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Abstract

Pricing high-dimensional American-style derivatives is still a challenging task, as the complexity
of numerical methods for solving the underlying mathematical problem rapidly grows with the
number of uncertain factors. We tackle the problem of developing efficient algorithms for valuing
these complex financial products in two ways. In the first part of this thesis we extend the
important class of regression-based Monte Carlo methods by our Robust Regression Monte Carlo
(RRM) method. The key idea of our proposed approach is to fit the continuation value at every
exercise date by robust regression rather than by ordinary least squares; we are able to get a more
accurate approximation of the continuation value due to taking outliers in the cross-sectional
data into account. In order to guarantee an efficient implementation of our RRM method, we
suggest a new Newton-Raphson-based solver for robust regression with very good numerical
properties. We use techniques of the statistical learning theory to prove the convergence of our
RRM estimator. To test the numerical efficiency of our method, we price Bermudan options
on up to thirty assets. It turns out that our RRM approach shows a remarkable convergence
behavior; we get speed-up factors of up to over four compared with the state-of-the-art Least
Squares Monte Carlo (LSM) method proposed by Longstaff and Schwartz (2001). In the second
part of this thesis we focus our attention on variance reduction techniques. At first, we propose
a change of drift technique to drive paths in regions which are more important for variance and
discuss an efficient implementation of our approach. Regression-based Monte Carlo methods
might be combined with the Andersen-Broadie (AB) method (2004) for calculating lower and
upper bounds for the true option value; we extend our ideas to the AB approach and our
technique leads to speed-up factors of up to over twenty. Secondly, we research the effect of
using quasi-Monte Carlo techniques for producing lower and upper bounds by the AB approach
combined with the LSM method and our RRM method. In our study, efficiency has high priority
and we are able to accelerate the calculation of bounds by factors of up to twenty. Moreover, we
suggest some simple but yet powerful acceleration techniques; we research the effect of replacing
the double precision procedure for the exponential function and introduce a modified version
of the AB approach. We conclude this thesis by combining the most promising approaches
proposed in this thesis, and, compared with the state-of-the-art AB method combined with
the LSM method, it turns out that our ultimate algorithm shows a remarkable performance;

speed-up factors of up to over sixty are quite possible.

Key words: American options; Bermudan options; Monte Carlo simulation; multiple state vari-
ables; regression-based Monte Carlo methods; outliers; Newton-Raphson method; dual methods;

variance reduction; quasi-Monte Carlo; importance sampling; stochastic approximation.



Zusammenfassung

Die Bewertung von hoéherdimensionalen amerikanischen Derivaten zéhlt nach wie vor zu den
faszinierendsten und anspruchvollsten Thematiken auf dem Gebiet der numerischen Finanzmath-
ematik. Die Schwierigkeit liegt insbesondere darin, dass mit wachsender Anzahl an unsicheren
Faktoren auch die Komplexitat der numerischen Methoden, die zur Losung herangezogen wer-
den, rapide ansteigt. Um dieses Problem zu bewéltigen, haben wir uns zum Ziel gesetzt, effiziente
Algorithmen zur Bewertung dieser komplexen Finanzprodukte zu entwickeln. Dabei werden zwei
Herangehensweisen gewéhlt. Zum einen erweitern wir die bedeutende Klasse regressionsbasierter
Monte-Carlo Methoden um unsere eigens konzipierte Robuste-Regression-Monte-Carlo (RRM)
Methode. Kernidee dieses Ansatzes ist es, den Haltewert zu jedem Ausiibungszeitpunkt mit-
tels Robuster Regression anstelle der Methode der kleinsten Quadrate anzupassen. Dadurch
erzielen wir eine préazisere Approximation des Haltewerts, da die Verwendung von Robuster
Regression Ausreifler mit in Betracht zieht. Um eine effiziente Implementierung der RRM Meth-
ode gewahrleisten zu kénnen, empfehlen wir einen neuartigen Newton-Raphson-basierten Loser
fiir die Robuste Regression, der iiber wiinschenswerte numerische Eigenschaften verfiigt. Zur
Uberpriifung der Konvergenz unseres RRM Schétzers kommen Techniken der Statistischen Lern-
theorie zum Einsatz. Um die numerische Effizienz unserer Methode zu testen, bewerten wir
Bermuda-Optionen auf bis zu 30 Assets. Es stellt sich heraus, dass unser RRM Ansatz ein be-
merkenswertes Konvergenzverhalten zeigt. Der Vergleich unserer Methode mit der in der Praxis
fest etablierten Least-Squares-Monte-Carlo (LSM) Methode von Longstaff und Schwartz (2001)
liefert uns Speed-Up-Faktoren der Grofie vier und hoher. Des Weiteren beschéftigen wir uns in
der vorliegenden Arbeit mit der Thematik der Varianzreduktion. Wir entwickeln eine Technik
fiir den Driftwechsel, um Pfade in fiir die Varianz begiinstigte Regionen umzulenken. Zusétzlich
diskutieren wir die effiziente Implementierung dieser Technik. Zur Berechnung von oberen und
unteren Schranken fiir den wahren Optionswert konnen regressionsbasierte Monte-Carlo Metho-
den mit der Andersen-Broadie (AB) Methode (2004) kombiniert werden. Durch die Erweiterung
unseres Ansatzes auf eben diesen AB Ansatz ldsst sich die Konvergenz um einen Faktor gréfler
20 beschleunigen. Zusétzlich analysieren wir die Auswirkungen von Quasi-Monte-Carlo Tech-
niken bei der Berechnung oberer und unterer Schranken mittels der Kombination des AB und
des LSM Ansatzes sowie unseres RRM Ansatzes. Der effizienten Implementierung messen wir
wiederum oberste Prioritat bei. Als Resultat erhalten wir eine bis zu 20-fache Beschleunigung
der Berechnung der Schranken. Des Weiteren wenden wir einfache, allerdings &duflerst effektive
Techniken zur Konvergenzbeschleunigung an, insbesondere schlagen wir eine modifizierte Ver-
sion des AB Ansatzes vor. Abschliefend kombinieren wir eine Vielzahl der im Rahmen dieser
Arbeit vorgeschlagenen Ansétze und vergleichen die Resultate mit denen der bekannten AB -
in Kombination mit der LSM - Methode. Der finale Algorithmus zeigt eine auflerordentliche

Performance - Speed-Up-Faktoren der Gréfle 60 und hoher sind durchaus erzielbar.
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Chapter 1
Introduction

A fast growing complexity of financial markets has made financial mathematics and
engineering to be a vital field for researchers and practitioners. Financial instruments
with an early exercise feature are in great demand, and, therefore, a couple of research
has been spent on pricing American-style derivatives. Bringing more complex financial
instruments to market presupposes the ability to value and hedge them. The underlying
financial model drives the dimension of the mathematical problem; not also the number
of assets determines the complexity but also multiple parameters of uncertainty, e.g.,
stochastic volatility and jump components motivated by empirical evidence.

Options on one or two factors of uncertainty with an early exercise feature can be priced
with standard numerical methods; for instance, the Binomial tree [35] can be extended to
more complex models, see [19], [20], [66], [116], [104] and [83]. There exists a wide range
of well-working numerical pricing methods in lower dimensions, an overview is given in
[117]. Penalty methods for pricing options in low-factor models have been suggested in
[49], [52], [103], among others. Another alternative is to adapt numerical methods to
parallel computing. Such a parallel method based on fast Fourier transform and sparse
grids for valuing multi-asset options has been presented in [90]. If we focus our attention
on multi-factor models, all these numerical methods seem to loose their strength with
increasing dimension such that they become unfeasible. Therefore, in recent years Monte
Carlo methods have become more and more attractive for practice due to their flexibility.
In 1977 Boyle pioneered the valuation of European claims with Monte Carlo in [18].

Let us provide an insight into the rich history of Monte Carlo solvers for pricing financial
products with an early-exercise feature; we refer to [58] for a wider overview. Boessarts
and Tilley pioneered Monte Carlo methods for pricing American-style options in [16]
and [124], respectively. Broadie and Glasserman proposed a random tree method in

[24] to generate lower and upper biased estimators as well as resulting valid confidence
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intervals for the true option value. The computational complexity of their method
grows exponential in the number of exercise dates, but not in the underlying dimension.
Furthermore, they introduced the well-known Stochastic Mesh method with linear
complexity in the number of exercise dates and quadratic complexity in the number
of simulated paths of the underlying Markov process. Methods based on partitioning
the state-space have been proposed in [9] and [8]. All these methods approximate the
optimal stopping problem for the value of an American-style option by using the dynamic
programming principle. Another ansatz is the parameterization of the early exercise
rule leading to finite-dimensional optimization problems, see e.g. [54], [3], [55], [72]. The
idea of regression-based Monte Carlo methods is the fitting of the continuation value
to the cross-sectional information provided by the simulated paths of the underlying
model. The approaches by Tilley [124] and Carriere [28] are cornerstones for this class of
methods; refinements are proposed in [29], [125] and [126]. A breakthrough with respect
to practical applications was achieved by Longstaff and Schwartz in [91]. The success of
their Least Squares Monte Carlo (LSM) method can be attributed to the reformulation
of the dynamic programming principle in terms of the optimal stopping time rather than
in terms of the value process. The LSM method plays a leading role in this thesis, as it
is often the method of choice for practitioners. Based on an approximation of the early
exercise strategy, a vital extension of Monte Carlo approaches for American-style options
are duality approaches, as they are able to produce lower and upper bounds as well as
resulting confidence intervals, see [64] and [114]. The Andersen-Broadie (AB) approach
[4] also belongs to the class of duality approaches, and, combined with the LSM method,
it is implemented in many running option pricing systems in practice. Currently, two
hybrid methods have been proposed: a finite-difference type method combined with
Monte Carlo techniques and a stochastic grid method involving several techniques of
different Monte Carlo approaches mentioned above have been introduced in [12] and [73],
respectively.

The slow probabilistic convergence of Monte Carlo estimators motivates for spending
more effort in variance reduction techniques. Antithetic variates, control variates and
importance sampling are approaches for increasing efficiency, see [58] for a general
treatment. Especially, on the basis of the LSM method, control variate approaches have
been proposed in [47] and [23]. Another way to accelerate convergence is to work with
quasi-random numbers rather than with pseudo-random numbers. Paskov and Traub
[109] pioneered the use of sequences with low discrepancy by evaluating 360-dimensional
integrals arising from a collateralized mortgage obligation with great success. A number
of researchers investigated the effect of quasi-Monte Carlo techniques for pricing financial
derivatives, see [78], [1], among others; we refer to Niederreiter [101] for a brief survey.

The common believe is that theoretical error bounds on quasi-Monte Carlo integration
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are often too pessimistic and the use of quasi-random numbers leads to significant
convergence improvements; the benefit can be explained by the concept of effective
dimension introduced by Caflisch et al. [27]. We refer the interested reader to the technical
review article by L’Ecuyer [88]. Chaudhary [31] studied the effect of running the LSM
method with quasi-random numbers by pricing options on up to four assets; we could
not confirm the success of using sequences with low discrepancy for higher dimensions
in our study [76]. Needless to mention, the underlying pseudo-random number generator
plays a crucial role in a comparative study.

This thesis aims at developing new algorithms for the efficient pricing of multi-asset
options with an early exercise feature. In so doing, speed and accuracy have high priority
and, therefore, we discuss efficient implementations of our proposed approaches. To
achieve this objective, we proceed as follows:

In Chapter 2 we introduce this thesis by constructing a mathematical framework for
pricing American-style derivatives. After considering the optimal stopping problem in
Section 2.1, we give a brief overview of regression-based Monte Carlo methods in Section
2.2. The body of this thesis is organized as follows: In the first main part, Chapter 3,
we extend the class of regression-based Monte Carlo methods, and, to do so, we present
our Robust Regression Monte Carlo (RRM) method in Section 3.1. Our method is based
on the dynamic programming principle in terms of the optimal stopping time, and,
additionally, it can be interpreted as a modification of the state-of-the-art LSM method.
The key idea of our approach is to take outliers into account during the approximation
process of the continuation value. To guarantee an efficient implementation, we propose
a new Newton-Raphson-based solver for robust regression in Section 3.2. Techniques of
the statistical learning theory enable us to prove the convergence of our RRM estimator
in Section 3.3. In order to test the performance of our proposed approach, in Section
3.4 we focus our attention on numerical experiments and price some Bermudan-style
options; a comparative study with respect to the LSM method is given and we run our
RRM method with the AB approach. In the second main part of this thesis, Chapter
4, we focus our attention on techniques for improving convergence. At first, we propose
a variance reduction technique via importance sampling in Section 4.1. The key idea
of our approach is to drive paths in regions which are more important for variance.
We introduce our change of drift technique in Subsection 4.1.1 and discuss an efficient
implementation in Subsection 4.1.2. Before we conclude this section by investigating
the numerical performance of our proposed approach in Subsection 4.1.4, we show the
extension to the vital class of dual methods in Subsection 4.1.3. In addition to our change
of drift technique for accelerating convergence, we study the use of quasi-random numbers
in Section 4.2. By doing so, we consider sequences with low discrepancy in Subsection

4.2.1. For practical purposes, we briefly discuss the randomization of deterministic point
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sets and extend the ideas to the AB approach. As sequences with low discrepancy lose
their high quality in higher dimensions, dimensionality reduction techniques might be
implemented to overcome this deficiency; these tools are the issue of Subsection 4.2.3.
Finally, in Subsection 4.2.4 we investigate the effect of using randomized sequences with
low discrepancy for the AB approach combined with the LSM method and our RRM
method. In the last section of this chapter, Section 4.3, we propose some simple but
yet powerful techniques for further efficiency increases. Moreover, we use this Section to
combine all proposed approaches in this thesis and give an ultimate recommendation for
pricing high-dimensional options with an early exercise feature. In Chapter 5 we sum up

this thesis and discuss some further possible areas of research.

Computer hardware and software

All our codes are implemented in Java and we work with CPU time ratios to manage a
comparative speed-accuracy study; the experiments are run on an Intel® Xeon® X5570
(2.93 GHz).



Chapter 2
Mathematical Framework

To start with, we focus our attention on the optimal stopping problem for pricing financial
derivatives with an early exercise feature in Section 2.1. As mentioned in the introduction,
Monte Carlo approaches using regression for approximating the continuation value are a

cornerstone for this thesis, and, therefore, we review this class of methods in Section 2.2.

2.1 Optimal Stopping Problem

Before we study the pricing of American-style options with a finite maturity date T', we

shall make some assumptions:

(A1) (Q,F, 15) is a complete probability space, where the time horizon [0, T is finite and
F = {F|0 <t < T} is the filtration with the o-Algebra F; at time date t.

(A2) There are no arbitrage opportunities in the markets and the markets are complete.
This implies the existence of a unique martingale measure P, which is equivalent to

P.

The underlying of the options to be priced as well as the riskless investment opportunity

in the asset market of our economy are specified by the following two assumptions:

(A3) B denotes the value at time ¢ of 1 money unit invested in a riskless money market

account at time date ¢t = 0, i.e. B; is described by
dBt = TtBtdt, B(] = 1,

where 7, is the risk-free interest rate at time t. Then, D, denotes the discount factor
given by
Ds,t = BS/Bta S,t - [O, T]
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Option type Call Put

Maximum (Max)  (max(S!,...,SP)— K)* (K-max(S?, ,SD))+
Minimum (Min) (min(St,...,8P) — K)* (K-min(S%,...,SP))*"
Geometric average (], SH)YP — K)* (K — (T Sd)l/D)Jr
Arithmetic average (3 Zd (SE—K)T (K — EZdzl S

Table 2.1: Several payoffs of multi-asset call and put options; S¢ and (z)* denote the

value of asset d, d =1, ..., D, and max(0, z), respectively.

In the special case of a constant risk-free rate r, we have

B, =¢" and Dy, = —r(t=s),

(A4) The risky underlying assets or state variables of the underlying model are supposed

to follow a RP-valued Markov process (St)o<t<T, where Sy is assumed to be known.

For the expectation conditional on the information available until time date ¢ notify that
we have E[-|F;] = E[-|S;] due to (A4). Moreover, we reduce the valuation of American
options to the valuation of Bermudan options, i.e. to options admitting a finite set of

exercise opportunities:

(A5) The option can be exercised at L + 1 time points, 0 = tg < t; < ... < t;, =T, with
a constant time step width of At =T/L.

This assumption should be seen as nonrestrictive, as the price of an American option can
be calculated by increasing the number of time steps. In the following we use the short
notation E;[-] = E[-|5;,]. Based on these assumptions, in 1984 Bensoussan proved that the
fair price of an American or Bermudan option at time ¢, is given by

sup Eo[Do Z,], (2.1)

7€T0,L

where 7o is the set of all stopping times with values in {0, ..., L} and (Z;)o<i<z is an
adapted payoff process, see [11]. Some typical payoffs of multi-asset options with strike
K are listed in Table 2.1, and Figure 2.1 shows the payoffs of a Max call option and
an arithmetic average call option on two assets. A natural ansatz to solve the optimal
stopping problem (2.1) is given by the dynamic programming principle (DPP) in terms

of the value process (V})o<i<y, itself:

Vi = Zg (2.2)
w = maX{Zl,El[DlleVlH]}, l = L — 1, ceey O; (23)
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Figure 2.1: Left panel shows the payoff of a Max call option and right panel shows the

payoff of an arithmetic average call option on two assets.

(Do Vi)o<i<r is the smallest supermartingale dominating the sequence (Dg;Z;)o<i<z, and is
called the Snell envelope of (D ;Z;)o<i<r. Then, the continuation value of the underlying
option at ¢; is defined by

Cr = Ei[Dyj41Viga).

Indeed, as the random variable

7o = inf{l > 0|V, = Z;}

*

defines a stopping time and the sequence (V;)o<;<, is a martingale, we can show that

Vo = EO[DO,T(;ZTS] = Sup EO[DO,TZT]7
T€7E),L
see, e.g., [85]; (VZTS)OSZSL is the sequence stopped at time 7§ and is defined as VITS = Vo
such that
. Vi, k<1
Vi, k>1

on the set {7 = k}. Therefore, the concept of the Snell envelope (2.2)-(2.3) delivers a
solution to the optimal stopping problem (2.1) and we call 7§ optimal. As a consequence,

we have the more general relation

Vi = EiDiZ::] = sup Ey[Dy,Z;]
T€T, L
with 77 = inf{k > |V, = Z}, i.e. by stopping the sequence V; adequately, we get a
martingale. To get a better understanding of the valuation process of multi-asset options,
Figure 2.2 shows the early exercise region of a Max put option on two assets; the inter-
section of the continuation value function and the payoff defines the early exercise region

and the continuation region. Let us consider the continuation value process (C})o<i<r
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Exercise region

10

10 15 20 25 30 35
Asset 1

Figure 2.2: Early exercise region for an American Max put option on two assets.

vanishing at maturity date t,. Evidentally, (C})o<;<r, satisfies a DPP as well:

Cp =0
Cl = El [Dl,l—I—l maX{ZH_l, Cl—l—l}]» l=L— 1, ceey 0.
Then, the fair option price at ¢y is given by Cy or Vy = max{Zy, Cy}.
Another but equivalent way is to formulate the DPP in terms of the optimal stopping
time given by
7 = L (2.4)
. ! s 4 > Ky [Dz,rlilzrlql]
T = JA=L-1,..,0. (2.5)

. .
T/ , otherwise

Apparently, the continuation value of the option at decision date t; is defined by

Cl = El[Dl’TltLlZTlil]’ (26)
and we obtain the fair option price at time tq by
Vo = Eo[Dors Z:z]. (2.7)

For any stopping time 7 with values in {1, ..., L}, the value of an American-style option

is bounded below by the primal problem

Lo :=Eo[ Do Z;| < Vb, (2.8)
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due to (2.1). Now, from a practical point of view, it is desirable to derive an upper bound
for our pricing problem (2.1). Based on the approach suggested by Davis and Karatzas
[39] in 1994, Rogers derived in [114] a dual problem for pricing American-style options as
follows:

Let ' be the space of martingales M = (M;)o<i<y, for which supo<;<p |M;| € L,, where
L, denotes the space of all random variables with finite p-th moment, p > 1. For any

martingale M € H!, we have

sup ]E[) [DO,TZT] = sup ]EO [DO,TZT — MT + MT]
T€T,L T€T,L
= sup ]EO[DO,TZT - MT] + MO (29)
TETLL
S EO |:l£rllaXL(D0’lZl - Ml):| -+ Mo, (210)

where the second equality (2.9) directly follows from the martingale property and the
optional sampling theorem. As the upper bound (2.10) holds for any martingale M, the

option value might be estimated by

sup Eo[Dy,Z;] < inf (EO |:IT11aXL(D07lZl — Ml)} + M[)) ) (2.11)

7'67’1,[‘ MeH!

e

According to the primal problem (2.8), the right-hand side of (2.11) is called dual problem
for pricing American-style derivatives. Considering (2.11) suggests to find a martingale
M € H!' so that we yield equality. For this purpose, let us consider the Doob-Meyer
decomposition of the supermartingale (Dg;V})o<i<r, which allows for splitting the process
(Do Vi)o<i<r, into two components, a martingale M* and an increasing process (A;)o<i<r,
with M§ = Vh and Ay = 0, respectively. More precisely, the Doob-Meyer theorem justifies
the unique decomposition
Do,Vi = My — Ay,

where the processes (M;)o<i<r and (A;)o<i<r are recursively given by

M(T = ‘/07 Ml* = Mltl + DO,l‘/Z - El—l[Do,l‘/lL [ = ]-7 "'7L7 (212)
and

Ag =0, A= A1+ Dog1Vier —Ea[DogVi), =1, ..., L,

respectively, see [85]. Immediately, it follows the essential inequality

Ko jnaXL(Do,zZl — Do, Vi — A | + Vo < W,

EERAE)

as (Do, V))o<i<r dominates (Dg;Z;)o<i<r. Thus, to get a tight upper bound for the price

of an American-style option, we should try to find a good approximation of M* according
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to (2.12).

Let us draw some conclusions from these theoretical results for the construction of algo-
rithms for option pricing. Obviously, to value American-style derivatives we might build
algorithms based on the DPP, and, to do so, a common way is to use the DPP (2.2)-(2.3);
e.g., needless to mention, the Binomial tree [35] makes use of the DPP in terms of the
value process itself. Anyway, in view of practical applications, it seems to be convenient

to go a further step and to pursue the following strategy:

1. Find a stopping policy 7 with values in {1,...,L} and a martingale M that are
optimal in the sense that they are good approximations to the optimal stopping

time 77 and the optimal martingale M™, respectively.

2. Calculate a lower bound Ly and an upper bound Uj for the fair value of an American-

style option by

Ly := EO[DO,TZT] < sup EO[_DOVTZT] < Ky | max (D()JZZ — Ml) + My =: Uy.
reTi I=1.. L

(2.13)

Following this approach constricts the fair price, and, therefore, we are not in the dark if

we price high-complex financial instruments.

2.2 Regression-Based Monte Carlo Methods

The mathematical framework presented in the previous section is the starting point of a
number of Monte Carlo methods for pricing financial derivatives with an early exercise
feature. It seems to be obvious to use the DPP in terms of the value process itself; for in-
stance, the well-known stochastic mesh method proposed by Broadie and Glasserman [25]
is based on (2.2)-(2.3). Let us introduce the functionality of the vital class of regression-
based Monte Carlo methods. The core of Monte Carlo methods for option pricing is the
simulation of the underlying process as illustrated in Figure 2.3 for a two-dimensional
geometric Brownian motion; in general, under the riskneutral probability measure the

D-dimensional geometric Brownian motion is given by
dS¢ = (r — 64)Stdt + 04Stawy, d=1,..,D, (2.14)

where r is the annualized constant risk-free interest rate, d; the continuous dividend
yield of asset d, oq4 the volatility of asset d, W@ a standard Brownian motion and W
and W have correlation pg.. For a general treatment of the numerical integration of
stochastic differential equations (SDEs), we refer the reader to [58] or [117], and the
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Asset 1 200 0

Figure 2.3: Paths of a two-dimensional geometric Brownian motion.

references therein. Without loss of generality, from now on, we assume a constant risk-
free interest rate. On the basis of the DPP (2.2)-(2.3) and the set of N simulated paths
{Swi}n=1...Ni=0. L, the option value for each path n, n =1,..., N, at every exercise date
t;,, l=1L,...,1, is determined by

Vi = 2
VP o= max{Z]',Ci(Sy)}, I=L—-1,..,1,

as illustrated in Figure 2.4 for six paths; we assign an option value to each knot. In so
doing, we clearly know the payoff of each path n, n = 1,..., N, at every exercise date t,
with 1 <[ < L—1, but, obviously, we have no idea about the structure of the continuation
value C). Thus, the key for constructing a well-working Monte Carlo method is to find a
good approximation C; of the continuation value C;. To tackle this problem, the idea of
regression-based Monte Carlo methods is to estimate a model function for the continuation
value via regression. A practical model function for the continuation value is given by a

simple linear combination of basis functions, i.e.

M
Cri=> Tmbn(S), (2.15)
m=1
where the coefficients might be determined by solving the ordinary least squares (OLS)
problem
. — 2.
min || G —Ci l3; (2.16)

for the sake of completeness, C; is an element of a finite-dimensional linear subspace H,;

of Ly, {¢m(-)}M_, is a basis of H; and the optimal coefficients 1, ..., z); are solutions of
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to =20 t1 to t3 ty ts I: T

Figure 2.4: Pricing procedure based on the DPP of the value process.

the normal equations. Theoretically, a model function such as (2.15) is justified by the

following further assumption:

(A5) The payoff Z; at date ¢;, [ = 0, ..., L, is a square-integrable random variable. So,
E[(Z)?] < oo for all Z;, 1 =0,...,L, and Z; € Ly(Q, Fy, Ps,). Ps, denotes the image
probability measure induced by S; on the state space £ C R”, and L, is a Hilbert

space.

Then, an important implication from this assumption is the following expression for the
continuation value (2.6):

G S rndn (S), (2.17)

m=1
where {¢F (1)}5°_, is an orthonormal basis, and z,, = (C}, ¢%.(5;)) = E[Ci¢,(S;)] are the
Fourier coefficients, see [115]. Note that the model function (2.15) results from truncating
the infinite sum in (2.17). Numerically, we solve problem (2.16) by
| X

min Z (CF' = hu(Sw)” (2.18)

where for n = 1,..., N, we have h(S,;) = Zi\f:l Ty ®m (Sni); the realizations C]' of the

continuation value coincide with the cash flows of each path, i.e.

' = efmtvﬁl =0 max{Z}" 1, hu41(Sni+1)}-
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Following this ansatz, an approximation of the fair option price today is given by

N

PN 1

Vo :max{Zo,erAtNZVl”}. (2.19)
n=1

Tilley pioneered the class of regression-based Monte Carlo methods in [124] by introducing
the estimator
- 1 e~ o
Vo = max {ZO, ¥ Z e M Athln} ,
n=1

where 71 results from approximating the continuation value at every exercise date, i.e.
= inf{k > 1|Z] > hi(S,k)}, n=1,...,N. To approximate the continuation value, this
approach works with a crude kernel smoothing technique; more precisely, at every exercise
date realizations of the asset price are ordered in bundles to approximate the continuation
value by a step function. In 1996 Carriere proposed in [28] to fit the continuation value by
nonparametric regression. In addition to Tilley’s estimator, Carriere introduced estimator
(2.19). The approach suggested by Tsitsiklis and van Roy works with this second high-
biased estimator combined with least squares, see [125] and [126]. Carriere priced options
in [29] with the same estimators as in his previous paper and also with least squares. All
these methods are either heavily extended to the vital multi-dimensional case or give poor
approximations of the continuation value such that an accurate estimation of multi-asset
options seems to be infeasible, see also [58]. A breakthrough with respect to pricing multi-
dimensional options with an early exercise feature came with the proposal of Longstaff
and Schwartz [91]. The key idea of their LSM method is to work with the DPP in terms
of the optimal stopping time (2.4)-(2.5). By doing so, based on the set of simulated paths,
we try to find the optimal stopping time for each path to approximate the fair option

price by (2.7). So, numerically, the idea of the LSM algorithm is to realize the rule

n o __
7 = L

L, Z(Sw) > hu(Sy
o= t(Snt) 2 hu(Sw) d=L—1,..1.

n .
741 , otherwise

The dependent variables for least squares are determined by C}' = e MDA 7,y =

1417
1,...N, Il =1,....L; to get a better approximation of the continuation value, Longstaff
and Schwartz suggested to consider only paths in the money, see Figure 2.5. At time t,

we estimate the continuation value by its empirical mean and get for the option value

N
-~ 1 n
Vo = max {Zo, N Ele"“ﬁ Atzgn} : (2.20)

compare (2.6) and (2.7); the functionality of the LSM approach is illustrated in Figure
2.6. According to [58], the LSM estimator (2.20) is an interleaving option price estimator.
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Figure 2.5: Approximation of the continuation value via least squares at a fixed time date.

2
2
2
3
3
3

3.5
24

Option value
N
tn

Stock price 7 0o Time

Figure 2.6: Functionality of the LSM method.

Notes. 7 and C'F' are vectors used for saving the current optimal stopping time and the corre-

sponding payoff, respectively, for each path, see [76].
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Notify that rough approximations of the continuation value have limited influence on the
estimated option price, as just the intersection of the payoff and the continuation value
function determine the optimal stopping time for each path. Even if we work with an
approximation of lower quality, we meet the right decision for most of the paths; thus,
the dependent variables for the regression problem and the estimated option price might
be of high quality despite the dilemma of a poor continuation value function. This fact
explains the striking success of the LSM method, whereby methods based on the DPP of
the value process (2.2)-(2.3) are quite sensitive to perturbations in the continuation value
function. Recently, in [76] we gave a guideline for an efficient implementation of the LSM
method; especially, we could accelerate this method by a factor of about two or more by
our vectorization procedure.

As previously mentioned, a vital extension of regression-based Monte Carlo methods are
dual methods. Let us focus our attention on the AB algorithm. By doing so, consider
any exercise strategy 7 defined by an approximation h; of the continuation value Cj for
Il =1,..,L with C;, = 0 such as given by 7, = inf{k > |2, > W}, | = 1,....L; Iy
might result from running the LSM method with Ny paths. By drawing N; i.i.d. samples

e*”fLAthln, n=1,..., Ny, an estimate of the lower bound Lg in (2.13) is realized by
1 &
Lo=—Y eiaizn, 2.21
0 Nl p— € 7] ( )
Note that a valid (1 — «) confidence interval of Lg is given by
Lot 21_ap—m (2.22)

VN
with the estimated standard error 7, of Lo; 21_4/2 denotes the (1 — «/2) quantile of a
standard normal distribution. For a given early exercise strategy, Figure 2.7 illustrates
the process of realizing estimator (2.21). Next, we consider the vital construction of a
valid upper bound, and, to this end, we concentrate on the numerical realization of the
right-hand side of (2.13) in the notion of the exercise policy 7; more precisely, the upper
bound is given as

Uy = E, [l maxL(e—”AtZl - MZ)] + My =: Ao + M, (2.23)

=1

77777

with
My =Eole ™71, My = My +By[e ™M Z By 1 [e™™MZ ) = My +6, 1=1,..., L,

and

efrlAtZl, ifzZ; > h
Eyle~rmedz 1 if Zy < hy

Ti+1

Eyle A7, ] = { (2.24)
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So

Figure 2.7: Evaluation procedure of an American option for a given early exercise strategy.

Now, to get an estimate (70 of the upper bound Uy, we simulate another set of Ny paths,

{S2,}=1...Nyu=1....1, t0 approximate Ag in (2.23) by

Ry = iA (2.25)
0-— Ng ra ny .

where

_ —rlAt r7n n n o__ n n.

to control the accuracy and to preserve the martingale property of M, Andersen and

Broadie suggested to evaluate ;' by

L e_rlAtZln7 it Z) > hl<S72’Ll) on
Yo itz emy O
where
1 &
cr = N _ e_”zﬂAtZ%l 2

are estimates of the continuation values in (2.24) resulting from drawing N3 i.i.d. samples
e_”mlAtZ%l, m=1,..., N3; Z;?L results from simulating the underlying Markov process
starting at S?; and stopping according to 7;41. As a final result, an estimate of the upper
bound Uy in (2.23) is given by

(70 = 30 + E0
such that

=~ O’2 0'2
Uo £ 21—a/ot| -2 + -2 2.27
0T 21-qa/2 N, + N, ( )
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is a valid (1 — «) confidence interval of Uy with the estimated standard error oa of Ay.

In order to get a deeper look into the working procedure of the AB approach, the path

So

Figure 2.8: Path simulations for determining an upper bound for an American option by

the AB approach.

construction for realizing estimator (2.25) is illustrated in Figure 2.8. As we can see, we
start off by simulating Ny paths of our underlying model; these paths are colored gray.
Based on this set of paths, at each state of a path we run an inner simulation of N3 paths to
evaluate the continuation value (2.26); this procedure is demonstrated for two states and
the red paths are these subsimulations stopped according to 7;. Thus, following the AB
approach, to produce valid upper bounds, we have to run subsimulations in a simulation,
which might be seen critical at first glance. Anyway, as claimed by the authors, a small
number of paths Ny and N3 are only necessary to get accurate upper bounds; we can
underline this statement, see, e.g., our numerical experiments in [76]. By combining both
valid confidence intervals, (2.22) and (2.27), we are in the situation to determine a valid

(1 — «) confidence interval for the true option value by

=~ ~2 =~

~ oL~ 07 OA

Lo = z1-aj2—=, U XY i el I

0— 21 /2\/F1 0+ Z1-a/2 N1+N2
this is just a simple result of taking the lower half width of (2.22) and the upper half
width of (2.27). From a practical point of view, the AB approach is a valuable extension
of the class of regression-based Monte Carlo methods due to the restriction of the fair
option price. The higher the lower bounds and the tighter the lower and upper bounds,

the more accurate is the used early exercise strategy. Thus, the tightness of the bounds
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is a good indicator of the quality of basis functions, which is especially of high interest
for pricing new complex financial derivatives; we should spend more effort in searching
well-working functions if the bounds are too large.

Independently to the proposal by Andersen and Broadie, Haugh and Kogan introduced in
[64] another method to calculate lower and upper bounds as well as valid confidence inter-
vals by using supermartingales rather than martingales. Their approach is based on the
DPP of the value process (2.2)-(2.3) and also works with subsimulations. To determine an
approximation of the continuation value, a neural network approach is used, which might
be expensive in higher dimensions, see our comments in Chapter 5. In their numerical
experiments, the authors priced multi-asset options with a huge number of paths and no
CPU times are reported. We are not familiar with any comparative speed-accuracy study
of both approaches, the AB method and the algorithm by Haugh and Kogan. Anyway, to
the best of our knowledge, the AB approach combined with the LSM method is often the
method of choice and implemented in many running option pricing systems of financial
institutions for pricing complex financial derivatives with an early-exercise feature, see
also [93]. This gives us rise to compare our proposed methods in this thesis with the AB
approach combined with our efficient version of the LSM method rather than with the
approach by Haugh and Kogan. Nevertheless, at the end of thesis we discuss some possible

modifications of the Haugh-Kogan approach by our proposed methods.



Chapter 3

Robust Regression Monte Carlo
Method

On the basis of the mathematical framework formulated in Chapter 2, we present our RRM
method for pricing American-style options in Section 3.1. To give a complete guideline
for an efficient implementation of our proposed method, we focus our attention on solving
robust regression problems and suggest a new solver with very good numerical properties
in Section 3.2. Techniques of the statistical learning theory help us to prove convergence
of our proposed Monte Carlo estimator in Section 3.3. In Section 3.4 we investigate the
numerical performance of our RRM method and aim at a comparative study with the
state-of-the-art LSM method.

3.1 Algorithm

Following the idea of Longstaff and Schwartz [91], we concentrate on an approximation
of the DPP in terms of the optimal stopping time (2.4)-(2.5) rather than of the option
value process itself. In order to motivate our approach, let us have a closer look at one
regression step. As we can see in Figure 3.1, there are some points, namely the red points,
which are really far away from the light gray surface showing the continuation value
function calculated by least squares for an American-style option on two assets. This
observation directly leads to robust regression, as robust regression is able to take outliers
into account. Coming back to the LSM algorithm considered in Chapter 2, we propose to

replace least squares (2.18) by robust regression. For this purpose, to get an estimation
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Figure 3.1: Approximation of the continuation value by least squares for an American

Max call option on two assets; red points denote outliers.

of the coefficients in every time step, we suggest to solve

N
o .1 n
in ()= i, 55 3L ¢CF = hdSu) 1)
with a suitably measurable loss function
(:R —[0,00)

specified a priori. In the following we denote the residuals by
rl =0 — h(Sw), n=1,..,N, l=1,..,L—1.
Let us make some assumptions on this loss function:
(L1) ¢(-) is a piecewise twice continuously differentiable function with ¢(r) = 0 if » = 0.
(L2) ¢ (r)/r > 0and £'(r) > 0 for any r € R.

(L3) £(-) is convex or piecewise convex.

Some selections of loss functions ¢(-) are listed in Table 3.1 and Figure 3.2 shows their

graphs. We should remark that many loss functions are twice continuously differentiable
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Table 3.1: Several loss functions ¢(+) for robust regression.

£(r) £(r)
r? ., |r] <
OLS r? Talwar Irf<m
%, Il >m
T2 ) |T| S 71
T2 ) |T‘ S il 9
e Jonen 4 2m[r[ =7, n <[ <7

2nlr| =41, vl >m
272 — 5, ] = e

almost everywhere, and one-sided derivatives should be used at points where ¢(-) is not
differentiable; see also our comments in Section 3.2. Huber proposed in [71] the Huber as
well as the Talwar loss functions; many authors denote the Talwar loss function after [68].
Huber’s function is a famous choice due to its nice statistical properties. Furthermore, we
introduce a new loss function called Jonen, which is a mixture of both of them. For other

common loss functions we refer to [70]. As we can see, the idea of robust regression is to

Y1 Y2

Figure 3.2: Loss functions for robust regression; 7, and 7, are transition points.

give outliers fewer weight than the other points. By using robust regression, we attempt to
eliminate outliers in order to improve the quality of an approximation of the continuation
value function. Outliers occur by strongly fluctuated paths in the context of regression-

based Monte Carlo methods based on the DPP of the optimal stopping time. By the way,
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we expect fewer outliers by considering methods based on the DPP of the value process
itself. Even though outliers are often bad data points, by locating points as outliers which
contain valuable information, we might destroy the whole structure of the problem. So, we
should investigate outliers carefully. However, in Section 3.4 we concentrate on eliminating

these points from the data and address the determination of the parameters 7y, 7».

Remark 3.1.1. In a statistical framework practitioners are used to make an assumption
about the distribution of the error to specify the loss function a priori. However, in our
context we are not familiar with any distribution, and, that is why, we use loss functions

to improve the quality of a continuation value function fit.

A number of loss functions lead to optimization tasks which have to be solved iteratively,
and we focus on that topic in the next section. Assumption (L3) guarantees the well-
posedness of (3.1) in the sense that there is a unique (global) minimizer. Provided with
these tools, we can formulate our RRM method, see Algorithm 1. In analogy to the LSM
algorithm, we just take paths in-the-money into consideration for regression; J denotes
the number of these paths. Notice that the LSM algorithm is a special case of our RRM

algorithm by using the loss function
- . 2 )
E (Clj - hl(Sjl)) = (Clj — hl(Sﬂ)) , ] = 1, ceey J, l = 1, ,L

Thus, from an implementation point of view, we only have to replace the solver for re-

gression if the LSM method is already implemented in a running option pricing system.

3.2 Solving Robust Regression

The routine RobustRegression(A,b,J) in Algorithm 1 needs special care to guarantee an
efficient implementation. With the notation of the previous section the first order condition
of the right-hand side of our minimization problem (3.1) becomes to the following set of

M equations:
J
Y ) Am =0, m=1,.,.M (3.2)
j=1

— for simplicity we drop in the following the overline index of  and the time index of
r. In general, we obtain a nonlinear system, and, therefore, we should concentrate on
iterative solvers for system (3.2). Even though a couple of approaches for solving robust
regression problems exist, see e.g., [92], [33] and the mentioned approaches below, we pro-

pose a new Newton-Raphson-based solver with the purpose of an efficient implementation.
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Algorithm 1 RRM(N, M, T, L,0).

Input: N, M, T, L,0

Output: 170
1: At =T/L // Time step width
2: for [+ 1to L do
3: forn<+1to N do
4: Sni = (Stn-1)D+d1)d=1,..,0 < GeneratePaths(N, At, L,0,)
5:  end for
6: end for
7. for n < 1 to N do
8:  CF,=2Z,(S,) // Payoff for path n at ¢,
9: 7, =L // Optimal exercise point for path n at
10: end for
11: for (< L —1to 1 do
12: J=0
13: forn<+1to N do
14: if (n-th path in-the-money) then
15: J=J+1, n(J)=n
16: Ajm = Om(Sw), m=1,...., M // Fill regressor matrix
17: by = e "m=DACE, /] Fill vector with regressands
18: end if
19: end for
20:  Z1,...,Tp < RobustRegression(A,b, J)
21: for j+1,....J do
22: C=M 2.4,
23: if (Z(Sx(;1) > C) then
24: CFrig) = Z1(Sn(i))
25: Tr(j) = l
26: end if
27:  end for
28: end for
29: 60 = %ij:le’”"AtCFn // Continuation value at to
30: Vo=max{Zy,Cy} // Approximated fair value at tg

Notes. The routine GeneratePaths(N, At, L,©) in line 4 realizes the numerical integration of

the underlying stochastic differential equation, where © denotes the set of parameters for the

underlying model. The type of basis functions ¢(-) as well as the structure of the payoff Z; must

be specified a priori.
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Considering minimization problem (3.1), we yield the Newton-Raphson iteration
g* D) = k) k) g =01, .., (3.3)

where the search direction s results from solving

with the Hessian matrix
H® = ATD®) A (3.5)

and the gradient
g") = — ATy

ne

Dj(.k) = K”(rj(.k)), j = 1,...,J. According to assumption (L1), if ¢'(r) and ¢"(r) are dis-

continuous at any point r € R, we work with the concept of the subgradient and the

is a vector with entries y](-k) =/ (’I“](-k)) and D™ is a diagonal matrix with elements

generalized Hessian matrix defined by [34], respectively, such that (3.3) is a step of the
generalized Newton-Raphson method, see [112]. In order to guarantee that s*) is a de-
scent direction, the Hessian matrix (3.5) must be positive definite; indeed, it is symmetric
and positive semi-definite for loss functions fulfilling (L2). A reasonable assumption in our
framework is that M < J. Suppose that U;3,,V} is the singular value decomposition
(SVD) of A € R”*M where U; = [uy,...,u;] € R/ and Viy = [vy, ..., vp] € RM*M are
orthogonal matrices with the i-th left singular vector u; and the i-th right singular vector
v;, respectively; ¥y = diag(oy,...,o0) € R7M is a diagonal matrix with the singular
values 0;, @ = 1,...., M, of A, 01 > 09 > ... > oy > 0, see [60] or [15]. Then, to avoid
any numerical trouble caused by stability problems, we suggest to decompose the search
direction (3.4) to

_ — )\ —1
sk) — -t (UTD(k)U> 1UTy(k) e <H(k)> UTy(k:) (3.6)

with U = [uy,...,u,] € R™*P.V = [vy,...,v,] € RM*¢ and ¥7! = diag(1/04,...,1/0,) €
RP*P p =rank(A). As U, V and X! are independent of the current residuals r®) a cheap
way to calculate the matrix 7" in step k is by adding block matrices to the matrix 7*Y

of the previous step as follows:

J
Y =7 S apWuu

Jj=1

(1ADM |5 k=1,2,3,.. (3.7)

with € > 0, AD](-k) = D](-k) — D](-k_l), g=1,...,J; UjT and 1, denote the j-th row of U and
the indicator function, respectively. Notify that we have to run the SVD just one time at
the beginning of every time step t;, [ = L — 1,..., 1. Similar update techniques have been
used in [48],[131], [108]. Update technique (3.7) combined with search direction (3.6) lead

to our solver for robust regression, see Algorithm 2.
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Algorithm 2 RobustRegression(A,b, J).
Input: A,b,J

Output: z4,..., x5

1 US LV, p=rank(A) < SVD(A)
2 x=VXUTh

33 k=0;,¢>0

4: while (not converge) do

5  k=k+1

6: r=0b—Ax

7. y=0(r)

8: d= 5”(7“)

9: if (k==1) then
10: H=Y7 dUUr

11:  else

12: for j <+ 1to J do

13: if (|d; — dJ'| > ¢) then

14: H = H + (d; — d")U;U] // Update according to (3.7)
15: end if

16: end for

17 end if

18:  d=d

190 g=U%y
20: s < CholeskySolver(H, g)

21: x=x4+VXls

22: end while
Notes. The loss function £(-) has to be specified a priori.

Remark 3.2.1. As mentioned in [30], from a numerical point of view, setting derivatives
at discontinuous points should not influence the search procedure for finding the minimum
of a sum of almost everywhere differentiable functions as given in (3.1). Anyway, the
local convergence as well as the resulting order of Newton-Raphson-based solvers for robust

regression might be shown by using techniques of the non-smooth analysis, see [112].

Making Newton-Raphson’s method safe is vital for a successful implementation. As
already mentioned, by construction the matrices H® in (3.5) and 7% in (3.6) are
positive semi-definite as long as the elements of D®) are non-negative. To assure the
regularity of them and, thus, the positive definiteness, we should shift the eigenvalues

into a positive range whenever necessary; A" is better behaved than H®. Following
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[106], an ad hoc modified Cholesky decomposition may be implemented:

{ 0 if ming_y_,(HY) > 0
0=

— , (=2, £:=1073,
— mini:17._.,p(H§f)) +¢& , else

do{H®) .= 7" 4 nIp;Cholesky(I:j(’“)); n = max(¢n, &) } while(Cholesky failed)

where I, and Fz(zk )
7", Notify that the routine C'holesky(-) is involved in SolveCholesky(-) in Algorithm

2. To make fast progress, ¢ might be chosen larger such as ¢ = 10; the value of parameter

denote the (p X p) identity matrix and the i-th diagonal element of

¢ might be modified as well. A sufficient reduction of the objective function (3.1) in each
step is desirable, but not necessarily guaranteed. In order to ensure global convergence, a

damped Newton-Raphson version might be implemented
gD = 2®) 4y, k) (3.8)

for some A\, > 0. To decide whether the chosen A is good enough, the Armijo condition

can be verified
f(a:(k) + sy < fa®) + /i)\ka(a:(k))Ts(k)

with a sufficiently small number £ > 0, e.g., k = 1074, After testing the full Newton-
Raphson step, i.e. \;, = 1, we select a new damped parameter Ay € [0.1A94,0.5\219] as
suggested in the backtracking procedure in [41]; see [111] for implementation details. Tt
makes sense to terminate the line search procedure close to the optimum as roundoff errors
may cause numerical difficulties.

Following the discussion in [41], we use both convergence criteria

|:B(k+l) _ x(k’)|
max = = H)m <TOLp;, 0<TOLp, < 1, (3.9)
m=te M mas{alh D], 1)
to test for convergence on Ax, and
[(Vf (@ *49)), mase{ a7 1}
< .
max — TR <TOLyys, 0<TOLys < 1, (3.10)

to test for convergence on zero gradient; (V f(z**1)),, is the m-th entry of Vf(x*+1).
To highlight our proposed approach, denoted by RRyew in the following, we give a brief
overview of alternative robust regression solvers in Remark 3.2.2; a similar overview is

given in [5], but we only focus on solvers promising good numerical properties.
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Remark 3.2.2. An elegant way to find the descent direction s in (3.8) is the solution
of the least squares problem

s = argmin|| A5 — b||2
S5eRM

with A = (DW)124, b = (DW)=12y®  gnd l/ij(k) = maX{D§k),n}, j=1,...,J, are
modified elements of the diagonal matriz D™ to avoid zero elements; n is a sufficiently
small number, see [5]; we denote this approach by ff{\RNeW to refer to it later on. Replacing

the elements of the diagonal matriz in (3.5) by the secant approximation

” O (r;) =20 O (r; ~
f (’I’b)z ( ;)_O( ) = E“J) = Dj, i :1,...,J,
J J

leads to the iteration step
2* D) = (ATD® ) TATDR B | =0,1,2, ... (3.11)

As (3.11) is the solution of a weighted least squares problem, this approach is known
as iteratively re-weighted least squares (IRLS). This might be seen as a comfortable way
for implementing because a number of programming packages deliver stable solvers for
(weighted) least squares problems. Many objective functions fulfill 5j > max{0,¢"(r;)} for
allj =1, ..., J, and, generally, £ (0) = 0. Due to its simplicity and global convergence, IRLS
15 the common way to solve robust regression problems. In contrast to Newton-Raphson-
based solvers, it is just linear convergent, see [13]. Following the approach proposed by
O’Leary in [108], a residual instead of a coefficient iteration in combination with the QR
decomposition leads to stability advantages. Finding the minimum residual r* leads to the

iteration
T(k+1) _ T(k) _ AS(k), k= 0,1,...,

and, finally, the coefficients can be determined by solving
Az =0b-T,

where T is the approzimated optimal residual. Anyway, a residual iteration might become

expensive if M < J.

3.3 Convergence

In order to proof convergence of our RRM estimator, we use techniques of the statisti-
cal learning theory. Similar ideas are used in [46] and [132] for a convergence proof of
the LSM method. Before we start, let us complete our mathematical framework by some

notations. So far, we have restricted ourselves on finite-dimensional linear approximation
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sets. According to [132], we want to drop this limiting assumption, and, thus, we con-
sider arbitrary subsets H; of Lo. To refer to the minimizer of optimization task (3.1), we

introduce the function @W to be any function h; € H; satisfying

N
1 WA -
sz (G = Crualsu)) < h%f{l—zﬁ P — h(Sw)) + &
with € > 0. From a numerical point of view, we have € > 0 if errors caused by stability
problems, convergence criteria, or otherwise, influence the output produced by Algorithm

2. We may set ¢ = 0 if a minimizer exists and may be computed exactly. Actually, we

work with the DPP in terms of the approximated optimal stopping time,
o= L (3.12)

I,z >C
n = Y R R ) (3.13)
Ti+1 , otherwise

and we define the continuation value at t;, [ = L —1,...,0, w.r.t. (3.12)-(3.13) by

Cl* _ ]El[ —r(T41— l)AtZ

Tz+1]

— C} is often called regression function in a statistical learning framework. Moreover,
for any [ = 0,...,L — 1, P, denotes the image probability measure on €}, = F x R

jointly induced by the variables (S;, e " (104t 7

Ti+1
—r(Tre1 =D)AL
(Ska e~ (kr1=0) ZTk+1

). The entire collection of variables
), k=1,...,L — 1, jointly induces an image probability measure on
Q x ... x Qp_1 =: €y, and we give it the notation P;. Due to the simulation of N paths
sampled independently according to P;, we consider the product measure P} ® ... @ PY

on ; X ... x Q1 =: QZN For notational purposes notify that
wi=w = ((Sy, G, ..., (Sni, C)) € QY = QY
for a fixed number N € N and any [ =0,...,L — 1, and
win = ((Sut, CF), ooy (Spp-1,C1 1)) €

for any [ = 0,...,L — 1, n=1,..., N. The ordered (L-1)-tuple (w'¥, ..., wE=1N) as well as
the ordered N-tuple (wy, ..., w;y) are generic sample elements from the probability space

va . In the following we assume that F' and H are positive integers with
F =max{1, || Z1]|cc; - | ZL]|cc } < 0
and
supq{ |||t € Hi} < H < 00,

respectively. Equipped with these definitions, we are able to prove the convergence of our
RRM estimator in Subsection 3.3.2 based on a error decomposition derived in Subsection
3.3.1.
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3.3.1 Error Decomposition

To begin with, let us introduce some notations in the manner of the statistical learning
theory, and we refer to [129] or [38] for a deeper look into this field. Let E be a compact
domain or a manifold in Euclidean space and Y = R. We denote by p the Borel probability
measure on 2 = E X Y, whose regularity properties are assumed as needed. Then, in

general, we define the error of a suitably measureable function f : £ — R by

&) = [tte— f(s)dp.

Q

where w = (s,c¢) are the elements of 2. To be consistent with our framework, for any

function h; € H; we write

gl(hl) = /K(Cl — hl(Sl)) = /E(Cl - hl<Sl))dPSl- (314)

E

Moreover, a second error of any h; € H; is given by

gl*(hl) = /E(Cl* - hl(Sl)) = /E(Ol* — hl(*gl))dPSl' (315)

E

The second equalities of (3.14) and (3.15) are for reasons of notational convenience, and
we use these short notations whenever there is no confusion. According to quantity (3.15),

we define the empirical errors of any h; € H; (w.r.t. w) by

N
O 1 n
& (h) = N;w = hu(Su)-
A further helpful definition is the projection of C} on H; given by
O = arg inf & ().

The existence of C'y,; follows from the compactness of H; and the continuity of the error.
By the way, quantity infy,cq, [€(C; — hi(S)) is often called approximation error. Let ¢
be any time date fixed for [ = 0, ..., L — 1. Then, we define a generalized version of the

triangle inequality by

/E(Cz —aﬂl,z) = /E(Cl - O +Cf _aHz,l)

O (/E(C, o)+ /e (q* - @“)) , (3.16)

and, by choosing an appropriate constant v > 1, we get the y-triangle inequality

VAN

E(C) < YE(CE) + & (Crp))- (3.17)
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Remark 3.3.1. The triangle constant v in (3.17) depends on the loss function. For
example, by Jensen’s inequality and the convexity of r — r%, one can show that v = 2 for

the squared loss function, see [30].

Clearly, considering the last time step before maturity ¢, _; leads to

& 1Oy 1) = E1(Coy yp1)- (3.18)

However, we are interested in an error decomposition of Sl(@{l,l) at any time date t;, [ =
L — 1,...,1. Remember that regression-based Monte Carlo methods are based on the
DPP. Thus, on account of taking heed of propagation errors, we obtain the following vital

inequalities for [ = L —1,...,0:
Theorem 3.3.1. Assume that the mathematical framework above holds. Then, at all
t, l=L—-1,..,1,

L-1

E(Cua) < D A D Ly +1E (Crun) (3.19)
k=l

with v > 0. Moreover, at ty = 0 we have

L-1
(Vo—Vo)* < 2(Co—C)* +2) 7 (1 + )& (Crpr)- (3.20)
k=1

Proof. At first, at any time date ¢t;, | = L — 1, ..., 1, consider
&) = [ UG- o)
< 5 (/e(ol _Cy+ /z(q* - éw)) . (3.21)

In analogy to [132], we are able to show by reverse induction that

-1
&(CF) < YA EDT 1 4 )8 (Crype), 1= L= 2,01, (3.22)
k=l+1
holds for the first term on the right-hand side of (3.21). Obviously, inequality (3.22)
will be clear at ¢;_» with the same argumentation as follows, but with 7, = 7/ = L.
In general, inequality (3.22) is an immediate consequence of Jensen’s inequality and ~-
triangle inequality (3.17). To see this, we assume that inequality

L-1

E(Cr) < D Foq2b01 (1 ) Ex (Cry i) (3.23)

k=lp+1
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holds at time ¢;, for any [, fulfilling L — 1 > [, > 2. Then, applying Jensen’s inequality

for convex functions leads to the reformulation

Ei1(Cia) = [ HEle e

—r(rf —(lo—1))A (1 —(ln—
= £ (Tip = (lo=1) tZTl*O|Slo] _E[e (= (lo 1))AtZTzo’SlOHSIO*lDdPSqu

< Mo / K(E[e_’”(ﬁz_(lo_l))AtZle

Notify that we make use of assumption (L3). If our chosen loss function is just piecewise

] [6 7o =(lo=1) AtZTl()’Slo 1])

| — E[e~ (o~ (=1)at 7 Si]))dPs, . (3.24)

convex, we apply Jensen’s inequality on subintervals; in this case the transition points
define our decomposition. To be more flexible with respect to the chosen loss function at
any time date ¢;,_;, we introduce a constant 7y, > 0; 7, = 1 if we work with the same loss
function as in the previous time step ¢;,. For simplicity, we define 7 := maxy—, 51 V&

Consider the following three events:

Ay = ({7 =1} N {my = T }) = {2, 2 Bl Ton 0% 20 1S, 71 < Cog 0}
Ay = (I =mia} N {me = o)) = {Zi, < Ble o™ 20 18], Zy > Cry o},
Ay = ([ = 7} 1 {7 = o)) = 12, < Efe o207 ZssSuls Zio < Gy}

Let us assume that the event A; occurs. Then,

~ —r(r* —(lo—1))A —r(T7
V/K(E[e (lo (o=1)) tZTl"E)lSlo] _E[e (ZO (lo=1)) AtZ7'lo|Slo])

- ( / 0(Chy = Cray 1) + / ((Cruy 1o — CZ;)) . (3.25)

Obviously, the right-hand side of (3.25) is an upper bound for all three cases. All in all,

by exploring that our chosen loss function is even, we obtain

E-1(Cri_1) < F(VE,(CF) + 725 (Crug o) + 1E (Crayy a0))- (3.26)

If we work with an uneven loss function, we should work on with a modified even loss
function £(-) such that ¢(-) < £(-). Finally, by induction hypothesis (3.23) applied to the
first term on the right-hand side of (3.26), we get (3.22), and (3.22) combined with (3.21)

leads to (3.19). Following the argumentation above, we have
(Cy = Co)* <T(VE(CT) + 7€ (Cryn) +9E1 (Coiy 1)) (3.27)
at to. Therefore, inequality (3.20) holds at ¢y = 0 due to
(max(Zy, Co) — max(Zy, Cp))? < (Co — Co)*> < 2(Cy — C2)2 +2(C — Co)? (3.28)

combined with (3.22) and (3.27).
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3.3.2 Error Estimates

In the manner of the statistical learning theory, the defect function of a function f is
defined by

L(f) = E(f) = €(f)
with the empirical error & (f) of f as above. Bounds on E( f) seem to be helpful to bound
the actual error from an observed quantity. A well-known uniform estimate on the defect

is Pollard’s inequality, which is often used to give bounds on the sample error, see [38].

Before we proceed, let us define the [;-covering number.

Definition 3.3.1 ([43]). Let A be a bounded subset of RY. Then, for every e > 0, the ;-
covering number N (e, A) is defined as the cardinality of the smallest finite set in R? such
that for every z € A there is a point y € RY in the finite set such that 1/d||z — y|l1 < e,
where |||y = 20, |2 is the [, —norm of the vector z = (zV, ..., @) € R So, N'(e, A)

is the smallest number of ly-balls of radius ed, whose union contains A.

Let G be the class of real-valued functions defined on R¢ such that for any g € G,
0 < g(x) < G for all z € R? and some G < oco. If we define the set G(x) :=
{(g(x1), ..., g(xN)); 9 € G} CRY for N fixed points z;, 5 = 1,..., N, in RY, x = (21, ..., 7y),
N(e,G(z)) denotes the ly-covering number of G(x).

Theorem 3.3.2 (Pollard). Let X,..., Xy and X be i.i.d. random variables with X =
(X1,..., Xn). For any N € N and ¢ > 0,

P | sup
9eg
where the probability ¢ is defined by

5= SE [N(g g(X))]eXp( Ne? )

L3 9(X,) — Elg(X)]
N

> 6) <4, (3.29)

8’ - 128G?
Proof. See [110] or [43]. O

Notify that N(e,G(X)) is a random variable whose expected value plays a decisive role

in Pollard’s theorem.

Remark 3.3.2. Usually, Pollard’s theorem does not give sharp bounds, and, that is why,
we sometimes use sharper inequalities. Nevertheless, for our purposes it is sufficient to

work with it.

A further important definition in the statistical learning theory is the Vapnik-

Chervonenkis (VC) dimension given in Definition 3.3.2 according to [46].
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Definition 3.3.2 (VC Dimension). Let G be a set of real-valued functions defined on
some set B C R%. A set of points {xy,...,x,} C B is said to be shattered by G if there
exists r € R™ such that, for every b € {0,1}", there is a function g € G such that for each
i, g(x;) >r if by =1, and g(x;) < r; if by = 0. Then, the VC dimension of G denoted by
ve(G) is defined as the cardinality of the largest set of points which can be shattered by G.

Let us include Theorem 3.3.2 in our framework. To do so, G denotes the set of functions
g for which g(w) = l(c — Iy(s)), ly € Hy, w = (s,¢), and X = (), e "(m1=DAIZ
Now, we are able to show a vital result for proofing convergence of our RRM estimator

in Lemma 3.3.1.

Lemma 3.3.1. Suppose that Pollard’s inequality holds with the previous settings at all
time dates t;, | =L —1,...,1. Then, for any € > 0,

Pooiveay (51*(6%1) < 3e+ 5[‘@%0) >1—¢&, l=L—1,..,1, (3.30)

with € < e, and

~ 348H (F + H)\ "™ Ne?
0, =22 H{———+= — . 31
! (ve(Hy) + 1) ( 5 ) exp 128G7 (3.31)
Proof. By Pollard’s inequality (3.29), for any h; € H; and € > 0 we obtain that
E (b)) < & () +e
with probability at least
€ Ne?
1 - SE [N (g’ gl(w))] exp (— 128(;[2) (3.32)

over wN € QN Tt is important to note that quantity G; depends on the loss function itself,
e.g. Gy = (F + H)? for the squared loss function, G; = min{(F + H)? 2y, (F + H) — v}}
for Huber’s loss function, G; = min{(F + H)? ~3} for Talwar’s function. We denote by
G, the set of functions § for which §(w) = ¢ — y(s) with hy € Hy, w = (s, c). Moreover, let
(5} be the set of functions g; for which g;(w) = hy(s) and 512 be the set of functions go for
which ¢g2(w) = ¢, w = (s,¢). Then, in analogy to [132], by definition of the [; —covering
number we obtain

N(5Gw) < N (@ @(w))

€ €

< N (g O @)V (g G@). 63

Applying Haussler’s inequality to the first term of (3.33) leads to

€ 198¢H (F + H))“C@ )

N (s G ) < toet@) + 1) (22 (331



3 Robust Regression Monte Carlo Method 34

see [65] or [46] for Haussler’s inequality. All in all, as the second term of (3.33) is equal
to 1, quantity (3.32) can be estimated by

s () (-

348H (F + H)\ " Ne? ~
S 22<'UC(H1> + 1) (+)) exp (—W> =: 6[.
l

Thus, with probability at least 1 — g[ we yield that

A~ o~

EXNChyy) < EHChyy) + e (3.35)
and
E (Cpyt) <& (Cryi) + € (3.36)

over w'N € QN. As Cy,, minimizes & on H;, we have

o~ o~

E (Cryt) < & (Coypy) + 2. (3.37)

Finally, bringing inequalities (3.35)-(3.37) together leads to the statement that

~

EX(Crt) <E(Crt) +e<E(Cp) +e+E<E(Cryy) +2e 48 (3.38)

with probability at least 1 — 4;. Immediately, claim (3.30) follows from (3.38) with & < &

over w'V € Q. O

Now, we are in the situation to justify results regarding convergence of our RRM estimator:

Theorem 3.3.3 (Convergence of RRM estimator). Suppose that all assumptions and
definitions of the complete framework are maintained. Furthermore, assume that ve(H;) <
q<oo forl=L-—1,...1. Then, for any € > 0 and at each time date t;, | =L —1,...,1,

L—
Pleots,com)cad (& Ca1) Z R=ly2(k=D( 1{k¢l}+7)(3e+5,€(cmk))> >1-4 (3.39)

k=l

and

77777

with

L—-1
348H (F + H)\* Né?
o=y 22(¢+1) (—> exp (——
2 € 128G2
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and (1) := . max IEk(UHM), where I'(0) = ,_nax 1gk(67-£k,k)~ FEspecially, at ty we have

----------

-1

Plasor,won) ey ((VO —Vo)? <28 + 227k72k_1(1 +7)(3e + & (6Hkk))) >1—do
k=1

(3.41)

and

L—1

Peorcwon) €2 ((Vo —Vo)? <28°+2) F(2y + ) 1+ ) B + VF(O))) >1—d
k=1

(3.42)

with

Net
dp := 01 + 8exp (— 128F2)

Proof. Consider the intersection of (L — ) events given by Lemma 3.1 at each time date
t;,, l = L —1,...,1. Then, combining (3.30) and (3.19) leads to the statement that with

L—1_
probability at least 1 — d;, &, := > o,
k=l

~

-1
E(Cryt) < D AP Ly +7) (3¢ + 5 (Cpr) (3.43)
1

i

over all (W', .., wl=tN) ¢ va at any time date t;, | = L — 1,...,1. For notational
convenience we define Hy by the singleton set {E[e "2 7, |So]}. Using Pollard’s theorem,

for any € > 0, we have

. . Net
Paoveay ((Co — C5)? < &%) > 1 —8exp (— 128F2) : (3.44)
Thus, at to = 0 we obtain statement (3.41) by combining the intersection of (L-1) events
given by Lemma 3.1 with the event given in (3.44) and taking (3.20) into account. In
order to show statement (3.40) , we use (reverse) induction. To begin with, (3.40) is clear
for l[o = L — 1. Let ¢;, be any time date with 0 <y < L — 2, and assume that
-1

§ o020t ) (1 1) (32 + £ (T 1))

k=lp+1
L—-1

< Y FTEy 4 ) (14 5) (32 44Tl + 1)) (3.45)
k=lo+1

holds at #;,,1. Note that the left-hand side of this inequality is the upper bound of (3.43).
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At time date ¢;, we have

Z“”f oy 2h=10)(1 4 7) (3e 4+ & (Cay)) (3.46)

k=lo

= (L+7)3 + (1 +7)&; (Criyy 10) Z FPE (14 9) (32 + & (Crp))-
k=lp+1

By applying triangle inequality (3.17) and taking (3.22) and (3.30) into account, we yield
for the second term on the right-hand side

L-1
€ (Crpg o) < (510 (Crgio) +77 Y 7O (1 4 9)(3¢ + & (@m))) :

k=lp+1
(3.47)

All in all, (3.46) can be estimated by
L1 B
D7y (14 7) (3¢ + £ (o)
k=lo

1
< (14+7) (3 + 78, (Cry o)) + ( D o2kl ) (1 4 y) (3 + 5Z(Cyk,k))> (2 +7),

k=lo+1

and using the above definition of I'(l) as well as induction hypothesis (3.45) prove state-
ment (3.40). Thus, at ty = 0 statement (3.42) directly follows from (3.41). O

Remark 3.3.3. In accordance with the results in [132], our statements involve an ex-
ponential dependence on the number of time steps. Focusing on loss functions fulfilling
0(-) < (-)* — as the loss functions in Table 3.1 — shows that our RRM estimator is su-
perior to the LSM estimator; provided that the transition points are carefully chosen.
Moreover, it makes sense to cut the chosen loss function above to get sharper convergence

statements.

A number of numerical experiments have shown that an approximation of the continu-
ation value by polynomials performs well. To focus on this linear finite-dimensional ap-
proximation architecture, we denote by H% the space of all multivariate polynomials, i.e.
polynomials in D variables s1, ..., sp, of total degree < M — 1 with real coefficients. There-
fore, our model function for the continuation value at every time date ¢;, [ =1,..., L — 1,
is assumed to be a polynomial 7(s) = > xas%, s* = s7' s, 0 € No, i =1,...,D.
Let Op(f) be a closed cube of side length 0 < 20 < oo in R? centered at the origin; the
interior is denoted by Qp(6). Then, H%(@D(Q)) is the space of all multivariate polynomi-
als on Qp(f#). Moreover, we denote by C"(Qp(0)) the space of all continuous real-valued

functions f on Qp(#) whose continuous classical derivatives 9% f exist for all multi-indices
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for which |a| < n and posses continuous extensions to Qp(#). Then, the norm on this
space is given by

HfHCn@D(e)) = Z sup 0% f (2)].

|a|<n *€LD(0)

In the same manner as the last two results in [132], we show by both results, Corollaries
3.1 and 3.2, that we are able to get bounds on the overall rate of convergence up to
arbitrarily high probability provided that the continuation values satisfy some regularity

assumptions. To get stronger statements, we suppose that our chosen loss function fulfills
0) < ()%

Corollary 3.3.1. Assume that the framework above holds with state space E = Qp(6).
Moreover, suppose that there exists n € N such that C; is the continuous extension to
Qp(0) of some function C; € C*(Qp(0)) for all t;, | =1,...,L — 1. Let M be a positive
integer with 1 <n < M and ¢ be a constant with ¢ > 1, and define

Hy = {r € T2(Qp(0)); Il co @y < 20C len@pion }-

Then, for any e > 0, we have

L-1
P won o)) ((Vo —Vo)? <27 42 (20 91+ )(3e + VCZ(M)_Q")> > 1=dy
k=1
(3.48)
' F(Faaay\ ¢ &2 M—1+D)!
with 6g = 86Xp< 128F2> + ZQQ(Q +1) (M) exp <_ 1%%) and g = ((1\7—11J)F!D)! )

C > 1 is any constant fulﬁllmg C2||C'l||2 § 52 forl=1,...,L—1.

n(Q

Proof. To begin with, let us remark that the VC-dimension of a finite-dimensional vector
space of measurable real-valued functions coincides with its vector space dimension, see

[46]. Thus, due to the dimension of the space of multivariate polynomials we obtain

ve(Hy) < ( M _;_l_ b ) = dim(H%) =q

at all ¢;, [ =1,...,L — 1. Moreover, combining statement (3.42) with the relation

inf /e(cl—w)g/z<cl—m)<Ho,—mH? < GO |ClPrigyey  (3:49)

TEH,;

for any m, € H; and each [ =1, ..., L — 1, leads to statement (3.48); the last inequality of
(3.49) is a consequence of Jackson-type estimates, where the constant ¢ > 1 depends on
Qp(0), see [46]; quantity H is replaced by 2{’ in Gy, as well. O
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Let Lip(Qp(6)) be the space of Lipschitz continuous functions f on the closed cube Qp(6)
that satisfy

|f(z) = f(y)] < Cule —yl, Yo,y € Qp(0),

where 0 < (7, < oo is the Lipschitz constant.

Corollary 3.3.2. Assume that the framework above holds with state space E = Qp(6).
Moreover, suppose that C; € Lip(Qp(0)). Let M be a positive integer such that

88¢.0D )2 )
(M “1+p) =1%o

and
Hi = {m € T5(Qp(0)); 7 llco @0y < 20IChlleo@pon

forl=1,....L —1. Then, for any ¢ > 0, we have

., 88¢.0D \°
3 ~ _ L
P("-’Ol,---vaN)eﬂg)V (VO o VO)2 < 2¢* + Qka’Y(erQ + 73)k 1(1 + 7) ety (N—>
— M—1+D
>1- 4, (3.50)

L—-1 ~ =\ 4 A
, B Ne2 696 (F+20) Ne2 _ (M-14D)!,
with 09 = 8exp (——128‘}2) + ];22((] +1) (—E ) exp <_—1285G§> and q = ETLE

ZZ 1 is a constant fulfilling HCIH%O(@D(Q)) < 527 I=1,...,L—1.

Proof. Statement (3.50) is an immediate consequence of Feinerman-Newman’s Lemma,
see [50] or [132]. O

3.4 Numerical Investigations

In this section we concentrate on the numerical performance of our RRM method. In
Subsection 3.4.1 we examine numerical properties of our RRM method and aim at a com-
parative study with the LSM method. Based on both methods, we focus our attention
on dual methods in Subsection 3.4.2. Before we proceed, let us make mention of some
technical details. In all our experiments we assume that the vector-valued price process
S of D assets follows a multi-dimensional geometric Brownian motion, compare (2.14).
To reduce variance, we use antithetic variables for generating paths. In general, the coder
should take special care about generation of uniform pseudo-random numbers. Our exper-
iments with different random number generators, namely linear congruential methods and

lagged fibonacci generators, have shown that another choice than the Mersenne Twister
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MT19937 [95] can lead to inaccurate values. We use the following linear congruential

method for generating a seed vector,
zo = (asp + b)modM, z; = (ax;—; + b)mod M,

1=1,...,623, sp seed, a = 214013, b = 2531011, M = 4294967296. We convert uniformly
distributed random numbers with the Ziggurat algorithm rather than with the Polar
method because of speed, see [94]. Clearly, the practical efficiency of a Monte Carlo
estimator does not only depend on the theoretical properties, but also on the quality of
the underlying random number generator. A vital calibration of regression-based Monte
Carlo methods for pricing complex financial products with an early exercise feature is the
choice of basis functions. There are a variety of proposals for choosing a basis, e.g., see
[91], [97], [4], [58]. We specify our chosen functions in a suitable position. At this point we
would like to remark that a well-considered choice of basis functions can avoid the curse
of dimensionality; taking multivariate polynomials in D input variables of total degree M

into account leads to a power law growth of the number of coefficients proportional to

DM,

3.4.1 Numerical Experiments

Before we investigate the performance of our RRM method, we briefly discuss the out-
lier detection procedure used in our experiments. Robust regression is often applied in
a statistical context, and, thus, we suppose reasonable distributions of the error. Unfor-
tunately, we are not familiar with any distribution, and, that is why, we should work
with empirical distributions as pointed out by [53]. In so doing, working with empirical
a-quantiles suggests itself, and a possible outlier detection procedure is given as follows:

help

)

Iril, g=1,..,J, r=(r1,...,ry)

T,help —

sort(r"P) (3.51)

71:7’?2{]7], l<€a<l,

and, if a loss function with a further transition point is chosen,

hel
Y2 =155, a<B<L
Notify that we presume (1—«)100 ((1—3)100) per cent of the data points to be (extreme)
outliers a priori. For pricing put options it makes more sense to run the above procedure
without taking absolute values of the residuals due to asymmetric data; put options are

naturally bounded above. Needless to mention, other approaches for detecting outliers are
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cogitable. In our experiments we determine transition points in each regression procedure
by the initial estimation of the coefficients at the beginning of the iteration. As we focus
on Bermudan options, we take the least squares solution as initial values for our Newton-
Raphson-based solver; taking the approximation of the previous time step seems to be

more efficient if we price options with a couple of exercise opportunities.

Remark 3.4.1. Following [111], due to complexity O(Jlog, J) Quicksort should be se-
lected for the procedure sort(-) in (3.51) if J > 50. It is stable and often superior to
Heap-Sort by a factor of 1.5-2 with respect to speed; nevertheless, Heap-Sort is the more
elegant algorithm. For J < 50 we prefer the stable method by Shell having worst case
complexity O(J3/?).

To get a first impression of our RRM algorithm, we price Bermudan Max call options on

two uncorrelated assets with
T=3,At=1/3, K =100, r = 0.05, 04 = 0.2, 64 = 0.1, Sg =90, 100, 110 Vd.

To measure error quantities, we run each algorithm fifty times with different seeds in
the random number generator; the benchmark values are 8.0724, 13.9018 and 21.3441
for the out-of-the-money (OTM), at-the-money (ATM) and in-the-money (ITM) option,
respectively, and result from the three-dimensional Binomial tree proposed in [116] with
Richardson extrapolation based on 4,500 and 9,000 time steps. Before we move on, let
us compare several solvers for robust regression. For this comparative study we price the
ATM max call option; we run the algorithms with just one seed and work with the first

seven functions of the basis
{17 {Xd}cll)zh {XdQ}c?:la {XdXe}géd? {Xg}é):h X12X2> X1X22}> (352)

where X7, X5, ... denote the highest, second highest, and so on asset value, and N =
100,000 paths. Table 3.2 shows the convergence behavior of IRLS, liﬁNeW and RRyew

combined with Huber’s loss function measured by the a posteriori relative error
2™ —a*[la/ |25

with the approximated optimum z*. Both methods based on the Newton-Raphson itera-
tion perform quadratic convergence; as ﬁf{NeW works with a perturbed system by construc-
tion, our robust regression solver shows better performance. As ]i\]iNew solves a weighted
least squares problem in each iteration step, using this approach leads to a speed-up factor
of about 5 compared with the IRLS approach. We obtain speed-up factors of about 18 or

more by using our proposed solver RRyey rather than using IRLS. Needless to say, it pays
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Table 3.2: A posteriori relative error of different robust regression solvers.
IRLS RRnew RRNew
Step tr—1 t tr—1 t tr—1 t1
0 6.5851 1.0617 6.5851 1.0617 6.5851 1.0617
1 2.7867 1.2561-101  2.5500-1071  1.6567-1072 2.5502-10~! 1.6567-10~2
2 1.31 4.8139-1072  3.0171-10~° 2.4134-107% 2.4928-10=° 2.4133-10~6
3 6.6768-10"1  1.1464-102 1.1940-10~ 4 - - -
15 1.2429-10~* 1.1180-10710 - - - -
27 1.0836-1078 - - - - -
CPU Time - - 5.93 4.09 28.13 18.04
Ratio

Notes. Algorithm specific parameters are as follows: a = 0.9, TOLa, = TOLv; = 10719,

10°

3
Number of Iterations k

Figure 3.3: Convergence of RRyeyw for the Jonen loss function.

Notes. Algorithm specific parameters are as follows: a = 0.9, 8 = 0.99, TOLA, = TOLyy =

1010,
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to work with the update technique (3.7). Figure 3.3 shows the convergence behavior for
our solver combined with our proposed loss function, i.e. the Jonen loss function. Even
though we work with subgradients and generalized Hessian matrices, we observe second
order convergence in the neighborhood of the optimum; see Remark 3.2.1. The speed-up
factors of Table 3.2 are representative for this test as well. Needless to mention, the lower
we choose the transition points the more iterations we need. As the results of these nu-
merical experiments reflect our experience, we use our proposed solver RR e, in all our

experiments combined with
TOLa, = 107" and TOLy; = 1072,

Figure 3.4 shows the bias for the ATM max call option determined by the LSM method,
ie. « = f =1, and our RRM method in combination with the three robust loss functions
listed in Table 3.1; again, we run the algorithms with the first seven functions of basis
(3.52) and N = 100,000 paths. At first glance we see that we get a striking bias reduction
by using our RRM method rather than the LSM method. Our proposed loss function called
Jonen shows a better performance than Huber’s and Talwar’s loss function; nevertheless,
our RRM method combined with the Huber and Talwar loss function shows a remarkable
accuracy improvement. As we consider a bias reduction for any combination of transition
points with a € [0.85,1.00] and 8 € [0.99, 1.00], we conclude that our RRM method shows
robustness against the choice of these parameter settings. We see a similar convergence
behavior for the ATM, I'TM and OTM option; optimal transition point combinations lead
to a bias reduction by a factor of up to 219, 1,452 and 3.66 for the OTM, ATM and I'TM
option, respectively. By our chosen algorithm settings, we obtain an unbiased estimator
for the OTM and ATM option. The bias variance tradeoff is a well-known problem in
estimation theory — a reduction in bias yields in an increasing variance, and vice versa.
Anyway, the surfaces of Figure 3.5 show that our method does not suffer by this effect.
On the contrary, we often see a slight reduction in variance by using robust regression;
this fact seems to be natural as outliers increase variance.

To underline these results we price a Bermudan arithmetic average call option on two

uncorrelated assets with
T=3,At=1/3, K =100, r = 0.05, 04 = 0.4, 64 = 0.1, Sg =90, 100, 110 Vd.

Again, we calculate benchmark values by the Rubinstein tree with Richardson extrapola-
tion based on 4,500 and 9,000 time steps; the benchmark values are 8.9553, 13.1573 and
18.3282 for the OTM, ATM and ITM option, respectively. We run the algorithms with
the basis

{1 {sab i (s} 1/D Y sa) (3.53)
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x10°

- i
1.00 0.98 0.96 0.94 @ 0.92 0.90 0.88 0.86 0

Figure 3.4: Bias calculated by the LSM method (o« = f = 1) and the RRM method
combined with the Huber (8 = 1), Talwar (o = 1), Jonen (a # 1, 8 # 1) loss function

for a Bermudan Max call option on two assets.

~
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Figure 3.5: SE (standard error) ratios for several transition points calculated for an OTM,

ATM and I'TM Bermudan Max call option on two assets.

and N=100,000 paths; sy is the value of asset d. Again, Figure 3.6 shows a significant
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Figure 3.6: Bias and SE ratio on the left and on the right, respectively, calculated by the
LSM method and the RRM method for a Bermudan arithmetic average call option on

two assets.

reduction in bias with decreasing variance simultaneously for the OTM option by using
robust regression. These numerical results are representative, as we observe the same
convergence behavior for the ATM and I'TM option.

A further bias variance tradeoff caused by regression estimations should be taken into
consideration: increasing the number of paths and basis functions leads to a lower and
higher variance, but to a higher and lower bias, respectively. Thus, regression-based Monte
Carlo methods are seriously effected by the same dilemma, and [59] gives an optimal
relation between the number of paths and the number of basis functions in the (geometric)
Brownian motion case. However, to ensure a fair comparison between the LSM method
and our RRM method, we measure the performance of both estimators V for a quantity

V' by the root mean square error (RMSE) given by

RMSE(V) := \/E[(V -V)? = \/Biaus(V)2 + Variance(V);

it quantifies the balance of variance and bias. Even though we are able to reduce bias
by a significant factor without increasing variance for a fixed number of paths and basis
functions, a vital investigation of efficiency of our proposed Monte Carlo estimator is
a comparative study with respect to accuracy and computational efficiency, in terms of
CPU time and memory requirements. Let J; be the number of paths for which we should
exercise the option at time date ¢;, i.e. 77 = [ in Algorithm 1. It is well known that the
early exercise regions of max call options become smaller with decreasing time steps, see
[42]. The closer we are at ¢, the lower should become the quantity J; as the variance of
the simulated paths increases in time. Taking this observation into account, to save CPU

time a natural adaptive control of o and § might be favorable such as realized by
Qp = max (ahelpaoémin) ) l=1L-— L., 1

where aje, might be given by the equation of a linear function through the points



3 Robust Regression Monte Carlo Method 45

(21, Omax) and (22, 2), 0 <21 <29 <1, 0 < Ain < @2 < Apax < 1,

Qg — Omay
Qhelp = OUmaz + 2 (Jl+1 - xl)? (354)
To — X1

and
ﬁ = Omax — H(Oémax - al)? 0<oK 17

if we choose a loss function with a further transition point. Numerical tests have indicated

that this strategy is very robust to the free parameters; in the following we work with
(21, Omax) = (0.15,1.0), (z2,a2) = (0.4,0.9), amin = 0.85, 6 =0.1.

Additionally, we work with the Jonen loss function if oy < 0.9 and with Huber’s loss
function if 0.9 < «; < 0.99; otherwise, we switch to least squares. We take J;,; as an
approximation for J; in (3.54), where J; is the number of paths in-the-money at ¢
In order to calculate speed-up factors, we increase the number of paths and number of
basis functions simultaneously, and Figure 3.7 indicates that we get the same accuracy
by using our RRM method with seven functions and the LSM method with ten functions

for an ATM Bermudan Max call option on two assets. Thus, as illustrated in Figure 3.8

60,000~
0.055

100,000~

0.045

140,000~

Number of Paths

0.035

180,000~

7 8 9 10

10 6
Number of Basis Functions

Figure 3.7: RMSE calculated by the LSM method, the left half, and the RRM method,

the right half, for an increasing number of paths and functions of basis (3.52).

we get speed-up factors between 1.3 and 2.15 for max call options on two assets with
oq=0.2, d=1,2, and between 1.6 and 2.6 for this option type with 0, = 0.4, d =1, 2.
The lower half of the right sketch of Figure 3.8 shows the validity of our comparative
study, as using just nine basis functions for the LSM method leads to higher RMSEs



3 Robust Regression Monte Carlo Method 46

| ™
---ATM
| |[--om

I™
---ATM
--0T™

l‘zl\'umblél; of P;‘fhs B : Z‘i 10 ’ B : = N"m}l)‘(?r of Patlhes . ‘2 2‘2“05
Figure 3.8: LSM method vs. RRM method for max call options on two assets with o4, = 0.2,
on the left, and o4 = 0.4, on the right.

such that a comparison between both methods is not possible. After analyzing numerical
results of this subsection, we come to the conclusion that we can significantly improve
convergence by using robust regression rather than least squares. We discuss the vital

investigation of our RRM method in higher dimensions in the following subsection.

3.4.2 Dual Methods

Measuring errors for options on more than two assets is often hard, as calculating bench-
mark values for these options is time expensive or often nearly infeasible due to hardware
constraints. Remember that pricing multi-asset options with an early exercise feature by
the LSM method, and, hence, by our RRM method, create an interleaving estimator, see
[58]. Anyway, without having knowledge of benchmark values we cannot make a state-
ment about the performance of both methods in higher dimensions. Thus, we focus our
attention on the AB approach [4] introduced in Chapter 2, and as a measure of accuracy
we take the difference between the upper and lower bound denoted by Ag; as previously
mentioned, the tighter the lower and upper bound and the higher the lower bound the
more accurate is the approximated early exercise rule. We use the notation of Chapter 2,
i.e. Ny is the number of paths used for determining the early exercise strategy, Vi is the
number of paths used for estimating the lower bound, N, is the number of paths used for
estimating the upper bound, and N3 is the number of simulations in the simulation for
estimating the upper bound. To get a first impression of the performance of our RRM
method in higher dimensions, we price Bermudan Max call options on five uncorrelated
and correlated assets by the AB approach combined with both methods, the LSM and our
RRM method, for a fixed number of paths and basis functions. As pointed out by [23], it
makes sense to distinguish between options with reasonable symmetric and asymmetric

parameters. Taking this investigation into account, we run the algorithms with the basis

{1 AX G AXT o AXT e, X0 X, X0 X, Xo X, XP X0, X0 X5} (3.59)
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Table 3.3: Lower and upper Bounds calculated by the AB approach combined with the
LSM and RRM method for Bermudan Max call options on five assets.

So  Algorithm Lower Bound Upper Bound 95% CI CPU Time A Ratio
Ratio
a) 90 LSM 16.622 (0.016) 16.640 (0.017) [16.590,16.672] - —
RRM 16.623 (0.016) 16.630 (0.016) [16.591,16.662] 0.99 2.56
100 LSM 26.106 (0.019) 26.133 (0.020) [26.067,26.172] - —
RRM 26.132 (0.019) 26.141 (0.019) [26.094,26.179] 1.00 2.86
110 LSM 36.716 (0.022) 36.751 (0.022) [36.673,36.795] - —
RRM 36.741 (0.022) 36.764 (0.022) [36.698,36.808] 0.99 1.53
b) 90 LSM 27.517 (0.033) 27.698 (0.039) [27.452,27.775] - —
RRM 27.577 (0.033) 27.641 (0.034) [27.513,27.707] 1.00 2.84
100 LSM 37.825 (0.038) 38.062 (0.047) [37.750,38.154] - —
RRM 37.915 (0.037) 38.028 (0.039) [37.842,38.106] 0.99 2.09
110 LSM 49.254 (0.043) 49.507 (0.047) [49.170,49.600] - —
RRM 49.380 (0.041) 49.542 (0.044) [49.299,49.628] 1.20 1.56
c) 90 LSM 38.933 (0.051) 39.184 (0.079) [38.833,39.340] - —
RRM 39.040 (0.050) 39.155 (0.052) [38.943,39.256] 1.00 2.20
100 LSM 50.161 (0.057) 50.513 (0.071) [50.048,50.652] - —
RRM 50.263 (0.056) 50.494 (0.070) [50.153,50.631] 1.01 1.53
110 LSM 62.291 (0.064) 62.676 (0.080) [62.166,62.832] - —
RRM 62.400 (0.061) 62.639 (0.068) [62.276,62.772] 1.00 1.59

Notes. Common option parameters are '=3, L =9, K =100, r =0.05, 6 =0.1, d =1, ..., 5,

and, especially, option parameters for a) are oy = 0.2 d = 1,...,5, pge = 0 Vd # e, for b) are
oq = 0.08 + (d —1)0.08, d = 1,...,5, pge = 0 Vd # e, and for c) are given by the covariance

matrix

0.22
0.2-0.35-(—0.1)
0.2-0.08-(—0.2)

0.2-0.5-0.05
0.2-0.4-0.0

Y=

0.2-0.35- (—0.1)

0.2-0.08 - (—0.2)

0.2-0.5-0.05

0.2-0.4-0.0

0.352 0.35-0.08-04 0.35-0.5-0.1 0.35-0.4-0.25
0.35-0.08-0.4 0.082 0.08-0.5-0.2 0.08-0.4-0.25
0.35-0.5-0.1 0.08-0.5-0.2 0.52 0.5-04-0.15
0.35-0.4-0.25 0.08-04-0.25 0.5-0.4-0.15 0.42

Algorithm specific parameters are as follows: Ny = 130,000, N; = 1,000,000, N, = 1,000,
N3 = 5,000. The CPU time and A ratios are defined by (CPU Timer,gn/CPU Timeggry) and

(Arsm/ARrgrMm), respectively.
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and
{1’ {Sd}dDzla {SZ}dD:l? {Xi}z,jzlﬁ XlX?? {Xcz;)}?l:b } (3'56)

in case of symmetric and asymmetric parameters, respectively. For options on many assets
choosing a basis with non-distinguishable functions might be favorable. In doing so, Table
3.3 reports results by using the functions (3.55) for case a) and (3.56) for cases b),c). The
lower bounds produced by our method are higher for all options. Obviously, we obtain a
better approximation of the optimal stopping rule strengthened by the fact that the gap
between the upper and lower bound is tighter by a factor between 1.54 and 2.86. Especially
for the upper bound, we consider a slight reduction in variance by using robust regression.
Both methods calculate a 95 % confidence interval in about the same CPU time; more
precisely, the CPU time ratios are between 0.99 and 1.20. Even though a least squares
solver is superior to our RRM method with respect to CPU time, it might happen that
our method is slightly faster than the LSM method as the second phase of dual methods

depends on the approximated early exercise strategy. To underline these results, Figure 3.9
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Figure 3.9: Lower and upper bounds calculated by the AB approach combined with the

LSM and RRM method for a Bermudan arithmetic average option on five assets.

Notes. The solid line is the connection between the lower and upper bound; the stars denote
the lower and upper bound of the calculated 95% confidence interval. The first column shows
the result of the LSM method, i.e. & = 8 = 1.00; the other columns show results calculated
by the RRM method for a given o combined with the following decreasing values for 3: 1.000,
0.999, 0.996, 0.993, 0.990, 0.987. Option parameters and algorithm settings are concorde with
the parameters used in Table 3.3 b).
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shows lower and upper bounds with resulting 95% confidence intervals estimated by the
LSM method and our RRM method combined with several transition points for an ATM
Bermudan arithmetic average call option on five assets; we run the algorithms with the
first eleven functions of basis (3.53). Once again, we see a remarkable robustness against
the choice of transition points. Thus, we are able to improve convergence by using robust
regression with any combination of o € [0.87,0.99] and 8 € [0.987,1.000]; depending on
these transition points the difference between the upper and lower bound is tighter by a
factor between 1.28 and 3.95, and the lower bounds are higher than the value calculated
by the LSM algorithm. We observe similar convergence behaviors for an ITM and OTM
option with the same parameter settings, and Table 3.4 shows results for the LSM method
and our RRM method combined with o = 0.87, = 0.993. By using our RRM method

Table 3.4: Lower and upper bounds calculated by the AB approach combined with the

LSM and RRM method for Bermudan arithmetic average call options on five assets.

So  Algorithm Lower Bound Upper Bound 95% CI CPU Time A Ratio

Ratio
90 LSM 1.540 (0.005)  1.560 (0.006) [1.530,1.573] - —
RRM 1.547 (0.004)  1.553 (0.005) [1.538,1.562] 1.03 3.46
100 LSM 3.961 (0.007) 4.002 (0.008) [3.948,4.027] - —
RRM 3.987 (0.006)  3.999 (0.007) [3.974,4.012] 0.99 3.34
110 LSM 9.301 (0.008) 9.359 (0.010) [9.285,9.378] - —
RRM 9.340 (0.007)  9.360 (0.008) [9.326,9.376] 0.98 2.91

Notes. See Table 3.3 b) for option parameters. Algorithm settings for the LSM and RRM method
are as follows: Ny = 300,000, N7 = 1,000,000, Ny = 1,000, N3 = 5,000.

we obtain a reduction of Ay by factors between 2.91 and 3.46 in the same CPU time.
Again, we see that we get higher lower bounds and a slight reduction in variance by using
robust regression. For all practical purposes our first experiments are meaningful, since
practitioners are often obliged to price options in a fixed time budget.

To make a meaningful comparative speed-accuracy study between the LSM and our RRM
method, we fix the number of paths for determining the lower and upper bounds, i.e. we
fix the quantities N1, Ny, N3. Since we are able to interpret the tightness of the lower and
upper bound as a measure of accuracy, we increase the number of paths for calculating
the coefficients of the model function for the continuation value, i.e. we increase Ny, as
well as the number of basis functions. Before we discuss a performance comparison, let

us address a vital point from a practical point of view. For this purpose, we add to basis
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Figure 3.10: A calculated by the LSM and RRM method with several basis functions and

an increasing number of paths Ny for an ATM Bermudan Max call option on five assets.

Notes. See Table 3.3 b) for option parameters. Algorithm settings for the LSM and RRM method
are as follows: N7 = 1,000,000, No = 1,000, N3 = 5,000.

(3.56) the following functions:

{X12X27X1X227X37X1X37X2X3a{Xg H X12X37

j=27

X1X3, X5 X5, Xo X3, {X{},, X1 Xy, Xo X4, X5 X4} (3.57)
Figure 3.10 shows A, calculated by both methods with the first M =
16,18, 20, 23, 25, 29, 35 basis functions for an increasing number of paths Ny. At first
glance our RRM method shows a better convergence behavior than the LSM method.
Even if we use more than double as much basis functions with the LSM method, we never
reach the accuracy that we obtain with our RRM method. Evidentally, our RRM method
seems to be less sensitive with respect to the choice of basis functions strengthened by

the results of Table 3.5, in which we determine bounds by
(B1) basis (3.56) combined with { X3, X2, X X3, X5 X3, X{, X7, X1 X2, X2X,, X, X2},
(B2) basis (3.56) combined with the first eleven functions of (3.57),

(B3) basis {1, {sq¢}2_;,{s%}2_,} combined with monomials up to a total degree of two in

the ordered statistics.
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Notify that basis (B2) and (B3) are natural choices due to Taylor expansion. For this
experiment, we choose a reasonable large number of paths for the regression step, namely
Ny = 330,000. As we can see, the lower bounds produced by the LSM method are

Table 3.5: Accuracy comparison of the LSM and RRM method with respect to several

basis functions for an ATM Bermudan Max call option on five assets.

Basis Algorithm Lower Bound Upper Bound 95% CI A
(B1) LSM 37.921 (0.038) 38.067 (0.041) [37.847,38.147] 0.146
RRM 37.947 (0.037) 38.064 (0.039) [37.875,38.141] 0.117
(B2) LSM 37.872 (0.038) 38.045 (0.043) [37.797,38.128] 0.172
RRM 37.956 (0.037) 38.069 (0.040) [37.883,38.147] 0.114
(B3) LSM 37.855 (0.039) 38.062 (0.042) [37.779,38.145] 0.207
RRM 37.937 (0.037) 38.040 (0.039) [37.864,38.117] 0.103

Notes. See Table 3.3 b) for option parameters. Algorithm settings for the LSM and RRM method
are as follows: Ny = 330,000, N1 = 1,000,000, N = 1,000, N3 = 5,000.
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Figure 3.11: Ay against number of paths calculated by the AB approach combined with
the LSM and RRM method for an ATM Bermudan Max call option on five assets.

Notes. See notes of Figure 3.10 for algorithm settings.

quite unstable with respect to several basis functions, and Aq strongly varies for several
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basis functions, although our chosen basis are of about the same size. To sum up, we
are strongly limited in the choice of basis functions, if we are interested in a comparative
study between both methods. Therefore, in the following we use functions working well
for the LSM method. More precisely, for symmetric option parameters we add to basis
(3.55) functions in the order

{Xfa X157 X??v XlX??a X12X3a X2X§7 X22X37 Xi) X1X47 X2X4a X3X4}a

and for asymmetric option parameters we work with basis (B1). Let us keep in mind that
our study is a worst case study. Figure 3.11 illustrates our test for getting a comparative
study with respect to CPU time and is as follows: we fix a given level of tightness,
e.g., 0.16 as in Figure 3.11, and we examine the number of paths and the number of
basis functions needed to guarantee that we remain below this bound; for instance, to
guarantee that we remain below the limit of 0.16 we need eighteen basis functions and
at least 30,000 paths for our RRM method as well as twenty-eight basis functions and
at least 160,000 paths for the LSM method; by using only twenty-four basis functions

we cannot consider a long term undercut for the LSM method. Measuring the first time

Table 3.6: Lower and upper bounds calculated by the AB approach combined with the

LSM and RRM method for Bermudan Max call options on five assets and given levels of

tightness.
Ag Sy Method Lower Bound Upper Bound 95% CI CPU Time  Settings
Level Ratio No|M

a) 0.013 90 LSM  16.638 (0.016) 16.647 (0.017) [16.606,16.679] - 370,000/29
RRM  16.636 (0.016) 16.647 (0.016) [16.605,16.679] 2.24 110,000/18
0.017 100 LSM 26.132 (0.020) 26.145 (0.020) [26.094,26.184] - 210,000129
RRM  26.132 (0.019) 26.141 (0.019) [26.094,26.180] 2.49 130,000/18
0.03 110 LSM  36.748 (0.022) 36.769 (0.022) [36.705,36.812] - 210,000129
RRM  36.747 (0.022) 36.776 (0.022) [36.704,36.821] 2.05 190,000/18
b) 0.12 90 LSM  27.573 (0.033) 27.678 (0.035) [27.507,27.748] - 170,000(28
RRM  27.569 (0.033) 27.650 (0.034) [27.504,27.716] 1.85 90,000(18
0.16 100 LSM  37.895 (0.038) 38.014 (0.042) [37.820,38.095] - 160,000(28
RRM  37.857 (0.038) 38.008 (0.046) [37.786,38.087] 1.94 30,000(18

0.2 110 LSM  49.336 (0.042) 49.509 (0.045) [49.254,49.597] - 90,000128
RRM  49.369 (0.041) 49.538 (0.047) [49.289,49.631] 4.75 70,000]18

Notes. The option parameters for a) and b) are consistent with the parameters used in Table

3.3 a) and b), respectively. See notes of Figure 3.10 for algorithm settings.
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we go below our given level of accuracy such that we can guarantee that we stay below
this level gives us speed-up factors reported in Table 3.6. Notify that we pass our test
with significant fewer number of paths and number of basis functions by using our RRM
method rather than the LSM method. Thus, pricing five-dimensional options with an
early exercise feature by our RRM method leads to speed-up factors between 1.85 and

4.75. To conclude our numerical experiments, lower and upper bounds as well as resulting

Table 3.7: Lower and upper bounds calculated by the AB approach combined with the
LSM and RRM method for a Bermudan Max call option on thirty assets and a given level
of tightness.

Ag Level Algorithm  Lower Bound Upper Bound 95% CI CPU Time Settings
Ratio No|M
1.0 LSM 208.499 (0.155) 299.405 (0.242) [298.194,299.879] - 1,000,000|44
RRM 208.701 (0.148) 299.475 (0.180) [298.411,299.829] 3.30 320,000]11

Notes. Option parameters are as follows: T = 3, L = 12, K = 100, r = 0.05, Sg = 100,
oq = 0.08 + 0.015d, 64 = 0.1, d = 1,...,30. Algorithm settings for the LSM and RRM method
are as follows: N1 = 2,000,000, No = 1,000, N3 = 5,000.

95% confidence intervals are reported in Table 3.7 for an ATM Bermudan Max call option
on thirty uncorrelated assets. Numerical experiments have indicated that we need at least
fourty-four basis functions and at least 1,000,000 paths to ensure that we remain below
the bound of 1.0 with the LSM method; the basis consists of the functions

(XY X XY X X, X0 X, X X, { X100, XY {8052, ) (3.58)

J=2

As it turned out that we could not reach our given level of tightness by using just non-
distinguishable basis functions, we worked with distinguishable functions as well. The
results for our RRM method are very remarkable, as we just need the first eleven functions
of basis (3.58) and at least 320,000 paths for passing our test such that we get a speed-up
factor of 3.30; we observe a variance reduction factor of 1.81 for the upper bound.

Concluding this section, let us make some remarks on computational efficiency in terms
of memory requirements. To ensure convergence of regression-based Monte Carlo, we
have to increase the number of paths and number of basis functions simultaneously. Our
numerical experiments have shown that we can improve convergence significantly by using
our RRM method rather than the LSM method. Thus, contrary to the LSM method, the
implementation of our RRM method has much less memory requirements, especially for

higher-dimensional options.



Chapter 4
Efficiency Increase

The probabilistic convergence rate O(1/ VN ) might be the proof of Monte Carlo estima-
tion’s inadequacy. To overcome this shortcoming, a number of variance reduction tech-
niques have been proposed, see, e.g., [58], for an overview. From our point of view, it is
essentiell to speed up convergence by several techniques, and, thus, we pursue the goal
of increasing efficiency in two ways. To start with, we propose a variance reduction tech-
nique via importance sampling in Section 4.1. We introduce our change of drift technique
and discuss an efficient implementation. Random numbers with low discrepancy are also
widely-used catalyzers for improving convergence of Monte Carlo estimators. Thus, in
Section 4.2 we discuss the application of quasi-Monte Carlo techniques for pricing finan-
cial derivatives with an early exercise feature and study the extension to dual methods.

To conclude this chapter, we discuss some further acceleration techniques in Section 4.3.

4.1 Variance Reduction via Importance Sampling

The key idea in reducing variance via importance sampling is to change the probability
measure. By doing so, a common way is to change the drift in Brownian motion of the
underlying model to drive paths in regions which are more important for variance. In
Subsection 4.1.1 we propose a change of drift technique to improve the convergence be-
havior of Monte-Carlo estimators for financial derivatives with an early exercise feature.
In order to determine the drift minimizing variance, we discuss algorithms for solving the
underlying stochastic optimization problem in Subsection 4.1.2. To conclude the theoret-
ical part, we extend our proposed approach to the vital class of dual methods for pricing
American derivatives in Subsection 4.1.3. The last part of this section, Subsection 4.1.4,

is devoted to investigating the numerical performance of our proposed approach.
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So

Figure 4.1: Change of drift in Brownian motion for American options.

4.1.1 Variance Reduction by a Change of Drift

To start with, let us motivate a change of drift in Brownian motion by Figure 4.1 showing
the valuation procedure for American options by Monte Carlo methods. As we can see,
the idea of a change of drift is to enforce the early exercise decision such that zero-paths
vanish; indeed, zero-paths, i.e. 77" = L and Z} = 0 in (4.5), lie out-of-the-money at
maturity t;, = T and are drivers for an increasing variance. Having this sketch in mind,
let us discuss a realization of this concept in the following. Throughout this section, we
denote by {FV|0 < t < T} the filtration generated by a standard D-dimensional P-
Brownian motion (W;)o<i<r, which is augmented to involve all subsets of sets having
P-probability 0. A basic tool for changing the probability measure in our context is given

by Girsanov’s theorem:

Theorem 4.1.1 (Girsanov). For each fized T € [0,00), let 0 be a RP-valued process
adapted to {FV'} satisfying

t
/ 10,|l3ds < o0 a.s., 0 <t <T. (4.1)
0

Define the processes ((t)o<t<r and (Wt>0§t§T by

t t
(i := exp {/ ordw, — 0.5/ \|95||§ds} (4.2)
0 0

and .
W, =W, —/ 0.ds,
0
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respectively. Under the assumption that Ep[Cr] = 1, ({)o<t<r is a martingale and the
measure QQ on (Q, Fr) defined by dQ = (rdP is equivalent to P. Moreover, the process

(Wt>0§t§T is a standard Brownian motion with respect to {FV} under Q.
Proof. See [57]. O

By the way, a more general version of a change of two equivalent probability measures
is defined by the Radon-Nikodym theorem; therefore, process (4.2) is also called Radon-
Nikodym derivative or likelihood probability, see [105] for the original work in French.
Under the assumption that (4.1) is fulfilled, a sufficient condition for the requirement

that Ep[¢r] = 1 in Girsanov’s theorem is given by the Novikov condition

P e 2
E |exp g i 16s]12ds ¢ | < o0,

see [107]; we refer to [80] or [100] for a deeper look into this theory. Assume that our
underlying asset model is driven by an Ito process under the risk-neutral probability

measure P,

dSt = G(St, t>dt + b(Stv t>th7 (43>

where W; is a standard D-dimensional Brownian motion under P; in order to ensure
existence and uniqueness of the solution, we assume that a(-,-) € R™ and b(-,-) € R™*P
fulfill the common boundedness and regularity conditions; for convenience, again, we set
to = 0 and the value of Sy at ¢y denoted by sy is assumed to be known, i.e. sg € R™.
Based on the vital framework above, we can justify a change of drift in Brownian motion,

and we get that
N t
Wt = Wt —/ est
0

is a Brownian motion under ) such that
dS, = (a(Sy, t) + b(S,, )6,)dt + b(S,, t)dW, (4.4)

is the Ito process (4.3) under @. Let us come back to the valuation of American-style
derivatives on assets driven by (4.3) such that our starting point is the optimal stopping
problem (2.1). By exploring Girsanov’s theorem, for any stopping time 7 € 77 ; and any

time-invariant 6, we obtain that
EOP[e—rTAtZT] — EOQ [e—rTAtZTe—GTWT—O.5||9||§TAt]7
and, consequently, according to (2.1) the fair price can be rewritten as

_ _ _ T/ _ 2
sup EOP[e TTAtZT] = sup EOQ [6 T'TAtZTe 0+ W, 0.5||€||27-At].
TE'TLL TE'TLL
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Let us make for a moment the assumption that the optimal stopping rule 7 is known, i.e.
we suppose the knowledge of the continuation value process (C})1<;<r. Then, an unbiased

estimate of the continuation value at time date ¢, is given by

N — N
%Z e—TAt(Tl*)nZ/(T’Lrl*)nefeTW(T;f)n705”‘9”%(7{)"At —. ZXn (45>
n=1 n=1

with the N i.i.d. samples X,,; (7)" and va are the optimal stopping time and the payoff
of path n, n = 1,..., N, at time t;, | = 1,..., L, respectively, whereby Z" results from
simulating the process (4.4); /T/Vl” is the value of the simulated Brownian motion under
Q@ for path n, n = 1,..., N, at time ¢;, [ = 1,..., L. Again, notify that estimator (4.5)
combined with any stopping strategy 7 with values in {1,..., L} is low-biased. As the

variance of estimator (4.5) is ruled by the samples X,,, n = 1,..., N, we concentrate on
* _OTW . — 2%
VardQ <€—rAt'rl Z’rfe 0 er 0.5[6113 1At> . (46)
One can easily verify that (4.6) can be written as
_~ % 2
EQ [(e—rTfAt ZTfe—eTWT;—o.suen%nAt) } e (4.7)
such that our target quantity is the first term of (4.7) simplified to

]E(Cj? {(6_TTTAtZTfeeTWTf 70'5”9”37'1*At> 2} _ EéD [(e—r—rl*AtZTI*)? e*QTWTf +0.5|I9||§T1*At] = V(0).

(4.8)
In the context of variance reduction by a change of drift in Brownian motion for European-
style options, a similar derivation to an objective function can be found in [122]. From a
statistical point of view, the optimal estimator for an unbiased estimator is the one with
the smallest variance. Thus, for the purpose of determining the drift minimizing variance,
we should solve the optimization problem

min )V (0). (4.9)

OcRP

Note that the second term of the right-hand side of (4.7) and the payoff of V() are
independent of the parameters 0, d = 1, ..., D; this fact makes our optimization problem
very attractive. The following theorem indicates that our minimization problem is well-

posed, which means that a minimum exists and is unique.

Theorem 4.1.2. Suppose that the mathematical framework above holds with the reason-
able assumption that P(e™"™ Z.- > 0) # 0. Then, V(0) is strictly convex on R” such that

the minimization problem (4.9) has a unique solution 6* € RP.
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Proof. In analogy to [7], we verify that V() is twice continuously differentiable with

gradient
VV0) = B (0 — Wiy (e 802, e 00

and Hessian matrix
VAV(6) = B (Lot + (07 — W) (0 — Wy, )T) (1 22" i P

where Ip is the (D x D) identity matrix. Since V?V(f) is positive definite and

limy g, 00 V(6) = 00, V(6) is a strictly convex function on R” with a unique minimum. [J

As in practical applications the optimal stopping rule is not known, we might use
regression-based Monte Carlo method for the numerical realization of this step; for in-
stance, the LSM method or our RRM method can be used to approximate the continuation
value at every exercise date. Our variance reduction approach involving a change of drift
in Brownian motion for pricing options with an early exercise feature based on an ap-
proximated exercise policy 11 is given in Algorithm 3.

Before we discuss the vital step 1 in Algorithm 3 of finding the optimal solution of (4.9)

Algorithm 3 ABIS1(Ny,T,L,0O).
Input: =, N\, T,L,0,T
Output: EO,’&L
1: 0 < SolveSOP(m,T,L,0,T)
2: Draw N; i.i.d. samples X,, = e*’”AtT?Zflne
3: EQ = NLl ZnN;1 X,
o~ N- =
b 5 = g T (X, - L)
Notes. The routine SolveSOP (11, T, L,©,T") in line 2 realizes the approximation of the optimal

—eTWf{L—o.5||e||grmt

drift; T’ contains parameters for setting up this solver, see Subsection 4.1.2. 67, might be used

for calculating an confidence interval of L.

in the next subsection, let us briefly address another approach on a change of drift in
Brownian motion for American options. Moreni [96] presumed that the LSM estimator
with an unknown exercise strategy is ruled by the quantity V(#); in particular, the willful
neglect that the discounted cash flows of the option price estimator are dependent was
done. For practical applications, as a compromise, Moreni proposed to work with the
optimal drift of the estimator for the European option with the same parameter settings
as the American option to be priced; finding the optimal drift for the American option
has remained unsolved. Compared to this approach, we suppose a priori that an optimal
stopping strategy is known to derive an estimator as well as an optimization problem for

finding the drift minimizing variance.
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4.1.2 Optimization Methods

Stochastic approximation for solving stochastic optimization problems is still going strong,
and a widely-used approach is the Robbins-Monro (RM) algorithm proposed in [113]. To

begin with, we direct our attention to this stochastic search algorithm given by
D = ) _ 4 Vi k=0,1,2,..., (4.10)

where Y}, is a noisy estimate of VV(6®)) and +; is an appropriate sequence. The conver-

gence is ensured by the following theorem:

Theorem 4.1.3. Assume that the following hypotheses hold:

(H1) % >0, % =0 ask — 00, Y peog Tk = 00, D pepVi < 00.
(H2) 36" € R, VV(6") = 0, Y0 € R” : 64 0%, (6 —67) - VV(0) > 0.

(H3) 3e > 0,Yk > 0 : E[|Vill2Fd] < c(1 + [|6® — 0%]2) a.s..

Then, the sequence (0%)),so defined by (4.10) converges almost surely (a.s.) to 0*. This

statement is even true, if (H3) is replaced by
(H4) 3> 0,377 E[l[Yal*|Fe] < ¢ < oo

Proof. See [113], [45] or [84] for probabilistic convergence statements under (H1)-(H3);
for a proof with respect to the assumptions (H1), (H2) and (H4) see [17]. O

Unfortunately, neither (H3) nor (H4) are trivial assumptions in our framework such that
we cannot verify them; numerical tests have confirmed our guess that these assumptions
do not hold at all. To this end, Arouna [7] could gain a variance reduction approach via
a change of drift in Brownian motion for European-style options by using a truncated
version of the RM method to find the optimal drift. The idea of a truncation is to make
sure that the new determined drift #%t1) does not jump out of a given compact set U at
each iteration step. In the case of such an event, the set U is expanded and the entries
of the new drift /%Y might be set back to constant values. To this end, to avoid large

steps, the projection algorithm proposed by [32], is given by the procedure

O0F) — Yy, if [0 — 3. Y|l < U,
9(k+1) — _( ) Velk, 1 ” Yk kHQ — k 7 k — 0’ 1727 e (411)
0, otherwise
with _
—(k) 0., if ¢ is even
0 =4 _ (4.12)
6y, if ¢x is odd
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and

k—1
e =D _ 1100 yila>0r, (4.13)
=0

With Theorem 4.1.2 and the additional assumption that E[le=""1 AtZTl* ] < 00, p>1,
in analogy to [7], we are able to prove that a sequence U, can be selected such that §%)
converges a.s. to the unique solution of the equation VV(0) = 0, § € R”. In accordance
with Arouna’s choice, we run the truncated RM algorithm with the sequences v, =
1/(1 + k) and U, = 1/0.11og(p) + Uy, p = 1,2, ..., Uy = 10.

Let us discuss an alternative way of solving our stochastic optimization task (4.9). By

generating N, i.i.d. samples, we are able to replace our original stochastic optimization
task

. ¥ 2 —0TW_+40.5||0|37; At
mlnEP (6 rT} AtZT*) e 5 el (414)
gerD ° 1

by its deterministic counterpart

Ny
1 “\n 2 _pT n* " . 2 T*)n .
min — (e_r(ﬁ) AtZ(”T*)n> ¢! Wapn tOSPla()AL minv(6), (4.15)
0cRP N4 1
n=1
and ordinary solvers such as the Newton-Raphson method might be used to determine
the optimal drift. Notify that the entries of the gradient V() € RP and the Hessian
matrix V?v(0) € RP*P of v(0) are given by

v (0)
(Vv(0))q := a0, (4.16)
b 3 (Oa(T))" At — (W) )(e—rm*)wzn )26GTW@@"*O'E’”@”%(T”W
N, v d\"1 (ry)m/d ()™ J
d=1,..,D, and
?v(0)
(V2 (0))ae := 0,90 (4.17)
1
=N D (Ol AL = (Wiayn)e) (Ba(r7)" AL = (Wikya)a) + (77)" At g—cy)-
n=1

(efr(ff)w Z(nﬁ*)n> 2 e—eTW(;f>n+o-5||e||%<rf>w7
d,e = 1,..., D, respectively, where 174, denotes the indicator function. Quasi-Newton-
Raphson methods for solving deteministic unconstrained optimization tasks build up an
approximation of the inverse Hessian matrix such that cheap update techniques in each
iteration step can be used. These methods promise to accelerate the search procedure for
unconstrained optimization tasks. Thus, in our numerical experiments in Subsection 4.1.4
we test the Broyden-Fletcher-Goldfarb-Shanno (BFGS) approach to avoid the expensive
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evaluation of (4.17); see [51] for the BFGS algorithm. It is well known that the Newton-
Raphson method is locally quadratically convergent, see [41]. Following the discussion in

[41], we use both convergence criteria
k1 k
0 — 0]

max
=L Pmax{ 0§V, 1}

< TOLpg, 0<TOLpg < 1, (4.18)

to test for convergence on Af, and

(Vu(0*+D))gmax{|6S V], 1}
< .
din%%D max (v(00+D), 17 <TOLy,, 0<TOLy, <1, (4.19)

to test for convergence on zero gradient.

Remark 4.1.1. Even though, to the best of our knowledge, solving stochastic optimization
tasks via reformulating as deterministic optimization tasks is not widely-used, theoreti-
cally, it is guaranteed that an optimal solution 4/9\1\/ of (4.15) provides an approximation of
the exact optimal solution of problem (4.9), see, e.g., [40] for an overview of convergence

proofs; especially, see [81] or [118] for Central Limit Theorem-type results.

4.1.3 Dual Methods

As already pointed out in the second chapter, a vital extension of Monte Carlo methods
for pricing American-style derivatives are dual methods. In order to embed our change of

drift technique in the framework of dual methods, we need the abstract Bayes formula:

Proposition 4.1.1 (Abstract Bayes Formula). Let P and Q) be two equivalent probability

measures and X be a random variable integrable with respect to P. Then, for anyt € [0,T],

[

BN = ot
? 4]

Proof. See [100]. O

Remember that the dual problem (2.11) coincides with the optimal stopping problem
(2.1) by choosing the martingale according to the Doob-Meyer factorization. By exploring
Girsanov’s Theorem and applying Proposition 4.1.1, we are able to reformulate the dual
problem (2.11) with (2.12) as follows:

sup Bl [e™ A 7]
7’*67—171,

_ EOQ lllllaXL<€frlAtZl€70Terl70.5\\9H§ZAt i M) + ]Tjg (420)
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W lth
—~ —~ 7 _97 ~|/]/ —0.5]|6 2[At Q —0 ~H/ —0.5]|6 21At

forl =1, ..., L. To gain from this theory, again, we focus our attention on the dual method
proposed by Andersen and Broadie [4], and, by doing so, we consider an exercise strategy
defined by an approximation h; of the continuation value C; for [ = 1,..., L with Cp, =0
such as given by 7, = inf{k > {|Z, > Iy}, | =1, ..., L. Then, we have

- _ _oTw/. _ 2
M, :]Eg?[e TTlAtZTle 6T wr, 0.5H9H2T1At]
and, for [ =1, ..., [,
A7 T Qp_—rnAt —0TW,, —0.5||0]|27 At Q [,—rnAt —0TW,,—0.5||0]|27 At
My =M_, +E7le">Z e 1 ~05I0ImAY _R® [emrmAt7 e 1050015 AL
with

_ _oTW. _ 2
EZQ[G TTlAtZTle 6T W, 0.5||0||277At]

B T 5 .
e TIAL 7, o=0TWi=05|I0lI3IAL if Zy > Iy
— . T _ 9 . .
EIQ[G rTl+1AtZTl+1€ g Wﬂ—l+1 0~5||6||2Tl+1At]’ if Zl < hl

So, on the basis of Algorithm 3, we propose to implement this modification of the AB
approach to calculate an upper bound and a confidence interval for the option to be

priced, see Algorithm 4.

Remark 4.1.2. We should like to stress out that the estimation of upper bounds and
confidence intervals as presented in the context of the AB method is just representative
for modifying dual problems by our variance reduction approach; e.g., our change of drift
technique might be applied to the dual method of Haugh and Kogan [6).

4.1.4 Numerical Investigations

To start with, we should like to motivate our numerical experiments by Figure 4.4 showing
the search paths of the truncated RM algorithm and the Newton-Raphson method for
finding the optimal drift; the option to be priced is an ATM arithmetic average call option
on two assets. We start both search procedures at the origin, i.e. with zero-drift. The red
line shows the strongly fluctuating search path of the truncated RM algorithm. There are
two cluster regions: Points are clustered close to the origin, as we set #; = (0.0045,0.0045)7
and 6, = (0.004,0.004)" in (4.12); i.e. to ensure convergence we set §%*+1) back to these
points if too large steps are done. A further accumulation region is around the optimal
drift, compare also Figure 4.3 showing the standard error o in Algorithm 4 for several
values of the drift vector. Different from that chaotic convergence behavior, the Newton-

Raphson method finds the minimum of the deterministic optimization task (4.15) in six
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Algorithm 4 ABIS2(Ny, N5, T,L,0,0,Lo, 01,71, 21-a/2)-
Input: Ny, N3, T, L,0,0, Ly, 01, 71, 21-a/2
Output: Uy, CI,_,

1: At =T/L // Time step width

2: for [+ 1to L do

3: forn<«1to N, do

4: Sui = (Stn-1)D+d1)d=1,..,0 < GeneratePaths(Ny, At, L, ©,0)
5:  end for

6: end for

7. for n < 1 to N, do

8: 50 =0

9: forAl < 1to L do N T —osjeliem At
10: C, = NLg Z7Nn3:1 e—rAtr[ilZ;?Le ™ 2741
11: if (Z' > hi(Sy)) then

19 V= Z{LefaT’vV,nfo.weugmt

13: else

14: V=C

15: end if

16: A=V —-C_4
!
17: M, = Zk‘:l Ay
18: end for
19: 7" = max (Zl"e_aTwln_O"r’”e”%mt — Ml)

I=1,...L
20: end for
_ 1 N2
21: Ao =D 2 "

22: Uy = Lo+ Ag

23: 83 = 3y 0%, (7 — Ag)?

= 52 52
24: Cli_g = {Lo — Zi-aj2 g Uo + Z1ma20/ 1 Fﬂ
Notes. The routine GeneratePaths(Ny, At,L,©,0) in line 4 realizes the simulation of paths

according to (4.4), where © denotes the set of parameters for the underlying model and 6
is the calculated optimal drift. 2%1’ m = 1,..., N3, are samples resulting from simulating
paths according to (4.4) beginning at state S,;. Notify that the knowledge of an approximated
optimal stopping strategy 77, { = 1,..., L, implies the knowledge of an approximation h; of the

continuation value Cj.
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iteration steps and we observe quadratic convergence. Both methods convergence to the
optimal drift such that the variance reduction factors are 10.27 and 14.15 for calculating
the drift by the truncated RM algorithm and the Newton-Raphson alogrithm, respectively.
Notify that the drift calculated by the Newton-Raphson method seems to be of higher
quality, even though we set up the Newton-Raphson method with only Ny = 5,000
samples and the truncated RM method with TOLay = 1071, ie. 50,600 samples are
required to yield convergence; we calculate speed-up factors in the following examples.

Before we study the numerical performance of our variance reduction technique, let

Figure 4.2: Search paths of the truncated RM algorithm and Newton-Raphson method

for finding the drift minimizing variance.

us consider the numerical minimization of (4.15) with respect to efficiency reasons. By

defining

_ —0TW", +0.5)0|377 At
= Az 1 =1, L, x, = (2")% ! PP n=1,.., Ny,

and
yd = (00 — (Wh)a)tn, d=1,....,D, n=1,.., Ny,

we are able to rewrite the entries of the gradient (4.16) and the Hessian matrix (4.17) as

Ny

1

(Vv(0)g=—Y (BarAt — (Wl a)xy, d=1,..., D,

Ny 1

n=1
and
Ny
2 1 n n d n
(V20(0))ge = . D (Oer AL — (W)e)ys + 7] At fa—eyn, dye =1, ..., D,

n=1
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Figure 4.3: Standard error for several drift parameters.

Notes Figures 4.4 and 4.3. Option parameters are T' =3, L =9, 01 = 0.2, 090 = 0.4, p = 0,
012 = 0.1, r = 0.05. Algorithm specific parameters are as follows: Ny = 200,000, Ny = 500, 000;

algorithms are run with monomials up to a total degree of two.

respectively. Hence, in every iteration step we save N3(D — 1 + D?) evaluations of the
exponential function dominating the calculation of both quantities, (4.16) and (4.17).
Even though we expect that this simplification makes the Newton-Raphson method very
efficient, a comparative study with a quasi Newton-Raphson approach such as the BFGS
method should be done. Provided that all parameters of the truncated RM algorithm
are well-adjusted, we are able to control the accuracy with just one parameter, namely
the one for the stopping criteria TOLag. In general, we control the accuracy for Newton-
Raphson-based solvers by both convergence criteria, (4.18) and (4.19); a further free
parameter is the number of paths N, used to replace the stochastic optimization task
(4.9) by the deterministic optimization task (4.15). Figure 4.4 illustrates the convergence
behavior for finding the optimal drift by both methods, the truncated RM algorithm
and the Newton-Raphson method, for an increasing number of paths N4; the underlying
option is an OTM Bermudan Max call option, see Table 4.2 for parameter settings. Due to
their working procedure both methods cannot be compared one by one in the sense that
stochastic approximation methods belong to the class of online algorithms and algorithms
for solving the deterministic optimization problem (4.15) belong to the class of offline
algorithms, but we observe some vital facts. The red line shows the convergence of the

truncated RM algorithm for a decreasing value of T'O L ag. The convergence of the Newton-
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Raphson method resulting from approximating the stochastic optimization problem (4.9)
is illustrated by the blue line; here and in the following we use TOLag = 1071% and
TOLy; = 107, At first glance, we observe a remarkable convergence behavior of the
Newton-Raphson method. To find the drift minimizing variance, the Newton-Raphson
method need significant fewer paths than the truncated RM algorithm; more precisely,
the truncated RM method must be set up with TOLAy = 1071% i.e. 10,322,007 paths,
and the Newton-Raphson method must be set up with only Ny, = 3,500 paths. Measuring
the CPU time of both methods required to find the optimal drift gives us a speed-up

factor of 552 to the credit of the Newton-Raphson solver. To underline this impressive

TOLpg=10"° —— Truncated RM Algorithm
\
\

—— Newton-Raphson Method |
TOLpg = 10-10

/ |T0Lay=10"T10- 2,107
TOLag =105

(JT()LM =103, 10*4,10*5\ ﬁ\

107157 N
- TOLxg =107
TOLag = 10 TOLng =107

10+

Standard Error

| | | | L
108 10’ 10" 10° 10° 10’
Number of Paths

Figure 4.4: Convergence of the truncated RM algorithm and Newton-Raphson method

for finding the drift minimizing variance.

speed-up factor, our general test for a comparative speed-accuracy study is as follows: To
begin with, we determine the level of accuracy, i.e. the value of T'O Ly, required by the
truncated RM algorithm such that we do not recognize any more changes in the resulting
variance. Then, for the Newton-Raphson-based solvers we determine the minimum number
of paths needed to guarantee that we obtain the same minimal variance. Measuring the
CPU times of both methods for this search procedure gives us speed-up factors denoted
by CPU Time Ratio II in Tables 4.1 and 4.2. Moreover, let us introduce some quantities
with respect to the CPU time to determine speed-up factors for a comparative study with

and without our proposed variance reduction technique:

r1 CPU time required to calculate the naive lower bound ZO

ro CPU time required to calculate 80 for creating the naive upper bound
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r1 CPU time required to calculate the lower bound L via importance sampling

ro CPU time required to calculate 30 via importance sampling for creating the upper
bound

r3 CPU time required to approximate the optimal drift

As we produce valid confidence intervals by using the AB method and both estimators, ZO
and 30, are independent of each other, we determine the number of replications required

to achieve a confidence interval half width of ¢, for the lower estimator by

2 A2
_ Fl-a/29L
ny = B —
€L

and a confidence interval half width of x for 30 by

2

=2
“l—a/29A

Ng =
€A

Y

we denote the run lengths for the lower bounds by n; and n; for the naive estimator and
the estimator with importance sampling, respectively, and the run lengths for 30 by ns
and ny for the naive estimator and the estimator with importance sampling, respectively.

Then, under the assumption that an early exercise region is given, we estimate speed-up

factors by
7“1”1/N2
SUF = o=
! 7“17L1/N2 + T3
and
SUF, = ranz/Ns

Tong /N3 + T3

for the lower bound and 30, respectively. In all our numerical experiments, we set €, =
ea = 0.001. In the remainder of this thesis, we denote by ISRoMo the truncated RM
method for solving the stochastic optimization task (4.9); ISNew and ISQNew are the
Newton-Raphson solver and the BFGS solver for finding the optimal drift via (4.15).



Table 4.1: Lower and upper bounds calculated by the AB approach combined with the LSM method and several importance sampling

techniques for Bermudan arithmetic average call options on five assets.

So  Method Lower Bound Upper Bound 95% CI CPU Time CPU Time VR Ratio SUF;|SUF,
Ratio I Ratio II Lo|Up
a) 90 LSM 0.428 (3.87-1073)  0.439 (4.81-1073) [0.420,0.449] — — — —
LSM + ISRoMo  0.422 (8.59-107%)  0.429 (1.24-1073) [0.420,0.431] 0.93 - 20.32|15.14  18.66| 9.63
LSM + ISNew 0.423 (8.41-10%)  0.430 (1.16 - 1073) [0.421,0.432] 0.97 9.38 21.19|17.26  22.12|12.37
LSM + ISQNew  0.423 (8.41-107%)  0.430 (1.16 - 1073) [0.421,0.432] 0.97 9.83 21.19]17.26  22.14/12.37
100 LSM 2.345 (8.38-1073)  2.370 (9.00 - 1073) [2.329,2.388] - - - -
LSM + ISRoMo  2.349 (2.39-1073)  2.377 (4.70 - 1073) [2.344,2.387] 1.11 — 12.31]3.66  11.63| 0.79
LSM + ISNew 2.348 (2.37-107%)  2.371 (4.30-1073) [2.343,2.380] 1.16 51.88 13.05/4.38  13.05| 1.02
LSM + ISQNew  2.348 (2.37-1073)  2.371 (4.30 - 1073) [2.343,2.380] 1.16 55803 13.054.38  13.06| 1.02
110 LSM 8.443 (1.17-107%)  8.461 (1.21-1072) [8.420,8.485] - - - —
LSM + ISRoMo  8.471 (4.03-1073)  8.490 (5.66 - 10~2) [8.463,8.501] 1.14 — 8.36/4.57 8.89] 0.82
LSM + ISNew 8.467 (3.55-1073)  8.480 (4.98-1073) [8.460,8.490] 1.15 36.71 10.80/5.91  12.57| 1.02
LSM + ISQNew  8.467 (3.55-1073)  8.480 (4.98-107%) [8.460,8.490] 1.15 36.71 10.80/5.91  12.57| 1.02
b) 90 LSM 3.965 (2.20-1072)  4.006 (2.32-1072) [3.921,4.052] — — — —
LSM + ISRoMo  3.954 (7.87-107%)  4.006 (1.09 - 10~2) [3.938,4.028] 0.67 - 7.81]4.52 6.72/3.38
LSM + ISNew 3.954 (7.86-1073)  4.013 (1.04-1072) [3.938,4.033] 0.97 689 7.83]4.99 7.364.82
LSM + ISQNew  3.954 (7.86-1073)  4.013 (1.04-1072) [3.938,4.033] 0.97 689 7.83|4.99 7.36/4.82
100 LSM 7.105 (2.71-1072)  7.210 (3.29-1072)  [7.052,7.274] - — — —
LSM + ISRoMo  7.113 (1.22-1072)  7.196 (1.54-1072) [7.089,7.226] 0.45 - 4.95/4.54 4.94/3.93
LSM + ISNew 7.118 (1.08 -1072)  7.202 (1.35-1072) [7.097,7.228] 1.03 7378 6.32]5.95 6.51]5.43
LSM + ISQNew  7.118 (1.08-1072)  7.202 (1.35-1072) [7.097,7.228] 1.03 7378 6.32(5.95 6.51/5.43
110 LSM 11.968 (3.05-1072) 12.115 (3.34-1072) [11.908,12.180] — - — —
LSM + ISRoMo  12.006 (1.41-1072) 12.128 (1.95-1072) [11.978,12.166] 1.03 - 4.65[2.92 5.45(1.25
LSM + ISNew  11.981 (1.29-1072) 12.115 (1.76-1072) [11.956,12.149] 1.13 820 5.59(3.59 6.43]1.48
LSM + ISQNew 11.981 (1.29-1072) 12.115 (1.76 - 1072) [11.956,12.149] 1.13 820 5.59|3.59 6.43|1.48

oseaIoU] ASUSIIgH
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Notes Table 4.1. See Table 3.3 a) and Table 3.3 ¢) for option parameters for a) and b), respec-
tively. Algorithm specific parameters are as follows: Ng = 50,000, N1 = 200,000, N» = 1, 000,
N3 = 1,500. To achieve the drift minimizing variance, the truncated RM method must be set
up as follows: a) TOLag = 1071t for Sy = 90, TOLpg = 10712 for Sy = 100, TOLag = 101
for Sy = 110; b) TOLag = 10713 for Sy = 90, TOLag = 107 for Sy = 100, TOLag = 10713
for Sy = 110. To get the optimal drift by solving the deterministic optimization task (4.15),
the optimization solvers must be set up as follows: a) Ny = 1,500 for Sy = 90, Ny = 1,000 for
So = 100, Ny = 700 for Sy = 110; b) Ny = 500 for Sy = 90, Ny = 100 for Sy = 100, Ny = 100
for Sp = 110. CPU Time Ratio I coincides with CPU Time Ratio in Section 3.4; VR Ratio is

the variance reduction ratio.

Table 4.1 reports lower and upper bounds calculated by the AB method combined with
and without several importance sampling techniques for Bermudan arithmetic average
call options on five assets; the early exercise strategy is calculated by the LSM method.
At first glance, we see that we observe a significant variance reduction by changing the
drift in Brownian motion; the VR ratios for the lower bounds are between 4.65 and 21.19
and for the upper bounds between 3.66 and 17.26. As expected, due to the construction,
the effect of a change of drift for OTM options is stronger than for ATM and ITM options.
Both approaches, the stochastic approximation approach realized by a truncated version
of the RM method and the solution of the deterministic optimization problem based on
drawing i.i.d. samples a priori, perform well for symmetric option parameters; the CPU
time ratios for the whole procedure are of about the same size. Nevertheless, we observe
that using the Newton-Raphson or quasi Newton-Raphson solver significantly speeds up
the search procedure of the optimal drift; more precisely, the CPU time ratios II are
between 9.38 and 36.71, whereby the quasi Newton-Raphson approach is slightly faster.
Anyway, the CPU time ratios I for asymmetric option parameters show that searching
the drift by the truncated RM algorithm is quite expensive; the CPU time ratios I are
0.67 and 0.45 for the OTM and ATM options, respectively, and the CPU time ratios II
are between 689 and 7,378. All in all, we observe remarkable speed-up factors for the
lower bounds for both methods; the speed-up factors for the lower bounds are between
4.94 and 22.14, whereby the Newton-Raphson-based approaches clearly dominate the
truncated RM-based approach with respect to efficiency. Anyway, the speed-up factors
for the upper bounds are between 1.02 and 12.37 for the Newton-Raphson-based method
and between 0.79 and 9.63 for the truncated RM-based method. Thus, it pays to use our
change of drift technique provided that we work with deterministic solvers; the use of the
truncated RM algorithm even leads to a break-down in the sense that a variance reduction
becomes quite inefficient for the ATM and I'TM options in Table 4.1 a). Note that the high
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Figure 4.5: Early exercise regions for an American Max call option on two assets.

variance reduction factors for the upper bounds result from the high variance reduction of
the lower bounds. However, our speed-accuracy analysis takes this fact into account. By
the way, for all option parameter settings the drifts calculated by solving the deterministic
optimization task seem to be of higher quality than the calculated drifts by the truncated
RM algorithm. To get a better impression about the effect of changing the drift, let us
consider the pricing of Max call options. Table 4.2 shows that we are able to reduce
variance by using our importance sampling technique for Bermudan Max call options
on five assets as well. We see that the deterministic solvers outperform the truncated
RM algorithm; running our change of drift technique with stochastic approximation slows
down the procedure of calculating lower and upper bounds. Nevertheless, for both methods
we get speed-up factors between 2.15 and 2.40 for the lower bounds and between 0.80 and
2.16 for the upper bounds. We observe that the factors are lower than, e.g., for basket call
options, and we cannot recognize an acceleration for the upper bound of the ATM option.
Considering Figure 4.5 brings light in the dark. As we can see, there are two disjunct early
exercise regions such that driving paths into these regions by constant drift parameters
seems to be difficult. Therefore, our idea is to work with flexible drift parameters, i.e.
state-dependent drifts. A possible realization for Max call options might be given by

choosing a drift vector depending on the underlying payoff such as realized by

7. if g4 — 1., 8P
gd:{ 04, if S = max{S!, ..., SP} . d=1,...D. (4.21)

0,, otherwise
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Table 4.2 b) reports the results of using (4.21), and we see that it makes sense to work with
a flexible drift parameter for this option type. The more effort in using a flexible drift is
negligible such that we are able to speed up convergence by factors between 3.61 and 3.90
for the lower bounds and we observe a further improvement for the upper bounds. In our
experience, these test results are representative for finding the optimal drift, and, thus,
we highly recommend to search the drift minimizing variance by replacing the stochastic
optimization problem by its determinic counterpart for practical applications; this is the
more robust way and clearly outperforms stochastic approximation in our framework.
Both deterministic solvers, the Newton-Raphson method and the BFGS method, show
a good performance and the user’s favorite algorithm should be implemented. Although
we have seen that we get a remarkable convergence improvement by our change of drift
technique attributed by an efficient solution of the underlying optimization problem, let

us conclude this section with a final remark:

Remark 4.1.3. The dimension of optimization task (4.9) is linear in the dimension of
the underlying SDE, and pricing financial derivatives with many uncertain factors leads
to high-dimensional optimization problems. To reduce the dimension of the underlying
optimization task, we might think about working with drifts which are independent of the
factors; for instance, for Maz call options we might set 0, = 0 and 04 = 0 for all assets
d,d=1,....D, in (4.21) such that we just work with two drift parameters.



Table 4.2: Lower and upper bounds calculated by the AB approach combined with the LSM method and several importance sampling

techniques for Bermudan Max call options.

oseaIoU] ASUSIIgH

So  Method Lower Bound Upper Bound 95% CI CPU Time CPU Time VR Ratio SUF;|SUF,
Ratio I Ratio II Lo|Uy
a) 90 LSM 27.522 (3.34-1072) 27.687 (3.67-1072) [27.456,27.759) - - - -
LSM + ISRoMo  27.532 (2.19-1072) 27.655 (2.50 - 1072) [27.489,27.703] 0.65 — 2.15(2.18  2.15[1.49
LSM + ISNew  27.525 (2.19-1072) 27.676 (2.51-1072) [27.482,27.725] 0.98 552 2.16/2.10  2.16]1.48
LSM + ISQNew 27.525 (2.19-1072) 27.676 (2.51-1072) [27.482,27.725] 0.98 597 2.16/2.10  2.16|1.48
100 LSM 37.816 (3.82-1072) 37.839 (3.86-1072) [37.741,37.914] - - - -
LSM + ISRoMo 37.817 (2.50 - 1072) 38.035 (3.16-1072) [37.768,38.097] 0.86 - 2.33|1.76  2.24/0.80
LSM + ISNew  37.824 (2.49-1072) 38.052 (3.10-1072) [37.775,38.113] 1.02 290 2.34/1.82  2.27/|0.87
LSM + ISQNew 37.824 (2.49-1072) 38.052 (3.10-1072) [37.775,38.113] 1.02 307 2.34/1.82  2.27/|0.87
110 LSM 49.256 (4.24-1072)  49.567 (5.30-1072) [49.172,49.671] — — — -
LSM + ISRoMo  49.277 (2.76 - 1072) 49.574 (3.51-1072) [49.223,49.643] 0.74 - 2.36/2.29  2.39|2.16
LSM + ISNew  49.277 (2.76 - 1072) 49.558 (3.52-1072) [49.223,49.627] 1.01 665 2.36/2.28  2.40[2.16
LSM + ISQNew 49.277 (2.76 - 1072)  49.558 (3.52-1072) [49.223,49.627] 1.01 690 2.36/2.28  2.40[2.16
b) 90 LSM +ISNew2  27.528 (1.73-1072) 27.660 (2.08-1072) [27.494,27.701] 0.97 — 3.72)3.11  3.61|1.76
100 LSM +ISNew2  37.821 (1.99-10-2) 38.018 (2.55-1072) [37.782,38.068] 1.01 — 3.672.70  3.76/1.22
110 LSM +ISNew2  49.262 (2.21-1072) 49.536 (3.01-1072) [49.219,49.595] 1.03 — 3.68(3.09  3.90[2.45

Notes. See Table 3.3 b) for option parameters and algorithm settings. To achieve the drift minimizing variance, the truncated RM method must
be set up with e = 10715 for all options. To get the optimal drift by solving the deterministic optimization task (4.15), the optimization solvers
must be set up as follows: Ny = 3,500 for Sy = 90, Ny = 2,500 for So = 100, N4 = 1,800 for Sy = 110.

¢l
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4.2 Quasi-Monte Carlo Methods

Quasi-random numbers are a widely-spread tool for increasing the efficiency of estimators.
To start with, we introduce these sequences with low discrepancy in Subsection 4.2.1.
As our ultimate goal is to price options in higher dimensions with quasi-Monte Carlo
(QMC) techniques, we consider the randomization of quasi-random numbers as a way of
measuring errors in Subsection 4.2.2. It is well known that the quality of sequences with
low discrepancy becomes poor for higher dimensions, and, therefore, in Subsection 4.2.3
we consider dimensionality reduction techniques to increase the performance. Finally, we
investigate the effect of using QMC tools for pricing high-dimensional options with an

early exercise feature in Subsection 4.2.4.

4.2.1 Sequences with Low Discrepancy

The ultimate goal of QMC integration is to evaluate the integral of a function f
po= / f(u)du (4.22)
[0,1]°

by the estimate
1
M= N ; f(Qn)

with the deterministic point set Q = {Q1,...,Qn}, Q. € [0,1]P, n = 1,..., N —rather than
using a point set P = {Uy, ..., Uy} with uniformly distributed random variables Uy, ..., Uy
such as in ordinary Monte Carlo integration. In so doing, the requirement on the point
set () is high, as we want to beat the probabilistic convergence rate of MC integration
O(1/v/N). 1t is desirable to work with points Q1, ..., Qu that are evenly distributed over

[0, 1]P. The discrepancy of point sets is a measure of uniformity and is defined as follows:

Definition 4.2.1 ((Star) Discrepancy). Let R be the set of all rectangles in [0,1) of
the form HdDzl[yd,zd), 0 <yg < zqg <1, and t{z;|x; € R} be the number of points x;
contained in R, R CR. Then, the discrepancy of a point set Q) is defined as

Dn(Q,R) := sup —ﬂ{xzm € R}

—wvol(R)|,
sup N (R)

where vol(R) is the volume of R. Furthermore, let R* be the set of all rectangles in [0, 1)P
of the form HdDZI[O, Ya), 0 < yq < 1. Then, according to Dy, the star discrepancy DY is
given by

D3 == Dn(Q,R"). (4.24)
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The star discrepancy is a vital quantity for error bounds of QMC integration; for instance,
provided that the function f satisfies some regularity assumptions, the Koksma-Hlawka

inequality is given as follows:

Theorem 4.2.1 (Koksma-Hlawka Inequality ). Suppose that the integrand f in (4.22) has
bounded variation V (f) on [0,1)P in the sense of Hardy and Krause. Then, the inequality

N

1 *
N2 5@ [ ftud < V(5D (4.25)
n=1 [0,1)D
holds for any point set Q.
Proof. See [69] for the original work in German; a proof can also be found in [102]. O

For an overview of error bounds we refer the reader to [102]. Results like (4.25) motivate

for finding sequences with low discrepancy, i.e. sequences characterized by

py—o (150"

Even though the practibility of results like the Koksma-Hlawka inequality is problematic,
a number of studies report a great efficiency increase by working with quasi-random
numbers, see the cited papers in this section. There are a variety of sequences fulfilling
criteria (4.24), e.g., the Halton sequence, the Faure sequence, the Niederreiter sequence or
the Sobol sequence, to mention just a few of them. The construction of all these sequences
are often closely related, and the concept of (¢, m, s)-nets plays a key role, see [102]. Let us
focus our attention on the Halton and Sobol sequences. No doubt, the construction of the
Halton sequence is quite simple compared with the construction of the Sobol sequence.
Anyway, the common believe is that the Sobol sequence performs well, see the references

later on, and, therefore, we should include it in our comparative study.

Definition 4.2.2 (Radical Inverse Function). Consider the b-base expansion of any inte-
ger n with b > 2,

J
n = Zakbk, ap € {0,....,b— 1},
k=0

Then, the radical inverse function of n is given by
J
wp(n) = Zakb_k_l.
k=0

Thus, a stepwise refinement of the mesh is achieved with an increasing number of digits

j in n. In 1960 Halton [61] proposed the following sequence with low discrepancy:
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Definition 4.2.3 (Halton Sequence). Let py,...,pp be relatively prime integers greater

than 1. Then, the Halton sequence is defined as
Qn = (Qopl (n)> X QOPD(H)), n=12 ..

Actually, the Halton sequence is a slight modification of the point set introduced by
Hammersley [62].

Definition 4.2.4 (Hammersley’s Point Set). For any N € N, the points Q,, n=1,..., N,
of the Hammersley set Q = {Q1, ..., Qn} are given by

Qn = (n/N,0p,(n),.cc, opp(n)), n=1,...;N.

To construct the Hammersley point set, we have to set up the number of points /N a priori;
this fact might be seen as a drawback for practical applications such that Halton’s sequence
is often preferred. However, using prime integers as bases ensures that the hypercube
is completely filled. Originally, Hammersley’s point set is an extension of the van der

Corput sequence (n/N,ps(n)), n = 1,2, ..., proposed in [128]. Figure 4.6 illustrates the

e Py A A 1
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Figure 4.6: First 2,000 Halton points in dimension 40 projected onto the first two coordi-
nates (bases p; = 2 and p, = 3) and onto the last two coordinates (bases p3g = 167 and

pao = 173) in the left and right panel, respectively.

first 2,000 points of the Halton sequence in dimension 40. We see the typical behavior
of this sequence in lower and higher dimensions; more precisely, the points in dimensions
1 and 2 produced by the bases 2 and 3, respectively, cover the space more evenly than
the points in dimensions 39 and 40 produced by bases 167 and 173, respectively. The
correlation of coordinates in higher dimensions is a well-known phenomenon and is caused
by the van der Corput sequence: In general, if we examine coordinates produced by large
primes pg, and pg, with d; < dy, the unit square is filled in cycles of length pg,, and

points are clustered into lines as indicated in the right panel of Figure 4.6. In financial
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applications, the dimensions of the underlying problems are often high, and, therefore,
other ways of generating deterministic point sets should be considered. For instance,
the illustrative proof that the Sobol sequence [120] promises a better behavior in higher
dimensions is given in Figure 4.7; we observe more evenly distributed points and even in
higher dimensions we recognize just slight patterns. Based on the Gray code, Antonov
and Saleev [6] proposed an efficient implementation of the Sobol sequence, see also [22] for

details; we run our codes with initial direction numbers of [74]. To overcome the deficiency

T B B o A e e L~
09 09f -
\. .
08 08f
071" 07f *
06l 06l
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o
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e
027 0.2F:

P
0.1p ., 01F .°

Figure 4.7: First 2,000 Sobol points in dimension 100 projected onto the first two coordi-

nates (dimensions 1 and 2) and the last two coordinates (dimensions 99 and 100).

of the Halton sequence in higher dimensions, Kocis and Whiten [82] proposed the Halton
sequence leaped, which can be described as follows: The green points in the left panel of
Figure 4.8 are the first 358,000 points of the Halton sequence in dimension 40 projected
onto the last two coordinates (bases 167 and 173). The idea is now to construct a sequence
consisting of only every L-th point of the original Halton sequence; for instance, every
179-th point is colored black in the left panel and these points build the elements of the
Halton sequence leaped. By doing so, we try to enforce more uniformity compared to the
original sequence. This simple but obviously effective modification of the Halton sequence

is numerically described as follows:

Definition 4.2.5 (Halton Sequence Leaped). In accordance with the original Halton se-

quence, Definition 4.2.3, the Halton sequence leaped is defined as

Qn = (p,(NL), s pp-(RL)), n=1,2, ...

with the leap L, where L is a positive integer relatively prime to the bases py, ..., pp.

Kocis and Whiten find that the Halton sequence leaped can be interpreted as a generalized
Halton sequence [21], [67], because leaping has the same effect as permuting the digits of

the Halton sequence. Despite the hope of producing quasi-random numbers with higher
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quality than the original sequence by this simple modification, the leap £ should be chosen
carefully. Figure 4.9 warns us to select any leap value; poor values of L lead to the same
dilemma as with the original sequence. Therefore, by minimizing the integration error of
some test functions for a range of dimensions D and number of sample points N, Kocis
and Whiten suggested good values for £; e.g., 31, 61, 149, 409 and 1949 are recommended
for the ranges D € [1,400] and N € [10,10°]. The common believe is that points of the

1

17
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07} 07 ,
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03] 03 —
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01 01t

Figure 4.8: Construction of the 40-dimensional Halton sequence leaped with leap 179. Left
panel shows the projection of the first 358,000 Halton points onto the last two dimensions
and right panel shows the first 2,000 points of the Halton sequence leaped onto the last

two dimensions.

Figure 4.9: First 2,000 points of the Halton sequence leaped in dimension 40. Left and
right panels show the projection of the Halton sequence leaped with £ = 233 and £ = 269,

respectively, onto the last two coordinates.

Sobol sequence are of high quality, and, thus, they are used as the ultimate quasi-random
numbers for empirical studies, see [31], [89], [44], [58], among others. Nevertheless, as we
are not familiar with any study investigating the performance of the Halton sequence

leaped in computational finance, we will include this slight modification of the Halton
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squence in our experiments in Subsection 4.2.4. At this point we want to stress out that
comparative studies with respect to Monte Carlo and quasi-Monte Carlo methods should
be taken with a pinch of salt, as the underlying pseudo-random number generator plays a
key role in a comparative study; for instance, the well-working Mersenne Twister generator
[95] was proposed in 1998 and a number of studies were published around this year, see
[101] for a chronology of some studies. We might tackle the problem of correlations between
higher dimensions in two ways. On the one hand, we might try to construct sequences of
high quality in higher dimensions as well. This is the topic of recent research and is out of
the scope of this thesis; we refer the interested reader to [101] and the references therein.
Anyway, by investigating the performance of the Halton sequence leaped, empirically, we
will do a first step in this direction. Alternatively, we might try to evade the dilemma
by reducing the effective dimensionality of the problem itself. This is exactly the topic
of Subsection 4.2.3. Before we introduce such techniques, we proceed with randomized
quasi-random numbers as a possibility to measure errors. Let us conclude this subsection

with a final technical remark:

Remark 4.2.1. Numerically, inversion methods realize the relation Z, = F~Y(U,)
to transform a sequence of independent random wvariables U,, n = 1,2, ..., uniformly
distributed on [0,1] into independent standard normally distributed random variables
Zn, no=1,2,...; 7! denotes the inverse of the standard normal distribution. In order
to preserve the structure of the point set of quasi-random numbers, we should use these
methods for generating normally distributed quasi-random numbers rather than rejection-
acceptance methods; rejecting points out of our given point set destroys the structure and,
hence, all the trouble for constructing points with good properties was for nothing. Follow-
ing this way entails the numerical approzimation of F~1, and an efficient algorithm with
an absolute error of 3 x 107 for up to seven standard deviations was proposed by Moro in
[98]; especially, to achieve higher accuracy than the normal inversion algorithm by Beasley

and Springer [10], Moro’s method approximates the tails by truncated Chebyshev series.

4.2.2 Randomization

As previously mentioned, even if the function f in (4.22) satisfies the required regularity
conditions, it is often hard to calculate bounds on the deterministic error. Provided that
we are in such a situation, the calculated bounds are often too conservative, see [88]. For
this purpose, randomizing quasi-random numbers enables us to get error estimates, which
are more practical than using bounds like the Koksma-Hlawka inequality (4.25). This
process of making sequences random combine the good features of both techniques, the

high accuracy of quasi-random numbers and the ability to estimate errors of Monte Carlo
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integration. By doing so, we take the possible loss of precision to get a more practical
way of measuring errors. In the following, we denote by @ = {Q1,...,Qn} a set of N
points Q,, n =1,.... N, in [0,1]”, where the elements of ) are quasi-random points. To
get randomized quasi-random numbers, the following two widely-used techniques might

be applied:

Definition 4.2.6 (Random Shift Modulo 1 ). Let U be uniformly distributed in [0,1)7.
Based on the set Q, a new set of N points Q = {@1, s @N} with Q,, € [0, 1) is given by

Qna = (Qna+ Uymodl, d=1,...D, n=1,...,N.

Cranley and Patterson [37] pioneered this random shift modulo 1 (RSM1) technique for
randomizing points produced by lattice rules. Tuffin [127] suggested to use their approach
in combination with low-discrepancy sequences. Another but similar method is the random
digital shift in base b described by:

Definition 4.2.7 (Random Digital Shift in Base b). Let U be uniformly distributed in

[0, 1)P. By writing each Uy and Q,q in its base b expansion, i.e.

J
Us=>» apb ¥ d=1,..D,
k=0

and .
j
Qi = Z&nkb*kfl, d=1,..D, n=1,...,N,
k=0
respectively, a new set of N points Q = {@1, s @N} with Q,, € [0, 1)P is defined by
_ J
Qnd = Z((ank + ak)mOdb)b_k_l7 d = 17 ceey Da n = 17 ceey N.

k=0

Notify that the random digital shift in base b might be easily realized by a bitwise
exclusive-or operation for b = 2. We refer the interested reader to [88] or [58] for an
overview of other techniques; [88] also covers theoretical results regarding randomized
deterministic point sets.
For any positive integer p, let @ = {@1, o @p} be a set of p randomized quasi-random
points. Then, we are able to get an estimate of (4.22) by

P

Ov=13"1(0).

p i=1

The trick is now to repeat this procedure, say ¢ times, such that @k, k=1,..,q,areii.d.

— this is realized by generating a new pseudo-random number U for each trial — and to
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estimate (4.22) by
q

Q-

k=1

Q=

|

Following this procedure, a valid (1 — «) confidence interval might be determined by

~ ~

\/—Q+q11a/2\/§:|7

where t,_11_q/2 denotes the (1 — «/2) quantile of the Student’s t distribution with ¢ — 1

~

Q—te11-a/2

degrees of freedom (or simply the ¢,_; distribution) and &, is the sample error given by

R 1<
G, = q_lz@k—@)

For the sake of completeness, the ¢, distribution has the probability density function

e (5)

and converges to the standard normal distribution as ¢ — oco. Hence, for sufficiently large

fx) =

values of ¢, it is reasonable to replace £,_11_a/2 Dy 21-a/2; compare also (2.27). Let us
briefly address the adequate choice of the quantities p and ¢. In practical applications, g
might be chosen small, e.g. ¢ < 25, such that the total number N = pq is dominated by
the value of p. By this choice, much of the accuracy resulting from using random numbers
with low discrepancy is preserved, and, therefore, we expect to obtain a good estimate
of (4.22). Anyway, if a comparative study between an ordinary Monte Carlo approach
and a (randomized) quasi-Monte Carlo approach has top priority, we should increase the
value of the number of trials ¢, say ¢ > 30, to draw more meaningful conclusions. The
reason for this choice is that we get a more accurate estimation of the sample deviation
by using a richer set of test trials, see [130] for a statistical treatment of these topics.
We address that point in more detail in our numerical experiments when we determine
variance reduction factors. This section aims at producing lower and upper bounds as
well as resulting confidence intervals under the quasi-Monte Carlo framework. Focusing

on the AB approach, we are able to produce valid confidence intervals by

. A Y A2 =2
L¥ —ty 11-ap—— L‘“ AL 4t gL+ A 4.26
0 q1— / \/q— 0 q—1, / q ( )

with ¢ = min{qy, g2 }; L& and A% are the estimates (2.21) and (2.25) of Lo and A, based
on ¢q; and ¢ trials, respectively. To ensure the validity of these intervals, we should choose

q1,q2 > 30. Needless to mention, to generate normally distributed random numbers,
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we should not differ from using inverse methods, compare Remark 4.2.1. To permit a
comparison with the results by [31], we studied in [76] the effect of using quasi-random
numbers by permuting coordinates. Anyway, we see in randomization a good alternative
for practical applications; therefore, we neglect the approach of permuting dimensions in
this thesis.

4.2.3 Dimensionality Reduction

First practical applications in computational finance could improve convergence by using
quasi-random numbers rather than pseudo-random numbers, see [109], [78], [1], among
others. To explain this phenomenon, Caflisch et al. [27] introduced the concept of the
effective dimension of a problem. The common believe is that many problems in mathe-
matical finance have a low effective dimension, i.e. the number of important dimensions
of the quasi-random sequence is much lower than the true dimension; we refer the inter-
ested reader to [88] for a detailed treatment. To reach a low effective dimension, we try to
reformulate our underlying problem with the goal that larger fractions of the variance are
explained by the first few dimensions of the sequence with low discrepancy. Let us con-
cretize this point by considering two tools promising an effective dimensionality reduction
in computational finance. The common way to simulate a standard Brownian motion is

to use the random walk recursion (RWR)

W1 a1 air,
WL ar arr
where Z; ~ N(0,1), [ =1,.... L, and a; = (ay, ...,ar;)T are the columns of the matrix

Vit 0 0 ... 0

Vdt VAt 0 ... 0
. (4.27)

: 0
Vat Vdt Vdt ... Vit

such that AZ ~ N(0,%;) with AAT = 3;. As mentioned in Subsection 4.2.1, the first
dimensions of sequences with low discrepancy have better properties than the higher
dimensions. Therefore, the idea is to generate much of the shape of each path by the
first dimensions being of high quality. In the following we describe two techniques, the
Brownian bridge construction (BBC) and the principal component construction (PCC),
for generating paths such that most of the variability is explained by the first dimensions

of a quasi-random sequence.
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Figure 4.10: Path construction by BBC for four time steps.

Brownian Bridge Construction Let ¢y, ¢, 1,t be any time dates in [0,¢7] such that
t, = 1 — Atl and tpe1 = 0 + Atg with Atl,AtQ > 0. Given that W, = w; and

Wii1 = wgy1 are known, we are able to generate paths of a standard Brownian

Atgwk + Atlwk+1 AtlAtQ
W, = — 7, L~ 0,1). 4.28
: AL 1AL VAL ALY NGO (4.28)

In so doing, we are free in simulating paths of the Brownian motion in any time

motion via

order. This is a valid construction and is reasoned as follows: Let g, ..., tx be any time
dates with tg = 0. Then, for any time date #; between t; and t;,, the distribution

of W, conditional on (W, =0, ..., Wx = wg) is known is given by
(WilWo =0,... Wk =wg) = (Wi|Wi = wi, Wyp1 = wp11)

N Atgwk + Atlwk+1 AtlAtQ
Atl + Atg ’ Atl + A752

see [80] or [119]. In order to get a better view of this technique, Figure 4.10 illustrates
the construction of BBC for L = 4. Notify that (4.28) can be easily extended to sim-
ulate multi-dimensional processes for which the variability is explained by Brownian
motions. The gain of using BBC rather than RWR is that the variance is concen-
trated into large time steps. Thus, the first dimensions of a quasi-random sequence
control much of the structure of the generated path, and, needless to mention, this
has the effect of getting a lower effective dimensionality. Caflisch and Moskowitz [99]
pioneered the use of BBC in combination with quasi-Monte Carlo approaches, and a
number of reseachers successfully applied BBC for pricing financial derviatives with

quasi-Monte Carlo estimators, see [1], [31], [44], to mention just a few.

Principal Component Construction The symmetric time covariance matrix >

might be decomposed by the spectral decomposition such that

Y, =VAVT,
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where V' is an orthonormal matrix and A is a diagonal matrix; the columns of
V' are the normalized eigenvectors vq,...,v;, of ¥; and the elements of A are the
real eigenvalues A1, ..., Ay of ;. Then, to generate paths of the Brownian motion,
we might set up A = VAY?2 rather than using (4.27). Let us assume that the
columns of A are ordered with respect to the eigenvalues A\;, i.e. Ay > ... > Ap. In
general, the principal component analysis tells us that the optimal lower dimensional
approximation to W for which the variance of the projection is maximized is given
by the k eigenvectors wvy,...,vx of 3 corresponding to the k largest eigenvalues
A1,y -y Ak, see [14]; more precisely, according to [58], the mean square approximation

error

E

k
W =>"azl;
=1

is minimized by setting a; = v/ \jv; and Z; = UZTW/\/)\_Z for any k=1, ..., L, and the

explained variance is given by the fraction

A4+ A
M+ A
In case of constant time step width, the eigenvalues and eigenvectors of ¥; are given
by
20 -1
A = 0.25At sin™? 057 ), l=1,..,L
! sin (2L—|—t 7r), yeees Ly
and

2 20—-1
== gin|——kr), ki=1,..1L,
Vik 2L+1SIH <2L—|—1 7T>

respectively, see [2]. Let us fix for a moment the time step ¢;. Realizations of a multi-
dimensional Brownian motion with covariance matrix Y, at ¢; might be generated
by
w} bu bip
: = i+ ...+ Zp
WP bp1 bpp

with Z; ~ N(0,1), d = 1,...,D, and an appropriate chosen (D X D) matrix
B. Numerically, we are used to work with the Cholesky decomposition to obtain
B such that BBT = ¥, with W ~ N(0,%,). Using this framework for simu-
lating multi-dimensional Brownian motions might be seen critical, as, in general,
Cholesky factorizations for positive semi-definite matrices are not unique. With the
same argumentation as above, denoting by 4 the D eigenvalues with correspond-
ing normalized eigenvectors wy of X9, the matrix B can also be defined by the D
columns by = /ftqwa, d = 1,..., D, due to the factorization Xy = WMW?T with

W = [wy,...,wp] and M = diag(u1, ..., up). Let us now consider the vital case of
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simulating paths of multidimensional Brownian motions with the help of the prin-

cipal component analysis. Combining the steps above justifies the construction

I/Vl1 Wig
: v
wp D Wpad
=Y Vv : Ziu=(A®@B)Z  (4.29)
Wi I=1 d=1 Wiy
vL
WE Wpd

such that CZ = (A ® B)Z ~ N(0,%3) with CCT = %3 and Z ~ N(0,1),
where [ is the (5 X 5) identity matrix, D = LD. Indeed, for i = 1,...,D the
eigenvalues and corresponding eigenvectors of Y3 are given by 7, = g and
¢ =vwgl=1,...L d=1,.., D, respectively, see [86]. Notify that the evaluation
of (4.29) requires O(D?L?) operations. Under the assumption that n; > ... > ng,
the recipe for a successful implementation is to simulate paths via (4.29) such that
Zy. coincides with the k-th dimension of the sequence with low discrepancy. In so
doing, most of the variability of the paths is covered by quasi-random numbers of
high quality. In many practical applications, working with only the first k& princi-
pal components leads to a significant dimensionality reduction provided that k is
sufficiently smaller than the original dimension. Figure 4.11 shows the accumulated
ordered eigenvalues of the (45 x 45) covariance matrix resulting from the parameters
of Table 3.3 ¢). As we can see, the first eigenvalues explain much of the variability,
but a value of about 99% is even reached at k = 28; faster drop offs of the eigen-
values are observed for scalar Brownian motions, see [58]. We refer to pertinent
numerical analysis literature for calculating eigenpairs, see, e.g., [60]. PCC com-
bined with sequences with low discrepancy was introduced in [1] for option pricing;
[44] priced plain vanilla American options by the LSM method combined with PCC

and quasi-random numbers.

4.2.4 Numerical Investigations

Let us study the effect of using randomized quasi-random numbers for calculating lower
and upper bounds. To do so, we proceed as follows: For approximating the early exercise
strategy, i.e. for the regression procedure, we use quasi-random numbers with dimensional-
ity reduction techniques. To draw i.i.d. samples for calculating lower and upper bounds as

well as valid confidence intervals, we use randomized quasi-random numbers. Considering
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Figure 4.11: Accumulated eigenvalues of a 5-dimensional Brownian motion for nine time

steps.

Figure 4.10 in the previous subsection suggests to work with RWR rather than with BBC,
whereas we apply the PCC approach without restriction of any kind; the key idea of BBC
is to construct large time steps at first, but, as we have no idea about the optimal exercise
date of each path, it seems to be senseless to use BBC. As discussed in Subsection 4.2.2,
the choice of the values p and ¢ is somewhat tricky and depends on the user’s intuitions.
Following our discussion, our choice is as follows: As we are more interested in getting a
more accurate estimator (2.26), we set ¢ = 7 for the inner simulation procedure. More-
over, each subsimulation starts with the first dimension of the randomized sequence with
low discrepancy; notify that randomization allows us to simulate in this way, and, hence,
even the choice ¢ = 1 would be justified. For a comparative study with the LSM method
and the evaluation procedure, we should increase the value of ¢; for instance, in our ex-
periments we set ¢ = 70 to get estimated variance reduction factors with a standard error
of approximately 25 per cent or more. This choice is sufficient to draw any conclusions
from our numerical tests and to estimate quite accurate bounds. In all our experiments
we set ¢ = ¢ = ¢ in (4.26). Table 4.3 reports lower and upper bounds calculated by the
Least Squares Quasi-Monte Carlo (LSQM) method and our Robust Regression Quasi-
Monte Carlo (RRQM) method combined with several quasi-random number techniques;
the index BBC indicates that we run the algorithms in combination with BBC for the
regression step and RWR for calculating bounds; the index PCC indicates that we run

the algorithms with PCC for the regression step and for calculating bounds; the index
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S and LH denote the use of the Sobol sequence and the Halton sequence leaped, respec-
tively. Moreover, RRQME&E .-~ denotes our RRQM method combined with PCC for the
regression step and for the ordinary simulation procedure, but with RWR for the inner

simulations; we combine both techniques due to the higher complexity of PCC.



Table 4.3: Lower and upper bounds calculated by the AB approach combined with the LSM and RRM methods and several quasi-Monte

Carlo techniques for Bermudan Max call options.

Sy Method Lower Bound Upper Bound 95% CI CPU Time A Ratio VR Ratio SUF;|SUF,
Ratio Lo|Uy

90 LSM 27.531 (3.29 - 1072 27.715 (3.68 - 1072 [27.466,27.787] - - — —
LSQM%BC 27.575 (1.72 - 10—2 27.690 (1.81 - 10—2 [27.541,27.726) 0.92 1.59 3.65/4.14 3.24/8.03
RRQM%BC 27.593 (1.82 - 10—2 27.672 (1.87- 10~2 [27.557,27.709) 0.92 2.34 3.26/3.88 2.94]13.88
LSQM%CC 27.569 (1.36 - 10—2 27.691 (1.50 - 10—2 [27.542,27.721] 0.85 1.51 5.81|6.06 4.99|6.16
RRQM%CC 27.603 (1.21-1072 27.683 (1.30 - 1072 [27.579,27.709] 0.88 2.29 7.34/8.03 6.34/|10.18
RRQM%IC{C 27.560 (1.14 - 10—2 27.631 (1.24 - 10—2 [27.537,27.656) 0.89 2.57 8.25/8.82 7.33]10.44
RRQM]LDIéRWC 27.560 (1.14 - 10—2 27.642 (1.20 - 10—2 [27.537,27.666) 1.03 2.23 8.25(9.37 7.33]20.49

100 LSM 37.840 (3.75-1072)  38.090 (3.98 -10~2) [37.766,38.168] - - - -
LSQM%BC 37.856 (2.01 - 1072) 38.023 (2.15 - 102 [37.816,38.065] 0.98 1.50 3.46|3.43 3.69|3.32
RRQM%BC 37.898 (2.02-1072) 38.015 (2.13-1072 [37.858,38.056] 0.98 2.13 3.44|3.50 3.74|4.19
LSQM%CC 37.850 (1.53-1072) 38.034 (1.69 - 102 [37.820,38.068] 0.92 1.36 6.00(5.54 6.39(3.28
RRQMS,..  37.896 (1.68-10-2) 38.015 (1.78-102) [37.863,38.051] 0.93 211  4.98/5.03  5.34/5.28
RRQMEZ,  37.895 (1.33-1072) 38.010 (1.45-1072)  [37.868,38.039] 0.91 217 T.94[7.54  8.64/5.06
RRQMngRWC 37.895 (1.33-1072) 38.016 (1.46- 1072 [37.868,38.045] 1.07 2.08 7.94|7.41 8.64/5.52

110 LSM 49.320 (4.17-1072) 49.625 (4.33-1072) [49.239,49.710] — — — —
LSQMS ;. 49.300 (2.30-10~2)  49.533 (2.49-10~2)  [49.254,49.583] 0.94 1.30  3.28)3.02  3.29]1.49
RRQMS ;. 49.356 (2.18-1072)  49.509 (2.30-10~2)  [49.313,49.554] 0.94 2.00  3.66|3.55  3.67|2.60
LSQMS (.. 49.300 (1.81-1072) 49.548 (2.01-10~2)  [49.264,49.588] 0.89 1.23  5.36/4.62  5.05[1.58
RRQM%CC 49.370 (1.67-1072) 49.524 (1.84-1072 [49.336,49.561] 0.91 1.97 6.22| 5.55 5.89|2.23
RRQMEE, 49376 (1.46-1072) 49.532 (1.65-1072) [49.347,49.561]  0.89 196 824/ 6.88  7.79|2.13
RRQMEE .o 49.376 (1.46 - 10-2)  49.543 (1.67-10-2)  [49.347,49.577] 1.03 1.82 824|675  7.79[2.24

Notes. See Table 3.3 b) for option parameters and basis functions. Algorithm specific parameters are as follows: Ny = 480,000, N1 = 1,050, 000,

Ny = 4,900 and N3 = 4,900; i.e. Ny = 70-15,000, Ny = 70-70 and N3 = 7 - 480 for the LSQM and RRQM methods.
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4 Efficiency Increase 88

Let us comment our test results. We see that the bounds produced by our RRQM method
are of higher quality; our lower bounds are higher and we get tighter bounds. Obviously,
our calculated early exercise strategy is more accurate than the policy resulting from the
LSM method and the LSQM method. Nevertheless, we observe a remarkable convergence
improvement by using sequences with low discrepancy rather than using pseudo-random
numbers for both methods, the LSQM method and our RRQM method. Using PCC for
reducing the effective dimensionality of the problem is more efficient than using BBC
for the regression step and RWR for the evaluation procedure. The use of PCC leads to
estimated variance reduction factors between 4.62 and 8.82; on the contrary, the variance
reduction factors for the alternative construction, BBC, are between 3.02 and 4.14. Al-
though PCC is more expensive than RWR and BBC, the speed-up factors coincides with
the variance reduction factors for the lower bounds; using our RRQM method combined
with PCC leads to speed-up factors of about 6 or more. However, it also pays to work
with the LSQM method rather than with the LSM method. We see another behavior
for the speed-up factors of the upper bounds; using randomized quasi-random numbers
accelerates the convergence by a factor of about 6 or more for the OTM option, of about
3 or more for the ATM option and of about 1.5 or more for the ITM option. Obviously,
ITM options are more robust against the quality of random numbers; we think that this
behavior can be reduced to the fast exercise decision of these options. Moreover, we ob-
serve that using RWR for the inner simulations has no significant effect on the variance of
the upper bound, but it is much more cheaper than using PCC for the nested estimation
procedure such that we observe a further efficiency increase. Our numerical tests show
a remarkable phenomenon: The Halton sequence leaped with £ = 409 outperforms the
well-working Sobol sequence. Even though the bounds are of about the same size, this
simple modification of the Halton sequence leads to variance reduction factors which are
significant higher than the factors produced by the Sobol sequence; more precisely, almost
all factors are larger than 7.5. By the way, this statement also holds for using the LSQM
or our RRQM method with or without a dimensionality reduction technique, for brevity
we omit reporting these results. As pointed out in Subsection 4.2.1, the value of the leap
is ultimately responsible for the success of this sequence; our chosen leap value £ = 409
is recommended by Kocis and Whiten [82], but we have good working experience with
other leap values. By the way, in our experience, both sequences, the Sobol sequence and
the Halton sequence leaped, are superior to the Halton sequence and, therefore, we have
just considered these both sequences. As an additional information, it turned out that
it makes sense to work with dimensionality reduction techniques for the regression step,
and, thus, we run all our codes in combination with these tools for approximating the con-
tinuation value in a first step. In order to underline these results, let us price an option

on five correlated assets with more exercise opportunities, i.e. we work with sequences
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of higher dimension. In the following, we set ¢ = 30 for calculating bounds and ¢ = 5

for inner simulations. Figure 4.12 shows a typical convergence behavior of the standard
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Figure 4.12: Convergence of the lower bound for the LSM and RRQM methods combined

with several quasi-Monte Carlo techniques.

Notes. See Table 3.3 c) for option parameters, but with L = 16. The early exercise strategy
is determined by Ny = 150,000 paths and the first eleven functions of basis (3.53). Standard
errors calculated by the RRQM method result from an increasing number of trials ¢ such that

Ny = g - 33,000.

error for the lower bound calculated by the LSM method and our RRQM method com-
bined with PCC for the regression step; we run our RRQM method with RWR and the
promising hybrid technique PCRWC for the evaluation process. We see that our RRQM
method clearly outperforms the LSM method for an increasing number of paths Ny, even
though we work with 80-dimensional sequences of low discrepancy. As expected, it is more
efficient to work with PCRWC rather than with RWR. Moreover, we see a remarkable

convergence behavior of the Halton sequence leaped (£ = 1951).



Table 4.4: Lower and upper bounds calculated by the AB approach combined with the LSM and RRM methods and several quasi-Monte

Carlo techniques for Bermudan arithmetic average call options.

Sy Method Lower Bound Upper Bound 95% CI CPU Time A Ratio VR Ratio SUF;|SUF,
Ratio Lo|Uy Lo|Uy
90 LSM 3.991 (1.00-1072)  4.076 (1.39-1072)  [3.971,4.103] - - -
RRQMEH o 4.009 (5.00-1073)  4.047 (6.38-1073)  [4.000,4.059] 0.87 2.30  4.02]4.73  3.89]5.21
RRQM3y1 1 4.019 (5.67-1073)  4.058 (7.07-1073)  [4.008,4.072] 0.87 2.18  3.20[3.85  3.02/|4.65
LSQMEE - 3.974 (4.42-107%)  4.050 (7.91-1073)  [3.980,4.081] 0.87 1.12 5.13[3.08  2.34/1.96
RRQMEZ v 4.003 (3.72-107%)  4.041 (5.08-1073)  [4.005,4.061] 0.94 2.24  7.25|7.45  3.54]7.66
RRQM? cpwe 4017 (3.59-107%)  4.063 (5.43-1073)  [4.010,4.074] 0.93 1.89  7.78/6.53  3.64/5.48
100 LSM 7.155 (1.23-1072)  7.310 (1.66 - 1072)  [7.131,7.342] - - -
RRQMEH o 7.195 (6.10-1073)  7.282 (9.52-1073)  [7.183,7.301] 0.87 1.76  4.093.04  3.28/1.95
RRQM3y1 1 7.190 (4.29-1073)  7.277 (8.13-1073)  [7.181,7.293] 0.87 1.78 8.27|4.17  6.75[2.26
LSQMEE - 7.147 (5.56-107%)  7.204 (1.12-1072)  [7.137,7.302] 0.93 1.06  4.91]2.18  2.22]1.23
RRQMEE o 7.181 (4.95-107%)  7.263 (7.73-1073)  [7.174,7.285] 0.96 1.91 6.19/4.60  2.76|3.43
RRQM?cpwe 7185 (5.17-107%)  7.272 (8.00-1073)  [7.175,7.289] 0.94 1.78  5.684.30  2.45/3.19
110 LSM 12.087 (1.34-1072) 12.319 (1.93-1072) [12.061,12.357] - - -
RRQMEH o 12.127 (7.28 -1073) 12.289 (1.17-1072) [12.113,12.312] 0.92 1.45  3.41]2.71  2.96/2.02
RRQM31 1 12.141 (6.90-1073) 12.280 (1.04-1072) [12.127,12.300] 0.89 1.67  3.79] 3.43  3.34/2.72
LSQMEE - 12.083 (5.37-107%) 12.281 (1.32-1072) [12.071,12.304] 0.92 1.17  6.26) 2.14  2.77]1.22
RRQMEZ 0 12,134 (5.50-1073)  12.276 (9.82-1073)  [12.125,12.286] 1.01 1.65 597 3.86  2.91/2.96
RRQM? cpwe  12.135 (5.02-107%)  12.267 (8.17-1073) [12.125,12.284] 0.99 1.76  7.16] 5.58  3.11]4.55

Notes. See Figure 4.12 for option parameters. Algorithm specific parameters are as follows: Ny = 150,000, N1 = 990,000, Ny = 1,200 and
N3 = 5,000; i.e. the LSQM and RRQM methods are run with N7 = 30 - 33,000, Ny = 30-40, N3 = 5-1,000; especially for the RRQM method,

a =0.887, = 0.993; codes are run with the first eleven functions of basis (3.53).
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4 Efficiency Increase 91

This observation is strengthened by the results of Table 4.4 showing lower and upper
bounds calculated by our RRQM method with PCC for the regression step as well as
RWR and PCRWC for the evaluation step; the index RWR indicates the use of RWR
in the second phase. We prefer the use of PCRWC, as it is more efficient than using
PCC alone for the evaluation procedure. Once again, we observe a remarkable reduction
in variance by using randomized quasi-random numbers; the estimated variance reduc-
tion factors are between 4.91 and 6.26 for the LSQM method combined with PCRWC
and between 5.68 and 7.78 for our RRQM method combined with PCRWC for the lower
bounds; for the upper bounds the estimated variance reduction factors are of about the
same size for the OTM option, but significantly lower for the ATM and ITM options.
Using randomized quasi-random numbers combined with RWR for calculating lower and
upper bounds seems to make sense as well, but the factors are somewhat lower than using
PCRWC. Anyway, the higher complexity of PCC leads to lower speed-up factors for the
lower bounds than in the previous example such that using PCRWC is no longer more
efficient than RWR for a smaller time step width. Anyway, the estimated speed-up factors
of using PCRWC for the upper bounds are slightly superior to the factors achieved by
using RWR. This is the result of using RWR for the inner simulations such that the total
CPU time is not greatly affected by PCC; generally, the CPU time for the upper bound
is dominated by the inner simulation procedures.

Let us draw some conclusions from our experiments. In general, it pays to work with
randomized quasi-random numbers for estimating lower and upper bounds. We should
implement the regression step in combination with PCC rather than with BBC. Provided
that the number of time steps is sufficiently small, our hybrid approach PCRWC is more
efficient than using RWR or PCC alone. Once again, we have seen a remarkable con-
vergence behavior of our RRM method. Therefore, we highly recommend to implement
our RRQM method combined with PCC for approximating an early exercise policy and
with PCRWC for the evaluation process. To deal with a larger number of time steps,
for European-style options Giles [56] proposed to implement PCC in combination with
the sine transform; more precisely, by rewriting (A ® B)Z in (4.29) as AZBT with the
(L x D)-matrix Z filled with the elements of Z, we might evaluate AZ in O(DLlog,(L))
operations and O(LD?) further operations are required for the multiplication with B7.
We might implement this approach to get a further acceleration of our proposed method.
Anyway, in this thesis we tackle the problem in another way: Combining our change of
drift technique proposed in Section 4.1 with RWR leads to a natural dimensionality re-
duction, as we drive paths into early exercise regions. In so doing, most of the paths are
generated by the first dimensions of the randomized point set, and, thus, we expect to
price options with high accuracy. Let us conclude this section with a final remark on the

sequences with low discrepancy itself. It turned out that using the random digital shift in
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Lower Bound (16%)

Regression (16%) Lower Bound (5.4%)

Regression (5.6%)

Upper Bound (68%) Upper Bound (89%)
Figure 4.13: CPU time partitions of the AB approach for an arithmetic average call option
on five assets. Left and right pie charts show partitions with N3 = 1,200 and N3 = 5, 000,

respectively.

base 2 rather than RSM1 leads to the same results, and, therefore, we have implemented
our codes with RSM1. We are not familiar with any studies regarding option pricing by
the Halton sequence leaped. However, our experience is that this slide modification of the
Halton sequence does a great job. The construction of the Sobol sequence is more com-
plex, which might be seen as an advantage for the Halton sequence leaped. Our chosen
leap values perform well, and, thus, due to its simplicity we prefer the Halton sequence

leaped rather than the Sobol sequence.

4.3 Further Acceleration Techniques

The purpose of this section is to explore the effect of implementing some simple techniques
for further acceleration. To start with, Figure 4.13 gives us insight into typical CPU
time partitions of the AB approach combined with the LSM method for calculating an
ATM arithmetic average call option on five assets; see Table 4.3 for option and algorithm
parameters. We clearly see that the CPU time for calculating upper bounds dominates
the total CPU time; the more effort we spend in the inner simulation procedure, the more
this process dominates the total CPU time. Notice that the worst-case computational
complexity for calculating Ay, compare (2.25), is O(NyN3L2D). The user might decrease
the number of inner simulations, but, in general, it is often not clear which size gives
sufficiently accurate approximations of the quantities (2.26). It is obvious that there is
a tradeoff between speed and accuracy. To deal with this deficiency, we suggest to work
with online algorithms such as the RM method (4.10); in Section 4.1 we have seen that
these algorithms take as many paths as they need for convergence. To be more precisely,

let us consider the estimates for the continuation values (2.26), which we denote by ¢y,
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with
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for notational convenience. According to [121], a stepwise calculation of €y, is recursively

defined by

1 N3+1
CNat1 = Ny+1 Z Cm
m=1

N3 _ n 1

— C C
Ny+1 " Ng+1 M
1

= EN3 - Ng—l—l(ENS —CN3+1), Ng 20,1,2,..., (430)

with ¢y = 0; notice that this recursion can be interpreted as a search step of the RM
algorithm (4.10) by setting

1 _
e = T YNy = Cng — CNg1-
Following this reformulation, we are now in the situation to estimate the continuation
values (2.26) by an online procedure in the sense that i.i.d. samples ¢y, 1 are drawn until
convergence. In our view, rather than using (4.18) a more robust convergence criteria is
to compare only the J-th approximations of ¢y, with each other, i.e. for N3 = J,2J, ...,
we test for convergence on Ac via

[CNy — Ty J|

— < TOLAC, 0<TOLA. < 1.
max{[cy, |, 1}

Moreover, we cancel the search procedure in case of non-convergence after a reasonable
number of iterations N. Figure 4.14 illustrates the calculated 30 for an increasing number
of paths. The solid line shows the convergence for the static approach, i.e. for a fixed
number of inner simulations N3. The dash-dotted and dashed lines reflect the convergence
of our proposed RM approach with tolerance values TOLa, = 107% and TOL A, = 1078,
respectively; the maximum number of paths N5 coincides with the increasing number
of inner simulations N3 for the static approach; see Table 4.3 for algorithm and option
parameters with Sy = 90, N; = 1,000,000, Ny = 1,000, J = 20. We see that we achieve
the same level of accuracy as the original static approach by running our approach with
TOLa. = 1078; demanding for a lower value such as TOLa, = 107% leads to almost
the same convergence. In our experience, a value in the range of both values is sufficient
for getting stable results. Thus, we are able to guarantee the same level of accuracy
with lower effort; see Table 4.3 for speed-up factors. Before we consider last test results,
let us discuss two further techniques that might lead to efficiency increases. It is well

known that evaluating the exponential function exp(z) for any x € R is a time-consuming
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Figure 4.14: Convergence of estimator ﬁo for a static and an adaptive approach.

process. Thus, we should test the effect of replacing the pre-implemented double precision
routine for realizing this operation by evaluation algorithms with lower accuracy; for
instance, according to Hart [63] and Jonen [77], we might approximate exp(z) by rational
polynomials for which the coefficients determine the accuracy that we fix a priori. In this
thesis we focus our attention on the approach by Jonen and test the influence of replacing
exp(z) by the rational polynomial

Coa 2b(ag + b%ay)
exp(x) ~ 2 ((bo T 5%by) — 2(a £ PPar) +1 (4.31)

with x =aln2+b6>0, b €[0,In(2)), a € N; the coefficients resulting from the rational
Chebyshev approximation are ag = 4.9999994-107!, a; = 8.2832497-1073, by = 1.0, b; =
9.9897819 - 1072. Notify that we have exp(z) = 1/exp(|z|) in case of z < 0. Our guess
is that the relative accuracy of 107 of this approximation is quite sufficient for getting
stable results. Let us address a further vital point in Monte Carlo applications. Antithetic
variables (AVs) might reduce variance and we are used to work with this technique.
Anyway, in our experience using AVs does not often have the desired effect we expect
from a variance reduction technique for calculating lower and upper bounds by the AB
approach; this is caused by the construction of the AB approach. Nevertheless, generating
a normally distributed random number Z and taking -Z as a further random number
reduces the CPU time of the random number generation by a factor of 2. Therefore, from
this point of view, we should work with AVs, even if the effect of this technique is often

not clear. Table 4.3 reports lower and upper bounds by using the LSM method with and
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without AVs denoted by LSM and LSM 4y, respectively, for arithmetic average call options
on five assets. At first glance, it seems to be senseless to reduce variance via AVs; the
variance reduction factors are between 0.85 and 1.00 for the estimated lower and upper
bounds. However, the further gain is in the lower CPU time such that around 10 per cent
of the CPU time might be saved by using AVs; we get speed-up factors of 1.15 for the
lower bound of the OTM option, but around 1.0 for the ATM and ITM options. Anyway,
the speed-up factors for the upper bounds are between 0.59 and 0.91, as o is higher by
using AVs. At this point we should remark that in our experience using AVs does not
lead to a slow-down for calculating upper bounds in any case, i.e. we often consider a
slight speed-up for upper bounds as well, but there is no clear trend. We also run this
experiment by the LSM method in combination with replacing the routine exp(z) in
Java by (4.31), denoted by LSMg,,, and our modified inner simulation procedure (4.30),
denoted by LSMa. Working with the approximation (4.31) is worth mentioning, as we
are able to accelerate the calculation of lower and upper bounds by 11 up to 17 per cent
without any loss in accuracy. This impressive speed-up factors are caused by the fact that
the operations of evaluating exp(x) have a great influence on the complexity of the path
simulations. Rather than running the algorithms with the static approach for the inner
simulation process, we should use our proposed dynamic approach (4.30); our modification
leads to speed-up factors of about 2 or more without remarkable changes in the results.
Last but not least, we combine all proposed approaches of this thesis to calculate lower
and upper bounds; i.e. we price this type of option by our RRM method combined with the
Halton sequence leaped (£ = 409) and PCC for approximating an early exercise strategy;
for calculating lower and upper bounds we use our proposed change of drift technique
ISQNew combined with RWR for reducing the effective dimensionality; additionally, we
replace exp(z) by (4.31) and work with (4.30) for the inner simulation procedure; we
denote our approach by RRQM 4;7,. First of all, we are able to get much higher lower
bounds and the differences between the lower and upper bounds are tighter by factors
between 2.76 and 3.50. It is obvious that our approximated early-exercise strategy is of
high quality. We observe a remarkable reduction in variance for the estimated bounds;
the factors for the lower bounds are between 14.98 and 20.55; the factors for the upper
bounds are between 4.70 and 16.43. As for all three initial values, the CPU time is much
lower than the required time by the LSM method, we are able to speed-up the evaluation
procedure by factors between 15.69 and 25.45 for the lower bound and between 8.19 and
62.12 for the upper bound. These impressive speed-up factors originates from combining
the most promising techniques proposed in this thesis. Further numerical tests have shown

that these results are representative for more exercise opportunities as well.



Table 4.5: Lower and upper bounds calculated by several speed-up techniques for arithmetic average call options.

So  Method Lower Bound Upper Bound 95% CI CPU Time A Ratio VR Ratio SUF;|SUF2
Ratio Lo|Uy

90 LSM 1.537 (4.87-1073) 1.550 (5.42-1073) [1.528,1.560] - - - -
LSM 4y 1.540 (4.88-1073) 1.558 (5.84-1073) [1.530,1.570] 1.07 0.67 0.99 10.86  1.15]0.59
LSM gy 1.537 (4.87-1073) 1.550 (5.42-107%) [1.528,1.560] 1.16 - - -
LSMa 1.537 (4.87-1073) 1.549 (5.35-1073) [1.528,1.559] 2.50 — — —
RRQMLH, 1,545 (1.15-107%)  1.550 (1.34-1073) [1.542,1.552] 3.50 2.38  17.95/16.43 16.05/62.12

100 LSM 3.963 (6.80-1073) 4.006 (8.19-1073) [3.950,4.022] — - — —
LSM 4y 3.961 (6.82-1073) 4.010 (8.87-1073) [3.948,4.028] 1.13 0.88 0.99] 0.85  1.02]0.76
LSM g2 3.963 (6.80-1073) 4.006 (8.19-1073) [3.950,4.022] 1.17 — — —
LSMa 3.963 (6.80-1073) 4.009 (8.41-1073) [3.950,4.026] 2.00 - - -
RRQMEH, ~ 3.992 (1.51-107%) 4.005 (2.24-1073)  [3.989,4.009] 3.38 323 20.5513.44 25.45[40.00

110 LSM 9.311 (7.84-1073) 9.364 (9.25-1073) [9.296,9.382] — - — -
LSM 4y 9.301 (7.86-1073) 9.353 (9.51-1073) [9.285,9.372] 1.08 1.01 1.00 [0.95  1.01 |0.91
LSM g2 9.311 (7.84-1073) 9.364 (9.25-1073) [9.296,9.382] 1.11 - - -
LSMa 9.311 (7.84-1073) 9.364 (9.27-1073) [9.296,9.382] 1.89 - — —
RRQMEH, = 0.342 (1.89-1073) 9.362 (4.27-1073) [9.338,9.371] 2.76 2.67 14.98]4.70  15.698.19

Notes. See Table 3.3 b) for option parameters and basis functions. Algorithm settings are as follows: Ny = 300,000, N; = 990, 000, N, = 1,200,
N3 = 5,000; especially for RRQMA”M, Ny = 3,000, g = 30, i.e. Ny = 30-33,000, No = 30-40, J =10, = 0.887, 8 = 0.993; especially for
LSMa, J = 20; especially for LSMa and RRQM%{M, N3 = 5,000, TOLA. = 1075,
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Chapter 5
Conclusions

In recent years high-dimensional American-style derivatives have gained in importance
for the financial market. From a practical point of view, regression-based Monte Carlo
methods in combination with dual methods have established themselves for pricing these
complex financial instruments. In this thesis we have proposed efficient pricing algorithms
and have compared them with state-of-the-art approaches. We have tackled the problem
of developing efficient algorithms in two ways: In the first main part of this thesis we have
extended the class of regression-based Monte Carlo methods by introducing our RRM
method. In order to get an impression about the strength of our proposed approach, we
have priced options on up to thirty assets with an early-exercise feature. In the second
main part we have focused our attention on variance reduction techniques as well as some
simple but powerful tools for increasing efficiency. We have investigated the performance
of our proposed techniques by valuing several options with an early exercise feature.

Let us sum up the key results of our proposed methods. Based on the fact that outliers
destroy the quality of an approximation of the continuation value, we have suggested to
take bad data points into account during the regression procedure. We have seen that we
get a remarkable bias reduction without increasing variance — that is important from a
practical point of view — by using robust regression rather than ordinary least squares.
Compared with the state-of-the-art LSM estimator, we get a nearly unbiased estimator,
and in combination with the AB approach we often obtain tighter bounds by a factor of
more than two. In our speed-accuracy test we have seen that we get speed-up factors of
up to over four; as a consequence, we are able to improve the approximated early exer-
cise strategy significantly by using our approach. A further gain is that we have lower
memory requirements due to faster convergence, which seems to be very desirable. In our
experience and considering applications in the literature, especially for high-dimensional

problems, it is often not clear to choose an adequate basis for regression-based Monte
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Carlo methods, and numerical tests must be done to specify well-working basis functions;
efficient basis functions do not only depend on the underlying payoff, but also on the
underlying model and input parameters of the model. This procedure might be time-
consuming, and, that is why, we have a huge advantage by pricing options with our RRM
method rather than with the LSM method. We have shown that our method is much
less sensitive to the choice of basis functions. In practice, our RRM method might be
implemented as an interleaving estimator for pricing complex financial derivatives with
an early exercise feature. Anyway, based on an approximation of the continuation value
by our RRM method, we might combine the resulting early exercise strategy with dual
methods; this application might be seen more favorable, as bounds for the true option
value are more meaningful, especially for high-dimensional products. We have tackled the
problem of slow convergence for producing lower and upper bounds in three ways: To
start with, we have introduced our change of drift technique for driving paths in regions
which are more important for variance. It turned out that it is much more efficient to solve
the underlying stochastic optimization problem for finding the drift minimizing variance
by the deterministic counterpart; due to huge speed-up factors of up to 7,378 and more
robustness, we highly recommend this way of implementation. Remarkable speed-up fac-
tors of up to over 20 for the lower bounds are the proof of the success of our proposed
approach; provided that we use the efficient way of finding the optimal drift, we have
observed that it makes sense to reduce variance by a change of drift. Especially for OTM
and ATM options, this approach is a worthwhile acceleration technique. Secondly, we
have studied the effect of using quasi-random numbers for the AB approach. We have
considered several quasi-Monte Carlo techniques and applied them in numerical exper-
iments. It turned out that it pays to work with quasi-random numbers combined with
the dimensionality reduction technique PCC for the regression and evaluation steps; we
achieved speed-up factors of up to over 20. However, due to its high complexity using
PCC for a smaller time step width might be seen critical. In our numerical investigations
we have tested the Halton sequence leaped with great success. This slight modification
of the Halton sequence is competitive to the well-working Sobol sequence. To the best of
our knowledge, our study of using quasi-Monte Carlo techniques with respect to the AB
approach is the first one. Moreover, we are not familiar with any study in computational
finance investigating the performance of the Halton sequence leaped. Last but not least,
we have proposed some simple but yet powerful acceleration techniques. Our proposed RM
approach for the inner simulation procedure shows a remarkable speed-up for calculating
upper bounds, and replacing the double-precision evaluation procedure of the exponential
function by a cheaper approximation leads to a further convergence improvement. More-
over, we have critically discussed the use of antithetic variables as a variance reduction

technique. Combining all our proposed approaches in this thesis leads to our ultimate
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pricing algorithm. We highly recommend to work with our RRM method combined with
quasi-random numbers and PCC for approximating an early exercise strategy. Note that
PCC does not greatly affect the CPU time of the regression step as the complexity is
determined by the regression solver itself. Our change of drift technique combined with
randomized deterministic point sets is a natural powerful dimensionality reduction tech-
nique, also for smaller time step widths, and our further acceleration techniques suggested
in Section 4.3 perform well such that our RRQM 457, solver might be help practitioners
to price high-dimensional American-style financial products much more efficient.

We would like to conclude this thesis with a brief overview of further possible areas of
research. Our chosen loss functions for specifying the robust regression problem show
very good performance, but other loss functions might be tested as well. We have focused
our attention on an outlier detection procedure defined by the empirical distribution of
the error, and it has turned out that our method is very robust against the selection
of empirical quantiles. However, it seems to be convenient to research for other outlier
detection procedures, e.g. working with natural bounds for options. As our convergence
proof allows for considering nonlinear approximation architectures such as neural net-
works, wavelet thresholding, etc., a logical next step might be to apply the idea of robust
regression to these interesting approaches. Anyway, first numerical tests have shown that
nonlinear large-residual approximation architectures should be investigated carefully; see
also [15]. In our experience, they might significantly slow down the pricing procedure such
that linear regression is much more efficient. Needless to mention, initial values play a key
role for an efficient implementation, and, thus, besides recent developments of solvers for
nonlinear regression, see [133], we should spend more effort on that issue. As mentioned
in Chapter 2, the approach by Haugh and Kogan [64] works with modified samples for ap-
proximating the continuation value such that we might consider distribution-dependent
outlier detection procedures if we apply the idea of robust regression to their method.
Moreover, our RM approach for the inner simulation procedure might be used for acceler-
ating the determination of samples. A number of methods work with the minimization of
the squared loss function to approximate the continuation value; some of them are cited in
the introduction. Roughly speaking, all these methods might be tested under our robust
regression framework. Recently, [26] has proposed an approach for estimating greeks by
the LSM method; we are sure that this approach combined with our RRM method leads to
more accurate results. As much effort has been spent on increasing the efficiency by vari-
ance reduction techniques, see e.g. [47], [23] and [79], our method might be implemented
in combination with these approaches to accelerate convergence. Needless to mention,
we are concerned in developing further variance reduction techniques for our RRQM 411,
method. An active research field are quasi-Monte Carlo techniques, constructing sequences

of higher quality and new dimensionality reduction techniques might help to improve con-
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vergence. Recently, Tian et al. [123] have compared our vectorization approach of the LSM
algorithm [76] with their graphics processing unit (GPU)-based approach and have drawn
the conclusion that it is more efficient to program on GPUs. However, it is obvious that
this is just a technical outsourcing of the problem and should not keep us from developing
faster and more accurate algorithms. To conclude, our suggested ideas might open up new
fields of study regarding the efficient pricing of high-dimensional financial derivatives with

an early exercise feature.
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