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Abstract

In this paper we will study an option pricing problem in incomplete markets by an
analytic point of view. The incompleteness is generated by the presence of a non-
traded asset. The aim of this paper is to use the semigroup theory in order to prove
existence and uniqueness of solutions to generalized Black-Scholes type equations
that are non-linearly associated with the price of European claims written exclusively
on non-traded assets. Then, we derive analytic expressions of the solutions. An
approximate representation in terms of a generalized Feynman-Kac type formula is
derived in cases where an explicit closed form solution is not available. Numerical
examples are also given (see Appendix E) where theoretical approximations and
numerical tests reveal a remarkable agreement.

Keywords: Option pricing, indifference price, partial differential equations, (C)
semigroups, approximate pricing formula, numerical tests.

1. Introduction

As explained by L. E. O. Svensson in [25]: “In the literature of international finance,
the existence of income from non-traded assets seems to be the rule rather than the
expectation. The existence of non-traded assets could be a result of asset market
imperfections, which in turn are caused by the usual reasons: transaction costs,
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moral hazard, legal restrictions, etc. As examples we can think of an individual
who cannot trade claims to his future wages for obvious moral hazard reasons; a
government which cannot trade claims to future tax receipts; or a country which
cannot trade claims to its gross domestic product (GDP) in world capital markets”.

Finding solutions to portfolio problems in a continuous time model when there
is some income from non-traded assets, can be seen as the problem of pricing and
hedging in incomplete markets, where incompleteness is generated just by non-traded
assets that prevent the creation of perfectly replicating portfolio. Thus the evalua-
tion based on replication and no arbitrage assumptions is no longer possible and new
strategies to price and hedge derivatives that are written on such securities are needed
(see, for example, Musiela and Zariphopoulou [19] and references therein). A pricing
methodology is based on utility maximization criteria which produce the so called
indifference price. ”The pricing mechanism is based upon the parity between the
maximal utilities, with and without employing the derivative. The residual amount
gained from granting the option, which renders the investor impartial towards these
two scenarios, is called the indifference price” (see [20, p. 1]). By this approach the
price is not determined with respect to the risk neutral measure as in a complete set-
ting, but with respect to an indifference measure: “describing the historical behavior
of the non-traded asset. In fact, it refers to which is defined as the closest to the risk
neutral one and, at the same time, capable of measuring the unhedgeable risk, by
being defined on the filtration of the Brownian motion used for the modelling of the
non-traded asset dynamics” (Musiela and Zariphopoulou [19] p.3]). The indifference
pricing problem and the underlying utility-optimization problem are well character-
ized by martingale duality results (see [12]), by stochastic differential equations (see
[23]) and by non-linear partial differential equations (see [3]). The utility-based price
and the hedging strategy can be described by the solution of a partial differential
equation, in analogy to the Black Scholes model [2], but it is more difficult to obtain
the explicit solution in specific models.

Musiela and Zariphopoulou in [19] derived the indifference price of a European
claim, written exclusively on the non-traded asset, as a non-linear expectation of the
derivative’s payoff under an appropriate martingale measure. The aim of the present
paper is to give a closed form representation of the indifference price by using analyti-
cal tools based on (Cj) semigroup theory, which is often useful to study the evolution
in time of some problems coming from Mathematical Physics, Mathematical Finance
and other applied sciences (see e.g. [10], [13], [14], [5]). A different approach to com-
pute closed form approximate solutions of one-dimensional parabolic equations, with
variable coefficients, associated with option pricing problems can be find in [6] (see
also references therein).



The paper is organized as follows. After a short discussion in Section [2] in Section
we will focus on initial value Cauchy problems associated with operators of the type

1
Lu = é(cx +d)*u" + [(yr + ) — O(cx + d)|u,

acting on the space of all real-valued continuous functions in a suitable unbounded
real interval having finite limits at the endpoints. Here the domain of £ depends on
the coefficients of v/, u”. Useful generation results are shown and, further, an analytic
expression of the solution to the associated Cauchy problem is derived. In the next
Section [4| approximate solutions expressed in terms of a generalized Feynman-Kac
type formula are given when explicit closed forms are not available. Some numerical
applications and examples are also presented in order to compare the approximate
solutions with benchmark formulas in the literature. These applications confirm the
accuracy and the fast convergence of the proposed approximation formulas, thus
showing that an approximate representation of the indifference price is particularly
helpful in cases where exact pricing formulas fail because their coefficients cannot be
explicitely computed. Section |5 deals with the conclusions.

2. Analytic Problem

We consider the market environment with two risky assets assumed by Musiela and
Zariphopoulou in [19]; the price S of the traded asset is a geometric Brownian motion,
i.e. it is the unique solution of the following SDE

dS, = pSydr + 0S.dW,, 0<t<r, (1)

with initial value Sy = s > 0, p € R, 0 > 0. The dynamics of the level Y of the
nontraded risky asset is described by a general diffusion process satisfying the SDE

dY, =b(Y, 7)dr +a(Y,,7)dW,., 0<t<T, (2)

with initial value ¥; = y € R, where the coefficients b(-, ) and a(-, -) satisfy enough
regularity for to have a unique (strong) solution. The processes {WT,T > 0}
and {W,, 7 > 0} are standard one-dimensional Brownian motions defined on a given
filtered probability space (2, F, (F;). <o, P), where F, is the o algebra generated by
{Wu, Wy, 0 < u < 7}. The Brownian motions are correlated with instantaneous
correlation coefficient p € (—1,1). It is assumed that the derivative to be priced is
a European claim written exclusively on the nontraded asset, whose payoff at the
maturity 7' > ¢ is of the form ¢ = G(Y7), being G a bounded function. Moreover,
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trading occurs in the time horizon [¢, T| and only between the risky asset with price S
and a riskless bond B = 1 with maturity 7', yielding constant interest rate 0 < r < p.
Without any loss of generality, we assume that r = 0.

In the framework described above, the individual risk preferences are modelled
via an exponential utility function

U(zx) =—e ™, x€eR, (3)

where > 0 is the risk aversion parameter. Then according to the approach to
pricing based on the comparison of maximal expected utility payoffs, Musiela and
Zariphopoulou [19] derived the writer’s indifference price of a European derivative
with payoff e = G(Y7) in the following closed form (see [19, Theorem 3))

1
n(l—p?)

for (y,t) € R x [0,T], where the pricing measure Q is defined as follows

h(y,t) = In Eq[e"! )90 |y, =y, (4)

@(A)_Ep[exp( pa WT—%,O >1A] AeFy. (5)

The above measure is a martingale measure that minimizes the entropy with
respect to the probability measure P, i.e. it is the minimum

AP dP
in the class M of all P-absolutely continuous martingale measures () ([I9, Theorem

2]).

In particular, under the measure Q, Y, satisfies the following SDE
dy, = (b(Yr, 1) — pﬁa(YT,T))dT + a(Y,, 7)dW,, (6)
o

where W, = W, + pE7 is a Brownian motion. Hence, (Y;)¢po,r) is a diffusion process
with the infinitesimal generator

9 1 o2 i 0
E + @ (y77>8_y2 + (b<y77-) - IOE a(y77—>)a_y'

Remark 2.1. In complete arbitrage-free markets every financial instrument can be
replicated. Thus by using self-financing and replicating portfolio strategies, the

4



arbitrage-free representation of a contingent claim at a time 0 < ¢ < T' is uniquely
determined as the conditional expectation of the discounted payoff function under
the unique risk-neutral martingale measure (see, e.g., [24, Section VI.1]). As men-
tioned in the Introduction, in incomplete arbitrage-free markets financial instruments
are not, in general, perfectly replicable. Further, asset pricing will depend on the
utility function of investors. Thus a specific martingale measure, which is defined as
the closest to the risk-neutral one, must be determined by certain optimality crite-
ria to price a contingent claim. Frittelli in [12] showed that if the minimal entropy
martingale measure exists, it is unique and is equivalent to P.

Our aim herein is to give an explicit representation for the indifference pricing func-
tion h(y,t) that, by (), can be written as

h(y,t) = Inw(y,t),

1
n(l—p?)
where

2
w(y, t) = Egle"™ P90 1Y, = y. (7)

Under the usual regularity for the Feynman-Kac approach (see, for example, [21]
Section 8.2]), w(y,t) solves the Cauchy problem

Bt 3a(y, )58 + (b(y,t) — pLa(y,t)) 22 =0, (y,t) eRx[0,T),

) (8)
w(y7 T) — 677(1—0 )G(y)’ y e R’

where y = Y} is a dummy variable for any ¢ € [0, T]. To give an explicit representation
of h(y,t), we will prove existence and uniqueness of the solution to problem by
a semigroup approach. Observe that, in a perfect correlation between the traded
and the non-traded asset, i.e. when p? = 1, and, in addition, the coefficients in ()
are b(y,t) = py and a(y,t) = oy, the market becomes complete and the indifference
price h reduces to the usual Black-Scholes model [2] (see [20, Theorem 2.3]).

With the variable change u(y, t) = w(y, T —t) the problem ({g]) can be transformed
from a backward to a forward parabolic problem

o= 1a2(y, )55 + (b(y.t) — pha(y, 1) 3%, (y.t) € R x (0,77,
; (9)
u(y7 O) — 677(1—1) )G(y)’ y e R

Once we consider @D, we may do so for 0 <t < +o0.
The coefficients a(-,-) and b(-, -) are assumed of the type

a(Yr,7) i =c;Yr+d-, b(Y:,T) =Y+ 0r, (10)



where c¢,,d,,~,,d, are suitable functions depending on 7. This assumption is not
restrictive from a financial point of view, because it is often possible to reduce a(-, -)
and b(-,-) to (for more details the reader can refer to [11]).

In the sequel, we shall focus the discussion on the autonomous case, i.e. we assume

aYy,r)=aY,)=cY, +d, bY,,7)=bY,)=~Y,+0,

for any 7 > 0, with ¢, d, v, 6 € R. Under this assumption, obviously, the SDE @
has a unique strong solution (see, for example, [21], Section 5.2]).

Remark 2.2. We notice that assumption is suggested by Musiela and Zariphopou-
lou in [20]. Indeed, they indicate as possible candidate for the dynamics of the non-
traded asset a class of diffusion processes for which a(y) = d, b(y) = vy + 0, with
d,7v,d € R. We shall examine this particular case in Section [3

3. Semigroup Approach: generation results and explicit representations

Let J = (r1,72) be a real interval with —oo <7 < 7y < 400 and C(J) be the space
of all real-valued continuous functions in J having finite limits at the endpoints rq,
ro. We consider the following abstract Cauchy problem

w = Lu, inJ x (0, +00),

(ACP) { (11)

u(z,0) =g(z), =€ J,

where L is a differential operator of the type Lu = m(z)u” + q(x)u’ acting on C(J),
with the maximal domain

Dy (L) ={u e C(J)NC*(J)| Lu € C(J)}. (12)
For our purposes .
Lu = §a2(x)u" + (b(z) — fa(x))/,

with a(z) = cx +d, b(x) = yr + 0, and ¢, d,~,d,0 € R constant parameters. Here
0 = pp/o, where the parameters p, p and o are defined in Section . Thus we can

write ]
Lu = §(cx +d)*u" + ((yx + ) — O(cx + d))u'. (13)

The initial condition of is
glx) = "1=PE@ e g, (14)
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where 1 > 0 is the risk aversion parameter and G € C(J).

In order to solve the (ACP) (1)), we will start by showing the existence of a (Cp)
semigroup generated by £ on C(J), under the additional assumption dc = d.

A preliminary result is presented in the following.

Lemma 3.1. Let us assume that c, d, 7, 6 satisfy
(0c =dvy) and (c,d) # (0,0). (15)

Then the operator (L, Dy(L)) has one of the following expressions, for any u €
DM([’>7

1
Lu = §c2x2u" + k', if d=0, (16)
1
Lu = §d2u” + kou!, if ¢ =0, (17)
1
Lu = §d2(l€m + 1) + ks(kx + 1)u', if ¢ # 0andd # 0. (18)

Here ky = v — fc, k‘g:é—@d,k:%, ks =ke if y# 0 and ks = —0d if vy = = 0.
Moreover, for v # 0 and d # 0 we havekzgz%.

Proof. See Appendix O
We are now in a position to state our first main result of this section.

Theorem 3.2. Assume that c, d, 7, d, 0 € R satisfy and the operator L 1is
defined by with domain Dy (L) given by (12). Then the operator (£, Dy(L))
generates a positive (Cy) contraction semigroup on C(J). Here J = (0,+00) if L is
of the type , J =R if L is of the type and J = (—%l,—i—oo) if ¢ >0 (resp.

J=(—o00,—9) if ¢ <0) if L is of the type ([18)).

Proof. As consequence of Lemma , the operator L takes the form or or
(18). In the case L is of the type (16), then, according to [I5, Theorem 3.2], the
operator £ with domain Dy, (L) generates a positive (Cy) contraction semigroup on
C[0,+00]. In the case L is of the type (L7), the assertion follows from [I5, Section
IV] and J =R.

Finally, let us focus on £ of the form . Let us proceed with the change of variable

z2=®(x) =kr+1, (19)



where k& = %. If ¢ > 0 (analogous arguments work for ¢ < 0), then the operator

L acting on C[—%, —i—oo] can be transformed in the operator £ acting on C[0, +o0],
where

1.
Lv = 5]{:2221}" + kskzv', (20)

with k = kd, and ks defined as in Lemma [3.1 We observe that D(L) has the
same expression of Dy (L) where J is replaced by (0,400) (see [I5, Theorem 3.2]).
Consequently, L is of the type on C[0,+oc]. Thus, according to the above
arguments, L generates a positive (Cp) contraction semigroup on C0, +0c], where
Dy(L) is obtained easily from Dy (£). Hence, Lemma and Remark imply
the assertion. [

Remark 3.3. Direct calculations and known results concerning Feller classification of
the endpoints (see [10, Chapter VI, Section 4]) allow to show that Dy/(L£)) coincides
with

r—r1
T—=T9

Dw(L) = {u c C(J)NC*(J)| lim Lu(z) = O},
provided that the assumptions of Theorem hold.

The next step is to give an explicit representation of the solution to , the second
main result of this section.

Theorem 3.4. Under the assumptions of Theorem fized g € C(J) and for any
(x,t) € J x [0,400) the explicit solution to the problem is given by
Case 1: Ifd =0,

+oo
u(z,t) = / (22 p(t, y)dy, (21)
with J = (0,+00) and ¢ = L2y — /20 —
Case 2: Ifc=~v=0,

o

u(z,t) = /:O g (:r + %(wt + y)) p(t,y)dy, (22)

with J =R and w = Y2(5 — 0d).
Case 3: Ifd # 0 and ¢ # 0,

u(x,t) = /_Jroog(e;i(xtw)(k’x +1))p(t, y)dy, (23)

oo



with J = (—%l,—i—oo) if c>0 (resp. J= (—oo,—%) if c<0)and x = ‘/75163 — \%
In all cases . ,
ty) = e, t>0,yeR. 24
p(t,y) e Y (24)

Proof. Case 1. According to Lemma [3.1] if d = 0 the operator £ can be written as
c
in (16). Thus define the operator Gu := — zu’ with domain

V2

D(G) = {u € C[0,+00] N CH(0, +00) |/, zu" € C[0, +00]}. (25)

Hence, the square of G is given by
G*u = %x (%xu’)/ = C—2m2u” + C;xu',
with domain
D(G?) = {u € D(G)|Gu € D(G)}
= {u € C[0, +00] N C*(0, +o0) |/, 2/, x(x) € C[0, +00]}.

Therefore, for any u € D(G?), the operator £ can be written as

Lu = G*u+ YGu, (26)

with ¢ = ‘/757—\/59—\%. Notice that (G, D(G)) generates a (Cy) group on C0, +0o0]
and, according to [15], Section 3], it is a suitable perturbation of (G?, D(G?)). Hence,
by [13, Chapter II, Section 8], (£, D(G?)) generates the following (Cj) contraction
semigroup

T(t)g(x) = /OJroo (g(e%(dlt'i'y)x) + g(e%(wt_y)x))p(t,y)dy

—+o00
= / g (22 p(t, y) dy

—00

for any ¢ > 0, and therefore the representation follows.
Case 2: If ¢ = v =0, then the operator £ can be written as in . Let us define
d ,

Gu = Eu, D(G) = {u € C(R)|u' € C(R)}. (27)



Then, the square of G is given by

2 _i iu/ /:d_2u//
=) - -
with domain
D(G*) = {u € D(G)|Gu € D(G)} = {u € C(R)NC*R)|«/,u" € CR)}.  (29)

Thus, for any u € D(G?), L can be written as

1
Lu = 502:1:21/’ + kv’ = G*u + wGu, (30)
with w = \/75(6 — 0d). The operator (G, D(G)) generates a (Cy) group on C|0, +o0]
and according to [15, Section 4], it is a suitable perturbation of (G%, D(G?)). Then
(L, D(G?)) generates the following (Cj) contraction semigroup

T(t)g(x) = /;OO (9 (z + %(wt + y)) + g(ﬁﬂ + %(wt - y)))p(t y) dy
= [ ol St n) e an

and therefore the representation follows.

Case 3: If ¢ # 0, d # 0 the operator £ can be written as in . By the change
of variable , L can be transformed into the operator £ defined in (20, acting on
C10, +o0]. Hence, let us define

k
Guv = Ezv’, D(G) = {v € C[0, +00] N C*(0, +00)|v', 20" € C[0, +00]}.
Thus, the square of G is given by
ko k i i?
G*v = EZ(EZU/)/ = 3221)” + 331/,

with domain

D(G?) = {v € D(G)|Gv € D(G)}
= {v € C[0,4+00] N C*(0, +00)|v/, 20/, z(zv") € C[0, +o0]}.
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Therefore, for any v € D(G2), L can be written as

Lv = G*v + G, (31)

where y = \/75 ks — \% Analogous arguments as for the Case 1 lead to state that

(L, D(G?)) generates the following (Cj) contraction semigroup

oo k
vwmuw:[ g (1 (ke 4 1)) p(t, y) dy

[e.e]

forany t > 0 and x € J = (—%,—I—oo) if c >0 (resp. x € J = (—oo,—g) if ¢ < 0),
and therefore the representation follows. O

Now let us prove the existence and uniqueness of the solution to without
assuming that holds.

In the next theorem we suppose that ¢ = 0, v # 0. This implies d > 0 because
the diffusion coefficient a(z) = cz + d in the SDE () must be positive.

Theorem 3.5. Assume c =0, v# 0, d >0 and 9, 0 € R, so that L, with maximal
domain Dy (L) defined in (12)), takes the form

Lu— %d%” - (ya+ (5 — 8d)) . (32)

Then, for any g € C(R), there exists a unique solution to the (ACP) .
Proof. First of all, we note that the operator £ in can be rewritten as

1 0 —0d
Lu = ~d*u" + 7(:1: + g) u'. (33)
2 ¥
Thus, by the change of variable
0 —0d
B W C L) (34)
Y
the operator is transformed in the following operator
~ 1
Lu==d*u" +yzu'. (35)

2

Hence, to prove the existence and uniqueness of the solution to (ACP), it is suffi-

cient to show that the boundary endpoints +o00 are of entrance or natural type (see
Theorem |A.4)).
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We start to study the boundary point —oo. For sake of simplicity, we set zp = —1
and compute (see Definition [A.1))

2
W(z) = exp (— % ds) = exp (—%(22 - 1)) = e %™,
-1

with o = — 2 # 0. Then

—1 —a -1 9 az? —a -1 1
/ W(z)dz = c / aze dz = ¢ i
e 2a

z 2c
Observe that, by twice integration by parts,

1d 2 1 - 1 2 3 1 d 2
Z (e dy = —e® az 2 — (e d
/ zdz () dz 2° * 203° * 402 | 25 dz(6 ) dz,

(") dz.

—00 oo R dz

and therefore, as z — —o0

12

1d 2 1 .2
/ — (e ) dz ~ —e**". (36)

zdz z

Moreover, by noting that in our case m(z) = d?/2, so that (m(z)W(z)) ™t = 2;eo?
we compute

z 2e” i 2 e” = 1d 2
-1 _ —as — - —as
/ (m(s)W(s)) " ds = =] e ds v / s (™) ds.

—0o0

With similar arguments as before it follows that, as s — —oo

12

1d, .. 1
/;£(e )ds ~ —e . (37)

Assume a > 0 (i.e. 7 < 0). Thus by we can conclude that W & L'(—o0, 2)
and hence, by Lemma [A5 R ¢ L!(—00, ).
Further, by and Remark , we compute

/_o: Q=) dz = /_ o: ( /_ ;<77”L<S>W(s))1 ds) W(2)dz

I | 1 [t1
~— il P —dz = +00,
z

ad? |_ 2 ad? [,

and therefore Q € L'(—o00, 2).
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Assume now o < 0 (i.e. v > 0). Thus by we can conclude that (m(z)W(z))™! &
LY(—00, 2) and hence, by Lemma [A5, Q & L*(—o0, 2).
Further, by and Remark [A.( M we compute

/_:R( dz—/ (/ W(s ds) m(z)W(z))"' dz

I

N— e e dy = —— —dz = 400,
.z

ad? |_ 2 ad?

and therefore R ¢ L'(—00, z). We can then conclude that —oo is of natural type
for all a0 # 0.

We consider now the endpoint +o0o, set zg = 1 for sake of simplicity. Similar
calculations as carried out for —oo allow to conclude that 4+oc0 is of natural type too,
for all @ # 0. By Lemma the boundary points 00 have the same type of Feller
classification with respect to the operator £. This completes the proof. O]

We will proceed to prove a generation result for the solution to the (ACP) (11]) when

condition is not verified and ¢ # 0.
Thus the operator L is defined by

Lu— ;(cx + AP+ (v + ) — B + d))ed, (39)

Fix ¢ > 0 (analogous arguments work for ¢ < 0) and consider the change of vari-

able 2 = ®(z) = cx + d, where ® is the isomorphism that maps C'(—¢, +00) into
C(0,+00). Then L is transformed in the following operator

Lv = aez?" + (ay 2 + ag) v/ (39)

where

C2

a0:5>0, ag=(y—0c)eR, ag=(dc—~d)#0 (40)

(if iy = 0, then condition holds).

We are now in position to prove the third main result of this section.
Theorem 3.6. Assume c #0, d, v, 0, 0 € R and consider the operator L defined in
with the parameters given in . Denote by

hy=—"LeR, hy= "2 £0. (41)
ao Qo

Then
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i) for any hy € R and hy > 0, the operator L with mazimal domain
Dy(L) = {v € C[0,4+00] N C?[0, +00)| Lv € C[0, +00]},
generates a positive (Cy) contraction semigroup on C[0, +00].
it) for any hy € R and hy < 0, the operator L with Wentzell domain

liH(l] Lo(z) = 0},

z—+4oo

Dy (L) = {v € C[0, +oo] N C?[0, +o0)

generates a positive (Cy) contraction semigroup on C10,+o0].

Proof. Consider J = (0,400). According to Theorem , the proof is based on
the Feller classification of the endpoints 0, +o0c. First, we study the boundary point
z = 400. Set zg = 1 for sake of simplicity. For any z > 0, we compute (see Definition

A)
: 1
W(Z) —eXp<—/ (Oéls——i;aﬁds> :exp(__ |:061an— %+052:|)
1 QoS Qp z

— ehehgha/z

and
6h2 efhg/z

(m(z2)W(2))~" = oy ST

Withhlz—g—éGRanth:Z—i%o.
Assume hy > 0. Since e"?/# > 1 for all z > 0, we obtain
+oo

“+o00
W(s)ds =e" / steh2/s s
+oo +00, Zf hl > —1
> e_hQ/ sMds = o—ha2 S+l (42)
z

- ifh < —1.
h1—|—1 9 Zfl

Hence W & L*(z, +00) if hy > —1 and therefore, by Lemma [A.5 R ¢ L!(z9, +00).
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If hy < —1, by Remark and we have
+o0o +oo +oo
/ R(z)dz :/ ( W (s) ds) (m(2)W(2)) ' dz
1 1 z

1 +o0 N efhz/z
> - 1+1 —d
ap(hy + 1)/1 © vz F
> L /+OO L d +
_ —dz = 40,
aglh1 +1) ), =z

where the last inequality follows by observing that e™"2/# < 1 for z > 1 Moreover,
for any z > 0 we compute
400 ehQ 400 €_h2/5
W(s)) tds = — ———ds
z (m(S) Qo J, shi+2

(e7"2/s > e7M2/% for all s > 2)

> Z—e_im/z/ i ds = e . (43)
' ’ ao(h1+1) 2P if h > —1.

Hence (mW)™! & Ll(z,+00) if hy < —1 and therefore, by Lemma [A.5] Q ¢
L1(20,+OO).
If hy > —1, by Remark and we have

1+OO () dz:/1+m</z+oo(m(s)W(s))_1dS)W(Z) Az

1 too gmhe/z 1 teoq
> —hehe/r gy = —/ —dz = .
Oé()(hl —+ ].) /1 zhi+1 e & Oéo(hl —+ 1) 1 z & +oo

We have then proved that +oo is natural for any hy > 0 and h; € R.
Now, assume hy < 0. Observe that e2/s > eM?/# for all s > z > 0. Thus

+o0o +oo
W(s)ds =e " / eh2/ssh ds

z

+o0 ~+00, if h>—1
> e‘thhQ/Z/ sMds = —
—n2 2/% .
z — i W h<—L
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By Lemma , this implies R & L'(zy, +o00) if hy > —1. If hy < —1, with similar
calculations as in the case hy > 0, we obtain that

+o0o
/ R(z) dz = 400,
1

and therefore, we can conlude that R & L'(z, +00) for any hy < 0 and h; € R.
Moreover, by observing that e="2/# > 1 for any z > 0, we have

+o0 1 ehQ +oo €_h2/s
/Z (m(s)W(s)) dS = a—o ] W dS
ehz oo q +o0, if hy < —1
~ o shit2 ds = eh2 1 ,
0 Jz a0t T ’lf hl > —1.

Then, by Lemma it follows that Q & L'(z, +00) when h < —1.
If h > —1, by similar calculations as in the case hy > 0, we obtain that

“+o00

Q(z)dz = +00.

1

Hence, the endpoint 400 is natural when hy < 0 and hy; € R. Therefore, we have
proved that +oo is natural for all hy # 0 and h; € R.

We study now the behaviour at the boundary point 0.

First, assume hy > 0. Without any loss of generality, set zg = 1. Observe that
eh2/s > eh2/% for any 0 < s < z. Thus

z z +00, Zf h1 < -1
/ W(s)ds > e_thhz/z/ s" ds = (44)
0 0

h h 1 -
h +1 2/2 ght if hy > —1,

which implies R ¢ L(0, zg) when hy < —1. If hy > —1, by we obtain

/01 dz—/ (/ W(s ds) (m(2)W(2)) "' dz

1 hz/z hg/z h1+1 1 1 1
> d _ — d = s
ao(hl +1) /0 Zhit2 - ag(hy + 1) /0 P oo

and therefore, R & L'(0, z) for any hy > 0 and h; € R. Moreover, for any z > 0

0< /02(771(3)1/1/(3))_1 ds < 400.
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Hence Q € L'(0, z9) or Q ¢ L'(0, zp) that is, the endpoint 0 may be of entrance or
natural type for any hos > 0 and h; € R. Then from Theorem the assertion 1)
holds.

Assume now hy < 0. Since e~ "2/% > e72/% for 0 < 5 < z, we compute

z 1 €h2 z e—h2/8
m(z)W(z)) " dz = — ———ds
| mewen e =[5
ehz o) z 1 +OO, Zf hl 2 —1
> —e h1+2 §= ho —ha/
(6% S e e Z .
0 0 ~aoln D) T if hy < —1,

which implies Q & L'(0, z9) when hy > —1. If by < —1

/OlQ(Z) dz = /01 (/Oz(m(s)W(s))_1d3>W(z) d

1 Le—ha/z zha gha/z 1 o
> do=——— [ Zdz= to0;
Oéo(hl =+ 1) /0 zhi+1 & Oéo(hl =+ 1) /0 z i +oo;

and therefore, Q & L'(ry, xo) for any hy < 0 and h; € R. Moreover, for any z > 0,

0< / W(s)ds < +o0,
0

Hence R € L'(0,2) or R ¢ L'(0,2) that is, 0 may be of exit or natural type when
hy < 0 and hy; € R. This implies that both the boundary points 0 and +oo are not
of entrance type for any hy < 0 and h; € R. Therefore, from Theorem [A.4] the
assertion 4i) holds. O

Remark 3.7. Consider J = (=%, 400) if ¢ > 0 (resp. J = (—o0, =%) if ¢ < 0). From
Remark [A.3] and Theorem [B.6] it follows that

i) for any hy € R and hy > 0, the operator (£, Dy(L)) generates a positive (Cp)

contraction semigroup on C(J);

ii) for any h; € R and hy < 0, the operator (£, Dy (L)) generates a positive (Cp)

contraction semigroup on C(J),

where £ is given in and hy, hy are defined in . \_Ne recall that the case
hy = 0 corresponds to condition . Then, for any g € C(J), there exists a unique
solution to the (ACP) (L1).

17



Remark 3.8. If ¢ > 0, ay < 0(= hy > 0), ag > 0(= hy > 0), the operator £ in (39)
represents the infinitesimal generator of a diffusion process considered by Brennan
and Schwartz [4] and, successively, by Courtadon [7] to model the dynamic behaviour
of interest rates for the valuation of default-free bonds and prices of European options
written on default-free bonds.

4. Semigroup Approach: the approximate representation

In this section we present the approximate representations of the solutions ob-
tained in the theorems of the Section [3l We will apply the Lie-Trotter-Daletskii
product formula [14], Proposition 1].

Theorem 4.1. Assume ¢ =0, v # 0, d > 0 and 9,0 € R, then the solution to the
(ACP) admits the following approximate formula

u(z,t) = nl_i)r&() un(z,t),

uniformly in x € R and for t in bounded intervals of [0,00). Here u,(-,+),n > 1, is
a sequence of approrimate solutions given by

+oo +oo n t
Up (2, t) = / / Lo(t,n,{yj}1<j<n: T, 9) Hp(ﬁ,yj) dy;...dy,, (45)

ntimes

where

Lo(t,n,{yj hi<j<n,©,9) = ¢

(ZL‘ + ((5 — Qd)) 67t +§Zyj€7(n_j)t/n] ’ (46)
Yy -
7j=1

withn =2 keN, ¢ = \%, and p(t,y) is defined in .

Proof. Consider the operator L defined in , obtained from £ by the change of
variable (34). Moreover, consider the operator (G, D(G)) defined in and the
operator

G =72, D(G))={veCR)NCR)|zv € C(R)}.

The square (G?, D(G?)) defined in ([2§), represents the well known heat operator
that generates the (Cp) contraction semigroup on C(R) defined by

—+00

Ut)f(z) = f(z+&y)p(t, y) dy, (47)

—00
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fort >0,z € R, f € C(R) (see, e.g., [16]), with ¢ =
Further, the operator (Gi, D(G1)) generates the (C’
C(R) given by

and p(t,y) given in

semigroup of isometries on

x|&

\_/

V() f(z) = f(ze™), (48)
fort >0, 2 € R, f € C(R).
Then, by the Lie-Trotter-Daletskii formula we can conclude that the closure of the
operator (£, D(G?*) N D(G})) generates a (Cy) semigroup (T(t));>0 on C(R) defined

by
T(t)g(z) = lim [U(t/n)V(t/n)]" g(=), (49)

uniformly in z € R and for ¢ in bounded intervals of [0, +00). Hence, the solution to

the (ACP) is given by
u(z,t) =T(t)g(z) = lim [U(t/n)V(t/n)]" g(z).

n—-+40o

Denote u,(z,t) = [U(t/n)V(t/n)]" g(z). To compute the approximate solutions
un(+,-),n > 1, we proceed by steps. The details are given in Appendix [C]
Finally, by Lemma the formula holds. ]

Remark 4.2. If v < 0, one can compare the operator L in and its correspond-
ing semigroup, with the operator describing the Ornstein-Uhlenbeck process and its
corresponding semigroup (see, e.g., [I8, Lecture 12])

+oo 29t _ )
\/%/ (Z@W—I—f“ew7 L ) Y2y, (50)

Below we will show that the approximate solutions (45)) converge numerically to (50)).

Theorem 4.3. Assume c # 0, d, 79, 8 € R. Consider J = (; +oo) if ¢ >0 (resp.
J = (—00,=%) if ¢ < 0). Then the unique solution u to (ACP) admits the

following approximate formula

u(z,t) = lim w,(z,t),

n—-+0o00

uniformly for x € J and fort in bounded intervals of [0,00). The sequence uy(-,-),n >
1, of approximate solutions is given by

+o00 +o00 n t
U (2, 1) :/ / L(t,n,{y; i<j<n, 2, 9) Hp(E,yj>dy1...dyn, (51)

ntimes
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where

L(t,n, {yj h<j<n T, 9) =

C nc

. (65@?_1%%) (x N g) _ 4 el [s(s yi+(ng+1)ct)]> 52)
Cc

j=1

for g € C(J), with n = 2¥, k € N. The parameters a1, oy are defined in (40),

(= \/5(% — %), and p(t,y) is given in .
Proof. We start by rewriting the operator £ defined in as follows

Lu = %(cx +d)*u" + ((y — Oc)x + (5 — 0d))/

Aweare ((2-oras (=)

1
= é(cx +d)*u" + (%(cx +d) + %> u'.
c

c
Let us introduce the operator

cr+d ,

V2

Then the square of G is given by

Gu =

2, _ Ccrtd cm—i—d,/_l 2.n, € /
G u = 7 < 7 u> —2(cx+d)u +2(cx+d)u,

with domain

D(G?) = {u € D(G)|Gu € D(G)}
={uec C()NC*NW, zu, z(zu) € C(J)}.

Hence, the operator £ can be written in the form
Lu = Plu + PQU,,
where

Piu= G*u+(Gu, D(P)= D(G?),

20

W, D(G) = {ue C(J)nCY D, zu' € C(J)}.

(53)



with ¢ = \/5(0‘—61 — %), and

Oég,

Pyu = —u, D(P) ={uec C(J)nCYJ)|lu' € C(J)}.

According to [14, Section 5, Lemma 3], (G, D(G)) generates a (Cy) group of isome-

tries, (S(t))i>0, on C(J), given by
St)f(x) :=eCf(2) = f(eﬁt:c + g(etﬁ — 1)), (55)

with § = 7, forany f € C(J),t >0,z € J. Indeed, (G, D(G)) and (-G, D(G)) are
respectively generators of the (Cp) semigroups (S (t))i>0 and (S_(t))i>0 on C(J),
where S (t) = S(t) and S_(t) = S(—t) for t > 0. The first result is proved by [14]
Section 5, Lemma 3|, the second one can be proved analogously.

Thus, (Py, D(Py)) generates a (Cy) contraction semigroup (see [15], Sections 3-4] and

[13, Chapter I, Section 9, and Chapter II, Section 8]) given by

U(t)f(x) = / " S(y) S(CH Fp(t, y)dy + / " S(y) SO @l y) dy

- S(Ct+y) f(x)pt,y)dy

— 00

+o0 d
= / f [eﬁ“”y’x = (e — 1)1 p(t,y) dy, (56)

(e 9]

for any f € C(J), t >0, x € J, and p(t,y) is defined in .
Further, it is well known that (P, D(FP,)) generates the (Cp) contraction semigroup
given by

V() f(z) = f (x + %t) , (57)

for any f € C(J),t > 0, z € J. Finally, by the Lie-Trotter-Daletskii product formula
the operator (£, D(G?)) generates a (Cp) semigroup (T'(t))s>o on C(J) defined as

T(t)g(x) = lim {U(t/n)V(t/n)} g(x), (58)

n—-+4o0o

uniformly in x € J and for ¢ in bounded intervals of [0, +00). Hence, the solution to
the (ACP) is given by

u(z,t) = T(t)g(x) = lim [U(t/n)V(t/n)]" g(z),

n—-+00
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for any g € C(J),t > 0, x € J. Denote u,(z,t) = [U(t/n)V(t/n)]" g(x). Thus
un(+,+),m > 1, is a sequence of approximating solutions whose explicit expression

— is computed in the Appendix @ O

Remark 4.4. From [10, Chapter III, Theorem 5.2, formula (5.4)] one deduces that the
rate of convergence of the approximate solutions u, to the unique solution u to the

(ACP) in both Theorems (4.1]) and (4.3)), is of order

ln, 1) = (-, 1)) = O (%) as o0,

for ¢ in bounded intervals of [0, co).

5. Conclusions

In this paper, we considered the option pricing problem in incomplete markets studied
by M. Musiela and T. Zariphopoulou [20], where they derived the indifference price
of European claims expressed as a non-linear function of the conditional expectation
of a European derivative’s payoff, written exclusively on non-traded assets, under the
appropriate pricing measure. This conditional expectation is the classical Feynman-
Kac representation of solutions to linear second order parabolic equations. Our goal
herein was to determine an explicit or approximate formula for the indifference price.
By the (Cj) semigroup theory we proved existence and uniqueness of solutions to
generalized Black-Scholes type equations. Further, following the same idea proposed
in [I4], we derived an approximate representation of these solutions in terms of a
generalized Feynman-Kac type formula when an explicit closed form is not available.
In the Appendix [E] we performed two examples of numerical evaluations where the
approximate solutions described in Section [4] are compared with benchmark formulas
in the literature. The obtained results show a fast convergence and an excellent
agreement between our theoretical results and the numerical tests. This confirms that
the approximate representation of the indifference price here proposed is particularly
helpful in cases where closed form pricing formulas fail because their coefficients
cannot be explicitly computed.
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Appendices

A. Boundary Feller’s Classification

Definition A.1. If J = (ry, ) is a real interval, with —oo < r; < ry < +o0, let £
be a second order differential operator of the type Lu = m(z)u”+q(x)u’, where m, g
are real continuous functions on J such that m(x) > 0 for any « € J. Introduce the

following functions
“ q(s)
W(z) = exp(—/ ds),
2o ™(5)

1 X
Q(r) = @)W (@) /xO W (s)ds,

R(z) = W (x) / xmds,

where x € J, xg is fixed in J. The boundary point r, is said to be
i) reqular if Q € L'(zg,72) and R € L'(xg,r9);
ii) exit if Q € L' (g, m2) and R € L(xg, ry);

iii) entrance if Q € L*(zg,r9) and R & L'(zo,19);
iv) natural if Q & L'(xg,m2) and R & L'(xg,73).

Analogous definitions can be given for r; by considering the interval (r1, z() instead
of (.To, TQ).

Lemma A.2. Let us consider J = (r1,73) and I' = (s1, $2), with —oo <1 < 1y <
+00, —00 < 851 < 89 < +00. Let ® : J — T be a bijective function with inverse ®1,
such that ® € C*(J), ®'(x) > 0 and for any v € C(T'), define Tp(v) = vo ®. Then
Te(v) € C(J). Moreover Ty is an invertible bounded linear operator from C(T') to
C(J) such that | Te|| <1 and (Ty)~' = Tp-1. Further, s; has the same type of Feller
classification of r;, i =1, 2.
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Remark A.3. Under the assumptions of Lemma , according to [10, Chapter II,
Section 2.a], if (T'(¢))s>0 is a (Cp) semigroup on C(J) having (A, D(A)) as generator,
then (S(t))i>0 given by S(t) = Te-10T(t) o Te, t > 0, is a (Cy) semigroup on C(I")

with generator (B, D(B)). Here B = Tg-10 Ao Ty, and D(B) = {g € C(I')|Ts (9) €

D(A)}. Moreover, if (T'(t)):>o is a positive contraction semigroup on C(J) (i.e.
(feCW), f=0)=(TH)f=0,t=0,[T(H)] < 1),

then (S(t))i>o is a positive contraction semigroup on C(T).

Theorem A.4. Let us consider J = (ry,13). The operator L with mazximal domain

Dy (L) ={uecC()NC*(J)|Lu e C(J)},
generates a Feller semigroup on C(J) if and only if r1 and ry are of entrance or
natural type.

In particular, the operator L with the so called Wentzell domain

Dw(L) = {u e O(J)NC*(J)

xh_g}l Lu(z) = 0},
=T

generates a Feller semigroup on C(J) if and only if both the endpoints 1 and ry are
not of entrance type.

The next lemma will be useful in the sequel to study the behaviour of the bound-
ary points according to the Feller classification.

Lemma A.5. Fix xy € J = (r1,72), then we have

)

i) W & LYz, 7o) implies R & L' (xq, 79

)

)
i) R € L' (xg,ro) implies W € L' (xq, 1)
iii) (mW)~t & LY(zo, o) implies Q & L' (xg,73);
w) Q € L'(xg,r2) implies (mW)™t € L (zg,72).

Analogously for ry.
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Remark A.6. By some interchanges between the integration variables, the integrals
of @ and R can be written as

/Q dx— (/W ds) ()W (2)) " da

( (s))"! ds) W (z) d
and
[ (Lo

(s))" ds> W(z) do

/m N da:—
_ / (/ W(s) ds) (m(z)W ()" da

for any fixed z¢ € (r1,7r2). Analogously for .

B. Proof of Lemma [3.1]
We examine the following cases
(1) d =0, (i) d # 0.

In the case (i), due to (15, we deduce that ¢ # 0 and § = 0. Hence, for any
u € Dy(L), we obtain
1
Lu = 2021‘2U” + (y —0c)xu

and hence, £ has the form ([16)).
In the case (77), we have to examine the following subcases

(1t y=c=0,  (i))2y=0=0, (11)3 v # 0.
In the subcase (7)1, we obtain
1
Lu = §d2u" + (0 — fd)u’

Thus L is of the form ([17)).
In the subcase (ii)2, we can assume ¢ # 0, otherwise we come back to the case (7).
Hence

1 1
Lu = 5 —(cx +d)*u” — O(cx + d)u' = §d2(kx + 1% — 0d(kx + 1)/
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with k = % and L is of the type 1}
In the subcase (ii)3, 0 # 0 and ¢ # 0, being v # 0 and d # 0. Hence

Lu = %dQ(C—lx +1)%u” + [5<%x + 1) - Qd(dx + 1)]
c

_ %dZ(k:c + 120" + (5 — 0d) (kz + 1)l

where k = ¢ = 2. Thus L is of the type .

C. The Casec =0

Remark C.1. It is worth noting that in the case ¢ = 0 the non-traded asset level Y
is an affine process since both the drift b and the square of the diffusion coefficient a
n are time-homogeneous affine functions in y =Y.

b(y,t) = b(y) = vy + (0 — 0d)
a*(y,t) = a*(y) = d*,

for any ~, 9, 8, d € R. This condition is equivalent to state that the problem
admits an affine term structure (for more details on affine processes and affine term
structures the reader can refer, for example, to [§] or [9]) and then, its solution is of
the form

w(y,t) = BEN=ALDY (4 1) e R x [0, T], (59)

where A and B are deterministic functions satisfying the following differential equa-
tions

ST — ae), (60
aBgt 1) _ d;AQ(t, T) + A(t, T)(6 — 6d), (61)

obtained by plugging the partial derivatives of w into the parabolic equation in .
For fixed T, equations and are uniquely solvable ODEs when the final
conditions A(T,T) and B(T,T) are known. The final condition in implies that
A(T,T) and B(T,T) must satisfy the following equation

eBTT)—A(TT)y _ en(l—pQ)G(YT)’ (62)
which can be explicitly solved if and only if the payoff function G(Y7) is a polynomial.
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Hence the closed form is a useful explicit representation of the solution to
problem provided that the deterministic functions A and B are explicitly known.
For this reason, the approximation formula for the case ¢ = 0 may be considered
a helpful alternative to the Feynman-Kac formula . We will show this by the
following example.

We consider a European option that conveys the opportunity, but not the obli-
gation, to sell an underlying asset at time ¢t > 0 for some fixed price K > 0. This is
known as a “put” option; the corresponding “call” option to buy the asset may be
treated similarly. Assuming that the option is written exclusively on the non-traded
asset Y, its payoff at the maturity date T" > t is

G(Yr) = (K - Yr)t = {K_YT’ if K>Yr,

0, if K <Yrp.
Thus equation becomes
BIT)-ATTY _ (K-t _ BV K >y,
1, if K <y,

with 7 = n(1 — p?) and Y7 = y € R, and hence
BT, T)=rK, AT, T)=r ifK>uy,
B(T,T)=0, AT, T)=0, ifK<y.

In the case K > y (from we deduce that w reduces to the constant function 1
when K < y), the functions A and B solve the following systems

% = At T) (63)
AT, T) =,

dB(t,T) @ 1

= (0 0ART) - S A T) (64)

B(T,T)=rK.
Since is a simple linear ODE, for fixed T', we immediately obtain

At,T) = reVTY,
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Plugging this expression into the so called Riccati equation (64]) and integrating in
the interval [t, T]]

T 232 (T
B<t7 T) - T((S — Qd) / GV(T_S)dS — T e?’y(T—s)dS’
t t
we obtain
— 2 12
B(t,T) = _M<1 _ ew(Tft)) 4 l_d(l _ e2'y(T7t)) K.
v g

In the following we will compute the approximate solution —. For any
t > 0, consider a uniform partition of [0,¢] into n € N subintervals of length t/n, say
{tintj—o (0=ton <tin < ..<tn,=1t), wheret;, = jt/n, j =0,1,..,n. Suppose
n = 2% k €N, so that each partition is obtained by bisecting the previous one.

We refer to Theorem and consider the (Cy) semigroups U and V defined in
and (48), respectively. Fix g € C(R),t > 0,z € R. The same holds for the
approximate solution —, computed in Appendix @

Step 1. Take n =1 (k = 0). We have

+o00

Umwm@:/ 9z + €y )p(t, ) dys.

—0o0

Step 2: Take n =2 (k=1). Then
Ut/2V(t/2))" g(2) = U(t/2)V (t/2)h(z)

+oo
=/ h(ze"% 4 Ey))p(t/2, 1) dy

o0

where
400

h@szmwmma:/ 9(=6 & Ey)p(t/2, y2)dys.

—0o0

Hence,
[U(t/2)V(t/2)) 9(2)

—+00 —+00
= / / g((ze? + &y ) + &) [ (/2. i) dyrdy

=1
2

+oo  pdtoo
— /_ /_ g((ze" + €2y + 1)) Hp(t/Q, y)dy1 dys.

i=1

28



By induction, we can conclude that, for n = 2%, k € N,

up(z,t) = [Ut/n)V(t/n)]" g(2) )
- /_:o /_:O Lo(t,n,{y;}1<j<n, 2, 9) Hp(%,yi)dyl---dym

N , i=1

ntimes

where

LO(tv n, {yj}1§j§n7 <, g) =g <Z€7t + 52 yjev(n_j)t/n> :

i=1

D. The Case c # 0

We refer to Theorem and consider the (Cy) semigroups U and V' defined in

and , respectively.
Assume ¢ > 0 and consider J = (—%, —i—oo). Denote 8 = ¢/v/2 and

R(t,z) =z + C—i(etﬁ —1). (65)

C

Observe that for any xy € J, R(t,zo) € J. Indeed,

d d d
R(t, 20) = e (xo + —) +(——) > ——.
c c c

—_—

>0

To compute the approximate functions u,(+,-),n > 1, given in (51)) we proceed
by steps. Fix g € C(J).

As in Appendix [C] we consider, for any ¢ > 0, a uniform partition of [0,] into
n € N subintervals of length t/n, say {t;n}j—g (0 = ton < tin < ... < tyn = 1),
where t;,, = jt/n, j = 0,1,...,n. Suppose n = 2% Lk € N, so that each partition is
obtained by bisecting the previous one.
Step 1: Take n =1 (k = 0). Thus

+o0
UV (Hg(x) = / 9(R(ys + Cto + st /))p(t, y1)dys,

o0

where

d d
R(yy + Ct, & + agt/c) = Pteh) (x + 24 —) ——. (66)

C C C
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Step 2: Take n =2, (k =1). By applying and replacing t by t/2, we get

{U(t/Q)V(t/%} g(z) = U(t/2)V(t/2) h(z)
/_*"" W(R(y +Ct/2, @+ az t/2¢))p(t/2, y1)dys,

[e.9]

where

W) = U(t/2)V(t/2) g(x) = /

—00

+o0o
g(R(y2 + Ct/2, x + aat/2¢))p(t/2, y2)dys.

Hence,

w2V ) o) =

o0 oo 2
/ / g(R(y2+Ct/2, R(y1 +(t/2, v+ ast/2¢)+ast/2c) H p(t/2,y;)dyidys,
0 v i=1
(67)

where

R(y2 + (t/2, R(y1 +(t/2, x + ast/2¢) + azt/2¢)
— Bly2+Ct/2) <65(y1+4t/2) (J; + a_Qt + g) _ C_l 4 a_Qt + C_Z> _ CEZ

2c
— Pty [ + Oz_gt + C_i + a_Qteﬂ(y2+Ct/2) _ gl
2c c 2c c

Step 3: Take n =4, (k = 2). Analogously
2

[U(t/4>v<t/4>]4g<x> - |veravierm]

that is given by replacing ¢/2 by t/4 and g by h. Moreover, h is also given by
replacing t/2 by t/4 and y;, y2 by ys, y4. So, after many calculations, we can

30



write

PWMWW%Z@z

+o0 +o0
/ / Rlya + Ct/4, R(ys + Ct/4, Rlys + Ct/4,

4 times
4

R(yy + (t/4, x + agt/dc) + agt/dc) + agt/dc) + ast/dc) H p(t/4,v:)dy;,
i=1

with

R(ys + Ct/4, R(ys + Ct/4, R(y2 + Ct/4, R(yr + Ct/4, v + az t/4c)+
+agt/de)+ ast/de) + ast/dc)

— Aim vt (m + Cf) _4 oot [emzz‘_l vt 4 oB(ims wit3Ct/4)
c 4c

4 B(Eia vitt/2) | Blya+<t/a)

4 4
A3 ) S b
=1

Jj=1

By induction, we can conclude that, for n = 2%, k € N,

v o) -
+o0 +o0 n "
/0 /0 L(t,n,{y; hi<j<n, 2, 9) Hp(ﬁ,y])dyl...dyn,
ntimes =
where

Oé - n n ]+1
(t T, {y]}1<_7<7’l7x g =4 ( Zyz +Ct .Z' —+ %Zle Zl jYit )Ct)]>
J:
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E. Examples of Numerical Evaluations

Now we focus on some numerical applications and examples related to the ap-
proximate solutions given in (45 and . It is well known that very few exact
solution formulas to Cauchy problems associated with financial models are available.
Therefore, one can choose among different computational methods: finite difference
methods, finite element methods, finite volume methods, spectral methods, etc...(the
reader can refer to [I] and references therein), which are in general very slow.

It is worth noting that formulas and seem to be hard to numerically
calculate because of the high computational cost for solving a n-dimensional integral
when n is large. Some numerical methods have been proposed in literature to faster
evaluate a multidimensional integral (see, for example, [22]). However, since the
function p(t,y) defined in is the probability density of a normal distribution,
N(0,2t), with mean 0 and variance 2¢, the integration variables {y;}1<;j<, are n in-
dependent realizations of a normal distribution N (0, 2t/n). Thus, the n-dimensional
integrals and are nothing but the conditional expected value of a function
of n independent and normally distribuited random variables Y; ~ N(0, 2t/n), given
the initial condition Yy = z, that can be estimated by a Monte Carlo integration
method.

In the following examples we compute the approximate solutions for both cases
¢ =0 and ¢ # 0, when the payoff G refers to some well known fixed income deriva-
tives. In particular, we consider a put European option with maturity 7" and strike
price K, whose payoff is given by G(z) = (K — z)™ (where 2 = Y7 ). Hence, the
initial condition of , defined in , can be written as

g(z) = erK=" (68)

with r = n(1 — p?).

Ezample E.1. (The case ¢ = 0)
As observed at the beginning of this section, the solution to the (ACP) admits
the approximate formula (Theorem (3.6))

. +oo +oo n t
u(z,t) = nl_lgloo / Lo(t,n, {yj }1<j<ns T, 9) Hp(ﬁayj) dyy...dyn
—00 —00 j=1
ntimes
= lim EQ[LO(t7n7 {YJ}ISJSm%QNYO :IL (69)

n—-+o00

for any z € R, ¢t > 0 and g € C(R), where the function L is defined in (46).
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Assuming that the initial condition g is of type (68 ., Ly may be written as

Lo(t,n, {Z/j}lgjgn,x,g) = exp [r (K — (1: + (9 7«9d ) gzy e(n—j t/n) }

As shown in Remark , the solution to the (ACP) is also given by the
affine type solution formula derived in Appendix [C] by taking into account the time
transformation ¢t — (7" — t). Therefore, the affine type solution (ATS) is as follows

u(t,z) = BO-AOT ¥y — g (70)
with
A(t) = ren,
r?d? r(0 — 6d)
B(t)= — (" -1) — ——(" - 1)+ Kr.
() = et — 1) - =M ey

Further, as observed in Remark if the parameter v < 0, the solution to
(11)) can be also expressed in closed form by analogy with the Ornstein-Uhlenbeck
semigroup as follows

o] Yt +
u(t,z) = \/LQ_W/_Jr exp [r <K— <x+(6_—70d)) et—¢ ¢ > 1y> ]eyQ/zdy, (71)

for t > 0, z € R. Using basic probability calculations one can easily show that the
term Z 1Y V=Dt ip converges to /<X=Ly as n — +oo, where y is a
realization of a standard normal distribution N (0, 1).

Figure|[l| plots the behaviour of both the function w solving the parabolic problem

or, equivalently, @, and the corresponding indifference price h, defined in ,
for a put European option, under the following suitably chosen parameter values

d=0.2016, v=—0.9593, §=0.3209, u=0.0380, o = 0.0300,
p=0.8, n=2, Yy =8, K =12, T =38.

The function w is computed via the approximate formula , for n = 2F with
k = 1,3,5, by apPlylng a Monte Carlo integration method. Indeed, for each n,
if we denote by U;" (Yl(z s YTSZ)), 1 > 1, a sequence of independent normally
distributed random vectors, then by the Strong Law of large Numbers we have that,
uniformly with respect to x and for ¢ > 0,

M
1 n
EQ[LO<t7n7 {Y}}lﬁjﬁmxagﬂyb = .T] = M ZLO(ta n, Uz( ),l',g),
=1
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as M — oo (we set M = 1000). From the Central Limit Theorem we know that the
estimation error is of order O _M

The plots in Figure [1] show an accurate goodness-of-fit to the curves obtained,
respectively, by the closed form ATS and the OU type solution ([71]), when k = 5.

6000 T - . - - - -
®  ATS solution '
5000 Approximate solution 1

4000 - 1 4000

= =
£ 3000 1 £ 3000
H H

2000 [~ 1 2000 [~

1000 - q 1000 [~

6000

®  ATS solution
Approximate solution

5000 [-

4000 [~

wn(l‘x)

3000 / 4 )
£
2000

1000 -

Figure 1: Top line: approximate solution w,, (n = 2°) versus the ATS solution (left plot) and the
OU type solution (Tight plot). Bottom line: approximate solutions for n = 2%, k = 1,3,5 (left
plot); indifference price h of a put European option corresponding to the function w computed,
respectively, by the approximate solution w,, (n = 2°) and the ATS solution (right plot).

Ezample E.2. (The case ¢ # 0)
Let ¢ > 0 and consider the interval J = (—‘El, —I—oo). By Theorem , the solution to
the (ACP) admits the approximate formula

‘ +oo +oo n t
u(z,t) = REIEOO / L(t,n,{yj hr<j<n: T, 9) Hp(ﬁayj) dyy...dyp
ntimes
= RETOOEQ[L@?”? {Yiti<j<n, @, 9)[Yo = 2. (72)

for any # € J, t > 0 and g € C(J). Assuming the initial condition g to be of type

34



, the function L, defined in , can be written as

L(t7 n, {y]}lﬁjgna x, g) =
n . +
C

j=1

As in Example [E.T], Figure [2 shows the behaviour of the function w and of the
corresponding indifference price h of a put European option, under the following
suitably chosen parameter values

¢ =0.0300, d= —0.0300, v=—-0.9593, 6 =0.3209, p = 0.0380, o = 0.0300,
p=0.8, n =2, Yy =8, K =12, T =8.

The function w is computed via the approximate formula for n = 2F with
k=1,3,5,7,9, by applying a Monte Carlo integration method as done previously
in Example [E.]] In particular, when k = 9, an accurate goodness-of-fit to the curve
obtained by the classical Feynman-Kac formula (7)) is showed.

5000 T T T T T T T 5000

= = =F-K solution

Approximate solution

4000 - 4000 -

. 3000 3000 -
x

(t.
w, (t,x)

= 2000 [ 2000 [~

1000 [~ 1 1000 [~

Figure 2: Top line: approximate solution w,, (n = 2°) versus the classical Feynman-Kac solution
(left plot); approximate solutions for n = 2% k =1,3,5,7,9 (right plot). Bottom line: indifference
price h of a put European option corresponding to the function w computed, respectively, by the
approximate solution w,, (n = 2%) and the Feynman-Kac solution.
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