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VARIATIONAL ANALYSIS FOR OPTIONS WITH STOCHASTIC
VOLATILITY AND MULTIPLE FACTORS

J. FREDERIC BONNANS, AXEL KRONER

April 28, 2017

ABSTRACT. This paper performs a variational analysis for a class of Euro-
pean or American options with stochastic volatility models, including those
of Heston and Achdou-Tchou. Taking into account partial correlations and
the presence of multiple factors, we obtain the well-posedness of the related
partial differential equations, in some weigthed Sobolev spaces. This involves
a generalization of the commutator analysis introduced by Achdou and Tchou
in [2].

1. INTRODUCTION

In this paper we consider variational analysis for the partial differential equa-
tions associated with the pricing of European or American options. We will set up a
general framework which is in particular applicable on the following standard mod-
els which are well established in mathematical finance: Let the W;(¢) be Brownian
motions on a filtered probability space.

(i) The Achdou-Tchou model [2], see also Achdou, Franchi, and Tchou [I]:
ds(t) = rs(t)dt + o(y(t))s(t)dW1(¢),
dy(t) = 0(p — y(t))dt + vdWs(¢),
with the interest rate r, the volatility coefficient o function of the factor
y whose dynamics involves a parameter v > 0, and positive constants 6
and pu.
(ii) The Heston model [10]
12) { ds(t) = s(t) (rdt + \/y(t)dwl(t)) ,
dy(t) = 6(p—y(t))dt +v/y(t)dWa(2).
(iii) The Double Heston model, see Christoffersen, Heston and Jacobs [13], and
also Gauthier and Possamai [8]:

(1.1)

as(t) = s(t) (rat + /o OaAWi () + DA (b))
(1.3) dyi(t) = O1(p1 —y1(1))dt +viy/ya (8)dWs(2),
dya(t) = Oa(p2 — y2(1))dt + va/ya (t)dWa(t).

The first author was suported by the Laboratoire de Finance des Marchés de I’Energie, Paris,
France. Both authors were supported by the project ” Optimal control of partial differential equa-
tions using parameterizing manifolds, model reduction, and dynamic programming” funded by
the Foundation Hadamard/Gaspard Monge Program for Optimization and Operations Research
(PGMO).
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In the last two models we have similar interpretations of the coefficients; in
the double Heston model, denoting by (-,-) the correlation coefficients, we
assume that there are correlations only between W; and W3, and W5 and
Wy.

Consider now the general multiple factor model

ds = rs()dt + 31, frlye(t)s™ (AW (0),

dye = Ok — yk(t))dt + ge(ye(t)dWN1i(t), k=1,...,N.

Here the yy, are volatility factors, f(yx) represents the volatility coefficient due to
Yk, 9k (Yr) is a volatility coefficient in the dynamics of the kth factor with positive

constants 0y and pui, and we have nonzero correlations only between the Brownian
motions Wy and Wy, for k=1 to N, i.e.

(1.4)

We apply the developed analysis to a subclass of stochastic volatility models,
obtained by assuming that x is constant and

(1.6) | fiue)l = lyel™; |or(ue)l = vilye' ™ Bk € (0,1]; ve > 0; 7% € (0,00).

This covers in particular a variant of the Achdou and Tchou model with multiple
factors (VAT), when v, = 1, as well as a generalized multiple factor Heston model
(GMH), when v, = 1/2, i.e., for k=1 to N:

(1.7) VAT:  fi(yr) = vk, gr(yr) = vk,
. GMH: fr(yx) = \/Z’ka 9k (yx) = I/k\/gk.

For a general class of stochastic volatility models with correlation we refer to Lions
and Musiela [12].

The main contribution of this paper is variational analysis for the pricing equa-
tion corresponding to the above general class in the sense of the Feynman-Kac
theory. This requires in particular to prove continuity and coercivity properties of
the corresponding bilinear form in weigthed Sobolev spaces H and V, respectively,
which have the Gelfand property and allow the application of the Lions and Ma-
genes theory [I1] recalled in Appendix [A| and the regularity theory for parabolic
variational inequalities recalled in Appendix [Bl A special emphasis is given to the
continuity analysis of the rate term in the pricing equation. Two approaches are
presented, the standard one and an extension of the one based on the commutator
of first-order differential operators as in Achdou and Tchou [2]. We show that the
second one gives stronger results for certain elements of the subclass defined by
(1.6), and in particular for the VAT and GMH classes, see remarks and In
particular we extend some of the results by [2].

This paper is organized as follows. In section [2] we give the expression of the
bilinear form associated with the original PDE, and check the hypotheses of conti-
nuity and semi-coercivity of this bilinear form. In section [3] we show how to refine
this analysis by taking into account the commutators of the first-order differential
operators associated with the variational formulation. In section [l we show how to
compute the weighting function involved in the bilinear form. In section [5| develop
the results for a general class introduced in the next section. In section [6] we spe-
cialize the results to stochastic volatility models. The appendix recalls the main
results of the variational theory for parabolic equations.
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Notation. We assume that the domain  of the PDEs to be considered in
the sequel of this paper has the following structure. Let (I,.J) be a partition of
{0,..., N}, with 0 € J, and

R when k € I,

N .
(1.8) Q:= 1 Q; with Q:= { (0,00) when k € J.

k=0
Let L°(2) denote the space of measurable functions over . For a given weighting
function p : Q — R of class C', with positive values, we define the weighted space

(1.9 L*P(Q) := {v € L%(Q); /Qv(a:)zp(x)dx < 00},

which is a Hilbert space endowed with the norm

(1.10) ol = ( v<x>2p<m>dx)l/2.

By D(2) we denote the space of C* functions with compact support in Q. By
H} () we denote the space of functions over  whose product with an element of
D(Q) belongs to the Sobolev space H2(12).

Besides, let ® be a vector field over 2 (i.e., a mapping Q2 — R™). The first-order
differential operator associated with @ is, for u : 2 — R, the function over €2 defined
by
(1.11) D[u)(z) == ZtI)(:r) Ou (x), forall x € Q.
i—0 ! 6331 ’

2. GENERAL SETTING
2.1. Variational formulation.

2.1.1. The elliptic operator. In financial models the underlying is solution of sto-
chastic differential equations of the form

Ne
(2.1) dX (t) = b(t, X ()t + Y oi(t, X (£))dW;.

i=1
Here X (t) takes values in 2, b and o3, for i = 1 to n,, are mappings (0,7) xQ — R",
and the W;, for ¢ = 1 to n,, are standard Brownian processes with correlation
kij : (0,T) x Q@ — R between W; and W, for 4,5 € {1,...,n,}. The n, X n,
symmetric correlation matriz k(-,-) is nonnegative with unit diagonal:
(2.2) k(t,z) = 0; kyy=1,i=1,...,n,, foraa. (t,z)€ (0,T) x Q.
Here, for symmetric matrices B and C of same size, by ”C' > B” we mean that C—B
is positive semidefinite. The expression of the second order differential operator A

corresponding to the dynamics ([2.1) is, skipping the time and space arguments, for
u: (0,T) x Q@ = R:

No
(2.3) Au:=ru—>b-Vu— % E ﬁija;—umai,
3,j=1
where
Ngo 2
(2.4) U;rumai = E ajkiau Oir,
8uk8ug

k,e=1
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r(x,t) represents an interest rate, and u,, is the matrix of second derivatives in
space of u. The associated backward PDE for a European option is of the form

{ —u(t,z) + A(t,x)u(t,z) = f(t,z), (t,x) € (0,T) x Q;

(25) u(;mT) = UT(it), HARS Q,

with % the notation for the time derivative of u, up(z) payoff at final time (horizon)
T and the r.h.s. f(t,x) represents dividends (often equal to zero).

In case of an American option we obtain a variational inequality; for details we
refer to Appendix

2.1.2. The bilinear form. In the sequel we assume that
(2.6) b, o, K are C' mappings over [0,T] x €.

Multiplying (2.3)) by the test function v € D(£2) and the continuously differentiable
weight function p: £ — R and integrating over the domain we can integrate by
parts; since v € D(2) there will be no contribution from the boundary. We obtain

3
(2.7) —%/a;uiwaivmijp:Zafj(u,v),
Q s
with
ou Ov
2.8 a?- / OiLOipg—— pzl/a-umvfci-p,
( ) J( kazjlj a 61‘ QQJ[} []J
ou O(kijp) v
2.9 / 010 J :1/0 uloi|ki
( ) lezl jk eaxk (9$g 2 o J[] [ Jp]pp
oie) Ou 1/ .
2.10 o =1 [ oj[ul(dive;)vk;p,
(2.10) /m o o) kg = [ ajlul(divounsse

ou -
(2.11) /Q azga kvm”p /Z ajk vmjp.
k=

Also, for the contributions of the first and zero order terms resp. we get

(2.12) a’(u,v) :z—/ﬂb[u}vp; a®(u,v) :z/ﬂruvp.

Set

2.13 a? = a’., p=0,...,3.
ij

ij=1

k=1

The bilinear form associated with the above PDE is
5
(2.14) a(u,v) = Za”(u,v).
p=0

From the previous discussion we deduce that



Lemma 2.1. Let u € HZ () and v € D(Q). Then we have that
(2.15) a(u,v) = / At x)u(z)v(z)p(x)dz.
Q

2.1.3. The Gelfand triple. We can view a® as the principal term of the bilinear form
a(u,v). Let o denote the n x n, matrix whose o, are the columns. Then

(2.16) a®(u,v) = ZH /on[u]oi[v}nijp:/QVUTUHUTva.

,j=1

Since k = 0, the above integrand is nonnegative when u = v and so, a®(u,u) > 0.
When £ is the identity we have that a®(u,u) is equal to the seminorm a%(u,u),
where

(2.17) a® (u,u) ::/ loTVul?p.
Q

In the presence of correlations it is natural to assume that we have a coercivity of
the same order. That is, we assume that

(2.18) For some v € (0,1]: oro' =~oc', forall (t,z) € (0,T) x Q.
Therefore, we have

(2.19) a®(u,u) > va (u, ).

Remark 2.2. Condition holds in particular if

(2.20) k=1,

but may also hold in other situations, e.g., when n = 1, n, = 2, k12 = 1, and
01 = 03 = 1. Yet when the o; are linearly independent, (2.19) is equivalent to
(2.20]).

We need to choose a pair (V, H) of Hilbert spaces satisfying the Gelfand condi-
tions for the variational setting of Appendix[A] namely V densely and continuously
embedded in H, a(:,-) continuous and semi-coercive over V. Additionally, the r.h.s.
and final condition of should belong to L?(0,7;V*) and H resp. (and for the
second parabolic estimate, to L?(0,T; H) and V resp. ).

We do as follows: for some measurable function h : 2 — R, to be specified later
we define

H:={ve L%Q); hve L*(Q)},
(2.21) Vi={veH; o] € L>’(Q), i=1,...,n.},
V := {closure of D(Q?) in V},

endowed with the natural norms,
2
(2.22) [oller = Rl Nullr = a® (uyw) + [lullg -

We do not try to characterize the space V since this is problem dependent.
Obviously, a®(u,v) is a bilinear continuous form over V. We next need to choose
h so that a(u,v) is a bilinear and semi-coercive continuous form, and up € H.
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2.2. Continuity and semi-coercivity of the bilinear form over V. We will
see that the analysis of a® to a? is relatively easy. It is less obvious to analyze the
term

(2.23) a**(u,v) = a®(u,v) + a*(u, v).
Let g;;(t,z) € R™ be the vector with kth component equal to

(2.24) Gijk = Kijoi[ojk).
Set
(2.25) q:= Z Gij, q:=q¢—0b.
ij=1
Then by (2.11)-(2.12)), we have that
(2.26) a**(u,v) = / qu]vp.
Q

We next need to assume that it is possible to choose 7, in L((0,T) x Q), for k =1
to ny, such that

(2.27) q= anok.
k=1

Often the n x n, matrix o(t,z) is a.e. onto. Then the above decomposition is
possible. However, the choice for 1 is not necessarily unique. We will see in examples
how to do it. Consider the following hypotheses:

(2.28)
he < csh, where h, := Z loi[kijpl/p + Kij divo;], a.e., for some ¢, > 0,
ij=1
(2.29)
h, < c.h, where h, := |r\1/2, a.e., for some ¢, > 0,
(2.30)
hy < cyh, where h, :=|n|, a.e., for some ¢, > 0.

Remark 2.3. Let us set for any differentiable vector field Z:  — R”

Z

(2.31) G,(Z) :=divZ + Zle]
p

Since k;; = 1, (2.28) implies that
(2.32) |Gp(00)] < coh, 1=15...,n,.
Remark 2.4. Since
(2.33) oilkijp] = oilkijlp + oilplkij,
and |ki;| < 1 a.e., a sufficient condition for (2.28) is that there exist a positive
constants ¢}, such that

(2.34) hy < cphy hy =Y oulkyll + Y (Idiv e + loilel /pl)
i=1

i,j=1
We will see in section 4| how to choose the weight p so that |o;[p]/p| can be easily
estimated as a function of o.
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Lemma 2.5. Let (2.28)-(2.30) hold. Then the bilinear form a(u,v) is both (i)
continuous over V, and (ii) semi-coercive, in the sense of (A.5]).

Proof. (i) We have that a® + a? is continuous, since by (2.9)-(2.10), (2.28) and the

Cauchy-Schwarz inequality:
(2.35)
lat (u, v) + a?(u, )] < 3007 lag;(u,v) + af; (u, )]
< 350 Nloglulllo 22520 Hoilkipl /p + kij divoi) v,
< congllvlla 32524 llog[ulll,.

(i) Also, a®* is continuous, since by (2.27) and (2.30)):
Neg No

236) o™ o) < D lowbull el < eqllol D lowl,
k=1 k=1

Set ¢ := cony + ¢ By (2.35)-(2.36), we have that

{ @ (u, 0)| < ([l 2ullzplllr [ ?0ll2,0 < Ellull ol

2.37
(2:57) a1 (y0) + a2(u, 0) + 0¥, )] < ca® (@) o]l

Since a° is obviously continuous, the continuity of a(u,v) follows.
(iil) Semi-coercivity. Using (2.37) and Young’s inequality, we get that
a(u,u) > ag(u,u) — |a*(u,u) + a®(u, u) + a* (u,u)| — |a®(u, u)|

> ~aP0 _ 000, \1/2 o 2
(2.38) > 7a%(u) = e’ (W) llull i — rllullfy

c
> 7™ (u) — %; + ) [lull,
which means that a is semi-coercive. O

The above consideration allow to derive well-posedness results for parabolic equa-
tions and parabolic variational inequalities.
Theorem 2.6. (i) Let (V,H) be given by (2.21)), with h satisfying (2.28)-(2.30),
(f,ur) € L*(0,T;V*) x H. Then equation ED has a unique solution u in
L2(0,T; V) with w € L*(0,T;V*), and the mapping (f,ur) — u is nondecreasing.
(ii) If in addition the semi-symmetry condition holds, then u in L*°(0,T;V)
and u € L*(0,T; H).

Proof. This is a direct consequence from Propositions and O
We next consider the case of parabolic variational inequalities associated with

the set

(2.39) K:={geV:¢(x)>¥(z) ae inQ},

where U € H. The strong and weak formulations of the parabolic variational

inequality are defined in (B.2)) and (B.5)) resp.

Theorem 2.7. (i) Let the assumptions of theorem hold, with up € K. Then
the weak formulation has a unique solution u in L*(0,T; K)NC(0,T; H), and
the mapping (f,ur) — u is nondecreasing.

(ii) Let in addition the semi-symmetry condition be satisfied. Then u is
the unique solution of the strong formulation , belongs to L>(0,T;V), and @
belongs to L*(0,T; H).

Proof. This follows from Propositions and O
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3. VARIATIONAL ANALYSIS USING THE COMMUTATOR ANALYSIS

In the following a commutator for first order differential operators is introduced,
and calculus rules are derived.

1. Commutators. Let u :  — R be of class C?. Let ® and ¥ be two vector
field over €2, both of class C'. Recalling (1.11]), we may define the commutator of
the first-order differential operators associated with ® and ¥ as

(3.1) [, W][u] = B[Wu]] — V[D[u]]
Note that

n ovy, 8u 0%u
(3.2) Z sz - Z (Z Ox; 8xk 8mka$¢> .

So, the expression of the commutator is
S Oy, du 00, Ou

o, U = D,

(2, 9] [u] Z ( (“)x Orp Z 0x; 8$;€>
(33) i= 1 k=
B Z Z o, 2V 8\IJk 8<I>k %

89&1 oxy

It is another first-order dlﬁerentlal operator associated with a vector field (which
happens to be the Lie bracket of ® and ¥, see e.g.[3]).

3.2. Adjoint. Remembering that H was defined in (2.21]), given two vector fields
® and V¥ over 2, we define the spaces

(3.4) V(®,9):={veH, P, Yv ecH},
(3.5) V(®,T) := {closure of D(Q?) in V(P,¥)}.

We define the adjoint ®" of ® (view as an operator over say C™ (£, R), the latter
being endowed with the scalar product of L??(1)), by

(3.6) (@ [u],v), = (u,®[v]), for all u,v € D(Q),
where (-, ), denotes the scalar product in L??(£2). Thus, there holds the identity

(3.7) /Qq)—r[u](m)v(x)p(x)dm = / u(z)®[v](z)p(z)dx for all u,v € D(Q).

Q
Furthermore,

2 ov - 0
o, 2 pde = — o
/Qu; laxipdw ;/Qvazi(up )dx

(3.8) N 5 5
_ v ) UL op
— ;/ﬂv (8@ (ud;) + pq)l@xi) pda.
Hence,
o,
(3.9) o Z oz, (ud;) — ud; v —/p=—udiv® — ®[u] — ud[p]/p.

Remembering the definition of G,(®) in (2.31)), we obtain that
(3.10) ®M+¢WM+GA®U:Q
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3.3. Continuity of the bilinear form associated with the commutator.
Setting, for v and w in V(®, ¥):

(3.11) Awo) = [ (@9 @)o(e)p(e)ds,
we have
(3.12)
Awo) = [ (@Fullo — W@llo)pde = | V@7 - 99T )

— [ @uwle] - V) pdo + [ (@G,()0 ~ VG, (@) pi
Q Q

Lemma 3.1. For A(-,-) to be a continuous bilinear form on V(®, V), it suffices
that, for some ca > 0:

(3.13) G, (®)] + |G, (1) < eah ac,

and we have then:
(3.14) |A(w,0)] < [Wlulll, (18[e]], +ea loll ) + 12l (120, +ca o)

Proof. Apply the Cauchy Schwarz inequality to (3.12)), and use (3.13) combined
with the definition of the space H. O

We apply the previous results with ® := oy, ¥ := 0;. Set for v,w in V:

(3.15) Ajj(u,v) = / [0s, 05 [u](x)v(z)p(z)dz, i,7=1,...,n,.
Q
We recall that V' was defined in (2.21]).

Corollary 3.2. Let (2.28)) hold. Then the A;j(u,v), i,j =1,...,nq, are continu-
ous bilinear forms over V.

Proof. Use remark [2:3] and conclude with lemma O

3.4. Redefining the space H. In section[2.2] we have obtained the continuity and
semi-coercivity of a by decomposing ¢, defined in , as a linear combination
of the ;. We now take advantage of the previous computation of commuta-
tors and assume that, more generally, instead of , we can decompose ¢ in the
form

No
(3.16) q= 277%01@ + Z nijloi, o5 ae..
k=1 1<i<j<no

We assume that n’ and " are measurable functions over [0, 7] x §2, that n’ is weakly
differentiable, and that for some c; > 0:

N
(3.17) hy, < ¢, h, where hy = || + Z |loilni;]]  ae., n € L™(Q).
ij=1
Lemma 3.3. Let (2.28), (2.29)), and (3.17) hold. Then the bilinear form a(u,v)
defined in (2.14]) is both (1) continuous and (ii) semi-coercive over V.
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Proof. (i) We only have to analyze the contribution of a** (defined in ([2.23))), since
the other contributions to a(-,-) do not change. For the terms in the first sum in

(3.16) we have, as was done in ([2.36):
319 | [ oulabon
Q

< llowulll, lloxfulnivll, < llokfulll, o]l -

(ii) Setting w := nj;v and taking here (®, V) = (0;,0;), we get that

(3.19) [ st ludon = A w),

where A(-,-) was defined in (3.1I). Combining with lemma [3.1] we obtain

B < loglalll, (Noslelll, + ol o Il

(3.20) ’
+lofull, (lloslwlll, + eolinislloo 10l -

Since

(3.21) ailni;v] = nioi[v] + oslig]v,

by (3.17):

(3.22) ||0‘i[u)]Hp < ||77§jHoo ||ai[v]||p + Hoi[n;j}va < ||77£jHoo ||0i[v]||p + cpllv] &

Combining these inequalities, point (i) follows.
(ii) Use w = v in (3.21)) and (3.12)). We find after cancellation in the last integral

of that
Ayl = | (ol o) = oluleso; ) o

+ [ @IG, () = o3 ulG())
By , an upper bound for the absolute value of the first integral is
(3.24) (lostulll, + llos el ) Ieal, < 2l lul; -

With (2.28)), we get an upper bound for the absolute value of the second integral
in the same way, so, for any € > 0:

(3.23)

(3.25) | A (u migu)| < Alully fJull -
We finally have that for some ¢ > 0

alw) = ao(uw) = clluly fully
(320) > ag(u, ) = § [ulf, — 362 fuly
= Sl = 3 + 1) July

The conclusion follows. O

Remark 3.4. The statements analogous to theorems and hold, assuming
now that h satisfies (2.28)), (2.29)), and (3.17) (instead of ([2.28])-(2.30)).
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4. THE WEIGHT p

4.1. Classes of functions with given growth. In financial models we usually
have nonnegative variables and the related functions have polynomial growth. Yet,
after a logarithmic transformation, we get real variables whose related functions
have exponential growth. This motivates the following definitions.

We remind that (I, J) is a partition of {0,..., N}, with 0 € J and that  was

defined in (|1.8).

Definition 4.1. Let v and ~" belong to Rf“, with index from 0 to N. Let
G(',v") be the class of functions ¢ : Q — R such that for some ¢ > 0:

kel kEJ

We define G as the union of G(v',~") for all nonnegative (v',~"). We call ~y;, and
Yy the growth order of ¢, w.r.t. x, at —oo and +o00 (resp. at zero and +00).

Observe that the class G is stable by the operations of sum and product, and
that if f, g belong to that class, so is h = fg, h having growth orders equal to the
sum of the growth orders of f and g. For a € R, we define

(4.2) ot :=max(0,a); @~ :=max(0,—a); N(a):=(a®+1)"2
as well as p := prpy, where
(43) pl(l‘) = H efa;cN(z:)fa;c/N(x;)v
kel
_ 7"
(44) pJ(x) T kng 14 xz;—i—a;’ ’

for some nonnegative constants o, o, to be specified later.

Lemma 4.2. Let p € G(v',7"). Then ¢ € LY'*(Q) whenever p is as above, with «
satisfying, for some positive €' and ", for allk =0 to N:

ay =€+, ap ="+, kel,
ap ="+ — Dy, ag=1+"+7, kel
In addition we can choose for k =0 (if element of J):

(4.5)

(4.6)
ag:=0E"+9 -4, ap:=0 if o(s,y) =0 when s is far from 0,
ap =0, ap =14¢" 4+, if o(s,y) =0 when s is close to 0.

Proof. Tt is enough to prove (4.5)), the proof of (4.6]) is similar. We know that ¢
satisfy (4.1) for some ¢ > 0 and v. We need to check the finiteness of

an [ (@bt ) (e e ) st

kel
But the above integral is equal to the product pyp; with

(4.8) pr:=1II /(67};1}9 _|_e*'h;/mk)efa;cN(szr)*agN(m;)dxk’
kel JrR
Ve 4 OV
Lk + 2
(49) = [ .
keJ Ry 1+xk
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Using (4.5) we deduce that py is finite since for instance
’ A 7 +N_ 7 -
/ (e’kak + e M xk)e ap N(z))—ay N(z, )dl'k
R

(4.10) , ,
< 2/ ek e~ (IHM)h q gy = 2/ e "day = 2,
Ry R,

and py is finite since

vty e
x +x
(4.11) R
ked Jr, 1+‘Tk kT Tk
The conclusion follows. (I

4.2. On the growth order of h. Set for all k
(4.12) ag = + af.
Lemma 4.3. (i) We have that

Py
p

(ii) The growth order of h does not depend on the choice of the weighting function p.

<ap ke

o

(4.13) ‘

x

oo

Proof. (i) For k € I this is an easy consequence of the fact that N(-) is non expan-
sive. For k € J, we have that

(4.14) fp:vk = { a;{:ma;c_l(l + Iak) — xa;akxo‘k_l = a;c — agxak
p p (1+ zox)? 1+ xok

We easily conclude, discussing the sign of the numerator.
(ii) The dependence of h w.r.t. p is only through the last term in (2.28)), namely,
> loilp]/p. By (i) we have that

k
(415) U < iz | ot < el ke
P P oo
k k k
(416) ol g |2 | 1% <o ke
p P oo |k ,
In both cases, the choice of a has no influence on the growth order of h. O

4.3. European option. In the case of a European option with payoff ur(z), we
need to check that up € H, that is, p must satisfy

(4.17) /Q lur () 2h(z)2p(a)dz < oc.

In the framework of the semi-symmetry hypothesis (A.8)), we need to check that
up € V, which gives the additional condition

(4.18) Z /Q 03 [ur] () Pp(a)dz < oo,

In practice the payoff depends only on s and this allows to simplify the analysis.
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5. APPLICATIONS USING THE COMMUTATOR ANALYSIS

5.1. Commutator and continuity analysis. We analyze the general multiple
factor model (1.4)), which belongs to the class of models ([2.1) with Q@ ¢ RV,
ne = 2N, and for i =1 to N:

(5.1) oilv] = fi(yi)s®ivs;  ontilv] = gi(yi)vi,

with f; and g; of class C! over Q. We need to compute the commutators of the
first-order differential operators associated with the o;. The correlations will be
denoted by

(52) I%k = RE,N+k> kZI,...,N.

Remark 5.1. We use many times the following rule. For  C R", where n =1+ N,
u € HY(Q), a,b € LY, and vector fields Z[u] := au,, and Z'[u] := bu,,, we have
ZZ'u]] = a(bugy )y, = aby, Uy, + abUy, 4, , so that

(5.3) [Z, Z'[u] = aby, Uy, — bag, g, .

‘We obtain that

(5.4) 05, 00][u] = (Be — B) fi(yi) fo(ye)s” TPy, 1<i< <N,

(55) [Ui7 UN-‘ri][u] = _SB7f1/(yl)gl(y7,)uS7 i = 17 o 7N7

and

(56) [UivgN+€] [U] = [UN-‘ri’UN-‘rf] [u] =0, ¢ 7é L.

Also,
divo; + 0'17[,0] = fi(yi)sﬁ"'_l(ﬁi—&—s&),

(5.7) P 1] P
divony + N - 9i(yi) + gi(yi)%'

5.1.1. Computation of q. Remember the definitions of ¢, ¢ and ¢ in (2.24) and
(2.25), where 6;; denote the Kronecker operator. We obtain that, for 1 <i,j,k < N:

Tijo =03 B f2(ya)s* ™ Guar = 0;
qi,N+j =0;

5.8 - R S

(58) 4dN+i,5,0 = 5ij’€z‘f/(yi)gi(yi)85"; dN+i gk = 05

IN+iNtik = Oijkgi(Yi)gi(Ys)-

That means, we have for ¢ = Zf?le G;j and ¢ = ¢ — b that

do = vaﬂ (Bif2(yi)s®P =Y + R f' (i) 9i(yi)s") s g0 = Go — s,
(5:9) @k = gx(yr) s, (ur); @ = Gr — O (pr — yn),
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5.2. Computation of ' and 7”. The coefficients 7', 1" are solution of (3.16).
We can write n = 7 + 7, where

No
=1

<ij<ne
(5.10) i 1<i,j<n
=1 1<i,j<no

For k =1 to N, this reduces to

(5.11) { Mk 9k (Yr) = 9 (Y) 91 (Y );

k96 (k) = =0k (e — Yi)-

So, we have that

A~

NNtk = gk(yk);
(5.12) o Okl —yr)
gr(Yx)

IN+E =
For the Oth component, (5.10) can be expressed as

N
> (=i s Sr ) gk (k) s™ — e Fi (ur) gx (ur) ™)
k::1N
(5.13) (0 Frlur)s™ = Brfi (y) ™)
k=1
N
+ Z (*ﬁZ,NJrkfz'g(yk)gk(yk)sﬂk + 7y fi(yr)s™) —rs = 0.

e
Il
-

We choose to set each term in parenthesis in the first two lines above to zero. It
follows that

(5.14) Menk = —Fr € L(Q), 0 = Befr(yr)s™ .

If N > 1 we (arbitrarily) choose then to set the last line to zero with
(5.15) il =i, =0, k=2,...,N.

It remains that

(5.16) i )™ — iy fl) g () s = rs.

Here, we can choose to take either 7f = 0 or 7y x,; = 0. We obtain then two
possibilities:

—prsl—h
: ~1/ ~/ rs
i) 77 =0and7 =
(5.17) W s B ()9 ()
rst Pt

(i) ﬁll, - fl(y1)

and ﬁll,N-‘rl =0.
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5.2.1. Estimate of the h function. We decide to choose case (i) in (5.17). The
function h needs to satisfy (2.28)), (2.29), and (3.17) (instead of (2.30])). Instead of

(2.28]), we will rather check the stronger condition (2.34). We compute

N
B18)  Hy = 3 )l ((ﬁek)s -l ) T o) (|<f-ek)k| 2 )

N
+ 37 (Bel i)™ 7 + lgp(w)])

where we have

(5.21)
. N Ok ks
=3 (mfk(yk)ls‘*k—w|g;<yk>|+ lonls* 5+ 52 ).
(5.22)
5 Qk(uk ) ' 1, 0O { 1 ”
h -« T‘ —_— N .
' ; 9¢ (o) Hnan| T oy | e

Remark 5.2. Had we choosed (ii) instead of (i) in - this would only change
the expression of h% that would then be

N
(5.23) W=

k=1

rst=h
filyr)

5.2.2. Estimate of the h function without the commutator analysis. The only change
in the estimate of h will be the contribution of h;, and h;. We have to satisfy —
(2-30). In addition, ignoring the commutator analysis, we would solve with
7' = 0, meaning that we choose

Or (1 — Yr)
ar(Yr)

(5.24) = Befu(yr)s™ ' + ki 7f (6)9 (51 k=1,...,N,
fi(yr)
and take 777 out of (5.16). Then condition (3.17), with here 7/ = 0, would give
(5.25) h > cyphy,, where h, := hy + hg,
with
o B—1 Te(r)gr (yr) ,
(5.20) = 3 (Bl e | OB 01
— Tr(yr)
N
Ox( Mk — Yk) st
5.27
(5.27) b3l b oy Ry Yoy

We will see in applications that this is in general worse.
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6. APPLICATION TO STOCHASTIC VOLATILITY MODELS

6.1. A useful subclass. Here we assume that
(6.1) | fu(ur)l = lynl™; lgr(yr)l = valyal' ™5 B € (0,1); v > 05 7k € (0,00).
Furthermore, we assume s to be constant and
(6.2) |f7.(yk) gk (yr)| = const  for all y,, k=1,...,N.
Set
¢s = [[sps/plloo;

lok/plles i Qk =R,
0 otherwise.

0 if QO =R,
lyepr/plloc  otherwise.

(6.3) % =

/"o
C =

We get, assuming that v; # 0:

N
Ga) e (el
k=1
Ul |yl 4 Brlye™ 5%+ (1= yi)vilye %),
N
(6.5) B =" (Brlye 8%+ (1= yi)vilye %),
k=1
N
~ 0 — Y1
(6.6) . ( k|4 1}/kl Al ) .
=\ il

Therefore when all y;, € R, we can choose b’ as
N

B 13 (ol (L™ 4 (1= ) e ™ + )

k=1
D T D Ly

kel keJ

(6.7)

Without the commutator analysis we would get
N

(6.8) Ty =Y (Brlyr ™5™+ v Ral gl ™7 + (1= w)wilyel ),
k;l
(6.9) hy == ; (akzm 4+ sl |y1|71) .
Therefore we can choose
(6.10) he=h' W =0 sty > vy T
k

So, we always have that A’ < h’”, meaning that it is advantageous to use the
commutator analysis, due to the term 7s'=%1 /|y;|7* above in particular. The last
term in the above r.h.s. has as contribution only when ~; # 1 (since otherwise h’
includes a term of the same order).
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6.2. Application to the VAT model. For the variant of the Achdou and Tchou
model with multiple factors(VAT), i.e. when v, = 1, for k = 1 to N, we can take
h equal to

N
(6.11) Wpa =14 |yg|(1+ 57,
k=1

when the commutator analysis is used, and when it is not, take h equal to

N

(6.12) hra=hpa+rs" Py 70+ vilanllye
k=1

Remember that ur(s) = (s — K)4 for a call option, and ur(s) = (K — )4 for a
put option, both with strike K > 0.

Lemma 6.1. For the VAT model, using the commutator analysis, in case of a call
(resp. put) option with strike K > 0, we can take p = pequ, (resp. p = pput), with

peatt(s,y) == (1 + 83+s”)_1H£}V:1€_5N(yk)7
(6.13) sap

N —eN
pout(8,Y) = Ta7 Nl

k=1€

where ap := (z—:/ + 222;1(1 — Br) — 1) .
+
Proof. (i) In the case of a call option, we have that

(6.14) 1> cosB =1 for co > 0 small enough over the domain of integration,

so that we can as well take

N
(6.15) hi(s,y) =1+ lysl < TGS (14 lys)).
k=1
So, we need that ¢(s,y) € L1*(Q), with
(6.16) p(s,y) = h*(s,y)ur(s) = (s — K)TIRI, (1 + |y)*.
By lemma [4.2] where here J = {0} and I = {1,..., N}, we may take resp.
(6.17) =2, 40 =0, >0, 4 >0, k=1,...,N,

and so we may choose for &/ > 0 and ¢” > 0:
(6.18) apb=0, ay =3+¢", o), =€, a=€¢", k=1,...,N,

so that setting € := ¢’ + ¢”, we can take p = peau-
(ii) For a put option with strike K > 0, 1 < ¢ys°*~! for big enough c¢o > 0, over
the domain of integration, so that we can as well take

N
(619) h(s,y) =1+ |yrls™ ™ ST (14 [yels™ 1) < T, 822 ~2(1+ [y )
k=1

and

(6.20) o(s,y) = B> (s, y)ui(s) < (K — )T, 8272 (1+ |yx)®.
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By lemma in the case of a put option and since (K — s)3 is bounded, we can
take v;., v, o}, af as before, for k =1 to N, and

(6.21) =0, v = Z — Br), a0—<€ —|—QZ 1—B) —1) , o =0
+
the result follows. O

Remark 6.2. If we do not use the commutator analysis, then we have a greater
“h” function; we can check that our previous choice of p does not apply any more
(so we should consider a smaller weight function, but we do not need to make it
explicit). And indeed, we have then a singularity when say y; is close to zero so
that the previous choice of p makes the p integral undefined.

6.3. Application to the GMH model. For the generalized multiple factor He-
ston model (GMH), i.e. when v, =1/2, k =1 to N, we can take h equal to

N
(6.22) im0 (il %)+ )
k=1

when the commutator analysis is used, and when it is not, take h equal to
(6.23) hy = hy +rs' ™" |y1|_%.

Lemma 6.3. (i) For the GMH model, using the commutator analysis, in case of a
call option with strike K, meaning that ur(s) = (s — K)4, we can take p = peair,
with

(6.24) peann(sy) = (1+ 57 F) I (1495727
(ii) For a put option with strike K > 0, we can take p = ppyt, with
(6'25) pput(say) H lyk ( + y5+2)

Proof. (i) For the call option, using (6.14)) we see that we can as well take
(6.26)  h(s,y) <1+Z( 1/2 4 1/2> < (s— K)2I. (1+y1/2+y 1/2)

So, we need that ¢(s,y) € L1 (Q), with

(6.27)  p(s,y) = h*(s,y)ud(s) = (s — KT, (1+ 3" + 9 7%).
By lemma where here J = {0,..., N}, we may take resp.

(6.28) %=27%=0,v%=1,v=1, k=1,...,N,

and so we may choose for & > 0 and ¢” > 0:

(6.29) ay=0,af=3+¢", a,=¢,al=¢"+2, k=1,...,N,

so that setting € := &’ 4+ ", we can take p = peay-
(ii) For a put option with strike K > 0,1 < ¢gs?*~! for big enough ¢y > 0, over the
domain of integration, so that we can as well take
N
(6:30) h(s,y) =1+ yls™ " < T (14 [yals™ ) < TR (1+ |yi)?
k=1
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and

(6.31) e(s,y) = h2(s,y)uz(s) < (K — )G 82572 (1 + [ya])*.

By lemma in the case of a put option and since (K — 3)2+ is bounded, we can
take v;., v, ay, o as before, for k=1 to N, and

(6.32) % =0, =0, ag =0, ay = 0.

the result follows. O
Remark 6.4. If we do not use the commutator analysis, then, again, we have a
greater “h” function; we can check that our previous choice of p does not apply any
more (so we should consider a smaller weight function, but we do not need to make

it explicit). And indeed, by the behaviour of the integral for large s the previous
choice of p makes the p integral undefined.

APPENDIX A. REGULARITY RESULTS BY LIONS AND MAGENES [I1, Ch. 1]

Let H be a Hilbert space identified with its dual and scalar product denoted by
(-,-). Let V be a Hilbert space, densely and continuously embedded in H, with
duality product (-, -)y. Set

(A.1) W(0,T) := {u e L*0,T;V); ue L*0,T;V*)}.
It is known [I1 Ch. 1] that
(A.2) W(0,T) Cc C(0,T;H) with continuous inclusion,

and that for any w, v in W(0,T), and 0 < ¢t < ¢’ < T, the following integration by
parts formula holds:

(A.3) /t ((@(s), v(9))v + (B(s), u(s))v) ds = (u(t'), v(t') a — (u(t),v(t))n-

Equivalently,

t/
(A.4) 2/ (u(s),u(s))yds = ||[u() |3 — ||lu(t)||%, forall u € W(0,T).
t
Let A(t) € L*(0,T; L(V,V*)) satisfy the hypotheses of uniform continuity and
semi-coercivity, i.e., for some a > 0, A > 0, and ¢ > 0:

(A5) (A(t)yu,uyy > aflul|z = N|ullg, for all u € V, and a.a. t € (0,77,
' lA@)ullv+ < c|lullv, forallueV, and a.a. ¢t € [0,T].

Given (f,ur) € L*(0,T;V*) x H, we consider the following (backward) parabolic
equation: find u in W(0,T") such

(A-6) { —i(t) + ABu®) = f i LAO,T5V"),
w(T) =ur in H,

and recall classical results from [11 Ch. 1].

Proposition A.1 (first parabolic estimate). The parabolic equation (A.6) has a
unique solution u € W(0,T), and for some ¢ > 0 not depending on (f,ur):

(A7) lullz20,mv) + Null Lo 0,7y < clllurlle + 1 fllL20,750+)-
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We next derive a stronger result with the hypothesis of semi-symmetry below:
(A.8)
A(

t) = Ap(t) + A1(t), Ao(t) and A;(t) continuous linear mappings V — V*,
Aot
A (

) symmetric and continuously differentiable V- — V* w.r.t. t,
t) is measurable with range in H, and for positive numbers «g, ca,1:
(1) (Ao(t)u,u)y > apl|ul|¥, forallu €V, and a.a. t € [0,T],

(i)  [JAi(ullg < caqllully, forallue V, and a.a. t e [0,T],
feL*0,T;H) and ur € V.

Proposition A.2 (second parabolic estimate). Let (A.8) hold. Then the solution
u € W(0,T) of (A.6) belongs to L>(0,T;V), 1 belongs to L*(0,T; H), and for
some ¢ > 0 not depending on (f,ur):

(A.9) ||u||L°°(o,T;v) + ||71HL2(0,T;H) < c(llurllv + ||f||L2(o,T;H))-

APPENDIX B. PARABOLIC VARIATIONAL INEQUALITIES

Let K C V be a non-empty, closed and convex set, K be the closure of K in H,

and ur € K. Let
B.1) L*(0,T;K) := {u € L*(0,T;V); u(t) € K a.e.},
' W(0,T;K) :=W(0,T) N L*0,T; K).

We consider parabolic variational inequalities as follows: find v € W(0,T; K) such
that

(B.2)

(—u(t) + A(t)u(t) — f(t),v —u(t))y 20 forallve K, a.a.t,
w(T) =ur in H.

Take v € W(0,T; K). Adding to the previous inequality the integration by parts
formula

T
(B3) — /O (0(s) —u(s), v(s) = u(s))vds = 3[[u(0) = v(0) |7 — 5llu(T) — v(T)%

and since u(7T") = up we find that
(B.4)

T
/0 (—6(t) + Atyut) — F(B),0 — u())y >
forallv e W(0,T; K), u(T)=ur.

[u(0) = v(O)II = FNu(T) = v(T)II%

(SIS

It can be proved that the two formulation (B.2)) and (B.4)) are equivalent (they
have the same set of solutions), and that they have at most one solution. The weak
formulation is as follows: find u € L?(0,T; K) N C(0,T; H) such that

T
/0 (=0(t) + A(tu(t) — (), v —u(®)v = —5[u(T) —o(D)|%
for all v € L?(0,T; K), w(T) = ur.

(B.5)

Clearly a solution of the strong formulation (B.2)) is solution of the weak one.
Proposition B.1 (Brézis [0]). The following holds:



21

(i) Let ur € K and f € L*(0,T;V*). Then the weak formulation (B.5) has a
unique solution u and, for some ¢ > 0, given vg € K:

(B.6) lull o< 0,750 + ullLz0, vy < elllurlla + [ fllLz,7v+) + [lvollv).
(ii) Let in addition the semi-symmetry hypothesis (A.8)) hold, and let ur belong
to K. Thenu € L>®(0,T;V), w e L?>(0,T; H), and u is the unique solution
of the original formulation (B.2)). Furthermore, for some ¢ > 0:

(B.7) lull oo (0,7v) + @l 220,75y < c(llurllv + fllL2(0,7:m))-
APPENDIX C. MONOTONICITY

Assume that H is an Hilbert lattice, i.e., is endowed with an order relation >
compatible with the vector space structure:

(C.1) 1 > xo implies that yz1 + 2 = yzo + x, for all v > 0 and = € H,

such that the maxima and minima denoted by max(z1, 23) and min(z, x2) are well
defined, the operator max, min be continuous, with min(z1, z2) = — max(—xy, —x2).
Setting z := max(z,0) and z_ := — min(z,0) we have that x = x4 —x_. Assum-
ing that the maximum of two elements of V' belong to V' we see that we have an
induced lattice structure on V. The induced dual order over V* is as follows: for
v} and v3 in V*, we say that v > v3 if (v —v3,v)y > 0 whenever v > 0.

Assume that we have the following extension of the integration by parts formula
(B:3): for all u, vin W(0,T) and 0 <t <t' <T,

(C.2) 2/t (i(s), uy(8))vds = [Jur ()7 = lluy O)]1F-
and that
(C.3) (A u, uq)v = (A)ug, uy)v.

Pr_op_osition C.1. Let u; be solution of the parabolic equation (A.6) for (f,ur) =
(fiul), i =1,2. If f1 > 2 and ut > v, then uy > uo.

This type of result may be extended to the case of variational inequalities. If K
and K’ are two subsets of V, we say that K dominates K’ if for any v € K and
v’ € K', max(u,u') € K and min(u,u’) € K'.

Proposition C.2. Let u; be solution of the weak formulation (B.5) of the parabolic
variational inequality for (f,ur,K) = (fi,ul, K%, i = 1,2. If fi > f2, uk > u%,
and K1 dominates K2, then u; > us.

The monotonicity w.r.t. the convex K is due to Haugazeau [9] (in an elliptic
setting, but the result is easily extended to the parabolic one). See also Brézis [6].

APPENDIX D. LINK WITH AMERICAN OPTIONS

An American option is the right to get a payoff ¥ (¢, x) at any time ¢t < T and up
at time T'. We can motivate as follows the derivation of the associated variational
inequalities. If the option can be exercized only at times ty = hk, with h = T/M
and k = 0 to M (Bermudean option), then the same PDE as for the European
option holds over (tg,tx+1), k = 0 to M — 1. Denoting by ux the solution of this
PDE, we have that u(t;) = max (¥, @ ). Assuming that A does not depend on time
and that there is a flux f(¢,z) of dividents, we compute the approximation uy of



22 J. FREDERIC BONNANS, AXEL KRONER

u(ty) as follows. Discretizing the PDE with the implicit Euler scheme we obtain
the continuation value 1 solution of

(D.1) Lhukﬂ + Aty = f(tg,), k=0,...,.M —1; wup =max(¥,0),
so that up = ugy1 — hAGE + hf(tg, ), we find that

(D.2) ug = max(ug, V) = max(ugr1 — hAG, + hf(tg, ), ¥),

which is equivalent to

(D.3) min(uy, — 0, Lh“’““ + Ady, — f(ty, ) = 0.

This suggest for the continuous time model and general operators A and r.h.s. f
the following formulation
(D.4)

min(u(t, z) — U(x), —u(t,z) + AL, z)u(t,z) — f(t,z)) =0, (¢t,z) € (0,T) x Q.

The above equation has a rigorous mathematical sense in the context of viscosity
solution, see Barles [4]. However we rather need the variational formulation which
can be derived as follows. Let v(x) satisfy v(z) > ¥(z) a.e., be smooth enough.
Then

/Q (—u(t,z) + A(t, )u(t, ) — f(t,2))) (v(z) — u(t,z))dx =

o) | (—i(t,2) + At 2)u(t, ) — f(t,2))) (v(2) — u(t, 2))ds
{u(t,z)=V(z)}
" (—i(t, 2) + At 2)ult, 2) — £(t,2))) ((z) — u(t, 2))dz.
{u(t,z)>V(x)}
The first integrand is nonnegative, being a product of nonnegative terms, and the
second integrand is equal to 0 since by (D.3)), —u (¢, z) + A(t, x)u(t,z) — f(t,x)) =0
a.e. when u(t,z) > ¥(x). So we have that, for all v > ¥ smooth enough:

(D.6) /Q (—a(t, z) + A(t, 2)u(t, z) — f(t, ) (v(z) - u(t, z))dz > 0.

We see that this is of the same nature as a parabolic variational inequality, where
K is the set of functions greater or equal to ¥ (in an appropriate Sobolev space).
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