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Abstract

Multiple exercise options may be considered as generalizations of American-style options as
they provide the holder more than one exercise right. Examples of financial derivatives and real
options with these properties have become more prevalent over the past decade and appear in
sectors ranging from insurance to energy industries. Throughout the thesis particular attention
is paid to swing options although the methods described are equally applicable to other types of
multiple exercise options. This thesis presents two novel methods for pricing multiple exercise
option by simulation; the forest of stochastic trees and the forest of stochastic meshes. The
proposed methods are of particular use in cases where there is potentially a large number (>3)
of assets underlying the contract and/or if a number of risk factors are desirable for modelling
the underlying price process.

These valuation methods result in positively- and negatively-biased estimators for the true
option value. We prove the sign of the estimator bias and show that these estimators are con-
sistent for the true option value. A confidence interval for the true option value is easily con-
structed. Examples confirm that the implementation of these methods is correct and consistent
with the theoretical properties of the estimators.

This thesis also explores in detail a number of methods meant to enhance the effectiveness
of the proposed simulation methods. These include using high performance computing tech-
niques which include both parallel computing techniques on CPU-clusters and General purpose
Graphics Processing Units (GPGPU) that take advantage of relatively inexpensive processors.
Additionally we explore bias-corrected estimators for the option values which attempt to esti-
mate the bias introduced at each time step by the estimator and then subtract this result. These

improvements are desirable due to the computationally intensive nature of both methods.

Keywords: Monte Carlo, Multiple Exercise Options, Dynamic Programming, Stochastic
Optimal Control, High Performance Computing
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Chapter 1
Pricing American-Style Options

An American-style option gives the holder the right but not the obligation to buy or sell the
underlying asset(s) at a prespecified price at any point up to and including the expiry of the
option. As discussed later in this thesis multiple exercise options are a generalization of this
type of financial derivative so this chapter includes an introduction to the pricing of American-
style options with the binomial tree and Monte Carlo methods. These pricing techniques serve

as a basis for pricing algorithms for multiple exercise options, the main focus of this thesis.



2 CHAPTER 1. PRICING AMERICAN-STYLE OPTIONS

1.1 American-Style Options

An American-style option is a type of financial derivative that gives the holder the right but not
the obligation to buy or sell the underlying asset(s) at a prespecified price at any point up to
and including the expiry of the option. American-style options comprise most of the exchange
traded options in the United States.

The pricing of American options poses a challenging problem due to the fact that the option
may be exercised at any time up to and including its expiry. This means that the pricing problem
is path dependent. Indeed finding the value of an American option involves finding the optimal
exercise rule and using this to compute the expected discounted payoff of the option. As such
the valuation of these options is an example of an optimal stopping time problem.

The broader class of optimal stopping time or early exercise problems includes many im-
portant problems in Management Sciences and Operations Research such as development of
natural resources, project initiation or abandonment, maintenance scheduling, land use deci-
sions, as well as many others. Very few of these types of problems have closed form analytical
solutions, for example the Black-Scholes-Merton formula for pricing European-style options
does not have an American-style option analog. Other approaches such as binomial lattice
methods, PDE methods, variational inequalities and integral equations have been adopted for
pricing these types of derivatives. However all of these methods mentioned are limited in the
number of sources of uncertainty and the dimensionality of the underlying asset that can be
practically incorporated.

Of particular interest to this thesis are the binomial method of Cox et. al. [1] and its ex-
tension to more general diffusion processes [2]. Both have computational costs that grow
exponentially in the number of state variables. Another drawback is that convergence proofs
for lattice based methods are notoriously difficult, in general [3]. A detailed description of the
binomial tree method is given later in this chapter in Section 1.2.

Simulation based methods for asset pricing were introduced in [4] for European-style op-
tions. The generality of these methods allow for a large variety of assets to be handled. Unlike
lattice methods the convergence rates here are independent of the number of state variables.
However, with these methods the speed of computation can be a significant problem. In the
seminal paper of Tilley [5] it was shown that simulation based approaches were suitable for
optimal stopping problems. Prior to this work the major issue with valuing early exercise op-
tions was that they are generally solved via backward in time algorithms due to the optimal
exercise policy being easily determined at expiry. Simulation methods are inherently forward
based approaches where the paths of the state variable are simulated forward in time and then

a pre-specified exercise policy is applied to the state variable trajectory to determine the path
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price. Tilley’s method used a single state variable and at each time period simulated paths are
ordered by asset price and bundled into groups and an optimal exercise decision is estimated
for each group. Drawbacks of this approach are outlined in [5, 6].

Two other simulation methods of particular importance to this thesis are the Stochastic
Tree and Stochastic Mesh methods. In [6,7] the authors develop and provide theoretical sup-
port for each method. In both cases positively and negatively biased estimators are used to
form upper and lower bounds for the value of an American option with all estimators converg-
ing asymptotically to the true price. The main drawback of the stochastic tree method [6] is
that its computational effort grows exponentially with the number of exercise opportunities.
This results in a method that is only practical with a relatively modest number of exercise op-
portunities. In contrast the stochastic mesh method allows for a larger, but still finite number of
exercise dates to be computationally feasible. This method is linear in the number of exercise
opportunities and quadratic in the size of the mesh. Detailed descriptions of both the Stochastic
Tree and Mesh methods are provided in Section 1.3.

Other simulation methods for pricing American Options include the regression based meth-
ods of [8,9]. These methods all combine simulation with regression on a set of basis functions
to develop low dimensional approximations to high dimensional dynamic problems. Although
the performance of these methods does not decrease with dimensionality, these methods suffer
from other drawbacks. In Least-squares Monte Carlo methods one must select a set of basis
functions on which to regress to estimate continuation values. In general only a complete (in-
finite) set of basis functions results in continuation value estimators that are consistent for the
true option value. In practice, of course, a finite set of basis functions is used and introduces an
approximation error. Continuation value estimators are consistent for the true approximation
value and not the true option value [10, 11].

Duality based methods as in [12] pair an upper bound to a lower bound generated by a
simulation based method and in doing so create an interval estimate for the option value. This
method then inherits the benefits and drawbacks of the simulation method used to generate
its lower bound. An alternative to solving a backward dynamic program are policy iterations
for dynamic programs. Where backward schemes require the calculation of nested conditional
expectations prior to the time O value being approximated, iteration methods such as [13] yield

approximations of the time O value at each iteration of the dynamic program.

1.1.1 Problem Formulation

Define a process U(t) on O < ¢t < T, where T is the expiry time of the option, to represent

the discounted payoff from exercising an American option at time ¢. If we are to represent the
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set of all possible stopping times in [0,7] by 7 the problem is to find the optimal expected
discounted payoff,

supE[U(1)], (1.1)
T€T

which may be considered to be the option price under appropriate conditions [14].
We may specialize this to the case of an American put option with strike price K and a
single underlying asset with the time ¢ price, S (¢), and constant risk free rate r. Here the time 0

option value is

supE[e™ (K - S(1)"], (1.2)
€T

where, E[-] denotes a risk-neutral expectation and

x ifx>0

0 ifx<O.

(0" =

To obtain numerical approximations for the American option price we typically restrict the
set 7 to be composed of m fixed exercise opportunities ) < t; < ... < t,,. We assume that the
path of the underlying asset is a Markov chain, {S;}, i = 0, ..., m, that can be generated given

the interval #;,; — ;; which is to say that simulated values are not subject to discretization error.

1.1.2 Dynamic Programming Formulation

The option value can now be characterised via dynamic programming. Let the payoff function
for a given timestep #; be denoted by 4; and the option value at the same time step be denoted

B;(s) given that §; = 5. The initial option value By(S () recursively computed through

Bm(s) = hm(s)
B;(s) = max{hi(s)’E [Di+1,i(Si)Bi+1(Si+1)|Si = S]} , (1.3)

i=m-1,...,0.

Here the function D;, (S ;) is the discount factor from time #;;; to t;. More forms of discount-
ing, such as stochastic interest rates, can easily be incorporated into our proposed valuation
methods.

This general form in Equation 1.3 is the basis for most dynamic programming schemes.
This process of computing or estimating the conditional expectations in Equation 1.3 is the
main difficulty in pricing American options with a numerical scheme. This conditional expec-

tation is referred to as the continuation or hold value. In this discrete time setting this is the
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value in holding on to the option’s right to exercise until at least the next exercise opportunity.
An approximation to the continuation value, H;(S ), at time-; determines a stopping rule

for the option
t=min{t; € T : h(S) = H(S ). (1.4)

With these formulations of the American option pricing problem and dynamic programing
we dedicate the remainder of this chapter to describing in detail the specific valuation methods

most relevant to this thesis.

1.2 Tree Based Methods

In the case of [1] a binomial tree structure as shown in Figure 1.1 was suggested to describe
the price paths of the underlying asset. Here given a value at the beginning of a time period the
asset may take just one of two values at the end of that period. That is to say that if at some
initial time the asset has a price of S then at the end of the first time period it has a value of
uSo or dSoy where u > 1 4+ r > d, with r being the risk free rate. If this inequality does not
hold then there would be an arbitrage opportunity involving a riskless bond and the asset. This

process continues to generate all possible paths through the tree.

uusS g
MSQ
p
So duS
I\p
dds

Figure 1.1: Binomial tree with 2 periods

Consider now the initial option value By and the option values BY and B¢ after up and down
stock price moves, respectively. A portfolio containing a long position in A shares and a short
position in a single option then we may calculate the value of A which makes this portfolio

riskless. The value after an up move is AuS, — B and after a down move is AdS, — B‘f.
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Equating these and solving for A gives

B! - B!

For this value of A the portfolio is riskless and therefore must grow at the riskfree rate, r
regardless of the change in the asset value. It then follows that SoA — By = (uS oA — Bﬁ‘)e"m,

where At is the length of a period. Rearranging gives

By =e ™ (pB‘l‘ +(1 - p)B‘f) , (1.6)
where,
erAt —-d
= . 1.7
P=—"a (1.7)

Here p is interpreted as the risk-neutral probability of an upward move in the asset price.

This method is easily generalized to any number of periods. In Figure 1.1 the option values
at expiry, By, B/ and B4, are determined from the payoff function and the remaining option

values at prior time steps are given by

B} =™ (pBy" + (1= p)ByY), (1.8)
B{ = ¢ (pBy' + (1 - p)BY"), (1.9)
By = e (pBi + (1 - p)BY).

The choice of u and d are in practice determined from the stock price volatility, o. They

are given by

u=A- VA2 -1, (1.10)
d=A+ VA2 -1, (1.11)

where,

_ 1 —rAt (r+od)At
A—E(e te ) (1.12)

To return briefly to our discussion in the previous section regarding Equation 1.3 the time #;,
the conditional expectation seen there is what is being calculated in Equations 1.6, 1.8, and 1.9.

In this case the hold value is being calculated exactly from the underlying binomial model.

As mentioned previously lattice methods like the binomial tree are computationally efficient
compared to simulation based methods for cases of small number of underlyings and one or

two sources of uncertainty. However beyond this these methods become unfeasible. In the case
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of high dimensional underlyings the computational cost grows exponentially with the number
of state variables and in cases with more risk factors or more complicated payoff structures
these methods also become intractable. In these cases simulation based methods such as the

ones described in the following two section become preferable.

1.3 Monte Carlo Methods

1.3.1 Basics of Monte Carlo

Before describing the two simulation based methods for pricing American-style options we first
review some fundamental concepts of Monte Carlo simulation. In their simplest form Monte
Carlo (MC) methods consist of randomly sampling from the universe of possible outcomes and
taking the fraction of these which lie in a given set as an estimate of that set’s volume. Given a
sample size of n, an estimator 3, is defined as a statistic (a function of the data) that is used to
infer the value of an unknown parameter, £.

The statement of the consistency of an estimator to the unknown parameter is

BnDpB as n— oo, (1.13)
which is to say that for any € > 0,

lim P (|3, - 8| > €) = 0. (1.14)

n—oo

The bias of an estimator is defined as

bias (5,.8) = EB,] - 5. (1.15)

An estimator is said to be unbiased if bias (B,,, ,8) = 0, biased high (positive) if, bias (Bn, ﬁ) >0
and biased low (negative) if, bias (Bn, ﬁ) < 0. The bias and its sign play important roles in this
thesis. The combination of high and low biased estimators allow us to construct confidence
intervals for the value of multiple exercise options.

Since this is so crucial to this work we now show that the combination of high and low
estimators can be nearly as effective as a single unbiased estimator. Take ﬁ;(a) and ,@;(a) to
be sample means of n independent replications, for every value of a simulated parameter .

Suppose that it can be shown that

E|B;(@)| =8> E|B (@), (1.16)
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which is to say that 3 and 3; are high and low biased estimators of . Also suppose that H,(a)
is the two standard deviation bound of ,@;(a) and similarly L,(«) is the two standard deviation

bound of 3; (@), where both bounds go to zero as n — co. Then

B (@) + H,(a) (1.17)
B, (@) £ L(a), (1.18)

define the 95% confidence intervals for E[,fi’;(a)] and E[,@;(oz)] respectively.

As shown in [6] by taking the upper limit of the high estimator’s confidence interval and

the lower limit of the low estimator’s confidence interval, we get the interval

(Bi(@) + Hy(@), B (@) = Ly(@)). (1.19)

which is a conservative 95% confidence interval for the value of 5. Hence we are able to
construct a conservative confidence interval by combining the confidence intervals for two

oppositely biased estimators.

In the case of an unbiased estimator the central limit theorem gives us information about
the likely error in the estimate. For a random variable X, an estimator ﬁ,, is the mean of n

independent and identically distributed samples. This is to say that
B = ! Zn:X (1.20)
n — n L i .
with E[X;] = B and Var[X;] = 0 < oco. The central limit theorem asserts that the estimator

(B—PB)/(0x/ \n) converges in distribution to a standard normal random variable. Formally this

means that

lim P

n—oo

Bn _ﬁ _
(Sx/ NF < x) = ®(x) (1.21)

with P(-) the probability of some event occurring, ® the cumulative standard normal distribu-
tion function and where the standard deviation, oy, is replaced by the sample standard devia-

tion, sy, since the former is rarely known in practice.

Another motivating feature of MC methods that we will mention repeatedly during this
thesis that the convergence of a MC estimator is independent of the dimension of the problem.

A simple illustration of this comes from numerical integration. The integral

P f(x)

Bt (b - a)B[f(U)] (1.22)

b
B= f Fodx = (b-a)
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may be represented as the expectation, E [ f(U)], with U being a uniform random variable (RV)

on [a, b].

If we draw points Uy, U, ..., U, independently and evaluate f at these n points then aver-

aging the results and accounting for the volume produces the estimator,

. b-avx
fr= 2" (U, (1.23)
i=1

n

The estimator, (3, is unbiased and consistent to the true value of the integral 8. If f is square

integrable and we set
b
o= [ -prax (1.24)

2

then the error in the estimate, 3, — 8, by using (1.21) is approximately N (O, %), where N(u, o2
describes a random variable that is distributed normally with mean u and variance o>. This

implies a square-root convergence rate of the estimate.

Typically oy would be unknown but could be estimated via the sample standard deviation

1 < ~\2
55 = ¢ — Z] (0 - arf Wy - B,) (1.25)
In comparision even the simple trapezoidal rule of numerical quadrature
b— b n—1 b— .
B = “(f(“)+f( )+Zf(a+( “)’)), (1.26)
n 2 — n

has error O(n™2). So in the case of one-dimensional integrals MC is not competitive with
traditional methods.

However in the case of estimating an integral over [a, b]¢ the f and o change but the error
in the MC estimator is still of the form % Hence the O(n~'/?) convergence rate holds for all
d whereas the error in the trapezoidal rule goes as O(n~'/?) giving a clear advantage to the MC

approach for d > 3.

A key implication of asset pricing theory is that the value of a derivative security can be
represented as an expected value. Often the dimension of these expectation integrals can be

very large or even infinite.
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1.3.2 Generating Random Numbers

The heart of all MC simulations is a sequence of seemingly random numbers (RN) that are used
in the simulation. Since the computers used to generate these random numbers are inherently
deterministic the sequence of random numbers will not be truly random. However there is
potential for the sequence to mimic true randomness sufficiently for our needs.

A so called uniform pseudo random number generator (PRNG) is used as the basis of MC
simulations to generate a finite sequence of numbers u, u,, ..., u, which have the following

properties,
(1) u;1s U[O, 1],
(11) u;’s are mutually independent.

The general considerations that should be taken into account are as follows:

Period Length MC simulations generate large volumes of RNs. All PRNGs will eventually
repeat themselves so in order to ensure a quality sequence of numbers it is preferred to

only use a small fraction of the generator’s period. Hence a longer period is desirable.

Speed Again due to the large volume of RN required the speed at which the sequence can be

generated is paramount to the method being practically useful.

Quality A sequence of RNs is of no use if it does not successfully mimic true randomness.

Therefore the sequence must perform satisfactorily under various statistical tests.

Reproducibility It is often important to rerun a simulation while varying inputs. In this case

it is desirable to be able to use the same sequence of random numbers.

Skipping Ahead Given the great advantages of implementing parallel computing techniques
in MC simulation it is important to be able to skip ahead to different portions of the

sequence while still maintaining independent sequences of RNs.

Portability An algorithm should be able to generate RNs on all computing platforms. For
instance some generators rely on how overflow is handled on particular computers which

limits their portability.

In this thesis two generators in particular are used. The first is the Mersenne-Twister of [15]
which is a twisted generalised feedback shift register generator. The particular implementation
we use is MT19937-64 which has a period of 2!937 — 1. This is used in the serial and MPI

versions of our code in Chapters 3 and 4. In Section 4.5 where we consider GPGPU techniques
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we use the method of [16]. This method is shown to be more efficient on GPUs then other
traditional methods.

RNGs generate uniform random numbers however most MC simulations entail sampling
from non-uniform distributions. Of particular interest in financial mathematics is the standard

normal distribution, N(0O, 1). The density function of a standard normal is given by

2
p(x) = ——e "%,  co<x<o

\2r

and the cumulative distribution function is

1 T
D(x) = — f e dy.
V27T —00

If we wish to generate non-standard normal distributions we may use the fact that if Z ~ N(0, 1)
then u + 0Z ~ N(u, o).

When generating non-uniform RV's two common methods are inverse transform and acceptance-
rejection. In the case of Normal RVs the lack of a closed form solution for the inverse of the
normal CDF and the relatively slow speed of acceptance-rejection methods have lead to alterna-
tive methods. Although there are many approximation methods, [17], to generate normal RVs,
the method used for this thesis is the Box-Muller algorithm [18]. It generates two independent
bivariate standard normals from two U[O, 1] RVs.

The method is based on the following two properties of independent normal variates;
R = Z? + Z2 is exponentially distributed with mean 2; the ordered pair (Z;, Z,) is uniformly dis-
tributed on a circle of radius VR centered at the origin. The algorithm begins by generating two
uniform RVs, Uy, U, ~ U[0, 1]. U, is used to generate an exponential RV R and U, is trans-
formed to become V = 2xU, ~ U[0,2x]. The components of the point (\/1_3 sin V, VR cos V)

are then independent normally distributed RVs. The algorithm is as follows,

e Generate two uniform [0,1] RVs, U;, U,
e Calculate R = -2log U,
e Calculate V = 2nU,

e Calculate Z; = VRsinV and Z, = VRcosV

1.3.3 Sample Path Generation

Being able to generate sample paths of the underlying asset(s) is fundamental to MC methods.

An important stochastic process used in quantitative finance is geometric Brownian motion
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(GBM). GBM is the result of exponentiating Brownian motion (BM) and therefore the methods
for simulating BM are also methods for simulating GBM. Note that the valuation algorithms
in Chapters 3 and 4 accommodate general stochastic processes. Here we describe sample path
generation for GBM.

To review, BM on the interval [0, T'] is a stochastic process {W(¢),0 < t < T} such that,

(1) W) =0.
(i1) the mapping ¢t — W(z) is, with probability one, continuous for all [0, T'].

(iii) the increments W(t,,) — W(t,,—1), ..., W(t;) — W(t,) are independent forall 0 <7y < --- <
tw <T.

1v) W(ti) = W(t;) ~N(O, tiyp —t) forall 0 < ¢, < 1,4 < T.

From W(¢) and constants y and o we may construct a process by setting X(¢) = ut + cW(t).

This process has the dynamics given by

dX(t) = pudt + ocdW(t). (1.27)

Due to the independent increments, simulating the points W(z;) or X(¢;) is straightforward.
For independent standard normal random variables Z,, ..., Z; and beginning from the initial

value, subsequent path values may be generated as follows

W(tic1) = W) + Vit — tiZisa, (1.28)
X(tiv1) = X(t;) + u(ti1 — ) + Vi1 — tiZisa, (1.29)

fori=1,...,m.

In comparison with a true BM process the values of Equations 1.28-1.29 are exact in that
their joint distributions are exact at the time points #1, . .., f,,.

As a model for prices, S (#;), GBM is more desirable than BM because it does not allow for

W, that are independent in GBM

negative values and also it is the percentage changes,
rather then the absolute changes as in BM.

The dynamics of GBM are typically written as

dsS (1)

S() = udt + cdW(), (1.30)

where the parameter y is referred to as the drift parameter and o is referred to as the volatility

parameter. Using Itd’s lemma it can be shown that the above stochastic differential equation
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has solution

1
S =S0)exp ((u — Eaz)t + O'W(t)), (1.31)
where S (0) is the initial value of the process. A simple recursive relation may be used to
generate successive values of this process for0 <t,---<t, <T;
1
S(tiv1) = S(t;) exp ((,U - 50'2)(641 — 1)+ o Vi — tiZi+1) , (1.32)
fori =1,...,m -1 and where Z,, ..., Z; are independent standard normal random variables.
This method again introduces no discretization error at times 1, .. ., t,,.

1.3.4 Stochastic Tree Method

We now define the vector valued Markov process {Sy, S1,...,S,,} on R? as the vector of under-
lying asset prices, where d is the number of underlyings. The value of the American option

written on the underlyings at time #; is

B; = max E [.(S,)], (1.33)

1i<T<tp

where /.(S;) is the discounted payoff of the option at time 7. Using dynamic programming this

can be solved by the recursive relation

B, = h,(Sh), (1.34)
H;=E [Di+1,iBi+1|~Zi] > (1.35)
B; = max (h;(S;), H)), (1.36)

i=m-1,...,0, (1.37)

where Z; is the filtration of the system at time-#; and D;,; is the discount factor which without
loss of generality we disregard for the remainder of this section. Here H; is the time-#; hold or
continuation value representing the expected value to the holder if they decided not to exercise
at t;.

The stochastic tree method produces estimates for the value of an American option. Two
main estimators are outlined below, both of which converge to the true option value and may
be used to generate confidence intervals. The requirements for this method are little more than
the ability to generate Markov chains to represent the underlying asset.

The tree itself is constructed beginning at an initial state S(l) = S, from which b independent

successor node states (b > 2) are randomly simulated. Then for each time-#; node, S‘{l again
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h

randomly simulate b successor nodes, continuing this process until the m™ time step and in

doing so create a tree that recombines with probability zero. A generic node is then represented
by S{ '2Ji \which for convenience we represent as S? to make the notation more compact. The
basic structure of a stochastic tree with 2 timesteps and a branching factor of 3 is shown in
Figure 1.2. As can be seen from this diagram one of the main drawbacks of this method is
that the computational effort is exponential in the number of time steps although it is not in the

number of dimensions.

sz
s2!
s
s12
S, .S
S0
S
sy!

00
S2

\ A

Figure 1.2: Stochastic Tree at timestep 2, b = 3

The first estimator we discuss is the high-biased estimator, denoted V. Working backward,

the above recursion relation takes the form

Vi =h,(S)) (1.38)
TR
Al = DLVE, (1.39)
k=1
¥ = max {n; (S}), A"}, (1.40)

where k = {j, k} and the + signifies the positive bias of the hold estimator.

Intuitively the high bias of the estimator can be reasoned by the fact that it unfairly looks
into the future when making the decision. This conditioning on future information allows
for better decision than otherwise possible and hence this estimator should give an estimate
greater than the true value. A rigorous proof of the high bias property of this estimator is found

in Theorem 2 of [6] and is restated here due to its importance. In what follows we expand the
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notation to reduce the number of indices that are used and include the branching factor, b, as

an argument for the estimator.

Theorem 1 (Stochastic tree high estimator bias) The stochastic tree high estimator Vo(b, So)
is biased high. That is,
E|Vo(b,S0)| > Bo(So), (1.41)

where By(Sy) is the true value.

The consistency of this estimator is described, and subsequently proven, in Theorem 1

of [6] and again we restate it here.

Theorem 2 (Stochastic tree high estimator consistency) The Stochastic tree high estimator

Vo(b, So) converges to the true value By(Sy) in the p-norm as b — oo. That is,
I E| Vo(b.S0)| = Bo(So) Il,— . (1.42)

An alternative to the high estimator is the low estimator which we denote ». As its name
suggest this estimator is biased low. Consider an arbitrary node in the tree with i < m. Then
divide its successor nodes into two disjoint sets X; and X, with sample means X; and X,. We

then define the exercise decision as

h  ifXi<h
p={ (1.43)
X, otherwise.
This leads to many possible choices for the exact definition of the low estimator. Here we
have chosen the set X, to be a single branch; then we average over all b possibilities. This

leads to the iteration scheme

o= h,(S) (1.44)
1 b
Y- _ ~k
Hy = h—1 ; Vit (1.45)
k=l
| m (S B o< (S
f’?ﬁ{ 8 . ( ‘.) (1.46)
V:'+1 HJz 2 h (Sf)

N
o= (1.47)
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where again k = {j,k} and 1 = {j,/} and the — represents the negative bias of the hold value
estimator.

The source of its low bias comes from a separation of the exercise decision from the value
received upon continuation which leads to suboptimal decisions. A statement and rigorous
proof of this is shown in Theorem 4 of [6] and restated here. Again we expand our notation for

convenience and include the branching factor, b, as an argument for the estimator.

Theorem 3 (Stochastic tree low estimator bias) The stochastic tree low estimator vo(b,Sy) is
biased low. That is,
E [P0(b, So)] < Bo(So), (1.48)

where By(Sy) is the true value.

As with the high biased estimator the low estimator is also consistent. The following theo-

rem is stated and proven in Theorem 3 of [6],

Theorem 4 (Stochastic tree low estimator consistency) The stochastic tree low estimator Vo(b, Sy)

converges to the true value By(Sy) in the p-norm as b — oo. That is,
Il E [o(b,So)] — Bo(So) Il,— 0. (1.49)

A third estimator, the interleaving estimator, may also be considered. It is called the in-
terleaving estimator because it is a blend of the high and low estimators. The implementation
involes applying a backward induction estimate identical to that of the high estimator and then
applying a sub-optimal stopping rule. However in this thesis we do not consider results gen-
erated by this estimator. For details on the implementation of the stochastic tree method refer

to [6] for pseudo code describing a Depth-First Processing approach to the problem.

1.3.5 Bias Reduced Stochastic Tree

As an extension of the stochastic tree described in the previous section the authors of [19]
propose a statistical method for reducing price estimator bias. An approximation for estimator
bias is derived using large sample theory which is easily evaluated in a simulation. Subtract-
ing the bias approximation results in significantly improved bias-corrected estimators at each
exercise opportunity. This unique approach to bias correction is quite useful in that it; retains
the favourable properties of the stochastic tree method; it is relatively simple to implement by
modifying a few lines of code in existing algorithms; it does not increase the computational

time; and it does not increase estimator variance.
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The numerical results displayed in Section 3 of [19] show that the corrected estimators are
always better than the uncorrected versions across all combinations of option moneyness (strike
to spot price ratio), number of exercise opportunities and sample size. In addition it is shown
that, for a desired level of accuracy, the corrected estimators can be computed much faster than
the uncorrected estimators, and for a given amount of computing time, the corrected estima-
tors are much more accurate than the uncorrected estimators. Also, by allowing for a better
tradeoff between decreasing branching factor in exchange for an increased number of runs, the
technique permits increased computational efficiencies over trivial parallel implementations of
existing algorithms.

In Section 2 of [19] the authors derive expressions for the time-#; bias of the high- and low-
biased estimators. Their expressions are in the form of #;-conditional expectations. By letting
I-_Ifi = E[I:Ifil?‘,»], where the + represents the postive and negative bias estimators respectively,
they define the time-7; high- and low-bias as Flf+ - H‘f = E[V;Ll - B: |7l and Hf‘ - Hf =
E[} '

L Bf .1|Fil, respectively. Here we have suppressed the [ index for the low estimator
because Hfl_, [=1,...,bareiid given ¥; and so these statements hold regardless of the choice
of . In what follows we will continue this practice when it is unambiguous to do so.

Consider the high-biased estimator, expanding the inner terms and then adding and sub-
tracting E[max([-_l‘ii:], hf . )IFi] inside the time-; bias definition splits this expression into what

the authors refer to as a local (Equation 1.50) and a global (Equation 1.51) component, namely,

E [max (A3, 7, ) - max (A3, 10, )] (1.50)
+E[max(ﬁf:1,h§+l)—max(HfH,hJ;.H)l?',-]. (1.51)

Focusing on the local component the authors show that the main source of bias is due to
exercising incorrectly. This implies that significant contributions are limited to the region about
the exercise boundary as even poor estimators are unlikely to result in incorrect exercise away
from the boundary. Similar analysis in [19] shows that the low-biased estimator may also be
split into a local and global component and that the local component for the low-estimator
arises from exercising incorrectly. They summarize these contributions in tables which we
reproduce here as Tables 1.1 and 1.2, respectively. Here, f’fi = Flfi - hf and f’fi = IL_Ifi - hf
From these results it is also evident why the estimators have their respective biases.

Equations involving Yfi are not of much use from a numerical perspective as they are
not directly observable and replacing them with the estimators f/fi immediately collapses the
bias expressions to zero. It is therefore necessary to incorporate additional knowledge of the
distribution. The time-#;;; hold value estimators are averages of the time-f;,, option value

estimators which, for the stochastic tree, are independent and identically distributed conditional
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Held: Exercised:
i+ i+
Y, >0 Y, <0
Should Hold: 0 pi+
_J+ - .
)3+1 >0 i+1
Should Exercise: i+
vl <0 Yo 0

Table 1.1: The local error in the time-#;,; high-biased hold value estimator. Note that this error
is always non-negative.

Held: Exg:rcised:
e i
Yi+] >0 Yi+] < 0
Shoqld Hold: 0 i~
Si— —1I.
}2+1 >0 i+1
Should Exercise: —j—
7 <0 i ’

Table 1.2: The local error in the time-t;,; low-biased hold value estimator. Note that this error
is always non-positive.

on ¥iy1.

The Central Limit Theorem is used to approximate the distribution of the estimators in
deriving these bias approximations. Assuming that I?fi can be replaced with f/;.ii* which is
normally distributed with mean I_/;.ii and variances given by the conditional variances of the

time-7;,, option value estimators the approximate bias for the high and low biased estimators

are
i+
S+ i+1
Yo Aj* (1.52)
Wi+1/b
and
I T R PV
|Y;';1* 10)) |‘l+1 _ zb+l ¢ | z.+1 , (153)
Mﬂ/b W:H/b
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respectively, where ®(-) and ¢(-) are the standard normal cdf and pdf respectively and W;.i and

W! are the sample variances given by

2
AU IR
(v};l -2 Vgl) (1.54)

and

REE R ol PO R e
WLZHZ v:.‘+1—52v?+1 : (1.55)

with k = {j, k} and p = {j, p}.

Then replacing the quantities Y; iji* with their sample estimates f’fi* Equations 1.52 and 1.53

are subtracted from their corresponding uncorrected estimators yielding

)+
V1 = max (A7, W} - |P¥| @ L] (1.56)
W"/b
and
1 & k(S B < h (S
M= EZ (5) < {) (1.57)
2l )
A p1- W -
_ Yllj|q) z,l| _ 7ll ¢ z,l| ,
v/ Vi /b
respectively, where 1 = {j, [}.
Using these bias-corrected estimators, the time-#; bias becomes
E[max (Hj:l,hfﬂ) max (Hf:l,hfﬂ ‘ 7:,-] (1.58)
+E maX(HfH,hLl) max(H;'H, " ‘7:] (1.59)
—E||¥* |0 il ' i (1.60)
V +1/
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for the high-biased version and

E|:IA‘;+_1 thHH +IAJ— h] h —maX(HJ+1, '+l) f:| (1.61)

+E max( A b)) - max (HD, 1, ) 7—‘] (1.62)

_E +1|(I) | i+1 ’\;\\/':+1/b¢ | i+1 T (1.63)
W:H/b Wz]+l/b

for the low-biased version, where Equations 1.58 and 1.61, 1.59 and 1.62, and 1.60 and 1.63
are the local bias, global bias and corrections components, respectively.

The local and correction components asymptotically cancel as the sample size gets large,
leaving just the global components. Applying Jensen’s inequality to move the absolute value
inside the expectation and applying the inequality |max(x,y) — max(u, v)| < |x —u| + [y — V| to
the absolute value of the global component gives

‘E max HJ* W

i+1° 7Y+l

) max (Hf+]’ z+1) |7:”
<E “Hfl +1| |T HE HJ+1 |T1+1]

l+1 7_-1:| ’

which shows it to be bound by the time-#;;; bias. Similarly the time-#;,; bias is bound by the
time-;,, bias. Continue in this fashion through to the next-to-last exercise opportunity m—1 and
note that the time-,,_; hold-value estimator is unbiased. Thus, the global bias is also accounted
for. Specifically, the propagation of bias across exercise opportunities is at most of the same

order as the difference between the local bias and the correction component.

1.3.6 Stochastic Mesh Method

The stochastic mesh is a method for American option pricing and more general optimal stop-
ping time problems. The mesh construction begins with the initial state vector Sy and then the
state transition function is applied to produce state vectors Slj forj=1,...,bandi=1,...,m
where b is the chosen mesh size. This can be seen illustratively on the left in Figure 1.3. The
individual mesh points S{ and S" , are then tied together by a set of weights w(i, SJ Sf‘+ D= W’
which are defined below. This is 1llustrated on the right of Figure 1.3. Following the descrip-
tion given in [22] Section 8.5.2 we now describe how the mesh is generated and the weights

are determined.

Suppose our state space to be a Markov chain (S, Sy, .. ., S,,) in R? with transition densities
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S St

Figure 1.3: Stochastic Mesh with 3 timesteps and b = 3

fi,. .., fn. This is to say that for s € R? and for A C R, we have that

P(S: € AIS., = s} = f fis, y)dy, (1.64)
A

fori=1,...,m.
Now consider the marginal density of some S; in our chain. For fixed Sy we have the
marginal density for Sy, g1(-) = f1(So, -). The marginal densities for other S;, i = 2,...,m are

given by,
gi(y) = f gi-1(8)fi(s, y)ds. (1.65)

The true hold value, H;(s), for an option in state s at time ¢; is

Hi(s) = E[Biz1 (Sis1) ISi = 8] = fBiH(Y)fiH(S’ y)dy, (1.66)

and in what follows it is shown that the purpose of the weights as mentioned is to correct for
the discrepancy in how the future time nodes were generated. There are several possible ways
that one could imagine for how these nodes are generated and each way could possibly have
a different weight function associated with it. We now explore some of these possibilities in
order to justify the choice used in [7] and this thesis.

First, suppose that each SfH for k = 1,...,b is generated independently from all others,
with density g. If we also suppose that we know all the true option values, B, (Sﬁ.ﬁr ,) and that g
is the marginal density from our Markov chain then the average over the true option values as

b — ocois

b

S =

Bi+1(Sf+1) - E [Bi+l(si'(+1 ]
k=1

_ f B (¥)g(¥)dy.

which is not in general equal to 1.66 and is in fact the unconditional expectation at #;,; instead
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of the desired conditional expectation.

Here we see the meaning of our previous statement that the weights are meant to correct
for the fact that the mesh nodes were generated from density g instead of density f. If we take
the weight function to be _

& Jn(S]LSE)
W =
(@S

i+1

(1.67)

which is the likelihood ratio connecting the transition density to the mesh density, then we have
that

b
Z w{kBm(SfH) —E [wkam(Sﬁl ]
k=1

i+ SJ’

- f T®LY)y ey
g(y)

_ f Vit () fort (S, ¥y

= Hi(S)).

S =

Above we had assumed that all of the nodes were generated independently, however in
our case this is not true. Even so there is still some flexibility in the choice of weights and

construction method.

First we begin by considering the independent path method shown in left panel of Fig-
ure 1.3. Here sequences of asset values (Sj e S,’;,) for j = 1,...,b are independent of one
another. Hence for k # j, S;‘H is independent of Slj and therefore the conditional distribution of

Sk . given S{ is just the unconditional distribution which has density g;.;. In the case of k = j

i+1
the distribution has the density of the transitional density f;,; and so no weight is needed. This
means that o
ﬁ+l(S!sS( |) . .
, Ll if k£
w{k — gir1(S5 ) (1.68)
1 ifk=j

Another mesh construction that may be considered consists of generating nodes at time-#;,;
by randomly selecting nodes at time-¢;, with replacements, from which to produce the successor
by sampling from the transition density fi;; (S{ ,+). This procedure is repeated until all b nodes
are filled. Then given, S;, the nodes at time-#;,; are i.i.d. with density equal to the average of
the transition densities

b
D Fasho, (1.69)

J=1

S| =
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since each time-#; node is equally likely to be chosen. This gives a weight function of

W = finr(S],S,)
l % Zlbzl ﬁ'+1(sf’ S§+1)

(1.70)

Further consideration of this construction method reveals that if we make the modification
to use stratified sampling over the index j of S{ , we choose exactly b strata and we draw exactly
one from each stratum then this is exactly the same as the independent path method. As such

the weights in Equation 1.70 are equally applicable to the independent path method.

The authors of [7] make their choice of which mesh construction method and weight func-
tion based on considering the pricing of a European option with the stochastic mesh. It is
important to note that there is no reason to use this method to price a European option, how-
ever, what follows is taken as evidence that their particular choices are beneficial when carried

over to the case of pricing American option.

When considering the pricing of a European option with the mesh, the lack of early exercise
rights leads to the exercise decision at the time prior to expiry collapsing to just the hold value

at that node in the mesh. It can be easily shown that this leads to a option price given by
i—1 i
Vo = bm > ]—[% | (SE) (1.71)
'1 ..... Jm =2

where j; = 1,...,b,and i = 1,...,m. This is simply the average over all b" paths through
the mesh of the payoffs at expiry multiplied by the weights of each of the arcs in those paths.

bzhm(sm (bml Z ]—[ W' m} (1.72)

Jm=1 Jlseens Jm-1 =2

Rearranging gives

The term in parenthesis has an expected value of 1 when the weight functions are given by

likelihood ratios. Rewriting that term gives

% > wht 7 Z W, (1.73)

Z w =1, (1.74)

Therefore choosing weights given by (1.70) leads automatically to the term in the parenthesis
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of Equation 1.70 being identically 1 and a price for the European option being given by

, 1y i
Vo= Z‘] h(SIP), (1.75)
as expected.

With other choices of weights, including those shown above, the term in question is not
necessarily identically equal to 1 and therefore an exponentially growing variance build up
may occur along a trajectory through the mesh as weights are multiplied together.

We may now define the mesh estimator, V, as a positively biased estimate of the option
determined by moving backward in time through the mesh beginning at expiry. Using dynamic

programming the recursive relation for valuation is

VJ = ha(S]) (1.76)
1S
Al = > WV, (1.77)
k=1
\A/l.j = max (hi(S{),I:If) , (1.78)
i=m—-1,...,0, (1.79)

where we have neglected a discounting factor without loss of generality.

With this we now have a complete description of the algorithm for the mesh estimator. In
terms of computational intensity the effort involved in generating the state vectors is propor-
tional to b X m. The effort for evaluating the mesh via Equations (1.76)— (1.79) is b* X m.
Hence the algorithm is quadratic in the mesh parameter » and linear in the number of exercise
opportunities.

There are two key properties of the mesh estimator which we now discuss. The first regards
the bias of the estimator described in Equations (1.76)— (1.79). We restate here for convenience

Theorem 1 from Broadie and Glasserman, 2004,

Theorem 5 (Mesh estimator bias) The mesh estimator Vy(b,Sy) is biased high. That is,
E [ Vo(b,S0)| = Bo(So)

for all b.

For a proof of this theorem refer to [7]. Intuitively the high bias of the estimator can be

reasoned by the fact that it unfairly looks into the future when making the exercise decision.
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This conditioning on future information allows for better decisions than otherwise possible and
hence this estimator is greater then the true value on average.

The second property regards the convergence of the mesh estimator. For a rigorous proof
and assumptions on the density fi(S;, S;;1) we again refer the reader to Broadie and Glasserman,

2004. For convenience we restate Theorem 2 of that paper here.

Theorem 6 (Mesh estimator convergence) Let p > p > 1. Under the assumptions for fi(S;, Si+1),
| Vi(b,s) = Bi(s) |- 0

as b — oo, for all s and i.

Here || X ||= E[|X|?]"/? is the p-norm and j defines moment conditions given in [7].

This convergence in the p-norm implies a convergence in probability of the mesh estimator
to the true value and hence Vy(b, Sy) is a consistent estimator of the option value.

The remaining piece to the stochastic mesh is a second estimator that is biased low, called
the path estimator. The path estimator is constructed by simulating a path {Xy, X, ..., X},
which is independent of the mesh points Slj , according to the density function f;(x,-). The
mesh is used to estimate the path estimator stopping rule. Along the path the optimal policy
chooses to exercise the option at time 7 = min{i : h:(X;) > H:(X,)} giving a low estimate of the
option value to be ¥ = h;(X;). An average low estimator which is conditional on the mesh is
calculated by simulating multiple paths independently each of which follows the stopping rule
defined by the mesh.

To evaluate the path estimator we can use the following dynamic programming scheme

v’ = hm(Xm) (1.80)
i b Z jkvﬁl (1.81)
if h; XJ < H’
Vi X5 (1.82)
h; (XJ if h; (X’) > H’
=0,. (1.83)
for j=1,...,n,, where n, is the number of paths, ‘7;. is the mesh estimator described in Equa-

tions (1.76)— (1.79) and a){ = w; (X] Sf+1) is the same weight function previously described
with S; being the set of time-#; mesh points. Again we have suppressed the discounting factor

without a loss of generality.
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To see how to extend the weights, a){k, to this case consider the weight along a path arc
from state x to mesh node Sf,, denoted as wf(x). Take x € R? but x ¢ A; as in the description
of the path estimator. Noting that in all choices of mesh construction and weight choices the
current node ij appears as an explicit argument of the transition density. Therefore we are
free to extend the arguments to any arbitrary points in R%.

As in the previous section we now, for convenience, state two theorems from [7] regarding
the path estimator; in that publication Theorem 3 refers to the bias of the path estimator and

Theorem 4 refers to its consistency.

Theorem 7 (Path estimator bias) The path estimator V;(b, Xy) is biased low. That is,
E[Vo(D, Xo)] < Bo(Xo)

for all b.

Intuitively the source of the low bias in this estimator can be seen from equation (1.83).
The information used in determining whether to exercise or hold the option is independent of
that which is propagated in the event of a decision to exercise. Hence a suboptimal decision is
expected and therefore a lower valuation for the option is expected because no other policy can

be better then the optimal policy.

Theorem 8 (Path estimator convergence) Suppose the same condition hold as in Theorem 6
and that E[hi(S)'"] < oo foralli = 0,...,m, for some € > 0. Suppose also that P(hi(S;) =
Bi(S;)=0foralli=0,...,m—1. Then

E[Vo(b, Xp)] — By(Xo)

as b — oo,

So the path estimator is asymptotically unbiased.

The computational effort for the path estimator in addition to the mesh estimator is n, X m
to generate the paths and n, X b* X m to evaluate the dynamic programing scheme in Equa-
tion (1.83).

In comparison with regression methods the mesh requires O(b?) whereas the regression
based methods are O(b). However the mesh will not suffer from approximation error from the
choice of regression basis functions as previously mentioned. In addition the likelihood ratio
method for calculating mesh weights is independent of the payoff of the option and therefore
the weights may be saved and used to price many different options unlike the regression based

methods which require a recalculation of the regression variables with each option being priced.
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Above we have outlined the computational cost associated with both the mesh and path
estimators. Another limitation in using the mesh is that, as described above, there is a need
for a transition density when determining the weights due to the choice of using likelihood
ratios. If the transition densities for the underlying Markov chain are unknown or are not easily
computable then it may be necessary to use approximations to easily computable densities in

order to generate the likelihood ratios.

Although cases where the transition densities are unknown or non-existent are not consid-
ered in this thesis we briefly overview how using a constrained optimization problem can be
used to determine the weights as shown in [20].

Suppose that we have some function G on the state space of the underlying Markov chain.

The conditional expectation

g(s) = E[G(Si)IS; = s] (1.84)
is a known function of the state s. If we fix a node Sl’ and consider weights a){k, k=1,...,b
satisfying

1< .
- 2 w'G(St) =4(S)). (1.85)
k=1

then we can see that these are the weights that fix the pricing of the payoff G, to be received
at t;;1, from the perspective of node S{ . If the option estimates B;,; are well approximated
by a linear combination of components of G, then such weights should provide a reasonable

approximation to the continuation value at S{ .

From all feasible weights the authors of [20] select those that minimize an objective func-

tion of the form ,

> c(wf), (1.86)

k=1
for any convex function C. A draw back of this method is that different choices of C will
result in differing sets of weights and therefore differing option values. In [20] it is shown that
either C(x) = x?/2 or C(x) = xlog x result in similar price estimates to those produced when
using likelihood ratio weights. They also show that using the quadratic function does lead to a
simpler optimization, however it could produce negative weights whereas the entropy objective

will provide non-negative results if they exist.

Because this method leads to weights that are no longer independent of the payoft function
for the option this method forces us to recalculate the weights for each new type of option we
wish to price. It is shown in [21] that this approach for generating mesh weights through a
constrained optimization problem is closely related to the regression based methods for pricing

American options [8,9]. The difference being that here the method produces weights that
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depend on S{ and S¥ | whereas with the regression methods the weights depend on S{ and St.



Chapter 2
Introduction to Multiple Exercise Options

This chapter begins our discussion of the focus of thesis, valuation of multiple exercise options.
It includes a detailed description of multiple exercise options along with a summary of previous
methods to value them. It finishes with a detailed look at one particular method, the Forest of

Trees [23].

29
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2.1 Examples of Multiple Exercise Options

Multiple exercise right options are generalizations of American-style options as they provide
the holder more than one exercise right and sometimes control over one or more other variables,
such as the amount exercised. Examples of financial derivatives and real options with these
properties have become more prevalent over the past decade and appear in sectors ranging

from insurance to energy industries. We describe some of these instruments here.

Tolling agreements are a real options example of multiple exercise options from the energy
industry. Power markets have extremely high price volatilities making participants as well
as potential lenders to producers wary of price risk. Other difficulties facing power producers
include the facts that electricity is not a traded asset, generation costs depend on the price of the
underlying physical asset(s), potential emissions costs, and power transmission to consumers.
A tolling agreement is a structured transaction between a plant owner and typically a financial
institution (FI). In the agreement, for an up front premium paid to the plant owner, the buyer is
given the ability to determine when the plant is in operation and to take the electricity output
at a predetermined price. Along with the operational constraints inherent to the plant the buyer
is also often constrained by other contractual obligations. This agreement divides the risks
associated with power generation into operational risks associated with the plant and market
risk associated with the fluctuating prices of the plant’s output. It then leaves the management
of each risk to the party involved which is best suited to handle them. The plant operator is
guaranteed a stable cash flow from a FI with a typically higher credit rating which in turn makes
it easier for the plant to raise capital to fund expansions and improvements, for example. The
buyer of the contract uses the agreement to financially replicate the operation of a power plant

without having to take on the associated operational risk.

In interest rate markets a chooser flexible cap is a multi-exercise interest rate derivative.
These are a variant of an over the counter interest rate cap agreement. An interest rate cap
is a derivative consisting of a series of caplets in which the i caplet provides the holder at
time #; with a payment of the notional multiplied by the difference in the current interest rate
and a fixed strike rate, if positive, over N time intervals. These derivatives protect the holder,
who may for example be an issuer of floating rate debt, from rises in the short term interest
rates in exchange for an up front premium. A chooser flexible cap is almost identical to a
interest rate cap except it only allows for N/ < N caplets to be exercised at the holders
discretion. The holder must decide how to optimally allocate the A exercise rights across the

N opportunities. This multiple exercise option was valued in [24].

A Segregated Fund is a type of investment fund administered by insurance companies in the

form of variable life insurance contracts offered to individuals with certain guarantees such as
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reimbursement of capital upon death. Like mutual funds, segregated funds consist of a pool of
investments in securities such as bonds and stocks. The value of the segregated fund varies with
the market value of the underlying securities. Segregated funds do not issue units or shares,
instead, the investor is the holder of a segregated fund contract. The policy holder is given a
number of funds (possibly 10 or more) from which to pick.

The maturity date for a segregated fund contract is the time horizon at which there is a
guarantee to retain some predefined level (typically 75 percent) of initial capital. Holding
periods to reach contract maturity are usually 10 or more years. A death benefit provides
the guarantee if death occurs prior to the time horizon. Many contracts have a reset option
allowing the contract holder to lock in investment gains if the market value of the underlying
fund increases. This resets the contract’s deposit value to the greater of the deposit value or
current market value and extends the maturity date. Contract holders are limited to a certain
number of resets during the lifetime of the contract and at the same time the holder may switch
between underlying investment funds. As of 2009 Canadians owned about $140-billion worth
of these funds.

Another multiple exercise option example is a swing option. Swing options have typically
been used in energy markets to help producers manage the raw materials used in energy pro-
duction in the face of uncertain demand. They allow the holder to have some control over
both the timing and delivery amount of the underlying asset at predetermined prices. A swing
option is typically noted as the swing portion of a base-loaded futures contract that gives a
predetermined price for an amount of a commodity over a given period of time. The swing part
of this overall contract allows for a variable delivery amount of the underlying above or below
the amount determined by the base-loaded contract. However, the two pieces of the contract
can be detached from one another and treated individually for valuation purposes. During the
length of the contract the holder may exercise a given number swing rights. Typically these
rights can only be exercised at a discrete set of times. Upon swinging, the holder can choose
the additional volume bought/sold of the underlying asset. Refer to [26] for a more detailed

discussion on swing options.

2.2 Multiple Exercise Options

As with the pricing of American-style options the valuation of multiple exercise options is a
problem in stochastic optimal control. For American-style options the solution provides both a
value and optimizing exercise rule, or stopping time. For multiple exercise options the solution
also gives both a value and optimizing exercise policy. In the case in which the holder controls

only the exercise times (e.g., chooser flexible cap) the exercise policy is a sequence of stopping
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times. For options in which the holder controls the exercise times and amounts (e.g., swing
options) the exercise policy is a paired sequence of stopping times and exercise amounts. The
policy generalizes to other control variables.

Multiple exercise option-valuation algorithms are generalizations of those used for pricing
American-style options. Most of the work in the literature has focused on swing options. As
such, the remainder of this thesis will focus specifically on the valuation of swing options.

There are continuous-time solutions to both the American-style and swing option valu-
ation problems; these are computed by solving a system of Hamilton-Jacobi-Bellman quasi-
variational inequalities [27]. These methods give more accurate and stable price and sensitivity
estimates than those computed using simpler tools (e.g., trees). However, these methods are
quite complex mathematically and break down in higher dimensions financial examples of
which we consider to be the inclusion of multiple underlying assets and associated risk factors.

Approaches that use dynamic programming to solve a time-discretized version of the opti-
mal control problem are less complex, easier to implement and hence more prevalent than the
continuous-time methods described above. For American-style options standard methods in-
clude tree-based algorithms and numerical solutions of the associated partial differential equa-
tion which require discretization of the state space (coarse in the case of tree based algorithms).
The analogous method for swing option valuation is given by the forest of trees [23,26]. These
methods are extensions of the corresponding methods for pricing American-style options and
have similar properties. One crucial property is that these methods fail as the dimensionality
of the problem increases.

The simulation approach is the obvious tool to overcome the curse of dimensionality, as the
rate of convergence of Monte Carlo estimators is independent of the dimension. As previously
mentioned Tilley [S] was the first to show that the forward-in-time Monte Carlo approach could
be used to solve the backward-in-time dynamic programming problem arising from valuation
of an American-style option. Since this seminal paper, numerous other methods for the Monte
Carlo valuation of American style options have appeared. These include methods that attempt
to parameterize the exercise region [28] and those that discretize the state space [29]. Both
of these approaches, however, also suffer from the curse of dimensionality and do not easily
generalize to arbitrary payoffs and underlying price processes.

Monte Carlo methods that do not break down with the dimensionality and that accom-
modate general payoft and price processes include those that solve the optimal stopping-time
problem through estimation of the hold or continuation value. These include the stochastic
tree and mesh techniques of Broadie and Glasserman [6,7] and the regression-based approach
first appearing in [8] and the subsequently generalized in [9]. For each of these valuation tech-

niques, high- and low-biased estimators are easily generated, along with a hybrid interleaving
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estimator that has properties of both. Duality-based methods solve the optimal control problem

in the dual space, by approximating an optimal martingale, typically by regression [12, 30].

Methods that parameterize the early-exercise region have been extended to value swing op-
tions by parameterizing the set of exercise level curves [31]. Similarly state space aggregation
methods have been used for swing option valuation [29]. As in American option valuation,
however, these methods deteriorate as the dimension increases and do not easily generalize to

arbitrary payoffs and price processes.

The Least-squares Monte Carlo and duality methods have been modified for the pricing of
swing options in [24, 32], respectively. Although increased dimensionality does not decrease
the performance of these methods, they suffer from other drawbacks. In Least-squares Monte
Carlo methods one must select a set of basis functions on which to run regressions to estimate
continuation values. In general only a complete (infinite) set of basis functions results in con-
tinuation value estimators that are consistent for the true option value. In practice, of course, a
finite set of basis functions is used and introduces an approximation error. Continuation value
estimators are consistent for the true approximation value and not the true option value [10,11].
This approximation error can propagate backwards through the exercise opportunities and pro-

duce high- and low-biased estimators that do not converge to the same value [33].

Duality-based methods typically use regression on a finite set of basis functions to approx-
imate the optimal martingale, implying similar issues as Least-squares Monte Carlo. These
issues persist in extensions of these algorithms to the pricing of swing options. Policy iteration
methods such as [34], yield approximations of the time-0 value at each iteration of the dynamic
program. As with the pricing of American-style options this method is advantageous because it
removes the requirement to calculate nested conditional expectations prior to the time-0 value

being approximated.

In this thesis we propose two new methods, the Forest of Stochastic Trees and the Forest
of Stochastic Meshes, for valuing high-dimensional swing options. The trees used to model
the underlying price process in the forest of trees algorithm [23], are replaced with stochastic
trees [6] and meshes [7]. High and low-biased estimators are constructed which are consistent
for the true option value. Furthermore the methods can accommodate general price processes
and payoffs, multiple risk factors, and a confidence interval for the true value can easily be
constructed. In the case of the forest of stochastic trees the method is limited to only a modest
number of exercise opportunities due to the exponential scaling of the computational effort
described in Chapter 3. The forest of stochastic meshes described in Chapter 4 of this thesis

avoids this exponential scaling and allows for a large number of exercise opportunities.
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2.2.1 Mathematical Description of Swing Options

The type of contract that will be the primary focus of this thesis is a swing option. A swing
option is typically more correctly noted as a swing portion of a base-loaded futures contract
that gives a predetermined price for an amount of a commodity over a given period of time.
The swing part of this overall contract allows for a variable delivery amount of the underlying
above or below the amount determined by the base-loaded contract. However the two pieces
of the contract can be detached from one another and treated individually.

Take O to be the time the contract is signed and suppose the option is in effect for time 7; €
[Ty, T,], where O < T; < T,. During the length of the contract the holder may exercise a given
number of up and down swing rights denoted N , and N , respectively. Typically these rights
can only be exercised at discrete set of times {t,...,¢,} with T} < t; < ... <t, < T,. Also
the contract may stipulate a holding time of Ar between successive swings which if imposed
would be greater than #;,; — #; for all 1 < i < m — 1. In subsequent sections we do not include
this feature, but it can be incorporated into our new valuation algorithms in a straightforward
manner.

In general the act of exercising a swing right can have two different effects on the overall
contract which are broken down into the categories of Local and Global effects. Local effects
change the delivery volume only on the date of the exercise and then for any subsequent de-
liveries the volume reverts back to the original base-loaded volume. Global effect change the
delivery volume on the exercise date and all remaining deliveries unless another swing right
is exercised. In this thesis we consider examples of swing options having only local effects,
though we could also accommodate exercise rights having global effects.

When the holder chooses to swing up or down they may also have a choice of exercise
volumes. These amounts may be continuous or discrete but in either case the volumes at a given
opportunity at 7; will take the form [u],u?] U [u?,u?] for | <i<mandu <u? <0<u’ <u’.

Another feature that is included in some contracts are penalties which restrict the total
volume which may be exercised during the contract. We define the usage level, U, as the net
swing volume above or below the base-loaded volume stipulated by the forward part of the
contract. A contract will then stipulate that U must be in a range [U,,, Uax] for there to be
no penalties incurred at the completion of the contract where U,,;, and U,,,, are agreed in the

contract. The penalty function therefore takes the form

P, if U(Ty) < Uy
dU) =30  ifU,, < U(T>) < Upas 2.1)
PZ lf U(TZ) > Umax
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The final aspect of swing options is that of the strike price which specifies the price at which
the underlying asset may be bought or sold. Swing options also include this, but because of the
ability to both buy or sell, these options include both up and down strike prices which may be
functions of time. In general for the up strike price, K,, and the down strike price, K;, we have
0<K; <K,.

Given the above conditions if we define the exercise and usage decision variables, o and

us as

1 if swing up/down
ot = g up/ 2.2)
0 otherwise

=+

volume bought/sold  if swing up/down
u; = (2.3)
0 otherwise,

=+

then we may list the following set of equations as the precise mathematical definition of a

swing option forall 1 < j <i <m,

O0<o/+0;<1 (2.4)
(O';T + 0;) +(of+o07) <1+ - :iAT (2.5)
Mia:sm (2.6)
i=1
OSZm:a;s N4 2.7)
i=1
wjo} <uf <ujo} (2.8)
uo; <u; <uio; (2.9)

2.3 Forest of Trees

The Forest of Trees method for multiple exercise option valuation [23] is a generalization of the
pricing of American options via trees in regard to both extending the number of trees and the
exercise decision. When pricing an American option using dynamic programming techniques
one can use a single binomial (or trinomial) tree. The Forest of Trees method generalizes

this for swing option valuation to construct a forest which contains a tree for every possible
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combination of swing rights and usage levels.

In order to numerically implement this the dynamic programming algorithm must be modi-
fied so as to not only move backward in time through a tree but also to move throught the forest
beginning on the tree which has no swing rights remaining. An additional restriction which we
set is that the volume choices must be discretized giving the holder a finite list from which to
choose. Even though we are not theoretically limited to the number of choices in the list we
are computationally restricted to keep the list short.

The valuation of multiple exercise options is a stochastic optimal control problem with
three relevant state variables; the underlying state variable (S) (here restricted to be S € R),
number of exercise rights remaining (N), and usage level (U) assuming some volume control.
At each exercise opportunity and given (S, N, U), the current values of the state variables, the

holder must choose between

e exercising u units plus continuing with an option having N — 1 remaining exercise rights

and usage level U + u; and
e continuing with an option having N exercise rights and usage level U (i.e., no exercise).

Note that with volume control the payoft from exercising u units changes with u (as does the
continuation value of the option). Thus, the holder chooses the value-maximizing u when
deciding to exercise.

Dynamic programming can be used for valuing multiple exercise options. In all variables,
let the subscript i denote time-#; and let U; be the time-#; set of admissible volume choices
which includes the zero volume choice (ie hold). The recursive equations for the dynamic

program are

Hi(Si, Nis1, Uis1) = E[Bir1(Si, Niv1, Un)IZi] and (2.10)
Bi(Si,N;,U;) = m%X [hi(Siy N iy Upu) + H(S i, N i = Luzop, Ui + 0], (2.11)

with the terminal conditions

H,,(S i, N, Up) = ¢ (Uy) and (2.12)
Bm(Sm’ Nma Um) = m%X [hm(Srm Nm, Um’ M) + Hm(Sma Nm - I{u#O}’ Um + l/t)] s (213)
uel,,

where H;(S, N, U) and B;(S, N, U) are the time-¢;, state- Z; continuation and option values,
respectively, 7;(S, N, U, u) is the payoff from exercising u units where 4,(S, N, U,0) = 0, and
Z, is the time-t; information set generated by the paths of (S, NV, U). This dynamic program
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can be modified in obvious ways to accommodate different multiple exercise option specifi-
cations. For example a swing option contract may specify a certain number of up and down
swing rights, NV, and N,;. Another variation is to allow for multiple rights to be exercised at

each opportunity where each right corresponds to a fixed volume amount [24,25].

(N, U)

N=-1,U+u) N=-1,U+up)

Figure 2.1: Section of a Forest of Trees, N = # of Swing rights remaining, U = usage level.

The Forest of Trees method generalizes the tree method for pricing American options. In
this method, many replications of the tree describing the underlying state variable process are
used, each corresponding to a different state (number of rights remaining, usage level). Only
a discrete finite set of volume choices is allowed, otherwise there would be an infinite number
of trees in the forest. The dynamic program in (2.10)-(2.13) is solved exactly using the trees
to compute the continuation value for each possible state (2.10). Comparing this with the
analogous equation for an American option (1.3) it is easy to see that here we have an extra
term in (2.11) which is due to swing options having multiple exercise rights that may be used
during the contract’s lifetime.

Figure 2.1 is a diagram of a section in a forest with two volume choices, u; and u,, and
no distinction between up and down rights. It illustrates the nodes in the forest which need
be considered when making an exercise decision. Clearly as the number of volume choices

increases, so does the number of accessible nodes required to compute the option value.



Chapter 3
Forest of Stochastic Trees

This chapter describes the first of two methods developed in this thesis, the Forest of Stochas-
tic Trees. This method, as described, is a generalization of the previously introduced Forest
of Trees [23] method which replaces the binomial trees with stochastic trees [6]. Detailed de-
scriptions of the dynamic program and the properties of the resulting estimators are given. The
chapter ends with numerical results illustrating the method along with a detailed discussion

and more results about a bias corrected version of the forest of stochastic trees.

38
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3.1 Valuation Via Dynamic Programming

To value multiple exercise options using the forest of stochastic trees we use the framework
of [23, 26] and generalize it by replacing their binomial and trinomial trees with stochastic
trees. The stochastic trees are constructed identically as described in Section 1.3.4, however
now we have multiple replications of this stochastic tree, each representing a different state
(i.e., number of exercise rights remaining and usage level).

In the dynamic program for the forest of stochastic trees, the continuation values in Equa-
tions (2.10) and (2.12) are replaced by stochastic tree-type estimators. As with the original
stochastic tree technique, high- and low-biased option value estimators are constructed by us-
ing the analogous high- and low-biased continuation value estimators, respectively, on each

stochastic tree in the forest. The recursive equations for the high-biased estimator are

" 1 &
A8} Nt Upn) = 3 3 Viet Sk 1 Newr, Use). - and (3.1
k=1
Vi(SI NG Up) = max [Ai(S], Ni, U ) + H(SLN; = Lusor, U + )] (3.2)

with the terminal conditions
Vu(Shye Nosw Up) = max 1 (S} Ny, U 10) + @ (U + )] (3.3)
ueU,,

where Hi(S, N, U) and VS, N, U) are the time-t,, state-Z; continuation and option values
estimators, respectively, #,(S, N, U, u) (with h;(S, N, U,0) = 0) is the time-¢;, state-Z; payoff
from exercising u units, b is the branching factor, / is an indicator function and ¢ (U,, + u) is
a global penalty term. The superscript j = {Jjo, ji, ..., j;} indicates the specific node within a
given stochastic tree and k = {j, k}.

Figure 3.1 is a diagram of a section in a forest of stochastic trees with two volume choices,
uy and u,. It illustrates the nodes in the forest which need be considered when making an
exercise decision given state (N, U). The three choices are no exercise, exercise u; units, and
eXercise u, units.

The low estimator is similarly defined using the low estimator on each stochastic tree via

the dynamic program,
. . 1 <&
gil(s‘:a A/ia Ui’ u) = hi (Sfa A/ia Ui, u) + le Z ")i+1(S:(+1a A/l - I{u#O}’ Ui + u)a (34)
k=1
kil

Hi(S). Ni, Up) = max |2u(S], Ni = Tuzop. Us + )] (3.5)
uc';
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(N, U) ~<

(N—I,U+u1) -(N—l,U+u2)

Figure 3.1: Section of a Forest of Trees, N = # of exercise rights remaining, U = usage level.
Pu(S] Niy Ui) = hi(S}, Niy Us, ) + 911 (S} s Ni = Tesoy, Ui +2), and - (3.6)
b
. 1 .
b8 NG U =+ > 0u(S! N, U)) (3.7)
1 b — l
where PIU(X‘I." ,N;, U;) is the [-th leave-one-out hold value estimator and #* is the estimated

optimal exercise amount which depends on i and /. The terminal conditions associated with

this dynamic programming scheme are,
P (Shys Novs Un) = 2 [(S]1s Nows Upo ) + & (U + 1) (3.8)

where ¢ (U,, + u) is a global penalty term.

3.2 Bias of Estimators

In order to justify using the high- and low-biased estimators to define the upper and lower
bounds respectively of our confidence intervals we must prove that indeed the high estimator
is always positively biased and that the low estimator is always negatively biased. In addition
we include a comparison of the estimators which orders their values on any realization of the

simulated forest.
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The theorems that follow are direct extensions of those in [6]. Below, the branching factor,
b, appears as an argument in the estimators. For example, Vo(b, So, Ny, Uy) refers to the time-0,
state-Z high-biased estimator with a stochastic tree branching factor of ». This argument has
been suppressed to this point for convenience. We begin with the theorem regarding the bias

of the high estimator.

Theorem 9 (High estimator bias) The high estimator is biased high, i.e.,
E | Vo (b, S0, No, Uo)| = Bo (S0, No, Uo) (3.9)

forall b.
Next the theorem stating the bias of the low estimator is as follows.

Theorem 10 (Low estimator bias) The low estimator is biased low, i.e.,
E [ (b, So, No, Up)] < By (So, No, Up) (3.10)

for all b.
Finally, a comparison of the high and low estimator bias is stated in the following theorem.

Theorem 11 (Comparison of Estimators) On every realization of the forest the low estimator

is less than or equal to the high estimator. That is,
% (b.SL N Ui) < Vi (6. SL NG U) (3.11)

with probability one for all j, i.

Proofs for all of these theorems are found in Appendix A.

3.3 Convergence of Estimators

An advantage of the stochastic tree method over some other MC valuation methods is that its
estimators are consistent to the true value of the option. This property continues to hold true
for the forest of stochastic trees estimators. In this section we state two theorems; one for the
consistency of the high estimator, and the other for the consistency of the low estimator. Here
convergence is in probability to the true option value and as above the argument b that appears
with the estimators refers to an arbitrary branching factor size of b with convergence being

shown as b — .
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Theorem 12 (High estimator convergence) Suppose E [Ih,- (Si, N, Ui)l”,] < oo, for all t;, and
some p’ > 1. Then Vi (b, Sy, Ny, Uy) converges to By (So, Ny, Up) in p-norm for any 0 < p < p’
as b — oo with the number of repeated valuations of the forest, R, arbitrary. In particular
Vo (b, Sy, Ny, Up) converges to By (So, Ny, Uy) in probability and is thus a consistent estimator

of the option value, i.e..
E [V (b, So, No, Uo)| = Bo (S, No, Us) (3.12)

as b — oo,

Theorem 13 (Low estimator convergence) Suppose that,

P (Si N, Ui, ') + Hi (i Ny = Ia oy, Us + ')
# hi (Si Niy Ui 1?) + H; (St Ni = Tapop, Us = 12)| = 1,

for u',u* € U;, u' # u? and all i. Then Theorem 12 also holds for the low estimator.

The additional condition imposed in Theorem 13 is analogous to that used in Theorem 3 of [6].
This condition says that, with probability one, the optimal exercise policy is never indifferent
between the choices of volumes to exercise (including # = 0). As in [6] imposing this condition
simplifies the analysis of the estimator.

Proofs for these theorems showing estimator convergence are found in Appendix B.

3.4 Numerical Results

Pricing swing contracts involves a large number of parameters and in this section we provide
some results which illustrate the validity of our method across a variety of specifications. We
assume that the underlying assets follow a risk neutral stochastic process, there are no transac-
tion costs and other than penalties, there are no other constraints considered. We also assume a
constant risk free rate of interest and the volatilities of all assets are known constant functions
of time.

The option swing rights may be exercised at discrete times up to and including expiry and
the volume choices given are in discrete amounts. This is to say that at any time that the
holder chooses to exercise one of their rights, they must choose from a finite list of possible
volume amounts. The rational behind allowing all time steps to be exercise opportunities is the

exponential growth in computational time caused by adding intermediate non-exercise times.
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However, the method can easily be modified to incorporate these extra time steps. As previ-
ously mentioned penalties can be implemented globally and are based on the net volume swung

during the contract.

3.4.1 One-dimension

Beginning with the one dimensional case, we have based our simulations on an underlying
asset with a risk neutralized price process that satisfies the following stochastic differential
equation,

dS;=S;[(r-90)dt+ocdZ]. (3.13)

In this equation, r is the riskless interest rate, Z; is a standard Brownian motion process, o is
a constant volatility parameter and the underlying asset itself pays a continuous dividend yield
0.

All simulations in this subsection were completed on the SHARCNet cluster Whale. Whale
is located at the University of Waterloo and consists of Opteron 2.2 GHz processors (4 per
node) with a Gigabit Ethernet interconnect. Timing results listed below are given in total cpu
time accumulated which is approximately equal to (program runtime) X (number of processors
used). In this example the following set of parameters is held constant; expiry is 3.0 years, the
risk free rate is r = 0.05, there is a continous dividend yield of 6 = 0.1, a base volume of the
underlying, The up and down swing right strikes are K, = K; = 40.0, and the volatility of the
asset is o = 0.2. For comparison purposes the results in this subsection include a binomial
value which is calculated using the forest of trees [23].

In cases where a list of multiple volume choices is given, the volume values are consecutive
integer multiples of the base amount (20 units) and the up and down volumes have the same
magnitude. In addition all tables list the number of repeated valuations, R, and the number of
time steps (exercise opportunities), m.

In Figure 3.2 the swing option being priced consists of 1 up and 1 down swing rights that
may be exercised at 3 opportunities to receive (up right) or sell (down right) 60 units of the
underlying. The initial price is $40, there are no penalties. The results illustrate how the two
estimators are affected by increasing the branching factor. Mainly it illustrates the properties
in the previous section which states the high-biased estimator is positively biased, the low-
biased estimator is negatively biased and both are consistent to the true option value. It shows
a tightening in the spread between the high- and low-estimators which appears consistent with
the result from the forest of trees algorithm.

The results in Table 3.1 show how the estimates vary with moneyness and the effects of

penalties. In these simulations global cash penalties were accrued if the final net usage level
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Figure 3.2: Option value estimate ($) vs log branching factor. Here R = 32000 (%), where b is
the branching factor and standard error ~ 0.07% of estimator value

had a magnitude that was greater than 90 units. The option gave the holder the right to swing
up or down 2 times each with a list containing 3 volume choices which, given the base volume
of 20 units, the choices included 20, 40 and 60 units of the asset. The penalty multiplication
factors when included are taken to be P, = £, = 10. Average time per row (not including the
binomial forest valuation) for the case with penalties was 5.6 hours and for penalities off was
1.1 hours. The reduction in runtime for the case with no penality can be described as follows. If
there are no constraints (penalities, storage, etc.) on the holder of the option then if a decision
is made to swing it is always optimal for the holder to swing the maximum amount. Therefore
with no penalities the above valuation is equivalent to that of a swing option with no volume
choices and a base volume of 60 units but otherwise identical. The latter has fewer trees in
its forest and is therefore quicker to evaluate. In Table 3.1 we have chosen to exploit this as a
convient way to save computational time. For the binomial method run times were on the order

of a few seconds.

Table 3.2 shows the increase in the estimate of the option value as the number of swing
rights are increased. As can be noted the cases N, = N; = 3 and 5 are less than 3 and 5 times
the estimate for the N, = N, = 1 case respectively. This result matches with the intuition that
a swing with a given number of rights is less valuable than a basket of American Put and Call
options with otherwise identical parameters and K; < K. Here, for the case of N, = N; =5

the high and low estimator are the same due to the fact that the number of up and down swing
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So | Penalty High Error Low Error | Binomial
60 ON 2271.153 | 1.418 | 2240.319 | 1.378 | 2259.845
OFF || 2422.781 | 1.576 | 2392.872 | 1.523 | 2411.844
50 ON 1445.468 | 0.844 | 1408.843 | 0.904 | 1429.645
OFF || 1542.053 | 0.978 | 1503.963 | 0.980 | 1526.055
40 ON 1018.104 | 0.859 | 968.793 | 1.044 | 989.651
OFF | 1156.591 | 0.911 | 1134.093 | 0.903 | 1145.801
30 ON 1345.556 | 1.205 | 1309.214 | 1.280 | 1326.266
OFF || 1562.347 | 1.316 | 1532.854 | 1.343 | 1546.055
20 ON 2189.531 | 0.905 | 2147.623 | 1.018 | 2157.976
OFF || 2443.877 | 0.924 | 2402.192 | 1.034 | 2412.354

Table 3.1: Swing option values as a function of moneyness and penalties. Parameters: N, =
Ny =2,U; =1{20,40,60}, b = 20, R = 4000, m = 5, Uy, = =90, U,10x = 90

rights are equal to the number of time steps and the up and down strike prices are the same.
Therefore the holder of the option at each time step would swing either up or down. For the low
estimator if each of the repeated exercise decisions are the same (i.e. all hold or all exercise)
then it becomes equal to the high estimator and that is what is illustrated here.

Figure 3.3 shows a comparison between a basket of American options and a swing option
with a comparable number of exercise rights. For the case of 1 up and 1 down swing right the
basket of American options would contain a single call and a single put option and so forth with
equal strike prices for both types of rights. As expected the graph of the basket of American
options is linear and the graph of the swing option value is less then the values of the American
option when the number of rights is greater then one. This follows from the restriction that only
one swing right may be exercised at an exercise opportunity whereas all American options of
a particular type could be exercised at a given time. In the case of 1 up and 1 down right the
the two are equal since it would never be optimal to exercise both the put and call style rights
at the same time. The low-biased estimator is used for both the basket and swing option priced

in Figure 3.3.

N, =Ny High Error Low Error | Binomial
1 630.054 | 0.449 | 605.394 | 0.453 | 617.832
3 1573.237 | 1.449 | 1559.517 | 1.437 | 1567.344
5

1852.788 | 2.128 | 1852.788 | 2.128 | 1852.627

Table 3.2: Swing option values as a function of the number of exercise rights. Parameters: base
volume = 60 units, Sy = 40, b = 20, R = 4000, m = 5, no penalties
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Figure 3.3: Comparing values of a basket of American calls and puts vs swing option value
using the low-biased estimator as a function of the number of exercise rights

3.4.2 Calibrated Forward Curve

As a second example we use the trinomial-tree model given in Figure 5 of [26] from which
price movements are simulated. This model is a 1-factor model with mean reversion that is
seasonally adjusted and calibrated to the forward curve. The option we value is that of [26]
Section 4.2 Example (a), which is a 2 up right swing option with each right allowing the holder
to take delivery of either 1 or 2 MMBTus of natural gas. It is simplified to have 4 exercise

opportunities and 4 months until expiry. Upon exercise the holder gets
maX(Ui(Al-Si—K),O) (314)

where U, is the volume chosen, A; is the seasonality factor and S, is the deseasonalized spot

price.

In Figure 3.4 we see that, with a branching factor of only 8, the confidence intervals for the
high- and low-biased estimators begin to overlap and quickly become almost indistinguishable

for higher branching factors, numerical illustration of both estimators’ consistency. The num-

160000
b

times for branching factors of 8 and 32 were approximately 4.5 and 110 seconds respectively

ber of realizations used to generate the results shown were and the serial computational

using a 2.1 Ghz Core 2 Duo processor. The results shown in Figure 3.4 are consistent with the

results in [26] but we note that the valuation method in that publication breaks down in higher
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Figure 3.4: Option-value estimates versus (log) mesh size. Approximate pointwise 95% confi-
dence intervals for each estimate are given by the vertical bars.

dimensions and in cases where the inclusion of more risk factors is desirable.

3.4.3 Five-dimension

Due to the computationally intensive nature of this method it only becomes truly useful in cases
where PDE or tree based methods fail. In this subsection we provide numerical results for the
simplest of these cases, GBM with d underlying assets (d > 3). The payofl function used,

..........

+
ux(max S¥_- K, K;— max S") ) (3.15)
k= d k=1,....d

in the case of d underlying assets and where u is the exercise volume. This is an extension of
the example given in [6] and [7].
The asset prices are taken to follow a risk neutralized correlated GBM described by the

stochastic differential equation,
dst = s¥|(r - 6*)dt + o*dzf|, (3.16)

where Zf is a standard Brownian motion process where the correlation between Z* and Z* is
0. In all simulated results that follow it is assumed that 6* = 6, o* = o for all k and that

p* = 0for all k # 5. In addition to this we also take all assets to have the same initial value,
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Figure 3.5: N, = Uy = 1, U; = {60}, S = 40, R = 32000 (%), m = 3, no penalties, std. err. ~
0.09%

Figure 3.5 shows that the high- and low-biased estimators appear to be converging to a
common value for the option estimate as the branching factor increases. The swing option
being priced here gives the holder 1 up right and 1 down right to exercise over 3 exercise

opportunities.

The results in Table 3.3 show how the estimates vary with moneyness and the effects of
penalties. In these simulations global cash penalties were accrued if the final net usage level
had a magnitude that was greater than 90 units. The option gave the holder the right to swing
up or down 2 times each with a list containing 3 volume choices which, given the base volume
of 20 units, the choices included 20, 40 and 60 units of the asset. The penalty multiplication
factors when included are taken to be , = $; = 10. Average time per row for penalties ON

was 5.9 hours and for penalities off was 1.5 hours.

Table 3.4 shows the increase in the estimate of the option as the number of swing rights are

increased. The intuition here is the same as that describing Table 3.2

Figure 3.6 shows a comparison between a basket of American options and a swing option
with a comparable number of exercise rights. The intuition here is the same as that describing

the equivalent one-dimensional case.
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So | Penalty High Error Low Error
60 ON 3577.280 | 2.864 | 3517.297 | 2.845
OFF | 3832.050 | 2.286 | 3772.123 | 2.856
50 ON 2246.657 | 2.280 | 2197.957 | 2.259
OFF | 2479.081 | 2.341 | 2431.065 | 2.318
40 ON 1221.847 | 1.595 | 1189.610 | 1.564
OFF | 1257.171 | 1.499 | 1226.370 | 1.467
30 ON 1105.831 | 0.453 | 1087.851 | 0.447
OFF | 1209.179 | 0.393 | 1196.255 | 0.391
20 ON 1937.615 | 0.445 | 1930.860 | 0.472
OFF | 2177.194 | 0.489 | 2177.031 | 0.513

Table 3.3: Swing option values as a function of moneyness and penalties. Parameters: N, =
Ny =2,U; =1{20,40,60}, b = 20, R = 4000, m = 5, Ui, = =90, U = 90.

N, =Ny High Error Low Error
1 683.144 | 0.741 | 652.481 | 0.721
3 1728.947 | 2.279 | 1709.497 | 2.248
5 2087.495 | 3.114 | 2087.495 | 3.114

Table 3.4: Swing option values as a function of the number of exercise rights. Parameters:
U; = {60}, Sy =40, b = 20, R = 4000, m = 5, no penalties.

3.5 Algorithmic Enhancements

In this section we describe two methods that may be adopted to increase the efficiency of
the forest of stochastic trees algorithm. The first method described is the implementation of
parallel computing techniques to the existing algorithm to shorten overall run times without
reducing the number of computations required to produce the estimators. The second method
is an extension of the bias corrected estimator method for the stochastic tree method discussed
in 1.3.5. This method successfully reduces the branching factor required to obtain the desired
accuracy for the option value. These enhancements are not mutually exclusive and may both
be applied to further improving the algorithm’s performance. Indeed the results shown at the

end of this section were simulated using a combination of the two as discussed below.

3.5.1 Parallel Processing

One method for enhancing the computational efficiency of this algorithm is by taking advan-
tage of multi-processor computing techniques. The simplest and most obvious implementation

would be to parallelize across repeated valuations of the forest resulting in effectively serial
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Figure 3.6: Comparing values of a basket of American calls and puts vs swing option values
using the low-biased estimator as a function of the number of exercise rights.

farming of the repeated valuations. Since each repeated valuation results in an iid random
value for the option estimate, the generation of all the results may be completed independently
of one another, removing the need for communication between processors. This method is
simple and effective. However we state here without numerical evidence that it results in a
near perfect speed up without the need for expensive interconnections. With this method the
minimum run time that can be produced is determined by the number of processors available,
the number of repeated valuations necessary for the desired accuracy and the run time of a
single forest.

A variation on the aforementioned parallel implementation is to parallelize the forest of
stochastic tree computations internally within the forest. In the results shown in Figure 3.7 the
forest of stochastic trees algorithm has been modified so that the computation of the individual
trees within the forest is done using multiple processors. Here we have begun the paralleliza-
tion after the first time step by dividing up the computation of the remaining subtrees across
different processors. Upon completion the results are gathered and the option value at the initial
time step is determined. In Figure 3.7 we see that this method results in a near perfect speed up
due to the small ratio of communication time versus computational time. This implementation
may be combined with serial farming resulting in further computational time efficiency.

In Figure 3.7 the swing option being priced is identical to the no volume choice swing
option of Section 3.4.3 with a branching factor b = 160. The results found here were generated
using the SHARCNET cluster Hound which comprises 2.2 GHz Opteron processors with 4 GB
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per core and Infini-Band interconnections. Run times are normalized to the run time of a single
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Figure 3.7: Normalized speedup graph using MPI. Forest of Stochastic Trees with branching
factor b = 160. n,, appearing in the legend is the number of processors

3.5.2 Bias Reduction

In addition to parallel computing techniques the bias reduction techniques discussed in Sec-
tion 1.3.5 are generalizable to the forest of stochastic tree estimators [35]. In doing so we
must account for the possibility of differing volume choices that may be available to the holder
of the multiple exercise option. If we define the time-#; bias analogously to its definition in

Section 1.3.5 then we have that the bias of the high and low estimators are given by

H+(S N+1, z+l) (S N+17 z+l)
E |4} (S} Nivt, Ui )1Zi| = Hi (S, Nivt, Ui
E Vit (S, Niots Unt) = Biaa (SL,y Nt Uit )1Z3] (3.17)

and

I:I'_ (SJ /Vi+1, Ui+1) (S N+1a 1+1)
[ (S N+1’ z+1)|-Z'] _H'( ; Ni+1’ Ui+1)
E [0i1 (SLys Nist, Uint) = Biwa (S, Nivt, Ui )13 (3.18)
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respectively, where the superscript + denotes the corresponding estimator by whether it is

positively or negatively biased.

As with the bias reduced stochastic tree these biases may be broken down into local and

global components. To demonstrate this consider the high-biased estimator in a case where

there are two available volume choices (i.e. u € U; = {0,u;,u,}). Then upon expanding the

terms of (3.17) inside the conditional expectation we obtain

E [max {h(u;) + B (uy), h(uz) + H* (), A (0)}
—max {h(w) + H(w), h(u) + H(un), HO)} 1Zi],

where we have adopted the following condensed notation

h(u) = hi+1(sf~+1, Nis1, Uisr, ),

A (u) = A (S’ |, Nivt = Lo, Uiy + 1),

i+1°

Hi(u) = Hi](SL], Nist = Luzop, Uit + u).
Adding and subtracting the term
E [max {h(u)) + H* (), h(wy) + H* (o), H*(0)} 1 Z}]
splits the expression in (3.19) into a local and global component, given by

E [max {h(u)) + A" (u), h(uy) + H' (u), H*(0)}
—max {h(u) + H* (), h(wo) + H* (o), A (0)} | Z;]

and

E [max {h(u;) + A (uy), h(uz) + H* (), H(0)}
—max {h(uy) + H@uy), h(uz) + H(uz), HO)}Z],

respectively. Before proceeding, note that we hold provided
H*(0) > h(u) + H*(u),Yu € U,
and exercise u; units if

h(uy) + B*(uy) > max {h(u;) + B* (), H*(0)}.

(3.19)

(3.20)

(3.21)

(3.22)

(3.23)

(3.24)
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Likewise for the bias of the low estimator we can expand the inner terms of Equation 3.18

which results in

E [I{OzmaX{fll,ftz}}[:I_(O) + I{ﬂlzmax{(),ﬁz}} (h(ul) + [:I_(ul)) (3.25)
i, max(0,i)) (h(uz) + H_(uz)) - B; (S§+1’ Nii1, Ui+1) |.Z,-] , (3.26)

where 0, ;, #, are the potential estimated usage choice decisions. Adding and subtracting
E[max{i, iy, 0}|Z;] splits the expression into a local (3.27) and global (3.28) component given
by

E| Lz mastir a7 (O) + Loy (PCu0) + B (1)
Hgysmaxtony (A12) + A (1)) = max {i1y, @, 0} Z; (3.27)
+E [max {171, iy, (_)} - B; (S§+1’ Ni, Ui+1) |Zi] , (3.28)

where 0, i1, it, are the potential optimal usage choice decisions. Focusing on the local com-
ponent of the bias it is possible to show that as in the case of an American-style option the
bias is mainly caused by incorrect exercise decisions. For the case of two volume choices we
summarize the contributions to the bias for the high- and low-biased forest of stochastic trees
estimators in Tables 3.5 and 3.6 respectively where we define ¥*(u) = H*(0) — h(u) — H*(u).

Held Exercised u; units Exercised u; units
Should hold 0 ~V* () ~V*(up)
Should ex.erase u P (up) 0 P () = P ()
units
Should ex.er01se uy 7 () P () — P+ uy) 0
units

Table 3.5: The local error in the time-#;,; high-biased hold value estimator. Note that this error
is always non-negative.

In the general case of a z-volume choices swing option we have that u € U, = {uy,...,u, :
z € N}. Equations (3.19)-(3.22) and Equations (3.25)-(3.28) are easily extended to the high-

bias estimator for z-volume choices and as expected the local bias is mainly caused by incorrect
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Held Exercised u; units Exercised uy units
Should hold 0 —Y () —Y~(up)
Should ex.ermse U () 0 F(uy) - 7-(12)
units
Should ex.erc1se uy (1) F(1) — 7-(uy) 0
units

Table 3.6: The local error in the time-t;,; low-biased hold value estimator. Note that this error
is always non-positive.

exercise decisions. Tables 3.7and 3.8 list the possible contributions to the bias for the high- and

low-biased estimators respectively.

Held Exercised u; units Exercised u, units
Should hold 0 —¥*(uy) .. —V*(u,)
Should ex.er01se ui P (up) 0 ) - P )
units
Should exercise u; ) P — 7y 0
units

Table 3.7: The local error in the time-#;,; high-biased hold value estimator, z-volume case.
Note that this error is always non-negative.

Equations built from of these bias contributions are not useful in their own right, as the
Y*(u) cannot be observed directly and upon replacing them with the corresponding ¥*(u) re-
sults in the expressions collapsing to zero. As in the American option case, it is necessary to
incorporate additional distributional knowledge. The time-¢; hold value estimators are averages
of the time-#;;; option value estimators which given Z;, are independent and identically dis-
tributed. At this point we now employ the Multivariate Central Limit Theorem to govern the
joint (limiting) distribution of H*(u1), . .., H*(u.) and H*(0). Replacing all ¥*(u) with ¥**(u)
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Held Exercised u; units Exercised u; units
Should hold 0 —¥~(u) ~¥~(uy)
Should ex'erc1se U P (up) 0 () - 7-(u)
units
Should exercise u; (1) (1) — 7~ (uy) 0
units

Table 3.8: The local error in the time-t;,; low-biased hold value estimator, z-volume case. Note
that this error is always non-negative.

which is assumed to be normally distributed with Z;-conditional mean Y*(u) and variance

Var [ @)|Zi] = Var|A*(0) - hw) - B )\ Z,]
= Var[A*(0)|Zi| + Var[A** )| Zi] + Cov [ A**(0), A* W) Z)]

This substitution eventually leads to approximations for the z-volume choice local high-bias

being given by

E Z I[fﬁ*(a)gmin{o,l?+*(c);c¢a}] [—fﬁ*(a)] 8 [fﬁ*(ul), cees IA/Jr*(uz), i;]

a€fuy,...,uz}
+ Z Liocmin(#+(vy)....7+ )] [Y”(a)] h [Y+*(C) rc#a, Y”(a),Zf,]
acfuy,...,uz}

+ Z L9+ (@y<min(0, 9+ (c):c2al] [?+*(d)—f/+*(a)]h[1?+*(e):eid, f/+*(d),i;+/] Zi|»
a,dE{uu;t;é--,Mz}
(3.29)
where
g[f’+*(u1),...,)A”*(uz),i}]:f f MVNZ[V*W’E;]@I """ ‘ (330
0 0
0 oo 00

R[P ), T ), Z) = f

—00

f | MVN[3"15". 5] d... (3.31)
I (ur) I+ (ur)
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MVN. |5+, 55| = p—r |li§/b|1 5 exp {—% (5* - 5*) (St/0) 1 (5 - y)} (3.32)
5 (uy) V()

= |, =] and dy* = dy*(uy) - - - dy*(w). (3.33)
y(u) yH(u)

The order of the y**(u) arguments of / determines the order of integration of the corresponding

y*(u), i.e. Y**(u,) appearing as the first argument of 2 means Y*(u.) is to be integrated out first.

Similarly, the expression for the z-volume choice local low-bias is

E Z I[f/’*(a)Smin{O,Y’*(c):cia}]m [—?_(a), IA/_*(ul), cees IA/_*(Mz), i}]

ac{uy,...,uz}
+ Z Liocmin(#=+ (). " [Y_(a), Y=(c):c#a, Y‘*(a),Z;]
ac{uy,...,u;}

+ Z L9+ (@) <min(0,7-*(c):can ™ [Y_(d) ~Y(a),Y () : e #d, f/_*(d)’ij_/] Zi| (3.34)
a,de{;;&;é..,uz}
where

(3.36)

It remains to replace the theoretical quantities, ¥**, 22 with their corresponding sample quanti-
ties, ¥*, f);—; in Equations 3.29 and 3.34. To do that we now subtract the modified Equations 3.29
and 3.34 from the uncorrected time-#; estimators in Equations 3.1 and 3.4. This yields the fol-
lowing expressions for the corrected high- and low-biased estimators for the forest of stochastic

trees

Vf = IL};?LIX [hi(u) + I:I}i(”)] - Z L9+ (ay<min(0, 9+ (c):c#a)] [—fﬁ(a)] 8 [fﬂ(ul), cees IA/Jr(uz), i;]

acfuy,...,uz}

4

.....

a€{uy,...,uz}
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+ Z I[f/*(a)Smin{O,f/*(c):c;ﬁa}] [?Jr(d) - IA/Jr(a)] h [fﬁ(@) ce#d, IA/Jr(d), i;] Zi|,
a,de{uy,...,u,
62;d !
(3.37)
and
9;1 = h,(ft*) + 9:‘+1 (/Vl - I{u*;&O}, ﬁ*)
b
g1 . _ . _
i ; Vit — {Z }I[f/,-(a)gmin{o,l?;(c):c;aa}]m [—Y, (@), Y, (uy),.... Y (MZ),ZY]
= AEUL 5.uuy u;
+ Z Tio<min 7 uy).... 77 )t [Y[(a), Vi@:c#a, f/l_(a),i;]
a€fuy,...,uz}
+ Z Iy (@y<ming0,77 (0):czant [Y[(d) - Y (@), ¥ (e): e # d, f’[(d),i;] Zi|-
a,deluy,...u;
i
(3.38)

Following a inductive argument analogous to that given in [19], it is straightforward to
show that the global components in Equations (3.22) and (3.28) are small compared to the
local component’s bias and correction terms. Note that in these expressions we have assumed
only one type of swing right and that only one right can be used at each exercise opportunity.
Extensions to the case of different types of swing rights and/or to the use of multiple rights at

each exercise opportunity is relatively straightforward.

3.5.3 Example - Bias Reduced

We now show the effectiveness of these corrected estimators in the following example. Begin-
ning with the one dimensional case, we priced a swing option similar to the no volume choice
swing option from Section 3.4.1. That is the underlying asset follows a risk neutralized price

process that satisfies the following stochastic differential equation
dS;=S;[(r=90)dt+odZ], (3.39)

where r is the riskless interest rate, Z; is a standard Brownian motion process, o is a constant
volatility parameter and the underlying asset itself pays a continuous dividend yield ¢.

All simulations in this subsection were completed on the SHARCNet cluster Orca. Orca
consists of AMD Opteron 6174 2.2 GHz processors (12 per socket) with 32 GB of memory (per
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2 sockets) and a QDR InfiniBand interconnect. In this example the following set of parameters
is held constant; expiry is 3.0 years; the risk free rate is r = 0.05; there is a continous dividend
yield of 6 = 0.1; a base volume of 10 units of the underlying; the up and down swing right
strikes are K = 100.0; and the volatility of the asset is oo = 0.2. In the one-dimensional example
we include a binomial value, calculated using the forest of trees [23], for comparsion.

The swing option being priced consists of 2 swing rights that may be exercised at 3 opportu-
nities (not including the initial time) and 10 units of the underlying. No option was given to the
holder as to the volume received upon exercise. The payoff upon exercise is 10xmax(S;— K, 0).
The initial price is $100 and there are no penalties. The results in Figure 3.8 illustrate how the
bias reduced estimators significantly improve upon the uncorrected estimators. The dip in the
corrected estimator as seen here in Figure 3.8 is reflective of the fact that although the corrected
estimators are guaranteed to be consistent estimators to the true option value the sense of there

bias is not necessarly maintained.

1D Bias Reduced Estimators
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Figure 3.8: Option value estimate ($) vs log branching factor. Here R = 4194304 (,5;) run time
for b = 10 is 326s and b = 80 is 24846s and Std. Err.~$0.04 for all estimators and mesh sizes.

Next we give an example using 5 underlying assets while maintaining all other parameters

as they were in Figure 3.8. The payoff function used is

10 x ( max S* - K,, K, — max S* (3.40)
k=1,..d k=1,..d

in the case of d underlying assets and where 10 units is the exercise volume. This is an extended

example to that given in [6] and [7].
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The asset prices are taken to follow a risk neutralized correlated GBM described by the

stochastic differential equation
dst = s¥|(r- ")t + tdzt]. (3.41)

where Z¥ is a standard Brownian motion process and where the correlation between Z* and Z*
is p*. In all simulated results that follow it is assumed that 6* = §, o* = o for all k and that
pks = 0 for all £k # s. In addition to this we also take all assets to have the same initial value,
So. Figure 3.9 plots the corrected and uncorrected estimators as a function of (log) sample
size. As in the 1-dimensional case, the corrected estimators are significantly better than their

uncorrected counterparts.
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Figure 3.9: Option value estimate ($) vs log branching factor. Here R = 4194304 (%), run time
for b = 10 is 447s and b = 80 is 22649s and Std. Err.~$0.05 for all estimators and mesh sizes.



Chapter 4

Forest of Stochastic Meshes

This chapter describes the second of two methods developed in this thesis, the Forest of
Stochastic Meshes [37]. This method, as described, is a variation of the previously introduced
Forest of Trees [23] method which replaces the binomial trees with stochastic meshes [7]. De-
tailed descriptions of the dynamic program and the properties of the resulting estimators are
given and the implementation of the estimators is justified by numerical results. The chapter

ends by exploring enhancements to the proposed algorithms using HPC techniques [38].

60
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4.1 Dynamic Programming

Similarly to the valuation of multiple exercise options using the forest of stochastic trees given
in Chapter 3 the valuation using the forest of stochastic meshes uses the framework of [23,
26] and generalizes it by replacing their binomial and trinomial trees with stochastic meshes.
The meshes are constructed identically as described in Section 1.3.6, however now we have
multiple meshes each representing a different state (ie number of swing rights remaining and
usage level). In addition to the high-biased mesh estimator we also construct a low-biased path
estimator again in a way analogous to the one previously described.

In the Forest of Stochastic Meshes, the continuation values in (2.10) and (2.12) are replaced
by stochastic mesh-type estimators. As with the original stochastic mesh technique, high-
and low-biased option value estimators are constructed by using the analogous mesh and path
continuation value estimators, respectively, on each mesh in the forest. The recursive equations

for the high-biased mesh estimator are

A7 (S, Nist, Uis) = %iw{kVHKSﬁ],Niﬂ, Ui.1), and (4.1)
=
V(S Ni, Up) = max [(S}, No, Uss ) + B SN = Teso, Ui )], (42)
with the terminal conditions
V() Noys Un) = max |70 (Sh Nows U t) + ¢ (U + )], (4.3)

where 1’31;r (S, N,U) and Vi(S, N, U) are the time-7;, state-Z; continuation and option values
estimators, respectively and /;(S, N, U, u) is the time-t;, state-Z; payoff, with #;(S, N, U,0) = 0
from exercising u units, b is the mesh size and w{k are the mesh weights identical to those
described in Section 1.3.6 and ¢ (U,, + u) is a global penalty term.

Figure 4.1 is a diagram of a section in a forest of meshes with two volume choices, u; and
u,. It illustrates the nodes in the forest which need to be considered when making an exercise
decision given state (N, U). The three choices are no exercise, exercise u; units, and exercise
u, units. The red nodes are the equivalent nodes on the different meshes and the blue nodes are
those which are used to calculate the continuation value estimators for the different exercise
choices.

The path estimator is similarly defined using the path estimator on each mesh. Namely,

oo . &
gi(Xi’ Nis1, Uiny) = hi(X‘;, N, Ui, u) + b Z w{kVM(Sg‘H, Nis1, Uinh), 4.4)
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(N, U)
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Figure 4.1: Section of a Forest of Meshes, N = # of exercise rights remaining, U = usage level.

H; (X}, Ni, Up) = max [2,X) N; = Tuzop. Ui + )] and (4.5)
uel;
‘,}I(Xl]9 Ni7 Ul) = hl(X‘lia Nia Ui’ ﬁ*) + i}i+1(X'j'+19 Nl - I{IFFO}’ Ui + iﬁ)? (46)
with the terminal conditions,
9 (Xhs Ny Up) = m2x [ (X3 Ny Upa ) + 6 (U + )] 4.7
ueU,,

where I:Il.‘ (Xf., N;, U;) is the continuation value, " is the estimated optimal exercise amount, /

is an indicator function and where ¢(U,, + u) is a global penalty factor.

4.2 Bias of Estimators

As with the forest of stochastic trees in order to justify using the mesh and path estimators
to define the upper and lower bounds respectively of our confidence intervals we must prove
that indeed the mesh estimator is positively biased and that the path estimator is negatively
biased. In the theorems that follow the argument b that appears with the estimators refers to an
arbitrary mesh and path size of b. We begin with the theorem regarding the bias of the mesh

estimator.

Theorem 14 (Mesh estimator bias) The mesh estimator Vo(b, So, Ny, Uy) is biased high. That
is,

E [V (b, S0, No, Uo)| = Bo (So, No, Uo) (4.8)

for all b.
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A proof of this theorem is found in Appendix C. The next the theorem states that the bias

of the path estimator is non-positive.

Theorem 15 (Path estimator bias) The path estimator Vo(b, Xy, Ny, Uyp) is biased low. That is,
E Vo (b, Xo, No, Up)] < By (Xo, No, Uo) 4.9)
forall b.

The proof is similar to the proof of the low bias of the path estimator in [7]. Since the
exercise policy that follows from the formulation of the path estimator is not necessarily op-
timal and no policy can be better than the optimal policy then the path estimator defined in
Equation 4.4 must be a lower bound for the option value. Intuitively, the information used
for exercise decisions is independent of the values propagated and hence the estimated exer-
cise policy is not peering into the future along the independant path. Therefore, this estimated

optimal exercise policy is suboptimal along that path.

4.3 Convergence of Estimators

Similarly to the stochastic tree an advantage that the stochastic mesh method for valuing
American-style options has over some other MC methods is that its estimators are consistent
to the true value of the option. This property continues to hold true for the generalization to
the forest of stochastic meshes. In this section we state two theorems; one for the convergence
of the mesh estimator, and the other for the convergence of the path estimator. As above the
argument b that appears with the estimators refers to an arbitrary mesh or path size of b with
convergence being shown as b — oo.

In order to state the convergence results for the mesh estimator we require three additional

moment assumptions and some additional notation. First, fori=1,...,mand k =0,...,m—i
define ( )
8 firi (S S
Rt 1) = | | | === | Bisk St Nisto Usiio ). (4.10)
4 ()
j=0  8i+j+l i+j+1

where H;:lo = 1. For p > p > 1 we make the following assumptions:

Assumption 4.3.1

< 00

E[(g(l‘l’sﬂ

S Ny (Sy, No, Us, u)|?
f(ll,Sl))|2(2 2, Uz, 1)

forallt, =ty,...,t,.
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Assumption 4.3.2
E[R(t1, )| < oo

forallt, =t,...,t,.

Assumption 4.3.3

s
8i+1 (S,~1+1)

forallsandi=0,1,...,m—1, forall g > 1.

We now proceed to the statement of the convergence theorems.

Theorem 16 (Mesh estimator convergence) Let p > p > 1. Under Assumptions 4.3.1-4.3.3
E||V; (6.S:, Ni, Us) = B; (i, Ni, Up)|| — 0,

as b — oo, for all (S;, N;, U;) and i. Since convergence in the p-norm implies convergence in
probability, we have that Vi(b,S;, N:, U,) is consistent for Bi(S;, N;, U;) for all i, (S;, N;, U;).
Taking i = 0 we have that,

E | Vo (b, S0, No, Uo)| = Bo (So, No, Up)

implying that the mesh estimator is asymptotically unbiased.

Theorem 17 (Path estimator convergence) Suppose again that Assumptions 4.3.1-4.3.3 hold
and that B[|h;(X;, N;, Ui, u)|'+€] < oo foru € U; and all i = 1, ..., m, for some € > 0. Suppose
also that P[h,(X;, Ni, Ui, u') + [H(Xi, Ni — Lpisop, Ui + u') = hi(Xi, Ny, Ui, u?) + [Hi(Xi, N; —
Li2z0, Ui + u)] = 0 forall u',u* € U;, u' # u? (Si, N;, U;) and for all i. Then

E [V (b, X0, No, Ug)] — By (Xo, Ny, Up)

as b — oo, and hence the path estimator is asymptotically unbiased.

Proofs of Theorems 16 and 17 are found in Appendix D. Note that one of the conditions in
Theorem 17 states that the optimal exercise policy is almost surely never indifferent between

the exercise volume choices. This is also assumed in Theorem 13.
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4.4 Numerical Results

4.4.1 One-dimension

Beginning with the one dimensional case, we have based our simulations on an underlying
asset with a risk neutralized price process that satisfies the following stochastic differential
equation

dS;=S;[(r-90)dt+ocdZ;]. 4.11)

In this equation, r is the riskless interest rate, Z; is a standard Brownian motion process, o is
a constant volatility parameter and the underlying asset itself pays a continuous dividend yield
0.

These simulations were completed on the SHARCNet cluster Whale. Whale is located at
the University of Waterloo and consists of Opteron 2.2 GHz processors (4 per node) with a
Gigabit Ethernet interconnect. In this example the following set of parameters is held constant;
expiry is 1.0 years; the risk free rate is r = 0.05; there is a continous dividend yield of 6 = 0.1;
a base volume of the underlying; the up and down swing right strikes are K, = K; = 40.0; and
the volatility of the asset is o = 0.2. For comparison purposes the results in this subsection

include a binomial value which is calculated using the forest of trees [23].

In Figure 4.2 the swing option being priced consists of 2 up and 2 down swing rights that
may be exercised at 6 opportunities to receive (up right) or sell (down right) 1 unit of the
underlying. The initial price is $40, there are no penalties. The results illustrate how the two
estimators are affected by increasing the branching factor. Mainly it illustrates the properties
in the previous section which states the high-biased estimator is positively biased, the low-
biased estimator is negatively biased and both are consistent to the true option value. It shows
a tightening in the spread between the high- and low-estimators which appears consistent with

the result from the forest of trees algorithm.

4.4.2 Calibrated Forward Curve

Here we repeat the same example found in Section 3.4.2 using the forest of stochastic meshes.
This model is a 1-factor model with mean reversion that is seasonally adjusted and calibrated
to the forward curve. The option we value is the first one (a) in Section 4.2 of [26], which is
a 2 up right swing option with each right allowing the holder to take delivery of either 1 or 2

MMBTus of natural gas. It is simplified to have 4 exercise opportunities and 4 months until
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Figure 4.2: Option value estimate ($) vs log branching factor. Here R = 16384 (I%ﬁ) and
standard error ~ 0.01% of estimator value

expiry. Upon exercise the holder gets
max (V(A;S; — K),0) (4.12)

where V is the volume chosen, A; is the seasonality factor and S; is the deseasonalized spot

price.

In Figure 4.3 we see that with a branching factor of 160 the confidence intervals for the
high- and low-biased estimators begin to overlap and quickly become almost indestinguishable
for higher branching factors. We see that the mesh and path estimators are high- and low-
biased, respectively. Furthermore, we see evidence of estimator convergence as the mesh size
increases. The number of realizations used in order to generate the results show were % and
the serial computational times for mesh sizes of 160 and 2560 were approximately 45 seconds
and 12 minutes respectively using a 2.1 Ghz Core 2 Duo processor. The results shown in
Figure 4.3 are consistent with the results in [26] however in cases where the inclusion of more
risk factors is desirable we note that the valuation method in that publication breaks down in

higher dimensions.
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Figure 4.3: Mesh and path option-value estimates versus (log) mesh size. Approximate point-
wise 95% confidence intervals for each estimate are given by the vertical bars.

4.4.3 Five-Dimensional Underlying

Here we focus on a high-dimensional example by pricing a swing option whose value depends
on the price evolution of five stocks. This example is an extended version of an example appear-
ing in [6] and [7] illustrating the stochastic tree and mesh techniques for valuing American-style
options. Each asset (stock) price, S¥, follows a risk—neutralized geometric Brownian motion
(GBM) described by

dst =S¥ |(r- ")t + otdzf], (4.13)

where r is the risk-free rate of interest, 6* is the continuously-paid dividend rate, o* is the
volatility and Z* is a standard Brownian motion. Furthermore, we assume that stock prices
evolve independently and that r,5* and o are constants. Finally, we assume that all stocks

have the same initial value, S .

Upon exercising u units, the payoff of the option is
ux (max($',82%,....8% - K. Ks—max(s',$%,....5%)", (4.14)

where K, and K, are the up and down strike prices respectively. We distinguish between up
and down swing rights with N, and N; denoting the number of such rights, respectively.

To completely specify the parameters of this example, we take an option expiry of T = 1
year, r = 0.05, 6 = 0.1 and o* = 0.2 for k = 1,...,5. In addition K, = K; = 40 there are

no penalties and the volume exercised is held constant at 1 (i.e., take u = 1 in equation (4.14)
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Figure 4.4: Mesh and path option-value estimates versus (log) mesh size.

and the holder has no control over the amount exercised). The number of up and down swing
rights are N, = N, = 2 and the number of exercise opportunities is 6.

Using the above parameters the option is valued for different mesh size and number of
repeated valuation pairs, (b, R), with changes to R satisfying R = 16384(%). These are given
in Table 4.1 along with the approximate CPU time. It is worth noting that the number of
repeated valuations is chosen to produce estimator standard errors of approximately 0.01%.
Furthermore, increasing R has no effect on estimator bias. Only by increasing the mesh size
can estimator bias be reduced with this algorithm.

Figure 4.4 plots the mesh and path option value estimates as a function of the mesh size.
The high-biased mesh estimator decreases with mesh size while the low-biased path estimator
increases with mesh size. Both estimators appear to be converging towards the same value,
numerical evidence of the consistency of the estimators. Due to the scale, confidence intervals
for each estimator are not noticeable in Figure 4.4. With a branching factor of 128,000 the
confidence interval for the true price has a width of approximately $0.18 which represents about
1.3% of the option value (approximately $14.88). Improving this interval estimate of option
value requires increasing the mesh size. Addition numerical results are given in Appendix E.

Simulations for the high dimensional example were completed on the SHARCNET cluster
Hound. Hound consists of Opteron 2.2 GHz processors with 128 GB of memory. Run time
is determined by 3 factors, the calculation time for a single forest, the number of repeated
valuations desired and the number of processors available. The timing results given in the
Serial time column of Table 4.1 are given in total CPU time across all valuations. Serial refers

to serial computing, MPI external refers to a naive parallel implementation (64 CPUs), MPI
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internal refers to an internally parallelized implementation (64 CPUs) with serial processing of
the repeated valuations and GPGPU refers to a graphics processing unit implementation with
serial processing of the repeated valuations. Note that simultaneously doubling b and halving
R results in a doubling of the computational time due to the quadratic scaling of computational
effort with mesh size, implying a tradeoff between computational time (mesh size) and accuracy

(estimator bias).

Table 4.1: Approximate total run time for various combinations of mesh size and number of
repeated valuations (b, R).

(b,R) Serial MPI external | MPI internal | GPGPU
(4032,1) 105 sec 105 sec 1.9 sec 2.7 sec
(8000,1) 464 sec 464 sec 8.1 sec 10.7 sec

(16000,1) 40.78 min 40.78 min 0.64 min 0.70 min
(32000,1) 174.38 min | 174.38 min 2.58 min 2.87 min

(4032,4096) 5 days 113 mins 132 mins 187 mins
(8000,2048) 11 days 248 mins 278 mins 366 mins
(16000,1024) 29 days 11 hrs 11 hrs 12.0 hrs
(32000,512) 62 days 23 hrs 22 hrs 24.5 hrs

4.5 Algorithmic Enhancements

To reduce the run time for the Forest of Stochastic meshes we investigate HPC methods
involving both CPUs and GPGPUs. Our first method of using HPC techniques to decrease
the computational time involved a naive parallel implementation of the repeated valuations
across many CPUs (i.e., essentially serial farming of the independent repeated valuations). No
communication between CPUs is required to evaluate a given forest. Increasing the number of
CPUs by a factor of n decreases the run time by a factor of % Approximate timing results from
this implementation can be found in the MPI external column of Table 4.1 and is computed by
dividing the serial timing results by 64, the number of processors used. Note that for a single
valuation (b = 1), the run time is the same as that for serial processing and if the number of
repeated valuations is not a multiple of the number of processors then some CPUs will be idle
(see Figure 4.6).

The second method involves only CPUs and we perform an internal parallelization of the
meshes, which requires communication between CPUs, and perform the repeated valuations
by serial processing. There are three major computational components of the simulation 1)

generation of the state; ii) computation of the weight denominators; and iii) calculations of
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weights, hold value, and exercise decision at each node in the mesh. In our scheme, CPUs are

assigned tasks in the following manner,

@

(ii)

(iii)

(iv)

The underlying state vector mesh is generated completely and stored. To generate this
mesh, the sample paths are generated in parallel with a single CPU generating an entire
path from O to 7. Upon path completion a CPU leapfrogs to the next sample path to be
generated. For example if 256 CPUs are used the sample paths are generated in batches
of 256, one for each available CPU.

As can be seen from Equation (1.74) all weights going into a given node share the same
denominator. There are b(m — 2) of these denominators (where m is the number of time
steps) as compared to b*>m weights. As such the denominators are calculated and stored
prior to the evaluation of the meshes. Here a single processor is given the entire calcula-
tion of an individual denominator. Once this is complete the processor leapfrogs to the
next available denominator calculation. Calculations performed in this way effectively

reduce the computing work for the weights by a factor of %.

Beginning at expiry the meshes are evaluated. At a given time-step all work to be done
for the ith node on all meshes in the forest is given to a single processor and then that
processor leapfrogs to the next available set of nodes. That is the loop that is parallelized
is the loop over sample paths for the high-biased mesh estimator. The loop over the forest
index (indicating which mesh in the forest) is internal to the loop over sample paths for
the mesh estimator. The work at each node entails: i) computing the weights needed for
the hold value calculation using the stored denominators (not done at expiry); ii) the hold

value calculation (not done at expiry); and ii1) the exercise decision.

The results for a given time step are then collected on all processors using an MPI AllRe-

duce before moving back to the prior time step and repeating.

Figure 4.5 plots the run time (normalized to the run time of a single CPU) against the

number of CPUs for the internal parallelization scheme described above and with (b,R) =

(2000, 1024). There is a near perfect tradeoff between run time and number of processors.

That is, increasing the number of processors by a factor of n reduces the run time by a factor

of % This is similar to the efficiency gains realized by the naive parallel implementation. The

reason for this is that the communication time is negligible compared to the overall run time

(see Table 4.2). The communication time given in Table 4.2 is the total (across all CPUs)

average waiting time until other CPUs that are working on shared information are finished.

This is a blocking communication protocol. Note that although the run time monotonically
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decreases with the number of processors, the communication time does not. This is due to
delays from system synchronization. The run time for this implementation is given in the
MPI internal column of Table 4.1. For a single valuation there is a significant reduction in
the run time over serial computing and the naive parallel implementation since all processors
are utilized. For example, the internal parallel scheme can perform a single valuation with
b = 32000 in approximately the same time as the naive parallel implementation takes for
b = 4032, producing less biased estimators. Figure 4.6 plots the run time versus number of
repeated valuations for b = 16000 and for 64 CPUs showing that the internal parallelization is
better than the naive implementation over that range of R (though as R increases its advantage
over the naive parallel implementation diminishes due to the communication time). However
due to the algorithm being quadratic in the mesh size versus linear in the number of repeated
valuations the internal parallelization scheme is preferable to the external scheme given that
more is gained by increasing the mesh size as opposed to increasing the number of repeated

valuations.

Table 4.2: Total run time and communication time versus number of processors for an internal
CPU parallelization of the meshes with (b, R) = (2000, 1024).

# procs || run time (sec) | avg comtime (sec)
2 13875.6 51.7
4 6962.7 58.0
8 3608.0 72.4
16 1858.9 91.0
20 1504.3 128.1
40 798.4 84.9

In our third method, a FirePro V9800 graphics accelerator with 1600 processing elements
is used for valuation, with repeated valuations done in serial. The shared memory on the
GPU allows for communication between processing units, effectively results in an internal
parallelization of the meshes and is implemented by assigning parallel tasks using the OpenCL
framework (an open specification application programming interface) from a single CPU as
described below. Note that many modifications to the code (not detailed here due to space

constraints) have resulted in a highly efficient GPGPU implementation.

(1) The state vector mesh is generated by a single OpenCL kernel call. The approach in [16]
is used to generate the random numbers used for the paths, with care taken to draw unique
numbers across repeated valuations. On GPUs, this method is much more efficient than

other traditional methods (e.g., Mersenne Twister).

(i1) Prior to the evaluation of the meshes the mesh weight denominators (Equation (1.70)) are
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Figure 4.5: Run time (normalized to the run time of a single CPU) versus number of CPUs for
an internal CPU parallelization of the meshes with (b, R) = (2000, 2014). n, appearing in the
legend is the number of processors
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Figure 4.6: Run time versus the number of repeated valuations (R) for mesh size b = 16000.
CPU implementations use 64 processors.
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all calculated using an OpenCL kernel. Exploiting the memory hierarchy of the GPU is
crucial to the performance of this phase of computation, particularly by holding batches
of global values. Substantial effort has gone into optimizing how this kernel assign tasks
to compute units and exploiting the particular characteristics of the memory hierarchy,

particularly by performing the memory-intensive summation using fast local memory.

(ii1) To evaluate the forest at a particular time step, a hold value kernel is enqueued with three
indices, one each for sample path, estimator type (path/mesh) and mesh. Once the hold
values are computed, an exercise decision kernel compares the hold value on the current
mesh with option value on all other accessible meshes. These two kernels use an in-place
update of a global buffer, requiring concurrent storage only of two time steps of option
values, thus optimizing memory usage. Another kernel is used to process the expiry time

step where all hold values are 0.

The run time for this implementation is given in the GPGPU column of Table 4.1, showing
that in terms of computing time the GPGPU implementation is similar to the internal parallel
method. Hence the above comments about the internal parallel method regarding the bias of an
estimator in a fixed amount of time (e.g., a single valuation) and the right panel of Figure 4.5

also apply. Additionally note that

(i) We have shown that this valuation problem is well-suited for a GPU implementation as
the computing time scales approximately with that of a naive parallel method using no

communication between processors.

(i1) A single GPU costs a few hundred dollars, orders of magnitude less than the cost of CPU

clusters, giving similar computational improvements for a much lower dollar cost.

(iii)) Multiple GPUs can be used to perform the repeated valuations in parallel, reducing the

computing time by the reciprocal of the number of GPUs.

This shows that HPC techniques can significantly reduce the run times of the computation-
ally intensive Forest of Stochastic Meshes. The naive parallel, internal parallel and GPGPU
implementations are quite effective and all give approximately the same run time when per-
forming repeated valuations that are a multiple of the number of CPUs used. For a single
valuation, the internal parallel and GPGPU methods give similar computing times and are
much faster than the naive parallel and serial methods. The low cost and ability to use multiple
GPUs suggests this as the method of choice. Note that additional computational efficiencies
can be realized through variance and bias-reduction techniques. The methods presented here
can be combined with these to yield extremely efficient pricing algorithms for multiple exercise

options.



Chapter 5
Conclusions

In this thesis we have introduced two new methods for pricing multiple exercise options. The
thesis concludes with general comments on the effectiveness of these methods, other research

not included in this thesis, and a summary of results.
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In this thesis we have introduce two new methods for pricing multiple exercise options;
the forest of stochastic trees and the forest of stochastic meshes. Multiple exercise options
may be considered as generalizations of American-style options as they provide the holder
more than one exercise right and as such the methods we proposed, and all other currently
available methods, are built off of two well known methods for pricing American-style options.
Examples of multiple exercise options have become more prevalent over the past decade and
appear in sectors ranging from insurance to energy industries. In Chapter 2 we motivated our
discussion by briefly describing some of these specific types of contracts before focusing the
remainder of our discussions on swing options which are a type of multiple exercise option
prevalent in energy markets.

The methods proposed in this thesis are of particular use in cases where there are poten-
tially a large number (>3) of assets underlying the contract, if a number of risk factors are
desirable for modelling the price process of these assets or if the option has a general pay-
off function. This is a failing point for many of the other proposed methods for pricing these
types of options. Simulation based methods are typically a way to overcome these hurdles.
In these cases the Least-squares Monte Carlo and duality methods have also been modified
for the pricing of swing options in [24, 32], respectively. Although the performance of these
methods does not decrease with dimensionality, these methods suffer from other drawbacks.
In Least-squares Monte Carlo methods one must select a set of basis functions on which to run
regressions to estimate continuation values. In general only a complete (infinite) set of basis
functions results in continuation value estimators that are consistent for the true option value.
In practice, of course, a finite set of basis functions is used and introduces an approximation
error. Continuation value estimators are consistent for the true approximation value and not
the true option value [10, 11]. This approximation error can propagate backwards through the
exercise opportunities and produce high- and low-biased estimators that do not converge to the
same value [33].

Duality-based methods typically use regression on a finite set of basis functions to approx-
imate the optimal martingale, implying similar issues as Least-squares Monte Carlo. These
issues persist in extensions of these algorithms to the pricing of swing options.

In Chapters 3 and 4 we describe in detail the dynamic programming schemes used for the
forest of stochastic trees and forest of stochasic meshes respectively. Both methods proposed
result in the generation of confidence intervals for the true value of the option by utilizing both
positively- and negatively-biased estimators to the true value. Detailed proofs are given in
Appendices A-D to confirm both the bias and consistency of all the estimators proposed. For
the forest of stochastic trees the high- and low-biased estimators are described in Equations 3.1

and 3.4 respectively and for the stochastic forest of meshes the mesh- and path-estimators are
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shown in Equations 4.1 and 4.4 respectively.

Throughout the thesis effective use of examples show confirmation that our numerical im-
plementation of these methods is correct and consistent with theoretical properties of the esti-
mators. In both Chapters 3 and 4 we show results for the pricing of one- and five-dimensional
assets which follow Geometric Brownian motion which underly a swing option with two up
and two down swing rights. The results for the forest of stochastic trees are shown in fig-
ures 3.2, 3.4 and 3.5 and the results for the forest of stochastic meshes are shown in figures 4.3
and 4.4. In the case of the one-dimensional options where we take the true value to be the one
generated from the forest of trees algorithm of [23] we see that all our proposed estimators
have the expected biases and appear to converge to the true value. In the five-dimensional case
where no true value is available we see again that the estimators appear to have appropriate
biases and again seem to be converging to a common value which our analytical arguments
would suggest is the true option value.

A drawback of the methods proposed in this thesis is that they are computationally in-
tensive. For this reason a significant portion of this thesis is devoted to describing algorithmic
enhancements for these methods. These include using high performance computing techniques
which includes both parallel computing techniques on CPU-clusters as well as GPGPU com-
puting techniques that take advantage of relatively inexpensive yet highly parallel graphics
processor available. In Section 3.5 we briefly describe attempts to improve the efficiency of
the forest of stochastic trees algorithm through the use of parallel CPU implementations. The
effectiveness of these methods is obvious from Figure 3.7. Along the same lines in Section 4.5
we describe in detail two implementations of the forest of stochastic meshes, one which uses
traditional parallel CPU techniques like those implemented for the forest of stochastic trees as
well as another method which uses GPGPU computing to take advantage of the highly par-
allelizable internal structure of the stochastic mesh. Table 4.1 displays the significant time
savings that can be found when using these methods. Especially interesting here is the perfor-
mance of the GPGPU implementation for which one graphics processing unit costing on the
order of $1000 is able to give relatively the same performance boost as a 64-processor cluster
which would cost on the order of $30 000.

Additionally we also explore bias-corrected estimators for the option values which attempt
to estimate the bias introduced at each time step by the estimator and then subtract this result
at each exercise opportunity. These result in bias-reduce estimators for the forest of stochastic
trees given by Equations 3.37 and 3.38. Numerical results shown in Figure 3.8 and 3.9 show
that by implementing these estimators that we can significantly reduce the branching factor
necessary to obtain the desired accuracy for the option value without significantly increasing

the computational burden. The combination of the bias reduced estimators along with the HPC
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improvements lead to efficient algorithms for valuing high-dimensional swing options.

Future work on the topics covered in this thesis could include a bias reduced version of the
forest of stochastic meshes algorithm which would further enhance the algorithm’s efficiency.
Another avenue for realizing computational efficiencies is through the use of variance reduction
techniques and these will be explored. There are a few possible GPU implementations for the
forest of stochastic trees, a more detailed study could be conducted to determine the optimal
approach for future implemenation. In terms of risk analysis, these algorithms may be modified

to determine various option hedging parameters.



Appendix A

Proof of Estimator Bias - Forest of

Stochastic Trees

In this appendix we show detailed proofs for the theorems stated in Section 3.2. These theorems
refer to the bias of the estimators for the forest of stochastic trees. In the proofs of Theorems 9—
11 we introduce the following notation. If X is a random variable, we write || X|| for the p-norm
(EIX|")"? of X. The conditional p-norm of X on Z,, (BIX|P|Z)"", is denoted IX]|z,. Here we
include a summary of notation used for the proofs contained in this appendix as well as all

subsequent appendices.

e Time is indexed by i for#;,i =0,1,...,m.
e R is the number of repeated valuations of the forest.

e b is the branching factor (forest of stochastic trees) or mesh size (forest of stochastic

meshes).

° Sg is the spot price vector at time ¢; for branch j = {jo, ji,..., j;}. For convenience we

may suppress the superscript if there is no ambiguity in doing so, in these cases S;, ,

refers to the time #;,; along the branch path j = {jo, ji, ..., ji, j}-

e Z, represents the time-¢; history of the set of state variables (S‘E, N, U;), where we sup-

press the branching history index.
o V. (b, Sft, N, Ui) is the time-#;, state-Z; high estimator.

o Vb, Sf N, U;) is the time-t;, state-Z; leave one out low biased estimator which does not

include node [ at time-f;,;.
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o H b, S‘E, N, U;, u) is the time-t;, state-Z; leave one out hold value estimator for exercis-

ing u units which does not include node / at time-#;,1,

R . 1 < X
Hil (b’ S.:’ Ni’ Uia M) = m Z Di+1vt'(+1 (b’ Sg:.l’ Nl - I{u;ﬁO}’ Ui + u)
=
k = {j, k)
o 8u(b, SN, Uisu) = h(S, Niy Uy u) + H y(b,S), N, Up, )

e V;(b, S‘E, N, U)) is the time-;, state,Z; low estimator,
1 &
Vi = 5 Z Vil (b, SL N Ui)

e N is the time-#; number of exercise rights remaining.
e U, is the time-f; cumulative volume.

e U, is the time-1; discretized set of available volume choices available.
7/[,' = {uo,ul,uz,...,uz VLS N}

where uy = 0.
e 1 is the time-#; volume exercised. Here u € U,.
e D,.; is the discount factor from #;,; to ;.

o /i (S‘li., N, U;, u) is the time-1;, state-Z; payoff from exercising u units with A; (Sf., N, U;, O) =
0.

o H, (Sf, N, Ui) is the time-¢;, state-Z; true hold value,
H; (S, Ni, Ui) = E| Dii Bini (SE 1, Niwr, Unn)IZH]
o Bi(Sft, N, U;) is the time-t;, state-Z; true option value,
Bi(S, N, U) = max |7 (S] NG Ui t) + H; (S NG = Tugoy, Ui + )|

where 14, is the indicator function for set A.
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We now proceed with the proof of Theorem 9 regarding the bias of the high bias estimator.

Proof (Proof of Theorem 9) Here we prove the more general statement that E [Vi(b, Sf., N;, UDIZi] =
B,-(S‘E, N;, U;) fori =0,1,...,m. The proof proceeds by backward induction. At expiry the in-
equality holds trivially since V,.(b, Sk, Niw, Upn) = B(Sh, Nip, U,) so that B[V, (b, S%,, Ny, U Zonl >
B,u(Sh, Niw, Uy,). We now assume the inductive hypothesis, E[Vi.1(b,S), |, Niv1, Ui | Zisi] 2

B;. I(Sft 1> Nix1, Uiz1) and proceed to the time-#; case. We have,

E [V (6.8) M. U)) 1Z)]

E [max |: hi (S':,M, Ui’ I/l) + Di+l‘7i+l (b, S::-l’/\{i - I{u:;()}, U,‘ + Lt)

MEW,'

E
|

Di E [‘A/m (b, SK 1o Ni = Liugo), Ui + M) Zi+1] ‘ -Zi”

\%

max >h,- (SLN:. Ui u) + E

o K
Di Vi (b, St Ni = Luzoy, Ui + M)
uel; |

= max | (SLN:. Uiu)+ E
uel; |

> max >h,' (SN Uiu)+ E
uel;

Di+lBi+1 (Shp /Vi+1, Ui+1) ’ -Zz”

= n'é%x [hi (Sg, N, Ui, 1/‘) +H; (Sf.,/V,-, Ui)]

= B;(SL N U,

where the first equality comes from the definition of the high estimator, the first inequality
comes from the conditional Jensen’s inequality and note that Ny = N; — Ijy+z0; and Uy =
u; + u* where u* is the value-maximizing volume choice, the second equality uses the tower
law and the fact that D;,, is Z;-measurable, and the second inequality invokes the inductive
hypothesis. |

Next we prove Theorem 10 regarding the bias of the low estimator.

Proof (Proof of Theorem 10) As with the proof of the bias of the high estimator we prove
the more general statement that E [V;(b, S‘E, N;, UDIZ] < Bi(S‘E, N, U;) fori =0,1,...,m by
backward induction. Again at expiry the inequality holds trivially since ,,(b, St Ny, Up)=
Bm(an, N, U,). We now assume the inductive hypothesis, E[V;,(b, Sf. o N U Zina] £
Bi+1(S§+1 , Nii1, Uir1). We also note that since the 9;;’s are iid we have that, E [$,|Z;] = E [V:41<Z:].
In what follows we define #I; € U; to be the volume choice which maximizes a particular ;.
That is,

fi; = arg max [g,-,(b, Sf., N, Ui, u)] . (A.1)
uE‘L(,-
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Note that g;(b, S?, N, U;, u) 1s conditionally independent of ;. ;(b, St

i+1°

Nii1, Ui, u) given Z;
and subsequently #; is also independent of ¥;,,; given Z; since it is a function of g;.

Now,

E [91-1 (b.SL N, UY) ' Z,} = E | D191 (b SE1s N Ui) gy

2

+ E ( h; (SiNl Ui, Ml) + D1 Vi1 (b, Sk N — 1,U; + ul) )I{ﬁ;‘:ul} Zi]
+...+E ( h; (S{,Ni, U, uz) + Di1Vis1y (i + 1L,SS L N - LU + Mz) )Im;:uz} Zi]
- E [Dmm,, (b8t N U) | 2 P(ar -0 zl-) + g (S NG, Ui,ul)P(a;k - z,-)

+ E | Dis1Vi1y (b, SKLN —1,U; + Ml)

.

Di Vi1 (b, Sﬁ], Ni—1,U; + Mz)

Zi] P(fﬁ =u

.
.

Di1 Vi1, (b, S%:.]’M -LU;+ Ml) ' Zi] P1

+ ... +hi(S'£,Ni, l],',I/tZ)P(I’/\t}k =u,

+ E

Zi:| P (17‘7 = U,
=E [Di+1\7i+1,l (b, Sk, N Ui) ‘ Zi] Do

+ h; (S‘:,M, U,-,ul)pl + E

+ ...+ hi(SLN. Uu) p. + E

Di1Vis1y (b, Sil,/vi -1, U; + Mz)

-Zz] P:
where in the second equality we have used the conditional independence of g; and ¥;,; ;. Here

po =Py =01Z;) and p; = P(&4; = u;|Z;) for 1 < j<zand py + ...+ p, = 1. Thus, using the

tower law, we have,

E [ﬁi (.81 N 1) ]z,] ~E [\71'1 (.81 N 1) 'zil

E [D,-H E [m,z (.S, N U ‘ z,-+1]

Zi] Do

+ h; (S‘:,M, U, Ml)Pl + E

Di, E [\A’m,l (b, SkLN —1,U; + Ml)

Zi+1] ‘ -Zi] 14

+.o+ b (SL NG U) p. + E

Di+l E [‘,}Hl,l (b’ Sg(+1, M - 1’ Ui + uz)

Zi+1]

Zi] P:

<E |:Di+lBi+l (S;{H’/Vi, Ui) ‘ -Zi] Do
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+ h; (S‘:,M, U;, Ml)Pl + E

D; 1By (S:(H,N L,U; +u ‘Zz]

oot hi(SLNL Upus) pe + E

Di+1Bi+1 (S:(Ha /V, - 1’ Ui + uz)

Zi]pz
= H; (LN Us) po + (i (S] N Upny ) + Hi (SN = 1, U + i) p
oot (B (SU NG Usu) + Hy (S NG = 1, U + )
< max [h; (S, NG, Ui, u) + H; (S5 N; = Tigoy, Us + )|
uel;

= B{(S',N,, Uy)

Where the first inequality follows from the inductive hypothesis and the remaining steps follow
from the definitions for B; and H,. |

Finally we proceed to the proof of Theorem 11. This theorem justifies that the high estima-

tor is always greater than the low estimator for any realization and any b.

Proof At expiry we have that 9,,(b, Sj N, Uy = Vb, S‘i N Uy = m(Sj N,,, U,) so the
relation holds trivially. We now take the inductive hypothesis to be ¥;,(b, s N, Ui <
Vi (b, S,+1,Ni+ 1, Uipp) for jip = 1,...,b. Using the g, as defined above we first consider the

case where for a given tree,

i+1°

127 = arg max I:gil(b’ S.:a A{ia Ul" I/l)] 5 (A2)
LtE(L(,'

is the same for all / (i.e., &Iy = @", for all ).
Then,

b
% (b.SL N U) %Z (b.S. N UY)
=1

[
ST
1~

[hi (Sf N;, U, ﬁ*) + Di1Vig (b’ Si1s Ni = Lgzop Ui + ﬁ*)]

=1

IA
SIS
M-

|7 (S1 NG, Ui, ) + Dyt Vi (b, Sy Ni = Tiaesop, Ui + 07|

~
Il

1

Il
=
—_~
S|

b
SN Ui) 5 37 (Dt i (08l = L. U+ )
=1

b
< Iuré?u),( h; (S’:, N;, U, Lt % Z 1+1Vz+1 b S:+1’ N; - I{u;tO}’ U+ u)]
=1

= ‘A/,' (b, S':, M, Ul)
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where the first inequality comes from the inductive hypothesis and the remaining relations
come from the parameter definitions.

Next consider the case where the low estimator gives two different estimated optimal ex-
ercise amounts, @', #%, across all [ branches where #i' # #>. That is a; =iy or iy = f1? for all
[ =1,...,b. As above we take iI; to be the optimal exercise amount determined by the /-th

leave one out estimator, then,

b
% (b. S} N;, Uy) = % > vu (b, 8L NG US)
=1
b
= %Z fl )+D,+1V,+1 (b Sz+1’N I{u ¢0},U +I/tl)]
=1
b
= % D |7 (S5 Ni, Ui ) + D (B, Sk N = Loy, Ui+ )| By

=1
(St:, N, Ui, it ) + Dis1Vis1 (b, SL], Ni = Lipzo), Ui + ﬁz)] I{i‘t*=i\t2}}
(11_; I=1 I{ft;‘=ﬂ1}) X (% Z?:] [hi (Sf"/vi’ Ui, ﬁl) + Dis1Diyg (b St N = Lingo, Ui + ﬁtl)] I{,};f:ﬁl})
5 2 L =an
. (3 20 Tgp=my) % (3 20y [ (S5 NG U ) + Diaa i (b, SY, 1 Ni = Loy, Ui + 2) | Ty
b St lag=a2)
Lyl R (SV NG U ) + D9t (b.SL 1 N = Lo, Ui + )| g

=pX i+1°
5 2 Tigr=a)
+(1-p)x 5 et [hi (Sf-,N,-, Ui it ) + Dis1Vis1 (b SL N = L2z, Ui + 122)] I{f,l*:ﬁz},
b 2 L =a2)

b
Where pP= %ZZ:I I{ﬁ;:ﬁl}.
Without loss of generality, suppose that i; = a' forl = 1,...,k and a; = o for [ =

k+1,...,b. Then the above ratios become

Sy [ (L NG, Us, ) + Dy (b, SL . N = Loy, Us + 11|

k (A.3)

d
an Z?:Iﬁl [hl (S':’ M’ Ui9 ﬁz) + Di+l‘}>i+l (b Sz+l’N IuZ;tO U + 0 )]

b-k

respectively. Now for any i* < k < j* < b we have

, (A4)

g (6.8 N UL > 23y (b.SL NG UL 2



84 CHAPTER A. PRroOF OF ESTIMATOR BI1AS - FOREST OF STOoCcHASTIC TREES

which from the definition of g;, implies that
Di1Vig (b, S?L, N, U; + ﬁl) < DisiVin (b, Sfil, N, U; + ﬁl)-
Therefore,

max I:Di+li>i+1 (b, S?

l<a<k i+1°

N, U; + ﬁl)] < kﬁljﬁb [Di+lf}i+1 (b, SLLNLU: + ﬁl)] .

This implies that Equation A.3

I’ll' (S':, /V,', Ui, l//\tl) + D1V (b, Sl

i+1°

Ni = Loy, U + ')

x| =
M-

= % Z [hi (Sf"Ni’ Ui, al) + Disi i (b’ Sto1s Ni = T zo), Ui + ﬁl)] )
and similarly for Equation A.4

b
Z hi (8L N, Ui, ) + Disi Vi1 (b, Sh1s N = Loy, Ui + )|

I=k+1
b
%Z SJ N U l/l +D,+1VH_1 (b S§+1,M—I{ﬁ2¢0}, Ui+1’/\l2):|.
1=1
Therefore
b
% (b, SL NG UY) %Z (S NG U ') + Diidinn (b, Sy Ni = Loy, Ui + ')

1=1

b
+(-p)x 12 [hi S‘;, N, Ui, ﬁz) + D1V (b SH] Ni = Lipzo), Ui + 1 )]

b
b

<p ll)lz SJ N, U, it )+Dz+1Vz+1 (b S:+1 N; _I{m;e()},U,--I-ﬁl)]

b

Td=p)x % Z [h‘ (S;]’M’ Ui, ﬁz) + Di+1‘7[+1 (b, S:~+1, N; — Ligoz0), Ui + 1'/22)]
=1
b

<m %[Z h’( ': +Dz+lvz+1 (b S+1 N _I{ﬁ1¢0}’Ui+l’/\l1)],

b
%Z N Ui, bt +D+1V+1 (b Sl+1 N I”2¢0} Ui + il )]
=1
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b
< rufé%zi % Z [hi (Sf-, N;, Ui, M) + Di+1f/i+1 (b, S§+1, Ni = Luzo), Ui + M)]
I=1

= VS, N, U,

where the second inequality comes from the inductive hypothesis, the third inequality is an
application of Jensen’s inequality, the fourth inequality comes from maximizing over a larger
set, and the final equality is the definition of the high-biased estimator.

For the cases where the low estimator gives z* distinct estimated optimal exercise amounts,
~1

i', ..., 0%, across all z branches, z* = 3,...,2, arguments similar to those given above (for 2

distinct estimated optimal exercise amounts) show that,
Di(SL NG, Uy < V(ST NG, UY).
Since we restrict the number of volume choices to be finite, the theorem is proven. |

This concludes the proofs of Theorems 9-11.



Appendix B

Proof of Estimator Convergence - Forest

of Stochastic Trees

In this appendix we prove Theorems 12 and 13 found in Section 3.3. These proofs verify that
both the high and low bias estimators converge to the true option value as the branching factor
goes to infinity. Refer to Appendix A for notation used here. Prior to proving Theorems 12

and 13 we first state and prove the following two preliminary results.

Lemma B.0.1 [f||h:(S;, N;, U;,u)|| < oo for all t;, for some p > 1, then the following are true

forallO <t; <ty <t,:

IBx(Sks Niw Ul z, < o0 (B.1)
sup [ViB, i, Ni, U, < o0 (B.2)
Slgpllffk(b, St Ni, Uz, < o0 (B.3)

Proof (Proof of Lemma B.0.1) If every Ah;(S;, N;, U;, u) has finite p-th moment, then each
17;(Sk, Nk, Ug, wlz, is finite. Since the max, discounting, and conditional expectation operators
preserve finiteness of moments then it follows that || Bx(Sk, Nk, U)l|z, and also || Hx (S, Ni, Ul z,
must also be finite.

Proceeding to B.2, fix ¢; and proceed by backward induction on #; from ¢, to #;. Atexpiry B.2

follows from B.1. Then for ¢, < ¢,

max [hk(sk, Ni, Uy, ) + Hy (b, Sty Nic = Loy, Uy + M)]
u k

sup ||Vk(b, S, N, Uk)”z,— = sup
b b Zi

= sup

b
Z D1 Vi1 (b, S1, s Nic = Loy, Ui + 1)
b

J=1

S =

ueUy,u

max [hk(Sk, Ni, Ur, u) +

Zi
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< 1me(Sks Ni, Uy, O)llz, + sup
b

1 b A i
5 Z D1 Vi1 (b, S, Ni, Up)
=1

Zi

+ |1he(Sk, Ny, Ug, ur)ll z, + sup
b

b

1 . .

5 ZDk+1Vk+1(b, S, N — 1L Ui +uy)
=1

Zi

b
1 . .
5 Z D1 Vi (0,8, |, Nk = 1, Uy + u,)

=1

+ oo+ 1Sk, Ni, U, )|l z, + sup

’ Zi

< sup || Vie1 (b, St Nis Uk)”Z_ + 12 (Sks Ni» Urs un)ll z, + sup | Vier1 (b, S, Nie = 1, Uy + Ml)“z.
b ! b i

+ .o+ 1Sk N Uk )l z, + sup || View1 (B, Seers N = 1, Uy + ) 7.0
b 1

where 7, (Si, Nk, U, 0) = 0. This is the sum of a finite number of terms, each of which is finite.

For (iii) the proof is similar to that of (ii). |
The second preliminary result that we prove is as follows:

Lemma B.0.2 Leta,,...,a,,b1,...,b,,C1,...,c, be real numbers. Then,

n+1

Ay =Imax (@) +bi,....ay +b,) —max (@ +cp,..a,+¢)| <2 bi—cl =B, (B4
i=1

Proof (Proof of Lemma B.0.2) In order to prove Lemma B.0.2 we proceed by induction by

considering the cases forn =1andn =2. Forn =1,
Ay = |max(a; + by) — max(a; + c¢1)| = |b; — 1| < By
therefore A; < B,. Now, forn =2
A = |max(a; + by, a; + by) — max(a; + c1,a; + ¢2)|
Consider the following,
(1) a;+by >a,+ by

(a) ay+cyp >ax+c
Then
Ay=la;+by—a —c|l=1|bj—c| £ B,

(b) ar+c <ay+coc
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Note that conditions (i) and (b) imply that

bz—b1<a1—a2<cz—c1 (BS)

and we have

Ay =lar+ b1 —ay — ¢
=lai+by—ci+c1—ay—c
< by —al+ (a1 — a2) — (2 — 1)l
< by —cil + (b2 = by) = (2 — ¢1)
= by —cil +1by = ca = (b1 — 1)
<2lby — a1l + by — ¢
< 2lby —c1| + 2|by — ¢,
=B,

where the first inequality comes from the triangle inequality, the second comes from
Inequality B.5 and the third inequality comes from another application of the triangle

inequality.
(ll) a, + by > a; + b,

(a) a, +cr > ay + ¢y
Then

Ay =lay+by—ay—ci|=|by— | < By

(b) a +cr <ay+c
Note that conditions (ii) and (b) imply that

bl—b2<a2—a1<cl—cz (B6)

and we have

Ay =lay + by —a; —c
=lay+by—cy+ca—a; —ci
< by — ol + (a2 — ay) — (c1 — ¢2)|
< by — ol + [(by — by) = (c1 — )

=|by — co| + by — 1 = (b — )



< 2lby — ¢l + b1 — ¢4
< 2|by — o] +2|by — il
= B2

where again the first inequality comes from the triangle
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inequality, the second comes

from Inequality B.6 and the third inequality comes from another application of the

triangle inequality.

Therefore A, < B,.

Now assume that the inductive hypothesis A, < B, is true. We need to show that A,,; <

B, . First define i, and j, such that

a;, + b,’n = max(al +by,...,a,+ bn)
and
a;, + ¢, =max(a; +cy,...,a, + ¢,)
respectively. Now,
A, = Imax(a; + by, ...,a, + b,,apyy + byyy) — max(a; + ¢y,

= |max(a,~n + bi,, aps1 + byyr) —max(aj, + ¢, per + c,,+1)|
Consider the following,
(1) a;, + bi,, > Apy1 + by
(@) aj, +c¢j, > aps1 + Cpai

An1 = la;, + b;, —a;, —cj,

n

<2 > Ibi—cil
i=1
n+l

<2 Z b, — ¢l
i=1

= B,

ey T CpyQpy + Cn+1)|

where the first inequality comes from the inductive hypothesis.

(b) aj, + Cj, <yl t Cpyt
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By the definitions of i, and j, and (b) we have
a;, + ¢, <aj; +cj, <aps1 + Cpyt.
This combined with (i) gives

bps1 — bi, < aj, — api1 < Cpyy —C

Then

Api1 = lai, + bi, — Gpy1 — Cpy
= la;, + bi, — ¢i, + ¢i, = Ap1 — Cun1l
< b, = ¢i,l + (@i, = @ns1) = (Cpa1 — €3,
< |bi, = ¢i,| + |(bns1 — b;,) = (Cpy1 — 3,
=|b

< 2|b;, = ci,| + 1bpi1 = Cpsi]

= ¢l + |bpi1 — Cpi1 — (bi, — ci)l

In

< Bn+l

(B.7)

where again the first inequality comes from the triangle inequality, the second comes

from Inequality B.7 and the third inequality comes from another application of the

triangle inequality.

(i) a;, + b;, < Apy1 + by

(@) aj, +cj, < aps1 + Cpy

An+1 = |an+l + bn+l —p+l — Cptl

= |bn+1 - Cn+1|
n+1

<23 Ibi - cil
i=1

= Bn+1

(b) aj, * Cj, > Ayl T Cyyt

By the definitions of i, and j, and (ii) we have

ajn + bjn S ain + bin < ai’l+1 + bn+1-
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This combined with (b) gives
bj, — by < apy1 —aj, <Cj, = Cpy (B.8)
Then

A = laps1 + by — aj, — Cjnl
= lans1 + bnst = Cur1 + Cu1 — @, — ¢
< |bps1 — Cpral + l(ans1 — aj,,) - (Cj,, — Cp+1)
< |Nbps1 = Cotl + (B, = i) — (¢, — Cpa1)l
= |bps1 = Coril +1bj, — ¢, = (bps1 — Cpi1)
< 2|bps1 = Cpeil + 10, — ¢l

< Bn+l

where again the first inequality comes from the triangle inequality, the second comes
from Inequality B.8 and the third inequality comes from another application of the

triangle inequality.
Therefore A,;1 < B,;; and the Lemma is proven. |

We are now able to proceed beginning with the proof of Theorem 12 regarding the conver-

gence of the high bias estimator.

Proof (Proof of Theorem 12) Here we take R = 1 and state that if the convergence holds for
a single realization of the forest then it will hold for the mean of any number of realizations
due to the independence of each repeated valuation. Here we prove by backward induction
the more general statement IIV,-(b, Si, Ni, Up) = Bi(Si, Ni, Upllz, — 0 for any generic node in
a given tree and for all i = 0,...,m. At expiry the relation holds trivially since at #; = 1,
we have that V,,(b, Sy, Nows Us) = Bin(Sims Nows Upy). The inductive hypothesis is taken to be
||Vi+1(b, Sic1s Nist, Uic1) = Bixi(Siv1, Niga, Ui)llz,,, — 0.

Now,

|[Vich, i, Ni, Up) = Bi(Si Ni, U,

b
1 N
J
max I: hi (Si’ M, Ui, l/t) + E jE:l Di+1Vi+1 (b, S M — I{u¢0} s Ui + I/l)

7 b
well; i+1

- m%X [hi Si, Ni, Ui u) + H; (Si, N; — Loy, Ui + M)]
ueu;

Zi
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~ max [h (Si, Nis Ui, u) + H, ( S/ N = Loy, Ui + ”)]

b
1
fuféa?f [h (Si Ni, Ui, u) + Z Z:; l+lVl+1 +1,Ni = Liuzoy, Ui + M)

HZ,

b
1
< Z 2|20 Dt Vit (B8]0 Ne = Lo, Us + ) = Hi (S N; = Doy, Us + 1)
j=1 Zi
4 1 b
<2 E Z z+1Vz+1 ,+1, Ni = Ly z0p, Ui + Mk) H; (Si, N; — Ly 20, Ui + uy.)
k=0 j=1 Zi
b4 1 b
<2 A Z z+1 z+1 ,+1,Ni = L0, Ui + Mk) — By (S,H,N L0, Ui + Mk)]
k=0 Zi
Z
+ 22 Di;1Biyy (S,H,Ni — Lyz0, Ui + Mk) — H; (Si, Ni = Lyz0), Ui + uy) HZ
k=0 i
Z
=2 Z (Ek + Ck)
k=0

where the first equality comes from the definitions of the estimator and the true value. The
third step comes as a result of Lemma B.0.2, the fourth step comes from a generalization of the

triangle inequality. In the final step we rewrite the expression for convience in what follows.

First we deal with the C’s. Given Z; we have that D,HB,H(S L N
j=1,....,band k =0,..., zareiid with means of H;(S;, N; =1, 0, U, +uk) and finite p-norms.

- I{uk#:O}’ Ui + I/tk) for

Then by Theorem 1.4.1 of [36] we have that all C;’s in the above expression go to zero.

Next we consider the E;’s. Here we have, by the properties of p-norms and the fact that the

terms being averaged are iid, that
Ej < ||[Vist (B, Sic1s Ni = L0y, Ui + ui) = Bisy (Sivts Ni = Lis0), Ui + ’/lk)”Zl_

since E; is bounded by the p-norm of any one of the terms being averaged. By the inductive

hypothesis
||‘7i+l (b7 Si+1, /Vi+1’ Ui+1) - Bi+l (Si+1’ /Vi+la UHI)”ZM -0

Where N1 = N, — I{uk;tO} and U;y; = U; + uy.
Also by a standard condition for uniform integrability (see [36] p178) we have that

||‘A/i+1 (b’ Si+1a /Vi+1’ Ui+1) - Bi+1 (Si+1, Ni+1, Ui+1)||Zi - O, (B9)
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provided

Zi| <o

SupE [|Vi+1 (b, Si+1, /Vi+1, Ui+1) - Bi+1 (Si+1a /Vi+1, Ui+1)|p+6
b

for some €. From Lemma B.0.1 we know that

Zi| <o

supE [|‘7i+1 (D, Sis1, Nis1, Ui+1)|p+e
b

and that
E [lBiH (Si+la )Vi+1, Ui+1)|p+€

Zi] < 00,
Thus B.9 holds for each k = 0, ...,z and hence the result is proven. |

The final proof of this appendix is that of Theorem 13 regarding the consistency of the low
biased estimator.

Proof (Proof of Theorem 13) As with the proof of Theorem 12 we proceed by backward
induction. Again at expiry the relation holds trivially since ¥,,(b, S, Ny, Up) = Biu(Sps Ny, Us).
The inductive hypothesis is taken to be |[D;11 (D, Sis1, Niv1, Uir1)=Biv1(Siv1, Nix1, Uir)llz,.,, = 0.

Let g,(b, Sg, N, U;, u) be as defined at the start of Appendix A and note that, with probabil-

ity one,
h,‘ (S';,Ni, Ui, ul) + H; (S‘:,M - I{u';&()}a U, + ul)
* h,‘ (S':,M, U,‘, I/tz) + H,' (S’:,M - I{u2¢0}v Ui + I/tz) s

for all u', u? € U;, u' + u?.

Before proceeding, we stop to make three claims:

(i) H% St Dist¥i (b, St s N = Luzo), Ui + u) - H, (Sf.,/Vi — Ljuzo), Ui + M)HZ,- — 0

050U 850 Vo)~ SN~ )], 0

i

(ii)

Zi_)o

(iif) |

R (=

for all u € U; and where

0= 5. N UL
i) = argmax [2,(b. SL N, U] and
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u* = arg max [h,- (Sle U, u) - H; (Sf Ni = Luzop, Ui + M)]

LtE(U;

The proof of item (i) is the same as the proof of the corresponding step in Theorem 12. Since
the estimators in (i) and (ii) differ only in the omission of one term in g;, similar arguments
prove that (i1) also holds.

Now for (iii), if &t; = u” then the result holds trivially. Now suppose that it; = u # u* for

some u € U;. Then,

= tai-ull ,, = [P @} = Wl Z)]?
) . 1/p
= |P(2a(b. S‘},N,-, U u) > h,-(S Ni U u) + HiSLN; = Lugoy, Ui + w)) |

I{lft;‘:u} - I{u*:u

— 0.

Since (ii) holds and convergence in p-norm implies convergence in probability. Thus (iii) is

proven.

Now proceeding from the definition of the low estimator and the true option value for all
ue 7/[,‘,

II9; (b, Si, Ni, U;) — B; (S, Ni, Ui)||z,-

S =

b
D 9 (b,8:, Ni, U = Bi (Si, N;, Uy)
=1

Zi

I
ST
gk

( Diai¥ivis (b, S Niv Us) Lig—oy

~
]

1

[ (Sz’/vz’ Uz, u1)+Dt+lvt+ll(b S N 1 U +l/t1)] I{u =uy}

i+1°

hi (Si, Ni, Ui, u) +DigiDigy (b, SLL N = 1,U; + Mz)] Ligr=u,) ) - B;(Si, N, U)

+...+
Zi
1<
<7 Z Dii¥is1 (b:SL 1. Ni Us) Loy — Hi (1. Ni U I oy
I= Zi
b
Z l+1vl+1[ f+]aN 1 U +ul)lu =u} H (Sta/\{t 1’ Ui+u1)l{u*=u1}
I= Zi
12
EZ l+1vt+1[ f+]9Ni_19 Ui+uz)1u =u;} = H(SZ’N 1 Ui+uz)l{u*:uz}
=1 Zi
+ ||hz Si, Ni, Ui, Ml)l{a;:Ll,} — hi (Si, Niy Ui, uy) L=y =z,
oo ||y (S0 Ni Ui ) By = hi (812 Niy U ) T (B.10)
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where the inequality in the third step is due to a generalization of the triangle inequality.

The immediate consequence of claim (iii) above is that all terms in Equation B.10 with the
form
||hi(Sia N, U, u)l{a;:u} = hi(Si, Niy Ui, =y

_)
Zi 0

for all u € U;. Thus

— 0.

Z
Z (S, N2, U, wl iy =y — hi(Si, Niy Us, i) Ly = |Z,-

It remains to show that the remaining terms in B.10 converge in the p-norm. Taking one of

these terms, that is, fix a u € U;, we now show this converges in the p-norm to zero.

b

1

A Z z+1v1+ll b Sl s Ni = Luso), Ui + M) Lo =uy — Hi (Sis Ni = Liugoy, Ui + 1) L -
I=

Zi
1 b
= EZ 1+1Vz+tl St Ni = Loy, U ‘”‘)I{ —[Di+1\7i+1,l(b,sf+1,N Liz0y, Uj +u)l{u*:u}]
1=1
1 b
EZ z+1Vz+11 b S,+1,N Iu;ﬁO U; +M)I _Hi(Si»/Vi_I{u;tO}’ Ui+u)1{u*:u}
Zi

b
é Z [Di+1\7i+i,z (b, Sii1s Ni = Luzo), Ui + M) L=y = Div1Viv1y (b, St Ni = Lugoy, Ui + M) I{u*:u}]ll

b
%Z 19551 (B Sy N = Tuwo, Ui+ 4) Burug = Hi (St N; = Tusop, Ui + 1)
Zi
HD1+1V1+1 ! (b St Ni = Tuzoy, Ui + M)”Z : | Lp=uy = Tiw=u|
1 < |
+ | L ||Z EZ l+1Vl+1z b St 1o Ni = Loy, Us +M) H; (Si, Ni = Lyzop, Ui + 1) ||,
=1 Zi

where the first step comes from adding and subtracting the same term, the second comes from

applying the triangle inequality and the third step comes from factoring out common terms.

Now by (iii),

H
Zi 0’

L=y = i =u)

by (i),

-0

Zi

]

b

1 .

5 Z Di1Vis1y (b, St Ni = Lugoy, Ui + M) — H; (Si, Ni = Luzoy, Ui + 1)
=1
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and we note that

. I
HDi+1Vi+1,l (b, Sii1s Ni = Tyzop, Ui + M)HZ < o0,

i

I{u*:u}| z, < and

by B.3.

Hence we have proven the consistency of the low-biased estimator. |}



Appendix C

Proof of Estimator Bias - Forest of
Stochastic Meshes

In this appendix we show a detailed proof for Theorem 14 stated in Section 4.2. This theorem
refers to the bias of the mesh estimators for the forest of stochastic meshes. The notation in this

appendix follows from the definitions given in Appendix A. We begin the proof of Theorem 14.

Proof (Proof of Theorem 14) We note that at expiry the relation holds trivially since VoD, Sy N, Uyy) =
B,.(S,.s N, Up). We then proceed by backward induction at time #; < t,, with the inductive hy-
pothesis taken to be E[Vi.1(b, Siv1, Nix1, Uis)IZi] = Bix1(Six1, Nit, User). Now,

E [Vi (b, Si, N, U5 ‘ zi]

b f(Si.S! R , ]
=E {2% [hi (Si Ni, Ui, u) + % ]Z:; %Dmvm (b, Sf+1,/\{i —Lyuzoy, Ui + M) ' Zii
1 & fi(S:S!] . . ‘
> max |k (S;, Ni, U, ) + E % JZ; % g(l (s;:)l) Dyt Vs (b.SL, 1 Ni = Tiuzoy» U; + u) zi]
(Q. QI
= max hi (Si,)\(i, Ui, Lt) +E MDi+]">j+l (b, Sl~l+1,Ni - I{u;tO}, U, + l/t) Zz”
uetll; | g (Sil+1)
FARRY
= max |h; (S;, N;, Ui, u) + E ME Di+1‘7i+1 (b’ Sil+1’ Ni =Tz, Ui + M) Zini ' Zi
uell; | g (Sil+1)
[ i (Si. S} ]
> ful;%)l( hi (Si, Ni, Uj,u) + E ﬁl)m&ﬂ (S,-IH, Ni =Tz, Ui + M) -Zzw
= max |h; (Si, N;, Uj,u) + D1 E [BHI (Sil+1’ Ni = Tyzoy, Ui + M) Zi”
uel; i

97
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= Bi (Si’ )Vi’ Ul)

The first three steps come from the definition of the estimator, followed by the use of Jensen’s
inequality and then utilizing the fact that at each time step the mesh points are identically
distributed. Next comes the law of iterative expectations which is followed by the inductive

hypothesis. The sixth step comes from the identity,

£(s.8!
ﬁBHl (Si1+1’ M - I{u#)} ,U; + u)

and finally the definition of the true option value. |}

Zi] =ffi(S,Y)Bi+1 (¥, Ni = Luzo, Ui + u) dy,



Appendix D

Proof of Estimator Convergence - Forest
of Stochastic Meshes

In this appendix we give proofs of the theorems found in Section 4.3. These proofs verify
that both the mesh and path estimators converge to the true option value in the limit that the
mesh and path sizes go to infinity. For all proceeding results refer to Appendix A for notation.
Prior to showing the proofs for Theorems 16 and 17 we first state and prove the following

preliminary result:

Lemma D.0.3 For any p > 1 if Assumption 4.3.1 holds then,
E|[Bi(S! A U)[ | < o0 (D.1)
and if Assumption 4.3.2 also holds then,

supE Hf/,- (5.1 A U,-)'p] < oo (D.2)

b>1

Proof (Proof of D.1 and D.2) First consider,

|B; (Si, Ni, Up| = Di1Biy (Six1s Ni = Lyzoy, Ui + 1)

max [hi (S;,Ni,U;,u) + E

uel;

2|

< mflux [lhi Si, Ni, Ui, u)| + |[E | Dis1 Bist (Siv1, Ni — Lyzoy, Ui + M) Zi]”
uel;

< > i (S Niy Uiy up)l + (B | Divt Bisy (Sisr, Ni = I, Uy + 1) ‘z,-” (D3)
u,E‘Hi

where u; is the volume choice at time-f;, which we have added for reasons that will become
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apparent below, and ; = Ij,z0;. Now consider,

uir1 €U

E[Bi+1(si+1,Ni—1i,Ui+Mi) Zi]:E[ max [hi(si+1,Ni—Ii,Ui+Mi,Mi+1)

+E [Dis2Biso (Siso, Ni = I; = Ly, Ui + u; + uyi1)] ] ‘ Zi:|

Then returning to D.3 we have the following.

|B; (Si, N, Up)| < Z [ |h; (Si, Ni, Ui, up)| + Z [E [|hi Sists Ni = I, Uy + ug, uge)| i Zi]

2|

|hiv1 (Siz1, Ni = 1, Ui + uj, ujgy)| ‘ Zi]
<

So B;i(S;, N;, U;) has finite p-th absolute moment if each of the terms above do, i.e. if,

ui1€U i

+

D;,E [BHZ Sis2s Ni = I = L1, Ui + uj + ujyy)

D)

u,-e’L(,-

+...+ ZE

um €Uy,

i (S Niy Ul + ) [E

ui1€U i1

h, (Sm, N; — i I, U; + mzl Uy, um)
k=i k=i

p
fE [|hk(sk,Nla Uy, u)| Zi] gi(s)ds < o

for all k > i. By Jensen’s inequality we have that,
1P
IE [mk(sk, Ne Uil | Z2| s
< fE [lhk (Sk> N, U, )l -Zi] gi(s)ds

gi(s)
ﬁ(s’ Sk)

i(Si)
= E || (Se. Ny, Up, )P | 2220
[| & (S, Nie, Uy, w)| (fi(Si,Sk))]

= fE ['hk (S, Nk, U, wl? Zi:| fi(s, S)ds

< 00

by Assumption 4.3.1.
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Similarly,

'Vm_k (b, S! o Nk Um—k)' < Z [ Pk (Sm—cs Non—ics Um—kcs Um—ic)|

k€ U i

1
+ Z [ Z ‘w m — k Sm k° SZ k+1) m—k (Sni k+1° Nm—k - Im—k, Um—k + Ui, um—k+1)

J1=1

D)

Up—k+1€ U n—pr1

fm—kS, |, Sjl—k+1)
gm—k+l(Sm_k+1)

ume(L{m =1 Ji=1
fm_l(sml, S (o S S
X #hm [S;ﬁ"Nm_ Z Il" Ui+ Z Ui, um) ]]
gm(sm ) i=m—k i=m—k

The p-norm of any average with identically distributed terms is bounded by any one of the

terms in the average. Thus,

N P 1/p
EHVm—k (b m—k? Nm ka - )' ]
<E[R(m—-km—-kIF]"" +...+E[|[R(m -k m)"]""

The right hand side is independent of the mesh size b and its finiteness is given by Assump-
tion4.3.2. |}

After the proof of Lemma D.0.3 we are in a position to prove Theorem 16 regarding the

convergence of the mesh estimator to the true option value.

Proof (Proof of Theorem 16) We proceed by backward induction beginning with the case at

expiry where the relation holds trivially. We then state the inductive hypothesis to be

”VHI (b SH]»MHa Uz+l) z+l (Sl+la i+1s i+l)

|, —0

p//

for all (S;11, Zit1, Uiy1) and for some p”” > p. Now, take any p’ € (p, p”), then,
Vi (0,81, N;, Up) = Bi (Si, N, U||,

1 <& fi(S:. 8] 3
- max[hxsi,/vi,ui,u) EZ Dt Vit (58], N; = Loy, Ui + )

ueU; gH_l(SH_]) A
—mgux [h: (Si, Ni, Ui, ) + H; (Si, Ni = Tzoy, Ui + u)]
ue p
S, S N
<2 Z o S l+1)Di+1Vi+1 (b S,+1,N Liz0), Ui + Mi) — H; (Si, Ni = Lz, Ui + uy)
weU; j=1 gH—l(SH_l)

p/
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1 <& (S, 8] |
<2 EZ—HDHI[ z+l(b SJ+1,N Liy20) U+u) Bi+1(si+1’A{i—[u¢0 U+u)]
wel; |l j=1 gi+1(S,)) p/
b
£S5
+2 Z Z—H i+l (Si+1’M_I{u;¢O},Ui+ui)
u,-e(L{ gl+1(Sl+])

-E [Bm (Sixts Ni = L2y, Ui + 1)

=2 > (A +A"),

.

’

p

u,—E'L(,-
where,
b
u; 1 ﬁ(sl’ Sl j
Abl = E Z ad Diq [ i+1 (b S,J+1’ N I{Mﬁfo}’ Ui + ui) — Bin (Sz{+1’ N I”t¢0 Ui+u )]
j=1 gt+1(sl+1) »
and,
v 2\ f(S:.S]
A" = b U Bin (Slj+1,/\/i — 20y, Ui + Mi) = E|Bis1 (Siv1s Ni = Loy, Ui + i) | Z,
j=1 gl+1(S,'+1) »

The first inequality above is a result of applying the generalized contraction property Lemma B.0.2.
Since the terms in the summands of AZ" are identically distributed we have, for any u € U;,
Niit = Ni = Luzoy, Uis1 = U + u, and

Ab ' MD,'H [ i+1 (b Sz+1’ Nii1, Ui+1) — Biyy (Sil+l’ Nit1s U“'l)]
gt+1(sl+1 r
S, ~

< ‘ f;,(tsi::)l i+1 [Vi+1 (b,Sl!H,/VH], Ui+1) - Bi+] (S,Ll, }Vi+1, Ui+1)] o

for any g > 1, where the second inequality comes from applying Holder’s inequality. Now by
Assumption 4.3.3 the first factor is finite. Also, we can choose a ¢ > 1 such that gp” < p” since

p’ < p”. From the inductive hypothesis, we have,

’

qp

E [“A/Hl b S,1+1’ A{H—la Ui+1) - Bi+1 (Sl'1+1a A{i+la Ui+1)

Z i] - 0, (D4)

almost surely. Furthermore, for € > 0 and small enough that p”(1 + €) < p (with p as in the
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statement of the theorem),

SUPE[( [‘VHl b Siiis Nists Ui+l) Bis (Sll+1,Ni+1» Ui+1)‘qp’

b>1

=) |

- SI’E?E HVZH b S’H’ Nivt, ’”) B (Sg+1’ Nis1, Ui+1) qp/(lﬁ)]
< S| (s (00N U )| B (8 A, Ui
< 00,

where the first inequality comes from Jensen’s and the properties of conditional expectations,
the second inequality is from the definition of p and the properties of p-norms and finiteness is

given by Lemma D.0.3. Thus the sequence in Equation D.4 is uniformly integrable and hence,

E H‘A/Hl (ba S,‘1+1’ /Vi+1, Ui+1) - Bi+1 (S,'l+1, A{i+la Ui+1) v

-0
as b — oo and therefore Ay — 0 as b — oo for all u € U,;.

We now show that A — O for all u € U,;. Note that each of the b terms in the sum are

independent and identically distributed with mean,

S, S
E ]% i+1 (S,]H,Nm,Um)]
8i+119;14
i(Si’ )
{g. l(y) z+1(y, i+1» i+1)gi+1(Y)dy

= fﬁ(sla Y)Bi+1(y, A/H—la Ui+l)dy
_E [B,-+1 Siors Noot, Uint) ‘ zi]

So we obtain the needed result provided that,

1 fiSs8L)
7 a8 z+1 (Sz+1’ Nl+l9 Ul+l)
b j=1 gl+l(sl+1)

converges to its expectation in the p’-norm as b — oco. From [36] this holds provided that each

of the terms in the sum have finite p’-norm. By Holder’s Theorem,
[ p,

S]

i+1°

f(Sla l+l) (
l+l
g1+1(sl+1)

)Vi+1, Ui+1)
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p-r
pp

< E [M] E [Bi+1 (S{H’ Ni+l9 Ui+l)] pﬁ . (DS)

8i+1(S,-+1)

Here the first factor in Equation D.5 is finite by Assumption 4.3.3 and the finiteness of the
second term follows from Equation D.1 in Lemma D.0.3. Thus we have shown that for all
ue 7/[[,

Z (AZ"+A“I’)—>0 as b—ooo. |

u,-e(L{,-

The final proof of this appendix is the proof of the convergence of the path estimator as

stated in Theorem 17.

Proof (Proof of Theorem 17) Let (T1 Al (Tb , uf)v ) be the estimated mesh exercise policy
with mesh size b and (7', u'),...,( ", u N ) be the optimal exercise policy. Then the estimated
exercise policy differs from the optlmal one if and only if (7}, i) # (7",u") for at least one
n=1,...,N.

Thus, we show that the probability that the estimated exercise policy differs from the opti-

mal one goes to zero as the mesh size goes to infinity. That is,

N
P U ’/l\'Z, I’/\tZ) * (T”, u”)]] -0 as b — oo. (D6)

n=1

Note that,

N N
P {U (72, a0 # (71, uZ)]] < Y P(# i) # (" u).
n=1

n=1
So Equation D.6 holds if P[(7}, it;) # (v",u")] —» Oforalln =1,...,N.
Now,

Pl(}, &) # (1), u,)] = P[T, # 7" + P[T, = 7", i1, # u,]

and we now show separately that,

P[#) #7"] > 0 and, (D.7)
P[# =7"0 #ul] -0, (D.8)

ashb - ocoforalln=1,...,N.
Note that

P %) # 1"]
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=P {[H (b,Si,n, U) < max [ (Si,n, Uy, u) + Hi (b,Si,n = 1, U; + u)
ueU\{0}

N|H;(S;,n, U;)) > max [h;(S;,n, U;,u)+ H;(S;,n—1,U; + u)]

ueU;\{0}
P{ 7

i (b,Si,n,Up) > max |k (Si,n, Uy,u) + Hi (b,Si,n = 1,U; + )

uel;\{0}

,forsomei:n,...,m}

N[(H;(b,S;,n,U;) < max [h;(S;,n, U, u)+ H;(S;;n—1,U; +u)]

uel;\{0}

, forsomei:n,...,m}

SZP{[H (b,S;,n,U;) < max [h (S Unu)+ B (b,Sin— 1, U,-+u)]

- ueU;\{0}
=n
: }

+ Z P {[H (b,8i,n,Up) > max | (Si,n, Usu) + H; (b,Si,n = 1,U; + u)]

uet;\(0)
|}

N

H;(S;,n,U) > maX [h S;,n,Up,u) + H;(S;,n—1,U; + u)

ueU;\{

N{H;(S;,n,U) < max [h;(S;,n,U,u)+H;(S;,n—1,U; +u)

ueU;\{0}

For convience we define

it = arg max |h; (S,n, U u) + H;(b,Si,n— 1,Uy)|  and (D.9)
ueU;\{0}

u; = arg l’%a\){(@ [A; (S;,n,U;,u) + H; (b,S;,n—1,U;)]. (D.10)
uel;

Then
P[t; # 1]
< > P{[A: 0,80, U) < [hi(Si,n, Usy i) + H; (b,Si,n = 1, Uy + )|
n[H (Sin, Uy) > [hi (Siyn, U ) + Hy (Sion = 1, U + )11}
+ Z P{[A; (5.8 0, Up) > [ (Siun. Upui}) + H; (b, S, = 1, U + 1) ||

N [Hl (S,’,I’l, Ul) < [I’ll (Si,l’l, U,', l/lf) + Hl' (S,’,I’l - 1, Ul' + l/tl*)]]}

IA

Zm: > P{[Ai0.8,n,U) < |1 (Sion, Usyu) + A; (b,Si,n = 1,U; + )|

i=n ueU;\{0}

N [H (Si,l’l U) > [l’ll (Si,n, U,’,I/t) + H,; (Si,l’l -1, U, + u)]]}

+Z ;{} H(bS,,n U) > hi(Si,n, U, u) + B, (b,S;,n — 1U,-+u)]



106 CHAPTER D. ProOF OF EsTIMATOR CONVERGENCE - FOREST OF STOCHASTIC MESHES

N[H; (Si,n,U;) < [h; (Si,n,Uj,u) + H;(S;;n =1, U; + u)]l}

= Zml >0 P{(|Ai .80, U < [hi Siun, U w) + i (b, Sin = 1,Us + w)|
i=n ueU;\{0}

N [H;(Si,n, U;) > [hi (Sin, Ui, u) + Hi (Si,n— 1, U; + w)]])
U (|A: 5,Si,n,U) > [hi Si,m, Uiy u) + Hi (b,Si,n = 1,U; + w)||
N[H; (Si,n, Uy < [hi (Si,n, Ui, u) + H; (Si,n— 1, U; + w)]]} .

Under the hypothesis of the theorem, boundaries are hit with probability zero. Therefore
almost surely there exists € > 0 for which
|H; (Si,n, Up) = [hi (Si,n, Ui, u) + Hi (Si,n = 1, Ui + w)]| > €,
fori=mn,...,m,u € U\0}. If
H(S;,n,U;) > hi(S;,n, Ui, u) + H(S;,n — 1, U; + u)

then
H(S;,n,U;) = H(S;,n—1,U; + u) — € > hi(S;,n, U;,u)

which implies
Fli (b9 Si7 n, Ul) < hi (Si7 n, Ul" I/l) + Fli (ba Si’n - 15 Ui + I/t)

ﬁi(basi,n, U)< H;S;,n,U;)) — H; (S;,n— 1’Ui+u)_€+ﬁi(basi’n_ 1,U; +u)
e e< H;(S;,n,U;))— H;(b,S;,n,U) + H;(b,Sin — 1,U; + u) — H; Sin — 1, U; + u) .

Similarly if
Hi(Si,n,U;) < hi(S;,n,U;,u) + H(S;,n - 1,U; + u)
then
hi(Si,n, Uj,u) + H(S;,n—1,U; + u) — H(S;,n,U;) > €
implying that

I:Ii (b’ Si9 n, Ul) > hi (Si9 n, Ul" u) + ﬁi (b’ Si’n - 1’ Ui + I/t)
H; (b,8;,n, U)) > H; (Si,n, Up) = H; (Si,n = 1, U + w) + € + H; (b, S;,n = 1, U; + u)
— €< I:Ii(b,Si,n, U,’)—H,'(Si,l’l, U,~)+H,-(S,-,n— 1,Ul' +u)+FI,~(b,S,~,n— l,U,' +l/l).
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Therefore by combining these results we have,
|ﬁi(b9 Sia n, Ul) - Hi(si’ n, Ul) + Hi(Si,n - 1’ Ui + l/l) - I:Il'(b’ Si9n - 15 Ui + I/l)| > € (D'll)

fori=mn,...,m,uc U\{0}.

Therefore,
P %) # 7"]

<Z > P{|Ab,Sin, U) - Hi(Si,n, Uy

i=n ueU;\{0}
+H(Si.n— 1, Ui+ u) = Hi(b,Si.n = 1, U; + u)| > €]

<2, D, P{A®.S.n.U) - H(S:.n. Uy
i=n ucU;\{0}

+|H(Si.n = 1, Ui+ u) = H(b,Si.n = 1,U; + u)| > €

< Z Z P{l[:[,(b, Si,l’l, Ul) - H,-(Sl-,n, Ul)| > 6}
i=n ueU;\{0}
+ P{|Hi(Sin = 1,U; + u) = Hi(b,Si.n = 1,U; + u)| > €. (D.12)

Note that € depends on the path (Sy, Sy, ..., S,,) and (n, U;). Call this information Z; and note
that € is independent of the information used to generate the mesh. Since convergence in p-

norm implies convergence in probability, we have from Theorem 16 that,

{|H(b Si,n, Uy) — H(Si,n,Up)| > €

}—)O and

P{|H,~(S,-,n ~ LUi+u) - H(b,Sin— LU +u)| > €

Z_i}—>0

almost surely fori = n,...,m, u € U;\{0}.

The Dominated Convergence Theorem then implies that,

P“I:Il(b, Si,l’l, Ul) - Hi(S,',I’l, U,)l > 6} — 0 and
P{|HiSi.n—1.U; +u) - Hi(b,Si.n = 1,Ui + )| > €} - 0

foralli=mn,...,m, u € U\{0}.
This together with Equation D.12 proves that

P[#) #7"| >0 as b — oo.
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foralln=1,...,N.

Now we show that

P[t) =1" i, #u"] - 0.

To begin
P[#) =", # u"]

- {([ﬁi(b’ Sim, Ui) < max [hi(si’ n,Usu) + H(b,Si,n—1,U; + u)]
ueU;\{0}

N

H;(S;,n,U;) < max } [h:i(Si,n, Ui, u) + Hi(Sj,n — 1, U; + u)]

ueU;\{0

fori = T")

IA
o D
—N —

—
—

ﬁi(ba Sia n, UL) < max | [hi(sia n, Uia u) + ﬁi(ba Sia n— 17 Ui + M)]

ueU;\{0

Hi(S;,n,U;) < max [h(S;,n,U;,u) + H(S;,n—1,U; + u)]
ucU;\{0}

forsomei:n,...,m)
N [, # u"]}

< > P{[A:b,8i,n, U < hi(Si,n, Ui, ) + Hi(h, Siyn = 1, Uy + )|
N [Hi(Si,n, Uj) < hi(Si,n, Uy, u7) + H(S;,n — 1, U; + ;)]
N [ # u;]}

< Zml Z }P{[Hi(b, Si.n, Uy < hi(Si,n, Us,u) + Hi(b,S;,n— 1,U; + u)]

i=n u,veU;\{0
u#v

N[H(S;,n,U;) < hi(S;,n, U;,v) + H(S;;n =1, U; +v)]

N [hi(si,n, Ui, u) + Hi(b,Si,n — 1, U; + u) > hi(Si,n, U, v) + Hi(b,S;,n — 1, U; + V)]

N [hi(Si,n, Ui,v) + Hi(S;,n—1,U; +v) > hi(S;,n, U, u) + H(S;,n — 1, U; + w)]}
<> > P{[(Sun Unw + Aib,Sin— 1,Us + u)

i=n u,veU;\{0}
u#v

> hi(Si,n, Us,v) + Hi(b,Sin — 1,U; + V)]
N [h,’(Si,I’l, Ui,V) + Hl-(Sl-,n - 1, Ui + V) > h,»(S,-,n, Ui’ I/t) + Hi(Si,l’l - 1, U,’ + I/t)]} . (D13)

Again under the hypothesis of the theorem the boundaries are hit with probability zero. So
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there exists some € > 0 almost surely such that
|hi(Si, n, Ui, v) + Hi(Si,n — 1, U; + v) = [1:(Si, n, Ui, u) + H(Si;,n — 1, U; + w)]| > e,

foralli=n,...,mand u,v € U\{0}, u # v.

Now if
hi(Si,n, Ui,v) + H(S;,n — 1,U; +v) > hi(S;,n, Uy, u) + H(S;,n — 1, U; + u),
then,

hi(Si,n, U;,v) — hi(S;,n, Uj,u) > e + H(S;,n— 1, U; +u) — H(S;,n — 1, U; +v)
& hi(Si,n,Uj,u) — hi(S;,n, U;,v) < Hi(S;,n - 1,U; +v) — H(S;,n—1,U; + u) — €

and

|7:(Si.n, Us ) + Hib, Sion = 1, U + ) 2 hi(Si,n, Up,v) + Hi(b, Siun — 1, Ui +v)
= |hi(Sin, Uy, u) = hi(Si.n, Upv) 2 Hy(b,Sion = 1,U; +v) + Hi(b,Si.n = 1,U; + u)
C |Hi(Sin = 1, Ui +v) = HiSin = 1,U; + u) — € > H(b,Si,n = 1,U; +v) = H(b,Si,n = 1, Us + )|
= |Hi(Si.n— 1,Ui +v) = Hib,Si,n = 1, U; +v) + Hy(b,Sin = 1, Ui + 1) = H(Spon = 1,U; + u) > €
c (||HiSin = 1.U: +v) = Bi(b.Sion = 1,U; +v)| > €

U [|Bi(b.Sisn = 1, U + u) = H(Sion = 1, U; + w)| > €).

Thus

Pt =7"d, # u"] < Z Z P{|HiSi.n— 1, U +v) = H(b,Si,n = 1,U; +v)| > €}

i=n u,veU;\{0}
u#v

+ P{|Aib.Si.n = 1,Usu) = HiSin— 1, U + u)| > €. (D.14)

As above, note that € depends on the path history (So, Sy, ...,S,,) and (n, U;), which we
have previously defined to be Z;, but is independent of the mesh. Since convergence in p-

norm implies convergence in probability, we have from Theorem 16 that

P{|H,~(Si,n—1,U,~+v)—I:IL-(b,S,~,n—1,Ui+v)|>6 z‘,}—>o and
P{|ﬁi(b, Sin—1,Upu)— H(Si,n— 1,U; +u)| > € z‘l} -0,




110 CHAPTER D. ProOF OF EsTIMATOR CONVERGENCE - FOREST OF STOCHASTIC MESHES

foralli =n,...,m, u,v € U\{0}, u # v. The Dominated Convergence Theorem then implies
that,

P{|HiSi.n—1,U; +v) = H(b,Si,n— 1,U; +v)| > €} - 0 and
P{|Ai(b,S;,n = 1, Us,u) - HiSi,n = 1, U + w)| > €} - 0,

foralli=n,...,m, u,v € U\{0}, u # v. This together with Equation D.14 gives
Pty =1" i, #u"] >0 as b — oo,

foralln =1,..., N. Recall that

P

N N
U (75, &) # (", u")]] < Z P[], ) # (7", u")]
n=1

n=1
and therefore

N

P[U (&2, 8)) # (T",M”)]] >0 as b— oo,
n=1
It is left to show the asymptotic unbiasedness of the path estimator. We make the additional

assumption that the payoft functions at the estimated and true optimal exercise times Az and
h, respectively, are non-negative. Following from the low biasedness of the path estimator we

have,
0 < By(So, No, Up) = E [Do(b, So, No, Up)]

No NO
=E| > her(Ser, Noo, Upn,t?") = > haa(Ser, Nog, Uy, ]

_n:I n=1

N() NO
=E Z hen(Seny Now, Upn, ) — Z hen (S, Naw, U, i,

L\ n=1 n=1

No
n=

I{U

l[ﬁzﬁz)#r",u")]}}

No
< n n n n n
—= E Z hT (ST ’NT s UT s U ) I{U:iol [(%Z’IQZ)#(TH’ML)]}

L\ n=1
NO l+e ﬁ N() 1+€
<E||D her(Sen, Now, Ups, ") x P @ i) # @, u")]]
n=1 n=1
No No l+e %"f No Tie
< [Z E Z Fon (S, N, Uy, 1) U x P U (37,00 # (¢, u”)]]
n=1 n=1 n=1

-0
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where the first equality comes from the definition of vy and optimal and estimated exercise

strategies and the second comes from multiplying by the indicator function. The first inequality

comes from the sum of the optimal exercises being greater then the sum of the suboptimal

exercises, the second comes from Holder’s inequality. On the line each of the terms in the sum

is finite by the assumption in the Theorem and the second was shown to go to zero above.
Therefore we have that E[Do(b, Sy, No, Uo)] — Bo(So, No, Up). |



Appendix E

Tables of Results - Forest of Stochastic
Meshes

This Appendix contains data results from a SHARCNet Large Dedicated Resources project.
The swing option priced had the same parameters as the one in Section 4.4.3 unless otherwise
indicated that they have been varied. Run times listed are approximate aggregate time for all
repeated valuations, all results listed were generated using serial farming of repeated valuations
of a serial version of the forest of stochastic meshes on the SharcNet cluster Whale which
consists of 2.2 GHz Opteron processor with 2Gb of memory per processor. Where listed the
memory usage is the approximate memory required during a single valuation of the forest. The
errors listed in the tables that follow are the standard error for each estimator representing one
standard deviation.

We note here that relative to the results of [7] the spread in the high- and low-biased con-
fidence intervals found here are large. This is due to not having implemented similar control
variate techniques used in [7] or any other variance reduction technique. This is not to say
that these enhancements are not applicable to the methods used here, indeed similar techniques
could be incorportated into our algorithm to improve its efficiency.

In Figure E.1 it is observed that the path estimator value actually decreases with the number
of exercise opportunities. This may be explained by considering that the more exercise oppor-
tunities the option has the more chances there is for the path estimator to make suboptimal
decisions. Similarly with the mesh estimator the more exercise opportunities leads to more
chances for the mesh estimator to make better then optimal decisions which leads to the value
increasing. However, it is hard to distinguish this effect for the mesh estimator since the true

price also increases.
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Exercise Opps || Mesh | Error | Path | Error | Point | Time (days)
12 35.147 | 0.005 | 26.845 | 0.004 || 30.996 104
24 42.857 | 0.006 | 27.754 | 0.003 || 35.306 211
36 51.411 | 0.007 | 26.415 | 0.003 || 38.913 300
50 59.005 | 0.008 | 24.794 | 0.003 || 41.900 422

Table E.1: N, = N; =4, b = 8000, R = 2048

60 »

—o— Mesh 8000
—=— Mesh 16000
o~ Mesh 32000
—e— Path 8000

& Path 16000
o Path 32000
40 | Point 8000

Point 16000

Point 32000
20 30 40 50

Exercise Opportunities

50 f

Option Estimate

30

T @

Figure E.1: Mesh and Path Estimators vs Exercise Opportunities: N, = N; = 4

Exercise Opps | Mesh | Error | Path | Error | Point | Time (yrs)
12 31.765 | 0.003 | 28.567 | 0.003 || 30.166 1.0
24 40.970 | 0.006 | 28.462 | 0.004 | 34.716 23
36 49.393 | 0.007 | 27.482 | 0.003 | 38.438 3.3
50 57.620 | 0.008 | 26.168 | 0.003 || 41.894 4.8

Table E.2: N, = N; =4, b = 16000, R = 2048

Exercise Opps || Mesh | Error | Path | Error | Point | Time (yrs)
12 31.144 | 0.003 | 28.781 | 0.003 || 29.963 1.0
24 39.080 | 0.006 | 29.004 | 0.004 | 34.042 2.2
36 46.868 | 0.007 | 28.350 | 0.003 || 37.609 3.4
50 55.179 | 0.009 | 27.438 | 0.003 | 41.309 4.7

Table E.3: N, = N; =4, b =32000, R = 512, 0.8 Gb of memory for m = 50
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Exercise Opps || Mesh | Error | Path | Error | Point | Time (yrs)
24 70.520 | 0.009 | 53.888 | 0.007 || 62.204 0.9
36 84.71 | 0.01 | 52.403 | 0.006 | 68.557 1.1
50 97.78 | 0.01 | 49.908 | 0.005 || 73.84 1.7

Table E.4: N, = N; =8, b = 8000, R = 2048

Exercise Opps || Mesh | Error | Path | Error | Point | Time (yrs)
24 68.584 | 0.009 | 54.948 | 0.007 || 61.766 1.7
36 82.12 | 0.01 | 54.948 | 0.007 || 68.534 2.7
50 95.71 | 0.01 | 52.197 | 0.006 | 73.954 3.5

Option Estimate

Table E.5: N, = N; =4, b = 16000, R = 1024, 1.6 Gb of memory for m = 50

4 6 8 10 12
Exercise Rights

Figure E.2: Mesh and Path Estimators vs Exercise Rights: b = 16000, m = 24

Exercise Opps

Mesh

Error

Path

Error

Point

Time (yrs)

24

66.629

0.008

55.794

0.006

61.212

2.1

Table E.6: N, = N; =8, b = 32000, R = 512, 1.3 Gb of memory

Exercise Opps || Mesh | Error | Path | Error | Point | Time (yrs)
24 81.79 | 0.01 | 66.252 | 0.008 || 74.021 1.1
36 98.39 | 0.01 | 65.128 | 0.007 || 81.759 1.3
50 113.94 | 0.01 | 62.444 | 0.006 | 88.192 1.8

Table E.7: N, = N; = 10, b = 8000, R = 2048, 1.3 Gb of memory for m = 50




Exercise Opps || Mesh | Error | Path | Error | Point | Time (yrs)
24 79.99 | 0.01 | 67.376 | 0.009 | 73.683 2.7
36 95.76 | 0.01 | 67.054 | 0.009 || 81.407 3.1
50 111.60 | 0.02 | 65.053 | 0.007 || 88.327 4.3

Table E.8: N, = N; = 10, b = 16000, R = 1024, 1.7 Gb of memory for m = 50

Exercise Opps || Mesh | Error | Path | Error | Point | Time (yrs)
24 90.20 | 0.01 | 79.22 | 0.01 | 84.71 2.8
36 108.08 | 0.02 | 79.73 | 0.01 | 93.91 4.4

Table E9: N, = N; =12, b = 16000, R = 1024, 1.8 Gb of memory for m = 36
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