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Abstract

We propose a novel method for the analytical approximation in lo-
cal volatility models with Lévy jumps. In the case of Gaussian jumps,
we provide an explicit approximation of the transition density of the
underlying process by a heat kernel expansion: the approximation is
derived in two ways, using PIDE techniques and working in the Fourier
space. Our second and main result is an expansion of the character-
istic function for a local volatility model with general Lévy jumps.
Combined with standard Fourier methods, such an expansion allows
to obtain efficient and accurate pricing formulae. Numerical tests con-
firm the effectiveness of the method.

Keywords: Lévy process, local volatility, asymptotic expansion, partial-
integro differential equation, Fourier methods
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1 Introduction

Asymptotic methods and their applications to finance have been studied
by several authors in the last decades because of their great importance
in the calibration and risk management processes. The large body of the
existing literature (see, for instance, [13], [14], [20], [12], [3], [7], [5]) is mainly
devoted to purely diffusive (local and stochastic volatility) models or, as in
[2] and [21], to local volatility (LV) models with Poisson jumps, which can
be approximated by Gaussian kernels.
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In this paper we present a new approach to the analytical approximation
for LV models with general Lévy jumps (hereafter called local Lévy models).
Such models have attracted an increasing interest in the theory of volatility
modeling (see, for instance, [1], [4] and [6]), however to date only in a few
cases closed pricing formulae are available. Our main contribution is an
approximation procedure in the Fourier space which provides an asymptotic
expansion of the characteristic function of the underlying process; in some
particular cases, we also obtain an explicit approximation of the transition
density. To the best of our knowledge, the interplay between perturbation
methods and Fourier analysis has not been previously studied in finance.
Actually our approach seems to be advantageous for several reasons:

e working in the Fourier space is natural and allows to get simple and
clear results. For instance, higher order approximations are rather
easy to derive;

e we can treat the entire class of Lévy processes and not only jump-
diffusions or processes which can be approximated by heat kernel ex-
pansions. Potentially, we can take as leading term of the expansion
every process which admits an explicit characteristic function and not
necessarily a Gaussian kernel;

e our method can be easily adapted to the case of stochastic volatility
or multi-asset models;

e the approximation results are generally very accurate.

To be more specific, we consider a one-dimensional local Lévy model
where the log-price X solves the SDE

dX; = ,u(t, Xt_)dt + O'(t, Xt_)th + dJ;. (11)

In (1.1), W is a standard real Brownian motion on a filtered probability space
(Q, F, (Ft)o<t<T,P) with the usual assumptions on the filtration and J is a
pure-jump Lévy process, independent of W, with Lévy triplet (u1,0,v). We
denote by

T X5°

the solution of (1.1) starting from z at time ¢ and by
_ iﬁXt’x]
exie(6) =B [€57],  ¢eR,

the characteristic function of X%x. Our main result, proved in Section
4, is a second order approximation formula of ¢y +.: in the case of time-
T



homogeneous coefficients, it reads as follows
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where 9, defined in (4.51), is the characteristic exponent of the Lévy process
(4.52) which is the leading term of the expansion and the constants ay, are
the coefficients of the Taylor expansion of the diffusion coefficient: specifi-
cally, we refer to the general notations introduced in Section 2. Potentially,
it is possible to derive approximation formulae for the characteristic function
and plain vanilla options, at any prescribed order: for example, in the Ap-
pendix we provide also the 3" and 4" order expansions of the characteristic
function, used for the numerical tests presented in Section 5.

Generally speaking, our approach makes use of Fourier analysis and PDE
techniques. In Section 2, we present the general procedure that allows to
approximate analytically the transition density (or the characteristic func-
tion) in a local Lévy model, in terms of the solutions of a sequence of nested
Cauchy problems. In the second part of the paper (Sections 3 and 4) these
problems are solved by using different approaches. In Section 3 we focus on
the special class of local Lévy models with Gaussian jumps and, as in [2] but
with a completely different technique, we provide a heat kernel expansion
of the transition density of the underlying process. The same results are
derived in an alternative way, in Subsection 3.1, by working in the Fourier
space. As in most of the literature on asymptotic methods, we do not give a
complete proof of the convergence of the expansion. However we recall that
PDE arguments can be used to prove explicit error estimates: for instance,
we mention the convergence result in [7] for purely diffusive models, which
is based on a priori Schauder estimates for parabolic PDEs.

Section 4 contains the main contribution of the paper: here we consider
the general class of local Lévy models and provide high order approxima-
tions of the characteristic function. Since all the computations are carried
out in the Fourier space, we are forced to introduce a dual formulation of the
approximating problems, which involves the adjoint (forward) Kolmogorov
operator. Even if at first sight the dual approach seems a bit odd, it turns
out to be much more natural and simpler than the direct formulation. For
completeness, in the last part of Section 4, a pricing integral formula for
European options is stated. Finally, in Section 5, we present some numer-
ical tests under the Merton and Variance-Gamma models and show the



effectiveness of the analytical approximations compared with Monte Carlo
simulation.

2 General framework

In a local Lévy model, we assume that the risk-neutral dynamics of the
underlying asset process X is given by equation (1.1). In order to guarantee

the martingale property for the discounted asset price S; := SpeXt™", we
set N
plta) = o — 0D, (23
where
F=r— /R (€ = 1= ylyy<1y) v(dy). (24)

We denote by
F(ta x; T7 )

the law of X;x, which is the fundamental solution of the Kolmogorov oper-
ator

o?(t, ) B
Lu(t,z) = 5 (Opz — Ox) u(t, x) + FOzu(t, ) + Opu(t, x)

+ / (u(t,x +y) — u(t,z) — dyult, :E)y]l{|y‘<1}) v(dy).
R

(2.5)

Notice that the characteristic function of X;:x is equal to

Pt (€) Z/eisyf(t,w;T,y)dy-
R

Example 2.1. Let J be a compound Poisson process with Gaussian jumps,
that is
N
To=Y_7n
n=1

where Ny is a Poisson process with intensity X and Z, are i.i.d. random
variables independent of Ny with Normal distribution N, s2. In this case,

v =M, and
p1 = / yv(dy).
ly|<1

Therefore the drift condition (2.3) reduces to

o*(t, )
2 9y

plt, x) = ro — (2.6)



e ro =1 — /R(ey —Dv(dy) =r—A <em+622 - 1) . =0

Moreover, the characteristic operator can be written in the equivalent form

o(t, )
2

+ /]R (u(t,x +y) —u(t,z)) v(dy).

Lu(t,z) =

(Opz — Oz) u(t,x) + ro0yu(t, x) + Opu(t, )
(2.8)

Example 2.2. Let J be a Variance-Gamma process (cf. [16]) obtained by
subordinating a Brownian motion with drift 0 and standard deviation o, by
a Gamma process with variance k and unitary mean. In this case the Lévy
measure is given by

-\ Aox

e
1ps0y(w)da + mﬂ{xw}(x)dx (2.9)

v(dr) =

RIT

where

—1 -1
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The risk-neutral drift in (1.1) is equal to

o(t, )
2

M(t7$) =To—

where
1 . . 1 0’
r0:r+glog(1—/\1 )(1+>\2):7"+E10g L=~ 94‘5 , (2.10)

and the expression of the characteristic operator L is the same as in (2.8)
with v and ro as in (2.9) and (2.10) respectively.

Our goal is to give an accurate analytic approximation of the character-
istic function and, when possible, of the transition density of X. The general
idea is to consider an approximation of the volatility coefficient o assuming
that it is regular enough. More precisely, to shorten notations we set

a(t,z) = o*(t, z) (2.11)

and, for a fixed € R, we take the Taylor expansion of a(t,z) about Z:

a(t,z) = ap(t) +2 ) an(t)(x — 2)",

n>1



where g (t) = a(t, z) and

_ 197a(t,T)

Then L can be formally approximated by
L~ Ly=Lo+ Y apt)(z— 1) (9 — 0n) (2.12)
k=1
where
() _
Lou(t,z) = (Ozzu(t,x) — Oyu(t,z)) + TOzu(t, x) + Opu(t, x)

2

(2.13)
+ [ (e +9) = ult. ) = Deult, )y gycn)) vid),
Following the perturbation method proposed in [13] and [18], and also re-
cently used in [10] for the approximation of Asian options, the n'"-order
approximation of the fundamental solution I' of L is defined by

n
D(t,z;T,y) =~ T"(t,x;T,y) == ZGk(t,x;T, Y), t<T, z,y € R,
k=0

(2.14)
where the leading term G° of the expansion is the fundamental solution of
Lo and, for any (T,y) € Ry x R and k > 1, the functions G*(-,-; T, y) are
defined recursively in terms of the solutions of the following sequence of
Cauchy problems on the strip |0, T[xR:

L(]Gk(t,ﬂf,T,y) = - (Lh _Lh—l)Gk_h(tvw;T7 y)

NgES

>
Il
—

2.15)

an(t)(@ — B)" (Dun — B0) GE(t, 2 T, ),

NgES

>
Il
—

GF(T,2;T,y)=0.

In Section 3 we show that, in the case of a LV model with Gaussian jumps, it
is possible to find the explicit solutions to the problems (2.15) by an iterative
argument. In general, when Lévy jumps are considered, it is still possible
to solve problems (2.15) in the Fourier space. Indeed, in Section 4, we get
an expansion of the characteristic function ¢ Xt having as the leading term
the characteristic function of the process whose Kolmogorov operator is Ly
in (2.13).

3 LV models with Gaussian jumps

In this section we consider the SDE (1.1) with J as in Example 2.1,
namely J is a compound Poisson process with Gaussian jumps. Clearly, in



the particular case of a constant diffusion coefficient o(t,z) = o, we have
the classical Merton jump-diffusion model [17]:

2
Xg\/[orton — (7‘0 _ %) t+ O‘Wt + Jt,

with rg as in (2.7). We recall that the analytical approximation of this kind
of models has been recently studied by Benhamou, Gobet and Miri in [2] by
Malliavin calculus techniques.

The expression of the pricing operator L was given in (2.8) and in this
case the leading term of the approximation (cf. (2.13)) is equal to

I _ ao(t)
ov(t,x) = — (Ozzv(t, ) — Opv(t, ) + 10, v(t, x)

(3.16)
+ Ou(t, z) + /R (v(t,z +y) —v(t,z)) v(dy).
The fundamental solution of L is the transition density of a Merton process,
that is

~ (\(T — )"

Gt Tyy) = e N0 Y S =T (a3 T y), (3.17)
n=0 :
where
1 ~ (ccnyr(Tft)rof%A(t,T)«rnm)Q
To(t,z;T,y) = 2(A(t,T)+n62) 7

V21 (A(t,T) + né?) ‘ (3.18)

T
A(t,T) :/ ap(s)ds.
t
In order to determine the explicit solution to problems (2.15) for k& > 1,

we use some elementary properties of the functions (Fn)nzo. The following
lemma can be proved as Lemma 2.2 in [18].

Lemma 3.1. For any z,y,z € R, t < s <T and n,k € Ny, we have

Fn—l—k(t? xz; T7 y) :/ Fn(t7 z;s, T,)Pk(37 Uk Ta y)dna (319)
R
Oy T (t, ; Tyy) = (=D)POSTu(t, 2 T, y), (3.20)
(y - j;)kfn(t’ Z; Ta y) = Vt]fT,x,nPn(t? Z; Ta y)? (3'21)

where Vi1 4.n 15 the operator defined by

‘/t,T,x,nf(x) = <$ — T+ (T — t)?"(] — %A(t, T) + nm> f(l‘)

+ (A, T) + n6®) 0. f ().

(3.22)



Our first results are the following first and second order expansions of
the transition density I'.

Theorem 3.2 (1st order expansion). The solution G' of the Cauchy problem
(2.15) with k =1 is given by

GL(t,z;T,y) = Z T (b2 T, y). (3.23)
n,k=0

where J,lhk(t,T,x) is the differential operator defined by

)\n—l—k T
Top(t, Tx) = e M0 / a1(s)(s = )™(T = 8)"Vi s 0nds (Oza — Or).
. . t
(3.24)

Proof. By the standard representation formula for solutions to the non-
homogeneous parabolic Cauchy problem (2.15) with null final condition, we
have

GA(t,3:T,y) = /L/@WxSHMMXn—@
(O — )G (s,m; T, y)dnds =

(by (3.21))
too AP T
= Z — o (s)e D (s — )™
L
) W,S,m,n/ Lo (t,z;8,m) (O — aﬁ)GO(S,m T,y)dnds =
R
(by parts)

T yn+k T
=00 3 S [T = o) -y

n,k=0

: Vt,sw’cm / (am] + 377)I’n(t, z;s, n)Fk(S, n; T, y)dnds =
R

(by (3.20) and (3.19))

0
( ntk(t, 23T, y)

and this proves (3.23)-(3.24). O

ANT— )\n-i—k T .
K Z k! / Oél(S)(T B 8) (S - t)nv;f,s,m,nds'
n,k= n t
Oy — 0y)T



Remark 3.3. A straightforward but tedious computation shows that the
operator J k(t T, z) can be rewritten in the more convenient form

3 1
nk t T ‘T ZZ nk,z,] - j)jajc? (325)
i=1 j=0

for some deterministic functions f! AL

Theorem 3.4 (2nd order expansion). The solution G? of the Cauchy prob-
lem (2.15) with k = 2 is given by

G2 (t, ;T y) Z JS}Lk(t T, 2)lngnir(t, 2T, y)
nh,k=0

+ D TR T )Tt 25 T, y), (3.26)
n,k=0

where

n

T o~
JS }L (6T x) = % / al(s)e_’\(s_t)(s —)"Vis,on(Ops — Ox)Jé’k(t, s, T,x)ds
S Jt

22 _ g AT 0 ko2
Jn’k(t’ T’ l‘) —¢ nlk! OQ(S)(S - t) (T - S) Vt,s,x,nds (89090 - am)
. . t

and j}{ . 15 the “adjoint” operator of Ji i defined by

3 1
JhktSTx Z hk,z,jST tsxh+k8 (327)
7=0

with fﬁk” as in (3.25). Also in this case we have the alternative represen-

tation

To (T x) = fj}mw(t T)(x — )70} (3.28)

-
Il
—

M@ M°
MEMM

TER(,Toa) = 22, (6 T) (@ — 2V, (3.29)

O

7

1j=
L e2,1
with fmh’k’i’j and f ,“] deterministic functions.

Proof. We show a preliminary result: from formulae (3.25) and (3.27) for
J' and J! respectively, it follows that

/ Fn(t7 €58, ”7)']}17]6(87 T, U)Fthk(Sa n; T, y)dn =
R



(by (3.20) and (3.21))

:/jf{,k(‘s?Tax)Pn(t?x;San)rh-‘rk(san;Tyy)dn
R

= jflz,k(‘s?T?‘T)/Pn(tax;syn)rh—l-k(svn; Tay)dn =
R

(by (3.19))
= E,k(s7T7$)Fn+h+k(x7t;T7 y) (330)

Now we have
G2(t,3§‘;T,y) = Il + 127

where, proceeding as before,
T
=[] & ftss.man(s) - 2)Dy, — 0,)6" (.1 7. g)dnds
t JR

+oo A\ T Momt)
-y E/t a1 ()00 (s — )"

n,h,k=0

: ‘/t,s,x,n / Fn(ta x;s, 77) (87]77 - an)Jf{,k(sv T, ﬂ)rh+k(37 n; T, y)dnds
R

+o00 N T Ao—)
S m[ i (5)e 0 (s — )™

n,h,k=0

: ‘/t,s,x,n(axx - 890) / Fn(ta Z5s, W)Jé,k(& T, ﬂ)rh+k(37 m; Ta y)dnds =
R

(by (3.30))

oo T N
= Z — / o (s)e 5D (s — t)"Vi.s,2.m(0pz — ax)J,ll’k(s, T, z)ds-
t

n!
n,h,k=0

Thgngr(z, t; T, y)

—+00
= Z JS:}lhk(t? Ta ‘T)Pn-i-h-i-k (t7 xz; Ta y)
n,h,k=0

and

T
Iy = / / Go(t,$§ s,maz(s)(n — j)2(817?7 - an)GO(s,n; T.y)dnds
t JR

MT—t +oo )\n—l—k T .
=00 Y S [ @ = ey

n,k=0

10



‘/t?s,m,n / Fn(tv TS, 77) (87777 - aﬁ)rk(sv m; T7 y)dnds
R

n+k T
NI e RS CENEEER

n,k=0

V2 (O — 0n) / T (t,s 5, m)C (s, T, y)dyds

+00
S T [l oo
nlk! J,

n,k=0
: ‘/t?s,m,nds (8501‘ - 8I)Fn+k (ta x; T, y)

+o0o
= > St Ta)Dopi(t o T y).
n,k=0

This concludes the proof. O

Remark 3.5. Since the derivatives of a Gaussian density can be expressed in
terms of Hermite polynomials, the computation of the terms of the expansion
(2.14) is very fast. Indeed, we have

a?nrn(tava7 y) _ (_1)Zhl,n(t7T7x - y)
o(t, 2 Ty)  (2(A(LT) +no?))?

where )
T—t - SA@,T
b e — g, (2T 0~ AT o
’ V2 (A, T) + nd?)

and H; = H;(x) denotes the Hermite polynomial of degree i. Thus we can
rewrite the terms (Gk)kzl , in (3.23) and (3.26) as follows:

Gtz T,y) = Z Gy (23 T y) ity 23 T, y)
n,k=0

G?(t,x; T,y) = E: G o623 Ty Tognk(t, 25T, y) (3.31)
n,h,k=0

n,k=0
where
3
; hzn t T T —
G%L,k(tvx;T y :Z Zfr{ k,z,] t T : +k( y) i
i=1 ((A@T)(n+@yﬁ2
6
i hi,n h kt7T7‘T—y
Gi’,i,k(tvaT y :Z anhk,z,j t T )] s ( ) i
Pt (2(A(t,T)+ (n+h+k)d?))2

11



6 1
, h; t, T,z —
Gzﬁcthy E : 25: nk‘Z] _j)j ZJH-k( ° y) i
=1 =0 (2(A®T) + (n+k)o%))2

In the practical implementation, we truncate the series in (3.17) and (3.31)
to a finite number of terms, say M € IN. Therefore we put

M

AT —t)”
Syt Ty) =003 QO g 0oy
n!
n=0
M

G}W (t7 xZ; T7 y) = Z Gi,k (t7 € T7 y)FTH—k (t7 € T7 y)7

n,k=0

M

G%W (t7 Z; T7 y) = Z Giﬁl,k(ta Z; T7 y)rn—l-h—l-k (ta Z; T7 y)

n,h,k=0

+ Z Gnk t Z; T y) n+k(t7x;T7y)7
n,k=0

and we approrimate the density I' by
D3t Tyy) = Goy (6, Toy) + Gy (b as Toy) + Gy (L s Thy). (3.32)

Next we denote by C(t,S;) the price at time ¢ < T of a European option
with payoff function ¢ and maturity T’; for instance, p(y) = (y — K)* in
the case of a Call option with strike K. From the expansion of the density
n (3.32), we get the following second order approximation formula.

Corollary 3.6. We have
C(t,S) ~ e " Ty (t, log Sy)
where

wi(t.a) = [Tt 0T log S)p(S)as

M

o AT — )"
_ - 3 AT =) - D" cBS (1, )

n=0

M
+ 3 (TalTow) + (4 T, 2)) CBS,i(t, @)
n,k=0

M
+ > T (T w)CBS i (t, @) (3.33)
k

n,h,k=0

12



and CBS,(t,z) is the BS price! under the Gaussian law Ty (t,z;T,-) in
(3.18), namely

1
CBS, (1, 2) = / Lt 2T log ) (S)dS.
R+ S

3.1 Simplified Fourier approach for LV models

Equation (1.1) with J = 0 reduces to the standard SDE of a LV model.
In this case we can simplify the proof of Theorems 3.2-3.4 by using Fourier
analysis methods. Let us first notice that Lo in (3.16) becomes

(&%)} (t)

Lo ==

(Oxe — 0z) + 10 + Oy, (3.34)

and its fundamental solution is the Gaussian density

1 (zfy+(T7t)r7%A(t,T))2
SA,T)

V2R AT ’

GO(t,z; T,y) =

with A as in (3.18).

Corollary 3.7 (1st order expansion). In case of A = 0, the solution G* in
(3.23) is given by

Gtz T,y) = JH(t, T, 2)GO(t,2; T, y) (3.35)

where J(t,T,x) is the differential operator
T
JYL T, z) = / 01 () Vi s (Dra — D), (3.36)
t
with Vi s 2 = Vi sz 0 as in (3.22), that is

Viaf(0) = (2= 24 (T~ r = JAT)) fla) + A T)0,1(2).

Proof. Although the thesis follows directly from Theorem 3.2, here we pro-
pose an alternative proof of formula (3.36). The idea is to determine the
solution of the Cauchy problem (2.15) in the Fourier space, where all the
computation can be carried out more easily; then, using the fact that the
leading term G° of the expansion is a Gaussian kernel, we are able to com-
pute explicitly the inverse Fourier transform to get back to the analytic
approximation of the transition density.

'Here the BS price is expressed as a function of the time ¢t and of the log-asset .

13



Since we aim at showing the main ideas of an alternative approach,
for simplicity we only consider the case of time-independent coefficients,
precisely we set ag = 2 and r = 0. In this case we have

Lozaxx_am“‘at
and the related Gaussian fundamental solution is equal to

0 1 _(e—y—(T-1))2
Ot 0 Ty) = ——eee” 170
A (T —t)

Now we apply the Fourier transform (in the variable x) to the Cauchy prob-
lem (2.15) with k£ = 1 and we get

Gt & T, y) = (€2 —i€) GL(t,& T, y)
+a (0 +7) (€2 +1i€) GO(t, & T, y), (3.37)
GNT,&T,y) =0, E€R.

Notice that
GOt & T,y) = €O 0Helur (), (3.38)

Therefore the solution to the ordinary differential equation (3.37) is

T
CULET.y) = —an [ N0 +0) (- 4 i€)CO(s.6T.0)) ds =

t

(using the identity f(£)(i0 +)(9(£)) = (i0; + T)(f(£)g(£)) — ig(£)Ie f(£))

T
——ay | (i +7) (-6 + i)l 0 EHOE (5,6 T, ) ) ds
t
T

+iaq (=2 4+i6)G%(s, & T, y)age(s_t)(_§2+i5)d8 =
t

(by (3.38))

T
=-—ar | (i0+7) ((—62 + z’é)eiﬁ(w(T—t))—&?(T—t)) ds
t
T

Fiay | (€2 4i8)(s — t)(—26 + i) WHT-0)=E (T~ gg —
t

(again by (3.38))

= —ay (T — t)(id¢ + ) ((—52 +i€)GO(t, 6T, y>)

(T —t)°
2

¥ioy (=& +i€)(=2¢ +1)GO(t, & T, y).

14



Thus, by inverting the Fourier transform, we get

Gl(tax;T7 y) = al(T - t)(x - j)(ai - a:c)GO(tv‘T;Ty y)+
- Q1W(—283 + 302 — 0,)GO(t, z;: T, )
. <(T _ 4208 + <(a: _E)(T—1) - g(T - t)2> i
2
+ (—(:17 —z)(T —t)+ %) 5m> GOt,z;T,y),

where the operator acting on GO(t,z;T,y) is exactly the same as in (3.36).
[l

Remark 3.8. As in Remark 3.3, operator J'(t,T,x) can also be rewritten

in the form
31
Y(t,T, x) ZZ —z)o, (3.39)
i=1 j=0

where filj are deterministic functions whose explicit expression can be easily
I
derived.

The previous argument can be used to prove the following second order
expansion.

Corollary 3.9 (2nd order expansion). In case of A = 0, the solution G* in
(3.26) is given by

G*(t,z; T,y) = J*(t,T,2)G°(t,2; T, y)

where

T o~
Jz(t,T,x) = / a1(8)Vi,s,2(0pz — 8x)J1 (t,s,T,x)ds
¢ (3.40)

T
+ / 042(3)‘/;,2s,xd3 (Ozz — Oz)
t

and JV is the “adjoint” operator of J*, defined by

3 1
Yt,s,T,z) ZZ tsx@’
i=1 j=0

with lej as in (3.39).

Remark 3.10. In a standard LV model, the leading operator of the ap-
prozimation, i.e. Lo in (3.34), has a Gaussian density G° and this allowed
us to use the inverse Fourier transform in order to get the approximated
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density. This approach does not work in the general case of models with
Jumps because typically the explicit expression of the fundamental solution
of an integro-differential equation is not available. On the other hand, for
several Lévy processes used in finance, the characteristic function is known
explicitly even if the density is not. This suggests that the argument used in
this section may be adapted to obtain an approximation of the characteristic
function of the process instead of its density. This is what we are going to
investigate in Section 4.

4 Local Lévy models

In this section, we provide an expansion of the characteristic function
for the local Lévy model (1.1). We denote by

F(tvx; Taf) = ‘F(F(tvx; T, )) (g)

the Fourier transform, with respect to the second spatial variable, of the
transition density I'(¢,z;T),-); clearly, I'(¢,x; T, €) is the characteristic func-
tion of X;:x. Then, by applying the Fourier transform to the expansion

(2.14), we find
oy = Y CH T, (141)

k=0

Now we recall that G*(t,z;T,y) is defined, as a function of the variables
(t,x), in terms of the sequence of Cauchy problems (2.15). Since the Fourier
transform in (4.41) is performed with respect to the variable y, in order
to take advantage of such a transformation it seems natural to characterize
G*(t,x;T,y) as a solution of the adjoint operator in the dual variables (T, ).

To be more specific, we recall the definition of adjoint operator. Let L
be the operator in (2.5); then its adjoint operator L satisfies (actually, it is
defined by) the identity

/ u(t,z)Lo(t, z)dzdt = / v(t, z) Lu(t, z)dzdt
R? R?
for all u,v € C§°. More explicitly, by recalling notation (2.11), we have

- a(T,
LTy (T, y) = ( 2 Y Oyyu(T,y) + b(T, y)Oyu(T, y)

- aTu(Tv y) + C(T7 y)u(T7 y)

+ / (T, + 2) — u(T, y) — 20yu(T, y)1 11 c1y) P(d2),
R

where

b(T0) = dyalt) — (7= 52 ) . (1) = 500+ O)alT.n)
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and v is the Lévy measure with reverted jumps, i.e. 7(dx) = v(—dzx). Here
the superscript in L(T¥) is indicative of the fact that the operator Lis acting
in the variables (T, y).

By a classical result (cf., for instance, [11]) the fundamental solution
I(t,z;T,y) of L is also a solution of L in the dual variables, that is

Z(T’y)r(t7 Z; T7 y) = 07 t< T’ z,y € R. (442)

Going back to approximation (4.41), the idea is to consider the series of
the dual Cauchy problems of (2.15) in order to solve them by Fourier-
transforming in the variable y and finally get an approximation of ¢ Xt

For sake of simplicity, from now on we only consider the case of time-
independent coefficients: the general case can be treated in a completely
analogous way. First of all, we consider the integro-differential operator Lg
in (2.13), which in this case becomes

LY ult, 7) = 2 (Ore — Ou)ust, 2) + POyt 3) + Dyut, )

+ / (u(t,z+y) —u(t,z) — y@xu(t,x)ﬂ{‘ykl}) v(dy),
R
(4.43)

and its adjoint operator
~ o _
L§ (T, y) = 5 @y + 0,)u(T.y) = 70yu(T,y) — dru(T,y)

+ /R (T, + 2) — u(T,y) — 20yu(T, Y c1y) 7(d2).
(4.44)

By (4.42), for any (¢,7) € R?, the fundamental solution G°(¢,x;T,y) of Lo
solves the dual Cauchy problem

LiVEt o Ty) =0, T>t yeR
(4.45)
Go(ta x;t, ) = 51’

It is remarkable that a similar result holds for the higher order terms of the
approximation (4.41). Indeed, let us denote by L, the n'™™ order approxi-
mation of L in (2.12):

Ln=Lo+ Y apx—2)" (0 — 0,) (4.46)
k=1

Then we have the following result.
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Theorem 4.1. For any k > 1 and (t,z) € R?, the function G*(t,x;-, ")
n (2.15) can be characterized as the solution of the following dual Cauchy
problem on |t, +oo[xR

L§ ™ Gr (a5 Toy) = Z (B - LIY) 6w ), (4.47)
GF(t,z;t,y) =0, yGR
where
LY T — o (y — z)h 2 ((y —2)*0yy + (y — ) (2h + (y — 7)) 9,
+h(h—1+y—at~)>.

Proof. By the standard representation formula for the solutions of the back-
ward parabolic Cauchy problem (2.15), for £ > 1 we have

k e
G (t,z; T, y) =Z/ /RGO(t,x;sm)Mf(f’")Gk_h(sm;T,y)dnds, (4.48)
_ t

where to shorten notation we have set
(tx) _ r(tw) (t,x)
Mh - Lh - Lh—l .
By (4.45) and since

T = FT0) _F(T),

the thesis is equivalent to

Mtz T,y) Z/ /GO s,m; Ty y) M, ( s Gk~ h(t,z;s,m)dnds, (4.49)

where here we have used the representation formula for the solutions of the
forward Cauchy problem (4.47) with & > 1.

We proceed by induction and first prove (4.49) for k = 1. By (4.48) we
have

Gt z;T,y) / /GO (t,z;s n)Ml( ’")Go(s n; T, y)dnds

=/ /GO(S,n;T,y)MfS’”)GO(t,w;S,n)dnds,
t R

and this proves (4.49) for k = 1.
Next we assume that (4.49) holds for a generic k£ > 1 and we prove the
thesis for k+ 1. Again, by (4.48) we have

k+1
GkH(t z; T, y) Z/ /GO (t,z;s 77)M(S’77)GkJrl I(s,m; T,y)dnds

18



T
=/ /Go(t,w;S,n)Méi’f)Go(s,n;T,y)dnds
t JR
k T .
+Z/ /Go(tal’;s,n)M}S’")Gk“_J(s,n;T,y)dnds=
(by induction hypothesis)
T
=/ /Go(t,x;s,n)MéiY)Go(sm;T,y)dnds

t JR

E o1
w3 [ [ 6asme
T JR

k+1-5 .1 _ .
5 / / GO(r, &; T, y) MO GR35 (s, . 7, )¢ i dss
h=1 75 /R

T
=/ /Go(t,w;S,n)M;Ei’Z)GO(Sm;T,y)dsdn
t R

k k+1-h

+Z Z /T/T Go(tx;sv’r})GO(TvC;Tvy)'
t t JR2

h=1 j=1
e M}(LT,C) GFHI=I=1 (s, m; 7, O)dndCdsdr

J
T o~
=/ /Go(s,n;T,y)MéiY)GO(t,:v;s,n)dsdn
t R
k T .
£ [ewsnone
h=1 t R

k+1=h .
. ( > / /RGO(t,:c;s,n)M](s,n)GkJrl—h—j(s,n; T, C)dnds) d¢dr =
j=1 7t

(again by (4.48))
T —~
=/ /Go(t,n;T,y)MéiY)Go(t,w;s,n)dsdn
t JR

k T .
+3 / / GO(r, G T, y) M GFH (4, Q) dCr
h=1""t R

k+1

T o~
-y / /R GO(r, ¢ T, y) OGR4 7, ),
h=1"1t
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Next we solve problems (4.45)-(4.47) by applying the Fourier transform
in the variable y and using the identity

Fy (LT, ) (6) = w(©)aT, €) - ara(T.¢), (4.50)

where
0O = =S i) ine + [ (¢H -1 -l gen) vidz). (@51

We remark explicitly that v is the characteristic exponent of the Lévy pro-
cess o
dX? = (f - 70) dt + /agdW, + dJ;, (4.52)

whose Kolmogorov operator is LY in (4.43). Then:

e from (4.45) we obtain the ordinary differential equation

8Téo(t7x;T7£) = ¢(£)éo(t7$7T7 5)7 T> t7 (4 53)
éo(t,:n;t,{) = ei?, '
with solution R '
GOt x; T, ¢) = 2+ T—1v(E) (4.54)

which is the O™ order approximation of the characteristic function

tx.
SDXTQC

e from (4.47) with k = 1, we have

OrG (t,x;T,€) = Y(§)G (t, % T, €)
+aq (10 + 7) (€2 +i€) — 2i€ + 1) GO(t, z; T, €)
G (t,z;t,€) =0,

with solution

T
Gl (t,z;T,¢) = / e?OT =)o (10 + ) (€% +i€) — 20 + 1) GO(t, 23 5,€)ds =

t

(by (4.54))

T
O / (€ +i8) (v — 7 —i(s — )Y/ (€)) ds

t

= GOt z; T, &)y (T — t) (€% + i€) <£17 - — %(T - t)¢/(f)> ;

which is the first order term in the expansion (4.41).

20



e regarding (4.47) with k = 2, a straightforward computation based on
analogous arguments shows that the second order term in the expan-
sion (4.41) is given by

[\

CP(t,2;T,€) = GOt a; T,€) Y g (T —t,§) (@ —z))  (4.56)

J=0

where
90(s,€) = 552ant(i + EN ()

- 56+ OU(©) (031 +26) — 20307 (€) + 3G + ©))

- S5aRE0 + 9P ()

91(5,€) = 3200 +€) (031 — 2i€) + iy (©)

~ 55l + (0,

92(5,€) = —astli +€) + 5203 + )%

Plugging (4.54)-(4.55)-(4.56) into (4.41), we finally get the second order
approximation of the characteristic function of X. In the Appendix, we also
provide the expression of Gk(t,x;T ,€) for k = 3,4, appearing in the 4th
order approximation.

Remark 4.2. The basepoint T is a parameter which can be freely chosen in
order to sharpen the accuracy of the approximation. In general, the simplest
choice T = x seems to be sufficient to get very accurate results.

For completeness, we close this section by stating an integral pricing
formula for European options, given in terms of the characteristic function of
the underlying log-price process. Formula below (and other Fourier-inversion
methods such as the standard, fractional FFT algorithm or the recent COS
method by [9]) can be combined with the expansion (4.41) to price and
hedge efficiently hybrid LV models with Lévy jumps.

We consider a risky asset S; = eX* where X is the process whose risk-
neutral dynamics under a martingale measure @ is given by (1.1). We denote
by H(t,S;) the price at time ¢ < T, of a European option with underlying
asset S, maturity 7" and payoff f = f(z) (given as a function of the log-
price): to fix ideas, for a Call option with strike K we have

fCall(:E) — (e:c _ K)—l- )

The proof of the following result can be found in [19].
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Theorem 4.3. Let
fy(@) = e f(x)
and assume that there exists v € R such that
i) fr, € L'R);
i) EQ[S}] is finite.
Then, the following pricing formula holds:

e—r(T—t) 0o ' .
H@ﬁoz—jr—é F(E + i) gagons (—(€ + i) .

For example, fC&!l

and we have

verifies the assumptions of Theorem 4.3 for any v > 1
R Kl—ﬁ/eiﬁ log K
fell(e 4+ iy) = — . .
0 = e+
Other examples of typical payoff functions and the related Greeks can be
found in [19].

Remark 4.4. To overcome the use of the adjoint operators, it would be
interesting to investigate an alternative approach to the approximation of the
characteristic function based of the following remarkable symmetry relation
valid for time-homogeneous diffusions

m(z)L(0,x;t,y) = m(y)L'(0,y;¢,x) (4.57)

where m is the so-called density of the speed measure

= sty ([ (1)),

Relation (4.57) is stated in [15] and a complete proof can be found in [8].

5 Numerical tests

In this section our approximation formulae (4.41) are tested and com-
pared with a standard Monte Carlo method. We consider up to the 4** order
expansion (i.e. n = 4 in (4.41)) even if in most cases the 2"d order seems to
be sufficient to get very accurate results. We analyze the case of a constant
elasticity of variance (CEV) volatility function with Lévy jumps of Gaussian
or Variance-Gamma type. Thus, we consider the log-price dynamics (1.1)
with

o(t,z) = ope® V2 B el0,1], o9 >0,
and J as in Examples 2.1 and 2.2 respectively. In our experiments we assume
that the initial stock price is So = 1, the risk-free rate is r = 5%, the CEV
volatility parameter is o9 = 20% and the CEV exponent is § = % Moreover
we use an Euler Monte Carlo method with 200 time-steps per year and
500 000 replications.
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5.1 Tests under CEV-Merton dynamics

In order to assess the performance of our approximations for pricing
Call options in the CEV-Merton model, we consider the following set of
parameters: the jump intensity is A = 30%, the average jump size is m =
—10% and the jump volatility is § = 40%.

Figures 1, 2 and 3 show the performance of the approximations against
the Monte Carlo 95% and 99% confidence intervals, marked in dark and light
gray respectively. In particular, Figure 1 shows the cross-sections of absolute
(left) and relative (right) errors of the 15 (dotted line), 2" (dashed line),
34 (solid line) order approximations for the price of a Call with short-term
maturity T = 0.25 and strike K ranging from 0.5 to 1.5.

In Figure 2 we repeat the test for the medium-term maturity 7'= 1 and
the strike K ranging from 0.5 to 2.5. Finally in Figure 3 we consider the
long-term maturity 7' = 10 and the strike K ranging from 0.5 to 4.

Other experiments that are not reported here, show that the 2°4 order
expansion (3.32), which is valid only in the case of Gaussian jumps, gives the
same results as formula (4.41) with n = 2, at least if the truncation index
M is suitable large, namely M > 8 under standard parameter regimes. For
this reason we have only used formula (4.41) for our tests.

5.2 Tests under CEV-Variance-Gamma dynamics

In this subsection we repeat the previous tests in the case of the CEV-
Variance-Gamma model. Specifically, we consider the following set of pa-
rameters: the variance of the Gamma subordinator is k = 15%, the drift
and the volatility of the Brownian motion are § = —10% and o = 20% re-
spectively. The results are reported in Figures 4, 5 and 6. Notice that, for
longer maturities and deep out-of-the-money options, the lower order ap-
proximations give good results in terms of absolute errors but only the 4"
order approximation lies inside the confidence regions. For a more detailed
comparison, in Figures 5 and 6 we plot the 2" (dotted line), 3'% (dashed
line), 4'" (solid line) order approximations. Similar results are obtained for
a wide range of parameter values.

6 Appendix

The analysis of Section 4 can be carried out to get approximations of
arbitrarily high order. Below we give the more accurate (but more compli-
cated) formulae up to the 4™ order that we used in the numerical section.
In particular we give the expression of Gk(t,x; T,¢) in (4.41) for k = 3,4.
For simplicity, we only consider the case of time-homogeneous coefficients
and T = x.
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Figure 1: Absolute (left) and relative (right) errors of the 15 (dotted line),
27 (dashed line), 3¢ (solid line) order approximations of a Call price in the
CEV-Merton model with maturity T = 0.25 and strike K € [0.5,1.5].

The shaded bands show the 95% (dark gray) and 99% (light gray) Monte
Carlo confidence regions
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Figure 2: Absolute (left) and relative (right) errors of the 15 (dotted line),
27 (dashed line), 3¢ (solid line) order approximations of a Call price in the
CEV-Merton model with maturity T = 1 and strike K € [0.5,2.5]
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Figure 3: Absolute (left) and relative (right) errors of the 15 (dotted line),
27 (dashed line), 3¢ (solid line) order approximations of a Call price in the
CEV-Merton model with maturity T = 10 and strike K € [0.5, 4]
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Figure 4: Absolute (left) and relative (right) errors of the 15¢ (dotted line),
2" (dashed line), 3" (solid line) order approximations of a Call price in
the CEV-Variance-Gamma model with maturity T = 0.25 and strike
K € [0.5,1.5]. The shaded bands show the 95% (dark gray) and 99% (light
gray) Monte Carlo confidence regions
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Figure 5: Absolute (left) and relative (right) errors of the 2" (dotted
line), 3'¢ (dashed line), 4" (solid line) order approximations of a Call price
in the CEV-Variance-Gamma model with maturity T =1 and strike

K € [0.5,2.5]
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Figure 6: Absolute (left) and relative (right) errors of the 2" (dotted
line), 3'4 (dashed line), 4" (solid line) order approximations of a Call price
in the CEV-Variance-Gamma model with maturity T = 10 and strike

K € [0.5,5]
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We have
7
GA(t,2;T,6) = GOt ; T,€) > g;(E)(T — t)/
=3

where
95(6) = (1~ i €),
1(6) = GiE(i-+9) (2069 (cnn — 3000 (©)
anas (30 -+ 2600 (€) + 2600+ 900 ©)) ),

95(9) = 551 — i€)6( — Sanaz(i + 260/ (€)* + bazy/(6)"
+ o9/ (€) (o (=1 + 6€(i + €)) — 160 (i + )3 (€))
+afé(i+) (36 +200"(&) + €6+ P ©)) ),

90(6) = —g5i0n€(i + €7/(€) (o3 + 2609/ (6)

— 2000/(6)” + (i + OV (€))
97(§) = _%82 (€@ + )Y/ (6))° .

Moreover, we have
A A 9 .
Gty T,€) = GO, 2 T,€) Y _ g;(€)(T — )
j=3

where

95(6) = —geucli + N (€),

91(6) = 560 + &) (207(6) (03 + Barag — 3oy (6))
+2((0F +20103) (i + 2€) — 4049/(6)) ¥ (€)
+ (a3 + 20103) (i + VD (),

95(6) = — 57600 + ) (Fan (~7 + 446G + ()

(7a2 + 15a103) £(i + €)Y (€)?
— 24/ (€)% (203 + 9arag — 18a4y)” (£))

+/(6) (i + 26) (Satas — (1403 + 33a1a3) ¥ (€))
~ (1003 + 21a103) (i + ) (©))
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96(§) =

g7(§) =

+3atasg(i +€) (46 + 266 () + €6+ v () ),

%w +6)(2 (803 + 21a103) (i +209/(€)* — 2y (§)’

+ 20/ (€)% (afaz(11 = T06(i + €)) + (2603 + 57araz) £(i + )Y (€))

+ a3y (€) (54 2€) (0F(—1 + 12€(6 + €)) — 112028(i + )" (€))

— 38026%(i + €209()) + afe(i + ) (ad (=7 + 3680 + ) (€)

— 26ag€ (i + ¥ (€)? + ateli + &) (66 +26)uP () + £+ u'(©)) ) ).

€+ O B203an(i + 200/(6)° +2 (405 + Jarag) 0/ ()'
+ 20162 (i + €)% (€)*
+ afy (€)% (af (=5 + 26£(i + &) — 4Tad (i + V" (€))

+ateli+Ov'(©) (136 +200"(8) + 3¢ + ¥ (©)) )

5(6) = e + €%/ (o + 200/ (€)
— 2000/ (€)? + adé(i + ' (©)),
1 /
99(€) = g€ (i + M (©)".
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