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ABSTRACT

UNCERTAINTY QUANTIFICATION OF PARAMETERS IN LOCAL
VOLATILITY MODEL VIA FREQUENTIST, BAYESIAN AND
STOCHASTIC GALERKIN METHODS

Animoku, Abdulwahab
Ph.D., Department of Financial Mathematics

Supervisor : Prof. Dr. Omiir Ugur

September 2018, pages

In this thesis, we investigate and implement advanced methods to quantify un-
certain parameter(s) in Dupire local volatility equation. The advanced methods
investigated are Bayesian and stochastic Galerkin methods. These advanced
techniques implore different ideas in estimating the unknown parameters in
PDEs. The Bayesian approach assumes the parameter is a random variable
to be sampled from its posterior distribution. The posterior distribution of the
parameter is constructed via “Bayes theorem of inverse problem”. Stochastic
Galerkin method involves propagating uncertainty into a deterministic input
parameter and then quantifying the randomness in the solution. In addition,
the performance and numerical analysis of each approach are studied.

Keywords: Local volatility, Bayesian analysis, Stochastic Galerkin method, Tikhonov
regularization
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(0Y/

YEREL OYNAKLIK MODELI PARAMETRELERTNTN SIKLIKCI,
BAYESCI, VE STOKASTIK GALERKIN YONTEMLERI ILE
BERIRSIZLIK OLCUMU

Animoku, Abdulwahab
Doktora, Finansal Matematik Boltimii

Tez Yoéneticisi : Prof. Dr. Omiir Ugur

Eylil 2018, sayfa

Bu tezde Dupire lokal oynaklik denklemindeki belirsiz parametreleri 6l¢gmek igin
kullanilan geligsmis teknikleri inceledik ve uyguladik. Aragtirilan ileri yontemler
Bayes’ ve stokastik Galerkin yontemleridir. Bu gelismis teknikler, kismi differan-
siyel denklemlerin bilinmeyen parametrelerini tahmin etmek i¢in farkli yontem-
ler kullanirlar. Bayes’ yaklagimi parametrenin sonsal (posterior) dagilimindan
orneklenecek rastgele bir degisken oldugunu varsayar. Parametrenin sonsal dagi-
lim1 “ters problemin Bayes’ teoremi” ile olusturulur. Stokastik Galerkin yontemi,
belirsizligi deterministik bir girdi parametresine yaymayi ve sonra ¢oziimdeki
rasgeleligi 6lgmeyi igerir. Ayrica her bir yaklagimin performasi ve sayisal analizi
tizerinde ¢aligilmigtir.

Anahtar Kelimeler: Yerel oynaklik, Bayes’ analizi, Stokastik Galerkin yontemi,
Tikhonov diizenlemesi
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CHAPTER 1

INTRODUCTION

In the last two decades, there have been significant improvements in developing
financial instruments for investment and hedging purposes. Due to the impor-
tance of these instruments for the stability of the economies of countries around
the world, it is imperative to correctly price them to avoid arbitrage opportu-
nities. The most recent, infamous 2008 financial crisis is on a large part due
to mismanagement and exploitation of financial instruments for arbitrage op-
portunities. Therefore, active research are being held in the field of Financial
Mathematics to capture the behavior of the underlying market processes of these
instruments with more exhaustive and sophisticated models. Typically, an agent
chooses a model and calibrate it to the observable market prices as a benchmark
to avoid mis-pricing. However, due to uncertainty in the calibration procedure
and model type, different agents would obtain varied prices. A small mis-pricing
among these agents could lead to other market agents making risk-less profits

off this mis-pricing.

Today, one of the most commonly used derivative instruments are options. An
option can either be a call or put. A call (put) option gives the buyer the
right but not the obligation to buy (sell) an underlying at an agreed upon price.
An option of the European type only allows exercising of the option at maturity
while the American type option allows exercising anytime until maturity. Option
as an instrument is widely used as a calibration and hedging instruments. Pric-
ing options involve some set of input parameters, such as, interest rate, volatility,

strike price, and maturity date of the option. Among these input parameters,



only volatility is unobservable in the market. Several models such as Black-
Scholes, local volatility, and stochastic volatility models that exist in literature
try to capture the uncertainty of the underlying asset’s volatility. Within these
models exist different assumptions around the volatility that create model un-
certainty. For example, Black-Scholes model assumes an asset dynamics where
the volatility is taken to be constant. This is the simplest form of all the models
taken computational time and model complexity into account. Although in this
model, the market is complete, it does not explain the volatility smile inherent

in the implied volatility of the market option prices.

On the other side, there are the stochastic and jump diffusion volatility models
that introduce new sources of randomness into the asset’s dynamics. With this
additional stochasticity, these models do not replicate every contingent claim in
the market. Therefore, in order for these models to reproduce the market prices
accurately to a certain degree, there is a trade-off between incompleteness and

complexity with numerical accuracy.

In between these two extreme ends is local volatility that operates under the
completeness of the market and reproduces a deterministic volatility that ex-
plains the smile effect. Thus, local volatility gives the right balance between

model complexity and representation of reality.

Other sophisticated models exist, one of which, for instance, the so called hybrid
models that synergize the features of two or more models to create a new one.
Examples of these are stochastic-local volatility and stochastic-jump diffusion

models [2], 47, 50, (3].

Furthermore, calibration of the above financial models does not accurately re-
produce all market prices. This can lead to inconsistencies and mis-pricing
discussed earlier. On the flip side, there might not be enough observable prices
to determine the calibration parameters uniquely from the model. Also, there
is a question of stability for a calibrated model-as small change in observable
prices can lead to large change in the calibrated parameter. This leads to pa-
rameter uncertainty which can create difficulty in hedging risk if the parameter

is not properly quantified.



In the current literature, despite the above calibrated problems, most of the
efforts are geared towards finding the single unique parameter that reproduces all
the prices in the market. Little work is done in checking for the robustness of the
calibrated parameter. The stability of the calibrated parameter is important for
two reasons, since a disproportionate change in the parameter for a small change
in market price can lead to greater risk for any investment made that depends on
such parameter. First, it enables proper risk management and other quantitative
measures associated with such investments. Second, it gives confidence on the

calibration results based on the data set.

In this thesis, we will concentrate on handling these fairly common calibration
problems for local volatility model. We do this in two ways: first, we restructure
the inverse problem into Bayesian framework to obtain a whole distribution
for the calibrated parameter; second, we optimize for the distribution of the

parameter using stochastic Galerkin approach.

The Bayesian approach provides a natural way of assigning probabilities to
points in the parameter space by combining a set of prior information with
likelihood function. The so called posterior density constructed via this method
can be used for subsequent pricing and hedging of financial instruments such
as exotic options. The Bayesian method is a powerful approach since it allows
updating of the model as new prices are observed anytime in the market. This

creates consistency for the calibrated parameter through time.

For the stochastic Galerkin approach, we quantify the parameter uncertainty by
using polynomial chaos expansion as a natural way to represent the observable
prices treated as random variables. In this approach, the coefficients of the
orthogonal polynomials are first determined through a discretization scheme.

Then, by an error minimization procedure, the model parameters are estimated.

1.1 Motivation and Goals

In the previous section, we have already established the importance of the volatil-

ity parameter used in pricing of options and other instruments that are used as



investment and hedging tools. The volatility as a calibrated parameter should
also exhibit volatility skewness (or sneer) if model is correctly calibrated. One
motivation for choosing local volatility model in our study is that it reproduces
volatility surface with skewness. On the other hand, the choice of the numerical
techniques in handling the inverse problem associated with characterizing the
volatility function is also important. In this thesis, we focus on two advanced nu-

merical techniques, namely: Bayesian analysis and stochastic Galerkin method.

In the last decade, there have been few contributions to the literature regard-
ing the use of Bayesian analysis, especially in application to financial prob-
lems [25], 26, 45 46]. Our work is among the few that highlights the impor-
tance of formulating and solving a financial problem, especially one with a non-
parametric parameter estimation . More uniquely, we have incorporated the use
of Markov chain Monte Carlo (MCMC) in sampling the volatility estimates from
the posterior distribution. The advantages of having a distribution for volatility
via Bayesian analysis is wide and enormous. For example, having a distribution
of parameters with each having assigned probabilities allows for construction
of volatility surfaces with different confidence levels. Therefore, an agent can
subsequently price the financial instruments like options with the estimates in
these surfaces with their corresponding confidence levels. Instead of one true
parameter value that could lead to a large loss in wealth, the investors choose
from several prices corresponding to multiple parameter values with assigned

probabilities and confidence levels. We would explore more on this in Chap-

ter Ml

Another goal of this thesis is to add to a growing literature on uncertainty quan-
tification via spectral methods. Dupire local volatility equation can be reformat-
ted into a constrained (parabolic) partial differential equation (PDE). We then
solve this PDE constraint via a stochastic Galerkin approach in an optimization
procedure that involves, for instance, the use of Levenberg-Marquardt algorithm.
Also, not much work has been done in using such an advanced and powerful nu-
merical technique in solving financial problems. Therefore, we will explore some
theoretical understanding of this methodology from uncertainty quantification

perspective. We will also give some insights in applying the concepts to obtain



the calibrated volatility surface.

This thesis is focused on estimating the volatility via Dupire local volatility
model by employing various statistical and advanced numerical techniques. The
theoretical frameworks of the model and the numerical techniques used will be
discussed in details. Consequently, the distribution of volatility surfaces accord-
ing to each method used will be obtained. In addition, the implications of the
results for financial agents and investors will be analyzed and recommendations

will be proposed.

1.2 Literature Review

In this section, firstly, we will discuss the developments of various volatility
models in the literature. Secondly, we will give a more elaborate understanding

of the literature regarding the numerical techniques used throughout this thesis.

One of the earliest analytical models proposed in finance to price a financial
instrument (option) is Black-Scholes model [I4]. Since then, the variety of fi-
nancial models has grown more and more. One of the major reasons for this
growth can be attributed to the financial crisis that made investors demand more
accurate pricing models. In the context of derivative pricing, volatility models
were developed to avoid mis-pricing of the financial instruments. Specifically, in
1994, Dupire [33] published his paper on local volatility model. In his model, the
volatility is assumed to be a function of asset value S and time ¢. This produces
a more consistent result with the market volatility smile. Therefore, the local
volatility model reproduces a more realistic volatility surface when compared to
the Black-Scholes model. Furthermore, Derman and Kani [28] also contributed
independently to the foundation of local volatility model. More on this will be

presented later in Chapter [2]

In addition, more complex volatility models have also been proposed. For ex-
ample, Hull and White [53] introduced the stochastic volatility model, in which
a new source of randomness called volatility of volatility is introduced. Over

time, different variations of this model have been introduced into the literature,



for example, Heston and SABR models [50, [47]. The use of stochastic volatility

models in explaining the smile effect is detailed in [29, 47].

Another important form of volatility model that has been established in litera-
ture with far outreach is the jump diffusion model. In such a model, a Lévy or
various forms of Poisson processes are used to model the jump sizes. Several au-
thors have studied on the calibration of jump diffusion processes to the market.
The works of Merton [69], Zhou [90], and Hilberink et al. [52] highlight these

applications.

Meanwhile, we review some of the existing results in literature on the use of
Bayesian approach to estimate parameters in a parametric and non-parametric
models. The books by Ralph [75], Fitzpatrick [38], and Gelman et al. [40] have
been used as the basis of references throughout this thesis. As mentioned earlier,
the Bayesian inference have only gained popularity in the last two decades. One
of the earlier work dates back to 2002 by Jacquier et al. [57]. The authors
showed that the Bayes’ estimators of a stochastic volatility model performed
better than moments and quasi-likelihood estimators. In the case of interest
rate modeling, Bhar et al. [I2] have used dynamic Bayesian approaches to

calibrating instantaneous spot interest rates.

More recently, the work of Gupta & Reisinger [45], [46], Darsinos & Satchell
[25], 26] show the application of Bayesian method to local volatility modeling.
The first paper [45], reformats the Dupire local volatility equation into Bayesian
inference by constructing a set of posterior estimators for the calibrated volatility
parameter. The consistency of the Bayesian estimates of the volatility surfaces
were constructed. In [46], the authors measured the risk uncertainty of the
Bayesian estimates and the use of these estimates in hedging. In [25], a joint
prior distributions for the asset price S; and the constant implied volatility o in
Black-Scholes model were formed. Therein, the posterior distribution consists of
a joint density for asset price S; and Black-Scholes European call option prices.
The marginal density of the option prices are computed from the joint posterior
density. Subsequently, in [26], the authors use this marginal density to predict

the call option prices for a day ahead. More details can be found in the articles



highlighted so far and the references therein.

On the other hand, we discuss some of the literature that extensively explain the
application of spectral methods in solving PDEs. In this thesis, we have made
use of the books [65] [75, 87] and the references therein as basic tools for un-
derstanding the mathematical concepts behind the stochastic Galerkin method.
Furthermore, the articles [21], 88] are very helpful in understanding the numer-
ical application of stochastic Galerkin method. However, to the best of our
understanding, this method has not been adopted in solving the Dupire local
volatility nor has it been used to construct volatility surfaces for other volatil-
ity models. Hence, our work will be one of the first application of stochastic
Galerkin method in estimating the local volatility surfaces through an optimiza-
tion approach. However, other methods such as Finite Difference method and
Finite Element method have been used in solving volatility models and pricing
strategies. The books by Mikhailov et. al. [70] and Hilber et. al. [51] highlight

the use of these methods respectively.

1.3 Outline

The objective of this thesis is to make practical contribution to the calibration
of non-parametric financial problem using Bayesian and stochastic Galerkin ap-

proaches.

In Chapter [2, we seek to understand the calibration problem. Firstly, we set
up the calibration equation as an inverse problem. Furthermore, we discuss the
conditions necessary to have a well-posed inverse problem. Consequently, the
regularization techniques in handling the ill-posedness of the inverse problem
are analyzed. Secondly, we reformat the Dupire local volatility as an inverse
problem. Here, we focus on setting up the assumptions guiding the local volatil-
ity model as well as the challenges facing the solution of the model. Finally,
we give some literature review on different regularization techniques in handling

the ill-posedness of the Dupire local volatility.

Chapter [3] focuses on the frequentist approach to parameter estimation. Firstly,

7



we show the mathematical derivation of the sampling distribution under linear
regression model. Secondly, the sampling distribution under the nonlinear para-
metric model is explained. Finally, in this chapter, we discuss the numerical

implementation of frequentist approach in constructing local volatility surfaces.

In Chapter [l we focus on understanding the theoretical and practical applica-
tion of Bayesian analysis. Firstly, we discuss the Bayes’ formula and different
Bayesian estimators. Also, the advantages and challenges using this method
are also analyzed. Secondly, we concentrate on the theoretical framework of
establishing the consistency of Bayes’ estimators. Thirdly, we discuss Markov
Chain Monte Carlo method of sampling estimates from a posterior distribu-
tion obtained via Bayesian method. Here, we start with the basics of Markov
Chains and Metropolis Hasting Algorithm. We give a holistic view on Markov
chains and give some theorems regarding the convergence of MCMC estimates.
Moreover in this chapter, we highlight the mathematical tools regarding the ap-
plication of Bayesian method in deriving posterior densities for local volatility
parameter via different statistical models and error distributions. Finally, we
give numerical examples and interpret the results obtained. The convergence
of the MCMC estimates is analyzed and some discussion is made based on the

results.

In Chapter [5] we consider the use of stochastic Galerkin method in solving the
local volatility model. Firstly, we give details on expressing random variables
using polynomial chaos expansion. We also give some examples in understand-
ing this concept using various distributions. Secondly, we discuss the general
approach of solving partial differential equations using stochastic Galerkin ap-
proach. Moreover in this chapter, we give the mathematical formulation of
solving the local volatility model with the numerical results and volatility sur-
face given. Here, we compare the results obtained via the stochastic Galerkin

method to Bayesian as well as the surface constructed via Monte Carlo method.

In the final chapter of the thesis, Chapter [6 we summarize the main results of
our findings and make some discussions. We also give insight to possible ways

to improve our work and outlook for further studies.



CHAPTER 2

CALIBRATION OF LOCAL VOLATILITY

In this chapter, we set up the local volatility as an inverse problem. Here, we
discuss the conditions under which the solution of the local volatility model
is well-posed. In addition, Tikhonov regularization used in obtaining smooth
volatility surface is explained. Furthermore, we mention the various forms of
local volatility equations and their practical usage. Finally, we discuss in greater
details some existing literature on different methods of solving the local volatility

model.

As explained in the previous chapter, the pricing of financial security (for ex-
ample options) involves an underlying asset process and some input parameters.
One of such input parameters is volatility, which measures the fluctuations in
the return of the asset price process. This parameter is also termed as the stan-
dard deviation of the asset’s returns. The volatility is significant in that it is
the only input parameter that can not be measured directly from the market,
hence, it has to be estimated via a realistic financial model. In the past couple
of decades, many of such models have been proposed in the literature. In this
thesis, we focus on the Dupire local volatility model. This model characterizes
the volatility as a function of asset price level S; and time t. Given that the
motivation behind this model is to find a realistic way of modeling the volatility
skewness that Black Scholes model fails to address, the volatility function can be
derived in terms of strike price K and maturity 7. Therefore, for a single asset,
the volatility surface can be obtained to price variety of options with different

strike prices and maturities.



However, in order to characterize the local volatility function non-parametrically,
we need to calibrate the local volatility model to a market data of option prices.
This procedure is an inverse problem. This is so, since we know analytically how
to get to the option prices via the Dupire local volatility model but not from the
prices to the model parameters. Hence, the calibration problem is an inverse
problem of moving from the market prices to the parameter that fit the data. In
addition, since the market data is given up to a bid-ask spread, the calibrating

parameter should be determined accordingly to avoid arbitrage opportunities.

Most of the calibration methods proposed in the literature use a best fit approx-
imation analysis by running a minimization algorithm over the squared errors
constrained by the parameter space. For example, in [I], B, [63], the authors use
the minimization approach to finding the best fit solutions in Lo space. We
explore a probabilistic approach of solving this non-parametric inverse problem
through Bayesian framework. This approach allows us to assign probabilities
to the volatility values obtained at the discretized points on each volatility sur-
face. Furthermore, we can also compute the surfaces using confidence intervals
to characterize the risk of each surface. Thus, the Bayesian approach we have
adopted in this thesis no longer needs to find the best model that replicates
the prices observed in the market. Rather, we solve an entire class of models
by obtaining probable class of volatility surfaces that can replicate the market

option data within the bid-ask spread.

This chapter is structured as follows: In Section [2.1] and Section [2.2] we formal-
ize the inverse problem set up and discuss the properties of well-posedness and
regularization methods. In Section [2.3] we present the local volatility model in
different functional forms. Furthermore, in Section [2.4] the error minimization
procedure for solving the Dupire equation will be explained. Finally, in Sec-
tion [2.5] we give some literature review on different methods of calibrating local

volatility function.
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2.1 Inverse Problem

In this section, we give the general inverse problem set up for parameter esti-
mation. We also discuss the ill-posedness of inverse problem and conditions for
a well-posed problem. Furthermore, we highlight the regularization techniques

used in solving an ill-posed problem.

Many problems in nature are often modeled as an inverse problem. Many sci-
entists and engineers generally desire to relate some set of observations from
measurements or experiments to some physical parameters ¢, characterizing a

model. Consider the following equation
F(q) = d, (2.1)

where d is the set of physical observations, F'is a function relating ¢ and d, and
q is the set of parameters. There is a distinction in interpretation of for
physicists and engineers as compared to applied mathematicians. For physicists
and engineers, they refer to F' as the forward operator and g as the model. On the
other hand, applied mathematicians refer to F'(q) = d as a mathematical model
and ¢ as the model parameters. For our purpose, we adopt the interpretation of

the applied mathematicians to (2.1]).

In practice, d can be a discrete observation or a function of time and/or space.
Furthermore, F' can be a function or an operator depending on the characteri-
zation of ¢ and d. In addition, the mathematical model in is often modeled
with errors. There are two ways to account for the errors in such model. Ei-
ther the errors arise as a result of un-modeled influences on the observations or
they arise due to numerical round off. Thus, given the set of observations d, we
assume the data consists of “perfect” measurements di,... and additional noise

term 7,

d = F(qurue) +1
= dtrue + m,

(2.2)

where dy, satisfies (2.1)) given giue, assuming that the forward mathematical

model is exact.
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The forward problem involves finding the values of d given model parameters q.
In many cases, computing F'(q) involves solving an ODE or PDE. However, we

are interested in solving the inverse problem of estimating ¢ given d.

For a discreet inverse problem or parameter estimation problem, we determine a
finite number of parameters, p, to define a model. As in many cases, we represent
the parameters to be estimated as a set of p element vector. Similarly, if there
is a finite set of observations n, then we can represent the data as an n element
vector. Therefore, we can represent the statistical model in (2.1)) as a system of
equation given by

F(q) =d. (2.3)

For more detailed information on this subject, interested readers should see [6],
72, [74]. Here, we emphasize inverse problems with finite dimensional parameter
space. However, this can be extended to problems with infinite-dimensional
parameter space. We restrict our study to finite-dimensional parameter space
for practical purpose. Thus, the local volatility function, oy will be assumed
to be a finite-dimensional vector ¢ C RM, for M € N. This approximation
is justifiable, since we have to discretise the function in order to numerically

approximate.

2.2 The Problem Setup

In this section, we set up the inverse problem corresponding to solving non-
parametric financial model. Suppose we have a complete market where every
contingent claim, h, can be replicated by a self financing portfolio. Suppose
further that the contingent claim h is a function of the asset price, S. Further-
more, suppose S follows a price process S = (S;):>0 that is a function of time ¢,

a stochastic process W = (W;);>0, and volatility parameter o, that is,
Sy =5 (S0, t, (Wa)o<ust; 0) ,

where S is the initial value of the price process at time ¢ = 0. Consequently,
S is an F-adapted process given the filtration F = (F;)i>0, generated by the

sigma algebra of the price process.
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Therefore, at maturity 7" of the claim, let the pay-off of the claim be given
as h(S(0)). For specificity, consider an option contract with payoff function
h written on S(o) over the time horizon [0,7]. The value of the claim at an
arbitrary time, t € [0, T], with respect to the risk neutral probability measure
Q is given by

filo) =B [B(t, T)h(S(0)) | .

where B(t,T) is a discount factor over the interval [¢,T]. Depending on the

model and its assumptions, B(t,T") can be deterministic or stochastic.

In the context of this thesis, the option prices f;(o) are obtained via local volatil-
ity model. Therefore, the forward problem would involve specifying ¢ in order

to compute the prices.

Theorem 2.1 ( [45], Remark 1.2). Suppose we observe a set of prices {Vt(i) :
i € I}, at time [0,T] with noise {egi) i € I}, where Iy is an index set. We can

represent the inverse problem as reconstructing o such that
VY= 000" + e, (2.4)

where o* s regarded as the true parameter that reproduces the market prices

from the model.

Remark 2.1. The calibration problem involves finding the value of ¢ that
best reproduces the observed prices {Vt(i) : 1 € I;}. Note, however that there
are several methods in literature that have been proposed to solve this prob-
lem [48] 49, 63, B35, 27, 23]. Here, we seek such reconstruction using Bayesian

and stochastic Galerkin methods.

In the next section, we specify the conditions that render feasibility and stability

of solutions for such inverse problem.

2.2.1 Well-Posedness

Here, we first discuss the Hadamard’s criteria (see [36] [74] for example) for a

well posed problem.

13



Definition 2.1. We say a mathematical problem is well-posed if it satisfies the

following properties: for all admissible data

(a) a solution exists (existence),
(b) the solution is unique (uniqueness),

(c¢) the solution depends smoothly on the given data (regularity).

Given the above conditions, if a mathematical problem violates any of the above
criteria we call it an ill-posed problem. More often, parameter estimation prob-
lems are ill-posed. Specifically, reconstructing local volatility function is an
ill-posed problem for the following reasons: First, there is not enough option
data in the market. This inhibits the construction of a volatility surface that
continuously depends on the data; secondly, the observed option prices are over
dispersed. As a consequence, small changes in the prices can lead to large er-
rors in the partial derivatives of the local volatility equation. To handle the
above challenges, there is need to regularize the solution so that condition

is satisfied.

For the local volatility calibration problem to satisfy property @, we assume
that we can find a solution fitting the observable prices within a specific tolerance
level. Since option prices are often given within a bid-ask spread, we assume the
true solution lies within this spread. In this context, the spread can be thought

of as the given tolerance level.

A major drawback with the calibration of local volatility as mentioned earlier is
the insufficient market prices available for the calibration. This limitation allows
for more than one parameter to produce model prices that fit the market data.
This type of inverse problem is called underdetermined inverse problem. On
one hand, choosing the wrong parameter can lead to mis-pricing and incorrect
hedging of financial instruments. This can often lead to costly losses for a trading
agent. On the flip side, if a unique solution is found and it does not continuously
depend on the observed market prices, then a small error in one of the market
prices can lead to large error in the calibrated parameter. This will lead to mis-

pricing again as well as hedging of other instruments. To resolve these challenges,
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care should be taken on the numerical method chosen for the estimation process.
We have shown that the Bayesian and stochastic Galerkin methods can correctly
estimate the calibrated parameter as illustrated in Chapter [] and Chapter

respectively.

Next, we turn to regularization methods to discuss how to overcome the chal-

lenges above to ensure the solution follows properties @ and .

2.2.2 Regularization methods

Regularization involves the process of finding an approximating solution to an
ill-posed problem by transforming it to a well-posed problem. The most docu-
mented method of reqularization is the Tikhonov reqularization. In the literature,
a vast documentation of this regularization technique exists, see [84, [72] [6] for
example. As a consequence, most ill-posed inverse problems in literature are
solved using the Tikhonov regularization. Specifically, most of the literature on
solving local volatility model use this mothod or a modified version of it. In
Chapter [4] and Chapter [, we propose new approaches to regularize and solve

the same problem.

Now, we give the general mathematical structure to regularizing the solution
to an ill-posed problem. Consider the general forward problem in (2.1)); we are
interested in finding the inverse function F~!. Suppose that we can only observe
a noisy approximation d* for the data d, such that ||d* —d||p < «, d € D. We
are instead interested in solving the equivalent problem F~!(d*) = ¢, q € Q.
Assume further that F~! does not satisfy the Hadamard’s conditions @ and/or
listed in Section . A common approach is to introduce a reqularization
operator Fy to replace F~! where A > 0 is the so called reqularization parameter
which depends on the data d* and/or «. The operator and parameter are chosen

such that the d* — d as A — 0.

This can be restated succinctly as

A=Nad) >0, F':D - limsup {||Fy'(d) - (@)}, = 0.
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Since it is not always practical and easy to solve Fy!(d*) = ¢%, we instead
resolve to solve a more tractable function G(q%) = Fi(¢®) — d*. Therefore, we

find ¢* that minimizes the functional G (¢%) given by
¢ = argmin ||G(¢%)||p- (2.5)
q(l

It now remains to find the appropriate regularization parameter and operator.
There are several methods proposed in literature on how to do this. For exam-
ple, the operator F' can be found by using Fourier, Laplace, and other forms
of integral transformations [6]. Also, the regularization parameter can be de-
termined by using L-curve [6, 36]. Most commonly, in the case of Tikhonov
regularization scheme, a smoothening function g : @ — D is constructed and

added to the original operator. Hence, the regularization operator becomes
3 = Ga+ Aga. (2.6)

Usually, g, is chosen as a Tikhonov functional. In practice, the second order
Tikhonov functional is chosen for most problems [85]. Thence, (2.5) is trans-
formed to finding ¢® that satisfies

¢* = argmin ||GX(¢")||p- (2.7)
qDL

It is worth noting that Tikhonov functional is weighted Sobolev norm associated
with the Sobolev space W2. Therefore, finding ¢* involves looking for solutions

that minimize the Sobolev norm of the functional G$(¢®).

2.3 Modeling and Formulation of Local Volatility

In this section, we discuss the local volatility model in greater detail. We start
off with the Black-Scholes model which gives an analytical formula to calculating
European option prices. Subsequently, we will discuss some of the assumptions
of the Black-Scholes model that do not hold in the real markets. So, we intro-
duce the local volatility model as an alternative model to relax some of those
assumptions to reflect market reality. Furthermore, several forms of local volatil-

ity equation that are well documented will be given. Also, the assumptions and
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properties needed for the calibration of the local volatility model will be high-
lighted. Consequently, we will give a more detailed analysis of the challenges

facing the calibration of local volatility model.

Consider the model proposed by Fischer Black and Myron Scholes [14] for pricing
European options. Let (2, F, (F;)u>0),P) be a filtered probability space such
that F; is the natural filtration for W, over the sample space 2. Consider an
asset S whose dynamics is driven by a geometric Brownian motion (W)«>0)
under the objective probability measure P. Then, the asset price S satisfies the
stochastic differential equation (SDE) given by

dSt = /.LStdt + O'StBt, (28)

where p is the drift term of the asset price movement, and o is the diffusion
coefficient representing the volatility. The coefficients © and o are taken to be
constant in the original Black-Scholes model. However, their results have been
extended for the case where 1 and o are taken to be deterministic functions of

time.

For the model to be useful in the market with non-arbitrage opportunities,
there is need to transform the above SDE to follow a Brownian process driven
by the risk-neutral probability measure Q. This transformation is done using
the Girsanov theorem which can be found in standard Stochastic Calculus text-
books (for example see [64, [81]). The new filtered probability space is given by
(€, F, (Ft) >0y, Q) while the asset S follows the SDE

dSt = T'Stdt —+ O'StWt, (29)

where 7 is the risk-free rate in the market. Given (2.9)), the option price V
written on an asset S over time ¢t satisfies the Black-Scholes partial differential

equation (BS-PDE)

WV 1 4 ,0%V ov B
E—i_ﬁg S w—f—rS%—rV—O, (2.10)

with zero dividends. Solving the above PDE gives the European price of the
option. Black and Scholes analytically solve (2.10)) to give the famous Black

Scholes formula given in the theorem below:
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Theorem 2.2. Given the assumptions and the dynamics imposed on S in (12.9)

the European call option price in the time horizon t € [0,T] is given by

Cps(t, ST, K,opg,7) = S;N(dy) — Ke "IN (dy), (2.11)
Sy 0'2 T
with dy = % and dy = dy — O'BS\/T, where K is the strike price and T

is the maturity of the option.

For a full proof of Black-Scholes model, readers should refer to [54]. As shown
in , to price an option, the parameters Sy, K,T,r, o have to be specified.
However, in practice all the other parameters except o can directly be observed
from the market. Therefore, in order to specify a volatility ¢ to the model, two
approaches are often used. First approach uses the historical information of the
asset price movements to estimate the volatility. The second approach involves
inversion of the Black-Scholes price to find the unique volatility, the so called
implied volatility which we have denoted as opg. The latter approach is more
suitable for calibration purposes because it is forward looking compared to the

former.

We also note that the implied volatility for different options written on an asset
So at time ¢ = 0, varies for each option price V (K, T) specified by strike K and
maturity 7' (see for example [73] [77]). This creates a one-to-one relationship
between the option’s implied volatility and its price. However, this contradicts
the assumption that the volatility for the asset Sy is unique for all options
written on it. This leads to the conclusion that the volatility must be dependent
on the strike K and maturity 7" of the option. We call this new volatility,
the local volatility denoted by oy (K, T). The dependence of volatility on the
strike K is called the volatility smile or skew while the variation with respect to
maturity T is regarded as the term structure of volatility. Without accounting
for skewness in the structure of the volatility as in the case of Black-Scholes
model, it would suggest that every option price, V;, t > 0, written on an asset,
S;, follows a different price process, which is clearly not the case. Furthermore,
it would suggest that when building binomial trees for option pricing, different

trees would need to be constructed for the asset process each time.
As explained by Animoku et al. [5], the local volatility model among all other
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models tries to model volatility skewness in a less computationally intensive way.
In the next section, we turn our attention to describing different forms of local

volatility models proposed in the literature.

2.3.1 Dupire Local Volatility Equation

In the original paper by Dupire [33], he showed that the local volatility surface of
an asset can be uniquely specified given observable market prices for European
options for all strikes and maturities. Ever since, several forms of the original
local volatility equation have been derived in the literature. In this section,
we set up the local volatility model and its various functional forms, see for
example [0, B9]. First, we setup the model as follows: let (Q,F, (F3)i>0,Q), be a
given filtered probability space where Q is the risk neutral probability measure
defined on the given probability space. Consider a local volatility model, in

which the risky asset price, S;, follows the dynamics
dSt = ILLtStdt + O'(t, St)Stth, (212)

where u; = r, — q;, and W, is the Brownian motion under the risk-neutral
probability measure Q. Furthermore, ¢ : R — R, and ¢ : R* x R — R are

continuous functions such that for ¢t > 0, and (z,y) € R?,
zo(t,x) —yo(t,y)| < M|z —y|

holds for any (¢,z) € Ry x R and o(t,z) > m, where m and M are positive
constants. The natural filtration of (W;);>¢ is denoted by F = (F):>o0.

Here, we focus on local volatility equations derived under European option
prices. Although we start off with a volatility of the form o (¢, S;), which depends
on time and asset level, we pass to a more convenient way of characterizing the
volatility, specifically (T, K'), depending on maturities and strike prices. Note
that we have restricted the notations for the parameters of the option prices to

include only maturity 7" and strike K for simplicity.

Next, we present the fundamental theorems in the literature on characterizing
the local volatility function. Proofs are omitted and we refer to, for instance,

139].
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Theorem 2.3 (Dupire Local Volatility Equation). Let S be the dynamics of the
asset defined in (2.12)) and C(T, K) be the European call option with strike K
and maturity T'. Then, we have

0CLE) 4 K (rp — qr) 5052 + qrC(T, K )])

2
0'2(’1“'7 K) — ( |: 9 (K23Qgg27]())

(2.13)

forT' >0 and K > 0.

For computational efficiency, we work with Dupire equation under the forward
price rather than spot prices. Therefore, we present the local volatility under
the forward price as well. Let C(T,K) = C(Fr,T,K,oy(T,K)) and F; =
T
Ft,T) = Steft Hsds g0 that Fp = Sp. Writing the SDE in (2.12) under the
dynamics of the forward price yields
T T
dF, = eJe #9548, — p,Spele P9y
T
= ele (1, S,dt + o (t, S,)S:dW,) — pFodt (2.14)
o (t, Fy) FidW,

" psd
where 7 (t,x) = a(t,xefft Hedsy

Theorem 2.4 (Local Volatility in terms of Forward Price). Let F; be the dy-
namics of the forward price of the asset given in (2.14) for t > 0 and C(T, K)

be the European call option with strike K and maturity T expressed in terms of
forward price. Then, the following equation holds:
9C(T,K)

2 _ oT

2 OK?

Equations (2.13) and ([2.15]) are termed as the Dupire local variance under spot

and forward price dynamics, respectively.

Finally, we present the local volatility equation in terms of implied volatilities.
This is necessary since in some financial markets, implied volatilities are quoted

rather than the option prices themselves.

Lemma 2.5. Let the Black-Scholes total variance be
w(Sy, T, K) = 0%4(So, T, K)T
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and y = log (%) Then, the Black-Scholes price in terms of w and y s
Cps(F,w,y) = FN(di) — Fe'N(ds)

with dy = 4 4+ %2 and dy = Z% + 5 — /w.

Theorem 2.6 (Local Volatility as a Function of Implied Volatility). If the
call option written on an asset is described by the Black-Scholes formula in
Lemma then the local variance of the asset can be obtained in terms of w
and y as

ow

o*(T,K) = or : (2.16)
! w 2 w 92w
=@ i et 5) G2+ g

I

Immediate corollary of the theorem is given when %—Z =0:

o*(T,K) = Ow

T
o7 O equivalently, w(7T) :/0 o?ds

for maturity 7.

For the proofs of the above theorems, interested readers should see [39] for

example, and the references therein.

2.3.2 Properties of Local Volatility Model

In order to calibrate the various forms of local volatility model presented in the
previous section, we need to specify some properties that the surfaces should
exhibit. These properties will be important when calibrating under the Bayesian
framework as they will be incorporated in to the prior distribution. These

properties include:

(a) Positivity: In order to implement Dupire’s equation, we adopt oy > 0.

(b) Asymptotic: The local volatility values at time ¢y = 0 should be fitted to
the implied volatilities oy, for quoted European options. Thus, the im-
plied volatilities at ¢y = 0 determine the local volatility surface completely

in R3; see [10].
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(¢) Smoothness: We also ensure smoothness of the local volatility surfaces.
This regularizes the surfaces so that spikes or troughs are not observed.
Since it is not justified to expect a volatility surface to predict abrupt

movements in future volatility [55] [45].

2.3.3 Challenges of Local Volatility Model

With the various forms of local volatility equation shown in Section [2.3.1] local
volatility surfaces can be constructed from the option prices and implied volatil-
ities observed in the market. A crucial assumption is that the option price
C(T, K) is considered to be of class C'*. That is, the map (T, K) — C(T, K) is
continuously differentiable with respect to the first argument 7" and twice con-
tinuously differentiable with respect to the second variable K. However, even if
this assumption holds, there is still a problem with option price function being
unknown analytically which causes problems when taking partial derivatives.
Therefore, the partial derivatives of the call function have to be estimated nu-
merically. Due to the imperfect nature of numerical methods, the algorithm used
in estimating local volatility function may be unstable. That is, small changes
in the input data may result in large error in the function values. Observe that
in the denominator of , small errors in the partial derivative can be mag-
nified by the square of the strike price. This can lead to negative values of local

volatility, which is unacceptable.

On the other hand, the continuity assumption of option prices is unrealistic.
In practice, limited number of option values are known for finite number of
maturities and strike prices which makes the local volatility equation ill-posed.
To solve this problem, one can smoothen the option price data using Tikhonov
regularization or by minimizing the function’s entropy [24], 48]. Another viable
method is to use smoothing cubic spline interpolation to obtain arbitrage-free
option prices [37]. These methods should be able to guarantee the convexity
of the option prices in the strike direction which adds extra complexity to the
model. Also, the call option function must be monotonically decreasing in strike

and increasing in maturity to avoid calender arbitrage. This way, arbitrage-free
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prices can be ensured.

2.4 Error Minimization Method of Solving Dupire Local Volatility

In this method, let V(S,¢; T, K, o) be the option price at time ¢t and o(t,S) be
the choice of volatility function, then the option prices, V', follow the stochastic
Black-Scholes PDE in . Thus, given the initial and boundary conditions of
([2.10)), the option prices, V(Sp, 0; T, K, o), can be solved uniquely. Since we are
dealing with standard European options, the appropriate initial and boundary

conditions are;

V(S,T;T,T,0) = max(Sr — K,0) for S >0,
V(O0,6T,K,0) =0 for 0<t<T, (2.17)

DS T, o) =T as § o0 Tr0SHST,

In the general setup above, market calibration involves finding a local volatility
function ¢ that solves the PDE in (2.10) such that the obtained option prices

fall in between the corresponding bid and ask spread. That is,

Vi< V(S,0;T,K,0) <V

ij)
for v =1,2,3,..., N denoting the sets of maturities, T;’s and j = 1,2,3,.... M
denoting the sets of strike prices, Kj’s, for each maturity. Satisfying these
inequality constraints, a function G(o) is to be minimized with respect to o
and possibly making it approach zero:
N M 3
G(o) =min Y > [V(S,0; T3, Kij,0) — Vi), (2.18)

0€Q i i

where V;; = 5(Vi2 + V) is the average of the bid and ask prices. To this ex-
tent, minimizing the function G over a general space of admissible functions is
ill-posed, essentially because we have a finite and discrete number of observable
option prices. Hence, the function o can not be uniquely determined with guar-
anteed continuous dependence on market option prices. As a consequence, a
small perturbation in price data can lead to a large change in the minimizing

function.
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To overcome this challenge, a Tikhonov regularization scheme is specified in the
literature. For more details on the application of Tikhonov regularization in
solving Dupire local volatility equation, interested readers should see [1, [34] [48],

63] to mention a few.

2.5 Local Volatility Calibration: Literature review

In the literature several authors have proposed different error minimization tech-
niques in solving the Dupire local volatility equation. Most commonly used
methods involve the use of Tikhonov regularization in solving the non-linear
problem. However, according to our best knowledge little work has been done
in the use of Bayesian technique to characterize the distribution of the calibrated
local volatility parameter. Herewith, we give comprehensive literature review on
the results obtained so far on local volatlity modeling and the numerical methods

used in its implementation.

First, we discuss some of the literature involving the use of parametric methods
in constructing the local volatility surface. Cerrato [I7] uses the Dumas et al
parametrization [32] of the implied volatility in calibrating the local volatility
parameter. Here, the author uses the original form of Dupire local volatility
equation in (2.13). Although the computational procedure used in [I7] is quite
efficient and fast, the numerical accuracy is lacking. The local volatility surface
contains spikes and is generally flat which suggests the resultant surface is lacking
robustness. Moreover, the model prices at some discretized points are negative,

which poses serious confidence on the accuracy of the numerical procedure.

More recently, Animoku et al. [5] similarly used parametric method in construct-
ing local volatility surfaces. However, their implementation is different from [17]
in two ways. First, the choice of implied volatility parametrization involves the
use of moneyness instead of strike price, which provides alternative interpreta-
tion for the volatility surfaces. Secondly, the authors use the local volatility
function in for their numerical implementation, in addition to (2.16|) used
in [17].
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In the remainder of this section, we discuss the non-parametric methods of ob-
taining the local volatility surfaces that have been implemented in the literature.
First, we discuss the method used by Lagnado & Osher [63]. In their method-
ology, the gradient of the local volatility functional (in the form of ([2.7))) is
minimized in £5 norm over an appropriate space of smooth or cost functions
subject to constraints that ensure the solution of the pricing PDE are within
the bid-ask spread of the observed prices. The authors use the error minimiza-
tion approach explained in the previous section, however to ensure an optimal
solution that do not violate the Hadamard conditions, Tikhonov regularization

is used. Therefore, the authors minimized the following functional
Gi(o) = G(o) + AllIvalll; (2.19)

where the regularizing parameter A is a constant chosen by trial and error in or-
der to optimize the convergence rate of the minimization procedure. The authors
obtained an optimal solution that is numerically robust and close to minimizing
G(0). However, their optimal solution to is not proven analytically but
shown to give good calibrated result for the market data taken from S&P 500.

The authors used gradient descent scheme to find the optimal o, where they solve
the Black-Scholes PDE (2.10)) via finite difference method at each iteration.
There are some drawbacks to the authors’ computational procedure and the
implementation results. On the computational aspect, their numerical procedure
involves solving the PDE in at every iteration which is computationally
expensive. On the numerical result side, the resultant local volatility surface
o(t,S) is only estimated for some specified discretized points which makes it

difficult to price options out of this range.

Chiarella et al. [19] proposed a more computationally efficient method to reduce
the complexity of the algorithm used in [63] by estimating the parameter o using
the Black-Scholes formula in . The authors’” method is computationally
fast and involves few iterations at each step. However, the surfaces produced
using their numerical scheme still lacks the details necessary for pricing exotic

options that depend on out-of-the money volatility values.
Jackson et al. [55] presented a more direct approach of minimizing the error
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functional in which avoids the computation of variational derivatives.
The authors first represent the local volatility surface by discretizing the param-
eter space into a set of nodes, which are later interpolated using natural cubic
splines. In their calibration, greater weights are chosen for at-the money options
compared to out-of-the money options so that the contributions of each option
to the volatility surface is reflected. The authors use a quasi-Newton algorithm

for the optimization procedure and a piecewise quadratic finite element method

for solving the Black-Scholes PDE ([2.10]) at each iteration.

This procedure reduces the computational time drastically, however, it has a
number of drawbacks. First, the regularization parameter X is still chosen ar-
bitrarily by trial and error. Even though A is chosen to improve the conver-
gence of the algorithm, it lacks financial interpretation. Secondly, the volatility
parameter is only calibrated for relatively few node points (15 nodes) for 10
option prices. However, in practical applications, we usually expect to cali-
brate for more than 100 prices, which can not be easily done with the authors
proposed numerical scheme. Thirdly, the method presented is vulnerable to
over-regularization as they seek to obtain a unique solution. That is why we ob-
serve that the pricing errors in their article are relatively high; for option values

between 4 to 7 basis points.

Now, we turn to some of the theoretical results that have been obtained con-
cerning stability and convergence analysis in minimizing the error functional
presented in . For example, Crepey [23] has used Tikhonov regularization
to prove the stability and convergence of the local volatility estimates. In his
approach, he specifies a deterministic prior function oq together with a regular-
ization term and seeks to minimize the difference between this and the calibrated
o. It is worth noting that the prior guess in his method is not in a probabilis-
tic sense as demonstrated by the Bayesian method. Therefore, the author’s

proposed error functional is given by
2 2
Gal0) = G(0) + A (llo = aull; + Ivall) - (2.20)

Furthermore, authors such as Egger & Engl [34] have also minimized the func-

tional (2.20]) by specifying a different prior guess for o.
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Egger et al. [35] uses a much different approach to the methods we have discussed
so far by decoupling the volatility into the smile and term structure, so that we

can express the local volatility as
o(t,S) = o1(t)oa(S). (2.21)

Although, the authors approach is quite unique, it is numerically challenging
to use as a general framework in finding the local volatility function. This is
because the method is not practical for market data whose volatility smile is

inconsistent over time.

Coleman et al. [20] used a bicubic spline to approximate the local volatility
surface by matching the spline knots to coordinates (K,7T') of the observable
market prices. In order to reduce the space of solutions, they placed a bound
on the volatility values at each knot. The computational cost of the authors
method is considerable given that they calibrated 70 spline knots to 70 market

prices.

Now, we discuss some of the recent work on the use of Bayesian analysis in con-
structing local volatility surfaces. In a more recent study, Gupta & Reisinger [45]
reformats the inverse problem of calibrating local volatility parameter into a
Bayesian framework where a distribution of surfaces for the calibrated param-
eter were obtained. Consequently, the convergence of the procedure was also
monitored for the MCMC chains. In the authors’ methodology, the errors from
the statistical model are modeled as additive and normally distributed. The con-
sistency of the volatility surfaces over time were also examined. The drawback
in their method is of statistical nature. The additive errors from the authors’
method, when graphed shows some dependency on the market option prices
which suggest a multiplicative error statistical model is more suitable for the
calibration. Not withstanding, the results from their numerical procedure shows

good calibrated volatility surfaces that are robust and consistent.

As a follow up work on [45], Animoku et al. [5] explored both additive and
multiplicative statistical models in the volatility parameter calibration using
Bayesian framework. The errors were modeled as both normal and student-t

distributions for each statistical model. The numerical result from the authors’
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implementation, shows a smooth and robust volatility surface with expected

skewnees at maturities close to ¢ = 0.
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CHAPTER 3

FREQUENTIST APPROACH TO PARAMETER
ESTIMATION

As discussed in the previous chapters, most inverse problem involves parameter
estimation in a robust manner given some noisy observations. From frequentist
perspective, such parameters are assumed to be unknown but not random unlike
the Bayesian setting treated in Chapter [4] This involves estimating a calibrated

parameter in a deterministic way. Thus, we consider the statistical model

T = f(QQ) + €, (31)
where T = [Ty,...,T,]T is a random vector representing the observations or
measurements from experiment whose realization is v = [vy, ..., v,]T. The ran-
dom vector € = [e1, ..., €,|T represents the measurement errors. The errors are

additive, that is, the errors represent the addition of the model and measurement

errors.

The aim of the frequentist approach is to estimate the parameter ¢ so that
the model response fits the data in some optimal sense. This can be done by
constructing an estimator ¢ such as ordinary least squares (OLS) and maximum
likelihood estimators that statistically estimate ¢y in a reasonable sense. For
example, the OLS estimator is given by

n

q= arqgergin ; [T — fi(q)]? .

Furthermore, since the estimator ¢ is a random variable or random vector it has

statistical properties such as the mean, covariance and distribution termed as
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the sampling distribution. Thus, using the expectation and sample covariance of
the estimator, one can quantify the variability of the errors in order to validate

the assumptions.

The sampling dstribution however does not provide a distribution for the model
parameters since ¢q is not random in frequentist inference. However, in certain
applications the sampling distribution can coincide with the posterior distribu-

tion from Bayesian techniques.

The rest of the chapter is setup as follows: In Section [3.1 we focus on de-
riving the sampling distribution under linear regression model. Consequently
in Section the sampling distribution under the non-linear case is studied.
Finally, the numerical implementation of frequentist approach in constructing

local volatility surfaces is discussed in Section |3.3]

3.1 Linear Regression

We highlight some fundamental results regarding linear regression here to mo-
tivate similar theoretical results for the nonlinear least squares case. For more

details, we refer the reader to [44, [75]. We summarize the main results here.

Consider the statistical model
T = Xqy +e, (3.2)

where T = [Tq, ..., Tn]T, e=ler,. .-, en]T, and n X p design matrix X is deter-
ministic and known. Let gy denote the vector of true but unknown parameters
and let v = [vy,... ,Un]T denote observations of an experiment of which the

T
errors are € = [e1,...,€,]" . We assume n > p.

First, we specify the assumptions around the distribution of the errors for the

statistical model in (3.2)).

Assumption 3.1 ([75], Assumption 7.2). Assume that the errors are unbiased

and i.i.d. with fived but unknown variance o3; then, fori=1,... n,

[ E[GZ] = 0,
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e Varle;] = 03, Covles, €] =0 for i # j.

The assumptions above are in accordance with the frequentist approach. Next,
we construct the unbiased estimators § and &2 for unbiased parameters ¢, and
2. To construct an unbiased estimator ¢ for g, we seek to find ¢ which minimizes

the OLS functional
I(q) = (T —Xq)" (T — Xq).

Taking the gradient and equating to zero gives

Ve T(0) = 2[V(YT = Xq)"| [(T = Xq)] =0, (3.3)
where v,(T — Xq)T = — v, ¢" X7 = —X7. This leads to the least squares
estimator

dors = (X"X)' X", (3.4)

and its realization

qors = (XTX) ' X", (3.5)

Proposition 3.2 (Properties of the Estimators, [75], Results 7.4). The param-

eter estimator ¢ has the mean and covariance matriz as shown below:

1. E[d] = qo, which can easily be shown by
Elg] = E [(X"X)"'X"T| = (X"X) ' XTE[T] = go.
Thus, q provides an unbiased estimate for the true parameter qq.

2. Varlg] = o2(XTX)~!. For the covariance relation, let A = (XTX) ' X7,
then,

Var(q] [ G—0)(d— )]

(qo + Ae — qo)(qo + Ae — qo) } since § = AT = A(Xqo + €)
[ Ae)'|

= AE [(66 )} AT

— o3(x7x) !

|—|

with o2 assumed to be fized as noted earlier.

31



3. For the variance estimator, we have

6% = RTR, (3.6)

where R =T — Xq.

We omit the proof for the covariance estimator here, interested reader should

check [75, [44].

Given the results above, we can determine the sampling distribution for the pa-
rameter g. With this distribution, one can also construct the confidence intervals

and compute some meaningful statistics for this distribution.

Assumption 3.3. The sampling distribution q can be specified for problems with

errors assumed to have properties shown in Assumption[3.]].
Corollary 3.4 (Sampling Distribution for ¢, [75], Property 7.8). For e ud
N(0,02), the sampling distribution for § is given as,

i~ N (q0,035(X"X)7").

Furthermore, if we let the 0, k = 1,--- ,p denote the k™ diagonal element of

(XTX)™! and qo, denote the k™ element of the true parameter vector qq, then

G ~ N (40, 50%) -
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Algorithm 3.1 Algorithm for the Frequentist approach to parameter estimation
Model:

T=Xq+e q€eR
v = Xqo+ € (realization).
Assumptions: E(g;) = 0, ¢; is i.i.d. with V(g;) = o2.
Least Squares Estimator and Estimate:
¢=X"X)"' XY, =E[g] =q, V(@) =0X"X)",
¢=(XTX) ' X0,
Error Variance Estimator and Estimate: R =T — X 4§, R=v— Xq

N 1 ~ra 1
o? = RTR, o?=
n—p n—p

R"R.
Covariance Matrix Estimator and Estimate:
V(§) = 2(XTX)™, V=0(XTX)"".
Sampling Distribution: Requires € ~ N(0, 02) or sufficiently large n
e (~N (qo,ag(XTX)_l) ;
o (1 —a) x 100% Confidence Intervals: 6, = [(XTX) ]

qk — Zfnfp,lfoz/QO- 5k7 qk + tnfp,lfa/QO-\/a~
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3.2 Non-linear Regression

Non-linear problem takes the following statistical form:

T = flqo) +e, (3.7)

where f(qo) is the model response and gy is the true but unknown parameter
to be quantified. As before, we assume that there are more observations than
parameters, that is, n > p. Let ) be the support for the parameter ¢ from the

admissible parameter space Q.

Similar to the construction of the OLS estimate in Section 3.1, we also minimize

the functional
J(q) = [vi — fila))” (3.8)

subject to q € Q.

Unlike the results obtained in Section (3.1}, it is quite difficult to obtain an analyt-
ical expression for the minimizer in . Instead, we seek a numerical estimate
that minimizes the least squares functional. The algorithm for the nonlinear
case is similar to that of Algorithm with some adjustments. We replace the
statistical model in the linear case with and the variance of the estimator
q with

V(@) = of [X(@) X ()]~ [0 X(0)] .

X (q) denotes the n x p sensitivity matrix whose entries are

Xir(q) = 8f@-(q)'

g
Note that the variance is constructed here by linear approximation around gg.
There are three methods that can be used to construct the sensitivity matrix,
namely: finite difference approximations, solution of sensitivity equations, and
automatic differentiation. For further details on how to use these methods to
construct sensitivity matrices, see [75]. We should note that we have used the
finite difference approximations in constructing the sensitivity matrix used in
approximating the variance-covariance matrix for the local volatility parameter.

For more details on non-linear regression, interested readers should see [7, 8, 60].
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3.3 Implementation of Frequentist approach in Constructing Local

Volatility Surfaces

In this section, we focus on estimating the local volatility parameter via the
frequentist approach. Since we are dealing with a non-linear model, we seek
non-linear estimates from the sampling distribution of the parameter o, . At
time ¢t = 0, we expect the sampled estimates of the parameter to converge to the
implied volatility. Furthermore, the variance-covariance (sensitivity) matrix of
the parameter is numerically computed via the method explained in Section [3.2]

As a result, the sampling distribution of the parameter is given by
oLy ~ N (O-impa C) s (39)

where 0, is the implied volatility and C'is the sensitivity matrix of the param-
eter. The estimates of the parameter, oy, can be sampled from its sampling
distribution by

OLvV = Oimp + RZ,

where R is the Cholesky decomposition of the covariance matrix C', and z is
standard normal random variable. Using the set of data specified in Appendix [B]
together with Algorithm [B.1I we compute the local volatility surface shown in
Figure from the estimates computed in (3.9)).

Here, we take a sample of 10000 estimates of 6, and compute its expectation.
The expected value is then used to construct the volatility surface. The result
shows that the sums of squared errors for the local volatility surface under the

frequentist approach is 1701.7.
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Figure 3.1: Local volatility surface via frequentist approach
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CHAPTER 4

BAYESIAN MODELING OF LOCAL VOLATILITY

In this chapter, we introduce the theory as well as numerical implementation of
Bayesian inference in parameter estimation. Bayesian method involves finding
a probability distribution for an uncertain parameter in a statistical model.
The so called posterior distribution of the parameter. An important aspect
of constructing the Bayesian posterior distribution is incorporating a prior set
of beliefs about the parameter to be estimated. These prior information are
incorporated mathematically into the prior density, m((Q), where @ is the set of

parameter we wish to estimate.

Most advocates for Bayesian learning argue that omitting prior information in
some significant amount of statistical problems often leads to inaccurate conclu-
sions. However, the critics of this method have pointed out the importance of
using accurate prior information to justify the use of Bayesian analysis. To that
extent, it is unclear if the general adoption of Bayesian reasoning is justified.
Although, from the Bayesian viewpoint, it is far more likely to recognize when
a prior information is reliable and important in estimating a parameter, thus, it
makes a totally sensible action to utilize such information rather than not. We

will discuss the full implications of using Bayesian framework in Section [4.1.2]

Furthermore, there is need to construct the likelihood function, L(v|q) under
which the sampled data v are more likely to be observed given the parameter.
The posterior density can then be constructed by combining the prior distribu-

tion and the likelihood function. This is demonstrated by the Bayes’ rule.
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The posterior density of the parameter reflects the best probability distribu-
tion of the parameter values based on the sampled data. In most applications,
sampling parameter estimates from the posterior density is often difficult using
the standard quadrature techniques. This is mostly due to the large number of
parameters to be estimated in most inverse problems. A more useful technique
is to sample these estimates as a Markov chain via a Metropolis Hastings al-
gorithm. Due to the nature of the financial problem we seek to solve, we have
employed this method judiciously in estimating the local volatility parameter

via Bayesian framework.

The Bayesian method allows us to recast the inverse problem into a Bayesian
framework. Thus, we compute estimates of the volatility by sampling from the
posterior distribution. These estimates can then be used to obtain the entire

volatility function using various interpolation techniques.

On one hand, the prior distribution involves a set of prior beliefs about the
parameter to be estimated; and these prior knowledge are incorporated into
the posterior distribution of the parameter. On the other hand, the likelihood
function is constructed from the error distribution of the statistical model used

in calibrating the model to the market prices.

The error distribution is chosen suitably to reflect the properties of the financial
model used. In this thesis, we focus on two types of error distributions namely:
normal and student-t distributions. We have assumed the model errors are dis-
tributed as normal or student-t for two reasons. First, these error distributions
are very convenient to use in financial applications as many market parameters
like logarithm of asset returns are normally distributed [I8]. Second, given that
the volatility of an asset is dependent on the asset return, it is natural to use
normal error distributions in its calibration. In the case of a small sample size,
student-t distribution is statistically preferable to normal distribution, thereby

making the student-t distribution an appropriate choice for such case.

In this regard, we have tested the Bayesian method in estimating the local
volatility parameter using four different statistical models involving both addi-

tive and multiplicative error models. In most engineering and financial applica-
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tions, parameter estimation problems are often modeled as additive error given

in the following statistical form
Tz:f1<Q)+€z, z:l,,n, (41)

where T, ¢;, and () are random variables representing measurements, mea-
surement errors, and parameters respectively; f;(Q)) denotes the parameter-
dependent model response. In addition, the errors are modeled as additive
and mutually independent from (). In most applications, the errors are usu-
ally modeled as normal and additive, see [45] for instance. We have shown in
this work that such general statistical representation is often unreliable. This is
collaborated by the fact that the plot of the errors shows a pattern indicating
that the errors depend on the market data. Hence, we have extended the work
in [45] to the multiplicative case where the errors depend on the magnitude of

the sampled data. We expand on this in the later sections.

The remainder of this chapter is set up as follows. In Section 4.1, we give the
theoretical set up for the Bayesian method in the context of parameter estima-
tion. Here, we discuss the Bayes’ rule and the various forms of Bayes’ estimators.
We conclude this section by identifying the advantages as well as the challenges
of Bayesian inference in parameter estimation. In Section we discuss the
consistency of Bayes’ estimators. Markov chains and convergence analysis for
the Markov chain Monte Carlo method is explained in further details in Sec-
tion [£.3] We formally present the four statistical models studied in Section [4.4]
Furthermore, the mathematical constructions of the posterior densities for each
statistical model are presented. Finally, in Section 4.5 we give some numerical
results and recommendation based on the parameter estimates sampled from

the posterior densities in Section [£.4]

4.1 Bayesian Framework

We recall that in constructing the posterior distribution of the parameter to
be estimated, we need both the prior density m(q) and the likelihood function

L(v|q). The prior density contains information that is previously known about

39



the parameter to be estimated. This information could be from previous exper-
iments or observations. However, it is advised that caution be taken in choosing
which prior knowledge to be incorporated. If the prior information is of ques-
tionable accuracy, it is advised that a non-informative prior, m(¢) = 1(0,00)(q).

be taken for positive parameters.

Furthermore, the likelihood function, 7(v|q) = L(g|v), contains the information
that informs the posterior distribution given the sample observations. It also
quantifies the conditional probability of obtaining the observed samples T given
the values of the parameter (). More mathematically, if w(q, v) denotes the joint
density of T and @), then the likelihood is given by

(g, v)

mo(q)

For some observations v = v, we can write the conditional probability above

m(vlg) =

as
7T-(qa Uobs)

7o(q)
Furthermore, the conditional probability of ¢ given v, which is termed as the

T(Vobs|q) =

posterior density can be written as

W(Qa Uobs)

7(qlvops) = T(Vobs)

)

where we have assumed that

7T(Uobs) = [KP 7-‘-(Q>Uobs)dq = /]RP ﬂ-(vobs|Q)7T0<Q)dq 7é 0.

Therefore, in the context of inverse problem, we seek to quantify the posterior

density m(q|vgs) given the set of observed data vyps.

The formal formulation of the inverse problem above depends on the Bayes’
theorem of inverse problems which is explained in more details in [59]. We

summarize the discussion in [59] below.

Theorem 4.1 (Bayes’ Theorem of Inverse Problems, [75], Result 8.1). Suppose
we have p random parameter variable Q) with a known prior density mo(q). Sup-
pose further that we have a set of observations vys from the random observation
Y. Then, the posterior density of Q@ given the observed values vy 1S

7T<U055|Q)7T0(Q) _ W(U0b5|q)ﬂ-0(Q)
7 (Vobs) Jro 71'(Ur>b8|q)7T0(Q>dq.

7(q|vops) = (4.2)
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In general, construction of the likelihood function depends on the distribution
of the errors. For instance, following the statistical model in (4.1)), if we assume
that the errors are i.i.d. and ¢; ~ N(0, %), where o2 is fixed, then the likelihood

function can be specified as:

1 2
— 2 — —S55q/20
W(U’q> - L(q70' |U) - (27’(’0’2)”/26 ) (43)
where SS, = 37, [v; — fi(¢)]” is the sum of squared errors. It is worth noting

that the construction of the likelihood here uses the probability density function
of normally distributed random variable coupled with the i.i.d. property of the

CITors.

4.1.1 Bayes’ Estimators

We have established that the Bayesian inference can be very useful in estimating
an unknown parameter. These estimates are obtained via the probability distri-
bution of the parameter. We seek the statistical properties of this distribution.
For example, one can compute the point estimates of the parameter values such
as the mean, median and mode. These Bayes’ estimates can be constructed by

attaching different loss functions to the posterior density.

Next, we define what a loss function is and various forms of Bayes’ estimators.

A function H : R? — R is a loss function if and only if

, 0, ifq =g,
H(q,q) = ,
>0, ifqg #gq,

where ¢,q € RP.

We expect the loss function to penalize estimates that are further from the
true value compared to the ones closer to it. Thus, the larger the norm of the
estimated value is from the true value the larger the loss function. So, we assume
H is an increasing function of Hq — q/H for some norm ||.|| in R?. We now apply
the loss function to the posterior distribution obtained in to estimate values

from the posterior density.
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Definition 4.1. Given the loss function H, and the sample observations v, the
Bayes’ estimator qi(v) constitutes the value of ¢ that minimizes the expected
loss with respect to the posterior. This is expressed mathematically as

a(v) = argmnin { [ H(q.¢ yr(alv)da}.

q

Remark 4.1. 1. The minimizer ¢y (v) is not necessarily unique

’ / 2
2. Hi(q,q) = Hq —q H2 gives the mean of the Bayes’ estimator ¢ = gy, (v) =
E[q|v], with respect to the posterior density 7(g|v).

3. The uniform loss function Hy(q,¢) = 1 — 1 the Bayes’ estimator

a=q"’
quapr = qm,(v) = max{m(q|v)}; is called the mazimum a posteriori (MAP)

estimator, which is the mode of the distribution.

4. If mo(q) is uniform on R, then gy 4p is equivalent to the mazimum likelihood

estimate qypE given by

qure = argmax m(v|q) = argmaXW(vleI)ﬂo(q) =qpmAP-
q q

Once the parameter estimates have been sampled from a posterior distribution,
one can perform some useful statistical analysis to further understand the cali-

brated parameter:

1. A confidence interval can be constructed around the mazimum a poste-
riori estimates to understand the local behavior of the posterior using a
Guassian or t-distribution. Suppose, we obtain gy as an estimate with
standard deviation s, then [go — za/25, qo + za/25] and [go — ta/25, qo + ta /2]
are the (100 — «)% confidence interval assuming normal and student-t

distributions, respectively.

2. Marginal distributions of each component of the parameter ¢;, 1 = 1,...,p,
can be constructed from the joint densities. This can be easily done when
using Markov Chain Monte Carlo method in sampling the estimates as the
chain for each component of the parameter can be used to visualize the
marginal distributions. Constructing the marginal distribution for each
component is important in analyzing the contribution and sensitivity of

each component to the joint distribution.
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3. Inferences based on the behavior of another quantity of interest, that is a

function of ¢, can be measured.

4.1.2 Advantages and Disadvantages of Bayesian Method

Here, we summarize the advantages and challenges of using Bayesian approach in
parameter estimation in comparison to other regularization methods (Tikhonov

regularization) discussed in Chapter

First, the Bayesian method offers a natural way of choosing the regularization
parameter A as will be seen in Section [4.4l This is a crucial point because in
Tikhonov regularization, A is chosen ad-hoc through trial and error. In addition,
the Bayesian framework gives a financial meaning to the A\ as it is obtained
through the market data rather than being selected arbitrarily [5, 45]. This gives
financial interpretation to A unlike other regularization methods. The resultant

MAP estimate gives an equivalence estimates for the functional minimization of

(2.7) explained in Section [2.2.2]

Second, the Bayesian method offers a consistent way of incorporating all known
and available information into the prior density, thereby distinguishing between
prior information and observed market data. This gives more correctness and
meaning to the Bayesian estimators gy, (v) and qg,(v). In fact, the Bayesian
approach allows a coherent way of attaching weights and confidence level to

point estimates making it easier to interpret them.

Third, as mentioned in the introductory section of this chapter, some Bayesian
critics who oppose the use of a prior information argue that this methodology
often leads to preconceived bias and may dominate the result [IT) 40]. They
contend that this can cause the Bayesian estimates to reflect more of the prior
information than the observed data. However, in the context of this thesis, the
parameter we wish to estimate is of financial nature, therefore, the Bayesian
approach offers a natural way of incorporating financial assumptions about this
parameter. These assumptions have been summarized in Section 2.3.2] It is

also important to note that financial concepts such as no-arbitrage conditions
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and market completeness are crucial to pricing and hedging financial instru-
ments. These financial concepts should carefully be incorporated into the fi-
nancial model. The Bayesian method offers a unique way to do this through
its prior density. For example, the no-arbitrage conditions can be incorporated
into the prior density by attaching a zero prior probability to parameters that

violate the arbitrage conditions for the calibrated instrument.

Furthermore, the critics of Bayesian method of data analysis argue that an
unknown model parameter should not be treated as a random variable by con-
structing a distribution for it [I1]. These opponents explain that although the
parameter is unknown, it does not have uncertainty. An argument against this
is that it is equally important to measure the uncertainty of a calibrated pa-
rameter as it is to find the model parameter. Therefore, treating the unknown

parameter as a random variable allows for measuring the potential model errors.

Finally, some opponents also argue that assignment of probabilities (weights) to
different parameter candidates are too arbitrary, therefore, it is difficult to un-
derstand the accuracy of such assignments. However, in the context of financial
model studied in this thesis, we argue that it is in fact natural to assign prior
weights to different candidates of model parameters. This can be tacitly done by
assigning these probabilities via a prior density. Therefore, using a prior density
becomes imperative and inevitable as these probability assignments give a form
of regularization to the ill-posed problem. Although, authors such as Cont [22]
argues that it is quite sophisticated to assign these weights, the Bayesian tech-

nique is very robust to inaccurate specifications of the prior weights.

As we have demonstrated in this section, Bayesian methodology has a very
robust structure that allows regularization to be done with meaningful inter-
pretation rather than arbitrary assignment of the smoothening parameter. For
more details on the Bayesian inference and applications, we refer [11], 40), [46] [82]

to the readers.
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4.1.3 Literature Review on the Financial Applications of Bayesian

method

In the last three decades, there have been an increased amount of research in
applying Bayesian learning to calibrate parameters in financial models. Some
of the recent literature on the application of Bayeisan method in parameter es-
timation were mentioned in Section 2.5 Here, we summarize the rest of the
unmentioned literature on Bayesian application to financial problems. One of
the earliest research on this subject dates back to early 1990s when Jacquier et
al. [57] showed that Bayes’ estimators for a specific class of stochastic volatil-
ity model outperforms moments and quasi-maximum likelihood estimators in
hedging. More recently, Animoku [4] showed that Bayesian approach performs
better than frequentist approach in determining the macroeconomic factors that

indicate high level of non-performing loans in the banking sector.

Bhar et al. [I2] have used dynamic Bayesian approach in estimating instanta-
neous spot interest rates. Jacquier & Jarrow [56] used the Black-Scholes model
to study the effect of Bayesian estimators on parameter uncertainty and model
errors. With their approach, they assessed the non-normality of the posterior
distributions by inferring the option price values using Bayesian estimators. Fur-
thermore, Monoyios [71] studied the effects of uncertainty of drift parameter of a
traded asset on hedging a correlated non-traded asset in an incomplete market.
The author obtained a very large hedging errors. Furthermore, Jobert et al. [5§]
attempted to explain the consistently excess return observed for a risky asset
over T-bills using Bayesian analysis. By replacing the assumptions on dividend
parameters with prior a information, the authors showed that the excess rate of

return observed is expected.

For Bayesian applications on parameter calibration using local volatility model
are the works of Animoku et al. [5] and Gupta & Reisinger [45] whose work have
been explained in Section [2.5] There are other works that are closely related to
Bayesian study on local volatility as well. For example, Gupta et al. [46] studied
the model and parameter uncertainty for local volatility model. Using Bayes’

estimates, the model hedging errors are checked for different risk measures. The
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authors conclude from their results that derivative pricing is very sensitive to
model and parameter uncertainty. In addition, Darsinos & Satchell [25] con-
structed a posterior distribution for asset price S; and Black-Scholes European
call price Cgg by setting a prior density for S; and Black-Scholes implied volatil-
ity orpp. The posterior density is then updated whenever there are newly ob-
served prices. Using the posterior density they have constructed, the authors
computed the marginal probability distribution for the call option price Cggs.
Subsequently, in [26], the same authors used the density obtained in [25] to fore-
cast one day ahead European call option prices. Their results showed smaller
hedging errors and improved hedging profits when compared to procedures that

involve proxies for the implied volatility.

4.2 Consistency of Bayes’ Estimators

In this section, we will prove the consistency of Bayes’ estimators. Consistency
in this context answers the question of whether a posterior density gives more
accurate results as more and more observations are observed. In other words,
does new knowledge improves the preciseness of the posterior density when up-
dated. As noted by [42] [45], it is crucial to ascertain this property for posterior
densities as inconsistent densities can not guarantee inferences made based on
them. In this respect, one may expect that as more data values T are observed
through time, the parameter estimator converges to the true value in some sense.

For definitions regarding different forms of convergences, we refer the reader to

Appendix [A]

Also, consistency is important as prior distribution can sometimes dominate the
posterior and possibly lead to inconsistent estimates. Therefore, for call option
prices that are independent but not necessarily identically distributed, we prove
the consistency of the Bayes’ estimators. For the coming sections, we establish
the consistency for a single price observation and a scalar parameter, multiple
price observations and a scalar parameter; for both additive and multiplicative

error models. We further generalize the assertions for the non-scalar parameters.

Definition 4.2 (Consistency). A sequence of estimators §, of an unknown pa-
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rameter g over a defined sample space (€,,B,) is said to be consistent if it

converges to ¢ in probability (written as g, £ q Yq €Q),ie,
VgeQ ¥Y6>0 P,lg,—ql > —0 asn— oo, (4.4)

where P, denotes the probability measure for parameter g.

According to Definition as more data is collected over time, the Bayes’ esti-
mator of the unknown parameter should get closer to the true parameter value.
This is important as inferences made based on inconsistent posterior distribu-
tion casts serious doubts on the results [42]. Therefore, it becomes necessary
that we prove the consistency of the Bayes’ estimators. Here with, we show the
consistency under the assumption that the observed data are independent but

not necessarily identically distributed.

4.2.1 Literature Review on Consistent Bayes’ Estimators

Most of the literature on the consistency of Bayes’ estimators assume the ob-
served data are independent and identically distributed (i.i.d.). More recently,
[46] has proven for the case where the observations are independent but not
necessarily identically distributed. We briefly review some of the findings on the

consistency of the Bayesian estimators.

Doob [31] showed the consistency for the Bayes’ estimators for every prior dis-
tribution m(¢) and a convex loss function, except possibly for ¢ contained in a
null sets with respect to the prior. Doob’s result in 1949 was one of the ear-
liest breakthroughs in studying consistent Bayes’ estimators. Consequently, in
1965 Schwartz [79] extended the work in [31] to non-convex loss functions. In a
more recent work, Fitzpatrick[38] has derived the consistency for the mazimum

likelihood estimators in the case of Gaussian noise.

There are also some extensive research on the inconsistency of Bayesian estima-
tors for some choices of prior. For example, Diaconis & Freedman [30] showed
that the use of Dirichlet prior can lead to inconsistent Bayes’ estimates. Fur-

thermore, Wasserman [86] showed that for some posterior density with infinite
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dimensional parameter, the Bayes’ estimators are inconsistent and suggested a

frequentist approach instead.

Further research has been done by Le Cam [66] in establishing the conditions for
a Bayes’ estimator to be consistent given a suitable prior distribution. The au-
thor proved that under certain conditions the consistency of the maximum like-
lihood estimator implies the consistency of the Bayes’ estimator. Strasser [83]
improved the work of [66] by proving that every condition that implies consis-
tency for the maximum likelihood estimator also implies the consistency of the
Bayes’ estimator for a large class of prior distributions. Furthermore, in [13],
Bickel & Yahav showed that the results in [66] can be applied to a larger class

of loss functions.

Barron et al. [9] proved the consistency of Bayes’ estimators by showing that as
more data is observed, the probability of the posterior density lying within an
e-neighborhood of the true density tends to 1. As an extension, authors such
as Shen & Wasserman [80] and Ghosal et al. [43], have investigated the rates of
convergence of the posterior distributions with respect to the true parameter for

non i.i.d. observations.

All the literature discussed so far are research done for the case of i.i.d. observa-
tions. In a more recent work, Gupta & Reisinger [45] have shown the consistency
for the Bayes’ estimators (for additive normally distributed error model) where
observations are independent but not identically distributed. We have summa-
rized the key results from [45] with some adjustments to their proofs in the next
couple of sections. Furthermore, we have improved the theoretical results ob-
tained in [45] by proving the consistency of Bayes’ estimators for multiplicative

normally distributed error model.

4.2.2 Consistency of Bayes’ Estimator for Additive Error Model:

Single Price Observation and Scalar Parameter

Consider the following statistical model

Vi = filo) + e, (4.5)
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where V; is the market option price; fi(ory) is the model response from the local
volatility model parametrized by o and e; ~ N (0, €2), the market noise. Suppose
we have only one volatility parameter to estimate from the local volatility model.
Also, let’s assume we have one observation of the option price Vt(l)(a) at each
time t. At time ¢,, we have a total of n observations. Further assume that the

market noise at each time period is distributed as
1 1
et = N0, ("))

for egl) > 0, Vt € {t1,1s,...,t,} that are independent but not necessarily iden-
tically distributed.

Definition 4.3. Define
G, =c({es:s€T})

to be the sigma algebra generated by the errors where

Then, assuming the independence of the price process and random error process,
ie Fy, L Gy, V (n,m), we have the posterior density using Bayes’ formula as:
T (V]o)mo (o)
(V)
m(Viulo) - - m(Vi,lo)mo (o)
T (V)

_ 1 _L — f(o)? mo(0)
-1 mp{ Vi >>}7W),

where f;(o) is the model process from solving the local volatility equation.

m(on(V)) = m(0]V) =

Given the loss function H(o,0’), we define the sequence of Bayes’ estimators &
by
6,(V) = argmin {g (0,,(V),0") }, (4.6)

o'eQ

where

g (0, (V), 0"y =E[H (6,(V),0")] = /UH (0.(V),0") 7, (c|V)do,

Q is the support for the parameter o under the prior density my(c), and m,(V)
is the posterior density described by (4.2). Note that 6,(V) is not necessarily
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unique. We are interested in showing that the estimator &, (V') converges in

probability to some true value o*.
Assumption 4.2 ([45], Assumption 2.3). The prior density mo(o) and its sup-
port Q satisfy:

e mo(0) is continuous at o*;

e mo(o) > 0;

e 7o(0) is finite on Q;

e O is compact.

Assumption 4.3 ([45], Assumption 2.4). There exists a finite k > 0 such that
for all o, 0 € Q, |0 —0d*| > 0, for every t, the functions fi;(c) and noise
standard deviations €, conditional on F; and G; respectively, satisfy

1 |filo) = fi(o")]

€& |o— o

> k.

Note that Assumption gives the properties of the prior density and specifi-
cally the fourth property ensures that the parameter space is closed and bounded.
Furthermore, Assumption [£.3]implies that all the f; are strictly monotone, which
is reasonable since Black-Scholes model satisfies this property for European call
price functions. Also, €;, the noise standard deviation is expected to be finite in

the case of Black Scholes model.

Lemma 4.4 ([45], Lemma 2.5). 0,,(V) = o(V;,) 5 0% as n — oc.

Proof. Consider a fixed f;, Vt € T,,. This means that the stock price process is
fixed up to time ¢, and all prices are F; measurable. Therefore, P refers to only
the randomness caused by the market noise identified as e;. So, we can write the

posterior distribution at time ¢,, as

m([V) = u(V)e 20,
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where 7, (V) is the normalization constant with respect to o and

bn(0, V) = —2log(mo(0)) + Z (0))?
teTn
* * 2
— —2log(m(0)) + Z < t_ft(a)_ft(g)_ft(a)>
teTn €t €t

= —2log(mo(0)) + > (Zt ()(3ﬁ0f7>2

t€Tn
Z; are taken to be independent standard Gaussian random variables. Using the
first and second properties of Assumption [4.2] there exists 19 > 0 such that for
every o € [0* — no,0" + o], mo(0) > d > 0. Also, by the fourth property of
Assumption we specify the support Q C [g, 7] for the posterior density for

some constants o,7 € R.

We aim to show that the probability distribution function over the support of

the parameter o accumulates its mass at o* as n — oo. That is, we need to show

*

[ malolvyds = [ molV)do = 1 (4.7)

*

g -n

q

for np >n > 0asn — oo.

First, we will establish that

* —

[ mielvido = [ mu(olV)do =0 (4.8)

as n — oo. Now, for all n > 0 such that ny > 7,

(Cas) (o*—n) 1
/ (0] V)do = / (Ve 32V g

< [(0* = 1) — a] yu(V)e 2@ V) - (4.9)

where o, = argmaxi, ,._, € —39n( . Also, observe that

1 1 1
(V) = < $0u(8uV).
k ( ) fio*—ﬂ) e—%(ﬁn(U,V)dO_ - [(0-* _ 77) _ Q]e

with (3, = argming, ,._, e~ 3¢n(@V), Thus, substituting «,, and £, into (4.9)

yields
/(U K T(0|V)do < e 2lon(enV)=on(Bn V)]
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where

O, V) = ¢u(Bn, V) = —2log(mo(w)) + 21og(mo(5n))
+ Z <Zt i ft(Oén) E_t ft(O'*)> N (Zt . ft(ﬁn) -

teT, €t

ft(”*)>2] . (4.10)

By the third property of Assumption [£.2] 7o(53,), To(c,) < oo. Therefore, we
can bound the first two terms of (4.10) by some constant, that is,

—21og(mo(an)) + 21og(mo(Ba)) > —o.

Now, expanding the remaining terms in (4.10)), and using 3, < a,, < o* with f;

strictly increasing give

(Zt A - ft<a*>>2 ) (Zt G ) ]

:222t<ft““;”“">>+z[<ft“"‘ ) ()]
fi

>

teTy,

teYTy, teYy,

2
> 2 Z Zt <ft(5n) _ft<04n)> + Z < (ﬁn) ft<Oén ) _ n7
teYT, € e €
(4.11)
where X, is a normally distributed with mean
E[X,] = Z (ft(ﬁn) — fi(aw) ) 49 Z (ft (Bn) — ft(an)> E[Z)
teT, €t teYT, €t
- <ft Bn) ft<an>)2’
teTy, €
and variance
2
teYTs €t
2
4 Z (ft Bn ft(an)> .
teTh €t

Here, Z; ~ N(0,1) for all t € T,,. Thus, X,, ~ N (s,,4s,), with

=y (M —ft<an>>2 N CEE ftwn))%

teTh €t teTn €t

52



Furthermore, note that |a,, — 5,| > € > 0 by using the definitions of a,, and f,,.
Assumption implies that

Sp > Z ko, — Bp]? > nk?e? — 4o0.
teT,

Also, observe that for any » € R*, the probability

Pl > 1] = PIX,, < —2logr] = [ sy
e 27 > = n < —2logr| = e
- & —00 \/87T8n
—2logr—sn
Vi 1 evay?
= 8sn 4 TLd
I Visdy

—2logr—sn
Visn 1

where @ is the cumulative distribution function for a standard normal random

variable. Thus, e~2%» 5 0 and
0< / T ma(o|V)do < e 3ldnlanV)=on(Ba V)] < o=3Xn By (4.12)
as n — 0o. By squeeze theorem,we conclude (4.8)).

By a similar line of reasoning we can also show that

/U mn(co|V)do = 0,

o*4n
for ng > n > 0. We conclude that the assertion in (4.7) is true and o,(V) =

o(Vi,) L o* as n — . O

Theorem 4.5 (J45], Theorem 2.6). For a function H that is bounded and con-

tinuous on Q, the Bayes’ estimator 6,(V') is consistent.

Proof. Observe that we can write H(c,0’) = h,(0 — ¢’) for a fixed o and some

function h, : R — R. For § > 0,

Por [|6n(V) — 07 2 6] < Poe [|60(V) — 0 (V)] + |on(V) — 07| = 6]

1 1
< Py |[60(V) — 0u(V)] 2 25} +P,. [|Un(v) ~olz L]
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where P, represents the probability with respect to the model with param-
eter o*. We know from Lemma that o,(V) 5 o* which implies that
P, [an(V) — ¥ > %5} — 0 as n — oo. Also,

<P, {H (6,(V),0,(V)) > min {h&n(V)(;fS% hén(V)(_;5)}]

(Use of markov property)

— 0 (By minimality of 6,(V))

as n — 00. In the last line we have used the fact that H is bounded and
continuous with o, (V) B 5. asn — co. We conclude that the Bayes’ estimator

G,(V)—0*| > 6] = 0 as n — oc. O

is consistent since for 6 > 0, P, |

Remark 4.2. For the case where we have several price observations Vt(i) at
each time ¢, that is |I;|] > 1, we have similar conclusions as in Lemma
and Theorem [£.5] The proof is analogous giving the assumption that market
noises are independent and normally distributed as before, including the prices

corresponding to the same time ¢. We follow this with a corollary.

Corollary 4.6. For multiple price observation set |I;| > 1 and all loss functions

H that is bounded and continuous on Q, the Bayes’ estimator 6(V') is consistent.

Proof. The proof is analogous to those of Lemma [4.4] and Theorem [4.5] except

that the sigma-field generated by all market errors up to time ¢, is now
G, =0 ({egi) cseY,,i € It})
and all the rest of the notations should be replaced as follows:

S by Y L Viby VO by £ 6 by €.

teYy, teYp i€l
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4.2.3 Consistency of Bayes’ Estimator for Additive Error Model:

Non-Scalar Parameter

Here, we consider the parameter ¢ € RP to be finite dimensional but non-scalar
with dimension p. Suppose the norm ||-|| associated with the parameter space,
R? is finite. We extend the results of the previous sections to the case of non-
scalar parameter. The assumptions in Section[4.2.2]hold with some modifications

to Assumption [4.3]

Assumption 4.7 ([45], Assumption 2.10). For each 0 € Q, dn(o) € N and
K,k € RT such that

K?> 1 Z l’ft(U) — fi(o")] > k2, Vn > n(o).

yer, €t ||O'_U*||2

Assumption[d.7]simply states that the average computed squared error is bounded

by non-zero constants. For the scalar case n(o) =1, Vo € Q.

Theorem 4.8 ([45], Theorem 2.6). For all H bounded and continuous functions
on o, the non- scalar Bayes’ estimator 6,(V') is consistent under the additive

normally distributed error model.

Proof. The proof is analogous to the proof of Lemma [.4 with some adjustments
for the higher dimensionality of o. Here with, instead of integrals on real line, we
take the integrals in p-dimensional space. So, we need to show the probability
distribution function ,(c|V') over the support of the parameter o accumulates
its mass on a ball in a p-dimensional space centered around o*, as n — oo.

Mathematically, we should show that
/ m(o|V)do =0 as n — oo, (4.13)
B(o*,n)°

for all 7y > n > 0 such that ||c —c*|| < ny, and me(o) > d > 0. Here, ‘¢’

denotes the complement of a set in RP. Again, by similar computation in the

proof of Lemma [£.4] we can bound ([4.13)) by

[ maolV)do < e ot -ontout),
B(o*,m)c -
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where «,,, 5, € Q are defined similarly as

1 1
o, = argmax e 2%@Y) and g, = argmin e 2%"@V),

B(o*m)e B(o*m)e
Again, writing the expression for ¢, (ay,, V) — ¢, (5, V) and using the fact that
m0(Bn), mo(cw,) < oo by the third property of Assumption together with
n > n(ay,),n(5,) yields

€t

—2y g (MBI 5 Kman) o))" (800 ft(a*)>2}

teETs €t €t

(Zt o) - ft<a*>)2 ~ (Zt A(B) - ft<a*>>2]

>2Y 7 (ft(ﬁn) — ft(an)> +nni(k* — K?) = X,,, (Using Assumption [£.7)
(4.14)

where 1? = ||, — o*||* and X,, ~ N (nn?(k? — K?),4s,) is a random variable;
sp, is bounded by

e 3 (ftwn)—ft(an))?: > < filan) - Wﬂ)f

teTh €t teTh €t

> Z k||, — Ba||? > nk*e® — 4-o0.
teYy,

We have used Assumption [£.7) in the second line. Hence, we can also show as
before that for any r € Rt, Ple=2% > r] — 0. The rest of the arguments follows

from the remaining proofs of Lemma [£.4] and Theorem [£.5] O

Example 4.1. Let’s consider the Black-Scholes model and its framework where
o is the volatility parameter associated with the model. The observed option

prices under this model are analytically given as
filo) = e TTIE [(Sr(0) — K)H|F].

We know that the f; is differentiable everywhere on [0,,in, Omaz] for 0 < opmim <
Omaz < 00, and the vega, which is the derivative of the option price with respect

to the volatility, is given by

filo) = ST —iN' (10g<5t/K )+ 5;—12/2)@ - t)) |
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for a non-dividend paying stock S where N'(z) = \/%6*12/ 2. The vega is posi-

tive for all combinations of S; and K, making f; a monotone increasing function
bounded below by fi(0min) on the interval [0y,in, Omas]. Thus, assuming finite
market noise, the Black-Scholes European call option prices satisfy Assump-
tion [4.3l So, we can justifiably construct consistent Bayes’ estimators for the

volatility using the theoretical framework outlined in this thesis.

4.2.4 Consistency of Bayes’ Estimator for Multiplicative Error Model:

Single Price Observation and Scalar Parameter

Consider the settings in Section where we have a single price observation at
each time t € T,, and a single parameter (in this case volatility) to be estimated.
Furthermore, replace the statistical model (additive normally distributed error)
considered in Section with the multiplicative normally distributed error

model below:

Vi = filoov) (1 +ep),

where the market noise e; is distributed as before. Unless stated otherwise, the
set of assumptions and definitions used in Section [4.2.2] are also applied here.

Thus, the posterior density over the n period can be written as

7(V]0)0 (o)
T (V)
7(Vi,lo) -+ (Vi |o)mo (o)
ﬂ'n(v)
1 1
:tLLx@%QGXp{_Q@ﬁOﬂQ

m(on(V)) = m(o|V) =

(i = oy} 220

(4.15)

Lemma 4.9. 0,,(V) = o(V,,) 5 0* as n — oo for the multiplicative normally

distributed error model.

Proof. Again, we consider a fixed f;, for all ¢ € T, such that the only randomness
is coming from the market noise e;. We can then write the posterior density at
time t,, as

m(0|V) = 3 (V)e V),

57



where v, (V) is the normalization constant with respect to o and ¢, (o, V') given

by

Pn(0, V) = —2log(mo(0)) + Z 27 (0) Vi — fi(o))?

teYy, ft )
— olox(n —filo") _ flo) = fule") )’
B ng 0 +tezrn< Etft ) Etft(U) )
= —2log(me(o)) + Z (Zt ();ft(a*)ft(a)> :
teT, t

Z, is taken to be independent standard Gaussian random variables.

We aim to show that the probability distribution function over the support of
the parameter o accumulates its mass at ¢* as n — oo. That is, we need to

establish that

* —

/U n(0|V)do = / m(0|V)do = 0, (4.16)
o*+n

as n — 0o. Again, by similar computation as shown in the proof of Lemma [£.4]

we can bound (4.16)) by

/(0*_77) Tu(0|V)do < e 3l9n@nV)=n(Bn V)]

where «,,, 8, € Q are defined similarly as

(o,V) (O',V).

1 |
a, = argmaxe 2% and 3, = argmine 2"
&,O’*—?’]] [270*_77]

and

On(om, V) = dn(Bn, V) = —2log(mo () + 21og(mo(5n))+

| (i) (a2 | e

Again, by bounding the first two terms and using 3, < a,, < ¢* with f; strictly
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increasing, we can expand (4.17)) by

% (Zt - et t("*))z - (zt h(B) - ft(a*)>2]

= e fr(an) eft(Bn)
fe(Bp) — fila™)  filan) — fi(o7)
- 2tezr: €t < ft(ﬁn) ft(an) )
filan) = filo™ ’ L (B)— fr(0*) ) 2
i ( (Et;t(an; )> N (%> } (4.18)

>2¥ 7 [f tf*) (7~ 7o)

filo 1 1
) [ (ftwn)? - ﬁ(a@zﬂ
=Y,

where Y, ~ N (r,,4m,,) is a random variable with

B fi(o*)? 11
" teZTn [ € (ft(ﬁn)Z ft(an)2>] ’

P lfia) (ft(lﬁn) B ﬁ(ixn))r'

Now, observe that since f;(c*) > fi(ay),

_ -ft(U*) filaw) = fi(Bn) ’
= Zl_ @ ( JACHIAES )]

5 ]

> 5 [2 (o))

>nk? = 00 as n — 0.

and

(4.19)

In line four we have used the fact that
1 ft(an) )
— -1 >k
< ft (ﬁn)

for constant k € R*. For (3, < a,, we have that ft( ; 1 > (¢ > 0. Since the

market noise ¢, is finite, we can find such k that satisfies

G 1)

Furthermore, we can also show as before that for any r € R*, Ple~2%" > 7] — 0.

The rest of the arguments follow from the remaining proofs of Lemma [4.9) O
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Theorem 4.10. For all H bounded and continuous functions on o, the scalar
Bayes’ estimator 6,(V) is consistent under the multiplicative normally dis-

tributed error model.

Proof. The proof is analogous to the proof of Theorem [4.10} O

Remark 4.3. For the case where we have several price observations Vt(i) at
each time ¢, that is |I;| > 1, we have similar conclusions as in Lemma and
Theorem [£.10] The proof is analogous given the assumption that the market
noises are independent and normally distributed as before, including the prices

corresponding to the same time ¢. We follow this with a corollary.

Corollary 4.11. For multiple price observation, set |I;| > 1 and for all loss
functions H that are bounded and continuous on Q, the Bayes’ estimator (V)

18 consistent.

Proof. The proof is analogous to those of Lemma [4.9 and Theorem [.10] except

that the sigma-field generated by all market errors up to time ¢, is now
G, =0 ({egi) tseY,,i € It}) :
The rest of the notations should be replaced as follows:

o oby Y L Viby VO fiby £ e by €

teY, teTn i€l

in order to complete the proof. O

4.2.5 Consistency of Bayes’ Estimator for Multiplicative Error Model:

Non-Scalar Parameter

Consider the settings in Section where we take the parameter o € R? to be
finite dimensional but non-scalar. We extend the results of that section to the

case of multiplicative normally distributed error model described in Section[4.2.4]

Theorem 4.12. For all H bounded and continuous functions on o, the non-
scalar Bayes’ estimator 6,(V) is consistent under the multiplicative normally

distributed error model.
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Proof. The proof is analogous to the proof of Theorem [4.§ with some adjust-

ments. Using the same notation again, we should show that
/ m(o|V)do =0 as n — oo, (4.20)
B(o*,m)°

for all 79 > n > 0 such that ||o —o*|| < ny and my(o) > d > 0. Again, ‘¢’
denotes the complement of a set in RP. Note that m,(c|V) has been defined in

(4.15). Again, by similar computation as in the proof of Lemma , we can
bound (4.20)) by

/ To(o|V)do < e~ zl9n(enV)=on(Bn V)]
B(o*.m)e -

where «,, 8, € Q are defined similarly as

1 1
o, = argmax e 22V) and B, = argmine”2%7(*V),

B(o*m)° B(o*m)°
Again, writing the expression for ¢, (a,, V) — ¢n(5,, V) and using the fact that
70(Bn), mo(a,) < oo by the third property of Assumption together with
n > n(ay),n(B,) yields

y [(7- e =R (7 Al ft<a*>>2]

teYn €t €t

Ly A (ftwn) — ") filaw) —ft(a*)>

tex, €t ft(Bn) fi(an)
(ft(an) _ ft(U*)>2 . (ft(gn)_ft(g*)>2]

+

e fi(am) €t ft(Bn)

223 2 [ff) (ﬁ(lﬁn) - ﬁ(ivn))]

Y s )
+teZT:n " <ft(04n)2 J1(Bn)?
:Ym

(4.21)

where 72 = ||oy, — 0*||* and Y,, ~ N (r,,4m,) is a random variable with m,,

bounded by

- g (M0 (s te)]
1

>y k‘2€2f(5 E (by Assumption 1.7, and f;(c™) > fi(an))

teTy

> nk?e? — 00 as n — 00,

1
ft(ﬁn)Q
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where ||, — B,]|* = € > 0, and

B ) /{Z2 B KQ
" tle:n " (ft(an)2 ft(ﬂny) .

We have used Assumption in the fourth line of (4.21]).

Hence, we can also show as before that for any r € R, P[e’%X" > r] — 0.
The rest of the arguments follow from the remaining proofs of Lemma [4.9] and

Theorem [4.101. O

4.3 Markov Chain and Markov Chain Monte Carlo (MCMC) Meth-

ods

We have discussed so far how to obtain the posterior distribution under Bayesian
framework and the Bayes’ estimators based on a loss function attached to the
posterior density. However, we have not specified the numerical techniques used
in sampling the parameter values from the posterior density. In this section, we
study the theoretical framework on how to do so. In most practical applications,
physical systems are often modeled as Markov chains. This is because most
stochastic systems often exhibit the Markov property, such that the prediction
of the future state is only dependent on its present state. This property of

stochastic processes was first studied in the 1900s by Andrey Markov[67].

Herewith, we regard the sampling of the stochastic parameter (local volatility)
from its posterior density as a Markov process. By using Markov Chain Monte
Carlo (MCMC) technique, we aim to simulate the realizations of this process.
Furthermore, to simulate the chain via MCMC, we have used the Metropolis

Hasting Algorithm.

The rest of this section is arranged as follows: First, we develop the fundamental
theory and properties of Markov chains as well as the detailed balance equation
in Section [£.3.1] In Section [{.3.2] we discuss the importance and motivation
behind the use of Markov Chain Monte Carlo technique in sampling parameter
values from the posterior density. Consequently, in Section [4.3.3] we explain the

Metropolis Hasting Algorithm used in the construction of the Markov chains.
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Finally, Section [£.3.4] gives analytical result on the convergence criteria for the

MCMC chains.

4.3.1 Markov Chains

A stochastic process X, satisfies a Markov property if the probability of the
future states is independent of its history except the current state. In other
words, a Markov process has a memoryless property such that past events are
not required to make future predictions. Markov chains are defined for both
discrete and continuous stochastic processes. For our purpose, we focus only on

the Discrete time Markov chains.

Definition 4.4 (Markov Chain). A sequence of S-valued random variables X =
{X;,i € Z} is a Markov Chain if it satisfies the Markov property, that X,
depends only on X,,, that is,

P (Xn+1 = $n+1|X0 = To,- .- ,Xn = xn) =P (Xn+1 = xn+1|Xn = SL’n) s

where z; is the state of the chain at time <.

We can characterize a Markov chain by three components namely: a state space
S = {wy,...,z}, containing all the possible states X,, can take, an initial dis-
tribution p°, quantifying the distribution of the starting point of the chain, and
a transition probability or Markov kernel P, which details the probabilities of
transitioning from a state x; to x;. Therefore, the transition probability P estab-
lishes the evolution of the Markov chain. For the rest of this section, we assume
that the Markov chain is homogeneous, meaning that the transition probabilities

are the same for all time period.

Thus, if we denote p;; as the transition probability from state x; to state z; in

one time step, then we can write p;; as

When we write the above probabilities for all the different choices 1 < i,5 < k,

the resulting transition matrix is given by
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If we are interested in the probability of moving from a state x; to state z; in

m-time steps, then, we denote this transition probability by
Pgn) = P (Xpym = 751X, = 7),
with the corresponding m-time step transition probability matrix
P, = [pi"] = P
The initial density p° is given by

p°=p0,. .m0
where p? = P (Xo=x;), i=1,...,k In addition, the entries of p° and P are
non-negative since they contain probabilities. Thus, the elements of p° and rows

of P must sum to unity.

Example 4.2. On a given day, Deeyah is either happy (H) or sad (S). Assume
if she is happy today, the probability that she will be happy tomorrow is 0.7,
whereas if she is sad today the chance of her being sad tomorrow is 60%. Thus,
the probability of her being happy or sad on any particular day depends solely
on whether she is happy or sad the previous day.

We can model her emotional state (Happy or Sad) as a two-state Markov chain

where the state space is

S = {Happy, Sad},
with resulting transition probability matrix

0.7 0.3
0.4 0.6

Furthermore,
P’ = [p% pgy ph =1
is the percentage of time Deeyah is happy on any given day. To illustrate, assume
p°={0.8 0.2].
The probability that she will be happy tomorrow is given by

0.7 0.3

p' = [ 0.8 0.2 }
0.6 04

= [ 0.64 0.32 ] .
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Table 4.1: Distribution of 7 in Example

P n P" n P"
0 0.8000 0.2000 4 0.5720 0.4267 8 {0.5714 0.4286J

S

1 [06400 03600 |15 [0.5720 0428 ]| 9 [0.5714 0.4286]

2 105920 04080 | || 6 [ 05716 0.4284 ] || 10 [0.5714 0.4286}

3 [05776 04224 1 | 7 [ 05714 0.4285 |

Thus, the distribution after n days is

n

0.7 0.3

Pt = { 0.8 0.2}
0.6 0.4

The distribution for n = 0,1,2,...,10 have been compiled in Table 4.1 The
table shows that the distribution, 7, is converging to a stationary value. The

limiting distribution 7 can be solved by using
m™="7P, Z m=1

0.7 0.3

— | Tha Tlsad ] 5 Tha + Tsad = 17
0.6 0.4 { . o

= [ Thappy 7sad }

to obtain

= { 0.5714 0.4286 ] .

We remark that in general we cannot always solve explicitly, for the stationary
values of a Markov chain. Consider a Markov chain that converges in distribution
to m, that is,

lim P" = .
n—oo

Given that this limit exists, we must have that

n—oo n—o0 n—oo

7= lim p°P" = lim p° P = (lim pOP") P=nxP.

Definition 4.5 (Stationary Distribution). A Markov chain X,, with transition

probability P and distribution 7, is said to be stationary if it satisfies
™ ="7P, Zm =1
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Remark 4.4. Every finite Markov chain has at least one stationary distribu-
tion. However, this distribution might not be unique and may not be equal to

lim,, o P™.

Remark 4.5. In order to construct a Markov chain that has stationary distribu-
tion, we need to establish that the Markov chains are irreducible and aperiodic.
We do not cover these concepts in details here. Interested readers should check,
for instance [62, [78]. However, it is often difficult to solve for the stationarity of
the chain using Definition [4.5] instead, we present the detailed balance equation,

an alternative approach of establishing the stationarity of Markov chains.

Definition 4.6 (Detailed Balance Condition). A chain with transition matrix
P = [P;] and distribution © = [my,...,m] is reversible if the detailed balance
equation

mi Py = m;Pji

is satisfied for all i, j.

Since Y, mP; = Y, Py = w30 Py = mj, it follows that 7P = 7, so the re-
versibility implies stationarity. We also observe that if the chains are irreducible
and aperiodic, they will uniquely converge to a specific stationary distribution.
Using Definition it is clear that my_1 Py_1 = 7Pk k-1 is sufficient but not
a necessary requirement for the MCMC chains to be stationary.

Theorem 4.13 ([75], Section 8.4). The MCMC chain of the local volatility

parameter ory 1S Stationary.

Proof. Let the posterior density at the k-th step be 7 = 7(o%,,|V) and Py_; x =
P (X;C = ok | Xy 1 = Jf{,l) to be the transition probability from oy to o,

To show stationarity, by Definition [4.6] we need to prove that
T (UffﬂV) Piyp=m (vaﬂf) P -1

Since Py_1, = P (proposing 0§v> P (accepting af‘/) . It then follows from the
definition of proposal density and acceptance probability «, that

_ ko k-1 k| k-1
Peap=J (ULV|ULV ) o (ULV‘ULV )

(ke k=1 i T (UEVW) J (Uﬁx_flkffv) (4.22)
=J (ULV|0LV1> min (1, - (Ué;/l’V) J (afvyaé"/1> .
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Note that if the jumping density is symmetric, that is, J <0E‘_,I|0,’-fv) =J (0§V|0§‘_,1) ,
™ O'k

then « (O'IZV|O'IZ‘_/1) = min (1, W) . To further simplify (4.22)), we need the
™ O'LV

following relation whose proof can be found in Appendix [A] For z,v € R,

vmin(l,z/v) = min(x,v) = rmin(l,v/z). (4.23)

Using , it follows that
(ULvl‘V) Pr-1,k
_ . (ULVW) (ULV1|ULV>
k| k
= (BV) I (obylety?) m ( 7 (o3 V) T (v lofy!)
@ (ULV1|V) J (U§V|U§\_/1>)

7 (vaW) (0LV1’0LV)

(4.24)

T (vaﬂ/) (O'LV1|0LV) min (1

=T <U§V|V) Pk,k—1~
Hence, the detailed balance condition is satisfied for the Metropolis Hastings

algorithm and the posterior density is the stationary distribution. ]

4.3.2 Markov Chain Monte Carlo (MCMC) Methods

In most parameter estimation problems, the posterior joint density of the param-
eters is defined in RP. The evaluation of this posterior distribution for moderate
dimensionality p involves the use of quadrature techniques (especially sparse
grid quadrature) [75]. For large dimensionality p, Monte Carlo integration tech-
niques are often used. The challenge with using Monte Carlo approach is that
the support of the density is often part of the information that we are seeking.
Therefore, instead of specifying some parameter values and evaluating the pos-
terior density at those values, we instead seek a better alternative in exploring
the geometry of the density by specifying parameter values using the properties

of the density.

So, we construct a Markov chain whose stationary distribution coincides with
the posterior density of the parameter. The idea behind the MCMC techniques
involves simulating the realizations of the Markov chains from the posterior
density. These chains give the parameter values that are sampled from the

parameter density given the observed data samples.
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4.3.3 Metropolis Hasting Algorithm

We now turn to the strategy by which we simulate the Markov chains. Recall
that the next state of a Markov chain only depends on the present state. Given

this information, we construct the Markov chain as follows:

Strategy 4.1. Consider the parameter 02}1 € R? has been specified.

1. Assign the current chain realization to o%7!, that is, X1 = o7

2. Propose a new value o}y, ~ J (Uzv |cr,’—f‘_,1) based on the jumping or proposal
distribution J. So, we specify the next value o7, of the chain based on the
previous value af"/l, but this should not be understood as a conditional

density.

3. With probability « (02V|a§{/1) computed by using the posterior distribu-
tion, accept af{/l and assign it to Xj; i.e., Xy = oj. Otherwise, take
X, = oyt Also, a (UZV|JJI§‘71) should not be interpreted as a conditional
probability but rather as a probability of accepting o7, generated from
the previous value o'

4. Establish that the stationary distribution for the chain is the posterior
density.

From the strategy above, we construct a Metropolis Hasting Algorithm. An-
other variation of this algorithm which utilizes this strategy is Random Walk
Metropolis, see [75] for more details. In the context of the work presented in
Section [4.4], we consider the case where the proposal or jumping density is taken
to be symmetric such that J (Jf{ﬂafv) =J (va|af;1) . In this respect, we

consider two possibilities for the jumping distribution:
J (azv\aﬁ#) =N (02‘_/1, V) , and J (azvlaf‘_,l) =N ((TIZ‘_/l,D) . (4.25)

Here, V and D represent the variance-covariance and variance matrices for oy, €

R? respectively. By the symmetric property of the proposal density, it follows
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that

Replacing V' with D in (4.26) gives the same result. In addition, one can
also use t-distributed proposal density for smaller sampled observations. The
t-distribution is also a symmetric distribution. To see this, assume T ~ ¢, is

t-distributed random variable with r degrees of freedom, then,

Z

Yxin

where Z and y are independent standard normal and chi-squared random vari-

T =

ables respectively. If T is symmetric, then P(T > ¢) = P(T < —c). Thus,

Z
P(T>c)=P c
roa-r( Lo

Z>c X/n)

P
P (Z > 0M|X) P(X)
P
P

7 < —cM|X> P(X) (4.27)
Z < —CM)

A
x/
P(T < —

Il
s

3
\_/

where in line three and five, we have used the property of conditional probability;

in line four the symmetric property of normal distribution.

Next, we present the Metropolis Hasting Algorithm and discuss the motivation
behind the use of symmetric proposal density in sampling the local volatility

parameter.

We remark some key observations of Algorithm [4.1]
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Algorithm 4.1 Metropolis Hasting Algorithm in Bayesian framework

1. Choose initial parameter ¢° such that 7 (7°|V) > 0; dim(d°) = p.
2. Fork=1,....M

(a) for z ~ N(0,Z,), construct the candidate

2%

7 =" + Rz,

where RRT =V (Cholesky decomposition) for the covariance matrix
V' of the parameter ¢. Sometimes V is replaced with the diagonal
matrix D whose elements contains the variances of each parameter
in 7.

(b) & ~ N (31, V).

(c) Compute the probability 7(3*|¢*~!) such that

sy TEW)  w(VIE ()
R@V) R (VIF (@)

i. set " = @ with probability a = min(1,r);

ii. Otherwise 6% = g*—1,
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Remark 4.6. 1. First we note that, by taking the ratio of the posterior den-
sity, we eliminate the normalization constants in the acceptance probability

of Algorithm [4.T] thereby reducing the computation.

2. Using the likelihood function of the normal distributed errors and similarly
for t-distributed errors in Section 4.4, we eliminate the potential numerical
0

0 evaluation.

3. A candidate value o}, that yields m(V|5*) > 7(V|3*1) leads to a smaller
sums of squared errors allowing such candidate to be accepted with prob-

ability one.

4. If o7, is selected such that the sums of squared errors is increased, i.e.,

m(V]5*) < m(V]#*~1), then we accept this candidate with probability a.

4.3.4 Convergence Analysis of MCMC

Theorem ensures that if the MCMC chains are run sufficiently long enough,
they will produce samples from the posterior density. However, there is still
question of determining how long to run the chain for this to happen. In other
words, how long is sufficient to run the chain so that it converges and adequately
samples from the posterior density. In general, this is quite difficult to answer as
analytic convergence and stopping criteria are lacking for this procedure. In fact,
some authors have noted that the convergence or burn-in of MCMC algorithms

can be falsified but in general, not completely verified, see [15] for instance.

We now turn to answer the second question. Below, we list some numerical
methods that can be used to test for the convergence of the MCMC chains.

These are taken from several monographs such as [15], 45}, [75].

1. One can visually observe that the marginal chains of the MCMC for each
parameter is stationary after running for sufficiently long period of time.
However, this raises a question in the case where the MCMC chain initially
samples from a local minimum before determining another step with a

lower residual. In fact, there is no way to guarantee this is the global
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minimum and if the chain will transition again if a new lower minimum is

found.

. For moderate number of parameters, the MCMC chains can be compared
with sample estimates from using quadrature techniques. We might add
that using quadrature rule is not suitable for the local volatility model due

to the higher dimensionality of the calibrated parameter.

. From a statistical point of view, the acceptance ratio, a, can be used to
determine if the chain is adequately sampling from the posterior density.

The optimal acceptance ratio ranges from 0.1 to 0.5.

. The use of autocorrelation between different component in the chain that
are k-iterations apart can be of importance in determining covergence.

The autocorrelation is given by

R(k}) _ Ezj\il_k(UZLV - ‘?LV)(Ui—i{}C - 5LV) _ COV(UEV? UZL"{/k)
?il (UlLV - 5LV)2 Var(O’ZV)

Since adjacent components are likely correlated due to markov property,
autocorrelation is used to determine if the chain is producing i.i.d. samples
from the posterior density. In fact, low autocorrelation is often indicative

of fast convergence [16].

. Convergence can also be monitored to check if the MCMC has run long
enough by checking the Potential Scale Reduction Factor (PSRF) of the

estimates of call option prices [40), [45].

To calculate PSRF, we consider the following procedure. Suppose we have
run the MCMC for m chains with lengths n (i.e length of each chain) after
the burn in period. For each calibration, denote V;; the option price of
the i*" parameter of the j* simulated chain, where i = 1,...,n and j =
1,...,m. Furthermore, we define the between variances, B, and within-

sequence variances, W, as follows:

B—mn_ljg V) and W—;;si-,
where
Vim 3V Vo= o3V 8= i S - V)
Ton&e m S I e /



With the above given definitions, we compute PSRF as follows:

PSRF(V) — \/1 1 (1 _ vl;) | (4.28)

n

The convergence of the chain is observed by assessing the scale factor by
which the current distribution for V' might be reduced as the length of
the chain gets large. Notice that PSRF — 1 as n — oo. If PSRF is
high, then it means continuing simulation would improve convergence. In

otherwords, it signifies that convergence can not be yet ascertained.

The PSRF estimate works because B which represents the between se-
quence variances usually overestimates posterior variance, whereas W usu-
ally underestimates the posterior variances. Moreover, as we run the chain
for longer period, B gets closer to W, hence, the ratio B/W gets closer to
1. So, the PSRF estimate for V' given by goes to 1 too. See [41], 40]
for further references on PSRF values. It is noted that a good estimate

range for PSRF is between 0.9 to 1.1.

4.4 Bayesian Modeling

In this section, we explore the calibration of volatility parameter via four dif-
ferent statistical models, namely: additive normally distributed error, additive
student-t distributed error, multiplicative normally distributed error, and multi-
plicative student-t distributed error models. In the context of Bayesian learning,
the previous literature on extracting local volatility surface are very much min-
imal. More recently, [45] worked on Bayesian method of sampling the volatility
parameter from its posterior distribution. However, their implementation differs
from the work presented here in two ways. First, we compute local volatility
from four different statistical models without restricting to only normally dis-
tributed additive error model as in [45]. Second, our choice of the prior density
for the local volatility parameter oy which is incorporated into the Bayesian
framework of the four statistical error models under investigation, differs from
theirs, and hence, the posterior distribution of oy differs. Furthermore, we
reformats the calibration problem into Bayesian framework by seeking to obtain

the posterior distribution for the local volatility parameter via these models.
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Thus, in this section, we develop mathematical tools necessary for the calibra-
tion of the statistical models in estimating the unknown parameter oy that
is consistent with the dynamics of the asset prices by treating it as a random

variable for each exercise price and maturity.

To begin with, we give a general set up for the additive error model. Consider
Ti = f(tl,qO) —|-EZ', 1= 1,2,3,...,77,, (429)

where T; are random variables whose realizations v; are the sets of measurement;
f(ti,qo) is the model response parametrized by ¢o at the corresponding times
t;. There are various ways one can quantify go such that the model response
and the set of observations are as close as possible within a given tolerance level.
Here, we quantify such ¢g by obtaining its distribution. The so-called “posterior”
density for the parameter involves the probability density under which the wv;
are the most likely to be observed. We denote it by 7(g|v). In the context of
parameters that are to be quantified based on observations, the posterior density
can be characterized completely by applying the Bayes’ rule:

m(glv) = M, (4.30)

mr(v)

where 7y(q) represents the prior density and 7(v|q) is the likelihood function
that describes how likely the observations are, given the parameter ¢q. The

denominator 7y (v) in (4.30)) is a normalizing constant given by

mr(v) = /R m(v|g)mo(g)dy,
which in practice is not calculated.

Now, consider a financial derivative (specifically a European option) whose value
depends on the prices of the underlying asset over time. The dynamics of the
asset prices are assumed to be dependent on an unknown parameter oy from
the prescribed local volatility model. Suppose that, at time ¢t € Y, ([0,7]) =
{0 <ty,ta,...,t, < T} we have a set of observed European option prices across
different strikes K; and maturities T;, where ¢ € I; is an index set. Hence,
the objective is to quantify the volatility parameter that is consistent with the

observed option prices V; = {V;(i),i € I;,t € Y,,} under local volatility modeling.

74



To simplify the framework, we use an average of the quoted bid-ask spread
(1) 1 (4)bid i)ask
V=3 (VP O (4.31)

for each i € I,.

In order to obtain a complete representation for the posterior density m(q|v),
one needs to completely express the likelihood function m(v|q) and the prior
distribution mo(q). We incorporate the set of prior beliefs in Section into

the prior density of the parameter.

To set up the likelihood function, we model the noise from a normal distribution

with mean zero and fixed but unknown variance 3. For a set of option prices

Vo(i) for every i € Iy = {1,...,n} as in (4.31) observed today at time t = 0, we

define 5, = 1 ‘Vb(i)bid - V(z)ask
i = 3

option at time zero. Here 9; can be interpreted as the deviation from the mean

to be the basis point bid-ask spread for the ¢th

zero. Having defined the sum of squares
; 2
U LV Z ’Vo f i\o LV)’

for the quoted values Vo(i) and the theoretical values f;(opy) from the local

volatility model, we assign positive likelihood under oy only if
Vo) = filowy)| < 6;, forall i=1,...,n. (4.32)

In order to propose a more efficient and robust numerical procedure, we choose
0 such that all the option prices at time zero fall within this tolerance level.

Specifically,
SS(opy) <62 =467 (4.33)

i=1
In the remaining part of this section, we derive a mathematical formula for
computing local volatilities based on various statistical models. These mod-
els include: normally distributed additive error, student-t distributed additive
error, normally distributed multiplicative error, and student-t distributed mul-

tiplicative error models.
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4.4.1 Normally distributed additive error model

First, we explore the statistical model with normally distributed additive errors.

The model is given as:
Vi = filopv) + €, i=1,2,3,...,n, (4.34)

with €; ~ N(0,0%) for i =1,...,n and 6% = 3", §2. Here, the §; are chosen as
i)bid i)ask
52‘ — % ‘VO() o ‘/0( ) )

Under the i.i.d. assumptions for the error, the likelihood function (Vl]ey, §?)

is given by

1
7T(V|0’Lv, 52) X ]l{SS(ULv)S52} exp {_WSS(ULV)} y (435)

where 1 represents the indicator function under which the likelihood function
is positive and SS(ory) = X1, ‘VO(D - fi(ULV)‘Q- Furthermore, the likelihood
function is constructed via the densities of the i.i.d. errors. For more details on
the construction of the likelihood function, we refer the reader to [76, Section

8.1]. Using the prior density constructed in [45] we have
mo(1) o exp { =3 llog(oww) — log(ormy)2}. (4.36)
where the norm ||-|| is defined as
lullz = (1= 5) [[ull; + & || Vulll3-

2 2
Here, V = (a%, a%) is the gradient operator with |Vu| = (g—;{) + (%) and
|||, is the standard Le-norm of the square integrable functions; x € (0,1) is a

pre-specified constant.
Combining the likelihood function and prior density gives the posterior density

m(oLv|V) oc Liss(ory)<62)
1 -
&P@swmq+Awgwmq—mg@mm@H,(4%)

where A = 02 is the penalty parameter.

X exp{—

In the next section, we propose the use of student-t distribution for the errors,
especially for the case where we have few observations (n < 30) in the market.
We also recommend the use of student-t for the error distribution when working

with sampled covariance matrix rather than known population covariance [68].
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4.4.2 Student-t distributed additive error model

Second, we consider the statistical model:
Vi= filopv) + 1, fori =1,2,3,...,n, (4.38)

where the 7; are i.i.d. t-distributed random variables with n — p degrees of
freedom. Note that p is the size of the parameter ¢ while n is the number of
observed option prices. Note that the degrees of freedom for this error modeling
depends on the number p of parameters oy chosen on the surface to estimate.
The value of p is estimated based on the trade-off between model accuracy and
computational time. This could also be estimated via Bayesian framework by
treating it as an unknown and assuming a reasonable prior. However, a suitable
range of values for p satisfy the conditions above and provides a smooth surface.
Here, we assume for simplicity that p = 89 as a pre-estimated value. This yields
a fixed number of degrees of freedom (n — p) for the random variable 7. Within

the model, the density of 7 with k = n — p is given by

P(%) 1 N
W<1+k(v_f(aLV))> -

Therefore, the likelihood function can be constructed by using the i.i.d. property

(7)) =

as well as the densities of the errors:

m(Vlepy, k) = (F( s )\/ﬁ H1 (Hk(% = filowv)) )

o IT (14 5 (V= flown)?)

(k+1)
2

ey (4.39)
X exp {Zlog (1 + - k: (Vi — filory)) ) ’ }
1)

ocexp{ E S ton (14 1 (- ﬁ(ow)))}-

Combining the prior distribution and the likelihood gives the posterior distribu-

2
oLv
log < ) ] } ,
Uimp K

(4.40)

tion as

n

> log (1 + ,1, (V; — fi(Q))2> + X

i=1

(k+1)
2

m(orv|V, k) oc exp {—
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I 1
where \ = -

In the next two sections, we pass to multiplicative statistical models. For a
structural model, the distribution of the residuals from additive error models
are highly dependent on the magnitude of the observations even though the
model provides accurate fit to the data. So, for this case, a multiplicative error
distribution is more appropriate as the variance of the observation will depend

on the magnitude of the model response.

The local volatility model exhibits the properties of a structural model, hence,

the motivation for its application here.

4.4.3 Normally distributed multiplicative error model

Third, we impose the following statistical model for estimating local volatility

parameter:

Vi=filorv) (1 +€), i=1,2,3,...,n, (4.41)
where the model errors are i.i.d. and
6 ~N(0,6%), i=1,23,...,n
Therefore, it follows from that
Vin N (fi(ULV>>fi(0'LV>262) :

By using the i.i.d. property and densities of the errors, the likelihood function
in this setting is given by

1
2) o 1 252 R L (442
m(Vlepy,6%) o {SS<aLv)<f(aLv>5}eXP{ 2f(aLv)25ZSS(ULV)} (4.42)

With this likelihood function and the initial prior in (4.36]), we obtain the pos-

terior distribution as

T(oLv|V) < 1iss(opv)<f(orr)262)

SS(O'Lv) + 5\

(o)
log
Oimp

T } . (4.43)

1
X e
€exXp { 2f(O_LV>252
where A = f(o.1)%0? is again a penalty parameter.
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4.4.4 Student-t distributed multiplicative error model

Finally, we use the following statistical model:
Vi=filorv) (1 +7), 1=1,2,3,...,n, (4.44)

where the 7; are i.i.d. t-distributed random variables with n — p degrees of
freedom. The reason behind the choice of the degrees of freedom here is similar to
the discussion in student-t distributed additive error model. Hence, the density

of 7 with £k =n — p is given as

(k+1)
) LV = fle))) ©
(7)) = - <%) \/%f(au/) (1 + z ( Flow) ) .

The likelihood function is then obtained as

(k+1)

(2) 1 1 (Vi— filorn)\?\ °
Vi = [ (i) ) T (1 ()

_ (k41
g 1 Vi— fi(gLV) ? ’
1:[ ULV) ( - k( fi(ULV) ) )

X exp {— ;IOg(fi(ULV»

9 _(k+1)
Vi — fz(CTLV)) i
+ log|1+ | —F—F+2
; & ( k < filowv)
X exp {— Z log(fi(orv))
i=1
(k’+1) (V fZ(ULv)>
— log|l4+ - ———F= )
2 ; o8 k f,(O’Lv)
(4.45)
Combining with the initial prior in (4.36) yields the posterior distribution
oLv
log ( )
Oimp
Vi— fz(ULv)>
lo _— . (4.46
s ( LUzt e

Remark 4.7. In all the four statistical error models we have discussed, one may

2

m(orv|V, k) o exp{ Zlog filorv)) — 5

=1

choose a flat prior

mo(orv) = Loyy>0 (4.47)
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and compute the posteriors respectively.

4.5 Numerical Example

Having built the mathematical tools necessary to obtain the local volatility
surfaces, we now analyze and compare the results from each model. The data
used to test the algorithms is taken from [2]: it is a collection of bid-ask spreads
of European call options on S&P 500 stock index. The spread consists of 163
observations across 18 strikes and 12 maturities. The raw data is refined by

averaging the bid and ask implied volatilities for each strike K and maturity 7.

4.5.1 Results and Analysis

Now, we introduce the MCMC algorithm for sampling the local volatility pa-
rameter from the posterior distribution. The generic procedure is given in Algo-
rithm [4.1] For the MCMC algorithm, we run a chain of 10000 surfaces including
a burn-in period of 500. Estimates of o at the discretized points are sampled
at each iteration of the algorithm. These points are chosen across all strikes
and maturities from the observed 163 market option prices. The number of dis-
cretized points for the volatility parameter is assumed to be less than the number
of observed option prices used (for more details, see [76, Section 7.2]). Here, we
choose 89 as the pre-estimated number of parameters. Consequently, an increase
in the number of discretized points improves the stability of the method; how-
ever, it also slows down the procedure. Therefore, a trade-off between robustness

and computational efficiency has to be taken into account.

In the following, we present the local volatility surfaces and relative norms of
the MCMC chain. Figure|4.1]is constructed using Algorithm {4.1]in the Bayesian
framework. The volatility surfaces obtained are modeled from the normally dis-
tributed additive error model, the student-t distributed additive error model, the
normally distributed multiplicative error model, and the student-t distributed
multiplicative error model. Since changes only appear at the beginning including

the burn in period of the MCMC, we depict Figure [4.1] (right column) restricting
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the x-axis to 500 iterations. In particular, after the 500th iteration, there are no
significant changes in either the relative norms of the errors in the MCMC chain
or the surfaces obtained at each iteration. However, we continued the MCMC
until the 10000th iteration and depict the surfaces in Figure (left column).

The discretization of the parameter space oy (7, K) can be found in [45].

To start with, we discuss the properties of the volatility surfaces via the Bayesian
method. Unlike the classical methods [17, 5], we do not encounter negative
local volatility in the Bayesian framework due to a suitable choice of the prior
density for the parameter o. Also, we ensure smoothness in the local volatility
surfaces obtained under the Bayesian method. This is done by incorporating
the smoothness property on page (14| into the prior density of the parameter
0. By construction, the values of the tolerance levels 9; for the replication of
model prices f;(opy) are directly proportional to the value of 6. So, as the §; get
smaller; ¢ (that is, higher resolution of volatility surface) gets small; hence, the
value of § is dependent on the data sample. This is crucial as the smoothness
parameter for the normally distributed error models, A depends on the value
of §. Hence, as p (the number of chosen points in the parameter space) gets
large, the value of ¢ increases. This makes sense since the more points chosen
in the parameter space means a higher resolution for the resultant volatility
surface (as discretization is a form of regularization); hence, a bigger value of

0 becomes a good choice. Similarly, for the student-t distributed error models,

1
n—p+1

the smoothness parameter A= also depends on the value of p. Therefore,
as the number of points chosen on the parameter grid increases, the value of
the smoothness parameter increases. Converse is also true for small values of
p. Furthermore, we can easily see the volatility frown (sneer) produced under
the Bayesian framework in Figure [4.1] at low maturities and strike prices. For

normally distributed additive error model, the volatility skewness can be seen

clearly in Figure [4.2] for different strike and maturity values.

Next, we compare and contrast the surfaces obtained via the four models dis-
cussed in Section 4.4, Here, we first discuss the pros and cons of the additive
error models. The volatility surface obtained from normally distributed addi-

tive error model is similar to that of student-t distributed additive error model.
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Figure 4.2: Local volatility smile and frowns for normally distributed additive
error model

However, in the context of student-t distributed additive error model, the use of
sample covariance matrix in place of unknown population covariance matrix of
the parameter o is statistically accurate compared to the normally distributed
additive error model. In addition, the relative norms of the MCMC chains con-
verge to zero quickly in both additive error models. Also, student-t distributed
additive error model has higher sums of squared error of 1642.3 compared to

1585.2 of normally distributed additive error model.

On the other hand, we also analyze the surfaces obtained via the multiplicative
error models. The normally distributed multiplicative error model has the fastest
convergence of relative norms of its MCMC chain among all the four models.
However, normally distributed multiplicative error model also has the worst sum
of squared error of 2242.9 among the four models, while student-t distributed

multiplicative error model has 1633.7 sum of squared errors.

In the case of Bayesian approach, it may not be possible to distinguish be-
tween the volatility surfaces in order to propose to a practitioner. However,
within a prescribed confidence interval, a distribution of volatility surfaces can
be selected. This confidence interval can be constructed using the estimated
covariance matrix of ory. Furthermore, given the analysis of the surfaces in

this work based on the data used, a financial analyst can select one of the sur-
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faces in Figure depending on his/her preferences. To be more specific, if the
preference of an analyst is to choose a surface with the least sums of squared
errors, then the volatility surface from normally distributed additive error model
should be preferred. However, if the rate of convergence of the MCMC chains is
an important factor, then the volatility surface from normally distributed multi-
plicative error model is to be recommended. Finally, for an analyst who is more
concerned with the statistical accuracy of the sample covariance matrices for
the volatility parameters used in those statistical models, he/she would rather

prefer the surface obtained via student-t distributed additive error model.

4.5.2 Monitoring Convergence of the MCMC chains

In this section, we compute the PSRF (V') of the option prices obtained from
the oy estimates via MCMC. Here, for each error model, we simulate m = 3
chains. The m chains are simulated by starting with an over dispersed seed
01(31‘)/,022‘)/,023‘),, where each seed has 89 values for the oy parameters. Each
chain simulated has a length of 500 after a burn in period of 500 chains. Every
kth chain is then saved in a process known as thinning. So, in a chain of 500
estimates, if we choose every 10th estimate, we have a total of 6 estimates in
that chain. Thus, for £ = 10, we have n = 6, where n represents the total
number of estimates selected from a chain. In our framework, we have tested
for £ = 10 and 100, hence why n = 6 and 51 respectively. The estimated
parameters through this simulation are then used to construct the local volatility
surface via cubic spline interpolation. The surface produced is then used to
compute the option prices via finite element method by solving the Dupire PDE.
Consequently, the PSRF (V') of the option prices at the selected grid point of
the oy parameters are computed. Here, we report the PSRF of some of these
option prices below. However, similar pattern are observed for the rest of the 84
option prices at those grid points. Also note that, the same analysis can be done
for any of the other grid points in which there are no observable prices. Table[4.2]
and Table show the PSRF for the additive normally distributed error model
for n = 6 and 51 respectively. It can be observed from the two tables that the

PSRF gets very close to 1 as n increases from 6 to 51. This is evidence that the
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MCMC has converged. Similarly, we compute the PSRF for the option prices

for the other error models namely: multiplicative normally distribution error,

additive t-distributed error and multiplicative t-distributed error models. These

are depicted in Table [4.4] up to Table 4.9

Table 4.2: PSRF values for the calibrated call price for additive normally dis-

tributed error model with n = 6,m = 3,k = 100 (using (4.28)).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 0.9234 0.9184 0.9141

0.25 0.9179 0.9151 0.9145 0.9144

0.50 0.9155 0.9139 0.9137 0.9140

0.75 0.9144 0.9140 0.9135 0.9134

1.0 0.9140 0.9138 0.9131 0.9140
1.5 0.9135 0.9136 0.9139 0.9132
2.0 0.9133 0.9135 0.9132 0.9133

Table 4.3: PSRF values for the calibrated call price for additive normally dis-

tributed error model with n = 51,m = 3,k = 10 (using (4.28)]).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 0.9983 0.9957 0.9908

0.25 0.9932 0.9938 0.9913 0.9907

0.50 0.9904 0.9907 0.9910 0.9902

0.75 0.9903 0.9902 0.9903 0.9904

1.0 0.9907 0.9901 0.9906 0.9907
1.5 0.9908 0.9902 0.9903 0.9907
2.0 0.9905 0.9902 0.9903 0.9905

85




Table 4.4: PSRF values for the calibrated call price for multiplicative normally
distributed error model with n = 6, m = 3,k = 100 (using (4.28))).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 1.1236 1.1213  0.9489

0.25 0.9547 0.9593 0.9373 0.9209

0.50 0.9353 0.9345 0.9243 0.9235

0.75 0.9261 0.9222 0.9211 0.9216

1.0 0.9195 0.9216 0.9213 0.9244
1.5 0.9158 0.9183 0.9169 0.9211
2.0 0.9168 0.9162 0.9157 0.9161

Table 4.5: PSRF values for the calibrated call price for multiplicative normally
distributed error model with n =51, m = 3,k = 10 (using (4.28))]).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 1.0038 1.0072 1.0364

0.25 1.0532 1.0588 1.0246 1.0014

0.50 1.0250 1.0229 1.0077 1.0061

0.75 1.0107 1.0046 1.0031 1.0043

1.0 1.0004 1.0037 1.0040 1.0055
1.5 0.9946 0.9989 0.9970 1.0032
2.0 0.9966 0.9958 0.9955 0.9958

Table 4.6: PSRF values for the calibrated call price for additive t distributed

error model with n = 6,m = 3,k = 100 (using (4.28)).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 0.9170 0.9170 0.9177

0.25 0.9132 0.9145 0.9152 0.9152

0.50 0.9133 0.9130 0.9136 0.9140

0.75 0.9142 0.9131 0.9129 0.9137

1.0 0.9130 0.9136 0.9151 0.9146
1.5 0.9132 0.9143 0.9129 0.9146
2.0 0.9135 0.9144 0.9129 0.9138
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Table 4.7: PSRF values for the calibrated call price for additive t distributed

error model with n = 51, m = 3,k = 10 (using (4.28))).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 0.9967 0.9964 0.9975

0.25 0.9907 0.9924 0.9936 0.9936

0.50 0.9907 0.9903 0.9912 0.9917

0.75 0.9921 0.9905 0.9902 0.9914

1.0 0.9903 0.9911 0.9931 0.9924
1.5 0.9906 0.9921 0.9902 0.9925
2.0 0.9912 0.9923 0.9902 0.9915

Table 4.8: PSRF values for the calibrated call price for multiplicative t dis-

tributed error model with n = 6,m = 3,k = 100 (using (4.28)).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 0.9220 0.9177 0.9168

0.25 0.9172 0.9168 0.9156 0.9149

0.50 0.9160 0.9162 0.9138 0.9140

0.75 0.9168 0.9151 0.9141 0.9133

1.0 0.9139 0.9164 0.9130 0.9134
1.5 0.9132 0.9139 0.9138 0.9129
2.0 0.9131 0.9134 0.9137 0.9130

Table 4.9: PSRF values for the calibrated call price for multiplicative t dis-

tributed error model with n = 51,m = 3,k = 10 (using (4.28)).

Maturity Strike
85 90 95 100 110 120 130 150

0.08 0.9922 0.9969 0.9945

0.25 0.9921 0.9919 0.9924 0.9936

0.50 0.9924 0.9932 0.9908 0.9909

0.75 0.9921 0.9929 0.9908 0.9902

1.0 0.9910 0.9917 0.9909 0.9913
1.5 0.9902 0.9902 0.9913 0.9911
2.0 0.9904 0.9905 0.9917 0.9910
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Furthermore, to give additional evidence that the MCMC chains have converged,
we compute the R(k) for the four error models studied. We observe that in
general, as k increases, precisely (k = 100,500, 1000), R(k) — 0 for all the
models we investigate. This numerically shows the MCMC has converged as

well.

4.5.3 Consistency Results for the Local Volatility Surfaces

In this section, we give the numerical results on the consistency of the Bayes’
estimators for each of the four statistical model studied namely: normally dis-
tributed additive error, student-t distributed additive error, normally distributed
multiplicative error, and student-t distributed multiplicative error models. We
check for the consistency of the volatility surfaces over four quarterly periods as

more and more call option prices are observed in the market.

In general, the surfaces can be seen to be consistent over time as the volatility
surfaces remain smooth and stay within a range that prevents arbitrage opportu-
nities in the market. In this context, the volatility values stay within the spread
of [0.1,0.5]. This conforms with the volatility values obtained from the market.

Figure Figure 4.4 Figure and Figure illustrate the consistency of

the surfaces over time.

However, for the first quarter under normally distributed multiplicative error
model, we observe high oscillation at lower maturities and strikes. We ascribe
this to the fact that we have fewer observations at this quarter due to some
options expiring at this period. In addition, this also indicates that the local
volatility surface has not yet converged at this period under the normally dis-
tributed multiplicative error model while it has shown sign of consistency for

the other statistical models.
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CHAPTER 5

STOCHASTIC GALERKIN METHOD

Stochastic Galerkin method provides techniques for constructing surrogate mod-
els for high-dimensional problems in the parameter space based on low order
dimensions. From the perspective of uncertainty quantification, it can be useful
to view it as techniques to significantly reduce the number of deterministic model
solutions required to construct moments associated with a quantity of interest
(Qol). To be able to achieve this reduction, one can employ spectral expansions
that exploit smoothness or solution techniques with convergence rates faster
than the rate, ﬁ of Monte Carlo simulation for a moderate parameter expan-
sion. Furthermore, Stochastic Galerkin works well with mutually independent

parameters or representation of joint posterior density pg(q).

The objective of this method is to represent random processes in a manner that
exploits the smoothness often exhibited by high-dimensional parameter spaces.

This expansion is called polynomial chaos (PC) or spectral expansions.

In this context, we setup an optimization procedure where we minimize an error
functional constrained on solving a parabolic PDE via the Galerkin approach.
With this framework, we aim to quantify the option prices as a random output

based on the randomness of the volatility parameter.
Let us consider the local volatility PDE again:
U, = ;UQ(t,x):pZUm —raxlU,, t>tg, >0
Ul(to, So; to, x) = max{Sy — x,0}, = >0, (5.1)

U(to, So;t, 0) = So,xh_{glo U(to, So;t,il?) =0.
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We then seek to minimize the error functional

N M, R
= ZZ[U(S()?OaEaKZij-) - ‘/ij]za (52)

i=1 j=1
where f/ij = %(V;‘; + V;lj’) is the average of the bid and ask market prices while
U(50,0;T;, Ki;, 0) is the model price estimated from solving ([5.1]) under Galerkin
approach. The above minimization is done with possibly an addition of a penalty
parameter A to regularize the resultant solution in the parameter space. For this

case, we minimize the following functional with respect to o:

Gi(0) = G(o) + AllIvolll;-

The rest of the chapter is structured as follows: Section [5.1] deals with the repre-
sentation of a random variable as a linear combination of orthogonal polynomials
with random argument. In Section [5.2] we give the weak stochastic formulation
for partial differential equations with random inputs. Finally, Section [5.3] uses
stochastic Galerkin method to solve the local volatility equation by minimiza-
tion of the error functional in . In addition, we use the crude Monte Carlo

method to solve the inverse problem and plot the resultant local volatility.

5.1 Polynomial Chaos Expansion

Consider the sequences {Qy(w)},., of random variables defined on the sample
space ) of the probability space (Q, F, P). Let Py be the set of polynomials
with arguments ); having degrees less than or equal k. Also, let P, be the set of
polynomials in P, that are orthogonal to P,_;. P, is sometimes termed “Wiener

PC of order k£ when considering Gaussian variable”.

Since @ : Q@ — R, Py is a functional; a 2nd order (with finite variance) random

variable u can be represented as an infinite expansion

u(w) = UOpO + Z u“pl Qll + Z Z ui17i2p2<Qi1, le)
i1=1 i1=112=1

= Z Z Z uZl 12713 Qlu Q127 ng)

i1=11ip=1141=1
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of increasing interaction terms P;(Qi,, Qiy» Qiss - - - » Qi) Where wyy, Wiy iy, Uiy igiigs -

are real coefficients. More compactly, (5.3)) can be written as

u(Q) = i up Vi (Q1, Q2, .. .), (5.4)

k=0
with 1-to—1 correspondence with ((5.3)).

In practice, we truncate equations (5.3) and (5.4)) considering finite set of p
random variables with n interaction. For example, truncation of (/5.3|) at second

order interaction gives

R p R p i1 R
u(w) =uoPy+ Y uiy Pr(Qiy) + D Y iy iy Pa(Qiy, Qi) (5.5)

i1=1 i1=1149=1

Similarly, truncating (5.4)) to k terms yields

K
u(@) = wpVi(Q1, Qo ..., Qp), (5.6)
k=0

where K + 1 = (n + p) = (n + p). For clarity, lets consider some cases.
n p

Example 5.1. 1. In essence, for p = 2,n = 2 we have

2 2
u(w) = uo Py + Z ug, Py (Qs,) + Z Z Uiy iy Po(Qiy, Qiy) =
=1 i1=1ig=1
up Py + u1 P (Q1) + u2 P (Q2)ur 1 Po(Q1, Q1)

+ U2,1f)2(Q2, Q1) + U2,2p2(Q2, Q2).
2. For the case where n = 2,p = 3, we get

3 3 i1 .
u(w) = up Py + > uilﬁl(Qil) + 3D w i, Pa(Qi, Qi) =

i1=1 i1=114=1

oLy +ur Pr(Q1) + us P (Q2)us Pr(Qs) (5.8)
+ ul,ﬂf’z(Ql, Q1) + U2,1132(Q27 Q1) + U2,2p2(Q27 Q)2)
+ U3,1P2(Q3, Q1) + U3,2132(Q3, Q2) + U3,3p2(Q37 Qs).
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3. Forn=3,p=3,

3 3 i1
u(w) =uoPo+ > uy Pr(Qiy) + D > w5, Po(Qiy, Qi)
=1 i1=1ig=1
i o

3
+ Z Z Z ui1,i2,i3P3(Qi17Qi27Qi3) =

i1=11i2=113=1

oLy + ur P Q1) + ua Py (Qa) + usPr(Q3) + w1 Po(Q1, Q1)

+ 91 Po(Qa, Q1) + 122 Pa(Qa, Qa) + s 1 Pa(Qs, Qu) + uz 2 Pa(Qs, Qs)
+u33P(Q3,Q3) + u111P5(Q1, Q1, Q1) + 211 Ps(Q2, @1, Q1)

+ 2,21 P3(Q2, Q2, Q1) + 222 Po(Q2, Q2, Q2) + 111 Pa(@s, Q1, Q1)
+ 321 P3(Q3, Qa, Q1) + 322 Ps(Qs, Q, Q2) + 131 P3(Qs, Q3, Q1)

+ U3,3,2P3(Q3> Q3,Q2) + U3,3,3p3(Q37 Q3,Qs3).
(5.9)

Now, consider a random process u(t,z,w) that is a function of random vec-

tor [Q(w) = Q1(w),Qa(w), - ,Qn(w)] : & — R™ By construction, Q(w) €
I' € R? where I'; = Q;(w) and T' = [[?_; I'; in the image probability space
(I, B(I'), po(q)dq) where pg(q) is the joint density associated with Q).

For (t,z) € [0,T] x D, we separate spatial-temporal and random dependencies

to obtain

Wt 2, Q) =D u(t, ) VUi(Q), (5.10)

k=0
where uy(t, x) are deterministic coefficients and W (Q) are orthogonal polyno-

mials that form the basis for the random component of the solution.

5.1.1 Basis construction for a single random variable

For @, take ¥ (@) to be 1-D global polynomials that are orthogonal with respect
to the density pg(q) indexed so that ¥y = 1. It follows that E[Wo(Q)] = 1 and

E[W(Q)¥,(Q)) = [ w:(0)¥;(@)rq(0)da
r (5.11)

= <‘I’i(Q>>‘I’j(Q)>p = 0475,
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where (-,-) denotes Ly inner product on the domain I' with the weight po(q).
o Q

The normalization factor is given by

Now, we compute some statistics for the solution of v (¢, z, Q).

Proposition 5.1. 1. For fized t and x, the mean of u* is given by

E[u®(t, 2, Q)] lz ug(t, T \Ifk(Q)]

k=0

= wnlt, 2)E [W(Q)] + 3w, 2)E [94(Q) (5.12)

= uo(t, ),
where B[Uo(Q)] = 0 and E[¥,(Q)] =0 for k > 1.
2. Variance of the process can also be calculated as
Viu" (t,2,Q)] = E [(uK(t, ,0) — E[u¥(t, z, Q)])z}
B[« (.7, Q) — wolt, )]
=E |[(u"(t,7,Q))* — 2up(t, 2)u (t, 7, Q) + uo(t, v)’]
(

= up(t, (1})2 — QUO(t, [L‘)2 +E [(UK(t7 z, Q))ﬂ
= E [(@"(t.2,Q)] — uo(t,2)?
=k (Z th,x)‘l%(Q)) ] - uo(t,x)Q

| \k=0
2

=E -2 Zuo(taﬁ)‘l’o(Q)‘I’k(Q)] +E [Z “k(t’x)wk(Q)l

L k=1 k=1

=E (é uk(t, :c)\Ilk(Q)> 2]

2 Z ui(tvx)uj(tvx)qji<Q)\I/j(Q)

=E z_:uk(t,:c)2(\lfk(@))2] +E

= > w(t 2 E[(W(Q)] +2 3 wilt,2)us(t 2)E[V(Q)¥;(Q)]
= ug(t, ).
k=1

(5.13)
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Example 5.2 (Hermite polynomials for @ ~ N(0,1)). The pdf for a normally

distributed random variable is given by

palq) = \/127 exp <—q22>,

which is defined on I' = R. The general form of the Hermite polynomials is given

" Hx@w=vh”“ppf§>i;(“pcff>>' .

The first few Hermite polynomials are: Hy(Q) = 1, H1(Q) = Q, Ha(Q) =
Q° =1, Hy(Q) = Q° = 3Q, Hy(Q) = Q"' — 6Q° +3.

Hermite polynomials are orthogonal over the real line with respect to Gaussian

density. Normalization constant for this set of polynomials is given by

%= [ P (@)rola)dg =it (5.15)

We prove the result of (5.15) in the lemma that follows.

Lemma 5.2. For Hermite polynomials, the normalization constant is given by

%I/R‘I’Q(Q)PQ(Q)dq:“ (5.16)

Proof. We need to show that

2

Tn = \/127 /Rexp <—qz) H;(a)pq(g)dg = n!. (5.17)
As a property of Hermite polynomials [61],
Hpi1(q) — qHn(q) + nHn1(q) = 0; (5.18)
indexing with n — 1 yields
H,(q) — qHn-1(q) + (n — 1) Hn2(q) = 0. (5.19)
Multiplying by H,(q) gives
Hy(q) — ¢Hu-1(0) Ha(q) + (n — 1) Hy-2(q) Hu(q) = 0. (5.20)
Similarly, multiplying by H,-1(q) gives
Hyo1Hy—1(q) = ¢Hu(q) Hoo1(q) + nH;_1(q) = 0. (5.21)
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Then, subtracting (5.21)) from (5.20)) leads to

Hi(q) —nHZ (q) + (n = 1) Hy2(q) H(q) — Hur1(q)Hn-1(q) = 0.
(5.22) implies that

(5.22)

HX(q) —nH?_(q) = Hu1(¢)Huo1(q) — (n — 1).Hy—o(q) Hu(q). (5.23)

Taking the integral over the real line on both sides, we have that

(5.24)

where we used the fact that \/%7 Jr €xXp (—%)Hm(q)Hn(q) = 0 for m # n. Re-
peating this procedure n-times, we obtain

1 P\ o n(n—1)(n—2)---3.2.1 P\ .o
— L VH2(\dg = / —=— |H(q)d
\/%/Rexp< 2) n(Q) q \/ﬂ Rexp 2 0(q> q
n! q°

- —L )dg=n!

27T/Rexp< 2) qg=n
(5.25)

Hence, we conclude that
1_/ exp —f HZ(q)dg =n! (5.26)
= e 5 | Hn L. .

O

Generally ([5.14)) is referred to as “probabilistic” Hermite polynomials. The Her-

mite polynomials have density pg(q) = exp (—¢*). With this, we can convert

from one Hermite polynomial to another by proper scaling as shown below:

Blaa) = [ o)z eww (-

:/Rg(qj 2)\/12_7Texp (—1‘2)\/§d$ (527)




given that z = % and dxr = %dq. For w" denoting weight of Hermite polyno-
mials and z" denoting the nodes, we can approximate (5.27)) by

E[g(q)] ~ Zg(x’"\/?)j;-

Hence, the weights and nodes corresponding to ((5.14)) is @" = \“/’—;, q- = /ma".

(5.28)

Example 5.3 (Legendre polynomials for ¢ ~ U(—1,1)). The first five Legendre
polynomials are: Py(Q) = 1, P(Q) = Q, P(Q) = %QQ — %, P(Q) = gQ:s —
%Q, Pi(Q) = 38—5624 — %QQ + % These orthogonal polynomials are defined on the
interval I' = (—1, —1) with respect to the density po(q) = 3. With this property,
they serve as a suitable basis for uniformly distributed random variables on the

interval (—1,—1).

Example 5.4. Let u ~ N (i, 0?). Then, the random variable u can be expressed

as
u=pu+0oQ, (5.29)
where Q ~ N (0, 1). Using Hermite polynomials, u can be written in the form of
(5.6) as
UK = UoHo(Q) + U1H1(Q) + UQHQ(Q) + -

(5.30)
=up+wQ+ux(@Q*— 1)+ - .
Comparing ((5.29) and ((5.30)) gives ug = p, uy = o, u =0, k> 1.
Example 5.5. Let u ~ U(a,b). Then, u has mean y = “2, o2 = % The

exact solution is given by v = p 4+ v/30Q, @ ~ U(—1,1). Using Legendre
polynomials, we have that vy = i, u1 = /30, u, =0, k > 1.

Note that we have focused on Hermite polynomials here for the purpose of this
thesis. For more information on the classification of hypergeometric orthogonal

polynomials (the Askey scheme), we refer interested readers to [89].

5.1.2 Multiple Random Variables

Definition 5.1. A p-tuple k' = (ky, k2, -+ , k,) € Njj of non-negative integers is
called p-dimensional multi-index with magnitude |k'| = k; + ko + --- + k, and
ordering j/ < k' < j; < k;, fori =1,2,--- ,p.
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Consider a random vector Q) = [Q1, @2, - ,Q,] of mutually independent ran-
dom variables and let {W(Q;)}+_, denote univariate basis functions up to degree

K in the variables @);. Then,

Ui (Q) = Vi) (Q1) Vi, (Q2) -+ Wi, (Qp),

for 0 < |/'| < K.

The orthogonality condition is also satisfied by

E[W(Q)V;(Q)] = | Walq)Vi(q)pq(q)dq

r

= (W, Uy0), (5.31)

where I' = [T7_; I'x. Note that pg(q) is also the product of the densities of each

random variable where as v; = E[U}] = ~;, - - -7, is the product of univariate

normalizing constant. Finally, d; ;o = 0;, j, - - - 0;, j, denotes the Kronecker delta

iP 7jp

up to p variables.

For a random process u(t,z,Q) : [0,7] x D x I' = R we employ the expansion

uK(t,x,w) = i w (t, 2) Ve (Q), (5.32)
|k'|=0
n-+p

p
projection of u onto the space of the orthogonal polynomials, P.(Q).

with K +1 = ( ) Note that wy (t,z) represents the coefficients of the

Proposition 5.3. The orthogonality of the basis function can be used to obtain

et z) = ;E (ult, 7, Q)] (5.33)

Proof. Let the residual be r = u®(t,2,Q) — up(t, 2)¥(Q) when u”(t,z,Q)
is projected onto the space of orthogonal polynomials with basis ¥;. Then,

rLW,;(Q). Thus,

E[r(U:(Q)] = E | (u"(t,2,Q) — u(t, 2)¥x(Q)) ¥:(Q)| =0
E [u"(t,2,Q)WUr(Q)] = uk(t, 2)E [¥3(Q)] (5.34)
ui(t,7) = —E [ (1,2, Q)0 (Q)]

Tk
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As can be seen from ([5.33)), stochastic Galerkin method deals with the projection
of weighted residuals onto a finite dimensional subspace spanned by appropriate
basis functions, which provide the constraints required to solve for the deter-

ministic coefficients. Finally, to conclude this section, consider the polynomial

chaos expansion in (5.8)), we can group the basis functions as shown in Table .

Table 5.1: Single index, multiple index, and tensored polynomials for p = 3

k| |K'| | multi-index Polynomial

0] 0 (0,0,0) | Wo(Q1)¥o(Q2)¥o(Qs3)
L1 (1,0,0) Uy (Q1)Vo(Q2)Wo(Qs3)
2 (07 17 O) \IJO(Ql)\IJl(QQ)\IJO(Qi%)
3 (0,0,1) | Wo(Q1)Wo(Q2)V1(Q3)
41 2 (2,0,0) | W2(Q1)Po(Q2)Vo(Q3)
i) (17 17 0) \PI(Q1>\P1(Q2)\IJO(Q3)
6 (1,0,1) | U1 (Q1)¥o(Q2)V1(CQ3)
7 (0,2,0) | Wo(Q1)W2(Q2)¥o(Q3)
8 (0,1,1) | Wo(Q1)V1(Q2)¥1(Q3)
9 (0,0,2) o (Q1)Vo(Q2)¥2(Q3)

5.2 Weak Stochastic Formulation for Partial Differential Equation

In this section, we first set up the weak stochastic formulation for a general PDE

and subsequently apply the formulation to the local volatility equation.
Definition 5.2 (Weak formulation). Given the PDE

N(u,Q) = F(Q), zeD,
B(u,Q) = G(Q), = € 4D,

(5.35)

where N is potentially nonlinear differential operator, F(Q) is a source term, and
B(u, Q) and G(Q) are boundary operators. D C R,R?* or R?® and §D denotes
the boundary of D. We assume @ = [@1,...,Q,] are mutually independent
random variables with range I' = R? and joint density pg(q). The inner product

with respect to this density is given by (-, -) o while the space of the random

1

9(a)*raq; (qi)dqi) > . We consider solutions

variables Li(Fi) has norm ||g||2 = (fri
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in the space L*(0,T; Z) where Z = L2(I') = L3 (T1) ® L2 (I'y) ® -+ @ L2 (T,).
Let the quantity of interest be

y(@) = [ ulw.q)pqla)ds

for x € D. The weak formulation of the above PDE involves finding u € V' where
V' is a space of test functions that satisfy the boundary conditions of the PDE.
Then, we have that

/D N(u,Q)S(v)dz = /D F(Q)vdz (5.36)

for all v € V, where S(v) is a linear operator and N is a nonlinear operator

constructed using integration by parts.

Example 5.6. Consider the heat equation
d*u
a—7: = —f(z); 1<z <1,
dx? (@) (5.37)

u(—1) = u(1) =0, where Q = a.

Here, N'(u,Q) = a%; F(Q) = —f(x), B(u,Q) = u, G(Q) = 0, and domain
D = (—1,1). An appropriate space of test functions is V' = H}(D) and the weak

formulation is given by

(5.38)
a%%d:v—/Df(x)v(:p)d:p,

which must hold for all v € V. The second line is obtained using integration by

parts where N(u,Q) = a% and S(v) = 2.

Definition 5.3. For the differential equations with random inputs, we seek

solutions u(z, Q) € V ® Z which satisfies

/F/DN(U,Q)S(U( 1)2(q)po(q dxdq-// po(q)dxdg  (5.39)

for all test functions v € V, and z € Z.

Now, let us revisit the local volatility model in (5.1)). We seek solution

u(t,x,o) Zzu]k 7)V(o),

k=0 j=1
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where {¢;(x )} _,and { V(o )}sz1 are the basis for the spatial and random spaces
such that V/ = span{¢;} C V and Z* = span{¥,} C Z. The choices for ¢;
are splines, finite elements, or spectral functions. Hence, the domain and space

we seek approximate solutions are D x I' and V ® Z respectively.
Following the procedures in ((5.39)), we have that
/F/D uv(z)z(0)pg(o)drdg
1
= / / <02 t,2)v(2) T Uy — rv(x)xu%(a)) po(o)drdo (5.40)
= // ( (t, 2)r*upv, — rxumv(a:)z(a)) po(o)dzdo.

We can approximate the solution further by

M K J d
> Wilo™pqlo™u 303 T (0™) [ ¢yl
m=1 k=0j=1
M K J 1
= 30 Wi(0™)pa(o™w™ 3 Y Suati(o /¢ 2)dl(x)oaide  (5.41)
m=1 k= 0.7 1
M
Y W palo™ 3 S (0™ | w6i(@)in(a)de
m=1 k=0 j=1 D

5.3 Stochastic Gelarkin for Local Volatility Equation

In this section, we solve the Dupire local volatility equation by writing the option
price function of the local volatility equation as a polynomial chaos expansion.
Consider the Dupire equation mentioned in (5.1)). Using central difference for-

mula for the derivatives, we write the PDE as
1
U; — 502(@ 2)2*Dy(U) — raDy(U) = 0,

where Dy, Dy are the first and second derivative operators respectively. Further-
more, the 6-method for this problem can be explicitly written as
grtt —pyn 1
o+ (1=0) |-t Dy - le(U”)] +
1
6 {—20 22 Dy(U) — TIDl(U)] =0. (5.42)

Note that when # = 0, we have the explicit method and when 6 = 1, we have

the implicit method. For 8 = 1/2, we have the trapezoidal rule in general.
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The above formulation can be generalized into the stochastic Galerkin formu-
lation by writing the solution of ([5.42)) using the generalize polynomial chaos
expansion truncated at some integer K. Precisely, we seek solution for the ran-

dom parametrized PDE
1
Ut(t,x,w)—iaz(t,93,w)xQUm(t,a:,w)—erx(t,a:,w) =0, t >ty x>0, (543)

such that
Ut,z,w) = Z:ui(t, 2)V;(¢(w)), olt,z,w) Z_: (&(w)),

where {0, (£(w))}, are the basis for the random space spanned by W;; that is,
ZK = span {¥,;} C Z. Here, we choose £ = [£1,...,&n]" to be independent ran-
dom variables normally distributed with mean 0 and variance 1. The polynomial
chaos expansion of the random variables above has been truncated at K such

that for N random variables with P as the highest polynomial interaction we

N+ P
have K +1 = ( ; ) Hence, we can rewrite (5.43)) as
K 1 K 2 K K
> (u)e ¥y — —a? > st @) S (1)ex Vi —rz Y (wi), ¥ = 0. (5.44)
i=0 2 j=0 i=0 =0
Furthermore, let ¢ = (0y,...,01) be the parameters of the volatility surface

o(t,z,w). Using frequentist statistical approach as previously studied, let this
parameters be normally distribution with implied volatility o, as the mean
and X as the diagonal variance matrix constructed as explained in Section [3.2]

Then, we have that
So(t, ) = Oy and s;(t,z) = RE,

where R is obtained from the Cholesky decomposition of ¥ such that RRT = 3.

Therefore, we can write o as
0 = Oimp(t, z) + RE.

Moreover, the volatility surface o(t,z,w) used in solving the PDE is obtained

from the spline interpolation of the o = (o1,...,01). Next, we perform a

Galerkin projection on ([5.44)), which yields

(s (W, ) — ;x%(t, D) (e, ) = D) (01, 05 = 0 (5.45)

105



for k =0,1,..

., K. We then descretize the PCE coefficients using central differ-

ence in space and time. Let M be the number of grid points in space. Define

M x M matrices:

1 1

L(Q): . .
2A£L‘2 1

1

-1 0

are the second derivative and first derivative operators respectively. Further-

more, define (K + 1) x (K + 1) matrix P with the entries

P, = (U, ¥yg)

for i,k =0, ..., K. Also, define the (K + 1) x (K + 1) diagonal matrix E by:

(¥5)

(W)

Furthermore, define the M x M diagonal matrices P/ and P, by:

s5(21) Ty

S?(fEM)

where x = (z1,...,x)) are the points in the spatial grid.

Furthermore, define vectors with lengths (K + 1)M such that

u" = (u},...,up)’, where u} = (u}(z1),...,ul(zum))";
X = (Xy,...,Xg)", where X; = (zy,...,22)";

X? = (X3,...,X3)7, where X7 = (22,...,23,)";

o = (a,...,0%)", where o' = (o,...,05,)".
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Next, we define the M (K + 1) x M (K + 1) diagonal matrices P and P, by:

ol T

<.

o2, Ty

where x = (x1,..., ) are the points in the spatial grid. Note that matrices P
and P, contains the element wise entries of the vectors X, X?, and ¢”. Applying
central difference to the partial derivatives of the PCE coefficients in and
taking the tensor product yields

(E®L,)u’ — ;P (P @ L?)u" —rP, (Py @ LO) u" = 0. (5.46)

Thus, the #-method can be constructed from ([5.46) as

n+l _ n
E®1M[uu

A7 ] +(1-0) [—;P (P @L?) —rP, (Py ® L(l)ﬂ u”

+0 [—;P (P @ L?) —rP, (P @ LY) | u"! =0, (5.47)

where I, is M x M identity matrix. Using Newton’s method to solve (5.47)), we

have
1 1
1y L - T, o T,W)] gt
F(a™) = {AtE®IM+20P(sz®L )+ 0P, (P ®LY) | u
1 1
_ _ln_ L) (1 — S N
[AtE®IM 51 0P (P @ L) —r(1-0)P, (P4 O L )]u
— 0.

(5.48)

5.4 Numerical Results

We solve the system of linear equations in (5.48)) of size (K +1)M x (K +1)M at
each time step. Figure depicts the local volatility surfaces via the stochastic

Galerkin and Monte Carlo methods respectively.

The volatility surface via the stochatic Galerkin approach is obtained by mini-

mizing the error functional in ([5.2)) while solving (5.48) at each time step. To
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(a) Monte Carlo method with 10000 samples.

Local Volatility surface
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(b) Stochastic Galerkin method by minimization of the
error functional in ([5.2)).

Figure 5.1: Local volatility surfaces via Monte Carlo method and stochastic
Galerkin methods.
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reduce the computational complexity, we have taken the highest order of poly-
nomial interaction to be P = 3, and the number of random variables to be

N = 2, thus making K = — 1 = 9. In addition, we have used Hermite

3
polynomials as the orthogonal polynomials since we have worked with normal

random variables.

For the Monte Carlo method, we obtain the volatility estimates by solving (/5.48))
for 2600 and 10000 samples respectively and subsequently taking the expectation

of the volatility estimates produced by these samples.

The volatility surfaces from both methods can be used as first hand estimation
for the volatility surface. The surfaces also produce volatility values that are

within the non-arbitrage volatility spread.

The results of our analysis as depicted in Table [5.2] show that the Monte Carlo
method produces higher sums of squared errors (61791) for the 2600 samples
compared to the sums of squared errors (61769) computed for the 10000 samples.

Furthermore, the sums of squared errors of the crude Monte Carlo method with
10000 samples produces slightly higher sums of squared errors compared to the
stochastic Galerkin method (61764). Thus, the optimization procedure repro-

duces the market prices better than the crude Monte Carlo method.

In addition, the Monte Carlo procedure with 10000 samples takes significantly
more time (6.8534 x 10° seconds) to converge to the sums of squared errors above

compared to the stochastic Galerkin method which takes (3.9788 x 10° seconds).

We should also note that the large sums of errors obtained for this procedure
is due to the choice of N and P. To obtain more accurate result, a convergence

analysis should be performed for higher values of N and P.

Now, comparing the results of all the numerical methods, the normally dis-
tributed additive error model has the lowest sums of squared errors as shown
in Table 5.2} Furthermore, the results of the Bayesian method demonstrate the
lowest sums of squared errors among all the numerical methods with the excep-

tion of normally distributed multiplicative error model, where the frequentist
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approach performs better.

Table 5.2: Sums of squared errors for all the statistical models and numerical
methods used.

Numerical method ‘ Sums of squared errors
Frequentist approach 1701.7
Bayesian (additive normal) 1585.2
Bayesian (additive student-t) 1642.3
Bayesian (multiplicative normal) 2242.9
Bayesian (multiplicative student-t) 1633.7
Stochastic Galerkin 61764
Monte Carlo (2600 samples) 61791
Monte Carlo (10000 samples) 61769
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CHAPTER 6

CONCLUSION AND OUTLOOK

In this chapter, we briefly summarize the main results from the previous four
chapters. Then, we give some interpretations to these results and finally recom-
mend some areas for further research. In this thesis, we have studied mainly on
the calibration of a non-parametric financial model (local volatility) using ad-
vanced numerical methods. These methods include frequentist, Bayesian, and
stochastic Galerkin. In each of these methods, we have constructed the local
volatility surfaces at ¢ = 0 that can be used to price options without violating

the non-arbitrage principle.

We have made four main contributions to the existing literature on local volatil-

ity modeling.

First, we have used the frequentist approach of parameter estimation in con-
structing a local volatility surface via the sampling distribution of the volatility

parameter.

Second, we have shown analytically the consistency of Bayes’ estimators for an
unknown finite-dimensional (scalar and non-scalar) local volatility parameter

under additive and multiplicative normally distributed error models.

Third, we have derived analytically the posterior distributions for the local
volatility parameters under the four statistical error models studied. Here, we
have also illustrated the convergence of the MCMC estimates using two statis-

tical tests namely, PSRF and autocorrelation.
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Finally, we have introduced the use of spectral method to solve the calibration
problem. Here, we have estimated the local volatility parameter by minimiz-
ing an error functional where the model prices are estimated using stochastic

Galerkin approach.

The results from our analysis show that the volatility surfaces via all the three
parameter estimation methods we have studied produce surfaces that exhibit
the smile effect. Also, the volatility values of all the surfaces are well within the

range of values [0.1,0.5] that would produce non-arbitrage prices in the market.

In addition, our analysis show that the normally distributed additive error model
produces volatility surface with the least sums of squared errors (SS) among all
the statistical models. However, the normally distributed multiplicative error
model produces volatility estimates with the fastest convergence of the MCMC

chains among all the statistical error models.

Furthermore, in comparing the sums of squared errors between the frequentist
and Bayesian methods, the normally distributed additive error model produces
volatility estimates with the lowest SS. However, the frequentist approach pro-
duces SS (1701.7) that is lower than the normally distributed multiplicative error
model (2242.9) but higher than the other statistical models considered. Thus,
the frequentist approach fits the market prices better than the Bayesian method

for this case.

The Stochastic Galerkin method has the highest sums of squared errors among
all the numerical methods considered. This is expected due to the order of poly-
nomial interaction (P = 3) considered. However, in comparison to the Monte

Carlo method with 10000 samples used to solve (5.47), we find the stochastic

Galerkin to have comparable SS.

An important aspect of this thesis that needs further research is understanding
the performance of each of the numerical methods studied. As future work, one
can measure the risk of each constructed volatility surface in pricing and hedging
path-dependent options. So, instead of using path-independent European calls

to calibrate a local volatility model, one would use path-dependent call options.
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This can further increase the accuracy of the calibrated parameter due to the

improvement in the Bayesian posterior.

Finally, it will also be interesting to analyze the calibration of local volatility

function for two or more assets where the assets might be correlated.

113



114



1]

[10]

[11]

[12]

REFERENCES

Y. Achdou and O. Pironneau, Volatility smile by multilevel least square,
International Journal of Theoretical and Applied Finance, 5(06), pp. 619—
643, 2002.

L. Andersen and J. Andreasen, Jump-diffusion processes: Volatility smile
fitting and numerical methods for option pricing, Review of Derivatives
Research, 4(3), pp. 231-262, 2000.

J. Andreasen and B. N. Huge, Volatility interpolation, Risk, pp. 86-89,
2010.

A. Animoku, Frequentist and Bayesian methods of estimating parameters
in a non-performing loan model, WSEAS Transactions on Business and
Economics, 15(19), pp. 187-196, 2018.

A. Animoku, O. Ugur, and Y. Yolcu-Okur, Modeling and implementation
of local volatility surfaces in Bayesian framework, Computational Manage-
ment Science, 15(2), pp. 239-258, 2018.

R. C. Aster, B. Borchers, and C. H. Thurber, Parameter estimation and
inverse problems, volume 90, Academic Press, 2011.

H. T. Banks, M. Davidian, J. R. Samuels, and K. L. Sutton, An inverse
problem statistical methodology summary, in Mathematical and statistical
estimation approaches in epidemiology, pp. 249-302, Springer, 2009.

H. T. Banks and H. T. Tran, Mathematical and experimental modeling of
physical and biological processes, CRC Press, 2009.

A. Barron, M. J. Schervish, L. Wasserman, et al., The consistency of pos-
terior distributions in nonparametric problems, The Annals of Statistics,
27(2), pp. 536-561, 1999.

H. Berestycki, J. Busca, and 1. Florent, Asymptotics and calibration of local
volatility models, Quantitative Finance, 2(1), pp. 61-69, 2002.

J. O. Berger, Statistical decision theory and Bayesian analysis, Springer
Science & Business Media, 2013.

R. Bhar, C. Chiarella, H. Hung, and W. J. Runggaldier, The volatility of
the instantaneous spot interest rate implied by arbitrage pricing—a dynamic
Bayesian approach, Automatica, 42(8), pp. 1381-1393, 2006.

115



[13]

[14]

[21]

[22]

23]

P. J. Bickel and J. A. Yahav, Some contributions to the asymptotic theory
of Bayes solutions, Zeitschrift fiir Wahrscheinlichkeitstheorie und verwandte
Gebiete, 11(4), pp. 257-276, 1969.

F. Black and M. Scholes, The pricing of options and corporate liabilities,
Journal of political economy, 81(3), pp. 637654, 1973.

S. Brooks and G. Roberts, Convergence assessment techniques for Markov
chain monte carlo, Statistics and Computing, 8(4), pp. 319-335, 1998.

D. Calvetti and E. Somersalo, Introduction to Bayesian Scientific Comput-
ing: Ten Lectures on Subjective Computing, Springer, New york, 2007.

M. Cerrato, The mathematics of derivatives with applications in MATLAB,
John Wiley and Sons, Ltd, 2008.

M. Chance, An introduction to derivatives and risk management, Thomson
South-Western, 2008.

C. Chiarella, M. Craddock, and N. El-Hassan, The calibration of stock
option pricing models using inverse problem methodology, QFRQ Research
Papers, UTS Sydney, 2000.

T. F. Coleman, Y. Li, and A. Verma, Reconstructing the unknown local
volatility function, Journal of Computational Finance, pp. 77-102, 1999.

P. Constantine, A primer on stochastic Galerkin methods, Lecture Notes,
2007.

R. Cont, Model uncertainty and its impact on the pricing of derivative
instruments, Mathematical finance, 16(3), pp. 519-547, 2006.

S. Crépey, Calibration of the local volatility in a generalized Black—Scholes
model using Tikhonov regularization, SIAM Journal on Mathematical Anal-
ysis, 34(5), pp. 1183-1206, 2003.

S. Crepey, Calibration of the local volatility in a trinomial tree using
Tikhonov regularization, SIAM Journal on Mathematical Analysis, 34(5),
pp. 1183-1206, 2003.

T. Darsinos and S. Satchell, Bayesian analysis of the Black-Scholes option
price, in Forecasting expected returns in the financial markets, pp. 117-150,
Elsevier, 2007.

T. Darsinos and S. Satchell, Bayesian forecasting of options prices: A nat-
ural framework for pooling historical and implied volatility information, in
Forecasting expected returns in the financial markets, pp. 151-175, Elsevier,

2007.

116



[27]

[28]

[29]

[30]

[31]

[32]

[33]

[34]

[35]

[36]

[37]

[38]

[39]

[40]

[41]

[42]

A. De Cezaro, O. Scherzer, and J. P. Zubelli, Convex regularization of
local volatility models from option prices: convergence analysis and rates,
Nonlinear Analysis, 75(4), pp. 2398-2415, 2012.

E. Derman and I. Kani, Riding on a smile, RISK magazine, 7(2), pp. 32-39,
1994.

E. Derman and I. Kani, Stochastic implied trees: Arbitrage pricing with
stochastic term and strike structure of volatility, International Journal of
Theoretical and Applied Finance, 1, pp. 61-110, 1998.

P. Diaconis and D. Freedman, On the consistency of Bayes estimates, The
Annals of Statistics, pp. 1-26, 1986.

J. L. Doob, Application of the theory of martingales, The calculation of
probabilities and its applications, pp. 23-27, 1949.

B. Dumas, J. Fleming, and R. Whaley, Implied volatility functions: empir-
ical tests, Journal of Finance, 53(6), pp. 2059-2106, 1998.

B. Dupire, Pricing with a smile, RISK magazine, 7(1), pp. 18-20, 1994.

H. Egger and H. W. Engl, Tikhonov regularization applied to the inverse
problem of option pricing: convergence analysis and rates, Inverse Prob-
lems, 21(3), p. 1027, 2005.

H. Egger, T. Hein, and B. Hofmann, On decoupling of volatility smile and
term structure in inverse option pricing, Inverse Problems, 22(4), pp. 1247—
1259, 2006.

H. W. Engl, M. Hanke, and A. Neubauer, Regularization of inverse prob-
lems, volume 375, Springer Science & Business Media, 1996.

M. R. Fengler, Arbitrage-free smoothing of the implied volatility surface,
Quantitative Finance, 9(4), pp. 417428, 2009.

B. Fitzpatrick, Bayesian analysis in inverse problems, Inverse problems,
7(5), pp. 675-702, 1991.

J. Gatheral, The volatility surface: A practitional’s guide, John Wiley and
Sons, Ltd, 2006.

A. Gelman, J. B. Carlin, H. S. Stern, D. B. Dunson, A. Vehtari, and D. B.
Rubin, Bayesian data analysis, volume 2, CRC press Boca Raton, FL, 2014.

A. Gelman and D. B. Rubin, Inference from iterative simulation using mul-
tiple sequences, Statistical science, pp. 457-472, 1992.

S. Ghosal, A review of consistency and convergence rates of posterior dis-
tribution, Proceeding Varanasi Symposium on Bayesian Inference, 1998.

117



[43]

[44]

[45]

[46]

[51]

[52]

[53]

[54]

S. Ghosal, A. Van Der Vaart, et al., Convergence rates of posterior distribu-
tions for non—iid observations, The Annals of Statistics, 35(1), pp. 192-223,
2007.

M. A. Golberg and H. A. Cho, Introduction to regression analysis, Wit
Press, 2004.

A. Gupta and C. Reisinger, Robust calibration of financial models using
Bayesian estimators, Journal of Computational Finance, 17(4), pp. 3-36,
2014.

A. Gupta, C. Reisinger, and A. Whitley, Model uncertainty and its im-
pact on derivative pricing, Rethinking risk measurement and reporting,
122, 2010.

P. Hagan, D. Kumar, A. Lesniewski, and D. Woodward, Managing smile
risk, Wilmott Magazine, pp. 84-108, 2002.

M. Hanke and E. Rosler, Computation of local volatilities from regular-
ized Dupire equations, International Journal of Theoretical and Applied
Finance, 8(2), pp. 207222, 2005.

M. Hanke and O. Scherzer, Inverse problem light: Numerical differentiation,
American Mathematics Monthly, 108(6), pp. 512-521, 2001.

S. Heston, A closed-form solution for options with stochastic volatility with
applications to bond and currency options, Review of Financial Studies,
6(2), pp. 327-343, 1993.

N. Hilber, O. Reichmann, C. Schwab, and C. Winter, Computational meth-
ods for quantitative finance: Finite element methods for derivative pricing,
Springer Science & Business Media, 2013.

B. Hilberink and L. C. Rogers, Optimal capital structure and endogenous
default, Finance and Stochastics, 6(2), pp. 237-263, 2002.

J. Hull and A. White, The pricing of options on assets with stochastic
volatilities, Journal of Finance, 42(2), pp. 281-300, 1987.

J. C. Hull and S. Basu, Options, futures, and other derivatives, Pearson
Education India, 2016.

N. Jackson, E. Suli, and S. Howison, Computation of deterministic volatility
surfaces, Journal of Computational Finance, 2(2), pp. 5-32, 1999.

E. Jacquier and R. Jarrow, Bayesian analysis of contingent claim model
error, Journal of Econometrics, 94(1-2), pp. 145-180, 2000.

118



[57]

[58]

[59]

[60]

[61]

[62]

[63]

E. Jacquier, N. G. Polson, and P. E. Rossi, Bayesian analysis of stochastic
volatility models, Journal of Business & Economic Statistics, 20(1), pp.
69-87, 2002.

A. Jobert, A. Platania, and L. Rogers, A Bayesian solution to the equity
premium puzzle, Statistical Laboratory, University of Cambridge, 2006.

J. Kaipio and E. Somersalo, Statistical and computational inverse problems,
volume 160, Springer Science & Business Media, 2006.

R. E. Kass, Nonlinear regression analysis and its applications, Journal of
the American Statistical Association, 85(410), pp. 594-596, 1990.

R. Koekoek and R. F. Swarttouw, The askey-scheme of hypergeometric
orthogonal polynomials and its g-analogue, arXiv preprint math/9602214,
1996.

V. G. Kulkarni, Modeling and analysis of stochastic systems, CRC Press,
2016.

R. Lagnado and S. Osher, A technique for calibrating derivative security
pricing models: numerical solution for an inverse problem, Journal of Com-
putational Finance, 1(1), pp. 13-25., 1997.

D. Lamberton and B. Lapeyre, Introduction to Stochastic Calculus Applied
to Finance, Chapman and Hall/CRC: Financial Mathematics Series, 2008.

O. Le Maitre and O. M. Knio, Spectral methods for uncertainty quantifica-
tion: with applications to computational fluid dynamics, Springer Science
& Business Media, 2010.

L. LeCam, On some asymptotic properties of maximum likelihood estimates
and related Bayes estimates, University of California Publishing Statistics,
1, pp. 277-330, 1953.

A. A. Markov, Extension of the law of large numbers to dependent quan-
tities (in russian), Izv. Fiz.-Matem. Obsch. Kazan Univ. (2nd Ser), 15(2),
pp. 135-156, 1906.

W. Mendenhall, R. J. Beaver, and B. M. Beaver, Introduction to probability
and statistics, Cengage Learning, 2012.

R. Merton, Option pricing when underlying stock returns are discontinuous,
Journal of Financial Economics, 3(1-2), pp. 125-144, 1976.

S. Mikhailov and U. Nogel, Heston’s stochastic volatility model: Implemen-
tation, calibration and some extensions, John Wiley and Sons, 2004.

119



[71] M. Monoyios, Optimal hedging and parameter uncertainty, IMA Journal of
Management Mathematics, 18(4), pp. 331-351, 2007.

[72] N. Moura and N. Silva, An Introduction to Inverse Problems with Applica-
tions, Berlin, Heidelberg : Springer Berlin Heidelberg : Imprint: Springer,
2013.

[73] M. Musiela and M. Rutkowski, Martingale methods in financial modelling,
(2005).

[74] F. D. M. Neto and A. J. da Silva Neto, An introduction to inverse problems
with applications, Springer Science & Business Media, 2012.

[75] C. S. Ralph, Uncertainty Quantification: Theory, Implementation and Ap-
plications, Society for Industrial and Applied Mathematics, 2010.

[76] C. S. Ralph, Uncertainty Quantification: Theory, Implementation and Ap-
plications, STAM, 2010.

[77] R. Rebonato, Volatility and correlation: the perfect hedger and the fox, John
Wiley & Sons, 2005.

(78] S. M. Ross, Introduction to probability models, Academic press, 2014.

[79] L. Schwartz, On Bayes procedures, Zeitschrift fiir Wahrscheinlichkeitstheo-
rie und verwandte Gebiete, 4(1), pp. 10-26, 1965.

[80] X. Shen and L. Wasserman, Rates of convergence of posterior distributions,
Annals of Statistics, pp. 687-714, 2001.

[81] S. E. Shreve, Stochastic calculus for finance II: Continuous-time models,
volume 11, Springer Science & Business Media, 2004.

[82] D. Sivia and J. Skilling, Data analysis: a Bayesian tutorial, OUP Oxford,
2006.

[83] H. Strasser, Consistency of maximum likelihood and Bayes estimates, The
Annals of Statistics, pp. 1107-1113, 1981.

[84] A. Tikhonov, Regularization of incorrectly posed problems, Soviet Mathe-
matics, 4, pp. 1624 1627, 1963.

[85] A. Tikhonov and V. Y. Arsenin, Methods for solving ill-posed problems,
John Wiley and Sons, Inc, 1977.

[86] L. Wasserman, Asymptotic properties of nonparametric Bayesian proce-

dures, Practical nonparametric and semiparametric Bayesian statistics, pp.
293-304, 1998.

120



[87]

[38]

[39]

[90]

D. Xiu, Numerical methods for stochastic computations: A spectral method
approach, Princeton university press, 2010.

D. Xiu and G. E. Karniadakis, The wiener-askey polynomial chaos for
stochastic differential equations, SIAM Journal on Scientific Computing,
24(2), pp. 619-644, 2002.

D. Xiu and G. E. Karniadakis, The wiener-askey polynomial chaos for
stochastic differential equations, SIAM Journal on Scientific Computing,
24(2), pp. 619-644, 2002.

C. Zhou, A jump-diffusion approach to modeling credit risk and valuing
defaultable securities, Working Paper (Federal Reserve:Washington), 1997.

121



122



APPENDIX A

PROOFS AND DEFINITIONS

A.1 Proof of Equation (4.23)

For z,v € R, the following relation holds:

vmin(1, z/v) = min(z,v) = zmin(1,v/z). (A.1)

Proof. WLOG let z < v. This implies that z/v < 1. and v/z > 1 Hence,

vmin(l, x/v) = v(z/v) = x;
min(z,v) = x; (A.2)

rmin(l,v/z) =x1=2x

Hence, we conclude that (A.1)) is true. O

A.2 Volatility Parameter

First, we restrict o to a finite dimensional space grid points K,;, = K1 < Ky <
< Ky, <0< Ky = Ky inospatial direction and Ty =T < Th < ... <
T, < -+ < Ty = Thax in the temporal direction. We may then represent the

volatility parameter by

0= (10g01710g027 R 710gUM+N) )

following the ordering convention ¢p,ym-1) = 0(km+1,t,) on the mesh. To

determine a complete surface over a specified region Q, we use thin plate cubic
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spline to interpolate the discrete volatility values. With this discretization and

the prior in (4.36]) we have

|log(orv) — log(oimp)Hi = (logory — log O'imp)T C(logory —10g Gimp)

where C' is the inverse covariance matrix induced by the norm.

Second, to calculate the likelihood function in for each parameter o, prices
of all the European option values across different strikes and maturities on the
given region must be obtained. These prices can be calculated by solving the
Dupire’s formula (2.13) with appropriate boundary conditions. For the nu-
merical solution of the Dupire’s formula we choose the explicit finite difference

schemes for its simplicity.

A.3 Discretization of Dupire Local Volatility Equation

In order to solve the Dupire equation on the given parameter space described in
Section [A.2] we use the Finite Difference Method (FDM). Here, we have used
the forward difference for the first partial derivatives (% and %) and
central difference for second partial derivative (%K ZM). Applying FDM

IK2
to the Dupire equation in ([2.13]) gives

1 1 1
AT, (C(Tia, Kij) — O(T3, Kij)) = §Uz-2,jKi2,jAK2 [C(T}, K j—1) — 2C(T;, Ky 5)]
1
+ §Uin§jAK20(7}>Ki,j+1)
1
= 1K1 (OO0 Kijn) = O, Kiyg)]

(A.3)
A.4 Induced Inverse Covariance Matrix

Recall that in Chapter [2 Section 4.4 we have defined a functional |ju||? . given
by

lally = (1= &) [lully + & [[V7ull]3.
Here, V = <a%, a%) is the gradient operator with |Vu| = (%{)2 + (%)2 and

|||, is the standard Ly-norm of the square integrable functions; x € (0,1) is a
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pre-specified constant.

Let v : R?> — R be twice differentiable in terms of K and 7. Furthermore,
let the estimates of u be @ at the discretized parameter space corresponding
to L = M x N nodes. Then, we can approximate the first norm |u||3 by the
quadrature rule,

T

lul?, = @"a = a" I,

where [ is the L x L identity matrix. For the second norm, consider the integral

IVulll; = deT

over the rectangle [K7, K3) X [Tl, TQ). Using the notation below
ujg = u(Km, T),
AK = Kpy1 — K,
A =T =T,

this integral can be approximated by

2
1 [|lus1—u
2 2,1 1,1 K AT
= - | |—/— X AT A
1 (lu U 2 U
1,2 — U1 22— KAT
+ - | |4 X AT AT
2 ( AlT

If we represent the parameter space by [Kpin, Kmaz] X [Tmins Tmaz) With M spa-
tial points K,,;p, = K1, < ... < K,, < ... Ky = K4z, and N temporal points
Toin = T1,< ... < T, < ...Tn = Tpa chosen in Section [A.2] then the ap-
proximation to the integral over the whole region is a quadratic function with
elements of o given as

I[Vull2 = 2" Qa,
where () is a positive semi-definite matrix. Thus, the inverse covariance matrix

can be represented by

C'=kI+Q.

A.5 Expansion of [¢,(a,, V) — ¢n(6n, V)].

In Section [4.2] we have proven the consistency of Bayes’ estimators for additive

and multiplicative error models. As part of the proof, we have bounded the
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distribution function of o, (V). Here, we give more detailed solution on how to
bound the quantity [¢,(an, V) — ¢n(B,, V)] used as part of that proof for both

statistical error models.

In Section [4.2.2] we have derived that

¢n(an’ V) - ¢n(ﬁna V) =2 IOg(WO(O‘n)) +2 IOg(WO(ﬂn))
Ly (zt ~ filaw) - ft(0*>> ) (Zt _ (Ba) - ft<o*>>

teYy
Furthermore, we can simplify the expression in the summation term as

> (Zt flon) = 1 *>>2_(Zt_ftwn)—fxa*))?]

<ft ) (ﬁ(an) fi(o") )]
) -

. (A4)

72 —27,

f(8 ) (ft(ﬂn) - ft(a*)>2]
(ft ~ filo® ))2 - (ft(ﬁn) - ﬂ(a*)ﬂ |

_QZZt<ft<ﬁn fila ) >

teTy, teYTy,
(A.5)
For each t € T,,, we can further simply the last term in to give
(ft(oén) - ft(U*)>2 B (ft(ﬁn) - ft(U*)>2
_ filan)? + fi(0*)? = 2fi(0*) fi(an) o fi(Bn)® + fi(0*)? = 2fi(0*) fi(Bn)
_ ft(an)z - ft(ﬁn)2 —2fi(0") felan) +2fi(0") fe(Bn)
> filon)? = fu(Bn)? — th(:;)ft(a*) + 2fi(0”) fi(0") (since fi(c*) > filam) > fi(Bn))
> filan)? ~ fi(Bn)?
_ (felom) — ft(ﬁn)) (f (o) + fi(Bn))
> (filaw) — ft(ﬂn)) (filan) = fi(Bn))
> (ﬂ(an) - ftwn))z _ (ﬂ(ﬂn) - ft(@n)>2_
(A.6)
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Substituting the result of (A.6) into (A.5) gives the expression for X, in (4.11]).

In similar fashion, we have also shown in Section that

¢n(anv V) - ¢n(ﬁna V) = —2108;(”0(0471)) + QIOg(WO(ﬁn))—{_

D R )

We can further simplify the terms in the summation above as follows:

. (AT)

2

teYy,

-

teYy

€ fi(am) €cfi(Bn)

7 27, (ft(if}tfaﬁ(a*)) i (ft(if}tfaffg*)) ]

-% [ (i) (ft(ii}iﬁgw)f]

=2 Zt (ft(ﬁ"> — fulo™) B filan) — ft(0*>> (A.8)

(Zt _ fulow) — ft<a*>>2 _ (Zt _JilBa) - ft<a*>>2]

ft(Bn) fi(am)

g () (e
-2 3 [f ( ’ (ft<1ﬂn> } ftén))]

Py (ft ) — filo *))2 - (ftwn) - ft<a*>>2
teTn et fi(om) €tf+(Bn)
For each ¢t € T,,, we can further simply the last term in (A.8]) to give

(ft(ozn) - ft<a*>>2 _ <ft</3n> - ft<a*>>2
et fi(am) e fi(Bn)
_ filan)? + fi(0*)? = 2fi(0*) fi(an) o fi(Bn)? + fi(a*)? = 2fi(0*) fi(Bn)
et fi(an)? et f+(Bn)?
_ felBn)* f1(0%)? — filaw)? fe(07)? = 2fu(07) felan) fo(Bn)® + 2fi(0") fi(Bn) firlcm)®

ETACAETATNE
BB ) — o2 hlo™)?
& filon) fi(B,)? (sincefulan) > fi(5n)

- ft(f%*)g (ft<;n>2 - ﬁ(ian)?) '

>

(A.9)
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Substituting the (A.9) into (A.8)) gives the desired inequality in (4.18]).

A.6 Types of Convergence

When working with stochastic problems, it is often necessary to define sequences
of random variables X, to approximate the exact solution X. When strong
convergence can not be established for a random variable, it is often useful to
use other forms of convergences like convergence in distribution or probability.
Here, we give the definitions of the various form of convergences that exist in

the literature.

Definition A.1 (Convergence in distribution). The sequences { X, } converges
in distribution to a random variable X, denoted as X, X if for all bounded

and continuous functions f,

E[f(Xn)] = E[f(X)]

for n — oo.

The convergence in distribution holds if and only if there is convergence in the

distribution function, Fx, for all continuous points x € I, i.e.,
X, 5 X +— Fy, (2) = Fx(2)
for n — oo.

If F'x is continuous, then we have uniform convergence given by
sup, | Fx,, () — Fx(x)] = 0
as n — 00.

Furthermore, let Mx, (t) and Mx(t) be the moment generating functions of the
sequence { X, } and random variable X, respectively. Then, the following results

hold:
If lim My, (t) = Mx(t) ¥t = X, % X.
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Definition A.2 (Almost surely convergence). A sequence {X,} converges a.s
to X with probability 1, that is, X,, 5 X, if te set w with X, (w) =3 X(w) as
n — oo with probability 1. In other words, we have almost surely convergence
if

PX,—>X)=Pw: X,(v) > X(w)) =1.
Definition A.3 (Convergence in probability). A sequence {X,} converges in

probability to X, X, 5 X, ifVe >0
P(|X,—X|>0)—0,

as n — oQ.
Note that convergence in probability implies convergence in distribution. The
converse is true if X = x for constant x. Also, almost surely convergence im-

plies convergence in probability. However, the converse is true for a suitable

subsequence {X,, }, satisfying X, A x —= X, =X

Definition A.4 (L? convergence). Let p > 0. {X,,} converges in L” or in the
pth mean to X, X, 5 X, if E[|X,|? + | X|*] < oo Vn, and

E[|X, - X[’] =0
as n — oo.
Using the markov inequality, P (|X, — X| > 0) < LE[|X,, — X|?] for p,e > 0,

we have that

X, 2x—x, 82X

The converse is not true in general.
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APPENDIX B

DATASET

In this appendix, we give the dataset used in constructing the local volatility
surfaces in the previous chapters. This data is given in Figure [Bl The data
consists of Bid/Ask implied Black-Scholes volatilities in S&P500, April 1999
taken from [2]. Strikes (K) are in percentage of initial spot and maturities (77)
are measured in years. The second column reports approximate option price
bid and ask spreads from mid in basis points (1/100 percent) of the spot index
value. Volatilities are expressed in percent. Blank cells mean that there are
no observations for that particular maturity and strike. The interest rate and

dividend yield are 5.59% and 1.14%, respectively.

Table B.1: Numerical examples constant for calibration process in Chapter

Constant ‘ Description ‘ Value ‘
So time 0 asset price 100
r interest rate 5.59%
d dividend yield 1.14%
n # of calibrating options 163
5 calibration tolerance level (b.p) 3
P # of calibrated parameters 89
K Sobolev norm (LV model) 0.1
m # of iterations of each MCMC chain | 10000
b length of burn-in 500
dt time step size 0.01
dK space step size )

131



Strike (K)

Bid
T [Offer 50 T0 80 &5 90 95 100 105 1o 115 120 130 140 150 160 170 180 200
0.08 5 B 28.05 25.29 2217 1895 1550
Ask 303 2644 2303 20010 1957
025 6 Bid 3057 2830 25095 2355 2128 1923 1757 1564
Ask 3175 906 2661 24013 2188 23.03 19.03 1928
050 7 Bid 2070 2798 2596 2422 2256 2098 19465 1B5R 16322
Ask 3050 2844 2652 2474 2306 2152 2032 1952 194
0.75 9 Bid 3096 2036 27.74 2615 2461 23221 2201 21.02 2014 1850 1640
Ask 3182 30008 2836 2660 2501 2370 2251 2156 2078 1963 1922
1.00 10 Bid 3060 2028 2792 26353 25102 2373 2243 2127 20019 1827 1648 1267
Ask 3140 2096 2852 27.07 25462 2421 2291 2177 2075 19.2 1819 1830
1.50 Il Bid 30,01 2893 27.81 2667 2553 2438 2330 2237 2150 1999 1868 1746 1609 1074
Ask 30.69 2053 2835 27.17 2599 2482 2374 2281 2196 2053 1941 1864 1829 846
200 12 Bid 2987 2890 2792 2694 2597 2501 2408 2324 2253 2125 2001 19.09 1816 1725 16.09
Ask 3051 2946 2844 2742 2641 2543 2448 21364 2203 2169 2063 1976 1912 IBT2 1859
300 15 Bid 3164 3004 2024 2844 2764 2684 2606 2529 2456 23093 1204 2204 2124 2055 1997 1945 1852
Ask 3238 3064 2078 2804 2R.10 2728 2648 2569 2494 2430 2332 2244 2168 2105 2057 20018 1973
4.00 17 Bid 3424 3169 3033 2065 2898 2831 2764 2699 2634 2561 2497 2419 2348 2285 2228 2176 2131 2056
Ask 3556 3241 3091 30,19 2048 2877 2808 2741 2674 2599 2535 2455 2384 2323 2268 2220 21.79 2118
500 20 Bid 3369 3160 3050 2993 2038 2883 2820 2775 2721 2646 2604 2524 2455 2398 2347 2299 2255 2182
Ask 34094 3231 31.08 3047 2088 2931 2873 2817 2761 27.06 2652 2560 2491 2434 2383 2337 2295 2228
700 42 Bid 3229 3097 3020 2081 2942 20.04 2866 2820 2702 2754 2707 2645 2577 2531 2496 2462 2432 2380
Ask 3432 3219 3122 3077 3032 2988 2046 2905 2864 2824 2785 27.09 2639 2591 2534 2520 2490 2440
100 75 Bid 3107 3050 30,09 2936 2963 2938 29.15 2891 2868 2844 2820 2793 2725 2678 2631 2598 25.77 2539
Ask 33091 3229 3161 3128 3095 3064 3033 3005 2976 2048 2020 2867 2815 2764 2713 2678 2655 26135
Strike (K), % of Spot
T 50 70 80 8 9 95 100 105 110 115 120 130 140 150 160 170 180 200
008 1969 1944 18329 20172 2173 2211 20072 1905 1820 1761 1765 1575 1576 1484 1431 1459 1576 2027
025 1937 19.04 1841 2076 2150 2154 2055 1908 1829 1769 1748 1603 1573 1504 1460 1482 1583 1966
050 1889 1844 1822 1975 2083 2089 20019 1908 [836 1777 1738 1624 1577 1526 1491 1507 1587 1889
075 1841 1786 17.83 1899 2008 2029 1979 1903 1833 1779 1734 1632 1582 1541 1514 1524 1588 1817
100 179 1730 1739 1836 1940 1973 1939 1880 1822 1773 1724 1633 1586 1551 1528 1534 1584 1778
150 1713 1621 1657 17.28 1818 1868 1858 1822 1783 1750 17.11 1634 1590 1565 1549 1549 15797 17.4
200 1650 1520 1593 1652 1726 1779 1790 1771 1744 1720 1695 1634 1594 1574 1543 1560 1574 1655
300 1591 1356 1526 1583 1631 1667 1687 1691 1682 1669 1657 1631 1606 1592 1585 1583 1585 1607
400 1584 1441 1551 1598 1626 1640 1647 1648 1643 1636 1629 1617 1609 1610 1606 1605 1606 1609
500 1598 1554 1621 1637 1649 1653 1654 1630 1640 1628 1618 1607 1604 1610 1617 1621 1625 1626
700 1684 1690 1702 1706 1707 1705 1698 1689 1678 1665 1632 1628 1614 1610 1615 1626 1638 1638
10.0 IBO03 1799 1794 1790 1785 1779 17791 1763 1754 1744 1733 1701 1689 1671 1657 1648 1645 1654

Figure B.1: Bid/Ask implied Black-Scholes volatilities in
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