The mesh size in the given example is Ay = 2L - vol /N = 0.0039, and
e Av = 1.5693 by the Lord method, but
e Av =0.07813 by the Lord-FRFT method.

For very small At, like 0.1 year, the nonzero part of the characteristic function would
grow, in that case the truncation range in the frequency domain should be set to the
minimum of the width of the nonzero portion in the characteristic function and the width
obtained by the Lord method.

4.2.2 Algorithm

The FRFT-based algorithm is derived basically in the same way as the FFT-based. Start-
ing from the definition of the continuous-time Fourier transform in (4.12), truncating the
integration range and applying the trapezoidal rule we get to (4.16). Then define

_ AvAy

o (4.24)
Replacing (AvAy) by (277) in (4.16), we have
A Nl . . N, N2
flyp) = e—imnp2my | p—i2my[—(n+p) F+ ] F(vn) | Av — Tail (4.25)
n=0 £ (Coeff
= Gi(Coeff - f, v) - Av — Tail, (4.26)

where

N-—-1
Gie(@,7) = 3 e 27

n=0
is the fractional Fourier transform defined in (3.51). Together with the algorithm of FRFT
in Figure 3.7, the algorithm can be constructed as in Figure 4.5:

STEP 1: f = Coeff * f;
STEP 2: v = dv * dy /2m7;
STEP 3: result = FRFT({f, v) * dv;

STEP 4: result = result - Tail;

Figure 4.5: Algorithm of the Sub-program by FRFT

Then the algorithm of the Lord-FRFT method can be constructed as in Figure 4.6:

4.3 Richardson Extrapolation

Both the accuracy of the numerical results from the Lord method and the Lord-FRFT
method can be further improved by including a 2-point Richardson extrapolation technique
in valuing European options, or by a repeated Richardson extrapolation technique in
valuing American options.
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STEP 1: A = damped payoff;
STEP 2: A = conjugate of subprogram(A);
STEP 3: B=A-¢

STEP 4: B = subprogram(B)

STEP 5: result = un-damping and discounting on B.

Figure 4.6: Algorithm of FRFT-Lord Method

4.3.1 Richardson Extrapolation Formulas

Richardson Extrapolation is an efficient technique to generate highly accurate results by
using low-order formulas, for which the order of the truncation error is known. It is appli-
cable to such situations that the error depends on a parameter, like the mesh size h.

To illustrate the procedure assume we have an approximation N (k) to some quantity
Q. And we know what the explicit expression is for the first few terms in the truncation
erTor.

Q = N(h) + K1h + Koh? + K3h® - - (4.27)

where K;’s are known constants. Here N(h) is an approximation to @, to O(h). Assume
h > 0 arbitrarily chosen such that for h — 0 a better approximation is obtained.
Consider the case when the step size is halved to h/2, then

h h h? h?
— N (S ) +EK 5+ K+ Kg— +--- 4.2
Q (2>+ 15+ Ko+ Ky + (4.28)

Multiply (4.28) by 2 and subtracting (4.27) we obtain

o=[r () (v () ) (5 ) o (5 -0)

In this way the O(h) term is eliminated.

Let
Ni(h) £ N(h) (4.29)
and h L
Non) £ Ny (2 4 [M(Q) - N1<h>] . (4:30)
Now, to the order of O(h?) we have
Q= Ny (h) — %iﬁ - STK“”’W e (4.31)
Replacing h by h/2, we have
B h Ky 5, 3Kz 4
Q=N <2> 3 h 3 h (4.32)

Subtracting (4.31) from 4 times (4.32) the O(h?) is thus eliminated:

3
3Q = 4N, (;) — Ny(h) + % (—}‘2 + h3> 4o (4.33)
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Now we have O(h*) approximation:

h Ny(h/2) — N2(h
Ns(h) 2 N, (2> 4 e/ )3 (h) (4.34)
The process can be continued by constructing the O(h*) approximation:
N. 2) — N3(h
Ny(h) = N3 (;‘) + s(h/ )7 s(h) (4.35)
Then O(h®) approximation is
h Ny(h/2) — Ny(h
Ns(h) =Ny (=) + 4(h/2) = Na(h) (4.36)
2 15
And so on. In summary, the repeat Richardson extrapolation reads:
h Nj-1(h/2) — N;—1(h)
N;j(h) = N;_, (2> + 5T 1j . (4.37)

4.3.2 European Option Pricing

Pricing European options using the Lord or the Lord-FRFT method, the following errors

are brought in during the discretization process®:

1. Truncation error when truncating the infinite integration. It can be well controlled
by taking a reasonably large integration range.

2. The quantization error introduced by the trapezoidal rule, which is known to be of
order O(h?) and is typically larger than the errors in item 1.

Thus the total error is dominated by the trapezoidal rule. Therefore the O(h?) error
can be eliminated by applying the 2-point Richardson extrapolation formula (4.37) with
j=2.

We hence constructed algorithms for ‘Lord-extrapolation’ and ‘Lord-FRFT-extrapolation’
methods, by executing the Lord or the Lord-FRFT method twice, once with mesh size h
and once with h/2, then we employ (4.37) with j set as 2 to get more accurate results.

4.3.3 American Option Pricing

Numerically, the value of an American option can be approximated either by a Bermu-
dan option with many early exercise dates or by Richardson extrapolation on a series of
Bermudan options with increasing early exercise dates.

The idea is an important contribution by Geske and Johnson (1984). In their original
paper, Geske-Johnson showed that an American put option can be calculated to a high
degree of accuracy using a Richardson approximation. If let P(n) denote the price of a
Bermudan option with n exercise dates, then, for example, using P(1), P(2) and P(3),
the price of the American put is approximately

V = P(3) + ~(P(3) — P(2)) — =(P(2) — P(1)). (4.38)

Omberg(1987) suggested a modified Geske-Johnson formula as

V=P4) + g(P(ZL) — P(2)) — 1(P(2) — P(1)), (4.39)

3There would be an additional interpolation step needed as long as the stock price of interest does not
lie on the grid. In that case the interpolation error would be brought in, too.



CHAPTER 4. IMPLEMENTATION DETAILS 40

which is aimed to handle situations when P(3) < P(2) > P(1) and the original Geske-
Johnson formula (4.38) is not applicable.

Moreover, several researchers further modified the above two extrapolations for a
smooth convergence in the binomial model, like Omberg(1987), Breen(1991) and Broadie
and Detemple(1996).

Besides, Chang, Chung, and Stapleton (2001) proposed to employ a repeated Richard-
son approximation to improve the accuracy of an approximation to the unknown true
option price. Their algorithm departs from the assumption that the value of an American
option has the form

V(t) = ap + art" + agt"? + - 4 apt"F - (4.40)

with known n but unknown ag,ai,...,ak,.... They employed the repeated Richardson
extrapolation and ended up with the following algorithm:
For j =1,2,3,..., set A;o = V(t;), and compute for m =1,2,3,... . k—1*

Ajrim—1 —Ajm—1
(ti/tigm)" — 1

Takingn =1, m=3and k=4, and t; =T, to =T/2, t3 =T/4, and t4 = T/8, where
T denotes the maturity of option. The algorithm is shown in Figure 4.7

Ajm = Ajrim-1+ (4.41)

AI,O = P(l) A1,1 = 214270 - AI,O A1,2 = % A173 = M
AQ,O = P(2) Ag,l = 2A3,0 - AQ,O A2,2 =1 3’13_ =
Azg=P(4) Aszy=2A40— Az

(8)

Figure 4.7: Approximate American option values with 4 Bermudan options

4The constraint on 0 < m < k — 1 is according to Schmidt(1968).



Chapter 5

One-Asset Option Pricing

Numerical results of pricing one-asset European, Bermudan and American options using
the following methods are given in this chapter:

e The Lord method

e The Lord-FRFT method

e The Lord-extrapolation method!

e The Lord-FRFT-extrapolation method

Two stochastic models for the underlying stock prices are used, Brownian motion and
the Variance Gamma.

Accuracy and computational time of the four methods are summarized and compared.

Then discussions on the choices of the damping factors are given.

The chapter ends up with a conclusion on the pros and cons of the methods.

5.1 Geometric Brownian Motion

In Chapter 2.1 Geometric Brownian Motion(GBM) has been introduced as one basic model
for the movements of the underlying asset(stock) price. Equation (2.5) is the dynamic
model of stock price’s random walk that follow GBM, and under the risk-neutral measure
it becomes (2.33):

dS =rSdt + o SdW,

where W is a Wiener process.

5.1.1 Characteristic Function

Suppose f is a function of the stock price, by Itd’s lemma we have

_df 1 5 0d*f
df df 1 5 df
— el T ) 1
USdeW+<TSdS+2USdS2 dt (5.1)
If f =log(S), we have
1
df = ocdW + (r - 202) dt. (5.2)

1Here ‘extrapolation’ denotes the usage of the 2-point Richardson extrapolation technique in (4.37)
with 7 = 2.

41
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Hence, log(.S) follows the normal distribution with mean value equal to (r — 502) At and

the standard deviation equal to oV At.
So the characteristic function of log(S) is

with

5.1.2 Results of European Call

Now consider three European call options. Assume their underlying stock prices all follow
GBM, their exercise prices E are all 100€, the life time of the options is 0.5 years, and
their (o,r, Do) are equal to

- (0.2, 0.03, 0.07),
- (0.4, 0.03, 0.07), and
- (0.3, 0.0, 0.07),

respectively.

The initial stock prices are assumed to be 80€, 90€, 100€, 110€, and 120€, respec-
tively.

Numerical results are compared with the analytical solution of the Black-Scholes PDE,
and the root mean squre error(RMSE)? is calculated as an indicator of the accuracy of
the methods.

In the first step of implementation, the number of grid points are set the same as
O’Sullivan(2004) did in his paper, then we evaluate the results generated by the Lord,
the Lord-FRFT, the Lord-extrapolation, and the Lord-FRFT-extrapolation methods, and
compare them with O’Sullivan’s.

Table 5.1: Prices of European call options under Geometric Brownian Motion with o =0.2,
r =0.03 and Dy =0.07

S BS Lord FRFT Lord+ FRFT+ Q-FFT
80  0.2148 0.2148 0.2147 0.2148 0.2148 0.2149
90  1.3451 1.3449 1.3449 1.3451 1.3451 1.3444
100 4.5778 4.5774 4.5774 4.5778 4.5778 4.5778
110 10.4208 10.4204 10.4204 10.4208 10.4208  10.4205
120 18.3024 18.3022  18.3022 18.3024 18.3024  18.3017

RMSE 2.50e-04 2.51e-04 4.24e-06 2.69e-07 4.65e-04
(E = €100, At = 0.5 years, L =10 and N =512 )

The results are listed in Tables 5.1, 5.2 and 5.3, where ‘BS’ represents the analyti-
cal solution of the Black-Scholes equation, ‘Lord’ represents results of the Lord method,

2The RMSE is calculated w.r.t. the analytical solution from Black-Scholes PDE. For example, RMSE
for results computed by the Lord method is

N-1 _ 2
RMSELg'rd _ \/Zn_o (VBS[n} VLord[n]) )
n
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Table 5.2: Prices of European call options under Geometric Brownian Motion with o =0.4,

r =0.03 and Dy =0.07

S BS Lord FRFT Lord+ FRFT+ Q-FFT

80  2.6506 2.6502 2.6502 2.6506 2.6506 2.6511

90  5.6221 5.6215 5.6215 5.6221 5.6220 5.6228

100 10.0211 10.0204 10.0214 10.0211 10.0211 10.0211
110 15.7676  15.7669  15.7669  15.7676  15.7676  15.7678
120 22.6502  22.6496 22.6496 22.6502 22.6502  22.6509
RMSE 6.20e-04 6.20e-04 1.34e-07 7.86e-08 9.37e-04

(E = €100, At = 0.5 years, L = 10 and N =512 )

Table 5.3: Prices of European call options under Geometric Brownian Motion with ¢ =0.3,

r =0.0 and Dy =0.07

S BS Lord FRFT Lord+ FRFT+ Q-FFT

80  1.0064 1.0062 1.0062 1.0064 1.0064 1.0058

90  3.0041  3..0037 3.0037 3.0041 3.0041 3.0040

100  6.6943 6.6938 6.6938 6.6943 6.6943 6.6943
110 12.1661 12.1655 12.1655 12.1661 12.1661  12.1666
120 19.1555  19.1550  19.1550  19.1554  19.1554  19.1555
RMSE 4.29e-04 4.40e-04  5.58e-07 9.18e-08 3.52e-04

(E = €100, At = 0.5 years, L = 10 and N =512 )

‘FRFT’ the Lord-FRFT method, ‘Lord +’ the Lord-extrapolation method, ‘FRFT 4+’ the
Lord-FRFT-extrapolation method, and ‘Q-FFT’ represents results from the QUAD-FFT
method by O’Sullivan’s.

Then the RMSE of all the results generated by each method is calculated and summa-
rized in Table 5.4. It shows that all our four methods give very accurate results, which are
more accurate than the QUAD-FFT method.

With N = 512 the errors by the Lord and Lord-FRFT methods are of degree 1074,
the errors by the Lord-extrapolation method are of degree 1076, and the ones by the
Lord-FRF T-extrapolation method are of degree 10~7.

Hence, the Lord-FRFT-extrapolation method stands out with remarkably high accu-
racy; followed by the Lord-extrapolation method, the Lord method and the Lord-FRFT
method.

Table 5.4: RMSE comparison

Lord FRFT
4.58e-04 4.62e-04

Lord+ FRFT+  Q-FFT
2.47e-06 1.72e-07 6.37e-04

RMSE
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European call: 0 =0.2, r=0.03 and Do=0'07 (a)
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Figure 5.1: Errors and the computer time in Pricing European call under GBM with o =
0.2, r =0.03 and Dy = 0.07

In the second step of implementation, we further examined their error convergence and

computer time.

Besides, we also included a zero-padding technique to the Lord method to confirm our

arguments in chapter 4.1.1, that no explict zero-padding needs to be incorporated to the
Lord method to obtain sufficiently accurate results.

The computer we used for the experiments has a Pentium-4 CPU with 2.8 GHz fre-

quency, and 512M DDR memory and 1M cache.

The results are plotted into Figure 5.1, 5.2 and 5.3. They show that:

1. No explict zero-padding needs to be incorporated in the Lord method and sufficiently

accurate results (e.g., 107%) can be obtained by the Lord method.

2. The Lord-FRFT method gives almost the same results as the Lord method combined
with explicit zero-padding. If very high accurate results (e.g., 10~7) are expected,
the Lord-FRFT method is preferable because it takes less CPU time than the zero-

padding Lord method.
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European call: 0 =0.4, r=0.03 and Do=0'07 (a)
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Figure 5.2: Errors and the computer time in pricing European call under GBM with ¢ =
0.4, r = 0.03 and Dy = 0.07

3. The Lord-method stops to converge when the truncation error is small. Then 2-point
Richardson extrapolation can’t improve the accuracy further.

For example, in Figure 5.1, the Lord-extrapolation method (‘FFT+ 2point R-Ex’ in
(b) plots) gives a constant error of 1075, while the Lord-FRF T-extrapolation method
(‘FRFT+ 2point R-Ex’ in (b) plots) continues to converge till the error introduced
by truncating the infinite integral dominates.

4. The Lord-FRFT-extrapolation method gives remarkably accurate results with only
a small number of grid points.

For example, its error is of degree 10~¢ in Figure 5.1, and 10~° in Figures 5.2 and
5.3, with 128 grid points.

5. All four methods are remarkably fast! All of them finished the computation with
1024 grid points within 0.03 seconds(which can be seen from (c) plot in the three
Figures). The differences in computer times among the four are small.



CHAPTER 5. ONE-ASSET OPTION PRICING 46

If ordered from the fastest to the slowest, the Lord method is followed by the Lord-
FRFT, the Lord-extrapolation, and the Lord-FRFT-extrapolation method.

The experiment results confirm the complexity analysis that the overall complexity
of the Lord method, O(NlogN), is faster than O’Sullivan’s method (O(N?)).

6. If considering the overall performances (both accuracy and computational speed),
the preferred choice is the Lord-FRFT-extrapolation method, followed by the Lord-
extrapolation method, the Lord method, and the Lord-FRFT method.

European call: 0 =0.3, r=0 and D0=O.07 (a)
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Figure 5.3: Errors and the computer time in pricing European call under GBM with o =
0.3, r =0.0 and Dy = 0.07

5.1.3 Results of American Call

We apply the Lord method and the Lord-FRFT method to value American options.

If P(n) denotes an n-time exercisable Bermudan option price, the price of an American
option is approximated by inserting P(1), P(2), P(4), and P(8) into repeated Richardson
extrapolation, as shown in Figure 4.7.
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When using the Lord/Lord-FRFT method to price Bermudan options, the one-step
Lord/Lord-FRFT method is used recursively backwards in time: First, the payoff at expiry
is set in the Lord/Lord-FRFT method to get the continuation value at the last early
exercise date, then the result is compared to the payoff at that time point and the minimum
is placed in the Lord/Lord-FRFT method to generate the option prices on the last-but-
one early exercise date. Again the solution is compared to the payoff at that time point
and the minimum is used in the Lord/Lord-FRFT method, and so on - --; the procedure
continues till the option prices at the initial time point are obtained (as shown in Figure
5.4).

Desired option

price Known
Lord Lord Lord Lord Lord
< < le—— " — <
to to + At to + 2At T — At T

Figure 5.4: Multi-steps in pricing Bermudan options using the Lord/Lord-FRFT method

Numerical results are reported in Tables 5.5, 5.6 and 5.7. ‘True’ represents the values
calculated with a binomial tree with 10,000 steps. ‘Lord’ represents the values by inserting
P(1), P(2), P(4) and P(8) values calculated by the Lord method in the 4-times repeated
Richardson extrapolation scheme. ‘FRFT’ represents the values with P(1), P(2), P(4)
and P(8) calculated by the Lord-FRFT method inserted in the 4-time repeated Richard-
son extrapolation scheme. ‘Q-FFT R4’ represents the values calculated by the 4-point
Richardson extrapolation scheme and O’Sullivan’s QUAD-FFT method.

Table 5.5: Prices of American call options under GBM with ¢ = 0.2, » = 0.03, and
Dy =0.07
S ‘True’ Lord FRFT Q-FFT R4

80  0.2194 0.2191  0.2191 0.2194
90 1.3864 1.3854  1.3854 1.3849
100 4.7825  4.7841  4.7841 4.7829
110 11.0978 11.0897 11.0897 11.0832

120  20.0004 20.0055 20.0055 20.0088

RMSE 0.0044  0.0044 0.0077
(E = €100, At = 0.5 years, L = 10 and N = 512)

From the results we can see that both, the Lord and Lord-FRFT methods, give more
accurate results than ‘Q-FFT R4’. With N = 512, the errors are of degree 1073.

We have only used the Lord method and the Lord-FRFT method in each valuation
step. We used neither the Lord-extrapolation(the Lord-extrapolation( the Lord method +
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Table 5.6: Prices of American call options under GBM with ¢ = 0.4, » = 0.03, and
Dy =0.07

S ‘True’ Lord FRFT Q-FFT R4

80  2.6889  2.6875  2.6875 2.6896

90  5.7223  5.7206  5.7206 5.7181

100 10.2385 10.2397 10.2397 10.2431
110  16.1812 16.1840 16.1840 16.1801
120 23.3598 23.3538 23.3538 23.3247
RMSE 0.0032  0.0032 0.0357

(E = €100, At = 0.5 years, L = 10 and N = 512)

Table 5.7: Prices of American call options under GBM with o = 0.3, 7 = 0.0, and Dy = 0.07

S ‘True’ Lord FRFT Q-FFT R4

80  1.0373  1.0362  1.0362 1.0337

90  3.1233  3.1222  3.1222 3.1278

100  7.0354  7.0374  7.0374 7.0375
110 12.9552 12,9448 12.9448 12.9287
120 20.7173  20.7255 20.7255 20.7424
RMSE 0.0108  0.0108 0.0166

(E = €100, At = 0.5 years, L = 10 and N = 512)

2 point Richardson extrapolation technique), nor the Lord-FRFT-extrapolation method,
although the latter two brought remarkable high accuracy with a few number of grid points
in the European call pricing case. The reason is that, in order to be able to employ the
2-point Richardson extrapolation and eliminate the O(h?) error term from the calculated
values on one lattice, we also need values from a finer or coarser grid. This is difficult with
early exercise cases, in which the continuation value is sought.

We also evaluated the error convergence and the computational time of both methods.
The results are summarized in Figures 5.5, 5.6 and 5.7. The tables and the figures show

that:

Accurate results are obtained by ‘Lord’ and ‘FRFT’. They are more accurate than
‘Q-FFT R4’.

The results stop to converge when the number of grid points on each lattice exceed
some value, e.g. N = 1024. The reason is that, when the grid is fine enough, the
error is dominated by the repeated Richardson extrapolation scheme error.

The methods are very fast. With 1024 grid points, both the Lord and the Lord-FRFT
methods finish the computations within 0.3 seconds.

Another advantage of the Lord or the Lord-FRFT methods is that, once the exercise
price F is given, all the values of the options with different initial underlying stock
prices can be obtained with one-time execution only.

As for the computing time, the Lord method is faster than the Lord-FRFT method
because of fewer memory allocation. For example, when N = 2'3, the Lord-FRFT
method is running out of cache thus needs a longer time than the Lord method.

In total, the Lord method is preferable over the Lord-FRFT method when pricing
American options, as the former gives similar accurate results but uses less CPU time
than the latter.
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Figure 5.5: Errors and the computer time in pricing European call under GBM with o =
0.2, r = 0.03 and Dy = 0.07

American call: 0 =0.4, r=0.03 and D0:0.07 (a)
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Figure 5.6: Errors and the computer time in pricing European call under GBM with ¢ =
0.4, r = 0.03 and Dy = 0.07
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American call: 0 =0.3, r=0 and D,=0.07 (a)
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Figure 5.7: Errors and the computer time in pricing European call under GBM with o =
0.3, r =0.0 and Dy = 0.07

5.2 The Variance Gamma Process

We repeat the experiments under a different random walk of the underlying stock prices:
the Variance Gamma (VG) process.

Though GBM remains to be the most widely used model by practitioners, it has known
biases. Therefore researchers have come up with alternative underlying process models
including finite or infinite jumps. The VG model falls into the Lévy processes with an
infinite jump arrival rate. The VG process for asset returns was first proposed by Madan
and Seneta(1990), and extended by Madan and Milne (1991), Madan, Carr and Chang
(1998) and Carr, Geman, Madan and Yor (2003).

As long as the characteristic function of the underlying stock price is known, and the
conditional density equals to a transition density (Equation (3.38)), then we can use the
Lord/Lord-FRFT method to price the options.

So, we need to get the characteristic function of the VG process.

5.2.1 Characteristic Function

The VG process is obtained by evaluating Brownian motion with drift at a random time
given by a gamma process.
It has three parameters: o the volatility of the Brownian motion, v the variance rate
of the gamma time change and 6 the drift in the Brownian motion.
Let
b(t;0,0) = 0t + oW (t), (5.5)

where W(t) is a standard Brownian motion. The process b(t; 6, 0) is a Brownian motion
with drift § and volatility o.
Then a VG process X (t;0,v,0) is defined in terms of the Brownian motion with drift
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b(t;0,0) and the gamma process with unit mean rate, y(¢; 1,v) as
X(t;o,v,0) =b(y(t;1,v);0,0). (5.6)

The density function for the VG process at time ¢ can be expressed conditional on the
realization of the gamma time change g as a normal density function?. The unconditional
density may then be obtained on integrating out g employing the density of the gamma
process for the time change g. This gives us the density for X (t) as

oo 1 (X o 09)2 g gt/ufl
X)= | e (29 9 .
Fxo(X) /0 o\/2mg P < 2029 v ) vt/ (t/v) 9 (5:7)

where T'(x) is the gamma function.
The characteristic function for the VG process reads

) 1 —t/v
dx)(v) =E [e“’X(t)] = (1 —ifvv + 2021/1)2) . (5.8)

With z; = In(S;/E), the characteristic function of the log stock price conditioned on
a given z; has the following closed form:

o(v|zy) = exp [ivzy + iv(r — Do + w)At — U(v, At)], (5.9)
where . .
U(v, At) = = In [1 —ifvu + 202uv2} ) (5.10)
v
and
S PR S (5.11)
w=— 50 V|- .

5.2.2 Results of European Call

We price a series of European call options, with exercise prices E as 90€, 95€, - -- , 115€,
and 120€, respectively. Their life time, At, is set to 1 year, the interest rate, r, is set
to 0.10, the divident rate, Dy, is set to 0, and the number of grid points in log stock
dimension, IV, is set to 1024. The initial stock price is set to 100€.

The stock price is assumed to follow a VG process in (5.6) with

=012, 6=-014; v=0.2. (5.12)

The results are listed in Table 5.8.

‘VG exact’ represents analytical solution, ‘Lord’ represents results from the Lord
method, ‘FRFT’ represents results from the Lord-FRFT method, ‘Lord +’ represents
results from Lord-extrapolation method, ‘FRFT 4+’ represents results from Lord-FRFT-
extrapolation method. Results from two existing methods are also involved for benchmark
and comparison purposes: ‘Q-FFT’ represents results from O’Sullivan (2004), and ‘KW’
represents results from Kellezi and Webber (2003).

The RMSE of the results are calculated w.r.t. the analytical prices for the European
call prices.

From the results we could see that, all four methods, the Lord, the Lord-FRFT, the
Lord-extrapolation, and the Lord-FRFT-extrapolation method, give very accurate results.
Among them, the Lord-FRFT-extrapolation method gives remarkably accurate results
with errors of degree 1076 for N = 1024, which is as accurate as the KW method.

We further examine the error convergence and the computer time.

Results are plotted in Figure 5.8. From the figure we can see that

3Madan, Carr, and Chang(1998)
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Table 5.8: Prices of European call options under Variance Gamma process
E VG exact Lord FRFT Lord+ FRFT+ KW Q-FFT

90  19.09935 19.09933 19.09933 19.09936 19.09934 19.09936 19.09937
95  15.07047 15.07044 15.07043 15.07048 15.07048 15.07048 15.07049
100  11.37002 11.36998 11.36996 11.37004 11.37003 11.37002 11.37003
105 811978 811972  8.11969 811981 811977  8.11978  8.11986
110 5.42960  5.42956  5.42948  5.42967  5.42960  5.42960  5.42963
115 3.36543  3.36647  3.36530  3.36559  3.36542  3.36544  3.36523
120 1.92110  1.92130  1.92097  1.92140  1.92110  1.92110  1.92078

RMSE 8.3e-05 9.4e-05 1.4e-04 9.3e-06 6.5e-06 1.5 e-04

(So = 100€, At =1 year, 0 =0.12, r =0.10 Dy =0, L = 10 and N = 1024 )

e The Lord method generates accurate results (e.g. 10~%) without explicit zero-padding.
e The Lord-FRFT method can be used to generate highly accurate (e.g. 10~7) results.

e The combination of the Lord-FRFT method with the 2-point Richardson extrapo-
lation technique gives very accurate results. For example, with N = 128, the errors
are of order 107°.

However, the combination of the Lord method with the 2-point Richardson extrap-
olation technique does not converge when the number of grid points exceeds some
value (e.g. N = 1024). This is because Richardson extrapolation cannot remove
the errors arising in the frequency domain (Recall that the mesh size in frequency
domain is fixed in the Lord method) because of the use of the FFT.

e All the methods are fast! They compute the whole set of option prices, with 1024
grid points, within 0.3 seconds. Ordering the methods from the fastest to the slowest,
we have the Lord, the Lord-FRFT, the Lord-extrapolation, and the Lord-FRFT-
extrapolation method.

e All the methods are faster than the other existing methods we compared with, such as
the QUAD-FFT method from O’Sullivan. This is due to the O(Nlog(N)) complexity
of the Lord method.

5.2.3 Results of Bermudan Put

We value a series of 10-times exercisable Bermudan put options, whose exercise prices
range from 90 to 120€. The life time, T', is 1 year, the interest rate, r, is 0.10, the dividend
rate, Dy, is 0, and the number of grid points in log stock dimension, N, is set to 1024.
The initial stock price Sy is 100€. The RMSE is taken w.r.t. the results given by Kellezi
and Webber (2003) as the benchmarck.

The results are given in Table 5.9.

We further examine the error convergence and the computational time of the Lord and
the Lord-FRFT methods. The testing results are plotted in Figure 5.9.
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European call: 0 =0.12, r=0.1 and D0=0 (a)

-2 I
‘m.,h, A byFFT
Sm. -@ by FRFT
o A
] T R~
5 """ BT A
=7 ALl
-5 S ~a
-6 I I I I
207 2"8 29 2710 2711 2712
Number of grid points
(b)
-3.5
-, O
-4 v v
B)T —— by FFT + 2point R-Ex
S = = by FRFT + 2point R-Ex
& 45
3 \
(o))
S
_5 \
\
-55 I I I I ‘
277 2”8 279 2710 2711 2712
Number of grid points
()
0.8 I
A by FFT \
-0 by FRFT
0.6[| =0~ by FFT+extr
» - = by FRFT+extr
e]
c
g 04
3]
(]
0.2

= i 1 1
2°7 278 279 2710 271 2712
Number of grid points

Figure 5.8: Errors and the computer time in Pricing Furopean call under VG process

Table 5.9: Prices of Bermudan put options under Variance Gamma process
E KW Lord FRFT Q-FFT
90 0.76115  0.76115  0.76110  0.75787
95  1.52574  1.52574  1.52578  1.53866
100  2.88152  2.88153  2.88154  2.87782
105  5.17036  5.17040  5.17042  5.19537
110 9.04064  9.04067  9.04074  9.06040
115 13.87623 13.87624 13.87626 13.89456
120 18.80965 18.80965 18.80964 18.82561

RMSE 2.18¢-05  5.20e-05  1.60e-02
(So = 100€, At = 1 year, 0 =0.2, r =0.03 Dy =0.07, L = 10 and N = 1024 )

From the table and the figure we can see that

e The Lord method and Lord-FRFT method give very accurate results (107°), and are
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BermudanPut: 0 =0.12, r=0.1 DO:O v=0.2 and 6=—-0.14 (a)

_2 T
A byFFT
-2 -0 by FRFT U
S -0~ by FFT + 2pt R-Extr
3l <A - = by FRFT + 2pt R-Extr
o .
2 35
&
2
o —4r
o
-
_4'5 |
_5 |
_55 1 1 1
2N7 2"8 279 2710 271
Number of grid points
(b)
2 T
A byFFT
-o by FRFT
-0~ by FFT + 2pt R-Extr
1.51 = = by FRFT + 2pt R—Extr
12}
©
<
g 1
Q
(%]
0.5

O |
2N7 2"8 279 2710 2711
Number of grid points

Figure 5.9: Errors and the computer time in Pricing Bermudan put under VG process

more accurate than the QUAD-FFT method (1072) in pricing Bermudan options.

e Their fast computational speed is again shown. With N = 1024, the Lord method
completes the computations within 0.25 seconds, and the Lord-FRFT method in 0.5
seconds.

e If combining the 2 point Richardson extrapolation with the Lord and the Lord-FRFT
method, we do not obtain higher accurate results.

e Considering the over all performance, when pricing Bermudan options, the Lord
method beats the Lord-FRFT method with the same accuracy but a faster compu-
tational speed.

5.3 Value of The Damping Factor

Up to now, we did not clarify what value should be assigned to the damping factor § in
the Lord algorithm (Equation 4.1):

Clt,x) = e 7T e 0 P FLePV(T,y)} - ¢(—w +iB) }. (5.13)
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In the implementations in this thesis, we have set § = 0. Experiments (Figure 5.10
with the Lord-FRFT method) show that, with At = 0.5 year, § should be smaller than 2
for call options or should be larger than -2 for put options. The number of floating point
operations is least when 8 = 0. Hence, we took 4 = 0 aiming at both a fast resolution and
a high accuracy.

10

Errors in pricing European call option with different 8 and A t=0.5years (a) Errors in pricing European put option with different  and A t=0.5years (a)
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Figure 5.10: Errors in pricing European call (left) and put (right ) options with different
damping factor g for At = 0.5 years

There are many suggestions in the literature on how to choose a proper damping
factor, such as, Carr and Maddan (1999), Raible (2000) and Lee (2004). However, one
should be aware that their research is based on Carr-Madan-inversion based transform

method, which damps the option value with e** with k = log(E), e.g. for a European
call:

é(v) = Fle*C(t)} :/ ekeck O (t)dk
= / elativ)k [e‘r(T_t) / max (es — ek, O) f(s)ds} dk

= ¢ (T /°° f(s) /S (es+°‘k — e(1+°‘)k) e*dkds
— —o0

oo
oo (a+1+4iv)s (a+1+iv)s
= eiT(Tft)/ f(s) {e c } ds

o+ v « +1+w
e—r(T—t)

B (a4 )14+ a+ i)

¢Qhwa+ng, (5.14)

where C(t) denotes the option price at time ¢ and s = log(S;); In contrast, the Lord
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method damps the payoff function with €% with = = log(S;/E) and y = log(S7/FE):
" T FlePrO(t, )}
= . / ewrePrC(t, x)dx

— 00

= /OO elwr [/OO PTO(T, x + z)f(z)dz] dz,
= /00 /OO T BT & + 2) f(2)dzde,
= / [ W= 1 + z)dm] f(z)dz,

(@i =) (T, y)dy} f(2)dz,

= / e WIBYC(T, y)dy /OO etz £(2)dz (5.15)
= Cr(w —iB) ¢p(—w +if). (5.16)

Due to this discrepancy, suggestions on damping values from the literature are usually
not applicable to the Lord method.

If we substitute C'(T,y) in (5.15) by the payoff function of a European call option,
(Ee¥ — E)T, we get

"I FlePrO(t, )}
- / Ve [B(eY — 1)] dy / Ciw+iB)z £ () (5.17)
0 —00

F{ePv[E(ev—1)]} P(—w+if)

To ensure the existence of the Fourier transform of %% [E(e¥ — 1)], it has to be in L%,
namely,

/Oo PV [B(e¥ —1)] dy < oo, (5.18)
0

or equivalently:

/ BV [E(1 - e™¥)] dy < oo, (5.19)
0
from which we can see that when § < —1 the above relationship holds.

Analogously, 3 should be larger or equal to 1 for put options.

On the other hand, when the life time of an option is extremely short, like 0.02 years
or one week, the choice of 3 becomes more important (see Figure 5.11). When At = 0.02
year, (3 should be smaller than -1 for call options but cannot be too small as the errors
would grow; § should be larger than 1 for put options but cannot be too big, either, due
to the same consideration on accuracy.

We provide as a rule of thumb:

e 3 € [—4,—1] for call options; and

e 3 € [1,4] for put options.

5.4 Conclusions

Based on the experiments we could draw the following conclusions:
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Figure 5.11: Errors in pricing European call (left) and put (right) options with different
damping factor 8 for At = 0.02 years

e The Lord method gives very accurate and fast resolution in pricing European, Bermu-
dan and American options.

e The Lord-FRFT method can be used to generate high accurate results, because
by increasing the number of grid points higher accuracy is obtained in both the
log-stock domain and the frequency domain. At the same time, aliasing artifacts of
approximating linear convolution via circular are prevented.

e The best choice for pricing European options is the combination of the Lord-FRFT
method with the 2-point Richardson extrapolation technique. There is no need to
take large number of grid points, as only 128 points can give very accurate results,
like 10~* error.

e The best choice for pricing Bermudan options are the Lord method and the Lord-
FRFT method. Both give similar accurate results, but the Lord method is a bit
faster. It is not trivial to determine the truncation range in the frequency domain
in the Lord-FRFT method, because the best truncation range differs from case to
case. Usually 512 points on each lattice give sufficiently high accuracy.

e The Lord method and the Lord-FRFT method are faster than existing methods for
pricing early exercisable options, and they also generate the most accurate results
with the same number of grid points.



Chapter 6

Two-Assets Option Pricing

An interesting feature of the Lord/Lord-FRFT methods is that they can be easily gener-
alized to high dimensions for solving multi-assets option pricing problems.

In this chapter, high dimensional Fourier transforms and fast algorithms are introduced;
After that the Lord method and the Lord-FRFT method are generalized to two dimensions;
Numerical experiments in pricing a two-asset minimum call option using the methods
follow.

6.1 High-dimensional Fourier Transforms

To be consistent with 1-D case, we use the following definitions for high-dimensional
Fourier transforms:

- Continuous-time Fourier transform in m-dimensions:

FUF(E)} = / 9 p(F) dE & (@), (6.1)
where “-” denotes inner product of two vectors,
N
a-b=> ajb;, a={a;}}",, b={b;}} ;; (6.2)
j=1

- Inverse continuous-time Fourier transform in m-dimensions:

/ } e Y R(T) di (6.3)

FME@) = o
- Discrete Fourier transform(DFT):

N;—1 ) Np,—1
m E iEn1ky 2 : 12,k
DFTkl...km{Fﬂl---nm} = e M e e Nm anl...nma (64)

n1=0 Ny =0

which can be more compactly expressed in vector notation by

N-1
DFTI??...km{menm} = eiQTr%Aan1...nmv (6.5)

=0
where i = (nq,na, -+ ,ny,) and k= (k1, ko, -+ ,km) are m-dimensional vectors,
N-1=(Ny—-1,Ny—1,--- N, — 1), the division % is performed element-wise,

and the sum denotes a set of nested summations;

58
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- Inverse DFT:

1 N-1 .

-m —i2m % -k

DFT™ AFn o} = m E BTN Py (6.6)
=1 =0

The main step in the Lord/Lord-FRFT method, from the scientific computing point-
of-view, is to approximate the continuous-time Fourier transform by the DFT using the
existing FFT algorithm. Two issues turn out to be relevant: how to discrete the continuous-
time Fourier transform formula; and how to generalize the 1-D FFT algorithm to solve
high dimensional DFT.

Consider a 2-D DFT,

N1 N2
2 12 L ky +i2m =2 k
DFTklk‘Q{Fn1n2} = Z Z € Nt N2 2F7L1TL2’ (67)

n1:0 1’7,220

we then have

Nl n N2 . n
DFTE ) {Foyny} = D 77wk (Z 6zszgk2an2> (6.8)

n1:0 n2:0

DFT131 {DFng {anz}}a (6.9)

Hence, the 2-D DFT is equivalent to two nested 1-D DFT’s, one of which is executed
along the rows and the other along the columns. The algorithm is shown in Figure 6.1:

Intermediate DFT?*{F}
[ ] [ ] [ ] [ ] [ ] *—— 06— 00—
[ ] [ ] [ ] [ ] [ ] *—— 06— 00—

e e e o o —>r> o—0 0o o 0 —>

Figure 6.1: Algorithm of 2-D DFT

The complexity of a M-dimension DFT is thus O(M NlogN), if N denotes the number
of grid points in each dimension.

6.2 The Lord Method Extended to High Dimensions

In order to use the Lord method, we need an important assumption that, the multi-variate

conditional probability density function, f, of the vector of state variables {y1,y2, " ,Yn}
conditioned on {z1,xa, - ,x,} is equal to the transition probability density {y1 —x1,y2 —
T2, " yYn —(En}:

f(yhy?» o 7yn|x17$25 T ,.’I?n) = f(yl —T1,Y2 — T2, ,Yn — xn) (610)

Bjork(1998) summaries that the solution to multi-dimensional Black-Scholes PDEs has
a risk neutral valuation form:
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Theorem 1 (Bjgrk ) Let §= {s1,82, - ,$m}* denote the vector of stock prices at time
t and F(t,5) denote the pricing function of a multi-asset option, then the option pricing
Black-Scholes PDE has the following equivalent representation:

F(t,5) = ¢ """ DE2, [V(S*(T))] . (6.11)

Here the expectation ]E(f@; is to be taken with respect to the martingale (risk-neutral) measure

—

Q, and V(S(T)) indicates the value or payoff/value of the option at time T(T > t) with
S(T) = {51,592, ,Sm}* indicating the vector of stock prices at time T; r denotes the
risk-neutral interest rate.

With the definition of expectation, we get

F(t,@) = 7@ / V@) - 1@E) di, (6.12)

m

where R™ denotes the Euclidean space, ¢ and & denote vectors of state variables at time
T and ¢(t < T), respectively.
Making use of the assumption in (6.10), and changing variables with z'= § — Z, we have

TR = | V(@E+2)-f(2) dz (6.13)
]Rm

Damping F(t, Z) with ¢ then taking Fourier transform on both sides of (6.13), we have

er(T—t)]:m{eﬁ-fF(t’f)} :/ ei@ieﬁ'fF(t’f)df (6.14)
Rm

= V(@& —if) (=& +iff), (6.15)
where

o(f) = [ 7@z (6.16)

Rm

is the characteristic function (Fourier transform) of multi-variate probability density func-
tion f(Z).
The option price can be recovered by inverse Fourier transform and un-damping:

- -,

e TOF(1,3) = e P F{V(@ - if) ¢(—3 +if)}. (6.17)

(6.17) is the basis of the Lord method in high dimensions. Before we discuss imple-
mentation, two key questions need to be answered:

e What is the multi-variate characteristic function?



CHAPTER 6. TWO-ASSETS OPTION PRICING 61

e How to build a subprogram that calculates the high-dimensional continuous-time
Fourier transforms?

Let’s assume that the underlying asset prices, S , follow Geometric Brownian Motion.
Suppose we have n given assets(“stocks”) with price processes Si(t),: -+ ,S,(t). The
asset price vector is denoted by S(t),

Sy (t)
S(t) = : : (6.18)
S, (t)

Under the objective probability measure P, the §—dynamics are given by Geometric
Brownian Motion:

dSi(t) = pSi(t)dt + S;(t)osdWi(t), i=1,---,n, (6.19)

where W7y, --- , W, are correlated P-Wiener processes.

6.2.1 The Characteristic Function

Under the risk-neutral measure Q, the drift of underlying assets prices {y;} should be the
risk-less return (r — D;), with r denoting the risk-neutral interest rate from a bank and
D, the dividend rate from the underlying stock. Then the dynamic model under the Q
measure for S becomes

ds; = (T—Di)sidt—FSiO'idWi, 1=1,---.n, (6 20)

dW,dW] = pijdt, ’

where W is a Q-Wiener process and p;; is the correlation between S; and 5.

We can derive mathematical models for functions of asset prices with the help of the
multidimensional It6’s formula.

Theorem 2 (The multidimensional It6’s formula) Take a vector Wiener process W =

Wy, -+ ,W,) with correlation matriz p given, and assume that the vector process X =
(X1, ,X,) has a structure
dX; = widt + o;dWi,i=1,---  n. (621)

Then the differential of the process f(t,)z(t)) is given by

_Jof " of 1 - o f " of
df = E+;Mz%+§'z Uzajpum dt+;Uz%sz- (6.22)

ij=1

=,

Apply (6.22) to f = log(S), we find that the marginal density function of log(.S;) under
risk-neutral measure follows the normal distribution:

log(S;i) ~ N (i, 04), (6.23)
with 1
i = (1o0(s9) + 7= D= 3o ) (T - (6:24
and

o, = o, VI —t. (625)
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Hence S follows the multivariate Normal distribution, whose characteristic function is
given in the literature.
For example, the characteristic function of a bivariate Normal distribution is given by:

¢(U17U2) E\/ / ei(U1$1+’U2w2)f(x1’x2)dx1dx2 (626)

=l
B 27‘[’0’10’2 1—/)2 —o0 J —o0

ei(v1w1+vza:2) exp |: dlL’lde, (627)

=]

with

- +
O'% 0109 O’%

L= {(1‘1 —m)?  2p(xy — ) (w2 — p2) | (22— M2)2] . (6.28)

By rewriting the exponential e?*® as (cos(vz) + isin(vr)) and evaluating the Gaussian

integral
/ e Iy = / cos(va)e™* dx = | [T /4, (6.29)
—0 —00 a

we finally obtain the explicit form of the characteristic function as
. Lo 99 2,2
@(v1,v2) = exp |i(vip1 + vape) — 5(01111 + 2po10203v + 05V3) | (6.30)

6.2.2 The Subprogram

In the 1-D implementation, we have built up a subprogram in Chap.4.1 that takes in a
sampled input function and returns the value of the 1-D continuous-time Fourier transform
on the input function at discrete points.

Due to the fact that a M-dimensional Fourier transform is equivalent to M nested
1-dimensional Fourier transforms, we can make use of the 1-D subprogram for the imple-
mentation in high dimensions.

For example, a 2-D subprogram, with input a sampled N x N matrix that returns the
value of a 2-dimensional Fourier transform on the input function at the N x N discrete
points in the frequency domain, can be constructed as described in 6.2.

STEP1: Take in the matrix that contains the sampled value of an input
function, say, Fyxn-

STEP2: Call the 1-D subprogram, for all row vector of F, and store the
returned results in an intermediate matrix.

STEP3: Transpose the intermediate matrix.

STEP4: Call 1-D subprogram again, pass in all row vectors of the inter-
mediate matrix, and store the final results.

Figure 6.2: Algorithm of the subprogram in 2 dimensional case

For cases higher than 2D, the algorithm can be set up in a similar manner, only
that, each time N™~! row vectors are passed into the 1-D subprogram, and the 1-D
subprogram is called M times. Hence, the complexity of the M dimensional Lord method
will be O(NM -log(N)) in total.

The Lord-FRFT method in high dimensions is constructed in exactly the same way as
the Lord method, only that the subprogram is based on the 1-D FRFT subprogram.
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6.3 Pricing a 2-asset Min-Call

In this section, the accuracy and computational time of the methods are evaluated for a
two-asset minimum call option.
The payoff function of a 2-asset minimum call option is given by

Payoff = max{min(S;, S2) — F, 0}, (6.31)

with S; and S5 denoting the two underlying assets prices, and E the exercise price (Figure
6.3).

Iog(SzlE) -1

Figure 6.3: Payoff of a 2-asset min-call

The analytical solution for a European style 2-asset minimum call option is given by!:

(log(S1/52)) = 30°VAt (poy — 72),
J\/E ’ o
(log(S2/S1)) — 50°VAL (poy — 01))

Ux/E ’ o
—Ee RAtN, (2,71, p), (6.32)

M = SQNQ(’YQ + ooV At,

+S1Na(y1 + o1 VAL,

where Na(a, 3,0) is the bivariate cumulative standard normal distribution with upper
limits of integration o and (3, and coefficient of correlation 6, with

M= [log(Sl/E) +(R— ;U%)At:| Jo1VAL, (6.33)
Y2 = {log(&/E) + (R - ;ag)At} JoaVAL, (6.34)
0? = 0% 4+ 02 — 2p0o109. (6.35)

IStulz, 1982
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Figure 6.4: Numerical results in pricing a 2-asset min-call option
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We work again in the log-stock domain and set up grids in two dimensions y; =

log(S1/E) and ys = log(S2/E) the same way as in 1-D.

Both the Lord method and the Lord-FRFT method are employed in pricing a two-
asset minimum call option, as well as their combinations with the 2-point Richardson

extrapolation technique.

The RMSE is calculated as w.r.t. the analytical solution and taken as an indicator of

the method accuracy.

Numerical results are summarized in Figure 6.4. They show that,

e Both the Lord and the Lord-FRFT method bring a smooth error convergence as the
number of grid points increases, up to the point where error due to truncating the
infinite integration (in the continuous-time Fourier transform formula) dominate.

e Both the Lord-extrapolation and the Lord-FRFT-extrapolation method give accu-

rate results with only a few grid points.

e The methods are still very fast.

e The methods that incorporate Richardson extrapolation technique beat the other
two without extrapolation in terms of CPU time and accuracy. From the Figure
(6.4), we could see that, with 128 grid points the Lord-FRFT-extrapolation and the
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Lord-extrapolation methods finish the computation within 0.5 seconds and return
very accurate results of order 1074,

The advantages in both accuracy and computational speed of the Lord and the Lord-
FRFT method remain in solving 2-D problems. The 2-point Richardson extrapolation
works very well together with the Lord and the Lord-FRFT methods. That is due to
the fact that the leading error is from the trapezoidal rule, whose order is known exactly
(O(h?)). Thus higher order of accuracy can be expected by using more accurate quadrature
rules, like Simpson’s rule.

However,the truncation error brought by the action of truncating the infinite integra-
tion domain is more significant in 2-D case than in 1-D case, given the same truncation
range in the log-stock domain. That can be explained as, in the 2-D case with infinite
integral is truncated twice because there is a double integration in 2-D continuous-time
Fourier transform formula (6.1), whereas it is truncated only once in the 1-D case.

Hence, a larger truncation range L needs to be taken for high-dimensional cases.

Nevertheless, with L = 10 we obtain satisfactory accurate results (10~%) in the 2-D
case.



Chapter 7

Conclusions and Discussions

This thesis deals with a recently developed method in option pricing: the Lord method.
It’s performance is enhanced by the use of the fractional Fourier transform(FRFT) and
Richardson extrapolation.

The basic idea of the Lord method is to depart from the risk-neutral valuation formula
for European options, take Fourier transform, and rewrite the new formula in a form of
linear convolution of the payoff and the density function of log-stock distribution. The
Fourier transform of the density function, the characteristic function, is more often avail-
able than the density itself. The option value can be recovered by inverse Fourier transform
on the product of the transformed payoff and the characteristic function.

Due to a large amount of zeros in both, the payoff function and the characteristic
function, zero-padding needs not to be incorporated for satisfactory accuracy.

The idea of the Lord-FRFT method is to use the FRFT algorithm instead of the
FFT. The usage of FRFT enables one to gain higher accuracy in the frequency domain
by increasing the number of the grid points. This is not possible with the Lord method
because the application of the FFT puts a restriction on the mesh sizes in log-stock and
the frequency domain.

On the other hand, the FRFT involves explicit zero-padding, thus aliasing artifacts
will not be present and a very high accuracy can be obtained by the Lord-FRFT method.

Due to the fact that the leading error term is from the trapezoidal rule and the order of
the error is known as O(h?), the incorporation of 2-point Richardson extrapolation gives
highly accurate results with only a small number of grid points. This is a conclusion w.r.t.
European options, both under GBM and under the VG process.

All four methods (the Lord, the Lord-FRFT, the Lord-extrapolation, the Lord-FRFT-
extrapolation) are employed in pricing European, Bermudan and American options.

Conclusions on the performance (accuracy, error convergence and the computational
time) of the four methods in pricing European, Bermudan and American options are that:
the Lord-FRFT method is the method of choice in pricing European options, as it can
give highly accurate results, and its computation efforts can be greatly reduced by adding
a 2-point Richardson extrapolation; the Lord method also gives accurate results in pricing
European options, and it is superior in pricing Bermudan and American options due to
its high computational speed in obtaining the required accuracy.

A discussion on the choice of the damping factor is also given. The damping factor 3
cannot be larger than —1 for call options, or cannot be smaller than 1 for put options. A
rule of thumb is provided by, § € [—4, —1] for call options and § € [1,4] for put options.

Finally the methods are generalized into two dimensions. A two-asset minimum call
option is priced using the 2D variants of the methods.

Numerical results show that the advantage in both accuracy and computational speed
of the Lord and the Lord-FRFT method in 1-D remains in 2-D case. The 2-point Richard-

66
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son extrapolation works fairly well when incorporated with the two methods. But a large
truncation range needs to be taken in 2-D case than in 1-D case.

Although the methods are very fast in one and two dimensional cases, they need tensor-
product grids and therefore cannot break the ‘curse of dimensionality’.

The methods are not applicable to those cases where the conditional density does not
equal to transition density.

7.1 Future Works

Error bounds of the Lord and Lord-FRFT method need to be analyzed.

In the next step of our research, high dimensional option pricing problems are to be
solved using the methods proposed.

Also, in the multi-dimensional case, we need to study how correlation parameters and
the damping factors are to be incorporated with the accuracy and error convergence.

Breaking of the ‘curse of dimensionality’ is also a topic of future research.
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Appendix A

Derivation of Black-Scholes
Formula

A.1 Boundary Conditions of European Options

In order to get a unique solution, final and boundary conditions for Equation (2.27) must
be provided.

Equation (2.27) is a backward linear parabolic equation; its highest derivative with
respect to S is a second derivative, and the highest derivative with respect to t is a first
derivative. Thus, two conditions in S should be imposed, but only one in t.

It is important to remember that the parabolic equation cannot be solved in the wrong
direction; that is, impose an initial condition on a forward equation, whereas final condition
is needed for a backward equation. Otherwise, the problem is ill-posed.

For a European call option, the final condition is

C(S,T) = max(S — E,0), (A1)

and the ‘spatial’ or asset-price boundary conditions are applied at zero asset price, S = 0,
and also for S positive infinity. From (2.5) we can see that if S is zero then dS is also
zero, and remains zero for every t. This is the only deterministic case of the stochastic
differential equation (2.5). Thus, the call option is worthless on S = 0:

C(0,t) = 0. (A.2)

If the asset price increases it becomes ever more likely that the option will be exercised.

So,

C(S,t)~S as S — o0. (A.3)
Analogously, for a European put option, the final condition is
P(S,T) = max(E — S,0). (A4)
And boundary condition
P(0,t) = BEe~"(T=1); (A.5)
when r is fixed; or
P(0,t) = Be~ /i r(mdr (A.6)
and
P(S,t) -0 as S — oc. (A7)



APPENDIX A. DERIVATION OF BLACK-SCHOLES FORMULA II

A.2 Derivation of Black-Scholes Formula

Equation (2.27) can be transformed to the simple diffusion equation by changing of vari-
ables:

With
S = FEe*, (A8
T
t = , A9
%02 ( )
C = Ev(z, 1), (A.10)
we then get
v 0% v
— = k—1)— —k All
or  Ox2 +( )695 v ( )
with
r
k= ?, (A.12)
v(z,0) = max(e” — 1,0). (A.13)
With
v = e TPy (z, 1), (A.14)
for some constants o and 3 differentiation gives
ou 9 ou  9*u ou
== == - ) — ku 1
ﬁu+8T au+2a8x+8x2+(k 1)<au+az> ku (A.15)
By choosing
0=2a+(k-1),
B=a*+(k—-1)a—k.
we get
ou  *u
— =— for— Al
5 = a2 for oo < x < oo, T >0, (A.16)
with ) )
u(z,0) = up(z) = max (ea<k+l>w — eplk=Da o) . (A.17)
We now find . - ,
(@=s)
= — T . Al
u(x, ) Nz /_OO uo(s)e” ar ds (A.18)

Replacing the variables of E and ¢, we get the exact solution of the Black-Scholes equation

for a European call:
C(S,t) = SN(dy) — Ee " TV N(dy), (A.19)

with the cumulative distribution function N(-) for a standardized normal random variable,
given by

1 T,
and
_log(S—E)+ (r+ 103 (T —t)
dy = — , (A.21)
_log(S—E)+ (r—30%) (T —t)
do = — , (A.22)



