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Abstract. The parabolic variational inequality for simulating the valuation of Amer-
ican option is used to analyze a continuous dependence of the solution with respect
to the uncertain volatility parameter. Three kinds of the continuity are proved, en-
abling us to employ the maximum range method for the uncertain parameter, un-
der the condition that the criterion-functional has the corresponding property.
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1 Introduction

The problem of pricing American options is important both in theory and in practice.
It has been shown by the Nobel Prize laureates Merton [7] and Black and Scholes
[4] that the valuation of American call option can be simulated by a free boundary
problem for a degenerate parabolic equation. A weak solution of the problem has
been defined by Badea and Wang [2]. They proved the existence and uniqueness of
the weak solution and some regularity results by a detailed analysis based on the use
of maximum principles.

Efficient numerical methods for the solution of the problem using finite elements
in ”"space” and backward differences in “time” have been proposed by Allegretto et
al. [1] and Lin et al. [8]. These authors started from an equivalent variational inequal-
ity, which can be derived by a suitable change of all variables and which avoids the
degeneracy.

The aim of the present paper is to complete the results of Badea and Wang [2, 3]
by an analysis of a continuous dependence of the weak solution with respect to the
volatility. The latter parameter appears to be the only parameter, which is not ob-
servable directly in the market. On the basis of a variational inequality for the weak
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solution [3], we prove three kinds of the continuous dependence, provided the volatil-
ity belongs to a given compact interval of positive numbers. Then one can employ the
maximum range method [5, 6], if a criterion-functional is prescribed, which has prop-
erties, corresponding to the three kinds of the continuity, mentioned above.

2 Formulation by a parabolic variational inequality

The original mathematical model of American call option proposed by Merton [7] is
represented by a free boundary problem for a parabolic equation

1
wy — Eazxzwxx — (r—d)xwy +rw =0, in D, (2.1)

with the initial condition
w(x,0) =0,
and the boundary conditions
w(0,t) =0, w(s(t),t) =(x—2)", wi(s(t)t) =1,

for all t € (0,T]. Here w(x,t) denotes the value of the American call option, T is
the maturity date (the time at which the American call option expires), r is the interest
rate, d the dividend rate, o the volatility, Z the exercise price, x denotes the stock price,
t = T — t,, where t, is the real time,

D= {(x,t): 0<x<s(t), te (o,T]}.

The free boundary x = s(t) denotes the optimal exercise curve,

0 d
%, w = ai:’ and (u)* = max{u,0}.
We assume that 7, d, Z, o are positive real constants.

If we define a new function u(x, t) by

Wy =

u=w-—(x—-2)",

we can extend the function u outside the domain D by zero. In this way a weak
solution has been defined by Badea and Wang in [2], where an upper bound

ZA(0)

Sole) = (Ao)—1)’

with

AMo) :az{az —r+d+ [(U—r+d)2+2ra2}%},
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was found for s(t), so that

sup s(t) < So. (2.2)
te(0,T]

Remark 2.1. Since d > 0 and ¢? > 0, A(¢) > 1 follows. One can choose any constant
S > Sp(c) and define Q) = (0, S), I = [0, T}, the space
W(I) = {v € L2(L HY(Q)) : x 1oy € L2(1, LZ(Q))},

the bilinear form

o2

. 1 |
72(Mx,0x)+<d ) (g, x0) +r(x"u,x"0),

a(o;u,v) =

and the function

g(x) = (x 'd —x2rZ)H(x — Z),
where (f, g) denotes the inner product [, fgdx and H(-) is the Heaviside function.
Definition 2.1. We say that u is a weak solution if u € W(I) is such that u(x,0) = 0 and

(x2uy,0) + a(c;u,0) + (gH(u),v) = %UQU(Z), (2.3)

holds for all v € H}(QY) and almost all t € 1.

Badea and Wang proved in [2] that there exists a unique weak solution,

xtu e L*(I,L*(Q)), uy € L%(1,L*(QQ)),

r
sup {s(t)} < S, inf {s(t)} > Zmax< -,1¢,
re(0,7] tel {d }
ur >0, in Q) x I, u>0, in D,

u=0, in (QxI)\D.
Moreover, the values of u(x, ) do not depend on the value of S. It is easy to deduce

that the weak solution satisfies the following parabolic variational inequality (see [3]):

(x’zut,v —u) +a(o;u,v—u)

>02(0(Z) —u(Z)) _/5

2z 5 ,

g(v—u)dx, (2.4)
forall v € K and
almostall tel, uelLl*(,K), x 'u€L?(I,L*(Q)),
and u(x,0) = 0, where
K={ocH}(Q): >0, in Q}

In what follows we will start the analysis on the basis of problem (2.4).
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3 Continuous dependence of solution with respect to
volatility

We will consider that the volatility ¢ is uncertain and belongs to a given interval
Ung = [Umin/ Umax]/ 0 < Omin < Opax < 0.

A question arises about the dependence of the solution u = u(c) of problem (2.4) on
the parameter o € U,;. Let us choose

S > max Sy(0),
oc€Uyy

Then we will prove the following main result.
Theorem 3.1. Let 0, € Uy, 0, — 0, as n — oo, Then
u(oy) — u(o), in L*(I; Hy(QQ)),

x tu(on)(t) — x tu(o) (1), foraa. tel,

xtu(oy) = x'u(o)  (weakstar),  in L*(L;L*(Q)).
For the proof we shall need the following lemmas and a proposition.

Lemma 3.1. There exist positive constants Cy, Cy such that
o? r+d
a(o;v,0) = 5 N
2ol 21lx~ollg

|a(o;u,0)| < Crllully o],

> Co[|o]f3,

forany u,v € H}(Q) and any 0 € Upg.

Henceforth ||v||, denotes the norm in L?(Q)) and ||v||; the standard norm in the
Sobolev space H!(Q)).
Proof is a consequence of the inequalities

S7Hlollo < llx"ollo < 2floxllo, Vo € Hy(€2).
Proposition 3.2. There exists a constant C3 such that

e ) SO

12 (52(Q)
Proof. By an analysis of the proof of Lemmas 3.4 and 3.5 in [2]-1I, we infer that

HX’latuk(U)\}LZ(I;LZ(Q)) < C(Omax), Vo € Ung,
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where uy (o) is the Rothe piecewise linear approximation of #(c) in the interval I. Then
a function w with

x tow € LA(L;L*(Q)),

can be found as a weak limit of a subsequence of {x 191y (c") } such that the norm of
x 19w in L?(I; L*(Q))) is bounded by C(0max). In proving Theorems 4.1 and 2.1 of
[2]-11, it was verified that w = u(0). O

Lemma 3.2. The set L?(I;; K) is weakly closed in
L*(I; Hy(QY),  forallt €],
where I; = (0, T].

Proof. It is readily seen that L2(I;K) is convex, since K is convex. Let u, €
L*(I;K), up, — uin L?(I;; HY(Q))), as n — co. Then from

t
/o lun(T) — u(7)|F dT —0, Viel,

we infer that u,(t) — u(t) in H}(Q) for a.a. T € I, so that u(t) € K fora.a. T € [;
and u € L*(I;;K). Since L(I; K) is convex and closed in L?(I;; H}(Q))), it is weakly
closed. 0

Proof of Theorem 3.1. For brevity, let us denote u, = u(c;,) and

2 S
L(ow;w) = 7 H;(Z) —/Z qw dx,

From (2.4), we infer that
(x’zum,v —Uy) +a(op; Uy, v —uy) > L(oyw; 0 — uy), (3.1)

holds forany v € Kand a.a. t € I.
Let us insert v = 0 to obtain

(x™ 't x 1) + a(05 i, n) < L(0w; ). (3:2)

By using Lemma 3.1, the embedding H}(Q2) — C(Q) and the inequality

€ _
8l < =+ (2¢)7'¢?,
2f

with € > 0, we arrive at

d, _ 2 _
%Hx Y (1) + 2ColJun|lf < Collual? +C,
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Integrating over the interval I;, we obtain
t _
L ()2 + co/ lun(0)|2dt <CT, Wiel, n>1, (3.3)
0

Then there exists a subsequence {u,,} C {u,} and u* such that

xut(t) € LA(Q), uw* e LA(LH)(Q)),

and
X Yy (8) — x7tut(t)  (weakly), in L2(Q), Vtel, (3.4)
x Yuy — x7u* (weak star), in L®(L; LZ(Q)), (3.5)
Uy — u* (weakly), in L?(I; H}(Q)). (3.6)

Let us verify that u* = u(c). To this end we choose an arbitrary v € L?(I;; K). We have
(x ™20t thyy — 0) + (O Uy, hyy — 0) < L(0; iy — 0),

for almost all ¢ € I. From this inequality, we obtain

Z—dt\}x’lum\}é + (O U, U )

g(x’latum,v) + a(om; um, ) + L(Op; thy — 0), (3.7)
so that
%folum(t)Hé + /Ota(am;um(r),um(r)) drt
< /Ot {(xilatum(r),v(T)) + a(0m; um (1), 0(T))
+ L(ow; tm(T) — v(r))} dr, (3.8)

holds for all ¢ € I.
Let us pass to the lim inf with m — co. By virtue of (3.4), we arrive at
fim inf|[x Vit (£)2 > [l 1t ()2 (3.9)

The functional
t
(w) :/0 a(o;w(t),w(T)) dt,

is convex and continuous in L?(I; H} (Q2)) due to Lemma 3.1. Hence, it is weakly lower
semicontinuous, so that (3.6) yields

lim inf /Ot a(o; um(T), um (7)) dT > /Ot a(o;u* (1), u* (7)) dr. (3.10)
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Moreover, we observe that

t t
‘/ a(am;um,um)dr—/ a(o; t, Uy ) dT
0 0
1 gt
Si/o o = [ lum (D)7 dT =0, (3.11)
follows from (3.3).

By using Proposition 3.1, we infer that a subsequence of {1, } exists (and we shall
denote it by the same symbol), such that

x Yy — x 719t (weakly), in LZ(I; LZ(Q)), as m — oo.

Then t t
/ (x4, x 10) dT—>/ (x71o;u*, x1v) dt. (3.12)
0 0

Since
x (1) € L*(Q), if o(t) € H{(Q),

so that the integral represents a linear continuous functional in L?(I, L?(())). By virtue
of (3.6)

t t
/ a(o; ty,v)dT — / a(o;u*,v)dr,
0 0
and using an analogue of (3.11), we arrive at
t t
/ a(o; ty,v)dT — / a(o;u*,v)drt. (3.13)
0 0
Next, we have
t t
‘ / L(ow; um —0)dt — / L(o; uy —v)dt
0 0
t
gC’ai — (72} / |ty — 0|, dT — 0,
0
and
t t
/ L(o; Uy —v)dt — / L(o;u* —v)dr,
0 0

by virtue of (3.6). As a result,

t t
/ L(owm; um —0) dt — / L(o;u* —v)dT. (3.14)
0 0
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From (3.7)-(3.14), we obtain
1 —1. % 2 t * *
EHx w ()] +/0 a(o;u*, u*)drt
t
< / [(x’latu*,x’lv) +a(o;u*,v)+ L(o;u* — v)} dt.
0
This inequality can be rewritten as
t
/ [(x’latu*,x’lv —x W) +alo;ut,v—u*) — L(o;v — u*)] dt >0, (3.15)
0

By Lemma 3.2 and (3.6), we infer that u* € L?(I;, K).
Let us set

o(7) = u™(7) + w(x)xe (7),
where w € K is arbitrary and x. is the characteristic function of the interval
[to—€ to+e|, th<T.
Then v € L?(I;, K). Since the Lebesgue Theorem implies that

to+e
(26)_1/0 g(t)dt — g(ty), as e€—0,
t

0—€

holds for any measurable function ¢ and almost all ty € I, from (3.15) we infer that

[(x_latu*,x_lw) +a(o;u*,w) — L(U;w)} > 0. (3.16)
t=to
Next, let us take v = 0 and v = 2u* in (3.15). Then
t
/ [(x‘latu*,x_lu*) +a(o;u*,u) — L(a;u*)] dt =0, Viel, (3.17)
0
and
{(x_latu*,x_lu*) +a(o;u*,u*) — L(O’;u*)L L (3.18)
=to

follows by differentiation. From (3.16) and (3.18), we obtain
(x 20, w — u*) +a(o;u*,w — u*) — L(o;w — u*) >0,
for all w € K and almost all t € I, so that u* = u(0).

Since the weak solution is unique (see [2]-I), the whole original sequence {u,}
tends to u(c) weakly in L?(I, H}(QY)), x~tu,(t) tends weakly to x 1u(o)(t) in L?(Q)
forall t € I and x'u, weakly star to x 'u(c) in L* (I, L?(QY)).

To prove the strong convergence, we introduce the following bilinear form in
12 (1, H ()

N —

(w,0) = = (x tu(t), x to(t)) + /Ot a(o;u,v)dr,

and let [|u|? = (u, u).
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Lemma 3.3. Let us denote u = u(c), u, = u(oy). Then
[nlly = Nlully,as n— oo,

Proof. Since {u,} is bounded in L?(I, H}(Q))) by virtue of (3.3),

t 1 t
/ (a(0; n, ) — (05 up, 1y)) dt < E\o',% — (72\ / Hun||‘;~ dt — 0, (3.19)
0 0
and
t t t
)/ L(an;un)dr—/ L(U;un)dr‘ < Cloj — o7 / ||tnl|l, dT — 0. (3.20)
0 0 0

In the variational inequality for u,, we insert v = 0 and v = 2u,, to obtain

1 2 ¢
= 7}|x uzn(t)H +/ a(oy; thy, Uy) dT
0

- /0 L0 ) d. (3.21)
Then from (3.19)-(3.21) and the weak convergence of {u, } it follows that
HunHi =B, + /Ot(a(a;un,un) — a(0y; Uy, Uy)) AT
= /Ot L(o;u,)dt + /Ot(L((fn;un) — L(o;uy)) dt
— /Ot L(co;u)dt.
On the other hand, (3.17) yields that

) t
ul = [ L@wr,
so that

2
, as n-— oo,
a

2
[l = [|u
Then the lemma is proved. O

Let us observe that

(Uy,v) = %(x’lun(t),x’lv) + /Ot a(o;uy,0)dt — (u,v),

and (v,u,) — (v,u) holds for any v € L?(I;, H}(Q))) by virtue of the weak conver-
gences proved above. Then

| un — qu = (uy — u, ty — 1)

= [l 4 1[5 = () = {at, ) = 0, (3:22)
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follows from Lemma (3.3).
It is readily seen that

t 1
2 2 - 2 2
Co [Nelfdr <ol and Sl < ol

hold for any v € L? (I ; Hé (Q)) Then the strong convergence follows from (3.22). U

4 Maximum range problem

Assume that a criterion-functional
®(050) : Upg x (L24(Q) x L2 (L HY(Q) ) — R,

is given, such that if

on €Uy, 0, — 0, as n— oo, 4.1)
(i) vy — v, in L2(I, H}(QY)),
(il) x Lu,(t) — x " to(t), inL2(Q), Vte,
(iii) x v, — x71v (weakstar), in L*(I,L*(Q)),
then
®(0y;v,) — P(0;v), as n— oo. (4.2)

Theorem 4.1. Let the criterion-functional ® satisfy conditions (4.1)-(4.2). Then there exists
at least one solution of the maximization problem

o = arg max ®(o;u(0)), (4.3)

oc€Uyy

and at least one solution of the minimization problem

o = arg min ®(o;u(0)). (4.4)

o€Uyy

Proof. 1°. Let {0, } be amaximizing sequence of the functional [ (¢) = ®(c;u(0)),
ie.,
J(0w) — sup J(0), as n — oo. 4.5)

o€Uyy

Since U, is compact, there exists a subsequence {cy, } and c* € U, such that
Om — 0", as m— oo,

By Theorem 3.1, the sequence {u(0,,)} and u(c™*) satisfy conditions (i)-(iii) of (4.1).
By using assumption (4.1)-(4.2), we infer that

J(0m) = @(om; u(om)) — ®(c*;u(c*))

=J(c"), as m — oo.
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From (4.5), we obtain
J(¢*) = sup J(0),
o€U,y
so that c* solves problem (4.3),i.e., 0" = 0.
2. Let {0y, } be a minimizing sequence of [(¢), i.e.,

J(on) — inf J(o), as n — oo (4.6)

o€Uyy
There exist {0;,} C {0} and o such that
Om — Oy, as M — oo.

Using Theorem 3.1, we obtain J(0,,) — J(0.) and by comparing the limit with (4.6),
we arrive at

J(o.) = inf (o),

€Uy

so that o solves problem (4.4), i.e., 0 = 0. O
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